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SUMMARY

The purpose of this Study was to analyze the possible
impact of increased State oil taxation on oil exploration and
development in Alaska. The background for the Study was the
dire warnings of the oil companies that subs intially increased
State taxes will hurt their future efforts in Alaska. To help
assess these claims, three different approaches were taken.

First, an examination was made of a variety of historical
cases in which major oil tax changes have been proposed or
carried out, focusing on the impact on the countries involved,
including the reactions of the oil companies. Second, the
likely profitability of Prudhoe Bay crude oil under various
tax assumptions was reassessed, and this was compared with the
companies' tax and profitability prospects in othex producing
areas which might be competitive with Alaska, Third, an analy-
sis was made of what the costs and benefits of increased taxa-
tion might be for the State of Alaska, in terms of possible
reduced exploration and development versus increased tax
revenues from Prudhoe Bay alone.

In the first part, the Study examined the experience of
oil tax increases in Iran in the 1950s, Venezuela in the 1960s,
and Indonesia, Malaysia, the United Kingdom, Norway, the Nether-

lands, West Germany and New Zealand in the post-1973 period.



It was shown that there is no simple pattern of oil company

reaction to such changes as regards oil production, exploration

and development. Moreover, it was argued that this is not

surprising since many other factors besides a change in tax
rates affect the companies' incentives. The one commonality in
these cases, however, was that government attempts to increase
oil taxes almost invariably brought forth company reactions
that this will be harmful to the country. The Study there-
fore concluded that while such "warnings" are normal forms of
company "propaganda", they need to be taken with a large grain
of salt, and the specifics of each situation carefully
analyzed.,

Towards this end, in the second approach the Study first
reassessed the profitability of Prudhoe Bay oil originally made
in che "Tanzer Report". The reassessment was based on conser-
vative production and investment estimates made by a New York
brokerage firm, for the most probable oil price, $13 per barrel
in Los Angeles. Three State oil tax cases were considered:
the present State tax structure; a "507% State take' case
where Alaska gets (including royalty and severance) 50% of
the oil pie; and a 50% State income tax case (in addition to
royalty and severance). The analyses showed that under the
present State tax structure the companies' DCF profit rate would
be 29% per year, while even with a 50% State income tax it would
be 19% per year (with a 23% profit rate for the intermediate
50% State take case). The companies' per barrel profits (and

their percentage share of the oil pie) were estimated as

ii
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follows: present tax structure, §2.70 (37%); 50% State take,
$1.80 (25%); and 50% State income tax, $1.40 (19%).
01l company profitability and taxation policy in other

7 major oil producing areas were then analyzed to assess Alaska's
competitive position. It was shown that generally company
profits elsewhere were much less than in Alaska, even under
the highest State income tax rate considered. In the OPEC
countries of the Middle East, North Africa and Venezuela, the
companies' profits amount to about 15 to 30 cents per barrel,
giving them only 2% of the oil pie, with 98% for the govern-
ments. In Indonesia, which allows the highest profit among
OPEC members, $1.00 to $1.50 per barrel, the companies get
about 12% of the oil pie and the Government 887%.

Outside of the OPEC countries, in Canada the companies
get about $1.25 per barrel, or 117 of the oil pie, which is
less than they would get from Prudhoe Bay under a 507% State
income tax. Even in the North Sea, where it is estimated the
companies will get about $3.50 per barrel, this is shown to be
related to the very large investment costs there, which are
twice as great as in Prudhoe Bay; on a DCF basis the companies'
North Sea profit rate is estimated at 19% per year, or about
the same as for Prudhoe Bay with a 507 State income tax.

. The Study also discussed Alaska's other advantages to
the companies. The fact that in a world of crude oil scarcity
assured supplies are becoming increasingly vital to the companies

to protect their refining and marketing investments makes the

1ii
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possession of U.S. oil particularly valuable to them. This 1is
reinforced by the trend toward 100% nationalization by OPEC
members and "participation" by governments in the North Sea
(and even Canada). In the light of all these factors, it was
concluded that substantial increased State oil taxation is not
likely to end the attractiveness of Alaska to the oil companies
as a place for additional exploration and development.

Finally, in a third approach, on the hypothetical assump-
tion that the latter conclusion is wrong, the Study tried to
assess the benefits and costs to Alaska from increased oil
taxation. The benefits would be the direct ones of a total of
$15 to $21 billion in increased State revenues from the main
Prudhoe Bay formation alonc (or $750 million to $1,100 millicn
per year). The indirect benefits would be the potential
"multiplier" effects on eccriomic development, since the increased
taxes would stay within the state rather than be exported as
oll company profits and federal taxes. The "costs" would be
whatever exploration and development were cut off by the in-
creased tax rates. The Study estimated that for the most criti-
cal function, exploration, the increased revenues could likely
pay for any such losses; for the much larger develorment effort,
once oil is found financing is readily available, (It was also
noted that since the State has a lower cost of capital than the
oll companies' target profit rates, more development of marginal
oil fields might take place if the State participates than if

development were left solely to the companies.) The overall

iv
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conclusion was that the benefits of increased State taxation are
clear and very large while the costs are unclear and likely to
be much less sizeable.

In an afterword to the Study, an overall stréfegy for
State oil policy was discussed. It was suggested that the
State should substantially increase its tax rates; it should
temporarily cease leasing its potential oil-bearing lands; it
should invest some of the increased tax revenues in a complete
exploratory survey of its lands; and following such a prelimi-
nary inventory of potential, it should either directly contract
for further exploration or work with oil companies on a joint
venture basis. While cthis might not lead initially to the
fastest possible pace of o0il resoirce development, it was shown
that other oil producers like Albeits, Canada and Norway have

from thelr experience become wary of L»0 rapld oil resource

development.
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IMPACT OF INCREASED TAXATTON ON OIL EXPLORATION
AND DEVELOPMENT IN ALASKA

I. INTRODUCTION

Consideration by the Alaska State Legislature in the
last session of increased taxation on oil profits has brought
forth numerous dire warnings from the oil companies that such
measures will make Alaska "unattractive" as a place for future

¢il exploration and development. As The Anchorage Times re-

ported in January, 1976, with regard to a proposed "excess
profits tax", "leaders of the oil industry appear to be just
as certain that the tax would throttle further interest in
Alaska exploration. Investment funds would no longer be avail-
able here because they could be used more profitably elscwhere.“1
More recently, this theme was reiterated by a Vice President of
Sohio, who spoke in Anchorage of a modern version of the fable
of "the little red hen" which makes all the bread "without the
benefit of other barnyard dwellers--who are standing ready to
charge 'excess profits' and help consume the finished loaves."

Given this background, the aim of the present study is
to attempt an objective assessment of the likely impact of
increased State taxes on future oil exploration and develop-
ment in Alaska. The study is divided into three parts. The

first (Chapter II) examines a variety of historical cases in
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which major tax changes have beer proposed or carried out,
focusing on the impact on the countries involved, including the
reactions of the oil companies. The second part.(Chaprer I1I)
analyzes the comparative tax position of other countries and
states today, and the resulting profitability of crude oil
production which might be ceompetitive with Alaskan oil. The
concluding part (Chepter IV) deals with what the costs and
benefitss of increas~d taxaticn might be for the state of
Alaska, in terms of possible reduced exploration and develop-

ment versus increased tax revenues from existing oll fields.




IT. HISTORICAL EXPERIENCE OF GOVERNMENTAL CHANGES
IN OIL TAX RATES

In this chapter we make no pretense of presenting a
complete amnalysis of all the historic experiences of govern-
mental changes In oil tax rates. The oil industry is so wide-
spread and has such a long history of acrimonious tax disputes
that a complete analysis would be far beyond the resources
available for the present study. Instead, after an examination
of some of the available literature, we chose a few examples
from the post-World War II period prior to the October 1973
jump in oil prices, and several others from more recent exper-
lence. We believe that this sample, wh.le not definitive, is
i1l1lustrative of the kinds of reactions which have taken place
in this highly controversial area.

By way of introduction, it should be noted that, by its
nature, the question of the impact of tax changes on oil com-
pany behavior is a very difficult one for the outside observer
to answer. Many factors besides the level of govermment taxa-
t_on can affect the willingness of o0il companies to invest in
exploration and development or to produce oil in any given state
or country. Among the most important of these other factors
are the chances of finding sizable amounts of oil, the expected
finding and development costs, the individual company reserves

and costs of production from these existing reserves, and the
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comparative tax rates and potential profitability in other

states and countries where oil might be sought or produced;
tor some of these factors the outsider has little if any infor-
mation.

Thus, it may well be that where a government seeks to

ralse oil tax rates to such a level that it appears less
profitable to the oil companies to explore and develop or pro-
duce in that country than in other prospective areas, the

changed tax rates can be decisive in reducing exploration or

production. On the other hand, in examining a particular case,

it may also be the fact that increased taxes are associated
with declining exploration or production, but are not the

real causes; just as we can find cases where increased taxation
1s historically associated with increased production, but ajain
other factors are operative. Hence, to truly estimate the
impact of increased taxes in any particular case, one must

examine the specific context in great detail.

Nevertheless, as we think the following sample of cases
will show, while increased taxes may or may not be the cause of
declining exploration and development or production, 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 as temporarily cutting present




production or reducing explora:ion and development efforts.
Thus, while the struggle between the oil companies and the
governments over increased taxation is a deadly serious matter

involving huge sums, it is helpful to recognize that some of

the actions and much of the rhetoric (on both sides) is

"theater", aimed at improving a bargaining position, and often

needs to be taken with a very large grain of salt.




A. Major 0il Tax Changes Prior To October 1973

Perhaps one of the most dramatic confrontations over
attempted tax increases took place in Iran in the early 1950s,
between the Government and British Petroleum (at that time
named the Anglo-Iranian 0il Company). The background to
this tax confrontation was that up to 1948 the division of oil
profits in Iran between BP (which had a virtual monopoly of
Iran's oil resources) and the Government was about 83:17 (in

. The Iranian Government sought a higher royalty

favor of BP).
rate and a more favorable division of income, and after pro-

longed negotiation in 1949 BP agreed to a roughly 70:30 split

(still in its fnvor).2 However, by that time the principle

of a 50:50 split had been established in Venezuela, and it
soon spread to Saudl Arabla and the rest of the Middle East.
Despite this, BP refused to budge, and its intransigence led to
the complete nationalization of its Iranian oil holdings by
the Mossadegh Government in 1951,

Several steps In this sequence are instructive, First,
at the helght of the 1951 dispute, Iran's Ambassador in London
explained the view of his Government in an official statement:

. Persia [the name for Iran at that time] has not, by
any standards, received a fair and reasonable share of her
vast oll resources . . . ., Repeated attempts on the part
of Persia in the last few years to obtain a just share

of the oll profits, and an honourable and equitable part
in the control and administration of this vital concern

to Persia, have not met with that spirit of partnershi
and far-sighted co-operation so essential to the smootﬁ

working of a national enterprise of this calibre.3




While BP refused to improve its offer to the Government,
and Iran began to move towards nationalization, the company
made no public statement about ‘h- reasons for its unwilling-
ness to improve on the 70:30 profit split., But the United
States Ambassador to Iran at that time, Henry Grady, later
explained what, in his view, was happening:

The compa.y [BPl said, "No, we will make no further con-
cessions," The point of view of the company was that 1if
they made any concessions, that would be a show of weak-
DEEE '« x + -+ - Lineir] slo%an was, "When they need the
money bad enough, they will ratify." Well, I happen to
know--I knew it from many sources--that that was the
slogan. The theory was: they'll have to accept because
they need these royalties to carry on--and they do. That
was their position. I call that a semi-colonial, at leest
--if not colonial--point of view.%

Second, despite BP's view that Iran would have to give
in, it did not, and even a Western boycott of Iranian oil after
the nationalization, which virtually ended her exports of oll,
failed to bring the country to its knees. Only a coup,
organized by the U.S. Central Intelligence Agency, finally
overthreyw the Mossadegh Government in 1954 and forced the de-
nationallzation of Iranian oil.5 Ironically, as part of the

new order, BP was forced to share the oil with a number of

other companies, primarily from the United States, and retained

only 40% of the concnscton.6 Moreover, the new consortium

which was formed gave the Iranian Government the same 50:50
profit split that BP had originally refused and which led to
its nationclization.

Finally, despite thils sharp oil tax increase, Iranilan

production then rose rapidly. Thus, by 1957 it had passed the




1950 peak, and in the next six years it more than doubled; by

1970 total production was six times as great as the pre-

7
nationalization peak. The basic reason, of course, for this

rapid growth was that the cost of production of Iranian crude
oil, like that of most of the Middle East, was relatively low,
and its tax rates were no higher than the other major Middle
Eastern producing countries, all of which enjoyed rapid growth
in production after World War II.

A second Interesting historic tax change case is that
of Venezuela in 1966, when the Government was seeking to in-
crease its share of oil profits. The background here was that
during the 1960s oil prices were generally falling, and the
argument was made that such a tax increase would hurt the coun-

try rather than help it, As Petroleum Intelligence Weekly

(PIW), an authoritative oil industry trade journal, stated

at that time:

If Venezuela pushes the new reference price system
through, it could basically alter the current competitive
position of Venezuelan oll vis-a-vis oil from North Africa
and the Middle East, oil circles note, One observer summed
it up this wa "If Venezuela establishes a tax price
higher than LKe current realizations, this will merely
raise the cost of Venezuelan oil to the companies.

+ « «» With higher cost through the new tax system, Venezuelan
oil will be that much less competitive, production will
decline, new oil investment will shrink to zero and the
country Hill continue to lose position in world wide

markets.

Again, Exxon, the principal producer in Venezuela
(through its subsidiary, Creole Petroleum) gave similar warniugs
& &

in an attempt to ward off the increased taxes:




The reasons why Venezuelan crude oil is increasingly
unable to compete for markets with crude from the Middle
East were starkly outlined by Esso's subsidiary, Creole
Petroleum, in a paper recently presented to the Venezuelan
congress and subsequently released to the press by con-
gressmen. Venezuelan cruda production, stagnating over
the past years in relation to the Middle East, 1is actually
down 2.8% below 1965 levels so far this year.

This decline, coupled with the Venezuelan government
avowed goal of increasing taxes on oil, has resulted in
what may be described as a national debate on the future
of the ojl industry in that country. No final decision
has been reached on new taxes to date, But Creole in its
document marshals facts to support its argument that
additional taxes will only crgpplé an 1ndu§try already
handicapped in maintaining market outlets.

Despite the warnlngs, the Venezuelan Government per-
severed and negotlated a settlement which involved roughly a
5 percentage polint increase in its share of oil profits, from

67% to 721.10 After this change, again according to PIW:

The bi% question remaining in Venezuela: Whether pro-
1

duction will start going up now that the settlement has
been achieved. The question is critical for Venezuela
because a slowdown in output, of course, would reduce the
government's income, The Minister told the nation that
production could be expected to rise between 3% ard 4%
annually over the next five years, But oll companies
Yoint out. that they have given no guarantees on production
evels., And in view of this year's experience (output is
down some 3.55% below the same period a year ago), it's
not certain that output in the future will even remain

at current levels.

In fact, production did increase gradually in the next
five years, although the rate of increase was about half that
predicted by the Venezuelan Govcrnment.12 Here again, the
basic reason would seem to be the competitive advantage enjoyed
by the very low cost of production of Middle Eastern crude oils,

After the settlement was reached, a columnist for PIW




was refreshingly candid in his statement about oil company
tactics for warding off tax increases:

Every time Venezvela has changed its taxation structure,
there have been prophets of doom who have forecast the
waning of the country as an important oil producer. Inm
1958, when the last major tax change was made, the oil
companies made repeated approaches to the government that
could almost be described as alarmist in depicting the dir
results that the tax measures then proposed could produce.l3

(With regard to the observations about the company reaction to
the 1958 tax increases, it might also be noted that during the
1959-65 period Venezuelan production incressed by about 25%,

in line with the Government's general goal of moderate annual

increasesmla)

Finally, 1t is also interesting to note the role of
local private industry in this oil policy debate, as reported
by PIW prior to the settlement:

A slashing wide-ranging criticism of Venezuela's petro-
leum policy has just been presented here by Fedecamaras,
a nationwide organization representing most private sec-
tors of the country's economy....

Fedecamaras points out that Venezuela may have to lower
production goals during the next decade because a drastic
reduction in investment is causing a cutback in exploration....

The major premise behind the government's oil policy--
that over the long term oil will become scarcer, and
hence prices will improve--is false, according to
Fedecamaras.,

The study says the government theory is that
once the present unbalanced supply-demand situation is
past, prices will rise substantially.

Therefore, Fedecemaras contends, the government sees
every barrel of oil not produced now being worth more in
the future. Conseguently, the government strives for
the highest possible price per barrel at prOS?pt, even at
the expense of losing production and markets,ld
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While this question of whether it is better to leave
the oil in the ground than to produce it will be deait with
later, it is an ironic footnote to this episode that, at the
time this Venezuelan industry group was attacking its Govern-
ment for its "false" premise that in the long term oil prices

will improve, the price of oll exported by Venezuela was
16

under $2 per barrel!




B. Some 0il Tax Changes After October 1973

Turning to more recent cases, a dramatic example is the

long tax change struggle which is still taking place in Indo-

nesia. In January 1976 the Indonesian govermnment announced it
wanted to increase its share of the oil profit split with the
companies from 65:35 in its favor to 85:15. Up until that
time Indonesia had been highly regarded by the o0il companies,

as this early 1975 analysis by The Petroleum Economist, an

industry trade journal, indicates:

One of the happler recent reversals in the oil world has
been the cordfal and profitable relations the industry
now enjoys with Indonesia, compared to the tensions of
the middle 1960s, the closing years of Sukarno's govern-
ment, The credit is in general due to the western-
alliance pollcies of President Suharto, Sukarno's succes-
sor from 1967, but more specifically to the pragmatism

of Dr. Ibnu Sutowo, a leading Indonesian state oil
official from 1957, and head ot the state oil compan{
Pertamina from its inception in 1968. His ambition has
been to bulld an integrated company with full control of
the nation's cil industry, em 10¥ing foreign contractors,
yet allowiny them a good profft.

The quantitative background to this struggle was that
Indonesia, although a member of OPEC, was obtaining only a
65:35 profit split, at a time when most other OPEC members
were getting a division closer to 95:5 or more; this meant
that the oll companies in Indonesia were reaping per barrel
profits of $2.25-$2.50, compared to only 25-50 cents in the
Middle East and Venezuela. (See Chapter III.)

Nevertheless, Indonesia's announcement of the proposed

tax increase of about $§1 per barrel, which would still have
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left the main producers there, Caltex (Standard of California
and Texaco) and Standard Vacuum (Exxon and Mobil) with per
barrel profits of about $1.25-$1.50, brought forth company
warnings. PIW reported in March 1976 "the oil producing
companies' contention that a sharp hike in government ’take'
would force production cuts, reduce overall revenues and dis-
courage future investment "2
Additionally, Caltex also argued that its high profits
on Indonesian oil were necessary because it had to subsidize
losses on its sales to refineries. And, if the producing
profits were cut, it might be forced to drop its Indonesian
production to as low as 700 thousand barrels per day, from
its 1975 average of 831 thousand barrels per day. Hence, tltis
would mean the tax increases would cause a net loss in oil
revenues for the Indonesian government.3 Leaving aside the
factual question as to whether Caltex really does lose money
on its sales of crude oill, it only takes a little calculation
to see that from the Indonesian Government viewpoint this loss
of revenue argument is of dubious weight. It is true that if
production fell by the maximum amount predicted, then with
increased tax rates the government's revenue would fall, from
about $3,000 million to $2,800 million, But, note that this
temporary loss of $200 million in government revenues would
allow the country to keep in the ground some 48 million bar-

rels of oil. “/ith the new government take of §11 per barrel

this would mean additional potential future government revenue




of about $520 million. Thus, while the country would forego
a maximum of $200 million in immediate income, over the longer
run it would save a net amount over $300 million.

In any event, despite Caltex's arguments, and after
negotiations failed to reach agreement, in April 1976 the Indo-
nesian government imposed the tax increase of about $1 per
barrel on Caltex and Standard Vacuum, which were working under
old "contract of work" agreements. The government then turned
to the smaller companies which were working on newer-type
"production sharing" agreements. Here the government proposed
not only to increase its share of the profit to 85%, but also
to stretch out the period in which the companies were allowed
to recover their costs (they had been allowed up to 40% of
all oil production each year for cost recovery). The reaction
of this group of companies, according to PIW, was as follows:
"No matter what specific cost recovery proposals are finally
enacted, the companies are pretty much unanimous that abolition
of the speedy payback under the 40% ceiling will slow down
exploration and could even make development of some recent
discoveries uneconomic,"” Despite these "warnings" the Indo-
nesian government pushed through the changes, which both slowed

down the companies' cash flow and reduced their profits by an

average of $.30 to $1.00 per barrel.”

It is probably too soon to tell the effect of these
various changes on the prospects for development of Indoneslan

oil production. On one hand we do know that Caltex's warning
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of a sharp drop in its oil production in 1976 failed to materi-
alize, and its production fo; the year was about the same as
in 1975.6 As for the smaller companies, their output in 1976
increased by over 30%, at a time when world oil production was
basically stagnant.7

On the other hand, as of today, exploration drilling
in Indonesia has come to a virtual standstill as the companies
seek some changes in the tax 1aws.8 Whether this is a per-
manent drop, or simply part of the war of nerves with the
Indonesian government over the tax changes, or partly due to
other factors, remains to be seen.g What is clear, however,
is that, owing to the per barrel tax increases, Indonesia will
have increased its tax take by at least $500 million in 1976
alone. Such a sum could finance a large amount of exploration
and development efforts for the country (which, for example,
might be carried out with drilling companies working under
direct contract for the Government). Thus, even while the
tax changes may have had some negative impact on the companies'
current exploration and development efforts, much of this could
be offset from the increased tax revenues.

This can be seen from the fact that in 1975 total
exploration and development expenditure in Indonesia was
about $1.0 billion, and before the tax dispute a similar expen-
diture had been planned for 1976.10 Moreover, based on data
which indicate that less than one-third of the wells being

drilled in Indonesia are for exploration, it would appear
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that the Government's $500 million increase in tax revenues
could pay for the total exploration effort in the country.ll
(Since this point has more general implications, it will b=
examined in greater detail in Chapter IV when we discuss the
alternatives open to the State of Alaska.)

Finally, Indonesia's future precspects need to be seen
within the context of a general worldwide trend for govern-
ments to capture part of the windfall profits arising from
OPEC's price increases. The trend began with the OPEC coun-
tries themselves, who after the sharp price increases in 1973
also sharply raised their tax rates on the companies. Typi-
cally, what had been in mid-1973 a government:company profit
split of about 65:35 was raised ultimately to 95:5 or more. -2

But, even in the industrialized countries with sizable
crude oil production prospects, parallel if not so sweeping
changes took place. In late 1974 and early 1975 Norway and
the United Kingdom both proposed subsiantial "windfall profits"
taxes (as well as plans for direct Governmmental "participation"
in the oil industry), which after some revisions were sub-
sequently adopted. (See Chapter III.) Moreover, these pro-
posed changes brought forth the usual warnings from the oil

companies and thelr trade journals. For example, The Petro-

leum Economist in January 1975 lamented:

The spirit of OPEC, which aims at ever-increasing per-
barrel revenues and maximum state participation and con-
trol, has now firmly taken hold of the governments sur-
rounding the North Sea. The only North Sea countries as
yet unaffected by this spirit are Denmark and West Germany,
where petroleum exploration to date has not unlocked big
offshore reserves. . . .
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. +« « The Dutch government had already stated in autumn
1974 its intention to seek a more than 80 per cent share in
the profits of all oil and gas exploitation, by means of
40 percent participation, royalties and taxes . . . .

The enthusiasm of oil companies for exploration in

the North Sea 1s steadily waning as governmment penalties
for success increase.

To add insult to injury, in May 1976 the Dutch Govern-
ment announced new rules for future oil licenses in its sec~
tor of the North Sea. Among other things, new terms provided
that the State would have the right to own 50% of all oil and
gas found (up from the previous terms of 40%, for gas alone)
and also would get 70% of the companies' net profits (up from
50%). Not surprisingly, "the higher texes have already caused
the chairman of the organisation of exploration companies,
Nogepa, to warn of the possibility that companies may give up
the idea of future operations offshore."la

Despite all these "warnings", North Sea exploration
prospects appear to be quite bright. Thus, for example, a
recent analysis by a British petroleum consulting firm (which
was implicitly "warning" against even further increases in
taxes) estimated that under current tax conditions as much new
reserves would be found offshore Northwest Europe in the next
10 years as had already been found, much of it in the North Sea.15

To round out the European picture, even West Germany,
which has a small domestic oil production industry (production

of about 150 thousand barrels per day) in early 1976 was con-

sidering a "windfall profits" tax on its oll and gas




production.16 According to industry sources, the size of the

additional tax increase was in the neighborhood of about

$114 million, or 12% of total oil and gas revennes.l7 However,

consideration of the Federal Government tax was put off because
of strong opposition from the two principal oil producing
States in West Germany which "charged the tax would threaten
local oil investment and employment, state income tax "take"
from oil companies, and any '.ance of raising state
ro;,ralties."“3

Interestingly, the big oil companies in Germany were
divided over the tax increase issue. Exxon, a leading crude oil
producer in Germany, was opposed to it. BP's German affiliate,
Deutsche BP, however, which 1is primarily a refiner in Germany,
favored the windfall profits tax, as a way of reducing the
competitive advantage of the companies like Exxon which had
crude production in Germany, (BP even favored coupling the
new tax with a crude oll cost equalization program, analogous
to that in tche U.S.)lg

Finally, we might note that Indonesia's tax increase
apparently helped stimulate its neighbor, Malaysia, to increase
its share of oil profits, The Malaysian government too had been
getting a 65:35 split with its oil companies (Exxon and Royal
Dutch Shell), but after negotiations and much pressure on both
sides, at the end of last year the government share was increased

0

to somewhere between 83% and 89%.2 Despite this large increase

in taxes, Platt's Oilgram News Service (an industry daily)




headlined its report: "Exxon, Shell optimistic on Malaysia

21 Platt's further

operations under revised contracts".
noted that while Exxon now claimed it would cut its original
production target from 30,000 barrels per day to 20,000 barrels
per day, Shell "said its new contract (still to be signed)

would provide sufficient incentives for the company to continue

a high level of activity, including a reasonabfgblevel of

exploration"; 50 companies are now interested in exploration.22

By way of conclusion of this historiczl survey, it is
not our claim that governments can at all times increase their
tax shares without limit. As an example, we may take the
case of New Zealand, which in October 1976 sought to impose
a $3 per barrel "en:gy resources tax" on crude oil production,
According to PlatL's, '"company spokesmen say the levy, coming
on top of the recent policy of letting the companies bear the
brunt of all exploration costs while giving up a 51% stake to
the government in the event of a find, will bring new explora-

i Following

tion activity in New Zealand to a complete halt."
this warning, an important exploration company in New Zealand,
Hunt International Petroleum, then discontinued its efforts
and sald it would seek $100 million in "compensation" from the
government for past exploration efforta.zq
Faced with this heavy pressure the Government quickly
dropped its tax proposal: "instead, Lhe Prime Minister an-
nounced, it will work out a profits tax and discuss the basis

for it with exploration firms with an eye to making it




effective next April."25 Perhaps at that time it will be pos-
sible to judge whether the New Zealand Government did "over-
reach" and seek an uneconomic level of taxes, or instead simply
was not in a strong enough position to resist the counter-
attack of the companies. That the clash between the companies
and the Government, however, was fierce, can be seen from
Platt's report last November:

The following exchange reflects the bitterness of the
discussions that developed over the grOposed levy between
[Prime Ministerl Muldoon and the exploration companies:

Muldoon said publicly that Hunt International Petro-
leum's "general approach to these questions is to the right
of Ghengis Khan.," John Tatum, New Zealand general manager
for Hunt, which had suspended exgloration, responded
saying, "When you deal with Atilla The Hun, you don't send
Snow White,"26

Finally, it may be observed that the single commonality

among all the cases we have examined is that government attempts
to increase oil taxes almost invariably bring forth company
reactions that such tax changes will be harmful to the coun-
try. This should not be surprising, since like any small self-
interest group which seeks to win public support, the oil
companics' appeal must be to the Interests of the general

public rather than to their own primary concern--reduction of

their profits. Furthermore, it must be recognized that such

appeals, which are designed to influence official and public

opinion to drop or modify the tax changes, are perfectly legal

forms of "propaganda". On the other hand, it should also be

recognized that there is nothing sacred about the content of




these propaganda appeals, as they may or may not reflect the
reality of a given situation.

Given this context, it is extremely important in at-
tempting to evaluate the possible impact of a government tax
change on oil production or exploration or development to do
two things. First, to attempt to see how the changed tax rates

would affect the oil companies profit prospects not just in

absolute tenns, but also in relation to their alternatives in

the rest of Lhe world. And second, for any possible tax
changes, to estimate the benefit-cost ratio to the government,
derived from weighing possible gains in present and future
government revenues against possible losses from reduced
present or future exploration or production., It is to this

first task that we turn in the next chapter,




I{I. OIL COMPANY PROFITABILITY:
ALASKA AND ELSEWHERE

In assessing the impact of possible Alaskan tax changes
on the oil companies' production or exploration and develop-
ment plans, it is important to know not only the companies'
likely profits after these tax changes, but also how these
profits compare with the companies' alternatives in other

places. In the "Tanzer Report", while the focus was on likely

company profitability in Prudhoe Bay, a few estimates were

made of oil company profits elsewhere, based on data available

at that time.1 Since a year has now passed during which there

have been a number of price and tax changes in the rest of the
world, and additional data has become available, in this Chap-
ter we take an updated and expanded look at the comparative

profit picture,




A. 0il Company Profitability from Prudhoe Bay: A Reassessment

To start with, we need to estimate again the likely
oil company profitability in Prudhoe Bay, under different tax
assumptions. To do this, we have updated the analysis of the

Tanzer Report to take new data into account. Moreover, to be

on the conservative side, we have adopted many of the estimates
made in April 1976 by Drexel Burnham and Company (DB), a New

York brokerage house which can hardly be accused of being hos-

tile to the oil companies.l The specific changes are as

follows.

First, we have increased the estimated investment in
Prudhoe Bay, based on company estimates reported by DB, Ac-
cording to the DB study, Arco data now indicate an estimated
total investment in Prudhoe Bay over the life of the fileld at
about $7.2 billion, while Sohio data indicate a lower total
investment of about $4.5-$5.1 billion. Since our original
report used a figure of about $4.6 billion, to be on the con-
servative side we have now adopted the higher Axco estimates.2
Second, the DB study, which also uses the higher Arco estimates,
also presents estimated annual depreciation figures for the
years through 1990. Since our original annual depreciation
estimates were a rough average, and based on the lower invest-
ment figures, for consistency we have adopted the DB deprecia-
tion estimates.3

Third, we have used the lower production schedule esti-

mated by DB (with peak production of 1.5 million barrels per




day versus 1.6 million barrels per day in our report).a Re-
lated to this, we have adopted DB's estimated pipeline tariffs
based on the lower production schedule; this increases the
average tariff to about $4.50 per barrel with peak production,
versus about $3 per barrel in cur jriginal report. Finally,
we have used DB's estimated operating costs of $.25 per barrel
and marine transport cnsts of $.50 per barrel (which are
slightly lower than our earlier estimates).5

On the other hand, our treatment of the tax question has
remained basically the same, and is somewhat different than
that of DB. Thus DB uses a 48% federal income tax rate on net
income, but does not provide data on annual company income
tax credits for the years up through 1977, before Prudhoe Bay
production begins.6 We, therefore, estimate such annual
income tax credits for the 1968-77 periou, as in our original
report, by applying an estimated 25% discount to the annual
investment base in that ]-_'riod.7 Moreover, DB assumes for
its present tax case that the nominal 9.4% state income tax
rate will be effectively realized by the State of Alaska. We,
however, assume an effective income tax rate of only about 2.5%
per year, which number is derived from data recently provided
by Sohio to the State of Alaska.s (Finally, to again lean on
the conservative side, we accept DB's assumption that in the
future the companies will no longer be allowed to "expense"
intangible drilling costs.g)

To reasses the impact of possible State of Alaska oil
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tax rate changes on company profitability, in this study we
look at two arbitrarily chosen cases to compare with the
present tax situation. The high case is one in which the
State of Alaska levies a 50% income tax rate on oil company
profits (the "50% State income tax case", as in our original
report). The intermediate case is one where an income tax is
levied such that the State's share of the total "oil pie"
(defined as wellhead value less depreciation less operating
costs), including royalty, severance and other oil field
taxes, is 50% (the "50% State take" case); with royalty and
severance at about 20% of wellhead value, this implies an
effective State income tax rate of about one-third on oil
company profits.10

Then, using the DB data and our methodology as indicated,
we analyzed the most likely price case--§13 per barrel for
Alaskan crude oil delivered in Los Angeles. (The uncertain
impact of a possible crude oil surplus on the U.S. West Coast
was ‘enored, in part because the DB study concludes that it is
not likely to have a significant effect on the Alaskan wellhead
vnlue.ll) The results were as follows,

For the present State tax structure, and with an
cffective federal income tax rate of 48Y%, the companies' DCF
rate of return would be 29% per year (as compared to our origi-
nal estimate of 35% per year); the division of the oil pie would

be 374 for the companies, 35% for the federal government, 3% for

other states and 25% for the State of Alaska (in line with our
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original estimates). At the other extreme, with a 50% state income
tax rate, the companies DCF return drops to 19% per year

(from 25% in the original study), with the oil ple being divided
one-fiftn for the companies, one-fifth for th2 fecsral govern-
ment, and three-fifths for the State (almost ax - ", the same

as in our original study). For the intermedia. -~aze, where

the State gets a total take of 507 of the oil pie, the companies'
DCF profit rate would be 23% per year, with one-ualf of the pie
geing to the State and about one-fourth each to the companies

and the federal government. (See Table III-l.)

All these data indicate that even if we use the con-
servative assumptions of the DB Report, including very high
estimates of company investmer:it in Prudhoe Bay and relatively
low field production rates, the companies will still achieve
a high profit rate on Prudhoe Bay. Moreover, even under a 50%
State income tax rate, the companies should still esarn a more
than adequate return to cover their investm:nt and risks, and
one which as we shall see later compares favorably with their
other investment opportunities,

In terms of actual money, with the present State income
tax rate, the total State take would be $§14 billion from 1977
through 1995, or about $750 million per year. Increasiug the
State income tax rate to 50% would increase the State take to
$35 billion, or $1,850 million per year. 1In the iutermediate

case, with a total State take of 50%, the State woild get about

$28.5 billion, or §$1,500 million per year. For the present
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TABLE III-1

COMPANY PROFITABILITY AND DIVISION OF "OIL PIE":
PRUDHOE BAY, 1977-95

(L) (2) (3)
Current State Take State Gets
Tax Equals 50% 50% Income
Structure* of 01l Pie Tax
A. Division of 0il Pie
S Billion (%)
1. State of Alaska 14,0 (25 28.5 (50 34.9 (62
2. Companies 20.9 (37 14.3 (25 10.9 (19
3. Federal Government 19.9 (35 13.7 (24 10.6 (19
4. Other Statesx* 1.5 (3 -- - -- (-
5. Total¥* 56.3(100 56.5 (99) 56.4(100
B, Division of 0il Pie
($ per Barrel)
1. State of Alaska 1.80 3.66 4,48
2. Companies 2.68 1.84 1.40
3. rederal Government y % 1:76 1,36
4, Other States .19 - -
5. Total 7.22 7.25 7.24
C. Company DCF Profit Rate
(Per Year) 29% 23% 19%

Combination of DB and "Tanzer Report" data and

State of Alaska current take based on royalty and sever-
ance equal 20% of wellhead value, plus effective in-
come tax equal 2.5%; other states assumed effective
income tax rate equal 3.5% now and zero in two increased

Bases:

assumptions--see text,
*

state tax cases.
o

Totals are not equal because of rounding.
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tax rate case the companies would get after-tax profits of

$21 billion, or $1,100 million per year; for the 50% income

tax case the compaiuiles would get $11 billion of $575 million

per year; and for the intermediate 50% State take case the

companies would get $14 billion or $750 million gur year.
Finally, we may note the following per barrel figures

for company profits in each of the three State income tax cases,

as they will be useful for comparison with the companies!

opportunities in other countries: present State tax rate,

$2.70; 50% income tax» case, $1.40; 50% State take case, §$1,85.
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B. 0il Company Profitability Potential Outside Alaska

Turning now to the alternative possible sources of
crude oil for the oil companies, in this section we will examine
the profitability in the principal areas serving the U.S.
market. Clearly the most important potential source of future
crude oil for the U.S. is the Middle Eastern and North African
countries. These OPEC members have about 60% of the world's
oil reserves, and in recent years have been the fastest growing
source of U.S. oil ilmports, increasing their share from 17%
in 1970 to 39% in 1975 (during a period when U.S. crude imports
increased from 1.3 million barrely per day to 4.1 million barrels
per day, or threefold).1 And just as clearly, the profitability
potential for the oil companies from such oll countries is
quite limited. (See Table III-2.)

Basically, all of the Middle Easterm and North African
countries have either taken, or are in the process of taking,
100% ownership of their oil fields. (Where the companies
still have an equity interest in production, the normal royalty
is 20% and the income tax rate is 85%.) Hence, the principal
profit possibilities for the companies now are as providers of
technical skills and marketing outlets, for service fees. In
most of these countries, the allowed fee is in the neighborhood
of $.15 to §.25 per barrel. For example, in Qatar, the com-
panies get about 15 cents per barrel, in Kuwait $.19 per barrel,

and in the most important country of all, Saudi Arabia, they
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TABLE III-2

COMPANY COSTS, PROFITABILITY AND DIVISION OF OIL PIE
IN MAJOR PRODUCING AREAS (ESTIMATED)

(1) (2) (3) (4) (5)
Price of Capital Company  Company:
Crude 0il Plus Oper- =(1)-(2) Profits Government
(Wellhead) ating 0i_. Pie (or Fer) Division
$ per Costs, $ ($ per S per of 0il Pie
Barrel per Barrel Barrel) Barrel (% Shares)

Middle East 12.50 to 23 To. 12.25 to Ll ko 2.98
and North Africa 13.00 a2l 12,50 D :
Nigeria 14,00 1.00 13.00 i50 2:98
Venezuela 13.00 1.00%% 12.00 .20 2:98
Indonesia 13.00 1.00%%* 12,00 1.00-1.50 12:88
North Sea 12.00 2.50 9.30 3.50 37563
Canada 13.00%*% 2.00 11.00 1.25 11:89
Memo: Prudhoe Bay :
)
(a) Present Tax
Structure 8.25 1.00 7.25 2.70 37:63
(b) 50% State
Take 8.25 1.00 Jwdd 1.85 26:74
(c) 50% state
Income Tax 8.25 1.00 7.25 1.40 19:81
Note: Data are approximate current estimates; for sources see text
and footnotes.
* Capital costs normally predominate.
Kok Assumed for calculation purposes.
Pk

"Wellhead Value", based on controlled wellhead price plus
export tax.
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2 With crude oil selling at about

expect about $.21 per barrel.
$12-5$13 per barrel, and investment costs in this area estimated
at about $.25-$.50 per barrel, this means that the oil pie here
is split about 2% for the companies and 98% for the governmentc.
The companies' profit potential in the other OPEC
countries appears equally limited. In Nigeria, which accounts
for 3% of the world reserves but 18% of U.S. crude oil
imports, the companies' profit margins in 1976 were reduced to
30 cents per barrel (from 50 cents previously).3 With prices
at about $14 per barrel and production costs of §1 per barrel
g this also implies a profit split of about 2% for the companies
and 98% for the Nigerian government. Similarly, in Venezuela,
which has 2% of the world's reserves but supplies 10% of U.S.
crude imports, the wholly nationalized oil industry allows the
0oil companies a technical and marketing fee of about 20 cents
per barrel.q
Finally, even in Indonesia, the other principal OPEC
country supplying the U.S. market (9% of U.S. imports and 27%
of world reserves), profit margins are now estimated at about
$1.00-§1.50 per barrel.” This is half of those in Prudhoe Bay,
under the present Alaska tax structure, and in line with mar-
gins which would prevail under a 50% State income tax. More-
. over, the companies' share of the oil pile in Indonesia, while

the most favorable in all tlie OPEC countries, is still only

about 12%, compared to 39% in Alaska under the present tax

structure and 19% with a 50% State income tnx.6
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Coming closer to home, Canada is the other principal
supplier of crude oil for the U.S. market, accounting for
15% of the total. However, Canada has only 1% of the world's
reserves, and Eastern Canada is an importer >f crude oil.
Hence the Canadian Gove.mment has announced a policy of ending
Western Canadian exports t) the U.S. in the next few years.7
In addition, the profits for the oil companies in Canada, while
higher than in most OPEC countries, are leys than in Alaska,
even under the highest tax case we have discussed. Specifically,
in Canada, based on data provided by the oil companies, their
profit margins appear now to be about $1.25 per barrel.a
With the price of Canadian crude oil in the U.S. market about
$14 per barrel (consisting of a price controlled wellhead value
of close to $10 and an export tax of about $4), and explora-
tion and production costs about $2 per barrel, the division
of the oill ple is about 10%-12% for the companies and 88%-90%
for the federal and provincial governments of Cannda.g

lFecause Canada has a federal system analagous -o that
of the U.S., it is worth examining the Canadian profit picture
in a little more detail. As of January 1, 1976, when the
wellhead price for Alberta crude oil was price controlled at
$8 per barrel, there was a Canadian federal government export
tax of $4,.60 per barrel added on, to roughly equalize the export
price with the price of crude oil in the U.S. markets. Of this

$12.60 per barrel received by Canada, exploration costs were

about $1.35 per barrel and operating costs $.50 per barrel,




which left an oil pie of $10.75 per barrel. Of this the com-
panies had net profits of $.84, provincial taxes were $3.74,
and the federal income tax was $1.57. Thus, on a percentage
basis, the companies got 8% of th/ oil pie, the provincial
governments 35%, and the federal government 57% (including
the export tax, which was largely redistributed to Easternm
Canada as an oil import subsidy).lo

As of January 1, 1977, the wellhead price was raised to
$9.75, while the export tax was dropped to $2.25 (which changes
do not yet reflect the January 1 increases in OPEC prices).
According to two Canadian oil companies (Imperial, an Exxon
affiliate, and Ranger), of the wellhead price increase of $1,75
per barrel, their profits increased by about $.43 per barrel;
adding this to the $.84 per barrel reported previously, this
would imply company profits of $1.27 per barrel. Thus, it
would appear that the companies' share of the oil pie now would
be about 11%. The provinces on average received an additional
$.77 per barrel in this period, bringing their take to $4.51,
for about 41% of the oil pie. This leaves an estimated 48%
for the federal government in Cunuda.ll

By way of footnote, while the Canadian federal and
provinclal governments take such a relatively large share of

the oil pie, compared to the situation in Alaska, the pace of

exploration drilling in Western Canada set new records last

12
year.,

Finally, we might take further note of the other




principal foreign oil prospect, offshore Northwest Europe.
Although most of the expected peak production of 5.5 million
barrels per day by 1990 is likely to go to Europe, and will

not be available for the U.S. market, still it is worth examin-
ing the companies' likely profitability here.13

Towards this goal, we have the benefit of a recent
"composite" model of the area (called here the "North Sea")--
an average for 7 fields discovered by the end of 1975, and
assumed similar sized discoveries beyond 1975.14 This model,
which is worked out annually for the 1971-2012 period, shows an
average profitability for the oil companies of about $3.50 per
barrel, with their share of the oil pie being about 37%. (The
model uses the United Kingdom's tax rates since the differences
between it and the Norwegian Government are relatively minor.)
Based on the per barrel numbers, superficially it would appear
that the North Sea is a better profit prospect for the com-
panies than Prudhoe Bay, even under current State income tax
rates, and much better if the State of Alaska increases its
rates substantially.

The fallacy in this, however, is that investment costs
in the North Sea are much higher than in Alaska. Thus, over
the life of the model, the average investment cost In the
North Sea is estimated at $1.85 per barrel, compared to a maxi-
mum $.75 per barrel for Prudhoe Bay (excluding, of course,
the pipeline, which as DB notes: "represents a distinct,

and very important, profit (as well as cost) center in the
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integrated =conomics of North Slope oil." As a result,

the all important DCF rate of return on North Sea investment is
projected to be lower than in Alaska, rather than higher.

Thus, for the composite North Sea model, the DCT profit rate
for the North Sea is estimated to be about 19% per year. This
compares unfavorably with the 29% per year DCF return we esti-
mate the companies will make from Prudhoe Bay under the present

State tax structure, and is the same rate as the companies would

earn from Prudhoe Bay with a 507 State income tax rate in

Alaska.

Finally, in analyzing the companies' alternatives to
exploration and production in Alaska, one additional factor
needs to be considered. Namely, for the oil companies, security
of supply is becoming of increasing importance, and the U.S.
clearly is the companies' most secure supply source. In the
OPEC countries, the clear trend is for the governments to want
the actual oil, rather than its market value in cash, and either
use this oil internally or export it themselves. Even in the
North Sea, as we have seen, the governments are taking parti-
cipation in the new fields,

Since the oil companies need an assured supply of crude
0oil to reduce the risk on their investments in refining, market-
ing and transport facilities, it is clear that such a secure
supply has more value to the companies than is measured simply
by its market price. (Evidence for this is the bids for Alaskan

royalty oil at a premium above market price.)




Moreover, in the patt, when there was a glut of crude
oil but the companies' per barrel crude oil profits were still
quite high, there was a tendency to build refineries and mar-
keting facilities which made little or no profit, but would
serve as a sure outlet for the profitable crude. Today, with
the world entering an era of crude oil scarcity, but low per
barrel profits for the companies, investment in new refining
and market facilities will have to earn much higher profits to
be justified. The corollary of this is that for a company
which has existing refining and marketing facilities, an as-
sured supply of crude oil can greatly increase the value of
these facilities. (Conversely, the inability to obtain crude
0oil can greatly reduce the value of such facilities.)

Furthermore, if OPEC's new conceptual approach to crude
oil pricing is successful in the future, such oil will have a
much higher price. The basic new idea is that oil exporting
countries should value their crude oil not just at the price
which makes it competitive with other energy sources, but they
should also add on premiums. Or.2 premium would reflect the
fact that, for the country, using up the crude oll as an energy
source now will make it unavailable in the future for a more
valuable use, as a petrochemical feedstock. On top of this, an
additional premium should be added on to reflect the fact that
petrochemicals are a basic element in modern industrialization,

so a country's loss of the opportunity to make petrochemicals

means a loss of industrialization opportunities.16 Thus, the




real value to a country of crude oil might not just be §15-$20

per barrel but, e.g., $30-$40 per barrel (leaving aside the

effects of future inflation).

In the final analysis, the fact that crude oil in a world
of long run scarcity may be far more valuable than is measured
by its present market price is of considerable significance to
the State of Alaska. It most obvious significance has already
been discussed--namely, that it makes Alaska as a secure supply
source an especially desirable place to explore for crude oil.
Its less obvious significance, however, is that it raises im-
portant questions as to what is the best approach for the
State of Alaska in terms of the pace and type of d¢velopment of
its crude oill resources. These questions, however, are more
appropriately discussed in the following chapter on the benefits
and costs of increased oll taxation in Alaska. From the ana-
lysis of the present chapter, however, we can conclude that
substantial increased State oil taxation is not likely to end
the attractiveness of Alaska to the oil companies as a place

for additional exploration, development and production.




IV. CONCLUSIONS: BENEFITS AND COSTS TO ALASKA
FROM INCREASED OIL TAXATION

In the preceding chapters, we have seen that there has
been a long history around the world of increases in govern-
ment oil tax rates, which the oil companies have typically
claimed would hurt exploration or production. We have further
seen that these tax increases, which accelerated in the post-
1973 period, have been large enough that even the maximum tax
increase analyzed here for Alaska would be unlikely to deter
the companies from future exploration and production in
Alaska,

Since, however, there can be no absolute certalnty about
the question of the impact of increased taxation on the oil
companies' behavior, in this final chapter we seek to answer
the following question: "Assuming that the increased State
taxation would reduce future exploration and development in
Alaska, 1s it or 1s it not worthwhile to have the incr~ased
taxation?" To do this, we need to first estimate both the
benefits to Alaska of the increased taxation, atc well as the
possible losses from reduced exploration and development, and
compare the two. And second, we need to see if there are ways
by which the State could use some of its benefits to help

reduce any such losses,
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The benefits to Alaska of increased taxation are fairly
obvious., The initial benefit, of course, is the increased
State revenues, In the two tax change cases we have considered,
these amcunt to between $15 billion and $21 billion over the
life of the main Prudhoe Bay formation alone, or about §750
million to $1,100 million per year. To put these huge numbers
into some more recognizable perspective, the increased State

tax revenues over the life of the main Prudhoe Bay formation

would be between $40 thousand and $60 thousand for every man,
woman, and child now living in Alaska. Moreover, Chere would
be substantial increased tax revenues also from the two lesser
formations in Prudhoe Bay, which have already been explored and
would likely be developed even at the highest tax rate.

A secondary benefit of increased State oil tax revenues
is that with proper planning these could be used to promote
Alaska's economic development, both within and outside the
petroleum sector, and thus have a "multipliex" effect., 1In
contrast, if the increased State tax revenues are foregone, most
of the money will flow out of the state as oil company profits
and federal corporate income taxes. Particularly since the
major oil companies in Prudhoe Bay already have more Alaskan
crude oil than they can easily handle, they have even less
Iincentive than other oil companies to reinvest in new explora-
tion and development in Alaska. (Thus, for example, Arco has
used part of its expected Increased cash flow to buy a major

copper producer, Anaconda, into which it expects to pour much

additional investment.l)




If we turn now to the costs of increased State oil
taxation, the basic one claimed is that there will be reduced
exploration and development investments in Alaska. In assessing
this claim, it is necessary to distinguish between investment
for exploration and investment for development. As we noted
in our original report, exploration is a risky business which
requires a high profit rate to cover the risk, but development
is relatively safe and does not require the same high rate.2
Moreover, the bulk of oil money for exploration and develop-
ment is for the latter category.

Specifically, in the whole United States, in the 1973-

75 period only about one-fourth of all wells drilled were ex-

ploratory, while the rest were development wells.3 The average

annual amount spent on exploration and development (including
lease payments) in this period was about $10 billion; of this
amount about $1 billion was spent on geological and geophysical
expenses and lease rentals.“ Thus, if as a rough assumption we
assume that the division of exploration and development expenses
{s proportional to the number of wells drilled, and we add the
geological ¢nd geophysical expenses to estimated exploration
drilling co:sts, we find the total exploration effort to be
about $3.3 billion, or only one-third of the total exploration
and development effort in the U.S.

For reasons to be discussed below, exploration is the
most crucial part of the cowéined exploration and development

effort, and the part which theoretically might be most hurt by




increased tax rates in Alaska. How much it might be hurt is
impossible to say, although as discussed in the previous Chapter
we do not think cutbacks by the companies would be very great.
But, even if we are wrong, in this connection it is significant
to note that the annual tax revenues on Prudhoe Bay foregone by
the State by keeping its preseni tax structure, as compared to

a structure with a 50% tax rate on the companies' profits, would
amount to about $1,100 billion per year, or about one-third of
all of the exploration effort carried out by the companies in
the whole United States, Put in this context, it would appear
that any reasonably foreseeab’e amount of oll company explora-
tion in Alaska which was "los:" because of the increased State
tax rate could easily be "firanced" by the State itself.

Thus, one possibility would be for the State to replace
the "lost" exploration serv’ces by directly contracting with the
numerous independent firms shich specialize in this work and
do much of the exploration effort cor the major oll companies;

this is an approach succesifully followed by a number of Third

World governments.5 Ariotl er possibility would be for the

State to enter into a jolat venture agreement with one or more
companies to carry out tle exploration effort. This approach

has also been used successf{ully by other governments; the rela-
tionship may vary from sne wheve the government pays its share
of the exploretion effrrt to oac where the government gets its
share on a "carried interest" basis, meaning that it pays only

if the exploration ef crt is successful. (This latter approach
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is used, for example, by the Norwegilan government with its new
North Sea 1icenses.6)

As for the much larger oil development effort, once
successful exploration is carried out, funding for this in a
world of oll scarcity should present no serious problems. If
the oil is found by the State itself, through service contrac-
tors, it could either use its own money to develop the field,
or borrow elther from the capital markets or from independent
refining companies which would be eager to obtain an assured
supply of crude oil., If the oil were found by a joint venture,
then normal.ly the State': co-partners would use the oil them-
selves or :ould market it.

Ultimately, the question of how much development takes
place wil’. largely depend on the expected profit rates. Here
we might aote that a 15% DCF rate of return on development ex-
penditures should be enough incentive for oil companies to
develop any fields found. By way of indirect evidence, the
firm of La Rue, Moore, and Schafer, Texas peiroleum consultants,
helped jrepare testimony for the U.S. Congress which used a
154 DCF rate of return as the level necessary for exploraticn

: Again, in the pre-

and development of new oil in the U.S.
viously discussed model estimating the likely new production
from the North Sea, the British petroleum consulting firm of
Gaffney, Cline & Assoclates uses a 15% DCF rate of return as

icts minimum for fleld development.B

In this connection, it might also be noted that if the
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State has an equity participation in the exploration and develop-
ment efforts, more development may take place than if the ex-
ploration and development efforts were left solely to the oil
companies. This is because the Stat2 has a lower cost of

capital and hence does not need as high a rate of return as

the oil companies. Thus, for example, if the State seeks a

10% per year return on its investment, and a marginal field is
found which would yield 12% on investments, the field would not
be developed by oil companies seeking a 15% returm.

Finally, our overall conclusion on this question of a
comparison of the benefits and costs of substantially increased
State oil tax rates can be summarized as follows. The benefits
are clear and very large, while the costs are unclear and likely
to be much less sizable. Given the history and current situa-
tion of the international oil industry, the cries that the
State will ruin itself by increased oil taxation need to be
discounted at a very high rate indeed. Thus, in our view
the previously cited warning of the Vice President of Sohio
that the State must beware of hurting the "little red hen" oil
{ndustry through increased taxation may cite the wrong literary
reference. Indeed, it seems as if the little red hen may rather

be a modern version of "Henny Penny", in the old fable "Chicken

Little", who continues to cry, "The sky is falling" because.an

acorn has fallenl!
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Exploration and Development in Alaska: A Final Word

Having completed our assigned analysis, we would like to
conclude with some observations about broader economic ques-
tions raised by the Study, which ought to be considered in
developing an overall State oil policy. One key question is
the following: "Even if increased State oil tax rates did slow
the pace of oil exploration and development, is that neces-
sarily bad?"

Thus, especially if the State keeps its oil tax rates
low in order to maximize exploration and development, since
most of the additional oil pie is also likely to leave the
State, will not Alaska be recklessly wasting its precious non-
renewable resources without adequate provision for future
generations? After all, it must always be remembered that oil
is not lumber, and a barrel extracted is a barrel gone forever.
This is particularly significant if, as seems likely, over the
long run the value of oil will be continually increasing.

Given these considerations, in our own view, the fol-
lowing would be a sensible overall strategy for the State of
Alaska, in terms of the best interest of its people. First,
the State should substantially raise oil taxes now, even if it
cuts future exploration and development somewhat, Second,
the State should temporarily cease leasing on its lands, until
it effectively learns the oil business and how to operate in it.

Third, and related, the State should invest some of its increased
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tax money for a complete exploratory survey of its lands; only
with comprehensive geophysical and geological data can the
State have some idea of its potential resources (oil or other-
wise). Fourth, given such a preliminary inventory of potential,
the State should then directly contract for further exploration,
or work with companies on a joint venture basis; even if the
State decided to continue more traditional lease arrangements,
however, at least it would then be in a better position to
obtain a fairer share of the treasures which may lie on State
lands.
The question of what position to take toward rapid ex-

ploitation of non-renewable resources is not an casy one.
wWhile there is a tendency to always equate rapid exploitation
with progress, it should perhaps be a word of warning that some
which have gone down that road in the past are less happy with
it now. Thus, for example, the Premier of Alberta, Canada's
leading oil producing province, last year urged a 'go slow"
policy on oil and gas development:

[Premier] Laugheed said squandering the province's re-

sources now could leave "the dread%ul legacy of turning

Alberta into a have-not province."

Reviewing the rapid development since hls government

was elected in 1971, the Premier said, "if I had it to do

over again, I would try to spread out the time frame of

some of our decision-making in the first term."9
Again, the Norwegian government has taken the position that

it does not want rapid exploration because if it is known that

more oil reserves exist there, enormous pressure will be
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exerted to rapidly develop these reserves, even if it is not

good for the country.lo

But, in the finel analysis, these questions are part of
the most basic question of the kind of life the people of =
state or country seek. Yet, for the people to decide they
must be informed--not only on the pros and cons of each indi-
vidual question and policy, but also on the interrelationships
between them. It is our hope that the present study will be
a useful link in a chain of information and analysis that will
help the State of Alaska, which is at a crucial crossroads in

its history, to choose a fruitful path in the coming years.
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TANZER ECONOMIC ASSOCIATES. INC.
ECONOMIC CONSULTANTS
302 WEST B6TH STREET

NEW YORK. N. Y. 10024
(212) 4211850 CABLE “"TANZECON' NEW YORK

February 13, 1976

Senator John Huber

Chairman,

Special Committee on Taxation and Revenue
Alaska State legislature

Pouch V

Juneau, Alaska 99811

Dear John:

Thank you for sending me a copy of the Rush Moody report
on "Legal Analysis of Issues Relating to Natural Gas Transporta-
tion." T did indeed find it quite interesting and informative.
Whilc I am not competent to comment on the legal issues analyzed,
I am happy to respond to your request for comments or recom-
mendations on the Teport, as it may touch on economic qucstions.,
This letter represents my initial reaction to some of these

matters:

l. As I understond the Moody report, a key legal conclusion
is that the State should take royalty gas in kind rather than in
value; otherwise, it may lose control in the future of this
royalty gas because it will come under FPC regulation, and thus
Lt would be possible that none of Alaska's natural gas would bLe
available for consumption within the State,

2. From an economic point of vlew, I think the State would
also be wise to take royalty gas (and maybe royalty oil also) in
kind, so as not to lose the future option on having the royalty
gas. This is particularly true because the real value of the
royalty gas to the Stalo may be miuch higher than its maxket
value, for the following reasons.

3. First, at present the price of Fpc regulated natural
848 moving in interstate commerce is about one-fourth its real
market value, as measured by prices on intra-state sales (50¢
versus $2.00 per MCF). while natural gas prices may be deregu-
lated in a few years, there is no present certainty on this.

4. More important, in the long run I think it is generally
agreed that the use of natural gas for {ts heat contenl ne a

fuel is a waste of g valuable resouvce, since its greatest ualue
would De as a petrochemlical lecdstock, This supgests among other
e - e e — N
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things that over the long run natural gas prices will rise as it
increasingly is reserved for its more valuable use,

5. But, because of the high profit rates the oil companies
use in their DCF calculations (as discussed at length in my report),
their decisions will tend to be made on 5 rofit sidera-
tions, which may not be best for the State. By way of hypothetical
illustration, I constructed a case to show where it might be
better for the State to have the gas stay in the ground until it
became more valuable, while for the companies it would be more
profitable to produce quickly. The hypnthetical assumptions were
that natural gas would sell at $2 per MCF in the 1980s, $6 per MCF
in the 1990s, and $18 per MCF thereafter. Assuming a time value
of money, or discount rate, for the companies of 20% per year and
for the State of 10% per year, it turns out that if a fas field
has a 20 year life, the companies would be best off producing all
the gas in the 1981-2000 period, while the State would be better

off wigh the gas produced in the 1991-2010 period. (See attached
table.

6. The problem of the State having a lower discount factor,
and hence a longer time horizon, than the companies is of course
a general one which may lead to conflicts of interest in many oil
and gas areas. Thus, for example, it may be better for the State
if all oil and gas were produced at a slower rate than the com-
panies would like, and it is possible that this could be handled
under conservation regulations. Specifically, however, with
regard to its royalty gas, if the State decides it would be better
off with gas production at a slower rate Chan L les warnt,
perhaps a way could be worked out to require the companies to
leave the royalty gas in the ground unCil the State requests it,
either for its own use or for resale, Alternatively, the State
could perhaps exchange the royalty gas with companies for "future
gas" to be delivered by them when desired by the State.

7. Another factor favoring taking of royalty gas in kind is

a that market prices of gas may not reflect the full economic cost
to the State of not having the gas. In the short run, a lack of
gas could mean costly shutdoewns of industry and great consumer

) inconvenience., In the long run, the absence of an assurad supply

' of gas might hinder the whole economic development of the State.
Thus, the question of royalty gas cannot be divorced from ques-
tions of planning long-run economic development., But, at least
keeping Lhe option to take gas in kind does not foreclose future
industrial development opportunities,

8. Also, 1 think taking royalty gas in kind would have the
iEg?Eﬂﬁyﬂi that 1L will help the State learn more ajout the oil
and pas business, Lrom practical experience. With oil companies
fully integrated from the raw material through pcc-ochemicals,
and with the allocation of costs between oil and gas production,
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and between raw material production and other functions, often
being arbitrary, it is important for the State to have a good
grasp of the practical economics of the gas business as well as
the oil business. This is vital for the State even if it is to
simply maximize its be “its as a tax collector,

aln AR TS e e s 1 s

9. Finally, I certainly agree with the Moody Report'sg
general recommendations that  State leasing policies apnd Laxation
-on natural gas should be reconsi ered. In my opinion both of
these questions c. Il for detailed study of possible alternatives.
Here T would only observe that tax rates in Texas and Louisiana,
where the oil companies have widespread political support from

small producers, would not normally be an adequate yardstick as _
to what rates of taxation could be imposed. |

I hope these general comments will be of use to you, My
thanks also for your kind words about my report,

Yours sincerely,

?xkﬁaof~:ZL3pu

Dr. Michael Tanzer,
President






