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MEMORANDUM
FROM: Representative Sam CottenChairman, House Finance Subcommittee on Oil and Gas
TO: Members of the Alaska Stats Legislature
RE: Interim Report of the House Finance Subcommitteeon oil and Gas
DATE: January 17, 1986
One of the most important aspects of Alaska public policy is our treatment of the oil and gas industry. Formulating oil and gas policy is difficult because of the huge amounts of money involved and because the state and the industry have different points of view. The industry is naturally interested in maximizing its profits. State government is concerned with adequately providing for the health, education and welfare of all Alaskans as well as developing its natural resources in a manner consistent with the public interest. Even though the state and the indcry are united in our desire to promote oil and gas development, multi-million dollar disputes over fair tax policy and proper valuation of North Slope oil divide us.
Currently facing us is whether to reinstate separate accounting, proposed in House Bill 353, introduced last session by the House Finance Committee. The oil corporations have widely advertised their opposition to the bill throughout the state. Ironically, while they resist the tax changes embodied in HB 353, they have not paid taxes due the state from past tax years, choosing instead to dispute these taxes through established channels. Recent figures from the Department of Revenue (DOR) show the oil companies are hundreds of millions of dollars behind in tax payments to the state, under former and existing tax laws.
During the interim I examined these tax issues and other areas of dispute in order to suggest improvements to state policy, increase our understanding of the issues involved,
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general's office on the constitutionality of revealing the names of taxpayers whose accounts are past due.
II. The Issues Pertaining to separate Accounting — hb 353HB 353 would reinstate separate accounting as themethod used to calculate the oil industry's tax liability. It would also reduce the severance tax from 15% to 12.25%, a substantial incentive to smaller fields. Industry protests about the bill obscure the fact that it is a fairer tax because it lowers the income tax on less profitable ventures, like marginal fields, and puts the tax burden on the most profitable developments, such as Prudhoe Bay and Kuparuk.HB 353 would ensure that the state receives its fair share of Alaskan oil wealth. On Jan. 13, 1986 the U.S. Supreme Court agreed with the Alaska Supreme Court that separate accounting is constitutional. Furthermore, the state supreme court said that separate accounting is the prevailing method used throughout the United States for reporting income from oil production because it conforms more to an oil company's financial accounting procedures and "more accurately reflects income than formula apportionment".Under pressure from important US trading partners, President Reagan has asked Congress to force states to abandon worldwide combination formula apportionment.Whether or not we decide this session to return the former tax law to the books, it's important to understand the basic issues involved and let our decisions on tax policy be <pided by facts, not by high-priced media campaigns aimed at our emotions.
III. The severance Tax and the Economic Limit FactorThis is an issue that needs to be addressed thissession because state revenues from severance taxes will be severely reduced beginning in FY 88 if the ELF law isn't changed. The ELF is a statutory reduction to the severance tax, created to extend production on marginal fields, but it is not working as well as it could. Two problems with present law are: 1) it doesn't give marginal fields enough of a tax break; and 2) it will provide Prudhoe with a premature tax reduction decades before it can be considered marginal. A simple change in the ELF law could solve both these problems.
IV. Major oil Litigation with the oil and Qas IndustryThe amounts at issue in the state's oil and gaslitigation are at least $15 to 20 billion dollars and the state has spent millions of dollars so far to pursue these cases. Major litigation with the oil industry highlights the many points during the production and marketing process that provide profit-making opportunities for the industry and and revenue opportunities for the state.
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Currently facing us is whether to reinstate separate accounting, proposed in House Bill 353, introduced last session by the House Finance Committee. The oil corporations have widely advertised their opposition to the bill throughout the state. Ironically, while they resist the tax changes embodied in HB 353, they have not paid taxes due the state from past tax years, choosing instead to dispute these taxes through established channels. Recent figures from the Department of Revenue (DOR) show the oil companies are hundreds of millions of dollars behind in tax payments to the state, under former and existing tax laws.
During the interim I examined these tax issues and other areas of dispute in order to suggest improvements to state policy, increase our understanding of the issues involved,
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and improve our relationship with this vital Alaskan industry.
Wa depend on an unstable entity — world oil prices — for the bulk of our state revenues and this makes it difficult to plan. But even with this uncertainty, Alaska can implement smart business practices. For example, we can't let the oil and gas industry write its own tax laws, on the other hand, we need a policy that encourages exploration and development. We also have to be realistic and realize that state tax incentives alone cannot overcome the current world-wide slump in oil prices.
We need to spend less on government operations and broaden our economic base. Our policies should focus on the decline in Prudhoe production, which will start occurring in the next few years, and the inability of subsequent oil fields to coma close to equalling Prudhoe's output. In other words, our present generous level of oil revenues is short-lived. Our goals should bo to maximize our benefits now from this non-renewable resource and to encourage additional exploration and production so that we can prepare for a future without as many oil dollars.
It is my hope that this report will help provide a framework for our continuing relationship with the oil industry. Some of the issues discussed hero include recommendations for legislation, others are offered as background information.
The topics discussed in the report are as follows: 1)prepayment of disputed taxes; 2) an examination of the issues having to do with separate accounting (HB 353); 3)a discussion of the severance tax and the economic limit factor; 4) an overview of the major oil litigation.
I. Prepayment of Disputed TaxesOne of the most disturbing developments to surface during the interim was the discovery that the oil companies are $908 million behind in tax payments to the state as of January 6, 1986. Confidentiality statutes preventdisclosing the names of the corporations and exactly how much each owes, but the large sums and statutes involved make it obvious that the major North Slope producers — Arco, Exxon, Sohio — are some of the taxpayers whose accounts are at issue. Furthermore, current law offers little incentive for them to pay in a timely manner.Properly written statutes could have the companies prepay assessed amounts at a set point in the appeals process — late enough to protect the taxpayers from auditing errors yet early enough to ensure that the taxes are collected in a timely manner.Additionally, the Legislative Budget and Audit Committee has requested an opinion from the attorney
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general's office on the constitutionality of revealing the names of taxpayers whose accounts are past due.
II. The Issues Pertaining to Separate Accounting — hb 353HB 353 would reinstate separate accounting as themethod used to calculate the oil industry's tax liability. It would also reduce the severance tax from 15% to 12.25%, a substantial incentive to smaller fields. Industry protests about the bill obscure the fact that it is a fairer tax because it lowers the income tax on less profitable ventures, like marginal fields, and puts the tax burden on the most profitable developments, such as Prudhoe Bay and Kuparuk.HB 353 would ensure that the state receives its fair share of Alaskan oil wealth. On Jan, 13, 1986 the U.S. Supreme Court agreed with the Alaska Supreme Court that separate accounting is constitutional. Furthermore, the state supreme court said that separate accounting is the prevailing mathod used throughout the United states for reporting income from oil production because it conforms more to an oil company's financial accounting procedures and "more accurately reflects income than formula apportionment".Under pressure from important US trading partners, President Reagan has asked Congress to force states to abandon worldwide combination formula apportionment.Whether or not we decide this session to return the former tax law to the books, it's important to understand the basic issues involved and let our decisions on tax policy be guided by facts, not by high-priced media campaigns aimed at our emotions.
III. T h e  s e v e r a n c e  T a x  and the Ec o n o m i c  Limit FactorThis is an issue that needs to be addressed thissession because state revenues from severance taxes will be severely reduced beginning in FY 88 if the ELF law isn't changed. The ELF is a statutory reduction to the severance tax, created to extend production on marginal fields, but it is not working as well as it could. Two problems with present law are: 1) it doesn't give marginal fields enough of a tax break? and 2) it will provide Prudhoe with a premature tax reduction decades before it can be considered marginal. A simple change in the ELF law could solve both these 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 o i l  a n d  Gas IndustryThe amounts at issue in the state's oil and gas litigation are at least $15 to 20 billion dollars and the state has spent millions of dollars so far to pursue these cases. Major litigation with the oil industry highlights the many points during the production and marketing process that provide profit-making opportunities for the industry and and revenue opportunities for the state.
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This chapter of the report highlights two major cases that affect the value of the oil and revenues to the state. The cases are the Amerada Hess royalty case and the taps ’ tariff case. While the issues involved are in litigation and therefore out of the legislature's immediate realm of influence, I believe knowing more about the nature of the disputes adds to our overall understanding of the subject. Fair prices for the oil and fair charges for transportation costs are the key areas in which the state and oil companies disagree.
The issues summarized above constitute this interim report. It is my hope that the information will be of use to you as we begin the 1986 session. The report does not attempt to address all the facets of the state's complex relationship with the oil and gas industry, but it does touch on some of the important points. I believe staying abreast of the industry and its goals will enhance the quality of state government, because without this knowledge it will be difficult to maintain our positions as the real policymakers of Alaska.
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I .  T h e  P r o b l e m

A s  o f  J a n u a r y  6 ,  1 9 8 6 ,  t h e  o i l  c o m p a n i e s  o w e d  t h e  s t a t e  

$ 9 0 8  m i l l i o n  i n  d i s p u t e d  t a x e s .  D u e  t o  t h e  A R C O  s e t t l e m e n t  

o f  $ 2 4 3  m i l l i o n  o n  J a n u a r y  1 3 ,  1 9 8 6 ,  t h i s  t o t a l  w i l l  b e  

a d j u s t e d  ( n e w  f i g u r e s  f r o m  D O R  a r e  e x p e c t e d  n e x t  w e e k ) .

S i n c e  $ 2 4 3  m i l l i o n  i s  t h e  a m o u n t  o f  t h e  s e t t l e m e n t ,  i t  m a y  

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

b e t w e e n  A R C O  a n d  t h e  s t a t e .  T h e  p h r a s e  " d i s p u t e d  t a x e s "  

r e f e r s  t o  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  t h e  c o m p a n i e s ,  

p l u s  i n t e r e s t  a n d  p e n a l t i e s .  U n f o r t u n a t e l y ,  e x i s t i n g  s t a t e  

l a w  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  o f  t h e s e  c a s e s  a n d  

s o m e  o f  t h e  d i s p u t e s  g o  b a c k  a s  f a r  a s  1 5  y e a r s .

T h e  t o t a l  r e p o r t e d  b y  D O R  t o  b e  d i s p u t e d  o n  J a n .  6 ,

1 9 8 6  w a s  $ 9 0 8 , 2 9 3 , 0 0 8 . 6 1 .  T h e  t o t a l  a m o u n t  v a r i e s  f r o m  

m o n t h  t o  m o n t h  d u e  t o  s u c h  c a u s e s  a s  i n t e r e s t  c h a r g e s  a n d  

s e t t l e m e n t  o f  s o m e  o f  t h e  d i s p u t e s .  F o r  a  s c h e d u l e  o f  a l l  

t a x  a c c o u n t s  r e c e i v a b l e ,  s e e  A t t a c h m e n t  A .  H e r e  i s  a  

b r e a k d o w n  o f  w h a t  i s  o w e d :

—  A p p r o x i m a t e l y  $ 5 2 4  m i l l i o n  o f  t h e  t o t a l  i s  o w e d  

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

i n c o m e  t a x  f o r  t h e  y e a r s  1 9 7 9  t o  1 9 8 1 .  ( A S  4 3 . 2 1 )

—  A p p r o x i m a t e l y  $ 3 2 2  m i l l i o n  i s  o w e d  u n d e r  t h e  

s e v e r a n c e  t a x  f o r  t h e  y e a r s  1 9 7 6  t o  1 9 8 2 .  ( A S  4 3 . 5 5 )

I n t e r i m  ?. s c c rc
P a g e  5



P a g e  6

—  T h e  b a l a n c e  o f  a b o u t  $62 m i l l i o n  is o w e d  u n d e r  the 

i n c o m e  t a x  s t a t u t e  f o r  a l l  c o r p o r a t e  t a x p a y e r s . 1 ( A S  43.20) 

W h i l e  t h e  $ 6 2  m i l l i o n  i n c l u d e s  c o n t e s t e d  t a x e s  f o r  a l l  

c o r p o r a t e  t a x p a y e r s ,  i t  i s  e s t i m a t e d  t h a t  a l m o s t  a l l  o f  this 

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

t h e  o i l  c o m p a n i e s  d i s a g r e e  w i t h  t h e  s t a t e  o v e r  t h e  amount of 

t h e i r  t a x  l i a b i l i t y .  T h e y  a r e  c o n t e s t i n g  t h e  t a x  

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 

t h e  D e p a r t m e n t  o f  R e v e n u e .  A t  i s s u e  i s  t h e  m e t h o d o l o g y  f o r  

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  i n  o r d e r  t o  

d e t e r m i n e  t h e  a m o u n t  o f  t a x  o w e d  t o  t h e  s t a t e .

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  i s  t h a t  

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

s u b j e c t s  o f  m a j o r  o i l  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  t h e  s t a t e .

A  t h i r 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  i s  that the 

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

A l t h o u g h  i n t e r e s t  r a t e s  o n  d i s p u t e d  t a x  l i a b i l i t y  ( 1 2 %  p e r  

A S  4 3 . 0 5 . 2 2 5 )  m a y  c u r r e n t l y  b e  h i g h e r  t h a n  c o m m e r c i a l  

i n t e r e s t  r a t e s ,  i t  i s  c l e a r l y  i n  t h e  t a x p a y e r s '  i n t e r e s t  t o

B e f o r e  1 9 7 9  o i l  a n d  g a s  c o m p a n i e s  p a i d  i n c o m e  t a x e s  

u n d e r  A S  4 3 . 2 0 ,  l i k e  a l l  o t h e r  c o r p o r a t e  t a x p a y e r s .  B e t w e e n  

1 9 7 9  a n d  1 9 8 1  t h e y  p a i d  i n c o m e  t a x e s  u n d e r  t h e  s e p a r a t e  

a c c o u n t i n g  s t a t u t e ,  A S  4 3 . 2 1 ,  a n d  a l s o  p a i d  i n c o m e  t a x  f o r  

t h e i r  n o n - o i l  a n d  g a s  a c t i v i t i e s  u n d e r  A S  4 3 . 2 0 .  F r o m  1 9 8 2  

t o  n o w ,  t h e  c o m p a n i e s  a g a i n  p a y  a l l  t h e i r  i n c o m e  t a x  u n d e r  

A S  4 3 . 2 0 .



prolong the tax disputes and avoid payment for as long as 

possible. They may also hope for a settlement with the 

state in which they ultimately pay a smaller amount than 

originally assessed.

I I .  T h e  D i s p u t e d  I s s u e s

T h e  m a j o r  s e v e r a n c e  t a x  i s s u e s  a r e  s i m i l a r  t o  those 

i n v o l v e d  i n  t h e  S t a t e  v . . .  A m e r a d a  H e s s ,  e t .  a l  c a s e ,  though 

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

c a s e  i t s e l f .  ( T h e  l a s t  c h a p t e r  i n  t h 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  i n  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  s h a r e  

i s  i n  q u e s t i o n  i n  t h i s  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  t h e  

w e l l h e a d  v a l u e  o f  t h e  o i l .  T h e  w e l l h e a d  v a l u e  i s  d e t e r m i n e d  

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

c o s t s  —  p r i m a r i l y  p i p e l i n e  t a r i f f s  a n d  t a n k e r  c h a r g e s .  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  a r e  a t  i s s u e  i n  the 

A m e r a d a  H e s s  c a s e  a n d  a b o u t  9 5  p e r c e n t  o f  t h e  t o t a l  disputed 

t a x e s  o w e d  u n d e r  t h e  s e v e r a n c e  t a x  l a w  i n v o l v e  t h e s e  i s s u e s .

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  e x p a n s e s  c a n  b e  d e d u c t e d ;  2 )  t h e  

c o m p u t a t i o n  o f  p i p e l i n e  i n c o m e ;  3) w h a t  i n c o m e  a n d  expenses 

a r e  n o n - o i l  r e l a t e d  a n d  s h o u l d  b e  t a x e d  u n d e r  t h e  income tax 

s t a t u 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  f o r  n o n - T A P S  

p i p e l i n e s ,  s u c h  a s  t h e  K u p a r u k  p i p e l i n e  a n d  t h e  P a n a m a  Canal 

p i p e l i n e .

R o u g h l y  h a l f  o f  t h e  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  

i n v o l v e  a l l  t h e  i s s u e s  i n v o l v e d  i n  t h e  s e v e r a n c e  t a x

I n t e r i m  R e c c r t
P a g e  7
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d i s p u t e s .  T h e  o t h e r  h a l f  o f  t h e  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  i n v o l v e s  t h e s e  m a j o r  i s s u e s :  1 )  h o w  t o  c o m p u t e  

p r o d u c t i o n  e x p a n s e s ;  2 )  h o w  t o  c o m p u t e  p i p e l i n e  i n c o m e ;  3 )  

i n c o m e  a n d  e x p e n s e s  t h a t  s h o u l d  b e  a p p o r t i o n e d  t o  A S  4 3 . 2 0 ;  

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 a r g e s ;  5 )  h o w  m u c h  s h o u l d  

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

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

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  also similar 

t o  t h o s e  i n  A r c o .  e t .  a l .  v .  S t a t e ,  t h e  l a w s u i t  o v e r  t h e  

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  ( d e s c r i b e d  i n  t h e  

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  h a s  b e e n  u p h e l d  a t  e v e r y  l e v e l  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  t h e  U S  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  

i t  d i s m i s s e d  t h e  o i l  c o m p a n i e s '  a p p e a l  —  t h e  D e p a r t m e n t  o f  

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  t o  p r o g r e s s  f u r t h e r .

I I I .  E x i s t i n g  P r o c e s s  f o r  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  o i l  a n d  g a s  c o r p o r a t i o n  s u b m i t s  a  t a x  r e t u r n  

i t  i s  a u d i t e d  b y  t h e  D e p a r t m e n t  o f  R e v e n u e .  G e n e r a l l y  

s p e a k i n g ,  t h e  a u d i t  s h o w s  t h a t  t h e  t a x p a y e r  o w e s  m o r e  t h a n  

t h e  t a x p a y e r ' s  r e t u r n  s a y s .  T h e  t a x p a y e r  i s  t h e n  a s s e s s e d  

t h e  a u d i t e d  a m o u n t .  A g a i n ,  g e n e r a l l y  s p e a k i n g ,  t h e  taxpayer 

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  b e g i n s .

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

t o  a s  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  a n d  a l m o s t  90 p e r c e n t  of 

c u r r e n t l y  d i s p u t e d  t a x e s  a r e  i n  t h i s  s t a g e .  T h i s  i s  w h e n



DOR a n d  t h e  t a x p a y e r  t r y  t o  r e s o l v e  f a c t u a l  i s s u e s  a n d  agree 

o n  t h e  a m o u n t  o f  t a x  o w e d ,  a  p r o c e s s  t h a t  c a n  t a k e  s e v e r a l  

y e a r s .  I f  t h e  d i s p u t e  i s  r e s o l v e d ,  t h e  t a x p a y e r  p a y s  t h e  

a d d i t i o n a l  a m o u n t  a n d  t h e  c a s e  i s  c l o s e d ,  ( i n  s o m e  r a r e  

i n s t a n c e s ,  t h e  i n f o r m a l  c o n f e r e n c e  i s  s k i p p e d  a n d  t h e  

d i s p u t e  i s  t a k e n  u p  i m m e d i a t e l y  a t  t h e  f o r m a l  h e a r i n g  

l e v e l . )

I f  i t  i s  n o t  r e s o l v e d ,  t h e  c a s e  m o v e s  a l o n g  t o  t h e  

f o r m a l  h e a r i n g  s t a g e .  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  

a c t s  i n  t h e  c a p a c i t y  o f  a  j u d g e  a n d  d e c i d e s  t h e  c a s e .  T h i s  

s t a g e  c a n  a l s o  t a k e  y e a r s .  T h e  C o m m i s s i o n e r  c a n  e i t h e r  

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

i s s u e d  h a v e  a l l  b e e n  a d o p t e d .

A f t e r  a d o p t i o n  o f  t h e  d e c i s i o n ,  t h e  t a x p a y e r  i s  

r e q u i r e d  t o  p a y  t h e  t a x  i f  n o  a p p e a l  i s  f i l e d  i n  t h e  

s u p e r i o r  c o u r t .  I f  t h e  t a x p a y e r  p u r s u e s  t h e  d i s p u t e  b y  

a p p e a l i n g  t o  c o u r t ,  t h e n  t h e  c o u r t  w i l l  r e q u i r e  t h a t  a  b o n d  

b e  p o s t e d  i n  o r d e r  t o  c o n t i n u e  c o n t e s t i n g  D O R ' s  d e c i s i o n .

I V .  i n a d e q u a c y  o f  t h e  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  o f  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 ,  i t  

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  w i l l  s e t t l e  o r  b e  

r e q u i r e d  t o  p a y  t h e  a u d i t e d  t a x  a m o u n t s .  S o m e  o f  t h e  

d i s p u t e s  c o n c e r n  t a x e s  t h a t  w e r e  o w e d  a s  f a r  b a c k  a s  1 9 7 0  

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

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  i s  f i l e d  b e c a u s e  t h e  

a s s e s s m e n t  p e r i o d  h a s  b e e n  w a i v e d .

I n r e r i m  R e p c r r
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T h e  t a x p a y e r  t h e n  h a s  n o  i n c e n t i v e  t o  r e s o l v e  t h e  

m a t t e r  s i n c e  h e  i s  n o t  r e q u i r e d  t o  p a y  t h e  a u d i t e d  t a x  u n t i l  

a l l  t h e  a d m i n i s t r a t i v e  a n d  j u d i c i a l  c h a n n e l s  t o  o v e r t u r n  t h e  

a u d i t  h a v e  b e e n  e x h a u s t e d .  B y  a l l o w i n g  t h e  t a x p a y e r  t o  k e e p  

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

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  t h e  d i s p u t e .  T h u s  t h e  

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  f u n d s  t o  i n v e s t  a n d  e a r n  

i n t e r e s t  o n ,  o r  t o  u s e  f o r  o t h e r  p u r p o s e s .

v .  A  S o l u t i o n :  P r e p a y m e n t  o f  A s s e s s e d  T a x  A m o u n t s

I n  o r d e r  f o r  t h e  s t a t e  t o  c o l l e c t  t a x e s  i n  a  m o r e  

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

r e s o l u t i o n  p r o c e s s .

P r e p a y m e n t  c o u l d  b e  r e q u i r e d  a f t e r  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 .  A t  t h i s  p o i n t  t h e  t a x p a y e r  a n d  t h e  s t a t e  

h a v e  b e e n  n e g o t i a t i n g  a n d  f i n e - t u n i n g  t h e  t a x  l i a b i l i t y  f o r  

s o m e  t i m e .  E r r o r s  a n d  o m i s s i o n s  b y  t h e  t a x p a y e r  a n d  a u d i t o r  

a r e  l i k e l y  t o  h a v e  b e e n  c o r r e c t e d .

A l t e r n a t i v e l y ,  p r e p a y m e n t  c o u l d  b e  r e q u i r e d  a f t e r  t h e  

f o r m a l  h e a r i n g .  T h e  d i s p u t e  h a s  b e a n  r e v i e w e d  b y  t h e  e n t i r e  

D O R  h i e r a r c h y  a n d  t h e  C o m m i s s i o n e r  h a s  a d o p t e d  a  d e c i s i o n .

I f  p r e p a y m e n t  i s  n o t  r e q u i r e d  u n t i l  a f t e r  t h e  f o r m a l  

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

e a c h  s t a g e  o f  t h e  r e s o l u t i o n  p r o c e s s ,  o n c e  t h e  t a x p a y e r  h a s  

b e e n  a s s e s s e d  t h e  a u d i t e d  a m o u n t ,  b o t h  t h e  i n f o r m a l  

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



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  o f  y e a r s  e s t a b l i s h e d  i n  

s t a t u t e .  T h 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  o f  

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

e n d  p o i n t  o f  t h e  d e p a r t m e n t ' s  i n t e r n a l  r e v i e w .

I t  m a k e s  f i s c a l  s e n s e  t o  p u t  s o m e  o r  a l l  o f  t h e  

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

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

s a v i n g s ,  s i n c e  i t  c o u l d  s t i l l  b e  s e v e r a l  y e a r s  u n t i l  a  

p a r t i c u l a r  d i s p u t e  i s  f i n a l l y  r e s o l v e d .  I n  t h e  m e a n t i m e ,  

t h e  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  i n v e s t e d  a n d  e a r n  

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

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

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  i n  t h e  t a x p a y e r ' s  

f a v o r .

T h 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  a l s o  b e  a p p l i e d  t o  

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

r e q u i r e m e n t  t o  p a s t  y e a r s  i s  e s s e n t i a l  i n  o r d e r  t o  b r i n g  

a b o u t  f a s t e r  r e s o l u t i o n  o f  t h e  c u r r e n t  t a x  d i s p u t e s ,  s i n c e  

t h e s e  d i s p u t e s  i n v o l v e  t a x  l i a b i l i t i e s  f o r  e a r l i e r  y e a r s .

P r e p a y m e n t  h a s  p r e c e d e n t s  a t  b o t h  t h e  s t a t e  a n d  f e d e r a l  

l e v e l s .  I t  i s  c u r r e n t l y  r e q u i r e d  b y  t h e  I R S  i f  t h e  t a x p a y e r  

d e c i d e s  t o  a p p e a l  t o  t h e  f e d e r a l  d i s t r i c t  c o u r t  o r  c o u r t  o f  

c l a i m s  r a t h e r  t h a n  t o  t a x  c o u r t .  I n  f a c t ,  D O R  c u r r e n t l y  h a s  

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

o f  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  i t  o n l y  a p p l i e s  t o  t h e  

r e t u r n s  f o r  t h e  y e a r s  a f t e r  1 9 8 4  ( 1 4  A A C  5 5 . 1 6 5 ) .  ( I t  a l s o  

o n l y  a d d r e s s e s  t h e  i s s u e  o f  o i l  v a l u a t i o n ,  n o t

I n t e r i m  P.eccrc
P a g e  11



t r a n s p o r t a t i o n  a s s e s s m e n t s . )  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  o f  a n  a v e r a g e  a m o u n t  o w e d  b y  a l l  t a x p a y e r s ;  i t  

d o e s  n o t  r e l a t e  t o  a c t u a l  a s s e s s e d  t a x  l i a b i l i t y .  T h i s  

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

c a p t u r e  b a c k  t a x e s  o w e d  u n d e r  t h e  t w o  c o r p o r a t e  i n c o m e  

t a x a s .

A  f o r m  o f  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  o f  t h e  

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  ( i n  e f f e c t  f o r  t h e  

y e a r s  1 9 7 9 - 1 9 8 1 ) .  S i n c e  t h e  l a n g u a g e  w a s  v a g u e  o n  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  c o v e r e d ,  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  f o r  t h e  a s s e s s e d  a m o u n t s ,  

i n  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 v i s i o n ,  i t  i s  l i k e l y  t h a t  t h e  

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

a n d  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  p r o c e s s .  

H o w e v e r ,  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  o f  a s  a  p r e c e d e n t  f o r  t h e  k i n d  o f  p r e p a y m e n t  

a d v o c a t e d  h e r e ,  e s p e c i a l l y  s i n c e  t h e  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  t a x p a y e r s .

T h e  D e p a r t m e n t  o f  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  t h e r e  

a r e  n o  l e g a l  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  a n d  

f o r m a l  o p i n i o n ,  p r e p a r e d  b y  b o t h  t h e  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  t h e  D e p a r t m e n t  o f  R e v e n u e ,  i s  e x p e c t e d  e a r l y  n e x t  

w e e k .

V I .  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  f o r  

p r e p a y m e n t  o f  a u d i t e d  t a x  a m o u n t s  a t  a  s e t  p o i n t  i n  t h e  

r e s o l u t i o n  p r o c e s s .  T h i s  w i l l  i n s u r e  t h e  s t a t e  r e c e i v e s  i t s

I n t e r i m  R e p o r t
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share of oil revenues in a more timely manner and also 

protect the taxpayers from any initial auditing errors.

Such a prepayment requirement should not be viewed as 

an additional burden to the oil companies since the revenue 

that could be raised does not coma from implementing new 

taxes; rather, it is revenue the state should have already 

received.
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ALASKA DEPARTMENT OF REVENUE 
APPEALED TAX ASSESSMENTS BY APPEAL LEVEL

January  6 ,  1906

TAX TYPE STATUTE

O IL 4  GAS CORP INC AS 43 .2 1
O IL  4  GAS PROOUCTION AS 4 3 .5 5
CORPORATE INCOME AS 4 3 .2 0
INDIVIDUAL INCOME AS 4 3 .2 0
BUSINESS LIC Gft RCPT AS 4 3 .7 0
FISHERIES AS 43 .7 5
MOTOR FUEL AS 4 3 .4 0
MINING AS 4 3 .6 5
O IL & GAS PROPERTY AS 43 .5 6
FIDIQJAffY INCOME AS 4 3 .2 0
SALMON ENHANCEMENT AS 4 3 .7 6
ESTATE AS 43 .3 1
SEAFOOD MARKETING AS 16 .51
INDIVIDUAL WITMOlO AS 4 3 .2 0
TOBACCO (CIGARETTE) AS 4 3 .5 0
WHSL CANNED SALMON AS 4 3 .9 0
LIQUOR EXCISE AS 4 3 .6 0
COIN OPERATED DEVICE AS 4 3 .3 5

TOTAL TAX ACCOUNTS RECEIVABLE 

PERCENT OF TOTAL VALUE

VALUE
OF ACCOUNTS CONFERENCE

< 5 2 4 ,1 6 3 ,0 9 6 .6 5 < 4 3 8 ,3 5 8 ,4 2 2 .6 9
3 2 1 ,6 9 7 ,4 6 2 .1 5 3 0 0 ,8 4 8 ,9 2 6 .9 7
6 2 .4 3 2 ,4 4 9 .8 1 4 7 ,6 3 9 ,2 8 2 .7 6
2 ,8 4 4 ,0 6 1 .3 1 2 ,8 2 8 ,9 6 5 .2 9
2 ,6 8 6 ,3 2 3 .3 1 1 ,7 7 7 ,7 3 1 .6 4
1 ,9 2 5 ,3 3 5 .8 7 1 ,1 5 0 ,1 7 3 .6 9
1 ,5 2 5 ,2 0 6 .6 0 9 7 0 ,4 9 8 .5 9

8 2 8 ,6 9 7 .2 4 8 2 8 ,6 9 7 .2 4
3 8 5 ,7 7 9 .1 8 9 ,3 2 1 .9 8
1 8 3 ,6 3 6 .5 2 1 8 3 ,6 3 6 .5 2
4 2 ,5 3 5 .9 7 2 9 ,6 1 8 .9 7
3 0 ,8 4 0 .4 9 3 0 ,8 4 0 .4 9
8 ,1 1 9 .5 5 8 ,1 1 9 .5 5
7 ,6 1 0 .8 5 7 ,6 1 0 .8 5
4 ,4 8 7 .2 2 4 ,4 8 7 .2 2
2 ,2 5 0 .0 0 2 ,2 5 0 .0 0

4 6 5 .1 3 4 8 5 .1 3
.00 .00

< 9 1 8 .7 6 8 .3 9 7 .8 5 < 7 9 4 .6 7 9 .0 6 9 .5 8

1 0 0 .0 0 1  9 6 .4 9 1

FOWWl COURT

$ 8 5 ,8 0 4 ,6 7 3 .9 6 $ .0 0
2 0 ,8 4 8 ,5 3 5 .1 8 .00
1 3 ,7 7 3 ,9 8 5 .9 3 1 ,0 1 9 ,1 8 1 .1 2

1 5 ,1 1 6 .0 2 .00
5 2 4 ,3 8 0 .3 7 3 8 4 ,2 1 1 .3 0
7 7 5 ,1 6 2 .1 8 .00
5 5 4 ,7 0 8 .0 1 .00

.00 .00

.00 3 7 6 ,4 5 7 .2 0

.00 .00
1 2 ,9 1 7 .0 0 .00

.00 .00

.00 .00

.00 .00

.00 .00

.00 .00

.00 .00

.00 .00

< 1 2 2 .3 0 9 .4 7 9 .6 5  < 1 .7 7 9 .8 4 9 .6 2

13.311 0 .2 0 1

NUMBER
TAX TYPE STATUTE OF ACCOUNTS CONFERENCE FORMAL COURT

O IL & GAS PROOUCTION AS 4 3 .5 5 496 413 83 0
CORPORATE INCOME AS 4 3 .2 0 405 31 4 82 9
INDIVIDUAL INCOME AS 4 3 .2 0 253 243 10 0
MOTOR FUEL AS 4 3 .4 0 153 92 61 0
FISHERIES AS 4 3 .7 5 54 41 13 0
BUSINESS L IC  GR RCPT AS 4 3 .7 0 42 32 8 2
OIL 4  GAS CORP INC AS 4 3 .2 1 36 21 15 0
SALMON ENHANCEMENT AS 4 3 .7 6 20 18 2 0
MINING AS 4 3 .6 5 8 8 0 0
SEAFOCO MARKETING AS 16 .51 7 7 0 0
FIDICUARY INCOME AS 4 3 .2 0 7 7 0 0
INDIVIDUAL WITHHOLD AS 4 3 .2 0 5 5 0 0
OIL & GAS PROPERTY AS 4 3 .5 6 5 4 0 1
WHSL CANNED SALMON AS 4 3 .8 0 3 3 0 0
TOBACCO (CIGARETTE) AS 4 3 .5 0 2 2 0 0
ESTATE AS 43 .3 1 2 2 0 0
LIQUOR EXCISE AS 4 3 .6 0 1 1 0 0
COIN OPERATED DEVICE AS 4 3 .3 5 ____ 0 ____ 0 _ 0 _0

TOTAL TAX ACCOUNTS 1 .499 1 .2 1 3 274 _12

PERCENT OF TOTAL ACCOUNTS 100.001 8 0 .9 2 1 1 8 .2 8 1 0 .8 0 1
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I .  W h a t  d o e s  H B  3 5 3  d o ?

A .  H B  3 5 3  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  a s  t h e  m e t h o d  

t h a t  t h e  o i l  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  i n  

A l a s k a  t o  d e t e r m i n e  i t s  i n c o m e  t a x  l i a b i l i t y  t o  t h e  s t a t e .

B .  H B  3 5 3  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  f r o m  15% to 
i t s  p r e - 1 9 8 1  l e v e l  o f  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  a t  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  l o s s  i n  t a x  r e v e n u e  a n t i c i p a t e d  a t  

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 .

I I .  S u m m a r y

A .  H B  3 5 3  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  i t s  f a i r  s h a r e  o f  

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  F Y 8 2  t h r o u g h  F Y 8 6  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  i f  t h e  s t a t e  r e t u r n s  t o  i t s  

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  

i s  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  i t  i s  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  i n  t h i s  d e c i s i o n  o n  J a n u a r y  1 3 ,  1 9 8 6 ,  w h e n  i t  

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  i s  a  f a i r e r  t a x  b e c a u s e  i t  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  o n  

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  i t  m a d e  a s  m u c h  

i n  F Y  8 5  a s  i t  m a d e  i n  F Y  8 2  ( a b o u t  $ 6  b i l l i o n  i n  r e a l  t e r m s )  

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 i r a l .  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  2 2 t  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  3 5 3 .

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  t o  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  i s  s t i l l  e x p e c t e d  t o  

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  2 0 1 0 .  A l m o s t  t w o  

t h i r d s  o f  r e c o v e r a b l e  r e s e r v e s  i n  A l a s k a  a r e  f o u n d  i n  P r u d h o e .

I I I .  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  s t u d y ,  t h e  1 9 7 8  

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  o f  a c c o u n t i n g  t h a t  o i l  

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

a c c u r a t e l y  r e f l e c t  h o w  m u c h  o f  a n  o i l  c o m p a n y ' s  i n c o m e  i s  

e a r n e d  i n  A l a s k a .

B .  T h e  c o n s t i t u t i o n a l i t y  o f  s e p a r a t e  a c c o u n t i n g  w a s  q u i c k l y  

c h a l l e n g e d  b y  t h e  m a j o r  o i l  c o m p a n i e s  i n  A r c o  v .  s t a t g . T h e  

1 9 8 1  l e g i s l a t u r e  w a s  f a c e d  w i t h  t h e  t h r e a t  o f  h a v i n g  t o  r e f u n d  

a b o u t  $ 9  b i l l i o n  i n  1 9 8 5  w h e n  r e s o l u t i o n  o f  t h e  l i t i g a t i o n  w a s  

e x p e c t e d .  I n  r e s p o n s e  t o  t h i s  t h r e a t ,  t h e  l e g i s l 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  a n d  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  i n  i t s  p l a c e .  I n  1 9 8 3 ,  a n  A n c h o r a g e  s u p 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  i s  c o n s t i t u t i o n a l .  

T h 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  i n  A u g u s t ,  1 9 8 5 .  I t  w a s  a g a i n  u p h e l d  t h i s  p a s t  M o n d a y ,  

J a n u a r y  1 3 ,  1 9 8 6 ,  w h e n  t h e  U S  S u p r e m e  C o u r t  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  s u p r e m e  c o u r t ' s  r u l i n g ,  

t h u s  e n d i n g  t h e  l a w s u i t .

C .  D e f i n i t i o n s :

1 .  F o r m u l a _ a p p o r t i o n m e n t : I f  a  f i r m  o p e r a t e s  i n  s e v e r a l  s t a t e s  

a n d  o n e  o f  t h e  s t a t e s  w i s h e s  t o  t a x  i t s  i n c o m e ,  a  m e t h o d  m u s t  

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

t h e  t a x i n g  s t a t e .  T h e  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  l o o k s  a t  

t h e  f i r m ' s  w o r l d w i d e  i n c o m e  a n d ,  b y  u s e  o f  a  f o r m u l a ,  

a t t r i b u t e s  p a r t  o f  i t  t o  t h e  t a x i n g  s t a t e .  T h e  s t a n d a r d  

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

s t a t e :  p a y r o l l ,  p r o p e r t y  a n d  s a l e s .

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  i s  a  m o d i f i e d  v e r s i o n  o f  

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

s u b s t i t u t i o n  o f  t h e  e x t r a c t i o n  f a c t o r  f o r  t h e  p a y r o l l  f a c t o r  

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

p r e s e n c e  i n  A l a s k a .  T h e  e x t r a c t i o n  f a c t o r  h e l p s  t o  d e t e r m i n e  

i n c o m e  f r o m  o i l  p r o d u c t i o n  b y  m e a s u r i n g  t h e  a m o u n t  o f  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  a c t i v i t y .  S i n c e  i n  A l a s k a  

p r o d u c t i o n  i s  f a r  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  r e f i n i n g ,  

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  o i l  c o m p a n y  

i n c o m e  a n d  p r o f i t a b i l i t y  i n  A l a s k a  t h a n  d o e s  t h e  s t a n d a r d  

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 .

3 .  S e p a r a t e  a c c o u n t i n g ;  T h i s  m e t h o d  d o e s  n o t  u s e  a  f o r m u l a  t o  

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

A l a s k a .  I n s t e a d ,  i t  t a k e s  t h e  w e l l h e a d  v a l u e  o f  o i l  ( g r o s s  

i n c o m e )  i n  A l a s k a  a n d  d e d u c t s  f r o m  i t  a l l  t h e  c o s t s  o f  

p r o d u c t i o n  t o  a r r i v e  a t  n e t  i n c o m e .  T h i s  a m o u n t  i s  t h e n  

t a x e d  a t  t h e  s a m e  c o r p o r a t e  i n c o m e  t a x  r a t e  t h a t  a l l  o t h e r  

n o n - o i l  b u s i n e s s e s  p a y .  B e c a u s e  i t  i s  c o n s i d e r e d  b v  m a n y  t o  

b e .  t h e  m o s t  a c c u r a t e  w a v  t o  m e a s u r e  t h e  v a l u e _ o i L _ o i l  

p r o d u c t i o n  a c t i v i t y  i t  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  i n  A l a s k a ,  a n d  t h e r e f o r e ,  t h e  i n c o m e ,  o f  . . o i l  

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 l y i t i a s - i n  

A l a s k a .

I V .  W h a t  i m p o r t a n t  i s s u e s  a r e  i n v o l v e d  i n  d e c i d i n g  w h e t h e r  t o  

e n a c t  H B  3 5 3 ?

A .  I s  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 ,  f a i r e r  w a y  t o  t a x  t h e  o i l



industry in Alaska?

B .  W i l l  H B  3 5 3  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  a n d  d e v e l o p m e n t  

o f  n e w  o i l  f i e l d s  i n  A l a s k a ?

C .  W i l l  H B  3 5 3  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  c l i m a t e ?

D .  H o w  w i l l  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  a f f e c t  o u r  t a x  

r e v e n u e s ?

E .  H o w  w i l l  a  r e d u c t i o n  i n  t h e  s e v e r a n c e  t a x  a f f e c t  o u r  t a x  

r e v e n u e s ?

F .  H o w  w i l l  t h e  i n e v i t a b l e  d e c l i n e  i n  P r u d h o e  B a y  p r o 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  t o  o u r  o i l  

& g a s  t a x  s t r u c t u r e ?

H .  W h a t  i s  t h e  c u r r e n t  s t a t u s  o f  A r c o  v .  s t a t a ?

I .  W a s  t h e r e  a  c o n s p i r a c y  i n  1 9 8 1 ?

J .  H o w  h e a l t h y  i s  t h ^  o i l  i n d u s t r y  a t  p r e s e n t ?

K .  H o w  d o e s  t a x a t i o n  o f  t h e  o i l  i n d u s t r y  i n  A l a s k a  c o m p a r e  t o  

t a x a t i o n  o f  t h e  i n d u s t r y  i n  o t h e r  s t a t e s  a n d  a t  t h e  f e d e r a l  

l e v e l ?

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

v .  i s  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  a n d  f a i r e r  t a x  a c c o u n t i n g  

m e t h o d  f o r  A l a s k a ?

A .  T h i s  i s s u e  p o s e s  t w o  m a j o r  q u e s t i o n s :  ( 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 m u l a  a p p o r t i o n m e n t  t y p e  o f f  

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

t h e  t a x i n g  s t a t e ?  A  f a i r  t a x  w i l l  o n l y  a p p l y  t o  i n c o m e  e a r n e d

i n  t h a t  p a r t i c u l a r  s t a t e .  ( 2 )  W h a t  i s  A l a s k a ' s  " f a i r  s h a r e "  

o f  t h e  o i l  w e a l t h  p r o v i d e d  b y  o u r  o i l  r e s o u r c e s ?

B .  Q u e s t i o n  # 1  w a s  a n s w e r e d  b y  t h e  l e g i s l a t u r e  i n  1 9 7 8 ,  a g a i n

b y  A l a s k a  c o u r t s  i n  b o t h  1 9 8 3  a n d  1 9 8 5 ,  a n d  a g a i n  b y  t h e  U S  

S u p r e m o  C o u r t  l a s t  M o n d a y .  I n  A u g u s t .  ' 8 5 .  t h e  A l a s k a  S u p r e m e  

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

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  f o r  r e p o r t i n g  i n c o m e  f r o m  o i l  

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

I n g a a 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 .  . . . [ T ] h e  A l a s k a  l e g i s l a t u r e  

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

o n l y  a f t e r  i t  d e t e r m i n e d  t h a t  t h e  u s e  o f  f o r m u l a  a p p o r t i o n m e n t  

t o  c o m p u t e  A l a s k a ' s  s h a r e  o f  o i l  p r o d u c t i o n  i n c o m e  w o u l d
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seriously underestimate the production income that u g S r<q^-,|y 
subject t o  t a x a t i o n . by this state ( 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  f u r t h e r  t h a t  t h e  c a s e  o f  S o h i o  i s  t h e  b e s t  

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

j u r i s d i c t i o n .  D u r i n g  t h e  p e r i o d  1 9 7 8 - 8 0 ,  S o h i o  m a i n t a i n e d  

t h a t  o n l y  1 0 %  o f  i t s  p a y r o l l ,  1 2 %  o f  i t s  s a l e s  a n d  5 0 %  o f  i t s  

p r o p e r t y  w e r e  i n  A l a s k a .  Y e t  i t s  1 9 8 0  a n n u a l  r e p o r t  s t a t e s  

t h a t  o v e r  9 0 %  o f  i t s  t o t a l  o i l  p r o d u c t i o n  d e r i v e d  f r o m  

r e s e r v e s  i n  A l a s k a .  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  ( a n d  n o t  d i s p u t e d  b y  t h e  c o m p a n i e s )  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  i t  f r o m  1 7 t h  t o  7 t h  

i n d u s t r y w i d e .  S o ,  t h e  C o u r t  c o n c l u d e d ,  " . . .  t h e  traditional 
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  reflect t h e  

p h e n o m e n a l  v a l u e ,  o f  t h e  c o m p a n i e s 1 o i l  r e s e r v e s  i n  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  i s  a l s o  s u p e r i o r  t o  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  i t  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  a t  

P r u d h o e  B a y  m o r e  h e a v i l y  t h a n  l e s s  p r o f i t a b l e  v e n t u r e s ,  s u c h  

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

v e n t u r e s . w l l l _ a c t u a l l y _ e x p e r l e n c e  a n  I n c o m e  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  a s  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  i n c r e a s e .  P r u d h o e  c a n  a f f o r d  t o  p a y  m o r e  t a x e s  a n d  s t i l l  

b e  h i g h l y  p r o f i t a b l e .  A  1 9 8 4  I n s t i t u t e  o f  S o c i a l  & E c o n o m i c  

R e s e a r c h  ( I S E R )  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  i n  n e t  p r o f i t s  a n d  t h a t  i t s  1 9 8 2  

p r o f i t  r a t e  h o v e r e d  a r o u n d  2 5 % .  B u t  s o m e  o f  t h e  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  i s  m a k i n g  i n  A l a s k a  t h a t  a r e  

e x p e c t e d  t o  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  a n  

a d d i t i o n a l  t a x  b r e a k .  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  t a x e s  a l l  i n d u s t r y  

a c t i v i t i e s  a t  a p p r o x i m a t e l y  t h e  s a m e  r a t e  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  p r o f i t .

D .  W i t h  r e g a r d  t o  q u e s t i o n  # 2 ,  A l a s k a ' s  f a i r  s h a r e  s h o u l d  b e  

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

i n  t e r m s  o f  n u m b e r s .  T h e  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  i n  a  

j o i n t  s t a t e m e n t  f r o m  t h e  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  i n  M a r c h ,  1 9 8 1 :  H [ A ] n y  s i g n i f i c a n t  d e c r e a s e s  i n  

s t a t e  o i l  a n d  g a s  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  a n d  

u n s u p p o r t e d  b y  t h e  m a j o r i t y  o f  A l a s k a n s .  T h e  S t a t e ' s  c u r r e n t  

l e v e l  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  t h e  o i l  c o m p a n i e s  a n d  

t h e  f e d e r a l  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  s h a r e s  o f  A l a s k a ' s  

w e a l t h  t h a n  w i l l  A l a s k a n s .  A c c o r d i n g l y ,  a n y  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  a t  t h e  e x p e n s e  o f  t h e  l a t t e r  

w o u l d  b e  i n e q u i t a b l e  . . .  A l l  a g r e e  t h a t  a n y  c h a n g e s  [ t o  t h e  

t a x  c o d e ]  t h a t  w o u l d  g i v e  l a r g e  s u m s  o f  m o n e y  t o  t h e  o i l  

i n d u s t r y  a t  t h e  e x p e n s e  o f  t h e  p e o p l e  o f  A l a s k a  a r e  

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  t h e  p h i l o s o p h y  b e h i n d  

A l a s k a ' s  o i l  a n d  g a s  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  f o r  

d e t e r m i n i n g  i f  A l a s k a  r e c e i v e s  i t s  f a i r  s h a r e  o f  t h e  o i l  

w e a l t h .  T h e y  c o n t i n u e  t o  b e  r e l e v a n t  i n  1 9 8 6 .
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E .  W i t h  t h i s  p h i l o s p h y  f i r m l y  i n  m i n d ,  c o n s i d e r  a  " s h a r e s "  

a n a l y s i s  p r e p a r e d  b y  e c o n o m i s t  E b a n  G o o d s t e i n  i n  m i d  1 9 8 5 .  H e  

f o u n d  t h a t  i n  F Y 8 2 ,  s h a r e s  o f  o i l  w e a l t h  i n  A l a s k a  w e r e  

d i v i d e d  a s  f o l l o w s :  i n d u s t r y  -  4 1 % ,  f e d e r a l  g o v e r n m e n t  -  3 0 % ,

a n d  s t a t e  g o v e r n m e n t  -  2 9 % .  B y  F Y 8 5 ,  t h e  s h a r e s  h a d  s h i f t e d  

s u c h  t h a t  i n d u s t r y  r e c e i v e d  5 0 % ,  t h e  f e d e r a l  g o v e r n m e n t  

r e c e i v e d  2 2 %  a n d  t h e  s t a t e  r e c e i v e d  2 7 % .

F .  A l a s k a  i s  n o t  r e c e i v i n g  i t s  f a i r  s h a r e  a s  d e f i n e d  by t h e  

G o v e r n o r  a n d  t h e  l e g i s l a t u r e  i n  1 9 8 1  b e c a u s e  i t s  s h a r e  h a s  

d e c l i n e d  w h i l e  t h e  o i l  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 .  

G o o d s t e i n ' s  a n a l y s i s  f u r t h e r  s u g g e s t s  t h a t  t h e  c h a n c e  f r o m  

s e p a r a t e  a c c o u n t i n g  t o  m o d i f i e d  a p p o r t i o n m e n t  w a s  o n e  o f  the 
r e a s o n s  w h v  A l a s k a ' s  s h a r e  d i m i n i s h e d  a n d  t h e  i n d u s t r y ' s  share 
i n c r e a s e d . H i s  s t u d y  c o n c l u d e s  t h a t  i f  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  r e p e a l e d ,  t h e  F Y 8 2  s h a r e s  w o u l d  h a v e  b e e n  4 2 %  

i n d u s t r y ,  3 0 %  f e d e r a l  g o v e r n m e n t  a n d  2 8 %  s t a t e  g o v e r n m e n t  

w h i l e  t h e  F Y 8 5  s h a r e s  w o u l d  h a v e  b e e n  4 7 %  i n d u s t r y ,  2 1 %  

f e d e r a l  g o v e r n m e n t  a n d  3 3 %  s t a t e  g o v e r n m e n t .  A  s h a r e s  

a n a l y s i s  p r e p a r e d  b y  t h e  H o u s e  R e s e a r c h  A g e n c y  i n  D e c e m b e r ,  

1 9 8 5 ,  c o m 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  f o r  t h e  

y e a r s  F Y 8 2  t h r o u g h  F Y 8 5 .

V I .  w i l l  H B  3 5 3  d i s o 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  o f  a  c o m p a n y ' s  d e c i s i o n  t o  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  o i l  f i e l d  a r e  a v a i l a b i l i t y  o f  t h e  

o i l ,  t h e  p r i c e  o f  o i l ,  a n d  t h e  c o s t  o f  p r o d u c t i o n  i n  t h a t  

p a r t i c u l a r  f i e l d .  T h e s e  f a c t o r s  d e t e r m i n e  t h e  r a t e  o f  r e t u r n  

w h i c h  i n  t u 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  f i e l d  w i l l  b e  

e x p l o r e d  o r  d e v e l o p e d .  S i n c e  a  s t a t e ' s  t a x  r a t e  i s  o n l y  o n e  

a s p e c t  o f  t h e  c o s t  o f  p r o d u c t i o n ,  a n d  t h e  c o s t  o f  p r o d u c t i o n  

i s  o n l y  o n e  f a c t o r  i n  t h e  r a t e  o f  r e t u r n  e q u a t i o n ,  i t  f o l l o w s  

t h a t  t h e  t a x  r a t e  c a n  o n l y  p l a y  a  s m a l l  r o l e  i n  t h e  c o m p a n y ' s  

f i n a l  d e c i s i o n  t o  e x p l o r e  o r  d e v e l o p .  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  a f f e c t  o n  a  c o m p a n y ' s  d e c i s i o n ,  i t  w i l l  

r a r e l y  b e  t h e  p r i n c i p a l  f a c t o r  i n  t h e  d e c i s i o n  m a k i n g  p r o c e s s .  

T h e  o v e r a l l ,  r a f - o f  r e t u r n  i s  _ t h e _ u l t i m a _ t e _ d e c . i s i o n  m a k e r . . . a n d  

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

t h a t  r a t e  o f  r e t u r n . A s  t h e  I S E R  r e p o r t  s t a t e s :  » [ F ] o u r  

f a c t o r s  a r e  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  s t a t e  t a x  r a t e s  i n  

s h a p i n g  t h e  p a t t e r n  o f  r e s o u r c e  d e v e l o p m e n t . "  T h e s e  f a c t o r s  

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

m i n e r a l  r i g h t s ,  c o s t  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  p r i c e s .

B .  U n l i k e  f o r m u l a  o r  m o d i f i e d  f o r m u l a  a p p o r t i o n m e n t ,  s e p a r a t e  

a c c o u n t i n g  o n l y  t a x e s  a  c o m p a n y  o n  p r o f i t s  m a d e  i n  A l a s k a .  I n  

f a c t ,  a  c o m p a n y  w i 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  f i e l d s  i n  

A l a s k a  s o  t h a t  i f  i t  h a s  p r o d u c t i o n  a c t i v i t y  a t  P r u d h o e  B a y  

a n d  e x p l o r a t o r y  a c t i v i t i e s  e l s e w h e r e ,  i t  w i l l  o n l y  p a y  t a x e s  

o n  t h e  P r u d h o e  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  i t  d o e s  n o t  y e t  

d e r i v e  a n y  i n c o m e  f r o m  i t s  e x p l o r a t o r y  w o r k .  M o r e o v e r ,  

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

A p p o r t i o n m e n t ,  o n  t h e  o t h e r  h a n d ,  t a x e s  a  p o r t i o n  o f  a  

c o m p a n y ' s  w o r l d w i d e  i n c o m e  s o  t h e  c o m p a n y  w i l l  p a y  t a x e s  i n  

A l a s k a  e v e n  i f  a l l  i t s  p r o f i t s  w e r e  m a d e  e l s e w h e r e  a n d  e v e n  i f  

i t s  A l a s k a n  a c t i v i t i e s  o p e r a t e  a t  a  l o s s .  S e p a r a t a  

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

i t  i s  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 3 - t o  p r o d u c e  a n d  g e n e r a t e s  

a  p r o f i t .  I n  a  l e t t e r  t o  t h e  H o u s e  F i n a n c e  C o m m i t t e e ,  I S E R  

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  t h i s  e f f e c t  a s  

f o l l o w s :  " [ S ] e p a r a t a  a c c o u n t i n g . . . h a s  v i r t u a l l y  n o  a d v e r s e

e f f e c t  o n  d e v e l o p m e n t  o f  m a r g i n a l  f i e l d s .  A  f i r m  . . . w i l l  m a k e  

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

a c c o u n t i n g . . .  t h e  p r o p o s e d  i n v e s t m e n t . . . w i l l  g e n e r a t e  a  t a x  

l i a b i l i t y . . . o n l y  i f  t h e  i n v e s t m e n t  i s  p r o f i t a b l e  a n y w a y . "  

B e r m a n  c o n t i n u e s ,  " 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  t h e  

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  s o m e  a d v e r s e  e f f e c t s  

[ b e c a u s e ]  a n y  i n v e s t m e n t ,  p r o f i t a b l e  o r  n o t ,  w i l l  g e n e r a t e  a n  

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  s a m e  

c o n c l u s i o n  f o r  e x p l o r a t i o n  o f  m a r g i n a l  f i e l d s .  A  m i d  1 9 8 5  

i s s u e  o f  P a c i f i c  £ £ £  N e w s ,  a  t r a d e  j o u r n a l ,  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  o f  M i l n e  P o i n t :  " T h e

s t a r t  u p  o f  t h i s  f i e l d  b e g i n s  a  n e w  e r a  o f  m a r g i n a l ,  N .  S l o p e  

p r o j e c t s  . . .  I f  t h e  s t a t e  r e t u r n s  t o  t h e  p r e - 1 9 8 2  ' s e p a r a t e  

a c c o u n t i n g '  t a x  m e t h o d s ,  i t  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  t o  t h i s  t y p e  o f  s m a l l  d e v e l o p m e n t ,  b e c a u s e  i t  w o u l d  

b e  t a x e d  o n  i t s  o w n  p r o f i t a b i l i t y  a n d  n o t  o n  t h e  c o m p a n i e s '  

n a t i o n a l  p r o f i t  b a s e . "

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  i n  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 c o u n t i n g .  F o r e i g n  

n a t i o n s ,  t h e  U S  G o v e r n m e n t ,  O k l a h o m a ,  L o u i s i a n a  a n d  

M i s s i s s i p p i  a l l  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  a n d  a l l  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  a n d  d e v e l o p m e n t  a c t i v i t y .

D .  A l t h o u g h  t h e  i n d u s t r y  i n d i c a t e d  t o  t h e  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  a n d  d e v e l o p m e n t  a c t i v i t i e s  i n  A l a s k a ,  t h e i r  

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  c o n c l u s i o n .  T a k e ,  f o r  e x a m p l e ,  t h e  a n n u a l  r e p o r t s  

o f  A R C O  f r o m  1 9 7 8  t o  1 9 8 1 ,  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  b o o k s .  I n  1 9 7 8 ,  A R C O ' s  e a r n i n g s  w e r e  u p  1 5 % ;  i n  

1 9 7 9 ,  t h e y  w e r a  u p  4 5 % ;  i n  1 9 8 0 ,  t h e y  w e r e  u p  4 2 % ;  a n d  i n  

1 9 8 1 ,  t h e y  w e r e  u p  s l i g h t l y  a g a i n .  " A s  i t  w a s  i n  1 9 7 8 " ,  A R C O  

i n f o r m e d  i t s  s h a r e h o l d e r s ,  " t h e  N o r t h  S l o p e  o f  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  i n  1 9 7 9 . "  

C l e a r l y ,  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  i t s  

e a r n i n g s  n o r  i t s  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  p l a n s .  T h e s e  

p l a n s  w a r e  i n  f a c t  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  t h e  s e p a r a t e  

a c c o u n t i n g  y e a r s .  T h e  1 9 7 9  a n n u a l  r e p o r t  s t a t e s :  " F o r  i t s

p a r t ,  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  i t s  

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  o f  o i l  a n d  g a s . "

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  y e a r s .  F o r  e x a m p l e ,  K u p a r u k  d e v e l o p m e n t  w a s  s t a r t e d  i n  

1 9 7 9  a n d  c o m p l e t e d  i n  1 9 8 1 ,  " t h r e e  m o n t h s  a h e a d  o f  s c h e d u l e " ' ,  

a c c o r d i n g  t o  t h e  1 9 8 1  A R C O  a n n u a l  r e p o r t .  S u r p r i s i n g l y ,  t h e '  

f i r s t  y e a r  t h a t  A R C O  c o m p l a i n s  a b o u t  i t s  t a x  b u r d e n  t o  i t s  

s h a r e h o l d e r s  i s  1 9 8 2  —  a  f u l l  y e a r  a f t e r  A l a s k a  r e p e a l e d  i t s  

s e p a r a t e  a c c o u n t i n g  s t a t u t e .

E .  A c c o r d i n g  t o  e c o n o m i s t  G o o d s t e i n ,  t h e  o i l  com pan ie s  made so  
m u c h  m o n e y . i n  A l a s k a . b e t w e e n  1982 a n d  1985 t h a t  S24 b i l l i o n  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  t o  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  t o  t h e  C o m m i t t e e  l a s t  s p r i n g ,  t h e  

i n d u s t r y  h a s  i n v e s t e d  a b o u t  $ 6  b i l l i o n  i n  A l a s k a  d u r i n g  t h i s  

p e r i o d .  P e r h a p s  m o r e  o f  t h e  $ 2 4  b i l l i o n  t h a t  w e n t  o u t s i d e  

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

h a d  b e e n  o n  t h e  b o o k s  t o  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  a n d  

d e v e l o p m e n t  w i t h o u t  p a y i n g  t a x e s .

F .  H B  3 5 3  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  a n d  d e v e l o p m e n t  

b e c a u s e _ i t _ g e . d u c a g  t h e _ a m o u n t  o f  s e v e r a n c e  t a x  t h a t  a  c o m p a n y  

w o u l d  o a v . A s  V i n c e  W r i g h t  w i t h  t h e  D e p a r t m e n t  o f  R e v e n u e  

p o i n t e d  o u t  t o  t h e  H o u s e  F i n a n c e  C o m m i t t e e  i n  M a y ,  1 9 8 5 ,  " O n  

t h e  s e v e r a n c e  t a x  a i d e  . . .  w h a t  y o u  h a v e  d o n e  i s  l o w e r e d  t h e  

r a t e  f r o m  1 5 %  t o  1 2 . 2 5 %  s o  i n  f a c t  . . .  t h i s  m i g h t  b e  m o r e  o f  

a n  i n d u c e m e n t  t o  e x p a n d  e x p l o r a t i o n . "  F o r  f i e l d s  t h a t  h a v e  a  

1 5 %  r a t e  n o w ,  H B  3 5 3  w o u l d  r e s u l t  i n  a  2 2 . 4 %  r e d u c t i o n  i n  

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

V I I .  W i l l  H B  3 5 3  c r e a t e  a n  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  t h e  o i l

i n d u s t r y  i n  A l a s k a ?

A .  S i n c e  H B  3 5 3  w i l l  e n 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 ,  i t  

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  e v e n  m o r e  a t t r a c t i v e  t o  

t h e  i n d u s t r y .

B .  S i n c e  1 9 5 5 ,  t h e  s t a t e ' s  o i l  t a x  s t r u c t u r e  h a s  b e e n  t h r o u g h  

e l e v e n  m a j o r  c h a n g e s .  H B  3 5 3  m u s t  b e  v i e w e d  i n  t h i s  

h i s t o r i c a l  c o n t e x t .  A  s t a t e ' s  t a x  c o d e  s h o u l d  b e  d y n a m i c  a n d  

f l e x i b l e  a s  w a l l  a s  a  r e f l e c t i o n  o f  a  s t a t e ' s  c h a n g e a b l e  

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  g o a l s .

C .  H B  3 5 3  d o e s  n o t  c r e a t e  a n y  n e w  t a x e s .  I t  m e r e l y  r e i n s t a t e s  

t a x e s  t h a t  w e r e  o n  t h e  b o o k s  b e f o r e  1 9 8 1 .  M o r e o v e r ,  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  i n  1 9 8 1  l a r g e l y  b e c a u s e  o f  t h e  t h r e a t  

p o s e d  b y  t h e  l a w s u i t .  T h e  U S  S u p r e m e  C o u r t  h a s  l a i d  t h a t  

i s s u e  t o  r e s t  a n d  H B  3 5 3  m e r e l y  r e t u r n s  o u r  s y s t e m  t o  i t s  

p r e - 1 9 8 1  s t a t e .  T h e  H o u s e  f l o o r  d e b a t e  o n  t h e  1 9 8 1 _ a m e n d m e n t s  

i n d i c a t e s  t h a t  a  b i l l  l i k e  H B  3 5 3  w a s  i n  f a c t  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  t h e  m a j o r i t y  l e a d e r  i n  t h e  H o u s e  a t  

t h e  t i m e  t h e  a m e n d m e n t s  w e r e  e n a c t e d :  " [ B ] y  t h a t  t i m e . . .  w e  

s h o u l d  h a v e  a n  a n s w e r  t o  t h a t  l a w s u i t .  A n d  w i t h  t h a t  a n s w e r ,  

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  t a x i n g  

p o l i c y  a t  t h a t  t i m e . "  A p p a r e n t l y  i t  w a s  e x p e c t e d  t h a t  t h e  

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

D .  I t  i s  p e r h a p s  m o r e  a p p r o p r i a t e  t o  v i e w  t h e  l e g i s l a t u r e ' s  

1 9 8 1  a c t i o n  a s  t h e  o n e  t h a t  c r e a t e d  a n  u n s t a b l e  b u s i n e s s  

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

t h e  1 9 8 1  r e v i s i o n s  d i d  c r e a t e  a n  e n t i r e l y  n e w  m e t h o d  o f  

a c c o u n t i n g  f o r  i n c o m e  t a x  l i a b i l i t y .  M o d i f i e d  a p p o r t i o n m e n t  

i s  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  r e l i e s  h e a v i l y  o n  o i l  

p r o d u c t i o n  a c t i v i t y .  A n d ,  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  w a s  

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

o f  a l l  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  l i t t l e  a n a l y s i s  a n d  h a r d l y  a n y  d e b a t e .

E .  A n o t h e r  w a y  t o  l o o k  a t  s t a b i l i t y  i s  f r o m  t h e  s t a t e ' s  p o i n t  

o f  v i e w .  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  p u b l i c  

s e r v i c e s  i s  j u s t  a s  i m p o r t a n t  t o  A l a s k a n s  a s  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  c l i m a t e .  T h i s  i s  e s p e c i a l l y  t r u e  i n  l i g h t  o f  

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

h e a l t h  o f  A l a s k a ' s  e c o n o m y .  T h e  1 9 8 1  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 a r e  o f  t h e  o i l

m o n e y . .  H B _ _ 3 . 5 - 3 _ r s t u m s - U a  t o . t h e  o l d  s y s t e m ,  r e t u r n s  u s  t o  o u r

p r t - 1 9 - 8 1  - S h a r e — Q f _  t h e  w e a l t h ,  a n d ,  t h e r e f o r e ,  s t a b i l i z e s  o u r  

r e v e n u e  s t r e a m .

V I I I .  H o w  w i l l  a  r e t u r n  t o  s e p a r a t e  a o o o u n t i n g  a f f e c t  o u r  t a x  

r e v e n u e s ?

A .  T h e  D e p a r t m e n t  o f  R e v e n u e ' s  1 0 / 3 1 / 8 5  f i s c a l  a n a l y s i s  o f  H B  

3 5 3  s h o w s  t h a t ,  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  p r o j e c t i o n s ,  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  b v  a b o u t  $ 1 . 4  b i l l i o n  

b e t w e e n  F Y 8 7  a n d  F Y 2 0 0 5 .  ( A  n e w  f i s c a l  a n a l y s i s  f r o m  D O R  i s  

e x p e c t e d  i n  e a r l y  1 9 8 6  t h a t  w i l l  a n a l y z e  t h e  i m p a c t  o f  t h e  

T A P S  s e t t l e m e n t  o n  t h e  t a x  s t r u c t u r e  p r o p o s e d  i n  H B  3 5 3 . )  

B e g i n n i n g  i n  F Y 2 0 0 0 ,  t h e  D O R  f i s c a l  n o t e  p r e d i c t s  t h a t  t h e  

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

l o w e r i n g  o f  t h e  s e v e r a n c e  t a x  t h a n  i f  t h e  h i g h e r  s e v e r a n c e  t a x  

a n d  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  i n  e f f e c t .  T h i s  i s  b e c a u s e  o f  

P r u d h o e ' s  d e c l i n e  i n  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  w i l l  m a k e  

e l s e w h e r e  i n  t h e  w o r l d .

B .  I t  i s  d i s t u r b i n g  t o  n o t e  t h a t  t h e  D e p a r t m e n t ' s  a n a l y s i s

s h o w s  t h a t  flat 1 5 1 1  .tax-fihanqia. hast sai£ t h t  a£a&& 
a p p r o x i m a t e l y  $ 8 5 0  m i l l i o n  i n  t a x  r e v e n u e s  f r o m  F Y 8 2  t h r o u g h  

t h e  e n d  o f  t h e  c u r r e n t  f i s c a l  y e a r .

I X .  H o w  w i l l  t h e  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  t a x  r e v e n u e s ?

A .  B e c a u s e  H B  3 5 3  l o w e r 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  f r o m  

1 5 %  t o  1 2 . 2 5 % ,  s e v e r a n c e  t a x  r e v e n u e s  a r e  r e d u c e d .  H o w e v e r ,  

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  i m p a c t ,  o v e r a l l  t a x  

r e v e n u e s  a r e  i n c r e a s e d  ( s e e  p r e v i o u s  s e c t i o n ) . T h e  D O R  f i s c a l  

n o t e  s h o w s  t h a t  i f  t h e  n o m i n a l  r a t e  w a s  n o t  r e d u c e d  i n  H B  3 5 3 ,
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t h e  s t a t e  w o u l d  g a i n  a n  a d d i t i o n a l  $ 1 . 5  b i l l i o n  b e t w e e n  F Y 3 7  

a n d  F Y 2 0 0 5  o r  a  t o t a l  a d d i t i o n a l  g a i n  o f  a p p r o x i m a t e l y  $ 2 . 9  

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

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  a t  1 5 % .

B .  I t  i s  i m p o r t a n t  t o  u n d e r s t a n d  a n o t h e r  i m p a c t  o f  r e d u c i n g  t h e  

n o m i n a l  s e v e r a n c e  t a x .  T h e  a c t u a l  s e v e r a n c e  t a x  p a i d  b y  t h e  

t a x p a y e r  d e p e n d s  o n  t h e  e c o n o m i c  l i m i t  f a c t o r  ( E L F ) . W h e n  

a p p l i e d  t o  t h e  n o m i n a l  r a t e ,  t h e  E L F  r e d u c e s  t h e  e f f e c t i v e  

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

p a i d  t o  t h e  s t a t e .  B e g i n n i n g  i n  F Y 8 8  w h e n  P r u d h o e  p r o d u c t i o n  

s t a r t s  t o  d e c l i n e ,  t h e  E L F  w i l l  c a u s e  o u r  s e v e r a n c e  t a x  

r e c e i p t s ,  t o .  d e c l i n e  d r a m a t i c a l l y  b e c a u s e  i t  w l ' l  l o w e r  o u r  

s e v e r a n c e  t a x  r e v e n u e s  f r o m  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  

t o  D O R ' s  J u n e  1 9 8 5  r e v e n u e  f o r e c a s t ,  F Y 8 8  s e v e r a n c e  t a x  

r e c e i p t s  w i l l  b e  $ 2 3 0  m i l l i o n  l e s s  t h a n  F Y 8 7  r e c e i p t s .  S i n c e  

H B  3 5 3  d r o p s  t h e  n o m i n a l  r a t e ,  t h a t  c h a n g e  i n  c o m b i n a t i o n  w i t h  

t h e  E L F  w i l l  i n c r e a s e  t h e  $ 2 3 0  m i l l i o n  d r o p  b y  a n o t h e r  $ 1 4 3  

m i l l i o n ,  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  f r o m  0 M B  d a t a .

C .  A n  O M B  a n a l y s i s  i n d i c a t e s  t h a t  r e p e a l  o f  t h e  E L F  c o u l d  b r i n g  

t h e  s t a t e  a n  a d d i t i o n a l  $ 2 . 4  b i l l i o n  i n  r e v e n u e s  f r o m  F Y S 7  t o  

F Y 9 4 .

D .  T h e  E L F  w a s  d e v e l o p e d  b e c a u s e  i t  w a s  t h o u g h t  t h a t  t h e  b u r d e n  

o f  t h e  s e v e r a n c e  t a x  w o u l d  t e n d  t o  c l o s e  a  f i e l d  d o w n  b e f o r e  

a l l  t h e  o i l  w a s  t a k e n  o u t  o f  i t .  T h e  E L F  i s  d e s i g n e d  t o  

p r o l o n g  t h e  l i f e  o f  a  f i e l d  - -  a n d  t h e r e f o r e  s t r e t c h  o i l  

r e v e n u e s  o u t  f u r t h e r  o v e r  t i m e  —  b y  l o w e r i n g  t h e  t a x  b u r d e n  

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

1 9 8 4  r e p o r t ,  I S E R  c o n c l u d e d  t h a t  t h e  E L F  d o e s  n o t  d o  a  v e r y  

g o o d  j o b  o f  s t r e t c h i n g  o u t  o u r  r e v e n u e s ;  i n  f a c t  i t  o n l y  a d d s  

a n  a d d i t i o n a l  y e a r  o r  t w o  t o  t h e  r e v e n u e  s t r e a m .  H o w e v e r ,  t h e  

r e p o r t  d o e s  c o n c l u d e  t h a t  t h e  E L F  i s  v a l u a b l e  a s  a n  i n c e n t i v e  

t o  e x p l o r e  a n d  d e v e l o p  m a r g i n a l  f i e l d s .  T h i s  i s  b e c a u s e  

m a r g i n a l  f i e l d s  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  r a t e s  p e r  

w e l l ,  s o  t h a t  t h e  E L F  s i g n i f i c a n t l y  l o w e r s  t h e i r  a c t u a l  

s e v e r a n c e  t a x  b u r d e n .  T h e s e  c o n c l u s i o n s  s u g g e s t  t h a t  f u r t h e r  

c o n s i d e r a t i o n  o f  t h e  E L F ' s  i m p a c t  o n  r e v e n u e s  a n d  p r o d u c t i o n  

i s  w a r r a n t e d  a n d  t h a t  i t  s h o u l d  b e  l o o k e d  a t  o n  a n  i n d i v i d u a l  

f i e l d  b a s i s  s i n c e  i t  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  t h e r e  

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

m a y  n o t  h a v e  i t s  i n t 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  f i e l d ,  

s u c h  a s  P r u d h o e  B a y .  ( A n o t h e r  c h a p t e r  o f  t h i s  r e p o r t  d e a l s  

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

i t . )

X .  H o w  d o e s  t h e  d e c l i n e  o f  P r u d h o e  B a y  a f f e c t  o u r  r e v e n u e s ?

A .  P r u d h o e  B a y  p r o d u c t i o n  t o  d a t a  f a r  o u t w e i g h s  p r o d u c t i o n  f r o m  

a n y  o t h e r  f i e l d  i n  A l a s k a .  T h o  I S E R  s t u d y  s h o w s  t h a t  o f  t h e  

3 . 6  b i l l i o n  b a r r e l s  o f  o i l  p r o d u c e d  i n  A l a s k a  f r o m  1 9 5 9  t o  

1 9 8 3 ,  a b o u t  3 . 2  b i l l i o n  o f  t h o s e  b a r r e l s  —  o r  9 0 . 3 %  c a m e  o u t  

o f  P r u d h o e  e v e n  t h o u g h  t h e  f i e l d  d i d  n o t  s t a r t  p r o d u c t i o n
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u n t i l  1977. ISER a l s o  f o r e c a s t  p r o d u c t i o n  i n  the future and 
found a  s i m i l a r  p a t t e r n .  U s i n g  ISER's b a s e  c a s e  assumptions 
( r e a l  w e l l h e a d  p r i c e  of $17.50 p e r  b a r r e l ,  d e c l i n i n g  TAPS 

t a r i f f ,  a n d  n o  c h a n g e  i n  t h e  f e d e r a l  o r  s t a t e  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  t o  b e  p r o d u c e d  b e t w e e n  1983 
a n d  2010, a b o u t  6.9 b i l l i o n  —  o r  79.4% —  w i l l  c o m e  f r o m  

P r u d h o e .  T h e s e  f i g u r e s  s h o w  t h a t  t h e  P r u d h o e  B a y  f i e l d  i s  

e x t r e m e l y  i m p o r t a n t  t o  A l a s k a ' s  r e v e n u e  s t a b i l i t y .  O n e  d r a w s  

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

p r o d u c t i o n  f o r  F Y 8 5  t h r o u g h  F Y 9 8 .

P I O J I C r t D  D A I L Y  O I L  n tO D UC T I O N

n o r m  i t o m  n a n  
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B .  A s  P r u d h o e  d e c l i n e s  t h e n ,  s o  d o  o u r  r e v e n u e s ,  w h a t  i s  

p e r h a p s  l e s s  a p p a r e n t  i s  t h a t  a n a l y s i s  o f  f u t u r e  o i l  

p r o d u c t i o n  s h o w s  t h a t  e v e n ,  i f  a l l  t h e  c u r r e n t l y  k n o w n  marginal 
£ j g l d s _ _ a r e  d e v e l o p e d ,  t h e i r  c o m b i n e d  p r o d u c t i o n  c a n n o t  make up 
t o r _ t h e  d e c l i n e  o f  P r u d h o e .  L e a s e ,  t a x ,  a n d  o t h e r ,  revenue 
f r o m  d e v e l o p m e n t  o f  t h e s e  f i e l d s  w i l l  n o t  c o m e  c l o s e . . t o  

p r o v i d i n g  A l a s k a  w i t h  t h e  w e a l t h  i t  n o w  r e c e i v e s  f r o m  Prudhoe 
B a v . A s  K a y  B r o w n ,  D i r e c t o r  o f  t h e  D i v i s i o n  o f  O i l  & G a s  

s t a t e d  t o  t h e  P e r m a n e n t  F u n d  t r u s t e e s ,  " [ B ] a s e d  o n  c u r r e n t  

k n o w l e d g e ,  i t  i s  u n l i k e l y  t h a t  n e w  o i l  a n d  g a s  d i s c o v e r i e s  

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

d e c l i n e  i n  t h e  m a i n  P r u d h o e  R e s e r v o i r .  M o s t  o f  t h e  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  t o  b e  i n  f e d e r a l  w a t e r s  a n d  p e r h a p s  i n  

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 . "  T h e  D i v i s i o n  o f  o i l  &
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Gas estimates that about 62% of recoverable state reserves in 
Alaska are in the Sadlerochit (Prudhoe Bay) reservoir.

C. The importance of Prudhoe to our revenue stability should ba 
a driving force in determining the future of Alaska's oil and 
gas tax structure. It is certainly a valid public policy goal 
to tax the tremendous profits of Prudhoe Bay. Policy makers 
should not forget that revenue from production in new fields 
is not going to make up for the loss of Prudhoe Bay revenues. 
The $24 billion in profits that the companies took out of 
Alaska in the last four years is gone forever; it would be a 
mistake to continue encouraging them to take their money 
elsewhere.

D. Although much of Alaska’s oil reserves lie off shore, 
development of these resources will not be a panacea for the 
decline of Prudhoe, either. These resources are owned by the 
federal government and therefore, most tax and other revenue 
benefits will flow back to the feds, not to the state. The 
only taxes that the state will get are property taxes from 
onshore facilities. It will not get any lease payments 
(except from 3-6 miles offshore if President Reagan approves a 
bill that may be taken up again by Congress in early 1986).

XI. S h o u l d  a n y  a d d i t i o n a l  c h a n g e s  t o  t h e  t a x  c o d e  b e  c o n s i d e r e d ?

A. Ideally, the Alaskan tax code will provide revenue stabili ty 
to the state even when market forces bring about lower oil 
prices and even when the quantity of oil in Alaska that can be 
taxed diminishes. Measuring price and quantity sensitivity is 
not easy, however.

B. Section VI discusses the fact that separate accounting is a 
better incentive for exploration and development than modified 
apportionment because it only requires the payment of taxes 
when a field is profitable. Many economists believe that a 
state can facilitate-exploration and development_of_marginal 
oil fields if it increases the reliance on income_taxe3_and 
decreases the reliance on severance taxes in the_jnar.ginal 
fields. In other words, the state should consider emphasizing 
taxation of net income instead of gross income in marginal 
fields. For this reason, Professor Berman concludes that, for 
marginal fields, net income taxes and net profit shares in 
leases are superior to excise (such as severance) taxes and 
royalty shares in leases because a company shares profit with 
government, not income that just covers expenses. Although 
1986 may not ba the appropriate time to consider a complete 
overhaul of our tax and leasing policies, some comprehensive 
changes may eventually be desirable.

XII. W h e t  i s  t h e  c u r r e n t  s t a t u s  of ARCO v. s t a t e ?

A. The Alaska Supreme Court ruled unanimously in the state's
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favor on August 16# 1985. The decision fully supported the 
state's position that separate accounting is constitutional in 
every respect.

B. In fact# the Supreme Court went even farther than it had to 
in upholding the lower court's decision. Instead of stating 
that separate accounting was an acceptable method of tax 
accounting# it stated that, for Alaska# separata accounting is 
preferable to formula apportionment. (See section V  for 
further details.)

C. The oil companies declined to petition the Alaska Supreme 
Court for a rehearing of the case. In November, 1985 they 
appealed the decision to the US Supreme court. The justices 
declined to take the case on January 13# 1986, thus ending the 
lawsuit.

D. Though the industry challenged the use of separate 
accounting in Alaska# it has argued strenuously to be allowed 
to use it in other states. In at least two states# Wisconsin 
and South Carolina# the industry took their arguments to the 
top levels of the court system —  to the state supreme court 
in South Carolina and to the US Supreme court in the Wisconsin 
case. Also, before Prudhoe Bay was in the production stage# 
the industry tried to file separate accounting returns in 
Alaska. This demonstrates that the industry is interested in 
separate accounting when it lowers its tax burden; in other 
words# when its operations in a state are less profitable than 
the industry average.

XIII. Was there a conspiracy in 1981?

A. It has been suggested that the oil companies and the 
Department of Revenue conspired to convince the legislature to 
enact amendments in 1981 that substantially lowered our fair 
share of Alaskan oil wealth. Although this point of view is 
strengthened by the fact that the 1981 amendments now appear 
to have cost the state about $850 million# an analysis 
prepared by 0 M B  suggests that there probably was no 
conspiracy. The fiscal information provided by the companies 
to the department, which in turn was used to prepare the 
legislation's fiscal note, has turned out to be wrong. But it 
does not appear likely that wrong information was 
intentionally provided. According to Gregg Erickson# Senior 
Economist at 0 M B ,  "I know of no evidence which would 
positively rule out the possibility that this discrepancy 
resulted from an effort to mislead; ... a more plausible 
explanation is that the oil company experts simply goofed.1'

B. Although the above information is interesting# what did or 
did not happen in 1981 should not be the motivation for a

4



return to our pre-81 tax structure. Rather, the raotiva----
forces should be such aspects of HB 353 as the superiority 
separata accounting a3 evidenced by the recent court ruling"" 
its incentives for exploration and development, and the goal 
of restoring Alaska's fair share of the wealth created by our 
abundant oil. In this context it is interesting to note that 
when tht-l.fgiglflturi-tnacted the 1981 changes, it did 
reoeal-thi flndlngg-ltctlgn of_the original 1978 statut. 
stated-tha. superioritY-Qf. separate accounting over an ll'"1
apportionment method.

xxv. is the oil industry healthy?

A. It would certainly appear that Exxon is healthy. A recent 
Business Week article made the following observations: "The
only surplus at Exxon Corp. is a surplus of cash. ... The
bottom line is that Exxon can make a nice living even if the 
price of oil falls quite a bit more. ... Salomon Bros, 
estimates that ExxQH_wUl_have_aa much,as $7 billion in spare 
cash to spend through 1988. ...In fact, Exxon's real
limitation is not a lack of money but of enough places in
which to invest it profitably." Because prices are down right 
now, Exxon is frugal with investments and cautious about the 
future. But it is hardly suffering and couldn't ba accurately 
characterized as anything but very healthy.

B. The legislature commissioned a report by Tanzer Economic 
Associates, Inc. in 1977. Among other things, the report 
examined many historical examples of tax changes throughout 
the world. It concluded that "there is one effect almost 
invariably caused by such tax changes. Namely, an almost 
automatic reaction of the oil companies to claim that such 
increased taxation will force them to look elsewhere for 
increased future production. These claims are sometimes 
backed up by actions, aimed at getting the country to rescind 
the tax increase, such au temporarily cutting present 
production or reducing exploration and development efforts. 
...Some of the actions and much of the rhetoric ... is 
'theater', aimed at improving a bargaining position, and often 
needs to be taken with a very large grain of salt." one can 
infer from this observation that the industry will often 
exaggerate how it will be affected by a tax change in order to 
keep the change from occurring.

C. In 1285, the industry uses the currant production surplus 
and price decline pattern as justification for laying off 
h u n d r e d  of Alaskans and cutting daily rates paid to the 
various oil industry support companies that operate on the 
Slope. Not surprisingly, it also comes to Juneau and 
complains bitterly about HB 353, implying that the bill is 
forcing it to cut back and to consider leaving Alaska.
Industry testimony is difficult to accept since we know it is 
not leaving Alaska, with our Prudhoe bonanza and our



undeveloped reserves, and since we know that HB 353 provides 
the proper incentives to stay. It becomes even harder to 
accept when one considers the major factor that explains the 
majors' current restructuring efforts. Because of faiHnrr* 
world. .9 .1 1  prices. . t h i _ r « * r  of takeover is prevalent | <n  

industry. t h l n k l n q _ a n d  t h e  desire to cut costa to a  minimum i«

p r o h i b l t _ a n  u n f g l m d l Y _ t a k a o v a r  f o r  I n  t h e  c a s e  o f  s o m a  

m a j o r s ,  t o  a c q u i r e . ,  l e s s  h e a l t h y  c o m p a n i e s  . F u r t h e r m o r e , 

d e c l i n i n g  o i l  p r i c e s  i s  a  m a j o r  f a c t o r  i n t h e  m a j o r s '  c u t  b a c k s  

i n  e x p l o r a t i o n  a c t i v i t y .

X V .  H o w  d o e s  t a x a t i o n  o f  t h e  i n d u s t r y  i n  A l a s k a  c o m p a r e  t o

t a x a t i o n  i n  o t h e r  s t a t e s  a n d  a t  t h e  f e d e r a l  l e v e l ?

A .  O f  t h e  t o p  f i v e  o i l  p r o d u c i n g  s t a t e s  —  A l a s k a ,  C a l i f o r n i a ,  

T e x a s ,  O k l a h o m a  a n d  L o u i s i a n a ,  t w o  c u r r e n t l y  r e q u i r e  t h e  u s e  

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

p r o d u c t i o n .  T h e s e  s t a t e s  a r e  L o u i s i a n a  a n d  O k l a h o m a .  

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  a n d  T e x a s  d o e s  n o t  

h a v e  a  c o r p o r a t e  i n c o m e  t a x .  ( A c t u a l l y  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  i n  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  i n c o m e  g e n e r a t i o n  w i t h i n  t h e  

s t a t e . )  I n  a d d i t i o n ,  t h e  U n i t e d  S t a t e s  g o v e r n m e n t  r e q u i r e s  

t h e  u s e  o f  s e p a r a t e  a c c o u n t i n g  i n  c e r t a i n  i n s t a n c e s .

M o r e o v e r ,  P r e s i d e n t . R e a g a n ,  h a s  r e c e n t l y  t a k e n  a n  a c t i v e  s t a n c e  

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  o n  worldwide 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  o f  a  c o m p a n y ' s  w o r l d w i d e  

i n c o m e ,  s o m e  i m p o r t a n t  U S  t r a d i n g  p a r t n e r s  o p p o s e  i t  b e c a u s e  

t h e y  f e e l  t h a t  A m e r i c a n  s t a t e s  t a k e  t a x  d o l l a r s  a w a y  f r o m  

t h e m .  T h u s ,  R e a g a n  h a s  a s k e d  C o n g r e s s  t o  p r o h i b i t  t h e  u s e  of 
t h i s  k i n d  o f  f o r m u l a  a p p o r t i o n m e n t  a t  t h e  s t a t e  l e v e l .

B .  A n o t h e r  w a y  t o  c o m p a r e  t a x a t i o n  o f  t h e  i n d u s t r y  i n  A l a s k a  t o  

i n d u s t r y  t a x a t i o n  e l s e w h e r e  i s  t o  c o m p a r e  h o w  m u c h  i s  

c o l l e c t e d  b y  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  

s t r u c t u r e ,  n o t  j u s t  t h e  i n c o m e  t a x .  T h e  I S E R  s t u d y  c o m p a r e d  

t a x  a n d  l e a s i n g  p o l i c i e s  i n  A l a s k a  t o  s u c h  p o l i c i e s  i n  T e x a s  

a n d  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  s a m e  a m o u n t  o f  r e v e n u e  f r o m  o i l  a n d  g a s  

p r o d u c t i o n . "  T h i s  i s  i n t e r e s t i n g  b e c a u s e  t h e  t a x  a n d  l e a s i n g  

s t r u c t u r e  i n  T e x a s  a n d  A l a s k a  a r e  v e r y  d i f f e r e n t  y e t ,  

a s s e n t i a l l y ,  i n d u s t r y  i s  t r e a t e d  t h e  s a m e .  A l a s k a  s h o u l d  n o t  

b e  j u d g e d  b v  w h e t h e r  i t  h a s  a  s e p a r a t e . . a c c o u n t i n g  o r ^ a _ f . o m u U  

a p p o r t i o n m e n t  b a a e d  i n c o m e  t a x  b u t  r a t h e r  b v  h o w :  l t s . . P O l i s . i e s

u . a - y h f l l n .  i m p a c t  t h t  o i l  I n d u s t r y ,  

x v i .  c o n c l u s i o n

A .  H B  3 5 3  i s  w e l l  c o n s t r u c t e d  t a x  r e f o r m  l e g i s l a t i o n .  I t  i s  a n

t Q . g f t o r a  A l a s k a ' s  f a i r  a faa r a  o f  t h a  o i l  w a a l t h - t a

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  s e r v i c e s ,  p r O V l d S - a n  

a . t a q i B h i r » - t h a £ - « n c , Q t t r a q i i  t f t i  a i l  I n f l m U T  t o  r s a a i n - l o
A l a s k a ,  a n d  r e t u r n  A l a s k a ' s  t a x  s t r u c t u r e  t o .  t h l  S X h a u i t l y - S l Y
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studie.d_and carefully refined one that exist-pH bpfn^o 
challenged bv the oil companies in the lata 1Q7 0«;.

i t  was





I .  I n t r o d u c t i o n

I t  i s  g e n e r a l l y  k n o w n  t h a t  o i l  p r o d u c e r s  i n  A l a s k a  a r e  

a s s e s s e d  s e v e r a n c e  t a x  r a t e s  o f  1 2 . 2 5  o r  1 5  p e r c e n t .  

H o w e v e r ,  i t  m a y  n o t  b e  s o  w e l l  k n o w n  t h a t  t h e  a c t u a l  t a x  

r a t e s  t h e y  p a y  a r 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  o f  t h e  

e c o n o m i c  l i m i t  f a c t o r  o r  E L F .  ( A  s e v e r a n c e  t a x  o r  

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

p r o d u c e d ;  i n  c o n t r a s t ,  a n  i n c o m e  t a x  i s  b a s e d  o n  p r o f i t s . )

T h e  E L F  i s  a  s t a t u t o r y  r e d u c t i o n  t o  t h e  s e v e r a n c e  t a x .  

I t  w a s  a d o p t e d  i n  1 9 7 7 1  t o  p r o m o t e  p r o d u c t i o n  o n  o i l  a n d  

g a s  f i 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  p r o f i t .

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

—  t h e  e c o n o m i c  l i m i t  —  t h e  E L F  r e d u c e e  t h e  t a x  t h a t  i s  

o w e d .  W h e n  a  f i e l d  r e a c h e s  t h e  e c o n o m i c  l i m i t  t h e  E L F  

r e d u c e s  t h e  s e v e r a n c e  t a x  t o  0 .  T h e  E L F  i s  a p p l i e d  t o  b o t h  

o i l  a n d  g a s ,  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  o i l .

I n  p r a c t i c a l  t e r m s ,  t h e  E L F  d r a m a t i c a l l y  r e d u c e s  t h e  

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  o f  1 2 . 2 5 %  o r  1 5 %  o n  a l l  

f i e l d s .  P r u d h o e  B a y  i s  a  t e m p o r a r y  e x c e p t i o n  t o  t h i s
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I n  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 r o d u c t i o n ,  t h e  

D e p a r t m e n t  o f  R e v e n u e  r e c o m m e n d e d  t h e  E L F  i n  i t s  e x h a u s t i v e  

1 9 7 7  s t u d y :  " A l a s k a ' s  O i l  a n d  G a s  T a x  S t r u c t u r e :  A  S t u d y  

w i t h  R e c o m m e n d a t i o n s  f o r  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 - s t e p "  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  u s e d ,  k e y e d  t o  

C o o k  I n l e t  p r o d u c t i o n ,  w i t h  g r a d u a t e d  r a t e s  t o  8  p e r c e n t .  

T h e  E L F  i m p r o v e d  u p o n  t h e  s t a i r  s t e p s ,  r e t a i n i n g  t h e  i d e a  

t h a t  t h e  t a x  s h o u l d  b e  r e d u c e d  a s  p r o d u c t i o n  d e c l i n e d .  T h e  

E L F  a l s o  w a s  a b l e  t o  a d j u s t  t a x  r a t e s  f o r  b o t h  h i g h - v o l u m e  

N o r t h  S l o p e  f i e l d s  a n d  t h e  l o w e r - v o l u m e  C o o k  I n l e t  f i e l d s .



b e c a u s e  o f  a  p r o v i s i o n  t h a t  s u s p e n d s  t h e  E L F  f o r  1 0  y e a r s  

o n  h i g h  v o l u m e  f i e l d s .  H o w e v e r ,  i n  F Y  8 8  t h e  1 0 - y e a r  l i m i t  

e x p i r e s  a n d  P r u d h o e  w i l l  a l s o  e n j o y  t a x  c o n c e s s i o n s  o f  t h e  

E L F  —  a n d  t h e  s t a t e  w i l l  l o s e  $ 1 5 6  m i l l i o n ,  a c c o r d i n g  t o  

O M B  c a l c u l a t i o n s  ( s e e  A t t a c h m e n t  A ) .  A n o t h e r  e x a m p l e  i s  

K u p a r u k .  I n  F Y  8 6  t h e  E L F  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  t o  6 % ,  a n d  t h e  s t a t e  l o s t  $ 5 8  m i l l i o n .

A n  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  E L F  i s  t h a t  i t  w i l l  

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  o f  t h e  

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

F Y  9 0  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  f o r  L i s b u m e  w i l l  b e  

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

t h e  E L F  i s  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  f i e 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 e l d  s t a r t - u p .

T h e  E L F ' s  o r i g i n a l  g o a l  w a s  t o  e x t e n d  t h e  l i f e  o f  

f i e l d s ,  a n d  t h u s  e x t e n d  r e v e n u e s  t o  t h e  s t a t e .  H o w e v e r ,  

o n e  s t u d y  3 h o w s  t h a t  t h e  E L F  o n l y  p r o l o n g s  a  f i e l d ' s  l i f e  

f o r  o n e  o r  t w o  y e a r s ,  t h u s  i t s  d i r e c t  b e n e f i t  t o  t h e  s t a t e  

i s  l i m i t e d .  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  a n  

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

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

e l i m i n a t e d ,  f o r  e x a m p l e ,  i t  i s  l i k e l y  t h a t  s o m e  o f  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 a s i b l e  t o  d e v e l o p . 2
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I n  a  s t u d y  e n t i t l e d  " A l a s k a  N o r t h  S l o p e  o i l  

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  F e b .  1 9 8 5  b y  

t h e  I n s t i t u t e  o f  S o c i a l  a n d  E c o n o m i c  R e s e a r c h ,  a u t h o r  a n d  

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  E n d i c o t t  

a n d  M i l n e  P o i n t  f i e l d s  m i g h t  n o t  b e  f e a s i b l e  t o  d e v e l o p  

w i t h o u t  t h e  E L F .
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I t ' s  a l s o  a p p a r e n t  t h a t  f i e l d s  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  r a t e s ,  s u c h  a s  P r u d h o e  a n d  

K u p a r u k ,  d o  n o t  r e q u i r e  t h e  p r o d u c t i o n  i n c e n t i v e  t h a t  t h e  

E L F  p r o v i d e s .

I I .  H o w  t h e  E L ?  W o r k s

T h e  E L F  i s  a  f o r m u l a  t h a t  i s  m u l t i p l i e d  b y  t h e  n o m i n a l  

r a t e  o f  1 2 . 2 5 %  o r  1 5 %  t o  o b t a i n  t h e  e f f e c t i v e  r a t e  a c t u a l l y  

a p p l i e d  t o  a  f i e l d .  T h e  E L F  w i l l  n e v e r  b e  m o r e  t h a n  1 .  I f  

t h e  E L F  i s  1 ,  t h e n  1 0 0 %  o f  t h e  s e v e r a n c e  t a x  i s  o w e d .  A n  

E L F  o f  . 8  m e a n s  8 0 %  o f  t h e  t a x  i s  o w e d ;  8 0 %  o f  1 5 %  e q u a l s  

a n  e f f e c t i v e  t a x  r a t e  o f  1 2 % .

S i n c e  1 9 8 1  t h e  s e v e r a n c e  t a x  r a t e  h a s  b e e n  1 5 % ,  w i t h  

a n  e x c e p t i o n  f o r  n e w  f i e l d s ;  f i 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  3 0 ,  1 9 8 1  p a y  a  r e d u c e d  r a t e  o f  1 2 . 2 5 %  f o r  t h e  

f i r s t  f i v e  y e a r s .  T h e  l a w  a l s o  r e q u i r e s  t h a t  t h e  E L F  b e  

c a l c u l a t e d  a t  1  d u r i n g  t h e  f i r s t  1 0  y e a r s  c f  a  f i e l d ' s  

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

p r o v i s i o n  o n l y  a f f e c t s  P r u d h o e . )  F o r  f i e l d s  w i t h  a n  E L F  a t  

o r  b e l o w  . 7 ,  t h e  a c t u a l  E L F  u s e d .  A f t e r  1 0  y e a r s  t h e  

a c t u a l  E L F  i s  u s e d  i n  a l l  c a s e s .

F o r  e x a m p l e ,  t h e  E L F  f o r  P r u d h o e  B a y  i n  F Y  8 5  w a s  . 8 6 4  

S i n c e  t h i s  i s  m o r e  t h a n  . 7  a n d  w i t h i n  t h e  f i r s t  1 0  y e a r s  o f  

p r o d u c t i o n ,  t h e  1  f i g u r e  i s  u s e d .  T h u s  t h e  f u l l  1 5 %  

s e v e r a n c e  t a x  w a s  o w e d .

I n  F Y  8 8 ,  h o w e v e r ,  t h e  1 0 - y e a r  l i m i t  w i l l  n o  l o n g e r  b e  

i n  e f f e c t  f o r  P r u d h o e  ( p r o d u c t i o n  b e g a n  i n  F Y  7 8 )  a n d  t h e  

a c t u a l  E L F  o f  . 8 2  w i l l  b e  u s e d .  T h i s  m e a n s  t h e  a m o u n t  o f  

s e v e r a n c e  t a x  o w e d  w i l l  b e  8 2 %  o f  1 5 % ,  o r  a n  e f f e c t i v e  r a t e



o f  1 2 . 5 % .  T h e  a m o u n t :  t o  b e  p a i d  t o  t h e  s t a t e  w i l l  b e  $714 

m i l l i o n ,  $ 1 5 6  m i l l i o n  l e s s  t h a n  i f  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 i d .

I I I .  M o d i f y i n g  t h e  E L F

I t  i s  a p p a r e n t  t h a t  t h e  E L F  a c c o m p l i s h e s  i t s  g o a l s  b u t  

n o t  w i t h o u t  s o m e  d r a w b a c k s .  O n e  d r a w b a c k  i s  p r o v i d i n g  a n d  

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  a n d  K u p a r u k .  A n o t h e r  

i s s u e  i s  w h e t h e r  i t  g o e s  f a r  e n o u g h  i n  r e d u c i n g  t h e  

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

s e v e r a n c e  t a x  a s  o p p o s e d  t o  a n  i n c o m e  t a x  i s  t h a t  i t  i s  n o t  

s e n s i t i v e  t o  p r o f i t s  o r  c o s t a ,  t h u s  a  f a i r  t a x  r a t e  f o r  a  

l a r g e  f i e l d  m a y  b e  a  b u r d e n  f o r  a  s m a l l  f i e l d . )

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  f o r m u l a  i s  

t h a t  i t  i s  b a s e d  o n  d a i l y  o u t p u t  p e r  w e l l ;  t o t a l  f i e l d  

p r o d u c t i o n  i s  n o t  t a k e n  i n t o  a c c o u n t .  T h 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  l i k e  M i l n e  P o i n t  ( 3 0 , 0 0 0  b b l s / d a y )  w h i c h  h a s  

h i g h  o u t p u t  p e r  w e l l  b u t  f e w  w e l l s  ( a b o u t  2 2 ) .  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  i s  s u b j e c t  t o  a  s e v e r a n c e  t a x  

r a t e  a l m o s t  a s  h i g h  a s  t h e  t a x  a p p l i e d  t o  K u p a r u k  ( 2 4 0 , 0 0 0  

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

e x a m p l e ,  i n  F Y  8 8 ,  M i l n e  P o i n t  w i l l  b e  p a y i n g  a  7 . 3 5 %  

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 ' s  r a t e  o f  7 . 6 % .

I n s t e a d  o f  b a s i n g  t h e  E L F  o n  i n d i v i d u a l  w e l l s ,  t o t a l  

f i e l d  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  i n  t h e  E L F  f o r m u l a  t o  

c o m p e n s a t e  f o r  t h i s  i n e q u i t y ,  k e e p i n g  t h e  s e v e r a n c e  t a x  l o w  

o n  t h e  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  f r o m  a  t a x  

b r e a k .

I n t e r i m  R e p o r t
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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  t o  a c c o m p l i s h  t h e s e  g o a l s :

—  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  f i e l d s ,  i n c l u d i n g  C o o k  I n l e t .

—  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  t h e  s e v e r a n c e  t a x  

r a t e s  f o r  P r u d h o e  a n d  K u p a r u k .  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  d o  

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  l i m i t ,  t h e  E L F  f o r m u l a  w i l l  

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

—  M o r e  e q u i t a b l y  s e t  t h e  t a x  r a t e  f o r  e a c h  f i e l d .

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

. 9 9  ( n o w  i t  i s  a t  . 8 3 ) ;  r a i s e  K u p a r u k ' s  t o  . 8  a n d  d r o p  

M i l n e  P o i n t ' s  t o  . 3 .  T h e s e  E L F s  t r a n s l a t e  i n t o  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  1 4 . 8 5 % ,  1 2 %  a n d  4 . 5 % .

H e r a  a r e  t h e  c u r r e n t  E L F s  c o m p a r e d  w i t h  E L F s  u n d e r  t h e  

r e v i s e d  f o r m u l a .

C u r r e n t M o d i f i e d  %

E L 7 E L F c h a n g e

P r u d h o e  B a y . 8 0 . 9 9 + 2 3

K u p a r u k . 5 0 . 8 6 + 7 2

M i l n e  P o i n t . 6 0 . 3 1 - 4 8

E n d i c o t t . 3 1 . 0 - 1 0 0

L i s b u r n e . 1 1 . 0 5 - 5 4

W e s t  S a k . 0 . 0 n o  c h a n g e

C o o k  I n l e t . 0 3 . 0 - 1 0 0

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  i n  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 * :

F Y  m i l l i o n s

8 7  $  3 2  *  T h e s e  n u m b e r s ,  b a s e d  o n  J u n e

8 8  1 7 9  1 9 8 5  r e v e n u e  p r o j e c t i o n s ,  a s s u m e

8 9  1 9 2  t h e  a c t u a l  E L F  i s  u s e d  i n  a l l

9 0  .’ ? 4  c a s e s  a n d  a s s u m e  a  1 5 %  s e v e r a n c e

9 1  l v ' t a x  r a t e  a c r o s s  t h e  b o a r d .  ( I f  t h e

9 2  l  1 2 . 2 5 %  f o r  t h e  f i r s t  5  y e a r s

9 3  1 w e r e  r e t a i n e d ,  t h e r e  w o u l d  b e

9 4  l i , j  l i t t l e  c h a n g e  i n  t h e s e  a m o u n t s . )



I V .  W h a t  L e g i s l a t i o n  W o u l d  R e q u i r e

1 )  S i m p l i f y  t h e  l a w  s o  t h e  a c t u a l  E L F  i s  a l w a y s  

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  o f  l  b e  u s e d  i f  

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  f i r s t  1 0  

y e a r s  o f  a  f i e l d ' s  p r o d u c t i o n .  ( A S  4 3 . 5 5 . 0 1 3 )

2 )  C h a n g e  t h e  E L F  f o r m u l a .  ( A S  4 3 . 5 5 . 0 1 3 )  T h i s  

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  o f  t h e  f o r m u l a .  

I t  u s e s  a  d i f f e r e n t  n u m b e r  a s  a  c o n s t a n t  a n d  t a k e s  i n t o  

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  f i e l d .

c u r r e n t  E L F  f o r m u l a !
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P E L  =» m o n t h l y  p r o d u c t i o n  r a t e  a t  t h e  e c o n o m i c  l i m i t  

( 3 0 0  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  m o n t h )

T P  »  t o t a l  p r o d u c t i o n  ( n u m b e r  o f  b a r r e l s )  d u r i n g  t h e  

m o n t h

W D  ®  w e l l  d a y s  i n  t h e  m o n t h

e x p  »  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  i s  a n  e x p o n e n t  

D a y s  ■  T h e  n u m b e r  o f  d a y s  i n  t h e  m o n t h  f o r  w h i c h  t h e  t a x  i s  

t o  b e  p a i d

T h e  n u m b e r s  4 6 0  a n d  3 7 , 0 0 0 , 0 0 0  a r e  c o n s t a n t s  o r  s c a l i n g  

f a c t o r s .

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 a n t  l e v e l  o f  s e v e r a n c e  t a x  r e v e n u e .  

M o r e  i m p o r t a n t l y ,  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  n e w

R e v i s e d  E L F  f o r m u l a :



i n c e n t i v e  f o r  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  i n  

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  f i e l d s .
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A L A S K A  N O R T H  l i t . O f f .  O I L  A H O  H A S  H K V K N I t l . S  

A l R 9 h R  N o r t h  S l o p e  O i l  R e v e n u e
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A .  I n t r o d u c t i o n

A l a s k a  i s  c u r r e n t l y  i n v o l v e d  i n  o n e  o f  t h e  l a r g e s t  

l i t i g a t i o n  e f f o r t s  i n  U . S .  h i s t o r y .  T h e  a m o u n t s  a t  i s s u e  

i n  t h e  s t a t e ' s  o i l  a n d  g a s  l i t i g a t i o n  t o t a l  a t  l e a s t  $ 1 5  t o  

$ 2 0  b i l l i o n .  T h i s  s e c t i o n  o f  t h e  r e p o r t  f o c u s e s  o n  t w o  o f  

t h e  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  o i l  a n d  g a s  i n d u s t r y ,  

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

o f  N o r t h  S l o p e  o i l  a t  t h e  p o i n t  i t  e n t e r s  t h e  p i p e l i n e .  

T h i s  i s  r e f e r r e d  t o  a s  t h e  w e l l h e a d  v a l u e ,  a n d  t h e  s t a t e ' s  

t a x  r e v e n u e  a n d  r o y a l t y  v a l u e  a r e  b a s e d  o n  i t .  T h e  s t a t e  

v .  A m e r a d a  H e s s  c a s e  i s  a  d i s p u t e  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  o i l ?  t h e  T r a n s  A l a s k a  P i p e l i n e  R a t e  C a s e  

a d d r e s s e s  p r o p e r  p i p e l i n e  t a r i f f s .  B o t h  c a s e s  i n v o l v e  a l l  

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

t h e m  s u c c e s s f u l l y .

B .  T h e  P r o c e s s  o f  V a l u i n g  N o r t h  S l o p e  o i l

P u t t i n g  a  p r i c e  o n  N o r t h  S l o p e  o i l  i s  d i f f i c u l t  

b e c a u s e  u n l i k e  o i l  p r o d u c e d  i n  t h e  L o w e r  4 8 ,  m o s t  N o r t h  

S l o p e  o - i ", i s  n o t  s o l d  a t  t h e  w e l l h e a d  b u t  r a t h e r  f a r  f r o m  

i t s  s o u r c e ,  m o s t  o f t e n  o n  t h e  W e s t  C o a s t  o r  G u l f  C o a s t .  

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

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

w i t h i n  o n e  c o m p a n y  r a t h e r  t h a n  t h i r d - p a r t y  s a l e s .  I n  

a d d i t i o n ,  m a n y  t h i r d - p a r t y  s a l e s  a r e  o f t e n  d o n e  b y
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exchanges w i t h  other considerations rather than a simple 

p r i c e .  T h u s  t h e  v a l u e  of t h e  o i l  a t  t h o s e  d i s t a n t  m a r k e t s  

i s  n o t  a  c l e a r c u t  i s s u e ,  a n d  t h e  s t a t e  c o n t e n d s  t h e  

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  o f  t h e  o i l  

w h e n  i t  r e a c h e s  i t s  u l t i m a t a  d e s t i n a t i o n s .

I t  i s  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  o f  

N o r t h  S l o p e  o i l ,  h o w e v e r ,  b e c a u s e  i t  i s  a t  t h i s  p o i n t  w h e r e  

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

l e v i e s  t h e  s e v e r a n c e  t a x .  T h e  f e d e r a l  g o v e r n m e n t  a l s o  s e t s  

t h e  w i n d f a l l  p r o f i t s  t a x  a t  t h e  w e l l h e a d .

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

c a l l e d  n e t b a c k .  T o  a r r i v e  a t  n e t b a c k ,  a  d e s t i n a t i o n  p r i c e  

i s  s e t  f o r  t h e  o i l  ( b y  t h e  o i l  c o m p a n i e s )  a n d  t h e n  t h e  

c o s t s  o f  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  —  

a r e  s u b t r a c t e d .  A l l  t h r e e  o f  t h e s e  v a l u e s ,  d e s t i n a t i o n  

p r i c e ,  t a n k e r  c o s t s ,  a n d  p i p e l i n e  t a r i f f s ,  a r e  n o t  e a s y  t o  

d e t e r m i n e  a n d  t h u s  a r e  t h e  s u b j e c t  o f  l i t i g a t i o n .  I t  i s  

u s u a l l y  t o  t h e  b e n e f i t  o f  t h e  p r o d u c e r s  t o  k e e p  

t r a n s p o r t a t i o n  c o s t s  h i g h  i n  o r d e r  t o  k e e p  t h e  w e l l h e a d  

p r i c e  d o w n  a n d  t h u s  r e d u c e  t h e  r o y a l t i e s  a n d  s e v e r a n c e  

t a x e s  t h e y  o w e  t h e  s t a t e .

C o m p o u n d i n g  t h e  d i f f i c u l t y  o f  v a l u i n g  N o r t h  S l o p e  o i l  

i s  t h e  f a c t  t h a t  t h e  p r o d u c e r s ,  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 d u c e r s ,  A r c o ,  E x x o n  a n d  S o h i o ,  h a v e  

d i f f e r e n t  n e t b a c k  m e t 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  t o  

s e t  t h e  d e s t i n a t i o n  p r i c e ,  d i f f e r e n t  m e t h o d s  t o  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  a n d  d i f f e r e n t  m e t h o d s  o f  

s e t t i n g  t h e  p i p e l i n e  t a r i f f .  F u r t h e r m o r e ,  a  c o m p a n y ' s



valuation methods may change from month to month. Some 

months the state may agree with a particular company's 

figures; another month, it may disapprove of the same 

company's figures.

The destination price and tanker transportation costs 

are currently the subject of multi-million dollar 

litigation over the value of the state's royalty oil. The 

state v. Amerada Hess case is a dispute over the proper 

value to be attributed to crude oil when it reaches the 

Lower 48 and the proper deductions to be made for tanker 

transportation. (Similar issues are involved in the 

company's severance tax disputes with the state, but with 

this case the royalty contracts are at issue.) The TAPS 

tariff case addresses the third major area of dispute, 

proper pipeline charges.

c. state v. Amerada Hess

The amounts at issue in this case for both past and 

future royalties is probably upwards of $2 billion in 

present day dollars.

In general, Alaska's position is that the value of the 

oil should be higher for West Coast destinations than for 

Gulf or East Coast destinations (because transportation 

costs to the West Coast are lower). Some companies agree 

with this premise but disagree with the actual prices, 

while other companies disagree with this approach 

altogether.



While i t  i s  n o t  e a s y  t o  g e t  i n f o r m a t i o n  o n  t h e  record 

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

h e a r i n g s 1  i n  e a r l y  1 9 8 3  o v e r  t h e  w i n d f a l l  p r o f i t s  t a x  

r e v e a l  h o w  t h e  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 l o p e  o i l .  

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

A r c o .

A r c o  s e t s  a  s i n g l e  p r i c e  f o r  N o r t h  S l o p e  o i l  

r e g a r d l e s s  o f  i t s  d e s t i n a t i o n .  T h e  p r i c e  i s  b a s e d  o n  W e s t  

T e x a s  s o u r ,  a n  o i l  c o m p a r a b l e  i n  q u a l i t y  t o  A N S  c r u d e  a n d  

a c t i v e l y  t r a d e d  i n  t h e  G u l f .  T r a n s p o r t a t i o n  c o s t s  t o  t h e  

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  a t  a  w e l l h e a d  v a l u e  

f o r  a l l  i t s  N o r t h  S l o p e  o i l .  T h u s  A r c o  i s  v a l u i n g  a l l  o f  

i t s  o i l  a s  t h o u g h  i t  w e r e  s e n t  t o  t h e  G u l f  C o a s t  ( i t  c o s t s  

r o u g h l y  $ 4  m o r e  t o  t r a n s p o r t  o i l  t o  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  i n  t h e o r y ,  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  t h e  h e a r i n g s  b e c a u s e  i n  f a c t ,  A r c o  s e l l s  

7 0 %  o f  i t s  o i l  o n  t h e  W e s t  C o a s t .  F r o m  A l a s k a ' s  a n d  t h e  

f e d e r a l  g o v e r n m e n t ' s  p e r s p e c t i v e ,  A r c o  i 3  a r t i f i c i a l l y  

s e t t i n g  i t s  W e s t  C o a s t  p r i c e  t o o  l o 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  i n  t a x e s  a n d  r o y a l t i e s .

T h e  o i l  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  i n  l a t e
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C o m m i t t e e  o n  E n e r g y  a n d  C o m m e r c e .
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1 9 8 3 .  O n e  o f  t h e  p o i n t s  m a d e  t h e n  w a s  t h a t  Alaska p r e f e r s  

S o h i o ' s  v a l u a t i o n  m e t h o d .  S o h i o ,  w h i c h  d o e s n ' t  o w n  

r e f i n e r i e s  o n  t h e  W e s t  C o a s t  o r  i n  t h e  G u l f ,  d e t e r m i n e s  

v a l u e  f o r  N o r t h  S l o p e  c r u d e  b y  f i n d i n g  o u t  h o w  m u c h  

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

a l s o  a d j u s t s  i t  p r i c e  f o r  d e s t i n a t i o n .

T h e  d i s p a r i t y  b e t w e e n  t h e  c o m p a n i e s '  v a l u a t i o n  m e t h o d s  

r e s u l t s  i n  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  v a l u e s .  F o r  

e x a m p l e ,  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 . 5 0  p e r  

b a r r e l  l e s s  t h a n  S o h i o ' s  t h r o u g h o u t  1 9 8 4 .  F o r  1 9 8 5 ,  A r c o ' s  

p r i c e  a v e r a g e d  a b o u t  $ 1 . 5 0  l e s s .

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

b y  t h e  f a c t  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  o w n  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  t a n k e r s .  F o r  e x a m p l e ,  A r c o  o w n s  a b o u t  7 0  

p e r c e n t  o f  i t s  t a n k e r s ?  S o h i o  o w n s  n o n e  a n d  c h a r t e r s  U . S .  

f l a g s h i p s ;  E x x o n  c h a r t e r s  a b o u t  7 0  p e r c e n t  o f  i t s  t a n k e r s .

S o h i o  d e d u c t s  t h e  a - t u a l  c o s t s  i t  i s  c h a r g e d ,  w h i l e  

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

c a l l e d  U . S .  F r e i g h t  R a t e  A v e r a g e s .  O t h e r  p r o d u c e r s  t h a t  

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

c a p i t a l  i n v e s t m e n t .  Y e t  a n o t h e r  v a r i a b l e  f o r  t h o s e  w h o  

c h a r t e r  t a n k e r s  i s  w h e t h e r  t o  u s e  l o n g - t e r m  o r  s h o r t - t e r m  

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

f e d e r a l  g o v e r n m e n t ,  1 9 8 2  s h i p p i n g  c h a r g e s  r a n g e d  f r o m  . 7 8

2
T h e  c o m m i t e e  h e l d  h e a r i n g s  i n  S e p t e m b e r  1 9 8 3  o n  o i l  

a n d  g a s  i s s u e s .
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to 2.35 a barrel for West Coast deliveries, and from 4.29 

to 6.63 for Gulf/East Coast deliveries.

I n  l a t e  1 9 8 4  t h e  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  o f  t h e  m a j o r  N o r t h  S l o 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  f r o m  t h e  w i n d f a l l  p r o f i t s  t a x  

h e a r i n g s .  ( W h i l e  t h e  f i g u r e s  a r e  b a s e d  o n  1 9 8 2  p r o d u c t i o n ,  

t h e  m e t h o d s  a n d  a m o u n t s  a r e  s t i l l  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 . )

S O H I O

S o h i o  h a s  n o  r e f i n e r i e s  o n  e i t h e r  t h e  W e s t  o r  G u l f  

c o a s t s .  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  a l l  o f  

i t s  N o r t h  S l o p e  o i l ,  a b o u t  5 9 7 , 0 0 0  b a r r e l s  d a i l y  i n  1 9 8 2 .  

A b o u t  4 0  p e r c e n t  o f  S o h i o ' s  N o r t h  S l o p e  o i l  w e n t  t o  t h e  

W e s t  C o a s t ,  a b o u t  6 0  p e r c e n t  w e n t  t o  t h e  G u l f  C o a s t  a n d  

C a r i b b e a n .

F o r  e a c h  o f  t h e s e  m a r k e t  a r e a s ,  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  f o r  N o r t h  S l o p e  o i l  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  f o r  c o m p e t i n g  i m p o r t e d  c r u d e  o i l s ,  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  

i n  o i l  q u a l i t y .

S o h i o  t r a n s p o r t s  i t s  N o r t h  S l o p e  o i l  i n  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  p a r t i e s .  

F r o m  t h e  v a l u e  r e c e i v e d  f r o m  t h o s e  a r m ' s - l e n g t h ,  

t h i r d - p a r t y  t r a n s a c t i o n s  i n  e a c h  g e o g r a p h i c  a r e a ,  s o h i o  

d e d u c t s  t h e  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 e  a n d  o t h e r  

t r a n s p o r t a t i o n  c o s t s  t o  e s t a b l i s h  w e l l h e a d  p r i c e  i n  A l a s k a .

A R C O

A r c o  u s e s  m o s t  o f  i t s  N o r t h  S l o p e  c r u d e  i n  i t s  o w n  

r e f i n e r i e s .  I n  1 9 8 2 ,  a b o u t  7 0  p e r c e n t  o f  A r c o ' s  3 4 0 , 0 0 0  

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  

a t  L o s  A n g e l e s .  A r c o  s o l d  a n  a d d i t i o n a l  2 5 , 0 0 0  b a r r e l s  o n  

t h e  W e s t  C o a s t .  T h e  r e m a i n d e r  o f  A r c o ' s  N o r t h  S l o p e  o i l ,  

5 0 , 0 0 0  t o  7 5 , 0 0 0  b a r r e l s ,  w e n t  t o  t h e  G u l f  C o a s t .

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

S l o p e  o i l ,  r e g a r d l e s s  o f  i t s  d e s t i n a t i o n .  A r c o  s e t s  i t s  

p r i c e  i n  t h e  G u l f  C o a s t ,  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  i s  

a c t i v e l y  t r a d e d  i n  t h e  a r e a .  F r o m  t h i s  m a r k e t  p r i c e ,  A r 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  t o  t h e  G u l f  

C o a s t .  T h e  r e s u l t i n g  p r i c e  i s  t h e  w e l l h e a d  v a l u e  f o r  b o t h  

W e s t  C o a s t  a n d  G u l f  C o a s t  d e l i v e r i e s .

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  

t h e  W i n d f a l l  P r o f i t  T a x  o n  A l a s k a n  N o r t h  S l o p e  C r u d e  o i l "  

w a s  p u b l i s h e d  i n  D e c e m b e r  1 9 8 4 .



A b o u t  7 0  p e r c e n t  o f  A r c o ' s  N o r t h  S l o p e  p r o d u c t i o n  i s  

t r a n s p o r t e d  i n  c o m p a n y - o w n e d  s h i p s .  F o r  t h e s e  s h i p s  A r c o  

d e d u c t s  U . S .  F r e i g h t  R a t e  A v e r a g e s  a s  c o s t s .  A c t u a l  

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

EXXON
I n  1 9 8 2  E x x o n  p r o d u c e d  a b o u t  3 2 5 , 0 0 0  b a r r e l s  a  d a y  a n d  

u s e d  a b o u t  9 4  p e r c e n t  o f  N o r t h  S l o p e  o i l  i n  i t s  o w n  

r e f i n e r i e s .  A b o u t  o n e  t h i r d  o f  i t s  p r o d u c t i o n  w e n t  t o  t h e  

W e s t  C o a s t : , a b o u t  t w o - t h i r d s  w e n t  t o  i t s  G u l f  a n d  E a s t  

C o a s t  r e f i n e r i e s .

E x x o n ' s  g e n e r a l  a p p r o a c h  t o  p r i c i n g  r e c o g n i z e s  t h e  

W e s t  a n d  G u l f / E a s t  C o a s t s  a s  s e p a r a t e  m a r k e t i n g  a r e a s .  

E x x o n ' s  a s s e s s m e n t  o f  m a r k e t  v a l u e  i s  b a s e d  o n  f a c t o r s  s u c h  

a s  i t s  o w n  c o m m e r c i a l  t r a n s a c t i o n s  a n d  p o s t e d  p r i c e s  o f  

d o m e s t i c  c r u d e s  i n  t h e  a r e a  a s  a d j u s t e d  f o r  q u a l i t y .  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  c o s t s  t o  a r r i v e  a t  n e t b a c k  

v a l u e .  T h e s e  n e t b a c k  v a l u e s  a r e  t h a n  a v e r a g e d  b y  v o l u m e  

s h i p p e d  t o  e a c h  m a r k e t  a r e a  t o  a r r i v e  a t  w e l l h e a d  v a l u e .

A b o u t  7 0  p e r c e n t  o f  E x x o n ' s  m a r i n e  t r a n s p o r t a t i o n  i s  

b y  U . S .  c h a r t e r e d  t a n k e r s .

T h e  A m e r a d a  H e s s  c a s e  w i l l  r e q u i r e  t h e  s t a t e  t o  m a k e  a  

d e t a i l e d  f a c t u a l  r e v i e w  o f  a l l  W e s t  C o a s t  a n d  G u l f  C o a s t  

o i l  m a r k e t i n g  t r a n s a c t i o n s  f o r  a  s e v e n - y e a r  p e r i o d .  T h e  

s t a t e  w i l l  h a v e  t o  t r a c k  t h e  d i s p o s i t i o n  o f  b i l l i o n s  o f  

b a r r e l s  o f  N o r t h  S l o p e  o i l .  F i s c a l  y e a r s  1 9 8 6  a n d  1 9 8 7  

w i l l  b e  p e a k  y e a r s  o f  a c t i v i t y  f o r  t h i s  c a s e ,  w h i c h  i s  

c u r r e n t l y  i n  t h e  s t a g e  o f  p r e l i m i n a r y  d i s c o v e r y .
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D .  T h e .  T r a n s _ A l a s k a  P i p e l i n e  H a t e  c a s e

T h i s  i s  t h e  c a s e  w h i c h  h a s  r e c e i v e d  t h e  m o s t  i n t e n s e  

l i t i g a t i o n  e f f o r t  a t  t h i s  p o i n t .  T h e  a m o u n t s  a t  i s s u e  

b e t w e e n  t h e  b e s t  c a s e  a n d  w o r s t  c a s e  o u t c o m e s ,  o v e r  t h e  

l i f e  o f  t h e  f i e l d ,  a r e  a p p r o x i m a t e l y  $ 7  t o  $ 1 0  b i l l i o n .

E v e r  s i n c e  s t a r t - u p  o f  t h e  T r a n s  A l a s k a  P i p e l i n e  

S y s t e m  ( T A P S )  i n  1 9 7 7 ,  t h e  s t a t e  a n d  t h e  p i p e l i n e  o w n e r s  

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

T h e  p i p e l i n e  t a r i f f  —  t h e  p e r  b a r r e l  a m o u n t  T A P S  o w n e r s



c h a r g e  f o r  t r a n s p o r t i n g  o i l  t h r o u g h  t h e  p i p e l i n e  —  affects 

t h e  w e l l h e a d  v a l u e  o f  N o r t h  S l o p e  o i l .  T h e  h i g h e r  t h e  

t a r i f f ,  t h e  l o w e r  t h e  w e l l h e a d  p r i c e  a n d  t h e  l e s s  t h e  s t a t e  

c o l l e c t s  i n  r o y a l t i e s  a n d  s e v e r a n c e  t a x e s .  T h e  s t a t e  a n d  

o t h e r s  s a y  t h e  t a r i f f  i s  t o o  h i g h .  ( T h e  p r e v a i l i n g  t a r i f f  

c h a r g e s  h a v e  r a n g e d  f r o m  a b o u t  $ 5 . 6 0  t o  $ 6 . 4 0  p e r  b a r r e l . )

L a s t  s u m m e r  t h e  s t a t e  a n d  s i x  o f  t h e  e i g h t  T A P S  o w n e r s  

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  2 0 1 1 ;  t h e  

F e d e r a l  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  

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

i s  w h e t h e r  t o  i n c l u d e  t h e  o t h e r  p i p e l i n e  o w n e r s ,  s o h i o  a n d  

A m e r a d a  H e s s ,  i n  t h e  s e t t l e m e n t .  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  i n  D e c e m b e r ,  t h e  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  1 2  t o  

v o l u n t a r i l y  j o i n  t h e  s e t t l e m e n t .  I f  t h e y  d o n ' t ,  t h e  s t a t e  

w i l l  c o n t i n u e  l i t i g a t i o n .  H o w e v e r ,  F E R C  s t i l l  h a s  t h e  

o p t i o n  o f  i m p o s i n g  t h e  s e t t l e m e n t  o n  t h e  c o m p a n i e s .

T h e  s e t t l e m e n t  h a s  h a d  a n  i m m e d i a t e  i m p a c t  o n  s t a t e  

r e v e n u e s ,  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  o i l  p r i c e s .  T h e  i n c r e a s e  i n  r e v e n u e s  i s  d u e  t o  l o w e r  

t a r i f f s  a n d  t h e r e f o r e  h i g h e r  w e l l h e a d  v a l u e s .  T h i s  T A P S

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  i n 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  a m o u n t s :
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4
T h e s e  a m o u n t s  a r e  w h a t  c o u l d  b e  t e r m e d  n e t  g a i n  t o  

t h e  s t a t e ' s  u n r e s t r i c t e d  r e v e n u e s .  T h e  l a w  r e q u i r e s  t h a t  

2 5  p e r c e n t  o f  r o y a l t i e s  b e  p u t  i n t o  t h e  P e r m a n e n t  F u n d ,  s o  

t h e  n e t  a m o u n t  i s  w h a t  i s  l e f t  o v e r  a f t e r  t h e  P e r m a n e n t  

F u n d  c o n t r i b u t i o n s .



F Y  3 6  $  5 9 . 2  million
F Y  87 1 5 6 . 9  million
F Y  8 8  1 3 6 . 6  million

T h e  D e p a r t m e n t  o f  R e v e n u e  e s t i m a t e s  t h e  s e t t l e m e n t  w i l l

b r i n g  f r o m  $ 1 2 0  t o  $ 1 5 0  m i l l i o n  e a c h  y e a r  t o  t h e  s t a t e

u n t i l  1 9 9 2  a n d  t h e n  t h e  a m o u n t s  w i l l  d e c l i n e ,  i n  t h e  l a t e

1 9 9 0 s ,  t h e  t a r i f f s  w i l l  s t a r t  r i s i n g  a n d  r e v e n u e s  t o  t h e

s t a t e  w i l l  a c c o r d i n g l y  d e c r e a s e .

I n  a d d i t i o n  t o  t h e  a b o v e  a m o u n t s ,  t h e  s t a t e  e x p e c t s  t o  

r e c e i v e  a n o t h e r  $ 1 2 0  m i l l i o n  i n  r e f u n d s  a n d  l e g a l  e x p e n s e  

r e i m b u r s e m e n t s .  T h i s  m o n e y  h a s  n o t  y e t  b e e n  a d d e d  t o  t h e  

c u r r e n t  r e v e n u e  p r o j e c t i o n s .  I f  S o h i o  s i g n s  t h e  

s e t t l e m e n t ,  t h e  s t a t e  w o u l d  r e c e i v e  a n  a d d i t i o n a l  $ 7 0 - $ 7 5  

m i l l i o n  i n  r e f u n d s .  O n  t h e  o t h e r  h a n d ,  i f  l i t i g a t i o n  

c o n t i n u e s ,  t h e  s t a t e  m a y  u l t i m a t e l y  r e c e i v e  m o r e  m o n e y ,  

a l t h o u g h  l i t i g a t i o n  a l w a y s  h a s  i t s  r i s k s  a n d  r e s o l u t i o n  

c o u l d  b e  y e a r s  a w a y .  I t ' s  h a r d  t o  p r e d i c t  a t  t h i s  p o i n t  i f  

a n  e i g h t - c o m p a n y  s e t t l e m e n t  w i l l  u l t i m a t e l y  o c c u r .

F E R C ' s  d e c i s i o n  a p p r o v i n g  t h e  s i x - c o m p a n y  s e t t l e m e n t  

h a s  b e e n  a p p e a l e d  b y  t h e  A r c t i c  S l o p e  R e g i o n a l  C o r p o r a t i o n  

a n d  t h e  A l a s k a  P u b l i c  I n t e r e s t  R e s e a r c h  G r o u p  ( A K P I R G ) .  I f  

a n  a p p e a l  i s  s u c c e s s f u l ,  F E R C  w i l l  h o l d  m o r e  h e a r i n g s .

T h i s  i s  t h e  s e c o n d  a t t e m p t  i n  m o r e  t h a n  e i g h t  y e a r s  o f  

l i t i g a t i o n  t o  s e t t l e  t h e  c a s e .  T h e  1 9 8 2  e f f o r t  f a i l e d ,  a n d  

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

t w o  g o a l s :  t o  e s t a b l i s h  a  r a t e - m a k i n g  m e t h o d o l o g y  t o  l a s t  

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

w o u l d  a i d  f u r t h e r  o i l  d e v e l o p m e n t  o n  t h e  N o r t h  S l o p e  

( m e a n i n g  l o w e r  t a r i f f s  i n  t h e  1 9 9 0 s ) .  L i t i g a t i o n  h a s  b e e n
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e x p e n s i v e .  T h e  D e p a r t m e n t  o f  L a w  h a s  s p e n t  o v e r  $ 3 6  

m i l l i o n  o n  t h i s  c a s e  a l o n e ,  n o t  i n c l u d i n g  i n - h o u s e  c o s t s .

T h e  s e t t l e m e n t  h a s  b e e n  h i g h l y  c o n t r o v e r s i a l ,  d r a w i n g  

f i r e  f r o m  s e v e r a l  q u a r t e r s .  L a s t  s u m m e r  t h e  H o u s e  M a j o r i t y  

L e a d e r  h i r e d  i n d e p e n d e n t  e c o n o m i s t  J a m i e  L o v e  t o  a n a l y z e  

t h e  s e t t l e m e n t .  L o v e  c o n c l u d e d  t h e  s t a t e  g a v e  a w a y  t o o  

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

s e t t l e m e n t .  A c c o r d i n g  t o  L o v e ' s  c a l c u l a t i o n s ,  t h e  

s e t t l e m e n t  m e a n s  t h e  s t a t e  w i l l  l o s e  f r o m  $ 5 . 2  t o  $ 6 . 4  

b i l l i o n  t h r o u g h  t h e  l i f e  o f  t h e  s e t t l e m e n t  —  a n  a m o u n t  

t h a t  w o u l d  b e  c o l l e c t e d  i f  t h 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  

w e r e  t o  p r e v a i l .  A c c o r d i n g  t o  D e p a r t m e n t  o f  L a w  f i g u r e s ,  

h o w e v e r ,  t h e  s e t t l e m e n t  m e a n s  a n  o v e r a l l  l o s s  o f  $ 2 . 5  

b i l l i o n  ( o v e r  t h e  l i f e  o f  t h e  s e t t l e m e n t )  w h e n  c o m p a r e d  

w i t h  t h 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 .  T h e  s e t t l e m e n t  i s  

a l s o  a  $ 4 . 5  b i l l i o n  g a i n  w h e n  c o m p a r e d  w i t h  t h e  T A P S  

o w n e r s '  l i t i g a t i o n  p o s i t i o n .

B o b  M a y n a r d ,  t h e  a s s i s t a n t  a t t o r n e y  g e n e r a l  w h o ' s  

h a n d l i n g  t h e  T A P S  c a s e  f o r  t h e  s t a t e ,  s a y s  L o v e  m a d e  s o m e  

b i g  e r r o r s  a n d  u s e d  w r o n g  a s s u m p t i o n s  i n  h i s  r e p o r t .  M e m o s  

f r o m  a t t o r n e y s  w o r k i n g  o n  t h e  c a s e  t o  t h e  D e p a r t m e n t  o f  L a w  

s a i d  L o v e ' s  c o n c l u s i o n s  s h o u l d n ' t  b e  t h e  b a s i s  o f  a n y  

p o l i c y .  M a y n a r d  a l s o  p o i n t e d  o u t  t h a t  t h e  s e t t l e m e n t  i s  a  

c o m p r o m i s e  w h i c h  n e c e s s a r i l y  m e a n s  t h e  s t a t e  g e t s  l e s s  t h a n  

i f  i t s  l i t i g a t i o n  p o s i t i o n  w e r e  t o  p r e v a i l .

T h e  A l a s k a  P u b l i c  U t i l i t i e s  C o m m i s s i o n  a l s o  d i d  i t s  

o w n  i n - h o u s e  a n a l y s i s  o f  t h e  s e t t l e m e n t  l a t e  l a s t  y e a r  a n d  

c o n c l u d e d  t h e  s e t t l e m e n t  i s  n o t  i n  t h e  p u b l i c ' s  b e s t
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interest and m a y  have an adverse effect on oil exploration 

a n d  p r o d u c t i o n  o n  t h e  N o r t h  S l o p e .  A P U C  thinks t h e  

s e t t l e m e n t  d o e s  n o t  a d e q u a t e l y  b a l a n c e  t h e  c o m p e t i n g  

i n t e r e s t s  o f  p a s t ,  p r e s e n t  a n d  f u t u r e  s h i p p e r s ,  c a r r i e r s ,  

p r o d u c e r s ,  r o y a l t y  o w n e r s ,  t h e  s t a t e  o f  A l a s k a  a n d  t h e  

f e d e r a l  g o v e r n m e n t .  I t  a l s o  s h a r e s  A r c t i c  S l o p e  R e g i o n a l  

C o r p o r a t i o n ' s  c o n c e r n  t h a t  t h e  r i s i n g  t a r i f f s  a t  t h e  e n d  o f  

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

N o r t h  S l o p e  o i l .

T h e r e  a r e  m a n y  a s p e c t s  o f  t h e  s e t t l e m e n t  t h a t  

c o n t r i b u t e  t o  h i g h e r  t a r i f f s  i n  l a t e r  y e a r s .  O n e  o f  A P U C ' s  

b i g g e s t  c r i t i c i s m s  o f  t h e  s e t t l e m e n t  i s  t h a t  t h e  3 5  c e n t  

b a r r e l  r e t u r n  i s  n o t  c o s t - b a s e d  a n d  m a y  l e a d  t o  e x c e s s i v e  

r a t e s  o f  r e t u r n  a n d  t a r i f f s  a f t e r  1 9 8 9 .  A P U C  a l s o  

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

o b l i g a t i o n s  p r i o r  t o  1 9 8 2 .  T h i s  m e a n s  a  p o t e n t i a l  l o s s  o f  

b i l l i o n s  o f  d o l l a r s  t o  e a r l y  y e a r  s h i p p e r s  a s  w e l l  a s  t h e  

s t a t e  o f  A l a s k a  a n d  t h e  f e d e r a l  g o v e r n m e n t .

A  r e c e n t  d e c i s i o n  b y  F E R C  o n  p i p e l i n e  r a t e m a k i n g  

d u b b e d  " W i l l i a m s  I I "  h a s  b e e n  t h e  s u b j e c t  o f  m u c h  

s p e c u l a t i o n .  T h e  d e c i s i o n  w a s  h a n d e d  d o w n  t h e  s a m e  d a y  

l a s t  J u n e  t h a t  t h e  s t a t e  s u b m i t t e d  i t s  s e t t l e m e n t  p r o p o s a l .  

T h e  d e c i s i o n  a p p e a r e d  t o  b e  m o r e  f a v o r a b l e  t o  t h 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 ,  t h o u g h  a  D e p a r t m e n t  o f  R e v e n u e  

a n a l y s i s  o f  t h e  s e t t l e m e n t  s h o w s  t h a t  t h e  s e t t l e m e n t  m a y  

a c t u a l l y  b e  b a t t e r  t h a n  a  " W i l l i a m s  I I "  o u t c o m e .  I n  a n y  

c a s e ,  i t  i s  d i f f i c u l t  t o  s a y  e x a c t l y  h o w  o r  i f  t h i s  c a s e  

w o u l d  a p p l y  t o  A l a s k a .  I n  r e s p o n s e  t o  a  l e t t e r  w r i t t e n  b y

I n t e r i m  R e p o r t

P a g e  46



some House Majority members opposing the settlement late 

last year, FERC said the case was not applicable to TAPS.

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

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

d e p r e c i a t i o n ,  i n c o m e  t a x e s  a n d  a f t e r - t a x  r e t u r n .  O f  t h e s e  

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

d e p r e c i a t i o n  a n d  a f t e r - t a x  r e t u r n  t h e  m o s t  c o n t r o v e r s i a l .  

T h e  W i l l i a m s  I I  d e c i s i o n  a d o p t e d  a  h y b r i d  r a t e m a k i n g  

m e t h o d o l o g y '  i n v o l v i n g  p a r t  d e p r e c i a t e d  o r i g i n a l  c o s t  a n d  

p a r t  t r e n d e d  o r i g i n a l  c o s t .  A  d e p r e c i a t e d  o r i g i n a l  c o s t  

s c e n a r i o ,  a s  s e t  o u t  i n  t h 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 ,  i s  

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

r a t a  b a s e  u s e d  i n  t h e  s e t t l e m e n t .  T h e  i n f l a t e d  b a s e  i s  

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

o r i g i n a l l y  s o u g h t  b y  T A P S  o w n e r s  a n d  t h e  s t a t e ' s  p o s i t i o n .

T h e  s i x  T A P S  o w n e r s  w h o  h a v e  s i g n e d  t h e  s e t t l e m e n t  

a r e :  A r c o ,  B P ,  E x x o n ,  M o b i l e ,  U n i o n  a n d  P h i l l i p s .  T h e y  

c o l l e c t i v e l y  o w n  6 5 %  o f  t h e  p i p e l i n e .  T h e  o t h e r  t w o  o w n e r s  

a r e  A m e r a d a  H e s s  a n d  S o h i o ;  S o h i o  h a s  s u b m i t t e d  i t s  o w n  

s e t t l e m e n t  o f f e r  t o  F E R C  ( w h i c h  L o v e  s a i d  w o u l d  b e  

" d i s a s t r o u s "  t o  t h e  s t a t e  w e r e  i t  t o  b e  a p p r o v e d ) .

C o m m e n t s  o p p o s i n g  t h e  s e t t l e m e n t  w e r e  f i l e d  b y  A r c t i c  

S l o p e  R e g i o n a l  C o r p o r a t i o n ,  A m e r a d a  H e s s  P i p e l i n e  C o r p . ,  

S o h i o  P i p e l i n e  C o .  a n d  S o h i o  P e t r o l e u m  C o . ,  T o s c o  C o r p . ,  

A l a s k a  O i l  C o .  a n d  A K P I R G .

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

T h e s e  c a s e s  i l l u s t r a t e  h o w  v a r i o u s  a s p e c t s  o f  t h e
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production and marketing process provide profit making 

opportunities for the industry and revenue opportunities 

for the state. They show the complexity of valuing our oil 

and how important that value is to maintaining the 

financial wellbeing of both parties.


