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SUMMARY 

The purpose of this Study was to analy~e the possible 

impact of increased State oil taxation on oil exploration and 

development in Alaska.. The background for the Study was the 

dire warnings of the oil companies that subs 'ntially increased 

State taxes will hurt their future efforts in Alaska. To hP.lp 

assess these claims, three different approaches were taken. 

First, an examination was made of a variety of historical 

casP,s in which major oil tax changes have beem proposed or 

carried out, focusing on the impact on the countries involved, 

including the reactions of the oil companies. Second, the 

likely profitability of Prudhoe Bay crude oil under various 

tax assumptions was reassessed, and this was compared with the 

companies' tax and profitability prospects in other producing 

areas which might be competitive with Aluska.. Third, an analy­

sis was made of what the costs and benefits <>f increased taxa­

tion might be for the State of Alaska, in terms of possible 

reduced exploration and develo~nent versus increased tax 

revenues from Prudhoe Bay alone. 

In the first part, the Study examined the experience of 

oil tax increases in Iran in the 1950s, Vene:;mela in the 1960s, 

and Indonesia, Malaysia, the United Kingdom, Norway, the Nether­

lands, West Germany and New Zealand in the post-1973 period. 
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It was shown that there i s no simple pattern of oil company 

reaction to such changes as regards oil production, exploration 

and development. Moreover, it was argued that this is not 

surprising since many other factors besides a change in tax 

rates affect the companies' incentives. The one common~lity in 

these cases, however, was that government a ttempts to increase 

oil taxes almost invariably brought forth company r1?actions 

that this will be harmful to the . count:=-r. The Study there­

fore concluded that while such "warnings" are normal fonns of 

company "propaganda", they need to be taken with a large grain 

of salt, and the specifics of each situation carefully 

analyzed. 

Towards this end, in the second approach the Study first 

reassessed the profitability of Prudhoe Bay oil originally made 

in i:he "Tanzer Report" . The reassessment was based on conser­

vative production and investment estimates made by a New York 

brokerage firm, for the most probable oil price, $13 per barrel 

in Los Angeles. Three State oil tax cases were considered: 

the present State tax structure; a 11 50% State take" case 

where Alaska gets (including royalty and severance) soi of 

the oil pie; and a 50% State income tax case (in .!iddit.ion to 

royalty and severance). The analyses showed that under the 

present State t ax structure the companies' DCF profit rate would 

be 29% per year, while even with a 50% State income tax it would 

be 19% per year (with a 23% profit rate for the intermediate 

50% State take case). The companies' per barrel profits {and 

their percentage share of the oil pie) were estimated as 

ii 
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follows: present tax structure , ~2.70 (37%); 50% State take , 

$1 . 80 (25%); and 50% State income tax , $1.40 (19~.). 

Oil company profitability and taxation policy in other 

major oil producing areas w~re then analyzed to assess Alaska's 

competitive position. It was shown that general l y company 

profits elsewhere were much less than in Alaska, even under 

the highest State income tax rate considered . In the OPEC 

countries of the Middle East, North A~rica and Venezuela, the 

companies' profits amount to about 15 to 30 cents per barrel, 

giving them only 27. of the oil pie, with 98% for the govern­

ments. In Indonesia, which allows the highest profit among 

OPEC members, $1.00 to $1.50 per barrel, the companies get 

about 12% of the oil pie and the Government. 88%. 

Outside of the OPEC countries, in Canada the companie~ 

get about $1 . 25 per barrel, or 11% of the oil pie, which is 

less than they would get from Prudhoe Bay under a 50% State 

income tax. Even in the North Sea, where it is estimated the 

companies will get about $3.50 per barrel, this is shown to be 

related to the very large investment costs there, which are 

twice as great as in Prudhoe Bay; on a DCF basis the companies' 

North Sea profit rate is estimated at 19% per year, or about 

the same as for Prudhoe Bay with a 50% Stnte income tax. 

The Study also, discussed Alaska's other advantages to 

the companies. The fact that in a world of crude oil scarcity 

assured supplies are becoming increasingly vital to the companies 

to protect their ref lning and marketing lnv£~ stments makes the 
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possession of U.S. oil particularly valuable to them. This is 

reinforced by the trend toward 100% nationalization by OPEC 

members and "participation'' by governments in the North Sea 

(and even Canada). In the light of all these factors, it was 

concluded that substantial increased State oil tax&tion is not 

likely to end the attractiveness of Alaska to the oil companies 

as a place for additional exploration and development. 

Finally, in a third approach, ~n the hypothetical assump­

tion that the latter conclusion is wrong, the Study tried to 

assess the benefits and costs to Alaska from increased oil 

taxation. The benefits would be the direct ones of a total of 

$15 to $21 billion in increased State revenues from the main 

Prudhoe Bay formation alonL (or $750 mi:lion to $1,100 millivn 

pe r year). The indirect benefits would be the potential 

"multiplier" effects on economic development, since the increased 

taxes would stay within the state rather than be exported as 

oil company profits and federal taxes . The "costs" would be 

whatever exploration and development were cut off by the in­

creased tax rotes. The Study estimated that for the most criti­

cal function, cxplorat ion 1 the increased r evenues could likely 

pay for any such losses; for the much larger develo~ment effort , 

once oil is found f inancing is readily available. (It was also 

noted that since the State has a lower cost of capital than the 

oil companies ' target profit rates, more development of marginal 

oil fields might take place if the State participates than if 

development were l eft solely to the companies .) The overall 
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conclusion was that the benefits of increased State taxation are 

clear and very large while the costs are unclear and likely to 

be much less sizeable. 

In an afterword to the Study, an overall strategy for 

State oil policy was discussed. It was suggested that the 

State should substantially increase its tax rates; it should 

temporarily cease l easing its potential oil-bearing lands; it 

should invest some of the increased tax revenues in a complete 

explorctory survey of its lands; and following such a prelimi­

na ry inventory of potential, it should either directly contract 

for further exploration or work with oil companies on a joint 

ven ture basis. While t his might n·Jt lead initially to the 

fllst est possible pace of oil r esoJrce development, it was shown 

tha t ot her oil producers l ike Albett:a,Canada and Norway have 

from their experience become wary of L~o rapid oil resource 

devel opment . 
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IMPACT OF INCREASED TAXAT~ON ON OIL EXPLORATION 

AND DEVELOPMENT IN ALASKA 

I. INTRODUCTION 

Consideration by th~ Ala.ska State Leg f,..; lature in the 

last sess ion of increased taxation on .oil profits has brought 

forth numerous dire warni ngs from the oil companies that such 

measures will make Alaska "unattractive" ~s a place for future 

~tl exploration and development. As The Anchorage Times re­

ported in January, 1976, with regard to a proposed "excess 

profits tax", "leaders of the oJl indus try appear to be just 

as cert ain that the tax would throttle further interest in 

Alaska exploration. Investment funds would no longer be avail-
1 able here because they could be used more profitably elsewhere." 

More r ecently, this theme wus reiterated by a Vice Pre s ident of 

Sohio , who spoke in Anchorage of a modern vers ion of the fable 

of "the li ttle red hen 11 which makes all the bread "without the 

benefit of other barnyard dwellers--who are standing ready to 

chorg~ 'excess profits' and help consume the finished loaves. 112 

Given this background, the aim of the pres ent s tudy is 

to aLtempt an obj ective assessment of the likely impact of 

increased State t axes on future oil exploration and develop­

ment in Alaska . The study is divided into three parts . The 

first (Chapte r II) examines a variety of historical cases in 
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whlch major tax chdnges have b.~el' proposed or carried out, 

focusing on the impact. on the c.Juntries involved, including the 

reactions of the oil companies. The second part (Chapter III) 

analyzes the comparative tax position of other countries and 

states today, and the resulting profitability of crude oil 

production which might be competitive with Alaskan oil. The 

c.oncluding part (ChP pter IV) deals with what the costs and 

benefits of increas~d taxaticn might be for the state of 

Alaska, in terms of possible reduced exploration and develop­

ment versus increased tax revenues from existing ol l fields. 



II. HISTORICAL EXPERIENCE OF GOVERNMENTAL CHANGES 

IN OIL TAX RATES 

In this chapter we make no pretense of presenting a 

complete analys:!.s of all the historic experiences of &overn­

mental changes in oil tax rates. The oil industry is so wide­

spread and has such a long history of acrimonious tax disputes 

that a complete anqlysis would be far beyond the resources 

available for the pr~sent study. Instead, after an examination 

of some of the available literature, we chose a few examples 

from the post-World War II period prior to the October 1973 

jump in oil prices, and severa l others from m0re recent exper­

ience. We believe that this sample, wh:l~ not definitive, is 

illustrative of the kinds of reactions which have taken place 

in this highly controversial area . 

By way of introduction, it should be noted that, by its 

nature, the question of the lJnpact of tax changes on oil com­

pany behavior is a very difficult one for the outside observer 

to answer. Many factors besides the level of government taxa­

t _on can affect the willingness of oil companies to invest in 

exploration and development or to produce oil in any given state 

or country. Among the most important of these other factors 

are the chances of fi.nd ing sizable amounts of oil , the expected 

finding and development costs, the individual company reserves 

and costs of production from these existing reserves, and the 
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comparative tax rates and potential profitability in other 

states and countries where oil might be sought or produced; 

f nr some of these factors the outsider has little if any inf or-

mat ton. 

Thus, it may well be that where a government seeks to 

raise oil tax rates to such a level that it appears less 

profitable to the oil companies to explore and develop or pro­

duce in that country than in other pro~pective areas, the 

changed tax rates can be decisive in reducing exploration or 

production. On the other hand, in examining a particular case, 

it may also be the fact that increased taxes are associated 

with declining exploration or production, but are not the 

real causes; just as we can find cases where increased taxation 

is historically associated with increased production, but a~ain 

other factors are operative. Hence, to truly estimate the 

impact of increased taxes in any particular case, one must 

examine the specific context in great detail. 

Nevertheless, as we think the following sample of cases 

will show, while increased taxes may or may not be the cause of 

declining exploration and development or production, there is 

one effect almost invariably caused by such tax changes. 

Namely, an almost automatic reaction of the oil companies to 

claim that such increased taxation will force them to look 

elsewhere for increas ed future production. These claims are 

sometimes backed up by actions, aimed at getting the country to 

rescind the tax increase, such as t emporarily cutting present 

I , 
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production or reducing explora~ion and development efforts. 

1~us, while the struggle between the oil companies and the 

governments over increased taxation is a deadly serious matter 

involving huge surus, it is helpful to recognize that some of 

the actions and much of the rhetoric (on both sides) is 

"theater", aimed at improving a bargaining position, and often 

needs to be taken with a very large grain of salt • 



A. Major Oil Tax Changes Prior To October 1973 

Perhaps one of the most dramatic confrontations over 

attempted tax increases took place in Iran in the early 1950s, 

b~tween the Government and British Petrolewn (at that t ime 

named the Anglo-Iranian Oil Company). The background to 

this tax confrontation was that up to 1948 the division of oil 

prof its in Iran between BP (which had a virtual monopo l y of 

Iran's oi l resources ) and the Government was about 83:17 (in 

favor of BP) . 1 The Iranian Government sought a higher royalty 

rate and a more favorable division of income , and af ter pro-

longed negotiation in 1949 BP agreed to a roughly 70 : 30 split 

(still in its favor). 2 However , by that time the principle 

of a 50:50 split had been established in Venezuela, and it 

soon spread to Saudi Arabia and the rest of the Middle East . 

Despite this , BP refused to budge, and its lnLransigence led to 

t he complete nationalization of its Iranian oil holdings by 

the Mossadegh Government in 1951. 

Severa l ~teps in this sequence arc instructive. First, 

ot t he height of Lhe 1951 dispute , Iran's Amba s sador in London 

cxp l nined the view of his Government in an official s tatement: 

. . . Pers J a {!:he name for Iran at that time] has not, by 
l\ny standards , received a falr llnd r cosonnble share of her 
vnst oil resources . . • • Repeated attempts on the part 
of Pers la in the last few years to obtain a just share 
of the oil profits , and an honourable and equi table port 
in the control and administration of t h is vital concern 
to Persia, have not met with that spiri t of partnersh~p 
and far-s i ghted co-opera tion so essen tia l to the smooth 
working of a national enterprise of Lhis CBlibre . 3 



While BP refused to improve its offer to the Government, 

and Iran began to move towards nationalization, the company 

made no public statement about~~- reasons for its unwilling­

ness to improve on the 70:30 profit split. But the United 

States Ambassador to Iran at that time, Henry Grady, later 

explained what, in his view. wns happening: 

The compa •. y f!3P] said, "No, we will make no furthe ·!' c.on­
ces s ions." The point of view of the company was that if 
they made any concessions, that would be a show of weak­
ness • • • • \)'heb:\ slogan was, "When they need the 
money bad enough, they will ratify. 11 Well, I happen to 
know- -! knew it from many sources--that that was the 
slogan. Tile theory was: they'll have to accept becaus e 
they need these royalties to carry on--and they do. Tilat 
was their ?Osition. I call that a semi-colonial, at least 
--if not colonial--point of view.4 

Second , despite BP ' s view that Iran would have to give 

in, it did not, llnd even a Westen. boycott of Iranian oil after 

the nationalization, which virtually ended her exports of oil, 

failed to bring the country to its knees. Only a coup,, 

organized by the U.S. Central Intelligence Agency , finally 

overthr,•w the Mossadegh Government in 1954 and forced the de­

national ; zation of Iranion oil. 5 Ironically, as part of the 

new order, BP wo s forced to share the oil with a number of 

other compan i es , primarily from the United States, and retained 

on ly 40% of the conces s lon. 6 Moreover, the new consortium 

which was formed gave the Iran ian Government the same 50 :50 

profit split that BP had origlnally refused nnd which led to 

its nationLlization. 

Finally, despite this sharp oil tax increase, Iranian 

production then rose rapidly . Thus , by 195 7 it hE1d passed t he 



1950 peak, and in the next six years it more than doubled; by 

1970 total production was six times as great as the pre-
? nationalization peak. The basic reason, of course, for this 

rapid growth was that the cost of production of Iranian crude 

oil, like that of most of the Middle East , was relatively low, 

and its tax rates were no .higher than the other major Middle 

Eastern producing countries, all of which enjoyed rapid growth 

in production after World War II. 

A second lnt.eresting historic tax change case is that 

of Venezuela in 1966 , when the Government was seeking to in­

c r ease its share of oil profits. The background here was that 

during the 1960s oil prices were generally falling, and the 

argument was made t hat such a tax increase would hurt the coun-

try rather than help it . As Petroleum Intelligence Weekly 

(PIW), un authoritative oil industry trade journal, stated 

Rt that time: 

If Venezuela pushes the new reference price system 
through, it could basically alter the current competitive 
position of Venezuelan oil vis-a-vis oil from North Africa 
and the Middle East, oil circles note. One observer summed 
it up th~s way: "If Venezuela establishes a tax price 
higher than the current realizations, this will merely 
raise the cost of Venezue lan oil to the companies. 
• • . With higher cost through the new tax sys tem, Venezuelan 
oil will be that much less competitive, production will 
decline, new oil investment will shrink to ze ro and the 
country ~i l l continue to lose position in world wide 
markets.H 

Again, Exxon, the prl.nclpal producer in Venezuela 

(through its subsidiary , Creole Petroleum) gnve stmilar warnh1gs 

in an attempt to ward off the increased taxes : 



TI1e reasons why Venezuelan crude oil is increasingly 
unable to compete for markets with crude from the Middle 
East were starkly outlined by Bsso's subsidiary , Creole 
Petroleum, in a paper rec~ntly presented to the Venezuelan 
congress and subsequently released to the press by con­
gressmen. Venezuelan cruci~ production, stagnating over 
the past years in relation to the Middle East, is actually 
down 2 .81 below 1965 levels so far this year. 

lbis decline, coupled with the Venezuelan government 
avowed goal of increasing taxes on oil, has resulted in 
what may be described as a national debate on the future 
of the oil industry in that country. No final decision 
has been reached on new taxes to date. But Creole in its 
document marshals facts to support its argument that 
additional taxes will only cripple an indu9try already 
handicapped in maintaining market outlets . 

Despite the warnings, the Venezuelan Government per­

s~vered and negotiated a settlement which involved roughly a 

5 per centage point increase in its share of oil profits, from 

67% to 72%.lO After this change, again according to PIW : 

The big question r emaining in Venezuela: Whether pru­
duction will start going up now that the settlement has 
been achieved. The question is critical for Venezuela 
because a slowdown in output, of course , would reduce the 
government's income. The Minister told the nation that 
production could be expected to rise between 3% a~d 4% 
annually over the next five years. But oil companies 
point out that they have given no guarantees on production 
levels. And in view of this year's experience (output is 
down some 3 . 55% below the same period a year ago) , lt t s 
not certain that output in the future will even remain 
at current levels.11 

In fact, production d i~ increa~ e gradually in the next 

five years, although the ra t e o f i ncrea se was about half that 

predicted by the Vene zuelan Govcrnment . 12 Here again, the 

b~s lc reas on would seem to be the competitive advantage enjoyed 

by the very low cost of production of Middle Eastern crude oils. 

After the settlement wos reached, a columnist for PIW 



was refreshingly candid in his statement about oil company 

tactics for warding off tax increases: 

Every time VenezDela has changed its taxation structure, 
there have been prophets of doom who have forecast the 
wani11g of the country as an important oil producer. In 
1958, when the last major tax change was made, the oil 
companies made repeated approaches to the · government that 
could almost be described as alarmist in depicting the dir~ 
results that the tax measures then proposed could produce.13 

(With regard to the observations about the company reaction to 

the 1958 tax lncreases, it might a lso be noted that during the 

1959-65 period Venezuelan production increased by about 254, 

in line wi th the Government•s general goal of moderate annual 

increases .. 14) 

Final.ly , it is also interesting to note the role of 

local private i ndustry in t his oil policy debate , as reported 

by PIW prior t o the settlement: 

A s lash ing wide-ranging criticism of Venezuela's petro­
l eum policy has just been presented here by Fedecamaras, 
a nationwide organization representing most private sec­
tors of t he country's economy •.•. 

Fedecamaras points out that Venezuela may have to lower 
production goals during the next decade because a drastic 
reduction in investment is causing a cutback in explora tion • ••. 

The major premise behind the government's oil policy-­
that over the l ong term oil will become sca r cer, and 
hence prices will improve- - i s false, according to 
Fedccumara.s. 

• . .. The study says the government theory is that 
once the present unbalanced supply-demand s ituation is 
pas t, pr i ces wi l l rise subs t antially. 

Tilerefore , Fedecamaras contends , the gove rnment sees 
every barrel of oil not produced now be ing worth more in 
the future. Consequently, the government strives for 
the highest possible price per barrel at pres e~t, even at 
the expense of l osing pr oduction and markets. lJ 



While this question of whether it is better to leave 

the oil in the ground than to produce it will be dealt with 

later, it is an ironic footnote to this episode that, at the 

time this Venezuelan industry group was attacking its Govern­

ment for its "false" premise that in the long term oil prices 

will improve, the price of o:l. l exported by Venezuela was 

und er $2 per barrel! 16 



B. Some Oil Tax Changes After October 1973 

Turning to more recent cases, a dramatic example is the 

long tax change s truggle which is still taking place in Indo­

nesia. In January 1976 the Indonesian government announced it 

wanted to increase its share of the oil prof it split with the 

companies from 65:35 in its favor to 85 :15 . Up until that 

time Indonesia had been highly regarded by the oil companies, 

as this early 1975 analysis by The Petroleum Economist, an 

industry trade journal, indicates : 

One of the happier recent reversals in the oil world has 
been the cordial and profitable relations the industry 
now enjoys with Indonesia, compared to the tensions of 
the middle 1960s, the c losing years of Sukarno's govern­
ment., The credit is in general due to the western­
al liance po l icies of President Suharto , Sukarno 's succes­
sor from 1967 , but more specifically to t he pragmatism 
of Dr. Ibnu Sutowo, a leading Indonesian state oil 
official from 1957 , and head ot the state oil company 
Pertamina from its lnception in 1968. His ambition has 
been to build an integrated company with full control of 
the lld.tlon's 0il industry, employing foreign contractors, 
yet allowing th~n a good profit.I 

The quantitative background to this struggle was that 

Indonesia, although a member of OPEC, was obtaining only a 

65:35 profit split, at a time when most other OPEC members 

were getting a divi s ion closer to 95:5 or more; this meant 

that the oil companies in Indonesia were reaping per barrel 

profits of $2 . 25-$2.50, compared to only 25 - 50 cents in t he 

Middle East and Venezuela. (See Chapter III.) 

Nevertheless, Indonesia's announcement o f t he proposed 

tax increase of about $1 per barrel, which would still have 



left the main producers there, Caltex (Standard of California 

and Texaco) and Standard Vacuum (Exxon and Mobil) with per 

barrel profits of about $1.25-$1.50, brought forth company 

warnings . PIW reported in March 1976 "the oil producing 

companies' contention that a sharp hike in government 'take' 

\JOUld force production cuts, reduce overall revenues and dis­

courage futu'l:'e investment. 112 

Additionally, Caltex also argu~d that its high profits 

on Indonesian oil were necessary because it had to subsidize 

losses on its sales to refineries. And, if the producing 

profits were cut, it might be forced to drop its Indonesian 

production to as low as 700 thousand barrels per day, from 

its 1975 average of 831 thousand uarrels per day. Hence, tris 

would mean the tax increases would cause a net loss tn oil 

revenues for the Indonesian govcrnment. 3 Lellving aside the 

fnctual quest ion as to whether Caltex really does lose money 

on its sales of crude oil, it only takes a little calculation 

to see that from the Indonesian Government viewpoint this loss 

of revenue argument is of dubious weight. It is true that if 

production fell by the maximum amount predicted, then with 

increased tax rates the government's revenue would fall, from 

about $3,000 million to $2,800 million. But, note that this 

temporary loss of $200 million in government revenues would 

allow the country to keep in the ground some 48 million bar­

rels of oil. '.;lth the new government take of $11 per barrel 

this would mean additional potential future government revenue 



of about $520 million. Thus, while the country would forego 

a maximum of $200 million in immediate income, over the longer 

run it would save a net amount over $300 million. 

In any event, despite Caltex's arguments , and after 

negotiations fai led to reach agreement, in April 1976 the Indo­

nesian government imposed the tax increase of about $1 per 

barrel on Caltex and Standard Vacuum, which were working under 

old "contr,Jlc t of work" agreements . Th.e government then turned 

to the smaller companies which were working on newer-type 

"product t on sharing" agreements. Here the government proposed 

not only to increase its share of the prof it to 85%, but also 

to stretch out the period in which the companies were a llowed 

to recover their costs (they had been allowed up to 40% of 

al l oil production each year for cost recovery). The reaction 

of this group of companies, according to PIW , was as follows : 

11 No matter wha t specific cost recovery proposals are finally 

cnncted, the companies are pretty much utaanimous that abolition 

of the speedy payback under the 40i ceiling will slow down 

exploration nnd could even make development of some recent 

discoveries uneconomic. 114 Despite these "warnings" the Inda-

ncsian government pushed through the changes, which both slowed 

clown the companies ' cash flow and reduced their profit3 by an 

nveragc of $.30 to $1.00 per barrel . 5 

It is probably too soon to tell the ef fect of these 

var ious changes on the prospects for developnent of Indonesian 

oil production . On one hand we do know that Caltex ' s warning 



of a sharp drop in its oil production in 1976 failed to materi­

alize, and its production for the year was about the same as 

in 1975 . 6 As for the smaller companies, theii output in 1976 

increased by over 301, at a time when world oil production was 

basically stagnant . 7 

On the other hand, as of today, exploration drilling 

in Indonesia has come to a virtual standstill as the companies 
8 seek some changes in the tax laws. Whether this is a per-

manent drop, or simply part of the war of nerves with the 

Indonesian government over the tax changes, or partly due to 

other factors, remains to be seen. 9 What is clear, however, 

is that, owing to the per barrel tax increases, Indonesia will 

have increased its tax take by at least $500 million in 1976 

alone . Such a sum could finance a large amount of exploration 

and development efforts for the country (which, for example, 

might be carried out with drilling companies working under 

direct contract for the Government). 'nlus, even while the 

tax changes may have had some negative impact on the companies' 

current exploration and development efforts, much of this could 

be offset from the increased tax revenues. 

Th:l s can be seen from the fact that in 1975 total 

exploration and development expenditure in Indonesia was 

about $1.0 billion, and before the tax dispute a similar expen­

diture had been planned for 1976. 10 Moreover, based on data 

which indicate that less than one-third of the wells being 

drilled in Indonesia ure for exploration, it would appear 



that the Government 's $500 million increase in tax revenues 

could pay for the total exploration effort in the country. 11 

(Since thts point has more general implications, it will t~ 

examined in greater detail in Chapter IV when we discuss the 

alternatives open to the State of Alaska.) 

Finally, Indonesia's future prospects need to be seen 

within the context of a general worldwide trend for govern­

ments to capture part of the windfall .profits arising from 

OPEC's pri.ce increases . The trend began with the OPEC coun­

tries themselves , who after the sharp price increases in 1973 

also sharply raised their tax rates on the companies . Typi­

cally, what had been in mid-1973 a government:company profit 

spli t of about 65:35 was raised ultimately to 95:5 or more . 12 

Dut, even in the industrialized countries with sizable 

crude oil production prospects, parallel if not so sweeping 

changes took place. In late 1974 and r~rly 1975 Norway and 

the United Kingdom both proposed subs~antial "windfall profits'' 

taxes {as well as plans for direct Governmental "participation" 

in the oil industry), which after some revisions were sub­

sequent ly adopted . (See Chapter III.) Moreover, these pro­

pos ed changes brought forth the usual warnings from the oil 

companies and their trade journals . For example, 1be Petro­

leum Economist in January 1975 lamented: 

The spirit of OPEC, which aims at ever- increasing per­
barrel revenues and maximum state participation and con­
trol, has now firmly taken hold of the governments sur­
rounding the North Sea. 1be only North Sea countries as 
yet unaffected by this spi~it are Denmllrk and West Germany, 
where petroleum exploration to date has not unlocked big 
offshore reserves •••• 



• • • The Dutch government had already stated in autumn 
1974 its intention to seek a more than 80 per cent share in 
the profits of all oil and gas exploitation, by means of 
40 percent participation, royalties and taxes • • • • 

The enthusiasm of oil companies for exploration in 
the North Sea is steRdily waning as government penalties 
for succes:; increase .. 13 

To add insult to injury, in May 1976 the Dutch Govern-

ment announced new rules for future oil licenses in its sec-

tor of the North Sea. Among other things , new terms provided 

that. the State would have the right to own 50% of all oil and 

gas found (up from the previous terms of 40%, for gas alone) 

and also would get 70% of the companies' net profits (up from 

50'7.) . Not surprisingly, "the higher texes have already caused 

the chairman of the organisation of exploration companies , 

Nogepa , to warn of the possibility that companies may give up 

the idea of future opP.cations offshore. 1114 

Despite all these "warnings" , North s~a exploration 

prospects appear to be quite pright. Thus, for example, a 

recent analysis by a British petroleum consulting firm (which 

was implicitly 11wan1ing" against even further increases in 

taxes) estimated that under current tax conditions as much new 

reserves would be found off shore Northwest Europe in the next 

10 years as had already been found, much of it in the North Sea. 15 

To round out the European picture, even West Germany, 

which has a small domestic oil production industry (production 

of about 150 thousand barrels per day) in early 1976 was con­

sidering a "windfall profits" tax on its oil and gas 



16 production. According to industry sources, the si.ze of the 

additional tax increase was in the neighborhood of about 
17 

$114 million, or 12i of total oil and gas revenues. However, 

consideration of the Federal Govenunent tax was put off because 

of strong opposition from the two principal oil producing 

States in West Germany which "charged the tax would threaten 

local oil investment and employment, state income tax "take" 

from oil compan.ies, and any .- · .ance of ;raising state 

royalties. 11 ... J 

Interestingly, the big oil companies in Germany were 

divided over the tax increase issue. Exxon, a leading crude oil 

producer in Germany, was opposed to it. BP's German affiliate, 

Deutsche BP, however, which is primarily a refiner in Germany, 

favored the windfall profits tax, as a way of reducing the 

competit ive advantage of the companies like Exxon which had 

crude production in Germany. (BP even favored coupling the 

new tax with a crude oil cost equalization program, analogous 

to that in the u.s.)19 

Finally, we might note that Indonesia's tax increase 

apparently helped stimulate its neighbor, Malaynia, to increase 

its share of oil profits, The Malaysian government too had been 

getting a 65:35 spl it with its oil companies (Exxon and Royal 

Dutch Shell), but after negotiations and much pressure on both 

sides , at the end of last year the government share was increased 

to somewhere between 83% ond 89%. 20 Despite this large increase 

in toxcs, Platt's Oilgram News Service (an industry daily} 



headlined its report: "Exxon, Shell optimistic on Malaysia 

operations under revised contracts 11 •
21 Flatt's further 

noted that while Exxon now claimed it would cut its original 

production target from 30,0UO barrels per day to 20,000 barrels 

per day, Shell "said its new contract (still to be signed) 

would provide sufficient incentives for the company to continue .,. 
a high l eve l of activity, including a reasonable level of 

exploration••; 50 companies are now in~erested in exploration. 22 

By way of conclusion of this historical survey, it i s 

not our claim that governments can at all times increase their 

tax shares without limit. As an example, we may take the 

case of New Zealan~ , which in nctober 1976 sought to impose 

11 $3 per barrel "en !l:gy resources tax" on crude oil production. 

According to Platt~, "company spokesmen say the levy, coming 

on top of the recent policy of letting the companies bear the 

bn1nt of all exploration costs while giving up a 51% stake to 

t:he government ln the event of a find, will bring new explora­

tion activity in New Zealand to a complete hal t. 1123 Following 

thls warning, an important exploration company in New Zealand , 

Hunt Intet'nationnl Petroleum, then discontinued its efforts 

nnd snid it would seek .$100 million in "compensation" from the 

government for past exploration efforts. 24 

Faced with this heavy pressure the Government quickly 

dropped its tox propo!>al: 11 ln!Jtcad, Lhe Prime Minister an­

nounced, it will work out a prof its tnx and discuss t he basis 

for it with exploration firms with an eye to making it 



effective next April . 1125 Perhaps at t hat time it will be pos­

sible to judge whether the New Zealand Government did "over­

reach" and seek an uneconomic level of tmces, or instead simply 

was not in a strong enough position to resist the counter­

attack of the companies. That the clash between the companies 

and the Government, however, was fierce, can be seen from 

Platt's report last November: 

The following exchange reflects the bitterness of the 
discussions that developed over the proposed levy between 
[Prime Minister] Muldoon and the exploration companies: 

Muldoon sai.d publicly that Hunt International Petr1J­
leum' s "general approach to these questions is to the right 
of Ghengis Khan." John Tatum, New Zealand general manager 
for Hunt, which had suspended exploration, r.esponded 
saying , "When you deal with Atilla The Hun, you don't send 
Snow White~n26 

Finally, it may be observed that the single commonality 

among all the cases we have examined is that government attempts 

to i.ncrcase oil taxes almost invariably bring forth company 

r eactions tl~ :i t such tax changes will be harmful to the coun­

try . This shou ld not be surprising, since like any small self­

inlercst group which seeks to win public support, the oil 

compnnics ' appeal must be to the interests of the general 

public rather thnn to their own primary concern--reduction of 

their profits. Furthermore, it must be recognized that such 

appeals, which are designed to influence official and public 

opinion to drop or modify the tax chllnges, are perfectly legal 

forms of "propaganda". On the other hand, it should also be 

recognized that there is nothing sacred about the content of 



these propaganda appeals, as they may or may not reflect the 

reality of a given situation . 

Given this context, it is extremely important in at­

tempting to evaluate the possible impact of a government tax 

change on oil production or exploration or development to do 

two things. First, to attempt to see how the changed tax rates 

would affect the oil companies profit prospects not just in 

absolute teDos, but also in relation to their alternatives in 

t he rest of the world. And second, for any possible tax 

changes, to eJ timate the benefit~cost ratio to the government, 

derived from weighing possible gains in present and future 

~overnment r evenues against pos sib l e losses from reduced 

present or future explora tion or production. It is to this 

first t ask that we turn in the next chapter. 



III. OIL COMPANY PROFITABILITY: 

ALASKA AND ELSEWHERE 

In assessing the impact of possible Alaskan tax changes 

on the oil companies' production or exploration and develop­

ment plans, it is important to know not only the companies' 

likely profits after these tax changes, but also how these 

profits compare with the companies ' alternatives in other 

places. In the "Tanzer Report 11 , while the focus was on likely 

company profitability in Prudhoe Bay, a few estimates were 

made of oil company profits elsewhere , based on data available 

at that time. 1 Since a year has now passed during which there 

have been a number of price and tax changes in the rest of the 

world, and additional data has become available, in this Chap­

ter we take an updated and expanded look at the comparative 

profit picture. 

22 



A. Oil Company Profitability from Prudhoe Bay: A Reassessment 

To start with, we need to estimate again the likely 

oil company profitability in Prudhoe Bay, under different tax 

assumptions. To do this, we have updated the analysis of the 

Tanzer Report to take new data into account. Moreover, to be 

on t he conservative side , we have adopted many of the estimates 

m~de in April 1976 by Drexel Burnham and Company (DB), a New 

York brokerage house which can hardly .be accused of being hos-
1 tile to the oil companies. The specific changes are as 

follows. 

First, we have increased the estimated investment in 

Prudhoe Bay, based Qn company estimates reported by DB. Ac­

cording to the DB study , Arco data now indicate an estimated 

total investment in Prudhoe Bay over the life of the field at 

obout ~7.2 billion, while Sohio data indicate e lower total 

investment of about $4.5-$5.l billion. Since our original 

report used a figure of about $4 .6 billion, to be on the con­

servative side we have now adopted the higher ~~co estimates.
2 

Second , the DB study , which also uses the higher Arco estimates, 

also presents estimated annual depreciation f igures for the 

years through 1990. Since our original annual depreciation 

estimates were A rough average , and based on the lower invest-

ment figures, for consistency we have adopted the DB deprecia­

tion estimates . 3 

Third, we have used the lower production schedule esti­

mated by DB (with peak production of 1.5 million barrels per 



4 
day versus 1.6 milliou barrels per day in our report). Re-

lated to this, we have adopted DB's estimated pipeline tariffs 

based on the lower production schedule ; this increases the 

average tariff to about $4.50 per barrel with peak production, 

versus about $3 per barrel in ciur )riginal report. Finally, 

we have used DB's estimated ope!rating costs of $. 25 per barrel 

and marine transport C"Sts of $.50 per barrel (which are 

slightly lower than our earlier estimates). 5 

On the other hand, our treatment of the tax question has 

remained basically the same, and is somewhat different than 

t hat of DB. Thus DB uses a 48i~ federal ini:.ome tax rate on net 

income, but does not provide data on annual company income 

tax credits for the years up through 1977, before Prudhoe Ray 

production begins. 6 We, therefore , estimate such annual 

income tax credits for the 1~~8-77 periou, dS in our original 

report, by applying an estimated 25% discount to the nnnual 

investment base in that r:!riod . 7 Moreover, DB assumes for 

its present tax case that the nominal 9.4% state income tax 

rate will be effectively realized by the State of Alnska . We, 

however, assume an effective income tax rate of only about 2.Si 

per year, which number is derived from data recently provided 

by Sohio to the State of Alaska. 8 (Finally, to again lean on 

the conservative side, we accept DB's assumption that in the 

future the companies will no longer be allowed to "expense" 

intangible drilling costs . 9 ) 

To r eas ses the impact of possible State of Alaska oil 



tax rate changes on company profitability, in this study we 

loo~ a t two arbitrarily chosen cases to compare with the 

prese·nt tax situation. The high case is one in which the 

State of Alaska levies a 50% income tax rate on oil company 

profi.ts (the 11 50% State income tax case", as in our original 

report ). The intermediate case is one where an income tax is 

levi1~d such that the State 1 s share of the total Ii oil pie" 

(defined as wellhead value less depre~iation less operating 

costs) , including royalty, severance and other oil field 

taxes, is 50'%. (the 11 50% State take" case) ; with royalty and 

severance at about 20% of wellhead value, this implies an 

effective State income tax rate of about one-third on oil 

company profits. 10 

Then, using the DB data and our methodology as indicated , 

we analyzed the most likely price case- -$13 per barrel for 

Alllskan crude oil delivered in Los Angeles. (The uncertain 

impact of a possible crude oil surplus on the U.S. West Coast 

wns ~?~ored , in part because the DB study concludes that it is 

not likely to have a significant effect on the Alaskan w1~llhelld 

value. 11 ) The results were as fol lowu. 

For the present State tax structure, and with an 

effective fE:deral income tax rate of 487., the companies' DCF 

rate of return would be 294 per year (as compared to our origi­

nal estimate of 35'%. per year); the division of the oil pie would 

be 3'7"" for the companies , 35% for the federal government, 3i. for 

other states and 25% for the State of Alaska (in line with our 



original estimates). At the other extreme, with a 50% state income 

tax rate, the companies DCF return drops to 19% per year 

(from 25% in the original study), with the oil pie being divided 

one- f if lo for the companies, one-fifth for th.? fe<· ~ral govern­

ment, and three-fifths for the State (a lmos t nx. · · · / the same 

as in our original study). For the intermedia . ~as e , where 

the State gets a to tal take of 50% of the oil p t e, the companies' 

DCF profit rate would be 23% per year, with one-nalf of the pie 

go ing to the State and about one-fourth each to the companies 

and the fed eral government. (See Table III-1.) 

All t hese data indicate t ha t even if we use the con­

servative assumptions of the DB Repor t, includ i ng very high 

est imates of compa ny inves tmer:t in Prudhoe Bay and r e l a tively 

l ow field production rates, the companies will still achieve 

o high profit rote on Prudhoe 13ay . Moreover , even under a 50% 

Stnte income tax rute , t he companies s hould s till e" rn a more 

t htm a dequa te return to cove r the ir invcstmunt nnd risks, and 

one wl1ich as we s hall see later compare s favorobly with thei~ 

other inves tment opportunitie s . 

In terms of actual money , with the pcesent State income 

tnx rnte , t he total State take would be $14 billion from 1977 

throu&h 1995, or ubout $750 mi llion per year. [ncr eas .':,1g the 

State income tax rnte to 501 would increase the State take to 

$35 billion, or $1, 850 mi llion pe r year . In the i utermcdiate 

case , with a total State tnke of 50%, t he State wo 1ld get about 

$28 . 5 bill ion , or $1, 500 million per year. For the present 



TABLE III-1 

COMPANY PROFITABILITY AND DIVISION OF "OIL PIE": 

~RUDHOE BAY, 1977-95 

A. Division of Oil. Pie 
$ Billion (%.) 
1. State of Alauka 
2. Companies 
3. Federal Goveriunent 
4. Other States* 
5. Totab'rk 

B. Division of Oil Pie 
($ per Barrel) 
1. State of Alaska 
2. Companies 
3. ic;eral Government 
4. Other States 
5. Total 

C. Company DCF Profit Rate 
(Per Year} 

(1) 
Current 

Tax 
Structure* 

14 . 0 ~25 
20 . 9 37 
19.9 35 
1.5 (3 

56.3(100 

1.80 
2 .68 
2.55 

.19 
7.22 

29% 

(2) 
State Take 
Equals 504 
of Oil Pie 

28 . 5 
14.3 
13.7 

56.5 

3.66 
1.84 
1 . 76 

7.25 

23% 

m~ 
(-~ 

(99) 

(3) 
State Gets 
504 Income 

Tax 

34.9 ~62 
10 .9 19 
J.. O. 6 19 

(-
56.4(100 

4.48 
1.40 
1 . 36 

7. 24 

19% 

Buses : Combination of DB and "Tanzer Report" data and 
assumptions--see text. 

* State of Alaska current take based on royalty and sever­
ance equal 20% of wellhead value, plus effective in­
come tax equal 2.5%; ot~er states assumed effective 
income tax rate equal 3.5% now and z6ro in two increased 
state tax cases . 

** Totals are not equRl because of rounding . 

I 



tax rate case the companies would get after-tax prof its of 

$21 billion, or $1,100 million per year; for the 50% income 

tax case the compo.nies would get $11 billion of $575 million 

per year; and for the intermediate 501 State take case the 

companies would get $14 billion or $750 million pur year. 

Finally, we may note the following per barrel figures 

for company profits in each of the three State income tax cases, 

as they will be useful for comparison ~ith the companies' 

opportunities in other countries: present State tax rate, 

$2.70; 50% income tar. case, $1.40; 50% State take case, $1.85. 



.. 

B. Oil Company Profitability Potential Outside Alaska 

Turning now to the alternative possible sources of 

crude oil for the oil companies, in this section we will examine 

the profitability in the principal areas serving the U.S. 

market. Clearly the most important potential source of future 

crude oil for the U.S. is the Middle Eastern and North African 

countries. These OPEC members have about 60% of the world's 

oil reserves, and in recent years have been the fastest growing 

source of U.S. oil imports, increasing their s!1are from l 7't 

in 1970 to 39% in 1975 (during a period when U.S. crude imports 

increased from 1.3 million barrel~ per day to 4.1 million barrels 

per day, or threefold). 1 And just as clearly, the profitability 

potential for the oil companies from such oil countries is 

quite limited. (See Table III-2.) 

Basically, all of the Middle Eastern and North African 

countries have either taken, or are in the process of taking, 

l OOZ ownership of their oil f ields. (Where the companies 

$till have an equity interest i n production, the normal royalty 

is 20% and the income tax rate is 85%.) Hence, the principal 

prof it possibilities for the companies now are as providers of 

technical skills and marketing outlets, for service fees. In 

mos t of these countries, the allowed fee is in the neighborhood 

of $ .15 to $. 25 per barrel. For example, in Qatar, the com­

panies get about 15 cents per barrel, in Kuwait $.19 per barrel, 

and i n t he most important country of all, Saudi Arabia, they 



TABLE III-2 

COMPANY COSTS , PROFITABILITY AND DIVISION OF OIL PIE 

IN MAJOR PRODUCING AREAS (ESTIMATED) 

Middle East 
a nd North Africa 

Nigeria 

Venezuela 

Indonesia 

North Sea 

Canada 

Memo: Prudhoe Bay 

( a ) Present Tax 
SLructure 

( b) 50% State 
Take 

(c) 50% State 
Income Tax 

(1) 
Price of 

Crude Oil 
(Wellhead) 

$ per 
Barre l 

12.50 to 
13 . 00 

14.00 

13.00 

13 . 00 

12.00 

8 . 25 

8.25 

8 . 25 

(2) 
Capital 

Plus Oper­
ating 

Costs, $ 
per Barrel 

.25 to 

.so 
1 . 00 

1 . OO'>'rn 

1.00** 

2.50 

2.00 

1 .00 

1 .00 

1.00 

(3) 

t:=(l)-(2) 
Oi ::. Pie 

($ per 
Barrel) 

(4) 
Company 
Prof its 
(or Fe~) 
$ per 

Barrel 

12 .. 25 to . 15 to 
12.50 . 25 

13.00 .30 

12 . 00 .20 

12 . 00 1. 00-1. 50 

9.50 3.50 

11.00 1. 25 

7.25 2.70 

7.25 1 . 85 

7 .25 1.40 

(5) 
Company: 

Government 
Division 

0f Oil Pie 
(% Shares) 

2:98 

2:98 

2 :98 

12 :88 

37 : 63 

11:89 

.37 :63 

26:74 

19:81 

Note: Data are approximate current estimates ; for sour ces see text 
and foot no tes . 

* 
** 

Cllpital costs norma lly predominate. 

Asswued for ca l culation pu rposes . 

"Wellhead Value ", based on controlled wellhead price plus 
export tax. 



expect about $.21 per barrel. 2 With crude oil selli~g at about 

$12-$13 per barrel, and investment costs. in this area estimated 

at about $.25-$.50 per barrel, this means that the oil pie here 

is split about 2% for the companies and 981 for the government~ . 

The companies' profit potential in the other OPEC 

countries appears equally limited. In Nigeria, which accounts 

for 3% of the world reserves but 181 of U.S. crude oil 

imports, the companies' profit margin~ in 1976 were reduced to 

30 cents per barrel (from 50 cents previously).3 With prices 

at about $14 per barrel and production costs of $1 per barrel 

this also implies a profit split of about 2% for the companies 

and 98% for the Nigerian government. Similarly, in Venezuela, 

which has 2% of the world's reserves but supplies 10% of U.S. 

crude imports, the wholly nationalized oil industry allows the 

oil companies a technical and marketing fee of about 20 cents 

per barrel. 4 

Finally, even in Indonesia, the other principal OPEC 

country supplying the U.S. market (9% of U.S. imports and 2% 

of world reserves), profit margins are now estimated at about 

$1.00-$1.50 per barrel. 5 This is half of those in Prudhoe Bay , 

under the present Alaska tax structure, and in line with mar­

gins which would prevail under a 50% State income tax. More­

over, the companies' share of the oil pie in Indonesia, while 

t he most favorable in all L!.e OPEC countries, is still only 

about 12%, compared to 394 in Alaska under the present tax 

structure and 19~ with a 50% State income tax. 6 



Coming closer to home, Canada is the other principal 

supplier of crude oil for the U.S. market, accounting for 

151 of the total. However, Canada has only ii of the world's 

reserves, and Eastern Canada is an importer >f crude oil. 

Hence the Canadian GoveL:unent has announced a policy of ending 

Western Canadian exports t .. ) the U .. S. in the next few years. 7 

In addition, the profits for the oil companies in Canada, while 

highe r than in most OPEC countries , are l2~s than in Alaska, 

even under the highest tax case we have discussed. Specifically, 

in Canada, based on data provided by the oil companies, their 

profit margins appear now to be about $1.25 per barrel. 8 

With the price of Canadian crude oil in the U.S. market about 

$14 per barrel (consisting of a p~ice controlled wellhead value 

of close to $10 and an export tax of about $4), and explora­

tion and production cos ts about $2 per barrel, the division 

of the oil pie is about 10%-12% for the companies and 88%-90% 

for the federal and provincial governments of Canada .9 

f ecause Canada has a federal system analagous : o that 

of the U.S ., i t is worth examining the Canadian prof :Lt picture 

in a lit:tle more detail. As of January 1, 1976, when the 

wellhead price for Alberta crude oil was price controlled at 

$8 per barrel, there was a Canadian federal government export 

tax of $4.60 per bar rel added on, to roughly equalize the export 

price with the price of crude oil in the U. S . markets. Of this 

$12.60 per barrel received by canada, exploration costs were 

about $1.35 per barrel and operating costs $.SO per barrel, 



which left en oil pie of $10.75 per barrel. Of this the com­

panies had net profits of $.84, provincial taxes were $3.74, 

and the federal income tax was $1.57 . Tilus, on a percentage 

basis, the companies got BX of thi oil pie, the provincial 

governments 3Si, and the federal government 57% (including 

the export tax, which was largely redistributed to Eastern 

Canada as an oil import subsidy). 10 

As of January 1, 1977, the well.head price was raised to 

$9.75, while the export tax was dropped to $J.2~ (which changes 

do not yet reflect the January 1 increases in OPEC prices). 

According to two Canadian oil companies (Imperial, an Exx0n 

affiliate , and Ranger), of the wellhead price increase of $1.75 

per barrel, their profits increased by about $.43 per barrel; 

adding t his to the $.84 per barrel reported previous ly, this 

would imply company profits of $1.27 per barrel. Thus, it 

would appear that the companies' s l\are of t he oil pie now would 

be about 11%. The provinces on average received an additional 

$ . 77 per barr~l in this period, bringing their take to $4.51, 

(or about 41% of the oil pie. This leaves on estimated 48% 

for the federal government in Conoda . 11 

By way of footnote, while the Canadian federal and 

provJnclol governments take such o relatively large share of 

t he oil pie, compared to the s ituation in Alaska , the pace of 

exploration drilling in Western Canada set new records lost 
1 2 year. 

Finally, we might take further note of the other 



principal foreign oil prospect, offshore Northwest Europe. 

Although most of the expected peak production of 5.5 million 

barrels per day by 1990 is likely to go to Europe, and will 

not be available for the U.S. market, still it is worth examin­

ing the companies' likely profitability here. 13 

Towards this goal, we have the benefit of a recent 

"composite" model of the area (called here the "North Sea 11 )-­

an average for 7 fields discovered by .the end of 1975, and 
14 assumed sim51ar sized discoveries beyond 1975. This model, 

which is worked out annually for the 1971-2012 period. shows an 

average profitability for the oil companies of about $3 . 50 per 

barrel, with their share of the oil pie being about 37%. (The 

model us es the United Kingdom's tax rates since the differences 

between it and the Norwegian Government are relatively minor.) 

Bos ed on the pe r barrel numbers, superficially it would appear 

that the North Sea is a better profit prospect for the com-

panics than Prudhoe Bay , even under current State income tax 

rates , and much better if the State of Alaska increases its 

rates subs tantially. 

The fall acy in this, however, is that investment costs 

in the North Sea are much higher than in Alaska. Thus, over 

the life of the model, the average investment cost in the 

Nqrth Sea is es timated at $1.85 per barrel, compared to a maxi­

mum $ . 75 per barre l for Pr udhoe Bay (excluding, of course, 

the pipe line, which as DB notes: "represents a distinct, 

and ve ry important, profit (as we ll as cost) center in the 



integrated economics of North Slope oil. 1115 As a result, 

the all important DCF rate of return on North Sea investment is 

projected to be lower than in Alaska, rather than higher. 

Thus, f.o~ the composite North Sea model, the DC~ profit rate 

for the North Sea is estimated to be about I9i per year. This 

compares unfavorably with the 29% per year DCF return we esti­

mate the companies will make from Prudhoe Bay under the present 

State tax structure, &nd is the same rate as the companies would 

earn from Prudhoe Bay with a 50% State income tax rate in 

Alaska. 

Finally, in analyzing the companies' alternatives to 

exploration and production in Alaska, one additional factor 

needs to be considered. Namely, for the oil comp~nies , security 

of supply is becoming of increasing importance , and the U.S. 

clearly is the companies' most secure supply source. In the 

OPEC countries, the clear trend is for the governments to want 

the actua l oil, rather than its market value in cash, and either 

use this oil internnlly or export it themselves. Even in the 

North Sea , as we have seen, the governments are taking parti­

cipation in the new fields . 

Since the oil companies need an assured supply of crude 

oil to reduce the risk on their investments in refining , market­

ing and transport facilities, it is clear that such a secure 

supply has more value to the companies than is measured simply 

by its market price. (Evidence for this is the bids for Alaskan 

royalty oil at a premium above market price.) 



Moreover, in the pa Jt, when there was a glut of crude 

oil but the companies' per barrel crude oil profits were still 

quite high, there was a tendency to build refiner!es and mar­

keting facilities which made little or no profit, but would 

serve as a sure outlet for the profitable crude. Today, with 

the world entering an era of crude oil scarcity, but low per 

barrel profits for the companies, investment in new refining 

and market facilities will have to earn ruuch higher prof its to 

be justified. The corollary of this is that for a company 

which has existing refining and marketing facilities, an as­

sured supply of crude oil can greatly increase the value of 

these facilities. (Conversely, the inability to obtain crude 

oil can greatly reduce the value of such facilities.) 

Furthermore, if OPEC's new conceptual approach to crude 

oil pricing is successful in the future, such oil will have a 

much higher price. The basic new idea is that oil exporting 

countries should value their crude oil not just at the price 

which makes it competitive with other energy sources~ but they 

should also add on premiums. Or.~ premium would reflect the 

fact that, for the country, using up the crude oil as an energy 

source now will rnak<: it unavailable in the future for a more 

valuable use, as a petrochemical feedstock. On top of this, an 

additional premium should be added on to reflect the fact that 

petrochemicals are a basic element in modern industrialization, 

so a country 's loss of the opportunity to make petrochemicals 
16 means a loss of industrialization opportunities. Thus, the 



redl value to a country of crude oil might not just be $15-$20 

per barrel but, e.g., $30-$40 per barrel (leaving aside the 

effpcts of future inflation}. 

In the final analysis, the fact that crude oil in a world 

of long run scarcity may be far more valuable than is measured 

by its present market price is of considerable significance to 

the State of Alaska. It most obvious significance has already 

been discussed--namely, that it makes .Alaska as a se~ure supply , 

source an especially desirable place to explore for crude oil. 

Its less obvious significance, however, is that it raisns im­

portant questions as to what is the best approach for the 

State of Alaska in terms of the pace and type of dLvelopment of 

its c rude oil resources. These questions, however, are more 

appropriately discussed in the following chapter on the benefits 

and costs of increased oil taxation in Alaska. From the ana­

lysis of the present chapter, however, we can conclude that 

substantial increased State oil taxation is not likely to end 

the attractiveness of Alaska to the oil companies as a place 

for additional exploration, development and production. 



IV. CONCLUSIONS: BENEFITS AND COSTS TO ALASKA 

FROM INCREASED OIL TAXATION 

In the preceding chapters, we have seen that there has 

been a long history around the world of increases in govern­

ment oil tax rates, which the oil ~ompanies have typically 

claimed would hurt exploration or production. We have further 

seen that these tax increases, which accelerated in the post-

1973 period, have been large enough that even the max.inrum tax 

increase analyzed here for Alaska would be unlikely to deter 

the companies from future exploration and production in 

Alaska . 

Since, however, there can be no absolute certainty about 

the question of the impact of increased taxation on the oil 

companies' behavior, in this final chapter we seek to answer 

the following question: "Assuming that the increased State 

taxation would reduce future exploration and development in 

Alaska, is it or is it not worthwhile to have the incr~ased 

taxation?" To do this, we need to first estimate both the 

benefits to Alaska of the increased taxation, a h well as the 

possible losses from reduced exploration and development, and 

compare the two. And second, we need to see if there are ways 

by which the State could use some of its bene fits to help 

reduce any such losses. 
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The benefits to Alaska of increased taxation are fairly 

obvious. The initial benefit, of course, is the increased 

State revenues, In the two tax change cases we have considered, 

these amcunt to between $15 billion and $21 billion over the 

life of the main Prudhoe Bay formation alone, or about ~750 

million to $1,100 million per year. To put these huge numbers 

into some more recognizable perspective, the increased State 

tax revenues over the lif e of the main Prudhoe Bay formation 

would be between $40 thousand and $60 thousand for every man, 

woman, and child now living in Alaska. Moreover, ~here would 

be substantial increased tax revenues also from the two lesser 

formations in Prudhoe Bay , which have already been explored ~nd 

would likely be developed even at the highest tax rate. 

A secondary benefit of increased State oil tax revenues 

is that with proper planning these could be used to promote 

Alaska's economic development, both within and outside the 

petroleum sector , and thus have a "multiplier" effect. In 

contrast, if the increased State tax revenues are foregone, most 

of the money will flow out of the state as oil company profits 

and federal corporate income taxes. Particularly since the 

major oil companies in Prudhoe Bay already have mor~ Alaskan 

crude oil than they can easily handle, they have even less 

incentive than other oil companies to reinvest ln new explora­

tion and development in Alaska. (Thus, for example, Arco has 

used part of its expected increased cash flow to buy a major 

copper producer, Anaconda, into which it expects to pour much 

odditional investment. 1 ) 
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If we turn now to the costs of increased State oil 

taxation, the basic one claimed is that there will be reduced 

exploration and development investments in Alaska. In assessing 

this c laim, it is necessary to distinguish between investment 

for exploration and investment for development. As we noted 

in our original report, exploration is a risky business which 

requires a high profit rate to cover the risk, but development 

is relatively safe and does not requir.e the same high rate. 
2 

Moreover, the bulk of oil money for exploration and develop­

mP.n t is for the lat ter category. 

Specifically, in the whole United States, in the 1973-

75 period only about one-fourth of all wells drilled were ex­

ploratory , while the rest were development wells.
3 

The average 

annual amount spent on exploration and development (including 

l ease payments) in this period was about $10 billion; of t his 

amount about $1 billion was spent on geo logical and geophysical 

expenses nnn lease rentals. 4 Thus, if as a rough assumptlon we 

nssume that the division of exp l oration and development e:Kpenses 

is proportionJl to the number of wells drilled, and we add the 

geological lnd geophysical expense3 to es timated exploration 

drilling co~ts , we f ind the total exploration effort to be 

about $3.3 Lillian, or only one-third of the total exploration 

and development effort in the U.S. 

For reasons to be discussed below, exploration is t he 

most crucial part of the combined exploration and development 

effort , and the part which theoretically m~ght be most hurt by 



increased tax rates in Alaska. How much it might be hurt is 

impossible to say, although as di~cussed in the previous Chapter 

we do not think cutbacks by the CJmpanies would be very great. 

But, even if we are wrong, in this connection it is significant 

to note that the annual tax reve~ues on Prudhoe Bay foregone by 

the State by keeping its present tax structure, as compared to 

a structure with a 50% tax rate on the companies ' profits, would 

amount to about $1,100 billion per year, or about one-third of 

al 1 of the exploration ef f l>rt carried out by the companies in 

the whole United States. Put in this context, it would appear 

that any reasonably fo·reseeab' e amount of oil company explora­

tion in Alllska which w,35 11 los 11 because of the increased State 

tax rate could ea sily :>e 11 f it.llnced" by the State itself. 

Thus , one possibility would be for the State to r eplace 

the "lost" exploration s erv: ces by directly contracting with the 

nu1nerous independent firms ~hich specialize in this work and 

do much of the exploration effort .cor the major oil companies; 

this is an approach suc:ces ~ fully followed by a number of Third 

World governmcnt s. 5 Anotl er possibility woul1 be for the 

State to enter into a joi 1t venture agreement with one or more 

companie s to cnrry out t l e exploration effort . This approach 

hlls also been ~sed succr ss (ully by other governments; the rela­

tionship may vary from Jne whe"':'e the government pays its share 

of the exploration ef f c rt to 01.~ where the government gets its 

share on a "carr ied i ri t c re s t" basi!1, meaning that it pays only 

if the explora tion ef arL i s succe~; s ful. (TI1is latter: approach 



is us ed, for example, by the Norwegian government with its new 

North Sea lice.nses. 6) 

As for the much larger oil development effort, once 

successful exploration is carried out, funding for this in a 

world of oil scarcity should present no serious problems. If 

the oil is found by the State itself, through service contrac­

tors, it could either use its own money to develop the field, 

or borrow either from the capital markets or from independent 

refining co1npanies which would be eager to obtain an assured 

supply of crude oil. If the oil were found by a joint. venture, 

then norma J. ly the State' :· co-partners would use the oil them­

selves or :ould market it. 

Ultimately, the question of how much development takes 

place wil ~. large ly depend on the expected profit rates. Here 

we might note that a 15% DCF rate of return on development ex­

penditur< s should be enough incentive for oil companies to 

develop .1ny fields f ound. By way of indirect evidence, the 

firm of La Rue, Moore , and Schafer, Texas pe t roleum consultants, 

helped 1•rcpare testimony for thr: U.S . Congress which used a 

lS'Z. DCF r a te of return as the level necessary for exploration 
7 and development of new oil in the U.S. Again, in the pre-

vious!) d iscussed model estimating the likely new production 

from t 11e North Sea , the Briti:1h petroleum consulting firm of 

Gaffney, Cline & Associates uses a 15% DCF rate of return as 
8 its m: nimum for f l e ld development. 

In this connection, it might also be noted that if ~he 



State has an equity participation in the exploration and develop­

ment efforts, more development may take place than if the ex­

ploration and development efforts were left solely to the oil 

companies. This is because the Stat~ has a lower cost of 

capital and hence does not need as high a rate of return as 

the oil companies. Thus, for example , if the State seeks a 

10% per year return on its investment, and a marginal field is 

found which would yield 12% on investments, the field would not 

be developed by oil companies seeking a 151 return. 

Finally, our overall conclusion on this question of a 

comparison of the benefits and costs of substantially increased 

State oil tax rates can be summarized as follows. The benefits 

are clear and very large, while the costs are unclear and likely 

to be much less sizable. Given the history and current situa­

tion of the i nternational oil industry, the cries that the 

State will ruin itself by increased oil taxation need to be 

discounted at a very high rate indeed. Thus, in our view 

the previously cited warning of the Vice Pr esident of Sohio 

that the State must beware of hurting the "little red hen" oil 

industry through increased t axa tion may cite the wrong; literary 

reference. Indeed, it seems as if the little red hen may rather 

be a modern version of "Henny Penny", in the old fable: "Chicken 

Little", who continues to cry, "The sky is falling" because an · 

acorn has fallen! 



Exploration and Development in Alaska: A Final Word 

Having completed our assigned analysis, we would like to 

conclude with some observations about broader economic ques­

tions raised by the Study, which ought to be considered in 

developing an overall State oil policy. One key question is 

the following: "Even if increased State oil tax rates did slow 

the pace of oil exploration and development, is that neces­

sarily bad?" 

Thus, especially if the State keeps its oil tax rates 

low in order to maxi mize exp l oration and development , since 

mos t of the additional oil pie is also likely to leave the 

State, will not Alaska be recklessly wasting its precious non­

renewable resources without adequate provision for future 

generations? After all, it must always be r emembered that oil 

is not lumber, and a bayrel extracted is a barrel gone forever. 

This is particularly significant if, as seems likely, over the 

long run the value of oil will be continually i ncreasing. 

Given these cons iderations, in our own view, the fol­

lowing would be a sensible overall strategy for the State of 

Alaska, in terms of the bes t interest of its people. First, 

the State should substantia lly raise oil taxes nO\o.!, even if it 

cuts future exploration and development somewhat ~ Second , 

the State should temporarily cease leas ing on its lands , until 

it effectively learns the oil business and how to operate in it. 

Third, and related, the State should invest some of its i ncreased 
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tax money for a complete exploratory survey of its lands; only 

with comprehensive geophysical and geological data can the 

State have some idea of its potential resources (oil or other­

wise). Fourth, given such a preliminary inventory of potential, 

the State should then directly contract for further exploration, 

or work with companies on a joint venture basis; even if the 

State decided to continue more traditional lease arrangements, 

however, at least it would then be in ~ better position to 

obtain a fairer share of the treasures which may lie on State 

lands. 

The question of what position to take toward rapid ex-

ploitation of non-renewable resources is not an easy one . 

While there is a tendency to always equate r npid exploitation 

with progress, it should perhaps be a word of warning that some 

which have gone down that road in the past are less happy with 

it now. Thus , for example, the Premier of Alberta, Canada ' s 

lending oil producing province, last year urged a "go slow" 

policy on oil and gas development: 

\!>remier] Laugheed sa id squandering the prov..1..nce's re­
sources now could leave "the dreadful legacy of turning 
Alberta into a have-not province." 

Reviewing the rapid development since hi s government 
was elected in 1971, the Premier said , "if I had it to do 
over again, I wou l d try to spread out the time frame of 
some of our decision-making in the first term. 11 9 

Again, the Norwegian goven1ment has taken the position that 

it does not want rapid exploration because if it is known that 

more oil reserves exist there , enormous pressure will be 



exerted to rapidly develop these reserves, even if it is not 
10 good for the country. 

But, in the finel analysis, these questions are part of 

the most basic question of the kind of life the people of a 

state or country seek. Yet, for the people to decide they 

must be inf ormed--not only on the pros and cons of each indi­

vidual question and policy, but also on the interrelationships 

between them. It is our hope that th~ present study will be 

a usefu l link in a chain of information and analysis that will 

help the State of Alaska, which is at a crucial crossroads in 

its history, to choose a fruitful path in the coming years. 
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TANZER ECONOM IC ASSOCIATES, INC. 
ECONOMIC CONSULTANTS 

302 WEST 06TH STREET 

NEW YORK. N . V, 1002'4 

CABLE " TANZECON' llEW VO/'IK 

February 13, 1976 

Senator John Huber 
Chairman. 
Specia l Committee on Taxation and Revenue 
Alaska State Legislature 
Pouch V 
Juneau, Alaska 99811 

Dear John: 

Thank you for sending me a COJ?Y of the Rush Moody report 
on "Legal Analysis of Issues Relating to Natural Gas Transporta­
tion." I did indeed find it quite interesting and inform.:itive. 
While: I am not competent to comment on the legal issues analyzed, 
I am happy to respond to your reciuest for comments or recom­
mendations on the report, as it may touch on economic questions. 
This l et ter represents my initial r eaction to some of these 
matters : 

l. As I under s tand the Moody report, a key l egal conclusion 
is that the Stat e s hould take royalty gas in kind rather than ln 
va lue ; otherwise , it may lose control in the futut·e of this 
royalty gas because i L will come under FPC rcgulatio·1, and thus 
it would be possible that none of Alaska's naturA.l gas wou l d L~ 
£w:1ilablc for conswnption within the State. 

2. From an economic point of vlew, I think the State would 
also be wise to take roya lty gas (and maybe royalty oil also) in 
~ind, so as not to lose the future option on having the royulty 
gas . This is pc'.lrl:icularly true because the real value of the 
roycll ty eos to the St nt c may he m11cb higher thnn lts mark~ 
Y.?luc:, for the following reasons . 

3 . Firs t, a l present Lhc price of FPC regulated natural 
gns moving in interstat e commerce is about onc-fourt!1 its rea l 
morkct value , ns measured by prices on intra- s tate sales (50c 
versus $2.GO per NCF). While nntura l gas prices mny be deregu­
l ated in a few yea r s , Lhcre is no present certainty on this . 

4. More important , i n the long run I think it is gcnnrnlly 
agreed tha t the use of noturnl gas fs:u:....its hcnt cotJtc.nt· os- a4 

e l i s n wn s t e of ;:iluable resou -::ce 1 since its grent rri· l'~uc 
woul ~e llS l.l l~trochem Cl\ e s ock. This suggests amongot ) <~ r 
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things that over the long run natural gas prices will rise as it 
increas ingly is reserved for its more valuable use. 

5. But, because of the high profit rates the oil companies 
use in their DCF calculations (as discussed at length in my report), 
their decisions will tend to be made on !)hort nm profit consi.der9,;­
tions, which may not be best for the State. Dy way of hypothetical 
illustration, I constructed a case to show where it might be 
better for the State to have the gHs stay in the ground until it 
became more valuable, while for the companies it would be more 
prof ite.ble to produce quickly. The hypothetical assumptions were 
that natural gas would. sell at $2 per MCF in the 1980s, $6 per MGF 
in the 1990s, and $18 per NCF thereafter. Assuming a time value 
of money, or discount rate, for the companies of 20% per year and 
for the Sta te of 10% per year, it turns out that if a gas field 
has a 20 year life, the companies would be best off producing all 
the gas in the 1981-2000 period, while the St ate would be better 
off with the gas produced in the 1991-2010 period. (See attached 
table.) 

6. The pr oblem of the State having a lower discount factor, 
and hence a longer time horizon, than the companies is of course 
a general one which may lead to conflicts of in teres t in many oil 
and gas areas. Thus, for example, it may be better for the State 
if all oil an<l gas were produced at a s lower r a te than the com­
panies would like, and it is possible that this could be handled 
under conservation regula tions. Specifically, however, with 
regard to its royalty gas , if the State decides it would be ...QgJ:_t·e r 

· .. th as reduction at a slower rate t!ian the companies 'i?'lt , 
R.._erhFq~s a wa y could be wor e ou to re9uire the companies t_Q_ 

eave the ro a lt as in the ground until the State requests it, 
either ·or its own use or ·or r esa e. ternatively, the State 
could perhaps exchange the royalty gas with companies for ''future 
gas" to be delivered by them when desired by the State. 

7. Another factor favoring t aking of royalty gas in kind is 
that marke t prlces of gas may not reflect the full economic cos t 
to the Stnte of not having the gas . In the short run, a l ack of 
gas could mean costly shutdowns of indus try and great consumer 
inconvenience . In the l ong run, the absence of an assur~d supply 
of gas might hinder the whole economic development o f the Stnte. 
Thus, ::he ques tion of royalty gns ccmnot be divorced from que s ­
tions o f planning l ong- run economic devclopmRnt. nut, at l east 
keeping the opt ion to tnke gns in kind does not foreclose future 
industrial development opportuniLics . 

8. Al so , l think tnV.in r s in kind ·..iou ld have the 
a<lvanta ')' tha t '1.l WD.T 1e p the State learn more a )Out the oi 
an gas . business, · om prac ica experience . With oil compan les 
fully integrated from the r aw material through pcc: =ochemicals, 
and wit h the nlloca tion of cos t s between oil and g.1s production, 

" ' i 



and between raw material production and other functions, often 
being arbitr«ry, it js important for the State to have a good 
grasp of the practical economics of the gas business as wel l as 
the oil business. This is vital for the State even if it is to 
simply maximize its br "its as a tax collector . 

9. Finally, I certainly agree with the Moody Report's 
general recommenda tions that ~tate leasing policies and taxatiog 
~n natural Gas should be reconsidere~ . In my opinion both of 
these questions c, ~1 for detailed study of possible alternatives. 

( 

Here I would only observe t~nt tax rates in Texas and Louisiana, 
where the oil companies h~vd widespread political support from 
small producers, would r.ot normally be an adequate yardstick as 
to what rates of taxation could be imposed. 

I hopa these general comments will be of use to you. My 
thanks also for your kind words about my report. 

Yours sincerely, 

Dr. Michael Tanzer, 
President 




