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By the Senate Finance Committee

LETTER OF INTENT - SB 299

The Alaska State Legislature believes the expenses and costs

referred to in SB 2.99 are not presently allowable as reasonable
costs of transportation for determination of the gross value of
oil or gas under AS 43.55.150(a).

is to avoid lengthy and costly
this point.

The purpose of passing SB 299
litigation by clarification of
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ANALYSIS:

This bill would disallow, 1n the calculation of gross value at the point of production,
Increase 1n transportation cost associated with a catastrophic oil
It 1s unclear what Impact the Valdez spill will
Incremented chartering costs).

any
discharge. At this time,
have on these costs (vessel repair or

If these costs amount to $50 million and are Included
calculation of reasonable transportation costs,

million.

In the
the severance tax would be reduced by $5.5



Amendment to Senate; Bill 299

By Davidson

Page 2. Line 0

Delete "the first day of the month in which it takes effect"”
and insert "March 1,. 1989"

Page 2, Line 7

Delete "on or after that date"™, and insert "after February 28,
1989"
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Senate

MEMORANDUM May 2, 1989

TO: Rep. Cliff Davidson
Rep. Curt Menard
Co-Chairs, House Resources Committee

FROM Arliss Sturgulewski
Senate Rules Chair

RE CS SB 299 (Fin)am
"An Act omitting from the calculation of the gross
value of oil, for purposes of administration of the oil
and gas properties production tax, certain costs,
losses, damages, and expenses relating to catastrophic
oil discharges from vessels; and providing for an
effective date."

SB 299 is a simple bill with a long title. At a minimum it will
save the state from a lengthy and costly legal dispute and it may
save the state approximately five and a half million dollars.

The state®"s severance tax on oil is based ori the wellhead value

of oil. The wellhead value is established by subtracting
transportation costs from the price of oil. There is a
possibility that companies may attempt to claim the costs of
tanker repair, incremental tanker charter costs to replace the

damaged tanker, and selected cleanup costs as transportation
costs to be deducted when establishing wellhead value.

SB 299 prevents any of these costs incurred in connection with a
catastrophic oil discharge into the marine or inland waters of
the state from being allowed by the Department of Revenue as
reasonable costs of transportation. The Department of Revenue
was concerned about this potential loss of severance tax.



It was also worried, however, that the existence of this bill, if
it did not pass this session, would be used as evidence 1in a
legal dispute that there is a presumption these costs are
deductible. We have attached a letter of intent which addresses
Revenue®s concerns to the department®s satisfaction on this

issue. It is important that this letter of intent continue with
this bill.

I urge your swift action on this legislation. Thank you.

stmm
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ANALYSIS:

This bill would disallow, 1n the calculation of gross value at the point of production, any
Increase In transportation cost associated with a catastrophic oil discharge. At thls’tlme,
It Is unclear what Impact the Valdez spill will have on these costs (vessel repair or
Incremented chartering costs). IT these costs amount to 150 million and are Included In the
calculation of reasonable transpf®-tatlon costs, the severance tax would be reduced by 15 5

million.
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SB 299
ANALYSIS

This bill would disallow, 1n the calculation of gross value at the point of
production, any Increase 1ln transportation cost associated with a catastrophic oil
discharge. At this time, 1t 1s unclear what Impact the Valdez spill will have on
N e<rn°°nM(VeSS! repalr or Incremented chartering costs). If these costs amount
to $j0 million and are Included 1n the calculation of reasonable transportation
costs, the severance tax would be reduced by $5.5 million. This analysis assumes
that under current Interpretation costs Incurred 1n clearnlng up a catastroplc oil
discharge are clearly not associated with the reasonable costs of transportation.



By the Senate Finance Committee

LETTER OF INTENT - SB 299

The Alaska State Legislature believes the expenses and costs

referred to in SB 299 are not presently allowable as reasonable
costs of transportation for determination of the gross value of
oil or gas under AS 43.55.150(a). The purpose of passing SB 299

is to avoid lengthy and costly litigation by clarification of
this point.



MEMORANDUM  State of Alaska

Department of Revenue

to:/ Hugh Malone, date: April 14, 1989
Commissioner
pileno:
thru: Bill Floerchingcr, telephoneno: 277-5627

Director
subject: Exxon Valdez

Revenue Impact

from: Chuck Logsdon,
Petroleum Economist * f g e e
Ren Bitzer,
Senior Appeals Officer

The drama of the oil spill at Valdez continues to unfold with Exxon currently making
emergency repairs in Alaskan waters to the disabled tanker prior to moving it to dry dock.
Owing to the restrictions in place on tanker movement into and out of Valdez, TAPS throughput
was reduced significantly over the last two weeks. This memo attempts to estimate the revenue

impact of the spill.

The primary impact of the spill on State revenue is the production slowdown it caused.
Both royalty and severance income is determined by how many barrels are produced. Although
the oil will eventually be produced at a later date the inability of the producers to "bank" excess
production to cover unexpected shortfalls means we may not see those barrels until the end of
the field life. The conser jence is reduced cash flow to the State and the producers.

The throughput in the pipeline was back up to 2.0 million bbl/day by April 5. This
results in an estimated production disruption since March 24, 1989 of roughly 12 million barrels.
The cost of this lower production in terms of reduced severance tax and royalties is ap-
proximately $30 million assuming oil prices of $12.00/bbl at the North Slope wellhead

($17.50/bbl U.S. Gulf).

The effect of the spill on FY 1989 estimates of general fund unrestricted revenues will
obviously depend on the oil price used by the producers to calculate their severance tax and
royalty payments in March and April. On the non-oil side, fears of contaminated fish have
already led to falling prices and reduced tax collections, while the impacts on the upcoming
tourist season are even more problematical. We are preparing an estimate of FY 1989 revenues
based on as much actual data as can be obtained, and plan on releasing this estimate May 1,

1989.



Other possible revenue effects of the oil spill arc as follows:

1. Exxon may argue that no severance taxes or royalties are du- for the oil spilled since
that oil was never carried to market. Although the State would argue that severances taxes are
payable on barrels produced not barrels sold, the taxes at stake amount to approximately
$325,000. The in-value royalty at stake would be approximately $185,000. (The potential
royalty impact would exclude the roughly one-half of our royalties taken as in-kind barrels and
already sold by the State at Pump Station #1.)

2. The loss of the oil and the cost of the spill to Exxon might be a deduction for State
income tax purposes. Since the State income tax is based on apportioned income and Exxon's
apportionment factor is very low, this revenue impact should be quite small.

3. The lower production this year as a result of the spill will reduce TAPS throughput.
Because of the ratebase formula used to caluculate the tariff, this will tend to raise the TAPS
tariff assu .ning that pipeline costs stay about the same. In fact pipeline costs may be higher
should new regulations require Alyeska to increase their spill response capabilities. The net
result is that the TAPS tariff may increase slightly as a result of the spill. This will tend to
reduce the wellhead value of production which is the basis for royalty and severance tax collec-
tions. At this time it is not possible to estimate what this cost will be.

4. The cost of the repairs to the Exxon Valdez will affect the netback cost in the future.
These repairs are estimated in excess of $20 million and could take the vessel out of service for a
period in excess of one year. These costs would generally be accumulated until the repairs are
completed. At the time that these repairs are completed, they would then be expensed over the
year in which the repairs were completed which would result in reduced production taxes. Due
to the extensive nature of the repairs, it could be argued that these repairs should be capitalized
and then deducted over the remaining life of the vessel. In either case the production tax would
be affected depending upon which method was used.

5. As aresult of the damage to Exxon Valdez, Exxon will have to charter additional
vessels to make up for the lost capacity while the vessel is being repaired. It is estimated at the
present time that these repairs could take up to one year to complete. The actual additional cost
will vary depending upon the availability of additional vessels. If Exxon is able to time charter
vessels for the entire period the cost will be less than if Exxon uses spot charters. It is not
known at this time if Exxon has additional capacity available to it which it is not using at the

present time.
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LEGISLATIVE AFFAIRS AGENCY

M EMORANDUM April 21, 1989

SUBJECT: Retrospective application of Senate
Bild-g-286Zand 299

TO: Senator Arliss Sturgulewski

FROM: Jack Chenoweth

Legislative Coun

Each of the two above-captioned bills has a retroactivity
feature. Tho Gtatre"s ISf iLLCOme tax xs" COriipdtet and pattf omr
an- annual baoid. Sertarte Bill 280, amending Llie neL" income
ta«T- applioo the ctranges made in~That~bld"I~rbdck to income-
earnad oinec-the cta¥rt of this-calen”ar-yca¥= The oil and
gas properties production (i.e. "severmere'") tax is due and
payable monthly. ]/ Senate Bill 299, amending the chapter
that imposes the severance tax, applies the changes made in
that bill back to production from the first day of the month
in which the Act takes effect.

Since retroactivity is common to both, let me discuss the
common concapt in the material that follows.

V' 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 1is 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.



Senator Arliss Sturgulewski
Page 2
April 21, 1989

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 the bills are considered, it would, in my
judgment, 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 amendments 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, 1in other legislation | have discouraged
retrospective application of severance tax adjustments, for
example, beyond the narrow period recognized under AS 43.55.-
020(a), that is, a change amending the economic limit factor
to 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 BILLS:

Tax statutes may be made retroactive. 2/ The threshold

2/ 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 I,
section 9, clause 3 is a limitation on the federal
government, while article I, section 10, clause 1
imposes a similar limitation on the states. Alaska“"s
constitution also contains a limitation in section 15
of article 1.

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



Senator Arliss Sturgulewski
Page 3
April 21, 1989

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, 1in some instances, impair
obligations of contract, 1in violation of article I, 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, 1985T"! 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

Y (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 admn:* . of no other
reasonable interpretation.”™ St. Louis v.

United R. Co., 210 U.S. 266. 280, 28 S.Ct. 630.
634, 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 1in
other state courts have similarly concluded. Parlato v.
McCarthy, 69 A.2d 648 (Ct., 1949), Walker v. Commonwealth,
130 S.W.2d 27 (Ky., 1939). Thu 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,
753 P.2d 1139 (Alaska, 1988).
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Uu.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 (1938),
rehearing denied 305 U.S. 675, 83 L.Ed. 437, 59 S.Ct. 250
(1938). 5/ Several state courts have agreed. See Garrett

¥ 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 eaual
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 f_om 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.
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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 (vVa., 1965), reFT den. (1966), 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 taxes 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.

4/ lii Garrett Freight Lines v. State Tax
Commission, 135 P.2d 523 (Utah, 1943), 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.Ed. 809
[(U.S., 1931)]; Billings v. United States, 232

U.S. 261, 34 S.Ct. 4217 58 L.Ed. 596 [(U.S.,
1914)]; Welch v. Henry, 305 U.S. 134, 59 S.Ct.

121, 125, 83 L.Ed. 87 [(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 the 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 1is not necessarily unconstitutional because
retroactive. Milliken v. United States, 283 U.S. 15,
21, 75 L.Ed. 8(5J 8T4~] 51 S.Ct. 32A [(1931) ], 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 court has said that

In each case itis necessary to consider the nature of
the tax and the circumstances 1in which it 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 that 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 matter;: 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.
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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 Qonstitution.

And no reason exists for applying a
different rule against a state in the case of the
Fourteenth Amendment. * * * That clause 1is
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, *oxow unless, 1indeed, 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, 1in 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. 1109.---——-——--
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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 1in 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
question is typically one of the degree of harshness, based
upon consideration of factors such as (l) 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
determinative of taxpayers®™ taxable activities that generate
the tax liability, nor does this proposed legislation seem
to strike at activities of a taxpayer that reasonably relied
on the current severance tax rates before this bill 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.

State due process and equal protection considerations:

eNothing in my quick research suggested that an analysis

under the state"s "due process" clause, article 1, 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 1is 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”



Senator Arliss Sturgulewski
Page 9
April 21, 1989

approach for state-constitution based equal protection
analysis, essentially requiring that the court (l) 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; and (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.adding to tax
liability on the income and severance taxes payable by major
producers seems to bear a strong correlation to the state"s
efforts to impose a tax burden on those who are principally
responsible for conducting marine operations in a way that
is environmentally safe. By that analysis, if the
retrospective application of the change 1is reasonable, the
court should reject any state constitutional equal
protection-based claim.
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Amendment to Senate Bill 299

3y Davidson

Page 2, Line 6

Delete "the first day of the month in which it takes effect"”
and insert "March 1, 1989"

Page 2. Line 7

Delete "on or after that date"™, and insert "after February 28.
1989"
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