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P a g e  2 o f  2 AN AL YS IS

F i s c a l  N o t e  H B  5 59 - P a g e  2 o f  2

A p p r o v a l  of  t h e  p r o p o s e d  P e t r o s t a r / C h e v r o n  w i l l  r e s u l t  i n  th-> s tate's 

r e c e i p t  of  a p p r o x i m a t e l y  $7.5 m i l l i o n  in p r e m i u m  p a y m e n t s  o v e r  the term 

o f  the contract. A p p r o x i m a t e l y  16,756,670 b a r r e l s  of  oil wil l  b e  d e l i v e r e d  

u n d e r  the contract, w i t h  Ch e v r o n ' s  respe c t i v e  s h a r e  b e i n g  11,171,002 

b a r r e l s ,  a n d  P e t r o s t a r ' s  share b e i n g  5,585,668 barrels. C h e v r o n  wi l l  

p a y  a p r e m i u m  a b o v e  the "in value" a m o u n t  of  $ . 5 0  p e r  barrel, w h i l e  

P e t r o s t a r ' s  p r e m i u m  w i l l  be $.35 p e r  b a r r e l  f o r  its net barrels. C h e v r o n ' s  

s h a r e  o f  th i s  p r e m i u m  w i l l  total $ 5 , 5 8 5 , 5 0 1  o v e r  the life of  t h e  c o n t r a c t  

( contract en d s  S e p t e m b e r  30, 1996), and P e t r o s t a r ' s  r e spective c o n t r i b u t i o n  

w i l l  be $ 1 , 9 5 4,984. A l l  amounts c a l c u l a t e d  are e x p r e s s e d  in "nominal"dollars, 

a n d  the a n a l y s i s  a s s u m e s  c o n t r a c t  d eliveries c o m m e n c e  D e c e m b e r  1, 1986 

a n d  ends S e p t e m b e r  30, 1996.

R e v e n u e  P r o j e c t s  

C a l e n d a r  Y e a r

92 655.5

93 592.0

94 528.8

95 475.4

96 323.0

T o t a l  7,539.4
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L A N D  &  STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS

T O T A L  O P E R A T I N G -0- -0- -0- -0- -0-
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ANALYSIS : Attach a separate page if necessary

Prepared by: 
Division: _

Approved by

Distribution (by Agency preparing fiscal/note^ 
Legislative Finance —
Legislative Sponsor 
Requestor
Office of Management and Budget 
Impacted Agency(ies)

Phone:, 
Date: _
Date:

page. of

1 / 2 8 / 8 6

10/25/85



Introduced: 2/10/86
Referred: House Special Committee on
Oil & Gas, Rejources and Finance

BY  THE RU LES  COMMITTEE BY
1  I N  THE HOUSE REQUEST  OF THE GOVERNOR

2  HOUSE B I L L  NO . 5 5 9

3 I N  THE L E G IS L A T U R E  OF THE STATE OF ALASKA

A FOURTEENTH L E G IS L A T U R E  -  SECOND S E S S IO N

5 A B I L L

6  F o r  a n  A c t  e n t i t l e d :  "A n  A c t  a p p r o v i n g  t h e  s a l e  o f  K u p a r u k  R i v e r  U n i t

7 r o y a l t y  o i l  b y  t h e  S t a t e  o f  A l a s k a  t o  P e t r o  S t a r ,

8  I n c .  a n d  C h e v r o n  U . S . A . ,  I n c . ;  a n d  p r o v i d i n g  f o r  a n

9 e f f e c t i v e  d a t e . "

1 0  BE  I T  ENACTED BY  THE L E G IS L A T U R E  OF THE STATE OF A LASKA :

1 1  *  S e c t i o n  1 .  T h e  " A g r e e m e n t  f o r  t h e  S a l e  a n d  P u r c h a s e  o f  S t a t e  R o y a l t y

1 2  O i l "  b e t w e e n  t h e  S t a t e  o f  A l a s k a  a n d  P e t r o  S t a r ,  I n c .  a n d  C h e v r o n  U . S . A . ,

1 3  I n c . ,  d a t e d  D e c e m b e r  9 ,  1 9 8 5 ,  i s  a p p r o v e d  a n d  r a t i f i e d .

1A *  S e c .  2 .  T h i s  A c t  t a k < s  e f f e c t  i m m e d i a t e l y  i n  a c c o r d a n c e  w i t h  AS 0 1 . -

1 5  1 0 . 0 7 0 ( c ) .

9 -i- HB  559



\

D e c e m b e r  9, 1 9 8 5



«

T A B L E  O F  C O N T E N T S

A R T I C L E  P A G E

Preamble 1

I DEFINITIONS 1

1.1 C o m m i s s i o n e r  1

1.2 Day 1
1.3 Leases 1
1.4 Lessee 1
1.5 Month 2
1.6 011 or Crude 011 2
1.7 Point of Delivery 2
1.8 Purchaser 2
1.9 Prudhoe Bay Lessees 2
1.10 Prudhoe Bay Royalty Oil 2
1.11 Royalty 011 2
1.12 Dally Royalty Oil 2
1.13 Settlement Agreement 2
1.14 TAPS 2
1.15 Unit Agreement 3

II SALE OF ROYALTY OIL 3

2.1 Quantity 3
2.2 Quality 4
2.3 Price of the Royalty 011 4
2.4 Purchase Price Reopener 7
2.5 Point and Time of Delivery 7
2.6 Passage of Title and Risk of Loss 7
2.7 Purchaser's Responsibility 8
2.8 Transportation Arrangements 8
2.9 Absolute Obligations 8
2.10 Date of First Delivery 9
2.11 In-State Processing 9
2.12 Best Efforts 9
2.13 Option to Purchase Return 011 10
2.14 Arrangements between Purchasers 11
2.15 Performance Guaranty and Reservation Fee 12

III REPRESENTATIONS AND OBLIGATIONS OF PURCHASER 13

3.1 Good Standing and Due Authorization 13

3.2 Financial Condition 14
3.3 Financial Statements 14

IV MEASUREMENTS AND TESTS 14

1



4

ARTICLE

V PAYMENTS AND ACCOUNTING

5.1 Billing
5.2 Initial Adjustment
5.3 Payment
5.4 Payment to Lessee(s)
5.5 Subsequent Adjustments
5.6 Interest
5.7 Late Payment Penalty
5.8 Payment to Third Parties

VI TERM

VII DEFAULT OR TERMINATION

7.1 Default
7.2 Failure to Pay Debts
7^3 Seller's Remedies
7.4 Purchaser's Exclusive Remedies 21

VIII DISPOSITION OF OIL 21

8.1 Inability to Receive Oil 21
8.2 No Right to Storage or Underllft 22

IX WAIVER 22

X SEVERABILITY 22

XI FORCE MAJEURE AND CHANGE IN CONDITION 23

11.1 Effect of Force Majeure 23
11.2 Responsibility 23

XII NOTICES 24

12.1 Method 24
12.2 Change of Address 25

XIII RULES AND REGULATIONS 25

XIV SOVEREIGN POWER OF THE STATE 26

XV SECURITY 26

15.1 Purchaser Chevron Letter of Credit 26
15.2 Purchaser Petro Star Letter of Credit 28
15.3 Purchaser Petro Star Amerada Hess Escrow 29
15.4 Chevron Backup 30

XVI PREFERENTIAL HIRING ' 31

P A G E

15

15
15
15
16 
16 
17
17
18

18

18

18
19



ARTICLE PAGE

XVII APPLICABLE LAW 31

17.1 Ala s k a  L a w  31
17.2 S u b m i s s i o n  to J u r i s d i c t i o n  31

XVIII NO WARRANTIES 32

XIX AMENDMENT 32

XX SUCCESSORS AND ASSIGNS 32

XXI HEADINGS 33

XXII RECORDS 33

22.1 Preservation of Records 33
22.2 Inspection of Records of Parties 34

XXIII INTERPRETATION OF TERMS AND CONDITIONS 34

EXECUTION OF CONTRACT 35



(PETRO STAR 4 CHEVRON/KUPARUK) 
(Revised 11-85)
(ONR # 10-4017)

D O G  9 - 8 5

AGREEMENT FOR THE SALE AND 

PURCHASE OF ROYALTY OIL

THIS AGREEMENT, entered Into as of //jmmj/m J 9 /?f'_________
by and between THE STATE OF ALASKA ("Seller") PETRO STAR, INC., an Alaska 

corporation, ("Purchaser Petro Star"), and CHEVRON U.S.A. INC., a Pennsylvania 

corporation, ("Purchaser Chevron").

ARTICLE I 

DEFINITIONS

As used in this Agreement, the following terms shall have the

following respective meanings:

1.1 "Commissioner" means the Conmlssloner of the Alaska Department 

of Natural Resources or her designee.

1.2 "Day" means a period of twenty-four (24) consecutive hours,

beginning at 12:01 a.m., Alaska Standard Time.

1.3 "Leases" means the oil and gas leases which are subject to the 

terms of the Unit Agreement.

1.4 "Lessee" means any person owning a working Interest in any of 

the Leases.



1.5 “Month11 means the period beginning at 12:01 a.m., Alaska

Standard Time, on the first day of the calendar month and ending at the same

time on the first day '.f the next succeeding calendar month.

1.6 "Oil" or "crude oil11 shall have the same meaning as the word 

"oil" under the Unit Agreement.

1.7 "Point of Delivery" shall have the meaning set out in Section

2.5.

1.8 "Purchaser" means either Petro Star, Inc., or Chevron U.S.A. 

Inc., or both, unless one particular Purchaser Is designated.

1.9 "Prudhoe Bay Lessees" means the lessees of the oil and gas

leases subject to the Prudhoe Bay Unit Agreement effective April 1, 1977, as

amended from time to time.

1.10 "Prudhoe Bay Royalty 011" means Royalty 011 received from the 

Prudhoe Bay Lessees.

1.11 “Royalty Oil" means the oil which Seller may take in kind

(amount) as Its royalty under the Leases whether or not Seller has elected to

take or 1s taking that royalty In kind.

1.12 "Dally Royalty Oil" means the quantity of Royalty Oil produced

by the Lessees each day.

1.13 "Settlement Agreement" means the Agreement for Settlement of 

Cleaning, Dehydration and Transporatlon Charges Applicable to Royalty 011 

Taken From the Kuparuk River Unit, effective as of December 13, 1981, and

attached to the Unit Agreement as Appendix I.

1.14 "TAPS" means the Trans Alaska Pipeline System.

-2-



1.15 "Unit Agreement11 means the Kuparuk River Unit Agreement 

effective as of December 1, 1981, by and between Seller and the Lessees, as 

amended from time to time.

ARTICLE II 

SALE OF ROYALTY OIL

2.1 Quantity. Seller agrees to sell to Purchaser Petro Star, and

Purchaser Petro Star agrees 'to buy from Seller, that amount of oil equal

to____________  % of the Daily Royalty Oil ("Maximum Quantity"). Seller agrees

to sell to Purchaser Chevron, and Purchaser Chevron agrees to buy from Seller,

that amount of oil equal t o ___________ i of the Daily Royalty Oil ("Maximum

Qiiantlty"). Promptly after the effective date of this Agreement, Seller will 

determine the actual percentages, which win be the percentages that on the 

date of initial nomination would result in a Maximum Quantity for Purchaser . 

Petro Star that on the Date of First Delivery would approximate 2500 bpd and a 

Maximum Quantity for Purchaser Chevron that on the Date of First Delivery will 

approximate 4000 bpd. However, unless Purchaser Petro Star notifies Seller in 

writing within five (5) days after the effective date of this Agreement, 

Seller will Initially nominate for Purchaser Petro Star the percentage that 

Seller estimates will on the Date of First Delivery approximate 2000 bpd.

Upon at least nine (9) months' written notice to Seller, Purchaser 

may Increase or decrease the amount of Dally Royalty Oil to be tendered by 

Seller at the Point of Delivery, provided that the amount tendered by Seller 

under this Agreement shall not exceed the Maximum Quantity. If by November 1, 

1987 Purchaser Petro Star has not begun to take the Maximum Quantity of oil, 

Seller, at Its option and discretion, may permanently decrease the Purchaser 

Petro Star's Maximum Quantity to either (1) the greatest percentage of Dally 

Royalty Oil tendered by Seller to 1t before that time or, (2) the m a x i m u m  

amount of oil that can be processed at Purchaser Petro Star's refinery, 

located at North Pole, Alaska. Purchaser may permanently decrease Its Maximum 

Quantity under this Agreement upon nine (9) months' written notice to Seller.



It is understood and agreed that the volume of Daily Royalty Oil 

available to Seller will vary and may be interrupted from time to time, and 

depends upon a variety of factors, including the rate of production from tne 

Leases. Seller disclaims and Purchaser waives any representation, covenant or 

warranty, express or implied, as to the specific quantity, or the total or 

dally, monthly, average, or aggregate volume of 011 to be sold or tendered 

under this Agreement. Seller shall hold Purchaser harmless from all liens,

encumbrances and valid adverse claims that may affect the Oil at the time the

Oil is tendered to Purchaser.

If Seller stores Royalty Oil pursuant to tne Kuparuk River Unit 

Emergency Storage Agreement dated December IS, 1981, and attached as Appendix 

II to the Unit Agreement, (the "Storage Agreement"), or otherwise, or if

Seller recovers stored Royalty 011, the quantity of 011 to be sold and

purchased under this Agreement shall be calculated as If no Royalty 011 was 

stored or recovered.

2.2 Quality. The Oil sold shall be the same quality as the Royalty 

Oil delivered by the Lessees to Seller at the Point of Delivery. It Is

understood and agreed that the quality of the 011 sold may vary from time to

time. Seller disclaims, and Purchaser waives, any guarantee, representation, 

or warranty, either express or Implied, of the merchantability, fitness for 

use, or suitability for any particular use or purpose, or otherwise, of any of 

the 011 delivered under this Agreement or as to any specific, average or 

overall quality or characteristic of 011 to be sold or tendered under this 

Agreement.

2.3 Price of the Royalty 011. The price payable by Purchaser Petro 

Star for Oil tendered under this Agreement ("Petro Star Purchase Price") shall 

be equal to the amount that Seller actually would receive from Its Prudhoe Bay 

Lessees for that amount of Prudhoe Bay Royalty 011 taken at that time 1n money

(in value), plus 2 ^  per barrel and plus the Kuparuk Field Cost Allowance

Incurred by the Oil as determined under the Settlement Agreement, less the 

tariff charge for the Kuparuk Pipeline and less the applicable TAPS quality 

bank adjustment.

- 4 -



The price payable by Purchaser Chevron for 011 tendered under this 

Agreement ("Chevron Purchase Price") shall be equal to the amount that Seller 

actually would receive from its Prudhoe Bay Lessees for that amount of Prudhoe 

Bay Royalty Oil taken at that time in money (in value), plus SQt per barrel 

and plus the Kuparuk Field Cost Allowance incurred by the oil as determined 

under the Settlement Agreement, less the tariff charge for the Kuparuk 

Pipeline and less the applicable TAPS quality bank adjustment.

The 1n value component of each Purchase Price shall be determined by 

Seller based upon the reports submitted by the Prudhoe Bay Lessees for royalty 

purposes or, when those reports are unavailable, Incomplete or inaccurate, 

upon information submitted by the Prudhoe Bay Lessees for production tax or 

other tax purposes as may be adjusted from time to time as provided 1n this 

Agreement. Purchaser shall be entitled only to review or request such 

material or Information which is not confidential under state law or 

regulation.

The method, basis and amount of royalty due Seller when it takes its

Prudhoe Bay Royalty 011 1n value from its Prudhoe Bay Lessees is presently the

subject of litigation 1n State of Alaska, et al v. Amerada Hess Corp., et al., 

(Superior Court for the State of Alaska, First Judicial District at Juneau) 

("Amerada Hess"). One of the Issues Involved Is the proper method to be used 

by the Lessees in calculating the state's royalty when the royalty 1s payable 

in money (in value). Until there 1s a resolution of that dispute through

judicial resolution or settlement, the Purchase Price will be based upon the 

calculation of an amount per barrel equal to the per barrel volume weighted

average of the 1n value prices reported by the Prudhoe Bay Lessees to Seller

for royalty purposes or, when the royalty reports are unavailable, Incomplete, 

or Inaccurate, upon Information submitted by the Prudhoe Bay Lessees for 

production tax or other tax purposes, plus $0.35 per barrel for Purchaser

Petro Star and $0.50 for Purchaser Chevron, and plus the Kuparuk Field Cost

Allowance as determined under the Settlement Agreement, less the Kuparuk 

Pipeline tariff and less the applicable TAPS quality bank adjustment. Upon 

resolution of each of the various Issues that art or will be involved in

-5-



Amerada Hess, adjustments will be made to previous payments in accordance with 

each resolution. However, Seller and Purchaser agree that any Amerada Hess 

adjustments in excess of $2.50 per barrel will not be made. This sum

represents a negotiated celling, and 1s not any party's estimate of litigation 

results.

If additional amounts are owed by Purchaser to Seller or by Seller to 

Purchaser under a final judgement or settlement resolving all or part of the 

Issues 1n Amerada Hess which separately specifies principal and interest, 

interest will be paid on the principal component of the additional amounts in 

the manner and at the interest rate or rates specified 1n the judgement or 

settlement resolving each Issue. If no Interest rate 1s specified in the

judgement or settlement or 1f Interest 1s expressly Included within a lump sum

amount 1n the judgement or settlement, an Interest component will be presumed

to already comprise a portion of the additional amounts, and no separate 

Interest will be paid.

Purchaser Petro Star will not voluntarily Intervene or otherwise 

participate in Amerada Hess unless Seller expressly consents to that 

participation in writing, A settlement of Amerada Hess will be binding upon 

Purchaser whether or not Purchaser agrees with or consents to the terms of 

that settlement.

If any applicable law of the United States of America or any rule or 

regulation promulgated by a federal agency will, 1n the judgment of Seller, 

operate to prohibit or prevent Seller from receiving the full amount due under 

the above provisions, Purchaser's obligation to pay the amount of the Purchase 

Price In excess of the amount permitted will be suspended or adjusted to the 

minimum extent required for Seller to comply with that law, rule or regulation.

- 6 -



2.4 Purchase Price Reopener. Seller and each Purchaser shall have 

the right to reopen this Agreement with respect to each Purchaser's own 

volume, as to purchase price only. At any time after Purchaser receives Oil 

for two (2) years from the Date of First Delivery (as defined in Section

2.10), Seller or Purchaser may exercise the right to reopen by giving to the 

other party one (1) month prior written notice. Upon Issuance and receipt of 

a notice to reopen, that Purchaser and Seller will promptly conmence good

faith negotiations 1n an attempt to establish a new purchase price. In the 

event that a new purchase price 1s not agreed to by that Purchaser and Seller

within three (3) months after giving the notice to reopen, that Purchaser or

Seller may terminate that Purchaser's portion of this Agreement upon nine (9)

months written notice to the other. The purchase price for 011 tendered

during any period pending termination shall be the price In effect Immediately

prior to giving the notice of Intent to reopen. If a new purchase price is

agreed to by that Purchaser and Seller, the new purchase price shall become 

effective for 011 tendered 1n the month following the Agreement on the new 

purchase price. Not less than two (2) years after the conclusion of the

purchase price reopener process described above, that Purchaser or Seller may 

reopen that Purchaser's portion of this Agreement, as to purchase price only, 

by giving notice of Intent to exercise the right to reopen. At that time, the 

purchase price reopener process described above will again be applicable.

2.5 Point and Time of Delivery. Simultaneously with receipt of its

Royalty 011 from Its Lessees, Seller shall tender the 011 to Purchaser at the

point at which Seller receives the Royalty Oil from Its Lessees. That point 

as presently agreed to by Seller and Its Lessees 1n Section 2.3 of tne 

Settlement Agreement 1s the Central Production Facility Meter Into the Kuparuk 

Pipeline.

2.6 Passage of Title and Risk of Loss. Title and risk of loss to

the 011 sold under this Agreement shall pass from Seller to Purchaser for all

purposes when Seller tenders the 011 at the Point of Delivery.



2.7 Purchaser's Responsibility. Purchaser shall be responsible for 

the 0 ! after passage of title. Purchaser will indemnify and hold Seller 

harmless from and against any and all claims, costs, damages (including 

reasonably foreseeable consequential damages), expenses or causes of action 

arising from or in connection with any transaction or event which relates to 

the crude oil after title has passed to Purchaser.

2.8 Transportation Arrangements. Purchaser shall make all 

necessary arrangements for transporting the Oil sold under this Agreement from 

the Point of Delivery, Including satisfaction of line fill obligations and 

storage tank bottom requirements of the Kuparuk Pipeline and Trans Alaska 

Pipeline System, 1f any. . If and as requested by Seller, and at the time or 

times requested by Seller, Purchaser shall submit specific Information 

concerning the arrangements 1t has made for transportation of the 011 sold 

under this Agreement through and away from Kuparuk Pipeline and the Trans 

Alaska Pipeline System and for the resale or other disposal of the Oil. Such 

information may Include the specific tenders of Oil made to the Kuparuk 

Pipeline and Trans Alaska Pipeline System and Identification of tankers which 

will transport the Oil. In addition, Purchaser will provide Seller, 1f and as 

requested by Seller, with satisfactory evidence or reasonable assurances of 

the existence and continuing validity of adequate arrangements for the 

transportation or disposal of the 011 subject to this Agreement. Failure to 

provide Information, evidence or assurances requested will, at Seller's 

election by notice to Purchaser, be a material default under this Agreement.

2.9 Absolute Obligations. The obligations of Purchaser to accept, 

pay for, and arrange for the transportation of the 011 tendered or sold under 

this Agreement are absolute and will not be excused or discharged by the 

operation of any disability of Purchaser, event of force majeure, 

Impracticability of performance, change 1n conditions, or any other reason or 

cause.
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2.10 Date of First Delivery. The Date of First Delivery will be on 

the first day of the first month seven (7) months after the effective date 

specified in Article VI, unless Seller, in its sole discretion at the request 

of both Purchasers, sets an earlier date.

2.11 In-State Processing. Purchaser Petro Star agrees that not less 

than 85* of the Royalty Oil sold under this Agreement, averaged on a quarterly 

basis, shall be processed through Purchaser Petro Star's refinery near North 

Pole, Alaska, except as provided below. "Process" means producing refined 

petroleum products from the crude oil 1n significant quantities, but which 

quantities may not be less than 20* of the volume of Royalty 011 run through 

Purchaser Petro Star's refinery pursuant to this Agreement.

Purchaser Petro Star's obligation to process Royalty 011 1n-state may 

only be suspended or excused under (1) the provisions of Articles VIII and XI, 

or (2) during refinery maintenance.

Seller may, at Its option, waive the 1n-state processing requirement 

in whole or 1n part, if Seller is satisfied that Purchaser Petro Star is using 

its best efforts to process the Royalty 011 sold under this Agreement at 

Purchaser Petro Star's refinery and that the waiver would not be contrary to 

the underlying Intent of the other provisions of this Agreement.

2.12 Best Efforts. (1) Purchaser Petro Star agrees to use Its "best

efforts" to produce and market In Alaska an amount of refined petroleum 

products from Its refinery near North Pole, Alaska not less 1n volume than 23* 

of the Royalty 011 sold under this Agreement. Those refined petroleum 

products "’all be comprised of at least LAGO and Kerosene. After each three

(3) months of deliveries under this Agreement, Purchaser Petro Star shall

promptly provide to the Seller an affidavit certified by Purchaser Petro Star 

stating the quantity of refined petroleun products produced and marketed in 

the State of Alaska from 1n-state processing of the Dally Royalty Oil sold 

under this Agreement for that period.



A determination of "oest efforts" under this Article shall include 

consideration of Purchaser Petro Star's capabilities and the surrounding 

business circumstances. Purchaser Petro Star's obligation to use its best 

efforts includes reasonable, diligent, and good faith efforts, but shall not 

require Purchaser Petro Star to produce and market refined petroleum produc' i 

in Alaska at a loss. "Best efforts" would, however, require Purchaser Petrf 

Star to produce and market products 1n Alaska even though Purchaser Petro Star 

could make a greater profit by another disposition of the Royalty Oil c; the 

products refined from that oil.

2.13 Option to Purchase Return Oil. After Purchaser Petro Star

processes Royalty Oil, there will remain a portion of 011 or 011 products 

which may be shlppeJ through TAPS ("Return Oil"). Return Oil shipped through 

TAPS becomes Intermingled with unprocessed crude oil so that when the Return 

Oil Is picked up 1n Valdez 1t 1s Identical to the common stream crude oil 

shipped through TAPS. A shipper of Return Oil presently Is, and may continue 

to be, liable for the payment of a quality bank adjustment differential based 

upon the resulting degradation of TAPS common-stream crude ("quality bank

adjustment").

The total dally volume of Royalty 011 sold under this Agreement

approximates Purchaser Petro Star's dally refinery throughput. Purchaser 

Petro Star's dally Maximum Quantity approximates Its maximum retained product 

and Purchaser Chevron's dally Maximum Quantity approximates what would 

otherwise be Purchaser Petro Star's return oil. Thus, under the arrangements 

contemplated under this Agreement, no return oil would exist upon which the 

state could retain an option. Should the arrangements contemplated under this 

Agreement cease to exist, Purchaser and Seller agree to negotiate 1n good

faith towards agreement upon a market price option for Seller on whatever 

return oil or residual oil may exist under the new arrangements.
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2.14 Arrangements between Purchasers. Purchaser Chevron and

Purchaser Petro Star have entered into an arrangement under which Purchaser 

Petro Star will use as refinery charge Purchaser Chevron's volume of Royalty 

Oil under this Agreement. The arrangement includes the purchase of Royalty 

011 taken by Purchaser Chevron under this Agreement by Purchaser Petro Star at 

TAPS Pump Station No. 1, and resale of the Royalty 011 to Purchaser Chevron at 

Valdez. A copy of the document which specifies the terms of the arrangement 

1s attached as Exhibit A. Should the terms of the arrangement change

materially so that Purchaser Petro Star 1s precluded from economically using 

Purchaser Chevron's volume as refinery charge, Seller shall have the right at 

the Commissioner's discretion to terminate this Agreement on nine (9) months 

notice.

Should Purchaser materially reduce Its Maximum Quantity under Section

2.1 or terminate Its portion of this Agreement under Section 2.4, or should

termination occur due to an Event of Default under Article VII, either Seller

or the other Purchaser may terminate the remaining portion of this Agreement 

by giving nine (9) months written notice, except as provided below. In this 

section a material reduction means a reduction of 50% or more from the

original Maximum Quantity.

Upon termination of Purchaser Petro Star's portion of this Agreement 

for any reason or material reduction of Purchaser Petro Star's Maximum

Quantity under Section 2.1, Seller shall exercise Its right to terminate
%

Purchaser Chevron's portion of this Agreement. However, If Purchaser Chevron 

agrees to process In Its refinery at N1k1sk1, Alaska the Royalty 011 to be

sold under this Agreement after that time, and If Purchaser Chevron

successfully completes negotiations with the commissioner for an amendment to 

this Agreement which grants Seller a market price option on Purchaser 

Chevron's residual oil resulting from the processing of that oil, the 

Coifmlssloner shall have the discretion to not terminate Purchaser Chevron's 

portion of this Agreement.
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Upon termination of Purchaser Chevron's portion of thJs Agreement for 

any reason or material reduction of Purchaser Chevron's Maximum Quantity under 

Section 2.1, Purchaser Petro Star shall have the option to continue purchasing 

up to its Maximum Quantity, or to increase its Maximum Quantity to include all 

or part of the volume formerly purchased by Purchaser Chevron under this 

Agreement. Purchaser Petro Star shall exercise this option 1n writing within 

one month of the termination of Purchaser Chevron's portion of this 

Agreement. Purchaser Petro Star's option shall be conditioned on Purchaser 

Petro Star (1) agreeing for any Increased quantity to pay the Purchase Price 

that Purchaser Chevron would pay under this Agreement, (2) agreeing to 

Increase Its Section 15.2 letter of credit to ninety (90) days for all volumes 

it would purchase under this Agreement, (3) agreeing to pay Its Section 15.3 

Amerada Hess escrow amoun-- for all volumes 1t would purchase under this 

Agreement, (4) agreeing to Increase Its Section 2.11 and Section 2.12 1n-state 

processing and best efforts obligations to include all volumes 1t would 

purchase under this Agreement, and (5) successfully completing negotiations 

with the Commissioner for an amendment to this Agreement which grants Seller a 

market price option on Purchaser Petro Star's return oil from all volumes it 

would purchase under this Agreement. The Commissioner shall have the 

discretion to accept other or additional security arrangements as part of 

Purchaser Petro Star's option as she, in her sole discretion, considers 

adequate to protect Seller. In accordance with Article XIX of this Agreement, 

the exercise of any option described in this section that would appreciably 

reduce the consideration received by Seller requires prior approval of the 

Alaska Legislature.

2.15. Performance Guaranty and Reservation Fee. If Purchaser does 

not take the Maximum Quantity on the Date of First Delivery, Purchaser shall 

pay to Seller, In addition to the Purchaser Price, an amount equal to 1.25% of 

the Purchase Price per barrel per day on the difference between the Maximum 

Quantity and the actual quantity tendered to and accepted by Pu-chaser 

("Actual Quantity") for each day Purchaser does not take the Maximum Quantity 

on and after the Date of First Delivery. The payment of this fee shall end on 

the day that Purchaser accepts delivery of the Maximum Quar.vity. When



Purchaser accepts the Maximum Quantity, all of tne amounts paid under this 

Section 2.15 will be allowed to be credited against future payments for oil 

tendered under this Agreement except for an amount to be retained by Seller 

equal to .75$ of the Purchase Price per barrel per day on the difference 

between the Maximum Quantity and the Actual Quantity for each day Purchaser 

did not take the Maximum Quantity on and after the Date of First Delivery. If 

Purchaser should thereafter decrease the amount of Royalty 011 to be tendered 

under this Agreement, Purchaser shall pay to Seller, in addition to the 

Purchase Price, an amount equal to .75$ of the Purchase Price per barrel per 

day after the date that the' decrease in the amount of Royalty 011 to be 

tendered by Seller takes effect on the difference between the Maximum Quantity 

and the Actual Quantity. .

ARTICLE III

REPRESENTATIONS AND OBLIGATIONS OF PURCHASER 

Purchaser warrants, represents, and agrees:

3.1 Good Standing and Due Authorization. Purchaser 1s, and at all

times during the operation of this Agreement shall remain, (a) a natural

person who has reached the age of majority and who is a citizen of the United 

States; or (b) a corporation organized and existing under and by virtue of the 

laws of the United States or of any state, territory or the District of

Columbia and qualified to do business 1n Alaska; or (c) any association of the

foregoing. If a corporation, Purchaser has all necessary corporate power to 

enter Into this Agreement and to perform Its covenants and obligations under 

this Agreement, and all necessary corporate action has been taken to authorize 

Purchaser's entering Into this Agreement and performing Its covenants and 

obligations under this Agreement.
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3.2 Financial Condition. The financial information submitted to 

Seller 1s complete and correct and fairly presents Purchaser's financial 

condition at the time the information was submitted to Seller. The financial 

information was prepared 1n accordance with generally accepted accounting 

principles consistently applied. Since the date the Information was

submitted, the condition, business and properties of Purchaser have not been 

materially adversely affected In any way. Purchaser agrees to Inform Seller 

Immediately If during the term of this Agreement there 1s any material adverse 

change in the condition, business, or properties of Purchaser which would have 

an appreciable adverse effect on Purchaser's ability to perform under this 

Agreement. Purchaser, 1n addition, will 1nmed1ately Inform Seller of any

significant change 1n ownership of either Purchaser or any of Its affiliates 

or parent company, and of any change 1n Purchaser's operations or agreements, 

which would appreciably affect Purchaser's performance under this Agreement.

3.3 Financial Statements. As soon as possible after the end of each 

fiscal year of Purchaser, and 1n any event within one hundred twenty (120) 

days thereafter, Purchaser will furnish to Seller, at Purchaser's sole cost 

and expense, a report or a complete copy of a report In a form to be 

prescribed from time to time by Seller which will Include Purchaser's balance 

sheet as of the close of the fiscal year and the Income statement for that 

year prepared 1n each case 1n accordance with generally accepted accounting 

principles consistently applied by certified public accountants of recognized 

standing. For purposes of complying with this section, Purchaser Chevron may

submit, and Seller will accept, the annual report and supplement of Chevron

Corporation.

ARTICLE IV 

MEASUREMENTS AND TESTS

The quantity and quality of the oil sold under this Agreement shall 

be determined at the Point of Delivery. Procedures and methods for measuring 

and metering the oil sold under this Agreement shall be 1n accordance with the 

practices then In effect at the Point of Delivery specified under Section 2.5.



ARTICLE V 

PAYMENTS AND ACCOUNTING

5.1 Billing. Seller will send to Purchaser, on or before the 10th 

(tenth) business day of each Month after the month of delivery of 011, an 

invoice statement of account of all 011 estimated to have been measured at the 

Central Production Facility Meter Into the Kuparuk Pipeline and tendered to 

Purchaser under this Agreement during the Immediately preceding Month 

according to the best Information available to Seller, the estimated Purchase 

Pr1ce(s) applicable to those deliveries, and the total amount due ("Initial 

billing"). The estimates will be made by Seller according to the best

Information reasonably available to Seller. Seller shall thereafter adjust

Its Initial billing under this section as soon as more accurate Information 

concerning the quantity and Purchase Pr1ce(s) of Oil delivered each Month 1s 

available. Seller, however, shall not be required to adjust the initial

billing prior to the sending of the next Month's Invoice statement of account.

5.2 Initial Adjustment. After the first monthly Invoice under 

Section 5.1, each subsequent monthly Invoice will also state Seller's initial 

adjustments to be made, If any, to the Invoice rendered 1n the immediately

preceding Month, 1n accordance with any additional or more accurate 

Information which may have become available to Seller. Whether or not Initial 

adjustments are made, however, subsequent adjustments may be made under 

Section 5.5.

5.3 Payment. Purchaser will make payment of each amount billed

under this section within ten (10) Days after receipt of the Invoice statement

of account. Payment shall be made without any deduction, set off, or

withholding by wire transfer of Immediately available funds to Seller's

account at the following address:

First Pennsylvania Bank Philadelphia 
ABA No. 031000024 
For Credit to State of Alaska 
Account No. 07/089250/00 
Attn: Catherine Hess
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Payment rwiy be made In such other manner or to such other address as 

Seller may specify in the Invoice statement of account or by other written 

notice. All other payments to be made under this Agreement shall be paid in

the same manner. If payment 1s due on a Saturday, Sunday, or legal holiday of

the place where payment Is to be received, payment shall be made on the next 

following business day. It 1s recognized that Seller may bill, and that 

Purchaser will pay, amounts that are based upon confidential Information held 

or received by Seller. If confidential Information 1s used as the basis for a 

billing, then upon request Seller will furnish Purchaser with the certified 

statement of the Commissioner that the amounts billed are correct based upon 

the best Information available to Seller. Buyer will only be permitted to 

review material or information that 1s not confidential. If a dispute 

concerning a bill arises, Purchaser agrees to pay the full amount billed by 

Seller, except for obvious clerical mistakes, pending final resolution of the 

dispute.

5.4 Payment to Lessee(s). Purchaser, at the request of Seller 1n 

the Invoice statement of account or otherwise In writing, shall pay all or any

portion designated by Seller of the amount due to Seller to one or more of the

Lessees at an address or addresses and 1n the manner designated by Seller. 

The payment will be made within the time limit specified in Section 5.3.

Seller may authorize and designate a third party to make the request and 

designate the amount, manner and place of payment under this provision. 

Unless otherwise specified, the balance of the payment due, If any, and

payments for subsequent months, shall be made in accordance with Section 5.3.

5.5 Subsequent Adjustments. Purchaser acknowledges that more 

accurate Information concerning the quantity of or Purchase Price for 011

tendered may subsequently become available to Seller. In the event that any

such Information should subsequently become available to Seller, Seller shall 

promptly furnish a corrected Invoice statement of account to Purchaser and the 

parties will adjust the amount billed and pay or refund the amount of those 

adjustments.
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In the event that Seller should render a corrected invoice to 

Purchaser, any amount to be refunded from Seller to Purchaser or paid from 

Purchaser to Seller will be paid within fifteen (15) Days after the date of 

the corrected Invoice, unless the adjustment concerns an amount last Invoiced 

more than sixty (60) Days before the corrected invoice. In that case, the 

amount will be paid by Purchaser or refunded by Seller, as the case may be, in 

equal monthly installments over the same period of time as that over which the 

adjustment accrued or six (6) Months, whichever 1s the shorter period. No 

adjustment will be made more than twelve (12) Months after the date of the 

last original Invoice to which the adjustment relates, except for adjustments 

resulting from regulatory or court proceedings (Including appeals) commenced 

or pending during that twelve (12) month period, whether or not Seller or

Purchaser 1s a party to the proceeding. Adjustments due to regulatory or

court proceedings may be made at any time and shall bear Interest at the rate 

stated In Section 5.6 from the date of payment of the Invoice upon which an 

adjustment Is subsequently made pursuant to this section. The provisions of 

this Section 5.5 will survive any termination of this Agreement.

5.6 Interest. Except for adjustments made upon resolution of

Amerada Hess under Section 2.3, all sums which are not paid when due under 

this Agreement or which are subsequently determined to be due under an

adjustment under Section 5.5, shall bear Interest from the date accrued until 

paid 1n full at a variable rate per annum equal to the prime rate as announced 

from time to time by the Bank of America, San Francisco, California, plus one 

and one-quarter percent (1.25%) per annum.

5.7 Late Payment Penalty. Except for unintentional failures to pay, 

Including clerical mistakes or occurrences not within the reasonable control 

of Purchaser, or Insignificant underpayments, 1f Purchaser falls to make 

payment within one (1) Day of the date that payment 1s due, then in addition 

to the amount due plus Interest from the date that payment was due until the 

date of payment, Purchaser will pay an amount equal to one percent (IS) of the 

amount owed.



5.8 Payment to Third Parties. Seller may direct that Purchaser pay 

any amount due to Seller or which may become due directly to a third party in 

the manner and time as may be directed by Seller in written notice to 

Purchaser 1f, In Seller's sole discretion, the payment to the third party will 

assist Seller In monitoring or enforcing this Agreement.

ARTICLE VI 

TERM

This Agreement shal 1' become effective upon execution by the parties 

and enactment of legislation by the State of Alaska (Including approval by the 

Governor) approving this Agreement. This Agreement shall be null and voi- if 

It 1s not so approved by September 30, 1986. Subject to the other provisions 

contained 1n this Agreement, Seller's obligation to sell and Purchaser's 

obligation to buy Royalty 011 shall begin as specified 1n Section 2.10, and 

shall end September 30, 1996. As used In this section, "enactment of 

legislation" 1s as defined in AS 01.10.070(f)(4).

ARTICLE VII 

DEFAULT OR TERMINATION

7.1 Default. If any one or more of the folio ■i events ("Events of 

Default") occur, then at Seller's option, Seller may t. iate or suspend its 

obligation to tender and sell Oil and proceed to exerc: any one or more of

the rights and remedies provided 1n this Agreement:

(I) Except for obvious clerical errors, Purchaser does not pay in 

full any sum Invoiced under this Agreement at the time when 

payment 1s due; or

(II) Purchaser falls to observe or perfo~n any of Its othe- 

covenants and obligations under Art1c; • or



(HI) Purchaser does not perform any act required or contemplated 

under this Agreement and either: (a) the nonperformance

continues for more than thirty (30) days after Seller has

notified Purchaser of Purchaser's nonperformance; or (b)

Purchaser had failed to perform the same or any other act

required or contemplated under this Agreement during the

Immediately preceding twelve (12) month period; or

(1v ) There Is a material adverse change 1n Purchaser's condition,

business or property which appreciably affects the ability of

Purchaser to perform any of Its obligations under this 

Agreement, and Purchaser 1s unable to give Seller adequate 

assurance of continued performance either within fourteen (14) 

days of a request for such an assurance or within such other 

shorter time period as Seller may reasonably request under the 

circumstances; or

(v) Any representation or warranty made by Purchaser in this

Agreement proves to have been false or Incorrect in any

material respect at the time that the representation or

warranty was made.

7.2 Failure to Pay Debts. If at any time Purchaser becomes unable

to pay any of Its debts when those debts are due, or should otherwise become

Insolvent (without regard to how that Insolvency may be evidenced), Purchaser 

will 1nmed1ately give notice of that fact to Seller. Whether or not that 

notice Is given, 1f Purchaser becomes unable to pay any of Its debts when 

those debts are due or should otherwise become Insolvent, Seller's obligation 

to tender and sell 011 under this Agreement will automatically and immediately 

terminate without any requirement of notice or other action by Seller; 

however, Purchaser will nevertheless be and remain liable for payment and 

performance of all of Its obligations and covenants under this Agreement with 

respect to 011 actually tendered by Seller to and after any such termination.

Within thirty (30) days after receipt of Purchaser's notice or, 1f no notice

-19-



is given, after Seller otherwise becomes aware (as determined in Seller's sole

discretion) of Purchaser's insolvency, Seller will have the right, upon

written notice to Purchaser, to reinstate all of Seller's and Purchaser's

obligations under this Agreement retroactively to the date of termination.

7.3 Seller's Remedies. Upon the occurrence of any Event of Default 

or 1f Seller's obligation to tender and sell 011 under this Agreement is

terminated or suspended under Sections 7.1 and 7.2, all obligations of 

Purchaser accrued but not otherwise due and payable under this Agreement will 

inrnediately be due and payable' 1n full. In addition, Purchaser will indemnify 

and hold Seller harmless from and against all other liability, damages 

(Including reasonably foreseeable consequential damages), costs, losses and 

expenses (Including reasonable attorneys' fees and disbursements) Incurred by 

Seller and arising out of the Event of Default, termination, or suspension. 

Seller shall have the right cumulatively to exercise any and all other rights 

and remedies and to obtain all other relief available under applicable law or 

at equity, Including mandatory Injunction and specific performance. Seller, 

upon occurrence of any Event of Default, 1n Its sole discretion, may arrange 

for any disposition to third parties of Oil to be tendered and sold under this 

Agreement. Upon the occurrence of any Event of Default, Purchaser is released 

from the obligations set forth 1n Sections 2.11 (In-State Processing) and 2.12 

(Best Efforts) until the Event of Default no longer exists or the obligation 

of Purchaser to take Royalty Oil under this Agreement expires. If upon 

occurrence of any Event of Default Seller makes arrangement for disposition to 

third parties of 011 whether or not this Agreement 1s terminated, Purchaser 

will nevertheless be and remain liable to Seller for the full amount of the 

Purchase Price for that 011 1n excess over any amount or amounts received by 

Seller on account of that disposition, net of the expenses of that disposition 

and for all other costs, losses and expenses (Including reasonable attorneys 

fees and disbursements) Incurred by Seller and arising out of the Event of 

Default or disposition.
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7.4 Purchaser's Exclusive Remedies. Upon any breach of, or default 

in, the due and timely observance or performance of any of Seller's covenants 

or obligations under this Agreement, Purchaser acknowledges and agrees that 

Purchaser's remedies will not include a temporary restraining order or 

preliminary injunction preventing Seller from taking any action with regard to 

the Oil which is the subject of this Agreement.

ARTICLE VIII 

DISPOSITION OF OIL

8.1 Inability to Receive Oil. Purchaser acknowledges and agrees 

that under the Unit Agreement and Leases, Seller's election to take Royalty 

Oil In kind can be revoked or reversed only upon the satisfaction of various 

conditions, Including the giving of thirty (30) days advance written notice to 

return up to 2500 barrels of Seller's then current nominations. Purchaser 

acknowledges and agrees that Seller's election to Invoke Its rights to return 

to taking Its Royalty 011 1n value on less than six (6) months' prior notice, 

or to attempt to secure a waiver of any condition or requirement, is at

Seller's sole and complete discretion. If for any reason Purchaser is unable

or refuses to accept or receive any 011 tendered under this Agreement, 

Purchaser shall nevertheless be and remain responsible for the disposal of 

that Oil and for paying Seller for the 011 as though 1t had been received and 

accepted by Purchaser unless Seller, in its sole discretion elects to waive 

this requirement. In order to secure the obligations of Purchaser under this 

Section 8.1 and under Section 2.8, Purchaser shall, 1f and as Seller may 

request from time to time, assign to Seller all right, title and Interest of 

Purchaser under any nominations, leases, agreements, contracts, charter 

parties and other arrangements for the transportation of the 011 sold under 

this Agreement through and away from the Kuparuk Pipeline and the Trans Alaska 

Pipeline System; provided, that Seller shall not have any liability or 

obligations under any such nominations, "eases, agreements, contracts, charter 

parties or other arrangements unless, and to t».e extent that, Seller shall

actually exercise Its rights to succeed to Purchaser's Interest thereunder and

shall obtain the benefits thereof.
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8.2 No Right to Storage or Underlift. Purchaser waives and 

disclaims any interest or right that it may assert to storage of Royalty Oil, 

including by underlift or other means, to which Seller is or may come to be 

entitled under the Leases, Storage Agreement, or any other agreement. 

However, Purchaser shall use due diligence and make its best efforts to act in

a manner that enables Seller to adhere to the notice requirements and other

obligations provided in the Storage Agreement. Purchaser agrees that when it 

executes this Agreement, 1t will also 1nmed1ately execute the release attached 

as Exhibit B to this Agreement.

ARTICLE IX 

WAIVER

The failure of either party to Insist upon strict performance of any 

provision of this Agreement shall not constitute a waiver of, or estoppel 

against, asserting the right to require that performance 1n the future. A

waiver or estoppel 1n any one Instance shall not constitute a waiver or

estoppel with respect to a later breach of a similar nature or otherwise. A 

course of performance established by a party shall also not stop the other 

party from complaining of a later breach similar In nature.

ARTICLE X 

SEVERABILITY

If any provision or clause of this Agreement or application of this 

Agreement to any person or clrcunstance Is held Invalid, that Invalidity shall 

not affect other provisions or applications of this Agreement which can be 

given effect without the Invalid provision or application. If, however, an 

Invalidity should operate to Impair any material right or remedy of a party to 

this Agreement, that party may terminate this Agreenent by notice to the other.
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ARTICLE XI 

FORCE MAJEURE AND CHANGE IN CONDITION

11.1 Effect of Force Majeure. Except for Purchaser's obligations to 

make payment of money for 011 tendered under this Agreement and except for 

Purchaser's obligations to accept and dispose of Royalty 011, neither party 

shall be liable for any failure to perform the terms of this Agreement when 

the failure 1s due 1n whole or In substantial part to force majeure. The term 

"force majeure" as applied to this Agreement shall mean Acts of God, strikes, 

lockouts and Industrial disputes or disturbances, civil disturbances, arrests 

and restraints from rulers or people, interruptions by government, or court 

orders or by present or future orders of any regulatory body having or 

asserting jurisdiction, acts of the public ene»ny, wars, riots, blockades, 

Insurrections, Inability to secure materials by reasons of allocations 

promulgated by authorized governmental agencies, epidemics, landslides, 

lightning, earthquakes, fires, storms, floods, washouts, explosions, breakage 

or accident to machinery or lines of pipe, freezing of wells or pipelines, or 

any other event or condition, whether of the kind herein enumerated or 

otherwise, not within the reasonable control of the party claiming the benefit 

of this excuse. If however, any material obligation of Purchaser Is excused 

or suspended because of a claim of force majeure for a period of three hundred 

sixty five (365) successive days or more, Seller will have the right to 

terminate this Agreement. Prior to Seller exercising Its right to terminate 

this Agreement Seller and Purchaser shall enter Into good faith negotiations 

to restore, to the fullest extent possible, Seller and Purchaser to the 

beraflts and obligations that existed under this Agreement before the 

occurrence of the force majeure condition.

11.2 Responsibility. Upon the occurrence and discovery of an event 

providing the basis for a claim of force majeure, the party making a claim 

shall notify the other party to this Agreement of Its claim of force majeure. 

Upon the occurrence of an event constituting force majeure that event shall, 

so far as possible, be remedied with all reasonable diligence and dispatch. 

Except for Purchaser's obligations to make payment of money for 011 tendered

-23-



under this Agreement and except for Purchaser's obligation to dispose of Oil, 

the obligations of the disabled party to perform under this Agreement, insofar 

as they are affected by that force majeure, shall be suspended from the time 

that force majeure occurs and for so long as the disability caused should have 

continued had the party claiming the existence of the force majeure remedied 

the event providing the basis of the claim of force majeure with reasonable

diligence and dispatch, and for no longer. The settlement of strikes or

lockouts or industrial disputes or disturbances will be entirely within the 

discretion of the party having the difficulty, and the above requirement that 

any force majeure shall be remedied with diligence and dispatch shall not

require the settlement of strikes, lockouts, or Industrial disturbances by

acceding to the demands of any opposing party therein when such course 1s

Inadvisable 1n the sole discretion of the disabled party.

ARTICLE XII 

NOTICES

12.1 Method. All notices, requests, demands or statements shall be

1n writing, and may be delivered personally to the party to be notified or may

be sent to the party by registered or certified United States mall, postage

prepaid, with a return receipt requested of the party. Notice deposited in

the mall 1n this manner shall be effective upon the expiration of seven (7)

days after 1t is so deposited. Notice given In any other manner shall be

effective only 1f and when received by the addressee. For the purposes of

notice, the addresses of the parties to this Agreement shall be as follows:

If to Seller: State of Alaska
Conmlssloner of Natural Resources 
Pouch "MM
Juneau, Alaska 99811

and
Conmlssloner of Revenue 
Pouch "SH
Juneau, Alaska 99811
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and
Director, Division of Oil and Gas 
Pouch 7-034
Anchorage, Alaska 99510

Telephone:

Telex:

If to Purchaser Petro Star:

\

Telephone:

Telex:

If to Purchaser Chevron:

Telephone:

Telex:

12.2 Change of Address. Each party may change its address for 

notice by giving notice of the change.

ARTICLE XIII 

RULES AND REGULATIONS

This Agreement 1s subject to all present and future valid laws, 

orders, rules and regulations of the United States, the State of Alaska, and 

any duly constituted agency thereof.
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ARTICLE XIV 

SOVEREIGN POWER OF THE STATE

This Agreement and its covenants shall not be Interpreted as a limit 

on the exercise by the State of Alaska of any of Its sovereign or regulatory 

powers, whether conferred on the State by constitution, statute or regulation, 

Including but not limited to, Its regulatory power over the Leases. The 

exercise by the State of Alaska of any sovereign or regulatory power will not 

operate or be deemed to enlarge any rights of Purchaser or to limit or impair 

any obligations or liability of Purchaser under this Agreement, except for 

state statutes enacted after the effective date of this Agreement which have a 

direct and significant adverse effect on the ability of Purchaser to perform 

an obligation under this Agreement other than the obligations to accept, 

dispose of, and pay for 011 tendered under this Agreement.

ARTICLE XV 

SECURITY

15.1 Purchaser Chevron Letter of Credit. Sixty (60) days prior to 

Date of First Delivery, Purchaser Chevron shall cause to be issued and

delivered to Seller an Irrevocable stand-by letter of credit, with an 

effective date no later than the Date of First Delivery, Issued for the

benefit of Seller by a state or national banking Institution of the United 

States ("Issuer"), which 1s Insured by the Federal Deposit Insurance 

Corporation and has an aggregate capital and surplus of not less than One

Hundred Million Dollars ($100,000,000), or other banking institution 

acceptable to Seller In Its sole discretion. The principal face amount of 

such letter of credit shall be a sum estimated by the Commissioner to be equal 

to the aggregate Purchase Price for the approximate total amount of 011 to be 

tendered by Seller to Purchaser Chevron during the first ninety (90) days 

following the Date of First Delivery, calculated at the Purchase Price. The 

letter of credit shall be substantially 1n a form satisfactory to the

Coimilssloner, but in any event shall not require any documents to be submitted
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in support of drafts drawn against this letter of credit other than the 

certified statement of the Commissioner or her designee and the Attorney 

General of the State of Alaska or his designee that Purchaser Chevron is 

liable to Seller for a sum equal to the amount of such draft, and that that 

sum Is due and payable In full and has not been timely paid.

In the event that Seller should have reasonable grounds for asserting 

any claims against Purchaser Chevron under this Agreement and does assert 

those claims 1n an aggregate amount 1n excess of the aggregate principal face 

amount of the letter of credit then in effect, Purchaser Chevron shall upon 

Seller's request (whether or not Purchaser Chevron may deny, reject or 

otherwise resist such claims) cause the principal face amount of the letter of 

credit to be Increased by an amount equal to the excess. The principal face 

amount of the letter of credit shall also be automatically Increased by 

Purchaser Chevron without request from Seller whenever the face amount 1s less 

than the expected Purchase Price of ninety (90) days of 011 tenders to 

Purchaser Chevron under this Agreement, to an amount equal to the expected

Purchase Price of ninety (90) days of 011 tenders to Purchaser Chevron. The

principal face amount of the letter of credit may be decreased by Purchaser 

Chevron upon approval of Seller If the face amount 1s more than the expected 

Purchase Price of ninety (90) days of Oil tenders to Purchaser Chevron under

this Agreement, to an amount equal to the expected Purchase Price of ninety

(90) days of 011 tenders to Purchaser Chevron.

The letter of credit must allow drafts to be drawn and presented to 

the Issuer up to and Including the 90th day after the last delivery of Royalty 

Oil to Purchaser Chevron under this contract. The Commissioner may accept 

such other or additional security as she, 1n her sole discretion, considers 

adequate to protect Seller.



15.2 Purchaser Petro Star Letter of Credit. Sixty (60) days prior 

to the Date of First Delivery, Purchaser Petro Star shall cause to be issued 

and delivered to Seller an irrevocable stand-by letter of credit, with an 

effective date no later than the Date of First Delivery, issued for the 

benefit of Seller by a state or national banking institution of the United 

States ("Issuer"), which Is Insured by the Federal Deposit Insurance 

Corporation and has an aggregate capital and surplus of not less than One 

Hundred Million Dollars ($100,000,000), or other banking institution 

acceptable to Seller in its sole discretion. The principal face amount of 

such letter of credit shall be a sum estimated by the Commissioner to be equal 

to the aggregate Purchase Price for the approximate total amount of 011 to be 

tendered by Seller to Purchaser Petro Scar during the first sixty (60) days 

following the Date of First Delivery, calculated at the Purchase Price. The 

letter of credit shall be substantially 1n a form satisfactory to the 

Coirm1ss1oner, but 1n any event shall not require any documents to be submitted 

1n support of drafts drawn against this letter of credit other than the 

certified statement of the Commissioner or her designee and the Attorney 

General of the State of Alaska or his designee that Purchaser Petro Star is 

liable to Seller for a sum equal to the amount of such draft, and that that 

sum 1s due and payable In full and has not been timely paid.

In the event that Seller should have reasonable grounds for asserting 

any claims against Purchaser Petro Star under this Agreement and does assert 

those claims in an aggregate amount 1n excess of the aggregate principal face 

amount of the letter of credit then 1n effect, Purchaser Petro Star shall upon 

Seller's request (whet) a r  or not Purchaser Petro Star may deny, reject or 

otherwise resist such claims) cause the principal face amount of the letter of 

credit to be Increased by an amount equal to the excess. The principal face 

amount of the letter of credit shall also be automatically Increased by 

Purchaser Petro Star without request from Seller whenever the face amount is 

less than the expected Purchase Price of sixty (60) days of 011 tenders to 

Purchaser Petro Star under this Agreement, to an amount equal to the expected 

Purchase Price of sixty (60) days of 011 tenders to Purchaser Petro Star. The 

principal face amount of the letter of credit may be decreased by Purchaser
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Petro Star upon approval of Seller if the face amount is more than the 

expected Purchase ?rice of sixty (60) days of 011 tenders to Purchaser Petro 

Star under this Agreement, to an amount equal to the expected Purchase Price 

of sixty (60) days of 011 tenders to Purchaser Petro Star.

The letter of credit must allow drafts to be drawn and presented to 

the Issuer up to and Including the 60th day after the last delivery of Royalty 

011 to Purchaser Petro Star under this contract. The Commissioner may accept 

such other or additional security as she, In her sole discretion, considers 

adequate to protect Seller;

15.3 Purchaser Petro Star Amerada Hess Escrow. Sixty (60) days 

prior to the Date of First Delivery, Purchaser Petro Star shall cause to be 

executed and delivered to Seller an executed escrow agreement with a state or 

national banking Institution of the United States ("Escrow Bank"), which 1s 

Insured by the Federal Deposit Insurance Corporation, and which has a 

aggregate capital and surplus of not less than One Hundred Million Dollars 

($100,000,000), or other banking Institution acceptable to the Seller 1n Its 

sole discretion. The escrow agreement shall be 1n a form satisfactory to the 

Commissioner. The escrow agreement shall provide for payment of escrowed 

amounts only after final resolution of the Amerada Hess litigation, Including 

any appeals, and upon tender of a certified statement, signed by the

Conmlssloner of Natural Resources and the Attorney General of the State of 

Alaska. The certified statement shall specify the disposition of the

principal and accrued Interest of the escrow as calculated under the

provisions of Articles II and V of this Agreement, with the full adjusted 

Purchase Price and Interest payable to Seller, and any escrow balance payable 

to Purchaser Petro Star. Before requesting escrow payment, Seller will give 

Purchaser Petro Star at least twenty (20) days written notice of its

calculations for the escrow disposition.



Purchaser Petro Star agrees to make monthly deposits into the escrow 

of the sum equal to $1.12 per barrel of Royalty Oil purchased by Purchaser 

Petro Star from Seller under this Agreement during the previous month. This 

sum represents a negotiated escrow amount, and is not any party's estimate of 

litigation results. The amount of this escrow shall be an element of the 

"Purchase Price" under this Agreement, and shall be subject to periodic 

renegotiation as specified 1n the purchase price reopener provision of Section 

2.4.

Purchaser Petro Star'shall make payments to the escrow at the same 

time as 1t pays Seller under Article V of this Agreement, including increased 

payments necessitated by quantity adjustments under that Article. Purchaser 

Petro Star shall bear all expenses of the escrow, and shall arrange for the 

Escrow Bank to send to Seller monthly statements showing the escrow balance.

15.4 Chevron Backup. Purchaser Chevron agrees that, after receiving 

at least five (5) days notice from Seller, 1t will accept delivery of any 

volumes of Royalty Oil upon which Purchaser Petro Star has defaulted under 

this Agreement. The notice referenced above shall be given by telephone and 

by telex to the telephone number and address provided 1n Section 12.1. 

Purchaser Chevron agrees to take those volumes subject to all the terms of 

this Agreement, except that the price for those volumes shall be the Petro 

Star Purchase Price. Purchaser Chevron will promptly Increase its letter of 

credit to Include the Increased volume. The Conmlssloner will return the 

defaulted volumes to 1n value as soon as possible, and will promptly notify 

Purchaser Chevron of the date on which deliveries to 1t under this section 

will cease.
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ARTICLE XVI 

PREFERENTIAL HIRING

Purchaser agrees to hire and employ Alaska residents and Alaska 

companies to the extent they are available, willing and qualified for all work 

performed 1n Alaska under or 1n connection with this Agreement, Including but 

not limited to construction and operation of facilities to refine or otherwise 

use the Royalty 011. As used 1n this Agreement "Alaska resident" means an 

Individual who has resided in the State for one year at the time of hiring or 

employment and "Alaska companies" means those companies who are Incorporated 

in the State of Alaska or whose principal place of business 1s in Alaska.

Seller acknowledges that under the arrangements Initially contemplated under 

this Agreement, Purchaser Chevron will not be performing work in Alaska under 

or 1n connection with this Agreement.

If this provision 1s determined to be unconstitutional by a court of

competent jurisdiction, then Purchaser agrees to hire and employ Alaska

residents and Alaska companies to the extent such preferential hiring is 

determined to be constitutional.

ARTICLE XVII 

APPLICABLE LAW

17.1 Alaska Law. This Agreement shall be governed by and construed 

1n accordance with the laws of the State of Alaska, excluding any 

confl1ct-of-law rule or principle which might refer such construction to the 

laws of another state or country.

17.2 Submission to Jurisdiction. Any legal action or proceeding

arising out of or relating to this Agreement or for the enforcement of the 

covenants or obligation of either party must be Instituted In a State court of 

general jurisdiction sitting In the State of Alaska, and Purchaser hereby 

irrevocably submits to the jurisdiction of that court In any such action or 

proceeding.
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ARTICLE XVIII 

NO WARRANTIES

The purchase and sale of Royalty Oil under this Agreement is subject 

only to the warranties of Seller expressly set forth 1n this Agreement and 

Seller disclaims and Purchaser waives all other warranties, express or implied 

in law, whatsoever.

ARTICLE XIX 

AMENDMENT

This Agreement may be supplemented, amended or modified at any time, 

but only by written Instrument duly executed by the parties to this 

Agreement. Any material amendment to this contract that appreciably reduces 

the consideration received by the state requires prior approval of the 

legislature.

ARTICLE XX 

SUCCESSORS AND ASSIGNS

No assignment, pledge or encumbrance of this Agreement shall be made 

by either Purchaser without first obtaining the written consent of Seller, or 

by Seller without obtaining the written consent of both Purchasers. The 

Commissioner may grant such consent on behalf of Seller. The Commissioner 

shall have sole and complete discretion 1n granting or denying a proposed 

assignment, pledge or encumbrance. Subject to the above requirements 1n this 

Article, this Agreement will be binding upon and Inure to the benefit of each 

of the parties and its successors and permitted assigns. In addition, if 

Purchaser gains or acquires a controlling Interest In an entity which has an 

agreement with Seller for the sale of 011 ("Other Agreement"), then Seller, at 

Its option and on thirty Days' prior notice, may require Purchaser to 

terminate either this Agreement or the Other Agreement. The choice of which
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Agreement to terminate will be Seller's. Purchaser may request that Seller 

waive this provision in advance of Purchaser gaining a controlling interest in 

an entity which has an agreement with Seller for the sale of Oil. The 

Conmlssloner has sole and complete discretion in granting or denying the 

requested waiver.

ARTICLE XXI 

HEADINGS

Headings used In this A^eement are for convenience only and shall 

not affect the construction of this Agreement.

ARTICLE XXII 

RECORDS

22.1 Preservation of Records. Purchaser will preserve and maintain 

all books, accounts, and records directly relating to the performance of this

Agreement, Including but not limited to the purchase or sale of Oil and its

refined products, for a period of six (6) years. Purchaser will also maintain 

and preserve all similar books, accounts, and records of which 1t has 

possession belonging to those third parties with whom 1t contracts for the

performance of various parts of this Agreement. Neither Purchaser nor Seller 

shall be required to retain any records for more than six (6) years unless 

retention of such records 1s specifically required by applicable law or 

regulation. Purchaser shall either maintain Its records within the State of 

Alaska or make such records available to Seller at Purchaser's principal

office In the State of Alaska within thirty (30) days after written request by 

Seller.
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22.2 Inspection of Records of Parties. Purchaser and Seller will 

accord to each other and to their authorized agents, attorneys, and auditors 

during reasonable business hours access to any and all property, records, 

books, documents, and Indexes directly relating to Purchaser's or Seller's 

performance of this Agreement and which are under the control of the party 

from which access Is desired, so that the other party may inspect, photograph 

and make copies of that property, records, books, documents and indexes. In 

no event,, however, shall Seller be required to disclose any information, data, 

or records which are required to be held confidential by state law or 

regulation. If the Information obtained by Seller may be held confidential 

under state or federal law or regulation, Purchaser may request that that 

information be held confidential by Seller.

ARTICLE XXIII 

INTERPRETATION OF TERMS AND CONDITIONS

In the event that there 1s a disagreement about the meaning or 

application of a word, term, or condition 1n this Agreement, Purchaser will 

present the arguments supporting Its view 1n writing to the Conmlssloner for 

her consideration. The Commissioner will subsequently, within a reasonable 

time, Issue a finding on the meaning or application of the disputed word, 

term, or condition, setting forth the basis for her conclusions. Purchaser 

agrees to accept findings by the Commissioner under this Article as long as 

there is substantial evidence supporting the Conmlssloner's findings.
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DATED this 

SELLER:

/

THE STATE OF ALASKA

oner 7
nt of Natural Resources

PURCHASER PETRO STAR, INC.:

PURCHASER CHEVRON: CHEVRON U.S.A. INC.

By
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EXHIBIT B

RELEASE

For a valuable consideration, the receipt and adequacy of which are 

acknowledged, the undersigned does hereby release and forever discharge ARCO 

Alaska, Inc., BP Alaska Exploration Inc., Chevron U.S.A. Inc., Exxon 

Corporation, Mobil 011 Corporation, Phillips Petroleum Company, Sohlo Alaska 

Petroleum Company, Union Oil Company of California, Amoco Production Company, 

Individually and collectively, and each of their predecessors, successors, 

assigns, and all persons acting by, through, under or 1n concert with them, or 

any of them (the "Releasees"), of and from any and all claims, demands or 

causes of action of aqy nature whatsoever, known or unknown, fixed or 

contingent, hereinafter made against the Releasees, or any of them arising out 

of, based upon, or relating to the purported storage rights of the State of 

Alaska with respect to royalty oil produced from the land as to which the 

Kuparuk River Unit Agreement 1s now effective on to which It may be extended.

The undersigned represents and warrants that there has been no assignment 

or other transfer of any Interest 1n any claim which agrees to Indemnify and 

hold Releasees, and each of them, harmless from any liability, claims, 

demands, damages, costs, expenses and attorney's fees Incurred by Releasees, 

or any of them, as a result of any person asserting assignment or transfer or 

any rights or claims under that assignment or transfer. It 1s the Intention 

of the parties that this Indemnity does not require payment as a condition 

precedent to recovery by the Releasees against the undersigned under this 

indemnity.



The undersigned agrees that if after execution of this Release the

undersigned comnences, joins in, or in any manner seeks relief through any

suit arising out of, based upon, or relating to any of the claims released 

under this Release or in any manner asserts against Releasees, or any of them, 

any of the claims released under this Release, then the undersigned will pay 

to Releasees, and each of them, In addition to any other damages caused to 

Releasees by that action or claim all attorney's fees Incurred by Releasees in 

defending or otherwise responding to the action or claim.

The undersigned further understands and agrees that the execution of this

Release shall neither consltute nor be construed as an admission by the

Releasees, or any o f  them, that they have any storage obligation with respect 

to the State's royalty oil.

PETRO STAR, INC. DATE

CHEVRON U.S.A. DATE
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Chevron Chevron U.S.A. Inc.
2950 Buskirk Avenue, Walnut Creek, California
Uti Addrm PO. Boi 9000, Concord. CAS4&24

Supply & Distribution Oeparunent 
Western Region 
J. F. Menear 
M»n»g*f, Su«iy

Asv'jniMmigifi 

T A. Hecht 
Product Suppdy

L. W. Corbett, Jr. 
flMtMmtni.Suopry C R U D E  OIL P U R C H A 5 E - S A L E  A G R E E M E N T  

B E T W E E N

C H E V R O N  U.S.A. INC. A N D  P E T R O  S T A R  OIL C O M P A N Y  

C H E V R O N  C O N T R A C T  N O .  I6560S 

P E T R O  S T A R  C O N T R A C T  NO. C36001 

D E C E M B E R  1, 1985

This document, when duly executed, evidences our Crude Oil Purchase and Sales 

Agreement (hereinafter called Agreement) by and between Chevron U.S.A. Inc., a 

Pennsylvania corporation, (hereinafter called Chevron) and Petro Star Oil 

Company, an Alaska corporation, (hereinafter called Petro Star) to purchase and 

sell crude oil of the quantity and quality specified under the terms and conditions 

set forth below:

1. Terms This Agreement shall be effective upon commencement of the 

Royalty Oil Contract, D N R  #10-4017, (State Contract) between the State of 

Alaska, Petro Star and Chevron and will be cancelled at the same time that 

the State Contract is cancelled. Nominally, the term of the State Contract 

is up to ten years, ending September 30, 1996, but the State Contract can be 

reduced or cancelled on nine months notice. If Chevron's purchase of 

Royalty Oil under the State Contract is reduced or cancelled for any reason, 

then Chevron shall have the right to reduce or cancel this Agreement at the 

same time.



Chevron Delivery: Chevron shall deliver and Petro Star shall receive that 

percentage of Royalty Oil purchased by Chevron under the State Contract 

(approximately 4,000 barrels per day) of Kuparuk Royalty Oil and delivered to 

P u m p  Station <5*1. Title and Risk of Loss shall pass from Chevron to Petro 

Star as the crude oil passes the L A C T  measurement at P u m p  Station //I 

Trans-Alaska Pipeline (TAPS).

Petro Star Delivery: Petro Star shall deliver and Chevron shall receive an 

equal volume to that delivered by Chevron in item 2 above (approximately 

4,000 barrels per day) of Alaskan North Slope C o m m o n  Stream into Chevron's 

nominated vessel at Valdez, Alaska. Petro Star will incur any actual intransit 

losses between P u m p  Station Hi and Valdez. Title and Risk of Loss shall pass 

from Petro Star to Chevron as the crude oil passes the last permanent flange 

connecting shore facilities to Chevron's nominated vessel at the Valdez 

terminal.

Price: Chevron shall sell to Petro Star at P u m p  Station Hi at a price of 

$17.00 per barrel for 27° API oil adjusted by the actual Trans Alaska Pipeline 

system quality bank adjustment in effect at time of delivery for gravities 

above and below 27° API. Chevron will purchase from Petro Star at Valdez 

at the same price ($17.00 per barrel for 27° API) adjusted for actual gravity 

received on the same basis, plus the weighted average T A P S  tariff for a l l  

deliveries through T A P S  in effect for the month of delivery.

There shall be no adjustments of the $17.00 price because of the State of

Alaska et al v. Amerada Hess Corp., et al case. The invoice price in this
/

contract is Tor the purpose of settlement of time value of money differences 

between delivery and receipt of oil.
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5. Invoices Invoices shall be sent by the tenth (10th) day of the month

following the month of delivery.

Petro Star - 3 -

6. Payments Payment shall be made to the appropriate address stated herein 

by the 20th day of each month for deliveries made during the preceding 

month.

Payments due Chevron: Payments due Petro Star:

Chevron U.S.A. Inc. 
Account No. 010-431026 
Crocker National Bank 
55 San some Street 
San Francisco, C A

Petro Star, Inc.
Account No. 84-02371-2 
Alaska Mutual Bank 
Minnesota-Benson Branch 
1500 West Benson Blvd. 
Anchorage, A K

7. Basis of Settlement: This Agreement shall be on an equal volume basis. Any 

difference in quantities delivered each month shall be carried forward. Any 

remaining barrel balance shall be liquidated by delivery of the crude oil 

within 60 days of termination of this Agreement or any other mutually 

acceptable procedure.

8. Gauging and Sampling: The quantity and quality of all crude oil delivered 

hereunder via pipeline shall be determined by an approved L A C T  unit at 

P u m p  Station 01 or Valdez as appropriate.

9. Credit: Petro Star shall post an irrevocable standby Letter of Credit in a 

form acceptable to Chevron for approximately $4,150,000. Said Letter of 

Credit shall be continuously in effect for 60 days beyond date of delivery or 

shall have renewable features acceptable to Chevron. Chevron shall receive 

said Letter of Credit prior to' making any deliveries.
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Petro Star - 4 -

10. Notice: Any notice hereunder shall be in writing and shall be transmitted by 

personal delivery, telegram, telex, telefax or mail to the following addresses 

or to such other addresses as either party may designate in writing:

Invoices, payments and accounting matters:

Chevron U.S.A. Inc.
P.O. Box W, Section 427 
Concord, C A  94524 
TELEX: 335-329 C H E V  S P L Y  W N C K  
T E L E C O P Y :  (415) 944-8989

All other correspondence:

Chevron U.S.A. Inc.
Attn: Western Region, S6cD 
P.O. Box 9000 
Concord, C A  94524 
TELEX: 176967 C H E V C O R P  S F O  
T W X :  9103727340 C H E V C O R P  S F O  
T E L E C O P Y :  (415) 944-6269

Petro Star, Inc.
P. O. Box 56239 
North Pole, A K  99705 
TELEX: 36-686 
T E L E C O P Y :  (907) 488-9057

Petro Star, Inc.
P. O. Box 56239 
North Pole, A K  99705 
TELEX: 36-686 
T E L E C O P Y :  (907)488-9057

II. Marine Provisions: Marine Provisions per T A P S  port information manual will 

supersede Chevron Marine Provisions dated April t, 1984 where appropriate. 

Otherwise, the Chevron U.S.A. Crude Oil Marine Provisions dated April 1, 

1984 attached hereto are included in and made part of this Agreement. In 

case of conflict between the terms and conditions above and the Crude Oil 

Marine Provisions, the terms and conditions above shall apply.

12. General Provisions: Chevron's General Provisions dated September 1, 1983 

will be attached to and made a part of this Agreement. In case of conflict 

between the terms and conditions above and the General Provisions, the 

above terms and conditions shall apply. Usual industry practice shall apply 

for conditions not covered by the above terms and conditions or by the 

General Provisions.



Petro Star

The undersigned, as authorized parties, agree to the above terms and conditions,

A G R E E D :

P E T R O  S T A R  OIL C O M P A N Y

Stephen T. Lewis 

January 10, 19R6

A G R E E D :

C H E V R O N  U.S.A. INC.

By. Q i ^ a . c

A. M, Caccamo



CHEVRON U.S.A. INC. ' September 1,1983
CRUDE OIL GENERAL PROVISIONS

1. DEFINITIONS: When used in this Agreement, the terms Hated below have tha following moaning*:
"Affiliato" maana a corpc/ation controlling, eonuoded by or under common control with either party.
*■ API" maana tha American Petroleum Inatitut#.
"ASTM" maana the American Society lor Teating end Materials.-
“ Barral" maana forty-two (42) United Stata* gallon* at aixty dagraaa Fahranhait (60*F) of cruda oil ahar daducting any S&W 
praaant, unlaa* otharwiaa notad. Thia measurement correspond* to tha "Nat Standard VoHim*."- In berraia at 60*F, a* dafinrd m 
tha Annex to Chaptar 1. API Manual of Pauolaum Measurement Standard* datad Octobar 1981
"B/D" maana barrel* par calender day..............  *’
"S&W" maana aadimant and wetar. ,
“ Day". "Month", and "Y«ar" maan, raapaetivaty, calar.dar day, calendar month and caltndaryaaronNw otharwiaa apadflad.
"Crude Oil** maene crude oil and/or crude condenaata, as appropriate.
"FOB", "C.I.F.", and "C&F" shall ba aa dafinad in tha lataat adttion of Inootarma. • ■ ■ ■

. ; *    • - •2. FINANCIAL RESPONSIBILITY: If, during tha tarm of thia Agraamant. tha financial raaponnibllity (including, but not limitad to,
aithar party's ability to parform undar Warranty of Titlal of tha owing patty bacomas impairad or un$atj*factory to tba other party, 
than in any auch cast advanca cash paymant, proparly andorsad nagobablc biHa of lading, or satisfactory afcurity shall ba givan' 
upon dam and, and parformanca haraundar may ba withhatd untu such paymant. bill* of lading or security Is racaivad: If such 
paymant, bill* of lading, or sacurtty is not racaivad within fiftaan (15) days from dsmsnd therefor, tha damanding party may 
tarminata this Agraamant. In tha avant aithar party makaa an ssalgnmsm for tha ban#fit of creditors or any ganaral arrangamant 
w ith craditors. or if thara ars institutad by or againn aithar party procaadinga m bankruptcy or undar’any inaolvaney la w or la w for 
raorganization, racaivarship or diaaolution, tha othar party may withhold thipmants or tarminata this Agraamant without notice. 
Tha axarciaa by aithar party of any right undar this paragraph ahaU ba without prejudice to any pi«ini for damages or any othar. 
right undar thia Agraamant or appilcabls law. ( ,, , . 4, . • ........................ •

3. OFFSET: In tha avant aithar party ahall fail to make timaly dalivary of any cruda oil, dus and owrfng'to tho othar party, or in tha 
avant aithar party ahall fail to make timaly paymsm of any monias dua and owing to  tha othar party, tha othar party may offaat 
any dalivsrio# or paymant* dua undar this or any othar agraamant bttwaan tha partiaa and th tir afflllataa. •

4. NECESSARY DOCUMENTS: Each party hereto agraaa to furnish to tha othar party to tha bast of its ability all availabla substanti­
ating documents incidsnt to tha transaction, including a satisfactory sourca documant for aach volume delivered and an invoica . 
for any month in which tha auma ara dua.

5. MUTUAL AGREEMENT REGARDING TERMINATION: Tha partiaa harsto Jo not intand to craste bttwaan lham by thia Agraamant
a continuing obligation to buy, sail, or axchanga cruda oil othar than sc spacifiad in tha ’armination provjswna contained else- 
whara hartm. Accordingly, tha partiaa haraby mutually agraa to said tarmination provisions, and aach party haraby eaprejsly 
waivas any rights it may hava undar any existing or future stata or fadaral government regulations which would Insist upon tne 
continued supply of crude oil provided herein. , j,  , .

6. TITLE: Title to end risk of loss of tha cruda oil daHvar ad haraundar shall pass from tha delivering party to th f receiving party u  tha 
crude oil is delivered into tha receiving party's faculties designated elsewhere in this Agraamant.
For marina deliveries, title and rialt of toss of cargo shafl past at tha vassal's last permanent flange connecting to tha terminal, 
provided however, any loss of or damage to tha cargo during loading or discharging caused by tha fault of tha yaaaai snail ba.for 
the account of tha party daWvaring from/rocaiving onto »>tch vassal.

7. WARRANTY: Tha dadvarlng party warrants (|) that It has good and sufficient legal title to tha cruda oil delivered by it haraundar 
and its right to deliver same, (bt that said oil has been produced, handled and transported to tha delivery point hereunder m 
accordance with tha laws, rules and regulations of all local, stata or federal authorities having jurisdiction thereof.
Tha delivering party agraaa to  Indemnify and hold receiving party harmless from and against any ipsf^claim.or dams ndoyrtw on 
of any faUgra of auch tide to  auch crude oil or failure or breaidi of thia warranty. .

8. QUALITY: Neither party the)! be obligated to accept crude oil containing S&W in excess of 1 % (3% for production in California) 
by volume or local pipeline requirements, whichever is less-
Crude oil delivered hereunder ahafl be merchantable, virgin crude ofl-frec o f Organic chlorides, oxygenated hydrocarbon*. Itad 
and any other contaminant* not normally associated with cruda oU, and acceptable to tha camera involved. "

9. TESTS AMD MEASUREMENTS: AN gauging, sampling, end testing of deMvtflee shall be made In accordance wit* latest 
approved methods of tha API for the delivery method In then currant general use at tha point o f deftvery. FuN deduction ahall ba 
made for S&W. such determination ahall be mad* according to AR Petroleum Maasuramant Manual, Chaptar* 101 & 10.2..: 
(water by distWition and aadimant by extraction, currently aam# aa ASTM D-473 and D-400B) at thgoa location! wrucn regularty 
meaaur a S&W in thia manner. At other locations, auch da tarmination to b* made in accordance with AR Petroleum M eeam tment 
Manual, Chaptar 10.3 (camrtfug* method, currently same as ASTM 0-40071 in i ts  than la te r revision; Each parry may have a 
raprestn triva praaant at aH gauging, templing, and testing of tha oNa delivered haraundar. If one party does not m«*. • repre­
sentative availabla to witness gauging, sampling, and fa ring , tha result* drsrm ined by tha representative pretant snail ba 
binding on both parties. It is agreed that independent commercial inspection shall not be employed to witneaa pipai n* or truck



t lie quai'tity Cl iT.utinu lieiivj/us n a it ox aaiominea uy «tccaptanle cmtoOy transler matar, if available, or Oy snore tark g* 
at tha tarminal. Tha Quality and quantity of marina deliveries ahall be datarmmcd by a mutually acceptable licensed pe trow  

• inspector with costa shared equally. Findings of tha indepunoent mannf inspaqor shall ba binding on both parties.
10. FORCE MAJEURE: In tha avant aithar party is rendered unable. wholly or in pan. to pertorm its obligations under this Agraamant 

(other than to make payments d i ' i  haraundar) due to acts of God. fi rods, fires, explosions, weather, strikes, lockouts or other 
industrial disturbances, tvara or any law, rule, order or anion of any court or inatrumantality of tha fadaral or any state govern­
ment, or d re to exhaustion, reduction or unavailability of cruda oil at tha source of supply from which deliveries are normally 
made haraundar, or any other, cause or causes laxcapt financial) beyond its control whether similar or dissimilar to those star 
abova, it is agraad that the obligations of aach party shaft ba auspecJed for tha continuance of any mobility so caused but for r.. 
longer period. Tha party claiming force mateure ahall immediately notify tha other party promptly ol tha nature and e* imated 
duration of auch inability to perform. Tha causa of such inability to perform shall, to  far as possible, be remedied with all
reasonable dispatch. . .

♦ • * ' •
If, by raason of such causa, making or accepting deliveries is curtailed in part, the party prevantad fr xn  accepting or making 
deliveries of the conv ic t volume may apportion fairly tha volumes it can delivar or accept in the ordinary course of businass 
among its suppliers or customers, whether or not undar contract. In tha avant of such apportionment, tha volume of tha other 
party's deliveries or receipts will ba reduced in a Ilka amount.

11. PERSONAL PROPERTY TAX ON EXCHANGE DELIVERIES: Whan applicable, property taxes on any crude oil exchange balance 
, existing haraundar on tax assessment data each year w ill not bacoma a lien and tha party to whom tha oil ie due will not be

required to reimburse tna othar party for any property taxes levied thereon unless specific agraamant to the contrary has been 
reached by the parties prior to the applicable tax assessment date of that yaar. In the event such agreement has bean made, the 
invoices requiring payment of such property taxes ahall ba aubminad from on# party to tha other prior to the and of the applicable 
,>eer. The location for tax purposss. at which auch cruda oil axchanga balance js dua ahall be determined by mutual.pgreemtnt of 
tnepartiea. • . .

• I# * *
12. WINDFALL PROFIT TAX: Tha dalivaring party haraby warrants that any withholding, deposit or payment of Windfall Profit Tax 

applicable to oil delivered hereunder has been or w ill ba made by a party othar than the recalving parry. The delivering party agrees
' to indemnify end hold the receiving party harmless for tho full amount of any taxes, penalties or interest which mey ba required to 

' be paid by the receiving party es e result of reliance upon thia warranty. For the purposes of this agraamant. tha raceivtng party 
, w ill not ba considered "First P< i. chaser" o f said crude oil for Windfall Profit Tea purposes, and aa a result shall not ba obligated to 
‘ withhold or pay any Windfall Profit Tax on receipta hereunder............. . - . <■ •  =-  ....

13. • TAXES AND PTES. GENERAL: Liability for ell other Incoma tax*:, franchise taxes or similar taxes required to maintain the
corporate existence, excises, charges, duties, tariffs, snd inspection and othar feat either now in affect or hereafter imposad by 
e federal, state or local government, or any governmental agency, authority or subdivision, upon the subject crude oil or opera* 
tions covered under this Agreement, after title to  such crude oil has passed to the recurving party. wIN be paid by tha receiving 
party. In those cases where either laws or regulations impose upon the party making tha delivery the obligation to pay or collect 
the tax. excise, charge, duty, tariff, inspection or other fees listed above, the party receiving tha crude oil shell reimburse the v 
other for such amounts.

4. FEDERAL CONTRACT CLAUSES: The attached "Certificate of Nonsegregated Facilities Clause" and the following Executive 
Orders ere meorporeted herein by reference. The word "contractor" as used therein shall refer to each party to this convact.

• Unless exempted by Feoeral law. rule, regulation, or order, each party shall comply w ith the provisions of such Certificate or 
Executive-Orders during the performance of thie Agreement. " "

• . I •* » ' ■ *
Executive Order 1,1246.es emended. Equal Opportunity; . .. . .

B. Executive Order 11701. Affirmative Action for Disabled Veterans and Veterans of the Vietnam Ere:
• i .*

. C. Executive Order 11758, aa amended. Affirmative Action for Handicapped Workers.
15. ALTERATIONS: No oral promises, agreements cr warranties shall be deemed e pert hereof, nor shell any alteration or amendment 

o f this Agreement, or waiver of any of its provisions, be binding upon either party hereto unless the seme be in writing, signed by
: the party charged. • 1 •

16. AUDfT: Each party and its duly authorized representatives aheU have access to the. accounting records and other documents 
■ maintained by the other party which relate to this Agraamant snd ahall tiaye the right tp audit such rfcorde at any reesonabie time

or timas-within threeyeara after the termination o f this Agreement. '
17. CONFLICTS OF MTEREST: No dii actor, employee or agent of either party ahaU give or receive any commission, I aa, rebate, gift or 

entertainment of significant cost or value in connection w ith this Agreement. Any rtprasantetlvefs) authorized by either pany 
may audit the applicable records of the other party for the sole purpose of determining whether there has bean compliance with 
this paragraph. . . . . . . .

18. ASSIGNMENT: This Agraamant shall not ba assignable by aithar party without written consent of the other, except tnat either 
party may assign this Agreement to  *ny affiliate, provided that any auehiueigoment shad not reisasa the Assignor of eny of the 
obligations hereunder.   . . . .............

19. WAIVER: Yhe waiver by either party of the breach of any provision hereof by the other party shell not be deemed to be a waivarof 
the breach Qf arty othar provision or provisions herepf or .of any subsequent or oontinuiog breach a t  auch provision or provisions.

20. SUCCESSORS: Everything contained herein which binds or affects the parties hereto sh*H In like manner bind a no effect thair 
respective euoceaaors and assigns. ' . ' ,
GOVERNING IAW: This Agreement, end any <S*putae arising hereunder, ahal be governed by the lews of the State of California

END OF GENERAL PROVISION?} ‘ -
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CHEVRON U.S.A. INC.
MARINE PROVISIONS 

April 1.1984

As used in those Marine Provisions, "o il" shall mean any crude oil, crude condensate or refined petroleum product as 
appropriate to the Agreement to  which these Marine Provisions are attached.

1. NOTICE: The terminal shall be notified by letter or telegram of each vessel nominated under this agreement not less 
than seven (7) days prior to  expected arrival date. The terminal shall be further notified of scheduled arrival date 72, 
48, 24 and 6 hours in advance o f arrival. A fter the 6 hour notice, the terminal shall immediately be notified when a 
scheduled arrival time changes by more than tw o  (2) hours.
The vessel w ill be required to send the terminal answers to critical preberthing questions at least 48 hours prior to 
ETA. The terminal w ill provide these preberthing questions so as to allow the vessel a reasonable time to respond.

2. VESSEL CLEARANCE: A t the time the terminal is first notified o f vessel, as stated above, the terminal shall have the 
right to refuse acceptance o f such vessel if in terminal's sole opinion such vessel for any reason is unacceptable. The 
terminal's acceptance or rejection o f the nominated vessel shall be communicated to the other party within 
forty-eight (48) hours after the term inal's receipt of nomination. The terminal's acceptance of any vessel shall not 
constitute a continuing acceptance of such vessel for any subsequent loading or discharge.

3. NOTICE OF READINESS: A fter the vessel has arrived at the customary anchorage or other place o f waiting and is 
otherwise in all respects ready to proceed to berth and commence loading or discharging oil, the Master or his agent 
shall tender Notice of Readiness co the terminal by letter, telegraph, wireless, radio telephone, or telephone. Such 
notice shall not be given until after the vessel has received all port clearances.

4. VESSEL BERTHS: The terminal shall provide a berth fo r the vessel where tha vessel can always lie safely afloat 
(within the specified maximum drafts and the specified minimum water depths) free of all wharfage and dockage 
dues. Ail duties and other charges on the vessel, including w ithou t lim itation those incurred for tugs and pilots, 
mooring masters, other port costs and tax on services fo r cargo transfer, shall be borne by the vessel. The terminal 
shall not be deemed to warrant the safety of any channel, fairway, anchorage or other waterway used in approaching 
the designated berth. The terminal shall not be liable for any loss, damage, injury or delay to vessel resulting from the 
use of such waterways not caused by the terminal's fau lt or neglect.
All vessels shall be furnished a berth at the terminal in order o f their arrival, as determined by receipt of Notice of 
Readiness. T! o terminal may require vessel to sh ift berth from one safe berth to another safe berth. The terminal shc.ll 
pay all pilot, tug and port expenses incurred in shifting the vessel, and time consumed on account o f such shifting 
shall count as used laytime.

5. LAYTIME: Used laytime shall commence six hours after Notice o f Readiness has been tendered by vessel, berth or no 
berth, or when the vessel is all fast (finished mooring), whichever occurs first. If the vessel is to be loaded or 
discharged at more than one port, the terminal shall be allowed up to six hours fo llow ing vessel's tender of Notice of 
Readiness in which to make a berth available a t each port before used laytime commences. If the vessel arrives 
before the first day of the latest accepted arrival date range, Notice o f Readiness shall not be effective until 0001 
hours local time o f the firs t day o f the latest accepted arrival date range, unless the terminal elects to accept the 
vessel earlier, in which case used laytime shall begin when the vessel is all fast. If the vessel arrives after the last day 
of the latest accepted arrival date range, used laytime shall not begin until the vessel is all fast.
The amount of laytime the terminal is allowed to  load to or receive from tank ships ("allowed laytime") shall be 36 
hours for full cargoes or pro rata thereof fo r part cargoes. For the purpose o f this contract, a full cargo shall be the 
maximum volume which the vessel can carry a t the gravity of oil delivered and at the draft available at the terminal. 
Time consumed due to any of the fo llow ing shall not count as used laytime.
a. Any delay to the vessel in reaching or departing the berth (including we*'.her delays) caused by any reason or 

condition not reasonably w ith in  the term inal's control;
b. Any time consumed by the vessel in moving from port anchorage to all fast in berth or time consumed by the 

vessel lining up;
c. Any delay due to  the vessel's condition or breakdown or inability o f the vessel's facilities to load or discharge 

cargo (1) w ith in the laytime allowed or (2) as stated in the information provided fo r vessel clearance;
d. Any delay due to  prohibition o f loading or discharging at any time by the owner or operator of the vessel or by the 

port authorities unless such prohibition is caused by terminal facility's failure to comply w ith applicable laws or 
regulations;

e. Any delay due to  vessel bunkering;
f. Any delay due to  vessel discharging or shifting of ballast, slops or contaminated cargo.
g. Any delay due to  pollution or threat thereof caused by any defect in the vessel or any act or omission to act of the 

Master or crew o f the vessel.
h. Any delay due to  violation by vessel o f the operating and/or safety regulations o f the terminal, non-compliance 

w ith Coast Guard regulations or failure to obtain or maintain an Oil Pollution Responsibility Certificate.



Used laytime shall cease upon disconnection o f hoses or cargo arms after all oil has been loaded or discharged. The 
vessel shall vacate the berth expeditiously consistent w ith safe operating practices (unless permission to remain is 
expressly granted by the terminal).

6. DEMURRAGE: The party receiving into/delivering from the terminal shall pay demurrage for all time that used laytime 
exceeds allowed laytime at a rate appropriate to the size and trade of vessel, as specified in the body of this 
Agreement. Demurrage incurred in port on a temporary basis by reason of fire, explosion, storm or by strike, lockout, 
stoppago or restraint o f labor or by breakdown o f machinery or equipment in or about the terminal shall be paid for at 
one-half the rate otherw ise provided fo r demurrage. The terminal shall not be liable for any demurrage due to delay 
caused by strike, lockout, stoppage or restra int o f labor of Master, officers and crew of the vessel or tugboat or pilots. 
In the event loading or discharging is term inated prematurely as the result o f a force majeure situation, used laytime 
shall cease at the time the incident causing the termination o f the operation commences.
The principle "once on demurrage always on demurrage" shall not apply. Demurrage claims must be accompanied 
by such supporting data as the terminal may reasonably request. Such claims must b» made and so accompanied 
w ith in 90 days from the date o f the completion of loading or discharge of the cargo in question.

7. HOSES: Hoses and steel loading arms shall be furnished by the terminal and shall be connected and disconnected by 
the terminal, or at the option o f the terminal, by the vessel at the terminal's risk and expense.

8. U.S. COAST GUARD COMPLIANCE: Vessels shall fu lly comply (or hold necessary waivers if not in compliance) w ith 
all applicable U.S. Coast Guard regulations in e ffect as of the date vessel berths. Any delay resulting from vessel's 
non-compliance shall not count as used laytime.

9. ENVIRONMENTAL COMPLIANCE: Vessel w ill comply w ith all local, State, and Federal environmental laws and 
regulations while berthed at the terminal. If vessel fails to comply w ith  such Iaw3 and regulations, the vessel may be 
required tc  leave the terminal. Any vessel delay time caused by the vessel's failure to  meet such laws and regulations 
shall not count as used laytime.

10. OIL POLLUTION RESPONSIBILITY CERTIFICATE: Vessels shall comply w ith the U.S. Federal Water Pollution Control 
A c t, as amended, and shall have secured and carry aboard the vessel a current U.S. Coast Guard Certificate of 
Financial Responsibility (Water Pollution). Terminal shall not be liable for demurrage or other expenses during any 
time lost as a result of failure to obtain or maintain the Certificate.

11.. POLLUTION PREVENTION AND RESPONSIBILITY: (a) In the event an escape or discharge of oil occurs from the 
vessel and causes or threatens to cause pollution damage, the vessel w ill promptly take whatever measures are 
necessary to prevent or m itigate such damage. The vessel hereby authorizes the terminal, or its nominee, at the 
terminal's option, upon notice to the vessel, to undertake such measures as are reasonably necessary to prevent or 
m itigate the pollution damage. The terminal or its nominee shall keep the vessel advised o f the nature and results of 
any such measures taken and, if time permits, the nature o f the measures intended to be taken. Any of the 
aforementioned measures shall be at the vossel's expense w ith  the right to  deduct the costs thereof from monies 
payable under this Agreement (except to  the extent that such escape or discharge was caused by the terminal), 
provided tha t if the vessel considers said measures should be discontinued, the vessel shall so notify the terminal or 
its nominee and thereafter the terminal or its nominee shall have no right to continue said measures at the vessel's 
authority or expense. This provision shall be applicable only between the parties and shall not a ffect any liability of 
the vessel to third parties, including, bu t not lim ited to  governments.
(b) The vessel shall be a participating vessel in Tankers Owners Voluntary Agreement Concerning Liability for Oil 
Pollution ("TOVALOP"). The owner o f the cargo shall be and shall continue to be an Oil Company Party to the 
Contract Regarding an Interim Supplement to  Tanker Liability for Oil Pollution ("CRISTAL").

12. WHARF DAMAGE: Vessel assumes full responsibility fo r any damage sustained by wharves, berths, or docks owned 
or maintained by terminal arising out o f the negligent or improper operation o f tows, barges, or any other waterborne 
craft, 9ither owned or operated by vessel or being operated by Subcontractors o f vessel. Vessel shall fully and 
completely indemnify terminal fo r any such damages.

13. CRUDE OIL WASHING: The Master o f the vessel shall request the term inal's permission at least 48 hours before 
arrival if the vessel intends to carry out Crude Oil Washing in port and shall comply w ith  any terminal guidelines on 
Crude Oil Washing.

14. INERT GAS SYSTEM: The vessel shall comply w ith  any terminal guidelines on Inert Gas Systems. All vessels 
equipped w ith  an Inert Gas System shall keep the system operable a t all times during berthing, while at benn and 
during unberthing. The Master o f the vessel shall provide the terminal w ith  a signed declaration that the vessel s inert 
Gas System is operational and tha t the cargo and slop tanks are inerted. The Master o f the vessel shall immec'.itely 
notify the terminal if the Inort Gas System becomes inoperable or if the vessel is unable to maintain a uusitive 
pressure and/or an oxygen content at or below eight percent by volume in the cargo and slop tanks.

END OF MARINE PROVISIONS
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D E P A R T M E N T  O F  L A W

O F F  I C E  O F  T H E  A T T O R N E Y  G E N E R A L  

Janua ry  14, 1986

R E P L Y  TO:

\ S ^ 1 0 3 1  W  4th A  V E N U E  
SUITE 200
A N C H O R A G E .  A L A S K A  99501 

P H O N E :  1907) 276-3550

□ 1s t  N A T I O N A L  C E N T E R  
1 0 0  C U S H M A N  ST.
SUITE 400

FA I R BANKS. A L A S K A  9 9 7 0 1  
P H O N E :  1 9 0 7 )  4 5 2 - 1 5 6 8

□ P O U C H  K  - S T A T E  C A P ITOL 
JU N E A U .  A L A S K A  99311 

P H O N E :  1907) 465-3600

B I L L  S H E F F I E L D ,  G O V E R N O R

The Hono rab le  Ben F .  G russendo r f  
S peake r  o f  th e  House o f  R e p r e s e n ta t i v e s  A la s k a  S t a t e  L e g i s l a t u r e  
Pouch V
Juneau ,  A la s k a  99811
R e fe r e n c e :  "An Act R e l a t i n g  t o  th e  S a l e  and Purchase o f  R o y a l t y

O i l  f rom the  Kuparuk U n i t  between th e  S t a t e  o f  A laska  
and P e t r o  S t a r ,  I n c .  and Chevron U .S .A .  I n c .

Dear Mr. Speake r :
I n  accordance w i th  AS 3 8 . 0 6 . 0 4 0 ( a ) ( 3 ) ,  I  am fo rw a rd ing  f o r  

y o u r  c o n s i d e r a t i o n  th e  r e s o l u t i o n  o f  th e  A la ska  R o y a l t y  O i l  and Gas 
Deve lopment A dv is o r y  Board which recommends t h a t  the  l e g i s l a t u r e  
app rove  t h e  r e f e r e n c e d  s a l e  o f  r o y a l t y  o i l  t o  P e t r o  S t a r  and Chevron U .S .A .

I f  we can be o f  f u r t h e r  s e r v i c e ,  p l e a s e  do no t  h e s i t a t e  t oc a l l .
S i n c e r e l y ,
HAROLD M. BROWN 
ATTORNEY GENERAL
By:

Ann E. P rezyna  (/ 
A s s i s t a n t  A t t o rn e y  Gene ra l

AEP/ma

03.C5LH
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) f f ic 8  o f tho A ttorney C  The A la sk a  R o y a l t y  O i l  and Gas Development Adv 1
Anchorage. A iaskpR e s o l u t i o n  85 -2

On o r  abou t  Octobe r 23 , 1985 ,  th e  d i r e c t o r  o f  th e  d i v i s i o n
o f  o i l  and gas ( " d i r e c t o r " )  p r o v id ed  th e  A la ska  R o y a l t y  O i l  and 
Gas Development Adv iso ry  Board w i th  th a  p r e l im i n a r y  n o t i c e  o f  
s a l e ,  p r e l im i n a r y  f i n d i n g s ,  and p roposed  c o n t r a c t  f c r  a l o n g - t e rm  
s a l e  o f  up t o  abcut 6500 b a r r e l s  p e r  day o f  Kuparuk R i v e r  U n i t  
r o y a l t y  o i l  t o  P e t r o s t a r ,  I n c .  and Chevron U .S .A .  I n c .

T h i s  p roposed  s a l e  has been d i scu s sed  a t  s e v e r a l  p u b l i c  
meet ings h e ld  by th e  boa rd  d u r in g  1985 .  At the  Feb rua ry  20 
mee t ing ,  P e t r o s t a r  r e p r e s e n t a t i v e s  t e s t i f i e d  i n  s u p p o r t  o f  a 
r o y a l t y  o i l  s a l e .  On March 2 6 ,  s t a f f  o f  the  A la ska  Department o f  
N a tu r a l  Resou rces  (DNR) r e p o r t e d  t o  th e  boa rd  on the  s t a t u s  o f  a 
s o l i c i t a t i o n  f o r  pu rch a se r s  o f  s t a t e  r o y a l t y  o i l .  At th e  A p r i l  
12 mee t ing ,  DNR p re sen ted  a s t a t u s  r e p o r t  on th e  s o l i c i t a t i o n ,  
which was r e l e a s e d  A p r i l  1 . On J u l y  25 ,  DNR p re sen ted  t o  the 
boa rd  a r e c a p i t u l a t i o n  o f  the  re sp on se s  t o  the  s o l i c i t a t i o n .  At 
th e  meet ings o f  th e  boa rd  h e ld  September 2 6 -27  and Oc tobe r  7 , the 
boa rd  r e c e i v e d  p u b l i c  t e s t im on y  on a p roposed s a l e  o f  Kuparuk 
r o y a l t y  o i l  t o  P e t r o s t a r  and Chevron . On Octobe r 30 ,  the 
d i r e c t o r  made a p r e s e n t a t i o n  t o  th e  boa rd  on the 
P e t r o s t a r - C h e v r o n  c o n t r a c t  p roposed  i n  DNR's Oc tobe r  23 
p r e l im i n a r y  f i n d i n g s ;  th e  boa rd  a l s o  r e c e i v e d  p u b l i c  t e s t im on y  on 
the  p roposed  c o n t r a c t .  The l a s t  two meet ings were h e ld  by 
t e l e c o n f e r e n c e  i n  Anchorage, F a i r b a n k s ,  V a ld ez ,  and Juneau .

DNR's f i n a l  f i n d i n g s  on th e  p roposed  s a l e  and the  c o n t r a c t  
were s e n t  t o  th e  board  on December 9 ,  1985 .  On December 19 ,  th e  
boa rd  met t o  d e ve lop  and v o t e  on i t s  recommendations t o  the  
l e g i s l a t u r e  on th e  p roposed  s a l e .

Based on th e  b o a r d ' s  rev iew  o f  th e  agreement f o r  t h e  s a l e  
and pu rchase  o f  r o y a l t y  o i l  between the  S t a t e  o f  A la sk a  and 
P e t r o s t a r  and Chevron, DNR's f i n d i n g s  and d e te rm in a t i o n s  
r e g a rd in g  th e  p roposed  s a l e ,  and th e  te s t im ony  r e c e i v e d . a t  p u b l i c  
mee t ings  o f  th a  b oa rd ,  th e  boa rd  i s  o f  the  o p in i o n  t h a t  the  
p roposed  d i s p o s i t i o n  o f  Kuparuk R i v e r  U n i t  r o y a l t y  o i l  to  
P e t r o s t a r  and Chevron meets th e  requ i r em en ts  o f  AS 3 8 . 0 6  and 3 
AAC 56 .  The boa rd  recommends t h a t  th e  F i f t e e n t h  A laska 
L e g i s l a t u r e  approve th e  agreement f o r  the  s a l e  and pu rchase  o f  
r o y a l t y  o i l  f rom the  Kuparuk R i v e r  U n i t  t o  P e t r o s t a r  and Chevron, 
d a ted  December Q , 1985 .
Dated; December/9, 1985
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P H O N E :  1907) 465-3600

O F F I C E  O F  T H E  A T T O R N E Y  G E N E R A L

January 22, 1986

M E M O R A N D U M
TO: Hono rab le  B i l l  S h e f f i e l d

Governor
A tuah.

FROM: Harold M. Brown
Attorney General

RE: Attached bill on Petro Star/
Chevron royalty oil contract 
Our file: 377-094-86

Attached is a bill (prepared for both House and Senate 
introduction), requested by the Department of Natural Resources 
(DNR), which provides for legislative approval and ratification 
of a royalty oil contract between the state and both Petro Star 
Inc. and Chevron U.S.A. Inc. for the sale of Kuparuk River roy­
alty oil. This contract is the result of negotiations with the 
companies over the past year. If you prefer not to introduce 
this bill in both houses, DNR would prefer that it be introduced 
in the Senate.

Also attached are copies of the resolution of the 
Alaska Royalty Oil and Gas Development Advisory Board recommend­
ing that the legislature approve this sale of royalty oil. 
These copies are attached to original .letters forwarding the 
Royalty Board's resolution to the Speaker of the House and the 
President of the Senate. In accordance with AS 38.06.040(a)(3) 
and AS 38.06.070(c), this resolution and the appropriate letter 
should be transmitted with each bill at the time of introduc­
tion.

If you only introduce the bill in the Senate, it 
should not be necessary to send the separate Department of Law 
letter and copy of the board's resolution to the Speaker of the 
House. However, it might be wise to do so as a courtesy.

A draft transmittal letter, explaining the bill in 
more detail, is also attached.

HMB:SRP:ma

cc w/enc.: Hon. Esther Wunnicke, Commissioner
Department of Natural Resources

03 - C32LH
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S t a t e  o f  A l a s k a

o f f i c e  a r  t h e  g o v e r n o r  
J U N E A f

The Honorab le  Ben G ru s sendo r f  
Speaker o f  the  House 
A laska S ta t e  L e g i s l a t u r e  
P .O. Box V 
Juneau, AK 99811
Dear R e p r e s e n ta t i v e  G ru s sendo r f :
Under th e  a u t h o r i t y  o f  a r t .  I l l ,  sec .  18 ,  o f  th e  A laska  
C o n s t i t u t i o n ,  I  am t r a n sm i t t i n g  a b i l l  t h a t  p ro v id e s  f o r  
l e g i s l a t i v e  a p p r o v a l  o f  a r o y a l t y  o i l  c o n t r a c t  between the 
s t a t e ,  P e t r o  S t a r ,  I n c .  and Chevron U . S .A . ,  I n c .  f o r  the 
s a l e  o f  Kuparuk R i v e r  r o y a l t y  o i l .  A lso  t r a n sm i t t e d  with 
t h i s  b i l l  i s  a copy o f  the r e s o l u t i o n  o f  the A la ska  R o y a l t y  
O i l  and Gas Development Adv iso ry  Board recommending app ro va l  
o f  t h a t  c o n t r a c t ,  a lo ng  w ith  a l e t t e r  f rom the Department o f  
Law fo rw a rd ing  the r e s o l u t i o n  t o  you . Th is  r e s o l u t i o n  i s  
be ing t r a n sm i t t e d  i n  accordance with AS 3 8 . 0 6 . 0 4 0 ( a ) ( 3 )  and 
AS 3 8 . 0 6 . 0 7 0 ( c ) .
The c o n t r a c t  i s  a l s o  d e s c r ib ed  in  the f i n d in g s  i s s  led by the 
Department o f  N a tu r a l  Resources on December 9 , 198b. Copies 
o f  these  f i n d i n g s  have been made a v a i l a b l e  t o  the  l e g i s l a ­
t u r e  and the  p u b l i c  f o r  rev iew .
A b i l l  app rov ing  the  c o n t r a c t  i s  be ing in t r o d u ced  t o r  l e g ­
i s l a t i v e  a p p r o v a l  f o r  two r e a son s .  F i r s t ,  as a m a t te r  o f  
com ity ,  I  r e s p e c t  the l e g i s l a t u r e ' s  d e s i r e  t o  have a d i r e c t  
v o ic e  in m a jo r  d i s p o s a l s  o f  r o y a l t y  o i l .  T h e r e f o r e ,  a l ­
though t h i s  and the p r e v i o u s  a d m in i s t r a t i o n  have c o n s i s ­
t e n t l y  taken the  p o s i t i o n  t h a t  the s t a t u t o r y  requ i remen t o f  
l e g i s l a t i v e  a p p r o v a l  o f  r o y a l t y  o i l  c o n t r a c t s  (AS 3 8 . 0 6 . 0 5 5 )  
i s  u n c o n s t i t u t i o n a l ,  the  c o n t r a c t  i t s e l f  c o n t a in s  p r o v i s i o n s  
r e q u i r i n g  a p p r o v a l  by the l e g i s l a t u r e  b e f o r e  i t  takes  
e f f e c t .
Second, t h i s  l e g i s l a t i o n  would r a t i f y  the r o y a l t y  o i l  con­
t r a c t .  Th is  r a t i f i c a t i o n  would cure any p r o c e d u r a l  d e fe c t



t h a t  may have o c cu r re d  i n  the p roce ss  o f  e n t e r i n g  i n t o  t h i s  
c o n t r a c t .  A lthough we b e l i e v e  th a t  a l l  n ece s sa ry  s teps  have 
been ta ken ,  the s t a t u t e s  and r e g u l a t i o n s  gove rn ing  the  
d i s p o s a l  o f  r o y a l t y  o i l  r e p r e s e n t  o f t e n - c o n f l i c t i n g  d e s i r e s  
and g o a l s  —  both  p r o c e d u r a l  and s u b s t a n t i v e .  F o r  example , 
the  s t a t u t e s  p ro v id e  th a t  the l e g i s l a t u r e  i s  t o  approve a 
r o y a l t y  o i l  c o n t r a c t  o n ly  by "enac t ing  l e g i s l a t i o n "  
(AS 3 8 . 0 6 . 0 5 5 ( a ) ) ,  bu t  a l s o  r e f e r  t o  a R o y a l t y  Board recom­
mendation t o  be submit ted  to  the l e g i s l a t u r e  a t  the time a 
" r e s o l u t i o n  app rov ing  the proposed s a l e  . . .  i s  in t roduced  in  
the l e g i s l a t u r e "  (AS 38 - 0 6 .0 70  ( c ) ) .  S ince l e g i s l a t i v e  
app ro va l  by enactment o f  l e g i s l a t i o n  i s  r e q u i r e d  as a m a t te r  
o f  c o n t r a c t ,  I  b e l i e v e  t h a t  i t  i s  p rudent t o  p r e s e n t  t h i s  
c o n t r a c t  f o r  l e g i s l a t i v e  a pp ro va l  and r a t i f i c a t i o n .

S i n c e r e l y ,

Governor
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COMMITTEE REPORT 
SENATE

FURTHER:

Date

FINANCE

C.

Mr. P re s id en t
 ̂ RESOURCESThe Committee on ___ con s id e red HB 559

approv ing  the s a l e  o f  Kuparuk R i v e r  Un i t  r o y a l t y  o i l  by the S t a t e  o f  
A laska  to  P e t r o  S t a r ,  I n c .  and Chevron U . S . A . . ,  I n c ;  e f d .

•V- «

and (a  m a j o r i t y  o f  the committee ) ( t h e  committee) r e p o r t s  i t  back w i th  
the f o l l o w in g  recommendat ions :

[ )

[ ] 
[ ] 
[ 1

[ 1

( )

[ 1

do pass i
do pass w i th  a t ta ch ed  amendment(s)
r e p la c e  w i t h / o r  adopt CS f o r  
new t i t l e
same t i t l e  and recommends
and a t tached  a "LETTER OF INTENT" 
r e p o r t s  i t  back w i th ou t  recommendation 
recommends r e f e r r a l  t o

[ ] NEW FISCAL NOTE

Committee
MEMBERS SIGNING 
DO PASS

MEMBERS HAVING 
OTHER RECOMMENDATIONS

AJo

. • ■
• » *-•’ • , 
-
i ’ *

Chairman recommendation



B I L L  S H E F F I E L D ,  G O V E R N O R

O F F I C E  S W F  TT3IE 6 R V E R I V O R P O U C H  A D
J U N E A U .  A L A S K A  99811 
P H O N E :  (907) 465-3568

O F F IC E  OF M A N A G EM EN T  AND BUDGET
D IV IS IO N  O F  STR A TEG IC  PLANN ING

F e b r u a r y  3 ,  1986

The H o n o ra b le  San  C c t t e n
R e p r e s e n t a t iv e
A la s k a  S t a t e  l e g i s l a t u r e
P .O . Box V
J u n e a u , AI< 99811

D e a r R e p r e s e n t a t iv e  G o tte n :

P le a s e  f in d  e n c lo s e d  o u r a n a l y s i s  o f  y o u r  p ro p o se d  ch a n g e s 
to  th e  Eco n o m ic L i m i t  F a c t o r ."

GSH/TC/dm c

E n c lo s u r e

cc: J i n  Avers, D irector
L e g is la t iv e  Relations 
O ff ic e  o f the Governor

S in c e r e ly ,

G ordon S .  H a r r is o n  
A s s o c ia t e  D ir e c t o r

n ,\:;4LH



T H E  P E T R O L E U M  S E V E R A N C E  T A X  I N  A L A S K A : 
M O D IF IC A T IO N  O F  T H E  E C O N O M IC  L I M I T  F A C T O R

P re p a re d  b y : Thomas C h e s te r
O f f ic e  o f  Management and Bu d get

S e v e ra n c e  T a x

A l a s k a 's  p e tro le u m  se v e ra n c e  t a x  i s  s e t  by law  a t  15 

p e r c e n t 1 o f  th e  g r o s s  v a lu e  o f  p r o d u c t io n , b u t t h i s  

p e rc e n ta g e  i s  a d ju s t e d  downward on th e  b a s is  o f  th e  a v e ra g e  

p r o d u c t i v i t y  o f  th e  w e l ls  in  a f i e l d .  O n ly  f i e l d s  w ith  

e x lr u m e ly  p r o d u c t iv e  w e l ls  w ould p a y  th e  f u l l  15 p e r c e n t .

The Pru d h oe Bay f i e l d  now p a y s  th e  f u l l  n o m in a l 

s e v e ra n c e  t a x  r a t e  o f  15 p e rc e n t , b u t o n ly  b e ca u se  o f  a 

s p e c i a l  s t a t u t o r y  p r o v is io n  t h a t  w i l l  e x p ir e  in  1987 (FY 

'8 8 2 ) . A t  t h a t  t im e , th e  s e v e ra n c e  t a x  on Prudhoe B ay w i l l  

b e g in  to  be a d ju s t e d  downward in  r e la t io n s h ip  to  the 

d e c l in in g  a v e ra g e  p r o d u c t iv i t y  o f  th e  w e l ls  in  th e  f i e l d .

The fo rm u la  f o r  th e  downward a d ju stm e n t o f  th e  n o m in a l 

s e v e ra n c e  t a x  r a t e  i s  c a l le d  th e  econom ic l i m i t  f a c t o r  ( E L F ) . 

I t  i s  in te n d e d  to  e n co u ra ge  th e  maximum t o t a l  p ro d u c t io n  o f  

an o i l  f i e l d  by p r o g r e s s iv e ly  lo w e r in g  i t s  e f f e c t iv e  

se v e ra n c e  t a x  a s  th e  f i e l d  go es in t o  d e c l in e .

ELil

Each  f i e l d  has i t s  own E L F , w hich  i s  com puted m o n th ly  as 

a fu n c t io n  o f  a v e ra g e  d a i l y  o u tp u t p e r w e l l .  F ig u r e  1 shows 

t h i s  r e l a t io n s h i p .  F i e l d s  w ith  h ig h e r  d a i l y  o u tp u t have a 

h ig h e r  E L F , ■ and th u s  pay more t a x .  F ig u r e  1 a ls o  in d ic a t e s

February 2, 1986



th e  fo r e c a s t e d  FY  88 a v e ra g e  d a i l y  p r o d u c t io n  o f  th r e e  N o rth  

S lo p e  f i e l d s  and t h e i r  a s s o c ia t e d  E L F s .

ECONOMIC LIMIT FACTOR

FRACTION OF 
TAX PAID

F ig u r e  1

The a c t u a l  s e v e ra n c e  t a x  r a t e  p a id  (th e  e f f e c t i v e  

s e v e ra n c e  t a x  r a t e )  i s  e q u a l to  th e  E L F  (w h ich  i s  a lw a y s  

betw een 0 and 100 p e rc e n t)  m u lt ip l ie d  by th e  s t a t u t o r y  t a x  

r a t e  ( u s u a l ly  15%) . T h is  p ro d u ce s  th e  e f f e c t i v e  s e v e ra n c e

t a x  r a t e s  shown in  T a b le  1 b e lo w .



E f f e c t i v e  S e v e ra n ce  T a x  R a te s  

N o rth  S lo p e  F i e l d s  -  F Y  88, u n d er c u r r e n t  E LF

T a b l e  1

F i e l d ELF X N om inal = E f f e c t i v e

R a te R a te

Pru d h oe Bay .82 15% 12.3%

K u p a ru k . 52 15% 7.5%

M iln e  P o in t . GO 15% 9.0%

M o d if ic a t io n  o f  th e  E L F  fo rm u la

The e x i s t i n g  E L F  fo rm u la  i s  b a se d  on a v e ra g e  d a i l y  w e ll  

p r o d u c t i v i t y  and does not ta k e  a cc o u n t o f  th e  a v e ra g e  d a i l y  

p r o d u c t io n  o f  th e  e n t i r e  f i e l d . T h a t i s  why th e  Pru d h oe Bay 

and K u p a ru k  f i e l d s  b e g in  t o  e n jo y  th e  s e v e ra n c e  t a x  r e d u c t io n  

even th o u gh  th e y  a re  among th e  most p r o d u c t iv e  f i e l d s  in  th e  

w e ste rn  h e m isp h e re . AliaO, b ecau se  th e  e x i s t i n g  E L F  fo rm u la  

f a i l s  to  a c c o u n t f o r  a v e ra g e  d a i l y  f i e l d  p r o d u c t io n ,  th e  

M iln e  P o in t  f i e l d  w i l l  have a c o m p a r a t iv e ly  h ig h  E L F  even 

th o u gh  i t  i s  a v e r y  s m a ll and e c o n o m ic a lly  m a r g in a l f i e l d  on 

th e  n o rth  s lo p e .

A m o d if ic a t io n  o f  th e  ELF  fo rm u la  t h a t  in c o r p o r a t e s  

o v e r a l l  f i e l d  p r o d u c t io n  c h a r a c t e r i s t i c s  c o u ld  in c r e a s e  th e  

e f f e c t i v e  se v e ra n c e  t a x  r a t e  on la r g e ,  p r o d u c t iv e  f i e l d s  su ch  

as Prudhoe Bay ar.d K u p a ru k , and re d u ce  th e  e f f e c t i v e  t a x  r a t e



on th e  s m a l l ,  m a r g in a l f i e l d s  t h a t  most need th e  eco n o m ic 

b e n e f i t s  o f  th e  lo w e r t a x  b u rd e n .

At th e  re q u e s t  o f  R ep. C o tte n , OMB h as e v a lu a t e d  th e  

e f f e c t s  o f  one su ch  m o d i f i c a t io n . 3 T a b le  2 shows th e  change 

in  th e  e f f e c t i v e  t a x  r a t e  f o r  s e v e r a l  o i l  f i e l d s .  T a b le  3 

shows th e  re ve n u e  imp.1 i c a t i o n s  o f  th o se  c h a n g e s .

M o d if ic a t io n  o f  th e  E L F  fo rm u la  t o  in c lu d e  t o t a l  f i e l d  

p r o d u c t i v i t y  w ould  im prove th e  c h a n ce s  o f  a s m a l l ,  m a r g in a l 

f i e l d  b e in g  b ro u g h t in t o  co m m e rc ia l p r o d u c t io n .  T h e se  f i e l d s  

may have good w e l l  p r o d u c t iv i t y  c h a r a c t e r i s t i c s  b u t h ig h  

c o s t s  b e ca u se  o f  th e  i n a b i l i t y  t o  sp re a d  f i x e d  c o s t s  o v e r  a 

la r g e  number o f  p r o d u c in g  w e l ls  (a s  in  th e  c a s e  o f  P ru d h o e 

Bay and K u p a r u k ) .

T a b le  2

COMPARISON OF E L F 'S

F Y  89

E x i s t i n g M o d if ie d % change

E L F E L F

Prudhoe B ay

o00 .99 +23%

K u p aru k .50

VO00 + 72%

M iln e .60 .31 -4  8%

E n d ic o t t .31 .0 -100%

L is b u r n e .11 .05 -54%

West Sak .0 .0 no ch an ge

Cook I n l e t .03 .0 100%



T a b le  3 
Revenue Im p act 

from  E L F , FY 87 -  94 
M i l l io n s  o f  $

Revenue L o s s  Revenue G a in  From

From C u r re n t  E L F  P ro p o se d  E L F

Y e a r

87 70 68
88 234 183

89 253 185

90 243 180

91 241 172

92 324 169

93 332 166

94 340 155

FOOTNOTES

1For any lease or property coming into comi.:_cial oil production after 
June 30, 1981, the severance tax rate is 12.25% during the first 5 years 
of production and 15% after that. (AS 43.55.011)
O ,

‘•This special statutory provision applies to all fields.

EX IST IN G  ELF 
ELF “ (1 - P S L / T P )(460*WD/PEL)

POSSIBLE  ALTERNATIVE
ELF = (1 -PEL/TP)(37,000,000/(PEL*TP/Days))

Where:
•PEL is production at the economic limit and in statute is set at 300
barrels per day per well
•TP i3 tot. .. production for the field
*'ND is well days
•460 and 37,000,000 are constants
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O F F I C E  O F  T R I E  G O V E R N O R
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T H E  P E T R O L E U M  S E V E R A N C E  T A X  I N  A L A S K A : 
M O D IF IC A T IO N  O F  T H E  E C O N O M IC  L I M I T  F A C T O R

P re p a re d  b y :  Thomas C h e s te r
O f f ic e  o f  Management and B u d get

S e v e ra n c e  Tax

A l a s k a 's  p e tro le u m  s e v e ra n c e  t a x  i s  s e t  b y  law  a t  15 

p e r c e n t 1 o f  th e  g r o s s  v a lu e  o f  p r o d u c t io n ,  b u t t h i s  

p e rc e n ta g e  i s  a d ju s t e d  downward on th e  b a s i s  o f  th e  a v e ra g e  

p r o d u c t i v i t y  o f  th e  w e l ls  in  a f i e l d .  O n ly  f i e l d s  w ith  

e x tre m e ly  p r o d u c t iv e  w e l ls  w ould  p ay  th e  f u l l  15 p e r c e n t .

The Pru d h oe Bay f i e l d  now p a y s  th e  f u l l  n o m in a l 

s e v e ra n c e  t a x  r a t e  o f  15 p e r c e n t ,  b u t o n ly  b e ca u se  o f  a 

s p e c i a l  s t a t u t o r y  p r o v is io n  t h a t  w i l l  e x p ir e  i n  1987 (FY  

'8 8 ^ ) .  A t t h a t  t im e , th e  se v e ra n c e  t a x  on Prudhoe Bay w i l l  

b e g in  t o  be a d ju s t e d  downward i n  r e la t io n s h ip  t o  th e  

d e c l i n i n g  a v e ra g e  p r o d u c t iv i t y  o f  th e  w e l ls  in  th e  f i e l d .

The fo rm u la  f o r  th e  downward a d ju stm e n t o f  th e  n o m in a l 

s e v e ra n c e  t a x  r a t e  i s  c a l l e d  th e  econom ic l i m i t  f a c t o r  ( E L F ) . 

I t  i s  in te n d e d  to  e n co u ra ge  th e  maximum t o t a l  p r o d u c t io n  o f  

an o i l  f i e l d  b y  p r o g r e s s iv e ly  lo w e r in g  i t s  e f f e c t i v e  

s e v e ra n c e  t a x  as th e  f i e l d  go es in t o  d e c l in e .

E L F

E a ch  f i e l d  h a s i t s  own E L F , w h ich  i s  com puted m o n th ly  a s  

a f u n c t io n  o f  a v e ra g e  d a i l y  o u tp u t p e r  w e l l .  F ig u r e  1 shows 

t h i s  r e l a t io n s h i p .  F i e l d s  w ith  h ig h e r  d a i l y  o u tp u t have a 

h ig h e r  E L F ,  and th u s  p ay  more t a x .  F ig u r e  1 a ls o  in d ic a t e s

February 2, 1986



the forecasted FY 88 average daily production of three North

S lo p e  f i e l d s  and t h e i r  a s s o c ia t e d  E L F s .

ECONOMIC LIMIT FACTOR

FRACTION OF 
TAX PAID 
1.0 T

50 300 550

KUPARUK

l-l-l-M  I I I I I

1300 1550 1800 2050 2300 £550 2800

DALY OUTPUT PER WELL 
MILNE POINT PRUDHOE BAY

F ig u r e  1

The a c t u a l  s e v e ra n c e  t a x  r a t e  p a id  (th e  e f f e c t i v e  

s e v e ra n c e  t a x  r a t e )  i s  e q u a l to  th e  E LF  (w h ich  i s  a lw a y s  

betw een 0 and 100 p e rc e n t)  m u lt ip l ie d  by th e  s t a t u t o r y  t a x  

r a t e  ( u s u a l ly  15%) . T h is  p ro d u ce s  th e  e f f e c t i v e  s e v e ra n c e  

t a x  r a t e s  shown in  T a b le  1 b e lo w .



E f f e c t i v e  S e v e ra n c e  T a x  R a te s  

N o rth  S lo p e  F i e l d s  -  FY. 88, u n d er c u r r e n t  E L F

Table 1

F i e l d E L F  X N o m in al E f f e c t i v e

R a te R a te

Prudhoe B ay 82 15% 12.3%

K u p a ru k 52 15% 7.5%

M iln e  P o in t .60 .15% 9.0%

M o d if ic a t io n  o f  th e  E L F  fo rm u la

The e x i s t i n g  E L F  fo rm u la  i s  b a se d  on a v e ra g e  d a i l y  w e l l  

p r o d u c t i v i t y  an d  does n o t t a k e  a cc o u n t o f  th e  a v e ra g e  d a i l y  

p r o d u c t io n  o f  th e  e n t i r e  f i e l d . T h a t i s  why th e  Prudhoe Bay 

and K u p a ru k  f i e l d s  b e g in  t o  e n jo y  th e  se v e ra n c e  t a x  r e d u c t io n  

even th o u g h  th e y  a re  among th e  m ost p r o d u c t iv e  f i e l d s  in  th e  

w e ste rn  h e m isp h e re . A ls o ,  b e ca u se  th e  e x i s t i n g  E L F  fo rm u la  

f a i l s  t o  a c c o u n t f o r  a v e ra g e  d a i l y  f i e l d  p r o d u c t io n ,  th e  

M iln e  P o in t  f i e l d  w i l l  have a c o m p a r a t iv e ly  h ig h  E L F  even 

th o u g h  i t  i s  a v e r y  s m a ll  and e c o n o m ic a lly  m a r g in a l f i e l d  on 

th e  n o rth  s lo p e .

A m o d if ic a t io n  o f  th e  E L F  fo rm u la  t h a t  in c o r p o r a t e s  

o v e r a l l  f i e l d  p r o d u c t io n  c h a r a c t e r i s t i c s  c o u ld  in c r e a s e  th e  

e f f e c t i v e  s e v e ra n c e  t a x  r a t e  on la r g e ,  p r o d u c t iv e  f i e l d s  su ch  

a s  Prudhoe Bay and K u p a ru k , and re d u ce  th e  e f f e c t i v e  t a x  r a t e



on th e  s m a l l ,  m a r g in a l f i e l d s  t h a t  m ost need th e  e co n o m ic 

b e n e f i t s  o f  th e  lo w e r t a x  b u rd e n .

A t th e  r e q u e s t  o f  Rep. C o tte n , OMB h a s  e v a lu a t e d  th e  

e f f e c t s  o f  one su ch  m o d i f ic a t io n .3  T a b le  2 shows th e  ch an ge 

in  th e  e f f e c t i v e  t a x  r a t e  f o r  s e v e r a l  o i l  f i e l d s .  T a b le  3 

shows th e  re ve n u e  im p l ic a t io n s  o f  th o s e  c h a n g e s .

M o d if ic a t io n  o f  th e  E L F  fo rm u la  to  in c lu d e  t o t a l  f i e l d  

p r o d u c t i v i t y  w ould  im prove th e  ch a n ce s  o f  a s m a l l ,  m a r g in a l 

f i e l d  b e in g  b ro u g h t  in t o  co m m e rc ia l p r o d u c t io n .  T h e se  f i e l d s  

may have good w e l l  p r o d u c t iv i t y  c h a r a c t e r i s t i c s  b u t h ig h  

c o s t s  b e c a u se  o f  th e  i n a b i l i t y  t o  sp re a d  f i x e d  c o s t s  o v e r  a 

l a r g e  number o f  p r o d u c in g  w e l ls  (a s  i n  th e  c a s e  o f  Pru d h oe 

B ay and K u p a r u k ) .

T a b le  2 

COMPARISON OF E L F 'S  

FY  89

E x i s t i n g M o d if ie d % ch an ge

E L F ELE

Prudhoe Bay .80 .99 +23%

K u p aru k .5 0 .86 +72%

M iln e .60 .31 -48%

E n d ic o t t .31 .0 -100%

L is b u r n e .11 .05 -54%

West Sak .0 .0 no ch an ge

Cook I n l e t .03 .0 100%



T a b le  3 
Revenue Im p act 

from  E L F ,  FY  87 -  94 
M i l l i o n s  o f  $

Revenue L o s s  Revenue G a in  From

From  C u r re n t  E L F  P ro p o se d  E L F

Y e a r

87 70 68
88 234 183

89 263 185

90 243 180

91 241 172

92 324 169

93 332 166

94 340 155

FOOTNOTES

1For any lease or property coming into commercial oil production after 
June 30, 1981, the severance tax rate is 12.25% during the first 5 years 
of production and 15% after that. (AS 43.55.011)

^This special statutory provision applies to all fields.
3

EXISTING ELF.
ELF = (1 - PEL/TP)(460*WD/PEL)

P O S S IB L E  A L T E R N A T IV E  

ELF = (1 -PEL/TP) (37,000,000/(PEL*TP/Days))
Where:
•PEL is production at the economic limit and in statute is set at 300
barrels per day per well
•TP is total production for the field
•WD is well days
•460 and 37,000,000 are constants



M E M O R  N D U M Division of Strategic Plowing
TO: Representative Sam Cotten DATE: January 15,1986
FROM : Thomas P. Chester
RE : Computation o f the Economic L im it Factor

In response to your request the fo llow ing provides the information needed to compute the 
Economic L im it Factor (current and as you propose), a numerical example, and a chart 
which displays the effect o f fie ld size on the value o f the proposed Economic L im it Factor 
(ELF).

The current and proposed Economic L im it Factor formulas are:

Current ELF = (1 - PEL/TP)((460*WD)/PEL)

Proposed ELF = (1 - PEL/TP)((37>°°0,000*WD)/(PEL*TP/Days))

The fo llow ing definitions are used in  computing ELF values:

PEL (Production at the Economic L im it) =
(300 barrels per day)*

(average number o f operating wells during the month)*
I (number o f days o f production for the month). For example:

300 barrels * 541 wells * 30 days = 4,869,000 barrels per month at the Economic L im it

TP (Total Production for the fie ld) =
(average number o f operating wells during the month )*

(number o f days o f production for the month)*
(average daily production per w ell). For example:

541 wells * 30 days * 2477 barrels per w e ll = 40,201,710 barrels o f production per month 

W D  (W e ll Days) =
(average number o f operating wells during the month)*

(number o f days o f production for the month). For example:

541 wells * 30 liays = 16,230 w e ll days 

TP/Days =
(average number o f operating wells during the month)*

(average daily production per w e ll). For example:

541 wells * 2477 barrels per well = 1,340,057 barrels o f production per day



Table 1.

Hypothetical ELF 

Under Current and Proposed Law Using 

Values Given In Examples Above

Current ELF

(1 - 4,869,000/40,201,710)(460*16,230/4,869,000) = t82

Proposed ELF

(1- 4,869,000/40,201,710)(37,000,000*16,230/(4,869,000*1,340,057) = .99

25,000 DBD

1500 1900

DAILY OUTPUT PER WELL 
NOTE: BBD FIGURES REPRESENT DAILY FIELD PRODUCTION IN BARRELS PER DAY

chart 1

THE ECONOMIC LIMIT FACTOR (ELF): 
CURRENT AND PROPOSED FOR VARIOUS LEVELS OF 

WELL OUTPUT AND FIELD PRODUCTION

ECONOMIC 
LIMIT 

FACTOR 
1.0

CURRENT ELF: SAME FOR ALL 
OF FIELD OUTPUT



When the formulas are written out incorporating the definitions given above they become 

unwieldy. For the curious they are:

Current ELF (Economic L im it Factor)! =  (1 - PEL/TP)((460*WD)/PEL)
= (1 - {(300 barrels per day)*(average number o f operating wells during the 
month)*(number o f days o f production for the month)}/
{(average number o f operating wells du iing the month)*(number o f days o f production for 

the month)*(average daily production per WeU)})(460*(averaSe number o f operating wells 
during tbs month)*(number o f days o f production for the month)/{(300 barrels per 

day)*(average number of operating wells during the month j*(number o f cLys of 

production for the month))

Proposed ELF2 = (1 - PEL/TP)((37,000,000*WD)/(PEL*,IP/Days))

= (1 - {(300 barrels per day)*(average number o f operating wells during the 
month)*(number o f days o f production for the month)}/
{(average number o f operating wells during the month)*(number o f days o f production for 

the month)*(average daily production per w e ll)})(37>0^0>000 * (average number o f 

operating wells during the month)*(number of days of production for the month))/((300 

barrels per day)*(average number o f operating wells during the mc-nth)*

(number o f days o f production for the month) * (average number of operating wells during 

the month)*(average daily production per well))

The formula fc r  the existing E L F  can be sim p lified  through cancellation o f like  terms in the numerator 
and denominators o f the variuus formula terms. Consider. PEL/TP = (300 * days * wells)/(days * w e lls  * 
well_prod) = 300/well_prod and (460 * w e lls  * days)/(300 * w e lls * days) = 460/300 = 1.533.
M aking these substitutions into the ELF formula g ives:

E L F  = (1 - 300/welljprod)!*^33

2The formula for the proposed E LF  can be sim p lified  through cancellation o f like  terms in the numerator 
and denominators o f the various terms, consider
PEL/TP = (300 * days * wells)/(days * w e lls  * well_prod) = 300/well_prod and (37,000,000 * w e lls  * 
days)/(300 * w e lls * w e lls * weU_prod) = 37,000,000/(300 * w e lls * well_prod) = 37,000,000/(300 * total 
fie ld  production).
M aking these substitu tions into the proposed ELF  formula gives:

E L F  = (1  - 3 0 0 /w e ll_ p ro d )1 23>3 3 3 /T P /D ays



TH E  S E V E R A N C E  TA X  AND TH E  

E C O N O M IC  L IM I T  FA C T O R



I. Introduction

It is generally known that oil producers in Alaska are 

assessed severance tax rates of 12.25 or 15 percent. 

However, it may not be so well known that the actual tax 

rates they pay are much lower than this because of the 

economic limit factor or ELF. (A severance tax or 

produc t i o n  tax is a flat tax based solely on the amount 

produced; in contrast, an income t a x  is based on profits.)

T h e  ELF is a statutory reduction to the severance tax. 

It was adopted in 19771 to promote production on oil and 

gas fields with low output and presumably little profit.

As the cost of producing the oil gets closer to its value 

—  the economic limit —  the ELF reduces the tax that is 

owed. When a field reaches the economic limit the ELF 

reduces the severance tax to 0. The ELF is applied to both 

oil and gas, but this discussion deals only with oil.

In practical terms, the ELF dramatically reduces the 

state's base severance tax rates of 12.25% or 15% on all 

fields. Prudhoe Bay is a temporary exception to this

Interim Report
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In anticipation of North Slope production, the 
Department of Revenue recommended the ELF in its exhaustive 
1977 study; "Alaska's Oil and Gas Tax Structure: A  Study 
with Recommendations for Improvement." Previously a 
"stair-step" approach to severance taxes was used, keyed to 
Cook Inlet production, with graduated rates to 8 percent. 
The ELF improved upon the stair steps, retaining the idea 
that the tax should be reduced as production declined. The 
ELF also was able to adjust tax rates for both high-volume 
North Slope fields and the lower-volume Cook Inlet fields.



because of a provision that suspends the ELF for 10 years 

on high v o l u m e  fields. However, in FY 88 the 10-year limit 

expires and Prudhoe will also enjoy t a x  concessions of the 

ELF —  and the state will lose $156 million, according to 

0MB calculations (see A t t a c h m e n t  A ) . A n o t h e r  example is 

Kuparuk. In FY 86 the ELF r e duced Kuparuk's effective 

severance tax rate to 6%, and t h e  state lost $58 million.

An u n f o r e s e e n  consequence of the ELF is that it will 

greatly reduce the severance tax rates on m o s t  of the 

fields that have y e t  to b e g i n  producing. For example, in 

FY 90 the effective severance t a x  rate for Lisburne will be 

3% and for Endicott it will b e  4%. T h e s e  cases show that 

the ELF is actually p r o v i d i n g  these margi n a l  fields w i t h  a 

substantial incentive —  r e d u c i n g  costs at field start-up.

The ELF's original goal was to e xtend the life of 

fields, and thus extend revenues to the state. However, 

one study shows that the ELF o n l y  prolongs a field's life 

for one or two years, thus its direct benefit to the state 

is limited. Nonetheless, the ELI’ does appear to p r o v i d e  an 

incentive to developers of m a r g i n a l  fields because it 

reduces the severance tax rate. If the ELF w e r e  

eliminated, for example, it is likely that some of the 

marginal fields w o u l d  not be feasible to develop.

Interim Report
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In a study entitled "Alaeka N o r t h  Slope Oil 

Production and Revenue Projections" p u b l i s h e d  Feb. 1985 by 
the Institute of Social and E c o n o m i c  Research, author and 
UAA economist M a t t h e w  Berman c o n c l u d e d  that the Endicott 
and M i l n e  Point fields m i g h t  not be feasible to develop 
wi thout the ELF.



It's also apparent that fields with substantial output 

a nd c orrespondingly high profit rates, such as Prudhoe and 

Kuparuk, do not require the production incentive that the 

ELF provides.

II. H o w  the ELF Works

T h e  ELF is a formula that is multi p l i e d  by the nominal 

rate* of 12.25% or 15% to o btain the effective rate actually 

applied to a field. The ELF will never be m o r e  than 1. If 

the ELF is 1, then 100% of the severance tax is owed. An 

ELF of .8 means 80% of the tax is owed? 80% of 15% equals 

an effective tax rate of 12%.

S ince 1981 the severance tax rate has been 15%, with 

an exception for new fields? fields that start producing 

a fter J u n e  30, 1981 p a y  a reduced rate of 12.25% for the 

first five years. The law also requires that the ELF be 

calcul a t e d  at 1 d uring the first 10 years of a field's 

p r o d u c t i o n  a n y  time t h e  ELF goes above .7. (Currently this 

p r o v i s i o n  only affects Prudhoe.) For fields with an ELF at 

or b e l o w  .7, the actual ELF used. After 10 years the 

actual E L F  is used in all cases.

For example, the ELF for Prudhoe Bay in FY 85 was .864 

Since this is more than .7 and w i t h i n  the first 10 years of 

production, t h e  1 figure is used. Thus the full 15% 

severance tax was owed.

In FY 88, however, the 10-year limit will no longer be 

in e f fect for Prudhoe (production began in FY 78) and the 

actual E L F  of .82 will be used. This means the amount of 

severance tax owed will be 82% of 15%, or an effective rate

I n terim Report
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of 12.5%. The amount to be paid to the state will be $ 7 1 4  

million, $156 million less than if the full 15% severance 

tax w e r e  paid.

III. M o d i f y i n g  the ELF

It is apparent that the ELF accomplishes its goals but 

n ot w i t h o u t  some drawbacks. One d r a w b a c k  is providing anu 

u n n e c e s s a r y  t a x  reduction for P r udhoe and Kuparuk. Another 

issue is w h e t h e r  it goes far enough in reducing the 

s everance tax rate on m a r ginal fields. (A problem with a 

severance tax as o p posed to a n  income tax is that it is not 

s e n s itive to p r o f i t s  or costs, thus a fair tax rate for a 

large field m a y  be a b urden for a small field.)

A n  additional p r o b l e m  w i t h  t h e  c u r r e n t  ELF formula is 

that it is b a s e d  on daily output p e r  well? total field 

p r o d u c t i o n  is not taken into account. This penalizes a 

m a r g i n a l  field like Milne Point (30,000 bbls/day) w h i c h  has 

h i g h  o utput p e r  well but few wells (about 22). U n d e r  the 

c u r r e n t  ELF formula M i l n e  is subject t o  a severance tax 

rate a lmost as high as the t a x  a p p l i e d  to Kuparuk (240,000 

b b l s / d a y ) , w h i c h  is clearly not a m a r g i n a l  field. For 

example, in FY 88, Milne Point will b e  paying a 7.35% 

s e v e rance t a x  c o m pared to Kuparuk's rata of 7.6%.

I n s t e a d  of basing the ELF on individual wells, total 

field p r o d u c t i o n  could be included in the ELF formula to 

c ompen s a t e  for this inequity, keeping the severance tax low 

on the smaller fields that would b e n e f i t  most from a tax 

break.

Interim Report
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I n t e r i m  R e p o r t
P a g e  33

T h e  E L F  c o u l d  b e  m o d i f i e d  to a c c o m p l i s h  t h e s e  goals:

—  D r a m a t i c a l l y  r e d u c e  t h e  e f f e c t i v e  s e v e r a n c e  t a x  

r a t e s  f o r  a l l  m a r g i n a l  fields, i n c l u d i n g  C o o k  Inlet.

—  P r e v e n t  a p r e m a t u r e  r e d u c t i o n  t o  the s e v e r a n c e  tax 

r a t e s  f o r  P r u d h o e  a n d  Kuparuk. T h e s e  h i g h l y  p r o f i t a b l e  

f i e l d s  a r e  y e a r s  a w a y  f r o m  b e i n g  m a r g i n a l .  W h e n  t h e y  do 

s t a r t  a p p r o a c h i n g  t h e  e c o n o m i c  limit, t h e  E L F  f o r mula will 

p r o v i d e  t h e m  w i t h  a t a x  break.

—  M o r e  e q u i t a b l y  set the t a x  r a t e  for e a c h  field.

T h i s  f o r m u l a  m o d i f i c a t i o n  w o u l d  b r i n g  P r u d h o e ' s  E L F  t o

.99 (now it is at  .83); r a i s e  K u p a r u k ' s  to .8 a n d  dr o p  

M i l n e  P o i n t ' s  to .3. T h e s e  E L F s  t r a n s l a t e  into e f f e c t i v e  

s e v e r a n c e  t a x  r a t e s  o f  a b o u t  14.85%, 12% and 4.5%.

H e r e  a r e  t h e  c u r r e n t  EL F s  c o m p a r e d  w i t h  ELFs u n d e r  the 

r e v i s e d  formula.

C u r r e n t M o d i f i e d %
E L F EL F c h a n g e

P r u d h o e  Bay .80 .99 +23
K u p a r u k .50 .86 +72
M i l n e  P o i n t .60 .31 -48
E n d i c o t t .31 .0 -100
L i s b u r n e .11 .05 -54
W e s t  S a k .0 . 0 no c h a n g e
C o o k  I n l e t .03 .0 -100

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

p o s i t i v e  s t a t e  s e v e r a n c e  t a x  c o l l e c t i o n s * :

* T h e s e  numbers, b a s e d  on J u n e  
1985 r e v e n u e  pro j e c t i o n s ,  as s u m e  
t h e  a c t u a l  E L F  is u s e d  in all 
c a s e s  a n d  a s s u m e  a 15% s e v e r a n c e  
t a x  r a t e  a c r o s s  t h e  board. (If the 
1 2.25% for t h e  f i r s t  5 y e ars 
w e r e  retai n e d ,  t h e r e  w o u l d  be 
li t t l e  c h a n g e  in t h e s e  amounts.)

F Y m i l l
87 $ 32
88 179
89 192
90 184
91 175
92 173
93 170
94 158



1) S i m p l i f y  t h e  l a w  so the a c t u a l  E L F  is always 

a p p l i e d .  C u r r e n t  l a w  r e q u i r e s  t h a t  a n  E L F  of l be u s e d  if 

t h e  a c t u a l  E L F  g o e s  a b o v e  .7 a n y  t i m e  d u r i n g  t h e  first 10 

y e a r s  o f  a f i e l d ' s  p r o d u c t i o n .  (AS 4 3 . 55.013)

2) C h a n g e  t h e  ELF formula. (AS 4 3 . 5 5 . 0 1 3 )  T h / i  

m o d i f i c a t i o n  o n l y  a l t e r s  the e x p o n e n t  p a r t  o f  t h e  formula. 

It u s e s  a d i f f e r e n t  n u m b e r  as a c o n s t a n t  a n d  t a k e s  into 

a c c o u n t  a v e r a g e  d a i l y  p r o d u c t i o n  f r o m  t h e  w h o l e  field.

I n t e r i m  R e p o r t
P a g e  34

IV* What Legislation Would Require

C u r r e n t  E L F  formula:

E L F  - (1 - £ £ 1  \ exp 
T P

/4£Q.XW b \  
\  P E L  y

R e v i s e d  E L F  formula:

3 7 . 0 0 0 . O O O x W D  

E L F  =* e x p  V P E L x T P / D a y s

P E L  = m o n t h l y  p r o d u c t i o n  r a t e  at t h e  e c o n o m i c  l imit 
(300 b a r r e l s  x  n u m b e r  o f  w e l l  d a y s  a month)

TP  = t o t a l  p r o d u c t i o n  (number of b a rrels) d u r i n g  t h e  
m o n t h

WD  = w e l l  d a y s  in t h e  m o n t h
exp = t h e  e x p r e s s i o n  f o l l o w i n g  t h i s  is a n  e x p o n e n t  
Da y s  = T h e  n u m b e r  of da y s  in t h e  m o n t h  f o r  w h i c h  the t a x  is 

t o  b e  p a i d

T h e  n u m b e r s  460 a n d  3 7 , 0 0 0 , 0 0 0  are c o n s t a n t s  o r  s c a l i n g  
factors.

V. C o n c l u s i o n

E n a c t i n g  t h e s e  c h a n g e s  to the s e v e r a n c e  t a x  w o u l d  not 

o n l y  m a i n t a i n  o u r  c u r r e n t  l e vel of s e v e r a n c e  t a x  revenue. 

M o r e  i m p o r t a n t l y ,  the r e v i s e d  E L F  w o u l d  p r o v i d e  a n e w



ALASKA NORTH SLOPE OIL ANO CAS REVENUES 

Alaska North Slope Oil Revenue

June I M S  ret. Rev. Assumptions 
wnrld Oil Price 
Awe I eye Hale ol Inflation 
Afll/World Ouel.a Marketin') Adjust 
TieneAlaeka Pipeline Tariff 
Ans Netback Price PMl |*/bbl)

m s HIS HI? 19 00 1909 1990 1991 1992 1991 1994

24.17 JJ .71 22.41 22.70S 22.7)) 21.464 24.162 25.565 26.9)4 70.379
«.« ).92 4.VI 1.76 4.76 4.76 4.76 4.76 5.114 5.104
).2S) 2.5)2 2.60 2.6)9 2.3R6 2.447 3.476 2.370 7.507 2.612
1.117 4.007 «.9U? 6.007 6.007 6.007 6.V07 6.UV7 6.007 6.097
17.11 13.471 1).74 13.56 14.34 13.VI 13.00 17.0) 10.34 19.76

Prudhoe Bey Prod. (MMbbl/<3| 1.320 1.517 1.301 1.34 1.109 1.01 .074 .915 .75) .441
rrudhoe Bey Price (|/bbl) 17.11 13.471 13.74 1 ) . 56 14.14 13.01 13.00 17.V) IV. )4 19.16
wel Ie 460.23 309.6 327.1 540.6 324.13 5WS.I5 4R9.9 466.45 447.63 420.65
•:i.0* .0640)07 .1496944 .04)7962 .0205200 .0041141 .79K65) .75404)) .7491265 .7)99791 •7143S22
Nominal Tea Rate .15 .15 .15 .13 .13 .15 .13 .15 .15 .15
l.l 1 act 1 ve Tea Rate .13 .13 .15 .12)979) .1304171 .117319V .1131963 .112)490 .IIV9092 .IV7173J
Royalty percentage .123 .173 .123 .123 .123 .123 .173 .123 .175 .175
si.varamce tax ici.ri 1232.463 1121.3)6 992.61)7 <714.7504 634.739) 360.2696 391.16V9 490.10)5 409.374) 4)).3513
utvtHANcr tax jho ci.ri 1332.463 1124.3)6 997.41)7i(070.4757, 016.1270 74P.6450 464.0966 464.9174 541.5RL) 686.7187
COM8 L MWAT1 ON TAX .610104) .6034140 .6070219 .3)495)1 .4742719 .411195) . )409 1 77 . )25)6)3 . )VV6 117 .2550992
(lathering 6 Cleaning Charge .7 .72021 .7547550 .7171917 .0243670 .06)0173 ,9049)49 .9400090 .99)1)51 1.V444I9
ROYALTIES 1144.023 1020.393 093.3797 790.90)1 7311.579? 664.7022 397.1494 597.9968 595.9624 547.341V
TOTAL OIL PROD REVENUES 2)96.400 2144.7)1 1003.09) 1493.13) 1)60.029 (243.052 1090.31V 1096.102 1085.489 980.0945

Hupeiuk River Prod. (Hlllibl/d) .167 .3 .219 .3)9 .2)9 .2)9 .21 .18/ .167 .14 )
Kuparuk River Price (0/bbl) 16.29 14.651 12.92 12.74 D.37 14.19 15.06 16.21 17.52 18.94
Me 110 154.5 241.3 264 285.23 285.25 285.25 276.5 276.5 254 254
ci.r .69 .4991116 .4697705 .50679)8 .30679)8 .30679)0 .46276)4 .4070192 .)7 7 1622 . 1 1 1 274 2
Nominal Tax Rale .1275 .1275 .1)6) .15 .13 .15 .13 .15 .15 .15
1 I 1 act Ive Tea Rate .004325 .9599164 .0640297 .0760141 .0760191 .0^60191 .9694145 .0610579 .036604) .04(6911
Royalty Percentage .173 .123 .123 .125 .125 .125 .125 .125 .125 . 1 25
VLVLRANCC TAX fl.Lt*> 7).43U40 36.0717) 37.0614) 71.92490 70.45092 0 7.))R 6 5 70.11749 59.10602 31.1097) 40. 10790
SEVERANCE TAM (NO r.LP| 104.4326 114.6)93 123.1696 143.0678 154.7985 1(2.4697 131.500) 145.2160 1)5.9694 179.7502
CONSERVATION TAX .0666493 .07904)0 .0074209 .093413) .09341)) .89341)) .00)0)59 .0746539 .06467)4 .037008J
Gathering 6 Cleaning Charge .4 .4003 .4010806 < 4V1501 9 .4020038 .402506) .40)0094 .40)51)2 .4040173 .4043726
ROYALTIES 121.0719 1)0.0)58 125.000) 1)4.34)6 143.04)6 150.1440 140.4)2) 134,0590 126.5085 120.9)24
TOTAL OIL PROD REVENUES 194.3)03 106.1073 102.9497 209.4605 221 .4945 2)7.6827 210.5148 19).4650 177.0182 16). )7R )

Milne Point Prod,|HMbbl/d) • 0 .008 .07) .02) .0?) .02) .03) .018 .016
Milne Point Price (4/bbl) 17.49 13.041 14.11 1 ).9) 14.71 15.18 16.25 17.4 18.71 70.1 )
Mr II a 1 1 21.15 21 . 13 21.13 21 .15 21.13 19.6 17.1 13.6
1 l.P O 0 .0092001 .6096111 .6096111 .60961 1 1 .6096111 .6 154070 .5978649 .5882754
nominal Taa Rata .15 .13 .13 .13 .15 .15 .15 .15 .15 .IS
1.1 lect Ive Taa Rate V 0 ,013)97V .0914417 .0914417 .0914417 .0914417 .095185) .0U96797 .0802414
Royalty Percentage .1625 .1433 .1423 .1673 .1625 .1639 .1623 .1673 .1673 .1675
ttVtRAMCR TAK (Cl P| t 0 .4421041 V.933776 9.437H3 9.087944 10.44728 1 1 .66907 9.7)2479 0.407079
-tVCRAMCS TAK (NO KLP| 9 0 3.173901 14.69081 13.31)49 16.22000 17.1 1761 10.>3042 13.44242 14.760)7



i n c e n t i v e  for f u t u r e  oil e x p l o r a t i o n  a n d  p r o d u c t i o n  in 

A l a s k a  b y  l o w e r i n g  t h e  s e v e r a n c e  t a x  o n  m a r g i n a l  fields.

I n t e r i m  R e p o r t
P a g e  35



l> VI AAMCf. TAX II l.n 9 a 8 U 8. (I V V i* M
tIVIWAUCC TAX (NO ftf) 9 V 8 8 8 9 8 9 0 V
CuilSt AVATIOM TAX • i 9 8 8 8 0 9 8 9
r,•Dieting 4 Cleaning ChAiga • 9 9 0 8 8 8 8 e 8
royalties • 9 9 8 8 8 0 8 9 8
TUI AL OIL PROO REVENUES V 9 0 8 8 9 8 8 8 0

MONTH SLOP P. PlOil. IMHbbl/dl 1.695 1.717 1.744 1.66 1.504 1 .48 !.)) 1.257 1.17 1.0)1
A VO. MONTH SLOPE PRICE (0/tbl| 17.82921 I5.)754l 13.6)71) 11.48789 14.1)648 14.74674 15.572)7 16.78H9P 18.085(19 19.1985)
AVC• NOMINAL TAK NATE .1472996 .1467967 .1481)77 .14681)6 .1428015 .1458169 .1469192 .1465657 .1462150 .147572/
a v c .  rrpccnvc tax mate .1435491 .1)959(9 • 1 )789 37 .1115651 .10)6898 .0986285 .89)4989 .8912185 t.8892/72 .08)81)6
AVC• ROYALTY PERCENTAGE .136 .125 .1761739 .1257)48 .1262922 .1264984 .126595* .1767181 .1267817 .12(60)1
St VCNANCE TAX 1)26.99) 1119.181 1858.9)7 797.1)11 746.6535 69).)615 621.8119 617.2818 (85.46)) 548.1916
CONSERVATION TAX .6744758 .4854516 .6961996 .4621444 .6)14286 .5898927 .5299927 .5068)76 .4661775 .4189404
ROYALTIES 1246.995 1159.419 19)0.594 9(8.9879 982.9865 961.1279 916.9857 9)2.5829 9)6.9896 890.8768
total oil proo revenues 2691.475 2))l.524 2882.329 17(6.781 17)8.190 1655.799 1541.240 1558.166 1543.8)9 14)1.484

14.35491 1).951(9 13.789)7 11.15(61 19.16991 9.862854 9. 149886 9. 1/1849 8.972717 9.301 )68

riscAL impact of ct.r repeal oii SEVERANCE TAB INCOME I
ALL MONTH OLOPK YIELDS r/Sf i t , !?7 27 7 0 7/ 73 °i h

SEVERANCE TAX (HILLIOH0 OP 0) 1
110 CLP 1)58.997 12)1.976 1125.792 18)9.874 1921.759 1811.058 971.7988 911.0472 903.7061 941.9287
WITH ELP 1325.99) 1109.498 1959.9)7 797.1)11 746.6525 69).3915 623.8119 617.2010 605.46)) 540.1976
REVENUES RESULTING PNOM
REPEAL OP CLP 32.99419 58.54776 74.7649* 243.7425 277.9974 ) 18.4 698 147.9078 165.765) )70.24 21 481.73)1
CUMULATIVE TOTAL 32.99419 91.56186 166.)267 499.969) 696.1667 1884.(36 1)52.62) 1710.108 2096.6)1 2498.362

PRUDHOE BAY ONLY

4EVC RAMCC TAM IHILLIOIIB OP ||
HO ELP 1252.465 1124.316 992.61)7 879.4757 •16.1279 748.6458 664.1966 664.9124 *61.516) 686.7882
WITH CLP 1253.465 1124.3)6 992.6137 714.2594 656.2593 589.2696 501.1689 498.10)5 409.526) 413.5515 t
REVENUES RESULTING PROM
Airr.AL op clp 9 0 C I5(.225) 159.8679 168.3754 lb).5)57 166.0089 172.0(80 173.2)67
CUMULATIVE TOTAL 9 9 9 156.225) 316.89)1 476.4685 648.8842 006.01)1 970.07)0 1152.lie y

kfi<vure>
b l J O M g
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iV/< * 7 y * ?■ 1 •to 7/ J XI.* 1 1 1 in; 4 (.trading Ellaiy# a a 49 * 9
nn/Ai.Tira 0 9 4.4951 V5 19.9911 I /9.96779 7 9. 'A II17 9 22. IMIW5 2 1./ 16II6 19,9/576 IV. U))/
HUM, OIL FHOU IIEVkHUES 9 0 7.157399 27.95996 •9.52439 39.0(915 32.61522 l'i. 41)59 ) 29 , 29 / 74 77./9 1 75

loillcnlt Pmil , |MMbbl/d| 0 0 0 .919 .963 ,9«5 .067 .069 ,91 .054
i ml Irnlt Plica (9/bbl) IS.99 14.351 13.42 17.44 13.77 II. 99 14.76 19.91 17.27 10.64
Mr 1 | a 1 I 1 34.5 111.5 III. 5 III.5 III.5 III.5 199.95
1 I.P 0 9 0 .3992299 .3132327 .3391150 .3467799 .3617116 . 34971 10 . 1909971
Hon Inal Taa Data 0 U 0 9 9 .1775 .1775 .1775 .1275 .1225
1 f1ar||vi Taa Rata 9 0 0 9 9 .9494392 .9424101 .9441171 .945720/ .0)77419
•loyally Percentagn .100 .14 30 .1439 .14 311 .1439 .1430 .1430 .1410 .14)0 .14)0
Cr.Vl'HAHCC TAX (I.tri p 0 9 9 9 11 .41PHI 13.19932 15.292)7 17.9)779 12.31192
SEVERANCE TAX 1110 CLT) 0 P 9 9 9 3 4.5b 366 37.05067 <2.97657 46.14614 39.96116
conservation tax p 9 9 .9974222 .9246194 .9253917 .9761739 .9269547 .9771449 .0210759
(lathering t Cleaning Charge p 9 9 9 9 9 9 9 9 •
ROYALTIES 0 9 9 1 2.405113 41.71432 47.30709 51 .99544 57.619/9 61. 76/HI 54.79001
TOTAL OIL PHOl) MKVEIIUK8 o 9 9 12.49503 43.71432 50.79799 65.91476 72.07292 09. 19562 67.09995

t.lehurne Prod . (NNbb I/d) b 9 .099 .017 .041 .061 .0/4 .075 .9/6 .070
l.tahurne Price (5/bbl) 16.04 15.201 13.47 13.29 14.07 14.74 15.61 16.76 10.97 19.49
Ma I 1 a I 1 79.5 79.5 194.25 116.9 1 16.9 116.9 114.9 116.9
n.r 9 9 9 0 .119111 1 .269)556 .37)4924 .3091931 .3U7154 3 .4092724
Hnnlnat Tea Mata 9 .1225 .1225 .1225 .1225 .1275 .13 .13 .15 .15
KC(active Taa Rata 9 9 0 9 .0134006 .0329961 .056R239 .0570599 .95897 31 .9690409
Royalty Percentage .125 .125 .125 .125 .125 .125 .123 .125 .1 75 .125
KKVERAHCr. TAX (ELP| 0 0 0 P 2.405111 9.47524) 20.66040 27.90657 25.47112 29.151*7
EKVERAHCC TAX (HO ELP) 0 0 4.742934 B. 039I5D 22.56914 35.17745 55.3)04) 60.21016 65.79061 72.02094
CONSERVATION TAX a V .0935939 .096786/ .016)600 .024)52) .0295422 .0299414 .0)9)496 .0 II 1)91
(lather Inn 6 Cleaning Charge 
ROYALTIES
TOTAL OIL PROO REVENUES

0
0 s5.53111$ 19.3909$ 26.3196$ 41.02)2$ 57.70)7$ 57.3506$ 62.6577$ 69.36004
0 9 5.531119 10.30096 28.00401 50.49851 73.37174 09.25719 88.12004 90.51110

Waal Bak Sanda Prod. (MMbbl/d) 
waat Sak Banda Frica ] 9/bb1)
Mai ta 
I.I.P
Nuxtnal Taa Rata 
Effective Taa Pate 
Royalty Percentage
bi.v c p a h c k tax (e l d  
s e v e r a n c e tax (mo e l o  .
c o m b e r v a t i o h tax
fiat liar IfM) t Claanlrg Charge
r o y a l t i e s
TOIAI. OIL PROO REVENUES

Un*i>»c I f I ad Onahora Prod. (MHbhl/d) 
ilnapavl I i*d Onaliora Prlca (p/bbl ) 
Mr I I a 
1.1.1'
iinmlnal Toa nata
r.l I active Taa Rato
Hoy a I t y Percentage
KI.Vr.HAIlCi: TAX (KI.PI
SEVERANCE TAX (HO CLP)
CONSERVATION TAX
r.a ibar Inq A Cleaning Charqa
ROYALT I IIS
TOTAL OIL PROO REVENUES

Baal lalanil Pr od . (HMlibl /d)
Seel | aland Price ‘.(’/obi)
Hr I I a
9.I.P
liiirlnal Taa Hal#

9 9 0 .922 .0) .044 .05 .055 .057 .962
15.3) 13.691 11.96 11.70 12.56 13.2) 14.1 15.75 16.56 1 7.90

1 76 03.5 91 169.5 169.5 204 204 284 204
0 9 9 9 0 0 0 9 9 0

9 9 9 9 .1225 .1225 .1275 .17/5 .1325 .15
0 0 0 9 9 9 9 0 9 9

.125 .125 .125 .125 .125 .125 .125 .1/5 .125 .125
0 0 0 0 1 0 9 0 0 0 •
9 9 0 0 14.74171 22.77454 27.59202 37.01470 36.92940 53.40)97
9 0 0 .0007020 .9119766 .0175656 .0199609 .9219579 .0227555 .0247316
9 9 0 0 9 0 9 0 9 9
9 9 9 11.07410 17. 1915 26.5592) 32.16563 18.26797 43.U6635 39.0609)
0 0 9 11.02410 17.1915 26.5592) 32.1656) 30.76/97 41.06615 30.06991

9 U 9 V 9 .910 .0)2 .«)) .0)4 .015
15.19 13.551 11.07 11.64 12.47 13.09 13.96 15.11 16.47 17.04

1
9

I I I 33.) 45.15 47 1/.5 1) 27.75
9 9 9 0 .1 175)05 .464/392 .5/76959 , 3099647 .639 369 4

g g 9 9 9 0 .1/73 .12/1 .1725 .1773
g 9 9 0 0 0 .11560602 .96464/7 .9/22706 .0007716

.125 .125 .125 . 1 25 .125 .125 .175 . 1 75 .175 .173
9 9 U 0 0 9 8.11 1455 10 . 794)5 1 2.00590 16.187)0
9 g 9 C 0 9 17.477/7 19 5P0I/ 21 .04 m 24.42067
g 9 9 0 9 .9071859 .01/775 .91 11742 .0115/14 .91 197/7
g g 9 9 0 V 0 0 9 0
g g 0 0 9 19.759)6 79. 1816 27. M9V9 75.4/15) 2O.40R/5

0 0 9 0 9 19.75016 20.49505 «
3 1 . 0 4 4 )4 30.1574/ 44.59555

9 9 9 0 0 0 0 u It 9

15.54 13.901 12.17 1 1 .99 12.77 13.44 14.31
1
V

15.46 16.7/
1
9

IB. 19

1
9

1
9

1
9

1
U

1
9

1
0

1
0

1
P

9 9 9 9 V 0 0 0 9 U
f* a II 9 t 0 9 9
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I N  T H E  H O U S E

H O U S E  B I L L  NO.

I N  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

F o u r t e e n t h  l e g i s l a t u r e  - s e c o n d  s e s s i o n

A  B I L L

F o r  a n  A c t  e n t i t l e d :  " A n  A c t  r e l a t i n g  t o  t h e  o i l  p r o d u c t i o n  t a x . "

B E  I T  E N A C T E D  B Y  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

*  S e c t i o n  1. A S  4 3 . 5 5 . 0 1 3 ( b )  is a m e n d e d  to r e ad:

(b) [(1)] T h e  e c o n o m i c  l i m i t  f a c t o r  f o r  o i l  p r o d u c t i o n  o f  a l e a s e  

o r  p r o p e r t y  s h a l l  b e  c o m p u t e d  a c c o r d i n g  to t h e  f o l l o w i n g  f o r m u l a :

(1 - [ P E L / T P ] ) e x p  ( [ 3 7 , 0 0 0 , 0 0 0  X W D 1 / [ P E L  X  T P / D a y s ])

[ ( 1 - [ P E L / T P ] )  E X P  ([4 6 0  X W D ] / P E L ) ]  

w h e r e :  P E L  = the m o n t h l y  p r o d u c t i o n  r a t e  at t h e  e c o n o m i c  l i mit;

T P  = the t o t a l  p r o d u c t i o n  d u r i n g  the m o n t h  f o r  

w h i c h  t h e  t a x  is to b e  p a i d ;

W D  = the t o t a l  n u m b e r  o f  w e l l  d a y s  i n  the

m o n t h  f o r  w h i c h  t h e  t a x  is to b e  p a i d ;  [AND]

D a v s  = the n u m b e r  o f  d a y s  in t h e  m o n t h  f o r  w h i c h

the t a x  is to b e  pai d ;  and

w h e r e  " e x p "  i n d i c a t e s  t h a t  t h e  e x p r e s s i o n  f o l l o w i n g  it is a n  e x p o n e n t .

[(2) IF, F O R  A N Y  M O N T H  D U R I N G  T H E  F I R S T  10 Y E A R S  F O L L O W I N G  

T H E  C O M M E N C E M E N T  O F  C O M M E R C I A L  O I L  P R O D U C T I O N  O F  A  L E A S E  O R  P R O P E R T Y ,  

T H E  E C O N O M I C  L I M I T  F A C T O R  F O R  O I L  P R O D U C T I O N  O F  T H A T  L E A S E  O R  P R O P E R T Y

C O M P U T E D  U N D E R  (1) O F  T H I S  S U B S E C T I O N  IS 0.7 O R  L E S S ,  T H E N  T H A T  F A C T O R

S H A L L  B E  A P P L I E D .

(3) IF, F O R  A N Y  M O N T H  D U R I N G  T H E  F I R S T  10 Y E A R S  F O L L O W I N G  

T H E  C O M M E N C E M E N T  O F  C O M M E R C I A L  O I L  P R O D U C T I O N  O F  A  L E A S E  O R  P R O P E R T Y ,  

T H E  E C O N O M I C  L I M I T  F A C T O R  F O R  O I L  P R O D U C T I O N  O F  T H A T  L E A S E  O R  P R O P E R T Y  

C O M P U T E D  U N D E R  (1) O F  T H I S  S U B S E C T I O N  IS G R E A T E R  T H A N  0.7, T H E N  T H E
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EC O N O M IC  L I M I T  F A C T O R  I S  O N E .

( 4 )  TH E  EC O N O M IC  L I M I T  F A C T O R  F O R  O I L  P R O D U C T IO N  O F  A  L E A S E  

OR  P R O P E R T Y  A F T E R  THE  F I R S T  1 0  Y E A R S  F O L L O W IN G  TH E  COMMENCEMENT O F  

C O M M E R C IA L  O I L  P R O D U C T IO N  S H A L L  B E  C O M PU TED  AND A P P L I E D  U N D E R  ( 1 )  O F  

T H I S  S U B S E C T I O N . ]
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O n e  of t h e  m o s t  i m p o r t a n t  a s p ects of  A l a s k a  p u b l i c  p o l i c y  
is our t r e a t m e n t  of the oil a n d  g a s  industry. F o r m u l a t i n g  
oil and gas p o l i c y  is d i f f i c u l t  b e c a u s e  of t h e  h u g e  a m o u n t s  
of m o n e y  i n v o l v e d  a n d  b e c a u s e  the s t ate and the industry 
h a v e  d i f f e r e n t  p o i n t s  of view. T h e  i n d u s t r y  is n a t u r a l l y  
i n t e r e s t e d  in m a x i m i z i n g  its profits. S t a t e  g o v e r n m e n t  is 
c o n c e r n e d  w i t h  a d e q u a t e l y  p r o v i d i n g  for t h e  health, 
e d u c a t i o n  a n d  w e l f a r e  of all A l a s k a n s  as well as d e v e l o p i n g  
its n a t u r a l  r e s o u r c e s  in a m a n n e r  c o n s i s t e n t  w i t h  the 
p u b l i c  interest. E v e n  t h o u g h  the state and the industry 
are u n i t e d  in our d e s i r e  to  p r o m o t e  oil and gas 
development, m u l t i - m i l l i o n  d o l l a r  d i s p u t e s  over fair tax 
p o l i c y  and p r o p e r  v a l u a t i o n  of N o r t h  S l o p e  oil di v i d e  us.

C u r r e n t l y  f a c i n g  us is w h e t h e r  t o  r e i n s t a t e  se p a r a t e  
accounting, p r o p o s e d  in H o u s e  Bill 353, int r o d u c e d  last 
s e s s i o n  by  the H o u s e  F i n a n c e  Committee. The oil 
c o r p o r a t i o n s  h a v e  w i d e l y  a d v e r t i s e d  t h e i r  o p p o s i t i o n  to the 
bi l l  t h r o u g h o u t  the state. Ironically, w h i l e  t h e y  resist 
the t a x  c h a n g e s  e m b o d i e d  in H B  353, t h e y  h? 9 n o t  p a i d  
t a x e s  d u e  t h e  s t a t e  fr o m  p a s t  tax years, c h o o s i n g  instead 
to d i s p u t e  t h e s e  t a x e s  t h r o u g h  e s t a b l i s h e d  channels. 
R e c e n t  f i g u r e s  f r o m  t h e  D e p a r t m e n t  of R e v e n u e  (DOR) show 
t h e  oil c o m p a n i e s  a r e  h u n d r e d s  of m i l l i o n s  of d o l lars 
b e h i n d  in t a x  p a y m e n t s  t o  t h e  state, u n d e r  former and 
e x i s t i n g  t a x  laws.

Du r i n g  the i n t e r i m  I e x a m i n e d  t h e s e  tax issues a n d  o t her 
areas of  d i s p u t e  in o r d e r  t o  s u g g e s t  i m p r o vements to state 
policy, i n c r e a s e  our u n d e r s t a n d i n g  of t h e  issues involved,
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a n d  i m p r o v e  o u r  r e l a t i o n s h i p  w i t h  t h i s  v i t a l  A l a s k a n  
i n d u s t r y .

We d e p e n d  on a n  u n s t a b l e  en t i t y  —  w o r l d  oil p r i c e s  —  for 
the b u l k  of  o u r  state r e v e n u e s  a n d  t h i s  m a k e s  it d i f f i c u l t  
to plan. But ev e n  w i t h  t h i s  u n c e r tainty, A l a s k a  can
i m p l e m e n t  s m a r t  b u s i n e s s  practices. For example, w e  can't 
let t h e  oil a n d  g a s  i n d u s t r y  w r i t e  its o w n  t a x  laws. On  
the o t h e r  hand, w e  n e e d  a p o l i c y  th a t  e n c o u r a g e s  
e x p l o r a t i o n  a n d  d e v e lopment. W e  aleo h a v e  to b e  r e a l i s t i c  
and r e a l i z e  t h a t  s t a t e  t a x  i n c e n t i v e s  a l o n e  c a n n o t  o v e r c o m e  
the c u r r e n t  w o r l d - w i d e  s l u m p  in oil prices.

W e  n e e d  t o  s p e n d  less o n  g o v e r n m e n t  o p e r a t i o n s  and b r o a d e n  
o u r  e c o n o m i c  base. O u r  p o l i c i e s  s h o u l d  focus on the 
d e c l i n e  in P r u d h o e  p r oduction, w h i c h  wi l l  s t a r t  o c c u r r i n g  
in t h e  n e x t  f e w  years, a n d  t h e  i n a b i l i t y  of s u b s e q u e n t  oil 
fie l d s  to c o m e  c l o s e  t o  e q u a l l i n g  P r u d h o e ' s  output. In 
o t h e r  words, o u r  p r e s e n t  g e n e r o u s  level of oil r e v e n u e s  is 
sho r t - l i v e d .  O u r  g o a l s  s h o u l d  b e  to m a x i m i z e  o u r  b e n e f i t s  
n o w  fr o m  this n o n - r e n e w a b l e  r e s o u r c e  and to e n c o u r a g e  
a d d i t i o n a l  e x p l o r a t i o n  and p r o d u c t i o n  so th a t  we  can 
p r e p a r e  f o r  a f u t u r e  w i t h o u t  aa m a n y  oil dollars.

I t  is m y  h o p e  t h a t  t h i a  r e p o r t  w i l l  h e l p  p r o v i d e  a 
f r a m e w o r k  for o u r  c o n t i n u i n g  r e l a t i o n s h i p  w i t h  t h e  oil 
industry. So m e  of t h e  ia a u e a  d i s c u s s e d  h e r e  i n c l u d e  
r e c o m m e n d a t i o n s  for legislation, o t h e r s  a r e  o f f e r e d  as 
b a c k g r o u n d  information.

T h e  t o p i c s  d i s c u s s e d  in t h e  r e p o r t  a r e  as follows: 1)
p r e p a y m e n t  of d i s p u t e d  taxea; 2) an e x a m i n a t i o n  of  the 
issues h a v i n g  t o  do w i t h  s e p a r a t e  a c c o u n t i n g  (HB 353); 3)
a d i s c u s s i o n  of  the s e v e r a n c e  t a x  and the e c o n o m i c  l i mit 
factor? 4) an o v e r v i e w  o f  t h e  m a j o r  oil litigation.

I. Prepayment of Disputed Taxes
O n e  o f  t h e  m o s t  d i s t u r b i n g  d e v e l o p m e n t s  t o  s u r f a c e  

d u r i n g  the i n t e r i m  w a s  t h e  d i s c o v e r y  t h a t  t h e  o i l  c o m p a n i e s  
are $908 m i l l i o n  b e h i n d  in t a x  p a y m e n t s  to the s t a t e  as of 
J a n u a r y  6, 1986. C o n f i d e n t i a l i t y  s t a t u t e s  p r e v e n t
d i s c l o s i n g  the n a m e s  of the c o r p o r a t i o n s  a n d  e x a c t l y  h o w  
m u c h  e a c h  owes, b u t  tha l a r g e  sums a n d  st a t u t e s  in v o l v e d  
m a k e  it o b v i o u s  t h a t  the m a j o r  N o r t h  S l o p e  p r o d u c e r s  —  
Arco, Exxon, S o h i o  —  a r e  s o m e  of  t h e  t a x p a y e r s  w h o s e  
a c c o u n t s  a r e  a t  issue. Furthermore, c u r r e n t  l a w  of f e r s  
li t t l e  i n c e n t i v e  for t h e m  to p a y  in a t i m e l y  manner.

P r o p e r l y  w r i t t e n  s t a t u t e s  c o u l d  h a v e  th& c o m p a n i e s  
p r e p a y  a s s e s s e d  a m o u n t s  at a sat p o i n t  in the appeals 
p r o c e s s  —  late e n o u g h  to  p r o t e c t  t h e  t a x p a y e r s  from 
a u d i t i n g  e r r o r s  yet e a r l y  e n o u g h  t o  e n s u r e  th a t  the t a xes 
are c o l l e c t e d  i n  a t i m e l y  manner.

A d d i t i o n a l l y ,  t h e  L e g i s l a t i v e  B u d g e t  and Audit 
C o m m i t t e e  h a s  r e q u e s t e d  an  o p i n i o n  f r o m  the a t t o r n e y
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g e n e r a l ' s  o f f i c e  on the c o n s t i t u t i o n a l i t y  of r e v e a l i n g  the 
n a m e s  of t a x p a y e r s  w h o s e  acc o u n t s  are past due.

II. T h e  Issues P e r t a i n i n g  to s e p a r a t e  A c c o u n t i n g  —  H B  353
H B  353 w o u l d  r e i n s t a t e  s e p a r a t e  a c c o u n t i n g  as the

m e t h o d  u s e d  to c a l c u l a t e  the oil i n d ustry's tax liability. 
It w o > : i l s o  r e d u c e  the s e v e r a n c e  tax from 15% t o  12.25%, 
a sufi'-^.'lntial i n c e n t i v e  to s m a l l e r  fields. I n d u s t r y  
p r o t e s t  a bout t h e  bill o b s c u r e  t h e  fact that it is a 
fa i r e r  tax b e c a u s e  it lowers the income t a x  o n  less 
p r o f i t a b l y  vnntures, like m a r g i n a l  fields, a n d  p u t s  t h e  t a x  
b u r d e n  t h a  m o s t  p r o f i t a b l e  developments, such as P r u d h o e  
B a y  a n d  Kuparuk.

H B  353 w o u l d  en s u r e  t h a t  the s t a t e  re c e i v e s  its fair 
s h are of A l a s k a n  oil wealth. On Jan. 13, 1986 the U.S. 
S u p r e m e  C o u r t  a g r e e d  w i t h  the A l a s k a  S u p r e m e  C o u r t  th a t  
s e p a r a t e  a c c o u n t i n g  is co n s t i t u t i o n a l .  Furthermore, the 
state s u p r e m e  c o u r t  sa i d  t h a t  s e p a r a t e  a c c o u n t i n g  is the 
p r e v a i l i n g  m e t h o d  u s e d  t h r o u g h o u t  the U n i t e d  S t a t e s  for 
r e p o r t i n g  i n c o m e  from oil p r o d u c t i o n  b e c a u s e  it c o n f o r m s  
m o r e  t o  an oil c o m p a n y ' s  f i n a n c i a l  a c c o u n t i n g  p r o c e d u r e s  
a n d  "more a c c u r a t e l y  r e f l e c t s  in c o m e  t h a n  f o r m u l a  
a p p o r t i o n m e n t " .

U n d e r  p r e s s u r e  from i m p o r t a n t  US t r a d i n g  partners, 
P r e s i d e n t  R e a g a n  has a s k e d  C o n g r e s s  to force states to 
a b a n d o n  w o r l d w i d e  c o m b i n a t i o n  f o r m u l a  apportionment.

W h e t h e r  or n o t  w e  d e c i d e  this sess i o n  t o  r e t u r n  the 
f ormer tax law t o  the books, it's impor t a n t  to u n d e r s t a n d  
t h e  b a s i c  issues in v o l v e d  and let our d e c i s i o n s  on t a x  
p o l i c y  be g u i d e d  b y  facts, n o t  b y  h i g h - p r i c e d  m e d i a  
c a m p a i g n s  a i m e d  a t  o u r  emotions.

III. T h e  S e v e r a n c e  T a x  and the E c o n o m i c  L imit Fa c t o r
Th i s  is an i ssue t h a t  n e e d s  t o  b e  a d d r e s s e d  this

s e s s i o n  b e c a u s e  s t ate r evenues irom s e v e r a n c e  taxes w i l l  be 
s e v e r e l y  r e d u c e d  b e g i n n i n g  in FY 88 if the ELF l a w  isn't 
changed. T h e  E L F  is a s t a t u t o r y  r e d u c t i o n  to the s e v e r a n c e  
tax, c r e a t e d  to e x t e n d  p r o d u c t i o n  o n  m a r g i n a l  fields, but 
it is n o t  w o r k i n g  as w e l l  as it could. Two p r o b l e m s  w i t h  
p r e s e n t  law are: 1) it d o e s n ' t  gi v e  mar g i n a l  fields e n o u g h  
of a t a x  break; and 2) it w i l l  p r o v i d e  Prudhoe w i t h  a 
p r e m a t u r e  t a x  r e d u c t i o n  d e c a d e s  b e f o r e  it can be c o n s i d e r e d  
m arginal. A  s i m p l e  c h a n g e  in t h e  E L F  l a w  could s o lve bo t h  
t hese problems.

IV. M a j o r  O i l  L i t i g a t i o n  w i t h  the oil a n d  Gas I n d u s t r y
T h e  a m o unts at issue in the s t a t e ' s  oil a n d  gas

l i t i g a t i o n  a r e  at l east $15 to 20 b i l l i o n  d o l lars and the 
s t a t e  h a s  s p e n t  m i l l i o n s  of  d o l l a r s  so far t o  pu r s u e  t h ese 
cases. M a j o r  l i t i g a t i o n  w i t h  t h e  oil i n d u s t r y  h i g h l i g h t s  
the m a n y  po i n t s  d u r i n g  the p r o d u c t i o n  a n d  m a r k e t i n g  process 
t h a t  p r o v i d e  p r o f i t - m a k i n g  o p p o r t u n i t i e s  for the industry 
a nd and r e v e n u e  o p p o r t u n i t i e s  for t h e  state.
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T h i s  c h a p t e r  of the rep o r t  h i g h l i g h t s  two m a j o r  cases 
t h a t  a f f e c t  t h e  v a l u e  of the oil and r evenues to the state. 
T h e  c a s e s  are the A m e r a d a  H e s s  r o y a l t y  c a s e  and the TAPS 
t a r i f f  case. W h i l e  the issues i n v o l v e d  are in l i t i g a t i o n  
a n d  t h e r e f o r e  out of the l e g i s l a t u r e ' s  i m m e d i a t e  r e a l m  of 
influence, I b e l i e v e  k n o w i n g  m o r e  a b out t h e  n a t u r e  of the 
d i s p u t e s  adds t o  o u r  o v e r a l l  u n d e r s t a n d i n g  of t h e  subject. 
F a i r  p r i c e s  for t h e  oil and fair c h a r g e s  for t r a n s p o r t a t i o n  
c o s t s  are the k e y  a r eas in w h i c h  t h e  s t ate and oil 
c o m p a n i e s  disagree.

T h e  i s s u e s  s u m m a r i z e d  a b o v e  c o n s t i t u t e  this inte r i m  report. 
It is m y  h o p e  t h a t  t h e  i n f o r m a t i o n  w i l l  be of u s e  to you as 
w e  b e g i n  t h e  1986 session. T h e  r e p o r t  does not a t t empt to 
a d d r e s s  all t h e  facets of t h e  s t a te's c o m p l e x  r e l a t i o n s h i p  
w i t h  the cil a n d  g a s  industry, b u t  it does t o u c h  on some of 
t h e  i m p o r t a n t  points. I b e l i e v e  s t a y i n g  a b r e a s t  of  the 
i n d u s t r y  and its g o a l s  w i l l  e n h a n c e  t h e  q u a l i t y  of s t ate 
g o v e r n m e n t ,  b e c a u s e  w i t h o u t  th i s  k n o w l e d g e  it w i l l  be 
d i f f i c u l t  to m a i n t a i n  our p o s i t i o n s  as the real 
p o l i c y m a k e r s  o f  Alaska.
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As of J a n u a r y  6, 1986, the oil compa n i e s  owed the sta t e  

$908 m i l l i o n  in d i s p u t e d  taxes. Due to the A R C O  settlement 

of $243 m i l l i o n  on J a n u a r y  13, 1986, this t o tal will be 

a d j u s t e d  (new figures from DOP are e x p e c t e d  next w e e k ) .

S i n c e  $243 m i l l i o n  is t h e  a m o u n t  of t h e  settlement, it m a y  

not b e  t h e  e x a c t  a m o u n t  of t axes p r e v i o u s l y  in d i s pute 

b e t w e e n  A R C O  a n d  t h e  state. The p h r a s e  "disp u t e d  taxes" 

re f e r s  to a u d i t e d  t a x  a m o u n t s  c o n t e s t e d  b y  the companies, 

pl u s  i n t e r e s t  and penalties. Unfortun a t e l y ,  e x i s t i n g  state 

law d o e s  n o t  e n c o u r a g e  s p e e d y  r e s o l u t i o n  of t h e s e  c a s e s  and 

some of t h e  d i s p u t e s  go b a c k  as far as 15 years.

The t o t a l  re p o r t e d  by  D O R  t o  b e  d i s p u t e d  o n  Jan. 6,

1986 was $908,293,008.61. T h e  t o t a l  am o u n t  v a r i e s  from 

m o n t h  to m o n t h  due to such ca u s e s  as interest c h a r g e s  and 

s e t t l e m e n t  of some of the disputes. For a s c hedule of all 

tax a c c o u n t s  receivable, see A t t a c h m e n t  A. H e r e  is a 

b r e a k d o w n  of w h a t  is owed:

—  A p p r o x i m a t e l y  $524 m i l l i o n  of the total is owed 

u n d e r  the fo n r i r  s e p a r a t e  a c c o u n t i n g  oil a n d  gas c o r p o r a t e  

in c o m e  t a x  for the y e ars 1979 to 1981. (AS 43.21)

—  A p p r o x i m a t e l y  $322 m i l l i o n  is owed u n d e r  the 

s e v e r a n c e  t a x  for t h e  y e ars 1976 to  1982. (AS 43.55)

I. The Problem



—  The b a l a n c e  of a bout $62 m i l l i o n  is owed u n d e r  the 

i ncome tax s t a t u t e  for all c o r p o r a t e  t a x p a y e r s . 1 (AS 43.20) 

W h i l e  t h e  $62 m i l l i o n  includes c o n t e s t e d  taxes for all 

c o r p o r a t e  taxpayers, it is e s t i m a t e d  t h a t  almost all of this 

a m o u n t  is o w e d  b y  the oil and g a s  corpor a t i o n s .

T h e  m a i n  r e a s o n  t h e  t a x e s  h a v e  n o t  b e e n  p a i d  is because 

the oil c o m p a n i e s  d i s a g r e e  w i t h  the s t a t e  over the amount of 

t h e i r  t a x  liability. T h e y  are c o n t e s t i n g  the tax 

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

the D e p a r t m e n t  of Revenue. A t  i s sue is t h e  m e t h o d o l o g y  for 

c a l c u l a t i n g  c e r t a i n  r e v e n u e s  a n d  e x p e n s e s  in o r d e r  to 

d e t e r m i n e  t h e  a m o u n t  o f  t a x  ow e d  to t h e  state.

A  s e c o n d  r e a s o n  t h e  t a x e s  h a v e  n o t  b e e n  p a i d  is t h a t  

m a n y  of t h e  i s s u e s  i n v o l v e d  in t h e  t a x  d i s p u t e s  a r e  the 

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

c o m p a n i e s  a n d  che state.

A  t h i r d  r e a s o n  the t a x e s  h a v e  n o t  b e e n  p a i d  is that the 

c o m p a n i e s  a p p e a r  t o  h a v e  li t t l e  i n c e n t i v e  to d o  so.

A l t h o u g h  i n t e r e s t  r a tes on d i s p u t e d  t a x  l i a b i l i t y  (12% p e r  

AS 43.05.225) m a y  c u r r e n t l y  be h i g h e r  t h a n  c o m mercial 

i n t e r e s t  rates, it is c l e a r l y  in the taxpayers* int e r e s t  to
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p r o l o n g  the tax d isputes and a v o i d  p a y m e n t  for as lo n g  as 

p ossible. T h e y  m a y  also hope for a s e t t l e m e n t  w i t h  the 

s t a t e  in w h i c h  th e y  u l t i m a t e l y  pay a s m a l l e r  amo u n t  than 

o r i g i n a l l y  assessed.

II. T h e  D i s p u t e d  Issues

T h e  m a j o r  s e v e r a n c e  tax issues are s i m i l a r  t o  t hose 

i n v o l v e d  in the S t a t e  v. A m e r a d a  Hess, et. al case, th o u g h  

r e s o l u t i o n  o f  t h e  t a x  issues m a y  well b e  d i f f e r e n t  t h a n  the 

c a s e  itself. (The last c h a p t e r  in th i s  r e p o r t  d i s c u s s e s  

t h i s  c a s e  in m o r e  d e t a i l .) T h e  a m o u n t  o f  o u r  r o y a l t y  share 

is in q u e s t i o n  in this l a w s u i t  b e c a u s e  o f  a d i s p u t e  o v e r  the 

w e l l h e a d  v a l u e  o f  the oil. The w e l l h e a d  v a l u e  is d e t e r m i n e d  

by  t h e  d e s t i n a t i o n  p r i c e  of t h e  oil m i n u s  the t r a n s p o r t a t i o n  

c o sts —  p r i m a r i l y  p i p e l i n e  t a r i f f s  and t a n k e r  charges. The 

t a n k e r  c h a r g e s  a n d  d e s t i n a t i o n  p r i c e  are at issue in the 

A m e r a d a  H e s s  ca s e  and a bout 95 p e r c e n t  o f  the total d i s p u t e d  

t a x e s  o w e d  u n d e r  the s e v e r a n c e  t a x  law i n v olve t hese issues.

T h e  r e m a i n i n g  s e v e r a n c e  t a x  d i s p u t e s  p r i m a r i l y  involve:

1) w h a t  p r o d u c t i o n  ex p e n s e s  can be deducted; 2) the 

c o m p u t a t i o n  of p i p e l i n e  income; 3) w h a t  in c o m e  and expenses 

are n o n - o i l  r e l a t e d  and sh o u l d  be t a x e d  u n d e r  the income tax 

statu t e s ;  a n d  4) p r o p e r  p i p e l i n e  t a r i f f s  for non-TAPS 

pipelines, s u c h  as t h e  K u p a r u k  p i p e l i n e  a n d  t h e  Panama Canal 

pipeline.

R o u g h l y  ha l f  of the se p a r a t e  a c c o u n t i n g  d i sputes 

invo l v e  all t h e  issues i nvolved in the s e v e r a n c e  tax



disputes. The o t h e r  ha l f  of the s e p a r a t e  a c c o u n t i n g  

d i s p u t e s  in v o l v e s  t h e s e  m a j o r  issues: 1) h o w  to c o m pute 

p r o d u c t i o n  expenses; 2) h o w  to  c o m p u t e  p i p e l i n e  income; 3) 

in c o m e  and e x p e n s e s  that s h o u l d  b e  a p p o r t i o n e d  to AS 43.20; 

4) a p p r o p r i a t e  p i p e l i n e  t a r i f f  c h arges; 5) h o w  mu c h  should 

b e  s p ent for t h e  e v e n t u a l  c l o s i n g  d o w n  of t h e  pipeline; and 

6) h o w  m u c h  v a l u e  s h o u l d  be  p l a c e d  on r e c o v e r a b l e  reserves.

T h e  s e p a r a t e  a c c o u n t i n g  t a x  d i s p u t e s  a r e  al s o  s i m i l a r  

to  t h o s e  in Arco, et. al. v. State, t h e  l a w s u i t  ov e r  the 

s t a t e ' s  f o r m e r  s e p a r a t e  a c c o u n t i n g  law (de s c r i b e d  in the 

s e c o n d  c h a p t e r  o f  t h i s  r e p o r t ) . N o w  t h a t  s e p a r a t e  

a c c o u n t i n g  has b e e n  u p h e l d  at e v e r y  level o f  c o u r t  r e v i e w  —  

m o s t  r e c e n t l y  b y  the US S u p r e m e  C o u r t  t h i s  p a s t  M o n d a y  w h e n  

it d i s m i s s e d  t h e  oil companies' a p p e a l  —  t h e  D e p a r t m e n t  of 

R e v e n u e  e x p e c t s  t h e s e  t a x  d i s p u t e s  to p r o g r e s s  further.

III. E x i s t i n g  P r o c e s s  for R e s o l v i n g  T a x  D i s p u t e s

A f t e r  a n  oil a n d  gas c o r p o r a t i o n  s u b m i t s  a t a x  return 

it is a u d i t e d  b y  the D e p a r t m e n t  of Revenue. G e n e r a l l y  

speaking, t h e  a u d i t  s h ows t h a t  the t a x p a y e r  o w e s  m o r e  than 

the t a x p a y e r ' s  r e t u r n  says. T h e  t a x p a y e r  is t h e n  a ssessed 

th e  a u d i t e d  amount. Again, g e n e r a l l y  speaking, t h e  t a x p a y e r  

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

d i s p u t e  begins.

T h e  f i rst s t a g e  of t h e  r e s o l u t i o n  p r o c e s s  is ref e r r e d  

to as t h e  i n f o r m a l  c o n f e r e n c e  s t a g e  and a l m o s t  90 p e r cent of 

c u r r e n t l y  d i s p u t e d  t a x e s  are in t h i s  stage. Th i s  is w h e n
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DO R  a n d  the t a x p a y e r  t r y  to resoJ.ve factual i s s u e s  a n d  agre 

on the a m o u n t  of tax owed, a p r o c e s s  that can take several 

years. If the d i s p u t e  is resolved, the t a x p a y e r  pays the 

a dd i t i o n a l  a m o u n t  and the ca s e  is closed. (In some rare 

instances, t h e  informal c o n f e r e n c e  is s k i p p e d  and the 

d i s p u t e  is t a k e n  u p  i m m e d i a t e l y  at the formal h e a r i n g  

l e v e l . )

If it is not resolved, the case m o ves a l o n g  to the 

formal h e a r i n g  stage. A  D O R  h e a r i n g  e x a m i n e r  e s s e n t i a l l y  

acts in t h e  c a p a c i t y  of  a j u d g e  and d e c i d e s  t h e  case. This 

s t age can al s o  ta k e  years. The C o m m i s s i o n e r  c a n  e i t h e r  

a d opt o r  r e j e c t  t h e  decision, a l t h o u g h  all d e c i s i o n s  e v e r  

i ssued h a v e  all b e e n  adopted.

A f t e r  a d o p t i o n  of the decision, the t a x p a y e r  is 

req u i r e d  to p a y  t h e  t a x  if n o  appeal is filed in the 

s u p e r i o r  court. If the t a x p a y e r  p u r s u e s  the d i s p u t e  by 

a p p e a l i n g  to court, t h e n  the c o u r t  w i l l  r e q u i r e  that a bo n d  

be p o s t e d  in o r d e r  to c o n t i n u e  c o n t e s t i n g  DOR's decision.

IV. I n a d e q u a c y  o f  the c u r r e n t  r e s o l u t i o n  p r o c e s s

B e c a u s e  of o u r  c u r r e n t  d i s p u t e  r e s o l u t i o n  p r o c e s s  , it 

m a y  t a k e  y e a r s  b e f o r e  t h e  t a x p a y e r s  wi l l  se t t l e  or be 

r e q u i r e d  t o  p a y  the a u d i t e d  t a x  amounts. Some of the 

d i s p u t e s  c o n c e r n  t a xes t h a t  w e r e  o w e d  as far b a c k  as 1970 

a l t h o u g h  in c e r t a i n  instances, audits m a y  not h a v e  been 

p e r f o r m e d  u n t i l  y e a r s  a f t e r  a r e t u r n  is filed b e c a u s e  the 

a s s e s s m e n t  p e r i o d  h a s  b e e n  waived.
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T h e  t a x p a y e r  th e n  h a s  no incentive to r e s o l v e  the 

m a t t e r  s i n c e  he is not r e q u i r e d  to pay the a u d i t e d  tax until 

all the a d m i n i s t r a t i v e  a n d  jud i c i a l  c h annels to o v e r t u r n  the 

a u d i t  h a v e  b e e n  exhausted. By  a l lowing the t a x p a y e r  to keep 

t h e  d i s p u t e d  a m o u n t s  for so long, c u r r e n t  laws app e a r  to 

e n c o u r a g e  t h e  t a x p a y e r  t o  p r o l o n g  the dispute. Thus the 

t a x p a y e r  w i l l  h a v e  t h e  d i s p u t e d  funds to invest and earn 

i n t e r e s t  on, o r  to  u s e  for o t h e r  purposes.

V. A  Solution: P r e p a y m e n t  of A s s e s s e d  Tax A m o u n t s

In o r d e r  for t h e  s t a t e  to c o l lect taxes in a m o r e  

r e a s o n a b l e  t i m e  frame, t h e  oil compa n i e s  s h o u l d  b e  r e q u i r e d  

t o  p r e p a y  t h e  a u d i t e d  a m o u n t  a t  some p o i n t  in the d i s p u t e  

r e s o l u t i o n  process.

P r e p a y m e n t  c o u l d  be r e q u i r e d  a f t e r  the i n formal 

c o n f e r e n c e  stage. A t  this p o i n t  the t a x p a y e r  and the state 

ha v e  b e e n  n e g o t i a t i n g  and f i n e - t u n i n g  the tax liabi l i t y  for 

some time. E r r o r s  a n d  o m i s s i o n s  by the t a x p a y e r  and auditor 

are l i k e l y  t o  h a v e  b e e n  corrected.

A l t e r n a t i v e l y ,  p r e p a y m e n t  c ould be r e q u i r e d  a f t e r  the 

formal hearing. T h e  d i s p u t e  h a s  b e e n  r e v i e w e d  b y  the entire 

DOR h i e r a r c h y  a n d  the C o m m i s s i o n e r  has a d o p t e d  a decision.

If p r e p a y m e n t  is n o t  r e q u i r e d  until a fter the formal 

hearing, s p e c i f i c  t i m e  frames c ould b e  p r o v i d e d  in law for 

e a c h  s t a g e  of t h e  r e s o l u t i o n  process. O n c e  t h e  t a x p a y e r  has 

b e e n  a s s e s s e d  the a u d i t e d  amount, b o t h  the informal 

c o n f e r e n c e  a n d  formal h e a r i n g  stages w o u l d  h a v e  to be
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c o m p l e t e d  w i t h i n  a c e r t a i n  n u m b e r  of years e s t a b l i s h e d  in 

statute. Th i s  w o u l d  g u a r d  a g a i n s t  c o n t i n u e d  p r o l o n g i n g  of 

d i s p u t e s  s ince p r e p a y m e n t  w o u l d  not be req u i r e d  until the 

end p o i n t  of t h e  d e p a r t m e n t ' s  internal review.

It m a k e s  fiscal sense to p u t  some or all of the 

p r e p a y m e n t s  in e s c r o w  u n t i l  the d i s p u t e  is f i n ally resolved. 

Th e  e s c r o w  a c c o u n t  c o u l d  be v i e w e d  as a form of s t a t e  

savings, s i n c e  it c o u l d  still b e  s e v e r a l  y e ars u n t i l  a 

p a r t i c u l a r  d i s p u t e  is f i n a l l y  resolved. In the meantime, 

t he e s c r o w e d  a m o u n t s  c o u l d  e a r n  b e  invested and e a r n  

a d d i t i o n a l  income. T h i s  w o u l d  a l l o w  t h e  s tate t o  s a v e  for 

t h e  fut u r e  and also p r o v i d e  p r o t e c t i o n  in the e v e n t  t h a t  the 

d i s p u t e d  t a x  l i a b i l i t y  w o u l d  b e  r e s o l v e d  in the t a x p a y e r ' s  

favor.

Th e  p r e p a y m e n t  r e q u i r e m e n t  s h o u l d  also be a p p l i e d  to 

a m o u n t s  o w e d  for p r i o r  t a x  years. A p p l y i n g  the p r e p a y m e n t  

r e q u i r e m e n t  to pa s t  y e ars is e s s e n t i a l  in o r der to b r i n g  

a b o u t  fas t e r  r e s o l u t i o n  of t h e  c u r r e n t  tax disputes, since 

t h ese d i s p u t e s  i n v olve t a x  l i a b i l i t i e s  for e a r l i e r  years.

P r e p a y m e n t  has p r e c e d e n t s  at both the s t ate and federal 

levels. It is c u r r e n t l y  r e q u i r e d  by  t h e  IRS if the ta x p a y e r  

d e c i d e s  to appeal t o  the federal d i s t r i c t  c o urt o r  court of 

c l a i m s  r a t h e r  th a n  to t a x  court. In fact, D O R  c u r r e n t l y  has 

a p r e p a y m e n t  r e g u l a t i o n  on t h e  b o o k s  t h a t  r e q u i r e s  p a y ment 

of  e s t i m a t e d  s e v e r a n c e  t a x e s  b u t  it on l y  applies to the 

r e t u r n s  for the y e a r s  a f t e r  1984 (14 A A C  55.165). (It also

on l y  a d d r e s s e s  the issue of oil valuation, not
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t r a n s p o r t a t i o n  assessments.) T h e  r e g u l a t i o n  r e q u i r e s  

p r e p a y m e n t  of an a v e r a g e  am o u n t  owed by  all taxpayers; it 

does not re l a t e  to actual a s s e s s e d  t a x  liability. This 

r e g u l a t i o n  o n l y  a p p l i e s  to t h e  s e v e r a n c e  t a x  a n d  do e s  not 

c a p t u r e  b a c k  t a xes o w e d  u n d e r  t h e  two c o r p o r a t e  income 

taxes.

A  fo r m  of p r e p a y m e n t  w a s  a l s o  a p r o v i s i o n  of the 

s t a t e ' s  f o r m e r  s e p a r a t e  a c c o u n t i n g  l a w  (in e f f e c t  for the 

y e a r s  1979-1981). S i n c e  t h e  l a n g u a g e  was v a g u e  on w h e t h e r  

a u d i t e d  a m o u n t s  w e r e  covered, D O R  n e v e r  e n f o r c e d  t h e  

s t a t u t o r y  p r e p a y m e n t  r e q u i r e m e n t  for t h e  a s s e s s e d  amounts.

In e n a c t i n g  t h i s  p r e p a y m e n t  p r o vision, it is l i k e l y  t h a t  the 

l e g i s l a t i v e  d i d  n o t  f o r e s e e  t h e  n e e d  for e x t e n s i v o  a u d i t s  

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

However, t h e  f o r m e r  p r e p a y m e n t  p r o v i s i o n  c a n  c e r t a i n l y  b e  

t h o u g h t  of as a p r e c e d e n t  f o r  t h e  k i n d  of p r e p a y m e n t  

a d v o c a t e d  here, e s p e c i a l l y  s i n c e  the l a n g u a g e  w a s  n e v e r  

c o n t e s t e d  b y  t h e  taxpayers.

T h e  D e p a r t m e n t  of L a w  h a s  i n f o r m a l l y  a d v i s e d  t h a t  there 

are n o  legal p r o b l e m s  w i t h  p r e p a y m e n t .  A  c o m p r e h e n s i v e  and 

f ormal opinion, p r e p a r e d  b y  b o t h  the a t t o r n e y  g e n e r a l ' s  

o f f i c e  a n d  the D e p a r t m e n t  of Revenue, is e x p e c t e d  e a r l y  next 

week.

VI. C o n c l u s i o n

T h e  l e g i s l a t u r e  s h o u l d  p r o v i d e  b y  s t a t u t e  for 

p r e p a y m e n t  of a u d i t e d  t a x  a m o u n t s  at a set p o i n t  in t h e  

r e s o l u t i o n  process. T h i s  w i l l  in s u r e  the s tate r e c e i v e s  its



s h a r e  o f  o i l  r e v e n u e s  in a m o r e  t i m e l y  m a n n e r  a n d  al s o  

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

S u c h  a p r e p a y m e n t  r e q u i r e m e n t  s h o u l d  n o t  b e  v i e w e d  as 

an a d d i t i o n a l  b u r d e n  t o  t h e  o i l  c o m p a n i e s  s i n c e  t h e  r e v e n u e  

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

t a x e s ;  r a t h e r ,  it is r e v e n u e  t h e  s t a t e  s h o u l d  h a v e  a l r e a d y  

r e c e i v e d .

I nt e r i m  Rep ort
Page 13



ALASKA DEPARTMENT OF REVENUE 

APPEALED TAX ASSESSMENTS BY APPEAL LEVEL 

January 6, 1986

VALUE

TAX TYPE STATUTE OF ACCOUNTS CONFERENCE FORMAL COJRT

OIL & GAS CORP INC AS 43.21 $524,163,0(^.65 $438,358,422.69 $85,804,673.96 $ .00
OIL & GAS PRODUCTION AS 43.55 321,697,462.15 300,848,926.97 20,848,535.18 .00
CORPORATE INCOME AS 43.20 62,432,449.81 47,639,282.76 13.773.98S.93 1,019,181 .12
INDIVIDUAL INCOK AS 43.20 2,844,081.31 2,828,965.29 15,116.02 .00
BUSINESS LIC GR RCPT AS 43.70 2,686,323.31 1,777,731.64 524,380.37 384,211 .30
FISHERIES AS 43.75 1,925,335.87 1,150,173.69 775,162.18 .00
MOTOR FUEL AS 43.40 1.525,206.60 970,498.59 554,708.01 .00
MINING AS 43.65 828,697.24 828,697.24 .00 .00
OIL & GAS PROPERTY AS 43.56 385,779.18 9,321.98 .00 376,457 .20
FIOICUARY INCOME AS 43.20 183,636.52 183,636.52 .00 .00
SALMON ENHANCEMENT AS 43.76 42,535.97 29,618.97 12,917.00 .00
ESTATE AS 43.31 30,840.49 30,840.49 .00 .00
SEAFOOO MARKETING AS 16.51 8,119.55 8,119.55 .00 .00
INDIVIDUAL WITWOLD AS 43.20 7,610.85 7,610.85 .00 .00
TOBACCO (CIGARETTE) AS 43.50 4,487.22 4,487.22 .00 .00
WHSL CANNED SALMON AS 43.80 2,250.00 2,250.00 .00 .00
LiqUOR EXCISE AS 43.60 485.13 48S.13 .00 .00
COIN OPERATEO DEVICE AS 43.35 .00 .00 .00 .00

TOTAL TAX ACCOUNTS RECEIVABLE $918,768,397.85 $794,679,069.58 $122,309,478.65 $1,779,849.62

PERCENT OF TOTAL VALUE 100.001 86.491 13.311 0.20$

TAX TYPE STATUTE
NUMBER 

OF ACCOUNTS CONFERENCE FORMAL COURT

OIL & GAS PRODUCTION AS 43.55 496 413 83 0
CORPORATE INCC, AS 43.20 405 314 82 9
INDIVIDUAL INCOME AS 43.20 253 243 10 0
MOTOR FUEL AS 43.40 153 92 61 0
FISHERIES AS 43.75 54 41 13 0
BUSINESS LIC GR RCPT AS 43.70 42 32 8 2
OIL 4 GAS CORP INC AS 43.21 36 21 15 0
SALMON ENHANCEMENT AS 43.76 20 18 2 0
MINING AS 43.65 8 8 0 0
SEAFOOO MARKETING AS 16.51 7 7 0 0
FIOICUARY INCOME AS 43.20 7 7 0 0
INDIVIDUAL WITWOLD AS 43.20 5 5 0 0
OIL 6 GAS PROPERTY AS 43.56 5 4 0 1
WHSL CANNED SALMON AS 43.80 3 3 0 0
TOBACCO (CIGARETTE) AS 43.50 2 2 0 0
ESTATE AS 43.31 2 2 0 0
LIQUOR EXCISE AS 43.60 1 1 0 0
COIN OPERATED DEVICE AS 43.35 ___ 0 ____0 _ 0 _0

TOTAL TAX ACCOUNTS 1.499 1.213 274 J2

PERCENT OF TOTAL ACCOUNTS 100.00$ 80.92$ 18.28$ 0.80$



O V E R V I E W  O P  I S S U E S  

P E R T A I N I N G  T O  H B  353

II.
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I. W h a t  d o e s  HB 353 do?

A. H B  353 w o u l d  r e i n s t a t e  s e p a r a t e  a c c o u n t i n g  as t h e  m e t h o d  
t h a t  t h e  oil i n d u s t r y  m u s t  u s e  t o  c o m p u t e  i n c o m e  e a r n e d  in 
A l a s k a  t o  d e t e r m i n e  its i n c o m e  t a x  l i a b i l i t y  t o  t h e  state.

B. H B  353 r e t u r n s  t h e  n o m i n a l  s e v e r a n c e  t a x  r a t e  fr o m  15% to 
its p r e - 1 9 8 1  l e v e l  of 1 2 . 2 5 % . T h e  n o m i n a l  r a t e  w a s  r a i s e d  in 
1 9 8 1  at t h e  s a m e  t i m e  t h a t  s e p a r a t e  a c c o u n t i n g  w a s  r e p e a l e d  in 
o r d e r  t o  c o m p e n s a t e  f o r  t h e  lo s s  in t a x  r e v e n u e  a n t i c i p a t e d  at 
t h e  t i m e  d u e  t o  i m p l e m e n t a t i o n  o f  m o d i f i e d  a p p o r t i o n m e n t .

II. S u m m a r y

A. H B  353 w i l l  i n s u r e  t h a t  t h e  s t a t e  r e c e i v e s  its f a i r  s h a r e  of 
A l a s k a n  o i l  w e a l t h .  T h e  i n d u s t r y ' s  s h a r e  h a s  i n c r e a s e d  s i n c e  
t h e  1 9 8 1  t a x  c h a n g e s  w h i l e  t h e  s t a t e ' s  s h a r e  h a s  d e c r e a s e d .
T h e  c h a n g e o v e r  h a s  c o s t  t h e  s t a t e  a p p r o x i m a t e l y  $8 5 0  m i l l i o n  
f r o m  FY 8 2  t h r o u g h  F Y 86 a n d  a n  a d d i t i o n a l  $ 1 . 4  b i l l i o n  c a n  b e  
r a i s e d  f r o m  F Y 8 7  t h r o u g h  F Y 2 0 0 5  if t h e  s t a t e  r e t u r n s  t o  its 
p r e - 1 9 8 1  t a x  s t r u c t u r e .

B. T h e  A l a s k a  S u p r e m e  C o u r t  h a s  f o u n d  t h a t  s e p a r a t e  a c c o u n t i n g  
is c o n s t i t u t i o n a l  i n  e v e r y  r e s p e c t .  T h e  c o u r t  e v e n  d e c l a r e d  
t h a t  it is a b e t t e r  m e a s u r e  o f  o i l  i n d u s t r y  i n c o m e  i n  A l a s k a  
t h a n  f o r m u l a  a p p o r t i o n m e n t .  T h e  U S  S u p r e m e  C o u r t  e s s e n t i a l l y  
c o n c u r r e d  in t h i s  d e c i s i o n  o n  J a n u a r y  13, 1986, w h e n  it 
r e f u s e d  t o  r e v i e w  t h e  i n d u s t r y ' s  a p p e a l  o f  t h e  s t a t e  c o u r t ' s  
r u l i n g .

C. S e p a r a t e  a c c o u n t i n g  is a f a i r e r  t a x  b e c a u s e  it w i l l  l o w e r  
t h e  i n c o m e  t a x  o n  l e s s  p r o f i t a b l e  i n v e s t m e n t s  l i k e  m a r g i n a l  
f i e l d  e x p l o r a t i o n  a n d  d e v e l o p m e n t  a n d  r a i s e  t h e  i n c o m e  t a x  on 
h i g h l y  p r o f i t a b l e  f i e l d s  l i k e  P r u d h o e  B a y  (i.e., c o n v e n t i o n a l  
r e c o v e r y  i n  t h e  S a d l e r o c h i t  r e s e r v o i r ) . T h e  i n d u s t r y  c a n  
a f f o r d  a h i g h e r  i n c o m e  t a x  o n  P r u d h o e  b e c a u s e  it m a d e  as m u c h  
in F Y  85 a s  it m a d e  in F Y  82 (about $6 b i l l i o n  in r e a l  terms) 
e v e n  w i t h  t h e  d o w n w a r d  p r i c e  s p iral. A d d i t i o n a l l y ,  t h e  i n c o m e  
t a x  i n c r e a s e  o n  P r u d h o e  w o u l d  b e  c o u p l e d  w i t h  a 22% s e v e r a n c e  
t a x  d e c r e a s e  u n d e r  H B  353.

D. F u t u r e  t a x  p o l i c y  s h o u l d  b e  d i r e c t e d  b y  t h e  o v e r w h e l m i n g  
i m p o r t a n c e  o f  P r u d h o e  B a y  to o u r  r e v e n u e  s t a b i l i t y .  E v e n  w i t h  
m a r g i n a l  f i e l d  d e v e l o p m e n t ,  P r u d h o e  is s t i l l  e x p e c t e d  to 
p r o v i d e  a l m o s t  8 0 %  o f  p r o d u c t i o n  t h r o u g h  2010. A l m o s t  t w o  
t h i r d s  of r e c o v e r a b l e  r e s e r v e s  in A l a s k a  a r e  f o u n d  in Prudhoe.

III. B a c k g r o u n d

A. A f t e r  f o u r  y e a r s  o f  c o m p r e h e n s i v e  study, t h e  1978 
l e g i s l a t u r e  c h a n g e d  t h e  m e t h o d  of a c c o u n t i n g  t h a t  oil 
c o m p a n i e s  m u s t  u s e  t o  c o m p u t e  t h e i r  c o r p o r a t e  i n c o m e  t a x  
l i a b i l i t y  f r o m  f o r m u l a  a p p o r t i o n m e n t  t o  s e p a r a t e  a c c o u n t i n g .
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It w a s  d e t e r m i n e d  that s e p a r a t e  a c c o u n t i n g  w o u l d  more 
a c c u r a t e l y  r e f l e c t  h o v  m u c h  of an oil c o m p a n y ' s  income is 
e a r n e d  in Alaska.

B. T h e  c o n s t i t u t i o n a l i t y  of s e p a r a t e  a c c o u n t i n g  was q u i ckly 
c h a l l e n g e d  b y  the m a j o r  oil c o m p a n i e s  in A r c o  v. s t a t e . The 
1981 l e g i s l a t u r e  was f a ced w i t h  the t h r e a t  of h a v i n g  to refund 
a b o u t  $9 b i l l i o n  in 1985 w h e n  r e s o l u t i o n  of the l i t i g a t i o n  was 
expected. In r e s p o n s e  t o  this threat, the legisl a t u r e  
r e p e a l e d  s e p a r a t e  a c c o u n t i n g  and e n a c t e d  m o d i f i e d  
a p p o r t i o n m e n t  in its place. In 1983, an A n c h o r a g e  sup e r i o r  
c o u r t  j u d g e  r u l e d  t h a t  s e p a r a t e  a c c o u n t i n g  is constitutional. 
Th i s  d e c i s i o n  w a s  u n a n i m o u s l y  u p h e l d  b y  t h e  A l a s k a  S u p r e m e  
C o u r t  in August, 1985. It w a s  a g a i n  u p h e l d  th i s  p a s t  Monday, 
J a n u a r y  13, 1986, w h e n  t h e  US  S u p r e m e  C o u r t  r e f u s e d  to r e v i e w  
the i n d u s t r y ' s  ap p e a l  of  t h e  s t ate s u p r e m e  c o u r t ' s  ruling, 
thus e n d i n g  t h e  lawsuit.

c. Definitions:
1. F o r m u l a  a p p o r t i o n m e n t : If a f i r m  o p e r a t e s  in s e v e r a l  st a t e s  
and one of t h e  s t a t e s  w i s h e s  to t a x  its income, a m e t h o d  m u s t  
be c h o s e n  to d e t e r m i n e  h o w  m u c h  inc o m e  w a s  a c t u a l l y  e a r n e d  in 
the t a x i n g  state. T h e  f o r mula a p p o r t i o n m e n t  m e t h o d  l o o k s  at 
the firm's w o r l d w i d e  in c o m e  and, b y  u s e  of a formula, 
a t t r i b u t e s  p a r t  o f  it t o  t h e  t a x i n g  state. T h e  s t a n d a r d  
f o r mula us e s  t h r e e  i n d i c a t o r s  of b u s i n e s s  p r e s e n c e  in t h e  
state: payroll, p r o p e r t y  a n d  sales.

2. M o d i f i e d  . a p p o r t i o n m e n t : T h i s  is a m o d i f i e d  v e r s i o n  of 
f o r m u l a  apportio n m e n t .  It is d i f f e r e n t  b e c a u s e  of the 
s u b s t i t u t i o n  of t h e  e x t r a c t i o n  f a c t o r  for the p a y r o l l  f a c t o r  
since t h e  fo r m e r  is a b e t t e r  i n d i c a t o r  of oil i ndustry 
p r e s e n c e  in Alaska. T h e  e x t r a c t i o n  fa c t o r  h e l p s  t o  d e t e r m i n e  
income fr o m  oil p r o d u c t i o n  b y  m e a s u r i n g  the amount of a 
c o m p a n y ' s  i n - s t a t e  p r o d u c t i o n  activity. S i nce in A l a s k a  
p r o d u c t i o n  is far m o r e  p r e v a l e n t  t h a n  m a r k e t i n g  a n d  refining, 
m o d i f i e d  a p p o r t i o n m e n t  m o r e  a c c u r a t e l y  d e t e r m i n e s  oil c o m p a n y  
income a n d  p r o f i t a b i l i t y  in A l a s k a  t h a n  does t h e  s t a n d a r d  
formula a p p o r t i o n m e n t  method.

3. S e p a r a t a  a c c o u n t i n g : T h i s  m e t h o d  does not u s e  a formula to
c a r v e  o u t  a p o r t i o n  of w o r l d w i d e  income a n d  a t t r i b u t e  it to 
Alaska. Instead, it t a kes t h e  w e l l h e a d  v a l u e  of oil (gross 
income) in A l a s k a  and d e d u c t s  from it all the c o sts of 
p r o d u c t i o n  to a r r i v e  a t  n e t  income. T h i s  a m o u n t  is then 
t a x e d  a t  t h e  same c o r p o r a t e  income t a x  r a t e  t h a t  all other 
n o n - o i l  b u s i n e s s e s  pay. B e c a u s e  it is c o n s i d e r e d  b v _ m a n v  to 
be t h e  m o s t  a c c u r a t e  w a v  to measure, the valU9-_o.f_o.iJL 
p r o d u c t i o n  a c t i v i t y  it c o m e s  c l o s e s t  t o  m e a s u r i n g _ i n c o m e  
e a r n e d  o n l y  in Alaska, and therefore, the income of oil 
c o m p a n i e s  d i r e c t l y  a t t r i b u t a b l e  t o  b u s i n e s s  a c t i v i t i e s  in

IV. w h e t  i m p o r t a n t  issues a r e  i n v o l v e d  in d e c i d i n g  w h e t h e r  to 
e n act H B  353?

A. Is s e p a r a t e  a c c o u n t i n g  a better, fairer w a y  to tax the oil
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ind u s t r y  in Alaska?

B. Will H B  353 d i s c o u r a g e  f u r t h e r  e x p l o r a t i o n  and development 
of n e w  oil fields in A l a s k a ?

C. W i l l  H B  353 d e s t a b i l i z e  A l a s k a ' s  b u s i n e s s  climate?

D. H o w  wi l l  a r e t u r n  t o  sep a r a t e  a c c o u n t i n g  af f e c t  our tax 
revenues?

E. H o w  w i l l  a r e d u c t i o n  in the s e v e r a n c e  tax a f f e c t  our tax 
reven u e s ?

F. H o w  wi l l  t h e  i n e v i t a b l e  d e c l i n e  in Prudhoe Bay pro d u c t i o n  
a f f e c t  A l a s k a ' s  r e v e n u e  p i c t u r e ?

G. S h o u l d  t h e  l e g i s l a t u r e  c o n s i d e r  a n y  o t h e r  c h a n g e s  to our oil 
& g a s  t a x  s t r u cture?

H. W h a t  is t h e  c u r r e n t  st a t u s  of A r c o  v. s t a t e ?

I. W a s  t h e r e  a c o n s p i r a c y  in 1981?

J. H o w  h e a l t h y  is the oil i n d u s t r y  at pr e s e n t ?

K. H o w  do e s  t a x a t i o n  o f  t h e  oil in d u s t r y  in A l a s k a  c o m p a r e  to 
t a x a t i o n  of the i n d u s t r y  in o t h e r  states and at the federal 
level?

T h e s e  q u e s t i o n s  are a n s w e r e d  in t h e  f o l l o w i n g  sections.

V. is s e p a r a t e  a c c o u n t i n g  a b e t t e r  and fairer tax a c c o u n t i n g  
m e t h o d  for A l a s k a ?

A. Th i s  issue p o s e s  t w o  m a j o r  questions: (1) W h i c h  m e t h o d  —  
s e p a r a t e  a c c o u n t i n g  o r  f o r mula a p p o r t i o n m e n t  type of 
a c c o u n t i n g  —  b e s t  m e a s u r e s  the a m o u n t  of income e a r n e d  w i t h i n
the t a x i n g  state? A  fair t a x  wi l l  o n l y  apply to in c o m e  earned
in th a t  p a r t i c u l a r  state. (2) W h a t  is A l a s k a ' s  "fair share" 
of the oil w e a l t h  p r o v i d e d  b y  o u r  oil resources?

B. Q u e s t i o n  #1 was a n s w e r e d  by the l egislature in 1978, again
b y  A l a s k a  co u r t s  in b o t h  1983 a n d  1985, and a g ain by  t h e  US 
Su p r e m e  C o u r t  last Monday. In Aucrust. '85. the A l a s k a  Supreme 
C o u r t  s t a t e d  th a t  s e p a r a t e  a c c o u n t i n g  is the p r e v a i l i n g  method 
t h r o u g h o u t  t h e  U n i t e d  S t a t e s  for r e p o r t i n g  income from oil 
p r o d u c t i o n  b e c a u s e  it c o n f o r m s  m o r e  to a n  oil compa n y ' s  
f inancial a c c o u n t i n g  p r o c e d u r e s  and "more a c c u r a t e l y  reflects 
Income th a n  formula a p p o r t i o n m e n t . ...[T]he A l a s k a  legislature 
t u r n e d  t o  s e p a r a t e  a c c o u n t i n g  for oil p r o d u c i n g  businesses 
on l y  a f t e r  it d e t e r m i n e d  t h a t  t h e  u s e  of formula apportionment 
to c o m p u t e  A l a s k a ' s  s h are o f  oil p r o d u c t i o n  income w o uld
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s e r i o u s l y  u n d e r e s t i m a t e  t h e  p r o d u c t i o n  i n c o m e  t h a t  w as r i a h t l v  
s u b j e c t  to t a x a t i o n  b y  t h i s  s t a t e  ( e m p h a s i s  a d d e d ) , "  T h e  
C o u r t  n o t e d  further that the c a s e  of S o h i o  is the be s t  
i l l u s t r a t i o n  of t h e  s u p e r i o r i t y  of s e p a r a t e  a c c o u n t i n g  as a 
m e a n s  of a l l o c a t i n g  in c o m e  e a r n e d  in a p a r t i c u l a r  
ju r i s d i c t i o n .  D u r i n g  the p e r i o d  1978-80, S o h i o  m a i n t a i n e d  
t h a t  o n l y  10% of its payroll, 12% of its sales a n d  50% of its 
p r o p e r t y  w e r e  in Alaska. Yot its 1980 annual re p o r t  states 
t h a t  o v e r  90% of its total oil p r o d u c t i o n  d e r i v e d  from 
r e s e r v e s  in Alaska. A d d i t i o n a l l y ,  d o c u m e n t s  s u b m i t t e d  t o  t h e  
C o u r t  (and n o t  d i s p u t e d  b y  t h e  companies) i n d i c a t e  t h a t  
S o h i o ' s  e a r n i n g s  h a d  e l e v a t e d  it fr o m  17th t o  7th 
i n d ustrywide. So, the C o u r t  concluded, "... t h e  t r a d i t i o n a l  
f o r m u l a  a p p o r t i o n m e n t  m e t h o d  w o u l d  I n a d e q u a t e l y  r e f l e c t  t h e  
p h e n o m e n a l  v a l u e  of t h e  companies' oil re s e r v e s  in A l a s k a ."

C. S e p a r a t e  a c c o u n t i n g  is a l s o  s u p e r i o r  to m o d i f i e d  
a p p o r t i o n m e n t  b e c a u s e  it t a x e s  c o n v e n t i o n a l  r e c o v e r y  at 
P r u d h o e  Bay m o r e  h e a v i l y  t h a n  less p r o f i t a b l e  ventu r e s ,  s u c h  
as n e w  t e c h n o l o g y  a p p l i c a t i o n s  at Prudhoe, a n d  e x p l o r a t i o n  and 
d e v e l o p m e n t  in m a r g i n a l  fields. T h e s e  less p r o f i t a b l e  
v e n t u r e s , w i l l , a c t u a l l y _ e x p e r i e n c a  a n  Income t a x  r e d u c t i o n  
u n d e r  s e p a r a t e  a c c o u n t i n g , j u s t  as P r u d h o e  w i l l  e x p e r i e n c e  a 
t a x  increase. P r u d h o e  c a n  a f f o r d  to  p a y  m o r e  t a x e s  a n d  still 
b e  h i g h l y  p rofitable. A  1984 I n s t i t u t e  of So c i a l  & E c o n o m i c  
R e s e a r c h  (ISER) s t u d y  f o u n d  t h a t  P r u d h o e  h a d  m a d e  t h e  
c o m p a n i e s  a b o u t  $9 b i l l i o n  in n e t  p r o f i t s  a n d  t h a t  its 1982 
p r o f i t  ra t e  h o v e r e d  a r o u n d  25%. But some of the r i s k i e r  
i n v e s t m e n t s  t h a t  i n d u s t r y  is m a k i n g  in A l a s k a  t h a t  are 
e x p e c t e d  to  y i e l d  a l e s s - t h a n - a v e r a g e  p r o f i t  c o u l d  u s e  an 
a d d i t i o n a l  t a x  break. T h i s  w o u l d  b e  a m u c h  m o r e  e q u i t a b l e  
a p p r o a c h  t h a n  m o d i f i e d  a p p o r t i o n m e n t  w h i c h  taxes all i n d u s t r y  
a c t i v i t i e s  at  a p p r o x i m a t e l y  t h e  same rate r e g a r d l e s s  o f  r i s k  
a n d  e x p e c t e d  profit.

D. W i t h  r e g a r d  to q u e s t i o n  #2, A l a s k a ' s  fair s hare s h o u l d  be 
t h o u g h t  of p r i n c i p a l l y  in p h i l o s o p h i c a l  terms r a t h e r  t h a n  only 
in t e r m s  of numbers. The f o l l o w i n g  c o m m e n t s  w e r e  m a d e  in a 
j o i n t  s t a t e m e n t  fr o m  the G o v e r n o r  a n d  t h e  l e g i s l a t i v e  
l e a d e r s h i p  in March, 1981: "[ A ] n y  s i g n i f i c a n t  d e c r e a s e s  in
S t a t e  oil a n d  gas r e v e n u e s  a p p e a r  b o t h  u n w a r r a n t e d  am! 
u n s u p p o r t e d  b y  t h e  m a j o r i t y  of Alaskans. T h e  S t a t e ' 1, c u r r e n t  
level o f  t a x a t i o n  ... p r o v i d e s  t h a t  b o t h  the oil c o m p a n i e s  and 
the f e d eral g o v e r n m e n t  w i l l  r e c e i v e  g r e a t e r  shares of A l a s k a ' s  
w e a l t h  t h a n  w i l l  Alaskans. Acco r d i n g l y ,  any g r e a t e r  
p e r c e n t a g e  g r a n t e d  t h e  f o r m e r  at  the e x p e n s e  of t h e  la t t e r  
w o u l d  be  i n e q u i t a b l e  ... A l l  a g r e e  t h a t  any c h a n g e s  (to t h e  
t a x  code] t h a t  w o u l d  g i v e  l a r g e  sums of m o n e y  to t h e  oil 
i n d u s t r y  at t h e  e x p e n s e  o f  the p e o p l e  of A l a s k a  are 
u n a c c e p t a b l e . "  T h e s e  s t a t e m e n t s  e x p r e s s  the p h i l o s o p h y  b e h i n d  
A l a s k a ' s  oil and gas t a x  c o d e  a n d  p r o v i d e  a f r a m e w o r k  for 
d e t e r m i n i n g  if A l a s k a  r e c e i v e s  its fa i r  s h a r e  of t h e  oil 
wealth. T h e y  c o n t i n u e  to b e  r e l e v a n t  in 1986.
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E. W i t h  this p h i l o s p h y  firmly in mind, c o n s i d e r  a "shares" 
a n a l y s i s  p r e p a r e d  by  e c o n o m i s t  Eb a n  G o o d s t e i n  in m i d  1985. He 
f ound that in FY82, shares o f  oil w e a l t h  in A l a s k a  were 
d i v i d e d  as follows: i n d u s t r y  - 41%, federal g o v e r n m e n t  - 30%,
and s tate g o v e r n m e n t  - 29%. By FY85, the shares h a d  shifted 
su c h  th a t  i n dustry r e c e i v e d  50%, the federal g o v e r n m e n t  
r e c e i v e d  22% and the s tate r e c e i v e d  27%.

F. A l a s k a  is not r e c e i v i n g  its fair s h a r e  as d e f i n e d  b y  the 
G o v e r n o r  and the l e g i s l a t u r e  in 1981 b e c a u s e  its s h are has 
d e c l i n e d  w h i l e  the oil i n d u s t r y ' s  s h a r e  has increased. 
G o o d s t e i n ' s  a n a l y s i s  f u r ther su g g e s t s  th a t  the c h a n g e  from 
s e p a r a t e  a c c o u n t i n g  to m o d i f i e d  a p p o r t i o n m e n t  w a s  one of th e  
r e a s o n s  w h y  A l a s k a ' s  s h are d i m i n i s h e d  and the i n d ustry's sh a re  
i n c r e a s e d . His s t udy c o n c l u d e s  t h a t  if s e p a r a t e  a c c o u n t i n g  
h a d  n o t  b e e n  repealed, t h e  FY82 s h a r e s  w o u l d  h a v e  b e e n  42% 
industry, 30% federal g o v e r n m e n t  and 28% s t ate g o v e r n m e n t  
w h i l e  the FY85 shares w o u l d  h a v e  b e e n  47% industry, 21% 
fe d eral g o v e r n m e n t  and 33% s t a t e  govern m e n t .  A  shares 
a n a l y s i s  p r e p a r e d  b y  the H o u s e  R e s e a r c h  A g e n c y  in December, 
1985, com p a r e s  c l o s e l y  w i t h  t h e  G o o d s t e i n  a n a l y s i s  for t h e  
y e a r s  FY82 t h r o u g h  FY85.

VI. W i l l  B B  353 d i s c o u r a g e  e x p l o r a t i o n  a n d  d e v e l o p m e n t ?

A. T h e  m a j o r  d e t e r m i n a n t s  of a c o m p a n y ' s  d e c i s i o n  to  e x p l o r e  
a n d  d e v e l o p  a p a r t i c u l a r  oil f i e l d  are a v a i l a b i l i t y  o f  t h e  
oil, the p r i c e  of oil, and t h e  c o s t  of p r o d u c t i o n  in that 
p a r t i c u l a r  field. T h e s e  factors d e t e r m i n e  the r a t e  of re t u r n  
w h i c h  in tu r n  d e t e r m i n e s  w h e t h e r  o r  n o t  a field wi l l  be 
e x p l o r e d  o r  developed. S i n c e  a s t a t e ' s  t a x  rate is o n l y  one 
a s p e c t  of the co s t  of production, and the cost of p r o d u c t i o n  
is o n l y  one factor in t h e  ra t e  of r e t u r n  equation, it follows 
t h a t  the t a x  rate c a n  o n l y  p l a y  a s mall role in the company's 
final d e c i s i o n  t o  e x p l o r e  or develop. A l t h o u g h  t a x a t i o n  m a y  
h a v e  a p s y c h o l o g i c a l  af f e c t  o n  a c o m p a n y ' s  decision, it will 
r a r e l y  be the p r i n c i p a l  f a c t o r  in the d e c i s i o n  m a k i n g  process. 
T h e  overall rate of r e t u r n  is the u l t i m a t e  d e c i s i o n  _maker_.and 
t h e  rate of t a x a t i o n  o l avs o n l y  a small part in d e t e r m i n i n g 
t h a t  rate of r e t u r n . As the IS E R  r e p o r t  states: "[F]our 
fact o r s  are t y p i c a l l y  m o r e  i m p o r t a n t  t h a n  state t a x  rates in 
s h a p i n g  the p a t t e r n  of r e s o u r c e  d e v e l o p m e n t . "  T h e s e  factors 
are d e s c r i b e d  as g e o l o g i c  g o o d  fortune, o w n e r s h i p  of the 
m i n e r a l  rights, cost e n v i r o n m e n t  a n d  w o r l d  e n e r g y  prices.

B. U n l i k e  f o r mula or m o d i f i e d  f o r mula a p portionment, separate 
a c c o u n t i n g  only taxes a c o m p a n y  on p r o f i t s  m a d e  in Alaska. In 
fact, a c o m p a n y  wi l l  o n l y  p a y  a t a x  o n  p r o f i t a b l e  fields in 
A l a s k a  so th a t  if it has p r o d u c t i o n  a c t i v i t y  at P r u dhoe Bay 
a n d  e x p l o r a t o r y  a c t i v i t i e s  elsewhere, it w i l l  o n l y  p a y  taxes 
on  the P r u dhoe p r o d u c t i o n  a c t i v i t y  b e c a u s e  it d o e s  not yet 
d e r i v e  any income from its e x p l o r a t o r y  work. Moreover, 
s e p a r a t a  a c c o u n t i n g  w o u l d  a l l o w  t h e  c o m p a n y  to d e d u c t  its
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e x p l o r a t o r y  ex p e n s e s  from its P r u d h o e  t a x  liability. 
A p p o r t i o n m e n t ,  on the o t h e r  hand, t a x e s  a p o r t i o n  of a 
c o m p a n y ' s  w o r l d w i d e  income so t h e  c o m p a n y  will p a y  taxes in 
A l a s k a  e v e n  if all its p r o f i t s  w e r e  m a d e  e l s e w h e r e  and even if 
its A l a s k a n  a c t i v i t i e s  o p e r a t e  at a loss. S e p a r a t e  
a c counting, then, is a b e t t e r  i n c e n t i v e  for e x p l o r a t i o n  and 
d e v e l o p m e n t  since a c o m p a n y  w i l l  not p a v  t a xes until t h e  f i e l d  
it is e x p l o r i n g  o r  d e v e l o p i n g  s t a r t s  to p r o d u c e  and gener a t e s  
a p r o f i t , in a l e t t e r  to the H o u s e  F i n a n c e  Committee, ISER 
e c o n o m i c s  p r o f e s s o r  M a t t h e w  B e r m a n  e x p l a i n e d  this e f f e c t  as 
follows: " [ S ] e p a r a t e  a c c o u n t i n g . ..has v i r t u a l l y  no a d v erse
e f f e c t  o n  d e v e l o p m e n t  of m a r g i n a l  fields. A  fi r m  ...will ma k e  
t h e  i n v e s t m e n t  o n l y  if it e x p e c t s  s u c h  d e v e l o p m e n t  to b e  
p r o f i t a b l e  a f t e r  s u b t r a c t i n g  all taxes. Under... s e p a r a t e  
a c c o u n t i n g . . .  the p r o p o s e d  i n v e s t m e n t . . .will g e n e r a t e  a tax 
l i a b i l i t y . . .only if t h e  i n v e s t m e n t  is p r o f i t a b l e  any w a y . "  
B e r m a n  c o n tinues, " C o r p o r a t e  i n c o m e  t a x e s  a s s e s s e d  u n d e r  the 
m o d i f i e d  a p p o r t i o n m e n t  s y s t e m . .. m a y  h a v e  some a d v e r s e  e f f e c t s  
[because] a n y  investment, p r o f i t a b l e  o r  not, w i l l  g e n e r a t e  an 
A l a s k a  i n c o m e  t a x  l i a b i l i t y . "  B e r m a n  r e a c h e s  t h e  same 
c o n c l u s i o n  for e x p l o r a t i o n  of  m a r g i n a l  fields. A  m i d  1985 
i s s u e  o f  P a c i f i c  OCS. N e w s , a t r a d e  journal, m a d e  a s i m i l a r  
o b s e r v a t i o n  a b o u t  C o n o c o ' s  d e v e l o p m e n t  of  M i l n e  Point: "The
s t a r t  u p  of t h i s  f ield b e g i n s  a n e w  e r a  o f  marginal, N. S l o p e  
p r o j e c t s  ... If t h e  s t a t e  r e t u r n s  t o  the p r e - 1 9 8 2  'separate 
a c c o u n t i n g '  t a x  met h o d s ,  it c o u l d  o f f e r  a s i g n i f i c a n t  
i n c e n t i v e  to t h i s  t y p e  of s m a l l  d e v e l o p m e n t ,  b e c a u s e  it w o u l d  
be  t a x e d  o n  its o w n  p r o f i t a b i l i t y  a n d  n o t  on t h e  c o m panies' 
n a t i o n a l  p r o f i t  base."

c. E x p l o r a t i o n  a n d  d e v e l o p m e n t  t a k e s  p l a c e  in m a n y  
j u r i s d i c t i o n s  t h a t  r e q u i r e  s e p a r a t e  a c counting. F o r e i g n  
nations, the US G overnment, Oklah o m a ,  L o u i s i a n a  and 
M i s s i s s i p p i  all u t i l i z e  s e p a r a t e  a c c o u n t i n g  and all h a v e  
e x p e r i e n c e d  e x p l o r a t i o n  and d e v e l o p m e n t  activity.

D. A l t h o u g h  t h e  ind u s t r y  i n d i c a t e d  t o  the l e g i s l a t u r e  l a s t  
s e s s i o n  t h a t  a  r e t u r n  t o  s e p a r a t e  a c c o u n t i n g  w o u l d  h a m p e r  
t h e i r  e x p l o r a t i o n  and d e v e l o p m e n t  a c t i v i t i e s  in Alaska, t h eir 
a n n u a l  r e p o r t s  a p p e a r  t o  l e a d  t h e i r  s h a r e h o l d e r s  t o  a m u c h  
d i f f e r e n t  conclusion. Take, for example, t h e  annual r e p orts 
of A R C O  fr o m  1978 to 1981, t h e  y e a r s  t h a t  s e p a r a t e  a c c o u n t i n g  
w a s  o n  t h e  books. In 1978, A R C O ' s  e a r n i n g s  w e r e  u p  15%; in 
1979, t h e y  w e r e  u p  45%; in 1980, t h e y  w a r e  up 42%; and in 
1981, t h e y  w e r e  u p  s l i g h t l y  again. "As it was in 1978", ARCO 
i n f o r m e d  its s h a reholders, "t h e  N o r t h  S l o p e  of A l a s k a  w a s  a 
p r i m e  s o u r c e  o f  t h e  C o m p a n y ' s  e a r n i n g s  i m p r o v e m e n t  in 1979." 
Clearly, s e p a r a t e  a c c o u n t i n g  d i d  n o t  i n t e r f e r e  w i t h  its 
e a r n i n g s  n o r  its e x p l o r a t i o n  a n d  d e v e l o p m e n t  plans. T h e s e  
p l a n s  w e r e  in fact e x p a n d e d  d r a m a t i c a l l y  d u r i n g  the s e p a r a t e  
a c c o u n t i n g  years. T h e  1979 a n n u a l  r e p o r t  states: "For its
part, A t l a n t i c  R i c h f i e l d  h a s  d r a m a t i c a l l y  i n t e n s i f i e d  its 
s e a r c h  f o r  n e w  d o m e s t i c  r e s e r v e s  of o i l  a n d  gas."
E x p l o r a t i o n  a n d  d e v e l o p m e n t  o c c u r r e d  w i t h i n  A l a s k a  d u r i n g
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t h e s e  years. For example,- K u p a r u k  d e v e l o p m e n t  was s t a rted in 
1979 and c o m p l e t e d  in 1981, "three months ahead of schedule", 
a c c o r d i n g  to the 1981 A R C O  annual report. Surprisingly, the 
first y e a r  that AR C O  c o m p l a i n s  about its t a x  b u r d e n  to its 
s h a r e h o l d e r s  is 1982 —  a full y e a r  a f ter A l a s k a  r epealed its 
s e p a r a t e  a c c o u n t i n g  statute.

E. A c c o r d i n g  to e c o n o m i s t  Goodstein, t h e  oil compa n i e s  m a d e  sn 
m u c h  m o n e y  in A l a s k a  b e t w e e n  1982 and 1985 that S24 billion in 
p r o f i t s  w e n t  o u t s i d e . A c c o r d i n g  to A R C O  A l a s k a  p r e s i d e n t  
H a r o l d  H e i n z e ' s  r e m a r k s  to t h e  C o m m i t t e e  last spring, the 
in d u s t r y  has i n v e s t e d  a b o u t  $6 b i l l i o n  in A l a s k a  d u r i n g  this 
period. P e r h a p s  m o r e  of the $24 b i l l i o n  th a t  w e n t  o u t s i d e  
w o u l d  also ha v e  b e e n  i n v e s t e d  in A l a s k a  if separate acc o u n t i n g  
h a d  b e e n  o n  the b ooks to  e n c o u r a g e  m a r g i n a l  e x p l o r a t i o n  and 
d e v e l o p m e n t  w i t h o u t  p a y i n g  taxes.

F. HB 353 s h o u l d  a l s o _ e n c o u r a g e  e x p l o r a t i o n  and d e v e l o p m e n t  
b e c a u s e  it reduces the a m o u n t  of sever a n c e  tax that a c o m p a n y  
w o u l d  p a y . A s  V i n c e  W r i g h t  w i t h  the D e p a r t m e n t  of R e v e n u e  
p o i n t e d  o u t  to the H o u s e  F i n ance C o m m i t t e e  in May, 1985, "On 
t h e  s e v e r a n c e  t a x  side ... w h a t  y o u  h a v e  d o n e  is l o w e r e d  the 
rate f r o m  15% t o  12.25% so in fact ... this m i g h t  b e  m o r e  of 
a n  i n d u c e m e n t  t o  e x p a n d  explor a t i o n . "  For fields t h a t  h a v e  a 
15% r a t e  now, H B  353 w o u l d  r e s u l t  in a 22.4% r e d u c t i o n  in 
s e v e r a n c e  taxes.

v i i . w i l l  HB 353 c r e a t e  an u n s t a b l e  b u s i n e s s  c l i m a t e  f o r  the oil
i n d u s t r y  in Alaska?

A. S i nce H B  353 w i l l  e n c o u r a g e  e x p l o r a t i o n  and development, it 
s h o u l d  m a k e  A l a s k a ' s  b u s i n e s s  c l i m a t e  even more a t t r a c t i v e  to 
the industry.

B. S i n c e  1955, t h e  s t a t e ' s  oil tax s t r u c t u r e  has b e e n  t h r ough 
e l e v e n  m a j o r  changes. H B  353 m u s t  be v i e w e d  in this 
h i s t o r i c a l  context. A  s t a t e ' s  t a x  co d e  should b e  d y n amic and 
fle x i b l e  as we l l  as a r e f l e c t i o n  of a state's c h a ngeable 
e c o n o m i c  p i c t u r e  a n d  p u b l i c  p o l i c y  goals.

C. HB 353 d o e s  n o t  c r e a t e  any n e w  taxes. It m e r e l y  reinstates 
t a x e s  t h a t  w e r e  on t h e  b o o k s  b e f o r e  1981. Moreover, separate 
a c c o u n t i n g  was r e p e a l e d  in 1981 l a r g e l y  because of the threat 
p o s e d  b y  t h e  lawsuit. T h e  U S  S u p reme C o urt has laid that 
issue to r e s t  a n d  H B  353 m e r e l y  r e t urns our sy s t e m  t o  its 
p r e - 1 9 8 1  state. T h e  H o u s e  f l oor d e b a t e  on the 1981 amendments 
indicates th a t  a b i l l  like H B  353 was in.fact a n t i c i p a t e d - 
C o n s i d e r  t h e  c o m m e n t s  o f  the m a j o r i t y  lea d e r  in the H o u s e  at 
the ti m e  t h e  a m e n d m e n t s  w e r e  enacted: "[B]y t h a t  time... we 
s h o u l d  h a v e  an a n s w e r  t o  th a t  lawsuit. And w i t h  th a t  answer, 
w e  s h o u l d  b e  a b l e  t o  d e v e l o p  p o s s i b l y  a m o r e  c o n s i s t e n t  taxing 
p o l i c y  at th a t  time." A p p a r e n t l y  it w a s  e x p e c t e d  t h a t  the 
l e g i s l a t u r e  w o u l d  r e c o n s i d e r  its oil a n d  gas t a x  structure
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o n c e  t h e  c o n s t i t u t i o n a l  st a t u s  of s e p a r a t e  acc o u n t i n g  was 
d etermined.

D. It is p e r h a p s  mo r e  a p p r o p r i a t e  to v i e w  the legislature's 
1981 a c t i o n  as the one t h a t  c r e a t e d  an u n s t a b l e  b u s i n e s s  
climate. T h i s  is e s p e c i a l l y  t r u e  in l i ght of the fact that 
the 1981 r e v i s i o n s  d i d  c r e a t e  an  e n t i r e l y  n e w  m e t h o d  of 
a c c o u n t i n g  f o r  income t a x  liability. M o d i f i e d  a p p o r t i o n m e n t  
is n o t  u s e d  b y  a n y  o t h e r  s t a t e  t h a t  re l i e s  h e a v i l y  on oil 
p r o d u c t i o n  activity. And, w h e r e a s  s e p a r a t e  a c c o u n t i n g  was 
a d o p t e d  o n l y  a f t e r  fo u r  y e a r s  of  careful, c o m p r e h e n s i v e  study 
of all t a x  p o s s i b i l i t i e s ,  m o d i f i e d  a p p o r t i o n m e n t  w a s  a d o p t e d  
w i t h  li t t l e  a n a l y s i s  a n d  h a r d l y  any debate.

E. A n o t h e r  w a y  to l o o k  at s t a b i l i t y  is from t h e  state's p oint 
of view. A  s t a b l e  r e v e n u e  s t r e a m  t o  p r o v i d e  n e c e s s a r y  public 
s e r v i c e s  is just as i m p o r t a n t  t o  A l a s k a n s  as m a i n t a i n i n g  a 
s t a b l e  b u s i n e s s  climate. T h i s  is e s p e c i a l l y  t r u e  in light of 
t he fact t h a t  g o v e r n m e n t  d o l l a r s  in large p a r t  d e t e r m i n e  the 
h e a l t h  o f  A l a s k a ' s  economy. T h e  1981 a m e n d m e n t s  d e s t a b i l i z e d  
o u r  r e v e n u e  s t r e a m  b e c a u s e  t h e y  r e d u c e d  o u r  s h are o f _ t h e  oil
rcgnsy.t HB. 3 5 3 _ r e t u r n s  us t o  t h e  o l d  3V 3tem. r e t u r n s  us to o u r
pre-1981 -3hare-0f the wealth, and, therefore, stabilizes our 
revenue stream.

VIII. H o w  wi l l  a  r e t u r n  to s e p a r a t e  a c c o u n t i n g  a f f e c t  our t a x
reven u e s ?

A. T h e  D e p a r t m e n t  of R e v e n u e ' s  1 0 / 3 1 / 8 5  fiscal ana l y s i s  of HB 
353 s h ows that, a c c o r d i n g  t o  t h e  m e a n  r e v e n u e  projections, the 
b i l l _ w o u l d  i n c r e a s e  o u r  t a x  r e v e n u e s  by a b out $1.4 b i l l i on ' 
b e t w e e n  FY87 and FY2005. (A n e w  fiscal a n a l y s i s  f r o m  DOR is 
e x p e c t e d  in e a r l y  1986 t h a t  w i l l  a n a lyze the im p a c t  of the 
T A P S  - s e t t l e m e n t  o n  the t a x  s t r u c t u r e  p r o p o s e d  in H B  353.) 
B e g i n n i n g  in FY2000, t h e  D O R  fiscal note p r e d i c t s  t h a t  the 
s t a t e  w o u l d  m a k e  less fr o m  s e p a r a t a  a c c o u n t i n g  and the 
l o w e r i n g  of t h e  s e v e r a n c e  t a x  t h a n  if the h i g h e r  s e v e r a n c e  tax 
and m o d i f i e d  a p p o r t i o n m e n t  w e r e  in effect. T h i s  is because of 
P r u d h o e ' s  d e c l i n e  in r e l a t i o n  t o  p r o f i t s  c o m p a n i e s  will make 
e l s e w h e r e  in the w o r l d . .

B. It is d i s t u r b i n g  to n o t e  t h a t  the D e p a r t m e n t ' s  a n a l y s i s  
s hows t h a t  t h g - l 9 9 l - t a x-£hflng§-9 h a v g  ,cogt-tft,3_s_tat,Q 
a p p r o x i m a t e l y  $850 m i l l i o n  in t a x  r e v e n u e s  from FY82 t h r ough 
the e n d  o f  t h e  c u r r e n t  fiscal year.

IX. H o w  will the p r o p o s e d  s e v e r a n c e  t a x  a f f e c t  o u r  tax r e v e n u e s ?

A. B e c a u s e  H B  353 l o w e r s  the n o m i n a l  s e v e r a n c e  tax rate from 
15% t o  12.25%, s a v a r a r ct t a x  rev®nu<as are reduced. However, 
b e c a u s e  o f  t h e  s e p a r a t e  a c c o u n t i n g  impact, overall tax 
r e v e n u e s  are i n c r e a s e d  (see p r e v i o u s  s e c t i o n ) . The DOR fiscal 
note s h ows t h a t  if the n o m i n a l  ra t e  w a s  n o t  r e d uced in H B  353,
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the state w o u l d  gain an a d d i t i o n a l  $1.5 bill i o n  b e t w e e n  FY37 
and FY2005 or a total a d d i t i o n a l  g a i n  of a p p r o x i m a t e l y  $2.9 
b i l l i o n  from r e i m p o s i t i o n  of se p a r a t e  a c c o u n t i n g  and leaving 
the n o m i n a l  sever a n c e  t a x  ra t e  at 15%.

B. It is important to u n d e r s t a n d  a n o t h e r  impact of red u c i n g  the 
no m i n a l  s e v e r a n c e  tax. The ac t u a l  s e v e r a n c e  ta.r paid by the 
t a x p a y e r  d e p e n d s  on the e c o n o m i c  l i mit factor ( E L F ) . When 
a p p l i e d  to the nominal rate, the ELF r e d uces the effective 
rate and t h e r e f o r e  the ac t u a l  a m o u n t  of s e v e rance tax that is 
p a i d  t o  the state. B e g i n n i n g  in FY88 wh e n  Prud h o e  production 
st a r t s  to decline, t h e  E L F  w i l l  c a u s e  our sever a n c e  tay 
r e c e i p t s  to decl i n e  d r a m a t i c a l l y  b e c a u s e  it will lover our 
s e v e r a n c e  tax rev e n u e s  from P r u d h o e  c o n s i d e r a b l y . A c c o r d i n g  
to  DOR's J u n e  1985 r e v e n u e  forecast, FY88 s e v e r a n c e  tax 
r e c e i p t s  w i l l  b e  $230 m i l l i o n  less t h a n  FY07 receipts, s ince 
H B  353 d rops the n o m inal rate, th a t  ch a n g e  in c o m b i n a t i o n  with 
the ELF w i l l  in c r e a s e  the $230 m i l l i o n  drop by a n o t h e r  $143 
million, a c c o r d i n g  t o  c a l c u l a t i o n s  m a d e  from 0MB data.

C. A n  0 M B  a n a l y s i s  indicates t h a t  repeal of the E L F  c o u l d  b r i n g  
th e  s t ate an a d d itional $2.4 b i l l i o n  in r e venues from FY87 to 
F Y 9 4 .

D. The ELF w a s  d e v e l o p e d  b e c a u s e  it was t h o u g h t  t h a t  the b u r d e n  
of the sever a n c e  tax w o u l d  t e n d  t o  c l o s e  a field do w n  b e f o r e  
all t h e  oil was t a k e n  o u t  of it. T h e  E L F  is d e s i g n e d  to 
p r o l o n g  the life of a f i eld ~  and t h e r e f o r e  stretch oil 
re v e n u e s  out further o v e r  t i m e  —  by  l o w e r i n g  t h e  t a x  b u r d e n  
w h e n  the field is n o t  p r o d u c i n g  v e r y  m u c h  oil. But in its 
1984 report, I S E R  c o n c l u d e d  t h a t  t h e  E L F  does not do a v e r y  
g o o d  job of s t r e t c h i n g  o u t  o u r  revenues; in fact it only adds 
an add i t i o n a l  y e a r  o r  t w o  to t h e  r e v e n u e  stream. However, the 
re p o r t  does c o nclude t h a t  the ELF is v a l u a b l e  as an incentive 
to explore and d e v e l o p  m a r g i n a l  fields. This is b e c ause 
m a r g i n a l  fields g e n e r a l l y  h a v e  l o w e r  p r o d u c t i o n  rates per 
well, so t h a t  the ELF s i g n i f i c a n t l y  lowers t h eir actual 
s e v e r a n c e  t a x  burden. T h e s e  c o n c l u s i o n s  suggest that further 
c o n s i d e r a t i o n  of the E L F's impact on r evenues and pro d u c t i o n  
is w a r r a n t e d  and that it s h o u l d  b e  lo o k e d  at cn a n  individual 
fi eld b a s i s  since it m a y  e n c o u r a g e  p r o d u c t i o n  w h e r e  there 
o t h e r w i s e  m i g h t  not b e  any, s u c h  as in a mar g i n a l  field, b u t  
m a y  n o t  h a v e  its int e n d e d  e f f e c t  o n  a v e r y  p r o f i t a b l e  field, 
such as Prudhoe Bay. (Another c h a p t e r  of this report deals 
s p e c i f i c a l l y  w i t h  this p r o b l e m  a n d ' p r o p o s e s  one s o l u t i o n  to 
it.)

X. H o w  does the d e c l i n e  of P r u d h o e  B a y  affect our revenues?

A. P r u d h o e  Bay p r o d u c t i o n  t o  d a t e  far o u t w e i g h s  p r o d u c t i o n  from 
a n y  o t h e r  field in Alaska. T h e  IS E R  s tudy shows that of the 
3.6 b i l l i o n  b a r rels of oil p r o d u c e d  in .'laska from 1959 to 
1983, a bout 3.2 b i l l i o n  o f  t h o s e  barrel*. —  or  90.3% came out 
of P r u dhoe ev e n  t h o u g h  t h e  f i eld d i d  not start p r o d u c t i o n
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u n t i l  1977. ISER also forecast p r o d u c t i o n  in the future and 
f o und a s i m i l a r  pattern. U s i n g  IS E R ' s  b a s e  ca s e  assump t i o n s  
(real w e l l h e a d  p r i c e  of $ 1 7 . 5 0  p e r  barrel, d e c l i n i n g  TAPS 
tariff, a n d  no change in the federal o r  state t a x  s t r u c t u r e ) , 
of t h e  8.9 b i l l i o n  b a r r e l s  l i k e l y  to b e  p r o d u c e d  b e t w e e n  1983 
and 2010, a bout 6.9 b i l lion —  or  7 9 . 4 %  —  will come from 
Prudhoe. T h e s e  figures s h o w  t h a t  the P r u d h o e  B a y  field is 
e x t r e m e l y  impor t a n t  to A l a s k a ' s  r e v e n u e  stability. One draws 
t h e  s a m e  c o n c l u s i o n  from the f o l l o w i n g  chart, w h i c h  depicts 
p r o d u c t i o n  for FY85 t h r o u g h  FY98.

PROJECTED DAILY OIL PRODUCTION
WITH SLOPK FICLDI 

(UUI0N3 OP RAMILS Ptn OAV)

ES SM.BUM)
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B. As P r u d h o e  d e c l i n e s  then, s o  do our revenues. What is 
p e r h a p s  less a p p a r e n t  is t h a t  a n a l y s i s  of f u t u r e  oil 
p r o d u c t i o n  shows t h a t  e v e n  if all the c u r r e n t l y  k n own marginal 
fl^lds__are developed, t heir c o m b i n e d  p r o d u c t i o n  c a n n o t  m a k e  up 
f o r  the, d e c l i n e  of Frudhoe. Lease, tax,, a n d  o t h e r  r e v e n u e  
from d e v e l o p m e n t  of t h e s e  fields w i l l  n o t  c o m e  c lose to 
p r o v i d i n g  A l a s k a  w i t h  the w e a l t h  it n o w  re c e i v e s  from .Prudhoe 
B a v . As K a y  Brown, D i r e c t o r  of t h e  D i v i s i o n  of Oil & Gas 
s t a t e d  to t h e  P e r m a n e n t  Fu n d  trustees, » [B]ased on c u r r e n t  
knowledge, it is u n l i k e l y  t h a t  n e w  oil and gas d i s c o v e r i e s  
fr o m  s t a t e  lands a l o n e  w i l l  b e  s u f f i c i e n t  t o  offset the 
d e c l i n e  in the m a i n  P r u d h o e  R e s e r v o i r .  M o s t  of the r e m a i n i n g  
b e s t  p r o s p e c t s  a p p e a r  to b e  i n  federal w a t e r s  a n d  p e r h a p s  in 
t h e  A r c t i c  N a t i o n a l  W i l d l i f e  R e f u g e . "  The D i v i s i o n  of o i l  &
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G a s  e s t i m a t e s  th a t  about 62% of r e c o v e r a b l e  state reserves in 
A l a s k a  are in the Sad.lerochit (Prudhoe Bay) reservoir.

C . T h e  i m p o r t a n c e  of P r u d h o e  to our r e v e n u e  s t a b i l i t y  should he> 
a d r i v i n g  force in d e t e r m i n i n g  the fu t u r e  of Alaska's oil and 
ga s  t a x  s t r u c t u r e . It is c e r t a i n l y  a v a l i d  p u b l i c  policy goal 
to tax the t r e m e n d o u s  profits o f  P r u d h o e  Bay. Policy makers 
s h o u l d  not f o r g e t  th a t  revenue from p r o d u c t i o n  in new fields 
is not g o i n g  to m a k e  up for t h e  loss of P r u d h o e  Bay revenues. 
T h e  $24 b i l l i o n  in p r o f i t s  t h a t  t h e  c o m p a n i e s  t o o k  out of 
A l a s k a  in t h e  last fo u r  y e ars is g o n e  forever; it would be a 
m i s t a k e  to c o n t i n u e  e n c o u r a g i n g  t h e m  to take t h e i r  money 
elsewhere.

D. A l t h o u g h  m u c h  of A l a s k a ' s  oil r e s e r v e s  lie off shore, 
d e v e l o p m e n t  of t h e s e  resources wi l l  not b e  a p a n acea for the 
d e c l i n e  of Prudhoe, either. T h e s e  r e s o u r c e s  are o w n e d  by t h e  
fede r a l  g o v e r n m e n t  a n d  therefore, m o s t  t a x  a n d  o ther r e v e n u e  
b e n e f i t s  w i l l  fl o w  b a c k  to the feds, n r t  to t h e  state. The 
o n l y  t a x e s  t h a t  the s tate will g e t  a r e  p r o p e r t y  t a xes from 
o n s h o r e  facilities. It w i l l  n o t  g e t  a n y  l ease p a y m e n t s  
(except f r o m  3-6 m i l e s  o f f s h o r e  if P r e s i d e n t  R e a g a n  a p p r o v e s  a 
b i l l  t h a t  m a y  be t a k e n  up a g a i n  by C o n g r e s s  in e a r l y  1986).

XI. s h o u l d  any a d d i t i o n a l  changes to t h e  t a x  coe?.» be  c o n s i d e r e d ?

A. Ideally, t h e  A l a s k a n  tax c o d e  w i l l  p r o v i d e  r e v e n u e  s t a b i l i t y  
to the s t a t e  even w h e n  m a r k e t  f o r c e s  b r i n g  about lower oil 
p r i c e s  a n d  e v e n  w h e n  t h e  q u a n t i t y  of  oil in A l a s k a  that can be 
t a x e d  d i m i n i s h e s .  M e a s u r i n g  p r i c e  a n d  q u a n t i t y  s e n s i t i v i t y  is 
n o t  easy, however.

B. S e c t i o n  VI d i s c u s s e s  the fact t h a t  s e p a r a t e  a c c o u n t i n g  is a 
b e t t e r  i n c e n t i v e  for e x p l o r a t i o n  a n d  d e v e l o p m e n t  than modified 
a p p o r t i o n m e n t  b e c a u s e  it o n l y  r e q u i r e s  t h e  p a y m e n t  of taxes 
w h e n  a f ield is profitable. M a n y  e c o n o m i s t s  b e l i e v e  that a 
st ate c a n  f a c ilitate e x p l o r a t i o n  a n d . d e v e l o p m e n t  of_mar_ginal 
oil fields if it increases the r e l i a n c e  on..income.jtaxe.s_and 
d e c r e a s e s  t h e  r e l i a n c e  on s e v e r a n c e  t a x e s  in the m a rginal 
f i e l d s . In o t h e r  words, t h e  s t ate s h o u l d  con s i d e r  e mphasizing 
t a x a t i o n  of net in c o m e  instead of g r o s s  income in marginal 
fields. For this reason, P r o f e s s o r  B e r m a n  c o n c l u d e s  that, for 
m a r g i n a l  fields, net income t a xes a n d  n e t  pr o f i t  shares in 
leases a r e  s u p e r i o r  t o  excise (such as severance) taxes and 
r o y a l t y  s h a r e s  in leases b e c a u s e  a c o m p a n y  shares pr o f i t  with 
go vernment, not inc o m e  th a t  j u s t  co v e r s  expenses. Although 
1986 m a y  n o t  be t h e  a p p r o p r i a t e  t i m e  to c o n s i d e r  a complete 
o v e r h a u l  of o u r  t a x  a n d  l e a s i n g  policies, some comprehensive 
c h a n g e s  m a y  e v e n t u a l l y  be desirable.

XII. W h a t  i s  t h e  c u r rent status of  A R C O  v. S t a t e ?

A. T h e  A l a s k a  S u p r e m e  C o u r t  r u l e d  u n a n i m o u s l y  in the state's
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f a v o r  on A u g u s t  16, 1985. The d e c i s i o n  fully s u p p o r t e d  the 
s t a t e ' s  p o s i t i o n  th a t  s e p a r a t e  a c c o u n t i n g  is c o n s t i t u t i o n a l  in 
e v e r y  respect.

B. In fact, the S u p r e m e  C o urt w e n t  ev e n  f a r t h e r  t h a n  it h a d  to 
in u p h o l d i n g  t h e  l o w e r  c o u r t ' s  decision. I n s t e a d  of stating 
t h a t  s e p a r a t e  a c c o u n t i n g  was a n  a c c e p t a b l e  m e t h o d  of tax 
a c c o u n t i n g ,  it s t a t e d  that, f o r  Alaska, sep a r a t e  a c c o u n t i n g  is 
p r e f e r a b l e  to f o r m u l a  a p p o r t ionment. (See s e c t i o n  V  for 
f u r t h e r  details.)

C. T h e  oil c o m p a n i e s  d e c l i n e d  t o  p e t i t i o n  the A l a s k a  S u p reme 
C o u r t  for a r e h e a r i n g  of the case. In November, 1985 they 
a p p e a l e d  t h e  d e c i s i o n  to the US  S u p r e m e  Court. T h e  justices 
d e c l i n e d  to  t a k e  the case on J a n u a r y  13, 1986, t h u s  ending the 
lawsuit.

D. T h o u g h  t h e  i n d u s t r y  c h a l l e n g e d  t h e  u s e  of s e p a r a t e  
a c c o u n t i n g  in Alaska, it has a r g u e d  s t r e n u o u s l y  t o  b e  allowed 
t o  u s e  it in o t h e r  states. I n  at l e a s t  two states, W i s c o n s i n  
a n d  S o u t h  Carolina, t h e  i n d u s t r y  t o o k  t h e i r  a r g u m e n t s  to t h e  
t o p  l e v e l s  of  t h e  c o u r t  s y s t e m  —  t o  t h e  s t a t e  s u p r e m e  c o urt 
in S o u t h  C a r o l i n a  a n d  to the US  S u p r e m e  C o u r t  in the W i s c o n s i n  
case. Also, b e f o r e  P r u d h o e  B a y  w a s  in t h e  p r o d u c t i o n  stage, 
t h e  i n d u s t r y  t r i e d  t o  file s e p a r a t e  a c c o u n t i n g  r e t u r n s  in 
Alaska. T h i s  d e m o n s t r a t e s  t h a t  t h e  i n d u s t r y  is i n t e r e s t e d  in 
s e p a r a t e  a c c o u n t i n g  w h e n  it lo w e r s  its t a x  b u r den; in o t h e r  
words, w h e n  its o p e r a t i o n s  in a s t a t e  a r e  less p r o f i t a b l e  than 
t h e  i n d u s t r y  average.

XIII. Was t h e r e  a c o n s p i r a c y  in 1981?

A. It h a s  b e e n  s u g g e s t e d  th a t  t h e  o i l  c o m p a n i e s  a n d  the 
D e p a r t m e n t  o f  R e v e n u e  c o n s p i r e d  to c o n v i n c e  the l e g i s l a t u r e  to 
e n a c t  a m e n d m e n t s  in 1981 t h a t  s u b s t a n t i a l l y  l o w e r e d  o u r  fair 
s h a r e  of  A l a s k a n  oil wealth. A l t h o u g h  this p o i n t  of v i e w  is 
s t r e n g t h e n e d  b y  t h e  fact th a t  the 1981 a m e n d m e n t s  n o w  appear 
to h a v e  c o s t  t h e  s t a t e  a b o u t  $850 m i l l i o n ,  a n  a n a l y s i s  
p r e p a r e d  b y  O M B  s u g g e s t s  th a t  t h s ^ e  p r o b a b l y  was n o  
c o n s p i r a c y .  T h e  fiscal i n f o r m a t i o n  p r o v i d e d  by  t h e  companies 
to the d e p a r t m e n t ,  w h i c h  in t u r n  w a s  u s e d  to  p r e p a r e  the 
l e g i s l a t i o n ' s  fiscal note, has t u r n e d  o u t  to  be wrong. But it 
d o c s  n o t  a p p e a r  l i k e l y  t h a t  w r o n g  i n f o r m a t i o n  was 
i n t e n t i o n a l l y  provi d e d .  A c c o r d i n g  t o  G r e g g  Erickson, Senior 
E c o n o m i s t  a t  OMB, "I k n o w  of n o  e v i d e n c e  w h i c h  w o u l d  
p o s i t i v e l y  ru l e  o u t  t h e  p o s s i b i l i t y  t h a t  th i s  d i s c r e p a n c y  
r e s u l t e d  f r o m  a n  e f f o r t  t o  mislead; ... a m o r e  p l a u s i b l e  
e x p l a n a t i o n  is t h a t  t h e  oil c o m p a n y  e x p e r t s  s i m p l y  goofed."

B. A l t h o u g h  t h e  a b o v e  i n f o r m a t i o n  is interesting, w h a t  did or 
d i d  n o t  h a p p e n  in 1981 sh o u l d  n o t  b e  the m o t i v a t i o n  for a
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r e t u r n  to our p r e - 8 1  tax structure. Rather, the mot i v a t i n g  
f orces s h o u l d  be su c h  a s p e c t s  of HB 353 as the s u p e r i o r i t y  of 
s e p a r a t e  a c c o u n t i n g  as e v i d e n c e d  by the r e c e n t  c o u r t  ruling, 
its i n c e n t i v e s  for e x p l o r a t i o n  a n d  development, and the goal 
of r e s t o r i n g  A l a s k a ' s  fair share of t h e  w e a l t h  crea t e d  by  our 
a b u n d a n t  oil. In this c o n t e x t  it is i n t e r e s t i n g  to note that 
w h e n  the l e g i s l a t u r e  e n a c t e d  the 1981 changes, it d i d  n o t  
re p e a l  t h e  f i n d i n g s  section of the o r i g i n a l  1978 statute w h i c h  
s t a t e d  t h e  s u p e r i o r i t y  of s e p a r a t e  a c c o u n t i n g  ov e r  an 
a p p o r t i o n m e n t  m e t h o d .

XIV. Is the oil i n d u s t r y  h e althy?

A. It w o u l d  c e r t a i n l y  a p p e a r  that E x x o n  is healthy. A  recent 
B u s i n e s s  W e e k  a r t i c l e  m a d e  t h e  f o l l o w i n g  observations: "The
o n l y  s u r p l u s  a t  E x x o n  Corp. is a s u r plus of  cash. ... The
b o t t o m  l i n e  is t h a t  E x x o n  c a n  m a k e  a ni c e  l i v i n g  e v e n  if the 
p r i c e  of oil f alls q u i t e  a b i t  more. ... S a l o m o n  Bros, 
e s t i m a t e s  t h a t  E x x o n  w i l l  h a v e  as m u c h  as S7 b i l l i o n  in spare 
cash to s p e n d  t h r o u g h  1 9 8 8 . ...In fact, E x x o n ' s  real
l i m i t a t i o n  is n o t  a l a c k  of m o n e y  but of e n o u g h  p l a c e s  in
w h i c h  to i n v e s t  it p r o f i t a b l y . "  B e c a u s e  p r i c e s  are d o w n  right 
now, E x x o n  is fru g a l  w i t h  i n v e s t m e n t s  and c a u t i o u s  a b o u t  the 
future. B u t  it  is h a r d l y  s u f f e r i n g  a n d  c o u l d n ' t  be a c c u r a t e l y  
c h a r a c t e r i z e d  as a n y t h i n g  b u t  v e r y  healthy.

B. T h e  l e g i s l a t u r e  c o m m i s s i o n e d  a r e p o r t  b y  T a n z e r  E c o n o m i c  
A s s o c i a t e s ,  Inc. in 1977. A m o n g  o t h e r  things, the r e p o r t  
e x a m i n e d  m a n y  h i s t o r i c a l  examples of t a x  c h a n g e s  t h r o u g h o u t  
t h e  world. It c o n c l u d e d  th a t  "there is o n e  effect al m o s t  
i n v a r i a b l y  c a u s e d  b y  s u c h  t a x  changes. Namely, an almost 
a u t o m a t i c  r e a c t i o n  of t h e  oil c o m p a n i e s  to c l aim t h a t  such 
i n c r e a s e d  t a x a t i o n  will force t h e m  to look e l s e w h e r e  for 
i n c r e a s e d  f u t u r e  production. T h e s e  c l a i m s  are sometimes 
b a c k e d  u p  b y  actions, a i m e d  at g e t t i n g  the c o u n t r y  t o  rescind 
t h e  t a x  increase, s u c h  as t e m p o r a r i l y  c u t t i n g  p r e s e n t  
p r o d u c t i o n  or r e d u c i n g  e x p l o r a t i o n  and d e v e l o p m e n t  efforts. 
...Some of the a c t i o n s  and m u c h  of the r h e t o r i c  ... is 
'theater', a i m e d  a t  i m p r o v i n g  a b a r g a i n i n g  position, and often 
n e e d s  to b e  t a k e n  w i t h  a v e r y  large g r a i n  of salt." One can 
i n f e r  fr o m  t h i s  o b s e r v a t i o n  th a t  the i n d u s t r y  wi l l  often 
e x a g g e r a t e  h o w  it w i l l  b e  a f f e c t e d  by a t a x  change in order to 
k e e p  the c h a n g e  from occurring.

C. In 1985, t h e  i n d u s t r y  uses the c u r r e n t  p r o d u c t i o n  surplus 
a n d  p r i c e  d e c l i n e  p a t t e r n  as j u s t i f i c a t i o n  for layiny off 
h u n d r e d s  o f  A l a s k a n s  a n d  c u t ting d a i l y  r a tes p a i d  to the 
v a r i o u s  o i l  i n d u s t r y  support c o m p a n i e s  th a t  operate on the 
Slope. N o t  s u r p r i s i n g l y ,  it also c omes to J u n e a u  and 
c o m p l a i n s  b i t t e r l y  a b o u t  HB 353, i m p l y i n g  t h a t  the bill is 
f o r c i n g  it to c u t  b a c k  a n d  t o  c o n s i d e r  l e a v i n g  Alaska.
I n d u s t r y  t e s t i m o n y  is d i f f i c u l t  t o  a c c e p t  s i n c e  we  kn o w  it is 
no t  l e a v i n g  Alaska, w i t h  our P r u dhoe b o n a n z a  and our
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u n d e v e l o p e d  reserves, and s ince we k n o w  that HB 353 p r ovides 
th e  p r o p e r  i n c e n t i v e s  to stay. It b e c o m e s  e v e n  h a r d e r  to 
a c c e p t  w h e n  one c o n s i d e r s  the m a j o r  fa c t o r  t h a t  e x p l a i n s  the 
majors' c u r r e n t  r e s t r u c t u r i n g  efforts. B e c a u s e  of  f a l l i n g  
w o r l d  oil prices, the fear of t a k e o v e r  is p r e v a l e n t  1q  
i n d u s t r y  t h i n k i n g and t h e d e s i r e  to _ c u t  c osts to a m i n i m u m  i c  
r e a l l y  m o t i v a t e d  by. t h e . n e e d  t o  ha v e  en o u g h  c a s h  ar o u n d  tn 
p r o h l b l t _ a n  u n f r l e n d l y - t a k e o v e r  for in t h e  c a s e  o f  some 
majors, to a c q u i r e  less h e a lthy c o m p a n i e s ^ . Furthermore, 
d e c l i n i n g  oil p r i c e s  is a m a j o r  factor i nthe majors' cut backs 
in e x p l o r a t i o n  activity.

XV. H o w  do e s  t a x a t i o n  of  tha i n d u s t r y  in A l a s k a  c o m p a r e  to
t a x a t i o n  in o t h e r  st a t e s  a n d  at the f e d e r a l  level?

A. O f  t h e  t o p  five oil p r o d u c i n g  states —  Alaska, California, 
Texas, O k l a h o m a  a n d  Louisiana, two c u r r e n t l y  r e q u i r e  t h e  use 
of s e p a r a t e  a c c o u n t i n g  to d e t e r m i n e  i n c o m e  d e r i v e d  from oil 
produc t i o n .  T h e s e  states are L o u i s i a n a  a n d  Oklahoma. 
C a l i f o r n i a  u t i l i z e s  f o r m u l a  a p p o r t i o n m e n t  and T e x a s  d o e s  not 
h a v e  a c o r p o r a t e  in c o m e  tax. (Actually C a l i f o r n i a  d o e s  
r e q u i r e  s e p a r a t e  a c c o u n t i n g  in c a s e s  w h e r e  f o r m u l a  
a p p o r t i o n m e n t  u n d e r  r e p r e s e n t s  income g e n e r a t i o n  w i t h i n  t h e  
state.) In addition, the U n i t e d  States g o v e r n m e n t  r e q u i r e s  
the u s e  o f  s e p a r a t e  a c c o u n t i n g  in c e r t a i n  instances.
M oreo v e r ,  P.rs_sldent- R e a g a n  has r e c e n t l y  t a k e n  an a c t i v e  stance 
a g a i n s t  f o r m u l a  a p p o r t i o n m e n t  b a s e d  on w o r l d w i d e  c o m b i n a t i o n . 
S i n c e  a p p o r t i o n m e n t  t a x e s  a p o r t i o n  of a c o m p a n y ' s  w o r l d w i d e  
income, so m e  i m p o r t a n t  US t r a d i n g  p a r t n e r s  o p p o s e  it b e c a u s e  
t h e y  feel t h a t  A m e r i c a n  states t a k e  t a x  d o l l a r s  a w a y  f r o m  
them. Thus, R e a g a n  h a s  a s k e d  C o n g r e s s  to p r o h i b i t  the use of 
this k i n d  of f o r m u l a  a p p o r t i o n m e n t  a t  the state level.

B. A n o t h e r  w a y  to c o m p a r e  t a x a t i o n  of the i n d u s t r y  in A l a s k a  to 
i ndustry t a x a t i o n  e l s e w h e r e  is t o  c o m p a r e  how m u c h  is 
c o l l e c t e d  by s t a t e s  f r o m  t h e  w h o l e  t a x  c o d e  a n d  l e a s i n g  
structure, n o t  j u s t  t h e  income tax. The IS E R  s t u d y  c ompared 
tax and l e a s i n g  p o l i c i e s  in A l a s k a  t o  su c h  p o l i c i e s  in Texas 
and c o n c l u d e d  t h a t  "... A l a s k a  a n d  T e x a s  c o l l e c t e d  
a p p r o x i m a t e l y  t h e  same am o u n t  of  r e v enue from oil and gas 
p r o d u c t i o n . "  T h i s  is i n t e r e s t i n g  b e c a u s e  the t a x  a n d  leasing 
s t r u c t u r e  in T e x a s  and A l a s k a  a r e  v e r y  d i f f e r e n t  yet, 
essentially, i n d u s t r y  is t r e a t e d  the same. A l a s k a  should not 
be j u d g e d  bv w h e t h e r  it has a s e p a r a t e  a c c o u n t i n g  o r  a formula

t a x .P u t  r a t h er, fry, h oy, It s ^ s L i c ies
a g _ ^ w_h9;L3_iTOPfls . t . , . . g . i i ,i n d u s t r y .

XVI. c o n c l u s i o n

A. H B  353 is w e l l  c o n s t r u c t e d  t a x  r e f o r m  legislation. It is an 
a t t e m p t  t o  r e s t o r e  A l a s k a ' s  fair s h are of the oil w e a l t h _ t o  
p r o v i d e  A l a s k a n s  w i t h  d e s i r e d  p u b l i c  ser/vlces, p r o v i d e . a n  
a t m o s p h e r e  t h a t  e n c o u r a g e s  the oil i n d u s t r y  to r e m a i n  in 
Alaska, and r e t u r n  A l a s k a ' s  tax s t r u c t u r e  to.the, e x h a u s t i v e l y



s t u d i e d  a n d  c a r e f u l l y  r e f i n e d  o n e  t h a t  e x i s t e d  b e f o r e  it was 
c h a l l e n g e d  b v  t h e  oil c o m p a n i e s  in t h e  l a t e  1 9 7 0 s .







It is g e n e r a l l y  k n o w n  that oil p r o d u c e r s  in A l a s k a  are 

a s s e s s e d  s e v e r a n c e  tax rates of 12.25 or 15 percent. 

However, it m a y  n o t  be so w e l l  k n o w n  t h a t  the ac t u a l  tax 

r a t e s  t h e y  p a y  a. ,*e m u c h  l o w e r  t h a n  t h i s  b e c a u s e  of the 

e c o n o m i c  l i mit factor o r  ELF. (A s e v e r a n c e  t a x  or 

p r o d u c t i o n  t a x  is a flat tax b a s e d  s o l e l y  on t h e  amount 

produced? in contrast, an in c o m e  tax is b a s e d  o n  profits.)

The ELF is a s t a t u t o r y  r e d u c t i o n  to t h e  s e v e r a n c e  tax. 

It w a s  a d o p t e d  in 1 9 7 7 1 to p r o m o t e  p r o d u c t i o n  o n  oil and 

gas fi e l d s  w i t h  l o w  o u t p u t  a n d  p r e s u m a b l y  l i t t l e  profit.

As  t h e  c o s t  o f  p r o d u c i n g  the oil gets c l o s e r  to  its v a l u e  

—  t h e  e c o n o m i c  l i mit —  the ELF r e d u c e s  t h e  t a x  th a t  is 

owed. W h e n  a field reaches t h e  e c o n o m i c  limit the ELF 

r e d u c e s  t h e  s e v e r a n c e  t a x  to 0. The E L F  is a p p lied to b o t h  

oil a n d  gas, b u t  t h i s  d i s c u s s i o n  d e a l s  o n l y  w i t h  oil.

In. p r a c t i c a l  terms, the ELF d r a m a t i c a l l y  r e d u c e s  the 

s t a t e ' s  b a s e  s e v e r a n c e  t a x  r a t e s  of 12.25% or 15% on  all 

fields. P r u d h o e  B a y  is t e m p o r a r y  e x c e p t i o n  t o  this

I. Introduction

In a n t i c i p a t i o n  o f  N o r t h  S l o p e  p roduction, the 
D e p a r t m e n t  of R e v e n u e  r e c o m m e n d e d  the ELF in its exh a u s t i v e  
1977 study: " A l a s k a ' s  O i l  a n d  Gas T a x  Structure: A  Study 
w i t h  R e c o m m e n d a t i o n s  for I m p r o v e m e n t . "  P r e v i o u s l y  a 
" s t a i r-step" a p p r o a c h  t o  s e v e r a n c e  t a x e s  w a s  used, k e y e d  to 
Co o k  I n let production, w i t h  g r a d u a t e d  r a t e s  to 8 percent. 
The E L F  i m p r o v e d  u p o n  t h e  s t a i r  steps, r e t a i n i n g  the idea 
that the t a x  s h o u l d  be r e d u c e d  as p r o d u c t i o n  declined. T h e  
ELF al s o  w a s  a b l e  t o  a d j u s t  t a x  r ates for b o t h  h i g h - v o l u m e  
N o r t h  S l o p e  fields and the l o w e r - v o l u m e  C o o k  Inlet fields.



b e c a u s e  of a p r o v i s i o n  that sus p e n d s  the ELF for 10 years 

on h i g h  v o l u m e  fields. However, in FY 88 the 10-year limit 

e x p i r e s  and P r u d h o e  w i l l  also e njoy tax c o n c e s s i o n s  of the 

ELF —  a n d  t h e  s t ate will lose $156 million, a c c o r d i n g  to 

0MB c a l c u l a t i o n s  (see A t t a c h m e n t  A). A n o t h e r  exam p l e  is 

Kuparuk. In FY 86 the ELF r e d u c e d  K u p a r u k ' s  e f f e c t i v e  

s e v e r a n c e  t a x  r a t e  to 6%, a n d  t h e  s t ate lo s t  $58 m i llion.

An  u n f o r e s e e n  c o n s e q u e n c e  o f  t h e  ELF is that it will 

g r e a t l y  r e d u c e  t h e  s e v e r a n c e  t a x  r a t e s  o n  m o s t  of the 

fields t h a t  h a v e  y e t  t o  b e g i n  p r o d ucing. For example, in 

FY 90 t h e  e f f e c t i v e  s e v e r a n c e  t a x  r a t e  for L i s b u r n e  w i l l  be 

3% a n d  f o r  E n d i c o t t  it wi l l  be  4%. T h e s e  c a s e s  s h o w  t h a t  

the ELF is a c t u a l l y  p r o v i d i n g  t h e s e  m a r g i n a l  fie l d s  w i t h  a 

s u b s t a n t i a l  i n c e n t i v e  —  r e d u c i n g  c o s t s  a t  f i eld start-up.

The E L F ' s  ori g i n a l  goal w a s  to e x t e n d  the life of 

fields, a n d  th u s  e x t e n d  r e v e n u e s  to t h e  state. However, 

one s t u d y  s h o w s  t h a t  t h e  ELF o n l y  p r o l o n g s  a f i e l d ' s  life 

for one o r  t w o  years, t h u s  its d i r e c t  b e n e f i t  t o  t h e  state 

is limited. N o n e t h e l e s s ,  t h e  E L F  d o e s  a p p e a r  t o  p r o v i d e  an 

i n c e n t i v e  to d e v e l o p e r s  of m a r g i n a l  fields b e c a u s e  it 

r e d u c e s  t h e  s e v e r a n c e  t a x  rate. If t h e  E L F  w e r e  

eliminated, f o r  example, it is l i k e l y  th a t  some of t h e  

m a r g i n a l  f i e l d s  w o u l d  n o t  b e  f e asible to d e v e l o p . 2
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In a s t u d y  e n t i t l e d  " A l aska N o r t h  S l o p e  Oil 
P r o d u c t i o n  a n d  R e v e n u e  P r o j e c t i o n s "  p u b l i s h e d  Feb. 1985 b y  
the I n s t i t u t e  of S o c i a l  and E c o n o m i c  Research, a u t h o r  and 
U A A  e c o n o m i s t  M a t t h e w  B e r m a n  c o n c l u d e d  t h a t  t h e  En d i c o t t  
and M i l n e  P o i n t  fields m i g h t  not b e  f e a s i b l e  to deve l o p  
w i t h o u t  t h e  ELF.



It's al s o  a p p a r e n t  that fields w i t h  s u b s t a n t i a l  o u t p u t  

a n d  c o r r e s p o n d i n g l y  h i g h  p r o f i t  rates, such as P r u d h o e  and 

Kuparuk, d o  not require the p r o d u c t i o n  i n c e n t i v e  that the 

E L F  provides.

II. H o w  the ELF W o r k s

T h e  E L F  is a f o r m u l a  th a t  is m u l t i p l i e d  by the nominal 

r a t e  of  12.25% or  15% to o b t a i n  t h e  e f f e c t i v e  rate a c t u a l l y  

a p p l i e d  to a field. The ELF will n e v e r  be m o r e  than 1. If 

t h e  E L F  is 1, t h e n  100% o f  t h e  s e v e r a n c e  t a x  is owed. An 

E L F  of .8 lueans 80% of t h e  t a x  is owed? 80% of 15% equals 

a n  e f f e c t i v e  t a x  r a t e  of 12%.

S i n c e  1981 the s e v e r a n c e  tax ra t e  has b e e n  15%, wi t h  

a n  e x c e p t i o n  f o r  n e w  fields? fi e l d s  t h a t  s t a r t  p r o d u c i n g  

a f t e r  J u n e  30, 1981 p a y  a r e d u c e d  r a t e  of 12.25% for the 

first five years. T h e  l a w  a l s o  r e q u i r e s  t h a t  the E L F  be 

c a l c u l a t e d  at l d u r i n g  t h e  first 10 y e a r s  o f  a field's 

p r o d u c t i o n  any ti m e  the E L F  go e s  a b o v e  .7. (Currently this 

p r o v i s i o n  o n l y  a f f e c t s  Prudhoe.) For fields w i t h  an ELF at 

o r  b e l o w  .7, t h e  actual E L F  used. A f t e r  10 y e a r s  the 

a c t u a l  ELF is u s e d  in all cases.

F o r  example, t h e  E L F  for P r u dhoe Bay in FY 85 w a s  .864

S i n c e  this is m o r e  t h a n  .7 a n d  w i t h i n  t h e  first 10 years of

pr o d u c t i o n ,  t h e  1 fi g u r e  is used. Th u s  the full 15% 

s e v e r a n c e  t a x  w a s  owed.

I n  FY 88, however, t h e  1 0 - y e a r  l i mit w i l l  n o  longer be 

in e f f e c t  f o r  P r u d h o e  ( production b e g a n  in FY 78) and the 

a c t u a l  ELF of .82 w i l l  b e  used. T h i s  m e a n s  the a m o u n t  of
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severance tax owed will be 82% of 15%, or an effective rate



of 12.5 % .  T h e  a m o u n t  to b e  p a i d  to t h e  s t a t e  w i l l  be $714 

m i l l i o n ,  $1 5 6  m i l l i o n  le s s  t h a n  if t h e  f u l l  1 5 %  s e v e r a n c e  

t a x  w e r e  p a id.

III. M o d i f y i n g  the ELF

It is a p p a r e n t  th a t  t h e  ELF a c c o m p l i s h e s  its g o a l s  but 

not w i t h o u t  so m e  drawbacks. O n e  d r a w b a c k  is p r o v i d i n g  and 

u n n e c e s s a r y  t a x  r e d u c t i o n  f o r  P r u d h o e  and Kuparuk. A n o t h e r  

i s sue is w h e t h e r  it g o e s  far e n o u g h  in r e d u c i n g  the 

s e v e r a n c e  t a x  rate on m a r g i n a l  fields. (A p r o b l e m  w i t h  a 

s e v e r a n c e  tax as o p p o s e d  to an i n c o m e  t a x  is t h a t  it is not 

s e n s i t i v e  t o  p r o f i t s  or  costs, t h u s  a fa i r  t a x  r a t e  for a 

l a r g e  f i eld m a y  b e  a b u r d e n  for a small field.)

A n  a d d i t i o n a l  p r o b l e m  w i t h  t h e  c u r r e n t  E L F  form u l a  is 

t h a t  it is b a s e d  o n  d a i l y  o u t p u t  p e r  well? t o tal f i eld 

p r o d u c t i o n  is n o t  t a k e n  into account. Th i s  p e n a l i z e s  a 

m a r g i n a l  f i e l d  like M i l n e  P o i n t  (30,000 bbls/day) w h i c h  has 

h i g h  o u t p u t  p e r  we i *  b u t  few w a l l s  (about 22). U n d e r  t h e  

c u r r e n t  E L F  f o r m u l a  M i l n e  is s u b j e c t  t o  a s e v e r a n c e  t a x  

rate a l m o s t  as h i g h  as t h e  t a x  a p p l i e d  to K u p a r u k  (240,000 

b b l s / d a y ) , w h i c h  is c l e a r l y  n o t  a m a r g i n a l  field. F o r  

example, i n  FY 88, M i l n e  P o i n t  w i l l  be p a y i n g  a 7.35% 

s e v e r a n c e  t a x  c o m p a r e d  t o  K u p a r u k 1s r a t e  of 7.6%.

I n s t e a d  of b a s i n g  t h e  E L F  on i n d i v i d u a l  wells, t o tal 

field p r o d u c t i o n  c o u l d  b e  i n c l u d e d  in t h e  E L F  f o r m u l a  to 

c o m p e n s a t e  for t h i s  inequity, k e e p i n g  t h e  s e v e r a n c e  t a x  low 

o n  the s m a l l e r  f i e l d s  t h a t  w o u l d  b e n e f i t  m o s t  fr o m  a tax 

break.
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The ELF c o u l d  be m o d i f i e d  to a c c o m p l i s h  t h e s e  goals:

—  D r a m a t i c a l l y  reduce t h e  e f f e c t i v e  s e v e r a n c e  tax 

rates for all m a r g i n a l  fields, i n c l u d i n g  C o o k  Inlet.

—  P r e v e n t  a p r e m a t u r e  r e d u c t i o n  t o  the s e v e r a n c e  tax 

rates for P r u d h o e  a n d  Kuparuk. T h e s e  h i g h l y  p r o f i t a b l e  

fields are y e a r s  a w a y  f r o m  b e i n g  marginal. W h e n  t h e y  do 

start a p p r o a c h i n g  t h e  e c o n o m i c  limit, t h e  E L F  f o r mula will 

p r o v i d e  t h e m  w i t h  a t a x  break.

—  M o r e  e q u i t a b l y  set the tax rate for e a c h  field.

T h i s  f o r m u l a  m o d i f i c a t i o n  w o u l d  b r i n g  P r u d h o e ' s  ELF t o

.99 (now it is a t  .83); raise K u p a r u k ' s  to .8 a n d  drop 

M i l n e  P o i n t ' s  t o  .3. T h e s e  ELFs t r a n s l a t e  into e f f e c t i v e  

s e v e r a n c e  t a x  r a t e s  o f  a b out 14.85%, 12% a n d  4.5%.

H e r e  a r e  t h e  c u r r e n t  ELFs c o m p a r e d  w i t h  EL F s  u n d e r  the 

r e v i s e d  formula.

C u r r e n t M o d i f i e d %
ELF ELF ch a n g e

Pr u d h o e  Bay .80 .99 +23
K u p a r u k .50 .86 +72
M i l n e  P o i n t .60 .31 -48
E n d i c o t t .31 .0 -100
L i s b u r n e .11 .05 -54
W e s t  S a k .0 .0 no c h a n g e
C o o k  Inlet .03 .0 -100

T h e  f o r mula ch a n g e  w o u l d  r e s u l t  in the f o l l o w i n g  

p o s i t i v e  s t a t e  s e v e r a n c e  t a x  collections*:

F Y  m i l l i o n s
87 $ 32 * T h e s e  numbers, b a s e d  o n  J u n e
88 179 1985 r e v e n u e  p r o j e c t i o n s ,  assume
89 192 t h e  actual ELF is u s a d  in all
90 184 c a ses and a s s u m e  a 15% s e v e r a n c e
91 175 t a x  ra t e  ac r o s s  the board. (If the
92 173 12.25% for the first 5 y e ars
93 170 w e r e  retained, t h e r e  w o u l d  be
94 158 li t t l e  ch a n g e  in t h e s e  amounts.)
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P a g e  34

IV. Wh a t  L e g i s l a t i o n  W o u l d  Require

1) S i m p l i f y  the law so the actual ELF is al w a y s  

applied. C u r r e n t  law r e q u i r e s  t h a t  an E L F  of l be used if 

the actual E L F  go e s  a b ove .7 any ti m e  d u r i n g  t h e  first 10 

y e a r s  of a field's production. (AS 43.55.013)

2) C h a n g e  t h e  E L F  formula. (AS 43.55.013) This 

m o d i f i c a t i o n  o n l y  a l t e r s  t h e  e x p o n e n t  p a r t  of the formula. 

It u s e s  a d i f f e r e n t  n u m b e r  as a c o n s t a n t  and t a kes into 

a c c o u n t  a v e r a g e  d a i l y  p r o d u c t i o n  from the w h o l e  field.

C u r r a n t  E L F  formula:

PEL = m o n t h l y  p r o d u c t i o n  r a t e  at the e c o n o m i c  limit 
(300 b a r r e l s  x n u m b e r  of w e l l  d a y s  a month)

T P  - total p r o d u c t i o n  (number o f  barrels) d u r i n g  t h e  
m o n t h

W D  = w e l l  d a y s  in the m o n t h
exp = the e x p r e s s i o n  f o l l o w i n g  th i s  is an e x p o n e n t  
Days * The n u m b e r  o f  d a y s  in the m o n t h  for w h i c h  the tax is 

to b e  p a i d

The n u m b e r s  460 a n d  37, 0 0 0 , 0 0 0  are c o n s t a n t s  o r  s c a l i n g  
factors.

v. c o n c l u s i o n

E n a c t i n g  t h e s e  c h a n g e s  t o  t h e  s e v e r a n c e  t a x  w o u l d  n o t  

o n l y  m a i n t a i n  o u r  c u r r e n t  level o f  s e v e r a n c e  t a x  revenue. 

M o r e  importantly, t h e  r e v i s e d  E L F  w o u l d  p r o v i d e  a new

R e v i s e d  E L F  f o r m u l a

E L F  -
3 7 , 0 0 0 , OQQxWI 

PELxTP/Day:



i n c e n t i v e  for f u t u r e  o i l  e x p l o r a t i o n  a n d  p r o d u c t i o n  in 

A l a s k a  b y  l o w e r i n g  t h e  s e v e r a n c e  t a x  o n  m a r g i n a l  fields.
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^ Milk! North Slops oil Revenue

*n .....

 ̂ ALASKA MOKTII ttl.Opr. OIL AMO (iA6 HKVKNIILS

fiscal Years

1905 1906 19*7 1909 190 1990 1991 1992 199) 1994

W m  Id oil Piles 
Avaiaye Mata o( Inflation 
Atii/wov Id Dual.i Marketing Adjuat 
TianaAlaaka Pipeline Tailff 
Ani Natback Piles P80I (0/bbl)

26.17
4.0)
).26)
6.907
17.11

24.01
1.92

2.5)2
6.007
19.471

22.41
4.01
2.(0
6.0O7
11.74

22.206
4.76
2.09
6.007
11.56

22.71) 
4.76 
2.1R4 
6.*07 
14.34

21.4(4 
4. 76 
2.447 
(.007 
19.01

24.1(2
4.76
2.475
(.097
15.00

25.6(5
4.76
7.920
6.007
17.0)

26.9)4
5.1*4
7.607
(.007
19.14

70.179
6.104
2.(12
6.007
19.76

Prudhos Bay Plod,|hMbbl/d| 1.52* 1.517 1.5** l.)4 1.10* l.*1 .074 .916 .75) .641
Piuilhos Say Pries (0/bbl| 17.11 19.471 11.74 11.56 14.14 15.01 15.00 17.0) I*. 74 19.76
ual la 4(0.25 509.6 527.1 54*.6 524.05 5S5.I6 489.9 4(6.46 447.65 420.65
I I.f .*640)07 .*49(946 .*4)7062 .02062** .0*41141 .70)4(5) .76404)) .74912(6 .7)99291 .7145*22
Nominal Taa Rata .15 .15 .15 .15 .16 .15 .15 .15 .15 .15
11lact 1 va Taa Rats .15 .16 .16 .12)079) .12*6171 .1175190 .11)1065 .112)69* .1109092 .1*7176)
Royalty Po r cant age .1)5 .179 .125 .125 .125 .126 .126 .125 .175 .176
MVtRANCr. TAX ICI.P) 1252.4(5 1124.))* •92.61)7 [714.7504 656.769) 60*.2(9( 601.7(09 490.10)5 499.976) 4)).6516
itivrtiRiiCc tab (mo r.t.ri 1257.4(6 1174.))( 992.61)711079.4757 016.1279 740.(450 ((4.8966 664.9124 5(1.5R6) (06.7887
inublmvatiom tax .*I0**6) .6*56140 .607*219 .6)495)1 .4742719 .411195) ,)489172 . )26)()) . ) 15*3(1 17 .2550992
Lalheilng I Claanlng Charge .7 .72021 .756796* .7*71917 .0745(7* .96)9172 .9049)49 .9400090 .9*11)6I 1.044(19
MOV ALT 1 f.S 1144.*2) 102*.195 •9).2797 790.90)1 7)2.57*2 6(4.7(27 597.1494 597.99*0 595.9(24 547. )410
TOTAL OIL PROD RCVCNUtS 2)96.400 2144.7)1 1605.09) 1495.15) 1)00.029 1245.062 1090.510 1096.102 1085.489 90*. 9945

Mupaiuh Alvar Pi od . (Mlllibl/d) 
Kuparuk Rival Plica (9/bbl)
Wvl Is
* i.f
iinalnal Tii Rata
• I I act Iva Tav Mala 
ficaliy Paic«nta<|s 
U I VI M AMCC TAM | I.LI’I 
(t.Vt.HAHLT. TAX (NO KLf| 
COHkCRVATIOM TAX
Lather tng 1 Cleaning Charts 
ailVAI.TICS
TOTAL OIL PROD RP.VCNIJtl

m  Ins Point Piod. iMP.bbt/d) 
mine Point Pries |(/bbl)
Me I I a
I It
iiuainaI Taa Rata 
t.l lact I va Taa Mata 
Royalty Pal cant Bga
II VtRANCB TAM (Cl.ri 
'tVCRAMCS TAM (110 MLfl

.1(7 
16.29 
164.6 
.69 

.1 776 
. ( M M l  

.126 
7).4)019 
1*6.4)26 
.*(6(696 

.4
121.*719 
194.910)

.2
14.661 
74*. 6 

.4*911)6 
.1776 

.06991(4 
.126 

66.*717) 
114.6)96 
.*79*4)* 

.4*06 
1)0.0)61 
106.1076

.219 
12.92 
204 

.4697706 
.1)0 

.0(4*797 
.126 

67.*614) 
123.1696 
.*•742*9 
.4*10*96 
126.••*) 
102.9497

.2)9 
12.74 
7*6.76 

.60(79)4 
.16 

.076(1191 
.126 

7).97490 
146.0678 
.09641)) 
.4016019 
1)4.64)6 
209.4606

.2)9 
I).67 

206.76 
.60(79)0 

.16 
.07(0191 

.126 
79.46092 
164.7985 
.09641)) 
.40200)6 
14).04)6 
221 .4945

.2)9 
14.99 
706.75 

.50679)8 
.16 

.0^(0191 
.175 

07.1)866 
1(2.4(97 
.R964I)) 
.40760b) 
I5O.)440 
2 )7.68 2 7

.21 
15.•( 
776.5 

.4(776)4 
.15 

.0(94145 
.126 

70.11749 
161.500) 
.00)0)59 
.40)0094 
140.4)7) 
710.5418

.107
16.21
776.5

.4070197
.15

.0(10679
.125

59.10(07
145.716*
.074(5)9
.40)51)2
D4.069O
191.9(60

.167
17,52
254

.1771(72
.15

.05(604)
.175

51.1097)
1)6.9694
.0(467)4
.4049175
126.50*5
177.0187

.141 
10.94 
264 

.11)7747 
.16 

.04(691 I 
.175 

40.10799 
179.7607 
.957000) 
.4*45276 
120.9)24 
1(1.)29)

* 0 .*00 .07) .02) .07) .07) .07) .018 .016
17.40 15.*41 14.11 17.9) 14.71 16.18 16.26 17.4 10.71 20.1 )

1 1 21.15 71 .15 21.16 71.15 21.15 19.6 17.1 15.6
0 0 .*092*01 .609(111 .699(111 .609(111 .(M'161 It .6 159*20 .5970(49 .5002759

.15 .15 .16 .15 .15 . 15 .16 .15 .16 .15
0 0 .*l))970 .0914417 .9914417 .0914417 .091 4417 .0961851 .009(797 .9007414

.1625 .1625 .1(25 .1676 .1(26 .1(26 .  1(25 .1(75 .1(26 .1(75
• 0 .462194* 0.95577k 9.457196 9.007944 10.44728 II. 4(907 9.7)2479 0.(97079
0 • 6.176901 14.(9888 15.51)49 )(.23000 17.1 17(1 1*. 15042 16.44242 14.7(9)7
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< I I
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llnapactriad Onahora Prod. |MMbbl/d| 
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I 1.1*
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M A J O R  L I T I G A T I O N  

W I T H  THE O I L  A N D  GAS I NDUSTRY

IV.



A. I n t r o d u c t i o n

A l a s k a  is c u r r e n t l y  involved in one of t h e  largest 

l i t i g a t i o n  efforts in U.S. history. T h e  a m o u n t s  at issue 

in the state's oil a n d  gas l i t i g a t i o n  t o tal at least $15 to 

$20 billion. Th i s  s e c t i o n  of the r e p o r t  focuses on two of 

the m o s t  i m p o r t a n t  d i s p u t e s  w i t h  t h e  oil a n d  gas industry, 

b o t h  of w h i c h  h a v e  to do w i t h  a si n g l e  concern: the v a l u e  

of  N o r t h  S l o p e  oil at t h e  p o i n t  it enters the pipeline. 

Th i s  is r e f e r r e d  to as the w e l l h e a d  value, and the s t a t e ' s  

ta x  r e v e n u e  and r o y a l t y  v a l u e  are b a s e d  on it. The S tate 

v. A m e r a d a  He s s  case is a d i s p u t e  o v e r  the v a l u e  of the 

s t a t e ' s  r o y a l t y  oil? the T r an3 A l a s k a  P i p e l i n e  Rate Case 

ad d r e s s e s  p r o p e r  p i p e l i n e  tariffs. Bo t h  c ases involve all 

the m a j o r  oil p r o d u c e r s  and are c h a r a c t e r i z e d  b y  t h e i r  

c o m p l e x i t y  and the en o r m o u s  e f f o r t  r e q u i r e d  to litigate 

t h e m  successfully.

E. T h e  P r o c e s s  of V a l u i n g  N o r t h  S l o p e  oil

P u t t i n g  a p r i c e  on N o r t h  S l o p e  oil is d i f f i c u l t  

b e c a u s e  u n l i k e  oil p r o d u c e d  in the L o w e r  48, m o s t  N o r t h  

S l ope oil is n o t  s o l d  at the w e l l h e a d  b u t  r a t h e r  far from 

its source, m o s t  o f t e n  o n  the W e s t  C o a s t  o r  Gu l f  coast. 

A n o t h e r  c o m p l i c a t i o n  is t h a t  m u c h  of t h e  oil is r e f ined by 

the p r o d u c e r s  themselves, so t h ere are internal transfers 

w i t h i n  one c o m p a n y  r a t h e r  th a n  t h i r d - p a r t y  sales. In 

addition, m a n y  t h i r d - p a r t y  sales are o f t e n  do n e  by
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e x c h a n g e s  w i t h  o t h e r  c o n s i d e r a t i o n s  r a t h e r  than a simple 

price. T h u s  the v a l u e  of t h e  oil at t h o s e  d i s t a n t  markets 

is n o t  a c l e a r c u t  issue, a n d  the s t ate c o n t e n d s  the 

p r o d u c e r s  s i g n i f i c a n t l y  u n d e r s t a t e  t h e  v a l u e  of t h e  oil 

w h e n  it r e a c h e s  its u l t i m a t e  destinations.

It is i m p o r t a n t  t o  d e t e r m i n e  t h e  w e l l h e a d  v a l u e  of 

N o r t h  S l o p e  oil, ho w e v e r ,  b e c a u s e  it is at t h i s  p o i n t  w h e r e  

the s t a t e  d e t e r m i n e s  t h e  v a l u e  of its r o y a l t y  s hare and 

levies t h e  s e v e r a n c e  tax. T h e  federal g o v e r n m e n t  al s o  sets 

t he w i n d f a l l  p r o f i t s  t a x  at t h e  wellhead.

T h u s  the v a l u e  of t h e  o i l  is d e t e r m i n e d  b y  the p r o c e s s  

c a l l e d  netback. T o  a r r i v e  a t  netback, a d e s t i n a t i o n  p r i c e  

is s e t  f o r  the oil (by the oil companies) and t h e n  the 

c osts of t r a n s p o r t a t i o n  —  p r i m a r i l y  p i p e l i n e  a n d  t a n k e r  —  

are subtra c t e d .  A l l  t h r e e  o f  t h e s e  values, d e s t i n a t i o n  

price, t a n k e r  costs, and p i p e l i n e  tariffs, are not e a s y  to 

d e t e r m i n e  and th u s  are t h e  s u b j e c t  of litigation. It is 

u s u a l l y  t o  t h e  b e n e f i t  of the p r o d u c e r s  to keep 

t r a n s p o r t a t i o n  c o sts h i g h  in o r d e r  to ke e p  the w e l l h e a d  

p r i c e  d o w n  and thus r e d u c e  t h e  r o y a l t i e s  and severance 

t a xes t h e y  owe the state.

C o m p o u n d i n g  the d i f f i c u l t y  of v a l u i n g  N o r t h  S l ope oil 

is the fact t h a t  t h e  p r o ducers, n o t a b l y  t h e  t h r e e  m a j o r  

N o r t h  S l o p e  p r o ducers, Arco, E x x o n  and Sohio, h a v e  

d i f f e r e n t  n e t b a c k  met h o d s .  T h e y  u s e  d i f f e r e n t  m e t h o d s  to 

set the d e s t i n a t i o n  price, d i f f e r e n t  m e t h o d s  to d e t e r m i n e  

t a n k e r  t r a n s p o r t a t i o n  c o s t s  and d i f f e r e n t  m e t h o d s  of 

s e t t i n g  t h e  p i p e l i n e  tariff. Furthermore, a compa n y ' s
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v a l u a t i o n  m e t h o d s  m a y  c h a n g e  f r o m  m o n t h  to m o n t h .  S o m u  

m o n t h s  t h e  s t a t e  m a y  a g r e e  w i t h  a p a r t i c u l a r  c o m p a n y ' s  

f i g u r e s ;  a n o t h e r  m o n t h ,  it m a y  d i s a p p r o v e  o f  t h e  s a m e  

c o m p a n y ' s  f i g u r e s .

T h e  d e s t i n a t i o n  p r i c e  a n d  t a n k e r  t r a n s p o r t a t i o n  c o s t s  

a r e  c u r r e n t l y  t h e  s u b j e c t  o f  m u l t i - m i l l i o n  d o l l a r  

l i t i g a t i o n  o v e r  t h e  v a l u e  o f  t h e  s t a t e ' s  r o y a l t y  oil. T h e  

S t a t e  v. A m e r a d a  H e s s  c a s e  is a d i s p u t e  o v e r  t h e  p r o p e r  

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

L o w e r  48 a n d  t h e  p r o p e r  d e d u c t i o n s  t o  b e  m a d e  f o r  t a n k e r  

t r a n s p o r t a t i o n .  ( S i m i l a r  i s s u e s  a r e  i n v o l v e d  i n  t h e  

c o m p a n y ' s  s e v e r a n c e  t a x  d i s p u t e s  w i t h  t h e  s t ate, b u t  w i t h  

t h i s  c a s e  t h e  r o y a l t y  c o n t r a c t s  a r e  a t  is s u e . )  T h e  T A P S  

t a r i f f  c a s e  a d d r e s s e s  t h e  t h i r d  m a j o r  a r e a  o f  d i s p u t e ,  

p r o p e r  p i p e l i n e  c h a r g e s .

C. S t a t e  v. A m e r a d a  He s s

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

f u u u r e  r o y a l t i e s  is p r o b a b l y  u p w a r d s  o f  $2 b i l l i o n  in 

p r e s e n t  d a y  d o l l a r s .

I n  g e n e r a l ,  A l a s k a ' s  p o s i t i o n  is t h a t  t h e  v a l u e  of t h e  

o i l  s h o u l d  b e  h i g h e r  f o r  W e s t  C o a s t  d e s t i n a t i o n s  t h a n  f o r  

G u l f  o r  E a s t  C o a s t  d e s t i n a t i o n s  ( b e c a u s e  t r a n s p o r t a t i o n  

c o s t s  t o  t h e  W e s t  C o a s t  a r e  l o w e r ) . S o m e  c o m p a n i e s  a g r e e  

w i t h  t h i s  p r e m i s e  b u t  d i s a g r e e  w i t h  t h e  a c t u a l  p r i c e s ,  

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

a l t o g e t h e r .
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W h i l e  it is not easy to get i n f o r m a t i o n  on the r e c o r d  

on  t h e  s p e c i f i c s  of the v a l u a t i o n  disputes, federal 

h e a r i n g s 1 in e a r l y  1983 o v e r  the w i n d f a l l  p r o f i t s  tax 

re v e a l  h o w  the m a j o r  p r o d u c e r s  v a l u e  t h e i r  N o r t h  S lope oil. 

T h e  h e a r i n g s  f o c u s e d  in p a r t i c u l a r  on the m e t h o d  u s e d  by 

Arco.

A r c o  sets a si n g l e  p r i c e  f o r  N o r t h  S l o p e  oil 

r e g a r d l e s s  o f  its destination. T h e  p r i c e  is b a s e d  on W e s t  

T e x a s  sour, a n  o i l  c o m p a r a b l e  in q u a l i t y  to ANS c r u d e  and 

a c t i v e l y  t r a d e d  in t h e  Gulf. T r a n s p o r t a t i o n  c o sts to  the 

G u l f  C o a s t  a r e  t h e n  d e d u c t e d  t o  a r r i v e  at a w e l l h e a d  v a l u e  

for all its N o r t h  S l o p e  oil. T h u s  A r c o  is v a l u i n g  all of 

its oil as t h o u g h  it w e r e  sent to t h e  G u l f  C o a s t  (it c o s t s  

r o u g h l y  $4 m o r e  to  t r a n s p o r t  oil to  t h e  G u l f ) . T h i s  

p r i c i n g  m e t h o d  h a s  m e r i t  in theory, b u t  w a s  s e v e r e l y  

c r i t i c i z e d  d u r i n g  the h e a r i n g s  b e c a u s e  in fact, A r c o  sellf 

70% of its oil o n  the W e s t  Coast. F r o m  A l a s k a ' s  and the 

federal g o v e r n m e n t ' s  perspective, A r c o  is a r t i f i c i a l l y  

s e t t i n g  its W e s t  C o a s t  p r i c e  t o o  i c w  a n d  t h u s  a v o i d i n g  

p a y i n g  m i l l i o n s  o f  d o l l a r s  in t a x e s  and royalties.

Th e  oil c o m p a n i e s  a g a i n  e x p l a i n e d  t h e i r  v a l u a t i o n  

m e t h o d s  t o  t h e  A l a s k a  S e n a t e  R e s o u r c e s  C o m m i t t e e  in late
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C o m m i t t e e  on E n e r g y  a n d  Commerce.



I n t e r i m  R e p o r t  
P a g e  40

1983 . 2 One of the points made then was that A l a s k a  prefers 

So h i o ' s  v a l u a t i o n  method. Sohio, w h i c h  d o e s n ' t  own 

r e f i n e r i e s  on the We s t  C o a s t  o r  in the Gulf, d e t e r m i n e s  

v a l u e  for N o r t h  S l o p e  c r ude b y  finding out h o w  mu c h  

r e f i n e r s  w o u l d  p a y  for c o m p a r a b l e  f o r e i g n  crude. Sohio 

al s o  a d j u s t s  it p r i c e  for destination.

T h e  d i s p a r i t y  b e t w e e n  t h e  companies' v a l u a t i o n  methods 

r e s ults in s t r i k i n g l y  d i f f e r e n t  w e l l h e a d  values. For 

example, A r c o ' s  W e s t  C o a s t  p r i c e  a v e r a g e d  a b o u t  $2.50 p e r  

b a r r e l  less t h e -' S o h i o ' s  t h r o u g h o u t  1984. For 1985, A r c o ' s  

p r i c e  avera.' o u t  $1.50 less.

Th e  t r a n s p o r t a t i o n  p a r t  of t h e  d i s p u t e  is c o m p l i c a t e d  

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

o t h e r s  c h a r t e r  tankers. F o r  example, A r c o  owns a b o u t  70 

p e r c e n t  o f  its tankers? S o h i o  o w n s  no n e  and c h a r t e r s  U.S. 

f lagships? E x x o n  c h a r t e r s  a b o u t  70 p e r c e n t  of its tankers.

S o h i o  d e d u c t s  the actual c osts it is charged, w h i l e  

A r c o  d e d u c t s  c osts b a s e d  on a n a t i o n a l  s h i p p i n g  sta n d a r d  

c a l l e d  U.S. F r e i g h t  R a t e  Averages. O t h e r  p r o d u c e r s  that 

own t h e i r  own t a n k e r s  d e d u c t  actual c o sts of o p e r a t i o n  and 

c a p i t a l  investment. Y e t  a n o t h e r  v a r i a b l e  for t h o s e  who 

c h a r t e r  tankers- is w h e t h e r  t o  u s e  l o n g - t e r m  or s h o r t - t e r m  

rates. A c c o r d i n g  t o  c o m p a n y  figures sup p l i e d  to the 

federal g overnment, 1982 s h i p p i n g  charges r a n g e d  from .78

2T h e  c o m m i t e e  h e l d  h e a r i n g s  in S e p t e m b e r  1983 o n  oil 
an d  g a s  issues.



t o  2 . 3 5  a b a r r e l  f o r  W e s t  C o a s t  d e l i v e r i e s ,  a n d  f r o m  4.29 

t o  6. 6 3  f o r  G u l f / E a s t  C o a s t  d e l i v e r i e s .

In lata 1984 the U.S. G e n e r a l  A c c o u n t i n g  O f f i c e 3 d r e w  

t h e  f o l l o w i n g  p r o f i l e s  of the m a j o r  N o r t h  S l c p e  p r o d u c e r s  

b a s e d  o n  i n f o r m a t i o n  o b t a i n e d  from the w i n d f a l l  p r o f i t s  tax 

h e a r i n g s .  (While t h e  figures are b a s e d  on 1982 production, 

t h e  m e t h o d s  a n d  a m o u n t s  are still f a i r l y  r e p r e s e n t a t i v e  

t o d a y . )

SO HIO
S o h i o  h a s  no  r e f i n e r i e s  on e i t h e r  the W e s t  or Gu l f  

coasts. T h u s  t h e  c o m p a n y  e i t h e r  s e l l s  o r  e x c h a n g e s  all of 
its N o r t h  S l o p e  oil, a b o u t  597, 0 0 0  b a r r e l s  d a i l y  in 1982. 
A b o u t  40 p e r c e n t  of S o h i o ' s  N o r t h  S l o p e  oil w e n t  to the 
W e s t  Coast, a b o u t  60 p e r c e n t  w e n t  to t h e  G u l f  C o a s t  and 
C a r ibbean.

F o r  e a c h  of t h e s e  m a r k e t  areas, S o h i o  n e g o t i a t e s  a 
s e l l i n g  p r i c e  for N o r t h  S l o p e  oil b a s e d  o n  p r i c e s  c u s t o m e r s  
w o u l d  p a y  for c o m p e t i n g  i m p o r t e d  c r u d e  oils, w i t h  w h a t  t h e  
c o m p a n y  c o n s i d e r s  a p p r o p r i a t e  a d j u s t m e n t s  f o r  d i f f e r e n c e s  
in oil quality.

S o h i o  t r a n s p o r t s  its N o r t h  S l o p e  oil in c h a r t e d  
U S - f l a g  t a n k e r s  o p e r a t e d  b y  c o n t r a c t  w i t h  o u t s i d e  parties. 
F r o m  t h e  v a l u e  r e c e i v e d  fr o m  t h o s e  arm's-length, 
t h i r d - p a r t y  t r a n s a c t i o n s  in e a c h  g e o g r a p h i c  area, S o hio 
d e d u c t s  the p i p e l i n e  t a r i f f  a n d  w a t e r b o r n a  and o t h e r  
t r a n s p o r t a t i o n  c o s t s  to e s t a b l i s h  w e l l h e a d  p r i c e  in Alaska.

A R C O
A r c o  u s e s  m o s t  of  its N o r t h  S l o p e  c r u d e  in its own 

r efineries. In 1982, a b o u t  70 p e r c e n t  o f  A r c o ' s  340,000 
b a r r e l s  p e r  d a y  w e n t  t o  t h e  c o m p a n y ' s  W e s t  C o a s t  r e f i n e r y  
at Los A n geles. A r c o  so l d  an a d d i t i o n a l  25,000 b a r r e l s  on 
the W e s t  Coast. T h e  r e m a i n d e r  of A r c o ' s  N o r t h  S l o p e  oil, 
50,000 t o  75, 0 0 0  barrels, w e n t  t o  t h e  G u l f  Coast.

A r c o  e s t a b l i s h e s  a si n g l e  w e l l h e a d  p r i c e  for its N o r t h  
S l o p e  oil, r e g a r d l e s s  of its dest i n a t i o n .  A r c o  sets its 
p r i c e  in t h e  G u l f  Coast, b a s e d  o n  W e s t  T e x a s  s o u r  w h i c h  is 
a c t i v e l y  t r a d e d  in the area. F r o m  th i s  m a r k e t  price, Ar c o  
d e d u c t s  p i p e l i n e  t a r i f f s  a n d  w a t e r b o r n e  c o s t s  to t h e  Gu l f  
Coast. T h e  r e s u l t i n g  p r i c e  is t h e  w e l l h e a d  v a l u e  for bo t h  
W e s t  C o a s t  a n d  G u l f  C o a s t  d eliveries.
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T h e  G A O  r e p o r t  e n t i t l e d  " R e s p o n s e  t o  Q u e s t i o n s  A b o u t  
t he W i n d f a l l  P r o f i t  T a x  o n  A l a s k a n  N o r t h  S l o p e  Crude Oil" 
was p u b l i s h e d  in D e c e m b e r  1984.



A b o u t  70 p e r c e n t  of A r c o ' s  N o r t h  S l ope p r o d u c t i o n  is* 
t r a n s p o r t e d  in c o m p a n y - o w n e d  ships. For t h e s e  ships Arco 
d e d u c t s  U.S. F r e i g h t  Ra t e  A v e r a g e s  as costs. Actual 
c h a r g e s  are us e d  for s h i p ments on c h a r t e r e d  vessels.

E X X O N
In 1982 E x x o n  p r o d u c e d  about 325,000 b a r r e l s  a d a y  and 

u s e d  a bout 94 p e r c e n t  of N o r t h  S l o p e  oil in its o w n  
refineries. A b o u t  o n e  t h i r d  of its p r o d u c t i o n  w e n t  to the 
W e s t  Coast, a b o u t  t w o - t h i r d s  we n t  to its G u l f  and East 
C o a s t  refineries.

E x x o n ' s  g e n e r a l  a p p r o a c h  to p r i c i n g  r e c o g n i z e s  the 
W e s t  a n d  G u l f / E a s t  Co a s t s  as separate m a r k e t i n g  areas. 
E x x o n ' s  a s s e s s m e n t  of m a r k e t  v a l u e  is b a s e d  on factors such 
as its own c o m m e r c i a l  t r a n s a c t i o n s  and p o s t e d  p r i c e s  of 
d o m e s t i c  crudes in t h e  a r e a  as a d j u s t e d  for quality. T h e n  
E x x o n  d e d u c t s  t r a n s p o r t a t i o n  costs to a r r i v e  at n e t b a c k  
value. T h e s e  n e t b a c k  v a l u e s  are t h e n  a v e r a g e d  b y  v o l u m e  
s h i p p e d  to e a c h  m a r k e t  area to  a r r i v e  a t  w e l l h e a d  value.

A b o u t  70 p e r c e n t  of Exxon's m a r i n e  t r a n s p o r t a t i o n  is 
b y  U.S. c h a r t e r e d  tankers.

T h e  A m e r a d a  He s s  c a s e  w i l l  r e q u i r e  the state to m a k e  a 

d e t a i l e d  factual r e v i e w  of all W e s t  C o a s t  a n d  G u l f  C o a s t  

oil m a r k e t i n g  t r a n s a c t i o n s  for a s e v e n - y e a r  period. The 

s t ate wi l l  h a v e  to t r a c k  the d i s p o s i t i o n  c f  bi l l i o n s  of 

ba r r e l s  of N o r t h  S l o p e  oil. Fiscal y e a r s  1986 and 1987 

will b e  p e a k  y ears of a c t i v i t y  for this case, w h i c h  is 

c u r r e n t l y  in the s t a g e  of p r e l i m i n a r y  discovery.
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D. T h e _ T r a n a  A l a s k a  P i p e l i n e  Rate Case

T h i s  is the ca s e  w h i c h  h a s  r e c e i v e d  the m o s t  intense 

l i t i g a t i o n  e f f o r t  at this point. The a m o u n t s  at issue 

b e t w e e n  the b e s t  ca s e  and w o r s t  ca s e  outcomes, ov e r  the 

life of the field, a r e  a p p r o x i m a t e l y  $7 to  $10 billion.

E v e r  s i nce s t a r t - u p  of t h e  T r a n s  A l a s k a  Pip e l i n e  

S y s t e m  (TAPS) in 1977, the s t a t e  a n d  the p i p e l i n e  owners 

h a v e  b e e n  in l i t i g a t i o n  o v e r  h o w  m u c h  the t a r i f f  should be. 

Th e  p i p e l i n e  t a r i f f  —  the p e r  barrel a m o u n t  TAPS owners



ch a r g e  for t r a n s p o r t i n g  oil t h r o u g h  t h e  p i p e l i n e  —  affects 

the w e l l h e a d  v a l u e  of N o r t h  S l o p e  oil. T h e  h i g h e r  the 

tariff, t h e  l o w e r  the w e l l h e a d  p r i c e  a n d  t h e  less t h e  state 

c o l l e c t s  in r o y a l t i e s  a n d  s e v e r a n c e  taxes. The s t a t e  a n d  

o t h e r s  say t h e  t a r i f f  is too high. (Ths p r e v a i l i n g  t a r i f f  

ch a r g e s  h a v e  r a n g e d  fr o m  a b o u t  $5.60 t o  $6.40 p e r  barrel.)

La s t  s u m m e r  t h e  s t a t e  a n d  six of t h e  e i g h t  TAPS owners 

s i g n e d  a s e t t l e m e n t  w h i c h  a f f e c t s  t a r i f f s  t h r o u g h  2011; t h e  

F e d eral E n e r g y  R e g u l a t o r y  C o m m i s s i o n  s u b s e q u e n t l y  a p p r o v e d  

the s e t t l e m e n t  w h i c h  is n o w  in effect. T h e  r e m a i n i n g  issue 

is w h e t h e r  to i n c l u d e  t h e  o t h e r  p i p e l i n e  owners, S o h i o  a n d  

A m e r a d a  Hess, in t h e  s e ttlement. A f t e r  c o n s u l t i n g  w i t h  

l e g i s l a t o r s  a n d  s t a t e  o f f i c i a l s  in December, the g o v e r n o r  

d e c i d e d  t o  g i v e  t h e  c o m p a n i e s  u n t i l  F e b r u a r y  12 to  

v o l u n t a r i l y  j o i n  the settlement. If t h e y  don't, the s tate 

wi l l  c o n t i n u e  litigation. However, F E R C  s till has the 

o p t i o n  of i m p o s i n g  the s e t t l e m e n t  o n  t h e  companies.

Th e  s e t t l e m e n t  has h a d  a n  i m m e d i a t e  impact on s t ate 

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

w o r l d  oil prices. T h e  i n c r e a s e  in r e v e n u e s  is d u e  to lower

t a r iffs and t h e r e f o r e  h i g h e r  w e l l h e a d  values. T h i s  TAPS

4
m o n e y  h a s  a l r e a d y  b e e n  i n c o r p o r a t e d  in t o  c u r r e n t  r e v e n u e  

f o r e c a s t s  a n d  i n c r e a s e d  t h e  f o r e c a s t s  b y  t h e s e  amounts:
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T h e s e  a m o u n t s  are w h a t  c o u l d  be t e r m e d  net g a i n  to 
the s t a t e ' s  u n r e s t r i c t e d  revenues. T h e  law r e quires th a t  
25 p e r c e n t  o f  r o y a l t i e s  b e  p u t  into the P e r m a n e n t  Fund, so 
the net a m o u n t  is w h a t  is left o v e r  a f t e r  t h e  P e r m a n e n t  
Fund c o n t r i b u t i o n s .



FY 36 $ 5 9 .2  m i l l i o n
FY 87 1 56 .9  m i l l i o n
FY 88 1 3 6 . 6  m i l l i o n

The Department o f  Revenue e s tim a te s  th e  s e tt lem en t w i l l
b r in g  from  $120 t o  $150 m i l l i o n  each y e a r t o  the s ta te
u n t i l  1992 and then  th e  amounts w i l l  d e c lin e . In  th e  la t e
1990s , th e  t a r i f f s  w i l l  s t a r t  r i s i n g  and revenues to  the
s t a t e  w i l l  a c c o rd in g ly  d ec rea se .

In  a d d it io n  t o  th e  above amounts, th e  s t a t e  expec ts to  
re c e iv e  a n o th e r $120 m i l l i o n  in  re fu nd s  and le g a l expense 
re im bursem ents . Th is money has n o t y e t  been added to  th e  
c u r re n t  revenue p r o je c t io n s . I f  Soh io  s ig n s  th e  
s e t t le m e n t , th e  s t a t e  would re c e iv e  an a d d i t io n a l $70 -$75  
m i l l i o n  in  re fu n d s . On th e  o th e r  hand, i f  l i t i g a t i o n  
c o n tin u e s , th e  s t a t e  may u lt im a t e ly  re c e iv e  more money, 
a lth ough  l i t i g a t i o n  alw ays has i t s  r i s k s  and r e s o lu t io n  
cou ld  be y e a rs  away. I t ’ s ha rd  t o  p re d ic t  a t  t h i s  p o in t  i f  
an eight-com pany se tt lem en t w i l l  u lt im a t e ly  o ccu r.

FERC's d e c is io n  app rov ing  th e  six-com pany se tt lem en t 
has been appea led  by th e  A rc t ic  S lop e  R eg ion a l C o rp o ra tio n  
and th e  A la ska  P u b lic  In t e r e s t  R esearch  Group (AKPIRG ). I f  
an appea l i s  s u c c e s s fu l, FERC w i l l  h o ld  more h e a r in g s .

Th is i s  th e  second a ttem pt in  more than  e ig h t y e a rs  o f  
l i t i g a t i o n  t o  s e t t l e  th e  ca se . The 1982 e f f o r t  f a i l e d ,  and 
th e  le g i s la t u r e  decided to  con tinu e  l i c i g i t i o n  to  o b ta in  
two g o a ls : t o  e s t a b lis h  a ra te -m ak ing  m ethodology t o  l a s t  
th rough th e  c e n tu ry , and t o  e s t a b li s h  a m ethodology th a t  
would a id  f u r t h e r  o i l  development on th e  N orth  S lop e  
(meaning low e r t a r i f f s  in  th e  1 9 9 0 s ) . L i t ig a t io n  has been
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exp en s iv e . The Department o f  Law has spen t o ve r $36 
m i l l i o n  on t h i s  case a lo n e , n o t in c lu d in g  in -h ou se  c o s ts .

The s e t t lem e n t has been h ig h ly  c o n t r o v e r s i a l ,  draw ing 
f i r e  from  s e v e r a l q u a r te r s . L a s t summer th e  House M a jo r i t y  
Leader h ire d  independent econom ist Jam ie Love t o  a n a ly ze  
th e  s e t t le m e n t . Love concluded th e  s t a t e  gave away to o  
much when i t  exchanged i t s  l i t i g a t i o n  p o s i t io n  f o r  the 
s e t t le m e n t . A ccord ing  t o  L o v e 's  c a lc u la t i o n s ,  th e  
s e t t lem e n t means th e  s t a t e  w i l l  lo s e  from  $ 5 .2  t o  $ 6 .4  
b i l l i o n  th rough  th e  l i f e  o f  th e  s e t t lem e n t —  an amount 
th a t  would be c o l le c t e d  i f  th e  s t a t e ' s  l i t i g a t i o n  p o s i t io n  
were t o  p r e v a i l .  A ccord ing  t o  Department o f  Law f ig u r e s ,  
however, th e  s e t t lem e n t means an o v e r a l l  lo s s  o f  $ 2 .5  
b i l l i o n  (o v e r  th e  l i f e  o f  th e  s e t t le m e n t ) when compared 
w ith  th e  s t a t e ' s  l i t i g a t i o n  p o s i t i o n .  The s e t t lem e n t i s  
a ls o  a $ 4 .5  b i l l i o n  g a in  when compared w ith  th e  TAPS 
owners' l i t i g a t i o n  p o s i t io n .

Bob Maynard, th e  a s s is t a n t  a t t o rn e y  g e n e ra l who's 
h and lin g  th e  TAPS case f o r  th e  s t a t e ,  says Love made some 
b ig  e r r o r s  and used wrong assum ptions in  h is  r e p o r t .  Memos 
from  a t to rn e y s  w ork ing  on th e  case t o  th e  Department o f  Law 
sa id  L o ve 's  c o n c lu s io n s  s h o u ld n 't  be th e  b a s is  o f  any 
p o l i c y .  Maynard a ls o  p o in te d  o u t t h a t  th e  s e t t lem e n t i s  a 
compromise which n e c e s s a r i ly  means th e  s t a t e  g e ts  le s s  than 
i f  i t s  l i t i g a t i o n  p o s i t io n  ware t o  p r e v a i l .

The A la ska  P u b lic  U t i l i t i e s  Commission a ls o  d id  i t s  
own in -h ou se  a n a ly s is  o f  th e  s e t t lem e n t la t e  l a s t  y e a r and 
conc luded th e  s e t t lem e n t i s  n o t in  th e  p u b l ic ' s  b e s t
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i n t e r e s t  and may have an adverse e f f e c t  on oil exploration 
and p ro d u c t io n  on th e  N orth  S lo p e . APUC th in k s  the 
s e t t lem e n t does n o t ad equ a te ly  ba lance  th e  competing 
in t e r e s t s  o f  p a s t , p re s e n t and fu tu re  s h ip p e rs , c a r r i e r s ,  
p ro d u c e rs , r o y a l t y  owners, th e  s t a t e  o f  A laska  and the 
fe d e r a l governm ent. I t  a ls o  sh a re s  A rc t ic  S lop e  R eg iona l 
C o rp o ra t io n 's  concern  th a t  th e  r i s i n g  t a r i f f s  a t  th e  end o f  
th e  c e n tu ry  w i l l  p re v en t fu tu re  d e v e lo p e rs  from  p roducing  
N o rth  S lo p e  o i l .

There a re  many a sp ec ts  o f  th e  s e tt lem en t th a t  
c o n t r ib u te  t o  h ig h e r t a r i f f s  in  l a t e r  y e a rs . One o f  APUC's 
b ig g e s t c r i t i c i s m s  o f  th e  s e tt lem en t i s  th a t  th e  35 cen t 
b a r r e l  r e tu rn  i s  n o t c o s t-b a sed  and may le a d  t o  e x c e ss iv e  
r a t e s  o f  r e tu rn  and t a r i f f s  a f t e r  1989 . APUC a ls o  
c r i t i c i z e d  th e  s e t t lem en t f o r  e lim in a t in g  a l l  re fu nd  
o b lig a t io n s  p r i o r  t o  1982 . Th is means a p o t e n t ia l lo s s  o f  
b i l l i o n s  o f  d o l la r s  t o  e a r ly  y e a r sh ip p e rs  as w e ll as th e  
s t a t e  o f  A la ska  and th e  fe d e r a l government.

A re c e n t d e c is io n  by FERC on p ip e lin e  ratem aking  
dubbed "W illiam s  I I "  has been th e  s u b je c t  o f  much 
s p e c u la t io n . The d e c is io n  was handed down th e  same day 
la s t  June th a t  th e  s t a t e  subm itted  i t s  se tt lem en t p ro p o s a l. 
The d e c is io n  appeared t o  be more fa v o ra b le  to  th e  s t a t e ' s  
l i t i g a t i o n  p o s i t io n ,  though a Department o f  Revenue 
a n a ly s is  o f  th e  s e tt lem en t shows th a t  th e  s e tt lem en t may 
a c t u a l ly  be b e t t e r  than  a "W illiam s  I I "  outcome. In  any 
ca se , i t  i s  d i f f i c u l t  t o  say e x a c t ly  how o r  i f  t h i s  case 
would a p p ly  t o  A la sk a . In  re sponse  t o  a l e t t e r  w r i t t e n  by
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some House Majority members opposing the settlement late 

last y e a r , FERC said the case was not applicable to TAPS.
S e t t l i n g  th e  d isp u te  r e l i e s  on how to  compute the 

t a r i f f ,  which i s  made up o f  o p e ra t in g  expenses, 
d e p re c ia t io n , income ta x e s  and a f t e r - t a x  r e tu rn . Of th ese  
fo u r ,  o p e ra t in g  expenses i s  th e  le a s t  c o n t r o v e r s ia l ,  
d e p re c ia t io n  and a f t e r - t a x  re tu rn  th e  most c o n t r o v e r s ia l .  
The W illiam s  I I  d e c is io n  adopted a h yb r id  ratem aking  
m ethodology in v o lv in g  p a r t  d ep re c ia te d  o r ig in a l c o s t and 
p a r t  tren d ed  o r i g in a l  c o s t . A d ep re c ia te d  o r i g in a l  c o s t  
s c e n a r io , as s e t  o u t in  th e  s t a t e ' s  l i t i g a t i o n  p o s i t io n ,  i s  
much b e t t e r  f o r  th e  s t a t e  than  th e  trended  f o r  i n f l a t i o n  
r a t e  base used in  th e  s e t t lem e n t . The i n f la t e d  base i s  
somewhat o f  a compromise between th e  v a lu a t io n  m ethodology 
o r i g i n a l l y  sough t by TAPS owners and th e  s t a t e ' s  p o s i t io n .

The s ix  TAPS owners who have s igned  th e  s e tt lem en t 
are: A rco , BP, Exxon, M ob ile , Union and P h i l l i p s .  They 
c o l le c t i v e ly  own 65% o f  th e  p ip e l in e . The o th e r two owners 
are Amerada Hess and S oh io ; Soh io  has subm itted  i t s  own 
s e tt lem en t o f f e r  t o  FERC (which Love s a id  would be 
"d is a s t ro u s "  t o  th e  s t a t e  were i t  to  be a p p ro v ed ).

Comments opposing  th e  se tt lem en t were f i l e d  by A rc t ic  
S lop e  R eg io n a l C o rp o ra t io n , Amerada Hess P ip e lin e  C o rp ., 
S oh io  P ip e lin e  Co. and Soh io  Pe tro leum  C o ., Tosco C o rp ., 
A iaska O i l Co. and AKPIRG.

E. C onc lu s ion
These cases i l l u s t r a t e  how v a r io u s  a sp ec ts  o f  the
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p rod u c tio n  and m arketing  p rocess p ro v id e  p r o f i t  making 
o p p o r tu n it ie s  f o r  th e  in d u s t ry  and revenue o p p o r tu n it ie s  
f o r  th e  s t a t e .  They show th e  com p lex ity  o f  v a lu in g  ou r o i l  
and how im po rtan t th a t  v a lu e  i s  to  m a in ta in in g  th e  
f in a n c ia l w e llb e in g  o f  bo th  p a r t i e s .
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Rage 43



PREPAYMENT OF ASSESSED TAXES

T h e So h i o  A l a s k a  P e t r o l e u m  C o m p a n y  j o i n s  t h e  D e p a r t m e n t  o f  

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

PREPAYMENT OF ASSESSED TAXES PRIOR TO FINAL DETERMINATION OF 

THE CORRECT TAX.

F i r s t  a n d  f o r e m o s t  i t  m u s t  b e u n d e r s t o o d  t h a t  t h e  a m o u n t s

INITIALLY ASSESSED IN THE AUDIT PROCESS ARE M I  TAXES DUE AND

o w i n g . T h e D e p a r t m e n t  o f R e v e n u e  c h a l l e n g e s  v a l u a t i o n s  a n d

ACCOUNTING PROCEDURES AND, USING EVERY ASSUMPTION AND

INTERPRETATION FAVORABLE TO THE STATE, MAKES AN INITIAL

ASSESSMENT. IT IS THE 8 E G I N N I N G , NOT THE END, OF THE TAX AUDIT 

PROCEDURE. IT IS THE CEILING - THE MAXIMUM LIABILITY - NOT THE 

BOTTOM LINE. TO REOUIRE PAYMENT AT THIS STAGE OR AT ANY STAGE 

PRIOR TO FINAL DETERMINATION, WOULD HAVE ABSOLUTELY NO 

BENEFICIAL EFFECT:

1. A l a s k a  h a s  h a d  n o  d i f f i c u l t y  c o l l e c t i n g  t a x e s  f r o m  t h e

OIL INDUSTRY ONCE THE AMOUNT OF TAX HAS BEEN FINALLY

DETERMINED. PREPAYMENT WOULD ONLY BE NECESSARY TO

ENSURE THE COLLECTION OF REVENUES. HOWEVER, THE OIL

INDUSTRY HAS ENORMOUS FIXED ASSETS IN ALASKA THAT CAN

BE MADE SUBJECT TO LIENS SHOULD I HA I PROVE NECESSARY.



T h e r e f o r e  i m p o s i n g  a p r e p a y m e n t  p r o v i s i o n  w i l l  n o t

IMPROVE THE STATE'S PROVEN ABILITY TO COLLECT TAXES, 

ONCE THEY ARE DUE AND OWING.

2 :  Prepayment would not accelerate-the audit process and

IN ALL -LIKELIHOOD WOULD SLOW AND COMPLICATE AN ALREADY 

DIFFICULT PROCEDURE. TAXPAYERS WOULD INSIST ON THE 

ENFORCEMENT OF THEIR RIGHTS TO A FAIR HEARING AND DUE

p r o c e s s . L a w y e r s  a n d  h e a r i n g  o f f i c e r s  w o u l d  r e p l a c e

AUDITORS AND ACCOUNTANTS. RULES OF EVIDENCE WOULD 

REPLACE NEGOTIATION.

3. T h e a b s e n c e  o f  a p r e p a y m e n t  p r o v i s i o n  d o e s  n o t  r e s u l t

IN TAXPAYERS DELAYING THE AUDIT PROCESS TO FORESTALL 

PAYMENT. IF A TAXPAYER KNOWS THAT HE WILL EVENTUALLY 

HAVE TO PAY THE TAX, IT IS IN HIS BEST INTEREST TO PAY 

TODAY RATHER THAN DELAYING THE PROCEDURE. COMPANIES 

CHALLENGE AND CONTEST ASSESSMENTS NOT BECAUSE THEY

WANT TO DELAY PAYMENT BUT BECAUSE THEY BELIEVE THE

ASSESSED AMOUNT IS INCORRECT. CONSEQUENTLY, A

PREPAYMENT PROVISION WOULD NOT CHANGE THE TAXPAYER'S 

PRACTICE OF CHALLENGING ASSESSMENTS.



M. T h e S t a t e  w o u l d  n o t  b e n e f i t  f r o m  e a r l i e r  c o l l e c t i o n  o f

THE MONEY. IT WOULD NOT BE IN THE STATE'S BEST

INTEREST TO USE PREPAYMENTS FOR THE OPERATING OR

CAPITAL BUDGET WHEN, HISTORICALLY, THE INITIAL 

ASSESSMENTS ARE CHALLENGED AND- OFTEN DECREASED. To 

ASSURE THAT FUNDS WOULD BE AVAILABLE FOR REFUNDS,

PREPAYMENTS WOULD HAVE TO GO INTO A TRUST FUND WHICH 

WOULD NOT BENEFIT EITHER PARTY.

M o r e o v e r , t h e  r e q u i r e m e n t  t o  e p a y  a s s e s s m e n t s  b f :-o r e  t h e y  a r e

DUE COULD CAUSE IRREPARABLE HARM TO THE TAXPAYER AND THE STATE

o f A l a s k a . W e b e l i e v e  t h a t  p r e p a y m e n t  m a y  i n c e r t a i n  i n s t a n c e s

VIOLATE THE TAXPAYER'S RIGHTS TO DUE PROCESS.

T h e d u t i e s  o f t h e  D e p a r t m e n t  o f R e v e n u e  w i l l  b e m a d e  m o r e

DIFFICULT BY REQUIRING PREPAYMENT OF ASSESSED TAXES. THE AUDIT 

PROCEDURE WILL BECOME FAR MORE FORMAL AND ADVERSARIAL AT A MUCH 

EARLIER STAGE. BOOKS AND RECORDS THAT ARE NOW ROUTINELY 

SUBMITTED TO THE STATE IN ORDER TO SETTLE MINOR VALUATION OR 

ACCOUNTING PROBLEMS WILL PR03ABLY BE PRODUCED ONLY AS A RESULT 

OF LENGTHY DISCOVERY MOTIONS. AUDITS WILL NOT BE ACCELERATED 

BUT DELAYED AND EVEN WITH PREPAYMENT INTO A TRUST, THE STATE 

WILL HAVE A LONGER WAIT BEFORE IT HAS ACCESS T, THE FUNDS.

T h e So h i o  A l a s k a  P e t r o l e u m  C o m p a n y  h a s  a l w a y s  d e a l t  i n g o o d

FAITH WITH THE DEPARTMENT OF REVENUE. THE AUDIT PROCESS IS



CUMBERSOME AND LENGTHY AND CAN BE IMPROVED. WE ARE WILLING TO 

WORK WITH THE DEPARTMENT, AND THE LEGISLATURE ON CHANGES THAT 

COULD BENEFIT ALL PARTIES. THE LENGTH OF THE AUDIT IS 

DETERMINED, FOR THE MOST PART, BY THE DIFFICULTY OF THE ISSUES, 

THE AMOUNT OF MONEY INVOLVED, AND THE EXPERIENCE OF TECHNICIANS 

DOING THE WORK. THE PREPAYMENT OF ASSESSED TAXES WILL NOT 

CHANGE THESE PARAMETERS AND SPEED REDUCTION OF THE OUTSTANDING 

ASSESSMENTS.
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BILL SHEFFIELD, GOVERNOR

IMWAfltTMENT OF BIKVKZW'E P O U C H S
J U N E A U .  A L A S K A  99811 
P H O N E :  (9071 465-2300

O F F I C E  O F  T H E  C O M M I S S I O N E R

Gerald L. Wilkerson XX ^

Division of Legislative Audit « :vr:i

Dear Mr. Wilkerson:

We appreciate the opportunity to provide information co you 
concerning our audit program. Your memorandum of December 3 posed five 
questions, each asking for statistical information. Our audit, staff has 
compiled this data and m  cohfiderit that it represents a conservative 
estimate.

Question #1 How many oil ana gas tax years per taxpayer does the 
Department of Revenue currently have under audit?

Answer:

Chapter 21

# of taxpayers under audit 
4 
3

Tax year(s) under audit 
1981 

1980-1981 
1979-1981 

19Total 10

Chapter 55

# of taxpayers under audit Tax year(s) under auait
1982

3
3
3
4 
2

1981-1982
1980-1981
1982-1983
1981-1983 
1980-1982

Total T5 3 7

04-02LH



Question #2 Based on historical experience, how much uncollected tax 
revenue do these backlogged tax audits represent?

Answer:

Potential Deficiency *$463,351,000

* Note: This figure represents potential tax assessments in addition to
the $840 million currently in appeal status.

Comment: Presently we have seven auditors assigned to the Chapter 21 and
55 taxes. Often, the field work will require the presence of two or 
more auditors in order to complete it within a reasonable period of 
time. Thus, our most experienced auditors may be the lead auditor on one 
case and be required to assist others on another c<ise. We estimate that 
with the addition of several more auditors, our most experienced auditors 
would be able to devote themselves entirely to the larger cases, and not 
be required to assist in the less productive capacity as an assistant.

Question #3 How many of the tax years referred to in question #1 face 
"statute of limitations" deadlines within the next twelve months that 
foreseeably could restrict the State's authority to eventually collect 
unpaid taxes as determined by an audit?

Answer: There is no restriction on the state's ability to asses taxes in 
accordance with law. All tax years scheduled in the answer to 
question #1 will expire on or before December 31, 1986. We 
expect that each taxpayer will routinely continue to extend the 
expiration date by signing waivers. While signing waivers 
effectively gives us additional time in which to complete our 
audits, in actuality this approach only temporarily postpones 
work that must be done and increases the backlog of audit cases 
to be scheduled and completed. See also our answer to Question 
#5.

Question #4 How many auditors would be needed to alleviate this backlog, 
plus maintain an adequate ongoing audit effort over the next three fiscal 
years?

Answer: It should be noted that audits are usually commenced a year or
more following the year for which a return is filed. The 
complexity and number of issues involved in the audits has 
increased over time and is only now generally understood. As a 
consequence, our analysis of workload and personnel requirements 
is undergoing review.

In order to complete the audits uf tax years 1979-1983, within 
the three year period, to begin conducting net profit share 
lease and royalty audits, and to devote audit resources to 
smaller producing companies we would need eleven additional

Gerald L. Wilkerson
January 2, 1986
Page 2
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ĵ rti±Q^s. Of the eleven, one position would be hired at the 
revenue auditor V level as a lead auditor, five would be hired 
as senior auditors at the revenue auditor IV level and five at 
the revenue auditor III journeyman level. Adding untrained 
staff will not immediately alleviate our understaffing 
problems. At least one year of intensive classroom and 
on-the-job training is required to bring each recruit to the 
point where they can perform field audits without close 
supervision from a lead auditor. Although we would attempt to 
hire candidates with experience in oil and gas accounting and 
auditing, the training period involved remains lengthy. As a 
general rule, an auditor cannot ascend to the 1ead position 
without three years experience.

* Note: We have not commented on associated costs which would 
necessarily be incurred with the hiring of additional auditors. These 
costs include space lease and computer and data processing expenses, 
clerical support, office equipment and travel expenses.

Question #5 Based on historical experience, how much increased State 
revenue would you estimate each additional auditor would produce, over 
and above each position's associated costs?

Answer: Your question asks "how much increased State revenue" would be
generated by adding audit staff. Many variables make this 
difficult to answer with certainty. Ti.e estimate given in 
question n 2 of $463 million is based upon our experience in 
auditing prior years' oil and gas returns. The issues developed 
in audits currently under appeal are anticipated to exist on 
subsequent returns filed. As most of the audit issues are being 
appealed by the taxpayers, future court decisions may also have 
a substantial impact on the amount of increased revenue actually 
received by the State. The $463 million is an estimate of the 
potential deficiency our auditors may assess. This amount also 
represents assessments which presumably would be assessed 
whether or not the audit staff was increased. Additional staff 
would probably speed assessments and ultimate collections, 
peal, and eventual collection may be postponed several years.

We must also point out that this non-assessed revenue is not in 
jeopardy at this time. As stated in the answer to question #3, 
taxpayers willingly sign statute extension waivers. Should they 
discontinue this practice, the department woulo have other 
alternatives available to it, including jeopardy assessments.

There would be two advantages to increasing the number of 
auditors on our staff. First, a more comprehensive audit, r.nnld 
be conducted and issues which we are currently ,rpassing on" can 
be further developed, possibly resulting in larger assessments.
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Second, by freeing our lead auditors to devote themselves 
entirely to their own cases, field audits~could be completed and 
assessments issued quicker.

As you are undoubtedly aware, there has been increasing pressure on 
State government to reduce spending in response to falling revenues.
AIthough it is often times difficult to measure the revenue impact our 
audit and compliance programs have, we are confident that this agency's 
audit presence has a significant bearing on revenues ultimately received 
into the general fund. Using the statistics we compile to measure our 
performance, fQr every dollar we spend administering the petroleum 
related tax types wd I'ulur-rp$ys.b8 in audiliunal tax assessments.

Recently we asked several states how much their tax administration 
programs cost in comparison to total revenues administered. We found 
that oh the low end Washington spends $3.97 per thousand dollars of total 
receipts. On the high end Montana spends $7.22 and Kansas $8.50 per 
thousand. At the present time Alaska spends approximately $2.50 for 
every one thousand dollars in actual tax receipts. Certainly our tax 
structure differs substantially from those states which impose individual 
income tax and sales taxes. We do not require the one hundred or more 
auditors which these states employ.

BMB:SEK:ml1

cc: Ray Gillespie
Chief of Staff 
Office of the Governor



BILL SHEFFIELD, GOVERNOR

O F F I C E  O F  T H E  A  T T O R N E Y  G E N E R A L

D E P A R T M E N T  O F  L A W

January 29, 1986

Honorable AI Adams 
Alaska State Legislature 
Pouch V 
State Capital 
Juneau, Alaska 99811

Re: Prepayment of disputed taxes
Our file: 166-268-86

Dear Representative Adams:

You have requested our opinion on the constitutionality of 
requiring payment of disputed taxes from taxpayers pending proper 
appeal of the assessed amounts. You have also asked our opinion on 
when in the dispute resolution process such payment would be appro­
priate and whether the collected sums must be put in escrow pending 
the outcome of the dispute. You have noted that you are especially 
interested in these questions as they concern taxes owed to the 
state by the oil and gas corporations under AS 43.21, AS 43.20 and 
AS 43.55, since, you have stated,"back taxes under these three 
statutes currently total about $900 million." Thus, you are inter­
ested in whether any proposed changes in the appeal process to 
require payment of disputed taxes may be applied to the cases 
currently pending.

We conclude that a requirement that disputed taxes be paid 
at some point prior to final resolution of the dispute in the courts 
is permissible under both the Alaska and United States constitu­
tions. We also believe that a statute requiring that taxes be paid 
pending appeal could be drafted so as to apply to disputes pending 
at the administrative level at the time of enactment and further, 
that the state need not escrow payments of disputed taxes but could 
enact valid legislation authorizing such procedures.

Finally, although v/e have found nothing that would bar 
legislation creating a prepayment requirement, we think that there 
are some practical and policy concerns that would have to be ad­
dressed in connection with any specific proposal to change the 
procedures for the collection of disputed taxes. The Department of 
Revenue has a number of comments as to the practical implications of 
any proposed legislation in this area and will be providing you with 
a list of their concerns.

R E P L Y  TO:

&L.1031 W  4th A V E N U E  

SUITE 200
A N C H O R A G E ,  A L A S K A  99501 

P H O N E :  19071 276-3550

□ 1st N A T I O N A L  C E N T E R  
100 C U S H M A N  ST.
SUITE 400
FA I R B A N K S ,  A L A S K A  99701 
PHO N E :  (907) 452-1568

□ P O U C H  K  ■ S T A T E  CAPITOL 
J U N E A U ,  A L A S K A  99811 

PHO N E :  (907) 465-3600

3.Cr>LH



Representative Al Adams
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BACKGROUND: EXISTING PROCEDURES AND APPLICABLE STATUTES AND
REGULATIONS

The procedures for taxpayer appeals are currently governed 
by AS 43.05.240 and Alaska Appellate Rules 602(c) and 204. AS
43.05.240 controls the administrative appeal process and generally 
provides for a two step process. 1/ In most instances the

1/ AS 43.05.240 provides as follows:

Taxpayer remedies, (a) A person aggrieved by the action of 
the department in fixing the amount of a tax or in
imposing a penalty may apply to the department within 60
days from the date of mailing the notice [of assessment]
... giving notice of the grievance and requesting an
informal conference. At the conference the person 
aggrieved may present arguments and evidence relevant to 
the amount of tax or penalty due the state. If the 
department determines that a correction is warranted, the 
department shall make the correction.
(b) A person aggrieved by the action of the department in 

fixing the amount of a tax or in imposing a penalty may 
apply to the department and request a formal hearing
(1) in place of the informal conference provided for in

(a) of this section ...or;
(2) within 30 days after decision resulting from an

informal conference.
^c) At the formal hearing the department may subpoena 

witnesses and may administer oaths and make inquiries 
necessary to determine the amount of the tax or penalty 
due the state. The person aggrieved may present arguments 
and evidence relevant to the amount of the tax penalty due 
the state. If the department determines that a correction 
is warranted, the department shall make tt"> correction.
(a) Within 30 days after the formal hearing and decision 

by the department, a person aggrieved by the decision of 
the department may appeal to the superior court in the 
judicial district in which the person resides. If after 
the appeal is heard it appears that the tax was correct, 
the court shall confirm the tax. If incorrect, the court 
shall determine the amount of the tax and if the person 
aggrieved is entitled to recover the tax or part of it,

(footnote continued)
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taxpayer who wishes to protest an assessment begins by requesting an 
informal conference. 2/ The purpose of the informal conference is 
both to resolve the dispute, if possible, and to clarify those 
issues left to be resolved at the formal hearing. In fact, many 
disputes are resolved at this level.

A taxpayer who does not agree with the informal conference 
decision may then request a formal hearing. However, the taxpayer 
first pays any part of the assessment that relates to issues re­
solved at the informal conference level, thus, streamlining the 
matters to be addressed at the formal hearing.

The formal hearing is conducted by a hearing officer and 
is governed by trial-type procedures under which the taxpayer and 
audit staff may call witnesses to testify under oath, cross-examine 
witnesses, and introduce documentary evidence relevant to determin­
ing the amount of tax due. 3/ AS 43.05.240; 15 AAC 05.030.

If, after the formal hearing decision, any part of the 
assessment is still in dispute, appeal is to the superior court. 
AS 43.05.240(d) provides that a taxpayer may appeal to superior 
court within 30 days after the formal hearing decision is issued. 
This statute does not expressly require the taxpayer to pay the 
disputed taxes before appealing to asuperior court. However, 
Section 240(d) can reasonably be interpreted to require prepayment 
prior to judicial review and tnis interpretation is reflected in the 
department's regulations. 15 AAC 05.040 requires full payment of

(footnote continued)
the court shall order the repayment and the department 
shall immediately pay the amount due....

2/ Although the informal conference can be waived, see AS
43.05.240 (b)(1), the department discourages this practice since it 
often leads to delays in the formal hearing process as numerous 
pre-conference hearings become necessary to clarify issues and 
generally accomplish those matters usually accomplished by the 
informal conference.

3/ According to representatives of the Department of Revenue, at 
formal hearing taxpayers win at least a partial abatement in 
approximately 50% of the appeals of assessments under all tax laws.
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the amount determined to be due by the final administrative decision 
of the department pending appeal to the court.

When an appeal is filed in court, the Appellate Rules of 
the Alaska Courts come into play. Appellate Rules 602(c) and 204(d) 
grant the appealing taxpayer the right to stay the administrative 
decision by filing an approved supersedeas bond for the amount of a 
potential judgment. 4/ Any legislation aimed at removing the 
superior court's power to approve the filing of a supersedeas bond 
in lieu of payment of the disputed taxes would have to provide for 
amending these Appellate Rules. This can be done, but only by a 
two-thirds vote of the members of each house. Alaska Const. Art. 
IV, sec. 15.

You should also be aware that a number of other statutory 
provisions would be affected by a prepayment requirement. An example 
is AS 43.20.270 which provides that the department may collect taxes 
by distraint and sale from a taxpayer who has not appealed from the 
assessment.

I. CONSTITUTIONALITY OF REQUIRING PAYMENT OF DISPUTED TAXES 
PRIOR TO FINAL DETERMINATION OF TAX LIABILITY

The obligation to pay taxes is purely a statutory crea­
tion. The methods by which the state may assess and collect a tax, 
as well as taxpayer remedies, are controlled by the express wording 
of the taxing statutes . The state legislature has discretion to 
set the conditions precedent to any refund, limited only by consti­
tutional considerations of due process. See generally 71 Am. Jur. 
2d, State and Local Taxation, secs. 596,603 (1973).

The due process clause of the Alaska Constitution is set 
out in Article I, Section 7 and provides: "No person shall be de­
prived of life, liberty, or property, without due process of law..." 
The core of this guarantee is the right to notice and a hearing when

4/ This may be why the Department of Revenue has not generally 
enforced its regulation requiring payment of disputed taxes pending 
appeal. We know of one case in which the Department asked the 
superior court to require full payment of taxes in lieu of a 
supersedeas bond but the court approved a bond in accordance with 
the Appellate Rules.
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state action threatens the deprivation of some material right. 
Matanuska Maid. Inc. v. State. 620 P.2d 182 (1980). The language of 
the parallel federal due process guarantee, contained and the fifth 
and fourteenth amendments, is identical to that contained in the 
Alaska Constitution.

Under the applicable federal tax procedures, a taxpayer 
is given the choice of appealing through administrative procedures 
to Tax Court or going directly ' federal district court. A 
taxpayer may appeal to Tax Court without paying disputed taxes and 
on to the Court of Appeals upon paying a bond. However, full 
payment of all disputed taxes is a prerequisite to going directly to 
federal district court, since jurisdiction over tax matters in the 
district courts exists only for actions "for tie recovery of taxes 
alleged to have been erroneously or illegally assessed or 
collected," 28 U.S.C. sec. 1346. The requirement that a taxpayer 
pay the disputed taxes in full as a precondition of judicial review 
has been challenged on due process grounds and upheld by the federal 
courts. Johnston v. Comm'r of Int. Rev.. 429 F.2d 804 (6th Cir. 
1370) (due process not violated where taxpayer was barred from 
administrative appeal and had to pay full disputed tax amount to 
challenge tax in federal court); see. Flora v. united States. 357 
U.3. 63 (1958).

Thus, while a taxpayer who disputes an assessment is 
guaranteed some right to a notice and hearing on the disputed
amount, it is unlikely that the hearing must occur prior to any
attempt at collection of the taxes assessed by the taxing authority. 
Both federal courts and courts in other states have held that due
process is satisfied by the provision for a hearing after payment
of taxes on the taxpayer's iiability for taxes it alleges are 
wrongfully collected. See e.g.. Phillips v. Comm'r of Int. Rev.. 
283 U.S. 589 (1931) ; Johnston v. Commissioner of Internal Revenue. 
429 F.2d 804 (6th Cir. 1970); Cohen v. U.S.. 297 F.2d 760 (9th Cir. 
1962); State Tax Commission v. Yavapai Countv. 29 P. 2d 733 (Ariz. 
1934),- Anderson Bros. Coro. v. Stone, 85 So. 2d 767 (Miss. 1956); 
see generally 72 Am Jur 2d, State and Local Taxation, sec. 786 
(1973) .

The Alaska Courts have not addressed the issue of prepay­
ment of taxes. While the Alaska courts certainly look to federal 
precedent, they are not limited to these rulings, since the provi­
sions of the state constitution may have broader safequards than the 
federal standards. Shaqloak v. State. 597 P.2d 142 (Alaska 1979). 
However, based on the federal precedent and other caselaw cited 
above, we believe that the Alaska Supreme Court would uphold,
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against due process challenge, a statutory requirement that taxes be 
paid at some point in the appeal process as a prerequisite to 
further review. 5/

You have asked, however, at what point in the process we 
believe prepayment would be "appropriate". As a matter of policy 
the choice of when to require full payment is of course up to the 
legislature. However, as a legal matter, we believe that the 
likelihood of any successful challenge to a prepayment requirement 
would decrease in direct proportion to the number of procedural 
safeguards available for use by the taxpayer prior to '-oquired 
payment. Thus, we believe that imposition of the requirement at the 
conclusion of the formal hearing is the least vulnerp’-'le point. 
However, we have found nothing to suggest that payment co. Id not be 
required after the informal conference or possibly even t rlier as 
long as there remains notice and an opportunity for a i ^ring to 
challenge the tax at some reasonable stage of the proceedings.

II. APPLICATION OF THE PREPAYMENT REQUIREMENT TO CURRENTLY 
PENDING CASES

It is our opinion that a change in the taxing procedures 
to require a prepayment of disputed tax liabilities could legally be 
applied to appeals that are currently pending at the administrative 
level. A taxpayer might attempt to challenge the application of any 
prepayment requirement to existing cases on the grounds that such an 
application would be unconstitutionally retroactive. However, we 
do not believe such a challenge would succeed.

5/ We think, however, that a small taxpayer appealing corporate 
income tax assessments under 43.20 might challenge a prepayment 
requirement on due process or other grounds. An argument that a 
specific taxpayer cannot afford to ay the full, assessed amount 
before appeal and would therefore be irreparably harmed by strict 
application of the prepayment requirement might be receptively 
received by a court. In such a case, the court could decide to stay 
the application of the prepayment statute or reduce the amount 
required to be paid on due process grounds or as an exercise of its 
general equitable powers. It would be unlikely, however, to hold 
the statute unconstitutional on its face.
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A retroactive 6/ statute is "one which gives to pre­
enactment conduct a different legal effect from that which it would 
have had without the passage of the statute," Norton y. Alcoholic 
Beverage Control Board, 695 P. 2d 1090, 1093 (Alaska 1985) citing
Hochman, The Supreme Court and the Constitutionality of Retroactive 
Legislation. 73 Harv. L. Rev. 692 (1960). While this definition 
might lead to arguments over whether applying a statutory change to 
require prepayment of disputed taxes to pending cases is a retroac­
tive application, the argument would be largely irrelevant. Proce­
dural changes that do not effect substantive rights may be retroac­
tively applied. Matanuska Maid. Inc. v. State. 620 P.2d 182, 187
'Alaska 1980). The theory behind the constitutional prohibition 
against retroactivity is that a statute should not operate to 
deprive a person of vested rights. However, for over a century, 
the rule has been that no party has a vested right in any statutory 
remedy. See The Collector (Brainard) v. Hubbard. 79 U.S. 1 (1871)
cited in Bidwell V. Scheele. 355 P.2d 584, 586 (Alaska 1960).

Thus, in the Bidwell case, the Alaska Supreme Court held 
that the repeal of a statute requiring a person bringing a claim of 
title to lands against the holder of tax title to pay the equivalent 
of the sale price of the lands into the court should be applied to a 
pending action. The purchaser had no right in the previous proce­
dure. Similarly, a taxpayer has no right to the present tax appeal 
procedures that permit a full appeal prior to any requirement to pay 
disputed liabilities.

The intent to apply a change in the tax appeal procedures 
to pending cases, however, would have to be stated expressly in the 
statute. AS 01.10.090 provides: "No statute is retrospective unless 
expressly declared therein." The statute need not use the specific 
word, "retrospective" but the legislature must clearly express its 
intent. See also. AS 01.10.100 (repeal or amendment of a law does 
not extinguish existing rights unless act expressly so states).

III. ESCROW OF DISPUTED TAX LIABILITIES

While your opinion request asks only whether payments 
received under a prepayment scheme must be escrowed, further conver­
sations suggest you are also interested in the legislature's

6/ Legislation may be referred to as either retroactive or 
retrospective; for our purposes the terms are synonymous.
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authority to set up some sort of procedure for holding the prepaid 
amounts for future refund pending resolution of tax disputes. Thus, 
we perceive your question to be whether or not the decision to 
escrow these sums may legally be left to the legislature.

As to the first part of your question, we have found 
nothing that would require the state to escrow disputed tax liabili­
ties. The federal government, for example, does not escrow the 
amounts it collects pending district court tax proceedings. 7/ 
Moreover, the contrary view, if applied to all tax disputes, might 
seriously impair a government's ability to function.

It is more difficult to respond to your inquiry concern­
ing the validity of a mechanism for holding funds for possible
repayment in the event the staL' does not prevail on its tax claims. 
There are many different methods that could be proposed for holding 
the disputed funds, and, while we believe that the legislature has 
broad discretion to chose among these methods, we think that there 
could be problems associated with some of them. See, e.g.. 1982 Op. 
Att'y Gen. No. 13 (Nov. 30) (discussing dedicated funds prohibition 
as it applies to various types of funding mechanisms). In short, we 
think that a valid procedure for holding disputed funds for possible 
refund could be devised, however, we cannot give any more specific 
advice without more information.

We hope that this answers your immediate questions. We
will be happy to assist you in any further questions you might have.

Sincerely yours,

HAROLD M. BROWN
ATTORNEY GENERAL

By: —
Karen L. Loeffler 
Assistant Attorney General

KLL/ma

7/ As a practical matter, however, Alaska's situation does not 
resemble that of the federal government. While the latter operates 
from a deficit, we do not. Thus, the need to reserve disputed funds 
could differ.



ALASKA DEPARTMENT OF REVENUE

TAX ACCOUNTS RECEIVABLE SUMMARY

TAX TYPE STATUTE
VALUE 

OF ACCOUNTS (A)

January 27, 1986
NOTICES 

OF ASSESSMENT APPEALED
DELINQUENT 

AND "̂ SIGNED CURRENTLY NOT 
COLLECTABLE

OIL 4 GAS CORP INC AS 43.21 $526,772,908.17 $ .00 $512,075,822.99 $14,697,085.18 $ .00OIL 4 GAS PRODUCTION AS 43.55 324,527,153.90 .00 305,381,467.08 19,145,686.82 .00CORPORATE INCOME AS 43.20 69,176,297.80 5,397,996.48 62,532,919.02 1,094,023.0? 151,359.28INDIVIDUAL INCOME AS 43.20 11,347,827.74 270,248.46 2,669,881.90 8,036,651.75 371,045.63FISHERIES AS 43.75 8,757,028.01 48,060.42 1,415,850.94 6,829,572.39 463,544.26MOTOR FUEL AS 43.40 3,860,528.83 137,954.22 1,535,943.79 2,185,737.86 892.96BUSINESS LIC GR RCPT AS 43.70 3,156,662.83 .00 2,664,285.70 364,685.32 127,691.81INDIVIDUAL WITHHOLD AS 43.20 2,210,965.67 156.44 7,614.84 1,899,890.53 303,303.86MINING AS 43.65 1,811,998.67 979,553.57 832,445.10 .00 .00OIL 4 GAS PROPERTY AS 43.56 1,186,349.32 57,559.39 386,930.57 741,859.36 .00SALMON ENHANCEMENT AS 43.76 496,708.54 68,793.22 43,687.78 384,027.54 .00FIDICUARY INCOME AS 43.20 203,100.18 .00 184,228.30 18,871.8*: .00SEAFOOD MARKETING AS 16.51 148,537.66 2,469.83 8,146.73 133,784.40 4,136.70LIQUOR EXCISE AS 43.60 54,912.90 .00 487.87 54,425.03 .00TOBACCO (CIGARETTE) AS 43.50 22,432.79 .00 4,498.12 17,934.67 .00ESTATE AS 43.31 9,793.36 5,827.05 .00 3,966.31 .00COIN OPERATED DEVICE AS 43.35 6,200.25 .00 .00 6,064.02 136.23WHSL CANNED SALMON AS 43.80 2.250.00 .00 2.250.00 .00 .03
TOTAL TAX RECEIVABLES (A) $953,751,656.62 $6,968,619.08 $889,746,660.73 $55,614,266.08 $1,422,110.73
PERCENT OF TOTAL VALUE 
PERCENT OF WORKABLE VALUE 100.oot

NUMBER

0.73%

NOTICES

93.29% 5.83%
97.51%

DELINQUENT

0.15%
2.49%

CURRENTLY NOTTAX TYPE STATUTE OF ACCOUNTS (B) OF ASSESSMENT APPEALED AND ASSIGNED COLLECTABLE
INDIVIDUAL INCOME AS 43.20 1,554 35 267 1,024 228CORPORATE INCOME AS 43.20 861 196 425 206 34INDIVIDUAL WITHHOLD AS 43.20 673 4 5 450 214OIL 4 GAS PRODUCTION AS 43.55 499 0 482 17 0MOTOR FUEL AS 43.40 411 46 151 209 5FISHERIES AS 43.75 269 9 54 166 40BUSINESS LIC GR RCPT AS 43.70 198 0 48 91 59SALMON ENHANCEMENT AS 43.76 97 8 21 68 0SEAFOOD MARKETING AS 16.51 60 5 7 46 2OIL 4 GAS CORP INC AS 43.21 36 0 34 2 0OIL 4 GAS PROPERTY AS 43.56 34 6 5 23 0ESTATE AS 43.31 15 8 1 6 0LIQUOR EXCISE AS 43.60 15 2 1 12 0COIN OPERATED DEVICE AS 43.35 13 0 0 11 2MINING AS 43.65 10 2 8 0 0FIDICUARY INCOME AS 43.20 9 0 7 2 0TOBACCO (CIGARETTE) AS 43.50 7 1 3 3 0WHSL CANNED SALMON AS 43.80 3 0 3 0 0
TOTAL TAX ACCOUNTS (B) 4.764 322 1.522 2.336 584
PERCENT OF TOTAL ACCOUNTS 
PERCENT OF WORKABLE ACCOUNTS

100.00% 6.76% 31.95% 49.03%
80.00%

12.26%
20.00%
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ALASKA DEPARTMENT OF REVENUE 
TAX ACCOUNTS RECEIVABLE SUMMARY 

January 27, 1986

NOTES:

A. The value of receivables reported, especially those in appeal status, are s t i ll subject to some review and 
correction.
At the end of October, 1985, the Enforcement Division completed the consolidation of all receivables on to 
a new computer based accounts receivable system, giving the Department the ability to generate summary 
statistics of tax receivables. Upon review of these statistics, certain anomalies ha*a been identified, 
some of which have resulted in correction of reported receivables. In a few instances keypunch errors have 
been identified. In a few other cases unposted payments have been identified, most notably involving those assessments under appeal.
The Enforcement and Audit Divisions are working to reconcile what the accounts receivable system shows in 
appeal status with what Audit's conference staff shows in appeal status. As that reconciliation is 
conducted the number of accounts and the aggregate value of those accounts may change.
In addition, sevô al accounts related to a settlement announced January 13, 1986 have not yet been posted 
although payment was received January 15, 1986.

B. The number of accounts identifies the number of actual billings, not the number of taxpayers. A single 
taxpayer may have billings for several different tax periods and/or for several different tax types. 
Accordingly, the actual number of taxpayer appeal cases will be less than the number of accounts identified 
on this sumnary.
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OFFICE OF THE COMMISSIONER

The Honorable Al Adams 
Chairman
House Finance Subcommittee on Oil and Gas 
Alaska State Legislature 
P.O. Box V 
Juneau, AK 99811

Re: Expedite Collection of
Disputed Taxes

Dear Representative Adams:

A proposal has been raised in the Interim Report of the House Finance 
Subcommittee on Oil and Gas (January 17, 1986) to require prepayment of 
disputed taxes at some stage in the appeal process in order to expedite 
the collection of disputed taxes. We appreciate the opportunity afforded 
us to comment on this issue.

The Department of Revenue is concerned that the proposal will have a 
detrimental impact on its operations, emphasis, and ability to litigate 
tax challenges. Rather than expedite resolution of tax disputes, it is 
the Department's view that the prepayment requirement concerning disputed 
taxes will create delays. The adverse impact will be greater the earlier 
the prepayment requirement is imposed. Additionally, the prepayment 
proposal will affect taxpayers other than oil and gas companies if it is 
imposed on the corporation net income tax under AS 43.20 et. seq.

Instead, we believe the collection of disputed taxes can be expedited 
more successfully through approaches other than the prepayment 
requirement. These approaches have been recently adopted and their 
effect is already being felt.

In this letter, we outline the handling of disputed tax controversies 
by examining the assessment ana appeal process, discussing the reasons 
for delays, and the effect the prepayment requirement may have on the 
various levels of the Department's appeal process.

I. The Assessment And Appeal Process

There are two levels of administrative appeal within the Department, 
the informal conference and the formal hearing. Appeal after the formal 
hearing decision is to Alaska Superior Court. The appeal process can 
proceed through the courts to the U.S. Supreme Court. Final resolution 
of the appeal occurs after exhaustion or waiver of judicial appeal 
rights. It is only then that the disputed taxes must be paid if the 
final determination is against the taxpayer.

po u ch  s
J U N E A U .  A L A S K A  99811 
P H O N E :  (907) 465-2300
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A. The Assessment Level Of Review

The Audit Division is responsible for reviewing tax returns and 
monitoring taxpayers through audits to insure that taxable income is 
properly calculated and reported. If the Division determines that an 
adjustment is required, it will inform the taxpayer that either more 
taxes are owed or a refund is warranted. If more taxes are due, an 
assessment notice will be issued.

As a practical matter, assessments are often ma-e as the three year 
statute of limitations is about to expire. These assessments are often 
high as compared to the final adjusted assessment made during the appeal 
period. The reason is that auditors must make an aggressive although 
reasonable evaluation in order to insure that the State receives the 
money it is entitled to. They cannot later amend the assessment after 
the statute of limitations for assessments has expired except under 
limited circumstances. The taxpayer has the right to appeal an 
assessment within 60 days of being notifiea of an assessment.

1. Reasons For Delay

There are two primary reasons for delay during the assessment 
period. Assessments often are made as the three year statute of 
limitations is about to expire because audits of taxpayers, especially 
large multi-state and multi-national taxpayers, can take years to 
complete. Other audits underway may deal with the same issue or 
taxpayer. It is not an administratively sound practice to litigate the 
same issue for each taxpayer for each tax year. Accordingly, a delay may 
occur to allow a "lead" audit to proceed to completion.

2. Prepayment after Assessment

As a practical matter, if prepayment were required after the 
assessment, taxpayers might not be as cooperative in providing the 
information during the three year audit period, or in waiving the statute 
of limitations. This lack of cooperation would require the department to 
employ more discovery devices (subpoenas, summons, interrogatories, 
depositions, etc.), which would be costly in both time and money.

B. Informal Conference

The informal conference is the first level of review of a challenged 
assessment. A conference officer discusses the assessment with the 
taxpayer through correspondence, in-person, or through telephone 
conferences. Unlike the formal hearing in which the Appeals Section 
does take an adversary role on behalf of the Audit Division, the purposee 
of the informal conference is to provide an opportunity for discussion.
As a result of this nonadversarial approach, the expertise
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of the Appeals Section, and its ability to settle cases, nearly 90% of 
all assessment disputes are resolved at the informal conference level of 
review.

1. Reasons For Delay

There are a number of reasons for delay at the informal conference 
level. Many of these reasons are identical to those experienced at the 
assessment level. The time frame for holding an informal conference may 
vary, depending on the complexity of the issues, stays and consolidations 
of appeal, the availability of the pertinent officials of the taxpayer, 
the number of informal conference officers, etc.. A great deal of the 
assessment actions have been stayed until resolution of certain basic 
issues. Staying appeal cases allows the Department to screen similar 
cases and proceed wiLh the "best" test case.

2. Prepayment after Informal Conference

If prepayment of disputed taxes is required after the informal 
conference decision, the nature of the informal conference will become 
adversarial. Part of the reason for this change in atmosphere is that 
attorneys will be forced to enter the tax appeal process at an earlier 
stage of review.

C. Formal Hearing

The formal hearing is the administrative trial level for tax 
disputes. A Department of Revenue hearing examiner is appointed by the 
Commissioner to serve as a hearing officer for the appeal. A formal 
hearing is often preceded by a prehearing conference, briefing, and 
discovery requests. Full due process safeguards are provided with 
adequate notice and full opportunity to be heard by an impartial hearing 
officer. A formal hearing decision is issued after the record is closed 
ana reviewed.

1. Delays In The Formal Hearing Process

Delays have occurred in the formal hearing process for some of the 
same reasons previously mentioned. In addition, the nature of the 
hearing process in affording both the taxpayer and the Audit Division the 
full opportunity to explain their respective cases causes delays. 
Additionally, since the Hearing Examiner Section handles not only tax 
appeals but other revenue appeals, staff limitations and backlogs of 
cases contribute to delays. Delays have also resulted because of stays 
pending resolution of a number of tax cases before the courts, both at 
the federal ana state levels.
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2. Prepayment of Disputed Taxes After Formal Hearing

Payment after formal hearing occurs, of course, if the taxpayer does 
not appeal to the Superior Court. Prepayment as a condition or 
prerequisite for judicial action may require the creation of a different 
form of action. In other words, instead of an appeal, a taxpayer would 
file an original action claiming a refund. The Superior Court would not 
be limited to review of the formal administrative record, but would, in 
effect, try the case de novo. The Department's concerns about such a 
procedure are two-fold: one, delays of substantial periods would be
encountered; and, two, the Court's decisions on tax issues would not be 
based upon the administrative record, but upon new findings of fact and 
conclusions of law. In effect, contested cases will have two trials with 
potentially differing results, creating confusion in the interpretatioh 
of Alaska's tax law.

D. Other State's Assessment And Appeal Processes

We are unaware of any state that requires prepayment of disputed 
income taxes during the administrative appeal process, although some 
require payment at later levels of judicial review. State Tax Review 
Agencies: Organization and Practices, Federation of Tax Aamimstrators 
Research Report Mo. 79 (December 1978). The prepayment requirement for 
disputed taxes is often limited to certain types of taxes that would 
therefore effect a limited group of taxpayers. See In the Matter of the 
Tax Appeal of Simpson Mannor, Inc., 548 P.2d 246 (Haw. 1976) (excise 
taxpayers required to pay before proceeding to Tax Appeals Court, 
although net income, real property, public service company and bank 
franchise taxpayers could appeal without prepayment of disputed taxes).

II. Alternative means to Expedite Collections Of Disputed Taxes

There are a number of alternatives to prepayment of disputed taxes, 
many of which we have implemented to expedite the collection process for 
appealed taxes.

At the audit level, assessments are progressing at a more rapid rate. 
The major reason for this change is that through experience, advanced 
marxeting data, fami1iarity with the various taxpayers' businesses, and 
clarification of legal issues and positions, audits are shorter in 
duration and more thorough. Also, resolution of- certain issues has 
resulted in fewer contested issues.
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At the informal conference level, a major breakthrough in the dam of 
backlogged cases was the judicial r  solution of the constitutionality of 
the separate accounting methodology mder AS 43.21 et. seq.. ARCO v. 
State of Alaska, Department of Revenue, Alaska Supreme Ct. Op. No. 2965 
(August 16, 1985, appeal dismissed by the U.S. Supreme Ct on January 13, 
1986. Now, other issues that were stayea pending the resolution of the 
constitutional issues are progressing through informal conferences.

Another major change is the transfer of the informal conference 
functions to the Appeals Section of the Audit Division. The Appeals 
Section has five conference staff members who are attorneys, CPAs, or 
audit staff with extensive years of experience in tax matters.

At the formal hearing level, the Alaska Supreme Court's resolution of 
various tax issues has greatly impacted the number of cases or issues 
stayed at the formal hearing level of appeal. The reduction in the 
backlog of cases and additional staff should enable the Hearing Examiner 
Section to be able to issue a decision within six months of closure of a 
hearing by the end of 1986.

Another major change affecting the collection of disputed tax monies 
was the increase in the tax interest rate. AS 43.05.225 was amended in 
1982 by raising the interest rate on delinquent taxes from eight percent 
to twelve percent. As a result, taxpayers no longer have the 
disincentive to pay and then to use the disputed taxes on other 
investment opportunities while the appeal is pending.

III. Summation

We have strong concerns that the requirement to prepay disputed taxes 
at some level in the review process will not expedite the resolution of 
disputed tax cases. Rather, we think it could impair the strategy and 
ability of the Department to defend its assessments and may create an 
adversary relationship that could permeate the assessment and appeal 
process, end the practice of voluntary compliance, hamper the ability of 
the Department to obtain needed information, diminish the Department's 
success rate in oefending its assessments and decisions, delay the 
resolution process, and require additional staff at every level of the 
assessment and appeal process.

We believe that expedition of collecting disputed taxes is better 
accomplished through other approaches, many of which are currently being 
implemented. Greater experience ana knowledge at the audit level in 
administering the new tax programs, a more proficient appeals staff, 
negotiated settlements of cases at the informal conference level,
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reduction of the backlog of appeals at the formal hearing level, and 
recent Alaska Supreme Court cases have and will greatly expedite the 
resolution of disputed tax cases. An increase in the interest rate has 
already spurred early payment of disputed taxes. These changes should 
insure earlier payment of taxes owed the State.

cc: Members of the House Finance Committee

Karen L. Loeffler 
Shelly J. Higgins 
Oil and Gas Section 
Department of Law
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Si

Bruce M. Botelho a
Deputy Commissioner, Taxation

/Theresa Hillhouse 
/ Revenue Chief Hearing 

Examiner




