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RE: House Bill 366
SPONSOR: Representative Davis

Program Effects of Bill

The passage of this bill would cause all natural resources .in
place, as defined in the legislation, to_become mandatorily
exempt from municipal property taxation. The assage of this
measure would make ‘the teml_porarg exem tron natural
resources in place enacted bg B in permanent That
exemption expires July 1, 199

Comments

The Department stronglp sufpports the passage of HB 366. This
osition is the result our recent study iconducted wunder
H 127, SLA 1990. The full report of that “study, alon? with
our conclusions and recommendations, has already been defivered
to the Committee. A suggestion for a minor technical amendment
Is attached to this position paper.

Edgar Blatchford, Commissioner

Attachment



HB 366 DCRA
Representative Davis January 17, 1992

SUGGESTED AMENDMENT
Page 2, Line 20

(9)[UNDEVELOPED]natural resources in place including
proven" or unproven mineral and other deposits of valrable
materials, unharvested aquatic plants and animals, and timber
stumpag-~eT
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January 22, 1992

The Honorable Jerry Mackie, h?ir, _
House Community and Regional Affairs Committee

P.0. Box V
Juneau, AK 998.11
Dear Representative Mackie:

Subject: HB 366, HB 373, which relate to an exemption from
municipal property taxation for natural resources in place.

Position: Although these bills do not directly affect the
Department of Natural Resources, we offer our support for the
taxation policy they establish.

Background: . The valuatron of natural resources in place is an
extremeI){ difficul t and costly task to accomplish, and the results
are rarey acce table to all Involved parties, Resource development
depends as much on markets, timing, and location as it does on the
resource |tself Not exempting natural resources in place from
municipal property taxation could further discourage natural
resource deve ment in Alaska and depress the priCe the state
receives when offerrng its resources for sale.

In addition, not exem%trng natural resources in place fram property
taxation would raise the value of property within municipalities
which, in turn, would negatively affect state educatjion foundation
aid and revenue sharing monies municipalities are eligible to
receive.

Recommendation: Consider the report on taxation of natural
resources in place prepared by the Department of Community and
Regional Affairs, and adopt ifs recommendations.

Sincerelv,

resentative Cherie Davis
resentative Eileen MacLean
mrttee Members
hs, Legislative Liajson, Office of the Governor
a

tchford, Commissioner, Department of Community and
Affairs’
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REPORT TO THE ACI)_QSKA LEGISLATURE
THE TAXATION OF NATURAL RESOURCES IN PLACE

l. Introduction

In 1990, the Alaska Legislature passed an act creating a temporary exemption from ﬁroperty
taxation for natural resources in place. (HB 159, enacted asCH 127 SLA 1990, hereafter "the Act" )
The temporary exemption in the Act expires July 1,1992.

Inthe Act, the Legislature required the DePartment of Community and Regional Affairs (DCRA) to
conduct a study of the potential effects of various natural resource taxation options. This report
represents DCRA's effort to fulfill this directive. The purpose of this report is to raise the relevant
policy issues and highlight some of the major ramifications for local governments, the state, and
resource industries of various taxation strategies. Volumes could be written on the pros and cons
of the various taxation strategies to be considered and how they might impact the various resource
industries and the va*ious municipalities. However, this study does not purport to be an in-depth
discussion of all the possible implications of the taxation strategies examined. Ifthe Legislature
determines there is sufficient interest in, or need to further examine the questions raised, it may
choose to allocate additional resources to studying those questions. However, at this time there
?ppelars to be astatewide consensus insupport of totally exempting natural resources in place from
ocal taxation.

Alaska statutespertaining to property taxation by local governments, while presently exemptin
certain kinds of property from taxation, do not {except for the temporarY exemption in the Act%
exempt natural resources in place from taxation. Consequently, natural resources in place are
required to be taxabIeProperty. As long as the resources remain In place, they could only be taxed
through the method of property taxation. Thus, the basic issue of this study was:

Should natural resources in place be taxable by municipalities? Or, in other
words, should natural resources be subject to municipal property taxation?

The Legislature also asked DCRA to examine natural resource taxation options other than total
taxability of natural resources in place or total exemption of natural resources in place from
municipal property taxation. Consequently, the study also examined the following questions:

1. Should natural resources in place be partially exempt from local taxation?

2. Shot* i natural resources in place be totally or partially exempt from local
taxa;. un at the option of the local government?

3. What other forms of taxation, if any, should municipalities be able to apply
to natural resources?

To answer these questions the study examined several major policy concerns:

Fairness among taxpayers

Fairness among municipalities
Stimulation of economic development
Cost-effectiveness of taxation methods
Municipal revenue needs/sources
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In particular, the study looked at the consequences of various options for taxation of natural
resources on municipalities, the resource industries, and the state government (in particular the
State Assessor's Office). Asurvey of other statesand provinces was also conducted. An addendum
at the end of this report discusses the results ofthe questionnaire on thesubject of natural resources
taxation in the other states and provinces.

The Act mandated that DCRA conduct the study inconcert with the Department of Revenue (DOR)
and the Alaska Municipal League (AML), and with the participation of representatives of
municipalities and unincorporated communities in boroughs and in the Unorganized Borough.
After initial meetings with technical and more broadly based working groups in 1990 and early
1991, and teleconferences specifically with the AML working group in Au?ust and September
1991, DCRA issued a Preliminary Report on The Study of Taxation of Natural Resources in Place
vn September 13, 1991. The report was sent to all members of the technical and other working
groups forcomment. Presentations on the approach to the study and itstentative results were made
at the Southeast Conference in Juneau, the Alaska Forest Association convention in Sitka, during
the Alaska Federation of Natives convention in Anchorage, at the Alaska Miners Association
convention in Anchorage, and at the Alaska Municipal League conference in Fairbanks during the
fall of 1991, Before the AML conference, a Draft Report on The Taxation of Natural Resources in
Place, dated November 1,1991, was circulated toall ofthe members of the various working groups
and thepeople whoexpressed interest in being on the mailing list as a resultofthe live presentations
on the study. The result of the study process Isa consensus that natural resources in place should
be totally exempted from local property taxation. Without legislative action durln% the 1992
legislative session, however, the temporary exemption from municipal taxation for natural
resources in place will expire July 1, 1992, and natural resources in place will once again be

taxable.

To encourage reasoned discussion of the focal issues of the study, the draft report and the live
presentations discussed the exist.ng framework of municipal taxation in Alaska, the potential effect
of the assessed value of resources In place (if deemed taxable) on the state education foundation
aid and state revenue sharing monies to be received by local governments, and the local revenue
?eneratlon reguwed inorder to qualif 'nrthose monies under the existing formulas. Both of these
ormula-based programs are tied to tifull and true value of real and personal property within
municipalities. Certain aspects of these programs and their terminology had to be understood to
lay the groundwork for discussion of the central issue of taxation of resources in place.

The balance of this report follows the format and provides the information circulated to the public
as part of t"e study. Itexplains the framework for municipal taxation in Alaska, the state foundation
al profgram for schools, and the state revenue sharing program before returning to the specific
issue of the taxation of natural resources in place. The report also examines assessing issues and
the policy concerns listed above in relation to the taxation options DCRA was directed to study.
This final report will also be circulated to the public before the 1992 legislative session begins.

Il. The Legal Framework for Municipal Taxation in Alaska

Articles IX and X of the Alaska Constitution and Title 29 of the Alaska Statutes establish the
framework for municigal taxation in Alaska. Home rule municipalities are granted broad
governmental powers by the Alaska Constitution, while general law municipalities are, among
other specified powers, granted the right to I°vy a tax or special assessment, and impose a lien for
its enforcement (AS 29.35.010). Home rule and general law municipalities are subject to limita-
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tions on their taxing powers found in Chapter 29.45 of the Alaska Statutes. Within Chapter 29.45
there are provisions on property taxes, sales taxes and use taxes. Section 29.45.010 authorizes
cities, boroughs, and unified municipalities to levy a property tax. Ifa tax is levied on real or
personal property, it must be assessed, levied, and collected as provided in Chapter 29.45.
Nowhere in Chapter 29,45, however, is there a statement of what is taxable. Instead, the
assumption is that all real and personal property is taxable unless it is exempted from prope_rt%
taxation. That assumption issupported by Section 1 of Article X of the Alaska Constitution, whic

Prowd.es that "a liberal construction shall be given to the powers of local government." The
ollowing two sections describe the eo?raphlc distribution of municipal taxing powers and
discuss the concept of taxability. Part IX ofthis report discusses various property taxation options
and other taxation options that the Legislature directed DCRA to study.

A. The geographic distribution of municipal taxing powers

Natural resources in place, inorderto be subject to municipal property taxation, have to be located
within acity, borough ora unlfled_munlmpallt%. Themapbelowindicatestheboroughs,theunified
municipalities, and the unorganized horough. Not shown on the map are many cities located
within the Unorganized Boroug.i. Most cities do not contain many natural resource E)ropertles
because of the limited area included within their boundaries. Nevertheless, any natur tl resource
properties located within their boundaries could be affected by Ie?islation (or lack thereoO
pertaining to the taxation of resources in place. The issue of taxation of resources in place is also
of significance to residents and property owners in the Unor%anlzed Borough because, upon
borough formation, whatever is taxable under state law will be taxable by the new borough,
whether or not the new borough elects to levy a property tax.

Borotnh and Rural Education Attendance Areas (REAA)

REAAs North Slops Borough

See note below.
Boring Straits
Lower Yukon
Lower KuskokwIm
KusFuk _
Southwest Region
See note helow.
Aleutian Region
Pribllo] Islands Fairbanks North Star Borough
10 ﬁidtak Fée ion
11 Iditarod Area
% Yukon-Kovukuk Donall Borough
14 gé*g"n”ofe'abimw, Matanur?ka-Susitna
%g Rfllak/G(r;eotly Boroug

aska Gatewa Wp e
17 Copper River y Municipality ol Anchorage
18 Chatham Haines Borough

19 Souiheast Island :
20 Annette Island ff" rtx In YBo rocﬁygafhd

21 Chugach i
% Kastunamlut EgpglﬂPhenlnsuTaJuneau
23 Yuplt (not to scale) g

Borough assumed
responsibilities.

Northwest Arctic
Borough®

WDV O TS WWN -

Ketchlcan Gateway
Borough

Aleutians East
Borough
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B. What is taxable?

The focal issue of this st_udﬁ is: should natural resources in place be taxable by municipalities? As
explained above, undei the statutory framework for municipal taxation in Alaska, all real and
Personal property is taxable unless it is exempted from property taxation. Required exemptions
rom municipal property taxation are specified in AS 29.45.030. Examﬁles from the laundry list
of property exempted from Property taxation by AS 29.45.030 are household furniture and
personal effects of members ofa household, and property used exclusively for nonprofit religious,
charitable, cemetery, hospital, or educational purposes. Property owned by ANCSA Native
corporations isalso exempt from municipal taxation until development occurs or it is leased to a
third party. Inaddition to these exemptions from property taxation, AS 43.56 provides for certain
exemptions of oil and gasdor_oduc_tlon and plﬁelme property, including oil and gas in place. All of
the exemptions discussed in this paragraph are mandatory exemptions. In other words, the
property mentioned in the above-referenced statutes is simply not taxable at all.

Section 29.45.050 of the Alaska Statutes provides for optional exemptions and exclusions from
local property taxation. The exemptions and exclusions are at the option of the local government
which levies the property tax. Two examﬂles of optional exemgtlons are the exemption from
[%ropertytax_atlon_ofpersonal roperty and the exemﬁtlon ofupto $10,000 of value inaresidence.

he exemptions in AS 29.45.050 require action by tne local government and they sometimes also
require approval of the voters.

Since there are existin? mandatory exemptions and optional exemptions, and since there is a
mandatory exemption from property taxation for oil and gas in |place In particular, itis reasonable
toconsider some form ofexemption forsomeother, orall natural resources in place. Ifa mandatory
or optional exemption isto be considered, however, we must have a working definition of the term
"natural resource in place."

I1l. What isa "Natural Resource in Place™?

The term "natural resources in place” does not correspond to any commonly used assessment
terminology and appears to be very broad. The term “natural resources in place" is used several
times in the Act, but only Section 2 gives an indication of what the term means. Section 2 of the

Act reads as follows:

Sec.2. Temporary Tax Exemption. Natural resources in place, including proven or
unproven mineral and other deposits of valuable materials and timber stumpage, are
exempt from property taxation by a municipality, (emphasis added)

By the language of Section 2, the term "natural resources in place" covers 1) unproven mineral and
other deposits of valuable materials, 2) proven mineral and other deposits of valuable materials,
3) timber stumpage, 4) and a category best described as "other." The "other" category arises from
the wording of the Act that says natural resources in place "including" the named categories that
are listed. A?parently, something inaddition to the named categories in the Act was contemplated
by the Legislature. Another ambiguous term in the Act is the phrase "other deposits of valuable
_materialg." This term probably includes sand and gravel, but does it include glacial ice, for
instance?
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For the purposes of the study, the term "natural resources in place" was defined as:
Any material in its native state hefore it has been severed or extracted.

With that working definition of "natural resources in place," we looked at the effect of having
natural resources In place taxable, as they were hefore the temporary exemption went into place
in1990. An important effect of taxability ofa natural resource inplace isthat its market value must
be included inthe "full value determination” for the municipality inwhich the resource is located.
The value of all taxable real and personal propervvl in a municipality is included in its full value
determination. The obvious question, then, is; What is a full value determination?

IV. What isa "Full Value Determination™ ?

In brief, a full value determination is the sum total for a municipality of the full and true value
established for each piece of taxable real and personal property within a mummﬁallty. AS
29.45.110 (a) specifies that the full and ,rue value (FTV) is "the estimated price that the property
would brm? Inan open market and under the then prevailing market conditions in a sale between
awilling seller and a willing buyer both conversant with the property and with prevailing general
price levels." AS29.45.110 (a) also requires the assessor to assess property at it full and true value
as of January 1 of the assessment year.

The education title of the Alaska Statutes, specifically AS 14.17.140, requires the Delpa(tment of
Community and Regional Affairs, in consultation with the assessor for each school district, to
establish the full value of the taxable real and personal property in each city and borough school
district. Not all cities and boroughs have Eroperty taxes, however, and, consequently, not all rities
and boroughs have assessors. For those that do not, the State Assessor, located in the Department
of Community and Regional Affairs, must estimate the full value of the taxable real and personal
property without the consultation of a local assessor.

The State Assessor then compiles the full value determination for each municipality annually and
notifies each municipality. Asdiscussed below, the full value determination plays a significant role
in the calculation of hoth the state foundation aid for education and the state revenue sharing
programs. Itis critical to mummﬁalltles, as well as property owners, whether natural resources in
place are taxable (i.e., whether the value of natural resources in place will be added to the full and
true value of the property in or on which these resources are located). The full and true value of
all taxable property, whether the property isactually taxed or not, must be included inthe full value
determination for the municipality.

V. How does the Full Value Determination
Affect State Foundation Aid?

Chapter 14.17 ofthe Alaska Statutes establishes the PublicSchool Foundation Program. Under that
program, a school isdetermined to have a "basic need" determined according to a formula spelled
out in AS 14.17.021 (b). The local government is required to make a “local contribution™ toward
this basic need. The local contribution is defined in'AS 14.17.025 as at least the equivalent of a
4 mill tax levy on the full and true value (FTV) of thetaxablereal and personal property inthedistrict,
unless a 4 mill tax levy on the FTV exceeds 35% ofthe district's basic need. A municipality will
not receive itsschool foundation aid payment unless it makes its local contribution. AS 14.17.025

(e).
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Inother_words,thehi%herthemuni(_;ipal_ity's FTV, the greater the amount of money the municipality
must raise to satisfy the local contribution requirement, up to the point where a 4 mill levy on the
FTV exceeds 35% of the district's basic need. Historically, onlg in the North Slope Borough and
the City of Valdez has the 4 mill equivalent exceeded 35% of basic need. This gea_r, for the first
time, a 4 mill levy on the FTV in the City of Unalaska will also exceed 35% of basic need. The
followi ng illustrations depict the relationship between state aid, local contribution and basic need,
and demonstrate the effect on this relationship of increasing the local full and true value.

Effect of Increasing Local

To further illustrate the point, assume that the FTV ofthe municipality is presently 51 million. A
4 mill levy on $1 million is $4,000. Ifthe FTV for the municipality increases to $2 million, then
the equivalent of a 4 mill levy will require the municipality to raise $8,000. This may or may not
be a problem for the municipality depending on the hasis for the increase in FTV.

In summary, under the public school foundation program, assuming that basic need remains
constant, as the FTV increases, the amount of the local contribution increases, and the amount of
state foundation aid decreases. The question for the municipality is then: how will it raise the
additional money to meet its local contribution requirement if the municipality's FTV increases?
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VI. How does the Full Value Determination
Affect State Revenue Sharing?

Sections 29.60.010-29.60.080 establish a program for municipal tax resource equalization. This
tax equalization program is part of what i1s commonly referred to as the state revenue sharing
program. Its purpose is to even out differences in taxable wealth among the municipalities in the
state by paying relatively more shared revenues to those municipalities that have little taxable

property.
The formula for determining a municipality's tax equalization entitlement is fairly comBIex. Itis
based on the municipality's population, actual generation of revenue, and the local tax base. The

formula requires the equivalent of a local contribution. Inthiscase, itiscalled "locally generated
revenue.”

The formula multiplies the population by the product of the locally generated revenue (LGR))
divided by one-tenth of one percent of the full and true value of the assessed property in the
municipality. The formula for the product to be multiplied by the population is as follows:

| \
10.1% Yof FTV 5
Ifwe plug in some numbers, the formula looks like this;
100
04%0f 1,000 = %

Obvioulsly, the product will decrease ifthe FTV isincreased unless the LGR isalso increased. For
example:

If local revenues are unchanged:

100—— = 50
0.1% of 2,000

If local revenues are increased to the same degree as the FTV.
200 = 100

0.1% of 2,000

If local revenues are increased to a greater degree than the FTV:

400 _ 200

0.1% of 2,000

Page 7
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With this background in the two major funding formulas by which municipalities obtain state
shared revenues, we can return to the focal issue of this study:

Should "in place™ natural resources be taxable by municipalities?

Ifnatural resources in /place— meaning resources that are not severed or extracted — are taxable,
then the value of thos” resources in place must be added to the full and true value ofthe property
in or on which the' are located. As a consequence, the full value determination for the
municipality will inci.’ase. The value of natural resources in place, however, can only be added
to the assessment rolls at the point when an assessor using standard assessing practices could
defensibly establish that value.

VII. The Problem of Assessing Natural Resources in Place.

Under the presenttemporary exemption from local property taxation, or ifa permanent exemption
from local property taxation is enacted, there is no issue of assessing natural resources in place.
It is only an issue If the present tem‘oorary exemption expires and we return to the lore-exi.sting
status, which was that all taxable real and personal property must be assessed and included inthe
full value determination for the municipality in which the property is located.

When we speak of assessing natural resources in place, however, itshould be clearly understood
that the value of every resource in place would not be added to the assessment rolls on January 1,
1993. Assessors only put property on an assessment roll when a value for that property can be
established according to commonly accepted standa/ds and practices.

The figure below illustrates this ﬁoi_nt. The passage of time is indicated by the arrow at the bottom
ofthe illustration. On the left of the illustration isthe indication thata resource has been discovered.
At the time of discovery so little is probably known about its dimensions, marketability and costs
of production, that no value can yet be placed on the resource by the assessor. On the right hand
side of the illustration is the indication severance or extraction. At the point of severance or
extraction, we are no ]onqer talking about assessment of a natural resource in place because the
resource is no longer in place.

Tim e s>
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Logically, atsome time before severance or extraction, itwas possible to puta value on the resource
inplace according to standard assessing practices. The point at which a defensible value can be
determined isthe point at which the value should go on the assessment roll. Actually, the property
may have already been on the assessment roll but with a minimal value based on use of the surface
on!r. What we are really talking about is the point at which the in place resource value will be
added to the assessed value of the property.

Assessors determine value by one of three methods: direct sales comparison, the cost approach,
and the income (or income capitalization) approach. The costapproach isnormally not af)pll_cable
to valuing raw land. The direct sales comparison approach may be anllcab!e to the valuation of
natural resource properties in the rare instances where comparable sales of mineral properties can
be found or where comparable timber stumpaﬁe values can be established. The third approach,
the income approach to value, is the only realistic approach by which resources in place could
routineI% be valued, and ithas certain inherent problems when one isdealing with income that has
not yet been generated. The income approach to value involves developing an estimated net
income (gross income less operatlngi expenses) which is then capitalized _usm? an agproprlate
capitalization (discount) rate. The following example illustrates the problem involved when an ore
body, for instance, has not yet been developed.

In attemptin? to value an undeveloped ore body, it is first necessary to know, or estimate, the tﬁpe
and grade ot ore, its volume, and its configuration. Ifthe ore body has been discovered, but has
not been extensively drilled, it would most likely be impossible to know these things. Ifthe ore
body has heen adequately drilled, the information from the drilling may or may not be made
available to the appraiser. (There is no re?uirement in Alaska for such information to be made
available to state or local ?overnments.) It the information were made available, the geologlst/
appraiser would still be acin% the problems of estimating a potential income stream from
development ofthe ore body, while considering fluctuations inthe world market for that aggregate
of ores. Inaddition, the appraiser would have to estimate the cost of extraction, including road
construction, the actual extraction process, cost of drilling, separation ofthe metal from the host
rock, shipping, and so forth. This exercise would be extremely subjective and speculative in
nature,

A_f%_reat deal of feedback has been received by the DCRA staff conducting this study about the
difficulty and the cost of attempting to value oatural resources in place so that their value can be
added to the surface value of property for property tax purposes. Indeed, cost-effectiveness of
having resources in place taxable is one of the important policy issues to be considered by the
Legislature in determining the action to take with regard to the taxability of natural resources in
place. The issue is: will it cost more than it isworth to permit the taxation of natural resources in
place by local governments? This question isexamined more fully in the discussion ofthe policy
Issues in Section IX. Ifthe Legislature decides that natural resources in place should be taxable,
another guestlon that must be addressed is who should perform the assessment? That question is
discussed in Section XIII, immediately following. There is general agreement that many assess-
ments of natural resources in place would have to be performed by assessors with special expertise
different than the expertise of most assessors.
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VIII. Who Should Assess Natural Resources in Place?

Ifnatural resources in place are taxable by local governments, their value must be included in the
full value determination for the municipality in which they are located. To do that, natural
resources in Flace must be assessed by someone. Before looking into the question of who should
as' ess natural resources inplace, itisuseful to look at the present process of property tax assessment

by the municipalities.

Municipalities that levy a property tax either have a staff assessor or hire a contract assessor to
perform the assessments for the municipality. The State Assessor then reviews the municipal
assessments and makes any necessary adjustments, including addition of the value of proi)erty
optionally exempted by the municipality from property taxation. The value ofall taxable real and
personal property, as adjusted by the State Assessor, isincluded in the full value determination for
that municipality.

Not all municipalities empowered to levy a property tax actually do so. Those thetdo not levy a
property tax do not assess the Propert within their jurisdiction. Nevertheless, by s atute, the State
Assessor must establish the full and true value of that municipality for purposes of the state
foundation aid program and the tax equalization (revenue sharing) program. Therefore, the state
has to be prepared to assess all taxable real and personal property within the mu licipalities in the
state. Ifnatural resources in place are taxable, the State Assessor will have to be prepared to assess
them whether or not the municipality does so.

Before the temporary exemption went into effect in 1990, the municipalities did not routinely
include in their assessments the value of natural resources in place and the State Assessor did not
routinely add their value to the full value determinations of the municipalities. Now, however, if
the temporary exemption is allowed to expire and the pre-existing law is again in effect, the full
and true value of each municipality will have to include the value of natural resources in place
within its boundaries because awareness of this issue has now heen heightened statewide.
Someone will have to establish that in Flace natural resource value. Under our present statutory
structure, either the value will be established initially by the municipal assessor and reviewed by
the State Assessor or, if the municipality does not levy a properly tax, and therefore does not
establish an assessment roli, the State Assessor will have to establish an estimated assessment in
order to arrive at the full value determination for the municipality.

Municipal assessors are not generally trained to assess the value of mineral ore, coal, Pravel, rock
or timber in place. The two appraisers presently working in the State Assessor's office do not
possess the necessary qualifications or experience either.

Typicallg, an economic geologist is hired by a mining company to determine the value of an ore
body. Specially qualified forest appraisers are hired by timber companies to value timber
resources. People with comparable skills will be necessary at the local and/or state level to assess
natural resources in place, whether those people be hired as staffor hired under contractto provide
assessing services.

The difficulty of assessing an ore body is illustrated by the Red Dog mine example where the State
and the Northwest Arctic Borough hired adgeolt_)gist and appraisal consultant at the rate of $150
per hour to use the income approach and estimate the value of the entire mining operation,
Including the ore body under development. Under a separate agreement, the Borough contracted
with thesame geologist/appraiser for an appraisal ofthe mine utilizing the cost approach. The cost
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approach appraisal was conducted in order to estimate the value of the mine improvements
withoutthe valueofthe ore body. By comparing the two appraisals, the consultant concluded that
the value of the ore body was approximately $30,000,000. The same consultant stated, however,
that before certain metallurgical problems with smelting the ore were e.ncountered, the value of
the ore body had been $100,000,000. He expected that within two to three years, when the
metallurgical problem was solved, the value of the ore body would then again be $100,000,000,
absent some dramatic change in the world price for the mineral. This example illustrates the
dramatic increasesand decreases in the valueofanore body which oftenoccurbecauseofvariable

factors beyond the control of the industry.

Municipal assessors are not typically knowledgeable about the geology of mineral ores, smelting
and metallurgy, world mineral prices and the other factors that go into appnising a mining
property. In fact, the economic geologist who performed the Red Dog mine appraisal has stated
it is easier to train a geologist to become a mining appraiser than to train an appraiser to become
amining appraiser. Likewise, appraisers of timber resources must have the training to estimate
types and grades of timber, calculate the costs of road construction, harvesting, transportation,
storage and loading, among other things, as well asworld timber prices. Again, itisnot expected
that a municipal assessor will have had this training and experience.

At leasttwo other states in which natural resources in place are taxable have gone to a centralized
assessmentof natural resource properties by the state. (More details on the practices of other states
arefound inthe addendum.) Ifnatural resourcesinplaceareto be taxable, theissueofwhoisgoing
to perform the assessments of those properties will need to be resolved. Ifthe assessments are to
be performed by the State Assessor's office, additional staff with the required expertise will have
to be hired or, in the alternative, funding for contract assessors with the necessary training will have

to be allocated.

IX. Taxation Options and Policy Considerations
The act mandating the study asked DCRA to examine five taxation options:

Total exemption from municipal property taxation.

Partial exemption from municipal property taxation.

No exemption from municipal property taxation.

Total or partial exemption from municipal property taxation at the option of each
municipality.

5. Taxation other than property taxation.

SO IR NCREN

A discussion of these options pertaining to natural resource taxation must include a discussion of
at least the following policy considerations:

Fairnessamong taxpayers
Fairnessamong municipalities
Stimulation of economic development
Cost-effectiveness of taxation methods
Municipal revenue needs/sources

These policy considerations are examined, followed by a discussion ofthe five taxation options
inthe contextofthe present legal framework for municipal taxation and the policy considerations.
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A. Policy Considerations
Fairness Among Property Owners

This policy consideration raises the issue of fairness among owrers of various types of property.
Upon whom should the tax burden to support government services within a municipality fall?
Upon only the owners of personal property? Upon only the owners of real property? Upon only
the owners of zoned real property? Should the owners of real property that is zoned have their
assessment reflect the value of the particular zoning classification? Should owners of natural
resource property hav.2their assessment reflect the value ofthe resource in place? How can you
be fairto all potential taxpayers? Ifone group of potential taxpayersiseliminated, does the burden
fall unfairly on the remaining groups of taxpayers?

Fairness Among Municipalities

Fcirness among municipalities is an issue because not all municipalities in Alaska are equally
encawed with a tax base from which to raise revenues. Should those municipalities with a
potential tax base ofnatural resourcesinplace be permitted t>notinclude the value ofthose natural
resour. es in their full value determinations? Ifthey are not required to include the value ofthose
natural esources intheir full value determinations, those municipalities will not have to increase
their local contribution toschools, even though they actually have atax base from which they could
kenerate local revenue. Asaconsequence, municipalities thatcould raisemore local revenue will
still get their same share of the school foundation aid from the state. Municipalities that have no
possibility of raising more revenue for their schools would be disadvantaged under this scenario
in which municipalities with resources in place are not required to make a local contribution
commensurate with their actual wealth.

Stimulation of Economic Development

With this policy consideration ther' whetherornot making natural resources inplace taxable
would be adisincentive fc levelopment. Itisnecessary to keep in mind that taxability
of natural resources in piact:.. necessarily mean that the taxing jurisdiction will choose to

levy a property tax. Ifaproperty .aXislevied, however, itmust be levied equally againstall taxable
property. Consequently, one must contemplate whether levying a property tax on the assessed
valueofresourcesinplacewill actasadeterrenttoeconomic development. Whatspecific impacts
mightsuch atax haveon economic development? Will itdiscourageexploration for minerals? Will
itencourage the exploitation of only the highest grades of ore? Will itencourage the rapid cutting
of forests inordertoeliminate the source of a higher property tax? DCRA was told by the resource
industries and the Department of Commerce and Economic Development that the impact of
making natural resources inplace taxable willbe uniformly detrimental to economic development.
No contraryevidence wasprovided and DCRA does nothavethe meansto hire economiststo make

an independent assessment of these assertions.

Cost-Effectiveness

Cost-effectiveness is an important policy consideration because assessment of natural resources
in place is expected to be much more complicated and costly than the municipal property
assessments typically performed now. All sources indicate thatore bodies are extremely difficult
to evaluate, even for the professionals hired by mining companies to perform evaluations on the
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basis of which millions of dollars may or may not be invested. Assessmentof timber stumpage is
also a highly specialized skill not normally possessed by municipal assessors or state assessors
whose job itisto review standard municipal assessments. Assessments of both of these categories
of natural resources in place would have to be accomplished either by extensive particularized
investigations of specific resource properties, or through elaborate computer modeling for which
both the data and the programs are not now available either to municipal assessors or to the state
assessor.

Ifsuch assessments of natural resources in place are performed by the municipalities, they might
sometimes have to be confirmed by the State Assessor's Office. Inthat case, presumably ooth the
municipalities and the State Assessor's Office will face additional costs for contracted expert help
or additional staff possessing the necessary expertise. If the municipality does not intend to levy
aproperty tax and, therefore, does not assess property, the State Assessor's Office would still have
to assess the natural resources in place in order to add their value to the full value determination

for the municipality.

Several agencies and the Alaska Miners Association have commented thatbees use of the difficulty
of assessing ore bodies, serious disputes over assessed valuesofminerals in place can be expected,
with the associated probability of litigation. At least two states have attempted to deal with the
problem of assessing resources in place by centralizing the function in a state agency. (See the
addendum on the results ofthe survey of states and provinces.) Itisapolicy question for both local
governments and the state as to whether it would be cost-effective to have to assess natural
resources in place in order to have the possibility of taxing them.

Municipal Revenue Needs and Sources

Municipalities are being required by the federal and state governments to assume more responsi-
bilities. Most often these additional responsibilities are not accompanied by sufficient funds to
cover the cost of the new activity. At the same time, municipalities are seeing the state cut the
amountofmoney allocated to state revenue sharing and municipal assistance. While municipali-
ties are facing these problems, they may also face the impacts of natural resource development in
their area. Natural resource development may provide long-term economic benefits, but it may
alsorequire extension ofroads, water lines, sewer lines,and power linesaswell asthe development
of additional housing, schools and commercial infrastructure. In this situation, municipalities
might be hesitantto give up ataxing power thatwould potentially provide apresentrevenue stream
for the payment of present infrastructure costs.

Several state agencies and natural resource owners have stated that if there must be taxation of
natural resource development, the taxation should notbegin before severance or extraction ofthe
resource takes place. Whilethismaybepreferableforthenaturalresourceindustries,itcould leave
the municipalities withoutthe revenue needed to develop the infrastructure necessary to deal with
impacts and provide support foreconomic developmentthatisneeded before the natural resource
industry isin production. Intheworst case,acommunity mightexperience impacts for many years
during pre-production activities and the enterprise might never go into production with the
cNsequence that there is never any revenue derived from a severance tax.

With these five policy considerations in mind, the five taxation options the Legislature asked to
havestudied were examined. A synopsisofthe thinkingdeveloped on each option during the study
isprovided below.
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B. Taxation Options
Option One: Total Exemption from Municipal Property Taxation

Total exemption from municipal property taxation means thatnatural resources inplace would not
be taxable by local governments. This is the option for which there appears to be a statewide
consensus.

Those who commented in favor of this option include the Department of Natural Resources, the
DepartmentofCommerce and Economic Development, the Department of Revenue, and the State
Assessor, among state agencies. Support for this option was also voiced by the Alaska Miners
Association, Sealaska Corporation, Chugach Forest Products, Afognak Native Corporation,
Konkor Forest Products Corporation and NANA Corporation, among other individuals and
organizations.

Atthe Alaska Municipal League conference, the AML unanimously adopted aresolution in support
of a total exemption. In the view of the local governments, the value to be derived from having
natural resources in place taxable is not worth the cost and difficulties arising from the need to
assess natural resources in place, municipalities would have to increase their local contribution
and locally generated revenue to obtain state monies, and, finally, the municipalities do not want
to risk impeding economic development that might benefit their communities.

One potential benefit to local governments from a total exemption is that municipalities will not
be required to assess natural resources in place, and they will not face possibly dramatic changes
in their full value determinations that might result if natural resources in place are assessed. (For
example, based on Robert Paschall's studies, the Northwest Arctic Borough could face an increase
in its full value determination from $30,000,000 to $100,000,000 as soon as metallurgical
problems at the Red Dog Mine are resolved.) Dramatic changes in full value determinations for
some municipalities arising from the taxability of natural resources in place would require that
those municipalities increase the absolute amount of their local contribution to the basic need for
their schools. (Remember the required local contribution under the school foundation aid formula
is the equivalent of a four mill levy or 35% of basic need.)

On the one hand, a property tax provides a revenue stream as soon as a value can be placed on
property. Itavoids the situation described above where a community may have had to deal with
resource development impacts for yearsand then have production never start so that reliance on
a severance tax would provide no revenue. (See, however, the discussion below under Option
Five.)

On the other hand, owners of natural resource properties point out that a property tax is the worst
possible tax for stimulating economic development. They say a property tax on resources in place
will discourage exploration and encourage cutting trees prematurely. It will also encourage
closing mines when only the highest grade ore has been extracted.

Option Two: Partial Exemption from Municipal Property Taxation
The Legislature asked that a partial exemption from municipal property taxation be one of the

options considered in this study. The Legislature did not indicate, however, what it meant by
partial.
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A partial exemption could mean that some natural resources are exempted from property taxation
while others are not. Alternatively, a partial exemption could mean thataportion of the assessed
value of the natural resource in place would be exempted from property taxation. The former
interpretation raises serious questions of taxpayer equity. The latter interpretation triggers serious
concerns about the cost-effectiveness of a partial exemption.

Anexemption ofsome natural resources inplace butnototherswouid obviously have a differential
impact on potential taxpayers. Owners oftimber land might question whether itwas fair to exempt
mineral land from taxability but not their timber land, for example. There would also be a
differential impact on municipalities since natural resources are not all distributed evenly across
the state. Municipalitieswhose resources were exempted from taxabilitywould no longer be able
to raise revenue by levying a property tax on the value of those resources in place. On the other
hand, municipalities whose natural resources were not exempted would have to add the assessed
value of those natural resources in place to their full and true value. The consequent increase in
the full value determination means those municipalitieswould have to raisemore revenue inorder
to meet their local contribution requirement for state foundation aid. Those municipalities might
not have a large tax base from which to raise revenue other than by a property tax, and yet they
might feel that levying aproperty tax would be detrimental to economic development and also to
their residents who might live a largely subsistence life style.

The cost-effectiveness issue discussed above iseven more persuasive against the other interpre-
tation of "partial exemption,” by which a portion of the assessed value of all natural resources in
place would be not taxable. The same difficult and costly assessing work would be required to
correctly assess the property, but in return only a certain portion of the assessed value would be
put on the tax rolls. Under this scenario, the revenue to be derived from aproperty tax would be
lower, while the amount and cost of the assessment work would remain the same.

Option Three: No Exemption from Municipal Property Taxation

The option of no exemption from municipal property taxation will be the conscious or unconscious
result if the Legislature takes no action on the issue of the taxation of natural resources in place
during the coming legislative session. As mentioned above, the temporary exemption in the Act
expires July 1, 1992. On that date, ifno legislation has changed the law on taxability, natural
resources inplace will once again beta/able. The difference isthat now people are very conscious
ofthis issueand thereisastatewide consensus that natural resources inplaceshould not be taxable.

Ifthere isno exemption from taxation for natural resources in place afterJuly 1,1992, itisunlikely
that resources in placethathave an assessable value will bekeptoffthe assessmentrolls. Taxpayers
who feel they are unfairly carrying the tax burden in their municipality might sue to put assessable
resource propertieson the tax rol Is. Jfthe municipality does not put assessable resource properties
on the assessment rolls, the State Assessor will still be obligated to include the full and true value
of those properties in the full value determination for the particular municipality. That will have
differential impacts on the municipalities' shares of education and state revenue sharing funds
depending on whetherthemunicipalitieshaveordonothaveassessable natural resources inplace.
Taxability of natural resources in place will also impact the staffing and funding necessary for
municipal assessing offices and the State Assessor's Office.

The resource industries have commented that if natural resources in place are taxable, that will
have a detrimental impact on economic development within the state. The cost ofthe property
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tax, if one is levied, will have to be factored into the cost of development in a situation where
fluctuating market prices and high development costs make long term investment risky. Itwill not
be enough to say that although the natural resource in place istaxable, the local government will
not levy a tax, because the next council or assembly could change that policy, particularly since
the value of the resource in place will be included in the municipality's full value determination
with the resultant impacton state program formula requirements to raise the local contribution and
locally generated revenue. Inaddition, the resource industrieshave commented thatthe next worst
thing to taxation is instability in taxation policies. Since they have to plan for long term investment,
they need to know what to factor into their plans.

At the same time, it should be pointed out that as long as the natural resource in place is not
assessable according to standard assessing techniques, it will not go onto the assessment rolls.
Furthermore, much ofthe natural resource land that might be susceptible to property taxation is
held by Native corporations that are insulated from taxation by federal law until development
occurs. Leases of Native corporation land are not so protected, however. Nor are leases of state

or federal land.

Option Four: Total or Partial Exemption from Municipal Property Taxation atthe Option of Each
Municipality

The discussion of the framework for municipal taxation found at the beginning of this report
explained that the present statutory scheme contains provision for local option with regard to
property tax exemptions. The local option exemptions are found in AS 29.45.050. It is
conceivable, therefore, to enactan optional exemption, either total or partial, for natural resources
in place. That decision should not be made, however, without consideration O{ all of the

consequences.

On the one hand, local option is often favored because it allows local governments maximum
control. Local option exemptions, however, do not exclude the property exempted from a
municipality's full value determination. A local decision toexempt natural resources in place from
taxation would still leave them taxable as far as the State Assessor isconcerned. An increase in
the full value determination would mean an increase in the absolute amount of the local
contribution and the locally generated revenue required. Ifnatural resources inplace were locally
exempted from property taxation, the local contribution and the locally generated revenue would
have to be raised from other property tax payers or through sales and/or excise taxes. This, of
course, raises the issue of fairness among tax payers, italso raises the issue of cost-effectiveness.
Is it cost-effective to create a situation where the State Assessor must assess natural resources in
place, while the municipality may optionally exempt resources in place from taxation?

Option Five: Taxation other than Property Taxation

In the Act, the Legislature asked that the study examine options for taxation of natural resources
other than the property tax. As discussed above, of the types of tax that can be levied by a local
government, only a property tax can be levied against the value of a natural resource in place. As
long as it remains in place, the natural resource is part ofthe property. This section looks at other
forms of taxation that local governments might levy against some aspect of natural resource
production.
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Atthe time a natural resource issevered or extracted, a local government can levy a severance tax.
In fact, two boroughs (the Denali Borough and the Kodiak Island Borough) have already done so
since the temporary exemption from property taxation went into effect. These boroughs levy a tax
against the value or tonnage of the resource that has been severed or extracted.

The Kodiak Island Borough adopted what it feels isa long term progressive tax policy that levies
against the gross production value of natural resources that have been severed or extracted. While
this tax currently targets timber and fish harvesting operations, itcan accommodate any resource
development activity where a value-b; '-unit can be established. The value of the severed or
extracted resource is multiplied by the k cal property tax mill levy as determined annually by the
borough assembly. The borough mainta.ns that this assures consistency and equity of taxation
between natural resource property owners end the owners of other property within the borough
that is taxable by the property tax method.

The Denali Borough has also adopted natural resource severance tax. This tax targets coal,
limestone or gravel that has been extracted. The tax is based on a flat rate per unit of production.
The tax levy for coal and limestone is $0.05 per ton of gross production. For gravel the tax is $0.05
per cubic yard of production.

A severance taxisbutone form of excise tax. Other forms of excise tax that might be levied include
ataxon exploration activities, transportation activities, processing activities, storage activities, and
the like. While a severance tax is recommended by the natural resource industries in lieu of a
property tax on natural resources in place, itshould be pointed out that excise taxes and property
taxes are not mutually exclusive and could be levied at the same time.

Under the Alaska Constitution, Title 29, and the Alaska Supreme Court cases, local government
authority to tax is very broad. According to a 1986 Attorney General's opinion, interpreting the
above authorities in the context of a question about severance taxation, the provisions of Title 29,
other than AS 29.45.010, are limitations on local government authority to tax. Following that
interpretation, one concludes that there are no statutory or case law limitations on the power of
local governments to enact excise taxes. Only property taxes and sales and use taxes are covered
by Title 29 and Alaska Supreme Court cases.

X. CONCLUSIONS

The study on the issue of taxation of natural resources in place has been concluded and it is now
clearthatthe Legislature must provide an explicit resolution to this taxation issue during the coming
legislative session. The temporary exemption for resources in place expiresJuly 1,1992. Unless
the Legislature totally exempts natural resources in place from local taxation during this session,
a state of confusion will ensue for the municipalities, the State Assessor's Office and the resource
industries. The study raised the consciousness of these interested parties about the meaning of
taxability of natural resources in place and the implications which this taxability holds for all
concerned. There isastatewide consensus thatthe Legislature should adoptan amendment to AS
29.45.030 totally exempting natural resources in place from local property taxation.
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Appendix A:
Property Taxation of Natural Resources
in the States and Provinces

The Department of Community and Regional Affairs surveyed Alaska, the other forty-nine states,
and the Canadian provinces regarding property taxation of natural resources. The survey
questionnaire was formulated into technical and policy sections and was intended to identify
resource taxation policies and procedures currently in use throughout North America. The
questionnaire was mailed to state and provincial property tax officials in the spring of 1991 and
responses were received over a several month period. No questionnaires were mailed to local
assessors or to tax officials at the city or county level, aswe thought state and provincial agencies
would have a better overall picture of what is taking place, in terms of resource taxation, within
their jurisdictions.

Many responses to the questionnaires were inadequate or simply raised more questions. Also,
some statesdid not respond at all to the questionnaire. Therefore, we often made follow-up contact
by phone. Itwas interesting, although not altogether surprising, that the phone interviews revealed
that resource property taxation practice does not always conform to law or stated policy. Officials
were occasionally more candid on the phone than they were in completing the questionnaire and
admitted that property taxation on natural resources may not always be administered to the letter
ofthe law. The primary reason for this was that natural resource taxation was not a significant issue
in their jurisdiction because of limited resources and, therefore, the time and expense to administer
such a tax aggressively could not be justified.

Through the use of the questionnaire, we also hoped to discover specific resource taxation
problems or successes that may be shared by various taxing jurisdictions. After our review of the
questionnaires and as a result of our phone interviews we found that problems which taxing
jurisdictions share are usually of a technical nature. Itis generally the old story of lack of market
data and lack of comparability between subject properties that makes the job difficult for the
appraiser. Lack of adequate training in the appraisal of special purpose properties such as mines
and quarries isalso acommon problem among taxing agencies.

The policy similarities between states and provinces are simply that severance taxes and property
taxes are the two most common forms of natural resource taxation. They are used, in some form,
in neat ly every state and province. This is really where the policy similarities end between states
and provinces, however, because the extent and manner inwhich these two forms of taxation are
implemented in each taxing jurisdiction varies so much as to make each unique.

One survey question asked if states and provinces levied taxes against natural resources that are
"completely undeveloped." The term "completely undeveloped” was not defined in the
questionnaire, however, generallythe answer thatwe received on this question wasno. Only eight
of the states that responded to the questionnaire answered yes to this question and two of those
assess undeveloped resources at a flat rate per acre; $75 per acre in Illinois and $60 per acre in
Indiana. Fourofthe statesthatanswered yes to this question only assess against mineral rights that
have been severed from the fee ownership. Although several other states answered no to this
question, they do in fact assess standing forest lands to some degree (generally some setamount
on a per acre basis.)



For those states and provinces that stated they did not assess against undeveloped resources, a
follow up question asked officials to describe atwhat point inthe production process was taxability
triggered. Most stated that taxability was triggered at the point of production or harvest. The terms
to describe this point of taxability vary. For example, taxation is triggered in the Yukon Territory
"when production starts" in Wyoming resources aretaxable "when the mineral reachesthe mouth
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of the mine,” and in Michigan, "sometimes, the trigger is severance."
A general summary and some specific highlights of the survey follow.

General Summary:

Thirty-one states can legally tax natural resources in place, but only twelve states
actually do to varying degrees. Those states are: Arizona, Colorado, Indiana,
Kentucky, Michigan, Mississippi, Missouri, South Dakota, Texas, Virginia, West
Virginia and Wisconsin. 0fthe states that currently include in place natural resource
value in real property assessments, only a few do so aggressively. This may be due to
the lack of expertise at the local and state level to reliably value and defend assessed
values for resources. Itmay also be that where there is little natural resource value, it
is not cost effective to undertake the valuation of natural resources that do exist.

Nineteen states statutorily exempt the in place natural resource value from the
assessment of real property.

The states with the most advanced programs of natural resource assessment are those
resource rich states that can generate enough tax revenue to justify the staff to assess
resource properties. Arizona and Kentucky are both very active in resource assess-
ment, and both centralize the assessment activity. Assessments are made by state
agencies, and tax collection can either take place at the state level with revenues being
passed through to local governments, asisthe case in Kentucky, or, assessed values can
be provided by the state to local governments for local tax collection, which is the
current policy in Arizona.

Taxing agencies in other states that indicated they do assess and tax natural resources
apply several different approaches. Many rely on the market data or sales comparison
approach to value. Officials stated, however, that actual sales of resource properties
are rare, hard to verify, and are often not very comparable to other properties being
assessed. This results inageneral disregard for assessing this type of property or at least
minimizes their value estimates. Many states are aided by mandatory sales disclosure
laws which require sales information on all transactions to be provided to assessment
officials. Unfortunately sales information is still generally inadequate to result in
reliable assessments for resource properties. Alaska does not have any mandatory sales
disclosure law at this time.

ThegeneralnatureofnaturalresourcetaxationinCanadaissimilar to ours in the United
States. Active natural resource developments are subject to federal, provincial and
local government taxes mostly in the form of income and severance taxes. In British
Columbia minerals are not subject to property tax, and other natural resources, such
as water and timber, are taxed at the time of use or harvest.
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Specific Highlights:

® Within the area of property taxation there are nearly as many different levels of

assessments and applications of millage rates as there are states and provinces.

Policies for taxation of natural resources also vary from state to state since different
states have different types of resources. Taxing jurisdictions adopt taxing policies that
best suit their individual needs, kinds of resources, and resource availability. Arizona
assesses all recoverable minerals in the ground, Indiana values mineral ownership at
$60 per acre, Michigan exempts ore bodies up to 10 years or until they become part
ofan operating mine, and Montana values unproductive mining claims as agricultural
grazing land.

Across the country, in states which have elected to levy property taxes against natural
resource properties, varying degrees ofsophistication existwithin agenciesresponsible
for resource assessment. Kentucky hasdeveloped an elaborate geographical informa-
tion system (GUO for its resource management. They have identified and quantified
their natural resources and have developed an assessment scheme that considers
current economic and market conditions. TheGIS isdesigned to manipulate resource
data to create a three dimensional geographic map of the state which allows for the
assessment of each coal seam or mineral deposit of taxable value parcel by parcel.
Kentucky was actually forced into developing this assessment system as a result of a
state supreme court case. The case determined that state constitutional restrictions did
not allow the State Department of Revenue to assess natural resources at levels lower
than other types of property. State officials found themselves in the position of being
required to assess the resources of the state at full value with very limited resource
information. They now have the GIS and a staff of 35 to value natural resources.

Other states such as Hawaii and Rhode Island have limited mineral deposits and as a
result have no specific statutes pertaining to the taxation of these resources and no
resource assessment staff. Some states that exempt natural resources from property
taxation levy other kinds of taxes on these resources. For example, most states levy
some type of excise tax based on the production value of a severed resource or on its
production unit (i.e. tax per ton.) In addition, itiscommon for states to levy income
taxes on the resource industry.
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