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Se n a t o r  Po l a n d ., Re p r e s e n t a t i v e  Os t e r b a c k  and  Me m b e r s  of  ThE 

Jo i n t  Ho u s e  a nd  Se n a t e  Re s o u r c e  Co m m i t t e e s  of  t h e  Alaska  

St a t e  L e g i s l a t u r e ,

I  WANT TO THANK YOU FOR TH IS  OPPORTUNITY TO SPEAK TO YOU TODAY 

ON WHAT I CONSIDER A TOP PR IOR ITY TH IS  YEAR - A COMPREHENSIVE 

REV IS ION  OF THE STATE'S O I L  AND GAS TAXING SYSTEM.

F or SEVERAL MONTHS MEMBERS OF MY STAFF MADE A COMPREHENSIVE

r e v i e w  o f  Al a s k a ' s c u r r e n t  o i l  and  gas  t a x  s t r u c t u r e . T hat

REVIEW CULMINATED >N A REPORT ENT ITLED "ALASKA'S O l L  AND GAS

Tax  St r u c t u r e : A St u d y  Wi t h  Re c o m m e n d a t i o n s  for  I m p r o v e m e n t ,"

W ith t h e  p e r m i s s i o n  o f  t h e  C h a i r m a n ,  I w o u l d  l i k e  t h e  d e p a r tm e n t ' s  

s t u d y  t o  be  made a  p a r t  of. t h e s e  c o m m i t t e e ' s  r e c o r d s  and  p r o c e e d i n g s .

Be f o r e  I g e t  to  t h e  s p e c i f i c  r e c o m m e n d a t i o n s  and  b i l l s  i n t r o ­

d u c e d  TO IMPLEMENT THOwE RECOMMENDATIONS, LET ME BRIEFLY

s u m m a r i z e  t h e  d e p a r t m e n t ' s r e p o r t , T he  d e p a r t m e n t  f i r s t  by

WAY OF BACKGROUND AND INFORMATION, SKETCHED OUT AN OVERVIEW



OF O IL  AND GAS OPERATIONS IN ALASKA AS WELL AS DESCRIBED THE

p r e s e n t  Al a s k a  t a x  s y s t e m . Se c o n d l y  t h e  d e p a r t m e n t  d i s c u s s e d  

p a s t  r e v e n u e  e x p e n d i t u r e  p a t t e r n s  and  made  e x p e n d i t u r e  and  

r e v e n u e  p r o j e c t i o n s  ov e r  t h e  n e x t  f ew  y e a r s . Our  p r o j e c t i o n s ;

OF O I L  AND GAS REVENUES WERE BASED UPON THE ASSUMPTION

t h a t  No r t h  S l o p e  o i l  would  b e  p r i c e d  as  f r e e  m a r k e t

O IL  WITHOUT ENTITLEMENT PENALTIES." V/e ALSO POINTED OUT, 

HOWEVER, THAT OUR REVENUES WOULD BE SUBSTANTIALLY SMAILER IF

No r t h  S l o p e  o i l  r e c e i v e d  a d e p r e s s e d  p r i c i n g  t r e a t m e n t . As

YOU KNOW THE FEDERAL ENERGY ADMINISTRATION HELD HEARINGS IN

W a s h i n g t o n  D.C., San F r a n c i s c o  and  A n c h o r a g e  t h i s  week on t h i s  

VERY QUEC T 1 ON. A t  t h o s e  h e a r i n g s  we h a v e  t a k e n  t h e  p o s i t i o n  

t h a t  N o r t h  S l o p e  o i l  s h o u l d  be p r i c e d  a s  f r e e  m a rk e t  o i l  

w i t h o u t  e n t i t l e m e n t  p e n a l t y .

In a t h i r d  pha se  o f  t h e  r e p o r t ,  t h e  d e p a r tm e n t  d i s c u s s e d

SEVERAL PROBLEMS OR D E F I C I E N C I E S  WHICH WERE FOUND IN EACH OF 

THE STATE'S MAJOR O IL  AND GAS TAXES.  I n THE FOURTH SECTION 

OF THE REPORT, THE DEPARTMENT MADE ITS RECOMMENDATIONS TO



CURE THE DEFECTS,  AMD THEN ESTIMATED THE REVENUE EFFECTS 

OF THE VARIOUS RECOMMENDATIONS.

WITH THAT SUMMARY OF THE DEPARTMENT'S REPORT LET HE DISCUSS 

IN TURN EACH OF OUR RECOMMENDATIONS AS EMBODIED IN B I L L  FORM 

AND CONTRAST OUR PROPOSALS WITH OTHER B I LLS  WHICH ARE NOW 

PENDING BEFORE YOUR RESPECTIVE COMMITTEES.

L e t  me s t a r t  w i t h  w h a t  I c o n s i d e r  a s  t h e  f i r s t  p r i o r i t y  - a

REV IS ION  OF THF STATE'S SEVERANCE TAX. THESE REV IS IONS ARE 

CONTAINED IN IIB 321 AND SB 238, ALTHOUGH OUR SEVERANCE TAX 

PROPOSAL HAS SEVERAL PARTS, I T  ESSENTIALLY ACCOMPLISHED TWO 

MAJOR GOALS. F l R S T ,  I T  PROTECTS THE STATE'S SEVERANCE TAX 

REVENUES IN THE EVENT OF ART IF I C IA LLY  DEPRESSED FEDERAL

p r i c i n g , S e c o n d l y  i t  p r o v i d e s  t a x  r e l i e f  to  p r o d u c t i o n

AT OR NEAR A PROPERTY'S L IM I T .  EACH OF THESE GOALS ARE 

EXTREMELY IMPORTANT, As YOU KNOW, THE FEDERAL GOVERNMENT WILL



SOON BE ESTABLISHING THE PR IC ING  TREATMENT TO BE AFFORDED

No r t h  S l o p e  o i l . Both  t h e  s t a t e ' s r o y a l t y  s h a r e  and  s e v e r a n c e

TAX ARE DEPENDENT UPON THE "WELL HEAD" PR ICE  OF O I L  PRODUCED,

If N o r t h  S l o p e  o i l  i s  a l l o w e d  t o  f i n d  i t s  p l a c e  i n  t h e  f r e e

MARKET OUR ROYALTY AND SEVERANCE TAX REVENUES ARE PROTECTED 

I F ,  HOWEVER, THE PR ICE  I.S SET ART I F I C IA L LY  BELOW THE FREE 

MARKET PR ICE A PORTION OF THE STATE'S REVENUES WILL BE LOST 

UNLESS CORRECTIVE ACTION IS  TAKEN. THE CORRECTIVE ACTION 

WHICH WE PROPOSE TO GUARD AGAINST TH IS  DEPRESSED PR IC ING IS 

TO RAISE THE CENTS-PER-BARREL FLOOR IN THE SEVERANCE TAX TO 

WHAT WE PROJECT .TO BE A MID PO iNT FREE MARKET PRICE OF O IL  ON

t h e  No r t h  S l o p e  ($7.50 p e r  b a r r e l ) a n d  t o  e s c a l a t e  t h a t  floor  

• • 

t h r o u g h  t i m e  w i t h  a p r i c e  e s c a l a t o r . Thus  i f  an  a r t i f i c i a l

PRICE IS  SET AT $7.00, $6.50 ,  $6,00 or  e v e n  l e s s ,  t h e  s t a t e

WOULD S T I L L  COLLECT SEVERANCE TAX ON THE BASIS OF THE FREE 

MARKET VALUE OF THE O I L .  ACCORDINGLY WE MUST PROTECT OURSELVES 

FROM THE POTENTIAL DANGER OF DEPRESSED PR IC ING  BY RA IS ING THE 

CENTS-PER-BARREL FLOOR TH IS  YEAR. I f  WE WAIT AND THE PR IC ING 

DEC IS ION  GOES AGAINST US,  WE MAY LOSE SUBSTANTIAL AMOUNTS OF



REVENUES DURING AN INTERIM PERIOD UNTIL CORRECTIVE ACTION CAN 

BE TAKEN. To DELAY IN THE FACE OF TH IS  DANGER MIGHT RESULT 

IN A LARGE BUDGET D E F I C I T  FOR TH IS  NEXT F ISCAL  YEAR.

T h e  SAME DANGER TO THE STATE CAN ARISE THROUGH THE ACTIONS .

OF THE O I L  CORPORATIONS THEMSELVES EVEN WITH A FAVORABLE 

PR IC ING  DEC IS ION  BY THE FEDERAL GOVERNMENT. FOR EXAMPLE 

INTEGRATED O I L  CORPORATIONS - O I L  CORPORATIONS WHICH NOT 

ONLY PRODUCE BUT TRANSPORT, REF INE  AND MARKET THEIR  OWN O IL  CAN 

ESSENTIALLY EFFECT THE WELL HEAD VALUE BY THE TARIFFS WHICH ARE 

SET FOR TRANSPORTATION OF ITS O I L  AND BY THE CHOICE OF THE PLACE 

WHERE THF O I L  IS REF INED .  S lNCE  THE ALASKA WELL HEAD PRICE 

IS  DETERMINED BY TAKING THE REFINERY PR ICE  AND NETTING BACK 

ALL THE TRANSPORTATION CHARGES TO THE F I E L D ,  THE WELL HEAD VALUE 

WILL BE REDUCED AS TRANSPORTATION CHARGES ARE INCREASED. I f 

THE P IP EL IN E  TAR IFF OR TANKER TAR IFF  ARE INFLATED I T  MAY 

SUBSTANTIALLY REDUCE THE WELL HEAD VALUE. By INFLATING THE 

TRANSPORTATION CHARGES, THE INTEGRATED COMPANY CAN SH IFT  THE



PROFITS FROM ITS PRODUCTION OPERATION TO OTHER PHASES OF ITS 

BUSINESS AND REDUCE ITS ROYALTY AND SEVERANCE TAX L I A B I L I T I E S .

Th e s e  p o t e n t i a l  a c t i o n s  much  as  f e d e r a l  p r i c i n g  would  e f f e c t i v e l y

REDUCE THE WELL HEAD PR ICE BELOW WHAT WOULD OTHERWISE BE THE 

MARKET VALUE OF THE O I L .  By RA IS ING THE CENTS-PER-BARREL TAX 

FLOOR YOU PROTECT THE STATE AGAINST THESE P O S S IB I L I T I E S .

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

THAT OUR SEVERANCE TAX REVENUES ARE PROTECTED FROM THE VAGARIES 

OF FEDERAL PR IC ING ACTIONS AND CORPORATE MANIPULATION, IS TO 

PROVIDE TAX REL IEF  FOR PRODUCTION WHICH IS APPROACHING, OR IS AT,  

ITS ECONOMIC L IM I T ,  As MENTIONED IN OUR REPORT THE SEVERANCE 

TAX CAN ACT AS A D IS IN CENT IV E  TO CONTINUED PRODUCTION AS 

PRODUCTION FROM A PROPERTY REACHES ITS ECONOMIC L IM I T ,  A 

PARTICULAR PROPERTY'S ECONOMIC L IM I T  IS NOT SOLELY A FUNCTION 

OF THE VOLUME OF PRODUCTION BECAUSE THE COSTS OF PRODUCING O IL  

MAY VARY SUBSTANTIALLY IN DIFFERENT REGIONS OF THE STATE.  FOR 

EXAMPLE A WELL PRODUCING 1,000 BARRELS A DAY IN COOK INLET



MAY BE NOWHERE NEAR ITS ECONOMIC L IM I T  BUT A WELL PRODUCING 

AT THE SAME RATE ON THE NORTH SLOPE OR IN INTERIOR ALASKA 

MAY ACTUALLY/HAVE REACHED ITS ECONOMIC L IM I T  BECAUSE OF 

THE HIGHER COSTS OF PRODUCTION AND TRANSPORTATION.IN THOSE AREAS.

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

MAY WORK WELL FOR ONE PART OF THE STATE BUT NOT ANOTHER.

T h e r e f o r e  HB 32 l  a n d  SB 238 p r o v i d e  a m e c h a n i sm  w h e r e b y  t h e

TAX RATE IS  SCALED DOWN OR REDUCED AS A PARTICULAR PROPERTY 

REACHES ITS TRUE ECONOMIC L IM I T ,  TH IS  FEATURE ESSENTIALLY 

TAILORS THE TAX RATE SCHEDULE TO THE ECONOMICS OF EACH PRODUCING

p r o p e r t y , I n s t e a d  o f  s t a i r -s t e p s  i t  p r o v i d e s  a c o n t i n u o u s

SER IES TAX RATES FROM 10 PERCENT TO ZERO AND WHICH DECLINE AS 

PRODUCTION APPROACHES THE PRODUCTION LEVEL AT THE PROPERTY'S 

ECONOMIC L IM I T .

T h e r e  was some s u g g e s t i o n  e a r l i e r  i n  t h e  week by  M r , K i l g o r e ,

THAT THE ECONOMIC L IM I T  FACTOR WAS D E F I C I EN T  IN PRACTIVE S INCE 

I T  SEEMED TO RESULT IN HIGHER EFFECT IVE  TAX RATES FOR SOME



PRODUCTION IN COOK INLET ,  TH IS  PRESUMED DEF IC I ENCY  IS SIMPLY 

NOT TRUE, I BEL IEVE THAT THE EFFECTS WHICH M r . KlLGORE 

SPOKE TO WERE-HOT BECAUSE OF ANY DEF IC I ENCY  IN THE ECONOMIC 

L IM I T  FACTOR BUT RESULTED FROM THE EFFECTIVENESS OF THE CENTS- 

PER-BARREL FLOOR »N PROTECTING THE STATE AGAINST THE A R T I F I C IA L  

PR IC ING ACTIONS OF THE FEDERAL GOVERNMENT, I n  TH IS  REGARD 

IT  SHOULD BE NOTED THAT AS PRODUCTION BECOMES INECOMOMJC IN

Co o k  I n l e t  t h e  p r o d u c e r s  may  a p p l y  and  r e c e i v e  p r i c i n g  r e l i e f

FROM THE FEDERAL GOVERNMENT. No SUCH LUXURY IS  GIVEN TO THE 

ROYALTY OWNER; - THE STATE - AS PR IC ING REL IEF  WILL BE GIVEN 

ONLY TO THE WORKING INTEREST AND NOT ROYALTY INTEREST,  Tl lE 

FEDERAL RATIONALE FOR TH IS  POLICY IS THAT THERE WILL BE NO 

ADDIT IONAL PRODUCTION AS A RESULT OF PR IC ING  REL IEF  TO Tl lE 

ROYALTY OWNER. THUS PR IC ING REL IEF  IS  GIVEN TO THE WORKING

i n t e r e s t , C e r t a i n l y  i f  you  co m pa re  t h e  t a x  r a t e s  t o  t h e

ART IF I C IA LLY  ADMINISTERED PR ICE  IN COOK INLET YOU WILL GET 

HIGHER EFFECT IVE  TAX RATES.  BUT AS STATED BEFORE; THE STATE 

SHOULD NOT BE CONTENT TO SIMPLY ACCEPT TAXES BASED ON THE



A R T I F I C IA L  PR ICE SET BY THE FEDERAL GOVERNMENT BUT SHOULD 

INS IS T  ON A PERCENTAGE OF THE TRUE MARKET VALUE OF THE RESOURCES 

PRODUCED, I F  THE TAX RATES ARE COMPARED TO THE TRUE MARKET 

VALUE OF O I L  IN COOK INLET THESE HIGHER EFFECT IVE  TAX RATES 

DISAPPEAR. THE ECONOMIC L IM I T  FACTOR DOES WORK AS PLANNED 

TO SCALE DOWN THE TAX RATE AS THE PROPERTY REACHES ITS 

"TRUE ECONOMIC L IM I T " .  By  TH IS  I  MEAN THE ECONOMIC L IM I T  AS 

GAUGED BY THE MARKET VALUE OF THE O I L  NOT THE ART IF I C IA LLY

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

STANDARD IF  THE ECONOMIC L IM I T  FOR THE PROPERTY IS  100 BARRELS

A DAY AND THE CURRENT PRODUCTION HAS DECLINED TO 200 BARRELS A 

DAY THE TAX RATE WILL BE SCALED DOWN BY 50 PERCENT. WHEN 

PRODUCTION REACHES 100 BARRELS A DAY OR WHEN IT  IS AT ITS

ACTUAL ECONOMIC L IM I T ,  THE TAX RATE IS ZERO.

L e t  me a l s o  p o i n t  out some o f  t h e  o t h e r  f e a t u r e s  o f  IIB 321



T h e  b i l l  would  p l a c e  t h e  t a x  on  gas  p r o d u c t i o n  on an  e q u i v a l e n t

BASIS AS O IL  AND I T  WOULD ESTABLISH A CENTS-PER-MCF FLOOR 

AT 6.4 CENTS PER MCF. TH IS  IS BASED UPON THE HIGHEST PR ICE 

PAID FOR GAS IN COOK INLET .  TH IS  FLOOR, AS THE CENTS-PER- 

BARREL FLOOR, WOULD PROTECT GAS SEVERANCE TAX REVENUES FROM 

DEPRESSED PR IC ING BELOW MARKET VALUE.

Both  t h e  c e n t s -p e r -b a r r e l  and  c e n t s -p e r -Mc f  f l o o r s  would  b e

ADJUSTED BY AN INFLATION FACTOR SET OUT IN THE B I L L .

I n ADDIT ION THE B I L L  WOULD PROVIDE FOR TAX ON FLARED GAS 

WHICH IS PRESENTLY UNTAXED. Tl lE TAX RATE FOR TH IS  FLARED 

GAS WOULD BE TWICE THE CENTS-PER-MCF RATE. TH IS  WILL PROVIDE 

ADDIT IONAL INCENT IVE TO Tl lE PRODUCER TO CONSERVE OUR NATURAL 

RESOURCES,

Wi t h  t h a t  d i s c u s s i o n  of  t h e  s e v e r a n c e  t a x  p r o p o s a l ,  I would

L IKE  TO CONTRAST OUR SEVERANCE TAX PROPOSAL WITH OTHER SEVERANCE 

TAX PROPOSALS WHICH HAVE BEEN INTRODUCED. THE OTHER SEVERANCE
t  •

TAX PROPOSALS ARE SB 103 AND IIB 1 M .
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F i r s t ,  SB .103 and  HB 144 i n  c o n t r a s t  t o  o u r  b i l l s  do n o t

FULLY PROTECT THE STATE AGAINST UNFAVORABLE FEDERAL PR IC ING

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

PER-BARREL FLOOR AT ITS PRESENT LEVEL OF $13.10 PER BARREL.

T h u s  t h e  c e n t s -p e r -b a r r e l  f l o o r  would  not  k i c k  i n  t o  p r o t e c t

THE STATE UNT IL  THE WELL HEAD PR ICE  OF O I L  WAS REDUCED BELOW

$6.10, T h i s  i s  $1,40 below , t h e  p r o j e c t e d  f r e e  m a r k e t  p r i c e  of  

No r t h  Sl o p e  o i l . J u s t  t h i s  d i f f e r e n c e  of  $1.40 a  b a r r e l  i n  

t h e  s e v e r a n c e  t a x  f l o o r  c o u l d  c o s t  t h e  s t a t e  from  $100 t o  $200

M ILL ION  DOLLARS A YEAR. To PROTECT THE STATE AGAINST UNFAVORABLE 

FEDERAL PR IC ING  AND CORPORATE MANIPULATIONS,  I T  IS NOT ENOUGH 

SIMPLY TO RAISE  THE PERCENTAGE RATES S INCE ANY PERCENT OF AN 

A R T I F I C I A L  PR ICE  ONLY RETURNS THAT PERCENTAGE AMOUNT OF THAT 

A R T I F I C I A L  PR ICE ,  To PROTECT THE STATE,  THE CENTS-PER-BARREL 

FLOOR HAS TO BE RAISED TO THE FREE MARKET LEVEL.



S e c o n d l y  SB 103 a nd  !!B 144 do n o t  a d e q u a t e l y  p r o v i d e  t a x

R EL IEF  TO PRODUCTION APPROACHING ITS ECONOMIC L IM I T .  THESE 

B ILLS  ATTEMPT TO PROVIDE REL IEF  FOR MARGINAL WELLS BY EXPANDING 

THE NUMBER OF STAIR-STEP TAX RATES AND BY APPLYING A ZERO 

TAX RATE I F  PRODUCTION DECL INES TO 100 BARRELS A DAY. As 

STATED EARL IER ,  THE STAIR-STEP APPROACH WILL WORK AT BEST 

ONLY FOR A PARTICULAR PART OF THE STATE.  THUS THE STA IR ­

STEP SCHEDULE SET OUT IN  THESE B ILLS  W ILL  PROVIDE REL IEF

f o r  Co o k  I n l e t  p r o d u c t i o n  b u t  w i l l  n o t  p r o v i d e  r e l i e f  fo r

OTHER AREAS IN THE STATE IN WHICH THE ECONOMIC L IM I T  IS WELL

4 •'

ABOVE 100 BARRELS A DAY. FOR PRODUCTION ON THE NORTH SLOPE 

AND IN INTERIOR ALASKA WHICH HAVE HIGHER COSTS OF PRODUCTION 

AND TRANSPORTATION, THERE WILL NOT BE TAX REL IEF  S INCE THE 

ECONOMIC L IM I T  FOR THIS PRODUCTION MAY IN FACT REACH AS HIGH 

AS 1,000 BARRELS A DAY. THUS IN CONTRAST TO OUR SEVERANCE 

TAX PROPOSAL, SB 103 AND HB 144 DO NOT PROVIDE TAX REL IEF  

FOR MARGINAL PRODUCTION EXCEPT FOR COOK INLET PRODUCTION.



In a d d i t i o n  SB 103 and  HB do n o t  a d d r e s s  t h e  s e v e r a n c e  

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

THE CURRENT 4 PERCENT OF VALUE. WITHOUT PROVIDING A SEVERANCE

*

TAX FLOOR TO PROTECT AGAINST DEPRESSED GAS PR IC ING .  ALSO THE 

GAS FLARING TAX IN THESE B ILLS  MAY BE TOTALLY D E F IC I EN T  S INCE 

I T  IS  NOT BASED ON A CENTS-PERrMcF BASIS BUT ON A PERCENTAGE 

OF VALUE BAS IS .  FOR EXAMPLE I T  MIGHT BE ARGUED THAT GAS WHICH 

IS  FLARED HAS ZERO VALUE OR PR ICE  SO ANY PERCENTAGE OF ZERO 

WOULD G IVE  YOU ZERO REVENUE. ACCORDINGLY THE GAS FLARING TAX 

SHOULD BE BASED ON A CENTS-PER-MCF BASIS AS IN OUR B ILLS  TO 

CLOSE TH IS  POTENt lAL LOOPHOLE.

T h us  we b e l i e v e  t h a t  our  s e v e r a n c e  ta x  p r o p o s a l  i s  s u p e r i o r

IN THAT I T  PROTECTS THE STATE AGAINST DEPRESSED FEDERAL PR IC ING 

PROVIDES TAX REL IEF  TO MARGINAL PRODUCTION IN ALL PARTS OF 

THE STATEj  AND ASSURES A FAIR SEVERANCE TAX RETURN ON GAS 

PRODUCTION.



»

AS EXPLAINED EARLIER IN THE WEEK BY PROFESSORS ZEIFMAN AND

A i n s w o r t h ,  t h e r e  a r e  two m ajor  p r o b l e m  a r e a s  w i t h  t h e  c u r r e n t

CORPORATE INCOME TAX. THE F IRST  PROBLEM IS  THE ERODED FEDERAL 

CORPORATE INCOME TAX BASE WHICH ALASKA HAS INCORPORATED AS ITS

o w n . Ov e r  t h e  y e a r s ,  Co n g r e s s  has  c o n t i n u a l l y  e r o d e d  t h e  f e d e r a l

TAX BASE BY SPECIAL EXEMPTIONS,  DEDUCTIONS,  AND CREDITS WHICH 

DO NOT REFLECT NORMAL F INANC IAL ACCOUNTING. THE EROSION HAS 

BECOME SO GREAT THAT FEDERAL TAXABLE INCOME IS SUBSTANTIALLY 

BELOW THE NET INCOME WHICH IS C ER T I F I E D  AND REPORTED TO SHAREHOLDERS.

F o r  e x am p l e  a s  i n d i c a t e d  on  Page 7 o f  C h a p t e r  5 o f  o u r  r e p o r t ,  

a  C o n g r e s s i o n a l  r e p o r t  shows t h a t  5 m u l t i n a t i o n a l  o i l  c om p a n i e s

PAID $107 M ILL ION  DOLLARS IN CORPORATE INCOME TAXES TO THE

F e d e r a l  g o v e r nm e n t  on p r e  t a x  p r o f i t s  o f  more t h a n  2,2 b i l l i o n

FOR AN EFFECT IVE  AVERAGE TAX RATE OF *1,8 PERCENT. TllE REPORT 

ALSO SHOWS THE F IND INGS OF THE CONGRESSIONAL STUDY, IN WHICH 

Tl lE EFFECT IVE  FEDERAL TAX RATE ON THEIR  WORLDWIDE INCOME IS

1 WOULD L IKE  TO MOW TURN TO OUR INCOME TAX PROPOSAL.



SHOWN FOR SEVERAL OF THE MAJOR O I L  CORPORATIONS. NEEDLESS TO 

SAY THESE EFFECT IVE  TAX RATES ARE SUBSTANTIALLY BELOW THE 

FEDERAL STATUTORY TAX RATE OF 48 PERCENT.

T h e  SECOND MAJOR PROBLEM FOUND WAS THE MANNER i i .  w h i c h  t h e  

CORPORATION'S TOTAL NET .INCOME IS  APPORTIONED TO ALASKA,

Cu r r e n t l y  t h e  t o t a l  f e d e r a l  t a x a b l e  i n c o m e  o r  an Al a sk a n

CORPORATION PLUS THE TAXABLE INCOME OF ALL OF ITS UNITARY 

AFF IL IA TES  AND SUBS ID IAR IES  ARE COMBINED INTO A TOTAL WORLD­

WIDE TAXABLE INCOME F IGURE AND THEN THAT AMOUNT IS MULT IPL IED 

BY A 3 FACTOR FORMULA OF PROPERTY.. PAYROLL AND SALES, TllE 

PRODUCT OF THAT CALCULATION BECOMES ALASKA TAXABLE INCOME

for  t h e  Al a s k a n  c o r p o r a t i o n  and  i t  i s  t a x e d  a t  t h e  9.4 p e r c e n t

NOMINAL RAX RATE.

THE PRESENT APPORTIONMENT FORMULA OF PROPERTY. PAYROLL AND 

SALES IS DESIGNED TO MEASURE THE ACT IV ITY  OF GENERAL MERCHANT!LE 

BUSINESSES.  ‘IT DOES NOT ACCURATELY MEASURE Tl lE A C T IV I T I E S  

OF NATURAL RESOURCE COMPANIES AND I T  DOES NOT TAKE INTO



ACCOUNT THE UNIUQE CONTRIBUTION MADE BY NATURAL RESOURCES 

THEMSELVES, THE PRESENT DESTINATION-ORIENTED FORMULA DOES 

NOT GIVE ANY WEIGHT TO THE SCARCITY VALUE OF THE NON-RENEWABl.E 

RESOURCE WHICH IS REALLY WHAT DETERMINES THE INCOME OR PROFIT 

FOR A NATURAL RESOURCE COMPANY.

Th e  TAX WOULD BE LEVIED ON AND WOULD BE MEASURED BY THE TOTAL 

WORLD-WIDE NET INCOME OF THE CORPORATION AND ALL OF ITS 

UNITARY AFF IL IATES  AND SUBS ID IAR IES  AS REPORTED AND C ERT IF I ED  

TO ITS SHAREHOLDERS AMD THEN APPORTIONED TO ALASKA BY 

A 3 FACTOR FORMULA, I n ONE CLEAN SWEEP IT  WOULD ELIMINATE ALL 

OF THE SPECIAL SUBS ID IES  AND ACCOUNTING DEVICES WHICH ARE 

EMBODIED IN THE PROVIS IONS OF THE INTERNAL REVENUE CODE.

Thus  t h e  i n c o m e  would  e e  b a s e d  on n o r m a l  f i n a n c i a l  n e t  i n c o m e

UNERODED BY ALL THE SPECIAL FEDERAL EXEMPTIONS,  CREDITS AND 

DEDUCTIONS.

r

Ad m i t t e d l y  t h e r e  i s  so me  f l e x i b i l i t y  un d e r  normal  a c c o u n t i n g

PR INC IPLES FOR THE DETERMINATION OF NET INCOME THAT IS  REPORTED



TO STOCKHOLDERS. We B E L IEV E ,  HOWEVER, THAT THERE ARE REAL 

DETERRENTS AGAINST MANIPULATING "BOOK INCOME" FOR STATE TAX

p u r p o s e s . F i r s t  o f  a l l ,  b o o k  i n c o m e  i s  s u b j e c t  to  c e r t i f i c a t i o n

UNDER RULES PROMULGATED BY THE AMERICAN INST ITUTE OF C ER T I F I ED

P u b l i c  A c c o u n t a n t s  and i s  s u b j e c t  t o  r e v i e w  by  t h e  S e c u r i t i e s  

a n d  E x c h a n g e  C o m m i s s i o n .  In o r d e r  t o  m a n i p u l a t e  "book  i n come"  

t o  l o w e r  A l a s k a  t a x  l i a b i l i t y ,  i t  w o u l d  h a v e  t o  be d o n e  a t

THE EXPENSE OF ,HE CORPORATION'S STOCKHOLDERS.

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

THE ADOPTION OF BOOK INCOME WAS DEMONSTRATED BY PROFESSORS

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

CORPORATIONS DOING BUSINESS ,N ALASKA THAT BOOK INCOMES EXCEEDED 

FEDERAL TAXABLE INCOME BY 1.6 TO 3 B I L L ION  DOLLARS A YEAR 

OVER THE LAST THREE YEARS.

The  SECOND MAJOR REV IS ION  IS A MODIF ICAT ION OF THE UNIFORM 

APPORTIONMENT FORMULA OF PROPERTY, PAYROLL AND SALES.  TllE



DESTINATION ORIENTED SALES FACTOR. THUS A NEW FACTOR WOULD 

BE ADDED TO THE APPORTIONMENT FORMULA AND WOULD BE MEASURED 

BY THE MET PRODUCTION OF O IL .AND  GAS IN ALASKA VERSUS THE NET 

PRODUCTION OF O I L  AND GAS EVERYWHERE. T H IS  WILL MEAN THAT FOR 

THE F IRST  T IME; THE AMOUNT OF INCOME ATTRIBUTED TO ALASKA 

W ILL  BE BASED UPON; IN PART; THE AMOUNT OF O IL  AND GAS PRODUCED

i n  Al a s k a .

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

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

BE MULT IPLIED BY f\ FORMULA OF PROPERTY; PAYROLL AND EXTRACTION.

I n ADD IT ION;  TO SPEC IF I CALLY  MEASURING PRODUCTION ACT IV ITY  IN 

THE STATE; THE SUBSTITUTION OF THE EXTRACTION FACTOR FOR THE 

SALES FACTOR WILL RETURN A LARGER PORTION OF A CORPORATION'S 

INCOME TO THE STATE,  AND WELL THAT I T  SHOULD S INCE THE TAX 

SHOULD BE MEASURED BY THE SCARCITY VALUE OF OUR NATURAL RESOURCES,

B I LL  SUBSTITUTES AN OR IG IN  ORIENTED EXTRACTION FACTOR FOR THE
I



Th e r e  was some  s u g g e s t i o n  e a r l i e r  i n  t h e  w e e k  t h a t  t h e r e

MIGHT BE A PROBLEM WITH THE DETERMINATION OF NET EXTRACTION 

FROM FOREIGN JUR ISD ICT IONS  IN WHICH THE CORPORATIONS WOULD BE 

ACTING AS ESSENTIALLY A CONTRACTOR AND HAVE NO INTEREST IN THE 

O I L  IT SELF .  THE RFASON FOR THE CONCERN SEEMED TO STEM FROM THE 

FACT THAT A BREAK DOWN OF PRODUCTION MIGHT NOT BE REPORTED IN 

PUBLISHED F INANC IAL STATEMENTS. I n OUR EARLY CONSIDERATION OF 

THE EXTRACTION FACTOR; WE ANTIC IPATED TH IS  POTENTIAL D IF F ICULTY  

BECAUSE OF THE ABSENCE OF CONSISTENT F IGURES ON PUBLISHED 

F INANCIAL STATEMENTS. FOR THAT REASON WE HAVE HAD OUR

t

Mu l t i -s t a t e  Tax  Co m m i s s i o n  a u d i t o r s  d e t e r m i n e  i f  a d e q u a t e

RECORDS ARE AVAILABLE TO AUDIT WORLD WIDE NET PRODUCTION.

IN CONNECTION WITH CURRENT AUDITS WHICH THEY ARE DOING IN OUR 

BEHALF OF SOME MULTINATIONAL O I L  CORPORATIONS; THEY FOUND THAT 

ADEQUATE RECORDS AND DOCUMENTATION EX IST  TO AUDIT THE PRODUCTION 

FIGURES WHICH WOULD BE REPORTED BY THE CORPORATIONS SUBJECT 

TO Tl lE TAX. IN ADDIT ION WE NOW UNDERSTAND THAT INDEPENDENT 

PRODUCTION STAT IST ICS  ARE REPORTED BY THE UNITED NATIONS 

AND THE OPEC COUNTRIES THEMSELVES.



I An o t h e r  e x t r e m e l y  i m p o r t a n t -f e a t u r e  o f  t h e  f r a n c h i s e  t a x  i s

• v"̂V,

ITS  AB IL I TY  TO INCLUDE IN THE MEASURE OF THE TAX THE A C T IV I T I E S

LOCATED ON THE OUTER CONTINENTAL SHELF.  By TH IS  FEATURE WE ARE

TAKING THE POSIT ION THAT I F  ELEMENTS OF PROPERTY; PAYROLL AND

SALES ARE NuT ASSIGNED TO ANY OTHER JUR fSD ICT ION ;  THEN THEY

SHOULD BE ASSIGNED TO THE STATE WHICH HAS RECEIVED THE MOST

D IRECT  IMPACT. I n ADD IT ION TO COMPENSATING THE STATE FOR THE

ECONOMIC IMPACT FELT BY TH IS  ACT IV ITY  I T  PREVENTS THE CORPORA­

T ION FROM ASSIGNING INCOME TO THE STATE OF NO WHERE, ALSO THE

PROPERTY AND PAYROLL FACTOR OF MARINE TRANSPORTATION SUBS ID IAR IES

WOULD BE ASSIGNED ON THE BASIS OF THE NUMBER OF DAYS IN PORT.

L e t  me now compare  b r i e f l y  SB 236 and  HB 322 w i t h  t h e  o t h e r

INCOME TAX BILLS WHICH HAVE BEEN INTRODUCED. SB 105 AND

IIB 1/|5 ADOPT AN APPROACH ENTIRELY DIFFERENT THAN THE APPROACH

WHICH WE HAVE TAKEN AND IS  CALLED SEPARATE ACCOUNTING.

I n s t e a d  of  c o m b i n i n g  t h e  e n t i r e  n e t  i n c o m e  of  t h e  u n i t a r y

GROUP OF BUSINESSES AND APPORTIONING THAT TOTAL INCOME TO THE

STATE BY AN APPORTIONMENT FORMULA; THE SEPARATE ACCOUNTING
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B I L L  LOOKS ONLY AT T l l E  SEPARATE INCOME AND EXPENSE OF A CORPOR 

ATE ENTITY DOING BUSINESS IN THE STATE.  SEPARATE ACCOUNTING 

ESSENTIALLY SEPARATES THE NET INCOME OF THE BUSINESS INTO 

GEOGRAPHICAL UN ITS .  IN EFFECT ,  THE BUSINESS A C T IV I T I E S  IN ONE 

STATE ARE TREATED AS I F  THEY WERE CARRIED ON BY A TOTALLY 

SEPARATE BUSINESS,

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

THE BUSINESS EARNED WITH IN THE STATE.  IN PRACTICE IT  DOES

NOT. T h e  r e a s o n  i t  d o e s  n o t  s t e m s  from  t h e  way t h a t  la r g e

MODERN BUS INESSES,  ESPECIALLY LARGE INTEGRATED MULTINATIONAL 

CORPORATIONS, OPERATE.

Th e  ENTIRE ENTERPRISE IS  OPERATED AS A UNIT WITH THE PROFIT 

BEING EARNED ONLY BY Tl lE ENTIRE OPERATION AS A WHOLE. Tl lUS 

THE WHOLE ENTERPRISE IS  ACTUALLY MORE T W ‘« THE SUM OF THE 

PARTS S INCE EACH PART IS  ESTABLISHED ONLY TO CONTRIBUTE TO 

THE ENTIRE UNITARY BUSINESS.  T l lE NET PROFIT IS ACTUALLY THE 

F INAL RESULT OF THE CONTINUOUS SER IES  OF INCOME AND EXPENSE 

TRANSACTIONS AMONG THE VARIOUS COMPONENT PARTS OF Tl lE BUSINESS.



Wi t h  r e g a r d  t o  ah i n t e g r a t e d  m u l t i n a t i o n a l  o i l  c o r p o r a t i o n ,

THE NET INCOME IS NOT EARNED BY ANY PARTICULAR PHASE OF THE 

OPERATION SUCH AS PRODUCTION, TRANSPORTATION, REF IN ING OR 

MARKETING. EACH SEGMENT CONTRIBUTES TO THE WHOLE, AND THE 

NET INCOME IS  ONLY REFLECTED AFTER THE F INAL SALE AND THE 

CONTRIBUTION OF EACH PART OF THE BUS INESS ,

Be c a u s e  of  t h e  r e a l i t i e s  of  m o dern  b u s i n e s s  o p e r a t i o n s ,  a

SEPARATE ACCOUNTING METHOD OPENS THE DOORS TO WIDESPREAD TAX

AVOIDANCE.  W ith a m u l t i f a c e t e d  b u s i n e s s  a c t i n g  t h r o u g h  

D IFFERENT D IV I S IO N S ,  AFF IL IATES  AND SUBS ID IAR I ES ,  I T  DOESN'T 

MATTER TO THE OVERALL ENTERPRISE WHETHER A PARTICULAR D IV IS ION  

IS  SHOWN TO MAKE A PROFIT OR LOSS AS LONG AS IN THE END A 

PROFIT IS  MADE FOR THE COMPANY AS A WHOLE. I n  A REAL SENSE 

THE PROFIT OR LOSS OF A PARTICULAR D IV I S IO N  CAN BE MADE TO 

APPEAR ANY WAY THAT THE ENTERPRISE WANTS I T  TO APPEAR,

For  e x a m p l e ,  when  g o o ds  a r e  t r a n s f e r r e d  from  one  d i v i s i o n  to

ANOTHER, THE AMOUNT CHARGED TO EACH SEGMENT OF THE BUSINESS



CAM BE ANYTHING THAT THE ENTERPRISE F INDS IN ITS BEST INTEREST 

TO CHARGE. L IKEW ISE  AS THE PARENT CORPORATION OR ANOTHER 

D IV I S IO N  PROVIDES MANAGEMENT, ACCOUNTING, LEGAL OR OTHER 

RELATED SERVICES FOR ANOTHER D IV I S IO N  OR A F F I L IA T E ,  THE SAME 

F L E X IB I L I T Y  EXISTS FOR DETERMINING THE AMOUNT OF FEES TO BE

c h a r g e d . I n come  and  e x p e n s e  can  b e  e f f c c t i v e l y  s h i f t e d  from

ONE PART OF THE BUSINESS TO ANOTHER. TH IS  SH IFT ING  OF INCOME 

AND EXPENSE DOES MOT TAKE PLACE THROUGH A HANDFUL OF EASILY 

RECOGNIZABLE TRANSACTIONS,  BUT THROUGH A SER IES OF THOUSANDS 

OF TRANSACTIONS A DAY WHICH AMOUNT TO M ILL IONS FOR AN ENTIRE 

YEAR. Al s o ,  THESE 'TRANSACTIONS a r e  made  no t  j u s t  b e t w e e n  a 

HANDFUL OF CORPORATE E N T I T I E S ,  BUT THROUGH LITERALLY HUNDRED.' 

OF D I V I S IO N S ,  A F F IL IA T ES ,  AND SUBS ID IAR I ES .  V/lTII SUCH A 

MYRIAD OF CORPORATE ENT IT I E S  AND TRANSACTIONS, I T  IS EXTREMELY 

D I F F I C U L T ,  TO SAY THE LEAST,  TO DETERMINE WHAT IS  THE "TRUE" 

NET PROFIT EARNED BY ONE ENTITY OR GEOGRAPHIC PART OF AN 

ENT ITY .



As APPLIED TO THESE SEPARATE ACCOUNTING B I L L S ,  THE SAME PROBLEM

o c c u r s . T h a t  i s ,  t h e s e  b i l l s  c o u l d  o p e n  t h e  do o r  to  w i d e s p r e a d

TAX AVOIDANCE BECAUSE OF THE MANIPULATIONS C f  1NCOME AND EXPENSE 

WHICH ARE POSSIBLE.

AS WITH THE OTHER SEVERANCE TAX PROPOSALS THE SEPARATE 

ACCOUNTING B I L L  WOULD LEAVE OPEN THE POTENTIAL OF EROSION BY 

FEDERAL PR IC ING DEC IS IONS .  FOR EXAMPLE UNDER THESE B ILLS  

GROSS REVENUE FOR PRODUCTION OPERATIONS IS  DEFINED TO MEAN 

THE WELL HEAD VALUE. I f  FEDERAL PR IC ING  DEC IS IONS SET A 

DEPRESSED WELL'HEAD PR ICE  THEN THE GROSS REVENUES UNDER THE 

B I L L  WILL BE SUBSTANTIALLY REDUCED. L IKEW ISE  MANIPULATIONS 

BY TAXPAYERS OF WELL HEAD OR GROSS REVENUES ARE ALSO POSSIBLE 

BY THE TRANSPORTATION CHARGES WHICH ARE MADE FROM ONE AFF IL IA TE  

TO ANOTHER.

J u s t  a s  t h e  g r o s s  r e v e n u e  or  w e l l  h e a d  v a l u e  ca n  b e  m a n i p u l a t e d

UNDER THE SEPARATE ACCOUNTING METHOD, SO CAN THE EXPENSES AND 

DEDUCTIONS. THAT I S ,  THE CHARGES FOR SERVICES AND PROPERTY



FROM ONE AFF IL IA TE  TO ANOTHER CAN BE MADF. SO AS TO SH IFT  PROFIT 

FROM ONE CORPORATE ENTITY TO ANOTHER. THROUGH SUCH SH IFT ING  

OF INCOME AND EXPENSE BETWEEN THE ALASKA CORPORATION AND OTHER 

AF F IL IA T ED  CORPORATIONS, THE INCOME AND EXPENSE CAN IN A REAL 

SENSE 12 MADE TO BE WHAT THE OVERALL CORPORA i t  ENTERPRISE 

WANTS I T  TO BE.

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

STATE AUDITORS.  To THE EXTENT Or REDUCED GROSS INCOME BY 

REASON OF DEPRESSED FEDERAL PR IC ING ,  THE STATE IS  SIMPLY STUCK 

UNDER A SEPARATE ACCOUNTING APPROACH. I l l  ADD IT ION ,  TO FERRET 

OUT THE MULTITUDE OF INTERCOMPANY CHARGES AND OVERTURN THEM 

AS E ITHER FRAUDULENT OR UNREASONABLE IS SIMPLY IMPOSSIBLE.  WlTH 

LARGE MULTINATIONAL CORPORATIONS THERE ARE VIRTUALLY HUNDREDS 

OF TRANSACTIONS A DAY BETWEEN DOZENS OF CORPORATE A FF IL IA T ES .

YOU SIMPLY CANNOT UNSCRAMBLE THESE TRANSACTIONS TO DETERMINE 

THE "TRUE" PROFIT EARNED IN ALASKA.

In c o n t r a s t  t h e  f r a n c h i s e  t a x  a v o i d s  t h e s e  e r o s i o n s  a n d

MANIPULATIONS BETWEEN DIFFERENT SEGMENTS OF THE O I L  INDUSTRY



AMD BETWEEN A F F I L I A T E D  COMPAN IES ,  h  AVO IDS  THESE  PROBLEMS 

BY COMB IN ING  THE INCOME OF THE TOTAL GROUP OF RELATED CORPOR­

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

TO ANOTHER I S  AVO IDED  S I N C E  THE E N T I R E  NET I S  COMPUTATED AND 

NOT JUST  FOR ONE CORPORATION IN  I S O LA T IO N ,  I t  ALSO AVO IDS 

THE U N C ER TA IN T I E S  OF P R I C E  REGULAT ION OF THE  PRODUCT ION SEG­

MENT OF THE  INDUSTRY ;  S IN C E-ALL  SEGMENTS OF AN INTEGRATED 

COMPANY WOULD BE COMBINED AND THE OVERALL P RO F I T  OF UNITARY 

BUS IN E SS  TAXED.  THESE  OTHER SEGMENTS OF THE  INDUSTRY SUCH AS 

TRANSPORAT ION ,  R E F I N I N G  AND MARKET ING MAY NOT HAVE P R I C E  

REGULAT IONS  AND SO THE PRO F I T  MAY BE TRANSFERRED TO THESE 

UNREGULATED SEGMENTS , THE SEPARATE- ACCOUNTING  APPROACH WOULD 

NOT MEASURE T H I S  SH I F T ED  P R O F I T .  THE  FRANCH ISE  TAX B I L L  WOULD.

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

MEASURE OF THE TAX; THE O I L  ANL GAS A C T I V I T I E S  OCCURR ING ON

t h e  Ou t e r  C o n t i n e n t a l  Sh e l f . I t  w o u l d  s i m p l y  a t t e m p t  t o

SEGREGATE  THE INCOME GENERATED I N  THE  STATE .  I n CONTRAST 

THE  FRANCH ISE  TAX WOULD INCLUDE  IN  THE MEASURE OF THE TAX



PROPERTY; PAYROLL AND EXTRACTION LOCATED ON THE OUTER

C o n t i n e n t a l  S h e l f .  I b e l i e v e  t h a t  i t  i s  i m p o r t a n t  t h a t  t h e

STATE SEEK COMPENSATION FOR THE IMPACT FROM TH IS  A CT IV I T Y .

Th e  FRANCHISE TAX WOULD COMPENSATE THE STATE AS A RESULT OF 

THESE A C T I V I T I E S  TAKING PLACE OFF OUR SHORES. THE SEPARATE 

ACCOUNTING B I L L  WOULD ALSO NOT INCLUDE THE INCOME Or MARINE 

TRANSPORTATION SUBS ID IAR IES  TRANSPORTING O IL  FROM OUR STATE.

C o n t i n u i n g  on ;  I w o u l d  now l i k e  t o  make some comments a b o u t  

OUR PROPERTY TAX PROPOSAL. TH iS  IS  CONTAINED IN SB 237 AND 

HB 323. Ouk 'Ope r ty  t a x  p r o p o s a l  c o r r e c t s  s e v e r a l  d e f i c i e n -
4

C IE S  IN OUR 20 MIL  AD-VALOREM TAX.

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

PRESCRIBED FOR P IPEL INES  AND ASSURE THAT THE TRANS-ALASKA

P i p e l i n e  w i l l  b e  v a l u e d  un d e r  a  f u l l  and  t r u e  v a l u e , Un d er

THE PRESENT WORDING OF THE STATUTE; I T  IS  POSSIBLE THAT THE

T r a n s -Al a s k a  P i p e l i n e  w i l l  b e  v a l u e d  o n l y  a t  u s  a c t u a l  c o s t

AND DEPRECIATED ON A STRA IGHT .L INE  BASIS OVER THE ECONOMIC
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L I F E  OF THE F IE LD .  We FEEL TH IS  POTENTIAL OUTCOME WOULD BE 

DISASTROUS SINCE TH IS  ACTUAL COST-DEPRECIATED METHOD WOULD 

Y IELD  A VALUE SUBSTANTIALLY BELOW THE P IP EL IN E 'S  FULL AND TRUE 

MARKET VALUE. THE ARGUMENT FOR TH IS  DEPRESSED VALUATION HAS 

ALREADY BEEN MADE BY OTHER P IPEL INE  COMPANIES IN THE STATE AND 

THE DETERMINATION OF THE PROPER P IPEL INE  VALUATION MFTHOD IS 

NOW UNDER REVIEW BY THE SUPERIOR COURT.

Our  b i l l  w ould  e l i m i n a t e  t h i s  p o t e n t i a l  h a za r d  b y  a m e n d i n g

THE STATUTE TO INSURE A FULL AND TRUE VALUE OF P IPEL INES  

WITH DUE REGARD TO THEIR ECONOMIC VALUE.  THUS INSTEAD OF A
4

VALUATION BASED SOLELY ON ACTUAL COST; THE VALUATION WOULD BE 

BASED UPON MORE REAL IST IC  VALUATION METHODS SUCH AS REPLACE­

MENT COST APPROACH AND THE CAPITAL IZED NET INCOME APPROACH.

IT  SHOULD BE NOTED THAT THE COMPANIES WILL BE ALLOWED A RATE 

OF RETURN ON THE BASIS- OF REPLACEMENT COST. I t IS ONLY FAIR 

THAT OUR TAX SHOULD BE BASED ON THE SAME BAS IS .

Se c o n d l y  t h e  b i l l  would  i n c l u d e  i n  t h e  c o v e r a g e  o f  t h e  ta x

SEVERAL IMPORTANT CATEGORIES OF O IL  AND GAS PROPERTIES WHICH



I .

.

ARE PRESENTLY EXEMPT FROM THE STATE TAX. T l lESE INCLUDE TANKERS;

.. t■ i

GAS PROCESSING PLANTS AND .REF IN ER IES .  GAS PROCESSING PLANTS 

AND REF INER IES  WOULD BE VALUED AND TAXED AT THEIR REPLACEMENT

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

EXCEPT THAT VALUATION WOULD BE APPORTIONED TO THE STATE UNDER 

A FORMULA OF DAYS IN  PORT. IN ALASKA VERSUS DAYS IN PORT 

EVERYWHERE. We  BEL IEVE THAT A PORTION OF THE REVENUES FROM 

THESE IMPORTANT PROPERTIES SHOULD BE SHARED BY ALL ALASKANS. 

TANKERS; GAS PROCESSING PLANTS AND REF INER IES  ARE SIMPLY 

EXTENSIONS OF THE PRODUCTION AND P IP EL IN E  TRANSPORTATION 

PROPERTIES.

The  b i l l  a l s o  a m e n d s  t h e  p r o p e r t y  t a x  s t a t u t e  to  m a k e  a b s o l u t e l y

CLEAR THAT TAXES PAID TO MUN IC IPAL IT I E S  WHICH EXCEED THE 

MUNIC IPAL L IM ITAT IONS ARE NOT CREDITABLE AGAINST THE STATE

#

PROPERTY TAX.

I WOULD L IKE  TO ADD A FEW COMMENTS ON OUR RESERVES TAX PROPOSAL.

Be c a u s e  of  r e c e n t  t a x  c h a n g e s  and  u n f o r e s e e n  e v e n t s ; we have
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•DEVELOPED A SURPLUS IN F ISCAL  YEAR l977 . T l l I S  SURPLUS IS 

SOMEWHAT ILLUSORY; HOWEVER; S INCE  MOST OF I T  REPRESENTS 

RESERVE TAX PAYMENTS WHICH WILL BE RECOUPED IN SUBSEQUENT 

YEARS BY O I L  AND GAS COMPANIES THROUGH CREDITS AGAINST THEIR  

SEVERANCE TAXES.  THE DEPARTMENT BEL IEVES THAT IT  MAKES SENSE 

TO REDUCE TH IS  YEAR'S TEMPORARY SURPLUS AND FREE UP ADDIT IONAL 

REVENUES IN FUTURE YEARS, T l l E  B I L L  WOULD DO TH IS  BY REDUCING 

TH IS  YEAR'S RESERVES TAX MILEAGE RATE FROM 20 MILLS TO 12 

M ILLS .  At THE SAME T IME ;  HOWEVER; I AM PROPOSING THAT IF  

THERE IS  A DELAY IN THE START-UP OF THE TRANS-ALASKA P IPEL IN E ;  

THEN AN ADDIT IONAL RESERVES TAX PAYMENT WILL BE DUE.

Th us  i f  on Oc t o b e r  1> 1977 t h e  T r a n s -Al a s k a  P i p e l i n e  i s  no t

TRANSPORTING AT LEAST 600;000 BARRELS A DAY THEN AN ADDIT IONAL 

8 MILLS WOULD BE IMPOSED. ALSO IF  ON DECEMBER 25; 2977 THE 

T r a n s -Al a s k a  P i p e l i n e  i s  no t  t r a n s p o r t i n g  a t  l e a s t  1.2

M ILL IONS BARRELS A DAY THEN A RESERVES TAX WOULD BE IMPOSED 

FOR 1978 AT A'RATE. TO BE SET BY THE NEXT LEGISLATURE.  WE



TH INK TH IS  B I L L  IS  IMPORTANT TO PRESERVING THE STATE'S F INANCIAL 

F L E X IB I L I T Y  DURING THE NEXT F ISCAL  YEAR,

In a d d i t i o n  t o  t a x  c h a n g e s  WHICH I AM p r o p o s i n g  f o r  t h e  o i l

AND GAS INDUSTRY; I AM ALSO PROPOSING A TAX MEASURE WHICH 

WILL PROVIDE SOME REL IEF  TO IND IV IDUAL  TAXPAYERS WHO ARE 

IMPACTED BY THE INCREASING COST OF ENERGY, As A PART OF OUR 

TAX PACKAGE WE ARE PROPOSING A FUEL CRED IT  FOR INDIV IDUALS TO 

TAKE ON THE IR  INCOME TAX RETURNS TO ACCOUNT FOR THE HIGH COST 

OF ENERGY, THE CREDIT WILL BE EQUAL TO TWO PERCENT OF A 

PERSON'S HOME FUEL EXPENSES OR A MINIMUM CREDIT OF $10.

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

OF OUR O IL  AND GAS TAX STRUCTURE. THEY CLOSE CURRENT LOOP­

HOLES AND PROTECT THE STATE FROM THE FUTURE UNCERTAINTIES OF 

FEDERAL O I L  PR IC ING AND CORPORATE MANIPULATIONS.  I URGE 

THAT YOUR COMMITTEES REPORT FAVORABLY ON THESE B ILLS ,



In j u d g i n g  t h e  t a x  m e a su r e s  b e f o r e  y o u  I BEL IEVE  t h a t  we mus t

NOT ONLY PROTECT OUR REVENUES IN  T l lE  SHORT TERM BUT ALSO 

INSURE SUFF IC I ENT  RETURN FROM THESE NON-RENEWABLE NATURAL 

RESOURCES FOR FUTURE ALASKANS AS WELL, We SHOULD NOT BE 

SWAYED BY THE ARGUMENTS OF THOSE WHO WOULD HAVE US RECOVER 

FROM OUR NCN-RENEWABLE NATURAL RESOURCES ONLY AMOUNTS SUFF IC IENT  

TO COVER TODAY'S OPERATING EXPENDITURES. We  SHOULD NOT BE THAT 

SHORTSIGHTED THAT WE FORGET THAT THE REVENUES FROM THESE 

RESOURCES BELONG TO SUCCESSIVE GENERATIONS OF ALASKANS,

Ac c o r d i n g l y ,  i n  d e c i d i n g  t h e  c o r r e c t  l e v e l  o f  t a x a t i o n  l e t  us

NOT FORGET FUTURE ALASKANS WHO WILL  INHER IT  THE STATE WHEN 

THE O I L  AND GAS RESOURCES ARE DEPLETED. We SHOULD WORK TO 

EL IM INATE THE LOOPHOLES AND POTENTIAL EROSIONS FROM OUR TAX 

SYSTEM AND SET A LEVEL OF TAXATION WHICH WILL RETURN REVENUES 

TO THE STATE FROM THOSE NATURAL RESOURCES FOR OURSELVES AND 

FUTURE GENERATIONS.
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Sena t o r  Poland, Representative O s t e r b a c k  a n d  Members of the 
Resources Committees:

I a m  Dick Dona'' ison, V i c e  President for Government and Public 

Affairs of Sohio, The S t a n d a r d  Oil C o m p a n y  of Ohio. Most of us 

are a c q u a i n t e d  a n d  I expect that all of y o u  know of Sohio's a n d  

BP's interests in Prudhoe B a y  a n d  the Trans Ala s k a  Pipeline, so 

I won't waste any words of introduction summarizing them. I w o u l d  

underscore, however, our continuing a n d  long term interests in the 

fut.ure of A l a s k a  as companies e n g a g e d  here a n d  as people w o r k i n g  

for them, m a n y  of w h o m  n o w  live here.

W i t h  respect to the subject of this hearing and all of the 

tax proposals y o u  m a y  consider, I h a r d l y  know where to begin. I 

guess that m y  first response is one of " d i s a p p o i n t m e n t”. Let me 

explain, because m y  disappointment is p r o bably not what y o u  might 

be assuming.

About a year ago I a p p e a r e d  before a joint hearing of your 

Committees here in Juneau. Other tax legislation was being c o n­

sidered then. At the end of our discussion that day, I urged



the State to take w h a tever time was n e c e s s a r y  to assess and 

balance three things: the future revenues of the State, the

future expenditures of the State, a n d  the State as a place to 

do business since a substantial m a j o r i t y  of the people of A l a s k a  

are e n g a g e d  in or w o r k  for businesses of all kinds. I not only 

urg e d  the State to consider these three things but also to 

determine a longer term taxing and leasing policy for the State 

that w o u l d  serve all three needs. I stated that m y  c o m pany 

w o u l d  be responsive to such policy studies and wo u l d  participate 

in them if invited. 1 felt that such a p o l i c y  assessment was 

long n e e d e d  by all of us, and that since the State no longer h a d  

its back to the w a l l  financially, it could and should take some 

time to do the job right.

I can tell y o u  that I was pre t t y  excited w h e n  I r e a d  the 

Governor's statement on M a r c h  31, 1976, to your Committees. He 

said that the State's taxing policy must acc o m p l i s h  the following 

objectives:

1. It must generate sufficient revenues not only to 

compensate the State for additional service costs 

a ttending such development but also to provide a 

reasonable additional "dividend" to Alaskans.

2. It must: leave profits to investors sufficient to 

encourage their continued interest in Alaskan 
r esource development, espe c i a l l y  where high risks, 

such as those in the area of oil and gas development, 

are involved.



3. It m u s t  be r e a s o n a b l y  r e s p o n s i v e  to n a t i o n a l  
a n d  w o r l d  economic trends of the time.

4. It should not: discriminate on the basis of 

o w n e r s h i p .

5. It must reduce u n c e r t a i n t y  a n d  en c o u r a g e  stable 

expectations about future r e s o u r c e  t a x  and 

m a n agement policies.

I felt further encouraged w h e n  I r e a d  Senate Concurrent 

R e s o l u t i o n  No. 101 w h i c h  spoke of the "revenue ne e d ;  of the 

state", "revenue from oil and gas leases a n d  pro d u c t i o n  from 

oil and gas", a n d  the "effect of i n c reased t a x ation *** on 

future oil a n d  gas development in the state".

The thought that both the A d m i n i s t r a t i o n  a n d  the L e g i s l a t u r e  

were going to take a thoroughgoing look at State revenues, State 

expenditures and their impact on the private sector in A l a s k a  

was g o o d  news. On J u l y  1, 1976 I wr o t e  Gregg Erickson, D i r ector 

of Research Services, Legislative A f f a i r s  Agency, identifying 

some of the subject areas these studies might examine, and sent 

information copies to Commissioner Ga l l a g h e r  a n d  Commissioner 

M a r t i n  who were heading up the A d m i n i s t r a t i o n ' s  studies. A  copy 

of that letter is attached to m y  t e s t i m o n y  today as Attachment A, 

if you are interested in i t .

During the summer and fall w h i c h  f o l l o w e d  not m u c h  appea r e d  

to be happening w i t h  these studies, or at least n o t  v e r y  m u c h  

was visable to us. Various consultants were h i r e d  and the w o r d



»
that f i l t e r e d  out seemed to indicate that some of them were 

looking at a d d i t i o n a l  revenue possibilities, but n o t  m u c h  else.

In October, I tri e d  to stir up some interest again on the. n e e d  

for a longer t e r m  taxing and leasing policy for the State, its 

people a n d  our industry. I spoke to the Fairbanks Industrial 

D e v elopment Corporation, the A n c h o r a g e  Chamber of Commerce, the 

A n c h o r a g e  Rotary, the K e n a i  Chamber of Commerce, and to the Bar 

A s s o c i a t i o n  here in Juneau. Again, the responses seemed a f f i r m­

ative.

Since the first of the year there has been a lot of n e w  tax 

bills int r o d u c e d  for conside r a t i o n  b y  the Legislature, and I 

suppose t h a t’s to be e x p ected in the first session of every n e w  

Legislature. M y  disappointment, however, was that there still 

h a d  been no in depth study of the p o l i c y  implications, of h o w  

such revenue measures might impact the longer t e r m  economy of the 

State that w i l l  dep e n d  a lot on continued, reasonable resource 

d e v e l o p m e n t .

Today, I ’d like to summarize a n d  give you copies of some 

of the w o r k  Sohio un d e r t o o k  in antici p a t i o n  of responding to 

the State's policy studies. I w i l l  tell y o u  about some other 

w o r k  we u n d e r t o o k  w h i c h  is still in progress a n d  which I hope 

w i l l  be f i n i s h e d  before too long. A l l  of this bears on both 

the p o l i c y  questions to be considered and the bills before your 

C o m m i t t e e s .



First, let's take up the subject of n e w  revenues to the

State. M a n y  times over the last few years we have been ask e d
/

to project w h a t  our c o m p a n y  a n d  the State mi g h t  rece i v e  from 

P rudhoe B a y  a n d  the Trans A l a s k a  P i p e l i n e 0 W e  k n e w  that if we 

'furnished the State projections of our o w n  future earnings 

expectancies, the rules of the Securities and Exchange Commission 

w o u l d  then r e q u i r e  us to disclose such projections to the general 

public and to p u b licly and perpe t u a l l y  update those projections 

a n y  time our internal estimates of the future changed. The burden 

of disclosing such projections on a perpetual basis and the 

potential liabilities to investors if such projections turned 

out to be w r o n g  have led s u bstantially all U.S. companies to 

decline publ i c a t i o n  of any earnings projections. ' Our counsel 

has a d v i s e d  against this too. Instead, and in order to be of 

some help to the State, we developed a hypoth e t i c a l  projection 

of tax payments to Alaska w h i c h  w o u l d  result from an assu m e d  

o n e - t h i r d  o w n ership of Prudhoe Bay and the Trans A l a s k a  Pipeline 

by each oi three typical companies. None of these companies is 

i ntended to represent a c o m pany a c t u a l l y  involved in t h e . d e v e l o p­

ment of the field or the pipeline. Rather, the projections are 

intended to demonstrate the level of tax obligations w h i c h  w o u l d  

result from the project be i n g  own e d  by companies v a r y i n g  in size 

a n d  scope of overall operations.



This par t i c u l a r  w o r k  w a s  included in a pa p e r  e n t itled 

Sohio S u b mission Ore w h i c h  was s u b m i t t e d  i n f ormally to the 

A l a s k a n  A d m i n i s t r a t i o n  a n d  L e g i s l a t u r e  on O c t o b e r  28, 1976, 

a n d  w h i c h  I offer n o w  f o r m a l l y  as Atta c h m e n t  B to m y  t e s t i m o n y  

today. To s u m m a r i z e , this pa p e r  e x a m i n e d  the A l a s k a  state 

income tax u n d e r  the a x l o c a t i o n  m e t h o d  of the M u l t i s t a t e  Tax 

Compact and made illustrative projections of the substantial 

revenue that A l a s k a  w o u l d  receive as a result of the first ten 

years of o p e ration of P.udhoe Bay a n d  the Trans Alas k a  Pipeline. 

No oil or gas p r oduction f r o m  a n y  other fields in Alaska, either 

existing o r  likely, were included in these projections. The 

projections of revenue included estimates of the State's r o y a l t y  

income and the tax receipts resulting from A l a ska's present 

severance tax, reserves tax, ad v a l o r e m  tax a n d  state income tax. 

The projections showed that under present A l a s k a  laws, and a s s u m­

ing a $13.00 per bar r e l  selling price in California, Ala s k a  w o u l d  

receive from Prudhoe B a y  a n d  the Trans A l a s k a  Pipeline average 

annual revenues on the or d e r  of $1 b i l l i o n  w i t h o u t  consideration 

of a n y  factor for future inflation. If the selling price in 

California were $10.00 per barrel, or $16.00 per barrel, A l a s k a  

w o u l d  receive annual revenues on the order of $800 m i l l i o n  or 

$1.6 billion, respectively.

While that's a lot of money, even without the n u m bers being 

escalated for a n y  inflation, we also w a n t e d  to k n o w  from a "fair



share" standpoint what part of the total revenues attributable 

to this Alaskan oil the State could expect to receive as c o m­

pared to all other states in the U.S. which will buy, refine, 

transport and use it. Let me give you a few interesting sta t i s­

tics based on the Sohio Submission One example. Since the

Prudhoe Bay field is located on state lands, Alaska would receive 

100 percent of the royalty payments. Similarly, Alaska wou l d  

receive 100 percent of the severance tax payments and 100 percent 

of the ad valorem tax p a y m e n t s . The reserves tax payments and 

the severance tax credits resulting from those payments are also 

strictly an Alaskan transaction. Since the field and pipeline 

are located in Alaska, though most of the sales of the oil will 

probably not be, the State will also receive state income tax 

payments amounting to 22 percent of the total income tax paid to 

all states in the U.S. F i n a l l y  and at all three of the oil price

levels assumed :Ln Sohio Submission One which were intended to

range over the probably market price, Alaska, as one state, would 

receive 75 percent of all revenues to be received by all fifty 

states from oil production at Prudhoe Bay.

Though Sohio Submission One looked at only one field and one 

pipeline, it does provide a lot of assurance that Alaska's revenue 

needs will be well covered in the years ahead.

This was  c o n f i r m e d  d i r e c t i o n a l l y  b y  the Report of the D e p a r t­

ment  of Reven u e to the G o v e r n o r  o n  A l a s k a 1s O i l  and Gas T a x



Structure, dated F e b r u a r y  11, 1977. Chapter IV of this Report 

states that the Department of Revenue has calculated a combined 

general fund and permanent fund balance at the end of fiscal year 

1985 ranging from $8.5 billion to $8.7 billion, depending on which 

gas pipeline project is ultimately built to take gas from Prudhoe 

Bay. In any event, the State is looking forward to very substantial 

revenue surpluses. That has another implication for the legislation 

you are considering now. A n y  additional tax legislation will only 

add to the s u r p l u s .

The second piece of w o r k  Sohio undertook in anticipation of 

State studies on longer term tax and leasing policies was a c o m­

parison of the total tax burdens under the present laws in Alaska 

and other leading oil producing states. This w o r k  proved further 

the testimony I presented to you a year ago and was developed on 

the same factual base as we used in Sohio Submission O n e . We 

called it Sohio Submission Two and submitted it informally to 

the Administration and Legislature on January 21, 1977. May I 

offer it formally now as Attachment C to my testimony today.

Sohio Submission Two compares the projected total taxes that 

Alaska will receive as a result of the first ten years of operation 

of Prudhoe Bay and the Trans Alaska Pipeline with the total taxes 

whi c h  the State would receive if it had the tax structure of the 

other three leading oil producing states of Texas, Louisiana or



California. Since this was a comparison of the taxes of these 

states, Alask a ' s  roya l t y  payments were n o t  considered in 

Sohio Sub m i s s i o n  T w o . F o r  comparison purposes^ only the _§13.Oti 

per bar r e l  California selling price was used. This comparison, 

ag a i n  under present law, c o n firmed that Alaska's tax b u r d e n  on 

a project like Prudhoe Bay a n d  the Trans Ala s k a  Pipeline a l r eady 

equals or exceeds that of other oil producing states. S p e c i f i­

cally, Alask a ' s  present tax burden is 176 percent of the Texas 

tax burden, 99 percent of the Lo u i s i a n a  tax burden, and 111 percent 

of the C a lifornia tax burden. Since state tax burdens represent 

a cost to companies engaged in oil exploration and production, 

the o v e rall tax burden in one state compared to another is one 

of the factors considered b y  companies in deciding where additional 

oil exploration should be done.

Other comparisons in depth w i t h  the same import have been 

done b y  the Alas k a  Legal Committee of the Alaska Oil a n d  Gas Asso c i  

ation, a n d  I think you w i l l  find them to be of interest.

There are, of course, other factors wh i c h  influence decisions 

o n  where resource development w i l l  be carried on. A m o n g  these 

factors are the basic costs of finding, producing and transporting 

oil in various states or regions of the U.S. The third subject 

Sohio has been examining with respect to the State's long term 

taxing a n d  leasing policy considerations is h o w  the costs of



carrying on oil a n d  gas d e v elopment in Ala s k a  a n d  other areas 

of the country compare. W e  know from our general experience
I

that there is a p r e mium to be paid for working in the arctic 

a n d  offshore, but we h o p e d  to be able to document this a n d  do 

so on a comparative basis. G o o d  current data is difficult to 

come by. W e  are mak i n g  progress, but n o t  as fast as I h a d  hoped,
0

so I do not have f i n ished w o r k  on that to offer you today.

The w o r k  so far confirms the premium cost factor of oil 

a n d  gas development in the arctic and offshore. Let me give 

y o u  a few examples. It costs two or three times as m u c h  to drill 

a well in Alaska as it w o u l d  to drill the same w e l l  most places 

in the L o w e r  48. It sometimes costs more to ship a piece of 

casing to northern A l a s k a  than the casing itself costs. Hou r l y  

rates for construction labor are substantially hig h e r  in the 

arctic, a n d  the p r o d u c t i v i t y  is in m a n y  instances less than 

o n e - t h i r d  or one-half of what y o u  expect in other areas of the 

c oun t r y  due to the extreme w e a t h e r  conditions.

Last August, the F e d e r a l  Energy A d m i n i s t r a t i o n  p u b l i s h e d  a 

study that had been made of potential future developments of N P R  4.-^ 

While this report was w r i t t e n  in terms that were somewhat difficult 

for us to understand, at least two points seemed clear. The first 

one was that the costs are so h i g h  and risks are so great in the

— / "The Exploration, Development and Production of Naval P e t roleum 
Reserve No. 4." published b y  the Federal Ene r g y  A d m i n i s t r a t i o n  

August, 1976.



arctic that w i t h  present prices of oil in California, it w o u l d  

be u n e conomic to d e v e l o p  oil in Na v a l  P e t r o l e u m  Reserve 4 unless

I
a field or a cluster o f  c l o s e l y  loca t e d  fields were found w i t h  

a total reserve of o n e - h a l f  b i l lion barrels of oil. The s i g n i f i­

cance of this is startling w h e n  y o u  consider that a o n e -half

b i l l i o n  bar r e l  fie l d  in the L o w e r  48 w o u l d  be a r e a l  bonanza.
#

The second point in that repo r t  that struck us was the ind i c a t i o n  »

that at present oil prices, a 3-billion barrel field w o u l d  earn

a private investor an 8 percent rate of return. If the figures

of this study are right, it is doubtful that anyone w o u l d  undertake

a v e n ture like that for that level of economic return.

The three areas Qf our studies w h i c h  I h a v e  s u m marized tells

y o u  about wh e r e  we were w h e n  this session of the L e g i s l a t u r e  began.

Since then, a n u m b e r  of proposals for a d d itional A l a s k a  taxes on

future oil a n d  gas operations have been introduced for consideration.
• •

We have tried to stu d y  all of these p r o p o s a l s , a n d  have made a 

start on two aspects: their economic impact on our industry here

and their legality. Because there are so m a n y  bills, I w o u l d  like 

to comment on those that have been submitted by members of the 

L e gislature as a group and on those that have been submitted by 

the A d m i n i s t r a t i o n  as a group. Specifically, the bills that I 

w i l l  be referring to as Legi s l a t i v e  bills are those pertaining to 

severance tax, income tax, and the net proceeds tax. In connection



w i t h  those submitted b y  the Administration, I will be including 

the franchise tax, the property tax, and the severance tax.

The economic impact analysis produced some startling numbers.

Y o u  will recall that in our Sohio Submission One and Sohio Submission 

Two we calculated what the tax income to *-he State will be from 

Prudhoe Bay and the Trans Alaska Pipeline under present severance 

tax, ad valo r e m  tax and income tax during calendar years 1977 

through 1986. We tten made the same calculations assuming the 

taxes proposed by the Legislature were enacted, and also made 

them assuming the taxes proposed by the Administration were enacted. 

In each case we compared the results with the same leading oil 

producing states, Texas, Louisiana and California. The results 

of all this are set forth in Sohio Submission Three which is 

Attachment D to m y  testimony today and which I formally offer 

n o w  as a part of your Committees' record.

You may want to examine Sohio Submission Three in detail, 

but let me highlight a few things for our discussion today. The 

hypothetical companies assumed to own all of Prudhoe Bay and the 

Trans Alaska Pipeline in Sohio Submissions One and Two were p r o­

jected to pay the State $5.5 billion from 1976 to 1986 under 

present Alaskan laws. You will recall that the $5.5 billion 

figure represented revenues from the field and pipeline only, 

and did not include likely revenues from any other present or



future oil and gas development in Alaska. Y o u  will also recall 

that these figures have no factor in them for any inflation 

w h i c h  will probably occur. The results are summarized in the 

following table, and show that Alaska wo u l d  collect from the 

three companies about the same total amount it_would_ if -it., had 

the tax structure of L o u isiana on Alaska.'s b o o k s , 176% of the 

amount it would if it h a d  the tax structure of Texas' laws, and 

111% of the amount it w o u l d  if it h a d  the tax structure of California.

If Alaska h a d  the taxes of:_______

Alas k a  Texas Louisiana California
Severance Tax $2,688 $1,649 $4,466 $ 0

A d  V a l o r e m  Tax 2,038

Income Tax • 753

1,459 684 4,202

0 382 728

Total $5,479 / $3,108 $5,532 $4,930

Ala s k a  as a percent
of the other states 1767, 99% 111%

In Sohio Submission T h r e e , we first calculated the results 

if the Administration's tax proposals are enacted and found that 

the State's tax income just from Prudhoe Bay and the Trans Alaska 

Pipeline is non-in f l a t e d  dollars would increase by about $2 billion 

through 3986 over what it w o u l d  be under Alaska's present tax laws. 

This would bring the total payments by the three companies in our 

analysis to $7.5 billion. Comparing these results with the results 

under the tax structures of Texas, Louisiana and California



s h o w e d  t h a t  A l a s k a  s tax income w o u l d  be 2 4 0 %  o f  the r e v e n u e s  

p r o d u c e d  b y  the Te x a s  laws, 135% o f  the r e v e n u e s  p r o d u c e d  b y  

the L o u i s i a n a  laws, a n d  1 5 1 %  of the r e v e n u e s  p r o d u c e d  b y  the

C a l i f o r n i a  laws. As S o h i o  S u b m i s s i o n  T h r e e  shows “that e v e n  t h e ____L

•passage of one of the A d m i n i s t r a t i o n ' s  p r o p o s a l s  significantly-*.. _r

l e n g t h e n s  A l a s k a ' s  l e a d  o v e r  the o t h e r  o i l  p r o d u c i n g  states.

 ________  If A l a s k a  h a d  the taxes of:

 A l a s k a  Texas L o u i s i a n a  C a l i f o r n i a
S e v e r a n c e  T a x  $3,283 $1,6 4 9  $4,466 $ 0

A d  V a l o r e m  T a x  2,582 1,459 684 4 , 2 0 2

Income T a x  1,591 0 - 382 728
' 1 w

T o t a l  • $ 7 , 4 5 6 y $3,108 $5,5 3 2  $4,930

A l a s k a  as a percent

of the o t h e r  states 240% 135% 151%

T h e  n e x t  thing we did in Sohio S u b m i s s i o n  Three was to calculat 

the resu l t s  if the L e g i s l a t u r e ' s  tax proposals are e n a c t e d  a n d  

f o u n d  t h a t  the State's tax income j u s t  f r o m  P r u dhoe Bay a n d  the 

Trans A l a s k a  P i p e l i n e  in n o n - i n f l a t e d  dollars w o u l d  increase by 

$3.6 b i l l i o n  t h r o u g h  1986 o v e r  w h a t  it w o u l d  be u n d e r  A l a s k a ' s  

pr e sent tax laws. This w o u l d  b r i n g  the to t a l  payments b y  the : _ 

three companies in o u r  analysis to $9 billion. Again, c o m p a r i n g  

these results w i t h  the r e s u l t s  u n d e r -the tax structures of Texas, 

L o u i s i a n a  a n d  C a l i f o r n i a  s h o w e d  that A l a s k a ' s  tax income w o u l d  be 

291% of the revenues p r o d u c e d  b y  the Texas laws, 163% of the



r e v e n u e s  p r o d u c e d  b y  the L o u i s i a n a  laws, and 183% of the r e v e n u e s  

p r o d u c e d  by  the C a l i f o r n i a  laws. A n d  again, Sohio S u b m i s s i o n  T h r e e  

shows that the p a s s a g e  o f  j u s t  one o f  the L e g i s l a t u r e ' s  p r o p o s a l s  * 

w i l l  s i g n i f i c a n t l y  l e n g t h e n  A l a s k a ' s  l e a 1 over the other oil pro- . 

d u c i n g  states. - — :

- . • If A l a s k a  h a d  the taxes of:

  A l a s k a  Te x a s  Louis iana C a l i f o r n i a

S e v e r a n c e  T a x  $4, 2 1 9  $1,649 $4,466 $ 0

A d  V a l o r e m  T a x  2,038 1,459 684 4 , 2 0 2

Income T a x  2,774 _______ 0 382 728

T o t a l  $ 9 , 0 3 1  $3,108 $ 5 , 5 3 2  $4,930

A l a s k a  as a p e r cent

o f  the other states 2917® 1637* 183%

  In m a k i n g  the c a l c u l a t i o n s  in S o h i o  S u b m i s s i o n  Three we a s s u m e d

a pr i c e  of $13.00 for oil in California, a n d  included no f a c t o r  for 

inflation. I r e a l i z e  that our t r e atment of price a n d  i n f lation is 

c o n s e r v a t i v e  a n d  that it is d i f ferent f r o m  the w a y  the D e p a r t m e n t  

of R e v e n u e  has done its work. The surpluses in 1985 for the G e n eral 

F u n d  and for the P e r m a n e n t  F u n d  w h i c h  have b e e n  p r o j e c t e d  b y  the 

D e p a r t m e n t  of Reve n u e  a n d  w h i c h  I r e f e r r e d  to above r e f l e c t  

some a s s u m e d  increases in the price of oil a n d  a factor f o r  i n f l a­

tion. In a n y  event, it seems lik e l y  that a n y  increases in tax 

income w h i c h  the State w i l l  realize if it enacts part or all of



the L e g islative package or the A d m i n i s t r a t i o n  package will 

simply increase the surpluses. I d o n’t know what the total 

surplus w o u l d  then be, but it co u l d  be several times $8.5 

billion n o w  p r o jected b y  the D e p artment of Revenue un d e r  the. 

present laws of Alaska.

Most of y o u  know that I have always been reluctant to 

argue legalities of p r o p o s e d  legislation. It sometimes produces 

more misund e r s t a n d i n g  than help. It is, however, a subject of 

concern from time t.~ time on the part of the Legi s l a t u r e  itself, 

the A d m i n i s t r a t i o n  and our industry. As you know, we r o u t i n e l y  

r e v i e w  significant legislative proposals for legality. W i t h  the 

n u m b e r  of bills before this Legis l a t u r e  and the d i v e r s i t y  of their 

concepts, we have o n l y  h a d  time to m a k e  a p r e liminary review. F o r  

what it's wo r t h  a n d  not to be argumentative, let me give y o u  some 

first observations. T h e y  suggest that further legal analysis m a y  

be appropriate for both the State a n d  ourselves.

In addition to the nu m e r i c a l  facts of the matter, there are 

some circumstances in the overall setting which bear on the legality 

of further tax proposals. F o r  about seven years or perhaps a little 

longer, the State has made persistent efforts to increase its tax 

revenues from oil a n d  gas activities in Alaska, a n d  parti c u l a r l y  

its expected revenues from Prudhoe Bay and the Trans A l a s k a  Pipeline. 

The focus has been rat h e r  n a r r o w  and the principal bur d e n  has been



d i r ected to a few larger companies w h o  have come to the State 

to engage in oil and gas exploration, development and t r a n s­

portation. Most all of such taxes' impact upon interstate 

commerce b y  reason of the fact that over 99 percent of the 

m a r kets for this A l a s k a n  i n d ustry are located outside the State.

i
The resu l t s  are the tax laws pr e s e n t l y  on the books here. It 

is g e n e r a l l y  r e c o g n i z e d  that these laws as n o w  constituted w i l l  

produce revenues far in excess of the State's revenue needs over 

the next decade and beyond. No revenue n e e d  ju s t i f i c a t i o n  has 

even been attempted for the n e w  tax proposals n o w  before this 

Legislature. The cumulative effect of all this raises questions 

w h e t h e r  further substantial taxes become a confiscation of an 

equ i t y  interest or a m o d i f i c a t i o n  of r o y a l t y  contracts after the 

leases have been sold. The cumulative effect raises the q u e stion 

of a demonstfable bias against interstate commerce that w o u l d  

lead a court to conclude that this package of taxes discriminates 

against and unduly burdens interstate commerce. Again, let me 

say that I am outlining these questions to point up some legal 

areas I. believe we all should examine, and not to be argumentative.

Y o u  m a y  also be interested in some specific comments on the 

n e w  income tax proposals before your Committees. M y  comments in 

this r e g a r d  relate e s s e n t i a l l y  to two legal concepts: fairness



a n d  uniformity. F a i r n e s s  to the taxpa y e r  is of course something 

that sho u l d  characterize all taxes that a gove r n m e n t  imposes.

It takes on an a d d e d  dimension, however, in the context of a 

federal s y s t e m  where, in. a d d i t i o n  to the exactions of the n a t i o n a l  

government, a c o m p a n y  can be o b l i g e d  to contribute to the fiscal, 

nee d s  of as m a n y  as f i f t y  state governments. If such businesses 

are n o t  to bear a dispro p o r t i o n a t e  share of the total t a x  burden, 

it is essential that the taxes i m p o s e d  b y  each j u r i s d i c t i o n  reflect 

a h i g h  sense of equity, of fairness, in determining the portion 

of the company's activities to be included in that state's tax base.

This concern for fairness is e m b o d i e d  in the federal c o n s t i­

tution in the Commerce Clause and the Due Process Clause, a n d  is 

at the core of the a p p r o a c h  w h i c h  the Supreme Court has charted 

in construing those p r o visions as t h e y  relate to state taxing 

statutes. A  similar sentiment emanates from the Equal Protection 

Clause. Thus, for example, the U.S. Supreme Court has said that 

a m u l t i - s t a t e  enterprise should n o t  be made to "bear more tha,* 

its fair share" of the costs of state government, "that taxes 

imposed on income from i n t erstate commerce (should) be fairly

I
apportioned" betweer. the States in order to av o i d  the risk of 

m u l t i p l e  taxation, a n d  that the tax should be "a c o n s t i t u t i o n a l l y  

fair dema n d  b y  the State for that aspect of the interstate commerce 

to w h i c h  the State bears a special relation." It is interesting



a n d  somewhat r e f r e s h i n g  that a m a t t e r  so fundamental to our 

fede r a l  system should be g o v e r n e d  in the final analysis b y  a 

simple, penetrating, common-sense inquiry: Is it fair?

Although, as one mi g h t  expect, the precise dimensions of 

this " f a i r n e s s” sta ndard h a v e  n o t  b e e n  fully spelled out, there

are a n u m b e r  of decisions w h i c h  shed some light along the yay.

»

F o r  example, we k n o w  that it is n o t  fair in terms of the Commerce 

C la u s e  for a state taxing statute d i r e c t l y  or indirectly to prefer 

local a c t i v i t y  at the expense of interstate activity. The cases 

also tell us that it is u n f a i r  for a State to apply an imprecise 

ap p o r t i o n m e n t  formula w h i c h  inflates the portion of the m u l ti-state 

e nte r p r i s e  i n c luded in its tax base. We know that it is unfa i r  

for a State to adopt an apportionment formula so p l a i n l y  i n c o n­

sistent w i t h  that prevailing in other States that the logical a n d  

inevitable consequence w i l l  be that interstate income is subjected 

to m u l t i p l e  taxation.

In the light of these indications, it w o u l d  seem appropriate 

for your Committees to give c o nsideration to the provisions of each 

n e w  p r o p o s a l  to a s c ertain h o w  fairly each one treats the mult i - s t a t e
I

companies w h i c h  are a c t ively e n g aged in Alaska. W i t h  reference 

first to the p r o p o s e d  Oil a n d  Gas Corporate Franchise Tax, there 

are several gene r a l  lines of inquiry w h i c h  I w o u l d  recommend and 

w h i c h  in turn w i l l  likely lead to further, more specific questions.



T h e  p r o p o s e d  s u bstitution of an "extraction factor" for the 

w i d e l y  u s e d  "sales factor," w o u l d  app o r t i o n  the entire e n t e r­

prise of a multi - s t a t e  taxpayer according to a factor w h i c h  

m e a s u r e s  o n l y  the taxpayer's oil and gas e x t r a c t i o n  activity.

The e s s e n t i a l  p r o b l e m  w i t h  the e x t r a c t i o n  factor is that, unl i k e  

the s t a n d a r d  three factors w h i c h  m e a s u r e , a c t i v i t y  common to 

v i r t u a l l y  all p r ofit-making endeavors and thus w i l l  g e n e r a l l y  

res u l t  in a fair estimate of the portion of the taxpayer's 

entire e n terprise r e l a t e d  to the taxing state, the extraction 

factor is v e r y  n a r r o w l y  b a s e d  a n d  thus seems w h o l l y  i n appropriate 

to the task of apport i o n i n g  the fruits of a m u l t i - f a c e t e d  i n t e r­

state enuarprise. As a result, this factor, in the case of Sohio, 

w o u l d  ap p o r t i o n  to Alas k a  income derived from a wide v a r i e t y  of 

our activities w h o l l y  u n r e l a t e d  either to Alaska or to oil and 

gas extraction, such as chemical sales, patent licensing, coal 

a n d  u r a n i u m  extraction, sales of plastic products and toothbrushes, 

a n d  f e r tilizer sales, even though none of these activities w i l l  be 

r e f l e c t e d  in either the n u m e r a t o r  or the denominator of the f r a c­

tion. I submit that this overreaches all bounds of fairness.

Moreover, as a result of the patent inconsistency of the 

e x t r a c t i o n  factor w i t h  the sales factor a p p lied in the o v e r w h e l m i n g  

m a j o r i t y  of other states, the extraction factor will i n e vitably 

le a d  to m u l t i p l e  taxation of income derived from the sale or 

e x c hange of A l a s k a n  oil out-of-state. Between Alaska and the



state of sale, for example, as m u c h  as 133% of this income 

co u l d  be taxed., This w o u l d  w e l l  be the impact on Sohio a n d  

I ask y o u  to consider w h e t h e r  this represents fair treatment 

of interstate commerce.

 Y o u  m a y  also want to refer to Tables A, B and C of Sohio

S ubm i s s i o n  Three a n d  p a r t i c u l a r l y  the line on each of those 

tables entitled, "Effective Composite State Income T a x  Rate on 

Total Taxable Earnings". The jump in the percentages from those 

shown o n  Table A  to those shown on Tables B and C are a pre t t y  

clear d e m onstration of the duplicative tax impact that raises 

the Con s t i t u t i o n a l  questions.

A  final point in r e f erence to the franchise tax proposal 

w h i c h  I thi n k  the Committees ought to c o n sider is w h e t h e r  the 

effect of the $250 mill i o n  floor is to exempt local producers 

w h i l e  c o n centrating the impact of the tax on the m u lti-state 

producers. I u n d erstand the interests w h i c h  this provision is 

designed to protect and am sympathetic to them, But the legal 

q u e s t i o n  is can the actual effect of this be r e c o n c i l e d  w i t h  the 

n o t i o n  of fairness und e r l y i n g  the Commerce Clause.

In the same vein, both the net proceeds tax proposal and 

the separate accounting proposal should be subjected to the same 

careful analysis. In general, I hope the Committees will consider 

whether it is appropriate and fair to single out the oil industry 

from all other corporations in Alaska for such extraor d i n a r y  tax



treatment. In particular, the deductions a l l o w e d  under these 

proposals should be analy z e d  to see whether they discriminate 

between in-state a n i  out-state e x p e n d i t u r e s , w h i c h  I submit m a y  

constitute u n f a i r  treatment of interstate commerce.

Finally, I w o u l d  like to refer brie f l y  to the legal c o n­

cept o#f u n i f o r m i t y  w h i c h  A l a s k a  has endorsed b y  its adoption of 

the U n i f o r m  D i v i s i o n  of Income for Tax Purposes Act and of the 

M ult i - s t a t e  T a x  Compact. I submit that the proposals I have just 

b e e n  discussing amount to a m a j o r  retreat from the principle of 

uniformity, e s p e c i a l l y  in light of the unavoidable duplicative 

taxation w h i c h  tne extraction factor w o u l d  generate. Moreover, 

the separate a c counting and net proceeds proposals are difficult 

to reconcile w i t h  the Multi - s t a t e  T a x  Commission's v i e w  that the 

three-factor formula should, in the interests of uniformity, enjoy 

clear predominance over any alternative approaches. As the Commission 

has said in its proposed regulations under the Compact, separate 

accounting "may be invoked only in specific cases where unusual 

fact situations (which ord i n a r i l y  will be unique and nonrecurring) 

produce incongruous results under the apportionment and allocation 

provisions contained in Article TV." Even under the Compact, 

departure from the three-factor formula is to happen, if at all, 

only on a case-by-case basis wit h i n  the reasonable discretion of 

the Tax Commissioner. In this light, the Committees should ask



to what extent, if any, A l a s k a ' s  statutory departure from the 

Compact in the case of the State's largest industry w o u l d  be 

consistent w i t h  Alaska's c o n t i n u e d  memb e r s h i p  in the Multi-state 

Tax Compact.

Well, wh e r e  are we? I realize that I've given y o u  a lot to 

think about. I don't m e a n  to o v e r w h e l m  you, out the subjects 

y o u  are considering are pre t t y  substantial in and of themselves.

Let me try to tie it all together w i t h  five principal perspectives.

First, the State's ne e d s  for revenues are more than covered 

for the forseeable future, and the past concerns about running 

out of m o n e y  to m e e t  current needs are no longer w i t h  you.

Second, the State's present tax laws concerning oil a n d  gas 

exploration, p r o duction and transpor t a t i o n  equal or exceed those 

in the other leading oil producing states. A n y  further oil and 

gas taxes will simply add to the State's projected revenue surpluses.

Third, the other costs businesses must pay for carrying on 

exploration, production and t r ansportation in Alaska reflect the 

p r e m i u m  that must be paid in pursuing the potential of energy 

resources in the arctic. It is a p e n alty that Alaska itself must 

recognize in considering ma j o r  n e w  tax legislation, notwithstanding 

the h i g h  potential it has in e n e r g y  resources. This is particularly 

true n o w  w h e n  construction of the Trans Alaska Pipeline is winding 

down. Alaska is movi n g  into what Robert R. Richards of the Alaska



Pacific B a n k  has r e c e n t l y  called the "post pipeline plateau".

He forecasts a "modest downturn" but n o t  a "bust". He points out 

that the c o n s t r u c t i o n  industry w i l l  experience somewhat of a 

setback in 1977, that reta i l  a n d  w h o l e s a l e  trade w i l l  level off 

in A n c h o r a g e  a n d  w i l l  drop si g n i f i c a n t l y  in Fairbanks, and that 

the State's economy in general will decelerate this year. A  bright 

spot in the State's economy w i l l  be the K e n a i  r e g i o n  w h i c h  will 

g r o w  as a p e t r o l e u m  service and supply base for b o t h  Cook Inlet 

production and G u l f  of Ala s k a  exploration. He notes that A l a s k a’s 

future remains bright because of its resource and other potentials.

U n d e r l y i n g  this future, however, is the assumption of continued, 

reasonable resource development, a n d  the positive incentives n e e d e d  

to assure its continuation. This subject was a d d ressed in depth 

in Washington, D.C. last Monday, in San Fr a n c i s c o  on Tuesday, and 

in An c h o r a g e  y e s t e r d a y  in hearings before the F e d e r a l  E n e r g y  A d m i n i­

stration on the appropriate pricing of Prudhoe Bay oil. I attended 

the hearings in W a s h i n g t o n  and Anc h o r a g e  a n d  w o u l d  like to give you 

a repo r t  on the te s t i m o n y  of three witnesses. Th e i r  remarks 

r e c o g n i z e d  the h i g h  costs and risks of oil and gas development in 

the arctic, the n e e d  for positive economic incentives to encourage 

this work, a n d  the important role A l a s k a  w i l l  play in meet i n g  the 

Uni t e d  States' needs for energy in the future.

— ^ "Economic O u t l o o k  for the Year 1977", Alaska Business T r e n d s , 
A l a s k a  Pacific Bank.



C ommis s i o n e r  Sterling Gallagher r e p r e s e n t e d  the State in 

the W a s h i n g t o n  h e a r i n g  and made a fine presentation. In at 

least four places in his t e s t i m o n y  he ur g e d  the F E A  to provide 

"positive price incentives" at the w e l l h e a d  in A l a s k a  that w o u l d  

e ncourage future development. He r e c o g n i z e d  that this a p p l i e d  to 

developments n o w  u n d e r w a y  like Prudhoe Bay a n d  to all future 

resource development in Alaska. He expressed real concern that 

other possible courses of decision b y  the F E A  w o u l d  "virtually 

g uarantee that no other N o r t h  Slope resevoir is developed and 

(would) create a p r o n o u n c e d  disincentive for the State of Ala s k a  

and the A l a s k a  Nat i v e  corporations to make any more lands available 

for oil and gas leasing." He stated that "The No r t h  Slope is a 

f rontier area, still largely u n e x p l o r e d  and u n t e s t e d  despite past 

a n d  present e x ploratory work. L i k e l y  discoveries and development

w i l l  be m u c h  closer to the threshold of economic v i s a b i l i t y  than
• * •

is the m a i n  pool of Prudhoe Bay." W i t h  respect to Prudhoe Bay 

he n o t e d  that at the low w e l l h e a d  prices possible under one F E A  

alternative, "the economic justifi c a t i o n  for developing even the 

m a i n  Prudhoe B a y  oil pool would, if discovered today, be an ’iffy' 

proposition. A n d  I can assure y o u  that the likelihood wou l d  be 

n i l  for any further N o r t h  Slope development other than that to 

w h i c h  the companies are alre a d y  deeply committed." I sat there 

and quietly cheered when the Commissioner concluded his testimony



saying, "Oil p r o d u c t i o n  decisions g e n e r a l l y  enta i l  m i d d l e  to 

lo n g - t e r m  investments, a n d  s t a bility is m o r e  important in the 

decision than m a k i n g  ep h e m e r a l  benefits that m a y  be o f f e r e d  by 

FEA." I ’m  sure that y o u  re c o g n i z e  that the interests of the 

State a n d  those of our i n d u s t r y  are identical in this, b o t h  before 

the F E A  a n d  g e n e r a l l y  speaking.

S e n ator T e d  Stevens also spoke e l o q u e n t l y  for A l a s k a  in the 

F E A  hearing urging the m a x i m u m  incentives possible u n d e r  present 

federal law.

The third witness before the F E A  hearings in W a s h i n g t o n  

that I want to report on was Da v i d  P. Goodman, M a n a g i n g  D i r e c t o r  

of Mor g a n  S t a n l e y  &  Co. Incorporated, investment bankers in N e w  

York City. Mr. G o o d m a n  is also a mem b e r  of the E n e r g y  F i n a n c i a l  

A d v i s o r y  Committee to the FEA. His firm a r r a n g e d  over $5.5 b i l lion 

of the financing for Prudhoe Bay and the Trans A l a s k a  Pipeline, 

a n d  he per s o n a l l y  h a d  the r e s p o n s i b i l i t y  for over $5 b i l lion of 

that amount. In the course of his w o r k  he has h a d  in depth d i s­

cussions w i t h  more than seventy maj o r  i n stitutional investors 

regarding the financing of these and other large e n e r g y  projects. 

His testimony before the F E A  last M o n d a y  is A t t a c h m e n t  E to m y  

testimony here today, a n d  I urge you to r e a d  the full account.

There are several parts of his testimony to the F E A  w h i c h  bear 

directly on the business climate here in Alaska and w h i c h  I w o u l d  

like to highlight for you.



. W i t h  r e s p e c t  to the c e n t r a l  issue on the p r i c i n g  of '

A l a s k a n  oil, Mr. G o o d m a n  m a d e  the f o l l o w i n g  s t a t e m e n t  w h i c h

h e c h a r a c t e r i z e d  as a strong one., He s a i d  t h a t  as a r e s u l t

of. all the f i n a n c i n g  w o r k  he h a d  b e e n  e n g a g e d  in a n d  a l L  t h e

d i s c u s s i o n s  w i t h  i n s t i t u t i o n a l  i n v estors he h a d  had, _ ......

. . . "I have c o n c l u d e d  that if the A d m i n i s t r a t i o n  e s t a b l i s h e s  

price c o n t r o l  or e n t i t l e m e n t s  t r e a t m e n t  for (Alaska 

• - N o r t h  Slope) crude w h i c h  does oth°r than a l l o w  it to 

compete in price w i t h  w o r l d  oil in the U n i t e d  Stat e s  

market, this a c t i o n  w i l l  have a serious d e t r i m e n t a l  

impact o n  i n v e s t o r’s w i l l i n g n e s s  to prov i d e  f i n a n c i n g  

for the d e v e l o p m e n t  of future e n e r g y  p r o j e c t s ,. b o t h  

for p e t r o l e u m  a n d  ottier e n e r g y  so u r c e s . "

He n o t e d  that there w e r e  four areas o f  r i s k  that lenders sought

a s s u r a n c e  on: that the oil was there, that the p i p e l i n e  a n d  t e r m i n a l

w o u l d  work, that there w o u l d  be a r e a d y  market, for the oil, a n d

that the o v e r a l l  project e v i d e n c e d  c o n t i n u e d  f i n a n c i a l  v i a b i l i t y .

He said that his f i r m  h a d  b e e n  able to a n s w e r  m o s t  of the q u e stions

m o s t  investors had, but

"there was one risk w h i c h  we w e r e  unab l e  to e l i m i n a t e  

in the mi n d s  of c e r t a i n  major, s o p h i s t i c a t e d  investors, 

a n d  they d e c l i n e d  to p a r t i c i p a t e  in the f i n a n c i n g  p a r t l y  

b e c ause of it. That r i s k  was that g o v e r n m e n t  w o u l d  n o t  

. permit (Alaska N o r t h  Slope) crude oil to compete, w i t h  

■. - 'world oil in the m a r k e t  place, but w o u l d  place r e s t r i c­

tion on its price such as are c u r r e n t l y  u n d e r  c o n s i d e r a­

tion."

A  few m o m ents later he said:

"That is w h y  m y  f i r m  feels s t r o n g l y  that u n f a v o r a b l e  

treatment for (Alaska N o r t h  Slope) crude w i l l  a d v e r s e l y  

affect the a b i l i t y  of i n d ustry to fina n c e  fut u r e  e n e r g y  
p r o j e c t s ."



Mr. Goodman t h e n  turned to the r i s k  elements of Alaskan

N o r t h  Slope development and the a p propriate rate of r e t u r n  for 

projects like Prudhoe Bay and the Trans A l a s k a  Pipeline. He said:

"These hearings are also investigating the risk elements 

of North Slope development a n d  the a p p ropriate rate of 

return for this project. B o t h  of these subjects were 

obv i o u s l y  m a t t e r s  of great interest to investors. This 

project is one of the r i s k i e s t  ever u n d e r t a k e n  b y  industry. 

The important risks aren't those cit e d  in the M o r t a d a  

study. The cost of e x p l o r a t i o n  before the Prudhoe Bay 

discovery w e l l  is insignificant c o m p a r e d  w i t h  the risk 

u nd e r t a k e n  b y  the industry in going ahe a d  w i t h  the p r o­

ject under the Pipeline Right of W a y  Act. The p a r t i c i­
pants were com m i t t e d  to complete the project n o  matt e r  

what the cost in the face of absolute federal and state 

controls over construction. R e m ember that this project 

h a d  been dela y e d  over four years by court intervention 

a n d  government reaesign. Compliance w i t h  these actions 

h a d  alre a d y  m o r e  than doub l e d  c o s t s . Yet the industry 
was forced to accept a set of stipulations far more 

exacting than a n y  ever a p p l i e d  to such constr u c t i o n  before, 
stipulations that m a n y  in the indus t r y  w e r e  co n c e r n e d  about 

being p h y s i c a l l y  able to com p l y  with, a n d  to proceed with 

absolute a u t h o r i t y  v e s t e d  in one m a n  to halt construction 

or require design changes that could cause costs to s k y­

rocket w i t h  no a c c o u n t a b i l i t y  for cost effectiveness.

The industry und e r t o o k  these absolute obligations, and 

costs did rise to the point where, if ANS crude is allowed 

to compete against w o r l d  oil, the M o r t a d a  study a n d  indus­

try figures indicate that the project w i l l  earn a d i s­

counted ret u r n  in the area of 14% to 16%.

"Mortada states that a r e t u r n  of 12% sho u l d  be equitable. 
There m a y  be some a n a l o g y  to the returns a l l o w e d  to 

r e g ulated industries in M o r tada's thinking, although 

even h i g h e r  returns are a l l owed in r i s k y  start-up ventures 

there. But r e g u l a t e d  returns involve an exclusive f r a n­

chise w h e rein subsequent rate reg u l a t i o n  assures such a 

return. No one is assuring the price of A l a s k a n  or w o r l d  

oil.



"If we h a d  pr o j e c t e d  a 127o return from the outset,

I'm n o t  sure that the project could have been 

financed. It's our experience that oil companies 

w i l l  not undertake a project involving any s i g n i­

ficant r i s k  for a pro j e c t e d  r e t u r n  of un d e r  15%.

The industry w i l l  earn returns of ap p r o x i m a t e l y  

22% in the B r i t i s h  N o r t h  Sea, where they have 

e x p erienced r e t r o a c t i v e  m a j o r i t y  p a r ticipation by 

the B r i tish government. The financial institutions 

who invest in the equity of the leased tankers for 
the V a l d e z  trade w i l l  earn a discounted after tax 

r etu r n  in excess of 15% w i t h  the benefit of a hell 

or h i g h  water, all events charter from the oil c o m­
panies. Based on these facts, I cannot accept that 

a 12% r e t u r n  is equitable for a project of the m a g n i­

tude a n d  riskiness of the North Slope project.

"The aggregate earnings from the No r t h  Slope w i l l  be 

v e r y  large. It is one of if not the largest oil 

field ever found outside of the M i d d l e  East. But 

the costs are h i g h  and the rate of return will be 

modest, p a r t i c u l a r l y  bearing in m i n d  the risk. If 

you want industry to be able to finance the d e v e l o p­

ment of m a j o r  ener g y  discoveries this country so 
sorely needs, p a r t i c u l a r l y  the smaller companies 

you want to favor in y o u r  OCS leasing policies, do 
not make the w r o n g  decision in pricing ANS crude oil.

It is critical w i t h  r e g a r d  to establishing an overall 
energy policy, of w h i c h  the issue of pricing Alas k a n  

No r t h  Slope crude oil can be looked on as an i m p o r­

tant first step to ret a i n  the willingness of the 

private sector to provide financing of future energy 
p r o j e c t s ."

F r o m  all of the foregoing, y o u  can see that the health of 

Alaska's economy has some sensitivities w h i c h  the present pricing 

determination of the F E A  m a t e r i a l l y  impact. Similar impacts can 

also come from substantial n e w  state taxes on oil and gas e x p l o r a­

tion, development and transportation. The point is I hope y o u  will



take as m u c h  care on your co n s i d e r a t i o n  of the vari o u s  tax 

proposals as we all want the F E A  to take on the pricing of 

A l a s k a n  oil. This is also important to all the Alaskans whose 

trade a n d  busin e s s  depends d i r e c t l y  or indirectly on continued, 

r e a s o n a b l e  r e s o u r c e  development right here in Alaska.

The fourth of the five perspectives I m e n t i o n e d  concerns 

the F E A  hearings specifically. It is m o s t  appropriate for the 

State to appear in these hearings a n d  urge the m a x i m u m  price 

p e r m i t t e d  und e r  federal law for A l a s k a n  North Slope crude oil.

That p o s i t i o n  is b a s e d  on the n e e d  for positive economic i n c e n­

tives for present a n d  future resource development here. On the 

other hand, it seems u t t e r l y  inconsistent to me for the State to 

be urging the n e e d  for m a j o r  economic incentives in Was h i n g t o n  

a n d  at the same time be seriously considering substantial new 

taxes on oil a n d  gas in J u n e a u  w h i c h  w o u l d  wipe out a big part 

of w h a t e v e r  incentives there are. M a y  I suggest that these tax 

me a s u r e s  be given a good deal of study, that whatever tax measures 

m a y  be appropriate for serious consideration be taken up in the 

next session, and that the State, our industry and other Alas k a n  

bus i n e s s e s  concentrate on critical decisions that are now before 

the FEA. I understand, but d o n’t know, that the F E A  is trying 

to come to judgment by June 1st. There is a good deal of work 

to be done there and I hope we can all concentrate on t h a t .



The fifth, and the last perspective, comes back to the 

point of beginning. The State and the industry still need 

to resolve a longer term policy for oil and gas taxation and 

leasing. If nothing else, the events of the last year and 

the present problems confirm this. It's not too late. Can't 

we begin again and take a look at the whole picture? At least 

for Sohio, we're still ready to be responsive.

Thank you.

Richard M. Donaldson 
The Standard Oil Company (Ohio) 
Guildhall Building 
Cleveland, Ohio 44115 

March 24, 1977

A t t a c h m e n t s :

A  - Letter to Gregg Erickson from
Richard M. Donaldson, July 1, 1976.

B - Sohio Submission O n e , October 28, 1976

C ~ Sohio Submission T w o , Janu a r y  21, 1977

D - Sohio Submission T h r e e , March 22, 1977

E - Statement of David P. Goodman,
M org a n  Stanley &  Co. to F E A  on Alaskan 
North Slope Crude Oil Pricing and 

Entitlements, Ma r c h  21, 1977.
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G O V f t N M C N !  A H O  N J B l l C  A f * A I » 5 J u l y  1, 1976

Mr. Gr e g g  E r i c k s o n  

Director, R e s e a r c h  S e r v i c e s  

L e g i s l a t i v e  A f f a i r s  A g e n c y  

S t a t e  of A l a s k a  

Po u c h  "Y", State C a p i t o l  

June a u ,  A l a s k a  99811

D e a r  Gregg:

I have your letters of June 16 and 22, 1976, r e g arding 
the study y o u  are preparing to un d e r t a k e  with respect to 

A l a s k a ' s  longer term n a t u r a l  r e s o u r c e  leasing and taxing 
policies.

Th e s e  letters deal s p e c i f i c a l l y  w i t h  Alaska's income 

tax. W h i l e  I r e c o g n i z e  that the figures in these letters 

are h y pothetical, the fact that "answers" have been c a l c u­

lated at the b e g i n n i n g  of the study is somewhat disturbing. 

M y  e x p e r i e n c e  has been that figuring out specific "answers" 

b e f o r e  the overall p r o blem has been defined can preclude a 

study, u n d u l y  limit it or affect its objectivity. I c e r­

ta i n l y  hope that n o n e  of these things happen as the proposed 

i n t e r s e s s i o n  studies h o l d  out some promise of stability for 
b o t h  the State and our industry.

I am w r i t i n g  to give y o u  some thoughts on three segments 
the s e  studies co u l d  l o g ically consider:

• Fut u r e  r e v e n u e s  of the State

• Fut u r e  e x p e n d i t u r e s  of the State.

• A l a s k a  as a place to do business from industry's 

perspective. \



J u ly  1, 1976

Set out b e l o w  are some ideas that h a v e  o c c u r r e d  to

me as starting points for things that co u l d  be c o n s i d e r e d

in each of these subject areas.

F ut u r e  Revenues

1. W h a t  are the ranges of r e v e n u e s  that the State g o v e r n m e n t  

can expect to r e c e i v e  f r o m  all of its e x i s t i n g  t a x e s —  

including those that impact o n  n a t u r a l  r e s o u r c e s  a n d  t h e i r  

r e l a t e d  facilities; and f r o m  o t h e r  sources such as bonuses, 

royalties, and the F e d e r a l  g o v e r n m e n t ?

2. To what e x t e n t  w i l l  these r e v e n u e s  cover a r e a s o n a b l e  

estimate of the State g o v e r n m e n t ' s  future m o n e y  n e e d s ?

3. W h a t  are the leasing a l t e r n a t i v e s  ava i l a b l e  to the State 

w i t h  resp e c t  to its n a t u r a l  res o u r c e s ,  a n d  what w o u l d  be 

the ranges of r e v e n u e s  f r o m  such al t e r n a t i v e s ?

4. What are the taxing a l t e r n a t i v e s  av a i l a b l e  to the State 

w i t h  resp e c t  to its n a t u r a l  r e s o u r c e s  and other sources, 

a n d  what w o u l d  be. the range of r e v e n u e s  for each such 
alternative?

5. H o w  do other states compare w i t h  A l a s k a  in tax revent..- : 

in tax rates and in the leasing of their n a t u r a l  resoi>

Futu r e  Expenditures
, *

6. W h a t  is a r e a s o n a b l e  e s t imate of the State government's 
future m o n e y  nee d s  for v a r i o u s  purposes and in total 

un d e r  a ra n g e  of pro s p e c t s  w i t h  r e s pect to its future 

business and comm e r c i a l  d e v e l o p m e n t ?

7. W h a t  will be the f i n a n c i a l  impact of the r e c o m m e n d a t i o n s  

in the Gov e r n o r ' s  recent m a n a g e m e n t  a n d  eff i c i e n c y  review?

8. Are m a n a g e m e n t  a n d  e f f i c i e n c y  revi e w s  in other areas of 

the State g o v e r n m e n t  n e e d e d  and what .financial impacts 

are they likely to have?

Business Perspective

9. What factors does business use in d e termining what it 

considers a w o r t h w h i l e  investment? H o w  does it choose

the location for its investments where choices are available



10. H o w  do b u s iness c o n d i t i o n s  in A l a s k a  c o m p a r e  w i t h  

th o s e  in ot h e r  states, in terms of a v a i l a b i l i t y  of 

r e s o u r c e s  to be developed, financing., employment, 

c o n s t r u c t i o n  and o p e r a t i n g  costs, regulation, taxes, 

g o v e r n m e n t  a t t i t u d e s  a n d  so forth?

11. W h a t  can be l e a r n e d  o f  business' r e a c t i o n  to s i g n i­

ficant cr c o n t i n u i n g  c h a nges in the factors list e d  

in the p r e c e d i n g  q u e s t i o n ?

I don't m e a n  to imply that these are the o n l y  q u e s t i o n s  
that should be considered, but o f f e r  them as some i n d ication 

of the scope that ought to be e x a m i n e d  in a m e a n i n g f u l  study 

of A l a s k a ' s  longer term tax a n d  leasing policies.

In m y  t e s t i m o n y  on M a r c h  30, 1976 bef o r e  the Joint H e a r i n g  

o f  the Senate and Ho u s e  Re s o u r c e s  Committees, I s u g g e s t e d  such 

a st u d y  and i n d icated that we w o u l d  b e •r e s p o n s i v e  to such a 

study. In a d d i t i o n  to s t u d y i n g  the attachments to your letters, 

w e  are thinking about ways in w h i c h  all the q u e stions n o t e d  

can be s t u died and d i s c u s s e d  in a m a n n e r  w h i c h  w o u l d  be m e a n­

ing f u l  and under s t a n d a b l e .

T h e s e  que s t i o n s  are not o n l y  of interest to the State 

g o v e r n m e n t  and our industry, but concern everyone in A l a s k a  

I can think of--the nati v e  r e g i o n a l  corporations, ot h e r  busin e s s  

a n d  c o m m e r c i a l  interests in the State, labor, the financial 

community, and people generally. I hope that this study will 
seek a d v i c e  on that b r o a d e r  base.

I u n d e r s t a n d  that a study s i m ilar to the one the L e g i s l a t i v e  

C o u n c i l  w i l l  consi d e r  is bei n g  i n i tiated by the A d m i n i s t r a t i o n  

un d e r  the di r e c t i o n  of C o m m i s s i o n e r  G a l l a g h e r  and C o m m i s s i o n e r  

M a r tin. P r e s u m a b l y  these studies will be c o o rdinated to some 

extent. It seems a p p r o p r i a t e  to send the Commissioners copies 

of this letter a n d  I hope y o u  w r n ' t  m i n d  m y  doing so.

Sincerely,

Richard M. D o n aldson

cc: S t e r l i n g  Gallagher, C o m m i s s i o n e r

D e p a r t m e n t  of Revenue

G u y  Martin, C o m m i s s i o n e r  

D e p a r t m e n t  of Natural Resources



October 28, 1976

SOHIO SUBMISSION ONE

This paper is submitted for consideration by the Alaskan Administration 

and Legislature in the intersession studies each is now conducting concerning 

the long term oil taxation and leasing policy for the State.

The first subject of inquiry by the staffs working for the Legislature 

and the Administration on these studies concerns the nature, revenue poten­

tial and appropriateness of Alaska's present tax laws as they will apply to 

the Prudhoe Bay field and the Trans Alaska Pipeline (TAPS). One point 

of interest to the staffs in this area of inquiry is Alaska's state income 

tax and how it will apply.

This submission examines the state income tax of Alaska and makes 

projections as to what the income tax payments will be utilizing certain 

assumptions for the future operations of Prudhoe Bay and TAPS. However, 

since state income tax is only one part of the substantial total revenue 

Alaska will receive as the result of Prudhoe Bay and TAPS, the non-income 

tax revenues have also been calculated. These revenues include projections 

of the State's royalty income and tax receipts resulting from Alaska's 

severance tax, rese es tax, and ad valorem tax. In addition, this submis­

sion points out certain relationships which exist within the present Alaskan 

tax structure.

Most of the larger companies in the United States are engaged in 

business activities in a number of states. Each of the states in which 

these companies do business expect to receive some state income tax



payments from them. Yet, if a company were to pay taxes to each state 

in which it operates calculated by applying that state's income tax rate 

to the total earnings of the company wherever earned, multiple taxation, or 

as the law states it, "duplicative taxation" would result leaving the firm 

with little, if any, after tax income. As companies became larger and 

did business in many states, there was a need for some method of equitably 

determining what each state's fair share of such income taxation should be.

The Multistate Tax Compact was set- up by the states to ensure that 

effective and fair taxation of multistate businesses could be established 

among the various states. Today, most of the fifty states are members of 

the Multistate Compact, and Alaska has been a member since 1970 as a 

result of the Legislature's action.

States which are members of this Compact follow the Uniform 

Division of Income for Tax Purposes Act. Under this Act, the total 

taxable income of a company, wherever earned, is allocated to the various 

states in proportion to the amount of that company's business activity 

conducted in each state. This allocation is calculated by averaging three 

basic factors that take into account the extent of a company's business in 

a particular state: its physical property there, its actual sales there,

and the number of its employees located in the state. The first factor is 

the percentage of the company's total physical property which is located 

in the state in question compared to all of its property wherever located. 

The second factor is the company's annual sales which occur within the 

specific state as a percent of the company's total annual sales. The 

third factor is the company's payroll costs incurred in the specific 

state divided by that company's total payroll for all of its operations.



The arithmetic average of these three factors for the state in question 

is multiplied times the company's total taxable earnings to arrive at the 

share of taxable earnings to be allocated to the state. This share is then 

raxed at that state's f ’.11 tax rate. While any allocation of earnings 

among the states is probably not perfect, this particular system for doing 

so has been considered the fairest compromise approach that anyone has 

devised.

The Legislative Affairs Agency has asked us to provide it with a 

projection of what Sohio's state income tax payments to Alaska would be 

under the Multistate Tax Compact allocation method. Unfortunately, we 

are unable to provide this specific information because doing so would be 

equivalent to providing projections of Sohio's future earnings and create 

a number of other problems for us. The rules of the Securities and Exchange 

Commission would then require us to disclose such projections to the general 

public and to publicly and perpetually update those projections any time our 

internal estimates of the future changed. The burden of disclosing such 

projections on a perpetual basis and the potential liabilities to investors 

if such projections turned out to be wrong have led substantially all large 

U.S. companies to decline publication of any earnings projections. Our 

counsel has advised against this, and in view of the overall problems, we 

feel we cannot respond to the specific request and so advised the Legislative 

Affairs Agency.

However, in order to be of some help to the Legislative Affairs Agency 

and still follow our counsel's advice, we have developed hypothetical 

projections of tax payments to Alaska which would result from an assumed 

one-third ownership of Prudhoe Bay and TAPS by three typical companies.



None of these companies is intended to represent a company actuailly involved 

in the development of the Prudhoe Bay field or construction of TAPS. Rather, 

the projections are intended to demonstrate vhe level of tax obligations 

which would result from the project being owned by companies varying in 

size and scope of overall -operations. Specifically, the three typical 

companies in our hypothetical example have the following assumed 

characteristics:

Company A - A California based marketing and refining company 
with no crude oil production.

Company B - A large integrated domestic company with significant 
petroleum production and transportation operations.

Company C - A major international company with substantial 
foreign operations.

The significant basic assumptions for each of these companies are 

summarized in the following table:

Company A Company B Company (

Annual Sales (Millions) $3,700 $8,200 $24,500

Gross Property (Millions) $1,800 $8,200 $13,800

Total Employees 27,000 32,500 75,000

Taxable Income (Millions) $ 210 $ 850 $ 1,700

For the purpose of these tax calculations, it was assumed that a 

ratio of employees in Alaska to total employees would be equivalent to the 

payroll ratio since detailed data on payroll costs is unavailable. I.t was 

also assumed that the only business activities any of these three companies 

had in Alaska was its one-third ownership of the field and the pipeline.



Since a great deal of uncertainty surrounds both the future price of 

North Slope oil and future rates of inflation, the tax payments of the 

three companies were calculated in terms of constant 1976 dollars 

assuming three different California market prices: $10.00/barrel,

$13.00/barrel, and $16.00/barrel. (To put this range of prices in 

perspective, the price of foreign crude oil similar in quality to Prudhoe 

Bay oil is approximately $12.30/barrel delivered to California.)

The characteristics of the Prudhoe Bay field and TAPS project 

determine the nature of the allocation factors used in this analysis.

First of all, crude oil production is a very capital intensive operation. 

This has been accentuated in the case of Prudhoe Bay due to the high cost 

of Arctic development.

Secondly, Alaska's industrial development has not as yet reached, 

and may never reaftju, the stage where significant volumes of Prudhoe Bay 

crude oil can be consumed within the State. That being the case, the 

$7.7 billion Trans Alaska Pipeline and Valdez terminal had to be con­

structed so that the crude oil could be shipped to other states where 

there is a demand for that oil. Without the demand in other states and 

the TAPS line, Prudhoe Bay oil would be of little value. These transporta­

tion facilities have contributed to the high capital costs of the project.

Finally, in most oil production and pipeline activities, the number 

of employees required for routine operations after the original construction 

has been completed is relatively small. This holds true for Prudhoe Bay 

and TAPS.

When these characteristics are translated into allocation factors, 

similar trends develop for each company. The Alaskan property factors of



all three companies are large relative to the overall scope of the basic 

companies’ operations. The property .factor for Company A, for example, 

is in the range of 65 to 70 percent and even for Company C, the major 

international, it is between 20 and 25 percent. On the other hand, the 

Alaskan payroll factor in all cases was assumed to be less than 2 percent 

of the companies’ total employment. Finally, since Prudhoe Bay oil must 

be transported to other states for sale, an Alaskan sales factor of zero 

percent results.

The results of our analysis are summarized on the attached six 

tables. There are two tables, labeled A and B, for each of the assumed 

West Coast market prices, $10.00/barrel, $13.00/barrel, and $16.00/barrel.

Referring to Table 2-A which summarizes the results of the $13.00 

per barrel market price caluclation as an example, the annual state income 

tax payable to Alaska by each of the hypothetical companies for each year 

from 1977 through 1986 is listed along the top of the Table. These tax 

payments in total range from $27.4 million in 1977 to almost $90 million 

in 1985.

It is very important to bear in mind that all these figures are 

expressed in 1976 dollars and that no adjustment has been made for any 

inflation in any year which would increase the dollar figures received 

by the State. These charts can be adapted, however, to whatever inflation 

factors one thinks appropriate to get a more accurate projection of actual 

revenue expectancies.

The other revenues that Alaska would receive in addition to income 

tax have also been calculated for each year for these companies and displayed 

in the second segment of the A Tables in order to provide an overall picture



of the revenues produced by the present Alaskan tax structure. The figures 

in this segment are totals for the three companies rather than individual 

amounts for each company, since each company's share would simply be one- 

third of the total figures shown. Included in this segment are royalty 

payments, severance tax payments, reserves tax payments, and ad valorem 

tax payments. Also shown are credits against severance tax for the reserves 

tax payable in 1976 and 1977 to the extent of 50 percent of the severance 

tax as provided by Alaskan law.

The sum of the Alaskan income tax payments by the three owner companies 

and the other revenues represents a projection of the total revenues Alaska 

would receive as a result of the field and pipeline project in our hypothet­

ical case. These annual totals are also listed on the A Tables. Using 

Table 2-A as an example again, Alaska's total revenue as a consequence of 

the field and pipeline would range from over $600 million in 1977 to more 

than $1.1 billion annually from 1981 through 1985 If the market price of 

crude oil were to remain constant at $13.00/barrel. The comparable annual 

total revenues for a $10.00 market price and a $16.00 market price are 

displayed on Table 1-A and Table 3-A, respectively. The hypothetical 

case does not include any similar *ypes of revenues from Cook Inlet 

development or future development in other parts of the State.

For comparison purposes, the total state income tax payments that the 

three companies would make to all the states in which they do business have 

also been calculated and displayed on the A Tables. These figures are 

based upon the total taxable earnings of the three companies, and they 

include the state income tax paid to Alaska listed along the top of the 

A Tables. As indicated on these Tables, the effective composite state
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income tax rate on the total taxable earnings of the three companies, . 

that is, all income taxes paid to all states, is around 6 percent. This 

is what one would expect, since income not allocated to Alaska is taxed 

by other states and the average state income tax rate of all the states in 

the United States is significantly below Alaska's 9.4 percent rate.

It is interesting to note that since the field and pipeline project 

is located in Alaska, Alaska's state income tax payments from the three 

companies will exceed 20 percent of the total income tax payments made to 

all states even though extensive activities are carried on by the three 

companies in other states. It is also interesting to note that this high 

percentage received by Alaska holds true for all three market prices of 

$10.00/barrel, $13.00/barrel, and $16.00/barrel. This percentage is shown 

at the bottom of each of the A Tables.

Tables 1-B, 2-B and 3-B show the total revenue that Alaska will

receive from each of the companies over the 1977-1986 ten year period.

These B Tables also point out what percent of the total revenue paid

to all states resulting either wholly or in part from the field and 

pipeline will go to Alaska. Since the Prudhoe Bay field is located on 

state lands, Alaska would receive 100 percent of the royalty payments. 

Similarly, Alaska would receive 100 percent of the severance tax payments 

and 10C percent of the ad valorem tax payments. The reserves tax payments 

and the severance tax credits resulting from those payments are also 

strictly an Alaskan transaction.

In addition, since the field and pipeline are located in Alaska, 

the State will also receive state income tax payments as indicated above. 

Alaska's state income tax payments are a result of that portion of the total



taxable income from all operations of the companies which would be 

allocated to the state under the Multistate Tax Compact. As such, it 

reflects the income distribution to Alaska based upon property, sales and 

payroll factors, regardless of how or where the taxable income originated.

Ui.ing Table 2-B as an example, at a $13.00/barrel California market 

price, Alaska will receive a total of $756 million in income tax revenues.

This would be almost 22 percent of the total state income tax paid on 

all the operations of the three companies.

When those income tax receipts are added to the other revenues listed 

on Table 2-B, it can be seen that Alaska will receive almost $10.2 billion 

in revenues from 1977 through 1986. Those__ revenues will represent almost 

75 p^rcent_of__aJJLthe revenues going to all states, either wholly or partially 

as a result o f the field and pipeline project. Again, as indicated by 

Tables 1-B, 2-B, and 3-B, this high 75 percent share holds true over the 

entire range of market prices from $10.00 to $16.00 per barrel.

In summary, the significant points that this three company hypothetical 

case confirms seem to be the following:

1. Under the existing Alaskan tax structure and royalty obligations, 

the State would receive substantial annual revenues from the 

three companies which in total are directionally representative 

of the actual ownership of the Prudhoe Bay field and the Trans 

Alaska Pipeline. In constant 1976 dollars, such revenues would 

average almost $800 million per year as a consequence of this 

project alone if the California market price for oil were $10.00 

per barrel, and would exceed $1.3 billion if that price were 

$16.00 per barrel.
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Such tax and royalty revenues to Alaska will represent approxi­

mately 75 percent of the tot.al revenue paid to all states, 

including Alaska, resulting either wholly or in part from the 

Prudhoe Bay field and the Trans Alaska Pipeline.

Of the total revenues to be paid to Alaska attributable to this 

field and pipeline, the principal part of such revenues are due 

to State ad valorem taxes, State severance taxes, and State 

royalties which are 100 percent allocable to Alaska and to State 

income taxes, over 20 percent of which is allocable to Alaska 

under the Multistate Tax Compact.

With respect to the Alaskan State income tax, the State would 

receive payments at the full 9.4 percent rate of Alaskan income 

taxation on that portion of the three companies' total taxable 

income which is allocated to the State under the Multistate Tax 

Compact. This allocation would be based upon the extent of the , 

business activity in Alaska measured by physical property in the 

State, actual sales within the State, and the number of employees 

located in fhe State.

The composite state tax rate on the total taxable earnings 

of the three companies will be approximately 6 percent. This is 

the portion of total taxable earnings the companies would pay as 

income tax to all the states in which they do business. This 

composite rate is lower than Alaska's income tax rate because 

the average state income tax in the United States is substantially 

below Alaska's 9.4 percent.



Alaska, however, would receive over 20 percent of the income 

tax payments which the three companies in our example would make 

to all states. That is a high percentage in light of the extensive 

business activities carried on by these companies in states other 

than Alaska.

The Standard Oil Company (Ohio) 
Midland Building 
Cleveland, Ohio 44115

October 28, 1976


