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4949~ HRES HB 164 (FILE 3) (see ELF)



ESTIMATED SEVERANCE TAX

RATES*

Prudhoe Kuparuk Milne McArthur Granite
Bay River Point Endicott Li8burne River Point
Existing Law 12.6% 7.8% 6.5% 5.6% 12.25% 1.1% 1.3%
CSHB-164 (Fin.) 14.8% 10.7% 0.3% 0.3% 3.6% 0.0% 0.0%
Percent Change in Tax Rate 17.5%t 37.2% *95.4% +94.6% m/0.6% *100.0% *100.0%
=North Slope values are forecast FY 88 averages; Cook Inlet values are estimated Dec 1986 rates;
Cook Inlet fields not listed have zero effective rates under all alternatives.
tCS reduces Prudhoe taxes by 1.4% compared with current (April 1987) rates.

OMVB, Division of Policy, 3/30187
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TECHNICAL NOTE

CN ARCO"S KUPARUK EXAMPLE
Tax Effects of Drilling an Additional Well Under Current Law

Mr. James Weeks, Kupanik Unit Manger for ARCO, provided testimony to
the Hcnse Finance Committee on March 27, 1987. Examples of severance tax effects
(see following page) accompanied his testimony. The examples compare the
severance tax effects of adding one additional well in the Kupa. uk field under the
current ELF and under the proposed ELF (CSHB 154 fm.). The examples show that
the addition of one well producing just under 300 banels per day would increase
output from 90,168,000 barrels of oil per year (BOPY) to 90,277,000 BOPY. At
the $9.00 per barrel price assumed in ARCO's example, annual gross revenue to the
owners increases by $981,000.

(90,277,000 BOPY - 90,168,000 BOPY)*($9/barrel) =
( 109,000 BOPY )*($9/barrel) = $981,000

The first of ARCO's two examples shows how under current law the owners
would collect an annual severance tax rebate of $37,846 on this additional revenue.
The effective severance tax rate on the new production is thus -3.9 percent. The
effect is analagous to a personal income tax where the effective tax rates become
lower as increasing income moves the taxpayer into a higher bracket.

The second ARCO example illustrates how this will be changed under the
proposed law. Instead of giving the owners a $37,846 windfall, the proposed law
will collect $58,611 (6.0 percent) of the incremental $981,000 for the state in
severance tax. The table below summarizes the effects under the current and
proposed severance tax laws, as shown in the ARCO examples.

TAX EFFECTS OF DRILLING ONE ADDITIONAL WELL
(ARCO Kuparuk Example)

Percent
Change
Change Change Tax In

In In Rate Average Average Average
Annual Annual On Tax Rate Tax Rate Tax Rate

Gross Severance Incremental  Before After Due To

Revenue Tax ~oduction  Drilling Drilling Drillling

Current Law $981,000 ($37,846) -3.9% 7.820% 7.806% -0.180%
Proposed Lav. $981,000 $58,611 6.0% 10.944% 10.938%  -0.055%
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DRILLIN6/WQRKOVER DISINCENTIVE
COMMITTEE SUBSTITUTE HB 164

SEVERANCE TAX CALCULATION

CURRENT LAW

Field Rate x Wellhead Price x Severance Tax x ELF
90.168.000 BOPY x $91B0 x 0.15 x 0.52134
= 363,461,050/year
90, 277,000 BOPY x 39/BO x 0.15 x 0.5204
= 363,423,203 /yeor
A decrease 0f§S7,846 year

Addition of 1well:

PROPOSED LAW

Field Rate x Wellhead Price x Severnnee Tax x ELF
90.168.000 BOPY x 99/B0 x 0.15 x 0.7296
» = 388,811,873/year
90.277.000 BOPY x 39/BO x 0.15 x 0.7292
= 388,870,484 year

Addition of 1well:

An Increase 0f$58,811 year

[ARCO Handout, March 27,1987]

[13]



COMPUTING THE ALTERNATE ELF

The alternate Economic Lim it Factor formula is:
ELF = (1-PEL/TP)EXP[(55,000,000*WD), 'PEL*TP/Days)J

PEL (Production at the Economic Limit) =

(300 barrels per day)*
(average number of operating wells during the month)*
(number of days of production for the month).

For example:
300 barrels * 519 wells * 30 days = 4,671,000 barrels per month at the

Economic Limit.

TP (Total Production for the field) =
(average number of operating wells during the month)*
(number of days of production for the month)*
(average daily production per well).

For example:

519 wells * 30 days * 2750 barrelsper well = 42,817500 barrels of
production per month.

WD (Well Days) =

(average number of operating wells during the month)*
(number of days of production for the month).

For example:
519 wells * 30 days -15570 well days.

Days = the number of days in the month for which the tax is paid.
For example: In April, 30 days.

CALCULATION EXAMPLE

Alternate ELF
(1- PEL / TP ) EXP[(55,000,000* WD )/( PEL * TP /Days)]

(1 - 4,671,000/42,817,500" EXP[(55,000,000*15,570)/(4,671,000%42,817,500/30)]
= (1 - .1091) EXP (.1285)

(.8909) EXP (.1285)

= 9856

14



Fiscal

Year

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005

March
Official
30*

1108.87
1189.59
1319.14
1441 .42
1330.42
1431.66
1503.92
1550.06
1512.66
1470.59
1455.73
1424 .09
1366.82
1312.73
1269.4

1223.23
1198.75
1174.99
1161.32

(Million $)

CSHB164
30*

1114.39
1277.73
1427 .18
1559.42
1446.18
1554.83
1638.57
1668.68
1625.97
1580.59
1568.57
1526.25
1471.58
1395.79
1345.11
1291.24
1258.23
1216.68
1190.35

March
Official
Mean

1162.46
1437.59
1630.92
1753.22
1656.81
1808.98
1937.47
2289.29
2368.06
2329.13
2695.79
2658.19
2594 .32
2541.24
2489.83
2454 .13
2537.33
2516.98
2486 .44

CSHB164
Mean

1168.36
1545.8

1759.88
1895.31
1800.41
1953.48
2084.7

2429 .46
2504 .08
2463.01
2832.53
2795.12
2728.56
2681.29
2630.86
2593.14
2674 .64
2646 .47
2588.74

Delta
30*

5.52

Comparison of the March 1987 DOR Petroleum Production
Revenue Forecast and CSHB164

88. 14

108.
118

715.
123.
134.
118.
113.
110

112.
102.
104.
83.0

04

76
17
65
62
31

84
16
76
6

75.71
68.01
59.48
41.69
29.03

Delta
Mean

5.9
108.21
128.96
142.09
143.6
144.5
147 .23
140.17
136.02
133.88
136.74
136.93
134.24
140.05
141.23
139.01
137.31
129.49
102.3

NOTE: The column headed "Della 30 %” shows the the revenue increase expected
from the ELF bill sent to the Senate, as figured using the state s conservative 30th
percentile forecast.” The column headed "Delta Mean” shows the revenue increase

expected if the state's more optimistic "mean forecast

is used.
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26
27
28
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Offered: 3/30,87
For Today's Calendar
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Original sponsor: Rules/Governor
IN THE HOUSE BY THE FINANCE COMMITTEE
CS FOR HOUSE BILL NO. 164 (Finance) am
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to the oil and gas properties pro-
duction tax; and providing for an effective date."
BE IT ENACTED BYTHE LEGISLATURE OF THE STATE OF ALASKA
* Section 1. AS 43.55.013(b) is repealed and reenacted to read:
(b) The economic limit factor for oil production of a lease or
property shall be computed according to the following formula:
(L-[PEL/TP]) exp ([55,000,000 X VDJ/[PEL X TP/Days])
where: PEL = the monthly production rate at the economic limit;
TP = the total production during the-month for which the tax
is to be paid;
WD = the total number of well days in the month for which
the tax is to be paid;
Days =rhe number of days in themonth for which the tax is to
be paid; and
where "exp" indicates that the expression following it is an exponent.
* Sec. 2. AS 43.55.013(d) is amended to read:

(d) The monthly production rate at the economic limit for a
lease or property is presumed to be 300 barrels times the number of
well days for the lease or property during the month for which the tax
is to be paid. Thetaxpayer or the department may rebut this pre-
sumption at a formal hearing under AS 43.05240 by providing clear and
convincing evidence of a different monthly production rate at the
economic limit for the lease or property. The hearing shall be held
before February 15 of the year or within six months after commencement

-1- CSHB 164(Fin) am

HB0164D



of oil production for a lease or property. The monthly production
rate at the economic limit for the lease or property based upon the
clear and convincing evidence of the taxpayer or the department shall
be calculated by dividing the value determined under (f) of this
section into the average monthly direct operating cost determined
under (e) of this section and shall be used for purposes of this
section for ail oil production during that calendar year from the
lease or property.

Sec. 3. This Act applies to oil produced after May 31, 1987.

Sec. 4. This Act takes effect immediately under AS 01.10.070(c).

164(Fin) am -2- HB0164D



table 1

GIANT OIL FIELDS OF THE U.S. BY TOTAL RECOVERY
(Source: Oil A Gas Journal, Feb. 24, 1986)

Total Recovery Percent Oil In Plac
Field Name Billion Barrels Recovery Billion Bai
Prudhoe Bay”™ AK 9,365 39.3 23,800
Eajt Texas, TX 5,529 79.0- 7,000
WIlimIngton, CA 2,504 25.8 9,693
Midway-Sunset, CA 2,091 33.8 6,190
Yates, TX 2,000 50.0 4,000
Kern River, CA 1,947 47.9 4,062
Wasson, TX 1,803 38.0 4,748
Slaughter/Levelland, TX 1,522 53.9 2,822
Elk Hills, CA 1,473 53.0 2,780
Panhandle, TX 1,403 23.2 6,060
Sho-Vel-Tum, OK 1,373 443 3,100
Kuparuk River, AK 1,300 40.6 3,200
Kelly/Snyder/Dimond, TX 1,252 57.9 2,161
Ventura/Rincon, CA 1,119 18.7 6,000
Greta/Tom, TX 930 68.0 1,376
Long Beach, CA 930 28.0 3,317
Goldsmith-Andector, TX 921 43.4 2,124
Eunice Area, NM 900 45.0 2,000
Hawkins, TX 837 61.7 1,356
Coalings, CS 784 17.4 4,505
Conroe, TX 759 62.9 1,207
Belridge, S, CA 755 53.9 1,400
Oklahoma City, OK"j19) 749 29.7 2,520
Rangely, CO 716 42.6 1,682
Hasting, TX 699 37.6 1,860
Cowden Complex, TX 658 54.4 1,209
McElroy-Dune, TX 658 25.9 2,544
Buena Vista, CA 657 25 0 2,630
S. Timbolior, LA 656 38.0 1,726
Bradford, PA 653 17.8 3,500
Santa Fe Springs, CA 622 28.3 2,200
Sait Creek, WY 616 40.6 1,518
Caillon Island, LA 612 54.0 1,133
May Marchand, L = 603 38.4 1.571
Sprayberry, TX 584 6.6 8,088
Greater Seminol, TX 583 50.8 1,148
Webster, TX 567 76.5 741
Wichita Co., TX 556 27.8 2,000
Smackover, AR 553 36.6 1,512
Pt. Argeuello, CA 547 18.2 3,000
Burbank, 0K 531 24.6 2,160
McArthur River, AK frX' 531 39.7 1,336
San Ardo, CA 530 36.6 1,450
Van, TX 517 57.9 893
Lima-Indiana, IL 514 49.9 1,030
Elk Basin, WY 500 35.0 1,430
Golden Trend, OK 500 30.0 1,650
Kettleman, CA 500 25.0 2,000
old IHllinois, IL 500 35.0 1,430
West Sak, AK -0- 0.0 25,000
Total U.S. 52 Fields 59,174 31.49* 187,861
Total Alaskan 4 Fields 11,196 20.99* 53,336

* Average



Alternate E L F
Constant At 55,000,000

(Prudhoe) 1,423,000 B/D

(Kuparuk) 224,000 B/D

(Curvefor allfields under current law) 119,400 BID

Endicott) 25,400 B/D

(Milne) 19,500 B/D

-
1000 1500 2000

<l5aily Production/Well
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STATE OF ALASKA 1P87 LEGISLATIVE SESSION

FISCAL NOTE
Bill Version: CSHB 164(Res)
PFCUEST Publish Date: HOUSE 3/20/37
Pevision Pate: Agency Affected: Revenue
Title: An act relating to the oil and BRU: Audit
oas production tax.
Sponsor: Pules/Goverror Components: Gil & Gas

Requestor: House Resources”

FyPEMDITURES/PEYENUES: Millions of Dollars)

T IFYy 8 IFCP ITFY8 1F90 |FYra 1F 92
OPERATING T T T

|  pepsonal sepyices T T

1 TRAVEL

| CONTRACTUAL

1 SUPPLIES

I EQUIPMENT

I LANDS & STRUCTURES

I GRANTS, CLAIMS

I MISCELLANEOUS

| TOTAL OPERATING

1 CAPITAL 1 1 - 1 1 - 1 1 -

| REVENUE 1 1 8.7 11085 1117.6 | 1129 (117.8
FUNDING:  (Thousands of Dollars)

FFDERAL FUNDS
OTHER
TOTAL

POSITIONS:
mUITTTTr
I PART-TIME
1 TEMPOPAPY | 1

ANALYSIS: The above numbers represent the increase in general fund

revenues if this bill becomes law. The Ley assumptions are introduction

of a 55,000,000 scaling factor into the exponent of the current ELF formula and
Ffixing the value of the Production at the Economic Limit (PEL) at 300 barrel?
per well per day. The production impact from FY88 through FY200Ff represents

a cumulative total, loss of. 20.9 million barrels.

Prepared By: "buck Loasdon Phone: 276-5364
Division: Office of the Commissioner Dote: TFfWpST
Approved by Commissioner:-""'" Date: j')l//?//
Agoncy: Revenue

Distribution (by Agency preparing fiscal mt.€)
Legislative Finance
Legislative Sponsor
Reguestor
Office of Management and Puclget
Impacted Agercy(ies) page of
Senate Secretary
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Alaska State Legislature

Hoase
P.O. BOX V
State Capitol
Official Business Juneau, Alaska 99811
TO: Rep. Sam Cctten, Co-Chair
Rep. Adelheid Herrmann, Co-Chair
Resources Committee members, a
FROM: Ned Farquhar, staff
SUBJECT: Proposed CSHB 164 (Res)

DATE: March 18, 1987

Attached is a proposed committee substitute for HB 164 which
will be presented at today®s joint Resources-Finance hearing
by Rep. Sund. Administration representatives will be present
to explain the import of the changes described below.

Section 1 of the bill repeals the existing ELF formula ana the
ten-year moratorium provision for certain fields, and
reinstates a new ELF formula based on the production of Tfields
rather than wells.

Section 2 eliminates the opportunity for a producer to attempt
to rebut the presumption that the PEL (production at the
economic limit) 1is 300 bpd.

Section 3 repeals existing law that relates to the PEL
rebuttal and hearing provision, eliminated in Section 2.

Section 4 makes the bill retroactive. There 1is some question
as to the constitutionality of this section because tax
payments have ".ready been made, on a monthly basis, under

existing law.

Section 5 establishes an immediate effective date for the
bill.

cc: Finance Committee members and staff
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Original sponsor: Rules/Governor

IN THE HOUSE - BY THE RESOURCES COMMITTEE

CS FOR HOUSE BILL NO. 164 (Resources)
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - FIRST SESSION
A BILL

For an Act entitled: ™"An Act relating to the oil and gas properties pro-

duction tax; and providing for an effective date."
IT ENACTED BYTHE LEGISLATURE OF THE STATE  OF ALASKA:
* Section 1. AS43.55.013(b) 1is repealed andreenacted toread:
(b) The economic limit factor for oil production of a lease or
property shallbe computed according tothe following formula:
@ - [PEL/TPD exp ([55,000,000 X WD]/[PEL X TP/Days])
where: PEL = the monthly production rate at the economic limit;
TP = the total production during the month for which the tax
iIs to be paid;
WD = the total number of well days in the month for which
the tax iIs to be paid;
Days =the number of days in themonth for which the tax Is to
be paid; and
where "exp" i1ndicates that the expression following It iIs an exponent.
* Sec. 2. AS 43.55.013(d) 1s amended to read:

@ Themonthly production rateat the economic limit for a
lease or property is [PRESUMED TO BE] 300 barrels times the number of
well days for the lease or property during the month for which the tax
iIs to be paid. [THE TAXPAYER MAY REBUT THIS PRESUMPTION AT A FORMAL
HEARING UNDER AS 43.05.240 BY PROVIDING CLEAR AND CONVINCING EVIDENCE
OF A DIFFERENT MONTHLY PRODUCTION RATE AT THE ECONOMIC LIMIT FOR THE
LEASE OR PROPERTY. THE HEARING SHALL BE HELD BEFORE FEBRUARY 15 OF
THE YEAR OR WITHIN SIX MONTHS AFTER COMMENCEMENT OF OIL PRODUCTION FOR

-1- CSHB 164 (Res)
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L A LEASE OR PROPERTY. THE MONTHLY PRODUCTION RATE AT THE ECONOMIC
2 LIMIT FOR THE LEASE OR PROPERTY BASED UPON THE CLEAR AND CONVINCING
® EVIDENCE OF THE TAXPAYER SHALL BE CALCULATED BY DIVIDING THE VALUE
N DETERMINED UNDER (f) OF THIS SECTION INTO THE AVERAGE MONTHLY DIRECT
b OPERATING COST DETERMINED UNDER (e) OF THIS SECTION AND SHALL BE USED
61 FOR PURPOSES OF THIS SECTION FOR ALL OIL PRODUCTION DURING THAT CALEN-
! DAR YEAR FROM THE LEASE OR PROPERTY.]

* Sec. 3. AS 43.55.013(e) and (F) are repealed.
* Sec. 4. Sections 1 - 3 of this Act are retroactive to January 1,

1987.

11! * Sec. 5. This Act takes effect immediately under AS 01.10.070(c).
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COMPUTING THE ALTERNATE ELF

The alternate Economic Limit Factor formula is:
ELF = (1-PEL/TP)EXP[(55,000,000*WD)/(PEL*TP/Days)]

PEL (Production ai the Economic Limit) =
(300 barrels per day)*
(average number of operating wells during the month)*
(number of days of production for the month).
For example:
300 barrels * 519 wells * 30 days = 4,671,000 barrels per month at the
Economic Limit.

TP (Total Production for the field) =
(average number of operating wells during the month)*
(number of days of production for the month)*
(average daily production per well).
For example:
519 wells * 30 days * 2750 barrelsper well = 42,817,500 barrels of
production per month.

WD (Well Days) =
(average number of operating wells during the month)*
(number of days of production for the month).
For example:
519 wells * 30 days = 15,570 well days.
Days = the number of days in the month for which the tax is paid.

For example: In April, 30 days.

CALCULATION EXAMPLE

Alternate ELF
(1- PEL / TP ) EXP[(55,000,000* WD )/( PEL * TP /Days)]

(1 - 4,671,000/42,817,500) EXP[(55,000,000*15,570)/(4,671,000*42,817,500/30)]
-d .1091) EXP (.1285)

(.8909) EXP (.1285)

= .9856



FISCAL EFFECTS OF ELF ALTERNATIVES
Additional Revenue (Millions) At the 30th percentile

HB CSHB

164 154
1987 0.0 0.0
1988 76.7 88.7
1989 92.0 108.5
1990 98.5 117.6
1991 99.9 112.9
1992 105.6 117.8
1993 5.7 129.1
19i-4 3.9 110.4
1995 3.7 102.1
1996 4.5 97.7
1997 3.7 100.4
1998 2.0 88.2
1999 -0.2 90.9
2000 -0.1 69.0

Source: DOR fiscal notes, 3/2/87 and 3/19/87.

Prepared by OMB/Dlvision of Policy, 3/20/85.
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STATE, FEDERAL AND INDUSTRY SHARES OF ALASKA OIL
RESOURCE INCOME: FISCAL 1982-1985
(millions of dollars except as noted)
1 2 3 4 5 6 1 I8
b 2] SeE/e]r T[ot]al T[ot]l o T[ot]al Wn[ul]_fall
Fiscal Total ~ State Conser. Prop. Oper. Total Acquis. Profits
year Revenue Royalty  tax tax ~ Costs Degrec Costs Tax
1982 516,456 $1553° 1581  $276  $940  $602 8l $2,018
1983 15470 $1448 $1.494 3307 $1101 $780 S $1.018
1984 %14 955 $1409 $1393 $3H8  $1250  $998 8 §412
1985 15136 $1390 $1389 $397 $1449 $1093 I $70
9 10 11 12 13 14 15 16
o] [ Uy 12l 13 étatl éorg). [16]
Uncap. Taxable Petrol  Federal
Fiscal Interest Explore. Admln. Other Total  Net Income Taxable
Year Expense Costs sts Deducs.Deducs. Income Tax  Income
1982 121 %191 $236 $149  $8268 %8 188 $669  $7519
1983 676 204 §252  $142 %7,423 8047 9236  $7.8il
1984 614 %219 $265 9136 S7.064 $7891 $265  $7.626
1985 $566 23 278 $130 $6.997 $8139 $I69  $7,970
17 18 19 20] 21 [22] 23
Fe[de;al [O|I] 1) {otal 21 . 23]
Corp. Industry Total State -—Share of Qil Income-—
Fiscal Income Alaska™ Federal Tax &
Year Tax  Profits  Tax Royalty State Federal Industry
1982 %2098 $5,421  $4.116 %4079 30%  30% 40%
1983 2,140 $5671  $3,158 $3,485 28%  26% 46%
1984 $2.0427  $5384  $2.654  $3,425 0%  23% 47%
1985 §2.343  $5627 $2.413 $3345 29%  21% 49%
SOURCES AND FORMULAS -

Column [1]: Vincent Wright, chiefof research, to Mary Nordale, Commissioner
of Revenue, Memorandum of October 31,1985, Table 3.

Columns [2] & 3; January 1986 DOR Revenue Sources, p. 39.

Columns [4] to [12]: Vincent Wright, loc, ciL

Column sum of columns [2] through [12]

Column [14]: column [1& column [13]

Column [15]: Revenue Sources, p. 39.

Column [L16]: column 14]] cquanlS

Column [L7]: column [16J* gproduc
1983 - (747984 * 294; 1985 - 294). Company effective
rates foP82-84 from R. Mclntlre andR FoIen Cor orate Income

Taxes in the Reagan Years,” Oct. 1984, pp. 32-36; 85 estimated by OMB.

Column [18]: column [16] - column 17]

Column {19]: column [8 +co|umn% ].

Column [20]: sum of columns [2], [3], }4] %15]

Column [211: (column [18])/(sum of columns [1 19], and [20]).
Column [22]: (column {19])/(sum of columns [18], [19], and [20]).
Column [231: (column [201)/(sum of columns 18], [19], and [20]).

Office of Management and Budget
Division of Strategic Planning
revised April 11, 1986

lon-weighted average tax rate - 1982 * 279



Production Impact of Expob55 (Million bbls/yr)

Fiscal Prudhoe Milne Wes t Other Other

Yenr n«y Kupnruk Point Endicott Lisburne Sak Onshore 0Offshore Totnl
1907 0 0 .05 0 -.03 0 0 0 .02
19RB -1 .97 -.32 .23 .65 -.05 0] 0 0 -1 .46
1909 -1.77 -.33 .37 2.16 -.06 0] 0 0 .37
1990 -1.59 -.33 -39 2. 13 -.07 0 0 0 .53
1991 -1.40 -.29 -39 2.1 -1 0 0 0] .64
1992 -1.41 -.26 .36 2.01 -1 0 -2R 0 -8R
1993 -1.25 -.23 -38 1.94 -.12 0 51 0] 1.23
1994 -2.59 -.38 .32 1.41 -.47 0 53 0 -1.18
1995 -2.24 -.37 .29 1.69 -.41 -.63 -56 0 -1.11
1990 -2. 16 -.3 .18 1.22 -.37 -.77 .48 0 -1.72
1997 -3.12 -.27 219 77 -.31 -1.13 41 0 -3.46
1990 -2.57 -.16 . 1B 41 -.28 -1.13 . 3R .13 -3.04
1999 -2. 18 -1 . 16 -06 -.21 -1. 23 .58 .17 -2.75
2000 -1.93 -.07 .03 -. 18 -, 17 -1.23 51 . 18 -2.8G
2001 -1.77 -.02 -.03 -.3 -.11 -1.26 .43 21 -2. 85
2002 -1.46 -.01 -.09 -.36 -.07 -1.32 .34 .23 -2.74
2003 -1.31 0 -.06 -.33 -.02 -1. 12 .24 .23 -2. 37
2004 -1.27 -.01 .01 -.34 -.02 -1.11 .22 .23 -2. 29
2005 -1. 13 -.04 -.03 -.26 -.04 -1. 08 . 18 .28 -2. 12

i *

otal -33. 18 -3.49 3.32 14.78 -3.01 -12.01 5.65 1.6G -26. 2
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Preston.Thorgrimson. Ellis XHolman
420 L STREET » SUITE 404
ANCHORAGE ALASKA 99501

1907 276-1969

MEMORAN DU M

TO Deborah Vogt

FROM Joseph K. Donohue S'-'

DATE April 28, 2986

RE Retroactive Amendments to ELF Factor

You have requested an opinion concerning the constitutional-
ity of enacting a bill which would retroactively either repeal,
or amend the methodology for calculating, the economic limit fac-
tor under AS 43.55.013. Specifically, you have asked whether a
bill enacted in February 1987 and made retroactive to January 1,
1987 would present any due process problem under the Fifth Amend-
ment to the United States Constitution or under Article 1, Sec-
tion 7 of the Alaska Constitution.

The gross production tax on oil or gas is payable monthly.
The tax is due on the 20th day of each month for oil or gas pro-

duction which occurred during the preceding month. The tax 1is
delinquent if not paid before the end of the month following the
month of production. AS 43.55.020(a).- Thus, the tax on January

production 1is due on February 20 and is delinquent if not paid on
or before February 28.

The economic limit factor 1is defined in AS 43.55.013 and the
Department of Revenue has promulgated a number of regulations
which interpret and implement of the provision. See 15 AAC
55.010-.040 and .090. The economic limit factor (ELF) 1is a con-
cept which is designed to reduce the effective rate of taxation
on a producing field as production from that field becomes in-

creasingly marginal. The ELF is multiplied by the percentage-
of-value amount set forth in AS 43.55.011(b) or the cents-per-
barrel amount calculated under (c) to determine the tax due. AS

43.55.013(b)(2) and @) provide that during the first 10 years of
commercial production from a lease or property, an economic limit
factor which 1is greater than .7 is deemed to be one for purposes
of the calculation of tax liability. For example, for the period
since 1981 when the .7 threshold was enacted as part of Ch. 116
SLA 1981, the ELF at Prudhoe Bay has bee » greater than .7 and,

therefore, one. This, in turn, means that the ELF does not have
any operative effect unless it is found to be less than .7 during
the initial 10-\ear period. For Prudhoe Bay, the 10-year period

expires in Juno 1987.
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The ELF 1is derived by the use of a rather complicated mathe-
matical formula which iIn turn is based on certain simplifying
assumptions. For oil, the monthly production rate at the eco-
nomic limit is presumed to be 300 barrels times the number of
well days for the lease or property during the month for which
the tax is to be paid. AS 43.55.013(d).

The taxpayer may rebut this presumption at a formal hearing
by providing clear and convincing evidence of a different monthly
production rate. The determination of the monthly production
rate at the economic limit is made by dividing the value at the
point of production under AS 43.55.013(f) into the average month-
ly direct operating costs calculated under subsection (e). The
hearing must be held before February 15 of a year or within 6
months after commencement of oil production from a lease or pro-

perty. The results of the hearing "shall be used for all oil
production during that calendar year from the lease or property."”
AS 43.55.013(d). Therefore, the statute expressly calls for an

annual determination with some retroactive effect on the monthly
tax period preceding the hearing on the appropriate monthly pro-
duction rate. This procedural approach makes administrative
sense since it is more efficient to have this potentially dif-
ficult issue decided on an annual basis rather than on a monthly
basis.

Perhaps the leading case on the question of whether a tax
statute can apply retroactively to previous tax periods is Welch
v. Henry, 305 U.S. 134 (1938). There, the United States Supreme
Court upheld a corporate income tax amendment enacted by Wiscon-
sin in March 1935 which was applicable to receipt of corporate
dividends in 1933. The court held that, except for a narrow cat-
egory of gift taxation cases, the legislature had broad authority
to adjust or amend tax liability retrospectively.

The exception to this rule mentioned by the court pertained
primarily to instances where voluntary irrevocable actions of
taxpayers (e.g., making a bequest) were impacted by the retro-
active imposition of a tax. The Supreme Court stated that the
critical part of the constitutional test was whether "the nature
or amount of the tax could not reasonably have been anticipated
by the taxpayer at the time of the particular voluntary act which
the statute later made the taxable event." 305 U.S. at 147. The
cases cited by the court, e .C. Nichols v. Coollidge, 274 U.S. 531
(1927), and Untermeyer v. Anderson, 276 U.S. 440 (1928), were
instances where the donor might well not have acted as he did had
he anticipated the tax. The court said that the Tfacts of each
case and the nature of the tax would have to be examined to de-
termine i1f retroactivity gives rise to such harsh and oppressive
results that it offends the Constitution. The court stated
"there are other forms of taxation whose retroactive iImposition
cannot be said to be similarly offensive, because their incidence
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is not on the voluntary act of the taxpayer." 305 U.S. at 147.
The court specifically listed property taxes, 1income taxes and
benefit assessments. 305 U.S. at 147-148. The Supreme Court

also noted that it was historically the practice of Congress and
the Wisconsin Legislature to enact :”~venue or tax legislation in
a given year and to give it effect to the entire calendar year.

The United States Supreme Court more recently upheld the
retroactive increase in the minimum tax on preferences 1in United
States v. Darusmont, 449 U.S. 292 (1981). There, an amendment to
the Internal Revenue Code enacted in October 1976 was applied to
the entire 1976 tax year. In addition to relying on Welch wv.
Henry, supra, the Supreme Court cited its earlier decision in
Cooper v. United States, 280 U.S. 409, 411 (1930), which upheld
the taxation of gains from "prior but recent transactions." The
Supreme Court also relied on the analysis of Judge Learned Hand
in Cohan v. Commissioners, 39 F.2d 540, 545 (2d Cir. 1930).

Judge Hand, 1in resolving a similar issue involving retroactivity
of a tax, held that nobody had a vested right in the rate of tax-
ation. In responding to the question of whether the tax law
change was foreseeable, Judge Hand stated that once a system of
taxation is already in place, a taxpayer '"must be prepared for
such possibilities ... " 39 F.2d at 545.

Other decisions which uphold tax law changes with arguably
retroactive impacts in the face of due process challenges include
Buttke v. Commissioner, 625 F.2d 262 (8th Cir. 1980) (involving
the same minimum tax amendments subsequently upheld by the U.S.
Supreme Court in United States v. Darusmont, supra) and Neild v.
District of Columbia, 110 F.2d 146, 153 (D.C. Cir. 1940) (involv-
ing the constitutionality of the application of a new gross re-
ceipts tax measured by the prior year®"s receipts).

Sometimes re’roactive tax laws are challenged under state
constitutional provisions barring retrospective laws per se or
interference with vested rights. The analytical approach taken
by the courts is substantially similar. Under the Ffirst line of
cases, tax bills which are applied to the entire calendar year 1in
which they are enacted are generally found not to be retrospect-
ive in operation. See, e.g., Martin v. Board of Assessment Ap-
peals , 707 P.2d 348 (Colo. 1985). In the Martin case, a law
changing the factors to be considered in appraising condominiums
which took effect in May 1982 and which was used to assess pro-
perty values as of January 1, 1982 was upheld. The court held
that to find an unconstitutional retrospective effect required a
showing of an impairment of a vested right. The court concluded:



Page 4.
Deborah Vogt
April 28, 1986

--- [Pjroperty owners have no vested right to have
their taxable property assessed by particular
methods employed 1inprior years. ... Since the
statute only alters the factors which may be con-
sidered in determining actual value, it does not
impair the taxpayers®™ vested rights, and therefore
is not unconstitutionally retrospective in its
operation. 707 P.2d at 352.

A "vested rights”™ challenge in the context of a severance
tax increase led to an identical conclusion. In Belco Petroleum
v. State Board of Equalization, 587 P .2d 204 ((Wyo. 1978), a 1975
amendment to the state severance tax increased the amount of tax

due for the previous year. Under the Wyoming severance tax, a
taxpayer paid his1974 tax inJduly 1975 computed on the value of
gross production for previous year. In upholding the application

of the 1975 increase to the July assessment, the court ruled that
such an increase was not retrospective but merely called for a
tax measured by or computed on the basis of antecedent Tfacts or
transactions. The court also found that there was no vested
right in a specific tax rate.

On the basis of the foregoing state and federal cases, one
can conclude that there is no vested right in a particular tax
rate or in a particular method of determining a tax liability.
The U.S. Supreme Court cases Tfocus on whether the transaction was
taxable during the period of retroactive coverage and whether
said period 1is reasonable, whether the transactions were '"prior
but recent” iIn time with respect to the tax law change, whether
the change was reasonably foreseeable and whether or not the tax-
payer might have voluntarily acted as he did had he but known of
the change.

The question before us involves the proposed repeal or modi-
fication of the ELF factor in February 1987, effective January 1,
1987. The retroactive period is at most two months. It would
adjust a factor which 1is determined on an annualized calendar
basis under present law. The affected taxpayers are those whose
decision to invest and produce oil or gas has already been made
and whose production is already subject to taxation. In the
State of Alaska, amendments to the oil and gas production tax
must certainly be viewed as foreseeable. In fact, the Legisla-
ture has discussed and debated changes to the ELF factor during
the 1986 Ilegislative session. Under these circumstances, | con-
clude that neither state nor federal due process limitations
would be abrogated by the repeal or amendment of the ELF factor
under consideration here. Furthermore, under the analyses set
forth in Martin and Belco Petroleum above, a change in the tax
rate or ELF methodology prior to February 20, 1987 might not even
be viewed as having "retrospective'" operation.
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EGSLATIVE AFFAIRS AGENCY

MEMORANDUM March 17, 1987

SUBJECT: Retroactivity of proposed committee substitute
(CSHB 164 (Resources)

T0: Representative Sam Cotten
Chair, House Resources Committee

FROM: Theresa L. Bannisteryt>
Legislative Counsel

This memo accompanies the committee substitute that you have
requested for HB 164, a bill relating to the oil and gas
properties production tax. That bill includes a provision
that would make the bill retroactive to January 1, 1987.

Please be aware that the retroactivity provision may violate
federal and state constitutional provisions against enact-
ing ex post facto laws (art. 1, sec. 15 of the Constitution
of the State of Alaska; art. I, sec. 9, cl. 3 of the U.S.
Constitution). In this instance, the tax is iIncurred and
remitted on a monthly schedule. AS 43.55.020. Therefore,
the taxpayers under the chapter will have already paid or
become obligated to pay an amount certain for the months of
January, 1987, through the month before the month of enact-
ment .

You may wish to make the bill retroactive to the beginning
of the month iIn which the bill takes effect. That would not

create retroactivity problems since the tax liability would
not have become due yet.

IT I may be of further assistance, please advise.

TLB micr
ml 07011

Enclosure



390 HOUSE .JOURNAL March 'm, 19B7

B 23
Recommending do pass (3): (lonelier (Chairman), Hudson, [lnier
No recommendation (2): Petrvjolm, Collins

;ikgégro fiscal nrtc with analysis was published March A,

HR 23 was referred to tlie Labor 4 Commerce Committee.

INTRODUCTION OF CITATIONS

The following citation was received:
Honoring Fielson Ravens Roys Basketball Team,
Clnss AAA State Basketball Champions
by Representative Jliller and Senator Coghlll

Ttie citation wan referred to the Rules Committee for
placement on tlie calendar.

INTRODUCTIONAFIRST READING AND REFERENCE
OF HOUSE RESOLUTIONS

HCR 1A
HOUSE CONCURRENT RESOLUTION NO. 1A by Taylor:
Relating to training of police officers.

wan read the first time and referred to the State Affairs
mid Finance Committees.

INTRODUCTION, FIRST READING AND REFERENCE
OF HOUSE BILLS
1B 160
HOUSE BILL NO. 160 by BouclVer and Davi Ison, entitled:
"An Act establishing the Commission on the Future
of the Fermanent Fund, providin% for public
testimony on the use that should p made of the
income and principal of the permanent fund; and
providing for an effective date."

was read the first time and referred to the State Affairs,
jidiciary and Finance Committees.

March A, 1987 HOUSE JOURNAL 191

1B 161

HOUSE BILL NO. 161 by Taylor, Phillips and Zawacki,
cutitled:

"An Act authorizing an_ advisory vote on  the
permanent fund dividend piogram and on imposition
of nn income tax on individuals."

was read the first time and referred to the State Affalra,
Judiciary and Finance Committees.

1B 162

HOUSE BILL NO. 162 by Ulmer, Hudson, Taylor and Pearce,
entitled:

"An Act relating lo work ill underground mines and
workings."

was read the first time and referred to the Labor 4 Commerce
and Judiciary Committees.

HB 163
HOUSE BILL NO. 163 by Coll, entitled:

"An Act relating to advisory elections on certain
annexation proposals.”

was read tne first time and referred to the Community 4
Regional Affairs and Finance Committees.

HB_16A

HOUSE BILL NO. 16A by the Rules Committee by request of the
Governor, entitled:

"An Act relating to the oil and gas properties
production tax; and providing for an effective
date.”

was read the first time and referred to the Resources and
Finance Committees.

A fiscal note was published March A, 1987,

The Governor's transmittal letter, dated March 3, 1987,
appears below:

"Dear Representative Gruasendorf:

Under the authority of art. IIl, sec. IR, of the Alaska Con-
stitution, | am transmitting a bill relating to the oil and
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gas properties production tax. The primary effect of the
bill is to postpone the application of the "true" economic
limit factor (ELF) to the Prudhoe Bay field. The bill also
smendi the economic limit factor provisions applying to all
oil fields so that the FLF is not sensitive to changes in
the value of oil.

F.xisting AS A3.55.011(a) provides that an oil producer muot
calculate its production (severance) tax by mu|t|p|y|)n% the
y

nominal rate calculated under AS A3.55.011(b) and (c the
economic limit factor determined wunder AS A3.55.01". The
ELF is a formula that hao the effect of reducing the sever-
ance tar. rate, In 1981, the legislature mode several

changes in oil and gas taxes: the Income tax was changed to
substitute modified apportionment for separate accounting;
the nominal rate of the severance tax was increased for some
fields: and the application of the ELF to a lease or proper-
tK with an ELF of more than .7 was suspended until after
that lease or property had been in commercial production for
10 years. Ch. 116, SLA 1981, Su.s(j)_ension of anIication of
the ELF was accomplished by oproviding that, If the ELF was

more than .7, then the FLF was considered to ha “"one."
AS A3.55.013(b)(3). Thus, when multiplying tha severance
tax rate by the F.LF, the full amount of ‘the tax ia the prod-
uct .

Only tha Prudhoe Bay and Lisburne fields currently have 39
ELF greater than .7. The Lishurne FLF is expected to fall
below .7 after fiscal year 1988, but the Prudhoe Bay ELF s
expectad to ramaln about .7 for a number of years. Prudhoe
Bay will have been in production for 10 years in June, 1987;
thus, absent an amendment to AS A3.55.013(b)(3), the “true”
ELF, as calculated under AS A3.55.013(b)(L1), will begin to
apply to that field at that time.

The fiscal note on the 1981 legislation did not include pro-
jections beyond FY 1985, but an analysis by the Legislative
Finance Division showed that application of the "true" FLF
provision would cause state revenue to fall precipitously in
FY 19R8. Covernor linnmond noted this possibility, but ex-
pressed "full confidence in the ability of the ‘legislature
to deal at that time" with adverse revenue consequences,
should they prove to be serious. Statement of Governor
Hammond on signing FCCSSB 52A (ch. 116, SLA 19R1); see Ju-
ly 27, 1981 press release on oil and gas legislation, fourth

page.

Application of the "true" ELF to Frudhoe Bay would result in
serious consequences for the state in the ~coming fi%9cnl
year: state severance collections would be reduced by over
15 percent, and FY 1988 revenue would fall by $93,000,000
(already accounted for in the official "mean” forecast).
Section 1 of the attached bill would prevent this ;))recipi-

tous decline in revenue by amending AS A3.55.013(b)(3) to
delay the applicability of the true ELF to Prudhoe Bay for
an additional five years. Section 1 of the bill also makes
a conforming amendment to AS A3.55.013(b)(2) and (A). So

rfBSk

1B 16A

long as the “"true" ELF does not apply, the severance tax
rate will be the full 15 percent of value, or $.80 a barrel,
whichever is greater, sublect to the adjustment in AS A3.-
55.012.

The bill also changes the ELF provisions for all oil fields
to remove the sensitivity of the FLF to price fluctuations.
An element of the ELF calculation is the "PEL," or “"produc-
tion at the economic limit." The TEL represents the number
of barrels a producer must produce in order to recover the
costs of Froductlon. Currently, the PEL is presumed to be
300 barrels per well ﬁer ~day, " t the taxpayer may rebut
this presumption at a hearing b e the Deportment of Reve-
nue. At the hearing, the PEL < old be calculated by divid-
ing the cost of production into the value of the oil.
AS A3.55.013(d). If the price of oil drops, the producer
may be able to prove an entitlement to a FFI In excess of
300 barrels; if so, the ELF for that producer will go down.
Thus, if prices fall drasticalli/], the state loses severance
tax revenue not only because the severance tax is applied
against a lower value of oil, but nlso because the severance
tax rate itself goes down as the result of a TEL hearing.
Earlier in 1986, because of low prires, we were faced with
the possibility that the state might suffer from this double
reduction in severance tax revenue.

Section 2 of the attached bjll deals with that problem by
repealing the portion of existing law that provides for a
hearing to change the PEL. The TEL is then simply set at
300 barrels per day. As a result, the ELF will be sensitive
to changes in the amount of production, but will no longer
be sensitive to fluctuations in price or the costs of pro-
duction. Section 3 of the bill repeals two subsections in
AS A3.55.013 dealing with the two elements of the hearing:
costs and values. These changes to not apply to the produc-
tion of ga9.

| urge your early consideration and passage of this bill.

Sincerely,

Steve Cowper
Governor"

MB 165

HOUSE BILL NO. 165 by the Rules Committee by request of the
Governor, entitled:

"An Act nrafnding an appropriation to the Alaska
Tower Authority for the Bradley Lake Hydroelectric
Project; and providing for an effective dare."

was read the first time and referred to the Resources and
Finance Committees.
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-.STATE OF ALASKA
Department of Revenue
Petroleum Research Section
February 27, 1087

To: Vincent D. Wright, Chief of Research

From: Charles Logsdon, Petroleum Economist

eSubject: More ELF
J =
-.=/(Per your request, | have examined the revenue and production
< impact of extending the 10 year period during which the ELF is
subject to the .7 or greater test to 15 years and fixing the
M,_value of the Production at the Economic Limit (PEL) at 300
-V barrels per well per day. Prudhoe Ray and Lisburneare the
ft fields currently producing with a calculated ELFgreater than .7
"and thus would be directly impacted by this change in the State

X'\ severance tax law. On average, the calculated ELF for Frudnoe is
not expected to fall below 0.7 over the next 5 years. We expect
:the Lisburne ELF to fall below 0.7 in FY 1939 and subsequent
years.

« fly setting the PEL at 300, the ELF no longer would be sensitive
.to the price of oil or the cost of producing oil and would be
* totally dependent on per barrel productivity for a producing
— Qlease or property. Over the next 5 years as Prudhoe Bay
production begins to decline the only reason for an ELF less than
0.7 would be if a significantly greater than expected number of
additional wells were drilled. For example we currently expect
7 Prudhoe to produce on average, 0.984 million barrels per day in
1992 from 465 wells providing an ELF of.7911. 1If this same amount
of oil were produced from 705 wells, the ELF would be equal to
-~ _6906.

The fTollowing tables illustrate the revenue impact and production
impact of extending the ELF time line to 15 years and fixing the
value of PEL at 300. These results are generated by the DOR
revenue simulation model using the December 1986 input
assumptions. The most significant result other than the revenues
generated 1is that there is almost no average expected effect on
North Slope production.



Revenue Impact of Extends (Million $)

Fiscal Del ta Delta
Year 30* Mean
1987 0 0
1988 76.73 96. 26
1989 91. 95 118.06
1990 98. 43 128.33
1991 99. 85 132.92
1992 105.61 139.09
1993 5.73 7.3
1994 3.9 7. 64
1995 3. 66 6.56
1996 4 .55 5. 28
1997 3.67 5.55
1998 2.01 3.91
1999 2.53 2. 62
2000 -.16 2. 08
2001 1 2.79
2002 -.82 2.68
2003 -.73 2. 28
2004 .53 2.1

2005 -49 1. 87
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Alaska State Legislature

House
P.O. 30X V
State Capito
Juneau, Alaska
Rep. Sam Gotten, Co-Chair _
Rep. Adelheid Herrmann, Co-Chair
Resources Committee members, |
Ned Farguhar staff
SUBJECT:  Proposed CSHB 164 (Res)
DATE: March 18, 1987

Attached is a Proposed committee substitute for HB 164 which
will be gresen ed at _toda)(,'s joint Resources-Finance hearing
by Rep. Sund. Administration representatives will he present
to explain the import of the changes described bhelow.

Section 1 of the bill repeals the existing ELF formula and the
ten-year moratorium provision for certain” fields, and ,
reinstates a new ELF formula based on the production of fields
rather than wells.

Section 2 eliminates the o
to rebut the_Pres_um tion t
economic limit) is 300 bpd.

Section 3 repeals existing law that relates to the PEL
rebuttal and hearing provision, eliminated in Section 2.

ortunity for a producer to attempt
hpapt the P%L (prodBction at the d

Section 4 makes the bill retroactive. There is some question
as to the constitutionality of this section because tax
payments have already been made, on a monthly basis, under
existing law.

tS):e,tlzltion 5 establishes an immediate effective date for the
i,

cc: Finance Committee members and staff
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wol257hcB
Bannister
3/17/37

Original sponsor: Rules/Governor

IN THE HOUSE BY THE RESOURCES COMMITTEE
CS FOR HOUSE BILL NO. 164 (Resources)
IN THE LEGISLATURE OF THE STATE OF ALASKA
4& FIFTEENTH LEGISLATURE - FIRST SESSION
o
6

A BILL

For an Act entitled: "An Act relating to the oil and gas properties pro-

”I duction tax; and providing for an effective date."

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

o * Section 1. AS 43.55.013(b) 1is repealed and reenacted to read:

10 (b) The economic limit factor for oil production of a lease or
]1i property shall be computed according to the following formula:

2 (L-[PEL/TP] exp ([55,000,000 X WD]/[PEL X TP/Days])

13# where: PEL = the monthly production rate at the economic limit;

14] TP = the total production during the month for which the tax
bt is to be paid;

165 WD = the total number of well days in the month for which

1,
i1

19
I be paid; and

.
I whe-T

1] *or
2"

the tax is to be paid;

Davs = the number of davs in the month for which the tax is to

23

TMJ %



WORK DRAFT WORK DRAFT WORK DRAFT

l A LEASE OR PROPERTY. THE MONTHLY PRODUCTION RATE AT THE ECONOMIC
2 LIMIT FOR THE LEASE OR PROPERTY BASED UPON THE CLEAR AND CONVINCING
3 EVIDENCE OF THE TAXPAYER SHALL BE CALCULATED BY DIVIDING THE VALUE
4 DETERMINED UNDER (f) OF THIS SECTION INTO THE AVERAGE MONTHLY DIRECT
> OPERATING COST DETERMINED UNDER (e) OF THIS SECTION AND SHALL 3E USED
6 FOR PURPOSES OF THIS SECTION FOR ALL OIL PRODUCTION DURING THAT CALEN-
! DAR YEAR FROM THE LEASE OR PROPERTY ]

* Sec. 3. AS 43.55.013(e) and () are repealed.

* Sec. 4. Sections 1 - 3 of this Act are retroactive to January 1,

1987 .
nj * Sec. 5. This Act takes effect immediately under AS 01.10.070(c).
12
13!

14
15
16
i
17"
18:
3
2.
i
22 |
I i
i u:
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" V" en-1T -
BY THE RULES COMMITTEE BY
IN THE HOUSE REQUEST OF THE GOVERNOR
HOUSE BILL NO.
IN THE LF"™ "LATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to the oil and gas properties pro-
| duction tax; and providing for an effective date."

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

* Section 1. AS 43.55.013(b)(1) 1is repealed and reenacted to read:
(b)(1) The economic limit factor for oil production of a lease
or property shall be computed according to the following, formula:
(1-[PEL/TP]) exp ([55,000,000 X WD]/[PEL X TP/Days])
where: PEL = the monthly production rate at the economic limit;
TP the total production during the month for which the tax
Is to be paid;
WD = the total number of well days in the month for which the
tax is to be paid;
Days = the number of days in the month for which the tax is to
be paid; and
Where "exp™ iIndicates that the expression following it is an exponent.

* Sec. 2. “ lar_narv11987.

* Sec.
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BY THE RULES COMMITTEE BY
IN THE HOUSE REQUEST OF THE GOVERNOR

HOUSE BILL NO.
IN THE LEGISLATURE. OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: "An Act relating to the oil and gas properties pro-
T duction tax; and providing for an effective date."
8J BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

of * Section 1. AS 43.55.013(b)(1) 1is repealed and reenacted to read:

0! (b)(@) The economic limit factor for oil production of a lease
ij or property shall be computed according to the following formula:

(1-[PEL/TP]) exp ([55,000,000 X WD]/[PEL X TP/Days])
%3 where: PEL = the monthly production rate at the economic limit;
" TP = the total production during the month for which the tax
15:: is to be paid;
165; WD = the total numbe of well days in the month for which the
17'_'- tax iIs to be paid;
18 -I Days = the number of days iIn the month for which the tax is to
19 5 be paid; and
ZIL_ Where "exp™ indicates that the expression following it is an exponent.
2J1 * Sec. 2. Section 1 of this Act is retroactive to January 1, 1987.
2" * Sec. 3. This Act takes effect immediately under AS 01.10.070(c).
23
24 ]
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FISCAL EFFECTS OF ELF ALTERNATIVES
Additional Revenue (Millions) At the 30th percentile
FY 87-88 FY 89 FY 90 FY 91 FY 92
HB-164 76.7 92.0 98.5 99.9 105.6
Proposed CSHB-161 (Res.)* 98.6 98.1 109.6 96.1 94.2
*Indicates provisional OMB estimate pending DOR fiscal analysis due nextweek.
ESTIMATED SEVERANCE TAX RATES*
Prudhoe Kuparuk Milne McArthur
Bay River Point Endicott Llsburne River
Current Llaw 12.6% 7.8% 6.5% 5.6% 12.3% 1.1%
HB-164 15.0% 7.8% 6.5% 5.6% 12.34% 1.1h
Proposed CSHB-164 (Res.) 14.8% 10.7% 0.3% 0.3% 3.6% 0.0%
*North Slope values are forecast FY 88 averages; Cook Inlet values are estimated Dec 1986 rates;
Cook Inlet fields not listed have zero effective rates under all alternatives.
OMB, Division of Policy, 3/18/87
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Saturday, May U , 1988
12:25 p.m.

Sunday, May 15. 1988
6:05 a.m.

Monday, May 16

Tuesday. May 17

9:00 a.m.

7:00 p.m.
Wednesday. May 18

9:00 a.m.
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Thursday. May 19

9:00 a.m.

April 8, 1983

Meetings 1n Europe

Oil Tax Reference Price System

D

Legislative Itinerary

Depart Anchorage British Airways

Arrive London
(Rest and Recuperation from Jet Lag)

Unscheduled

Ms. Margaret Hill, Ms. M.E. Williams
Inland Revenue

Oil Taxation Office

Melbourne House

Aldwych
London, WC2B 4LL

Dinner, guests of British Petroleum

Meeting with officers, Britsh Petroleum
Britannica House

1M el
Depart London British Airways
Arrive Oslo

Mr. Kjell Eikland
Oil and Gas Group
Norsk Hydro
N-1321 Stabekk
Oslo, Norway

Mr. Odd Sverre Haraldsen

Director

Energy Policy Department

Royal Ministry of Petroleum and Energy
Tollbugaten 31 w \%

Oslo, Norway 1 A
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Depart London
Arrive Anchorage
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INTRODUCTION

In November 1987 within the 0il and Gas Audit Division the "ATV" was

conceptualized. ATV is the acronym for the Alaska Tax Value or Alaska's
idea of a tax reference price. Alaska is not wunlike the United Kingdom
or Norway or any of the petroleum producing countries in that it attaches
a value to its «crude oil for purposes of royalty and taxes. The OPEC
nations set the value of OPEC oil at a "posted price." This price may or
may not be indicative of actual market prices, and many times is not.

Alaska, however, has historically affixed its royalty, income and
production taxes on the value or receipts for its crude oil in the market
place. Controversy over the administration of Alaska's statutes and
contracts centers around the components of value with protracted
litigation between the State of Alaska and oil producers becoming all too
often the outcome of disputed values.

The ATV promises to avert protracted litigation and concurrently
establish a wvalue for royalty and tax opurposes that will withstand
scrutiny while promulgating certainty and equitable administration. To
this end, policy makers within the Department of Revenue polled other oil
producing nations to gain insight into their valuation processes. As
questions were posed, it became wevident that two countries, the United
Kingdom and Norway, approach the establishment of value of their <crude
0il in two very different and functional manners; the United Kingdom

establishes for PRT (petroleum revenue tax) purposes a weighted average
of arm's length sales in an applicable market whereas Norway appears to
establish by committee a “norm" price.

To this end, contacts were made witn government officials in both
the United Kingdom and Norway with the intent of establishing a dialogue
regarding oil production pricing. This dialogue begins May 17-20, 1988
in face to face meetings to gain insight into the methodologies utilized
by both countries in approaching the valuation process.



ALASKA TAX VALUE

OBJECTIVES
Accelerate the Audit Program
Provide Current Tax Value
Reduce Taxpayer Conflict
Obtain Current Market Data for Forecasting

Reduce Cost of Tax Administration



ALASKA TAX VALUE

CONCEPTS

Market price 1s established by using volume weighted average of
all arms length transactions during the tax period.

Market price 1s established for two markets:

(@ \West Coast
(b) Gulf and East Coast

A single market price 1s established for each market for all
taxpayers.

Prevailing value Is the net back value at point of production.

An average marine transportation cost 1s established for each
market from each shipping point.



ALASKA TAX VALUE
ACTION PLAN
Develop proposed regulations under AS 43.55.
Distribute regulations to producers for comment.
Develop proposed statute changes under AS 43.55.
Distribute statute changes to producers for comment.

Develop a plan for informing the public of changes.



April 19, 1983

Background
Petroleum revenues accounted for $1.5 billion to the State of Alaska
In 1987, 79 percent of total State revenues. These took the form of
severance taxes, royalties, corporate income taxes, property taxes,
bonuses, rents, and Intergovernmental receipts. OF these, 80 percent

were derived from either severance taxes or royalties.

Nearly all revenues accrue from the North Slope. Alaska North Slope
crude o011l (ANS) 1s produced and transported thousands of miles by
pipeline and tanker to oil markets on the West, Gulf of Mexico, and East
coasts of the United States, before a deemed or actual sale occurs.

There 1s no single market area Into which the oil 1s shipped and there 1s
no representative market or fixed price. The markets are separate and
function Independently of each other. Further, the oil that arrives at
these markets 1s either sold to third parties, exchanged with other
comoanles for oil to be delivered elsewhere, or processed at the
producers own refineries. Tax administration 1n such an environment has

-.been difficult.

As a solution to this dilemma, we have developed the concept of the

Alaska Tax Value (ATV), which 1s similar to the "market price” or 'norm

price"” employed 1n your jurisdiction. Thus, we felt 1t would be fruitful

to discuss the nuances of Implementation with you.



The following 1s a brief description of our existing statutes, an

outline of our proposed Alaska Tax Value, and a suggested meeting agenda.

Alaska Production Tax Statute

Generally, the Alaska production tax for oil 1s 12.25 percent of the
gross value at the point of production produced prior to June 30, 1981,
and 15 percent of the gross value at the point of productiocn af'teerune
30, 1981. This tax 1s reported to thr Department of Revenue on monthly
returns. The gross value at the point of production 1s the value of the
oil at the point 1t 1s metered or measured In a condition of pipeline
quality un the premises from which 1t 1s removed. In the case of Alaska
North Slope (ANS), all this 1s at Pump Station One of the Trans-Alaska
Pipeline System. Because there 1s so little oil sold at that point, a
"netback’ computation 1s used for determining value. This Involves
establishing a sales price at the point of delivery and deducting the
actual cost of transportation through the Trans-Alaska Pipeline and
marine transportation to the point of delivery. In general, prevailing
value 1s used 1In 1leu of sales price 1F the sales price 1s substantially

lower than the prevailing value.

Over the years, several different methodologies were used to compute
prevailing value. Because there was no established market or spot price
for ANS 1n the earlier years, the Department used a market basket of
three foreign crudes delivered to the same market as a production value.
In later years, as the market developed, actual sales contracts of ANS

were used to establish prevailing value.



As a result of islng these methods for computing prevailing value,

there 1s a large backlog of cases waiting for litigation. The oll
companl s are disputing every step 1In the process of setting the sales
prices, arriving at netb”k costs, computing the prevailing value, and
;he Department®s right to establish the methodologies. Similar problems
exist for the establishment of marine transportation costs. These issues
affect royalty collections as well. It has taken several years for the
Department to accumulate sufficient knowledge and Information about the
companies and the markets to establish consistant and fair policies
concerning the administration of the lew. We believe there is a better
way for administration of the tax law that would reduce the conflict

between the producing companies and the State of Alaska.

Alaska Tax Value Determination

We believe a tax value can be established by a volumn weighted

average of all arms-length contracts for disposal of ANS. We also
believe there is a reasonable method for establishing an average cost of

marine transportation to be applied to the sales price.

The following is a description of the procedures we anticipate using

to establish a retroactive value for Alaskan crude oil on a quarterly



Immediately following the end of each calendar quarter, we would

visit each producing company and obtain documents and data
concerning all transactions conducted the past quarter. We

would also obtain current data on marine transportation.

We would value all arms-length transactions:

a) Sales - full cash consideration
b) Exchanges - spot price for oil received plus or minus

differentials.

On our return to the producers the following two quarters, we
would pick up additional Information relating to deliveries
such as loadings and unloadings, amendments to contracts,
escalations or de-escalations on price, and any other pertinent

information.

At the end of three calendar quarters, we would arrive at the

Alaska Tax Value for three months production and annoui.es it

to the producers.

In addition, we would compute the value for royalty oil based

on the lease contract and Issue 1t to the producers as well.
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Proposed Meeting Agenda

1. What prompted the adoption of your approach for valuing oil?

2. Is the approach used for all tax (and royalty) purposes,

3. To what production does this norm price or "market value" apply?

J all volumes of all crude streams

non-arms-length transactions only
LPGs, condensate, gas, etc.
other subgroups of production

v - - de @ra-cao &KJrf A
Is the tax reference price calculated on a J
a. company by company basis? “"A-
b. Tfield by field basis? NN,
c. global (l.e. national) basis? v -~
d. other? -J

5. Ine reference point for tax value 1s:

\jiC -~

oo

wellhead

field gathering point/processing plant
point of loading or export

other

or just some?

<

cU

6. Is the tax reference price calculated by the taxing authority or by an
Independent committee/panel? What are the advantages of each approach?

*

7. Sources of Information used 1n calculating norm price or "market

value':

a.
b.
C.
d.

arr.is-length contracts

published spot prices

netback values

data from other (e.g. local) government bodies

8. If netback values are used, what are the sources of Information for
transportation cost?

9. If one crude oil vakj

Is used as a reference point for valuing other

crudes, what method do you use to determine the appropriate differential?

10. How are tax reference prices determined 1n markets where there are no
arms-length sales for the subject cn"de, or few or no arms-length sales

at all?

-c"Z



11. If actual' contracts are used 1n calculating a tax reference price,,
should

certain contracts be rejected 1f their terms appear atypical or extreme or
otherwise suspicious? Who determines this?

12. Again, 1f actual contracts are used 1n calculating a tax reference
price, how do you adjust for:

a. exchanges of crude or products?
b. differences 1n credit terms?

c. differences 1n flexibility of lifting times?
d. other, less;quantifiable forms of compensation?

13. If actual contracts are used, what level of cooperation (l.e. 1n
making contracts available) do you receive from taxpayers?

14. To what extent are taxpayers encouraged to bring forward (on their
owmn Initiative) other Information which could be helpful 1n determining
the norm price or "market value™? Do they take advantage of this

opportunity?

15. Period covered by a single norm price or "market value':

a. arguments for monthly tax reference price
b. arguments for quarterly tax reference price
c. arguments for some other period

16. Lag between end of period and announcement of tax reference price

a. how long?

b. what factors dictate length of lag?

c. are there ways this might be shortened?

d. do taxpayers tend to prefer shorter period?

17. Are Individual taxpayers allowed to plead for an exception from the
tax reference price? Within what time period following announcement?

What evidence could be used to justifyan exception? What 1s the appeal
procedure? How many appeals have been made, and with what outcomes?

18. Have taxpayers ever reacted to a tax reference price by reducing
production or liftings, or by threatening to do so (e.g. when they

consider the tax reference price to be unreal 1stlcaily high)?

19. Do taxpayers ever complain of problems using tax credits ir other
(e.g. their domicile) jurisdictions because the host country tax 1s based

on a reference price rather than on some other standarJ? How have such
problems (1F any) been resolved?

20. What did the oil Industry think of your approach when 1t was first
adopted? How do they regard 1t now?



21. Do Independent analysts think your system 1s accurate?

2. \What types of expertise are required to gather the necessary data
and to calculate the tax reference price? How do you find or train

Individuals for these jobs?

23. If Alaska were planning to Introduce a tax reference price, do you
suggest that taxpayers be Invited to contribute comments and ldeas to the
design of the system? At what stage and In what format?

24. Have you learned, through your experience, of any particular
computer hardware or software which could be particularly helpful 1n
assembling data for calculating a tax reference price? Do taxpayers
and/or your auditors 1n the field record value Information 1n a computer
format? If so, please describe 1t for us. .

25. Which ofyour laws and regulations,or their equivalents, should we
read prior toour meetings?
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Inland Revenue Melbourne Houso

Oil Taxation Office f(l?]\(,ivgr?hWCZB m
&J'ItrdM £l iss Telephone 01-438 7719
er
Mr John C Gault f
13 Chemin Alois-Pictet Your roforenca
1234 Mess%
SWITZERLAND

24 September 1987

Data

Dear Mr Gault
Thank you for your letter of 2 September

Valuations of oil for transactions not at arm's length (defined

in paragraph 1 of Schedule 3 Oil Taxation Act 1975 - cogy
enclosed) were, for periods up to and |nc|udn1%,31.12.8,, made b¥
reference to paragraphs 2 and 3 of Schedule 3 Oil Taxation Act o
which a photocopy is enclosed.

For later periods the way in which market valuations are made has
been altered and | encloSe a copy of the Press Release of 18
November 1986 and the relevant législation (Section 62 and
Schedule 11 Finance Act 1987).

Yours sincerely

MRS M E WILLIAMS

Encs
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INLAND REVENUE PRESS OFFICE. SOMERSET HOUSE, STRAND, LONDON WC2R ILQ
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18 November 1986
PETROLEUM REVENUE TAX: VALUATION AND PRICING

It was announced in the House
would be bringing forward in the
the rules governing the valuat
Revenue Tax (PRT) purﬁoses to ta

of Commons today that the Government
1987 Finance Bill legislation to amend

fon and pricing of oil for Petroleum

ake account of current market practices.
The amendments 'to the valuation rule will make clear how manthly
valuations are to be determined. A related revision to the pricin
rule  will appIP/ to the computation of PRT liabilities in respect o
certain_arm's fength sales of Brent Blend crude oil. Representations

are invited on the detail of the changes.

In reply to a Parliamentary question, the Financial Secretary to the
Treasury, the Right Honourable Norman Lamont MP, today Qave the
following Written Answer

The Government recognises that the operation of the current law
on PRT valuation is uncertain in the sort of oil market we have
today; and that this uncertainty creates problems for the
industry. Acc_ordlnghé,_ we propose to bring forward legislation
in the "next Finance Bill to put the valudtion of oil” for PRT
P,urposes on a more_ certain and apEroprlate basis. At the same
ime we intend to introduce a related measure to determine what
will be the basis of PRT liabilities in the case of oil sold at
arm's Ien?th_ on the Brent market, where the number of deals done
can result in the same cargo of oil being sold many times over.
Such a measure is necessary if PRT revenue in these ‘circumstances
IS not to be eroded. We propose to consult with the industry on
the detail of these proposed changes, further details of which
are set _out in a Press Notice which the Inland Revenue is issuing
today. The new legislation will apply from 1 January 1987,

DETAILS OF THE PROPOSED CHANGES

Valuation

1. When oil or gas is disposed of other than by way of a sale at

arm's length - for finstance, where it is transferred from a_producmg

com any’\txr-Tv-toleHrng a]jflllate within the same group - PRT is charge
alued o

on thp MmArket valu that oil or gas. "Market value" is determined
in accordance with the valuation rules in schedule 3 to the Oil
Taxation Act 1975.  But those rules were drawn up by reference to the
01l

market for North Sea oil as it was in the 1970s, and in some respects

[fail

Mrjrni



fail  to reflect thesort of market conditions which prevail toda)(.
Their operation in_ the context of today's market is thus oFen_ 0
uncertainty. The .Government therefore proposes to amend the valuation
rules to ‘put them on a more certain basis, and to bring them more
clearly into line with the operation of the oil market.

2. Under the proposed amendments to the rules, oil disposed of other

i
than in a sale at arm's Ien%th, or appropriated to refining by the
producer, will continue to De valued on a monthly basis. As at
rice the oil would

Rresent, the market value will be determined as the p

ave  fetched if it had been sold at arm's Ien?th under certain
specified, conditions (governing such matters as pface of delivery,
credit "terms etc) ., But the Government proposes that the legislation
should then go on to make clear that the monthly "market value™ w.ill be
calculated by reference to an evidential hase ‘consisting primarily of
prices obtained in arm'slength sales of oil of the same kind madé by
participators and theirassociates. In the -event that there afe
insufficient sales of a particular crude, account will also be taken of
prices obtained in sales of other oil, adjusted as appropriate.

3. The Government further proposes that the legislation should
itself specify the time-frame of deals to be taken into account in
determining the monthly "market value". It recognises that this is an

area where market prdctice is always liable to change, so what is
indicative of monthly market values "in today's market conditions may
not necessarily remain so for the future. To guard against the new
rule itself becoming out of line with future market practice, it
Proposes that the time-frame of the deals to be taken into account in
he determination of monthly market values should he capable of belnq
changed by Order. In the sort of market conditions which prevai
today, thé Government considers it would be rl%ht to take account of
all contracts for delivery in the valuation month which have been made
in the period starting on the first day of the month preceding delivery
and ending on the middle day of the month of delivery. . Market value
would then be determined each month as an average of prices in deals
within the evidential base outlined in this and the preceding paragraph.

Pricing
4, The basic rule in the existing PRT legislation is that where a
company has sold the oil it has_ produced at arm's length, the price

achieved in that sale is automatically accepted as the amount on which
the company's PRT liability _in respect of that oil should be based.
This rule works satisfactorily where, for example, a company enters
into a single contract covering the sale of a particular quantity of
oil, and the producer in due course delivers the oil to the purchaser
under the terms of that contract, It is not intended to disturb the
operation of the existing legislation in circumstances like these.

Multiple sales on the Brent market

. But the link between the oil produced, the contract of sale, and
eventual delivery is less clear-cut 'in the sort of forward market which
has developed recently in Brent Blend crude oil. A company producm_ct;
such oil and selling "both the oi] it has produced and similar oil i
has contracted to purchase is able to enter into a multiplicity of
paper deals at a ‘range of prices for cargoes for delivery in a



articular month, Often only a proportion of these will result in
ctual deliveries of oil, and .an even smaller proportion in deliveries
f oil produced by the company selling.  The way in which the Brent
orward market opérates can thus give Brent producers the opportunity
to choose which contract - and hence which price - to assign to those
transactions which are liable to PRT (ie sales of their own equity
production), and which to assign to their trading transactions.

p
a
0
f

6. The changes to the PRT prlcmg rules announced by the Financial
Secretary are intended to protect PRT revenue in these circumstances.
The chanFes will apply _to specified kinds of oil (only Brent Blend

crude oil will be specified in the firstinstance). In the case of
such oil, each month the weighted avera?eof the prices  the producer
returns for PRT pur oses for his arm's Tength sales will be compared

with the "market value" for that month, defermined in accordance with
the amended valuation rule described in paragraphs 2 and 3 above. In
any month where the average ofthe Produ,cer's own returned prices s
less than market value fo thatmonh, his PRT liability will unless
he has made an eIectlon for the alternative Dbasis described in
paqagraph 7 below - be based, not on the prices returned) but on market
value.

I *
7. But a pro C|n% company in_ such circumstances who is able to
demonstrate fo argeable period in question that
() none of its associated companies also sold Brent Blend
oil; and
éb the otal quantity of Brent Blend contracted to be sold
uring that ﬁe riod amounted to no more than twice the
quantlty of that part of its own equity production sold at

arm's leng th

may elect for an alternative basis to apBIy for that chargeable
period. ~ For any month within the chargeable period in  which the

average of the company's, own prices is below market value for that
month, PRT will then 'be based - noton market value - but on the
average of the company's own prices in all its sales (both equity and

trading) for the month.

8. The measure described in paragraphs 6 and 7 above will not affect
the present corporation tax treatment of sales on the Brent market.

Consultation

9, The Government has announced its intention to consult the
industry on the detail of the proposedchan?es to the wvaluation and
ricing” rules.  Any comments on the proeosas set out in this Press
elease should be sent to the Board ofInland Revenue, Room S2 West
Wing, Somerset House, London WC2R 1LB,to arrive not later than 5
December 1986.



42 Finance Act 1987

Part V (5) In subsection (5) of section 2 of the principal Act (amounts to be
taken into account in determining whether a gross profit or loss accrues
to a participator in any chargeable period) at the end of paragraph (d)
there shall be added “and

. (e) the excess of the nominated proceeds for that period, as defined
in section 61 of the Finance Act 1987.”

(6) In relation to any calendar month, the proceeds of a participator's
disposals and appropriations from an oil field means the total of-

() the price received or receivable for so much of any oil forming
part ofhisequi./production from the field in that month as was
disposed of by turn crude in sales at arm’s length; and

(b) the market value, ascertained in accordance with Schedule 3 to
the principal Act, of the rest of his equity production from the
field in that month;

and in this subsection any reference to a participator’ equity production
from an oil field in any month shall be construed in accordance with
paragraph 1(2) of Schedule 10 to this Act.

(7) The Treasury may by regulations made by statutory instrument
make provision for any purpose for which regulations described as
“Treasury regulations™ may be made under Schedule 10 to this Act.

(8) The Board may by regulations made by statutory instrument make
provision, including.provision having effect with respect to things done
on or after 9th February 1987,-

(a) as to oil which is excluded from this section, as mentioned in
subsection (2) above; and

(b) for any purpose for which regulations, other than those described
as “Treasury regulations”, may be made under Schedule 10 to
this Act;

and regulations made by virtue of paragraph (a) above may amend
paragraphs (a) and (b) of subsection (2) above.

(9) A statutory instrument made in the exercise of the power conferred
by subsection (7) or subsection (8) above shall be subject to annulment in
pursuance of a resolution of the Commons House of Pr'liament.

Market value of 62.- (1) In the following provisions of the principal Act (which refer to
oil to be the market value of oil at the material time in a particular calendar

determined on a month) the words “at the material time” shall be omitted-
monthly basis.

(a) in section 2 (assessable profits and allowable losses), in subsection
(9), paragraphs (a)(i) and (a)(ii); .

(b) in section 5A (allowance of exploration and appraisal
expenditure), subsection (5B);

(c) in section 14 (valuation of oil disposed of or appropriated in
certain circumstances), subsections (4) and (4A)(b); and

(d) in paragraph 2 of Schedule 2 (returns by participators), sub-
paragraphs (2)(a)(iii) and (2)(b)(ii).
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(2) In the following provisions of the principal Act (which refer to the
‘market value of stocks of oil at the end of a chargeable period) for the
words "at the end" there shall be substituted "in the last calendar
month"-

(a) section 2(4)(b);

(b) section 2(5)(d); and

(c) in Schedule 2, paragraph# 2(2)(d)(ii);
. . ! t

and in the provisions specified in paragraphs (a) and (b) above for the
word “then" there shall be substituted “at the end of that period”.

(3) In Schedule 3 to the principal Act (miscellaneous provisions relating
to petroleum revenue tax) paragraphs 2, 2A and 3(market value of oil)
shall be amended inaccordance with Part 1 of Schedule 11to this Act; and
the consequential amendments of the principal Act in Part Il of that
Schedule shall have effect.

(4) A participator in an oil field who is required by paragraph 2 of
Schedule 2 to the principal Act to deliver to the Board a return for a
chargeable period shall, not later than the end of the second month after
the end of that period, deliver to the Board an additional return of all
relevant sales of oil (as defined in subsection (6) below) stating-

(a) the date of the contract of sale;
(b) the name of the seller;
(c) the name of the buyer;

(d) the quantity of oil actually sold and, if it is different, the qu” 1y
of oil contracted to be sold;

(e) the price receivable for that oil;

(f) the date which, under the contract, was the date or, as the case
may be, the latest date for delivery of the oil and theldale on
which the oil was actually delivered; and . L

(9) such other particulars as the Board may prescribe.

(5) Where two or more companies which are participators in the same
oil field are members of the same group of companies, within the meaning
of section 253 of the Taxes Act, a return made for the purposes of
subsection (4) above by one of them and expressed also to be made on
behalf of the other or others shall be treated for the purposes of this
section as a return made by each of them.

(6) For the purposes of the return required by subsection (4) above
from a participator in an oil field, a relevant sale of oil isa contract for the
sale of oil to which the participator or any company which is resident in
the United Kingdom and associated with the participator for the
purposes of section 115(2) of the Finance Act 1984 is a party (as seller,
buyer or otherwise), being a sale of oil-

(a) for delivery at any time during the chargeable period referred to
in subsection (4) above; and

(b) details of which are not included in the return made for the period
under paragraph 2 of Schedule 2 to the principal Act (by virtue
of sub-paragraph (3A) thereof); and

Part V

1984 c. 43.
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Blends of oil from

two or more fields.

C. 16 Finance Act J987

(c) which is for the delivery of at least 500 metric tonnes of oil; and

(d) which isnot a contract for the sale of oil consisting of gas of which
the largest component by volume over the chargeable period
concerned is methane or ethane ora combination of those gases.

(7) A return under subsection (4) above shall be in such form as the
Board may prescribe and shall include a declaration that the return is
correct and complete; and if a participator fails to deliver a return under
that subsection he shall be liable-

(a) to a penalty not exceeding £500; and

(b) if the failure continues after it has been declared by the court or
the Commissioners before whom proceedings for the penalty
have been commenced, to a further penalty not exceeding £100
for each day on which the failure so continues;

except that a participator shall not be liable to a penalty under this
subsection if the failure is remedied before proceedings for the recovery
of the penalty are commenced.

(8) Where a participator fraudulently or negligently delivers an
incorrect return under subsection (4) above, he shall be liable to a penalty
not exceeding £2,500 or, in the case of fraud, £5,000.

(9) This section has effect with respect to chargeable periods ending
after 31st December 1986.

63.- (1) If, at any time prior to its disposal or relevant appropriation,
oil won from an oil field is mixed with oil won from another oil field, the
provisions of this section shall have effect to determine what is the share
of a participator in one of those fields of the oil won from that field in any
chargeable period ending after 1st January 1987; and in the following
provisions of this section- e

r N ,
(a) “blended oil” means oil which has been so mixed; and

(b) “the originating fields” means the oil fields from whicn the
blended oil is derived.

(2) If, for the purposes of commerce, blended oil :s allocated to the
participators in the originating fields in accordant with an agreed
method, then, subject to the following provisions of this section, for the
pu poses of the oil taxation legislation, the blended oil which, in
accordance with that method, is allocated to a participator in one of the
originating fields in respect of any chargeable period shall be taken to be
that participator's share of the oil won from that field in that period.

(3) With respect to any blended oil, eacn of the participators in the
originating fields (cither jointly or individually) shall, not later than lst
August 1987 or, if it is later, not later than thirty days after the date on
which the first allocation is made in accordance with a particular method
falling within subsection (2) above, furnish to the Board for the purposes
of .his section such details as may t p,escribed with respect to that
method and to the blended oil concerned; and if any participator fails to
comply with this subsection he shall be liable -

(a) to a penalty not exceeding £500; and
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SCHEDULE 1l
Market Value op Oil
Part |

Amendments of Paragraphs 2 2a and 3 of Schedule 3
To Principal Act

I-- (1) Paragraph 2 of Schedule 3 (definition of market value of oil) shall be
amended in accordance with this paragraph.

(2) For sub-paragraph (1) there shall be substituted-

"(i) The market value of any oil in any calendar month shall be
determined for the purposes of this Part of this Act in accordance with this
paragraph.”

(3) In sub-paragraph (2) for the words from the beginning to “to be delivered"
in paragraph (b) there shall be substituted-

"(2) Subject to the following provisions of this paragraph, the market
value oTany oil in a calendar month (in this paragraph referred to as "the
relevant month") is the price at which oil of that kind might reasonably have
been expected to be sold under a contract of sale satisfying the following

conditions- ' - :

(a) the contract is for the sale of the oil at arm’s length to a willing
buyer; . = -

(b) the contract is for the delivery of the oil at a time in the relevant
month; "

\

(c) the contract is entered into within the period beginning at the
beginning of the month preceding the relevant month ard ending
on the middle day of the relevant month or, if the Treasury by
or(cjjer so direct, within such other period as may be specified in the
order;

(d) the contract requires the oil to have been subjected to appropriate
initial treatment before delivery;

(e) the contract requires the oil to be delivered”. mm

(4) In sub-paragraph (2), paragraph (c) shall become paragraph (f) and shall
be amended as follows-

(a) for the words “as at a particular time" there shall be substituted "as in a
particular month"; and

(b) for the words "as at that time" there shall be substituted "as in that
month".

(5) At the end of sub-paragraph (2) there shall be added the words “and. for
the purposes of paragraph (c) above, the middle day of a month containing an
even number of days shall be taken to be the last day of the first half of the month,
and the power to make an order under that paragraph shall be exercisable by
statutory instrument which shall be subject to annulment in pursuance of a
resolution of the Commons House of Parliament."

(6) After sub-paragraph (2) there shall be inserted the following sub-
paragraphs-

“(2A) For the purpose of sub-paragraph (2) above, the price of any oil in
a calendar month shall be determined, subject to sub-paragraphs (2B) and
(2C) below, by taking the average of the prices under actual contracts for the
sale of oil of that kind-
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(a) which arc contracts for the sale of oil by a participator in an oil
‘eld or by a company which, for the purposes of section 115(2) of
the Finance Act 1984, is associated with such a participator; and

(b) which, subject to sub-paragraph (2B) below, satisfy the conditions
in paragraphs (a) to (¢) of sub-paragraph (2) above; and

(cl which do not contain terms as to payment which difTer from those
customarily contained in contracts for the sale at arm’s length of
oil of the kind in question.

(2B) For the purposes of sub-paragraph (2A)(b) above, a contract shall be
treated as fulfilling the condition in paragraph (c) of sub-paragraph (2)
above if it contains provisions under which the price for oil to be delivered
in the relevant month either iSdetermined nr subject t0 re- cw in the period
relevant for the purposes of that paragraph or is determined bv reference to
other prices which are themselves determined in that period, being prices for
_g.il tn he delivered in the relevant month.

(2C) The average referred to in sub-paragraph (2A) above shall be
determined-

(@) by establishing an average price for oil of the kind in question for
each business day.within the period relevant for the purposes of
sub-paragraph (2)(c) above; and

(b) by taking ".he arithmetic mean of the average prices so established;

and in this sub-paragraph "business day” has the same meaning as in the
Bills of Exchange Act 1882.

(2D) If or in so far as the Board ate satisfied that it is impracticable or
inappropriate to determine for the purposes of sub-paragraph (?.) above the
price of any oil in a calendar month as mentioned in sub-paragraph (2A)
above (whether by virtue of an insufficiency of contracts satisfying the
conditions or of information relating to such contracts or by virtue of the
nature of the market for oil of the kind in question or for any other reason),
that price shall be determined,- ‘

(a) so far as it is practicable and appropriate to do so by reference to
such other contracts (whether or not relating to oil of the same
kind) and in accordance with the principles in sub-paragraph (2C)
above; and

(b) so Tar as it is not practicable or appropriate to determine it as
mentioned in r-ragraph (a) above, in such other manner as
appears to the Joard to be appropriate in the circumstances.”

(7) In sub-paragraph (3)-

2.
of gas)-

(a) for the words “as at a particular time” there shall be substituted "as in a
particular month”;

(b) the words "at that lime", where they first occur, sha'l be omitted;
(c) after the words “was disposed o f ”there shall be inserted “in that month";
(d) for the words "and (2)” there shall be substituted “to (2D)”;

(e) for the words "as at that lime" there shall be substituted "as in that
month"; and

(0 for "(2)(b)" there shall be substituted "(2)(e)".

Sch. Ul
1984 c. 43.

1882 c. 61.

In paragraph 2A of that Schedule (modifications in the case of oil consisting

(@) insub-paragraphs (1)and (3) for " (1)and (2)" there shall be substituted
“(1) to (2D)":

85
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(b) insub-paragraph (2) Tor"(2)(a)" in each place where it occurs, there shall
be substituted “(2)(d)”; and

(c) in sub-paragraph (3) for "(2)(b)" there shall be substituted ““(2)(e)”.

3. In paragraph 3 of that Schedule (aggregate market value of oil for purposes
of section 2(5))-

(a) in sub-paragraph (1) the words "at the material time" shall be omitted;
and

(b) in sub-paragraph (2) the words from “and ‘the material time’” onwards

shall be omitted.
Part Il

Consequential Amendments of Principal Act

4. In section 5A .(allowance of exploration and appraisal expenditure) in
subsection (5C)(a) Tor “(c)" there shall be substituted “(f)”.

5. In section 12 (interpretation) in subsection (1) in the definition beginning
“calendar month" for the words from "and" to “have" there shall be substituted
“has".

6. In section 14 (valuation of oil disposed of or appropriated in certain
circumstances)-

(a) in subsections (1) and (2) for the words "at a particular time” there sUall
be substituted “in a particular month”;

(b) in subsection (5) for the words from the beginning to "this Act", in the
first place where those words occur, there shall be substituted “In
subsections (4) and (4A) above "calendar month" means a month of
the calendar year”; and

(c) in paragraph (a) of subsection (5) for “(2)(c)" there shall be substituted
“(2)(f)" and for “(c)" there shall be substituted “(0".

7. In Schedule 9 (sales etc. at undervalue or overvalue) in paragraph 6
(determination of arm’s length price) for sub-paragraph (2) there shall be
substituted-

“(2) In this paragraph "calendar month" means a month of the calendar
year and “material time", in relation to a calendar month, means noon on
the middle day of the month which, in the case of a month containing an
even ﬂumber of days, shall be taken to be the last day of the first half of the
month.”

SCHEDULE 12
Supplementary Provisions as to Blended Qil

Interpretation
I.In this Schedule-
(a) "the principal section” means section 63 of this Ac'.;

(b) “blended oil" and “the originating fields" have the same meaning as in
the principal section;

(c) a "method of allocation" means such a method as is referred to in
subsection (2) of the principal section; and

(d) "the oil taxation legislation” means Part 1of the principal Act and any
enactment construed as one with that Part.



