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cents/barrel taxation upon the company, that is, you had anticipated 

that a $6.50 wellhead value will obtain for most of the production on 

the North Slope, in which case the cents per barrel really is not 

onerous, because the companies were paying on a percent of wellhead 

value. So if your cents/barrel is geared to hurt a company only if 

the wellhead value falls below $6.50, and you don't anticipate it falling 

below $6.50. Oh, this was a kind of compromise, protection against 

what might go wrong. Well, a lot of things went wrong. Among the things 

that went wrong were things that were partly beyond control of the company.

Namely the adverse economics of disposing of the Prudhoe Bay production beyond 

California. One of the other things that went wrong, not necessarily 

wrong but went counter to the expectations of the Legislature, was that 

the pipeline tariff posted by the companies and now applicable pending 

adjudication by the Department of Energy, the successor to the ICC, is 

a vei'y high pipeline tariff. This tends to reduce the wellhead value.

So partly the companies have in effect shifted wellhead value down, because 

of the profit of the pipeline, but partly it has to do with economic circumstances, 

the ability to market at a good market, the prices in California are 

not that different than in Gulf Coast, for competitive reasons, but that's 

a different story. Easically, the price that they have to compete against 

is not much different in California than in the Gulf of Mexico. The big 

difference is the difference in transportation costs and there is a difference 

of $2.50 in transportation costs gross, and probably somewhere between 

70 - 80(? net after taxes out of pocket to the conqianies to go all the way 

to the US Gulf Coast.

Q: Sumner: I believe that I heard you say this morning that if we keep foremost in
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#  m i n d  the s u bj ec t o f  f u t u r e  i n v e s t m e n t  i n c e n t i v e s  in A l a s k a  t h a t  w e ' r e  

g o i n g  to h a v e  to w e i g h  v e r y  c a r e f u l l y ,  e v e n  t h o u g h  we m a y  w a n t  to r e s t r u c t u r e  

t h e  t a x  s t r u c t u r e  h e r e  in A l a s k a ,  b u t  as it r e l a t e s  to the a g g r e g a t e  o f  

t h e  t o t a l  t a x e s  that are b e i n g  paid, I g o t  an i m p r e s s i o n  t h a t  y o u  .thought 

m a y b e  w e  o u g h t  to t h i n k  c a u t i o u s l y  o f  h o w  m u c h  w e  m i g h t  i n c r e a s e  in 

a g g r e g a t e  the ta xe s th at  a r e  p a i d  as it c o n c e r n s  t he f ut ur e i n v e s t m e n t  

i n c e n t i v e s .

L i p t o n :  I t h i n k  t h a t ' s  right. I t h i n k  t h a t  no i n d u s t r y  c a n  b e  i n d i f f e r e n t

a n d  b e c a u s e  the i n d u s t r y  is i m p o r t a n t  to A l a s k a ,  no l e g i s l a t u r e  c a n  b e  

i n d i f f e r e n t  tc the a g g r e g a t e  t a x  b u r d e n .  I t h i n k  t h a t ' s  q u i t e  a d i f f e r e n t  

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

is a l r e a d y  paying, g i v e n  o u r  a s s u m p t i o n s ,  s o m e w h at , 5% more, f i v e  p e r c e n t a g e  

^ | i n t s  m o r e  than w e  w o u l d  b e  p a y i n g  in C a l i f o r n i a .  T h e r e ' s  a s h a d o w  a r e a  

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

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

e x p l o r a t i o n .  One t h i n g  y o u  know, t h a t  t h e  e x p l o r a t i o n  d o l l a r  d o e s  n o t  go 

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

to go w h e r e  the e x p l o r a t i o n  p r o s p e c t s  a r e  best. Y o u  c a n  .surely s h i f t  it 

s o m e w h e r e  in this gray, s h a d o w y  area, w h e r e  the t a x  b u r d e n  g e t  so o v e r­

wh e l m i n g ,  or if t he r e is s o m e w h e r e  t he p e r c e p t i o n ,  a n d  I t h i n k  t h i s  is 

o n e  of the t h i n g s  the L e g i s l a t u r e  s u r e l y  w i l l  w a n t  to c o n s i d e r ,  t h a t  

if the p e r c e p t i o n  is that c h a n g e s  in t he t a x  s tr uc tu r e,  as it is a p p l i e d  

to t h e  oil  and gas i n d u s t r y ,  a r e  r e g u l a r l y  taken, l a r ge ly  w i t h  the view 

to b u d g e t a r y  ne e ds  o r  r e v e n u e  d e f i c i e n c y ,  a n d  h a r d l y  e v e r  w i t h  the
• , . • •. '  M , •

l o n g  v i e w  as to wha t is a r e a s o n a b l e  t a x  r e g i m e  for the stat e,  t h e n  I 

^ f c i n k  it c r e a t e s  i m p r e s s i o n s  w h i c h  m a y  b e  eve n m o r e  i m p o r t a n t  in
t .

d i s c o u r a g i n g  i n v e s t m e n t  t h a n  t h e  fa c t o f  t he t a x  b u r d e n  p e r  se. A n d
i t

t h i s  is w h y  I think in all o f  o u r  d i s c u s s i o n s  w i t h  the l e g i s l a t u r e ,  w e ' v e
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tried to emphasize that a balanced tax structure, in which each of the 

three elements, which are the income tax, the severence tax, and the ad 

valorem tax, have to be weighed somehow by a different criteria because 

they have different effects on the industry, but if it's balanced and if 

there's a concept of continuity over time, that under those circumstances 

we have not yet seen this legislature placing such extravagant burdens on 

the industry that if they had sufficient confidence in, you know, the trend 

over the future, that this would not discourage investment.

Q: Sumner: What is your guess to the liklihood of depressed oil prices in

Alaska to resolve the oil activity throughout the rest of the world. Right 

now in terms of the efforts to increase or step-up production in many areas 

of the world and the West Coast surplus to some degree, do you see that 

as building on itself?

LIPTON: No. I don't think that there's anything in the nature of oil

exploration world-wide. One has to have an incentive, and two, has to

have a purpose. The incentive is the hoped-for profitability of the

relatively high foreign oil prices. The purpose is to try to create the

reserves, the expanded reserves chat will meet world oil requirements

in the future. If I may digress for just a moment, we're living in a

strange circumstance. The productive capacity in the world today is

considerably larger than world oil requirements. The reserves of the

world today are really not very great compared to what future demand is

going to be. We're facing a temporary surplus of collective capacity

but a long run deficiency in the reserve base for oil, so the exploration

is going to go on. I don't think there's any adverse effect on Alaska. I think

the long run opportunities for marketing Alaskan oil in North America

at prices that arc attractive from the standpoint of the profitability
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of exploration ventures, from the standpoint of the state's share of the 

economic value, the prospects down the line are terrific, and if the geologists of 

the company see the opportunities here, the exploration money will come.

Q: Sumner: I'm trying to determine what period of years might be involved in

your projection there and weigh that against what is scheduled to be the peak
f

production years, Prudhoe Bay for instances, which is right now of course 

one of the largest reserves in the state. You know, if it's ten years 

down the road, we wo n' t be competitive, or we will have marketed the major 

part of this oil from that r -serve. So does the long term picture look like 

three years, four years bt-fo1 ̂  improved or upturned pricing structure.

LIPTON: I don't think your prospects are all that adverse even at the

pres ait time. You're suffering a temporary disadvantage by virtue of 

several things, one, price control and two, the fact that your production 

is surplus to the ability or the willingness of California refiners to 

take that amount of your oil, and this will become aggravated next year 

when the production goes up substantially and the demand for al.l crude 

oil in California refineries is net going to be hu.ge, so that a 

larger portion of your oil is going to move beyond, but there m i l  

be in the interim, there'll be improvement in both world and US oil 

prices, world oil prices because of the level detemined by OPEC and 

US oil prices under whatever compromise on energy policy evolves.

Q: SUMNER: On the near and the long term?

Q: HUBER: Milton, would you go further into the relationship between cents/

barrel in relation to vertically intergrated companies allocation to expenses 

and profits, sales, processing, production, transportation, such as possibly 

what would be the difference in situations with BP?SOHIO for instance if they 

liave decided to take not the maximum in the transportation but to take
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a minimum from the pipeline transportation and maximize their production 

profits.

LIPTON: Well, Senator Huber, you pick a difficult example. British

Petroleum has a direct participation in the pipeline, so whatever the 

after-tax profitability of the pipeline operations are, for its undivided 

share of tax it accrues 100% of the profitability. Now, whatever die 

effect will be upon the wellhead value at Prudhoe Bay, therefore on the 

tax liabilities of Prudhoe Bay producers, therefore on the after-tax 

profits of Prudhoe Bay producers, affect British Petroleum only through 

it's partial ownership of SOHIO. What the net effect would be, I would 

assume without doing a great deal of number work, British Petroleum looks 

at 100% interest on die one hand and less than 100% interest through 

SOHIO's participation in Prudhoe Bay, would in a sense place greater 

weight on it's 100% equity which is the pipeline participation than on it's 

indirect participation in Prudhoe Bay. But you see, neither this company 

nor any other company has complete flexibility in hoi'; they operate. The 

tariff that British Petroleum set TAPS can set on the same basis as 

all die other operating companies; that is to say they chose to calculate 

a tariff based upon die old ICC 8% rate-making modified by the 7% 

consent decree with Department of Justice, and so they all use the same 

principles, diey've got approximately the same tariffs depending upon 

their debt proportions and so on. British Petroleum behaved exactly 

die same way, and obviously, if it did behave die same way as the other 

companies, it was thinking in terms of what seemed, from their assumptions, 

to be an appropriate policy. I really don't know that there's so much 

difference among the companies. Tho other part of your question is a 

meaningful one. If you have integrated operations, and if in fact the



tax exposure of profits earned in one place or one function is different, 

in other words, if you earn the profits here you pay more taxes, therefore 

you like to have die profit somewhere else. If you earn the profits in 

production, you pay higher taxes, therefore you like to have the profits 

in transportation. This is true of any company that has the possibility
f

of shifting through transferring pricing the profitability from production 

to (IA). But the companies don't have freedom here in terms of die 

pipeline. . . The issue of the pipeline tariff really I think should be 

divorced from the taxing policy of die legislature, at least at-this 

moment in time because it's now at issue. First of all in the courts and 

certain legal respect, and more importantly, it's at issue before the 

Economic Regulatory Administration. Department of Energy, which is looking 

into both diings, bodi what the capital base is for die determination of 

tariffs, and two, what the proper rate of return ought to be. And this is 

now in adjudiction. And your own Alaska Pipeline Cor.mission is seized 

with the issue of the tariff between Prudhoe Bay and Fairbanks. It's 

going through it's own administrative process, and if it turns out that in 

fact, die administrative decision upheld in die courts is that the pipeline 

tariff is too high you will get higher wellhead values and (IA) the companies 

whatever their predilection will be low side of profitibility and tax 

exposure, are going to have to follow suit.

Q; HUBER: I can recall the arguments when.we put in the cents per barrel, and

it was to protect the state, if I remember right, dirough revenues even if the 

oil would fall to zero wellhead value, and even if the allowed transportation should 

be extremely high. Coupled with that was the figures given to us many times that
i

most oil pipelines were allowed to 8% maximum but the history of the ICC shows 

that they weren't, the prices were such that they weren't taking only 5%, 6%, A.b°L

. LIPTON TESTHDNY
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of these figures and many others several times showed that most of ICC-controlled 

pipelines were not charging that maximum amount. Here we have the situtation that 

you brought up, SOHIO is paying 12.257, effectively because of the floor 

LIPTON- (INTERRUPTS) (16.5)

Q: (continues) you said 16.5% effective, and yet every one of them is 

change and it seems like they have decided that the Alaslca pipeline that the 

old proportion will be used, they will go for tine maximum they can and I'd hate to 

see what it would be if we didn't have the lid of 87.. It looks like you've 

got a whole new ball game here.

LIPTON: Senator Huber, I think I do recall your reference to the past.

We have been rather vocal on this subject of ICC tariff regulations 

and pointed out the history of two things, one, that the 87. rate making 

rule was a monstrous rate-making rule because it had been adopted in an 

economic environment which no longer existed and the ICC for unfathomable 

reasons has never gone bade and reviewed the 87. and the rate-making rule, 

and because of that, we raised the whole question of the effect upon netback 

values, wellhead values, and we strongly supported the establishment of 

the Alaska Pipeline Commission, which gives you your own avenue of administrative 

regulation. But you know, an interesting thing happened. All of a sudden 

the ICC cane alive, and the ICC said that that old 87. rate-making rule is 

no good. We're going to go to a 10% rule. But you know the 107. rule yields 

much lower tariffs than the old 87. rule. The 87. rule was 87. after tax and after 

recovery of interest on total valuation. The 107. rule, and there's nothing 

magic about it, and I suspect that in the course of time the review of the 

whole issue will mmodify that too, but the whole point of the 107. rate-making 

rule is not to give a higher rate of return. What is said in effect was the 

107. slial.l be the total return to capital; that is to say your interest charges,
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which are such a fantastically large thing have to be covered by that 107o 

return of your capital, and this led to ICC-proposed tariffs which were 

$1.50 or so on the average below what the companies have posted. Now I 

suspect that the change in attitude of the ICC did not arise of a vaccum.

It was a reflection of a long discussion on the implications of the rates 

that had taken place before your legislature over many years and argumentation 

over what the appropriate rates of return should be, what the appropriate 

rate base should be, and what the resulting tariff would be, and I think that, 

at this stage of the game, from the standpoint of Alaska, not from the standpoint 

of the companies, there is reason to anticipate at least that there will be 

very very serious review of these pipeline rates. Now if it turns out that 

after all administrative review and after all judicial review, that the 

company tariffs stand, where are we left then? What1s the judgement then?

That everybody's wrong? The companies are wrong? Hie Department of 

Energy io wrong? The courts which uphold them are wrong? The Alaska 

Pipeline Conmission hasn't been able to do anything. I doubt that that's 

the case. But if all of that does transpire, what then is the implication?

Maybe the tariffs are not of out line. If it's done through all process, I don't 

think that's going to be the result. I think the strength of the Alaskan 

position is in everything which has transpired over the last few years, including 

tlie arguments about the rate base, the arguments about the rate of return, 

and everything else, I think this, I strongly believe that this is a 

judgment, a personal judgment, that you will have substantially lower tariffs 

on TAPS dian were promulgated by the companies themselves.
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Q; HUBER: Just one final follow-up. It is within our responsibility,

purvue as legislators for the State of Alaska1s people to determine at 

what point do you say this is what we would do in fairness, or do you 

say if it isn't economically feasible to produce this oil at this time because 

of transportation problems, federal rules that are in many cases arbitrary 

assumptions, maybe we shouldn't get rid of this depletable well at this time. 

The cents per barrel tends to do that, what I'm talking about, rather than 

removing it entirely, or move the cents/barrel down to where we could bring 

more fairness to the companies as you say, what do we do with ...

LIPTON: Senator Huber, if you're talking about revenue per se, it's a

persuasive argument. If the function is to provide an underpinning to 

state revenues, the cents/barrel does it. No t , the other question is 

what are the implications when you choose to buttress or underpin state 

revenues by doing this? First of all, what you see is a kind of ad hoc 

taxing policy, increasingly year after year dedicated to our budgetary needs, 

revenue deficiencies, or whatever the case may be. There are circumstances 

which may militate in that direction, if it's necessary, if the state 

faces a crisis. But you must always ask yourself, is this to be the 

principle of taxation that you'll follow in every legislative session, 

or are you willing to say that the state has an economic interest which 

is represented by, first of all, it's royalty claim in the lease, secondly 

by principles of taxation which have been evolved over sessions, and only under 

extreme situations do you start intruding unique revenue problems as the 

basis for change in the tax liability in one year or the next year or the 

third year. I have no argument against the necessity of doing so from 

time to time, when abnormal circumstances intrude. I do think that it
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causes, the question is asked of me so many times, including just this 

session, where do you start adversely affecting corporate investment 

decisions, and I said thenand I still feel that you could with the 

burden of taxation do it, but more likely, the kind of changes in the 

burden of taxation really won't have that much effect, but if there is 

a perception that tax policy always is detemined with a kind of a unique 

view toward the budgetary exigencies and the revenue deficiencies of the 

moment, and there seems to eb no continually over time, that would have a

l
very adverse effect.

Q: HUBER: By possibly reducing the f].oor, and I do hope that in some cases

this might be a viable suggestion. I just can't get it with our responsibility 

that floor of 62.5 0 a barrel, for Alaskan oil now at least that's the floor 

on severence tax, and I can't see how that could be effective now when this 

same oil it's competing with throughout the world, other countries like Arabia, 

are taking $10.00 a barrel, we're talcing too much at 62.5C• I just wonder 

if we're making our discussions in the right range. We shouldn't be making 

off somewhere halfway in between somewhere instead of down below the bottom one. 

LIPTON: I'll give you a very quick answer to that. Saudi Arabia in effect

takes more than $10 a barrel for their oil. But let's assume that you'll 

be satisfied with a modest $10/barrel taxation on your oil. You take 

$10/barrel for your oil and the oil lias to be sold in L.A in competition with 

Saudi Arabian oil, or $13/barrel. Now you have left $3/barrel to pay your 

transportation costs from L.A. to Valdez, never mind the profit on the pipeline, 

your pipeline costs from Valdez up to PrudhoeEay, the costs of producing the oil. 

$3 won't do that. That's why you can't get $10 for your oil and Saudi Arabia can
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get $10 for it's oil. Furthermore, you are not a Saudi Arabia in Alaska.

Let me be presumptious for a moment in addressing the Alaska Legislature. You 

are not a United States in Alaska either. You're living as part of a nation 

which also has a tax regime. The United States has all forms of taxation 

upon oil and gas operations, including your oil and gas operations here in 

Alaska. The United States has a policy with respect to development of energy 

resources, the pricing of energy resources, they may be unattractive in Alaska. 

They are largely tax regimes attractive to the oil companies, the price and 

policies are attractive to the, but never the less, ic is our national policy' 

and it seems to me that the State of Alaska in its perception of how it 

treats the oil industry, must do so as part of the United States talking about 

an oil industry which is also part of the United States.

Q: HUBER: It just seems like we've got about a 20 to 1 difference there,

and I hate to get working below the one figure in figuring where we should 

come out when I have a feeling it's somewhere between the 1 and the 20 

instead of below the zero line, below the 1 line. And I just can't relate it. 

LIIUDN: A, Senator here, let me put it this way. There are companies operating 

here in Alaska who are operating in the Middle East, and earning in the range 

from .15c to .21c a barrel for their producing operations. And it's a 

bonanza to them. A  fantastic bonanza, ever so much profitable than any operation 

in Alaska. If they earn as a margin of after tax profit in Alaska $2 a barrel 

we couldn't come close to the profit ability of middle east operations. Look 

at the fantastic difference in investment that's involved. What's of interest 

is not just how many cents per barrel we take away after cost and taxes, but 

how much of an investment of that is necessary to do it. There's a tremendous 

difference. I'm not addressing myself again to the fact the industry could not



difficult thing to arrive at and this is a thing the legislature always 

has no balance. But I don't think, this is my only point, I don't think 

that the criterian the legislature should use in deciding whether the 

taxes are too high, or whether in fact they should raise taxes on the oil 

industry here. That they should look at the government take or the taxation 

in foreign producing countries. It's completely irrelevent.

Q: HUBER: Could you tell us better and more direct how should Alaska get it's

honest, true, fair share both as a property owner and as a taxing entity

if we don't use comparative means. That I think is the level we set up.
/

LIPTON: You're comparing yourselves with other tax jurisdictions which

are also state states in the United States. I mean this is one of the 

reasonable comparisons. And you look at one form of taxation which is a 

corporate incon*2 tax and try to get what is a, well, you've got a corporate 
income tax rate. Hie problem is that that rate is going to apply to too 

low an estimate income. You can correct that if you choose. You have a 

severence tax which has evolved over time, I think in a very healthy direction.

You have increased the ceiling percent of well head value over time not to 

any onerous letters compared to other states. You reduced it at the other end. You 

tried to provide not only for the state's revenue under optimum circumstances, but 

for protection of larger industry operations under adverse circumstances. You 

loaded on ad valorem taxes at a very considerable extent, and you did that under 

the exigencies I think it's quite understandable that, in your judgement 

revenue needs which anticipated the flow of revenues. You chose an avenue 

which was to tax before profits were being generated. It happens alot of
t

times. But I think this is the basis upon which you judge. You look first 

at the total tax burden, then you look at the individual parts, and how are

o c j



they in terms of the revenue for the state and what are the economic 

implications for the companies that have to operate under those taxes.

Certainly you've never subscribed here to the opinion that you're aggregate 

taxation, or that individual aspects of taxation were so onerous that in 

a sense they are discouraging operations here is Alaska. There's no 

evidence that operation' here in Alaska are discouraged. If there's been

t

a lag in exploratory drilling there certainly hasn't been because of the 

tax regime. It's because of the problems of leasing, land selection.

Q: REP. MILLER: Just real quick, and I'm curious, name a few states that 

use separate accounting.

LIPTON: Louisiana and Oklahoma

Q: REP. OSTERBACK: Talking about the oil. Have you done any figuring on

the gas? That's the next tiling that's going to face us in our Committee, 

the well-head price on gas. Have you done anything on that.

LIPPON: No. This is a wide open subject, and I have nothing but pity

for those individuals who must now wrestle with the problem of not 

only what, what the well-head price of Prudhoe Bay gas can be. Second,

Question, what the well-head price of gas ought to be. Can be, ought to be, 

mid third, is how to get at those things. This is an awesome problem. Just 

let me say that I think this is one thing which is again to the thinking of 

the legislature. We always said that your oil is a price taker. That is to 

say, the price at which your oil can be disposed of in the refining centers 

of the Tower A8 states can never be determined by Alaska, the state of Alaska 

or Alaskan producers. You're price takers you've got to move into the 

refineries in competition with other forms of oil. Which is why any increase
i

in real costs that are incurred, for example, the ultimate cost of the pipeline, 

they cane out of the ultimate profitability of Alaskan operations and they cane 

out of the state revenue. There's no way of getting away frail that. This



is not quite true in the case of gas. In the case of gas things which 

happen here in Alaska have influenced what the price of that gas will be 

when it's delivered to lower 48 markets. For example, severence taxes 

can be passed on. Increases in cost can be passed on. The reason is that 

the barrel of oil that reaches the California refinery has to be refined 

in competition with a barrel of oil from somewhere else. And MCF gas 

which reaches the Great Lakes area from Alaska doesn't have the market 

and competition with the MCF of gas which comes up from Texas, or off shore 

Louisiana, because you've got rolled in pricing which is involved at different 

stages of the game. Both in the transmission pricing and the distribution 

gas companies. Now how that's going to be resolved over future years, it has 

to be resolved before the new gas pipeline is finally going to be brought before 

us. But it is quite possible that the well-head price of gas on the North 

Slope will turn out to be higher on the BTU basis t ian the well-head value 

of the oil. It's quite possible. In which case the utilization of that gas 

in Alaska may not be so effective. If that's the way it works out. Although 

the utilization of the liquids may be very attractive, but that's a different 

story I'm sorry but this is kind of a long winded answer, but the answer is 

basically I don't know what tine price is going to be, but there's a difference 

between the way tine price of gas can be determined and the way the price of oil 

can be determined.

Q: BUTROViai: At what point in time and has the Prudhoe Bay oil been felt

by the National Energy picture?

LIPTON: On sure. I mean there's no two ways about it. iou've got 800,000 

barrels a day of American oil being produced here which would increase our 

imports by 800,000 barrels a day if we didn't have.



LIPTON TESTIMONY

If you ask how important is that 800,000 barrels a day or 1.2 million barrels 

a day which hopefully you'll reach next year, or 2 million barrels a day that 

you may reach by 1980. It's very difficult to judge how important that is from 

the standpoint of national balances. You would just hate, like hell not to have 

it.

Q; BUTROVICH: I was going to ask you if that is good. The overall effect.

LIPrON: I don't think there's any argument on the part of the producing

companies that have to pay your taxes and the part of the State of Alaska 

that have revenues, and the part of the United States as a whole, which 

has the benefit of that oil, no question about it.

Q: BUTROVICH: Suppose it hadn't gone on stream until July 1, 1979.

LIPTON: W e 're importing more oil now. The interim volumes of oil would 

be available in 1979 and thereafter. I don't think it would be the decisive 

factor in the national interest. I don't think it would have a very major 

impact upon the companies, and probably the state of Alaska. Hie companies' 

cash flow in the state of Alaska is revenue, you know.

Q: BUTROVICH: Would you elaborate a little about the conpanies cash flow,

I'm not that concerned about the state's revenues.

LIPTON: There's no question that from the standpoint of operating companies

the invested proceeds over time there is in the best of circumstances a very 

considerable lag between the time the investment starts and the time the 

investment is completed the first production, the first pipeline really begins 

and then build up your revenues thereafter. The conpanies have to pay out the 

money for a long period of years and incur interest costs over the whole interim. 

The duration between outlay and income, let us say the cash flow, is a very 

vital consideration, no question about it. Which is one of the reasons
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that in almost all instances the conpanies would look for the most ex­

peditious possible development of a resource the earliest possible pro­

duction. The cash flow is, you said something interesting about the 

workers of other conpanies than the government because the government 

Q: BUTROVICH: Pardon me. I didn't mean to say I was more concerned

with the companies. I was more concerned with what effect it would have 

on the conpanies that's what I wanted to elaborate on. I'm more concerned 

about the state.

LIPTON: Yes. But your point, I was going to suggest that your comment

really is a very1 meaningful conment in another context. For a profit 

making company the timing of it's outlays and it's income and it's cash 

flow, is extremely important to the continuity of it's operations because 

the dollar that's spent out can't be reemployed until it's returned in so 

for a company that would like to expand and continue to grandise it's 

profits. Cash flow is what provides the dynamics of it's operation. But for 

most governments the cost of waiting for income is really not as terrible as 

it is for conpanies. The cost of waiting if you have to put a discount factor 

or interest factor is bound to be lower for government, because for governments 

the governments are looking to a continous lead for revenues over the future. 

Now nobody wants to defer revenue too long, but the dollar of revenue deferred 

which becomes a dollar of revenue earned is going to play it's role in the 

budgetary balance wherever it takes place. The viability of government is not 

dependent upon the timing of cash flow really so much as it is for a profit 

making organization. That's one of the reasons, again we're talking about 

taxes. If you built a foreign producing operations, one of the forms that has
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recently evolved is a production sharing contract. And you have a company 

that operates as a producer for a government oil entity and the nature of the 

production sharing contract is that the company will recover out of early pro­

duction all of it's operating costs and what barrels of oil recover it's 

operating costs and relatively will quickly get enough barrels of oil to 

recover it's whole capital investment. Now after that shares go in increasing 

proportions say to government. For the company the amount that it's willing 

in negotiations to give to a foreign government will be the greater. The 

earlier the foreign government allows that company to get enough barrels of 

oil to recover it's costs. In other words, they will split more number 

of the government the earlier they can get back to themselves, because the 

cash flow is so important to them and the governments which recognize that 

are willing to do it, because they feel that the cash flow to the government 

is always going to be valuable in terms of their budgetary balances.

Q: RADAR: Mr. Lipton, the failure of Arthur Andersen to Lake into consideration

the Cook Inlet production, is that considering amount of production. Does 

that significantly alter their conclusions here.

LIPTON: First of all I was not critical of Arthur Andersen for not doing this.

They did what they were asked to do.

Q: RADAR: Yes, we are talking about a statewide policy here and ranking.

What I'm saying is the failure of their application only to Prudhoe . . .

What effect do you think it would have had, had they included Cook Inlet?

LIPTON: Senator, if all you did was to expand Cook Arthur Andersen model

to include Cook Inlet as it is today, an extrapolation of the remaining 

reserves into a production profile for for Cook Inlet and apply the whole 

tiling you'd have very little effect on the sum total. Because we're talking 

about close to 10 billion barrels of oil in Prudhoe Bay we're talking very
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limited reserves, you know production now out of Cook Inlet is around

120.000 barrels a day which is projected with a (IA) overtime. Now I 

don't, the specific answer to your question is if the model had been 

designed to include all oil producing operations, all oil reserve dis­

covered and available for development and production as they now exist 

in Alaska the effect upon the ranking would be vary very small.

Q: RADAR: Would it be as much as YL, maybe bringing 1 from 92 - 93 or

something in that range?

LIPTON: I don't know. The answer is two-fold. The effect depends on

two things. First of all upon the relative volumes. Now we know what 

that is. The relative volumes are overwhelmingly in the Prudhoe Bay 

direction. Plus the pipeline which is so much profitability and taxation 

involved in the pipeline. However, some of the greatest advantages the 

state gives under it's tax regime are given to Cook Inlet. I would not 

think it would make as much as 1 percentage point difference in the ranking 

producers.

Q: RADAR: In the future when we're in full production instead of limited

production because of problems with the pipeline, full production Alaskan 

wells will move into higher bracket and Alaskan rating or ranking actually 

as compared to the next closest state would be further apart as the fields 

grow older and the fields produce less and less. Alaska's ranking would 

be closer to Louisianias' for example.

LIPTON: I'm not sure that I get the thrust of your question, and that is

to say as you increase your production for example, if next year you average

7.000 barrels a day for a Prudhoe Bay well your cents per barrel goes up

to 64.8c. So your cents per barrel tax goes up. The chances are that your



average well-head value if the tariff remains the same will go down. The 

average well-head will go dam, because a larger volume of the Prudhoe Bay 

production next year is going to have to move to the Gulf Coast and net back

even lcwer. So if you're looking one year ahead then the incidence of taxation 

in Alaska will look worse thar today. If the study were made just for one 

year, remember Arthur Andersen study is based upon a projection of 25 years.

So if you are just doing it for next year as compared to this it will look 

less favorable. They've already done this for 25 years. That shouldn't have 

any effect upon their (IA) but let me just say something else. That if 

your tax regime remains as it is, abstract what may change, you have only to 

project reasonable increases in the well-head value because of what is 

happening to world oil prices and what's happening to government prices. 

Reasonable increases in well-head value and suddenly the tax burden becomes 

proportionately kiwer here in Alaska. Because increase in the value of the 

oil will go to a very considerable extent to the conpanies themselves. That 

is to say what's going to be the increase in the tax burden as the value of the 

oil goes up. Your ad valorem taxation really isn't going to increase ''ery much.
i

Your severence taxation will increase a little bit as you go through cents per 

barrel into percent of well-head value and by god, your state income tax revenue 

will hardly increase at all. Because you are under a formula an allocation 

formula. So as production increases in the future and as the value of Prudhoe 

oil goes up in the future the burden, the relative burden of Alaska taxation as 

tilings now stand becomes less.

Q: RADAR: I'm interested in your observation as to the statement we the federal

^  government is going to expect Alaska to participate in the financing of an 

Alcan pipeline and the federal government in no circumstance is going 

to participate. I don't kna* that, and I understand that some federal people



will be up here in a couple of weeks to talk about that very thing. I'm 

a irctle bit uneasy as to what our posture is and what our maneuvering room is 

against what their maneuvering room is.

LIPTON: I recently returned form Alberta, Edmundton, where we are also

consultants. The question of financing the gas line of course has been raised

F

in Alberta as well as in the State of Alaska. I find it of double interest 

because while the pipelines were competing for authorization the promotors were 

very hush hush about requiring outside financing and everything. Once the 

competition was over and the realities begin to emerge and one begins to worry 

about w ho's going to do the financing and whether the province of Alberta should 

take an equity interest or whether the State of Alaska should lend money 

or whether the State cf Alaska should in a sense guarantee the bonds so the 

rate of interest will be lower. I don't know how many different roles the state 

of Alaska can be cast. It's already been, with respect to the oil and gas 

industry, cast in the role of a soverign power. It's alr< ady cast in a role 

of a land owner, and now it's going to be cast in the role of a money lender.

I just don't know die answer. This comes down in the end to very pragmatic 

consideration. What are the realities of financing as they are presented 

to you? What is the state's interest in pursuing this? How far should the 

state go?

Q: RADAR; What do you think promoted the Federal government to take the position 

diat it was reasonable for the state to finance or participate in the financing 

but unreasonable for the federal government to participate.

LIPTON: That's what diey said to the city of New York.

Q: RADAR: New York was asking for something, we're not asking for anything.

LIPTON: No. They're saying diat these are problems internal to Alaska and we should

not take the responsibility for it. That is a bad analogy. But this a r H a c t
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one can address themselves to a lot better after one Knows what the real 

circumstances are. I don't know that the Federal government in the end will 

not play in some kind of a role in the financing of the gas line. An awful 

lot depends on the extent in which the federal government wants (1) the gasline 

built by a certain date, (2) is convinced that private financing either 

is not available, which is unlikely, but is available at onerous interest 

rates. Therefore what role should the government, any government whether 

it federal, state or provincial. I think it is a little too early because 

so far I suspect that what we are hearing are the protestations of the 

party of the first part. That is to say the people who are involved in 

the financing.

Q: RADAR: Mien do you expect when the federal government will reach an

agreement on the price, set a price, April - May?

LIPTON: This Spring or early this Summer I would suspect it has to be

done. Even if the least optimistic time schedule or authorization, financing, 

construction, design and construction of the gas line has been met, the pricing 

policy is basic to almost any other decision that can be made.

Q: RADAR: Well if they expect the state to participate, again I'm thinking about

our session and our opportunity to address this problem. Do you think we are 

likely to have before us the facts that it takes to intelligently address this 

problem if we were to adjourn in June, what's your best estimate on that?

LIPTON: I would doubt very much if you'll have all the facts, but I think you

may have, the first thing I think you nave to listen to more than anything 

e’se is just what the facts along this line are going to be, what ore now 

the alternatives to the conpanies involved in the construction line.

How do they see their c m  alternatives. What is the Federal Government 

realistically thinking about. I don’t think the Federal Government is



* * LIPTON TESTHDNY 

*  .

actually asking the state of Alaska to undertake any of the responsibility,

I’m  sure of that at all. The Federal Government may be simply saying to the 

people building this pipeline, "Look, you go ahead. These are the authorizations - 

these are the rules of the game. Now you go where can in terms of equity 

in terms of debt capital and in terms of the government entities that are involved. 

Really, which is basically the state of Alaska, the Province of Alberta, the 

Federal government of Canada to a certain extent, even the problems of British 

Columbia. I doubt if you'll have all the facts, but you'll probably have alot 

rrore."
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(An aw er  to q u e s t i o n  a s k e d  by G e o r g e  S i l i d e s  in C o m m i s s i o n e r  

G a l l a g h e r ' s  testimony) '

T o m  W i l l i a m s  M a d a m e  C h a i r m a n  w i t h  y o u r  p e r m i r s i o n  I w o u l d

♦»
l i k e  to try to a d d r e s s  th at  q u e s t i o n  a n d  a l s o  try to s p e a k  a 

l i t t l e  b i t  to w h a t  S e n a t o r  R a d a r  w a s  t a l k i n g  a b o u t  earlier.

F o r  the r e c o r d  m y  n a m e  is T o m  W i l l i a m s  I'm the D i r e c t o r  o f  

P e t r o l e u m  a n d  Revenue. W e  h a v e  two c h a n g e s  in the s e v e r e n c e  

tax t h a t  w e  are s u g g e s t i n g .  O n e  is the e c o n o m i c  l i m i t  

f a c t o r  and the o t h e r  is the i n c r e a s e  in c en ts  p e r  b a r r e l  

floor. R i g h t  n o w  we h a v e  a f e d e r a l  p r i c i n g  d e c i s i o n  to g i v e  

o i l  , to P r u d h o e  Bay oil new  oil t r e a t m e n t  for b o t h  p r i c i n g  

p u r p o s e s  a n d  for e n t i t l e m e n t s  p ur po s e s .  E n t i t l e m e n t  is a

I
t r a n s f e r  of m o n e y  b a c k  and f o r t h  a m o n g  the r e f i n e r s  to 

e q u a l i z e  their a p p o s i t i o n  c o s t s  to the n a t i o n a l  average,

I.hat is the o b j e c t i v e  of the e n t i t l e m e n t ,  and n ew oil in the 

lower forty e i g h t  c o m e s  in the r e f i n e r y  less than i m ported 

oil c o n s e q u e n t l y  there is a f r a c t i o n  of an e n t i t l e m e n t  that 

d i d n ' t  flaw, for the ri gh t  to run as n ew oil. Our oil w h e n  

i t g e t s  there, will not bo b e l o w  the co st  for i m port oil it 

w i L l  bo right at the c o s t  for i m p o r t  oil. In fact the 

n a t i o n a l  p o l i c y  has b e e n  for n e w  oil like h i g h  risk N o r t h  

E l o p e  p r o d u c t i o n  wc got right from o u r  P r u d h o e  Bay field.

N a t i o n a l  p o l i c y  is to g i v e  that, r i g h t  now a $ 1 0. 95  a v e r a g e  

pri.ee, c a u s e  of the real ities of market, wc tried, if 'wc i ns is t e d

/



or if tho p r o d u c e r s  w h o  own t ha t .ins.in ted on g e t t i n g  a m a r k e t  p rice 

at tho re finery that c o r r e s p o n d e d  to a $10.9 5 w e l l - h e a d  price,.

s o m e o n e  is g o i n g  to h a v e  to p a y  the t r a n s p o r t a t i o n  cost, and 

if y o u  h a v e  say a total $5.00 t r a n s p o r t a t i o n  co st  y ou w o u l d

be g e t t i n g  intQ the m a r k e t  p l a c e  at $15.9 5 the S a ud i oil w h i c h

is c o m p e t i t i v e  w i t h  o u r s  is s e l l i n g  for $13.50 to $13.75 so 

s o m e b o d y  w o u l d  h a v e  to, I m e a n  w h e r e ' s  the i n c e n t i v e  to buy.

y o u ' d  h a v e  to c o m p e l l  p e o p l e  to b u y  o u r  o i l  to g e t  $10.95 p r i c e

o r  th e re  w o u l d  h a v e  to be a subs id y . T h i s  has n o t  b e e n  a thing

r e c o g n i z e  the fact that this is h o w  the m a r k e t  is, we are far a w a y %

f r o m  it in terms of cost. C o n s e q u e n t l y  the w e l l - h e a d  v a l u e  is

n ot t h a t  it's r e a l i z e d  by a r e f i n e r y  p r i c e  t h a t' s  c o m p e t i t i v e

w i t h  the Sa u di  A r a b i a n  oil. O u r  w e l l - h e a d  v a l u e  is going to.be

lower than the ceiling. T h e  p r o b l e m  is that they are go in g to,

if they t r e a t e d  this n e w  oil, t he y  are g o i n g  to try to e q u a l i z e
«

s o m e t h i n g  that is a l r e a d y  e q u a l i z e d  and it is g o i n g  to resu lt  

in a p e n a l t y  o v er  $3.00 a barrel, this e q u a l i z a t i o n .  The y  

will e q u a l i z e  all the rest of new oil for the lower forty eight, 

it w o n ' t  h ur t  them too much, it w i l l  c a u s e  some p r o b l e m s  though, 

b e c a u s e  i.t will o v e r  e q u a l i z e  n ew oil p r o d u c e r s  in the lower 

f o r t y  eight. But for ps  it d o e s n' t,  it's c o m p l e t e l y  i n a p p r o p r i a t e  

b e c a u s e  o ur oil is a l r e a d y  coining in at the level c o r r e s p o n d i n g  to 

imports. T h e r e  is no ne ed  to eq u al iz e.  C o n s e q u e n t l y  if you m a k e  them 

b u y  at a f ra ct io n al  e n t i t l e m e n t  at a c o s t  of $3.00 or $3.35 that means 

the r e f i n e r  is g o i n g  to pay that mu c h less inste ad  of paying 

$ 1 1 . 5 0  ho will pay $10.50, and that m e a n s  a P r u d h o e  Bay p r o d u c e r  

or the .State of A l a s k a  if-.it t akes its r o y a l t y  in kind and goe s  out 

and t r i e s  to sell it, w h e n  he g e t s  it to tho w e s t  coast is go nn a

th at  w e  h a v e  b e e n  r e q u e s t i n g  t h e  f e d e r a l  g o v e r n m e n t  to do. W e



w.' n e v e r  see that. So you s t ar t Crow $.10.50 d o w n  there in C a l i f o r n i a

and then you have that w h e n  y o u  y e t  to a $*1.00 w e l l i n g  price.

O u r  c o n t e n t i o n  .is that if that h a p p e n s  the g a m e  is over. T h e r e

w i l l  be no m o r e  e x p l o r a t i o n .  T h e r e  a re no m o r e  P r u d h o e  Days.

It is h i g h l y  unlikely, there is o n l y  o ne P r u d h o e  D a y  in the

U n i t e d  S t a t e s  and there m a y  b e  a s e c o n d  o n e  d o w n  in Mexico, in

•  •
the T a b a s c o a r e a  in the f a r m e r s  fields, b u t  a, there p r e t t y  d a r n  

few a n d  far b e t w e e n  to find a f i el d  tha t l a r g e  a n d  at $<1.00 . 

w e l l - h e a d  value. If t ha t' s the p r o s pe ct ,  fou r d o l l a r  w e l l - h e a d  w i t h

%



t o d a y ' s  cost, e v e n  if you f o u n d  it out of P r u d h o e  Day t h e  c h a n c e s

a r e  n i l l  that it w o u l d  be d e v e l o p e d .  And so the g a m e  is o v e r  b e c a u s e

w e  a r e  not l i k e l y  to fin d f i e l d s  t w i c e  and t hr ee  t imes the si z e o f
• •

P r u d h o e  Bay. So g i v e n  t h a t  t h e  g a m e  w o u l d  be over, we a r e  not d o i n g  

a n y  m o r e  d a m a g e  by s a y i n g  t h a t  w e l l ,  i n s t e a d  o f  $6.00* $ 7 . 1 0  is t h e  

f l o o r  a n d  the post w h i c h  ’is our p r e s e n t  f l o o r  w i t h  t h e  c e n t s  p e r  

b a r r e l ,  we a r e  s i m p l y  s a y i ng ,  W h y  s h o u l d  the p e o p l e  of A l a s k a  f o l l o w
4

the r e s o u r c e ?  At the game, it t h e n  b e c o m e s  a q u e s t i o n  of p r i o r i t i e s  

a n d  w h e r e  o u r  a l l e g i a n c e  lies, w i t h  t h e  p e o p l e  of A l a s k a  or the 

s h a r e  h o l d e r s  in the l a r g e r  c o r p o r a t i o n s ?  N o w  th e re  is a b a l a n c e ,  

bu t g i v e n  th at  & 7 - 5 0  is not a r e a s o n a b l e  w e l l  h e a d  p r i c e  for  N o r t h -

S l o p e  o i l  in t h e  b e g i n n i n g  of a cut, a nd a s  p r o d u c t i o n  c o n t i n u e s  

an d t h r o u g h  wh at  b u i l d s  up, if it, t h e  f e d e r a l  began, a s s u m i n g  

the f e d e r a l  g o v e r n m e n t  d o e s n ' t  s c r e w  t h i n g s  u p  a n d  d e s t r o y  t he

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

tari ff . T h i s  w i l l  a l l o w  the w e l l  h e a d  v a l u e  to rise. OPE C c o u n t r i e s  

c a n  be  e x p e c t e d  to r a i s e  t h e i r  p r i c e ,  that i n c l u d e s  Arabi a.  So if 

t h e  r e f i n e r y  p r i c e  for o u r  oil, o u r  r e f i n e r i e s  w i l l  r a i s e  the c h a r g e  

for g e t t i n g  o u r  o il f r o m  P r u d h o e  B a y  to the r e f i n e r i e s  wi ll  b e ’less. 

T h e s e  two t h i n g s  wil l conb.Lno to r a i s e  our w e l l  head v a l u e  a n d  by 

t he e a r l y  l y O O ' s  we w o n ' t  get by t a l k i n g  a b o u t  the w e l l  h e a d  v a l u e  

of $ 7 . rj0, we w i l l  be t a Id in g a b  out w e l l  head v a l u e s  g r e a t e r  t h a n  $10.00. 

In fact c x t r a p u l a t i n g  out by the end oi' this c e n t u r y ,  wc w i l l  he seein g 

we.I L hea d v a l u e s * o f  well, y o u r  w o r l d  m a r k e t  v a l u e s  it s o u n d s  o b s u r d  

today, but $ 2 0 . 0 0  w el l  v a l u e s  a r c  c e r t a i n l y  not i n c o n c e i v a b l e  at 

that time, a n d  t h a t s  $ 2 0 . 0 0  In t e r m s  of t o d a y ' s  d o l a r s ,  you know, 

not I n f l a t i o n  d o l a r s  of the y e a r  2000, that t w en ty  of t o d a y ' s  d o l a r s ,



t h a t s  s i m p l y  b e c a u s e  wo ha v e I n c r e a s i n g  d e m a n d ,  o u r  L a t i n  A m e r i c a n

n e i g h b o r s  for ins ta nc e,  t h e i r  e n e r g y  c o n s u m p t i o n  is g r o w i n g  at a

r a t e  t e n  ti m es  ours, t h e i r  p o p u l a t i o n  k e e p s  g r o w i n g ,  and w o r l d  e n e r g y

d e m a n d s  a r e  far o u t s t r i p p i n g  our o w n  n a t i o n ’s d e m a n d  a n d  as vast as

the O P E C  r e s o u r c e s  are, this is a w o r l d  w i d e  s h o r t a g e  d e v e l o p i n g  i n
» * % •

the ne xt  1 0 - 1 5  years. T h i s  s h o r t a g e  is g o i n g  to c a us e,  a s k  d e v e l o p e r s

its g o i n g  to c a u s e  t h e  p r i c e  to r i s e  in r e a l  t e r m s  that is to say
. • *. • •

in a d d i t i o n  to the e f f e c t s  of i n f l a t i o n ,  w e  w i l l  h a v e  a n  a d d i t i o n a l
>

i n c r e a s e  in the r e a l  r a t h e r  t h a n  the i l l u s i o n .  C o n s e q u e n t l y  w h e n  we 

t u r n  b a c k ,  to the point, if the f e d e r a l  g o v e r n m e n t  g i v e s  us n e w  o i l  

in T i l e n e r ’s t r e a t m e n t ,  the q u e s t i o n  t h e n  b e c o m e s  w h e t h e r  w e  a r e  

w i l l i n g  to s^t by and say OK we w i l l  take 8# or T05 o f f  f or d o l a r s  • 

a n d  t h e r e  it is, its not good, but thats a l l  t h e r e  is to it. E v e n  

t h o u g h  we a r e  p a y i n g  r i g h t  now, i m p o r t i n g  a l m o s t  10 m i s s i o n  b a r r e l s  

a d a y  to each, t h o u g h  I d o n ' t  k n o w  what the latest f i g u r e s  a r e  a n d  

we a r e  p a y i n g  our good, l o y a l  a l l i e s ,  A r a b s ,  I r a n i a n s ,

A b u  D h a b l a n s ,  a n d  a l l  t h o s e  nic e  p e o p l e  a nd I n d o n e s i a n s ,  N i g e r i a n s  

and A l g e r i a n s ,  1*1-15 s o m e w h e r e  in that r a n g e ,  1*1-15 d o l a r s  is the 

a v e r a g e  per im port a c q u i s i t i o n  cost.

Q U E S T I O N -  Tom, X u n d e r s t a n d  what you a r e  s a y i n g ,  I r e a l l y  do, but 

how, J m u s t  h a v e  m i s s e d  s o m t h i n g ,  h ow d o e s  that h e l p  C o o k  Inlet 

t od ay ?

- OK, w i t h  C o o k  Inlet, we, S t e r l i n g  a n d  I h a v e  g o n e  to 

the V e d c r a l  E n e r g y  A d m i n i s t r a t i o n  last s u m m e r  a n d  in fact, the 

h e a r i n g s  th at  they had e a r l i e r , . i n  A p r i l  or May , it was in A n c h o r a g e  

r e g a r d i n g  t h e  p r i c e  of now oil and how to c o m p o u n d  the u p p e r  and 

lower t e a r s  s ho u ld  m o v e  t h r o u g h  ti me , a n d  al so  a b o u t  thi s p r o b l e m
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o'.’ oil p r o d u c t i o n  that r o a c h e s  lbs b r e a k - e v e n  p o i n t  w i t h  t h e  c o n t r o l

o.ll pr ice. N i g h t  now, I m e a n  th e f e d e r a l  G o v e r n m e n t  as not r e l u c t a n t

to p r i c e  o u r  o i l  s e v e r l y  b e l o w  wh at  its a c t u a l l y  w o rt h , in the inlet

that o i l  is b e g i n n i n g  f r o m  $ 5 . 0 0  t o  $5*15, an., for o i l  of s i m i l a r

q u a l i t y  we a r e  p a y i n g ,  a l m o s t ,  we a r e  p r o b a b l y  p a y i n g  o v e r  $1 5 . 0 0
a b a r r e l  to get it f r o m  I n d o n e s i a  t o  the west c o a s t  or P u d g e t  S o un d.

** %

So w e  d o n ’t ee a v e r y  f r i e n d l y  a t t i t u d e  on the b e h a l f  of t h e  f e d e r a l  

g o v e r n m e n t  t o w a r d  A l a s k a  p r o d u c t i o n  to b e g i n  with. W e  went, t h e r e  

a n d  p o i n t e d  out t h a w  t h e r e  a r e  som e  p r o p e r t i e s  in the o i l  that w e r e  

at t h a t  t i m e  d a n g e r o u s l y  c l o s e  to r e a c h i n g  t h i s  b r e a k - e v e n  p o i n t  at 

$ 5 . 0 0  a b a r r e l ,  w e  said we k n o w  y o u  h a v e  shis p r o c e d u r e  t o  a l l o w  

p r i c i n g  o n  t h i s  b a s i s ,  to a l l o w  t h e  p r i c e  to go up, so t h a t  t h e y  

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

i n d e e d  true, t h e n  th e y sa id  tha t of c o u r s e  we a r e  not g o i n g  to g i v e  

it to the S t a t e  of A l a s k a  b e c a u s e  t h a t s  f i x e d  cost, y ou a r e  g o i n g
i

to be s t u c k  t h e r e  at $5.00. W e l l  that p r e s e n t s  a n  i n t e r e s t i n g  

q u e s t i o n  a b o u t  h o w  they r e w r i t e  our  le ase, but they sai d that t h e y  

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

the l e v e l  of p r o f i t a b i l i t y  e n j o y e d  i n  M a y  of 1 9 7 J w h e n  p r i c e  c o n t r o l s ,  

t h a t ' s  the r e f e r e n c e  p e r i o d  the y a l l  r e l a t e  b a c k  to, M a y  o f  ’73. 

but he said, w e ' l l  a l l o w  to ha ve  that s am e m e a s u r e  of p r o f i t a b i l i t y ,  

v/nich to m y  t h i n k i n g  w o u l d  i n c l u d e  a m o n g  as p r o fi t,  y o u  h a v e  w h a t ' s  

o v e r  for tax. So if you r a i s e d  t h e  s e v e r e n c e  tax, t h a t ' s  an i n c r e a s e  

cost., but a n  o i l  c o m p a n y  c a n  go In to  the P E A  and p r e s e n t  the c a s e  

s pyin g,  h e r e  arc; m y  t ho ug ht s , n o w  g i v e  m e  my M a y  1973 r a t e  of r e t u r n ,

/



p r i c e  to the u p p e r  t e a r  w h i c h  is not s t i l l  the m a r k e t  p r i c e ,  but 

at least its, $.10.95 is a g o o d  site b e t t e r  t h a n  $5.00. A n d  c o n s e­

que n t l y ,  if t h e  F e d e r a l  E n e r g y  A d m i n i s t r a t i o n  is d o i n g  w ha t t h e y  s ay 

t h e y  a r e  g o i n g  to do a n d  if they c a n  do it i n  a  t i m e l y  f a s h i o n ,  

t h e r e  s h o u l d  be no problem- for the o il c o m p a n i e s  b e c a u s e  t h i s  is

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

* • 4 

- that h a d  not b e e n  e x p l a i n e d  b e f o r e ,  t h a n k  you.
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S E N A T E  R E S O U R C E S  C O M M I T T E E

H O U S E  R E S O U R C E S  C O M M I T T E E

T e s t i m o n y  o f  L a w r e n c e  L. W i l s o n  

M a r c h  25, 1977

• •

M y  n a m e  is L a w r e n c e  L. W i l s o n ,  A s s o c i a t e  T a x  Cou ns e l,  U n i o n  

O i l  C o m p a n y  o f  C a l i f o r n i a .  I shall be s p e a k i n g  t o d a y  on a n u m b e r  

o f  b i l l s  w h i c h  c o v e r  i n c o m e  t a x a t i o n ,  severance- t a x a t i o n  and 

p r o p e r t y  taxation. S p e c i f i c a l l y ,  t h e s e  w i l l  be SB 105 a n d  its 

c o m p a n i o n  bill, HB 145 an d HB 322, a ll o f  w h i c h  d e a l  w i t h  income 

t a x a t i o n  a l o n g  w i t h  SB 202 w h i c h  is t he "net p r o c e e d s "  tax. I 

w i l l  a l s o  c o v e r  SB 103 and HB 321 and its c o m p a n i o n  bill HB 144, 

w h i c h  d e a l  w i t h  s e v e r a n c e  taxation. F inally, there will be r e­

ma r k s  c o v e r i n g  HB 323 d e a l i n g  w i t h  p r o p e r t y  t a x a t i o n  and HB 328 

d e a l i n g  w i t h  the R e s e r v e s  Tax. W h e r e  a p p r o p r i a t e ,  m y  rema rk s
4

w i l l  a l s o  c o m m e n t  on t e s t i m o n y  that has a l r e a d y  p r e c e d e d  m y  

t es ti mo ny . The first bill I w i s h  to c o m m e n t  on is SB 105. No . 

r e f e r e n c e  is m a d e  to HB 145 since it is an i d e n t i c a l  bill. •

S B  105

SB 105 is a bill w h i c h  p u r p o r t s  to d e t e r m i n e  i nc om e to 

A l a s k a  t h r o u g h  the " s e p a ra te  a c c o u n t i n g "  method. T h e  p r e f i c a t o r y  

l a n g u a g e  in S e c t i o n  1 s t at es  that the p r e s e n t  m e t h o d  of a p po r-  . 

t t o n i n g  i n co me  u n d e r  the t h r e e - f a c t o r  f o r m u l a  e m b o d i e d  in the 

M u l t i s t a t e  T a x  C o m p a c t  d o e s  not f a i r l y  represent: the e x t e n t  of
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the b u s i n e s s  a c t i v i t i e s  in A l a s k a  for c o r p o r a t i o n s  e n g a g e d  in

the p r o d u c t i o n  and  p i p e l i n e  t r a n s p o r t a t i o n  of c r u d e  oil and 

n a t u r a l  gas. S e c t i o n  1 goes on to s t a t e  that the legi sl at ur e ,
•«

t h e r e f o r e ,  i n t e n d s  that s e c t i o n  18 of A r t i c l e  IV of the Compact, 

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

m i n i n g  i n c o m e  d e r i v e d  f r o m  the p r o d u c t i o n  a n d  p i p e l i n e  t ra n spor-
% • 

t a t i o n  o f  oil a n d  gas. . "

R i c h a r d  K i l g o r e  of W a l t e r  J. L e v y  a n d  A s s o c i a t e s  a n d  

P r o f e s s o r s  J e r o m e  Z e i f m a n  and K e n n e t h  A i n s w o r t h  h a v e  c o m m e n t e d  

on " s e p a r a t e  a c c o u n t i n g "  as a m e t h o d  o f  d e t e r m i n i n g  i n co me  with 

Mr. K i l g o r e  e f e n d i n g  it and M e s s r s .  Z e i f m a n  a n d  Ainsworth, 

a t t a c k i n g  it. E v e n  Mr. K i l g o r e  a c k n o w l e d g e d  that the a d m i n i s t r a­

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

out of the s t a t e  and of a l l o c a t i n g  e x p e n s e s  to A l a s k a  we re  

t r o u b l e s o m e .  M e s s r s .  Z e if ma n and A i n s w o r t h  p a i n t e d  a p i c t u r e  of 

c o r p o r a t e  m a n e u v e r i n g  by a s t u t e  m a n a g e r s  to d e l i b e r a t e l y  operate 

A l a s k a  a f f i l i a t e s  at a low p r of it  t h r o u g h  su ch  m e a n s  as selling 

p r o p e r t y  to the a f f i l i a t e  at h ig h p r i c e s  t^ get h i g h  d e p r e c i a t i o n  

and by a l l o c a t i n g  e x c e s s i v e  ove rh ea d .

H o w e v e r ,  n o n e  o f  these w i t n e s s e s  h a v e  p r o v i d e d  this Joint 

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

a c c o u n t i n g  is an u n s a t i s f a c t o r y  m e t h o d  of d e t e r m i n i n g  income 

w i t h i n  a state. First, even if one c o u l d  o v e r c o m e  the a d m i n i­

st r a t i v e  p r o b l e m s  of v a l u i n g  p r o d u c t i o n  and a l l o c a t i n g  overhead, 

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

mine  how m u c h  p r o f i t  of a b u s i n e s s  is d e r i v e d  fr o m w i t h i n  a

-2- •
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s t a t e  w h e r e  the o v e r a l l  b u s i n e s s  has pa r ts  w h i c h  are d e p e n d e n t  

u p o n  on e  a n o t h e r  and w h i c h  are l o c a t e d  in m o r e  t h an  one state.

It wa s for this v e r y  r e a s o n  tha t the " u n i t a r y  b u s i n e s s "  c o n c e p t  

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

m u c h  o f  the to ta l i n co me  o f  the total m u l t i s t a t e  b u s i n e s s  s h o u l d  

be  a p p o r t i o n e d  to a state. T h i s  is p r e c i s e l y  the p r o c e d u r e  

w h i c h  A l a s k a  u s e s  today,  as w e l l  as m o s t  t a x i n g  j u r i s d i c t i o n s ,

i .e., the t o t a l  i n c o m e  of  the t o t a l  b u s i n e s s  of  a m u l t i s t a t e  

c o m p a n y  is d e t e r m i n e d  and t h e n  a p p o r t i o n e d .

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

a d o p t e d  is that it e x p o s e s  the t a x p a y e r  to m u l t i p l e  ta xation.

I n c o m e  w h i c h  w o u l d  be f u ll y  t a x e d  in A l a s k a  w o u l d  also be a p p o r­

tio n e d  to o t h e r  s t a t e s  u s i n g  the a p p o r t i o n m e n t  m e t h o d,  w h i c h  

l o o k s  to the total i n c o m e  of the t a x p a y e r  as a t a x a b l e  a p p o r t i o n­

me n t  base. C o n v e r s e l y ,  A l a s k a ' s  or an y o t h e r  s t a t e ' s  a d o p t i o n  of 

s e p a r a t e  a c c o u n t i n g  c o u l d  c a u s e  it to lose tax' fr om  an o v e ra l l 

p r o f i t a b l e  inultistate. c o m p a n y  -- s p e c i f i c a l l y ,  w h e r e  the i n-stat e 

s e p a r a t e  a c c o u n t i n g  c a l c u l a t i o n s  p r o d u c e  an i n - s t a t e  loss for such 

o v e r a l l  p r o f i t a b l e  com p an y.  As Mr. B o n n e y  of E X X O N  will demon-

s t r a t c ^  this w o u l d  h a v e  b e e n  his c o m p a n y ' s  ca se  had A l a s k a  be e n

on s e p a r a t e  a c c o u n t i n g  d u r i n g  the d e v e l o p m e n t  y e a r s  of the N or t h 

S lo p e.  Instead, A l a s k a  r e c e i v e d  i n co me  tax by u s i n g  the curre nt  

a p p o r t i o n m e n t  m e t ho d , a p p o r t i o n i n g  a par t of that c o m p a n y ' s  

o v e r a l l  p ro fi t  into Alaska.

T u r n i n g  to the p r o v i s i o n s  of SB 105, it is cl e ar  that the 

b il l  is not e v e n  the form of s e p a r a t e  a c c o u n t i n g  w h i c h  any of 

the w i t n e s s e s  w e r e  d e b a t i n g .  Ra th er ,  it is a h y b r i d  for m of



s e p a r a t e  a c c o u n t i n g .  It seek s to d e t e r m i n e  i n co me  by simple 

r e f e r e n c e  to the w e l l h e a d  v a l u e  o f  oil and gas u s e d  for 

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

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

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

ple s  of i n co m e ta x ation. F i v e  o f  the s e v e n  a l l o w e d  d e d u c t i o n s  

r e l a t e  to' c os t s c l o s e l y  a s s o c i a t e d  w i t h  p r o d u c t i o n .  A n o t h e r  

c a t e g o r y  is for u n s u c c e s s f u l  e x p l o r a t i o n  c o s t s  i n c u r r e d  in 

A l a s k a .  T he  on l y o u t - o f - s t a t e  c o s t  a l l o w e d  is for i n t e r e s t  

e x p e n s e  "not  c a p i t a l i z e d  a n d  c a p i t a l i z a b l e " ,  b u t  this e x p e n s e - 

w o u l d  be s e v e r e l y  l i m i t e d  for m o s t  c o m p a n i e s  t h r o u g h  the u s e  of  

a ra t io  of the bo ok  v a l u e  of  the f ix ed  a s s e t s  a s s o c i a t e d  w i t h  

the field to the total b o o k  a s s e t s  he ld  by the c o r p o r a t i o n  and 

of its a f f i l i a t e s .  All i n t e r e s t  e x p e n s e  r e l a t e d  to a c o m p a n y ' s

o p e r a t i o n s  w i t h i n  the s t a t e  s h o u l d  be r e c o g n i z e d  as a c u r r e n t
*

o p e r a t i n g  ex p e ns e , w i t h o u t  the l i m i t a t i o n  d e s c r i b e d  in this bill.

It is c l e a r  that SB 105 w o u l d  i n t r o d u c e  n e w  c o n c e p t s  of 

t a x i n g  an oil and gas p r o d u c e r  w h i c h  r a d i c a l l y  d e p a r t  from 

c o n c e p t s  found u n d e r  the e x i s t i n g  A l a s k a  c o r p o r a t e  income tax 

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

e x p e r i e n c e  and w h i c h  a re  c o n t a i n e d  in that c o r p o r a t e  income tax 

s t r u c t u r e  w o u l d  in la rge p a r t  not  apply, yet  the p r o d u c e r  w o u l d  

be ta xe d at the same 9 . 4 c o r p o r a t e  rate of tax.

One of the seven d e d u c t i o n s  i.s for " s e v e r a n c e  taxes 

a c t u a l l y  p a i d . "  Th is  p r o v i s i o n  m ay  a p p e a r  to be wit h o ut  p r o b l e m s  

u n t i l  one a n a l y z e s  it in c o n n e c t i o n  w i t h  the r e s e r v e s  tax.

4 -
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U n l e s s  the s t a t u t e  is a m e n d e d ,  the r e s e r v e s  tax will l i k e l y  

r e s u l t  in n e a r l y  $ 2 4 0 - 2 5 0  m i l l i o n  d o l l a r s  p a i d  to the s t a t e  n e x t  

J u n e  30th. W i t h  the $220 m i l l i o n  pa i d on Ju n e 30, 1976, the 

a g g r e g a t e  of  ne’arly  $500 m i l l i o n  r e p r e s e n t s ,  in ess en c e,  p r e p a i d  

s e v e r a n c e  taxes b e c a u s e  the r e s e r v e s  tax m a y  be us e d  as a c r e d i t  

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

" a c t u a l l y "  in the c l a u s e  " s e v e r a n c e  taxes a c t u a l l y  p a i d "  takes 

on s i g n i f i c a n c e ,  and it a p p e a r s  that the a u t h o r s’ intent  is to 

a l l o w  as a d e d u c t i o n  o n l y  t h a t  a m o u n t  of s e v e r a n c e  tax " a c t u a l l y "  

p a i d  o v e r  a f t e r  the c r e d i t  w i t h  the r e s u l t  that some $500 m i l l i o n  

w o u l d  be d e n i e d  as a d e d u c t i o n .  •

D e p r e c i a t i o n  is a l l o w a b l e  but o n l y  on f ac i li t i e s  c l o s e l y  

a s s o c i a t e d  w i t h  p r o d u c t i o n ,  but the a m o u n t  of d e p r e c i a t i o n  is 

s i m p l y  left to the D e p a r t m e n t  o f  R e v e n u e  to h a nd l e by r e g u l a­

tion. D e p r e c i a t i o n  is a v a s t l y  c o m p l e x  s u b j ec t  u n d e r  i nc o me  tax 

laws and c a n  be h a n d l e d  in m a n y  ways to p r o v i d e  fair an d e q u i t a b l e  

r e s u lt s  to a ta x payer.  T h e  bill p r o v i d e s  lit tl e or no g u i d a n c e  

on a s u b j e c t  of su ch  i m p o r t a n c e  to a taxpayer.

As n o t e d  e a r l ie r , SB  105 d o es  not fit w i t h i n  the c a t e g o r y  

of the " s e p a r a t e  a c c o u n t i n g "  m e t h o d  of d e t e r m i n i n g  income.- W h a t  

it r eally seeks to do is d r a w  a ring a r o u n d  s u c c e s s f u l  oil and 

gas o p e r a t i o n s  and a l l o w  as e x p e n s e s  on l y those tiiat arc l i t e r­

al ly tied to the lease, p l u s  e x p e n s e s  for u n s u c c e s s f u l  e x p l o r a­

tion e f f o r t s  and a s e v e r e l y  l i m i t e d  a m o u n t  of int e re s t e x pe ns e.

T he  r e s u l t i n g  a m o u n t  is s u p p o s e d  to be net income, but in fact, 

w o u l d  r e p r e s e n t  a level of  i n c o me  m u c h  h i g h e r  than w o u l d  o cc u r 

u n d e r  r e g ul a r p r i n c i p l e s  of i n c o m e  taxation.

-5-
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In a d d i t i o n  to tho tax r e c e i v e d  by A l a s k a  b a s e d  on an  

i n o r d i n a t e l y  h i g h  le ve l of income, the auth or s  of  SB 105 wou ld, 

u n d e r  S e c t i o n  4 3 . 2 0 . 0 1 4 ,  s t i l l  s e e k  to reach, t h r o u g h  a p p o r t i o n­

ment, the t a x p a y e r ' s  o u t - o f - s t a t e  income, i n c l u d i n g  its oil an d

•

gas and p i p e l i n e  i n c o m e  as w e l l  as all o th e r in come. In short,

SB 105 w o u l d  a l l o w  A l a s k a  to fully-*, or, rather, m o r e  t h a n  fully, 

ta x d i r e c t l y  all o f  the A l a s k a  i n c o m e  fr om  oil and gas a n d  

p i p e l i n e  t r a n s p o r t a t i o n  a n d  w o u l d  als o req u i re  the t a x p a y e r  to 

a p p o r t i o n  to A l a s k a  all o f  its o t h e r  income e x c e p t  the i n c o m e  . 

a l r e a d y  taxed by SB  105. ’ And, of cours e,  the f i n a l  e f f e c t  to 

the t a x p a y e r  would  be that o t h e r  s tates w he r e it d o e s  b u s i n e s s  

w o u l d  also a p p o r t i o n  i n c o m e  to t h e m s e l v e s  u n d e r  t h e i r  tax laws 

and i n c lu d ed  in that a p p o r t i o n m e n t  to them w o u l d  be the A l a s k a  

i n c o m e  a l r e a d y  f u l l y  t a x e d  by A l a s ka .

A state m a y  c o n s t i t u t i o n a l l y  tax only that i n c o m e  o f  a

* * 
t a x p a y e r  w hi c h is d e r i v e d  fr o m  w i t h i n  its bor de rs . That f u n d a­

m e n t a l  rule a p p l i e s  .irrespective of the m e t h o d  u s e d  to d e t e r m i n e  

income. SB 105 s eeks to r e a c h  all incom e from oil and gas and 

p i p e l i n e  t r a n s p o r t a t i o n  in A l a s k a  and at the same time, t h r o u g h  

a p p o r t i o n m e n t ,  s e ek s to r e a c h  the t a xp a ye r 's  o t h e r  i n c o m e  

i n c l u d i n g  its n o n - A l a s k a n  oil and gas and p i p e l i n e  inc om e,  

t h e r e b y  raising the. c o n s t i t u t i o n a l  q u e s t i o n  of the t a x a t i o n  of 

e x t r a t e r r i t o r i a l  v a l u e  in v i o l a t i o n  of the F o u r t e e n t h  A m e n d m e n t  

of  the U. S. C o n s t i t u t i o n .

Wi th  res p ec t to i n c o m e  f r o m  p i p e l i n e  t r a n s p o r t a t i o n  of oil, 

Sec. 4 3 . 2 0 . 0 1 3  s i m p l y  p r o v i d e s  that w he r e such a p i p e l i n e  is 

r e g u l a t e d  by the I n t e r s t a t e  C o m m e r c e  C o m m i s s i o n  (ICC), the

. - 6 -



a n n u a l  t a xa bl e  income " s h a l l  be e ig ht  p e r c e n t  of the v a l u a t i o n . "  

T h e r e  are no g u i d e l i n e s  to d e t e r m i n i n g  in co me  u n d e r  an y  s^t of 

rules, and items of i n c o m e  a n d  e x p e n s e  are not e v e n  c o n si de r ed .  

O b v i o u s l y ,  this p r o v i s i o n  is a i m e d  at the Trans A l a s k a  P i p e l i n e  

and, in effect , says t ha t  the  t a x  shall be v a l u a t i o n  times 8$ to 

g e t  a r o u n d  $600 m i l l i o n  o f  " a n n u a l’in c o m e "  whi ch, w h e n  t a x e d  at 

9.4%, p r o d u c e s  a tax o f  a b o u t  $60 m i l l i o n .

A t t e m p t i n g  to tax a b u s i n e s s  in this m a n n e r  w o u l d  be si m il a r 

to a law w h i c h  says that a n  i n d i v i d u a l  shall be d e e m e d  to have, 

a n n u a l  i n co me  equal  to a . c e r t a i n  p e r c e n t a g e  of the a s s e t s  he- 

owns. For e xamp le , s u p p o s e  s u c h  a l a w  say that a person's, 

a n n u a l  income is d e e m e d  to be 50% of  his assets and the p e rs o n 

owns an a p a r t m e n t  h o u s e  w o r t h  $200,000 but has a $150,000 m o r t g a g e  

a g a i n s t  it. His a n n u a l  i n c o m e  w o u l d  be $100,000 to be taxed 

i r r e s p e c t i v e  of  his c osts . It w o u l d  not m a t t e r  that the p e r s o n

4

may, in fact, show v e r y  l i t t l e  pr ofit.

A taxing s c h e m e  w h i c h  d e e m s  " i n c o m e "  to be a p e r c e n t  of 

v a l u e  of a s s e t s  w i t h o u t  r e g a r d  to actu a l  income a nd  e x p e n s e s  is, 

in e f f e ct , n o t h i n g  m o r e  t h a n  a p r o p e r t y  tax u n d e r  the g u i s e  of 

an i n c o m e  tax and r a i s e s  s e r i o u s  legal and c o n s t i t u t i o n a l  

p r o b  1 etns .

The a u t h or s , h o w e v e r ,  h a v e  a t t e m p t e d  to p r o v i d e  a f o rm  of 

" e s c a p e  h a t c h "  to the f o r e g o i n g  m e t h o d  of  t axati on  by p r o v i d i n g  

Ln S e c t i o n  4 3 . 2 0 . 0 1 3 ( 0 )  that the c o r p o r a t i o n  o p e r a t i n g  su ch  an 

I C C - r e g u l a t e d  oil p i p e l i n e  m a y  e le c t to have ta xa bl e  income from 

the p i p e l i n e  d e t e r m i n e d  u n d e r  rules and r e g u l a t i o n s  of the

* 7-



A l a s k a  P i p e l i n e  C o m m i s s i o n .  T h u s ,  the idea se em s to be that if 

the c o r p o r a t i o n  does not like the p e r c e n t - o f - v a l u e  m e t h o d  of 

d e t e r m i n i n g  a n n u a l  i n co me  ( w hi ch  w o u l d  d e e m  a n n u a l  i n c o m e  to be 

at a v e r y  hi g h and f i c t i c i o u s  leve l ),  t h e n  it ca n  be e c o n o m i c a l l y  

f o r c e d  to s u b m i t  to the r u le s  a n d  r e g u l a t i o n s  of the A l a s k a  

P i p e l i n e  C o m m i s s i o n  w h o s e  rules  m a y  or m a y  n o t  be p a r a l l e l  w i t h  

the ICC rules. In fact, s e c t i o n  6 of  the bill c o n t a i n s  an 

a m e n d m e n t  to S e c t i o n  4 2 . 0 6 . 0 4 1  b y  a d d i n g  n e w  p r o v i s i o n s  w h i c h  

r e q u i r e  the A l a s k a  P i p e l i n e  C o m m i s s i o n  to gi v e the D e p a r t m e n t  o f  

R e v e n u e  a c e r t i f i c a t e  that t h e . p i p e l i n e  c o r p o r a t i o n  so e l e c t i n g  

h as c o m p l i e d  w i t h  the C o m m i s s i o n ' s  r u l e s  and r e g u l a t i o n s .  . S u b­

s e c t i o n  (c) of S e c t i o n  041 p r o v i d e s  tha t the C o m m i s s i o n  shall b y  

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

i n c o m e  to " c o i n c i d e  as n e a r l y  as p o s s i b l e  w i t h  the net inc om e

d e f i n i t i o n  us ed  by the C o m m i s s i o n  in e s t a b l i s h i n g  r at e s and
*

m e a s u r i n g  rat e of r e t u r n . "

Wh at  is h a p p e n i n g  u n d e r  t h e s e  p r o v i s i o n s  se ems c l e a r  enough. 

T h e  idea seems to be to put s u c h  an o n e r o u s  tax b u r d e n  on the 

I C C - r e g u l a t e d  p i p e l i n e  that it w o u l d  be f o r c e d  to e l ec t  to c o m p l y  

w i t h  all a p p l i c a b l e  r e g u l a t i o n s  a nd  o r d e r s  of the A l a s k a  P i p e l i n e  

C o m m i s s i o n  c o n c e r n i n g  a c c o u n t i n g  m e t h o d s  and re p or t s.  In short, 

the C o m m i s s i o n  w o u l d  set the r ul e s for i n co me  d e t e r m i n a t i o n  n o t­

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

p r i m a r y  j u r i s d i c t i o n  of the ICC. Thus, there v/ould be four 

p a r t i e s  i n v o l v e d  in d e t e r m i n i n g  income: the t a x p a y e r ,  the ICC,

the A l a s k a  P i p e l i n e  C o m m i s s i o n ,  a n d  the C o m m i s s i o n e r  of R e ve n ue  

w h o  is i n t e r p r e t i n g  the A l a s k a  C o m m i s s i o n ' s  rules.



Use  of  the tax laws to a c h i e v e  t h e ' a p p a r e n t  goal of regu- 

l o t i o n  by the A l a s k a  P i p e l i n e  C o m m i s s i o n  is an a b us e  of  the 

t a x i n g  power. Fur t he r , the s c h e m e  ra ises o b v i o u s  legal and 

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

be i n v o l v e d  in the i n c o m e  d e t e r m i n a t i o n  p r o c e s s ,  the stage
* • ,

w o u l d  be set for e n d l e s s  c o n t r o v e r s i e s .

T h e  f o r e g o i n g  d i s c u s s i o n  r e l a t e s  t:o I C C - r e g u l a t e d  oil 

p i p e l i n e s .  W h e r e  an oil p i p e l i n e  do es  n ot yet ha ve  a v a l u e  

e s t a b l i s h e d  by the ICC or w h e r e  the oil p i p e l i n e  is s t r i c t l y  an • 

i n t r a s t a t e  oil p i p e l i n e ,  the bill p r o v i d e s  that such a cor- 

p o r a t i o n  h a v i n g  one of th e se  p i p e l i n e s  shall h a v e  its inco m e 

d e t e r m i n e d  u n d e r  the ru le s and r e g u l a t i o n s  of the A l a s k a  P i p e­

line C o m m i s s i o n .  He r e ag ai n,  as w o u l d  be the case of an ICC- 

r e g u l a t e d  p i p e l i n e  c o r p o r a t i o n  w h i c h  was f o r c e d  to e le c t to have 

i n c o m e  d e t e r m i n e d  by the C o m m i s s i o n  ( d i s c u s s e d  above), the 

i n c o m e  d e t e r m i n a t i o n  is lef t to a n o t h e r  a g e n c y  u n d e r  rules and 

r e g u l a t i o n s  as it c h o o s e s .  In e s s en c e,  the w h o l e  m a t t e r  of 

d e t e r m i n i n g  income to tax u n d e r  an i nc om e  tax law is left to tho 

v a g u e  g u i d e l i n e s  of -another g o v e r n m e n t a l  agency. This, in- 

it se lf , raises q u e s t i o n s  w h e t h e r  t h er e has been an u n c o n s t i t u­

tional d e l e g a t i o n  of l e g i s l a t i v e  a u t h o r i t y .  But even if one 

g e t s  o v e r  that hur d le ,  the fact r e m a i n s  that w h a t e v e r  rules 

w o u l d  f i n a l l y  appl y,  those rule s w o u l d  not a c c o r d  w i t h  general 

p r i n c i p l e s  of income t a x a t i o n  w h i c h  o ug h t to a p p l y  to p ipelin e 

o p e r a t i o n s  just as they a p p l y  to any o t h e r  type of opera ti on.

As to gas p i p e l i n e s  - r e g u l a t e d  by the Fe de ra l  P o w e r  ' 

C o m m i s s i o n  ( F P C ) , SB 105 p r o v i d e s  in S e c t i o n  4 3 . 2 0 . 0 1 3 ( d )  that



t a x a b l e  i ncome shall be d e t e r m i n e d  in a c c o r d a n c e  w i t h  r e p o r ti n g 

p r o c e d u r e s  e s t a b l i s h e d  by the FPC. H e r e  again, there is a 

d e p a r t u r e  fr om  n o r m a l  a p p l i c a t i o n  of  i n c o m e  tax p r i n c i p l e s  

b e c a u s e  a gas p i p e l i n e ,  t h o u g h  r e g u l a t e d ,  is r e a l l y  no d i f f e r e n t  

f r o m  a n y  o t h e r  t a x p a y e r  i n s o f a r  as h a v i n g  i n co me  tax p r i n c i p l e s  

a p p l i e d  to its o p e r a t i o n s .  The r e g u l a t i o n  and r a t e - m a k i n g  

p r o c e s s  o f  the FPC  f u l l y  takes into account, a gas p i p e l i n e’s 

h a n d l i n g  o f  its o p e r a t i o n s  w h e r e  th a t p i p e l i n e - u t i l i z e s - the- - ■ • 

p r o v i s i o n s  of the I n t e r na l  Revei.ue Co d e t o . a c h i e v e  tax sav ings, 

f o r  the b e n e f i t  of  not o n l y  it-s c u s t o m e r s  b u t  al s o its s h a r e - . - 

h o l d e r s .

F inally , I w o u l d  like to say a w o r d  ab ou t  S e c t i o n  4 3 . 2 0 . 0 1 5  . 

w h i c h  d e a l s  w i t h  " P u b l i c  R e p o r t i n g . "  U n d e r  that p r o v i s i o n  the 

C o m m i s s i o n e r  of R e v e n u e  is to c o m p i l e  an d t r a n s m i t  to the l e g i s­

l a t u r e  e a c h  ye a r an a n n u a l  r e p o r t  w h i c h  s ho w s the tax p a i d  u nd er  

S B  105 t o g e t h e r  w i t h  the i t e m i z e d  d e d u c t i o n s  that h a v e  b e e n  

a l l o w e d  and how m u c h  tax r e v e n u e  was not c o l l e c t e d  b e c a u s e  of 

the d e d u c t i o n s .  Fu rt her, the r e p o r t  is to p r o v i d e  a s u m m a r y  of 

the total a mo u nt  of oil and gas p r o d u c e d  by ea c h ta xpayer, the 

t a x a b l e  i n co m e as c a l c u l a t e d  u n d e r  S e c t i o n  12 and 13 r e l a t i n g  to 

oil and gas income and p i p e l i n e  t r a n s p o r t a t i o n  in Alask a,  and 

the o u t - o f - s t a t e  i ncome  of the t a x p a y e r  a p p o r t i o n e d  to Alaska.

In short, SB 105 w o u l d  o p e n  up for g e n e r a l  s c r u t i n y  w i t h o u t  

s a f e g u a r d s  of c o n f i d e n t i a l i t y  the w h o l e  o p e r a t i o n  of the oil and 

gas p r o d u c e r s  and p i p e l i n e  o p e r a t o r s  in Al as ka .  I w o u l d  hope
#

that we h a v e n ' t  p r o g r e s s e d  to the p o i n t  in this c o u n t r y  where a



t a x p a y e r ' s  re t ur ns  hav e b e c o m e  a m a t t e r  of p u b l i c  record. I
f *

d o u b t  if a n y o n e  w o u l d  c o n s e n t  to h a v i n g  their tax r et u rn  i n f o r­

m a t i o n  b u n d l e d  up by the tax c o l l e c t o r  to be l a i d  bare for 

a n y o n e  to re view. T h e r e  are s t r i c t  rules in all sta te s  and at 

the f e d e r a l  level c o v e r i n g  d i s c l o s u r e  of tax r e t u r n  in f or m at io n , 

a n d  t h e r e  are wa y s  w h e r e b y  c e r t a i n ' l i m i t e d  g r o u p s  of p e o p l e  

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

s t r i c t l y  c o n f i d e n t i a l  b a s i s  w i t h  c r i m i n a l  s a n c t i o n s  imp o se d  for 

v i o l a t i o n s .  But u n d e r  SB  105, the i n f o r m a t i o n  c o u l d  be ma de  

a v a i l a b l e  to a la rge n u m b e r  of  p e o p l e  w h e r e  t he re  are no g u i d e­

line s  w h a t s o e v e r  ov er  d i s c l o s u r e .  S u c h  a p r o v i s i o n  is one that 

s i m p l y  s h o u l d  not be t o l e r a t e d  no m a t t e r  who the t a x p a y e r  m ay  

b e .

HB 322

T h e  next bill I w i s h  to d i s c u s s  is HB 322; This is the 

D e p a r t m e n t  ol: R e v e n u e ' s  bi ll  w h i c h  a d o pt s  the r e c o m m e n d a t i o n s  of 

P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h .  E s s e n t i a l l y ,  this bill has 

the f o l l o w i n g  features:

1. Impose a f r a n c h i s e  tax on oil and gas p r o d u c e r s  

o p e r a t i n g  in A l a s k a  who h a v e  gr o ss  r e c e i p t s  of $250 m i l l i o n  

or more.

2. Tho income ba se  to be taxed w o u l d  be the h i g h e r  of (1) 

p r e - t a x  boo k inco me  as r e p o r t e d  to s t o c k h o l d e r s  b e fo r e any 

r e d u c t i o n  by r e a s o n  of taxes on income, or (2) t a xa b le  income 

u n d e r  the Internal R e v e n u e  Code. ••



3. A p p o r t i o n  the p r e - t a x  b o o k  inc om e u n d e r  item 2 by 

m e a n s  of a t h r e e - f a c t o r  f o r m u l a  w h e r e  the p r o p e r t y  and 

p a y r o l l  fa c to r s arc tlie same as n o w  c o n t a i n e d  in the 

M u l t i s t a t e  C o m p a c t  bu t the sales f a c t o r  in the C o m pa c t 

w o u l d  be r e p l a c e d  by an e x t r a c t i o n  factor. S u c h  e x t r a c t i o n  

f a c t o r  w o u l d  be the r a t i o  of .oil and gas p r o d u c e d  in 

A l a s k a  ( e x p r e s s e d  in B T U ’s) to total p r o d u c t i o n  of the 

t a x p a y e r  e v e r y w h e r e .

T hu s , t h e r e  are !wo m a i n  t h e m e s  to HB 322: . tax b a s e  ch a ng e s 

a nd a p p o r t i o n m e n t  f a c t o r •c h a n g e s . S u c h  c h a n g e s  are the same 

c h a n g e s  d i s c u s s e d  and r e c o m m e n d e d  by P r o f e s s o r s  Z e i f m a n  and 

A i n s w o r t h  in their  t e s t i m o n y  e a r l i e r  this week.

P r o f e s s o r s  Z e i f m a n  a n d  A i n s w o r t h  w o u l d  r eject  fe deral 

t a x a b l e  inco me  as a tax b a s e  b e c a u s e  the F e de ra l  Internal 

R e v e n u e  Cod e c o n t a i n s  m a n y  d e d u c t i o n s ,  c r e di t s and e x c l u s i o n s  

w h i c h  they a l l e g e  hav e d i l u t e d  r e v e n u e - r a i s i n g -p o t e n t i a l  

t h r o u g h  s u b s i d i z a t i o n  of o f  some a c t i v i t i e s  w hi le  d i s c o u r a g i n g  

o t h e r s .

In their r e p or t,  t ho ug h  not m e n t i o n e d  e xc ep t  b r i e f l y  in 

t h ei r  t es ti m on y , the p r o f e s s o r s  a t t e m p t e d  to d e m o n s t r a t e  how 

the r e v e n u e  r a is i ng  p o t e n t i a l  has been eroded  and r e f e r r e d  to 

the c o n c e p t  of "tax e x p e n d i t u r e s "  which, in essenc e,  is simply 

a l i s t i n g  o f  those items or c a t e g o r i e s  c o n s t i t u t i n g  de du c t io n s,  

c r e d i t s ,  or e x e m p t i o n s  found in tho Int ernal R e v e n u e  Code, 

t o g e t h e r  wit h the e s t i m a t e d  e f f e c t  they have on r e v e n u e  collected. 

T h i s  l i s t i n g  is r e q u i r e d  to he p u b l i s h e d  each ye a r u nd er  the



C o n g r e s s i o n a l  B u d g e t  Act of 1974. H o w e ve r , i n s te a d o f  d i s c u s s i n g  

a n d  c o m m e n t i n g  o n  the m o r e  than 75 g e n e r a l  c a t e g o r i e s  of items 

in the p u b l i s h e d  l i s t  as the y a p p l y  to b o t h  i n d i v i d u a l  and c o r p o­

rate t a x p a y e r s r the p r o f e s s o r s  c h o s e  o n l y  to e x t r a c t  in th eir re- 

p o r t  b u t  six c a t e g o r i e s ,  a n d  o n l y  o n e  of  the six (expe nsing of 

e x p l o r a t i o n  a nd d e v e l o p m e n t  costs) a p p l i e s  s p e c i a l l y  to the p e t r o­

le u m  a n d  m i n i n g  i n d u s tr y .

I ha v e h e r e  the c o m p l e t e  l i s t i n g  o f  "tax e x p e n d i t u r e s "  for 

the F i s c a l  Y e a r  1978 w h i c h  al s o show s t h o s e  "tax e x p e n d i t u r e s "  

for y e a r s  197C a n d  1977. A  c o p y  of th is  l i s t i n g  is a t ta ch ed.

T h e r e  ar e  two c o l u m n s  for e a c h  year, one for c o r p o r a t i o n s  and' one 

f or  i n d i v i d u a l s .  A  r e v i e w  of  b o t h  the n u m b e r  o f  c a t e g o r i e s  l i st ed  

as w e l l  as d o l l a r  a m o u n t s  w i l l  reve a l tha t i n d i v i d u a l  t a x p a y er s 

i n d e e d  ha ve  fared v e r y  w e l l  c o m p a r e d  w i t h  c o r p o r a t e  taxpayers.

It w i l l  al s o be n o t e d  that t he r e are o n l y  two it em s r e l a t i n g  

s p e c i a l l y  uo the p e t r o l e u m  industry. O n e  d e a l s  w i t h  the e x p e n s i n g  

o f  e x p l o r a t i o n  and d e v e l o p m e n t  costs, whi ch , fr om the t e s t i m o n y  of 

tho p r o f e s s o r s  as well- as Mr. Kilg ore, o n e  w o u l d  t h i n k  w a s  the 

m a j o r  p r o v i s i o n  in the I n t er n al  R e v e n u e  Co d e  but w h i c h  in r e a l it y 

r e p r e s e n t s  a r a t h e r  s ma l l ite m c o m p a r e d  to o t h e r  it e ms  in the list 

ing. In fact, tha t i t e m  has a r e v e n u e  loss e f f e c t  a bo u t equal to 

the Loss from the c r e d i t  a l l o w e d  for b u y i n g  n e w  homes. T h o  o t h e r  

c a t e g o r y  d e a l s  w i t h  the e x c e s s  of p e r c e n t a g e  d e p l e t i o n  o v e r  cost 

d e p l e t i o n .  But this l a t t e r  i t e m  a p p l i e s  to o v e r  100 d i f f e r e n t  

m i n e r a l s  w h i c h  invol ve  p e r c e n t a g e  d c p l c t i o n - - o i l  and gas being  

but o n e  c at eg ory. In any even t,  p e r c e n t a g e  d e p l e t i o n  has



$

n e g l i g i b l e  a p p l i c a t i o n  to m a j o r  oil c o m p a n i e s  b e c a u s e  of the 

s e v e r e  r e s t r i c t i o n  of: p e r c e n t a g e  d e p l e t i o n  for oil and gas r e­

su l t i n g  fr om  the 1975 T a x  R e f o r m  Act. T he  prof e ss o rs '  a t t em pt  

in their p a p e r  to s h o w  th e p e t r o l e u m  i n d u s t r y  as a highly' 

f a v o r e d  i n d u s t r y  that r e c e i v e s  a m a j o r  s h a r e  of tax  b e n e f i t s  

is s i m p l y  i nc orrect .

A f t e r  l e v e l i n g  a f i n g e r  at c o r p o r a t e  t a x p a y e r s  gen erally, 

the  p r o f e s s o r s  then r e c o m m e n d e d  t h a t  o n e  s p e ci a l g r o u p — n a m e l y  

o i l  c o m p a n i e s - - b e  s i n g l e d  o u t  f or ta x  "reform". However, the 

p r o f e s s o r s  f a i l e d  to d i s c u s s  e i t h e r  in t h e i r  p a p e r  or their 

t e s t i m o n y  the i n e q u i t y  o r  p o s s i b l e  legal p r o b l e m s  of  proposing' 

a "book in come" ba se  for m a j o r  oil c o m p a n i e s  w h i c h  w o u l d  be far 

d i f f e r e n t  than w o u l d  a p p l y  to a ny  o t h e r  c la s s of  taxpayers. The y 

d i d  not e v e n  m e n t i o n  in t h e i r  r e p o r t  that no state in the cou n tr y  

has a l a w  u t i l i z i n g  " p r e - t a x  b o o k  income" as a tax base t h o u g h  

q u e s t i o n i n g  by the C o m m i t t e e  d i d  b r i n g  out this inf ormation.

E v e n  if one w e r e  to a g r e e  w i t h  the no vel a p p r o a c h  su ggested  

by P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h  and e m b o d i e d  in HD 322, a 

true  a d v o c a t e  of their t h e o r y  c o u l d  not l o g i c a l l y  p r op o se  its 

use  w i t h  o n e  set of t a x p a y e r s  a n d  th en  igno r e its a p p l i c a b i l i t y  

to the va s t m a j o r i t y  of o t h e r  taxpay er s.  If such a radical 

c h a n g e  in tax a p p r o a c h  is to be made, then it sh ou ld  a pp ly to 

all t a x p a y e r s  u n d e r - a l l  i n c o m e  tax lav/s at the same time, w i t h  

c o r r e s p o n d i n g  a d j u s t m e n t s  of tax rates for all.



An a p p r o a c h  w h i c h  u s e s  the h i g h e r  of bo o k i n c o m e  b efore 

ta xes 01 t a x a b l e  i n c o m e  c a n  le ad to d i s t o r t e d  res u lt s .

Mr. B o n n e /  of F.XXON w i l l  d e m o n s t r a t e  t h r o u g h  a s i m p l e  e x a mp le  

h o w  the us e o f  one v e r s u s  the o t h e r  c o u l d  p r e v e n t  a full 

r e c o v e r y  of  a c a p i t a l  i n v e s t m e n t  and  y e t  tax p h a n t o m  or n o n­

e x i s t e n t  i n co m o.  F u r t h e r  d i s t o r t i o n  m a y  r e s u l t  f r o m  the i n­

c l u s i o n  of  e a r n i n g s  o f  n o n - c o n t r o l l e d  c o m p a n i e s  in p r e - t a x  

i n c o m e ,  as r e q u i r e d  b y  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  princ ip l es .

W h i l e  the oil c o m p a n i e s  m a y  be  r e q u i r e d  to r e p o r t  t he  earnings'
• • *.

of  t h e i r  i n v e s t m e n t s  in n o n - c o n t r o l l e d  c o m p a n i e s ,  t h e y  do not 

d e t e r m i n e  if or w h e n  the e a r n i n g s  of t he s e e n t i t i e s  are d i s­

tri b u t e d .  Y e t  MB  No. 322 p r o v i d e s  for i m m e d i a t e  t a x a t i o n  of 

this i n c o m e  b e c a u s e  it w o u l d  be i n c l u d e d  w i t h i n  the p r e - t a x  

bo o k i n c o m e  r e p o r t e d  to s t o c k h o l d e r s .

P r o f e s s o r  Zeifinan e m p h a s i z e d  the fact that b o o k  income is 

i n v a r i a b l y  l a r g e r  t h a n  t a x a b l e  income, thereby" s h o w i n g  that big 

c o r p o r a t i o n s  ha v e  tax b e n e f i t s .  H ow e v e r ,  of wh at  real s i g n i­

fica n c e  is it that a c o r p o r a t i o n ' s  m a n a g e m e n t  c h o o s e s  to adopt 

a c o n s e r v a t i v e  b o o k  a c c o u n t i n g  m e t h o d  as long as it is c o n s i s t e n t  

in d o i n g  so y e a r  a f t e r  y e a r  to av oi d  d i s t o r t i o n s ?  D i f f e r e n c e s  

b e t w e e n  b o o k  and tax i n co me  due to d i f f e r e n t  t r e a t m e n t  has 

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

For Lax p u r p o s e s  the I n te rn al  R e v en u e S e r v i ce , as we l l  as a 

c o m p a n y ' s  o w n  a u d i t o r s ,  wil l requi re  a full r e c o n c i l i a t i o n  of 

the t a x ab l e income b a c k  to the bo o k  incom e and t h e r e  are ex t e ns i ve  

s c h e d u l e s  in Lax retu r ns  w h i c h  do this e v e r y  year.



T h e  o n l y  p o i n t  P r o f e s s o r  Z e i f m a n  is m a k i n g  is that under 

the I n t e r n a l  R e v e n u e  C o d e  c o r p o r a t i o n s  a re p e r m i t t e d  c e r t a i n  

d e d u c t i o n s ,  or c r e d i t s ,  or e x c l u s i o n s  w h i ch ,  if t ak e n a d v a nt a ge  

of, s h o w  a l e s s e r  ’'taxable" i n c o m e  t h a n  s h o w n  on the books if 

the m a n a g e m e n t  c h o o s e s  to use a c o n s i s t e n t  m e t h o d  w h i c h  treats 

the i t e m  d i f f e r e n t l y .  But the sa me  t h i n g  c a n  be said  for all 

t a x p a y e r s ,  i.e., all t a x p a y e r s  r e c e i v e  some f o r m  of tax t r e a t­

m e n t  w h i c h  c a u s e s  t h e i r  taxes to be les s tha n if the tax law . 

s i m p l y  t a x e d  th e g ro s s d o l l a r s  r e c e i v e d  at a s p e c i f i e d  rate.

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

to e a r l i e r .  P o i n t i n g  the f i n g e r  at o n e  g r o u p  of  t a x p a ye r s as 

o n e s  w h o  s h o u l d  first go on the c h o p p i n g  b l o c k  of r e f o r m  while 

i g n o r i n g  o t h e r s  who a re  not so t r e a t e d  is a s k i n g  a lot of any 

l e g i s l a t i v e  b o d y  w h o s e  d u t y  it is to p l a y  fair w i t h  its c itize ns  

w h e t h e r  they be c o r p o r a t e  c i t i z e n s  or i n d i v i d u a l s .

Substitution__o_f _an " e x t ra c t i o n " fa c t o r_ for t h e _ ''sal e s ^  f a c t or

T h e  s e c o n d  m a i n  p o i nt  of HB  322 d e a l s  w i t h  d e l e t i n g  the 

s al e s factor and s u b s t i t u t i n g  an e x t r a c t i o n  factor.

B e f o r e  p l u n g i n g  into this sub j ec t,  I b e l i e v e  it w o ul d  be 

h e l p f u l  to g i v e  the C o m m i t t e e  some b a c k g r o u n d  a b o u t  the t r a d i­

tional t h r e e - f a c t o r  f o r m u l a  u t i l i z i n g  p r o p e r t y ,  p a y r o l l  and 

sale s, w h o r e  it c a m e  from and why it is used today by most 

s t a t e s  w h i c h  tax c o r p o r a t e  income. A n o t h e r  r e a s o n  why this 

will he h e l p f u l  is that P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h  gave 

th ei r  t e s t i m o n y  r e c o m m e n d i n g  a c h a n g e  s t r i c t l y  on the basis



that its use  will a p p o r t i o n  m o r e  i n c o m e  and, t h e r e f o r e  pr ov id e 

m o r e  tax. H o w e v e r ,  the m a t t e r  is not q u i t e  as s i m pl e  as the 

p r o f c s s o i s  h a v e  indic at ed .

W h e n  s t a t e s  b e g a n  t a x i n g  c o r p o r a t e  i n c o m e  ov e r  SO years 

ago, t h e r e  w e r e  v a r i o u s  f o r m u l a s  u s e d  to d i v i d e  the income. 

B e c a u s e  t h e r e  w e r e  d i f f e r e n t  f o r m u l a s ,  it w a s  no t long b e fo re  

d i s p u t e s  a r o s e  b e t w e e n  s t at e s a n d  t a x p a y e r s ,  u s u a l l y  i n v o lv i ng  

the q u e s t i o n  w h e t h e r  the s t a t e  w a s  r e a c h i n g  for too m u c h  of the 

t a x p a y e r ' s  in come. It is v e r y  i m p o r t a n t  to b e a r  in m i n d  all 

the w a y  t h r o u g h  the d i s c u s s i o n  o f  this s u b j e c t  that a state can

c o n s t i t u t i o n a l l y  tax o n l y  t ha t  i n c o m e  of  the t a x p a y e r  w h i c h  is

d e r i v e d  f r o m  w i t h i n  the s t a t e ' s  b o r d e r s .  Thus, the s e a rc h  has 

a l w a y s  be en  to find a f o r m u l a  w h i c h  g i v e s  b o t h  the ta xp a ye r and 

the s t a l e  fair t r ea t m e n t .  But as to the t a x p a y e r  who o perates  

in m o r e  th a n one state, the p r o b l e m  has a l s o  b e e n  to u t i l i z e  a 

m e t h o d  of  d i v i d i n g  i n co me  w h i c h  do c s n ot  s u b j e c t  the t axpaye r 

to m u l t i p l e  taxation.

It is not d i f f i c u l t  to sec h o w  m u l t i p l e  t a x a t i o n  can 

occ ur . S u p p o s e  X c o r p o r a t i o n  o p e r a t e s  in s t a t e s  A, B, and C, 

e a c h  of w h i c h  has the same s t a n d a r d  t h r e e - f a c t o r  formula of 

p r o p e r t y ,  p a y r o l l ,  and sa le s a nd  each of  w h i c h  has an 82 income 

tax rate. In w o u l d  be rare if X c o r p o r a t i o n  had e x a c t l y  the 

same m i x t u r e  of p r o p e r t y ,  p a y r o l l ,  and sales  in eac h state.

H o w e v e r ,  w h e n  e ac h  of the three s t a t e s  a p p l y  their tax laws and

d i v i d e  the income un d er  their u n i f o r m  f o r m ul a s,  X's total tax 

to all three stat es  will he no m o r e  than 82 of  its total income.



But lot's v a r y  the e x a m p l e  just s l i g h t l y  a n d  a s s u m e  that 

in st a te  A, X c o r p o r a t i o n  has a h e a v y  c o n c e n t r a t i o n  of  p r o p e r t y  

and p a y r o l l  but n ot  m a n y  s al e s and that s t a t e  A  d e c i d e s  to 

d e l e t e  its sales fa ctor a n d  h a v e  o n l y  a t w o - f a c t o r  formula. In 

s u c h  a c a s e  s ta t e A w i l l  a p p o r t i o n . t o  i t s e l f  a g r e a t e r  amount 

o f  X's i n c o m e  but a p p o r t i o n m e n t  to S t a t e s  B a nd  C wi l l  r e m a i n  

the same. T he  r e s u l t  w i l l  be that an a m o u n t  g r e a t e r  th an  X's 

t o t a l  i n c o m e  w i l l  be a p p o r t i o n e d  in the a g g r e g a t e  to all th ree 

s t a t e s  and X w i ll  ha v e  b e e n  s u b j e c t e d  to m u l t i p l e  t a x a t i o n  

b e c a u s e  S t a t e  A  b r o k e  the u n i f o r m i t y .

T he f o r e g o i n g  is a s i m p l i f i e d  e x a m p l e  but n e v e r t h e l e s s  

d e m o n s t r a t e s  how m u l t i p l e  t a x a t i o n  can result. As n ot e d earlier, 

d i s p u t e s  o v e r  income t a x a t i o n  e x i s t e d  for d e c a d e s  and it was not 

untiJ 1957 w h e n  the C o m m i s s i o n e r s  on U n i f o r m  Laws in c o n j u n c t i o n  

w i t h  the tax s e c t i o n  of the A m e r i c a n  Bar A s s o c i a t i o n  and man y o t h e r  

i n t e r e s t e d  p a r t i e s  f i n a l l y  w r o t e  a model law k n o w n  as the " U n i f o r m  

D i v i s i o n  of Income for- T a x  P u r p o s e s  A c t "  (IJDITPA) in the hope that 

s t a t e s  w o u l d  a d o p t  it and thus put an end to the c h a o t i c  c o n d i t i o n  

that ex i st e d.  T h e  a p p o r t i o n m e n t  f o r m u l a  s e t t l e d  up on  u t i l i z e d  

p r o p e r t y ,  p a y r o l l  and d e s t i n a t i o n  sales. U n d e r l y i n g  this t h r e e - f a c t o r  

t he o ry  of a p p o r t i o n m e n t  is the c o n c e p t  that the e m p l o y m e n t  of 

capi t al  iu the form of p r o p e r t y ,  lab or  as r e f l e c t e d  in p a y r o l l s  

and u l t i m a t e  sales to g e n e r a t e  tho s u s t a i n i n g  r e v e n u e s  for tho 

b u s i n e s s  are nil vital f a c to r s to be g i v e n  ccpjal w e i g h t  in d e t e r m i n i n g  

income. Thu s, tho t heory r e c o g n i z e s  that in a true e c o n o mi c  

s e n s e  some pa r t of t a x a b l e  inc om e is e a r n e d  at e ve ry  stage  of the



To date, about o n e - h a l f  of the st at es ( i n c l u d i n g  Alaska) have  

a d o p t e d  U D I T P A  and all but two s tates w h i c h  i m p o s e  an income tax 

us e the t h r e e - f a c t o r  f o r m u l a  of p r o p e r t y  p a y r o l l  and sales.

Th e U D I T P A  m o d e l  law o n l y  d eals w i t h  a p p o r t i o n m e n t  of income 

a n d  do e s  not c o n t a i n  p r o v i s i o n s  s e t t i n g  f o r t h  r u l e s  or p r o c e d u r e s  

w h e r e b y  a s ta te  c o o p e r a t e s  w i t h  o t h e r  s t a t e s  to a d m i n i s t e r  incom e 

t a x a t i o n  on a j o i n t  bas is. In an e f f o r t  to p r o m o t e  u n i f o r m i t y  

o f  ta x  r ul es  and c o o p e r a t i o n ,  a n u m b e r  of  s t at e s f o r m e d  w h a t  is 

n o w  c a l l e d  the M u l t i s t a t e  T a x  Co mp a ct . H o w e v e r ,  a st a te  whic h,  

a d o p t s  the C o m p a c t  al s o  a d o p t s  the t h r e e r f a c t o r  d i v i s i o n  of i n co m e 

f o r m u l a  b a s e d  on the U D I T P A  m o d e l  law. A l a s k a  a d o p t e d  the C o m p a c t  

in 1970 but f o l l o w e d  the U D I T P A  f o r m u l a  b e f o r e  1970. Hence, 

s t a t e s  w h i c h  h a v e  a d o p t e d  the C o m p a c t  and st at es  w h i c h  simply
c

f o l l o w  the U D I T P A  rules ha v e  c o m p a t i b l e  laws.

W i t h  this b r i e f  b a c k g r o u n d  let me turn to the p r o p o s a l  to 

d e l e t e  the sales f a c to r  a nd  impose an e x t r a c t i o n  factor. The 

nub o f  the p r o f e s s o r s '  a r g u m e n t  is that the sales fac to r is low 

d u e  to de st  inn t ion sales  w h i c h  c a u s e s  l es s er  a p p o r t i o n m e n t  of 

i n co m e to A l a s k a  and this c an  be cu re d  by s u b s t i t u t i n g  an 

e x t r a c t i o n  factor. Thus, tlie sales fact o r is d i s m i s s e d  by 

the p r o f e s s o r s  and the r e n d e r  of t heir pa p er  and the a u d i e n c e  to 

th ei r  t e s t i m o n y  is..simply left w i t h  a c o n c l u s i o n  void of any 

r e a s o n i n g  e x c e p t  m a x i m i z i n g  revenue.

T h e r e  was a sound r e as o n for the U D I T P A  and C o mp a ct  t r ea t m e n t  

of  sales on a d e s t i n a t i o n  basis for p u r p o s e s  of tlie " s a l es "  factor 

A d e s t i n a t i o n  sa le  is one w h i c h  o c c u r s  in a state if goods are



d e l i v e r e d  in that s t a t e  or  s e r v i c e s  are p e r f o r m e d  in that state.

i
S u p p o s e  a m a n u f a c t u r e r  has its p la nt  in Il l in oi s  and has a large 

p a y r o l l  at that p l a n t .  F r o m  this plant the m a n u f a c t u r e r  ships 

m o s t  all of h i s  p r o d u c t s  to p u r c h a s e r s  in o t h e r  states. If this 

is the o n l y  p l a n t ,  the p r o p e r t y  and the p a y r o l l  f a c t o r  to Illinois



w i l l  bo hi gh  a n d  if the s al e s are a t t r i b u t e d  to the Il li no i s 

p l a n t  as the o r i g i n a t i o n  p o i n t  of  the sale, then I l l i n o i s  wo uld 

a p p o r t i o n  n e a r l y  all the i n c o m e  for t a x a t i o n  in I ll i no i s.  As 

c a n  be se e n  f r o m  th is s i m p l i f i e d  exam pl e , the m a j o r  m a n u f a c t u r i n g  

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

i n c o m e  to the d e t r i m e n t  o f  n o n - m a n u f a c t u r i n g  state s.  Hence, the 

" d e s t i n a t i o n 11 sales c o n c e p t  is o n e  w h i c h  not o n l y  a f f o r d s  p r o t e c t i o n  

to less p o p u l a t e d ,  n o n - m a n u f a c t u r i n g  states , su c h as A l a s k a ,  but 

a l s o  g i v e s  l e g i t i m a t e  r e c o g n i t i o n  to sal es  a c t i v i t y  in c o n s u m e r -  

s t a t e s  by  d e e m i n g  t he s a l e  to " o c c u r "  w h e r e  the p u r c h a s e  t a k e s’, 

d e l i v e r y ,  . • ,

W h a t  the p r o f e s s o r s  h a v e  p r o p o s e d  as a f a c t o r  c h a n g e  is no 

d i f f e r e n t  from w h a t  they m i g h t  p r o p o s e  in a ny  st a te  b a s e d  up on 

s i m p l e  r e a s o n i n g  to get m o r e  rev en u e,  the o n l y  d i f f e r e n c e  being 

that in s u c h  o t h e r  s t a t e s  it m i g h t  be a d i f f e r e n t  f a c t o r  w h i c h  

p r o v i d e s  the key. For e x a m p l e ,  they m i g h t  shift t heir p r op os al  

to I l l i n o i s  or P e n n s y l v a n i a  to p o i n t  out that its sales fac to r 

a l s o  is d e s t i n a t i o n - o r i e n t e d  and b e c a u s e  m o s t  p r o d u c t s  are 

s h i p p e d  o u t - o f - s t a t e ,  the rati o of sales in e i t h e r  of those s.tates 

wi ll  be lower. Th e p r o f e s s o r s  c o u l d  then r e c o m m e n d  that the 

" d e s t i n a t i o n "  sal es  f a c t o r  be c h a n g e d  to an " o r i g i n "  sa le s factor 

or that the s al e s f a c t or  be d e l e t e d  in favor o f  o ne ba se d  on 

m a n u f a c t u r e d  un it s  (e.g., t e l e v i s i o n  sets) in the s t a t e  to total 

u n i t s  m a n u f a c t u r e d  e v e r y w h e r e .  By su ch  c h a n g e s ,  those states 

c o u l d  then c o m m a n d  m o s t  of tho a p p o r t i o n e d  r e v e n u e  since, being 

m.imifacturing st ate s, they'a 1 ready have the bu l k  of  p r o p e r t y  and 

p a y r ol l  and, t h r o u g h  the s al es  f a c t o r  chang e,  they c o ul d prevent



d i l u t i o n  of t.ho total f a c t o r  to be u s e d  by tho taxpayer.

But s u p p o s e  it w as  s o m e  s t a t e  w h i c h  did not ha ve  h e a v y  

m a n u f a c t u r i n g  (i.e., l o w  p r o p e r t y  and p a y r o l l  in the s t a t e ) ?

U n d e r  the p r o f e s s o r s '  r e a s o n i n g  this m i g h t  ca ll  for u s e  of only 

a sales f a c t o r  -- i.e., d e s t i n a t i o n  sales a n d  not o r i g i n  sales 

b e c a u s e  o n l y  the f o r m e r  w o u l d  h e l p  'the state (in c o n t r a c t  to 

w h a t  w as s a i d  a b o v e  as b e i n g  in the "best i n t e r e s t s "  o f  Il li nois 

or P e n n s y l v a n i a ) .  By so l i m i t i n g  the f o r m u l a  to a s in g le  fa ctor, 

the n o n - m a n u f a c t u r i n g  s t a t e  m a x i m i z e s  a p p o r t i o n m e n t  of i n co me  

to fhe s t a t e .*

T h e  f o r e g o i n g  are o n l y  two e x a m p l e s  out o f  m a n y  one c o u l d  

e s t a b l i s h  to t a i l o r  a p p o r t i o n m e n t  formu la s f o r  v a r i o u s  states

for i n e q u i t a b l e  or u n c o n s t i t u t i o n a l  c o n s e q u e n c e s .  How e ve r , the

p r o b l e m s  w i t h  tho e x a m p l e s  ar e p a r a l l e l  to the same p r o b l e m s
»

that are c o n t a i n e d  in the p r o f e s s o r s '  p r o p o s a l  for an e x t r a c t i o n  

factor. In e a c h  i n s t a n c e  there is a b r e a k  in the u n i f o r m i t y  of 

t r e a t m e n t  by a s t a t e  w h i c h  i n e v i t a b l y  r e s u l t s  in the t a x p a y e r  

b e i n g  s u b j e c t e d  to m u l t i p l e  taxation. The s t a t e  b r e a k i n g  u n i­

formity  wil l tax a l a r g e r  p a r t  of  the income by use of its advan-

•'t R e c e n t l y  the fowa c o u r t s  s t r u c k  do wn  as u n c o n s t i t u t i o n a l
that s t a t e ’s us e of a s i n g l e  factor of sales b e c a u s e  it was 
not an a d e q u a t e  m e a s u r e  of the t a x p a y e r ' s  income d e r i v e d  from
w i t h i n  Iowa. ( M o o r m a n  Mfg. C o . , Polk Cty. Dlst. Ct.
No. Cfi 3-1 505 ( 1 ). - 1 7 - 7 b ) S i m i l a r l y ,  in G e n e r a l  M o t o r s  
C o r p o r a t i o n  vs_. Pist. o f  C oluirih l a , 3110 U . S T T l T ’~(l‘jdii)7~thc 
U n i t e d  S t a l e s  S u p r e m e  C o u r t  s t r u c k  dow n use of a s i n g l e  sales 
fa ct o r by the D i s t r i c t  of  Co lu m bi a .



ta go o us  a p p o r t i o n m e n t  factor s.  U n f o r t u n a t e l y ,  pa r t  of that same 

income wi ll  als o be a p p o r t i o n e d  to and taxed by the o t h e r  stat es  

h a v i n g  the u n i f o r m  a p p o r t i o n m e n t  formula.

As n ot ed ,  the p r o f e s s o r s  ha v e g i v e n  no r e a s o n  f or u s e  of  

the e x t r a c t i o n  f a c t o r  e x c e p t  that it will ra i se  r e v e n u e .  M i s s i n g  

is the r e a s o n i n g  w h y  the p r e s e n t  fa'ctors are not  a p r o p e r  m e a s u r e  

of a t a x p a y e r ' s  i n c o m e  w i t h i n  A l a s k a  or, c o n v e r s e l y ,  w h y  u s e  of 

the e x t r a c t i o n  f a c t o r  wi l l  giv e a m o r e  a c c u r a t e  m e a s u r e  of that 

income. M e r e l y  s a y i n g  th at  oil goe s out of the s t a t e  a n d  doe s not 

co un t  as a " s a l e "  in A l a s k a  to its d e t r i m e n t  is n o t  g o o d  e n o u g h  

b e c a u s e ,  as s h o w n  e a r li e r,  a ny s t a t e  c o u l d  a n a l y z e  its e c o n o m i c  

p o s i t i o n  and m a k e  the same a r g u m e n t  wh e n it o b s e r v e s  a r e s o u r c e  

m a t e r i a l  or m a n u f a c t u r e d  item b e i n g  ship pe d  out of the state. If 

that h a p p e n e d ,  the n c l e a r l y  the states and t a x p a y e r s  w o u l d  be bac k 

to the same c h a o t i c  s i t u a t i o n  that existe d b e f o r e  the u n i f o r m  

rules of U D I T P A  a n d  the M u l t i s t a t e  Tax C o mp a ct  w e r e  f o r m u l a t e d  

and ad op t ed .

To s a t i s f y  c o n s t i t u t i o n a l  r e q u i r e m e n t s ,  an a p p o r t i o n m e n t  

formula must f ai r iy  and r e a s o n a b l y  m e a s u r e  a t a x p a y e r ' s  net income 

in the p a r t i c u l a r  state since a s tate has j u r i s d i c t i o n  to tax 

only that income d e r i v e d  w i t h i n  its borders. The p r o f e s s o r s  

and some A l a s k a n  c r i t i c s  of the p r es en t  t h r e e - f a c t o r  fo rm ul a have 

simp l y loo ked at the oil p r o d u c t i o n  a s p e c t s  of the b u s i n e s s  of  

a m u l t i s t a t e  oil c o m p a n y  o p e r a t i n g  in A l a s k a  but a p p a r e n t l y  

'• • h t.o ignore the o th er  part of the b u s i n e s s  w h e r e  that oil has 

fn be t r a n s p o r t e d ,  refined, into p r o d u ct s , d i s t r i b u t e d  and sold.

-2.V'



In fact:, tho b u l k  of s u c h  a c o m p a n y ' s  e m p l o y e e s  a n d  a large portion  

o f  its i n v e s t m e n t  lie in th es e p h a s e s  of the b u s i ne s s.  Mor eo ve r, 

tho r e v e n u e  w h i c h  pays for the e x p e n s e s  of c o m p a n y  o p e r a t i o n s  is 

g e n e r a t e d  m a i n l y  o ut  of the sale s of r e f i n e d  p r o d u ct s.

T h e  c o n c e p t  of i n c o m e  t a x a t i o n  is the t a x a t i o n  of the overall 

p r o f i t s  of an e n t e r p r i s e  w h i c h  m a y  h a v e  m a n y  p a r t s  in m a n y  states 

b u t  all of w h i c h  c o n t r i b u t e  to the u l t i m a t e  p r o f i t  or loss. In 

d e v i s i n g  a f o r m u l a  to m e a s u r e  i n c o m e  for a p p o r t i o n m e n t ,  the drafters 

o f  the U D I T P A  m o d e l  law w e r e  not b e i n g  a r b i t r a r y  w h e n  they settled 

u p o n  u s e  o f  p r o p e r t y ,  p a y r o l l  and " d e s t i n a t i o n - o r i e n t e d "  sales.

T h e y  w e r e  l o o k i n g  for a f o r m u l a  w h i c h  not o n l y  c o n t a i n e d  elements 

r e f l e c t i n g  as m a n y  a s p e c t s  or s e g m e n t s  of  the b u s i n e s s  as p ossib le  

bu t a l s o  for a f o r m u l a  w h i c h  c o u l d  be e a s i l y  and u n i f o r m l y  a d­

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

w e l l  as t ax pa ye rs. U s i n g  these g u i d e l i n e s ,  the d r a f t e r s  found 

that p r o p e r t y ,  p a y r o l l  a nd  sales p r o v i d e d  a b a l a n c e  of factors 

r e a c h i n g  a nd  r e f l e c t i n g  the e s s e n t i a l  e l e m e n t s  of any m a n u f a c t u r i n g  

or  m e r c a n t i l e  bu s in e ss .

T h er e  can he no d o u b t  that the a u t h o r ' s  s o l u t i o n  fails to 

p r o t e c t  the t a x p a y e r  from m u l t i p l e  t a x a t i o n  but, rather, 

a c t u a l l y  c r e a t e s  it. W h i l e  this is r e a s o n  e n o u g h  to reje c t use 

of  I ho e x t r a c t i o n  factor, it also is c l e a r  that u se of this form 

of fa ctor in p l a c e  of a sales factor re du c es  ‘'.he s e g m e n t s  or 

s e c t o r s  c o n t a i n e d  w i t h i n  a b u s i n e s s  w h o s e  o p e r a t i o n s  are re f lected  

in the formula. S a l e s  from aj_l_ p h a s e s  of  the i n t e g r a t e d  b us in es s 

a re the s u s t a i n i n g  e l e m e n t  of the b u s i n e s s  w i t h o u t  w h i c h  the 

b u s i n e s s  fails, and such sales r e f l e c t e d  in the sales factor
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a r e  d r a w n  from the ti tal b u s i n e s s .  U n i t s  of p e t r o l e u m  e x t r a c t e d  

a r e  i m p o r t a n t  to the b u s i n e s s  too but r e p r e s e n t  o p e r a t i o n s  

p e r t a i n i n g  to o n l y  one s e g m e n t  or p h a s e  o f  an i n t e g r a t e d  p e t r o­

le u m  c o m p a n y ' s  t otal b u s i n e s s .

W h i l e  c r ud e  oil e x t r a c t e d  m a y  h a v e  a v a l u e  at the p o i n t  of 

p r o d u c t i o n ,  that v a l u e  e x i s t s  o n l y  b e c a u s e  of c o n s u m e r  d e m a n d  for 

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

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

m a r k e t i n g  d i s t r i b u t i o n .  In this re ga rd , oil p r o d u c t i o n  in the * 

c a s e  o f  the oil i n d u s t r y  is n ot  u n i q u e  a n d  the same r e a s o n i n g  • 

c a n  be a p p l i e d  for iron o re  in c o n n e c t i o n  w i t h  ste el m a k in g , 

for r aw t im b er  in c o n n e c t i o n  w i t h  f i n i s h e d  wo od  p r o d u c t s ,  or 

e v e n  for g r a p e s  g r o w n  for w i n e m a k i n g  s i n c e  in each of these 

c a s e s  the raw p r o d u c t  c a n  be v i e w e d  as h a v i n g  be e n " e x t r a c t e d " .

In all these case s, as w e l l  as w i t h  the oil i nd us t ry ,  the 

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

p r o d u c t s  rosulti.rr, in -sales r e v e n u e s  o n l y  a f t e r  h a v i n g  be en  

a c t e d  up o n  by o t h e r  n e c e s s a r y  p h a s e s  of the b u s i n e s s  c o n t a i n i n g  

mo st  o f  the t a x p a y e r ' s  e m p l o y e e s  and c o n t a i n i n g  f a c i l i t i e s  • 

r e p r e s e n t i n g  a s u b s t a n t i a l  pa r t of the t a x p a y e r ' s  i n v e s t e d  

c a p i t a l ,  bot h of w h i c h  are d i s t i n c t  fro m the " e x t r a c t i o n "  phase 

yet  s ti ll  a part of the o v e r a l l  o p e r a t i o n  of the e n t e r p r i s e .

By u s i n g  an e x t r a c t i o n  f a ct or  in p l a c e  of a sa les factor 

I lie w h o l e  c l e m e n t  of sales w h i c h  s u s t a i n  the b u s i n e s s  for its 

s u r v i v a l  are d i s r e g a r d e d .  U n i t s  of oil and gas p r o d u c e d  is 

s i m p l y  not a p r o p e r  m e a s u r i n g  f a c t o r  and, as will be p o i n t e d

i
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o u t  in an e x a m p l e  by Mr. R o n n c y  of F.XXON, the s u b s t i t u t i o n  of
/

an e x t r a c t i o n  factor ca n  r e s u l t  in a d i s t o r t e d  a t t r i b u t i o n  of 

" d o w n s t r e a m "  in co me fr o m t r a n s p o r t a t i o n ,  r e f i n i n g ,  m a r k e t i n g ,  

etc. to A l a s k a ' w h i c h  ca n  r e s u l t  in the t a x p a y e r  h a v i n g  in co m e  

t a x e d  twice.

F r o m  the f o r e g o i n g  it c a n  be .Seen that s u b s t i t u t i n g  an •• 

" e x t r a c t i o n "  f a ct o r for the " s a l e s "  f a c t o r  a c t u a l l y  d i s t o r t s  

r a t h e r  th an i m p r o v e s  the m e a s u r e m e n t  of  n e t  i n co me  of the total 

e n t e r p r i s e  a t t r i b u t a b l e  to o r  d e r i v e d  fr o m  w i t h i n  a p a r t i c u l a r  . 

st at e.  W h a t  it does is p r o v i d e  a c h a n g e  to " m a x i m i z e "  r e v e n u e  

w h i c h  is n ot a goal of f o r m u l a  a p p o r t i o n m e n t  w h e n  don e at the 

e x p e n s e  of s a c r i f i c i n g  the o t h e r  p r i n c i p l e s  w h i c h  lie b e h i n d  

the c o n c e p t  of a p p o r t i o n m e n t

I w o u l d  like to say a w o r d  a b o u t  the p r o v i s i o n  in MB 322 

w h i c h  the p r o f e s s o r s  r e c o m m e n d  as b e i n g  a b as i s for A l a s k a  

i n c l u d i n g  OCS p r o p e r t y ,  p a y r o l l  a n d  e x t r a c t e d  oil and gas as 

its o w n  f a c to r s w h e n  the O C S  p r o p e r t y  is d e p e n d e n t  up o n  o n - s h o r e  

A l a s k a  o p e r a t i o n s .  T he  p r o f e s s o r s  w e r e  c e r t a i n l y  c o r r e c t  in 

s a y i n g  that there m a y  be p r o b l e m s .  H o w e v e r ,  they f a il ed  to po in t  

out that s e c ti o n 1333 o f  T i t l e  43, w h i c h  deals in part w i t h  state 

laws a p p l i c a b l e  to the OCS a re a , c o n t a i n s  r a th e r t r o u b l e s o m e  

l a n g u a g e  for a state a t t e m p t i n g  to e x t e n d  its tax laws to the O C S  

area. S e c t i o n  1 33 3 (a ) (2 ) c o n t a i n s  the f o l l o wi n g sentence:

"Sta t e t a x a t i o n  law s shall not a p p l y  to the 

O u te r  C o n t i n e n t a l  S h e l f . "
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At least one state, C a l i f o r n i a ,  h as l o o ke d  d e e p l y  into this 

m a t t e r  of w h e t h e r  C a l i f o r n i a ,  c o u l d  c o n s i d e r  the OC S  d e v e l o p e d  

a r e a  as p r o v i d i n g  p r o p e r t y ,  p a y r o l l  a nd  sales fac to rs  for use by 

C a l i f o r n i a ,  i.e., the s a m e  c o n s i d e r a t i o n  being  r e c o m m e n d e d  by 

P r o f e s s o r  A i n s w o r t h .  T h e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  in Legal 

R u l i n g  No. 366 has h e l d  t h a t  C a l i f o r n i a  c a n n o t  c l a i m  pr op e rt y , 

p a y r o l l  and sal es  in the O CS  a r e a  for C a l i f o r n i a ' s  b e ne fi t, i.e., 

C a l i f o r n i a  c a n n o t  pu t t h e s e  f a c t o r s  in the n u m e r a t o r  fo r  Cal ifornia . 

T h e r e  is a t t a c h e d  to m y  t e s t i m o n y  c o p i e s  of the p e r t i n e n t  feder al  

s t a t u t e  r e f e r r e d  to a b o v e ,  a l o n g  w i t h  a c o p y  of Leg al  Rulin g No.

366 o f  .the C a l i f o r n i a  F r a n c h i s e  T a x  Board.

SB 202

SB 202 is b a s i c a l l y  the sa m e bill w h i c h  was c o n s i d e r e d  in 

the 1976 s e s s i o n  as S S S B  620. The m a i n  d i f f e r e n c e  b e t w e e n  the 

hi 1 1 s is that u n d e r  S S S B  620 the net p r o c e e d s  tax was a cre di t 

a g a i n s t  regular c o r p o r a t i o n  i n c o m e  tax insofar  as that c o r p o r a­

tion income tax w o u l d  r e p r e s e n t  tax on inc ome from oil p r o d u c t i o n  

t a x e d  u n d e r  SS SB  620;_ u n d e r  SB  202 , the t a x p a y e r  als o rema i ns  

s u b j e c t  to the A l a s k a  c o r p o r a t i o n  i n co m e tax but is d e e m e d  to 

he e x e m p t  o n l y  to the e x t e n t  o f  i n c o m e  e a r n e d  from p r o d u c t i o n  of 

°il in the state. In shor t,  u n d e r  S S S B  620 there was an actual 

c re d it  a g a i n s t  the A l a s k a  c o r p o r a t i o n  income tax but the net 

p r o c e e d s  tax c r e d i t  was o n l y  a p p l i c a b l e  a g a i n s t  that par t of the 

c o r p o r a t i o n  income  tax w h i c h  was a p p l i c a b l e  to inco me  from 

A l a s k a  oil o p e r a t i o n s .  U n d e r  SB 202 there is no c r e d i t  as such 

hut the t a x p a y e r  who a p p o r t i o n s  in co m e  to A l a s k a  is s i m p l y  not



taxed on income d e e m e d  to c o m e  fr om  A l a s k a  oil p r o d u c t i o n .

As some of  the m e m b e r s  o f  this C o m m i t t e e  know, I t e s t i f i e d  

on SSSB  620 la st  y e a r  a n d  p o i n t e d  out wha t I b e l i e v e d  to be the 

d e f i c i e n c i e s  in tha t bill. T h a t  t e s t i m o n y  is no d o u b t  st i ll  

a v a i l a b l e  in the C o m m i t t e e  f i le s  a nd  I do not p r o p o s e  to go 

into ill the d e t a i l s  of the b i l l  again.. Ra th er ,  I s ha ll  ha ve  

some  g e n e r a l  c o m m e n t s  on the b i l l  and p o i n t  out h o w  this bill 

im pa c ts  on t he  t a x p a y e r ,  as w e l l  as p o i n t  o u t  s o m e  of th e legal 

p r o b l e m s  w i t h  its o p e r a t i o n .

The "n et p r o c e e d s  ta x"  c o n t e m p l a t e d  by its p r o p o n e n t s  has  

f e a t u r e s  of  an i n c o m e  t ax  in that it a t t e m p t s  to r e a c h  a level 

of " i n c o m e "  or " p r o f i t a b i l i t y "  from s u c c e s s f u l  oil an d  gas p r o ­

du c t i o n  o p e r a t i o n s  w i t h  a tax rate  a p p l i e d  w h i c h  is eq ua l to 

(or h i g h e r  than) the r e g u l a r  A l a s k a  c o r p o r a t i o n  i n c o m e  tax rate 

(i.e., 9.4%). E s s e n t i a l l y ,  the tax w o u l d  be d e t e r m i n e d  by sub- 

t m e t i n g  from the w e l l h e a d  v a l u e  of oil and gas p r o d u c t i o n  c e r t a i n  

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

and m u l t i p l y i n g  the d i f f e r e n c e  by the c o r p o r a t i o n  .income tax rate 

of 0.44.

P r o p o n e n t s  of the "net p r o c e e d s "  tax hav e c h o s e n  to label 

it as an "ad v a l o r e m "  tax r a t h e r  than an " i n c o m e "  tax. Ho we ver, 

in s u b s t a n c e  an d  o p e r a t i o n  the tax is u n q u e s t i o n a b l y  a form of 

income tax and m e r e l y  c a l l i n g  it by a n o t h e r  name c a n n o t  c h a n g e  

I.hat fact.

B e c a u s e  the "n ot  p r o c e e d s "  tax a p p r o a c h  is i t s e lf  a form 

of s e p a r a t e  a c c o u n t i n g ,  t a x p a y e r s  will be e x p o s e d  to m u l t i p l e



t a x a t i o n  u n d e r  that a p p r o a c h  for t.hc same r e a s o n s  as d i s c u s s e d  

in c o n n e c t i o n  w i t h  SB 105. In fact, the e c o n o m i c  e f f e c t  to a 

t a x p a y e r  w o u l d  be e v e n  m o r e  a d v e r s e  sinc e the goal o f  the "net 

p r o c e e d s "  tax is s i m p l y  to is ol at e  s u c c e s s f u l  A l a s k a n  oil and 

gas p r o d u c i n g  o p e r a t i o n s ,  a l l o w  a v e r y  l i m i t e d  a m o u n t  of d e d u c­

tions c l o s e l y  and d i r e c t l y  a s s o c i a t e d  w i t h  p r o d u c t i o n ,  and tax • 

the r e s u l t i n g  "n et  p r o c e e d s "  at the c o r p o r a t i o n  i n c o m e  tax rate 

(9.4$) as t h o u g h  t h o s e  "n e t  p r o c e e d s "  c o n s t i t u t e d  n e t  income of 

the t a x p a y e r s .

P r o p o n e n t s  o f  the "n e t  p r o c e e d s "  tax in the p a s t  have  

a d m i t t e d  that the "n et p r o c e e d s "  to be taxed w o u l d  r e p r e s e n t  a 

tax b a s e  w h i c h  is h i g h e r  tha n w o u l d  o c c u r  u n d e r  r e g u l a r  p ri nc i p l e s  

of i n c o m e  t a x a t i o n  a p p l i c a b l e  to ot h er  ta x pa y er s . H ence, the 

economic, e f f e c t  is that A l a s k a  w o ul d  p l a c e  a tax (at the 9.4$ 

c o r p o r a t e  in co m e  tax rate) on a level of  inco me  (but c a l l e d  

"net p r o c e e d s "  i n s t e a d  of "i nc om e") w h i c h  is m u c h  h i g h e r  than 

w o u l d  result u n d e r  r e g u l a r  income tax p r i n c i p l e s ,  and that same 

income (or at least a c e r t a i n  level of that incomo) w o u l d  be 

inc lu d ed  in the b a s e  subj e c t to a p p o r t i o n m e n t  to o t hcr states 

and taxed by th em  b e c a u s e  they use the s t a n d a r d  t h r e e - f a c t o r  

ap p o r t i oilmenc formu la .

But the a d v e r s e  e f f e c t  of the "not p r o c e e d s "  tax a p p r o a c h  

w o u l d  not st op  there b e c a u s e  u nd er  that a p p r o a c h  the same t a x­

pay e r  w o u l d  still he s u b j e c t  to tho r e g u l a r  A l a s k a  c o r p o r a t i o n  

income tax. SB 2 0?. w o u l d  still r e q u i r e  tho t a x p a y e r  to a p p o r­

tion to A l a s k a  u n d e r  the t h r e e - f a c t o r  f o r m u la  all of  tho tax-



p a y e r ' s  i n c o me  fr om  o u t s i d e  A l a s ka , i n c l u d i n g  its n o n - A l a s k a  oil 

a n d  g a s  income . Thus, SD 202 w o u l d  p r o v i d e  A l a s k a  w i t h  the bes t 

o f  all w o r l d s :  it w o u l d  r e c e i v e  a tax at the 9.43 c o r p o r a t e  i n­

co m e  t a x  ra te  o n  A l a s k a  "net p r o c e e d s "  w h i c h  w o u l d  c o n s t i t u t e  a 

t ax  b a s e  m u c h  h i g h e r  th an  u n d e r  r e g u l a r  i ncom e tax p r i n c i p l e s  

and, t h r o u g h  a p p o r t i o n m e n t ,  it w o u l d  a l s o  se ek to r e a c h  all of  

t h e  t a x p a y e r ' s  i n c o m e  f r o m  o u t s i d e  A l a s k a  as w e l l  as a n y  n o n - o i l  

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

T h e  c o n c e p t  o f  th e "net p r o c e e d s "  tax w h i c h  w o u l d  o p e r a t e  

in s u b s t a n c e  like an i nc o me  tax r a i s e s  a legal q u e s t i o n  w h e t h e r  

t h e  m e t h o d  w o u l d  p e r m i t  the st a te  to taoc a g r e a t e r  a m o u n t  of  net 

i n c o m e  than r e a s o n a b l y  c o u l d  be a t t r i b u t e d  to Alaska.

P r o p o n e n t s  of the "net p r o c e e d s "  tax ha ve  c l a i m e d  that 

a " p r e c e d e n t "  e x i s t s  for su c h f o r m  of tax and hav e cited the 

s t a t e s  of Nevada, Utah, C ol o r a d o ,  Idaho, Mont an a,  and N e w  M e x i c o  

as e x a m p l e s .  H o w e v e r ,  a r e v i e w  of the s t a t u t e s  in those states 

r e v e a l s  that the "net p r o c e e d s "  tax has n o t h i n g  w h a t s o e v e r  to 

d o  w i t h  a s c h e m e  to tax income  s uc h as that be ing a d v a n c e d  by 

the p r o p o n e n t s  of the "net p r o c e e d s "  tax. Rather, tho "net 

p r o c e e d s "  .involved in/the s t a t e s  r e f e rr ed  to are s imply  con-, 

voni.ont a nd s i m p l i f i e d  m e a n s  of a r r i v i n g  at a v a l u e  on m i n i n g  or 

oil p r o p e r t i e s  for p u r p o s e s  of a p p l y i n g  p r o p e r t y  tax r at e s by 

local c o u n t y  a s s e s s o r s  in o r d e r  to p r o v i d e  p r o p e r t y  tax r e v e n u e  

i.n the local co un ti es. Such a m e t h o d  is e s s e n t i a l l y  a s u b s t i t u­

tion for the r a t h e r  s o p h i s t i c a t e d  and c o m p l e x  va l ua ti o n p r o­

c e d u r e  that w ou ld  o t h e r w i s e  o c c u r  e a c h  year, such as the c o m p l e x



v a l u a t i o n  of the P r u d h o e  Huy fi eld for p u r p o s e s  o f  a p p l y i n g  the 

r e s e r v e s  tax in Alaska,

It is safe to say that no st a te  in the c o u n t r y  i m p o s e s  a 

"ne t p r o c e e d s "  tax o f  the ty p e  the p r o p o n e n t s  in A l a s k a  ha v e  in 

mind.
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I w o u l d  n o w  .like to d i r e c t  m y  c o m m e n t s  to the L e gi s la t iv e  

C o u n c i l 1:; p r o p o s e d  p r o d u c t i o n  tax c h a n g e s  i n c o r p o r a t e d  in the 

i d e n t i c a l  bills, SB  103 and HB 144.

D E S C R I P T I O N  OF T H E  B I L L

As  d i s c u s s e d  y e s t e r d a y ,  t he p r o p o s a l  would :

a. C h a n g e  the p o i n t  w h e r e  t h e  t a x a b l e  v a l u e  of oil is 

d e t e r m i n e d  f r o m  the " w e l l 11 to the p o i n t  w h e r e  "oil 

is fi rs t m e t e r e d  or m e a s u r e d  in a c o n d i t i o n  o f  p i p e­

line q u a l i t y " .

b. R e a l i g n  the s t e p p e d  t a x  r a c e s .l o w e r i n g  the t a x  on  

th e first 1, 00 0  bb l s p e r  w e l l  p e r  d a y  and s u b s t a n­

tia l l y  r a i s e  the tax o n  all p r o d u c t i o n  o v e r  the

f ir st  1, 00 0 b b l s  w i t h  a h i g h  r a t e  of 1 4‘i on all

p r o d u c t i o n  e x c e e d i n g  3,500 b b l s  per day,

c. U se  l e a s e  o r  p r o p e r t y  a v e r a g i n g " i n  d e t e r m i n i n g  ea c h  

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

d. Tax f l ar ed  g a s  at 5 times the n o rm al  rate.

o. A d v a n c e  the m o n t h l y  tax d u e  d a t e  to the 20th day 

o f  the m o n t h  f o l l o w i n g  p r o d u c t i o n .

«:«>i4MKN_'rs

.1 . A d o p t i o n  of lease or p r o p e r t y  a v e r a g i n g  of d a i l y  b b l . per

wol'l p r o d u c t i o n  is a st e p in tho ri ght d i r e c t i o n  in p r o p e r­

ly a s c e r t a i n i n g  tho s t o p p e d  tax r a t e s  a p p l i c a b l e  to a field,

T h e  chanf/e, of c o u r s e ,  w i l l  aid b o t h  the t a x p a y e r  a nd the

s t a t e  admi n 1st rat i.voly.
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T h e  r e s u l t a n t  in c re a s e  in the o v e r a l l  i n d u s t r y  tax b u r d e n  

( e s t i m a t e d  by tho L e g i s l a t i v e  A f f a i r s  A g e n c y  to be a b ou t  

$18 0 m i l l i o n  per y e a r  by 1980) is c o m p l e t e l y  u n w a r r a n t e d ,  

c o n s i d e r i n g  the q u e s t i o n  o f  n e e d  w h i c h  o t h e r s  h a v e  a l r e a d y -  

a d d r e s s e d  and c o n s i d e r i n g  the fa ct  that A l a s k a  o i l  is a l­

r e a d y  b e i n g  t a x e d  at v i r t u a l l y  the  h i g h e s t  l e v e l  in the 

na ti o n.  Th e l i m i t e d  b e n e f i t  g i v e n  to t he  l o w e r  p r o d u c i n g  

f i e l d s  in C o o k  I n l e t  in n o  v.ay s h o u l d  be  c o n s i d e r e d  as 

j u s t i f i c a t i o n  (or a b a s i s  of  c o n s i s t e n c y )  for p l a c i n g  s u c h  

a h a r s h  e x t r a  tax b u r d e n  o n  h i g h  p r o d u c i n g  w e l l s  in the 

N o r t h  S l op e or a n y  o t h e r  l o catio n.  T h i s  a p p r o a c h  p o r t r a y s  

t h e  c o n c e p t  o f  t a x i n g  the t a x p a y e r  at a h i g h  level,- n ot  o n  

the b a si s  of s t at e  g o v e r n m e n t a l  need, w h i c h  we b e l i e v e  to 

bo g r o s s l y  unfair.

R e t e n t i o n  of  the a l t e r n a t e  c e n t s - p e r - b a r r e l  rate f lo or  w i t h  

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

a n y  true b e n e f i t  o ut  of r e d u c e d  r a t e s  g i v e n  l o w  C o o k  In let 

p r o d u c i n g  w e l l s  thro u g h p e r c e n t a g e  rate r e d u c t i o n .  As Levy 

A s s o c i a t e s  has m a i n t a i n e d ,  this m i n i m u m  p r i c e - s e t t i n g  d e­

vic e  has created' an a r t i f i c i a l l y  hi gh  v a l u e  on t he  o ld  C o o k  

fn.I.et oil for tax. pu r po se s , r e s u l t i n g  in an e f f e c t i v e  tax 

r a t e  well in e x c e s s  of  w h a t  we b e l i e v e  was i n t e n d e d  by the 

l e g i s l a t u r e  on s u c h  oil. The last time I r e v i e w e d  the 

s i t u n t i o n - ~ w h i c h  v/as a b o u t  a ye a r a g o - - t h e  c o n t s - p c r - b a r r e l  

f e a t ur e  of the s e v e r a n c e  tax had c a u s e d  U n i o n  and o t h e r  

c o m p a n i e s  for w h i c h  it r e p o r t s  s e v e r a n c e  ta x  to pay a b o u t



$ !S m i l l i o n  m o r e  th an  w o u l d  have b e en  pa id  u nd e r the p e r c e n t -  

o f - v a l u e  me tho d. We v i e w  this a m o u n t  as s i m p l y  an u n i n t e n d e d  

w i n d f a l l  b e n e f i t  to tho S t a t e  s i n c e  J a n u a r y  1, 1974, the d a t e  

the c u r r e n t  c e n t s - p e r - b a r r e l  t ax  t o o k  effect.

W e  d o  no t  see an y  j u s t i f i c a t i o n  for i m p o s i n g  a p e n a l t y  rat e 

(5 ti mes n o r m a l  rate) for f l a r e d  gas, c o n s i d e r i n g  the fact 

that suc h f l a r i n g  c o n t r o l s  are b e s t  p l a c e d  w i t h  r e g u l a t o r y  

a g e n c i e s ,  n ot  t a x i n g  a ge nc i es .  If p r o p e r  r e g u l a t o r y  a u t h o r i t y  

e x i s t s  to fl are gas, s u c h  as for s a f e t y  pr uposes,  there is 

no  j u s t i f i c a t i o n  for a d d i n g  ta x  at a c o n f i s c a t o r y  ra te to 

a p r o d u c t  t h a t  t he  p r o d u c e r  lo se s t h r o u g h  f l a r i n g  w h e r e  that 

f l a r i n g  is d o n e  for r e a s o n s  of  safety.

M o v i n g  the p o i n t  of m e a s u r e m e n t  of p r o d u c t i o n  v a l u e  d o w n­

s t r e a m  to the p o i n t  of m e t e r i n g  in a c o n d i t i o n  of p i p e l i n e  

q u a l i t y  c o u l d  u n j u s t l y  p l a c e  a s u b s t a n t i a l  t a x  on t r a n s p o r t a­

tion cos ts  on  some f i e l d s  v/hich for a v a r i e t y  of r e a so n s r e­

q u i r e  m o v e m e n t  of oil s i g n i f i c a n t  d i s t a n c e s  b e f or e  m e a s u r e­

ment. S i n c e  the .Alaska P r o d u c t i o n  T a x  is an o c c u p a t i o n  tax 

on the p r i v i l e g e  of  s e v e r i n g  oil an d  gas, it w o u l d  be more 

a p p r o p r i a t e  to c o n t i n u e  m e a s u r i n g  it by its v a l u e  at the 

p o i n t  of sever a n ce , i.e., the w e l l h e a d ,  in st ea d of a dd in g  

on to it i n c r e m o n t a l  v a l u e s  of  g a t h e r i n g ,  t r a n s p o r t a t i o n  and 

field treatment.

A d v a n c i n g  tho d e l i n q u e n t  d a t e  for p a y m e n t  fro m the first of  

tin: m o n t h  f ol lo w in g  the m o n t h  of  p r o d u c t i o n  to the 20th day 

of the m o n t h  fo l lo w i n g  tho m o n t h  of p r o d u c t i o n  w o u l d  place



an u n d u e  a d m i n i s t r a t i v e  uL.ra.in o n  tho r e p o r t i n g  g r o u p s  w it h- 

.in the v a r i o u s  p r o d u c i n g  c o m p a n i e s .  In m o s t  case s,  tho p r o­

d u c t i o n  d a t a  to c a l c u l a t e  t a x  l i a b i l i t y  a nd  p r e p a r e  r e t ur ns  

m u s t  be t r a n s m i t t e d  to o f f i c e s  o u t s i d e  Ala s k a.  A d v a n c i n g  the 

d e l i n q u e n t  d a t e  by 10 d a y s  w i l l  s i m p l y  m a k e  w o r s e  an a l r e a d y  

s h o r t  time o p e n  to c o m p l y  w i t h  t he  law. B y  a d v a n c i n g  t he  r e­

p o r t i n g  time 10 days, the St at e, ov e r al l , o n l y  g a i n s  a total 

o f  10 d a y s  for r e v e n u e  c o l l e c t i o n  w h i c h  s eems i n c o n s e q u e n t i a l  

c o m p a r e d  w i t h  the a d d e d  a d m i n i s t r a t i v e  b u r d e n  o n  p ro d u c e r s .
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fly next, c o m m e n t s  p e r t a i n  Lo UB 321 nncl SB  230, id e n ti c al  

bill s, w h i c h  c o n t a i n  tho A d m i n i s t r a t i o n ' s  r e c o m m e n d e d  c h a n g e s  to 

the oil a n d  gas p r o d u c t i o n  tax.

Brie fl y,  the b i l l s  w o u l d  r e p l a c e  the p r e s e n t  s t a i r - s t e p p e d  

tax r a t e s  on oi l p r o d u c t i o n  p er  well w i t h  a s i n g l e  ra te  of 10% o n  

v a l u e  or  o n e  a l t e r n a t i v e  m i n i m u m  c e n t s - p e r - b a r r e l  ra t e of 75 c e n t s  

(a djuste d for g r a v i t y  and for c h a n g e s  in the "Gross N a t i o n a l  

P r o d u c t  D e f l a t o r " ) . • • .

Also, t he  4% ra te  o n  gas w o u l d  i n c r e a s e  to 10% w i t h  a n e w  

a l t e r n a t i v e  m i n i m u m  t a x  of  6.4 c en t s p e r  MCF. T he  n e w  p e r c e n t a g e  

r at e  and c e n t s - p e r - u n i t  r a t e s  w o u l d  be a d j u s t e d  by an "e conomic 

l i m i t  f a c t o r  (ELF) d i s c u s s e d  later.

Th e p r o p o s a l  als o m a k e s  o t h e r  cha ng es , i n c l u d i n g  c h a n g i n g  

the p o i n t  of m e a s u r e m e n t  fr o m the w e l l h e a d  to the p oi nt of 

m e a s u r e m e n t  of p i p e l i n e  q u a li t y.  T he  p r o p o s a l  al s o imposes a 

d o u b l e  r a t e  of tax on f l ar ed  gas.

Wo  s t r o n g l y  o p p o s e  p e r p e t u a t i o n  o f  c e n t s - p e r - b a r r e l  floor 

p r i c e s  a n d  e x p a n s i o n  of it to g as  p ro du c t i o n ,  as well as i n­

c r e a s i n g  tho m i n i m u m  p r i c e  to w h i c h  it rel at es , that i.s, (57.50 

per barrel. As M i l t o n  L i p t o n  has advised, the c u r r e n t  floor as 

e s c a l a t e d  by the N a t i o n a l  W h o l e s a l e  C r u d e  P r i c e  Index has  w o r k e d  

j.u u n i n t e n d e d  w a y s  on  C o o k  I n l e t  Crude, cr e at in g  an a rt if i c i a l  

t a xi ng v a l u e  w 02.ll. in e x c e s s  o f  the v al ue  p e r m i t t e d  by the FEA on 

old oil. N o w  tho A d m i n i s t r a t i o n  not o n l y  r e c o m m e n d s  c o n t i n u a n c e  

of tho m i n i m u m  p r ic e c o n c e p t  bu t  als o p r o p o s e s  to .increase the 

m i n i m u m  p r i c e  to $7.50 p e r  barrel.
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T h o  A d m i n i s t r a t i o n  s u p p o r t s  this c o u r s e  w i t h  the 

a r g u m e n t  that tho FE A  p r i c e  is a r t i f i c i a l l y  low. nut t he  oil 

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

r e a l i t i e s  of  f e de r al  p r i c i n g .  A c c o r d i n g l y ,  we b e l i e v e  it is u n­

fair tha t in a d d i t i o n  to b e a r i n g  s u c h  e c o n o m i c  loss  in price, 

the C o o k  I n le t p r o d u c e r  m u s t  a l s o  b e a r  an i n c r e a s e  in p r o d u c t i o n  

t a x  b e c a u s e  of an a r b i t r a r y  f l o o r  o f  $7.50 p e r  b a r r e l  u s e d  as the 

m e a s u r e  of tax. This, o f  c o u r s e ,  w o u l d  be e q u a l l y  true on  the 

N o r t h  S lo p e if the F E A  p l a c e d  a v a l u e  b e l o w  $7.50 on t h a t  p r o d u c­

tion. We  fail to see a ny j u s t i f i c a t i o n  for the S t a t e  to a r b i t r a r i l y  

b u r d e n  the p r o d u c t i o n  w i t h  s u c h  a h e a v y  p r o d u c t i o n  tax t h r o u g h  an 

a r t i f i c i a l l y  set v a l u e  b e c a u s e  of  the p o s s i b i l i t y  th a t  F E A  p r i c i n g  

d e c i s i o n s  may not be fa v or ab l e.

As m e n t i o n e d  abov e, HB 321 i n t r o d u c e s  the c o n c e p t  of  an 

E c o n o m i c  Limit F a c t o r  (ELF) as an a d j u s t m e n t  to the p e r c e n t a g e  

r a t e  of tax a p p l i e d  to b o t h  oi l a nd  gas. A c c o r d i n g  to the D e p a r t­

ment- of R e v e n u e ' s  F e b r u a r y  .1.977 study, the D e p a r t m e n t  b e l i e v e s  

that the p r e se nt  "staii; step" rate s c h e d u l e  does not a d e q u a t e l y  

Lake in to  a c co u nt  d i f f e r e n c e s  in the e c o n o m i c  c o n d i t i o n s  e x i s t i n g  

fr om  field to field, .e.g., a w e l l  p r o d u c i n g  1,000 b b l / d a y  at o ne  

l o c a t i o n  may bo m a r g i n a l  w h i l e  such a p r o d u c i n g  rate at a n o t h e r  

local ion may bo p r o f i t a b l e .  In short, the s t a i r - s t e p  a p p r o a c h  is 

d o o m e d  d e f e c t i v e  b e c a u s e  it d o e s  not a d e q u a t e l y  p r o t e c t  a g a i n s t  

e x c e s s i v e  t ax at ion ns a w e l l  a p p r o a c h e s  its e c o n o m i c  limit.

To c o r r e c t  this, the D e p a r t m e n t  p r o p o s e s  an ELF, tho c a l c u l a -  

t ion of  wh i ch  L o g i n s  by d e t e r m i n i n g  a f r a c t i o n  tho n u m e r a t o r  of
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w h i c h  is the " m o n t h l y  p r o d u c t i o n  rate at the e c o n o m i c  l i m it " and 

the d e n o m i n a t o r  of w h i c h  is the  p r o d u c t i o n  d u r i n g  the m o n t h  for 

w h i c h  the tax is to be  paid. U n d e r  1113 321 , the n u m e r a t o r  is by 

s t a t u t e  d e e m e d  to be 100 b a r r e l s  times the n u m b e r  of w e l l - d a y s .

W e i 1 - d a y s  are by  d e f i n i t i o n  the n u m b e r  of da ys  a w el l  is o p e r a t i n g .  

Thus, if there w e r e  10 w e l l s  on  a le ase o p e r a t i n g  for 28 d a y s  

each, the n u m e r a t o r  w o u l d  be 100 X 10 X 28 = 28 ,0 00 bbls. If the 

total m o n t h l y  p r o d u c t i o n  o n  the lea se  w as  2 8 0 , 0 0 0  bbls, the r a t i o  

w o u l d  be  10%, o r  e x p r e s s e d  as a de c im a l,  .10. T h e  n e x t  s t e p  in 

d e t e r m i n i n g  the ELF is to r e d u c e  "unity", i.e., 1.00, by  the r a t i o  

e x p r e s s e d  as a d e c im a l.  Thus, 1.00 less .10 = .90 = ELF.

T h e  b es t  w a y  to e x p l a i n  h o w  the HB 321 m e c h a n i s m  w o r k s  is 

t h r o u g h  a s i m p l i f i e d  e x a m p l e ,  a c o p y  of w h i c h  is atta ch ed . The 

e x a m p l e  us es  C o o k  Inlet p r o d u c t i o n  of 35° oil at a $4.85 p e r  barr el  

c o n t r o l l e d  price. U n d e r  the bill, one of the a d j u s t m e n t s  is a 

h a l f - c e n t  for e a c h  d e g r e e  a b o v e  27°, so 4 ce nt s is a d d e d  to the 

75 cents. The C N P  D e f l a t o r  a d j u s t m e n t  is ignored. The s t a t u t o r y  

p r e s u m p t i o n  of 100 b a r r e l s  is the n u m e r a t o r  and 1, 600 b a r r e l s  is 

t.he d e n o m i n a t o r  w h i c h  g i v e s  a d e c i m a l  of .0625, a nd w h e n  s u b t r a c t e d  

f r o m  1.00 g iv e s an ELF of .9375. Both the c e n t s  p er  b a r r e l  of 

79 c e n t s  and the 10% ra t e arc m u l t i p l i e d  by .9375 to find the a d­

jus t e d  c c n t s - p o r - b a r r c l  and p c r c o n t - o f - v a l u c  rates. Next, the 

r o y a l t y  of 200 barrel'; is s u b t r a c t e d  to find 1,400 n o n - r o y a l t y  

ba rr e ls . Finally, the .1 , 400 b a r r e l s  are m u l t i p l i e d  by the v a l u e  

o f  $ 4. 85 and then by 9.3 75 % to find the tax un de r the p o r c c n t - o f -  

v a l u e  method, and ar e  m u l t i p l i e d  by $.7406 to find the tax un de r



the c e n t s  -per-barrol meth o d,  S i n c e  the tax of  $1 ,0 36 ,84 is the 

h i g h e r  (i.e., u n d e r  the c e n t s - p e r - b a r r e l ) , that tax  is tho one 

that w o u l d  be paya bl e.

At the b o t t o m  o f  the e x a m p l e  the tax u n d e r  HD  321 is c o m­

p a r e d  w i t h  t h e ' t a x  p r o d u c e d  o n  the same p r o d u c t i o n  if it o c c u r r e d
» t

this m o n t h  (March 1977) u n d e r  c u r r e n t  law, As shown, the i n c r ea se  

is a b o u t  60%. A l s o  at t he b o t t o m  of the e x a m p l e  it is sh own that 

the e f f e c t i v e  r a t e  o f  the p r o d u c t i o n  t a x  u n d e r  c u r r e n t  lav/ w o u l d  

be 9.5% b u t  15.3% u n d e r  H B  321, W h i l e  not if the p r o d u c­

tio n  ra te  had b e e n  8'JO b b l s / d a y  i n s t e a d  of 1,600., the i ncreas e 

in tax o v e r  the c u r r e n t  t a x  w o u l d  h a v e  b e e n  a r o u n d  75% in st ea d  

o f  60%.

As m e n t i o n e d  e a r l i e r  a nd  u s e d  in the e x a m p l e ( the m o n t h l y  

p r o d u c t i o n  rate at the e c o n o m i c  limit is, b y  statute, p r e s u m e d  

to be 100 b a r r e l s  times v/ell-days u n l e s s  the p r o d u c e r  in a formal 

h e a r i n g  p r o v e s  by " c le ar  a nd  c o n v i n c i n g  e v i d e n c e "  that it is 

o t h e r w i s e .  H owever,  in p r o v i n g  this, HB  321 c o n t a i n s  some rath er  

c u r i o u s  a n d  q u e s t i o n a b l e  g r o u n d  ru le s w h i c h  do not track wi th  

rea lity. T h o s e  p r o v i s i o n s  are found in su b se c t i o n s  (b) , (c) , 

a n d  (d) of S e c t i o n  4 3, 55 , 01 3 . In ess ence, the "av erage m o n t h l y  

d i r e c t  o p e r a t i n g  cost" (based on  at least 4 c o n s e c u t i v e  months) 

is d i v i d e d  by the v a l u e  at the p o i n t  of p r o d u c t i o n  of oil w h i c h  

is p r o d u c e d  fr om  the lease, b u t  this "value" is not the val ue  

I:he p r o d u c e r  a c t u a l l y  g e t s  but, rather, that va lu e w h i c h  is d e e m e d  

to bo tho v a l u e  of  c o m p a r a b l e  c r u d e  at We s t C o a s t  r e f i n e r i e s  for 

i m p o r t e d  oil w h i c h  is than " b ac k ed  out" to the we llhead.



T r n n sl a to cl , the "value" u s e d  to d i v i d e  in to  the m o n t h l y  o p e r a t i n g

f l

m

c o s t s  in, for C o o k  Inlet, I n d o n e s i a n  C r u d e  laid in to  Los A n g e l e s  

at a b o u t  $1-1.50 per ba rr el . W h e n  the $14 .5 0 is "ba c ke d  out" to 

the w e l l h e a d ,  the v a l u e  at t he  w e l l h e a d  is a b ou t  $13.50.' Thus, it 

is n ot the $4.85 real p r i c e  u s e d  to c a l c u l a t e  " m o n th l y p r o d u c t i o n  

r a t e  at the e c o n o m i c  lim it" but, ra th er , $13.50.

W h i l e  that is b a d  e n o ug h,  w i t h  r e g a r d  to the " d ir e ct  o p e r a t i n g  

e x p e n s e s  a l lowed" , the bil l o n l y  a l l o w s  four: d r i l l i n g  s u pp li es,

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

w o r k i n g  on  p r o d u c t i o n  o p e r a t i o n s .  S p e c i f i c a l l y  e x c l u d e d  a r e  . 

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

c o s t s  of we l l w o r k o v e r s ,  c o s t s  for r e p a i r s  or r e p l a c e m e n t s  (other 

t h a n  r o u t i n e  m a i n t e n a n c e ) , d e p r e c i a t i o n  or  a m o r t i z a t i o n ,  taxes, 

i n s u r a n c e ,  ov er head, or m o n i e s  p a i d  o r  set as i de  to c o v e r  t he  cost 

o f  t e r m i n a t i n g  o p e r a t i o n s ,  i.e., a b a n d o n m e n t  costs.

A l l o w i n g  o n l y  four l i s t e d  c o s t s  is not r e a l i s t i c  b e c a u s e  

t h e r e  are c a sh  o p e r a t i n g  c o s t s  n o t  a l l o w e d  but w h i c h  are t i e d  to 

o p e r a t i o n s  v e r su s no o p e r a t i o n s .  A n y  c a s h  cos t w h i c h  w o u l d  be 

a f f e c t e d  by a d e c i s i o n  to o p e r a t e  or not o p e r a t e  is tho r e a l i s t i c  

a p p r o a c h  and mo re  in line w i t h  the w a y  it w o u l d  a c t u a l l y  be 

a p p r o a c h e d  by a p r o d u c e r  in a true situat io n.  MB 321 w o u l d  e v e n  

d e n y  s e v e r a n c e  taxes on the p r o d u c t i o n  its elf and p r o p e r t y  taxes 

on  the eq uipm e nt . In short, " e c o n o m i c  limit" is that p o i n t  at 

w h i c h  a c tual r e v e n u e  and a c tual c o s t s  arc equal.

I r e q u e s t e d  Un i on  O i L 's oil and gas d i v i s i o n  e n g i n e e r s  to 

run som e c a l c u l a t i o n s  u s i n g  real d a t a  as a test. D oi n g it in the
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n o r m a l  way, our p e o p l e  used t he  r e a l i s t i c  v a l u e  of a b o u t  $4 .8 5/ bbl 

for v a l u e  and the real o p e r a t i n g  c o s t s  to g ot  an EL F  of abo ut .67. 

Hut by  using $13.50 p e r  b a r r e l  as a v a lu e a n d  l i m i t i n g  the cost s 

to the four c a t e g o r i e s  the E L F  was a r o u n d  .92. We also  ma d e a 

r o u g h  c o m p a r i s o n  of the t ax es  u n d e r  HD  321 c o m p a r e d  w i t h  taxes p a i d  

in 1976 an d found t h a t  the t a x  o n  oil p r o d u c t i o n  w o u l d  have be en  

i n c r e a s e d  by a b ou t  50% if HD 321 had  b e e n  in e f f e c t  in 1976.

IID 321 also c o n t a i n s  an E L F  for gas p r o d u c t i o n  t h o u g h  it is

n o t  t o t a l l y  c le ar  u n d e r  the b i l l  l a n g u a g e  h o w  th is  is computed.

In a n y  event, the p r i n c i p l e  is the same and the same four d i r e c t  

o p e r a t i n g  costs are u s e d  bu t t h e  v a l u e  us ed  for gas is the h i g h e s t  

p r i c e  in the field or  w i t h i n  100 miles.

W i t h  respe ct  to gas p r o d u c t i o n ,  the m i n i m u m  of 6.4 cents per 

M C F  is e s p e c i a l l y  on er o us ,  s i n c e  gas is c u s t o m a r i l y  sold under long 

te r m c o n t r a c t s  and t h o s e  c o n t r a c t s  m a y  not p e r m i t  the sell er to 

r e c e i v e  a va lu e w h i c h  h a p p e n s  to be the h i g h e s t  p r i c e  on the lease 

o n  " w i t h i n  100 miles". Th e 6.4 c en ts  m i n i m u m  tax is e qual to 64 

c e n t s  g a s  at a 10% rate, but t h e r e  are c o n t r a c t s  of sale for gas

w h e r e  the p ri ce  Is m u c h  less t h a n  64 cents. Hence, the e ff e c t i v e

rate of tax on gas is m u c h  hi gh er . For exampl e,  if ga s we re  sold 

a t  42 cents, the tax w o u l d  n e v e r t h e l e s s  be the m i n i m u m  of 6.4 ce nts 

( as s um in g  no ELF applied) w h i c h  w o u l d  e q u a t e  to an e f f e c t ive rate 

o f  tax oJ: 15.2%.

W i t h  r e s p e c t  to the p r o p o s e d  gas rate i n c r e a s c - - w h i l o  a d­

mi t t e d l y  the gas tax rate m i g h t  w a r r a n t  some d e g r e e  of increase, 

t.ho s e v e r i t y  of this p r o p o s a l  is o v e r r e a c h i n g .  Wo w o u l d  suggest 

that a n y  va lue tax on ga s  bo b a s e d  on  ac tu al s al es  p ri c e at the

-41-l



s a l e s  m o t o r .  Wo  w o u l d  d i s c o u r a g e  ta x at io n  g o v e r n e d  by an ar ti- 

Cicia.l f l o o r  p r i c e  o r  by w h a t  some o t h e r  p r o d u c e r  m a y  be r e c e iv i ng  

for his g as  in some o t h e r  fioxd.

F o r  flared, gas, the r a t e  is d ou bl ed, i.e., 12.8 cents. E v e n  

g a s  u s e d  for s a f e t y  f l a r i n g  n e c e s s a r y  to sa f e  o p e r a t i o n s  w o u l d  be 

taxe d , w h i c h  c a n n o t  be j u s t i f i e d  b y  any s t a n d a rd .  W e  o p po s e this 

d o u b l e  t a x  for the  sa me  r e a s o n s  as s t a t e d  in t he  d i s c u s s i o n  u n d e r  

S B  103.

In summary,  w h i l e  t h e r e  is m e r i t  to the c o n c e p t  of an e c o n o m i c  

l i m i t  fa ct or , the  m a n n e r  in w h i c h  it is d e t e r m i n e d  u n d e r  this bi ll  

is u n r e a l i s t i c  a nd  v i r t u a l l y  m e a n i n g l e s s .  It s ee ms  to m e  a lot 

m o r e  t h o u g h t  has g o t  to g o  i n t o  it b e f o r e  it can be a w o r t h w i l e

m e c h a n i s m .  The w ay it is set up  n o w — w i t h  q u e s t i o n a b l e  use of 

p h a n t o m  v a lu es  and r e s t r i c t e d  c o s t s - - a n  ELF  so d e t e r m i n e d  could 

h a v e  o t h e r  c o n s e q u e n c e s  b e y o n d  just s e v e r a n c e  tax b e c a u s e  the 

c o n c e p t  o f  e c o n o m i c  x.ife o f  a fi el d  is o ne  u s e d  in v a l u a t i o n  for 

p r o p e r t y  Lax too. If e c o n o m i c  lives o f  oil or g as  p r o p e r t i e s  as 

u s e d  for p r o p erty v a l u a t i o n s  a re  to be d e t e r m i n e d  us in g  the m e t h o d s  

for the ELF for s e v e r a n c e  tax pu rp o se s , then the stage is further 

s et  for e n d l e s s  a r g u m e n t s  and d i s p u t e s  ove r p r o p e r t y  v a lu es  as 

w e l l  as In c o n n e c t i o n  w i t h  the ELF .itself.

#
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I w o u l d  n e x t  like to c o m m e n t  on tho A d m i n i s t r a t i o n  S p o n s or e d 

Bill , IIU 323.

T h i s  bill p r o p o s e s  s e v e r a l  a m e n d m e n t s  to the s o - c a l l e d  "20-Mill 

H a r d w a r e  T a x " , 'and c e r t a i n  p r o v i s i o n s  of T i t l e  29, g o v e r n i n g  m u n i c­

ipal t a x i n g  l im i t a t i o n s .

S e c t i o n  1 w o u l d  a d d  to the s t a t u t e  a h i g h l y  c o n t r o v e r s i a l  

a m e n d m e n t  to r e g u l a t i o n  15 A A C  05 .840 w h i c h  was i s su e d by the 

D e p a r t m e n t  cf R e v e n u e  in J u n e  1976. T h i s  p r o v i d e s  that any m u n i c i p a l  

tax levy, say for b o n d e d  debt, w h i c h  is in e x c e s s  of the $1,500 p e r  

c a p i t a  l i m i t a t i o n  is n ot  c r e d i t a b l e  a g a i n s t  the 2 0 -m i ll  tax.

We take d i r e c t  e x c e p t i o n  to th i s  p r o v i s i o n  in that A S  43.010(a) 

q u i t e  c l e a r l y  p r o v i d e s  for a m a x i m u m  tax of 20 m i l l s  o n  our s t a te -  

a s s e s s e d  prope r t ie s.  T h i s  is su e is p r e s e n t l y  b ei ng  l i t i g a t e d  in a 

c a s e  i nv ol v i n g  the 1976 tax le v y of the N o r t h  Slope Borough. It 

w o u l d  s e em  a p p r o p r i a t e  to let the c o u r t  rule on this i m p o r t a n t  

i s s u e  r a t h e r  than to a m e n d  the s t a t u t e  at this time.

H er e to f or e,  the s t a t e  20-mil l tax has a p p l i e d  to e xp lo r a t i o n ,  

p r o d u c t i o n ,  and p i p e l i n e  t r a n s p o r t a t i o n  p ro p er ti e s.  HB 323 w o u l d  

e xtend this tax to r e f i n e r i e s ,  l i q u e f a c t i o n  or p r o c e s s i n g  plants, 

p l a n t s  m a n u f a c t u r i n g  oil or gas p r o d u c t s  and al so  to tanker s and 

o t h e r  m a r i n e  e q u i p m e n t  u s e d  in the t r a n s p o r t a t i o n  of  oil and gas.

Wc* b e l i e v e  it i n a d v i s a b l e  to e n a c t  any further e x t e n s i o n  of 

this sp ec i al  state; p r o p e r t y  tax i m p o se d  upo n oil and gas pr od u ce rs .

T h e  taxabl e b a s i s  on  the m a r i n e  e q u i p m e n t  is s p e c i f i e d  as 

r e p l a c e m e n t  cost less d e p r e c i a t i o n  ba s ed  on usef u l life m u l t i p l i e d  

by a fr a ct i on  of d a y s  in A l a s k a  p or ts  o v er  da ys  in port both w i t h i n  

a n d  w i t h o u t  the state. T h i s  p r o p o s a l  r a is es  seri o us  q u e s t i o n s  in

l
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that it in b e l i e v e d  that o n l y  the hom e port, u n d e r  long sta nd i ng  

c a s e  la w  a n d  p r a c t i c e ,  has t a x i n g  j u r i s d i c t i o n  o v e r  o c e a n - g o i n g  

v e s s e l s .

A s i d e  f r o m  the "home por t" d oc t ri ne ,  and a s s u m i n g  that A l a s k a  . 

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

e q u i t a b l e  formula. O n e  p o s s i b i l i t y  w o u l d  be use o f  day s in A l a s k a  

p o r t s  v e r s u s  d a y s  in the year. .

D ue  to the c o n t r o v e r s i a l  n a t u r e  of  this issue, h o w e v e r , we 

w o u l d  r e s p e c t f u l l y  u r g e  t h a t  t h i s  s e c t i o n  of the bi ll  be stricken, ■ 

i r r e s p e c t i v e  of  w h a t  a c t i o n  is t a k e n  on the remainder.

HB 323 a d d i t i o n a l l y  w o u l d  d e l e t e  the e x i s t i n g  p r o v i s i o n  for 

u s i n g  s t r a i g h t  line d e p r e c i a t i o n  of h i s t o r i c a l  co s t  on  p i p e l i n e  

a s s e s s a b l e  v a l u e s  in t h os e  i n s t a n c e s  w h e r e  the p h y s i c a l  life of 

the p i p e l i n e  m a t e r i a l l y  e x c e e d s  the e c o n o m i c  life of re se rv e s 

c o m m i t t e d  thereto. As  a c o n s e q u e n c e ,  p i p e l i n e s  w o u l d  be ass e ss e d 

w i t h  r e g a r d  to " e co n om i c"  v a l u e  b as e d on  the e c o n o m i c  life of 

c o m m i t t e d  reserves.

Th i s is s ue  is b e i n g  l i t i g a t e d  in the C o o k  Inlet P i p e l i n e  Co. 

c a s e  a n d  it w o u l d  s e e m  a p p r o p r i a t e  to let the co urt rule on the 

issue r a t h e r  than a m e n d i n g  the statute. It is fu rt he r  b e l i e v e d  

that tho e x i s t i n g  law a nd  R e g u l a t i o n  13 A A C  05.890 p e r t a i n i n g  t h e r e­

to are s u f f i c i e n t l y  w o r k a b l e  to d e v e l o p  a s s e s s m e n t s  for o p e r a t i n g  

pipeline!:; w h i c h  will be fair and r e as o na b le ,  both for the state 

a n d  the taxpayer.

S e c t i o n  8 of the bill p r o v i d e s  that the m u n i c i p a l  taxi n g l i m i­

tation of  $ 1 ,5 00  per c a p i t a  shall bo a d j u s t e d  e a c h  ye ar  in a c c o r d­

a n c e  'with c h a n g e s  in tho C o n s u m e r  Price Index for Ancho ra g e.
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As sumi ng that tho ? 1 ,500 p er  c a p i t a  le v y  .is r e a s o n a b l e ,  it w o u l d  

l i k e w i s e  be r e a s o n a b l e  to k e y  it to an i n f l a t i o n  index.

S e c t i o n  12 ma k es  the p r o v i s i o n s  o f  HB 323 r e t r o a c t i v e  to 

J a n u a r y  1, 1977, e x c e p t  for t a n k e r  a s s e s s m e n t s  w h i c h  b e g i n  

J a n u a r y  1, 1978. T h i s  r e t r o a c t i v e  p r o v i s i o n  seems p e c u l i a r l y  

u n r e a s o n a b l e  in v i e w  o f  the fac t th at  the 1977 tax r e t u r n s  have 

b e e n  f i l e d  a nd  a s s e s s m e n t  n o t i c e s  ha ve  b e e n  i s su e d by  the D e p a r t­

ment.
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I wi l l n ow turn to H ou s e Dill Nu mb er  528, the A d m i n i s t r a t i o n 1 

p r o p o s a l  on the Oil and Gas R e s e rv es  Tax.

T he  R e s e r v e s  T ax  was e n a c t e d  for a two ye a r  pe riod, 1976 and 

1977, for the p u r p o s e  of m e e t i n g  a n t i c i p a t e d  r e v e n u e  sh o rt f al ls  

for F i s ca l Y e a r s  1976 and 1977. The s t a t u t o r y  tax rate for 1976 

was 20 m i l l s  (2$) an d  the 1977 tax rate was set by the 1976 

l e g i s l a t u r e  at the same  rate -- 20 mills. R e s e rv es  Taxes pa id  

in 1976 w e r e  $223 M i l l i o n  and in 1977 are e x p e c t e d  to total 

a p p r o x i m a t e l y  $270 M illion.

In Fisc al  Y e a r  1 9 7 6 j b e c a u s e  of the R e s er v es  T a x  rev e nu es  and 

i n c r e a s e s  in o ther r e v e n u e  s ources,  u n r e s t r i c t e d  g e n e ra l  fund 

r e v e n u e s  e x c e e d e d  e x p e n d i t u r e s  by a p p r o x i m a t e l y  $125 Mil lion, 

l e a v i n g  a surplus  of $505 Mi l li o n,  of wh i ch  $358 M i l l i o n  was 

a v a i l a b l e  for a p p r o p r i a t i o n  at 6/30/76. R ev enues in FY 1977 arc 

al so  e x p e c t e d  to e x c ee d e x p e n d i t u r e s ,  thereby i n cr ea s i n g  the 

s urplus .

HB No. 323 p r o p o s e s  to r e d uc e  the 1977 tax rate from 20 

m i l l s  to 12 mills, r e d u c i n g  the re ve nue from this tax from 

$270 M i l l i o n  to about $170 Mi l l io n , but s u bj e ct  to the 

i'o 11 ow i. ng :

(1) If on O c t o b e r  I, 1977, TA PS  thru-put is less than

6 0 0 , 0 0 0  bbl s/ da y, an a d d i t i o n a l  8 mills w o u l d  be levied, 

p a y a b l e  N o v e m b e r  50. 1977.

(2) 1 f on De c em be r  .1 5 , 1977, TA P S th r u- pu t  is less than 

1.2 Mi l lio n b bl s/day, the R eserves  Tax would  be ex t e nd ed  

a n o t h e r  year.



I
I

% W h i l e  tho p r o s p e c t  of a r e d u c e d  tax rate is always  

w e l c o m e d ,  wc q u e s t i o n  the p r o p r i e t y  of the l i m i t a t i o n s  m e nt i o n e d ,  

w h i c h  l i m i t a t i o n s  arc so s p e c i f i c  and restrictive...

P r e s e n t  i n d i c a t i o n s  are that the P r u d h o e  B a y  Field wil l 

s ta rt  d e l i v e r i n g  oil to TA P S  r e a s o n a b l y  c l o s e  to s c h e d u l e  at 

m i d - 1 9 7 7 .  It seems u n r e a s o n a b l e  that some m i n o r  v a r i a n c e  f ro m the 

r e s t r i c t i v e  p r o v i s i o n s  of  this bi ll  c o u l d  c a u s e  the tax rate 

to be i n c r e a s e d  a nd  p o s s i b l y  for the R e s e r v e s  T a x  to be e x t e n d e d  

a n o t h e r  year. .

A c c o r d i n g l y ,  we b e l i e v e  that the R e s e r v e s  T a x  s h o ul d  

ex pi r e,  as s c h e d u l e d  in the e x i s t i n g  stat ut e, at the end of 

1977. H o w e v e r ,  we c e r t a i n l y  a gr ee  that tho 1977 tax rate can 

be r e d u c e d  to 12 mills, since the 197S b u d g e t  ca n be met w i t h  

no d i f f i c u l t y  and the 1979 b u d g e t  as well u n l e s s  there we r e  some 

s er i o u s ,  p r o l o n g e d  de la y in TA PS  startup. Th is  r e d u c t i o n  w o u l d  

c e r t a i n l y  be c o n s i s t e n t  w i t h  the ori ginal intent of the res erves 

tax w h i c h  was to help the state over a p o t e n t i a l  per io d  of 

d e f i c i t  in the G e n e r a l  Fund.
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r epeal  of all i t em iz ed  d e d u c t io n s  re sul t ing  in tax  expendi tu res .  T h i s  
h y p o t h e t i c a l  r e v e n u e  g a i n  w ou ld  be  S21.2 bil lion in 1!)7S, w h e reas  the  ‘ 
s im p le  s u m  of the  t a x  e x p e n d i t u r e s  for each  s e p a r a t e  i t e m  is S31.3 .
bi ll ion.  T h e  e s t i m a t e  fo r  the  co m b in ed  effect  of  all s u ch  d e d u c t io n s  
w a s  de r iv ed  f rom a  m o d e l  of the  t a x  s y s t e m  t h a t  ac coun t s  for  th e  
i n t e r a c t io n  b e t w e e n  t a x  e x p e n d i t u r e  provis ions  a n d  t h e  p rovi s ions  * 
of the  n o r m a l  s t r u c t u r e .  I u  p a r t i c u l a r  the  m ode l  provides  t h a t  in­
d iv idua l s  would  t ak e  the  s t a n d a r d  d ed u c t io n  if i temized d e d u c t io n s  
we re  repealed .  N o  c o m p a r a b l e  e s t im a te  c a n  r easo n ab ly  be  m a d e  for  
the  co m b in e d  effect  of a  h y p o t h e t i c a l  repeal  of nil exclusion provis ions .

A  few ag g r eg a t io n s  of r e l a t e d  t a x  ex p e n d i tu r e  i t em s  a io  p r e s e n t e d  
a n d  discussed iu th e  n e x t  sec t ion.  T h e s e  agg regates  have been spec ia l ly  
e s t i m a t e d  so as to  a c c o u n t  for the  i n te ra c t io n s  referred to  a b o v e  b u t  
d o  n o t  cons ider  the  effec t  of ch a n g es  in behavio r .  W h e re  tax  e x p e n d i ­
tu r e s  for b o t h  i n d iv id u a l s  an d  co r p o ra t i o n s  re su l t  from the  s e m e  t a x  
code  provis ion,  s u c h  as  the  i n v e s t m e n t  t a x  credi t ,  the  two e s t i m a t e s  
m a y  a p p r o p r i a t e l y  be  ad d e d  t o g e th e r .

T a.x ' E x p e n d i t u r e s  b y  F u n c t io n

E s t i m a t e s  of t a x  e x p e n d i tu r e s  ar e  g ro u p ed  toge ther  b y  func t i ona l  
c a te g o ry  e n d  p re s en ted  in t ab le  F - l .  T h e  es t im at es  are  s how n  s e p ­
a r a t e l y  for in d iv id u a l s  a n d  c o rpo ra t ions .  W h e r e v e r  possible,  p a r t i c u l a r  
tax  e x p e n d : ' u r e s  h a v e  been  classified according to the fun c t iona l  c a te -

nml o t h e r  tax  ex p en d i tu r es .
A brief  <!• .-.cription of each of t h e  special  tax  provis ions  for w h ich  a  

tax  ex p e n d i tu r e  e s t i m a t e  is s h o w n  in  table  F - l  follows.

Nciionil defense.— T h e  s u p p l e m e n t 1', to sa lar ies of mi l i ta ry  pe rsonnel ,  
inc luding p .ovi s ion of  q u a r t e r s  a n d  meal s  on m i l i t a ry  base s  a n d  
quai  tc is allowance:*, for m i l i t a ry  families,  and vi r t ua l ly  all sa l ar y  p a y ­
m e n t s  crul reenl ' sl inc ivt  b o n u ses  to tn i l i la iy  pet .onnel serving in  c o m ­
b a t  zones,  a rc  exc lude d  f rom tax .  Disabi l i ty - re la ted  mi l i ta ry  pens ions  
received b y  c u t , c u t  te t i rces  arc  l am e ly  excluded from taxable  lucerne .  
T h e  T a x  lb form A c t  of I'jTG t e r m i n a t e d  the  exclusion of no r . corub^ t  
re la ted di 'b i l i t )  pens ions  fur those  who en ter ed  the  a r m e d  serv ices  
af ter  S ep tem b e r  'M, 1975.

fnttrm:!i',r,ol njjr.irs. -Vrioi to 1970, a U.S. ci tizen wun g e n e ra l ly  
abb: to cv.l ' id.;  u p  to 520,000 a  y e a r  of foreign earning' ;  if the  t a x p a y e r  
were a bona fide r e s id en t  of a foreign co u n t ry .  Af te r  3 yea r s  of for-  
ci'.jii fr>i«|i.'ii»'o a t a x p a y e r  could  exclude u p  to §2.1,000 a  tax  y e a r  of 
fo ’i'ign riMiiiig, .  T h e  Te.x R e fo r m  A r t  of 1970 modified these  p r o -  
' i -’>•*:>-, l imi t ing (he exclus ion to 520,000 only for em p lo y ee ;  of U.S.  
(. limitable Oignmznt ioi is  and r e d u c in g  i t  to Slf>,000 for all o th e r s ,  
•b'i isi ir;  tux c ' e d i t s  for foieigu taxes  paid  on excluded income,  mid 
taxing income bevoiul  the  n m o u i i t  eligible for exclus ion a t  the. h ig h e r  
bi-i ' l . i ’t rate-, v.li’ich would  ap p ly  if the  excluded income were  also 
.-uhjei t to tux, 'pi,,, e , t im al c  > ah.o reflect the t ux- exem pt  s t a t u s  of 
' c n u i n  ul lov.uncci received h y  h odcra l  employees  working a b r o a d .

<( • .f-*
~  t |

• . . . V  • f  ,  X T„

*• _

x i » vi

v  yj\ * ' -  ' . . J "
: * -.. -::v -i :

;>V . -r-.i
V;

I r^rW

i •



T i i r .  m rn o r .T  i o n  v ts rX t . v v .a u  1073

F - l .  T A X  K X IT .N D IT U K C  E S T IM A T E S  UY ru,NOTION •

(In million, o( dollar,)

D<  i d i p t i o a

Niljoiul c!cfeni«:
Exclusion of benefits snj allowances to Armed

Forces personnel. . . . . . . . . . . . . ........ .
Exclusion of military disability pensions..., . . .

International j flair i :
Ea 'ion of grosvup on dividends of LDC cor-

• don,.............. .................................. .......... ..
E x . ir <afir.come carncsl abroad by U-S.cjtiicnv.
Deferral of income cf domestic international sales

Cxirporat'.oni (DISC) . . . ___   . . . . . . . . .
Special rate for Western Hemisphere trad: corpora­

t i o n . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Agriculture:

Eipcniin; of certain capital outlay,___________ _
Capital gain treatment of certain income.. . . . . . . .

Natural reaourco, cniaronnent. and energy:
Exclusion cf intcreet on State and local govern­

ment pollution contra! bond,.  __ ___ _____ _
Exclusion of payment, in lid of construction:

Water and scwag: utilities.................  . . .
Expensing of cxplortlion anddtvdcpmrnccosts...-
Eacea, cf percentage over co it depletion... _
Pollution control: 5-year amortisation__________
Capital ge’m treatment of royalties 0:1 coal and iron

ore  .............................   — ...........
Capital gain treatment cf certain timber income... 

Ccr.xty-rte an! t;.importation:
Exemption cf r.'edlt union,  ............... ..
Fajuain.t cf c.vtei.i income of ci.'Operrtives----------
Ccrpr.rat: surtax exemption....................................
Deferral of I >\ o:a shipping companies...................
R-ilroad : ili'.ng stock: 5-yf.a: a:r.o:t::a*.!on_..........
Financial ns.Vtutioni: F.iceaa bed d:b: reserves... 
Deductibility of ttar.b'jibeaa St.it: gasoline taaea... 

Ccrr.nun'itj .ar.d regional development:
Mauling rehabilitation: 5-year amertiaalion..........

F.l icatian, t; jir.i.ig, employ cirr.t. an.I jotial services:
F i-luii.vi of i-hcl.srships and fellowship,-...........
P.-rc.-i’. .1 pr/joual e.i emptier., for jtud-n’.j. age,

19 m 1 over................... : ...................... ...............
DnV.t'.bili:y of contribution, to educational

institutions-. .............................................i ........
D-Jil'.tt’.i.l'ty'd and credit for cbild ar.d deper’drnt

care capena.M-............................................ .........
C m !’. f:,r en-; lay'tng AFDC .and public x:ii:Unce

r c r . lp t r r . t l . . . . . . . . . . . . . . . . . . . . . . . .— . . . . . . .
’ llriltli:

Eiclm’cn of employer contribution, to medical
anew ante prerniurm jnJ medical care_ .

F.« rent'll': removal of a rclailet tar j! barrier, to
I lie h in l-cappe-l.............................. .

[)- liidibility of mrrlic.il eeprnse,  ..............
Irirmn- eeciirity: 

l.i luii iiiof siicia! jrenrity benefit,:

C pip*l tn.r.v.ituii.

1776 157/ tin 11/6 1477 1973

----- ...
«••••

1.020
SO

1.0)5
105

1,260
115

40 •.....

• '
''1*45 "iio *135

1.220 1.030 1,190 ... ... .....

50 35 25 ..... .... .....

85
10

... 60. 10 • 70 
15

. 455 
315

•

370
350

•MO
350

110 170 270 50 75 ICO

• 640 
1.010 

10

15
610

1.035
-53

10
6C0 

1. C-cO 
— 130

"160
255

"i05
275

'*150
3C0

15
29-3

20
300

20
325

40
95

45
95

50
ICO

M5
410 

4, DO 
IIO 
-25 
455

15

165
455

4.650
90

- 3 5
560

10

185
490 

4.250 
70 

— 40 
M5

-155 . -165 -170

190 215 240

710

25

195

720

510

2i0

10 15 15

It : y iuaur a:;ce benefit a. . . .
C)/vlil r*raef ta fur *»nl.  ............
Ilr.wfiti for dependent, .and mraivori.

Lulitali at cm! nl I - V,t«.

  4,4 a *.

10 ...
  2,315

  330

  2,725
615

795 £60

20 10

250 285,

750 770

540 565

6!0 870

> • • • ■

5,195 5.84-0 

2.5S5 it/0

320 430

3,1 25 3.460 
250 795

?

Table F - I .  T A X  l\NP

Dull!

liaroci* tecurity— Cor.tinu 
Exclusion of railrcad reti 
Eaduaion of sick pay.. 
Exclusion of unrmpljy. 
Facluiion of wodcne.V* 
Eicluucn of public aiais 
Exdudon of special b 

earner,. . . . . . . . . . . . .
Net eacJujIon of pcn,ls~ 

mgs:
Employer plans.....
Plan, for self -employ

Exclusion of other cmp!
Prtnaiuma on group-l
Premiums cf accider

inaurance.........
Incomecf trusts toF,

ploynaerat bencf.t,.
Meal, and lodging (c
Employer contribute"

plan, _______
Employee stock ovne-

throujb investment
Ei du lion cf capital gai
Excess of percentage ,t

income a llow ance...
Additional excmptlen fJ
Additional exemption fc
Reti.-erne t income cred
Earned income credit.

VeUr.aias ber.t,ri!j ard see
Exclusion cf vct:::rj c
Exduaicn cf veteran, p<
Eiduiion cf C l Li!! ben

Cenei.il gas crnmrn!: Cr.
l i l i es!  contribution!...

Revenue sharing and je
araco:

Exclusion cf interest c
loul debt .

Cicdit for eo;pnrat;srj   ' . .
x/inuctiuiiicy or nor.c

(other tl.ara on owr.r
line)..................

Interrit: Deferral cf int..
Girtmri 1 in re ttrnenl:

Esduilon cf ir.ie/eit c
div doprn-rat fondi.

Eaccai first-year drprs:
Drrreeit’rcn c-. tuild-

Reratsl houii/ST__
. . OtJier.....................
Fiper.iing cf rcscarcfi

turc,.................... .
Eipenaing cf const,
r *VC’— :.....

cun: G.rpor
tlmSe/).......

Invcst/n-.t odi.V .:; 
3n l-'.tnol. ,t 4llj  tj


