


1 4

y ' l

Q u e s t i o n s  a n d  A n s w e r s  O n  T h e  E L F

w i t h  r e l a t e d

B r i e f i n g  M a t e r i a l s

April 21 ,19S7

O f f i c e  o f  t h e  G o v e r n o r

Office of Management and Budget Division of Policy



D e p a r t m e n t  o f  R e v e n u e
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P e t r o l e u m  R e s e a r c h  S e c t i o n

A p r i l  1 4 ,  1 9 8 7

T o : V i n c e n t  D.  W r i g h t ,  C h i e f  o f  R e s e a r c h

F r o m :  C h a r l e s  L o g s d o n ,  P e t r o l e u m  E c o n o m i s t

S u b j e c t :  C S H B 1 6 4

We h a v e  r e c e n t l y  m a d e  a n o t h e r  r u n  o f  t h e  P e t r e v  m o d e l  t o  p r e p a r e  
e s t i m a t e s  o f  t h e  f i s c a l  i m p a c t  o f  C S H D 1 6 4  p a s s e d  b y  t h e  H o u s e  o f  

R e p r e s e n t a t i v e s .  T h e  o n l y  c h a n g e  m a d e  i n  t h i s  l e g i s l a t i o n  n o t  
e x a m i n e d  i n  p r i o r  f i s c a l  n o t e s  w a s  a l l o w i n g  e i t h e r  t h e  t a x p a y e r  
o r  t h e  d e p a r t m e n t  t o  r e b u t  t h e  3 0 0  b a r r e l s  p e r  w e l l  d a y  p r e s u m e d  
p r o d u c t i o n  a t  t h e  e c o n o m i c  l i m i t  ( P E L ) .  T h e  f i s c a l  n o t e  w e  

p r e p a r e d  f o r  t h e  o r i g i n a l  C S H B 1 6 4  f i x i d  t h e  P E L  a t  3 0 0  b a r r e l s  
p e r  w e l l  d a y .

T h e  f i s c a l  i m p a c t  o f  t h e  f i n a l  v e r s i o n  i s  a l m o s t  e x a c t l y  t h e  s a m e  
a s  w i t h  t h e  P E L  f i x e d  a t  3 0 0  ( T a b l e  1 ) .  As  m i g h t  b e  e x p e c t e d ,  

t h e  l o w e r  P E L  ( d e p a r t m e n t  r e b u t s )  d o m i n a t e s  t h e  h i g h e r  P E L  

( c o m a n y  r e b u t s ) i n  b o t h  t h e  3 0 *  o r  d o w n s i d e  r i s k  c a s e  a n d  t h e  
m e a n  e x c e p t  f o r  t h e  n e a r  t e r m  w h e n  v e r y  l o w  p r i c e s  a r e  a  d i s t i n c t  
p o s s i b i l i t y .  T h a t  i s ,  w e  w o u l d  e x p e c t  s e v e r a n c e  t a x e s  t o  b e  
h i g h e r  t h e  h i g h e r  t h e  p r i c e  o f  o i l  b e c a u s e  t h e  P E L  w o u l d  b e  l o w e r  
a n d  c o n s e q u e n t l y  t h e  E L F  w o u l d  b e  h i g h e r .  I n  g e n e r a l  h o w e v e r  i t  
t u r n s  o u t  t h a t  g i v e n  o u r  a s s u m p t i o n s  a b o u t  t h e  p r o b a b i l t y  

d i s t r i b u t i o n  o f  o i l  p r i c e s ,  t h e  h i g h e r  P E L s  a n d  l o w e r  P E L 3  t e n d  
t o  o f f s e t  e a c h  o t h e r  w i t h  t h e  r e s u l t  t h a t  t h e  f i n a l  o u t c o m e  a t  
b o t h  t h e  M e a n  a n d  3 0 *  l e v e l s  i 3  n o t  t h a t  m u c h  d i  f f e r e n t  t h a n  i f  
t h e  P E L  w e r e  f i x e d  a t  3 0 0 .

T h e  r e v e n u e  a n d  p r o d u c t i o n  e f f e c t s  o f  t h e  f i n a l  v e r s i o n  o f  

C S H B 1 6 4  0 3  w e l l  a s  a  c o m p a r i s o n  o f  e f f e c t i v e  t u x  r a t e s  b y  f i e l d  
f o r  c u r r e n t  l a w  a n d  C S H B 1 6 4  a r e  f o u n d  i n  t h e  f o l l o w i n g  t u b l e s .
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M a rc h 3, 1987

T he H on or a b l e  Jan Faiks 
P r esident o f  the Senate 
A l a s k a  S tate Legislature 
P.O. B o x  V 
Juneau, AK 99811

Dear S e n at o r Faiks:

U n de r the au thority of art. Ill, sec. 18, of the A l as ka  C o n­
stitution, I am transmitting a bill r elating to the oil and 
gas p ro p er t i e s  p ro du c ti on  tax The p r i ma ry  effect of the 
bill is to p ostpone the appl ic at io n o f  the "true" economic 
limit factor ( E L D  to the Prudhoe Bay field. The bill also 
amends the eco no mi c  limit factor p ro vi s i o n s  applying to all 
oil fields so that the ELF is not sensitive to changer in 
the v a lu e o f  oil.

E x i s t i n g  AS 43.55.011(a) provides that an cil prod uc e r mu st  
ca lc ul at e its p r o d u c t i o n  (severance) tax b y  m u l t i p l y i n g  the 
ncminal rate ca lc u la te d un de r  AS 43.55.011(b) and (c) by the 
e con om ic  limit factor d e te rm i n e d  u nder AS 43.55.013. The 
E LF is a formula that has the effect of r e d uc in g the s e v e r­
ance tax rate. In 1981, the l eg islature m a d e  several 
changes in oil and gas taxes: the income tax w as changed to
s ub st i t u t e  m o d i f i e d  a p p o r ti on me nt  for separate accounting; 
the nominal rate of the severance tax w a s  increased fcr some 
fields; and the appli ca ti on  o f  'e ELF to a lease or p r o p e r­
ty w i t h  an ELF of more than ;ar suspended until after 
that lease or p r o p e r t y  ha d b e e n  commerc ia l  p r o d u c t i o n  for 
10 years. Ch. 116, SL A 1981. ension of a p p l i c a t i o n  of
the ELF was  a c c o m p l i s h e d  by prov_ ig that, if the FI.F was
m o r e  than .7, then the ELF was on si de r ed  to be "one."
AF 4 3 . 5 5 . 0 1 3 ( b ) (3). Thus, w h e n  r ltiplying the severance 
tax rate by the ELF, the full amourt o f  the tax is the p r o d­
uct.

Onl y the P r u d h o e  Bay and Lisburne fields cur r en tl y have an 
ELF g r e a t e r  than .7. T h e  L i s b u r n e  ELF is expected to fa]] 
b e l o w  .7 after fiscal ye ar  1988, but the P r u d h o e  Bay ELF is 
e x p ec te d  to remain about .7 for a number of years. Prudhoe 
Bay w i l l  have been in p roduction for 10 years in June, 1987; 
thus, a b se nt  an amendment to AS 43.55.013 (b) (3), the "true" 
ELF, as c a lc u la te d u nder AC 43.55.013(b)(1), wi ll  begin to 
a pply to that field at that time.
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The fiscal note on the 1981 l egirlation did not include p r o­
jections b e yond FY 1985, but an. analysis by the Le gi s l a t i v e  
Fin a nc e Di vi s io n showed that a p p l i c a t i o n  of the "true" ELF 
p r o v is io n  w ou l d cause state rev e nu e to fall p r e c i p i t o u s l y  in 
FY 1988 . G o v e r n o r  H a m m o n d  n o t e d  this possibility, but e x­
pressed "full co nf id en c e in the a b i l i t y  of the l e gi sl at u re  
to deal at that time" with adve rs e  reve nu e consequences, 
should they p ro ve  to be serious. St at e me nt  of Gov er no r  
Hammond on signing F C C S SB  524 (ch. 116, SLA 1981); see J u­
ly 27, 1981 p ress release on o i l  and gas legislation, fourth 
page*

A p p l i c a t i o n  of the "true" ELF t o  P r ud ho e Bay would result in 
serious c on se q u e n c e s  for the state in the c o mi ng  fiscal 
year; state se ve rance co l le c t i o n s  wo uI d  be reduced by over 
15 percent, and FY 19S8 r e v e n u e  w o u l d  fall by $93,000,000 
(already a c c o u n t e d  for in tie offi ci al  "mean" forecast). 
S ect io n 1 of the attached bill w o u l d  p r ev en t  this p r e c i p i­
tous d e cl in e  in revenue by a m e n d i n g  AS 43.55.013(b)(3) to 
d el ay  the a p p l i c a b i l i t y  of thr true ELF to P r u d h oe  Bay for 
an a d di ti o n a l  five years. Sect i on  1 of the hill also makes 
a c o n f o r m i n g  a m e n d m e n t  to AS 43.55.013(b)(2) and ( 4 ) .  So 
lone as the "true" E L F  does n ot apply, the se verance tax 
rate will be the full 15 p e r c e n t  of value, or $.80 a barrel, 
w h i c h e v e r  is greater, subject to the adjustment in AS 4 3.- 
55.012.

The bill also cha n ge s the ELF p r ov i s i o n s  for all oil fields 
to remove the s e nn it i v i t y  o f  th e ELF to price fluctuations. 
An e l e m en t o f  the EL F ca lc ul a t i o n  is the "PEL," or ''produc­
tion at the economic limit." T h e  PEL r ep r es en ts  the number 
of b a r re ls  a p r o d uc er  must produce in order to r e co ve r the 
costs o f  production. Currently, the P E L  i.; pre su me d to be 
300 barr el s per well per day, but the t a xpayer may rebut 
this p r e s u m p t i o n  at a hearing b e f o r e  the D e p a r t m e n t  o f  Peve- 
nue. A t  the hearing, the PEL w o u l d  be c a l c u l a t e d  by d i v i d­
ing the cost o f  pr od uc ti o n into the value of the oil.
AS 43.55.013(d). If the price of o i l drops, the p roducer 
may hr able to p r o v e  an e n t i t l e m e n t  to a PEL in excess of 
300 barrels; if no, th e E L F  for that producer will go down. 
Thus, if prices fall drastically, the state loses severance 
tax revenue not o nl y  b e ca u se  the severance tax i:; applied 
against a lower v a l u e  of oil, b ut also b e c a u s e  the severance
tax rate itself goes down as the re sult of a P L L  hearina.
E a r li er  in 1936, b e c au se  of low prices, w e  w e r e  faced with 
the p o s s i b i l i t y  that the state m i g h t  suffer from this double 
reduction in se ve ra nc e tax revenue.
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S e c ti on  2 of the attached hil l deals v/ith that prob le m  by 
r e p e al in g  the portion cf e x i s ti ng  lav; that prov id e s for a 
h e a r in g to change the PEL. T h e  PEL is then simply net at 
j 00 b a r r e l s  per day. As a result, the ELF v/iii be sensitive 
to c h an g es  in the amount of production, but v;.ill no longer 
be se n si ti ve  to fluctuations in price or the costs of p r o­
duction. S e ct io n 3 of the bill repeals two s u b se ct io ns  in 
AS 4 3.55.013 deali ng  with the two e l e m e n t s  of tiie hearing: 
costs and values. These changes to not apply to the p r o d u c­
tion of gas.

I urge y o u r  early considerat' ^  v ' this bill.
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REQUEST:

STATE OF ALASKA 1987 LEGISLATIVE SESSION
FISCAL NOTE

Dill Version: S&/S*

Revision D ate: ;__
Title: An Act Relating to the Oil and 
Gas Properties Production Tax 

Sponsor: H”les/dovernor

Requestor: R u le s

Publish D ate:

Agency Affected:, 
B R U :_________

Revenue

Components :.

EXPENDITURES/REVENUES: (Thousands of Dollars)
OPERATING FY 87 FY 88 FY 89 FY 90 FY 91 FY 92

PERSONAL SERVICES
IRAVqL
CONrRACTUAL
s u i t u e s
EQUIPMENT 
LAND A STRUCTURES 
GRANTS. CLAIMS 
MISCELLANEOUS

•

TOTAL OPERATING

CAPITAL

REVENUE 7 6 ,7 3 0 .0 9 1 ,9 5 0 .0 9 8 ,4 8 0 .0 9 9 ,8 5 0 .0 1 0 5 ,5 1 0 .f

FUNDING: (Thousands of Dollars)

GENERAL FUND 
FEDERAL FUNDS 
OTHER 
1TTPAL

PO SITIO N S: 1

FULL TIME 
PARI-TIME 
TEMPORARY

ANALYSIS : (Attach a separate page if necessary)

SEE ATTACHTED ANALYSIS

Prepared by : Chuck Lousdon  Phone : -776-5 164
Division : R e v e n u e /R e se a rc h ___________  / £ ________  Date: M arch 2 . 1987

Agency:  U cm rt-m nnt o f  Revenue

Distribution (by preparer) : 
legislative Finance 
legislative Sponsor 
Requestor
Office of Management and Budget

Approved bv Commissioner: Dugli M alonjj^-/ Date f
Acencv:  D nonrtm nnt o f  Rovnnno  ̂ f

1
Impacted Agency(tes)------------------------------------------------------------------------------------- page--------of
Senate Secretary
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fiscal Delta Delta

Year 30S Mean

1907 0 0

1988 76.73 96.26

1989 91.95 118.06

1990 98.48 128.33

1991 99.85 132.92

1992 105.61 139.09

1993 5.73 7.3

1 9 9 4’ ‘ 3.9 7.64

1995 3.66 6.56

1996 4.55 5.28

1997 3.67 5.55

1998 2.01 3.91

1999 2.53 2. 62

2000 -.16 2.08

2001 -. 1 2.79

2002 -.82 2.68

2003 -.73 2.28

2004 . .53 ’2.1

2005

r> /

.49 1.87

li'&v.- :£•• . • .' r •• • *  . • % • i • •* .* • • . J * #*• ' i |
, »j •:;) • ’ /#)

r-.- > c
.)>' !• ••; -.'•V.'

■•'•I*; V  
. it,

- ,7 . • f «
\~:Vr

. v. 4 V *

; -V.!

. .  •. y>.\

*i

-i a #

• • . • ••rf , . * • *' • * :.r K'JCf • •' 4
• - , V! .*•■• "  > ‘ K'| • •! •*/>'.*'

' 1  "i: .C v- ..**••«' Vli ’ s • V.' • • /.•,i' v- ■ fi'ijSs&iti!i tJr ‘‘A?' & < • ! VV*1**'»■'’ '•> ■'



P r o d u c t i o n  I m p a c t  o f  E x t e n d 5  ( M i l l i o n  b b l s / y r )

F i s c a l  P r u d h o e  M i l n e

Y e a r  B a y  : K u p a r u k  P o i n t

W e s t  O t h e r  O t h e r  

E n d i c o t t  L i s b u r n e  S a k  O n s h o r e  O f f s h o r e  T o t a l

19 87 0
...

0 0 0 -.0 1 : 0 i 0 0 - . 0 1

1 9 8 8 - . 7 7 - . 1 2 .-.04 - . 0 2 - . 0 2 .; 0 0 0 - . 9 7

1 9 8 9 - . 6 9 - . 1 2 -. 07 .-.04 - . 0 3 0 0 0 - . 9 5

1990 - . 6 - A  2 • - . 1 1 0 - . 0 3 0 0 0 - . 8 6

1991 - . 5 7 - . 1 1 - . 1 5 - . 0 3 - . 0 5 . 0 . • 0;. 0 - . 9 1

19 9 2 ‘ - . 5 2 - 3 .-. 15 - . 0 6 - . 0 5 ’• 0 o : 0 - . 8 8

1 9 9 3 - . 4 9 -..09 ’- . 1 4 r. 06 - . 0 6 0 0 • 0 - . 8 4

1994 - . 4 4 *- - A i - . 1 4 - . 0 4 - . 0 7 0 0 0 - . 8

1995 - . 3 9 * - . 0 7 - . 0 9 - . 0 5 - . 0 5 0 0 0 - . 6 5

1 9 9 6 - . 3 5 • • ■ -.:o6 V — . 12 ' - . 0 5 - . 0 5 0 • o: • 0 - . 6 3

1997 - . 3 2 •»- - . 0 8 £ . 01 -. 04 - . 0 6 o ! . o ] 0 - . 4 9

1 99 8 - . 4 3 -.'05 .03 - . 0 3 - . 0 9 0 o ’ 0 - . 5 7

19 99 - . 2 5 - . 0 4 .02 - . 0 1 - . 0 2 0 - . 0 2 ’ 0 - . 3 2

2 0 0 0 - . 2 2 ■ - . 0 3 i • o to - . 0 1 - . 0 3  . 0 - . 0 2 0 - . 3 3

2001 -. 2 - . 0 3 .02 0 - . 0 2 0 - . 0 2 0 - . 2 5

20 02 - . 1 8 - . 0 2 .01 0 - . 0 2 0 - . 0 2 0 - . 2 3

■>•2003 -. 16 - . 0 1 - . 0 1 0 - . 0 1 0 - . 0 1 0 ' - . 2

20 04 -. 19 0 .04 .0 - . 01 0 - . 0 1 0 - . 1 7

2 0 0 5 - . 1 3 .01 .04 0 0 0 - . 0 1 0 - . 0 9
A
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To: Vincen t

' i *4. . |

rt'itvV. t'.-.From: Charles
■ i -• «- • i • 4 • • •« •■ * i.»

* ' ~i>. } j 
" i**’* i * • .?u >-
«>V'' V.*;..'Subject: 
*:>> , •

More ELF

•• 'STATE OF A LASKA
• I -J . ,r.'. vV'‘. '' i " ’ ■■ l' •■' •

D epartment of R e v e n u e

P.-
P e t r o l e u m  R e s e a r c h  Section

February 27, 1987

Vincent U. Wright, Ch ie f of R e s e a r c h

Charles Logsdon, P e t r o l e u m  Ec on om i st

^ er y°ur request, I have ex am i ne d the reven ue  and p r o d u c t i o n  , • 

•i.vf', ' ii ’. impact of ex te nd i ng  the 10 year p e r i o d  during which the ELF is 

V* sub Ject to the .7 or greater test to 15 yerrs and fixing the 

.;iv*v» )Uy»XV Q l ue °** ^ ie Produc ti on  at the E c o n o m i c  Limit (PEL) at 300 
b arrels per well per day. Prud ho e Ray and Li sb u rn e are the 

V'V-?;i;'vfields cu rr e n t l y  pro d uc in g with a c a l c u l a t e d  ELF greater than .7 

..\a,,c* thus would be directly im pa c te d by this change in the State 

^ " ^ h S e v e r a n c e  tax law. On average, tlie c a l c u l a t e d  ELF for P r ud ho e  is 

'$:r*$W $a o t e xpected to fall below 0.7 over the next 5 years. We expect 

ivrji'juthe Lisburne ELF to fall below 0.7 in-FY 1989 and subsequent 

y e a r s .

V *

« Z* i I * ,

: >  -v,:

«* f .

By setting the PEL at 300, the ELF no longer wo ul d be s e ns it iv e 

to the price of oil or the cost of p r o d u c i n g  oil and w ou ld  be 

totally dependent on per barrel p r o d u c t i v i t y  for a producing 

lease or property. Over the next 5 years as P r ud ho e Bay * * 

p roduction begins to decline the only reason for an ELF less than

0.7 would be if a s i g n if ic an t ly  grea te r than e x p e c t e d  number of 

additional wells were drilled. For e x am p le  we c ur re nt l y expect 

P r u dh oe  to produce on average, 0.984 m i l l i o n  burrels per day in 

1992 from 465 wells pr o viding an ELF o f . 7911. If this same amount 

of oil were p roduced from 705 wells, the ELF w o u l d  be equal to 

.6906.

The following tables illustrate the revenue impact and p r o d u c t i o n  

impact of ex te n di ng  the ELF time line to 15 years and fixing the 

vnluc of PEL at 300. These results arc g e n e ra te d by the Don 

revenue simula ti o n model using the D e c e m b e r  1986 input 

assumptions. The most signi fi ca n t result other than the revenues 

generated is that there is almost no a v e ra ge  e x p e ct ed  effect on 

North Slope production. ’ • . .




