





*JUSE RESEARCH AGENCY
SLIDING SEVERANCE TAX PROPOSAL

Existing Law

ELF * (1 - PEL/TP) ELF meconomic limit factor
PEL mproduction at economic
level

TP = total production
Severance Tax = 12.25% X E F X GP X .875

GP mGross value of production

Introduce Accrued Value Factor (AVF)

AVP-g! 0PL = oil price inflation
- 1+ PP - BP
BP

PP mpresent oil price
BP mbase oil price

Bl mbase inflation
- 1+ PCPI - BCPI
BCPI

PCPI mpresent consumer
rice Index

BCPI -gase consumer
price index

AVE « 1 If oil price Inflation  base it flation .
m? if oil price inflation  twice the base Inflation rate
m3 If oil price inflation 3 times the base Inflation rate

AVF - 1
Scale Factor - SF AVF* SF-
AVF 11 09
1.2 16
1.5 33
2.0 5

Proposed severance tax formula « (SS X SF + .1225) X GV X .875

SS mstate share of accrued
value of oil fraction
hetween 0 and 1

GV -g][oss_lwellhead value
of oi



State s

Share

50*
50%
50%

SO*
80%

50*
50%

Effect of Proposed Severance Tax
on the Nominal Severance Tax Rate

Oil Price
Inflation Factor
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30
1,000,000

Base
Factor

Inflation Adjusted Nominal
Sev. Tax Rate

1.2 22.3%

1.2 32.3%

1.5 12.25%

.2 28.3%

1.2 44 .3%

1.1 60.4%

1.0 62.25%



THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE

FISCAL_NOTL

[. R_E?UEST,

Bill/Resolution No. sp 474

Title Repealing Chapter 20 & Amending cnapter 2L of Title A3

Requested bv Senate State A ffairs & Finance Committees  Date 2-24-80
[I.  FISCAL DETAIL

Agency Affected Revenue

Program Category Affected General Government

BRU, Program, or Subprogram(s) Affected Administration & Support, Management Services

(Note: If more than one budget component is affected, separate line*itein amounts and funding for each
component in the analysis section.)

EXPENDITURES  (Thousands of Dollars)

e F7Y5 88 15 F7Y5 325 9%(88% 7F5Y 8 851 158 855
PERSONAL SERVICES . . . . .
,}%% TRAVEL 1.6 1.6 1.6 1.6 1.6
300 CONTRACTUAL 1A5.0 1A5.0) (1A5.0) (1A5.0 1A5.0
400 EOMMQEHFS 2.0 7.0 2.0 2.0) v 2.0
600 LRND‘&STRUCTURES ( 6A.0) (6A.0) ( 6A.0) ( 6A.0) ( 64.0)
700  GRANTS. CLAIMS. ETC.
TOTAL (971.1)  (97L.x) (9/1.1) (971.1)  (97L.1)

FUNDING  (Thousands of Dollars)

GENERAL FUND (971.1)  (971.1) (971.1) (971.1)  (971.1)
FEDERAL FUNDS

OTHER (Specify Fund Source)

POSITIONS
FULL TIME 2A/288mm  2A/288mm M=z 2A/288mm  2A/288mm
PART TIME IA/63mm  1A/63nrn TA/63mm  |A/63mm  [A/63mm
TEMPORARY

[Il. ANALYSIS (Sec Fiscal Nctc Preparation Instructions, Section Il1)

Repeal of AS A3.20 would reduce the number of Administrative Services'
positions from 63 to 22. The permanent part-time positions would reduce
from 1A to 0 and the three CETA positions would be deleted. Administrative
Services would" still serve about 195 employees after positions deleted

*y the repeal have been subtracted from other divisions.

IV. DATE March 3. 1980  pRt.PARED By

. o AGENCY Etivmiul-
Original: Leglslanve Finance PHONF. A65-2313
o} Budget and Management

Prunie Sponsor (First Legislator Named)

33-001 (Rev. P'79)



FISCAL .JVOTE.

. REQUEST SB 474
Bill/Rcsolition No.. _
Title Repealing AS 43.20; Amending'AS 43.21

Requested by _ Date

II. FISCAL DETAIL

Agency Affected Revenue
Program Category Affected General Government
BRU, Program, or Subprogram(s) Affected Petroleum Revenue

(Note: If more than one budget component is affected, separate line-itcm amounts and funding for each
component in the analysis section.)
EXPENDITURES  (Thousands of Dollars)

FY 80 FY 81 FY 82 FY 83 FY 84 FY 85

100 PERSONAL SERVICES -0-" - W -0- -0- -0- -0-
20Q TRAVEL -0* -0- -0- -0- -0- -0-
300 CONTRACTUAL -0-" . -0- -0- -0- -0- -0-
400 COMMO ITIF.S -u- -0- -0- -0- -0- -0-
500 EOUIPMENT -U- _-0- -0- -0- -0- -0-
600 LAND & STRUCTURES ;0- -Ti- -0- -0- -0- -0-
700  GRANTS. CLAIMS. ETC w0~ -0- -0- -0- -0- -0-

i
TOTAL -u- -0- -0- -0- -0- -0-

FUNDING  (Thousands of Dollars)

GENERAL FUND -0- -0- -0- -0- -0- _0-

FEDERAL FUNDS -U- -u- -0- -0- -0- _0-

OTHER (Specify Fund Source) -0- -0- -0- - -0- -0- -0-
POSITIONS

FULL TIME 8 -0- -0- -0- -0- -0-

PART TIME -U- -0- -0 -0~ -0- -0-

TEMPORARY 0 ¢ -0- -0- <H - -D- 0-

[II. ANALYSIS (See Fiscal Note Preparation Instructions, Section I1)

The bill would not impact the operations or budget of the Division of
Petroleum Revenue.

IV. DATE  2/79/80_ PREPARED BY N Li~
AGENCY -Department. nf-RcViiaua.

Original  Legislative Finance PHONE -226-1361-

rc: Budget and Management

Prime Sponsor (Fiist Legislator Named)

33 o0: (Rev. 12/79)



FISCAL , .ftOTF.

REQUEST
B|II?Resqut|on No. SB ulu

Title _.An Act repealing the Individual and Corporation Income Tar; a”mend-inr* t.ho 0-M
Requested by ; Date «c,** Porp.

Il FISCAL DETAIL
Agency Affected _
Program Category Affected
BRU, Program, or Subprogram&S) Affected
(Note: If more than one budqe ‘componenfis affected, Separate (ine-item amounts and funding for each
component in the analysis section.)

EXPENDITURES  (Thousands of Dollars) oo
FY 80 FY 81 FY 82 FY 83 FY 84 FY 85
100  PECSONAL SERVICES
200 TRAVEL
300  CONTRACTUAL
400  COMMODITIES
500  EQUIPMENT
000  LAND_& STRUCTURES
700 GRANTS. CLAIMS. ETC.'

MILLIONS
FUNDING  (Tmi¥StttkK of Dollars)
GENERAL FUND 0- (ppo.f) . LiuU-u) - n)  (L7k.n)

FEDERAL FUNFo
OTHER (Specify Fund Source)

POSITIONS

ELU.L.TIME
PA-RJ.IIME_

TEMPORARY

til. ANALYSIS (See Fiscal Note Preparation Instructions, Section I1)

The bill proposes to repeal the Individual and Corporation Income Tax. It also
proposes to amend the Oil and Gas Corporation Income Tax.

The repeal would become effective July 1, 1980 and v >Id apply to income earned
after Decamber 31, 1979.

The above estimate reflects the potential revenue impact of the repeal of the
Individual and Corporation Income Tax only.

IV. DATE J/iqto PREPARED BY

N T AGENCY atf
Original, Leg|slat|ve Finance PHONE WQCT**
cc Budget and Management |

Prime c4onscr (First Legislator Named
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>ir J. HAMMOND, GOVERNOR

DEPAIITMENT OF RKVKISIE
OriCE OF THE COMSSIOHEK ~ / POUCH s - WHEAU 99111

March 6, 1980

The Honorable Bob Mulcahy
Chairman

Senate State A ffairs Committee
Room 51% - Capitol Building
Juneau, Alaska 99811

Dear Senator Mulcahy:
Fe* Senate B ill No. UrU

Senate B ill No. UrU, an Act Repealing Chapter 20 and amending Chapter 21
of Title U3, Alaska °tatutes, was introduced to the Smate on February 18, 1980
and was referred to the Senate State A ffairs and Finaixe Commttees.

For the consideration of the Senate State Affairs Committee, | am enclosing
copies of Fiscal Notes prepared by Gary Jenkins, Director, Audit Division;
P. A. Wall, Director, Administrative Services Division; Robert Johnson,
Director, Petroleum Revenue Division; Barbara Sorensen, Research Section
and a general memorandum from Joseph K. Donohue, Deputy Commissioner of
the Department of Revenue regarding the impact of Repeal of the Individual
Income Tr" concerning the proposed legislation.

R. D. Stevenson
Special Assistant

cc. The Honorable John Sackett P. AL Wall, Director
Chairman Administrative Services Division
Senate Finance Committee Department of Revenue
Jose h K. Donohue Robert Johnson, Director
Deputy Commissioner Petroleum Revenue Division
Department of Revenue Department of Revenue
Gary Jenkins, Director Vincent Wright
Audit Division Research Section
Department of Revenue Department of Revenue



ELEVENTH LEGISLATURE

FISCAL  NOTE,
LR tion No. SB A74
Bt Mo, X8 M 4w wswaingas ML
Requested by 1 Date.

Il FISCAL DETAIL
Agency Affected Revenue
Proaram Category Ati'cded General Government
RU, Program, or Subprogramgs) Affected ~ Petroleum REVerue - ,
(Note: If more than one budgie ‘component is affected, separate line-iteramounts and funding for eacn
component in the analysis section.)

EXPENDITURES  (Tho sands of Dollars)

FY 8 FY 81 FY 82 FY 83 FY 84 FY 85

100 PFRSONAI. SERVICES 0- 0 -0 0 -0 -0-
200 TRAVEL -0- -0- -0- -0- -0- -0-
300 CONTRACTUAL -0- -0 - 8 -0- -0- 8
400  COMMODITIES -0 - -0- -0- -0- -0 - -( -
$00 EXUIPMENT -0- -0- -0- -0- - - -0-
600 LAND & STRUCTURES -0 - -() - -0 - -0- -0- - -
700  GRANTS. CLAIMS.ETC -0- -0- -0- -0- -0- -0-
TOTAL -0- -0- -0- -0- -0- -0-
(Decline in millions of dollars from otherwise expected receipts)
fusing
GE.NF.RAL FUND (233) (323)  (534) (592)  (708) (742)
FEDERAL FUNDS -0- -0- -0- R | -0 - -0-
OTHER (Specify Fund Source) -0- -0- _.-0- . -N- -0- -n-
POSITIONS
FULL TIME -0- 0 -0- -0- 0 0
PART TIME o ( 8 8 —— 8 @
TEMPORARY -U-

Il ANALYSIS (See Fiscal Note Preparation Instructions, Section I11)

See, attached memorandum, R. M. Johnson to T. K. Williams, 2/29/80
Note that the fiscal note relates to the initial calendar year of

effect of this bill, and the funding impact stated above relates to
fiscal years impacted ii. approximately the same proportion.

\
VAriginal Legislative Finance PHONE 276~1263
cC: Bu rr%;et and Management .

Prime Sponsor (First Legislator Named)

33-001 (Rev. 12/79)



- STATE

oi ALASKA
Special Assistant
Department of Revenue FILENO
TEHEPHONENO
from Gary L. Je subject Senate Bill No. 474
Director
Audit Divi

This bill would repeal the income tax on individuals and
corporations and significantly modify the oil and gas income
tax. The 1impact of repealing the individual income tax has
previously been set forth for other bills proposing its repeal.

A copy of the memorandum prepared showing that impact is attached.

The Fiscal Note attached to this memorandum is for the repeal

of the corporate income tax only. Therefore, to understand the
overall effect of the repeal of chapter 20 of Title 43, the
total impact would that set forth in the attached memorandum

plus the attached Fiscal Note.

The revenue impact which would result from enactment of this
proposed legislation will be provided by the Research Section
of the Department of Revenue.

The Petroleum Revenue Division will provide the effect of the
repeal of AS 43.21.

Administrative Services division will provide the impact on

their function whi h wou”™d result from the enactment of
thi3 legislation.

Attachment



ALALL

of ALASKA
|0 (Thomas K. Williams, Conmissioner DA" April 10, 1980
Department of Revenue
HfNO
HItPHOHI N>
tkOM Robert M Johnson, Director ere -u0' 1 Overview of WPT as a
Petroleum Revenue Division Deduction Under AS 43 21

: . . The.
nalysis of impact or income tax treatment takes the mean royalty receipt
from our forecasts to derive (A). That figure is then applied to
WPT "formula" with the assumptions of base and decontrolled price of
applied to derive (B). (B) is subtracted from (A) to ?_et the
n?e" (C). If ACMIS then multiplied by 7 (the WPT applies only to
/8 of the [m,o_acte S, crude), the total "".PT is derived. That _
P ure multiplied by 9.43 yields the impact of the WPT tax as a deduction

December 1979 Forecast Effect

(Millions of $)

(A) (B) (C) ()
—

. nou Vi mpact on Corporate

1y Wintax ~ Wintax Change d Income Tgx

850.4 839.0 11.4 .
1641 19350 10685 9165 143
1987 1930.3 1355.3 575.0 378.4
19J3 22448 512.8 732.0 481.7
1984 24757 1657.9 817.8 538.1
1985 2769.3 1860.4 908.9 598.1

These figures demonstrate that as the spread between the base and decontrolled

price increases, the impact of the deduction increases. The same rising
price of oil of course will increase the gross taxahble production income

under the tax act.



FINANCE DIVISION
THE LEGISLATURE POUCH WF-STATE CAPITOL
JUNEAU, ALASKA .11
BLOCHAD AL COMUM PHONE: 1907) 46L.- <5

December 31, 1979

Tom Williams, Commissioner
Alaska Department of Revenue
Pouch S

Juneau, AK 99811

Dear Commissioner Williams:

The Joint Gas Pipeline Committee has requested estimates
of revenue to be derived from production of North Slope
gas.

I believe your Department could provide some valuable
assistance here with little additional trouble or expense.

Specifically, 1 would like to request that the next quarterly
"Petroleum Production Revenue Forecast"” of the Petroleunm
Revenue Division include graphs and tables similar to graphs
1 through 6 and tables o through 8 of the September 1979
rnort for gas only, 1in addition to the oil and gas totals.

This would take advantage of the state"s existing ability to
incorporate stochastic estimates of production, prices,
conditioning costs, etc. through use of this model.

Although there may be a more desirable method of doing this,
it seems to me that it could be done simply enough by zeroing
the oil production vector and running the model a second time.

Please let me know if the Department could provide this
information.

Yours truly,

Fiscal Analyst

cc: Honorable Bill Miles
Honorable Mike Colletta
Co-Chairmen, Joint Gas Pipeline Committee

MB:bf

JTwit LM



FACT SHEET

Windfall Profit Tax
("Crude Oil Windfall Profit Tax of 1980")

The Facts

0]

0]

In 1978, the Alaska Legislature passed a "special"” 1income
tax on the oil industry - the 13th tax increase since the
discovery of the Prudhoe Bay field in 1968.

The income - royalty and taxes - from Prudhoe Bay is totally
responsible for the current surplus in the state treasury.

Decontrol of oil prices at the wellhead will generate billions
of dollars of unanticipated revenues to the state in the next
few years.

The price of decontrol 1is the Windfall Profit Tax. President
Carter said decontrol would not be possible without this tax.

The state®"s royalty oil dedicated to public purposes - and
that of the Alaska Indians and "native corporations”™ - is
exempt from the tax.

The oil industry will not be able to deduct this tax from its
income when paying the Alaska State 1income tax - thereby having
to pay a jtate tax on taxes paid to the federal government -
unless the Alaska law 1is changed.

The Windfall Profit Tax is not an income tax, but rather it is
an excise or severance tax imposed on a portion of the selling
price of crude oil.

The federal 1income tax law allows a deduction.

A deduction for the Windfall Profit Tax could not Vave been
provided initially in the state law since the Windiall Profit
Tax did not exist at the time the state law was passed. I
the Windfall Profit Tax had existed when the 1978 Alaska tax
law was passed, it no doubt would have been considered for
inclusion a: a deduction at that time.

The allowance of the deduction will not cause the state to
lose revenue - it will realize over twice as much revenue
rrom price decontrol as the producers.

Conclusion

The Windfall Profit Tax is simply another cost of doing business. It

is a

severance" tax that must be paid before any 1income is realized.

It is obviously not "income"™ and should not be taxed 1in an 1income tax

law.
still

If the deduction 1is not allowed, the state is, 1in effect, placing
another tax on the oil industry. THE LAW SHOULD BE CHANGED TO

ALLOW THE DEDUCTION.
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Assumptions and Calculations

1.

% 'rs>

$13.61 per bbl. wellhead price under price controls; $22.97 per bbl
eIIhead price with price decontrol and passage of windfall profit

tax. Source Oep*rtment of Natural Resources royalty value report

for January, 1980 jroduction. =RV
Zero Inflation rate. 1

Prudhoe Bay production 1.5 million bbl per day (45 million bbl per
month).;

State Royalty (under continued price controls)

I\/_Ionthl% production 45,000,000 bbl
times Controlled Wellhead Price X $13.61 per bbl
times Royalty Share X 12%*

$76,500,000 per montf
Production Taxes (under conw.iued price controls)

Monthly production 45,000,000 bbl
less R%ypalty Snare 12%% (5,625,0001
39,375,000 hbl
times Controlled Wellhead Price X $13.61 bbl
times Tax Rate X 12.25%
tlo*  Economic Limit Factor x .94
61,700,000 per montl
L B ’ P
il and’ Gas Corporate Income Taxes (under continued price controls)
402,000,000 & 12 -333 000,000 per month. Source: " Revenue S0UICES.
1979-81, published by Department of Revenue, Est te for FY 80.

Total Monthly State Petroleum Revenues

fo alties (paragra T 4 above
Proyductron axe% %araﬂra h g above)
Income Taxes (paragrap

o%o .

Total peJ month**Jﬂ " $171,700,000
%l* 1 eV
ol , *U-"tW.

3

above)

1 &

% oor»» o
43

e



Distribution of added, sales dollar above base price received as a
result of price decontrol and windfall profit tax (assumes producer
may deduct the windfall ‘profit tax as a direct cost before calculating

state income tax),
a. . Distribution

Rovyalty .
Se&%ra%ce Tax

Windfall Profit Tax

State Income Tax

Federal Income Tax
Producer

-t /.
. re -
b.  How Derived* .*

Royalty

Severance lax

)g-W_s_

J.S.

54.194
9.68*

637874

Incremental Dollar
X Royalty Share

Incremental Qollar

less Royalty

X Statutory Rate

x Economic Limit Factor

xindfa17 Profit Tax Incremental Dollar

BV
- .. *ﬁYi"

1 <e
Alaska Income Tax

With deduction
for Windfall'
Profit, Tax,_

It. LY *_ _*_*
of- * o te

/.*. .
AL
Federal Income Tax

7.

1 §-
K -

less Royalty
less Gsverance Tax

% Stgtutory Rate
.’M.'Zﬂi#> _ e
e
Incrémental Dollar
less Royalty
less Severance Tax
less MQngfaH Profit Tax
.7 ifxr *

x Statutory Rate

Incremental Dollar

less Royalty

less Severance Tax.

less Windfall Profit Tax
less State Income Tax

o
X Statutory Rate

Alaska Producer
12.50n
ZTTKi ii?%ﬁa

100.004
12 _50%

12.504

100.004

o

« » “ Zéﬁéﬁ}o

1‘ l o

*

4\f‘*°?°;<<. ~ E%
- |
ry... -

& %



Phased price decontrol of Prudhoe Jil beginning January 1, 1980 and

ending October, 1981 54.6% per month)* raising weighted average . >
wellhead price from $13.61 per t'1 to $22.97 per bbl, an incréase of*»
$9.36 per bbl. ' o> el
N - [\ VAR S
Additional montle state petroleum revenues October, 1981 as a result *;1:,1-
of price decontrol and windfall profit tax: Lotk
Monthly j duction 45,000,000 bbl o
Mmes added sales price X $9.36 per bbl
Added Gross Revenues $421,200,000
Added Royalties ($471,200,000 x 12%Y 52.600.000
AJued BoyRIEs Bl 58421,200,00‘]0"& 10.08%) 19:500.000
Added Income T:Aes ($421,200,000 x 2.18%) 9,200,000 o
$104,300,00b
October 1981 State Petroleum Revenues
a. Prﬁ:ﬂe Control (rfo windfall_profly, tax) $.171,700,000
. Adaéd with pri.ce_decontrol and Imposition
of-vrtndfall profit tax 104,300,000
V" Total for month of October, 1981 $276,000,000
VI, o1
5
% /: 'a}'* \%
Ae "n V
A
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$150-

:100-

$50
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. "Av e VT

Ki_ -
"Ii/»:%'r? Add .
itional Revenue
| - {$ M illie/? Per Maonth;
ncome Taxes
Oil Production Taxes
Oil Royalties

42.4

without price decontrol and windfall profit tax
-r

' ASSUMPTIONS - %
i '
e January, 1980 wellhead prices: $22.97/BUJdecontrolled

$13.f»1 controlled
o Zero Inflation

1,500,000 Dbl per day production
« windfall Profit Tax deduction allowed
Wk
1o j:f.
T-

<o bl

oMl

1 &

*T-19001 1981



Federal Windfall Profits Tax
Tier I - merged upper and lower tier oil (former "old"
and "new")

Tax rate: 70% Majors
50% Independent

Base Price: $12.81/BBL adjusted for inflation
Tier 1l - Stripper 0il 10 b/d/well

Tax Rate: 60% Major
30% Independent

Base Rate: $15.20/BBL adjusted for inflation

Tier 11l - New Oil, heavy oil 16 gravity or less,
incremental tertiary crude.

Tax Rate: 30% All

Base Price: $16.55 adjusted for inflation
Prudhoe Bay - Sadleochit Oil

Tax Rate: 70%

Base Price: $12.70

Vo1, 00)r - ft
+
\r, rgvsir - —r p
Y) «IT
W=y h yFf =*C

It/ N~
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U.S. House passes excise
tax on decontrol revenues

THE House lust week pusscd the excise
tx measure on revenue from ce. at*
tolled U.S. crude production, sending
the t?nl. 7oillian bill © the Seute,

The Senate Is expected to Wwte on the
conference-approved hill this week.
President Carter has said he wall sign
the measure.

The Senate sole will be the firal step
in nearly a year-long Iggislative strug-
gle over tre tax

Last April Carter unnounced the
phased decontrol of U.S. crude prices
but asked Congress to tax away most
of the “‘windfall'’ © Industry Inorder t©

0il AGAS JOBRNAL - MAR 17.1SM

finrance development of & synthetic
flels industry and other energy con-
servation/development schemes.

Uy the lale 19835, the excise tix B
expected 1t result in up © 1.6 million
b/d less crude than would have been
produced without such a lew.

The firal House battle over the hill
centered on whether t© send the meas-
ure back to the conference committee
with instructios that independent pro-
ducers be given better tax treatment.

Rep. Bill Archer (RTex.) was te
leader of thut effort. ltwould have re-
quired House conferees to accept the



treatment_Plven independents in the
Senate  hill—a blanket exemption
from any tax on their first 1,000 b/d
of production. o

After the Archer motion failed b
a 227-185 vote, the House voted 30Z-
107 to accept the conference bill.
Another attempt ma¥ be made in
the Senate to gain better tax treat-
ment for independents Archer said
Sen. Henry Bellmon (R-Okla.) can
be expected to lead the fight there.
Althou%h the Senate in" December
Bassed Its version of the excise tax
ill bY’ an overwhelmm? T4-24 vote,
It earlier had voted 5341 to exempt
independent producers* first 1.000 b/d
f production (OGJ, Dec. 3. 1979, p.

0
38).

ome independents hope the same
53-vote majority might send the bill
back to the conference committee. As
a result, the bill would either die in
conference or the House might be
persuaded to accept the independents'
exemption. .

House maneuvering. Archer had
predicted a close vote on his motion,
which he said would result in $18 bil-
lion more in revenues for independ-
gnﬁs during the 11-year term of the

ll

He said the funds would have re-
sulted in 42,000 additional weIIs_bemq
drilled and 950,000 b/d of additiona
production by the late 1980s.

Archer doubted whether a small
demonstration this week by Independ-
ents at the Capitol had helped nr hurt
their cause. "1've heard mixed mm
ments about that" he said.

'Hie Texas congressman said the
excise levy is Ilktly never to end.

"Once you put a lax in place and
the government begins to depend on
those revenues, It becomes very diffi-
cult to changeM

The House earlier rejected 232-180
a Republican effort tn "send the bill
hack 10 tne conference committee with
instructions to include a plowback
Prowsmn-a tax credit of up to 75%
for producers lo reinvest their profits
in_exploration. ,

The House also re!]ect,ed 315-201 a
motion by Rep Joseph Fisher (D-Va.)
which would have required that half
of the government's revenue from de-
control”be earmarked for production
of more energy.

Fisher argued that the current form-
ula, which calls for 60% of the rev-
enues lo go for lax_ruts and only 15%
for ener?y production/conservation, is
a case 0f mistaken priorities.

The debate. Final arguments on the
House floor centered on whether In-
dependents needed better tax treat-

ment, _
Rep Al Ullman (DOre  chairman

©

of the House ways and means com-
mittee "has giv'n as much to the
independents as we possibly can.”

Archer argued that it still wasn't
enough because independents are the
bulwark of the U.S. exploration/pro-
duction effort, _

Archer said the Dbill "threatens to
cripple our production and drive our
economy toward chaos It isn't a plan
to produce more oil. It will prevent
tt]ge plrlgductmn of billions of barrels
of oil.

Rep. James R. Jones (D-Okla.)
argued that the bill Is " had tax policy
and questionab’e energy policy.”

He said It *; so complicated and
confusing it should be renamed "the
Ilugvélcvgrs and accountants relief act of

~Jones also pointed out that the lax
includes a rollback in price for strip-
per Producers. "t't smallest of the
small producers.”

He said the 30% t»x on rew and
tertiary production "will have an in-
h|b|t_|n%; effect on the two categories
of oil that offer the greatest promise
for Increasing our oIl reserves."

Jones was one of five House mem-
bers on the conference committee
who refused to sign the conference
report. The oihers wen Aicher, John
Duncan (R-Tenn ). Guy Vander Jagt
RMich), and Henson Moore (R-La.).

Il but Duncan voted against the tax
on the House floor.

“Industry reaction. Qil Industry asso-
ciation leaders were unanimous in
criticism of the tax.

The Independent Petroleum  Asso-
ciation of America, in a letter lo all
members of Congress, had warned
that the tax "represents disastrous
energy policy." _ ,

IPAA Pres. C. John Miller said,
"It Is equally disastrous tax policy
because it will inhibit production
which is vital and scatter billions in
nonprodugtive got eminent ‘giveaways'
which will cxacvruate an already n-
tolerable inflation."

Miller noted that conferees had
planned lo use only 15% of the tax
revenues to save and produce more
energy—and only if Congress pastes
additional enabling legislation and
K5% for tax cuts and energy aid for
low income fnmlliei.

He warned that, although Congress
may muke political hay with the rev-
enues tn an election year, "when there
IS another emtnr%o or another situ-
ation like Iran, those few dollars In
tax refunds will be Iltile comfort
|a@geunst told homes and gasoline
Ines."

Miller added "The public and na-
tional interest demand that we re-
verse our eroding domestic energy

supply position in the 1580s. | don't
know™ any reputable economis* who
doesn't believe the 'windfall profits'
tax would defeat this objective.”

‘The Independent Petroleum Asso-
ciation w Mountain States. Denver
said the Ux bill "takes a pound of
flesh from the heart of the only in-
dustry the public has in this codntry
to keep ' i energy pump beating.”

Kye Trout. Ipams president, said
"The sad pan of it is that little if
any of the funds confiscated by this
sham will be used to create jobs and
economic benefit to alleviate our
increasingly worsening energy and
economic situation. .

"Instead, it will be frittered away
on superficial government _pro?rams
designed to beused as chips In the
games politicians play."

Charles DiBona, president of the
American Petroleum Instil* te, said
there is little hope of alteration of
the bill on the Senate floor.

"As a consequence of the 'windfall
profits' tax, the amotnt of oil that
we won't produce will be some 2 rril-
lion b/d (In_the late 198H) he said.

The tax. The tax is complicated and
will force producers to retain pro-
fessional help in determining tax
liabilities. , _
IPAA and some private organiza-
tions have buen holding seminars In
oil producing regions to acquaint pro-
ducers with™ the' basic provisions of
the tax.

The lax took effect Mar. 1 alop
e_xrstmi crude price control regu'a-
tions. / Ith_ou?h he price controls are
to expire in 1981, they will remain the
basis lor the excise tax.

For Instance, production that was
lower tier oil under price controls will
continue to be defined and taxil as
lower tier under the excise tax

This will require producers lo main-
tain their accounting and pioduction
records developed Tor crude Prlce
control regulations, although those
rules are to expire, _

The excise tax sets i rth three main
cat- qories of taxable crude:

o Tier |- All oil designated as Lw-
cr_and upper tier production ‘.nder
existing price cor'mls. _

* Tier 11—Stripper well production.

* Tier [ll—Newly discovered oil
hrasy oil of 16* gravity or less, and
incremental tertiary oil:

Special tav rules were drafted for
newly discovered Alaskan production,
R-rtiary oil, and oil production owned
by state and local governments. In-
dian tnbes, charitable medical institu-
tions, and schools and universities,

The amount subject to the excise
lax is the difference between sellmq
price of the crude and the sum 0
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the adjusted base price plus the state
severance tax adjustment. That dif-
fer*..c» IS taxed ‘at the appropriate
rate for the particular category of
crude.

The tax can't exceed 90% of the
net income from a bairel of oil. The
net income figure is determined by
d|V|d|nch] the yearly taxable income
from the Prop ty by the number of
barrels of taxable “crude Broduced
from the property Ir. the taxable year.
_For this purpose, "property" is de
fined the same as “income property”
under the tax code, not the definition
used in price control regulations.
The tax applies to each barrel of
oil sold from the lease and must
be paid by the producer, al_t'|ou?h in
most Instances it will be withheld by
the first purchaser.

The taxable period is a calendar
quarter. _
~ Because it is an excise tax, the tax
is deductible from gross Income sub-
ject to federal Income fax. Indepen-
dent Producers and royalty owners
are allowed full percentage depletion
on revenues subject to the excise

tax.

Tier | Tax. The basic tax rate for
Tier 1 production is 70% for I- egra-
led companies and all royally owners
and. 50% for Independent producers.

Tier | production consists of all
lower and upper tier oil under price
controls, upper f'er oil released to
the market price, marginal property
production, and he; vy oil that doesn't
meet ihe heavy oil definition for tax
purposes—that” is, ill between 16°
and 20*-graV|tY.

IPAA notes That_"consequen*!y, pro-

duction frum a single propc.ty may
tall within several different catégories
for crude price purposes am' several
different categories for tax purposes.
_"For examp!,. a barrel of oil which
IS 19'-gravity might Ik- rebated to
market level for prlcm% purposes hut
still he considered either lower tie*
or upper tier oil for excise tax pur-
poses™” _ , _
_ The base price for Tier | production
is the May 1979 Depirtmrnt of En-
ergy. ceiling price plus an adjustment
for “inflation und minus, 21«

The base price for Tier | has been
determined lo average $12 RI/hbl as
of May 197*, _

The adjusted base price for each
pr_ogerty Is determined in accorddncr
with a“formula specified in Ihe hill
for the first 6 months and thereafter
Py Init-mal Revenue Service regula-
ions.

_ The mfiatlon adjustment factor for
increasing_bu..e prices in any taxable
period will be the gross™ national
product (GNP) deflator for Ihe cal-
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The tax at a glance
Category ol crude

T

Tier 11—stripper

Tier |||-nev% discov.?rep {'Egremental

ter>ary, andneavy ol 0 [av
OfniES W yarty

Pruchoe Bay field Sadlerochil

i

N
RIE g6
In e

endar quarter 2 quancrs earlier than
the taxab  quarter in question, di-
\ﬂggd by ihe GNP deflator for June
~ Tier |l tax. The Tier Il tax. coher-
ing stripper oil. is n 60% tax for
royalty owners and major producers
and a 30% tux for independents.

"Stripper oil" carries the same
definition as under crude pricing regu-
lations: production from" a properl
%/ic/alt| averages no; more than 10 b/d/

|

However, any p_roperlg thaj once
was designated staner ut mw pro-
duces more than 10 b/d/wrll -till is
considered a stripper lease.

Under a temporary rule, producers
will compute Tier Il "hase_ prices i»mg
a form tla based on their Dccen her
1979 PO rings corrected lo a presumed
nationnl average and adjusted for In-
flation. . Average nationwide Tier II
base pit  or December 1979 is es-
timated a SI5.2Q/bbl. ,

The inflation ad}ustmenl tactor is
the GNP deflator tor the 2 calendar
quarters earlier than the taxable
period, divided by 163 7%, _

This temporary base price ole will

be replaced in" October, when Ihe
Treasury Deportment must ?ubllsh,a
permoz?ent base price rule Tor strip-
er odl-
d flrr 111 tax. All producers will pay
thr same tax rite for Tier Il pro-
duction -newly discovered uil, heavy
crude of 16* gravity or lets, and in-
irrmental terfiary Crode.

Tier 11l base pnres will be cal-
culated similarly lo Tier Il pners.
But the presuméd national December
1979 price average Is higher, and the

T« treatment

Indlependents’ first 1,300 b/d: 50% tax

Majors: 70% tax o
B%trh Mslgti%lﬁﬁllbbl base price, adjusted

Inclependents' first 1,000 b/d: 30% tax
Majors: 50% tax

LT

30% tax on selling price $16.55/bhl,
%}%'H‘?},%%t?g’ﬁ mHaﬁoR [ﬁusa?% qualrty,

T g o 0210

et

estimated average Tier III base price
for that mor.th is {16.55/bbl.

In_addition, the inflation adjustment
for Tier Il involves a 2%./Year “kick-
er" not included in Tier 1,

"Newly discovered oil" is defined
lhe same for tax and pricing pur-
poses. It is oil produced from an on-
shore property which had no produc-
tion during 1978 or production from
zlm fg%hore properly leased after Jan.

"Heavy oil" Is defined differently
(or excise tax and crude pricing pur-
POSES. o

For tax purposes, it includes all
production Irom a ﬁroperty Where
during the last month of production
priur~to July 1979 all crude had a
weighted avera?e (%[&VIty of 16" or
less, corrected fo G* F.°

It also includes properties with pro-
duction of that average gravity during
the taxable period. _

PAA ys, "This means lhat if a
properly qualifies under (lhe first
provision) by reason of having all
production with an average ﬁrav_lty
or 16* or less in thr last month prior
tc July 1979 during which there was
production, all future production 'rom
SU|Ch properly will be eligible at heavy
0l

"Hut if Ihe propertY won't qualify
an that bam because the property did
not produce prior lo July 1979, wvr
durm? Ihe last production month prior
to July 1979 production did not aver-
ogr 16" or Irss, then during an)r cal-
endar quarter in which all ol the
production Irom _the,Proper,ty over-
ages 16" or less, it will qualify.

‘Therefore, a property may go in

<



and out of the heavy oil classification
for crude tax purposes. This is dis-
tinctly different frmi the definition of
‘heavy oil' for crude oil pricing pur-
poses” . :

That definition is "all crude oil
produced from a property, but only
If, during the last month prior to July
1979 in which crude oil was produced
and sold from that property, such
crude oil had weighted average grav-
ity of 20° or less, corrected to 60° F."

IPAA notes that "under the pricin
definition, a property which did no
qua||f¥ in a_month prior to Joly 1979
cannot qualify in the future no mat',
what deve_lo_P_s." _
_The definition of "incremental ter-
tiary production” for tax purposes
also is significantly different than for
pricing purposes. ,

Under the excise tax, the incremen-
tal tertl_ary_prolgct may be the result
of certification by a government regu-
latory authority or 6y self-certification
by the producer. =

Under self-certification, a petroleum
engineer must verify that the project
Involves one or more tertiary lecover
methods which are applied 'In accord-
a?ce with sound engineering princi-

es.
pThe engineer must state that the
methods Can be expected to result
"in more than an _|n5|?n|f|cant in-
crease in total ultimate recovery
above that which otherwise could be
expected," and the pro&ect’s begin-
ning date is after May 1979, _

_Current crude pricing rules defi
"incremental production” as oil pro-
duced beyond” what normally would
have been produced without “apt lien-
tlon of the enhnnced recovery tech-
nique.

%he excise tax definition is more
generous. It defines incremental oil
as production in excess nf ‘he proper-
tg's hise production control level
(BPCL) declined at IIf /month for
each month since 1978 prior to Initia-
tion of the progect, uod 2.5%/month
lur each month thereafter, or the
actual decline if it's greater.

The incremental teftiary provision
will apply lo new projects ‘and signifi-
cant elpansmns of existing projects.

The front end terharg production
flower tier oil released to market
levels to finance initial tertiary invest-
ments) will be exempt Irom” the lax
I '50% or more of the interest in the
project is owned by Independent pro-
ducers. Otherwise, the Tier | lax
applies. This exemption ends Sept
D O

Olher rules. Ihe tax will be withheld
by the first purchaser of the crude or
the operator of lhe property and dc
posited in a trust account. The pur-

&

chaser must file quarterly returns and
provide producers and royalty owners
annual statements of their tax lia-
bilities which would be included with
the producers’ income tax returns.

Working interest owners may select
any party as the "oRerator" for ex-
cise tax purposes, although the "oper-
ator" needn't be the operator for pro-
ducmgD purpr es. Different persons
may be named the "operator" for
different pans of the same property.

The different tax rales for various
cate?ones of oil and producers wiP
result in monthly adjustments in with
hotlldmg rates for producers and prop-
erties.

Large companies must make semi-
monthly estimated lax payments for
oil purchased and_ﬁroduced. Inde-
pendent refiners with dJayed pay-
ment contracts must make tax de-
posits within 60 days after the month
of purchase. Otheis must make de-
posits 45 days after the end of the
month of purchase, In most cases the
latter category will Include indepen-
dent producers acting us operators.

Working interest owners can't use
their opfion of designating special
"operators" for tax purposes to se-
cure less-frequent tax payments. The
bill sa?/_s changes of "operator" status
to parties other than integrated com-
panies don't change tax payment
schedules. _ _ _

Although the excise rax is premised
on D'IE “definitions and rules, it will
be administered and enforced by the
Treasury Department and the IKS.

">OE will assist Treasury and IRS
and will certify qualified tertiary
P_ijeC'[S and rd<jsc of front-end ter-
jory Incentive production.

Court apP_eals will ftluw the route
of income tix cases, \lth Jurisdiction
Igmg in Tax Court_and U 5. District

ourts. Appeals will %o to the US.
Courts of "Appeal rather than the
Temporary Emcigency Court of Ap-
peals, which was treated to ar
crude oil pricing rises. _

Willful failure™lo comply with. pro-
visions of Ilie m ilt t*s net will be
d mttdrtneAixit punls_hable by at mult
a 110,000 fine, 1 year in prbon. ny bolh.

The burden of proof of establishing
the entitlement Iu |nel initial tax
rates it on Ihe taxpayer. .
_Rules for |.dependentS. The definj-
tion of "Independent producers" is
ubout the -<mr (or the excise tax as
it is fur percentage depletion pur-
POSes: E()lron__r_etan sales may nut ex-
reedJ miiliun/ycar, and" the in-
dependent can't own a refinery tin-
mq% more than 50,000 b/d of irude.

e only S|En|f|cant diffen.'Ce Is
that only wor

ing Interests rxbilng
Jan. 1, IWO.

eligible lor Inde-

pendent producer status under the
excise tax. Royalty owners are_ t3xed
the same as major oil comﬁanles.

“The conferees decided that over-
riding royalties, negotiated by agree-
ments ineffect on Feb. 20, 1980, will
be eligible for independent status
when the royalty is converted to a
working interest. o

The special t,x rates %lven inde-
pendents apply to the first 1,000 b/d
of lower tier u,oper tier, and stripper
production. If less than 1,000 b/d is
produced, all production v/ould get
the special lax rates. If more than
1,000 "b/d is produced, the excess
w?uld be charged the regular tax
rate.

The bill prorates he 1,000 b/d over
all three categories.

The allocation of the 1,000 b/d be-
tween related persons or businesses
under common control is treated much
like percentage depletion. One excep-
tion Is that a producer owning 50% or
more of a corporation must allocate
a single 1,000 b/d between himself
and the corporation.,

An Independent with less than 1,000
b/d of production may transfer all or
P_art of Ms production, and the produc-
ion will remain qualified for the in-
dcjiendent exemption. _

owever, a producer having more
than 1,000 b/d of qualified production
as of Jan. 1 1980, or later, ma}/ not
transfer any part of it without the
transferred “production losing the In-
dependents' tax rate, even if the trans-
feree is an widepmdent.

Production owned by royally own-
ers or major oil conpanies doesn't
become e|I(fIb|_e for the independent
exemption 1f it is sold to Bn inde-
pendent

Olltcr cnu”™ rle*. House Senate con-
fen s agreed to tax oil from the Sad-
Itrochit " reservoir In Prudhoe _ Bay
L id the same as Tier | oil—with a
70S tax rate -hut set the base price
at |12-70/bt»| raihcr than $12.81.
_Other HI north of the Arc-
tic Circle la exempt from the tax, at
s HI produced north of the Alnskan-
Meutian mountain range and more
than 75 miles from the trans-Aluskan
oil pipeline. _

Qil produc'd on land held by Indian
tribes * 1Lhe exempt from the tax.
ail from land granted to Alaskan na-
tive regional corPoratlons bY the Na-
tive caimi Settlement Act will be
exempt from the tax until 1W2.

I'r«. tui tion from state and local gov-
mmmM Im.d is exempt from the tax
il th> revenues are used for any pub-
lir purpose.

And production from land owned
by charitable nwdical facilities, rdu-
catlimal Institutions, or churches is
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,exempt from the tax if the lano was
owned by such an institution on Jan.
21, 1080,"and as long as the proceeds
from the oil production are dedicated
to_medical or educational purposes.
The conference agreement allows
Producers to deduct state severance
axes from revenue subject to the
excise tax. _ _
_ It permits deduction of any increase
in state severance taxes enacted after
Mar. 31, 1979, only if the increase ap-
Blles equally to the entire price of the
arrel of oil and only to the extent
that the total rate of severance tax
Rrgg}osed by the state doesn't exceed
0

Business tax credits. The conference
bill provides $8.3 billion in business
tax Incentives, of which $6.2 billion
IS in energy tax credits.

It increases the 10% refundable tax
credit for investment in solar or wind
energy equipment to 15% and extends
the time limit from 1982 to 1985. The
bill adds to the list of eligible solar
energy propertLs equipment that uses
solar ener?y to provide industrial,
agricultural,” or commercial process

eat.

The refundable feature of the
solar and wind energy tax credit was
re[%ealed, thou%h.

he present 10% nonrefundable en-
ergy tax credit for equipment to pro-
duce, distribut*, or use geothermal
energg was increased to 15% and ex-
tended from 1982 to 1985, _

The bib g)rowdes a 15% tax credit
through 1965 for ocean thermal equip-
mentto be installed at two sites to be
selected by the Treasury Department.
The equipment would "produce elec-
trIC_I'[}/. by using ocean temperature
variations. ,

A nonrefundable credit was granted
for production and sale of alternative
energy sources such as shale oil, syn-
thetic” fuels from coal and biomass,
tar sands, and processed wood.

The credit is $3/bbl of oil equivalent,
measured on a fcTU basis and ad-
justed for inflation. It is allowed for
alternative furl domestically produced
und sold by Jan. 1, 1990, and phases
out 0s the ‘average gnce of domestic
oil_rises to S29.50/hhl.

The bill sets special, rules for gas
from geopressured brines. Devonian
%,hale, coal seams, and tight forma-
jons.

It keys the reference price to
other natural %_as prices.

Other incentives are offered for
small scale hydroelectric facilities,
cogeneration ” equipment, biomass
equipment. Intercity buses, electro-
Iytic cells, petroleum ct're and pilch
b0||etrs, and coke and coke gi>r equip-
ment.
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Breakout of decontrolled production revenues
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The conference agreement extends
through 1992 the present exemption
for ?asohol from the 4e/gal federal
gasoline excise tax. .

A comparable credit was voted for
alcohol fuels used in industrial plants
and on farms. _

"he conference agreement contains
several provisions relating to the use
of industrial development bonds to
finance solid waste disposal facilities,
hydroelectric power, plants, and re-
newable _energ}y e%ug)me.nf _ _

It provides Tor $600 million in resi-
dential energE/ tax credits by 1990,
It also authorizes $3.1 billion for
fiscal 1981 for a program of grants
to the states to provide assistance to
lower income families for heating and
cooling cost-", S
_ Households will be eligible if their
incomes were less than™ JII,600/ycar
lor a family of four. _

LIFO. Iniports. Two mfscci.aneous
provisions in the tax bill drul with ol
company accounting methods and im-
port’ quotas. ,

The  confe ence hill amends the
Trade Expansion Art U 1962 to allow
Congress to override a presldentnl
deciSion to impose oil import quotas
by e_nactmgha joint_resolution disap-
proving such executive action.

“The Joint resolution would be con-
sidered under normal legislative pro-
‘medures. _

The bill ﬁwes companies a break
on taxes they pay on_ profits from
forced Inventory reductions. Most oil
companies currently use the LIFO
(last in, first out} method of comput-
|n%8rof|t from sale of inventory stock.

0!l has authorlt% to order 0il com-
panies in reduce their inventories of
oil. If th» or a major foreign trade
interruption occurs, companies ran
apply under the excise tax Mil for a
refund of taxes paid on the LIFO
inventory _Proflts of such a sale.

To quality, the liquidated inventory
must be replaced within 3 years. The
Treasury Department must’ designate
in advance those situations in Which

Alr)
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the provi icn will apply. It could re-
sult in a revenug loss to the Treasury
of $250 million by 1990.

Background of tax. President Carter
handed” the oil industry some *good
news, bad news’ last Af)rll in"the
midst of the crude supply shortage
caused by cutbacks in' Iranian pro-
duction.

He announced phased decontrol of
domestic production, which had been
under price controls since 1973 The
controls were imposed. to rein domes-
tic crude prices in spite of increases
in the price of crude from members ef
the Qrganization of Petroleum Export-
mi Countries. _

_ As a result of decontrol, oil produced
in_the U.S, will rise to the world
price, yielding companies $L trillion
0Or _mofe in ‘extra revenues in the
1990s. Sul only $442 billion after taxes.

Carter proposed a $300 billion excise
tax to trim lhat * windfall" to the oil
firms, and the House quickly agreed
In a $278 billion tax which gave Carter
most of what he had requested.

However, the Senate slowly dcllber-
nled the question, bala_ncmﬁ the bene-
fits of tax rewi« with their effects
on production. | 1 illy passed a $177-
billiun tax bill. _
‘The Senate bill taxed pre-1973 oil
higher than the House measure did.
But the Senate bill involved a lower
tax on newly discovered, tertiary
and heavy oil production and exempted
anu%h of the production of indepen-
ents.

The conferees split the tax revenue
difference down ‘the middle, optmg
for a $.27billion tax which woul
phaae out over 33 months begmnm%
In 1988 or when total revenues reac
[hte 1227 billion goal, whichever Is
ater.

Even If the target isn't reached,
phaseout will begin”in Januar% 1991,

Political Fra matists sar, Nowever.
It's not likely Congress will pi imil the
tax ever lo ‘expire, .

—PxiaicK Caow _
Congressional Editor
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IN THE LEGISLATURE OF THE STATE OF ALASKA
ELEVENTH LEGISLATURE - SECOND SESSION
A BILL

For an Act entitled "An Act am nding the Oil and Gas Corporate Income

Tax Act; and providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

&Section 1. AS 43.21.010 is am’nded to read:

Sec. 43.21.010. APPLICATION  'his chapter applies to every
corporation doing business in the state which derives income from
the production of oil or gas from a lease or property in [OR DIRECTLY
ASSOCIATED WITH] the state, or from the pipeline transportation of

or 9as ™ the state- The tax calculated under this chapter is

j measured by the total taxable income of the corporation as defined

in secs. 20 - 40 of this chapter and is determined at the rates
established under AS 43.20.011(e). Wo++r "
&Section 2. AS 43.21.020(c) is amended as follows:

(7) interest expense [NOT CAPITALIZED] 'oflthe corporation,
t. *™? extent that il dops not exceed thjt portion of the total
i sid by the consolidated business of which the- orporation
is a P'.rt, determined by multiplying the total interest reduced by
intercompany transactions within the consolidated business by a
fraction, the numerator of which is the value of the corporation's
real and tangible personal property used directly in the production
of oil or gas from a lease or property in the state and the denominator
of which is the value of all real and tangible personal property of
the consolidated business.

(10) the costs ofjermar”®nt” torminating operations,
site restoration, or removing part or all of the wells, facilities
and equipment in a production facility, in an amount which equals

(A) a portipn of the unreimbursed, estimated

termination and t inoval cost in a year prior to actual termination
and removal according to any reasonable method as the department
may by regulation establish; or



(B) the unreimbursed termination, site restoration,
and removal costs that are actually inccurred that year, offset
the salvage value (if any) of the removed facilities and equipment
and further offset to the extent of any amounts allowed to be taken
prior to actual ferminati®n, site restoration and removal under
this paragraph and taken by the taxpayer.

*Section 3. AS 43.21.030 is amended to read:

Sec. 43.21.030. DETERMINATION 0 INCOME FROM OIL AND GAS
PIPELINE TRANSPORTATION, (a) Except as provided in (c) and (d)
of this section, taxable income attributable to the transportation
of oil in a pipeline engaged in interstate commerce in Alaska
shall be determined by the department and shall be the amount reported
or that would be required to be reported to the Federal Energy
Regulatory Commission or its successors as net operating income,
less those portions of interest and general administrative expense
attributable to the pipeline transportation of oil in the state,
except that taxable income shall also include taxes on or measured
by income. The department shall establish regulations governing
the determination of interest and general administrative expanse

wirs t¢  i:c*l ine transportation ul oil in the state.

(b) Except as privided in (c) and (d) of this section, taxable
income attributable to the transportation of natural gas in a
pipeline engaged in interstate commerce in Alaska shall be determined
by the department and shall be the amount reported or that would
be required to be reported to the Federal Energy Regulatory
Commission as net operating income less that portion of interest
and ocneral administrative pxpense attributable to pipeline
transportation in the state, except that the taxable income shall
also include taxes on or measured by intoine. The department shall
establish regulations governino the determination of interest and
general administrative expense attributable to pipeline transportation
of natural gas in the state.

(d) The taxpayer shall calculate depreciation using anf
im mible method <. the department may by regulation <"l t.lieh
in 1teu of the amount n portcd to the Fedm | Energy Regulatory
Cammmission.
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*Section 4. AS 43.21.040 is amended to read:

Sec. 43.21.040. DETERMINATION OF INCOME FROM ACTIVITIES
OTHER THAN OIL AND GAS PRODUCTION OR PIPELINE TRANSPORTATION, (a)
Taxable income of a corporation subject to this chcpter from
activities in this state other than the production of oil or gas
from a lease or property in the state or the pipeline transportation
of oil o\ gas in the state shall be determined in accordance with the
method established in art. IV of AS 43.19.CIO and in AS 43.20.071, as
modified by (b) - [(e)! jf}_ of this section.

(b) The total taxable income of the consolidated business
shall be the net income determined and certified by an independent
certified public accountant for the purposes of a report to
shareholders covering its earnings and profits for the taxable year
(calculated without regard to any taxes on or measured by net income)
less LTHE TAXABLE INCOME OF THE CORPORATION AS DETERMINED UNDER
SECS. 20 AND 30 OF THIS CIIAPTIR.] the earnings and profits of the
consolidated business gained directly from oil and gas production
and pipeline transportation.

*c) The numerator and denominator of the property factor,
of  tijpll factor and of the sales factor shall be calculated
without reference to that portion of property, payroll or sales
directly related to the production of oil or gas from a lease of
property in the state or the pipeline transportation of oil or gas
in the state.

(d) Compensation earned by employees of the consolidated
business who are employed in the United States but not in any
state shall be included in the numerator of the payroll factor
if the employees are directly supplied from a base of operations
maintained in this state.

(e) The value of oil or gas production facilities or other
properties of the consoidated business which are located in the
United States but not in any state shall be included in the numerator
of the property factor if the property is serviced or supplied from
a hase of operations maintained in the state or if that property
relies on onshore facilities in this state for storage of the oil
0r gas produced.



(f) The value attributed to vessels transporting Alaskan oil
or gas of the consolidate business which are not ov/ined or effectively
owned by the consolidated business shall be excluded from the
property factor.
*Section 5. AS 43.21.120 is amended as follows:

Sec. 43.21.120. DEFINITIONS. Unless the context requires
otherwise, the definitions contained in AS 43.55.140 are applicable
to this chapter. In addition, in this chapter

(2) “consolidated business" means a corporation or group

of corporations having [AT LEAST] more than 50 percent common
ownership, direct or indirect, or a group of corporations in which
there is common control either direct or indirect as evidenced by
any arrangement, contract or agreement.
&Section 6. This Act applies to income earned and deductions
paid or incurred after December 31, 1979,
&Section 7. This Act takes effect July 1, 1980.
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15 AAC 12.120 VALUE AT THE POINT OF PRODUCTION. (a)
This section applies to all oil and gas produced in the
state on a property o* lease whether or not the oil or gas
is removed from the property or lease, less any oil or gas

the ownership or right to which is exempt from state taxation.

(b) The gross value at the point of production for a
taxpayer®s oil or gas equals the sales price under sec. 122
of this chapter for that oil or gas, less the taxpayer”®s
reasonable costs of transportation under secs. 130 and 132
of this chapter for that oil or gas from its point of production
to its sales delivery point and also les: the taxpayer®s
reasonable costs incurred downstream of the point of production
for processing, conditioning and preparing gas and gas plant

liquids for sale; ixcept

(1) when (c) of this section applies, 1in which
case the gross value at the point of production for that oil
or gas equals the prevailing value under sec. 124 ~f this

chapter, or

(2) when the gross value at the point of production
Zouli ,!'old a value of less than $.60 per barrel of taxable
oil crude oil or $.80 per barrel of taxable new crude oil or
$.64 per Mcf of taxable gas, the gross value at the point of

production equals the applicable minimum amount, or

(3) when the gross value at the point of production
for the taxpayer®s oil or gas would exceed the applicable
maximum lawful price (if any) set by the U.S. Department of
Energy, the Federal Energy Regulatory Commission, another
governmental agency or a court of law, adjusted for any
changes in value due to any processing, conditioning and
transportation of that oil or gas occurring between its
point of production and the point at which the applicable
maximum lawful price is effective, 1in which case the gross
value at the point of production equals that applicable

naximurn lawful price as adjusted Cor such changes in value.

(c) Instead of the sales price, Lhe prevailing value
under sec. 124 of this chapter must be used in determining
the gross value at the point of production for a taxpayer®s

oil or gas if



(1) the sales price for that oil or gas 1is
substantially lower (determined by analyzing the cash value
of the consideration received for that oil or gas and taking
into account the degree of difference between the prevailing
value and the sales price for that oil or gas, the quantity
of oil or gas involved In the transaction and the duration
of the transaction) than the prevailing value for oil r = gas
of like kind, character, and quality from the same field or
area being sold in significant quantities at the same or
corresponding sales delivery points in the same market or in
a comparable market i1f there are no such other sales 1in
significant quantities iIn the same market; and

(2) one or more of the following conditions
exist:

A the contract under which the taxpayer®s
oil or g”s 1iIs being sold or exchanged is executed or
renegotiated after December 31, 1979 and either sets a
price for that oil or gas without adjustments tied to
market conditions or does not provide for subsequent
renegotiation of prices at market rates,

(M) the contract sets a price which docs not
reasonably reflect market conditions for production
from that field or area prevailing at the time the
contract is executed or renegotiated,

(© the contract price under which the
taxpayer®s oil or gas Is being sold or exchanged reflects
an unusually weak bargaining position on the taxpayer®s
part due to circumstances which the taxpayer could
reasonably have foreseen and taken steps to ameliorate
or avoid,

|

(D) the circumstances relating to the disposition
of the taxpayer®s oil or gas show fraud or an intent Lo
evade taxes.

@ For valuation purposes, production of oil or get
does not include oil or gas

(@)) uv d or unavoidably lost iIn production operation
on the lease or property, or



(@ flared in amounts authorized for s ty by
the Mask.. Oi1l and Gas Conservation Commission under AS 31.05.170(11) (H) ,
or

(3@ 1Injected iInto a reservoir in the course of
operations in the same field for purposes of repressuring or
conservation.

(e As used in this section and secs. 122, 124, and
900 of this chapter, the terms "exchange'™ and "exchanged' do
not include transactions where a producer transfers oil to a
third party at the Port of Valdez or at another port in
Alaska for purposes of operational necessity or convenience
in what otherwise would be a bona fide, arm®"s-length exchange
but for the fact that at the time of the particular transfer
the producer expects subsequently to receive a like amount
of similar quality oil from that third party at the same
port. Such a transfer to a third party and the subsequent
transfer from the third party, when they occur, must be
disregarded and the oil subject to that transfer must be
regarded as i1f 1t had remained iIn the possession of the
transferring producer pending final disposition of that oil.
(EfT. / / , Reg. )

Authority: AS 43.05.030
AS 43.19.010 (Art. 1V, sec. 18)
AS 43.21.020
AS 43.21.090
AS 43.21.120

15 AAC 12.122. SALES PRICE, (@) The sales price for
purposes of this chapter for first sales ofa taxpayer®s oil
or gas to one or more third parties is the cash value of the
full consideration being given in receipt for that oil or
gas iIn those sales.

() IT a taxpayer®s oil or gas is being sold to an
affiliate of that taxpayer (as opposed to being transferred
from one division to another within the same corporate
person), the sales price of that oil or ga3 for purposes of
this chapter is the greater of

(1) the cash value of the full consideration
given 1In receipt for the oil or gas so sold, and

(2 the price attributable to that sale which 1is
entered on the taxpayer®s books iIn accordance with generally
accepted accounting principles, consistently applied.



(c) IT a taxpayer®s oil or gas is retained by the
taxpayer or 1is transferred from the production division to
another division within the same corporate person, the sales
price of that oil or gas for purposes of this chapter is the
price attributable to that oil or gas which is entered on
the taxpayer®s books 1in accordance with generally accepted

accounting principles, con.” ~ftly applied.

(d) IT a taxpayer exchanges oil or gas with a third
party, the sales price of that oil or gas for purposes of

this chapter 1is

D tne price prescribed in the exchange agreement
for the taxpayer®s oil or gas for purposes of settling
accounts and cashing out any net exchange balances in the
taxpayer®s Tfavor (to illustrate what is meant by a net
exchange balance in the taxpayer ® favor, suppose the exchange
is for oil on a barrel-for-barrel basis and the taxpayer®s
volume to the third party exceeds the volume received fronm
the third party: the amount of that excess would be the net

exchange balance in the taxpayer®s favor); or

(2) if there 1is no such price prescribed in the
exchange agreement, the price attributable to the oil or gas
u-ceivod by the taxpuyec which 1is entered on the taxpayer-"s
books 1in accordance with generally accepted accounting

principles, consistently applied. (EfT. / / , Reg. )

Authority: AS A3.05.080
AS A3.19.010 (Art. v,
AS A3.21.020
AS A3.21.090
AS A3.21.120

15 AAC 12.124. PREVAILING VALUE. (a) For a taxpayer s
oil, the prevailing value for purposes of this chapter
equals the arithmetic average acquisition cost C.I.F. at the
refinery inlet in the same market as that tn which the
taxpayer®s (Alaskan) oil 13 refined for any three (at Ilhe
taxpayer®s choice) of four market crudes; less the taxpayer ™
reasonable costs of transportation under sccé&. 130 and 132
of tills chapter for its oil from Lhe poinL of production to
ship®s rail in that market. The four marker crudes are

lranian .oavy, Arabian Light, Arabian Medium and Mexican

SecC.
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Isthumus. The taxpayer may choose the three marker crudes
specified in this subsection. That choice of the taxpayer
shall apply to the initial month for which that choice is
made ard to all subsequent months; provided, however, that
choice may be changed for a subsequent month by the taxpayer
upon approval by the department. For each of the three
chosen marker crudes, 1its respective acquisition cost C.I.F.

at the refinery inlet in that market equals the sum of

(D its respective official government sales
price (with adjustments for differentials and surcharges)
appearing in the latest Platt®s "Ulgram Price Report published

on or before the last day of a month; plus

(2) the marker crude®"s respective tanker transportation
cost from its poilL of origin in Tran, Arabia or Mexico to
ship®s rail in the same market as that in which the taxpayer"s
(Alaskan) oil is refined, to be calculated by multiplying
the London Tanker Broker®"s average freight rate assessment
("AFRA") applicable to that voyage during that month for
AFRA LR 2 (long range 2) oil tankers, by the most recently

published Worldscale rate for that voyage; and plus

(3 Miv canal tolls and expenses not Included Ln

the ARA ior tint voy igo.

(b) For a taxpayer®s gas, the prevailing value for
purposes of this chapter is calculated by subtracting the
taxpayer®"s reasonable costs of transportation under sees. 130
and 132 of this chapter for its gas from the point of production
to the sales delivery point in that market and also the
taxpayer®"s reasonable costs incurred downstream of the point
of production for processing, conditioning, and preparing

gas and gas plant liquids for sale from

(D the volume-weighted average of the prices
received under the terms of sales contracts which have been
entered into or whose pricing provisions have been amended
during Lhe tax year or the tv/o proceeding years for significant
quantities at the sales delivery points within the same
market for that production by the taxpayer in arm"s-length
sales transactions for like kind, character, and quality

Alaskan gas produced during the month; or



(2) if Che taxpayer makes no arm®"s-length sales
of significant quantities at the sales delivery points
within the- same market for like kind, character, and quality
Alaskan gas produced during the month, the volume-weighted
average of the prices being given and received under the
terms of arm"s-length sales contracts (whether between third
parties or not) which have been entered into or whose pricing
provisions have been amended during the tax year or the two
preceeding years for significant quantities of gas from the
same field as the taxpayer®s gas (or if there are no such
contracts for that field, the counterparts of those contracts
in the nearest field to that field), with appropriate adjustments
for differences, 1if any, in kind, character, and quality
between gas sold under the reference sales contracts and the

taxpayer ® gas. (Eff. / / , Reg. )

Authority: AS A3.05.080

AS A3.19.010 (Art. 1V, sec.

AS A3.21.020
AS A3.21.090
AS A3.21.120

15 AAC 12.130. CHOICE 01 METHODS FOR DETERMINING
REASONABLE CO T OF TRANSPORTATION. (a) Except as provided
I (b) ""1 tills sod ton, the reasonable coat of transportation
is the actual t of transportation as determined in sec. 132(a)

and (b) of this chapter.

(b) The reasonable cost of transportation is the fair
market value as defined 1in sec. 132 of this chapter when nil

of the following conditions exist:

(&) the parties to the transportation of oil or
gas are affiliated;
|
(2) the contract for the transportation of oil or
gas is not an arm"3-length transaction or Is not representative

of the market value of the transporation; and

(3) the method of transportation of oil or gas is
not reasonable in view of existing alternative methods of

transportation. (EfT. / / , Reg. )

18)



Authority: AS A3.05.080

AS 43.19.010 (Art. 1V, sec.

AS 43.21.020
AS 43.21.090
AS 43.21.120

15 AAC 12.132. CALCULATION OF REASONABLE COSTS OF
TRANSPORTATTON. (a) Reasonable costs of transportation are
to be calculated from the point of production to the sales

delivery point.

(b) Actual costs of transportation for purposes of

sec. 130(a) of this chapter are:

(1) when the transportation of oil or gas 1is by a
regulated carrier, the tariff on file with FERC or other
regulatory agency having jurisdiction that 1is applicable to
that transportation of the oil or gas by the carrier, fronm
the point where that oil or gas 1is tendered into the facilities
of the carrier to the point where it is delivered from the

facilities of the carrier;

(2) when transportation of oil 1is by a tanor or
o*-hcr vessel that Is not owned or effectively owned by the

tj.-:payer of that oil,

(A) for a single voyage charter, the charter
fee lor that vessel, plus any voyage and port costs not
included in that fee which are Incurred with respect to
that transportation during the term of the charter ai.d
which are borne by the taxpayer, plus the positioning

cost, if any, borne by the taxpayer for that vessel; or

(B) for a consecutive voyage charter or a
time charter, the charter fee for that vessel, plus any,
voyage and port costs not included in that fee which
are incurred with respect to that transporation during

he term of the charter and which are borne by tho
taxpayer, plus the positioning cost (amortized over the
lesser of 36 months or the term of the charter In the
case of a timo charter, and amortized on the basis of
tho number of voyages in tho case of a consecutive
voyage charter) 1if any, borne by tho taxpayer for that

vessel; or

18)



© for a contract of affreightment, the
affreightment fee specified in that contract, plus any
voyage and port costs and any positioning costs not
included in that fee which are incurred with respect to
that transportation during the term of the contract of

affreightment and which are borne by the taxpayer;

(3) when transportation of oil is by a tanker

other vessel that is owned or effectively owned by the

taxpayer of that oil, the taxpayer®s actual cost for that

transportation, which 1is the sura of:

(A) voyage and port costs incurred with

respect to that transportation;

(B) the positioning cost, amortized over
36 months, for that vessel but only for placing that
vessel 1into position before its employment in the
Alaska trade and not for placing it into position after
its employment in the Alaska trade for employment in

another trade;

© depreciation of the vessel; if the
vessel 1Is actually owned by the taxpayer, depreciation
i.tst be calculated in accordance with the applicable
FASB Financial Accounting Standards for such owned
assets; if the vessel is effectively owned by the
taxpayer, depreciation must be calculated in accordance
with FASB-13 from the standpoint of a lessee under a

capital lease; and

(D) an amount, which when added to the
amount of depreciation allowed under (C) of this paragraph,
will provide a reasonable return on the acquisition
cost of the vessel over its expected life; for purposes

of th*s paragraph,

or

(i) "acquisition costs" means the cost

of the vessel which may be capitalized by Its
actual owner under generally accepted accounting
principles, but not including costs of improvements
tnadc after the date the vessel 1is placed 1in service

by or on behalf of the taxpayer, and



(i) the positioning cost, amortized
over 36 months, for that vessel but only for
placing that vessel 1into position before 1its
employment 1in the Alaska trade and not for placing
it into position after its employment in the

Alaska trade for employment in another trade;

(iii1) depreciation of the LNG transportation
facility; if the facility is actually owned by the
taxpayer, depreciation must be calculated 1in
accordance with the applicable FASB Financial
Accounting Standards for the owner of such assets;
if the LNG transportation facility is effectively
owned by the taxpayer, depreciation must be calculated
in accordance with FASB-13 from the standpoint of

a lessee under a capital lease; and

(iv) an amount which, when added to the
amount of depreciation allowed under (iii) of this
subparagraph, will provide a reasonable return on
the acquisition cost of the LNG transportation
facility over its expected life; for purposes of
this subparagraph, "acquisition cost"” means the
cost of the LNG transportation facility vhfch may
be capitalized by its actual u.<ncr under generally
accepted accounting principles, and "expected
life" means the period of time used to calculate

depreciation under (iii) of this subparagraph;

(5) when the transportation of oil or gas is by a
non-regulat d pipeline facility that is not owned or effectively
owned by the producer of that oil or gas, the transportation
fee is specified in the contract plus any other costs not
included in the fee with respect to that transportation

which are borne by the producer;

(6) when the transportation of oil or g"s 1is by a
non-regulated pipeline facility that is owned or effectively
owned by the producer of that oil or gas, an amount equal Lo
that which would have been reported to the FERC or other
regulatory agency having jurisdiction applicable to the
transportation of oil or gas under (1) of this subsection,
had the transportation been, 1in fact, under the jurisdiction
of FERC or other regulatory agency for the tax reporting

period.



(c) Reasonable cost of transportation under sec. 130
of this chapter is fair market value. Fair market value of

transportation is to be determined:

¢D) for shipments of oil, on the basis of third
party charters (that is, time charters 1in which the taxpayer
does not own or effectively own the vessel) of one year or
more, plus regulated transportation costs determined under
(b)(1) of this section; two vessels will be considered like
vessels for purposes of comparing like transporation under
this chapter if the difference between them in tonnage is
less than 10,000 dead-weight tons and if they are both Jones
Act vessels, or are both CDS vessels, or are both 0DS vessels

or are both CDS/0DS vessels; or

(2) for shipments of gas as LNG, on the basis of
third party charters or leases (that is, charters or leases
in which the taxpayer does not own or effectively own the
LNG transportation facility in question) of three years or
more which are reported to the department for like LNG
transportatio, cilities, plus regulated transportation

costs determined under (b)(1) of this section.

J) Tf a taxpayer sells *i;s oi | or gas to a third
party in what would otherwise be a bona fide, arm®"s-length
sale but at the time of this particular sale the taxpayer
expects to repurchase that oil or gas at a subsequent time
and place, then lhat sale to the third party and the repurchase
from lhe third party, when it occur-., must be dic.cgardod
and the oil or gas subject to that sale must be regarded as
if it has 1i-omaincd the taxpayer®s own oil or gas throughout
the time between that sale and repurchase. In determining
the value ac the point of production in such a case, the
reasonable cost of transportation between the point of sale
for that sale and the poinp of repurchase must be determined
as 1f the taxp yer were the shipper. This subsection does
not apply if the taxpayer®"s expected repurchase does not 1in

fact occur.

(e) For purposes of this section, "voyage and port

costs" for a vessel arc

(¢H) costs actually Incurred for fuel for the
vessel while In por» and at sea, stores and provisions for
the vessel and her captain and crew, wages and benefits of

the vessel®s captain and crew, routine maintenance, port and

>N,



dock fees, storage costs, demurrage, tug and pilotage fees,
marine agents®" fees 1in port, lightering, transshipment
charges, customs fees and duties, regular and customary
gratuities that are also legal, insurance premiums actually
paid to third-party insurers, minor cargo losses or measuring
differentials, 1loading and unloading inspection fees, Panama
Canal transit fees, a reasonable management fee (to be pro-—
rated equally among vessels, for coordinating arrivals and
departures into and out of ports for vessels owned, effectively
owned or chartered by the taxpayer, and other reasonable
costs associated with the operation or maintenance (or both)

of the vessel; and

(2) in addition to the costs listed in (1)
this subsection, in the case of catastrophic loss or damage
of a vessel transporting ail or LNG from Alaska or enroute
to Alaska to take on oil or LNG, a portion of the loss (for
loss or damage to the ship, for injury or loss of her captain
rr crew and for damage and clean-up due to spillage of part
or all of her cargo, but not for the loss of the cargo
itself) which is borne by the shipper as the result of that
catastrophic loss or damage and which 1is not reimbursed by
insurance or by a third party; this portion of the less is

determined by dividing the unreimbursed liability on the

of

.1 of d.-ad weight tonnage among the vessels owned, effectively

owned or chartered by the shipper to transport oil or LNG

(whichever was lost) from Alaska.

€D A taxpayer "effectively owns"™, has "effective
ownership" or "effectively has an ownership interest” 1in a
vessel, LNG transportation facility, or non-rcgulatcd pipeline

facility for purposes of this section, if

(&) tho vessel, LNG transportation facility, or
non-regulatcd pipeline facility 1is owned by another person
comprising part of a consolidated business in wh Th the

taxpayer 1is also a part; or

(2) the vessel, LNG transportation facility, or
non-regulatcd pipeline facility is the subject of a capital
lease in which the taxpayer or another person comprising
part of a consolidated business In which the taxpayer is

also a part, 1is the leasee; or



(3) the vessel, LNG transportation Tfacility, or
non-regulated pipeline facility was built to the account of
the taxpayer (or another person comprising part of the
consolidated business in which the taxpayer is also a part),
was sold and was chartered back by the taxpayer (or another
person comprising part of a consolidated business 1in which
the taxpayer is also a part) all in a simultaneous transaction
and the vessel or LNG transportation facility 1is on a tern
charter or lease to the taxpayer (or another person comprising
part of a consolidated business in which the taxpayer is

also a part) for a period of 15 years or longer.

(9) For purposes of this chapter, the "positioning
cost™ for a vessel includes the costs not included in the
charter for that vessel which are borne by the taxpayer for
placing that vessel into position before the first voyage
under that charter or the estimated costs to be borne by the
taxpayer for delivering it up at a specified location after
the last voyage under that charter, or both if the taxpayer
is obligated under the terms of the charter or contract of

affreightment to bear them both.

(h) A reasonable rate of return under (b)(3)(D) or
(h) (A) (ft) of this section 1Is presumed to he that arm int
which yi.lJs an internal inr.c of return (after federal
Income tax) on an investment which equals 2 percent plus the
average annual national inflation rate (measured by the GNI*

deflator) during

(&) the period between the time the commitment 1is
made lo construct or acquire the vessel or LNG traniportatlon
facility and the time when the vessel or 1.NG transportation
facility has been received (or delivered) and 1is r~-ady to be
placed into service, or

|
(2) if the period in (1) of tills subsection falls

entirely within a calendar year, that entire calendar year.

(i) At the request of a taxpayer or on Its own motion,
the department will, in its discretion, replace the return
under (h) of this section with one based on the rate of
return imputed to that investment or similar ones by the
person owning or effectively owning the vessel or LNG

transportation facility.



() The third party nature of an agreement between a
taxpayer and a third party carrier regarding transportation
costs 1is not affected during the term of that agreement by a
subsequent consolidation of that taxpayer and carrier iInto
a consolidated business, i1f, at the time they entered iInto
that agreement, neither the taxpayer nor the carrier exercised,
directly or indirectly, any control over the business affairs
of the other as the result of, or in anticipation of, their
subsequent consolidation into that same consolidated business.

(k) For purposes of this section, a "pipeline facility"”
includes all fTacilities iIncident to the pipeline transportation
of oil or gas downstream from the point of production as
defined iIn sec. 900 of this chapter. (EFT. / 7/ , Reg. )

Authority: AS A3.05.080

AS A3.19.010 (Art. 1V, sec.

AS A3.21.020
AS *3.21.090
AS A3.21.120

15 AAC 12.2A0. DEDUCTION FOR DIRECT OPERATING COSTS.
(a) The direct operating costs during a year that are
Incurred by or for a taxpayer for a lease or property In the
state a e a .Induction In dctermlning tile taxpayer’s tumble
production Income for that year.

((0)) Before the commencement of commercial production
from (or allocated to) a lease or property, the direct
operating costs for that lease or property are:

D the costs for geological and geophysical work
conducted on the lease or property after the taxpayer lias

acquired a working interest in the lease or property;

(@ the costs of drilling and/or operating wells
bottomed on the lease or property; and

(3 the costs of operations conducted on or near
the lease or property In support of drilling and/or development
operations for the lease or property hut excluding the
actual development costs themselves; however, 1t the lease
or property Is subject to an operatlog agreement in which at
least one work Ing-Interest oi«mer Is a third party to the

18)



operator, then the direct operating costs for that lease or
property are the costs (excluding development costs but
including drilling costs) that are incurred by the operator

in operating that lease or property and which are reimbursable
to the operator by the working-interest owners, under the

terms of that operating agreement.

(c) No cost for the taxpayer®"s general overhead or
administrative expense and no cost that is to be amortized
or depreciated under secs. 250-260 of this chapter may be

included in this section.

Authority: AS A3.05.080

AS 43.19.010 (Art. 1V, sec.

AS 43.21.020
AS 43.21.090

15 AAC 12.250. DEDUCTION FOR ACQUISITION COSTS. ()
A taxpayer®"s acquisition costs for a lease or property 1in
the state that has never had commercial production from (or
allocated to) it from any zone are deferred for purposes of
this chapter until cither there 1is commercial production
from (or allocated to) it or until Lho lease or property is
abandoned without evc?t having had commercial production from

y,-r il w\" id to) it.

(b) If a lease or property is abandoned, then the
taxpayer®s unamortized acquisition costs for that lease or
property are a deduction in determining the taxpayer's
taxable production Income for the year in which the lease or
property 1is abandoned. If only part of the lease or property
is thus abandoned, the unamortized acquisition costs for
that lease or property must be apportioned to that abandoned
portion on the basis of acreage.

|

(c) A taxpayer®"s acquisition costs for a lease or
property having commercial production from (or alloculLcd to)
it during a year must be amortized, and the amount of
amortization that year for those acquisition costs is a
deduction in determining the taxpayer®s taxable production
Income for the year. Except for cases when (d) of this
section applies, the amount of amortization in a year for a
lease or property equals the taxpayer®s unamortized acquisition

costs as of the beginning of that year, multiplied by the

e]4-
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ratio of the Btu-equivalents of the production from (or
allocated to) that lease or property during the year, to the
total number of the Btu-equivalents represented by the
remaining proved reserved (both developed and undeveloped)

of that lease or property as of the beginning of the year.

(d) During a year it may happen that a taxpayer transfers
part or all of its production interest in a commercially
producing lease or property to one or more third parties or
receives part or all of a production interest in a lease or
property as the result of a transfer from one or more third
parties. In such a case, the taxpayer receiving the production
interest and the taxpayer transferring the production interest
shall each calculate its respective amortization of acquisition
costs for that portion of the year preceeding the transfer
separately from its amortization of acquisition costs for
that portion of the year following the transfer; and the sura
of each taxpayer®s respective amortization of acquisition
costs for those two portions of the year will be a deduction
in determining that taxpayer®s taxable production income for
that vyear. In calculating amortization for the portion of
the year preceeding the date of the transfer, the taxpayer
shall use the procedure prescribed in (c) of this section,
except tbit tho ratio of the Bin-equlv.il cnts of production
'!y include only the taxpayer®s production from (or allocated
to) the lease or property for the portion of ihe year preceeding
the date of the production-interest transfer. For that
portion of Lhc year following the transfer, the amount of
amortization equals the taxpayer®s unamortized acquisition
costs as of the time immediately following the production-
intercst transfer, multiplied by the ratio of Btu-equivalents
of the taxpayer®s production from (or allocated to) the
lease or property for the portion of the year on and after
ebe dale of Ilhe transfer to the total number of Btu-equivalents
represented by the taxpayer®s remaining proved reserves
(both developed and undeveloped) of the lease or property as
of the time immediately following the production-interest

transfer.

(e) The amount of the taxpayer®s unamortized acquisition
costs for a lease or property as of the particular date
equals the taxpayer®s acquisition costs for Its original
production interest in the lease or property, plus the
unamortized acquisition costs for each production interest
in the lease or property transferred to the taxpayer on or

before that date, and minus the sum of



€D) the unamortized acquisition costs for each
production interest in the 1jase or property transferred

from the taxpayer on or before that date;

(2) the cumulative amount (as of that date) of
the taxpayer®"s acquisition costs for the lease or property
that has been allowed under this section for amortization or

abandonment; and

3) the taxpayer®"s standardized prior-tax amortization

for the lease or property under sec. 630 of this chapter.

(f) A taxpayer amortizing its acquisition costs for a
lease or property for financial accounting purposes on a
basis other than a variant of unit-of-production amortization
may apply to the department for authorization to use that
other basis for purposes of calculating the deduction under
this section. Upon a satisfactory showing that the taxpayer
does use another basis for amortizing its acquisition costs
for financial accounting purposes, the department may grant
the requested authorization to the taxpayer. Until that
authorization 1is granted in writing, the taxpayer shall
follow the method prescribed in this section to amortize its

acquisition costs for lenses or properties in the state.

(g) The amount of a taxpayer®s acquisition costs for a

lease or property equals t:hc taxpayer®s net payments for

(&) cash bonus or comparable advance payment to

acquire the lease or property;

(2) tax paid under AS A3.56 to the state (net of
all credits and refunds for municipal ad valorem 3axes on
the same property) for property used on or for the lease or
property after its acquisition and before the completion of (
the discovery well for the field that includes the lease or
property and ad valorem and other taxes paid to one or more
municipalities under AS 29.53 that were incurred for property
or operations on or for the lease or property after its
acquisition and before the completion of that discovery

wel 1 ;

3) that portion of the full consideration given
by the taxpayer 1in acquiring a production interest in Lhe

lease or propcrLy which is properly attributable to the



acquisition of the lease or property (as opposed to the
wells, Tfacilities and equipment on or in support of the
lease or property which directly result in or are necessary
for continued or enhanced production from (or allocated to)

the lease or property);

4 interest on capital borrowed from one or more

f-hird parties for any of the expenditures described in (1) -
(3) of this subsection that was capitalized for purposes of

the taxpayer®"s financial accounting; however, interest so

capitalized may be recognized for purposes of this chapter

at a rate not to exceed the composite cost of the taxpayer's

borrowed capital from third parties as reflected in the

taxpayer®s financial accounting for the year 1in which the

interest is capitalized.

Authority: AS 43.05.080

AS 43.19.010 (Art. 1V, sec.

AS 43.21.020
AS 43.21.090

15 AAC 12.260. DEDUCTION FOR DEVELOPMENT COSTS. (a)
A taxpayer®s development costs for a lease or property 1in
“he state that has never had commercial productgion from (or
< u Lo) It from any zone arc dcfot ted for purposes of
this chapter until either there 1is production from (or
allocated to) it or until the lease or property 1is abandoned
without ever having had commercial production from (or

allocated to) it.

(b) IT a lease or property 1is abandoned without over
having had commercial production from (or allocated to) it,
then the taxpayer®s undcpieclated development costs for that
lease or property arc a deduction in determining that taxpayer®s
taxable production 1income for the year in which the lease or

property 1is abandoned.

(c) Except for development costs to which (¢) or (f)
of this section applies, a taxpayer®s development costs for
a lease or property having commercial production from (or
allocated to) it during a year must be depreciated, and the
am>unt of depreciation that year for those development co3ts
is a deduction 1in determining the taxpayer®s taxable production
income for the year. The amount of depreciation 1in a year

for a lease or property will be calculated by

17
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D the unit of production method, which equals

(A) the average between the taxpayer®"s
undepreciated development costs for the lease or property
as of the beginning of the year and those costs as of

the end of the year; multiplied by

(B) the ratio of the Btu-equivalents of the
production from (or allocated to) that lease or property
during the year, to the total number of the Btu-equivalents
represented by the remaining proved developed reserves
for that lease or property as of the beginning of the

year; or

(2) the sum of the years method, which is computed
by applying a changing fraction to the average original
acquisition costs computed under this section as reduced by
estimated salvage value. The denominator of this fraction
always remains the same, and is the sum of the numbers (years)
representing the successive 12-month periods 1in the entire
estimated life of the property. The numerator 1is the number
of 12-mont:h periods (including that for which depreciation
is being taken) remaining in the useful life of the acquisition

costs; or

3) the double declining balance method, which 1is
calculated at a uniform rate, which cannot exceed 700 percent
of the applicable straight line rate, and is applLed each
year to the adjusted basis of the average original acquisition
costs computed under this section as reduced by depreciation

previously taken but not reduced by salvage value; or

1) tho straight line method, which is computed
by reducing the average original acquisition costs computed
under this section, less estimated salvage value, by equal

annual amounts over the estimated useful 1life of the property.

(d) The choice of the depreciation method specified in
(c) of i]»is section does not require a fotmal choice by the
taxpayer. However, the choice must continue through a
taxable year and 1is binding for that taxable year. The
total amount of depreciation taken cannot exceed the original
acquisition cost, less estimated salvage value. (As an
illustration, suppose a $100 property with a 10-year life.
The taxpayer might choose the double declining method for

-13-



year one, choose the sum-of-the-years method for years two,
three, four and five, and choose the straight-line method in
year six. The total amount of depreciation would exceed
$100 in year eight. Any depreciation claimed over $100

would be disallowed.)

(.) A taxpayer®"s undepreciated development costs for
facilities or equipment for the lease or property which are
removed during the year are excluded from the development
costs that are to be depreciated that year under (c¢) and (d)
of this section for that lease or .roperty. Instead, the
undepreciated development costs for those wells, facilities
or equipment as of the beginning of the year, offset by
their salvage value (if any), are a deduction in determining
the taxpayer®s taxable production income for the year 1in

which they are removed.

(" During a year it may happen that a taxpayer transfers
part or all of its production interest in a commercially
producing lease or property to one o. more third parties or
receives part or all of a producing interest tn a lease or
property as the result of a transfer from one or more third
parties. Tn such a case, the taxpayer receiving the production
i.—-itfrost md fThe taxpayer transferring the production interest
weall each calculate its re IpecLivo depreciation of development
costs for that portion of the year proceeding the transfer
separately from its depreciation of development costs for
that portion of the year following the transfer; and the sum
of each taxpayer®"s respective depreciation of development
costs for those two portions of the year will be a deduction
in determining that taxpayer®s taxable production income for
Lhat year. Tn calculating depreciation for the portion of
the year preceeding the date of the transfer, the taxpayer
shall use the procedure and choices prescribed in (c) and
(d) of this section, except that if the unit of production

method 1is used:

(D the ratio of the Rtu-equivalents of production
may include only the taxpayer®s production from (or allocated
to) the lease or property for the portion of the year preceeding

the date of tho production-interest transfer, and

19-



(2) for that portion of the year following the
transfer, the amount of depreciation equals the average of
the taxpayer ™ undepreciated development costs as of the
time immediately following the production-interest transfer
and as of the end of the year, multiplied by the ratio of
Btu-equivalents of the taxpayer®s production from (or allocated
to) the lease or property for the portion of the year on and
after the date of the transfer to the total number of Btu-
equivalents represented by the taxpayer®s remaining proved
developed reserves of the lease or property as of the time

immediately following the production-interest transfer.

(g) The amount of a taxpayer®"s undepreciated development
costs for a lease or property as of a particular date equals
the taxpayer®s development costs as of that date for the
wells, facilities and equipment for that lease or property

that are then in place, minus the sum of

(&) the cumulative amount (as of that date)
allowed under this chapter for depreciation of the taxpayer-®s

development co«ts for the lease or property; and

(2 the taxpayer®"s standardized prior-tax depreciation

f-»>r ihe lea e or property .ndor aer. 610 of this ch »ptcr.

(h) A taxpayer depreciating its development coats for
a lease or property for financial accounting purposes on a
basis other than a variant of the methods prescribed in (¢)
and (d) of this section ma> apply to the department for
authorization to use that other basis for purposes of calculating
the deduction under this section. Upon a satisfactory
showing that the taxpayer does use another basts for dcpreciatlug
its development costs for financial accounting purposes, Lhe
department may grant the retnested authorization to the
taxpayer. Until that authorisation 1is granted in writing,
the taxpayer siImll follow the methods prescribed in this
section to depreciate its development costs for lenses or

properties in the state for p»«rr>oses of Ilbis chapter.

(i) The amount of a taxpayer®"s development costs for a

lease or property equals the taxpayer®"s net payments fo

(&) development costs for facilities and equipment
on or in support of the lease or property that directly
result in or are necessary for continued or enhanced production

from (or allocated to) tho lease or property;



(2) tax paid under AS 43.56 to the state (net of
all credits and refunds for municipal ad valorem taxes on
the same property) for property and ad valorem and other
taxes paid to one or more municipalities under AS 29.53 that
were 1incurred directly as the result of, and in the course
of, the installation or operation of the property described

in (1) of this subsection;

(3) that portion of the full consideration given
by the taxpayer in acquiring a production interest in the
lease or property, which is properly attributable to the
wells, facilities and equipment on or in support of the
lease or property which directly result in or are necessary
for continued or enhanced production from (or allocated to)
the lease or property (as opposed to the consideration given

for the lease or property itself);

4) interest on capital borrowed from one or more
third parties for any of the expenditures described in (1) -
(3) of this subsection that was capitalized for purposes of
the taxpayer®s financial accounting; however, interest so
capitalized may be recognized for purposes of this chapt*
at a rate not to exceed the composite cost of the taxpayer 3
hnvr wed capital from third parties as reflected in the
c...payer"s financial accounting for the year iIn which che
interest 1is capitalized.

Authority: AS 43.05.080

AS 43.19.010 (Art. 1V, sec.

AS 43.21.020
AS 43.21.090

15 AAC 12.320. EXTRAORDINARY OPERATING REVKMOKS AND
LOSSES (OIL PIPELINES). (c) The costs of permanently
terminating operations and/or removing part or all of the
facilities and equipment of a pipeline result in extraordinary
operating losses for Lhat pipeline. The amount of these
extraordinary operating losses which may be taken in any one

taxable year, equals

(i) the portion of the unreimbursed, estimated
termination and removal costs for lhat pipeline as may be
allowed by FERC or other peremptory authority 1in a year
prior to actual termination and removal according to specified
factors and amounts used in calculating net carrier operating

income; or

-21-
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(2) the unreimbursed termination and removal
costs for the pipeline that are actually incurred that year,
offset by the salvage value (if any) of the removed facilities
and equipment and offset to the extent of any amounts allowed
to be taken prior to actual termination and removal under

this section and taken by the taxpayer.

(d) If under (c) of this section, unreitnbursed, estimated
termination and removal costs for a pipeline are not actually
expended or the deduction of those amounts is disallowed by
FERC or other peremptory authorities, then the amount allowed
or allowable as a deduction must be recaptured as extraordinary

operating revenue.

Authority: AS A3.05.080
AS A3.19.010 (Art. 1V, sec. 18)
AS A3.21.020
AS A3.21.090

15 AAC 12.710. (f) A payment of less than $50,000 may
be made by check in the manner prescribed in (1) of this
paragraph or may be made by wire transfer in the manner
prescribed in (2) of this paragraph. A payment of $50,000
or "eore irsist ho rnde by wire teeem.sfor [N the ‘tanner proscribed

*n (2) of this paragraph.

D A payment by check must be made by mailing
the check, together with a copy of only the summary page (or
pages) of the tax report, to the following address or other
address as tho commissioner may designate: Cashier, Department
of Revenue, State of Alaska, Pouch SA, Juneau, Alaska 99811.

A payment made by check or a return not requiring a payment
will bo considered timely if it is postmarked on or before
the date or day of the month in which it is due.

|

(?.) A payment by direct wire transfer mu3t be
made through the commercial banking system in accordance

with the following procedures:

(A As early as practicable and in no event
later than 9:00 a.m. of the morning of the day when the
wire transfer is to be made, the taxpayer shall notify
the Alaska State Treasury by Telex (at Telex number

090A5333) of the amount of the taxpayer®s payment;

-72-



(B) the taxpayer shall obtain sufficient
collected funds to cover the payment and shall instruct
the commercial bank holding those funds to initiate the
transfer of federal funds (in the amount of the payment)
through the Federal Reserve wire tranfer system to the
credit of the State of Alaska Investment Account at the

following address:

Bank of America, NT & SA
San Francisco, California
Securities Department #3255

Acct: State of Alaska Investment Account;

© the taxpayer shall make the payment in

one lump sum from one bank;

(D) a payment made by wire transfer will be
considered timely if the taxpayer®"s commercial bank has
initiated the transfer of federal funds through the
Federal Reserve wire transfer system on or before the
last banking day of the month in which the payment 1is
due, or on or before the last banking day prior to the

date due, if the date due 1is not a banking day.

(3) "pUy. <"nIM .is used 1in thia rccl"on, -.sears the
total amount due or estimated to be due by the taxpayer and
arising under any provision of AS A3.21, including taxes,

interest and penalty.

Authority: AS A3.05.080
AS A3 05.280
AS A3.21.070
AS A3.21.090

15 AAC 12.900. DEFINITIONS. (2Ah) "point of production”

means

D for oil, the automatic custody transfer meter
or unit through which the oil enters into the factHLies of
a carrier pipeline or other transportation carrier; and in
the absence of an automatic custody transfer meter or unit,
the "point of production™ for oil |Is the outlet flange of
the tank gauge (or in the absence of a tank gauge, another
mechanism or device lo measure the quantity of oil that has

been approved by tho department for this purpose) through



which the oil 1is tendered and accepted into the facilities

of a carrier pipeline or other transportation carrier;

2) for gas, the meter on, or nearest (measured
along the course taken by the gas) to, the lease or property
from which the gas is recovered, at which meter the sales
stream of gas is measured with sufficient accuracy and at
appropriate temperature, pressure and other condition for
purposes of sale, regardless whether the particular gas in

question 1is actually sold at that meter.

(31) "sales deliveiy point" means

1) for a taxpayer®s oil and gas sold In a bona
fide, arm"s-length sale to a third party, the point of
delivery under the terms of the contract or agreement for
that sale, except in the case of a sale to which (f) of this

section applies;

(2) for a taxpayer®s oil not sold in a bona fide,
arm"s-length sale to a third party, the point of delivery
under the terms of the sales contract being used as the
reference for the sales price of the taxpayer®s gas under
(h)H(B) of rM« section.

(33) "same market" means

(1) with respect to a taxpayer®s oil refined in

Alaska, the Alaskan market,

(2) with respect to a taxpayer®s oil landed on
the U.S. West Const (including Hawaii), the West Coast
market or, if appropriate, the submarkets on the West Coast
(i.e., Puget Sound, San Francisco Bay, the I»ong Beach and

Los Angelos area, and Hawaii),

(3) wiLh respect to a taxpayer®s oil landed on

tho U.S. Culf Coast, the Gulf Coast market,

(A) with respect to a taxpayer®s oil landed on

the U.S. Hast Coast., the Hast Coast market,

(i) with respect to a taxpayer®s oil landed in
Puerto Rico or the U.S. Virgin Islands, tho Puerto RIlr.m and

Virgin Island market,



(6) with respect to a taxpayer®s gas marketed 1in
Alaska,the Alaskan market or portion of it served by gas

fromthe same field or area as the taxpayer®s gas,

) with respect to a taxpayer®"s gas marketed 1in

the Lower 48, the Lower 48 market,

(8) with respect to a taxpayer®s gas marketed in

a foreign country, the market in that foreign country.

(34) "taxpayer"™ means a corporation or, collectively,
two or more corporations made subject to this chapter that

are parts of the same consolidated business under this

chapter.

(35) "tax year"™ means a period beginning on January 1
and eriding on the following December 3lst, except that for a
fiscal-ycar taxpayer "tax year" means that taxpayer®"s Tfiscal
year or, Tfor the first fiscal year in which the taxpayer
reports and pays tax on a fiscal year basis under this
chapter, that portion of that fiscal year beginning on and

following January 1.

(36) "voyTge uvl p»*t costs™ In defined In see. 113(e)
0 ” toi.chapter.

(37) "working interest” means any interest (including
fee title) In the production of oil and gas that Is not a

royalty interest.

(38) "year" means tax year unless the context 1indicates

otherwise. (Eff* / / , Reg. )

Authority: AS 43.05.080
AS 43_. 7L.090
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Eﬁl%zsgﬂjtion No. Senate Bill No. 474 )
Title An Act repealing Ch. 20 and amending Ch. 2T of Title 43, AK Statutes,
Requested bv  Senate State Affairs & Finance Committee<Date  2/29/80

I, FISCALAI?%TAIL

Acencv Affected R6VSHUO _

Program Category' Affecte'd Nl5calmervices

BRU, Program, or Subprogram(s) Affected =~ Audit Division L

(Note: If more than one budqet,component IS affected, separate line-itemamounts and funding for €ach
component in the analysis section.)

EXPENDITURES  (Thousands of Dollars)

Fre e 64Y1824 6F4Yl834 ngil 6F4Y18513
PERSONAL SERVICE | . | |
m e }zéa-e§ K [223-8} 2%3'8]
a0 COMMODITIES B3 B 1B 1B
s00 EQUIPMENT
Wo LAND & STRUCTURES
%00 GRANTS. CLAIMS. ETC.
TOTAL (999.9) (999.9) (999.9) (999.9)

FUNDING  (Thousands of Dollars)

. . . 9.
GENERAL EUND. (999.9) (999.9) (999.9) C€999.9)

OTHER (Specify Fund Source)

POSITIONS
TIME (22)  (22)  (22)  (22)

IIl. ANALYSIS (See Fiscal Note Preparation Instructions, Section I11)
See attached memorandum to R. D. Stevenson dated 2/29/80.

IV. . ATE Fobiuary 29, 1930
. o AGENCY
Original: Leglslatlve Finance PHONE
PC: Budget and Management .

Prime Sponsor (Fust Legislator Named)

463-2

33-001 (Rev. 12/79)
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October 3, 1979

MEM ORAWOU M
T0: * The Honorable Rubb Meekins

Chairman, House Finance Committee
FROM : Milt Barker”~Viscal Analyst

Legislative Finance Division
SUBJECT: Petroleum Corporate Income Tax Depreciation

and the Surplus

The Department of Revenue 1is considering accelerating the
allow*-\nccs for depreciation that may be claimed on income

tax returns of corporations engaged in petroleum production
or transportation. Their interest in so doing stems from the
large general fund surpluses now accruing as well as the suit
filed by the oil companies against the petroleum income tax.

IT such a policy is adopted and depending on how liberal

the depreciation allowances arc, the legislative finance
estimates mentioned in my attached September 5 memo, of
$4,328.9 million available for appropriation for FY 81, in—
cluding $3,612.9 million In cash would have to be significantly
reduced. Conceivably if the policy is liberal enough and

made retroactive, all petroleum corporate income tax liability
through FY 81 could be eliminated. This would mean FY 81
general funds available for appropriation would be $2,887.3
million of which $2,171.3 million would be cash based on the
September 1979 Department of Revenue estimates (attached) as
reduced for petroleum corporate income tax receipts and

$50 million in interest that would be otherwise earned thereon.

Dcprcc.iot-ion Methods

AS 43.21.02d~(cT{5r permits a deduction on tho income tax
returns Tfor depreciation determined by "using the unit of
production method or Buch other reasonable methods as the
department may by regulation establish.”

So far, the only method Authorised by regulation Is the unit
of production method. This Is an "accelerated” method 1in



Rep. Rufi8_Kieekin* — — S rr

comparison with straight-line depreciation but is not as_
"accelerated” as two other methods, the double-declining
balance-and sum-of-the-years® digits methods, which are
available under the federal IRS code and, by virtue of
adoption of the federal code by the State, the regular State
corporate income tax.-

The Suit
The suit has prompted thoughts about accelerated depreciation
for two feasonsx

1. It might help the State ® defense against the
charge that the petroleum corporate income tax violates
the "equal protection”™ clauses of the State and Federal
constitutions since the previously mentioned depreciation
methods are only available for corporate activities other
than petroleum production and transportation. 0Of course,
if the court found against the State on this basis, the
accelerated depreciation could just as well be allowed after
the decision. -

2. In tho-event the State loot the suit or changes
were mandated that reduced tax liabilities, the amount of
refunds the State would have to pay to the oil companies
would be reduced.

The magnitude of the possible refunds is unsettling a..u

may help to explain why the Department of Revenue®"s latest
revenue projections (September quarterly update) still project
FY 80 receipts for the petroleum corporate income tax at

$160 million even though receipts for tho first quarter of

FY 80 total $120.5 million.

Based on the Department of Revenue®s estimates, a total -
Of $SS2.6 million will be received through FY 81 for ihe
petroleum corporate income tax. Using the same estimates
inherent in the legislative finance figures in my September 5
memo, the receipts through FY 81 would be roughly $1.2 billion

I* the administration really anxious about the outcome of
tie suit? If so, 1is accelerating depreciation to reduce

the State"s exposure to a large refund the best way to

deal with this problem? Or would "sterilizing"” these funds
In some manner so that they aren"t used for budget expendi—
tures or illiquid investments preferable? Certainly the
administration can do thiu through the veto power and their”
investment policies.



Rep. Rush Meekins r3- 10/3/79

IfT the State wins the suit, the cost of the accelerated
depreciation policy is t%e interest that could have been
earned on tho resulting tax reduction. However# in the
event of a loss# the State owes 1interest at 8% on ate re—
funds so accelerated depreciation then represents no cost
to the_State to the extent our average investment earnings
are 8% and no more.

The Department of Revenue can probably allow double-declining
balance and sum-of-the-years® digits by regulation to meet -
their concerns regarding the suit. If allowed retroactively,
these methods might be sufficient to wipe out the tax
liabilities incurred heretofore# resulting in immediate
refunds.

Accelerated depreciation would probably then necessitate

the carry-forward of losses. This has already been permitted
by the Department of Revenue via regulation although there

is no specific statutory authority for it in AS 43.21.

The Surplus and Oil Company Incentives

is the administration confident about the suit but proposing
accelerated depreciation mainly as a way to reduce the
surplus# again ii place of wielding the veto power? If so,
judgement about the desirability of thin policy and tho
weighing of its costs may occur in a different light#

If this is the objective# legislation could be proposed

that sets up a capital recovery account as 1is being considered
for net profits leasing, allowing maximum acceleration of
depreciation. Expensing of capital costs with carry-forward
of losses would amount to the same thing. Of course, the
greater the acceleration, the greater the cost to the State

in interest earnings foregone.

Accelerated depreciation only shifts the timing of tax
liabilities into the futuroi it does not increase thenm

in any way that would make up for the lost interest. of
course, on now leases the interest will be X"ecovcred in
higher bids. There should be an actual gain to the state

because the oil. companies”™ dlscrunt rate should be higher
than the state®s earnings rate on invested funds.

An interest charge for the excess of accelerated depreciation
over unit-of-production or st.rnight-line ~ould bo 1incorporated
into the tax statutes. IT the interest cnax*»jc wore set at

the state®s earnings rate on 1invested funds# the state would
bo indifferent as to whether a company took accelerated
depreciation or not. Yet, an oil company with a presumably
higher earnings rate would be able to increase thoir **ot
present value by using accelerated depreciation.
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Thus, even if interest is charged, accelerated depreciation,
while reducing the surplus, would provide a positive incentive
for the development of marginal fields or secondary or
"tertiary recovery operations on developed fields. Tho state
might even gain in the absence of an interest charge if the
additional development produced revenues sufficient to more
than offset the interest lost from accelerated depreciation

on fields that are already developed or would bo developed
regardless.

An alternative way to recapture at a later time the lost
interest on accelerated depreciation would be to graduate
the corporate tax rate upwards from 9.4%. However, th .re
could be no assurance of the increased tax liability even
roughly matching the interest lost.



Joseph K. Donohue, Deputy Commissioner
Department of Revenue

Robert M. Johnson, Dlrecto
Petroleum Revenue Division

You have asked for an analysi
intangible drilling costs >(I
production Income under the

October 29, 1979

Impact of Allowing Intangible
Drilling Expenses as a Direct
Deduction

s of the financial Impact of allowing
DCs) as a deduction to derive_taxable
011 and Gas Corporate Income Tax Act (AS 43.21).

As you know, drilling costs. (intangible or tangible) Incurred by oil and
gas producers are not specifically “allowed as an operating expense
eduction In deriving taxable production Income.

costs are, however, an allowable deduction under S 263 of the Internal
Revenue Code. Prior to enactment of the Oil and Gas Corporate Income
Tax (AS 43.21§, b 263 was Inco:-porated by reference Into the Net_Income

Tax Act (AS 4

.20) which appliea to the qil

and

incorporation by reference disappeared with enac _ ,
law does not now specifically address IDCs, but does permit as deductions
to derive oil and gas produc. lon income such Items as dry hole expenses,
Interest expense not capitalized by the corporation up t0 a certal

amount, and amortization of lease acquisitions.

Under the original regulatlons Implementing

costs” maY be” deducte
ortion 0

i

Intangible drilling

as producers. That
ment of AS 43.21. The

fain
See, AS 43.21.020(h).
that provision, "drilling
to derive taxable production income only as a
acquisition and development costs.

P. . 5. Those allowable costs are
imited. 15 AAC 12.250 and 12.260. Operating

expenses, which are

generally deductible to the full extent of the expens." ncurred, exclude

drilling costs." «

The Department IS presentl¥ proposing to
ling cost. to
operating exFense.I/ Such a change In reg

would allow IDCs, as a dri

significant Impact on taxes received,

o - ro o * .
romulgate regulations which
e directly deducted as an
ulations would Impose. a
preliminary calculation of

taxes paid under AS 43.21 Indicates that, as an example, the 1978 tax
base of $1,780,402,000 would drop by $672,653,000 or 38X.2/ The taxes
roduced would conseﬂ]uently drop b){ a similar percentage or aﬁ)prommately

63,596,000. While the tax benefi

noted.”

* %

_ to the covered taxpayers
decrease In tax obligations of 38t Industry wide, some taxgayers
on their unique circumstances, would stand’ to save over 10

tax obligations (resulting in a net operating

S ad di
- dependin
X of theiP )

loss) while others would
see or.ly" minor savine-  “towever, * weighted average among all taxpayers
clearly” places the | the tax savings at between 30 and 40X, as



1/ Whether a regulation alone can germit this change 1s the subject of
an opinion request to the Attorney General.

2/ Because of the nature of reporting taxes, the estimates of IDCs are

based only on those reported under development cost deductions. 15 AAC 12.260.
There also may be IDCs claimed under the Bresent acquisition cost deductions
T(15 AAC 12.250) but these figures cannot be readily extracted.  However,

or purposes of calculating ‘Impact, the percentage figures, ratios and
adjusted tax receipts would remain about the same as estimated or would

show a slightly greater benefit for the taxpayer.




DISCUSSION OF THE OIL \ND GAS INCOME TAX LAWSUIT

The Oil and Gas Income Tax Act, AS 43.21, taxes oil and gas
companies at the same rate as other corporations. However,
it provides for a different method of determining the tax
base (i.e., taxable income) from the regular corporate
income tax. AS 43.21 combines the two basic approaches to
the taxation of income of multistate corporations. On one
hand, it incorporates "separate accounting,”™ 1in which the
income and expenses of a company®"s in-state activities are
separately determined without regard to the corporation®s
out-of-s t.ite business, as if the in-state business were the
only business the company engages in. This approach is
applied to determine an oil company®"s taxable income from
oil and gn~ production or pipeline transportation. On the
other hano, AS 43.21 also utilizes the "apportionment"”
approach, whereby income from the corporation®s worldwide
activities 1is apportioned to in-state activities by applying
a formula. Apportionment 1is used in AS 43.21 to determine a
taxpayer®s in-state income from sources other than oil and
gas production and pipeline transportation.

The litigation over AS 43.21 questions whether it violates

the due process clause, the equal protection clause and the
commerce clauso of the U.S. Constitution, as well as provisions
of the Outer Continental Shelf Lands Act that limit state
taxation of the 0CS. The original case, brought by Atlantic
Richfield and Sohio, presents eight counts in its cause of
action. The Stare subsequently presented the same eight

counts, but expressed in the negative, in a second lawsuit
against all other taxpayers under AS 43.21 who filed and

paid under protest. The eight counts are:

1. Duplicative taxation. Count | of the Arco suit alleges
that AS 43.21 results in impermissible duplicative taxation

by imposing an unapportioned tax on interstate income. In
other words, it allejes that separate accounting for production
income and pipeline income is unconstitutional. The plaintiffs

point out that other rtatcs which use an apportionment
formula might require the plaintiffs to include the Alaska-
taxed income as part of the total apportionable income for
purposes of those other states®" income taxes. The combined
result, the companies argue, could be that more than 1007. of
their income ends up being taxed by the states.

A case is currently pending before the U.S. Supreme Court,

Exxon Corp. \. Wisconsin Dept, of Revenue, which may considerably
affect the outcome of Count 1 in the Arco case. The 1issue

there is whether separate accounting is constitutionally

required instead of apportionment in cases where a corporation



has functionally separate operations (i.e., exploration,
production and marketing) and some occur within the taxing
jurisdiction and others are entirely outside it. IT the
Court requires separate accounting in Exxon, the State"s
position on Count I will be strengthened” If the Court
upholds apportionment, then Exxon could seriously weaken our
position, but not necessarily so; the exact effect would
depend on the Court®s reasoning and the language used 1in
reaching its decision. The case is expected to be decided
by the end of June.

Bpsides the basic question in Count | as to whether separate
accounting 1is permissible in AS 43.21, there are also some
issues of duplicative taxation in the application of the
apportionment formula embodied in AS 43.21.040 for "other™
income. For instance, although production and pipeline

income earned in Alaska 1is already fully recognized under

the separate accounting provisions, the income from similar
activities occurring wholly outside Alaska is nevertheless
included in the worldwide pie"™ of income to be divided

under apportionment. Similarly, a company engaged only in
production in Alaska could still be subjected to apportionment
of its "other" worldwide income simply because it charters
tankers from a third party to ship its oil out of the state.
Both of these problems would be dealt with in the Administration®s
"technical amendments”™ bill (HB 963), at a cost to the State
of less than a million dollars in FY 81.

While these last two issues have relatively small dollars-
and-cents consequences themselves, losing them in court

could be serious. The legislative history of AS 43.21 shows

that all antecedent versions of the bill in 1978 had severability
clauses. The final version of AS 43.21 did not. One could

argue from this fact that the Legislature wanted the entire

Act to stand or fall together. If the courts agreed, then

losing even these "minor" issues would Jead to the downfall

of the entire tax. The possibility of this outcome 1is, of course,
significantly reduced by the general severability clause in

AS 01.10.030, but not absolutely eliminated.

2. Equal protection. The second count in the Arco case
alleges that AS 43.21 discriminates against interstate
commerce and violates equal protection and due process.

This is based on a comprrison of the tax treatment of oil
and gas companies under AS 43.21 vis-a-vis their previous
treatment under AS 43.20, which is stfll "afforded to all
other corporations. This issue could not be entirely rctJolved,
legislatively or by regulation, except by repealing AS 43.21
and going back to AS 43.20 as the tax for the oil industry.
However, there are legislative and regulatory actions that
could be taken that would eliminate differences between AS
43.20 and AS 43.21 that the industry regards as being the



most 1important. These relate to accelerated depreciation
and the expensing of intangible drilling costs for wells in
Alaska.

Depreciation is currently allowed for production equipment

on a unit-of-production basis; that is, each barrel produced

has the same amount of depreciation associated with it.

This 1is a form of accelerated depreciation since production

rates over the life of a field are greatest in the early

years and fall off in later years. By regulation the Department
of Revenue could authorize other forms of accelerated depreciation,
such as those used for the IRS.

Depreciation for pipelines 1is strictly on a straight-line
basis. This is because taxable pipeline income 1is tied by
statute to the pipeline®s net income as regulated by the
Federal Energy Regulatory Commission (FERC). FERC uses
straight-line depreciation.

Allowing accelerated depreciation does not affect the total
amount of depreciation allowed as a deduction, it changes the
timing. The effect is to reduce the tax liability in the
early years and make up for it in later years. In the case
of tax year 1980 (one quarter paid in FY80 and three quarters
in FY81), the tax deferral from accelerated depreciation of
production equipment would be $25 million. For pipelines it
would be $36 million.

Intangible drilling costs are now required to be capitalized
and depreciated on a unit-of-production basis as production
equipment. Expensing such costs 1is the fastest possible
form of accelerated depreciation. If only new drilling
could be expensed, the tax deferral would be about $72
million for FY81.

- 3. Excessive, discriminatory taxation. In Count 111 of the
complaint, plaintiffs alleged that the amount of taxes
imposed by AS A3.21 bears no fair relation to services
7rovided by the State. In doing so, they pointed out the
varge anticipated surplus of funds coming into the treasury,
the high proportion of state revenues already being derived
from sources other than AS 43.21, and the large amount of
taxes that they will have to pay in addition under the oil
and gas 1income tax.

4. Modification of leases. Count 1V of the complainl
alleges that Alaska, by enacting AS 43.21, unilaterally and
unconstitutionally modified its oil and gas leases. Tnis

seems almost frivolous in light of the Alaska Constitution®s
specific prohibition against contracting away tho State"s
taxation power; no lease provision could have abridged this
power .



5. PCS income. The Outer Continental Shelf Lands Act

forbids the states from taxing activites beyond their three-
mile limits. Count V of the Arco/Sohio complaint alleges

that AS 43.21.040, by including Alaska OCS property and
payrolls in the formula for apportioning worldwide e®ther"
income, violates this federal prohibition and is thus pre—
empted under the supremacy clause of the U.S. Constitution.

The dollars at stake in Count V are comparatively small at
present, under $5 million a year. But this would change 1if
there 1is significant new activity in the 0CS off Alaska. Also,
an adverse ruling here could bear on the nonseverability issue.

6. Retroactivity. Count VI of the lawsuit raises a technical
question as to procedure in the enactment of AS 43.21.
Plaintiffs allege that the Act, which became law on July 6,
1978, cannot be made retroactive to the first of that year
without the concurrence of two-thirds of the membership of
each house of the Legislature. They further allege that

such concurrence was not given by the Senate. This 1issue
should, at most, affect receipts under AS 43.21 for only part
of the 1978 tax year.

7. Regulations. The Department adopted regulations requiring
payments of estimated taxes 1in installments in advance of

the final due date for each year. Count VIl alleges that

the statutory authorization for "installments™ means the
Department could only adopt regulations allowing payments

after the due date. The effect of losing this count would

not be a loss in tax receipts finally collected, but only in the
cash-flow timing of those receipts and the lost interest income
from the prepayments. The lost interest would be $45.8 million
a year if the annual tax receipts are $500 million.

8. Taxation of out-of-state 1inconme. Count VIII alleges

that AS 43.21 taxes out-of-state income having no connection
with Alaska. To some extent this repeats the Count 1 challenge
to aspects of the apportionment formula. Rcsidcs being a

cort of "catch all, this last count could also refer to AS
43.21.01J, which subjects to the tax all corporations deriving
income from the production of oil and gas from a lease or
property "in or directly associated with the state”. The under —
lined portion-refers to leases in" the 0CS whose operations

are supported from a base or staging area onshore in Alaska.
There 1is a real constitutional "due process"™ question no to
whether Alaska may tax a corporation having no contact with
Alaska other than deriving income from a lease or property
"directly associated” with the atatc. In addition, the
provisions of the 0CS Lands Act could apply to bar such
taxation. HB 963 would eliminate this 1issue. Since there

are at present no such corporations, the present revenue

rffect is nil. Apaln, a loss here could trigger far greater
effects i1f nonnevernbility in fact applies to the Act.



SETTLEMENT DISCUSSIONS
IN THE OIL AND GAS INCOME TAX LAWSUIT

In the course of administering AS A3.21, the Department of
Revenue has had to adopt a considerable number (over 30 pages
worth in the Administrative Code) of fairly technical, detailed
regulations to clarify and interpret the Act. In order to adopt
appropriate and workable regulations covering such complex and
arcane matters as the leveraged leasing of oil tankers, there was
considerable dialogue and discussion, both at hearings and 1in
conferences, between the Department and various affected oil
companies.

As the full range of policy considerations relating to the
successful implementation of the tax was discussed, certain
regulatory actions appeared which, 1in conjunction with some
legislative amendments, presented a good promise of being a
foundation for a settlement by which the basic validity of the
tax would be acknowledged, while reserving for litigation a few
narrow issues about the particulars of the application of the
tax. The ongoing litigation of those issues would therefore not
jeopardize the tax itself, nor would their adjudication one way
or the other put major sums of money at risk.

These legislative and regulatory actions do not fall neatly into
the categories of issues presented in the various counts given by
Arco and Sohio in their lawsuit. In fact, a number of the actions
do not even tie directly into any one count. In some cases, the
proposed changes could be justified just on the basis of policy
considerations, apart from any settlement possibilities. In this
group of independently justifiable actions are:

1. The technical amendments proposed in HB 963.
Reasons for them are given in Governor Hammond®"s transmittal

letter. Their combined revenue effects are about $5 million
n year.

2. Allow current amortization of estimated costs of
terminating production operations, removing field facilities

and restoring the site. There would be a settling up"™ when
these had happened to account for any over- or under-amorti—
zation. Reasons for thic ar : A) termination costs may be

carried back only three years, which may not allow for thenm
to be fully recognized; and B) this is already allowed in
the case of pipelines, because of current FEKC rulings. The
revenue impact would be about $2 million a year currently.

Less clearly justifiable would be the elimination of the present
limitations on interest expense and overhead costs that may be
deducted against production inconme, It would be advisable in
such a case to grant the Department clear authority to set aside
undue charges for these items, especially if they result from
intracorporate or less-than-arms-length transactions. With such
safeguards, the present revenue effect would be about $3,500,000
a year.



The big dollars-and-cents 1issue in the settlement discussion was
accelerated depreciation. This is really a tax deferral since

the total amount of depreciation ultimately taken doe< not change,
regardless of whether the depreciation is straight-line or accel —

erated. For tax year 1980, it would amount to $61 million -
$25 million for production equipment and $35 million for pipe—
lines. Of course, interest would be lost on the money until it

is recovered, and the payback in later years would be in dollars
of reduced buying power.

Intangible drilling costs are merely an aspect of accelerated
depreciation. Right now they are capitalized and depreciated on
the same basis as production equipment. Allowing them to be
expensed (i.e., Tfully deducted as they are incurred) 1is simply
allowing the ultimate in accelerated depreciation. As with
pipelines and production equipment, the tax loss now would be
recovered eventually through reduced deductions later in the life
of the field. But the impact today is still some $72 million for
FY81, not counting forgone interest.

The discussions of these possibilities indicated that, 1iIn exchange
for these considerations, the oil companies would dismiss the
present lawsuit except for the issues regarding 0CS and the use

of "book™ 1income for apportionment instead of taxable income as

reported to IRS. The settlement would not extend to any future
developments in federal law, either judicial or legislative, that
would impair or annul the State®s method of taxing income. Also

they would reserve the right to challenge new regulations or
interpretations as may arise which are not subjects of the present
litigation.



THE ROLE OF THE WINDFALL PROFITS TAX
IN THE OIL AND GAS INCOME TAX

The windfall profits tax is not recognized under AS 43.21 as an
allowable deduction against production “acorne. At present this

has not become an additional basis for the oil companies®™ challenge
to the oil and gas 1income tax, but it surely will be.

In thinking about the windfall profits tax, it is important to
remember that it is not necessary to settle the lawsuit in order
to deal with the windfall profits tax. It is separable from the
settlement considerations. However, settlement 1is most unlikely
if there is nothing done about the windfall profits tax.

The revenue implications of the windfall profits tax aro far
greater than the combined effects of all the other items involved
in coming up with a settlement. In FY81 alone, the effect is
$142.5 million; 1in FY82, another $378.4 million. By FY85 it will
be almost $600 million a year.

In all settlement discussions through January of this year (when
they were broken off), the windfall profits tax was recognized as
a major factor for any settlement, but it was a subject whose
discussion was postponed until Congress actually passed such a
tax and we could see exactly what it was.



NOTICE OF PROPOSED CHANGES IN IHE REGULATIONS (AS 43.21)
OF THE DEPARTMENT OF REVENUE

Notice is herehy 5qwen that the Department of Revenue, under authority
vested by AS 43.05.080 and AS 43.21.090, propose to adopt requlations in
Title 157of the Alaska Administrative Code to implement the Dil and Gas
%rfgréa{ewlgcome Tax Act including AS 43.21.020, AS 43.21.040 and

Title 15, Chapter 12 of the Alaska Administrative Code is amended by
reV|sd|ng certain existing sections. The proposed regulations would
amend:

Sec. 120 to specify when and how sales price and prevailing .alue
are to be used in calculating value at point of production;

Sec. 130 to specify when and how actual costs and fair market value
are to be used in calculating reasonable costs of transportation,
and to redefine "effective ownership" of tankers;

geeclsj.seépo, 220 and 230 to specify when cash basis accounting must

Secs. 240, 250 and 260 to provide for the direct deduction of
drilling costs as direct operating costs; A

Sec.t 320 to reflect FERC rulings on termination and restoration
costs;

Sec. 510 to clarify income taxes included in net income for appor-'
tionment purposes; |

Sec. 710 to provide new wire transfer and mailing rules.

Notice is also given that am{_ interested person may present oral or
written statements to the action Proposed at the hearing of this matter
scheduled for November 29, 19/9 at 1:30 p.m. in the Anchorage Assembly
Chambers, 3500 Fast Tudor Road, Anchorage, Alaska. Copies 0f a draft” of
the proposed regulations may he obtaine b?é writing to Robert M Johnson,
Director, Petroleum Revenue Division, 201 Fast 9th” Avenue, Suite 304,

Anchorage, Alaska 99501,

The Department of Revenue, upon its own motion or at the instance of .my
interested Person, may at the hearing or after it adopt the proposals
sub_stantlaIK as have been described without further notice or may
decide to take no action on them.

DATE:

THOMAS K. WILLIAMS
COMLISSIONLR

Nobert M, Johnsog”
Director L
Petroleum Revenue Qivision



PROPOSED INCOME TAX REGULATIONS

15 AAC 12,120 VALUE AT THE POINr OF PRODUCTION, (a) The value at the
point of producgion for oil qr gas produced frcm a lease or property is
the sales price™or prevailing value of that oil or gas, minus the
reasonable cost of transportation (if any) from the point of production
for that oil or gas tc the sales delivery point for that oil or gas;
except that in no event may the value at the point of production for a
taxpayer's oil or gas exceed the ceiling price (if any) that is applicable
to that oil or gas under a mandatory price control program.

(1) For purposes of this chapter, the ..ales price of oil or gas
shall bemused to determine value at point of production except,
[when (2)*of this subsection applied, in which case prevailing

\ value shall be uied to determine vaiue at the point of production

(2) i Prevailing value must be used in those instances when the oil
or gas is sold or exchanged under circumstances where the
esales price is'substantially lower than the prevailing value>
for oil or gas of Tike kind, :haracter and quality being sold
at sales [del ivery points in the same market'or in a comparable )
|~ market )ftthere arc no such safes of sighlficant "quantities in
the same market; provided that

(A) /"circumstmres"” is used inthis subsection refers to

instances where terms of acontractjset a single pric®
for oil or gas Without adjustments tied to market condi* j
(tious forjieriods of longer than 6 years orwhere the
terms of & contract set pnees'bearing'no relation td
ﬁa_rk.et,_cgpditi\onsAnrovaAiIiny at the time the contract is
_entered Jor where fraud or an intent to'evade taxes is i

J demofistrated” and oo

1
(B) the determination of a "substantially lower" price under

this subsetlion is to be made hy flgnalyzing the cash vaIL*JeO J
Tof consideration received “for oil or gas undjtaking into |
faccount any asserted diffetence between sates price and j
j prevailing values) the quantity of oil or gas involved in

the transaction, and the duration of the contract giving

rise to the claim.

(b) "Sales price" under this ctaptcr is;
(1) for the; first Bona fide, arm's-fength sales to a third party,

+he cash ve_liue*p_f_)gh_e“fuII*c_ons_i(je_La_t)i)ork given in receipt for
the taxpayer's oil or gas so sold; and



(2) for all other transactions, the greater of

(A) Mhe cash value of the full consideration given in receipt
for the taxpayer's oil or gas used, exchanged, or otherwise

transferred to another party; or

(B)V the sales price attributable to that transaction entered
on a taxpayer's books in accordance with generally accepted
accounting principles, consistently applied.

(c) | "Prevailing vaIueT under this chapter fo 0il is thearithmetic
‘average of the total acqmsmon cost for the<four reference crude oils
delivered CIF at the gate of the refinery to which the taxpayer's oil is
ultimately delivered. The four reference crude oils are Iranian Heavy,
Arabian Light, Arabian Medium, and Mexican Isthmus, and the total
acquisition cost of each of them is the sum of

(1) thchstétéiSales price for the reference crude oil with adjustments
for differentials ..nd surcharges appearing in the latest
Platt's Qilgram Price listing published on or before the date
of delivery of the taxpayer's oil at the sales delivery pomt;
and

(?) the transportation charges for the reference crude oil from
its point of shipment to 'he gate of the refinery to which the
taxpayer's oil is ultimately delivered as computed by multiplying
the Tondon Tinker Brokers' average freight rate assessment
("AIRA") applicable to the- date of delivery of the taxpayer's
oil at the sales delivery point for AIRA Il vessels (long-
range Il o'l tankers) by the most recently published Worldscale
rate for the voyage, plus any canal tolls and expenses not
included in the AIRA.

(d) Prevailing value for gas is

(1) “the~volume- Weighted averagSTt® the prices received by the
[ uxp7yer in ara'‘s-lengui §ﬂlf5 transactlonsjwmch have been
entered Into or whose pricing provisions have been amended
during tho tax year or the two preceeding yr s for significant
quantities at the sales delivery points within the same market
for that production for Alaskan gas o like kind, character
and quality produced during the ruonth; or



()

(2) ;ir the taxpayer makes no arm's-length ! of significant

quantities at the sales delivery points within the same market
for Alaskan gas of like kind, character and quality produced
during the month, the >olume-weighted average of the prices
being given and received under the terms of arm's-length sales

f contracts (whether between third parties or not) which have

been entered into or whose pricing provisions have been amended
during the tax year or the two preceeding years for Significant
Aquantities of gas from the' same field as the taxpayer's gas

(or if there are no such contacts for that field, the counterparts
of those contracts in the nearest field to that field), with
appropriate adjustments for differences (if any) in kind,
character and quality between gas sold under the reference

sales contracts and the taxpayer's gas.

for purposes . f this subsection, "same mai*et" means
(A) a market in Alaska;

(B) a market in other states, provinces, or territories of
the United States or Canada; or

(C) any other market (e.g. Asia).

for puiposes of this chapter, ~salcs detivery point" means

(1)

)

3)

for a taxpayer's oil and gas sold in a bona fide, arm's-length
sale to a third party, Ihe point of*dellve7y under the terms i

{of the contract ora”reeme™ for that sale.Jexcept in“he rase

of As*le to whicB O f this section applies;

for d taxpayer ™ Joil not sold In a hona fiJO,}arms—Iength
sale to a third par~~he gate of the frofun iy t0 which that

falpis ultiinat"ely"Tr < i-"and

for a tdxpayer'sfgas not sold in a bona fldei arm's-length
sale to a third party, the point of delivery under the terms
of ttie sales contract being used as the reference for the

sales price of the taxpayer's gas under/ (d)(3) o this section,_g
y " -1.



(f) For purposes of this chapter, "point of production" means

(1) for oil, the automatic custody transfer meter of unit through
which the oil enters into the facilities of a carrier pipeline
or other transportation carrier, and in the absence of an
automatic custody transfer meter or unit, the "point of
production” for oil is the outlet flange of the tank gauge (or
in the absence of a tank gauge, another mechanism or device to
measure the quantit' of oil that has been approved by the
department for this purpose) through which the oil is tendered
and accepted into the facilities of a carrier pipeline or
other transportation carrier;

(2) for gas, the meter on, or nearest (measured along the course
taken by the gas) to, the lease or property from which the gas
is recovered, at which meter tne sales stream of gas is
measured with sufficient accuracy and at appropriate temperature,
pressure and other condition for purposes of sale, regardless
of whether particular gas in question is actually sold at
that meter.

(g) Notwithstanding anything to the contrary in (a) - (f) of this
section, where a taxpayer's gas from a lease or property is run through
a gas processing plant and part or all of the residue gas and extracted
liqguids are returned lo that taxpayer, the "value at the point of
production” for that gas is the total value of Ihat residue gas and
extracted liquids  they come out of the plant, less (1) a reasonable
allowance (either withheld in kind by the plane operator or paid in cash
to tho plant operator) for the cost of processing that gas through the
plant, (2) the reasonable cost of transportation, if any, from the point
of production for that gas to the intake into the plant, and (3) the
value of any residue gas returned to the taxpayer that is used, flared
or unavoidably lost in tht. production operations for the lease or
property or is injected into a reservoir in the course of operations for
the same field.

(h) If a taxpayer sells its oil or gas to a third party in what would
otherwise be a bona fide, arm's-length sale hut at the time of this
particular sale the taxpayer expects to repurchase that oil or gas at a
subsequent time and place* [hen that sale tc*tho third party and tie
repurchase from the third party, when it occursy must be diSfegarded’and
the oil or gas subject to that safe myst be rega¥ded as if it had remained
the taxpayer's own oil or g. s throughout the time between that sale md



repurchase. In determining the value at the point of production in such
a case, the reasonable cost of transportation between the point of r.ale
for that sale and the point of repurchase must be determined as if the

taxpayer were the shipper for purposes of S 130 of this chapter. This

subsection does not apply if the taxpayer's expected repurchase does not
in fact occur.

Authority: AS
(Art. IV, § 18)

15 AAC 12.130 REASONABLE COSTS OF TRANSPORTATION, (a) Reasonable
costs of transportation are to be calculated from the point of production
to the sales delivery point.

(b) ~Except as provided £n [c} of this section, the reasonable cost of
transportation jis the actual cost of transportation/!

(c) The reasonable cost of transportation s tho fair market value when
allof theMojlowlng”n”itlonsexi st

E C the parties to the transportation of oil or gas are affiliated;

((2) , the contract fo»- the transportation of oil or gas is not an
arm's-length transaction or is not representative of the
market v.il .6 of the transportation; and

3) Ml»c method of t ansportation of oil or gas is not rcasonaole
in view of existing alternative methods of transportation.

(d) "Actual costs" of transportation for purposes of this section are:

(1) when the transportation of oil or gas is by a regulated carrier,
the tariff on file *ith iLRC oi ether regulatory agency having
jurisdiction that is applicable to that transportation of the
oil or gas by the carrier, rrom the point where that oil or
gas is tendered into the facilities of the carrier to the
pcint where it is delivered from the facilities of the carrier;

(?) when transportation of oil is by a tanker or other vessel that
I *ot owned or effectively owned by the taxpayer

(A) for a single voyage charter, the charter fee for that
vessel, plus any vjyage and port costs not included in
that fee which are incurred with respect to that transpor-
tation during the term of the charter and which are borne
by the taxpayer plus the positioning cost, if any, boine
b> the taxpayer for th.t vessel,



(B) for a consecutive voyage charter or a time charter, the
charter fee for that vessel, plus any voyage arid port
costs ..ot included in that fee which are incurred with
respect to that transportation during the term of the
charter and which are borne by the taxpayer, plus the
positioning cost (amortized over the lesser of 36 months
or the term of the charter in the case of a time charter,
and amortized on the basis of the number of voyages in
the case of a consecutive voyage charter), if any, borne
by the taxpayer for that vessel; or

(C) for a contract of affreightment, the affreightment fee
specified in that contract, plus any voyage and port
costs and any positioning costs not included in that fee
which are incurred with respect to that transportation
during the term of the contract of affreightment and
which are borne by the taxpayer.

(3) when transportation of oil is by a tanker or other vessel that
is owned or effectively owned by the taxpayer, the taxpayer's
actual cost for that transportation which isthe sum of;

(A) the voyageand port costs incurred with respect to that
transportation;

(B) the positioning cost, amortized over 36 months, for that
vessel but only for plating that /esselinto position
before its employment in the Alaska trade and not for
placing it into position after its employment in the
Alaska trade for employment in another trade;

(C) depreciation of the vessel; if the vessel is actually
owned by the taxpayer, depreciation must he calculated in
accordance with the applicable 1ASB Financial Accounting
Standards for such owned assets; if the vessel is effectively
owned by the taxpayer, depreciation must be calculated in
accordance with rASB-13 from the standpoint of a lessee
under a capital lease; and

(0) an amount, which when added to the amount of dcprociat{on
allowed under (C) of this subsection, will provide a
reasonable return on the acquisition cost of the vessel
over its expected life; for purposes of this subsret* i.



(1) "acquisition costs" means the cost of the vessel
which may be capitalized by its actual owner under
generally accepted accounting principles, 'but not including
costs of improvements made afw the date the vessel is
Ulaced in service by or on behalf of the taxpayer; and
* A NOAA NN .
(1iV"expected life" means the period of time usef to
; calculate depreciation under (C) of this subsection.

(4) in the case of transportation of gas as LNG,

(A) where not all of the LNG transportation facilities are
subject to tariff regulations (by FERC or other agencies
of the Unitec' States, state or territory or a possession
of the United States or j foreign nation) and when the
taxpayer does not have or effectively have any ownership
interest in the LNG transportation facility, the amount
charged to the taxpayer for that LNG transportation;

(B) when the taxpayer has or effectively has an ownership
interest in the LNG transportation facility, the taxpayer's
actual cost for that transportation equalling the sum of;

(1) the direct operating costs of the ING transportation
facility (in the case of an ING tanker, its respective
voyage and port costs) incurred with respect to the
taxpayer's gas;

(i1) depreciation of the LNG tiansportation facility; if
the facility is actually owned by the taxpayer, depreciation
must be calculated in accordance with the applicable FASB
Financial Accounting Standards for the owner of such
assets; if the IMG transportation facility is effectively
owned by the taxpayer, depreciation must be calculated in
accordance with 1ase-13 from the standpoint of a lessee
under a capital lease; and

(111) an amount which, when added to the amount of depreciation
allowed under (ii) of this subparagraph, will provide a
reasonable return on the acquisition cost > the ING
transportation facility over its expected life; for

purposes of this subparagraph, "acquisition cost" means

the cost of the LNG transportation facility which may be
capitalized by its actual o.ner under generally accepted
accounting principles, and "expected life" wans the

period of time used to calculate depreciation under (ii)

of this subparagraph.



(e)  Fair market value" of transportation for purposes of this section
IS to be determined:

(1) ‘o shipments of oil, on the basis of third party charters
(that is, time charters in which the taxpayer does not own or
effectively own the vessel) of one year or more, plus regulated
transportation costs determined under (d)(1) of this section.
Two vessels will be considered like vessels for purposes of
comparing like transportation under this chapter if the difference
between them in dead-weight tonnage is less than 10,000 dead-
weight tons and if they are both Jones Act vessels, or are
both CDS vessels, or are both ODS vessels or are both COS/0DS
vessels; or

(2)  for shipments of gasas LNG, on the basis of third party
charters or leases (that is, charters or leasts in which the
taxpayer does not own or effectively own the LNG transportation
facility in question) of three years or more which are reported
to the Department for like LNG transportation facilities, plus
regulated transportation costs determined under (d)(1) of this
section.

£ (fy-jf a taxpayer sells its oil or gas to a third party.i.n what would
otherwise be a hona fide, arm's-length sale but at the time of this
particular sa'e the taxpayer expects to repurchase that oil or gas ata
subsequent time andplace, then that sale to the third party and the
repurchase from thethird party, when it occurs.frnust be disregardedand
the oil or gas subject to that sale must be regartded as 7f Tt had refMained
the taxpayer's own oil or gas throughout the time between that sale and
repurchase. In determining the value at the point of production in such
acase, the reasonable cost of transportation between the point of sale
for that sale and the point of repurchase must be determined as if the
taxpayer were the shipper™cjThis subsertion docs rot apply if the

(g) Tor purposes of this chapter, "voyage and port costs" for a vessel
are

(1) costs actually incurred for fuel for the vessel while in port
and at sea, stores and provisions for the vessel and for tier
captain and crew, wages and benefits of the vessel's captain
and crew, routtne maintenance, port and dock fees, storage
costs, demurrage, tug and pilotage fees, marine agents' fees
in port, lightering, transshipment charges, customs foes and
du'ies, regular and customary gratuities that are also legal,
insurance premiums actually paid, minor ea™'0 losses or measuring



differentials, loading and unloading inspection fees, Panama
Canal transit fees, a reasonable management fee “to be prorated
equally among vessels) for coordinating arrivals and departures
into and out of ports for vessels owned, effectively owned or
chartered by the shipper, and other reasonahle costs associated
with the operation or maintenance (or both) of the vessel, and

(2) in addition to the costs listed in (1) of this subsection, in
the case of catastrophic loss or damage of a vessel transporting
0il or LNG from Alaska or enroute to Alaska to take on oil or
LNG, a portion of the loss (for loss or damage of the ship,
for injury or less of her captain or crew and for damage and
clean-up due to spillage of part or all of her cargo, but not
for the loss of the cargo itself) which is borne by the shipper
as the result of "iat catastrophic loss or damage and which is
not reimbursed by insurance or by a third party; this portion
of the loss is determined by dividing the unreimbursed liability
on the basis of dead-weight tonnage among the vessels owned,
effectivelv owned or chartered by the shipper to transport oil
or LNG (whichever was lost) from Alaska.

(h) A taxpayer "effectively owns", has "effective ownership" or "effectively
has an ownership interest" in a vessel or ING transportation facility
for purposes of this section, if:

(1) the vessel or ING transportation facility is owned by another
po son comprising part of a consolidated business in which the
taxpaye* is also a part; or

(?) the vessel or LNG transportation facility is the subject of a
| ipital lease in which the taxpayer or another person comprising
part of a consolidated business in which tfie taxpayer is also
a part, is the lessee; or

(3) the vessel or LNG transportation facility was built to ihe
account of the taxpayer (or another person comprising part of
the consolidated business in which the taxpayer is also a
part), was sold and was chartered back by the taxpayer (or
another person comprising part of the consolidated business n
which the taxpayer is also a part) all in a simultaneous
transaction and the vessel or ING transportation facility is
on a term charter or lease to the taxpayer (or another person
comprising part of the consolidated business i" which the
taxpayer is also a part) for a period of 15 years or longer.



(i)  For purposes of this chapter, the "positioning cost" for a vessel
includes the costs not included in the charter for that vessel which are
borne by the shipper for placing that vessel into position before the
first voyage under that charter or the estimated costs to be borne by
the shipper for delivering it up at a specified location after the last
voyage under that charter, or both if the shipper is obligated under the
terms of the charter or contract of affreightment to bear them both.

(j) A reasonable rate of return under (d)(3)(D) or (d)(4)(B) of this
section is presumed to be that internal rate of return (after federal
income tax) on an investment which equals 2 percent plus t'e average
annual national inflation rate (measured by the CNP deflator) during (1)
the period between the t.i.j the commitment is made to construct or
a-quire the vessel or LNG transportation facility and the time when the
vessel or LNG transportat jn facility has been received (or delivered)
and is ready to be placed into service, or (?) if the period in (1) of
the subsection falls entirely within a calendar year, that entire
calendar year. At the request of a taxpayei or on its own motion, cne
department may replace this presumed rate of return with one bhased on
the rate of return imputed to that investment or s’milar ones by the
person owning or effectively owning the vessel or ING transportation
facility.

(k) The third 'warty nature of an agreement between a shipper and a

Dird party carrier regarding transportation costs is not affected

during the term of that agreement by a subsequent consolidation of that
shipper and carrier into a consolidated business, if, at the time they
entered that agreement neither the shipper nor the carrier exercised,
directly or indirectly, any control over the business .f irs of the

other «s the result of, or in anticipation of, their subsequent consolidation
into the same consolidated business.

Authority:
y (Art. IV, S 18)

15 AAC 1?7.700 niDUCUONS |ROM GROSS PRODUCTION REVLNUE--IN CENTRAL.
(a) Unless otherwise S|Mtifiod, a "axpaycr's costs giving rise to a
deduction under SS 210-P90 of this chapter are regarded as being incurred
on t ash basis or on an accrual basis, depending on which basis is used



(b) Costs previously claimed and actuolly deducted on one or more of a
A taxpayer”s returns filed under AS 43.20 and ch. 5 of this title must be
excluded from the costs™ to be used in calculating a deduction under

, 55 210-290 of this chapter.

(c) When a taxpayer incurs costs giving rise to a deduction under

SS 210-290 of this chapter and part or all of those costs are reimbursable
to the taxpayer from one or more third parties, only the unreitnbursed
oortion of i.iose costs of the taxpayer may be used in tabulating that
deduction.

Authority: AS 43.05.080
AS 43.19.010 (Art. IV, S 18)
AS 43.21.020
AS 43.21.090

15 AAC 12.220 DEDUCTION FOR PRODUCTION TAXES. Taxes imposed under

AS 43.55 and AS 43.57 for production from (or allocated to) a lease or
property which are?a_ctuéﬂ? pall by, or on behalf of a taxpayer during
a year constitute a deduction in determining the taxpayer's taxable
production income for that year. The amount of tax paid under AS 43.55
includes EDIC applied under AS 43.55.018 against that tax.

Authority: AS 4

3,
R4 (Art. 1V, s 18)

AS 43,
15 AAC 12.230 DEDUCTION IOR AD VALOREM IAXES. The amount of tax under
AS 43.56 Actually paid during a year to the state (net of credits or
refunds made that™Vear for municipal ad valorem taxes on the same properties)
and the total amount”ctuallyjiaiiMhat year or municipal and ad valorem
taxes under AS 29.53.045-.055, for a taxpayer's properties used directly
in the production, gathering, treatment or preparation for pipeline
shipment of oil and gas from a lease or property that is in commercial
product’on before those actual payments to the state or municipality are
mai ', constitute a deduction in determining the taxpayer's taxable
production income for that year.

03.
19,
21,
21,

Authority: AS 43.05.080
AS 43.19.010 (Art. 1V, 5 18)
AS 43.21.020
AS 43.21.090
15 AAC 12.240 DfDUCIHON IOR DIRFCT OPERATING COSTS, (a) The dimect

operating costs during a year that arc incurred by or for a taxpayer for
a lease or property in the state are a deduction in determining the
taxpayer's taxable production income for that year.
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