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STEVE COWPER, GOVERNOR

P.0. BOX AD
OFFICE OF TBIE GOVERNOR JUNEAU. ALASKA 99811

PHONE: (907) "165-3568
OFFICE OF MANAGEMENT AND BUDGET

DIVISION OF POLICY

August 12, 1987

The Honorable Sam Cotten

Representative

Alaska State Legislature

P.O. Eox 296

Eagel River, AK 99577

Dear Representative Cotten:

SUBJECT: ELF

The enclosed information identifies another possible

problem with the current version of the Economic Limit.
Factor -- drilling wells for the sake of reducing taxes.

As more information is developed on this point, we will
provide it to you.

Sincerely

Mary Halloran
Director

MH/dmc/88D-311
Enclosures

cc: Hugh Malone, Commissioner
Department of Revenue



MEMORANDUM State of Alaska
Office &f the Go%/lgépor
visionof Folicy

TO: Mary Halloran DATE: August 5, 1987
Director (minor emendations 8/12/87)
FROM: Gregg Erickson PHONE: 465-35 68

Senior Economist

SUBJECT: Potential Severance Tax Loophole

Summary
Studies currently 1in progress by DOR economists in

Anchorage, and other evidence, suggest that oil producers at
Prudhoe Bay may be able reduce state severance taxes through
a tax avoidance mechanism involving the newly applicable
economic limit factor (ELF). The loophole was largely
unanticipated, and has not yet been accounted for in the
state"s petroleum revenue forecasting models. The likely
revenue loss 1is still uncertain. Efforts are underway to
appropriately model company behavior and the potential tax
avoidance mechanism in time for the December forecast.

S.a.ck-giD.uad
The ELF was first added to Alaska®s severance tax 1in

1978 as part of an effort not jJjust to increase revenue, but
to do so in a way that would reduce the 1incentives 1in earlier

severance taxes toward underdevelopment of the oil
resource.1 It was understood that the ELF could conceivably

produce an opposite incentive - toward overdevelopment.

AUnderdevelopment (sometimes called premature shutdown) occurs whenever a
flat percentage tax is imposed on gross revenue. As the resource nears
exhaustion the percentage tax takes an ever larger share of the potential
profits; eventually it takes everything. At this point - unless the tax
is reduced - production, profits, and tax revenues all end. This is a
premature shutdown since all three would continue if taxes were reduced.
Alaska adopted a sliding scale severance tax based on average per-well
production in 1970. The ELF adopted in 1978 eliminated the "lumps™ 1in that
sliding scale and thus was expected to further reduce the under-development

incentive.
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This would be just as bad, since overdevelopment would also
reduce state revenues. Most analysts thought the
overdevelopment risk was mainly a theoretical matter,

however, with little potential for practical impacts on
drilling, production rates, or major field investments. Even
if there were some incentive for overdrilling, it was thought
that the regulatory oversight of the Alaska Oil and Gas
Conservation Commission would serve to keep it in check.

In past weeks evidence has accumulated suggesting that
renewed application of the ELF to Prudhoe Bay, which occurred
in June, may trigger a drilling program designed to
artificially reduce severance tax rates. Under such a
program, additional wells could cost more than the gains from
increased oil production as long as the difference is more
than offset by the transfer to the companies of severance tax
revenue - revenue that would have gone to the state had the

well not been drilled.

From the state"s standpoint, overdrilling would cause a
fall in state severance tax revenue from a source not thus
far anticipated in the state"s forecast models. A collateral
effect would be a shift in the production curve, moving
future production toward the present but steepening the rate
of decline later. Output over the life of the field would
likely increase. Nevertheless, total economic rents - the
difference between production costs and the value of the oil

— would be reduced.

Many people have a hard time understanding how overdevelopment can be a
bad thing. They forget that it is profits and net tax revenues that make
oil production so desired, not more harrels, per se. As an extreme

example, assume some edict required all profits and tax revenues from a
field reinvested to drill additional wells in the field. Both the state and
company would find this a bad deal, despite the resulting increase in
production. Neither would receive any net benefits from the resource, all
of it having been dissipated on the excess investment. Oil drillers and
drilling companies would naturally like the idea, but society as a whole
would be worse off.
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The New Evidence

The first piece of evidence 1in this regard surfaced 1in
late March 1in testimony of ARCO Kuparuk Unit Manager James
Weeks before the House Finance Committee. Mr. Weeks provided
an example showing that under the present ELF it is possible
for total production to increase at the same time total
severance tax collections decrease. This is exactly the
condition that is necessary for overdevelopment. Weeks argued
that this was a desirable characteristic of the tax

structure.3

The second piece of evidence was the result of ongoing
Department of Revenue (DOR) modeling work. Over the past year
DOR economists in Anchorage had been preparing fiscal notes
on various concepts for revising the ELF. 1In the course of
that work and even before, as a part of their regular
forecasting, the DOR economists had modeled the impact of
different tax structures and oil prices on the decision to
produce Alaska North Slope oil fields. An early version of
that model, new called the "production module,™ was
integrated into the large PETREV forecasting model 1in
September 1985.

The production module assumes that prices and tax
structures will have no effect on the optimum number of wells
or other field investment, only on the decision to produce or
not. Initially this assumption seemed like a reasonable
simplification; but as the DOR economists got more involved
in preparing ELF fiscal notes they became concerned that
there might be important field investment effects that the
module was not designed to detect.

The ARCO testimony in March added additional urgency to
these concerns, since it showed that at least one oil company

ARCOLs example and OMB's April 29 critigue of the ARCO argument is found
in Attachment A.
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was talking publicly about drilling wells that were only
economic Tfor it because of a potential, tax rebate inherent in
the ELF structure. Last Friday Dr. Roger Marks at DOR
provided us with preliminary results from a new production
model, one which shows the effect of changing prices or taxes
on drilling.4 The results suggest that the ELF does 1indeed
create an incentive at Prudhoe for operators to reduce their

taxes through overdrilling.

The third piece of evidence is found in July Anchorage
Times reports of plans by ARCO and Standard Oil Company to
increase drilling at Prudhoe Bay. The stories (see Attachment
C) speak for themselves. Neither ARCO nor Standard announced
any such plans; according to an ARCO official, the plans were
revealed to the Times only after their reporter directed
inquires to field personnel regarding trade press notices
showing that ARCO was seeking bids for additional drilling

services.

Fur.th.ex_Action
No immediate action is recommended. | have encouraged

Dr. Marks to continue his analysis, and he indicated his
intention to do so. He hopes that a new model taking account
of drilling incentives can be integrated with the production
module and large forecasting model 1in time for the December
forecast, but it is conceivable that it could take longer. 1
have also asked DOR to model the incentive structure 1in the
ELF formula that passed the House 1in 1987 (CSHB 164 (fin.)
am.). I would hope that the proposed formula would eliminate
much of the problem. We will see. 1In any event, Dr. Marks and
his colleagues should be congratulated for calling this
potential problem to our attention.

4h draft of Marks' paper is found in Attachment B.
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"Technical Note on ARCO"s Kuparuk Example,l
OMB, 29 April 1987.

"A Model To Evaluate the Economics of
Drilling Additional Wells,"™ Roger Marks, DOR,
August 1987.

Anchorage Times,"Arco to increase oil
production,”™ 15 July 1987, and "Standard adds
drill rig to Prudhoe field,” 16 July 1987.
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Attachments:

cc: R. Marks, DOR
J. Rhode, DOR
R. Fineberg,
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TECHNICAL NOTE  Attachment A
ON ARCO’S KUPARUK EXAMPLE

Tax Effects of Drilling an Additional Well Under Current Law

Mr. James Weeks, Kupamk Unit Manger for AECO, provided testimony to
the House Finance CommiGee on March 27,1987, Examples of severance tax effects
(see following page) accomJ,Jamed his testimony. The examples compare the
severance tax effects of adding one additional well in the Kuparuk field under the
current ELF and under the proposed ELF (CSHB 154 fm.). The examples show that
the addition of one well Broducm? Just under 300 barrels per dag would increase
output from 90,168,000 parrels of ol Reralear (BOPY) t0'90,277,000 BOPY. At
the $9.00 per barrel price assumed in ARCO's example, annual gross i~. nue to the

owners increases by $981,000.

(90,277,000 BOPY - 90,168,000 BOPY)*($9/barreI? =
( 109000BOPY  )¥(59/hanel)« 5981,000

The first of ARCO's two examples shows how under current law the owners
would collect an annual severance tax rebate of $37,846 on this additional revenue.
The effective severance tax rate on the new production is thus -3.9 percent The
effect Is analagous to a personal income tax where the effective tax rates become
lower as increasing Income moves the taxpayer info a h,|?her bracket

- The second ARCO example illustrates bow diis will'be changed under the
pr_oloose_d law. Instead of giving the owners a $37,846 windfall, the proposed law
will coliect $58,611 6.0 Bercent) of the incremental $981 (?O() for the state in
severance tax. The table below summarizes the effects under the current and
proposed severance tax laws, as shown in the ARCO examples.

TAX EFFECTS O(E\FP(%”KUNG NE AS)DITIONAL WELL

Uparuk Example

Percent
Change

Change Change Tax In
I In Rate Average  Awverage  Average
Annual Annual On TaxRate  TaxRate  Tax Rate
Gross Severance Incremental  Before After Due To
Revenue Tax Production  Drilling Drilling Drilling
Current Law 981,000 ($37.846) -3%%  7.820%  7.806%  -0.180%
Proposed Law %981,000 (%58,611 | 60%  10944%  10.938%  -0.055%



DRUUNG/WORKOVER DISINCENTIVE
COMMITTEE SUBSTITUTE MB 164

SEVERANCE TAX CALCULATION

CURRENT LAW
Field Rate x Wellhead Prict X Severance Tax x ELF
90,168,000BOPY x J9/BO X 0.15 X 0.5213*
= $63,461,050/y«r
Addition of 1well:
90.277.000 BOPY X 19/S0 X 0.15 X 05204
= $63,423,203/yea/m

A decrease of $37,848 year

PROPOSED LAW
Field Rats x WellheadPrice x Severance Tax X ELF
90.168.000 BOPY X $9/50 X 0.16 X 0.7X96
e =$88,811673/ymr
Addition of 1w«ll:
90.277.000 BOPY x 19/S0 X 0.15 X 0.7292
=$88.870,4%4/ymr

Ait increase 0f$88,611 year

[ARCO Handout, March 1987]

[13]



Attachment B

A Model to Evaluate the Economics of Drilling Additional Wells

Roger Harks
State of Alaska Department of Revenue
Petroleum Research Section
August 19C*

The oil production severance tax structure In Alaska causes the tax to be
sensitive to the number of wells In a field. Levied on non-royalty barrels,
the tax Is the product of the wellhead price (market price less shipping and
pipeline costs), the severance tax rate, and the economic limit factor (ELF).
The ELF 1s a number between zero and one which reduces the severance tax as
well productivity declines and a field approaches Its economic breakeven point

m\J
PEL
PEL
TP

where PEL *the monthly production rate at the economiclimit
TP * total production during the month for whichthe
tax 1s to be paid
Wwo athe total number of well days In the month for
which the tax 1s to be paid

Thus, for example, with all other thing equal, as wells Increase, PEL will
Increase, PEL/TP will Increase, the base of the exponent will decrease, and
the ELF, along with severance tax, will decrease.

Recently there have been legislative proposals to modifytheseverance  tax
structure, notably the form of the ELF. Meaningful judgements on the merits of
the proposals will depend, among other things, on howtheyaffectdevelopment,
productivity, profitability, and State revenues.

The State of Alaska Department of Revenue®s current forecasting model has a
component that computes the economic rent of specific fields to assess whether
or not they are feasible to produce given price and volume scenarios. When
economic rent 1s negative production Is delayed until a start-up year
generating positive economic rent Is found. This reduces the likelihood that
the model will project revenue from uneconomic fields. When economic rent is
positive the model finds the profit maximizing amount of enhanced recovery.

Projected price, volume, and well numbers are exogenous Input, with the latter
two based on producer public Information and State engineering assessments.
They reflect the current and announced extent of development, a rather limited

time horizon.

Consequently, the Department has developed a model to examine the economics of
drilling additional wells In developed fields. Such a model Indicates the
degree of extra In-fill drilling and production that may occur to maximize
economic rent for primary recovery, and Is also useful for analyzing potential

severance tax structures.



The crux of the model Is the relationship It establishes between additional
wells and the production profile. On that natter the model |Is generic while
reservoirs are unique, but reflects general engineering principles. The model
does allow reasonable systematic comparative policy analysis in an area where
the answer Is unknowable.

The production decline characteristics of many oil wells and fields follow
exponential declines. The slope of the decline curve Is called the exponential
decline rate, a, where:

a a /nte

t
g* = production rate at the beginning of any time period during the
dec!lne
gp = production rate at the end of the time period
t = number of years between g" and qp

Production In any year 1s [1/ea times production In the previous year,

where e, the number whose natural logarithm Is one. Is approximately 2.71828.
We henceforth refer to 1/ea as the production multiplier, P. Similarly,

the well count will decline as producers are converted to Injectors as
production, saturation, and pressure drops. The well decline multiplier is

estimated at ,5*(1+P).

In general, the major Impetus for In-fill drilling 1s to produce a Tfinite
amount of oil sooner. Given an Initial decline rate, ag, additional wells
will slow down the decline rate on a field basis to a®, and the Initial
production multiplier Pg ( F/g3® ) Increases to P as ag

decreases, ag will decrease at a decreasing rate as wells are added. At
Prudhoe Bay ag 1s estimated to be 0.090, and Pg Is 0.91394.

As wells Increase the production multiplier will Increase such that

PG = PB + f(w).

where w is the number of additional wells, and production for a given year,
vt, will be

Vt-1 * PN
where Is production 1n the previous year.

f(w) Is approximated by the form

5 3
¢ Ty (LN



where T = total wells prior to decline. For Prudhoe Bay T Is
estimated at 541.
3 is determined such that

X
11

This calibrates f(w) such that 50 percent of the change
In f(w) that would result from doubling w Is realized
after w Is increased 25 percent.

This coefficient calibrates f(w) such that as w = T (l.e.
the number of wells Is doubled), ag 1s reduced by two one-
thousandths. For Prudhoe Bay c Is estimated to be
0.0002755271.

t;r R
The Intercept term (T“‘ ~) calibrates f(w) so f(w) =0
when w = O.

There is a limited amount of reserves remaining before exponential decline
decays Into arithmetic. For Prudhoe Bay this Is estimated to be If billion
additional barrels after 1987. The model stops exponential decline when
accumulated post-1987 production reaches this estimated limit, and begins
arithmetic decline, decreasing production each year by a constant amount equal
to the difference In production between the prior two years. Note that
arithmetic decline will begin sooner wheremore wells have been drilled. Also,
this gives a more rapid decllw where more wells had beendrilled,
accelerating the arrival of economic shutdown, and consequently total recovery
over the economic life of the field may be less with greater numbers of wells
even though economic rent Is greater.

The model 1s Incorporated Into a conventional discounted cash flow
profitability model specific to the North Slope. A number of additional wells
(w) 1s exogenously Inputed (alcng with their costs), and a third of them are
added In each of the three years 1989 through 1991. A celling of T Is put on
w. Volume Is adjusted as specified above. The model cuts off production when
after tax net value Is negative. The number of additional wells thatmaximizes
economic rent Is found Iteratively.

Our estimates of the optimum number of additional wells for Prudhoe Bay under
current law, as a function of constant real Pump Station One (PS1) price, are
as follows. (These prices are approximately $5 under market prices.)



Additional

Price Weils
$15 3
$20 100
$25 316

Table 1 compares the well count, production volume, and economic rent, with
and without an optimized 1n-f111l drilling program, at a $20 PS1 price.

Table 2 compares the well count, production volume, and economic rent between
optimized In-fill drilling programs at $20 and $25 at PS1.



1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

Total

No Optimization

Wells

541
518
495
474
454
434
416
398
381
364
348
333
319
305
292
280
268
256
245
235
224

Volume
(mmbb1)

561
513
469
428
391
358
327
299
273
250
228
207
185
164
142
121

99

78

56

35

13

5196

Economic Rent ($mm) 29467

Table 1
Comparison of Wells,
With and Without an Optimized In-fill
*20 PS1 Price

Volume, and Economic Rent

Optimization
(100 wells)
Wells Volume

(mmbbl)

541 561
551 513
560 469
569 429
544 392
521 359
499 328
477 300
457 275
437 251
418 230
400 208
383 187
366 165
351 144
336 122
321 101
307 79
294 58
281 36
269 15
5223

29501

Drilling Program

Increased
Wells

33
65
95
90
87
83
79
76
73
70
67
64
61
59
56
53
51
49
46
45

Increased
Volume
(mmbbl)-
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1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

Total

$20

(100 wells)

Wells

541
551
560
569
544
521
499
477
457
437
418
400
383
366
351
336
321
30/
294
281
269

Volume
(mmbb1)

561
513
469
429
392
359
328
300
275
251
230
210
192
176
161
147
134
123
112
103

94

5223

Economic Rent ($mm) 29501

Table 2
Comparison of Optimized
$20 and $25 PS1 Prices

*25

In-fill

(316 wells)

Wells

541
622
700
774
740
709
678
649
621
594
569
544
521
498
477
456
437
418
400
383
366

Volume
(mmbb1)

561
513
470
430
393
360
330
302
276
253
231
212
194
177
162
148
136
124
114
104

95

5251
38275

Drilling Programs

Increased
Wells

71
140
205
196
188
179
172
164
157
151
144
138
132
126
120
116
111
106
102

97

Increasec
Volume
(mmbbl)

_ L NNERFRPNRPRPEPNMNNRPNEPNNR R RPRRER OO
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Attachment C

QUALITY SERVICES
Date JUL 15 1987
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Anchorage Times

“Standard adds drill rig to Prudhoe field

Anticipates another dozen before end of year

3vSrl1 3S-C 03 CO QS~/o
Standard Alaska Production Co.
has added a drilling rig to its Prud-
hoe Bay operation, signaling yet an-
other industry response to increas-
ing oil prices following months of
relative inactivity.

Arco Alaska, Inc., which along
with Standard operates the field on
behalf of eight owners, announced
on Tuesday plans to add an addi-
tional rig to drill five production

wells beginning in September.
Standard spokesman Hugh De-

pland said today the new Standard
rig began operating in mid-June.

Standard, which plans to sink
about 12 more production wells by
the end of the year, now has two
rigs operating on the western por-
tion of the field.

The new Arco and Standard rigs
mean an extra .200 field jobs and

several hundred more jobs in re-
lated industries in Anchorage and
Fairbanks.

It costs about $23 million to drill
a production well.

Wells must be added to maintain
the 1.5-million-barrel a day produc-
tion level at Prudhoe Bay.

"The signing on of an additional
rig was made possible by the im-
provement in oil prices," Depland

said. "We had planned to do this all
along. But the increase in prices
made it possible."

Oil prices have steadily in-
creased since they hit rock bottom
at $8a barrel last year.

Oil futures today reportedly
climbed to $2 a barrel, the-highest
in 18 months.

Qil prices at West Texas Inter-
mediate, the U.S. benchmark,
jurpf>ed to $22.15a barrel.
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Treating the symptom?

Judagm%from I,Je recent audlt %rl ics of the ci-
tysste ent utility were right all along.

uudit showed . that ashockmg two-thirds of
steam eate propertles ad meter gpasses
_ Sixof the b%passeswere found to be active dur-
ing the well-publicized March audit, meaning the
customers ﬁot steam without it showmg up on their
meters or their utility bills. There's no way of telling
how man¥ were active when the city wasn't Iookmg

All o which may do much to explam whyt
sstem Ioses about a third of its steam, has lost
mor Ilhqn since 1980, and expects to lose
anot er 550 000 this year.

The critics, consmtmq malnIP/ of steam-heaf us-
ers who havebeen payingther bifls, had complained
that recent rate inCreases wouldn't have been neces-
sary if the system was run efficiently, and it's clear
now they were on target.

An ordmance before the C|ty counml should
Frmeg the bypass problem un %contro and S|(“J
0SSEs to un etere users, and the downtown utl
d dor work should cut losses from leaks in the steam
ines.

Let's hor?e these |mprov<fments end the ne$d for
rate increases, as well as the system's finan-
emorrhage.

But let's not forget that MUS management
Blloweq the problem to fester for years, anddid the
audltchlefly in response to pressYre from cystomers
and elected ia (3}) mter% ficials r?thert an from
any internal drive for efficiency or fairmness.

Consgquently, It's not safe to assume un ordi-
nance will Rermanently fix the system's pro?lems
As long us the same managers are Incharge of it, the
cure muy be only temporary.

mor
clal

The merry month
In May, many things are honored of which we

Sunday. May 3, 1987

Should Alaska change the ELF formula?

By SAM COTTEN

The Importance of ot) and gas de-
velopment In Alaska's economy
can't be overstated. As Alaskans
we derive the largest part of our
economic development and public
revenue from our oil fields and oil
taxes. But judging from the fact
that Prudhoe Bay producers ore
due to receive on $80 million tax
break from the slate this June,
there is something wrong with our
existing tax structure

Prudhoe Bay Is by far the most
productive and profitable field In
United Slates history. Prudhoe oil
producers have made huge profits
from developing this resource,
owned by Ihc people of Alaska, and
from shipping and refining the oil
produced there.

It is unrealistic to say, as some
Industry advocates have, that
maintaining the currentlax regime
for this field (by passing the House

bill I, will destroy or diminish Alas-
ka's oil industry. Prudhoe Bay and
-
& By HAItOI.D 1IEINZE

It Isvital that Alaskans think ab-
out how they fit into their local and
state economy so they can encour-
age activities that contribute to
Jobs and income

In Fairbanks, tho economy is
directly impacted by the level of
North Slope drilling activity. When
oil prices fell, drilling diminished.
Now, now oil severance tax legisla-
tion passed by the slate House
would discourage an increase in
drilling activity. Thai's bad news
for Fairbanks.

Statewide, the fuel supbly for the
state's economic engine is lho dol-
lars derived from extracting and
exporting natural resources, in-
cluding oil and gas, bsh, timber,
minerals and coal

Thegrossvalue ofoiland gas pro-
duced In Alaska in 1986 was $4 bil-
lion. That's the money derived
from Klling those resources on the
world market. In 193S, when oil
prices were considerably higher,
the comparable number was $12
billion. If you have wondered why
die Alsskan economy Issputtering,
It la entirely contained within that
onesingle change. Noothernnlurul

Yes

Kuparuk-thc two fields that re-
ceive smaller lax breaks under the
Economic Limit Factor (or ELF)
bill that recently passed the
House—arc healthy, profitable
fields.

This billmakesouroil taxsyslem
more equitable and sensible. It
does two imporlant things:

2. Il provides tax incentives foitry representatives, of course, is

production from every other known
field in Alaskn. These arc$maller,
more marginal fields like Endieott,
Lisburnc. and Milne Point—which
was recently shut down because its
production was uneconomic

This makes sense. Where mar-
ginal fields can be developed in
Alaska, they provide Jobs and In
many eases substantial royalty in
come to the stale. They broaden the
Industry and brighten lhc future for
production from other marginal
fields

Some Industry representatives
arc saying now thal the stale
shouldn't change ils lax system,

I It prevents large lax breaks fofhal "tax stability" is the most im -

giant oil fields like Prudhoe Bay
and Kuparuk. where lax incentives
aren’'l needed. These large tax
breaks are scheduled lo take effect
at the end of June, and they will
mean the lossof about SI0Omillion lo
$120 million in revenue per year
over the next five years.

NO

resource value changed signifi-
cantly

Two olher sources of fuel for the
Alaska economy are tourism and
defense spending by the federal
government. Stale government Is
nol on the lisl because it does nM
create wealth; it runs off the same
fuelsupply aslhop'ivaleeconomy.
(Tho only exception Is the stale's
Permanent Fund dividend
program.|

What docs It lake to succeed in
iltc natural resource businesses?
Since (hey all are sold In the world
market at world prices, (he key lo
success istobe alow costproducer
The resource industries all arc
sensitive to government regulation
and they all require access to the
loud

There'sboona lotofconversation
about diversification of the stale's
economy. But (ho best answer 1
know to what alls tho economy islo

porlant issue here. The proposed
changes lo the ELF will not cause
Prudhoe and Kuparuk producers lo
slop or limit production, which has
teen growing rapidly. And it will
enhance the economic viability of
msmaller fields

So (tie real issue for these indus-

figure out ways to help lhe natural
resource Industries grow. They arc
already big contributors to lhc
stale's economy and increases in
any of them help Ihc economy
grow.

When wi xik at the W*O million
AKCO Alaska has spent in Fair-
banks over the last four years, we
find,ascxpecled.thatthe construc-
tion companies based in Fairbanks
arc a big part of lhat

However, the construction dol-
lars represent only about a quarter
of the money ARCO is putting into
(lie Fairbanks economy. Drilling
activities and trucking ore major
pieces of Ihal dollar Infusion.

More than half Ihc traffic on Ihc
Dalton Highway, forexample, rep-
resents Fairbanks carriers hauling
things for AHCO Alaska. In the ear-
ly years of Prudhoe development,
mostsupplies traveled to IThc North
Slope by barge. But Fairbanks peo-
ple worked together and made
freight movementup the highway a
very competitive thing

Tho change* lo Ihc stale's Econo-
mic Limit factor, which ore In a bill
recently adopted by the state House
of Representatives, would hove >
major adverse Impact on ARCO's

money. It's clear from history that
the Industry actually favors an
“"unstable” lax regime when it will
benefit.

For instance, when lhe price of
oil was climbing in 1981. lhe ml in-
dustry came lo the Legislature and
asked (or (ax breaks. The Legisla-
lure responded, Implementing a
new-"unitary" lax system for Alas-
ka. Since thal time. lhe people of
Ihc slate of Alaska hove foregone
more than a billion dollars worth of
revenue that would have been col-
lected under the former system

I am not reopening lhe gjcstion
ol lhc unitary lax vs. separate
accounting oftaxes. But lam point-
ing oul lhal the industry has been
the willing beneficiary of select
“unstable” tax policies in ihe past

In this case, if the Legislature
diesnolchange thecurrent taxsys-
tem, lhe slate of Alaska will forfeil
needed revenue lhat eould have
been used In our shrinking school

North Slope drilling activity. Thai
means lhe enlirc Fairbanks eco-
nomy will be negatively impacted

Whatstarted as a proposal by the
governor to modify one portion of
the severance fax law ended as a
major restructuring of the sever-
ance lax on the oil industry in Alas-
ka. Producers would lie penalized
for drilling additional wells end
adding new- production.

The new bill (House Bill 164)
would increase the severance tax
on the Kuparuk River field by 84
percent, and oil the Prudhoe Hay
field by 44 percent. We calculate
lhal 1l would ndd $18 billion (o in-
dustry's lax bill over lhc next 10
years, based on slate Department
of Revenue oil prleo estimates

In restructuring the tox. the
House Introduced new- (actors. In-
stead of basing lhe lax on produc-
tion from each well, Il relates the
tax rale lo the production level
from an cnliro field. That means
Ihc more oil produced from a field,
the higher lhe tax rale. It removes
any Incentive to increase produc-
tion.

In our business, you drill wells

mind try lo Increase production lo
lower operating costs. That's how

budgets, for maintaining roads,
and for continuing resource man-
agement programs that the Senale
now advocates culling by 1525per-
cent And smaller, marginal fields
in Alaska will cunlinue to be ine-
quitably treated under existing
law

The facts about the ELP and the
proposed ELF changes show th?'
we need adiffercnl lax system The
vague representations by oil Indus-
try representatives—that the in-
dustry will be deeply damaged,
Ilhat Alaska will lose points for
being an unstable slate—have nol
been very convincing

I am strongly supportive of Gov
Cowpcr's effort to modify lhe ex-
isting ELF law The House and
Gov. Cowper are working together
(or a tax system lhal truly serves
the interests of Alaskans

chw% ﬁa[glasfﬁ' ougeEI?rlm‘Lru |rw(s0 oo

we compete and how we generate
more Jobs and more wealth lor
everyone. The House bill is coun-
terproductive

Passing that bill tells ine thal Ihc
House majority isnol locking at lhe
impact on Ihe private sector

I know thal many people In Fair-
banks are working to get the eco-
nomy going. But when the vote was
taker Inthe Houseon theseverance
tax. the five House teprcsenlatives
from Fairbanks all voled for the
lax increase

The slate Senate is going lo have
lo address Ibis Issue. Your input to
Senate members from Fairbanks
will be vital In deciding lhe Issue.

Other oil producing stales arc
looking for ways lo encourage oil
producers to drill more wells.
Those slates arc aware of the be-
nefits of oil development activity
Meanwhile, the Alaska House has
passed new legislation that dis-
courages drilling in lhe Prudhoe
Boy and Kuparuk oil fields. It is
new stale policy lhat will further
dampen drilling activity on the
North Slope ond further shrink the
stale's private economy

II&(roId Iteiou t»preujcnl at ARCO



DEPARTMENT OT REVENUE COMMENTS

February 22, 1980

SENATE BILL 401

S.B. 401 appears to be based on the assumption that - at
least In the limited circumstances covered by the bill - an
administrative agency cannot "fairly"” resolve a dispute within its
area of responsibility. This assumption is directly contrary to
Alaska®"s basic system of government, which relies heavily on
administrative agencies to resolve disputes. It is also contrary to
the specific provisions governing hearing procedures within the
department of revenue, and court oversight of those procedures.

Our current tax system begins with an audit followed, if
necessary, by an assessment. If a taxpayer disagrees with the
assessment, it may request an informal conference, and then a formal
hearing. After formal hearing, a taxpayer (but not the department)
may appeal to superior court for review. The superior court will
apply certain standards in reviewing the agency decision. This
court review is the way our system guarantees fairness and due
process. The court will examine whether or not the agency has
provided a fair hearing. If it has not, the court can grant de novo
review. It will make sure that the agency has correctly applied the
law, and will reverse the agency if it did not. It will make sure

that the agency®s determination is supported by its findings, and



that the findings are supported by the evidence. In Alaska, the

court may exercise its independent judgment on the evidence. It may
set aside factual findings 1if they are not supported by the weight
of the evidence as a whole. If appropriate, the reviewing court
will augment the record.

The department of revenue applies, administratively, the
tax laws that the legislature has passed. This administrative
procedure Is Just like that of a great many other administrative
agencies within Alaska, 1in other states, and in the federal system.
States chose the administrative procedure for tax matters, Instead
of the courts, in order to reduce the burden on the court system, to
provide the taxpayer with a forum less formal and costly than the
courts, and to provide the taxpayer with a forum that has first hand
experience and expertise in the tax laws.

The bill would restructure this basic dispute-resolution
mechanism, but only for certain types of taxpayers for certain types
of taxes. It would change the administrative procedure from one in
which a dispute is resolved by the agency, with an appeal to the
court available, to one in which the administrative procedure only
finalizes the agency®"s position. The dispute then would be resolved
by the court instead of the agency.

These changes are accomplished in the bill by (1) providing
that internal agency review (the present "Informal” and "formal"
hearings) is for the purpose of establishing an assessment rather

than, as now, for the purpose of reviewing the correctness of an



assessment and (2) providing for a trial de novo for any part of the
department®s final assessment with which the taxpayer does not
agree. These changes make ihe bill inconsistent with the basic
duties of the department, as outlined in AS 43.05.010. Paragraph
(9) of that section provides that the commissioner of revenue shall
"hear and determine appeals involving ... taxes ... and enter orders
on the appeals which are final unless reversed or modified by the
courts.”

In addition to this basic restructuring of the mechanism
for resolving disputes, the bill provides serious restrictions that
work against the state in both the agency review and in the court
proceeding. The highlights of these deficiencies are outlined below

1. The bill falls to link the time requirements that it Imposes
or permits. The bill does not change the current requirement that
an assessment be made within a three year statute of limitations.
However, it adds approximately 300 days of procedures (from the
Issuance of the preliminary audit conclusions through the policy
review decision) that must be accomplished before this statute
runs. The shorter timelines set up by the bill may be extended by
mutual agreement, but there is no requirement that the statute of
limitations would be tolled if such an agreement were made.

Similarly, under the bill the taxpayer may appeal the
"reasonableness" of a departmental request for information, but
there 1is no requirement that the statute of limitations is tolled
while the appeal 1is pending. Since the statute runs against the

state and not the taxpayer, these provisions will reduce the state's



ability to make accurate assessments within the three year period.

2. The procedural time limits are not workable. The bill cuts
the time available to audit the production tax by one third to one
half. The severance tax is a monthly tax. The department doesn"t
audit a single month, but rather joins twelve tax periods (one year)
together. This means that when the audit begins, almost a year of
the three year- period has already run for at least one tax period.
The bill adds about a year (300 days) of procedures that are
supposed to fit in after the audit but before the three year statute
runs. This leaves only slightly more than a year for the audit. In
the experience of the department, under the best of circumstances, a
severance tax audit takes between two and three years.

3. The taxpayer does not have to. and has no incentive ho.
provide relevant information to the department. A combination of
provisions in the bill would result in the department being unable
to base its tax assessments on the best information. First, the
bill allows the taxpayer to appeal the reasonableness of a
departmental request for information. Since the statute of
limitations continues to run, the department must complete its
assessment without the requested information. Second, the subpoena
and inquiry provisions of AS 43.05.240(c)) applicable to other types
of taxpayers would not apply to hearings on oil and gas taxes.
Third, if information arises during, for example, the closing
conference, the department won"t have the time (under the bill"s
schedule) to pursue it. Finally, the type of de novo court review

in the bill would permit the taxpayer to introduce factual material



in courtthat has not been presented to the agency. The combined
effect of these provisions Is that the department would be forced to
assess on Insufficient information.

4. The court procedure is unfairly biased against the
state. The bill provides for a trial de novo only of "those
portions"™ of the department®s tax bill that the taxpayer disputes.
This gives the taxpayer the exclusive power to define the scope of
the court proceeding. No counterclaim can be raised by the state.
But tax matters can often be intertwined. Suppose, for example,
that the department had found thata certain expense could not be
deducted as a cost, but rather had to be capitalized and
depreciated. The taxpayer could appeal the department®s
determination that the expense could not be deducted. But the
department would be bound by its determination that the expense
should be capitalized. The taxpayer might end up both deducting and
depreciating the same expense.

An important part of our current statutory framework Iis
that the taxpayer must present all. his tax information to the
department. The taxpayer cannot wait until the case gets to court
and then present information. The court will admit new information
only if it was unreasonably excluded by the agency or if it could
not have been produced earlier. AS 44.62.570(d). This provision
ensures that the department can make the best determination
regarding a taxpayer"s tax liability.

As explained above, the bill allows the taxpayer Xxo

withhold information from the department, resulting in



unsubstantiated assessments. By allowing the taxpayer to carefully
define the scope of the "de novol review, the bill ensures that,
whenever a gap in informal ion wurks to the taxpayer®s advantage, the
gap will not be filled at the court level. However, when the gap
can be filled to the taxpayer"s advantage, the bill would permit him
to fill it

5. The transition provisions cannot be applied. The bill
drastically restructures internal agency provisions. The transition
section applies these new procedures to pentfing matters without any
explanation as to how this could be done. The bill requires nearly
a year of procedures that have to be finished before the three year
statute of limitations runs. But it does not explain how to apply
those provisions if, for example, the statute will run next month.
The bill does not explain what happens if the assessment has already
been issued. Under the bill, an assessment is not final for
purposes of the statute of limitations until a policy review
narrative and schedules or worksheets are provided to the taxpayer.
Since these new steps have not happened in old assessments, it could
be argued that the currently outstanding assessments are not valid.

The statute of limitations has run on those assessments.



PERSPECTIVE ON 5B 401

SB 4Q1 drastically changes the administration of our tax law. Based
on review by department staff, it is my opinion that SB 401 will severely

reduce the state"s ability topay for needed government services.

SB 401 would disrupt thescheduling on major taA issues now in the
administrative appeal process. SB 401 unrealistically shortens the

amount of time available to the state to review and audit a tax filing.

SB 401 would restrict thedepartment®s access to information
necessary to produce an accurate review of return and determine whether

taxes (or a refund) were due.

SB 401 would virtually eliminate the incentive for an affected
taxpayer to produce information for an administrative determination on

the amount of tax due.

SB 401 would give the specially treated taxpayers the right to a de
novo review in the cour* on issues of their choosing even on issues/facts

that were not raised previously by the taxpayer.

In summary, SB 401 will reduce the states ability to collect taxes
and royalties. It would weaken the present audit programs resulting in

even greater likelihood of non-compliance.



A far better approach would simply be to modify the law to require
payment of taxes after the administrative hearing, subject to refunds If

the taxpayer prevails in court on any remaining nsputeu issue



DISPUTED ASSESSMENTS
1. Disputed taxes and royalties
- Disputed taxes and royalties
- complexity of issues
- responses
SELF INFLICTED POVERTY
1. Major erosions of the state revenue base since 1977

2. Erosion since 1981

- income tax
- property tax - total in excess of $1 billion

3. New losses - millions of dollars

FVv 88 - FY 89 (2 years)

ELF 305.0
Property Tax 35.5
Fish Tax Credit 30.0

370.5

PROGRAM FOR IMPROVEMENT

1. Collection a priority - use tools at our disposal
2. Pass HB 164 (ELF)

3. Pass HB 58

4. Initiate program to review our tax structure
DEALING WITH THE CURRENT ECONOMIC CONTRACTION

1. Adequately funded government programs

2. Creating jobs

3. Building for the future



When 1 first saw the subject "disputed assessments' on the Joint

Economic Recovery Committee agenda | was not sure what was required.

Right now, the department has over $2.5 billion dollars In assessed
but uncollected taxes, penalties, and Interest. These taxes are
practically all deficiencies that have been assessed for oil and gas

Income or production taxes.

Besides the disputed taxes, the amount of money due the state for our
royalty o1l Is 1n court. A final assessment for the royalty due has not
yet been completed, but the amount will be In the hundreds of millions,

If not billions of dollars.

Since Tfinal determinations have not yet been made on the actual
amount of taxes or royalties due, a total dollar amount Is not known.

But the amount Is large.

COMPLEXITY OF ISSUES

The disputed tax amounts are part of a a general problem that started
In 1977 when the large reservoir at Prudhoe Bay went Into production.
Our law defines the value of 01l for tax and royalty as the value of oil
at the point of production or field. As you know, we arrive at this
"netback" value by taking the value of the oil In the market and
subtracting back the costs of transport to the point of production. This

sounds simple. It Is not. The early years of Prudhoe Bay products were

years when



. North Slope producers were struggling for a market share, and

different producers were applying different marketing strategies

2. World oil prices zoomed from $12 up to about $40, making value
difficult to determine and changing Investments that led to

changes In relative crude value.

3. Federal price controls were In effect making It more difficult

for producers to capture the real value of the oil.

4. Windfall profits taxes affected marketing and pricing strategies

This led to a tumultuous and confusing trail to follow.

Cornnon Issues that arise are

You would expect all the oil coming out of the ground at the same

place at the same time to have the same value. And 1 w uld say 1t does.

But not for our tax laws.

It is possible for the same producer to have their oil going tu six

or seven different markets.

This does happen. So we have six or seven different tax values for

the same oil for the same producer for the same day.



Some producers value the oil when It 1s produced, some when It Is
sold. This led to situations where oil produced on the same day, and
delivered to the same market, have substantially different values,

because prices changed In the month or so It took to get the oll to

market.

Some producers sold the oil out right. Some sold It to themselves.
Some traded 1t for foreign crudes that were not subject to price

controls. These all produce different values for the same oil.

Transportation costs are, except for the tariff, equally complicated

and diverse.

Defining these Issues, getting the company data to analyze them, and

determining the correct amount of tax or royalty due ls an enormous task.

This situation, plus the natural tendency for taxpayers to reduce
their tax payments as much as they think they can, gave rise to the

present situation.



SELF INFLICTED POVERTY

We all are aware of how vulnerable we areto oil prices. Sut there

Is almost no discussion of what damage we aredoing to ourselves.

In 1981, the Legislature repealed the state separate accounting
income tax law for oil and gas income tax andreplaced by the
apportionment Income tax we have today. This law was repealed because of
a legal challenge by the oil companies In ARCO v. STATE (This law was
later upheld by the court). Even though the Legislature Increased the
rate of the severance tax, In the three years following this change the
estimated revenue loss to the state overall was over $650 million
dollars. Lower oil prices would reduce this loss right now, we still

continue to suffer from that tax law change.

The Income from our 20 mill oil and gas property tax 1s eroding.

In 1978 the assessed value of the tax base was $11 billion. The

state received 173 million dollars, or 78% of the 20 mills.

In 1987 the assessed value was 18 billion. The state received 102

million, or 28% of the total revenues.

In 1987 we saw the beginning of the effects of the E.L.F. This law,
as presently written, provides large tax breaks for high-production oil

fields, while at the same time providing Insufficient tax reduction for

marginal fields.



We also saw the effects of the newly-passed fisheries tax credit
which is estimated to cut state fish tax receipts from $30 million per

year down to about $15.

The decline in state income due to the E.L.F. The reduction in the
state share of the oil and gas property tax, and the fish tax credit will
cost the state approximately $370,500,000 in lost revenue for FY 88 and

FY 89 combined.

(Comparisons w/FY 87 in

millions of dollars)

2 Year
Fy 88 FY 89 TOTAL
ELF $ Loss (147) (158) (305)
Oil and Gas Production
Tax $ Loss (27.5) (35.5) (63)
Fish Tax $ Loss (14.2) (13.2) (27.4)
(188.7) (206.7) (395.4)

I know of no other way to describe this situation than self-inflicted

poverty.



We are giv;ng away the State"s Revenues:

u i F Hemu

0 Oil and Gas Property Tax Tables

0 9/87 General Fund Unrestricted Revenues Source Book Table.
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Department of Revenue ALASKA DnF.—*RTMENT OF RF.VCMUE

011 and Gas Audit Division
FF.D 191988

HEHORANQUH OFFICE OF THE COMMISSIONER

To: Hugh Malone, Commission

Thru: WHIH pam Floerchlnger, G

From: Charles Logsdon, Potroleum Economist (: l—
Date: February 19, 1908

Subject: Current Estimate of the Revenue Impact of ELF on Prudhoe
Severance Taxes

As you know, since July 1987, the severance tax rate on production from
Prudhoe Bay has been subject to the Economic Limit Factor (ELF). The ELF
reduces the severance tax rate on an on field. The magnitude of tho tax
reduction depends on how much oil ls produced from each well In the field.

The Prudhoe Bay oil field 1s not only the State®s largest oil field but 1s
produced with the highest average production per well. An aggressive drilling
program such as that announced by the Prudhoe producers will keep production
at the 1,540,000 million barrel per day level but will do It with more wells
than are currently required. For this reason, the severance tax rate will
fall even though Prudhoe production will not.

The revenue impact of the ELF depends not only on the magnitude of the
tax rate reduction, but also on the tax base which ls determined by the value
of the production. Based on our current assumptions about price, production,
and wells for Prudhoe Bay, wa oroject the cost to tho State of the ELF to be
$147 million 1n FY 1988 and $158 million In FY 1989. These estimates are
considerably higher than those made last Spring when tho legislature was
considering ELF legislation. The reason 1s a combination of higher assumed
prices, production 1n FY 1989, and a greater number of wells.

.he following tables Illustrate the current estimate of the cost to the
State of the Prudhoe ELF as compared to the estimates made last Spring and
what accounts for the change In the ostlmate.



SEN.* BVSFi 2-19-53  1:17rm

Momnrflnriijm to Hugh Malone
February 19, 1988

Page 2
Revenue Impact of ELF on rprudnoe- Comparison
Spring 1987 and February 1988 Estimates
Oune 1981 Est. Feb. 1988 Est. Difference
1838 >101 million >1*1 million >46 million
1989 96 million 158 million 62 million
Components of Increased Cost of ELF Estimate
February 1988 vs June 1987 Projections
Total Higher Price InNfiiJ*d
Difference Production
1988 $46 million 527 million
1939 62 million 22 million
CIL/pjt

Enclosures

C'ZITT



AS 43.56. OIL AND GAS RELATED PROPERTY TAX HISTORY
Percent

Percent Increase Percent
Year State Assessed Value Increase Gross Revenui Local Credit Net to State to State Gross to i
1975 1,288.259,900 N/A 25.765,198 9,635.032 16,130,617 N/A 62.6
1976 4,622,605,630 258.83 92,452.113 24,526,617 67.926,767 321.10 73.5
1977 8,492,245,560 03.71 169,044,911 37,527,256 132,317.674 94.79 77.9
1978 11,076,904,670 30.44 221,539,693 48,019.417 173,520,276 31.14 78.3
1979 11,946,447,380 7.85 238,928,947 66,609,309 172,319,637 (0.69) 72.1
1900 12,165.633,950 1.03 243.312,679 72,900,166 170,412,512 (1.11) 70.0
1981 13.170,633,280 0.26 263,412,665 121,116,160 142,296,505 (16.50) 54.0
1982 14,410,448,680 9.41 288,208.973 144,171,544 144,037,429 1.22 50.0
1983 16.059,836,120 11.45 321,196,722 170,818,425 150.378.297 4.40 46.8
1984 18.593.314,880 15.78 371,866,298 242,038,930 129,827,368 (13.67) 34.9
1985 19,020,513,970 2.30 380,410,279 254,063,318 126,346,961 (2.68) 33.2
1986 19,542,046,830 2.74 390,840,937 277,578,082 113,262,855 (10.36) 29.0
1987 10,254,270,600 (6.59) 365,005,574 262,663,565 102,422,009 (9.57) 28.0



1907 AS 43.56 Oil and Gas Related Property Tax
Tax Distribution

I
Municipality Assessed Value Tax at 20 Mils I:Zf: Local Credit Net to State
North Slope $12,297,200,700 $245,953,615.60 18.37 $225,908,395.93 $ 20,045.219.67
North Star 572,999,370 11,459,907.40 10.65 6,102.991.63 5,356,995.77
Anchorage 50,930,200 1,170,765.60 13.25 780.148,.47 398,617.13
Kenal 500,435,600 10,168,712.00 8.33 4,233.807.72 5,934,904.28
Mat-Su 4,199,140 03,982.00 5.80 24,355.01 59,627.79
Valdez 1.395,294,400 27.905,008.00 18.3523 25,606,061.42 2,299,026.50
Whittier 279,960 5,599.20 5.0 1,399.80 4.199.40
Unalaska 430,500 8.711.60 12.76 5.605.05 3,166.55.
Unorganized 3,416.012.570 68.320,251.40 N/A N/A 60,320,251.40

Totals

&1P-. 25.4.270"8(1

$365..005.573.

60

$26276175712

$1027227000751



ceneral FUNd Unrestricted Revenues -i

In Thousands of Current Dollars

FY 1S87 FY 1988 FY 1989 FY 1990
Prelim. Estimate Critpato Estimate
Taxes Actuals September September Septembe
Income
Corporate-General 20,500 16,000 16,0G0 16,000
Corporate-Petroleum 120,400 120,000 120,000 120,000
Gross Receipts
\ Alaska Business License 1.500 1.500 1 500 1.500
\ »Fish-Canned/Shorebased (1) -l 17,Ann 6(nnn 1 [ ,nnn 9, non
vFish-Floating s,600 9,800 9,800 9,800
Seafood Marketing 1,400 1,600 1,600 1,600
Salmon Enhancement 4,400 4,900 4,900 4,900
Insurance Companies 23,700 23,600 23,000 23,000
Electric & Telephone Co-ops 2,000 1,900 1,900 1,900
Mining License Tax 300 400 400 400
Severance
O0il & Gas Production (2) 639,500 728,600 658,700 753,000
Oil & Gas Conservation (3) 1,200 2,500 2,500 2,600
Property
Oil & Gas 102,500 75,000 67,000 60,000
Sale/Use
Alcoholic Beverages 12,600 12,300 12,000 11,900
Fuel Taxes-Aviation (4) 8,500 8,300 8,200 8,200
Fuel Taxes-Highway (4) 18,300 19,000 18,700 18,700
Fuel Taxes-Marine (4) 5,400 5,000 5,000 5,000
Tobacco Products 6,600 6,300 6,100 6,000
Other
Estate 1,100 700 700 700
Total Taxes 996,400 1,043,400 965,000 1,054,200
Licenses & Permits
Business (5) 8,600 8,500 8,500 8,800
Non-Busi ness 19,200 1%,000 19,000 19,500
Total Licenses & Permits ' 27,5010 «21,M 27,500 28,300
Intergovernmental Receipts
Federal Shared Revenues (6) (/) 11,700 9,500 9,800 10,000
State Resource Revenue
Sale/Use
Bonus Sales (0) (b) (5) 500 3,300 -0- -0-
Investment Earnings (10) 161,900 115,000 90,000 60,000
Rents (0) &) (5 5,800 6,000 6,500 6,500
Royalties (2) (0) 445,100 654,700 608,800 686,200
Sale of State Property 7,000 7,500 7,500 7,500
Gravel, Timber, etc. (11) 7,200 2,500 2,500 2,500
Facilities Related Charges
Ai rports 1,500 1,600 1,600 1,600
Ferry System-Southeast 27,500 29,000 31,000 32,000
Ferry System-Southwest 3,800 3,900 4,000 4,100
Other 4,000 5,000 5,000 5,060

(®



Service Related Charges

Court System 5,300 5,400 5,600 5,700
Other 4,700 4,700 4,800
Total State Resources
Revenues 674,300 838,600 767,300 817,900
Miscellaneous Revenues *18","0DD 16,000 V5, (D 16,000
Unrestricted Revenues 1,728,200 1,934,000 1,784,600 1,925,400
Plus: Special Settlements (12) 70,600 -0- -0- -0-
Total Unrestricted Revenues (13) 1,798,800 1,934,000 1,784,600 1,925,400

,, The FY 68, FY 69, and FY 90 figures reflect the recent enactment of a shorebased
fisherfies business tax credit which 1is limited to 50 percent of the business®™ total tax
liability with anyunused portion of the credit carried forward twoyears (Ch. 79, SLA 1985,
effective July 1, 1986). For example, the total FY 88 fisheries business tax liability is
estimated at $30.0million against which $14.2 million of estimated credits are applied thus
yielding a total net fisheries business tax of $15.8 million. This state share will then be
further reduced by municipal revenue sharing. The canned fisheries business tax has been
combined into a single category with the shorebased since the tax credits are applied against
the aggregate return ana cannot be allocated by specific processing type.

(@ The forecasted numbers for FY 68, FY 85, and FY 90 assume the 30 percent case;
however, if the mean case had been utilized for FY 88, FY 89, and FY 90, the production taxes
would change to $798.9 million, $764.9 million, and $857.1 million, respectively. The royalty
figures would change to $715.7 million, $708.6 million, and $786.4 million, respecitvely. All
of the forecasted numbers include the estimated TAPS settlement.

(3 Ch. 56, SLA 1967 increased the levy from 1.25 mills to 4.00 mills per barrel of oil
and per 50,000 cubic feet of natural gas, effective June 13, 1987.

@ In FY 66 and FY 87 the Department of Revenue began to levy marine fuel taxes on
water.raft motor fuel users who purchased fuel out-of-state but consumed fuel in transit

through the state. On March 30, 1987, the State adopted hearing decision #67-07 which
established that marine fuel users who merely consumed fuel in transit could not be
retroactively taxed. In line with this decision, the Department of Revenue has refunded with

interest any taxes collected under the earlier interpretation. This forecast estimates that
r unds plus interest will total $1.8 million and assunes that themajority of these refunds
paid in FY 87. All motor fuel tax refunds are paid frcm the HighwayFuel Tax Account.

() figures reflect the recent shift in occupational licensing fees and insurance permit
fees frcm General Fund Unrestricted Revenues to Restricted Program Receipts.

(6) (et Permanent Fund contribution by Ch. 18 SLA 1980.

(7) The FY 67 Tfigure reflects the OCS "8(Qg)" revenue-sharing settlement of $4.0 million.
The General Fund share represents 49.5 percent ofthe aforementioned total, whereas the
Permanent Fund will receive 50.0 percen*. The remaining 0.5 percent will be distributed to
the Public School Fund.

(®Reflects state lease sales of $0.9 million held June 24, 1566 (Sale 49 - Cook Inlet),
$0.3 million held January 27. 1967 (Sale £1 - Prudhoe Bay Uplands), and $6.6million held June
30, 1567 (Sale 50 - Camden Bay). Due to the timing of collections, receipts frcm the June
1586 lease sale are shown as FY 87 revenue, and receipts frcm the June 1987 lease sale are
shown as FY 68 revenue. The bonus figures represent the General Fund"s 45.5 percent share.

(@ The Department of Natural Resources projects the following FY 88, FY 89, and FY 90
state lease sales: F~86 (Sale 54 - Kuparuk Upland, Sale 55 - Demarcation Point, Sale 66A -
North Slope Exempt); FF89 (Sale 52 - Beaufort Sea, Sale 56 - Alaska Peninsula, Sale 67A -
Cook Inlet Exempt); and FY 50 (Sale 55- Cock Inlet, Sale 57 - North Slope Foothills).
However, bonus bidsare impossible to anticipate prior to sales; therefore, no estimates are
provided.

(10) The investment eamir.gs projections reflect the current ccmposit’on of General cund
assets and current interest rates. The projections reflect a liquidation of General Fund
assets over the period because projected General Fund cash expenditure outflows exceed
projected General Fund cash revenue inflows. Cash inflows are consistent with the current
revenue forecast. Cash outflows are consistent with the current FY 66 budget. General Fund
operating expenditures were assigned to remain at approximately FY 88 levels through FY SO.

(11) The FY 67 figure reflects increased construction of roads and drilling pads as
projected by the Department of Natural Resources.

(12) The FY 67 fFigure reflects the General Fund portion from refunas and expenses for
prinr years relative to the TAPS case ($65.1 million) and court costs relative to the ARCO
settlement ($1.5 million). Consequently, $70.6 million was received during FY 87, but this
figure is subject to future audits.

(13) The State, per AS 36,05.160, will be granting incentive credits against royalties,
severance taxes, and rentals to the oil companies for drilling explorato-; wells. The
deduction is approximately $2.5 million which has not been subtracted frcm the aforementioned
FY 87 figure of $1,796.8 million. Additional credits are anticipate in subsequent years.

€)



PROPOSED PROCEDURE

AUDIT
Includes preliminary assess—
PRELIMINARY ment, draft narrative and
AUDIT supporting worksheets? ends
CONCLUSIONS audit process and begins re—
| I view of audit results
60-90*
days I
CLOSING Informal, non-adversarial
CONFERENCE review of preliminary audit
conclusions
60* CONFERENCE
days DECISION & Includes narrative and sup—
I PROPOSED porting worksheets, revised
3* yr. ASSESSMENT as necessary
from | / \
filing I / \
30* / \
days TAXPAYER NO REQUEST PROPOSED ASSESSMENT
| REQUESTS FOR POLICY > BECOMES FINAL AND
I POLICY REVIEW REVIEW UNAPPEALABLE
\
\
\ Review to see that the right
POLICY REVIEW policies have been used and
HEARING that they have been applied
l correctly tc the taxpayer
Statement of statutes & regs
POLICY REVIEW being applied and of the
DECISION & specific policies for doing
FINAL so; assessment includes sup—
ASSESSMENT porting narrative and work—
sheets
APPEAL
TO COURT Trial de novo

* Time may be extended by mutual agreement.



3* yr.
from
filing
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days

elafinite

|
indefinite

30
days
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|

ALASKA®™S PRESENT TAX APPEALS PROCESS

AUDIT
|
No informal review of pre-
-liminary audit conclusions
with taxpayer
|
ASSESSMENT
|
TAXPAYER
APPEAL

I\

I\

I \ Adversarial; each
INFORMAL side is preparing a
CONFERENCE record in support of

I / its case

| 4

1/

1/

FORMAL Adversarial; a trial of the facts
HEARING as well as policy decisions by
the Department
FORMAL Makes policy decisions, findings
DECISION of fact, and conclusions of law

|
TAXPAYER APPEAL
TO SUPERIOR COURT

| Factual findings by the Depart—

i ment are upheld if not against

DECISION the clear weight of the evidence
deference 1is given to agency
policies in proportion to the
agency expertise perceived to be
involved

Time may be extended by mutual agreement.



SECTIONAL ANALYSIS

OlIL AND GAS TAX PROCEDURES LEGISLATION

Section 1; Enacts a new section, AS 43.05.055, providing
for appeals of requests by the Department of Revenue (DOR)
for information or materials requested with respect to an
audit, 1investigation or inspection relating to the four
major state taxes 1imposed on the oil and gas 1industry.
Those taxes are the corporate income tax (AS 43.20), the
production tax (AS 43.55), the conservation tax (AS 43.57)
and the former separate accounting income tax (AS 43.21).

Because the DOR also conducts audits of oil and gas royalties
and net profits for the Department of Natural Resources
(DNR), DOR can seek and use information obtained 1in the
course of a royalty or net profits audit to determine a
person®s liability under one or more of these four principal
taxes. This section grants the right to appeal an audit
request made in the course of a royalty or net profits

audit under AS 38.05 in order to avoid any circumvention of
a person"s right to appeal an unreasonable audit request by
characterizing the audit as a royalty or net profits audit
instead of a tax audit.

Section 2: The current procedures for administrative
appeals within DOR are set out in AS 43.05.240. This
second section of the bill amends AS 43.05.240(a)- The new
language being added at the beginning of the statute
reflects the fact that the new procedures are being enacted
for the four principal taxes on the oil and gas industry
(corporate income tax, production tax, conservation tax and
the former separate accounting income tax). The ad valorenm
property tax, AS 43.56, 1is not included because the special
procedures for it, which allow the the involvement of
affected municipalities and boroughs, have not led to the
problems which have resulted from the administration of the
four principal taxes.

For all other taxes, the present procedures are not being
materially changed. Section 2 also creates a new ground
for appeal by a person aggrieved by an action of the DOR 1in



denying the person®s request for a tax refund. Currently
this right exists only through the Department®s regulations
and does not have an explicit statutory basis. Section 2
also.amends AS 43.05.240(a) to reflect the new right of
appeal of information requests that 1is being enacted as AS
43.05.055 under section 1 of this bill.

Section 3: This section makes the same changes to AS
43.05.240(b) as Section 2 makes to subsection (a) of that
statute.

Section 4: This section amends AS 43.05.240(c) to reflect
the fact that a formal \ taring before the DOR will no
longer be limited solely to questions involving the amount
of tax or penalty due the state. The present language
reflecting this narrow scope of appeal 1is replaced with
more general language that speaks in terms of considering
and deciding the appellant®s grievance.

Section 5: This section amends the present law regarding
tax assessments, AS 43.05.245. The first insertion of new
language reflects the enactm nt of new procedures for the
four principal taxes on the oil and gas industry by making
it clear that nothing in AS 43.05.245 will prevent a person
from presenting evidence or other information under those
new procedures. The second insertion of new language
reflects the fact that, under the new procedures for oil
and gas taxes, tax assessments will become final under
either of two specific rules set out in those new
procedures.

Section 6: This section enacts new procedures for the
issuance and administrative review of tax assessments for
the four principal taxes. Under the present procedures,
multimillion-dollar oil and gas tax assessments are issued
by the audit staff without any prior discussion with the
taxpayer and without any review by the Commissioner to see
that they are consistent with other assessments and
correctly apply the Department®s policies. Under the new
procedures, both the discussion with the taxpayer and the
Commissioner®"s review will o«,cur before an assessment
becomes final (except in one situation, discussed below).

New section AS 43.05.246 provides for a closing conference
to close out the audit process. 60 to 90 days before the
conference, the Department 1is to give the taxpayer a draft
of its preliminary audit conclusions. IT the preliminary



conclusion is that a penalty or additional tax and interest
are due. the taxpayer 1is given a draft of a preliminary
assessment notice to that effect, together with a written
narrative and supporting worksheets or schedules to show
how and why the preliminary assessment has been determined.

The closing conference is not an adversarial proceeding,

but rather an opportunity to correct mistaken assumptions,
misunderstanding and other errors of mistakes. Incomplete
_iformation can be supplemented, and unsubstantiated items
can be substantiated. The auditor in charge of the audit

is required to attend unless excused by the taxpayer or for
good cause. The director of the division, or the director"s
designee, presides at the closing conference. The director
may not designate the auditor in charge of the audit as the
presiding officer.

Within 60 days of the conclusion of the closing conference,

the presiding officer issues a written decision. If he or
she determines that no assessment should be made, the
taxpayer 1is given written notice to that effect. On the

other hand, if he or she determines that additional tax is
owed or a penalty should be assessed, or both, then the
written decision is to include a proposed notice and demand
for payment, together with a written narrative and supporting
schedules or worksheets explaining how and why the proposed
assessment has been determined. IT the taxpayer does not
request a policy review hearing within 30 days after the
proposed assessment 1is issued, the assessment becomes final
the the taxpayer pays the assessment.

New section AS 43.05.247 provides for the policy review
hearing. Such a hearing may be sought to review a proposed
assessment or to review a denial of a taxpayer®™s request
for refund of tax under AS 43.20, AS 43.55, AS 43.57 or
former AS 43.21. The Department®s failure to act within 60
days on a request for refund is a denial for the purposes
of being able to request a policy review hearing.

The policy review hearing is to be held within 30 days of
the taxpayer®s request for it. As with the other deadlines
under these procedures, the time may be extended by mutual
agreement.

The policy review hearing allows the Commissioner, or his

or her authorized representative, to review the matter to
ensure that the proper policies of the Department are being
applied, and the they are being applied correctly to the
taxpayer®"s particular circumstances. The taxpayer has an
opportunity to explain the nature of the grievance and the
relief being sought. Although the taxpayer and the division



may present evidence in support of its position, the policy
review hearing is not a trial of the facts and the foriuul
rules of evidence do not apply.

Within 90 days after the policy review hearing, the
Commissioner is.ues the policy review decision, stating
what relief is L ing granted and which portions of the
Department®s actions are being upheld. IfT evidence was
presented at the hearing, the decision must state which
additional facts are being recognized and which arebeing
disregarded, as well as which versionof the facts is being
accepted when there is conflicting evidence. The decision
is also to state which provisions of the statutes and
regulations arc being applied, as well as the specific
policy considerations for the particular interpretation and
application of those provisions. This 1is to allow any
reviewing court to understand the Department®s rationale
for its actions, rather than having to guess at it, so that
departmental policy can be applied to the facts as finally
determined by trial before the Superior Court. If the
Commissioner determines that additional tax or penalties
are in order, the decision shall include a final notice and
demand for payment asst ssing the tax, with interest, and

any penalties. The assessment notice must include a
narrative and supporting schedules or worksheets showing
why and how it was determined. Such a notice 1is not final

for purposes of the statute of limitations, AS 43.05.260,
until the narrative and supporting materials have been
served on the taxpayer.

New section AS 43.05.248 provides for appeal to the Superior
Court from the Commissioner®s policy review decision. The
procedure 1is similar to that under the present law, except
that there is a trial de novo before the court on the
disputed portions of the Commissioner®s decision. Trial de
novo allows an independent person (the judge), instead of a
highly paid employee who serves at the pleasure of the
Commissioner, to judge the facts and decide which evidence
to believe and which to disbelieve or give less weight to.

Section 7: This contains the transitional rules. Under
subsection (a), the right to appeal an unreasonable request
for information or materials is extended to such audit
requests that are pending when the bill becomes law.

Under subsection (b), taxpayers who, on the effective date,
have not completed the formal hearing 1in their appeals
under the present procedures are given the option of having
t closing conference under the new procedures and then
following the new procedures from that point on. The
option must be exercised within 60 days of enactment.



Subsection (c) extends the right to trial de novo to all
appeals of these four taxes that have not reached the
Superior Court as of the date of uhe bill"s enactment.
Thus, even if a taxpayer elects not to use the new
procedures and continues 1inst ad under the existing
procedures, the taxpayer will have the right to have the
facts tried before an independent party instead of an
employee of the Department.

Section 8: This section provides for an immediate
effective date.
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SB 401 Analysis

Income and Excise Audit Division

Appeals Section

Personal Services: 137.

Revenue Auditor 1V 57,8

Revenue Auditor 111 51.0

Clerk Typist 111 28.2

Travel 64.

Closing Conferences 33.6

Policy Review 25.2

Court Travel 5.3

Contractual 9.

Telephone 1.8"

Printing 1.4

Office Furnitures 6.0

Printer Maintenance .5

Commodities 2.

Ecruipment 13 .
TOTAL - Appeals Section 226.

FIELD AUDIT

Personal Services 51.

Revenue Auditor 111 51.0

Travel 17.

Contractual 4.

saompfirtlea

Eauipment 3.
TOTAL - Field Audit 76 .

TOTAL 303 .
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CENERAL FUND 565 546.2 546.2 546.2 546.2 Il
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POSITIONS:

FULLTIME 9 9 9 9 9
PART-TIME 1
TEMPORARY i
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CSSB 401 (Finance)
Analysis

Oil and Gas Audit Division

Personal Services 471.2
Revenue Auditor V (2) 066.0 130.2

Revenue Auditor Iv (1) @ 57,8 57.8

Revenue Auditor It ((5)Q 51.0 255.0

Clerk Typist (1)@ 28.2 28.8

Travel

Closing Conferences,Policy Review, 50.0

Court Travel

Contractual 20.0
Commodities " 5.0
Eqqlppien.t 17.0

TOTAL 563.2

In future fiscal years, requests for any additional posi—
tions which may be necessary to implement the bill will be
considered by the Legislature as part of the agency®™s budget
process.



STATE OF ALASKA BILL VERSION: _p8 SB 401 (Finance) \ Q
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FISCAL NOTE

REQUEST:

Revision Date: Agency Affected: Revenue

Title: "An Act relating to appeals of BRU: Commissioner®s Office
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Sponsor: Senator Faiks Components:_

Requestor: Senate Finance

EXPEND I lURES/REVENUES:  (Thousands of Dollars.)

1FT88 1FY 65 |FY SO ITFY SI I.FF 52 IH 52
OPERATING
PERSONAL SERVICES 1 - 1 - 1 - 1 43>.01 6/4.01 6/4.0
TRAVEL 1 - 1 - 1 - | 65.51 131.01 131.0
CONTRACTUAL 1 - 1 - 1 - 1 28.61 57.61 57.6
SUPPLIES 1 - 1 - 1 - 1 5.01 10.01 10.0
EQUIPMENT 1 - 1 - 1 - 1 30.31 - 1 -
LANDS & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOQOUS
Total qpErauNg | £66.61 1,072.61 1,072.6
CAPITAL
RtVENUE
FUNDING:  (Thousands of Dollars)
GENERAL FUND 1566.61 1,072.61 1,072.6
FEDERAL FUNDS 1 - I - I -
OTHER 1 - 1 - I _
TOTAL | | |
POSITIONS:
FULL-TIME 61 n 11
PART-TIME
TEMPORARY
ANALYSIS: (Attach a separate page if necessary)
Prepared By: Deborah Vogt, Senior Hearing Officer Phone: (507) 465-23C0
Division: Commissioner®"s Office Date: April 21, 1588
Approved by Commissioner: Date: April 21, 1588

Agency: Department of

Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Renuestor ~PR 2Q
Oi. :e of Management and Budget
Impacted Agency(ies) ,, page 1 of 2



SB 401 Analysis

Hearing Officer Section

Personal Services

Revenue Hearing Officer (Anch)
Revenue Hearing Officer (Anch)
Revenue Hearing Officer (Anch)

Revenue Hearing Officer (Juneau)

Clerk IV (Juneau)

Accounting Clerk 111 (Juneau)

Law Clerk (Juneau)

Law Clerk (Anch)

Law Clerk (Anch)

Law Clerk (Anch)
Accounting Clerk 111 (Anch)
Clerk Typist 111  (Juneau)
Clerk Typist 111  (Anch)
Clerk Typist 111  (Anch)

Travel

Income & Excise Hearings
011 & Gas Hearings
Court/Income & Excise
Court/011 & Gas

Contractual

Research
Space Costs
Telephone
Printing
Maintenance

Supplles

Equipment

Office Chalrs/Equlpment
Computer Terminals/Printers

86.
86.
86.
86.

O O © O

34.

80.
84.
84.
84.
34.
29.
29.
29.

OO O WWWWOWoOo Vo

(36.
55.
10,
30.

OO oo

(18.
35.
10.

[eoNeNeloNe)

(22.0
38.5

Total

Total

Total

Total

Total

(874.0

(131.0

(75.6

(10.0

(60.5



A\

STATE OF ALASKA
1988 LEGISLATIVE SESSION

[
REQUEST:

Revision Date: _

Title: Rpiaring-fn appealsof -information
requests..._state taxlare

Sponsor: Faik.s

Requestor:

EXPENDITURES/REVENUES:
OPERATING FY 88 FY 89

PERSONAL aERVICES 9.74.9.
TRAVEL 9.6
CONTRACTUAL 91 8
SUPPLIES 91 9
EQUIPMENT 99 fi
LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEOUS

TOTAL OPERATTNO 372.5

CAPfTAL

REVENUE

FUNDTNG:

GENERAL FUND
FEDERAL FUNDS
OTHER

TOTAL

(Thousands of Dollars)
372,5

POSITION.:

FULL-TIME 9
PART-TIME
TEMPORARY

ANALYSIS :  (Attach a separate page if necessary)

See attached analysL

Senator Rick Halford,

Prepared by: C
Senate Finance Committee

Division;

Co-Chairman

BILLVERSION «£SSB_ Qi IEin) (&)
publish date : .Sj~at-b - ;ﬂldkx

FISCAL NOTE

Agency Affected; L m
LRU:O0il & Gas Sol. Litigation Appropriate
and.Oil &.Gas Sol. Project BRU

Components : -O il & Gas 9nl Litigation
AnrnmnriaHm and PHI A Oas Operations

(Thousands of Dollars)

FY 90 FY 91 FY 92 FY 93

290,9 151.3 155.8
.9 10.2 5.3 0.5
8 33.8 20.4 21.U
9 ..22.6 13.4 oTS"

347.0 357.5 190.4 196.1

347.0 357.5 190.4 196.1

PhfW>. *1-6-*>15%
n.n-e YA t/iT

Date:

Appiovcd by Commissioner:
Agency:

Distribution (by preparer):
Legislative Finance
Legisl' Jve Sponsor
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Office of Management and Budget
Impacted Agency(ies)



CONTINUATION of FISCAL NQTE ANALYSIS
For Bill/Resolution No. CSSB ~  (Jud.)

This fiscal note supercedes the note of March 1, 1988. Never—
theless, observations made in that note continue to be relevenc.

The addition of HB 58 provisions insection 7, particularly
with respect to transfer review (AS 43.05.23-4 (a)), edited transcripts-
(AS 43.05.236), and drafting vregulations (AS 43.05.238) creates a
substantially increased 1legal workload. Of these, the editing of
transcripts 1is the most highly speculative. If legislative committees
undertake major tax policy review, this function will be especially
critical. We note, however, that section 1 of the original SB 401 has
been deleted, thus offsetting what we believe to be a reasonable esti—
mate of resources required under new section 7.

Under section 12, the new procedures in the bill would apply
to grievances, that have not been appealed to the superior court as of
the effective date of the bill. This section raises serious statute of
limitation problems as well a practical onesfor all current cases.
.Issues include whether the statute of limitations, which would have run*®
in June 1988, for example, 1is tolled for a case that is (a) awaiting the
commissioner®s decision, (b) in hearing, (c) in conference at the divi—
sion level, or (d) recently assessed or whether a case that is at any
given"stage at the time of this bill"s effective date must begin anew if
the taxpayer so desires. We believe that litigation over this section
will be particularly intense because its effect could be to eliminate or
substantially reduce every taxpayer"s ultimate tax exposure. The total
at stake 1in the tax cases that are 1insomestage of administrative
appeal exceeds $2.5 billion.

We believe that enactment of this section would require two
full-time attorneys over a period of three years. Combined with the
impact of section seven of the bill, we would also require one full-time
secretary.

The timelines and appellate scheme 1in proposed AS 43.05.248
will also dramatically affect the Deaprtment of Law. Currently, the
Department of Law handles only a very limited number of tax cases. The
litigaiton model both the Department of Revenue and the Department of
Law have been working toward is one in which oil and gas tax cases would
not require significant attorney representation at the administrative
level within the Department of Revenue. Thisbill, which places the
trial in the court systenm, will require attorneys for all tax cases
because only attorneys aro allowed to represent the state in Alaska“s
superior courts.

We believe that these tax cases must be litigated in the same
manner as our current oil and gas litigation, in which we use a combi—
nation of outside counsel and experts with state personnel. There are
three reasons for this:



CONTINUATION of FISCAL NOTE ANALYSIS

For Bill/Resolution Nn.csoB 4()l (Jud.)

There are millions of dollars at stake in each of the cases - the
industry will continue to devote the best legal resources available
to these cases;

Adverse precedent 1in one case could seriously harm the state in
other cases; and

The Department of Revenue, rather than the court system has a corps
of decision-makers with expertise in the field of oil and gas
taxation. Such a radical change of forum, 1in the earliest cases at
least, could place the state at greater risk 1in attempting to
recover its properly due taxes,.

The following table shows the level of expenditure for the two

proceedings chat are most analogous to the cases that would be generated
under this bill; a current tax proceeding and the Amerada Hess royalty
case which involves many of the same issues presented in the major tax
cases.

Amerada Hess

Total Expended wv. Annual Expended

6/30/84 1,722,340.51 1,722,340.51
6/30/85 3,598,666.50 1,876,375.91
6/30/86 6,909,832.82 3,401,166.32
6/30/87 11,478,296.44 4,478,463.57
6/30/88  (Est.) 5,620,000.00
Total 17,098,346.41

Avg All 3,419,669.28

Avg last 3 yrs 4,499,876.66

Production, Oil Income Tax

Total Expended Annual Expended
6/30/84 191,041.75 191,041.75
6/30/85 695,356.71 504,314.96
6/30/86 1,568,254.63 872,897.9?
6/30/87 2,922,618.52 1,354,363 |l
6/30/88 (Est.) 3,975,000.00

Tctal 6,847,618.55
Avg All 1,369,523.71
Avg last 3 yrs 2,050,753.95

page of



CONTINUATION of FISCAL NOTE ANALYSIS
For Dill/Resolution Nn. cSSB &61 (Jud.)

The bill could effectively require the Department Law to liti—
gate simultaneously several trial level cases, while appeals are being
argued in Che Alaska Supreme Court. Looking at our experience in the
tax cases and in Amerada Hess we regard the current expenditure level of
$4 million annually as our base for revenue tax cases. There are-
several other cases that justify an effort paralleling the current cax e
case because of the amount at stake. There will also be numerous cases

that each involve tens of millions of dollars. In FY 89 we have
requested $1 million above our base. This amount reflects our belief
that cases under this bill will not be ready for Department of Law
prosecution until mid-year. For FY 90 and FY 91 we believe that in

order to effectively prosecute an additional four to six cases per year
at the trial court level we would require an additional $4 million.
After that period the amount required should be reduced substantially
because of court precedent established throughtheearlier cases,
elimination of backlog, and new cases with substantially less at stake.
Accordingly, we believe that in FY 92 and 93 our trial Ilevel
expenditures could be reduced to $2 million above base for each year and*
in FY 94 to our base. Additionally, we have requested $372,500 in FY 89
for the five new staff positions described above. The impact of Section
1 and Section 7 will be felt on our staff as soon as the bill goes into
effect. Two of the five positions will be deleted in FY 92 when work
from the transitional period should be completed. We note that
extensive litigation will be ongoing even after that fiscal year as
audits and tax laws for the years after 1981 are challenged.

Appeals to the Supreme Court would occur under either the
current or proposed framework. Accordingly we have not included costs
for appeal.
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CONTINUATION of FISCAL NOTE ANALYSIS
For Bill/Resolution Nn-CSSB 4b1 (Jud.) fc

i
CSSB APl Fiscal Analysis

Department of Law Scaff Costa

Section 7 Costa Section 12 Costs
Paralegal
Atty 111 Asst. 11 Atty IV Atty 111 Leg Sec | TOTAL
Per. Svcs. 63.7 43.3 72.0 63.7 31.5 274.2
Travel 2.4 2.4 2.4 2.4 -0- 9.6
Contractual 6.6 6.6 6.6 6.6 5.4 31.8
Supplies 4.5 4.5 4.5 4.5 3.3 21.3
Equipment 6.8 6.8 6.8 6.8 8.4 35.6
Total 84.0 63.6 92.3. 84.0 48.6 372.5

Position and associated costs beyond FY 89 include a 3Z annual inflation
factor, less one-time items. The two attorneys required for Section 7
transitional ligitation are deleted after FY 91. The costs for these
new positions will occur in the 0Oil & Gas BRU as interagency funded.
However, general funds must also be included in the annual separate
appropriation for oil and gas special litigation to offset these costs.



STATE OF ALASKA BILL VERSION: cs sB 401 (Feance

19S8 LEGISLATIVE SESSION PUBLISH DATE: SE-NA-tiE. tlhu/gg"
CEQUEST: FISCAL NOTE
Revision Date: Alaska Court System
Keiating to administration é%er&CyA ected:, Trial Courts y
of state tax laws —
Sponsor:  Senator Faiks Components:.
Requestor: Pinanrp Committee
EXPENDITURES/REVENUES:  (Thousands of Dollars)

OPERATING FY 88 FY 89 FY 90 FY 91 FY 92 FY 93
_FFFI%K%ONALSERVICES 290,6 798. $ 798.5 581.2 581.2
CONTRACTUAL n n n n.n ? o
SUPPLIES : S SRS AV N SR
EAD S TRUCTURES S
GRANTS, CLAIMS
MISCELLANEQUS
TOTmL OPERATING 316.8 843.5 833.5 604.2 604 .2

CAPITAL

REVENUE
FUNDING:  (Thousands of Dollars)

GENERAL FUND 316.8 843.5 8§33.5 604 .2 604 .2
FEDERAL FUNDS -

TOTAL 3168 8435  833.b  busaT2  bus.2
POSITIONS:

FULLTIME 5 16 16 10 10
PART-TIME

TEMPORARY

ANALYSIS vAtuchaseparatepagefnecessary Fundinthe following positions:

1 Superior Court Judyg chorage
1 In-Court Clerk, Ran ge PFT, Anchorage
1 Secretary, Range 12 Anchorage
1 Law Gitr Etf?nge 13A, Anchorage
1 Coujt'l/ jX'.ezfc" iV, 7Rangt, PFT, Anchorage 165375
Prepared b . Phone -
DIVIIJSIOH y_ Senator Co-chairman Date:. 4/26/88
Senate
Approved by Commissioner: Date:
Agency:
Distribution (bz preparer).
Legislative Finance
Legislative Sponsor
Requestor
Office of Mana%ement and Budget
Impacted Agency(les) page. of



April 1988

Division of Policy
Office of the Governor



TABLE OF CONTENTS

Preface
Executive Summary
Introduction
Background
The ELF Formula: Well Productivity & Field Productivity
ELF Subsidy Effect
ELF And Jobs
Profitability
Production
Comparing Taxes
The "Commitment"
Revenue Effects
Budget Stability and the Economy
Appendices: '
A - Fiscal Note

Page

11
13
16
19
21
23
24
26

B - Profitability Analysis from Petroleum Intelligence Weekly

C - Explanation of 1981 Oil Tax Changes
D - 1987 ARCO handout and Division of Policy analysis



Preface

Since statehood, oil taxes have been a continuing and difficult policy
issue for Alaskans. The current debate centers on the state severance tax
and the economic limit factor or "ELF  Put simply, the ELF is a tax
reduction formula meant to encourage marginal oil field development. The
Governor proposed ELF legislation last year, and a bill to make a change in
the ELF formula passed the House.1 The oil companies, with one notable
exception, oppose the change, and the bill has now stalled in the state Senate,
where the leaders have said they oppose allowing the bill to come to a vote.

In the Alaska legislature oil tax issues have traditionally received
intense scrutiny. Each side has had the opportunity to challenge the
assertions of the other, bring its experts forward, and present its case. This
process has not been perfect, but the legislators and the public have been
able to get the facts to make informed decisions. Nothing will substitute for
the give and take of a public hearing, but in the face of the Senate's refusal
to allow this major policy issue the open debate it deserves, the state
administration has a responsibility to make its perspective known.

We believe passage of the new ELF will help stabilize the Alaska
economy at a time when it needs the reassurance of stable state spending.
More stable revenues from the new ELF will help guarantee that local
governments r>~;ive the money they need for roads, public safety and other
services, and explains why the Alaska Conference of Mayors, among
others, supports the ELF bill. Most importantly, passage of the new ELF

* House Finance Committee Substitute for House Bill 164, amended [CSHB 164 (Fin.) am).
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vill provide a more reliable incentive for marginal field development —
the ELF's original purpose — by lowering tax rates on Alaska's smaller
fields, such as Milne Point, Endicott, and Lisburae.

This paper attempts to fully discuss the reasons behind our perspec-
tive. We have tried to include all the relevant facts. We also have tried to
avoid unnecessary complication. If others have additional information and

perspectives, we welcome hearing from them.

Mary Halloran
Director, Division of Policy

Office of the Governor



Exftcutivtf Summary

* The immediate revenue loss from the current ELF is about s percent of
Alaska's oil revenues, or about $150 million this year. This percentage
loss will increase over the next six years to about 14 percent and will

erode Alaska's fiscal strength.

» The 1987 application of the ELF to Prudhoe Bay was adopted within 72
hours in the closing days of the 1981 legislative session. Legislators and
the Governor were assured the tax changes were revenue neutral —
incorrectly as it turned out. In fact, the revenue loss has been over
$1 billion from FY82-FY87.

* Neither the Railbelt Energy Fund nor the Permanent Fund earnings
reserve provides a long-term response to the on-going loss of 8 percent
to 14 percent of Alaska's oil revenues and the erosion of Alaska's fiscal

strength. The new ELF does.

* Prudhoe Bay and Kuparuk are extraordinarily profitable oil fields.
Industry journals indicate oil companies make $6.2 million per day in
profits from North Slope operations. Currently, the oil industry is
taking ss Outside for every $2 it reinvests in Alaska. Without their
Alaska holdings, neither ARCO nor Standard would be as strongly

positioned against their industry competitors as they are today.
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The oil industry has one of the poorest resident hire records in the state,
with major drilling, exploration and service companies employing about

28 percent non-residents.

The written record of the 1981 legislative deliberations on oil taxes
provides no evidence of any legal, moral, or political commitment by
state officials regarding any limit on the state's appropriate share of
future oil income. In fact, the legislature and the governor explicitly
recognized that today's legislature would have to grapple with the

revenue problems caused by the reimposition of the ELF.

At Prudhoe Bay, at a profit of $3 per barrel, wells that average over
2,000 barrels per day — more than 100 times greater than the national

average of 14 barrels per day — are receiving the benefit of an ELF

reduction designed for fields whose economics are marginal.

The new ELFs consideration of total field productivity, as well as per-
well productivity, provides a better incentive for marginal field

development than the current ELF and better reflects field profitability.

By adding total field productivity to the ELF calculation, most Alaska
fields will receive a larger tax break under the new ELF than under the
current ELF. Only the two giant fields, Prudhoe Bay and Kuparuk,
will not receive increased tax breaks. Fields with Alaska corporation
ownership, such as Endicott, will benefit more under the new ELF than

the current ELF.



The current ELF provides a substantial state subsidy to oil company
drilling operations in the nation's two largest and very profitable oil
fields by lowering the effective tax rate on an entire field every time a

below-average producing additional well is brought on line.



Introduction

The major issue in the current debate over the ELF (economic limit
factor) is whether this tax reduction to the oil industry makes sense for
Alaska at this time. Among the different perspectives against which
Alaskans judge the issue are the ELFs effects on the rate of oil development
and jobs, and its impact on state revenue, budget stability and the economy.
The purpose of this paper is to fill in as much as possible of the factual

background. The following issues are therefore addressed in detail:

() ELF AND OIL DEVELOPMENT: Does the current ELF tax subsidy
work to increase marginal field development? Are Prudhoe Bay and
Kuparuk marginal fields? Do ARCO, Standard and Exxon, the major
North Slope producers, need a substantial tax break now to continue
production from Prudhoe Bay and Kuparuk? How does Alaska's tax

structure compare with that of other states?

(2) ELF AND ALASKA’S ECONOMY: How much does the current ELF
contribute to industry drilling activity? What will be the effect of the new
ELF on drilling activity? Are oil company development dollars spent in

Alaska or Outside? How many jobs does ELF create? Who gets those jobs?



(3) ELF AM) ALASKA'S REVENUES: What is the difference in rev-
enues between the current ELF and the new ELF? How does ELF affect
revenue stability? What is the long-term impact of ELF on the state's fiscal
strength? What roles do revenue stability and a balanced budget play in
creating a stable Alaska economy?

(4) ELF AND THE PAST: What happened in 1981? Why was the ELF

suspended for Prudhoe Bay? What were the commitments?

Background

The roots of the current tax debate go back to the early days of North
Slope oil production. In 1979 several major oil companies sued the state,
arguing that the separate accounting form of corporate income tax adopted
by Alaska in 1978 was unconstitutional. The state won that lawsuit in 1986,
but in 1981, in an attempt to limit the fiscal effects of possibly losing the
case, the legislature changed the method for assessing oil and gas corporate
income tax from separate accounting to modified apportionment. 2 That
legislation also dealt with the ELF.

The 1981 tax package gave Alaska's oil producers a big reduction in

their corporate income taxes, but legislators were assured by then-Revenue

2 To tax corporate income, separate accounting focusej on the income a corporation actually produces in

the taxing jurisdiction. In contrast, the apportionment formula loolcs at ail the income produced worldwide
by the corporation and attempts to attribute a portion of that income to the taxing jurisoiction. Alaska now
uses a modified version of the standard apportionment method in assessing corporate tax liability.
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Commissioner Tom Williams — incorrectly as it turned out — that most of
the state revenue lost from the income tax would be offset by gains from a
severance tax increase adopted at the same time. The bill also suspended the
applicability of the ELF to Prudhoe Bay "for the first ten years following
the commencement of commercial production.”

The tenth anniversary came in June of 1987, triggering reinstatement
of the ELF to Prudhoe Bay. Since the ELF is a formula that reduces
severance tax rates, it gave the oil companies a tax cut in addition to the net
tax reduction they won in 1981. The 1987 cut was substantial — worth
over $15,000 per hour to the Prudhoe Bay producers or about 8 % of

Alaska's revenues from oil operations.
The ELF Formula: Well Productivity & Field Productivity

The ELF bill, CSHB 164 (Fin) am , substitutes a new formula for
calculating the "economic limit" — the point at which production is no
longer profitable. IThe new formula will reduce the tax reduction provided
to Prudhoe Bay and Kuparuk, and increase the tax reduction afforded to
smaller fields, such as Endicott, Lisbume or Milne Point.

The ELF is a number between one and zero that is multiplied by the
nominal tax rate, producing the effective tax rate. The nominal severance
tax rate at Prudhoe Bay is 15 percent. With the average FY ss Prudhoe
Bay ELF at .82, the field's effective tax rate is 12.3 percent (.15 X .82 =
123).

The current ELF is determined by per-well productivity in the field,

measured by the number of barrels produced by an average well in an
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average day. If well productivity is high, the ELF is relatively close to 1(.9
for example), and the field gets a small tax reduction. Fields with low per-
well productivity have a smaller ELF (.5 for example), and get a larger tax
break. Most fields in Cook Inlet are currently paying no severance tax
because their very low per-well production gives them ELFs of zero.
(Zero times the nominal tax rate gives an effective tax rate of 0.0 percent.)
In Cook Inlet, the current ELF works properly, encouraging production of
marginal fields.

But the super-giant Prudhoe Bay fields is a different story. At
Prudhoe Bay, wells that average over 2,000 barrels per day — more 'ban
14 times greater than the Texas average and more than 100 times greater
than the national average — are receiving the benefit of an ELF reduction
designed for fields whose economics are marginal.

This inappropriate ELF break results from the fact that the current
ELF takes account only of productivity Pl Well and not overalifield
productivity. By giving a profitable field a larger tax break than a
marginal field, the current ELF distorts the purpose of this tax subsidy.

Consider, for example, the case of Milne Point, a small field near
Prudhoe Bay. Soon after the Milne Point field opened in late 1985,
revenue officials, state economists and the management team at Conoco, the
oil company operating the Milne Point field, discovered that per-well
productivity, if used by itself, can be an inadequate measure of a field’

ability to pay severance tax.

3 Production from Prudhoe Bay, the largest field in the United States, is five limes that of the nation's
second largest field (Kuparuk). Industry publications .onsistently refer to Prudhoe Bay as "super-giant."



The average well in the Milne Point field initially produced 950
barrels per day, giving it an ELF very nearly the same as the Kuparuk field,
where the average well produced 1,000 barrels per day. Total Kuparuk
production was then 250,000 barrels per day, while Milne Point produced
less than one-tenth of that amount.

But due to its smaller size, operators at Milne Point had far fewer
barrels of production over which to spread operating costs than the
Kuparuk field. Although the two fields had almost identical per-well
productivity, the smaller Milne Point field was less profitable, and in
January 1987 the owners elected to shut down production. This experience
illustrates the deficiency of an ELF formula based solely on per-well
productivity .4

The new formula incorporated in the ELF bill will correct this
perverse and unintended effect hy adding totalfield productivity to the
ELF calculation. Fields producing less than 120,000 barrels per day, such
as Milne Point and Endicott, will have a lower ELF (bigger tax break) than
under current law, while fields producing more than that amount will have
a higher ELF (smaller tax break). This change will affect estimated FY 89

severance tax rates as follows:

4 Under provisions of the current severance tax law, Milne Point producers requested and received additional
tax reductions after showing that the field would be uneconomic to operate without the reductions. The
administrative uncertainties of this avenue would be eliminated for smaller fields by the automatic reduction
provided by the new ELF. Large fields facing similar problems could still apply for and receive the special
"hardship” reductions.
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EFFECTIVE FY 89 SEVERANCE RATES

EMsling Law New ELF Percent Change
Prudhoe Bay 11.9% 14.8 % 23%
Kuparuk River 6.9 % 113 % 65%
Endicott 123 % 8.9% /%
Lisburre 6.8 % 3.6 % 7%
Cook Inlet Fields 0.0 % 0.0 % 0%

That this approach benefits producers in smaller fields is reflected in the
March, 1987 testimony of Conoco supporting the new ELF. "This
legislation is a positive first step in encouraging the development of

marginal fields in Alaska s

ELF Subsidy Effect

In the ""mmer of 1987 oil producers increased the rate at which they
were drilling additional wells at Prudhoe Bay and Kuparuk. Since total
North Slope production is limited by pipeline capacity to just over 2 million
barrels per day, more producing wells means that average production per
well is being reduced. Lower per-well production, in turn, means abigger

tax break for producers under the current ELF.

5 Tom Painter, Conoco Anchorage Division Manager, Transcript of Joint House Finance and House
Resources Committees Hearing on House Bill 164, March 19, 1987, pp. 49-54.
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Because the drilling increase started about the same time as ELFs
application to Prudhoe Bay, state officials investigated the possibility of a
cause-and-effect relationship between the two. The ELFs role could not be
precisely determined. At the same time, because of the current ELF's
sensitivity to per-well productivity changes, the investigation found that
the current ELF provides a substantial — and unintended — state subsidy to
oil company drilling operations in the nation's two largest and very
profitable oil fields.

An example of how this subsidy works was provided by ARCO
official James Weeks, during 1987 testimony before the House Finance
Committee. 6 Weeks' example showed how a new Kuparuk well, so long
as it produced below the Kuparuk per-well average, would result in a lower
severance tax payment on the now-higher total Kuparuk production than
the severance tax would have been on the lower total Kuparuk production
without the well. In Weeks' example, the result was an overall tax savings
or subsidy to the producer of $37,846 yearly from drilling that single
additional well.

Weeks' example showed that the per-well emphasis of the current
ELF formula will cause the effective tax rate on an entire field to drop
when a below-average producing well is brought on line. Despite the
increase in total production, the state will receive less tax revenue than if
the well and its production had never occurred. This would be a perverse
effect even in a marginal field.

Because this subsidy takes the form of a tax reduction rather than a
payment from the state's treasury, the subsidy is restricted to fields paying

6 A copy of the ARCO handout and the state's analysis of it are in Appendix D.



severance tax. In short, the subsidy is not available to fields like Cook
Inlet, where no severance tax is currently paid.

While Weeks' example was restricted to one hypothetical new well at
Kuparuk, and may or may not reflect what is currently happening at
Kuparuk or Prudhoe Bay, recent econometric modeling studies by the
Department of Revenue estimate the Prudhoe Bay drilling subsidy in the
range of S19 million in FY 8s, and about $40 million in FY 89. The model
indicates that a tax break that would have totalled about $240 million during
FY88-89 has been increased to approximately $300 million by the
additional drilling.

Not only is this subsidy going to be costly to Alaska, it is an extraor-
dinarily inefficient way to create jobs or additional oil production.7 The
overaL effect of this subsidy may be that, by accelerating drilling that
would have occurred later anyway, it robs jobs and economic stability from

the future fcr the sake of higher production and profits in the short term.

ELF and Jobs

Alaskans are concerned about the effects a change in the ELF may
have on jobs. Oil industry proponents have said that the recent increase in
drilling has created 2,400 new jobs — 800 drilling jobs and 1,600
additional jobs. They implied that those jobs would be lost if the proposed
new ELF weadopted.

7 A March 1988 analysis by the Dept, of Revenue implies that each barrel gained through the subsidy
through the year 2000 costs the state S175 in foregone revenue.
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The figure of 2,400 new jobs (or even 800 ) bears no resemblance to
the reality reflected in Department of Labor employment figures taken
from employer records. Total oil and gas employment on the North Slope
during the fourth quarter of 1987 was 3,994 jobs, down by 122 jobs from a
year earlier. Drilling employment at the end of 1987 was actually about 50
jobs less than at the end of 1986. Some modest employment increase may
occur this spring, but nothing on the scale of 800 new jobs is conceivable,
given that 1987 year-end North Slope drilling employment was only
around 500 with 12 rigs operating.s The Department of Natural
Resources estimates the rig count will climb to 14 on the North Slope this
spring. The resulting rise in employment might be 80 to 100. Each rig
employs an estimated 40 to 50 workers, depending on the type of drilling.

In total, the oil industry generates about 8,500 jobs in Alaska, about 4
percent of Alaska's work force — and only about 6 percent of the entire
private sector work force. Unfortunately, many of those employed by the
oil industry are not Alaska residents.

The drilling companies now operating on the North Slope employ
about 28 percent non-Alaskans. The hiring record of the major drilling
firms ranges from 57 percent non-residents to 15.4 percent non-residents.
The hiring of non-residents by other oil industry segments (exploration and
services) also runs about 28 percent, with the exception of the production/
management sector, which has trimmed its non-Alaskan hiring to about 1L
percent.a These statistics make for one of the poorest resident hire

8 Statewide oil industry employment, however, was up by about 200 jobi over this period. For more

detail on recent employment trends, see Alaska Economic Trends. Alaska Department of Labor, October 1987.

9 The Department of Labor developed the statistics by cross-checking employment records with Permanent
Fund dividend records.
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records in the state, according to the Department of Labor.

Industry-wide, these non-Alaskans have total earnings of about $80
million, which is the highest amount of wages paid by any industry to non-
residents. Much of this non-resident income, of course, does not circulate
in or benefit the Alaska economy.

As oil fields mature, labor required to produce a given amount of oil
tends to increase. Over the long run, oil and gas employment is likely to
increase in Alaska due to these technical factors, regardless of the state's
action on the ELF bill. A huge tax increase might discourage additional
field development, but economic studies by the state and others indicate
that the economic effects of the ELF change will be marginal.10  Also,
correcting the misapplication of the current ELF to Prudhoe Bay and
Kuparuk, while improving incentives for smaller fields, is not likely to
adversely affect future field developments. From an Alaskan perspective,
given the record of the oil industry to date, a real concern will continue to
be whether the jobs generated by additional oil development will be filled

by residents or non-residents.

10 "[T]he economic limit factor in Alaska™* severance tax...has limited Ability and high revenue cost for
conserving oil and gu from producing fields," according to University of Alaska researchers led by Maihew
Berman in Alaska Petroleum.-R&Ytmm; The lafl»roSLfILfEdertl.falisy. Institute of Social and Economic
Research, October 1984, pp. xxviL  See also, "Severance Tax Impact Often Misinterpreted,” by John
Lohrenz, in Oil and Gas Journal. June 18, 1984, pp. 133-137; "Analysis of ELF Alternatives," by Charles
Logsdon, Alaska Dept of Revenue, October 14, 1986; and "A Model to Assess Economic Feasibility and
tlplimum Production Volume for North Slope Fields,"” by R. Marks and J, W. Moore (both with the Alaska
Dept, of Revenue) in Journal of Petroleum Technology. August 1987, pp. 943-54.



Profitability

Does the oil industry in Alaska need a tax break now to continue
production at Prudhoe Bay and Kuparuk? This question is at the heart of
the current oil tax discussions.

Companies with major oil interests in Alaska are all publicly traded
on the stock market. Alaska industry operations have attracted the interest
of numerous trade publications, investment advisory services, and
occasionally academic and government researchers. All the studies indicate
that Prudhoe Bey and Kuparuk are extraordinarily profitable oil fields. 11

According to a recent study, published February 1, 1988, in
Petroleum Intelligence Weekly (PIW), a respected trade journal, oil
companies are currency making after-tax profits of $.2 million per day
from North Slope operations. State and local revenue from North Slope
oil, by comparison, is estimated by PIW at $4.7 million per day. (The
PIW article and the state's analysis of the PIW figures are found in
Appendix B.)

Under the new ELF, oil companies' profits would continue to be
larger than state revenue, though not by as big a margin. Industry profits
would decline to $5.6 million daily, after all expenses, taxes and royalties
are paid. As Figure 1shows, the ELF will have only a small impact on the

relative shares of revenue going to the state and the producers.

11 In addition to the PIW analysis described below, the following studies have been released in 1988:
"Alaska's Oil Promise Remains Strong," in International Petroleum Finance. March 18, 1988, p. 8; "Alaskan
Resource Wealth - The Inestimable Bounty" in Atlantic Richfield Company - Restructured and Resourceful.
Part 1. by Salomon Brothers (Bernard Picchi, author), March 31, 1988, p. 3-4; "S30 a Barrel Profits in an
S18 World," in Forbes. March 21, 1988, pp. 110-114; and "Income and Investment Flows From Alaska Oil
and Gas Producing Activities,” by Edward Deakin, in Joint Special Committee on Tax Policy. Final Report.

Alaska State Legislature, January 1988.
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Figure 1
State and Industry Shares

(Dollars Per Barrel)

Tnrliiefrv
$3.03 Industry
$2.55
Dollars
Per
Barrel
1
Current ELF Proposed ELF

Shares under current ELF are from FHTdG.mrtdh?IEWH‘iy Feb. 1, 1988; shares under the
1987.

proposed ELF are by the Division of Policy, April 1

Data on the cash flowing to and from North Slope operations suggest that

since 197S in Alaska, only a fraction of the funds generated by North Slope

oil have been reinvested in Alaska. According to the PIW figures, the

companies' current cash flow (profits and depreciation) from the North

Slope comes to $10.6 million per day.12 The Division of Policy estimates

that the rate of oil industry reinvestment in Alaska is $1.9 million per day.

Thus, as shown in Figure 2, the oil industry today is taking ss Outside for

every $2 it reinvests in Alaska.

This "takeout™ from Alaska's North Slope production has made the

major producers in Alaska uniquely successful companies. A March 21,

12 The P1w figures do oot include depreciation on the pipeline, so the cash fit Vo producers from North

Slope operations is understated.
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Figure 2

The Economics of North Slope Oil

(Dollars Per Barrel)

Severance $.99
Property Tax $.15

Royally $1,10 ,

Si«e Income Tax $.12 —

Production Co«U $.85 —

US Income Tax $1.40

t

Reinvested in Alaska: $.96

Source: Division of Policy, based on .
Petroleum Intellggence Weekly Office of Ihe Governor
Pebnury 1. 1988. Diviiion of Policy

4/12/88



1988 FOrbes article examined ARCO’s phenomenal success: "...a return
on equity of 23 percent, just about the best in the industry and roughly twice
the industry average." Astute corporate management, company
restructuring, and its Alaska resources let ARCO " claim the highest per-
barrel profit of any marketer on the West Coast." Key to ARCO’s current
strength, said Forbes, "is its commanding position in the U.S. largest oil
reserve, the Alaskan North Slope, from which it derived 68 percent of its
production last year.” With $3 billion in cash reserves, ARCO is actively
investing its Alaskan profits elsewhere.

A report by Salomon Brothers, March 31, 1988, similarly calls
ARCO "the premier equity investment in the domestic oil industry." The
report goes on to say, "Arco's Alaskan resource base is without parallel in
the industry in terms of its size alone. Arco's net share of the original oil in
place in its Alaskan oil fields, 20 billion barrels, is equal to 75 percent
of the proved oil reserves of the rest of the country." Top ARCO
management also cited its Alaska holdings as key to the company's
profitability: "ARCO Alaska's low-cost producing ability provides the base
for ARCO's West Coast downstream infrastructure: its integrated

transportation and refining and marketing assets." 13

P-iQductiQn

Oil development patterns are not easily predictable so forecasts of
future production should be interpreted cautiously. Department of
Revenue modeling studies nevertheless suggest that while the new ELF

13 "Alaska Operations," Harold Heinze, President, ARCO Alaska, Inc., Oil Industry Analysts Meeting,
March 31, 1987.
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could initially cause lower production, any impact would be small. The
probabilities are that the new ELF will decrease North Slope output by a
cumulative 1 million barrels during the FY 1988-93 period — equal to
about 12 hours of flow through the TAPS pipeline. The cumulative
production loss through 2005 is estimated at about 21 million barrels, or
about 10 days of North Slope production. Losses taper off in later years but
become gains sometime after 2020, when the new ELF increases incentives
for production in the later stages of oil field life.

The ELF is a minor factor in industry decisions to pursue Prudhoe
Bay development. What matters most is oil prices. For example, a
spokesperson for ARCO, commenting on that company's plans to drill five
Prudhoe Bay development wells in September, 1987, stated,” resuming
production drilling in Prudhoe is good news and strictly the result of higher
oil prices.”m14 A March 31,1988, stock research report notes, "West Sak
field production could start in 1992, because the field is profitable at oil
prices of $15-20 per barrel."15

How does increased production benefit Alaska? Nearly all manu-
facturing and assembly of equipment used in the oil industry is done
outside Alaska so economic impacts from that sector are small, according to
Department of Labor economists. The ARCO newsletter of January 1,
1988, states, "Between 1980 and 1986, North Slope development accounted
for approximately $10.5 billion in hard goods alone, according to ARCO
Alaska, Inc., Standard Alaska Production Company and Conoco." The

newsletter indicates one-eighth of that amount ($1.35 billion) was spent in

14 Alaska-RcBX, p. 1. 7/22/87.
15 Atlantic Richfield Company—Restructured and ReronrccfiiL Pan H, by Salomon Brothers, March 31,



Alaska, with the remainder going Outside, with Texas and California the
largest beneficiaries.16 Employment opportunities, however limited, and
revenues to the state, are the most readily discernible benefits to Alaska.

Comparing Taxes

Though the existing tax at Prudhoe Bay is 12.3 percent, the nominal
rate at Prudhoe Bay, without the ELF, is 15 percent. But no field in Alaska
pays the full tax rate. Furthermore, the severance tax rate contrasts with
the low corporate income tax rate. 17

Each state designs its severance tax structure for its particular
conditions in that jurisdiction. The range of profitability among fields in
Alaska is very different from any other state. In none of the other states is
there an oil field even close to the size of Prudhoe Bay. But because the
fields in other states are much nearer to oil markets, the wellhead price of a
barrel is much lower in Alaska. Unlike other states, Alaska gains little

16 On. Top of ANWR. ARCO Alaska, Inc., January |, 1988.

17 Here is how Alaska's effective severance tax rate compares to other major oil-producing states on a
percentage basis:

State Severance Tax as a Percent of Value
Alaska (Prudhoe proposed) 14.8 %

Wyoming (state <& average local) 13.0 %

Louisiana 125 %

Alaska (Prudhoe existing) 123 %

Alaska (Kuparuk proposed) 119 %

Alaska (Kuparuk existing) 8.0 <a

Oklahoma 7.0%

Texas 46 %

New Mexico 38 %

This chart is based on average effective severance tax rates in FY 1988. Under current law the Prudhoe
Bay rate will decline to 11.9 percent in FY 1989.
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from the manufacturing and retail sales of most of its petroleum resources
— although the producers realize additional profits from transporting,
refining, and selling North Slope oil. Differences like these make
simplistic comparisons regarding which state has the "highest" or "lowest"
severance tax of limited use.

On a doilars-per-barrel basis, for example, Alaska's tax rate is
among the lowest of all the producing states.1s If the oil fields in these
states were somehow transported to Alaska, all would find their severance
taxes reduced or eliminated. The reason for this apparent paradox is that
all are so much smaller than Prudhoe Bay or Kuparuk. Prudhoe Bay wells,
according to Standard Alaska, are producing an average 2,300 barrels per
day. The average oil well in Texas, in contrast, produces 145 barrels per
day. A well producing at that rate in Alaska, like most oil wells in Cook
Inlet, would pay no severance tax whatever under either the existing or
proposed ELF. Similarly, virtually all the fields Outside that would pay tax
under the current ELF would pay Isss tax under the new ELF.

18

&U1C. Approximate Severance Tax Per Barrel
Wyoming (state<t average local) S2.02
Louisiana 31.94
Alaska (Prudho* proposed) 31.26
Oklahoma S1.08
Alaska (Prudhoe existing) 31.05
Alaska (Kuparuk proposed) 31.04
Texas 30.71
Alaska (Kuparuk existing) S0.62
Alaska (Cook Inlet) 30.00

Estimates for other states are derived from the effective tax rates of other states at a well-head price of
315.50 (Gulf Coast).
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The "Commitment"

The ELF issue in 1988 is the legacy of a 1981 tax bill that passed in an
extraordinary hurry. The issue of how to respond to the North Slope oil
producers' legal challenge to separate accounting was the focus of attention
for much of the 1931 legislative session. However, the proposal that
modified the ELF was first unveiled to a free conference committee on June
22, 1981. Two days later, it passed both houses and was on its way to the
governor. There was little time to study the bill; moreover, the fiscal note
prepared by then-Commissioner Williams included no projections beyond
FY 1985. The confusion concerning what legislators and Governor
Hammond meant when they adopted the 1981 legislation is not surprising.

A 1981 post-session analysis by the Legislative Finance Division
showed that the ELF provision would cause state revenue to fall sharply in
FY 1988. When Governor Hammond reluctantly signed the bill, he
expressed "full confidence in the ability of the legislature to deal at that
time" with any adverse revenue consequences.

Governor Hammond insisted that the oil tax changes adopted in 1981
not reduce the state's share below the 30 percent that was thought to be the
rough percentage level of the state’s share at that time. Hammond sought
to insure that the tax changes would be "revenue neutral;" i.e., that the
changes would leave state oil revenue largely unaffected. It is now clear
that the changes adopted in that bill were far from neutral as to state
revenue: between fiscal 1982-87 total tax collections were reduced by over
SI billion compared with what would have been collected had the changes

not been made.
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As shown in Appendix C, the 1981 record contains statements by
Hammond, then-Rep. Rick Halford, Commissioner Williams and others
addressing the future need to revise the 1981 scheme by 1987 or 1988. But
the written record of the 1981 deliberations provides no evidence of any
legal, moral, or political commitment by state officials to limit the state's
appropriate share of future oil income. Additionally, company officials
testified to the Legislature that the state's share should equal the industry

share.

Revenue. Effects

As originally introduced by the Governor in 1987, the ELF
legislation would have kept the ELF from applying to Prudhoe Bay for an
additional five years. The measure that passed the House and now awaits
action in the Senate takes a more comprehensive approach: the new ELF
applies at Prudhoe Bay, but the formula for calculating the new ELF
includes consideration of field productivity in addition to well
productivity. The new formula gives Prudhoe Bay a much smaller tax
break now, buta larger tax break later when the giant field finally reaches
its marginal years of production. Tax revenue from nearby Kuparuk, the
second largest producing field in the United States, would also increase.
All other producing fields would either pay no tax at all or receive a bigger
tax break than they get under the current ELF.

The net effect of the new ELF, using the Department of Revenue's
March, 1988 "mid-case" assumptions, would be $150 million in additional
state revenue in FY 1988, and $152 million in FY 1989. To put this amount
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in perspective, $150 million is about the amount of the combined annual
general fund budgets of the departments of Fish and Game, Labor,
Commerce, Natural Resources, Revenue and Environmental Conservation,
and about one-quarter of the amount the state spends each year on
elementary and secondary education. As the table below shows, the

revenue gain from the new ELF depends, in part, on the level of oil

prices. 19
Incremental FY 89
Revenue From the ELF Bill,
Average Qil Pric.es20 CSHBJIM (Fm)..am
$11.00/B $114 million
$12.00/B $125 million
$13.00/B $136 million
$14.00/B $146 million
$15.00/B $157 million
$16.00/B $167 million

According to Department of Revenue projections, the dollar gain
from the new formula would peak in FY 91 at $223 million, and then
gradually diminish as Prudhoe Bay production declines. The yearly dollar
gain from the new ELF will vary with oil prices and total oil production.
Over the next six years, the percentage loss to the state's oil revenue from

19 Other factors would also affect the fiscal effect of the proposed legislation. The tabic is based on the

"mid-case" assumptions in the current Department of Revenue forecast.
20 Weighted average of U.S. West Coast and Gulf Coast selling prices for Alaska North Slope crude.
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the current ELF will increase from approximately s percent this year to
nearly 14 percent in Fiscal year 1993. (Complete long-run projections are
contained in the ELF legislation fiscal note, in Appendix A .)

_B.ii.dget. StabililiLimd the Economy

In opposing the ELF legislation, one senator argues that "the solution
to Alaska's economic problems is not increasing taxes to fuel more
government spending,” but instead to just cut state spending.

How big a cut would be required to balance the budget? With only
weeks to go in the legislative session, Alaska faces a revenue shortfall of
about $150 million to $400 million, depending on the optimism of the
forecaster. Theoretically, the budget could be balanced by cutting
hundreds of millions of dollars from spending, but this approach is hard to
take seriously in light of the vital impact of state spending on a recovering
economy. In fact, the legislature has already recognized the role of state
spending in the economy’s health in its early passage of the "jobs™ bill.

Budget cuts over the last three years have brought per capita real
spending down — dramatically. The deepest recession the state has ever
experienced was one consequence. Now — as that recession is ending — is
not the time for extracting hundreds of millions of dollars from Alaska's
economy.

With state spending now well below its 1979 level and the economy
starting its recovery, Governor Cowper has proposed a maintenance level
budget The House and Senate can reduce the budget shortfall by

eliminating proposed expenditures. But close to half the budget is pass-



through entitlement programs to local governments, schools, and
individuals, politically difficult areas to cut. It appears the majority of
Senators and Representatives do not believe this is the time for inflicting the
stress of another multi-million dollar spending cut on the Alaska economy.
Although reductions and reallocations will certainly occur, deep cuts are
not a realistic possibility.

So what options are left? The use of the Railbelt Energy Fund has
been proposed. But many Railbelt voters rebel against "their" money being
spent to solve a statewide problem, and the construction industry opposes
any non-construction use of the money.

Another option is to use the cash reserves (earnings reserve account)
of the Permanent Fund. Using the reserves would reduce future dividends.
However, the necessary appropriation could be a "loan™ with a promised
but problematical payback in the future. Combined, the Railbelt Energy
Fund and the Permanent Fund earnings reserves are the state's cash
reserves since last year the Budget Reserve Fund was emptied to help meet
last year's revenue shortfall. Without these funds as backstops, Alaska is
left with no emergency monies to meet another precipitous drop in oil
prices.

Leaving aside the obvious difficulties inherent in the use of either the
Railbelt Energy Fund or Permanent Fund earnings to fill the budget
shortfall this year, there remains the issue of revenue stability. This issue
deserves very serious consideration for two reasons. First, Alaskans desire
and need public services. Second, there clearly exists a now-demonstrated
tie between Alaska’s revenue stability and Alaska's economic stability. 21

21 For evidence of the relationship of state budget stability to economic activity in Alaska, see “Can State
Spending Speed Alaska's Recovery," by Professor Scott Goldsmith and Lee Gonuch, Institute of Social and
Economic Research, University of Alaska, December 8, 1987.
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Both reserve sources are only stop-gap measures, providing one or two
years of fiscal relief, at most. Neither fund provides an answer to the on-
going loss of more than s percent of Alaska's oil revenues and the erosion
of Alaska's fiscal strength year after year. The new ELF does. It's a long-
term solution to what will otherwise be a long-term loss.

Finally, the legislature simply could pretend that there is no problem.
Led by the Senate, the legislature gambled last year that oil price increases
would cover the shortfall in the budget with extra revenue. It worked then,
due in part to the unexpected receipt of some monies owed the state by the
federal government. 22 The legislature could roll the dice again. The risk
Is that the extra revenue will not materialize and that the state will be unable
to pay its bills. If oil prices don't rise, current cash flow projections show

that the risk could become reality as early as February or March 1989.

Division of Policy
April, 1988

22 The funds received were S160 million which had been held in escrow by the federal government pending
resolution of the Dinkum Sands boundary dispute.
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APPENDIX B

ALASKA NORTH SLOPE ECONOMICS *
Weighted Average of West and Gulf Coast Sales as Reported in PIW

Wellhead price/barrel
LESS:

Royalty/barrel
Severance/barrel
Property tax/barrel

C’oducing cost/bsrrj'i
Depreciation/barrel

Stati income tax/barrel
Ui, income tax/barrel

PLUS.

Pipe ine profit/barrel

EQUA'-S:

Industry  profit/barrel

Sares in collars per bael

Industry  profits/barrel
State & local rev./barrel
Federal rev./barrel

Sreres in hillions of $ per year
Industry  profits/year

State & local revenue/year
Federal revenue/year

Sares In percart of tota

Industry profits
State & local revenue
Federal revenue

Reinestrert in' illions
Cash flow (billions S/year)
Reinvestment (billions $/year)*

Ranvestrent in- Sharrel
Cash flow per barrel
Reinvestment per barrel*

Percentage reinvested in Alaska

_—

REVENUE. COSTS &INCOME PER BARREL

1985 1986 1987 1988
$16.72 $10.17 S7.54 $9.47
$2.01 $0.73 $0.86 $1.10
$2.21 $0.87 $1.00 $0.99
$0.21 $0.18 $0.16 $0.15
$0.75 $0.80 $0.85

$1.53 $2.17 $2.21 $2.25
$0.29 $0.C< $0.08 S0. 12
$4.54 $0.84 S0.89 S1.40
$2.18 $0.64 S0.58 S0.43
$7.22 $1.56 $2.13 $3.03

NET INCOME SHARES

$7.22 $1.56 $2.13 $3.03
$4.71 $1.84 $2.10 $2.37
$4.54 $0.84 $0.89 S1.40
$5,004 $1,102 $1,530 $2,211
$3,269 $1,294 $1,512 $1,728
$3,148 $0,592 $0,640 $1,022
43.8% 36.9% 41.6% 44.6%
28.6% 43.3% 41.1% 34.8%
27.6% 19.8% 17.4% 20.6%

ALASKA REINVESTMENT PERFORMANCE

$6,065 $2,630 $3,119 53.853
$0,860 $1,322 S0.650 $0,700
$8.75 $3.73 $4.34 $5.28
$1.24 $1.88 $0.90 S0.96

14% 50% 21% 18%

T e e =

Division of Policy, 4/11/88



Notes to analysis of PIW data on North Slope economics:

1 PIW data for the first and second half of 1986 and 1987 were
averaged using equal weights to produce the average annual values
shown on the preceding page.

2. PIW values stated separately for U.S. West and Gulf coasts were
combined to provide weighted average figures; the following
weighting factors were used (West/Gulf): 1985-50%/50%; 1986-
52.5%/47.5%; 1987-56.66%/46.67%; 1988-60%/40%.

3. Annual revenue figures assume production levels of 1.90 MMB/D,
193 MMB/D, 1.96 MMB/D, and 2.00 MMB/D in 1985-88 respectively.

4. Data for 1988 are extrapolated assuming costs and revenues
continue at the per barrel levels reported in PIW for the first two
moi»c"s of 1988.

5. Reinvestment estimates for 1985-6 are from Income and

In YeftmeEnt H QWS From Alaska Oil and Gas Producing Activities, by
Edward Deakin, May, 1987. Estimates for 1987-8 are Division of
Policy estimates based on industry statements of current and
planned project activity.

6. Cash flow is understated by an estimated $2.00 per barrel because
depreciation on pipeline investments are not accounted for
separately in the PIW data. (Pipeline tariffs are deducted before
determining the wellhead price per barrel.)

Division of Policy
11 April 1988
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o LivingWithSi50il..i p.S @ Shift InTanKerwar......c p./

Short-HaU| Sales Oil markets should be very careful in drawing grand conclusions about Saudi
SaUdIS Ke TO Arabia’s oil policies on the basis of its latest foray to charter ships for moving crude oil
. into its overseas stockpile. The fad is Ihat Saudi Arabia is in the process of placing a
OVGYSG&S StOCkbUIld large chunk of stockpile crude with several of the Aramco partners on a delivered
basis, and it chartered the tankers almost entirely to replenish those supplies, accord-
ing to well informed PIW sources in shipping circles. The stockpile moves say more about
Riyadh’s wish to retain a basic presence as a shori-haul crude supplier in the Caribbean and
Europe (p5) than about its long-term goals or role within Opec (PIW Jan.25.pl). PIW con-
firms that the Saudis have lined up five ships to ..love 10-million barrels of oil into overseas
storage in the coming weeks, plus at least one other vessel to supply non-Aramco clients
R E C E |V E D like Ashland and Marathon. In the past, the Saudis have used the Western Hemisphere
stockpile for occasional spot sales, and more routinely to supply term customers on a
prompt basis.
T2k (@1 1988 By taking nearby crude from the stockpile now, the Aramco partrn rs get the benefit
of the oil in the heart of the winter seasoa, rather than in late March or early April
LEG|SLAT|VE Mrr-Hltf L>when oil loaded today in Saudi Arabia would arrive at Atlantic Basin destinations.
Reference Library The stockpile barrels are within the overall 1.4-miUion b/d of crude the partners ob-
tained from the Saudis in January, and art expected to take in February. Tney do not
represent any extra supply. Overall Saudi output volume is still below Opec quota in the
3.8- lo 4-million b/d range (excluding the Neutral Zone). This suggests Riyadh is willing to
cautiously and temporarily stick with other Opec producers in sharing some of the burden of
(continued on p 41

AlaSkan O|| PrOfltS With oil markets again threatening a possible sharp drop in prices, US Alaskan pro-

Sta In Buo ant duction looks surprisingly well positioned to cope with a repeat of the collapse of 1986.

. Despite high transport costs that would appear to make Alaskan North Slope output
Amid oIa?

Ile Prlces highly vulnerable to lower prices, it i3currently making good profits at S14.50-S 15.50
delivered prices, and has shown it can break even at $10 a barrel. Profits also bounce
back quickly as prices recover, according to a PIW analysis of Alaskan North Slope
economics (see table). Producers briefly suffered losses of a few pennies a barrel in
mid-1986 when the delivered price at the Gulf Coast fell to S10. But profits rebounded to an
average S3.50 in 1987, and even managed to average over 51 a barrel in disastrous 1986
ANS crude — which is one-fourth of US production — realizes a healthy 52.60-S3 20 a
barrel now, depending on sales destination.

Even if prices dropped below $10, very little North Slope production would be shut
in, mainly because of the large amounts already invested in current output and its
importance to US supply. What’s more, the oil is primarily absorbed into the refining
and marketing systems of producing com panics, and low crude prices usually provide
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offsetting improvements in the profitability of downstream refining. Meanwhile, the
long-term outlook for Aiaskan North Slope crude isencouraging a continuing buildup
of production capacity, in sharp contrast to plunging production in other US areas. ANS
output surged over 2-million b/d in late 1987 as Alaska displaced Texas for the first time as
the largest source of US crude. The North Slope isstill regarded as holding the best potential
for finding big new fields, but discoveries have to be large lo offset growing development
and operating costs, already apparent at ihe Kuparuk River and Endicott fields, and for
enhanced recovery in super-giant Prudhoe Bay (PIW Jan.25,plO).

Since the 1986 price collapse, the economics for Alaskan North Slope crude sold on
the West Coast have become relatively more profitable than the longer shipments to
the Gulfand East Coasts, which used to earn almost as much. As a result, more North
Slope crude is moving to the California market, with the West Coast absorbing 60% of
last year’s higher production versus 50% in 1985. Profils on West Coast sales are now
about 65« a barrel higher than those to Atlantic pons, compared to a gap of 10c in 1985
This mainly reflects the much larger SI 1.66 a barrel drop in ANS prices to Gulf and East
Coast destinations in the last two years compared to a drop of just under S10 on the West
Coast. The bigger decline in the east is hard to explain but is probably only partly due to the
highly competitive Atlantic Basin crude oil market.
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Another big change in the last few yean is the more even split between producing
company profits and the tax take of federal and state governments. With Alaskan
weUcead prices well below the floor level of US “windfall” taxation, the tax burden has
shrunk to an estimated $3.35 a barrel currently. Reduced corporate income tax rates
from 46% to 34% starting in 1987 has also helped producers. However. Washington claims
that th: companies may owe S200-million in "windfall” profits taxes for 1984 and 1985 due
to disparities in pricing and pipeline charges among the various Alaskan oil producers (PIW
June 13,’83.p3).

The settlement ofa 7-year legal dispute over Alaskan pipeline tariffs has also put aj(
extrasqueeze on profitssince 1986, with the Trans-Alaskan Pipeline providing 15% of
North Slope proflu now compared to 30% In 1985. Aimed at fostering greater competi-
tion for North Slope leases. the resolution with the seven owners (BP 50%, Exxon and Arco
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20”7 each, and the rest split between Mobil, Phillips. Union and Amerada Hess) >harpl>
reduced tariffs, settled back claims of overcharges and put the pipeline on a real-raie-of-
retum basis starting in 1986 (PIW Nov.4,'85,p8).

The existence of a semi-secret and unofficial “mini-Brent” North Sea market might
hajn London's Internationa! Petroleum Exchange win a centra! role in the globalize
tion of oil futures dealing. Mini-Brent could provide a model for the 1PE as it prepares
another relaunch for its failed Brent futures contract following the New York Mercan-
tile Exchange’s refusal to trade US crude futu. s in London as ajoint venture (PIW
Jan.25.p8). Shocked and disappointed by Nymcx's rejection ofjoint trading of West Texas
Intermediate futures, the IPE is considering a number of alternative options, with a resty led
1.000-barrel Brent contract based on cash settlement rather than physical delivery at the top
of the list (PIW Jan.25.p8). Other possibilities include a London-based West Texas Inter-
mediate contract administered independently of Nymex. and a link to another US exchange
such as the Chicago Board of Trade, which dabbled with oil futures several years aeo
Steady but largely unpublicized trade in the unregulated mini-Brent market leaves
little doubt that demand exists for a financial tool of this type geared to European
crude. Also known as the Brent partial market, and only reluctantly revealed to PIW
by mgjor players, mini-Brent is the brainchild of US Investment banks. But its future
is now in doubt due to new UK laws which may leave room for the IPE to take over
instead. Mini-Brent works because the investment banks are willing to buy and sell futures
contracts for part-cargoes of Brent in 50,000 barrel increments under their own set teims.
normally closing out at an agreed cash-seitlement price as 600,000-barrel forward Breni
cargoes begin to trade in the physical market. However, this trading could fall foul of the
forthcoming UK Financial Services Act (PIW Jan. 11tp2). The IPE, as a recognized futures
exchange, might win approval of asimilar standard contract, using well-established proce-
dures of exchange-of-futures-for-physicals for participants wanting to take delivery. The
IPE is now seeking industry advice on how to tailor a new contract, but there's virtually
universal agreement that simply restyling the existing 1,000-barrel contract won't work.
Even with its poor track record in marketing and planning, the London futures
exchange isstill eager to launch its own crude contract that will spark trade both local-
ly and from Mkleast and Far East time zones, largely out of New York’s normal reach.
It plans “some form of significant trading incentive scheme to encourage initial partic-
ipation” and scope for broader membership, aimed at attracting more active floor
traders. While Nymex boasts almost 800 members and last year traded an average
40-miilion b/d. there are currently just 57 authorized IPE dealers. There’s general dismay in
European trading circles over the Nymex's "parochial” decision not to come to London,
coupled with the recognition that Eastern Hemisphere traders increasingly warn to use
crude futures (PIW Dec.7,p6). The IPE has already been approached by (he Singapore In-
ternational Monetary Exchange on possible broad cooperation.

Likt the big Mideast exporters, Opec’s key African members are moving fast to cush-
ion themselves against rapid swings in output even in a weak market. But they are
using very different means to achieve the same ends. Resisting straight market-related
pricing, the Africans are looking to product sales, processing deals of various kinds
and enhanced margins for foreign equity producers to sustain volumes. Though tech-
niques differ, almost all Opec exporters are adapting to an oil market in wH :h some price
volatility is seen as inevitable, making maintenance of sales to key customers in ways lhat
cause the least market disruption a top priority (PIW Jan.25,pl). The vanous methods re-
flect marketing strengths of individual producers and preferences of traditional customers,
among other factors.

Among African producers, Libya appears to have significantly reduced its vulnera-
bility to short-term market swings. Though volume has fallen somewhat, Tripoli
seems to be offsetting much of the recent loss of up to 200,000 b/d in third-party crude
sales to traders without flooding the Mediterranean with discounted crude. "Thev 've



APPENDIX C - EXPLANATION OF 1981 OIL TAX LAW CHANGES

UnimdMmnm

The 1981 oil tax legislation (ch. 116, SLA 1981) replaced the separate
accounting oil and gas corporate income tax, enacted in 1978, with a modified
apportionment- based corporate income tax. To make up the substantial loss in
revenues caused by this shift, the legislation also raised the severance tax rate on
Prudhoe Bay from an effective rate of just over 11% (with the ELF) to 15%. This
increase was accomplished by raising die nominal rate from 12.25% to 15% and
effectively suspending the ELF until the tenth anniversary of Prudhoe Bay
production in 1987. (For fields beginning production after June 1981, the nominal
rate was set at 12.25% for the first five years of production.) Taken together, the
two changes were intended to be revenue neutral.

Xnaddition to the two primary changes - eliminating separate accounting and
increasing the severance tax - the 1981 law also:

(@) made retroactive technical amendments (known as the "warts"
amendments) to state tax laws in order to improve the retrospective constitutionality
of separate accounting;

(b) corrected tax problems posed by the sharing of oil and gas revenues among
Native corporations under 87(i) of the Alaska Native Claims Settlement Act;

(c) allowed for the retroactive deduction of federal windfall profit tax
payments; and

(d) instituted a graduated, stair stepped rate, beginning at 1%, for the taxation
of corporate income under $100,000, and raised the top rate from 9.4% to 11% for
one year.

Tax "stability" was not the issue in 1981. The 1981 law was passed solely in
response to litigation filed by the oil industry challenging the 1978 separate
accounting corporate income tax. Unlike the separate accounting law, which was
passed after nearly a decade of study, discussion, and debate, the 1981 oil tax changes
were not designed to make the state's tax system fair and predictable, or to encourage
future exploration and production. Instead, the 1981 law was designed to limit the
state's potential liability as a result of the oil companies' legal challenge to the 1978
separate accounting law. Because the oil industry benefitted from the 1981 law, it
did not object to the changes in the state's oil tax structure.
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At the time the 1981 law passed, many assumed that the oil tax issue would be
revisited, after a decision on the 1978 law was made, and before the June 1987
reimposition of the ELF. The state won the separate accounting litigation in the trial
court in May 1983 and on appeal to the Alaska Supreme Court in August 1985. The
statute's constitutionality was affirmed Iy the U.S. Supreme Court in January 1986.

IT How h Happened
A. Activity Before 1981

The 1977-78 Alaska Legislature and Hammond Administration, confronted
with the prospect of the first commercial production from Prudhoe Bay, instituted a
comprehensive revision of the state's oil and gas tax structure. In 1977, the
legislature, with the active support of the governor, increased the maximum
severance tax rate from s % (first put in effect in 1970) to 12.25%. An economic
limit factor [ELF] formula replaced the statutorily-reduced rates for well production
less than one thousand barrels per day (from 1973-1977, a well's first 300 barrels
were taxed at 5%, and the next 700 barrels at 6 %). The ELF was designed to give the
severance tax a curved or sliding scale, instead of stair stepped, rate.

In 1978, the separate accounting oil and gas corporate income tax was enacted.
The law was developed and passed in response to detailed analyses, prepared for the
legislature and administration from 1970-78, showing that the state’s existing
apportionment-based corporate income tax would result in Prudhoe Bay oil
producers paying less than a third of the statutory rate of 9.4% of net income. The
apportionment tax also had the inequitable effect of imposing different tax levels on
producers with the same profits in Alaska, in effect penalizing producers with a
larger degree of investment and employment in Alaska.

In early 1979, the major Prudhoe Bay oil producers filed suits challenging the
constitutionality of the 1978 separate accounting law. Concerned over the amount of
revenues at risk in the litigation, in the fall of 1980 the Hammond Administration
engaged in substantive settlement discussions with those companies. The options
proposed would have required the sacrifice of several hundred million dollars of
state revenue in order to settle the litigation.

B. The 1981 Session —Policy Background

Atthebeginning Of the 1981 session, House and Senate leaders urged the
Administration to pursue solutions to the problems posed by the oil industry suit that
would not require revenue losses to the state. On March 18,1981, the leadership of
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both chambers, including Senate President Kerttula and Finance Chairmen
Dankworth and Bennett, House Speaker Duncan and Finance Chairman Cotten, and
Governor Hammond, Attorney General Condon, and Revenue Commissioner Tom
Williams, joined in a statement declaring that "any significant decreases in state oil
and gas revenues appear both unwarranted and unsupported by a majority of
Alaskans. ... All agree that any changes which would give large sums of money to
the oil industry at the expense of the people of Alaska are unacceptable."

House leaders did not agree with the Administration’s view that existing law
needed to be changed. They were more optimistic that the separate accounting
statute would be upheld, as it was in 1986. They believed that the tax structure put in
place in 1977-78 was sound, and preferable to the alternatives of a higher severance
tax or an apportionment- based income tax. They also believed any changes to state
tax laws should be made after, not prior to, any unfavorable court decision, and that
the potential problem of having to refund money to the oil industry was better left to
the future, if and when it was more than a hypothetical possibility.

C. The 1981 Legislation

Because the Administration felt that some action was required to limit the risk
posed by the separate accounting lawsuit, the House developed a "backstop™ bill (in
conjunction with the Administration), which set an oil and gas reserves tax in place to
take effect and preserve state revenues if the 1978 separate accounting law were to be
found unconstitutional.

Governor Hammond introduced the backstop bill in May 1981 (as SSHB 200).
It passed the House (as SB 524) in early June. A free conference committee,
consisting of Senators Ray, Bennett, and Dankworth, and Reps. Gardiner, Vaska, and
O'Connell, first met on June 11.

During the latter half of the session, Senator Dankworth had attempted to
develop a bill that would succeed in settling the separate accounting litigation while
preserving, in substantial part, pant and future state oil revenues. He was
unsuccessful, and gave up the idea of ending the existing separate accounting
litigation. He then attempted to ciaft a bill that would repeal the separate accounting
law prospectively and maintain future state oil revenues at a level rcughly
comparable to those collected under the separate accounting law.

On June 17, following the reorganization of the House, Rep. Halford replaced
Rep. Vaska on the conference committee and became the House chair. At that time,
the oil industry circulated a settlement proposal which repealed separate accounting,
increased severance taxes, and instituted a 10% investment tax credit. The oil
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industry estimated the proposal's revenue loss to the state for FY 82-85 at S1.37
billion; legislative staff estimates of revenue losses ranged from $1.5 to $2.1 billion.

Senator Dankworth prepared a draft bill embodying the settlement proposal,
and distributed it to the conference committee on June 22. At a later point in the June
22 meeting, he also distributed a draft bill that modified the settlement proposal in
two important ways, in order to make the bill as revenue neutral as possible. He
abandoned the 10% investment credit and suspended the application of the ELF
during a field's first ten years of production in order to achieve a 15% effective
severance tax rate at Prudhoe Bay. As a result of these changes, the oil industry was
not willing to settle the litigation, and stated in testimony that they would continue the
separate accounting litigation even if the modified proposal were enacted.

Prior to the next meeting of the conference committee on June 23, Governor
Hammond wrote a letter to all legislators clarifying his position on the oil tax issue.
He stated his preference was for a public vote on the backstop bill versus the ail
industry settlement proposal. Alternatively, he urged the Senate to pa<” the backstop
bill, and stated he preferred passage of any proposal to doing nothing. He noted that
legislative action should "[rjeduce the likelihood that the oil tax issue will continue to
be a perennial political liability for those in public office."

On June 23, Senator Dankworth submitted to the conference committee the
legislation ultimately signed by Governor Hammond, described on the first page of
this app-.idix. The June 23 bill, known as "Dankworth 3," retained the basic
characteristics of Senator Dankworth's earlier proposal, but suspended the
application of the ELF during the first ten years of production only if the ELF was
greater than .7. The change did not affect Prudhoe Bay, but did provide a tax break
for Kuparuk.

The June 23 legislation received only cursory examination in the free
conference committee and on the floor of the House and Senate before its passage on
June 24. No committee report or written analysis was provided by either the bill's
sponsor, Senator Dankworth, or the Administration. A bare bones fiscal note, which
projected total revenue losses from FY 82-85 of $141 million, did accompany the
bill during the legislature's deliberations. Specifically, the note showed revenue
losses of $21 million in FY 82, $117 million in FY 83, $18 million in FY 84, and a
gain of $15 million in FY 85. No figures for the effect of the reimposition of the
ELF on Prudhoe Bay in 1987 were provided. Revenue Commissioner Williams
personally prepared the fiscal note and provided no supporting documentation for it,
other than stating the estimates were based on confidential figures provided by the oil
industry.

Speaker Hayes refused to allow a minority report opposing the legislation,
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authored by Rep. Gardiner, to be published in the House Journal. At pages 2-3 of the
minority report, after questioning the validity of the $141 million estimate, Rep.
Gardiner stated the fiscal note "failed to point out an even more significant revenue
loss which will occur in the latter half of this decade, due to the sharp decline in
severance tax collections from Prudhoe Bay after the reimpositicn of the economic
limit factor in 1987. This loss is on the order of two billion dollars." (The two
billion dollar estimate was based on the optimistic oil price assumptions prevailing at
the time.) The bill passed over the strenous objections of the former House majority.

At the time he signed the 1981 law, Governor Hammond noted that the new law
would only reduce state income by .6%, relying on the figures in the fiscal note.

The.key arguments made in opposition to the 1981 law were:

(@) It was not revenue neutral, because the estimates for the amounts to be
collected by the new apportionment formula were overstated and speculative.

(b) A future legislature and administration would be saddled with a huge drop
in revenues by the reimposition of the ELF in 1987.

Other arguments concerned the harmful effects of a shift from a net
Income-based separate accounting tax to a gross revenue severance tax.

Both Commissioner Williams and Governor Hammond explicitly recognized
that a future legislature would have to deal with the post-1987 revenue effects from
reimposition of the ELF. Lnthe press statement issued on July 21,1981, at the time
he signed the oil tax bill, Governor Hammond declared, "As for the possible revenue
effects in 1988 and beyond, | have full confidence in the ability of the Legislature to
deal at that time with whatever is required to retain the state's 'fair share' of our oil
wealth."

In responding to a question about the post-1987 ELF revenue loss at the June 23
conference committee meeting, Commissioner Williams noted that a future
legislature would have the option of reimposing separate accounting if it proved
constitutional. A newspaper account of the meeting reported that "'If the projected
revenue loss proves true, Williams said the Legislature would have the option of
hiking taxes.” (Anchorage Daily News, June 25,1981, p. A4, "Lawmakers Pass
Revision of Oil Tax Law.")

During the June 24 House floor debate on the 1981 bill, Rep. Gardiner noted
the ELF factor would cause multi-hundred million dollar losses after 1987. Rep.
Halford responded that "by that time [1987], if the companies continue to challenge
the portion of funds that are in the state's hands under chapter 21 [separate
accounting], we should have an answer to that lawsuit. And with that answer, we
should be able to develop possibly a more consistent taxing policy at that time. That's
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pretty far in the future, but we'll have more information available to us at that time."

l11. Postscript

The revenue losses resulting from the shift to the modified appportionment
method have exceeded considerably the $141 million estimate for FY 82-85 made in
1981 by Commissioner Williams. Analyses by the Department of Revenue shows the
FY 82-85 revenue loss of the 1981 law at over seven hundred million dollars.
Through FY 87, the state lost over one billion dollars in revenue as a result of
passage of the 1981 law.

The problems arising from the reimpostion of the ELF are the subject of the
main body of this report.
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DRILLING/WORKOVER DISINCENTIVE
COMMITTEE SUBSTITUTE HB 164

SEVERANCE TAX CALCULATION

CURRENT LAW

Feld Rate xWellhead Price x Soverance Tax XELF
90,168,000 B(]:)Y X $9/H) x 0.15 x 0.52134

=$63,461,050/year
Addition of 1 well:

90.277.000 BODYX $9/50 x 0.15 x 0.5204
=$63,423,203/year

A decrease of $37,846 year

EB.QE.QSEP LAW

Feld Rate xWellnead Pries Severanee Tax XELF
90.168.000 BODY x$9/ x 0.16 x 0.7296

=$88,811,873/year
Addition of 1 well:

00277000 BOPY me x 0.15 x 07292

=$88,870,484/year

An increase of $58,611 year

[Copy of ARCO Handout, March 27, 1987)



CHNICAL NOT
ON AR 58 KUPARU EXAI\/IPLE

Tax Effects of Drilling an Additional Well Under Current Law

Mr. James Weeks, Kuparuk Unit Manger for ARCO, provided testimony to
the House Finance Committee on March 27,1987. Examples of severance tax effects
(see preceding page) accompanied his testimony. The examples compare the
severance tax effects of adding one additional well in the Kuparuk field under the
current ELF and under the proposed ELF. The examples show that the addition of
one well producing just under 300 barrels per day would increase output from
90,168,000 bap-els of oil per year (BOPY) to 90,277,000 BOPY. At the $9.00 per
barrel price assumed in ARCO’ example, annual gross revenue to the owners
increases by $981,000.

(90,277,000 BOPY - 90,168,000 BOPY)*($9/barrel) =
( 109,000 BOPY )*($9/barrel) = $981,000

The fust of ARCO's two examples shows how under current law the owners
would collect an annual severance tax rebate of $37,846 on this additional revenue.
The effective severance tax rate on the new production is thus -3.9 percent. The
effect is analagous to a personal income tax where the effective tax rates become
lower as increasing income moves the taxpayer into a higher bracket.

The second ARCO example illustrates how this will be changed under the
proposed law. Instead of giving the owners a $37,846 windfall, the proposed law
will collect $58,611 (6.0 percent) of the incremental $981,000 for the state in
severance tax. The table below summarizes the effects under the current and
proposed severance tax laws, as shown in the ARCO examples.

TAX EFFECTS OF DRILLING ONE ADDITIONAL WELL
(ARCO Kuparuk Example)

Percent
Change
Change Change Tax In
In In Rate Average Average Average
Annual Annual On Tax Rate Tax Rate  Tax Rate
Gross Severance Incremental  Before After Due To
Revenue Tax Production  Drilling Drilling Drilling
Current Law $981,000  ($37,846) -3.9% 7.820% 7.806% -0.180%
Proposed Law $981,000 $58,611 6.0% 10.944% 10.938%  -0.055%

Presredty Divison o Ralicy, Apil 567,
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Senator Bettye Fahrenkamp
Alaska State Legislature
Senate Specie’ Committee on Oil and Gas

P.O. Box V
Juneau, Alaska 99811

I am interested in hearing your views on the ELF or any other oil and gas issues. Please return this form
to my office.

Do you feel that the current ELF formula should or should not be changed? Why?

Do you have any questions or comments on other oil and gas issues?

Have you moved? Do we have your correct address?



Understanding .

Senate Special Committee on Oil and Gas

Senator Bettye Fahrenkamp, Chairman

Senator Jack Coghill
Senator Paul Fischer

The Facts

The Economic Limit Factor, or ELF, is used to calculate
the amount of tax on each bancl of oil produced.

Oil revenues account for over 84% of slate revenues.
Current year petroleum revenues come from:

Royally 46.3%
Corporate Income Tax 6.5%
Oil and Gas Property 5.2%
Severance Tax 40.2%
Other (Rents, Bonuses) 1.8%

The ELF affects only llie severance tax.

Severance $.99

Property Tax S. 15
Royalty St.10

State Income Tax $.12

U.S. Income Tax St.40

Production Costs $.85

Source: Dosed on Petroleum Intelligence Weekly (PJ IV, February 1,1988 PJ W figures

have been challenged by both state ard industry officials in several ureas

In early 1988, this is what a typical barrel of North
Slope crude yielded the state, the oil producers, and
the Federal government.

W hat is the ELF?

The ELF (Economic Limit Factor) is a formula for com-
puting the "effective" severance tax rates for different oil
fields. It has the effect of reducing the severance tax by
variable amounts depending on die per-well production of
individual fields. It is a number between zero and one lhal
is multiplied by the basic or" nominal” 15% severance tax
rate for Prudhoe Bay and Kuparuk.

W hat is the purpose of the ELF?

When it was originally created in 1977, the intent was lo
keep taxes low at marginal fields, such as in Cook Inlet, to
encourage producdon. As a field declines, the ELF is de-
signed to reduce its lax burden until it reaches its economic
limit, the point at which it would be forced to shut in fur-
ther oil development, At lhat point the severance tax
would be reduced to zero. Most fields in Cook Inlet are
currently paying no severance tax because their low per-
well production gives them an ELF of zero.

W hat happened in 19817

Because of oil industry suits challenging the constitutional-
ity of using "separate accounting” to compute corporate
income taxes, oil and gas taxation statutes were revised.
Separate accounting, which considered only those profits
made on Alaska operations, was replaced with a modified
apportionment method, which uses a percentage of a
company's worldwide earnings. To make up the dramatic
loss in revenues caused by this shift, the severance tax rate
on Prudhoe Bay, the largest oil field in the United Slates,
was raised from an effective rate of just over 11% to 15%.
This was done by rounding the ELF to 1.0 on Prudhoe Bay
until June, 1987 , and ra.sing the nominal rate from
12.25% to 15%. At the tine, many policy makers assumed
future legislatures would reassess the effects of these
changes after the lawsuits had been settled. (Separate
accounting’s constitutionality was upheld in 1987.)

W hat happened on June 20,1987?

The rounding rule of the ELF for Prudhoe Bay expired.
On that day, die effective severance lax rate was reduced
from 15% to 12.45%. Because the ELF constandy changes
as per-well productivity declines and additional wells arc
drilled, the rate is expected to decline significantly in fu-
ture years. For the fiscal year ending June 50, 1988, it is
estimated that state revenues were reduced by approxi-
mately SI 16 million due to this change.



The Issues

There has been substantial controversy over whether the
current ELF formula is accomplishing its original goals.
Legislation has passed the House Ihat would change th”
formula. The answers to die following questions will pres-
ent opposing views.

Does the current ELF work to encourage development
of marginal fields?

YES. Allfields, regardless oftheir she, eventually become
economically marginal as operating costs rise and profits
shrink. Average production in Prudhoe | ay has declined
from almost 10,000 barrels per well per day to about
2,300. The ELF helps to prevent leaving oil in the ground
Ihal could have been produced economically without the
severance tax. It encourages the drilling ofmore produc-
tion wells, which keeps productionfrom declining too early.
The current ELF encouragesfull development ofallfields.
At Milne Point, the ELF reduced the severance tax to zero
for the last six months ofproduction.

NO. There is nothing “marginal” about Prudhoe Bay.
Even at current rates, the average well at Prudhoe produces
230 times as much oil as one in Texas. According to Pe-
troleum Intelligence Weekly ( P.I.W.) anu International
Petroleum Finance, each barrel of oil from Prudlioe cam ;
the producers well over S3.00 profit after taxes. At Ihat
rate, a tax break is not needed to remain highly profitable.
The ELF formula should be changed to delay the tax break
until it is really needed. It also is not working as intended
because it docs not encourage production at truly marginal
fields, like Milne Point, which has been shut in since 1986.

W hat is the effect of the current ELF on the state’s
economy?

POSITIVE. The ELF creates positive incentivesfur oil anti
gas development. Since the ELF went into effectfor
Prudhoe Bay last June, the industry claims lhat there are
eight new drill rigs working, creating 24(H) direct and indi-
rect newjobsfor Alaskans. A survey ofcompanies lhat do
business with Alaska's oil industry shows lIhat employment
and sales have risen sharply since June.

NEGATIVE. The State Department of Libor disputes the
high number of jobs created and cites the industry's history
of hiring non-residents. Very little of the increased activity
has been fell locally. Even more significantly, when the
$300 million in lost revenues over the next two years are
translated into state oudgct cuts, the ripple effect will
cause over 7,(XX) Alaskans lo lose theirjobs. This will de-
liver a severe blow to (lie Alaska economy just as it begins
to climb out of a recession.

How does the current ELF formula affect state reve-
nues?

INDUSTRY. As apercentage ofthe Slate's revenues, the
ELF represents a reduction ofabout 7% in FY 83%. 'The ac-
tual amount ofreduction depends on the price o foil. How-
ever. all netrnleum revenues tire a product o fthe value of
oil and production levels, and higherprices may actually
increase total petroleum revenues despite greater dollar
"losses™ due to the ELF.

STATE. The Department of Revenue estimates that the
first year of ELF rcapplicalion will cost the suite S150 mil-
lion. Using the March mid-case revenue projections, losses
will gradually increase, peaking al S223 million in FY
1991. At this point die loss will represent 14% of total oil
revenues. O v the next five years, almost a billion dollars
in revenue will be lost by not changing die ELF.

Has the current formula encouraged the drilling of un-
necessary wells in Prudhoe Bay?

NO. Wells are nol being drilled unnecessarily justfor the
tax benefit ofthe ELF. The ELF does reduce the total oil
production lax at Prudhoe Bayfor each new well that is
drilled, "he average tax benefit in FY 1989 will be
$210,000 per well. This reduction helps in deciding
whether to drill a well or not, but it is not enough by itself
lo justify spending $2 million to drill a well. Without addi-
tional wells and workovers to keep existing wells inpro-
duction, Prudhoe would already be in decline.

YES. Inthe summer of 1987, just as the ELF kicked in,
producers accelerated drilling programs at Prudhoe and
Kuparuk. Because pipeline capacity is limited to 2 million
barrels a day, increasing the number of wells results in
lower production per well, a smaller F.LF factor and lower
taxes. These wells will Iv needed sometime in the future
hut are being drilled early to receive astate subsidy. It is
irresponsible state policy lo subsidize drilling in one of the
world’s most profitable oilfields while underfunding edu-
cation, roads, and the needs of children and youth.

How important is tax stability for oil industry invest-
ments? Isn’t this like changing the rules in the middle
of the game?

YES. The oil industry is prepared to invest over $20 billion
on oil-related work in Alaska over the next ten years.
Without assurances ofa stable tax climate, they might
think twice about it.

NO. Oil and gas taxes over the past decade have been
quite stable. The last major change, in 1981, lowered
taxes. LastJune, lax rates were again lowered for Prudhoe
Bay producers when the ELF kicked in. The new formula
would have the effect of keeping rales al about their prcs-



would have the effect of keeping rates at about their pres-
ent levels. Each year, legislators have a responsibility to
reassess tax laws, which arc a vital aspect of public policy.
Stability is preferred, but sometimes changes are necessary.

State oil and gas tax policy has been formulated to ensure
the state is receiving a proper share of its nonrenewablc re-
source. Over half of the oil ever discovered in Alaska has
already been produced. The producers, the state, and the
federal government all share in the oil wealth.

W hat has been the state’s share of oil production over
the past few years?

INDUSTRY. When Governor Hanunond signed ELF legis-
lation in 1981, he did so on the condition that it would
maintain the stale's combined royally and tax sharefrom
itsnon-renewable resource at above 30 percent ofthe total
value o fthe oil. The state has been receivingfar greater
than a 30 percent share. According to oil industry analy-
sis, the state's share will risefrom 57% this year to over
67% by 1991 at 515-16 prices and to 103% at lower
prices.

STATE. Using figures reported in the Petroleum Intelli-
gence Weekly (P.1.W.), this is how the the oil wealth has
been divided:

Y ear Oil Industry State and Local Federal
1985 43.8% 28.6% 27.6%
1986 36.9% 43.3% 19.8%
1987 41.6% 41.1% 17.4%
1988 44.6% 34.8% 20.6%

How do Alaska’s severance tax rates compare with
other states?

INDUSTRY. Alaska's nominal severance tax rate of 15%
is the highest in the nation. Louisiana is second at 12.5%.
Oklahoma has a 7% rata; Texas has a 4.6% rale and Cali-
fornia does not have a production tax. Even with the ap-
plication ofthe ELF, the effective ratefor Prudhoe Bay is
the second highest in the U.S.

STATE. Each state designs its oil and gas tax rates differ-
ently. Our severance tax rate is applied to the wellhead
value of the oil, which is now about S5.00 below most
other stales. Because of this, the amount of tax per barrel
is the lowest of all the producing states. If the ELF were
applied to oil fields in the lower 48, severance taxes would
be reduced or eliminated. An average oil well in Texas,
producing only 10 barrels per day, would pay no taxes here
at all under die existing or proposed ELF. In addition, we
have a low corporate income tax rate, of 9.4%. According
to P.I.W ., oil companies in Alaska pay an effective corpo-
rate income tax rate of only 3%.

The New ELF

Last session, the Governor introduced legislation to delay
the scheduled June reduction in Prudhoe Bay severance
taxes. The House of Representatives further revised the
formula for calculating the ELF factor. Instead of using
the amount of production fium individual weiis as a meas-
ure of field productivity, the new proposal would take into
account total production from the entire field. The new
formula would limit the tax reduction for Prudhoe Bay and
Kuparuk and increase it for most other, less profitable
fields.

How would the new formula change oil industry devel-
opment investment decisions?

NEGATIVE. The new legislation will result infewer wells
being drilled. Production will be taxed at a higher rate,
leaving less mimey availablefor investment. Under the
presentformula, the drilling ofadditional wells lowers the
ELF and therefore the lax rate. The newformula would
deterfull development drilling.

POSITIVE. The new formula would provide investment
incentives where they are really needed. Forexample,
Milne Point is a small, marginal field on the North Slope.
Current low oil prices, high operating costs, and state taxes
and royalties have forced production lo be shut-in. Con-
oco, the oil company operator of Milne Point, has testified
Ihat the new formula would lower its tax rale and allow' it
lo resume production.
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