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This bill modifies the economic 1llmlt factor (ELF) formula used In
computing the production (severance) tax on oil.

The bill (1) Introduces the rate of field production Into the exponent of
the current ELF formula; (2) repeals the so-called "rounding rule,” the
provision of current law which states that for any month during the Tfirst
10 years of commercial oil production for which the computed ELF of a
lease or property exceeds 0.7 the ELF shall be considered to be one; and
(3) fixes the production at the economic limit (PEL) at 300 barrels times
the number of well days 1n the month.

This bill is retroactive to January 1, 1989, and applies to oil produced
after December 31, 1988. Because the severance tax on oil for a given
month 1is due during the following month, a tax change which takes effect
on January 1 would not affect revenues until February. Depending on the
actual passage date of the bill, the FY 89 amounts may not be actually

collected until FY 90.

This fiscal note was calculated using the oil price and production
assumptions of the Department of Revenue®s Fall 1988 Petroleum Production
Revenue Forecast mid-case scenario updated for actual data through
November of 1988. That forecast was predicated on Alaska North Slope
crude prices at the U.S. Gulf of $13.25 a barrel In FY 89 and $12.89 a

barrel 1n FY 90. 1/

Additional revenues for future years 1n millions of dollars are as follows:

1995 174
1996 169
1997 =163
1998 153
«1999 152
2000 144
2001 136
2002 129
2003 117
2004 110
2005 104
2006 91
2007 80
2008 60
2009 45
2010 19

1/ Had the fiscal note used the oil price and volume assumptions of the
"eConsensus Revenue Analysis' of January 24, 1989, the FY 89 fiscal Impact
would be $56 million, and the FY 90 fiscal impact would be $132 million.
That analysis was predicated on Gulf ANS prices of $14.07/bbl 1n FY 89 and

$14.30/bbl 1n FY 90.



Prica/Rsvenue Sensitivity Matrix' ' HB 118

(Millions of S)
ANS @ Fiscal Year
US Gulf
Slhhl) 1980 1990 1991 1992 1993 194
1035 8 8 & 9 100 %
12.70 2 113 114 13 1H 19
15.00 5 149 149 159 110 160
17.35 0 1% 1% 1% 28 1%
19.70 84 216 218 230 243 216
22.00 B XL 24 28 213 239

Assumptions:
L Production and well assumptions from Department of Revenue mid scenario Fall 1933 forecast,
2. HB 118 effective date January 1,1989.
3. The variation in revenue hetween years is a function of a number of factors, including:
A. The changing relative tax rates under the current ELF and HB 118,
B. The effectt>fprice on production levels, (e.9. West Sak economic at $18/bbL)
C. The effect of changing production and wells on ELF under either formula.
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Original sponsor: Finance Committee

IN THE HOUSE BY THE RESOURCES COMMITTEE
CS FOR HOUSE BILL NO. 118 (Resources)
IN THE LEGISLATURE OF THE STATE OF ALASKA
SIXTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to the oil and gas properties opro-
duction tax; and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
¥ Section 1.AS 43.55.013(h) is repealed and reenactedto read:
(b) The economic limit factor for oil production of a lease or
property shall be computed according to the following formula:
(1-[PEL/TP]) exp ([150,000/ (TP/Days)] exp [(460 X WD)/PEL])
where:PEL = the monthly production rate at the economic limit;
TP cthe total production during the month for which the
tax is to be paid;
WD = the total number of well days in the month for which
the tax is to be paid;
Days = the number of days in the month for which the tax is

to be paid; and

exp exponent.
¥ Sec. 2. AS 43.55.013(d) is repealed and reenacted to read:

(d) The monthly production rate at the economic limit for a
lease or property is 300 barrels times the number of well daysfor the
lease or property during the month for which the tax isto he paid.

* Sec. 3. AS 43.55.013(e) and 43.55.013(f) are repealed.

* Sec. 4. RETROACTIVE APPLICATION. This Act is retroactive to
January 1, 1989, and applies to oil produced after December 31, 1988.

* Sec. 5. ALTERNATIVE RETROACTIVE APPLICATION DATES. (a) If a court

makes a final determination that retroactive application under sec. 4 of

HBO118B -1- CSHB 118(Res)



Original Sponsor: Finance Committee

House Bill 118, originally introduced by the House
Finance Committee, would amend the current ELF formula to
provide additional revenues to the state general fund. HB 118
is similar to HB 164 which was introduced in 1987 and

subsequently passed the House but died in the Senate.

The House Resource Substitute currently before us, has
amended the original HB 118 by providing a retroactive
application of the revised ELF to January 1, 1989, and also
restructuring ELF to effectively allow an increase in
severance tax on more productive Tfields like Prudhoe Bay and
Kuparuk, but provides a reduction in severance rax for the

smaller, 1less productive fields.

Finance Committee members should have been provided with
a black ELF binder with briefing material. Hopefully, this
will compliment the information found in your regular briefing

packet.



Fartlh.estN o rth Local in the Wolrld

D O N_ K. SWARN_E R 387 42%‘3%89 315 FIFTH AVENUE

, Business Representative 1 452- P.O. 80X 347

Financial Secretary-Trcasurer FAIRBANKS, ALASKA
88707

A RESOLUTION URGING THE ALASKA STATE LEGISLATURE TO
REVIEW AND ADOPT HB 118 AN ACT
RELATING TO THE OIL AND GAS PROPERTIES PRODUCTION TAX

WHEREAS, the Economic Limit Factor (ELF)as enacted by the Alaska

State Legislature in 1981 was intended to promotecontinueddevelopment of

marginal oil fields; and

WHEREAS, unbeknownst to legislators in 1981, both the Prudhoe Bay and

Kuparuk Oil Fields arein no sense of the word marginal fields; and

WHEREAS, the application of the Economic Limit Factor (ELF) actually

discourages oil production at a truly marginal field such as Milne Point; and

WHEREAS, the people of the State of Alaska own the oil resources of the

State and should he fairly & equitably compensated for their extraction; and

WHEREAS, the economic conditions in Alaska do not warrant a tax break

for the oil companies; and

Whereas, the Alaskan work force is not receiving its fair share of

employment in the development of their oil and gas resources;

THEREFORE, be it resolved that Local Union 1243 of the United
Brotherhood of Carpenters andJoiners of America urges the Alaska State
Legislature to complete its review of HB 118 and to bring this bill to the floor

and furthermore, we urge its adoption.

UNANIMOUSLY passed this 28th day of February, 1989 by the General

Membership.

mJ"d.ttLz fc\NJcu&uau s

MIfrayrriidwin Don Swarner

President Business Representative
Financial Secretary/Treasurer



TESTIMONY OF E. H, PETE NELSON
TEXACO USA
BEFORE THE HOUSE FINANCE COMMITTEE
CONCERNING ELF MODIFICATIONS (HB 118)

MARCH 15, 1989

GOOD AFTERNOON. MY NAME IS ETHEL H. ™"PETE"™ NELSON. I AM THE SENIOR LAND

REPRESENTATIVE FOR TEXACO USA.

TEXACO APPRECIATES THE OPPORTUNITY TO COMMENT TODAY ON HB 118 WHICH WOULD
REVISE THE ECONOMIC LIMIT FACTOR WHICH WOULD IN EFFECT SUBSTANTIALLY

INCREASE TAXES ON THE PETROLEUM INDUSTRY.

WHILE WE CAN APPRECIATE THE FACT THAT STATE GOVERNMENT HAS BEEN HIT HARD BY
THE DECLINE IN OIL PRICES OVER THE PAST THREE YEARS, THE INDUSTRY WAS HIT

EVEN HARDER. THE DIFFERENCE 1S, INDUSTRY HAS TAKEN THE NECESSARY STEPS TO

COUNTER THE ADVERSE AFFECTS OF LOW OIL PRICES. WE HAVE RESTRUCTURED AND

STREAMLINED OUR OPERATION TO REDUCE OPERATING COSTS.

THE OIL [INDUSTRY IS NOT THE ONLY SEGMENT OF THE ECONOMY AFFECTED BY

DECLINING OIL PRICES. ALASKAN BUSINESSES SUCH AS CONSTRUCTION COMPANIES,

GROCERY STORES, RESTAURANTS, HOTELS AND SCORES OF OTHERS HAVE HAD TO BITE

THE BULLET AND SCALE DOWN OPERATING COSTS IN ORDER TO SURVIVE.

THIS 1S NOT THE TIME TO FURTHER BURDEN INDUSTRY WITH INCREASED TAXES. THE
PRICE OF OIL HAS INCREASED SLIGHTLY IN THE PAST FEW MONTHS, SHAKY AS IT IS.

AS A RESULT, WE HAVE SEEN A SLIGHT INCREASE IN EXPLORATION AND DEVELOPMENT

tutc uTMTtro uuiru ua? uirDcacm tub



INCREASED THE AMOUNT OF PRIVATE SECTOR SPENDING, WHICH HAS IMPROVED THE

GENERAL ECONOMY OF THE STATE.

THE PASSAGE OF HB 118 WOULD SIGNIFICANTLY INCREASE INDUSTRY"S OIL AND GAS

TAX BURDEN AND CAUSE A DECLINE IN EXPLORATION AND DEVELOPMENT ACTIVITIES IN

ALASKA.

INDUSTRY"S MANAGEMENT SIMPLY 1S NOT GOING TO LOOK FAVORABLY AT REQUESTS FOR
EXPLORATION DOLLARS FOR ALASKA WHEN THEY ARE ALSO CONSIDERING REQUESTS FOR
EXPLORATION DOLLARS FOR STATES WHICH ARE OFFERING INCENTIVES RATHER THAN

DETERRENTS TO OIL AND GAS EXPLORATION (WYOMING $ LOUISIANA).

IN CONCLUSION, TEXACO OPPOSES THE PROPOSED MODIFICATIONS TO THE ECONOMIC

LIMIT FACTOR AND URGES YOU TO NOT PASS HB 118.

AGAIN, WE THANK YOU FOR THE OPPORTUNITY TO SHARE THESE VIEWS WITH YOU

TODAY .

P7/130
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ADDITIONAL BENEFITS OF ANS OIL

ANS producers receive profits from Alaska oil outside of Alaska which
provides an additional bonus beyond what it would cost if they had to purchase
imported oil.  An additional profit of approximately $0.7 billion went to the
producers through the operation of the U.S. Department of Energy crude oil
entitlements program. Producers are believed to earn additional profit through
the refining of ANS crude because, among other things, they have access to a
secure source of crude oil. If they did not have the ANS crude, it would he
necessary for them to acquire crude from foreign sources.

Others estimate that profits on tanker operations and trans-Panama shipment
activities added between $.25 and $1.00 profit per barrel of ANS crude produced.
These additional profits would have been received on the nearly 6 billion barrels
of ANS proouction. These added profits are not included in the $42.6 billion of
total oil industry profit in Alaska covered in this report.

INVESTMENTS MADE ON THE ALASKA NORTH SLOPE

Figure 9 shows the relative amounts of money invested in projects to
produce ANS crude. The greatest investment was $9.4 billion in TAPS. The
total investment to date in Prudhoe Bay wa”S”T”SiiionT* This includes the / u
waterflood project and the miscible gas injection project as well as infield drilling.
The investment in Kuparuk wag"$4.3Jolilion which includes amounts for the newly 3 +J)
installed waterflood project that had not been in operation during the period of
this study. Milne Point cost $575 million. Endlcott and Lisbume each cost
approximately one billion dollars. As of the end of 1987, Milne Point had been
shut in, while Endicott and Lisbume had just begun operations too recently to
have a significant impact on the revenue numbers reported here. The
investments made in Cook Inlet during this period were not significant relative to
the ANS investments during this period.



Theed# rates off ratum compare to the long run rate of return on the New York
Stock Exchange of 10% before tax. [Wall Street Journal (February 20, 1989)]
The prime rate peaked at 21.5% before tax in 1982, but that was an exceptional
year. During this period, a prime rate of 10% to 18% beforetax was more typical.
Using an average effective tax rate of 38%, which approximates the tax rate
observed In this study, the equivalent after-tax return on the New York Stock
Exchange Is 8.4%. The equivalent peak prime rate after an effective tax rate of
38% te 13.78%.

Reinvestment of Alaska Cash Flows. Subsequent to the Initial investment for
Prudhoe Bay field and TAPS, the Industry Invested $15.8 billion for ANS
development and exploration throughout Alaska from 1978 through 1987. This
includes $3.9 bhillion in exploration expenses which are not included in the
analyses of profits from individual fields. The reinvestment rate has been 27.8%
of cash flows received during this period.

Seventy-five sources of data about Alaska oil operations were researched to
develop this report. Although details do not exist on each and every data item,
the information available In the references is sufficient to develop a reasonably
accurate picture of industry profit. A study of the data suggests that the actual
profit number could be as low as $41 billion or as high as $47 billion. The
estimate reported here is at the conservative end of this range.

Representative Rate of Return Data
Hletorloal Aotuala for Standard & Poor"s 800 Portfolio

for Periods ending 12-31-87

Aveng*
Cumulative Return Annual Return
3 Years 84 _.3% ¢18.0%
6 Years ¢113.7% ¢13.4%

10 Years ¢312.7% ¢18.3%



Figures
ANS. Investments
(b|?||ons of o‘cr)qlars)
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Table 10 show3 the timing of the investments in Prudhoe Bay and other ANS
projects together with an estimate of the timing of the investment in TAPS.
These investment timings are based on information from the producers and may

not be exact.

Table 10 sy vzt nd
ANS Investments
(millions of dollars)

Year Project Amount
1987 Prudhoe gas $720
1987 Kuparuk waterflood 900
1987 Endlcott 1,000
1986 Lisbume 1,000
1985 Prudhoe gas plant 720
1984 Milne Point 570
1983 Piudhoe waterflood 2,000
1981 Kuparuk 3,400
1981 Piudhoe drilling 1,100
1980 Piudhoo drilling 250
1979 Piudhoe drilling 250
1977 Piudhoe* 1,850
1977 TAPS* 4,700
1976 Prudhoe* 1,850
1976 TAPS*
Total ( $25,015

These amounts were spent over the period 1969 through 1977, with the majority
of the funds spent later in the construction phase of the project.



LEGISLATION REVISINGTHE ECONOMIC UMITFACTOR (ELF)
HOUSE RESOURCES COMMITTEE

FEBRUARY 9-10,1989

Thursday, February 9,1989

. INTRODUCTION TO ALASKA'S OIL REVENUES
AND TAXATION

A. Overview
B. Alaska's Oil Revenues

1 Severance Tax
2. Income Tax

3. Property Tax
4. Royalties

C. The Severance Tax and the ELF

1 Importance of Severance
Tax to Alaska's Revenues

2. Definition of ELF

3. Application of ELF to Produce
Etfective Tax Rate

n. HISTORY OF ELF
A 1977 Creation
B. 1981 Qil Tax Changes
L Income Tax
2. Severance Tax
3. Comments of Policymakers

C. 1987 -End of suspension on Prudhoe Bay



m. HB 118
IV. ELFS EFFECTS ON ALASKA FIELDS
A Fields Where ELF Will Increase Under HB 118

1 Prudhoe Bay
2. Kuparuk

B. Marginal Fields -- Fields Where ELF Will Decrease
Or Remain at Zero Under HB 118

1 Endicott

2. Lishume

3. Cook Inlet

4, West Sak

5. Niakuk

6. Milne Point

7. Point Thomson
8. Seal Island

V. THE ELF AND ALASKA'S REVENUES
A Marginal Fields -- Tax Savings for Oil Producers

B. Large, High-Profit Fields of Prudhoe Bay and Kuparuk -
Increased Revenues for the State



Friday, February 10,1989

V1. PROFITS AND RE-INVESTMENT OF
THE OIL INDUSTRY IN ALASKA

VII. COMPARISON OF GOVERNMENT REVENUE
FROM OIL PRODUCTION BETWEEN ALASKA
AND OTHER OIL-PRODUCING AREAS

V111 EFFECTS OF CHANGING ELF ON JOBS FOR
ALASKANS

|X. EFFECTS ON CHANGING ELF ON PRODUCTION
X. WAS THERE A DEAL IN 19817
Xl. WAS THERE A DEAL IN 19877



ADMINISTRATION TESTIMONY ON HB 118

BRIEFING MATERIALS



Briefing materials provided to the;

Alaska State House of Representatives
Resources Committee
Rep. Cliff Davidson, Co-Chairman

Office of the Governor
Division of Policy
February 10, 1989



"The session of the 15th Territorial Legislature just
concluded brings out more clearly than ever the basic iIssue
that confronts the people of Alaska. That issue is whether
Alaska shall be built up for Alaskans..., or whether it shall
continue to be governed for and by outside interests whose
sole concern is to take out of Alaska as much as they can, as

fast as they can, and leave as little as possible.

GovernorErnest Gruening
Message to the people ofAlaska
March 28,1941



“We must have stable tax policies in order to make the risks associated with

marginal fields worth taking.

_ Mr. George Nelson
_ Sohio Alaska Petroleum Company
as quoted in the Alaska Journal of Commerce and Pacific Rim Reporter

March 11,1985

""The state must provide an investment climate that will encourage oil companies
and other businesses to develop new ventures....[SJmaller fields already have been
discovered on the North Slope. But they are marginal fields...."

ARCO Alaska Inc.

newspaper advertisement

Alaska Journal of Commerce and Pacific Rim Reporter
October 14,1985



In February 1988, A Barrelof Oil at
Valdez Was Worth $11.93.

This is how the $11.93 Was Divided:

Costs of Production

and Pipeline Operations

$1.44

$3.46 Profit
U.S. Income Tax
$1.40
Severance $0.99
Property Tax $0.46
Royalty $1.10 Degreciation & Other Cash
State Income Tax §2.96

$0.12

Costs of Operations | [ TotheFeds | ITo the State To the Oil Companies

Division of Policy, 9o/ti*S~



"{A]s my profit decreases | have less money to invest....But what is a reality and
what you need to understand is that the amount of money | have to spend affects
the pace at which things happen. And the pace at which things happen, in terms of
ethonment, means the Alaskan economy. If we slow down our investment:
pattern because of a lack of funds, because of discouragement of investment in
Alaska...that has an effect on the economy of Alaska.™

Mr. Harold Heinze

_ ARCO Alaska Inc.
Testimony to the Housefinance Committee
April 12,1985

"h} tkit(aj state government increases our taxes we will have less cash to develop
new fields.

ARCO Alaska Inc.

newspaper advertisement

Alaska Journal of Commerce and Pacific Rim Reporter
October 7,1985
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Chart 3

How Much Money Do The Oil Companies
Reinvestin Alaska?

Reinvested in Alaska
(Per Barrel)

$.96

Removed from Alaska
(Per Barrel)

$5.46

Division ofPolicy, 919/88



U.S. oil companies are in the process of liquidating. Uu.sS.
oil reserves are the leftovers of an enormous feast. Faced
with a relentlessly declining reserves base, a good

management is one that can intelligently liquidate its asset

base.

Robert O. Anderson
former chairman and CEO
Atlantic-Richfield Co.
January 14,1988



How Much of The $11.93 Revenue Per Barrel Gets Paid To Alaska Workers?
($/Barrel)

Paid To Alaska Workers $.70

Division oj 101ICy, v/D/sti



Alaska Oil Industry Employment
1986-1988

Thousands

Oil Extraction E23 Oil Field Services

Source: Alaska Dept, of Labor
BLS 790 Survey
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PRODUCTION
(Fiscal Year 198

T UNITED KINGDOM
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UNITED G0N

Source (U.K.): UK. QOil Taxation Office, London, and John Gault, S.A. Division ofPolicy 2 6 69
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"We have also found [in Indonesia] to an almost

unprecedented degree the very desirable and somewhat

uncommon qualities of stability, honor, and fair dealing. In

the turbulence of the international oil business, Indonesia has

been an island of rationality and wisdom."

RobertE. Wycojf
President, Atlantic-Richfield Co.

address to the Indonesian Petroleum Association
October 20, 1987



Change inAnnual Gross Revenue

Change in Annual Severance Tax

Tax Rate on Incremental Production

Average Tax Rate Before Drilling

Average Tax Rate After Drilling

Percent Change inAverage Tax Rate

Due to Drilling

$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%

Division of Policy. 919188



How Would The New ELF AffectProfits And Shares ?

OIL COMPANIES OIL COMPANIES

BAVIL (40%) $3.26/0 (43%)
ALASKA
$2/.-\6I;/AOS(K3§%) $2.87/B (38%)
CURRENT ELF PROPOSED ELF

Division of Policy, 2/10/89



"The power of taxation shall never be surrendered. This

power shall not be suspended or contracted away. ...

The Alaska Constitution



Legislator. "'...]W]hat percent do you think they [the state] should collect?

Mr. Taylor: "'Something a little lower than it is now. About half the income
tax for instance.... I think it would be much more fair for the industry and the state
to get about the same share out of Prudhoe Bay even though we are paying the
expenses and we made the investment...."” _

eﬂls!ator: "'So you think it should be brought down to the point where the state
and the industry ge roughly equal shares in this. You like that better?"

Mr Taylor: “'Yes, SIr.

Mr. Monte Taylor
~ Exxon USA Alaska Operations Manager
Joint Gas Pipeline Committee, May 21,1981

Legislator; "Did | hear you say you would concur on that?"
Mr. Donaldson: "1 think that if you get rough parity with the state...we would
have to think a long lime as an industry, as a company, before we said that is not a

retty fair piece of middle ground.”
pretty P ) Mr. Richard Donaldson

SO1110 vice-presidentfor government/public affairs
~expressing agreement with Mr. Taylor,
Joint Gas Pipeline Committee, May 21,1981



"Alaska is not unfamiliar with the activities and importance
of lobbies. But it is important to bear in mind that lobbying
activity on a scale never before seen will take place in the
capital when Alaska becomes a state....

"The taking of Alaska®s mineral resources without leaving
some reasonable return for the support of Alaska
governmental services and the use of all the people of Alaska

will mean a betrayal in the administration of the people-®s

wealth. "

CongressionalDelegate EL. "Bob" Bartlett
Address to the Alaska Constitutional Convention
November8,1955



MEMORANDUM

DEPARTMENT OF REVENUE ANALYSIS
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MEMORANDUM State of Alabka

TO:

THRU:

FROM:

DEPARTMENT OF REVENUE

Cliff Groh date: February 9, 1589
Special Assistant to the . 2962A
Commissioner FILE NO:
TELEPHONE NO:

SUBJECT APPLICABILITY DATE CF
HB 118

Roger Marks 0 tS |
Petroleum Economist

IT the ELF formula contained in HB 118 applied to oil produced after
the following dates, the amount of additional revenue (relative to
current law) raised through the encfot Fy 1990 would be as follows. This
1s based on the assumptions in the department of Revenue"s Fall 1988
Petroleum Production Revenue Forecast mid-case scenario, updated for
actual data through November 1988:

June 30, 1987 $397mm
December 31, 1588 $17Emm
May 31, 1589 $126mm
August 31, 1989 $ 9Gmm

The August 31, 1985 figure was the basis of the fiscal note on the
bill.

Assuming the "Consensus Revenue Analysis™ of January 24, 1989, the
revenues Would be as fTollows:

June 30, 1987 $410mm
December 31, 1988 $188mm
May 31, 1589 $132mm

August 31, 1989 $ 99mm

r-r



Synopsis of Alaska Fields

Effctv
Sev Tax Effctv
Rate Sev Tax
Dally Under Rate
Volume Volume Current Under
Field (bbls/dav) Wells p/well Law HB118
Current Fields
North Slope
Prudhoe Bay 1,526,932 691 2210 11.59% 14.91%
Kuparuk 320,685 337 952 8.36*%4 13.18%
Hsburne 38,293 51 751 5.22% 0.36%
Endlcott 98,099 35 2803 12.25% 3.68%
Cook Inlet
Beaver Creek 263 2 132 0.00% 0.00%
Granite Pt. 7,454 29 257 0.00% 0.00%
HcArthur River 19,053 76 251 0.00% 0.00%
Middle Ground Shoals 7,913 44 180 0.00% 0.00%
Swanson River 5,684 27 211 0.00% 0.00%
Trading Bay 2,310 34 68 0.00% 0.00%
Prospective Fields
Milne Pt. 30,000 40 750 4.67% 0.00%
West Sak 260,000 4000 65 0.00% 0.00%
Pt. Thomson 50,000 45 1111 7.62% 2.43%
Seal Island 100,000 112 893 6.57% 5.75%
Nlakuk 20,000 12 1667 12.25% 0.01%

For current fTields actual November 1988 data. For prospective fields the
expected values at peak production.



Source:

Top 10 Lower
48 FTeTds

Bel ridge South (CA)
Midway-Sunset (CA)
Kern River (CA)

East Texas (TX)

Elk Hills (CA)

Yates (TX)

Wilmington (CA)
Wasson (TX)

Spraberry Trench (TX)
Slaughter (X))

Oil and Gas Journal

Production

IF LOWER 46 FIELDS WERE

IN ALASKA THEY WOULD PAY

NO SEVERANCE TAX UNDER EITHER CURRENT LAW OR HB 118

Daily

165,981
157,526
128,451
111,225
107,244
91,890
81,975
78,610
60,585
55,792

Average Daily

26 i
19
17
12
98
80
40
36
8
15

ELF

O O © o © o © o © o

(Current or Proposed)

Severance Tax
Under Alaska Law

©O N O © o ©o © © © o
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U.S. fields with reserves exceeding 100 million bbl

Cum )

, e @ 18
it field  Gan P g co0 bh-
ALABAMA
Citroneiie. 1955...... 1.827 147.861 7.000 435
ALASKA
Sndicott, 1978.............. 339 § 43.098 324.902 37
Cfimte Point. 1965...... 1C9.535 16.213 29
Kuparuic River._1969 .... 112.055 503.397  994.945 323
Lisburn®, 1557........c... 14,500 356C0  175.689 49
Mcd%rlth% R|v%r.8196|5... 7,040 529.040 34,960 76

iddle Ground Snoal.
962, 137 155.889 5.263 42
, 576.335* 6,053.018t3,,533.665 691
Swanson River. 1957. 2,154 209,490 S.846 29
'Includes scout 5C.66 million Dbl of condensate, fIncludes about 138.66
million ool of condensate.
ARKANSAS
Smacover, 1922........... 2.654 556.907 9.097  2.100
CALIFORNIA
San moeain Valley
Balncge Saun.” 1911  60.583 71. 435235  6.000
Bacecaunedstt 6038 RIS R i85
Caalmga. 1690......... 10.212 753.345 161.19% 2.
go?unga NotF\‘. rt1hgz3 . 1285 458,665  17.37 78
v }
003 o M7 160432 2143 s
469 213.191 6,938 105
8.475 199,303  40.000 18]/’2}
1.470 &3‘3‘%% 25.670
30.144 . 579.776 1.8?9
577 11%.%5; 13.709 4
o1 %85 %3'0@6 5%5%% 9%5
ﬁern River.N1395 ....... 46800 1204479 743000 6.703
enieman Nerel
me. 1923..... . 171 456.643 1.298 44
kB s M g
eKitt.ieit. e . ) .
Miawaygunset. 1S94 57.487 1579 347 379.853 9,130
yoult Vesoy dog- 062 hdeh Al g
0 Brava. ) .
Yowiumne, 1974 esoMi  6.5/0 81.263  27.015 65
Coasul Ares
' gstr%ntena. Elggsw 2670 88.101  29.289 114
at Canvan E. .
1908 2.136 ﬁg%gg 46.930 ?%
Qcs Cuaores, 1969.... 4,371 . 54.140
TRt RGE I T I
grcutltﬁlgoljt'.'.'. '906 1%3.’ 74 "10.236 136
oint_Peoeenites
2T i — 6,515 11.715 331.544 19
incon* 182 1 . 1 1'8 148.759 14.832 240
Em Arcs, 1\;17_| 4,641 408.351  122.903 600
s T T
outh Maunuin. : . )
Ventura. 1919 wee e 7.072 834,742 97.026 570
Los Angeles_Basm
Ky G013 g3 1pms 60
Baverry Hills. 1900....  2.034 %g%%i 42.35 116
ru Ciindi. 1860..... 2.143 . 54,787 720
Coyote East. 1909..... h34 103.663 13,212 103
Coyote wee. 1509 .... 288 249.359 1481 113
ommguet, 1923...... I 269.266 7.448 113
Hurigr 0" each 1.066.263  72.044
Inglewood. 1924....... 5;9%8 '343.‘453 54'.14% 828
Lon[% Beaen, 1921...... 2,466 09.757 17.21 410
Memeoel'o, 1917....... 525 192.357 10.267 155
gélcrl]wlﬁlellz%. 81%95 ......... 1,494 189.165 27.412 203
. PGS aor 613077 9036 151
Sen eeacn. 1924..... 876 20%.11% %4.11% 128
Torrance. 1922 1.693 212.08 5,a4 3
Wilmington, 1932....- 29.921 2.292.229 495,633 2,050
COLORADO
Rangeiy. 1933.—..— 12.492 . 739.418  35.000 488

198
i Site. prod.
Slate Field dale
FLORIDA
Jay. 1970..cccvenenn.
ILLINOIS
Clay City. 1938............. 2.448
Lawrence, 1906.. 2.919
Lcuden, 1?35....vvveenn. 1.345
Main. 1906.............
New Harmony,
1.072
Salem. 1938... 2.167
KANSAS
Bemis-Shutts, 1928.. 1.169
Chase-Siiica. 1930... 1.013
El Cofado. 1915...... 839
HalI-Gurnsg. 1931— 1.032
Trapp, 1929............ 1.2C0
LOUISITANA
QOffshore ,
SaX Marchand Bik. 2.
949.......... 5,547
Eugene island BR. 33C.
920............ 7.359
Grance isle 61k. 16.
N 1.659
Granae 'sis 31k. 43.
1055 e smeeeceneeeema 4312
Mississ.poi Canyon Slk.
194, 1960...  4.929
Mam Pass oik. 41, 1957 2,985
Mam Pass 3ik. 306.
969............ 1,776
South Pass 8lk. 27,
954 ........ 1.659
South Piss 31k. 61.
968............ 3,140
Soutn Pass 8k. 62.
1965 -.-.- S e 3.331
South Pass 31k. 65,
1969............ 4,032
Ship Snoal Slk. 204.
1968 seommempmossmnconnc 1 501
Ship Shoal 8 k. 207,
LG P )
Ship Szhoal 31k 203,
South gimbalicr Skk. 21.
South Timbalier 8lk
. 1956... .390
West Delta 3'k. 30.1949  6.754
West Celta 81k. 73.1952  4.469
Onshore_South
Bay ce Chene. 1941..... 390
Say St. Eiame, 1928 — 321
Bayou Sole. 1941.......... 769
Black Say West, 1953... 1971
Caillou Isiano, 1930..... 2.308
Cote_Slancne Say West,
1040 741
Dei;; Farms. 1944 eweete 293
Garoin Island Say, 1934 1.406
Golaan Meadow. "1938.. 894
Grand Bay. 1938........... 464
oo ok 19267 L7
acxoer es . .
lowa, 1547 o 134
Jennings. 1901............. 315
Lating, 1935 coeveeceeemea  1.665

Lake Barre. 1929uwwiu 941

Lake Peito. 1929.......... 477
Like wasnmgton, 1931 2.353
Leiviile. 1931 weeoaca 447
Para0’s, 1939............ 725

Cum.
prod,

1-1-89
-1000 b]bl -
360.612

393.860
394,521
388.237
232.273

153.545
386.983

244 247
e
145,677
225388

596.972

230
2(53.729
272.255

116.868
237.554

201.869
125.317
152.151
106.364
100.875

66.070

87.818
160.169
216.239
139.337

EsL rim.
reserves

55.944

53.753
65.920
35.645
85.663

16.311
23,284

78.335
73,198
45.C00
31.594
89.252
38.930
38.000
65.274

47.133

NN O
OO

eh

walls

121

169
44

126
44

112

136

181



f
) — 1988
Oiet, * - prod.

uarantme 8ay 1937 761

imealur Bay.

Venice. 1 37 ............. 858
Vinton, a,910...... 287
Weeka Isijnd, 1945...... 816
West Bay. 1940 1.349
Caddd Pire island 1905  3.310

1544................. 673
Hayresvme 1921.... 761
Homer. 1919...... 434
Rooessa. 1935.... 331
MISSISSIPPI
Bartervilie. 1944....... 2.609
Heiccioer;, 1944.......... 2.823
Tinucy, 1959......cccceers 834
MONTANA
Bell Creek, 1957............ 958
Cut Sank. 1925............ 994
Pint, 1951......cccomiiinnns 1.302

I, 2.
Hocos. 1928.......cccccuu.n. 8.45C
Mailamar. 1525......... 1.855
Vacuum, 1529............... 12.359

NORTH DAKOTA

Beaver lodge. 1951....... 1,704
Billings Ness, 1573 . 2550
Little Kr.ne. 1977 ... 3.392
Mondin. 1976............... 439
OKLAHOMA
Burbank. 1920.............. 1.135
Eela-Rceoe'son.

1920, 746
Fitts. 1934...... 2.563
Glenr. Pool. 19 1.170

Golden Trend. 1345
Hea|otcn 1913

.................. 216
She vtI"Tum 1505....... 18.398
Sooner Treno. 1945...... 4.147
TEXAS
District 2
Greta, 1932 ... - 748
Lake Pasture. 1953....... 2.134
Tom O'Connor. 1934..... 10.330
West Rancn. 1923......... 2.640
et 1035 1,068
nanuac, .
Comoe. 1931..... 3.864
Gidoirgs. 1971... 3.665
Har.rgs. 1534 3.084

Magnet Withers. 1936...  1.834

Ster Bayou. 1541...... 864
Themoscn. 1931
Tsmeail. 1933... .
Weer.er. 1537

Cidtnct 4
Agua Du'ce-Stratton.

360
Bsnegot 192
Keliry, 1 2C0

700il A Cxi ksumiLlin 30 1919

yrod * EtL ram.

172.672
181.378

239.154
174.8C9
29.677

123.836
162.459
105,145

138.693
219.933
125.414
297.432
144.961
432.242

111.574
61,659
£1.437
13.165

536.746

- 133.124

199.894

nsewi
1,654
7,590
800
21.356

16,355.

12.883

tat
Ha.

'm
) Olie. prod.
stilt Held data —
é/rﬁ)uth 1925 400
i
Wtut» Pount"E'"I'géé" 60
District
AllaloraﬁwaE)Ferry 1933, 35600
L1928, 3.096
District 6
'I:East Te|a|s.9 10930 482%
ainvay. 1960......... .
FRwki, 194077 8244
Neenes. 1953.......... 1.416
Quitman, 1348....... 1.680
District 8
Anaectcr. 1946.......... 1.600
Block 31. 1945............ 3.556
Cowden. N, 1930......... 13.596
Cowden. S. Foster.
Johnson, 1932........... 9.696
D0|armoe 1945........... 2.568
1938............ w2923
FuIIerton 1942 7452
Goldsmnn. 1334 7,54?
Howard Glasscoc 5.04
latan. E., 1325 3.372
ordan, 1937..... 480
Keystone. 1930.. 1.872
MeEloy. 1926............... 1.894
Means. 1534................. ,020

7
Midland Ferns. 1944,.. 4,603

Sano Mils, 1931.......... 2,160
UL 1944 ..o 2,004
Wadcell. 1927............... 703
Ward Estes. N.. 1929 3.408
Western*, 1973 2.00

Yates. 1925
District, 8A
Antan-insnv1944......... 3,564
Cogaeil Area. 1949...... 1.556
Diifr.ono 14, 1949...... 1.9G3
Keliy-Snyoer. 1948..... 11.592
Levéiiana. 1938........... 17.323
Prentice, 1951.............. 6.216
Sait Creek. 1950 .......... 10.404
Seminole, 1935........... 7.004
Slaughter. 1935 ........... 20,364
Soraoerry Trend, 1951,  22.212
Wasson."1935.... 8.656
Welcft, 1942................. 3.324
District 10
Pannancie, 1921., 7.812
UTAH
Attamont, 1955........... 3,047
Aneth, 1956 5,340
East Anschuu R

1979............ 12,755
Red Wasn, 1951 1.075
WYOMING
Srady. 1960........... 2.438
6yron. 1918.......... 1.119
k Sas-n, 1915..... 2.968
frannie. 1928 1.122
Garlar.0. 1906.uuimice %.625
Grass Creek, 1914, 414
Hanvnon Ocme, 1018...  2.853
Harttcg O-ew. 6,647
iliie.”1969........... 541
Iﬁﬂce SCrﬁek %918 163
ittle Sutlaio Basm,

,,,,,,,,,,,,,,,,,,,,,,,,, 2.666

Lost Soldler 1916........ 230a
Oregon 6asm. 1912....... 8.669
Painter Reservair, 1979 1,739
Salt Creek 1906........... 5.210
Went. 1520 3.500
Wh|tney Canyon 1980.. 1,652

181.588
220.063
488.092

£00.796

0
1.171,320

175,910
3

1,423.236

89.493
354.004

80.365
77511

75.416
107.805
118.653
192.073
388.130

31.674
629. 689

99.695

10,379

231.216
30.000

727.799
13.377

105,435

-

WO —IROUT  ROW
OO O —RNoPO
WOIORFNW o100

A
Q
=

227
461

28
146
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1582

1983

1584

1585

1586

1587

Total

HOW REVENUE NEUTRAL

What collections would

have been under pre 1562 Law

Petro.
Income

Corp.
Tax
960
915
836
812
658

375

4576

Sev.

Tax

1215

1099

1033

1014

805

464

5634

Total

2199

2014

1869

1826

1463

839

1021 0

WERE THE 1961 CHANGES?
THinT]

Actual
Collections

Petro. Corp. Sev.

Income Tax Tax
65" .1582
236 1454
265 1393
169 1389
134 11C8
120 649

1593 7615

e Total

2251

1730

1658

1558

1242

9208

Loss from

change in
Law

52

(284)

(211)

(266)

(221)

70)

(1002)*

*Had the Legislature authorized deduction of the Federal Windfall Profits Tax the total

loss over the period would have been $670 mm



Severance Tax Receipts as Percentage of Gross Wellhead Value

Year

1982
1983
1984
1985
1986
1987

1988
1989
1990
1991

Wel lhead
Price
(S/bbl1

24.45
20.27
19.73
18.48
12.74

8.08

10.68
7.36
7.00
7.56

mm

Prudhoe Bay

Volume
(mmbbl)

557
560
562
564
563
567
(Suspension of
565
540
502
466

Sev Tax
Gross Sev as 7.
Value Tax of Gross
(Jmm) ($mm) Value
13619 1787 13.1%
11351 1499 13.1%
11088 1455 13.1%
10423 1368 13.1%
7173 941 13.1%
4581 601 13.1%
ELF on Prudhoe Bay ends)
6034 657 10.9%
3974 430 10.8%
3514 368 10.5%
3523 357 10.1%

Loss

from

ELF
(Smm)

NA
NA
NA
NA
NA
NA

135
92
93

105
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a. March 15,1989 ;



Department of Revenue Press Release

For More Information Contact: CIliff Groh, Special Assistant
Commissioner's Office
Juneau, Alaska (907/465-2300)

March 15, 1989

A petroleum accounting expert says the oil industry has earned
more than $42 billion in Alaska in after-tax profits from 1969
through 1987 - including more than $460,000 per hour since the
super-giant Prudhoe Bay field began producing in 1977.

According to the study by University of Texas Professor Edward
B. Deakin, the industry®"s share of profits from Alaska operations
since 1969 is 45 percent greater than the %29.3 billion received by
the state. The state collects oil revenues through royalty, tax
and lease payments.

Most of the oil company profits leave the state. The study
found that the oil industry®s cash flew, which includes profit and
repayment of original investment, has exceeded $61 billion. The
study calculates that the industry has re-invested approximately 28
percent of its cash flow in Alaska since Prudhoe Bay began
producing in 1977.

Industry after-tax profits in Alaska in 1986 and 1987 averaged
more than $8 million per day. In 1986 - the year following a
sharp decline in the world price of oil - Deakin found that Alaska
North Slope production and pipeline profits were $5.23 per barrel.
In 1987 that figure rose to $5.47 per barrel. The industry"s $42.6
billion in profits since 1969 represents a profit of $6.59 per
barrel for all Alaska activities.

Deakin®s study focuses primarily on North Slope production and
the trans-Alaska pipeline, which account for $41.5 billion of the
industry®s Alaska profits since 1969. His analysis does not
consider additional profits earned by the North Slope operators on
transportation, marketing and refining of Alaska crude oil after it
leaves the state.

The 110-page accounting analysis, prepared under contract to
the Department of Revenue, is based on public documents, including
annual reports and corporate filings with the Securities and
Exchange Commission, the Federal Energy Regulatory Commission,
state publications and reports by financial analysts.

In addition to his position as Price Waterhouse Centennial
Professor of Accounting at the University of Texas at Austin,
Deakin is also Distinguished Enterprise Professor and Director of
the Institute of Petroleum Accounting at the University of North
Texas. He is a certified public accountant, holds a Ph. D. and has
served on two task forces of the Financial Accounting Standards
Board (F.A.S.B.) which dealt with oil industry accounting matters.
Ho has advised the federal government, as well as various states
and companies on issues related to oil industry accounting.
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3/3/89
Referred: Finance

Original sponsor: Finance Committee

BY THE RESOURCES COMMITTEE
CS FOR HOUSE BILL NO. 118 (Resources)
IN THE LEGISLATURE OF THE STATE OF ALASKA
SIXTEENTH LEGISLATURE - FIRST SESSION
A BILL
6 For an Act entitled: "An Act relating to the oil and gas oproperties pro-

7 duction tax; and providing for an effective date."
8 BEIT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
9 * Section 1.AS 43.55.013(b) is repealed andreenactedto read:

(b) The economic limit factor for oil production of a lease or
property shall be computed according to the following formula:
(1-[PEL/TP]) exp ([150,000/(TP/Days)] exp [(460 X WD)/PEL])
where: PEL =the monthly production rate at the economic limit;
= the total production during the month for which the
tax is to be paid;
= the total number of well days in themonth for which
the tax is to be paid;
= the number of days in the month for which the tax s
to be paid; and
= exponent.
* Sec. 2. AS 43.55.013(d) is repealed and reenacted to read:

(d) The monthly production rate at theeconomic limit for a
lease or property is 300 barrels times the number of well days for the
lease or property during the month for which the tax is to be paid.

* Sec. 3. AS 43.55.013(e) and 43.55.013(f) are repealed.

* Sec. 4. RETROACTIVE APPLICATION. This Act is retroactive to
27 January 1, 1989, and applies to oil produced after December 31, 1988.
28 * Sec. 5.ALTERNATIVE RETROACTIVE APPLICATION DATES, (a) [f a court

29 makes a final determination that retroactive application wunder sec. 4 of

HB0118B -1- CSKB 118(Res)
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10
11
12
13
14
15
16
17

this Act is invalid, this Act is retroactive to the first day of the month
in which it takes effect, and applies to oil produced on or after that day.

(b) If a court makes a final determination that retroactive applica*
tion under (a) of this section is invalid, this Act applies to oil produced
on or after the effective date of this Act.

*Sec. 6. PAYMENT OF TAX DUE. The oil production tax payable as a
result of the retroactive application of this Act is due on the 20th day of
the calendar month following the effective date of this Act. [f the tax
due and payable is not paid by the date specified in this section, the tax
hecomes delinquent and subject to payment of interest and the provisions of
AS 43.10 relating to enforcement and collection of delinquent taxes.

*Sec. 7. OVERPAYMENT OF TAX UNDER REVISED FORMULA. The tax liability
of a party that is reduced by the retroactive application of this Act shall
be credited against the taxpayer's future tax liability. The provisions of
AS 43.05.280(a) and 43.05.280(b)(1) do not apply to, and interest is not
allowed on, the overpayment,

*Sec. 8. This Act takes effect immediately under AS 01.10.070(c).

CSHB 118(Res) -2- HB0118B
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DEPARTMENT OF REVENUE
March 13, 1989
WP Doc. 2959A
SECTIONAL ANALYSIS OF CSHB 118 (RESOURCES): LEGISLATION REVISING
THE ECONOMIC LIMIT FACTOR

Section 1. This section modifies the severance tax"s Economic Limit

Factor (ELF) as 1t relates to oil productlo™.

Under current law and under this section, the ELF statute reduces the
effective severance tax rate onoil production by applying a formula
which considers productivity. The ELF formula always produces a fraction
between zero and one. That fraction 1s multiplied with the nominal tax
rate to get the effective tax rate. This means that the higher the ELF,
the higher the actual tax paid; the lower the ELF, the lower the actual
lax paid. This also means that 1f the ELF Is zero, the severance tax

rate Is zero.

This section changes the ELF statute In two ways.

First, this section modifies the formula for calculating the
"economic limit" of oil production. The current law considers only
average per-well productivity of the field. The formula here adds
consideration of total Meld productivity to the current ELF formula.

Second, this section repeals the provision of current law which states

VATre1



that for any month during the first 10 years of commercial oil production

for which a lease or property"s computed ELF exceeds 0.7, the ELF shall
be considered to be one. This section®s repeal of this "rounding"” rule
of current law would result 1n Initial lower taxes for any field 1n this

situation.

Compared to current law, these two changes raise taxes on Tields
producing on average more than 150,000 barrels a day and reduce taxes on

fields producing on average less than 150,000 barrels a day.

Section 2. This section fixes the monthly production at the economic
limit (PEL) at 300 barrels per well per day. The PEL 1s a rough
approximation of the number of barrels a well mu;t produce to cover

costs.

Under current law, the PEL is presumed to be 300 barrels a day, and
the taxpayer may rebut this presumption at a hearing. This section

repeals the provisions for rebutting the 300 barrel per day presumption.

Section 3. This section repeals two provisions of current law which

are only necessary for setting a PEL 1n a hearing.

Section 4. This section applies the legislation to oil produced

after December 31, 1988.



Section 5. This section sets alternative dates of application 1n the
event of a successful legal challenge to the legislation. If a court
makes a Tfinal determination that the legislation cannot legally apply to
oil produced after December 31, 1988, then the legislation applies to oil
produced on or after the first day of the month that the legislation 1s
effective. If a court makes a final determination that the legislation
cannot legally apply to oil produced on or after the first day of the
month In which the legislation took effect, then the legislation applies

to oil produced on or after the effective date of the legislation.

Section 6. This section applies to payments from tax on oil produced
between the first date t> which the legislation applies and the calendar
month preceding the effective date of this legislation. This section
makes those payments due on the 20th day of the month following the
effective date of the legislation. The .tax becomes delinquent and

subject to payment of Interest 1f 1t 1s not paid by that date.

Section 7. This section provides that taxpayers who owe less taxes
for the period between the date this legislation first applies and the
effective date of this legislation will receive a credit against their
future tax liability. These taxpayers will not receive any Interest on

their overpayment of taxes.

Section 8. This section sets an Immediate effective date.
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STATE Of ALASKA ' Bill Version: s
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REQUEST:
Revision Oate: March 7. 1989 _ Aﬂen% Affected: Department of Revenue
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This bill nkodmes the economic limjt  factor ﬁ F) formula used in
computing the production ?severance) tax on o

He hill Ig) Introduces the, rate o]‘ field prodvctdon Into,. the e gonent of

the current’ ELF formula; (2) repeals the so-calle roundm

E)rowsmn of current |aw Which States that for any month d urmE% the f|rst

0 years of commercial oil production for which the computed

lease or property exceeds 0.7 the ELF shall be conS|dered to be one and
fl-ies” the production at the ecorﬁomm limit (PEL) at 300 barrels times

3
%he number of well days in the mont

TPIS bill 1 retroact|ve to Januar){ 1989, and applies .to oil produced
after Oecember 31, 1988. Because the' severance tax on oil for a given
month IS due during the following month, a tax change which takes effect
on Januar lwould not affect revenues unt|I February. Depending on the
actual é)(assa e date of the bill, the FY 89 amounts nay not be actually
collected until FY 9

This fiscal n?te was calculated using the oil 8% and Productlon
assumptions of the Department of Re nues Fal 8 Pet oIeum Product|on

Revente Forecast mid- case scenario up ate for actual ata th rou%
Novemoer of 1988. That forecast wes re dicated on Alaska North Iog
crude prices at the U.S. Gulf of $13.25 a barrel In FY 89 and $12.8
barrel In FY 90. 1/

Additional revenues for future years In millions of dollars are as follows:

1995 174

1996 169

1997 163

1998 153

1999 152

2000 144

2001 136

2002 129

2003 117

2004 110

2005 104

2006 o1

2007 80

2008 60

2009 45

2010 19

1/ Had the fiscal note used the oil price and volume assumpgions of the

“Consensus Revenue Ana?ysfs o? JanuaP 24, 1889 e kY 8 pHsca Impact
meum be $56 million, and the FY 90 ﬂscal |mpact\Neud eb % % nLQIgén i
n an

That analysis wes 8red|cated on Gulf ANS prices of $14.
$14.30/0b1 In FY 9



Due: Much 1, 1989

Prica/Ravenue S Ons:*vity Matrix for HB 118

(Millions of $)

UA%\ISG u@hc Fiscal Year
$hbl) 1989 1990 1991 1992 1993 19%
1035 28 & 8 97 100 96
1270 2 13 14 13 1 19
15.00 5 149 149 159 170 160
17.35 0 1 1% 1% 28 1%
19.70 84 216 218 230 243 216
22.00 B B B4 28 213 239

Assumptions:
1 Production and well assumptions from Department of Revenue mid scenario Fall 1988 forecast.
2. HB 118 effective date January 1,1989.
3. The variation in revenue between years is a function of a number of factors, including:
A. The changing relative tax rates under the current ELF and HB 118.
B. The effect of price on production levels, (e.g. West Sak economic at $18/bbL)
C. The effect of changing production and wells on ELF under either formula.
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IN THE HOUSE

HOUSE BILL NO. 113
IN THE LEGISLATURE OF THE STATE OF ALASKA

SIXTEENTH LEGISLATURE -

BY THE FINANCE COMMITTEE

FIRST SESSION

A BILL
For an Act entitled: "An Act relating to whe oil and gas properties pro-
duction tax."
BEIT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
~* Section 1.AS 43.55.013(b) is repealed andreenactedto read:
(b) The economic limit factor for oil production of a lease or
property shall be computed according to the following formula:
(1-[PEL/TP]) exp ([150,000/(TP/Days)] exp [(460 X WD)/PEL])
where:  PEL = the monthly production rate at the economic limit;
TP cthe total production during the month for which the
tax is to be paid;
WD =the total number of well days in the monthfor which
the tax is to be paid,;
Days =the number of days in the month for which the tax s
to be paid; and
exp =exponent.
* Sec. 2. AS 43.55.013(d) is repealed and reenacted to read:
(d) The monthly production rate at the economic limit for

lease or property is

lease or property during

* Sec.

HBO118A

3.

AS 43.55.013(e)

300 barrels

i'd month for which the tax isto be paid.

and 43.55.013(f)

are repealed.

HB 118

times the number of well daysfor the

a



DEPARTMENT OF REVENUE
February 9, 1989

SECTIONAL ANALYSIS OF HB 118: LEGISLATION REVISING
THE ECONOMIC LIMIT FACTOR
Section 1. This section modifies the severance tax's Economic Limit
Factor (ELF) as It relates to oil production.

Under current law and under this section, the ELF statute reduces the
effective severance tax rate onoil production by applying a formula
which considers productivity. The ELF formula always produces a fraction
between zero and one. That fraction Is multiplied with the nominal tax
rate to get the effective tax rate. This means that the higher the ELF,
the higher the actual tax paid; the lower the ELF, the lower the actual
tax paid.  This also means that If the ELF s zero, the severance tax

rate is zero.

This section changes the ELF statute in two ways.

First, this section modifies the formula for calculating the
"economic limit" of oil production. The current law considers only
average per-well productivity of thefield.  The formula here adds
consideration of total field productivity to thecurrent ELF formula.



Second, this section repeals the provision of current law which
states that for any month during the first 10 years of commercial oil
production for which a lease or property's computed ELF exceeds 0.7, the
ELF shall be considered to be one. This section's repeal of this
"rounding” rule of current law would result In Initial lower taxes for

any field in this situation,

Compared to current law, these two changes raise taxes on fields
producing on average more than 150.000 barrels a day and reduce taxes on
fields producing on average less than 150,000 barrels a day.

Section 2. This section fixes the monthly production at the economic

limit (PEL) at 300 barrels per well per day. The PEL Is a rough
approximation of the number of barrels a well must produce to cover

costs.

Under current law, the PEL Is presumed to be 300 barrels a day, and
the taxpayer may rebut this presumption at a hearing. This section
repeals the provisions for rebutting the 300 barrel per day presumption.

Section 3. This section repeals two provisions of current law which
are only necessary for setting a PEL In a hearing.

WP Ooc. 2959A
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This hjll modifies, the economic limit factor ﬁLF) formula used In
computing the production 2severance) tax on otl.

Tpe hill rgl) introduces ihe rate o[ field prodvctdor], Into . the exgqnent of
the current’ ELF formula; (2). repeals the so-called "rounding rule," the
E)rowsmn of current |aw Whiich states that for any month durln% the first
0 years of commercial oil production for which the computed ELF of a
lease or property exceeds 0.7 the ELF shall be considered to be one; and
{3) fixes the production at the economic limit (PEL) at 300 barrels times
he numoer of well days In the month.

Since the il drﬁes not carry an effective date, this an? SIS has a%sumed
that the bill will be enacted June [, 1989 and go Into erféct September I,
1989 and will apply to oil produced after August 31,1989. (8ecause the

severance tax on o1l for a tglven month Is dué during the following month,

a Ea>|< 8h%n e V\)IhICh takes effect on September 1 would not affect revenues

until October.

This fiscal n?te was calculated using the oil Pnce and Producnon ,
assumptions of the Department of Revenue's Fall 1938 Petroleum Production
Revenye Forecast mig-case scenario updated for actual data through
Novemper of 1988. 1/

Additional revenues for future years In millions of dollars are as follows:
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1997 163
1998 153
1999 152
2000 144
2001 136
2002 129
2003 17
2004 110
2005 104
2006 9
2007 80
2008 60
2009 45
2020 19
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REPORT OF THE RESOURCES COMMITTEE
ON HEARINGS ON KB 118

WHAT DOES HB 118 DO?

A change to make the ELF work as it was supposed to work, and
to reverse the tax cut for Prudhoe Bay, was proposed in 1987
as HB 164 and passed the House but was never considered in the
Senate. Changes to the ELF were recently proposed in HB 118,
now under consideration in the House. HB 118 1is similar to
the bill that passed the House in 1987, but would raise taxes
on Prudhoe Bay and Kuparuk more, and cut taxes on all other
oil fields more, than the 1987 proposal.

HB 118 provides a greater tax relief for all oil fields in
Alaska except Prudhoe Bay and Kuparuk, the two most productive
oil fields in Alaska (and the United States), and two of the
most profitable. Under the revised ELF, taxes for these two
oil fields will increase but will still remain below the
statutory rate of 15%. The only oil fields besides Prudhoe
Bay and Kuparuk whose severance taxes are not reduced by HB
118 are those fields which have a zero tax rate under current
law.

WHAT DATE SHOULD THE ELF®"S APPLICATION BEGIN?

The Resources Committee adopted an immediate effective date
and a January 1, 1989 beginning application date. The
Committee also considered the date of July 1, 1987 (the month
following the date that the ten-year founded ELF expired for
Prudhoe Bay, reducing the effective tax rate from 15% to
12.45%) Tfor the beginning application date.

The January 1, 1989 beginning application date will result 1in
$175 million more of revenue being raised than would be raised
under the current ELF through fiscal year 1990. Had the July
1, 1987 application date been adopted, HB 118 would have
resulted in the recapture of the entire $397 million revenue
lost under the current ELF as a result of the loophole from
the period from July 1, 1987 through to the end of the 1990
fiscal year.

The Resources Committee substitute also provides for payment
of the tax on the 20th day of the calendar month following the
effective date of the Act. It indicates that delinquent taxes
are subject to payment of interest and to the provisions in AS
43.10, which relate to enforcement and collection of
delinquent taxes, and also indicates that tax overpayments
will be credited against the taxpayer®s future tax liability.



IS THE RETROACTIVE APPLICATION DATE LEGAL?

Two legal memos (one by Legislative Legal and one by the
Attorney General®"s Office) have been done on the
constitutionality of retroactive dates. Both conclude that a
reasonable retroactive date, supported by public policy
reasons in the record, will be found constitutional.

In summary, the law requires that, to be retroactive, a
statute must specify that i1t is retroactive, and there must be
a two-thirds vote for an immediate effective date, though it
appears that a two-thirds vote 1is not necessary for a
retroactive application date. There is precedent in Alaska
and federal law for retroactive application of a statute back
from the date of enactment to the beginning of the calendar
year. Retroactivity has also been allowed during the year of
the preceding session. In one U.S. Supreme Court case, the
Court upheld a tax passed in 1*35 applicable to tax years 1933
and 1934. It would be very unlikely that this bill, with
retroactive application back to January 1, 1989, would be
found to be unconstitutional. Even were the application date
to be changed to July 1, 1987, the U.S. Supreme Court case
supports the likelihood that the two-year application would
also be upheld.

The federal rule of law is based on "reasonable notion”
whether the nature or the amount of the tax could not have
reasonably anticipated by the taxpayer at the time the
application date would begin. Changes to tax rates are
presumed to be foreseeable. In the U.S. Supreme Court case,
the court flatly rejected a taxpayer®s argument that
retroactivity was barred by due process because the proposed
rate increase had been under public discussion before Congress
for about a year, and the Court concluded that this had
provided ample notice of the increase. In the present case,
the taxpayers have been on notice that the ELF may be modified
since January 1987, when HB 164 was introduced. In fact, the
taxpayers were on notice even back in 1981 that the
legislature might reassess the tax structure in 1987.

While it is unlikely that the retroactive date back to January
1, 1989 would be found unconstitutional if challenged, to
ensure that there won"t be a problem, alternative application
dates were also added to the bill in the Committee substitute.
IT the Finance Committee were to want to adopt the earlier
retroactive date, it should adopt a committee substitute with
alternative dates as well. The version considered by the
Resources Committee included July 1, 1988 (the beginning of
the fiscal year), January 1, 1989 (the beginning of the
calendar year), and immediately on the effective date of the
Act.



WHO 1S FOR HB 1187

The administration has been a strong backer of HB 118. The
Department of Revenue and the Office of Developmental Policy
spoke before the Resources Committee on HB 118. (Contacts
include Hugh Malone, Cliff Groh, and Roger Marks from the
Department of Revenue, and Gregg Erickson and Richard Fineberg
from the Office of the Governor, Division of Policy.) One oil
company, Conoco Inc., has also indicated its support by
letter. Resolutions or letters in support of HB 118 were
received from Fairbanks North Star Borough, Ketchikc.n Gateway
Borough, the City and Borough of Sitka, the City of Cordova,
the City of Kotzebue, and the Alaska Conference of Mayors.

The Committee to Repeal the ELF, a private organization, also
supports HB 118. The Resources Committee has also received
testimony, letters, and public opinion messages from members
of the public in support of HB 118.

WHO 1S AGAINST HB 1187

Many oil companies that testified and/or sent letters and/or
placed advertisements indicating their opposition to HB 118.
They include BP Exploration (Alaska), Inc. (formerly Sohio);
ARCO Alaska, Inc.? Exxon Co., U.S.A.? Texaco, U.S.A.? Phillips
Petroleum Co.? Chevron U.S.A., Inc.? and Amerada Hess Corp.
Three private organizations, Alaska Oil and Gas Association,
the Resource Development Council, and Common Sense For Alaska
also oppose HB 118. ENSR Consulting and Engineering, a
private firm, has also indicated its opposition to HB 118. The
Resources Committee has also received testimony, letters, and
public opinion messages from members of the public in
opposition to HB 118.

WHAT HAPPENED IN THE RESOURCES COMMITTEE?

The Resources Committee allowed over 6 hours of testimony from
the Administration, over 6 hours of testimony from the oil
industry, and over 6 hours of testimony from the
representatives of cities and boroughs, private organizations,
and other members of the general public. In addition, the
Resources Committee held a debate between the Administration
(represented by Gregg Erickson) and the oil industry
(represented by Tom Williams of BP Exploration (Alaska), 1Inc.)
in which members of the committee and other House members
asked questions of those two spokesmen and in which each
spokesman had an opportunity to respond to each others®
statements. The Resources Committee also submitted written
guestions to the Administration and the oil industry and
obtained their responses and spent a number of hours asking
questions of the Administration and the oil industry. The
Resources Committee has also considered news articles written
on the ELF. HB 118 pasced out of Resources Committee with 4
do pass recommendations, 4 no recommendations, and 1 do not



v i o r-
pass recommendation. Representative Walt Furnace, who voted
do not pass, submitted a "minority report” to the Committee on

HB 118.
WHAT ARE THE MAJOR ARGUMENTS IN SUPPORT OF HB 118?

Those in support of the HB 118 believe that Alaska is not
receiving an appropriate share of the profits from the most
profitable oil fields. The Alaska Constitution requires that
the legislature ensure that Alaska®s resources be used for the

maximum benefit of its people. (Alaska Const., Art. VIII,
Sec.2) The oil industry is making substantial profits and
paying a relatively small amount in taxes. Oil companies pay

less in oil taxes in Alaska (both federal and state combined)
than they pay in oil taxes in other oil-producing states and
countries.

Since 1987, the oil companies have been able to avoid paying
the full amount of the statutory nominal rate for the resource
because of a loophole in the tax law. The legislature was
intended to revamp the oil tax laws after the
constitutionality of the separate accounting method was
determined, but this was not done.

Those in support of HB 118 also support a greater tax break
for marginal fields, which HB 118 provides. These tax cuts
are designed to encourage continued or additional production,
which promotes economic development and creates jobs.

WHAT ARE THE MAJOR ARGUMENTS 1IN OPPOSITION TO HB 1187

Those 1in opposition believe that the change is unnecessary
because the present ELF is working well and as intended. The
present ELF takes into account the fact that oil fields become
less profitable over time until they are no longer profitable
at all.

Those opposed to HB 118 also believe the bill is ill-advised
because the ELF would no longer depend on a field"s relative
profitability in setting the actual rate of tax. The proposed
ELF lowers tax rates for fields with less than 150,000 barrels
a day of production, while increasing them for more. This
emphasizes field size rather than profitability and ability to
pay taxes. Those in opposition to HB 118 also believe that
the bill is ill-advised because the state stands to gain more
from additional investment and development of Prudhoe Bay and
Kuparuk than it will from any of the marginal fields.

Those 1in opposition also believe that HB 118 is unfair because
they believe that fields of similar economic situations would
be taxed at dissimilar rates, with more-productive fields
being charged a higher rate than less-productive fields,
because the oil 1industry is already being disproportionately



taxed relative to other industries of the state, and because
the state is already receiving its fair share from oil
production. Those in opposition claim that the ELF will
result in oil being left in the ground and jobs being lost.

WHAT NEW INFORMATION WAS GAINED FROM THE RESOURCES COMMITTEE
INVESTIGATION AND WHAT QUESTIONS REMAIN TO BE ANSWERED?

(1) What should be included in determining what constitutes a
fair profit from North Slope oil development?

The Administration has included profits from the trans-Alaska
pipeline and feeder pipelines. These charges are removed to
determine the wellhead (base) taxing price. Because the North
Slope oil companies own the pipelines, those oil companies
have been able to hide profits in the fees paid to themselves
for use of the pipeline to make it appear that their profits
are ?ower than they actually are.

Oil company representatives focus only on production profits
and taxes, excluding the pipeline. 01l companies do include
royalties in determining relative shares of North Slope
production revenue, however. The oil companies treat royalty
payments like taxes, though they are not taxes. Royalties
must be paid to the owner of the land from which the oil is
extracted, regardless of who the owner is. A royalty must be
paid to private owners as well as when the owner is the state.
Thus, royalties are appropriately considered only if all costs
and profits are considered.

In their first committee appearance February 11, ARCO and BP
presented per-barrel analyses of North Slope production
profits. BP began from an average lower 48 well-head price,
thereby excluding an estimated $1.14 in pipeline profits fronm
its consideration, as well as larger sums of cash flow to the
company. ARCO used a Kuparuk barrel of oil, using Gulf Coast
prices and transportation costs and omitting the pipeline
profits from its Kuparuk and TAPS pipelines. The Resources
Committee questioned whether the ARCO example was appropriate,
since Kuparuk oil is marketed almost exclusively on the west
coast, which is more profitable to the companies because West
Coast tanker costs are considerably lower than those incurred
in transportation to the Gulf Coast. Members of the Resources
Committee also questioned whether the pipeline profits should
be excluded from the evaluation.

Review of the 1981 record indicates that the Legislature spent
little time discussing the profitability of the pipeline
during its deliberations. By asking a number of questions -
and asking them a number of times - the Resources Committee
has provided a basis for others to determine that the pipeline
operations constitute a significant portion of North Slope
profits and should be considered in determining what is a fair
profit for North Slope oil development and thus what is a fair
tax.



(2) Was there a "deal™ 1in 1981 to put the ELF into effect at
Prudhoe Bay 1in 19877

The oil industry claims that there was such a deal. The
Administration claims otherwise. The record shows that, 1in
1981, the oil and gas taxation statutes were revised to
provide for another accounting method for computing corporate
income taxes. This was deemed necessary because of lawsuits
by oil companies challenging the constitutionality of Alaska"s
separate accounting method. This tax package drastically cut
oil companies®™ corporate income taxes and modified the ELF to
raise the effective rate of the severance tax. This was
designed as a temporary fix. The oil and gas taxation
statutes were intended to be modified once the
constitutionality of the separate accounting method was
determined. This was reflected in the statement of
then-Governor Jay Hammond when he signed the 1981 tax package
into law. Governor Hammond has recently reiterated in recent
comments that he did not believe that the 1981 changes were
intended to be permanent. Nothing introduced in the record
supports the contention that there ever was such a deal to not
change the ELF.

(3) How do the taxes from Alaska oil development compare to
oil taxes that are paid elsewhere?

The Administration showed the Committee that virtually every
field in the lower 48 (except one) would pay no severance tax
if they were to be placed under either Alaska®™s present or
proposed severance tax structure. Wells in the two most
productive fields in the lower 48 produce less than 30 barrels
per day (compared to Prudhoe Bay®"s 2,200 barrels per day and
Kuparuk®s 950 barrels per day). Of the top 10 oil-producing
states, Alaska®"s severance tax payments, 7 other states have
higher taxes than Alaska.

The Administration also presented charts comparing oil tax and
royalty payments to the state and federal governments on
Alaska production to government payments for production 1in
Great Britain, Indonesia, Venezuela, and Nigeria. In all
instances, the producers®™ per-barrel payments to government
were significantly higher in other jurisdictions.

The industry countered that different taxing policies and
different formal working arrangements, as well as higher
production and transportation costs in Alaska render such
comparisons invalid. To ascertain the true answer, it
requires knowledge of the investing company®s internal rate of
return on Alaska investments and its hurdle rate of return on
prospective investments. The industry considers this
information confidential and declines to make it public.



Although the Resources Committee focused on this question in
questioning the industry, the responses did not shed light on
the question. In essence, the three largest producers
responded as follows: BP Exploration (Alaska) Inc. said it
had no lower 48 production and therefore could not answer the
question; ARCO said the data was confidential information;
Exxon said its information was not readily available.

Subsequent to the hearings, the Administration provided an
investment house review of ARCO"s North Slope and Lower 48
costs. That report (by Salomon Brothers in September 1987)
indicated that lower 48 and South Alaska production costs were
more than twice those of Prudhoe Bay and nearly 1.5 times
those of Kuparuk. This is significant, in that
representatives of both ARCO and BP used data from investment
house analyses and suggested that the committee should pay
careful attention to that data.

(5) What are the effects of the current ELF on current North
Slope Activities?

The industry argued that the recent increase in in-fill
drilling and well re-work activity at Prudhoe Bay and Kuparuk
could be attributed to the ELF-caused reductions in severance
tax at both fields. A change in the ELF, the industry argued,
would cause a reduction in field activity and a corresponding
reduction in production. In response to this contention, C.V.
Chatterton, Chairman of the Alaska Oil and Gas Conservation
Commission, stated that he did not think that this legislation
would have a significant effect on either Prudhoe Bay or
Kuparuk field operations, which he sait® were aimed at
maximizing production in the two largest producing fields 1in
the United States. Mr. Chatterton®s views were his personal
views and did not represent those of the Commission. Because
of his extensive industry experience, his statements were
particularly impressive.

(6) What is the likelihood that significant amounts of oil
might be left in the ground due to the passage of HB 118?

Industry opponents of HB 118 stated that if HB 118 1is passed,
the increase in tax collections will reduce the money that
would otherwise be available to the field operators for
reinvestment in Alaska. Administration economists countered
that the price of oil plays a much larger role than the ELF 1in
determining cash available for reinvestment and that if any
oil were left in the ground at Prudhoe Bay or Kuparuk due to
the closing of the ELF loophole at these two fields, the
amounts would be relatively insignificant. They also argued
that uny net loss in production or jobs due to the passage of



HB 118 would be far less than the gains in revenue and
resulting from the capture of additional revenue on ea<
barrel of projected production.. This is because much ®f the
tax revenue generated by HB 118 would remain in Alaska,
further contributing to a healthy economy, while a large
portion of industry profit would leave Alaska, with the
opposite effect. The Resources Committee is awaiting a
detailed memorandum on this issue from the Administration,
w2 ich will be forwarded to the Finance Committee.

J7) What are the effects of North Slope activities on state
employment?

The Administration countered the oil industry"s claim that
jobs would be lost as a result of HB 118 with the contention
that some jobs would be gained from HB 118 as a result of the
development of marginal fields, which are more

labor-intensive. The Committee received little substantiation
about claims from the oil .industry that HB 118 would result in
loss of jobs. Data presented last year in support of the ELF
revision indicated that industry claims of effects on jobs may
be somewhat exaggerated.

CONCLUSION

The voluminous data presented in the ELF supports the case for
modifying the ELF so that both Prudhoe Bay and Kuparuk - the
two largest fields in the United States, whose wells produce
far more oil per day than high-producing wells in the lower 48
- pay higher effective taxes than under the current ELF and
so that other operating and prospective fields, which m?.y need
a tax break, get a better break and pay lower taxes than under
the current ELF. There is also justification in the record
for retroactively tightening or closing the loophole that
opened at the end of June 1987 at Prudhoe Bay, when the
10-year ELF exemption under AS 43.55.013[b][2] ended at
Prudhoe Bay and the ELF kicked in.
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HOUSE OF REPRESENTATIVES ) 4083718
COMMITTEE ON RESOURCES

MEMORANDUM

TO: The Majority Caucus

FROM: Representative Cliff Davidsoi”")
Representative Curt Menard C/k YW
Co-Chairs, House Resources ranunirt”e

DATE: February 3, 1989

SUBJECT: House Bill 118 - The ELF Bill

Qur staff has prepared the attached paper on the ELF and the
history and issues surrounding it, which we think will be
helpful 1in understanding the bill. We would be happy to talk
to you about this bill if you have any questions.



WHAT IS THE SEVERANCE TAX?

The Severance (production) tax is a tax that the state 1imposes
on the extraction of oil, gas, and other nonrenewable
resources. The severance tax is a mechanism designed to give
the people a share in the nonrenewable resource wealth of a
state. In Alaska, this tax is one of the largest sources of
oil revenue to the state. Other oil revenue derives from the
corporate income tax and the property tax, but these taxes are
a small source of state revenue by comparison. These taxes
are different from a royalty, which is the amount that a
company contractually agrees to pay the owner (which in this
case 1is the state) 1in the oil lease for the extraction of the
oil from the owner®s land.

The statutory nominal rate of severance tax on oil production
in Alaska 1is 15%. (The "nominal rate” refers to the amount of
the tax prior to the application of the ELF formula. The
amount of tax after the application of the ELF formula 1is
called the "effective rate".)

WHAT IS THE ELF?

"ELF" means "economic limit factor". In simple terms, the ELF
is a tax formula that serves to reduce the severance tax by
variable amounts, depending on per-well production at
individual fields. The ELF was designed to lower the tax rate
for the less profitable oil fields to encourage continued
production as the productivity of the well declined and to
encourage development of the less profitable oil fields. As
an oil field"s production declines, the ELF reduces the tax
burden. As the field"s oil production reaches the point at
which it would be forced to shut down further oil development,
the severance tax would be reduced to zero. Thus, it Wels
designed to provide a substantial tax cut for less profitable

oil fields.

The original ELF was created by the legislature in 1977.

In 1981, as a result of lawsuits by oil companies challenging
the constitutionality of Alaska®s separate accounting method
of computing corporate income taxes (which was later found to
be constitutional), the oil and gas taxation statutes were
revised to provide for another accounting method. This tax
package provided Alaska®s oil producers a large reduction 1in
their corporate income taxes on the assumption that most of
the revenue lost from the income tax would be offset by the
gains from a modification of the ELF that would raise the
effective rate of the severance tax. This was devised as a

temporary fTix.



In this legislation, for all oil fields in their first ten
years of commercial production, the ELF was fixed at 1.0 if
the oil field"s calculated ELF exceeded 0.7. (This has been
called the "ten-year rounding rule™.) At the time the 1981
legislation was passed, several policy makers, including then
Governor Hammond, stated that the legislature could reassess
Alaska®™s o1l tax structure, after the courts determined the
constitutionality of Alaska®"s method of separate accounting.

For Prudhoe Bay, the most productive and most profitable oil
field, the ten-year rounding rule resulted in the severance
tax being temporarily raised back up to the statutory nominal
rate of 15%. Prudhoe Bay®"s ten-year anniversary was on June
20, 1987. On June 20, 1987, the rounded ELF of 1.0 expired,
resulting in an effective tax cut from 15% to 12.45% for
Prudhoe Bay.

Because oil revenues account for more than 84% of state
revenues, much of it from Prudhoe Bay, state revenues were
immediately reduced by more than 5% as a result of the
expiration of the rounded ELF for Prudhoe Bay that occurred 1in
1987 - more than $100 million per year. The state®s budget
crisis 1is partially attributable to this loss of revenue.

A change to make the ELF work as it was supposed to work, and
to reverse the tax cut for Prudhoe Bay, was proposed in 1987
and passed the House but was never considered in the Senate.
Changes to the ELF were recently proposed in HB 118, now under
consideration in the House. HB 118 1is similar to the bill
that passed the House in 1987, but would raise taxes on
Prudhoe Bay and Kuparuk more, and cut taxes on all other oil
fields more, than the 1987 proposal.

WHAT DOES THE ELF BILL DO?

The ELF bill provides a greater tax relief for all oil fields
in Alaska except Prudhoe Bay and Kuparuk, the two most
productive oil fTields in Alaska (and the United States), and
are two of the most profitable. Under the revised ELF, the
taxes for these two oil fields will increase but will still
remain below the nominal statutory rate of 15%. The only oil
fields besides Prudhoe Bay and Kuparuk whose severance taxes
are not reduced by the ELF bill are those fields which have a
zero tax rate under current law.
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WHAT DATE SHOULD THE ELF®"S APPLICATION BEGIN?

There is currently no beginning application date specified in

the ELF bill. If passed as is, the ELF rate change would
apply to all oil produced beginning 90 days after the bill is
signed by the Governor. Amendments have been drafted to

provide other choices of dates for beginning application of
the ELF rate change.

The other choices of dates for beginning application of the
ELF rate change are June 20, 1987 (when the ten-year rounded
ELF expired for Prudhoe Bay, reducing the effective tax rate
from 15% to 12.45%), January 1, 1989 (the beginning of this
calendar year), or immediately upon being signed by the
Governor.

The earliest choice will recapture the entire $397 million
revenue lost from the period from June 20, 1987 through to the
end of the 1990 fiscal year. The later the application date,
the more the revenues that will be lost. If a January 1, 1989
beginning date is used, $222 million of revenue would be lost.
If a June 1, 1989 beginning date is used, $271 million of
revenue would be lost. IT a September 1, 1989 beginning date
is used, $301 million would be lost.
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In February 1988, A Barrel of Oll at
Valdez Was Worth $11.93.

This is how the $11.93 Was Divided:

Costs of Production

and Pipeline Operations

$1.44

$3.46 Profit
U.S. Income Tax
$1.40
Severance $0.99
Property Tax $0.46
Royalty $1.10 Degreciation & Other Cash
State Income Tax §2.36
$0.12

Costs of Operations | | TotheFeds 1 1To the State To the Oil Companies

Division of Policy, 9/9/SS



Reinvest in Alaska?

Reinvested In Alaska
(Per Barrel)

5

Removed from Alaska
%55 Barrel)

Division ofPolicy, 9/9/88



How Much ofThe $11.93 Revenue Per Barrel Gets Paid To Alaska Workers?

($/Barrcl)

Paid To Alaska Workers $.70

Division ofPolicy, a79/u
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Alaska Ol Industry Employment
1986-1988

ThousT"ids
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0il Extraction WA 0il Field Services

Source: Alaska Dept, of Labor
BLS 790 Survey
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PRODUCTION

(Calendar Year 1987)
ALASKA
2.0 Million B/ID
NIGERIA
1.2 Million B/D

60OV ERNMENT REVENUE

NIGERIA

S6.2 Billion

Billions
Dolla:‘)sf o ALASKA
Pervear $3.1 Billion

Source (Nigeria): Petroleum Economist, Nov. 1988 Division o fPolicy 218i89



PRODUCTION
(.Calendar Year 1987)

3
ALASKA
M illions 2.0 Million B/ID
Barrers VENEZUELA
Per Day 1.3 Million B/D
GOVERNMENT REVENUE
10
VENEZUELA
9 S9.2 Biflion
Dlollloar:r):f 8
ALASKA
$3.1 Billion
8111111
mMm®®

Source (Venezuela): Petroleum fntelligenccWeekly, 4/25/88 Division of P:\tcv 2 * .9
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UNITED KINGDOM
3.2 Million B/D
ALASKA
2.0 Million B/ID

GOVERNMENT REVENUE

UNIT&Q3 g”i\(l)%DOl\/l
NPV, WV
ALASKA
$3.7 Billion

Division o fPolicy 2 $ 89
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PR ODUTCTION
(Calendar Year 1987)
ALASKA
2.0 Million B/D
INDONESIA
1.3 Million B/D
GOV ERNMTENT REVENUTE
INDONESIA
$4.5 Billion
Pér Yééfr ALASKA
I $3.1 Billion
2 ==
1 mm

Source ([ndonesia): Petroleum Intelli*enceWeekly, 8/31/87,12/7/87 Division ofPolicy 2.5 89



How Would The New ELF Affect Profits And Shares ?

OIL COMPANIES
$3.46/B (46%) OIL COMPANIES

0,
ALASKA $3.26/B (43%)

ALASKA
$2.87/B (38%)

$2.67/B (35%)

CURRENT ELF PROPOSED ELF

Division ofPolicy, 2710189
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B 118

Ro?er Marks ,
Pefroleum Economist

f the ELF formula contamed |n HB 118 aE plied to oil groduced after

|
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based on’ th (f assumptions in the Deparément of Revenues Fall
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June 30, 1987 m
December 31, 1588 17/Em
May 31, 1989 120mm
August' 31, 1989 %mm

The August 31, 1985 figure was the basis of the fiscal note on the

hill.
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June 30, 1987
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Synopsis of Alaska Fields
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QUESTIONS AND ANSWERS ON

HOUSE BILL 118

Why should the Legislature.modify.the ELF?

This legislation promo"tes economic development,
creates jobs, raises revenue, and protects the interests
of the people of Alaska 1in their resources.

What tax does the Economic Limit Factor formula affect?

The Economic Limit Factor (ELF) formula affects
the severance tax on oil. The severance tax - also
called the production tax — 1is a tax on oil removed from
the ground. The tax compensates for the depletion of
the state®s non-renewable resources. The severance tax
has provided more than a third of the state"s
unrestricted General Fund revenue in the past decade.

What 1is the Economic Limit Factor?

The ELF is a formula which reduces the severance

tax actually paid on oil. The ELF formula produces a
fraction whicn reduces severance taxes as tne produc—
tivity of a well declines. This reduced severance tax
rate is the "effective”™ severance tax rate — that is,

it is the rate the producer actually pays. The effective

severance tax rate is the "nominal severance tax rate
(the one set out, or "named"™ in statute, which 1is
normally 15 percent for mature fields) multiplied by the
ELF. Here®s an example:

15% nominal tax rate
multiplied times ELF of 0.66

equals an effective severance tax
rate of 9.9%

The higher the ELF, the higher the actual tax

paid. The lower the ELF, the lower the actual tax paid.
A low ELF provides a large tax break.

DEPARTMENT OF REVENUE (February 9. 1989)



Why do we have the ELF?

The ELF was originally created in 1977 to encour —
age oil companies to develop marginal oil fields, and
to extend the life of producing fields when production
at those fields became marginal.

How did we get to where we are today?

In 1981, the Legislature sharply reduced the
state™s corporate income tax on oil and gas producers
by abandoning separate accounting. (The changes were
made because the separate accounting law had been chal —
lenged in court, but the state later won the lawsuit.)
In an attempt to compensate for the expected loss of
revenues from the changes made in the corporate income
tax, the Leaislature raised the severence tax rate from
12.25% to 15%. Because the ELF formula would have cut
into this needed revenue, the Legislature as a stopaap
measure — suspended the ELF at Prudhoe Bay until 1987.

Even at the outset, this attempt to compensate
failed. The 1981 changes in the income tax and sever—
ance tax had the net effect of costing the state more
than $1 billion in lost revenues between fiscal years

1982 and 1987.

In 1987, the impact of the 1981 tax changes be —
came even more negative for the state. When the stop—
gap provision ended in 1987, this additional tax break
caused the effective severance tax rate at Prudhoe Bay
to drop sharply. (Graphic #1 shows this sharp drop for
Prudhoe Bay.) This sharp drop immediately cut Alaska“s
total revenue by $135,000,000 in FY88.

Why do people want to change the ELF now?

The current ELF is not giving Alaska an attrac—
tive enough tax climate to encourage development of mar —
ginal oil fields. Instead of helping marginal fields,
the ELF formula now mostly provides a massive and un—
necessary tax break to two fields which are not marginal
at all -- Prudhoe Bay and Kuparuk. These are the larg-
est oil fields in the United States, and two of the most

profitable as well.

DEPARTMENT OF REVENUE (February 9. 1989)



House Bill 118 would target tax breaks toward
marginaltfields and away from these two large, high-
prorit fields. The bill would aive tax breaks to cur—
rently producing marginal fields such as Enaicott and
Lisburne and to prospective marginal fields at Niakuk,
Point Thomson, Milne* Point, and Seal Island. It would
leave taxes at zero at West Sak and all the Cook Inlet
fields. (See Graphic #2.)

In fact, HB 118 would cut - or leave at zero -
the taxes on every oil field in Alaska exceDt Prudhoe

Bay and Kuparuk.

HB 118 would reduce the tax breaks given to
Prudhoe Bay and Kuparuk. The current ELF cjives a 20 per —
cent tax break to Prudhoe Bay, and more than a 40 percent

- tax break to Kuparuk. HB 118 would reduce - out not
eliminate - the tax breaks given to these two large
fields.

Graphic #3 shows the tax savings provided bv HB
118 for producers at all other fields except Prudhoe*3ay
and Kuparuk. Graphic #4 shows the increased revenues
generated from Prudhoe Bay and Kuparuk by HB 118. The
legislation on balance raises substantial revenues.

How much revenue would HB 118 raise?
HB 118 does not provide for an effective date,

nor does it specify when it begins to apply. Assuming
that the bill went into effect September 1, 1989 ana

applied to oil produced after August 31, 1989 - and
assuming the mid-case scenario projections of the Fall,
1988 Department of Revenue forecast - the bill will

raise $96 million in Fiscal Year 1990.

The legislation would raise much more money 1if

it were retroactive. If the bill applied to oil pro—
duced after December 31, 1988, it would generate $175
million for FY89 and FY90. If the bill applied to oil

produced after June 30, 1987, it would generate $397
million in FY89 and FY90.

The long-term fiscal impact 1is substantial as
well. For the FY91-FY95 period, the legislation would
raise $848 million.

DEPARTMENT OF REVENUE (February 9. 1989)
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Decrease Under HB 118
(For Representative Years)
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ABOUT THE "ELF"

Q,_ What Is the ELF?

A. The Economic Limit Factor (ELF) is just anumber ranging
from zero to one (1.00) that ismultiplied times the base
tax rate to figure out the actual tax rate on oil and gas
production. The ELF is computed according to a formula set
out in the production tax statute.

Q. Why have the ELF?

A. It allows oil and gas to be produced that would stay in the
ground without it. This gives the State of Alaska addition—
al royalties and gives the State and municipalities a higher
property tax base because the tangible field investment 1is
depreciated over a longer economic life.

A production tax is based on the gross value of the produc—
tion, not the profit from it. Operating costs rise as time
passes. Eventually they reach the total value of the pro—
duction, Jleaving nothing for profit. Since the tax does not
change when profits are shrinking, it squeezes profits even
further and hastens the time when there i3 no profit left at
all. The field then gets shut down even though more oil and
gas could be economically produced if there were no tax.

The ELF avoids this by lowering the actual tax rate as the

field becomes less profitable. However, the ELF formula is
carefully designed so that the tax rate is not reduced very
much until the field is very close to closing down. Then

the ELF falls rapidly to zero and so does the tax.

Q. Last year the state House of Representatives passed a change
to the ELF formula that they say would lowertax rates for
small fields [like Endicott. Wouldn T this change bebetter
for marginal fields than the present ELF formula? -

A. Don X confuse smallness with being marginal. A field in
Cook Inlet about 1/20 the size of Prudhoe Bay has had a
higher internal rate of return than Prudhoe. On the other
hand, West Sak has as much or even more oil in place than
Prudhoe, but it will be so difficult and expensive topro—
duce that it 1is only a marginal field economically.

All small fields would get a tax break under the House bill,
whether they need it or not.

The House bill would calculate the ELF using field-wide
production, instead of production per well. Under the House



bill, drilling new wells to increase production would actu—
ally raise the tax burden per barrel for the field. This
would be a disincentive to full development. The present
ELF provides an incentive.

Isn ™ the ELF just a give-away that was made in 1981?

No, the present ELF formula was enacted in 1977. Our pres—
ent governor, Steve Cowper, was the House Finance Committee
chairman then and endorsed the ELF concept:

"Given the tax relief that the [ELF] proposal will
afford the economically marginal oil and gas

fields and the relatively modest increase intaxa—
tion the proposal places on the highly productive

and profitable oil and gas fields, House Finance
Committee Substitute for CS for SB 238 represents

a balanced and reasonable adjustment to the pres—
ent tax law."”

Source: 1977 House®"Journal, Supp. 60 (May 7, 1977), p. 8.

The 1981 legislation raised the actual tax rate for Prudhoe
Bay to 15% by increasing the base rate from 12.25% to 15%
and by "rounding off" the ELF to 1.00 until June 1987, the
10th anniversary of Prudhoe production. The actual tax rate
with the ELF today is 12.1% -- higher than the 11.7%it was
prior to the legislation in 1981.

When Governor Hammond signed the 1981 legislation, he said
he had full confidence in the ability of the Legislature to
deal with the situation when the ELF would start ud again
for Prudhoe Bay in mid 1987. 0Oidn"t he mean that the ELF

No. Governor Hammond®s most important concern was that the
State"s share should remain at or above 30%. He was told
that the bill would keep the State®s share just over this

30% minimum until the ELF started working again in mid 1987
for Prudhoe Bay. Everyone agreed the ELF would reduce the
State"s share, but no one in 1981 was prepared to predict
whether the reduction would drop the State"s share below

30%; If it did drop below that minimum level, Governor Ham—
mond had full confidence in the Legislature®s ability to
remedy the situation.



Has the State been getting its 30% share? If so, is It
gtlll getting it now that the ELF has kicked m again for
Prudhoe Bay?

Yes to both questions. The following table shows the
State"s actual share through FY 87 and its projected share
for FY 88 through FY 91.

Actual
State Share

FY 82 35.02%
FY 83 33.80%
FY 84 36.53%
FY 85 36.89%
FY 86 37.40%
FYy 87 52.35%

Projected State Share
$9 01l at Wellhead $11 Oil at Wellhead
($13-14 at market) ($15-16 at market)

FY 88 79% 57%
FY 89 92% 61%
FY 90 96% 63%
Fy 91 103% 67%
Sources: For FY 82-85 actuals, Alaska Department of Revenue

(Research Section), "ANALYSIS OF HB 353" (October 31, 1985),
Mean Case Summary Tables, Table 2a ("Calculation on State
Petroleum Revenues as a Percent of Adjusted Production In—
come™) , column 12 ("State / Net Rev %"); for FY 86-87 actu—
als, Petroleum Intelligence Weakly; for FY 88-91 projec—
tions, Alaska Department of Revenue (Larson, Logsdon and
Marks), "SENSITIVITY ANALYSIS OF PROJECTED REVENUE COLLEC—
TIONS"™ (December 1986), pp. 82 (for $11 wellhead figures)

and 93 (for $9 wellhead figures).

How much is the impact: of the ELF? La3t year in June the
State was saving it would be $200 million for FY 88 and"89
together. This past February the Department of Revenue said
it will be $300 million, and the Speaker of the House re—
cently said $400 million.

As a percentage of the State"s petroleum revenues, the ELF
represents a reduction of slightly less than 7%. The dollar
amount depends on the price levels you assume. The higher
your prices are, the greater the impact in dollar terms.

Both the Speaker and the Department of Revenue tell only
part of the story when they focus only on the extra "cost"”
of the ELF due to their higher price assumptions. Despite
the ELF, higher prices mean higher production tax and royal-



ty collections. While Revenue bemoaned the "loss" of an—
other $100 million because of the ELF, 1its higher price as—
sumptions indicate an increase of $189 million in production
tax from Prudhoe Bay alone, plus another $260 million 1in
royalties.

Less than 1/6 of the Department of Revenue®'s latest $300
million figure is due to an increased number of producing
wells.

Prudhoe Bay isn"t a marginal field. Why should it get a tax
break like the ELF?

Prudhoe Bay is a lot more marginal these days than people
think. A major indicator of field profitability is daily
production per well. Ten years ago Prudhoe was producing
1.2 million barrels a day from only 120 wells - an average
of 10,000 barrels a day per well. Today it produces 1.55
million barrels a day from 669 wells. While total produc—
tion for the field has increased, the average production per
well has declined by 76.8% to a little over 2300 barrels per
day. Yet the ELF has declined by only 15.3%, from 0.954370
to 0.808459.

Isn"t the ELF providing a tax incentive for oil companies to
drill extra wells at Prudhoe Bay that aren"t really needed?

No unnecessary wells are being drilled just for the tax
benefit of the ELF. Based on theDepartment of Revenue®s
price forecast for FY 89 ($10.43 at the wellhead), the dif—
ference in production tax in FY 89 due to having 715 wells
in the ELF calculation (as Revenue has in it3 forecast this
past February) instead of 590 (asit had in its forecast
last June) is $26.8 million. Forthe extra 125wells, the
average tax benefit per well is only $0.21 million - not
enough to justify the $2 million that each well costs.



T0: House Resources Committee members
FROM: Representative Cliff Davidson
Representative Curt Menard
Co-Chairs, House Resources Committee
DATE: February 27, 1989

t
SUBJECT: ELF Questions

Attached are answers to 26 questions concerning HB 118 (ELF)
that have been provided to the Committee by the following:

Department of Revenue
BP Exploration (Alaska), Inc.
3) Exxon Company USA

4) ARCO Alaska, 1Inc.



ELF QUESTIONS

I AMOUNT OF OIL EXTRACTED
(1) The ELF 1is designed to provide production incentives
for wells in "marginal™ oil fields. Which oil fields are

considered "marginal™ in Alaska?

(2) How many barrels per day are extracted from the most
productive oil field in Alaska that will be allowed tax cuts
under this ELF bill?

(3 How many barrels per day are extracted from Prudhoe
Bay? from Kuparuk?

(4) How many barrels per day are extracted from wells 1in
the mostproductive oil fields in the various lower 48 states?
What is the greatest barrels-per-day extraction considered
marginal and provided tax cuts for production incentive in the
various lower 48 states?

(5) Which oil companies have the greatest lease interests
in Prudhoe Bay and Kuparuk oil fields and what is the
percentage of their lease interests?

(6) Oi1l Companies: How much oil did you extract world
wide in 1976? How much of that was from Alaska? (Prudhoe

Bay?)

(7) Oil Companies: How much oil did you extract world
wide in 1988? How much of that was from Alaska? (Prudhoe

Bay?)

Il TAXES PAID
(8 Which oil fields will receive tax breaks from this
ELF Bill? Which oil fields will receive tax increases fronm

this ELF bill?

(9 Can the ELF raise the amount that would be paid for
severance taxes above the statutory nominal rate of 15% for
any oil field or any oil company? So this ELF bill can"t do
this either, right?

(10) Will this ELF bill raise the rate that would be paid
for severance taxes for Prudhoe Bay above the rate that was
paid by oil companies at Prudhoe Bay prior to June 20, 1987?

(11) How much 1is being paid to the State of Alaska 1in
severance taxes each year?

(12) How does the amount that Alaska receives 1in
severance taxes compares to the amount that other
oil-producing states and nations receive? How much would the



fields in the lower 48 pay if they were placed under the
Alaska tax structure?

(13) Oil Companies: Do you have North Sea productions?
If so, what percent of the total economic rent do you realize
from your Alaska production and what percent do you realize
from your North Sea production?

11l PROFITS
(14) Oil Companies: How much profit is being made off of
the most productive oil fields in the lower 48 states?

(15) Oil Companies: How much profit is being made off of
the most productive oil fields in other oil-producing
countries?

(16) How much profit is being made off of Prudhoe Bay and
Kuparuk oil fields each day?

(17) Does this include TAPS? If not, what 1is the profit
on TAPS?

(18) What public sources corroborate this? Would you
provide materials proving; this? Would you provide a detailed
list of your revenues and expenses?

(19) How much profit is made from refined products from
Alaskan oil?

(20) What did the oil companies of Prudhoe Bay do with
the savings made as a result of the tax break occurring on
June 20, 19872

(21) What percent of money grossed by Alaska®s oil in
Prudhoe Bay and Kuparuk is reinvested in Alaska? How much
money 1S sent outside?

IV IMPACTS ON ALASKANS
(22) How many jobs are involved in starting up a small
oil field? How many jobs are involved in maintaining a small

field?

(23) How many Alaskans were employed by the oil companies
of Prudhoe Bay prior to June 20, 1987 when the tax cut kicked
in? How many Alaskans are employed by the oil companies of
Prudhoe Bay now?

(24) What 1is the long-term effect on Alaskan jobs 1in
Prudhoe Bay and Kuparuk oil fields as a result of this ELF

bill?

(25) How many Alaskans are employed by the oil companies
of the marginal oil fields now? How many Alaskans are likely



to be employed by the oil companies of existing marginal oil
fields and in developing other oil fields as a result of this
ELF bill?

(26) What is the long-term effect on Alaskan jobs in the
smaller oil fields as a result of this ELF bill?
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Response to Questions from House Resources Committee - HB 118

I. Amount of Oil Extracted

1. Marginal Tfields are fields with either relatively low per
well productivity or relatively low daily production. These are
indicative of the economic well being of the field. Production
is significant because of the considerable economies of scale
that accompany large fields. For example, the consultants report
for the U.S. Minerals Management Service estimated the
production platform capital cost per barrel for a 300,000 barrel
per day field to be approximately 60% of that of a 100,000
barrel a day field. Attachment 1 displays economies of scale for
production platform costs. There are numerous precedents for
taxing on the basis of field size. For example, see Attachment
2, which shows higher royalties for larger fields in Norway. 1In
Alaska the marginal fields are the six Cook Inlet fields (Beaver
Creek, Middle Ground Shoals, Granite Point, McArthur River,
Swanson River, and Trading Bay), Milne Point, Lisburne,
Endicott, Niakuk, West Sak, Point Thomson, Seal |Island, and
probably any other field that will be discovered in Alaska.

2. There are two factors that will affect the size of field that
will have reduced taxes under the bill. The first factor is the
change 1i1n the formula 1itself. Because of this fields that
produce less than approximately 115,000 barrels per day will
have reduced taxes under the bill. The second factor 1is the
elimination of the "rounding rule.” Under current law fields
whose ELF 1is greater than 0.7 must raisa the ELF up to 1.0 for
the first ten years of the field, making the severance tax rate
equal to that set in the law (12.25% for the first 5 years, then
going to 15%) . This provision is eliminated under the bill. Thus
fields that produce more than 115, 000 barrels per day could
benefit from the bill by eliminating the rounding provision. The
most productive oil field in Alaska that will have reduced taxes
under the bill is currently Endicott, which produces
approximately 100,000 barrels per day.

3. Prudhoe Bay produces approximately 1,500,000 barrels per day.
Kuparuk produces about 320,000 barrels per day.

4. The most productive fields in the lower 48 produce less than



100 barrels per well per day. (Prudhoe Bay produces over 20
times that much.) Alabama, for example, gives tax relief for
wells producing less than 25 barrels per day.

5. BP owns approximately half of Prudhoe Bay with the remainder
split approximately in half between ARCO and EXXON. There are
eight other minor owners. ARCO/BP have an approximate 60740
split of Kuparuk. There are four other minor owners.

Il. Taxes Paid

8. Milne Point, Lisburne, Endicott, Niakuk, Point Thomson, and
Seal Island would receive tax breaks under the proposal. Cook
Inlet and West Sak pay no severance tax under current law and
would not pay any under the proposal. Prudhoe Bay and Kuparuk
would have increased taxes under the proposal.

9. Neither the current nor the proposed ELF could raise the
effective severance tax rate over the statutory nominal rate.

10. This ELF Dbill would result in a lower effective severance
tax rate for Prudhoe Bay than was in effect on June 20, 1987.

11. The State received $819 million from severance taxes in FY
88. Attached is a table for other prior years.

12. For 1987, the last year where we have comparable data,
Alaska ranked 8 out of the top 10 producing states iIn severance
tax payments per barrel (where 1 would be the highest payment).
(See Attachment 3.) Texas received $529 million more in
severance taxes (65%) than Alaska, whereas 1its production was
only six percent higher.(Texas got $1.55 per barrel, Alaska got
91 cents per barrel ). Virtually every field in the lower 48
(except one) would pay no severance tax if put under either
Alaska®™s present or the proposed severance tax structure under
HB118.

I11. Profits

16. The Administration testimony of February 10, 1989 showed
that producers made $3.46 per barrel in profit from Alaska North
Slope operations 1in February 1988. This is $7 million a day.
TAPS accounted for $1.15 of this. The remainder ($2.31) is
attributable to production. Also according to PIW (see
Attachment 4), average production profits worldwide were $0.87
per barrel. This is derived by dividing total production profits
by oil production.

17. See #16 above.

18. See #16 above. Also the State 1is currently developing an



extensive analysis of the profitability of North Slope fields.

19. Because the refining segment is more concentrated than the
producing segment, and thus less competitive, when crude prices
(upon which State revenues are based) are low, refining profits
are high since the lower price does not have to be passed on
directly to consumers, and because demand increases. 1In the
third and fourth quarters of 1988, for example, petroleum
earnings were very high because of this. For example, ARCO"s
fourth gquarter 1988 earnings set a record of a 15 percent
increase. Their refining and marketing segments were up 76
percent. (See Attachment 5.)

20. Well drilling was only increased slightly. The average well
count at Prudhoe Bay increased by 60 in 1986 and by 67 in 1987.
See #21 below.

21. Based on the PIW data and the announced spending figures
of the producers ($750 million), it is estimated that
approximately 15% of cash flows (profit plus depreciation - this
is discretionary income) are reinvested in Alaska. (See
Attachment 6.) The other 85% leaves the State. Note, however,
that even the 1investment that stays in Alaska does not create
income indigenous to Alaska. For instance, the amount invested
in a gas plant is invested where the plant 1is manufactured,
e.g., Texas), not where it is erected. (See Attachment 7.)

IV. Impacts on Alaskans

22. The start-up and maintenance of small fields, that might
otherwise not occur without HB 118, could create in excess of
1,000 jobs. (See Attachment 8.)

23. Department of Labor data suggests that employment on the
North Slcoe has not increased over the period. (See Attachment

9.)

24 . #23 above suggests that HB 118 would not affect employment
at Prudhoe Bay and Kuparuk. Also note that the bill will result
in lower severance tax rates than current Jlaw even on those
fields in the long run.

25. It is difficult for the State to get a field by fTield
breakout of employment. This bill could cause fields to come on
line that otherwise might not. Since the bill reduces severance
taxes on the marginal fields, the Department of Revenue
estimates that the bill would reduce the threshold start-up
price on the marginal fields by approximately $2 a barrel. As
stated above, each new field that comes on line could create 1in
excess of 1,000 jobs.
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February 22, 1989

Representative Cliff Davidson, Co-Chair
Representative Curt Menard, Co-Chair
House Resources Committee

Alaska State Legislature

Pouch V

Juneau, AK 99811

Re: Your "ELF Questions"

Dear Representatives Davidson and Menard:

Set out below are the 26 questions regarding the ELF
that you distributed at your Committee"s hearing on House Bill
No. 118 on February 10, 1989. Following each question 1is BP
Exploration®s answer.

(€@))] The ELF is designed to provide production incentives
for we.lls in "marginal”™ oil fields. Which oil fields are consid—
ered "marginal™ in Alaska?

Answer: The question misstates the purpose and function of the
ELF. The ELF was designed to provide incentives for the full
development of all fields. It does this by adjusting the tax
rate for each field so that it is based on that field"s own
degree of profitability. As a profitable field starts becoming
marginal, the ELF automatically responds by lowering the tax
rate; but while the field is very profitable, the ELF keeps the
tax rate high.

The idea behind the ELF is simple - the more profitable a field
is, the more tax it can afford to pay. Although it looks compli—
cated, the ELF formula simply asks what percentage of the current
production from a field is needed to cover the basic costs of
getting that production out of the ground. The rest of the pro—
duction is treated as representing profit. The larger the per—
centage of profit, the more tax the field can afford to pay.

Thus, the larger the percentage of production that 1is deemed to
represent profit, the higher the ELF 1is. In fact, for gas the
ELF is precisely equal to this percentage of deemed profit. The
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oil ELF formula is similar, except that the percentage is modi—
fied somewhat by the present exponent.

Every field eventually becomes marginal. Usually this is a very
gradual process, instead of one that happens over night. There
is no identifiable point at which a field suddenly becomes "mar —
ginal.” Thus, to the extent one sees the ELF to be "designed to
provide production incentives for wells in "marginal® fields,"”
the ELF provides such incentives for every field in Alaska.

(2) How many barrels per day are extracted from the most
productive oil field in Alaska that will be allowed tax cuts
under this ELF bill?

Answer: By "this ELF bill™ in this and other questions you have
posed, we assume you mean House Bill No. 118. As you have been
told, the present formula in HB 118 is flawed and does not work
the way it has been described as working. However, i1t appears
that the formula in HB 118 - whether it stays as written or
whether it is corrected to work as intended - would reduce the
rate of production tax for the Endicott field because the ELF for
Endicott 1is currently being "rounded™ to one. According to data
provided by the Administration to your Committee, Endicott pro-—
duced an average of 98,099 barrels a day during November 1988.

(3 How many barrels per day are extracted from Prudhoe
Bay? from Kuparuk?

Answer: According to the same data provided by the Administra-—
tion for November 1988, Prudhoe Bay produced 1,526,932 barrels a
day that month and Kuparuk River produced 320,685 barrels a day.

(49 How many barrels per day are extracted from wells in
the most productive oil fields in the various lower 48 states?
What is the greatest barrels-per-day extraction considered
marginal and provided tax cuts for production incentive in the
various lower 48 states?

Answer: BP does not have extensive holdings in the Lower 48
states and therefore does not have direct, first hand information
available to answer these questions.

(5) Which oil companies have the greatest lease interests
in Prudhoe Bay and Kuparuk oil fields and what 1is the percentage
of their lease interests?

Answer: Both Prudhoe Bay and Kuparuk River have been unitized,
and hence each company®s working interest in either field is
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determined under the unit agreement for that field. The follow-
mg shows each company"s present working interest in each field.

Prudhoe Bay Kuparuk
Oil Rim Gas Cap River
BP Exploration 50.6848339% 13.8398950% 38.756%
AP.CO 21.7799635 42.5649413 56.301
Exxon 21.7776490 42 .5647901 0.218
Mobil 1.8915771 0.2843666 0.366
Phillips 1.8805235 0.2629370 -
Chevron 0.6717745 0.4830700 0.109
Texaco 0.5484215 - -
Amerada Hess 0.5379191 - -
Shell 0.1375744 - -
Marathon 0.0499044 - -
Louisiana Land 0.0397591 - -
Unocal - - 4.250
(6) O0il Companies: How much oil did you extract world wide

in 1976? How much of that was from Alaska? (Prudhoe Bay?)

Answer; BP had worldwide oil production of 3.5 million barrels a
day in 1976. The Standard Oil Company (SOHIO) produced 41,927
barrels a day worldwide in 1976. BP and SOHIO had no commercial
production in Alaska 1in 1976. The Prudhoe Bay field came into
production in June 1977.

() Oil Companies: How much oil did you extract world wide
in 1988? How much of that was from Alaska? (Prudhoe Bay?)

Answer: BP had worldwide oil production of 1.45 million barrels
a day in 1988, of which 0.86 million barrels a day was from
Alaska.

(8 Which oil fields will receive tax breaks from this ELF
bill? Which oil fields will receive tax increases from this ELF
bill?

Answer: It appears that HB 118 is intended to reduce taxes for
the Endicott and Lisburne fields. It also appears that the bill
is intended to increase substantially the production tax for the
Prudhoe Bay and Kuparuk River fields. Intended or not/ HB 118

would increase the tax for Milne Point, which was zero when the
field was shut in. The rate for Milne Point would be low under
HB 118, but it would not be zero. No other producing oil Tfields



would be affected.because the present ELF already reduces their
effective tax rate to zero.

o) Can the ELF raise the amount that would be paid for
severance taxes above the statutory nominal rate of 15% for any
oil field or any oil company? So this ELF bill can®"t do this
either, right?

Answer: Wrong. HB 118 would increase the tax rate for fields as
they get larger. So if a 1,000 barrel-a-day well were drilled 1in
a 100,000 barrel-a-day field, that well would increase the rate
of tax on the first 100,000 barrels a day as well as increase it
for its own additional production. The effective rate of tax on
the new production from this well could easily exceed the nominal
statutory rate of 15 percent.

The following example illustrates this negative effect of HB 118.
Suppose a field produces 100,000 barrels a day from 100 wells,
and the wellhead price of the oil is $7.00 a barrel. The State
has a one-eighth royalty in the production. Suppose a new well
can be drilled, and it will produce 1,000 barrels a day. Under
the ELF formula in HB 118, the tax on the present production of
100,000 barrels a day would be $1,418,644 a month (30 days). If
the 101st well were drilled and produced 1,000 barrels a day, the
value of the additional taxable production would be $183,750 a
month. The tax on 101,000 barrels a day would be $1,447,312 for
the month. This is an increase of $28,668 in tax for an extra
$183,750 worth of taxable production, giving an effective tax
rate of 15.60 percent. Here are the details of these calcula—
tions.

TAX ON EXISTING PRODUCTION (100 wells)

AT (1-[PEL/TP]) g
(1-[(300%100)/100,000])

0.700000

[150,000/(TP/Days)]
[150,000/(100,000)]
1.500000

Ao [ (460*WD)/PEL]
[ (460*WD)/ (300*WD)]
[460/300]

1.533333

ELF = AA (BAC)
0.700000A (1.500000A1.533333)
0.700000A (1.862115)

0.514701
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(7/8)* (100,000 B/D)*(30 days)*($7.00)*(ELF)*(15%)
$1,418,644

Tax

TAX WITH 101 WELLS PRODUCING

"AC = (1-[PEL/TP]) "B" = [150,000/(TP/Days)]
= (1-[ (300*101)/101,000]) = [150,000/(101,000)]
= 0.700000 = 1.485149
"C" = [(460*WD)/PEL]
= [(460*WD)/(300*WD) ]
= [460/300]
= 1.533333
ELF = AA (BAC)
= 0.700000A (1.485149A1.533333)
= 0.700000A (1.833920)
= 0.519903
Tax = (7/8)*(101,000 B/D)*(30 days)*($7.00)*(ELF)* (15%)

$1,447,312
EFFECTIVE TAX RATE ON THE ADDITIONAL 1,000 B/D PRODUCTION

(Change in Tax)/ (Value of Additional Taxable Production)
($1,447,312-%$1,418, 644)/[ (7/8) * ($7.00) * (1, 000) * (30) ]
($28, 668)/($183,750)

15.60%

Rate

(10) Will this ELF bill raise the rate that would be paid
for severance taxes for Prudhoe Bay above the rate that was paid
by oil companies at Prudhoe Bay prior to June 27, 1987?

Answer: Yes, for new production that is added by further devel —
opment of the field, the effective rate of tax under HB 118 could
exceed the 15% rate that was in effect prior to June 20, 1987.
The answer to the preceding question applies here. The following
hypothetical case illustrates how, for example, the effective tax
rate could be 15.04% on additional production from Prudhoe Bay.

Suppose it is some time in the future and Prudhoe Bay is in its
decline, producing 1,400,000 barrels a day from 700 wells. To
offset the decline partially, another well could be drilled that
would produce 2,000 barrels a day. The wellhead price is $7.00 a
barrel, and the State has a 1/8 royalty.
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TAX ON PRODUCTION.WITHOUT THE 701st WELL (1.4 MMB/D)

150,000/ (TP/Days)]

IIAII [
[150,000/1,400,000]
0

(1-[PEL/TP]) "B
(1-[300*700/1/400,000])

0.850000

107142

[ (460*WD)/PEL]
[ (460*WD)/ (300*WD) ]
[460/300]
1.533333

ELF = AA (BAC)
0.850000A (0.107142A1.533333)
0.850000A (0.032554)

0.994723

Tax = (7/8)*($7.00)*(1,400,000 B/D)*(30 days)* (ELF)*(15%)

$38,383,884 per month

TAX WITH 701 WELLS5 PRODUCING (1.402 MMB/D)

[150,000/(TP/Days)]
[150,000/1,402,000]
0.106990

“A" = (1-[PEL/TP]) ng
(1-[300%701/1,402,000])
= 0.850000

[ (460*WD)/PEL]
[ (460*WD)/ (300*WD) ]
[460/300]
1.533333

ELF = AA (BAC)
0.850000A (0.106990A1.533333)
0.850000A (0.032483)

0.994735

(7/8)* ($7.00)*(1,420, 000 B/D)*(30 days)* (ELF)*(15%)
$38,439,163 per month

Tax

EFFECTIVE TAX RATE ON PRODUCTION FROM THE 701st WELL

(Change in Tax)/ (Value of Additional Taxable Production)
($38,439,163-$38,383,884)/((7/8)*$7.00*2,000*30)
($55,279)/7($367,500)

15.04%

Rate

(11) How much 1is being paid to the State of Alaska 1in
severance taxes each year?
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Answer: According to the Alaska Department of Revenue®s latest
revenue forecast, the following severance taxes have been paid to
the State of Alaska since FY 82 (in millions of dollars):

FY82 $1,581.7
FY83 1,493.7
FY84 1,393.1
FY85 1.389.4
FY86 1.108.4
FY87 648.5
FY88 818.7

Under the "Mid Case Scenario"™ in that forecast, severance taxes
this fiscal year (FY 89) will be $547.35 million, and next year
will be $484.47 nmillion.

(12) How does the amount that Alaska receives in severance
taxes compare to the amount that other oil-producing states and
nations receive? How much would the fields in the lower 48 pay
if they were placed under the Alaska tax structure?

Answer: Among oil-producing states, only Louisiana has a sever—
ance tax rate approaching Alaska®"s base rates of 12.25 and 15
percent.

Comparisons between Alaska and oil-producing nations are inappro—
priate for several reasons. First, foreign nations have greater
sovereign powers than Alaska has, and their institutions regard—
ing the ownership of property and natural resources often vary
considerably from those in the United States and Alaska.

Second, foreign nations often grant concessions to large areas of
land, 1instead of making it available in much smaller, leased
parcels as Alaska does.

Third, the regime in many foreign nations allows the oil company
to recover its exploration costs and some or all of its develop—
ment costs before the host government starts taking its share.
This is very different from leasing on a bonus-bid basis, which
has been the method primarily used by Alaska.

Fourth, the lifting costs for Alaskan oil, particularly on the
North Slope, are significantly higher than for large fields in
many other countries. In addition, 1in none of the foreign coun—
tries does the oil have to be transported over 800 miles by pipe—
line to an ocean port. Moreover, unlike foreign oil, Alaskan
North Slope production must go only to U.S. ports, which means
more expensive Jones Act tankers have to be used instead of low-
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cost foreign-flag.ships. This combination of greater costs of
producing and. transporting the oil to market makes it extremely
difficult to draw any meaningful comparisons between Alaskan oil
and that of the foreign nations you seem to be referring to.

(13) O0il Companies; Do you have North Sea production? If
so, what percent of the total economic rent to you realize from
your Alaska production and what percent do you realize from your
North Sea production?

Answer: To compare Alaska with the North Sea at any given moment
is like taking a single frame from Gone with the Wind and a frame
from Star Wars and asking which is the better movie. You have to
know the® whole story before any meaningful comparison can be

made .

In the North Sea, the oil company gets to recover its costs of
exploring and developing the resource, before the high tax rate
begins. Depending on whether these costs have been recovered or
not, the government®"s share of the "economic rent"™ is either very
small or very large.

The most nearly comparable situation in Alaska is its net profits
share leases. Under those leases, the State"s net profits share
does not start to be paid until the lessee has recovered its
developments costs, plus a reasonable rate of return on its
investment. The rate of return was specified by the State when
it put the lease up for bid. For one lease at Endicott, SOHIO
and three Alaska Native Regional Corporations bid a net profits
share of over 79% for the State. Once the development costs and
return are recovered, the State"s share of the "economic rent"”
from this lease will be very comparable to that of the United
Kingdom for properties in the North Sea that have similarly paid
off their investments.

(14) Oil Companies: How muchprofit 1isbeing made off of
the most productive oil fields in the lower 48 states?

Answer: Because BP"s interests in the Lower 48 are somewhat
limited, we are unable to answer this question.

(15) Oi1l Companies: How much profitis being made offof
the most productive oil fields in other oil-producing countries?

Answer: Either BP does not have access to this information, or
if it does, the information 1is proprietary.
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(16) - (18) .How much profit is being made off of Prudhoe

Bay and Kuparuk oil fields each day?
Does this include TAPS? If not, what is the profit on TAPS?

What public sources corroborate this? Would you provide
materials proving this? Would you provide a detailed list of
your revenues and expenses?

Answers: The State of Alaska®"s most recent revenue forecast 1is
the Department of Revenue®s Revenue Sources - Fall 1988 dated
December 16, 1988 (hereinafter cited as Revenue Sources). The
"Mid Case Scenario" in that forecast assumes an average wellhead
value of $7.36 a barrel on the North Slope during FY 89 (Revenue
Sources, p. 21). It also assumes production will average 1.97
million barrels a day (id.), or 719.05 million barrels during the
year. The following table shows the potential production profits
from the North Slope based on an average wellhead price of $7.36
a barrel.

$ millions $/barrel

Total Revenue 5,292.2 7.36
Production Costs (2,158.0) @.00)*
Net Revenue 37134102 4.36 100%
To Alaskan Government

Royalty - Unrestricted 469.8 0.65

Royalty - Perm. Fund 178.7 0.25

Production Tax 547 .4 0.76

Property Tax 214.0 0.30

Income Tax 111.8 0.16

TOTAL 1,521.7 2.12
To Federal Government 548.2 0.76
To Industry 1,064.2 1.48

* See the discussion in the first two full paragraphs
on the next page.

This is how the numbers in the table have been calculated. In
the first line, the $7.36 figure is taken from Revenue Sources,
page 21 ("Wellhead Value"™ - "Mid" case). The yearly figure of
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$5,292.2 million equals $7.36 a barrel times the annual produc—
tion of 719.05 million barrels.

The information in the second line is based on BP Exploration®s
audited financial statements for 1988. The composite production
cost is for depreciation and Jifting expenses; it was $3.43 a
barrel for our working-interest oil on the North Slope. (The
figure of $3.39 that was previously given to your Committee
represented our actual cost experience through only the first 11
months of 1988.) We are enclosing a copy of a letter from our
independent auditors, Ernst & Whinney, confirming the $3.43
figure in our financial statements for these costs during 1988.

These production costs are not borne by the State"s royalty
interest; hence, 1in grossing up to the annual production cost
figure in the table above, we have multiplied $3.43 a barrel
times 7/8 of 719.05 million barrels. When these costs are aver—
aged over 8/8 of production, the average cost is $3.00 per barrel
($2,158.0 million divided by 719.05 million barrels). The table
previously provided to your Committee erroneously deducted a per-
barrel cost of $3.39 for the working-interest barrels, as if it
had been the cost per barrel for 100% of the production.

The data 1in the thirdline (Net Revenue) areobtained bycombin—
ing lines one and two.

The figure of $469.8 million for unrestricted royalty revenue 1is
taken from Revenue Sources, p. 24 ("Mid" case). The per-barrel
amount 1is found by dividing by the annual production of 719.05
million barrels.

The figure of $178.7 million for royalties contributed to the
Permanent Fund 1is taken from Revenue Sources, p. 39, column 18
("Perm Fund Contri") .Again, the per-barrel amount is found by
dividing by the annualproduction figure.

The figure of $547.4 million for production tax is taken from
Revenue Sources, p. 24 ("Mid" case for "Severance Tax"™). Divid-
ing by 719.65 million barrels yields the per-barrel amount in our

table.

The figure of $214.0 million for property tax equals 20 mills
times our estimate for the 1989 assessed value of property taxed
under AS 43.56 within the North Slope Borough, excluding the
Trans Alaska Pipeline System (TAPS). The actual assessment roll
will not be 1issued by the assessor until March 1, 1989. Dividing
by 719.05 million barrels equals the per-barrel amount.
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Next is the corporate income tax on the industry. Taxable Alas—
kan income is determined by a modified three-factor formula under
AS 43.02.072, based on the ratios of Alaskan property, sales and
production to worldwide property, sales and production. We have
compared our apportioned Alaskan income under the modified formu—
la, using first the factors including our interest in TAPS, and
then without TAPS. Based on this analysis and on public informa—
tion about Arco and Exxon, we estimate that about 14%, or nearly
one seventh, of the taxable Alaskan income is attributable to the
inclusion of TAPS in the companies®™ apportionment factors. This
reflects the heavy emphasis on production under the modified ap—
portionment formula in AS 43.20.072.

The Department of Revenue predicts a total of $130.0 million in
petroleum income tax for this fiscal year; Revenue Sources, p. 24
("Mid" case for "Corporate Petroleum™ tax). Deducting 14% of
this, or $18.2 million, as income tax due to TAPS leaves us with
$111.8 million as the portion of the petroleum income tax attrib—
utable uo production. This $111.8 million figure 1is the one 1in
our table above. Dividing it by 719.05 million barrels equals

the per-barrel amount.

The data for the total paid to Alaskan government are the totals
for the data for unrestricted royalty, royalty contributed to the
Permanent Fund, production tax, property tax and income tax.

The federal income tax of $542.0 million is computed by applying
the tax rate of 34 percent to the difference between the net pro—
duction revenue of $3,134.2 million and the total payments to the
State of Alaska of $1,539.9 million. The per-barrel amount 1is
found by dividing by the amount of annual production.

The difference between net revenue and the total paid Vo the
State of Alaska and the federal government equals the amount that
goes to the industry and its shareholders.

The figures in the table above do not include TAPS. HB 118 1is a
production tax proposal. The figures above represent production
revenues and costs.

Income attributable to Alaskan pipeline activity is already being
taxed under the corporate income tax, using a specially modified
two-factor or three-factor apportionment formula under AS 43.20.-
072. The number of factors in the formula depends on whether the
pipeline company or any of its affiliates produces oil or gas in
Alaska. We might add that TAPS profits are limited by the TAPS
tariff settlement.



(19) Kow mugh profit is made from refined products from
Alaskan oil?

Answer: BP refines a relatively small percentage of its Alaska
North Slope (ANS) oil because most of its refining capacity in
the United States cannot accommodate large amounts of ANS. The
rest is either sold outright to third parties or is exchanged for
other crude, which may then be refined or further exchanged for
crude that can be run in the refineries.

BP has no refineries in Alaska, yet part of its refining profit
is apportioned to Alaska and taxed under the modified apportion—
ment formula in AS 43.20.072.

(20) What did the oil companies of Prudhoe Bay do with the
savings made as a result of the tax break occurring on June 20,
19877

Answer: We do not agree that the expiration of the 10-year
rounding rule for Prudhoe Bay was a "tax break.™

Substantial amounts of new capital were invested in Alaska both
before the rounding rule expired for Prudhoe Bay and afterwards.
Within the space of 12 months in 1986 and 1987, approximately $3
billion worth of new facilities were installed at Endicott, Lis-
burne and the central gas facility at Prudhoe Bay. Those invest—
ments were justified in part because of the anticipation that the
State would not change the rules of the game and the "rounding™
rule would expire as scheduled.

Since 1987 the industry has continued to make major expenditures
for the continued drilling and development of the North Slope.
Without the drilling of new wells and the workovers of existing
ones, production from Prudhoe Bay would already be in serious
decline. IT these activities were to be discontinued today, the
repercussions could start being felt in as little as 60 to 90
days. The decline would not only set in sooner than it needs to,
but 1t would also be faster than it would be if drilling and
workover work can continue unabated.

(21) What percent of money grossed by Alaska®s oil 1in
Prudhoe Bay and Kuparuk is reinvested in Alaska? How much 1is
sent outside?

Answer: As stated in the answer to the preceding question, major
new investments in the development of the North Slope have con—
tinued to be made. Some $3 billion dollars of investment came on
line within a single 12 month period ended in late 1987. This



was despite the fact that SOHIO"s entire "upstream™ net operating
income (before interest, 1income tax and extraordinary item) re—
ported to its shareholders for 1986 was only $13 million - a
figure that included both the North Slope and Lower 48 opera-—
tions. These continued investments have added a billion barrels
to the reserves that can be recovered, and have increased produc—
tion by some 200,000 barrels a day, allowing Alaska to overtake
Texas for first place as the nation®s largest oil-producing
state. All other major oil-producing states were reporting sig—
nificant declines 1in production during the same time as Alaska's
was increasing.

Your question seems to suggest that there is something wrong if

profits from Alaskan operations are not all reinvested back into
Alaska. It is worth remembering that the industry"s investment

in Alaska - which exceeds $25 billion to date - came primarily
from "outside" funds.

(22) How many jobs are involved in starting up a small oil
field? How many jobs are involved in maintaining a small field?

Answer: That depends partly on what you mean by "small.” For
the Endicott field, employment on the North Slope during con-—
struction peaked at approximately 725 jobs, not including in—
direct support positions in Anchorage or Fairbanks. Of these
construction jobs, 95% went to Alaskans.

The number of people operating the Endicott field varies season-—
ally from a low of about 205 in winter to a high of about 235 in
summer. The winter figure includes 103 employees of BP Explora—
tion, 39 employees of contractors, and 63 in the drilling rig
crew. All of these positions are on the North Slope, and do not
include any support personnel in Anchorage.

(23) How many Alaskans were employed by the oil companies
of Prudhoe Bay prior to June 20, 1987 when the tax cut kicked 1in?
How many Alaskans are employed by the oil companies of Prudhoe
Bay now?

Answer: As of June 15, 1987 (the last payroll date before June
20, 1987) Standard Alaska Production Company had 1,333 full-time
people and 16 part-time people on its payroll. Contract employ—
ees at that time totaled 259.

As of January 31, 1989 BP Exploration had 1,380 full-time and two
part-time employees, plus 350 contract employees.
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(24) What 1is the long-term effect on Alaskan jobs in
Prudhoe Bay and Kuparuk oil fields as a result of this ELF bill?

Answer: The long-term effect will probably be a reduction in the
number of Alaskan jobs, as the ELF bill will make various devel —
opment projects at Prudhoe Bay and Kuparuk River too expensive
for the companies to afford. The number of missed opportunities
at Prudhoe and Kuparuk because of HB 118 is likely to be greater
than any opportunities in "marginal™ fields elsewhere that HB 118
might stimulate. Frankly, we doubt that HB 118 will stimulate
any new development of "marginal” fields - the Administration®s
statement that HB 118 will lower the threshold oil price for a
new "marginal"™ field by $2 a barrel is exceedingly doubtful. On
the one hand the Administration says that HB 118 will not affect
development of the large fields, but on the other hand it says HB
118 will significantly encourage the development of small ones.

They can"t have it both ways - either HB 118 will affect devel —
opment, or it will not. IT it does affect development, it will
adversely affect those fields where the tax would increase. The

Committee should request the Administration to provide the back—
up for 1i1ts figure, because of the inconsistency in the Adminis—
tration®s position on the face of it.

(25) How many Alaskans are employed by the oil companies of
the marginal oil fields now? How many Alaskans are likely to be
employed by the oil companies of existing marginal oil fields and
in developing other oil fields as a result of this ELF bill?

Answer: As stated in response to Question 22, BP Exploration em—
ploys about 205 to 235 people at Endicott.

The Eileen (West End) Project in Prudhoe Bay is nominally slated
to have 72 oil production wells and four gas injection wells.
Two rigs (Alaska United Drilling®s rig #2 and rig #3) began
drilling 36 of these wells in 1988. This project was a pioneer
in the "mini-module”™ approach to North Slope production facili—
ties. While Eileen®s mini-modules were fabricated Outside and
trucked to Alaska, the success of this design has led to the
in-state fabrication of mini-modules for the Hurl State Project,
also at Prudhoe. Contracts were let to Alaskan contractors in
Anchorage and Fairbanks for over 180,000 man-hours of work,
creating more than 350 temporary construction jobs. Some 16 oil
production wells and four water injection wells are planned for
Hurl State, with drilling currently planned to begin in the third
quarter of 1989 and be completed late next year.
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Plans for Niakuk have not been finalized/ and we do not at this
time have estimates of the likely workforce that would be in—

volved.

With respect to the effects of this ELF bill on planned projects
that BP 1is involved in, we foresee no additional Alaskan jobs
being created as the result of HB 118. Instead, we believe it is
likely that jobs that would have been created for Alaskans will
not come into existence because of HB 118.

(26) What 1is the long-term effect on Alaskan jobs in the
smaller oil fields as a result of this ELF bill?

Answer: HB 118 1is unlikely to cause any measurable long-termin—
crease in the number of Alaskan jobs in smaller oil fields. As
noted above, we do not believe the Administration®s statement

that HB 118 would lower the threshold price for developing a
small field by $2 a barrel. By relying on fieldwide production
as its dominant parameter, HB 118 provides an incentive to keep
small fields small. When drilling another well 1is going to in—
crease the tax rate for all the oil already in production, why
should the producer of even a small field want to increase pro—
duction any more than necessary?

HB 118 provides a disincentive to the full development of even
the small fields it purports to help, as was illustrated by the
example in our answer to Question 9. This disincentive will tend
to offset any incentive that HB 118 would provide through lower—
ing the effective tax rate for small fields.

Thank you very much for this opportunity to respond to
your questions. The ELF 1is still working the way it was intended
to work. There 1is no need to fix it. We believe HB 118 is not
necessary and is likely to prove counterproductive in terms of
the public interests it seeks to advance.

Very truly yours,

(ALASKA) INC.

of Government Affairs

Enclosure
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they currently pay no severance uses. The taxes at Usburne and End.cott will be
reduced, while the taxes at °G< a-d r.uparuk will increase by more than 20% and 60%,
respectively, during the fFfirst vyea., Under hé& 118, the production tax rate at
Prudhoe Bay during the mjd—i990’s ij projected to be almost three times higher than

unde** current law. Overall, H3 US will result 1In a tax increase on over 90% of
Alaska’s oil production.

QUELLIQFI . .2

Under current state law, trs maximum tax rats that can be applied is 1S% whan ELF
1s one.

Quasi;lm 1Q
Since m1d-1981 until the end of the f*rst tan years of production, the top rate at

P3U was 15%. Under the proposed H, 113, ths severance tax rate will be increased
from the current 12.3% to 14.9%.

Question 11

Exxon’s severance tax records a*a cot public information and, therefore, cannot be
released. However, according to the -etroleum Revenue Forecast published by the

Alaska State Department of Revenue, .everance tax revenue of $818.7 million was
collected in FV 1988 from petroleum operations.

Questlon.12 1 13

A.-"oHIng to the Division of Policy"s April J988 Report entitled "The ELF- A Policy
"active'", only Louisiana with a tax rate of 12,5% has a higher severance tax
than the effective tax rate at P&"J under current law. If HB 118 becomes law.

i taxes will increase from 12.3% to 14.9%, which will be the highest severance
rate in the United States.

“?e note, howavar, that a direct comparison of Alaska’s severance taxes to
dual states may not be valid since each state’s total tax structure can vary
c-* niy, attempting to compare different countries’ tax structure to Alaska

not valici since you must consider the timing of the recoupment of investment ai
expenses, and the leasing schemes.

S&Etisn LI.1j;.,PrttjElta

Certain profit information is considered confidential and, therefore, is not
released. Additionally, we would “eefraln from releasing this information due to
ongoing litigation with the state over royalty and tax dispute resolution.

The oil companies’ basic purpose for being in Alaska is to earn a profit on
invested funds. The profits fromAlaska oll are partially reinvested in Alaska,
but are also Invested 1n otner projects throughout the world. Due to this
diversity of sources and uses off:,nas, it is not possible to say exactly where
profits from one area are eventually employed. However, bear in mind that if the
oil companies had not used the profits from "Outside" investments, PBU would not
have been discovered or developed, rAPS would not have been bulK, and Alaska would

not have enjoyed the benefits it has derived from North Slope oil Interests over
the past 20 years.

SaUlan I I"MKLSLM&skm.

Since Exxon has no oil production operations in the state of Alaska, we have
limited information to answer these questions. However, if the current tax
structure remains, It will encourage development of future marginal projects, which

wMIl maintain Jobs on the North Slope. \Y;



ARCO Alaska, Inc.
Tax Department
Post Office Box 100360
Anchorage, Alaska 99510
Telophona 907 265 6556

Hugh R. Motley
Vice President
General Tax Officer
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Representative Curt Menard, Co-Chair
Representative Cliff Davidson, Co-Chair
House Resources Committee

Gentlemen:

In response to your request of February 10, 1989 please find
attached answers to the 26 questions requested of members of the
oil industry concerning House Bill 118. ARCO Alaska appreciates
the opportunity to provide information to the committee and would
be more than happy to assist in any way possible in the future.

Hugh R. Motley
Vice President
General Tax Officer

Attachment

ARCO Alitit. Irc. It mLisidiary ot AlnllcRIchl Aoty AR3B-62W-A
HBanoM
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Responses to House Resources Committee
ELF Questions - HB-118

Question 1: The EIf is designed to provide production
incentives for. wells in "marginal” oil fields. Which oil
fields are considered "marginal® in Alaska?

Answer: The ELF was originally designed to provide incentives to
obtain the maximum ultimate recovery from all fields in the state.
It is not and was never intended to assist only projects in "marginal"
fields. It works to lower the production tax rate as the daily
production per well in a field declines. The less profitable the field
(measured by the average production per well), the more incentive
the producer receives, and therefore presumably, the more likely
that new investments would be made to increase ultimate
production,

In most instances, a field declines throughout its producing life and
becomes "marginal® only when its profitability is very low. The
reservoir must be carefully managed long before this time or parts
of the reservoir will deteriorate to the point where no additional
recovery will ever be economically viable. Ongoing development
provides the field with a longer life and produces far more crude.
But incremental recovery projects decrease in economic
attractiveness as an oil field ages. The attractiveness (or
marginality) of an incremental investment is the primary
consideration in the decisions affecting additional development and
the recovery of associated oil reserves in any oil field. If incentives
were provided only near the end of a field's life, (when it is already
"marginal™), it is entirely likely that enhanced recovery projects
could never be undertaken.

Question 2: How many barrels per day are extracted
t/om the most productive oil field in Alaska that will be
allowed fax cuts under this ELF bill?

Answer:  The most productive field in Alaska as of the end of 1988
was the Endicott field with a per well per day production of 3000
barrels. This would be one of the small fields (97 thousand barrels
per day production) whose production tax burden would he decreased
upon the enactment of HB-118. But a field like Kuparuk can also be
only marginally profitable or as Attachment | shows might even
operate at a loss. The Kuparuk field produces only 1000 barrels per
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well per day, one third that of Endicott, and yet, under HB-118,
Endicott will get a reduction in its production tax and Kuparuk will
get an immediate 60% increase.

Question 3: How many barrels per day are extracted
from Prudhoe Bay and Kuparuk?

Answer:  During December, 1988 Prudhoe Bay production was
1508.3 thousand barrels per day. Kuparuk averaged 307.2 thousand
barrels per day during that same time period. This level of
production, however, is only the result of significant incremental
investment which included in its economic justification the
application of the ELF. The incentives provided by the current ELF
will allow the industry to maintain production at the highest
possible rates through additional incremental investment in the
future.

Question 4. How many barrels per day are extracted
from wells in the most productive oil fields in the various
lower 48 states? What is the greatest barrels per day
extraction considered marginal and provided tax cuts for
production incentive in the various lower 48 states?

Answer:  The average production from any well in the lower-48
fields is significantly lower than is the average in Alaska as
indicated by the figures provided by the Administration. At
production levels presented, with or without a production tax
burden, not one of these fields could be economically produced in
Alaska. Whether any of these fields are marginal or not is dictated
by many variables including operating costs, transportation costs,
and eventually wellhead value. However, any well becomes more
marginal as its production and therefore its relative profitability
declines. None of these fields would survive a $7.00 per barrel
transportation cost.

Question 5; Which oil companies have the greatest lease
interests in Prudhoe Bay and Kuparuk oil fields and what is
the percentage of their lease interests?

Answer:  Attachment Il details ownership of Prudhoe Bay, Kuparuk
and several other fields in the state. Please note that the companies
which own significant pieces of Prudhoe and Kuparuk are the same
companies which own substantial interests in other smaller fields.



February

Question 6: Oil companies: how much did you extract
world wide in 1976? How much of thE* was from Alaska?
(Prudhoe Bay?)

Answer: ARCO production in 1976, world wide was 511.2 MBPD.
ARCO's Alaska production in 1976 was 27.7 MBPD, all of which came
from fields in the Cook Inlet.

Question 7: 0il Companies: How much oil did you extract
world wide in 19887 How much of that was from Alaska?
(Prudhoe Bay?)

Answer: In 1988, after ARCO Alaska Inc.’s investment totaled $7.6
Billion in the State of Alaska, ARCO's production from the state was
470 MBPD with 305 MBPD of that production coming from Prudhoe
Bay. ARCO's total world wide production in 1988 was 679.7 MBPD.

Question 8: Which oil fields will receive tax breaks
from this ELF Bill? Which oil fields wilt receive tax
increases from this ELF bill?

Answer:  The only fields currently in operation which will have
their taxes reduced are Endicott and Lisburne whose combined total
production is only 135 MBPD. Prudhoe Bay and Kuparuk fields which
produce 1,815 MBPD, will have their taxes increased by 40% and
160% respectively over the next ten years. Over 90% of the state's
production and nearly all of the state's reserves will be burdened
with additional production tax under HB-118. When the two fields
that hold the vast majority of the states known reserves are
burdened by more production tax, there can only be a negative impact
on the ultimate recovery of the state's oil and gas resources.
Almost one-half billion barrels of additional Kuparuk oil can be
recovered if economics allow.

Question 9: Can the ELF raise the amount that would be
paid for severance taxes above the statutory nominal rate
of 15% for any oil field or any oil company? So this ELF
bill can't do this either, right?

Answer: House Bill 118 would not subject the total production of
a field to more than the nominal statutory rate of 15%. It could,
however, subject an incremental barrel of oil produced to a
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production tax rate in excess of 15%. This result would place an
onerous burden on any investment that would act to produce
additional barrels of oil and can only be perceived as an incentive to
keep small fields small and make big fields smaller.

Question 10: Will this ELF bill raise the rate that would
be paid for severance taxes for iPrudhoe Bay above the rate
that was paid by oil companies at Prudhoe Bay prior to June
20, 19877

Answer:  Again, it is possible for the rate on an additional barrel
produced at Prudhoe Bay to be burdened with a production tax in
excess of the 15% vrate. From 1981 through June 20, 1987, the
“rounding rule" was applied to production at Prudhoe Bay that set its
ELF at 1.0 and its production tax rate therefore at 15%. House Bill
118 would raise the rate to 14.9%. Kuparuk's rate would go from
8.4% to 13.2%.

Question 11: How much is being paid to the State of
Alaska in severance taxes each year?

Answer:  The fiscal year 1988 severance tax collections, based on
the Alaska Department of Revenue's October, 1988 Revenue figures,
were $816.4MM,

Question 12: How does the amount that Alaska receives in
severance taxes compares to the amount that other oil-
producing states and nations receive? How much would the
fields in the lower 48 pay if they were placed under the
Alaska tax structure?

Answer: A definitive study of severance tax rates throughout the
nation would be a complex task, however, based strictly on statutory
rates Alaska still maintains the highest rate in the nation at (5%,
ARCO's lower-48 production company, which owns and operates
fields in many of the significant petroleum producing areas utilizes
an average severance tax rate of 5% in its financial planning. At the
production per well rates quoted by the administration in its earlier
testimony none of the fields producing in other states would be
economically viable in Alaska so no taxes would be paid in any case.

As the charts used by the Administration in their testimony so
clearly point out, snap shot comparisons between Alaska and other



February 22, 1989

states or oil producing nations are of questionable use. The
comparisons can easily mislead and are dependent on so many
variables that they are difficult to accurately quantify. For
example: When the administration's bar chart comparing Alaska and
Indonesia is reformatted to show percent of revenue as well as
gross revenue (Attachment Ill), it becomes quickly evident that the
State of Alaska receives a larger percentage of the available
revenue from crude oil production than Indonesia receives. But this
bar chart too ignores the differences in capital commitments,
concessions by sovereigns, lifting costs, trade restrictions, and
many other factors.

It appears that the Administration's Division of Policy best
described the usefulness of the nation and state tax comparisons in
1988 in their ELF Policy Perspective when they stated "Differences
like these make simplistic comparisons regarding which state has
the highest or lowest severance tax of limited use".

Question 13: OilCompanies: Do you have North Sea
production? If so,what percent of the total economic rent
do you realize from vyour Alaska production and what
percent do you realize from your North Sea production?

Answer: ARCO has no significant North Sea oil production and is
therefore unable to adequately respond to this question.

Question 14: OilCompanies: How much profit is being
made off of the most productive oil fields in the lower 48
states?

Answer:  The profitability of many fields in the lower-48 is
unknown to ARCO since we do not have interest in every lower-48
field.  Specific profitability data of any particular field in which we
have an interest is considered company confidential data and we
regret that we cannot share this with you. However, no Lower-48
oil field must cope with a $7.00 per barrel transportation burden.

Question 15: 0il Companies: How much profit is being
made off of the most productive oil fields in other oil-
producing countries?

Answer: ARCO Alaska Inc. does not have adequate data for
international operations to provide any meaningful insights into this



issue. We can say however, that the states documentation
concerning Indonesia is very misleading because of major
differences in wellhead price due to transportation and export
restrictions.

Question 16: How much profit is being made off of
Prudhoe Bay and Kuparuk oil fields each day?

Answer:  Current public data available on the profitability of both
the Prudhoe Bay and Kuparuk fields is from Barclays de Zoete Wedd,
an independent London Investment House. These figures are provided
on Attachment I

Question 17: Does this include TAPS? If not, what is the
profit on TAPS?

Answer:  For a look at TAPS profits we would refer you to the
TAPS settlement methodology to which the State of Alaska is
signatory. The question of TAPS profits is, we submit, irrelevant to
the issue of HB-118. The issue of taxes on transportation, which is
being discussed here, is an issue that was settled in the
development of the TAPS settlement. In any event, since ARCO
Alaska's current North Slope production exceeds ARCO Pipeline
Company's TAPS capacity, any incremental project oil is shipped
through another owners pipeline capacity.

Question 18: What public sources corroborate this?
Would you provide materials proving this? Would you
provide a detailed list of your revenues and expenses?

Answer:  These figures in Barclays de Zoete Wedd are public
information and are utilized because they are public information.
The public investment community are ultimately the owners of the
companies in our industry and their perception as to profitability
and/or the value of investments is of paramount concern to our
companies. Additional detailed breakdowns of costs and revenues
cannot be provided in this public forum because they are considered
company confidential for competitive reasons as well as for SEC
disclosure purposes.

Question 19: How much profit is made from refined
products from Alaskan oil?



Answer:  Profits generated on the refining and marketing of
Alaskan source oil are no more or less than those generated on
similar quality crude from other sources. Crude oil, whether from
an Alaskan or other source, is a commodity which is valued and
traded based on .quality, location and market conditions. At the same
locale, any source crude oil has the same value or cost as any other
source similar quality crude oil.  No more refining or marketing
profit is made on products refined from Alaskan source crude oil
than is made on products refined from any other source similar
quality crude oil.

Question 20: What did the oil companies of Prudhoe Bay
do with the savings made as a result of the tax break
occurring on June 20, 19877

Answer: First as wehave previously discussed, the ELF is not a
tax break, it is an incentive provided to increase the ultimate
amount of crude oil produced in the state. The cumulative reduction
in production taxes, relative to a flat 15% ratethat accrued from
June, 1987 to December, 1988 was $43MM strictlyto ARCO During
that same time frame ARCO has invested $77MM in capital at
Prudhoe. This question does not address the $3 Billion of investment
that was made by the oil industry in the state during 1986 and early
1987 which was in part justified and funded in contemplation of the
expiration of the “rounding rule" on Prudhoe Bay in June of 1987,

Question 21 What percent of money grossed by Alaska's
oil in Prudhoe Bay and Kuparuk is reinvested in Alaska?
How much money is sent outside?

Answer: More than 100% of the last three years net profits of
ARCO Alaska Inc. have been reinvested in new fixed assets and
exploration in Alaska (i.e. none has gone south).

Question 22: How many jobs are involved in starting up a
small oil field? How many jobs are involved in maintaining
a small field?

Answer: The marginal projects now being planned for the Kuparuk
field over the next five years will require $1.6 billion and 4000 man
years of construction labor to complete. These new wells and
facilities will require at least 40 additional operating staf\ nearly
as many as it takes to operate the entire Lishurne oil field.
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Question 23: How many Alaskans were employed by the oil
companies of Prudhoe Bay prior to June 20, 1987 when the
tax cut kicked in? How many Alaskans are employed by the
oif companies of Prudhoe Bay now?

Answer: As of June 20, 1987 ARCO Alaska had 2,578 employees.
At the end of 1988 ARCO Alaska employed over 2,800. These figures
however only show half of the picture.  The number of employees
has increased since the June 20, 1987 date, but of more significance
is the fact that 142 of these permanent operating jobs have been
created solely due to projects such as the Central Gas Facility and
the Kuparuk CPF-3. (This figure does not consider the millions of
man hours of construction labor that was created in establishing the
facilities). These projects were intended to increase the ultimate
production of Alaskan oil and gas and are exactly the type of
projects the ELF was intended to stimulate. The majority of Alaskan
jobs created through the operation of enhanced recovery projects are
attributable to activities at Kuparuk and Prudhoe Bay, the two fields
that would be most adversely impacted by the passage of HB-118.

Question 24: What is the long-term effect on Alaskan
jobs in Prudhoe Bay and Kuparuk oil fields as a result of
this ELF Dbill?

Answer: The long term impact of passage of HB-118 will
be that there will bhe fewer jobs in Alaska. As question 23 so
vividly points out, investment dollars are spent and jobs are created
in the fields where the greatest likelihood of additional recovery is
found. Those same investment dollars are spent and jobs created not
on the basis of a fields profitability, but on the basis of the value of
producing the next barrel of oil. At Prudhoe and Kuparuk, HB-118
will only make the next barrel of oil more expensive to produce and
therefore it will he less likely to ever be produced. That means
there will be more oil left in the ground, fewer oil industry jobs and
fewer support industry jobs because there will he fewer facilities
to operate.

Question 25: How many Alaskans are employed by the oil
companies of the marginal oil fields now? How many
Alaskans are likely to be employed by the oil companies of
existing marginal oil fields and in developing other oil
fields as a result of this ELF bill?

B B

t Vr.
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Answer:  Every Alaskan who works in the oil indwstry works for an
oil company that owns an interest in a field where there are
marginal projects that would be detrimentally effected by HB-118.
The question that needs to be asked is how many jobs will be
created under the current ELF that will not be created under HB-
118? Enhanced recovery projects at Prudhoe and Kuparuk can
provide access to additional recoverable reserves of about twice
the  recoverable reserves of all the other oil fields in Alaska
combined. These additional projects could contribute over 400MM
barrels of oil to Alaska's royalty share and would help maintain or
create many Alaskan jobs. HB-118 creates an additional roadblock
to justifying any of these projects.

Question 26: What is the long-term effect on Alaskan
jobs in the smaller oil fields as a result of this ELF bill?

Answer: HB-118 would provide few or no new jobs anywhere in
the Alaskan oil industry. More jobs exist at Prudhoe and Kuparuk
than at all the other fields in Alaska combined. The negative impact
of HB-118 would act to decrease activities at these fields. The long
term effect would also be to decrease the number of Alaskan jobs.
ARCO Alaska is a major interest owner in both large and small fields
in Alaska (as defined by the Administration). These interests places
us in an excellent position to assess the effects of HB-118 on jobs.
ARCO Alaska believes this bill will act to decrease the
ultimate recovery of Alaskan oil and reduce the number of
jobs in  Alaska.



ANS Net Revenue

Assumed Crude Price
Tanker Freight

Quality Differential
TAPS Tariff

Kuparuk Pipeline
Pipeline Loss

Wellhead Price

Production Cost
and Capital Recovery
Total Net Revenue

State Royalty
Severance Tax
Property Tax
State Income Tax
Total State

Federal Income Tax

Producer Profit

Source:

Prudhoe

14.01
2.70
0.00
3.11
0.00
0.10
8.10

1.06
2.06

Barclays de Zoete Wedd, September 1988
Alaska Department of Revenue October 1988

State of Alaska Royalty and Severance Methodology

Kuparuk
$/0bl

14.01
2.70
0.40
3.11
0.70
0.10
7.00



Field
Prudhoe (Oil)
Prudhoe (Gas)
Kuparuk
Ushurne
Endicott
Ntafcuk
Mine Point
PL Thompson

Swanson River

anne
oyalty

125000

125000

125000

125000

140000

125000

178250

125000

161913

ARCO

217800

425649

563010

400000

000234

033400

484864

Exxon

217776

425648

002180

400000

210206

393400

BP

506848

138399

387560

.200000

.567625

1.000000

194000

Union

042500

105174

015136

Mobil

018916
002844

003660

117000

Phillips

018805

002629

103500

Chevron

+.006718
004831

001090

180000
.089000

484864

Cities
Service Conoco

104840

110000 .710000
069700
015136

Other

013137



Administration®s Indonesia Comparison
On a Dollar per Barrel Basis

$17.50

Indonesia Alaska

Note: Refer to Administration's testimony; ($3.1 Billiont+2.0 MMBPD, compared to the ADOR wellhead value)
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HOUSE OF REPRESENTATIVES (907) 4983718
COMMITTEE ON RESOURCES

T0: Resources Committee Members
FROM: Representative Cliff Davidson, Co-Chai”j”®
Representative Curt Menard, Co-Chair
House Resources Committee s
DATE: February 27, 1989

SUBJECT: HB 118; ELF Application Datelssues

ELF APPLICATION DATE ISSUES

Two legal memos (one by Legislative Legai and one by the
Attorney General®s Office) have been done on the
constitutionality of retroactive dates. Both conclude that a
reasonable retroactive date, supported by public policy
reasons in the record, will be found constitutional.

In summary, the law requires that, to be retrospective, a
statute must specify chat it is retrospective, and there must
be a two-thirds vote for an immediate effective date. There
is precedent in Alaska and federal law for retroactive
application of a statute back from the date of enactment to

the beginning of the calendar year. Retroactivity has also
been allowed during the year of the preceding session. In one
federal case, a court upheld a tax passed in 1935 applicable
to tax years 1933 and 1934. In the present case, the
modification of the ELF would result in retroactive
application back two years. While the present case 1is

somewhat different from the 1935 case, that case supports the
likelihood that the two-year application in this case will be
upheld.

The federal rule of law is based on "reasonable notice"
whether the nature or the amount of the tax could not have
reasonably anticipated by the taxpayer at the time the
application date would begin. Changes to tax rates are
presumed to be foreseeable. In one case, the court flatly
rejected a taxpayer"s argument that retroactivity was barred
by due process because the proposed rate increase had been
under public discussion before Congress for about a year and
concluded that this had provided ample notice of the increase.
In the present case, the taxpayers have been on notice that



the ELF may be modified since January 1987, when HB 164 was
introduced. In fact, the taxpayers were on notice even back
in 1981 that the legislature might reassess the tax structure

in 1987.

iThile it is unlikely that the retroactive date back to July 1,
1987 would be found unconstitutional if challenged, to ensure
that there won T be a problem, alternative application dates
are also added to the bill in the Committee substitute.
Alternative dates include July 1, 1988 (the beginning of the
fiscal year), January 1, 1989 (the beginning of the calendar
year), and immediately on the effective date of the Act.

The following questions and answers establish for -che record
the reasonableness of the retroactive date back to July 1,

1987.

(1) Is the modification of the ELF and the retroactive
application date remedial?

The answer is: Yes, the ELF modification and the retroactive
application date are remedial. The modification of the ELF is
designed to close up a loophole that allowed profitable
Prudhoe Bay and Kuparuk oil fields a tax cut that was designed
for marginal fields. The modification of the ELF allows the
ELF to function the way it was meant to function. The
retroactive date of July 1, 1987, enables the state to receive
from the oil companies all the revenue lost as a result of the
loophole going into effect at the end of June 1987.

(2) What important public policy does the modification of
the ELF and the retroactive application date further?

The answer is: The modification of the ELF and the
retroactive application date reflects important public policy
relating both to state revenues and to use of state resources.
The severance tax serves to raise revenue for the state, which
allows the state to provide needed services Tfor all the
people. Aside from merely raising revenue, the severance tax
serves to obtain for all the people of the state benefits fronm
the oil resources of the state, in accordance with
constitutional mandate. The Alaska Constitution requires the
legislature to provide for the utilization, development, and
conservation of all natural resources belonging to the state
for the maximum benefit of the people. Thus, an appropriate
severance tax is constitutionally necessary, regardless of the
state®"s Tfiscal needs.

(3) Will the modification of the ELF and its retroactive
application date accomplish the objective of the legislation?

The answer is: Yes. The modification of the ELF and 1its
retroactive application date does accomplish its objective?..
They will serve to raise revenue and to fulfill the



constitutional mandate to ensure that all Alaskans benefit
fully from Alaska®s resources. If the ELF were not to be
modified, or if the application date was not made retroactive
to July 1987, the people of Alaska would not be fully
benefiting from Alaska®s resources and revenue would be lost
because of this loophole.

4 Why 1is the retroactive application date reasonable
its nature, circumstances, and effect?

(A) Did the oil companies have reason to believe
that the ELF might be modified and the loophole removed and
the change applicable back to July 1, 19877

The answer is: The retroactive date of July 1, 1987 1is
reasonable because it is retroactive only two years and
because HB 164, a similar bill modifying the ELF, was
introduced in January 1987, prior to this retroactive date, so
the affected oil companies were on notice prior to this date

that the ELF could be changed. In addition, even prior to
1987, the oil companies were on notice that the ELF could be
modified and the loophole eliminated. In 1981, when the

loophole was created, public officials indicated their
expectation that the loophole would be reassessed and possibly
changed by 1987, so the oil companies could not have
reasonably expected the ELF not to be modified and to not have
a change applicable to July 1987, preventing the oil companies
from benefiting from the loophole.

(B) Will the retroactive application have an unduly
harsh effect on the oil companies required to pay the
retroactive tax?

The answer is: No. While the modification of the ELF and the
retroactive date serves to raise the amount paid for the
severance tax for Prudhoe Bay and Kuparuk oil fields beginning
July 1987, it does not raise the amount paid above the 15%
statutory nominal rate for the severance tax. Neither does it
raise the amount that will be paid above the amount that had
been paid by the affected oil companies for Prudhoe Bay oil
fields prior to July 1987. The modification and the
retroactive date is thus reasonable.

The Committee substitute also provides for payment of the tax
on the 20th day of the calendar month following the effective
date of the Act. It indicates that delinquent taxes are
subject to payment of interest and to the provisions in AS
43.10, which relate to enforcement and collection of
delinquent taxes, and also indicates that tax overpayments
will be credited against the taxpayer®s future tax liability.

in
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MEMORANDUM February 6, 1989
SUBJECT: Retrospective application of the economic

limit factor tax amendments, CSHB 118 ( )

TO: Representative C liff Davidson”™~Co-Chair
House Resources Committee

FROM: Jack Chenoweth
Legislative C

The amendments requested are enclosed. The drafts differ
only as to the date of retrospective application of each.
The draft identified as 6-0652E applies the economic lim it
factor (ELF) retrospectively to oil produced after June 30,
1987; the draft identified as 6-0652H applies the economic
limit factor retrospectively to oil produced after December
31, 1988. (A subsequent memo from your office specified
different alternative dates. Mechanically changing a date
in any of these drafts is not a significant drafting
problem.)

It is my understanding that these provisions lim it the
applicability of the ELF to the state's major producing
fields and that, as a consequence, the tax liability of some
taxpayers subject to the severance tax, AS 43.55, would be
increased, while the liability of others may decrease. 1/

y Under AS 43.55.020(a):

The gross production tax on oil or gas shall be
paid monthly. The taxis dueon the 20th day of
each calendar month onoil or gas produced from
each lease or propertyduring the preceding month.
If the tax is not paidbefore the end of the month
in which it becomes due, the tax becomes
delinquent.

Thus, tax liability is incurred and remitted on a
monthly, not an annual basis. For oil production
during December, 1988, the tax became due and payable
January 20, 1989, and tax liability for oil production
during January, 1989, becomes due and payable February
20, 1989.
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Representative C Iliff Davidson
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A retroactive tax adjustment will apply if there is a valid
public purpose served by giving retrospective effect to that
adjustment. Here, the committee's deliberations may be
critical. As a committee substitute for HB 118 is
considered, it would, in nmyjudgment, be important to
develop a record on which a court,if called upon to
consider an argument, would conclude that there was a public
purpose served by giving the adjustment a retrospective

effect.

A reasonable retrospective application will be sustained.
The farther back the retroactive provision is given effect,
the less likely a court would be to sustain the provision
without a clear showing of public purpose. (To foreclose a
claim altogether, this office has discouraged retrospective
application of severance tax adjustments beyond the narrow
period recognized under AS 43.55.020(a), that is, a change
amending the economic limit factorto be made retroactive
only to the beginning of the month in which the bill is to
take effect. That approach should not create any problems
of retrospective applications since the tax liability would
not have become due on that date.)

RETROSPECTIVE APPLICATION OF THE AMENDMENTS:

Tax statutes may be made retroactive. 2/ The threshold

Il This office has also recently considered
proposed retrospective application of severance tax
adjustments, specifically relying on the federal and
state constitutional prohibitions against passage of ex
post facto laws. There are two ex post facto law
prohibitions of the federal constitution. Article 1,
section 9, clause 3 is a limitation on the federal
government, while article 1, section 10, clause 1
imposes a similar limitation on the states. Alaska’s
constitution also contains a limitation in section 15

of article 1I.

Our previous conclusion that federal and state
constitutional prohibitions against enactment of ex
post facto laws would support a challenge to the
amendment's retrospective application was surely in
error. Federal court decisions have limited the
application of the limitations to criminal or penal
consideration is that the retrospective application of
the measure must not impair an obligation of contract.



The impairment. of contract consideration appears to be
inapplicable in this instance. Retrospective application of
a newly-enacted statute may, in some instances, impair
obligations of contract, in violation of article |, section
10 of the United States Constitution and article I, section
15 of the State Constitution. However, the Alaska Supreme
Court appears to have cut off an impairment of contract
argument applicable to retrospective application of a tax
amendment in Atlantic Richfield Co. v. State, 705 P.2d 418
(Alaska, 19857"" To the argument that the oil and gas
corporate income tax then in litigation impaired the
obligation of the state's underlying lease contracts, the
court concluded that "[the] argument [was] without merit":

. No lease provision has been impaired. In
entering into the leases the state could not, and did
not, contract away its power as a sovereign to tax
income earned in the state. Merrion v. Jicarilla
Apache Tribe, 455 U.S. 130, 102 'S.Ct. 894, 71 L.Ed.2d
2] (1982) disposes of this issue:

Contractual arrangements remain subject to
subsequent legislation by the presiding sovereign.
Even where the contract at issue requires payment
of a royalty for a license or franchise issued by
the government entity, the government's power to
tax remains unless it "has been specifically
surrendered in terms which admit of no other
reasonable interpretation.” St. Louis v.

United R. Co., 210 U.S. 266, 280 28 S.Ct. 630,
'6'34, '52 L.Ed."1054 (1908).

455 U.S. at 148, 102 S.Ct. at 907, 71 L.Ed.2d at 36
(citations omitted); see also Exxon v. Eagerton, 462

statutes, concluding that retrospective tax legislation is
not prohibited by the ex post facto clause. Personal
finance Co. v. United States, 86 F. Supp. 779 (D.Del.,
1949). See 16A Am. Jur. 2d secs. 636, 677. Decisions in
other state courts have similarly concluded. Parlato v.
McCarthy, 69 A.2d 648 (Ct., 1549), Walker v. Commonwealth,
130 SW.2d 27 (Ky., 1939). The Alaska Supreme Court has not
extended application of the state constitutional ex post
facto prohibition beyond penal or criminal matters. Danks
v. State, 619 P.2d 720 (Alaska, 1980); Creekpaum v. State,
757 P.2d 1139 (Alaska, 1988).
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U.S. at-187-94, 103 S.Ct. at 2304 - 2307, 76 L.Ed.2d at
508-12.

705 P.2d 418, at 438.

If legislation acts retrospectively, the nature and duration
of its retrospective application should be reasonable. The
arguments favoring a reasonable retrospective operation
arise out of the equal protection and due process clauses of
the state and federal constitutions.

Federal equal protection considerations;

State legislation retroactively imposing a tax is not
necessarily and certainly invalid under the equal protection
clause of the Fourteenth Amendment to the federal
constitution. The inquiry to be made is one of whether the
retroactivity impairs substantial, vested rights, and is
reasonable in the circumstances. As to retroactively
imposed new taxes, the courts have been reluctant to find a
violation because of the impairment of a vested right. Welch
v. Henry, 305 U.S. 134, 83 L.Ed. 87, 59 S.Ct. 121 (1938T;
rehearing denied 305 U.S. 675, 83 L.Ed. 437, 59 S.Ct. 250
(1938). 5/ Several state courts have agreed. See Garrett

3/ In Welch, the United States Supreme Court
concluded that a Wisconsin state statute, enacted in
1935 and operating retrospectively to tax corporate
dividends earned in 1933 which, when received, were
deductible from gross income, did not violate the equal
protection clause. The tax rates applied to the
dividends differed from the rates applicable to other
types of taxable income. As to the retrospective
application of the new tax to dividends that were, when
earned, exempt from tax, the court noted that:

The equal protection clause does not preclude the
legislature from changing its mind in making an
otherwise permissible choice of subjects of
taxation. The very fact that the dividends were
relieved of tax [in 1933], when the need was less,
is basis for the legislative judgment that they
should bear some of the added burden when the need

is greater.



Freight Lines v. State Tax Commission, 135 P.2d 523, at 526,
527 (Utah, 1943); Colonial Pipeline Co. v. Commonwealth, 145
S.E.2d 227 (Va. 1965), reh. den. ()966), app. dismissed,
384 U.S. 268, 16 L.Ed.2d 523, 86 S.Ct. 1476 (1966). 4/

Numerous retroactive revisions of the federal and
Wisconsin revenue laws . . . have imposed taxes on
subjects previously untaxed and shifted the burden
of old raxes by changes in rates, exemptions, and
deductions. It has never been thought that such
changes involve a denial of equal protection if
the new taxes could have been included in the
earlier act when adopted. |If some retroactive
alteration in the scheme of a tax act is
permissible, as is conceded, it seems plain that
validity, so far as equal protection is concerned,
must be determined, as in the case of any other
tax, by ascertaining whether the thing taxed falls
within a distinct class which may rationally be
treated differently from other classes. [If such
changes are forbidden in the name of equal
protection, legislatures in laying new taxes would
be left powerless to rectify to any extent a
previous distribution of tax burdens which
experience had shown to be inequitable, even
though constitutional.

83 L.Ed. 87, at 92.

b/ In Garrett Freight Lines v. State Tax
Commission, 135 P.2d 523 (Utah, 1843), the Utah Supreme
Court, called upon to determine whether an excise tax
levied on the use of diesel motor fuel that was used
prior to the date the legislative act became law, found
no equal protection violation;

It is well settled that a tax does not necessarily
violate the Federal Constitution merely because it
contains retroactive features. Milliken v. United
States, 283 U.S. 15, 21, 51 S.Ct. 324, 75 L.EHT"8'0'9
[(U.S., 1931)]; Billings v. United States, 232

US. 261, 34 S.Ct” 471TTSTTEcTT 596 1(U.s.,
1914)]; Welch v. Henry, 305 U.S. 134, 59 S.Ct.

121, 125, 83 L.Ed.™8'7 I(U.S., 1938)]

Neither the Federal Constitution nor the Utah
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Federal due process considerations:

Retroactive imposition of a tax is not necessarily a
violation of the due process clause of Lhe Fourteenth
Amendment to the federal constitution. The leading case is
Welch, cited earlier, in which the United States Supreme

Court determined:

The objection chiefly urged to the taxing statute is
that it is a denial of due process of law because in
1935 it imposed a tax on income received in 1933. But
a tax is not necessarily unconstitutional because
retroactive. Milliken v. United States, 283 U.S. 15,
21, 75 L.Ed. 809, 8)4, 51-S."C't. '324 [(1931)1, and cases
cited. Taxation is neither a penalty imposed on the
taxpayer nor a liability which he assumes by contract.
It is but a way of apportioning the cost of government
among those who in some measure are privileged to enjoy
its benefits and must bear its burdens. Since no
citizen enjoys immunity from that burden, its
retroactive imposition does not necessarily infringe
due process, and to challenge the present tax it is not
enough to point out that the taxable event, the receipt
of income, antedated the statute.

83 L.Ed. 87, at 93. But the assertion that due process is
not violated is not absolute and, the courthas said that

In each case it is necessary to consider the nature of
the tax and the circumstances in whichit is laid
before it can be said that its retroactive application

is so harsh and oppressive as to transgress the
constitutional limitation.

Id.

Similarly, in Garrett Freight Lines, earlier cited, the Utah
Supreme Court determined tnat the due process clause is not

Constitution has any provision in terms prohibiting
retroactive legislation -- excepting that which forbids the
enactment of ex post facto laws. [Citations omitted.) That
clause relates to criminal and penal matters and does not
affect legislation such as the statute here involved.

Calder v. Bull, 3 Dali. 386, 390, 1 L.Ed. 648, 1 Kent
Commentaries 409; 3 Story on Constitution 212; 18 C.J.S.
Constitutional Law, sec. 435, p. 886.



a limitation'-on the state's ability to retrospectively
impose a tax:

Although basing its case upon the due process clause,
appellant does not show wherein the tax constitutes any
arbitrary and oppressive discrimination except to
assert that a tax based upon a transaction consummated
prior to passage of the act amounts to a taking of
property without due process. It has many times been
questioned whether the due process clause constitutes
any limitation upon the taxing power. In this
connection we quote from Mr. Justice Sutherland of the
United States Supreme Court in an opinion upholding the
validity of a statute of the State of Washington
levying a tax upon the sale of oleomargarine:

Except in rare and special instances, the due
process of law clause contained in the Fifth
Amendment is not a limitation upon the taxing
power conferred upon Congress by the Constitution.
* * * And no reason exists for applying a
different rule against a state in the case of the
Fourteenth Amendment. * * * That clause is
applicable to a taxing statute such as the one
here assailed only if the act be so arbitrary as
to compel the conclusion that it does not involve
an exertion of the taxing power, but constitutes,
in substance and effect, the direct exertion of a
different and forbidden power, as, for example,
the confiscation of property. * * * Collateral
purposes or motives of a Legislature in levying a
tax of a kind within the reach of its lawful
powers are matters beyond the scope of judicial
inquiry. * * * Nor may a tax within the lawful
power of a state be judicially stricken down under
the due process clause simply because its
enforcement may or will result in restricting or
even destroying particular occupations or
businesses, * * * unless, indeed, as already
indicated, its necessary interpretation and effect
be such as plainly to demonstrate that the form of
taxation was adopted as a mere disguise, under
which there was exercised, in reality, another and
different power denied by the Federal Constitution
to the state.

A. Magnano Co. v. Hamilton, 292 U.S. 40, 54 S.Ct. 599,
601, 78 L.Ed". m



Garrett Freight Lines, 135 P.2d 523, at 527.

Courts have, however, considered retrospective tax
legislation unconstitutional as a violation of the due
process clause when, as Welch concludes, in light of "the
nature of the tax and the circumstances in which it is
laid," the legislation is "so harsh and oppressive as to
transgress [that] constitutional limitation.” Welch v.
Henry, 305 U.S. 134, 59 S.Ct. 121, 83 L.Ed. 87,“at' 93" The
qguestion is typically one of the degree of harshness, based
upon consideration of factors such as (1) the effect of the
retroactive application of legislation amending a tax on a
taxpayer's voluntary act that was influenced by the
taxpayer's understanding of tax incidence or consequence at
the time of that act, especially if the tax to be imposed or
amended is "novel,” (2) the sufficient certainty of the
taxpayer's expectation of money that is jeopardized by the
retroactive legislation, (3) the length of the period of the
legislation's retrospective application, and (4) the
importance of the public purpose to be served by the action.
The first three elements are, to some degree, based on the
taxpayer's expectations, while the fourth involves a
determination of a public interest that necessitated the
actual enactment.

Computation and payment of the severance tax is not greatly
c.eterminative of taxpayers' taxable activities that generate
the tax liability, nor does this proposed legislation seen
to strike at activities of a taxpayer that reasonably relied
on the current severance tax rates before this b ill proposed
amendment of that tax. It is the length of the period of
the legislation's retrospective application and the
importance of the public purpose to be served that need be
most carefully considered.

The state's strongest case would be one that suggests that
the purpose of the retroactive provision was remedial and
that its impact was limited to the shortest period
practicable. One benchmark date that might serve that
purpose is July 1, 1988 (start of the current fiscal year,
if, indeed, the principal purpose of the retroactive
application is to meet revenue shortfalls in this fiscal
year);, a number of cases would sustain the argument that the
legislation may be retrospective over the calendar or fiscal
period of its enactment. An alternative--riskier because of
the length of the period over which that retroactivity would
reach back, but perhaps stronger from the point of view of
public policy considerations--would be that date in 1987
when the ten-year exemption from the ELF's operation expired



and the economic lim it factor became applicable to the
state's major producing fields. But this would probably be
justified only if the state could demonstrate that the
conditions that suggested in 1981 that adoption of the ELF
would benefit production are now shown to have been
inaccurate or incorrect.

State due process and equal protection considerations:

Nothing in my quick research suggested that an analysis

under the state's "due process" clause, article |, section
7, would reach a conclusion at variance with the decisions
based on the comparable federal provision discussed above.

State "equal protection” analysis differs, though the
conclusion reached under that analysis is consistent with
the conclusions reached under the analysis applicable to the
federal provisions. In State v. Erickson, 574 P.2d 1
(Alaska, 1976), the court established a "single test”
approach for state-constitution based equal protection
analysis, essentially requiring that the court (1) ascertain
the purposes of the legislation to determine whether they
are legitimate; (2) determine whether the means chosen to
accomplish the objectives actually do so; ard (3) balance
the importance of the state's interest against the
constitutional right involved. The state has plenary
authority to tax. Assuming an adequate record--and the
April, 1988, "ELF Policy Perspective” document may be
sufficient--the ELF adjustments now proposed, adding to tax
liability on the major producing fields that are most
profitable but continuing or reducing rates on marginally
producing fields, seems to bear a strong correlation to the
state's efforts to impose a tax burden on an oil field's
production that is consistent with the field's economics.
By that analysis, if the retrospective application of the
change is reasonable, the court should reject any state
constitutional equal protection-based claim.

I
IS THERE A NEED FOR A SEVERABILITY CLAUSE?
A severability clause is not needed, and one has not been
included in either draft. In the absence of a severability
clause, you may rely on AS 01.10.030.

TO THE EXTENT THAT THE BILL MAKES A RETROACTIVE TAX
REDUCTION, MAY THE LEGISLATURE PROVIDE FOR THAT TAX



REDUCTION BY--A CREDIT AGAINST THE TAXPAYER®"S FUTURE TAX
LIABILITY, OR IS THE PAYMENT OF AN IMMEDIATE [CASH] REFUND

REQUIRED?

If retrospective application of the ELF adjustment reduces
the tax liability of any taxpayer, the revenue having been
received and deposited into the general fund, the state
would not be able to refund amounts that have been
previously paid by the taxpayer to that taxpayer without an
appropriation. However, article IX, section 6 of the state
constitution provides that appropriations of public money
may be made only for a public purpose. In states operating
with a constitutional provision comparable to Alaska's in
which there has been a proposed payment of a retroactive
refund of a validly enacted tax, the appropriation has been
held to violate those constitutional provisions. Japan
Line, Ltd. v. MacCaffree, 558 P.2d 211 (Wash., 1977); City
of Yakima v. Huza, 407 P.2d 815 (Wash., 1965); In re Estate
of Skinner, 303 P.2d 745 (Cal., 1956); San Bernardino County
v. Way, 117 P.2d 354 (Cal., 1941). These considerations
then would favor the use of a credit due the taxpayer
against the taxpayer's future tax liability, for the use of
this approach would necessarily avoid a "public purpose”
challenge under article IX, section 6.

v

TO THE EXTENT THAT THE BILL MAKES A RETROACTIVE TAX
REDUCTION, IS INTEREST PAYABLE ON THAT REDUCTION? IF SO,

FROM WHAT DATE WOULD INTEREST ACCRUE?

Assuming the draft makes a retroactive tax reduction, |
would treat the reduction as the equivalent of a refund of
taxes legally collected. In a refund situation, the
legislature may shape the conditions and limitations of that
refund. While interest is generally recoverable on the
amount of the refund, the few Alaska precedents suggest that
payment of interest is discretionary and depends principally
on whether or not the legislature, by statute, has
authorized its payment.

By statute interest is allowed on an overpayment of a tax
levied and collected under AS 43. See AS 43.05.280. That
statute is, of course, more generally applicable to
instances involving tax payments made in regular fashion,
and not to adjustments made by retrospective application of
a change of the tax law. But it would seem to have
applicability to the changes suggested under AS 43,55.
Apart from the statute, | know of nothing that mandates
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payment of interest on a tax refund due for a tax that, at
the time of levy, was legally collectable, and suggest that
the state may act with respect to interest on the tax
refunds as it sees fit.

The committee should determine what it wants to do and give
instructions, and the draft will be prepared accordingly.

\%

TO THE EXTENT THAT THE BILL INCREASES A TAXPAYER'S
LIABILITY, IS THE TAXPAYER OBLIGATED TO PAY INTEREST ON THE
INCREASED LIABILITY? IF SO, FROM WHAT DATE WOULD INTEREST

ACCRUE?

Assuming the committee substitute serves to establish a
greater liability on the part of certain taxpayers for one
or more "past due" months, that liability arises not under
AS 43.55.020(a), but by operation of this law. The
legislature has authority to determine whether interest
should be paid, and from what date it should be paid.

The b ill should not leave taxpayers subject to the assertion
that they failed to remit taxes by the deadlines established
in AS 43.55.020(a). In each measure, | have incorporated an

additional provision that sets a date certain for
reporting and paying the retroactive tax liability.
Thereafter, if the amount due has not been timely remitted,
provisions governing delinquency should apply.

Your January 30 memo asks other questions concerning
retroactive application of the proposed ELF changes, Let ne
briefly respond.

As should be clear from the decision in Atlantic Richfield
v. State, there is sound benefit in adhering to the
requirements outlined in the Agency's drafting manual, The
current manual, at pp. 27, 28, instructs that

The language providing for retroactive application of a
bill or part of a bill should be set out in a separate
section immediately preceding the effective date
section. The retroactive section and the sections in
the b ill that are to be retroactive should have
immediate effective date clauses.

| am bound to follow the drafting manual, and any, dr .ft
version of legislation prepared for the committee's
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consideration that contained a retroactive provision would
necessarily include an immediate effective date. All the
drafts | would provide for the committee's consideration
would contain the effective date clause. However, if, in a
mark-up, the committee directs (on the record) deletion of

the clause with the immediate effective date, | would
provide the bill with that section omitted. But, before
departing from the directive of the manual, | would want to

have committee instruction, for | think it is important that
the record show why there has been a departure from standard

drafting procedure.

If one house or both houses fail to adopt an immediate
effective date for legislation having a retroactive
provision, the bill would still take effect. The effective
date would be delayed 90 days, however, but the retroactive
elements of the legislation would not be impaired by that

delay.
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