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F i s c a l  A n a l y s i s  o f  H B  1 1 8

This bill modifies the economic 11m1t factor (ELF) formula used 1n 
computing the production (severance) tax on oil.

The bill (1) Introduces the rate of field production Into the exponent of 
the current ELF formula and (2) repeals the so-called "rounding rule," the 

provision of current law which states that for any month during the first- 
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.

The bill carries an effective date of July 1, 1989, but does not 
explicitly state the date on which 1t first begins applying to oil 

production. That date will determine how much revenue 1s raised for FY 89 

and FY 90. The following table shows the revenue raised for each date.

If the bill applies 
to oil produced 

after this date

Revenues 
Raised 

for FY 89

Revenues 
Raised 

for FY 90

12/31/88
01/31/89

02/28/89

03/31/89

04/30/89

05/31/89

06/30/89

07/31/89

08/31/89

64
50

37

24

12
0
0
0
0

171
171

171

171

171

171

158

145

132

The severance tax 1s paid monthly for the prior month, 
tax for production 1n April 1s due 1n May.

For example, the

This fiscal note was calculated using the oil price and production 
assumptions of the Department of Revenue's Spring 1989 Petroleum 

Production Revenue Forecast mid-case scenario. That forecast was 

predicated on Alaska North Slope crude prices at the U.S. Gulf of $14.29 a 

barrel 1n FY 89 and $16.41 a barrel in FY 90.

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

1995 194
1996 180

1997 165

1990 157

1999 148

2000 139

2001 129

2002 110

p a g e  2  o f  4





ght 

(IZbbl),

US Gulf 

-(Vbbl)

fiscal Tsar

J I1 ! 199? 1993..

10 11 35 85 88 98 104 104 99

12 13 48 115 116 129 146 148 139

14 15 63 151 153 161 174 175 164

16 17 78 187 189 198 213 214 200

18 20 92 223 226 235 253 253 236

20 22 107 259 262 272 283 277 258
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Original sponsor: Finance Committee

BY TH E SENATE SPECIAL
1 IN THE HOUSE COMMITTEE ON OIL AND GAS

2 SENATE CS FOR CS FOR HOUSE BILL NO. 118 (Oil & Gas)

3 IN THE LEGISLATURE OF THE STATE OF ALAS KA

4 SIXTEENTH LEGISLATURE - FIRST SESSION

5 A BILL

6 For an Act entitled: "An Act relating to the oil and gas properties pro-

7 duction tax; and providing for an effective date."

8 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

9 * Section 1. AS 43.55.013(b) is repealed and reenacted to read:

10 (b) The economic limit factor for oil produc ti on  of a lease or

11 property shall be computed according to the following formula:

12 (1 -[PEL/TP]) exp ([ 150,000/(TP/Dajs)] exp [(460 X WD)/PEL])

= the monthly production rate at the economic limit;

= the total production during the m on th  for w h i c h  the

tax is to be paid;

= the total number of well days in the m onth for w hich

the tax is to be paid;

= the number of days in the m on th for w hi ch the tax is 

to be paid; and 

= e x p o n e n t .

21 * Sec. 2. This Act takes effect July 1, 1989.

13 where: PEL

14 TP

15

16 WD

17

18 Days

19

20 exp

HB0118e - 1 - SCS CSHB 1 1 8 (O&G)



OFFERED IN THE SENATE 

TO:

Sec. (a ) The sum o f $1,000,000 i s  appropriated  from the

g eneral fund to the Department o f A d m in istra tio n  fo r  payment as a g ran t 

under AS 37 .05.315 to the M u n ic ip a lity  o f Anchorage, Anchorage Economic 

Development C orp oratio n , fo r  in c e n tiv e  programs th a t cre a te  new, permanent 

jo b s by p ro vid in g  i n i t i a l  job  t r a in in g , the expansion o f p u b lic ly-ow ned  

ro ad s, p o rts , a ir p o r t s , u t i l i t i e s ,  other p u b lic  works, and other prudent 

programs needed in  support o f new or expanded business a c t iv i t y  th a t 

c re a te s  new jobs by s e rv ic in g  markets o u tsid e  the s ta t e , or p ro v id in g  goods 

or s e rv ic e s  th a t were not p re v io u s ly  provided by s ta te  f irm s .

(b) I t  i s  the in te n t o f the le g is la t u r e  th a t expenditures from the 

ap p ro p ria tio n  in  (a) of th is  se c tio n  not exceed $7,500 fo r  each permanent
I

fu ll- t im e  jo b , th at the co rp o ratio n  secure c o n tra c tu a l and f in a n c ia l  

commitments from re c ip ie n ts  regarding job c re a tio n  before d isb u rs in g  money 

from the a p p ro p ria tio n , and th at the g rant be used to encourage the 

c re a tio n  of permanent jobs outside the petroleum  in d u s try .

5 / 3 / 8 9



c

c

c

ce V
/

C '' — - P r , , .
— \ \ ■

1 IN THE SENATE

2

3

4

5

BY E L I A S O N , JONES, 
AND ADAMS

SENATE BI L L  NO. 284 

IN THE LEGISLATURE O F  THE STATE OF ALASKA 

SIXTEENTH LEGISLATURE - FIRST SESSION 

A  BILL

6 For an Act entitled: "An Act relating to certain revenue from mineral

7 sources and to the oil and gas properties pr oduction

8 tax; and providing for an effective date."

9 BE IT ENACTED BY THE LEGISLATURE OF T HE  STATE OF ALASKA:

10 * Section 1. AS 37.13.010(a) is amended to read:

11 (a) Under art. IX, sec. 15 of the state constitution, there is

12 established as a separate fund the Al ask a permanent fund. The Ala sk a

13 permanent fund consists of

14 (1) 25 percent of all mineral lease rentals, royalties,

15 royalty sale proceeds, net profit shares under AS 38.05.180(f) and

16 (g), and federal mineral revenue sharing payments received by the

17 state before July 1, 1989, from mineral leases issued on or before

18 December 1, 1979, and 25 percent of all bonuses received by the state

19 from mineral leases issued on or before February 15, 1980;

20 (2) 50 percent of all mineral lease rentals, royalties,

21 royalty sale proceeds, net profit shares under AS 38.05.180(f) and

22 (g), and federal mineral revenue sharing payments received by the

23 state from mineral leases issued after December 1, 1979, and 50 per-

24 cent of all bonuses received by the state from mineral leases issued

25 after February 15, 1980;

26 (3) 43 percent of all mineral lease rentals, royalties,

27 royalty sale proceeds, net profit shares under AS 38.05. 180(f) and

28 (g), and federal mineral revenue sharing payments received by the

29 state on or after July 1, 1989, from mineral leases issued on or

SB0284a 1- SB 284



HB 118 ELF

- Revises the Severance "Tax Brackets" for Alaska Oil Fields-

Progressive Approach 
Big Fields Pay More 

Small Fields Pay Less

Raises About $170 Million A Year (March 31, 1989 Mid-Case Revenue 

Scenario)





THE SEVERANCE TAX AND THE ELF
A. De fin it ion  of the Severance Tax
B. Importance of the Severance Tax to Alaska's Revenues
C. De fin it ion  of the ELF
D. Application of Fi 7 to Produce the Effective Severance Tax

Rate
HISTORY OF ELF

A. The Tax Rate on Prudhoe Bay Has Dropped Sharply
B. How Revenue Neutral Were the 1981 Changes?
C. Selected Petroleum Revenues, FY 79 - FY 88
D. General Fund Unrestricted Revenues, FY 88
E. Severance Tax Receipts as Percentage of Gross Wellhead 

Value — Prudhoe Bay
SCS CS HB 118 (RESOURCES)

A. Legis la tion
B. Fiscal Note
C. Size o f Field Where Taxes W ill Increase or Decrease Under 

SCS CS HB 118 (RESOURCES)
D. Sectional Analysis of SCS CS HB 118 (RESOURCES)

Legis la tion Revising the Economic Limit Factor
ELF'S EFFECTS ON ALASKA FIELDS

A. Approximate Field Locations (Current and Prospective 
Fields)

B. The Tax Rate on Prudhoe Bay Has Dropped Sharply
C. Fields Where Taxes Would Decrease Under HB 118 (For 

Representative Years)
D. E ffec tive  .Severance Tax Rates Under D iffe ren t ELF Formulas
E. Synopsis of Alaska Fields and Top Ten Lower 48 Fields
F. U.S. Fields With Reserves Exceeding 100 M il l ion  Barrels 

( 011 and Gas Journal. January 30, 1989)
G. Prudhoe Bay Production
H. Kuparuk Production

ELF AND ALASKA'S REVENUE
A. HB 118 Raises More Severance Tax Revenue From Prudhoe Bay 

and Kuparuk
B. HB 118 Gives a Tax Savings For Producers At Oil Fields 

Other than Prudhoe Bay and Kuparuk
C. Comparative Severance Tax Payments In 1987 For 10 Top Oil 

Producing States

QUESTIONS AND ANSWERS ON SCS CSH8 118 (RESOURCES)
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Why should the Legislature modify the ELF?

This legislation promotes economic development, creates jobs, raises 

revenue, and protects the interests of the people of Alaska in 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 —  is 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 is the Economic Limit Factor?

The ELF is a formula which reduces the severance tax actually paid on oil. 

The ELF formula produces a fraction which reduces severance taxes as the pro­

ductivity 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 is normally 15 percent for mature fields) multiplied by the ELF. 

Here’s an example which shows the tax rate on Prudhoe Bay now:

15% nominal tax rate

multiplied times ELF of 0.824

equals an effective severance tax 

rate of 12.36%

Tire 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.

D E P A R T M E N T  O F  R E V E N U E  ( M a y  3 , 1 9 8 9 )



The ELF was originally created in 1977 to encourage oil companies to 

develop marginal oil fields, and to extend the life of producing fields when pro­

duction at those fields became marginal.

How did wi  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 challenged 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 Legislature 

raised the severance tax rate from 12.25% to 15%. Because the ELF formula 

would have cut into this needed revenue, the Legislature —  as a stopgap 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 severance 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 became even more negative for 

the state. When the stopgap 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 F Y  88, and has cost the state more than 

$70 million more for F Y  89 by the middle of March of 1989.

Why do people want to change the E L F  now?

The current ELF is not giving Alaska an attractive enough tax climate to '• 

encourage development of marginal oil fields. Instead of helping marginal fields, 

the ELF formula now mostly provides a massive and unnecessary tax break to 

two fields which are not marginal at all - Prudhoe Bay and Kuparuk. These are 

the largest oil fields in the United States, and two of the most profitable as well.

■Wta.dpw.ghave.thg e l f ?

D E P A R T M E N T  O F  R E V E N U E  ( M a y  3 , 1 9 8 9 )
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House Bill 118 would target tax breaks toward marginal fields and away from 

these two large, high-profit fields. The bill would give tax breaks to currently 

producing marginal fields such as Endicott and Lisbume 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, H B  118 would cut —  or leave at zero -  the taxes on every oil field in 

Alaska except Prudhoe Bay and Kuparuk.

H B  118 would reduce the tax breaks given to Prudhoe Bay and Kuparuk. The 

current ELF gives a 20 percent tax break to Prudhoe Bay, and more than a 40 percent 

tax break to Kuparuk. H B  118 would reduce -- but not eliminate -  the tax breaks 

given to these two large fields.

H o w  much revenue would H B  118 raise?

Assuming the mid-case scenario projection of the Fall, 1988 Department of 

Revenue forecast, the legislation would generate $235 million for F Y  89 and F Y  90.

Thelong-term fiscal impactis substantial as well. For the F Y  91 -FY 95 period, 

the legislation would raise $981 million.

D E P A R T M E N T  O F  R E V E N U E  ( M a y  3 , 1 9 8 9 )

5

Graphic #3 shows the tax savings provided by H B  118 for producers at all other 

fields except Prudhoe Bay and Kuparuk. Graphic #4 shows the increased revenues 

generated from Prudhoe Bay and Kuparuk by H B  118. The legislation on balance 

raises substantial revenues.
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Source: Alaska Dept trfRovanuo Spring 89 Forecast Data: April 21,1389
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Fields Where Taxes Would 
Decrease Under HB 118

(For Representative Years)

14%
1 2 %

1 0 %

8 %

6 %

4%
2 %

Data: February 7,1989

Endicott Lisburne C o o k  Inlet Niakuk
1991 1991 1991 1993

C u r r e n t  T a x  R a t e

West Pt. Mi lne Seal
S a k  T h o m s o n  Point Island
Start up date dependent upon future economics

V 2 \  HB 118 Tax Rate

Source: Department of Revenue



Prudhoe Bay and Kuparuk

98 0
Fiscal Year

Current ELF

HB 118 ELF

$ 0 l  1 I 1 1 1 1 1 I

■ 88 90 92 94 96

Note: Revenues are from severance taxes on fields 
other than Prudhoe Bay and Kuparuk Date: February 15,1989
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$ 0

88 90 92 94 96 98 0 2
Fiscal Year

Note: Revenues are from severance taxes 
on Prudhoe Bay and Kuparuk D a t e :  F e b r u a r y  1 5 , 1 9 8 9

Current ELF

HB 118 ELF



issism m  _____________m m m

a n

is a tax on oil ~emoved from the ground. The tax 
compensates for the depletion of the state's non­
renewable resources.

Date: February 7, 1989



Part of Alaska’s Revenues

Severance
Taxes

$2305.8
Total Unrestricted General Fund 
Revenues For Fiscal Year 1988

D a t e :  F e b r u a r y  7 , 1 9 8 9

$1487.
(64%)

Unrestricted 
General Fund 
Revenues Without 
Severance Taxes



The Economic Lim it Factor or ELF is a fraction 
which reduces severance taxes as well 
productivity declines.

D a t e :  F e b r u a r y  7 ,  1 9 8 9



EFFECTIVE SEVERANCE TAX RATE 
equals nominal severance tax rate times ELF.

For example, 15.00% times 0.824 equals 
an effective severance tax rate o f 12.36 %

D a t e :  M a r c h  3 , 1 9 8 9
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Nominal Rate = 15%



Petro. Corp. 

Income Tax
Sev.

Tax Total

Petro. Corp. 

Income Tax

Sev.

Tax Total

Loss from 

change in 

Law

1582 S80 1219 2199 669 1582 2251 52

1S83 915 1099 2014 236 1454 1730 ( 2 e 4 )
1584 836 1033 1869 265 1293 1658 (211)

1585 812 1014 1826 169 1389 1558 (268)

1586 658 805 1463 134 1108 1242 (221)

1587 375 464 839 120 J 4 9 769 (70)

Total 4576 5634 10210 1593 7615 9208 (1002)*

*Had the Legislature authorized deduction of the Federal Windfall Profits Tax the total 
loss over the period would have been $670 mm

What collections would Actual

have been under pre 1S62 Law Collections

I



SELECTED PETROLEUM REVENUES
(FY 1979 - 1988)

E 3  SEVERANCE

4.0 

3.5-

3.0

2.5

2 . 0

1.5 

1.0 

0.5 

0 . 0

PETROLEUM-CORP

(BILLIONS OF DOLLARS)

1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
(Alaska Department of Revenue-Ressarch)
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GENERAL FUND UNRESTRICTED REVENUES
(FY 1988)

O I L  &  G A S  R O Y A L T I E S  

3 0 %

P E T R O L E U M - C O R P  T A X E S  P R O P E R T Y  T A X E S

7 %  4 %

(Alaska Department of Revenue-Research)
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Severance Tax Receipts as Percentage of Gross Wellhead Value -
Prudhoe Bay

• I • Sev Tax LossWellhead Gross Sev as ’/. fromPrice Volume Value Tax of Gross ELFYear (S/bbl) (rrvnbbl) ( Smm) ( Smm) Value ( Smm)
1982 24.45 557 13619 1787 13. ;y. NA
1983 20.27 560 11351 1499 13. iy. NA
1984 19.73 562 11088 1455 13.iy. NA
1985 18.48 564 10423 1368 13.iy. NA
1986 12.74 563 7173 941 13.1*/. NA
1987 8.08 567 4581 601 13.1% NA(Suspension of ELF on Prudhoe Bay ends)
1988 10.68 565 6034 657 10.9% 135
1989 7.36 540 3974 430 10.8% 92
1990 7.00 502 3514 368 10.5% 93
1991 7.56 466 3523 357 10.1% 105

18



1 IN TH E H O U S E  BY THE RESOURCES COMMITTEE

2 SENATE CS FOR CS FOR HOUSE BIL L NO. 118 (Resources)

3 IN THE LEGISLATURE OF THE STATE OF ALASKA

4 SIXTEENTH LEGISLATURE - FIRST SESSION

5 A  BILL

6 For an Act entitled: "An Act relating to the oil and gas properties pro-

7 duction tax; and providing for an effective date."

8 BE IT ENACTED BY  THE LEGISLATURE OF THE STATE OF ALASKA:

9 * Sect ion  1. AS 43.55.013(b) is repealed and reenacted to read:

(b) The economic limit factor for oil production of a lease or

pro perty 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 = the total production during the month for w h ic h the

tax is to be paid;

WD = the total number of well days in the m onth for w h i c h

the tax is to be paid;

Days = the number of days in the month for which the tax is

to be paid; and 

exp = e x p o n e n t .

* Sec. 2. AS 43.55.080 is amended by adding new subsections to read:

(b) The commissioner of administration shall separately account

for all proceeds of the tax deposited into the general fund under (a)

of this section.

(c) The legislature may  annually appropriate to the oil and

hazardous substance release response fund established in AS 46.08.010

the greater of:

(1) $30,000,000; or

(2) four percent of the amount estimated to be received

HB0118f SCS CSHB 118(Res)



1 from the tax levied and collected under this chapter during the fiscal

2 year.

3 * Sec. 3. Section 1 of this Act is retroactive to January 1, 1989, and

4 applies to oil produced a.!ter December 31, 1988.

5 * Sec. 4. AUTHORIZATION FOR APPRO PRI AT IO N OF TAX REVE NU E RECEIVED

6 DURING FY 1989. The legislature may  appropriate to the oil and hazardous

7 substance release response fund 50 percent of the difference b e twe en  the

8 taxpayer's tax liability on oil production under AS 43.55 for the period

9 between the retroactive application date of this Act and M a y  31, 1989, as

10 determined under AS 43.55.013

11 (1) as that statute existed before the amendments to it made by

12 sec. 1 of this Act; and

13 (2) as amended by sec. 1 of this Act.

14 * Sec. 5. PAYMENT OF TAX DUE. The oil pr od u c t i o n  tax payable as a

15 result of the retroactive application of this Act is due on the 20th day of

16 the calendar m o n t h  following the effective date of this Act. If the tax

17 due and payable is not paid by the date specified in this section, the tax

18 becomes delinquent and subject to payment of interest and the provisions of

19 AS 43.10 relating co enforcement and collection of delinquent taxes.

20 * Sec. 6. OVERPAYMENT OF TAX U ND ER  REVISED FORMULA. The tax liability

21 of a party that is reduced by the retroactive applic at io n of this Act shall

22 be credited against the taxpayer's future tax liability. The provisions of

23 AS 43.05.280(a) and 43.05.280(b)(1) do not apply to, and interest is no t1

24 allowed on, the overpayment. '

25 * Sec. 7. Section 2 of this Act takes effect July 1, 1989.

26 * Sec. 8. Except for sec. 2 of this Act, this Act takes effect

27 immediately under AS 01.10.070(c).

SCS CSHB 118(Res) HB0118f l
20



STATE OF ALASKA 
1989 LEGISLATIVE SESSION

B i l l  Version: SCS CSHB 118 (Res) 
Publish Date:_________________

FISCAL NOTE
RFOUFST:
Revision Date: May 1 . 1989____________
T i t le :  011 & gas properties production
tax -  ELF____________________________
Sponsor: House Finance Committee______
Requestor: Senate Resources___________

Agency Affected: Department of Revenue 
BRU: 011 & Gas Audit Division
Components:.
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I REVENUE
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This bill modifies the economic limit factor (ELF) formula used 1n 
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 first 

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; (3) 

authorizes the appropriation to the oil and hazardous substance release 

response fund of 50 percent of the revenues for the period between 

January 1, 1989 and May 31, 1989; and (4) authorizes the annual appropria­

tion In future years of $30 million or 4 percent of the severance tax 

revenues, whichever 1s greater.

This fiscal note was calculated using the oil price and production 
assumptions of the Department of Revenue’s Spring 1989 Petroleum 

Production Revenue Forecast mid-case scenario. That forecast was 

predicated on Alaska North Slope crude prices at the U.S. Gulf of $14.29 a 

barrel 1n FY 89 and $16.41 a barrel 1n FY 90.

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

1995 194

... , 1996 180

1997 165

1998 157

1999 148

2000 139

2001 129

2002 110
2003 86

2004 69

2005 45

2006 21

2007 4

2008 (3)

2009 0

2010 0
I

A price - revenue matrix 1s Included. It 1s based on an application date 
of December 31, 1988.
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Price/Revenue Increase for HB 118 
(Millions of *)

Saudi ANS (? Fiscal Year
Light
*/bbl)

US Gulf 
($/bbl) 1989 1990 1991 1992 1993__ 1994 1995

10 11 35 85 88 98 104 104 99

12 13 48 115 116 129 146 148 139

14 15 63 151 153 161 174 175 164

16 17 78 187 189 198 213 214 200

IB 20 92 223 226 235 253 253 236

20 22 107 259 262 272 283 277 250
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Size of Field Where Taxes W111 Increase or Decrease Under HB 118

HB 118 modifies the ELF statute 1n two ways which affect the relationship 
of field size to the tax rate for the field: (1) by modifying the formula;
and (2) by repealing the "rounding rule." (Under current law, 1f a field has 
an ELF of greater than 0.7 for the first ten years of the field, the \LF 1s 
elevated to 1.0. This Is called the "rounding rule.") The combined effect of 
these two changes will Increase the severance tax on fields producing an 
average of more than approximately 150,000 barrels per day, and will reduce 
the severance tax on fields producing an average of less than approximately
150.000 barrels per day. An analysis of these two changes and the underlying 
assumptions follows.

The change 1n the formula would raise taxes on fields which produce more 
than approximately 115,000 barrels per day and for which the rounding rule 
does not apply. (Only Prudhoe Bay and Kuparuk fit this description. The 
rounding rule does not apply to them now because Prudhoe Bay 1s older than ten 
years and Kuparuk's current ELF is less than 0.7.) The Bill would cut taxes 
—  or leave them at zero —  for any field producing less than approximately
115.000 barrels per day. If a field produces an average of less than 300 
barrels per well per day, their taxes are zero under current law and the new 
Bill.

The Bill also Initially decreases the ELF for new higher productivity 
(where average well productivity Is greater than 1500 barrels per day) large 
fields (over the 115,000 barrel per day level). Under current law, fields 
producing more than an average of 1500 barrels per well per day will have an 
ELF of greater than 0.7, and would have an Initial effective ELF of 1.0 
because of the rounding rule. Since the first ten years of the field Is when 
the greatest proportion of oil 1s produced (upwards of 75 percent), these 
large fields could have reduced weighted average severance taxes over the 
entire life of the field under the Bill since it eliminates the rounding rule.

The repeal of the rounding rule will only benefit fields whose ELF's 
would be greater than 0.7 for the first ten years of the field, and will only 
benefit such fields initially, the first ten years at most. (If the ELF for 
such a field dropped to 0.65 in year 4, for example, the proposed ELF only 
helps it out for the first three years.) Depending on the dynamics of the 
field, specifically its per well productivity and Its decline profile as well 
as the discount rate used to evaluate the time value of money, the repeal of 
the rounding rule may or may not help such fields over the entire life of the 
field as measured by the weighted average severance tax rate over the life of 
the field. For instance, 1f a field has a reduced ELF for the first ten 
years, but an increased ELF for the next 20 years, its average severance tax 
rate over the 30 year period may or may not be lower under HB 118 than under 
current law.
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The exact stze of field that will benefit over the entire life of the 
field will depend on Its well productivity, decline profile, and the discount 
rate. We estimate that a field with the same well productivity and decline 
characteristics as Endlcott, for example, (which produces 100,000 barrels per 
day and produces.2500 barrels per well per day average), but with peak 
production of 280,000 barrels per day, would have the same discounted (8%) 
weighted average effective ELF over the life of the field under the Bill as 1t 
would under current law. Fields producing less than that amount would have a 
lower ELF than under current law.

The question was what size field would benefit from HB 118 and there were 
two answers. The first answer stems from the change 1n the formula Itself and 
that was approximately 115,000 barrels per day. The second answer stems from 
the repeal of the rounding rule and that was estimated at 280,000 barrels per 
day. The final step necessary to get a single answer 1s to weight these two 
effects.

The two effects were weighted as follows. First, 1f a field produced 
less than 115,000 barrels per day, It would benefit from the formula. Second, 
1t was assumed that if a field were to benefit from repeal of the rounding 
rule, it would be a field that produced 280,000 barrels per day. Finally, it 
was necessary to estimate the probability that a field would benefit from 
repeal of the rounding rule.

A field would benefit from repeal of the rounding rule if its ELF would
be greater than 0.7 and it produced more than 115,000 barrels per day. To
have an ELF of greater than 0.7, its average per well productivity must be 
approximately 1450 barrels per day or more. Thus, we need to see what is the 
probability of a field having average per well productivity of 1450 barrels 
per day and total production of greater than 115,000 barrels, per day.

To gauge this probability, we looked at the characteristics of the fields 
actually producing in Alaska. There were five fields considered: Prudhoe
Bay, Kuparuk, Milne Point, Lisburne, and Endicott. The prospective fields 
were not considered since their characteristics are not really known. The 
Cook Inlet fields were not considered since any field that wili benefit from 
the proposed ELF is probably on the North Slope.

Of the five fields, only one, Prudhoe Bay, had production of greater than
115,000 barrels per day and average well productivity of greater than 1450 
barrels per day. Thus, there is a one in five chance (0.2) that a field would 
have these characteristics. The two effects were weighted as follows:.

.2 x 280,000 = 56,000
+ .8 x 115,000 = 92.000

148,000

That is how the 150,000 barrel figure was derived.



SECTIONAL ANALYSIS OF SCS 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 production.

Under current law and under this section, the ELF statute reduces the

effective severance tax rate on oil 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

tax paid. This also means that 1f the ELF is zero, the severance tax

rate 1s 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 field productivity to the current ELF formula. 

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

action 2. This section provides that each year the legislature may 

appropriate $30 million or four percent of the estimated severance tax 

revenues —  whichever 1s greater - to the oil and hazardous substance 

release response fund.

Section 3. This section makes Section 1 of the Act retroactive to

January 1, 1989, and applies it to oil produced after December 31, 1988.

Section 4. This section authorizes the Legislature to appropriate to

the oil and hazardous substance release response fund 50 percent of the 

revenues generated by this Act for the period between January 1, 1989 and 

Hay 31, 1989. ,

Section 5. This section makes the payments under the retroactive

application of this Act due on the 20th day of the calendar month 

following the effective date of this Act.



 ..... ..... JSv'P®  ........
Section 6. This section provides that 1f a taxpayer's liability 1s

reduced by the retroactive application of this Act, that reduced tax 

liability 1s credited against the taxpayer's future tax liability. 

Interest 1s not allowed on the overpayment.

Section 7. This section makes Section 2 of the Act effective on July 

1, 1989.

Section 8. This section makes all sections except Section 2 

effective Immediately.
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Date: April 20, 1989
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Effective Severance Tax Rates Under Different ELF Formulas

Volume Current SB HB
Field (mmbbl/davl Wells Law 21 118

Prudhoe 1.452 634 12.1% 14.7% 14.9%
Kuparuk .279 342 7.4% 11.1% 12.6%
Milne ('91) .031 39 5.9% 0.8% 0.1%
Endlcott .106 44 12.3% 9.8% 9.8%
Hsburne .044 60 5.4% 1.3% 0.4%
Nlakuk ('93) .021 12 12.3% 2.4% 0.3%

Based on the mid-case scenario of the Department of Revenue's Spring 1989 
forecast for FY 1990. unless otherwise Indicated. Nominal rates are 15% 
for Prudhoe Bay and Kuparuk and 12.25% for the other fields. Well numbers 
are adjusted for well days.



Volume
(bbls/day)

Dally Volume 
p/well

Current Fields 
North Slope '

Prudhoe Bay 1,471,701 709 2076
Kuparuk 312,319 331 944
Lisburne 36,441 55 663
Endicott 98,774 39 2533

Cook Inlet
Beaver Creek 322 2 161
Granite Point 7,351 29 253
McArthur River 18,872 75 252
Middle Ground Shoals 7,494 41 183
Swanson River 5,162 27 191
Trading Bay 3,638 40 91

rospective Fields
Milne Point 30,000 40 750
West Sak 150,000 4000 38
Point Thomson 50,000 50 1000
Seal Island 100,000 100 1000
Niakuk 20,000 12 1667

For current fields, actual February 1989 data, 
expected values at peak production.

For prospective fields, the

Top Ten Lower 48 Fields

Volume
(bbls/dav) Wtlls

Daily
Volume
p/well

*Effctv Sev 
Tax Rate - 
Alaska Law

1. Belridge South (CA) 165,981 6000 28 0.00%
2. Midway-Sunset (CA) 157,526 9180 17 0.00%
3. Kern River (CA) 128,490 6709 19 0.00%
4. East Texas (TX) 111,225 9363 12 0.00%
5. Elk Hills (CA) 107,244 1099 98 0.00%
6. Yates (TX) 91,890 1146 80 0.00% .
7. Wilmington (CA) 81,975 2050 40 0.00%
8. Wasson (TX) 78,510 2152 36 0.00%
9. Spraberry Trend (TX) 60,585 7321 8 0.00%
10.Slaughter (TX) 55,792 3001 19 0.00%

*E1ther Current Alaska law or HB118.
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April 20, 1989

There is no statutory or precise legal definition of the term 
"marginal field." The proposed ELF modifications benefit "marginal 
fields" 1n the same way that a graduated personal Income tax benefits 
poorer people; the law need not contain a precise definition of the 
term. Generally, the term "marginal field" refers to a field whose 
relatively low total dally production and/or relatively low average per 
well productivity adversely affect the economics of its operation.
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Attachment 3

Comparative Severance Tax Payments 
1987 Production and Collections 
10 Top OH Producing States

Preducricn1 Severance Tax* Severance Tax
(1000'j offcbls) (1000’so fS )  S/Bbl Rank

Texas 760,145 1,178,052 1.55 6
ALASKA 715,855 648,500 0.91 8
California 364,572 14,600 0.04 10
Louisiana 173,409 439,237 2,53 4
Oklahoma 132,970 372,883 2.80 2
Wyoming 112,597 138,915 1.23 7
New Mexico 71,533 262,290 3.67 1
Kansas 59,120 159,952 2.71 •• 3
Nonh Dakota- 41,351 90,665 119 5
Utah 35,477 22,781 0.64 9

1 Source: Department of Energy 

* Source: Petroleum Independent, September 1 9 8 3
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Department of Revenue 
April 26, 1989

POINTS ON ELF

—  The Alaska Legislature has changed Alaska's oil taxes just once 1n 
the past 11 years. That change resulted In a net tax decrease for the 
oil Industry.

—  No other taxing jurisdiction has anything like the ELF, which 1s an 
Incentive Intended to benefit truly marginal fields.

—  Prudhoe Bay and Kuparuk are the two most productive oil fields In the 
United States. They are also two of the country's most profitable. They 
are 1n no way marginal and should not qualify for the massive tax breaks 
afforded by the current ELF.

—  HB 118 provides an even greater tax break to the really marginal 
fields, but reduces this unnecessary Incentive for Prudhoe and Kuparuk. 
It's the less productive fields that need the break.

—  Of the 11 fields Immediately affected by any change 1n ELF, nine 
would see a tax decrease under HB 118. Only Prudhoe and Kuparuk would 
pay more.

—  The first 300 barrels of oil from any well 1n Alaska Is already 
free. If Alaska's tax structure were placed on all the oil wells 1n 
Texas, they would pay no severance taxes at all.

—  The current ELF looks only at average productivity per well. The 
proposed ELF would set the tax rate by looking at both the average 
productivity per well and total field size. This change will make the 
ELF more sensitive to profitability.

—  The oil Industry ships most of Its profit and other cash flow south, 
1n fact about J6 of every $7. According to 1988 figures, the Industry 
makes about $6 million 1n profit every day from the North Slope.

—  The proposed change 1n ELF would cost the Industry about 15 to 25 
cents a barrel. The price of oil can change by more than that 1n a 
single day.
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. -------- rAL SEVERANCE TAX EXALPLE1 KUPARUK EXAM PLE
THE ADDITION OF 1 WELL PRODUCING AT THE AVERAGE RATE 
ACTUAL DECB8 FIGURES

CURRENT LAW

BASE +1 WELL

PRODUCTION MBPD 307.2 308.1

TOTAL PRODUCTION MBL/MO 9,522.37 9,552.27

WELLS 318 319

BBL/DAY/WL 065 965

ELF 0.564894 0.564894

EFFECTIVE TAX RATE 8.4734% 8.4734%

TOTAL FIELD TAX M$ 4,165.46 4,178.55

TOTAL FIELD TAX $/BBL 0.500 0.500

INCREASE IN TAX $M 
INCREASE IN MBBLS

13.08
26.17

INCREMENTAL SEVERANCE TAX $/BBL I $0.500~1

HB-118

BASE +1 WELL

307.2 308.1 CURRENTELF 0.564894
X

9,522.37 9,552.27 STATUTORY RATE f  27.90%

318 319 EFFECTIVE RATE
Y

15.7605%

965 965
A

INCREMENTAL MBBLS
Y

26.17

0.883291 0.883817
A

W/H PRICE 5.90

■13.2494% 13.2573% TOTALTAX$M $24.33

6,513.28 6,537.63

4*

INCREMENTAL MBBLS 26.17

0.782 0.782 INCREMENTAL TAX $/BBLBBL $0,930

24.35
26.17

$0.930 I

v ,  oa
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State Revenues on the Incremental Production Millions of Dollars

Suspended Development

1.0 Billion Barrel

Royalty Severance Tax Ad Valorem Tax St. Income Tax400 -■
Total Revenue 3,300

2 0 0  -•

H-f n il mi m i i 11111111 h-h i-n i n 1 1 1  m  m i 1 1 1 1 1 1  hi i in  i in
1979 1980 1981 1982 1983 1984 1985 1986 1987 1988Prudhoe Bay

1 9 8 1 - 1 9 8 8  In d u s try  In v e s tm e n t

Additional WellsProducing Wells 450 Injection Wells 123 Other Wells 23
Waterflood 
Production Facilities 
Gas Handling 
Enhanced OH Recovery 
Other

$8,040



. ■■ Testimony, ELF

Juneau, AK

Good afternoon. My name is 5$Sll§gigg$ I am Senior Vice President of 
Operations of Alaska, Inc. I appreciate the opportunity to offer testimony 
today concerning yet another proposed modification to the Economic Limit 
Factor of the Alaska Oil and Gas Properties Production Tax.

I feel certain that it will come as no surprise to you that ARCO Alaska opposes 
any changes to the Economic Limit Factor (ELF) which would have the effect of 
increasing the oil and gas industry's tax burden. We certainly identify with your 
problems concerning the potential budget deficit generated by the drop in crude 
oil prices. We have had to make a number of difficult decisions because of 
lower crude prices, including organizational restructuring and substantial 
reductions in costs, because our revenues, like yours, wore and are, tied to the 
price of crude oil.

Our economics for making investment decisions contain two principal 
components. Estimated prices and estimated costs. We know we can't control 
prices, and we have learned we don’t have the ability to predict them very well 
either. That leaves only cost. Other than the actual .costs ot transporting the 
crude oil, the largest single cost we have in Alaska is not the result of the 
remoteness of the fields or even the cold. The largest single item of cost we 
face in Alaska is taxes. Higher costs or lower prices result in exactly the same 
thing -  more oil left in the ground -- more oil that could be recovered becomes



uneconomic to recover. That oi! which is left in the ground because it is
j will not return any royalties to the State, and it's from these 

royalties that the contributions are made to the Permanent Fund. It will not 
result in the payment of any production tax nor generate any income tax. Oil left 
in the ground will not create jobs. It will not utilize the facilities already available 
for its production, therefore, those facilities will generate less ad valorem tax 
revenues^ The ELF helps to reduce the regressive effect of a gross production 
tax and prevent the premature cessation of oil production. Short-term fixes 
resulting in higher costs today have the result of removing jobs today and 
revenue from the future.

High crude prices have meant more tax and more royalty for the state. Those 
high prices have also equated to more crude oil reserves and more jobs to 
produce those reserves. However, reserves are not the equivalent of the total 
amount of crude oil in a reservoir. There is also an economic consideration. 
Reserves are instead only equal to the amount of crude oil that can be 
economically produced. Added crude reserves come when prices have been 
high enough to provide the economic incentive to pay for the technology 
specific to each reservoir and to pav for workers and equipment to implement 
that technology in each reservoir. Low prices mean reduced crude reserves; 
high costs likewise mean reduced crude reserves.

I want to show you this afternoon some information about the Kuparuk River 
Unit which should give you cause to move carefully in considering changes to 
the ELF. It is my understanding that the administration has prepared the 1990 
budget based on a $14 Gulf Coast North Slope crude price. I would like to call 
your attention to Exhibit I, which indicates the impact on the Kuparuk River Unit

2



iVSsr ̂  - , v i .of a $14.01 crude oil price. Kuparuk is the second largest oil field in North
• • ’•*. !'<■:' • • i '*• ' • •'.<v‘ ■'v. . . v *.V *,f '

America with a current daily production rate of around 300,000 barrels. Our
studies indicate nearly a billion barrels of oil can be produced with the existing 
wells and facilities. Half as much again is recoverable with additional capital 
spending. One might suppose that this field is an extremely profitable 
investment. But contrary to what you read in the papers or see on television, at 
$14 a barrel, Kuparuk is anything but profitable. As the exhibit so clearly shows, 
the State already, with the current ELF, receives more than 100% of the 
available net revenue on each incremental barrel of crude.

Even at its current peak production rate, only the State of Alaska, not the 
Kuparuk investors, receives a profit. These numbers paint a rather bleak picture 
at $14 a barrel. How can increasing the production tax burden by more than 
100% over the next ten years, as HB-118 would do, be justified when you look 
at the economics? The State would certainly appear to be receiving a great 
deal more than a fair share of the available revenue.

The producer's return on each incremental barrel of oil will determine whether 
additional investments are made to produce more oil. Kuparuk has no natural 
gas cap to force the oil from the ground. From the day the first barrel was lifted, 
pressure has been decreasing, and production on a per-well basis would 
decline without extensive additional investment in enhanced recovery projects. 
These new investments are very costly and can only provide for a slower 
decline in production than would otherwise occur. The loss per barrel that you 
see is the amount that must support the economic decision of whether we 
continue to create additional crude oil reserves in the Kuparuk River Unit. Do 
we operate a drilling rig to do well workovers to produce more barrels when we

3



ip ®
lose $.14 on each barrel? Does it look better to double the production tax and

|V «•••>! •increase the loss to $.32? There is not a multiplier or an exponent which will
convert this loss to an economic incentive to spend more money, to generate 
more barrels at a loss. What is at issue is the one ha!* billion barrels in the 
ground that require additional wells and investment to produce.

We are currently looking at a long-range plan for Kuparuk involving what we 
hope to be a continuing development package. As attached Exhibit II shows, 
there are many development projects left to be done at Kuparuk, and they 
would require additional capital of almost $1.6 billion and would create 
additional Alaskan jobs amounting to nearly 4000 man years of construction. 
Many of those projects will stay on the drawing board unless we have higher 
crude oil prices or lower costs -  or both. We cant do it without your help. The 
industry cant live with low prices and higher taxes. Among these projects, for 
example, is a drill site on the periphery of the Kuparuk field. Our plans call for a 
project consisting of 12 wells to be drilled on the site, providing an additional 12 
million barrels of new oil reserves. Under the State's price forecasts and the 
present tax laws, this project is only marginally economic. If HB-118 is enacted, 
this project won't happen. Twelve million barrels of oil and effectively $35 
million in State revenue will be left in the ground. Of the $35 million, $7 million 
would go into the Permanent Fund.

The importance of tax burden in a project evaluation cannot be overstated. The 
ELF plays a pivotal role in mitigating the regressive nature of the Alaska 
production tax by taking into account the economic realities of oil field 
operations. Those realities are that it doesn't matter how large or small the field 
is, what does matter is that each new project must stand on its own by showing



a positive net present worth. Although prices are still very low, the current ELF 
provides a small but measurable incentive to help reduce some of the costs 
associated with producing more oil.

When I initially came to Alaska in 1968, the severance tax rate was 1%. A step 
production tax was introduced in 1974 to help mitigate the production tax 
burden on wells whose production was at certain low levels. This step 
methodology was modified in 1977 with the introduction of the ELF, and the 
maximum statutory rate was increased to 12.25%. Again in 1981 the statutory 
rate was increased to 15%, the highest production or severance tax rate in the 
nation. In addition, the application of the ELF was limited during the first ten 
years of production. As the curves in Exhibit III indicate for the Kuparuk Reid, 
the burden on the production tax has not only changed by calculation method, 
but it has continually increased. Kuparuk would clearly be paying less 
production tax under prior laws than it would be paying under HB-118. As the 
top line of the graph plainly shows, HB-118 does not provide a slowly declining 
tax rate, or even a step decline, as production drops off. HB-118 is more on the 
nature of a cliff, where the production of the wells in the field must be so low 
before any reduction in tax is realized that under North Slope economic 
realities, the wells could nor be operated at these production levels. This can 
be restated by saying that the Kuparuk Reid will shut down before the ELF in 
HB-118 mitigates anything but an insignificant amount of the production tax.

An increase in taxes also has the direct effect of reducing the amount of capital 
available for exploration and production in the state. The modification of the 
ELF embodied in HB-118 is an increase in taxes. This bill provides only a short 
term revenue boost to cover excessive current government spending, it will not



In closing, I would like to state that ARCO Alaska believes that HB-118 will not 
be advantageous to the economy or the citizens of Alaska. Its enactment would 
place an onerous additional tax burden on the oil industry that would remove to 
other states or countries funds that could otherwise be r.pent on additional 
investment in Alaska. HB-118 would create a disincentive to future Alaska 
exploration and development and will not maximize the recovery of Alaska's oil 
resources. ARCO Alaska strongly opposes House Bill 118.

•-I ; '»■' .

solve the fiscal difficulties the state now faces, and if if is enacted, it will be at the
■ ■■ ■ -.V .■ ■ " ■ f  . ' i ■

expense of long-term stability and growth. Too much of the oil industry’s 
resources are being drained out of resource development and into government. 
It is time for the Legislature to set the pace for Alaska by putting into place 
policies that attract new investment and provide incentives to increase current 
investments. The current ELF formula does help to provide incentives to 
increase-production, while HB-118 severely limits those incentives and 
effectively reinstates the regressive inequities of the gross production tax.

6
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ANS Net Revenue Kuparuk River Field

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

i  m
•V

Currant Law
S/bbl

14.01
2.70
0.40
3.11
0.70
0.10

7.00

5.43
1.58
0.82
0.54
0.44

>0.01

1.79
-0.07
-0.14

HB-118
S/bbl

14.01
2.70
0.40
3.11
0.70
0.10

7.00

5.43
1.58
0.82
0.82
0.44

-0 . 0 2

2.06
-0 .17
-0 .32

Source:Barclays de Zoete Wedd, September 1988 
Alaska Department of Revenue October 1988 
State of Alaska Royalty and Severance Methodology
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K U P A R U K

T i m i n gD e sc rip tio nP ro je c t
Drilling Selective peripheral DS development 

on 160 acre spacing. Total of 98 
additional wells

Peripheral Drlltslte 2K 
Peripheral Drlllslte 3R 
Peripheral Drlllslte 2M 
Peripheral Drlllslte 2L 
Peripheral Drlllslte 3G 
Rem. Peripheral Dev. 14 drlllslte expansions, 6 new drlllsttes, 

180 additional wells 
1 rig 1989, 2 rigs thereafter

W atertlo o d /E O R
• LIP-3 Expansion
• Infill Drill @ DS 1Y/2Z
• Infill Drill @ DS 1A
• Phase I Infill Drilling
• Fullfleld EOR

Additional water handling capacity @ 
22 new wells. Improve EOR efficiency 
16 wells. Seed for Phase I Infill 
160 + 80 acre accelerato reserves 
19 drillsltes staged over 4 years

1990 SL 
1989=== 
1989 SU
1991 SU 
1991 SU
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Ancho rage , A laska  99519-6612 
(907) 561-5111

TESTIMONY
BY

BP EXPLORATION (ALASKA) INC, 
TO THE

REGARDING

Good Morning. My name is and I am here

to testify on behalf of 3P Exploration (Alaska) Inc. about the 

changes to the Economic Limit Factor (ELF) under House Bill 118.

Before discussing the propos ed new formula for the ELF, I 

would first like to address briefly the so-called "Duncan a m e n d­

ment" added to the bill, whi ch would dedicate part of the a d d i­

tional revenue from the n e w  ELF formula to the oil and hazardous 

substance release fund —  let me call it the "spill fund" for 

short. This change is unnecessary in light of the special tax of 

five cents a barrel that the Senate has already passed. It is 

also unnecessary because none of the money from changing the ELF 

could go into the spill fund without annual appropriations, and 

you do not need a special statute on the books in order to make 

such an appropriation. Therefore, we r e c o mmen d deleting this 

amendment from the bill.
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We also recommend deleting the retroactivity section from 

the Resources Committee Substitute, because it is unfair.

Let me n o w  turn to the p r o p osed change in the ELF formula 

itself. We oppose the n e w  formula under consideration, for two 

different kinds of reasons. One kind relates to the i n a p p r o p r i­

ateness of any kind  of tinke r i n g  with the ELF to raise taxes now, 

when fields are entering their decline. The other relaces to the 

special foolishness that this particular formula embodies.

The present ELF formula is working perfect ly well and as 

intended. Without an ELF, the production tax is regressive.

That is, it would tax profitable and unprofitable fields at the 

same rate. The ELF makes the tax progressive by setting the rate 

higher fo^ more profitable fields, lower for less p rofitable 

ones. Every field during its life makes a transition from a 

profitable phase to an increasingly less profit able one, until at 

last the cash costs equal revenues and production ceases.

Alaska has the highest nominal production tax rate in the 

country —  over three times higher than Texas, for example. The 

justification for such a h i g h  rate was and remains the fact that 

the ELF will scale the rate down as profitability d r o p s . This 

means production is not left in the ground because of the tax.

Our figures show that the profitability of Prudhoe Bay has 

dropped by more than 65% from 1981 to 1988, b e c au se of higher 

production costs and lower prices. Analysis adv anced by the 

Administration confirms the fact of a major dec rease in p r o f i t­

ability since 1981. Yet, with HB 118's ELF formula, this drop in



profitabilit y w o u l d  be m a t c h e d  by a minuscule drop in rate from 

15% to 14.9 percent. If all goes as the Ad ministratio n predicts, 

the tax rate will drop again for Prudhoe By in 1994 —  from 14.9% 

to 14.8 percent. With  such an ELF field size becomes the d o m i­

nant factor in determinin g the tax rate, and the concept of 

profitability is simply thrown out the window. This is not how 

ELF is supposed to work.

Contrary to claims that the present ELF is unfair to Alaska, 

the State's current structure of royalty and taxes is working 

extremely well. In 1981, when I was Commissioner of Revenue, the 

State was receiving 30% of the production revenue "pie." C o m­

par e d  to 1981, the State's share has soared over the last three 

years to 72% in 1986, 39% in 1987 and 49% last year, according to 

BP's data. This time of soaring for the State coincides with a 

p e r i o d  of significantly lower profitability for oil producers in 

Alaska, also begin n i n g  in 1986. According to its audited finan­

cial statements, BP's return on its N orth Slope investment (10%) 

during the last three years has underperformed that achieved by 

t he A laska Permanent Fund  (12%), which took far less risk than BP 

was taking. Surely such a split of the "pie" over the past three 

years cannot be calle d unfair to the State.

The present ELF has also worked perfectly fine for small 

marginal fields. This, again, is contrary to what advocates of 

c hanging the ELF have said. Milne Point is often cited b y  them 

as an example of the ELF's failure to work. But the fact is, the 

present ELF h ad reduced the tax rate to zero during the last half



of the time that field was in production. No ELF —  not the 

present one, not the one in HB 118 —  can do more than that to 

help a field. Milne Point's problems h a d  n o t h i n g  to do w i t h  the 

producti on tax.

Moreover, there are no new, small N orth Slope fields that 

w o u l d  be dev eloped any sooner if the ELE is changed. N i aku k is 

waiting for a causeway permit. Milne Point is already coming 

back into production, without any change in ELF. Point McIntyre 

is still b e i n g  evalu a t e d  to see if it is commercial. Seal Island 

awaits further improvement in the mid- to long-range price 

outlook, as well as an economically feasible permit for linking 

it to shore.

Supporters of HB 118 are emph asizing small fields to the 

detriment of large ones. It seems as if, for them, b ig is bad  

and smaller is better. This is backwards. B i g g e r  is better.

The importance of large fields for Alaska, b o t h  in the past and 

for the future, can scarcely be overstated. Without Prudhoe Bay, 

there w ould  have been no TAPS, no Kuparuk, no Endicott, no 

Lisburne, no Milne Point. Without a large commercial field in 

ANWR, there will be no pipeline from A N W R  to TAPS. Big fields 

are the keys that open the doors to the develo pment of any 

smaller satellite fields that might be in t he ir vicinity.

But big fields are more than that. They are themselves some 

of the very best opportunities we have for adding new reserves 

and extending production. A dding just 1% to the recoverable 

reserves of P r udhoe Bay is more than all the p rod uction that has



ever come out of Cook Inlet. In Kuparuk, too, there are projectsV f:r  . ;
IX1*4 ••• • ' , . . • -11 . . • ■ . *'•••'- • *••• " m.

that together coul d add half a billion barrels to its recoverable

reserves —  near ly nine Niakuks, more than four Milne Points.

Despite the opportunities that b ig fields represent and the 

spin-offs that they can generate, House Bill 118 harks back to a 

pygmy w o r l d  where "small is better." Not only are big fields 

bad, not only do they n e e d  to be inflicted with onerous taxes for 

their largeness, regardless of their profit a b i l i t y  —  out HB 118 

actually creates a new tax incentive to make large fiexds small, 

while creating a disincentive against m ak ing small fields any 

larger.

In tes timony to the previous committees considering this 

bill, we have d e m o n s t r a t e d  mathematically that HB 118 will 

increase tax rates for larger fields even t h o u g h  they can have 

exactly the same amount of profit as a smaller one. If the field 

is large enough, the tax actually becomes larger than the entire 

amount of the profit. We have also shown that fields w i t h  the 

same percentage  of pro duction going to cover the cash costs of 

getting that p r o d u c t i o n  out of the ground can be taxed at r a d i­

cally different rates, depending on h o w  large they are. When 

Prudhoe Bay is down to 500 B/D per well as Lisburne is now, the 

rate for Prudhoe (11.95%) will be nearly a t h o us and times greater 

than the rate for Lisburne (0.016%), simply because Prudhoe will 

j still be larger then than Lisburne is now. The p r oof for both of

these effects is a t t ached to my written testimony.
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Similarly, with field size in the exponent, adding n e w  p r o­

duction to a field will increase the tax rate on all of the 

existing product ion from that field. If a n e w  p r o ject is added 

to slow the decline, the extra production from that p r oje ct will 

bear the burden not only of a higher rate, but it will also have 

to support the additional burden of an in creased rate on all of 

the other p roduction from the field. For a project is to go for­

war d  despite these disincentives of HB 118, it would have to be 

sufficiently robust, economically, to overcome this h a n d i c a p  and 

still allow me to get my money back out of the project w i t h  a 

reasonable profit. Otherwise, I'll put the money in a bank or do 

something else with it, instead of putting it into this A l a s k a n  

project.

I think creating this type of reward for smallness is 

terrible public p o l i c y  and very foolish. This is not Lilliput, 

where Gulliver was a giant and where smallness m a y  have been 

worth pursuing for its own sake. This is Alaska, and here there 

is nothing to dictate that big is bad and small is beautiful.

Putting field size into the ELF formula exponent, as HB 118 

does, divorces ELF from the central idea of the percen t a g e  of 

production that is going to cover cash lifting costs. Field size 

becomes paramount, a nd with it comes the pernicious incentive, 

demonstrated in our example, to keep fields small and to let them 

get smaller.

Is this to be the key for Alaska's future, to discourage 

fields from being fully and quickly developed? As an Alaskan, I

- 6 -



for one hope not. When it comes to oil f i elds / big is not bad, 

it's better. That's what we should be fostering w i t h  tax incen 

tives —  growth and sound development. Smaller is not better, 

and we should not create tax incentives to foster smallness.

Thank you for this opportunity to speak.
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Average Produ c t i o n  Rate p e r  Well = 500 B/D 
Number of Wells (projected) = 745 
Fieldwide P roduction = 372,500 B/D

"A” = (1 - [PEL/TP])
(1 - [ (300*745)/372,500] 
0.400000

"B" = [ 1 5 0 , 0 0 0 / (TP/Days)]
[150,000/372,500]
0.402685

II p l l  — [ (460*WD)/EEL]
[ (460*WD)/ (300*WD)] 
[460/300]
1.533333

Tax Rate = ELF * 15%
[AA (BAC)] * 15%
[0.400000A (0.402685A1.533333)] * 15% 
[0.400000'-0.247902] * 15%
[0.796801] * 15%
11.95202%

Lisburne

Average Productio n Rate per Well = 500 B/D 
Number of Wells (projected) = 81 
Fieldwide Production = 40,500 B/D

II 7\ II _ (1 - [PEL/TP])
(1 - [ (300*81)/40,500] 
0.400000

I'B'i = [ 1 5 0 , 0 0 0 / (TP/Days)] 
[150,000/40,500] 
3.703704

I I P H  — [ (460*WD)/PEL]
[ (460*WD)/ (300*WD)] 
[460/300]
1.533333

Tax Rate = ELF * 15%
[AA (BAC)] * 15%
[0.400000A (3.70 3 7 0 4 A 1.533333)] * 15% 
[0.400000A7 . 445755] * 15%
[0.001089] * 15%
0.01634%
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E F F E C T S  OF CHANGING THE ELF ON DIFFERENT 
SIZED FIELDS WITH THE SAME A MOUNT  OF PROFIT

A S S U M P T I O N S
P rice p e r  Barrel 
P r o d u c t i o n  Needed to 

Cover Operating Cost 
Profit ($ per day) 
Profit (B/D)
State Royalty Share

$7.36

300 B/D p e r  well 
$7,360 
1,000 
12.50%

Total Profit SB 97 HB 118

Production Wells ($/D) Tax ($/D) Tax ($/D)

31,000 100 $7,360 $0.0000453 >0.0000000000006

61,000 200 7,360 0.25 0.0047

91,000 300 7,360 9.94 5.35

121,000 400 7,360 81.66 148.71

151,000 500 7,360 329.91 1,016.40

181,000 600 7,360 903.38 3,548.36

211,000 700 7,360 1,948.68 8,547.76

241,000 800 7,360 3,588.79 16,431.79

271,000 900 7,360 5,915.97 27,265.75

301,000 1000 7,360 8,992.83 40,889.43

331,000 1100 7,360 12,856.71 57,030.21

361,000 1200 7,360 17,525.00 75,377.76

391,000 1300 7,360 22,999.89 95,626.09

421,000 1400 7,360 29,272.53 117,494.13

451,000 1500 7,360 36,326.21 140,733.53

481,000 1600 7,360 44,138.91 165,129.88

511,000 1700 7,360 52,685.12 190,500.56

541,000 1800 7,360 61,937.30 216,691.27

571,000 1900 7,360 71,866.86 243,572.18

601,000 2000 7,360 82,444.92 271,034.33

751,000 2500 7,360 144,085.03 414,328.17

901,000 3000 7,360 218,012.58 563,165.99

1,051,000 3500 7,360 301,647.96 714,329.07

1,201,000 4000 7,360 393,030.40 866,360.07

1,351,000 4500 7,360 490,677.84 1/ 018,575.70

1,501,000 5000 7,360 593,460.96 1/ 170,652.32
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My name i s  Gerald Serena and I  am a tax lawyer for Exxon Company, U .S.A
We a p p r e c ia t e  the  o ppo r tu n ity  to  comment once again  on l e g isl a t io n  proposed 
to m odify  the Economic Lim i t  Factor . I n pr e v io u s  hearings  before 
committees of  the  House and Sen a te , Exxon has made clear i t s  o p p o s it io n  to

ANY PROPOSALS THAT WOULD EFFECTIVELY ELIMINATE THE BENEFIT OF ELF FOR THE
Prudhoe Bay and Kuparuk f ie l d s . Our message has not changed.

Th i s  b il l  would s ig n if ic a n t l y  in c r e a se  production  tax on 90% of Alaska ' s  
o il  pro d u ctio n . Th is  in c r ea sed  cost  o f  production  would adversely  a ffec t

INVESTMENT IN FUTURE PRUDHOE BAY DEVELOPMENT PROJECTS. THESE PROJECTS ARE 
ECONOMICALLY MARGINAL IN THE SAME SENSE THAT THE START-UP OF SOME SMALLER 
FIELDS ON THE NORTH SLOPE MIGHT BE MARGINAL. SUCH PROJECTS ARE NECESSARY 
TO OPTIMIZE PRODUCTION FROM PRUDHOE BAY, WHICH IS  CRUCIAL TO ALASKA'S 
ECONOMIC FUTURE.

Alaska ' s  production  tax law i s  co m preh en siv e , well- reasonedk and e f f e c t iv e . 
I t  combines too e s s e n t ia l  elem ents — THE h ig h e st  nominal tax rate in  the 
Un it e d  St a t e s , and an Economic Lim i t  Factor which reduces t h is  rate on a 
f ie l d - by- f ie l d  b a s is  as measured by production  rate pe r  well in  the f ie l d .

- 1  -
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I t  has worked up to now and i t  w il l  continue  to work a s  d esig n ed  as Prudhoe

Bay production  d e c l in e s .

The production  tax on o il  from Prudhoe Bay i s  h ig h  enough by any standards. 
When combined w ith  the other sta te  taxes  on North Slope  production  
o p e r a t io n s , i t  i s  clear that our ind u stry  i s  co n tribu tin g  i t s  f a ir  share of 
st a t e  tax c o l l e c t io n s . When you combine taxes and r o y a l t ie s , our industry

A C C O U N T S  F O R  A B O U T  8 5 %  O F  S T A T E  R E V E N U E S .  F U R T H E R M O R E ,  R O Y A L T I E S  A N D  O T H E R  

L E A S E  P A Y M E N T S  H A V E  E S T A B L I S H E D  T H E  $ 1 0  B I L L I O N  A L A S K A  P E R M A N E N T  F U N D .

I n  1 9 8 8 , AVERAGE DAILY OIL PRODUCTION AT PRUDHOE BAY DECLINED TO 1 ,4 5 0 ,0 0 0

BARRELS FROM THE 1 , 5 0 0 ,0 0 0  AVERAGE ACHIEVED IN PRIOR YEARS, AND WE
ANTICIPATE THAT THIS DECLINE WILL CONTINUE. THIS WAS INEVITABLE. IT  WAS 
DELAYED UNTIL NOW BY AN EFFICIENT AND OPTIMAL DEVELOPMENT PLAN THAT
CONTINUES TO BE IMPLEMENTED. SlNCE INITIAL DEVELOPMENT, EXXON HAS
EVALUATED AND SUPPORTED SEVERAL PROJECTS TO INCREASE RECOVERY AT PRUDHOE
Bay . The cost per  barrel for th ese  p r o je c t s  to in c r e a se  recovery was tw ice

THE COST OF THE INITIAL DEVELOPMENT.

- 2 -



A fte r  c u r re n t development i s  completed, i t  i s  estim ated th a t  10 b i l l i o n
BARRELS OF OIL WILL BE LEFT IN FORMATION AT PRUDHOE BAY. H.B. 118 WOULD 
INCREASE THE COST OF PRODUCING THOSE BARRELS AND THEREBY REDUCE THE 
INCENTIVE TO UNDERTAKE SUCH PROJECTS. FUTURE PROJECTS TO MAINTAIN 
PRODUCTION AND INCREASE RECOVERABLE RESERVES AT PRUDHOE BAY WILL COST MORE 
THAN FIVE TIMES AS MUCH AS THE IN ITIAL DEVELOPMENT. It IS  CONCEIVABLE THAT 
UNDEVELOPED MARGINAL RESERVES AT PRUDHOE BAY MIGHT EXCEED THE POTENTIAL 
RESERVES OF ALL THE SMALLER FIELD PROSPECTS ON THE NORTH SLOPE IDENTIFIED 
TO DATE.

H .B. 118 IS  BASED ON THE ASSUMPTION THAT LARGER OIL FIELDS SHOULD 
CONTRIBUTE PRODUCTION TAXES AT A HIGHER RATE THAN SMALLER FIELDS. TAX 
POLICY MAKERS SHOULD NOT CONFUSE THE PRODUCTION RATE OF A FIELD WITH ITS 
PROFITABILITY. THE PRUDHOE BAY FIELD IN DECLINE IS  A PERFECT EXAMPLE.

Our recommendation today i s  the same as i t  has been at all the pr io r
HEARINGS ON THIS LEGISLATION. We  URGE YOU NOT TO SUPPORT H .B. 118. It 
WILL ADVERSELY AFFECT FUTURE DEVELOPMENT INVESTMENT AT PRUDHOE BAY. SUCH 
INVESTMENT IS  NEEDED TO MAXIMIZE OIL PRODUCTION, THEREBY INCREASING THE 
STATE'S ROYALTY AND PRODUCTION TAX BASE.

- 3 -



150,000 BOPD FIELD

Modified Formula

1 5 0 0

B O P D / W E L L

2000 2 5 0 0 3 0 0 0

HB 118 Formula 
 I----------

[150,000/(TP/Days)]
[(460 x WO)/PEL]

(1 - [PEL/TP])

[(460 x WD)/PEl]
[150.000/(TP/Days)]'

— » 1(1 - [PEL/TP])

Current Law

[(460 x WD)/PEL]
(1 - [PEL/TP])

0 . 0

0 5 0 0  1 0 0 0

H O U S E  F I N A N C E  C O M M I T T E E
0 3 - 1 6 - 8 9
B . V .  L I D D E L L

X X X X X CURRENT TAX 
o o o o  oH;3118 FORMULA 
n n n n nM O D  FORMULA



2005

3. V . L iddell 
1—23—89

Legend
i  Current ELF

□ SB97 

0 HB 118

1985 1990 1995Fiscal Year 2 0 0 0



Jobs from a Small Offshore O i l f i e l d

Drilling
Island Construc tion 
Transport ation Support 
Base Camp 

Total 1065

II.Development

Drilling 300
Island Construct ion 480
Transportation Support 75
Base Camp • 240

Total 1095

III. Production

Productio n 450
Island M a i n t e n a n c e  330
Transport ation Support 75
Base Camp 240
Pipeline Maintenance 75

Total 1170

Assumes two twelve h o u r  shifts with a t w o  w e e k  on / one w e e k  off 
rotation.

Source: A b s t r a c t e d  from Han- Pa d r o n  Associates# Beaufort Sea
P e t r o l e u m  Techno logy A s s e s s m e n t # T e c h n i c a l  Report No. 112# p r e p a r e d  
for Minerals Management Service# A l a s k a  O u t e r  Continental . Shelf  
Region# L e a s i n g  a n d  Environment Office# Social and Econo mic Studies 
Unit# M a r c h  1985. , *.

£ r/ c k s o n

Sfd  rS/lrM
.•f.* ;
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Kuparuk Ak DOR High Case 3/88/ . 

Note
Weighted Average

S/bbl

■J r f ,4

Quit Coaat
$/bb l

West Coaat 
S/bbl

Weighted Average
S/bbl

Gull Coaat 
S/bbl

West Coaat
$ /bb l

DOR Cruda Oil Price 3 1 8 .2 1 1 8 .9 6 1 7 .8 4 1 8 .2 1 1 8 .9 6 1 7 .8 4
DOR Tanker Freight 3 1 .77 2.99 1.06 1 .77 2 99 1.06
Quality Differential 1 0 .40 0 .4 0 0.40 0 .4 0 0 .40 0 .40
DOR TAPS Tariff 3 3 .02 3 .02 3 .02 3 .0 2 3 .02 3 .0 2
Kuparuk Pipeline 1 0 .7 0 0 .70 0 .70 0 .7 0 0.70 0 .7 0
Pi peine Loss 1 0 .1 0 0 .10 0 .10 0 .1 0 0.10 0 .1 0
Wellhead Price 12.22 11 .7£ 12.56 12.22 11.75 12.56

Production Cost 1 2.01 2.01 2.01 2.01 2.01 2.01
Overheads 1 n teres t 2 0 .6 7 0 .67 0.67 0 .6 7 0 .67 0 .6 7
Capital Recovery 1 3.41 3.41 3.41 3.41 3.41 3.41
Total Not Revenue 6 .12 5 .65 6 .46 6 .1 2 5.65 6 .4 6

State Royalty 4 1.47 1.41 1.51 1 .47 1.41 1.51
Severance Tax 3 0 .95 0.91 0 .97 1.43 1.38 1.47
Property Tax 1 0 .44 0 .44 0.44 0 .4 4 0 .44 0 .44
State Income Tax 5 0 .10 0 .09 0.11 0 .0 8 0 .07 0 .09
Total State 2 .95 48% 2 .85 50% 3.03 47% 3 .4 2 58% 3.30 58% 3.51

Federal Income Tax 1.08 18% 0 .95 17% 1.17 18% 0 .9 2 15% 0.80 14% 1.00

Producer Profit 2 .0 9 34% 1.85 33% 2.27 35% 1 .78 29% 1.55 27% 1 95

54%

Note: 1 Bardays do ZoeteWedd, September 1988
2 ARCO Annual Report 1988
3 Alaska Department of Revenue March 1989
4 Royally 1/8 less processing fee
5 St Income Tax Estimated 3%

State of Alaska Royalty and Severance Methodology

■ . **• •• ■> ' v>/•"■»»
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5th Year of Commercial Production 
Increase in Nominal Rate to 15%

1983 1985 1987 1989
Fiscal Years

1993 1995
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13.26%
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MEMORANDUM ■ r ■ ,  .State of Alaska
Office of the Governor 

Division of Policy

FROM:

The Hon. Bill Hudson 
Alaska State Representative

Gregg Erickson 
Senior Economist

DATE: March 18, 1989

SUBJECT: Would The ELF Change Cause Oil To Be Lost?

You asked us to address your concern that the proposed change 

in the economic limit factor might adversely affect development 

within the Prudhoe Bay or Kuparuk f i e l d s .

Factors Affecting Future Production

The industry claims that oil will be left in the ground at 

Prudhoe and Kuparuk, the two fields that will have their tax rates 

increased, if the ELF legislation is adopted.

The general economic principle underlying this concern is 

valid, but countervailing factors are also at play:

• The„new ELr_shauld_increase_drillinQ,.Production and employment 

in the truly marginal fi elds, like Niakuk, Endicott, Milne 

Point, probably Point McIntyre, and importantly, most if not all 

fields yet to be discovered.1 In these fields the severance 

tax will either be sharply reduced or eliminated entirely. These 

smaller fields are likely to require more labor-intensive devel­

opment, so focusing benefits on them is likely to maximize the 

number of jobs generated from oil development.2 For example,

it takes 30 percent more labor to produce a barrel at Endicott 

than in Alaska as a whole.3

• I h S - n ew law encourages.peripheral and in-fill drilling even at 

the bio fields. Producers who add wells to maintain production 

or retard natural decline at Prudhoe or Kuparuk will be rewarded

1 Fi el d s  wi t h  low p e r - w e l l  production, as will l i k e l y  be the c as e  at Wes t 
Sa k a nd  as is the case in C o o k  Inlet, wi l l  pay no t a x  u n d e r  e i t h e r  the  
cu r re nt  o r  p r o p o s e d  ELF.

2 Jobs f r o m  m a r g i n a l  f i e l d  d e v e l o p m e n t  c a n  be ve r y  significant. En di c o t t  
r e q u i r e d  in 1988 a w o r k f o r c e  of a p p r o x i m a t e l y  560 persons. F r a n k  Baker,
"Oil a c t i v i t y  i n c r e a s i n g  on N o r t h  Slope," Juneau R epo rt (Standard A l a s k a  
P r o d u c t i o n  Company), A p r i l  1988, p. 1.

3 E n d i c o t t  l a b o r  p r o d u c t i v i t y  = (100,000 B/ DJ /5 60  jobs; A l a s k a  oil 
i n d u s t r y  l ab or  p r o d u c t i v i t y  = (2,000,000 B / D ) / 8 , 600 jobs.

S f e
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with lower marginal and average tax rates, just as they are u n­

der the existing ELF. What is eliminated under the proposed ELF 

is the direct drilling subsidy documented b y  ARCO in their 1987 

testimony to House Finance. The reduced rates under the field 

ELF (CSHB 164, from 1987) and the subsidy inherent in the cur­

rent law are both demonstrated in the attached summary of the 

ARCO comparison.

• Even__ass-uming_iobs_ were foregone at Prudhoe and Kuparuk in the 

naar-term..due to  the ta x .in c re a s e , they would be_mora_than 
recouped-.later, when, taxes will be lower than under current l a w . 

As w i t h  small fields, the declining stages of production from 

large fields tend to require more labor-intensive production 

methods. Staging capital investments to shift production 

slightly into the future is likely to have no effect on lifetime 

production totals, but could boost the number of jobs created.

En g in eerin g , and Economic Evidence
But what will actually happen? The state's expert witness,

M r . _ChatJterton_,__an_experienced_petroleum engineer, noted the 

indust r y .1 s concern with_theJ_production effects of HB 118. He 

expressed his opinion last month in testimony before House 

Resources:

"[T]here is advertising in the papers and so forth 
that would tend to give the impression that if this House 
Bill 118 were passed into law as you now have it, why it 
would create all kinds of havoc in the oil and gas 
production end of the industry.... I just submit to you 
that it won't make one difference. [T]he industry will 
still continue at the level of activity that they now are 
carrying out, that that level of activity may even 

...increase, . •....
I appreciate the opportunity to vent my ire that has 

developed over what I consider misleading advertising or 
disinformation, or misinformation, whatever you want to 
call it.".4

The state"s petroleum economists, examining this same issue 

from a quite different perspective, have produced economic 

evidence that tends to support Mr. Chatterton's engineering

4 H o u s e  R e s o u r c e s  C o m m i t t e e  T e s t i m o n y  of Chat Chatterton, Chairman,
A l a s k a  O i l  a n d  Gas C o n s e r v a t i o n  Commission, 23 F e b r u a r y  1989, H.R.C. tape 

89-141.
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judgment.

Over several years the economists have -published the details of 

a set of computer models that simulate the complex economics of 

field development on the Alaska North Slope.5 They have used 

these models to examine ANS oil development with and without the 

ELF change. The most significant result was that no statistically 

significant impact (positive or negative) could be detected from 

the tax change in HB 118.6

Obviously, this kind of model depends greatly on its assump­

tions. The computer model and documentation have been made avail­

able to the industry to review and critique. Industry sources say 

they disagree with the finding, but have provided only anecdotal 

evidence in support of their position. 7 Nevertheless, we 

believe that the the producers have also used sophisticated models 

to investigate the effects of proposed tax change on ANS 

development economics.

His.tQrlcal_Egrsp.ect i.v.e
The ELF question became a public policy issue in 1985. That 

year oil producers ran an advertising and public information 

campaign which centered on the claim that marginal field 

development was one of industry's major objectives in Alaska.

"We must have stable tax policies in order to make the risks 

associated with marginal fields worth taking," stated Sohio's 

George Nelson in a March speech.8 A  typical advertisement said 

the state would lose jobs if it didn't

c  -
3 R o g e r  Marks, " M e a s u r i n g  th e Incentive to D r i l l  a D e v e l o p m e n t  We l l  U n d e r  
A l a s k a ' s  S e v e r a n c e  T a x  St ru cture," A l a s k a  D e p a r t m e n t  of R e v en ue  W o r k i n g  
Paper, Nov. 1987. Also, R o g e r  M a r k s  a n d  J. W i l l i a m  Moore, "A  M o d e l  To 
As s e s s  E c o n o m i c  F e a s i b i l i t y  a n d  O p t i m u m  P r o d u c t i o n  V o l u m e  for N o r t h  Slope 
F i e l d s , "  J o u rn a l o f  P e tro leu m  Techno logy , Aug. 1987, pp. 943-954.

6 The s t a t e ' s  an alysis suggests tha t t he  ave rage  e xp e c ted  r e s u l t  fr o m  
a d o p t i n g  H B  118 w o u l d  b e  2.5 m i l l i o n  ba r r e l s  of a d d e d  p r o d u c t i o n  b e t w e e n  
n o w  a n d  1993 (about one da y of e xt ra  p r o d u c t i o n  o v e r  the en t i r e  p e r i o d ) , 
th e n  les3 p r o d u c t i o n  d u r i n g  the 1993 to 2014 p e r i o d  (equal to about one day  
of p o s t p o n e d  p r o d u c t i o n  d u r i n g  e a c h  y e a r  of tha t  p e r i o d ) , a n d  finally, 
a d d i t i o n a l  in t e r v a l s  of a d d e d  p r o d u c t i o n  in 2 0 1 5  a n d  beyond. The  s t a n d a r d  
d e v i a t i o n s  a r e  q u i t e  l arge in  c omp a r i s o n  with the small e f fe cts  b e i n g  
shown. This foro^s a st ati st ic al  c o n c l u s i o n  that t h e  impact o f  c h a n g i n g  
the  law, if any, is too s mall to detect. The effect, if any, is lost in

the  n o i s e  of the m a n y  r a n d o m i z e d  variables, i n c l u d i n g  oil prices, that the
m o d e l  t ak es into a c c o u n t  in it3 ca lculations.

7 A l s o  3ee S tan Jones, "Of ELF, state a n d  oil: I n d u s t r y  can't b a c k  up

c l a i m s , "  Anchorage  D a i ly  News, M a r c h  15, 1989, p Al, A8.

8 A la s k a  J o u rn a l o f  Commerce and P a c i f i c  Rim R e p o rte r , Mar. 11, 1985.
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p r o v i d e  an investment c l im ate that w i l l  e ncourage oil 
c o m p a n i e s  a n d  o t h e r  b u s i n e s s e s  t o  d e v e l o p  n e w  
v e n t u r e s . . . . [S]mailer fields already have been discovered 

on the North Slope. But they are marginal fields....9
•V * . • ..

Responding to oil industry concerns, the Department of Revenue 

initiated studies to determine the economic effects of the sug­

gested tax changes. These studies, particularly the computer 

simulations, suggested that adverse development impacts could 

indeed be expected at marginal fields under the tax proposals then 

being considered.10

Tax changes that would leave siginficant quantities of econom­

ically producable oil in the ground were clearly unacceptable on 

policy and political grounds. The author of this memorandum and 

others at OMB were asked to try to develop revenue-raising oil tax 

alternatives that would not cause any aggregate loss of production 

or jobs. OMB proposed the "field ELF" formula, specifically 

designed to improve the economics of smaller fields while 

collecting more from the distinctly non-marginal Prudhoe and 

Kuparuk.11

Modelin g tests by the Department of Revenue suggested that the 

formula performed well. The "field ELF" was introduced in the 

House in 1987, as an element of a committee substitute for the 

administration's ELF suspension bill. Different versions have 

evolved in the House and Senate and are being considered this year 

in HB 118 and SB 97.
I ' .I. . .

Conclusions t

It is our judgement that the ELF change is unlikely to have any 

discernible impact, positive or negative, on overall Alaska oil 

investment or production. By tilting development incentives in 

favor of fields with lower daily production, the new ELF is likely 

to have a positive effect on employment.

9 A R C O  Alaska, Inc., advertis em en t, A la s k a  J o u rn a l o f  Commerce and 
P a c i f i c  Rim R e p o r te r , Oct. 14, 1985.

18 T h e  s t u d i e s  w e r e  r e p o r t e d  later by  C h a r l e s  Logsdon, "Analysis of ELF 

A l t e r n a t i v e s , "  A l a s k a  D ep ar t m e n t  of R e v e n u e  for t h e  Joint Special Co m m i t t e e  
on T a x  Policy, Dec. 1986. T h e  t a x  a l t e r n a t i v e s  t h e n  u n d e r  c o n s i d e r a t i o n  
i n c l u d e d  e l i m i n a t i o n  o f  the ELF, e l i m i n a t i o n  of t he E LF' s a p p l i c a t i o n  to 
the f l o o r  price, a n d  a n  u p w a r d  re vi s i o n  of t h e  f l o o r  price.

11 In th e " f i e l d  ELF" formula, d a i l y  p r o d u c t i o n  a n d  p e r - w e l l  p r o d u c t i v i t y  
j o i n t l y  d e t e r m i n e  the ELF  v al ue a n d  p e r c e n t a g e  s e v e r a n c e  tax.
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The Central Issue: Whether the riches of Alaska’s resources should go 

mostly to outsiders who provide the capital and technology, or whether a 

reasonable share should go to benefit Alaskans.

• Jobs and Future Production: Engineering testimony showed no loss of

production from the E L F  change. Econometric studies support that 

finding. The industry's contrary assertions don't hold up according to a 

D aily  News article, "O f E L F , state and oil: Industry can't back up claims."

• Marginal Fields: Conoco, the working interest owner at the small Milne 

Point Field supports the proposed change in the E L F  formula. The bill 

redu ces  taxes on fields that need the help.

• The Formula: Analysis prepared for Sen. Halford shows almost equal

sensitivity to both field size and per-well production.

• The So-called "Deal": Alaska’s constitution prohibits any "deal." Sohio's

1981 see-you-in-court letter shows there was no "deal."

• The E L F  Subsidy: A RC O "s analysis from 1987 shows how the existing E L F

results in a subsidy (a negative severance tax).

• Per Barrel Profits: A t today's prices, production and transportation profits 

in Alaska come to $6.62 per barrel. Changing the E L F  formula will reduce 

that by only 3 percent, to $6.41 per barrel.

• Overall Profits: The oil companies have made profits of $42 billion off 

their Alaska operations. At today's oil prices, the companies can expect to 

generate in Alaska $7.0 billion in cash — including $4.9 billion profits — 

this year alone.

• Reinvestm ent: In 1989, the companies only plan to reinvest $750 million. 

The industry is liquidating iis Alaska operations.

• Shares: At today's oil prices the companies are collecting 46.5 percent of 

the available net income from Alaska operations. Alaska state and local 

governments are collecting only 28.6 percent.

3  f(L i
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A  R E V I E W  O F  1 9 8 9  I S S U E S

prepared for the Senate Finance Conmittee 

May 5,1989

by

Gregg Erickson 

Division of Policy

The purpose of this submission is to review and summarize 

from our perspective the issues and arguments of the E L F  debate as 

they unfolded in the five legislative committees that previously 

heard the E L F  legislation.

The Administration's Perspective

In February, we offered the House Resources Committee the 

administration’s overview of the E L F  tax issue. W e argued that the 

major question is to determine how much of the riches of Alaska's 

resources should go to benefit the outsiders who provide the capital 

and technology to exploit this resource, and how much should go to 

benefit the Alaskans who are its owners. W e showed that this is 

the same basic issue that Alaska has faced throughout its history, 

with its furs, salmon, gold, the copper ore at Kennicott, and other 

resources, first under Russian and later American colonial rule, and 

unfortunately also as a state. However technical or heated the topic 

became, we tried to keep this historical perspective in view.

The oil industry's representatives didn't think the issue should 

be cast in these terms. They accused us of appealing to excessive 

emotionalism. But they never argued that dividing the benefits 

wasn't really at the heart of this question.

Jobs. Future Development, and Marginal Fields

In February, the main thrust of the industry's arguments to our 

first committee of referral, House Resources, was that the E L F  

change would actually hurt Alaska by reducing employment and



future production. ARCO  in particular focused on the effects of the 

change on Kuparuk. W e provided testimony from Mr. Chatterton, an 

engineer with over 40 years of experience in petroleum production, 

whose professional opinion was that the the E L F  change would have 

no impact on the pace of development at Kuparuk or Prudhoe. The 

companies presented no engineering evidence to refute the 

testimony.

While the industry used advertising to imply that jobs would be 

lost, Anchorage Daily News reporter Stan Jones later took a hard 

look at their assertions and wrote an article that ran under the 

headline "Industry can't back up claims." The administration's 

numbers, on the other hand, showed that only about 700 of the value 

of every barrel shipped goes to pay wages in Alaska; we showed that 

more than 10 percent of that 700 goes to outsiders working in 

Alaska. The industry offered no contrary evidence.

In the House Finance Committee, ARCO  presented an analysis 

designed to show how the E L F  change would kill an incremental 

drilling project at the Kuparuk field. Careful inspection showed that 

the project was uneconomic even without the E L F  change, but what 

we found interesting was that the net cost of the change to the oil 

companies that own Kuparuk was shown as only 180. The cost at 

Prudhoe is higher, and — like all severance tax figures -- it is 

sensitive to oil prices. From our point of view, however, the 180 

figure put the magnitude of the proposed change in its proper 

perspective. Hardly a day goes by that does not see oil prices 

changing by more than 180 per barrel. The companies, their 

development plans, and oil industry jobs survive those little changes 

quite well.

In testimony to House Finance and in a memorandum to 

Representative Hudson we described the state's econometric models 

of North Slope field development. The models supported the expert 

engineering evidence that the E L F  change would have no significant 

effects on production. We made our computer model and 

documentation available to the industry to review and critique.

They said they disagreed, but all they provided to support their 

position was anecdotes. They did not attempt to refute our 

econometric findings with evidence from their own more

Senate Finance Committee, 5 M a y  1989, page 2
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sophisticated field  m odels.1W e also talked about the positive effect that this bill would have on developments at the smaller fields. Conoco, the company that owns the working interest in the M ilne Point field , agreed and testified in favor o f the new E L F  formula.A ll o f this worked to refute the industry's arguments the E L F  legislation would threaten Alaska jobs, now or in the future. W e knew from the outset that this refutation was absolutely essential if  the bill was to pass — job losses would be unacceptable on both policy and political grounds. W e think we successfully made our case in this regard.
The E L F  FormulaIn each com mittee o f referral we described the philosophy behind the the new E L F  formula, but it wasn't until the bill reached the Senate Special O il and Gas Committee that we were forced to go deeply into the mechanics and mathematics o f the formula. From the beginning o f  this debate the complexity o f the E L F  formula has demanded special efforts to explain how the new formula would work. W e didn't always succeed, but Roger M arks, the petroleum economist who originally developed the version o f the formula in HB 118, made it reasonably understandable in his presentation to the Senate O il and Gas Committee.For their part, industry representatives claimed in each com mittee that the administration had made a mistake in where the parenthesis were placed in the form ula. W e explained why the formula was written as it was. N o doubt the industry representatives understand our explanation; they certainly heard it more than once. But for members of this committee, here it is again.H B  118 enacts tw o changes, both o f which affect the dividing line between fields that pay more under the HB 118 and those that pay less. One o f these changes is o f course the new formula. Were this the only change, the dividing line would fall at about 115,000 barrels per day total field  production. The other factor *?v it affects1 A R C O 's rep re se n ta tiv e  d id  p re sen t a  g raph  o f  an  h y p o th e tica l P rudh oe  
d ec lin e  tha t w ou ld  have  re su lted  i f  inv estm en t in th e  f ie ld  had  ceased  in  1981. 
H e  sa id  the  a n a ly s is  w as a  p ro d u c t o f  tha t c o rp o ra tio n 's  C R A Y  su percom p u ter. 
[H ugh  M o tley , T estim o ny  to  S enate  F in ance, 4  M ay 1989.]
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the dividing line is the elimination o f the so-called "rounding rule." Depending on whether their E L Fs are above or below .7, that may make H B 118 a good deal for future fields producing as much as300,000 barrels per day. Taking both factors into account, the administration estimates that fields below an average o f 150,000barrels per day will probably benefit from the bill.E x x o n ’s representative continues to argue that we really meant for the formula (by itself) to benefit fields below 150,000 barrels per day, and except for our having gotten the parenthesis in the vrong place, that would have been the result.W e think Exxon's point is a red herring, designed to confuse anddivert attention from the real issues. Nevertheless, M r. M arks, who developed both this version of the formula and the 150,000 estimate, is ready to respond to further questions.Another "form ula" issue that was repeatedly raised by the companies representatives has to do with field size. The existing E L F  formula is based on per-well production. The new form ula adds total field production. In House Finance we offered evidence that big fields tend to have lower costs per barrel — that there are economieso f scale -  and that this is a major factor in profitability.2The oil spokesmen allege that the formula gives overwhelming weight to changes in field size, and effectively ignores changes in per-well production. Where wells are producing more than 500 B/D, field size is indeed given more weight in the formula than the per- well average, but as we showed in a memorandum and spreadsheet provided to Senator H alford, in no case is the form ula’s sensitivity to per-well production less than 70 percent o f its sensitivity to total production. It is simply inaccurate to say that the formula "ignores" changes in per-well productivity.
"The Revenue Neutral Deal" &  Other ProblemsIndustry supporters (but not the industry representatives themselves) often asked committee members to recall the so-called2 A R C O 's L ee  N u nn  p rov id ed  the  b est exam ple  o f  the sca le  eco n o m ies  in o il 
p ro d u ctio n : "T he L isb u rn e  flow  sta tion  w ill cost about th e  sam e as a s im ila r 
flow  sta tion  a t P rud hoe  B ay, bu t w ill p rocess o n ly  300 m illio n  b arre ls  o f  o il 
o v e r  its  life tim e  c o m p ared  w ith  the  s ta tio n s  at P ru d h o e  B ay , w h ich  p ro cess  
m ore  than  1.5 b illio n ."  ["M arg inal F ie ld s: M in im iz ing  th e  R isks,"  A laska  
Construction and O il, Ju ly  1985.]
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"deal" the industry was supposed to have made with the state in 1981. There was no shortage o f evidence to refute this. W e presented the constitutional provisions prohibiting such deals. We presented the 1981 "see-you-in-court" letter from Sohio's Richard Donaldson disavowing any "settlement." W e presented the March 1981 joint statement o f G o v . Hammond and legislative leaders in which they agreed that "any changes which would give large sums of money to the oil industry at the expense o f the people of Alaska are unacceptable." And fin ally , we showed that the 1981 legislation cost the state more than a billion dollars in lost tax revenue.The B P  representative conceded the loss, but argued that it wasn't very significant. So what i f  we lost a few more percentage points? A nyw ay, he asserted, the re-application o f  the E L F  to Prudhoe in 1987 caused significant growth in jobs.In the House Resources Committee we showed only 600 oil industry jobs had been gained since the E L F  reapplied at Prudhoe, and that the increase in oil prices, not tax changes, was responsible for that modest growth.In contrast, the administration provided evidence of the problems with the existing E L F . Using an example provided by A R C O , we showed that the existing E L F  can produce a negative severance tax: instead o f collecting a tax for the right to sever the resource, under the conditions assumed by A R C O , Alaska pays the corporation a direct subsidy for drilling an incremental well.Neither BP or A R C O  disputed that a subsidy exists under the current law. B P said the subsidy is too small to matter much, given the cost of new wells. A R C O  took a different tack, suggesting that the tax subsidy induces so many additional wells to be drilled that it actually makes the state money from additional royalty. That reasoning leads to the preposterous conclusion that the state would get the greatest revenue i f  it repeals the severance tax outright.
Profits. Reinvestm ent, and SharesProfits have been a good issue for our side. Virtually every other jurisdiction with publicly owned oil resources gets more for its oil than Alaska. W e heard lots o f explanations o f why this is so, but
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not a single oil company witness or document denied that it is the case. In M arch, in House Finance, we provided Professor Deakin's analysis. For the 1969-87 period it showed that the oil industry in A laska earned extraordinary profits on its A laska operations -  $46 billion, and an after-tax 30 percent annual return on investment.The industry sniped at the study, but declined to provide their own calculations o f overall industry profits. W e think the study stands u n re fu te d .O f  course the industry has provided some profit Figures to the committees, but they are always production profits. Their representatives argue that the issue here is a production tax, so the pipeline isn’t relevant.W e don't think the argument has worked very well for them. People recognize that the pipeline is integral to North Slope oil production, and everyone knows the production and pipeline ownerships are nearly the same. The T A P S  settlement has allowed access to indisputable information showing that pipeline profits have lately been accounting for over one-third o f tariff charges (two- thirds i f  we look at pre-tax profits). The pipeline isn’t your ordinary public utility.Even some o f the industry's figures on production profits have been remarkably m isleading. A R C O 's  representative persists in presenting calculations that show his company paying a $2.70 per- barrel tanker charge to ship its oil to the G u lf  Coast, notwithstanding the fact that all o f A R C O 's  oil goes to the W est Coast, a tanker trip that only costs 980 per barrel. The persistence was puzzling in view o f the damage we think it did to the company's credibility.Com pany representatives argued that severance taxes in A laska are the highest in the nation. Our response showed that Texas and most other states don't allow any transportation charges as deductions against their severance tax, and that states like Texas also have reserves taxes, which Alaska doesn't have. W e showed that seven states had an average 1987 severance tax per barrel higher than Alaska. Finally, we showed that i f  Texas or any other U .S . state adopted Alaska's severance law, not a single field in that state would pay a penny o f tax.
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Early in this debate we noted the great disparity between the $750 million the industry says it plans to reinvest in Alaska in 1989, and the $2.7 billion in profits they would earn in our state (not to mention the additional $2.1 billion in other cash that would leave Alaska). To our chagrin, few seemed very concerned with this dis­parity. A t  today's oil prices the companies can expect to remove $7.0 billion from Alaska in 1989. So far they have not announced any change in the planned $750 m illion reinvestment. W e still think that the disparity in these numbers deserves more attention than it has received. It reflects an industry liquidating its Alaska assets. W e regret that we didn't find a better way to present this issue.Two weeks ago in the Senate O il &  Gas Committee we used the companies' own cost figures to show how the net income from Alaska oil is being shared. Apart from the companies' wish to disregard the pipeline earnings, they have not disputed this analysis. A t current oil prices, and assuming 1988 costs, it shows that the state is collecting 28.6 percent o f the net income from Alaska oil operations, compared to the 46.5 percent going to the industry. For those who think there is something magic about a 30 percent share, it was another reason to support the E L F  change.



Shares of ANS Nat Revanua
6-May-89

C S H B -1 1 8
Kuparuk Ak DOR Low Coaa 3/89___________   Kuparuk Ak DOR Low Cage 3/69

W eighted Average Qulf Coait West Coaat Weighted Average Qulf Coaat Waat Coaat
Note S /b b l S /bbl S/bbl S/bbl $ /b b l $ /b b l

DOR Cruda Oil Prica 3 1 2 .6 7 1 3 .4 2 1 2 .3 3 1 2 .6 7 1 3 .4 2 1 2 .3 3
DOR Tanker Freight 3 1 .56 2.79 0.98 1 .56 2.79 0 .98
Quality Differential 1 0 .4 0 0 .40 0.40 0 .4 0 0.40 0 .40
DOR YAPS Tariff 3 3.11 3.11 3.11 3.11 3.11 3.11
Kuparuk Pipeline 1 0 .7 0 0 .70 0.70 0 .7 0 0.70 0 .70
Pi peine Loss 1 0 .1 0 0 .10 0.10 0 .1 0 0.10 0 .10
Wellhead Price 6 .8 0 6 .32 7.04 6 .8 0 6.32 7.04

Production Cost 1 2.01 2.T1 2.01 2.01 2.01 2.01
Overhead&lnterest 2 0 .6 7 0 .67 0.67 0 .6 7 0.67 0 .67
Capital Recovery 1 3.41 3.41 3.41 3.41 3.41 3.41
Total Net Revenue 0 .7 0 0 .22 0.94 0 .7 0 0.22 0.94

State Royalty 4 0 .7 9 0 .73 0.82 0 .79 0.73 0 .82
Severance Tax 3 0 .5 3 0 .49 0.55 0 .8 0 0.74 0.83
Property Tax 1 0 .4 4 0 .44 0.44 0 .4 4 0.44 0 .44
State Income Tax 5 -0 .0 3 -0 .0 4 -0 .0 3 -0 .0 4 -0 .0 5 -0 .0 3
Total State 1 .73  246% 1.62 732% 1.78 189% 1.99  284% 1 .8 f 842% 2.05

Federal Income Tax -0 .3 5  -5 0 % -0 .4 8 -2 1 5 % -0 .2 9 -3 0 % -0 .4 4  -6 3 % -0 .5 6 -2 5 2 % COoo’

Producer Profit -0 .6 8  -9 7 % -0 .9 2 -4 1 7 % -0 .5 5 -5 9 % -0 .8 5  -1 2 1 % -1 .0 8 -4 9 0 % -0 .7 3

Note: 1 Bardays de Zoete Wedd, September 1988
2 ARCO Annual Report 1988
3 Alaska Department of Revenue March 1989 .
4 Royalty 1/8 less processing fee
5 St Income Tax Estimated 3%

State of Alaska Royalty and Severance Methodology

218%

-4 0 %

-7 8 %



If y o u  do nothing else to the Senate Resources Committee 
Substitute to House Bill 118, n o w  in you r committee, be fore 
r ep orting the bill you should m a k e  the following technical 
corrections (as an amendment to SCS CSHB 118 (Res) or as a 
n e w  committee substitute):

Page 2, line 9, after " d a t e 11 
Insert: "of sec. 1"

Page 2, line 16'
D e le te  "Act"
Insert "section"

Page 2, line 21 
D el et e "Act"
Insert "section"

T a ke n altogether, the changes b e c am e n e c e s s a r y  because there 
is no longer a single e ff e ctive date a p pl ic ab le  to all parts 
of the bill.

T h a n k  you.

JC:gc 
W K G 1 0/036

LEGISLATIVE AFFAIRS AGENCY

M E M O R A N D U M  M a y  2, 1989

SUBJECT: SCS CSHB 118 (Resources)

TO: Senator Johne Binkley
Senator R i c k  Uehling, 

Co-Chairs 
Senate Fina nc e Committee

FROM: Jack Chenoweth /
Legislative Coi ^j ^ i*

JUNEAU. ALASKA 99811 

907 <165 3800
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IN THE SENATE BY ADAMS

SENATE B I L L  NO. 97 

IN T H E  L E G I S LA TUR E OF T HE  STATE OF A L A S K A  

SI X T EE NT H L E G I S L AT UR E - FIRST SESSION 

A  B I L L

For an Act entitled: "An Ac t relating to the oil and gas proper ti es  p r o­

du c t i o n  tax; and p r o v i d i n g  for an effective date."

8 BE IT ENACTED BY  THE L E G I S L A T U R E  O F  THE  STATE OF ALASKA:

9 * Section 1. AS 43.55.013(b) is r epe a l e d  and reen ac ted  to read:

(b) The  economic limit factor for oil p ro du c t i o n  of a lease or

pro perty shall be computed a c c or di ng  to the following formula:

( 1 - [PEL/TP]) exp ([55,000,000 X  W D] /[ P E L  X  TP/Days]) 

where: PEL = the m o nt hl y p r o d u c t i o n  rate at the ec onomic limit;

TP = the total p r o d u c t i o n  during the m o n t h  for w h i c h  the tax 

is to be paid;

WD = the total nu mb er  of we l l  days in the m o n t h  for wh ic h 

the tax is to be paid;

Days = the n u m b e r  of days in the m o n t h  for w h i c h  the tax is to 

be paid; and

where "exp" indicates that the e x p r e s s i o n  following it is an exponent. 

* Sec. 2. A S  43.55.013(d) is a me nd ed  to read:

(d) The m o nth ly  p r o d u c t i o n  rate at the economic limit for a 

lease or pr operty is [PRESUMED TO BE] 300 barrels times the nu m b e r  of 

well days for the lease or pr op er ty  duri ng  the m o n t h  for w h i c h  the tax

is to be paid. [THE T A X P A Y E R  MAY  R E B U T  THIS PRESUMPTION A T  A  FORMAL

HEARI NG U N D E R  AS 43.05.240 BY PROV IDI NG  CLEAR A N D  CONVINCING EVIDENCE 

OF  A  DIFFE RE NT  M O N T H L Y  P RODUCTION RA T E  A T  THE ECONOMIC L I M I T  FOR THE 

LE AS E O R  PROPERTY. TH E HEARI NG  S HALL BE  H E L D  BEFOR E FE BR U A R Y  15 OF 

THE  YEAR  O R  WITH IN  SIX MO N T H S  A F T E R  COM ME NC EM ENT  OF OIL PRODUC TI ON  FOR

SB0097a -1- SB 97

■ H



1 A LEASE O R  PROPERTY. THE M O N T H L Y  PRODUCTION R AT E  A T  T H E  ECONOMIC

2 LIMIT F O R  THE LEASE OR  P R O P E R T Y  B A S E D  UPON THE CLEAR AN D CONVINCING

3 EVIDENCE OF THE TAXPAYER S HA LL  B E  CA LCULATED B Y  D IV ID IN G THE VALUE

A DETERM IN ED  UNDER (f) OF THIS  SECTI ON  INTO THE A V E R A G E  M O N T H L Y  DIRECT

5 O PERATING COST DETERMINED U N D E R  (e) O F  THIS SECTION A N D  SHALL BE USED

6 FOR PURPOSES OF THIS SECTION F O R  A L L  OIL PRODUCTION DUR IN G THAT CALEN-

7 DAR Y EA R  FROM THE LEASE O R  PROPERTY.]

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

9 * Sec. 4. This Act is r e t r o a ct ive  to Janu ar y 1, 1989, and applies to

10 oil produced after December 31, 1988.

11 * Sec. 5. This Act takes effect immediately under AS 01.10.070(c).

SB 97 SB0097a



STATE OF ALASKA 
1989 LEGISLATIVE SESSION

Bill Version: CSHB 118 (RES) 
Publish Date: HOUSE 3/20/89~

FISCAL NOTE
REQUEST:
Revision Date: March 7. 1989__________
T i t le :  011 & gas properties production 
tax -  ELF: providing an e ffec t ive  date
Sponsor: House Finance Committee______
Requestor: House Resources____________

Agency Affected: Department of Revenue 
BRU: 011 & Gas Audit Divis ion_________
Components:

EXPENDITURES/REVENUES: (Thousands of Dollars!
1
1 OPERATING

1 FY 89 1 FY 90 1 FY 91 FY 92 1 f y 93 1 FY 94
1 I 1 I 1

| PERSONAL SERVICES 0 i 0 1 o 0 1 0 i o
| TRAVEL 0 1 0 1 o 0 1 0 f o
| CONTRACTUAL 0 1 0 i o 0 1 0 I o
| SUPPLIES 0 1 0 1 o 0 1 0 1 o
| EQUIPMENT 0 1 •• T) ! o 0 1 0 i o
| LANDS & STRUCTURES 0 1 0 1 o 0 1 0 1 o
| GRANTS. CLAIMS 0 0 I o 0 1 0 ! 0
1 MISCELLANEOUS 0 0 1 o 0 1 0 ! 0
1 TOTAL OPERATING 0 0 1 o 0 1 0 1 o

1 CAPITAL 0 0 1 0 1 0 1 0 1 0
1 REVENUE 49,000 |126 o o o 1144,000 1163,000 1187, 000 j 180,000
FUNDING: (Thousands of Dollars)
| GENERAL FUND 0 0 1 o 1 0 1 0 i o
| FEDERAL FUNOS 0 0 1 0 1 0 1 0 ! 0
I OTHER 0 0 1 0 1 0 1 0 1 o
1 TOTAL 0 0 1 0 1 0 1 0 I 0
POSITIONS:
| FULL-TIME 
I PART-TIME 
I TEMPORARY .1

0
0
0 I

0
0
0

0
0
0

0
0
0

ANALYSIS: See attached page for analysis.

0
0
0

Prepared By: Roger Harks_______________________  . Phone: 277-5627
D iv is ion : Dept, of Revenue. 011 & Gas Audit D iv is ion/ /ŷ j ) a t e :

^  r  Date:
March 7. 1989

Approved by Commissioner: M a /s /s t
Agency: Department of Revenue ±

i / u r t

D is tr ibu t ion  (by preparer): 
Leg is la t ive  Finance 
Leg is la t ive  Sponsor 
Requestor
O ffice of Management and Budget 
Impacted Agency(les)

0
0
0
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No. 2 

CSHB 118 (RES) 

HOUSE 3/20/89
i

*Ife A
Fiscal Analysis

This bill modifies the economic limit factor <ELF) formula used 1n 
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 first 

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 1s retroactive to January 1, 1989, and applies to oil produced 
after December 3i, 1988. Because the severance tax on oil for a given 

month 1s 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 1n 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

20uS 45

2010 19

1/ Had the fiscal note used the oil price and volume assumptions of the 
"Consensus 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/bb1 1n FY 89 and 

$14.30/bbl 1n FY 90.
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Prica/Ravenue Sensitivity Matrix for H B  1 1 8  

(Millions of $)

A N S®  US Gulf Fiscal YearS/bbl) 1989 1990 1991 1992 1993 199410.35 28 89 89 97 100 9612.70 42 113 114 123 135 12915.00 56 149 149 159 170 16017.35 70 185 186 196 208 19619.70 84 216 218 230 243 21622.00 98 251 254 278 273 239
Assumptions:1. Production and well assumptions from Department of Revenue mid scenario Fall 1988 forecast2. 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 SI 8/bbL)C . The effect of changing production and wells on ELF under either formula.
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