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T H E  P E T R O L E U M  S E V E R A N C E  T A X  I N  A L A S K A : 
M O D IF IC A T IO N  O F  T H E  E C O N O M IC  L I M I T  F A C T O R

P re p a re d  b y : Thomas C h e s te r
O f f ic e  o f  Management and Bu d get

S e v e ra n c e  T a x

A l a s k a 's  p e tro le u m  se v e ra n c e  t a x  i s  s e t  by law  a t  15 

p e r c e n t 1 o f  th e  g r o s s  v a lu e  o f  p r o d u c t io n , b u t t h i s  

p e rc e n ta g e  i s  a d ju s t e d  downward on th e  b a s is  o f  th e  a v e ra g e  

p r o d u c t i v i t y  o f  th e  w e l ls  in  a f i e l d .  O n ly  f i e l d s  w ith  

e x lr u m e ly  p r o d u c t iv e  w e l ls  w ould p a y  th e  f u l l  15 p e r c e n t .

The Pru d h oe Bay f i e l d  now p a y s  th e  f u l l  n o m in a l 

s e v e ra n c e  t a x  r a t e  o f  15 p e rc e n t , b u t o n ly  b e ca u se  o f  a 

s p e c i a l  s t a t u t o r y  p r o v is io n  t h a t  w i l l  e x p ir e  in  1987 (FY 

'8 8 2 ) . A t  t h a t  t im e , th e  s e v e ra n c e  t a x  on Prudhoe B ay w i l l  

b e g in  to  be a d ju s t e d  downward in  r e la t io n s h ip  to  the 

d e c l in in g  a v e ra g e  p r o d u c t iv i t y  o f  th e  w e l ls  in  th e  f i e l d .

The fo rm u la  f o r  th e  downward a d ju stm e n t o f  th e  n o m in a l 

s e v e ra n c e  t a x  r a t e  i s  c a l le d  th e  econom ic l i m i t  f a c t o r  ( E L F ) . 

I t  i s  in te n d e d  to  e n co u ra ge  th e  maximum t o t a l  p ro d u c t io n  o f  

an o i l  f i e l d  by p r o g r e s s iv e ly  lo w e r in g  i t s  e f f e c t iv e  

se v e ra n c e  t a x  a s  th e  f i e l d  go es in t o  d e c l in e .

ELil

Each  f i e l d  has i t s  own E L F , w hich  i s  com puted m o n th ly  as 

a fu n c t io n  o f  a v e ra g e  d a i l y  o u tp u t p e r w e l l .  F ig u r e  1 shows 

t h i s  r e l a t io n s h i p .  F i e l d s  w ith  h ig h e r  d a i l y  o u tp u t have a 

h ig h e r  E L F , ■ and th u s  pay more t a x .  F ig u r e  1 a ls o  in d ic a t e s

February 2, 1986



th e  fo r e c a s t e d  FY  88 a v e ra g e  d a i l y  p r o d u c t io n  o f  th r e e  N o rth  

S lo p e  f i e l d s  and t h e i r  a s s o c ia t e d  E L F s .

ECONOMIC LIMIT FACTOR

FRACTION OF 
TAX PAID

F ig u r e  1

The a c t u a l  s e v e ra n c e  t a x  r a t e  p a id  (th e  e f f e c t i v e  

s e v e ra n c e  t a x  r a t e )  i s  e q u a l to  th e  E L F  (w h ich  i s  a lw a y s  

betw een 0 and 100 p e rc e n t)  m u lt ip l ie d  by th e  s t a t u t o r y  t a x  

r a t e  ( u s u a l ly  15%) . T h is  p ro d u ce s  th e  e f f e c t i v e  s e v e ra n c e

t a x  r a t e s  shown in  T a b le  1 b e lo w .



E f f e c t i v e  S e v e ra n ce  T a x  R a te s  

N o rth  S lo p e  F i e l d s  -  F Y  88, u n d er c u r r e n t  E LF

T a b l e  1

F i e l d ELF X N om inal = E f f e c t i v e

R a te R a te

Pru d h oe Bay .82 15% 12.3%

K u p a ru k . 52 15% 7.5%

M iln e  P o in t . GO 15% 9.0%

M o d if ic a t io n  o f  th e  E L F  fo rm u la

The e x i s t i n g  E L F  fo rm u la  i s  b a se d  on a v e ra g e  d a i l y  w e ll  

p r o d u c t i v i t y  and does not ta k e  a cc o u n t o f  th e  a v e ra g e  d a i l y  

p r o d u c t io n  o f  th e  e n t i r e  f i e l d . T h a t i s  why th e  Pru d h oe Bay 

and K u p a ru k  f i e l d s  b e g in  t o  e n jo y  th e  s e v e ra n c e  t a x  r e d u c t io n  

even th o u gh  th e y  a re  among th e  most p r o d u c t iv e  f i e l d s  in  th e  

w e ste rn  h e m isp h e re . AliaO, b ecau se  th e  e x i s t i n g  E L F  fo rm u la  

f a i l s  to  a c c o u n t f o r  a v e ra g e  d a i l y  f i e l d  p r o d u c t io n ,  th e  

M iln e  P o in t  f i e l d  w i l l  have a c o m p a r a t iv e ly  h ig h  E L F  even 

th o u gh  i t  i s  a v e r y  s m a ll and e c o n o m ic a lly  m a r g in a l f i e l d  on 

th e  n o rth  s lo p e .

A m o d if ic a t io n  o f  th e  ELF  fo rm u la  t h a t  in c o r p o r a t e s  

o v e r a l l  f i e l d  p r o d u c t io n  c h a r a c t e r i s t i c s  c o u ld  in c r e a s e  th e  

e f f e c t i v e  se v e ra n c e  t a x  r a t e  on la r g e ,  p r o d u c t iv e  f i e l d s  su ch  

as Prudhoe Bay ar.d K u p a ru k , and re d u ce  th e  e f f e c t i v e  t a x  r a t e



on th e  s m a l l ,  m a r g in a l f i e l d s  t h a t  most need th e  eco n o m ic 

b e n e f i t s  o f  th e  lo w e r t a x  b u rd e n .

At th e  re q u e s t  o f  R ep. C o tte n , OMB h as e v a lu a t e d  th e  

e f f e c t s  o f  one su ch  m o d i f i c a t io n . 3 T a b le  2 shows th e  change 

in  th e  e f f e c t i v e  t a x  r a t e  f o r  s e v e r a l  o i l  f i e l d s .  T a b le  3 

shows th e  re ve n u e  imp.1 i c a t i o n s  o f  th o se  c h a n g e s .

M o d if ic a t io n  o f  th e  E L F  fo rm u la  t o  in c lu d e  t o t a l  f i e l d  

p r o d u c t i v i t y  w ould  im prove th e  c h a n ce s  o f  a s m a l l ,  m a r g in a l 

f i e l d  b e in g  b ro u g h t in t o  co m m e rc ia l p r o d u c t io n .  T h e se  f i e l d s  

may have good w e l l  p r o d u c t iv i t y  c h a r a c t e r i s t i c s  b u t h ig h  

c o s t s  b e ca u se  o f  th e  i n a b i l i t y  t o  sp re a d  f i x e d  c o s t s  o v e r  a 

la r g e  number o f  p r o d u c in g  w e l ls  (a s  in  th e  c a s e  o f  P ru d h o e 

Bay and K u p a r u k ) .

T a b le  2

COMPARISON OF E L F 'S

F Y  89

E x i s t i n g M o d if ie d % change

E L F E L F

Prudhoe B ay

o00 .99 +23%

K u p aru k .50

VO00 + 72%

M iln e .60 .31 -4  8%

E n d ic o t t .31 .0 -100%

L is b u r n e .11 .05 -54%

West Sak .0 .0 no ch an ge

Cook I n l e t .03 .0 100%



T a b le  3 
Revenue Im p act 

from  E L F , FY 87 -  94 
M i l l io n s  o f  $

Revenue L o s s  Revenue G a in  From

From C u r re n t  E L F  P ro p o se d  E L F

Y e a r

87 70 68
88 234 183

89 253 185

90 243 180

91 241 172

92 324 169

93 332 166

94 340 155

FOOTNOTES

1For any lease or property coming into comi.:_cial oil production after 
June 30, 1981, the severance tax rate is 12.25% during the first 5 years 
of production and 15% after that. (AS 43.55.011)
O ,

‘•This special statutory provision applies to all fields.

EX IST IN G  ELF 
ELF “ (1 - P S L / T P )(460*WD/PEL)

POSSIBLE  ALTERNATIVE
ELF = (1 -PEL/TP)(37,000,000/(PEL*TP/Days))

Where:
•PEL is production at the economic limit and in statute is set at 300
barrels per day per well
•TP i3 tot. .. production for the field
*'ND is well days
•460 and 37,000,000 are constants



/ BILL SHEFFIELD, G O V E R N O R

O F F I C E  O F  T R I E  G O V E R N O R

OFFICE OF MANAGEMENT AND BUDGET
D IV IS IO N  O F  STR A TEG IC  PLANN ING

F e b r u a r y  3 , 1986

The H o n o ra b le  Sam C o tte n
R e p r e s e n t a t iv e
A la s k a  S t a t e  L e g i s l a t u r e
P .O . B o x V
Ju n e a u , AK 998.11

D e a r R e p r e s e n t a t iv e  C o t t e n :

P le a s e  f i n d  e n c lo s e d  o u r  a n a l y s i s  o f  y o u r  p ro p o se d  ch a n g e s  
t o  th e  Eco n o m ic  L i m i t  F a c t o r .

S in c e r e ly

Gordon S .  H a r r is o n  
A s s o c ia t e  D ir e c t o r

GSH/TC/dm c

E n c lo s u r e

c c : Jim  Ayers, D ire cto r
L e g is la t iv e  R e la tio n s 
O ff ic e  o f  the Governor



T H E  P E T R O L E U M  S E V E R A N C E  T A X  I N  A L A S K A : 
M O D IF IC A T IO N  O F  T H E  E C O N O M IC  L I M I T  F A C T O R

P re p a re d  b y :  Thomas C h e s te r
O f f ic e  o f  Management and B u d get

S e v e ra n c e  Tax

A l a s k a 's  p e tro le u m  s e v e ra n c e  t a x  i s  s e t  b y  law  a t  15 

p e r c e n t 1 o f  th e  g r o s s  v a lu e  o f  p r o d u c t io n ,  b u t t h i s  

p e rc e n ta g e  i s  a d ju s t e d  downward on th e  b a s i s  o f  th e  a v e ra g e  

p r o d u c t i v i t y  o f  th e  w e l ls  in  a f i e l d .  O n ly  f i e l d s  w ith  

e x tre m e ly  p r o d u c t iv e  w e l ls  w ould  p ay  th e  f u l l  15 p e r c e n t .

The Pru d h oe Bay f i e l d  now p a y s  th e  f u l l  n o m in a l 

s e v e ra n c e  t a x  r a t e  o f  15 p e r c e n t ,  b u t o n ly  b e ca u se  o f  a 

s p e c i a l  s t a t u t o r y  p r o v is io n  t h a t  w i l l  e x p ir e  i n  1987 (FY  

'8 8 ^ ) .  A t t h a t  t im e , th e  se v e ra n c e  t a x  on Prudhoe Bay w i l l  

b e g in  t o  be a d ju s t e d  downward i n  r e la t io n s h ip  t o  th e  

d e c l i n i n g  a v e ra g e  p r o d u c t iv i t y  o f  th e  w e l ls  in  th e  f i e l d .

The fo rm u la  f o r  th e  downward a d ju stm e n t o f  th e  n o m in a l 

s e v e ra n c e  t a x  r a t e  i s  c a l l e d  th e  econom ic l i m i t  f a c t o r  ( E L F ) . 

I t  i s  in te n d e d  to  e n co u ra ge  th e  maximum t o t a l  p r o d u c t io n  o f  

an o i l  f i e l d  b y  p r o g r e s s iv e ly  lo w e r in g  i t s  e f f e c t i v e  

s e v e ra n c e  t a x  as th e  f i e l d  go es in t o  d e c l in e .

E L F

E a ch  f i e l d  h a s i t s  own E L F , w h ich  i s  com puted m o n th ly  a s  

a f u n c t io n  o f  a v e ra g e  d a i l y  o u tp u t p e r  w e l l .  F ig u r e  1 shows 

t h i s  r e l a t io n s h i p .  F i e l d s  w ith  h ig h e r  d a i l y  o u tp u t have a 

h ig h e r  E L F ,  and th u s  p ay  more t a x .  F ig u r e  1 a ls o  in d ic a t e s

February 2, 1986



the forecasted FY 88 average daily production of three North

S lo p e  f i e l d s  and t h e i r  a s s o c ia t e d  E L F s .

ECONOMIC LIMIT FACTOR

FRACTION OF 
TAX PAID 
1.0 T

50 300 550

KUPARUK

l-l-l-M  I I I I I

1300 1550 1800 2050 2300 £550 2800

DALY OUTPUT PER WELL 
MILNE POINT PRUDHOE BAY

F ig u r e  1

The a c t u a l  s e v e ra n c e  t a x  r a t e  p a id  (th e  e f f e c t i v e  

s e v e ra n c e  t a x  r a t e )  i s  e q u a l to  th e  E LF  (w h ich  i s  a lw a y s  

betw een 0 and 100 p e rc e n t)  m u lt ip l ie d  by th e  s t a t u t o r y  t a x  

r a t e  ( u s u a l ly  15%) . T h is  p ro d u ce s  th e  e f f e c t i v e  s e v e ra n c e  

t a x  r a t e s  shown in  T a b le  1 b e lo w .



E f f e c t i v e  S e v e ra n c e  T a x  R a te s  

N o rth  S lo p e  F i e l d s  -  FY. 88, u n d er c u r r e n t  E L F

Table 1

F i e l d E L F  X N o m in al E f f e c t i v e

R a te R a te

Prudhoe B ay 82 15% 12.3%

K u p a ru k 52 15% 7.5%

M iln e  P o in t .60 .15% 9.0%

M o d if ic a t io n  o f  th e  E L F  fo rm u la

The e x i s t i n g  E L F  fo rm u la  i s  b a se d  on a v e ra g e  d a i l y  w e l l  

p r o d u c t i v i t y  an d  does n o t t a k e  a cc o u n t o f  th e  a v e ra g e  d a i l y  

p r o d u c t io n  o f  th e  e n t i r e  f i e l d . T h a t i s  why th e  Prudhoe Bay 

and K u p a ru k  f i e l d s  b e g in  t o  e n jo y  th e  se v e ra n c e  t a x  r e d u c t io n  

even th o u g h  th e y  a re  among th e  m ost p r o d u c t iv e  f i e l d s  in  th e  

w e ste rn  h e m isp h e re . A ls o ,  b e ca u se  th e  e x i s t i n g  E L F  fo rm u la  

f a i l s  t o  a c c o u n t f o r  a v e ra g e  d a i l y  f i e l d  p r o d u c t io n ,  th e  

M iln e  P o in t  f i e l d  w i l l  have a c o m p a r a t iv e ly  h ig h  E L F  even 

th o u g h  i t  i s  a v e r y  s m a ll  and e c o n o m ic a lly  m a r g in a l f i e l d  on 

th e  n o rth  s lo p e .

A m o d if ic a t io n  o f  th e  E L F  fo rm u la  t h a t  in c o r p o r a t e s  

o v e r a l l  f i e l d  p r o d u c t io n  c h a r a c t e r i s t i c s  c o u ld  in c r e a s e  th e  

e f f e c t i v e  s e v e ra n c e  t a x  r a t e  on la r g e ,  p r o d u c t iv e  f i e l d s  su ch  

a s  Prudhoe Bay and K u p a ru k , and re d u ce  th e  e f f e c t i v e  t a x  r a t e



on th e  s m a l l ,  m a r g in a l f i e l d s  t h a t  m ost need th e  e co n o m ic 

b e n e f i t s  o f  th e  lo w e r t a x  b u rd e n .

A t th e  r e q u e s t  o f  Rep. C o tte n , OMB h a s  e v a lu a t e d  th e  

e f f e c t s  o f  one su ch  m o d i f ic a t io n .3  T a b le  2 shows th e  ch an ge 

in  th e  e f f e c t i v e  t a x  r a t e  f o r  s e v e r a l  o i l  f i e l d s .  T a b le  3 

shows th e  re ve n u e  im p l ic a t io n s  o f  th o s e  c h a n g e s .

M o d if ic a t io n  o f  th e  E L F  fo rm u la  to  in c lu d e  t o t a l  f i e l d  

p r o d u c t i v i t y  w ould  im prove th e  ch a n ce s  o f  a s m a l l ,  m a r g in a l 

f i e l d  b e in g  b ro u g h t  in t o  co m m e rc ia l p r o d u c t io n .  T h e se  f i e l d s  

may have good w e l l  p r o d u c t iv i t y  c h a r a c t e r i s t i c s  b u t h ig h  

c o s t s  b e c a u se  o f  th e  i n a b i l i t y  t o  sp re a d  f i x e d  c o s t s  o v e r  a 

l a r g e  number o f  p r o d u c in g  w e l ls  (a s  i n  th e  c a s e  o f  Pru d h oe 

B ay and K u p a r u k ) .

T a b le  2 

COMPARISON OF E L F 'S  

FY  89

E x i s t i n g M o d if ie d % ch an ge

E L F ELE

Prudhoe Bay .80 .99 +23%

K u p aru k .5 0 .86 +72%

M iln e .60 .31 -48%

E n d ic o t t .31 .0 -100%

L is b u r n e .11 .05 -54%

West Sak .0 .0 no ch an ge

Cook I n l e t .03 .0 100%



T a b le  3 
Revenue Im p act 

from  E L F ,  FY  87 -  94 
M i l l i o n s  o f  $

Revenue L o s s  Revenue G a in  From

From  C u r re n t  E L F  P ro p o se d  E L F

Y e a r

87 70 68
88 234 183

89 263 185

90 243 180

91 241 172

92 324 169

93 332 166

94 340 155

FOOTNOTES

1For any lease or property coming into commercial oil production after 
June 30, 1981, the severance tax rate is 12.25% during the first 5 years 
of production and 15% after that. (AS 43.55.011)

^This special statutory provision applies to all fields.
3

EXISTING ELF.
ELF = (1 - PEL/TP)(460*WD/PEL)

P O S S IB L E  A L T E R N A T IV E  

ELF = (1 -PEL/TP) (37,000,000/(PEL*TP/Days))
Where:
•PEL is production at the economic limit and in statute is set at 300
barrels per day per well
•TP is total production for the field
•WD is well days
•460 and 37,000,000 are constants



M E M O R  N D U M Division of Strategic Plowing
TO: Representative Sam Cotten DATE: January 15,1986
FROM : Thomas P. Chester
RE : Computation o f the Economic L im it Factor

In response to your request the fo llow ing provides the information needed to compute the 
Economic L im it Factor (current and as you propose), a numerical example, and a chart 
which displays the effect o f fie ld size on the value o f the proposed Economic L im it Factor 
(ELF).

The current and proposed Economic L im it Factor formulas are:

Current ELF = (1 - PEL/TP)((460*WD)/PEL)

Proposed ELF = (1 - PEL/TP)((37>°°0,000*WD)/(PEL*TP/Days))

The fo llow ing definitions are used in  computing ELF values:

PEL (Production at the Economic L im it) =
(300 barrels per day)*

(average number o f operating wells during the month)*
I (number o f days o f production for the month). For example:

300 barrels * 541 wells * 30 days = 4,869,000 barrels per month at the Economic L im it

TP (Total Production for the fie ld) =
(average number o f operating wells during the month )*

(number o f days o f production for the month)*
(average daily production per w ell). For example:

541 wells * 30 days * 2477 barrels per w e ll = 40,201,710 barrels o f production per month 

W D  (W e ll Days) =
(average number o f operating wells during the month)*

(number o f days o f production for the month). For example:

541 wells * 30 liays = 16,230 w e ll days 

TP/Days =
(average number o f operating wells during the month)*

(average daily production per w e ll). For example:

541 wells * 2477 barrels per well = 1,340,057 barrels o f production per day



Table 1.

Hypothetical ELF 

Under Current and Proposed Law Using 

Values Given In Examples Above

Current ELF

(1 - 4,869,000/40,201,710)(460*16,230/4,869,000) = t82

Proposed ELF

(1- 4,869,000/40,201,710)(37,000,000*16,230/(4,869,000*1,340,057) = .99

25,000 DBD

1500 1900

DAILY OUTPUT PER WELL 
NOTE: BBD FIGURES REPRESENT DAILY FIELD PRODUCTION IN BARRELS PER DAY

chart 1

THE ECONOMIC LIMIT FACTOR (ELF): 
CURRENT AND PROPOSED FOR VARIOUS LEVELS OF 

WELL OUTPUT AND FIELD PRODUCTION

ECONOMIC 
LIMIT 

FACTOR 
1.0

CURRENT ELF: SAME FOR ALL 
OF FIELD OUTPUT



When the formulas are written out incorporating the definitions given above they become 

unwieldy. For the curious they are:

Current ELF (Economic L im it Factor)! =  (1 - PEL/TP)((460*WD)/PEL)
= (1 - {(300 barrels per day)*(average number o f operating wells during the 
month)*(number o f days o f production for the month)}/
{(average number o f operating wells du iing the month)*(number o f days o f production for 

the month)*(average daily production per WeU)})(460*(averaSe number o f operating wells 
during tbs month)*(number o f days o f production for the month)/{(300 barrels per 

day)*(average number of operating wells during the month j*(number o f cLys of 

production for the month))

Proposed ELF2 = (1 - PEL/TP)((37,000,000*WD)/(PEL*,IP/Days))

= (1 - {(300 barrels per day)*(average number o f operating wells during the 
month)*(number o f days o f production for the month)}/
{(average number o f operating wells during the month)*(number o f days o f production for 

the month)*(average daily production per w e ll)})(37>0^0>000 * (average number o f 

operating wells during the month)*(number of days of production for the month))/((300 

barrels per day)*(average number o f operating wells during the mc-nth)*

(number o f days o f production for the month) * (average number of operating wells during 

the month)*(average daily production per well))

The formula fc r  the existing E L F  can be sim p lified  through cancellation o f like  terms in the numerator 
and denominators o f the variuus formula terms. Consider. PEL/TP = (300 * days * wells)/(days * w e lls  * 
well_prod) = 300/well_prod and (460 * w e lls  * days)/(300 * w e lls * days) = 460/300 = 1.533.
M aking these substitutions into the ELF formula g ives:

E L F  = (1 - 300/welljprod)!*^33

2The formula for the proposed E LF  can be sim p lified  through cancellation o f like  terms in the numerator 
and denominators o f the various terms, consider
PEL/TP = (300 * days * wells)/(days * w e lls  * well_prod) = 300/well_prod and (37,000,000 * w e lls  * 
days)/(300 * w e lls * w e lls * weU_prod) = 37,000,000/(300 * w e lls * well_prod) = 37,000,000/(300 * total 
fie ld  production).
M aking these substitu tions into the proposed ELF  formula gives:

E L F  = (1  - 3 0 0 /w e ll_ p ro d )1 23>3 3 3 /T P /D ays



TH E  S E V E R A N C E  TA X  AND TH E  

E C O N O M IC  L IM I T  FA C T O R



I. Introduction

It is generally known that oil producers in Alaska are 

assessed severance tax rates of 12.25 or 15 percent. 

However, it may not be so well known that the actual tax 

rates they pay are much lower than this because of the 

economic limit factor or ELF. (A severance tax or 

produc t i o n  tax is a flat tax based solely on the amount 

produced; in contrast, an income t a x  is based on profits.)

T h e  ELF is a statutory reduction to the severance tax. 

It was adopted in 19771 to promote production on oil and 

gas fields with low output and presumably little profit.

As the cost of producing the oil gets closer to its value 

—  the economic limit —  the ELF reduces the tax that is 

owed. When a field reaches the economic limit the ELF 

reduces the severance tax to 0. The ELF is applied to both 

oil and gas, but this discussion deals only with oil.

In practical terms, the ELF dramatically reduces the 

state's base severance tax rates of 12.25% or 15% on all 

fields. Prudhoe Bay is a temporary exception to this
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In anticipation of North Slope production, the 
Department of Revenue recommended the ELF in its exhaustive 
1977 study; "Alaska's Oil and Gas Tax Structure: A  Study 
with Recommendations for Improvement." Previously a 
"stair-step" approach to severance taxes was used, keyed to 
Cook Inlet production, with graduated rates to 8 percent. 
The ELF improved upon the stair steps, retaining the idea 
that the tax should be reduced as production declined. The 
ELF also was able to adjust tax rates for both high-volume 
North Slope fields and the lower-volume Cook Inlet fields.



because of a provision that suspends the ELF for 10 years 

on high v o l u m e  fields. However, in FY 88 the 10-year limit 

expires and Prudhoe will also enjoy t a x  concessions of the 

ELF —  and the state will lose $156 million, according to 

0MB calculations (see A t t a c h m e n t  A ) . A n o t h e r  example is 

Kuparuk. In FY 86 the ELF r e duced Kuparuk's effective 

severance tax rate to 6%, and t h e  state lost $58 million.

An u n f o r e s e e n  consequence of the ELF is that it will 

greatly reduce the severance tax rates on m o s t  of the 

fields that have y e t  to b e g i n  producing. For example, in 

FY 90 the effective severance t a x  rate for Lisburne will be 

3% and for Endicott it will b e  4%. T h e s e  cases show that 

the ELF is actually p r o v i d i n g  these margi n a l  fields w i t h  a 

substantial incentive —  r e d u c i n g  costs at field start-up.

The ELF's original goal was to e xtend the life of 

fields, and thus extend revenues to the state. However, 

one study shows that the ELF o n l y  prolongs a field's life 

for one or two years, thus its direct benefit to the state 

is limited. Nonetheless, the ELI’ does appear to p r o v i d e  an 

incentive to developers of m a r g i n a l  fields because it 

reduces the severance tax rate. If the ELF w e r e  

eliminated, for example, it is likely that some of the 

marginal fields w o u l d  not be feasible to develop.
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In a study entitled "Alaeka N o r t h  Slope Oil 

Production and Revenue Projections" p u b l i s h e d  Feb. 1985 by 
the Institute of Social and E c o n o m i c  Research, author and 
UAA economist M a t t h e w  Berman c o n c l u d e d  that the Endicott 
and M i l n e  Point fields m i g h t  not be feasible to develop 
wi thout the ELF.



It's also apparent that fields with substantial output 

a nd c orrespondingly high profit rates, such as Prudhoe and 

Kuparuk, do not require the production incentive that the 

ELF provides.

II. H o w  the ELF Works

T h e  ELF is a formula that is multi p l i e d  by the nominal 

rate* of 12.25% or 15% to o btain the effective rate actually 

applied to a field. The ELF will never be m o r e  than 1. If 

the ELF is 1, then 100% of the severance tax is owed. An 

ELF of .8 means 80% of the tax is owed? 80% of 15% equals 

an effective tax rate of 12%.

S ince 1981 the severance tax rate has been 15%, with 

an exception for new fields? fields that start producing 

a fter J u n e  30, 1981 p a y  a reduced rate of 12.25% for the 

first five years. The law also requires that the ELF be 

calcul a t e d  at 1 d uring the first 10 years of a field's 

p r o d u c t i o n  a n y  time t h e  ELF goes above .7. (Currently this 

p r o v i s i o n  only affects Prudhoe.) For fields with an ELF at 

or b e l o w  .7, the actual ELF used. After 10 years the 

actual E L F  is used in all cases.

For example, the ELF for Prudhoe Bay in FY 85 was .864 

Since this is more than .7 and w i t h i n  the first 10 years of 

production, t h e  1 figure is used. Thus the full 15% 

severance tax was owed.

In FY 88, however, the 10-year limit will no longer be 

in e f fect for Prudhoe (production began in FY 78) and the 

actual E L F  of .82 will be used. This means the amount of 

severance tax owed will be 82% of 15%, or an effective rate
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of 12.5%. The amount to be paid to the state will be $ 7 1 4  

million, $156 million less than if the full 15% severance 

tax w e r e  paid.

III. M o d i f y i n g  the ELF

It is apparent that the ELF accomplishes its goals but 

n ot w i t h o u t  some drawbacks. One d r a w b a c k  is providing anu 

u n n e c e s s a r y  t a x  reduction for P r udhoe and Kuparuk. Another 

issue is w h e t h e r  it goes far enough in reducing the 

s everance tax rate on m a r ginal fields. (A problem with a 

severance tax as o p posed to a n  income tax is that it is not 

s e n s itive to p r o f i t s  or costs, thus a fair tax rate for a 

large field m a y  be a b urden for a small field.)

A n  additional p r o b l e m  w i t h  t h e  c u r r e n t  ELF formula is 

that it is b a s e d  on daily output p e r  well? total field 

p r o d u c t i o n  is not taken into account. This penalizes a 

m a r g i n a l  field like Milne Point (30,000 bbls/day) w h i c h  has 

h i g h  o utput p e r  well but few wells (about 22). U n d e r  the 

c u r r e n t  ELF formula M i l n e  is subject t o  a severance tax 

rate a lmost as high as the t a x  a p p l i e d  to Kuparuk (240,000 

b b l s / d a y ) , w h i c h  is clearly not a m a r g i n a l  field. For 

example, in FY 88, Milne Point will b e  paying a 7.35% 

s e v e rance t a x  c o m pared to Kuparuk's rata of 7.6%.

I n s t e a d  of basing the ELF on individual wells, total 

field p r o d u c t i o n  could be included in the ELF formula to 

c ompen s a t e  for this inequity, keeping the severance tax low 

on the smaller fields that would b e n e f i t  most from a tax 

break.
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T h e  E L F  c o u l d  b e  m o d i f i e d  to a c c o m p l i s h  t h e s e  goals:

—  D r a m a t i c a l l y  r e d u c e  t h e  e f f e c t i v e  s e v e r a n c e  t a x  

r a t e s  f o r  a l l  m a r g i n a l  fields, i n c l u d i n g  C o o k  Inlet.

—  P r e v e n t  a p r e m a t u r e  r e d u c t i o n  t o  the s e v e r a n c e  tax 

r a t e s  f o r  P r u d h o e  a n d  Kuparuk. T h e s e  h i g h l y  p r o f i t a b l e  

f i e l d s  a r e  y e a r s  a w a y  f r o m  b e i n g  m a r g i n a l .  W h e n  t h e y  do 

s t a r t  a p p r o a c h i n g  t h e  e c o n o m i c  limit, t h e  E L F  f o r mula will 

p r o v i d e  t h e m  w i t h  a t a x  break.

—  M o r e  e q u i t a b l y  set the t a x  r a t e  for e a c h  field.

T h i s  f o r m u l a  m o d i f i c a t i o n  w o u l d  b r i n g  P r u d h o e ' s  E L F  t o

.99 (now it is at  .83); r a i s e  K u p a r u k ' s  to .8 a n d  dr o p  

M i l n e  P o i n t ' s  to .3. T h e s e  E L F s  t r a n s l a t e  into e f f e c t i v e  

s e v e r a n c e  t a x  r a t e s  o f  a b o u t  14.85%, 12% and 4.5%.

H e r e  a r e  t h e  c u r r e n t  EL F s  c o m p a r e d  w i t h  ELFs u n d e r  the 

r e v i s e d  formula.

C u r r e n t M o d i f i e d %
E L F EL F c h a n g e

P r u d h o e  Bay .80 .99 +23
K u p a r u k .50 .86 +72
M i l n e  P o i n t .60 .31 -48
E n d i c o t t .31 .0 -100
L i s b u r n e .11 .05 -54
W e s t  S a k .0 . 0 no c h a n g e
C o o k  I n l e t .03 .0 -100

T h e  f o r m u l a  c h a n g e  w o u l d  r e s u l t  in t h e  f o l l o w i n g  

p o s i t i v e  s t a t e  s e v e r a n c e  t a x  c o l l e c t i o n s * :

* T h e s e  numbers, b a s e d  on J u n e  
1985 r e v e n u e  pro j e c t i o n s ,  as s u m e  
t h e  a c t u a l  E L F  is u s e d  in all 
c a s e s  a n d  a s s u m e  a 15% s e v e r a n c e  
t a x  r a t e  a c r o s s  t h e  board. (If the 
1 2.25% for t h e  f i r s t  5 y e ars 
w e r e  retai n e d ,  t h e r e  w o u l d  be 
li t t l e  c h a n g e  in t h e s e  amounts.)

F Y m i l l
87 $ 32
88 179
89 192
90 184
91 175
92 173
93 170
94 158



1) S i m p l i f y  t h e  l a w  so the a c t u a l  E L F  is always 

a p p l i e d .  C u r r e n t  l a w  r e q u i r e s  t h a t  a n  E L F  of l be u s e d  if 

t h e  a c t u a l  E L F  g o e s  a b o v e  .7 a n y  t i m e  d u r i n g  t h e  first 10 

y e a r s  o f  a f i e l d ' s  p r o d u c t i o n .  (AS 4 3 . 55.013)

2) C h a n g e  t h e  ELF formula. (AS 4 3 . 5 5 . 0 1 3 )  T h / i  

m o d i f i c a t i o n  o n l y  a l t e r s  the e x p o n e n t  p a r t  o f  t h e  formula. 

It u s e s  a d i f f e r e n t  n u m b e r  as a c o n s t a n t  a n d  t a k e s  into 

a c c o u n t  a v e r a g e  d a i l y  p r o d u c t i o n  f r o m  t h e  w h o l e  field.

I n t e r i m  R e p o r t
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IV* What Legislation Would Require

C u r r e n t  E L F  formula:

E L F  - (1 - £ £ 1  \ exp 
T P

/4£Q.XW b \  
\  P E L  y

R e v i s e d  E L F  formula:

3 7 . 0 0 0 . O O O x W D  

E L F  =* e x p  V P E L x T P / D a y s

P E L  = m o n t h l y  p r o d u c t i o n  r a t e  at t h e  e c o n o m i c  l imit 
(300 b a r r e l s  x  n u m b e r  o f  w e l l  d a y s  a month)

TP  = t o t a l  p r o d u c t i o n  (number of b a rrels) d u r i n g  t h e  
m o n t h

WD  = w e l l  d a y s  in t h e  m o n t h
exp = t h e  e x p r e s s i o n  f o l l o w i n g  t h i s  is a n  e x p o n e n t  
Da y s  = T h e  n u m b e r  of da y s  in t h e  m o n t h  f o r  w h i c h  the t a x  is 

t o  b e  p a i d

T h e  n u m b e r s  460 a n d  3 7 , 0 0 0 , 0 0 0  are c o n s t a n t s  o r  s c a l i n g  
factors.

V. C o n c l u s i o n

E n a c t i n g  t h e s e  c h a n g e s  to the s e v e r a n c e  t a x  w o u l d  not 

o n l y  m a i n t a i n  o u r  c u r r e n t  l e vel of s e v e r a n c e  t a x  revenue. 

M o r e  i m p o r t a n t l y ,  the r e v i s e d  E L F  w o u l d  p r o v i d e  a n e w



ALASKA NORTH SLOPE OIL ANO CAS REVENUES 

Alaska North Slope Oil Revenue

June I M S  ret. Rev. Assumptions 
wnrld Oil Price 
Awe I eye Hale ol Inflation 
Afll/World Ouel.a Marketin') Adjust 
TieneAlaeka Pipeline Tariff 
Ans Netback Price PMl |*/bbl)

m s HIS HI? 19 00 1909 1990 1991 1992 1991 1994

24.17 JJ .71 22.41 22.70S 22.7)) 21.464 24.162 25.565 26.9)4 70.379
«.« ).92 4.VI 1.76 4.76 4.76 4.76 4.76 5.114 5.104
).2S) 2.5)2 2.60 2.6)9 2.3R6 2.447 3.476 2.370 7.507 2.612
1.117 4.007 «.9U? 6.007 6.007 6.007 6.V07 6.UV7 6.007 6.097
17.11 13.471 1).74 13.56 14.34 13.VI 13.00 17.0) 10.34 19.76

Prudhoe Bey Prod. (MMbbl/<3| 1.320 1.517 1.301 1.34 1.109 1.01 .074 .915 .75) .441
rrudhoe Bey Price (|/bbl) 17.11 13.471 13.74 1 ) . 56 14.14 13.01 13.00 17.V) IV. )4 19.16
wel Ie 460.23 309.6 327.1 540.6 324.13 5WS.I5 4R9.9 466.45 447.63 420.65
•:i.0* .0640)07 .1496944 .04)7962 .0205200 .0041141 .79K65) .75404)) .7491265 .7)99791 •7143S22
Nominal Tea Rate .15 .15 .15 .13 .13 .15 .13 .15 .15 .15
l.l 1 act 1 ve Tea Rate .13 .13 .15 .12)979) .1304171 .117319V .1131963 .112)490 .IIV9092 .IV7173J
Royalty percentage .123 .173 .123 .123 .123 .123 .173 .123 .175 .175
si.varamce tax ici.ri 1232.463 1121.3)6 992.61)7 <714.7504 634.739) 360.2696 391.16V9 490.10)5 409.374) 4)).3513
utvtHANcr tax jho ci.ri 1332.463 1124.3)6 997.41)7i(070.4757, 016.1270 74P.6450 464.0966 464.9174 541.5RL) 686.7187
COM8 L MWAT1 ON TAX .610104) .6034140 .6070219 .3)495)1 .4742719 .411195) . )409 1 77 . )25)6)3 . )VV6 117 .2550992
(lathering 6 Cleaning Charge .7 .72021 .7547550 .7171917 .0243670 .06)0173 ,9049)49 .9400090 .99)1)51 1.V444I9
ROYALTIES 1144.023 1020.393 093.3797 790.90)1 7311.579? 664.7022 397.1494 597.9968 595.9624 547.341V
TOTAL OIL PROD REVENUES 2)96.400 2144.7)1 1003.09) 1493.13) 1)60.029 (243.052 1090.31V 1096.102 1085.489 980.0945

Hupeiuk River Prod. (Hlllibl/d) .167 .3 .219 .3)9 .2)9 .2)9 .21 .18/ .167 .14 )
Kuparuk River Price (0/bbl) 16.29 14.651 12.92 12.74 D.37 14.19 15.06 16.21 17.52 18.94
Me 110 154.5 241.3 264 285.23 285.25 285.25 276.5 276.5 254 254
ci.r .69 .4991116 .4697705 .50679)8 .30679)8 .30679)0 .46276)4 .4070192 .)7 7 1622 . 1 1 1 274 2
Nominal Tax Rale .1275 .1275 .1)6) .15 .13 .15 .13 .15 .15 .15
1 I 1 act Ive Tea Rate .004325 .9599164 .0640297 .0760141 .0760191 .0^60191 .9694145 .0610579 .036604) .04(6911
Royalty Percentage .173 .123 .123 .125 .125 .125 .125 .125 .125 . 1 25
VLVLRANCC TAX fl.Lt*> 7).43U40 36.0717) 37.0614) 71.92490 70.45092 0 7.))R 6 5 70.11749 59.10602 31.1097) 40. 10790
SEVERANCE TAM (NO r.LP| 104.4326 114.6)93 123.1696 143.0678 154.7985 1(2.4697 131.500) 145.2160 1)5.9694 179.7502
CONSERVATION TAX .0666493 .07904)0 .0074209 .093413) .09341)) .89341)) .00)0)59 .0746539 .06467)4 .037008J
Gathering 6 Cleaning Charge .4 .4003 .4010806 < 4V1501 9 .4020038 .402506) .40)0094 .40)51)2 .4040173 .4043726
ROYALTIES 121.0719 1)0.0)58 125.000) 1)4.34)6 143.04)6 150.1440 140.4)2) 134,0590 126.5085 120.9)24
TOTAL OIL PROD REVENUES 194.3)03 106.1073 102.9497 209.4605 221 .4945 2)7.6827 210.5148 19).4650 177.0182 16). )7R )

Milne Point Prod,|HMbbl/d) • 0 .008 .07) .02) .0?) .02) .03) .018 .016
Milne Point Price (4/bbl) 17.49 13.041 14.11 1 ).9) 14.71 15.18 16.25 17.4 18.71 70.1 )
Mr II a 1 1 21.15 21 . 13 21.13 21 .15 21.13 19.6 17.1 13.6
1 l.P O 0 .0092001 .6096111 .6096111 .60961 1 1 .6096111 .6 154070 .5978649 .5882754
nominal Taa Rata .15 .13 .13 .13 .15 .15 .15 .15 .15 .IS
1.1 lect Ive Taa Rate V 0 ,013)97V .0914417 .0914417 .0914417 .0914417 .095185) .0U96797 .0802414
Royalty Percentage .1625 .1433 .1423 .1673 .1625 .1639 .1623 .1673 .1673 .1675
ttVtRAMCR TAK (Cl P| t 0 .4421041 V.933776 9.437H3 9.087944 10.44728 1 1 .66907 9.7)2479 0.407079
-tVCRAMCS TAK (NO KLP| 9 0 3.173901 14.69081 13.31)49 16.22000 17.1 1761 10.>3042 13.44242 14.760)7



i n c e n t i v e  for f u t u r e  oil e x p l o r a t i o n  a n d  p r o d u c t i o n  in 

A l a s k a  b y  l o w e r i n g  t h e  s e v e r a n c e  t a x  o n  m a r g i n a l  fields.
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l> VI AAMCf. TAX II l.n 9 a 8 U 8. (I V V i* M
tIVIWAUCC TAX (NO ftf) 9 V 8 8 8 9 8 9 0 V
CuilSt AVATIOM TAX • i 9 8 8 8 0 9 8 9
r,•Dieting 4 Cleaning ChAiga • 9 9 0 8 8 8 8 e 8
royalties • 9 9 8 8 8 0 8 9 8
TUI AL OIL PROO REVENUES V 9 0 8 8 9 8 8 8 0

MONTH SLOP P. PlOil. IMHbbl/dl 1.695 1.717 1.744 1.66 1.504 1 .48 !.)) 1.257 1.17 1.0)1
A VO. MONTH SLOPE PRICE (0/tbl| 17.82921 I5.)754l 13.6)71) 11.48789 14.1)648 14.74674 15.572)7 16.78H9P 18.085(19 19.1985)
AVC• NOMINAL TAK NATE .1472996 .1467967 .1481)77 .14681)6 .1428015 .1458169 .1469192 .1465657 .1462150 .147572/
a v c .  rrpccnvc tax mate .1435491 .1)959(9 • 1 )789 37 .1115651 .10)6898 .0986285 .89)4989 .8912185 t.8892/72 .08)81)6
AVC• ROYALTY PERCENTAGE .136 .125 .1761739 .1257)48 .1262922 .1264984 .126595* .1767181 .1267817 .12(60)1
St VCNANCE TAX 1)26.99) 1119.181 1858.9)7 797.1)11 746.6535 69).)615 621.8119 617.2818 (85.46)) 548.1916
CONSERVATION TAX .6744758 .4854516 .6961996 .4621444 .6)14286 .5898927 .5299927 .5068)76 .4661775 .4189404
ROYALTIES 1246.995 1159.419 19)0.594 9(8.9879 982.9865 961.1279 916.9857 9)2.5829 9)6.9896 890.8768
total oil proo revenues 2691.475 2))l.524 2882.329 17(6.781 17)8.190 1655.799 1541.240 1558.166 1543.8)9 14)1.484

14.35491 1).951(9 13.789)7 11.15(61 19.16991 9.862854 9. 149886 9. 1/1849 8.972717 9.301 )68

riscAL impact of ct.r repeal oii SEVERANCE TAB INCOME I
ALL MONTH OLOPK YIELDS r/Sf i t , !?7 27 7 0 7/ 73 °i h

SEVERANCE TAX (HILLIOH0 OP 0) 1
110 CLP 1)58.997 12)1.976 1125.792 18)9.874 1921.759 1811.058 971.7988 911.0472 903.7061 941.9287
WITH ELP 1325.99) 1109.498 1959.9)7 797.1)11 746.6525 69).3915 623.8119 617.2010 605.46)) 540.1976
REVENUES RESULTING PNOM
REPEAL OP CLP 32.99419 58.54776 74.7649* 243.7425 277.9974 ) 18.4 698 147.9078 165.765) )70.24 21 481.73)1
CUMULATIVE TOTAL 32.99419 91.56186 166.)267 499.969) 696.1667 1884.(36 1)52.62) 1710.108 2096.6)1 2498.362

PRUDHOE BAY ONLY

4EVC RAMCC TAM IHILLIOIIB OP ||
HO ELP 1252.465 1124.316 992.61)7 879.4757 •16.1279 748.6458 664.1966 664.9124 *61.516) 686.7882
WITH CLP 1253.465 1124.3)6 992.6137 714.2594 656.2593 589.2696 501.1689 498.10)5 409.526) 413.5515 t
REVENUES RESULTING PROM
Airr.AL op clp 9 0 C I5(.225) 159.8679 168.3754 lb).5)57 166.0089 172.0(80 173.2)67
CUMULATIVE TOTAL 9 9 9 156.225) 316.89)1 476.4685 648.8842 006.01)1 970.07)0 1152.lie y
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iV/< * 7 y * ?■ 1 •to 7/ J XI.* 1 1 1 in; 4 (.trading Ellaiy# a a 49 * 9
nn/Ai.Tira 0 9 4.4951 V5 19.9911 I /9.96779 7 9. 'A II17 9 22. IMIW5 2 1./ 16II6 19,9/576 IV. U))/
HUM, OIL FHOU IIEVkHUES 9 0 7.157399 27.95996 •9.52439 39.0(915 32.61522 l'i. 41)59 ) 29 , 29 / 74 77./9 1 75

loillcnlt Pmil , |MMbbl/d| 0 0 0 .919 .963 ,9«5 .067 .069 ,91 .054
i ml Irnlt Plica (9/bbl) IS.99 14.351 13.42 17.44 13.77 II. 99 14.76 19.91 17.27 10.64
Mr 1 | a 1 I 1 34.5 111.5 III. 5 III.5 III.5 III.5 199.95
1 I.P 0 9 0 .3992299 .3132327 .3391150 .3467799 .3617116 . 34971 10 . 1909971
Hon Inal Taa Data 0 U 0 9 9 .1775 .1775 .1775 .1275 .1225
1 f1ar||vi Taa Rata 9 0 0 9 9 .9494392 .9424101 .9441171 .945720/ .0)77419
•loyally Percentagn .100 .14 30 .1439 .14 311 .1439 .1430 .1430 .1410 .14)0 .14)0
Cr.Vl'HAHCC TAX (I.tri p 0 9 9 9 11 .41PHI 13.19932 15.292)7 17.9)779 12.31192
SEVERANCE TAX 1110 CLT) 0 P 9 9 9 3 4.5b 366 37.05067 <2.97657 46.14614 39.96116
conservation tax p 9 9 .9974222 .9246194 .9253917 .9761739 .9269547 .9771449 .0210759
(lathering t Cleaning Charge p 9 9 9 9 9 9 9 9 •
ROYALTIES 0 9 9 1 2.405113 41.71432 47.30709 51 .99544 57.619/9 61. 76/HI 54.79001
TOTAL OIL PHOl) MKVEIIUK8 o 9 9 12.49503 43.71432 50.79799 65.91476 72.07292 09. 19562 67.09995

t.lehurne Prod . (NNbb I/d) b 9 .099 .017 .041 .061 .0/4 .075 .9/6 .070
l.tahurne Price (5/bbl) 16.04 15.201 13.47 13.29 14.07 14.74 15.61 16.76 10.97 19.49
Ma I 1 a I 1 79.5 79.5 194.25 116.9 1 16.9 116.9 114.9 116.9
n.r 9 9 9 0 .119111 1 .269)556 .37)4924 .3091931 .3U7154 3 .4092724
Hnnlnat Tea Mata 9 .1225 .1225 .1225 .1225 .1275 .13 .13 .15 .15
KC(active Taa Rata 9 9 0 9 .0134006 .0329961 .056R239 .0570599 .95897 31 .9690409
Royalty Percentage .125 .125 .125 .125 .125 .125 .123 .125 .1 75 .125
KKVERAHCr. TAX (ELP| 0 0 0 P 2.405111 9.47524) 20.66040 27.90657 25.47112 29.151*7
EKVERAHCC TAX (HO ELP) 0 0 4.742934 B. 039I5D 22.56914 35.17745 55.3)04) 60.21016 65.79061 72.02094
CONSERVATION TAX a V .0935939 .096786/ .016)600 .024)52) .0295422 .0299414 .0)9)496 .0 II 1)91
(lather Inn 6 Cleaning Charge 
ROYALTIES
TOTAL OIL PROO REVENUES

0
0 s5.53111$ 19.3909$ 26.3196$ 41.02)2$ 57.70)7$ 57.3506$ 62.6577$ 69.36004
0 9 5.531119 10.30096 28.00401 50.49851 73.37174 09.25719 88.12004 90.51110

Waal Bak Sanda Prod. (MMbbl/d) 
waat Sak Banda Frica ] 9/bb1)
Mai ta 
I.I.P
Nuxtnal Taa Rata 
Effective Taa Pate 
Royalty Percentage
bi.v c p a h c k tax (e l d  
s e v e r a n c e tax (mo e l o  .
c o m b e r v a t i o h tax
fiat liar IfM) t Claanlrg Charge
r o y a l t i e s
TOIAI. OIL PROO REVENUES

Un*i>»c I f I ad Onahora Prod. (MHbhl/d) 
ilnapavl I i*d Onaliora Prlca (p/bbl ) 
Mr I I a 
1.1.1'
iinmlnal Toa nata
r.l I active Taa Rato
Hoy a I t y Percentage
KI.Vr.HAIlCi: TAX (KI.PI
SEVERANCE TAX (HO CLP)
CONSERVATION TAX
r.a ibar Inq A Cleaning Charqa
ROYALT I IIS
TOTAL OIL PROO REVENUES

Baal lalanil Pr od . (HMlibl /d)
Seel | aland Price ‘.(’/obi)
Hr I I a
9.I.P
liiirlnal Taa Hal#

9 9 0 .922 .0) .044 .05 .055 .057 .962
15.3) 13.691 11.96 11.70 12.56 13.2) 14.1 15.75 16.56 1 7.90

1 76 03.5 91 169.5 169.5 204 204 284 204
0 9 9 9 0 0 0 9 9 0

9 9 9 9 .1225 .1225 .1275 .17/5 .1325 .15
0 0 0 9 9 9 9 0 9 9

.125 .125 .125 .125 .125 .125 .125 .1/5 .125 .125
0 0 0 0 1 0 9 0 0 0 •
9 9 0 0 14.74171 22.77454 27.59202 37.01470 36.92940 53.40)97
9 0 0 .0007020 .9119766 .0175656 .0199609 .9219579 .0227555 .0247316
9 9 0 0 9 0 9 0 9 9
9 9 9 11.07410 17. 1915 26.5592) 32.16563 18.26797 43.U6635 39.0609)
0 0 9 11.02410 17.1915 26.5592) 32.1656) 30.76/97 41.06615 30.06991

9 U 9 V 9 .910 .0)2 .«)) .0)4 .015
15.19 13.551 11.07 11.64 12.47 13.09 13.96 15.11 16.47 17.04

1
9

I I I 33.) 45.15 47 1/.5 1) 27.75
9 9 9 0 .1 175)05 .464/392 .5/76959 , 3099647 .639 369 4

g g 9 9 9 0 .1/73 .12/1 .1725 .1773
g 9 9 0 0 0 .11560602 .96464/7 .9/22706 .0007716

.125 .125 .125 . 1 25 .125 .125 .175 . 1 75 .175 .173
9 9 U 0 0 9 8.11 1455 10 . 794)5 1 2.00590 16.187)0
9 g 9 C 0 9 17.477/7 19 5P0I/ 21 .04 m 24.42067
g 9 9 0 9 .9071859 .01/775 .91 11742 .0115/14 .91 197/7
g g 9 9 0 V 0 0 9 0
g g 0 0 9 19.759)6 79. 1816 27. M9V9 75.4/15) 2O.40R/5

0 0 9 0 9 19.75016 20.49505 «
3 1 . 0 4 4 )4 30.1574/ 44.59555

9 9 9 0 0 0 0 u It 9

15.54 13.901 12.17 1 1 .99 12.77 13.44 14.31
1
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I N  T H E  H O U S E

H O U S E  B I L L  NO.

I N  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

F o u r t e e n t h  l e g i s l a t u r e  - s e c o n d  s e s s i o n

A  B I L L

F o r  a n  A c t  e n t i t l e d :  " A n  A c t  r e l a t i n g  t o  t h e  o i l  p r o d u c t i o n  t a x . "

B E  I T  E N A C T E D  B Y  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

*  S e c t i o n  1. A S  4 3 . 5 5 . 0 1 3 ( b )  is a m e n d e d  to r e ad:

(b) [(1)] T h e  e c o n o m i c  l i m i t  f a c t o r  f o r  o i l  p r o d u c t i o n  o f  a l e a s e  

o r  p r o p e r t y  s h a l l  b e  c o m p u t e d  a c c o r d i n g  to t h e  f o l l o w i n g  f o r m u l a :

(1 - [ P E L / T P ] ) e x p  ( [ 3 7 , 0 0 0 , 0 0 0  X W D 1 / [ P E L  X  T P / D a y s ])

[ ( 1 - [ P E L / T P ] )  E X P  ([4 6 0  X W D ] / P E L ) ]  

w h e r e :  P E L  = the m o n t h l y  p r o d u c t i o n  r a t e  at t h e  e c o n o m i c  l i mit;

T P  = the t o t a l  p r o d u c t i o n  d u r i n g  the m o n t h  f o r  

w h i c h  t h e  t a x  is to b e  p a i d ;

W D  = the t o t a l  n u m b e r  o f  w e l l  d a y s  i n  the

m o n t h  f o r  w h i c h  t h e  t a x  is to b e  p a i d ;  [AND]

D a v s  = the n u m b e r  o f  d a y s  in t h e  m o n t h  f o r  w h i c h

the t a x  is to b e  pai d ;  and

w h e r e  " e x p "  i n d i c a t e s  t h a t  t h e  e x p r e s s i o n  f o l l o w i n g  it is a n  e x p o n e n t .

[(2) IF, F O R  A N Y  M O N T H  D U R I N G  T H E  F I R S T  10 Y E A R S  F O L L O W I N G  

T H E  C O M M E N C E M E N T  O F  C O M M E R C I A L  O I L  P R O D U C T I O N  O F  A  L E A S E  O R  P R O P E R T Y ,  

T H E  E C O N O M I C  L I M I T  F A C T O R  F O R  O I L  P R O D U C T I O N  O F  T H A T  L E A S E  O R  P R O P E R T Y

C O M P U T E D  U N D E R  (1) O F  T H I S  S U B S E C T I O N  IS 0.7 O R  L E S S ,  T H E N  T H A T  F A C T O R

S H A L L  B E  A P P L I E D .

(3) IF, F O R  A N Y  M O N T H  D U R I N G  T H E  F I R S T  10 Y E A R S  F O L L O W I N G  

T H E  C O M M E N C E M E N T  O F  C O M M E R C I A L  O I L  P R O D U C T I O N  O F  A  L E A S E  O R  P R O P E R T Y ,  

T H E  E C O N O M I C  L I M I T  F A C T O R  F O R  O I L  P R O D U C T I O N  O F  T H A T  L E A S E  O R  P R O P E R T Y  

C O M P U T E D  U N D E R  (1) O F  T H I S  S U B S E C T I O N  IS G R E A T E R  T H A N  0.7, T H E N  T H E



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

261

27!
!

28 i

2 9  j

EC O N O M IC  L I M I T  F A C T O R  I S  O N E .

( 4 )  TH E  EC O N O M IC  L I M I T  F A C T O R  F O R  O I L  P R O D U C T IO N  O F  A  L E A S E  

OR  P R O P E R T Y  A F T E R  THE  F I R S T  1 0  Y E A R S  F O L L O W IN G  TH E  COMMENCEMENT O F  

C O M M E R C IA L  O I L  P R O D U C T IO N  S H A L L  B E  C O M PU TED  AND A P P L I E D  U N D E R  ( 1 )  O F  

T H I S  S U B S E C T I O N . ]



I N T E R I M  R E P O R T  O P  T H E

H O U S E  F I N A N C E  S U B C O M M I T T E E  O N  OIL A N D  GAS

P r e p a r e d  b y

L o u a n n  Cu t l e r ,  S t a f f  
R e p r e s e n t a t i v e  A l  A d a m s

a n d

S h a r m a n  P i per, S t a f f  
R e p r e s e n t a t i v e  S a m  C o t t e n

at t h e  d i r e c t i o n  o f

Rep. S a m  C o tten, C h a i r m a n  
H o u s e  F i n a n c e  S u b c o m m i t t e e  on Oil a n d  G a s

J a n u a r y  17, 1 9 8 6
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A l a s k a  S t a t e  L e g i s l a t u r e

H o u s e  o f  R e p r e s e n t a t i v e s

M E M O R A N D U M

FROM: R e p r e s e n t a t i v e  Sam C o t t e n
Chairman, H o u s e  F i n a n c e  S u b c o m m i t t e e  on  Oil and Gas

TO: M e m b e r s  o f  the A l a s k a  S t ate L e g i s l a t u r e

RE: I n t e r i m  R e p o r t  of t h e  H o u s e  F i n a n c e  S u b c o m m i t t e e
o n  O i l  a n d  Gas

DATE: J a n u a r y  17, 1986

O n e  of t h e  m o s t  i m p o r t a n t  a s p ects of  A l a s k a  p u b l i c  p o l i c y  
is our t r e a t m e n t  of the oil a n d  g a s  industry. F o r m u l a t i n g  
oil and gas p o l i c y  is d i f f i c u l t  b e c a u s e  of t h e  h u g e  a m o u n t s  
of m o n e y  i n v o l v e d  a n d  b e c a u s e  the s t ate and the industry 
h a v e  d i f f e r e n t  p o i n t s  of view. T h e  i n d u s t r y  is n a t u r a l l y  
i n t e r e s t e d  in m a x i m i z i n g  its profits. S t a t e  g o v e r n m e n t  is 
c o n c e r n e d  w i t h  a d e q u a t e l y  p r o v i d i n g  for t h e  health, 
e d u c a t i o n  a n d  w e l f a r e  of all A l a s k a n s  as well as d e v e l o p i n g  
its n a t u r a l  r e s o u r c e s  in a m a n n e r  c o n s i s t e n t  w i t h  the 
p u b l i c  interest. E v e n  t h o u g h  the state and the industry 
are u n i t e d  in our d e s i r e  to  p r o m o t e  oil and gas 
development, m u l t i - m i l l i o n  d o l l a r  d i s p u t e s  over fair tax 
p o l i c y  and p r o p e r  v a l u a t i o n  of N o r t h  S l o p e  oil di v i d e  us.

C u r r e n t l y  f a c i n g  us is w h e t h e r  t o  r e i n s t a t e  se p a r a t e  
accounting, p r o p o s e d  in H o u s e  Bill 353, int r o d u c e d  last 
s e s s i o n  by  the H o u s e  F i n a n c e  Committee. The oil 
c o r p o r a t i o n s  h a v e  w i d e l y  a d v e r t i s e d  t h e i r  o p p o s i t i o n  to the 
bi l l  t h r o u g h o u t  the state. Ironically, w h i l e  t h e y  resist 
the t a x  c h a n g e s  e m b o d i e d  in H B  353, t h e y  h? 9 n o t  p a i d  
t a x e s  d u e  t h e  s t a t e  fr o m  p a s t  tax years, c h o o s i n g  instead 
to d i s p u t e  t h e s e  t a x e s  t h r o u g h  e s t a b l i s h e d  channels. 
R e c e n t  f i g u r e s  f r o m  t h e  D e p a r t m e n t  of R e v e n u e  (DOR) show 
t h e  oil c o m p a n i e s  a r e  h u n d r e d s  of m i l l i o n s  of d o l lars 
b e h i n d  in t a x  p a y m e n t s  t o  t h e  state, u n d e r  former and 
e x i s t i n g  t a x  laws.

Du r i n g  the i n t e r i m  I e x a m i n e d  t h e s e  tax issues a n d  o t her 
areas of  d i s p u t e  in o r d e r  t o  s u g g e s t  i m p r o vements to state 
policy, i n c r e a s e  our u n d e r s t a n d i n g  of t h e  issues involved,
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a n d  i m p r o v e  o u r  r e l a t i o n s h i p  w i t h  t h i s  v i t a l  A l a s k a n  
i n d u s t r y .

We d e p e n d  on a n  u n s t a b l e  en t i t y  —  w o r l d  oil p r i c e s  —  for 
the b u l k  of  o u r  state r e v e n u e s  a n d  t h i s  m a k e s  it d i f f i c u l t  
to plan. But ev e n  w i t h  t h i s  u n c e r tainty, A l a s k a  can
i m p l e m e n t  s m a r t  b u s i n e s s  practices. For example, w e  can't 
let t h e  oil a n d  g a s  i n d u s t r y  w r i t e  its o w n  t a x  laws. On  
the o t h e r  hand, w e  n e e d  a p o l i c y  th a t  e n c o u r a g e s  
e x p l o r a t i o n  a n d  d e v e lopment. W e  aleo h a v e  to b e  r e a l i s t i c  
and r e a l i z e  t h a t  s t a t e  t a x  i n c e n t i v e s  a l o n e  c a n n o t  o v e r c o m e  
the c u r r e n t  w o r l d - w i d e  s l u m p  in oil prices.

W e  n e e d  t o  s p e n d  less o n  g o v e r n m e n t  o p e r a t i o n s  and b r o a d e n  
o u r  e c o n o m i c  base. O u r  p o l i c i e s  s h o u l d  focus on the 
d e c l i n e  in P r u d h o e  p r oduction, w h i c h  wi l l  s t a r t  o c c u r r i n g  
in t h e  n e x t  f e w  years, a n d  t h e  i n a b i l i t y  of s u b s e q u e n t  oil 
fie l d s  to c o m e  c l o s e  t o  e q u a l l i n g  P r u d h o e ' s  output. In 
o t h e r  words, o u r  p r e s e n t  g e n e r o u s  level of oil r e v e n u e s  is 
sho r t - l i v e d .  O u r  g o a l s  s h o u l d  b e  to m a x i m i z e  o u r  b e n e f i t s  
n o w  fr o m  this n o n - r e n e w a b l e  r e s o u r c e  and to e n c o u r a g e  
a d d i t i o n a l  e x p l o r a t i o n  and p r o d u c t i o n  so th a t  we  can 
p r e p a r e  f o r  a f u t u r e  w i t h o u t  aa m a n y  oil dollars.

I t  is m y  h o p e  t h a t  t h i a  r e p o r t  w i l l  h e l p  p r o v i d e  a 
f r a m e w o r k  for o u r  c o n t i n u i n g  r e l a t i o n s h i p  w i t h  t h e  oil 
industry. So m e  of t h e  ia a u e a  d i s c u s s e d  h e r e  i n c l u d e  
r e c o m m e n d a t i o n s  for legislation, o t h e r s  a r e  o f f e r e d  as 
b a c k g r o u n d  information.

T h e  t o p i c s  d i s c u s s e d  in t h e  r e p o r t  a r e  as follows: 1)
p r e p a y m e n t  of d i s p u t e d  taxea; 2) an e x a m i n a t i o n  of  the 
issues h a v i n g  t o  do w i t h  s e p a r a t e  a c c o u n t i n g  (HB 353); 3)
a d i s c u s s i o n  of  the s e v e r a n c e  t a x  and the e c o n o m i c  l i mit 
factor? 4) an o v e r v i e w  o f  t h e  m a j o r  oil litigation.

I. Prepayment of Disputed Taxes
O n e  o f  t h e  m o s t  d i s t u r b i n g  d e v e l o p m e n t s  t o  s u r f a c e  

d u r i n g  the i n t e r i m  w a s  t h e  d i s c o v e r y  t h a t  t h e  o i l  c o m p a n i e s  
are $908 m i l l i o n  b e h i n d  in t a x  p a y m e n t s  to the s t a t e  as of 
J a n u a r y  6, 1986. C o n f i d e n t i a l i t y  s t a t u t e s  p r e v e n t
d i s c l o s i n g  the n a m e s  of the c o r p o r a t i o n s  a n d  e x a c t l y  h o w  
m u c h  e a c h  owes, b u t  tha l a r g e  sums a n d  st a t u t e s  in v o l v e d  
m a k e  it o b v i o u s  t h a t  the m a j o r  N o r t h  S l o p e  p r o d u c e r s  —  
Arco, Exxon, S o h i o  —  a r e  s o m e  of  t h e  t a x p a y e r s  w h o s e  
a c c o u n t s  a r e  a t  issue. Furthermore, c u r r e n t  l a w  of f e r s  
li t t l e  i n c e n t i v e  for t h e m  to p a y  in a t i m e l y  manner.

P r o p e r l y  w r i t t e n  s t a t u t e s  c o u l d  h a v e  th& c o m p a n i e s  
p r e p a y  a s s e s s e d  a m o u n t s  at a sat p o i n t  in the appeals 
p r o c e s s  —  late e n o u g h  to  p r o t e c t  t h e  t a x p a y e r s  from 
a u d i t i n g  e r r o r s  yet e a r l y  e n o u g h  t o  e n s u r e  th a t  the t a xes 
are c o l l e c t e d  i n  a t i m e l y  manner.

A d d i t i o n a l l y ,  t h e  L e g i s l a t i v e  B u d g e t  and Audit 
C o m m i t t e e  h a s  r e q u e s t e d  an  o p i n i o n  f r o m  the a t t o r n e y
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g e n e r a l ' s  o f f i c e  on the c o n s t i t u t i o n a l i t y  of r e v e a l i n g  the 
n a m e s  of t a x p a y e r s  w h o s e  acc o u n t s  are past due.

II. T h e  Issues P e r t a i n i n g  to s e p a r a t e  A c c o u n t i n g  —  H B  353
H B  353 w o u l d  r e i n s t a t e  s e p a r a t e  a c c o u n t i n g  as the

m e t h o d  u s e d  to c a l c u l a t e  the oil i n d ustry's tax liability. 
It w o > : i l s o  r e d u c e  the s e v e r a n c e  tax from 15% t o  12.25%, 
a sufi'-^.'lntial i n c e n t i v e  to s m a l l e r  fields. I n d u s t r y  
p r o t e s t  a bout t h e  bill o b s c u r e  t h e  fact that it is a 
fa i r e r  tax b e c a u s e  it lowers the income t a x  o n  less 
p r o f i t a b l y  vnntures, like m a r g i n a l  fields, a n d  p u t s  t h e  t a x  
b u r d e n  t h a  m o s t  p r o f i t a b l e  developments, such as P r u d h o e  
B a y  a n d  Kuparuk.

H B  353 w o u l d  en s u r e  t h a t  the s t a t e  re c e i v e s  its fair 
s h are of A l a s k a n  oil wealth. On Jan. 13, 1986 the U.S. 
S u p r e m e  C o u r t  a g r e e d  w i t h  the A l a s k a  S u p r e m e  C o u r t  th a t  
s e p a r a t e  a c c o u n t i n g  is co n s t i t u t i o n a l .  Furthermore, the 
state s u p r e m e  c o u r t  sa i d  t h a t  s e p a r a t e  a c c o u n t i n g  is the 
p r e v a i l i n g  m e t h o d  u s e d  t h r o u g h o u t  the U n i t e d  S t a t e s  for 
r e p o r t i n g  i n c o m e  from oil p r o d u c t i o n  b e c a u s e  it c o n f o r m s  
m o r e  t o  an oil c o m p a n y ' s  f i n a n c i a l  a c c o u n t i n g  p r o c e d u r e s  
a n d  "more a c c u r a t e l y  r e f l e c t s  in c o m e  t h a n  f o r m u l a  
a p p o r t i o n m e n t " .

U n d e r  p r e s s u r e  from i m p o r t a n t  US t r a d i n g  partners, 
P r e s i d e n t  R e a g a n  has a s k e d  C o n g r e s s  to force states to 
a b a n d o n  w o r l d w i d e  c o m b i n a t i o n  f o r m u l a  apportionment.

W h e t h e r  or n o t  w e  d e c i d e  this sess i o n  t o  r e t u r n  the 
f ormer tax law t o  the books, it's impor t a n t  to u n d e r s t a n d  
t h e  b a s i c  issues in v o l v e d  and let our d e c i s i o n s  on t a x  
p o l i c y  be g u i d e d  b y  facts, n o t  b y  h i g h - p r i c e d  m e d i a  
c a m p a i g n s  a i m e d  a t  o u r  emotions.

III. T h e  S e v e r a n c e  T a x  and the E c o n o m i c  L imit Fa c t o r
Th i s  is an i ssue t h a t  n e e d s  t o  b e  a d d r e s s e d  this

s e s s i o n  b e c a u s e  s t ate r evenues irom s e v e r a n c e  taxes w i l l  be 
s e v e r e l y  r e d u c e d  b e g i n n i n g  in FY 88 if the ELF l a w  isn't 
changed. T h e  E L F  is a s t a t u t o r y  r e d u c t i o n  to the s e v e r a n c e  
tax, c r e a t e d  to e x t e n d  p r o d u c t i o n  o n  m a r g i n a l  fields, but 
it is n o t  w o r k i n g  as w e l l  as it could. Two p r o b l e m s  w i t h  
p r e s e n t  law are: 1) it d o e s n ' t  gi v e  mar g i n a l  fields e n o u g h  
of a t a x  break; and 2) it w i l l  p r o v i d e  Prudhoe w i t h  a 
p r e m a t u r e  t a x  r e d u c t i o n  d e c a d e s  b e f o r e  it can be c o n s i d e r e d  
m arginal. A  s i m p l e  c h a n g e  in t h e  E L F  l a w  could s o lve bo t h  
t hese problems.

IV. M a j o r  O i l  L i t i g a t i o n  w i t h  the oil a n d  Gas I n d u s t r y
T h e  a m o unts at issue in the s t a t e ' s  oil a n d  gas

l i t i g a t i o n  a r e  at l east $15 to 20 b i l l i o n  d o l lars and the 
s t a t e  h a s  s p e n t  m i l l i o n s  of  d o l l a r s  so far t o  pu r s u e  t h ese 
cases. M a j o r  l i t i g a t i o n  w i t h  t h e  oil i n d u s t r y  h i g h l i g h t s  
the m a n y  po i n t s  d u r i n g  the p r o d u c t i o n  a n d  m a r k e t i n g  process 
t h a t  p r o v i d e  p r o f i t - m a k i n g  o p p o r t u n i t i e s  for the industry 
a nd and r e v e n u e  o p p o r t u n i t i e s  for t h e  state.
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T h i s  c h a p t e r  of the rep o r t  h i g h l i g h t s  two m a j o r  cases 
t h a t  a f f e c t  t h e  v a l u e  of the oil and r evenues to the state. 
T h e  c a s e s  are the A m e r a d a  H e s s  r o y a l t y  c a s e  and the TAPS 
t a r i f f  case. W h i l e  the issues i n v o l v e d  are in l i t i g a t i o n  
a n d  t h e r e f o r e  out of the l e g i s l a t u r e ' s  i m m e d i a t e  r e a l m  of 
influence, I b e l i e v e  k n o w i n g  m o r e  a b out t h e  n a t u r e  of the 
d i s p u t e s  adds t o  o u r  o v e r a l l  u n d e r s t a n d i n g  of t h e  subject. 
F a i r  p r i c e s  for t h e  oil and fair c h a r g e s  for t r a n s p o r t a t i o n  
c o s t s  are the k e y  a r eas in w h i c h  t h e  s t ate and oil 
c o m p a n i e s  disagree.

T h e  i s s u e s  s u m m a r i z e d  a b o v e  c o n s t i t u t e  this inte r i m  report. 
It is m y  h o p e  t h a t  t h e  i n f o r m a t i o n  w i l l  be of u s e  to you as 
w e  b e g i n  t h e  1986 session. T h e  r e p o r t  does not a t t empt to 
a d d r e s s  all t h e  facets of t h e  s t a te's c o m p l e x  r e l a t i o n s h i p  
w i t h  the cil a n d  g a s  industry, b u t  it does t o u c h  on some of 
t h e  i m p o r t a n t  points. I b e l i e v e  s t a y i n g  a b r e a s t  of  the 
i n d u s t r y  and its g o a l s  w i l l  e n h a n c e  t h e  q u a l i t y  of s t ate 
g o v e r n m e n t ,  b e c a u s e  w i t h o u t  th i s  k n o w l e d g e  it w i l l  be 
d i f f i c u l t  to m a i n t a i n  our p o s i t i o n s  as the real 
p o l i c y m a k e r s  o f  Alaska.
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As of J a n u a r y  6, 1986, the oil compa n i e s  owed the sta t e  

$908 m i l l i o n  in d i s p u t e d  taxes. Due to the A R C O  settlement 

of $243 m i l l i o n  on J a n u a r y  13, 1986, this t o tal will be 

a d j u s t e d  (new figures from DOP are e x p e c t e d  next w e e k ) .

S i n c e  $243 m i l l i o n  is t h e  a m o u n t  of t h e  settlement, it m a y  

not b e  t h e  e x a c t  a m o u n t  of t axes p r e v i o u s l y  in d i s pute 

b e t w e e n  A R C O  a n d  t h e  state. The p h r a s e  "disp u t e d  taxes" 

re f e r s  to a u d i t e d  t a x  a m o u n t s  c o n t e s t e d  b y  the companies, 

pl u s  i n t e r e s t  and penalties. Unfortun a t e l y ,  e x i s t i n g  state 

law d o e s  n o t  e n c o u r a g e  s p e e d y  r e s o l u t i o n  of t h e s e  c a s e s  and 

some of t h e  d i s p u t e s  go b a c k  as far as 15 years.

The t o t a l  re p o r t e d  by  D O R  t o  b e  d i s p u t e d  o n  Jan. 6,

1986 was $908,293,008.61. T h e  t o t a l  am o u n t  v a r i e s  from 

m o n t h  to m o n t h  due to such ca u s e s  as interest c h a r g e s  and 

s e t t l e m e n t  of some of the disputes. For a s c hedule of all 

tax a c c o u n t s  receivable, see A t t a c h m e n t  A. H e r e  is a 

b r e a k d o w n  of w h a t  is owed:

—  A p p r o x i m a t e l y  $524 m i l l i o n  of the total is owed 

u n d e r  the fo n r i r  s e p a r a t e  a c c o u n t i n g  oil a n d  gas c o r p o r a t e  

in c o m e  t a x  for the y e ars 1979 to 1981. (AS 43.21)

—  A p p r o x i m a t e l y  $322 m i l l i o n  is owed u n d e r  the 

s e v e r a n c e  t a x  for t h e  y e ars 1976 to  1982. (AS 43.55)

I. The Problem



—  The b a l a n c e  of a bout $62 m i l l i o n  is owed u n d e r  the 

i ncome tax s t a t u t e  for all c o r p o r a t e  t a x p a y e r s . 1 (AS 43.20) 

W h i l e  t h e  $62 m i l l i o n  includes c o n t e s t e d  taxes for all 

c o r p o r a t e  taxpayers, it is e s t i m a t e d  t h a t  almost all of this 

a m o u n t  is o w e d  b y  the oil and g a s  corpor a t i o n s .

T h e  m a i n  r e a s o n  t h e  t a x e s  h a v e  n o t  b e e n  p a i d  is because 

the oil c o m p a n i e s  d i s a g r e e  w i t h  the s t a t e  over the amount of 

t h e i r  t a x  liability. T h e y  are c o n t e s t i n g  the tax 

a s s e s s m e n t s  t h r o u g h  e s t a b l i s h e d  a d m i n i s t r a t i v e  c h a n n e l s  in 

the D e p a r t m e n t  of Revenue. A t  i s sue is t h e  m e t h o d o l o g y  for 

c a l c u l a t i n g  c e r t a i n  r e v e n u e s  a n d  e x p e n s e s  in o r d e r  to 

d e t e r m i n e  t h e  a m o u n t  o f  t a x  ow e d  to t h e  state.

A  s e c o n d  r e a s o n  t h e  t a x e s  h a v e  n o t  b e e n  p a i d  is t h a t  

m a n y  of t h e  i s s u e s  i n v o l v e d  in t h e  t a x  d i s p u t e s  a r e  the 

s u b j e c t s  of m a j o r  oil a n d  g a s  l i t i g a t i o n  b e t w e e n  t h e  

c o m p a n i e s  a n d  che state.

A  t h i r d  r e a s o n  the t a x e s  h a v e  n o t  b e e n  p a i d  is that the 

c o m p a n i e s  a p p e a r  t o  h a v e  li t t l e  i n c e n t i v e  to d o  so.

A l t h o u g h  i n t e r e s t  r a tes on d i s p u t e d  t a x  l i a b i l i t y  (12% p e r  

AS 43.05.225) m a y  c u r r e n t l y  be h i g h e r  t h a n  c o m mercial 

i n t e r e s t  rates, it is c l e a r l y  in the taxpayers* int e r e s t  to
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Be f o r e  1979 oil a n d  g a s  c o m p a n i e s  p a i d  in c o m e  taxes 
u n d e r  AS 43.20, l i k e  all o t h e r  c o r p o r a t e  taxpayers. Between 
1979 and 1981 t h e y  p a i d  income t a xes u n d e r  the s e parate 
a c c o u n t i n g  statute, AS 43.21, and al s o  p a i d  income t a x  for 
t h e i r  n o n - o i l  and gas a c t i v i t i e s  u n d e r  AS 43.20. F r o m  1982 
to now, t h e  c o m p a n i e s  a g a i n  p a y  all t h e i r  income t a x  u n d e r  
AS 43.20.
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p r o l o n g  the tax d isputes and a v o i d  p a y m e n t  for as lo n g  as 

p ossible. T h e y  m a y  also hope for a s e t t l e m e n t  w i t h  the 

s t a t e  in w h i c h  th e y  u l t i m a t e l y  pay a s m a l l e r  amo u n t  than 

o r i g i n a l l y  assessed.

II. T h e  D i s p u t e d  Issues

T h e  m a j o r  s e v e r a n c e  tax issues are s i m i l a r  t o  t hose 

i n v o l v e d  in the S t a t e  v. A m e r a d a  Hess, et. al case, th o u g h  

r e s o l u t i o n  o f  t h e  t a x  issues m a y  well b e  d i f f e r e n t  t h a n  the 

c a s e  itself. (The last c h a p t e r  in th i s  r e p o r t  d i s c u s s e s  

t h i s  c a s e  in m o r e  d e t a i l .) T h e  a m o u n t  o f  o u r  r o y a l t y  share 

is in q u e s t i o n  in this l a w s u i t  b e c a u s e  o f  a d i s p u t e  o v e r  the 

w e l l h e a d  v a l u e  o f  the oil. The w e l l h e a d  v a l u e  is d e t e r m i n e d  

by  t h e  d e s t i n a t i o n  p r i c e  of t h e  oil m i n u s  the t r a n s p o r t a t i o n  

c o sts —  p r i m a r i l y  p i p e l i n e  t a r i f f s  and t a n k e r  charges. The 

t a n k e r  c h a r g e s  a n d  d e s t i n a t i o n  p r i c e  are at issue in the 

A m e r a d a  H e s s  ca s e  and a bout 95 p e r c e n t  o f  the total d i s p u t e d  

t a x e s  o w e d  u n d e r  the s e v e r a n c e  t a x  law i n v olve t hese issues.

T h e  r e m a i n i n g  s e v e r a n c e  t a x  d i s p u t e s  p r i m a r i l y  involve:

1) w h a t  p r o d u c t i o n  ex p e n s e s  can be deducted; 2) the 

c o m p u t a t i o n  of p i p e l i n e  income; 3) w h a t  in c o m e  and expenses 

are n o n - o i l  r e l a t e d  and sh o u l d  be t a x e d  u n d e r  the income tax 

statu t e s ;  a n d  4) p r o p e r  p i p e l i n e  t a r i f f s  for non-TAPS 

pipelines, s u c h  as t h e  K u p a r u k  p i p e l i n e  a n d  t h e  Panama Canal 

pipeline.

R o u g h l y  ha l f  of the se p a r a t e  a c c o u n t i n g  d i sputes 

invo l v e  all t h e  issues i nvolved in the s e v e r a n c e  tax



disputes. The o t h e r  ha l f  of the s e p a r a t e  a c c o u n t i n g  

d i s p u t e s  in v o l v e s  t h e s e  m a j o r  issues: 1) h o w  to c o m pute 

p r o d u c t i o n  expenses; 2) h o w  to  c o m p u t e  p i p e l i n e  income; 3) 

in c o m e  and e x p e n s e s  that s h o u l d  b e  a p p o r t i o n e d  to AS 43.20; 

4) a p p r o p r i a t e  p i p e l i n e  t a r i f f  c h arges; 5) h o w  mu c h  should 

b e  s p ent for t h e  e v e n t u a l  c l o s i n g  d o w n  of t h e  pipeline; and 

6) h o w  m u c h  v a l u e  s h o u l d  be  p l a c e d  on r e c o v e r a b l e  reserves.

T h e  s e p a r a t e  a c c o u n t i n g  t a x  d i s p u t e s  a r e  al s o  s i m i l a r  

to  t h o s e  in Arco, et. al. v. State, t h e  l a w s u i t  ov e r  the 

s t a t e ' s  f o r m e r  s e p a r a t e  a c c o u n t i n g  law (de s c r i b e d  in the 

s e c o n d  c h a p t e r  o f  t h i s  r e p o r t ) . N o w  t h a t  s e p a r a t e  

a c c o u n t i n g  has b e e n  u p h e l d  at e v e r y  level o f  c o u r t  r e v i e w  —  

m o s t  r e c e n t l y  b y  the US S u p r e m e  C o u r t  t h i s  p a s t  M o n d a y  w h e n  

it d i s m i s s e d  t h e  oil companies' a p p e a l  —  t h e  D e p a r t m e n t  of 

R e v e n u e  e x p e c t s  t h e s e  t a x  d i s p u t e s  to p r o g r e s s  further.

III. E x i s t i n g  P r o c e s s  for R e s o l v i n g  T a x  D i s p u t e s

A f t e r  a n  oil a n d  gas c o r p o r a t i o n  s u b m i t s  a t a x  return 

it is a u d i t e d  b y  the D e p a r t m e n t  of Revenue. G e n e r a l l y  

speaking, t h e  a u d i t  s h ows t h a t  the t a x p a y e r  o w e s  m o r e  than 

the t a x p a y e r ' s  r e t u r n  says. T h e  t a x p a y e r  is t h e n  a ssessed 

th e  a u d i t e d  amount. Again, g e n e r a l l y  speaking, t h e  t a x p a y e r  

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

d i s p u t e  begins.

T h e  f i rst s t a g e  of t h e  r e s o l u t i o n  p r o c e s s  is ref e r r e d  

to as t h e  i n f o r m a l  c o n f e r e n c e  s t a g e  and a l m o s t  90 p e r cent of 

c u r r e n t l y  d i s p u t e d  t a x e s  are in t h i s  stage. Th i s  is w h e n
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DO R  a n d  the t a x p a y e r  t r y  to resoJ.ve factual i s s u e s  a n d  agre 

on the a m o u n t  of tax owed, a p r o c e s s  that can take several 

years. If the d i s p u t e  is resolved, the t a x p a y e r  pays the 

a dd i t i o n a l  a m o u n t  and the ca s e  is closed. (In some rare 

instances, t h e  informal c o n f e r e n c e  is s k i p p e d  and the 

d i s p u t e  is t a k e n  u p  i m m e d i a t e l y  at the formal h e a r i n g  

l e v e l . )

If it is not resolved, the case m o ves a l o n g  to the 

formal h e a r i n g  stage. A  D O R  h e a r i n g  e x a m i n e r  e s s e n t i a l l y  

acts in t h e  c a p a c i t y  of  a j u d g e  and d e c i d e s  t h e  case. This 

s t age can al s o  ta k e  years. The C o m m i s s i o n e r  c a n  e i t h e r  

a d opt o r  r e j e c t  t h e  decision, a l t h o u g h  all d e c i s i o n s  e v e r  

i ssued h a v e  all b e e n  adopted.

A f t e r  a d o p t i o n  of the decision, the t a x p a y e r  is 

req u i r e d  to p a y  t h e  t a x  if n o  appeal is filed in the 

s u p e r i o r  court. If the t a x p a y e r  p u r s u e s  the d i s p u t e  by 

a p p e a l i n g  to court, t h e n  the c o u r t  w i l l  r e q u i r e  that a bo n d  

be p o s t e d  in o r d e r  to c o n t i n u e  c o n t e s t i n g  DOR's decision.

IV. I n a d e q u a c y  o f  the c u r r e n t  r e s o l u t i o n  p r o c e s s

B e c a u s e  of o u r  c u r r e n t  d i s p u t e  r e s o l u t i o n  p r o c e s s  , it 

m a y  t a k e  y e a r s  b e f o r e  t h e  t a x p a y e r s  wi l l  se t t l e  or be 

r e q u i r e d  t o  p a y  the a u d i t e d  t a x  amounts. Some of the 

d i s p u t e s  c o n c e r n  t a xes t h a t  w e r e  o w e d  as far b a c k  as 1970 

a l t h o u g h  in c e r t a i n  instances, audits m a y  not h a v e  been 

p e r f o r m e d  u n t i l  y e a r s  a f t e r  a r e t u r n  is filed b e c a u s e  the 

a s s e s s m e n t  p e r i o d  h a s  b e e n  waived.
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T h e  t a x p a y e r  th e n  h a s  no incentive to r e s o l v e  the 

m a t t e r  s i n c e  he is not r e q u i r e d  to pay the a u d i t e d  tax until 

all the a d m i n i s t r a t i v e  a n d  jud i c i a l  c h annels to o v e r t u r n  the 

a u d i t  h a v e  b e e n  exhausted. By  a l lowing the t a x p a y e r  to keep 

t h e  d i s p u t e d  a m o u n t s  for so long, c u r r e n t  laws app e a r  to 

e n c o u r a g e  t h e  t a x p a y e r  t o  p r o l o n g  the dispute. Thus the 

t a x p a y e r  w i l l  h a v e  t h e  d i s p u t e d  funds to invest and earn 

i n t e r e s t  on, o r  to  u s e  for o t h e r  purposes.

V. A  Solution: P r e p a y m e n t  of A s s e s s e d  Tax A m o u n t s

In o r d e r  for t h e  s t a t e  to c o l lect taxes in a m o r e  

r e a s o n a b l e  t i m e  frame, t h e  oil compa n i e s  s h o u l d  b e  r e q u i r e d  

t o  p r e p a y  t h e  a u d i t e d  a m o u n t  a t  some p o i n t  in the d i s p u t e  

r e s o l u t i o n  process.

P r e p a y m e n t  c o u l d  be r e q u i r e d  a f t e r  the i n formal 

c o n f e r e n c e  stage. A t  this p o i n t  the t a x p a y e r  and the state 

ha v e  b e e n  n e g o t i a t i n g  and f i n e - t u n i n g  the tax liabi l i t y  for 

some time. E r r o r s  a n d  o m i s s i o n s  by the t a x p a y e r  and auditor 

are l i k e l y  t o  h a v e  b e e n  corrected.

A l t e r n a t i v e l y ,  p r e p a y m e n t  c ould be r e q u i r e d  a f t e r  the 

formal hearing. T h e  d i s p u t e  h a s  b e e n  r e v i e w e d  b y  the entire 

DOR h i e r a r c h y  a n d  the C o m m i s s i o n e r  has a d o p t e d  a decision.

If p r e p a y m e n t  is n o t  r e q u i r e d  until a fter the formal 

hearing, s p e c i f i c  t i m e  frames c ould b e  p r o v i d e d  in law for 

e a c h  s t a g e  of t h e  r e s o l u t i o n  process. O n c e  t h e  t a x p a y e r  has 

b e e n  a s s e s s e d  the a u d i t e d  amount, b o t h  the informal 

c o n f e r e n c e  a n d  formal h e a r i n g  stages w o u l d  h a v e  to be
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c o m p l e t e d  w i t h i n  a c e r t a i n  n u m b e r  of years e s t a b l i s h e d  in 

statute. Th i s  w o u l d  g u a r d  a g a i n s t  c o n t i n u e d  p r o l o n g i n g  of 

d i s p u t e s  s ince p r e p a y m e n t  w o u l d  not be req u i r e d  until the 

end p o i n t  of t h e  d e p a r t m e n t ' s  internal review.

It m a k e s  fiscal sense to p u t  some or all of the 

p r e p a y m e n t s  in e s c r o w  u n t i l  the d i s p u t e  is f i n ally resolved. 

Th e  e s c r o w  a c c o u n t  c o u l d  be v i e w e d  as a form of s t a t e  

savings, s i n c e  it c o u l d  still b e  s e v e r a l  y e ars u n t i l  a 

p a r t i c u l a r  d i s p u t e  is f i n a l l y  resolved. In the meantime, 

t he e s c r o w e d  a m o u n t s  c o u l d  e a r n  b e  invested and e a r n  

a d d i t i o n a l  income. T h i s  w o u l d  a l l o w  t h e  s tate t o  s a v e  for 

t h e  fut u r e  and also p r o v i d e  p r o t e c t i o n  in the e v e n t  t h a t  the 

d i s p u t e d  t a x  l i a b i l i t y  w o u l d  b e  r e s o l v e d  in the t a x p a y e r ' s  

favor.

Th e  p r e p a y m e n t  r e q u i r e m e n t  s h o u l d  also be a p p l i e d  to 

a m o u n t s  o w e d  for p r i o r  t a x  years. A p p l y i n g  the p r e p a y m e n t  

r e q u i r e m e n t  to pa s t  y e ars is e s s e n t i a l  in o r der to b r i n g  

a b o u t  fas t e r  r e s o l u t i o n  of t h e  c u r r e n t  tax disputes, since 

t h ese d i s p u t e s  i n v olve t a x  l i a b i l i t i e s  for e a r l i e r  years.

P r e p a y m e n t  has p r e c e d e n t s  at both the s t ate and federal 

levels. It is c u r r e n t l y  r e q u i r e d  by  t h e  IRS if the ta x p a y e r  

d e c i d e s  to appeal t o  the federal d i s t r i c t  c o urt o r  court of 

c l a i m s  r a t h e r  th a n  to t a x  court. In fact, D O R  c u r r e n t l y  has 

a p r e p a y m e n t  r e g u l a t i o n  on t h e  b o o k s  t h a t  r e q u i r e s  p a y ment 

of  e s t i m a t e d  s e v e r a n c e  t a x e s  b u t  it on l y  applies to the 

r e t u r n s  for the y e a r s  a f t e r  1984 (14 A A C  55.165). (It also

on l y  a d d r e s s e s  the issue of oil valuation, not
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t r a n s p o r t a t i o n  assessments.) T h e  r e g u l a t i o n  r e q u i r e s  

p r e p a y m e n t  of an a v e r a g e  am o u n t  owed by  all taxpayers; it 

does not re l a t e  to actual a s s e s s e d  t a x  liability. This 

r e g u l a t i o n  o n l y  a p p l i e s  to t h e  s e v e r a n c e  t a x  a n d  do e s  not 

c a p t u r e  b a c k  t a xes o w e d  u n d e r  t h e  two c o r p o r a t e  income 

taxes.

A  fo r m  of p r e p a y m e n t  w a s  a l s o  a p r o v i s i o n  of the 

s t a t e ' s  f o r m e r  s e p a r a t e  a c c o u n t i n g  l a w  (in e f f e c t  for the 

y e a r s  1979-1981). S i n c e  t h e  l a n g u a g e  was v a g u e  on w h e t h e r  

a u d i t e d  a m o u n t s  w e r e  covered, D O R  n e v e r  e n f o r c e d  t h e  

s t a t u t o r y  p r e p a y m e n t  r e q u i r e m e n t  for t h e  a s s e s s e d  amounts.

In e n a c t i n g  t h i s  p r e p a y m e n t  p r o vision, it is l i k e l y  t h a t  the 

l e g i s l a t i v e  d i d  n o t  f o r e s e e  t h e  n e e d  for e x t e n s i v o  a u d i t s  

and t h e  r e s u l t a n t  l e n g t h y  d i s p u t e  r e s o l u t i o n  pr o c e s s .  

However, t h e  f o r m e r  p r e p a y m e n t  p r o v i s i o n  c a n  c e r t a i n l y  b e  

t h o u g h t  of as a p r e c e d e n t  f o r  t h e  k i n d  of p r e p a y m e n t  

a d v o c a t e d  here, e s p e c i a l l y  s i n c e  the l a n g u a g e  w a s  n e v e r  

c o n t e s t e d  b y  t h e  taxpayers.

T h e  D e p a r t m e n t  of L a w  h a s  i n f o r m a l l y  a d v i s e d  t h a t  there 

are n o  legal p r o b l e m s  w i t h  p r e p a y m e n t .  A  c o m p r e h e n s i v e  and 

f ormal opinion, p r e p a r e d  b y  b o t h  the a t t o r n e y  g e n e r a l ' s  

o f f i c e  a n d  the D e p a r t m e n t  of Revenue, is e x p e c t e d  e a r l y  next 

week.

VI. C o n c l u s i o n

T h e  l e g i s l a t u r e  s h o u l d  p r o v i d e  b y  s t a t u t e  for 

p r e p a y m e n t  of a u d i t e d  t a x  a m o u n t s  at a set p o i n t  in t h e  

r e s o l u t i o n  process. T h i s  w i l l  in s u r e  the s tate r e c e i v e s  its



s h a r e  o f  o i l  r e v e n u e s  in a m o r e  t i m e l y  m a n n e r  a n d  al s o  

p r o t e c t  t h e  t a x p a y e r s  f r o m  a n y  i n i t i a l  a u d i t i n g  e r rors.

S u c h  a p r e p a y m e n t  r e q u i r e m e n t  s h o u l d  n o t  b e  v i e w e d  as 

an a d d i t i o n a l  b u r d e n  t o  t h e  o i l  c o m p a n i e s  s i n c e  t h e  r e v e n u e  

t h a t  c o u l d  b e  r a i s e d  d o e s  n o t  c o m e  f r o m  i m p l e m e n t i n g  n e w  

t a x e s ;  r a t h e r ,  it is r e v e n u e  t h e  s t a t e  s h o u l d  h a v e  a l r e a d y  

r e c e i v e d .
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ALASKA DEPARTMENT OF REVENUE 

APPEALED TAX ASSESSMENTS BY APPEAL LEVEL 

January 6, 1986

VALUE

TAX TYPE STATUTE OF ACCOUNTS CONFERENCE FORMAL COJRT

OIL & GAS CORP INC AS 43.21 $524,163,0(^.65 $438,358,422.69 $85,804,673.96 $ .00
OIL & GAS PRODUCTION AS 43.55 321,697,462.15 300,848,926.97 20,848,535.18 .00
CORPORATE INCOME AS 43.20 62,432,449.81 47,639,282.76 13.773.98S.93 1,019,181 .12
INDIVIDUAL INCOK AS 43.20 2,844,081.31 2,828,965.29 15,116.02 .00
BUSINESS LIC GR RCPT AS 43.70 2,686,323.31 1,777,731.64 524,380.37 384,211 .30
FISHERIES AS 43.75 1,925,335.87 1,150,173.69 775,162.18 .00
MOTOR FUEL AS 43.40 1.525,206.60 970,498.59 554,708.01 .00
MINING AS 43.65 828,697.24 828,697.24 .00 .00
OIL & GAS PROPERTY AS 43.56 385,779.18 9,321.98 .00 376,457 .20
FIOICUARY INCOME AS 43.20 183,636.52 183,636.52 .00 .00
SALMON ENHANCEMENT AS 43.76 42,535.97 29,618.97 12,917.00 .00
ESTATE AS 43.31 30,840.49 30,840.49 .00 .00
SEAFOOO MARKETING AS 16.51 8,119.55 8,119.55 .00 .00
INDIVIDUAL WITWOLD AS 43.20 7,610.85 7,610.85 .00 .00
TOBACCO (CIGARETTE) AS 43.50 4,487.22 4,487.22 .00 .00
WHSL CANNED SALMON AS 43.80 2,250.00 2,250.00 .00 .00
LiqUOR EXCISE AS 43.60 485.13 48S.13 .00 .00
COIN OPERATEO DEVICE AS 43.35 .00 .00 .00 .00

TOTAL TAX ACCOUNTS RECEIVABLE $918,768,397.85 $794,679,069.58 $122,309,478.65 $1,779,849.62

PERCENT OF TOTAL VALUE 100.001 86.491 13.311 0.20$

TAX TYPE STATUTE
NUMBER 

OF ACCOUNTS CONFERENCE FORMAL COURT

OIL & GAS PRODUCTION AS 43.55 496 413 83 0
CORPORATE INCC, AS 43.20 405 314 82 9
INDIVIDUAL INCOME AS 43.20 253 243 10 0
MOTOR FUEL AS 43.40 153 92 61 0
FISHERIES AS 43.75 54 41 13 0
BUSINESS LIC GR RCPT AS 43.70 42 32 8 2
OIL 4 GAS CORP INC AS 43.21 36 21 15 0
SALMON ENHANCEMENT AS 43.76 20 18 2 0
MINING AS 43.65 8 8 0 0
SEAFOOO MARKETING AS 16.51 7 7 0 0
FIOICUARY INCOME AS 43.20 7 7 0 0
INDIVIDUAL WITWOLD AS 43.20 5 5 0 0
OIL 6 GAS PROPERTY AS 43.56 5 4 0 1
WHSL CANNED SALMON AS 43.80 3 3 0 0
TOBACCO (CIGARETTE) AS 43.50 2 2 0 0
ESTATE AS 43.31 2 2 0 0
LIQUOR EXCISE AS 43.60 1 1 0 0
COIN OPERATED DEVICE AS 43.35 ___ 0 ____0 _ 0 _0

TOTAL TAX ACCOUNTS 1.499 1.213 274 J2

PERCENT OF TOTAL ACCOUNTS 100.00$ 80.92$ 18.28$ 0.80$



O V E R V I E W  O P  I S S U E S  

P E R T A I N I N G  T O  H B  353

II.
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I. W h a t  d o e s  HB 353 do?

A. H B  353 w o u l d  r e i n s t a t e  s e p a r a t e  a c c o u n t i n g  as t h e  m e t h o d  
t h a t  t h e  oil i n d u s t r y  m u s t  u s e  t o  c o m p u t e  i n c o m e  e a r n e d  in 
A l a s k a  t o  d e t e r m i n e  its i n c o m e  t a x  l i a b i l i t y  t o  t h e  state.

B. H B  353 r e t u r n s  t h e  n o m i n a l  s e v e r a n c e  t a x  r a t e  fr o m  15% to 
its p r e - 1 9 8 1  l e v e l  of 1 2 . 2 5 % . T h e  n o m i n a l  r a t e  w a s  r a i s e d  in 
1 9 8 1  at t h e  s a m e  t i m e  t h a t  s e p a r a t e  a c c o u n t i n g  w a s  r e p e a l e d  in 
o r d e r  t o  c o m p e n s a t e  f o r  t h e  lo s s  in t a x  r e v e n u e  a n t i c i p a t e d  at 
t h e  t i m e  d u e  t o  i m p l e m e n t a t i o n  o f  m o d i f i e d  a p p o r t i o n m e n t .

II. S u m m a r y

A. H B  353 w i l l  i n s u r e  t h a t  t h e  s t a t e  r e c e i v e s  its f a i r  s h a r e  of 
A l a s k a n  o i l  w e a l t h .  T h e  i n d u s t r y ' s  s h a r e  h a s  i n c r e a s e d  s i n c e  
t h e  1 9 8 1  t a x  c h a n g e s  w h i l e  t h e  s t a t e ' s  s h a r e  h a s  d e c r e a s e d .
T h e  c h a n g e o v e r  h a s  c o s t  t h e  s t a t e  a p p r o x i m a t e l y  $8 5 0  m i l l i o n  
f r o m  FY 8 2  t h r o u g h  F Y 86 a n d  a n  a d d i t i o n a l  $ 1 . 4  b i l l i o n  c a n  b e  
r a i s e d  f r o m  F Y 8 7  t h r o u g h  F Y 2 0 0 5  if t h e  s t a t e  r e t u r n s  t o  its 
p r e - 1 9 8 1  t a x  s t r u c t u r e .

B. T h e  A l a s k a  S u p r e m e  C o u r t  h a s  f o u n d  t h a t  s e p a r a t e  a c c o u n t i n g  
is c o n s t i t u t i o n a l  i n  e v e r y  r e s p e c t .  T h e  c o u r t  e v e n  d e c l a r e d  
t h a t  it is a b e t t e r  m e a s u r e  o f  o i l  i n d u s t r y  i n c o m e  i n  A l a s k a  
t h a n  f o r m u l a  a p p o r t i o n m e n t .  T h e  U S  S u p r e m e  C o u r t  e s s e n t i a l l y  
c o n c u r r e d  in t h i s  d e c i s i o n  o n  J a n u a r y  13, 1986, w h e n  it 
r e f u s e d  t o  r e v i e w  t h e  i n d u s t r y ' s  a p p e a l  o f  t h e  s t a t e  c o u r t ' s  
r u l i n g .

C. S e p a r a t e  a c c o u n t i n g  is a f a i r e r  t a x  b e c a u s e  it w i l l  l o w e r  
t h e  i n c o m e  t a x  o n  l e s s  p r o f i t a b l e  i n v e s t m e n t s  l i k e  m a r g i n a l  
f i e l d  e x p l o r a t i o n  a n d  d e v e l o p m e n t  a n d  r a i s e  t h e  i n c o m e  t a x  on 
h i g h l y  p r o f i t a b l e  f i e l d s  l i k e  P r u d h o e  B a y  (i.e., c o n v e n t i o n a l  
r e c o v e r y  i n  t h e  S a d l e r o c h i t  r e s e r v o i r ) . T h e  i n d u s t r y  c a n  
a f f o r d  a h i g h e r  i n c o m e  t a x  o n  P r u d h o e  b e c a u s e  it m a d e  as m u c h  
in F Y  85 a s  it m a d e  in F Y  82 (about $6 b i l l i o n  in r e a l  terms) 
e v e n  w i t h  t h e  d o w n w a r d  p r i c e  s p iral. A d d i t i o n a l l y ,  t h e  i n c o m e  
t a x  i n c r e a s e  o n  P r u d h o e  w o u l d  b e  c o u p l e d  w i t h  a 22% s e v e r a n c e  
t a x  d e c r e a s e  u n d e r  H B  353.

D. F u t u r e  t a x  p o l i c y  s h o u l d  b e  d i r e c t e d  b y  t h e  o v e r w h e l m i n g  
i m p o r t a n c e  o f  P r u d h o e  B a y  to o u r  r e v e n u e  s t a b i l i t y .  E v e n  w i t h  
m a r g i n a l  f i e l d  d e v e l o p m e n t ,  P r u d h o e  is s t i l l  e x p e c t e d  to 
p r o v i d e  a l m o s t  8 0 %  o f  p r o d u c t i o n  t h r o u g h  2010. A l m o s t  t w o  
t h i r d s  of r e c o v e r a b l e  r e s e r v e s  in A l a s k a  a r e  f o u n d  in Prudhoe.

III. B a c k g r o u n d

A. A f t e r  f o u r  y e a r s  o f  c o m p r e h e n s i v e  study, t h e  1978 
l e g i s l a t u r e  c h a n g e d  t h e  m e t h o d  of a c c o u n t i n g  t h a t  oil 
c o m p a n i e s  m u s t  u s e  t o  c o m p u t e  t h e i r  c o r p o r a t e  i n c o m e  t a x  
l i a b i l i t y  f r o m  f o r m u l a  a p p o r t i o n m e n t  t o  s e p a r a t e  a c c o u n t i n g .
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It w a s  d e t e r m i n e d  that s e p a r a t e  a c c o u n t i n g  w o u l d  more 
a c c u r a t e l y  r e f l e c t  h o v  m u c h  of an oil c o m p a n y ' s  income is 
e a r n e d  in Alaska.

B. T h e  c o n s t i t u t i o n a l i t y  of s e p a r a t e  a c c o u n t i n g  was q u i ckly 
c h a l l e n g e d  b y  the m a j o r  oil c o m p a n i e s  in A r c o  v. s t a t e . The 
1981 l e g i s l a t u r e  was f a ced w i t h  the t h r e a t  of h a v i n g  to refund 
a b o u t  $9 b i l l i o n  in 1985 w h e n  r e s o l u t i o n  of the l i t i g a t i o n  was 
expected. In r e s p o n s e  t o  this threat, the legisl a t u r e  
r e p e a l e d  s e p a r a t e  a c c o u n t i n g  and e n a c t e d  m o d i f i e d  
a p p o r t i o n m e n t  in its place. In 1983, an A n c h o r a g e  sup e r i o r  
c o u r t  j u d g e  r u l e d  t h a t  s e p a r a t e  a c c o u n t i n g  is constitutional. 
Th i s  d e c i s i o n  w a s  u n a n i m o u s l y  u p h e l d  b y  t h e  A l a s k a  S u p r e m e  
C o u r t  in August, 1985. It w a s  a g a i n  u p h e l d  th i s  p a s t  Monday, 
J a n u a r y  13, 1986, w h e n  t h e  US  S u p r e m e  C o u r t  r e f u s e d  to r e v i e w  
the i n d u s t r y ' s  ap p e a l  of  t h e  s t ate s u p r e m e  c o u r t ' s  ruling, 
thus e n d i n g  t h e  lawsuit.

c. Definitions:
1. F o r m u l a  a p p o r t i o n m e n t : If a f i r m  o p e r a t e s  in s e v e r a l  st a t e s  
and one of t h e  s t a t e s  w i s h e s  to t a x  its income, a m e t h o d  m u s t  
be c h o s e n  to d e t e r m i n e  h o w  m u c h  inc o m e  w a s  a c t u a l l y  e a r n e d  in 
the t a x i n g  state. T h e  f o r mula a p p o r t i o n m e n t  m e t h o d  l o o k s  at 
the firm's w o r l d w i d e  in c o m e  and, b y  u s e  of a formula, 
a t t r i b u t e s  p a r t  o f  it t o  t h e  t a x i n g  state. T h e  s t a n d a r d  
f o r mula us e s  t h r e e  i n d i c a t o r s  of b u s i n e s s  p r e s e n c e  in t h e  
state: payroll, p r o p e r t y  a n d  sales.

2. M o d i f i e d  . a p p o r t i o n m e n t : T h i s  is a m o d i f i e d  v e r s i o n  of 
f o r m u l a  apportio n m e n t .  It is d i f f e r e n t  b e c a u s e  of the 
s u b s t i t u t i o n  of t h e  e x t r a c t i o n  f a c t o r  for the p a y r o l l  f a c t o r  
since t h e  fo r m e r  is a b e t t e r  i n d i c a t o r  of oil i ndustry 
p r e s e n c e  in Alaska. T h e  e x t r a c t i o n  fa c t o r  h e l p s  t o  d e t e r m i n e  
income fr o m  oil p r o d u c t i o n  b y  m e a s u r i n g  the amount of a 
c o m p a n y ' s  i n - s t a t e  p r o d u c t i o n  activity. S i nce in A l a s k a  
p r o d u c t i o n  is far m o r e  p r e v a l e n t  t h a n  m a r k e t i n g  a n d  refining, 
m o d i f i e d  a p p o r t i o n m e n t  m o r e  a c c u r a t e l y  d e t e r m i n e s  oil c o m p a n y  
income a n d  p r o f i t a b i l i t y  in A l a s k a  t h a n  does t h e  s t a n d a r d  
formula a p p o r t i o n m e n t  method.

3. S e p a r a t a  a c c o u n t i n g : T h i s  m e t h o d  does not u s e  a formula to
c a r v e  o u t  a p o r t i o n  of w o r l d w i d e  income a n d  a t t r i b u t e  it to 
Alaska. Instead, it t a kes t h e  w e l l h e a d  v a l u e  of oil (gross 
income) in A l a s k a  and d e d u c t s  from it all the c o sts of 
p r o d u c t i o n  to a r r i v e  a t  n e t  income. T h i s  a m o u n t  is then 
t a x e d  a t  t h e  same c o r p o r a t e  income t a x  r a t e  t h a t  all other 
n o n - o i l  b u s i n e s s e s  pay. B e c a u s e  it is c o n s i d e r e d  b v _ m a n v  to 
be t h e  m o s t  a c c u r a t e  w a v  to measure, the valU9-_o.f_o.iJL 
p r o d u c t i o n  a c t i v i t y  it c o m e s  c l o s e s t  t o  m e a s u r i n g _ i n c o m e  
e a r n e d  o n l y  in Alaska, and therefore, the income of oil 
c o m p a n i e s  d i r e c t l y  a t t r i b u t a b l e  t o  b u s i n e s s  a c t i v i t i e s  in

IV. w h e t  i m p o r t a n t  issues a r e  i n v o l v e d  in d e c i d i n g  w h e t h e r  to 
e n act H B  353?

A. Is s e p a r a t e  a c c o u n t i n g  a better, fairer w a y  to tax the oil
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ind u s t r y  in Alaska?

B. Will H B  353 d i s c o u r a g e  f u r t h e r  e x p l o r a t i o n  and development 
of n e w  oil fields in A l a s k a ?

C. W i l l  H B  353 d e s t a b i l i z e  A l a s k a ' s  b u s i n e s s  climate?

D. H o w  wi l l  a r e t u r n  t o  sep a r a t e  a c c o u n t i n g  af f e c t  our tax 
revenues?

E. H o w  w i l l  a r e d u c t i o n  in the s e v e r a n c e  tax a f f e c t  our tax 
reven u e s ?

F. H o w  wi l l  t h e  i n e v i t a b l e  d e c l i n e  in Prudhoe Bay pro d u c t i o n  
a f f e c t  A l a s k a ' s  r e v e n u e  p i c t u r e ?

G. S h o u l d  t h e  l e g i s l a t u r e  c o n s i d e r  a n y  o t h e r  c h a n g e s  to our oil 
& g a s  t a x  s t r u cture?

H. W h a t  is t h e  c u r r e n t  st a t u s  of A r c o  v. s t a t e ?

I. W a s  t h e r e  a c o n s p i r a c y  in 1981?

J. H o w  h e a l t h y  is the oil i n d u s t r y  at pr e s e n t ?

K. H o w  do e s  t a x a t i o n  o f  t h e  oil in d u s t r y  in A l a s k a  c o m p a r e  to 
t a x a t i o n  of the i n d u s t r y  in o t h e r  states and at the federal 
level?

T h e s e  q u e s t i o n s  are a n s w e r e d  in t h e  f o l l o w i n g  sections.

V. is s e p a r a t e  a c c o u n t i n g  a b e t t e r  and fairer tax a c c o u n t i n g  
m e t h o d  for A l a s k a ?

A. Th i s  issue p o s e s  t w o  m a j o r  questions: (1) W h i c h  m e t h o d  —  
s e p a r a t e  a c c o u n t i n g  o r  f o r mula a p p o r t i o n m e n t  type of 
a c c o u n t i n g  —  b e s t  m e a s u r e s  the a m o u n t  of income e a r n e d  w i t h i n
the t a x i n g  state? A  fair t a x  wi l l  o n l y  apply to in c o m e  earned
in th a t  p a r t i c u l a r  state. (2) W h a t  is A l a s k a ' s  "fair share" 
of the oil w e a l t h  p r o v i d e d  b y  o u r  oil resources?

B. Q u e s t i o n  #1 was a n s w e r e d  by the l egislature in 1978, again
b y  A l a s k a  co u r t s  in b o t h  1983 a n d  1985, and a g ain by  t h e  US 
Su p r e m e  C o u r t  last Monday. In Aucrust. '85. the A l a s k a  Supreme 
C o u r t  s t a t e d  th a t  s e p a r a t e  a c c o u n t i n g  is the p r e v a i l i n g  method 
t h r o u g h o u t  t h e  U n i t e d  S t a t e s  for r e p o r t i n g  income from oil 
p r o d u c t i o n  b e c a u s e  it c o n f o r m s  m o r e  to a n  oil compa n y ' s  
f inancial a c c o u n t i n g  p r o c e d u r e s  and "more a c c u r a t e l y  reflects 
Income th a n  formula a p p o r t i o n m e n t . ...[T]he A l a s k a  legislature 
t u r n e d  t o  s e p a r a t e  a c c o u n t i n g  for oil p r o d u c i n g  businesses 
on l y  a f t e r  it d e t e r m i n e d  t h a t  t h e  u s e  of formula apportionment 
to c o m p u t e  A l a s k a ' s  s h are o f  oil p r o d u c t i o n  income w o uld
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s e r i o u s l y  u n d e r e s t i m a t e  t h e  p r o d u c t i o n  i n c o m e  t h a t  w as r i a h t l v  
s u b j e c t  to t a x a t i o n  b y  t h i s  s t a t e  ( e m p h a s i s  a d d e d ) , "  T h e  
C o u r t  n o t e d  further that the c a s e  of S o h i o  is the be s t  
i l l u s t r a t i o n  of t h e  s u p e r i o r i t y  of s e p a r a t e  a c c o u n t i n g  as a 
m e a n s  of a l l o c a t i n g  in c o m e  e a r n e d  in a p a r t i c u l a r  
ju r i s d i c t i o n .  D u r i n g  the p e r i o d  1978-80, S o h i o  m a i n t a i n e d  
t h a t  o n l y  10% of its payroll, 12% of its sales a n d  50% of its 
p r o p e r t y  w e r e  in Alaska. Yot its 1980 annual re p o r t  states 
t h a t  o v e r  90% of its total oil p r o d u c t i o n  d e r i v e d  from 
r e s e r v e s  in Alaska. A d d i t i o n a l l y ,  d o c u m e n t s  s u b m i t t e d  t o  t h e  
C o u r t  (and n o t  d i s p u t e d  b y  t h e  companies) i n d i c a t e  t h a t  
S o h i o ' s  e a r n i n g s  h a d  e l e v a t e d  it fr o m  17th t o  7th 
i n d ustrywide. So, the C o u r t  concluded, "... t h e  t r a d i t i o n a l  
f o r m u l a  a p p o r t i o n m e n t  m e t h o d  w o u l d  I n a d e q u a t e l y  r e f l e c t  t h e  
p h e n o m e n a l  v a l u e  of t h e  companies' oil re s e r v e s  in A l a s k a ."

C. S e p a r a t e  a c c o u n t i n g  is a l s o  s u p e r i o r  to m o d i f i e d  
a p p o r t i o n m e n t  b e c a u s e  it t a x e s  c o n v e n t i o n a l  r e c o v e r y  at 
P r u d h o e  Bay m o r e  h e a v i l y  t h a n  less p r o f i t a b l e  ventu r e s ,  s u c h  
as n e w  t e c h n o l o g y  a p p l i c a t i o n s  at Prudhoe, a n d  e x p l o r a t i o n  and 
d e v e l o p m e n t  in m a r g i n a l  fields. T h e s e  less p r o f i t a b l e  
v e n t u r e s , w i l l , a c t u a l l y _ e x p e r i e n c a  a n  Income t a x  r e d u c t i o n  
u n d e r  s e p a r a t e  a c c o u n t i n g , j u s t  as P r u d h o e  w i l l  e x p e r i e n c e  a 
t a x  increase. P r u d h o e  c a n  a f f o r d  to  p a y  m o r e  t a x e s  a n d  still 
b e  h i g h l y  p rofitable. A  1984 I n s t i t u t e  of So c i a l  & E c o n o m i c  
R e s e a r c h  (ISER) s t u d y  f o u n d  t h a t  P r u d h o e  h a d  m a d e  t h e  
c o m p a n i e s  a b o u t  $9 b i l l i o n  in n e t  p r o f i t s  a n d  t h a t  its 1982 
p r o f i t  ra t e  h o v e r e d  a r o u n d  25%. But some of the r i s k i e r  
i n v e s t m e n t s  t h a t  i n d u s t r y  is m a k i n g  in A l a s k a  t h a t  are 
e x p e c t e d  to  y i e l d  a l e s s - t h a n - a v e r a g e  p r o f i t  c o u l d  u s e  an 
a d d i t i o n a l  t a x  break. T h i s  w o u l d  b e  a m u c h  m o r e  e q u i t a b l e  
a p p r o a c h  t h a n  m o d i f i e d  a p p o r t i o n m e n t  w h i c h  taxes all i n d u s t r y  
a c t i v i t i e s  at  a p p r o x i m a t e l y  t h e  same rate r e g a r d l e s s  o f  r i s k  
a n d  e x p e c t e d  profit.

D. W i t h  r e g a r d  to q u e s t i o n  #2, A l a s k a ' s  fair s hare s h o u l d  be 
t h o u g h t  of p r i n c i p a l l y  in p h i l o s o p h i c a l  terms r a t h e r  t h a n  only 
in t e r m s  of numbers. The f o l l o w i n g  c o m m e n t s  w e r e  m a d e  in a 
j o i n t  s t a t e m e n t  fr o m  the G o v e r n o r  a n d  t h e  l e g i s l a t i v e  
l e a d e r s h i p  in March, 1981: "[ A ] n y  s i g n i f i c a n t  d e c r e a s e s  in
S t a t e  oil a n d  gas r e v e n u e s  a p p e a r  b o t h  u n w a r r a n t e d  am! 
u n s u p p o r t e d  b y  t h e  m a j o r i t y  of Alaskans. T h e  S t a t e ' 1, c u r r e n t  
level o f  t a x a t i o n  ... p r o v i d e s  t h a t  b o t h  the oil c o m p a n i e s  and 
the f e d eral g o v e r n m e n t  w i l l  r e c e i v e  g r e a t e r  shares of A l a s k a ' s  
w e a l t h  t h a n  w i l l  Alaskans. Acco r d i n g l y ,  any g r e a t e r  
p e r c e n t a g e  g r a n t e d  t h e  f o r m e r  at  the e x p e n s e  of t h e  la t t e r  
w o u l d  be  i n e q u i t a b l e  ... A l l  a g r e e  t h a t  any c h a n g e s  (to t h e  
t a x  code] t h a t  w o u l d  g i v e  l a r g e  sums of m o n e y  to t h e  oil 
i n d u s t r y  at t h e  e x p e n s e  o f  the p e o p l e  of A l a s k a  are 
u n a c c e p t a b l e . "  T h e s e  s t a t e m e n t s  e x p r e s s  the p h i l o s o p h y  b e h i n d  
A l a s k a ' s  oil and gas t a x  c o d e  a n d  p r o v i d e  a f r a m e w o r k  for 
d e t e r m i n i n g  if A l a s k a  r e c e i v e s  its fa i r  s h a r e  of t h e  oil 
wealth. T h e y  c o n t i n u e  to b e  r e l e v a n t  in 1986.



Ir.cerim Report
Page 18

E. W i t h  this p h i l o s p h y  firmly in mind, c o n s i d e r  a "shares" 
a n a l y s i s  p r e p a r e d  by  e c o n o m i s t  Eb a n  G o o d s t e i n  in m i d  1985. He 
f ound that in FY82, shares o f  oil w e a l t h  in A l a s k a  were 
d i v i d e d  as follows: i n d u s t r y  - 41%, federal g o v e r n m e n t  - 30%,
and s tate g o v e r n m e n t  - 29%. By FY85, the shares h a d  shifted 
su c h  th a t  i n dustry r e c e i v e d  50%, the federal g o v e r n m e n t  
r e c e i v e d  22% and the s tate r e c e i v e d  27%.

F. A l a s k a  is not r e c e i v i n g  its fair s h a r e  as d e f i n e d  b y  the 
G o v e r n o r  and the l e g i s l a t u r e  in 1981 b e c a u s e  its s h are has 
d e c l i n e d  w h i l e  the oil i n d u s t r y ' s  s h a r e  has increased. 
G o o d s t e i n ' s  a n a l y s i s  f u r ther su g g e s t s  th a t  the c h a n g e  from 
s e p a r a t e  a c c o u n t i n g  to m o d i f i e d  a p p o r t i o n m e n t  w a s  one of th e  
r e a s o n s  w h y  A l a s k a ' s  s h are d i m i n i s h e d  and the i n d ustry's sh a re  
i n c r e a s e d . His s t udy c o n c l u d e s  t h a t  if s e p a r a t e  a c c o u n t i n g  
h a d  n o t  b e e n  repealed, t h e  FY82 s h a r e s  w o u l d  h a v e  b e e n  42% 
industry, 30% federal g o v e r n m e n t  and 28% s t ate g o v e r n m e n t  
w h i l e  the FY85 shares w o u l d  h a v e  b e e n  47% industry, 21% 
fe d eral g o v e r n m e n t  and 33% s t a t e  govern m e n t .  A  shares 
a n a l y s i s  p r e p a r e d  b y  the H o u s e  R e s e a r c h  A g e n c y  in December, 
1985, com p a r e s  c l o s e l y  w i t h  t h e  G o o d s t e i n  a n a l y s i s  for t h e  
y e a r s  FY82 t h r o u g h  FY85.

VI. W i l l  B B  353 d i s c o u r a g e  e x p l o r a t i o n  a n d  d e v e l o p m e n t ?

A. T h e  m a j o r  d e t e r m i n a n t s  of a c o m p a n y ' s  d e c i s i o n  to  e x p l o r e  
a n d  d e v e l o p  a p a r t i c u l a r  oil f i e l d  are a v a i l a b i l i t y  o f  t h e  
oil, the p r i c e  of oil, and t h e  c o s t  of p r o d u c t i o n  in that 
p a r t i c u l a r  field. T h e s e  factors d e t e r m i n e  the r a t e  of re t u r n  
w h i c h  in tu r n  d e t e r m i n e s  w h e t h e r  o r  n o t  a field wi l l  be 
e x p l o r e d  o r  developed. S i n c e  a s t a t e ' s  t a x  rate is o n l y  one 
a s p e c t  of the co s t  of production, and the cost of p r o d u c t i o n  
is o n l y  one factor in t h e  ra t e  of r e t u r n  equation, it follows 
t h a t  the t a x  rate c a n  o n l y  p l a y  a s mall role in the company's 
final d e c i s i o n  t o  e x p l o r e  or develop. A l t h o u g h  t a x a t i o n  m a y  
h a v e  a p s y c h o l o g i c a l  af f e c t  o n  a c o m p a n y ' s  decision, it will 
r a r e l y  be the p r i n c i p a l  f a c t o r  in the d e c i s i o n  m a k i n g  process. 
T h e  overall rate of r e t u r n  is the u l t i m a t e  d e c i s i o n  _maker_.and 
t h e  rate of t a x a t i o n  o l avs o n l y  a small part in d e t e r m i n i n g 
t h a t  rate of r e t u r n . As the IS E R  r e p o r t  states: "[F]our 
fact o r s  are t y p i c a l l y  m o r e  i m p o r t a n t  t h a n  state t a x  rates in 
s h a p i n g  the p a t t e r n  of r e s o u r c e  d e v e l o p m e n t . "  T h e s e  factors 
are d e s c r i b e d  as g e o l o g i c  g o o d  fortune, o w n e r s h i p  of the 
m i n e r a l  rights, cost e n v i r o n m e n t  a n d  w o r l d  e n e r g y  prices.

B. U n l i k e  f o r mula or m o d i f i e d  f o r mula a p portionment, separate 
a c c o u n t i n g  only taxes a c o m p a n y  on p r o f i t s  m a d e  in Alaska. In 
fact, a c o m p a n y  wi l l  o n l y  p a y  a t a x  o n  p r o f i t a b l e  fields in 
A l a s k a  so th a t  if it has p r o d u c t i o n  a c t i v i t y  at P r u dhoe Bay 
a n d  e x p l o r a t o r y  a c t i v i t i e s  elsewhere, it w i l l  o n l y  p a y  taxes 
on  the P r u dhoe p r o d u c t i o n  a c t i v i t y  b e c a u s e  it d o e s  not yet 
d e r i v e  any income from its e x p l o r a t o r y  work. Moreover, 
s e p a r a t a  a c c o u n t i n g  w o u l d  a l l o w  t h e  c o m p a n y  to d e d u c t  its
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e x p l o r a t o r y  ex p e n s e s  from its P r u d h o e  t a x  liability. 
A p p o r t i o n m e n t ,  on the o t h e r  hand, t a x e s  a p o r t i o n  of a 
c o m p a n y ' s  w o r l d w i d e  income so t h e  c o m p a n y  will p a y  taxes in 
A l a s k a  e v e n  if all its p r o f i t s  w e r e  m a d e  e l s e w h e r e  and even if 
its A l a s k a n  a c t i v i t i e s  o p e r a t e  at a loss. S e p a r a t e  
a c counting, then, is a b e t t e r  i n c e n t i v e  for e x p l o r a t i o n  and 
d e v e l o p m e n t  since a c o m p a n y  w i l l  not p a v  t a xes until t h e  f i e l d  
it is e x p l o r i n g  o r  d e v e l o p i n g  s t a r t s  to p r o d u c e  and gener a t e s  
a p r o f i t , in a l e t t e r  to the H o u s e  F i n a n c e  Committee, ISER 
e c o n o m i c s  p r o f e s s o r  M a t t h e w  B e r m a n  e x p l a i n e d  this e f f e c t  as 
follows: " [ S ] e p a r a t e  a c c o u n t i n g . ..has v i r t u a l l y  no a d v erse
e f f e c t  o n  d e v e l o p m e n t  of m a r g i n a l  fields. A  fi r m  ...will ma k e  
t h e  i n v e s t m e n t  o n l y  if it e x p e c t s  s u c h  d e v e l o p m e n t  to b e  
p r o f i t a b l e  a f t e r  s u b t r a c t i n g  all taxes. Under... s e p a r a t e  
a c c o u n t i n g . . .  the p r o p o s e d  i n v e s t m e n t . . .will g e n e r a t e  a tax 
l i a b i l i t y . . .only if t h e  i n v e s t m e n t  is p r o f i t a b l e  any w a y . "  
B e r m a n  c o n tinues, " C o r p o r a t e  i n c o m e  t a x e s  a s s e s s e d  u n d e r  the 
m o d i f i e d  a p p o r t i o n m e n t  s y s t e m . .. m a y  h a v e  some a d v e r s e  e f f e c t s  
[because] a n y  investment, p r o f i t a b l e  o r  not, w i l l  g e n e r a t e  an 
A l a s k a  i n c o m e  t a x  l i a b i l i t y . "  B e r m a n  r e a c h e s  t h e  same 
c o n c l u s i o n  for e x p l o r a t i o n  of  m a r g i n a l  fields. A  m i d  1985 
i s s u e  o f  P a c i f i c  OCS. N e w s , a t r a d e  journal, m a d e  a s i m i l a r  
o b s e r v a t i o n  a b o u t  C o n o c o ' s  d e v e l o p m e n t  of  M i l n e  Point: "The
s t a r t  u p  of t h i s  f ield b e g i n s  a n e w  e r a  o f  marginal, N. S l o p e  
p r o j e c t s  ... If t h e  s t a t e  r e t u r n s  t o  the p r e - 1 9 8 2  'separate 
a c c o u n t i n g '  t a x  met h o d s ,  it c o u l d  o f f e r  a s i g n i f i c a n t  
i n c e n t i v e  to t h i s  t y p e  of s m a l l  d e v e l o p m e n t ,  b e c a u s e  it w o u l d  
be  t a x e d  o n  its o w n  p r o f i t a b i l i t y  a n d  n o t  on t h e  c o m panies' 
n a t i o n a l  p r o f i t  base."

c. E x p l o r a t i o n  a n d  d e v e l o p m e n t  t a k e s  p l a c e  in m a n y  
j u r i s d i c t i o n s  t h a t  r e q u i r e  s e p a r a t e  a c counting. F o r e i g n  
nations, the US G overnment, Oklah o m a ,  L o u i s i a n a  and 
M i s s i s s i p p i  all u t i l i z e  s e p a r a t e  a c c o u n t i n g  and all h a v e  
e x p e r i e n c e d  e x p l o r a t i o n  and d e v e l o p m e n t  activity.

D. A l t h o u g h  t h e  ind u s t r y  i n d i c a t e d  t o  the l e g i s l a t u r e  l a s t  
s e s s i o n  t h a t  a  r e t u r n  t o  s e p a r a t e  a c c o u n t i n g  w o u l d  h a m p e r  
t h e i r  e x p l o r a t i o n  and d e v e l o p m e n t  a c t i v i t i e s  in Alaska, t h eir 
a n n u a l  r e p o r t s  a p p e a r  t o  l e a d  t h e i r  s h a r e h o l d e r s  t o  a m u c h  
d i f f e r e n t  conclusion. Take, for example, t h e  annual r e p orts 
of A R C O  fr o m  1978 to 1981, t h e  y e a r s  t h a t  s e p a r a t e  a c c o u n t i n g  
w a s  o n  t h e  books. In 1978, A R C O ' s  e a r n i n g s  w e r e  u p  15%; in 
1979, t h e y  w e r e  u p  45%; in 1980, t h e y  w a r e  up 42%; and in 
1981, t h e y  w e r e  u p  s l i g h t l y  again. "As it was in 1978", ARCO 
i n f o r m e d  its s h a reholders, "t h e  N o r t h  S l o p e  of A l a s k a  w a s  a 
p r i m e  s o u r c e  o f  t h e  C o m p a n y ' s  e a r n i n g s  i m p r o v e m e n t  in 1979." 
Clearly, s e p a r a t e  a c c o u n t i n g  d i d  n o t  i n t e r f e r e  w i t h  its 
e a r n i n g s  n o r  its e x p l o r a t i o n  a n d  d e v e l o p m e n t  plans. T h e s e  
p l a n s  w e r e  in fact e x p a n d e d  d r a m a t i c a l l y  d u r i n g  the s e p a r a t e  
a c c o u n t i n g  years. T h e  1979 a n n u a l  r e p o r t  states: "For its
part, A t l a n t i c  R i c h f i e l d  h a s  d r a m a t i c a l l y  i n t e n s i f i e d  its 
s e a r c h  f o r  n e w  d o m e s t i c  r e s e r v e s  of o i l  a n d  gas."
E x p l o r a t i o n  a n d  d e v e l o p m e n t  o c c u r r e d  w i t h i n  A l a s k a  d u r i n g
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t h e s e  years. For example,- K u p a r u k  d e v e l o p m e n t  was s t a rted in 
1979 and c o m p l e t e d  in 1981, "three months ahead of schedule", 
a c c o r d i n g  to the 1981 A R C O  annual report. Surprisingly, the 
first y e a r  that AR C O  c o m p l a i n s  about its t a x  b u r d e n  to its 
s h a r e h o l d e r s  is 1982 —  a full y e a r  a f ter A l a s k a  r epealed its 
s e p a r a t e  a c c o u n t i n g  statute.

E. A c c o r d i n g  to e c o n o m i s t  Goodstein, t h e  oil compa n i e s  m a d e  sn 
m u c h  m o n e y  in A l a s k a  b e t w e e n  1982 and 1985 that S24 billion in 
p r o f i t s  w e n t  o u t s i d e . A c c o r d i n g  to A R C O  A l a s k a  p r e s i d e n t  
H a r o l d  H e i n z e ' s  r e m a r k s  to t h e  C o m m i t t e e  last spring, the 
in d u s t r y  has i n v e s t e d  a b o u t  $6 b i l l i o n  in A l a s k a  d u r i n g  this 
period. P e r h a p s  m o r e  of the $24 b i l l i o n  th a t  w e n t  o u t s i d e  
w o u l d  also ha v e  b e e n  i n v e s t e d  in A l a s k a  if separate acc o u n t i n g  
h a d  b e e n  o n  the b ooks to  e n c o u r a g e  m a r g i n a l  e x p l o r a t i o n  and 
d e v e l o p m e n t  w i t h o u t  p a y i n g  taxes.

F. HB 353 s h o u l d  a l s o _ e n c o u r a g e  e x p l o r a t i o n  and d e v e l o p m e n t  
b e c a u s e  it reduces the a m o u n t  of sever a n c e  tax that a c o m p a n y  
w o u l d  p a y . A s  V i n c e  W r i g h t  w i t h  the D e p a r t m e n t  of R e v e n u e  
p o i n t e d  o u t  to the H o u s e  F i n ance C o m m i t t e e  in May, 1985, "On 
t h e  s e v e r a n c e  t a x  side ... w h a t  y o u  h a v e  d o n e  is l o w e r e d  the 
rate f r o m  15% t o  12.25% so in fact ... this m i g h t  b e  m o r e  of 
a n  i n d u c e m e n t  t o  e x p a n d  explor a t i o n . "  For fields t h a t  h a v e  a 
15% r a t e  now, H B  353 w o u l d  r e s u l t  in a 22.4% r e d u c t i o n  in 
s e v e r a n c e  taxes.

v i i . w i l l  HB 353 c r e a t e  an u n s t a b l e  b u s i n e s s  c l i m a t e  f o r  the oil
i n d u s t r y  in Alaska?

A. S i nce H B  353 w i l l  e n c o u r a g e  e x p l o r a t i o n  and development, it 
s h o u l d  m a k e  A l a s k a ' s  b u s i n e s s  c l i m a t e  even more a t t r a c t i v e  to 
the industry.

B. S i n c e  1955, t h e  s t a t e ' s  oil tax s t r u c t u r e  has b e e n  t h r ough 
e l e v e n  m a j o r  changes. H B  353 m u s t  be v i e w e d  in this 
h i s t o r i c a l  context. A  s t a t e ' s  t a x  co d e  should b e  d y n amic and 
fle x i b l e  as we l l  as a r e f l e c t i o n  of a state's c h a ngeable 
e c o n o m i c  p i c t u r e  a n d  p u b l i c  p o l i c y  goals.

C. HB 353 d o e s  n o t  c r e a t e  any n e w  taxes. It m e r e l y  reinstates 
t a x e s  t h a t  w e r e  on t h e  b o o k s  b e f o r e  1981. Moreover, separate 
a c c o u n t i n g  was r e p e a l e d  in 1981 l a r g e l y  because of the threat 
p o s e d  b y  t h e  lawsuit. T h e  U S  S u p reme C o urt has laid that 
issue to r e s t  a n d  H B  353 m e r e l y  r e t urns our sy s t e m  t o  its 
p r e - 1 9 8 1  state. T h e  H o u s e  f l oor d e b a t e  on the 1981 amendments 
indicates th a t  a b i l l  like H B  353 was in.fact a n t i c i p a t e d - 
C o n s i d e r  t h e  c o m m e n t s  o f  the m a j o r i t y  lea d e r  in the H o u s e  at 
the ti m e  t h e  a m e n d m e n t s  w e r e  enacted: "[B]y t h a t  time... we 
s h o u l d  h a v e  an a n s w e r  t o  th a t  lawsuit. And w i t h  th a t  answer, 
w e  s h o u l d  b e  a b l e  t o  d e v e l o p  p o s s i b l y  a m o r e  c o n s i s t e n t  taxing 
p o l i c y  at th a t  time." A p p a r e n t l y  it w a s  e x p e c t e d  t h a t  the 
l e g i s l a t u r e  w o u l d  r e c o n s i d e r  its oil a n d  gas t a x  structure
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o n c e  t h e  c o n s t i t u t i o n a l  st a t u s  of s e p a r a t e  acc o u n t i n g  was 
d etermined.

D. It is p e r h a p s  mo r e  a p p r o p r i a t e  to v i e w  the legislature's 
1981 a c t i o n  as the one t h a t  c r e a t e d  an u n s t a b l e  b u s i n e s s  
climate. T h i s  is e s p e c i a l l y  t r u e  in l i ght of the fact that 
the 1981 r e v i s i o n s  d i d  c r e a t e  an  e n t i r e l y  n e w  m e t h o d  of 
a c c o u n t i n g  f o r  income t a x  liability. M o d i f i e d  a p p o r t i o n m e n t  
is n o t  u s e d  b y  a n y  o t h e r  s t a t e  t h a t  re l i e s  h e a v i l y  on oil 
p r o d u c t i o n  activity. And, w h e r e a s  s e p a r a t e  a c c o u n t i n g  was 
a d o p t e d  o n l y  a f t e r  fo u r  y e a r s  of  careful, c o m p r e h e n s i v e  study 
of all t a x  p o s s i b i l i t i e s ,  m o d i f i e d  a p p o r t i o n m e n t  w a s  a d o p t e d  
w i t h  li t t l e  a n a l y s i s  a n d  h a r d l y  any debate.

E. A n o t h e r  w a y  to l o o k  at s t a b i l i t y  is from t h e  state's p oint 
of view. A  s t a b l e  r e v e n u e  s t r e a m  t o  p r o v i d e  n e c e s s a r y  public 
s e r v i c e s  is just as i m p o r t a n t  t o  A l a s k a n s  as m a i n t a i n i n g  a 
s t a b l e  b u s i n e s s  climate. T h i s  is e s p e c i a l l y  t r u e  in light of 
t he fact t h a t  g o v e r n m e n t  d o l l a r s  in large p a r t  d e t e r m i n e  the 
h e a l t h  o f  A l a s k a ' s  economy. T h e  1981 a m e n d m e n t s  d e s t a b i l i z e d  
o u r  r e v e n u e  s t r e a m  b e c a u s e  t h e y  r e d u c e d  o u r  s h are o f _ t h e  oil
rcgnsy.t HB. 3 5 3 _ r e t u r n s  us t o  t h e  o l d  3V 3tem. r e t u r n s  us to o u r
pre-1981 -3hare-0f the wealth, and, therefore, stabilizes our 
revenue stream.

VIII. H o w  wi l l  a  r e t u r n  to s e p a r a t e  a c c o u n t i n g  a f f e c t  our t a x
reven u e s ?

A. T h e  D e p a r t m e n t  of R e v e n u e ' s  1 0 / 3 1 / 8 5  fiscal ana l y s i s  of HB 
353 s h ows that, a c c o r d i n g  t o  t h e  m e a n  r e v e n u e  projections, the 
b i l l _ w o u l d  i n c r e a s e  o u r  t a x  r e v e n u e s  by a b out $1.4 b i l l i on ' 
b e t w e e n  FY87 and FY2005. (A n e w  fiscal a n a l y s i s  f r o m  DOR is 
e x p e c t e d  in e a r l y  1986 t h a t  w i l l  a n a lyze the im p a c t  of the 
T A P S  - s e t t l e m e n t  o n  the t a x  s t r u c t u r e  p r o p o s e d  in H B  353.) 
B e g i n n i n g  in FY2000, t h e  D O R  fiscal note p r e d i c t s  t h a t  the 
s t a t e  w o u l d  m a k e  less fr o m  s e p a r a t a  a c c o u n t i n g  and the 
l o w e r i n g  of t h e  s e v e r a n c e  t a x  t h a n  if the h i g h e r  s e v e r a n c e  tax 
and m o d i f i e d  a p p o r t i o n m e n t  w e r e  in effect. T h i s  is because of 
P r u d h o e ' s  d e c l i n e  in r e l a t i o n  t o  p r o f i t s  c o m p a n i e s  will make 
e l s e w h e r e  in the w o r l d . .

B. It is d i s t u r b i n g  to n o t e  t h a t  the D e p a r t m e n t ' s  a n a l y s i s  
s hows t h a t  t h g - l 9 9 l - t a x-£hflng§-9 h a v g  ,cogt-tft,3_s_tat,Q 
a p p r o x i m a t e l y  $850 m i l l i o n  in t a x  r e v e n u e s  from FY82 t h r ough 
the e n d  o f  t h e  c u r r e n t  fiscal year.

IX. H o w  will the p r o p o s e d  s e v e r a n c e  t a x  a f f e c t  o u r  tax r e v e n u e s ?

A. B e c a u s e  H B  353 l o w e r s  the n o m i n a l  s e v e r a n c e  tax rate from 
15% t o  12.25%, s a v a r a r ct t a x  rev®nu<as are reduced. However, 
b e c a u s e  o f  t h e  s e p a r a t e  a c c o u n t i n g  impact, overall tax 
r e v e n u e s  are i n c r e a s e d  (see p r e v i o u s  s e c t i o n ) . The DOR fiscal 
note s h ows t h a t  if the n o m i n a l  ra t e  w a s  n o t  r e d uced in H B  353,
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the state w o u l d  gain an a d d i t i o n a l  $1.5 bill i o n  b e t w e e n  FY37 
and FY2005 or a total a d d i t i o n a l  g a i n  of a p p r o x i m a t e l y  $2.9 
b i l l i o n  from r e i m p o s i t i o n  of se p a r a t e  a c c o u n t i n g  and leaving 
the n o m i n a l  sever a n c e  t a x  ra t e  at 15%.

B. It is important to u n d e r s t a n d  a n o t h e r  impact of red u c i n g  the 
no m i n a l  s e v e r a n c e  tax. The ac t u a l  s e v e r a n c e  ta.r paid by the 
t a x p a y e r  d e p e n d s  on the e c o n o m i c  l i mit factor ( E L F ) . When 
a p p l i e d  to the nominal rate, the ELF r e d uces the effective 
rate and t h e r e f o r e  the ac t u a l  a m o u n t  of s e v e rance tax that is 
p a i d  t o  the state. B e g i n n i n g  in FY88 wh e n  Prud h o e  production 
st a r t s  to decline, t h e  E L F  w i l l  c a u s e  our sever a n c e  tay 
r e c e i p t s  to decl i n e  d r a m a t i c a l l y  b e c a u s e  it will lover our 
s e v e r a n c e  tax rev e n u e s  from P r u d h o e  c o n s i d e r a b l y . A c c o r d i n g  
to  DOR's J u n e  1985 r e v e n u e  forecast, FY88 s e v e r a n c e  tax 
r e c e i p t s  w i l l  b e  $230 m i l l i o n  less t h a n  FY07 receipts, s ince 
H B  353 d rops the n o m inal rate, th a t  ch a n g e  in c o m b i n a t i o n  with 
the ELF w i l l  in c r e a s e  the $230 m i l l i o n  drop by a n o t h e r  $143 
million, a c c o r d i n g  t o  c a l c u l a t i o n s  m a d e  from 0MB data.

C. A n  0 M B  a n a l y s i s  indicates t h a t  repeal of the E L F  c o u l d  b r i n g  
th e  s t ate an a d d itional $2.4 b i l l i o n  in r e venues from FY87 to 
F Y 9 4 .

D. The ELF w a s  d e v e l o p e d  b e c a u s e  it was t h o u g h t  t h a t  the b u r d e n  
of the sever a n c e  tax w o u l d  t e n d  t o  c l o s e  a field do w n  b e f o r e  
all t h e  oil was t a k e n  o u t  of it. T h e  E L F  is d e s i g n e d  to 
p r o l o n g  the life of a f i eld ~  and t h e r e f o r e  stretch oil 
re v e n u e s  out further o v e r  t i m e  —  by  l o w e r i n g  t h e  t a x  b u r d e n  
w h e n  the field is n o t  p r o d u c i n g  v e r y  m u c h  oil. But in its 
1984 report, I S E R  c o n c l u d e d  t h a t  t h e  E L F  does not do a v e r y  
g o o d  job of s t r e t c h i n g  o u t  o u r  revenues; in fact it only adds 
an add i t i o n a l  y e a r  o r  t w o  to t h e  r e v e n u e  stream. However, the 
re p o r t  does c o nclude t h a t  the ELF is v a l u a b l e  as an incentive 
to explore and d e v e l o p  m a r g i n a l  fields. This is b e c ause 
m a r g i n a l  fields g e n e r a l l y  h a v e  l o w e r  p r o d u c t i o n  rates per 
well, so t h a t  the ELF s i g n i f i c a n t l y  lowers t h eir actual 
s e v e r a n c e  t a x  burden. T h e s e  c o n c l u s i o n s  suggest that further 
c o n s i d e r a t i o n  of the E L F's impact on r evenues and pro d u c t i o n  
is w a r r a n t e d  and that it s h o u l d  b e  lo o k e d  at cn a n  individual 
fi eld b a s i s  since it m a y  e n c o u r a g e  p r o d u c t i o n  w h e r e  there 
o t h e r w i s e  m i g h t  not b e  any, s u c h  as in a mar g i n a l  field, b u t  
m a y  n o t  h a v e  its int e n d e d  e f f e c t  o n  a v e r y  p r o f i t a b l e  field, 
such as Prudhoe Bay. (Another c h a p t e r  of this report deals 
s p e c i f i c a l l y  w i t h  this p r o b l e m  a n d ' p r o p o s e s  one s o l u t i o n  to 
it.)

X. H o w  does the d e c l i n e  of P r u d h o e  B a y  affect our revenues?

A. P r u d h o e  Bay p r o d u c t i o n  t o  d a t e  far o u t w e i g h s  p r o d u c t i o n  from 
a n y  o t h e r  field in Alaska. T h e  IS E R  s tudy shows that of the 
3.6 b i l l i o n  b a r rels of oil p r o d u c e d  in .'laska from 1959 to 
1983, a bout 3.2 b i l l i o n  o f  t h o s e  barrel*. —  or  90.3% came out 
of P r u dhoe ev e n  t h o u g h  t h e  f i eld d i d  not start p r o d u c t i o n
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u n t i l  1977. ISER also forecast p r o d u c t i o n  in the future and 
f o und a s i m i l a r  pattern. U s i n g  IS E R ' s  b a s e  ca s e  assump t i o n s  
(real w e l l h e a d  p r i c e  of $ 1 7 . 5 0  p e r  barrel, d e c l i n i n g  TAPS 
tariff, a n d  no change in the federal o r  state t a x  s t r u c t u r e ) , 
of t h e  8.9 b i l l i o n  b a r r e l s  l i k e l y  to b e  p r o d u c e d  b e t w e e n  1983 
and 2010, a bout 6.9 b i l lion —  or  7 9 . 4 %  —  will come from 
Prudhoe. T h e s e  figures s h o w  t h a t  the P r u d h o e  B a y  field is 
e x t r e m e l y  impor t a n t  to A l a s k a ' s  r e v e n u e  stability. One draws 
t h e  s a m e  c o n c l u s i o n  from the f o l l o w i n g  chart, w h i c h  depicts 
p r o d u c t i o n  for FY85 t h r o u g h  FY98.

PROJECTED DAILY OIL PRODUCTION
WITH SLOPK FICLDI 

(UUI0N3 OP RAMILS Ptn OAV)

ES SM.BUM)
a oiMfl 
a wars*
Q  USBLR«
■ BOOTT
■ MINRPCNT 
Q  MMUKHVSI 
II PRflCHKV

88 87 as 89 90 91 92 93 94 93 u  97 U
riJCAL YEAR

XUHt IH J. Din. or AIVDAJS fAOOUCTION MUCAJT

B. As P r u d h o e  d e c l i n e s  then, s o  do our revenues. What is 
p e r h a p s  less a p p a r e n t  is t h a t  a n a l y s i s  of f u t u r e  oil 
p r o d u c t i o n  shows t h a t  e v e n  if all the c u r r e n t l y  k n own marginal 
fl^lds__are developed, t heir c o m b i n e d  p r o d u c t i o n  c a n n o t  m a k e  up 
f o r  the, d e c l i n e  of Frudhoe. Lease, tax,, a n d  o t h e r  r e v e n u e  
from d e v e l o p m e n t  of t h e s e  fields w i l l  n o t  c o m e  c lose to 
p r o v i d i n g  A l a s k a  w i t h  the w e a l t h  it n o w  re c e i v e s  from .Prudhoe 
B a v . As K a y  Brown, D i r e c t o r  of t h e  D i v i s i o n  of Oil & Gas 
s t a t e d  to t h e  P e r m a n e n t  Fu n d  trustees, » [B]ased on c u r r e n t  
knowledge, it is u n l i k e l y  t h a t  n e w  oil and gas d i s c o v e r i e s  
fr o m  s t a t e  lands a l o n e  w i l l  b e  s u f f i c i e n t  t o  offset the 
d e c l i n e  in the m a i n  P r u d h o e  R e s e r v o i r .  M o s t  of the r e m a i n i n g  
b e s t  p r o s p e c t s  a p p e a r  to b e  i n  federal w a t e r s  a n d  p e r h a p s  in 
t h e  A r c t i c  N a t i o n a l  W i l d l i f e  R e f u g e . "  The D i v i s i o n  of o i l  &
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G a s  e s t i m a t e s  th a t  about 62% of r e c o v e r a b l e  state reserves in 
A l a s k a  are in the Sad.lerochit (Prudhoe Bay) reservoir.

C . T h e  i m p o r t a n c e  of P r u d h o e  to our r e v e n u e  s t a b i l i t y  should he> 
a d r i v i n g  force in d e t e r m i n i n g  the fu t u r e  of Alaska's oil and 
ga s  t a x  s t r u c t u r e . It is c e r t a i n l y  a v a l i d  p u b l i c  policy goal 
to tax the t r e m e n d o u s  profits o f  P r u d h o e  Bay. Policy makers 
s h o u l d  not f o r g e t  th a t  revenue from p r o d u c t i o n  in new fields 
is not g o i n g  to m a k e  up for t h e  loss of P r u d h o e  Bay revenues. 
T h e  $24 b i l l i o n  in p r o f i t s  t h a t  t h e  c o m p a n i e s  t o o k  out of 
A l a s k a  in t h e  last fo u r  y e ars is g o n e  forever; it would be a 
m i s t a k e  to c o n t i n u e  e n c o u r a g i n g  t h e m  to take t h e i r  money 
elsewhere.

D. A l t h o u g h  m u c h  of A l a s k a ' s  oil r e s e r v e s  lie off shore, 
d e v e l o p m e n t  of t h e s e  resources wi l l  not b e  a p a n acea for the 
d e c l i n e  of Prudhoe, either. T h e s e  r e s o u r c e s  are o w n e d  by t h e  
fede r a l  g o v e r n m e n t  a n d  therefore, m o s t  t a x  a n d  o ther r e v e n u e  
b e n e f i t s  w i l l  fl o w  b a c k  to the feds, n r t  to t h e  state. The 
o n l y  t a x e s  t h a t  the s tate will g e t  a r e  p r o p e r t y  t a xes from 
o n s h o r e  facilities. It w i l l  n o t  g e t  a n y  l ease p a y m e n t s  
(except f r o m  3-6 m i l e s  o f f s h o r e  if P r e s i d e n t  R e a g a n  a p p r o v e s  a 
b i l l  t h a t  m a y  be t a k e n  up a g a i n  by C o n g r e s s  in e a r l y  1986).

XI. s h o u l d  any a d d i t i o n a l  changes to t h e  t a x  coe?.» be  c o n s i d e r e d ?

A. Ideally, t h e  A l a s k a n  tax c o d e  w i l l  p r o v i d e  r e v e n u e  s t a b i l i t y  
to the s t a t e  even w h e n  m a r k e t  f o r c e s  b r i n g  about lower oil 
p r i c e s  a n d  e v e n  w h e n  t h e  q u a n t i t y  of  oil in A l a s k a  that can be 
t a x e d  d i m i n i s h e s .  M e a s u r i n g  p r i c e  a n d  q u a n t i t y  s e n s i t i v i t y  is 
n o t  easy, however.

B. S e c t i o n  VI d i s c u s s e s  the fact t h a t  s e p a r a t e  a c c o u n t i n g  is a 
b e t t e r  i n c e n t i v e  for e x p l o r a t i o n  a n d  d e v e l o p m e n t  than modified 
a p p o r t i o n m e n t  b e c a u s e  it o n l y  r e q u i r e s  t h e  p a y m e n t  of taxes 
w h e n  a f ield is profitable. M a n y  e c o n o m i s t s  b e l i e v e  that a 
st ate c a n  f a c ilitate e x p l o r a t i o n  a n d . d e v e l o p m e n t  of_mar_ginal 
oil fields if it increases the r e l i a n c e  on..income.jtaxe.s_and 
d e c r e a s e s  t h e  r e l i a n c e  on s e v e r a n c e  t a x e s  in the m a rginal 
f i e l d s . In o t h e r  words, t h e  s t ate s h o u l d  con s i d e r  e mphasizing 
t a x a t i o n  of net in c o m e  instead of g r o s s  income in marginal 
fields. For this reason, P r o f e s s o r  B e r m a n  c o n c l u d e s  that, for 
m a r g i n a l  fields, net income t a xes a n d  n e t  pr o f i t  shares in 
leases a r e  s u p e r i o r  t o  excise (such as severance) taxes and 
r o y a l t y  s h a r e s  in leases b e c a u s e  a c o m p a n y  shares pr o f i t  with 
go vernment, not inc o m e  th a t  j u s t  co v e r s  expenses. Although 
1986 m a y  n o t  be t h e  a p p r o p r i a t e  t i m e  to c o n s i d e r  a complete 
o v e r h a u l  of o u r  t a x  a n d  l e a s i n g  policies, some comprehensive 
c h a n g e s  m a y  e v e n t u a l l y  be desirable.

XII. W h a t  i s  t h e  c u r rent status of  A R C O  v. S t a t e ?

A. T h e  A l a s k a  S u p r e m e  C o u r t  r u l e d  u n a n i m o u s l y  in the state's
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f a v o r  on A u g u s t  16, 1985. The d e c i s i o n  fully s u p p o r t e d  the 
s t a t e ' s  p o s i t i o n  th a t  s e p a r a t e  a c c o u n t i n g  is c o n s t i t u t i o n a l  in 
e v e r y  respect.

B. In fact, the S u p r e m e  C o urt w e n t  ev e n  f a r t h e r  t h a n  it h a d  to 
in u p h o l d i n g  t h e  l o w e r  c o u r t ' s  decision. I n s t e a d  of stating 
t h a t  s e p a r a t e  a c c o u n t i n g  was a n  a c c e p t a b l e  m e t h o d  of tax 
a c c o u n t i n g ,  it s t a t e d  that, f o r  Alaska, sep a r a t e  a c c o u n t i n g  is 
p r e f e r a b l e  to f o r m u l a  a p p o r t ionment. (See s e c t i o n  V  for 
f u r t h e r  details.)

C. T h e  oil c o m p a n i e s  d e c l i n e d  t o  p e t i t i o n  the A l a s k a  S u p reme 
C o u r t  for a r e h e a r i n g  of the case. In November, 1985 they 
a p p e a l e d  t h e  d e c i s i o n  to the US  S u p r e m e  Court. T h e  justices 
d e c l i n e d  to  t a k e  the case on J a n u a r y  13, 1986, t h u s  ending the 
lawsuit.

D. T h o u g h  t h e  i n d u s t r y  c h a l l e n g e d  t h e  u s e  of s e p a r a t e  
a c c o u n t i n g  in Alaska, it has a r g u e d  s t r e n u o u s l y  t o  b e  allowed 
t o  u s e  it in o t h e r  states. I n  at l e a s t  two states, W i s c o n s i n  
a n d  S o u t h  Carolina, t h e  i n d u s t r y  t o o k  t h e i r  a r g u m e n t s  to t h e  
t o p  l e v e l s  of  t h e  c o u r t  s y s t e m  —  t o  t h e  s t a t e  s u p r e m e  c o urt 
in S o u t h  C a r o l i n a  a n d  to the US  S u p r e m e  C o u r t  in the W i s c o n s i n  
case. Also, b e f o r e  P r u d h o e  B a y  w a s  in t h e  p r o d u c t i o n  stage, 
t h e  i n d u s t r y  t r i e d  t o  file s e p a r a t e  a c c o u n t i n g  r e t u r n s  in 
Alaska. T h i s  d e m o n s t r a t e s  t h a t  t h e  i n d u s t r y  is i n t e r e s t e d  in 
s e p a r a t e  a c c o u n t i n g  w h e n  it lo w e r s  its t a x  b u r den; in o t h e r  
words, w h e n  its o p e r a t i o n s  in a s t a t e  a r e  less p r o f i t a b l e  than 
t h e  i n d u s t r y  average.

XIII. Was t h e r e  a c o n s p i r a c y  in 1981?

A. It h a s  b e e n  s u g g e s t e d  th a t  t h e  o i l  c o m p a n i e s  a n d  the 
D e p a r t m e n t  o f  R e v e n u e  c o n s p i r e d  to c o n v i n c e  the l e g i s l a t u r e  to 
e n a c t  a m e n d m e n t s  in 1981 t h a t  s u b s t a n t i a l l y  l o w e r e d  o u r  fair 
s h a r e  of  A l a s k a n  oil wealth. A l t h o u g h  this p o i n t  of v i e w  is 
s t r e n g t h e n e d  b y  t h e  fact th a t  the 1981 a m e n d m e n t s  n o w  appear 
to h a v e  c o s t  t h e  s t a t e  a b o u t  $850 m i l l i o n ,  a n  a n a l y s i s  
p r e p a r e d  b y  O M B  s u g g e s t s  th a t  t h s ^ e  p r o b a b l y  was n o  
c o n s p i r a c y .  T h e  fiscal i n f o r m a t i o n  p r o v i d e d  by  t h e  companies 
to the d e p a r t m e n t ,  w h i c h  in t u r n  w a s  u s e d  to  p r e p a r e  the 
l e g i s l a t i o n ' s  fiscal note, has t u r n e d  o u t  to  be wrong. But it 
d o c s  n o t  a p p e a r  l i k e l y  t h a t  w r o n g  i n f o r m a t i o n  was 
i n t e n t i o n a l l y  provi d e d .  A c c o r d i n g  t o  G r e g g  Erickson, Senior 
E c o n o m i s t  a t  OMB, "I k n o w  of n o  e v i d e n c e  w h i c h  w o u l d  
p o s i t i v e l y  ru l e  o u t  t h e  p o s s i b i l i t y  t h a t  th i s  d i s c r e p a n c y  
r e s u l t e d  f r o m  a n  e f f o r t  t o  mislead; ... a m o r e  p l a u s i b l e  
e x p l a n a t i o n  is t h a t  t h e  oil c o m p a n y  e x p e r t s  s i m p l y  goofed."

B. A l t h o u g h  t h e  a b o v e  i n f o r m a t i o n  is interesting, w h a t  did or 
d i d  n o t  h a p p e n  in 1981 sh o u l d  n o t  b e  the m o t i v a t i o n  for a
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r e t u r n  to our p r e - 8 1  tax structure. Rather, the mot i v a t i n g  
f orces s h o u l d  be su c h  a s p e c t s  of HB 353 as the s u p e r i o r i t y  of 
s e p a r a t e  a c c o u n t i n g  as e v i d e n c e d  by the r e c e n t  c o u r t  ruling, 
its i n c e n t i v e s  for e x p l o r a t i o n  a n d  development, and the goal 
of r e s t o r i n g  A l a s k a ' s  fair share of t h e  w e a l t h  crea t e d  by  our 
a b u n d a n t  oil. In this c o n t e x t  it is i n t e r e s t i n g  to note that 
w h e n  the l e g i s l a t u r e  e n a c t e d  the 1981 changes, it d i d  n o t  
re p e a l  t h e  f i n d i n g s  section of the o r i g i n a l  1978 statute w h i c h  
s t a t e d  t h e  s u p e r i o r i t y  of s e p a r a t e  a c c o u n t i n g  ov e r  an 
a p p o r t i o n m e n t  m e t h o d .

XIV. Is the oil i n d u s t r y  h e althy?

A. It w o u l d  c e r t a i n l y  a p p e a r  that E x x o n  is healthy. A  recent 
B u s i n e s s  W e e k  a r t i c l e  m a d e  t h e  f o l l o w i n g  observations: "The
o n l y  s u r p l u s  a t  E x x o n  Corp. is a s u r plus of  cash. ... The
b o t t o m  l i n e  is t h a t  E x x o n  c a n  m a k e  a ni c e  l i v i n g  e v e n  if the 
p r i c e  of oil f alls q u i t e  a b i t  more. ... S a l o m o n  Bros, 
e s t i m a t e s  t h a t  E x x o n  w i l l  h a v e  as m u c h  as S7 b i l l i o n  in spare 
cash to s p e n d  t h r o u g h  1 9 8 8 . ...In fact, E x x o n ' s  real
l i m i t a t i o n  is n o t  a l a c k  of m o n e y  but of e n o u g h  p l a c e s  in
w h i c h  to i n v e s t  it p r o f i t a b l y . "  B e c a u s e  p r i c e s  are d o w n  right 
now, E x x o n  is fru g a l  w i t h  i n v e s t m e n t s  and c a u t i o u s  a b o u t  the 
future. B u t  it  is h a r d l y  s u f f e r i n g  a n d  c o u l d n ' t  be a c c u r a t e l y  
c h a r a c t e r i z e d  as a n y t h i n g  b u t  v e r y  healthy.

B. T h e  l e g i s l a t u r e  c o m m i s s i o n e d  a r e p o r t  b y  T a n z e r  E c o n o m i c  
A s s o c i a t e s ,  Inc. in 1977. A m o n g  o t h e r  things, the r e p o r t  
e x a m i n e d  m a n y  h i s t o r i c a l  examples of t a x  c h a n g e s  t h r o u g h o u t  
t h e  world. It c o n c l u d e d  th a t  "there is o n e  effect al m o s t  
i n v a r i a b l y  c a u s e d  b y  s u c h  t a x  changes. Namely, an almost 
a u t o m a t i c  r e a c t i o n  of t h e  oil c o m p a n i e s  to c l aim t h a t  such 
i n c r e a s e d  t a x a t i o n  will force t h e m  to look e l s e w h e r e  for 
i n c r e a s e d  f u t u r e  production. T h e s e  c l a i m s  are sometimes 
b a c k e d  u p  b y  actions, a i m e d  at g e t t i n g  the c o u n t r y  t o  rescind 
t h e  t a x  increase, s u c h  as t e m p o r a r i l y  c u t t i n g  p r e s e n t  
p r o d u c t i o n  or r e d u c i n g  e x p l o r a t i o n  and d e v e l o p m e n t  efforts. 
...Some of the a c t i o n s  and m u c h  of the r h e t o r i c  ... is 
'theater', a i m e d  a t  i m p r o v i n g  a b a r g a i n i n g  position, and often 
n e e d s  to b e  t a k e n  w i t h  a v e r y  large g r a i n  of salt." One can 
i n f e r  fr o m  t h i s  o b s e r v a t i o n  th a t  the i n d u s t r y  wi l l  often 
e x a g g e r a t e  h o w  it w i l l  b e  a f f e c t e d  by a t a x  change in order to 
k e e p  the c h a n g e  from occurring.

C. In 1985, t h e  i n d u s t r y  uses the c u r r e n t  p r o d u c t i o n  surplus 
a n d  p r i c e  d e c l i n e  p a t t e r n  as j u s t i f i c a t i o n  for layiny off 
h u n d r e d s  o f  A l a s k a n s  a n d  c u t ting d a i l y  r a tes p a i d  to the 
v a r i o u s  o i l  i n d u s t r y  support c o m p a n i e s  th a t  operate on the 
Slope. N o t  s u r p r i s i n g l y ,  it also c omes to J u n e a u  and 
c o m p l a i n s  b i t t e r l y  a b o u t  HB 353, i m p l y i n g  t h a t  the bill is 
f o r c i n g  it to c u t  b a c k  a n d  t o  c o n s i d e r  l e a v i n g  Alaska.
I n d u s t r y  t e s t i m o n y  is d i f f i c u l t  t o  a c c e p t  s i n c e  we  kn o w  it is 
no t  l e a v i n g  Alaska, w i t h  our P r u dhoe b o n a n z a  and our
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u n d e v e l o p e d  reserves, and s ince we k n o w  that HB 353 p r ovides 
th e  p r o p e r  i n c e n t i v e s  to stay. It b e c o m e s  e v e n  h a r d e r  to 
a c c e p t  w h e n  one c o n s i d e r s  the m a j o r  fa c t o r  t h a t  e x p l a i n s  the 
majors' c u r r e n t  r e s t r u c t u r i n g  efforts. B e c a u s e  of  f a l l i n g  
w o r l d  oil prices, the fear of t a k e o v e r  is p r e v a l e n t  1q  
i n d u s t r y  t h i n k i n g and t h e d e s i r e  to _ c u t  c osts to a m i n i m u m  i c  
r e a l l y  m o t i v a t e d  by. t h e . n e e d  t o  ha v e  en o u g h  c a s h  ar o u n d  tn 
p r o h l b l t _ a n  u n f r l e n d l y - t a k e o v e r  for in t h e  c a s e  o f  some 
majors, to a c q u i r e  less h e a lthy c o m p a n i e s ^ . Furthermore, 
d e c l i n i n g  oil p r i c e s  is a m a j o r  factor i nthe majors' cut backs 
in e x p l o r a t i o n  activity.

XV. H o w  do e s  t a x a t i o n  of  tha i n d u s t r y  in A l a s k a  c o m p a r e  to
t a x a t i o n  in o t h e r  st a t e s  a n d  at the f e d e r a l  level?

A. O f  t h e  t o p  five oil p r o d u c i n g  states —  Alaska, California, 
Texas, O k l a h o m a  a n d  Louisiana, two c u r r e n t l y  r e q u i r e  t h e  use 
of s e p a r a t e  a c c o u n t i n g  to d e t e r m i n e  i n c o m e  d e r i v e d  from oil 
produc t i o n .  T h e s e  states are L o u i s i a n a  a n d  Oklahoma. 
C a l i f o r n i a  u t i l i z e s  f o r m u l a  a p p o r t i o n m e n t  and T e x a s  d o e s  not 
h a v e  a c o r p o r a t e  in c o m e  tax. (Actually C a l i f o r n i a  d o e s  
r e q u i r e  s e p a r a t e  a c c o u n t i n g  in c a s e s  w h e r e  f o r m u l a  
a p p o r t i o n m e n t  u n d e r  r e p r e s e n t s  income g e n e r a t i o n  w i t h i n  t h e  
state.) In addition, the U n i t e d  States g o v e r n m e n t  r e q u i r e s  
the u s e  o f  s e p a r a t e  a c c o u n t i n g  in c e r t a i n  instances.
M oreo v e r ,  P.rs_sldent- R e a g a n  has r e c e n t l y  t a k e n  an a c t i v e  stance 
a g a i n s t  f o r m u l a  a p p o r t i o n m e n t  b a s e d  on w o r l d w i d e  c o m b i n a t i o n . 
S i n c e  a p p o r t i o n m e n t  t a x e s  a p o r t i o n  of a c o m p a n y ' s  w o r l d w i d e  
income, so m e  i m p o r t a n t  US t r a d i n g  p a r t n e r s  o p p o s e  it b e c a u s e  
t h e y  feel t h a t  A m e r i c a n  states t a k e  t a x  d o l l a r s  a w a y  f r o m  
them. Thus, R e a g a n  h a s  a s k e d  C o n g r e s s  to p r o h i b i t  the use of 
this k i n d  of f o r m u l a  a p p o r t i o n m e n t  a t  the state level.

B. A n o t h e r  w a y  to c o m p a r e  t a x a t i o n  of the i n d u s t r y  in A l a s k a  to 
i ndustry t a x a t i o n  e l s e w h e r e  is t o  c o m p a r e  how m u c h  is 
c o l l e c t e d  by s t a t e s  f r o m  t h e  w h o l e  t a x  c o d e  a n d  l e a s i n g  
structure, n o t  j u s t  t h e  income tax. The IS E R  s t u d y  c ompared 
tax and l e a s i n g  p o l i c i e s  in A l a s k a  t o  su c h  p o l i c i e s  in Texas 
and c o n c l u d e d  t h a t  "... A l a s k a  a n d  T e x a s  c o l l e c t e d  
a p p r o x i m a t e l y  t h e  same am o u n t  of  r e v enue from oil and gas 
p r o d u c t i o n . "  T h i s  is i n t e r e s t i n g  b e c a u s e  the t a x  a n d  leasing 
s t r u c t u r e  in T e x a s  and A l a s k a  a r e  v e r y  d i f f e r e n t  yet, 
essentially, i n d u s t r y  is t r e a t e d  the same. A l a s k a  should not 
be j u d g e d  bv w h e t h e r  it has a s e p a r a t e  a c c o u n t i n g  o r  a formula

t a x .P u t  r a t h er, fry, h oy, It s ^ s L i c ies
a g _ ^ w_h9;L3_iTOPfls . t . , . . g . i i ,i n d u s t r y .

XVI. c o n c l u s i o n

A. H B  353 is w e l l  c o n s t r u c t e d  t a x  r e f o r m  legislation. It is an 
a t t e m p t  t o  r e s t o r e  A l a s k a ' s  fair s h are of the oil w e a l t h _ t o  
p r o v i d e  A l a s k a n s  w i t h  d e s i r e d  p u b l i c  ser/vlces, p r o v i d e . a n  
a t m o s p h e r e  t h a t  e n c o u r a g e s  the oil i n d u s t r y  to r e m a i n  in 
Alaska, and r e t u r n  A l a s k a ' s  tax s t r u c t u r e  to.the, e x h a u s t i v e l y



s t u d i e d  a n d  c a r e f u l l y  r e f i n e d  o n e  t h a t  e x i s t e d  b e f o r e  it was 
c h a l l e n g e d  b v  t h e  oil c o m p a n i e s  in t h e  l a t e  1 9 7 0 s .







It is g e n e r a l l y  k n o w n  that oil p r o d u c e r s  in A l a s k a  are 

a s s e s s e d  s e v e r a n c e  tax rates of 12.25 or 15 percent. 

However, it m a y  n o t  be so w e l l  k n o w n  t h a t  the ac t u a l  tax 

r a t e s  t h e y  p a y  a. ,*e m u c h  l o w e r  t h a n  t h i s  b e c a u s e  of the 

e c o n o m i c  l i mit factor o r  ELF. (A s e v e r a n c e  t a x  or 

p r o d u c t i o n  t a x  is a flat tax b a s e d  s o l e l y  on t h e  amount 

produced? in contrast, an in c o m e  tax is b a s e d  o n  profits.)

The ELF is a s t a t u t o r y  r e d u c t i o n  to t h e  s e v e r a n c e  tax. 

It w a s  a d o p t e d  in 1 9 7 7 1 to p r o m o t e  p r o d u c t i o n  o n  oil and 

gas fi e l d s  w i t h  l o w  o u t p u t  a n d  p r e s u m a b l y  l i t t l e  profit.

As  t h e  c o s t  o f  p r o d u c i n g  the oil gets c l o s e r  to  its v a l u e  

—  t h e  e c o n o m i c  l i mit —  the ELF r e d u c e s  t h e  t a x  th a t  is 

owed. W h e n  a field reaches t h e  e c o n o m i c  limit the ELF 

r e d u c e s  t h e  s e v e r a n c e  t a x  to 0. The E L F  is a p p lied to b o t h  

oil a n d  gas, b u t  t h i s  d i s c u s s i o n  d e a l s  o n l y  w i t h  oil.

In. p r a c t i c a l  terms, the ELF d r a m a t i c a l l y  r e d u c e s  the 

s t a t e ' s  b a s e  s e v e r a n c e  t a x  r a t e s  of 12.25% or 15% on  all 

fields. P r u d h o e  B a y  is t e m p o r a r y  e x c e p t i o n  t o  this

I. Introduction

In a n t i c i p a t i o n  o f  N o r t h  S l o p e  p roduction, the 
D e p a r t m e n t  of R e v e n u e  r e c o m m e n d e d  the ELF in its exh a u s t i v e  
1977 study: " A l a s k a ' s  O i l  a n d  Gas T a x  Structure: A  Study 
w i t h  R e c o m m e n d a t i o n s  for I m p r o v e m e n t . "  P r e v i o u s l y  a 
" s t a i r-step" a p p r o a c h  t o  s e v e r a n c e  t a x e s  w a s  used, k e y e d  to 
Co o k  I n let production, w i t h  g r a d u a t e d  r a t e s  to 8 percent. 
The E L F  i m p r o v e d  u p o n  t h e  s t a i r  steps, r e t a i n i n g  the idea 
that the t a x  s h o u l d  be r e d u c e d  as p r o d u c t i o n  declined. T h e  
ELF al s o  w a s  a b l e  t o  a d j u s t  t a x  r ates for b o t h  h i g h - v o l u m e  
N o r t h  S l o p e  fields and the l o w e r - v o l u m e  C o o k  Inlet fields.



b e c a u s e  of a p r o v i s i o n  that sus p e n d s  the ELF for 10 years 

on h i g h  v o l u m e  fields. However, in FY 88 the 10-year limit 

e x p i r e s  and P r u d h o e  w i l l  also e njoy tax c o n c e s s i o n s  of the 

ELF —  a n d  t h e  s t ate will lose $156 million, a c c o r d i n g  to 

0MB c a l c u l a t i o n s  (see A t t a c h m e n t  A). A n o t h e r  exam p l e  is 

Kuparuk. In FY 86 the ELF r e d u c e d  K u p a r u k ' s  e f f e c t i v e  

s e v e r a n c e  t a x  r a t e  to 6%, a n d  t h e  s t ate lo s t  $58 m i llion.

An  u n f o r e s e e n  c o n s e q u e n c e  o f  t h e  ELF is that it will 

g r e a t l y  r e d u c e  t h e  s e v e r a n c e  t a x  r a t e s  o n  m o s t  of the 

fields t h a t  h a v e  y e t  t o  b e g i n  p r o d ucing. For example, in 

FY 90 t h e  e f f e c t i v e  s e v e r a n c e  t a x  r a t e  for L i s b u r n e  w i l l  be 

3% a n d  f o r  E n d i c o t t  it wi l l  be  4%. T h e s e  c a s e s  s h o w  t h a t  

the ELF is a c t u a l l y  p r o v i d i n g  t h e s e  m a r g i n a l  fie l d s  w i t h  a 

s u b s t a n t i a l  i n c e n t i v e  —  r e d u c i n g  c o s t s  a t  f i eld start-up.

The E L F ' s  ori g i n a l  goal w a s  to e x t e n d  the life of 

fields, a n d  th u s  e x t e n d  r e v e n u e s  to t h e  state. However, 

one s t u d y  s h o w s  t h a t  t h e  ELF o n l y  p r o l o n g s  a f i e l d ' s  life 

for one o r  t w o  years, t h u s  its d i r e c t  b e n e f i t  t o  t h e  state 

is limited. N o n e t h e l e s s ,  t h e  E L F  d o e s  a p p e a r  t o  p r o v i d e  an 

i n c e n t i v e  to d e v e l o p e r s  of m a r g i n a l  fields b e c a u s e  it 

r e d u c e s  t h e  s e v e r a n c e  t a x  rate. If t h e  E L F  w e r e  

eliminated, f o r  example, it is l i k e l y  th a t  some of t h e  

m a r g i n a l  f i e l d s  w o u l d  n o t  b e  f e asible to d e v e l o p . 2
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In a s t u d y  e n t i t l e d  " A l aska N o r t h  S l o p e  Oil 
P r o d u c t i o n  a n d  R e v e n u e  P r o j e c t i o n s "  p u b l i s h e d  Feb. 1985 b y  
the I n s t i t u t e  of S o c i a l  and E c o n o m i c  Research, a u t h o r  and 
U A A  e c o n o m i s t  M a t t h e w  B e r m a n  c o n c l u d e d  t h a t  t h e  En d i c o t t  
and M i l n e  P o i n t  fields m i g h t  not b e  f e a s i b l e  to deve l o p  
w i t h o u t  t h e  ELF.



It's al s o  a p p a r e n t  that fields w i t h  s u b s t a n t i a l  o u t p u t  

a n d  c o r r e s p o n d i n g l y  h i g h  p r o f i t  rates, such as P r u d h o e  and 

Kuparuk, d o  not require the p r o d u c t i o n  i n c e n t i v e  that the 

E L F  provides.

II. H o w  the ELF W o r k s

T h e  E L F  is a f o r m u l a  th a t  is m u l t i p l i e d  by the nominal 

r a t e  of  12.25% or  15% to o b t a i n  t h e  e f f e c t i v e  rate a c t u a l l y  

a p p l i e d  to a field. The ELF will n e v e r  be m o r e  than 1. If 

t h e  E L F  is 1, t h e n  100% o f  t h e  s e v e r a n c e  t a x  is owed. An 

E L F  of .8 lueans 80% of t h e  t a x  is owed? 80% of 15% equals 

a n  e f f e c t i v e  t a x  r a t e  of 12%.

S i n c e  1981 the s e v e r a n c e  tax ra t e  has b e e n  15%, wi t h  

a n  e x c e p t i o n  f o r  n e w  fields? fi e l d s  t h a t  s t a r t  p r o d u c i n g  

a f t e r  J u n e  30, 1981 p a y  a r e d u c e d  r a t e  of 12.25% for the 

first five years. T h e  l a w  a l s o  r e q u i r e s  t h a t  the E L F  be 

c a l c u l a t e d  at l d u r i n g  t h e  first 10 y e a r s  o f  a field's 

p r o d u c t i o n  any ti m e  the E L F  go e s  a b o v e  .7. (Currently this 

p r o v i s i o n  o n l y  a f f e c t s  Prudhoe.) For fields w i t h  an ELF at 

o r  b e l o w  .7, t h e  actual E L F  used. A f t e r  10 y e a r s  the 

a c t u a l  ELF is u s e d  in all cases.

F o r  example, t h e  E L F  for P r u dhoe Bay in FY 85 w a s  .864

S i n c e  this is m o r e  t h a n  .7 a n d  w i t h i n  t h e  first 10 years of

pr o d u c t i o n ,  t h e  1 fi g u r e  is used. Th u s  the full 15% 

s e v e r a n c e  t a x  w a s  owed.

I n  FY 88, however, t h e  1 0 - y e a r  l i mit w i l l  n o  longer be 

in e f f e c t  f o r  P r u d h o e  ( production b e g a n  in FY 78) and the 

a c t u a l  ELF of .82 w i l l  b e  used. T h i s  m e a n s  the a m o u n t  of
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severance tax owed will be 82% of 15%, or an effective rate



of 12.5 % .  T h e  a m o u n t  to b e  p a i d  to t h e  s t a t e  w i l l  be $714 

m i l l i o n ,  $1 5 6  m i l l i o n  le s s  t h a n  if t h e  f u l l  1 5 %  s e v e r a n c e  

t a x  w e r e  p a id.

III. M o d i f y i n g  the ELF

It is a p p a r e n t  th a t  t h e  ELF a c c o m p l i s h e s  its g o a l s  but 

not w i t h o u t  so m e  drawbacks. O n e  d r a w b a c k  is p r o v i d i n g  and 

u n n e c e s s a r y  t a x  r e d u c t i o n  f o r  P r u d h o e  and Kuparuk. A n o t h e r  

i s sue is w h e t h e r  it g o e s  far e n o u g h  in r e d u c i n g  the 

s e v e r a n c e  t a x  rate on m a r g i n a l  fields. (A p r o b l e m  w i t h  a 

s e v e r a n c e  tax as o p p o s e d  to an i n c o m e  t a x  is t h a t  it is not 

s e n s i t i v e  t o  p r o f i t s  or  costs, t h u s  a fa i r  t a x  r a t e  for a 

l a r g e  f i eld m a y  b e  a b u r d e n  for a small field.)

A n  a d d i t i o n a l  p r o b l e m  w i t h  t h e  c u r r e n t  E L F  form u l a  is 

t h a t  it is b a s e d  o n  d a i l y  o u t p u t  p e r  well? t o tal f i eld 

p r o d u c t i o n  is n o t  t a k e n  into account. Th i s  p e n a l i z e s  a 

m a r g i n a l  f i e l d  like M i l n e  P o i n t  (30,000 bbls/day) w h i c h  has 

h i g h  o u t p u t  p e r  we i *  b u t  few w a l l s  (about 22). U n d e r  t h e  

c u r r e n t  E L F  f o r m u l a  M i l n e  is s u b j e c t  t o  a s e v e r a n c e  t a x  

rate a l m o s t  as h i g h  as t h e  t a x  a p p l i e d  to K u p a r u k  (240,000 

b b l s / d a y ) , w h i c h  is c l e a r l y  n o t  a m a r g i n a l  field. F o r  

example, i n  FY 88, M i l n e  P o i n t  w i l l  be p a y i n g  a 7.35% 

s e v e r a n c e  t a x  c o m p a r e d  t o  K u p a r u k 1s r a t e  of 7.6%.

I n s t e a d  of b a s i n g  t h e  E L F  on i n d i v i d u a l  wells, t o tal 

field p r o d u c t i o n  c o u l d  b e  i n c l u d e d  in t h e  E L F  f o r m u l a  to 

c o m p e n s a t e  for t h i s  inequity, k e e p i n g  t h e  s e v e r a n c e  t a x  low 

o n  the s m a l l e r  f i e l d s  t h a t  w o u l d  b e n e f i t  m o s t  fr o m  a tax 

break.
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The ELF c o u l d  be m o d i f i e d  to a c c o m p l i s h  t h e s e  goals:

—  D r a m a t i c a l l y  reduce t h e  e f f e c t i v e  s e v e r a n c e  tax 

rates for all m a r g i n a l  fields, i n c l u d i n g  C o o k  Inlet.

—  P r e v e n t  a p r e m a t u r e  r e d u c t i o n  t o  the s e v e r a n c e  tax 

rates for P r u d h o e  a n d  Kuparuk. T h e s e  h i g h l y  p r o f i t a b l e  

fields are y e a r s  a w a y  f r o m  b e i n g  marginal. W h e n  t h e y  do 

start a p p r o a c h i n g  t h e  e c o n o m i c  limit, t h e  E L F  f o r mula will 

p r o v i d e  t h e m  w i t h  a t a x  break.

—  M o r e  e q u i t a b l y  set the tax rate for e a c h  field.

T h i s  f o r m u l a  m o d i f i c a t i o n  w o u l d  b r i n g  P r u d h o e ' s  ELF t o

.99 (now it is a t  .83); raise K u p a r u k ' s  to .8 a n d  drop 

M i l n e  P o i n t ' s  t o  .3. T h e s e  ELFs t r a n s l a t e  into e f f e c t i v e  

s e v e r a n c e  t a x  r a t e s  o f  a b out 14.85%, 12% a n d  4.5%.

H e r e  a r e  t h e  c u r r e n t  ELFs c o m p a r e d  w i t h  EL F s  u n d e r  the 

r e v i s e d  formula.

C u r r e n t M o d i f i e d %
ELF ELF ch a n g e

Pr u d h o e  Bay .80 .99 +23
K u p a r u k .50 .86 +72
M i l n e  P o i n t .60 .31 -48
E n d i c o t t .31 .0 -100
L i s b u r n e .11 .05 -54
W e s t  S a k .0 .0 no c h a n g e
C o o k  Inlet .03 .0 -100

T h e  f o r mula ch a n g e  w o u l d  r e s u l t  in the f o l l o w i n g  

p o s i t i v e  s t a t e  s e v e r a n c e  t a x  collections*:

F Y  m i l l i o n s
87 $ 32 * T h e s e  numbers, b a s e d  o n  J u n e
88 179 1985 r e v e n u e  p r o j e c t i o n s ,  assume
89 192 t h e  actual ELF is u s a d  in all
90 184 c a ses and a s s u m e  a 15% s e v e r a n c e
91 175 t a x  ra t e  ac r o s s  the board. (If the
92 173 12.25% for the first 5 y e ars
93 170 w e r e  retained, t h e r e  w o u l d  be
94 158 li t t l e  ch a n g e  in t h e s e  amounts.)
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IV. Wh a t  L e g i s l a t i o n  W o u l d  Require

1) S i m p l i f y  the law so the actual ELF is al w a y s  

applied. C u r r e n t  law r e q u i r e s  t h a t  an E L F  of l be used if 

the actual E L F  go e s  a b ove .7 any ti m e  d u r i n g  t h e  first 10 

y e a r s  of a field's production. (AS 43.55.013)

2) C h a n g e  t h e  E L F  formula. (AS 43.55.013) This 

m o d i f i c a t i o n  o n l y  a l t e r s  t h e  e x p o n e n t  p a r t  of the formula. 

It u s e s  a d i f f e r e n t  n u m b e r  as a c o n s t a n t  and t a kes into 

a c c o u n t  a v e r a g e  d a i l y  p r o d u c t i o n  from the w h o l e  field.

C u r r a n t  E L F  formula:

PEL = m o n t h l y  p r o d u c t i o n  r a t e  at the e c o n o m i c  limit 
(300 b a r r e l s  x n u m b e r  of w e l l  d a y s  a month)

T P  - total p r o d u c t i o n  (number o f  barrels) d u r i n g  t h e  
m o n t h

W D  = w e l l  d a y s  in the m o n t h
exp = the e x p r e s s i o n  f o l l o w i n g  th i s  is an e x p o n e n t  
Days * The n u m b e r  o f  d a y s  in the m o n t h  for w h i c h  the tax is 

to b e  p a i d

The n u m b e r s  460 a n d  37, 0 0 0 , 0 0 0  are c o n s t a n t s  o r  s c a l i n g  
factors.

v. c o n c l u s i o n

E n a c t i n g  t h e s e  c h a n g e s  t o  t h e  s e v e r a n c e  t a x  w o u l d  n o t  

o n l y  m a i n t a i n  o u r  c u r r e n t  level o f  s e v e r a n c e  t a x  revenue. 

M o r e  importantly, t h e  r e v i s e d  E L F  w o u l d  p r o v i d e  a new

R e v i s e d  E L F  f o r m u l a

E L F  -
3 7 , 0 0 0 , OQQxWI 

PELxTP/Day:



i n c e n t i v e  for f u t u r e  o i l  e x p l o r a t i o n  a n d  p r o d u c t i o n  in 

A l a s k a  b y  l o w e r i n g  t h e  s e v e r a n c e  t a x  o n  m a r g i n a l  fields.
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 ̂ ALASKA MOKTII ttl.Opr. OIL AMO (iA6 HKVKNIILS

fiscal Years

1905 1906 19*7 1909 190 1990 1991 1992 199) 1994

W m  Id oil Piles 
Avaiaye Mata o( Inflation 
Atii/wov Id Dual.i Marketing Adjuat 
TianaAlaaka Pipeline Tailff 
Ani Natback Piles P80I (0/bbl)

26.17
4.0)
).26)
6.907
17.11

24.01
1.92

2.5)2
6.007
19.471

22.41
4.01
2.(0
6.0O7
11.74

22.206
4.76
2.09
6.007
11.56

22.71) 
4.76 
2.1R4 
6.*07 
14.34

21.4(4 
4. 76 
2.447 
(.007 
19.01

24.1(2
4.76
2.475
(.097
15.00

25.6(5
4.76
7.920
6.007
17.0)

26.9)4
5.1*4
7.607
(.007
19.14

70.179
6.104
2.(12
6.007
19.76

Prudhos Bay Plod,|hMbbl/d| 1.52* 1.517 1.5** l.)4 1.10* l.*1 .074 .916 .75) .641
Piuilhos Say Pries (0/bbl| 17.11 19.471 11.74 11.56 14.14 15.01 15.00 17.0) I*. 74 19.76
ual la 4(0.25 509.6 527.1 54*.6 524.05 5S5.I6 489.9 4(6.46 447.65 420.65
I I.f .*640)07 .*49(946 .*4)7062 .02062** .0*41141 .70)4(5) .76404)) .74912(6 .7)99291 .7145*22
Nominal Taa Rata .15 .15 .15 .15 .16 .15 .15 .15 .15 .15
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MVtRANCr. TAX ICI.P) 1252.4(5 1124.))* •92.61)7 [714.7504 656.769) 60*.2(9( 601.7(09 490.10)5 499.976) 4)).6516
itivrtiRiiCc tab (mo r.t.ri 1257.4(6 1174.))( 992.61)711079.4757 016.1279 740.(450 ((4.8966 664.9124 5(1.5R6) (06.7887
inublmvatiom tax .*I0**6) .6*56140 .607*219 .6)495)1 .4742719 .411195) ,)489172 . )26)()) . ) 15*3(1 17 .2550992
Lalheilng I Claanlng Charge .7 .72021 .756796* .7*71917 .0745(7* .96)9172 .9049)49 .9400090 .9*11)6I 1.044(19
MOV ALT 1 f.S 1144.*2) 102*.195 •9).2797 790.90)1 7)2.57*2 6(4.7(27 597.1494 597.99*0 595.9(24 547. )410
TOTAL OIL PROD RCVCNUtS 2)96.400 2144.7)1 1605.09) 1495.15) 1)00.029 1245.062 1090.510 1096.102 1085.489 90*. 9945

Mupaiuh Alvar Pi od . (Mlllibl/d) 
Kuparuk Rival Plica (9/bbl)
Wvl Is
* i.f
iinalnal Tii Rata
• I I act Iva Tav Mala 
ficaliy Paic«nta<|s 
U I VI M AMCC TAM | I.LI’I 
(t.Vt.HAHLT. TAX (NO KLf| 
COHkCRVATIOM TAX
Lather tng 1 Cleaning Charts 
ailVAI.TICS
TOTAL OIL PROD RP.VCNIJtl

m  Ins Point Piod. iMP.bbt/d) 
mine Point Pries |(/bbl)
Me I I a
I It
iiuainaI Taa Rata 
t.l lact I va Taa Mata 
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II VtRANCB TAM (Cl.ri 
'tVCRAMCS TAM (110 MLfl

.1(7 
16.29 
164.6 
.69 

.1 776 
. ( M M l  

.126 
7).4)019 
1*6.4)26 
.*(6(696 

.4
121.*719 
194.910)

.2
14.661 
74*. 6 

.4*911)6 
.1776 

.06991(4 
.126 

66.*717) 
114.6)96 
.*79*4)* 

.4*06 
1)0.0)61 
106.1076

.219 
12.92 
204 

.4697706 
.1)0 

.0(4*797 
.126 

67.*614) 
123.1696 
.*•742*9 
.4*10*96 
126.••*) 
102.9497

.2)9 
12.74 
7*6.76 

.60(79)4 
.16 

.076(1191 
.126 

7).97490 
146.0678 
.09641)) 
.4016019 
1)4.64)6 
209.4606

.2)9 
I).67 

206.76 
.60(79)0 

.16 
.07(0191 
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79.46092 
164.7985 
.09641)) 
.40200)6 
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221 .4945

.2)9 
14.99 
706.75 

.50679)8 
.16 

.0^(0191 
.175 

07.1)866 
1(2.4(97 
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.40760b) 
I5O.)440 
2 )7.68 2 7

.21 
15.•( 
776.5 

.4(776)4 
.15 

.0(94145 
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70.11749 
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.00)0)59 
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16.21
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.15
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145.716*
.074(5)9
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D4.069O
191.9(60

.167
17,52
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.15
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.175

51.1097)
1)6.9694
.0(467)4
.4049175
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.141 
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.11)7747 
.16 

.04(691 I 
.175 
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179.7607 
.957000) 
.4*45276 
120.9)24 
1(1.)29)

* 0 .*00 .07) .02) .07) .07) .07) .018 .016
17.40 15.*41 14.11 17.9) 14.71 16.18 16.26 17.4 10.71 20.1 )

1 1 21.15 71 .15 21.16 71.15 21.15 19.6 17.1 15.6
0 0 .*092*01 .609(111 .699(111 .609(111 .(M'161 It .6 159*20 .5970(49 .5002759

.15 .15 .16 .15 .15 . 15 .16 .15 .16 .15
0 0 .*l))970 .0914417 .9914417 .0914417 .091 4417 .0961851 .009(797 .9007414

.1625 .1625 .1(25 .1676 .1(26 .1(26 .  1(25 .1(75 .1(26 .1(75
• 0 .462194* 0.95577k 9.457196 9.007944 10.44728 II. 4(907 9.7)2479 0.(97079
0 • 6.176901 14.(9888 15.51)49 )(.23000 17.1 17(1 1*. 15042 16.44242 14.7(9)7
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M A J O R  L I T I G A T I O N  

W I T H  THE O I L  A N D  GAS I NDUSTRY

IV.



A. I n t r o d u c t i o n

A l a s k a  is c u r r e n t l y  involved in one of t h e  largest 

l i t i g a t i o n  efforts in U.S. history. T h e  a m o u n t s  at issue 

in the state's oil a n d  gas l i t i g a t i o n  t o tal at least $15 to 

$20 billion. Th i s  s e c t i o n  of the r e p o r t  focuses on two of 

the m o s t  i m p o r t a n t  d i s p u t e s  w i t h  t h e  oil a n d  gas industry, 

b o t h  of w h i c h  h a v e  to do w i t h  a si n g l e  concern: the v a l u e  

of  N o r t h  S l o p e  oil at t h e  p o i n t  it enters the pipeline. 

Th i s  is r e f e r r e d  to as the w e l l h e a d  value, and the s t a t e ' s  

ta x  r e v e n u e  and r o y a l t y  v a l u e  are b a s e d  on it. The S tate 

v. A m e r a d a  He s s  case is a d i s p u t e  o v e r  the v a l u e  of the 

s t a t e ' s  r o y a l t y  oil? the T r an3 A l a s k a  P i p e l i n e  Rate Case 

ad d r e s s e s  p r o p e r  p i p e l i n e  tariffs. Bo t h  c ases involve all 

the m a j o r  oil p r o d u c e r s  and are c h a r a c t e r i z e d  b y  t h e i r  

c o m p l e x i t y  and the en o r m o u s  e f f o r t  r e q u i r e d  to litigate 

t h e m  successfully.

E. T h e  P r o c e s s  of V a l u i n g  N o r t h  S l o p e  oil

P u t t i n g  a p r i c e  on N o r t h  S l o p e  oil is d i f f i c u l t  

b e c a u s e  u n l i k e  oil p r o d u c e d  in the L o w e r  48, m o s t  N o r t h  

S l ope oil is n o t  s o l d  at the w e l l h e a d  b u t  r a t h e r  far from 

its source, m o s t  o f t e n  o n  the W e s t  C o a s t  o r  Gu l f  coast. 

A n o t h e r  c o m p l i c a t i o n  is t h a t  m u c h  of t h e  oil is r e f ined by 

the p r o d u c e r s  themselves, so t h ere are internal transfers 

w i t h i n  one c o m p a n y  r a t h e r  th a n  t h i r d - p a r t y  sales. In 

addition, m a n y  t h i r d - p a r t y  sales are o f t e n  do n e  by
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e x c h a n g e s  w i t h  o t h e r  c o n s i d e r a t i o n s  r a t h e r  than a simple 

price. T h u s  the v a l u e  of t h e  oil at t h o s e  d i s t a n t  markets 

is n o t  a c l e a r c u t  issue, a n d  the s t ate c o n t e n d s  the 

p r o d u c e r s  s i g n i f i c a n t l y  u n d e r s t a t e  t h e  v a l u e  of t h e  oil 

w h e n  it r e a c h e s  its u l t i m a t e  destinations.

It is i m p o r t a n t  t o  d e t e r m i n e  t h e  w e l l h e a d  v a l u e  of 

N o r t h  S l o p e  oil, ho w e v e r ,  b e c a u s e  it is at t h i s  p o i n t  w h e r e  

the s t a t e  d e t e r m i n e s  t h e  v a l u e  of its r o y a l t y  s hare and 

levies t h e  s e v e r a n c e  tax. T h e  federal g o v e r n m e n t  al s o  sets 

t he w i n d f a l l  p r o f i t s  t a x  at t h e  wellhead.

T h u s  the v a l u e  of t h e  o i l  is d e t e r m i n e d  b y  the p r o c e s s  

c a l l e d  netback. T o  a r r i v e  a t  netback, a d e s t i n a t i o n  p r i c e  

is s e t  f o r  the oil (by the oil companies) and t h e n  the 

c osts of t r a n s p o r t a t i o n  —  p r i m a r i l y  p i p e l i n e  a n d  t a n k e r  —  

are subtra c t e d .  A l l  t h r e e  o f  t h e s e  values, d e s t i n a t i o n  

price, t a n k e r  costs, and p i p e l i n e  tariffs, are not e a s y  to 

d e t e r m i n e  and th u s  are t h e  s u b j e c t  of litigation. It is 

u s u a l l y  t o  t h e  b e n e f i t  of the p r o d u c e r s  to keep 

t r a n s p o r t a t i o n  c o sts h i g h  in o r d e r  to ke e p  the w e l l h e a d  

p r i c e  d o w n  and thus r e d u c e  t h e  r o y a l t i e s  and severance 

t a xes t h e y  owe the state.

C o m p o u n d i n g  the d i f f i c u l t y  of v a l u i n g  N o r t h  S l ope oil 

is the fact t h a t  t h e  p r o ducers, n o t a b l y  t h e  t h r e e  m a j o r  

N o r t h  S l o p e  p r o ducers, Arco, E x x o n  and Sohio, h a v e  

d i f f e r e n t  n e t b a c k  met h o d s .  T h e y  u s e  d i f f e r e n t  m e t h o d s  to 

set the d e s t i n a t i o n  price, d i f f e r e n t  m e t h o d s  to d e t e r m i n e  

t a n k e r  t r a n s p o r t a t i o n  c o s t s  and d i f f e r e n t  m e t h o d s  of 

s e t t i n g  t h e  p i p e l i n e  tariff. Furthermore, a compa n y ' s
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v a l u a t i o n  m e t h o d s  m a y  c h a n g e  f r o m  m o n t h  to m o n t h .  S o m u  

m o n t h s  t h e  s t a t e  m a y  a g r e e  w i t h  a p a r t i c u l a r  c o m p a n y ' s  

f i g u r e s ;  a n o t h e r  m o n t h ,  it m a y  d i s a p p r o v e  o f  t h e  s a m e  

c o m p a n y ' s  f i g u r e s .

T h e  d e s t i n a t i o n  p r i c e  a n d  t a n k e r  t r a n s p o r t a t i o n  c o s t s  

a r e  c u r r e n t l y  t h e  s u b j e c t  o f  m u l t i - m i l l i o n  d o l l a r  

l i t i g a t i o n  o v e r  t h e  v a l u e  o f  t h e  s t a t e ' s  r o y a l t y  oil. T h e  

S t a t e  v. A m e r a d a  H e s s  c a s e  is a d i s p u t e  o v e r  t h e  p r o p e r  

v a l u e  t o  b e  a t t r i b u t e d  t o  c r u d e  o i l  w h e n  it r e a c h e s  t h e  

L o w e r  48 a n d  t h e  p r o p e r  d e d u c t i o n s  t o  b e  m a d e  f o r  t a n k e r  

t r a n s p o r t a t i o n .  ( S i m i l a r  i s s u e s  a r e  i n v o l v e d  i n  t h e  

c o m p a n y ' s  s e v e r a n c e  t a x  d i s p u t e s  w i t h  t h e  s t ate, b u t  w i t h  

t h i s  c a s e  t h e  r o y a l t y  c o n t r a c t s  a r e  a t  is s u e . )  T h e  T A P S  

t a r i f f  c a s e  a d d r e s s e s  t h e  t h i r d  m a j o r  a r e a  o f  d i s p u t e ,  

p r o p e r  p i p e l i n e  c h a r g e s .

C. S t a t e  v. A m e r a d a  He s s

T h e  a m o u n t s  a t  i s s u e  in t h i s  c a s e  f o r  b o t h  p a s t  a n d  

f u u u r e  r o y a l t i e s  is p r o b a b l y  u p w a r d s  o f  $2 b i l l i o n  in 

p r e s e n t  d a y  d o l l a r s .

I n  g e n e r a l ,  A l a s k a ' s  p o s i t i o n  is t h a t  t h e  v a l u e  of t h e  

o i l  s h o u l d  b e  h i g h e r  f o r  W e s t  C o a s t  d e s t i n a t i o n s  t h a n  f o r  

G u l f  o r  E a s t  C o a s t  d e s t i n a t i o n s  ( b e c a u s e  t r a n s p o r t a t i o n  

c o s t s  t o  t h e  W e s t  C o a s t  a r e  l o w e r ) . S o m e  c o m p a n i e s  a g r e e  

w i t h  t h i s  p r e m i s e  b u t  d i s a g r e e  w i t h  t h e  a c t u a l  p r i c e s ,  

w h i l e  o t h e r  c o m p a n i e s  d i s a g r e e  w i t h  t h i s  a p p r o a c h  

a l t o g e t h e r .
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W h i l e  it is not easy to get i n f o r m a t i o n  on the r e c o r d  

on  t h e  s p e c i f i c s  of the v a l u a t i o n  disputes, federal 

h e a r i n g s 1 in e a r l y  1983 o v e r  the w i n d f a l l  p r o f i t s  tax 

re v e a l  h o w  the m a j o r  p r o d u c e r s  v a l u e  t h e i r  N o r t h  S lope oil. 

T h e  h e a r i n g s  f o c u s e d  in p a r t i c u l a r  on the m e t h o d  u s e d  by 

Arco.

A r c o  sets a si n g l e  p r i c e  f o r  N o r t h  S l o p e  oil 

r e g a r d l e s s  o f  its destination. T h e  p r i c e  is b a s e d  on W e s t  

T e x a s  sour, a n  o i l  c o m p a r a b l e  in q u a l i t y  to ANS c r u d e  and 

a c t i v e l y  t r a d e d  in t h e  Gulf. T r a n s p o r t a t i o n  c o sts to  the 

G u l f  C o a s t  a r e  t h e n  d e d u c t e d  t o  a r r i v e  at a w e l l h e a d  v a l u e  

for all its N o r t h  S l o p e  oil. T h u s  A r c o  is v a l u i n g  all of 

its oil as t h o u g h  it w e r e  sent to t h e  G u l f  C o a s t  (it c o s t s  

r o u g h l y  $4 m o r e  to  t r a n s p o r t  oil to  t h e  G u l f ) . T h i s  

p r i c i n g  m e t h o d  h a s  m e r i t  in theory, b u t  w a s  s e v e r e l y  

c r i t i c i z e d  d u r i n g  the h e a r i n g s  b e c a u s e  in fact, A r c o  sellf 

70% of its oil o n  the W e s t  Coast. F r o m  A l a s k a ' s  and the 

federal g o v e r n m e n t ' s  perspective, A r c o  is a r t i f i c i a l l y  

s e t t i n g  its W e s t  C o a s t  p r i c e  t o o  i c w  a n d  t h u s  a v o i d i n g  

p a y i n g  m i l l i o n s  o f  d o l l a r s  in t a x e s  and royalties.

Th e  oil c o m p a n i e s  a g a i n  e x p l a i n e d  t h e i r  v a l u a t i o n  

m e t h o d s  t o  t h e  A l a s k a  S e n a t e  R e s o u r c e s  C o m m i t t e e  in late
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I n t e r i m  R e p o r t  
P a g e  40

1983 . 2 One of the points made then was that A l a s k a  prefers 

So h i o ' s  v a l u a t i o n  method. Sohio, w h i c h  d o e s n ' t  own 

r e f i n e r i e s  on the We s t  C o a s t  o r  in the Gulf, d e t e r m i n e s  

v a l u e  for N o r t h  S l o p e  c r ude b y  finding out h o w  mu c h  

r e f i n e r s  w o u l d  p a y  for c o m p a r a b l e  f o r e i g n  crude. Sohio 

al s o  a d j u s t s  it p r i c e  for destination.

T h e  d i s p a r i t y  b e t w e e n  t h e  companies' v a l u a t i o n  methods 

r e s ults in s t r i k i n g l y  d i f f e r e n t  w e l l h e a d  values. For 

example, A r c o ' s  W e s t  C o a s t  p r i c e  a v e r a g e d  a b o u t  $2.50 p e r  

b a r r e l  less t h e -' S o h i o ' s  t h r o u g h o u t  1984. For 1985, A r c o ' s  

p r i c e  avera.' o u t  $1.50 less.

Th e  t r a n s p o r t a t i o n  p a r t  of t h e  d i s p u t e  is c o m p l i c a t e d  

b y  t h e  fact t h a t  s o m e  p r o d u c e r s  o w n  t h e i r  own t a n k e r s  w h i l e  

o t h e r s  c h a r t e r  tankers. F o r  example, A r c o  owns a b o u t  70 

p e r c e n t  o f  its tankers? S o h i o  o w n s  no n e  and c h a r t e r s  U.S. 

f lagships? E x x o n  c h a r t e r s  a b o u t  70 p e r c e n t  of its tankers.

S o h i o  d e d u c t s  the actual c osts it is charged, w h i l e  

A r c o  d e d u c t s  c osts b a s e d  on a n a t i o n a l  s h i p p i n g  sta n d a r d  

c a l l e d  U.S. F r e i g h t  R a t e  Averages. O t h e r  p r o d u c e r s  that 

own t h e i r  own t a n k e r s  d e d u c t  actual c o sts of o p e r a t i o n  and 

c a p i t a l  investment. Y e t  a n o t h e r  v a r i a b l e  for t h o s e  who 

c h a r t e r  tankers- is w h e t h e r  t o  u s e  l o n g - t e r m  or s h o r t - t e r m  

rates. A c c o r d i n g  t o  c o m p a n y  figures sup p l i e d  to the 

federal g overnment, 1982 s h i p p i n g  charges r a n g e d  from .78

2T h e  c o m m i t e e  h e l d  h e a r i n g s  in S e p t e m b e r  1983 o n  oil 
an d  g a s  issues.



t o  2 . 3 5  a b a r r e l  f o r  W e s t  C o a s t  d e l i v e r i e s ,  a n d  f r o m  4.29 

t o  6. 6 3  f o r  G u l f / E a s t  C o a s t  d e l i v e r i e s .

In lata 1984 the U.S. G e n e r a l  A c c o u n t i n g  O f f i c e 3 d r e w  

t h e  f o l l o w i n g  p r o f i l e s  of the m a j o r  N o r t h  S l c p e  p r o d u c e r s  

b a s e d  o n  i n f o r m a t i o n  o b t a i n e d  from the w i n d f a l l  p r o f i t s  tax 

h e a r i n g s .  (While t h e  figures are b a s e d  on 1982 production, 

t h e  m e t h o d s  a n d  a m o u n t s  are still f a i r l y  r e p r e s e n t a t i v e  

t o d a y . )

SO HIO
S o h i o  h a s  no  r e f i n e r i e s  on e i t h e r  the W e s t  or Gu l f  

coasts. T h u s  t h e  c o m p a n y  e i t h e r  s e l l s  o r  e x c h a n g e s  all of 
its N o r t h  S l o p e  oil, a b o u t  597, 0 0 0  b a r r e l s  d a i l y  in 1982. 
A b o u t  40 p e r c e n t  of S o h i o ' s  N o r t h  S l o p e  oil w e n t  to the 
W e s t  Coast, a b o u t  60 p e r c e n t  w e n t  to t h e  G u l f  C o a s t  and 
C a r ibbean.

F o r  e a c h  of t h e s e  m a r k e t  areas, S o h i o  n e g o t i a t e s  a 
s e l l i n g  p r i c e  for N o r t h  S l o p e  oil b a s e d  o n  p r i c e s  c u s t o m e r s  
w o u l d  p a y  for c o m p e t i n g  i m p o r t e d  c r u d e  oils, w i t h  w h a t  t h e  
c o m p a n y  c o n s i d e r s  a p p r o p r i a t e  a d j u s t m e n t s  f o r  d i f f e r e n c e s  
in oil quality.

S o h i o  t r a n s p o r t s  its N o r t h  S l o p e  oil in c h a r t e d  
U S - f l a g  t a n k e r s  o p e r a t e d  b y  c o n t r a c t  w i t h  o u t s i d e  parties. 
F r o m  t h e  v a l u e  r e c e i v e d  fr o m  t h o s e  arm's-length, 
t h i r d - p a r t y  t r a n s a c t i o n s  in e a c h  g e o g r a p h i c  area, S o hio 
d e d u c t s  the p i p e l i n e  t a r i f f  a n d  w a t e r b o r n a  and o t h e r  
t r a n s p o r t a t i o n  c o s t s  to e s t a b l i s h  w e l l h e a d  p r i c e  in Alaska.

A R C O
A r c o  u s e s  m o s t  of  its N o r t h  S l o p e  c r u d e  in its own 

r efineries. In 1982, a b o u t  70 p e r c e n t  o f  A r c o ' s  340,000 
b a r r e l s  p e r  d a y  w e n t  t o  t h e  c o m p a n y ' s  W e s t  C o a s t  r e f i n e r y  
at Los A n geles. A r c o  so l d  an a d d i t i o n a l  25,000 b a r r e l s  on 
the W e s t  Coast. T h e  r e m a i n d e r  of A r c o ' s  N o r t h  S l o p e  oil, 
50,000 t o  75, 0 0 0  barrels, w e n t  t o  t h e  G u l f  Coast.

A r c o  e s t a b l i s h e s  a si n g l e  w e l l h e a d  p r i c e  for its N o r t h  
S l o p e  oil, r e g a r d l e s s  of its dest i n a t i o n .  A r c o  sets its 
p r i c e  in t h e  G u l f  Coast, b a s e d  o n  W e s t  T e x a s  s o u r  w h i c h  is 
a c t i v e l y  t r a d e d  in the area. F r o m  th i s  m a r k e t  price, Ar c o  
d e d u c t s  p i p e l i n e  t a r i f f s  a n d  w a t e r b o r n e  c o s t s  to t h e  Gu l f  
Coast. T h e  r e s u l t i n g  p r i c e  is t h e  w e l l h e a d  v a l u e  for bo t h  
W e s t  C o a s t  a n d  G u l f  C o a s t  d eliveries.

Interim Report
Page 41

T h e  G A O  r e p o r t  e n t i t l e d  " R e s p o n s e  t o  Q u e s t i o n s  A b o u t  
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was p u b l i s h e d  in D e c e m b e r  1984.



A b o u t  70 p e r c e n t  of A r c o ' s  N o r t h  S l ope p r o d u c t i o n  is* 
t r a n s p o r t e d  in c o m p a n y - o w n e d  ships. For t h e s e  ships Arco 
d e d u c t s  U.S. F r e i g h t  Ra t e  A v e r a g e s  as costs. Actual 
c h a r g e s  are us e d  for s h i p ments on c h a r t e r e d  vessels.

E X X O N
In 1982 E x x o n  p r o d u c e d  about 325,000 b a r r e l s  a d a y  and 

u s e d  a bout 94 p e r c e n t  of N o r t h  S l o p e  oil in its o w n  
refineries. A b o u t  o n e  t h i r d  of its p r o d u c t i o n  w e n t  to the 
W e s t  Coast, a b o u t  t w o - t h i r d s  we n t  to its G u l f  and East 
C o a s t  refineries.

E x x o n ' s  g e n e r a l  a p p r o a c h  to p r i c i n g  r e c o g n i z e s  the 
W e s t  a n d  G u l f / E a s t  Co a s t s  as separate m a r k e t i n g  areas. 
E x x o n ' s  a s s e s s m e n t  of m a r k e t  v a l u e  is b a s e d  on factors such 
as its own c o m m e r c i a l  t r a n s a c t i o n s  and p o s t e d  p r i c e s  of 
d o m e s t i c  crudes in t h e  a r e a  as a d j u s t e d  for quality. T h e n  
E x x o n  d e d u c t s  t r a n s p o r t a t i o n  costs to a r r i v e  at n e t b a c k  
value. T h e s e  n e t b a c k  v a l u e s  are t h e n  a v e r a g e d  b y  v o l u m e  
s h i p p e d  to e a c h  m a r k e t  area to  a r r i v e  a t  w e l l h e a d  value.

A b o u t  70 p e r c e n t  of Exxon's m a r i n e  t r a n s p o r t a t i o n  is 
b y  U.S. c h a r t e r e d  tankers.

T h e  A m e r a d a  He s s  c a s e  w i l l  r e q u i r e  the state to m a k e  a 

d e t a i l e d  factual r e v i e w  of all W e s t  C o a s t  a n d  G u l f  C o a s t  

oil m a r k e t i n g  t r a n s a c t i o n s  for a s e v e n - y e a r  period. The 

s t ate wi l l  h a v e  to t r a c k  the d i s p o s i t i o n  c f  bi l l i o n s  of 

ba r r e l s  of N o r t h  S l o p e  oil. Fiscal y e a r s  1986 and 1987 

will b e  p e a k  y ears of a c t i v i t y  for this case, w h i c h  is 

c u r r e n t l y  in the s t a g e  of p r e l i m i n a r y  discovery.

Interim Report
Page 42

D. T h e _ T r a n a  A l a s k a  P i p e l i n e  Rate Case

T h i s  is the ca s e  w h i c h  h a s  r e c e i v e d  the m o s t  intense 

l i t i g a t i o n  e f f o r t  at this point. The a m o u n t s  at issue 

b e t w e e n  the b e s t  ca s e  and w o r s t  ca s e  outcomes, ov e r  the 

life of the field, a r e  a p p r o x i m a t e l y  $7 to  $10 billion.

E v e r  s i nce s t a r t - u p  of t h e  T r a n s  A l a s k a  Pip e l i n e  

S y s t e m  (TAPS) in 1977, the s t a t e  a n d  the p i p e l i n e  owners 

h a v e  b e e n  in l i t i g a t i o n  o v e r  h o w  m u c h  the t a r i f f  should be. 

Th e  p i p e l i n e  t a r i f f  —  the p e r  barrel a m o u n t  TAPS owners



ch a r g e  for t r a n s p o r t i n g  oil t h r o u g h  t h e  p i p e l i n e  —  affects 

the w e l l h e a d  v a l u e  of N o r t h  S l o p e  oil. T h e  h i g h e r  the 

tariff, t h e  l o w e r  the w e l l h e a d  p r i c e  a n d  t h e  less t h e  state 

c o l l e c t s  in r o y a l t i e s  a n d  s e v e r a n c e  taxes. The s t a t e  a n d  

o t h e r s  say t h e  t a r i f f  is too high. (Ths p r e v a i l i n g  t a r i f f  

ch a r g e s  h a v e  r a n g e d  fr o m  a b o u t  $5.60 t o  $6.40 p e r  barrel.)

La s t  s u m m e r  t h e  s t a t e  a n d  six of t h e  e i g h t  TAPS owners 

s i g n e d  a s e t t l e m e n t  w h i c h  a f f e c t s  t a r i f f s  t h r o u g h  2011; t h e  

F e d eral E n e r g y  R e g u l a t o r y  C o m m i s s i o n  s u b s e q u e n t l y  a p p r o v e d  

the s e t t l e m e n t  w h i c h  is n o w  in effect. T h e  r e m a i n i n g  issue 

is w h e t h e r  to i n c l u d e  t h e  o t h e r  p i p e l i n e  owners, S o h i o  a n d  

A m e r a d a  Hess, in t h e  s e ttlement. A f t e r  c o n s u l t i n g  w i t h  

l e g i s l a t o r s  a n d  s t a t e  o f f i c i a l s  in December, the g o v e r n o r  

d e c i d e d  t o  g i v e  t h e  c o m p a n i e s  u n t i l  F e b r u a r y  12 to  

v o l u n t a r i l y  j o i n  the settlement. If t h e y  don't, the s tate 

wi l l  c o n t i n u e  litigation. However, F E R C  s till has the 

o p t i o n  of i m p o s i n g  the s e t t l e m e n t  o n  t h e  companies.

Th e  s e t t l e m e n t  has h a d  a n  i m m e d i a t e  impact on s t ate 

revenues, p r o v i d i n g  a w e l c o m e  c u s h i o n  a g a i n s t  d e c l i n i n g  

w o r l d  oil prices. T h e  i n c r e a s e  in r e v e n u e s  is d u e  to lower

t a r iffs and t h e r e f o r e  h i g h e r  w e l l h e a d  values. T h i s  TAPS

4
m o n e y  h a s  a l r e a d y  b e e n  i n c o r p o r a t e d  in t o  c u r r e n t  r e v e n u e  

f o r e c a s t s  a n d  i n c r e a s e d  t h e  f o r e c a s t s  b y  t h e s e  amounts:
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T h e s e  a m o u n t s  are w h a t  c o u l d  be t e r m e d  net g a i n  to 
the s t a t e ' s  u n r e s t r i c t e d  revenues. T h e  law r e quires th a t  
25 p e r c e n t  o f  r o y a l t i e s  b e  p u t  into the P e r m a n e n t  Fund, so 
the net a m o u n t  is w h a t  is left o v e r  a f t e r  t h e  P e r m a n e n t  
Fund c o n t r i b u t i o n s .



FY 36 $ 5 9 .2  m i l l i o n
FY 87 1 56 .9  m i l l i o n
FY 88 1 3 6 . 6  m i l l i o n

The Department o f  Revenue e s tim a te s  th e  s e tt lem en t w i l l
b r in g  from  $120 t o  $150 m i l l i o n  each y e a r t o  the s ta te
u n t i l  1992 and then  th e  amounts w i l l  d e c lin e . In  th e  la t e
1990s , th e  t a r i f f s  w i l l  s t a r t  r i s i n g  and revenues to  the
s t a t e  w i l l  a c c o rd in g ly  d ec rea se .

In  a d d it io n  t o  th e  above amounts, th e  s t a t e  expec ts to  
re c e iv e  a n o th e r $120 m i l l i o n  in  re fu nd s  and le g a l expense 
re im bursem ents . Th is money has n o t y e t  been added to  th e  
c u r re n t  revenue p r o je c t io n s . I f  Soh io  s ig n s  th e  
s e t t le m e n t , th e  s t a t e  would re c e iv e  an a d d i t io n a l $70 -$75  
m i l l i o n  in  re fu n d s . On th e  o th e r  hand, i f  l i t i g a t i o n  
c o n tin u e s , th e  s t a t e  may u lt im a t e ly  re c e iv e  more money, 
a lth ough  l i t i g a t i o n  alw ays has i t s  r i s k s  and r e s o lu t io n  
cou ld  be y e a rs  away. I t ’ s ha rd  t o  p re d ic t  a t  t h i s  p o in t  i f  
an eight-com pany se tt lem en t w i l l  u lt im a t e ly  o ccu r.

FERC's d e c is io n  app rov ing  th e  six-com pany se tt lem en t 
has been appea led  by th e  A rc t ic  S lop e  R eg ion a l C o rp o ra tio n  
and th e  A la ska  P u b lic  In t e r e s t  R esearch  Group (AKPIRG ). I f  
an appea l i s  s u c c e s s fu l, FERC w i l l  h o ld  more h e a r in g s .

Th is i s  th e  second a ttem pt in  more than  e ig h t y e a rs  o f  
l i t i g a t i o n  t o  s e t t l e  th e  ca se . The 1982 e f f o r t  f a i l e d ,  and 
th e  le g i s la t u r e  decided to  con tinu e  l i c i g i t i o n  to  o b ta in  
two g o a ls : t o  e s t a b lis h  a ra te -m ak ing  m ethodology t o  l a s t  
th rough th e  c e n tu ry , and t o  e s t a b li s h  a m ethodology th a t  
would a id  f u r t h e r  o i l  development on th e  N orth  S lop e  
(meaning low e r t a r i f f s  in  th e  1 9 9 0 s ) . L i t ig a t io n  has been
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exp en s iv e . The Department o f  Law has spen t o ve r $36 
m i l l i o n  on t h i s  case a lo n e , n o t in c lu d in g  in -h ou se  c o s ts .

The s e t t lem e n t has been h ig h ly  c o n t r o v e r s i a l ,  draw ing 
f i r e  from  s e v e r a l q u a r te r s . L a s t summer th e  House M a jo r i t y  
Leader h ire d  independent econom ist Jam ie Love t o  a n a ly ze  
th e  s e t t le m e n t . Love concluded th e  s t a t e  gave away to o  
much when i t  exchanged i t s  l i t i g a t i o n  p o s i t io n  f o r  the 
s e t t le m e n t . A ccord ing  t o  L o v e 's  c a lc u la t i o n s ,  th e  
s e t t lem e n t means th e  s t a t e  w i l l  lo s e  from  $ 5 .2  t o  $ 6 .4  
b i l l i o n  th rough  th e  l i f e  o f  th e  s e t t lem e n t —  an amount 
th a t  would be c o l le c t e d  i f  th e  s t a t e ' s  l i t i g a t i o n  p o s i t io n  
were t o  p r e v a i l .  A ccord ing  t o  Department o f  Law f ig u r e s ,  
however, th e  s e t t lem e n t means an o v e r a l l  lo s s  o f  $ 2 .5  
b i l l i o n  (o v e r  th e  l i f e  o f  th e  s e t t le m e n t ) when compared 
w ith  th e  s t a t e ' s  l i t i g a t i o n  p o s i t i o n .  The s e t t lem e n t i s  
a ls o  a $ 4 .5  b i l l i o n  g a in  when compared w ith  th e  TAPS 
owners' l i t i g a t i o n  p o s i t io n .

Bob Maynard, th e  a s s is t a n t  a t t o rn e y  g e n e ra l who's 
h and lin g  th e  TAPS case f o r  th e  s t a t e ,  says Love made some 
b ig  e r r o r s  and used wrong assum ptions in  h is  r e p o r t .  Memos 
from  a t to rn e y s  w ork ing  on th e  case t o  th e  Department o f  Law 
sa id  L o ve 's  c o n c lu s io n s  s h o u ld n 't  be th e  b a s is  o f  any 
p o l i c y .  Maynard a ls o  p o in te d  o u t t h a t  th e  s e t t lem e n t i s  a 
compromise which n e c e s s a r i ly  means th e  s t a t e  g e ts  le s s  than 
i f  i t s  l i t i g a t i o n  p o s i t io n  ware t o  p r e v a i l .

The A la ska  P u b lic  U t i l i t i e s  Commission a ls o  d id  i t s  
own in -h ou se  a n a ly s is  o f  th e  s e t t lem e n t la t e  l a s t  y e a r and 
conc luded th e  s e t t lem e n t i s  n o t in  th e  p u b l ic ' s  b e s t

Interim Report
Page 45



i n t e r e s t  and may have an adverse e f f e c t  on oil exploration 
and p ro d u c t io n  on th e  N orth  S lo p e . APUC th in k s  the 
s e t t lem e n t does n o t ad equ a te ly  ba lance  th e  competing 
in t e r e s t s  o f  p a s t , p re s e n t and fu tu re  s h ip p e rs , c a r r i e r s ,  
p ro d u c e rs , r o y a l t y  owners, th e  s t a t e  o f  A laska  and the 
fe d e r a l governm ent. I t  a ls o  sh a re s  A rc t ic  S lop e  R eg iona l 
C o rp o ra t io n 's  concern  th a t  th e  r i s i n g  t a r i f f s  a t  th e  end o f  
th e  c e n tu ry  w i l l  p re v en t fu tu re  d e v e lo p e rs  from  p roducing  
N o rth  S lo p e  o i l .

There a re  many a sp ec ts  o f  th e  s e tt lem en t th a t  
c o n t r ib u te  t o  h ig h e r t a r i f f s  in  l a t e r  y e a rs . One o f  APUC's 
b ig g e s t c r i t i c i s m s  o f  th e  s e tt lem en t i s  th a t  th e  35 cen t 
b a r r e l  r e tu rn  i s  n o t c o s t-b a sed  and may le a d  t o  e x c e ss iv e  
r a t e s  o f  r e tu rn  and t a r i f f s  a f t e r  1989 . APUC a ls o  
c r i t i c i z e d  th e  s e t t lem en t f o r  e lim in a t in g  a l l  re fu nd  
o b lig a t io n s  p r i o r  t o  1982 . Th is means a p o t e n t ia l lo s s  o f  
b i l l i o n s  o f  d o l la r s  t o  e a r ly  y e a r sh ip p e rs  as w e ll as th e  
s t a t e  o f  A la ska  and th e  fe d e r a l government.

A re c e n t d e c is io n  by FERC on p ip e lin e  ratem aking  
dubbed "W illiam s  I I "  has been th e  s u b je c t  o f  much 
s p e c u la t io n . The d e c is io n  was handed down th e  same day 
la s t  June th a t  th e  s t a t e  subm itted  i t s  se tt lem en t p ro p o s a l. 
The d e c is io n  appeared t o  be more fa v o ra b le  to  th e  s t a t e ' s  
l i t i g a t i o n  p o s i t io n ,  though a Department o f  Revenue 
a n a ly s is  o f  th e  s e tt lem en t shows th a t  th e  s e tt lem en t may 
a c t u a l ly  be b e t t e r  than  a "W illiam s  I I "  outcome. In  any 
ca se , i t  i s  d i f f i c u l t  t o  say e x a c t ly  how o r  i f  t h i s  case 
would a p p ly  t o  A la sk a . In  re sponse  t o  a l e t t e r  w r i t t e n  by
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some House Majority members opposing the settlement late 

last y e a r , FERC said the case was not applicable to TAPS.
S e t t l i n g  th e  d isp u te  r e l i e s  on how to  compute the 

t a r i f f ,  which i s  made up o f  o p e ra t in g  expenses, 
d e p re c ia t io n , income ta x e s  and a f t e r - t a x  r e tu rn . Of th ese  
fo u r ,  o p e ra t in g  expenses i s  th e  le a s t  c o n t r o v e r s ia l ,  
d e p re c ia t io n  and a f t e r - t a x  re tu rn  th e  most c o n t r o v e r s ia l .  
The W illiam s  I I  d e c is io n  adopted a h yb r id  ratem aking  
m ethodology in v o lv in g  p a r t  d ep re c ia te d  o r ig in a l c o s t and 
p a r t  tren d ed  o r i g in a l  c o s t . A d ep re c ia te d  o r i g in a l  c o s t  
s c e n a r io , as s e t  o u t in  th e  s t a t e ' s  l i t i g a t i o n  p o s i t io n ,  i s  
much b e t t e r  f o r  th e  s t a t e  than  th e  trended  f o r  i n f l a t i o n  
r a t e  base used in  th e  s e t t lem e n t . The i n f la t e d  base i s  
somewhat o f  a compromise between th e  v a lu a t io n  m ethodology 
o r i g i n a l l y  sough t by TAPS owners and th e  s t a t e ' s  p o s i t io n .

The s ix  TAPS owners who have s igned  th e  s e tt lem en t 
are: A rco , BP, Exxon, M ob ile , Union and P h i l l i p s .  They 
c o l le c t i v e ly  own 65% o f  th e  p ip e l in e . The o th e r two owners 
are Amerada Hess and S oh io ; Soh io  has subm itted  i t s  own 
s e tt lem en t o f f e r  t o  FERC (which Love s a id  would be 
"d is a s t ro u s "  t o  th e  s t a t e  were i t  to  be a p p ro v ed ).

Comments opposing  th e  se tt lem en t were f i l e d  by A rc t ic  
S lop e  R eg io n a l C o rp o ra t io n , Amerada Hess P ip e lin e  C o rp ., 
S oh io  P ip e lin e  Co. and Soh io  Pe tro leum  C o ., Tosco C o rp ., 
A iaska O i l Co. and AKPIRG.

E. C onc lu s ion
These cases i l l u s t r a t e  how v a r io u s  a sp ec ts  o f  the

Interim Report
Page 47


