


Senator Poland, Representative Osterback and Members of ThE

Joint House and Senate Resource Committees of the Alaska

State Legislature,

| WANT TO THANK YOU FOR THIS OPPORTUNITY TO SPEAK TO YOU TODAY

ON WHAT | CONSIDER A TOP PRIORITY THIS YEAR - A COMPREHENSIVE

REVISION OF THE STATE'S OIL AND GAS TAXING SYSTEM.

For SEVERAL MONTHS MEMBERS OF MY STAFF MADE A COMPREHENSIVE

review of Alaska's current oil and gas tax structure. That

REVIEW CULMINATED >N A REPORT ENTITLED "ALASKA'S OIL AND GAS

Tax Structure: A Study With Recommendations for Improvement,"

with the permission of the Chairman, | would like the department's

study to be made a part of. these committee's records and proceedings.

Before | get to the specific recommendations and bills intro-

duced TO IMPLEMENT THOwE RECOMMENDATIONS, LET ME BRIEFLY

summarize the department's report, The department first by

WAY OF BACKGROUND AND INFORMATION, SKETCHED OUT AN OVERVIEW



OF OIL AND GAS OPERATIONS IN ALASKA AS WELL AS DESCRIBED THE

present Alaska tax system. Secondly the department discussed

past revenue expenditure patterns and made expenditure and

revenue projections over the next few years. QOur projections;

OF OIL AND GAS REVENUES WERE BASED UPON THE ASSUMPTION

that North Slope oil would be priced as free market

OIL WITHOUT ENTITLEMENT PENALTIES." Ve ALSO POINTED OUT,

HOWEVER, THAT OUR REVENUES WOULD BE SUBSTANTIALLY SMAILER IF

North Slope oil received a depressed pricing treatment. As

YOU KNOW THE FEDERAL ENERGY ADMINISTRATION HELD HEARINGS IN

Washington D.C., San Francisco and Anchorage this week on this

VERY QUECTION. At those hearings we have taken the position

that North Slope oil should be priced as free market oil

without entitlement penalty.

In a third phase of the report, the department discussed

SEVERAL PROBLEMS OR DEFICIENCIES WHICH WERE FOUND IN EACH OF

THE STATE'S MAJOR OIL AND GAS TAXES. In THE FOURTH SECTION

OF THE REPORT, THE DEPARTMENT MADE ITS RECOMMENDATIONS TO



CURE THE DEFECTS, AMD THEN ESTIMATED THE REVENUE EFFECTS

OF THE VARIOUS RECOMMENDATIONS.

WITH THAT SUMMARY OF THE DEPARTMENT'S REPORT LET HE DISCUSS

IN TURN EACH OF OUR RECOMMENDATIONS AS EMBODIED IN BILL FORM

AND CONTRAST OUR PROPOSALS WITH OTHER BILLS WHICH ARE NOW

PENDING BEFORE YOUR RESPECTIVE COMMITTEES.

Let me start with what n» consider as the first priority - a

REVISION OF THF STATE'S SEVERANCE TAX. THESE REVISIONS ARE

CONTAINED IN 11B 321 AND SB 238, ALTHOUGH OUR SEVERANCE TAX

PROPOSAL HAS SEVERAL PARTS, [T ESSENTIALLY ACCOMPLISHED TWO

MAJOR GOALS. FIRST, IT PROTECTS THE STATE'S SEVERANCE TAX

REVENUES IN THE EVENT OF ARTIFICIALLY DEPRESSED FEDERAL

pricing, Secondly it provides tax relief to production

AT OR NEAR A PROPERTY'S LIMIT. EACH OF THESE GOALS ARE

EXTREMELY IMPORTANT, As YOU KNOW, THE FEDERAL GOVERNMENT WILL



SOON BE ESTABLISHING THE PRICING TREATMENT TO BE AFFORDED
North Slope oil. Both the state's royalty share and severance
TAX ARE DEPENDENT UPON THE "WELL HEAD" PRICE OF OIL PRODUCED,
i+ North Slope oil is allowed to find its place in the free
MARKET OUR ROYALTY AND SEVERANCE TAX REVENUES ARE PROTECTED
IF, HOWEVER, THE PRICE IS SET ARTIFICIALLY BELOW THE FREE
MARKET PRICE A PORTION OF THE STATE'S REVENUES WILL BE LOST
UNLESS CORRECTIVE ACTION IS TAKEN. THE CORRECTIVE ACTION
WHICH WE PROPOSE TO GUARD AGAINST THIS DEPRESSED PRICING IS
TO RAISE THE CENTS-PER-BARREL FLOOR IN THE SEVERANCE TAX TO
WHAT WE PROJECT .TO BE A MID POINT FREE MARKET PRICE OF OIL ON
the North Slope ($7.50 per barrel) and to escalate that floor

through time with a price escalator. Thus if an artificial
PRICE IS SET AT $7.00, $6.50 , $6,00 or even less, the state
WOULD STILL COLLECT SEVERANCE TAX ON THE BASIS OF THE FREE
MARKET VALUE OF THE OIL. ACCORDINGLY WE MUST PROTECT OURSELVES
FROM THE POTENTIAL DANGER OF DEPRESSED PRICING BY RAISING THE
CENTS-PER-BARREL FLOOR THIS YEAR. If WE WAIT AND THE PRICING

DECISION GOES AGAINST US, WE MAY LOSE SUBSTANTIAL AMOUNTS OF



REVENUES DURING AN INTERIM PERIOD UNTIL CORRECTIVE ACTION CAN

BE TAKEN. 1o DELAY IN THE FACE OF THIS DANGER MIGHT RESULT

IN A LARGE BUDGET DEFICIT FOR THIS NEXT FISCAL YEAR.

The SAME DANGER TO THE STATE CAN ARISE THROUGH THE ACTIONS .

OF THE OIL CORPORATIONS THEMSELVES EVEN WITH A FAVORABLE

PRICING DECISION BY THE FEDERAL GOVERNMENT. FOR EXAMPLE

INTEGRATED OIL CORPORATIONS - OIL CORPORATIONS WHICH NOT

ONLY PRODUCE BUT TRANSPORT, REFINE AND MARKET THEIR OWN OIL CAN

ESSENTIALLY EFFECT THE WELL HEAD VALUE BY THE TARIFFS WHICH ARE

SET FOR TRANSPORTATION OF ITS OIL AND BY THE CHOICE OF THE PLACE

WHERE THF OIL IS REFINED. SINCE THE ALASKA WELL HEAD PRICE

IS DETERMINED BY TAKING THE REFINERY PRICE AND NETTING BACK

ALL THE TRANSPORTATION CHARGES TO THE FIELD, THE WELL HEAD VALUE

WILL BE REDUCED AS TRANSPORTATION CHARGES ARE INCREASED. If

THE PIPELINE TARIFF OR TANKER TARIFF ARE INFLATED IT MAY

SUBSTANTIALLY REDUCE THE WELL HEAD VALUE. By INFLATING THE

TRANSPORTATION CHARGES, THE INTEGRATED COMPANY CAN SHIFT THE



PROFITS FROM ITS PRODUCTION OPERATION TO OTHER PHASES OF ITS

BUSINESS AND REDUCE ITS ROYALTY AND SEVERANCE TAX LIABILITIES.

These potential actions much as federal pricing would effectively

REDUCE THE WELL HEAD PRICE BELOW WHAT WOULD OTHERWISE BE THE

MARKET VALUE OF THE OIL. By RAISING THE CENTS-PER-BARREL TAX

FLOOR YOU PROTECT THE STATE AGAINST THESE POSSIBILITIES.

The second major goal of our severance tax bill after assuring

THAT OUR SEVERANCE TAX REVENUES ARE PROTECTED FROM THE VAGARIES

OF FEDERAL PRICING ACTIONS AND CORPORATE MANIPULATION, IS TO

PROVIDE TAX RELIEF FOR PRODUCTION WHICH 1S APPROACHING, OR IS AT,

ITS ECONOMIC LIMIT, As MENTIONED IN OUR REPORT THE SEVERANCE

TAX CAN ACT AS A DISINCENTIVE TO CONTINUED PRODUCTION AS

PRODUCTION FROM A PROPERTY REACHES ITS ECONOMIC LIMIT, A

PARTICULAR PROPERTY'S ECONOMIC LIMIT IS NOT SOLELY A FUNCTION

OF THE VOLUME OF PRODUCTION BECAUSE THE COSTS OF PRODUCING OIL

MAY VARY SUBSTANTIALLY IN DIFFERENT REGIONS OF THE STATE. FOR

EXAMPLE A WELL PRODUCING 1,000 BARRELS A DAY IN COOK INLET



MAY BE NOWHERE NEAR ITS ECONOMIC LIMIT BUT A WELL PRODUCING

AT THE SAME RATE ON THE NORTH SLOPE OR IN INTERIOR ALASKA

MAY ACTUALLY/HAVE REACHED ITS ECONOMIC LIMIT BECAUSE OF

THE HIGHER COSTS OF PRODUCTION AND TRANSPORTATION.IN THOSE AREAS.

Accordingly a stair step approach based upon production levels

MAY WORK WELL FOR ONE PART OF THE STATE BUT NOT ANOTHER.

Therefore HB 321 and sB 238 provide a mechanism whereby the

TAX RATE IS SCALED DOWN OR REDUCED AS A PARTICULAR PROPERTY

REACHES ITS TRUE ECONOMIC LIMIT, THIS FEATURE ESSENTIALLY

TAILORS THE TAX RATE SCHEDULE TO THE ECONOMICS OF EACH PRODUCING

property, Instead of stair-steps it provides a continuous

SERIES TAX RATES FROM 10 PERCENT TO ZERO AND WHICH DECLINE AS

PRODUCTION APPROACHES THE PRODUCTION LEVEL AT THE PROPERTY'S

ECONOMIC LIMIT.

There was some suggestion earlier in the week by mr, Kilgore,

THAT THE ECONOMIC LIMIT FACTOR WAS DEFICIENT IN PRACTIVE SINCE

IT SEEMED TO RESULT IN HIGHER EFFECTIVE TAX RATES FOR SOME



PRODUCTION IN COOK INLET, THIS PRESUMED DEFICIENCY IS SIMPLY

NOT TRUE, 1 BELIEVE THAT THE EFFECTS WHICH wr . KILGORE

SPOKE TO WERE-HOT BECAUSE OF ANY DEFICIENCY IN THE ECONOMIC

LIMIT FACTOR BUT RESULTED FROM THE EFFECTIVENESS OF THE CENTS-

PER-BARREL FLOOR »N PROTECTING THE STATE AGAINST THE ARTIFICIAL

PRICING ACTIONS OF THE FEDERAL GOVERNMENT, In THIS REGARD

IT SHOULD BE NOTED THAT AS PRODUCTION BECOMES INECOMOMJC IN

Cook Inlet the producers may apply and receive pricing relief

FROM THE FEDERAL GOVERNMENT. No SUCH LUXURY IS GIVEN TO THE

ROYALTY OWNER; - THE STATE - AS PRICING RELIEF WILL BE GIVEN

ONLY TO THE WORKING INTEREST AND NOT ROYALTY INTEREST, TIIE

FEDERAL RATIONALE FOR THIS POLICY IS THAT THERE WILL BE NO

ADDITIONAL PRODUCTION AS A RESULT OF PRICING RELIEF TO TIIE

ROYALTY OWNER. THUS PRICING RELIEF IS GIVEN TO THE WORKING

interest, Certainly if you compare the tax rates to the

ARTIFICIALLY ADMINISTERED PRICE IN COOK INLET YOU WILL GET

HIGHER EFFECTIVE TAX RATES. BUT AS STATED BEFORE; THE STATE

SHOULD NOT BE CONTENT TO SIMPLY ACCEPT TAXES BASED ON THE



ARTIFICIAL PRICE SET BY THE FEDERAL GOVERNMENT BUT SHOULD

INSIST ON A PERCENTAGE OF THE TRUE MARKET VALUE OF THE RESOURCES

PRODUCED, IF THE TAX RATES ARE COMPARED TO THE TRUE MARKET

VALUE OF OIL IN COOK INLET THESE HIGHER EFFECTIVE TAX RATES

DISAPPEAR. THE ECONOMIC LIMIT FACTOR DOES WORK AS PLANNED

T0 SCALE DOWN THE TAX RATE AS THE PROPERTY REACHES ITS

“TRUE ECONOMIC LIMIT". By THIS | MEAN THE ECONOMIC LIMIT AS

GAUGED BY THE MARKET VALUE OF THE OIL NOT THE ARTIFICIALLY

set price. Thus using the true market value of oil as the

STANDARD |F THE ECONOMIC LIMIT ~ FOR THE PROPERTYIS 100 BARRELS

A DAY AND THE CURRENT PRODUCTION HAS DECLINED TO 200 BARRELS A

DAY THE TAX RATE WILL BE SCALED DOWN BY so PERCENT. WHEN

PRODUCTION REACHES 100 BARRELSA DAY OR WHEN  IT IS AT ITS

ACTUAL ECONOMIC LIMIT, THE TAX  RATE IS ZERO.

Let me also point out some of the other features of 1B 321



The bill would place the tax on gas production on an equivalent

BASIS AS OIL AND IT WOULD ESTABLISH A CENTS-PER-MCF FLOOR

AT 6.4 CENTS PER wmcr. THIS IS BASED UPON THE HIGHEST PRICE

PAID FOR GAS IN COOK INLET. THIS FLOOR, AS THE CENTS-PER-

BARREL FLOOR, WOULD PROTECT GAS SEVERANCE TAX REVENUES FROM

DEPRESSED PRICING BELOW MARKET VALUE.

Both the cents-per-barrel and cents-per-Mcf floors would be

ADJUSTED BY AN INFLATION FACTOR SET OUT IN THE BILL.

In ADDITION THE BILL WOULD PROVIDE FOR TAX ON FLARED GAS

WHICH IS PRESENTLY UNTAXED. TIIE TAX RATE FOR THIS FLARED

GAS WOULD BE TWICE THE CENTS-PER-MCF RATE. THIS WILL PROVIDE

ADDITIONAL INCENTIVE TO TIIE PRODUCER TO CONSERVE OUR NATURAL

RESOURCES,

With that discussion of the severance tax proposal, | would
LIKE TO CONTRAST OUR SEVERANCE TAX PROPOSAL WITH OTHER SEVERANCE
TAX PROPOSALS WHICH HAVE BEEN INTRODUCED. THE OTHER SEVERANCE

TAX PROPOSALS ARE sB 103 AND 1B 1M.
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First, ss .103 and HB 144 in contrast to our bills do not

FULLY PROTECT THE STATE AGAINST UNFAVORABLE FEDERAL PRICING

decisions. This is because the other bills leave the cents-.

PER-BARREL FLOOR AT ITS PRESENT LEVEL OF $1310 PER BARREL.

Thus the cents-per-barrel floor would not kick in to protect

THE STATE UNTIL THE WELL HEAD PRICE OF OIL WAS REDUCED BELOW

$6.10, This is $1,40 below, the projected free market price of

North Slope oil. Just this difference of $1.40 a barrel in

the severance tax floor could cost the state from $100 to $200

MILLION DOLLARS A YEAR. 1o PROTECT THE STATE AGAINST UNFAVORABLE

FEDERAL PRICING AND CORPORATE MANIPULATIONS, IT IS NOT ENOUGH

SIMPLY TO RAISE THE PERCENTAGE RATES SINCE ANY PERCENT OF AN

ARTIFICIAL PRICE ONLY RETURNS THAT PERCENTAGE AMOUNT OF THAT

ARTIFICIAL PRICE, 7o PROTECT THE STATE, THE CENTS-PER-BARREL

FLOOR HAS TO BE RAISED TO THE FREE MARKET LEVEL.



Secondly se 103 and uB 144 do not adequately provide tax
RELIEF TO PRODUCTION APPROACHING ITS ECONOMIC LIMIT. THESE
BILLS ATTEMPT TO PROVIDE RELIEF FOR MARGINAL WELLS BY EXPANDING
THE NUMBER OF STAIR-STEP TAX RATES AND BY APPLYING A ZERO
TAX RATE IF PRODUCTION DECLINES TO 100 BARRELS A DAY. as
STATED EARLIER, THE STAIR-STEP APPROACH WILL WORK AT BEST
ONLY FOR A PARTICULAR PART OF THE STATE. THUS THE STAIR-
STEP SCHEDULE SET OUT IN THESE BILLS WILL PROVIDE RELIEF

for Cook Inlet production but will not provide relief for
OTHER AREAS IN THE STATE IN WHICH THE ECONOMIC LIMIT IS WELL
ABOVE 100 BARRELS A DAY. FOR PRODUCTION ON THE NORTH SLOPE
AND IN INTERIOR ALASKA WHICH HAVE HIGHER COSTS OF PRODUCTION
AND TRANSPORTATION, THERE WILL NOT BE TAX RELIEF SINCE THE
ECONOMIC LIMIT FOR THIS PRODUCTION MAY IN FACT REACH AS HIGH
AS 1,000 BARRELS A DAY. THUS IN CONTRAST TO OUR SEVERANCE
TAX PROPOSAL, sB 103 AND He 144 DO NOT PROVIDE TAX RELIEF

FOR MARGINAL PRODUCTION EXCEPT FOR COOK INLET PRODUCTION.



In addition sB 103 and HB do not address the severance
tax on gas production. These bills simply leave the tax at
THE CURRENT 4 PERCENT OF VALUE. WITHOUT PROVIDING A SEVERANCE
TAX FLOOR TO PROTECT AGAINST DEPRESSED GA*S PRICING. ALSO THE
GAS FLARING TAX IN THESE BILLS MAY BE TOTALLY DEFICIENT SINCE
IT IS NOT BASED ON A CENTS-PERrMcF BASIS BUT ON A PERCENTAGE
OF VALUE BASIS. FOR EXAMPLE IT MIGHT BE ARGUED THAT GAS WHICH
IS FLARED HAS ZERO VALUE OR PRICE SO ANY PERCENTAGE OF ZERO
WOULD GIVE YOU ZERO REVENUE. ACCORDINGLY THE GAS FLARING TAX
SHOULD BE BASED ON A CENTS-PER-MCF BASIS AS IN OUR BILLS TO

CLOSE THIS POTENtIAL LOOPHOLE.

Thus we believe that our severance tax proposal is superior

IN THAT IT PROTECTS THE STATE AGAINST DEPRESSED FEDERAL PRICING
PROVIDES TAX RELIEF TO MARGINAL PRODUCTION IN ALL PARTS OF

THE STATEj AND ASSURES A FAIR SEVERANCE TAX RETURN ON GAS

PRODUCTION.



1 WOULD LIKE TO MOW TURN TO OUR INCOME TAX PROPOSAL.

AS EXPLAINED EARLIER IN THE WEEK BY PROFESSORS ZEIFMAN AND

Ainsworth, there are two major problem areas with the current

CORPORATE INCOME TAX. THE FIRST PROBLEM IS THE ERODED FEDERAL

CORPORATE INCOME TAX BASE WHICH ALASKA HAS INCORPORATED AS ITS

own. Over the years, Congress has continually eroded the federal

TAX BASE BY SPECIAL EXEMPTIONS, DEDUCTIONS, AND CREDITS WHICH

DO NOT REFLECT NORMAL FINANCIAL ACCOUNTING. THE EROSION HAS

BECOME SO GREAT THAT FEDERAL TAXABLE INCOME IS SUBSTANTIALLY

BELOW THE NET INCOME WHICH IS CERTIFIED AND REPORTED TO SHAREHOLDERS.

For example as indicated on Page 7 of Chapter 5 of our report,

a Congressional report shows that 5 multinational oil companies

PAID $107 MILLION DOLLARS IN CORPORATE INCOME TAXES TO THE

Federal government on pre tax profits of more than 2,2 billion

FOR AN EFFECTIVE AVERAGE TAX RATE OF =*1,8 PERCENT. Tiie REPORT

ALSO SHOWS THE FINDINGS OF THE CONGRESSIONAL STUDY, IN WHICH

TIIE EFFECTIVE FEDERAL TAX RATE ON THEIR WORLDWIDE INCOME IS



SHOWN FOR SEVERAL OF THE MAJOR OIL CORPORATIONS. NEEDLESS TO

SAY THESE EFFECTIVE TAX RATES ARE SUBSTANTIALLY BELOW THE

FEDERAL STATUTORY TAX RATE OF 48 PERCENT.

The SECOND MAJOR PROBLEM FOUND WAS THE MANNER ii. which the

CORPORATION'S TOTAL NET .INCOME IS APPORTIONED TO ALASKA,

Currently the total federal taxable income 0r an Alaskan

CORPORATION PLUS THE TAXABLE INCOME OF ALL OF ITS UNITARY

AFFILIATES AND SUBSIDIARIES ARE COMBINED INTO A TOTAL WORLD-

WIDE TAXABLE INCOME FIGURE AND THEN THAT AMOUNT IS MULTIPLIED

BY A 3 FACTOR FORMULA OF PROPERTY.. PAYROLL AND SALES, TIIE

PRODUCT OF THAT CALCULATION BECOMES ALASKA TAXABLE INCOME

for the Alaskan corporation and it is taxed at the 9.4 percent

NOMINAL RAX RATE.

THE PRESENT APPORTIONMENT FORMULA OF PROPERTY. PAYROLL AND

SALES IS DESIGNED TO MEASURE THE ACTIVITY OF GENERAL MERCHANTILE

BUSINESSES.  “IT DOES NOT ACCURATELY MEASURE TIIE ACTIVITIES

OF NATURAL RESOURCE COMPANIES AND IT DOES NOT TAKE INTO



ACCOUNT THE UNIUQE CONTRIBUTION MADE BY NATURAL RESOURCES

THEMSELVES, ~ THE PRESENT DESTINATION-ORIENTED FORMULA DOES

NOT GIVE ANY WEIGHT TO THE SCARCITY VALUE OF THE NON-RENEWABI.E

RESOURCE WHICH IS REALLY WHAT DETERMINES THE INCOME OR PROFIT

FOR A NATURAL RESOURCE COMPANY.

The TAX WOULD BE LEVIED ON AND WOULD BE MEASURED BY THE TOTAL

WORLD-WIDE NET INCOME OF THE CORPORATION AND ALL OF ITS

UNITARY AFFILIATES AND SUBSIDIARIES AS REPORTED AND CERTIFIED

TO ITS SHAREHOLDERS AMD THEN APPORTIONED TO ALASKA BY

A 3 FACTOR FORMULA, In ONE CLEAN SWEEP IT WOULD ELIMINATE ALL

OF THE SPECIAL SUBSIDIES AND ACCOUNTING DEVICES WHICH ARE

EMBODIED IN THE PROVISIONS OF THE INTERNAL REVENUE CODE.

Thus the income would ee based on normal financial net income

UNERODED BY ALL THE SPECIAL FEDERAL EXEMPTIONS, CREDITS AND

DEDUCTIONS.

.
Admittedly there is some flexibility under normal accounting

PRINCIPLES FOR THE DETERMINATION OF NET INCOME THAT IS REPORTED



TO STOCKHOLDERS. We BELIEVE, HOWEVER, THAT THERE ARE REAL
DETERRENTS AGAINST MANIPULATING "BOOK INCOME™ FOR STATE TAX
purposes. First of all, book income is subject to certification
UNDER RULES PROMULGATED BY THE AMERICAN INSTITUTE OF CERTIFIED
Public Accountants and is subject to review by the Securities
and Exchange Commission. 1 order to manipulate "book income"
to lower Alaska tax liability, it would have to be done at

THE EXPENSE OF HE CORPORATION'S STOCKHOLDERS.

The effectiveness of eliminating the federal erosions through
THE ADOPTION OF BOOK INCOME WAS DEMONSTRATED BY PROFESSORS
Zeifmai and Ainsworth. They found in the sample of large oil
CORPORATIONS DOING BUSINESS N ALASKA THAT BOOK INCOMES EXCEEDED
FEDERAL TAXABLE INCOME BY 1.6 TO 3 BILLION DOLLARS A YEAR

OVER THE LAST THREE YEARS.

The SECOND MAJOR REVISION IS A MODIFICATION OF THE UNIFORM

APPORTIONMENT FORMULA OF PROPERTY, PAYROLL AND SALES. TIIE



BILL SUBSTITUTES AN ORIGIN ORIENTED EXTRACTION FACTOR FOR THE

DESTINATION ORIENTED SALES FACTOR. THUS A NEW FACTOR WOULD

BE ADDED TO THE APPORTIONMENT FORMULA AND WOULD BE MEASURED

BY THE MET PRODUCTION OF OIL.AND GAS IN ALASKA VERSUS THE NET

PRODUCTION OF OIL AND GAS EVERYWHERE. THIS WILL MEAN THAT FOR

THE FIRST TIME; THE AMOUNT OF INCOME ATTRIBUTED TO ALASKA

WILL BE BASED UPON; IN PART; THE AMOUNT OF OIL AND GAS PRODUCED

in Alaska.

Accordingly the bill provides a method in which world-wide

"book income" of the total unitary business operations will

BE MULTIPLIED BY N FORMULA OF PROPERTY; PAYROLL AND EXTRACTION.

In ADDITION; TO SPECIFICALLY MEASURING PRODUCTION ACTIVITY IN

THE STATE; THE SUBSTITUTION OF THE EXTRACTION FACTOR FOR THE

SALES FACTOR WILL RETURN A LARGER PORTION OF A CORPORATION'S

INCOME TO THE STATE, AND WELL THAT IT SHOULD SINCE THE TAX

SHOULD BE MEASURED BY THE SCARCITY VALUE OF OUR NATURAL RESOURCES,



There was some suggestion earlier in the week that there

MIGHT BE A PROBLEM WITH THE DETERMINATION OF NET EXTRACTION
FROM FOREIGN JURISDICTIONS IN WHICH THE CORPORATIONS WOULD BE
ACTING AS ESSENTIALLY A CONTRACTOR AND HAVE NO INTEREST IN THE
OIL ITSELF. THE RFASON FOR THE CONCERN SEEMED TO STEM FROM THE
FACT THAT A BREAK DOWN OF PRODUCTION MIGHT NOT BE REPORTED IN
PUBLISHED FINANCIAL STATEMENTS. In OUR EARLY CONSIDERATION OF
THE EXTRACTION FACTOR; WE ANTICIPATED THIS POTENTIAL DIFFICULTY
BECAUSE OF THE ABSENCE OF CONSISTENT FIGURES ON PUBLISHED
FINANCIAL STATEMENTS. FOR THAT REASON WE HAVE HAD OUR
Multi-state Tax 60mmission auditors determine if adequate
RECORDS ARE AVAILABLE TO AUDIT WORLD WIDE NET PRODUCTION.

IN CONNECTION WITH CURRENT AUDITS WHICH THEY ARE DOING IN OUR
BEHALF OF SOME MULTINATIONAL OIL CORPORATIONS; THEY FOUND THAT
ADEQUATE RECORDS AND DOCUMENTATION EXIST TO AUDIT THE PRODUCTION
FIGURES WHICH WOULD BE REPORTED BY THE CORPORATIONS SUBJECT

TO TIE TAX. IN ADDITION WE NOW UNDERSTAND THAT INDEPENDENT
PRODUCTION STATISTICS ARE REPORTED BY THE UNITED NATIONS

AND THE OPEC COUNTRIES THEMSELVES.



e \'/V,
Another extremely important-feature of the franchise tax is

ITS ABILITY TO INCLUDE IN THE MEASURE OF THE TAX THE ACTIVITIES
LOCATED ON THE OUTER CONTINENTAL SHELF. By THIS FEATURE WE ARE
TAKING THE POSITION THAT IF ELEMENTS OF PROPERTY; PAYROLL AND
SALES ARE NuT ASSIGNED TO ANY OTHER JURfSDICTION; THEN THEY
SHOULD BE ASSIGNED TO THE STATE WHICH HAS RECEIVED THE MOST
DIRECT IMPACT. In ADDITION TO COMPENSATING THE STATE FOR THE
ECONOMIC IMPACT FELT BY THIS ACTIVITY IT PREVENTS THE CORPORA-
TION FROM ASSIGNING INCOME TO THE STATE OF NO WHERE, ALSO THE
PROPERTY AND PAYROLL FACTOR OF MARINE TRANSPORTATION SUBSIDIARIES

WOULD BE ASSIGNED ON THE BASIS OF THE NUMBER OF DAYS IN PORT.

Let me now compare briefly s 236 and HB 322 with the other
INCOME TAX BILLS WHICH HAVE BEEN INTRODUCED. sB 105 AND
18 1/|5 ADOPT AN APPROACH ENTIRELY DIFFERENT THAN THE APPROACH

WHICH WE HAVE TAKEN AND IS CALLED SEPARATE ACCOUNTING.

Instead of combining the entire net income of the unitary
GROUP OF BUSINESSES AND APPORTIONING THAT TOTAL INCOME TO THE
STATE BY AN APPORTIONMENT FORMULA; THE SEPARATE ACCOUNTING

20



BILL LOOKS ONLY AT TIIE SEPARATE INCOME AND EXPENSE OF A CORPOR

ATE ENTITY DOING BUSINESS IN THE STATE. SEPARATE ACCOUNTING

ESSENTIALLY SEPARATES THE NET INCOME OF THE BUSINESS INTO

GEOGRAPHICAL UNITS. N EFFECT, THE BUSINESS ACTIVITIES IN ONE

STATE ARE TREATED AS IF THEY WERE CARRIED ON BY A TOTALLY

SEPARATE BUSINESS,

Theoretically, separate accounting measures the net income of

THE BUSINESS EARNED WITHIN THE STATE. IN PRACTICE IT DOES

NOT. The reason it does not stems from the way that large

MODERN BUSINESSES, ESPECIALLY LARGE INTEGRATED MULTINATIONAL

CORPORATIONS, OPERATE.

The ENTIRE ENTERPRISE IS OPERATED AS A UNIT WITH THE PROFIT

BEING EARNED ONLY BY TIIE ENTIRE OPERATION AS A WHOLE. TIIUS

THE WHOLE ENTERPRISE IS ACTUALLY MORE TW'« THE SUM OF THE

PARTS SINCE EACH PART IS ESTABLISHED ONLY TO CONTRIBUTE TO

THE ENTIRE UNITARY BUSINESS. TIIE NET PROFIT IS ACTUALLY THE

FINAL RESULT OF THE CONTINUOUS SERIES OF INCOME AND EXPENSE

TRANSACTIONS AMONG THE VARIOUS COMPONENT PARTS OF TIIE BUSINESS.



With regard to ah integrated multinational oil corporation,

THE NET INCOME IS NOT EARNED BY ANY PARTICULAR PHASE OF THE

OPERATION SUCH AS PRODUCTION, TRANSPORTATION, REFINING OR

MARKETING.  EACH SEGMENT CONTRIBUTES TO THE WHOLE, AND THE

NET INCOME IS ONLY REFLECTED AFTER THE FINAL SALE AND THE

CONTRIBUTION OF EACH PART OF THE BUSINESS,

Because of the realities of modern business operations, a

SEPARATE ACCOUNTING METHOD OPENS THE DOORS TO WIDESPREAD TAX

AVOIDANCE. witn a multifaceted business acting through

DIFFERENT DIVISIONS, AFFILIATES AND SUBSIDIARIES, IT DOESN'T

MATTER TO THE OVERALL ENTERPRISE WHETHER A PARTICULAR DIVISION

IS SHOWN TO MAKE A PROFIT OR LOSS AS LONG AS IN THE END A

PROFIT IS MADE FOR THE COMPANY AS A WHOLE. In A REAL SENSE

THE PROFIT OR LOSS OF A PARTICULAR DIVISION CAN BE MADE TO

APPEAR ANY WAY THAT THE ENTERPRISE WANTS IT TO APPEAR,

For example, when goods are transferred from one division to

ANOTHER, THE AMOUNT CHARGED TO EACH SEGMENT OF THE BUSINESS



CAM BE ANYTHING THAT THE ENTERPRISE FINDS IN ITS BEST INTEREST

TO CHARGE. LIKEWISE AS THE PARENT CORPORATION OR ANOTHER

DIVISION PROVIDES MANAGEMENT, ACCOUNTING, LEGAL OR OTHER

RELATED SERVICES FOR ANOTHER DIVISION OR AFFILIATE, THE SAME

FLEXIBILITY EXISTS FOR DETERMINING THE AMOUNT OF FEES TO BE

charged. Income and expense can be effcctively shifted from

ONE PART OF THE BUSINESS TO ANOTHER. THIS SHIFTING OF INCOME

AND EXPENSE DOES MOT TAKE PLACE THROUGH A HANDFUL OF EASILY

RECOGNIZABLE TRANSACTIONS, BUT THROUGH A SERIES OF THOUSANDS

OF TRANSACTIONS A DAY WHICH AMOUNT TO MILLIONS FOR AN ENTIRE

YEAR. Also, THESE 'TRANSACTIONS are made not just between a

HANDFUL OF CORPORATE ENTITIES, BUT THROUGH LITERALLY HUNDRED.'

OF DIVISIONS, AFFILIATES, AND SUBSIDIARIES. V/ITII SUCH A

MYRIAD OF CORPORATE ENTITIES AND TRANSACTIONS, IT IS EXTREMELY

DIFFICULT, TO SAY THE LEAST, TO DETERMINE WHAT IS THE "TRUE"

NET PROFIT EARNED BY ONE ENTITY OR GEOGRAPHIC PART OF AN

ENTITY.



As APPLIED TO THESE SEPARATE ACCOUNTING BILLS, THE SAME PROBLEM

occurs. That is, these bills could open the door to widespread

TAX AVOIDANCE BECAUSE OF THE MANIPULATIONS Cf INCOME AND EXPENSE

WHICH ARE POSSIBLE.

As WITH THE OTHER SEVERANCE TAX PROPOSALS THE SEPARATE

ACCOUNTING BILL WOULD LEAVE OPEN THE POTENTIAL OF EROSION BY

FEDERAL PRICING DECISIONS. FOR EXAMPLE UNDER THESE BILLS

GROSS REVENUE FOR PRODUCTION OPERATIONS IS DEFINED TO MEAN

THE WELL HEAD VALUE. If FEDERAL PRICING DECISIONS SET A

DEPRESSED WELL'HEAD PRICE THEN THE GROSS REVENUES UNDER THE

BILL WILL BE SUBSTANTIALLY REDUCED. LIKEWISE MANIPULATIONS

BY TAXPAYERS OF WELL HEAD OR GROSS REVENUES ARE ALSO POSSIBLE

BY THE TRANSPORTATION CHARGES WHICH ARE MADE FROM ONE AFFILIATE

TO ANOTHER.

Just as the gross revenue or well head value can be manipulated

UNDER THE SEPARATE ACCOUNTING METHOD, SO CAN THE EXPENSES AND

DEDUCTIONS.  THAT IS, THE CHARGES FOR SERVICES AND PROPERTY



FROM ONE AFFILIATE TO ANOTHER CAN BE MADF. SO AS TO SHIFT PROFIT

FROM ONE CORPORATE ENTITY TO ANOTHER. THROUGH SUCH SHIFTING

OF INCOME AND EXPENSE BETWEEN THE ALASKA CORPORATION AND OTHER

AFFILIATED CORPORATIONS, THE INCOME AND EXPENSE CAN IN A REAL

SENSE 12 MADE TO BE WHAT THE OVERALL CORPORAit ENTERPRISE

WANTS IT TO BE.

This deficiency cannot be cured simply by hiring an army of

STATE AUDITORS. To THE EXTENT Or REDUCED GROSS INCOME BY

REASON OF DEPRESSED FEDERAL PRICING, THE STATE IS SIMPLY STUCK

UNDER A SEPARATE ACCOUNTING APPROACH. Il ADDITION, TO FERRET

OUT THE MULTITUDE OF INTERCOMPANY CHARGES AND OVERTURN THEM

AS EITHER FRAUDULENT OR UNREASONABLE IS SIMPLY IMPOSSIBLE. WITH

LARGE MULTINATIONAL CORPORATIONS THERE ARE VIRTUALLY HUNDREDS

OF TRANSACTIONS A DAY BETWEEN DOZENS OF CORPORATE AFFILIATES.

YOU SIMPLY CANNOT UNSCRAMBLE THESE TRANSACTIONS TO DETERMINE

THE "TRUE" PROFIT EARNED IN ALASKA.

In contrast the franchise tax avoids these erosions and

MANIPULATIONS BETWEEN DIFFERENT SEGMENTS OF THE OIL INDUSTRY



AMD BETWEEN AFFILIATED COMPANIES, h AVOIDS THESE PROBLEMS

BY COMBINING THE INCOME OF THE TOTAL GROUP OF RELATED CORPOR-

ATIONS. Thus the game of shifting profit from one corporation

TO ANOTHER IS AVOIDED SINCE THE ENTIRE NET IS COMPUTATED AND

NOT JUST FOR ONE CORPORATION IN ISOLATION, It ALSO AVOIDS

THE UNCERTAINTIES OF PRICE REGULATION OF THE PRODUCTION SEG-

MENT OF THE INDUSTRY; SINCE-ALL SEGMENTS OF AN INTEGRATED

COMPANY WOULD BE COMBINED AND THE OVERALL PROFIT OF UNITARY

BUSINESS TAXED. THESE OTHER SEGMENTS OF THE INDUSTRY SUCH AS

TRANSPORATION, REFINING AND MARKETING MAY NOT HAVE PRICE

REGULATIONS AND SO THE PROFIT MAY BE TRANSFERRED TO THESE

UNREGULATED SEGMENTS, THE SEPARATE- ACCOUNTING APPROACH WOULD

NOT MEASURE THIS SHIFTED PROFIT. THE FRANCHISE TAX BILL WOULD.

The separate accounting bills also would not include in the

MEASURE OF THE TAX; THE OIL ANL GAS ACTIVITIES OCCURRING ON

the Outer Continental Shelf. |t would simply attempt to

SEGREGATE THE INCOME GENERATED IN THE STATE. In CONTRAST

THE FRANCHISE TAX WOULD INCLUDE IN THE MEASURE OF THE TAX



PROPERTY; PAYROLL AND EXTRACTION LOCATED ON THE OUTER
Continental Shelf. 1 believe that it is important that the
STATE SEEK COMPENSATION FOR THE IMPACT FROM THIS ACTIVITY.
The FRANCHISE TAX WOULD COMPENSATE THE STATE AS A RESULT OF
THESE ACTIVITIES TAKING PLACE OFF OUR SHORES. THE SEPARATE
ACCOUNTING BILL WOULD ALSO NOT INCLUDE THE INCOME Or MARINE

TRANSPORTATION SUBSIDIARIES TRANSPORTING OIL FROM QOUR STATE.

Continuing on; 1 would now like to make some comments about
OUR PROPERTY TAX PROPOSAL. THiS IS CONTAINED IN sB 237 AND
HB 323. ouk 'Operty tax proposal corrects several deficien-

CIES IN OUR 20 MIL AD-VALOREM TAX.

One portion of the bill would strengthen the valuation method
PRESCRIBED FOR PIPELINES AND ASSURE THAT THE TRANS-ALASKA
Pipeline will be valued under a full and true value, Under
THE PRESENT WORDING OF THE STATUTE; IT IS POSSIBLE THAT THE
Trans-Alaska Pipeline will be valued only at US actual cost
AND DEPRECIATED ON A STRAIGHT.LINE BASIS OVER THE ECONOMIC
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LIFE OF THE FIELD. We FEEL THIS POTENTIAL OUTCOME WOULD BE

DISASTROUS SINCE THIS ACTUAL COST-DEPRECIATED METHOD WOULD

YIELD A VALUE SUBSTANTIALLY BELOW THE PIPELINE'S FULL AND TRUE

MARKET VALUE. THE ARGUMENT FOR THIS DEPRESSED VALUATION HAS

ALREADY BEEN MADE BY OTHER PIPELINE COMPANIES IN THE STATE AND

THE DETERMINATION OF THE PROPER PIPELINE VALUATION MFTHOD IS

NOW UNDER REVIEW BY THE SUPERIOR COURT.

Qur bill would eliminate this potential hazard by amending
THE STATUTE TO INSURE A FULL AND TRUE VALUE OF PIPELINES

WITH DUE REGARD TO THEIR ECONOMIC VALUE. THUS INSTEAD OF A
VALUATION BASED SOLELY ON ACTUAL COST; THE VALUATION WOULD BE
BASED UPON MORE REALISTIC VALUATION METHODS SUCH AS REPLACE-
MENT COST APPROACH AND THE CAPITALIZED NET INCOME APPROACH.
IT SHOULD BE NOTED THAT THE COMPANIES WILL BE ALLOWED A RATE

OF RETURN ON THE BASIS- OF REPLACEMENT COST. It IS ONLY FAIR

THAT OUR TAX SHOULD BE BASED ON THE SAME BASIS.

Secondly the bill would include in the coverage of the tax

SEVERAL IMPORTANT CATEGORIES OF OIL AND GAS PROPERTIES WHICH



ARE PRESENTLY EXEMPT FROM THE STATE TAX. TIIESE INCLUDE TANKERS;

GAS PROCESSING PLANTS AND.REFINERIES. GAS PROCESSING PLANTS

AND REFINERIES WOULD BE VALUED AND TAXED AT THEIR REPLACEMENT

cost. Tankers would also be valued at their replacement cost

EXCEPT THAT VALUATION WOULD BE APPORTIONED TO THE STATE UNDER

A FORMULA OF DAYS IN PORT. IN ALASKA VERSUS DAYS IN PORT

EVERYWHERE. We BELIEVE THAT A PORTION OF THE REVENUES FROM

THESE IMPORTANT PROPERTIES SHOULD BE SHARED BY ALL ALASKANS.

TANKERS; GAS PROCESSING PLANTS AND REFINERIES ARE SIMPLY

EXTENSIONS OF THE PRODUCTION AND PIPELINE TRANSPORTATION

PROPERTIES.

The bill also amends the property tax statute to make absolutely

CLEAR THAT TAXES PAID TO MUNICIPALITIES WHICH EXCEED THE

MUNICIPAL LIMITATIONS ARE NOT CREDITABLE AGAINST THE STATE

PROPERTY TAX.

| WOULD LIKE TO ADD A FEW COMMENTS ON OUR RESERVES TAX PROPOSAL.

Because of recent tax changes and unforeseen events, we have
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*DEVELOPED A SURPLUS IN FISCAL YEAR 1977. TIIIS SURPLUS IS

SOMEWHAT ILLUSORY; HOWEVER; SINCE MOST OF IT REPRESENTS

RESERVE TAX PAYMENTS WHICH WILL BE RECOUPED IN SUBSEQUENT

YEARS BY OIL AND GAS COMPANIES THROUGH CREDITS AGAINST THEIR

SEVERANCE TAXES. THE DEPARTMENT BELIEVES THAT IT MAKES SENSE

TO REDUCE THIS YEAR'S TEMPORARY SURPLUS AND FREE UP ADDITIONAL

REVENUES IN FUTURE YEARS, TIIE BILL WOULD DO THIS BY REDUCING

THIS YEAR'S RESERVES TAX MILEAGE RATE FROM 20 MILLS TO 12

MILLS. Ae THE SAME TIME; HOWEVER; 1 AM PROPOSING THAT IF

THERE IS A DELAY IN THE START-UP OF THE TRANS-ALASKA PIPELINE;

THEN AN ADDITIONAL RESERVES TAX PAYMENT WILL BE DUE.

Thus if on October 1> 1977 the Trans-Alaska Pipeline is not

TRANSPORTING AT LEAST 600;000 BARRELS A DAY THEN AN ADDITIONAL

8 MILLS WOULD BE [MPOSED. ALSO IF ON DECEMBER 25; 2977 THE

Trans-Alaska Pipeline is not transporting at least 1.2

MILLIONS BARRELS A DAY THEN A RESERVES TAX WOULD BE IMPOSED

FOR 1978 AT A'RATE. TO BE SET BY THE NEXT LEGISLATURE. WE



THINK THIS BILL IS IMPORTANT TO PRESERVING THE STATE'S FINANCIAL

FLEXIBILITY DURING THE NEXT FISCAL YEAR,

In addition to tax changes WHICH 1 AM proposing for the oil

AND GAS INDUSTRY; | AM ALSO PROPOSING A TAX MEASURE WHICH

WILL PROVIDE SOME RELIEF TO INDIVIDUAL TAXPAYERS WHO ARE

IMPACTED BY THE INCREASING COST OF ENERGY, As A PART OF OUR

TAX PACKAGE WE ARE PROPOSING A FUEL CREDIT FOR INDIVIDUALS TO

TAKE ON THEIR INCOME TAX RETURNS TO ACCOUNT FOR THE HIGH COST

OF ENERGY, THE CREDIT WILL BE EQUAL TO TWO PERCENT OF A

PERSON'S HOME FUEL EXPENSES OR A MINIMUM CREDIT OF s1o0.

A1l of these bills together represent a comprehensive revision

OF OUR OIL AND GAS TAX STRUCTURE. THEY CLOSE CURRENT LOOP-

HOLES AND PROTECT THE STATE FROM THE FUTURE UNCERTAINTIES OF

FEDERAL OIL PRICING AND CORPORATE MANIPULATIONS. | URGE

THAT YOUR COMMITTEES REPORT FAVORABLY ON THESE BILLS,



In judging the tax measures before you 1 BELIEVE that we must

NOT ONLY PROTECT OUR REVENUES IN TIIE SHORT TERM BUT ALSO

INSURE SUFFICIENT RETURN FROM THESE NON-RENEWABLE NATURAL

RESOURCES FOR FUTURE ALASKANS AS WELL, We SHOULD NOT BE

SWAYED BY THE ARGUMENTS OF THOSE WHO WOULD HAVE US RECOVER

FROM OUR NCN-RENEWABLE NATURAL RESOURCES ONLY AMOUNTS SUFFICIENT

TO COVER TODAY'S OPERATING EXPENDITURES. We SHOULD NOT BE THAT

SHORTSIGHTED THAT WE FORGET THAT THE REVENUES FROM THESE

RESOURCES BELONG TO SUCCESSIVE GENERATIONS OF ALASKANS,

Accordingly, in deciding the correct level of taxation let us

NOT FORGET FUTURE ALASKANS WHO WILL INHERIT THE STATE WHEN

THE OIL AND GAS RESOURCES ARE DEPLETED. We SHOULD WORK TO

ELIMINATE THE LOOPHOLES AND POTENTIAL EROSIONS FROM OUR TAX

SYSTEM AND SET A LEVEL OF TAXATION WHICH WILL RETURN REVENUES

TO THE STATE FROM THOSE NATURAL RESOURCES FOR OURSELVES AND

FUTURE GENERATIONS.
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Senator Poland, Representative Osterback and Members of the

Resources Committees:

I am Dick Dona"" ison, Vice President for Government and Public
Affairs of Sohio, The Standard Oil Company of Ohio. Most of us
are acquainted and 1 expect that all of you know of Sohio"s and
BP*s interests in Prudhoe Bay and the Trans Alaska Pipeline, so
I won"t waste any words of introduction summarizing them. I would
underscore, however, our continuing and long term interests 1in the
fut.ure of Alaska as companies engaged here and as people working
for them, many of whom now live here.

With respect to the subject of this hearing and all of the
tax proposals you may consider, 1 hardly know where to begin. [
guess that my first response 1is one of "disappointment®. Let me
explain, because my disappointment is probably not what you might
be assuming.

About a year ago | appeared before a joint hearing of your
Committees here 1in Juneau. Other tax legislation was being con—

sidered then. At the end of our discussion that day, 1 urged



the State to take whatever time was necessary to assess and
balance three things: the future revenues of the State, the
future expenditures of the State, and the State as a place to

do business since a substantial majority of the people of Alaska
are engaged in or work for businesses of all kinds. I not only
urged the State to consider these three things but also to
determine a longer term taxing and leasing policy for the State
that would serve all three needs. I stated that my company
would be responsive to such policy studies and would participate
in them if invited. 1 felt that such a policy assessment was
long needed by all of us, and that since the State no longer had
its back to the wall financially, it could and should take some
time to do the job right.

I can tell you that I was pretty excited when 1 read the
Governor®"s statement on March 31, 1976, to your Committees. He
said that the State®"s taxing policy must accomplish the following
objectives:

1. It must generate sufficient revenues not only to
compensate the State for additional service costs
attending such development but also to provide a
reasonable additional "dividend” to Alaskans.

2. It must: leave profits to investors sufficient to
encourage their continued interest in Alaskan
resource development, especially where high risks,

such as those in the area of oil and gas development,
are involved.



3. It must be reasonably responsive to national
and world economic trends of the time.

4. It should not: discriminate on the basis of
ownership.

5. It must reduce uncertainty and encourage stable
expectations about future resource tax and
management policies.

I felt further encouraged when I read Senate Concurrent
Resolution No. 101 which spoke of the "revenue need; of the
state™, "revenue from oil and gas leases and production from
oil and gas™, and the "effect of increased taxation *** on
future oil and gas development in the state".

The thought that both the Administration and the Legislature
were going to take a thoroughgoing look at State revenues, State
expenditures and their impact on the private sector in Alaska
was good news. On July 1, 1976 1 wrote Gregg Erickson, Director
of Research Services, Legislative Affairs Agency, identifying
some of the subject areas these studies might examine, and sent
information copies to Commissioner Gallagher and Commissioner
Martin who were heading up the Administration®s studies. A copy
of that letter is attached to my testimony today as Attachment A,
if you are interested in it.

During the summer and fall which followed not much appeared

to be happening with these studies, or at least not very much

was visable to us. Various consultants were hired and the word



that filtered out seemed to indicate that some of thgm were
looking at additional revenue possibilities, but not much else.
In October, 1 tried to stir up some interest again on the. need
for a longer term taxing and leasing policy for the State, its
people and our industry. I spoke to the Fairbanks Industrial
Development Corporation, the Anchorage Chamber of Commerce, the
Anchorage Rotary, the Kenai Chamber of Commerce, and to the Bar
Association here in Juneau. Again, the responses seemed affirm—
ative.

Since the first of the year there has been a lot of new tax
bills introduced for consideration by the Legislature, and |1
suppose that % to be expected in the first session of every new
Legislature. My disappointment, however, was that there still
had been no in depth study of the policy implications, of how
such revenue measures might 1impact the longer term economy of the
State that will depend a lot on continued, reasonable resource
development.

Today, 1 ¥ like to summarize and give you copies of some
of the work Sohio undertook in anticipation of responding to
the State®s policy studies. I will tell you about some other
work we undertook which 1is still in progress and which 1 hope
will be finished before too long. All of this bears on both
the policy questions to be considered and the bills before your

Committees.



First, let"s take up the subject of new revenues to the
State. Many times over the last few years we bave been asked
to project what our company and the State might receive from
Prudhoe Bay and the Trans Alaska Pipeline0 We knew that 1if we
"furnished the State projections of our own future earnings
expectancies, the rules of the Securities and Exchange Commission
would then require us to disclose such projections to the general
public and to publicly and perpetually update those projections
any time our internal estimates of the future changed. The burden
of disclosing such projections on a perpetual basis and the
potential liabilities to investors if such projections turned
out to be wrong have led substantially all U.S. companies to
decline publication of any earnings projections. "0Our counsel
has advised against this too. Instead, and in order to be of
some help to the State, we developed a hypothetical projection
of tax payments to Alaska which would result from an assumed
one-third ownership of Prudhoe Bay and the Trans Alaska Pipeline
by each oi three typical companies. None of these companies 1is
intended to represent a company actually involved in the.develop—
ment of the field or the pipeline. Rather, the projections are
intended to demonstrate the level of tax obligations which would
result from the project being owned by companies varying in size

and scope of overall operations.



This particular work was included in a paper entitled
Sohio Submission Ore which was submitted informally to the
Alaskan Administration and Legislature on October 28, 1976,
and which 1 offer now formally as Attachment B to my testimony
today. To summarize, this paper examined the Alaska state
income tax under the axlocation method of the Multistate Tax
Compact and made 1illustrative projections of the substantial
revenue that Alaska would receive as a result of the first ten
years of operation of P.udhoe Bay and the Trans Alaska Pipeline.
No oil or gas production from any other fields in Alaska, either
existing or likely, were included in these projections. The
projections of revenue included estimates of the State"s royalty
income and the tax receipts resulting from Alaska®s present
severance tax, reserves tax, ad valorem tax and state 1income tax.
The projections showed that under present Alaska laws, and assum—
ing a $13.00 per barrel selling price in California, Alaska would
receive from Prudhoe Bay and the Trans Alaska Pipeline average
annual revenues on the order of $1 billion without consideration
of any factor for future inflation. If the selling price in
California were $10.00 per barrel, or $16.00 per barrel, Alaska
would receive annual revenues on the order of $800 million or
$1.6 billion, respectively.

While that"s a lot of money, even without the numbers being

escalated for any inflation, we also wanted to know from a "fair



share™ standpoint what part of the total revenues attributable

to this Alaskan oil the State could expect to receive as com—
pared to all other states in the U.S. which will buy, refine,
transport and use 1it. Let me give youa few interesting statis—
tics based on the SohioSubmission One example. Since the
Prudhoe Bay field is located on state lands, Alaska would receive
100 percent of the royalty payments. Similarly, Alaska would
receive 100 percent of the severance tax payments and 100 percent
of the ad valorem tax payments. The reserves tax payments and
the severance tax credits resulting from those payments are also
strictly an Alaskan transaction. Since the field and pipeline
are located in Alaska, though most of the sales of the oil will
probably not be, the State will also receive state income tax
payments amounting to 22 percent of the total income tax paid to
all states in the U.S. Finally and at all three of the oil price
levels assumed :In SohioSubmission One which were intended to
range over the probably market price, Alaska, as one state, would
receive 75 percent of all revenues to be received by all fifty
states from oil production at Prudhoe Bay.

Though Sohio Submission One looked at only one field and one
pipeline, it does provide a lot of assurance that Alaska®"s revenue
needs will be well covered in the years ahead.

This was confirmed directionally by the Report of the Depart—

ment of Revenue to the Governor on Alaskals Oil and Gas Tax



Structure, dated February 11, 1977. Chapter 1V of this Report
states that the Department of Revenue has calculated a combined
general fund and permanent fund balance at the end of fiscal year
1985 ranging from $8.5 billion to $8.7 billion, depending on which
gas pipeline project 1is ultimately built to take gas from Prudhoe
Bay. In any event, the State is looking forward to very substantial
revenue surpluses. That has another implication for the legislation
you are considering now. Any additional tax legislation will only
add to the surplus.

The second piece of work Sohio undertook in anticipation of
State studies on longer term tax and leasing policies was a com—
parison of the total tax burdens under the present laws in Alaska
and other leading oil producing states. This work proved further
the testimony | presented to you a year ago and was developed on
the same factual base as we used in Sohio Submission One. We
called it Sohio Submission Two and submitted it informally to
the Administration and Legislature on January 21, 1977. May |
offer it formally now as Attachment C to my testimony today.

Sohio Submission Two compares the projected total taxes that
Alaska will receive as a result of the first ten years of operation
of Prudhoe Bay and the Trans Alaska Pipeline with the total taxes
which the State would receive if it had the tax structure of the

other three leading oil producing states of Texas, Louisiana or



California. Since this was a comparison of the taxes of these
states, Alaska®"s royalty payments were not considered in

Sohio Submission Two. For comparison purposes”™ only the _813.0ti

per barrel California selling price was used. This comparison,
again under present law, confirmed that Alaska®s tax burden on

a project like Prudhoe Bay and the Trans Alaska Pipeline already
equals or exceeds that of other oil producing states. Specifi—
cally, Alaska®s present tax burden 1is 176 percent of the Texas

tax burden, 99 percent of the Louisiana tax burden, and 111 percent
of the California tax burden. Since state tax burdens represent

a cost to companies engaged in oil exploration and production,

the overall tax burden in one state compared to another 1is one

of the factors considered by companies in deciding where additional
oil exploration should be done.

Other comparisons in depth with the same 1import have been
done by the Alaska Legal Committee of the Alaska 0Oil and Gas Associ
ation, and I think you will find them to be of interest.

There are, of course, other factors which influence decisions
on where resource development will be carried on. Among these
factors are the basic costs of finding, producing and transporting
oil in various states or regions of the U.S. The third subject
Sohio has been examining with respect to the State"s long term

taxing and leasing policy considerations 1is how the costs of



carrying on oil and gas development in Alaska and other areas
of the country compare. We know from our general experience
|
that there is a premium to be paid for working 1in the arctic
and offshore, but we hoped to be able to document this and do
so on a comparative basis. Good current data is difficult to
come by. We are making progress, but no% as fast as | had hoped,
so | do not have finished work on that to offer you today.

The work so far confirms the premium cost factor of oil
and gas development in the arctic and offshore. Let me give
you a few examples. It costs two or three times as much to drill
a well in Alaska as it would to drill the same well most places
in the Lower 48. It sometimes costs more to ship a piece of
casing to northern Alaska than the casing itself costs. Hourly
rates for construction labor are substantially higher 1in the
arctic, and the productivity is in many instances less than
one-third or one-half of what you expect in other areas of the
country due to the extreme weather conditions.

Last August, the Federal Energy Administration published a
study that had been made of potential future developments of NPR 4.-7
While this report was written in terms that were somewhat difficult
for us to understand, at least two points seemed clear. The first

one was that the costs are so high and risks are so great in the

-/ "The Exploration, Development and Production of Naval Petroleum
Reserve No. 4." published by the Federal Energy Administration
August, 1976.



arctic that with present prices of oil in California, it would
be uneconomic to develop oil in Naval Petroleum Reserve 4 unless
a field or a cluster of cloéely located fields were found with
a total reserve of one-half billion barrels of oil. The signifi—
cance of this 1is startling when you consider that a one-half
billion barrel field in the Lower 48 would be a real bonanza.

#
The second point in that report that struck us was the indication »
that at present oil prices, a 3-billion barrel field would earn
a private investor an 8 percent rate of return. If the figures
of this study are right, it is doubtful that anyone would undertake
a venture like that for that level of economic return.

The three areas Qf our studies which I have summarized tells
you about where we were when this session of the Legislature began.
Since then, a number of proposals for additional Alaska taxes on
future oil and gas operations have been introduced for consideration.
We have tried to study all of these proposals, and have made a
start on two aspects: their economic impact on our industry here
and their legality. Because there are so many bills, | would like
to comment on those that have been submitted by members of the
Legislature as a group and on those that have been submitted by
the Administration as a group. Specifically, the bills that I

will be referring to as Legislative bills are those pertaining to

severance tax, 1income tax, and the net proceeds tax. In connection



with those submitted by the Administration, I will be including
the franchise tax, the property tax, and the severance tax.

The economic impact analysis produced some startling numbers.
You will recall that in our Sohio Submission One and Sohio Submission
Two we calculated what the tax income to *-he State will be from
Prudhoe Bay and the Trans Alaska Pipeline under present severance
tax, ad valorem tax and income tax during calendar years 1977
through 1986. We tten made the same calculations assuming the
taxes proposed by the Legislature were enacted, and also made
them assuming the taxes proposed by the Administration were enacted.
In each case we compared the results with the same leading oil
producing states, Texas, Louisiana and California. The results
of all this are set forth in Sohio Submission Three which 1is
Attachment D to my testimony today and which | formally offer
now as a part of your Committees™ record.

You may want to examine Sohio Submission Three in detail,
but let me highlight a few things for our discussion today. The
hypothetical companies assumed to own all of Prudhoe Bay and the
Trans Alaska Pipeline in Sohio Submissions One and Two were pro—
jected to pay the State $5.5 billion from 1976 to 1986 under
present Alaskan laws. You will recall that the $5.5 billion
figure represented revenues from the field and pipeline only,

and did not include likely revenues from any other present or



future oil and gas development in Alaska. You will also recall

that these figures have no factor in them for any inflation

which will probably occur. The results are summarized 1in the
following table, and show that Alaska would collect from the

three companies about the same total amount it_would_1if-it., had

the tax structure of Louisiana on Alaska."s books, 176% of the

amount it would if it had the tax structure of Texas®™ laws, and

111% of the amount it would if it had the tax structure of California.

If Alaska had the taxes of:

Alaska Texas Louisiana California
Severance Tax $2,688 $1,649 $4,466 $ 0
Ad Valorem Tax 2,038 1,459 684 4,202
Income Tax e 753 0 382 728
Total $5,479 / $3,108 $5,532 $4,930

Alaska as a percent
of the other states 1767, 99% 111%

In Sohio Submission Three, we first calculated the results
if the Administration®s tax proposals are enacted and found that
the State®s tax income just from Prudhoe Bay and the Trans Alaska
Pipeline 1is non-inflated dollars would increase by about $2 billion
through 3986 over what it would be under Alaska®s present tax laws.
This would bring the total payments by the three companies 1in our
analysis to $7.5 billion. Comparing these results with the results

under the tax structures of Texas, Louisiana and California



showed that Alaska s tax income would be 240% of the revenues
produced by the Texas laws, 135% of the revenues produced by
the Louisiana laws, and 151% of the revenues produced by the
California laws. As Sohio Submission Three shows ““that even the__ L
epassage of one of the Administration®s proposals significantly-*_. r

lengthens Alaska®s lead over the other oil producing states.

If Alaska had the taxes of:

Alaska Texas Louisiana California
Severance Tax $3,283 $1,649 $4,466 $ 0
Ad Valorem Tax 2,582 1,459 684 4,202
Income Tax 1,591 . 0 - 3821 728W
Total - $7,456y $3,108 $5,532 $4,930

Alaska as a percent
of the other states 240% 135% 151%

The next thing we did in Sohio Submission Three was to calculat
the results if the Legislature®s tax proposals are enacted and
found that the State®s tax income just from Prudhoe Bay and the
Trans Alaska Pipeline in non-inflated dollars would increase by
$3.6 billion through 1986 over what it would be under Alaska’s
present tax laws. This would bring the total payments by the
three companies in our analysis to $9 billion. Again, comparing
these results with the results under-the tax structures of Texas,
Louisiana and California showed that Alaska®s tax income would be

291% of the revenues produced by the Texas laws, 163% of the



revenues produced by the Louisiana laws, and 183% of the revenues
produced by the California laws. And again, Sohio Submission Three
shows that the passage of just one of the Legislature®s proposals *

will significantly lengthen Alaska®s leal over the other oil pro-

ducing states. - -

-. . IT Alaska had the taxes of:
Alaska Texas Louis 1ana California
Severance Tax $4,219 $1,649 $4,466 $ 0
Ad Valorem Tax 2,038 1,459 684 4,202
Income Tax 2,774 0 382 728
Total $9,031 $3,108 $5,532 $4,930

Alaska as a percent
of the other states 2017® 1637* 183%

In making the calculations in Sohio Submission Three we assumed
a price of $13.00 for oil in California, and included no factor for
inflation. I realize that our treatment of price and inflation 1is
conservative and that it is different from the way the Department
of Revenue has done 1its work. The surpluses in 1985 for the General
Fund and for the Permanent Fund which have been projected by the
Department of Revenue and which 1 referred to above reflect
some assumed 1increases in the price of oil and a factor for infla—
tion. In any event, it seems likely that any increases 1in tax

income which the State will realize if it enacts part or all of



the Legislative package or the Administration package will
simply increase the surpluses. I don™ know what the total
surplus would then be, but it could be several times $8.5
billion now projected by the Department of Revenue under the.
present laws of Alaska.

Most of you know that 1 have always been reluctant to
argue legalities of proposed legislation. It sometimes produces
more misunderstanding than help. It is, however, a subject of
concern from time t.~ time on the part of the Legislature itself,
the Administration and our industry. As you know, we routinely
review significant legislative proposals for legality. With the
number of bills before this Legislature and the diversity of their
concepts, we have only had time to make a preliminary review. For
what 1i1t"s worth and not to be argumentative, let me give you some
first observations. They suggest that further legal analysis may
be appropriate for both the State and ourselves.

In addition to the numerical facts of the matter, there are
some circumstances in the overall setting which bear on the legality
of further tax proposals. For about seven years or perhaps a little
longer, the State has made persistent efforts to increase Iits tax
revenues from oil and gas activities in Alaska, and particularly
its expected revenues from Prudhoe Bay and the Trans Alaska Pipeline.

The focus has been rather narrow and the principal burden has been



directed to a few larger companies who have come to the State
to engage in oil and gas exploration, development and trans—
portation. Most all of such taxes™ impact upon interstate
commerce by reason of the fact that over 99 percent of the
markets for this Alaskan industry are located outside the State.
The results are tLe tax laws presently on the books here. It
is generally recognized that these laws as now constituted will
produce revenues far in excess of the State"s revenue needs over
the next decade and beyond. No revenue need justification has
even been attempted for the new tax proposals now before this
Legislature. The cumulative effect of all this raises questions
whether further substantial taxes become a confiscation of an
equity interest or a modification of royalty contracts after the
leases have been sold. The cumulative effect raises the question
of a demonstfable bias against interstate commerce that would
lead a court to conclude that this package of taxes discriminates
against and unduly burdens interstate commerce. Again, let me
say that I am outlining these questions to point up some legal
areas I believe we all should examine, and not to be argumentative.
You may also be interested in some specific comments on the
new income tax proposals before your Committees. My comments in

this regard relate essentially to two legal concepts: fairness



and uniformity. Fairness to the taxpayer 1is of course something

that should characterize all taxes that a government imposes.

It takes on an added dimension, however, 1in the context of a

federal system where, in. addition to the exactions of the national

government, a company can be obliged to contribute to the fiscal,

needs of as many as fifty state governments. If such businesses

are not to bear a disproportionate share of the total tax burden,

it is essential that the taxes 1imposed by each jurisdiction reflect

a high sense of equity, of fairness, 1in determining the portion

of the company®"s activities to be included in that state"s tax base.
This concern for fairness is embodied in the federal consti—

tution in the Commerce Clause and the Due Process Clause, and is

at the core of the approach which the Supreme Court has charted

in construing those provisions as they relate to state taxing

statutes. A similar sentiment emanates from the Equal Protection

Clause. Thus, for example, the U.S. Supreme Court has said that

a multi-state enterprise should not be made to "bear more tha,*

its fair share™ of the costs of state government, "that taxes

imposed on income from interstate commerce (should) be fairly

apportioneh" betweer. the States 1in order to avoid the risk of

multiple taxation, and that the tax should be "a constitutionally

fair demand by the State for that aspect of the interstate commerce

to which the State bears a special relation.”™ It is interesting



and somewhat refreshing that a matter so fundamental to our
federal system should be governed in the final analysis by a
simple, penetrating, common-sense 1inquiry: Is it fair?

Although, as one might expect, the precise dimensions of
this "fairness”” standard have not been fully spelled out, there
are a number of decisions which shed some light along the yay.

For example, we know that it is not fair 1in terés of the Commerce
Clause for a state taxing statute directly or indirectly to prefer
local activity at the expense of interstate activity. The cases
also tell us that it is unfair for a State to apply an imprecise
apportionment formula which inflates the portion of the multi-state
enterprise included in its tax base. We know that it 1is unfair

for a State to adopt an apportionment formula so plainly incon—
sistent with that prevailing in other States that the logical and
inevitable consequence will be that interstate income is subjected
to multiple taxation.

In the light of these indications, it would seem appropriate
for your Committees to give consideration to the provisions of each
new proposal to ascertain how fairly each one treats the multi-state

|
companies which are actively engaged in Alaska. With reference
first to the proposed Oil and Gas Corporate Franchise Tax, there
are several general lines of inquiry which I would recommend and

which in turn will likely lead to further, more specific questions.



The proposed substitution of an "extraction factor” for the
widely used "sales factor,” would apportion the entire enter—
prise of a multi-state taxpayer according to a factor which
measures only the taxpayer®s oil and gas extraction activity.
The essential problem with the extraction factor is that, unlike
the standard three factors which measure,activity common to
virtually all profit-making endeavors and thus will generally
result in a fair estimate of the portion of the taxpayer®s
entire enterprise related to the taxing state, the extraction
factor 1is very narrowly based and thus seems wholly inappropriate
to the task of apportioning the fruits of a multi-faceted inter—
state enuarprise. As a result, this factor, 1in the case of Sohio,
would apportion to Alaska income derived from a wide variety of
our activities wholly unrelated either to Alaska or to oil and
gas extraction, such as chemical sales, patent licensing, coal
and uranium extraction, sales of plastic products and toothbrushes,
and fertilizer sales, even though none of these activities will be
reflected in either the numerator or the denominator of the frac-—
tion. I submit that this overreaches all bounds of fairness.
Moreover, as a result of the patent inconsistency of the
extraction factor with the sales factor applied in the overwhelming
majority of other states, the extraction factor will 1inevitably
lead to multiple taxation of income derived from the sale or

exchange of Alaskan oil out-of-state. Between Alaska and the



state of sale, for example, as much as 133% of this income
could be taxed., This would well be the impact on Sohio and
I ask you to consider whether this represents fair treatment
of interstate commerce.

You may also want to refer to Tables A, B and C of Sohio
Submission Three and particularly the line on each of those
tables entitled, "Effective Composite State Income Tax Rate on
Total Taxable Earnings™. The jump in the percentages from those
shown on Table A to those shown on Tables B and C are a pretty
clear demonstration of the duplicative tax impact that raises
the Constitutional questions.

A final point in reference to the franchise tax proposal
which 1 think the Committees ought to consider is whether the
effect of the $250 million floor is to exempt local producers
while concentrating the impact of the tax on the multi-state
producers. I understand the interests which this provision 1is
designed to protect and am sympathetic to them, But the legal
question is can the actual effect of this be reconciled with the
notion of fairness underlying the Commerce Clause.

In the same vein, both the net proceeds tax proposal and
the separate accounting proposal should be subjected to the same
careful analysis. In general, 1 hope the Committees will consider
whether it is appropriate and fair to single out the oil 1industry

from all other corporations 1in Alaska for such extraordinary tax



treatment. In particular, the deductions allowed under these
proposals should be analyzed to see whether they discriminate
between in-state ani out-state expenditures, which 1 submit may
constitute unfair treatment of interstate commerce.

Finally, 1 would like to refer briefly to the legal con—
cept off uniformity which Alaska has endorsed by its adoption of
the Uniform Division of Income for Tax Purposes Act and of the
Multi-state Tax Compact. I submit that the proposals 1 have just
been discussing amount to a major retreat from the principle of
uniformity, especially in light of the unavoidable duplicative
taxation which tne extraction factor would generate. Moreover,
the separate accounting and net proceeds proposals are difficult
to reconcile with the Multi-state Tax Commission®s view that the
three-factor formula should, in the interests of uniformity, enjoy
clear predominance over any alternative approaches. As the Commission
has said in its proposed regulations under the Compact, separate
accounting "may be invoked only in specific cases where unusual
fact situations (which ordinarily will be unique and nonrecurring)
produce incongruous results under the apportionment and allocation
provisions contained in Article TV." Even under the Compact,
departure from the three-factor formula 1is to happen, if at all,
only on a case-by-case basis within the reasonable discretion of

the Tax Commissioner. In this light, the Committees should ask



to what extent, 1if any, Alaska®"s statutory departure from the
Compact in the case of the State®"s largest industry would be
consistent with Alaska®™s continued membership in the Multi-state
Tax Compact.
Well, where are we? | realize that I"ve given you a lot to
think about. I don"t mean to overwhelm you, out the subjects
you are considering are pretty substantial in and of themselves.
Let me try to tie it all together with five principal perspectives.
First, the State®s needs for revenues are more than covered
for the forseeable future, and the past concerns about running
out of money to meet current needs are no longer with you.
Second, the State"s present tax laws concerning oil and gas
exploration, production and transportation equal or exceed those
in the other leading oil producing states. Any further oil and
gas taxes will simply add to the State"s projected revenue surpluses.
Third, the other costs businesses must pay for carrying on
exploration, production and transportation in Alaska reflect the
premium that must be paid in pursuing the potential of energy
resources 1in the arctic. It i1s a penalty that Alaska itself must
recognize 1in considering major new tax legislation, notwithstanding
the high potential it has in energy resources. This is particularly
true now when construction of the Trans Alaska Pipeline 1is winding

down. Alaska 1is moving into what Robert R. Richards of the Alaska



Pacific Bank has recently called the "post pipeline plateau™.
He forecasts a "modest downturn™ but not a "bust"”. He points out
that the construction industry will experience somewhat of a
setback in 1977, that retail and wholesale trade will level off
in Anchorage and will drop significantly in Fairbanks, and that
the State"s economy 1in general will decelerate this year. A bright
spot in the State®"s economy will be the Kenai region which will
grow as a petroleum service and supply base for both Cook Inlet
production and Gulf of Alaska exploration. He notes that Alaska %
future remains bright because of its resource and other potentials.
Underlying this future, however, 1is the assumption of continued,
reasonable resource development, and the positive incentives needed
to assure 1its continuation. This subject was addressed 1in depth
in Washington, D.C. last Monday, 1in San Francisco on Tuesday, and
in Anchorage yesterday 1in hearings before the Federal Energy Admini —
stration on the appropriate pricing of Prudhoe Bay oil. I attended
the hearings in Washington and Anchorage and would like to give you
a report on the testimony of three witnesses. Their remarks
recognized the high costs and risks of oil and gas development 1in
the arctic, the need for positive economic incentives to encourage
this work, and the 1important role Alaska will play in meeting the

United States®™ needs for energy in the future.

— N "Economic Outlook for the Year 1977", Alaska Business Trends,
Alaska Pacific Bank.



Commissioner Sterling Gallagher represented the State in
the Washington hearing and made a fine presentation. In at
least four places in his testimony he urged the FEA to provide
"positive price incentives” at the wellhead in Alaska that would
encourage future development. He recognized that this applied to
developments now underway like Prudhoe Bay and to all future
resource development in Alaska. He expressed real concern that
other possible courses of decision by the FEA would "virtually
guarantee that no other North Slope resevoir is developed and
(would) create a pronounced disincentive for the State of Alaska
and the Alaska Native corporations to make any more lands available
for oil and gas leasing.” He stated that "The North Slope is a
frontier area, still largely unexplored and untested despite past
and present exploratory work. Likely discoveries and development
will be much closer to the threshold of economic visapility than
is the main pool of Prudhoe Bay."™ With respect to Prudhoe Bay
he noted that at the low wellhead prices possible under one FEA
alternative, "the economic justification for developing even the
main Prudhoe Bay oil pool would, 1f discovered today, be an =AAffy"
proposition. And I can assure you that the likelihood would be
nil for any further North Slope development other than that to
which the companies are already deeply committed.” | sat there

and quietly cheered when the Commissioner concluded his testimony



saying, "Oil production decisions generally entail middle to
long-term investments, and stability is more important in the
decision than making ephemeral benefits that may be offered by
FEA." I M sure that you recognize that the interests of the
State and those of our industry are identical in this, both before
the FEA and generally speaking.

Senator Ted Stevens also spoke eloquently for Alaska 1in the
FEA hearing urging the maximum incentives possible under present
federal law.

The third witness before the FEA hearings in Washington
that I want to report on was David P. Goodman, Managing Director
of Morgan Stanley & Co. Incorporated, 1investment bankers 1in New
York City. Mr. Goodman 1is also a member of the Energy Financial
Advisory Committee to the FEA. His firm arranged over $5.5 billion
of the financing for Prudhoe Bay and the Trans Alaska Pipeline,
and he personally had the responsibility for over $5 billion of
that amount. In the course of his work he has had in depth dis—
cussions with more than seventy major institutional 1investors
regarding the financing of these and other large energy projects.
His testimony before the FEA last Monday 1is Attachment E to my
testimony here today, and 1 urge you to read the full account.
There are several parts of his testimony to the FEA which bear
directly on the business climate here 1in Alaska and which 1 would

like to highlight for you.



With respect to the central 1issue on the pricing of )
Alaskan oil, Mr. Goodman made the following statement which
he characterized as a strong one., He said that as a result
of. all the financing work he had been engaged in and allL the

discussions with institutional investors he had had, ...

"1 have concluded that if the Administration establishes

price control or entitlements treatment for (Alaska
e - North Slope) crude which does oth<r than allow it to

compete in price with world oil in the United States

market, this action will have a serious detrimental

impact on investor 3 willingness to provide financing

for the development of future energy projects,. both

for petroleum and ottier energy sources."”

He noted that there were four areas of risk that lenders sought
assurance on: that the oil was there, that the pipeline and terminal
would work, that there would be a ready market, for the oil, and

that the overall project evidenced continued financial viability.

He said that his firm had been able to answer most of the questions

most investors had, but

"there was one risk which we were unable to eliminate
in the minds of certain major, sophisticated investors,
and they declined to participate in the financing partly
because of i1t. That risk was that government would not
permit (Alaska North Slope) crude oil to compete, with
wm- "world oil in the market place, but would place restric—

tion on its price such as are currently under considera—
tion."

A few moments later he said:

"That is why my firm feels strongly that unfavorable
treatment for (Alaska North Slope) crude will adversely
affect the ability of industry to finance future energy
projects."”



Mr. Goodman then turned to the risk elements of Alaskan
North Slope development and the appropriate rate of return for
projects like Prudhoe Bay and the Trans Alaska Pipeline. He said:

"These hearings are also investigating the risk elements

of North Slope development and the appropriate rate of
return for this project. Both of these subjects were
obviously matters of great interest to investors. This
project is one of the riskiest ever undertaken by industry.
The important risks aren®"t those cited in the Mortada
study. The cost of exploration before the Prudhoe Bay
discovery well is insignificant compared with the risk
undertaken by the industry in going ahead with the pro—
ject under the Pipeline Right of Way Act. The partici—
pants were committed to complete the project no matter
what the cost in the face of absolute federal and state
controls over construction. Remember that this project
had been delayed over four years by court intervention

and government reaesign. Compliance with these actions

had already more than doubled costs. Yet the industry

was forced to accept a set of stipulations far more
exacting than any ever applied to such construction before,
stipulations that many in the industry were concerned about
being physically able to comply with, and to proceed with
absolute authority vested in one man to halt construction
or require design changes that could cause costs to sky-—
rocket with no accountability for cost effectiveness.

The 1industry undertook these absolute obligations, and
costs did rise to the point where, if ANS crude is allowed
to compete against world oil, the Mortada study and indus—
try figures indicate that the project will earn a dis—
counted return in the area of 14% to 16%.

"Mortada states that a return of 12% should be equitable.
There may be some analogy to the returns allowed to
regulated industries in Mortada®s thinking, although
even higher returns are allowed in risky start-up ventures
there. But regulated returns involve an exclusive fran—
chise wherein subsequent rate regulation assures such a

return. No one 1is assuring the price of Alaskan or world
oil.



"1If we had projected a 1270 return from the outset,
I"m not sure that the project could have been
financed. It*s our experience that oil companies
will not undertake a project involving any signi—
ficant risk for a projected return of under 15%.

The industry will earn returns of approximately
22% in the British North Sea, where they have
experienced retroactive majority participation by
the British government. The financial institutions
who invest in the equity of the leased tankers for
the Valdez trade will earn a discounted after tax
return in excess of 15% with the benefit of a hell
or high water, all events charter from the oil com—
panies. Based on these facts, 1| cannot accept that
a 12% return 1is equitable for a project of the magni—
tude and riskiness of the North Slope project.

"The aggregate earnings from the North Slope will be
very large. It is one of if not the largest oil
field ever found outside of the Middle East. But
the costs are high and the rate of return will be
modest, particularly bearing in mind the risk. If
you want industry to be able to finance the develop—
ment of major energy discoveries this country so
sorely needs, particularly the smaller companies
you want to favor in your OCS leasing policies, do
not make the wrong decision in pricing ANS crude oil.
It is critical with regard to establishing an overall
energy policy, of which the issue of pricing Alaskan
North Slope crude oil can be looked on as an iImpor—
tant first step to retain the willingness of the
private sector to provide financing of future energy
projects.”

From all of the foregoing, you can see that the health of
Alaska®™s economy has some sensitivities which the present pricing
determination of the FEA materially impact. Similar impacts can
also come from substantial new state taxes on oil and gas explora—

tion, development and transportation. The point is 1 hope you will



take as much care on your consideration of the various tax
proposals as we all want the FEA to take on the pricing of
Alaskan oil. This 1is also important to all the Alaskans whose
trade and business depends directly or indirectly on continued,
reasonable resource development right here in Alaska.

The fourth of the five perspectives | mentioned concerns
the FEA hearings specifically. It is most appropriate for the
State to appear in these hearings and urge the maximum price
permitted under federal law for Alaskan North Slope crude oil.
That position is based on the need for positive economic incen—
tives for present and future resource development here. On the
other hand, it seems utterly inconsistent to me for the State to
be urging the need for major economic incentives in Washington
and at the same time be seriously considering substantial new
taxes on oil and gas in Juneau which would wipe out a big part
of whatever incentives there are. May | suggest that these tax
measures be given a good deal of study, that whatever tax measures
may be appropriate for serious consideration be taken up in the
next session, and that the State, our industry and other Alaskan
businesses concentrate on critical decisions that are now before
the FEA. I understand, but don ™ know, that the FEA 1is trying
to come to judgment by June 1st. There is a good deal of work

to be done there and 1 hope we can all concentrate on that.



The fifth, and the last perspective, comes back to the
point of beginning. The State and the industry still need
to resolve a longer term policy for oil and gas taxation and
leasing. If nothing else, the events of the last year and
the present problems confirm this. It*s not too late. Can"t
we begin again and take a look at the whole picture? At least
for Sohio, we"re still ready to be responsive.

Thank you.

Richard M. Donaldson

The Standard Oil Company (Ohio)
Guildhall Building

Cleveland, Ohio 44115

March 24, 1977

Attachments:
A - Letter to Gregg Erickson from
Richard M. Donaldson, July 1, 1976.

B - Sohio SubmissionOne, October 28, 1976
C ~ Sohio Submission Two, January 21, 1977
D - Sohio Submission Three, March 22, 1977
E - Statement of David P. Goodman,

Morgan Stanley & Co. to FEA on Alaskan
North Slope Crude Oil Pricing and
Entitlements, March 21, 1977.



THE STANDARD OIL COMPANY

MIDLAND IUILDING. OfVfLAND. OHIO 441IS

RICHARD M DONALDSON

VICI WttSiOfNT

GOVftNMCN! AHO NIJBIIC Af*Al»5 July 1, 1976

Mr. Gregg Erickson
Director, Research Services
Legislative Affairs Agency
State of Alaska

Pouch "Y", State Capitol
Juneau, Alaska 99811

Dear Gregg:

I have your letters of June 16 and 22, 1976, regarding
the study you are preparing to undertake with respect to
Alaska®s longer term natural resource leasing and taxing
policies.

These letters deal specifically with Alaska®s 1income
tax. While 1 recognize that the figures in these letters
are hypothetical, the fact that "answers™ have been calcu—
lated at the beginning of the study is somewhat disturbing.
My experience has been that figuring out specific "answers”
before the overall problem has been defined can preclude a
study, unduly limit it or affect its objectivity. I cer—
tainly hope that none of these things happen as the proposed
intersession studies hold out some promise of stability for
both the State and our industry.

I am writing to give you some thoughts on three segments
these studies could logically consider:

e Future revenues of the State
e Future expenditures of the State.

e Alaska as a place to do business from industry®"s
perspective. \



July 1, 1976

Set out below are some ideas that have occurred to
me as starting points for things that could be considered
in each of these subject areas.

Future Revenues

1. What are the ranges of revenues that the State government
can expect to receive from all of its existing taxes-
including those that impact on natural resources and their
related facilities; and from other sources such as bonuses,
royalties, and the Federal government?

2. To what extent will these revenues cover a reasonable
estimate of the State government®"s future money needs?

3. What are the leasing alternatives available to the State
with respect to its natural resources, and what would be
the ranges of revenues from such alternatives?

4. What are the taxing alternatives available to the State
with respect to its natural resources and other sources,
and what would be. the range of revenues for each such
alternative?

5. How do other states compare with Alaska in tax revent..- :
in tax rates and in the leasing of their natural resoi>

Future Expenditures

6. What 1is a reasonable estimate of the State government®"s
future money needs for various purposes and in total
under a range of prospects with respect to its future
business and commercial development?

7. What will be the financial impact of the recommendations
in the Governor®s recent management and efficiency review?

8. Are management and efficiency reviews 1in other areas of
the State government needed and what .financial impacts
are they likely to have?

Business Perspective

9. What factors does business use 1in determining what it
considers a worthwhile investment? How does it choose
the location for its investments where choices are available



10. How do business conditions in Alaska compare with
those in other states, in terms of availability of
resources to be developed, financing., employment,
construction and operating costs, regulation, taxes,
government attitudes and so forth?

11. What can be learned of business®™ reaction to signi—
ficant cr continuing changes in the factors listed
in the preceding question?

I don"t mean to imply that these are the only questions
that should be considered, but offer them as some 1indication
of the scope that ought to be examined in a meaningful study
of Alaska®s longer term tax and leasing policies.

In my testimony on March 30, 1976 before the Joint Hearing

of the Senate and House Resources Committees, 1 suggested such
a study and indicated that we would beeresponsive to such a
study. In addition to studying the attachments to your letters,

we are thinking about ways in which all the questions noted
can be studied and discussed in a manner which would be mean—
ingful and understandable.

These questions are not only of interest to the State
government and our 1industry, but concern everyone in Alaska
I can think of--the native regional corporations, other business
and commercial 1interests in the State, labor, the financial
community, and people generally. I hope that this study will
seek advice on that broader base.

I understand that a study similar to the one the Legislative
Council will consider 1is being initiated by the Administration
under the direction of Commissioner Gallagher and Commissioner
Martin. Presumably these studies will be coordinated to some
extent. It seems appropriate to send the Commissioners copies
of this letter and | hope you wrn®t mind my doing so.

Sincerely,

Richard M. Donaldson

cc: Sterling Gallagher, Commissioner
Department of Revenue

Guy Martin, Commissioner
Department of Natural Resources



October 28, 1976

SOHIO SUBMISSION ONE

This paper is submitted for consideration by the Alaskan Administration
and Legislature in the intersession studies each is now conducting concerning
the long term oil taxation and leasing policy for the State.

The first subject of inquiry by the staffs working for the Legislature
and the Administration on these studies concerns the nature, revenue poten—
tial and appropriateness of Alaska®s present tax laws as they will apply to
the Prudhoe Bay field and the Trans Alaska Pipeline (TAPS). One point
of interest to the staffs in this area of inquiry is Alaska"s state income
tax and how it will apply.

This submission examines the state income tax of Alaska and makes
projections as to what the income tax payments will be utilizing certain
assumptions for the future operations of Prudhoe Bay and TAPS. However,
since state income tax is only one part of the substantial total revenue
Alaska will receive as the result of Prudhoe Bay and TAPS, the non-income
tax revenues have also been calculated. These revenues include projections
of the State®"s royalty income and tax receipts resulting from Alaska“s
severance tax, rese es tax, and ad valorem tax. In addition, this submis—
sion points out certain relationships which exist within the present Alaskan
tax structure.

Most of the larger companies in the United States are engaged in
business activities in a number of states. Each of the states in which

these companies do business expect to receive some state income tax



payments from them. Yet, if a company were to pay taxes to each state
in which it operates calculated by applying that state®s income tax rate
to the total earnings of the company wherever earned, multiple taxation, or
as the law states it, "duplicative taxation”™ would result leaving the firm
with little, if any, after tax income. As companies became larger and
did business in many states, there was a need for some method of equitably
determining what each state®"s fair share of such income taxation should be.
The Multistate Tax Compact was set- up by the states to ensure that
effective and fair taxation of multistate businesses could be established
among the various states. Today, most of the fifty states are members of
the Multistate Compact, and Alaska has been a member since 1970 as a
result of the Legislature®s action.
States which are members of this Compact follow the Uniform
Division of Income for Tax Purposes Act. Under this Act, the total
taxable income of a company, wherever earned, is allocated to the various
states in proportion to the amount of that company®s business activity
conducted in each state. This allocation is calculated by averaging three
basic factors that take into account the extent of a company"s business in
a particular state: its physical property there, its actual sales there,
and the number of its employees located in the state. The first factor 1is
the percentage of the company"s total physical property which is located
in the state in question compared to all of its property wherever located.
The second factor is the company®s annual sales which occur within the
specific state as a percent of the company®"s total annual sales. The
third factor is the company®s payroll costs incurred in the specific

state divided by that company®s total payroll for all of its operations.



The arithmetic average of these three factors for the state in question

is multiplied times the company"s total taxable earnings to arrive at the
share of taxable earnings to be allocated to the state. This share is then
raxed at that state®"s f 711 tax rate. While any allocation of earnings
among the states is probably not perfect, this particular system for doing
so has been considered the fairest compromise approach that anyone has
devised.

The Legislative Affairs Agency has asked us to provide it with a
projection of what Sohio"s state income tax payments to Alaska would be
under the Multistate Tax Compact allocation method. Unfortunately, we
are unable to provide this specific information because doing so would be
equivalent to providing projections of Sohio"s future earnings and create
a number of other problems for us. The rules of the Securities and Exchange
Commission would then require us to disclose such projections to the general
public and to publicly and perpetually update those projections any time our
internal estimates of the future changed. The burden of disclosing such
projections on a perpetual basis and the potential liabilities to investors
if such projections turned out to be wrong have led substantially all large
U.S. companies to decline publication of any earnings projections. Our
counsel has advised against this, and in view of the overall problems, we
feel we cannot respond to the specific request and so advised the Legislative
Affairs Agency.

However, 1in order to be of some help to the Legislative Affairs Agency
and still follow our counsel®s advice, we have developed hypothetical
projections of tax payments to Alaska which would result from an assumed

one-third ownership of Prudhoe Bay and TAPS by three typical companies.



None of these companies 1is intended to represent a company actuailly involved
in the development of the Prudhoe Bay field or construction of TAPS. Rather,
the projections are intended to demonstrate vhe level of tax obligations
which would result from the project being owned by companies varying in
size and scope of overall -operations. Specifically, the three typical
companies in our hypothetical example have the following assumed
characteristics:

Company A - A California based marketing and refining company

with no crude oil production.

Company B - A large integrated domestic company with significant
petroleum production and transportation operations.

Company C - A major international company with substantial
foreign operations.

The significant basic assumptions for each of these companies are

summarized in the following table:

Company A Company B Company (

Annual Sales (Millions) $3,700 $8,200 $24,500
Gross Property (Millions) $1,800 $8,200 $13,800
Total Employees 27,000 32,500 75,000
Taxable Income (Millions) $ 210 $ 850 $ 1,700

For the purpose of these tax calculations, it was assumed that a
ratio of employees in Alaska to total employees would be equivalent to the
payroll ratio since detailed data on payroll costs is unavailable. Lt was
also assumed that the only business activities any of these three companies

had in Alaska was its one-third ownership of the field and the pipeline.



Since a great deal of uncertainty surrounds both the future price of
North Slope oil and future rates of inflation, the tax payments of the
three companies were calculated in terms of constant 1976 dollars

assuming three different California market prices: $10.00/barrel,

$13.00/barrel, and $16.00/barrel. (To put this range of prices in
perspective, the price of foreign crude oil similar in quality to Prudhoe
Bay oil 1is approximately $12_.30/barrel delivered to California.)
The characteristics of the Prudhoe Bay field and TAPS project
determine the nature of the allocation factors used in this analysis.
First of all, crude oil production is a very capital intensive operation.
This has been accentuated in the case of Prudhoe Bay due to the high cost
of Arctic development.
Secondly, Alaska®"s industrial development has not as yet reached,
and may never reaftju, the stage where significant volumes of Prudhoe Bay
crude oil can be consumed within the State. That being the case, the
$7.7 billion Trans Alaska Pipeline and Valdez terminal had to be con—
structed so that the crude oil could be shipped to other states where
there is a demand for that oil. Without the demand in other states and
the TAPS line, Prudhoe Bay oil would be of little value. These transporta—
tion facilities have contributed to the high capital costs of the project.
Finally, in most oil production and pipeline activities, the number
of employees required for routine operations after the original construction
has been completed is relatively small. This holds true for Prudhoe Bay
and TAPS.

When these characteristics are translated into allocation factors,

similar trends develop for each company. The Alaskan property factors of



all three companies are large relative to the overall scope of the basic
companies T operations. The property .factor for Company A, for example,
is in the range of 65 to 70 percent and even for Company C, the major
international, it is between 20 and 25 percent. On the other hand, the
Alaskan payroll factor in all cases was assumed to be less than 2 percent
of the companies ” total employment. Finally, since Prudhoe Bay oil must
be transported to other states for sale, an Alaskan sales factor of zero
percent results.

The results of our analysis are summarized on the attached six
tables. There are two tables, labeled A and B, for each of the assumed
West Coast market prices, $10.00/barrel, $13.00/barrel, and $16.00/barrel.

Referring to Table 2-A which summarizes the results of the $13.00
per barrel market price caluclation as an example, the annual state income
tax payable to Alaska by each of the hypothetical companies for each year
from 1977 through 1986 is listed along the top of the Table. These tax
payments in total range from $27.4 million in 1977 to almost $90 million
in 1985.

It is very important to bear in mind that all these figures are
expressed in 1976 dollars and that no adjustment has been made for any
inflation in any year which would increase the dollar figures received
by the State. These charts can be adapted, however, to whatever inflation
factors one thinks appropriate to get a more accurate projection of actual
revenue expectancies.

The other revenues that Alaska would receive in addition to income
tax have also been calculated for each year for these companies and displayed

in the second segment of the A Tables in order to provide an overall picture
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of the revenues produced by the present Alaskan tax structure. The figures
in this segment are totals for the three companies rather than individual
amounts for each company, since each company®"s share would simply be one-
third of the total figures shown. Included in this segment are royalty
payments, severance tax payments, reserves tax payments, and ad valorem
tax payments. Also shown are credits against severance tax for the reserves
tax payable in 1976 and 1977 to the extent of 50 percent of the severance
tax as provided by Alaskan law.

The sum of the Alaskan income tax payments by the three owner companies
and the other revenues represents a projection of the total revenues Alaska
would receive as a result of the field and pipeline project in our hypothet—
ical case. These annual totals are also listed on the A Tables. Using
Table 2-A as an example again, Alaska®"s total revenue as a consequence of
the field and pipeline would range from over $600 million in 1977 to more
than $1.1 billion annually from 1981 through 1985 If the market price of
crude oil were to remain constant at $13.00/barrel. The comparable annual
total revenues for a $10.00 market price and a $16.00 market price are
displayed on Table 1-A and Table 3-A, respectively. The hypothetical
case does not include any similar *ypes of revenues from Cook Inlet
development or future development in other parts of the State.

For comparison purposes, the total state income tax payments that the
three companies would make to all the states in which they do business have
also been calculated and displayed on the A Tables. These figures are
based upon the total taxable earnings of the three companies, and they
include the state income tax paid to Alaska listed along the top of the

A Tables. As indicated on these Tables, the effective composite state



income tax rate on the total taxable earnings of the three companies,

that is, all income taxes paid to all states, is around 6 percent. This
is what one would expect, since income not allocated to Alaska is taxed

by other states and the average state income tax rate of all the states in
the United States is significantly below Alaska®s 9.4 percent rate.

It is interesting to note that since the field and pipeline project
is located in Alaska, Alaska"s state income tax payments from the three
companies will exceed 20 percent of the total income tax payments made to
all states even though extensive activities are carried on by the three
companies in other states. It is also interesting to note that this high
percentage received by Alaska holds true for all three market prices of
$10.00/barrel, $13.00/barrel, and $16.00/barrel. This percentage is shown
at the bottom of each of the A Tables.

Tables 1-B, 2-B and 3-B show the totalrevenue that Alaska will
receive from each of the companies overthe 1977-1986 ten year period.

These B Tables also point out whatpercent of the total revenue paid
to all states resulting either wholly or in part from the field and
pipeline will go to Alaska. Since the Prudhoe Bay field is located on
state lands, Alaska would receive 100 percent of the royalty payments.
Similarly, Alaska would receive 100 percent of the severance tax payments
and 10C percent of the ad valorem tax payments. The reserves tax payments
and the severance tax credits resulting from those payments are also
strictly an Alaskan transaction.

In addition, since the field and pipeline are located in Alaska,
the State will also receive state income tax payments as indicated above.

Alaska"s state income tax payments are a result of that portion of the total
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taxable income from all operations of the companies which would be
allocated to the state under the Multistate Tax Compact. As such, it
reflects the income distribution to Alaska based upon property, sales and
payroll factors, regardless of how or where the taxable income originated.

Ui.ing Table 2-B as an example, at a $13.00/barrel California market
price, Alaska will receive a total of $756 million in income tax revenues.
This would be almost 22 percent of the total state income tax paid on
all the operations of the three companies.

When those income tax receipts are added to the other revenues listed
on Table 2-B, it can be seen that Alaska will receive almost $10.2 billion
in revenues from 1977 through 1986. Those revenues will represent almost
75 p~rcent_of__aJJLthe revenues going to all states, either wholly or partially
as a result of the field and pipeline project. Again, as indicated by
Tables 1-B, 2-B, and 3-B, this high 75 percent share holds true over the
entire range of market prices from $10.00 to $16.00 per barrel.

In summary, the significant points that this three company hypothetical

case confirms seem to be the following:

1. Under the existing Alaskan tax structure and royalty obligations,
the State would receive substantial annual revenues from the
three companies which in total are directionally representative
of the actual ownership of the Prudhoe Bay field and the Trans
Alaska Pipeline. In constant 1976 dollars, such revenues would
average almost $800 million per year as a consequence of this
project alone if the California market price for oil were $10.00
per barrel, and would exceed $1.3 billion if that price were

$16.00 per barrel.



Such tax and royalty revenues to Alaska will represent approxi—
mately 75 percent of the tot.al revenue paid to all states,
including Alaska, resulting either wholly or in part from the

Prudhoe Bay field and the Trans Alaska Pipeline.

Of the total revenues to be paid to Alaska attributable to this
field and pipeline, the principal part of such revenues are due
to State ad valorem taxes, State severance taxes, and State
royalties which are 100 percent allocable to Alaska and to State
income taxes, over 20 percent of which is allocable to Alaska

under the Multistate Tax Compact.

With respect to the Alaskan State income tax, the State would
receive payments at the full 9.4 percent rate of Alaskan income
taxation on that portion of the three companies®™ total taxable
income which is allocated to the State under the Multistate Tax
Compact. This allocation would be based upon the extent of the ,
business activity in Alaska measured by physical property in the
State, actual sales within the State, and the number of employees
located in fhe State.

The composite state tax rate on the total taxable earnings
of the three companies will be approximately 6 percent. This 1is
the portion of total taxable earnings the companies would pay as
income tax to all the states in which they do business. This
composite rate is lower than Alaska®s income tax rate because
the average state income tax in the United States is substantially

below Alaska®"s 9.4 percent.



Alaska, however, would receive over 20 percent of the income
tax payments which the three companies in our example would make
to all states. That is a high percentage in light of the extensive
business activities carried on by these companies in states other

than Alaska.

The Standard Oil Company (Ohio)
Midland Building
Cleveland, Ohio 44115

October 28, 1976
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HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS

REVENUE TO ALASKA AND OTHER STATES IF OIL SELLS FOR $10.00/B8L.

1977 v 1978 1979 - 1980

A luukan State Income Tux Paid By:

A-Califorulu Marketing and Refining Company $ 2.4 $ 15.3 $ 21.0 $ 21.6

B-l1.arge Integrated Domeatlc Company 7.9 14.9 17.9 18.4
C-Hajor International Cumpany 11.4 16.7 18.9 19.4
Aluukan Slate Income Tax Revenue $ 2-1.7 $ 46.9 $ 57.8 $ 59.4

Alnnkan State Revenue Other Tlian liirome Tax*
Roydlty to State of Aluaku $ 66.7 $237.1 $344.2 $351.1
Aluukan State Severance Tax 82.5 219.9 274.8 274.8

Aluukan State Reservee Tax-—

Paid 235.0
Severance Tax Credit ( 41.2) (109.9) (137.4) (137.4)
Alaukun Stale Ad Valorem Tux 190.0 208.2 219.5 215.6
Nun-Income Tax Suklolul $533.0 $555.3 $701.1 $704.1
Total Alunha.i State Hevemic $554.7 $602.2 $758.9 $763.5

Income Tax Paid to Alt Stutea By:

A-Cullfornlu Hurketing uud Rufinlug Company $ 9.7 $ 60.7 $ 82.4 $ 84.0

U-Largc Integrated Domeatlc Cumpany 50.3 88.9 105.6 106.8
C-Major Intermit lonal Company 58.2 80.6 90.4 91.2
Totul Income Tux Puld to All Staten $118.2 $230.2 $278.4 $282.0

Effective Compoulte State Income Tux Rate
on Total Tnxuhle Eurnlogu 4.02 5.52 5.72 5.72

Aluukan Income Tux Paymentu uu Percent of
Income Tux Puymentu to AIl Stuleu 18.42 20.42 20.82 21.12

* Each owner ccmpuuy would pay oue-thlrd of the flguren uhown In thiu unction.

19H1

$ 21.3

18.5

19.7

$ 59.5

$357.9

274.8

( 31.5)

211.4

£812.6

$872.1

$ 82.4

105.7

90.8

$278.9

21.32

IN CALIFORNIA

19H2 1981 .19H4_ 1985 1986

$ 21.7 $22.8 $23.7 $24.A $ 23.3
18.9 19.8 20.7 21.2 20.6

20.1 20.9 21.8 22.4 21.9

$ 60.7 $63.5 $ 66.2 $ 68.0 $ 65.8

$364.8  $349.0 $338.1 $342.9 $308.5

274.8 274.8 274.8 274.8 256.5

206.8 203.6 202.9 196.1 184.0
$846.4 $827.4 $815.8 $813.8 $749.0

$907.1 $890.9 $882.0 $881.8 $814.8

$ 83.1 $ 86.6 $ 89.2 $ 91.1 $ 87.1
106.3 109.1 111.2 112.8 109.6
91.3 93.1 94.5 " 95.5 93.6

£280.7 $288.8 $294.9 $299.4 $29U.3

21.62 22.02 22.42 22.72 22.72



HYPOTHETICAL THREE COHPANY OWNERSHIP OP PRUDHOE DAY FIELD AND TAPS
STATE REVENUE DISTRIBUTION FROM 1977 THROUCH 1986 IF OIL SELLS FOR $10.00/BBL. IN CALIFORNIA

{M1 Ainounto in Hilliono of 1976 Poltava)

Company A Company B Company C
Cal Ifornia Reflner I.nrRe Domestic H.iJor International Three Company Totnl _
Alaskan As Percent Alaskan As Percent Alaskan As Percent Alaskan As Percent
Revenue To All States Revenue To All Stutes Revenue To All States Revenue To All Stares
Type of Revenue
Prudhoe Bay Royalty $1,020.1 100.0X $1,020.1 100.0X $1,020.1 100.0X $1,060.3 100.0X
Prudhoe Bay Severance Tax 827.5 100.0X 827.5 100.0X 827.5 100.0X 2,482.5 100.0X
Prudhoe Bay Reserves Tax-—
Paid 78.3 100.0X 78.3 100.0X 78.4 100.0X 235.0 100.0X
Severance Tax Credit ( 152.4) 100.0X ( 152.4) 100.0X ( 152.5) 100.0X ( 457.3)* 100.0X
Prudhoe Bay and TAPS 679.4 100.0X 679.4 100.0X 679.4 100.0X 2.03B.2 100.0X
Ad Valorem Tax
Stole Income Tux on AllI® of 197.5 26.IX 178.8 17.8X 193.2 22.0X 569.5 21.6X
Company®s Operations
Totul Revenue to State of Alaska $2.650.A 77.8X $2.631.7 72.3X $2,646.1 75.1X $7.928.2 75.0X

* Includes credit for the $222.3 million reserves tax paid during 1976.
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HYPOTHETICAL THREE COHPAKY OWNEFI

Aluskun State Income Tax Paiil By:
A-Cailforniu Marketing and Refilling Company
B-1.arge Integrated Domestic Cumpany
C-Major International Company

Alaskan State Income Tax Revenue

Aluukan State Revenue Other Thau Income Tux*

Royalty to State of Alauka

Aluukan State Severance Tux

Alaskan State Reserves Tax-—
Paid
Severance Tax Credit
Aluskun State Ad Vulorem Tux
Non-Income Tux SubLolul
Tutal Alnskun State Revenue
Income Tux Puld to All Stuleu By:
A-Callfurnla Harkutlng and Refining Company
I-lurge Integrated Domestic Company
C-Hujur International Compuny

Tolul Income Tux Puld tu All Staten

Effective Composite Stale Income Tax Hutu
on Total Taxable Eurulligu

Aluskun Income Tux Puymcnls us Current of
Income Tux Payments to All Status

.* Each owner eotpuuy would puy ouu-thlrd

(A1l Amounta in Hilliona of 1976 Dollars)

1977

$128.3

82.5

235.0
( 41.2)

190.0
$594.6

$622.0

$ 22.8
60.1
63.5

$146.4

18.7X

the figures shown

1978

19.2
19.6

$ 62.9

$401.6

220.7

(110.3)
208.2
$720.2

$783.1

95.4

$305.3

20.6X

1979 19H0
$31.9 $ 32.5
23.4 24.0
22.6 23.2
$77.9 $ 79.7
$549.6  $556.4
298.9 302.6
(149.4)  (151.3)
219.5 215.6
$918.6  $923.3
$996.5 $1003.0
$124.7.  $126.2
137.7 138.9
109.0 109.9
4371A  s375.0
5.9X 5.9%
21.0X 71.3X%

ill t

ills suel lull.

1981

23.9
23.4

$ 79.3

$563.2

306.3

( 4.9

211.4
$1076.0

$1155.3

$123.3
136.8
109.0

$369.1

21.5X

[p OF PRUUIIOE BAY FIELD AND TAPS

1982

$ 32.6

24.6

$570.1

310.1

206.8

$1087.0

$1168.2

$124.7

138.0

109.8

$372.5

5.9X

21.BX

$554.3

301.1

203.6

$1059.0

$1143.4

$128.4

141.0

111.7

$381.1

22.

X

$

19H4

35.0

26.6

26.0

87.6

$543.4

$1

202.9

041.9

$1129.5

$

131.2

22.6X

1985

27.2

26.6

$ 89.5

$548.2

298.2

196.1

$1042.S

$1132.0

$133.0

144.9

114.3

$392.2

5.9X

22.8X

1986

$500.1

272.0

184.0
$956.1

$1042.2

$126.5
139.7

ill.2

SN AR

22.UX

2-A



HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
STATE REVENUE DISTRIBUTION FROH 1977 TIIROUCU 1986 IF OIL SELLS FOR $13.00/BBL. IN CALIFORNIA
(AIl Amounto in Hilliono of 1976 Dollavo)

Company A Company B Company C
California Refiner Large Domestic Ha lor International Three Company Total
Alaskan As Percent Alaskan As Percent Alaskan As Percent Alnskai ; As Percent
Revenue To All States Revenue To All States Revenue To All States Revenue To All States
Type of Revenue
Prudhoe Bay Royalty $1,638.A 100.0X $1,638.4 100.0X $1,638.4 100.0X $4,915.2 100.0X
Prudhoe Bay Severance Tax 896.0 100.0X 896.0 100.0X 896.0 100.0X 2,688.0 100.0X
Prudhoe Bay Reserves Tax—
Paid 78.3 100.0X 78.3 100.0X 78.4 100.0X 235.ft 100.0X
Severance Tax Credit ( 152.4) 100.0X ( 152.4) 100.0X ( 152.5) 100.0X ( 457.3)* 100.0X
Prudhoe Bay and TAPS 679 .4 100.0X 679.4 100.0X 679.4 100.0X 2,038.2 100.0X
Ad Valorem T..X
State Income Tux on All of 297.1 26.2X 230:3 17.BX 228.6 21.0X 756.0 21.7X
Company*"s Operations
Total Revenue to Stute of Aluuka $3,436.B 75.2X $3.370.0 72.2X $3,368.3 76.3X $10.175.1 745X

* Includes credit for the $222.3 million rcuorveu tux paid during 1976.



HYPOTHETICAL THREE COHPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
REVENUE TO ALASKA AND OTHER STATES

Alaukan State Income Tax Paid By:
A-Callfurnlu Marketing and Refining Company
B-l1.arge Integrated Dementlc Con]iuny
C-Hajor Internal lonul Cumpany

Alaukan State Income Tax Revenue

Aluukun State Revenue Utlier Than Income Tax*

Royalty to State of Aluaka

Alaukan State Severuncu Tux

Alaukan Stale ReaervcB Tax-

Puld
Severance Tax Credit

Aluukun State Ad Valorem Tax
Non-Income Tux Subtotal
Totul Aluwkan State Revenue
Income Tux Paid to All Stuteu By:
A-Culiforuiu Marketing und Refining Company
U-l.urgu Integrated Doiueutlc Company
C-Major Internutlonul Company
Tulal Income Tax Puld to All Staten

Effective Cnmpoulle State Incoau Tux Rulu
on Total Tuxnblu Eurningu

Aluukun Income Tux ITymenla an Percent of
Income i"ax I3ymentu to AUStnleu

a Each owner company would pay onc-1lilrd ol

1977 1978 1979 19HO

$ 8.6 $ 32.4 $ 42.4 $ 41.9
10.9 23.4 28.7 28.7
13.4 22.5 26.3 26.5

$ 32.9 $ 78.3 $ 97.4 $ 97.1

$189.9 $565.6 $754.9 $761.7

103.3 307.6 410.6 414.3

235.0

€51.7) (153.8) (205.3) ( 46.6)

190.0 208.2 219.5 215.6
$666.5 $927.6 $1179.7 $1345.0

$699.4 $1005.9 $1277.1 $1442.1

$ 35.5 $128.0 $165.5 $162.2
69.5 139.7 168.9 166.5
68.9 109.9 127.3 126.2

$173.9 $377.6 $461.7 $454.9

18.9X 10.71 21.1X 21.3X

tliu flgurcn oliown In Iltlu flection.

IF OIL SELLS FOR $16.00/BBL.
(ALl Amounts in Millioqslof 1976 Dollars)

1981

211.4
$1398.0

$1496.4

$162.3
166.7
126.5

$455.5

21.6X

IN CALIFORNIA

1982

29.9

27.7

$100.5

$775.4

421.7

206.8

$1403.9

$1504.4

$163.8

168.0

127.5

$459.3

21.9X

1981

$ 44.

31.

28.

203.

$1376.

$1480.

$167.

171.

129.

$467.

.7

5

5

5

4

9

.0X

22.2X

1984

$ 45.5
32.2
29.9

$107.6

$748.7

407.2

202.9
$1358j jB

$1466.4

$170.3
173.4
131.1

$474.8

22.7X

1985

$ 46.3

32.9

30.5

$109.6

$753.5

409.8

196.1

$1359.4

$1469.0

$172.2

174.9

132.2

$479.3

22.9X

1986

31.5

29.6

$104.8

$691.8

376.2

$1252.0

$1356.8

$163.2

167.8

127.8

$458.7

22.0X



HYPOTHETICAL THREE COMPANY OWNERSHIP 01 PRUDHOE BAY FIELD AND TAPS
STATE REVENUE DISTRIBUTION FROM 1977 THHOUCII 1986 IF OIL SELLS FOR $16.Q0/BBL. IN CALIFORNIA

(AIl Amounte in Millions of 1976 Dollaro)

Company A Company B Company C
California Refiner Large Domes tic Halor International Three Company Total__
Alai.kau As Percent Alaukan Au Percent Alaukan Aa Percent Alaukan Aa Percent
Revenue To All Staten Revenue Tj All States Revenue To All States Revenue To All Stutes
Type of Revenue
Prudhoe Bay Royalty $2,256.6 100.0X $2,256.6 100.0X $2,256.6 100.0X $6,769.8 100.0X
Prudhoe Bay Severance Tax 1,227.1 100.0X 1,227.1 100.0X 1,227.3 100.0X 3.6B1.9 100.0X
Prudhoe Bay Reserves Tax-—
Paid 78.3 100.0X 78.3 100.0X 78.4 100.0X 235.0 100.0X
Severance Tax Credit ( 152.4) 100.0X ( 152.4) 100.0X ( 152.5) 100.0X ( 457.3)* 100.0X
Prudhoe Buy and TAPS 679.4 100.0X 679.4 100.0X 679.4 100.0X 2,038.2 100.0X
Ad Valorem Tax
State Income Tax on All of 390.2 26.2X 278.4 17.8Z 262.1 21.7X 930.7 213X
Company®s Operations
Total Revenue to State of Alaska $4.479.4 75.0X $4,367.6 73.6X $4.351.3 78.3X $1.3,198.3 75.6X

* Includeu credit for the $222.3 million reserves tax paid during 1976.



January 21, 1977

SOHIO SUBMISSION TWO

This 1is the second paper submitted by Sohio for consideration by
the Alaskan Administration and the Alaskan Legislature in the studies
each has been conducting concerning the long term oil taxation and
leasing policy for the State. The Tfirst paper, entitled Sohio
Submission One, was provided to the Alaskan Administration and
Legislature on October 28, 1976.

By way of background, that paper examined the state income
tax of Alaska under the allocation method of the Multistate Tax Compact
and made illustrative projections of the substantial revenue that Alaska
would receive as a result of the first ten years of operation of the
Prudhoe Bay Field and the Trans Alaska Pipeline System (TAPS). Those
projections of revenue included estimates of the State"s royalty income
and tax receipts resulting from Alaska®s severance tax, reserves tax,
ad valorem tax and state income tax.

In order to develop those hypothetical projections for the future
operations of Prudhoe Bay and TAPS, it was assumed that equal one-third
shares of that field and pipeline would be owned by three typical com-
panies, none of which were intended to represent any company actually
involved in that project. The assumed characteristics of the three
typical companies which were used iIn Sohio Submission One were as follows

Company A - A California based marketing and refining

company with no crude oil production.



Company B - A large, integrated domestic company with
significant petroleum production and

transportation operations.

Company C - A major international company with substantial

foreign operations.

Due to the degree of uncertainty surrounding both the future price cf
North Slope oil and future rates of inflation, the projections of Alaskan
revenue contained in Sohio Submission One were calculated in terms of
constant 1976 dollars, assuming three differen” California market prices:
$10.00/barrel, $13.00/barrel, and $16.,00/barrel.

Among the significant findings of So"hio Submission One was that at
the $10.00 per barrel price, Alaska would receive average revenues of
almost $800 million per year from Prudhoe Bay and TAPS during the next
ten years. At the $13.00 per barrel and $16.00 per barrel prices,
Alaska®s average annual revenues from this project would exceed $1.0
billion and $1.3 billion, respectively. These tax and royalty revenues
to Alaska would represent approximately 75 percent of such revenue paid
to all states, including Alaska, resulting either wholly or in part from
the Prudhoe Bay Field and the Trans Alaska Pipeline. If some factor
for inflation were applied to these projections rather than using constant
1976 dollars, the average annual revenues would increase accordingly,
but Alaska®"s 75 perce.t share of such revenue to all states resulting
from this project would not change.

The purpose of Sohio Submission Two is not to further examine either

the "fair share" aspects of Alaska"s taxation policy or the revenues the



State might expect as a result of Prudhoe Bay and TAPS. Sohio Submission
Two takes the next step and compares the tax burden of such Alaskan tax
laws currently on the books with the tax burden of the comparable tax laws
of the other three largest oil producing states— Texas, Louisiana, and
California. In the development of this comparison of tax burdens, exactly
the same basic economic assumptions regarding the Prudhoe Bay Field and
TAPS are used that were the basis for Sohio Submission One. Additionally,
it iIs assumed again for this hypothe+ical case that one-third of this
field and pipeline 1is owned by each of the three typical companies pre-
viously mentioned. In other words, the tax payments for each other
producing state have been calculated by simply assuming that Alaska adopted
the tax laws of that other state iIn lieu of the existing Alaskan tax laws.
For comparison purposes, only tne constant $13.00 per barrel selling price
in California is used. This 1is the midpoint of the assumed price levels
which were used iIn Sohio Submission One. As in the previous paper, no
attempt has been made to forecast future rates of inflation, and again,
all the calculations and results are expressed in constant 1976 dollars.
Since this paper analyzes only the taxes of these oil producing
states, the $4.9 billion in royalty payments that Alaska would receive if
oil sells for $13.00 per barrel in California has been eliminated from
the comparison. To simplify the comparison, Alaska®s 1976-1977 reserves
tax and Tfuture credit against severance tax payments have been deleted
from this analysis. Since the reserves tax was enacted to alleviate
Alaska"s short term financial difficulties prior to initial production
from Prudhoe Bay and since the reserves tax payments will be completely

offset by future credits against severance tax obligations, it is not a



part of Alaska"s“permanent ongoing taxes, and it is the comparison of
these states”™ ongoing tax laws that is the most informative.

The results of this analysis are displayed on the attached Tables 1,
2, and 3. Each of these Tables lists the principal Alaskan taxes which
currently apply to petroleum activities in the slate. These include the
state income tax, the severance tax, andthe petroleum property advalorem
tax. The payments which wouldbe made to the State of Alaska over the
1977 through 1986 ten year period have been calculated and listed on each
Table, along with the basis of calculation for each tax. The tax payments
resulting from the comparable taxes of Texas, Louisiana, and California
and their bases are listed on Tables 1, 2, and 3, respectively. Finally,
each Table compares the total payment to Alaska for each tax as a percent
of the total payment which would result under the comparable tax of the
other leading oil production state.

Table 1, for example, is a comparison of the tax burden under the
Alaskan tax laws with the tax burden under such tax laws of Texas, currently
the largest oil production state in the U.S. As indicated on Table 1,
the Alaskan state income tax payments of the three hypothetical companies
owning Prudhoe Bay and TAPS would total more than $750 million over the
1977-1985 ten year period. Texas, on the other hand, does not have a
state income tax so, iIf the three companies were subject to Texas tax
laws instead of the Alaska tax laws, the state income tax payments by the
three companies would be zero.

The second section of Table |1 compares the payments which would be

made from 1977 through 1986 by the three companies under the Alaskan



severance tax and ad valorem tax to those payments which they would have
to make if they were subject to similar taxes in Texas. Since it 1is
assumed that one-third of Prudhoe Bay and TAPS would be owned by each
of the three typical companies, each company®s tax payments would simply
be one-third of the figures shown in this section. Alaska"s severance
tax would average 7.8 percent of the net wellhead value of the oil,
i.e., the wellhead value after royalty payments are deducted. This
results in total-Alaska severance tax payments of almost $2.7 billion
over the ten year period. Since the Texas severance tax rate is only
4.6 percent of the net wellhead value, the total severance tax payments
would be slightly more than $1.6 billion over the same period.
Therefore, the severance tax payments resulting under Alaska®"s current
severance tax would be 163 percent of those resulting under Texas"s
current severance tax.

The present ad valorem tax rate of Alaska is equal to 20 mills and
is applied to the valuation of all petroleum hardware. This would
result in Alaskan ad valorem tax payments by the three companies of more
than $2.0 billion from 1977 through 1986. The ad valorem tax on produc-
tion properties in Texas is equivalent to 2.5 percent of the net wellhead
value of the oil produced. For pipeline facilities, the Texas ad valorem
tax averages slightly less than 8 mills times the hardware var®jation.
Therefore, the total ad valorem tax payments which the three companies
would have to pay if they were subject to these Texas tax laws would total

$1.46 billion from 1977 through 1986. As indicated on Table 1, the Alaskan



ad valorem tax payments over this ten year period would be 140 percent
of those 1in Texas.

The sum of all these Alaskan tax payments made by the three
companies from 1977 throjan 1986 would be almost $5.5 billion. The
comparable fiGures under the Texas tax laws would be only slightly
more than £3.1 billion. In summary, the Alaska tax burden would be
176 percent of that for Texas.

Table 2 compares in the same way Alaska®s taxes with those of
Louisiana, currently the second largest oil production state. Several
significant factors concerning Louisiana®s taxes are demonstrated by
this Table. First of all, while the Louisiana state 1income tax rate
is 4.0 percent, Louisiana has an oil depletion allowance equal to the
lesser of 38 percent of the net wellhead value, or 50 percent of oil
production taxable income. Furthermore, the state allows the deduction
of Federal Income tax payments prior to the determination of o ile state
income tax liability. Therefore, income tax payments to Louisiana
by the three companies would amount to S382 million over the 1977 to
1986 period. The income tax payments under Alaska®"s state income tax
over this same period would be 197 percent of this amount.

Another significant item highlighted by Table 2 is the total
payments by the three companies of almost $4.5 billion resulting from
Louisiana®s 12.5 percent severance tax rate, which 1is the highest oil
severance tax 1in the U.S. As indicated on Table 2, the corresponding

payments under Alaska®"s severance tax are 60 percent of those under

Louisiana®s severance tax. However, this difference in tax receipts



is almost completely offset by the fact that Alaska®s ad valorem taxes
are substantially higher than those in Louisiana, that is, 298 percent
of such Louisiana taxes. When the total of these tax payments by the
three companies 1is considered, the payments to Alaska of almost $5.5
billion over the ten year period are 99 percent of the tax payments
which would be made to Louisiana.

Table 3 compares the tax laws of Alaska to those of California,
the third largest oil producing state. California’s income tax rate of
9.0 percent is almost as high as that of Alaska, and the total tax
payments by the three companies under either state’s income tax law
would be within $25 million of each other for the ten year period.

As indicated on Table 3, the ad vaicrem tax payments under
California®s tax law wouid be about twice those paid to the State of
Alaska. On the other hand, California levies no severance tax on
oil production. When the total payments by the +hree companies
resulting from these two taxes are compared for each state, the
payments to Alaska would be 112 percent of those under California®s
method of taxation. Including the projected state income tax payments
in these totals, the $5.5 billion total ten year tax burden in Alaska
would be II'l1 percent of the $4.9 billion t~tal which would result under
Cal ifornia®s tax laws.

Sohio Submission Two confirms the testimony by Sohio before the
joint hearing of the Alaskan Senate and House Resources Committees
that the burden of these tax laws already on the books in Alaska

eguals or exceeds the correspondino tax burdens of the other leading



oil production states. Using the hypothetical three company ownership
of the Prudhoe Bay Field and the Trans Alaska Pipeline to illustrate
the point, Sohio Submission Two affirms 1in a more precise manner that
Alaska’s current tax laws are 176 percent of those of Texas; 99 percent
of Louisiana’s; and 11l percent of California’s.

It is respectfully suggested that Alaska"s comparative tax position
is one TfTactor deserving careful attention if the State considers further
changes iIn its tax laws, since such changes will affect the revenues
flowing to the State government and the health of the State"s economy,

both of which will principally depend on reasonable resource development.

The Standard Oil Company (Ohio)
1780 Guildhall

Cleveland, Ohio 441 I5

January 21, 1977



Stale Income Tax Paid By:

Company A - California Marketing
and Refining Company

Company B - Large Integrated
Domestic Company

Company C - Major International
Company

Stale Income Tax Subtotal
Oilier Taxos:a

Suvorance Tax

Ad Valorem Tax

Suvuranco and Ad Valoroin
Tax Subtotal

Total Tax Payments

HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
COMPARISON OF THE TAX BURDEN UNDER THE LAWS OF ALASKA AND THE LAWS OF TEXAS - 1977 THROUGH 1906

(This hypothetical caoe aaanmea oil

in California. All figuvea
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HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
COMPARISON OF THE TAX BURDEN UNDER THE LAWS OF ALASKA AMD THE LAWS OF 101)1SIANA - 1977 THROUGH 1906
(Thio hypothetical oaoe aaoumea oil cello for a oonotant $13.00/BDL. price
in California. All figuvea in millions of oonotant 1976 Dollavo.)

ALASKA TAXES LOUISIANA TAXES Payments Ilndor
Alaskan Tax
Structure As A
Percent of That
Under Louisiana

Bas Is SMI 11 lons Basis SMI 11 lons Tax Strncturo
State Incoroo Tax Paid By:
Company A - California Markotlng 9.4S of Income Taxablo by the State $ 295.2 4.0% of Income Ta®i* * 5y the Stato $ 127.4 232%
and Refining Company
Company B - Large Integrated 9,4% of Income Taxablo by the State 229.4 4.0% of Income Taxable by the State . 127.4 180%
Domestic Company
Company C - Major International 9.4% of Income Taxable by lho Stato 220.2 4.0% of Income Taxablo by tho State 127.4 179%
Company
State Income Tax Subtotal S 752.0 $ 302.2 197%
Oilier Taxos:"
Sovoranco Tax 7.8% of Wellhead Valuo after Royalty $2,608.0 12.5$ of Wellhoad Value after Royalty $4,465.6 60%
Paymonts Payments
Ad Valorem Tax Field and Pipeline - 2.0% of Hard— 2,030.2 Field -.0.4% of Wellhead Value after 604.0 290%
ware Value ibiyalty Paymonts .
Plpe "Ino - 0.75% of Illardwaro Valuation
Severance and Ad Valorem $4.726.2 $5.149.6 92%
Tax Subtotal
Total Tax Payinunts $5.479.0 15.531_._U. 99%

1 Even though loulslann®s col pureto income tux rote Is 4.0$, the Slate has a 30$ depletion allowance and allows deduction ol Foderul Income
lax payinunts prior to the determination of stolo Income tax paymunts.

Company A, Company H, and Company C would uuch pay one-third of tho flguros shown In this suction.



Slalo Income Tax Paid By:

Company A - California Marketing
and Refining Company

Company B - Largo Integrated
Domes lie Company

Company C - Major International
Company

Stale Income Tax Subtotal
Oilier Taxos:a

Sovoranco Tax

Ad Valorem Tax

Severance and Ad Valorem
Tax Subtotal

Total Tax Payinonts

a Company A, Company B, and Company C would ouch pay ono-thlrd of tho flguros shown

HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
COMPARISON OF THE TAX DURDEN UNDER THE LAWS OF ALASKA AND THE LAWS OF CALIFORNIA - 1977 THROUGH !9iio

(Thio hypothetical caoe aaoumea oil

aella fov a constant $13.00/BBL. price

in Califovnia. All figuvea in milliona of oonotant 1976 dollavo.)
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Plpollno - 2.2% of Hardware Valuation
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$4,929.5

In this suction.

Paymonts Ilndor
Alaskan Tax
Structure As A
Percent of That
Under Call lorn la
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Attachment D

March 22, 1977

SOHIO SUBMISSION THREE

In recent months Sohio has provided the Alaskan Administration and
Legislature with two writings entitled "Sohio Submission One"™ and "Sohio
Submission Two"™. Sohio Submission One sets out the revenues the State <
Alaska might receive under its existing tax laws during the next decade.
These figures were based on taxes that might be paid by three hypothetical
companies, which were described in Submission One, under the assumption
that in addition to its present operations each company would own a one-third
interest in the Prudhoe Bay field and a one-third interest in the frans-
Alaskan Pipeline.

Sohio Submission Two compared the revenues Alaska might receive under
its existing laws, as set out in the first writing, with the revenues Alaska
would receive if it had the tax structure of either of three other leading
oil producing states, namely, Texas, Louisiana, and California.

The purpose of Sohio Submission Three is to set out the taxes these
three hypothetical companies would pay under two sets of assumptions; first,
that the Administration®s tax proposals became law, arid second, that the
Legislature®s tax proposals became law.

This Sohio Submission Three consists of two parts. The first part
describes our understanding of the existing laws and of the provisions of
the proposed laws as we have used them in our work. The second part, com—

mencing on page 8, provides comments on the results of our calculations as



HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS

COMPARISON OF THE TAX BURDEN UNDER THE LAWS OF ALASKA AND THE LAWS OF CALIFORNIA - 1977 THROUGH 19B6

(Thio hypothetical caoa anownna oil oello for a constant $13. 00/BBL. price
in California. All figuvea in milliono of oonotant 1076 dollava.)

ALASKA TAXES CALIFORNIA TAXF5
Basis SMI 11 lons Basis
Slalo Income Tax Paid By:
Company A - California Marketing 9.4)1 of Incoma Taxable by tho Stato $ 295.2 " 9.0S of Income Taxablo by the State
and Refining Company
Companu B - Largo Integra fed 9.4? of Incoma Taxable by the Stato 229.4 9.0S of Income Taxable by the State
Domestic Company
Company C - Major International 9.4? of Income Taxable by tho State 220.2 9.0S of Income Taxablo by the State
Company
State Income Tax Sublotal S 752.0
Oilier Taxor,:a
Severance Tax 7,0S of Wollhoad Value aftor Royalty $2,600.0 None
Paymonts
Ad Valorem Tax Flold and Plpollno - 2.0? of Hard— 2,030.2 Field - 1.1% of Wollhoad Value after
ware Valuation Royalty Payments
Pipeline - 2.2S of Hardware Valuation
Severance and Ad Valorem S4.726.2
Tax Subtotal
Total Tax Paymonts §5.479.0

a Company A, Company B, and Company C would ouch pay one-third of 1lho figures shown In this section.
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March 22, 1977

SOHIO SUBMISSION THREE

In recent months Sohio has provided the Alaskan Administration and
Legislature with tTo writings entitled "Sohio Submission One"™ and "Sohio
Submission Two". Sohio Submission One sets out the revenues the State of
Alaska might receive under its existing tax law3 during the next decade.
These figures were based on taxes that might be paid by three hypothetical
companies, which were described in Submission One, under the assumption
that in addition to its present operations each company would own a one-third
interest in the Prudhoe Bay field and a one-third interest in the Trans-
Alaskan Pipeline.

Sohio Submission Two compared the revenues Alaska might receive under
its existing laws, as set out in the first writing, with the revenues Alaska
would receive if it had the tax structure of either of three other leading
oil producing states, namely, Texas, Louisiana, and California.

The purpose of Sohio Submission Three is to set out the taxes these
three hypothetical companies would pay under tw. ets of assumptions; first,
that the Administration®s tax proposals became w, and second, that the
Legislature®s tax proposals became law.

This Sohio Submission Three consists of two parts. The first part
describes our understanding of the existing laws and of the provisions of
the proposed laws as we have used them in our work. The second part, com—

mencing on page 8, provides comments on the results of our calculations as



they appear in the attached tables.
Part 1 - Comments on Existing LazJs and Proposed Bills

The bills we considered in the case of the Administration proposals
pertain to the franchise tax and property taxes and production taxes. In
the case of the Legislature®s proposals, we considered the bills relating
to severance tax and income tax and a bill pertaining to net proceeds tax.

The salient provisions of the bills compared to the existing laws are
as follows:

SEVERANCE TAX
Existing Law

The present lawprovides for payment of the higher of a percent of
value or a cents perbarrel in the case of oil. |In thecase of gas the tax
is a straight A percent of value. The tax on oil is ona graduated scale
as follows: For thefirst 300 barrels per day produced by a well during a
morth, the rate of 5 percent of value or 16.875c per barrel; for the next
700 barrels, the tax is 6 percent of value or 20.25c per barrel; and for
all production over 1,000 barrels the tax is 8 percent of value or 27c per
barrel. If a well produces 10,000 barrels per day the tax would be 7.77
percent of value or 26.22c per barrel, at the rate provided in the law.

The cents per barrel figures escalate based on the wholesale price index
for crude oil.
Administration®s Proposal

The tax would be the greater of 10 nercent of value or 75c per barrel,

with the cents per barrel figure adjusted for changes in the Gross National

Product deflator from and after the first quarter of 1977. The greater tax



rate is further adjusted by multiplying it by an "economic limit factor"
for the purpose of reducing taxes on wells on properties which are approach—
ing their economic limit. This economic limit factor is defined as one
less the monthly rate of production at the economic limit of the property,
divided by the current production from the property. The factor will be
presumed to be one minus 100 barrels per day divided by total production
per day, unless the owner can prove that this factor is not representative
of the true economic limit. The economic limit factor will be changed if
the operator can prove that his operating cost divided by the wellhead
price would result in a lesser factor. A wellhead price for this purpose
is determined by taking the landed price of imported oil on the West Coast
and subtracting reasonable transportation costs from the field to the West
Coast. The operating costs to be considered are set out in the proposed
law.

With respect to gas, the tax would le the higher of 10 percent of
value or 6.4c per MCF, providing that the cents per MCF will be adjusted
by the GNP deflator from and after the first quarter 1977. These rates
are subject to an economic limit factor, calculated in a manner similar to
that described above for oil.

Legislature®s Proposal

The legislative proposal provides for payment of the higher of a per—
cent of value or cents per barrel of oil. In the case of gas the tax Iis
a straight 4 percent of value. The tax on oil is on a graduated scale as
follows: For the first 300 barrels per day produced by a well in a month,

no tax; for the next 200 barrels, 4 percent of value or 13.5c per barrel;



the next 700, 6 percent or 20.25<?; the next 500, 9 percent or 30.38c;

the next 2,000, 11 percent or 37.13c; over 3,500, 14 percent or 47.25c.

The cents per barrel figures escalate based on changes in the wholesale price
index for crude oil from and after December 1973. If a well produces 10,000
barrels per day in a month, the composite rate would be 12 25 percent and

the cents per barrel would be 41.346¢.

PROPERTY TAX

Existing Law

The present law provides for a 20-mill tax based on an assessed value
equal to full and true value of the property. With respect to production
facilities, the fair and true value is defined as actual cost during con—
struction and thereafter as replacement cost less depreciation based on
the economic life of proven reserves.

Full and true value of the pipeline is defined as cost during construc—
tion and then shall be determined with due regard to the economic value
based on the estimated life of the proven reserves deliverable to the pipe—
line. However, if such reserves indicate an economic life materially shorter
than the physical life of the pipeline, the full and true value is the
actual cost reduced by straight-line depreciation over the life of the re—
serves. Under the law, the terms "actual cost" and "replacement cost" do
not include capitalized interest or intangible drilling costs.
Administration®s Proposal

The Administration proposes no basic change in the law with respect to

production facilities. With respect to pipelines, the provision cited in

the second to the last sentence above has been deleted. The law would



simply now say that the assessed value shall be "determined with due
regard to the economic life of the property based on the estimated life
of the reserves deliverable to the pipeline."

The property tax would apply to refineries and gas plants not now
subject to tax. The basis would be replacement cost less depreciation
based on the useful life of the property. It would also apply the tax to
the tankers coming in to pick up oil at Valdez. This would be based on
replacement cost less depreciation based on the useful life of the property.
And based ou the number of days the tankers spent in Alaskan ports compared
to the total number of days the tankers spent in ports everywhere.
Legislature 3 Proposal

To our knowledge the Legislature has made no proposal with respect to

property tax.

INLOME TAX

Existing Law

Practically speaking, under the existing law of Alaska, the income tax
rate is applied to a portion of federal taxable income allocated to the
State of Alaska under a three-part formula involving sales, payroll, and
property.
Administration®s Proposal

The Administration®s proposal would apply to any company whose gross
receipts exceed $250 million, 50 percent or more of which comes from one
or more aspects of the oil and gas business. The taxable income of a

company, part of which would be allocated to Alaska, would be the greater

of taxable income as now computed or financial income before deduction of
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any taxes based on income. The portion attributable to Alaska would be
again determined by a three-part formula involving factors for property,
payroll and extraction with extraction replacing the sales factor which 1is
now used. The extraction factor would be the ratio, in terms of BTU"s,

of the oil and gas production of a company within the State of Alaska to
such production everywhere.

Legislature®s Proposal

The Legislature proposes separate accounting with respect to income
tax. With respect to most oil companies operating in Alaska, their total
taxable income in Alaska would consist of a combination of taxable income
from oil and gas production, from oil- and gas pipelining operations, and
from other operations. The taxable income from oil and gas production would
consist of the wellhead value of such production reduced by royalty, sev—
erance tax, property tax, operating costs, depreciation, interest, and
exploration expenses.

Under this formula, depreciation would include a write-off of capital—
ized interest, less acquisition payments and property taxes which were
incurred prior to the commencement of production. The interest would be
interest not capitalized, allocated to the property based on the following
formula: total interest times a fraction, the numerator of which is the
book value of the field"s fixed assets, defined by the book value of the
fixed assets in the entire company.

The taxable income from oil pipeline operations would be calculated
at 8 percent of the ICC valuation. In the case of gas pipelines the taxable

income would be determined in accordance with FPC procedures as far as



interstate pipelines are concerned, and in accordance with the Alaska
Public Utility Commission as far as intrastate lines are concerned.

The taxable income from all other activities would be the corpora—
tion"s consolidated taxable income, minus the taxable income for oil and
gas production aud for oil and gas <"ipelines as outlined above, allocated

to Alaska on the three-part formula.

NET PROCEEDS TAX

Existing Law

No such tax.
Administration's»Proposal

None proposed.
Legislature™s Proposal

There has been proposed an ad valorem tax based on income at income tax
rates. The basis for the tax would be gross value minus certain deductions
specified in the law. The gross value would be computed either at the
wellhead or at some other point chosen by the Department of Revenue. There
would be deducted frgm gross value royalties, transportation costs (if the
valuation point is beyond the wellhead), operating costs incurred in the
State, operating costs incurred outside the State or in lieu thereof 5 per—
cent of expenses incurred in the State, taxes, depreciation, and geological
and geophysical costs in areas outside the area of production. This latter
item could be carried forward for ten years and "nay be included as an
expense at no more than 20 percent per year. Income from operations other
than production would continue to be taxed under the existing income tax

law.



Part 2 - Results of Calculations

The results of our calculations are shown on attached Tables A thiough
E. Tables A, B, and C show the amounts of each type of tax that will be
paid each year from 1977 through 1986, under existing laws, the Adminis—
tration®s proposals and the Legislature®s proposals, respectively. All of
the figures are based on an oil price of $1? 00/barrel in California and
are in constant dollars. We have not shown the reserves tax to be collected
in 1977 nor the impact of the future credits against severance taxes, be—
cause our purpose here was to show the impact of on-going taxes. As a
consequence of this, it will be noted that the figures for the existing
laws shown in Table A are slightly different from those on Table 2-A of
Sohio Submission One, which covered basically the same tax situation.

Tables D, E, and F compare the total of taxes estimated to be received
by Alaska during 1977 “frough 1986 with those that would be received if
Alaska had the tax structure of Texas, Louisiana, or California, respec—
tively. They are, therefore, somewhat similar to the tables appended to
Sohio Submission Three but in addition include comparisons of the total
taxes under existing laws, the Administration®s proposals and the Legisla—
ture®s proposals.

Of particular note on Tables A, B, and C is the second line of numbers
from the bottom entitled "Effective Composite State Income Tax Rate on
Total Taxable Earnings.” This is the composite income tax rate paid to
all states by the three companies. It ranges from 6 percent under existing
laws to 12 percent under the Administration®s proposal and 15 percent under
the Legislature™s proposals. We fc- "d that calculating this composite rate

was a difficult and imprecise task. But in any event, the 6 percent,



12 percent, and 15 percent were all calculated uaing similar procedures
with respect to all states with the exception of Alaska. Therefore, the
increase in these rates highlights the impact of the Administration®s
and the Legislature"s proposals. If Alaska should move away from the
three-factor formula now provided for in its law and in the laws of most
states the duplication of taxes becomes obvious.

Tables D, E, and F Indicate that, as a consequence of the Prudhoe Bay
field and TAPS, Alaska will collect $5.5 billion from 1977 - 1986 under
its present tax laws from the three hypothetical companies. This is
176 percent of what it would collect under the tax structure of Texas;
about the same as it would collect under the structure of Louisiana; and a
little more (111 percent) of what it would receive under the tax structure
of California. Figures in millions of dollars are:

If Alaska had the taxes of:
(Millions)

Alaska Texas Louisiana California
Severance Tax $2,688 $1,649 $4,466 S ©
Ad Valorem Tax 2,038 1,459 684 4,202
Income Tax 753 0 382 728
Total $5,479 $3,108 $5,532 $4,930
Alaska as a percent
of the other states 176% 99% 111%

If we assume the Administration®s tax proposals are enacted, we note
from the following table that the tax income of Alaska will increase about

$2 billion over what it would be under the existing tax structure for a
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total of $7.5 billion. We note further Alaska®™ s tax income would be from
1-1/3 to almost 2-1/2 of what it would be under the laws of the other

three states.

IfT Alaska had the taxes of:
(Millions)

Alaska Texas Louisiana California
Severance Tax $3,283 $1,649 $4,466 $ 0
Ad Valorem Tax 2,582 1,45= ° 684 4,202
Income Tax 1,591 0 382 728
Total $7,456 $3,108 $5,532 $4,930
Alaska as a percent
of the other states 240% 135% 151%

If the Legislature®s proposed tax bills are enacted, we note that the
tax income will go to $9 billion for 1977 to 1986. This would be three
times as much as Alaska would collect under Texas law, over 1-1/2 times as
much as under Louisiana law, or almost twice as much as under California law.
Furthermore, we note that if the Net Proceeds bill were passed, the Stace
would collect another $90 million during this time.

If Alaska had the taxes of:
(Millions)

Alaska Texas Louisiana California
Severance Tax $4,219 $1,649 $4,466 ¢ o
Ad Valorem Tax 2,038 1,459 684 4,202
Income Tax 2,774 0 382 728
Total $9,031 $3,108 $5,532 $4,930

Alaska as a percent
of the other 3tates 291% 163% 183%



price of $13.00 for oil. We believe that in making some of its estimates
of income, outgo, and fund balances the State of Alaska assumed some
increase in the price of oil over the years. Comparisons of numbers should

be made with this point in-mind.

The Standard Oil Company (Ohio)
1780 Guildhall Building
Cleveland, Ohio 44115

March 22, 1977



HYPOTHETICAL THREE COHPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
IN CALIFORNIA UNDER EXISTINC

REVENUE TO ALASKA AND OTHER STATES

Alaakan State Income Tax Palil By:

A-Callfornla Marketing and Refining Company
B-Large Integrated Oomeatic Company

C-Major International Company
Alaskan State Income Tax Revenue

Alaskan State Revenue Other Than Income Tax*

Royalty to State of Alaska
Alaskan State Set ranee Tax
Alaskan Stato AJ Valorem Tax

Non-Income Tax Sulvtotal

Total Alaskan Stale Rovenuo
Income Tux Paid to All States By;
A-Callfornla Marketing and Refining Company
B-Large Intugrated Domestic Company
C-Mnjor International Company
Total Income Tux Puid to All States

Effective Composite State Income Tax Rate
0l Total Tuxuhlu Earnings

Aluskan Income Tax Puymenlu au Percent of
Income Tux ld@ymeutu to All States

~Company A ,Company U und Company C vould each puy

(AIl Amounts

10.1
12.9

82.5
190.0

§ 400.8

9, 430.7

65.9

18.Hz

one -third

IF OIL SELLS FOR"$13.00/BBI.

$ 23.2
18.8
19.4

9 61.4

¢ 401.6

220.7
208.2

9, 830.5

9, 891,9

9 91.8

112.3
94.1

9 298.2

5.7%
20.6%

of the figures shown

$ 30.8
22.8
22.2

9 75.8
O 549.6
298.9
219.5
$1,068.0
ol]-143.8
9 120.2
134.3
107.1

9n 361.6
5.9%
21.0%

1980

$ 31.4

23.4
22.8

q., 77.6

[
9 556.4
302.6
215.6

$1,074.6

$1,152.2

135.5
108.0

9« 365.1

5.9%

21.3%

in HI Illona of Conatant 1976 Dollars)

1981

$ 32.0 8 32,

23.9
23.4
9 79.3
9 563.2
306.3
211.4
91,080.9
$1,160.2
9 123.1
136.8
109.0
9lin360.9
5.9%
. 21.5%

in tills section.

1982

24.

24.

9 81.

9 570.
310.

206.

$1,087

,168.

9 124.

138.
109.

9 372.

1

.0

2

5

5.9%

21.0%

TAX LAWS

1983 1984
$ 33.9 $ 35.
25.6 26.
24.9 26.
9 84.4 9 87.6
O 554.3 Q 543.4
301.1 295.6
203.6 202.9
$1,059.0 $1,041.9
91,,143.4 91 ,129.5
9 128.4 9O 131.2
141.0 143.3
111.7 113.3
ON3B1.1 QO 387.8
5.9% 5.9%
22.1% 22.6%

1985

0%
6 27.2
0 26.6
9 89.5
9 548.2
298.2
196.1
91 .042.5
01.132.0
9 133.0
144.9
114.3
9 392.2
5.9%
22.8%

TABLE A

1986

35.7 $ 33.9

26.3

25.9

9. 86.1

9 500.1
272.0
184.0

9 956 1

$1,042.2

9 126.5

139.7

111.2

5.9%

22.8%-



HYPOTHETICAL THREE COMPANY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS

REVENUE TO ALASKA AND OTHER STATES

Alaskan State Income Tax Paid By:

A-Callfornla Marketing and Refining Company

B-Large Integrated Domestic Company

C-Major International Compaty

Alaskan State Income Tax Revenue
Alaskan State Revenue Other Than Incorao Tax*
Royalty to State of Alaska

Alaskan State Severance Tax

Alaskan State Ad Valorem Tax

Non-Income Tax Subtotal

Total Alaskan State Revenue

income Tax Paid to All States By;

A-Callfornla Marketing und Refining Company

B-Large Integrated Domestic Company
C-Major International Company
Total Income Tax Puld Lo All 8tates

Effective Compoultc Statu Income Tax Rate

on Totul Taxable Earnings

Aluukun Income Tax I"uyments as Percent of
Income Tax Payments to All States

*Compuny A, Company B and Compuny C would uacli

IF OIL SELLS FOR $13.00/BBL.

1977 1978 1979 1980
$ 31.3 $ 67.6 $ 84.5 $ 84.6 $
10.3 38.6 48.6 48.9
19.3 33.9 40.9 41.4
$ 60.9 $ 14jhl $ 174.0 $ 1749 §
$ 123.4 $. 395.3 $ 542.7 $ 549.6 $
99.0 275.1 365.1 370.1
254 .4 255.5 273.2 269.3

$ 476.8 $ 925.9 $1,181.0

$ 537.7 $1,066.0 $1,355.0

$ 51.8 ¢ 134.0 ¢ 171.4 ¢ 172.4 g
63.6 130.3 158.0 158.8
71.8 107.7 124.6 125.4

$ 187.2 ¢ 372.0 ¢ 454.0 ¢ 456.6 g

.« 6.6% 10.5% 11.8% 11.8%

32.5% 37.7% 38.3% 38.3%

1981

84.2

49.1

41.6

174.9

556.4
374.7

265.1

$1.189.0 $1,196.2

$1.363.9 $1,371.1

172.8

159.7

125.9
458.4

11.8%

38.2%

pay onc-tlilrd of the figures uliown In tilla section.

1982

$ 83.9
49.3
42.0

$ 175.2
$ 563.2
378.9
260.5
$1,202.6
$1,377.8
¢ 173.4
160.6
126.6

$ 460.6
11.8%
38.0%

T

IN CALIFORNIA UNDER THE ADMINISTRATION®S TAX PROPOSALS
(A1l Rinounta In Millions of Conatunt 1976 Dollars)

ABLE B

1983 1984 1985 1986

$ 84.3 $ 83.6 $ 82.1$  76.0
49.8 50.1 49.6 46.1
42.6 43.2 43.1 40.7

$ 176.7 $ 176.9 $.174.8 $ 162.8
$ 547.5 $ 536.6 $ 541.3 $ 493.1
369.5 362.1 361.9 326.9
257.6 257.1 250.6 239.0
$1,174.6 $1,155.8 $1,153.8 $1.059.0
$1,351.3 $1,332.7 $1,328.6 $1,221.8
¢ 176.3 ¢ 177.3 ¢ 177.1 § 166.4
163.1 164.7 165.2 157.6
128.2 129.4 129.8 125.0

§ 467.6 ¢ 471.4 ¢ 472.1 § 449.0
11.8% 11.8% 11.8% 7 11.4%
37.8% 37.5% 37.0% 36.3%



HYPOTHETICAL THREE COMPAIIY OWNERSHIP OF PRUDHOE BAY FIELD AND TAPS
IN CALIFORNIA UNDER THIE LEGISLATURE"S TAX

PEVENUE TO ALASKA AND OTHER STATES
(A1l Amounts

Alaskan State Income Tax Paid By:
A-Callfornla Marketing and Refining Company
B-Large Integrated Domestic Company

C-Major International Company

Alaskan State Income Tax Revenue

Alankan State Revenue Otlier Than Income Tux*
Royalty to State of Alaska
Alaskan State Severance Tax
Alaskan State Ad Valorem Tax

Non-Income Tax Subtotal

Total Alaskan State Revenue

Incomo Tax Puld to AlIl States By:
A-Callfornla.Marketing und Refining Compuny
B-Large Integrated Domestic Company
C-Major luturnatlonul Cumpany

Total Incomo Tux 1"uld to All States

Effective Composite Statu Income Tax Rate
on Total Tuxuble Earnings

Aluukun Incouiu Tax Payments us Percent of
Ilicomu Tax Puyuieutu to All States

*Cumpany A, Compuny U and Company C would ouch pay one-third of thu figures shown

IF OIL SELLS FOR $13.00/PBL.
In Millions of Constant 1976 Pol tars)

1977

22.9

22.8

§ 128.3

113.9

iso.0

§ 500.2

76.5
75.5

¢ 195.3

6.8%

34.8%

\%

1978

76.5

78.0

78.3
232.8

$ 401.6

$1

344 .4
208.2

954.2

.187.0

142.3

151.8
463.3

13.1%

50.2%

* 1979
¢ 104.3
105.8
106.1
$r 316.2
¢ 549.6
471.2
219.5
$1 .240.3
$1 .556.5
$ 189.9
214.1
189.3
$, 593.3
15.5%
53.3%

1980

$ 104.5
105.9
106.2

$. 316.6

477.1
215.6

$1,249.1

$1,565.7

53.2%

In this

1981
$ 104.9
106.3
106.5
$r 317.7
¢$ 563.2
483.0
211.4
$1.257.6
$1,575.3
$ 192.2
215.8
190.2
$, 598.2
15.5%
53.1%
sectl on.

1982

106.9
$r 319.0

488.8
206.3

$1,265.7

$1,584.7

216.8
190.9
$, 601.2

15.5%

53.1%

1983

104.1
104.2
$ 311.2

475.4
203.6

$1,233.3

$1,544.5

189.2

$ 599.1

15.3%

51.9%

$1

$1

PROPOSAL
1984 1985
100.5 ¢ 101.2
101.7 102.2
101.7 102.3
303.9 ¢ 305.7
543.4 ¢ 548.2
465.0 470.1
202.9 196.1
2113 $1,214.4
.515.2  ¢1,520.1
193.0 ¢ 194.8
215.3 216.7
187.3 188.4
595.6 $ 599.9
15.0% 15.1%
51.0% 51.0%
1

TABLE C

1986

94.
94.
$ 282.

¢ 500.

184.

$1.1%3.

" ¢1.395.

*205.
17U.

o 566.

14.5%

49.9%



TAULE D

HYPOTHETICAL TIirCE COMPANY OWNERSHIP OF PRUttICE BAY FIEID AND TAPS
TAX BUmtN UNDER LISTING AND PBOPOSED LAWS OF ALASKA AND THE LAMS OF TEXAS - 1977 HIROUai 1986
(Tins hypothetical case aaoumea oil sells for a oonotant $13.00 "DDL. pride
in California. All figures in millions of oonotant 1976 dollars.)

TEXAS
AIASKA taxes TAXES ALASKA TAXES AS PERCENT OF 'TEXAS TAXES
Existing /dniniatratian's legislature's Existing Administration*s legislature®s
Pnyosaia Proposals l«iwa Prp|X>sala Prgiosals m
Stato lInoaic Tax Paid Dy:
Cuipany A - california Marketing $ 295.2 $ 762.1 $ 916.2 0.0
and lItefining Ocnpany
Ompany U - largo Integrated 229.4 410.4 920.1 0.0
Humstic Caipany
Cttipany C - Major International 220.2 308.7 929.5 fi.0
Oorguiny
Stato Incuno Tax Subtotal 752.0 1.591.2 2,773.0* 00
Oilier Taxoa ia
Sovoranco Tax $2,600.0 $3,203.3 $4,210.8 $1,640.9 163% 199% 256%
Ad Veiloran Tax 2.030.2 2.502.3 2,030.2 1,459.0 1401 177% 140%
Sovoranco and Ad Valorem 4.726.2 6,257.0 3,107.9 152% 109% 201%
Tax Siiitotal mocrrier
Total Tax Paynonta $5,479.0 $9,030.0 $3,107.9 176% 240% 291%

a tionpany A, Uni{>any », and Oagiany C would cadi pay one-third of tin figures Blnwn in tills section.

1 If tin Net pruoeeda Tax Bill wore paused Uilu amount would increase ly $90 million.



. ' | | | TAPLE e
HYPOTHETICAL 1111322 COMPANY CNNERSMIF OF PRUCIICE BAY FIE 12) AND TAPS
TAX BDHnm INIER EXISI’INC AND PnOPO6ED IAHS OF AIASKA AND 1IIE IAMS OF IOOISIANA - 1977 T™HOUGH 1986
(Tfiio hypothetical oaao aaoumea oil oellu fov a oonotant $13. 00fDDL. price
in California. All figutae in mill.iono of conatant 1976 dollavo.)
ALASKA TAXES ' LOUISIANA AIASKA TAXES AS A PEICHIT OF LOUISIANA TAXES
TAXES
Existing Adninistratlonia legislature's Existing ftinlniatration'a Legislaturel
Laws PrciX'sals Projxisals 1jUWs Prrnxx3al3 Proposals
Stato Income Tax Paid Byr )

Ccrpany A - California Marketing $ 295.2 $ 7621 $ 916.2 $ 127.4n 2324 590% 7194

and Itifining Orjnpany
OLiij>any B - Large Integrated

Domestic Qjipony 229.4 440.4 928.1 127.4 1004 346% 720%
Caipany C - Major Intomatlonal ‘228.2 300.7 .929.5 127. 4 1794 305% 730%

COnfiony
Stato Income Tax Subtotal $ 7528 $1,591.2 $2,773.8° $ 302.2 197% 416% 726%

Ptlmr Taxes

Severance Tax $2,680.0 $3,203.3 $4,210.0 $4,465.6 60% 74% 94%
Ad Vale.'rum Tux 2,030.2 2,502.3 2,030.2 604.0 2904 3704 290%
Sovoranco and Ad Valoiom

Tax Subtotal $4,726.2 $5) 065.6 $6,257.0 $5, 149.6 92% 114% 122%
'total Tax Payment!! $5,479.0 $7,456.0 $9, 030.8 $5,531.0 99% 1354 1634

“ Even lltonjli louluiunu'u arrixirale intxiiu Lax rale iu 4.01, Llio Stato lias a 304 deflation allowance and allows doductlou of Federal
Inane Laxpayments prior lo tie determination of stale incaiu Lax payncntu.

/

b Caipany A, ttnixmy U, and Ocnpnny C would oncli pay one-third of Uw figures uliuvn intliio strction.

0 If I)xj NotProceeds Tax Bill wuro paauod tliio mount would increase by $90 ml 1lion.



«

o¥ ' ''m . ' co TAULE P
HYPOTHETICAL TWEE COMPANY aVNEHSIIIP .OF PJSIDIICE DAY FIELD AND TAPS
TAX BURDEN (JMDED BOSTING AND PtPPOGED IAWS OF ALASKA AND *HIE LW3 OF CALIFOWIA - 1977 THIOUGH 1986
(This hypothetical oaoe aoowneo oil Bella fov a constant $13.00/BBL. price
in California. All fi<jui\iO in milliono of oonotant 1976 dollara.)
ALASKA TAXES CALIFOrNIA AIASKA TAXES AS A PEUCKT OF CAUFOIfIIA TAXES
TAXES
Existing Adninistration's Legislature's Existing Adninistrationila Legislature’s
Laws Proposals Proposals Laws Proi»sals Proposals
State Income Tax Paid By:

Oonpany A - California Marketing $ 2952 $ 7621 $ 916.2 $ 206.6 103% 266% 320%

and Defining Cagwny
Ocu\>any D - l.arya Integrated

Demostic Caipany 229.4 440.4 920.1 22116 104% 199% 419%
Onnpany C - Major International 220.2 300.7 929.5 219.7 104% 177% 423%

Qaipany
State lucerne Tax Subtotal $ 7520 $1,591.2 $2,773.0* «$ 7279 103% 219% 301%

Oiler Taxes:0

Sovoranco Tax $2,600.0 $3,203.3 $4,210.0 $ 0.0 @ u &
Ad Valorem Tax 2,030.2 2,502.3 2,030.2 4,201.6 49% 61% 49%
Severance and Ad Valorem

Tax Subtotal $4,726.2 $5,065.6 $6,257.0 $4,201.6 112% 140% 149%
Ublul Tax Paynents $5,479.0 $7,456.0 $9,030.0 $1,929.5 111% 151% 103%

“ Caipany A, Oon\iuny 11, and Caipany C would uadi jwy one-third of Lite figures sliown in tilla section.

* 1f the Not Proceeds Tax Dill wuru |>asaod tills amount would increase by $90 million.



HEARINGS ON ALASKAN NORTH SLOPE PRICING AND ENTITLEMENT ISSUES

BEFORE TEE FEDERAL ENERGY ADMINISTRATION

Monday, March 21, 1977

Statement of David P. Goodman, Managing Director of
Morgan Stanley & Co. Incorporated

My name is David P. Goodman. 1 am a Managing Director of Morgan
Stanley 1 Co. Incorporated, investment bankers in New York City. I am
a member of the Energy Financial Advisory Committee to the Federal Energy
Administration.

In Morgan Stanley®s capacity as investment bankers to the Standard
01l Company (Ohio), Exxon Corporation, Mobil Oil Corporation and the
British Petroleum Company, Limited, our Firm has arranged during t?ie
last two and one-half years over $5*5 billion of financing for the
development of the Prudhoe Bay Field and the Trans Alaska Pipeline
System. I have had personal responsibility for over $5 billion of this
financing in a series of ten public offerings and two private placements
of $1,750 million and $500 million. In the course of these financings,
particularly the two private placements which were to finance a portion
of Sohio and BP"s interests in TAPS (the Trans Alaska Pipeline), 1 have
had in-depth discussions with many major institutional investors
regarding the financing of major energy projects.

As a result of these discussions, | have concluded that if the
Administration establishes price control or entitlements treatment for

Alaskan North Slope crude which does other than allow it to compete in



price with world oil in the United States market, this action will have
a serious detrimental impact on investors®™ willingness to provide
financing for the development of future major energy projects, both for
petroleum and other energy sources.

I realize that this is a strong statement, but | would like to
review with you seme of the problems we faced and overcame in financing
the North Slope project.

The companies which own the Prudhoe 3ay reserves will likely
spend $1*+ to $15 billion to develop the 9.6 billion barrels of oil
reserves and transportation facilities needed to bring the oil to market.
Expenditures of similar magnitude will be required to bring Prudhoe Bay
gas reserves to market. Probably in excess of $9 billion of financing
for the oil project has been arranged sin.ee the Pipeline Hight of Way
Act was passed in January 197*%+, almost $7 billion through the sale of
securities, principally debt, and the balance through bank loans.
Although all of the major Prudhoe reserve holders have done extensive
financing, | will focus my remarks on Sohio and 3P.

Sohio has about 53% ot the Prudhoe oil reserves, and Sohio and
BP will spend almost $7.5 billion on the project, of which Schio"s share
is $6 billion. Since Sohio"s non-North Slope assets are only about
one-third of this amount, the bulk wf these funds have been raised
externally.

The most important financing steps for Sohio and 3P were two



private placements fcr their TAPS affiliates, one of £1,750 million
arranged in the spring and summer of 1975 and. one of $500 million
arranged in the summer of 197*5. Seventy-seven institutional investors,
including almost all of the major life insurance companies and public
pension funds, savings banks and many private pension funds administered
by trust banks, participated in these transactions. The loans represent
the largest single investment for many of these investors.

In selling a private placement of this type, Morgan Stanley, as
agent, prepares an extensive offering memorandum and sits down with the
institutional investors to explain the project in great detail and answers
any questions they have. It was through these discussions that we became
aware of the concerns of investors which led to my previous conclusion.
There were a number of risks that lenders sought assurance on: that the
oil was there, that the pipeline and terminal would work, that there
would be a ready market for the oil. The lenders obviously required a
detailed economic analysis of the project, particularly since costs
continued to escalate at an alarming rate during the construction
period. We were able to demonstrate the continued financial viability
of the project because during the same period world oil prices also
increased dramatically. But Prudhoe oil is expensive oil, with develop—
ment costs on the order of magnitude of $12,5C0 per barrel per day.

Obviously, we were able to answer most questions these invesucrs

had since the Sohio/BP financings were by far the largest ever accomplished.



But there was one risk which we were unable to eliminate in the minrs of
certain major, sophisticated investors, and they declined to participate
in the financing partly because of it. That risk was that the govern—
ment would not permit Alaskan Worth Slope crude oil to compete with

world oil in the market place, but would place restrictions on its price
such as are currently under consideration. We cited the language of,

and the legislative history behind, Section 8(g) of the EPAA which
clearly contemplated that the President should consider special treat—
ment for Alaskan North Slope crude to assure that its well-head price

was high enough to provide incentive for future North Slope development.
We pointed out the words of the law directing the President to exclude
Alaskan North Slope crude from the composite price if the inclusion of
high-priced Alaskan North Slope crude would lower the price for other
upper-tier crude in the United States. Clearly the entitlements

program was, in the words of the FEA, "designed to approximately equalize
the cost of crude oil purchases” among refiners, and was never conceived
of as a price control mechanism for crude oil. Yet the uncertainty of
the prospect of these very proceedings hers today was enough to cause
important lenders not to participate in the most important energy project
this country has ever seen. That is why my Firm feels strongly that
unfavorable treatment for Alaskan North Slope crude will adversely affect
the ability of industry to finance future energy projects. The prospect

of a political decision in these hearings caused major investors to



worse than upper-tier oil at the well-head. Alaskan North Slope crude
is very high-cost oil. Allow it to compete with world oil in the market
place on the same basis as stripper oil, without detriment from the
entitlements program.

These hearings are also investigating the risk elements of
North Slope development and the appropriate rate of return for this
project. Both of these subjects were obviously matters of great interest
to investors. This project is one of the riskiest ever undertaken by
industry. The important risks aren"t those cited in the Mortada study.
The cost of exploration before the Prudhoe Bay discovery well 1is

compared

insignificant /with the risk undertaken by the industry in going ahead
with the project under the Pipeline Right of Nay Act. The participants
were committed to complete the project no matter what the cost in the
face of absolute federal and state controls over construction. Remember
that this project had been delayed over four years by court intervention
and government redesign. Compliance with these actions had already more
than doubled cost3. Yet the industry was forced to accept a set of
stipulations far more exacting than any ever applied to such construction
before, stipulations that many in the industry were concerned about being
physically able to comply with, and to proceed with absolute authority
vested in one man to halt construction or require design changes that
could cause costs to sky-rocket with no accountability for cost effective®

ness. The industry undertook these absolute obligations, and cost did



rise to the point where, if Alaskan North Slope crude is allowed to
compete against world oil, the Mortada study and industry figures
indicate that the project will earn a discounted return in the area of
1U$ to 10s.

Mortada states that a return of 12$ should be equitable. There
may be some analogy to the returns allowed to regulated industries in
Mortada®s thinking, although even higher returns are allowed in risky
start-up ventures there. 3ut regulated returns involve an exclusive
franchise wherein subsequent rate regulation assures such a return.

ITo one is assuring the price of Alaskan or world oil.

If we had projected a 12$ return from the outset, 1"m not sure
that the project could have been financed. It is cur experience that
oil companies will not undertake a project involving any significant
,risk for a projected return of under 15%. The industry will earn
returns of approximately 223%$ in the British North Sea, where they have
experienced retroactive majority participation by British government.
Financial institutions which invest in the equity of the leased tankers
for the Valdes trade will earn a discounted after-tax return in excess
of 15%, even though these financings are backed by "hell-or-high water,
all-events charters frcm the oil companies. 3ased on these facts, |
cannot accept that a 12$ return is equitable for a project of the magni
tude and riskiness of the North Slope project.

Gentlemen. The aggregate earnings frcm the North Slope will be



very large. It is one of, i1f not the largest oil field ever found
outside of the Middle East. But the costs are high and the rate of
return will he modest, particularly hearing in mind the risk. If you
want industry to he able to finance the development of major energy
discoveries this country so sorely needs, particularly the smaller
companies you want to favor in your CCS leasing policies, do not make
the wrong decision in pricing Alaskan ITorth Slope crude oil. It is
critical with regard to establishing an over-all energy policy, of
which the issue of pricing Alaskan ITorth Slope crude oil can be
looked on as an important first step, to retaining the willingness of

the private sector to provide financing of futi- 2 energy project.

Thank you.



QUESTIONS AND ANSWERS
RICHARD DONALDSON - SO1IT.O
March 24, 1977

SENATOR COLLETTA - Dick, referring to Page 30, your statement
on utterly 1inconsistent factor of the State urging major
economic incentives before FEA 1in" these taxing proposals
before us gets subjective opinion to how damaging those

would be in decision by FEA?.

RICHARD DONALDSON - There are several parts, |1 guess, in
answer to that Senator Colletta. We have been working the
FEA gquestion in Washington for about two months, calling

on various members of the staff, talking with Mr. O"Leary
himself, we"ve talked with James Schlessinger
on several occasions. We have called on members of Congress,
chairmen of committees and their staff, generally trying to
lay the foundation on kinds of things you think they ought

to be talking about, focusing on this maximum incentive.

The first part of the answer, f guess, is you begin to get

a feel of where the balance 1is, and what additional help

can mean 1in striking a balance so that Che answer hopefully
comes out of the maximum price possible under law for Alaskan
crude. In the course of this work, we have encouraged others,
not just in our industry, but who rely on energy in various
ways to study it, reach their own conclusions and express
their opinions to the government on this. They are doing so.

I was just delighted to see Alaska as a Stato government



Page 2

beginning to participate in this. You don"t know how important
it is to have not just another oil company coming 1in in a
soverign state, representing people. It puts a different
element into the balance for which there is no substitute,

and quality of advocacy that Alaska has been bringing to

this, | felt it very good. My testimony reflected that.

We have not yet gotten into the conference where the political
questions of consumerism, a something for nothing kind of

price will be raised. A pretty good record has been made

so far in hearings in Washington, San Francisco, and in
Anchorage, and I°m very concerned that we lose the essence

of Alaskan advocacy that is an important thing in this bounds.
It could be lost if, for example, the State appeared disinterested.
It could be substantially reduced if somebody 1in Washington

said "hay, you guys are down here arguing for the best price,
but: you®"re taking away at home". If you want to put it bluntly,
why should the rest of the consumers 1in the lower <48 simply
raise prices SO0 you can raise taxes. The inconsistency of

the position undermines the position as an advocate _ State
brings to this right now. I"m probably remiss in not reporting
to you the fact that, and T don*"t mean this in a critical way,
that there is a feeling in Washington that Alaska always

wants some special treatment, and anything that doesn-t
stimulate that reaction that can temper judgement the wrong"

way ought to be avoided. So when you boil 1t all down, Senator

Colletta, I think we need as an industry, and the State needs
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in its own interests, as many positive advocates down there
right now as we can. The FEA is going to make 1its decision,
the President may make his recommendations toward the end of
May or the early part of June that seems to be where they"re
pointing, so the next couple of months are pretty critical.

I can"t guarantee that I"m right. We"re in the trenches on
this and following it very very closely, and we need all the
help we can. In this one, our interests simply are not enough.
My suggestions in this testimony is intended as a friendly

one. The State of Alaska gives up nothing 1in its soverignty
by deferring judgement on major tax questions now. I think
some of them deserve more study, but T. don"t think you lose
anything by sayin;;, we will come back to it next year and we
will be cross-examining you, and we expect you to be responsive
SOHI0, but | think it"s a bad choice of tactics to ignore what
is the big issues now for all of us, FEA pricing, and run

down this, what is ah important trail, but a side trail a

Long way from the main 1issue. That"s a long response and T
guess LI."in only communicating feeling. For whatever it"s worth

I believe that"s where we arc.

SENATOR COLLETTA - During the gas hearings, Judge Litts
decision came to the floor by a gentleman who gave extensive
comprehensive testimony on interpretation of what that man

was saying, and the of what he was saying in this one
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interpretation was that the credibility of Alaska is so laced
with greed that whatever we do is just suspect, and what |
want you to tell me 1is that 1 can gather from what you're
saying 011 Page 30 here, if you perceive this attitude as far
as oil is concerned why these people are going to make a

decision is Alaska projecting an image of total greed?

RICHARD DONALDSON - I don"t think dealing with issues like
this at the National level, the State should feel apologetic.
Obviously, someone who 1is a synic can give it a translation
of greed, but you could present the same position in a much
more acceptable way which I think is much more honest in the
responsibility of State government, and I"m not trying to
pretend I"m the State Governor, but let me express it this
way . The State of Alaska is made up of people who live here,
who are doing many things. Some of them work for tho Governor
Most of them, maybe .., 0of them work in the private sector

so called of businesses or maybe they®"re just employed there.
Almost all of: those in the private sector one way or another
directly or indirectly have the success of their business 1in
part, maybe a large part, and the success of their remaining
employoil dependent on the resource development here, because
it is your biggest industry and we"re proud to bo a part of
it. Now what you®"re saying 1in Washington to me doesn®t conic
across as greed. What you“re saying is "look, in terms of

the interests of the people in our State, we want to keep



our businesses relatively profitable. We want to do it ovr~
many years, and we recognize that a key thing in that is having
a continued resource development, not tearing up the State,
but in a planned way that goes forward on a continuing basis
that keeps things humming, so men here of the FEA, we®ve

come to Washington to tell you that we"re concerned about
people in Alaska who need to be employed, and we know that

to do that, you have to have some 1incentive on oil and gas
prices in the that: will permit this activity to

move Tforward. The second thing you can say without any
apologies, if you look at the resource potential in Alaska,
and what it contributes potentially is the whole country"s
needs in terms of energy, but we have a very responsible part
to play, and that can®"t be done unless you have a fairly high
incentive 1in the terms of tho price decision which you have

to make. So yes, there"s an element of self Interest, but
i.t's all of our self-interests for people in the lower "48,
people In the private sector who incidentally over the long
haul bringing revenues Into a state government provide the
services that people need. T don"t think you have to make any
apologies for that. That 1is kind of how I would do it if |1
were representing the State, and that"s the essence of what
the Governor, the Commissioner of Revenue, Senator Stevens has
been saying. t think that they would be a little more persuasive

oven though they have been good, 1if they talked a little more
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about the private sector, and the concern for that here 1in
Alaska. Most of you have lived or worked 1in the private
sector before you put on your legislative hats. This 1is so,
and 1 think arguing that and urging that, and saying it"s

important leaves you nothing to apologize for.

REPRESENTATIVE ELIASON - Dick, somewhere earlier in your
presentation, you were tying in the surplusses and the

needs of revenue relationship to extraction taxes. Now,

I can relate the need for on-going programs to cover the
services of the people in a relationship to income taxes and
property taxes, but would you elaborate how surplusses or

the need of income relates to a one time non-renewable resource

and extraction tax?

RICHARD DONALDSON - Right now, I1"m working on a committee that
is a part of the National Petroleum Council in Washington. It"s
an interesting committee to work on because it"s made up of
members of our industry, members of organized labor, environ-—
mentalists, consumers, professors from academia, people in
government. To try to gc?t all those people around one table

and agree on something like a national energy policy is what

the committee 1is supposed to be doing, and we"ve made some
interesting progress, and one of the things that we had been

wrestling with at first, and it"s responsive to your question,
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Is how do you treat: something that seems finite. In other
words shouldn®"t >ou take more because it is finite. That*s
really your question , and to pull two things out

of all those weeks of discussion might be of interest to you
and will help. The first is our ability to underestimate

our energy reserves of all kinds has always been infinate,

and what has happened is we have looked harder, brought better
technology, new horizens on-shore, off-shore. We have kept
pushing out the finite of what we know exists in energy supplies
I have a 1916 article from a magazine in my files, kind of

a collectors piece that absolutely predicted that in 1925

we were going to run out of: oil and gas, and no question

about i1t, it had the figures, it had dates, it had a projection.
You know, you can read that same article today, and all you“ve
got to do is change the dates, and numbers and a couple names.
Now, 1in a sense, fossil fuels, have a finite quality, but I

have to tell you that what; we know may be very limited, our
horizens are 1in close. The history of our industry is keeping
and pushing those horizens out, so part of the answer to your
question is let"s don"t assume today to know everything that"s

there because the history of our whole 1industry

The second thing that"s important to it, there 1is a duel
responsibility of government, if you don"t mind putting it

that way. On the one hand, you have to raise sufficient
revenues from businesses and citizens where you are responsible

to pay for the services they need, and you can bank some ahead,
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and you are fortunate today if you can do it, but you have
another responsibility and it"s not to be so over-reaching,

if you will, in the running of a government that you put a
total chill, or a substantial chill, on the private sector
because most people out there are in it for a living, and
paying the taxes too, and so what you have 1is a very tough
problem in government, and | don"t envy you for a minute,

of trying to hit some kind of a balance between government,
taxes, and stimulation of the private sector so that it runs
on its own, and that"s exactly what we"ve got here. What

I was trying to reach here, and probably didn"t do it too
well was saying you"ve done a good job 1in covering your
future revenue needs. You"re bills are paid for a couple

of decades, there®s no question about it, and | think there"s
time here needed to say what about the ocher side? What
about the private sector? Where 1is the bounds? And, 1it"s
suggesting that you think about this policy and how it effects
the private sector. I"m saying it kind of meshes 1in with

the two problems that we have here in Alaska today that arc
the big ones. The FEA pricing decision 1is one, and this
policy balance is the other. My whole testimony, when you
boil 1t down simply says one thing, let s all work on the
pricing problem with FEA this year, 1if you will until that"s
solved, and"meanwhile so we don"t prejudice that, let"s take
this policy question head on and try to answer that. Then you

see how the two blend and you can go forward on both simultaneously
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without prejudicing either one.

REPRESENTATIVE ELIASON - 1 guess what you®"re really saying
then 1s that we"re morally right in charging an increased tax
upon a non-renewable resource, and extraction tax compared”

to an ordinary property tax or income tax approach?

RICHARD DONALDSON - AIl I™"m suggesting is, and | don"t know
what the right numbers are, the laws help somewhat, the
economics help sort it out somewhat, but the real point of
focus, |If you"re going to do a good job, is to remember you©"ve
got a public sector and a private sector in the State, and
overhanging the whole thing right now is this Federal Energy

Administration question.

I have come uoday to be as frank as | can because we"re trying
to work on both, and 1 can"t do anything less than tell you

where we arc and what we"re worried about.

REPRESENTATIVE ELIASON - Of course, we really don"t know what
our future incomes are going to be either, and you"re saying
we have our bills paid for a number of years down the road,

but we really don"t know that particular point until the FEA

makes that determination.
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RICHARD DONALDSON - 1 don"t either, and yet every study that

I have seen shows very substantial surplusses in your treasury
in the mid "80"s, and the only question is how big they are,
not whether they will be there. So directionally what you"re
saying is we"ve got a great piece of life insurance out there
ahead of us. Maybe we should take a few months, or most of
the year and sort out these other questions so we don"t lose

anything by taking the time.

SENATOR RADER - Madam Chairman, following along the same line

as Representative Eliason, and in fact, | think it"s exactly
the same point, tho Gove. in his State of the State message
to the legislature, and I think also in his budget message,

spoke of a general policy which would involve the argument
that the State has in trust these non-renewable resources
such as oil, and that all of: the revenue, at least :s:.. which
is our permanent fund referendum, but he urges that LOOT, of
the revenue which comes from royalty be saved and set aside
and not used for the ongoing purposes of government, and that
we 1impose taxes to handle which you consider to be our normal
ongoing needs. You"re a lawyer, I*m a lawyer, so lawyers would
say we have the trust and he"s arguing that the corpus of the
trust, the body of the trust to be preserved, and that for
the State to carry on its day to clay activities, it must

have the tax proposals that lie has suggested in order to

balance his budget. Nov;, 1f you adopt the Governor®s argument
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I suspect that the tax proposals that he"s suggested may be
correct that you"d have to have those to balance the budget.
I don"t know that that®"s the case, but at least he®s said
that that"s the case. Do you, and 1 think this 1is exactly
the same question as Mr. Eliason is addressing himself to,
to what extent do we have an obligation to not invade the
the corpus, so to speak? To what extent do you think we
should raise taxes if we are going to completely keep the

corpus in trust? How do you meet that argument?

RICHARD DONALDSON - Let me give you an example. Let me

take myself and the way the finances of my family run. Some
of the 1income on our family comes from my salary, some of

ft comes from investments, not too many that 1 have made,
dividends, maybe a little appreciation on 1it, some comes
from interest on my savings account, but it comes in at an
overall flow, so to speak, 1in the family treasury. Now, |
haven®t made any decisions that | can stand with very long
for the whole future of the rest of my Life, I"m only going

to bank my interest in dividends and not spend it if there's

some other need. Sometimes, L have to dip into that where
there®s situations in the family. Sometimes | can put a little
of the salary away too, and J stay flexible on that. Now, let"s

translate that into the Stato i.f it is translatable. The State
has income strains from several sources. Many sources actually,
but wc will say basically to the tax and royalty. In a sense

it's nice to put some by Cor problems that you can®"t foresee
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now that the Stato. will have. The 1idea of having a kind of
permanent fund, particularly if it"s used as a development
type fund for sources and capital that wouldn®"t otherwise

be available. It> a very good thing. Let me digress just

a moment as an example. Suppose there had been a big copper
strike somewhere up in the center part of the State, and it"s
a commercial load, and there®"s no transportation there and
there®"s no town, but industry said, we"d like to come 1in and
develop that, but put stipulations and requirements on. It
would be a nice thing to have a fund that would say, well,
industry normally puts in the mines, the processing facilities,
and iL: they can get at the tide water they"d have to come up
with the ships and take it from there, but maybe a fund that
could establish a town and transportation systems and maybe
even port facilities, the kind of thing that this permanent
fund, just like you have some reserved 1In your own savings
account can take up. On the other hand, if I draw too much
out of my business and destroy the business or make it less
profitable, I"m hurting my family too, aren"t 1? So tho State
has a balancing job at the other side. IT it tries to draw
too much into the savings account and destroys the general
flow of Income from oil and gas, maybe it hasn"t made the
best decision in managing those funds. So in a sense, the
state®s no different from my family. You"ve got to check

the flow coming in and the flow going out, and be able to
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adjust somewhat from time to time if you"re going to run

it intelligently. In answer to your question specifically,
the idea of some kind of a permanent fund is a development
resource for the State, not to help us necessarily, but other
Alaskan®s participating in that. I have no idea personally

what the right size is, except that | would want to stay

flexible if I were running it for my own family. On the other
side, I don"t want to prejudice the 1inconme. You see, that"s
the other question. IT you set it all aside to the permanent

fund, you may be very comfortable about those fat balances,
but if there"s no future out there, 1in ten years or fifteen
because it"s been discouraged, has it been the right decision?

This 1is why 1 think, John, that we need to take a look at it.

SENATOR RADER - Alright, then that brings us to the next
question. Should we, 1 note that Mr. Tanzer for example,
compares our situation with tax loads that have been 1imposed

by other governments, places where the oil industry has been
nationalized in some places and so on and so forth. Your
comparisons .eire primarily to other states. Y<u did mention

the North Sea situation, | think, a little bit, but in thinking
of our own terms in terms of the future of an oil industry in
Alaska, to what extent should we consider the international
method of taxation or exappropriation or whatever might be.

the situation?



RICHARD DONALDSON - Well, 1 guess there are three questions that
you have rolled into one. First we have considered Alaska
versus other states because all states are subject to the

same federal body of tax law that simply simplifies the
presentation. There®s no intention to mis-lead. Secondly,

when you compare other country®"s situations what you are

really doing is comparing the total tax burden 1in other
countries, and sometimes they have only one govertnnent, not
several levels, and you add up whatever they have, and if you
compare that, and compare it with what we have which is the

sum of federal, State and local, in doing that kind of
comparison, we®"ve done some work on that and Ken Schowlater

can get it for the committee if you"d like to have it, what

you Tfind is that the total tax burden 1in the United States of
Federal, tax law, Alaskan tax law, and local tax law is very
comparable to the burdens that you find in these other countries
that Dr. Tanzer likes to refer to. The third thing, you can look
at any kind of tax mechanism to raise revenue, and the 1ingenuity
on that, you know it"s really only limited by the time that
somebody has thought of that you can research, but the key
guestion 1is less the mechanics than the total burden, and if

the burden becomes such that you tone down the economic activity
that you also want, obviously, 1it"s the burden that"s the key

to watch, not the mechanics. There®s an interesting article

as an editorial in the Anchorage paper last night talking about
Indonesia. They over-reached, the industry shutdown. They

tried to come back, and T guess those negotiations have fallen



off again. There 1isn"t anything magic in saying well this is
what they"re doing someplace else in the world. What you
really have to look at is the economics of the situation,

and does it stimulate the activity you want? I don"t know
what"s right or wrong, but 1| know the economics 1is worth it
where 1i1t"s all sorted out. You might say we"d have one tax
in Alaska, not fifteen or three or four, and one tax generates
the revenue and provides the economic activity, fine. What
is the problem though in most state activity 1is that there

is the need in other states, a terrible need for revenue.
They don"t have enough to run schools and things. You"re
fortunate here, so they keep looking for different kinds of
taxes, and playing the game because it"s a different tax,
maybe nobody will mind, but here when you®"re doing planning
of an economic nature for the state®s longrun, | think it"s
encumbent upon you to hook at the whole scene, all the taxes
and the burden, and do the kind of comparative stuff that

we try to do for you. If you do your own, you won"t come

out with any different numbers, though maybe you®ll accept it.

SKNATOR RADER - Just one more question if | might, Madam
Chairman. One of the goals of the Governor®s package was

to capture some of the impact and activity from the Outer-
continental Shelf development, the franchise tax is, T think,
what lie called it. Address yourself to that problem. I suppose
you wouldn ™ care if you had a franchise tax that didn"t change

the total, burden, and also include the Outer-continental Shelf.
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As again, you"re saying it"s not the mechanics, 1it"s the

burden that you"re worried about.

RICHARD DONALDSON - It"s kind of a hard question to answer.
You get into kind of a speculative area that you"re just

not sure where you are. Let me try this Senator. When you

go into an area for resource development, as a company

what you"re looking a. is the-potential there for development,
the costs and investments you have to throw at it, and you
look at tax burdens and whatever it"s called charges, franchise
tax, or whatever, you do look at that. You also look at how
many winners and losers you might expect in drilling holes
here and there. You make some judgment, probably imperfect
because there"s much you still don"t know whether it"s worth
the risk against other places. T.n this area of: 0CS development
of what burdens should be assumed for impact for example on
the coastal lands you tend to support this. You get some

very tough questions, at least three that come to mind that
you ought to sort out. Whatever it is, | suspect any industry
that goes in there, they expect to pay a share of that impact
cost. Maybe a little more than a fair share, that also seems
to be the pattern, but they also have the option ol not to

go, and how that gets traded out many times is a matter of
negotiation. I think there is a problem however of asking
somebody to come in. You say, we want you to pay on day 1

what we will guess the total impact cost to be over the whole
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life of your project. In the first place, that"s not discounted
for the time in the future when the impact will occur. There®s
no economically 1in that advance payment. The second

point 1is, suppose you“"re calculation of the advance 1is wrong.
You don®"t find anything. You don"t have any large development.
You have a large string of dry holes. You"ve put a premium

or a penalty if you will going in that would discourage a

lot of people, and I think the answer, and this 1is only
personal, not our company view, what you need is a system;

to say you"ve got a fair business cost, just like you pay

your fuel bill or hire a guy to run a cat for this type of
impact. 1"d say it would be difficult for a company to say
well, that"s not right, that"s fair, that is a business cost.
But then you come to the second phase that says what®"s fair,
and you say well, we had so many people coming 1in, we need

so much 1land, we will pay these taxes, and then you have other
service industries come in to support that. They too have

a share of that impact cost, so you need a system that kind

of allocates that over the whole thing. We®ve got a lot to
learn in this area, and L suspect all of us wiJ ! spend a good
deal of time, but again you run the risk of making a mistake
of trying to do something well and guessing wrong, and deterring
other things that; you really v/ant: to happen. I hope that's

he lpful.

SENATOR COLLETTA = On page 2, you were excited about the Governor-™s

policy objectives on any new tax, Dick, and you enumerated the
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five points that he made. Would it be fair to ask 1in the
proposals that are before us, how many of these points do they

fall short of?

RICHARD DONALDSON - You don"t have any easier questions, you-"d
rather 1°d answer do you? Alright lets take a flier at it. [
think i1t"s a fair question. Item one, sufficient revenues to

compensate the State for additional service costs pending such

development. Let ine pause right here, 1711 come to the dividend

part in just a moment. IT any of the forecasts of future
revenues from lets say Prudhoe Bay or tne pipeline are valid,
over the next three years we will be paying from 75% to 120%
of the State®s total budget. It seems to me that that first
standard is well covered just by one project. I"m not saying
that you don"t want more, but at least in terms of covering
your costs, we®"re probably more on payment, and I"m not

saying that to be argumentative. In terms of dividends, |

don @ know what the.Governor had 1in mind, what he®s saying

is we"d like to bank a little bit Cot* the future. What you do
say 1is 1f you have that surplus, maybe 1it"s eight and a half
million dollars |In the mid 80"s | don"t know. There"s at
Least a suggestion that the dividend 1is being paid. Maybe

it’s not enough, but this is one of the areas that you would
have to discuss. I can"t say it"s short, but there"s at least
a good down payment on It and maybe some area for discussion.
That®"s really the hardest part of the answer. Point two -

T."in not sure that any consideration has been given to the
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profits to investors to keep them , and back later

on in the paper where 1 was quoting the stuff from Morgan
Stanley and the cost of business here, there is at least a
first offering on the subject, not enough consideration has
been given to that. Perhaps we ought to have some discussion
and we are all interested in having that go forward. Point three -
We must be resonably responsive to the National and world
economic trends of the time. Things that come to mind when
you read that is the cost of energy on a BTU basis that 1is
going up all over the world, and the need to generate supplies
of energy of all kinds, particularly domestically here in the
United States to fry to meet more of those here at home so
that we re not. at the mercy of the foreign cartel. I think
Alaska at least at the moment 1is responsive to this because

i.t Is just about to contribute to the United States energy
supply, the oil flow from Prudhoe Bay, and nobody can say

that that®"s small. On the other hand, as far as future
participation, there hasn*t really been much movement 1in the
State in the last three years to significantly encourage
future contributions, and you know the lead time 1is long.

We hope for a Beaufort Sea lease, we hope for a Gulf of
Alaska, and L think that needs to be dusted off and you

would probably comply with that, if compliance 1is the question,
by moving ahead on those things. The PSA question, you sec,
your participation in that, L think 1is being responsive to
National need because 1if you get a higher price and stimulate

this development, you sec, you"ve got a part of that and
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that"s another place that I1"ve tried to encourage you to
do it. Nondiscrimination on the basis of ownership - well
here 1 guess our industry feels like that wonderful line
from Fiddler on the Roof. Remember when Tevia the father
was standing out on the road, he looked up at the heavens
and said "Lord, 1it"s nice to be the chosen people, but do
you have to do this every time"? I"m sorry about that,

sometimes a joke 1is better than

I must reduce uncertainty and encourage stable expectations
about future resource tax and management policies. One of

the problems, here and many places in the country, not just

here has been the instability of governments relations with
industry 1in energy, and as this testimony started and finished,
it was really almost begging you again, say let"s sit down

and look at this policy to find some stability. We"ve done
pretty well on some of these, Senator Colletta. Others 1 think,

needs more work.

GEORGE SILIDES - Mr. Donaldson, 1"ve been invited to ask you

a couple of questions as counsel to lie committee, and 1 notice,
and 1 almost hesitate to ask you this question, but I do think
that there is a table missing which would have made a rather
fine report, or perhaps even better, but | notice that in the
report in your comparison between taxes paid among the states,

that 1is the percentages, your comparisons, of course, are in
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actual dollars paid, and | don"t see a table which includes
the factor of doing business. Now, you indicated, of course,
you made a very excellent point about how much more it costs
your company to do business 1in Alaska. The corollary, of
course is that it costs the State of Alaska to do business
here also including the municipalities and everyone else.

Have you a tabic which takes that into consideration? If

I might give an example of what 1°m speaking of, we"ll use

the State of Louisiana because it makes the numbers come

out even, if for example, it costs 50% more to do business

in the State of Alaska than it did in a third of Louisiana,
then it could be argued that our taxes are not 99% of Louisiana®s
but only 66% of Louisiana“®s. Have you made that type of table

in comparison?

RICHARD DONALDSON - This 1is the area that 1| have said that we
hadn*t® completed, and what we"re trying to do is to get
comparative data, which 1is very hard to get, that would compare
cost of findings and producing and transporting oil to different
regions of tho country. You remember about a year ago, we gave
you a couple of maps and showed you some things. We"ve been
trying to develop this comparative cost data in public figures.
You can get pieces of it, but we haven"t been able to get
something that you could put all together. The pieces that

we have, and this 1is sort of a preliminary report, if you

will accept it that way, tend to show that there 1is a premiunm,

a higher cost for doing business in the Arctic and off-shore
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than in other states, and when you are looking at a company
making your business decisions, what you do is tend to add
two basic factors. You say, okay, there is a potential here
that we would like to explore that we would guess going 1in
would have two billion barrels of oil, just to take a number
off the ceiling, and we know that the cost of that if we

carry it through would be Xand X 1is probably twice what it

is in some other place. We also know what the tax burden
would be. Let"s say that"s Y, now we add up X and Y versus
the return. We say now that"s a good risk investment, or

no, we just don"t want to touch it, even if the oil is there.
The cost is not there, so we approach it from this standpoint,
why this comparative data, we think would be helpful if we
could get together. I"m not sure we can yet, we"ve worked

on it for about six months, so we have some of the pieces

but not all. You could say alright, let"s consider how

Alaska stands up with an oil well in west Texas or some
off-shore work in California or something off the East Coast.
Let"s just see how we compare as a risk potential, risk reward
type from other places in the country, and what 1 think this
will show is that Alaska has a high development potential, but
that it has to have better potential 1in resources than other
places 1in the country because the costs are higher, and what
that comes down to is this, you begin to see the margin of
profitability shrink as you go farther off-shore or further

into the arctic today. What that means to me for purposes
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of bills that you have here, 1is that everytime you push that

thing closer together by additional taxes.

We were told a few weeks ago that, how does it feel to work
for an industry that has no risk, and | said how did you derive

that? The man said, well, if you loo nings they are
very stable. I couldn®"t wait to get back to Cleveland and
talk to Charlie Plumb who 1is our Vice-President for Accounting
who has worked very hard to spread out these peaks and valleys
of income and whatever so that you have some of these finance
reportings that are consistent. Charlie, | said, you did a
swell job on accounting, but you"ve made me real proud

and this 1is one of the little that L just couldn"t
get over. On the pipeline itself, you find the oil and you
know the market 1is there, and you think you have the technology
to connect to, so in a sense you say a lot of the risk 1is
taken away, and in a sense that"s so because that®"s what
project financing is all about, but when you get into the
building and the design, the financing, the calculations of
how to engineer something like this, 1it's sort of like going
past the first grade anil thinking you know how t:o add and
subtract and suddenly you realize that out there 1is something
called analytical, geometry and calculus, and there®s a whole
string more.of things you don"t know. What we "ve had to do

Ls to work through all of that the first time out in a project
like this 1In the Arctic where there®"s no precedence for it

in the whole world. Nov;, we"ve had a lot of experience building

pipelines, and we®"ve brought that to the table, but there"s
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a lot that we didn"t know, and what is really happening, if
you will recall is that through delay, the inflation involved
in it, stipulations laid on by government for things that
will be done in this line, 1increasing labor costs which you

can anticipate the actualcost of this pipeline,

the things that are almost beyond our control has gone up

400% during the time of this project. Fortunately the

cost of the oil in the world market has gone up 400% approximately
too. What has happened in this 1is that probably more of my

grace than anything else, the increase in price for oil has
covered the 1increase in cost of the project. This 1is proved

out, and I think we reported this to youin testimony a year

ago that arc going in anticipated returnon a DCF basis in

1070 was about a 14 to 16% range. In 1974, we ran it again.

A whole lot ol: things have changed and all these prices have

gone up, but they are still, all in about a 14 to 16% range.

When we calculated for you a year ago, it was still in that

range, not by anything more than chance frankly, so while

we"ve had to invest four more dollars for each one we anticipated,
the return in the market will, be about four, but: the profitability
dollar per dollar hasn"t changed, and you know who®"s been the

real recipient for this windfall in products? Happily, it"s

the State of Alaska because you don"t have any investment

money 1in it. Your tax rates are still there on the books

and you get a same percentage from a larger income plus.

I think it"s groat that: you do. Jd don"t begrudge it, it"s

just a factor.



Page 25

GEORGE SILIDES - Madam Chairman, if I might just one more
time. Dick, that"s a very complex subject, and | know that
everytime we talk about it, we can go on for hours and 1711
let it go for now, but there"s something coming up that we"re
going to have to face in taxation, here, now, we®"ve all heard
a lot about the surplus of Alaskan crude on the west coast,
and what to do with it whether it should go to Japan, or go
to the gulf coast, and so on. Now, we anticipate of course

when the pipeline was first built that we probably

to Cherry Point, or Long Beach and let it go at that. Now you
anticipating building a pipeline to the east coast from
California. Are we going to have to share In that pipeline

construction cost?

RICHARD DONALDSON - To some extent yes, but probably not

as much as you"re worried about. The reason is this. There
will Dbe a lot of new exploration and development 1in oil in
Alaska and on the west coast. As wo get some stability, I
hope 1in national energy possibly. People with refineries
begin to bull"d new refi.neri.es to replace old ones or perhaps
expand existing ones that will handle _ In sour
crude of the Alaskan type, so you may see. more oil finding a
home on the west coasl than you could now guess today, but
they will also find more offshore on the west coast, and
maybe on shoja, and the crying need for all of this 1is on
the eastern part of the country. Mow the reason | say worry

a little bit; Loss 1is that the country needs west and cast
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transportation. Pipeline transportation has historically
been the best one to move oil in bulk at the lowest cost,

and the project we tuive, we think tends to follow that

precedent, but it doesn"t mean that the only oil going through

that pipeline will be Alaskan oil. There may be some. There

may be some offshore California oil. There may be

oil, a lot of different oil, but you should recognize that
the existence of that pipeline is a real plus to the State
of Alaska and to us because it provides an escape valve to

a market. Oil can move on to the next most economic spot,
and this means 1it"s worth more, maybe not quite as much as
it would on the west coast, but a lot more than if it didn"t
have those facilities, and one thing that sometimes 1 think
we tend to forget is the driving economics on us is to sell

the oil at the best price that we can, and if you chose to

take royalty on some of it, that"s fine, but if you say that's

a lot of risk, we have to do it for you under the Leases,

and our driving force 1is to get the same best price and you"ve

got kind of a double piece of insurance here.

REPRESENTATIVE ELIASON - Even with the unknown costs, double
costs, what was the return anticipated originally then on

the 1investment?

RICHARD DONALDSON - I'm pulling these numbers out of my
memory. In the files of your committee from last year, you

will fi" d testimony that | gave, and 1 think it was on March

29,
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1976. In that testimony are the actual numbers. I"m just
suggesting that"s 1in your file. The rate of return really
held almost constant through that six year period even
though all this change was going on. That just happened, it
wasn"t planned. The original cost in the field and pipeline
was much much less than it is now, and what you had going 1in

was on those costs and on the value of oil in the world

at that time. Now, you“"re calking about three and four
dollar oil not thirteen dollar oil. A rate of return for
each dollar invested was on a 14-16 base. What happen%d

was that both sides of the equasion kept going up, and the
three times we studied it 70, or "72, "74, and "76 there
was a little change in the numbers, but it was still within
that range. Now that was a range of 14-16%. You have to
understand wc have a driving force to go ahead with that
project because we can forsce a shortage of oil in the
United States in the near term, and SOIlIlI0O was an oil deficient
- , so what we were looking at was the return at
the low end of what would be a normally acceptable range, but
we were willing to do it because it was the source of: supply
and you can"t run this business without supply. Less than
that, you"re getting down into the utility area, and what
you have 1is a guaranteed market and a guaranteed source, 1it"s
sort of: like you“ve got the coal pile there burned, and you

don"t have all this uncertainty that you have 1in oil exploration.

When we Look ahead to the kind of thing that David Goodman
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addresses, what kind of return do you really look at as a
company? ITf you"re going ahead, and you look at the risk
elements, some are more or less in different places. You
may see a range that bottoms out at about 15% and you may
have something as high as 25% or maybe even a little more
to be an acceptable risk in this area of our business.

Now, when you put up a gasoline station, you know marketing
and all the things that Ken has in his experience, the risk
factor is there, but not nearly as much, so you might say you"d
accept something in the 15% range, but going into the new
frontier area or offshore, you at least like to have the
oxpcccency of going in or something toward the upper end

of that range, so is just what Mr. Goodman-®s

testimony is characterized to be, it"s a utility rate of

return, and bo does distinguish it there.

REPRESENTATIVE ELIASON - I guess what bothers me is that when
you analyze the project, your stay 1is relatively the sanme,
but when he testified, if they had known there®"s was going

to be so low, they might not have been able to finance to

start with.
RICHARD DONALDSON - What he®"s saying is that was
right. L was wrong. IT we had said i.t was 40 oi

1.2% going 1in, you probably wouldn®t have done it. Our number
said it was 14 - 16% and that"s enough of a difference to say

okay, we "Il take the risk and go. Does that answer it?
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REPRESENTATIVE ELIASON - Not really?

RICHARD DONALDSON < 1 guess 1 don"t understand. At the back
of our testimony, Attachment E on Page 5, at the bottom of the
page, you have the paragraph that begins Mortata states. This
is from Hr. Goodman®"s testimony, and what he is saying is
Mortata states that 12% is equitable. Mr. Goodman goes on

to say, no it isn"t, they couldn"t have financed it on that
basis, and what I"ve added to that which then caused the
confusion was our estimate going in was higher than Mortata
and we decided to go ahead. So 1 think if you look at this

section here, it probably would answer the question.

SENATOR RADER - What kind of objective evidence, what would
be the thing that would show up where the state is at or
above a reasonable taxation rate considering the cost, the

risk and also the expectations of perhaps a bonanza

occasionally. I can see how if we get too high the activity
just doesn"t occur. There 1is no oil industry here. If we"re
too low, there"s going to be a lot of oil industry here. How

would you objectively measure, for instance, you know if you

were running a department store, w"hy, you could say our sales

lave dropped off, but. if you were at General Motors or somewhere

c l.sc there would be some objectives tests that we could use
here as to whether or not w;e"re approaching a reasonable tax

J.evel when you consider profitability, risk, the possibility
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of a bonanza, Che stability even of the government with which
you"re dealin"g which 1is the State government, which I°m sure
has to be cranked into part of your concern here. What kind
of evidence would you have - no more exploration, no more

interest in drilling, no more lease bidding, or what?

RICHARD DONALDSON - It"s easy to see, if everything stopped.
You could say, well, that"s too much. -It"s a little harder

to sort it out when it"s something other than that.

SENATOR RADER - Or even if everything stops, | guess it might
mean there wasn®"t enough oil here to make it worthwhile for

anybody to.......

RICHARD DONALDSON - Okay, I think the first thing you have
to recognize 1is that-most all of the studies have indicated
that a high probability of the new resources are in Alaska.
Some of the numbers that | have looked at have said that
maybe in the $13 or $14 price for world oil, if Alaskan

oi. | was allowed to compete with that, you would expect over
tho next thirty years that perhaps as much as 3370 of all the
oil found in the United States could be found in the north
of Alaska or south of Alaska offshore. It"s a tremendous
potential, so £ think you first have to start with the
assumption, that most people believe that it"s here. It"s

other places too, but there"s a lot here, so that"s not quite
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the equasion. The second thing is that you don®"t have either
a go or no go. We"ve had to adopt the Tanzer proposal last
year. Some people testified before your committee that we

shut the State down. You might have had that case. What
is more likely 1is how do you sense the business activity.
There are a couple ready barometers. One 1is called Caparik,
and the other 1is called Lisbern and that"s marginal economics
today. Obviously if you raise tax, it keeps it off the
list in some people®s judgment. On the other hand, if world
oil prices moved up a doliar or so, and Alaskan oil is allowed
to be in the market place in that level, and delivered, then
these two Tfields or strata may well, come in and develop a
pipeline. There®"s another thing that you can measure it,
drilling activity 1is one, on the other hand if you"re not
leasing any lands, that tempers it, but lot"s assume there"s
reasonable lease land available. I think dealing with various
corporations, and the willingness of companies
to enter into exploration arrangements there 1is another barometer,
and what you Jook at is many things. You get a sort of feel
from the pulse, hut the key thing is, given the cost of doing
business and giving the cost of the tax burden, the economics
in total Is so diminished as to reduce the attractiveness of
it, and (lie only way 1 know you can solve it is to have some
discussions with people about some cases, and there 1is some
proprietary data, but you can begin to get a feel. I have
a leeling, you're close to or possibly over Lhc line, but that's

my own personal feeling.
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SENATOR RADER - Let"s take the Caparik and the Lisbern formations

As 1 understand some of them are underlying the

formation. So in other words, you actually have leases
right now on those sands. Da you have any production wells

on them at all? How much exploration have you done on them?

RICHARD DONALDSON - Some.

SENATOR RADER - 1 would assume that the reason you don"t have
any production is because at the present posture of pricing

and tarrif and market, that it"s not worthwhile.

RICHARD DONALDSON - and text and quality of oil, it"s not

economic or marginally economical.

SENATOR RADER - You can sight then, 1 suppose to this committee
then as a concrete fact that at least a sand of that marginal

quality is not readily producable under the present circumstances

RICHARD DONALDSON - Probably so, it"s something we keep looking

at because there"s a lot of oil there.

SENATOR RADER - Because again, we don®"t know what the federal
government 1is going to do here 1in three months or six months,

nor do you know what tho State government®s going to do.
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RICHARD DONALDSON - But we have told them that they take some
of these actions out of their pricing decisions that take all
essentially lower the value of Alaskan oil delivered may have
wiped out Caparik an* Lisbern. In the same sense, | have
tried to point out to you that tax passed here in the State

have exactly the same economic effect directly.

SENATOR RADER - Are you continuing to explore these other

sands or not?

RICHARD DONALDSON - The exploration thing is not my area,
Senator. I suspect we can give you some information on that,
but I*m really not qualified to speak on that particular
point. Yes, we are doing some exploration up there, but

the details, I"'m just not familiar with.

SENATOR RADER - You sighted the willingness of the corporations
to go into joint venutren with the native corporations or to
explore for a percentage. As 1 understand 1it, some ol those
contracts provide for a 507, return to the native corporation
ol the net profitability as well as an over-ride of a normal

Am | in error on that or not?

RICHARD DONALDSON - I°*m not familiar with all of the terms -
of the leases. Some of the companies that are engaged 1in
that could respond to you. All of those however are the

product of negotiation. What we have 1in these other cases



< #

Page 34

are leases that were entered into some years ago, and all this
stuff has come on and now going in on new negotiations. Maybe
one corporation can negotiate a better contract than another.
You"d have to look at the individual transaction, the prospects
in the area, and reaily ask someone whose involved in that

to give you comment if they would.

SENATOR RADER - Can you think of any otherobjective evidence

of when we were hitting the top or near the top or below it?

RICHARD DONALDSON - 1 can"t at this point. I"m just getting
loggy, but it"s a fair question, and maybe one we ought to
give some attention to and see if we can do it. The kind

of thing that you get into in your own studies 1if you're
trying to devise a longer term policy that you say okay that"s
the rule of the game, 1 understand and 1 will either go or not

on these judgments that you have to make.

SENATOR RADER - T, appreciate the fact that no matter what we
did on a tax policy probably Prudhoe Bay would be produced
mainly because even if you"re losing money, you would have
to minimize your losses. if you"ve got ten billion dollars
up there, and you were only going to end up with the final
return of Q"biLlion, you"d still have to do it because you
only lose 1 billion that way instead of by damning the whole
works of ten. So it isn"t a question then really of the

producability of Prudhoe Bay, that"s going to happen no matter
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what we do.

RICHARD DONALDSON - But, how that"s treated is a big signal
to the rest of us of what else do you want to do? I don"t

mean that in a threatening way, you just listen very carefully.

SENATOR RADER - 1 make that statement only because people
say well you know they®"re not going to pull out, and 1 can
say of course they"i"e not going to pull out, but neither

are they going to pull in.

RICHARD DONALDSON - Tom Williams, 1in his testimony addressed
this to some extent, and if he"s scheduled to testify here,
you may want to ask him that question. I"m not trying to
load it on Tom, but he"s given some attention to this, and

I think it would be of help to you.

SENATOR HIJBER - Dick, considering Alaska taxes, you say we
may already have gone over the motor Iline, and the fact that
the State 1is going to have a surplus revenue, according to
your Tfigures which | may not agree with, when do you plan

on applying for an Alaska State subsidy to help you out?

RICHARD DONALDSON - No comment.

SENATOR HUBER - There are a few other points that 1 would

like to touch on, although Senator Rader touched on most of
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the points. If fact most of them that | had intended to,

Madam Chairman. Speaking of the taxes that are now proposed,

if we can get back to that for a minute, considering that

your good presentation that you"ve made on the stands that
Alaska takes 1in every way with FEA. Picture the proposals
before us, would in your opinion try to take more than 9.4%

net income tax that®"s been on the books since before you
started doing business here. eWould you care to single them

out for us? I didn"t know that there was any that had intended

to do that?

RICHARD DONALDSON - Well, it"s always 9.4% applied as to what?

SENATOR HUBER - To net profitability.

RICHARD DONALDSON - All of: the income tax proposals by their
structure have the duplicate tax effect with the result that
all the taxes that our company would pay in income tax to all
states in which we do business, would probably mean that we
were paying tax on 133% of our income of course 1in another

way about a third® of our income becomes the extraction factor
on the other approaches are taxed twice. What we had 1in these
numbers here 1is proof in numbers though 1it"s a hypothetical
case. We get into our own company numbers if necessary and
prove numerically that there"s a double tax. Now, interestingly
enough 1in the law, the Supreme Court said is that the principal

is that there shouldn®"t be any duplicate tax or not a lot, so
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if you can prove it, then you"ve got a pretty good case,

and all 1 was trying to suggest to you

rather than argue

these was that the principal is against duplicative tax

and the numbers that we have drawn on our hypothetical case

on the statutes that you have proposed tend to confirm that

it is clearly different. That is all that 1 want to call

to your attention. I suggest thatif there

work to be done in che 1income tax statutes,

is some repair

that you may not

want to increase the burden, but prepare the tax within the ~

burden and avoid the duplicative effect.

This type of tax

reform it seems to me might be appropriate for the State

at this point in its history so that

it does go forward

on kind of a stable basis that people can understand and

make your judgments on as businesses.

SENATOR I1IUBER - t°"d Like to continue Madam Chairman. Does

SOHIO0, Dick, object to paying 9

on a true net income the

same as they would have to 1if they were strictly an Alaska

corporation?

RICHARD DONALDSON - Yes, you asked

had this open to where the subject

will, look at Tables 1A, 1IB, and 1C.

wrong table*. Senator, 1 can"t lay

minute.

where these are. 1 fortunately

is. In Attachment C, if you

I"m sorry,

my hands on

l. have the

it right this
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SENATOR HUBER - Rather than hold it up, 1°d consider if
you"d let us know that later. As | understand your testimony,
probably at least - .7, Oor more can probably be taken by most

of these tax proposals that we"re talking about.

RICHARD DONALDSON - The numbers that | was trying to find

for you went like this. As a single taxpayer, as a company,
paying taxes to all the states in which we do business, we
were paying an effective income tax rate on all of our 1inconme,
in all states at about 6%. Now that would include in this
example the Alaskan tax of 9.4%, the California tax at 9%.
Texas has none, but the average tax burden and income tax
under present law now and under the _ ___ tax compact

is about 6%. The only thing we change when we ran our

second case and our third case on the Administration franchise
tax proposal and tho Legislative proposnLs for income tax,

all the legislative proposalL 1income Lax came out about the
same. Was it the 6% in the case of the Administration®s
proposal jumped to someplace between 11 and 12%, and 1in the
case of the legislative proposal jumped to someplace i.n the

nature of 14 to 15%.

SENATOR HUBER = That doesn"t apply of course to the net proceeds

tax. That"s engineered not to do that, is that correct?

RICHARD DONALDSON - 1 think it didn"t make too much difference

in the total, burden. Now ken has found it here. This 1is 1in
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Table A, B, and C which are attached to Attachment B, and table
in effect gives you this three company comparison under present
law. At the bottom of the page you will see two lines of
percentage figures, and the second line up from the bottom
which reads effective composite State income tax rate on total
taxable earnings shows you that 5 - 6% burden under present

law. On the next page under Table B, the same line which

is the Administration®"s tax proposal, shows the change of
having their income tax replaced. You see it jumps to about
IL.8%. On the next page where you look at the legislative
factors, it jumps to 15 or 15.3%. On the next page where

you look at the legislative package, it jumps to L5 or 15.3%.
Those are the figures which tend to confirm in numbers the
duplicative tax effect, but what we"re really looking at here

is the total burden, Senator.

SENATOR HUBER - Madam Chairman, Mr. Donaldson, when you started
your Prudhoe Bay operation and you went into the pipeline
operation, hasn®"t it in all your financing and everything
been figured that you had a 9.4% net income tax liability

in Alaska on your profits?

RICHARD DONALDSON - On some cases we ran, wo did do that, vyes.

SENATOR IIUBER - Didn"t this allow you for the last two years

to borrow over 1 million dollars a month, SOHIO alLone based
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upon that as part of the package?

RICHARD DONALDSON - Yes, but you have to realize other things
have changed in the equasion. Your severance taxes have
changed, ad-valorum taxes have changed, 1income taxes have
changed, and the reserve tax, and what you have to do on

the continuing basis 1is look at all of the pieces not just
one tax and say that your whole case was based on that

assumption, what wlas based on all of it.

SENATOR HUBER - Now, you“re not planning on us continuing

our reserves tax are you?

RICHARD DONALDSON - No. In fact there is a bill before your
committee that I think came down in the Administration®s package
or was proposed by it. T. did not comment on it although I
should. Let me take just a moment and | will do that. This
is the proposal that would reduce the millage on the reserve
tax this fiscal year from 20 mills to 12, and what that does
is reflects the Administration®s judgment as | understand

it, that 12 mills- is needed to cover any deficit this year,
not 20, and the philosophy of it is that you should borrow
no more of your future than you need. T. would support that
bill partly because it means we"d pay less 1in reserves tax,
but also because L think it follows the philosophy of the

reserves tax covering your needs 1in this interim period
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until the pipeline starts, and I would hope that of all the
bills that you®ve got on your table, you might push that one
out of your committee and through the legislature, and it
does make good sense. IT there are no further questions,

I thank you for your patience.

SENATOR HUBER - I1"ve got one last one,Madam Chairman.
Dick, considering both the physical and the political
conditions, where in the world is it more profitable to

explore for oil now than in Alaska?

RICHARD DONALDSON - The North Sea.

SENATOR HUBER - 1"m sure the Britishers would like to hear

that.

RICHARD DONALDSON - They®"re doing it. There"s a lot of play
there. In fact, about a year ago, | was privilodged to fly
over to one of those developments and tour some of them, they're
exciting. I flew over a place called Cruzen Bay where the Briti

are building field and the pipeline comes to shore.

The pilot banked around and said that"s where the pipeline comes

ashore. I said I can"t see it, he said that was the point.

SENATOR HUBER - Madam Chairman, it"s interesting to note that
last year®"s total tax package as it was adjusted, this was

the terrible one that had the excess value tax added to it.
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When it was finally adjusted, and it provided as much money
as we"re talking about on the Administration proposal this
year, 1it"s noted that it was adjusted down to do no more

than the British government does in the North Sea area.

RICHARD DONALDSON - The return on investment there is about
22%. Ken Schowalter reminds me that about 40% of the North
Sea areas prospects have been leased and are being developed,

and the question is why? Obviously the incentives are there.

That"s another major that®"s kind of an interesting
thing.
SENATOR HUBER - 1 wonder 1if it has anything to do, Madam

Chairman, with the British Petroleum 0il Company being
partly British crown financed and the terrible crunch that

they have on the petroleum industry.

RICHARD DONALDSON - 1 can"t answer that question. There are

many companies developing the North Sea, some separately, and
some in conjunction with each other. BP is active in 1it, but

it is only one of._several. As far as its relationships with

the government here, it"s an arm"s length, and t have talked

to some of the men who have been in those negotiations, and it"s
been very difficult and has taken a lot of patience, and they
have worked out something that probably has led to this devclopmen
We haven®t been able to quite accomplish that here, and that"s

what I°m hoping to work on in the next year. Thank you.
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Senator Radar - Madame Chairman, Commissioner, your testimony
on the pricing problems, state®s position, governor®"s position,
that we do need a maximum well-head or a maximum price to
encourage Tfurther exploration and development. Aren"t your
bills which are calculated to persist for barrel and so and

so forth as you say to protect the state against federal
pricing manipulation or corporate manipulation, let"s say

take the federal pricing manipulation. Aren"t you saying then
that under one set of circumstances if the pricing goes bad
which moans that the companies have no incentive to develop further
that we arc going to add further burden to that disincentive

by a cents per barrel floor so to speak so as to protect the

»

state"s revenues?

commissioner Gallagher - If tho. federal government 1is so foolish
.is to lower tho well-head value down to $<1.30, I don"t think

the state should be any part, have any part of that policy.

donator Radar - Well but then our policy makes it even more
burdensome from the-.point of view of the further exploration

or development of petroleum in the state because wo revert to a
cents per barrel floor so that the, the very policy that

you are adopting here to protect our budget, and 1 understand*
why you are doing 1it, it 1is because you want to protect our

budget, but it, if the course is completely _inconsistent with



.my _stall* policy which would be to encourage for I:he petroleum
I
development. If that happened.

Commissioner Gallagher - 1 don®"t agree with that Senator. One
of the things that we"ve done to encourage petroleum development
and one of the things we talked about in our testimony was about

g *

the marginal fields. Prudhoe Bay will be produced at $4.30.

Senator Radar - Well it would be produced at $2..00 maybe because
it would minimize their losses, but if your talking about the

excuse me, go ahead.

Commissioner Gallagher - But Kuparik and Lisbu"rnc will not be

produced unless they receive substantial return because its an

incremental decision. One of the things that we tried to address
i

in our tax policy where these marginal fields they are one and two

billion barrel marginal fields. The tax rate under our tax

proposals, we would actually Jlower the taxes on those fields,

in fact encourage further production 1in tho state.

Senator Radar - Do you disagree with the a analysis that was presented
I>» a, Mr. |llonaldson SOUCO here as to whore are our tax, our total

lax hurden relates as against l.ouiuiania, California, and Texas?

Cnmmissionor .Gallagher - Yes 1 do, 1in looking at some of those
numbers, f and we haven"™t run all the numbers ourselves but it
seem;; to me that they"ve mixed a few apples and oranges and got
fruit, salad and | can see alot of the numbers they say they are

in constant dollars but the only way I can get to some of those



numbers is using current dollar basis.

Senator Radar - Well you agree though that such an analysis is

rather 1important to us don"t you?

Commissioner Gallagher - 1 would, 1 would, | agree that that analysis
is Iimportant. Uo attempted to do tg;t in this tax study but due
to only getting two man years 1into the study, we didn®"t have time
and it takes substantial amount of time to do that sort of study.

. & »
Senator Radar - But if that is an 1important decision, then the fact
that we haven®"t completed that study, 1if you do take the 1issue with
the a SOHIO approach and perhaps you arc correct, | am not saying
chat you are not but, but you agree that that is important information
in this decision making process. A and we disagree with 1t but we
don*t have one of our own. Wouldn"t that argue tHat fact alone

would argue 1in waiting until we have that information before

we made that decision, wouldn®"t it?

Commissioner Gallagher - We could provide you with that information
so next year, 1 chirk it is a real danger to sit around and wait

while, Ulet the federal government do things to us.
Senator Radar - Alright then, let me ask you this then. For purposes
of balancing our budget this year, we could do that with your ad

valorem tax, could we not?

Commissioner Gallagher - 1 believe, well lets put it this way.



Senator Radar - Go ahead, t was going to say wo balanced it tho
last several years that way, and we could do it this year too,

couldn ™ we?

Commissioner Gallagher - You mean the reserves tax?

th%
Senator Radar - Reserves tax yes. * e T
Commissioner Gallagher - 1 assume we could, | don"t favor
extending the reserves tax off into the future though. To

ine it's a bad policy, 1its a poor tax and | would like to see it

die a natural death.

Senator Radar - But from the point of view of balancing your
budget this year youcould do it that way, as we have 1in the

i
last couple of years.

Commissioner Gallagher - Well you could also by raising the cents

per barrel to a freemarket value and also do the same thing.

Genai:or Radar - Yes, but here®s our problem. Neither the state

nor the industry knows what 1incentives or disincentives may occur
heeauso of tho federal pricing, and yet you are suggesting that we
make Lax decisions 1in which we al.l agree that that federal pricing
is very very important 1if we arc at all concerned about the future

aM raelLiveness of Alaska as a investment for petroleum industry.

Commissioner Gallagher - Well, one of the things that we have tried

in address in our, 1is our testimony has been directed 1in all these



hearings toward getting the maximum production out of Alaska.
Our tax policy is also directed in that and it addresses these

marginal fTields,.

Senator Radar - Well but, but if the federal government were

so foolish as to pursue this policy that you said that we should
not have participated in then your floors make it even more
difficult as far as the petroleum industry is concerned or as
far as the producing marginal wells in Alaska is concerned,

isn"t 1t?

Commissioner Gallagher - Well, if they were that foolish, 1

don"t see why we should be a part of that foolish action.

Senator Radar - It seems to me like we are adding on to it
and not detracting from their fool hardiness,if they are

foolish.

Commissioner Gallagher - If you know, 1if they did do this there
wouldn't be an 1incentive to developing another Prudhoe Bay, so

you know.

.Senator Radar - Well, but we are adding to whatever, we are adding
to the (li.riviculti.es i.n the production of whatever fuel might
be round by adopting the floors that you are talking about here.

Are wo not?

Commissioner Gallagher - Not necessarily you may find one down 1in

the Cook TnJ.et wi.th tho free market value should be substantially



ubovqg that:.

Senator Radar - No.

Commissioner Gallagher - Also the economic limit factor comes
into play on these large fields.

%
Senator Radar - Let me ask you if we e talking about an industry
who doesn®t know the value that they are going to get from their
product and isn"t going to know until next year, then how
do we develop a stable tax policy at this time, that is dependent
upon that? It seems to me as though, and | don®"t have any answer
except that you can balance your budget with the other method.
And 1 also recognize tho difficulties of the credits in the future,
on that. But at least when we come back here a year from now,
when we start talking about the profitability or -the non-profitability
or the incentives or disincentives, won"t we be talking about
something that we can relate to the real world at that time, that

we can"t relate to tho real world now?

Commissioner Gallagher - 1 think our policies to the real

world, that®"s what wo are trying to address in fact, if the real
world says you should price the energy supply at the alternative
market, the alternative market may be $20.00 a barrel, tho alternate
--nercjy supplies. The OPKC countries are actually being very nice

to lell United .States and not taken up the alternate energy supply
cost. IT you want to go to the real world we should maybe put our

pol icier; up at $20.00 a bhrrol.



.Senator Radar - Out wo can"t do that as a state.

Commissioner C.allaghor - You could set a cents per barrel that
was based on $20.00 which is the alternate energy cost. That"s

the real world.

Senator Radai: - Well but that option isn"t available to us, to

tax at that rate, is it? . .
Commissioner Gallagher - Under a cents per barrel floor, of course %
it is. Also, Senator, the FEA may open the pricing decision every
ninety days after 1/1/78 or there after. I really doubt that

they are going to make a decision on April 15th. I think you will
not see a decision until somewhere around June 1. 7. really expect

them to wait and see what the tariffs are, the initial tariffs are

before they make some sort of decision.

Senator Radar - That®"s all. Thank you Madame Chairman,

Senator Colletta - Commissioner do you have one of these in front
of you?

Commissioner Gallagher - Yes, 1 do.

Senator Colletta - 0.K., On page 2 and you know just for the purposes
of conversation and lot"s assume that you develop your tax package
with tho governors® standards, as to what they should include, now

I think my question could lie simply answered in two stops. First

if you do agree that the industry says that they have between fourteen



and I'6' worth of return on this project.
Commissioner Gallagher - 1 don"t agree withthat, but other than that.

Senator Colletta - O.K. with the assumption then the new tax

proposals 1increase the tax by what percent?
Commissioner Gallagher - About 18% over allfive bills.

Senator Colletta - What will their profitability be now that"s

»

different between that 14 and 16 percent?

Commissioner Gallagher - 1 reject number one the 14 to 16 percent
that has tho risk, under the MorLaida Study they multiplied all
I-.lie assets by 4 to get the risk factor that may be appropriate

to do an exploration work but it may not be impo;tant in doing
other sort of work, you know the development work. IT you want

to use tho Tanx.iers 33" or 3fZ, 1 don"t think that 1is going to

make 1 or 2 percent difference.

Senator Colletta - Commissioner 1 think | am going to try it
enol her way. lint anyway, tho governor said it must generate
sufficient revenues not only to compensate the state for
additional service costs, attending such development but also
to provide a reasonable additional dividend to Alaska. Nov/ |

wnu Ld suspect you have computed that dividend 1in there. Can ?you

l.ell me what tin: dividend 1is?



(Odmmisi;ioner Gallagher - The dividend to Alaskans? Well let me
take you through the Prudhoe Bay numbers and maybe,you know

I can work it right off the top of my head. We can talk about

the dividends to various people. If you had a million

two barrels a day there is four hundred and thirtyeight

million barrels of oil produced each year, three hundred and

sixtv five times one two, have you got your slide rule with me,
times four hundred and thirty eight million times seven dollars

and fifty cents per barrel is right on about three billion two.

Is that correct, somewhere 1in there, less one eighth which is

our royalty share. So that brings it down to four hundred million,
three point two gets down to two billion eight, and let"s sub—
tract off the operating costs for the field, about three hundred
and fifty million, four hundred million, let"s say four hundred
million we"ll up it fifty million over the estima}es, and that
makes it down to two four. And let"s say the State of Alaska through
iL"s sovorcnce taxes takes another four hundred million, that

brings it down to two -billion and lets say our income taxes in

effect lakes us down a hundred and eighty, another hundred and eighty
million, that leaves a billion eight loft to share between the
federal government and the oil 1industry. And so you have, before

lax, you have a billion eight on a three billion dollar invest—

ment. bets say they have three billion dollars investment.

That"s ,i nice return for oil _industry too. One point eight

billion dollars pre-tax on three billion dollars 1is a nice

rate of return. Now they might claim that they pay forty eight
percent taxes, I(you can .look at SOU 10"S last report that was3

shown in their annual report and they showed they had effective

/
iax rale of under ten percent. One of the things that they



happen to have 1is about three billion dollars of carry forwards of
investment credits that will cancel off, pretty well wipe out

.it least fifty percent of their tax liability for the next

five years. And they all have substantial investment credits

so they should have developed substantial investment credits to e
be carried forward for the next several years, so whatever the
effective federal tax rate 1is, you know, let"s say they do pay
three hundred million dollars income tax they still get in a
billion and a half return on a three billion dollar investment,

that"s a fifty percent return per year. That"s, I would take that,

any day.

Senator Colletta - 0.K. now, you know, we lost the Chinese and now
your gettln to me, I"m understanding the last part of what you said
and that"s the part that a you know, 1 still want to come back to,
all of these companies collectively it seems and most of these
reports we read, range within a two to teen percent, at least all
I"ve seen, with the exception of one that happened last year,

that say that this thing will return to those-investors somewhere
between this fourteen and sixteen anti arc you working under the

assumption that they have thirty-five to fifty?

Commissioner Gallagher - Well 1 just, I don"t want to go
in and talk Chinese because there"s a large difference between
.i, between 1income you report to your shareholders and discounted

# ;
in cash flow, because one of the cash flows is, you know discounted



at some high tatc of return to lower the number and it isn"t fair.
Hut T just demonstrated Cor accounting purposes it would show a "
fifty percent at least a fifty percent return. Now a discount in
cash flow would be substantially below that because those values
are, are reduced through time, for the investment. The major
difference between Mortiada®s investment and the investment Tanzier,
like I pointed out was that one uses7a risk multiplier factor that
multiplies the asscsts by four times instead of three billion dollars
investemnt they had, they used a regular return on twelve billion
dollars investment and that"s how you got a sixteen percent rate
on a twelve billion dollar investment and you know, my numbers

there kind of match out.

Senator Colletta - 0.K. Commissioner l1"ve got one other area that
a | need clarified and that"s 1item five the governor®s policy
statement that it must reduce uncertainity and cnc.ourage stable
expectations about future resource tax and management policies,
ff in fact these taxes did pass, would those be the last ones,

would wo be creating a stable future resource?

(CAP)
Commissioner Gallagher®- a premarket price. Lot"s say Cook 1Inlet
was priced at a prcmarkcl price. This tax would hit McCarthur

River a a higher rate then it would Prudhoe Bay because it"s actually
mure profitable. Mow the Hast Trading Bay Unit which 1is decidely
less profitable, it would Lend to treat that fairly. What"s coinin
ini.o a play here 1is the cents per barrel floor. Yes, our written

tax rate on Hast Trading Bay Unit 1is probably one third of what

the cents per barrel floor, should be. Mow, that oil if we wanted

i.o go after Cook Inlet it should bo maybe priced at fifteen dollars



which in tho ."ice for Swede a 34% gravity on the wont coast,
wo arc only going to 7 .1/2 because ol: Prudhoe nay, so wo are

not being inconsistent, we arc giving them a break.

Senator Colletta - Thank you Madame Chairman.

Senator Huber - Well, Senator Radar, brought it up, | think that

it"s only fair to ask a ask of Sterling because we do need to get
down to the nitty gritty of it. Sterling do you think that the
Walter Leavy Associates have the best possible advice for the

State of Alaska"s interests, or- do you think other economic *

consultants may have something to offer too?

Commissioner Gallagher - 1"ve always appreciated the, 1, of
Dr. Mead, but you know there are consultants and there are consultants.
They give you a good point of view Mead gives you ,a good point of
view. I think there could, be a whole series of people in that

could give you worth while information.

Senator Huber - In other words you don®"t think we should base it

.ill on one consultant.

Commissioner Gallagher - That®"s correct. I think you, you know,
wo have economists in the Department of Revenue, we should listen to

(hose economists too.

.Senator Huber - Obvious on the Walter Leavy Cornponya advice
which wo have been receiving cjuitc heavily lately about removing

(.lie cents per barrel, do you disagree strongly on that?



Cummins Lonot: Gallagher - Absolutely.

Senator IluboL - And do ju, do tho other consultants that you

have hired agree with you on this?

Commissioner Gallagher - Of course they are hired by me.
- .
Senator Huber - No some of them weren"t hired by you. How

about the other ones? How about the other ones on the

cents per barrel?

Commissioner Gallagher - 1 don"t know what Mead says. You know,,
lie isn"t here before you. I wish Tom Pink was here today, Madame
Chairman.

»
George SHides - Commissioner a, | have a couple of easy ones
and then a couple of little more difficult ones, 1"1l give
you tho hard ones first if | may.. You"ve touched on them, but
Lwill have to ask them again because | wasn"t entirely sure
on them and it"s a matter of mechanics on the bills. It"s been
pointed out that the foreign income taxes constitute a large
p.o 1l of the pre-tax book 1income for 1ii ternntional oil companies, and
that these taxes arc likely to decline sharply in the future as
providing the producing governments take over and the companies
become contractors and purchasers of crude from governments rather
Ilian from eoneossi.onuros, and income tax payers. Now, the
questions on that 1is, as you recall this was mentioned a couple
of days ago, you touched on it again tonight. Nov/ wouldn®"t

/
lhis work to erode Alaska®s tax base under the proposed legislation



th.it is your franchise tux? And wouldn®"t .it work to erode

the Lux base more .if companies would measure foreign operations,
let no say that again, and wouldn®"t it work to erode to tax base
more for companies with major foreign operations than for those

with only sma.ll scale foreign operations?

£
Commissioner Gallagher - Well Let me say, talk a minute about
where the shifting centers are in the world. It"s true
that 1 think, | believe, Saudia Arabia gives the companies nine

cents for every barrel they raise after they pay for expenses.

I think that"s what Saudia Arabia gigés. And those wells are fifteen
thousand or twenty thousand barrel well days with nine cents goes up
in a hurry. But alot of profit centers are shifted to other

areas of the business. if you will look at the transportation

business Cor integrated companies you might find the profit center
»

i.s shifted there. Federal .government has, may have a oil head
put on price ceilings on the well head. They also have it on
some refined products but not the whole barrel. Infact the

lower end of the barrel 1is pretty well, decontrolled and they receive
whatever price they want. You know, all sorts of ends of the

business you can transfer your profits to.

George Si lidos - I"11 just take 1i.L for what you said Commissioner.

W<ell let me ask you someting - -

Commissioner Gallagher - Inl"act you know, 1it"s quite obvious to
me Ih.it the federal government is Lryinj to encourage tho shifting

of profit centers av/ay from production 1into refining and salon.



George Si lull*:; - Hut don"t think that the fact thatthe
eoinp.jni.es are taking their payment as in-kind as itwore, does

it make any difference in the, to your bill?

Mr. Messenger - |1 believe | remember the comment that M~. Kilgore
made earlier this week and to the extent that the difference
between some of the differece between book income and federal
tax would book income before taxes and federal taxable income
to the extent that some of that difference represents a foreign
taxes. If those foreign taxes reproduce that would reduce that
difference between book Lncomeand federal taxable income I believe*
that there would still be a substantial difference between, still,
between federal taxable 1income and itwould be still, inour interest
to adopt book 1incomo because there isstill a.lot ofother erosions
from book 1income 1in the Internal Revenue Code Hook.

I
George S.ilidcs - Well, 1 understand what you are saying Mr.
Messenger but your answer is bas.ical.ly yes, that it does erode

some if that happens.

Mr. Messenger - Yes, but it is still bettor m the federal

tax reform.

George Hilidos - | see, Madame Chairman if | may ask tho second
guest ion then, anot:her question. Do you have any 1idea how much
income your proposed legislation would apportion to Alaska as
against what might be measured by separate accounting as proposed

in the Senate liill 10"i for example, once Prudhoe bay 1is 1in operation



that in if wo, 1if income tax law really and truly represented

the 9. % percent tape.

Commissioner Gallagher - 1 think it should be essentially the
same. We pick Up some additional features though like the days

in port like 50% of the income from the transportation

subsiduarics assigned to Alaska and,* things like that. So I™m
it"s hard to compare 1it. Also ours would pick up tho O0CS.
George Silides - 1 see. Well 1in that regard Madame Chairman
that brings up another question then. I notice that you

mentioned the days 1in port and of course you were talking about,

and you were mentioning also that brings to mind your ad valorenm

tax or your hardware tax. If you put a tax on the tankers aren"t
you 1increasing tho cost of transportation, and if you arc increasing

tho cost of transportation doesn"t that lower the well-head price?

Commissioner Gallagher - Yea but, you only give up twenty cents on a
do.!lar.
George SHides - What you are telling me 1is that the differential

is what counts? Gince wo are on the hardware tax, there are some
refineries a couple of refineries in at North Kcnai and there is one
going on up now, being built now in tho North Polo, hardly can bo
icimod world scale refineries, especially the one at the North Polo.
If you tax those refinor.Les who will be paying that tax in the long
run? If we are trying to encourage a refinery say in tho North Pole
area to, so "that the people in the interior can get the same price
for oi.l, fuel oil as they do in énchorage, aren"t you giving with

one hand and taking away with another?



Commi s:;ioner Gallagher — That"s possible. Also they may be

export refineries too.
Gcorcje Silides - The North Pole an export refinery?
Commissioner Gallagher - Not the North Pole ones, obviously not.

%
George Silides - But the SOCAL one?
Commissioner Gallagher - 1 know some piloteers for it.
George Silides - The SOCAL one?
Commissioner Gallagher - Yea.

»

George Silides - Are they export?
George Silides - I"m just curious. And another question on hardwar
ihen, 1"m presuming that the same answer you gave on tho tankers
(inaudible) tankers goes for the increase tax on tho pipeline.
Cmiimiss.; ioner Gallagher - Tho increase tax, there 1is no .increase
lax on the pipeline.

G.-orgo

Silides - Well, under your system there would be a greater



Commissioner Gallagher - No we®"re just trying to euro our court

ease.

George Silides .- 1 see.

Commissioner Gallagher - We alreadx%think we have 1it.

George Silides - One final technical thing again Madame Chairman.

Are you aware Commissioner that in addition to the Walter J. Leavy
Associates finding a flaw in only part of your severance tax bill,
did you know that the Research Division of Legislative Affairs

Agency has also found essentially the same flaw? .

Commissioner Gallagher - 1 don®"t, that 1is not a flaw. That 1is the

cents per barrel for coming in and playing a part there. It works

exactly 1like it 1is intended. Those fields that are, where the formula
/

works out to bn 50 percent of what the phenomenal rate should be,

is in fact 50 percent.””

George Silides - Well. Commissioner, 1I°m just calling it to your
at l.enl ion so that you maybe can talk to Mr. Erickson because he
feels |like the Walter J. Leavy Associates does that the bill 1is
not ful.fi 1ling the function that you designed it for and I'm only
bringing it to your attention. I"m not in the position, | don"t

know enough about it to argue about 1it.
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CHAIRMAN POLAND - Uc will bring the meeting of the Senate
and House Resources Committee meetings to order. We have
with us as our first witness this morning, our consultant
from the firm of Walter J. Levy, Mr. Richard Kilgore. We
have asked Mr. Kilgore to address us this morning on the
net income **ax bills and those closely associated thereto.
We will break at 10:00 AM, and will resume again this

afternoon at 1:30 PM.

For those who are sitting behind me, if you"ll raise your
hand so that Mr. Farleigh can notify me if you have a question,
you will be recognized, and with that 1°d like co welcome

Mr. Kilgore back to Alaska and let him take over.

RICHARD KILGORE - Thank you Senator Poland. I think it
is appropriate since L am the leadoff witness, that | present
here this morning what 1 call an overview of tax legislation.

CHAIRMAN POLAND - Mr. Kilgore, Cor the record, would you

identify yourself.



RICHARD KILGORE - Vos. I M Richard Kilgore. I"m Director
of Research Cor W. J. Levy, Consultants. I e been with

the firm Cor .about fourteen years.

What 1"m going to attempt to do here this morning is to provide
what we would call an overview. I*m not really going to go
into very much detail about the individual pieces of legis-"
lation, at least the specific provisions of Chemc and
concentrate more on the.approaches, *"he alternatives, and

SO0 on. Most of my remarks will have to do with 1income
taxation, but | also have some remarks on severance taxation

if we have enough time; and 1°d like to say a little bit

i.n the end about a total tax package total tax regime
in Alaska because the whole thing 1is obviously more than
a sum of these parts if it has to do with the impact of the

total progranm.

1"d like to look at the major areas of taxation and really
consider the alternatives presented to you because they
are quite diverse, and give you our appreciation, really,
of the major pros and cons this time of the major pieces
of legislation, of the major approaches and the kinds of
pros and cons, advantages and disadvantages which we think
you Legislators should he looking at and asking questions
of witnesses as you go along. We will be available as |

say, Cor spoeifics later.



As many oC you may recall, our firm has been urging upon

the legislature, for many years, that it review 1its corporate
income tax, and especially to do this before Prudhoe Bay
Production really comes on and you have major questions of
taxation there. We have pointed.out in the past, and 1 think
it fairly well known now the problems of apportionment under
the present regulation, and I don"t really think we have to
get into that in detail. We ourselves did our own analysis
of how the present system might work for Prudhoe Bay. Taking
data submitted by SOHIO, in submission 1 at the request

of the legislature, and very roughly what it turned up was
that if one applies the present system, that 1is the three
factor apportionment system with sales ind property, and
payroll, what you turn up in the way of income apportion

to Alaska 1is roughly one. quarter of what the producing

income and the pipeline income would be. Saying that another
way - if the present” system were applied to Prudhoe, using

as 1 say, data supplied by SOHIO, what you would get 1is an
effective rate of taxation instead of something like 9.47»-

an effective rate of taxation, roughly a quarter of that,

two to two and a half percent, so there are obviously problems
with the present system, and as | say, | won"t burden you
with too much of that as 1 think by this time it"s fairly

we LI known by everyone.



Now, you at the present time have be Core you three different
bills, basically two different approaches, but three different
bills designed basically to deal with this problem of the
inappropriateness of the present formula. The first is the
bill submitted by the Governor, ;nd this comes out of the
work of Professors Zeifman and Ainsv/rth, and a report done
by the Department of Revenue. This is SB 236, and HB 322.

We basically feel that this 1is quite an imaginative and new
approach, and involves basically two features: A change in
the tax base, and a modification of the apportionment formula.
11l come back to that. Second, we have a bill on separate
accounting Introduced by the subcommittee on leasing and
taxation, and third we have the net proceeds bill introduced
again this year wk."eh reads to similar, and | guess even
identical, to the net proceeds tax of last year. So we have
three bills basically, 1'm going to say, on two approaches,
and lets 1look at some of the pros and cons of these. I should
say at the outset that Ilike many things 1in the field of
taxation, no one approaches his 1ideal here, there"s no

magic answer to this that"s going to come out, and one
approach 1is not just going to stand ont that 1is uniquely
hotter than any other one. It"s not the case. So
there®s clearly room for debate, ajul for your careful 1look

at these approaches. So first lets look at this Governor®s®

bill (Mailing out of the Zeifman and-.Ainsworth work. z



basically, as you sgc. there arc two features to this legislation.
One 1is a change in the tax base, and the second 1is a change,

as | say, in the apportionment factors themselves. The present
system as you probably know, uses, federal taxable income.
That"s 1its base, and takes a portion of that federal taxable
income. This new proposal involves a switch to book net income
before income taxes as reported by oil companies to their
stockholders. Now, there are certain clearcut advantages

or pros for the State in this switch in tax base from

taxable 1income to. book net profits. First of all,

figures are readily available from annual reports. This
concept of income 1is reported by most companies or at least
most of the major companies that will be operating as oil
producers in Alaska. Second, as you will hear, 1"m sure,

from Professor Zeifman and from the Revenue Department,

there are fewer so called erosions than in federal

taxable 1income, that is under federal taxable income rules
there are various kinds of generous accounting rules allowed

to companies which works to reduce the amount of 1income

on which they pay taxes, and you"re fairly familiar with

this Loo, I"m sure. Such things as intangible drilling
expenr.es are under federal tax law, can be treated as

expense items, not as capital 1items, and this involves large
write-offs. The federal government allows accelerated

depreciation and so on, and companies 1in their book accounting



rarely, if ever, expanse intangibles or use accelerated.
They use normal kinds of depreciation under normal accounting
rules. So very clearly switching in this direction results in
a higher tax base than federal taxable income, and this obviously
throws up more income_EB the Stﬁte of Alaska. But switching
from taxable income to debt book income does have problems..
It is not without problems. "1l just enumerate a few of these.
Later we can talk about these 1in me-e detail. Even within
acceptable accounting principals there"s a certain flexability,
obviously, to companies 1in respect to how they report income,
the kind of deduction and so on. Inventory gains and losses
are often treated differently by companies, and they have
some choice 1in this. Currency changes, how they are affected
by currency changes, gains and losses, they are often treated

i
differently by companies. Incidentally, some of these factors
which resulted in different kinds of accounting don"t always
even show up 1in company annual reports. II: they®"re not mate ~lal,
they may not even be stated within a company annual report.
One would probably have to go beyond that, if one wanted to
see the effect of these factors. There 1is also a certain
amount of flexibility 1in accounting for write-offs. When
does one realize a loss, i1f one has some sort of venture
that 1is going, bad, at what point do you write the thing

off as a total loss? There is a certain amount of flexibility

in this. Companies at times will use what 1is sometimes



called che "blood bath™ approach to accounting. When things
really go wrong, and you have a lot of losses, there is a
tendency to just write it all off in one year, and take all
the bad at one time. Of course, the company doing this,

it would effect the tax base that Alaska would be looking

to in this approach. But, I don"t think any of these while
they present problems 1in switching to book income are probably
disabling. Revisions could also be a problem. Companies

at times change accounting procedures, and will then revise
their book 1income and various parts of this back through time,
and this would cause problems also 1i.f one does this, if there"s
a later revision, do you then change your tax base, and so on.
So this presents problems. I think perhaps, a more serious
problem in going to pre-tax book income has to do with how

one arrives at that. Now, normally pre-tax income, 1if you went
a company annual report, what you would do was take net income
after taxes and add back all income tax payments, and that"s
apparently what 1is proposed here in this piece of legislation.
That would 1include all 1income taxes including income taxes
paid to foreign governments. This looks to us Ulike it could
really present problems, and it raises questions about what
sort of a tax base you are really reaching when you look

at pre-tax book net 1income. IT you"ll take the annual report
of a company like KXXON which 1is going to be an operator in
I"rudhoe Bay, 1is going to bo a producer there, also a company

that has very large foreign operations and pays very large



foreign income taxes, it is very interesting to sec what

has happened 1in the past to those foreign 1income taxes, and
then 1 would like to talk about what may happen in the future
to foreign income taxes and how this might effect the tax
base that you"d be using if you should go to net book income

under your appropriate income tax.

IT you look at the annual report of EXXON or any other

oil company operating in the foreign field, what you will
find is that over the past few years, and particularly

the years "73 and "74, there was a very sharp buildup

in foreign 1income tax payments. That is tax payments to
foreign producing governments such as the Saudi-Aribs in
Iran, and so on, and the result of this huge increase

in foreign income tax payments this bid build up, as you

all know, had to do with the increase in OPEC prices.

OPEC dictated very substantially higher prices. These
higher prices were-obviously not intended to benefit

the companies, but to benefit the producing governments
themselves, and so what the producing governments did

was take a large part of this income generated by the very
much higher prices and tax i1t away from tho oil companies

in the term of income taxes. Some of it they called
royally, some of it they called income tax, but there v/as *
a very Jlargo income tax component to this, and this resulted

in very large increases 1in foreign 1income tax payments
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by oil compantea. And, 1if Alaska had been on this systen
which involves using book 1income, what would have happened
over these years 1is that Alaska would have benefited fronm

a huge 1increase in pre-tax income from a company such as
EXXON, and this would have resulted in large part. -

not after tax profits EXXON earned, but because of its
income tax payments to foreign government. So Alaska,

over this period, would have benefited from a very short run
up in pre-tax 1income because of income tax payments byoil
companies to foreign governments. It would have workedto
the benefit of Alaska, had Alaska been on this systen.

Rue now, if we look ahead, we find the concession terms

ace changing in the middle east and elsewhere, and almost
all foreign areas. Foreign governments have increasingly
taken control of producing operations themselves. When

the companies remain, they remain as producers and operators,
but they serve 1in increasingly different roles. They serve as
contractors, not as concessionaires, and under this new

type of system, payments to the producing governments

tend not to be in the form of income tax, they tend to

be in terms of purchase of oil, purchase at market prices
with the companies being compensated in terms of service
fees for their continuing operations 1in these countries.

So what: 1is beg,inning, to happen is these huge payments

to foreign producing, governments are increasingly not

called 1income tax payments, they are called purchases,

»



purchases of oil from the Saudi Arabian Stato Oil Company
for example, and already if you look at the annual report

of a company*like EXXON, you will see that we have a

decline already in 1975, and 1 guess when the 1976 annual
report of EXXON 1is out, you will*"find another decline 1in
foreign income tax payments, so what had happened 1in

foreign oil markets would have worked to the benefit of
Alaska over the past few years, but now would be working

in the ocher direction. That is EXXON may have a relatively
constant after tax profit on its foreign producing operations
in countries such as Saudi Arabia, but its pre-tax will be
going down. Why? Because it won"t be making 1income tax
payments to tho Saudi®s or other foreign governments. It
will be purchasing oil and this would effect the pre-tax
profit. So you could have a declining base ftom this kind

of thing.

Now, F dwelled at some Ilength on this because i1t"s interesting
What 1it: demonstrates |Is that when you use this approach,

you do have some problems, and you have things happening
outside Alaska which effects the tax base that you arc going
to roach an apportion part of, but it"s very much affected

by the things that have nothing, to do with profitability

in Alaska. And this, 1 think, the foreign 1income tax things,

are a good illustration, and they arc an important one,



and that®"s why 1 spent some time with this. So under this
kind of system you would have things effecting net book
income that really have very little to do with Alaska,

and this 1is something of a problem, and one doesn"t know

for the future how these various kinds of changes would
effect it, and what I"m talking in foreign income taxes
probably will work to the disadvantage of Alaska. Other
things that we may know nothing about could work the other
way . So moving to book income as a concept had truly some
advantages. You"ll have obviously a higher income that

you are trying to take a part of, but it"s not without
problems. We can discuss those more at some later point.

The second part of this approach has to do with a change

in the apportionment Tformula. What has been suggested

here in the legislation is changing from sales to extraction,
and there are some very clear advantages to Alaska in this
obviously. The extraction 1isn"t oriented measured and is
production measured 1in Alaska, and 1is obviously more
appropriate than a measure such as sales where a large

part of sales of crude oil in Alaska are not made

within Alaska, hut they are made without Alaska. So this
kind of a move will, clearly apportion more income to Alaska,
and is certainly a step in the direction of higher appropriate
income tax receipts for the State of Alaska. Mow hero again,
although this step obviously works in the direction of

favoring Alaska and higher 1income tax payments to the State,
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obviously moans you arc moving closer, hopefully, Co getting
something like 9.4% of what will be Che producing income

in Alaska. And alChough the administration end of it is not
quite so simple as it looks, initially, and for some of Che
reasons that 1"ve set out here, ic obviously has some
administrative advantages over other approaches. It is somewhat
simpler, and this 1is certainly an advantage in this approach.
Now the real basic disadvantage that we feel to this whole
approach 1is that while it would get higher income apportioned
in Alaska, one doesn"t really know out of this system, how
close one would get to true profitability. That is, how

much income in Alaska and how close that 1is to what seems

to be extensively profitability in Alaska. This 1is very
difficult to know, very difficult to know how close it 1is.

Tn total and company by company, it"s difficult to know how

the thing wi Il acLually work"..

We ourselves tried a very simple approach to try to see how
close i.t would come, and what we did, and anyone can do this,
if one takes the annual reports to say, the three major
companies that will be producing on Prudhoe Bay, ARCO,

KXXON, and SOIIEO, takes the latest data available for

ihem, and that"s the 1.975 annual reports of these companies,
(ilit* 19/6 one 1is not out), and then simply adds to that data
for Prudhoe Bay, profitability, production, and so forth

for Prudhoe Bay, and rather than make our own estimates



Cor that, again wo turn to the data submitted by SOHIO,

in SOHIO submission L, so what we attempted to do was

simply combine the data for Prudhoe Ray/Alyeska as contained
in SOHIO submission 1, with the %ﬁmpany's latest annual
report data, and then attempted"to see how this new approach
would work that 1is using as our tax base pre-tax book income
and then using a property factor, payroll factor and an
extraction factor, and this 1s a very rough approximation
obviously, but what happens when one does that, you find

out that this apportionment formula does not apportion

all the income that is assumed for Prudhoe-Bay and Alyeska.
It does not apportion it all, and more interesting than that,
what you get is if you look at the three companies, just to
see how three companies of this type would fare under this
system, vyou get quite different results for the different
companies. That 1is, ;ome companies, at least one of the
companies, you would get a fairly high porportion of the
income earned in Alaska by this approach. From another
company, you would got quite low percentage of 1it, so

that one could, at least this little illustration suggests,
"hat one could have companies with exactly similar operations
in Alaska such as for example A11CO and KXXON, and get very
different Ilax liabilities for the two companies, and we
think this looks to bo a potential disadvantage. You say
ihi:z; is only an illustration and one doesn"t know what

would be thrown out of tills approach, but it does suggest



that what you may be getting in the way of apportion
income and ilcome tax payments may be off the mark of what
profitability really is. So, we receive that as kind of
the key draw back to this. You go in the right direction,

«i
but you don*t know where you really are. Some people could
be underpaying income taxes, other people could be overpaying,

and how it would balance out to the State as a whole, it's

difficult to say.

We would make this suggestion. IT the legislature decides -
that this new approach in the bill submitted by the Governor
is tho approach it wants, and it might well because

of ease of administration or whatever reasons that one chose
this, we would suggest tfat perhaps the legislature might
want to consider at the same time that it did this, that

it ask or require of the Department of Revenue that it
provide every year, estimates of profitability on oil and
gas production within Alaska, perhaps with input from
company, |1 don"t know, but estimates by Revenue, the best
estimates they can make and how much 1is made on oil production,
pipelining or whatever in Alaska, so that tho legislature
can lake this 1information, set it against the income tax
receipts 1it"s actually getting, and try to get some measure
of how this tlunj* 1is really working, that 1is how well is

it achieving 1its goal of Identifying 1income In Alaska.



Perhaps such reports could even have data by company not
identified or. something of this sort so that one could
also, so that the legislature could evaluate over time

how well it was working company by company. So that if

you take this approach, we suggest that you might want">*

to consider also getting some sort of information estimates
out of the Department so that you would be 1in.a position

to evaluate 1ir. subsequent years hov well it seems to be

working.

Moving from this approach to a second and quite different
approach Lo 1income taxation, take a look at direct accounting.
Mow, 1in principal of course, direct accounting 1is getting
around some of these problems of apportionment. It"s going
directly at a measure of how much 1income there 1is from

oil. and gas operations 1in Alaska, so that in principal at
least, 1if it can be done in a reasonable way, it does not
suffer from the defects of this other approach. It is

trying to measure directly what you really want to tax,

in total in company by company, and we"ve always Tfelt if it
was legally possible to do this, and it were administratively
possible to do this, this; would scein® to be the logical, approach
to Lax.ttion. How, the problem as will be pointed out by many

other people who will, be testifying in hero 1is that there are



problems of administration. There clearly are, and they are
real. There are various problems of how one allocates
expenses to Alaska, how does one look at and evaluate inter—
affiliate sales, and things of this sort, corporate overhead
and how much is allocated to AI;;ka, and so on. So that there
are very real administrative problems to this approach, even
though it is a more straight forward approach. It requires,
on the part of tax administrator®s rules, regulations, rather
extensive ones, and obviously involves audit capabilities.
One has to audit. There is a lot more auditing under this
approach, and so on. And a lot, | think, has been said

in the reports by the Department of Revenue and by Professors
Zeifman and Mnsworth about these administrative problems.
What we would urge the legislature to do though is really

to try to weigh these very carefully. This 1is the major
drawback, the administrative problems 1in this more direct
more Jlogical approach, weigh very carefully just what are

the magnitude of these problems? How difficult are they -

to handle? How many people will be involved? How

much money would have to bo spent and so forth. How difficult
is it. really? And what seems to me tho attempt you have

to got some judgement: as is to weigh whether tho difficulties

in admi ni.strut ing this thing are really worth the effort..

It is a difficult thing, really, to assess, and 1 think that
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Look for parallels elsewhere or general problems of separate
accounting or direct accounting in other states. I don"t
think you cat put too much weight simply on the fact that
companies sometimes favor separate accounting. I think

when you®re looking at the diffiéhlties here, you"ve

really got to look at the circumstances of the oil producing
operations in Alaska and try ti get some handle on this

by 1looking at that, not by looking at parallelselsewhere.

Try to assess ask questions on how to

assess, how difficult it would be for the oil producing

industry in Alaska. That"s what we"re talking about.
P won"t really spend muchtime on the net proceeds. It
was an attempt last year, really, an indirect attempt

at direct accounting by a separate oil and gas production
tax. [t based, although differing in some respects fronm
separate accountii.g and from the separate accounting bill,
it"s basically the -painc approach as direct accounting. So
r think if oneis going the route of attempting dircctlLy to
estimate or tax 1income 1in Alaska, one would worry about the
difforences between tho net proceeds and the separate accounting
lax, bui more important, 1 think, are the two basic
approach!!?; to income taxation in Alaska, and what you're
going lo have to do is weigh very carefully the pros, cons 7,
advantages and disadvantages of these two basic approaches

to a problem inherent 1in the present corporate 1income tax



regime in Alaska as it applies to oil and gas production.

Chairman Poland, 1 had planned at this time to go on with
some comments on severance tax. I don"t know whether you
would want to break for questions on corporate 1income

taxation or go on. “ ,

CHAIRMAN POLAND - Do any members of the committee have any
guestions that they would like to ask Mr. Kilgore at this

time? "

SICNATOR IIb"BER - Madam Chairman, 1 thought that Dick might

want to make some comments on the data base which you

gather by a net proceeds tax approach that you may not find
available in the other ones. That"s been a major consideration
by Levy Company and Associates, helping to develop that

particular item.

RICHARD KJ I,CORE - Okay, this 1is one ol: the obvious. Looking
at this and direct accounting, this 1is one of the aspects to Iit.
Ami the not proceeds things, you are doing it on kind of a
property by property basis. You are tmL aggregating every-

thing, as you might under certain separate accounting

approaches, and having access to that kind of information



would bo of use Co Che SCaCc, because iC does give Che

SCaCo some feel for profiCabiliCy of individual properCies,
ranges of proficabilicios, what are cosC value relaCionships
in various fields, and so on. And ChaC 1is of value obviously

in designing or furcher modifying Che Cax regime in Alaska.

CHAIRMAN POLANQ - Any quesCions? Very well, Mr. Kilgore.

We will go on Co Che severance Cax aC Chis cime Chen.

RICHARD KILGORE - I believe our firm ison record as saying
ChaC Chis really 1is an appropriate cime Co review your
severance cax. We have major new production coming on

in Prudhoe Bay, and this production which 1is obvious y quite
different in character from ChaC you have now in Cook Inlet.
Tho second reason is ChaC our office has been concerned

for some time about Che way Che present Cax works for

Cook 1Inlet production receiving old oil prices. We"ve been

concerned about Chis, and we think that Che legislature should

appropriately revi.ew this at this tinme. And I1"1Il1 come back
to that.
Mow you have two Pills - two severance taxation hills

In."fore you, but before 1 turn to tho bills themselves,
I would 1like to review with you certain principals we

feel you should keep 1in mind in reviewing severance



tax Legislation. first of all, we®"ve said this before,

but 1 will say it again, severance tax is something that
one, a tax which the State cannot really expect to continue
to raise endlessly without running into serious problems
because of the nature o:: the tax.itself. The tax. is a

tax on gross value or it"s affixed per barrel tax of some
sort for unit tax. It does not directly take into account
the cost of production, nor net profitability of production.
Cost relationships between prices or values and cost can
vary considerably amongst producing fields and areas,

and where costs are very high, severance taxes, being”
gross taxes can seriously 1impinge on profitability and

at the extreme they can even result in shutting down
production. So, there really are limits on how far

the State should think in terms of pushing up severance
taxes because of the nature of the tax. We have always
felt that a* a rule of thought that Alaska severance tax

should probably not go above tin? highest rate 1in other major

producing states, and the highest rate in other producing states

per comncrubl.e kinds of production, and |1 think this is
probably still a reasonable rule, to keep a severance tax
wiihin bounds. Second, given the potential problems with
a gross tax such as a severance tax, we have always urged
some protect-ion for lower productivity on higher cost
wells. This, kind of advice goes back to our first

written report for the Legislature back in January of 1970
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where we urged a .-step schedule which the State later adopted,
and your current law does have a step schedule, and does
provide some"protection for lower productivity wells.

So that the two principals basically are not pushing
severance tax, try to provide some protection for. lower,
productivity, higher cost wells. Now, you have two

bills before you at this time that in principal seenms

to follow these guidelines. One submitted by the Governor,
and the other by the subcommittee on leasing and taxes.
While each raises overall severance taxes, neither bill
goes above an effective rate higher than Louisiana®s 12 1/2
percent on oil. Basically, they are in line with our first
gui.deli.ne, and both of the bills attempt to deal with the
problem of higher cost wells, but we feel with different

degrees ol: effectiveness*.

The tax subcommittee™s bill 1is basically an extension

ol lhe current law. It adds higher well productivity
Drackets. than you presently have, and for the higher
well, productivity brackets, puts in higher rates of
taxation, and at the same time, that bill 1lowers the
rale at the lower end of the brackets. That 1is lower
productivity we Lis would pay lower taxes under this

subcommittee*"s bill, and this 1is in line with our second

principal.
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Now the Governor®s bill developed out of the recommendations
of the Department of Revenue, introduces a new and rather
novel approach. An economic limit factor which attempts

to deal with the economic impact%of severance tax on high
cost wells, and what it does instead of having a step
schedule, 1in a sense it has a continuous schedule, so that

the nearer a well 1is to very low levels or to- its economic

limit, the less tax it pays. The further it is from that

limit the higher it pays. And in principal, this 1s a very
sound thing. But we have reservations about how this particular
bill would work 1in practice. And it appears to us, that despite

the intent of the bill, it could work in the direction, and
probably would work in the direction of considerably higher
taxes, for example, on various Cook Inlet wells in the low
well productivity range;. So despite its adherence to what
we Tfeel 1is a good principal, the way the bill was drafted,
and the way it appears to work on our own calculation, it does
not seem to achieve- its aim. And | think this 1is something
we can take up in more detail when we come to that, and we
certainly would 1illustrate how this appears to work to us.
So despite a good principal, it would appear to not meet
that principal, and | would feel that is a problem with that

particular bill. Despite a good attempt, it doesn"t seen

to work.



Now, tho other thing of concern to us is that both of these
severance tax bills which we have before us retain an

escalating sense j feature 1in them. That is,

t of wellhead value 1is lower than a certain
cents per barrel, 1it"s the cents.lper barrel tax which has
effect, whichever 1is higher a percentage of value or a
cents per barrel. Now, this tends to work in a direction
of putting a very high effective severance tax rate on Cook
Inlet wells that are getting®"the old oil price. That 1is that
price which is being held at low levels by the federal
government. They pay a cents per barrel tax because that
i.s higher than the percentage of value, and that cents per
barrel tax works out to a very high percentage of the value
of production, so this present tax and both of the taxes
being proposed as alternatives have this feature. High
effective rates of taxation on Cook Inlet wells have old
oil prices. Not only that, but since they have escalation
features in them, the present legislation and the two bills
being proposed have escalating features, this gets worse
over time. That 1is the cents per barrel tax goes up,
and this feature of high effective rates of taxation for
these wells continues. Incidentally, if you make your
calculations, you will find out that the Cook Inlet wells
producing and getting old oil prices and low productivity
wells will pay a higher effective rate of taxation than
will Prudhoe Bay wells, than very productive Prudhoe

Bay well:; under cents per barrel. And thin feature would



ioL worse with escalation. We think the legislature should
seriously consider, if not eliminating this feature, that

is if not eliminating the cents per barrel, and you may

not because this would result in some loss of tax revenues
for the State. IfT you don"t feel«you can do that, you might
want to consider at least putting a hault to further
escalation in the cents per barrel tax, that this feature

of the taxation, | don"t think is really what was intended

in the beginning just doesn®"t continue to get worse over

time.

Mow, [ would Ulike to conclude by saying a little bit about
the total tax package in Alaska because | think you will be
hearing a lot about this from many people, and while

you obviously are going to be evaluating the merits of
different approaches to corporate income taxes, the different
approaches to severance taxes, you wi.il also have to be
concerned with he 1impact of the total, package of oil

and gas taxation 1in Alaska. Severance tax, corporate

income lax, property taxes, and so on, the whole range.

Industry witnesses, |I°m sure, are going to talk at some
length about this, and it is obviously of special
importance.* The total tax package and how it effects the -
oil and gas 1industry 1is important along with sensible

approaches to each part. You obviously do not want to



destroy the oil and gas 1industry in your state. Here

it seems to us., there ought to be two basic considerations
when you“re looking at the sum of all taxes in the state.
Obviously you don®"t want the sum of all taxes 1in the State

on oil and gas to be really an extreme burden on profitability

or the prospecrs for profitability on successful ventures

here. You don®"t want to do violence to the economics of
ongoing oil and gas producing operations. But this 1is
a difficult thing to measure. What may be a larger tax

burden 1in Alaska, while 1in one state versus another, really
can"t be considered simply in the absolute. That is how
much cents per barrel 1in total 1is being paid, and what
really matters, obviously, 1is how the total sum of all the
taxes paid by the industry relate to their profitability.
What may bo greater total taxes in one state, in a more
profitable environment may be less of a burden than lower
sol. lev taxes 1in other states. So it has to be considered
against the background of what appears to be profitability,
and the second principal, another obvious one, | guess, Iis
lhat you obviously don"t: want a total, tax system which

put together really discourages ongoing exploration in your

State and the development of your resources.

Now those are two very, very broad principals, and there,
really are no easy answers as to exactly how the sunt total

of the package of taxes 1in the State can he set against



these two, which we think are very 1important criteria.

It is a difficult assessment really to make, and reasonable
men can obviously differ in their assessments as to the
effect of a total tax package. .

In our role as consultants to the legislature, we will

do our best to assist and advise you in what 1is, we think,

a difficult task of assessing oil and gas tax legislation.

CHAIRMAN POLAND - Thank you Mr. Kilgore. I don*t really
think that we have time for questions right, now. We will
be going 1into session right away. The Senate has a very
light calendar this morning, and what 1 had hoped to do
was for us Lo come back at 11:00 AM and continue with

any questions that we might have or discussions with

Mr. Kilgore. This afternoon we will hear from Professor

Zeifman and Professor Ainsworth at 1:30 PM. Senator Huber.

SKNATOR [IHIIJHKR - Yes. I"d like to ask that Mr. Kilgore

look into a couple items before he comes back. I think
most of us here have heard Dick or Milton at least 10 or 15
limes criticize the cents per barrel floor that we have

in our severance tax, and of course, what I°m looking for
is something to replace 1iu, so that v;c can listen to this,

we know that cause 1in certain cases some unfairness
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but wo need something to replace it in case the percentage

of wellhead value 1is eroded by either federal action or other
economic factors to where we have the old "bugaboo"1l

negative wellhead value or someth;ng that is approaching that,
so we would need something to replace that as a floor if

we"re going to work on that particular area. I wanted,

maybe, Dick to look into that and give us some recommendations

in that area because it must appear to him like we completely

ignore him when he talks on that subject.

RICHARD KII.GORE - We have given some thought to this. What
wo are talking about is a floor which protects you in case
the general price level goes down, but also one which does
not impose this particular problem on old oil production

in Cook fillet. We have given some thought to this.

(Chairman Poland adjourned the meeting at 9:55 AM)
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RICHARD KILGORE - 1 appreciate the opportunity of coming back
so fast, and what I1°d like to do is fire my remarks, really,
to the corporate income tax issue and amplify on the very
brief remarks 1 made yesterday morning, and also comment

on what appeared to be some differences with other testimony
yesterday. What I propose to do 1is review again in more
detail, really, the pros and cons of the two basic approaches
to income tax which are before you. I want to make it clear
at the outset, though, that it is not our role here to advocate
one approach or another. Basically, we see our role as giving
you an appreciation of how we see the pros and cons, and
advantages and disadvantages of these two approaches, what
they seek to accomplish, how well they seen to accomplish

tho goals that they are intended for, and leaving it to you

to make the final judgement. So | don"t want my remarks to

be construed as advocacy of either separate accounting or

apportionment to modified apportionment approaches, and

SO on. I think, and 1°d also really like to get down to
basics on some of this, and I think maybe we lost some
of the basics in some of the testimonies yesterday. I think

it iIs important to appreciate at the outset that our concern
here, my concern, your concern, is not really with how

apportionment or separate accounting work 1in general 1in other
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states Cor other industries and so on, what we are concerned
with here 1is not with these approaches as general approaches
to income taxation, but what we"re talking about is their
applicability to the oil and gas industry in Alaska. This

is what we"re talking about, and® I think we have to keep

this in mind. Not how well it works for other states, but why
other people use it, and so on. If you will remember our
original concern with the approach that you now have, the
three factor approach that vou now have with your income tax
system didn"t have anything to do with general worth, its
general ability, and its general applicability. It had

to do with how this thing specifically worked toward the

oil. and gas industry 1in Alaska, and this 1is how this whole
guestion oC reviewing your 1income tax came up, and it appeared
to us, and we have testified many times, that the approach
didn"t seem to work very well for oil and gas operations in
Alaska, that is 1in a portion, a very much smaller amount

of income to Alaska than would appear to be earned by the

oil and gas industry on producing operations and pipeline
opr*rations in Alaska. Mow, 1if the oil and gas industry

i.n Alaska were small scale, and | guess this really

wouldn®t matter, you probably wouldn®"t be very much concerned
with it, and you probably also could view it as if it doesn"t
work for the oil industry, it probably works well for other
industries, maybe for other 1industries it apportions more

than you might expect,® and so on if they wash out. But, as



you all know, the oil and gas industry will be by far the
biggest income producing industry in Alaska as far as wo.

all can see, so it obviously is of very considerable importance
to you. It is important to you, | think, that you have a

tax structure which gets you something like your 9 .4% of

what appears to be the profits generated by oil and gas
operations in the State of Alaska, so we have to keep 1in mind,
we"re really talking about these two approaches very
specifically in the context of oil and gas in Alaska, not

as general approaches. Now, I noted the other day that
Professor Zeifman argued against separate accounting at

one point, and one of his arguments, | think repeated

a number of times, was that a good reason for not adopting

separate accounting was that no state has adopted it as a

general approach to income taxation. This was an argument
against separate accounting. Now, basically, 1 don*t find
that a very persuasive argument. First of all, we"re not

talking about other states, we"re talking about Alaska,
and we"re not talking about general applicability to all
industries, we"re talking here about oil and gas, and 1
don"t think anybody has suggested that the State of Alaska
should adopt separate accounting as a general approach to
income taxation 1in the State, and certainly the two bills
before you, Senate Hill 105 on separate accounting, and

Senate I*ill. 202 on net proceeds, both of these are clearly



intended to apply only to the oil and gas industry in Alaska,
so | don"t find this a very persuasive argument against
separate accounting, and 1 think we have to keep this 1in mind.
Conversely, just because a number of states use this three
factor apportionment formula, 1 don®"t think it"s a particularly
persuasive reason for applying it in Alaska if it isn"t

appropriate to your oil and gas producing industry.

Now, 1°d really like to get down to basics here. Starting off
by considering what do we really mean by income 1in oil and
gas operations in Alaska. Is it really so scrambled up by
other activities of multi-national, multi-state enterprises
that it just can"t be unscrambled? Are we really talking
about some kind of affliction which can never be put together
and that we really just»shouldn't bother with it? What 1is
this 1income in Alaska that we"re attempting to identify?
Well, lot"s look first at what the industry does in Alaska,
tl: comes to Alaska, 1t explores Alaska, hopefully finds oil
or gas. It developcs those resources, transports them to a
point of export in the State, be it Valdez, Cook Inlet, or
whatever - at least a bulk of the oil or gas does that, and
then 11t moves 1into consumption in other states. Mow it 1is
true that a lot of this kind of activity and what goes on

Ln this whole process does take place within the integrated

scheme of operations of major oil companies. In fact, 1in

many cases the final sale of the oil produced in your state



may not bo a sale between third parties until it actually gets
to the gasoline pump in California, for example, that may

be the first point at which the sale is made, and the rest Iis
within integrated operations. But what does this imply about
income earned in Alaska? Is there a concept of income earned
in Alaska, if this is the process by which a lot of your oil
really moves. Well, 1 would put it to you that your oil

when it leaves the State of Alaska does have a value. It

will have a value, and it will have a value that®"s highly
visable. We don*t know what the FEA 1is going to do on the
pricing of Prudhoe Bay oil, for example. But it may very

well be that they will establish a value at Valdez for
example. It may be that they will set a wellhead value.

IT they set a wellhead value, we can add on a pipeline charge,
and we can have a value of oil as it leaves Alaska. So,
basically, 1i.t's this value of oil leaving Alaska that 1is
identifiable which 1is really the final revenues from producing
oil and gas 1in this State. These are the revenues which

you can 1identify as being earned by oil and gas producing
operations in Alaska. Obviously when you are talking about

a net 1income, you're talking about deducting various kinds

of costs. Exploration development costs, pipeline costs,
operating costs, amortization of capital costs and the

like. The large number of these costs arc incurred in

the State and can be 1identified as incurred in the State.
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Some of thcia arc obviously some of the costs incurred to
produce your oil. To get out of the State are the costs
which are incurred elsewhere. Corporate overheads, obviously,
a certain amount of corporate overhead time has to do with
planning for the oil producing operations 1in Alaska. Some

of the services which are provided to the operations in
Alaska come from outside the State, and these are just some
of the areas where accounting problems arise, but still these
are within reason, 1identifiable also. So the 1income we"re
really talking about identifying in taxing is the value of
the oil leaving the State of Alaska and an appropriate
allowance for the various costs involved. Now the question for
you, with your consideration of income tax, is which of these
approaches really identifies income as we seem to see it

and say that it is earned by the oil and gas 1iiuh stry by
virtue of their operations up here. Which one 1is going to
identify a portion of income which you apply your 9.4%

tax. You"ll get an appropriate tax on that income. Now,

as T discussed yesterday, there are basically two approaches,
and those are the approaches which are before you. One

is apportionment, and this is where the approach is to look
at the total Income available, total 1income earned by a
company, and try to work some fraction which gets applied to

that total income, gets you income in Alaska. The other
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approach 1is basically separate accounting which goes back
to those revenues and cost categories that 1 discussed just
a little while ago, and attempts directly to identify them
and come up with income 1in Alaska, and the question is which
of these seems to identify and work best that has come
closest to identifying what would appear to be one true
income on operations in Alaska, but not only that, taking
into account also cost cjifficulties of tax administration,
and that cannot be ignored. An approach which gives you
the perfect answer and which is extremely costly or
impossible to do in practice, obviously is not the kind

of tax that you want.

Now, I°1Il start with apportionment. You have an apportionment
formula in place in your tax laws today. You have Senate

Til 1.1 236, which 1is a modified version of an apportionment
formula, but still an apportionment formula nonetheless,

and the approach 1is to start, as |1 said, with total 1income
of the company before taxes, under your present law, taxable
income. This proposal suggests shifting it to book income,
but nonetheless starting with the total income earned by an
enterprise. The next step in apportionment, whether it be
the one you have now or a new one, is to develop a fraction
to apply to this total 1income in a corporation which

hopefully when applied, brings back to Alaska an



appropriate amount of income. Now, you do that

by taking factors that appear to be indicative of income
generating activities, such things as properties, payrolls,
sales and the like. These are things which indicate income
producing activities are taking place, and what you do is
you take ratios of these in the State to the total. Now,
the question is does this really work? Does it correctly

assign income to Alaska, or maybe when does

it work? When would this give you the kind of answer

that you would hope to throw up? Well, it would work if
roughly the same 1income is generated per unit of these

income 1identifying factors in Alaska, as 1in Alaska and

outside Alaska. These are the circumstances under which

it appears to work. That 1is, just let"s take one factor

for a moment. Let"s take property, 1if income is proportional
to property in Alaska as it is elsewhere. That says 1in effect,
if rates are returned the same 1in Alaska as they are elsewhere,
if that"s the case, and then you take the ratio of property

in Alaska to the total, then you will allocate, and apply

that to the total income of corporation, you will correctly
bring, into Alaska the amount of income that"s earned there.
That"s if the ratio of income, in this case the property

is the same 1inside Alaska as it 1is outside Alaska. And the
same would*" go for the other factors. If you"re looking

at payrolls, if income to payrolls arc the same in Alaska

and outside, then this would be the correct factor for



allocating income in Alaska. Now, it"s obvious, 1 guess,

to anybody looking at any of these factors, it"s unlikely
that they will Dbe identical in Alaska and outside Alaska.
Rates of return aren"t the same. You need fewer people

and payrolls under some circumstances to generate 1income

in Alaska and elsewhere, and so on. So that the apportion
approach basically says factors are not perfectly going

to be the same iIn Alaska and outside, and therefore work
perfectly, so what do we do? We take a number of these
factors. Three in this case and we average them, and

hope that that will give us an overall fraction which

will appropriately apportion income into Alaska when applied
against the total income of a corporation operating here,

ft averages somewhat obviously better than any single

one of these factors taken by itself. Now, the question

is how well it really works even when you average these
factors, and how much better will it work if you move

from the factors that you have now, to an extraction factor.
Professor Zeifman was asked in testimony yesterday, how
well his approach would work iu Prudhoe Bay and Alyeska.
Now, his answer was that his approach would be more effective
because it takes 1into account the whole picture. All the
profitability of the corporation was the answer. In a

more gonerAl vein ho also said that in reviewing the

disadvantages of separate accounting, 1in my review of the



disadvantages of separate accounting, | didn"t mention the
most 1important disadvantage of separate accounting, that 1is
again that it didn"t look at the whole pie, it didn"t look

at the total income of the corporation. So he was saying
first of all that his approach would seem to work better

for Prudhoe Bay and Alyeska because it looks at the total -
income of the corporation. And he also said this is one

of the disadvantages to separate accounting. Now, it seems
to us that looking at the whole pie, that is the whole income
of the corporation, all of the income it generates everywhere,
i.t in itself has no value, unless the apportionment you come
up with that you apply to this whole p .e, the fraction that
you apply to it, really works to get the appropriate amount
of income in Alaska. What we"re saying is that simply
looking at the whole pi.c, looking at the total

of the corporation in and of itself is no virtue. Its only
virtue only works if the apportionment formula of the
fraction you apply.to it is appropriate and brings it 1in,

and | think that"s very important to appreciate, simply looking
to the whole 1income of the corporation doesn"t say that this
is an appropriate appraochof getting a Lot of income as it

were.

Now, you remember our analysis ail along, with the present
system you have looked at these factors and tried to come

up with how appropriate they really were. Wo pointed out



that if you looked at the payroll factor, it was relatively

. You have relatively few people on payrolls

in the kind of functions that you will have in Alaska in the
oil and gas 1industry. Very few payrolls for production for
pipeline and so forth relative to the income generating, so
we were critical of this particular fact. In sales, it"s
been pointed out are often zero in Alaska. Sales are made
outside Alaska. Property, that to us appeared to be a
better factor. That is, you have very heavy 1investment
here in Alaska to generate the kind of income that you are
going to generate, but our analysis said that property
being a better factor couldn"t make up for these other
ones. Now, Senate Bill 236, this new approach, substitutes
extraction for sale, and this 1is clearly an improvement.

Oil production 1is a good measure of generation of 1income,
and therefore it is.a better factor. But the question
remains, does even this modified apportionment formula

do the job? Not just get. more revenues, which it clearly
will, and the other part of the approach is moving to book
net income also will get more revenue, and it"s not simply
a question of does it get more revenue, does it really

get the income apportioned to Alaska that is appropriate?
This sti.lL remains the question. And this 1is what 1 said
yesterday, the biggest drawback t:o tho whole apportionment

approach and even a modified apportionment approach as propose



hero, 1is that it is unclear how close you will come to true
profitability through this approach. It"s a very elusive

and very uncertain thing, and it appears to us there®s by

no means a guarantee that this will happen, and this we

see as the most serious drawback to this approach, and

there are really two aspects to the question of whether
appropriate income 1is apportioned to Alaska under this
approach. One has to do with how much 1in total 1is apportioned
to the State of Alaska! If you take each of the individual
companies, apply this approach, apport;on income to Alaska,
sum it up, how close does that come to the overall profitability
of the industry operating in Alaska, the profitability as |1
laid it out before. And the second question 1is, how does

il work for individual companies. That 1is, we apportion

use this approach for each individual company operating here.
How close does the apportionment formula come to apportioning
appropriate 1income to Alaska for individual companies. Does
it work well for some companies, not well for other companies,
and so on? IT this is the case, that works unevenly amongst
the companies, then you have a question of equity of
taxation. .50 these are the two aspects that arc important,
and this 1is an uncertain thing and difficult to really try

to come Lo grips with. How well, would this thing do the

job? Nov;, | stated yesterday that our office had done

some 1illustrative analysis to try to get some handle on

this question. We had been somewhat reluctant to put this
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formally on the recrod and discuss with you a little bit
about the results, what 1 saw as the major results that
came out of this thing yesterday, but we were somewhat
reluctant to lay out because there are a lot of caveats
involved in what we did, and when you put this thing into
the public record, 1it"s often used without regard to the
caveats which are very important, and we hate to see those
get lost. I have been asked if we would put this formally
into the record, and I°m going to do so now, and 1 would

then like to discuss it with you including all the caveats

and get those on the records. I would like to distribute
this to you at this time and discuss 1it. I would like to
spend some time on this. | hate to burden you too much,

as | say, | want to make it clear in your own minds exactly
what we have here and what we don®t have. Now what we have
done, we have labeled very carefully a hypothetical 1illustration,
Because it 1is a hypothetical 1illustration, T would underscore
that. It is a hypothetical illustration of this modified
apportionment: Tformula applied to book income which is the
feature of this new legislation, and we "ve done it for

three major Prudhoe Bay producers. Now, T. would call your
attention to the note first of all because this 1is important.
The note says the calculations shown on the table above are
not intended to represent projections of income that actually

would be of portion to Alaska in 1978 for the three companies
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if this new approach were taken. It is not that. Rather
their calculations are meant to provide a rough illustration
of how this approach might work for three Prudhoe Bay
producers that vary 1in size and scope of overall operations,
and even though these are identified as SOHIO, ARCO, and
EXXON, and we use some of their data, it really is not

meant so much that it is these companies, it 1Is companies

of these characteristics, and these are quite diverse
companies as you know. EXXON 1is a huge international

company. SOHIO has been basically limited to domestic
activities with very little production so far, and ARCO

being somewhere 1in between, so they are not meant to be
really the companies. We have used their data just to
illustrate what will happen with companies of different

size. Now, what we "ve done 1in this illustration is on the
first line to take from the 1975 annual reports of these
companies, these are the latest available to us, the

pre-tax net book income of these companies outside Alaska.
We"ve; just taken a pre-tax net book 1income, and since basically
in these companies virtually everything is outside Alaska 1in
those years anyway, we take this as the income outside Alaska,
and this 1is data for 1.975, and all we"ve then attempted to do
is to graph on to this sort of a Prudhoe Bay operation.

Now, we cast around for data to use for Prudhoe Bay, wo
considered making our own estimates, but wo finally settled
for some data that had been submitted by SOIIT.0 to the

legislature at the request of the legislature, and wo reluctantly
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used cliis. It was readily available, reluctant because
when SOHIO put this information into the record, they did

it with a lot of reservations, and we have the same
reservations about 1it, and anybody looking at these numbers,
I think, certainly should take }1 in the context of all the
reservations that SOHIO had about their own data, and we

apologize to SOHIO in a way for using it without a complete

list of all their reservations.

SENATOR CROFT - Could 1 ask just one question in that
regard? That was the information that was furnished
by SOHIO, at the request of the committee was furnished

to you?

RICHARD KILGORE - This 1is SOHIO submission 1.

SENATOR CROFT ~ To Greg Erickson, analyzing the corporate

tax? So it was Tfor that purpose.

RICHARD KILGORE - Yes. It was for that purpose, and they
.Labeled it as hypothetical and so on, which it is, and |1
want: you to understand that that"s all that it 1is, and we
appreciate their reservations about 1it, but we had to have
something Co give us an 1idea, something that v/e could graph
upon to present data, and we simply and arbitrarily gave

30% of that to SOHIO and 25% each to the other two companies,
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simply because Chat seems to be roughly their equities in
this thing, and if we add that, we end up with a figure for
total pre-tax 1inconme. This 1is obviously hypothetical, it
has "75 data, it has what someone hypothetically says might

go on in Prudhoe Bay 1in %75 purposes. Then,

we attempted to apply the approach of Professor Zeifman

to this. Looking at property factors where.the numerator were
the property factors used in the SOHIO thing. The denominator
was property as we Tfound it in the annual reports of the
companies. Payroll, we just took an arbitrary 2%. It"s

arbitrary that makes relatively little difference to the

analysis. The extraction factor, we took net production
as assumed i SOHIO0O hypothetical illustration. We took
as a denomina et production as it appeared 1in the

annual reports o». tho companies without worrying about
whether net production was quite what was meant 1in this
bill, and we averaged the factors for the companies.

We then applied it to pre-tax book income which included
other activities of companies and this hypothetical
illustration for Prudhoe Bay. Divide the average of the
three, which is the way this approach would work, and

that gave us the income that would be apportioned to Alaska
under those circumstances, and that"s the second to the last

line down there, and then what we did on the final [line was



to take this income apportion to Alaska out of the theoretical
model, but applying this new approach to this hypothetical
model, and looked at what percent that was of the income
assumed to have been earned on Prudhoe Bay and Alyeska

operations above.

I think that the most striking thing that came out of this
was the difference in the way the approach worked for the three,
companies. Again, three companies of these different characters.
In the case of the EXXON type company, the approach came very
close to apportioning what is assumed in the beginning was
tlie income there. 650 up on the top. 625 apportion. So
it worked very effectively for the EXXON type company in
this particular situation. It worked much less effectively
in the case of an ARCO type company with these sort of data.
It added up to less.than half, the income apportion to
Alaska, than it was assumed to be earned there in the first
place. And of course, 1in this simple model, EXXON and ARCO
are earning the same money in Alaska, but the amount of
income apportioned to Alaska under this mechanism are quite
sl;vi.ki.ngly different. In fact in the ARCO type case 1it"s
about half. The 501110 type company comes somewhere 1in
between, and Ln total the approach allocates about two
thirds of the total income from three companies in Alaska.
I certainly wouldn"t put too much slock in the two thirds,

but 1 think the more striking thing is the differences that



got thrown up amongst tho three companies here. Now, these

are very calculations, and things could very

well change. I might point one thing out to you. What is
striking in the case of the EXXON type corporation is that,
as | say, it appears to be very "effective in this case.

Arnl the question 1is, why? IT you go to an addendum on the
third page, it basically explains why this works 1in this
particular instance for this type of a company. If you

will recall, | said a while ago that if ratios of income

to the various kinds of factors you use are the same within
and without Alaska, then the approach works, in general

quite well. To take that a step further, the ratios of
income to the various factors such as property or extraction
are higher outside Alaska than they arc inside Alaska, then
the apportionment formula tends to favor Alaska. That 1is,
it brings 1in more income than it should. IT the ratio 1is
higher in Alaska than outside, then these kinds of ratios
work to the disadvantage of Alaska. Let me put it this

way, 1if we look at a property factor for example, and

within 1l.ho State of Alaska, one earns whatever 20% on property
(on assets) that"s the rate of return. If it"s 10% on
operations outside Alaska, a lower rate of return, and

you simply take the total 1income of the corporation then

use the ratios of property to allocate to Alaska, you will not

got the income to the State of Alaska that you should.
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IT the rates of return are higher in Alaska than they arc
elsewhere, then if you simply had a one factor apportionment
formula, simply property, and that says that, say, 157» of
the property is in Alaska, and you apply that to the total
income, but the problem is that that 15%, what is it going
to bring in? It"s going to bring in average profitability
to Alaska. An average of everything, and if Alaska is higher
you"re not going to bring in as much income as you should

in effect. That 1is because what you"re bringing in 1is
average profitability if you do that. IT you simply go

with the ratios of property bringing in ave“rage profitability
into Alaska, when 1in fact 1it"s higher. And the other way
around. IfT profitability is higher outside Alaska, higher
say relative to property, and again you only have a one
factor formula, and then you use the proportion of property,
you bring in average; profitability into Alaska, and in fact
it’s higher outside, so that you apportion more than you
properly should. Now what this 1is getting to is why does
this particular formula for these set of circumstances seem
to work for an KXXON type corporation? Well, the answer

is basically shown on the addendum. These, what we"ve done,
Lf you"LL 1look at the top panel, we"ve got the ratio of
income pre-tax net book 1income to property in this model
outside Alaska 1inside Alaska. Now, if you"ll 1look at [BiXXON,
i.l has a.very much higher ratio of income to property

outside Alaska than inside Alaska, Pre-tax income.



And, there Core, application of; this formula for the EXXON

type corporation is beneficial in the State of Alaska. It

pulls in more 1income than it otherwise would. This very

high ratio of 42.A here, has the effect of favoring Alaska,
%

and that"s basically why you get the results that you have

here. That"s why it works better for the EXXON type than

it does for other models that we have. Now, | want to

tie back to something that 1 said the other day. If you

look at the question of why does pre-tax net book income

to property look so high for EXXON. Is it because it has

really such profitable operations outside the United States?

This would suggest then that on a pre-tax basis they make

4270 return on their property. The answer 1is that this

number, this ratio, 1is inflated by all those foreign income

tax payments that 1 talked about the other day. EXXON works

big international operations. In the year 1975 it payed

tremendous amounts of income tax to foreign governments,

and that inflated 1its pre-tax net book income. After tax

it would 1look quite different, but we"re talking pre-tax here.

This 1is the way this thing works. So, that has inflated

this figure, you get a very high figure. It happens to

work to the advantage of the State of Alaska under this

model . Mow, as | said the other day, this 1is a particular

aspect of this thing, pre-tax net book income including

foreign income taxes that may not be the case in

the future. These may very well dwindle. Income tax payments



probably will be replaced by purchases of oil, so that

this high factor that"s built in here with our particular
model that happens to throw up a reasonable amount of

income for income corporations, may not in the future, may

not be this way in the future, but the fact that this EXXON
type corporation, international corporation 1in this

particular illustration ends up with an apportionment

formula working correctly may not hold in the future.

It"s uncertain for a lot of reasons, including this particular
income tax feature. IT we went through this illustration

five years from now, the results might be quite different

here. In total, and 1 think amongst companies, |1 think
really there is no way of knowing. Now, again, this is
merely illustrative, nothing more. We*"ve taken these three

companies because they"re quite different companies, they"re
quite different companies of the type that will be operating
in Alaska. Their own income will be quite different
obviously, but if you just grafted on the Prudhoe Bay
Alyeska thing to this on some rough assumptions as profit—
ability and investments and so on, this is the way it

would appear to work, and all | submit is that i1t does raise
guestions about this approach and about its ability really
to identify income. Clearly, tho apportionment by picking
another factor that takes up a higher amount of income,

but that in the process of merely increasing the income,

it creates some inequity, and if what you want to do 1is simply



increase the take, you ought to increase the rate, instead
of tinkering with one of the factors to simply produce

additional income.

RICHARD KILGORE - Of course, 1if You increase the rate, you

have to increase the rate for other corporations.

SENATOR CROFT - Sure, then what you®"re saying 1is that Alaska
operations themselves are not paying enough once you®"ve
isolated it. Then your solution to that problem is to
increase the rate if you think you have to have more, rather
than trying to increase one of the factors that go into
determining what portion of the income is allocated to

the State.

RICHARD KILGORE - Well, this might be one approach. If you"
not willing to change the factors, you would be left with
changing the tax base which has also been suggested, or you

would be left with changing the rate.

SENATOR IIIJBER - I wish that Dick would discuss the pre-tax
net book 1income on extraction because | want to ask him a
question about the sales factor that it replaces. It looks

to me like the sales factor that it replaces would be on

the same side of the book as how lie explained the 1income



from property up above to where Alaska would get more than
its share, because we have less than a reasonable share
of the world-wide sales.
%
RICHARD KILGORE - Well, accept that to the extent that sales

are really zero. This may drop out of your thing all together.

SENATOR HUBER - You mean that doesn"t work out because we
have a multiplying factor, or a dividing factor of zero?

I don"t like these mathematics that don®"t work both ways.

REPRESENTATIVE MEEKINS - I1"m just trying to figure out how
this works. Is it, 1 might have itbackwards, 1isit the ratio
of whatever the factor is to income to the factor if it's

higher than outside then........

RICHARD KiLCORE - Then 1it"s to your disadvantage because

you"re bringing it .in at the average.

SENATOR CROFT - In that regard, our best guess as far as
Prudhoe Bay is concerned is that with regard to about 75%
of the operations at Prudhoe Bay is going to work to our

disadvantage. We"re talking about 50% SOHIO, and 25% ARCO.

RICHARD KILCORE - Or in total, but as 1 said, |1 would not
put any precision on these at all. In this particular model,

what happens in total, you throw up about two thirds when
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the companies combine.

ITf you"ll just look at the illustration itself, you will see
that total income apportioned to Alaska, the sum of the three
companies 1is seventeen sixty. When in fact by definition
they are earning 2.6, it"s about two thirds, but I would not
take that as indicative of how much this approach will really
do. I think that the more important thing here is how it
seems to work for the different companies, and also in a
sense says, at least suggests, that for this particular

model it also doesn"t throw up all of the income as well

in total.

REPRESENTATIVE MEEKINS - But you could get a rough estimation
of: how that"s going to work by seeking out different: companies
and going with their finding what their ratios are in terms
of tho profitability of their Alaskan activity versus their
average, and you could sec whether or not you are losing

or gaining the respect of that individual company, couldn"t
you 1in that respect if you knew clearly that the profits
rates in Alaska were much greater than for those factors

than their average world-wide, then you wouldn®"t know exactly
how much, but you would know that we®"re not getting what"s
appropriate, and wo"re taking the average instead of the

higher rate.
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RICHARD KILGORE - It 1is possible to gather enough information
to look around and see how it would work with various
companies, but that"s not really what 1 suggest that you do.
This 1is, as 1 said, intended purely as an illustrative to
demonstrate how it works under these particular set of.
circumstances assumed here, and again I would look very
carefully at the notes to this and also to the note which

sets out some caveats about this.

Now, this 1illustrates, |1 think, some of the potential problems
and | think, at least | hope, focuses on the workings of

this thing, so you can think about the workings of this
approach. This was described, 1 think, 1in testimony yesterday,
as Tictional and | guess it is illustrative based on some

real data, but it cert;inly is not intended to be a projection
of what will happen or anything of that sort. It was described
as fTictional as opposed to some actual data that were used, tax
return data that were used to develop this approach, and 1
would 1like to make at least a couple comments on some of the
inferences that were drawn from those tax return data. for

one thing, they were used to illustrate net book 1income

i.f you"ll remember exceeded taxable income for the companies
and it certainly demonstrated that, and no one was surprised

at that result. Now, the second thing though, 1is that

what turned up i.n those tax return data is that for
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companies Cor which you had both apportioned income and
separate accounting if you"ll remember, the former, that

is the apportionment is always higher, it was positive,
described as always positive, and t.he latter, separate
accounting always zero or negative, and this was taken as
evidence that separate accounting doesn"t work. Now, 1°d
like to address myself to that problem. The question 1is

why did you get this result. Why did apportionment give

you positive, and in this case which is oil companies
operating in the State, 14 of them I believe back 1in

73, "74, and "75 that you got this kind of result. It

was said that Mr. l.ipton was wrong when he guessed that
perhaps the reason was that you had zero sales and therefore
when you went to separate accounting you had zero sales

and you started subtracting and so on, but it wasn"t
Indicated what it is that really gives you this kind of
result, and 1 think that it would be of considerable interest
to you to find out why you got this kind of result. The
explanation really was not given, and when 1 say it was

said that zero sales were not the reason, zero sales 1in

the sense that producers that were producing and selling
would declare their sales at zero. That was a hypothesis
that we had, apparently that"s not it. I can only speculate,
I would guess that in the years covered what happened was

that there were companies operating in Alaska and spending



money on payrolls, they have some office space, property,
exploration, money, geophysical work maybe, bonuses, 1 think
that bonuses were paid and the like, and there must have
been such companies >at had little or no revenue that were
not gaining revenue out of production 1in Prudhoe Bay, .and
for these companies they would in fact be running losses.
That 1is they would have no income. Not a question of your
producing, but selling outside the State, simply that they
don*t have any 1income.” Now, if they don®"t have any income,
no revenues 1incurring these various expenses, they would

run losses and separate accounting would certainly show

them with losses, but I don"t think if this 1is the explanation,
and if it"s not | think we"d like to know. If this is the
explanation, 1 think one doesn"t go from that to assume that

separate accounting always ends up with no income or negative
income, clearly if you apply accounting to the producers on
Prudhoe Bay, they will not throw up no 1income. I would

also point out the results which said separate accounting
negative apportionment positive, why does that happen?

Well that happens probably because these companies had
payrolls 1in Alaska. People were here, and they were getting
interested in the search here, and so forth, so you threw up
some positive 1income by apportionment. You had some payroll,
you had some property and so on. And you throw up positive

income, but T think you have to ask the question of whether



this is really what you intend to do if we have companies
operating in Alaska at losses because they haven®t found

any oil, haven™t generated any income, do you really want to
apportion income to them in Alaska and tax them on it?
Should they pay income taxes when in fact they have no

income in Alaska?

CHAIRMAN POLAND - Mr. Kilgore, 1I"m afraid we"re going to have
to break now. Our schedule this afternoon is 1:30 PM at

the Supreme Court Room again, and we only have one individual
scheduled to speak this afternoon, and that®"s the gentleman
from British Petroleum, so possibly when he®s through, we

can resume the rest of this discussion with you. Thank

you very much.
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RICHARD KILGORE - I am trying hard not to take it as a reflection

of my testimony that every time | testify fewer people seem to show
up, but this is a Saturday morning and 1its not quite like the middle
of the week. My opening remarks, 1if you recall, were, try to
present some overview of the various types of taxation on the issues
and principals of oil and gas taxation. My second testimony

before Senate Resources, and in the afternoon before the two
committees, tried to elaborate and sharpen the pros and cons In g
approaches to income taxation, that 1is the apportionment verses
seperate and direct accounting. Now today, 1 would like to provide
you with our comments on the specifics on the bills before you,

and also take the opportunity to address some of the 1issues raised
by other testimony you have heard. And I would Iike»to start again
with the income tax. Before 1 get to the specifics there, 1 would
like to discuss very briefly, some of the broad questions raised by
industry spokesmen, in which they say that any deviation from the
present three factor proportionate formula raises the potential

for double or multiple taxation. I think this point was realsed by
every one of the oil campany spokesmen. I want to make 1t clear
that if all states used the three factor proportionate formula

only, then the total income of the companies 1is apportioned to all
the states and the sum of the tax basis in ;he individual states

will add up to the corporations total Income, and the deviations,



either by different factors such as the (Eathen, Ainsworth approach?)
as substituding abstraction or going to book income or going to

some sort of seperate accounting approach does tend to work 1in the
direction of raising the tax basis of states that do that and has the
tendency of each of the states in their own approach to taxation
identifying a tax base which when added up on total would be
somewhat more than the total income of the corporation. I think
there can be no denying this, taking either of these two approaches,
does raise the potential for double taxation. Tnis 1is clear, but
against this Alaska has to be concerned with how the apportionment
works for the State itself, and how, not simply how the system

works 1in broad for the companies and equidy for the companies,

but how it works for the State of Alaska and what sort of income Iis
thrown up for the State of Alaska, it can"t ignore this either.

The State, looking at its own situation, 1 think in many respects
does have a unique situation to look at, in many respects Alaska

Ls unique and the taxation of oil and gas in Alaska in itself is
unique. As I don"t really have to tell you, oil and gas 1is far

in the way, the largest industry and will be the largest income
producing Industry 1in Alaska. Alaska also does not have other
industry, much in the way of other industry other than oil and

gas it does not have major, it does not have agriculture on any

kind of major scale as do other states, so many other states with

a broader economic base can afford to have apportionment formulas



which they wor*if well fcr some Industries, not so well though for
others and so forth, they tend to more average out than certainly
they would for the State of Alaska. Another unique feature of
Alaska®™s situation 1is its oil and gas industry is largely extractive
and transportation ends of the business, Alaska does not have major
refineries as do other states such as California, Louisiana, and
Texas. It does not have major mardeting because it has limited
markets on it because of its limited population, so it does not

have major 1investments 1in mardeting and alike as other states do.

So without refining, without marketing, head offices are not located
here and so on, it does not have many of these factors which 1in
other states have helped the apportionment formula work for the states.
That 1is where you have all of these other activities, one tends

to have larger payrolls, there are larger numbers employed 1in these
other functions tends to apportion Income to those states. It does
not have major sales within the state and so on. So this also

makes Alaska®s situation unique and as we have said many times, it
tends ti make the three factor a-portlonment formula not parti-

culary effective for Alaska. So on the one hand, the Industry®"s
argument 1is certainly a legitimate one and they have every right to

be concerned about totential for double taxation and 1 think,

beyond that, the potential that if you adopt this sort of a system
that other states may somehow follow you and i1f this happens to

them they more and more run the risk that the sum of the tax basis

in all the state's exceed their own Income and this 1is a very legit—
imate concern of theirs. On the other hand, you do have these

unique features of the oil and ga3 industry in Alaska that 1 have just

momtioned, This means that Alaska really has to weigh its own unique



circumstances against the violence done to the principal of uniformity
and the potential for double taxation, 1if you alter your 1income

tax, you must appreciate what you are doing and what you are doing

to the companies, you have got to attempt to assess, at least broadly
what it =—eally does mean to the company it violates the principal
clearly, but what does it mean in terms or dolars and cents of the
potential for double taxation in those terms and | think in that
respect,/some of the questioning of Senator Croft yesterday was

along those lines and I think you probably also should pursue

this somewhat more. You have to admit what you are doing, it would
work in this direction but you have to get some appreciation of
exactly what that does to oil companies. And 1 think in that

respect if you are looking at that, |1 think, it is relevent that the
oil industry 1is not taxed 1in all states, there are some states that
do not have a corporate income tax and 1 think it is,also relevent
that the tax rate 1in other states 1is often lower than it 1is 1in
Alaska. So if you are looking at the double taxation issue, |

think this 1is relevent because it bears on how much are they really
hurt by this kind of double taxation fort of thing which other
approaches imply. And I think you have also been concerned, to*

some extent, that what you do would set a precedent for other

states and, this 1is a legitimate concern ol* the Industry, | don %
know any other situation, at least | can"t think of any other
situations which what you are doing would immediately trigger some—
thing by some other state, but still the potential for that happening
is there. So | think 1its very Important for you to appreciate that
what 1is being said is correct, you have your own Interest, and if

you are going to go this approach, that you appreciate what you are

/
doing and try to get some feel for what it really means to the
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companies. Now 1 would like to move on to some specifics on the
bills before you, the income tax bills, and | would like to start
with Senate Bill 236, and House Bill 322. This is the so-called
corporate franchise tax and it is a modified apportionment formula.
Now, here we really don"t have comments on the bill itself and the
way 1its drafted, it is, as far as we can see, a well drafted bill,
does what it is intended to do, and | think in the respect of this
bill the questions we have on the bill really have to do with the
effectiveness of the approach and not really the specifics in the
bill. It seems to do what it Intends to do and the question in

mind is, how effective 1is the approach this bill is attempting to

use, so I really won"t have any line-by-line comments on that, but I
will on H.B. 105, excuse me, S.B. 105, H.B. 1*15, somehow 1 seein to
have misplaced that one. Yes, Senate Bill 105. I would Tfirst like

to call attention to, on page 1, line 18, to the intént of this bill,
the intent of the bill seems to be, have to do with the determination
for tax liability on production and pipeline activities, it addresses
itself to these activities and in fact, uses the work "activities",

it is not a tax on an entity, 1its tax on activities, now this
approach would presumably differ from a net proceeds approach

which taxes 1income form well or field or this kind of thing. This

is presumably looking at these particular activities, that is oil and
gas production activities and oil and gas transportation activities.
And this is what the intent states, but when 1 am going to come to
later sections and discuss those, | think it looks to us as when you
go into the sections of the bill, which Involve the calculation of
the tax it doesn"t really secin to be consistent with the intent to

tax activities which is stated in the beginning, and I will ella-



borate on that when 1 come to It. | would also point out on page 1,
line 28, that when it comes to taxing oil and gas transportation,

like pipeline, this bill refers only to crude oil or natural gas by
pipeline, the wording of the bill very specifically excludes products
pipelines in the state and you have a products pipeline coming on

soon | believe, 1 don"t know whether this was theintent of the bill,

I just want to point it outto you but this particular piece of leg—
islation specifically excludes products pipelines and 1 question whether
this was deliberate or not, | think you ought to consider that. Moving
on to page 2, line 2", these are the costs that could be deducted

under this bill. It has costs, 1including the cost of gathering, gathering
is used there. Now, the point | want to make on the use of the words
"cost of Gathering™ 1Is that these costs of gathering may very well be
beyond the well head. This is a bill which takes well head value as
the income and starts deducting cost, gathering cost)ﬁay be beyond the
well head in which they don®t, 1in this case if they are beyond the

well head they do not go to build up the well head value, but in

fact, rather serve to reduce the well head value, so In effect if you
take this treatment of using gathering costs as a deduction and these
gathering costs are beyond the well head, in fact what you are doing
seems to be allowing a double deduction, double deduction.

QUESTION- Thinking that thetax is placed at well head, andthese are
beyond the well head so Itsa bouble deduction.

KILGORE - It 1is a double deduction, right, it could be a double deduc—
tion, in fact 1 don"t know how it is going to work on Prudhoe Bay,

but the gathering could in many areas trump lines that also are the
gatherers, it could be in this case that Alyeska pipeline would be

the gatherer and you would be taxing them under this bill then you

would also be allowing against oil a'nd gas production a gathering



charge or a gathering cost so | think you ought to, this 1is something
that needs to be cleared up, 1if it is gathering, maybe it should very
specifically say, "gathering before the well head” or something of
this sort. Your wording should establish some kind of consillience
between the value 1in the producing function and the value of the
activities in the transportation function beyond that. My next
comments are on page 3, line 1, again we are talking about expences
that can be deducted when it talks about lease acquisitions payments
on the well head, lease acquisition payments, property taxes paid
before the production on the lease holds, so what we are talking
about are lease acpuisition payment on the lease holds, now we

are going to underscore on the lease hold. Now its not clear to us
with this kind of wording whether this is ment to be restrictive so
that the deduction for these Kkinds of costs are restricted to producing
lease holds, or is this generally an applicable feature of the law,
that is when we use a word on the lease hold does that mean we are
confining deduction ofthose costs specifically to income from that
lease hold or is it more generally deductable. This sort of problem
1 think runs all the way through here and this particular section
looks to us as if it might be intended to be restricted, that 1is restrict
the 1income against which these acquisition costs could be written.
Especially if you look at this in the content of section 7, a little
further below it appears to us that this may be the intent. And

that same problem c.oines up on the same page 3, on line 9, where

we have associated with a lease hold, another case we have "field" in
this particular wording here and, | t .ink in another section there”"s
the use of the word "property". Now, if these different words are

used in here, |1 think that it ought to be made clear that there



is a intended destination amongst these various things, | am going
to come later, to a more general approach to this, where one really
wouldn®"t really need these kinds of words and this seems to imply
to us that there is some destination between these and therefore,
there 1is some restriction against, restriction on what income
various kins of catagoiies acrossed here can be written off. In
general, the wording of this whole section here en deductions really
seems to be closer to us to a net proceeds tax than it is what we
would call a seperate accounting approach. The wording were would
seem to imply that to us if it doesn®t mean that 1 thank the wording
ought to be changed, it ought to be very clear against which 1income
you can deduct, your various expences. For example, it is not
clear to us in the wording of this bill how a producer who has
income, say 1in Prudhoe Bay, has made another oil discovery and he

*
is in the process of developing that discovery, putting in producing
wells and the like, it is not clear under this bill, to us, how he
could handle those development costs, would be able to, if he had
to capitalize it, could he start writing them off immediately
against his Prudhoe Bay income or his other income, or would he have
to capitalize those and wait to deduct some sort of, that capitalized
cost until lie had production from this other new field that he has,
so its not clear to us what 1is really intended in this bill, 1is it
really a seperate accounting approach or 1is it something closer to
a net proceeds. This raises the question of what should be your
basic approach. Now if what 1is intended here 1is really seperate
accounting, under an Income tax and not a seperate kind of tax as a
net proceeds was, we would think a more appropriate way would be

really, to consolidate all the exploration, development and production



revenues and costs anywhere In the State. That is one would take
revenues where ever they were from oil production or production of
oil and gas in the State, and then be allowed to deduct all expences
having to do with the activity of exploring, development, producing
oil and gas, and this ould mean allowing the expencing of dry wholes
here agains income there or development costs, amortization of
development costs as against your income elsewhere, and we think if
this is really an income tax approach, this makes more since really
than an attempt to narrowly link expenditures with producing income
from specific fields, even if you then allow some sort of write-

off for losses and so on. We think It makes more since to go a

more consolidated approach and it does not appear to u.. that the
working nearly does that. Moving on to page 3> down on line 2%,
this is where we get into the determination of pipeling transportation
income, the first section of this lias to do with pipelines that,
operating solely in Interstate commerce and in this case subject

to ICC regulations. Now what the bill sets as taxlble income under
those situations is 8% cones from, ICC said that one can set tariffs
no higher than that level which would result lu a 8# return on valua—
tion of the pipeline, thats where this comes from, and seems to be
an attempt to get that 1income. Well, first of all there would
appear to be a technical flaw 11" this 1is the intention of the

bill, to tax from the basis of ICC Income. IT you may recall, the
ICC 8# allowable return on pipeline valuation is 8# after tax, that
is after Income taxes, after the deduction of all income taxes,.
Including federal 1income tax, therefore, 1if this tax were operative
and you were taxing at 8# of the valuation of the pipeline, you

would be taxing O0# oll after tax income, not before tax, and 1 don"t



think that was the intent of this bill. All your other sorts of
taxes are always on before tax income, your present tax law starts
with taxable 1income, Tfederal taxable income, well, this is before the
deduction of federal 1income taxes and this is after the deduction of
federal income taxes, a very much smaller tax base, and | don"t

think your intent ever was to tax after the federal income tax was
already deducted. So 1 think this was probably just a technical
problem here |1 don"t believe 1t was really an intent to tax after

tax income rather than before tax, and if the intent is_to really

do this, that is tax assentually on a ICC basis this is what you
would obviously have to do | think.is to take 8% after tax, add back
the federal income tax, gross it up to a pretax concept. Again |
think this 1is just a technical matter, 1 don"t think this was the
intent.

SEN. HUBER - 1 think, 1 wish Chancy were here, | think it was their
intent to tax it after, if that was their intent, would you have

any comments that would apply to it?

KILGORE - Well, I don"t really know what the pruposeof it would be,
your general principal of taxation in most cases for corporations
taxes iIn states is to tax on a taxable income basis before deduction
of federal 1income taxes. And it seems to me, you are kind of restrict—
ing yourself to roughly half what kind of tax base you normally would
try to reach.

SEN. HUBER - If the Intent was to tax after, would thishave the
offact of not allowing it to be put into the base insuch a manner that
it would decrease the value of the oil? In other words, the value

of Alaska®s oil would decreace by the transportation charges and the

profits on the transportation. They may have been aiming at that



KILGORE - Sentor Huber, 1 don ™ see how It would work that way
because no matter, what ever state taxes you Impose on the pipeline

I don"t care whether they are on a before tax, after tax, or property
or whatever basis*, they are going to be a liable deducation under 1ICC
rule making. Going to a lower base and taxing loss will not, it will
still be a deduction obviously, it will be a lower deduction, but if
thats purely your aim, you can not tax them at all if you want to

get the well haired by that, if thats what you really have 1in mind.

I think this 1is, you can talk to the people who wrote this but 1
think this in an oversite. This is a technical matter, 1 want to
point it out because | suspect it was not the intent, but we also
feel that this method of taxation has problems anyway it Is clearly
tax on deemed 1income, it does not look at the actual revenue of the
pipeline, it does not look at the Individual costs 1incured by the
pipeline, its deed, and it may very well not accord with the 1income
actually earned by the pipeline. That 1is even if the pipeline, a
Alyeska pipeline is setting tariffs in line with ICC rule making
trying to get the maximum 3% there 1is no assurance in any one

year that they will in fact earn 8% on valuation obviously,

you don"t know exactly what your costs are you don"t know what the
values are going to be and so forth, so what you do is set a

tariff which would appear on a projected basis we will try to get
your 8% valuation, there 1is no assurance from year to year

that you may in fact earn income greater than 8% of valuation

or less than 8% .on valuation, there 1is Just no knowg exactly

what sort of results you will get, and so certainly the ICC

Itself does not Intend that exactly 8% is earned every quarter

every year and so on, 1its just an Impossible thing, it just

t

can"t happen, 1infact if youlook at the ICC records,



you will see thats clearly the case, not every pipeline 1is earning
exactly 8% from year to year. So we thinlc the real problem with
taxing on a deed basis an aproach which looks at the actual

revenue and expenditures of the pipeline, one of the other
whitnesses yeasterday asked if this was in fact legal to do it

on a deen basis,we don @™ know the answer to that but it may very
well be legal questions with this, there are also questions

with equity, taxing in a dean basis rather than an actual basis.
Sen. Huber- it it possible then that they just intended to

use the lower base so it would be effectivly about 4$ insteat

of 8%, 1is that possible

Kilgore- thats possible, that would be

Sen. Huber - cause | can see what they are trying to get to,

if you have to tax these oil pipelines in accordance with persentage
of interest, mobile oil pipelines all over the country areall worked
into the company and you get that scrambled egg that you can"t un-—
scramble, and 1 hhink they were problaly willing to take a smaller
persentage right off of the interstate Alaska line at a point where
tthey would get it ratherthan unscrambling that egg., | think thats
the attempt.

KILGOR_- Senator Huber, it is my understanding that out of some
URderleglsltaion you passed 1in past session that the companies wi]l
be providing you withan accounting of Aleyeska pipeline, unscrambled
from the rest of their pipeline oppscations. That 1s my recolection
and the pipeline regulatory bill, this is one of the provision

and one tlat was net taken out laterthat the companies will infact
provide you withrevenues, costs for Aseyeska pipeline

HUBER- again, this wasn"t something that | helped draft, but 1

believe you to know information is to be provided the mechanisms



in our income tax law for unscrambling it and getting to the
income of the pipeline just from Alaska are considered to

be unyielding or don"t exist. I think that"s where the egg
scramble 1is. I think that"s what we"ve got here. It just
may help in you telling us how to do it. I wish Chancy was

here again, as 1 say. Is he coining back Madam Chairman?

CHAIRMAN POLAND - No.

SENATOR HUBER - He won"t be back this morning. I had counted

on him King here, he said he was going to.-

CHAIRMAN POLAND - He"s at a finance meeting.

«

SENATOR HUBER - The reason is because the bills that he"s
talking about new by the subcommittee, Chancy and Greg are
the people that can really help us on them, and they should

be here.

CHAIRMAN POLAND - Well, don"t tell*me Senator Huber, tell

him.

SENATOR HUBER - Well, I can®"t tell another Senator what to
do, but 1°d really counted on him being here. It"s too late

now. We could have Greg and we"d be getting more information.



CHAIRMAN POLAND - I don"t know why Greg isn"t here. Let"s go

on anyway.

RICHARD KILGORE - Well, some of the intent of this section,

I think, becomes clearer when you get to later sections about
the Alaska Pipeline. I would Ilike to point out though, that
this taxing on this basis of inter-state pipeline at the

s7. also really doesn®t give them mu%h of any incentive, no
incentive really to lower their tarrifs if they"re really
interested in doing it. What is being taxed at that full

8% and you go to a lower tarrif, you don"t even get any

income tax benefit for dcing that, so 1°d like to point

that out.

SENATOR HUBER - And even if you taxed it at half of that, it

would be the same kind of incentive situation.

RICHARD KILGORE - Yeah, there just 1is no incentive to do that.
You"re going to pay on that regardless of what you do, unless
you go to the other section of the bill that follows a little
further on, which appears to be an attempt to strengthen the
Alaska Pipeline Commission. That"s a section just a little
bit further on. Now, we basically wonder whether this is
really necessary that one would try to force people through
your 1income tax legislation to accept rules and regulations,
and so on, of the Alaska Pipeline Commission through an income

tax approach. I think we should also point out that under this



bill if a company, pipeline company, wishes to set tarrifs,

say, lower than what would give him 8% on valuation, 1in face,
he may very well want to set tarrifs along the line established
by the Alaska Pipeline Commission, but he may not want to go

as far as the section here that says that he has to abide

by all the rules and regulations of the Alaska Pipeline
Commission. He may not want to go that far, but he may

be willing to set tarrifs along the lines that the Alaska
Pipeline Commission feels are appropriate, and he"ll still

be taxed at the 8%. He has to go all the way 1in order to

have his income calculated in another way along the lines

of the Alaska Pipeline Commission, and we really question
whether this is the proper vehicle for trying to strengthen

the Commission. We think there"s a question algo on the

bottom of Page 3, where there"s no ICC valuation where
companies engage at least partially in intra-state commerce,
and then it talks about he can have his taxes assessed on

the basis of the Alaska Pipeline Commission assessment

of income, and it"s not clear to us from the wording here
whether, what this means. Does this mean the rules of the
Alaska Pipeline Commission as applied to the total operations
of this pipeline which 1is both an inter-state and intra-state
commerce, or does it only mean that part of the business of

the pipeline which 1is purely intra-state. I suspect the ihtent
means all. The Alaska Pipeline Commission rules and assessments
of income as applied to the total business of the pipeline, but

it"s not entirely clear to us that this section says that.



As 1 said before, when you come to Page 4, Line 14 where the
election, there 1is an election, it may very well be that
companies are willing to set tarrifs more in line with what
Alaskan®s deem are appropriate, but still be reluctant to
subject themselves to all regulations and so forth, provisions
of the Commission. A minor technical problem on Page 4, Line 21,
where we"re talking about taxation of gas pipelines, this has
to do with income along procedures established by the Federal
Power Commission. I think it would work out very well to say
Federal Power Commission or Assessor because as you may know
there are, President Carter has proposed a reorganization of
our energy, various energy agencies in the United States,
including a Department of Energy which would include in it

the Federal Power Commission, so it may very we"ll be subsumed
under something else, so I think it should say that. Now,

our feeling is that if you"re going to go the separate accounting
route, | think you ought to consider carefully, rather than
these sort of provisions that appear here, a more straight—
forward kind of separate accounting approach for oil pipelines.
As | said before, it is our understanding that all the

revenues and costs of the Alyeska Pipeline will be made
available to the State, that is they will not be hidden 1in

all the other pipeline operations of the companies in the

lower "43,"which would have been the case without your

own provisions for them, but you will, it is our understanding,

get the information, and it would seem to us a more straight-



forward approach to take these data and assess what the income
is of the pipeline. One may want to take the information
given and change depreciation rates or something of this

sort. You may not want to use the same ones that the ICC
does, as would be given to you by the companies, but you

would have information to make a straight-forward accounting
of the pipeline, 1if you desire to go the separate accounting
route, and if you do, we would urge that you look carefully

at that rather than these sorts of provisions here.

On Page 5 we have a section for the determination of 1income
from other activities, that is from activities other than
the oil and gas production and transportation, which you
dealt with on the separate accounting basis, and what it
amounts to is an apportionment formula for the rest of the
income. Now, we think that the language here 1is really

not clear either. There is talk about adjustment of factors
to take out of the factors, say the payroll, etc., that are
.involved in the production and transportation section before
which are separately accounted. One would take these out

it says, but it doesn"t really tell you whether they should
be taken out of the numerator, or whether they would also

be taken out of the denominator of the fractions used 1in

the apportion systenm. We don®"t think 1t"s clear. I think
you could also raise a question as to what®"s 1intended here
also, what you®"re going to do is exclude 1income that you tax

otherwise in this bill before this on production and transportation,



but when you come to apportioning for other activities 1in
Alaska, you appear to leave in the total income that gets
apportioned, the total income of the company, you appear to
leave in all their other production and transportation activities,
so in attempting to get at, say, what refining income 1is here
in the State, you“"re going to go through an apportionment
formula which 1is also going to produce not only their refining
activities elsewhere, but their production and transportation,
and so on, and it"s not entirely clear to us what exactly

you really want to do under these circumstances. Presumably,
if a company had no other activities in Alaska, that all their
payrolls, properties, etc., were associated purely with the
transportation and production functions, these fractions would
be zero, and there would be no problem, but as "long as there
are other people involved in Alaska you T3uld be apportioning,
and | think you ought to conisder carefully what it is that

you want to, how you want to try to do that;

We have down in Section 11, some provisions that have to do
with the Department of Revenue providing estimates of tax

co .ts of various Kkinds of deductions, and I think our only
guestion there is the way the wording 1is, 1it°s a very raw
statement about the tax costs of various deductions. It
would seem to mean you would have to come up with a tax cost
of all kinds of categories of costs. I think what 1is meant
is the tax costs of various special kinds of tax accounting.

I don"t think it really means that they want the tax cost



of such things as just plain operating costs, wages and so
forth. I don"t think that"s the intent of this that one
would want the tax cost of deducting payrolls, | mean because

noone questions the deduction of payrolls.

CHAIRMAN POLAND - I"m sorry, but we"ve had a slight emergency,

and we"re going to take a ten minute break.

(MEETING RESUMED)

RICHARD KILGORE - I"ve been asked if I wouldn®"t state again
what our problems were with the wording on the bottom of

Page 5. This section calls for the Department of Revenue

to rpovide a report, and in that report it asksﬂfor a

report on itemized deductions by category, and the tax

cost of these deductions. Now, | suspect what 1is not meant

is all i1temized deductions, that is, one would have the tax
cost of allowing royalties as an expense, the tax cost of
allowing payrolls as an expense. I don"t think this is

what they have in mind. Normally when you®"re talking

about the tax costs of something, you“re talking about

what is the cost of treating various items 1in one way

versus another way. That is in the case of intangible drilling
costs, allowing them as a straight expense, or do you capitalize
and advertise them over time, or if it"s percentage depletion,
what®"s the cost of this particular way of accounting, and

normally one calculates tax co$t for those things, not for
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normal kinds of operating costs and so on that one has.

I think that this should be defined a little bit more here,
and the purpose of doing it too, also, 1 think should be
defined, but I think what is meant is some special accounting
procedures and so forth on tax cost of these, not all itemized

deductions as is stated here.

Now, turning to Fage 6, Line 3, talks about in this report
for the Department of Revenue, a summary of each corporate
tax return filed which shows income from the production of
oil or natural gas, showing the total amount of oil and gas
produced by or for each tax payer, the taxable income of

the corporation from production as reported in gccordance
with and so on, and also the pipeline transport;tion. Now,
we TFeel that this kind of a public report of income tax
information could be especially threatening for the companies.
We think it raises a lot of questions about laying out in

the public record various kinds of information that would
normally be considered confidential, and laying this out

on the record, we think could have some impact on competitive
situation of the industry. What it would do, i ©probably
disclose the specifics of Prudhoe profitability. Everybody

has an idea of what Prudhoe Bay profitability 1is, but this

would probably lay it out on the line.

SENATOR HUBER - Is that bad, to have the profitability laid

out on the line fo: nee, so that we all know what we"re
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talking about?

RICHARD KILGORE - Well, I think from the standpoint of the
companies, it is bad, and | think they have a ligitimate
complaint about this because once this information 1is out,
it's not only available for you people to assess, but it
also would effect competitive relationships. That is it
would throw up information which say companies in the
position of negotiating for the purchase of Prudhoe Bay
Oil would know alot about what their competitors® costs
and so forth were, and this is the kind of information which
is normally not available in those kinds of buying and
selling relationships, and | think for those who are 1in

the selling position, this is.....

SENATOR HUBER - Did you say for oil or for lease

so that | can relate it.

RICHARD KILGORE - This calls for the whole corporation as
such. This would presumably show for any individual company
its total profitability on oil and gas production in Alaska,

but it"s basically EXXON"s and Prudhoe Bay"s position obviously.

SENATOR HUBER - Richard, 1"m trying to be constructive, but
I"m having trouble, I can see where more data base being

out, 1f the companies we"re talking about between themselves



selling their leases for their property, maybe somebody
wants to sell somebody a pig in a poke or something, so
the data being out would be detrimental, but I think you
said that in selling oil, rather than oi] properties, and
I wonder about that being it"s a completely controlled

market, how there would be any legitimate interest there.

RICHARD KILGORE - Well, it may not very well be a completely
controlled market, we don"t know how FEA, what they"re

going to do on Prudhoe Bay pricing and so on, but what the
FEA does is always set ceiling prices, and there®"s a question
of whether one can realize the ceiling prices. There may
very well be a situation where major refineries 1in California
who are not Prudhoe Bay producers will be bargaining for
North Slope Crude, and trying to strike a bargain with a
North Slope producer, and this price is not fixed, there

will be a bargain on some of these prices, and you do something
when you introduce information in the public record that the
buyer has access to. He knows then more about the economics

of the seller.

SENATOR HUBER - The future danger it might cause than, rather

than the present because they“re so tightly sewed up now.

RICHARD KILGORE - In fact there"s a general proposition putting
this kind of thing on the record does put out confidential

information which is normally not made available in public,



which 1is internal to companies, and | think it changes the

bargaining kind of situation to some extent, it just has to.

SENATOR HUBER - I"m happy to hear, Madam Chairman, that
somebody thinks that something may go more than the free
market place, because from listening to the radio this
morning, | was afraid that everything about energy was
going to get further from the free market place until the
President comes right into my house and tells me what |1

can do inside of my home.

RICHARD KILGORE - Anyway, we see problems with making this
kind of information available by company. I tmink, if you
want information it might very well be possible for the
Department of Revenue to combine information in such a

way that wouldn"t disclose individual company positions.

I don*t know, aggregating data by producing areas or
something of this sort. I don®*t know, but giving you
information that would be helpful without raising these
kinds of disclosure problems. That really concludes my
specific comments on this piece of legislation. In sum,

I guess, what we"re really saying is if you feel you want
to go the separate accounting route, that you might very
well consider some alternative to this, or some alternative
provisions, and in the oil and gas producing area really
thinking seriously about consolidation, the consolidated

kind of thing where you would consolidate all the revenues



and deduct all costs in the State of Alaska rather than
the provisions here, which seem to be closer to a net
proceeds, and on the pipeline that you consider again

a more simple straight forward direct taxation on the
basis of the information that will be coming to the State

on the Alyeska Pipeline.

SENATOR HUBER - Madam Chairman, while Dick 1is still in this
015, this 1is the area where |1 questioned industry yesterday,
if you remember. Dick on the secrecy of these reports, do
you think that Line 28, Page 5, under the 015, one of the
things I read into this is | thought that was all inclusive,

and maybe it isn"t.

RICHARD KILGORE - Would you repeat that again, Senator.

SENATOR HUBER - Page 5, Line 28, under 015. We"re talking
about public reporting, which you were just talking about
a moment ago. I took i1t tc mean itemized deduction by
category, and that these returns by category must run all
the way through this, so that you aren®"t disclosing actual

returns, but only by category.

RICHARD KILGORE - Well, 1 did not read it that way Senator
Huber. I read this particular part of the report has to do

with itemized deductions by category and tax cost, and then



I read on the next page, Line 2 of the next page, also
included in the report shall be the summary of each corporate
tax return. I didn"t read by categories as part of that.

These seem to be twoseparate parts of this report to me.

SENATOR HUBER - Gregwas that meant to be in there so that
that is by category rather than divolging the summary of

an actual 1individual tax report?

GREG ERICKSON - Mr. Haggert drafted that particular portion
of it, and it is my understanding that, subject to correction
by him, 1is that each individual tax report and the summary

by category.

SENATOR HUBER - In other words, the way I'm reading category
is what you determine it to be? But the category goes over

to the next pate too.

UNIDENTIFIED SPEAKER - No. There are two requirements. The
intent when it was drafted, was that there be a general
summary Cor all taxpayers under thispiece of legislation

by category. Then, 1in part B there would be for each taxpayer
a summary of that taxpayer®s tax due and paid, and so on,

so that it would not be by category it would be by taxpayer

in two parts of it.



RICHARD KILGORE - Okay, I would then like to turn to the
severance tax. As | said in my general remarks, if you Te
interested in raising the severance tax, both of these bills
that we"re going to consider seem to in general follow our
guidelines, and has to do with more the specifics of how
each one of them works. We"ll start with HB 144, SB 103.
This bill does several things. One is it moves to lease
averaging rather than wells in the calculation, and we think
that makes an awful lot of sense from the administrative
standpoint, and probably should be done even if you don"t
raise the severance tax, probably even amending your present
severance tax would do that, and would make sense. Page 1,
Line 11 of the bill moves the point of tax from the wellhead

«
to a new point of production which is later defined.

SENATOR HUBER - How 1is this defined?

RICHARD KILGORE - It"s defined back on Page 4, line 9, gross
value at the point of production means for oil, Che value of
the oil at the point where it is metered or measured 1in a
condition of pipeline quality on the premises of the lease
or property from which 1t is recovered. So iIn come cases

it would change the point of taxation from the wellhead to
somewhere beyond up to a point where it was meter measured-
and made put in pipeline conditions, so it clearly, and this

is pointed out by someone else, moves the point of taxation



and in a sense 1iIn certain situations it would tend to tax
the transportation and upgrading of the crude oil. That"s

clearly the case.

SENATOR HUBER - 1 think it had another reason for being

in there. I think it was on account of that Kenai deal

to where if they transferred our royalty share portion
that went into resale that they were subject to the APUC,
and doing it this "way, while they pushed their royalty
share through our line, they were not subject to our APUC.
There was quite a problem on that in Kenai,-it happens to
be in gas, but we Te talking jointly here and I think this

was done for the company ™ benefit.

RICHARD KILGORE - Well, I think also in Cook Inlet, as |
understand it, there have been continuing disputes about
guestions of wellhead and where one taxes, and 1 think this

is all intended to straighten this matter out by legislation.
This is where it is, and we don ™ have to argue about backing
out transportation or whatever, this 1is what they"re talking
about. This makes administration of it easier, clearly,

I think that some of the testimony yesterday it was complained
that there would be a cost to the companies in a sense that
they wouldn"t be taxed on transporting and upgrading. I think
that if it"s administratively easier and there 1is a.cost,
perhaps what you should do here is get a better idea of what

you"re really talking about in® terms of cost and dollars and



cents. What is really the extra costs that companies would

bear by a _ng this, or some idea. I think that"s how you
would have to assess that. Now lets look at the tax rates
in this bill. I think you are all familiar with the fact

that it adds higher well brackets and puts in these higher
brackets at higher tax rates than exist in the present
legislation, and it also lowers the tax rates, both the

cents per barrel tax and the percentage tax for lower
productivity wells. Now, jJjust to give you a rough 1idea

of what this does, and I1°d like to just give you some

numbers on how it would seem to us to effect, say, Prudhoe

Bay, and then look at the Cook Inlet situation under this

bill. AlIl the numbers 1"m going to use are ease of comperability
for 27 gravity crude oil. Now, 1in Prudhoe Bay," and I™m
assuming for purposes of this calculation that the wellhead
value on Prudhoe Bay is say $7.50 per barrel just as illustriative.
Under the present tax for a 5,000 barrel a day well in Frudhoe
Bay, and these figures are cents per barrel of gross production
not of taxable production, but you still get an idea of the
relative increase in the tax. The present tax for 5,000 barrel
a day well at $7.50 is A9 and 1/2 cents per barrel of gross
production. This ta:: for the same well, a 5,000 barrel a

day well would raise the tax to 68.9 cents. That"s about

a 377» increase in taxation of a 5,000 barrel a day well

in Prudhoe Bay. If you went to a 10,000 barrel a day well,

the percentage increase and the tax 1is greater. As against
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about 51 cents at the present time, this tax would raise
it to about 80 cents, so on a very productive 10,000 barrel
a day well al Prudhoe Bay, the increase there would be about
5870, increased through this tax over what you have today.
The effective rate on gross barrels produced would go from
about 7.3% on a 10,000 barrel a day well to about 12.2%
under the new tax, so this is what it does to Prudhoe Bay,
very significant increases. And the percentage as | gave
you were really the effective rate on taxable barrels going
from 7.8 to 12.2. So you are ending up on the very productive
well, you end up with an average effective rate on taxable
barrels of just under 12 and 1/2 percent in Louisiana. [
think that"s what was intended. So that"s the impact it
has on Cook Inlet, | mean on Prudhoe Bay. Now,* lets
look a Cook Inlet, and particularly the cld oil because
we"ve always been worried about effective taxation of old
oil. Now, this bill does retain the cents per barrel feature
that exists in the present bill, and it retains the cents
per barrel feature with basically the same floor price as
you have tod.".y. It works out for 27 gravity crude to about
$6.10 today. So it retains that, but what it does at the same
time 1is that it does lower the rates of taxation both percentage
and the cents per barrel taxes in the lower well brackets,
so despite “the cents per barrel feature still being in there,
it does lower taxes on low productivity wells below what

they are today. 111 again give you some examples, and they"ll



again be on the same basis as before. 27 gravity crude,
and these are figures on a gross barrel basis. At the
present time a 100 barrel a day well in Cook Inlet would

be on the cents per barrel tax and it would pay 26.6 cents

per barrel. This bill on a 100 barrel a day well would
eliminate the tax. It would go to zero, and a very
substantial gain for a 100 barrel per day well. For a

300 barrel a day well, would also pay under the present

tax, 26.6 cents. Under this bill, under our calculations,

it would drop ..that 26.6 to 14.2 cents per barrel. So you
have about a 12 and 1/2 cent reduction for a 300 barrel

a day well, and if you move up to a 500 barrel a day well,
you still get a reduction. Under the present tax it would

be 28.7 cents. Under SB 103 it would be 21.2. <=So even

for a 500 barrel per day well, you"re going down by about

7 and 1/2 cents per barrel, and in fact this new tax as
compared with the present lowers the tax up to somewhere
wells in the range of 1,000 to 2,000 barrels a day. Somewhere
in that range, the new tax gets higher than the old tax,

so it does provide very significant relief for low productivity

wells.

SENATOR HUBER - Madam Chairman - the figures which we have
in the committee they are open to him now, I think, 1 just
wonder when he finishes there. If you have any dispute

with those, T think that they confirmed his testimony.



31

RICHARD KILGORE - Yes Senator, we did do our own homework
on this obviously, and we have had a chance to look at what
legislative affairs has, and they coincide with what I™"m

testifying here.

SENATOR HUBER - 1| was wondering. It would help us a lot to

know that they do or don"t or if there are differences.

RICHARD KILGORE - No they don®"t they calculate the same way

we do.

Now, so this bill does, 1 think, meet our objections really
to the present taxation of old oil at Cook Inlet which has
the high effective rates because of the cents per barrel
feature. At least its present operation would reduce

the tax substantially for low productivity wells, and we
thirk that"s a good feature of this bill. I should point
out though, this bill does retain cents per barrel and it
does retain escalation of that cents per barrel, so it

is possible that under this bill we would again be back

in the same problem that we have today. IT the escalation
manages to raise the cents per barrel tax high enough, we
could be back 1in this problem again of taxing old oil in
Cook Inlet at high prices, 1it"s possible. The potential

is still in this bill.



SENATOR HUBER - This evades it from present time, and we
might have to look at it again in future vyears if we don"t

do something with cents per barrel.

RICHARD KILGORE - Yes, it may be back again.

SENATOR HUBER - Well, 1°d sure look at it again, Madam

Chairman, than 1| would to have Tom Fink for Governor.

RICHARD KILGORE - I think 1 was on record the first time

I testified as saying that if you do retain.a cents per
barrel that perhaps what you do is at least consider no
further escalation in cents per barrel, and perhaps that
could be 1in this bill too. I don"t know. I wa"nt to only
point out that it could happen again. So that®"s basically
what this tax does. It raises fairly significantly, the
tax in Prudhoe Bay, but it does lower the tax considerably
on low productivity old oil priced wells in Cook Inlet.

It also has a severance tax for gas that is flaired, and

a very substantial one, five times the rate. I think
before you do this kind of thing and add such a tax, you
ought to look very carefully at where gas is being flaired
and why. There has been testimony yesterday about safety
flairs and*so on. I think you ought to look very carefully
at what it is that you would be taxing and why the flairing
is going on at the present time. Now, if what you"re really

trying to do is tell companies to find a use for this flaired
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gas and find markets for it, |1 think that at the very least
if there 1is gas being flaired now which you think you could
find markets for, therefore you"re going to try to compel
people through this tax, somebody used the word incentive
the other day, but you"re compelling them through this

tax that at least you ought to provide somebody with a
grace period before they would pay this tax. That 1is,

you wouldn®t start right away. You would make it clear

to them that they had certain time within which to find
markets for this. You wouldn®"t penalize them in the mean—
time, but if you don"t find gas for which it"s logical to
find markets, that you would say at some point in the future

you"re going to start paying a tax on this, so you had better

get busy and look for markets. I don"t think f._........
SENATOR HUBER - 1 think, Madam Chairman, that we should make
sure 1in there. I think we should find out the required

safety flair of no more than a certain amount except during
an emergency blowout or something like that. The. i1dea was,
as long as it"s economically unfeasible to take small amounts
of gas and reinject them, the State loses 1its royalty share
on 1it, and the nation loses the energy strictly because at

a given space 1in time, using if you will excuse me, a cash
discounting flow and everything else, that we determine

its value and we say 1it"s nothing, and what®"s nothing 1is
moving down the pike another twenty or thirty years may be

all we have, and Prudhoe Bay, }n spite of an absolute no



flair restriction has been allowed to flair and everybody
knows it. Somehow or other, it does have to be stopped,
and if you make it so it isn"t economically feasible to
flair, then it becomes economically feasible to build a

small compressor system for saving.

GEORGE SILIDES - Madam Chairman, 1 know that the flairing

as Huber pointed out, that the flairing

of course, and the word allowed 1is important, they get
permission from the State, and we have to do something about
the bill, that we don"t have competition between the taxing
department and the Department of Oil and Gas Conservation.
They are the ones that give the permission, and you have to
apply and you have to point out that it"s being<done with
safety and so on. I don"t think that the bill intended

to penalize somebody for entering into a safety feature,

and so am I correct Mr. Kilgore?

RICHARD KILGORE - 1 would assume that that"s the intent.

You"r not really interested in taxing gasS.-......-.

SENATOR 11UBER - But that board still has the power and makes
the exemptions and has been constantly making the exemptions,
and it"s a matter of record, both at Prudhoe Bay and elsewhere,
they make the exemptions, they“"re legally made, but.the

product is gone, the resource 1is gone, it is flaired, and so

at least putting in a fairly stiff recovery there, does at



least give us something off of our severance tax that went

up in flair too.

GEORGE SILIDES - Madam Chairman, |1 might make another comment.
I think that in view of the comments being made, we"re going
to have to look into the legality of being able to tax a

safety feature.

SENATOR HUBER - No, we don"t tax the safety feature. Let"s
not get crossways on that. We should put an exemption 1in

here for the safety flair only, and somewhere we need to come
up with a figure of what 1is the amount that may be flaired

to date per well or per safety flair. We definitely shouldn™t
tax them on what is a safety requirement. But %here isn"t

a provision. The gas that"s being burned in significant,

is not being burned in so called legal actual safety flairs.

It"s being flaired otherwise by legal permits by the board.

CHAIRMAN POLAND - 1 think we have to check with the Board

as to why they are giving the tax.

SENATOR HUBER - That®"s why the Governor®s bills has it in
it. That"s why committee®s bills has had this for two years,
and we should certainly, 1like Dick says, make sure that we

don*"t tax the necessary safety flairs. I asked yesterday what



was, and they said a million cubic feet. That"s a thousand
MCF"s a day. I"m not sure that that isn"t considerably over
what"s needed to burn there in case, | need a good definition

of a safety flair.

RICHARD KILGORE - I think also you might consider if you
really feel the gas 1is being flaired that you don"t,want
to be flaired other than as safety purposes or whatever,
that"s something you might consider as an alternative just
t.ightei mg up your regulatory bill and your regulations

rather than do it through a taxing approach.

SENATOR HUBER - We®"ve done everything but tar and feather

the board. "

REPRESENTATIVE OSTERBACK - Madam Chairman, could anybody

telL us how much gas they will be flairing at Prudhoe Bay?
Anything that burns 1is energy. We"re talking about we"re
running short of energy. Somebody talked about the railroad.
If they took it in there, they could take out about a hundred
tanks of gas a day, and they didn"t think it would be enough
to pack that out with flairing, and that would be an awful
lot of energy, but most of us don"t really know v/hat this

gas 1is with the flairing, but 1 know anything that burns

is energy, and we "re talking we"re running out of energy.

So | think there should be something done about 1t. Anything
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that you can save as energy, you can sell. There®s no

problem in that.

RICHARD KILGORE - Well, 1 agree with you, 1if what we"re
really talking about is waste, then I think we should
eliminate that. It is energy, and you"re absolutely
right, and | think you should look very carefully at
what®"s going to happen at Prudhoe Bay, and how your

regulatory people will handle it.

SENATOR HUBER - Might we, Madam Chairman, Al brought it

up and it"s very important. I think that it"s understood
that they have stopped flairing or are to stop flairing.

It was only for that refinery that they flairediat Prudhoe
Bay, and they didn"t pump it back down the gas well even
though they were drawing gas out to run the refinery because
it would have cost more money than the gas was worth, so
naturally the gas was worth nothing, so it wouldn"t cost
money to pump it back down into the ground. IT it had a
value of 20 cents an MCF, it would have been a lot cheaper
to pump it back down into the ground, but just so that

the record 1is straight, we aren"t really looking for flairing
at Prudhoe Bay, but if you will take a look at the Valdez
terminal, you will find that we don"t flair no more, but
we"ve got three huge oxidizers there, and there®s going to
be a tremendous amount of energy unless the LPG"s that are

in that gas and the vapors that are in the gas at Valdez,



unless there"s a plant built to recover those and use them
which 1is not in the plan, it is going to effectively flair
trillions of BTU"s before Valdez is over with. That"s

because the plant and the tanks will not stand the pressure

in the storage.

GEORGE SILIDES - Madam Chairman, 1 think the point is well

made that something®"s got to be done about defining what

is meant by safety gas, what 1is being wasted, and I think

also that the bill had intended to address the bottom of

the possible wasting of carbon dioxide. There was a considerable
amount 1in this particular natural gas, and | suppose what

we"re getting to is that we have to do something about those
things, either by definition or by amending thelbill. I

think this 1is a point that we"re going to have to look into.

I don"t think we"re going to get it solved right here.
SENATOR HUBER - T think they®"re willing, George, not to flair
the carbon dioxide, but I"m not sure if they will get rid of
it.

GEORGE SILIDES - It doesn®"t burn anyway, Senator.

CHAIRMAN POLAND - We®"ll be checking on this flairing part.

SENATOR HUBER - Well, 1it"s important on both ends. I think

that the bill needs to not penalize them, but by all means
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should be retained in the bill, and we may of course have
to put it in in some other places. I don"t think this Iis

going to effect it when it comes to the flairs in Valdez.

RICHARD KILGORE - 1°d like to move on the the second severance
tax bill, and that ™ HB 321, SB 238. Now, basically this

tax changes the tax rate to 10%, but it also has a cents

per barrel feature of 75 cents per barrel, so it has an
effective floor price of $7.50, and it also has what

for an economic limit factor built into it, and I think

Mr. Wilson yesterday did quite a good job explaining how

the mechanics of this worked, and he also provided an example
for you that 1 think was probably quite useful. Basically
what the bill does is give you the first hundreh barrels

a day as an allowance for operating costs is what it amounts
to, and wells producing more than 100 barrels a day, they

pay then an increasing fraction of the 10% for the 75 cent
tax is the way it works, and it"s a continually increasing
thing as well productivity moves above average well productivity
moves above 1loo barrels a day. Very roughly, a 100 barrel

a day well would pay no tax under this bill. A 200 barrel

a day well would pay about 43% of the tax. It isn"t 50%
because as you might think by taking 100 to 200 because

it"s taxable barrels only that count. That 1is the 200

barrel a day doesn"t produce 200 barrels that are entirely

income to the company. Twelve and a half percent of those

go to the State.



RICKARD KILGORE - I1t"s 43%, 200 is 43% of either 10% of

value or 75 cents a barrel depending on which it 1is.

GEORGE SILIDES - That®"s what I wanted you to say.

RICHARD KILGORE - For a 300 barrel a day well it would be
62% of these basic rates and on a 4,000 barrel a day well,
it would be up to 89% of this. This 1is the way it works,
and it amounts to a continuous function as against the

step schedule that you have 1in your present legislation.

As | said, it amounts to a continuous function and 1in
principal we find it as kind of an appealing cé%cept

as against the step schedule. Now the other feature of

it is that one can"t ap[-ly for an economic limit factor
greater than 100 barrels per day well average if you can
prove 1it, and what.you basically have to prove is that your
operating costs that you require, out of pocket operating
costs are greater than what you would get with 100 barrels
of production per well. You would need more than this to
recover your operating costs, Now, there appear to us to be
a couple problems with how this actually works. First of

all on Page 3 Line...........

SENATOR HUBER - Madam Chairman, 1 would note that we"ve got

John Messenger here, too. This 1is the same problem that came
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John to answer some of these.

RICHARD KILGORE - It has to do first of all with how costs
are defined, and that starts on Page 3, Line 16, subsection
C here, and as was pointed out in testimony yesterday, it
is not clear that the cost category specifically allowed
here really provide for all the kind of out of pocket
expenses that a producer might have, and basically that"s
the concept that you“re trying to get at, whatever is out
of pocket exSenses, and it"s not clear to us that that

is the case and some questions were raised yesterday and

I think you ought to consider those too, but what 1 think
is more important is that after calculating thetcosts here,
you then have to determine how many barrels are necessary
to recover, that is i1f more than the hundred that you are
allowed anyway. Now the problem with it is"that the way
that the bill was written, you don®"t take your costs and
divide through by the price of oil that you as a producer
receive. That 1is your actual price, if you"re an old

oil producer and getting $5.00 per barrel, you don"t divide
through by $5.00 to see how many barrels you need to recover
your costs, but you use another deemed price to do this,

and the deemed price 1is acquisition, this is Page 3, Line 29,
its acquisition costs GIF at westcoast refineries for

imported oil of like quality and then you net this back to

Alaska, so you"re not doing 1it, on the price you actually



receive, you Te doing it on a deemed price that you may not

be receiving, and it seems to us this causes problems.

SENATOR HUBER - Could we at this point if it"s convenient,

I wonder, Sterling isn"t here, but John is and this was

the question yesterday, |1 understood from the testimony

by the State that as of starting in December or sometime
like that that these wells that were in economic trouble
shall we say, that these figures that you have put 1in

here talking about price are actually what"s happened.
They are now being allowed, these higher prices on the
producer®s share, but not upon the State®"s royalty share.
The argument yesterday, and 1 think we"re righﬂ into it
again today, 1is whether we"re just talking about a possible
deemed price working it back from San Francisco or whether
we"re truly talking.about what they"re going to get, and
the industry said no this was unfair that wasn"t what they
were going to get, so we"re right at the nitty gritty, and.

I think you can help us John.

RICHARD KILGORE - Perhaps, Senator, 1"'m going to give an
example, maybe 1 ought to do this and then we can talk about

it.

SENATOR HUBER - Okay, just so that John, he wasn"t here
yesterday, so he"s alerted. My stand was or what | saw

was that you fellows put this in here because that"s actually



what the oil companies are getting, and so you were getting
right to the nitty gritty, and they said no this 1is what they
might give them, but |1 understood Sterling to say that this
had actually started in December, and 1 don"t think this

was in testimony, | believe this was talking in the afterwards
that it actually had started in December and the State had
been denied that increase, but the producer®"s share had

been allowed, so if that predicates it and as he goes on

if you can straighten this out, it will help me a lot.

RICHARD KILGORE - 1°d like to just give a little example

of what we"re talking about here. if we had an operating
cost for a well or wells whatever the unit or something,
and say $2,800 a day, and these were direct operating
expenses defined properly however, and if you didn"t get
these revenue enough to do this, you would shut down.

Now, 1f one looked at the foreign price and then netted
back to Alaska, let™ say you came up with $14 just to

make the arithmetic easy, you came up with $14. Now 1in
calculating your economic limit factor here, you would
divide through by that, and that would give you $2,800
divided by $14 1is 200 barrels a day. You"re economic limit
you could then justify is 200, rather than the 100 which
you had presumed. That means you"re getting more, but let"s
say that the producer only gets $5 a barrel for oil because
he"s receiving the old oil price in Cook Inlet, lie doesn"t

bet $14, he gets $5. Lell for him to actually recover the
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$2,800 his total expenses at $5 he"s actually receiving

for his oil, his real economic limit factor is $2,800 divided
by $5 or 560 barrels, so that in fact, his limit factor, that
is the number of barrels he needs before he"s got to shut
down, because he doesn"t make it out of pocket cost of 560
under this bill it appears to me, he would only gel: 200.

I don*t think it really gives you the results that you

intend. The result that you intend is to provide relief

for marginal wells. It doesn®t appear to really serve

the intended purpose.

SENATOR HUBER - That®"s at $5.617?

RICHARD KILGORE - That"s at $5.00 even.

SENATOR HUBER - But doesn®"t this other deal work to raise

that?

RICHARD KILGORE - Well, the other thing we"re talking about 1is price
relief under FEA regulations. I think that"s really something

different here. I"m addressing..........

SENATOR HUBER - That®"s not Tfive dollar oil. You know, 1if
we"re talking about his economical limit on the well then
we assume it to be $5.00 oil, but he is actually receiving

$10.95 for it because it"s below a certain economic limit



already established, then we"re dealing with something that
doesn™t exis.t, and that®"s what I"m trying to get into this,

and I thought that that was why the State had drafted it.

RICHARD KILGORE - Because it assumes that the Federal
government will always bail out people, 1is what you're

saying, other than royalty owners.

SENATOR HUBER - My 1information was, it didn"t only assume,
it was based on what was happening. Can you clarify that

John?

JOHN MESSENGER - Let me just make a couple comments. [

»
guess it"s true that one position that we"ve taken on this
bill that our taxes should not be based on the artificial
price set by the Federal government, and the Federal
government set a price of $5.00. Our position is that we
shouldn™"t be content with the tax based on that artificial,
price, and that"s why, one, we"ve set the cents per barrel
floor, likewise when you"re figuring the economic limit
factor, again, we say the true economic limit is not how
many barrel are produced at the artificial price, but the
amount of barrels they would produce using the true value
of that oil, pre-market oil. We should insure ourselves
that so many cents to so many percent of that pre-market

oil because that 1is our resource and we should get at least

that percent out of Iit. Secondly, 1is that producers are
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reaching their break even point which they will stop
producing. There is a procedure by which they can make
application to the FEA and get price relief and with that
higher price they can produce longer, but the FEA has said
that they will give price relief only to the producers,
and not to royalty oraers, so if a company 1is reaching

its economic limit in Cook Inlet, and they go in for price
relief, they are given that price relief. They will raise
their price, but they will not raise that price 1in the

terms of the amount of royalties which

So, 1it"s two things, one is the tax rate and the economic limit
factor should be based upon the true value of the oil, and
secondly that producers are protected through FEA regulations,

|
but the State 1is not.

SENATOR HUBER - Then 1 guess.what he®"s saying is that if
someone®s going to shut down the production there, by it
being below economic limit on $5.00 oil, the State is
advocating that we put the monkey on the fed"s back and
say you did it, you set an artificial price, we"re going
to set our tax based on free market price, and 1f you want
to save that resource, save that company, you can turn
around and do likewise what"s reasonable. I"d say it"s
what 1 call putting the monkey on the Fed"s back. They
caused the problem. I happen to be strongly 1in agreement
with the State®s stand on that, and compliment them for it

because why should we throw away our royalty share and our



taxing ability because somebody forced an artificial price
down our throut, and is forcing that same artificial price

down the throat of the oil companies.

RICHARD KILGORE - Look, I"m going to address myself to the
guestion of the artificial price, that"s part of what I™m
doing here, and 1| think the Commissioner took 1issue with
earlier testimony 1| made when | said | thought this was a
flaw in the thing, and it certainly was, 1 thought, a

flaw in terms of its purpose of providing relief, and now

I do understand why they do this which is another objective,
than what appeared to be the intent of the bill, and I™'m
going to come back to the whole question of the artificial
price. It"s very clear they did this by design? 1*d like
to again, as you asked, talk about just very roughly what

it does to Prudhoe Bay and then to Cook Inlet, and then
discuss the consequences of that. Again, for Prudhoe Bay,
looking at 5,000 and 10,000 barrel a day wells at Prudhoe
Bay, this bill also raises taxes significantly on those
wells as does the other bill, as does HB 321 that we looked
at before, excuse me HB 144, that we looked at before, but
it does not raise them as sharply as the other tax. |If

we take a 5,000 barrel a day well, |Isaid that, and I"m not
going to run through all the numbers here, 1 think, but that
the other tax for a 5,000 barrel a day well raised the tax
about 39% on a 5,000 barrel a day well. This tax would raise

it about 297, it appears to us using the presumed hundred
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barrel figure. The discrepancy between the two gets larger
at very productive wells because of the steep rates near

the end of the schedule in the other bill, and for a 10,000
barrel a day well, HB . *Te™* *t 52§ this would raise

it about 27% on the very .is, so if it both
increased taxes on Prudhoe Bay, clearly the one, HB 144 would

increase them significantly.

SENATOR HUBER - That would be effective of what of 5 and 10.

RICHARD KILGORE - Okay, the effective rate would be very

close to, on taxable barrels it would be very close to 10%.

On 5,000, it would be 9.8% and 9.97« on the 10,000. It approaches

10%.

SENATOR HUBER - Just slightly under ten percent for a total

maximum. Or fully 2 and 1/2 percent, a little over 2 and 1/2

percent below Louisiana. Using the Administration®s bill.

RICHARD KILGORE - That"s correct.

SENATOR HUBER - And it would be right at Louisiana with

the other bill.

RICHARD KILGORE - Close to it. That"s correct.



Now, let"s look at what happens to the Cook Inlet old oil
price here. This bill as the other one for a 100 barrel

a day well eliminates the tax altogether. It does exactly
the same thing, but what we Tfind troublesome is that is
you go to 300 barrel a day wells, these are the wells that
we"re concerned with because of their productivity and the

old oil price they have to bare, they get the tax there

doesn®t go down, but it increases. It goes up from 26.6 cents
on gross barrels to 40.6 cents. It goes up by 14 cents a
barrel. This tax raises it that much. On a 500 barrel

a day well, it raises itby about 13 and 1/2 cents, and on
a 1,000 barrela day well. I"m sorry 14 cents 1increase on
a 300 barrel a day well, 22 cents on a five hundred barrel
a day well, and 28 centson a 1,000 barrel a diiy well.

What 1 think are particularly disturbing are the increases
on the lower productivity wells. A well as low as 300 barrels
a day which we already have some concern for because of the
effective rate on the old oil thing has actua !y a fairly
substantial 1increase in its tax burden. As Commissioner
Gallagher stated correctly, you get this result because

of raising the floor price essentially. You are raising
the floor price from $6.10 to $7.50 and you have higher

tax rates at the same time, and it"s deliberately designed
to do this. Now, we really feel that this kind of goes
against what we feel are good principals of severance
taxation. What you"re saying is the producer in Cook Inlet

he received a relatively low old oil price established by



the Federal government. This in turn restricts his own
profitability, but then the State adds to his burden by
taxing him as if he received "7.50, and it seems to us
that rather than help his producing situation, this only
makes the situation worse. One of the reasons given

for doing this is that the Federal government is following
an unwise, or | think it was described as a foolish price
policy. Now, this may or may not be the case. I*m not
willing to pass a judgement on that, but they®re, you
should know that the Federal government does have reasons
for doing this. It"s not capricious, they do have reasons.
They have concern over the effect. What they"re concerned
with 1is this, we"ve had a fantastic increase in the oil
prices outside the United States by the OPEC nations and
if one frees the oil, the old oil price, it will go up
very, very sharply. It will, perhaps in some cases, close

to triple in price, and the people are concerned about the

consequences of this. Rightly or wrongly, they are concerned
about the inflationary impact on consumers. They"re concerned
about when producers, because these are on old

oil wells, wells production which 1is established at old costs
and so on and therefore you have to question whether you

want to give them huge 1increases 1in the price and windfalls.
There 1is concern over that. So there are reasons, and you

can argue one way or another, but there are reasons for this.
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SENATOR HUBER - Would it be fair to say that those reasons
are exactly on a par with the same reasons for having controlled
gas prices as would be in inter-state commerce as well as
setting a free-market price. It"s the same principal in

both cases.

RICHARD KILGORE - As deregulation of natural gas prices. Yes.

SENATOR HUBER - Deregulation of natural gas. Deregulation of
petroleum would do the same thing, it would increase the
price at the burner or the price at the gas.tank as i1t comes
in out of the nozel, but all of the other factors of

pro and con are the sanme.

RICHARD KILGORE - Yes, that®"s right, and the concern is
that if you let it go up to, and I really object to the
word free-market price because we"re not talking about
free-market price, what we"re talking about 1is it goes

to a price administered by OPEC. That*s what we"re talking
about going from price administered by the Federal govern—
ment to a price administered by OPEC. This 1is by no means
a free-market price. It"s a market price, but one set by
OPEC, and set by political reasons as much as for economic

reasons.

SENATOR HUBER - Some of us are referring to free-market price

though as to this free-market price that exists that we talk



about what the price would be if OPEC were not controling

it. Some of us are talking about a true free-market price

RICHARD KILGORE - Senator, 1 don"t know what the price would

be if OPEC were not controling Iit.

SENATOR HUBER - We don"t know. We have projections just

like we do on what Prudhoe Bay is going to cost.

RICHARD KILGORE - One the one hand, if OPEC did not exist
one would certainly expect over time that the price would
rise at some point in time to the level of alternative
energy sources which are quite high in the $20 $25 range.
On the other hand, in the short run, you do have an overhang
of surplus productive capacity in the world, and if there
were no OPEC, and it were perfectly free market, there-"s

no reason why the price couldn"t drop to less than $1.00

per barrel, because that"s what costs are in their surplus
capacity. IT there were truly competitive free market, one
would have $1.00 a barrel oil or less because that"s what
the costs are in the middle east, less than that so but

as time went on, and this surplus which overhangs the market
now, and which would push it down, gets eaten up and it
will, one would then have prices moving off in the other
direct"on. I don"t know what the price would be. But

anyway, we"re talking about not letting the price, the U.S.
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government as a matter of policy, not letting it go to a price
set outside its own borders by an orgnaization of petroleunm
exporting companies, and that"s what we"re talking about.
It"s the intent apparently of the Congress not to do this
because basically the idea is concerned with price impacts,
concerned with windfalls, and alsc that there®"s no way of
assuring that the price that would be set by OPEC 1is an
appropriate price for our internal markets for our own
costs and so forth. There®s no way of knowing whether they
will set a price appropriate to our cost circumstances 1in
the United States or a price that may be very much higher
than people think it is now or maybe even a price lower.

Not good enough for development of our domestic resources.

So this 1is a matter of national policy and people can quarrel.

SENATOR HUBER - Feable minded or otherwise.........

RICHARD KILGORE - Well, 1 don"t want to characterize 1it.
I'nr trying to give you a few of the reasons for doing this,
and this 1is a matter of federal policy. Now, but even if
it is a foolish policy, or at least if Alaska views it as
one, o the people who did this legislation think it is,

I think that you have to ask, if that is the case, still,
why do you want to then punish producers for this price
policy basically. They already suffer enough from it in

terms of the revenues they receive, why do you want to go an
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added step and raise their taxes because of this. I don"t
think it"s reasonable to assume that if you do this you
will force national policy to change by what you do in the

way of taxation here in Alaska. That seems to be reasonable.

GEOPGE SILIDES - Madam Chairman, may | ask a question?

In addition to your comment of being unable to force national
policy, would you think that this kind of tax is counter —

productive?

RICHARD KILGORE - I suppose 1it"s possible, 1 don"t really
know the answer to that, but | suppose there are reasons
that might want to lead one to that result, and if the FEA
has procedures for relief of these kinds of situations ,
then it sees the State of Alaska in fact imposing higher and
higher taxes on such low productivity wells. I don"t know.
It"s not inconceivable that i1t would enter into their
thinking in this matter. Rather than providing relief, it
seems that the State of Alaska goes in the other direction

in this situation.

SENATOR HUBER - George brought something up here. Isn"t
this the fact that it effects these 300 barrel wells just
because of the total tax maximum that we pay and then how
we apply the mechanics of the formula. They could for

instance, modify, and the r "hematics of it | would have



to find out from somebody else how, so that that point would
hit, maybe, more on a five or six hundred barrel a day well

and maybe give as much as 10.370 or 10.4% out of Prudhoe Bay

instead of an even 10%, and the formula diddled with

enough to change that point to where it would be correct.

Couldn®t that be done?

RICHARD KILGORE - Yes it could be. IT you like the basic

approach of the continuous formula ..........

SENATOR HUBER - Apparently you do, and | do too, and we

might consider, and George®s question pointed up that we

might consider something from being John Messender is here,
i

that they might give us an alternative 1is that reasonable

Madam Chairman?

CHAIRMAN POLAND - Well yes, except today we haveMr. Kilgore

with us. He*s leaving on a plane and we want to take
advantage of this. We can bring this up.
SENATOR HUBER - 1 have considered this, Madam Chairman, to

be a work session with him, and it"s more valuable to me,
the way we"ve been conducting it here today, than anything

that we"ve had.

CHAIRMAN POLAND - Well fine. Let"s give him a chance to

get with it. ,



RICHARD KILGORE - Okay, we really are concerned with how
this aspect works. There are two parts where Alaska 1is

attempting to impose its own view of what the proper price

policy should be, that is if they want the OPEC price. It
comes on the floor, and it also comes as | said before 1in
this calculation of the economic limit factor again. It

enters in two places, and we have serious questions about
this and what you really want to do. IT the basic intent
of the legislation is to provide relief that you don"t go
off in the other direction simply because you“re unhappy
with the prices because this throws all the burden on the
producer, and then you"re going exactly against what you
really want to do, and you could have economic consequences

i
to this.

I understand your concern with the prices that you get for
your oil, and you"d rather get higher prices than lower
prices, and that"s fine, but the question 1is if the price
is not set at a level that you think 1is appropriate then
what do you do about it, and | guess, 1it"s just bothersome
to us that what you do about it is throw a burden back on
a producer here. That"s what you®re doing about 1it, and
that then goes against what we feel 1is an appropriate kind
of severance tax because then you run into all the kind of
economic problems with this gross tax and that"s our concern,
and we appreciate why you think in terms of floors and why

you want to get an adequate vaj.ue for your oil, and so forth,
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and we understand why you do 1it, it"s the consequences.

This tax also raises the tax on natural gas. If you"ll
recall our testimony before, we were always pointing out

to you that if you did this you would have an impact on
Alaskan consumers, that would flow through to Alaskan
consumers. I noticed that there 1is another bill which

is HB 329, SB 239 which is a residential fuel credit, and

I presume that the intent of this is to mitigate to some
extent the impact that raising the gas tax would have on
Alaska. Consumers - we"re not really in a position to know
how adequately it does this because this has to do with
what fuel bills really are in Anchorage and so on. We
really don"t have the information to calculate how adequately
that does that, but obviously, you are concerned with that
aspect to it, and the balance of the increase of course
would be assessed against exports. I think that the other
tiling | should point out 1is that here you have in this not
only an increase in the tax rate from 4% to 107., but also
introduce a floor price here, that is a minimum 6.4% per
MCF, which 1is an effective floor price of 64 cents per MCF,
and 1 think we have the same reservations here about this
as you do on the oil side. IT you have oil flowing, producers
getting less than 64 cents, someone mentioned 42 cents the
other day, but less than 64 cents, then you start to raise
the effective rate of it, and | think we have the same

problems with it here as we would anywhere else, and this
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also has a gas flaired feature taxation, but it"s only
double, not five L.nes, and all my comments on that

go for this too.

SENATOR HUBER - That is in the equalization deal?

RICHARD KILGORE - No, it"s in the severance tax, itself.

There®s a provision.

In the end, I1°d like to talk a little bit about this whole

question of the overall tax burden and how you assess it,

the kind of questions that Senator Rader has been talking

about, but 1 would first just like to make a few comments
i

on the property tax bill, unless there are some other

guestions here on the severance tax.

CHAIRMAN POLAND -No. I was going to suggest that when you
are finished on the bill, and before you kind of wrap up,

that we take a five minute break.

RICHARD KILGORE - Okay, shall | just say a few things about
the property tax. I have relatively limited comments here.
IIB 323, SB 237, now, this extends the property tax to some
other areas as you know to refineries, gas plants, and also
to marine transportation, and L & G liquifaction facilities,
and so forth. So it extends the kinds of things that you

would tax with your property twix. Now, the only real comments



that we have here are that for each of these areas that you're
thinking of proposing a property tax on, you think carefully
about where that tax will actually be borne. You"re talking
about taxing properties for crude oil production that largely
obviously 1is borne by producers. They realize prices in the
lower "48 that are set for them, and the tax you impose 1is

a tax which they have to bare in terms of their own profitability,
but that®"s not necessarily the case with each of these other
areas that you are extending, and what | think you ought to
think about what you are doing, because if you"re looking

at property taxes on refining in Alaska, we would expect

that most of the refining capacity in Alaska for some time

to come would be basically capacity oriented to supplying

low markets so that the tax that you impose on those
refineries presumably would over the long run be borne

by Alaskan consumers. You"re assessing a tax which goes

to the treasury, but eventually that tax would have to be
borne by consumers if the refineries are to operate properly.
So you have to worry about the incidence of the tax. I
you"re looking at L & G facilities you have to worry again
about the consequences of this and what will happen, and who
will actually bare this. Will it be a cost that will simply
be passed along because the facilities under an FPC juris-—
diction will be passed along as probably may be the case. *
It"s not clear that if it"s L & G or export to foreign
countries whether this would be the case. Who would bare

it, it"s not entirely clear.



GEORGE 3ILIDES - Would it not also have an effect on a

decision as to whether to locate in Alaska.

RICHARD KILGORE - Yes, it could under certain circumstances.
If it"s a cost which basically the person thinking of putting
in the facility has to bare himself because he hasn®"t got

an automatic pass along or he can®"t pass along to Alaskan
consumers, or he can"t through his regulatory process,

pass it along, then surely, it would be one of those tax
entering into his decision as to whether to locate in Alaska.
Noone can say whether this 1is the thing that would swing

it in the balance, but obviously, 1it"s part of the package

of doing business, if it"s a higher cost, it could have

some effect, yes.

The last one 1is marine transportation, and there, well there"s
a question of legality, 1 guess, but we can"t address ourselves
to those, but it seems to me you might have some concern

about this one too, because you already face a problem
where you are concerned with the fact that your oil may

have to move to quite distant markets, for example the U. S.
gulf and the eastcoast, and you®"re very much rightly concerned
about that long haul and those high transportation costs

and what i*t may do to your wellhead value, and if you go this
route of taxing marine transportation, you obviously add

to the cost of transportation, |1 don"t know how much would

be thrown up by this tax, but you are 1in principal anyway



adding to the cost of transporting your oil which certainly
works in the direction of lowering the value of your oil,

so | think that you ought to consider this as well, as |1
say, 1in each case consider the consequences, but here you're
putting an added cost on transportation and it may be small,
but it certainly works 1in the direction of lowering your
wellhead value. Basically that concludes my remarks on

the specifics of the bill.

I would Ilike to conclude with a few remarks about this old
question of the total tax burden in Alaska.. What fair
share 1is, and at what point do you destroy incentives,
undermine profitability and the like, and of course
Senator Rader has been pressing a number of people for
answers to this, but as he himself in asking the question
admits, there obviously 1is no easy answer to this question.
If there were, somebody would have given it, and 1 can"t
give you an easy answer. A number of things have been
suggested, all of which make a certain amount of sense.
What kind of activity is there in the State has been
suggested. A number of people have suggested looking at
the total tax burden 1in Alaska, relative to other states.

I have a few comments on that aspect too. It clearly

is important what the total tax burden 1is on the oil and
gas industry, there®"s just no doubt about that and how

it compares with other states. It certainly is not just

the absolute amount of dollars being paid or dollars per



barrel of production being paid to the State. What really
matters for the economics of the industry for their incentives
to go in and so forth really are these aggrigate dollars or
dollars per barrel things put into context of the profitability
of the operation in the various states. This 1is what really
counts in the end, not just the amount that one pays. If

one 1is paying a high tax, but in a situation where profitability
is very large it"s one thing, if they“re paying perhaps

even a lower level of taxation in a situation where profitability
is low can be another thing. So, you really have to put it

in the context of profitability. This doesn®"t make it any
easier to answer obviously because profitability is elusive

and difficult to measure, but certainly one has to put it

in this context, not just in the dollars themselves. And

the second thought about it is, | think that although some
people have said this, that the mix in which you get your

taxes out of this total burden to your state and other

states 1is really not irrelevant. Someone suggested that

a dollar is a dollar, but this isn"t really quite so it

seems to me if you"re looking at the burden of those dollars

on people. IT you have taxes that are realtively based

or geared closely to income, that is income taxes in kind

of a true income tax in a sense that it is directly trying

to measure 1income, it"s one thing if you collect it that

way as against certain just gross taxes or property taxes

and the like, because if you have taxes based on income,

they have a different economic 1impact than gross taxes.



If you have a severance tax, it"s not a matter of indifference
how it comes. ITf you"re collecting high severance taxes in
Alaska because you have wells that are extremely productive
and that"s the way your tax is structured that®"s one thing,

if you"re just doing it flat out on everything that®"s another.
So, that it"s not just the total dollars, these dollars

have different effects, and thathigh taxes in one circumstance
where they®"re thrown up out of atotal tax package that"s

more closely geared to income and costs and so forth may be
less of a burden than in another case where you have somewhat
lower taxes, but their generated by things that have nothing
to do with profitability, and you have a low profitability
situation, so that 1 think it isn"t strictly the total, it

is the mix and the types of taxes that you have "also, that
also matters, and to the extent that the closer these are
geared to income, the better you really are. The second
thought I have on this whole question is the State, I1°m
thinking in terms of the burden of its taxation also has

to remember that it has a role not only as a taxing authortiy,
but you also in this State, and this is different from other
states, most other states anyway, you have also a role as

a land owner, you have lots of land and you will have leased
that land and you will be leasing more, and you have to realize
that the higher and higher you put your own taxes, this will
have some effect on the Kkinds ofterms that you“regoing to

be able to get for your land. No matter how you lease it.
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ITf you lease it on a bonus basis, the higher your taxes,

the lower your bonus. IT you go on a royalty bidding basis,
the higher your taxes, you"ll get lower royalty bids out

of all that, or if you have a net carried interest or a net
profit interest kind of leasing arrangement which you may
turn to. Your profit people are willing to give you also

part of the taxes.

GEORGE SILIDES - This matter came up before in a different
form, and the comment was made by the speaker was that not
to be so terribly concerned because the competition in leasing

would take care of that matter.

RICHARD KILDGOR - Well what I1"m saying 1is that | think the
competition in the leasing is going to reflect your taxation.
That 1is, if you have higher taxes, 1| would expect in general
you will get out of the competitive process when people

arc bidding for leases on whatever variable they®"re bidding,
whether it be royalty or bonus or whatever, the amount

of the tax that they will perceive you will take in the
future will effect their bids, and they"ll bid competitively
and it will be reflected on how nuch money they"re willing
to offer you initially, or how much percentage of the thing
they"re willing to give you and so forth, so that your tax

will effect the terms you®re able to get on your own land.
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REPRESENTATIVE OSTERBACK - I would like to ask a question.
We listened to all this testimony, but we never came down
yet with how much arc we getting for our oil. And another
guestion on leasing, it doesn ™ seem to make any difference,
the bids 1 say that came out from the State or from outside
the three mile limit seem to be about the same value they
are bidding into the millions for off-shore leasing. What
kind of a deal could you answer that on off-shore leasing?
And the taxes, what kind of taxes are they paying? Are we

going to get a benefit out of the off-shore leasing taxes?

RICHARD KILGORE - Well, on off-shore leases, where they're
on Federal waters, you basically will not get the state
i

severance tax from those barrels or MCF"s of gas being

produced out there, and basically the tax that

that oil in Federal waters will be subjected to is basically
just the Felderal income taxation, and you will not get
severance or other kinds of tax revenues unless one®s able

to go through some franchise tax kind of thing. I just

d» 1"t know whether that"s legally possible for you to do

that, but unless you can think of something ingenious of

that sort, basically it will be just federal taxation on that,
and the bids that would be received if you had comperable
prospects on shore Alaska, lets say off shore but in Alaska
waters similar prospects to something over the line in

Federal waters, and you put these up for bonus bidding,
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presumably what you would get since you have no severance
tax on the offshore, you would presumably get higher bonus
bids to the federal government, than you in Alaska would get
for your exactly comperable prospects. I don*t know if

that answers the question or not.

REPRESENTATIVE OSTERBACK - One other thing, somebody brought
up the other day that since we get 10%, or we pay 10% of

the federal tax, 1 don®t know, 1 know you know more about,
would we be getting a share of the federal tax in the amount

of 10%?

RICHARD KILGORE - Yes, to the extent you share in federal
revenues and so on, yes you do get some share that way.

That 1is correct, but the other thing is that as you know,
there is some move afoot in the Congress to provide some
sort of sharing of royalties and other income from offshore
productions with the coastal states, and 1 would think that
the State of Alaska should push very hard for this kind of
thing, and 1 would also think that in the past this was
probably not the kind of thing that the Congress would pass
because there were relatively few states which would benefit
from that basically Texas, Louisiana and California that
would benefit from that kind of thing, that 1is sharing the e«
revenues, some portion of the royalties and bonuses in the

federal waters off their shores, but the situation seems



to be quite different today because we now are talking
about exploration along basically the whole eastcoast of
the United States, so there are an awful lot more states
which potentially could benefit from this and presumably
would support such a measure in Congress. There seems to
be a lot more support for that kind of thing than before,
and perhaps you will_get something like this. I think
there*s a lot of merit in doing this from a national
standpoint too, because as you know on the eastcoast

there are all kinds of environmental opposition to this
drilling and everything and bringing this oil ashore and
everybody 1is up in arms about the environmental problems,
well, 1 would think that if the states including my own
where 1 live, New Jersey, really thought they ha% the
prospect of getting some direct share of the income from
oil and gas 1in federal waters offshore New Jersey, 1 think
they would view the environmental matters somewhat differently,
or at least be willing to look much more realistically at
them and have greater support for this activity, so | think
that this 1s something that Alaska should be looking for,
and maybe 1it"s another way you wo Id be able to benefit,
and if you were able to get some benefit, 1in that way some
share of royalties, bonus income and so on from federal
waters offshore Alaska, 1 think the amounts of money, |
don*t know what the share would be, I think the amounts of
money that you would be getting would be very very much

larger than any kind of fooling with apportionment factors



in that franchise bill to try to pick up something. We're
talking about much larger potential amounts of money 1 would

think.

REPRESENTATIVE OSTERBACK - Talking about the environmental

con ion and everything, you“re going to get a lot of

static from fishermen, coming out that the oil
k

won"t take Kachemak Bay for example. Now, Kachemak Bay,

only produces about 6 million pounds of shrimp, but you
come up towards the chain around Kodiak, what we do, that"s
just a drop in the bucket, and we"re buying that back, so
there®"s going to be a lot of static, say in the Bering Sea,
is one of the richest crab, herring, shrimp, and out along
the chain, so if there is no revenue for the k then
we"re going to kill off our fisheries and there ng to
be a lot of static coming from that on the offshore drilling,
because you can see what happened in Kachemak Bay, which 1is
jubt a small little thing, and we"re going to pay I don"t
know how many million dollars to buy that back to save that
fishery. And what I"m trying to get across, if we"re not
going to get no sharing off the offshore, there®"s going to

be a big fight to try to stop Iit.

RICHARD KILCORE - Absolutely, because then you say what
do you need it for, to get nothing whatsoever out of it.
I don"t want anything | say to be construed that 1"m against

environmental concerns, they obviously are very real, but



I think what you"re saying is correct and this goes for
other parts of the country too, if what you"re talking about
is development of Federal waters, and off your shore with
the potential environmental problems from which you will

suffer, and you get absolutely no benefit, then what do

you need it for. In those circumstances one would take

a very extreme, 1 think, position on viewing the environ—
mental damages. That is, one would say, | don"t care if
the chances are one in a million, | don"t want it because

I don"t get anything out of it anyway. If there"s any
chance whatsoever, let"s just don"t do it, because |

don"t gain anything anyway, but if you have something to
gain from it, 1 think perhaps people may very well take

a more realistic view of what the potential hazards are,
what might happen, and with the odds have been happening
and so forth, but if people are in the position where they
have absolutely nothing to gain, and any possibility of
something happening to their environment, that"s really

going to be against them.

REPRESENTATIVE OSTERBACK - One more, 1if I may. Take say a
barrel of oil is worth what $12.00, $11.00, what? A barrel

of fish is worth about $200.00. So what do we want?

RICHARD KILGORE - Sure, 1if you®"re going to destroy a valuable

industry...........
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GEORGE SILIDES - One of the things the administration has

put forth through the federal government in my recollection
is that, it is just that, and this is why they were hoping

to hold off some of the offshore production was to submit

a proposition to the Federal government on revenue sharing.

I think you are familiar with that, and 1 think you touched
on it. My recollection, and I ask this only for informational
purposes as you know, it seems to me that we also suggested

a two tier affair. I know you hate everything with two tiers
in it, but in that all of the states were able to get a
portion of the offshore revenues, so that you gain a broader

base of support.

RICHARD KILGORE - Yes, and | think that"s a sensible approach
to this whole thing too. One can gain broader support

where you have some appt“oach as you"re saying. Where you
have everybody benefits to some extent, but those who are

directly effected or so on, get some larger share.

I am saying that you do have this interrelation when you
thir = about how high you put your taxes. There is this
interrelation between what your taxing policy will be and
how much you are raising taxes, and what you®re going to
get in terms of economic benefits when you lease lands,

and that"s very very clear, so to some extent you"re taking
one area through higher taxes and you give up in another

through Ilower, whatever it 1is, bonuses and so on. So to some



71

extent they are offsetting, but of course at the same time
you have to appreciate that while this is true on new leases
for people under existing lease terms, obviously they can't
change their contracts with you if you raise taxes, so if
you raise taxes they are hurt. You also through your tax
policy, obviously effect the value of lands or the value
that one can get out of other Ilandowners in the State,

and of course the native corporations are obviously the

ones who will be effected to the extent that you raise

taxes and they make new arrangements on their lands, they

will be effected, and they will get less in the way of......

SENATOR HUBER - I wanted to just for a moment on that

same subject to lead Dick back across the cannoH ball

range and the mud flats, and back to dry land for a minute

on these leasing policies, and you were talking about bonus
leasing when we got into this, and isn"t it true that the
price paid for a bonus lease whether it"s offshore or onshore,
mud flats or whatever, 1t is based upon what they"re willing
to pay for the price to gamble on what may be down there in

a huge gamble and if we wanted to minimize what our tax would
do on that, the minimum would be no tax, and other than that
to have a tax that would have a minimum effect, would be a
tax that was a percentage of a net profit, and if you had

a percentage of net profit tax, that would be the kind of

tax that would provide the minimum for losing money 1in your

bonus, because they would all figure when they were bidding



that there would be no tax on anything that we don ™ get
anything on and it will only be a maximum of this amount
of exposure on the net when we do make, and if we don"t make,

we don"t pay.

RICHARD KILGORE - That®"s correct, but that"s assuming of
course that the income tax that you have really is taxing
what is real kind of income in Alaska. If you are on, as
the gentleman from EXXON testified the other day, 1if you're

on an apportionment formula, you may pay income tax anyway.

SENATOR HUBER - 1 didn"t mean to lead you back into the net
proceeds tax which you happened to design, but I"m thinking

about any fair income tax that would......

RICHARD KILGORE - The 1income tax works differently, that"s
right, 1in the sense when he factors it in and if it"s true
income tax, he only pays 1if he wins, so it does effect what

he*s willing to pay.

SENATOR HUBER - I just wanted to get it to where we actually,
what kind of tax we"ve heard so much, so many times about how
you discourage your front end money 1in bonus bidding, and

in some cases, 1it"s absolute milarkey, you don"t do it at all,
and there you hardly do any discouragement when you do it on

a net profit basis. If you get a portion of that in there in

a gross manner, you"ve got a problem.



RICHARD KILGORE - My only point here was to leave you with
the i1dea that we do have an interrelation between the taxes
and what you will get on your lands when you lease them,
but you also will effect, of course, the value that other

people get from their lands and the native e

corporations.

Well 1in the end, this whole question of the relative tax

burdens and the effects, and when do you have to

incentives, when do you discourage, obviously there are no
easy answers as | said at the outset. There-are many things
you would obviously have to look at, and many of these have
been suggested. One would obviously be an economic study

of the industry, some of which have been done. Levels of
activity would be another indicator of your total tax package,
lease bids and so on, comparisons with other states and all
these things are things that one would look to and try to

assess how far you have gone 1in your taxation policy.

I think one of the really best safe courses, so one would
really know where one is in this whole thing, even after

you look at all these sort of measures, one of the best
safeguards 1is probably to try to design taxes 1in your state
that relate reasonably well to profitability. I think you

run less of a risk if you do this. If you are able reasonably,
or in some fashion to relate them to profitability, then you're

not going to impose a very big tax burden if the industry isn"t



very profitable, and if it is very profitable, you tend to
throw up higher taxes and you run less of a risk really that
you end up 1imposing on reasonable taxes on people, and this
probably in the end is one of your best safeguards to kind
of keep those principals in mind which means taxes related
either directly related to income or taxes sort of semi—
related to income as the step schedule that you have or

the continuous schedule as is proposed where you really
impose high taxes only 1in circumstances that weem to indicate
high profitability, that is high well productivity which
tends to be associated with high profitability, so | think
the more that you keep to these kind of principals, the

less of a problem you"re likely to have in terms of really

going too far in your tax burden on the industry.

GEORGE SILIDES - I have questions on two matters which
concern most of us. One of them I know particularly concerns
Senator Huber also,.and if I may I would like to ask them

now . One 1is do you have any comment on wipping out all

the industrial incentive taxes in the State.

RICHARD KILGORE - We really don"t have a comment on that.

GEORGE SILIDES - And the other one then 1is something which
was discussed back in 1973 when we had a bill before us to
own part of the TAAPS line. Now we have some bills 1in

front of us which concern the ppssibility of again acquiring



an equity interest in gas lines or other lines, and 1 wonder
if you could comment on that, whether your position has

changed or what i1t might be now.

SENATOR HUBER - George, would you bills particularly

is for an industrial incentive, or for a state sponsor corporation
which would operate on i1ts own under the so called industrial

incentive type bonding 100% if you could expand your question

GEORGE SILIDES - Senator, yes, 1 was going to make it into
two parts, one is just to get a general statement on the
State being an equity owner, and secondly of course we have

SB 251 which 1is Senator Huber®s bill actually.

RICHARD KILGORE - 1 haven"t seen the bill itself.

SENATOR HUBER - It establishes an authority Dick, and with
all of the powers, 10070 of the authority to build the gas

line.

RICHARD KILGORE - Well, frankly 1 would prefer, if you don"t *
mind kind of deferring an answer to this question, and give

it a little more thought. I know we have 1in the past, |
guess, generally kind of questioned states being involved in

things of this sort, and | don"t want to give a general answer.



SENATOR HUBER - 1 don"t want to force it either, but the
reason that you might give it some consideration when you

go back home 1is that the bill is not this one that is just
an i1dea of whether we do it next year. This particular bill
is an either now or never type of" thing because it is
designed, the whole purpose of it is to supply the North
Slope gas to the lower "48 at an economically feasible

price to make the project feasible, so it don"t have to be
subsidized either by users or the government, and if with
the FEA setup and everything is set up with the President®s
approval and everything, 1it"s an either pass it, so it"s a
method or else it will not be a factor. It"s kind ofa forced

thing but it°s now or never. It"s timely.

RICHARD KILGORE - Senator, there are a lot of ramifications
and a lot of things to think through on this particular
kind of thing. I would prefer rather than just giving it
off the top of my head, if we did especially take a look

at the bill in itself, think it through carefully, and
either come back to you with a written response or on the

occasion of our next visit be prepared to respond.

MEETING ADJOURNED.
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ADDRESS TO HOUSE (SENATE) RESOURCES COMMITTEE
ON

PROPOSED NEW OIL AND GAS TAXATION
(HB 638, 803 - SB 620, 621)

Mr. Chairman, members of the committee. My name is Oliver Leavitt. 1 am

a resident of Barrow, Alaska and am appearing before you today as Treasurer

and Director of the Arctic Slope Regional Corporation. | also serve as

an officer and director of AFN, Inc.

As you are aware the native regional corporations and AFN, Inc. have
gone on record unanamously iIn opposition to a package of proposed bills
in both the house and senate. These bills, if enacted, will greatly

increase taxes on oil produced in the state.

Uniquely, out of a commonality of purpose rather than by design or
intent we find ourselves aligned with all present and potential Tfuture
producers of oil. This includes any individual or corporate entity who

holds or may ever hold an interest in oil produced in this state.

The cliche that "Politics makes strange bedfellows'™ is appropriate to
emphasize that we are not here in collaboration with the oil industry.
Mo conspiracy or plot by design or inference exists, but by coincidence
we Find ourselves on the same side of the playing field. Simply stated

it is a case of the well worn expression "whose ox is getting gored."

While our self-interests or, better stated our economic survival 1is at
stake we would also like to bring out in a few brief remarks why we
believe the consequences of enactment of the proposed legislation at
this time could have damaging effects on organized labor, the general

business sector, and the individual consumer/taxpayer in Alaska.

Some of you may chink that it is out of context for the native people of
[

Alaska to argue for or against anything but preservation of our culture

or historic life style including a subsistence living pattern. The

Alaska Native Claims Settlement Act in recognition of the value of

extinguishment of aboriginal rights and title, provided for compensation
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in the form of land and its attendant resources as well as cash dollars.

The primary vehicle for management of the assets that were granted are

the regional corporations. Congress expressly mandated that the corporations
be structured as profit making organizations who have an obligation and
responsibility to improve the economic well being of their shareholders.

So, like it or not, our task is similar to any other non-public corporation.
Maybe because we are relatively new in this game we enthusiastically

embraced the free enterprise concept. An individual through hard,

honest work is entitled to make a buck and to be allowed to keep some of

it.

That is what we have been led to believe. The intent of the Settlement
Act was to provide a means to economically develop in a free society
without the shackles of subservience or bondage of governmental domination.

But, in truth, we are not there yet and we have a long way to go before

our economic stability is assured.

Now, let us examine the whole spectrum of what is involved with this

proposed legislation.

I. THE CONCEPT OF TAXATION:

Everyone in this nation let alone the State of Alaska understands why
governmental authority from the largest to the smallest imposes taxes.

Also we know what the taxes are supposed to do - provide services for

the public. Taxes run the machinery of government which in turn provides
the taxpayers with necessary services that they otherwise cannot effectively
and efficiently do for themselves. Education, health, protection,
transportation, economic stimulation, aid for those who need it, management
of renewable and non-renewable resource belonging to the public - all

these and more are the charge of government. Our system is to provide

funds through taxes to support the level of need. The idea of taxing
beyond the immediate and discernible need is not our system - it best

fits those societies who think confiscation or exappropriation are the

way of life.



Some of you may believe that industry is such a greedy creature that no
matter what tax is levied they will hang on. I won"t belabor this point
other than 10 cite a recent example that has been accurately statistically

documented.

The action by the Western Canadian Provinces, especially British Columbia,
in the past few years saw a sharp percentage drop until many people

wised up and changed the make up of the government.

I1. THE POSSIBLE EFFECT OF USUROUS TAXATION

Both our U.S. Senators have recently commented publicly that Alaska may
be on the verge of being considered a "bad little rich boy." We obtain
more in federal support per capital annually than any other st.ate -
exceeded only by Washington D.C. But more than this Alaska receives 90
percent of the revenues from Federal Oil and Gas leases in the state and
receives 25 percent of the stuinpage from Federal Timber Sales. The
latter is common to other forest product producing states but should be

mentioned because the revenues flow directly to the local communities.

If the present proposed tax laws are enacted and the federal treasury

loses from 25 to 38 percent over what it otherwise would receive from

income of Alaska producers from sale of Alaska resources, why in the

name of heaven would the preferential treatment continue? Lost distribution
of federal receipts affect everyone - consumer, housewife, and individual

taxpayer.

I11. THE IMPACT ON ASRC AND OTHER REGIONAL CORPORATION

I have attached to copies of this written testimony our interpretation

of how the proposed taxes would effect our income from oil produced on

ASRC lands, under both the House and Senate versions of the bills.

®)
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cents/barrel taxation upon the company, that is, you had anticipated

that a $6.50 wellhead value will obtain for most of the production on

the North Slope, in which case the cents per barrel really is not

onerous, because the companies were paying on a percent of wellhead

value. So if your cents/barrel is geared to hurt a company only if

the wellhead value falls below $6.50, and you don®"t anticipate it falling
below $6.50. Oh, this was a kind of compromise, protection against

what might go wrong. Well, a lot of things went wrong. Among the things

that went wrong were things that were partly beyond control of the company.
Namely the adverse economics of disposing of the Prudhoe Bay production beyond
California. One of the other things that went wrong, not necessarily

wrong but went counter to the expectations of the Legislature, was that

the pipeline tariff posted by the companies and now applicable pending
adjudication by the Department of Energy, the successor to the ICC, is

a vei'y high pipeline tariff. This tends to reduce the wellhead value.

So partly the companies have in effect shifted wellhead value down, because

of the profit of the pipeline, but partly it has to do with economic circumstances,
the ability to market at a good market, the prices in California are

not that different than in Gulf Coast, for competitive reasons, but that"s

a different story. Easically, the price that they have to compete against

is not much different in California than in the Gulf of Mexico. The big
difference is the difference in transportation costs and there is a difference
of $2.50 in transportation costs gross, and probably somewhere between

70 - 8(? net after taxes out of pocket to the congianies to go all the way

to the US Gulf Coast.

Q: Sumner: I believe that 1 heard you say this morning that if we keep foremost in



# mind the subject of future investment incentives 1in Alaska that we're
going to have to weigh very carefully, even though we may want to restructure
the tax structure here in Alaska, but as it relates to the aggregate of

the total taxes that are being paid, 1 got an impression that you .thought
maybe we ought to think cautiously of how much we might increase in
aggregate the taxes that are paid as it concerns the future investment
incentives.

Lipton: I think that®"s right. I think that no industry can be indifferent
and because the industry is important to Alaska, no legislature can be
indifferent tc the aggregate tax burden. I think that"s quite a different
thing from simply being overwhelmed by a statistic which says this industry
is already paying, given our assumptions, somewhat, 5% more, five percentage
Alints more than we would be paying in California. There®s a shadow area
between where tax burdens or expected tax burdens suddenly are going to

affect industry investment incentives, particularly in the area of

exploration. One thing you know, that the exploration dollar does not go
automatically where the tax burden 1is least. The exploration dollar tends
to go where the exploration prospects are best. You can .surely shift it

somewhere 1in this gray, shadowy area, where the tax burden get so over —

whelming, or if there is somewhere the perception, and 1 think this is

one of the things the Legislature surely will want to consider, that

if the perception is that changes 1in the tax structure, as it is applied

to the oil and gas industry, are regularly taken, largely with the view

to budgetary needs or revenue deficiency, and hardly ever with thg

long view as to what is a reasonable tax regime for the state, then |
A"fcink it creates impressions which may be even more important 1in

t.

discouraging investment than the fact of the tax burden per se. And

this is why 1 think in all of our discussions with the legislature, we"ve
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tried to emphasize that a balanced tax structure, in which each of the
three elements, which are the income tax, the severence tax, and the ad
valorem tax, have to be weighed somehow by a different criteria because
they have different effects on the industry, but if it"s balanced and 1f
there®s a concept of continuity over time, that under those circumstances
we have not yet seen this legislature placing such extravagant burdens on
the industry that if they had sufficient confidence in, you know, the trend
over the future, that this would not discourage investment.

Q: Sumner: What is your guess to the liklihood of depressed oil prices in
Alaska to resolve the oil activity throughout the rest of the world. Right
now in terms of the efforts to increase or step-up production in many areas
of the world and the West Coast surplus to some degree, do you see that

as building on itself?

LIPTON: No. I don"t think that there®s anything in the nature of oil
exploration world-wide. One has to have an incentive, and two, has to

have a purpose. The incentive is the hoped-for profitability of the
relatively high foreign oil prices. The purpose is to try to create the
reserves, the expanded reserves chat will meet world oil requirements

in the future. If | may digress for just a moment, we"re living in a
strange circumstance. The productive capacity in the world today is
considerably larger than world oil requirements. The reserves of the

world today are really not very great compared to what future demand is
going to be. We"re facing a temporary surplus of collective capacity

but a long run deficiency in the reserve base for oil, so the exploration
is going to go on. 1 don"t think there®s any adverse effect on Alaska. 1 think
the long run opportunities for marketing Alaskan oil in North America

at prices that arc attractive from the standpoint of the profitability
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of exploration ventures, from the standpoint of the state"s share of the
economic value, the prospects down the line are terrific, and if the geologists of
the company see the opportunities here, the exploration money will come.

Q: Sumner: I'm trying to determine what period of years might be involved in
your projection there and weigh that against what is scheduled to be the peak
production years, Prudhoe Bay-aor instances, which is right now of course

one of the largest reserves in the state. You know, if it"s ten years

down the road, we won"t be competitive, or we will have marketed the major
part of this oil from that r -serve. So does the long term picture look like
three years, four years bt-fol” improved or upturned pricing structure.

LIPTON: I don®"t think your prospects are all that adverse even at the
presait time. You"re suffering a temporary disadvantage by virtue of

several things, one, price control and two, the fact that your production

is surplus to the ability or the willingness of California refiners to

take that amount of your oil, and this will become aggravated next year

when the production goes up substantially and the demand for al.l crude

oil in California refineries is net going to be hu.ge, so that a

larger portion of your oil is going to move beyond, but there mil

be in the interim, there"ll be improvement in both world and US oil

prices, world oil prices because of the level detemined by OPEC and

US oil prices under whatever compromise on energy policy evolves.

Q: SUMNER: On the near and the long term?

Q: HUBER: Milton, would you go further into the relationship between cents/
barrel in relation to vertically intergrated companies allocation to expenses
and profits, sales, processing, production, transportation, such as possibly
what would be the difference in situations with BP?SOHIO for instance if they

liave decided to take not the maximum in the transportation but to take
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a minimum from the pipeline transportation and maximize their production
profits.

LIPTON: Well, Senator Huber, you pick a difficult example. British
Petroleum has a direct participation in the pipeline, so whatever the
after-tax profitability of the pipeline operations are, for its undivided
share of tax i1t accrues 100% of the profitability. Now, whatever die
effect will be upon the wellhead value at Prudhoe Bay, therefore on the
tax liabilities of Prudhoe Bay producers, therefore on the after-tax
profits of Prudhoe Bay producers, affect British Petroleum only through
it's partial ownership of SOHIO. What the net effect would be, | would
assume without doing a great deal of number work, British Petroleum looks
at 100% interest on die one hand and less than 100% interest through
SOHIO"s participation in Prudhoe Bay, would in a sense place greater
weight on it"s 100% equity which is the pipeline participation than on it"s
indirect participation in Prudhoe Bay. But you see, neither this company
nor any other company has complete flexibility in hoi"; they operate. The
tariff that British Petroleum set TAPS can set on the same basis as

all die other operating companies; that is to say they chose to calculate
a tariff based upon die old ICC 8% rate-making modified by the 7%

consent decree with Department of Justice, and so they all use the same
principles, diey"ve got approximately the same tariffs depending upon
their debt proportions and so on. British Petroleum behaved exactly

die same way, and obviously, if it did behave die same way as the other
companies, it was thinking in terms of what seemed, from their assumptions,
to be an appropriate policy. | really don"t know that there®s so much
difference among the companies. Tho other part of your question is a

meaningful one. If you have integrated operations, and if in fact the
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tax exposure of profits earned in one place or one function is different,

in other words, if you earn the profits here you pay more taxes, therefore
you like to have die profit somewhere else. |If you earn the profits in
production, you pay higher taxes, therefore you like to have the profits

in transportation. This is true of any company that has the possibility

of shifting through transferri;g pricing the profitability from production

to (1A). But the companies don"t have freedom here in terms of die

pipeline. . . The issue of the pipeline tariff really | think should be
divorced from the taxing policy of die legislature, at least at-this

moment in time because it"s now at issue. First of all in the courts and
certain legal respect, and more importantly, it"s at issue before the

Economic Regulatory Administration. Department of Energy, which is looking
into both diings, bodi what the capital base is for die determination of
tariffs, and two, what the proper rate of return ought to be. And this is

now in adjudiction. And your own Alaska Pipeline Cor.mission is seized

with the issue of the tariff between Prudhoe Bay and Fairbanks. It"s

going through it"s own administrative process, and if it turns out that in
fact, die administrative decision upheld in die courts is that the pipeline
tariff is too high you will get higher wellhead values and (lIA) the companies
whatever their predilection will be low side of profitibility and tax
exposure, are going to have to follow suit.

Q; HUBER: I can recall the arguments when.we put in the cents per barrel, and
it was to protect the state, if | remember right, dirough revenues even if the
oil would fall to zero wellhead value, and even if the allowed transportation should
be extremely high. Coupled with thatiwas the figures given to us many times that

most oil pipelines were allowed to 8% maximum but the history of the ICC shows

that they weren®"t, the prices were such that they weren®t taking only 5%, 6%, A.bL
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of these figures and many others several times showed that most of ICC-controlled
pipelines were not charging that maximum amount. Here we have the situtation that
you brought up, SOHIO is paying 12.257, effectively because of the floor
LIPTON- (INTERRUPTS) (16.5)
Q: (continues) you said 16.5% effective, and yet every one of them is
change and it seems like they have decided that the Alaslca pipeline that the
old proportion will be used, they will go for tine maximum they can and 1°d hate to
see what it would be if we didn"t have the lid of 8.. It looks like you“ve
got a whole new ball game here.
LIPTON: Senator Huber, 1 think I do recall your reference to the past.
We have been rather vocal on this subject of ICC tariff regulations
and pointed out the history of two things, one, that the 87/. rate making
rule was a monstrous rate-making rule because it had been adopted in an
economic environment which no longer existed and the ICC for unfathomable
reasons has never gone bade and reviewed the 87. and the rate-making rule,
and because of that, we raised the whole question of the effect upon netback
values, wellhead values, and we strongly supported the establishment of
the Alaska Pipeline Commission, which gives you your own avenue of administrative
regulation. But you know, an interesting thing happened. All of a sudden
the ICC cane alive, and the ICC said that that old 8. rate-making rule is
no good. We"re going to go to a 10% rule. But you know the 107. rule yields
much lower tariffs than the old 8. rule. The 87. rule was 8/. after tax and after
recovery of interest on total valuation. The 107. rule, and there"s nothing
magic about it, and 1 suspect that in the course of time the review of the
whole 1issue will mmodify that too, but the whole point of the 107. rate-making
rule is not to give a higher rate of return. What is said in effect was the

107. shial.l be the total return to capital; that is to say your interest charges,
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which are such a fantastically large thing have to be covered by that 1070

return of your capital, and this led to ICC-proposed tariffs which were

$1.50 or so on the average below what the companies have posted. Now I

suspect that the change in attitude of the ICC did not arise of a vaccum.

It was a reflection of a long discussion on the implications of the rates

that had taken place before your legislature over many years and argumentation
over what the appropriate rates of return should be, what the appropriate

rate base should be, and what the resulting tariff would be, and I think that,

at this stage of the game, from the standpoint of Alaska, not from the standpoint
of the companies, there is reason to anticipate at least that there will be

very very serious review of these pipeline rates. Now if it turns out that

after all administrative review and after all judicial review, that the

company tariffs stand, where are we left then? Whatls the judgement then?

That everybody®"s wrong? The companies are wrong? Hie Department of

Energy 1o wrong? The courts which uphold them are wrong? The Alaska

Pipeline Conmission hasn®t been able to do anything. 1 doubt that that"s

the case. But if all of that does transpire, what then is the implication?

Maybe the tariffs are not of out line. If it"s done through all process, 1 don"t
think that®s going to be the result. 1 think the strength of the Alaskan
position is in everything which has transpired over the last few years, including
tlie arguments about the rate base, the arguments about the rate of return,

and everything else, 1 think this, | strongly believe that this is a

judgment, a personal judgment, that you will have substantially lower tariffs

on TAPS dian were promulgated by the companies themselves.
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Q; HUBER: Just one final follow-up. It is within our responsibility,

purvue as legislators for the State of Alaskals people to determine at

what point do you say this is what we would do in fairness, or do you

say If it isn"t economically feasible to produce this oil at this time because
of transportation problems, federal rules that are in many cases arbitrary
assumptions, maybe we shouldn®t get rid of this depletable well at this time.
The cents per barrel tends to do that, what I°m talking about, rather than
removing it entirely, or move the cents/barrel down to where we could bring
more fairness to the companies as you say, what do we do with

LIPTON: Senator Huber, if you"re talking about revenue per se, it"s a
persuasive argument. If the function is to provide an underpinning to

state revenues, the cents/barrel does it. Not, the other question is

what are the implications when you choose to buttress or underpin state
revenues by doing this? First of all, what you see is a kind of ad hoc
taxing policy, increasingly year after year dedicated to our budgetary needs,
revenue deficiencies, or whatever the case may be. There are circumstances
which may militate in that direction, if it"s necessary, if the state

faces a crisis. But you must always ask yourself, 1is this to be the
principle of taxation that you"ll follow in every legislative session,

or are you willing to say that the state has an economic interest which

is represented by, first of all, it"s royalty claim in the lease, secondly
by principles of taxation which have been evolved over sessions, and only under
extreme situations do you start intruding unique revenue problems as the
basis for change in the tax liability in one year or the next year or the
third year. 1 have no argument against the necessity of doing so from

time to time, when abnormal circumstances intrude. I do think that it
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causes, the question is asked of me so many times, including just this

session, where do you start adversely affecting corporate investment

decisions, and | said thenand I still feel that you could with the

burden of taxation do it, but more likely, the kind of changes in the

burden of taxation really won"t have that much effect, but if there is

a perception that tax policy always is detemined with a kind of a unique

view toward the budgetary exigencies and the revenue deficiencies of the
moment, and there seems to eb no continually over time, that would have a

very adverse effect. I

Q: HUBER: By possibly reducing the f].oor, and I do hope that in some cases
this might be a viable suggestion. | just can"t get it with our responsibility
that floor of 62.5 0 a barrel, for Alaskan oil now at least that"s the floor

on severence tax, and | can"t see how that could be effective now when this
same oil i1t"s competing with throughout the world, other countries like Arabia,
are taking $10.00 a barrel, we"re talcing too much at 62.5Ce | just wonder

if we"re making our discussions in the right range. We shouldn®t be making

off somewhere halfway in between somewhere instead of down below the bottom one.
LIPTON: I"11 give you a very quick answer to that. Saudi Arabia in effect
takes more than $10 a barrel for their oil. But let"s assume that you"ll

be satisfied with a modest $10/barrel taxation on your oil. You take
$10/barrel for your oil and the oil lias to be sold in L.A in competition with
Saudi Arabian oil, or $13/barrel. Now you have left $3/barrel to pay your
transportation costs from L.A. to Valdez, never mind the profit on the pipeline,
your pipeline costs from Valdez up to PrudhoeEay, the costs of producing the oil.

$3 won"t do that. That"s why you can"t get $10 for your oil and Saudi Arabia can
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get $10 for it"s oil. Furthermore, you are not a Saudi Arabia in Alaska.

Let me be presumptious for a moment in addressing the Alaska Legislature. You
are not a United States in Alaska either. You®"re living as part of a nation
which also has a tax regime. The United States has all forms of taxation

upon oil and gas operations, including your oil and gas operations here in
Alaska. The United States has a policy with respect to development of energy
resources, the pricing of energy resources, they may be unattractive in Alaska.
They are largely tax regimes attractive to the oil companies, the price and
policies are attractive to the, but never the less, ic is our national policy"
and it seems to me that the State of Alaska in its perception of how it

treats the oil industry, must do so as part of the United States talking about
an oil industry which is also part of the United States.

Q: HUBER: It just seems like we"ve got about a 20 to 1 difference there,

and I hate to get working below the one figure in figuring where we should
come out when 1| have a feeling it"s somewhere between the 1 and the 20

instead of below the zero line, below the 1 line. And I just can"t relate it.
LIIUDN: A, Senator here, let me put it this way. There are companies operating
here in Alaska who are operating in the Middle East, and earning in the range
from .15¢c to .21c a barrel for their producing operations. And it's a

bonanza to them. A fantastic bonanza, ever so much profitable than any operation
in Alaska. If they earn as a margin of after tax profit in Alaska $2 a barrel
we couldn®t come close to the profit ability of middle east operations. Look
at the fantastic difference in investment that's involved. What"s of interest
is not just how many cents per barrel we take away after cost and taxes, but
how much of an investment of that is necessary to do it. There"s a tremendous

difference. 1"m not addressing myself again to the fact the industry could not



difficult thing to arrive at and this is a thing the legislature always

has no balance. But | don"t think, this is my only point, | don"t think

that the criterian the legislature should use in deciding whether the

taxes are too high, or whether in fact they should raise taxes on the oil
industry here. That they should look at the government take or the taxation

in foreign producing countries. It"s completely irrelevent.

Q: HUBER: Could you tell us better and more direct how should Alaska get it"s
honest, true, fair share both as a property owner and as a taxing entity

if we don"t use comparaijye means. That I think is the level we set up.

LIPTON: You"re comparing yourselves with other tax jurisdictions which

are also state states in the United States. | mean this is one of the
reasonable comparisons. And you look at one form of taxation which is a
corporate incon’? tax and try to get what is a, well, you"ve got a corporate
income tax rate. Hie problem is that that rate is going to apply to too

low an estimate income. You can correct that if you choose. You have a
severence tax which has evolved over time, | think in a very healthy direction.
You have increased the ceiling percent of well head value over time not to

any onerous letters compared to other states. You reduced it at the other end. You
tried to provide not only for the state"s revenue under optimum circumstances, but
for protection of larger industry operations under adverse circumstances. You
loaded on ad valorem taxes at a very considerable extent, and you did that under
the exigencies | think it"s quite understandable that, in your judgement

revenue needs which anticipated the flow of revenues. You chose an avenue

which was to tax before profits were bging generated. It happens alot of

times. But I think this is the basis upon which you judge. You look first

at the total tax burden, then you look at the individual parts, and how are



they in terms of the revenue for the state and what are the economic
implications for the companies that have to operate under those taxes.
Certainly you"ve never subscribed here to the opinion that you"re aggregate
taxation, or that individual aspects of taxation were so onerous that in

a sense they are discouraging operations here is Alaska. There®s no

evidence that operation®™ here in Alaska are discouraged. |If there"s been

a lag in exploratory drillingtthere certainly hasn®"t been because of the

tax regime. It"s because of the problems of leasing, land selection.

Q: REP. MILLER: Just real quick, and I"m curious, name a few states that

use separate accounting.

LIPTON: Louisiana and Oklahoma

Q: REP. OSTERBACK: Talking about the oil. Have you done any figuring on

the gas? That"s the next tiling that"s going to face us in our Committee,

the well-head price on gas. Have you done anything on that.

LIPPON: No. This is a wide open subject, and 1 have nothing but pity

for those individuals who must now wrestle with the problem of not

only what, what the well-head price of Prudhoe Bay gas can be. Second,
Question, what the well-head price of gas ought to be. Can be, ought to be,
mid third, is how to get at those things. This is an awesome problem. Just
let me say that I think this is one thing which is again to the thinking of
the legislature. We always said that your oil 1is a price taker. That is to
say, the price at which your oil can be disposed of in the refining centers
of the Tower A8 states can never be determined by Alaska, the state of Alaska
or Alaskan producers. You"re price takers you"ve got to move into the
refineries in competition with other forms of oil. Which is why any increase
in real costs that are incurred, for ;xample, the ultimate cost of the pipeline,

they cane out of the ultimate profitability of Alaskan operations and they cane

out of the state revenue. There"s no way of getting away frail that. This



is not quite true in the case of gas. In the case of gas things which

happen here in Alaska have influenced what the price of that gas will be

when 1t"s delivered to lower 48 markets. For example, severence taxes

can be passed on. Increases in cost can be passed on. The reason is that

the barrel of oil that reaches the California refinery has to be refined

in competition with a barrel of oil from somewhere else. And MCF gas

which reaches the Great Lakes area from Alaska doesn"t have the market

and competition with the MCF of gas which comes up from Texas, or off shore
Louisiana, because you"ve got rolled in pricing which is involved at different
stages of the game. Both in the transmission pricing and the distribution

gas companies. Now how that"s going to be resolved over future years, it has
to be resolved before the new gas pipeline is finally going to be brought before
us. But it is quite possible that the well-head price of gas on the North
Slope will turn out to be higher on the BTU basis t ian the well-head value

of the oil. It"s quite possible. In which case the utilization of that gas
in Alaska may not be so effective. If that"s the way it works out. Although
the utilization of the liquids may be very attractive, but that"s a different
story I"m sorry but this is kind of a long winded answer, but the answer is
basically 1 don"t know what tine price is going to be, but there"s a difference
between the way tire price of gas can be determined and the way the price of oil
can be determined.

Q: BUTROViai: At what point in time and has the Prudhoe Bay oil been felt

by the National Energy picture?

LIPTON: On sure. 1 mean there®s no two ways about it. 1iou"ve got 800,000
barrels a day of American oil being produced here which would increase our

imports by 800,000 barrels a day i1f we didn"t have.
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IT you ask how important is that 800,000 barrels a day or 1.2 million barrels

a day which hopefully you"ll reach next year, or 2 million barrels a day that
you may reach by 1980. It"s very difficult to judge how important that is from
the standpoint of national balances. You would just hate, like hell not to have
it

Q; BUTROVICH: 1 was going to ask you if that is good. The overall effect.
LIPrON: I don"t think there®"s any argument on the part of the producing
companies that have to pay your taxes and the part of the State of Alaska

that have revenues, and the part of the United States as a whole, which

has the benefit of that oil, no question about it.

Q: BUTROVICH: Suppose it hadn"t gone on stream until July 1, 1979.

LIPTON: We"re importing more oil now. The interim volumes of oil would

be available in 1979 and thereafter. 1 don"t think it would be the decisive
factor in the national interest. 1 don"t think it would have a very major
impact upon the companies, and probably the state of Alaska. Hie companies”
cash flow in the state of Alaska is revenue, you know.

Q: BUTROVICH: Would you elaborate a little about the conpanies cash flow,

I"m not that concerned about the state"s revenues.

LIPTON: There®"s no question that from the standpoint of operating companies
the invested proceeds over time there is in the best of circumstances a very
considerable lag between the time the investment starts and the time the
investment is completed the first production, the first pipeline really begins
and then build up your revenues thereafter. The conpanies have to pay out the
money for a long period of years and incur interest costs over the whole interim.
The duration between outlay and income, let us say the cash flow, is a very

vital consideration, no question about it. Which is one of the reasons
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that in almost all instances the conpanies would look for the most ex—
peditious possible development of a resource the earliest possible pro—
duction. The cash flow is, you said something interesting about the

workers of other conpanies than the government because the government

Q: BUTROVICH: Pardon me. |1 didn"t mean to say I was more concerned

with the companies. |1 was more concerned with what effect it would have

on the conpanies that"s what | wanted to elaborate on. 1"m more concerned
about the state.

LIPTON: Yes. But your point, 1 was going to suggest that your comment

really is a verylmeaningful conment in another context. For a profit

making company the timing of it"s outlays and it"s income and it"s cash

flow, is extremely important to the continuity of it"s operations because

the dollar that"s spent out can"t be reemployed until it"s returned in so

for a company that would like to expand and continue to grandise it"s

profits. Cash flow is what provides the dynamics of it"s operation. But for
most governments the cost of waiting for income is really not as terrible as
it is for conpanies. The cost of waiting if you have to put a discount factor
or interest factor is bound to be lower for government, because for governments
the governments are looking to a continous lead for revenues over the future.
Now nobody wants to defer revenue too long, but the dollar of revenue deferred
which becomes a dollar of revenue earned is going to play it"s role in the
budgetary balance wherever it takes place. The viability of government is not
dependent upon the timing of cash flow really so much as it is for a profit
making organization. That"s one of the reasons, again we"re talking about

taxes. If you built a foreign producing operations, one of the forms that has
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recently evolved is a production sharing contract. And you have a company
that operates as a producer for a government oil entity and the nature of the
production sharing contract is that the company will recover out of early pro—
duction all of it"s operating costs and what barrels of oil recover it"s
operating costs and relatively will quickly get enough barrels of oil to
recover it"s whole capital investment. Now after that shares go in increasing
proportions say to government. For the company the amount that it"s willing
in negotiations to give to a foreign government will be the greater. The
earlier the foreign government allows that company to get enough barrels of
oil to recover it"s costs. In other words, they will split more number

of the government the earlier they can get back to themselves, because the
cash flow is so important to them and the governments which recognize that

are willing to do it, because they feel that the cash flow to the government

is always going to be valuable in terms of their budgetary balances.

Q: RADAR: Mr. Lipton, the failure of Arthur Andersen to Lake into consideration
the Cook Inlet production, is that considering amount of production. Does
that significantly alter their conclusions here.

LIPTON: First of all I was not critical of Arthur Andersen for not doing this.
They did what they were asked to do.

Q: RADAR: Yes, we are talking about a statewide policy here and ranking.

What I*m saying is the failure of their application only to Prudhoe

What effect do you think it would have had, had they included Cook Inlet?
LIPTON:  Senator, if all you did was to expand Cook Arthur Andersen model

to include Cook Inlet as it is today, an extrapolation of the remaining
reserves into a production profile for for Cook Inlet and apply the whole
tiling you"d have very little effect on the sum total. Because we"re talking

about close to 10 billion barrels of oil in Prudhoe Bay we"re talking very
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limited reserves, you know production now out of Cook Inlet is around
120.000 barrels a day which is projected with a (1A) overtime. Now I
don"t, the specific answer to your question is if the model had been
designed to include all oil producing operations, all oil reserve dis—
covered and available for development and production as they now exist

in Alaska the effect upon the ranking would be vary very small.

Q: RADAR: Would it be as much as YL, maybe bringing 1 from 92 - 93 or
something in that range?

LIPTON: I don"t know. The answer is two-fold. The effect depends on

two things. First of all upon the relative volumes. Now we know what
that is. The relative volumes are overwhelmingly in the Prudhoe Bay
direction. Plus the pipeline which is so much profitability and taxation
involved in the pipeline. However, some of the greatest advantages the
state gives under it"s tax regime are given to Cook Inlet. I would not
think i1t would make as much as 1 percentage point difference in the ranking
producers.

Q: RADAR: In the future when we"re in full production instead of limited
production because of problems with the pipeline, full production Alaskan
wells will move into higher bracket and Alaskan rating or ranking actually
as compared to the next closest state would be further apart as the fields
grow older and the fields produce less and less. Alaska®s ranking would
be closer to Louisianias®™ for example.

LIPTON: I"m not sure that | get the thrust of your question, and that is
to say as you increase your production for example, if next year you average
7.000 barrels a day for a Prudhoe Bay well your cents per barrel goes up

to 64.8c. So your cents per barrel tax goes up. The chances are that your



average well-head value if the tariff remains the same will go down. The

average well-head will go dam, because a larger volume of the Prudhoe Bay

production next year is going to have to move to the Gulf Coast and net back

even lcwer. So if you"re looking one year ahead then the incidence of taxation

in Alaska will look worse thar today. |If the study were made just for one

year, remember Arthur Andersen study is based upon a projection of 25 years.

So if you are just doing it for next year as compared to this it will look

less favorable. They"ve already done this for 25 years. That shouldn®t have

any effect upon their (1A) but let me just say something else. That if

your tax regime remains as it is, abstract what may change, you have only to

project reasonable increases in the well-head value because of what is

happening to world oil prices and what"s happening to government prices.

Reasonable increases in well-head value and suddenly the tax burden becomes

proportionately kiwer here in Alaska. Because increase in the value of the

oil will go to a very considerable extent to the conpanies themselves. That

is to say what"s going to be the increase in the tax burden as the value of the

oil goes up. Your ad valorem taxation really isn"t going to increase "“ery much.
i

Your severence taxation will increase a little bit as you go through cents per

barrel into percent of well-head value and by god, your state income tax revenue

will hardly increase at all. Because you are under a formula an allocation

formula. So as production increases in the future and as the value of Prudhoe

oil goes up in the future the burden, the relative burden of Alaska taxation as

tilings now stand becomes less.

Q: RADAR: I'm interested in your observation as to the statement we the federal

government is going to expect Alaska to participate in the financing of an

Alcan pipeline and the federal government in no circumstance is going

to participate. |1 don"t kna* that, and I understand that some federal people



will be up here in a couple of weeks to talk about that very thing. [I™m

a irctle bit uneasy as to what our posture is and what our maneuvering room is
against what their maneuvering room is.

LIPTON: I recently returned form Alberta, Edmundton, where we are also
consultants. The question of financing the gas line of course has been raised
in Alberta as well as in the State of Alaska. 1 find it of double interest
because while the pipelines were competing for authorization the promotors were
very hush hush about requiring outside financing and everything. Once the
competition was over and the realities begin to emerge and one begins to worry
about who"s going to do the financing and whether the province of Alberta should
take an equity interest or whether the State of Alaska should lend money

or whether the State cf Alaska should in a sense guarantee the bonds so the

rate of interest will be lower. 1 don"t know how many different roles the state
of Alaska can be cast. It"s already been, with respect to the oil and gas
industry, cast in the role of a soverign power. It"s alr<ady cast in a role

of a land owner, and now it"s going to be cast in the role of a money lender.

I just don"t know die answer. This comes down in the end to very pragmatic
consideration. What are the realities of financing as they are presented

to you? What is the state"s interest in pursuing this? How far should the
state go?

Q: RADAR; What do you think promoted the Federal government to take the position
diat it was reasonable for the state to finance or participate in the financing
but unreasonable for the federal government to participate.

LIPTON: That"s what diey said to the city of New York.

Q: RADAR: New York was asking for something, we"re not asking for anything.
LIPTON: No. They"re saying diat these are problems internal to Alaska and we should

not take the responsibility for it. That is a bad analogy. But this a r Hact
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one can address themselves to a lot better after one Knows what the real
circumstances are. | don"t know that the Federal government in the end will
not play in some kind of a role in the financing of the gas line. An awful

lot depends on the extent in which the federal government wants (1) the gasline
built by a certain date, (2) is convinced that private financing either

is not available, which is unlikely, but is available at onerous interest
rates. Therefore what role should the government, any government whether

it federal, state or provincial. I think it i1s a little too early because

so far 1 suspect that what we are hearing are the protestations of the

party of the first part. That is to say the people who are involved in

the financing.

Q: RADAR: Mien do you expect when the federal government will reach an
agreement on the price, set a price, April - May?

LIPTON: This Spring or early this Summer I would suspect it has to be

done. Even if the least optimistic time schedule or authorization, financing,
construction, design and construction of the gas line has been met, the pricing
policy is basic to almost any other decision that can be made.

Q: RADAR: Well if they expect the state to participate, again I"m thinking about
our session and our opportunity to address this problem. Do you think we are
likely to have before us the facts that it takes to intelligently address this
problem if we were to adjourn in June, what"s your best estimate on that?
LIPTON: I would doubt very much if you"ll have all the facts, but | think you
may have, the first thing | think you nave to listen to more than anything

e Be Is just what the facts along this line are going to be, what ore now

the alternatives to the conpanies involved in the construction line.

How do they see their cm alternatives. What is the Federal Government

realistically thinking about. | don T think the Federal Government is
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actually asking the state of Alaska to undertake any of the responsibility,

I M sure of that at all. The Federal Government may be simply saying to the

people building this pipeline, "Look, you go ahead. These are the authorizations -
these are the rules of the game. Now you go where can in terms of equity

in terms of debt capital and in terms of the government entities that are involved.
Really, which is basically the state of Alaska, the Province of Alberta, the
Federal government of Canada to a certain extent, even the problems of British
Columbia. I doubt if you"ll have all the facts, but you"ll probably have alot

rrore."



DIRECTOR OF FKTKOUWM AND UKVKNOR FOU THE JOINT SENATE-Ilie

RESOURCES COMMITTEE MIETINC._QM-PIT. AMO JdAS TAXATION (21 ®RCII

(Anawer to question asked by George Silides in Commissioner

Gallagher®s testimony)

Tom Williams Madame Chairman with your permirsion | would
like to try to address that questiga and also try to speak a
little bit to what Senator Radar was talking about earlier.
For the record my name is Tom Williams I"m the Director of
Petroleum and Revenue. We have two changes 1in the severence
tax that we are suggesting. One 1is the economic limit
factor and the other 1is the increase in cents per barrel
floor. Right now we have a federal pricing decision to give
oil , to Prudhoe Bay oil new oil treatment for both pricing
purposes and for entitlements purposes. Entitlement 1is a
transfer of money back and forth among the refineLs to
equalize their apposition costs to the national average,

I.hat is the objective of the entitlement, and new oil 1in the
lower forty eight comes 1in the refinery less than imported
oil consequently there is a fraction of an entitlement that
didn*t flaw, for the right to run as new oil. Our oil when
it gets there, will not bo below the cost for import oil it
wiLl bo right at the cost for import oil. In fact the
national policy has been for new oil like high risk North

Elope production wc got right from our Prudhoe Bay field.

National policy is to give that, right now a $10.95 average

1977)

pri.ee, cause of the real ities of market, wc tried, if "wc insisted



or if tho producers who own that .ins.inted on getting a market price
at tho re finery that corresponded to a $10.95 well-head price,.
someone is going to have to pay the transportation cost, and

if you have say a total $5.00 transportation cost you would

be getting intQ the market place at $15.95 the Saudi oil which

is competitive with ours is selling for $13.50 to $13.75 so
somebody would have to, | mean where®"s the incentive to buy.

you"d have to compell people to buy our oil to get $10.95 price

or there would have to be a subsidy. This has not been a thing
that we have been requesting the federal government to do. We
recognize the fact that this 1is how the market is, we are far away%
from it in terms of cost. Consequently the well-head value 1is

not that it"s realized by a refinery price that"s competitive

with the Saudi Arabian oil. Our well-head value is going to.be
lower than the ceiling. The problem is that they are going to,

if they treated this new oil, they are going to Ery to equalize
something that is already equalized and it is going to result

in a penalty over $3.00 a barrel, this equalization. They

will equalize all the rest of new oil for the lower forty eight,

it won"t hurt them too much, it will cause some problems though,
because 1t will over equalize new oil producers in the lower

forty eight. But for ps it doesn"t, it"s completely inappropriate
because our oil 1is already coining in at the level corresponding to
imports. There 1is no need to equalize. Consequently if you make them
buy at a fractional entitlement at a cost of $3.00 or $3.35 that means
the refiner 1is going to pay that much less instead of paying

$11.50 ho will pay $10.50, and that means a Prudhoe Bay producer

or the .State of Alaska if-.it takes its royalty in kind and goes out

and tries to sell it, when he gets it to tho west coast is gonna



w." never see that. So you start Crow $.10.50 down there in California
and then you have that when you yet to a $*1.00 welling price.

Our contention .is that if that happens the game 1is over. There

will be no more exploration. There are no more Prudhoe Days.

It is highly unlikely, there is only one Prudhoe Day in the

United States and there may be a second one down in Mexico, 1in

the Tabascoarea in the farmers fieihs, but a, there pretty darn

few and far between to find a field that large and at $<1.00

well-head value. If that"s the prospect, four dollar well-head with



today"s cost, even if you found it out of Prudhoe Day the chances

are nill that it would be developed. And so the game 1is over because
we are not likely }0 find fields.twice and three times the size of
Prudhoe Bay. So given that the game would be over, we are not doing
any more damage by saying that well, instead of $6.00* $7.10 is the
floor and the post which Ts our present floor with the cents per
barrel, we are simply saying, Why should the people of Alaska follow
the resource? At the game, it then becomes a question of p}iorities
and where our allegiance lies, with the people of Alaska or the

share holders 1in the larger corporations? Now there is a balance,
but given that &7-50 is not a reasonable well head price for North-
Slope oil in the beginning of a cut, and as production continues

and through what builds up, if it, the federal began, assuming

the federal government doesn™t screw things up and destroy the
insantitudes, the increase thgroughfare will lower the pipeline
tariff. This will allow the well head value to rise. OPEC countries
can be expected to raise their price, that includes Arabia. So if
the refinery price for our oil, our refineries will raise the charge
for getting our oil from Prudhoe Bay to the refineries will be 1ess.
These two things will conb.Lno to raise our well head value and by

the early ly00"s we won"t get by talking about the well head value

of $7.140, we will be taldingabout well head values greater than $10.00.
In fact cxtrapulating out by the end oi* this century, wc will he seeing
we.l L head values*of well, your world market values it sounds obsurd
today, but $20.00 well values arc certainly not inconceivable at

that time, and thats $20.00 In terms of today®"s dolars, you know,

not Inflation dolars of the year 2000, that twenty of today"s dolars,



thats simply because wo have Increasing demand, our Latin American
neighbors for instance, their energy consumption is growing at a

rate ten times ours, their population keeps growing, and world energy
demands are far outstripping our own nation ™ demand and as vast as

the OPEC resources are, this is a world wide shortage developing 1in

» * Y%he

the next 10-15 years. This shortage 1is going to cause, ask developers
its going to cause the Q[icg to rise in real terms that.is to say
in addition to the effects of inflation, we will have an additional
>
increase in the real rather than the 1illusion. Consequently when we
turn back, to the point, if the federal government gives us new oil
in Tilener » treatment, the question then becomes whether we are
willing to st by and say 0K we will take 8# or T05 off for dolars -
and there it is, its not good, but thats all there 1is to it. Even
though we are paying right now, importing almost 10 mission barrels
a day to each, though I don®"t know what the latest figures are and
we are paying our good, loyal allies, Arabs, Ilranians,
Abu Dhablans, and all those nice people and Indonesians, Nigerians
and Algerians, 1*1-15 somewhere 1in that range, 1*1-15 dolars is the
average per 1import acquisition cost.
QUESTION- Tom, X understand what you are saying, | really do, but
how, J must have missed somthing, how does that help Cook Inlet
today?

- OK, with Cook Inlet, we, Sterling and 1 have gone to
the Vedcral Energy Administration last summer and in fact, the
hearings that they had earlier,_in April or May, it was 1in Anchorage
regarding the price of now oil and how to compound the upper and

lower tears should move through time, and also about this problem



o.7oil production that roaches Ibs break-even point with the control
o.1l price. Night now, | mean the federal Government as not reluctant
to price our oil severly below what its actually worth, 1in the inlet
that oil 1is beginning from $5.00 to $5*15, an., for oil of similar
guality we are paying, almost, we are probably paying over $15.00

a barrel to get it from Indonesia to %he west coast or Pudget Sound.
So we don ™ ee a very friendly attitude on the behalf of the federal
government toward Alaska production to begin with. We went, there

and pointed out thaw there are some properties in the oil that were
at that time dangerously close to reaching this break-even point at
$5.00 a barrel, we said we know you have shis procedure to allow
pricing on this basis, to allow the price to go up, so that they
continue to have more revenue than expenditures. Then they, thats
indeed true, then they said that of course we are not going to give
it to the State of Alaska because thats fixed cost,iyou are going

to be stuck there at $5.00. Well that presents an interesting
question about how they rewrite our lease, but they said that they
would allow that much pressing relief and return the property to

the level of profitability enjoyed in May of 197J when price controls,
that"s the reference period they all relate back to, May of 73.

but he said, we"ll allow to have that same measure of profitability,
v/nich to my thinking would include among as profit, you have what"s
over for tax. So if you raised the severence tax, that"s an increase
cost., but an oil company can go Into the PEA and present the case

spying, here arc; my thoughts, now give me my May 1973 rate of return,



price to the upper tear which is not still the market price, but

at least its, $.10.95 is a good site better than $5.00. And conse —
quently, if the Federal Energy Administration is doing what they say
they are going to do and if they can do it in a timely fashion,

there should be no problem- for the oil companies because this 1is

simply an expence, severence taxes are recognised as such.
* L 4

- that had not been explained before, thank you.
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My name is Lawrence L. Wilson, Associate Tax Counsel, Union
Oil Company of California. I shall be speaking today on a number
of bills which cover income taxation, severance- taxation and
property taxation. Specifically, these will be SB 105 and its
companion bill, HB 145 and HB 322, all of which deal with income
taxation along with SB 202 which is the "net proceeds" tax. [
will also cover SB 103 and HB 321 and its companion bill HB 144,
which deal with severance taxation. Finally, there will be re—
marks covering HB 323 dealing with property taxation and HB 328
dealing with the Reserves Tax. Where appropriate, my remarks
will also comment on testimony that has already preceded my

testimony. The first bill | wish to comment on is SB 105. No

reference is made to HB 145 since it is an identical bill. e

SB 105

SB 105 1is a bill which purports to determine income to
Alaska through the "separate accounting™ method. The preficatory
language 1in Section 1 states that the present method of appor-
ttoning income under the three-factor formula embodied in the

Multistate Tax Compact does not fairly represent: the extent of
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the business activities in Alaska for corporations engaged 1in
the production and pipeline transportation of crude oil and
natural gas. Section 1 goes on to state that the legislature,
therefore, 1intends that section 18 of Article 1V of the Compact,
which allows separate accounting, shall be adopted for deter —

mining income derived from the production and pipeline transpor-

) -

tation of oil and gas.

Richard Kilgore of Walter J. Levy and Associates and
Professors Jerome Zeifman and Kenneth Ainsworth have commented
on "separate accounting”™ as a method of determining income with
Mr. Kilgore efending it and Messrs. Zeifman and Ainsworth,
attacking it. Even Mr. Kilgore acknowledged that the administra—
tive problems of determining "value™ for a product transferred
out of the state and of allocating expenses to Alaska were
troublesome. Messrs. Zeifman and Ainsworth painted a picture of
corporate maneuvering by astute managers to deliberately operate
Alaska affiliates at a low profit through such means as selling
property to the affiliate at high prices t* get high depreciation
and by allocating excessive overhead.

However, none of these witnesses have provided this Joint
Committee with the really significant reasons why separate
accounting 1is an unsatisfactory method of determining income
within a state. First, even if one could overcome the admini—
strative problems of valuing production and allocating overhead,
separate accounting simply cannot adequately and properly deter —

mine how much profit of a business 1is derived from within a

LN . < H»me e « .



state where the overall business has parts which are dependent
upon one another and which are located in more than one state.

It was for this very reason that the "unitary business™ concept
was developed along with apportionment formulas to determine how
much of the total income of the total multistate business should
be apportioned to a state. This 1is precisely the procedure
which Alaska uses today, as well as most taxing jurisdictions,
i.e., the total 1income of the total business of a multistate
company 1is determined and then apportioned.

The other reason why separate accounting should not be
adopted is that itexposes the taxpayer to multiple taxation.
Income which would be fully taxed in Alaska would also be appor—
tioned to other states using the apportionment method, which
looks to the total 1income of the taxpayer as a taxable apportion—
ment base. Conversely, Alaska®"s or any other state®"s adoption of
separate accounting could cause it to lose tax" from an overall
profitable inultistate. company -- specifically, where the in-state
separate accounting calculations produce an in-state loss for such
overall profitable company. As Mr. Bonney of EXXON will demon-
stratc” this would have been his company®s case had Alaska been
on separate accounting during the development years of the North
Slope. Instead, Alaska received income tax by using the current
apportionment method, apportioning a part of that company®"s
overall profit into Alaska.

Turning to the provisions of SB 105, it is clear that the
bill is not even the form of separate accounting which any of

the witnesses were debating. Rather, it is a hybrid form of



separate accounting. It seeks to determine 1income by simple
reference to the wellhead value of oil and gas used for
severance tax purposes and then allows only seven deductions
while totally ignoring any other legitimate deductions which
represent business expenses allowable under established princi—
ples of income taxation. Five of the seven allowed deductions
relate to" costs closely associated with production. Another
category 1is for unsuccessful exploration costs 1incurred in
Alaska. The only out-of-state cost allowed 1is for interest
expense "not capitalized and capitalizable”, but this expense-
would be severely limited for most companies through the use of
a ratio of the book value of the fixed assets associated with
the field to the total book assets held by the corporation and
of its affiliates. AlIl interest expense related to a company®s
operations within the state should be recognized as a current
operating expense, without the limitation described in this bill.

It is clear that SB 105 would introduce new concepts of
taxing an oil and gas producer which radically depart from
concepts found under the existing Alaska corporate income tax
structure. The traditional concepts established over decades of
experience and which are contained 1in that corporate 1income tax
structure would in large part not apply, yet the producer would
be taxed at the same 9 . 4 corporate rate of tax.

One of the seven deductions 1i.s for "severance taxes

actually paid.”™ This provision may appear to be without problems

until one analyzes it in connection with the reserves tax.



Unless the statute is amended, the reserves tax will likely
result in nearly $240-250 million dollars paid to the state next
June 30th. With the $220 million paid on June 30, 1976, the
aggregate of ned@rly $500 million represents, 1in essence, prepaid
severance taxes because the reserves tax may be used as a credit
against future severance taxes payable. Hence, the word
"actually" in the clause "severance taxes actually paid" takes
on significance, and it appears that the authors ™ intent is to
allow as a deduction only that amount of severance tax "actually"
paid over after the credit with the result that some $500 million
would be denied as a deduction. .

Depreciation is allowable but only on facilities closely
associated with production, but the amount of depreciation 1is
simply left to the Department of Revenue to handle by regula—
tion. Depreciation is a vastly complex subject under income tax
laws and can be handled in many ways to provide fair and equitable
results to a taxpayer. The bill provides little or no guidance
on a subject of such importance to a taxpayer.

As noted earlier, SB 105 does not fit within the category
of the "separate accounting” method of determining income.- What
it really seeks to do is draw a ring around successful oil and
gas operations and allow as expenses only those tiiat arc liter—
al ly tied to the lease, plus expenses for unsuccessful explora—
tion efforts and a severely limited amount of interest expense.
The resulting amount 1is supposed to be net 1income, but in fact,
would represent a level of income much higher than would occur

under regular principles of income taxation.



In addition to tho tax received by Alaska based on an
inordinately high level of income, the authors of SB 105 would,
under Section 43.20.014, still seek to reach, through apportion—
ment, the taxpayer®s out-of-state income, 1including 1its oil and
gas and pipeline income as well as all other 1income. In short,
SB 105 would allow Alaska to fully-*, or, rather, more than fully,
tax directly all of the Alaska 1income from oil and gas and
pipeline transportation and would also require the taxpayer to
apportion to Alaska all of its other income except the 1income
already taxed by SB 105. “And, of course, the final effect to
the taxpayer would be that other states where it does business
would also apportion income to themselves under their tax laws
and included in that apportionment to them would be the Alaska
income already fully taxed by Alaska.

A state may constitutionally tax only that income of a

*
taxpayer which is derived from within 1its borders. That funda-—
mental rule applies _.irrespective of the method used to determine
income. SB 105 seeks to reach all 1income from oil and gas and
pipeline transportation in Alaska and at the same time, through
apportionment, seeks to reach the taxpayer®s other 1income
including its non-Alaskan oil and gas and pipeline income,
thereby raising the. constitutional question of the taxation of
extraterritorial value 1in violation of the Fourteenth Amendment
of the U. S. Constitution.

With respect to income from pipeline transportation of oil,

Sec. 43.20.013 simply provides that where such a pipeline is

regulated by the Interstate Commerce Commission (ICC), the



annual taxable 1income "shall be eight percent of the valuation."”
There are no guidelines to determining income under any st of
rules, and 1items of income and expense are not even considered.
Obviously, this provision 1is aimed at the Trans Alaska Pipeline
and, 1in effect, says that the tax shall be valuation times 8% to
get around $600 million of "annual "income" which, when taxed at
9.4%, produces a tax of about $60 million.

Attempting to tax a business 1in this manner would be similar
to a law which says that an individual shall be deemed to have,
annual 1income equal to a.certain percentage of the assets he-
owns. For example, suppose such a law say that a person's,
annual 1income 1is deemed to be 50% of his assets and the person
owns an apartment house worth $200,000 but has a $150,000 mortgage
against it. His annual income would be $100,000 to be taxed
irrespective of his costs. It would not matter that the person
may, in fact, show very Ii%tle profit.

A taxing scheme which deems "income"™ to be a percent of
value of assets without regard to actual 1income and expenses is,
in effect, nothing more than a property tax under the guise of
an income tax and raises serious legal and constitutional
prob letns .

The authors, however, have attempted to provide a form of
"escape hatch™ to the foregoing method of taxation by providing
Ln Section 43.20.013(0) that the corporation operating such an

ICC-regulated oil pipeline may elect to have taxable 1income from

the pipeline determined under rules and regulations of the

*7_



Alaska Pipeline Commission. Thus, the 1idea seems to be that if
the corporation does not like the percent-of-value method of
determining annual income (which would deem annual 1income to be
at a very high and ficticious level), then it can be economically
forced to submit to the rules and regulations of the Alaska
Pipeline Commission whose rules may or may not be parallel with
the ICC rules. In fact, section 6 of the bill contains an
amendment to Section 42.06.041 by adding new provisions which
require the Alaska Pipeline Commission to give the Department of
Revenue a certificate that the.pipeline corporation so electing
has complied with the Commission®s rules and regulations. .Sub-—
section (c) of Section 041 provides that the Commission shall by
regulations establish an accounting procedure to define net
income to "coincide as nearly as possible with the net 1income
definition used by the Commission 1in establishing rates and
measuring rate of return."”

What 1is happening under these provisions seems clear enough.
The 1idea seems to be to put such an onerous tax burden on the
ICC-regulated pipeline that it would be forced to elect to comply
with all applicable regulations and orders of the Alaska Pipeline
Commission concerning accounting methods and reports. In short,
the Commission would set the rules for income determination not—
withstanding that the pipeline company remains subject to the
primary jurisdiction of the ICC. Thus, there v/ould be four
parties 1involved 1in determining 1income: the taxpayer, the 1ICC,
the Alaska Pipeline Commission, and the Commissioner of Revenue

who 1is interpreting the Alaska Commission®s rules.



Use of the tax laws to achieve the"apparent goal of regu-
lotion by the Alaska Pipeline Commission 1is an abuse of the
taxing power. Further, the scheme raises obvious legal and
constitutional questions and with so many parties that would
be 1involved in the income determination process, the stage
would be set for endless controversie;.

The foregoing discussion relates to ICC-regulated oil
pipelines. Where an oil pipeline does not yet have a value
established by the ICC or where the oil pipeline is strictly an
intrastate oil pipeline, the bill provides that such a cor-
poration having one of these pipelines shall have 1its income
determined under the rules and regulations of the Alaska Pipe—
line Commission. Here again, as would be the case of an ICC-
regulated pipeline corporation which was forced to elect to have
income determined by the Commission (discussed above), the
income determination is left to another agency under rules and
regulations as it chooses. In essence, the whole matter of
determining 1income to tax under an income tax law is left to tho
vague guidelines of -another governmental agency. This, 1in-
itself, raises questions whether there has been an unconstitu-—
tional delegation of legislative authority. But even if one
gets over that hurdle, the fact remains that whatever rules
would finally apply, those rules would not accord with general
principles of 1income taxation which ought to apply to pipeline
operations just as they apply to any other type of operation.

As to gas pipelines -regulated by the Federal Power

Commission (FPC), SB 105 provides in Section 43.20.013(d) that



taxable 1income shall be determined in accordance with reporting
procedures established by the FPC. Here again, there is a
departure from normal application of income tax principles
because a gas pipeline, though regulated, 1is really no different
from any other taxpayer insofar as having income tax principles
applied to its operations. The regulation and rate-making
process of the FPC fully takes 1into account, a gas pipeline™
handling of its operations where that pipeline-utilizes-the--m
provisions of the Internal Revei.ue Code to.achieve tax savings,
for the benefit of not only it-s customers but also its share-.-
holders.

Finally, I would like to say a word about Section 43.20.015
which deals with "Public Reporting.”™ Under that provision the
Commissioner of Revenue is to compile and transmit to the legis—
lature each year an annual report which shows the tax paid under
SB 105 together with the itemized deductions that have been
allowed and how much tax revenue was not collected because of
the deductions. Further, the report 1is to provide a summary of
the total amount of oil and gas produced by each taxpayer, the
taxable 1income as calculated under Section 12 and 13 relating to
oil and gas income and pipeline transportation in Alaska, and
the out-of-state 1income of the taxpayer apportioned to Alaska.

In short, SB 105 would open up for general scrutiny without
safeguards of confidentiality the whole operation of the oil and
gas producers and pipeline operators in Alaska. I would hope

that we haven®t progressed to the point in this country where a



taxpayer®s returns have become a matter of public rec%ld. [
doubt 1f anyone would consent to having their tax return infor—
mation bundled up by the tax collector to be laid bare for
anyone to review. There are strict rules 1in all states and at
the federal 1level covering disclosure of tax return information,
and there are ways whereby certain®limited groups of people
having a legitimate interest can obtain that information on ad
strictly confidential basis with criminal sanctions 1imposed for
violations. But under SB 105, the information could be made
available to a large number of people where there are no guide—
lines whatsoever over disclosure. Such a provision is one that
simply should not be tolerated no matter who the taxpayer may

be.

HB 322
The next bill I wish to discuss 1i1s HB 322; This 1is the
Department ol: Revenue®s bill which adopts the recommendations of
Professors Zeifman and Ainsworth. Essentially, this bill has
the following features:
1. Impose a franchise tax on oil and gas producers
operating in Alaska who have gross receipts of $250 million
or more.
2. Tho income base to be taxed would be the higher of (1)
pre-tax book 1income as reported to stockholders before any
reduction by reason of taxes on 1income, or (2) taxable 1income

under the Internal Revenue Code. oo



3. Apportion the pre-tax book income under 1item 2 by
means of a three-factor formula where the property and
payroll factors arc tlie same as now contained 1in the
Multistate Compact but the sales factor in the Compact
would be replaced by an extraction factor. Such extraction
factor would be the ratio of .oil and gas produced in
Alaska (expressed in BTU %) to total production of the
taxpayer everywhere.
Thus, there are wo main themes to HB 322: . tax base changes
and apportionment factorechanges. Such changes are the same
changes discussed and recommended by Professors Zeifman and
Ainsworth 1in their testimony earlier this week.

Professors Zeifman and Ainsworth would reject federal
taxable income as a tax base because the Federal Internal
Revenue Code contains many deductions, credits and exclusions
which they allege have diluted revenue-raising-potential
through subsidization of of some activities while discouraging
others.

In their report, though not mentioned except briefly in
their testimony, the professors attempted to demonstrate how
the revenue raising potential has been eroded and referred to
the concept of "tax expenditures”™ which, 1iIn essence, 1is simply
a listing of those items or categories constituting deductions,
credits, or exemptions found in tho Internal Revenue Code,
together with the estimated effect they have on revenue collected.

This listing is required to he published each year under the



Congressional Budget Act of 1974. However, instead of discussing
and commenting on the more than 75 general categories of items
in the published list as they apply to both individual and corpo—
rate taxpayersr the professors chose only to extract in their re-
port but six categories, and only one of the six (expensing of
exploration and development costs) applies specially to the petro—
leum and mining industry.

I have here the complete listing of "tax expenditures™ for
the Fiscal Year 1978 which also shows those "tax expenditures”
for years 197C and 1977. A copy of this listing is attached.
There are two columns for each year, one for corporations and® one
for individuals. A review of both the number of categories listed
as well as dollar amounts will reveal that individual taxpayers
indeed have fared very well compared with corporate taxpayers.
It will also be noted that there are only two items relating
specially uo the petroleum industry. One deals with the expensing
of exploration and development costs, which, from the testimony of
tho professors as well- as Mr. Kilgore, one would think was the
major provision in the Internal Revenue Code but which in reality
represents a rather small item compared to other items in the list
ing. In fact, that item has a revenue loss effect about equal to
the Loss from the credit allowed for buying new homes. Tho other
category deals with the excess of percentage depletion over cost
depletion. But this latter item applies to over 100 different
minerals which 1involve percentage dcplction--o0il and gas being

but one category. In any event, percentage depletion has



negligible application to major oil companies because of the
severe restriction of: percentage depletion for oil and gas re—
sulting from the 1975 Tax Reform Act. The professors®™ attempt
in their paper to show the petroleum industry as a highly"
favored industry that receives a major share of tax benefits

is simply incorrect.

After leveling a finger at corporate taxpayers generally,
the professors then recommended that one special group- namely
oil companies--be singled out for tax "reform". However, the
professors failed to discuss either in their paper or their
testimony the inequity or possible legal problems of proposing”
a "book income"™ base for major oil companies which would be far
different than would apply to any other class of taxpayers. They
did not even mention in their report that no state in the country
has a law utilizing "pre-tax book income” as a tax base though
questioning by the Committee did bring out this information.

Even if one were to agree with the novel approach suggested
by Professors Zeifman and Ainsworth and embodied in HD 322, a
true advocate of their theory could not logically propose its
use with one set of taxpayers and then 1ignore its applicability
to the vast majority of other taxpayers. If such a radical
change 1in tax approach 1is to be made, then it should apply to
all taxpayers under-all 1income tax lav/s at the same time, with

corresponding adjustments of tax rates for all.



An approach which uses the higher of book income before
taxes 01 taxable 1income can lead to distorted results.

Mr. Bonne/ of F_XXON will demonstrate through a simple example
how the use of one versus the other could prevent a full
recovery of a capital investment and yet tax phantom or non-—
existent incomo. Further distortion may result from the in—
clusion of earnings of non-controlled companies 1in pre-tax
income, as required by generally accepted accounting principles.
While the oil companies may be required to report the eanﬁngsx
of their investments in non-controlled companies, they do not
determine if or when the earnings of these entities are dis—
tributed. Yet MB No. 322 provides for immediate taxation of

this income because it would be included within the pre-tax

book 1income reported to stockholders.

Professor Zeifinan emphasized the fact that book 1income is
invariably larger than taxable income, thereby"” showing that big
corporations have tax benefits. However, of what real signi—
ficance 1is it that a corporation®s management chooses to adopt
a conservative book accounting method as long as it is consistent
in doing so year after year to avoid distortions? Differences
between book and tax income due to different treatment has
existed for decades under generally accepted accounting principles
For Lax purposes the Internal Revenue Service, as well as a
company®"s own auditors, will require a full reconciliation of

the taxable 1income back to the book income and there are extensive

schedules 1in Lax returns which do this every year.



The only point Professor Zeifman 1is making 1is that under
the Internal Revenue Code corporations are permitted certain
deductions, or credits, or exclusions which, 1if taken advantage
of, show a lesser ™taxable"™ 1income than shown on the books if
the management chooses to use a consistent method which treats
the item differently. But the same thing can be said for all
taxpayers, 1i.e., all taxpayers receive some form of tax treat—
ment which causes their taxes to be less than if the tax law
simply taxed the gross dollars received at a specified rate.
This can be seen from the "tax expenditures™ listing referred
to earlier. Pointing the finger at one group of taxpayers as
ones who should first go on the chopping block of reform while
ignoring others who are not so treated is asking a lot of any
legislative body whose duty it is to play fair with 1its citizens

whether they be corporate citizens or individuals.

Substitution_ o f an "extraction" factor_ for the_ ™sales”™ factor

The second main point of HB 322 deals with deleting the
sales factor and substituting an extraction factor.

Before plunging into this subject, | believe it would be
helpful to give the Committee some background about the tradi—
tional three-factor formula utilizing property, payroll and
sales, whore it came from and why it 1is used today by most
states which tax corporate 1income. Another reason why this

will he helpful 1is that Professors Zeifman and Ainsworth gave

their testimony recommending a change strictly on the basis



that its use will apportion more 1income and, therefore provide
more tax. However, the matter 1is not quite as simple as the
profcssois have indicated.

When states began taxing corporate 1income over SO years
ago, there were various formulas used to divide the income.
Because there were different formulas, it was not long before
disputes arose between states and taxpayers, usually 1involving
the question whether the state was reaching for too much of the
taxpayer®"s income. It is very important to bear 1in mind all
the way through the discussion of this subject that a state can
constitutionally tax only that income of the taxpayer which is
derived from within the state®s borders. Thus, the search has
always been to find a formula which gives both the taxpayer and
the stale fair treatment. But as to the taxpayer who operates
in more than one state, the problem has also been to utilize a
method of dividing income which docs not subject the taxpayer
to multiple taxation.

It is not difficult to sec how multiple taxation can
occur. Suppose X corporation operates in states A, B, and C,
each of which has the same standard three-factor formula of
property, payroll, and sales and each of which has an 82 income
tax rate. In would be rare if X corporation had exactly the
same mixture of property, payroll, andsales in each state.
However, when each of the three statesapply their tax laws and
divide the 1income under their uniform formulas, X's total tax

to all three states will he no more than 82 of its total income.



But lot"s vary the example just slightly and assume that
in state A, X corporation has a heavy concentration of property
and payroll but not many sales and that state A decides to
delete its sales factor and have only a two-factor formula. In
such a case state A will apportion.to itself a greater amount
of X"s income but apportionment to States B and C will remain
the same. The result will be that an amount greater than X's
total income will be apportioned in the aggregate to all three
states and X will have been subjected to multiple taxation
because State A broke the uniformity.

The foregoing is a simplified example but nevertheless
demonstrates how multiple taxation can result. As noted earlier,
disputes over 1income taxation existed for decades and it was not
untiJ 1957 when the Commissioners on Uniform Laws in conjunction
with the tax section of the American Bar Association and many other
interested parties finally wrote a model law known as the "Uniform
Division of Income for- Tax Purposes Act” (I1JDITPA) in the hope that
states would adopt it and thus put an end to the chaotic condition
that existed. The apportionment formula settled upon utilized
property, payroll and destination sales. Underlying this three-factor
theory of apportionment is the concept that the employment of
capital iu the form of property, labor as reflected in payrolls
and ultimate sales to generate tho sustaining revenues for tho
business are nil vital factors to be given ccpjal weight 1in determining
income. Thus, tho theory recognizes that in a true economic

sense some part of taxable 1income 1is earned at every stage of the



To date, about one-half of the states (including Alaska) have
adopted UDITPA and all but two states which 1impose an 1income tax
use the three-factor formula of property payroll and sales.

The UDITPA model law only deals with apportionment of income
and does not contain provisions setting forth rules or procedures
whereby a state cooperates with other states to administer income
taxation on a joint basis. In an effort to promote uniformity
of tax rules and cooperation, a number of states formed what 1is
now called the Multistate Tax Compact. However, a state which,
adopts the Compact also adopts the threerfactor division of income
formula based on the UDITPA model law. Alaska adopted the Compact
in 1970 but followed the UDITPA formula before 1970. Hence,
states which have adopted the Compact and states which simply

c
follow the UDITPA rules have compatible laws.

With this brief background let me turn to the proposal to
delete the sales factor and impose an extraction factor. The
nub of the professors®™ argument 1is that the sales factor 1is low
due to destinntion sales which causes lesser apportionment of
income to Alaska and this can be cured by substituting an
extraction factor. Thus, tlie sales factor 1is dismissed by
the professors and the render of their paper and the audience to
their testimony 1is..simply left with a conclusion void of any
reasoning except maximizing revenue.

There was a sound reason for the UDITPA and Compact treatment
of sales on a destination basis for purposes of tlie "sales™ factor

A destination sale is one which occurs in a state if goods are



delivered 1in that state or services are performed in that state.
i

Suppose a manufacturer has its plant in Illinois and has a large

payroll at that plant. From this plant the manufacturer ships

most all of his products to purchasers in other states. If this

is the only plant, the property and the payroll factor to Illinois



will bo high and i1f the sales are attributed to the Illinois

plant as the origination point of the sale, then Illinois would
apportion nearly all the income for taxation in Illinois. As

can be seen from this simplified example, the major manufacturing
states would receive an unreasonably high proportion of apportioned
income to the detriment of non-manufacturing states. Hence, the
"destinationll sales concept is one which not only affords protection
to less populated, non-manufacturing states, such as Alaska, but
also gives legitimate recognition to sales activity in consumer-
states by deeming the sale to "occur"™ where the purchase takes 7,
delivery, .° ,

What the professors have proposed as a factor change 1is no
different from what they might propose 1in any state based upon
simple reasoning to get more revenue, the only difference being
that in such other states it might be a different factor which
provides the key. For example, they might shift their proposal
to Illinois or Pennsylvania to point out that its sales factor
also 1is destination-oriented and because most products are
shipped out-of-state, the ratio of sales 1in either of those s.tates
will be lower. The professors could then recommend that the
"destination™ sales factor be changed to an "origin" sales factor
or that the sales factor be deleted 1in favor of one based on
manufactured units (e.g., television sets) 1in the state to total
units manufactured everywhere. By such changes, those states
could then command most of tho apportioned revenue since, being
m.imifacturing states, they"a lready have the bulk of property and

payroll and, through the sales factor change, they could prevent



dilution of t.ho total factor to be used by tho taxpayer.

But suppose it was some state which did not have heavy
manufacturing (i.e., low property and payroll in the state)?
Under the professors®™ reasoning this might call for use of only
a sales factor -- i.e., destination sales and not origin sales
because only the former would help "the state (in contract to
what was said above as being in the "best interests”™ of Illinois
or Pennsylvania). By so limiting the formula to a single factor,
the non-manufacturing state maximizes apportionment of 1income
to fhe state.*

The foregoing are only two examples out of many one could

establish to tailor apportionment formulas for various states

for inequitable or unconstitutional consequences. However, the

problems with tho examples are parallel to the same problems

»

that are contained 1in the professors® proposal for an extraction
factor. In each 1instance there is a break 1in the uniformity of
treatment by a state which inevitably results in the taxpayer

being subjected to multiple taxation. The state breaking uni —

formity will tax a larger part of the income by use of 1its advan-

4 Recently the fowa courts struck down as unconstitutional
that state ™ use of a single factor of sales because it was
not an adequate measure of the taxpayer®s income derived from
within lowa. (Moorman Mfg. Co., Polk Cty. DIst. Ct.
No. Cfi 3-1505 (1)-17-7b)Similarly, in General Motors
Corporation vs_. Pist. of Coluirihla, 3110 U.STTIT =(ljdii)7~thc
United Stales Supreme Court struck down use of a single sales
factor by the District of Columbia.



tagoous apportionment factors. Unfortunately, part of that same
income will also be apportioned to and taxed by the other states
having the uniform apportionment formula.

As noted, the professors have given no reason for use of
the extraction factor except that it will raise revenue. Missing
is the reasoning why the present fa“ctors are not a proper measure
of a taxpayer®s income within Alaska or, conversely, why use of
the extraction factor will give a more accurate measure of that
income. Merely saying that oil goes out of the state and does not
count as a "sale™ 1in Alaska to its detriment 1is not good enough
because, as shown earlier, any state could analyze its economic
position and make the same argument when it observes a resource
material or manufactured 1item being shipped out of the state. It
that happened, then clearly the states and taxpayers would be back
to the same chaotic situation that existed before the uniform
rules of UDITPA and the Multistate Tax Compact were formulated
and adopted.

To satisfy constitutional requirements, an apportionment
formula must fairiy and reasonably measure a taxpayer®s net 1income
in the particular state since a state has jurisdiction to tax
only that 1income derived within 1its borders. The professors
and some Alaskan critics of the present three-factor formula have
simply looked at the oil production aspects of the business of
a multistate oil company operating in Alaska but apparently

e t.o ignore the other part of the business where that oil has

fn be transported, refined, into products, distributed and sold.
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In fact:, tho bulk of such a company®s employees and a large portion
of its investment lie in these phases of the business. Moreover,
tho revenue which pays for the expenses of company operations 1is
generated mainly out of the sales of refined products.

The concept of income taxation 1is the taxation of the overall
profits of an enterprise which may have many parts 1in many states
but all of which contribute to the ultimate profit or loss. In
devising a formula to measure income for apportionment, the drafters
of the UDITPA model law were not being arbitrary when they settled
upon use of property, payroll and "destination-oriented” sales.
They were looking for a formula which not only contained elements
reflecting as many aspects or segments of the business as possible
but also for a formula which could be easily and uniformly ad-—
ministered and which provided equitable treatment to states as
well as taxpayers. Using these guidelines, the drafters found
that property, payroll and sales provided a balance of factors
reaching and reflecting the essential elements of any manufacturing
or mercantile business.

There can he no doubt that the author®s solution fails to
protect the taxpayer from multiple taxation but, rather,
actually creates 1it. While this 1is reason enough to reject use
of lho extraction factor, it also is clear that use of this form
of factor 1in place of a sales factor reduces “he segments or
sectors contained within a business whose operations are reflected
in the formula. Sales from a1l phases of the integrated business
are the sustaining element of the business without which the

business fails, and such sales reflected in the sales factor

24 -
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are drawn from the tital business. Units of petroleum extracted
are important to the business too but represent operations
pertaining to only one segment or phase of an integrated petro—
leum company®"s total business.

While crude oil extracted may have a value at the point of
production, that value exists only because of consumer demand for
products produced within other equally important phases of the
business consisting of refining, product transportation and
marketing distribution. In this regard, oil production in the *
case of the oil industry is not unique and the same reasoning e
can be applied for iron ore in connection with steel making,
for raw timber in connection with finished wood products, or
even for grapes grown for winemaking since 1in each of these
cases the raw product can be viewed as having been "extracted".
In all these cases, as well as with the oil industry, the
"extracted" material undergoes a complex transformation into
products vrosulti.rr, in -sales revenues only after having been
acted upon by other necessary phases of the business containing
most of the taxpayer®"s employees and containing facilities =«
representing a substantial part of the taxpayer®s invested
capital, both of which are distinct from the "extraction”™ phase
yet still a part of the overall operation of the enterprise.

By using an extraction factor in place of a sales factor
Ilie whole clement of sales which sustain the business for its
survival are disregarded. Units of oil and gas produced is

simply not a proper measuring factor and, as will be pointed
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out in an example by Mr. Ronncy of F_XXON, the substitgtion of
an extraction factor can result in a distorted attribution of
"downstream”™ income from transportation, refining, marketing,
etc. to Alaska®"which can result in the taxpayer having income
taxed twice.

From the foregoing it can be .Seen that substituting an e
"extraction"” factor for the "sales"™ factor actually distorts
rather than improves the measurement of net income of the total
enterprise attributable to or derived from within a particular
state. What it does 1is provide a change to "maximize" revenue
which 1is not a goal of formula apportionment when done at the
expense of sacrificing the other principles which lie behind
the concept of apportionment

I would like to say a word about the provision in MB 322
which the professors recommend as being a basis for Alaska
including OCS property, payroll and extracted oil and gas as
its own factors when the 0CS property 1is dependent upon on-shore
Alaska operations. The professors were certainly correct in
saying that there may be problems. However, they failed to point
out that section 1333 of Title 43, which deals 1in part with state
laws applicable to the 0CS area, contains rather troublesome
language for a state attempting to extend 1its tax laws to the OCS
area. Section 1333(a)(2) contains the following sentence:

"State taxation laws shall not apply to the

Quter Continental Shelf."
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At least one state, California, has looked deeply into this
matter of whether California, could consider the 0CS developed
area as providing property, payroll and sales factors for use by
California, 1i.e., the same consideration being recommended by
Professor Ainsworth. The California Franchise Tax Board in Legal
Ruling No. 366 has held that California cannot claim property,
payroll and sales in the 0CS area for California®s benefit, 1i.e.,
California cannot put these factors 1in the numerator for California.
There is attached to my testimony copies of the pertinent federal
statute referred to above, along with a copy of Legal Ruling No.

366 of .the California Franchise Tax Board.

SB 202

SB 202 1is basically the same bill which was considered in
the 1976 session as SSSB 620. The main difference between the
hi 11s 1is that under SSSB 620 the net proceeds tax was a credit
against regular corporation income tax insofar as that corpora—
tion 1income tax would represent tax on income from oil production
taxed under SSSB 620;_ under SB 202, the taxpayer also remains
subject to the Alaska corporation income tax but 1is deemed to
he exempt only to the extent of income earned from production of
=il iIn the state. In short, under SSSB 620 there was an actual
credit against the Alaska corporation income tax but the net
proceeds tax credit was only applicable against that part of the
corporation 1income tax which was applicable to income from
Alaska oil operations. Under SB 202 there 1is no credit as such

hut the taxpayer who apportions income to Alaska 1is simply not



taxed on 1income deemed to come from Alaska oil production.
As some of the members of this Committee know, 1 testified

on SSSB 620 last year and pointed out what |1 believed to be the

deficiencies 1in that bill. That testimony is no doubt still
available in the Committee files and I do not propose to go
into ill the details of the bill again.. Rather, 1 shall have

some general comments on the bill and point out how this bill
impacts on the taxpayer, as well as point out some of the legal
problems with its operation.

The "net proceeds tax" contemplated by its proponents has
features of an income tax 1in that it attempts to reach a level
of "income"™ or "profitability” from successful oil and gas pro—
duction operations with a tax rate applied which is equal to
(or higher than) the regular Alaska corporation income tax rate
(i.e., 9.4%). Essentially, the tax would be determined by sub-
tmeting from the wellhead value of oil and gas production certain
limited costs and expenses directly associated with production
and multiplying the difference by the corporation .income tax rate
of 0.44.

Proponents of the "net proceeds"™ tax have chosen to label
it as an "ad valorem™ tax rather than an "income"™ tax. However,
in substance and operation the tax 1is unquestionably a form of
income tax and merely calling it by another name cannot change
I.hat fact.

Because the "not proceeds"™ tax approach is itself a form

of separate accounting, taxpayers will be exposed to multiple



taxation under that approach for t.hc same reasons as discussed
in connection with SB 105. In fact, the economic effect to a

taxpayer would be even more adverse since the goal of the "net
proceeds™ tax is simply to isolate successful Alaskan oil and

gas producing operations, allow a very limited amount of deduc—
tions closely and directly associated with production, and tax e
the resulting "net proceeds"™ at the corporation income tax rate
(9.4%) as though those "net proceeds"™ constituted net income of
the taxpayers.

Proponents of the "net proceeds™ tax 1in the past have
admitted that the "net proceeds™ to be taxed would represent a
tax base which is higher than would occur under regular principles
of income taxation applicable to other taxpayers. Hence, the
economic, effect 1is that Alaska would place a tax (at the 9.4%
corporate 1income tax rate) on a level of income (but called
"net proceeds”™ 1instead of "income") which 1is much higher than
would result under regular 1income tax principles, and that same
income (or at least a certain level of that incomo) would be
included in the base subject to apportionment to othcr states
and taxed by them because they use the standard three-factor
appo rtioilmenc formu la.

But the adverse effect of the "not proceeds™ tax approach
would not stop there because under that approach the same tax—
payer would still he subject to tho regular Alaska corporation

income tax. SB 20?. would still require tho taxpayer to appor—

tion to Alaska under the three-factor formula all of tho tax-



payer®s 1income from outside Alaska, including its non-Alaska oil
and gas income. Thus, SD 202 would provide Alaska with the best
of all worlds: it would receive a tax at the 9.43 corporate in—
come tax rate on Alaska "net proceeds™ which would constitute a
tax base much higher than under regular income tax principles
and, through apportionment, it would also seek to reach all of
the taxpayer®s income from outside Alaska as well as any non-oil
and gas income from within Alaska.

The concept of the "net proceeds"™ tax which would operate
in substance like an income tax raises a legal question whether
the method would permit the state to taoc a greater amount of net
income than reasonably could be attributed to Alaska.

Proponents of the "net proceeds"™ tax have claimed that
a "precedent”™ exists for such form of tax and have cited the
states of Nevada, Utah, Colorado, Ildaho, Montana, and New Mexico
as examples. However, a review of the statutes in those states
reveals that the ™"net proceeds™ tax has nothing whatsoever to
do with a scheme to tax income such as that being advanced by
the proponents of the "net proceeds" tax. Rather, tho "net
proceeds™ .involved in/the states referred to are simply con-,
voni.ont and simplified means of arriving at a value on mining or
oil properties for purposes of applying property tax rates by
local county assessors in order to provide property tax revenue
i.n the local counties. Such a method is essentially a substitu—
tion for the rather sophisticated and complex valuation pro—

cedure that would otherwise occur each year, such as the complex



valuation of the Prudhoe Huy field for purposes of applying the

reserves tax in Alaska,

It is safe to say that no state in the country imposes a

"net proceeds"™ tax of the type the proponents in Alaska have in

mind.
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I would now .like to direct my comments to the Legislative
Councill:;; proposed production tax changes incorporated in the

identical bills, SB 103 and HB 144.

DESCRIPTION OF THE BILL

As discussed yesterday, the proposal would:

a. Change the point where the taxable value of oil 1is
determined from the "welll to the point where "oil
is first metered or measured in a condition of pipe—
line quality".

b. Realign the stepped tax races.lowering the tax on
the first 1,000 bbls per well per day and substan—
tially raise the tax on all production over the
first 1,000 bbls with a high rate of 14F on all
production exceeding 3,500 bbls per day,

C. Use lease or property averaging”in determining each
well®"s daily production.

d. Tax flared gas at 5 times the normal rate.

0. Advance the monthly tax due date to the 20th day

of the month following production.

«SCTAMKN_"rs

1. Adoption of lease or property averaging of daily bbl. per
wol*l production 1is a step in tho right direction in proper—
ly ascertaining tho stopped tax rates applicable to a field,
The chanf/e, of course, will aid both the taxpayer and the

state adminlstrati.voly.
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The resultant increase in the overall industry tax burden
(estimated by tho Legislative Affairs Agency to be about
$180 million per year by 1980) is completely unwarranted,
considering the question of need which others have already-
addressed and considering the fact that Alaska oil is al—
ready being taxed at virtually the highest level in the
nation. The limited benefit given to the lower producing
fields in Cook Inlet in no v.ay should be considered as
justification (or a basis of consistency) for placing such
a harsh extra tax burden on high producing wells 1in the
North Slope or any other location. This approach portrays
the concept of taxing the taxpayer at a high level,- not on
the basis of state governmental need, which we believe to
bo grossly unfair.

Retention of the alternate cents-per-barrel rate floor with
its wholesale price index adjustments more than counteracts
any true benefit out of reduced rates given low Cook Inlet
producing wells through percentage rate reduction. As Levy
Associates has maintained, this minimum price-setting de —
vice has created® an artificially high value on the old Cook
fn.l.et oil for tax. purposes, resulting in an effective tax
rate well 1in excess of what we believe was intended by the
legislature on such oil. The last time 1| reviewed the
situntion-~which v/as about a year ago--the conts-pcr-barrel
feature of the severance tax had caused Union and other

companies for which it reports severance tax to pay about



$5million more than would have been paid under the percent-
of-value method. We view this amount as simply an unintended
windfall benefit to tho State since January 1, 1974, the date
the current cents-per-barrel tax took effect.

We do not see any justification for imposing a penalty rate
(5 times normal rate) for flared gas, considering the fact
that such flaring controls are best placed with regulatory
agencies, not taxing agencies. IT proper regulatory authority
exists to flare gas, such as for safety pruposes, there 1is

no justification for adding tax at a confiscatory rate to

a product that the producer loses through flaring where that
flaring is done for reasons of safety.

Moving the point of measurement of production value down-—
stream to the point of metering in a condition of pipeline
guality could unjustly place a substantial tax on transporta—
tion costs on some TfTields v/hich for a variety of reasons re—
quire movement of oil significant distances before measure—
ment. Since the .Alaska Production Tax 1is an occupation tax
on the privilege of severing oil and gas, it would be more
appropriate to continue measuring it by its value at the
point of severance, i.e., the wellhead, 1instead of adding

on to it incremontal values of gathering, transportation and
field treatment.

Advancing tho delinquent date for payment from the first of
tin: month following the month of production to the 20th day

of the month following tho month of production would place



an undue administrative uL.ra.in on tho reporting groups with-
.in the various producing companies. In most cases, tho pro—
duction data to calculate tax liability and prepare returns
must be transmitted to offices outside Alaska. Advancing the
delinquent date by 10 days will simply make worse an already
short time open to comply with the law. By advancing the re—
porting time 10 days, the State, overall, only gains a total
of 10 days for revenue collection which seems inconsequential

compared with the added administrative burden on producers.



fly next, comments pertain Lo UB 321 nncl SB 230, 1identical
bills, which contain tho Administration®s recommended changes to
the oil and gas production tax.

Briefly, the bills would replace the present stair-stepped
tax rates on oil production per well with a single rate of 10% on
value or one alternative minimum cents-per-barrel rate of 75 cents
(adjusted for gravity and for changes in the "Gross National
Product Deflator™). . .

Also, the 4% rate on gas would increase to 10% with a new
alternative minimum tax of 6.4 cents per MCF. The new percentage
rate and cents-per-unit rates would be adjusted by an ™"economic
limit factor (ELF) discussed later.

The proposal also makes other changes, including changing
the point of measurement from the wellhead to the point of
measurement of pipeline quality. The proposal also imposes a
double rate of tax on flared gas.

Wo strongly oppose perpetuation of cents-per-barrel floor
prices and expansion of it to gas production, as well as in—
creasing tho minimum price to which it relates, that 1i.s, (57.50
per barrel. As Milton Lipton has advised, the current floor as
escalated by the National Wholesale Crude Price Index has worked
jJj.u unintended ways on Cook Inlet Crude, creating an artificial
taxing value w@i. in excess of the value permitted by the FEA on
old oil. Now tho Administration not only recommends continuance
of tho minimum price concept but also proposes to .increase the

minimum price to $7.50 per barrel.
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Tho Administration supports this course with the
argument that tho FEA price is artificially low. nut the oil
companies producing such "old" oil nevertheless suffer the economic
realities of federal pricing. Accordingly, we believe it is un—
fair that in addition to bearing such economic loss in price,
the Cook Inlet producer must also bear an increase 1in production
tax because of an arbitrary floor of $7.50 per barrel used as the
measure of tax. This, of course, would be equally true on the
North Slope if the FEA placed a value below $7.50 on that produc—
tion. We fail to see any justification for the State to arbitrarily
burden the production with such a heavy production tax through an
artificially set value because of the possibility that FEA pricing
decisions may not be favorable.

As mentioned above, HB 321 introduces the concept of an
Economic Limit Factor (ELF) as an adjustment to the percentage
rate of tax applied to both oil and gas. According to the Depart-—
ment- of Revenue®s February .1.977 study, the Department believes
that the present "staii; step"” rate schedule does not adequately
Lake into account differences 1in the economic conditions existing
from field to field, .e.g., a well producing 1,000 bbl/day at one
location may bo marginal while such a producing rate at another
local ion may bo profitable. In short, the stair-step approach 1is
doomed defective because it does not adequately protect against
excessive taxation ns a well approaches 1its economic limit.

To correct this, the Department proposes an ELF, tho calcula-

tion of which Logins by determining a fraction tho numerator of
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which 1is the "monthly production rate at the economic limit"™ and
the denominator of which 1is the production during the month for
which the tax is to be paid. Under 113 321, the numerator is by
statute deemed to be 100 barrels times the number of well-days.
Weil-days are by definition the number of days a well is operating.
Thus, 1if there were 10 wells on a lease operating for 28 days
each, the numerator would be 100 X 10 X 28 = 28,000 bbls. I the
total monthly production on the lease was 280,000 bbls, the ratio
would be 10%, or expressed as a decimal, .10. The next step in
determining the ELF 1is to reduce "unity™, 1i.e., 1.00, by the ratio
expressed as a decimal. Thus, 1.00 less .10 = .90 = ELF.

The best way to explain how the HB 321 mechanism works 1is
through a simplified example, a copy of which is attached. The
example uses Cook Inlet production of 35< oil at a $4.85 per barrel
controlled price. Under the bill, one of the adjustments is a
half-cent for each degree above 27, so 4 cents is added to the
75 cents. The CNP Deflator adjustment is ignored. The statutory
presumption of 100 barrels 1is the numerator and 1,600 barrels 1is
t.he denominator which gives a decimal of .0625, and when subtracted
from 1.00 gives an ELF of .9375. Both the cents per barrel of
79 cents and the 10% rate arc multiplied by .9375 to find the ad-—
justed ccnts-por-barrcl and pcrcont-of-valuc rates. Next, the
royalty of 200 barrel®; is subtracted to find 1,400 non-royalty
barrels. Finally, the 1,400 barrels are multiplied by the value
of $4.85 and then by 9.375% to find the tax under the porccnt-of-

value method, and are multiplied by $.7406 to find the tax under



the cents -per-barrol method, Since the tax of $1,036,84 1is the
higher (i.e., under the cents-per-barrel), that tax 1is tho one
that would be payable.

At the bottom of the example the tax under HD 321 is com—
pared with the"tax produced on the same production if it occurred
this month (March 1977) under current Iaw? As shown, the increase
is about 60%. Also at the bottom of the example it is shown that
the effective rate of the production tax under current lav/ would
be 9.5% but 15.3% under HB 321, While not if the produc—
tion rate had been 8%J0 bbls/day instead of 1,600., the 1increase
in tax over the current tax would have been around 75% instead
of 60%.

As mentioned earlier and used in the example( the monthly
production rate at the economic limit is, by statute, presumed
to be 100 barrels times v/ell-days unless the producer in a formal
hearing proves by "clear and convincing evidence"™ that it 1is
otherwise. However, 1in proving this, HB 321 contains some rather
curious and questionable ground rules which do not track with
reality. Those provisions are found in subsections (b) , (¢) ,
and (d) of Section 43,55,013. In essence, the "average monthly
direct operating cost"™ (based on at least 4 consecutive months)
is divided by the value at the point of production of oil which
is produced from the lease, but this "value™ 1is not the value
I:he producer actually gets but, rather, that value which is deemed
to bo tho value of comparable crude at West Coast refineries for

imported oil which is than "backed out"” to the wellhead.
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Trnnslatocl, the "value"” used to divide into the monthly operating
costs in, for Cook Inlet, Indonesian Crude laid into Los Angeles
at about $1-1.50 per barrel. When the $14.50 is "backed out"™ to
the wellhead, the value at the wellhead is about $13.50." Thus, it
is not the $4.85 real price used to calculate "monthly production
rate at the economic limit" but, rather, $13.50.

While that is bad enough, with regard to the "direct operating
expenses allowed”™, the bill only allows four: drilling supplies,
fuel, routine maintenance and wages and benefits of employees
working on production operations. Specifically excluded are
capital expenditures, tangible or intangible drilling expenses,
costs of well workovers, costs for repairs or replacements (other
than routine maintenance), depreciation or amortization, taxes,
insurance, overhead, or monies paid or set aside to cover the cost
of terminating operations, 1i1.e., abandonment costs.

Allowing only four listed costs is not realistic because
there are cash operating costs not allowed but which are tied to
operations versus no operations. Any cash cost which would be
affected by a decision to operate or not operate is tho realistic
approach and more in line with the way it would actually be
approached by a producer 1in a true situation. MB 321 would even
deny severance taxes on the production itself and property taxes
on the equipment. In short, "economic limit" 1is that point at
which actual revenue and actual costs arc equal.

I requested Union OilL"s oil and gas division engineers to

run some calculations using real data as a test. Doing it in the
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normal way, our people used the realistic value of about $4.85/bbl
for value and the real operating costs to got an ELF of about .67.
Hut by using $13.50 per barrel as a value and limiting the costs
to the four categories the ELF was around .92. We also made a
rough comparison of the taxes under HD 321 compared with taxes paid
in 1976 and found that the tax on oil production would have been
increased by about 50% if HD 321 had been in effect in 1976.

IID 321 also contains an ELF for gas production though it 1is
not totally clear under the bill language how this is computed.
In any event, the principle is the same and the same four direct
operating costs are used but the value used for gas 1is the highest
price in the field or within 100 miles.

With respect to gas production, the minimum of 6.4 cents per
MCF is especially onerous, since gas is customarily sold under long
term contracts and those contracts may not permit the seller to
receive a value which happens to be the highest price on the lease
on "within 100 miles™. The 6.4 cents minimum tax is equal to 64
cents gas at a 10% rate, but there are contracts ofsale for gas
where the price s much less than 64 cents. Hence, the effective
rate of tax on gas 1is much higher. For example, 1if gas were sold
at 42 cents, the tax would nevertheless be the minimum of 6.4 cents
(assuming no ELF applied) which would equate to an effective rate
of tax aJ: 15.2%.

With respect to the proposed gas rate increasc--whilo ad—
mittedly the gas tax rate might warrant some degree of increase,
t.ho severity of this proposal 1is overreaching. Wo would suggest

that any value tax on gas bo based on actual sales price at the
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sales motor. Wo would discourage taxation governed by an arti-
Cicia.l floor price or by what some other producer may be receiving
for his gas in some other fioxd.

For flared, gas, the rate is doubled, i.e., 12.8 cents. Even
gas used for safety flaring necessary to safe operations would be
taxed, which cannot be justified by any standard. We oppose this
double tax for the same reasons as stated in the discussion under
SB 103.

In summary, while there 1is merit to the concept of an economic
limit factor, the manner in which it is determined under this bill
is unrealistic and virtually meaningless. It seems to me a lot
more thought has got to go into it before it can be a worthwile
mechanism. The way it is set up now-— with questionable use of
phantom values and restricted costs--an ELF so determined could
have other consequences beyond just severance tax because the
concept of economic x.ife of a field is one used in valuation for
property Lax too. IT economic lives of oil or gas properties as
used for property valuations are to be determined using the methods
for the ELF for severance tax purposes, then the stage is further
set for endless arguments and disputes over property values as

well as In connection with the ELF .itself.
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I would next like to comment on tho Administration Sponsored
Bill , 1IU 323.

This bill proposes several amendments to the so-called "20-Mill
Hardware Tax"™, "and certain provisions of Title 29, governing munic—
ipal taxing limitations.

Section 1 would add to the statute a highly controversial
amendment to regulation 15 AAC 05.840 which was 1issued by the
Department cf Revenue in June 1976. This provides that any municipal
tax levy, say for bonded debt, which is in excess of the $1,500 per
capita limitation 1is not creditable against the 20-mill tax.

We take direct exception to this provision in that AS 43.010(a)
quite clearly provides for a maximum tax of 20 mills on our state-
assessed properties. This 1issue 1is presently being litigated in a
case 1involving the 1976 tax levy of the North Slope Borough. It
would seem appropriate to let the court rule on this important
issue rather than to amend the statute at this time.

Heretofore, the state 20-mill tax has applied to exploration,
production, and pipeline transportation properties. HB 323 would
extend this tax to refineries, liquefaction or processing plants,
plants manufacturing oil or gas products and also to tankers and
other marine equipment used in the transportation of oil and gas.

We* believe it inadvisable to enact any further extension of
this special state; property tax imposed upon oil and gas producers.
The taxable basis on the marine equipment is specified as
replacement cost less depreciation based on useful Ilife multiplied
by a fraction of days 1in Alaska ports over days 1in port both within

and without the state. This proposal raises serious questions in

|
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that it in believed that only the home port, under long standing
case law and practice, has taxing jurisdiction over ocean-going
vessels.

Aside from the "home port" doctrine, and assuming that Alaska
could legally assess these properties, we would suggest a more
equitable formula. One possibility would be use of days in Alaska
ports versus days 1in the year.

Due to the controversial nature of this issue, however, we
would respectfully urge that this section of the bill be stricken, m
irrespective of what action is taken on the remainder.

HB 323 additionally would delete the existing provision for
using straight line depreciation of historical cost on pipeline
assessable values in those instances where the physical life of
the pipeline materially exceeds the economic life of reserves
committed thereto. As a consequence, pipelines would be assessed
with regard to "economic™ value based on the economic life of
committed reserves.

This 1issue 1is being litigated in the Cook Inlet Pipeline Co.
case and it would seem appropriate to let the court rule on the
issue rather than amending the statute. It is further believed
that tho existing law and Regulation 13 AAC 05.890 pertaining there—
to are sufficiently workable to develop assessments for operating
pipeline!:; which will be fair and reasonable, both for the state
and the taxpayer.

Section 8 of the bill provides that the municipal taxing limi—
tation of $1,500 per capita shall bo adjusted each year 1in accord—

ance “with changes in tho Consumer Price Index for Anchorage.
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Assumi ng that tho ?1,500 per capita levy .is reasonable, it would
likewise be reasonable to key it to an inflation index.

Section 12 makes the provisions of HB 323 retroactive to
January 1, 1977, except for tanker assessments which begin
January 1, 1978. This retroactive provision seems peculiarly
unreasonable in view of the fact that the 1977 tax returns have
been filed and assessment notices have been issued by the Depart—

ment.
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I will now turn to House Dill Number 528, the Administrationl
proposal on the 0Oil and Gas Reserves Tax.

The Reserves Tax was enacted for a two year period, 1976 and
1977, for the purpose of meeting anticipated revenue shortfalls
for Fiscal Years 1976 and 1977. The statutory tax rate for 1976
was 20 mills (2%) and the 1977 tax rate was set by the 1976
legislature at the same rate -- 20 mills. Reserves Taxes paid
in 1976 were $223 Million and in 1977 are expected to total
approximately $270 Million.

In Fiscal Year 1976 because of the Reserves Tax revenues and
increases in other revenue sources, unrestricted general fund
revenues exceeded expenditures by approximately $125 Million,
leaving a surplus of $505 Million, of which $358 Million was
available for appropriation at 6/30/76. Revenues 1in FY 1977 arc
also expected to exceed expenditures, thereby 1increasing the
surplus.

HB No. 323 proposes to reduce the 1977 tax rate from 20
mills to 12 mills, reducing the revenue from this tax from
$270 Million to about $170 Million, but subject to the
i'ollow Lng :

(D ITf on October I, 1977, TAPS thru-put 1is less than

600,000 bbls/day, an additional 8 mills would be levied,

payable November 50. 1977.

(2) 1f on December 15, 1977, TAPS thru-put 1is less than

1.2 Million bbls/day, the Reserves Tax would be extended

another year.



%

While tho prospect of a reduced tax rate is always
welcomed, wc question the propriety of the limitations mentioned,
which limitations arc so specific and restrictive...

Present indications are that the Prudhoe Bay Field will
start delivering oil to TAPS reasonably close to schedule at
mid-1977. It seems unreasonable that some minor variance from the
restrictive provisions of this bill could cause the tax rate
to be increased and possibly for the Reserves Tax to be extended
another year.

Accordingly, we believe that the Reserves Tax should
expire, as scheduled in the existing statute, at the end of
1977. However, we certainly agree that tho 1977 tax rate can
be reduced to 12 mills, since the 197S budget can be met with
no difficulty and the 1979 budget as well unless there were some
serious, prolonged delay in TAPS startup. This reduction would
certainly be consistent with the original intent of the reserves
tax which was to help the state over a potential period of

deficit in the General Fund.
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repeal of all itemized deductions resulting in tax expenditures. This
hypothetical revenue gain would be S21.2 billion in 1!)7S, whereas the
simple sum of the tax expenditures for each separate item is S31.3
billion. The estimate for the combined effect of all such deductions
was derived from a model of the tax system that accounts for the
interaction between tax expenditure provisions and the provisions
of the normal structure. lu particular the model provides that in-
dividuals would take the standard deduction if itemized deductions
were repealed. No comparable estimate can reasonably be made for
the combined effect of a hypothetical repeal of nil exclusion provisions.

A few aggregations of related tax expenditure items aio presented
and discussed iu the next section. These aggregates have been specially
estimated so as to account for the interactions referred to above but
do not consider the effect of changes in behavior. Where tax expendi-
tures for both individuals and corporations result from the seme tax
code provision, such as the investment tax credit, the two estimates
may appropriately be added together.

T ax 'E xpenditures by Function

Estimates of tax expenditures are grouped together by functional
category end presented in table F-1. The estimates are shown sep-
arately for individuals and corporations. Wherever possible, particular
tax expend:'ures have been classified according to the functional cate-

nml other tax expenditures.

A brief de.-.cription of each of the special tax provisions for which a
tax expenditure estimate is shown in table F-1 follows.

Nciionil defense—The supplement] tosalaries of military personnel,
including p.ovision of quarters and meals on military bases and
quai tcis allowance:*, for military families, and virtually all salary pay-
ments crul reenl'slincivt bonuses to tnililaiy pet .onnel serving in com-
bat zones, arc excluded from tax. Disability-related military pensions
received by cut,cut tetirces arc lamely excluded from taxable lucerne.
The Tax Ib form Act of I'jTG terminated the exclusion of nor.corub”t

related di ‘'bilit) pensions fur those who entered the armed services
after September "M, 1975.

fnttrm:'i*,r,ol njjr.irs. -Vrioi to 1970, a U.S. citizen wun generally
abb: to cv.l'id.; up to 520,000 a year of foreign earning'; if the taxpayer
were a bona fide resident of a foreign country. After 3 years of for-
ci'.jii fr>iqi.'ii®o a taxpayer could exclude up to 82.1,000 a tax year of
fo’i'ign riMiiiig,. The Te.x Reform Art of 1970 modified these pro-
"i->*> limiting (he exclusion to 520,000 only for employee; of U.S.
(.limitable Oignmzntioiis and reducing it to SIf>000 for all others,
eb'iisiir; tux c'edits for foieigu taxes paid on excluded income, mid
taxing income bevoiul the nmouiit eligible for exclusion at the. higher
bi-i'l.i’t rate-, v.li’ich would apply if the excluded income were also
.-uhjei t to tux, 'pi,,, e,timalc >ah.o reflect the tux-exempt status of
‘cnuin ullov.uncci received hy hodcral employees working abroad.

r’“ri
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Table F-1. TAX NNP
F-. TAX KXIT.NDITUKC ESTIMATES UY ru,NOTION =

(In million, o( dollar,)

o Cpip*l . r.v.itii. Dull!
D<idiptioa 1776 157/ tin 11/6 1477 1973
liaroci* tecurity— Cor.tinu
Niljoiul clcfeni«: Exclusion of railrcad reti
Exclusion of benefits snj allonances to Armed Eaduaion of sick pay..
Forces personnel..............coeee o . 1.00 l-%? 1,X0 Exclusion of unrmpljy.
Exclusion of military dlsablllty pensmns e «eeee 15 7 Facluiion of wodcne.v*
International j flairi: Eicluucn of public aiais
Ea ‘ion of grosvup on dividends of LDC cor- Exdudon of specia b
DY 4 ... — i % eamer, ............
Ex. ir <afircome camcsl abroad by U-S.cjtiicnv. _ b Miio *135 Net eaclijlon of pons~
Deferral of income cf domestic international sales
Odrporat.oni (DISC) ... ...l 120 1.00 L0 ... ... ... Employer plans.....
Special rate for Western Hemisphere trad: corpora- Plan, for self-employ
tion. 0 B D ... wewa  wrese Exclusion of other ap!
Agriculture: Prtnaiuma on groupd
Eipcniin; ofcertain capital outlay, _ & .- %' 0 .45 30 «40 Premiums cf accider
Capital gain treatment of certain income.. . ... ... 10 5 35 3 A inaurance.........
Natural reaourco, cniaronnent. and energy: Incomecf trusts toF,
Exclusion cf intcreet on State and local governt ployreerat bencf.t,.
ment pollution contral bond,. 10 10 20 50 B 10 Meal, and lodging (c
Exclusion of payment, in lid of construction: 5 10 Employer contribute"
Water and scwag: utilities................ " e . plan,
Expensing of cxplortlion anddtvdcpm rnccosts...* 640 610 60 160 "105 *13:58 Employee stock ovne-
Eacea, cf percentage over coit depletion... _l.010 106 16O 2 25 ~ throujb investment
Pollution control: 5-year amortisation 0 -8 -1 Eidulion cf capital gai
Capital gemtreatment of royalties 0:1 coal and iron Excess of percentage ,t
T, R 5 20 2 0 5 income allowance...
Capital gaintreatment cf certain timber income... B3 0 3B % b Additional excmptlenfJ
Cer.xty-rte an! t;.importation: Addltlona] exemptionfc
Exemption cf r.'edlt union, ... .. M5 B 1% 155 . -165 -17 Reti-eme tincome cred
Fajuain.t cf c.vtei.i income of ci.'Operrtives-—--— 4D 455 4D -155. - -170 Earned income credit.
Cerpr.rat: surtax exemption..................cc........ 4,00 4.650 4.20 Velr.aias ber.tilj ard see
Deferral of | >\ aa shipping companies........... 110 Exclusion cf vet::irj ¢
R-ilroad : ili.ngstock: 5-yf.a: ar.ot:a*lon ... -25 -35 -4 Exduaicn cf veteran, g
Financial ns.Vtutioni: Ficeaa bed d:b: reserves... & S0 M5 70 76 £ Eiduiion cf CI Li!! ben
Deductibility of ttar.bjibeaa St.it: gasoline taaea... Cenei.il gescrnmrnt: Cr.
Cerr.nun'itj .ard regional development: x5 20 10 litiest contribution!...
Mauling rehabilitation: 5-year amertiaalion.......... 5 10 Revenue sharing and je
F.l icatian, t;jir.i.ig, employcirr.t. an.l jotial services: araco: .
Fi-luii.vi of i-hcl.srships and fellowship.-........... 5 20 2, EﬁC'USII%n EI interestc
P-rc-i’. 1 pr/joual eiemptier., for jtud-n’j. age, oul ae
16 71 L0V e SN ™ T Ciclit for eoppnratsj
DnV.t.biliy of contribution, to educatlonal x/inuctiuiiicy of norc
|nst|tut|o):1$ ..................................................... 0 25 20 510 M0 I (other tlara on owr.r
D-Jil'.tt’i.I'ty'd andcredit for child arddeper drnt . line)................
care caper):a Mo 2i0 6'0 80 Interrit: Deferral cf int..
Cm !l f,r en; laytng AFDC .and public x:ii:Unce Glrtmrl_l |nrett_rnfanl._
FCrAPErT .l iieeeseeiiii _ 10 5 5 seeem Esduilon cf ir.ie/eit ¢
riltli: divdoprnrat fondi.
Eiclm’en of e r contribution, to medical Eaccai firstyear drprs:
anewante prerrrr‘ﬁlu?nejn\] medical care_ 4,4a% 5,15 S8 Drrreeitrcn ¢ tuild-
F«rentll:  removal of arclailettarj! barrier, to 10 g‘iﬁ" houi ST
llie hinl-cappe-l.........cccoovivinnneene, . se 255 it/0 P IR i
[)- liidibility of mrrlic.il eeprnse, ~ cooovevven. 2,315 F'Ii’ef iing cf rescarcfi
Irirmn- eeciirity: UFC, e
i luiiiiiof siicial jrenrity benefit,: 330 320 430 Eipenaing cf cons,
1y iuaur a;ce benefita. .. r*vCe=z ..
- 2,725 3.125 3.460 cun: Grpor
OMIil rraeftafur *»nl. ... ‘615 250 795 PO
Ilr.wfiti for dependent, .and mraivori. timSe/)... ....
o Invest/n-t odi.V.:;
Lulitali at cm! nl |- Vi

3n I-.tnol. t 4llj tj



Table F-I.
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(In millions at Julian/

Coip«r»tion> 1nill viJutlt

D<xriplio.

TAX iI\vVI\,SDITURE ESTIMATES UY FUNCTION '— Continued

196 197 1971 1974 1977 1974

Intense arcurit’/ — Continued

E-aclusion cf r/droaJ retirement system benefits.. 190¢
EiclUiion Cf JiCIC PSY . cvecers e eeeeeeeeeeeree e R 1%
Exclusion of unemployment benefits.. . 3.3%
Exclusion of workmen compensation bencfiti
Exclusion of public assistance benefits e 9
Exclusion of specul benefits for disabled coal
FUNCN i — oo i— e . 0
Net exclusion of pension contrlbullgna and cum- <.
Employe/ plans.. ... e e 7.2680
PJani for self-employed and others..  ...... 1,600
Exclusion of other employee benefits:
Premiums on group-ttrm life insurance........ Vo 765
P/emiurj of accident and accidental death
insurance.. ... .. — . &6
Income of trusts to finance tuppler.itnUry unem
ployment benefit]............. . ... L = 10
Meals and lodging (other than military) —  ..... ..... 310
Employe- contribution! to prepaid legal cxpcnie
lans.....ccooveeeee L
Employee steels ownership plans (EiOP) funded
Es l;[hrough investment tax credits &, %  Zh a0
sales if over * ...
Excess of pe lfa‘ﬁtasfﬂ B deﬁucnor Over low.
[,COMS A'TOWANEC....prcsrvrrs 1 + sovsssrssssssssmssssssssmssssssssssssssssens
Ad’d tions! cysmpt:cn For ths bfind o 2
Arfditioril exem tIOﬂ FOVEI O b,y v e, 1146
Retire.—ns |income credit and credit for the elderty. ... 110
Earned incoe ¢ e i, . T T 20
Velgerqns benefits and Seysi e\ —
Icl IS'.0x Of veteran di g/compensatlon .......... 556
ESG UVlOﬂC Xet%ﬁ? é) |0n ........................... 2
SlOp n(f ESureprespsssprssngs g es  svrviens K03
{ é er men li-and deduictions for po-
liFa] CONEIIDUIONS....veromscige o rier i %
'ere, ntetstorlng an genera" purpose fiscal assist-
?cb| ior. of ir.te-cst 0 general purpose State and
Crell sty st U . et 258 %
reg coiporatju.'ssin V| ---
d|%IO r.n\rsiliess fit Cgt% S Ioceﬂ aXES
0n 0-" NEr-0ccupica Nemes ana |Sso- 7 %
Iot*rr t| n. fc/nl of onitvinshomds...... ... 50
lisi ui\r \\iNtr i, n\l _—
I ulﬂJ»me irt' rJ' enSi/Zte BN Ildoitrul
oimlice e e 5 1% ZL% 1%
F.ucu UP-reiificon e e vepecacaans 45
g i Koot y §m (\cni of line:
Nt housing. . ... IO 10 10 456
0»sff 2 20 20 200
I *ipcr»al\| cf rcK»/ch 4r<ddcvrl ypmcnl
......................... 35 «1,36 1,490 )
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TiUei'-l TAX EXPENDITURE ESTIMATES 13Y FUNCTION-Contlnued Agriculture.
(In tni'lioni ol do'Jiri) in:: corporati
certain costs |
- Corp.f.tionl IntlivtiSvikil for inventorie
Ddcriplion - = = - R
i 1976 1077 1973 1976 1977 1073 ments. The T
forms of tax t
Pctiorul inrtitnent: < - accrual nceo:
Diridr-4'v Iv 'ia n ... v r—— Vv 430 4585  4Q f .
GipitsJ gim: Individual (oLSer uun farming and 1 agrtICU|tura| '
timber).... 7320 7,030 7,3£0 - COSLS. |
Exclusion of L-It; nt on lIf: iiuu-ance javinji.. ..... ..... ..... 1655 1815 1,995 Capltal rsj
DJerral of capital s»n00bOTEUTA ... ..o cee e 85 80 9B orchards, yin-
Deductibility of rrortjij: initial on owner.
occupied boma .0 L L 4870 5,433 6,050 I
Deductibility of property Luca on owncr-occupicd Natural res>
boma 4030 4500 4.995 1 stato and ot
Deductibility of ciiuihy loua. ... ... ... 310 345 350 control facilit
Credit for putcb—s: of rowbome............... ..... ..... ..... 650. 100 ..... The V0|ume |
Otber Lsi ripenJiluiei: IOWin ra |d
Deductibility of charitable contribution) (other gJ % p
e e N 350 A0 46 4360 4900 5475 * The Tax K
. Deductibility of ir.tcrat on consumer credit ..... ..... ..... 2,106 2,310 2,565 by customers
Miiimum *ut on carnal income e e e 603 730 8% of aiding the m
VEMORANDUM 10 capical 12l
Cc.’nbine] effect 0! prsiiilo.-.i dinjjrejited ducti
CAPItAl SFLL .. ooveeereeeereeeeeereeseseseseee e 865 85 9B 7,770 7500 7.660 production m
Ftdiiiisn ef!l.:t::eit onSilt: endlocal dr. ... 3110 3475 3923 1613 1.8)0 2093 over the usefi
Drductibihly cfStali an.ilscal r.or.buiirv. = 1 10555 12,125 13.460 intangible dri
Deductibility od cHaritabl: contribution). . 540 655 4,670 5.440 6,040 the cost of d
m for mine shall
*AH rilinitci »:c b\ici! on ibe til iad: 11 xf Dec. 31. 1976. amounts decl
) o ) ] ] wells to be I€
Tho 1970 Act repealed a special provision for U.S. firms operating hi property by t
n less developed country (LOC). Alien a foreign subsidiary of a ij.S. that they cxc<
corporation, o%eratzgng in a LIDC repatriated dividends to jts Qar%% expenses WEN
corporation, that income cou ql under prior Taw, bo repor met o the. well. The.
foreign income taxes paid. U.S. tax lianility was then calculated on drilling costs
th.at net amount and tlio foreign tax taken as a credit. For nca-LDC capitalized ar.
corporation'), foreign source income must now be "grossed tip” by co-t depletion
inkling back in an amount equal to foreign taxes paid. Under prior Extractive
law the failure to “gross up” dividends by the amount of the foreign and pcreentn:
taxes paid to LDCs resulted in a tax expenditure. extent not irn
Tho profits of a domestic international sales corporation (DISC) tive life of the
arc not taxed to the DISC but instead are taxed to the shareholders for the deprti
when distributed to them. This tlofeirnl was available for 50% of the businesses in
export income of a DISC prior to 1970. The Tax Heform Act of 19/0 percentage of
permits DISC benefits tc>the extent that cutrent export gro.vj receipts to 5% for cer
exceed 07% of the DISC’S average for a 1-year moving base period Cf>% of net ir
(initially 10V- Vi) v.Inch will move forward yaar-by-year after 1979. not limited t
DISCS, with le>. tlum 0100,000 of taxable income are exempt from the basis for “co
incremental rule. The Tax Reduction Act of 1075 denied DISC, recovered tin
benefits to exporters of energy products and the 1970 Act terminated’ intangible di
DISC benefits for 50% of military sales. ccntnge depl
Tin; 1970 Act phases oni the 11 percentagc-point tax rule reduction expenditure
ntovidcd wund.er piior law for domestic corporations qualifyiug as depletion am

Western |lemi >phere tratio corporations. woulil be tig;



"pTLe. W3 o.s.c. §133)

8 1333 Laws and regulations governing la” Is— Constitu-
tion and United Slates Laws; laws of adjacent
Slates; publication of projected States lines; re-
striction'on State taxation nnd jurisdiction

(a) (1) The Constitution and laws and civil and political jurisdic-
tion of the United Stales arc extended to the subsoil and seabed of the ,
outer Continental Shelf and to all artificial islands and fixed slruc-
tures which may be erected thereon for the purpose of exploring for,
developing, removing, and transporting resources therefrom,JjLihs
aonrL_exlcnt aa If the outer Continental Shelf were an area of ex-
clusive Federal jurisdiction located within p State: Provided,
fioujcver,~» hat mineral leases on the outer Continental Shelf shall be”
c\gic.b“ined or Ji«ucil-gnlv under the provisions of this subchaptcr.Jf

(2) To the extent that they nrc applicable and not Inconsistent:
with this subchaptcr or with other Federal laws and regulations of
the Secretary now in effect or hereafter adop‘ecl,.ti;c_ciYilalidJLQJU*
in?-! 1.Vnj of each adjacent State a3 of A UEUst 7, 1053 arc declared to

of the United States for thatPortion of the suhsalLnnd
yeabedj/f the cuter Continental Shelf, and rj:.tificiai.isiaade-and-fixed
sjnicturea erected thcrconLwhich would he within the area of the'
51Mejl iT/Ttaour.dsries were extended r.caAVD.rd-1Q_thc.OUtcz.iuargin of
O'.e.CUI?xl120allnental Shelf, and the President ;hnl) determine and
juiblish In the Federal Kcuistcr auch rli~oJeflejj_lines extending sen-
\'irrlJUF.C2e'fiulh~r'( ae]i' <ucti~nTeaT 7fl| of such applicable laws shall
be . i.ainistercd and enforced by the appropriate officers and courts of

the United States. Svijp.?Jp..";ill.M.lay".Sph.111.DPI,Pfi'l'f .1p..the-r.titcx_
f/T.".liicntal./ShcK, ~ ~ oW -»

(3) 'I'hc provisions of this section for adoption of State law as.tips
bvy-cit the.JJpiled_Slatcs shall never be interpreted as a basis for
claiming any interest in or Jurisdiction on behalf of any State for
ftny purpose over the neabed nnd subsoil of the outer Continental

Shelf, or the property and natural resources lliercofjpr the reyenurs
Ih'refrcr.i. . ’

oo~ 507 .
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hihr.J Wa/dn. i mi-i00L0in ilii® dioil i imi thill i *owime n linim it nrihr thrlim 1 luilrr proti

i ~iiv -es \WiEilinAN. WL 5w him o nmrranl® <ww o nroimi Mo MLEER INE cw - naurne under
hiiinhi* £ n.frlr in iviviv o \ra liiiiiiss > s« riire /5 »uljur onlans.i EMEZEMINT dn h*t*Swilr .uni
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\r 206 026] Legal Ruling No. 366.
Fr.iru hi-e T.i» floatd. UetTnthrr |I, I9M.

Franchise— Corporation Income— Allocation and Apportionment— Taxation of Income
Generated by Offshore Oil Operations.— The activities of a unitary enterprise conducting offshore
oil operations under federal jurisdiction hy reason of the Outer Continental Shelf Lands Act can
only he reflected in the denominators of the three-factor apportionment formula. Under the Act.
California lacks jurisdiction to tax the revenues derived from the Outer Continental Shelf since it is
under exclusive federal jurisdiction. By including the Continental Shelf factors only in the

denominators of the formula, no income is apportioned to California.

However, the operation of a drilling barge within California's jurisdiction must be reflected in
the California numerators of the apportionment formula denominator.

Seel 12-414,

Far/v

Advice has been requested as to the treatment to
be arcorded to the income earned hy unitary busi-
nesses. taxable in California, from nil operations
beyond the three mile continental limit. The opera-
tion-considered arc:

1 The actual operations of an offshore nil well,

hryontl the three milc continental limit, cimilueietl .

from a fixed drilling platform; and

2 The exploring and drilling operations beyond
thv three mile continental limit conducted from
floating drilling barges.

ijin stuns:

For California franr.hist tax purposes, xvhil is to
he included in the mimeralnr and denominator of
the apportionment formula with re-pert to:

1 Activities conducted from find drilling plat-
forms which jrc under federal jurisdiction hv reason
of the the Outer Continental Shelf Lands Art'

2 Activities conducted front fixed drilling plat-
forms which are within the jurisdiction of a foreign
i Muoiry*

| Activities conducted from floating drilling
lurges*

si edi"Ctission,

/>ici/ siun:

| Ir. 17.1 the United staies Congress passed the
tidier Conlincnt.il Shell Lands Al | Hit Slat. 172 -1l
USC 531111 cl seq) «hoh extended the
Constituiinn and laws of the United Stales to the
Oiler Ci lihiirnt.il Shelf, ir, that property located
lesnm) the three mile limit of state iuri-dietinn
wf.rti we, estahli-lo.’d hy the Submerged Lands Act
«*1USt." 5 1.Jbl 'mi] ) The outir limit of the
ioniir.ir.tal shelf is not established Xsith precision,
l.i.ilh u is milittd only hy a-li ep drop of the eon
inioi.il mass toward the mean tleeps (I7M US.

California Tax Reporti

Cmle Congressional and Administrative News. p.
2.1/8). In some eases this may ortur several
hundred miles Irum shore.

Section 1333(a)(1) of thr Onier Continental Shelf
Lands Act extend- federal jur.sdielion to all arli-
fiiial i-lar.ds and fixed structures creeled on the
Outer Continental Shelf:

. to the same extent as if the Outer Con-
tinental Shelf were an area of csrlu-ivc Federal
jurisdiction located within a State....

It is a matter uf settled law that no stale has
jurisdiction In tax in an area of cxrlu-ixe federal
jtiri-dit inin Imatul withi:. a -talc. Surplus Tr.iilinn
Cn v Cimk. 281 U tlI7. SlLir.ilini Oil Co w.
C.ihinrnu. 271 US. 213 /i;.-t- v. lhain. 3)2 U.S
111 Sine Congre-s esterulul federal jufi-diriiun to
the Outer Continental Shelf "l i the -ame extint" as
if it were an area of eseio-isc federal jurisdiction
within a state, thi- Inhiv of settled law applies xsith
equal force to the Outer Continental Shelf and effer-
livtlv piohihit- the imposition of any stale tax on
revenue- thrived therefrom.

Tin Lu's of jnri-dtciion in a stale to tat in areas
of exclusive fu'eral jori-iln'ton applie- nut only to
direct laves hut to indirect taxes a- well InJ.unisv,
Ih.nu. -trpr.i. the United St ill - Supreme fuurl wes
(ami with the ij'.'C-tion uf whether "altnoal privilege
taxes” r. ea-ured hy profit- fro*! "hu-me-- and other
artisilie-" mold he iinpo-ul hy We-l Virginia on a
coalrac'.or working on government.owned Linil. The
Supurne Couil siali d that ila- dependeil Ul»in, '*...
whether the I'ruted State- ha- nnjuired eolu-ivc
juri-di'tion oxer the re-pcrli\c *il,-- Wherever the
United States has sinlt jori-do.lion [the Court
aildi d] the -late would li.ixe no authority to lav the
c.x."

Inthi lluihAn, USCA, ItH11ft Ciiogress
<lid provide the state- with juri-dumm to levy
lertain specified taxes within fedsrat imbues, The

T 2.05-026



liuv Al t.mi.il In-1nil-| Liiiselif. In i]ililv In
Hn (lulli (milini niti At > slims 1111 [if«svides
Slats I3sauinn laws shall mil apply In the

(Inin Cnnimrtil.il Shell ...

The jniisisiiins u( this section fur adwp.rn N[
State lass .is ihi- las- of the Unueil States shall
miir In; mil iprcinl as a basis fur claiming any
interest in nr juiisxbctien on liehall of any Slate
(r an\ purpusc user the si‘ilml ami suhwvul el the
Outer Continental Shelf, or the property anil
natural resources thereof or the revenues there-
from ... tF.mjihasts added.)

In view of the -sell settled law establishing the
absence ol state jurisdiction to tax in federal
enclaves, the provisions of Section 1311(a) )
extending federal jurisdiction to the Outer
Coalmenlal Shelf by reference to such enclaves, the
provision- of Section 1111 negating any possible
application of the Duck Act to the area in question,
it is clear that California tax l.uvx cannot reach reve-
nues derived from the Outer Continental Shelf.

Refore considering the formula it should hr
mentioned that the income to be apportioned is the
total business income including that derived (rum
the Outer Continental Shelf. When a corporation
doing business solely within California commences
operations on the Outer Continental Shelf, outside
California, it becomes subject to Section 25101 anil
its business income will be apportioned in a like
manner with other unitary businesses as follows.

Pnifjeriy Factor: Al) real and tangible personal
property onned by the taxpayer everywhere must
be included in the denominator. Out the numerator
can include only those properties with sufficient
California connections In this situation, any such
contacts appear ,ujc minimal.

Although some suggestions have been made to
exclude the property from both the numerator and
the denominator, if such is dune, then* xvill be an
irXrcct apportior.mc.nl of additional income to
California contrary to federal laxv.

However, it may he noted that, under the rule set
forth in Montgomery Won! .V Co., Inc. v Franchise
Tat Board, h Cal. App. Id MO (I*=70). that all in
transit to j California I>'.tuon ivoold be considered
California properly includible in the nnintiainr d
the properly factor.

rivroB factor Regulation 25112 provides that
the payroll la-'ier shall include the total amount
pxd bx the taxpayer in the tegular course ol us
trade or limner, (o roinpem'ion daring the lax
period Subdivision (b) further provides that the
dinominator of the payroll factor is the total coirr
p rsatiox pan! everywhere during the income sear.
Ac-onl.ugly. compeio Him paid to employers xvhuc
mi.lies are perfo inid entirely in a state where the
taxpayer is exempt from taxation, for example by
I'uMif Law fri <2, is included in tin- denominator
of Ih pavmil factor In other words, there is no
ilio.sb.uk of tlir payioil to the California nouiira-

[ 205-026

lot ixen iliumll the tisp.tver is.txenipl (mm
in.iton hi tin -tile o« whuh the -lixii'ix an
piilormcd Whire the -erxiic- an pirfnrnud
p.irtiaily wiilun Cjliluriiia and xxithmil California,
tin' test- set Intth mull i Regulations .'5112(c) and
2111 npplv  layrull shall be included in the
California numiralor m aciiird.xnie with the pro-
vi-inms of Section 25111 and the regulations
thereunder.

Sales F.icinr: In view of the express federal ban
against any state taxation of revenues derived from
the Outer Continental Shelf, none uf the sales, if
any. which lake place in the Outer Continental Shelf
area will he includible in the sales factor numerator.
Furthermore, in order that thrrc be no indirect taxa-
tion uf income from suih sale-, the sales factor
denominator must inilude these sales And, of
course, if the natural resource is placed un the
driller's oan ship-, no sale has occurred. On the
other hand, if the natural resource is piped or
brought into California, then the sale can be .
included in the numerator thereafter (assuming that
it is subsequently sold in California).

It should be rerngnixed that there are two funda-
mental considerations involved in this question.
There is first the mandate that; under California
laxv. the inroine uf.! unitary business most be appor-
tioned by formula. F.ilimn Cilifornia Stores V.
MrcCtilfian, 1(1 Cal. 2d 472 (1917). John Deere Floor
Co V. Franchise Tax [tnaril, IS Cal. 2d 214 (19S1).
Secondly, there is the federal prohibition against
state taxation of revenue derived from the Outer
Continental Shelf.

It is established that while formula appor-
tionment is inherently incapable of attaining
exactitude, so long a- the formula employed
produce- a ica-on.ib'e resub it- use will be
ecstimeil El Onr.uln Oil ll'urb- v McColpan, 14
Cal 2d 711 (19501 It is submitted that the formula
factors set forth above talc into an uunt both funda-
mental considerations They piovido formula appor-
tionment to California of the uxiomc reasonably
allnhulahle to California -nurces.'and by including
the Continental Shelf factors only in the denomina-
tor, they do nut appuition income tr California,
Ihereby giving edict to the fidotal iaw

2 Si''tiun 2512<\f) of the Caldor ,ia Revenue and
Taxation Code provides that the definition of
"slate" inilodes a foreign country. A basic purpose
of tite Uniform Division of Inrorni (or Tax Purjxoses
Ait (UDITPA). which is rodbud in Sections 25120
25119. is to in-urc that 100 pircmt uf inroine, N
X Ur noress, would be subject to tax See Piuce,

The Umfoim Division of Ineiunc lor Tax Purposes
Act, 15 Taxes 747

li ihxrefmr xinnts dear that where another state
has jorisilirtiun to tax and the taxable .utility has
no etiiinkxtiun whatcscr to California, the factors
as.mi.tliil with the activity may mil be reflected in

01974. Commerce Clearing I(uuse. Inc.



the California txu:nir..Inr  Thi »r h.nSixcr.
in tinintr pmliiitre :m.I nuM In- in.ludul 1l thf
i .mmm.ilnr  Mi Doiwecll Ik'iigli* fii/jiriiimi x
frm. dic /.li AMtl >l 2 -1¥1 *JWISt

3 '1hi- Outer OwilinrM.il Mull l.and- Atl 1 Hi mix
Inliral jurisdiction land prohibits stale lux.ilitinl
"T1 Ih- subsoil »ml -calud uf thi Oultr ClLInlnl.il
Shelf jrul to all artificial islands ami fixed 'l 1lil imr-
uhirh may he creeled thereon. ..." i-l.I US.C.
A Ecce)

It has heen established hy .. numlur uf decisions
thjt a-drilling barge tir rig ic neither fin artificial
island nor a fixed xtrurture within the ronumpl.i-
liun uf the Act. but rather ix |proj»crly classified ax a
vessel

Olf\horc Company V. Rnhiom, 266 Fid. 2d 769
(1959). Prixluccrs Dulling Co V. Cray. 3(d FciL 2d
432 (1966); M.irir.t Drilling Company v. Autin. 3(0
Fed 2d 579 (1966). Although the cited eases amxe in
the context 01 wrongful death or injury under the
Jones Act (46 US.C 8>K3t rather than a tax run-
text, they hold squarely that drilling harttex nr +igs

|5 205-027] Legal Ruling No. 367.
FranJixtscTax Rnard. IVremher 14,1973.

an- vimli and nut uithin the amint «f tin lluter
(unfirint.d Still LimIix Wl i thi-itfuri fullirec
ilia: 1hi Ail liVrmxi-ihx-x nut Dxein]i] tin-aitivitir*
ni unli barges mr ng- Imin xtile taxation and
Califurm.i ran applx i(x UXLil rules tn tax thr
inimm earned (nun the 0 |-nations uf the harct'.

I-n’lir the Submerged Land- Art (41 11.SC.
A LdIl el 'fij t California's jurisdiction to tax
evtendx tiffixhnre tnr three rules There can thercfnrr
e nu ijuex]im that, tn the extent that the drilling
lurgex are xxiilnn the three mile limit Iheir presence
and aetixitiex inud he reflected in the California
numeratnrx nf the apportionment formula.
Similarly. the aetixitiex of drilling barges mil
prextnt within Calilnrnia’x juriulnlinn will only he
reflected in the denominator of the faetorx of the
apportionment formula.

Whrn, during a taxable year, the drillinc barge is
Ixnth xxithin and without (. alifurnia 'voters. it> opera:
linnx and presence shall he reflected in the
California numerator in accordance with the rules
xci forth in Cal. Adm. Code, lit. IS, Regs: 25123 to
25136. inclusive.

Franchis”x-Corporation Income— Sales Factor of the Apportionment Formulp-~Advcrtising
Receipts.— Receipts from sales of advertising space in magazines and periodicals”tre included in the
numerator of the s'ajes factor of the apportionment formula in the sanie”catio as the sales of
magazines and periodicals in California bears to total sales.

Seel! 1244

Advice has been ret)nested rcgaiiting the inclusion
of advertising revenue in the sales factor of the
apportionment formula under thr CniforuVpix ision
uf Income for Tax Fu.-pmcs Act (UIMTI’A) for,pub-
lixhcrxuf magazines and periodicals. \

Receipts from the xdex of rnuga/incs amjv
periodicals and advertising spare in such mag.i.vnrs
and pcrio-lieals by publishers, gives (gist.risc to
incutr.c from transactions and activity in (he regular
couse ol the taxpayer's trade or business con
s'.-.uiiiig "business income" under.Section 2al20fn).
rian> and Corporatmn Tax l.aw. Cross (tc-ipl- fruris
thine transaction; constitute- "sales" as di-fuu-d in
Sictu-ti 2; 12f<e) which are required to he included
1r. the sales factor iSce'ion 251A) of the apportion
in.t formula imdg> (T)I ri’A

Tangible property is that which is visible and
lv-pun il, basing substance ar.il Irmly. Roth Drug,
li.r s Jjjhnsoti, 13 Cal App 2d 721). 731 (1936) li
is csyfent that a magazine o periodical Ins

|'i 205-074] Legal Ruling Ms. 363
Frar-rhiscTai Hmi.l, IVremliet 14. 1973

California Tax Reports

substance and body Consequently, the *d¢ of
rnsKtaines ahd peritxlirals by the publisher iu sub-
>rriber--and newsstands = xdex of tangible per-
sonal'property. tcf Time, Im'. v. Ifuhi-in. 2001
£'£..2d 3/4. 377. 31 1ll. 2d 3M.) Receipts from such
sails are In be included in the sales (artnr in accur-

.dance with Setlinn 2x135 gnswrning sales uf tangible

per-u.-.al property.

The sale of advertising space in such magazines
and'pcru-dicah is closely connected with the sale of
the publicatiun The primary purpose of the -tdscr
lisrr ¥ ,lu reach the market provided by the
publid-er .The publisher in turn guarantees a par-
ticular eiri\l.tlion snlunie. or in other words, .1
market Since, adverti>.u,: included in inagatir.es
and periodicals-(s iiuslru ably connected with the
sxir nf iho.c Jubl,cations. 11 is cueeluded that adver-
tising receipts are to le- un luded in the numerator of
the sales factor based upon the ratio which sales of
rnagatimx and ptrii-dirxivhir. ihix Malt bears to the
total sales of t-oag.stincx aniTdcriudirnix everywhere.

205-020
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Tax Calculation Tnx Calculdtion Under 110 321
Under Current Law Tax rate = 10?, of value or $.75
per bbl plus adjustments for
gravity (up 1/2 cent for each
(@) F Of Value. Method : degree above 27°) and for Gross
National Product Deflator-
300 bbl X $"1.85X/5% = $72.75 (1st Qtr. 1977 = base period).
700 bbl X4.85 X 6% = 203.70
600 bbl X4.85 X 8? = 232.80 Cents per bbl = $.75 X .04 = $.79.*
509.25
Less 1/8 Royalty Percent of value rate and cents
Portion 63.66 per bbl rate multiplied by Eco—
nomic Limit Factor (ELF):
Tax = $445.59
ELF = 100 bbl
1600 bbl -0625
(b) Cents Per Bbl Method:
1.000 - .0625 = .9375 = ELF
300 bbl X $.3519 = $105.57
700 bbl X L4224 = 295.68 Cents per bbl adjustment; - “
600 bbl X .5632 = 337.92
739.17 $.79 X..9375 = $.7406
Less 1/8 Royalty % of value adjustment:
Portion 92.40
10?. X .9375 = 9.375?
Tax - $646.77
Tax Calculation
Tax Payable (higher of 1600 less royalty (200) = 1400 bbls
@ or (b = $646.77 ? of value method :

1400 X $4.85 = $6,790

$6,790 X 9.375? = $636.56 (Tax)

Conts per bbl method

1400 X $.7406 = $1 ,036 .84

Tax Payable: $1,036,84

Di fleroncc 1in tax between 1IB 321 nnd Current Law:

nnH 321 = $1,036.04
Current, law 646 .77
$390.07 - 60.3? increase 1in tax

Pi (Vlur;ij;ion tax burden as a ? of producer®s net share of $6 ,790 (.1400 bbls
X $4.85) ;
Under current law =

a 9.57.
Under IH1L 32.1 =15 . 3 ?



QUESTIONS AND ANSWERS
PROFESSORS ZEIFMAN AND AINSWORTH
March 21, 1977

SENATOR HUBER - 1"d Ilike to get into thatchange in apportionment
formula. 1 believe you said substitutinga production factor
for sales.

PROFESSOR ZEIFMAN - We called it an extraction factor.

SENATOR HUBER - Alright an extraction factor. Was that 1in

addition to sales or was that separate from sales?

PROFESSOR ZEIFMAN - 1In our proposal, we recommended the
use of an extraction factor instead of the sales factor.

So that there would only be property, payroll, and extraction.

SENATOR HUBER - Okay, now you can by defending yourself, why
instead of an extraction factor, 1in answering this question,
you"ll get what | want, 1instead of an extraction factor

why didn"t you, so that Alaska would get the best possible
deal, why didn"t you put in a factor that said the average
number of degree days below zero degrees celceus? Now,

I"m serious about that. If you can answer why you did

something like that 1instead of that....

PROFESSOR ZEIFMAN - I1f | were a resident ofAlaska, I think

1"d prefer rainy days in Juneau.
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SENATOR HUBER - but why 1is it we can"t use

something like that instead of adding an extraction factor.

What stops us?

PROFESSOR ZEIFMAN - Well, I think the nature of the Supreme
Court decisions in this area if you"ll look at the Northwestern
Portland Cement Company case, is that an apportionment factor
has to or should in some ways reflect the business activities
of the company in the State and be reasonably related to the
economic 1impact that those activities hive on the State.

ITf we were using rainy days in Juneau to total rainy days,

that would make no sense unless the companies themselves

were producing the rain.

SENATOR HUBER - Excuse me Madam Chairman. Do we have to
have the concurrence of any of the other members of the
multi-state compact in order for the change in factor or can

we change it unilaterally for Alaska?

PROFESSOR ZEIFMAN - 1 think that you can change it unilaterally
for Alaska both persuent to Section 18 of the compact, but also
this 1is a soverign state and you can enact this whatever laws
you wish. There 1is no penalty provided for in the compact

for states that depart in this line. I think that you can

change it unilaterally.
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SENATOR HUBER - If we went ahead with the extraction factor
which would take care of things in oil, wouldn®"t we then
have lost the sales factor that takes care of such things

as us getting a fair return from the J. C. Penny Company,

and from other outfits that sell in Alaska? In other words,

you"ve got enough of it, 1 think.

PROFESSOR ZEIFMAN - Yeah. Well, 1 don"t think in fact that
that follows. I think you could continue to use the sales
factor for other types of industries. As a matter of fact

I would draw a distinction between the petroleum industry

and other types of industry because of the fact that the
petroleum industry 1is removing from the State a non-renewable
resource, and | think that"s a perfectly legitimate basis

for drawing distinction between the use of an extraction factor
and sales factor. I think that the sales factor is far more
appropriate to a merchantile type of operation that is not
engaged 1in production and certainly not engaged in the removel

or the extraction of non-renewable resources.

SENATOR HUBER - Well, 1 can see Professor, and 1 won"t pursue
this much longer, Madam Chairman. I can see that our extraction
factor could very well be New Jersey®s sales factor, and they
could for instance have an extraction factor maybe on wood”

products or something else. That would then become a sales
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factor here. It"s like a doubled ended thing, it could

work from both ends.

PROFESSOR ZEIFMAN - Well, My immediate reaction is that |
don*t think you have to worry about that t”o much. West
Virginia for example has a two factor formula based only on
property and payroll, and Florida has a different type of

a sales tax there than Alaska does. The fact that other
states have departed from the Uniform Act in one form or
another or had not adopted the Uniform Act, | don"t think

is a matter that ought to pursuade you one why or another.

SENATOR HUBER - It 1is obvious, Madam Chairman, that some of

us don"t understand about the multi-state compact and how some
of the factors are brought into it. They might appreciate

an answer of just if you wanted to change to the two factor
system or substitute extraction factors for sales on petroleunm
or sales on other things, who 1in this State has to act 1in

what manner. What has to be done to bring this about?

PROFESSOR ZEIFMAN - 1 think it simply requires an act of

the State Legislature.

SENATOR HUBER - 1 can"t find any multi-state compact act
in our books now. It looks like the thing is done somewhere
else, except we"re members 1is all | know. I can"t find it

in the statutes.
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PROFESSOR ZEIFMAN - There is a statute, 1 don"t have the

statutes in front of me, but the citation is referred to.

SENATOR HUBER - It makes us a member of the multi-state compact

but it doesn®t spell these out.

PROFESSOR ZEIFMAN - You have also adopted the formula and also
the formula has a provision in it that the Uniform Division of
Income for Tax Purposes Act has a section 18 which permits

modification.

SENATOR CROFT - I had two particular sets of questions. One,
in the Bill itself on the bottom of Page 3, the definition of
net income, Section 41.1030 defines net income as the net
income determined and certified by an independent certified
public accountant for the purpose of a report to shareholders
covering 1its earnings, and the like, and | noticed in today"s
Wall Street Journal on Page 6 there®"s a summary of a considerable
amount of recent: activities with regard to the drawing
suspicion that independent auditor®s opinions are simply
unreliable. In the first place, the commission on auditor®s
responsibilities of the American Institute of Certified Public
Accountants as long as two and one half years ago put o"t a
report critical of auditors opinions, and now there®"s a

Senate subcommittee headed by Lee Metcalf of Montana holding

hearings on the role of auditors and financial reporting,



Page 6

and this article says a highly critical report by the subcommittee
staff accused, auditors of being too close to their corporate
clients and recommended a major expansion of the. government %

role in setting accounting and auditors standards, and 1 T

curious why with the 1increasing suspicions that corporate
management can manipulate the auditors reports. You“re

suggesting that the study should base its tax on something

of that nature.

PROFESSOR ZEIFMAN - Well, Senator, 1 think that any changes

in the procedure 1in this area as our society becomes more and
more consumer oriented, if that"s the right way to describe

it, any changes will reflect a tightening up of the procedures
rather than a liberalization of them in terms of tax avoidance,
so that the concern of Senator Metcalf, which | would agree

is a legitimate one, about the use of the independent

I think is relevant, but I think that the significant thing

is that given all of the flexability that does exist in the
law, the company has an incentive under the present system

to face it fully anil realistically, to put it in a colloquial
way, I think our proposal catches the company between the bark
and the tree, or the auditor between the bark and the tree.

The accountants have an interest in maximizing earnings and
profits in terms of the report to the share holders, and they
have an interest 1in minimizing taxable income for tax accounting
purposes. So we"re suggesting that the State would do better

by adopting a tax base which is measured by an amount where the



company itself has an incentive to maximize the amount rather
than minimize it. I cannot see company accountants for
purposes of reporting earnings and profits collectively,
esprusing as your suggesting, espousing an accounting method
that"s going to decrease their earnings and profits. So,

to whatever extent there 1is flexability, by and large, the
companies own accountants will want to maximize the book income,
now If we were talking about this as a 607, tax, we might have
a different kind of a situation, but in view of the fact, once
again, that the accountants have a desire to maximize earnings
and profits, |1 would think that it would be a desirable thing
for the state to simply say, listen what you report to your
shareholders, we regard as more a reflection of your real
profitability, and then as a way of protection, | don"t think
this 1is needed, but as the Administration bill does, 1if you
simply say look, we®"ll take federal taxable income or book
income whichever 1is the higher, you have plugged the Iloopholes
if that"s what you want to call them more effectively than

has the federal government, and 1 would suggest you have
plugged the loopholes more effectively than has any other

state in the United States.

SENATOR CROFT - Madam Chairman, | don"t care to belabor the
point, 1 do understand what you®re saying if you"re basic
assumption 1is correct that the companies for reporting purposes
will maximize their income in terms of book value which may

or may not be correct, then what you say may be appropriate,
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but the notion that the 1independent autitor is not subject

to manipulation by the corporation, it seems to me that all
of the information the past couple years indicates they are,
but if you are correct about book value, it seems to me that
what you"re saying is that our Department of Revenue, 1if you“re
correct with regard to your figures about oil corporations in
Alaska today, our Department of Revenue has simply not been
doing an adequate job cf enforcing the existing law, be it
you"re saying that they can take book value now and have
increased the income taxes to be paid to the State of Alaska
because they have the authority to do that even under the

multi-state compact do they not?

PROFESSOR ZEIFMAN - No. Respectfully, 1 think you misunderstand
the law. The Ulaw talks about giving the administrator the power
to modify the apportionment formula, but not the unapportioned

tax base.

SENATOR CROFT - Let me ask you then, what 1is the interpretation
of 43.19.010, Section 18, which says that the allocation and
apportionment provisions of this article do not fairly

represent the extent of the taxpayers business activity

in this state. The taxpayer may petition for or the tax
administrator may require in respect to any or all of the
taxpayers business activity if reasonable A. separate accounting.

And then they go ahead and list three other factors.
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PROFESSOR ZEIFMAN - Senator, |1 believe that ™ not relavent

to this discussion. That is the means of dividing a pie.

The pie is the tax base prior to apportionment. The size

of the allocation and apportionment method is a method of
determining what percentage of the pie is going to be taxed

by Alaska, but the subject of how large is the pie which 1is
going to be subject to the apportionment and allocation is

the subject of the undivided tax base. For defining the
undivided tax base prior to apportionment, the State has
adopted the federal definition of taxable income so that

our findings in no way indicate any remission on the part

of the Department of Revenue, though the Department of Revenue
does not have the power to eliminate the deductions for
intangible drilling expenses in defining the tax base, so

I think that the talk about the tax base prior to apportionment
is a separate subject than the subject of modifying the

apportionment formula. I hope that"s clear.-

SENATOR CROFT - Then I1°m curious why you propose, Madam Chairman,
that we change the formula if the present formula adequately
addresses Alaska®™s interests. Why 1is one of your major
provisions a change in the formula as well as increasing the

size of the pie?

PROFESSOR ZEIFMAN = Well, if | were hungry so to speak, and

I was concerned about getting more to eat, |1 would try to
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persuade my mother to both make larger pies and to give me

a larger percentage.

SENATOR CROFT - And would you argue the percentage of the

existing pie if you had the authority to do it?

PROFESSOR ZEIFMAN - Yes.

SENATOR CROFT - And we have that authority?

PROFESSOR ZEIFMAN - No. Only under extraordinary circumstances
is the case | would argue that in terms of both the case law
and the statutes that only under those circumstances 1in which
the company 1is involved in something called a nonunitary type
of business and that would not be relevant with respect to

the vertically integrated petroleum companies.

SENATOR CROFT - 1 thought you had said a minute ago that the
section of the statute that I read gave the State only the
authority to change the allocation as it related to other

states and not to increase the size of the pie itself.

PROFESSOR ZEIFMAN - Right.

SENATOR CROFT - Then my question 1is, how has the State attempted

to increase the amount of the multi-state income that"s allocated



Page 11

to the State undei its existing statute? You said that

that was one of the two things that you would do.

PROFESSOR ZEIFMAN - Well, when you say the State do you mean

the Department of Revenue or the legislature?

SENATOR CROFT - No. the Department of Revenue.

PROFESSOR ZEIFMAN - Well, the Department of Revenue, as |
understand it, has been trying to administer the present
formula in its present statutory form. The legislature

in its wisdom has enacted a statutory method including the

use of a sales factor and said, so to speak, to the Department
of Revenue, this 1is the general method of doing it, and

this is the method that you should use. In very extraordinary
cases, Wwe are giving you authority to exercise some discretion.
Generally, that kind of administrative discretion that is
provided for in the statute has not been construed as far

as | understand it by the tax administrator of this State

or by the tax administrators of other states as a kind of
license to exercise an discretion and say look,

we don"t like the size of the pie that the statutory formula
gives us, so therefore I"m going to come up with my own

method of doing this. I would be opposed frankly as an
interested citizen if you will, to that type of approach to
the whole text deals anyway with where the Administrator

would take the position of "We didn"t get enough money from
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your company this year, therefore, we®"re going to change the

»

rules some. .1 think that"s the worst kind of tax administration.

SENATOR CROFT - One final question. Doesn"t your bill allow
that though? Doesn™t it say that in the event the Commissioner
of Revenue decides that the method of reporting that the

company uses on book value 1isn"t adequate, that the Commissioner
can change the rules of the game and require a different

reporting method?

PROFESSOR ZEIFMAN - Now, that"s a different kind of a situation,
Senator Croft, that"s prescribing a normal amount of administrative
discretion with respect to prescribing rules which most tax
administrators have that would be consistent with the statutory
scheme. I would not construe every grant of discretion to

be a total departure, 1 thi: k as you are suggesting, from

the prescribed statutory methods.

SENATOR RADER - Is there an easier way or a more clearer way
to get the tax that the State should have from the petroleum

activities and what we do you have any other

suggestions? Are there any other avenues that would be

easier or more fair?

PROFESSOR ZEIFMAN - Well, easier, yes. I think that, first
of all my philosophical point of view, if you wish, the nature

of a corporate income tax, a tax measured by profitability
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is such that it invariably runs into the kinds of problems
we"re discussing, allocation and apportionment. I personally
feel ;hat the most effective and the easiest way to tax
petroleum production is at the wellhead in terms of the
severance tax. I think that an effective severance tax Iis
perhaps the most, certainly the easiest if it"s valued properly.
I want to add, however, though there"s a subject that I"m
particularly interested in. The income tax does offer you

the advantage perhaps, and 1 don"t hold out any guarantee

of this, but at least it gives you a crack at outer-continental
shelf development through the apportionment device. Under

the present law, you are just not going to get, 1 would say

you have no chance of winning a supreme litigation, trying

to impose a severance tax with respect to outer-continental
shelf activity, so in that regard, that would be the exception.
I think an apportioned income tax has a better chance of
withstanding constitutional attack with respect to the
outer-continental shelf production, but generally in the
arsonal of state tax weapons, 1if that"s an appropriate way

to put 1t, I would regard the severance tax as the main

battery, and income tax as kind of . secondary battery.

SENATOR RADER - Are there other states using the method that

you arc ugge”ting here that we adopt.



Page 14

PROFESSOR ZEIFMAN - There are no other states as far as | know
that have adopted the method of using book income. It"s rather
interesting. Some years ago, the State of Tennessee had that
kind of a provision that taxable income is the income determined

by a normal two standard accounting procedures.

When we were investigating the tax structures of all the
states,. | was particularly fascinated by that and talked

to the tax administrator, and to my surprise, he said "oh well,
we don"t bother with that, we"ll accept whatever 1income they
report for federal tax purposes. That part of it is novel

of our proposal in that respect. The idea of an apportionment
formula based on production as one of the factors is not
novel, 1it"s used in one form or another by different types

of states. A few states, | don"t have our report with me,

but some states have used apportionment factors, special
apportionment factors based on cost of production. As |
mentioned West Virginia eliminates the sales factor entirely,
so that the use of a specially fashioned apportionment factor
designed to reflect the peculiar economic situation of the

State 1 think 1is very conventional.

PROFESSOR AINSWORTH - Senator, if | might add just a comment
to Professor Zeifman here that the book value 1is not used as
such by any state that we know of. On the other hand, a number

of states do start with taxable income and then tend to restore
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toward book value to some degree. I think with the Supreme
Court case in mind that Professor Zeifman just mentioned 1in
his earlier testimony and with the general desirability as
many states see it of restoring taxable to a degree that this
would be a forward looking step and you might find yourself
cut off from the restoration thing and you would have to go

all the way to its value if you wished to use 1it.

SENATOR RADER - Of course you have a great volume of law

and experience and regulation as to what i s taxable

income. Do we have any such law, body and experience as to
what should be book value 1income, so that when you have this
acute, | know that you mentioned that the bad apple is the
bad apple, the bad apple accessor or the bad apple tax payer
in this direct. accounting approach left too much to discretion.
Do we have a body of law that cai resolve disputes? Part of
our problem with our corporate citizens or other citizens 1is
to resolve as easy as possible, put grease on those places
where we have pressure and have a difference of interests

so that it will work without too much scraping and burning
and chewing. What kind of discription do we have of book

income that when we get into a dispute with someone as to......

PROFESSOR ZEIFMAN - Well, I think that we have the experience

of the Securities Exchange Commission and the experience of
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stockholders in general. I appreciate the observation, and

I think Senator, that it"s a very profound one. I think

that the great body of law however, 1is a two edge sword.

The great body of law has also created an army of lawyers,
accountants and tax planners that have given an enormous
incentive to diminish the taxable base through various

types of devices. I think that the beauty of the book income
proposal is that the company as I mentioned to Senator

Croft, if the company wants to diminish its income for Alaska
tax purposes, it"s got to persuade its shareholders that

it is not being operated very profitably.

SENATOR RADER - Well, let me ask you this. Let"s take EXXON
because they®"re so large and let"s assume that only 5% of their
operation is in this state. From their point of view to their
stockholders, they"re going to be interested in a consolidated
sheet that shows their whole operations. Do you say 1it"s their
incentive to keep them honest and to sell their stock and to
keep the FCC, and if they meet all of the FCC requirements,

but still won"t they have the same incentive and the same
opportunity to shift the responsibility of their costs in

the book method as they would have 1in any other method? And

if we are only 5%, let the Alaska portion show as being unprofitable

and pick it up someplace where they don"t go on book method.

PROFESSOR ZEIFMAN - Again, Senator, |1 think that your observation

gets right to the heart of the question, and 1 agree with your
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observation, however, that would occur only if you have a
separate accounting system. I think your question illustrates

the disadvantages and the dangers of separate accounting.

SENATOR RADER - Can you create a system to do that? I mean
you"ve only had one system and the federal government doesn"t
care, they"re not going to care as to how we do it at least

between the states, excuse me, go ahead.

PROFESSOR ZEIFMAN - You see the advantages, rather than talk
about individual companies like EXXON, we have not identified
the individual companies. In no case, let"s assume that the
book 1income, 1 think you can reasonably assume that tne book
income 1is going to be at least twice, at least double the

amount of Tfederal taxable 1income.

SENATOR RADER - This 1is as defined by them.

PROFESSOR ZEIFMAN - Yes, worldwide.

SENATOR RADER - Without any body of law to define how they

define that.

PROFESSOR ZEIFMAN - Other than the regulatory procedures of
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SENATOR RADER - Which are only calculated to prevent them
from overstating their , hot understating them, |

assume.

PROFESSOR ZEIFMAN - Well, it cuts®"both ways, and although we
are talking about book income as though it were different from
federal taxable income. Let me also point out this, Senator,

I think this is a key feature that frankly 1 think that

Mr. Kilgore glossed over. Many of the basic book accounting
mechanisms are in fact policed by the Internal Revenue Service.
For example, Mr. Kilgore mentioned inventory accounting and
talked about the fluctuation of inventory. Well, the Internal
Revenue code requires that the company use the same tax
accounting technique in terms of evaluation of its inventory,
the exact same for federal tax purposes as it does for reporting
its book income, and so in a sense the advantages of book income
as | see 1t is you have the feds, in a sense policing a big
hunk of the accounting aspects of the company. The company
cannot play hanky panky with its inventory accounting, with

its gross receipts, with the major blocks of its item. The

IRS is policing that, and the internal revenue code requires
that it police that, so that in using book 1income, you"re not
departing from.......... (end of tape) ......... provision that
would go like this would say no depreciation deductions

would be allowed 1in excess of the depreciation actually taken

of the companies books. In that way small companies would
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continue to have the advantages of excellerated depreciation
here and there, but the large companies would not be able to
use quick write-offs to a very large extent to substantially
reduce their taxable 1income. So, 1 think that although we
have been talking about the difference between book income

and federal taxable income as though they were two different
things, the major sediments that comprise blocks of income and
expenses that comprise book income are in fact audited by

the Federal government.

SENATOR RADER - Well, then you®re saying we"re not making a
significant change. It is a significant change, but you're
saying that the major portions are already audited so

right now.

PROFESSOR ZEIFMAN - Right.

SENATOR RADER - And so we"re talking about this insignificant
change which is going to be tempered by their own statement

to their own stockholders in which they have a goal of
maximizing profits instead of minimizing, but then 1 get

down to this, and we don"t have a body of law. That"s really
largely management discretion, | assume. The security exchange
regulation which 1 don®*t know now, that"s what I"m asking you,
isn"t it largely a management discretion then to, you"re not
breaking the federal tax laws when you report your 1income

differently tio your stockholders on different accounting
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basis, and as Senator Croft observed independent auditors will
I think, generally submit to management discretion if there

is no breech to the law, and the most that they would do would
be to footnote it with an asterik and say this 1is within
management discretic.i, and can be done three different ways.
This 1is an acceptable way. How do we eliminate without a

body of knowledge and law, and with the same opportunity to
shift income for book purposes between one state and another
or between one opportunity and another, so long as the bottom

line is the same.

PROFESSOR ZEIFMAN - Well, the last part of your sentence, Senator,
is the part that 1 have the most trouble with, and somehow

Senator Croft"s question indicated for example a misunderstanding.
We are combining the notion of use of book 1income with the idea

of the combined report. We are saying to EXXON if you will,

look, we don"t care. If you want to play games for any purposes.
If you want to keep your Alaska subsidiary at a low level of
profitability for your books, you go ahead and do it. We are
aware of that fact that you might want to do that. The advantages
of tne apportionment formula and the combination approach, and

as a result the disadvantages of separate accounting

is we are saying look, we are going to look at the whole pie,
and we want the book 1income cf the whole pie, and so long as
we"re dealing with the book 1income of the whole pie, it makes
no difference whether the company 1in 1ts internal bookkeeping

among 1its affiliates divides it up.
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SENATOR RADER - I see what you"re saying. I understand that,
but now let me ask you one other thing. You say no other states
have adopted this. Now, to be the devil®s advocate, why not?

Is this something of your own creation that hasn"t been tried

yet?

PROFESSOR ZEIFMAN - Let me make this observation of why not,

and 1 say this | hope that based on 20 years of experience working
for the United States Congress, |1 would say lack of political
muscle, 1in the sense especially with respect to the petroleum
industry and because of the United States Congress. The Congress
does not have political muscle in part to remove the tax subsidies
from the internal revenue code, on the one hand that are related
to the petroleum industry. Another part of it is perhaps a
guestion of policy. When Congress decided that it was going

to, if ever there was a radical departure from the use of

normal accounting procedures, it was percentage deflation.
Congress decided it was going to subsidize the petroleum industry,
and so it provided for a percentage depletion. In a sense,

the use of book 1income as we conceive 1it, and in terms of a
general policy, we are saying look what we are interested in

the earnings and profits with no subsidies. IT we are going

to subsidize the petroleum industry, we might do it in other
ways, but we"re talking about a tax base that 1is based on =«
purely accounting procedures, as distinct from a tax base that"s

eroded through policies that reflect a desire to reduce the tax.
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SENATOR RADER - Let me ask you again, and I think you®ve answered
it, and it"s only my own inability to receive your intelligence
as fast as you can state it. I"m unaccustomed and haven"t got
quite the receiver you have transmitter either, but when you

get back to it, is there a body of law through the FCC or other—
wise to which we could go to if we were in a dispute with any

one of our corporate citizens, and say, we think that when we

say book value that the questions have been answered tp the
extent that there"s a reasonable body of law that people with

the opposite interests of the taxpayer and the cax collector

can look at that and their attornies can look at that and

handle that problem without rubbing each other wrong and fighting

their way through courts interminably.

PROFESSOR ZEIFMAN - 1 think Senator, that there®"s probably as
much of a body of law on that subject as there is I think
it’s a less complicated body of law in terms of the federal
taxable income, and.its lack of complexity, | think, 1is an
advantage. As a lawyer, let me make this observation. This

is an everyday kind of dispute. If I"m a minority stockholder
for a closely held corporation, and we get involved in litigation
as to its profitability, or if there"s going to be a dispute
among partners for the evaluation of the states. The extent

to which the accountants have overstated or understated various
items 1 think is a subject that the courts and most lawyers have
had a great deal of experience with. I suppose 1"m doing my own

profession a disservice, but I1"m suggesting that the use of book
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income takes the body of law, the normal body of law, and applies
that as distinct from the highly specialized priesthood of the

internal revenue code.

SENATOR RADER - One more gquestion, 1if 1 might. Now,

Mr. Kilgore, 1 think, suggested this morning that he made

some actual projections using this extraction factor and it

did not appear to him to protect the State as well as he had
thought it might. I might have misunderstood him in that,

but have you done any such estimates as to how it will actually

work.

PROFESSOR ZEIFMAN - Yes, we have on the basis, and I*'m glad
you mentioned that Senator, because 1 had a meeting with

Mr. Kilgore and Mr. Lipton in New York, and at the outset
before |1 agreed to accept the. contract as a consultant to
Alaska, | made it clear that | did not want to be a
consultant or make any recommendations unless | was able to
make the recommendations as | put it on the basis of actual
data and not addressing myself to paper solutions to paper
problems. I think that the data that Mr. Kilgore has relied
on has been data which has been admittedly been fictitious,
a sample that was provided to a large extent by Standard Oil
of Ohio. Our predictions and our data are based on a study

of the actual tax returns.
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SENATOR RADER - If my previous question about is there an
easier or better way, and you said well, the easiest and the
simplist way is at the wellhead. Count the barrels and put
a tax on 1it, and a gross income tax instead of a net income
tax so you don"t have to worry about all the rest or the
other half of that problem. What 1is the customary way of
doing that? Do I understand you to say that the main reason
that you"re proposing the book income tax is the ability or
the possibility to capture the outer-continental shelf

production which can not be done with a severance tax.

PROFESSOR ZEIFMAN - No. The use of the book income, you could
adopt our proposal in part using the extraction factor and
the outer-continental shelf feature without adopting the book
income part. Do you follow? That"s an apportionment part.

"Ae book income is the means of defining the pie.

SENATOR RADER - Now. wait a minute, say that to me again, |

don"t understand it.

PROFESSOR ZEIFMAN - You could continue to use federal taxable
income and still have a formula that has an extraction factor
in it, and also include in the numerator of the extraction
factor as 1is done in the administration®s bill, the amounts
related to the outer-continental shelf production. It"s not

the book income feature of our proposal which relates to the
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outer-continental shelf, it"s the extraction factor.

SENATOR RADER - 1 see. Thank you, Madam Chairman.

SENATOR HUBER - 1 wonder if 1 could get just a line, a short
quicky on the bottom of Senator Rader®s before the thought

is lost? I was following along very well when you answered
Senator Rader about going it alone. This 1is the reason for
going with the compact instead of going it alone. If a
corporation or any corporation taking in a profit, 1is doing
so from a state such as Delaware or Washington, that does

not have an income tax, and then they have an Alaska subsidiary
here, and they don"t give a darn about the Alaska subsidiary
taking a blood bath every year in the annual report book
because their stockholders are in the main corporation and
they think the more Alaska takes a blood bath in the Alaska
corporations the higher the value of the coupons that 1 clip.
Now, aren"t we still leaving that loophole? I think 1it"s

a yes or a no.

PROFESSOR ZEIFMAN.- Under our proposal, No.

SENATOR HUBER - That 1loophole is plugged?

PROFESSOR ZEIFMAN - Yes, because of the fact that we"re saying

to the company, that"s the advantage, and you see this 1is the

disadvantage to saparate accounting. We"re saying to the
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company, look, we"re saying to the whole group, the whole
multi-corporate enterprise. We"re saying look, we want

to see the whole pie, and then we will apportion a piece of

the whole pie to us, and so if the company, for example,

and | appreciate your question, Senator because it really
illustrates what we"re getting at. Suppose you had under

the present system to make it simple. Lets say New Hampshire
does not have a corporate income tax, and | were going to drill
in Alaska, here®"s what 1 would do. I would create a New
Hampshire parent. I"d get a Delaware corporation, has its
principal place of business, 1its so called domicil with
Deleware, have 1its office in New Hampshire, and have it own

an Alaska subsidiary. I would operate the Alaska subsidiary

at a low level of profitability and the New Hampshire parent

at a high level of profitability. Since New Hampshire has

no corporate income tax, |°d be off the hook entirely, and

if Alaska insists on separate accounting, Alaska has no

remedy. Under our proposal, we"re saying look, we are going

to take the Deleware corporation. We don*t care about all these
arrangements, wc want to know the size of the pie, the total
income, the total.profitability of the whole family, then we
will make an apportion to Alaska. That is the modern progressive
method of corporate income taxation that has been adopted by
those other states that have progressive modern forms of

taxing corporate income 1including California, Minnesota, and

many other states.
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SENATOR HUBER - They can®t get out of that by only operating

in the states, that isn"t a member of the inter-state compact?

PROFESSOR ZEIFMAN - That®"s right. They cannot get out of it.
That"s the advantage cf the combined report approach, and you
see, this is exactly what has been going on in Alaska for

years. Alaska affiliates of large petroleum companies have

been reporting to Alaska that they have a low level of profitability.
They have said separate accounting. The tax administrator
recently, consistent with the practices of a mu"iti-state tax
compact have been saying in so many words, listen, we are

not going to buy that. We want to know whether or not, we

want to know about the relationship between you and the parent.
In a sense this 1is what I°m getting at with the treaty. The
treaty which Great Britian has persuaded the Treasury Department
to adopt, and which the Senators from Alaska were opposed as

well as | understand the Governor and the tax administrator
would say to Alaska, you must only look at the Alaska subsidiary,
and if the Alaska subsidiary 1is operated a low level of
profitability, there is no way, according to this treaty,

that you can look at the parent if the parent 1is located

in Great Britain, and that"s exactly the disadvantage of
separate accounting. It"s been , | suppose I"m making

a speech, but it"s been by the proponents of separate

accounting some wierd notion, they say we ought to draw a
ring around Alaska as though it"s kind of a bath tub, and

only 1look at the local subsidiary. Well, 1 am suggesting to
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you that if you really want to know about the profitability
of the petroleum companies operations in Alaska, that 1 would
urge you not to simply look at the books of Alaska®s subsidiary,

but to go for the whole pie.

SENATOR HUBER - Thank you Madam Chairman. It did straighten
me out, but I°m going to have to do some more background yet
on why, 1 guess that"s the word. There ™ a piece missing

there.

REPRESENTATIVE GRUENING - Professor Zeifman, you mentioned
the treaty. Does that treaty 1in any way prevent us from

getting the advantage of the franchise tax?

PROFESSOR ZEIFMAN - 1t sure would. Of course, the treaty

has not yet been approved. Fortunately, it has to be ratified
by the United States Senate, and due to the opposition of

some Senators it came close to being ratified by the way.

I would Ilike to urge this body to adopt a resolution urging

the President to withdraw the treaty, and the present Secretary

of the Treasury to get the United States out of that treaty.

But a<“any rate the treaty would, as 1 indicated, prevent
you from looking at the whole pie. It also would prevent
you from. 1"m sorry, the treaty would. The separate accounting

proposal would accomplish the same thing as the treaty, and
that"s what 1 find is rather extraordinary, the proposal that

Alaska would inflict upon itself. The same limitations on 1its
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own taxing power by compelling its own tax administrator to
look only at .the Alaska subsidiary in its books, destroy the
most powerful weapon that it"s had, when the petroleum industry
is urging especially those parts of it that are related to

the United Kingdom 1is urging the Congress to impress this

limitation on Alaska as well.

REPRESENTATIVE GRUENING - Aren®"t we doing about the same
thing though on the franchise tax in terms of apportionment
in theory as done under the multi-state compact by saying,
okay, we"re going to take a different look at what the basis
is, but we"re still going to use an apportionment theory to

attribute the sum of that income back to Alaska.

PROFESSOR ZEIFMAN - Right, exactly.

REPRESENTATIVE GRUENING - But 1is there a constitutional problem
then with through treaty with the federal government telling
us that we can"t use this as a describing basis. I mean isn"t

this an interference under the constitution with State rights?

PROFESSOR ZEIFMAN - One of the unfortunate conditions under
which you labor 1is the supremecy clause of the constitution
which makes the federal statutes and treaties and treaties
are given equal status under the supreme law of the Iland,
so that if for example the United States were to enter into

a treaty with France protecting french citizens against
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inheritance taxes in Alaska, | think you. would be stuck,

REPRESENTATIVE GRUENING - 1 nave one other question. Mr. Kilgore,

this morning outlined some disadvantages of the franchise tax,

and I think maybe Senator Rader®s questions about the body of
law might have answered them, but as | recall, you were here
this morning listening to his presentation. Three things

allows a different treatment on accounting methods, greater
write-off flexability and companies can revise their accounting
procedures. Now, maybe Mr. Kilgore ought to elaborate on

that, but as | understand the criticism there, it"s not so

definite, you"re relying on the incentive factor to keep them

from changing, as 1 understand his criticism, 1 may be unfairly
stating it.
PROFESSOR ZEIFMAN - 1 very much appreciate the fact that

Senator Rader brought this up in questioning because it frankly
compelled me to address myself to it. That 1is, you know, I
want to make 1t clear that the use of book income is not an
either, or, we"re not saying we"re not going to use the

federal tax system because anyone who has filed a corporate
income tax report can tell you. You just don*t go changing
your inventory method in terms of the book income and your
accounting method for the purposes of the companies books
without the IRS policing them, and so any system, for example,
and 1 was rather amazed by Mr. Kilgore®"s observation about

inventory. There 1s a very strict requirement, and as a matter
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of fact there is probably r*o subject which is more carefully
audited by the Internal Revenue Service. You just can®"t go
playing around for federal tax purposes by using a different
Inventory method of accounting on your books that you are
using for federal tax purposes. The inventory accounting that
you use for federal tax purposes 1is required by law to be

the same as you are using for your book 1income. So that

fluctuation, 1 think, 1is very unrealistic.

REPRESENTATIVE GRUENING - What is meant by greater write-off

flexability under the franchise. Maybe I should ask

I mean that was listed as a disadvantage, greater write-off

flexability.

PROFESSOR ZEIFMAN - 1 would agree that .".here would be greater
write-off flexability with the use of book income, and some

write-offs would be permisable.

REPRESENTATIVE GRUENING - That are not permisable under ......

PROFESSOR ZEIFMAN - Yes, but again the observation is the
company, if it does that, it"s going to diminish its earnings

and profits for shareowners. 111 give you the example, | think,
the most dramatic example of that. The petroleum industry as

you know, 1is able right now to expense intangible drilling costs.
Take a current deduction, and use intangible drilling costs to

minimize their federal taxable income as a result. Well, many
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of the large petroleum companies do not expense their intangible
drilling costs because if they did they would diminish their
earnings and profits for purpose of distribution to the shareholders,
so they capitalize their earnings and profits, in a sense it
is true, |1 would agree with Mr. Kilgore > observation that there
may be some ways 1in which the companies could have a lower

book income this year, that they would have some flexability, but
at the same time that flexability as | put it sort of gets them
between the bark and the tree because 1in order to reduce the
Alaska tax base, they would have to tell their stockholders

they were earning less money, and that"s a different kind of

position than they are now 1in.

REPRESENTATIVE MEEKINS - Is there a provision in the bill that,

I think 1 heard you say, that you take the federal taxable income
or the book value, whichever 1is greater, so in relation to what
Senator Rader was asking, you"re saying that there®s a motivation
that"s strong enough to keep them from playing around with these
possibilities, flexabilities they have, with the motivation being
that they have to report to their stockholders the profitabilities
because that®"s what we"re looking at. They can"t erode our

Alaska tax base without going against that other need that they

have.

PROFESSOR ZEIFMAN - Yes, they could not go below which is the

advantage of the alternative base here. No matter how much
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REPRESENTATIVE MEEKINS - They"ll never go below the taxes, so

in that respect we"re not any worse off even if they did.

PROFESSOR ZEIFMAN - It is 1inconceivable to me that the use of
book income will cause, the way it"s written in this bill, it"s
inconceivable to me that the use of book income would result

in a lower tax base for Alaska with the alternative written

into 1it.

REPRESENTATIVE MEEKINS - You see, that brings up the question,

I mean the point of going to book income is that there"s not
really that much faith in the federal taxable income because

of the subsidy as you call it written into it. So I"m wondering
wouldn™"t it also make sense to, couldn"t we have the alternative
be federal taxable income plus putting back into that some of
these allowances that are taken out? Couldn®"t we do that also

and then......

PROFESSOR ZEIFMAN - Yes, we mentioned that 1in our report as an

alternative. You could take federal taxable income
add back all capital losses. California has done that. Federal
taxable income plus, we will prohibit carryovers. Federal taxable

except that intangible drilling expenses are to be deducted.

REPRESENTATIVE MEEKINS - Well the, what I"m getting at 1is then
you would really have them because you could also then say that

either, or whichever is higher, book value or that value, but that
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is even higher, so the difference, if there was any possibility
of arranging *that as some people are fearing, you"d have even
still a higher base for the federal taxable income in which

to make or take your percentage.

PROFESSOR ZEIFMAN - 1 agree that that®"s an alternative. The
advantage of book income is that you"re doing-it all in one
fell swoop and the easiest way that we know how. The item
by item thing, frankly again if | can be political, would
compel you to have to fight it out on each front. You're
going to add back, you“re going to have a vote and add back,
disallow the carryover, the capital gains item by item. The

book 1income does have the advantage of simplicity, |1 think.

REPRESENTATIVE MEEKINS - 1 have one more question on separate
accounting. I"m not-quite sure. When you do separate accounting,
does that mean you just look at the Alaska subsidiaries, the
numbers that they have on their books, but you don"t consider
anything else at all. There®"s no apportionment whatsoever,

there®s just totally separate accounting?

PROFESSOR ZEIFMAN - Essentially, yes.

REPRESENTATIVE MEEKINS - Ess .ntially you are using the numbers

that the companies give you, 1in that case, wouldn®t that be
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PROFESSOR ZEIFMAN - Essentially, yes.

REPRESENTATIVE MEEKINS - Can you put back into that your own

extraction factors and things like that?

PROFESSOR ZEIFMAN - No, the extraction only works when you

are talking about a pie to a portion.

REPRESENTATIVE MEEKINS - Yes, so if you put in an extraction

factor, you"re not.......

PROFESSOR ZEIFMAN - Let me give you a simple example of separate

accounting that the Supreme Court reputiated. There 1is a case,
Wallgreen Drugs. Now you know everybody®"s got a drug store,
that ought to be simple, 1it"s just like a candy store. Wallgreen

Drugs tried to argue that it ought to be able to use separate
accounting because it could show through separate accounting
that 1its Minnesota drug stores were being operated at a lower
level of profitability than its non-Minnesota drug stores.

The Minnesota tax administrator said, "hey listen, we can"t

unscramble that egg. All we know 1is that Wallgreen 1is in the
drug retailing business. In effect it"s a kind of a view that
goes like this, it doesn®t have any geographic source. It has
an economic source. They said in effect, "look the ice creanm

manufacturing plant that you®ve got outside of Minnesota, that
contributes to the profitability of the Minnesota store, so

we"re going to require you now to make an apportionment, add the
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whole thing together. How much income did all of your drug
stores earn all over the United States, and then we will make

an apportionment based on the ratio of Minnesota to total

property payroll and sales. The taxpayer argued separate
accounting. We ought to be able to use separate accounting,
I can keep my own books, 1 can show you the Minnesota sales

of the Minnesota drug store™, but the court reputiated that,
so on its surface separate accounting 1is deceptively simple,
but with any degree of sophistication at all, especially

when you®re dealing with multi-national companies, it 1is

no difficult problem at all for a non-United States company
for example, or a New York based company to operate its
Alaska subsidiary at a low level of profitability, and
especially 1in getting it back, Senator, to your observations
about the federal government, here"s the rock now. The
federal government doesn®t care. In other words if you

have a New Hampshire company operating at a high level of
profitability, and the Alaska subsidiary at a loss, the
federal government doesn"t care becauseit"s getting the
tax from the New Hampshire company, and it"s not concerned
about the policing of it. The federal audit 1in the apportionment
area is not really going to be helpful. So, I hope that my
observations are, | hope that I have been helpful to you, and
again, 1 want to reiterate that no state of the United States,
currently and as far as I know in the last 30 or AO years has

adopted separate accounting method of taxation under these
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kinds of circumstances as a general method of imposing a

tax. The controversy has always been as to whether or not

any form of separate accounting was going to be permitted, even
in extraordinary circumstances, and generally the court has been
said to look with disfavor on the separate accounting notion.

I might add, for example, 1in California, you don"t have much

Alaska case law. I mean, you have no Alaska case law on this
subject, but in California, let me give you an example. This
perhaps will confuse you because it goes the other way. The

Wildcat 0Oil Company, drilling a dry hole in one state and
operating, if you want, not striking oil. It then goes to
drill another hole in another state and still doesn"t strike
oil, and it goes on through six or seven states that way,

and still doesn"t strike oil, but most of California, and 1in
California it strikes oil, and all of the oil 1is sold at the
wellhead, right then and there. This is an unusual type

of operation. The California tax administrator said in so
many words, "this is one of those extraordinary cases 1in which
we might try separate accounting, because after all if we only
talk about the California operation, 1it"s a desirable state

of affairs. The taxpayers said, "listen I1"m " unitary business,
I"ve been operating all around, you"ve got to treat me as a
single entity. The California courts invalidated the use of
separate accounting under those circumstances. So, again,*

I would urge you to examine the notion of separate accounting
very carefully because, not because of the disadvantages that

Mr. Kilgore points out, about the hypothetical pricing and
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the administrative overhead. That®"s not the disadvantage of
separate accounting, the disadvantage of separate accounting
is that you don"t get to look at the whole pie, and he didn"t

mention that.

SENATOR RADER - Then, 1it"s like you say, if the piece of the

pie was very pcrfitable and the rest of their.operation non—
profitable, we might want to separate out and have accounting
only as California attempted to do. You®"re saying that our
court, 11f they followed the California court would not permit
separate accounting if the Alaska operation was a bonanzaand

the Texas operation was no longer profitable.

PROFESSOR ZEIFMAN - That"s right if they followed the California
Supreme Court. And perhaps Professor Ainsworth ought to address
himself to this because in the longrun the advantages of the
combination approach, as | see it, 1is in the longrun you're
dependent upon the fact that on the overall profitability of

the whole multi-corporate family, and | would argue that that
provides you with a much more stable type of a tax base. It"s
almost like a diversified investment. We could, for example,

in the Wallgreen Drug case, you could have this kind of a situation
which would make good business sense. Wallgreen goes into
Minnesota, intentionally operates its drug stores at a low level
of profitability, sells its products low and at a cheap price
in order to compete in the local market, but itreally isas

a result the profitability of the whole. The whole company is
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enhanced because of the additional sales and the large quantity,
so for the State to deny itself, and to take away from the

tax administrator, if I could leave you with this thought,
whether you buy that proposal or adopt a proposal of that

book 1income, or the extraction factor, perhaps there"s a separate
guestion, and maybe these are not alternatives. Whether you
adopt the proposal of book income or the extraction factor

is perhaps a separate question, but I would urge you to not
voluntarily, by ycur own act, deprive your Department of
Revenue and your State of the most effective tax weapon that
you have 1in the corporate 1income tax area, and that"s the

ability to look at the whole picture and the whole pie.

SENATOR RADER - Well, 1 have a little different line of inquiry,
if I could? We"re in Juneau with the Prudhoe Bay situation where
we"re in pricing hearings right now, or we start Wednesday.

Are you at all familiar with what our problem 1is there? They
have not set a price for Prudhoe Bay as one tier or another tier,
new oil or old oil. They haven®t said, they might leave it
uncontrolled like they suggested for Pet A, which 1is not
producing doesn"t- make any difference then. There®s some
suggestion that"s come to our attention that the Federal
government 1in their Prudhoe Bay pricing will take into
consideration the tax structure that the corporations operating
there and elsewhere in Alaska are facing in so far as it affects

their incentive to explore nnd develop further. It seems to me
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like sort of a delima problem. IT we were going to increase

the tax burden on a petroleum industry, our state administration
is going in and asking for the highest possible price, | believe
that"s there position, the highest possible allowable federal
price, it would be new oil or uncontrolled oil, and so it

would be with the foreign oil, and their argument 1is that we
need this as an incentive because of the extraordinary cost

in Alaska. True we"ve had a bonanza in Prudhoe Bay, but

than that"s statistically and otherwise not expected to be
counted upon and that we really need a very, very high price
here to insure that lesser sands, sands that we know to be

less profitable in existance, that you will preclude us from
pumping or developing those, or even exploring further unless
you give us a high price, and the State if urging the same thing

because we are a royalty owner on one side. We®"ve got one

hat as a n and on the other side, we havethe

hat of the tax collector, and on the side of the ,

we want the highest price we can get, and we also want it for
our oil company citizens. We"re all citizens and we areall

7/8andl/8allhave the same interests, but
when you get to the point of doing the taxes, should the State
if we"re going to pull taxes, impose it now before they set
a price on that oil, or should we wait until after they set
a price on that oil. The argument being that if we try to
set it before we set a price on the oil, that it destroys
our credability that we need a high price for purposes of

encouraging development, and the other argument being that if
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we don"t assess it now, that it will not be taken in as a cost,
and therefore that if we cry to assess it later on, we would
genuinely create a disincentive that would be so severe to the
companies that they couldn®t produce under the pricing, and

I"m not sure | understand the problem, so I°m certainly sure

I can"t explain it. Does any of this ring a bell to you?

PROFESSOR AINSWORTH - I think that in a situation like that,

I don*"t know how the State tax or the enactment of a state

tax right now would effect the price that the federal authorities
might permit you or might not permit you. I.would suggest, of
course, that any business entity including oil companies would
welcome a higher price, and part of the justification in that

in the case of oil 1is always the exploration and coming up with
new and better resources, and | think so far as the oil supply
situation in general was concerned, that I would leave that
pretty much to national policy. Now, as to your own tax, I would
say yes, a state tax will indeed reduce in some measure, 1if you
look narrowly at it, tho profitability of the oil company. [
don*t think there"s any question about that. On the other

hand, what 1 think taxpayers as well as tax collectors and

the State generally would also see is that this tax comes at

a time and in a situation where you have no history of taxing

oil companies really. I think that this 1is a whole new thing

as far as the State of Alaska goes with substantial oil being
produced and generating income and therefore being subject

to tax. So that you"re coming in more or less at ground zero



Page 42

as far as major production is concerned and what you ought to
be concerned about is not whether you go from say the experiences
of "73, "74 where so many separately accounted zero income to
your state and so on and so forth, but you ought to look at
that and say well now, how will our tax compare with other
taxes around about in other states because ultimately it's

the differential between your state®s tax and other oil
producing states tax. If that differential is not substantial
after you take account of the very high quality deposit you
have here, why then 1°d see no great disadvantage to the

State going with a 9.4% tax that was effectively applied to

oil profit. Every State taxes it in some measure.

SENATOR RADER - Now let"s follow that up a little bit. I saw
an analysis put together by one of our operators here which

had indicated that our total combined tax load if you consider
our Ad Valorum taxes, the taxes on the pipeline, the taxes on
the whole works, of their properties and their operation that
we were 114% above California, or Texas, or something like that.
We were 99% of Louisiana. In other words there might be one
state in the Union that has imposed a heavier tax load on its
petroleum extraction industry than Alaska. Is that, how do

you respond to that kind of a statement? And if that is the

case should we be talking about imposing any more tax?

PROFESSOR AINSWORTH - Well, 1"m not familiar with that particular

oil company®s own report: on its tax problems, but 1 would suggest
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that this is one company, and it apparently comes up after

it analyzes its own tax situation for its own information
presumably. With chis finding, that difference might possibly
apply to one company, but not apply to all companies. Certainly
a differential of tax as between and among states would however,
have to look at what I understard to be the relatively good

deposit that you have here, differentially good deposits relative

to some other area, and if | were looking at this, | think,
strictly from a state point of view, | would certainly take
account of that quality differential before 1 assessed any

ninety nine hundred and fourteen study that a particular oil

company made.

SENATOR RADER - Let"s assume that we determined that our

present tax level was all taxes combined, was at the very top,

very close to the top in the nation. Do you think as a policy
matter, can we go much beyond that or not? What kind of constraints

do we have there?

PROFESSOR AINSWORTH - All taxes combined, | think I"ve seen some
of these general statements also, and yet | don"t have a detailed
picture of them before me, but frequently the general statements
I"ve seen, when they say all taxes combined, the oil companies
had sometimes included what they paid the farmer for the oil

in North Dakota as a part of the payment to the State.
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SENATOR RADER - They broke out the royalty payments as being

different than the tax payments.

PROFESSOR AINSWORTH - So you certainly ought to wipe that

out TFirst.

SENATOR RADER - I thir.k that®s broken out clearly. What they

did was they took the operation, they took the wells 1in operation,
and they took the pipeline, the gathering lines of the rest of

it and they applied i1t, and said you can pick this whole thing

up and move it to Louisiana and use Louisiana®s rates, 1in some
places they"re higher than ours, in some places they"re lower

than ours, and in some places there®s no Ad Valorum taxes,

that we were at 99% Louisiana, and Louisiana

was the highest in the nation, and we were 114 - 1257, of
other states to which they made the comparison. Now let"s
assume, 1 don"t know 1if it"s right or not either, but let's

assume for purposes of discussion that that presentation

was TfTairly made.

PROFESSOR AINSWORTH - If that were fairly made, then 1 would
only caution that the only thing that they can"t pick up from
the State of Alaska and put it in Louisiana, even hypothetically,
is the oil itself in the ground, and that"s differentially

good in Alaska, so you may have a margin there to work on.
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SENATOR RADER - And how would you determine that the historical
experience of the petroleum industry in all fields of Alaska
as compared with historical experience of the industry in all

fields in Texas, or something? How would you determine that?

PROFESSOR AINSWORTH - Well, I think 1 would make a current
comparison of productivity, potential productivities as we

look from here ahead.

SENATOR RADER - Well, 1if you do that, because of our extraordinary
Prudhoe Bay situation, then I would assume that you might say

we could afford a tax at a much higher rate than 1257, of the

next highest state 1in the nation, and still not provide disincentive
to the petroleum industry. IT you look at only where we are so
far rather than statistically trying to estimate the liklihood

of a repeat. I don"t know how to judge it, I*'m completely at

sea on it myself, so I"m not asking you a question on which 1

have any opinion. I just know that the oil companies make the
argument that 1"m making to you, and that is "look, we"re at the
very highest right now, we admit that Prudhoe Bay 1is a heck of

a fi id, but can we afford to continue hoping to hit that one long

shot if your taxes are out of line with what is customary in

other producing states". How do we analyze that?
PROFESSOR AINSWORTH - 1 would say the first thing to analyze
would be to do your own study of differential taxation. Included

in that study, |1 would certainly look at all of the work that
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the companies have done and take full account of what they"ve
done, say for their Texas, their Louisiana, whatever other place,
how they came out of it there as getting all the information you
can about statements regards taxability, levels of taxation

in various states, and come to your own conclusions, then as

to how far you could go on a differentially high side would
depend largely, |1 think, on the relative of quality which is
perhaps not quite the right word here of your own deposits

visa vis others, actual and potential, and I would be concerned
that the State of Alaska should, especially with this a non-—
renewable type resource, take i1ts own long distance welfare

into account in deciding whether or not the tax differentially

high, and how far you might reasonably go in that direction.

SENATOR RADER - Well, 1 think in taking a look at our own
welfare, we"d like to say that, we certainly would not want
this to be the last: exploration done by the petroleum industry
in this state because of the fact that we have established an
unreasonable taxing method based upon a bonanza, instead of
based upon what could be expected to be an average productivity
profitability for an industry, and I have no idea how to judge
that, nor do I think again, 1 think you"re right, you have to
look at and compare our own state with other states, and | don"t
say you rely on any one elses analysis for that, but I°m just
saying let"s assume that we"ve made that analysis, and we"ve

found that our taxes were among the highest and we have transportation
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costs. If vou did eet too high, how would you know 1it?

PROFESSOR AINSWORTH - You would know it by whether or not the
companies continued to operate at profitable levels and whether
they continue to explore, how far they went. I would think

you could consider that as kind of a current evaluation of

what thev do in the circumstances that they present.

SENATOR RADER - If we were to take something that®"s current
here on how to explore, what would we have to do, ask them
ask EXXON, I keep picking on EXXON just because we started

in. It*s nothing personal or impersonal about 1it, but they
are a corporate citizen. Would we ask them how much of their
exploration budget is coming to us as against other states

and other areas of the United States to determine whether or
not we think that we have already based a tax level which

has created disincentive considering the coses of production
and the transportation problems when we get through with the
rest of 1it. How would we go about putting our finger on

what is a reasonable level? Everybody talks about fair share.
You want to tax your fair share? Sure. I want to pay my fair
share. Sure. They"re miles apart. Nobody knows what that

is.

PROFESSOR ALNSWORTH - I think you have very little problem
there because as is so vividly reported at the federal Ilevel

and regards the r'ortages of fuel just this past winter.
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Nobody seems to have data that they agree about regards reserves
and what was and what wasn®t done with that. We seem to get
different stories on that. I would think that the best thing
and it probably doesn"t apply explicitly or exclusively to
Alaska, but would be that if one could come up with your own
independent testiments of what your resources are, and the

potential yields and profitabilities of them.

SENATOR RADER - Well, we could do that to some extent, but
finally the proof is what is their ability to spend the money

to poke the hole, and there"s been some suggestion that the
state should start going out and wildcatting. That way they
would know alright, but I imagine they would blow a lot of money

too.

PROFESSOR AINSWORTH - That might be a kind of a check that

the State would want to make.

SENATOR RADER - Can you think of any way we could get a handle
on that problem as to whether or not we"ve become unreasonable
in our tax policy., and in effect driving our petroleum industry
out of the state, or diminishing to an unreasonable point their

incentive to explore further for new finds and new development.

PROFESSOR AINSWORTH - I think the only way to work at that is
to do what seems to be a reasonable job of getting your tax 1in

order for the first time on this kind of industry and activity
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really. By that 1 mean bringing it up surely to the level of
other states which with the sales destination and so on, |
would judge under the separate accounting would not be the case.
Get it up to that level then assess the differential quality

as best you can. The information is imperfect. Th = companies
and the energy people in the federal government seem to agree

on that at least, and you just have to continue to evaluate.

SENATOR FADER - Well is there any argument in anybody®s mind
that we are taxing among the highest rate on our severance taxes
and on our other taxes than any other states? You see that
I thought we were nudging the very top for a long, long time

and exceeded almost everybody.

PROFESSOR AINSWORTH - Of course, we"re buying an awful lot
of oil just now from foreign sources which 1 think would have
a total tax and price situation thatwould make Alaska®™s quite

minutive perhaps.

SENATOR HUBER - In the studies that you®ve been doing, do you
have any doubt but what singling out Prudhoe Bay. It seems
to be what we"re basically talking about there anyway. Is

there any doubt but what it could stand exceptionally high
taxation rates in comparison with other places in the country?
Have you discovered that it couldn"t, that it woulLd have to be
held down to an average of what other states are, or could

Prudhoe Bay as being a bonanza, something that you don*t find
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everyday, could it bear a high rate of taxation in relation

to other places?

PROFESSOR AINSWORTH - Of course we"re out of the area of the

income tax.

SENATOR HUBER - No, we"re really not out of the area of the
income tax. We"re talking about a total rate. Madam Chairman,
if you"ll give me a little latitude here, Senator Rader was
tying us down to the approximate maximum of what other states
were doing, and we"ve had other studies and testimonies since
the Tanzer report indicating that Prudhoe Bay 1is capable of
supporting from 50-857. total taxation rate, and many other
studies that show maybe as much as 50%. We know that countries
in the middle east, some of them with about the same production
that we have here are sustaining from 10-11 dollars a barrel
tax out of a total price of $14, so that"s what I want to get
some comments about. I thought it was all going on one side

that maybe the oil companies were going to leave before we left

this room.
PROFESSOR AINSWORTH - I would not expect that, but more specifica
to that point, 1 think first of all, your suggestion, Senator,

that one looks to the other states, but also of course to
other places in the world, the petroleum market and its
exploration and so on 1is indeed a worldwide kind of thing,

so before concluding as to what could be done by way of taxation
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of petroleum companies in Alaska, | would certainly take a

very br~id lo.ok at it. Secondly, it seems to me that we"re
really not quite at the point of being differentially high

in Alaska. We"re really sort of starting from the beginning

as far as oil operations are concerned, and the ineffectiveness
historically, ineffectiveness of the sales destination package
historically has set a low base here as a starting point and
unless something is done, | think that it would continue perhaps
unfortunately low to the disadvantage of the State. Then a
final observation I would make is this that in terms of the

kind of taxes that are most inconveniently kind, as it were,

for all taxpayers, but certainly including corporate taxpayers,
it seems to me the net income tax applies only when there 1is

in fact net income, and what we"re proposing primarily is a
system for determining what that net income 1is and assigning

its fair share to Alaska, and then taxing Iit. IT it comes

out zero as it conceivable could, though I think unlikely

in the forseeable future, why then it would go away, unlike

a tax, say well the tax that Professor Zeifman mentions as

the first string on the bow, if you wish, the severance tax,
that does not vary with the profitability of the oil companies,
So In a sense an income tax is a more conveniently kind tax
which gets less if profitability diminishes. So its differential
effect between and among the states would be somewhat moderated
as compared with say the severance tax and those other taxes which

are not geared to net profitability, so I think you have a way



to go before you come up to for all practical purposes this
line if you look nationwide and indeed OPECwide, and also

the income tax would be of less concern, | should think, than
almost any other tax because it is a net thing. It"s only

after their profitable that in fact taxes are applied.

SENATOR HUBER - Madam Chairman, would you care to comment

upon the different make up of the type of oil companies

that we have on the slope in Alaska, mainly comment maybe

on there being more of the vertically integrated multi-national
in regards to the small independents there 1in many states like
Texas and other places. I know it"s an entirely different

problem of handling them and dealing with the two different

kinds of companies. In fact it"s entirely different to be

fair with them even. Would you care to comment on that?
PROFESSOR AINSWORTH - I would comment to this extent on that,
and then perhaps Professor Zeifman can add something. It seems

to me that if you look at the House proposal before you 322,
the destination versus the Senate proposal 105, the separate
accounting one, that for the company which 1is entirely and
exclusively in Alaska, any one of these three is likely to
come to about the same end result, because you arc indeed all
there. Now, i1f you look at it however, from the other
perspective. IT you keep the destination factor or if you
use the separate accounting device as a way to determine

Alaska taxable income, then you will be providing an opportunity
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for the large integrated company to reduce its tax liability
differentially low, relative to the small highly local company
because the effective rate of 9.47» will indeed be applied to
that local company which is 100% Alaska no matter how you

look at it. The whole pie is here obviously and simply.

The destination factor and the separate accounting factor
provides an opportunity for some shipping of income out of
Alaska which might buy the House 322 be apportioned to Alaska,
and in tvat sense, the small local company will be treated
equally. They will pay their 9.4% on income just as the large
company will pay 9.4% on its income more reasonably now apportioned
to Alaska, so the small company gains not in the sense that 1its
taxes go down all that much, but in the sense the other
competitors, Jlarger competitors will Dbe paying at the same
effective rate or more nearly so, now there is also a size
provision that applies in some measure here and perhaps

Professor Zeifman......

PROFESSOR ZEIFMAN - Our proposal of course applies really

for all practical purposes only to multi-national corporations,

and T think we"ve already discussed the tax avoidance possibilities
of them with respect to the use of separate accounting. [

would sort of like to address myself to boch of your observations,
and that is that 1 wouldn"t necessarily be persuaded by one way

or the other by the fact chat whether Alaska has the highest
effective rate of taxation of the petroleum industry of any

state in the United States of course has some relevance, but
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I don"t think that that ought to be necessarily the measure.

At the same time, you could say that one of the chief industries
of Alaska, perhaps more than other states, that the heaviest
industry in Alaska is the petroleum industry, and therefore it
follows that it would come out that way. I interestingly
enough, and this is purely coincidental, most of my experience
or ten years of my experience with the Congress, especially
with the subcommittee on the outer-continental shelf was
working with a chairman from Louisiana who used to be in

his earlier days, was the majority leader of the Louisiana
assembly, and he used to talk to me in great lengths about

the problem of taxation 1in Louisiana where the State had a
similar kind of situation before the oil companies came, and
that was the timber 1industry. It came into Louisiana, stripped
the timber bare, and left, and left the state with practically
no tax base, and then when the petroleum industry came, I
suppose Huey Long who often became criticized for other

things began a progr.am to try to develop an effective tax
program with respect to the petroleum industry, but as the
petroleum industry becomes more and more multi-national, again
I want to reiterate that for the Stite to look at a multi-national
petroleum company, only in terms of the profitability as
determined by the company, 1in terms of its own books, in terms
of the Alaska subsidiary, |1 think prevents you from getting®the
kind of data and the kind of perspective that you would need

in order to make this kind of a decision. As 1 mentioned to

you before, 1if | ware working for a multi-national petroleum
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company, what |1 would do would be to try to demonstrate

again, and again, and again the low level of profitability

of Alaska petroleum developemnt, and the way | would do it
would be to establish affiliates, have them operate in Alaska,
and control them from parent corporations that exist elsewhere
and argue that their profitability was low. So again, | think
in order to get the kind of perspective that you®"re talking
about, that both of you are talking about, you have to look

at the whole picture of the petroleum companies operations.
Also, again | think that we run into this problem all over,

in the sense that the New York stock exchange threatened to

move out of New York. There are some industries that can"t
move. The California wine 1industry 1is not going to move from
California. I don"t think the citrus industry is going to

move from California, and the petroleum industry 1is not
going to move from Alaska, but you have, | think, an especially
important problem here, and that is the non-renewable nature
of the resource, and so I think that in addition to asking
yourself the question about what happens if, are we going to
discourage the petroleum companies to move out. You ought
to also ask the question of the extent to which you are
extracting revenues from them that are commensurate with

the burden and with the long-range economic environmental
burden that they are imposing on the State. The more the
petroleum industry comes into Alaska, the more it imposes
burdens, so | would suggest to you that an important measure

of the tax begins where 1 first started, the preficatory
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language of the bill that the measure of the tax to a large
extent ought to be related to the economic burden and demand
for services that the petroleum industry creates for the
State. Admittedly, to translate that into a tax rate 1is
I guess fortunately for us lawyers, that"s the kind of thing

that economists are dealing with.

SENATOR HUBER - Madam Chairman, 1it"s interesting to note about
this language at the beginning of the bill. I think maybe
Professor Zeifman mentions that i1t seems to be 1important.

IT I remember right, I don"t have to remember back very far.
Four years ago our drafting attornies used to tell me that

we couldn"t put it in. Three years ago they started putting
it in if | jumped up and down hard enough, and now every

bill 1 get has it drafted in, and they all tell me it don"t
mean anything, it has nothing to do with the legality, so

I"m not sure that i1t does, but there"s one observation that
you made about the 9.4% tax that Alaska corporation would have
to pay doing the same thing, and where the multi-national or
vertically individual company gets away from it, and this 1is
where we got started, where we are now 1is trying to plug up
that loophole, that Alaska corporation would have to pay, and
the other ones wouldn®t have to pay. We 1look back at history
like you mentioned in Louisiana, and we found that our fur
traders were here and all they did was left us with a bunch

of mad indians, and then they came along and dug the gold up

and left us with tailing piles, then the salmon were gone and
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all we"re left is fighting with the Japanese over whats left
of the little piddlin bit of salmon that"s left, so now it's

oil. It seems like Alaska has had one after another.

PROFESSOR ZEIFMAN - It sort of ends the history of successful

people 1in mankind doesn"t it?

SENATOR HUBER - Something on that order, but we end up with

in each case Alaska®"s ending up with the impact, but look at
salmon, and those pilings that we pick up all over aren*t worth
a damned, as Senator Poland will tell you. It"s another thing
that makes it a paying thing, and somehow or another | suppose
we"re trying to do the same thing with the petroleum industry

which we know 1is depletable.

CHAIRMAN Poland - Senator Huber, did you have another question?
I think that our consultant for the Committee, Mr. Silides might

have some.

GEORGE SILIDES - Madam Chairman, both Mr. Erickson and 1 have
several, but 1 think we"ll have to defer, except for one which
T. think 1s going to need answering on Rader®s plan of

IT we might be able to mail them or telephone them in.

PROFESSOR AINSWORTH - Or if you wish we could remain with you,

whichever.
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GEORGE SILIDES - 1"m concerned about how effectively your

approach would be 1in apportioning income to Alaska from

Prudhoe Bay and the Alyeska operations. You know, Alyeska
in particularly is wholly an inter-state corporation. That
was the question. How effective are you or would your scheme

be in apportioning income to Alaska from the Prudhoe Bay and

the Alyeska operation?

PROFESSOR AINSWORTH - Well, 1 would argue that it is the more
effective way by far in the sense that first of all, 1 think
there*s a liutle bit of a mystery as to how the pipeline
company 1is going to operate totally, but 1 would argue that,
let me put it this way 1in order to be very specific. Again,
I"m not talking about the book income part of it, and I'm
talking in part about the extraction factor, but the part
again tv.it 1 want to emphasize, because frankly, respectfully,
I feel that Mr. Erickson has totally misunderstood the nature
of this problem, but anyway | want to make that clear that

the idea of looking at the whole picture of the out of state
owners and their profitability of the whole picture of their
profitability 1is important, extremely important because the
truth of the matter 1is that in a true economic sense, the
pipeline companies are not operating solely in Alaska. They
are part of a worldwide conglomerate type of operation, and-
although they have set up subsidiaries that operate in Alaska,

in a true economic sense, those pipeline companies are truly

and part of a unitary kind of business, and it has been suggested
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to me for example by Mr. Erickson, that the state ought to
draw a ring ground Alaska, and therefore make sure that it

is effectively taxing all those companies. That ring that

Mr. Erickson would draw around Alaska is a ring that would
prevent the State from having any effective remedy if the
control of the pipeline companies, let"s face it, the pipeline
companies are not controlled by Alaska. They, are not controlled
by the legislature. They are controlled by corporations who
have their corporate headquarters, and the major portion of
their resources outside of Alaska. If they operate those

in a manner to minimize their profitability which they easily
ran do, and the Department of Revenue is stradled with what

I call this bow and arrow, obsolete, outmoded, mioptic Tform

of taxation based on separate accounting. I think you are
opening the flood base for widespread tax avoidance on the

part of pipeline operators.

GEORGE SILIDES - Madam Chairman, Professor, that was not
Mr. Erickson®s question, but at any rate, one last thing.
What 1is to prevent, now let mo ask you this, you have said

that no other state has adopted this particular procedure.

PROFESSOR AINSWORTH - Now, let me be very specific about this,
and 1"m very appreciative to Senator Rader for having brought
this up. When 1 said that no other state has adopted this
procedure, || am talking about the use of book income as a tax-—

payer, not the subject of the so called worldwide combination
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or combined report which most of the progressive states have

adopted.

GEORGE SILIDES - I understand all that, but now supposing
that all the other 49 states have adopted this book income,
wouldn®t Alaska or Prudhoe Bay with it"s high profitability,
wouldn®t Alaska income be voted by other states as jumping

on to a possible venture?

PROFESSOR AINSWORTH - If all of the states adopted the book
income approach, all the states would agree on the total size
of the worldwide pie that"s all. That is not related. It 1
could rephrase your question, | think what you®"re getting at

is if all states are adopting the kind of apportionment formula

that we are talking about.

GEORGE SILIDES - No.

PROFESSOR AINSWORTH - Well, I understand it to be addressed

to hook income, and I would say that the effect of all states
adopting book incor.e as the state taxable income would be

to enlarge the corporate tax revenue for every state, a

Little bit as we suggested it be enlarged in Alaska. It would
not shift income from one state to another, but every state

would be more effective 1in raising revenue by that device.

GEORGE SILIDES - From the company?
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PROFESSOR AINSWORTH - Yes, but not at the expense of Alaska.

GEORGE SILIDES - That answers my question.

PROFESSOR AINSWORTH - I1f 1 may Madam Chairman, 1in further
comment so far as the pipeline property 1is concerned, 1in

ing my estimates of revenue, 1 have assumed that property
would 1indeed be incorporated into the numerator and the
denominators of the appropriate oil company, so in that
sense it would also be incorporated into this proposal that
we have. We did not exclude that as part of the property

factor.

GEORGE SILIDES - Professor we understand that we have a
unique situation here, the pipeline companies are actually

small.

PROFESSOR AINSWORTH.- Also, let me make an additional observation
about the pipeline company which is a form of justification for
departing from the uniform act. The uniform act itself and

the draftsman of the uniform act expressly, intentionally they
were cognizant of the fact that transportation companies present
special problems, and so they did not include, they excluded
transportation companies from the coverage of the uniform *

act, which is a further justification for the use of an
extraction factor with respect to the apportionment of income

in Alaska.



CHAIRMAN POLAND - Are there no further questions? Thank you
very much Professor Ainsworth and Professor Zeifman, and
ladies and gentlemen for your patience. We will resume our

joint resources meeting here tomorrow at 1:30 in the afternoon.



STATEMENT
of
BRISTOL BAY NATIVE CORPORATION

February 9, 1978

Madam Chairman, my name isDonald F. Nielsen, ashareholder and Vice

President of Bristol Bay Native Corporation.

We are opposed to S.B. 236 or any other proposal to establish an oil and
gas corporate franchise tax. Under the terms of our agreement with a major
oil company, if oil or gas is produced on our lands, we will share in the
production and would become a producing oil company. The market for our
production would be outside of Alaska. The figure in excess of $250,000,000
gross receipts may be of some protection in the immediate future; however,
there is no assurance that if such a proposed bill becomes law that this
figure could not be adjusted downward to Ffit any given corporation, nor does

it take into account any future price increases.

As an Alaskan corporation, we do not feel we should berequired to
keep separate accounts and pay any different tax than any other normal
Alaska corporation. Also, we feel the proposed franchise tax, if passed,
could later be applied to other industires such as mining, all of which tends
to discourage major investments and financing of any type of investments in
"laska. The same reasoning applies to any burdensome tax policies that

that effect Alaska®s investment climate. Thank you.



cities Service minerals corporation
A SUBSIDIARY or CITIES SERVICE COMPANY

1016 WEST SIXTH AVENUE
ANCHORAGE. ALASKA 99301

DON STEVENS. PH.D. *007) 272.9441
districtceolociit

March 17, 1977

Mr. Bill Bishop
Bristol Bay Native Corp.

445 East 5th Avenue .
Anchorage, AK 99501. "
Dear Bill:

- *

Mr. Kanspot and | want to thank you and the Bristol Bay Native Corpor—
ation staff for the courtesies extended during our meeting last week.
Ue found our review of the Bear Creek Mining Data to be most inter-
eesting and, in fact, these data exceeded our expectations. Bear

Creek Mining has done an excellent job in its investigation of
porphyry type targets. .

As 1 mentioned on the phone, we have had to decline entering into

an exploration agreement with Bristol Bay Native Corporation for a
nuniber of reasons in spite of the excellent mineral potential in—
dicated by the data reviewed.

Certainly one important reason for being very hesitant to engage in
new minerals exploration programs has been the Hammond administration
attitude toward mining taxes. Not only are attempts being made to ad—
versely change the present mining license tax but several comments by
the administration have indicated that an additional severance tax

bill is going to be introduced in the next session of ..the legislature.
One needs only to look at what has happened to taxes oh oil and gas
production in the last ten years to believe that the same tiring will
happen to the mining industry. With the high capital costs and the
high infrastructure costs in mine development in Alaska a high tax
burden will simply eliminate any chance for development of a mining
industry.

Tne attractiveness of possible mining operations on native corporation
land is being outweighed by the ever rare burdensome tax policies
generated in Juneau.

Sincerely.

# Donald L. Stevens

)LS:bh lais,/; ty : mfi = c C.
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