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ALASKA MINERS ASSOCIATION, INC.

"A s t a b l e  r e s o l u t i o n  w i l l  r e q u i r e  t w o  t h i n g s .  It m u s t  be c l e a r l y  

l e g a l  u n d e r  t h e  F e d e r a l  C l e a n  W a t e r  A c t ;  a n d  i t  m u s t  p r o t e c t  t h e  

r i g h t s  o f  b o t h  p i a c a r  m i n e r s  a n d  o t h e r  w a t e r  u s e r s . "

O u r  p r o p o s e d  l a n g u a g e  d o e s  e x a c t l y  t h a t .  I t  i s  s i m p l e ,  s t r a i g h t  

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

p r o v i d e  p a r t i a l  r e l i e f  to s o m e  m i n e r s .  W e  w i l l  c o n t i n u e  to w o r k  

t h e  i d e n t i f i e d  p r o b l e m s  o f  NF'DES a s s u m p t i o n ,  w a t e r  q u a l i t y  

c r i t e r i a ,  s t r e a m  r e c l a s s i f i c a t i o n  a n d  r e s t r u c t u r i n g  o f  u s e s .  

P l e a s e  r e f e r  to t h e  a t t a c h e d  d o c u m e n t a t i o n  f o r  f u r t h e r  
d e f i n i t i o n .

R e s p e c t f u l l y  y o u r s ,

A L A S K A  M I N E R S  A S S O C I A T I O N ,  I N C

Ciauue n o r r i s
C o - C h a i r m a n  W a t e r  Q u a l i t y  C o m m i t t e e  

c s / w a t e r a c t . c o w

E n c l o s u r e
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C o m m i s s i o n e r  D e n n i s  K e l s o

A l a s k a  D e p a r t m e n t  o f  E n v i r o n m e n t a l  C o n s e r v a t i o n  

W a t e r  Q u a l i t y  M a n a g e m e n t  S e c t i o n  
P . O .  B o x  0

J u n e a u ,  A K  9 9 8 1 1 - 1 8 0 0  

D e a r  C o m m i s s i o n e r  K e l s o :

A t t a c h e d  i s  o u r  r e s p o n s e  to t h e  p r o p o s e d  m i x i n g  z o n e  a n d  s t a r t - u p  

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

C o n s e r v a t i o n .  O u r  p o s i t i o n  is t h a t  t h e  D E C  p r o p o s e d  r e g u l a t i o n s ,  
a s  w r i t t e n ,  d o  n o t  g i v e  a n y  r e g u l a t o r y  r e l i e f  to t h e  i n d u s t r y  a n d  

w e  t h e r e f o r e  r e j e c t  t h a t  p r o p o s a l .  T h e  l a n g u a g e  u s e d  is n e g a t i v e  

in t o n e  a n d  i m p o s e s  m o r e  c o n t r o l s  on t h e  i n d u s t r y  t h a n  

r e g u l a t i o n s  t h a t  a r e  c u r r e n t l y  in p l a c e .  T h e  D E C ' s  p r o p o s e d  

m i x i n g  z o n e  r e g u l a t i o n s  a r e  g e n e r a l l y  m o r e  to t h e  d e t r i m e n t  t h e n  

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

v a r i a n c e  l a n g u a g e  i s  a n  i m p r o v e m e n t  o v e r  t h e  p r e s e n t  r e g u l a t i o n s  

in t h a t  p o i n t  s o u r c e s  of w a t e r  d i s c h a r g e  a r e  a l s o  i n c l u d e d .  B u t  

t h e  s c o p e  o f  i t s  a p p l i c a t i o n  is s o  l i m i t e d  a n d  t h e  l a n g u a g e  u s e d

is so s u b j e c t i v e  t h a t  t h e  f i n a l  p r o d u c t  o f f e r s  v e r y  l i t t l e  to t h e

p l a c e r  i n d u s t r y .  W i t h  m i n o r  c h a n g e s  to t h e  s h o r t  t e r m  v a r i a n c e  

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

o b j e c t i v e  o f  t h e  s t a r t - u p  v a r i a n c e  c o n c e p t  is b e t t e r  a c h i e v e d .

T h e  a d o p t i o n  o f  m i x i n g  z o n e  a n d  s h o r t - t e r m  v a r i a n c e  r e g u l a t i o n s  
is t h e  f i r s t  s t e p  n e e d e d  to h e l p  s o m e  m i n e r s  c o n t i n u e  to o p e r a t e  

l e g a l l y  u n d e r  ‘•.he l e t t e r  of t h e  l a w  i n  t h e  f a c e  of w h a t  a r e  

p r e s e n t l y  u n a t t a i n a b l e  w a t e r  q u a l i t y  s t a n d a r d s .  W e  a r e  n o t  

l o o k i n g  f o r  a s o l u t i o n  f o r  t h e  i r r e s p o n s i b l e  o p e r a t o r .  O u r  

i n t e n t  is to p r o t e c t  t h e  r i g h t s  o f  o t h e r  w a t e r  u s e r s  a n d  t h e  

r i g h t s  o f  t h e  p l a c e r  m i n e r .  W e  b e l i e v e  t h a t  t h i s  g o a l  c a n  be
a c h i e v e d .

A s  y o u  c a n  s e e ,  it i s  n o t  t h e  c o n c e p t  o f  t h e  p r o p o s e d  r e g u l a t i o n s  

t h a t  we a r e  o p p o s e d  to, b u t  r a t h e r  t h e  l a n g u a g e  t h a t  w a s  u s e d  in 

t h e  p r o p o s e d  r e g u l a t i o n s .  T h e r e f o r e ,  w e  a r e  p r o p o s i n g  a n

a l t e r n a t i v e  w o r d i n g  to t h e  r e g u l a t i o n s .  A n y  c h a n g e s  w h i c h  

l e s s e n s  t h e  '’b j e c t i v e s  o f  o u r  p r o p o s e d  l a n g u a g e  f o r  m i x i n g  z o n e s
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ALASKA MINERS ASSOCIATION, INC.

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

c o n c e r n s  e x p r e s s e d  to us by r e p r e s e n t a t i v e s  o f  t h e  p l a c e r  

i n d u s t r y .  T h i s  p r o p o s a l  is in f u l l  c o m p l i a n c e  w i t h  t h e  C l e a n  

W a t e r  A c t  a n d  t h e  E P A  r e g u l a t i o n s ,  m e e t s  w i t h  m i n e r  a c c e p t a n c e ,  

a n d  f o l l o w  t h e  i n t e n t  o f  t h e  G o v e r n o r ' s  m e m o  to t h e  

C o m m i s s i o n e r s  ( M a r c h  30, 1 9 8 7 ) ,  w h i c h  s t a t e s  t h a t :

" C o n t i n u a t i o n  o f  t h e  s t a t u s  q u o  i s  n o t  a c c e p t a b l e . "

" A  s t a b l e  r e s o l u t i o n  w i l l  r e q u i r e  t w o  t h i n g s .  It m u s t  be c l e a r l y  

l e g a l  u n d e r  t h e  F e d e r a l  C l e a n  W a t e r  A c t ;  a n d  it m u s t  p r o t e c t  t h e  

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

O u r  p r o p o s e d  l a n g u a g e  d o e s  e x a c t l y  t h a t .  It is s i m p l e ,  s t r a i g h t  

f o r w a r d  a n d  p o s i t i v e .  It is t h e  m u c h  n e e d e d  f i r s t  s t e p  t h a t  t h e  

S t a t e  m t t a k e  w i t h  w o u l d  c r e a t e  a p o s i t i v e  p l a t f o r m  f r o m  w h i c h  

w e  c a n  c o n t i n u e  to w o r k  o n  t h e  o t h e r  i d e n t i f i e d  p r o b l e m s  of 

w a t e r  q u a l i t y  c r i t e r i a ,  r e s t r u c t u r i n g  of w a t e r  u s e s ,  s t r e a m  

r e c l a s s i f i c a t i o n ,  a n d  N P D E S  a s s u m p t i o n .

T h e  I n d u s t r y  W a t e r  U s e r  G r o u p  w i l l  c o n t i n u e  to w o r k  w i t h  t h e  D E C  

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

i n d u s t r y ,  b u t  o f  a l l  w a t e r  u s e r  i n d u s t r i e s .

S i n c e r e l y ,

A L A S K A  M I N E R S  A S S O C I A T I O N ,  I N C .

C o - C h a i r m a n ,  I n d u s t r y  W a t e r  U s e r  G r o u p

c s / k e l s o .d r a



Water quality on placer-mining rivers improves
By FR ED  PRATT 

Correspondent
P la c e r  m in e r s  a r c  a d o p tin g  

effe c tiv e  pollu tion  control m e a­
su res . governm en t officials sa id  
h e re  S a tu rd a y , and  th e ir  w ork 
shows in cleaner w ater of A laska's 
rivers.

The com m ents cam e during an 
"agency  session" with s ta te  and 
federal officials at the conclusion of 
the three-day annual p lacer mining 
conference a t A laskaland.

Water . .ality monitoring shows 
a "gene-al trend tow ard Im prove­
m e n t"  on fiv e  I r te r io r  p la ce r-  
m ining stream s, L arry  Dietrick of 
the Alaska D epartm ent of Environ­
m en ta l C onservation  sa id . Only 
th re e  o p e ra tio n s  w ere cited  for 
vlolat.ans, D ietrick added, two for 
se ttling pond problem s and one for 
not following his plan of operation. 
All re sp o n d ed  w ith  c o rre c tio n s  
when notified.

P o in tin g  to  a " s ig n if ic a n t  in­
cre ase "  in use of w astew ater t re a t ­
m ent techniques by m iners, D iet­
rick  sa id  1987 m in e  inspections 
bhowed the following:

•  Mines using full recycling sy s­
tem s and having no d ischarge of 
w astew ater grew  from  five in 1986 
to 31 in 1987.

•  Surveys found 51 m ines using 
a t  least some w ater recycling, up 
from  14 in 1986.

•  Use of tai'ings to filter w as­
tew a te r increased  from  seven in 
1986 to 44 In 1937.

•  Seven m ines now use “ tundra 
filters”  to absorb w astew ater, up 
from  only two last y ea r; and

•  Use of chem ical flocculents to 
d raw  fine se d im e n ts  from  w as­
tew ater grew  from  two operations 
In 1986 to eight In 1987.

D ie tr ic k  s a id  D EC fo un d  no 
mlnc9 operating  without se ttling  
ponds and the num ber found with

vio lations for im proper pond de­
sign or size dropped from  38 to 12.

“ No operations w ere shut down 
for w ater-quality  violations w here 
w e think the  m iner w as working 
within his plan of operation ." Diet­
rick  said . The plan is subm itted by 
the m in er when app 'y lng  for his 
s ta te  p erm it, and s u l e  agencies 
can  change the plan to add specific 
stipu la tions when they g ran t the 
perm it.

A1 Ewing, representing  the feder­
al Environm ental Protection Agen­
cy, said  his agency found a signifi­
c a n t in c re a s e  In the  nu m b er of 
m ines m eeting  federal standards 
for se ttleab le solids.

In 1984, Ew ing sa id , only 39 per­
cent of the m ines Inspected were 
reducing settleable solids to below 
the fed e ra l lim its . In 1985 EPA 
found 42 percent of the m ines In 
com pliance, and in 1986 the figure 
Improved to 55 percent.

In 1187 EPA found 77 percent . f  
the m ines it in spe c ted  m et the 
limits, and Ewing noted tha t state 
o ffic ia ls  found 92 p e rc en t co m ­
pliance. The d ifference betw een 
sta te  and federal figures cam e be­
cause the EPA  officials focused 
testing  on m ines w here they  ex­
p ec ted  to find v io la tions, w hile 
DEC m ade a broader sam ple.

"M y own observation is tha t this 
rep resen ts the result of a  coopera­
tive effort with the mining indus­
t ry ,"  Ew ing sa id . " I t  shows the 
cum ulative effect on the p art of all 
parties to help move this process 
tow ard the point we can  all live 
w ith ."

Settleable solids m easure la rg er 
partic les tha t sink out of w ater over 
a specified tim e, and the standards 
ore am ong the easier w ater quality  
lim its for p lacer m iners to m eet.

M iners say  turbidity s tandards, 
which m easure finer partic les tha t

stay  in suspension even a fte r  se t­
tling pond treatm ent, a rc  all but 
im possib le  to m eet, but E w ing 
note.1' hat EPA does not have e  m a­
jo r  e n fo rce m en t e ffo rt on th a t  
front.

Not all the m iners accepted the 
rosy picture.

Don Stein suggested tha t a  g rea ­
te r  percentage of m ines a re  m eet­
ing EPA standards because more 
m ines a r e  being  c lo sed  by  the 
effects of governm ent regulation. 
Noting tha t Alaska had 700 operat­
ing p lacer mines a few y ears ago 
and has only 200 now, he said  the 
num ber of operating m ines will de­
crease gradually  until there  Is 100 
percent com pliance but only a  very 
lew mines left.

Ewing said  there Is no question 
that there a re  fewer m ines operat­
ing now, and that enforcem ent of 
w a te r q u a lity  reg u la tio n s Is r e ­
sponsible fo r a t least som e of the

decline. “ W e're implementing the 
law  in the m ost reasonable way we 
know how, and tha t can result in a 
few people going out of business," 
Ewing said.

P a t W rightm an of the state Divi­
sion of G ovcrm ental Coordination 
told the group tha t coastal zone 
m anagem ent plan compliance has 
not been a problem  in granting m in­
ing perm its.

In the y ea r ending Sept. 1,1987 
her office g ranted  nine consistency 
findings for p lacer m ines operating 
In coastal zone a re as , and gave 36 
consistency findings with stipula­
tions. Seven p erm it applications 
w e re  w i th d r a w n ,  W rig h tm a n  
added, but none w ere denied.

T he U .S. A rm y C orps of E n ­
gineers, which recently entered the 
p lacer m ining perm it a rena with 
new w etlands regulations, and the 
U.S. P a rk  Service were not rep re ­
sented a t the meeting.
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D E P A R T M E N T  O F  E N V I R O N M E N T A L  C O N S E R V A T I O N  

H B  524 F I S C A L  N O T E  A N A L Y S I S  

'^April 4, 1988)

T h e  f i s c a l  n o t e  i n c l u d e s  f u n d i n g  t o  d e t e r m i n e  m i x i n g  z o n e s  for 

all w a s t e w a t e r  d i s c h a r g e s  in A l a s k a  a s  r e q u i r e d  b y  H B  524. W h i l e  

t h e  D e p a r t m e n t  p r e s e n t l y  i n c l u d e s  m i x i n g  z o n e s  in m a n y  of  t h e  

s t a t e  a n d  f e d e r a l  w a s t e w a t e r  discharcre p e r m i t s  it i s s u e s  o r  

c e r t i f i e s ,  H B  524 m a n d a t e s  t h a t  m i x i n g  z o n e s  b e  i s s u e d  f o r  all 

w a s t e w a t e r  d i s c h a r g e s  a n d  a l t e r s  t h e  s i z i n g  c r i t e r i a .  

C o n s e q u e n t l y ,  n e w  m i x i n g  z o n e s  w o u l d  h a v e  t o  b e  c a l c u l a t e d .  H B  

524 a l s o  m o v e s  t h e  b u r d e n  of p r o v i d i n g  i n f o r m a t i o n  a n d  m i x i n g  

zo n e  c a l c u l a t i o n s  f r o m  t h e  p e r m i t  a p p l i c a n t  t o  t h e  D e p a r t m e n t .

T h e  a n n u a l  c o s t s  a s s o c i a t e d  w i t h  i m p l e m e n t i n g  H B  524 w e r e  d e r i v e d  

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

b e  r e i s s u e d  in e a c h  of t h e  n e x t  fi v e  f i s c a l  y e a r s .  A  n e w  m i x i n g  

z o n e  w o u l d  b e  c a l c u l a t e d  as e a c h  w a s t e w a t e r  p e r m i t  w a s  d u e  for 

r e newal. B e c a u s e  t h e  t e r m  of m o s t  w a s t e w a t e r  p e r m i t s  is fi v e  

years, t h i s  h a s  t h e  e f f e c t  of s p r e a d i n g  the t o t a l  c o s t s  o v e r  a 

f i v e - y e a r  p e r iod. (The d r a w b a c k  t o  t h i s  a p p r o a c h  is t h a t  y e a r s  

w o u l d  p a s s  b e f o r e  m i x i n g  z o nes c o u l d  b e  c a l c u l a t e d  for s o m e  

d i s c h a r g e s .  In t h e  interim, t h e  l e g a l  s t a t u s  of  t h e  p e r m i t s
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a w a i t i n g  d e s i g n a t i o n  of a n e w  m i x i n g  z o n e  w o u l d  b e  u n c l e a r . )  F o r  

p u r p o s e s  o f  p r o j e c t i n g  costs, it w a s  a s s u m e d  t h a t  t h e  n u m b e r  of 

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

l e v e l s .

T o  b e g i n  to i m p l e m e n t  H B  524 in FY 89, a t o t a l  o f  18 n e w  

p o s i t i o n s  w o u l d  be r e q u i r e d  t o  c a l c u l a t e  a m i x i n g  z o n e  for e a c h  

of t h e  724 p e r m i t s  to  b e  r e i s s u e d .  O f  t h e s e  p o s i t i o n s ,  t h r e e  

w i l l  b e  n o n - t e c h n i c a l  s u p p o r t  p o s i t i o n s .  T h e  o t h e r  15 w o u l d  be 

t e c h n i c a l  staff. T h e  t e c h n i c a l  s t a f f  w o u l d  b e  a s s i g n e d  t h e  

f o l l o w i n g  r e s p o n s i b i l i t i e s :

o A s  r e q u i r e d  b y  H B  524, for e a c h  w a s t e w a t e r  d ’ 'charge, t h e

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

p h y s i c a l ,  c h e m i c a l ,  b i o l o g i c a l  a n d  m i x i n g  c h a r a c t e r i s t i c s  of 

t h e  r e c e i v i n g  w a t e r s ;  t h e  u s e s  of t h e  r e c e i v i n g  w a t e r s ;  a n d  

t h e  c h a r a c t e r i s t i c s  o f  t h e  e f f l u e n t .  In m a n y  cases, 

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

site. F o r  m a j o r  d i s c h a r g e s ,  t h e  D e p a r t m e n t  w o u l d  c o n t r a c t  

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

o T h e  n e w  p o s i t i o n s  w o u l d  c a l c u l a t e  d i l u t i o n  a n d  m i x i n g  rates,

a n d  m a t h e m a t i c a l l y  m o d e l  t h e  m i x i n g  of t h e  e f f l u e n t  a n d  

r e c e i v i n g  w a t e r s  to p r e d i c t  p o l l u t a n t  c o n c e n t r a t i o n s  as  a 

f u n c t i o n  of d i s t a n c e  f r o m  t h e  ou t f a l l .  F o r  m a j o r  d i s c h a r g e s  

s u c h  as t h o s e  fr o m  p u l p  m i l l s ,  t h e  b a l l a s t  w a t e r  t r e a t m e n t

2



f a c i l i t y  a t  V a l d e z ,  a n d  o f f - s h o r e  m i n i n g  o p e r a t i o n s ,  

c o m p u t e r  m o d e l s  w i l l  b e  used. F o r  s m a l l e r ,  s i m p l e r  

d i s c h a r g e s ,  s t a f f  w o u l d  h a n d - c a l c u l a t e  m i x i n g  b e h a v i o r .

o F r o m  p r e d i c t e d  p o l l u t a n t  c o n c e n t r a t i o n s ,  t h e  n e w  s t a f f  w o u l d  

d e l i n e a t e  m i x i n g  z o n e s  o n  t h e  b a s i s  o f  t h e  "as s m a l l  as 

p r a c t i c a b l e "  c r i t e r i o n  p r e s c r i b e d  b y  H B  524. T h e  D e p a r t m e n t  

w o u l d  t h e n  d e s i g n a t e  t h e  m i x i n g  z o n e s  in s t a t e  w a s t e w a t e r  

p e r m i t s .  F o r  w a s t e w a t e r  d i s c h a r g e s  p e r m i t t e d  u n d e r  the 

f e d e r a l  w a s t e w a t e r  p e r m i t t i n g  (NPDES) p r o g r a m ,  t h e  

D e p a r t m e n t  w i l l  r e g u e s t  t h a t  t h e  U.S. E n v i r o n m e n t a l  

P r o t e c t i o n  A g e n c y  (EPA) i n c l u d e  t h e  m i x i n g  z o n e s  in t h e  

f e d e r a l  p e r m i t s .

In a d d i t i o n  to che p e r s o n a l  s e r v i c e s  a n d  s u p p o r t  c o s t s  f o r  t h e  

r e q u i r e d  18 n e w  p o s i t i o n s ,  t h e  f i s c a l  n o t e  i n c l u d e s  c o n t r a c t u a l  

f u n d s  in t h e  a m o u n t  of $ 9 5 . 0  for FY 89. T h e s e  f u n d s  w i l l  b e  

n e e d e d  to  s e c u r e  t e c h n i c a l  c o n s u l t a n t  a s s i s t a n c e  in c o l l e c t i n g  

i n f o r m a t i o n  a n d  c a l c u l a t i n g  m i x i n g  z o n e s  f o r  m a j o r  d i s c h a r g e s  to 

m a r i n e  w a t e r s .

A n n u a l  c o s t s  d e c r e a s e  f r o m  FY 89 l e v e l s  as t h e  n u m b e r  of p e r m i t s  

d u e  f o r  r e n e w a l  d e c r e a s e .  W h i l e  n o t  s h o w n  o n  t h e  fi s c a l  note, 

t h e  FY 94 c o s t s  w o u l d  a g a i n  r i s e  to  FY 89 l e v els.

3



The c osts for m i x i n g  zone c a l cula tions could be reduced 

a p p r o x i m a t e l y  by half if the bill were a p plied only to fresh 

waters. This would exclude most  m a j o r  industrial facilities and 

s e a food p r o c e s s i n g  plants.
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(9) HOUSE COMMITTEE REPORT
Da t e  referred: 3/4/87 FURTHER R E F E R R A L S : Finance

R e s o u r c e s
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C o m m i t t e e  has c onsi dered
HB 164

T h e  _____________________________________  _________________________

"An Act relat ing to the oil and gas p r o p e r t i e s  p r o d u c t i o n  tax; and providing 
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ADOPTS: C ] l e t t e r  of intent

ATTACHES HEW F ISCA L N O T E ( s ) : 
[ ] fiscal impact

[ ] zero fiscal note

[ ] zero with a nalysis

SIGNING DO PASS:

[ ] same as p r e v i o u s  fiscal note
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S T A T E  O F  A L A S K A  1 9 8 7  L E G I S L A T I V E  S E S S I O N  

F I S C A L  N O T E

Bill V e r s i o n :  CS HB 1 84

P u b l i s h  D a t e :

Revision Date:__________________________  Agency Affected: Revenue
T i t l e :  A n  a c t  r e l a t i n g  to t h e  oil a nd P R U : A u d i t

o as p r o d u c t i o n  tax.

S p o n s o r :  P u l e s / G o v e r n o r C o m p o n e n t s : Oil £ G as

R e q u e s t o r :  H o u s e  R e s o u r c e s

F y P E N D I T U R E S / R E V E M U E S :  ( M i l l i o n s  o f  D o l l a r s )

I i FY 87 I FY  88  ! FY 8? 1 FY  90 F Y  91 I FY 92

I O P E R A T I N G  1 1 I 1 1 I

| P E P S O N A L  S E P V I C E S  1 1 - i - 1 - -

1 T R A V E L  1 1 -  1 ! - -

I C O N T R A C T U A L  I 1 - 1 1 - -

1 S U P P L I E S  1 I - ! 1 - -

I E Q U I P M E N T  1 1 -  1 1 - -
1 L A N D S  & S T R U C T U R E S  1 1 - 1 1 - -
I G R A N T S ,  C L A I M S  | 1 -  1 - 1 - -

1 M I S C E L L A N E O U S  1 1 - 1 1 - -

| T O T A L  O P E R A T I N G  1 1 -  1 1 - —

I C A P I T A L  ! 1 | _ 1
_

I

| R E V E N U E  1 1 8 8 . 7  I 1 0 8 . 5 1 1 1 7 . 6 11 2. 8 i 1 1 7 . 8

F U N D I N G :  ( T h o u s a n d s  o f  D o l l a r s )

1 G E N E R A L  F U N D  1 1 - 1 1 - 1

I F E D E R A L  F U N D S  1 1 - 1 1 1

1 O T H E R  I 1 - 1 1 - 1

I T O T A L  1 1 - 1 1 - 1

P O S I T I O N S :

1 ' FULL-TIME 1 - 1 - 1 1 - 1

1 P A R T - T I M E  I 1 - 1 1 - 1

! T E M P O R A P Y  1 1 - ! 1 - - 1

ANALYSIS: The above numbers represent the increase in general fund
revenues if this bill becomes law. The bey assumptions are introduction 
of a 55,000,000 scaling factor into the exponent of v...e current ELF formula and 
fixing the value of the Production at the Economic Limit (PEL) at 300 bairels 
per well per day. The production impact from FYOP, through FY2C0F represents 
a cumulative totaT loss. of. 20.9 million barrels.

Prepared By: Chuck Logsdon __________________ _______  Phone: 276-5364
Division: _____Office o r  the Commissioner __________  Date: 3/19/87

Approved by Commissioner: —  '"^ / / ■ ' Date: 3? / /  t
Agency: Revenue /

Distribution (by Agency preparing fiscal note): 
Legislative Finance 
Legislative Sponsor 
Poquestor
Office of Management and Budget 
Impacted Agency(ies) page of
Senate Secretary
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S  T  A T  ti O r  A  I -  A S  K  A

• I r  x  e  a  r

March 3, 1987

hie Fen Gru.ssendorf 
S p e a k e r  cf rhe H o u s e  
A l a s k a  S t a r e  L e g i s l a t u r e  
P . O .  Per. V 
J u n e a u ,  A K  99811

Dear R e p r e s e n t a t i v e  tru:. x .e ne'er f :

L'n.der the r.vthrrity c r art. Ill, sec. ] ?, cf tie A l a s k a  C'cr.- 
.iritu'ion, I am t r a n s m i t t i  v.c ? hi l l  r e l a t i n g  to the oxi and 

p r o p e r t i e s  p r o d u c t i o n  tax The- r.xf.rrry e f f e c t  cf the 
fci ? 1 in to p o s t p o n e  the a p p l i c a t i o n  cr the '' true" e c o n o m i c  
limit f a c t o r  fELF) to “he P r u c h o e  Lav field. T h e  bill a in . 
am e n d s  the eccr.cr.xc l i m i t  fa c t o r  p r o v i s i o n s  arplyir.c to al- 
oil fi e l d s  so. that tir FT F i ~ rot s e n s i t i v e  to c h a n c e s  in 
the v a l u e  ci cil.

E x i s t x n y  AS 43.53.0*? 'a) p r o v i d e s  th a t  an oil p r o d u c e r  m u s t  
c a l c u l a t e  its p r o d u c t i o n  (rp’Trr.r.cc:) tax by m u l t i p l y i n g  the 
n o m i n a l  rare c a l c u l a t e d  u n d e r  A S  43 . 33 . f T 1 fb) and (c) by the 
ecororic: l i m i t  'actor d e t e r m i n e d  a n ier A.S 43.55.013. The 
FIF is a f o r m u l a  that has rho e f f e c t  o f  r e c u c i n g  the s e v e r­
ance tax rate. In 1981, the l e g i s l a t u r e  m a d e  several, 
c h a n g e s  in cil and gas taxes* the i n c o m e  tax was c h a n g e d  tc 
s u b s t i t u t e  m o d i f i e d  a p p o r t i o n m e n t  for s e p a r a t e  a c c o u n t i n g ;  
the n o m i n a l  ra r e  or the s e v e r a n c e  tax was i n c r e a s e d  for scire 
fields; and the a p p l i c a t i o n  ox the E L F  tc a l e a s e  or p r o p e r­
ty w i t h  an FT. F o f  m o r e  than . J war cuxpenc.ec u n t i l  a f t e r  
that l ease or p r o p e r t y  had b e e n  in c o m m e r c i a l  p r o d u c t i o n  zor 
xli years. Ch. 11b, S L A  1981. Fir p e n s i o n  cf a p p l i c a t i o n  n r 
the FIF was a c c o m p l i  .-died by p r o v i d i n g  t h a t , if the EI.F 
m o r e  than . , th e n  the ELF was e c r s i c e r e d  to be "cue." 
AS 43.55 .Clh iL-) 13). Thu?, w h e n  m u l t i p l y i n g  the s e v e r a n c e  
tax ra t e  by the EI.F, <-he full a m o u n t  of the tax is the j rel ­
uct.

On l y  the P r u d h o e  Bay and I.inhurre .ields c u r r e n t l y  h a v e  an 
ELF c r e a t o r  t h a n  .". T h e  L i s b u r n e  ELF is e x p e c t e d  to fall 
b e l o w  .7 a f t e r  fi s c a l  y e a r  1988, but the P r u d h o e  Bay E L F  i; 
e x p e c f  -v. tc r e m a i n  a L o u t  .7 for a n u m b e r  o f  y e a r s . F r u d h c o  
Bay w,... h a v e  b'.c” ; *- r r o r u c t i c r  for 10 y e a r s  in June, 19x 7; 
thus, a b s e n t  an a m e n d m e n t  tc ?£ ''3.35.015(b) (3), the "true" 
EI.F, as c a l c u l a t e d  u n d e r  AS 4 3 . 53 . C 13 (b) (3) , w i l l  b e g i n  to 
a p p l y  to that l ieId ut t h a t  time.
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The fiscal note on the 1981 legislutier. riir? not include prc- 
•'cct’rr? bey end FY 1985, but nr. ur.a.ly uis ky tie Legislative 
Finance Livijirr. showed that applicatjor c r 1! c "true" ELF 
prevision would i.-ru-v- -fete reverve to fall precip itously ir. 
FY 1998. Governor Earrcrc roled this possibility, but e > - 

pressed '’lull c o m i c  tree ir. the ability o ' 1 he l£:c? '• Jature 
to deal at that time" with uuverse re”e:ne c o n s e q u e n c e s , 
thcrJ r they rrcve tc be serious. G taverner, l c: Ccverr.cr
darr.cr.d ,.n signing FCCSSB 524 tch. 11 r , r:.A ISol) ; see Ju- 

J, , 1981 press release oil and r?r lecielaticn, fourth 
p a g e .

A p p l i c a t i o n  cf the "true" ELF to P.udhor T : ’ v r v l d  r e s u l t  in 
s r r i o u s  c o n s e q u e n c e s  for the s t ate in the c o r i n g  fi s c a l  
year: s t ate s e v e r a n c e  c c i l c c t _ c n c  v.oulc be r e d u c e d  b y  c w i *
15 p e r c e n t ,  -i d r v  I — 5 r e v e n u e  w o u l d  fall b y  ? c ? ,fr.r,.or 0 
(already accoui.to for :r the o f f i c i a l  "mean" f o r ecast). 
S e c t i o n  1 of  the cits'"hod bi l l  w o u l d  p r e v e n t  this p r e c i p i­
tous d e c l i n e  _u i e v e r u e  by a m e n d i n g  A S  4 J . 5 5 . f 12 ,h ) <?) to 
i. el a y  the a p p l i c a b i l i t y  cr the true F T "  to P r u d h o e  B a y  for
in r d r - f i r r a ]  five years. S e c t i o n  1 of tie L i l t  al s o  m a k e s
a ccnicrr.ir.g a m e n d m e n t  to PS 43 . 55. f 11 'b) '2) a n d  (4). Sc
-cr.g as the "true" ELF uo e s  net -l-p1-?' s e v e r a n c e  tax
rate r i l l  be the f u n  r5 p e r c e n t  ci v a l u e ,  or i.SO a b a r r e l ,
'.whichever is area t e r . .rubieci tc tit a d j u s t m e n t  in AS 43.-
5 5 . e r r .

The t i l l  al s o  c h a n g e s  the E L F  p r o v i s i o n s  fcr ail o i l  fields 
tc r e m o v e  the s e n s i t i v i t y  o f  the ELF to p r i c e  r ] uctuaticr.s.
A n  e l e m e n t  of  the ELF oc.lcvle + ior is the "PET,," or " p r o d u c­
tion at the e c c r c r i c  l i m i t . "  T h e  PEL r e p r e s e n t s  the n u m b e r  
of b a r r e l s  a p r o d u c e r  m u s t  p r o d u c e  in o r d e r  to r e c o v e r  the 
•.cats c f  p r o d u c t i o n .  C u r r e n t l y ,  the PEL is p r e s u m e d  tc he 
j',r. h a r m 1 s p e r  we l l  p e r  day, but the -.nipayer m a y  r e b u t
thi^ p r e s u m p t i o n  at  a hear.ira b e f o r e  the Ecparviuent of  R e v e­
nue. A t  the h e a r i n g ,  the PET- w c u ' d  hr r? 1cv3 a ted by d i - i d -  
ir.r the. c o b L  of p r o d u c t i o n  ir.tc the v s i u l  of tie oil. 
PS 4 3 . 5 5 . 0 1 3  (d). If the p r i c e  cf oil crop:., the p r o d u c e r  
may Lt ab l e  to p r o v e  an e n t i t l e m e n t  tc a P E L  ir. r.:x«;i.> cf
100 bar r e l s ;  if so, the E l F  for fhrt p r o d u c e r  w i l l  go down.
Thus, if p r i c e s  fc.fl e r a s  r.rcaiiy, the s t ate l oses is-verar.ee 
tax r e v e n u e  re: c r.ly Lt c a u s e  the s e v e r a n c e  tax i. a p p l i e d
a g a i n s t  a l ower v a l u e  ci c_i, b u t  al.-c- b e c a u s e  the s e v e r a n c e  
tc,-:: ra t e  r.trelf r o c s  d o w n  as the re s u l t  c~ a. P E L  he a r i n g .  
E a r l i e r  ir 1986 , b e c a u s e  o f  lev: prices., w e  w e r e  f a c e d  w i t h  
"he. p m  a i L i i i t y  t h a t  the s t a t e  m i g h t  ;uj:rer £rcn this d o u b l e  
r e d u c t i o n  in sever a :.l l  tun. rc-vf-rue.
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lion. Hen Grur.r.orccr f Pace 3

Ceoti.cn 2 o f  t h e  a t t a c h e d  b i l l  d e a l s  v i c h  - h a t  p r o b l e m  bv 
rcnr-e1 ircr the p o r t i o n  o f  e x i s t i n g  l a v  t h a t  p r o v i d e s  for a 
h e a r i n g  V  c h a n g e  th e PEL. T h e  FFT i - ♦ h e n  >imply s e t  at 
_ i C b a r r e l s  p e r  d a y . A s  a r e s u l J‘, thf F T P  K i l l  b e  s e n s i t i v e  
tr rh-r.cu.r. in t h e  sii.cunt c f  p r o d u c t i o n , b u t  V/ill nc  l o n g e r  
b e  s e n s i t i v e  tc f } uc tivtixi;: in p r i c e  ci lie c o s t s  ci p r o ­
d u c t i o n  . b e e t  tor. 1 cr  t h e  b i l l  r e n e a l s  tv/o s o b s e c t  ’ rr.r. i:. 
AC 4 3 .‘is. i-1 ; c t i l i r v  t**th t h e  tv r e l e m e n t s  r.e th e  h e e r i r t  : 
c o s t s  a n d  v a l u e s .  T h e m  c > ; nge,- to n o t  a p p l y  to the p r c c u C -
ti''n c ■ gas.

1 urge ycur early
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S T A T E  O F  A L A S K A  

D e p a r t m e n t  o f  R e v e n u e

P e t r o l e u m  R e s e a r c h  S e c t i o n

if- F e b r u a r y  27, 1937

To:

F r o m :

V i n c e n t  L). W r i g h t ,  C h i e f  o f  R e s e a r c h

C h a r l e s  L o g s d o n ,  P e t r o l e u m  E c o n o m i s t

S u b j e c t :  M o r e  E L F

P e r  y o u r  r e q u e s t ,  I h a v e  e x a m i n e d  t h e  r e v e n u e  a n d  p r o d u c t i o n  

i m p a c t  o f  e x t e n d i n g  t h e  10 y e a r  p e r i o d  d u r i n g  w h i c h  t h e  E L F  is 

s u b j e c t  to t h e  .7 or g r e a t e r  t e s t  to 15 y e a r s  a n d  f i x i n g  t h e  

v a l u e  o f  t h e  P r o d u c t i o n  at t h e  E c o n o m i c  L i m i t  ( P E L )  at 3 0 0  

b a r r e l s  p e r  w e l l  p e r  da y .  P r u d h o e  D a y  a n d  L i s b u r n e  a r e  t h e  

f i e l d s  c u r r e n t l y  p r o d u c i n g  w i t h  a c a l c u l a t e d  E L F  g r e a t e r  t h a n  .7 

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

s e v e r a n c e  t a x  law. O n  a v e r a g e ,  t h e  c a l c u l a t e d  E L F  f o r  P r u d h o e  is 

n o t  e x p e c t e d  to f a l l  b e l o w  0 . 7  o v e r  t h e  n e x t  5 y e a r s .  W e  e x p e c t  

t h e  L i s b u r n e  E L F  to f a l l  b e l o w  0 . 7  in F Y  1 9 8 9  a n d  s u b s e q u e n t  

y e a r s .

B y  s e t t i n g  the P E L  at 30 0 ,  t h e  E L F  n o  l o n g e r  w o u l d  b e  s e n s i t i v e  

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

t o t a l l y  d e p e n d e n t  on p e r  b a r r e l  p r o d u c t i v i t y  f o r  a p r o d u c i n g  

l e a s e  o r  p r o p e r t y .  O v e r  t h e  n e x t  5 y e a r s  a s  P r u d h o e  B a y  

p r o d u c t i o n  b e g i n s  to d e c l i n e  t h e  o n l y  r e a s o n  f o r  an E L F  l e s s  t h a n  

0 . 7  w o u l d  b e  if a s i g n i f i c a n t l y  g r e a t e r  t h a n  e x p e c t e d  n u m b e r  o f  

a d d i t i o n a l  w e l l s  w e r e  d r i l l e d .  F o r  e x a m p l e  w e  c u r r e n t l y  e x p e c t  

P r u d h o e  to p r o d u c e  on a v e r a g e ,  0 . 9 8 4  m i l l i o n  b a r r e l s  p e r  d a y  in 

1 9 9 2  f r o m  4 6 5  w e l l s  p r o v i d i n g  an E L F  o f . 7 9 1 1 .  If t h i s  s a m e  a m o u n t  

o f  o i l  w e r e  p r o d u c e d  f r o m  7 0 5  w e l l s ,  t h e  E L F  w o u l d  b e  e q u a l  to 

. 6 9 0 6 .

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

i m p a c t  o f  e x t e n d i n g  t h e  E L F  t i m e  l i n e  to 15 y e a r s  a n d  f i x i n g  t h e  

v a l u e  o f  P E L  at 300 .  T h e s e  r e s u l t s  art; g e n e r a t e d  b y  the D O R  

r e v e n u e  s i m u l a t i o n  m o d c L  u s i n g  t h e  D e c e m b e r  1 9 8 6  i n p u t  

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

j;eriorat.ed is that there is almost no average expected effect on 

N o r t h  S l o p e  p r o d u c t i o n .
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' State of Alaska 
MEMORANDUM

Office of the Governor
Division of Policy

P.O. Box AM, Juneau, AK 99811 
Tel. 465-3568 /  Mail Stop 0164

TO: Rep. Drew Pearce DATE: 19 March 1987

FROM:Gregg Erickson 
Senior Economist

SUBJECT: Shares of Alaska Oil Revenue.

I have enclosed OMB's most recent (April 11, 1986) analysis 
o f the shares of net revenue from oil production and transportation 
in Alaska during the FY 82-85 period. Oil industry Alaska profits 
over this 4-year period (net o f  capital charges, costs, royalties 
and taxes) totaled $22,103 million.

The profits earned in A laska can be compared with the $6 
billion in oil industry invested in Alaska over the same period. 
Testimony of Harold Heinze, House Finance transcript, April 12, 
1985, p. 130.

T have also provided copies of our correspondence with Exxon 
reg rding the "shares" analysis.

cc: Rep. C o t t e n
M a r y  H a l l o r a n



S T A T E ,  F E D E R A L  A N D  IN D U S T R Y  S H A R E S  O F  A L A SK A  O I L  
R E S O U R C E  I N C O M E :  F I S C A L  1 9 8 2-:9 85  

(millions o f dollars except as noted)

F iscal
y e a r
1982
1983
1984
1985

[1] [2] [3"j [ 4 ] [5 ] [6 ] [7] [8 ]
S e v e r . T o ta l T o ta l T o ta l W in d fa l l

T o ta l S ta te C o n s e r . P ro p . O p e r . T o ta l A c q u is . P r o f i t s
R e v e n u e  R o y a l ty ta x tax C o s t s D e p r e c . C o s t s  ■ T a x
SI 6,456 $1,553 $1,581 $276 $940 $602 $1 $2,018
$15,470 $1,448 $1,494 $307 S I ,101 $780 $1 $1,018
$14,955 $1,409 $1,393 S358 $ 1 2 5 9 $998 $1 $412
$15,136 $1,390 $1,389 $397 $1,449 $1,093 $1 $70

[9] [1 0 ] [1 1 ] [1 2 ] [1 3 ] [1 4 ] [15] [1 6 ]
S ta te C o r p .

U n c a p . T a x a b le P e tro l F e d e r a l
F i s c a l I n t e r e s t  E x p l o r e .  A d m in . O th e r T o ta l N e t In co m e T a x a b le
Y e a r E x p e n s e C o s t s C o s t s D e d u c s .D e d u c s .  I n c o m e T ax I n c o m e
1982 $721 $191 $236 $149 $ 8 2 6 8 $8,188 $669 $7,519
1983 $676 $204 $252 $142 $7,423 $8,047 $236 $7,811
1984 $614 $219 $265 $136 $7,064 $7,891 $265 $7,626
1985 $566 $234 $278 $130 $6,997 $8,139 $169 $7,970

[17] [18 ] [1 9 ] [20] [2 1 ] [22] [2 3 ]
F e d e ra l Oil T o ta l

C o r p . I n d u s t r y T o ta l S ta te -— S h a r e  o f  Oil I n c o m e - —
F i s c a l In c o m e A la sk a F e d e r a l T ax  &
Y e a r T a x P r o f i t s T a x R o y a l ty S ta te F edera l I n d u s t r y
1982 $2,098 $5,421 $4,116 $4,079 30% 30% 40%
1983 $2,140 $5,671 $3,158 $3,485 28% 26% 46%
1984 $2,242 $5,384 $2,654 $3,425 30% 23% 47%
1985 $2,343 $5,627 $2,413 $3,345 29% 21% 49%

SO URCES AND FORMULAS -
Colum n [1]: Vincent Wright, chief o f  research, to Mary Nordale, Commissioner 

o f  Revenue, Memorandum o f  October 31 ,1985 , Table 3.
C olum ns [2] & [3]: January 1986 D O R  Revenue Sources, p. 39.
C olum ns [4] to [12]: Vincent Wright, loc. cit.
C olum n [13]: sum  o f  columns [2] through [12]
Colum n [14]: column [ 1 ] - column [13]
C olum n [15]: Revenue Sources, p. 39.
C o lu m n [16]: c o lu m n [1 4 ] - c o l u m n [15].
Colum n [17]: column [16]*  ( production-weighted average tax rate -  1982 = 279;

1983 = .174^1984 = .294; 1985 = .294). C om pany effective 
rates [0^82-84 from R. Mclntire and II. Folen, "Corporate Income 
Taxes in the Reagan Years," O c t  1984, pp. 32-36; '85 estimated by OMB. 

C olum n [18]: column [16] - column [17].
Colum n [19]: column [8] + column [17].
C olum n [20]: sum of columns [2], [3], [4], and [15].
C olum n [21]: (column [18])/(sum o f  columns [18], [19], and [20]).
C olum n [22]: (column [19])/(sura c f  columns [18], [19], and [20]).
C o lum n [23]: (column [20])/(sum o f  columns [18], [19], and [20]).

O ff ice  o f  M a n a g e m e n t  a n d  B u d g e t  
D iv is io n  o f  S t ra te g ic  P la n n in g  
r e v i s e d  A p r i l  11, 1986
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No. 1 
HB 164 
3/4/87

R e v e n u e  Impact of Extend5 (Million S)

Fiscal Delta Delta

Year 30S Mean

1987 0 0

1988 76. 73 96. 26

1989 91. 95 113.06

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 6.5 6

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

Page 2 of 3
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^  I'rniiuc t i o n  I m p a c t  of Kxtenclfj ( M i l l i o n  b b l s / y r )

F i s c a l  P r u d h o e  M i l n e  W e s t  O t h e r  O t h e r

Y e a r  h n y  K u p n r u l r  P o i n t  K n d i c o t t  L i s b u r n e  S a b  O n s h o r e  O f f s h o r e  T o t a l

1 9 0 7 0 0 0 0 - . 0 1 0 0 0 - . 0 1

1 9 0 0 - . 7 7 - . 1 2 - . 0 4 - . 0 2 - . 0 2 0 0 0 - . 9 7

1 9 0  0 -  .  6 9 - . 1 2 - . 0 7 - . 0 4 - . 0 3 0 0 0 - . 9 5

1 9 9 0 .  6 - .  1 2 - .  1 1 0 .  0 3 0 0 0 - . 8 6

1 9 9 1 - . 5 7 - . 1 1 - . 1 5 -  .  0 3 -  „ 0 5 0 0 0 - . 9 1

! 9 9 2 -  .  5 2 - . 1 - .  1 5 - . 0 6 - . 0 5 0 0 0 - . 8 8

1 9 9 3 - . 4  9 - . 0 9 - .  1 4 - . 0 3 - . 0 6 0 0 0 - .  R 4

1 9 9 4 - . 4  4 - . 1 1 - .  1 4 - . 0 4 - . 0 7 0 0 0 - . 8

1 9 9 5 - . 3 9 1 o -
J

- . 0 9 - . 0 5 - . 0 5 0 0 0 - .  6 5

1 9 9 6 - . 3 5 - . 0 6 - . 1 2 - . 0 5 - . 0 5 0 0 0

c
c

t
o1

1 9 9 7 - . 3 2 - . 0 0 . 0 1 - . 0 4 - . 0 6 0 0 0 - . 4 9

1 9 9 0 - . 4 3 - . 0 5 . 0 3 - . 0 3 - . 0 9 0 0 0 - . 5 7

1 9 9 9 - . 2 5 - . 0 4 .  0 2 - . 0 1 - . 0 2 0 I o r
o

0 - . 3 2

2 0 0 0 - . 2 2 - . 0 3 - . 0 2 - . 0 1 - . 0 3 0

CN3
o

0 - . 3 3

2 0 0  1 - . 2

n01

.  0 2 0 - . 0 2 0 - . 0 2 0 - . 2 5

2 0 0 2 - . 1 0 i o r
o

. 0 1 0 - . 0 2 0 - . 0 2 0 - . 2 3

2 0 0 3 - .  1 6 - . 0 1 - . 0 1 0 - . 0 1 0 - . 0 1 0 - . 2

2 0 0 4 - . 1 9 0 .  0 4 0 - . 0 1 0 -  . 0 1 0 - . 1 7

2 0 0 5 -  .  1 3 . 0 1 .  0 4 0 0 0 - . 0 1 0 -  .  0 9

0
0

T o t a l  - 0 . 9  - 1 . 1 5  - . 0 7  - . 4 4  - . 6 8  0  - . 1 1  0  - 1 0 . 1 5

Pa
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S T A T E  O F  A L A S K A

D e p a r t m e n t  o f  R e v e n u e

P e t r o l e u m  R e s e a r c h  S e c t i o n

Februa ry 27, 1087

To: V i n c e n t  D. W r i g h t ,  C h i e f  o f  k e s e a r c h

F r o m :  C h a r l e s  L o g s d o n ,  P e t r o l e u m  E c o n o m i s t

S u b j e c t :  M o r e  E L F
■m.

P a r  yo t  r e q u e s t ,  I h a v e  e x a m i n e d  t h e  r e v e n u e  a n d  p r o d u c t i o n  

i m p a c t  o f  e x t e n d i n g  t h e  10 y e a r  p e r i o d  d u r i n g  w h i c h  t he E L F  is 

s u b j e c t  to t h e  .7 or g r e a t e r  t e s t  to 15 y e a r s  a n d  f i x i n g  t h e  

v a l u e  o f  t h e  P r o d u c t i o n  at t he E c o r ^ m i c  L i m i t  ( P E L )  at 3 0 0  

b a r r e l s  p e r  w e l l  p e r  day. P r u d h o e  R a y  a n d  L i s b u r n e  a r e  the 

f i e l d s  c u r r e n t l y  p r o d u c i n g  w i t h  a c a l c u l a t e d  E L F  g r e a t e r  t h a n  .7 

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

s e v e r a n c e  t a x  law. O n  a v e r a g e ,  t h e  c a l c u l a t e d  E L F  f o r  P r u d h o e  is 

n o t  e x p e c t e d  to f a l l  b e l o w  0 . 7  o v e r  t h e  n e x t  5 y e a r s .  W e  e x p e c t  

t h e  L i s b u r n e  E L F  to f a l l  b e l o w  0 . 7  in FY 1 9 8 9  a n d  s u b s e q u e n t  

y e a r s .

B y  s e t t i n g  t he P E L  at 300, t h e  E L F  no l o n g e r  w o u l d  be s e n s i t i v e  

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

t o t a l l y  d e p e n d e n t  on p e r  b a r r e l  p r o d u c t i v i t y  f o r  a p r o d u c i n g  

l e a s e  o r  p r o p e r t y .  O v e r  t h e  n e x t  5 y e a r s  as P r u d h o e  B a y  

p r o d u c t i o n  b e g i n s  to d e c l i n e  t h e  o n l y  r e a s o n  f o r  an E L F  l e s s  t h a n

0 . 7  w o u l d  b e  if a s i g n i f i c a n t l y  g r e a t e r  t h a n  e x p e c t e d  n u m b e r  o f  

a d d i t i o n a l  w e l l s  w e r e  d r i l l e d .  F o r  e x a m p l e  w e  c u r r e n t l y  e x p e c t  

P r u d h o e  to p r o d u c e  on a v e r a g e ,  0 . 9 8 4  m i l l i o n  b a r r e l s  p e r  d a y  in 

1 9 9 2  f r o m  4 6 5  w e l l s  p r o v i d i n g  an E L F  o f . 7 9 1 1 .  If t h i s  s a m e  a m o u n t  

o f  o i l  w e r e  p r o d u c e d  f r o m  7 0 5  w e l l s ,  t h e  E L F  w o u l d  be e q u a l  to 

. 6 9 0 6 .

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

i m p a c t  o f  e x t e n d i n g  t he E L F  t i m e  l i n e  to 15 y e a r  a n d  f i x i n g  the 

v a l u e  o f  P E L  at 3 0 0 .  T h e s e  r e s u l t s  a r e  g e n e r a t e d  by the D O R  

r e v e n u e  s i m u l a t i o n  m o d e l  u s i n g  tne D e c e m b e r  1 9 8 6  i n p u t  

a s s u m p t i o n s .  T h e  m o s t  s i g n i f i c a n t  r e s u l t  o t h e r  t h a n  the r e v e n u e s  

g e n e r a t e d  is t h a t  t h e r e  is a l m o s t  no a v e r a g e  e x p e c t e d  e f f e c t  on 

N o r t h  S l o p e  p r o d u c t i o n .
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Analys 1 s

This bill w o u l d  c h a n g e  the oil p r o d u c t i o n  tax by a l t e r i n g  the f o r m u l a  

for c a l c u l a t i n g  the e c o n o m i c  l i m i t  fact o r  (ELF) a n d  m a k i n g  the c a l c u l a t e d  

v a l u e  of EL F  a p p l y  to the tax r a t e  in all i n s t a n c e s .  The c h a n g e  ir, 

f o r m u l a  r e s u l t s  in a v a l u e  for ELF w h i c h  is h i g h e r  or l o w e r  than 

c u r r e n t l y  c a l c u l a t e d  d e p e n d i n g  upo n  w h e t h e r  an oil f i eld p r o d u c e s  m o r e  or 

less t h a n  8 0 , 4 3 6  B b l s / O a y .  A p p l y i n g  the c a l c u l a t e d  v al u e  of ELF in all 

i n s t a n c e s  r e s u l t s  in a l o w e r  e f f e c t i v e  tax rate f or fields p r o d u c i n g  less 

than 8 0 , 4 3 6  b b l s / d a y  a nd for f i elds w h i c h  h ave an ELF equal to or g r e a t e r  

t han .7 a n d  w h i c h  will h a v e  bee n  in p r o d u c t i o n  less t h a n  10 y e ars upon 

the e f f e c t i v e  d a t e  of t he bill. The e f f e c t i v e  tax r ate w ill i n c r e a s e  for 

t h o s e  f i e l d s  w h i c h  p r o d u c e  m o r e  t h a n  8 0 , 4 3 6  b/d, a n d  w h i c h  hav e  b e e n  in 

p r o d u c t i o n  m o r e  than 10 y e a r s .  U n d e r  c u r r e n t  law, t he ELF is set to 1.0 

w h e n  a f i e l d  has b e e n  in p r o d u c t i o n  less tha n  10 y e a r s  and has a 

c a l c u l a t e d  ELF g r e a t e r  tha n  or equal to .7, o t h e r w i s e  the c a l c u l a t e d  ELF 

a p p l i e s .  P r u d h o e  Bay b e c a u s e  of its Immense size a n d  p r o d u c t i v i t y  is in 

this c a t e g o r y  of oil f i e l d s .  P r u d h o e  Bay b e g a n  p r o d u c t i o n  in 1977 so 

u n d e r  c u r r e n t  l aw the p r o d u c t i o n  tax rate is s c h e d u l e d  to fall in FV 1 988 

s i n c e  an E L F  less tha n  1 .0 w ill be a p p l i e d  to the n o m i n a l  tax rate. This 

bill w o u l d  a p p l y  an ELF m u c h  g r e a t e r  than that c a l c u l a t e d  u nd e r  the 

c u r r e n t  f or m u l a .  As a r e s u l t  t.ie tax rate on P r u d h o e  Bay will d e c r e a s e  

onl y  a small a m o u n t  i" rv 1988 a nd beyond, so that tax r e v e n u e s  for 

P r u dh o e  B a y  will i n c r e a s e  o v e r  t he c u r re n t  p r o j e c t i o n s .



T h e  R e v e n u e  I m p a c t s  e s t i m a t e d  1n this fiscal note a r e  f or the 30 

p e r c e n t  c a s e . T h e  e f f e c t  of this bill w as a n a l y z e d  u s i n g  the P e t r e v  

m o d e l .  The p r o d u c t i o n  e f f e c t  Is b a s e d  on the c h ange 1n t h e  a v e r a g e  

e x p e c t e d  p r o d u c t i o n  f r o m  t he N o r t h  S l o p e  o 11 fields u s i n g  t he e c o n o m i c  

f e a s i b i l i t y  s u b r o u t i n e  of t h a t  m o d e l .  The actual r e a l i z e d  p r o d u c t i o n  

I m pact could be m u c h  l a r g e r  or s m a l l e r  1f a s su m p t i o n s  o t h e r  t h a n  tax rat e  

w e r e  c h a n g e d  I.e. p r i c e ,  h o w e v e r  s e v eral Issues are s u g g e s t e d  by t h e s e  

results. The f i r s t  is that the e f f e c t  of the tax on f e a s i b i l i t y  g i v e n  

the P e t r e v  O e c e m b e r  oil p r i c e  ,>sumptions does not a p p e a r  l a r g e  s i nc e  

P r u d h o e  Bay p r o d u c e s  45 m i l l i o n  bbls. e v e r y  month. S e c o n d  th e  m a j o r  

I m p acts on p r o d u c t i o n  w o u l d  o c c u r  1n P r u d h o e  Bay, K u p a r u k  a rd W e s t  Sak 

Sands. This o c c u r s  b e c a u s e  of t he i m pact on e n h a n c e d  r e c o v e r y  for 

P r u d h o e  and K u p a r u k ,  and b e c a u s e  of t he m a r g i n a l  e c o n o m i c s  a nd p r o d u c t i o n  

c h a r a c t e r i s t i c s  of W e s t  S ak ( s i g n i f i c a n t  p r o d u c t i o n  b ut a v e r y  l a rge 

n u m b e r  of w e l l s ) .

P r o d u c t i o n  E f fect

FY 1987 - FY 2000

F i e l d

P r u d h o e  Bay 

K u p a r u k  

H 1 l n e  I’t. 

E n d l c o t t  

L 1 s b u r n e  

W e s t  Sak 

O t h e r  O n s h o r e  

O t h e r  O f f s h o r e

A v e r a g e  E x p e c t e d  

P r o d u c t i o n  E f f e c t

-22.37 m i l l i o n  bbls. 

-15.72 m i l l i o n  bbls.

3.3 ml 11 Ion b b l s . 

-1.45 ml 11 ion b b l s .

-.67 mi 11 ion b b l s . 

-15.97 m i l l i o n  bbls.

6.85 mi 11 Ion b b l s .

.47 mi 11 ion bbls.

T O T A L -45.56 mil 1 1on bbls.

‘En h a n c e d  R e c o v e r y  E f f e c t
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D e c e m b e r  3, 1 9 8 6

E L F  p r e s e n t a t i o n  

f o r  t h e  T a x  

C o m m i  11 ee

P e r  y o u r  r e q u e s t ,  e n c l o s e d  is t h e  l a t e s t  d r a f t  o f  m y  p r e s e n t a t i o n  

o n  t h e  E L F  f o r  t h e  j o i n t  T a x  C o m m i t t e e  m e e t i n g  D e c e m b e r  4, 1 9 8 6 .  

W e  h a v e  e s s e n t i a l l y  u p d a t e d  t h e  a n a l y s i s  p r e p a r e d  f o r  t h e  

c a n c e l l e d  O c t o b e r  15, 1 9 8 6  m e e t i n g  u s i n g  t h e  a s s u m p t i o n s  

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

U n f o r t u n a t e l y ,  d u e  to t h e  s e v e r e  t i m e  c o n s t r a i n t  in p r e p a r i n g  

t h i s  u p d a t e d  a n a l y s i s ,  " m i n o r "  r e v i s i o n s  in t h e  n u m b e r s  m a y  b e  

n e c e s s a r y .  A s  y o u  w i l l  n o t i c e ,  t h e  n e w  i n p u t  a s s u m p t i o n s  do n o t  

m a t e r i a l l y  c h a n g e  t h e  o r i g i n a l  a n a l y s i s .

02-00) A(F«V 10-84)
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A N A L Y S I S  O F  E L F  A L T E R N A T I V E S

S t a t e  o f  Alaslca 

D e p a r t m e n t  o f  R e v e n u e  

D e c e m b e r  4, 1 9 8 6



Tile E f f e c t  o f  F o u r  P o s s i b l e  C h a n g e s  i n  t h e  E L r  o n  S t a t e  o f  

A l a s k a  S e v e r a n c e  fa:; R e v e n u e s

l'he p u r p o s e  o f  t h i s  b r i e f  n o t e  is t o  e N a i m  n o  r ]j e e f f e c t  of  

chanii l ni> t h e  r e l a t i o n s h i p  o f  t h e  E c o n o m i c  L i m i t  F a c t o r  ( E L F 1 to 

S t a t e  o f  A l a s k a  S e v e r a n c e  t a x e s .  T h e  E L F  is a n u m b e r  w i t h  s v a l u e  

o f  b e t w e e n  z e r o  a m i  o n e  w h i c h  is m u l t i p l i e d  b y  t h e  n o m i n a l  

s e v e r a n c e  ta:; r a t e  o r  t h e  c e n t s  p e r  b a r r e l  t a x  f l o o r  t o  r e d u c e  

t h e  s e v e r a n c e  t a x e s  p a i n  a s  a n  o i l  o r  g a s  p r o d u c i n g  l e a s e  

a p p r o a c h e s  i t s  e c o n o m i c  b r e a k e v e n  p o i n t .  T h i s  a n a l y s i s  w i l l  

s p e c i f i c a l l y  e x a m i n e  h o w  c h a n g e s  in t h e  a p p l i c a t i o n  o f  t h e  E L r  

a n d  in t h e  E L F  i t s e l f  i m p a c t  o i l  r e v e n u e s  a n d  p r o d u c t i o n .  T h e  

f o c u s  w i l l  b e  o n  t h e  N o r t h  S l o p e .  C o o k  I n l e t  p r o d u c t i o n  w i l l  b e  

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

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

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

e x p e n s i v e  o f f s h o r e  p r o d u c t i o n  f a c i l i t i e s .

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

i n v e s t i g a t e d .

1. E l i m i n a t e  a p p l i c a t i o n  o f  t h e  E L F  to t h e  c u r r e n t  $ . 8 0  p e r  

b a r r e l  t a x  f l o o r .

2. C h a n g e  t h e  E L F  f o r m u l a  to o n e  s i m i l i a r  to t h a t  p r o p o s e d  

in H B 5 4 5  a n d  m o d i f i e d  b y  O M B  in w h i c h  t h e  e x p o n e n t  is 

m o d i f i e d  to r a i s e  t h e  t a x  r a t e  o n  f i e l d s  w i t h  t o t a l  

f i e l d  p r o d u c t i v i t y  in e x c e s s  o f  r o u g h l y  1 0 0 , 0 0 0  b a r r e l s  

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

l e s s  t h a n  t h i s  a m o u n t .

:l. E s t a b l i s h  a n e w  s e v e r a n c e  t a x  f l o o r  a t  $ 1 . 5 0  n o t  subject: 

to t h e  E L F  a n d  i n d e x  it f o r  i n f l a t i o n .

4. E l i m i n a t e  t n e  E L F  e n t i r e l y .

T h e s e  h y p o t h e t i c a l  c h a n g e s  in t h e  s e v e r a n c e  t a x  l a w  a r e  a n a l y s e d  

u s i n g  t h e  D e p a r t m e n t  o f  R e  v e n u e  P e t r o l e u m  R e v e n u e  F o r e c a s t i n g  

S i m u l a t i o n  M o d e l .  A i l  a s s u m p t i o n s  c o n c e r n i n g  o i l  p r i c e s ,  

t r a n s p o r t a t i o n  c o s t s ,  a n d  m a r k e t  d e l i v e r i e s  a r e  t h e  s a m e  as w e r e  

u s e d  in p r e p a r i n g  t h e  D e p a r t m e n t ’s D e c e m b e r  1 9 8 6  f o r e c a s t  o f  

p e t r o l e u m  p r o d u c t i o n  r e v e n u e s .



T h e  s i m u l a t i o n  m o d e  I is u s e d  b e c a u s e  it c a n  s h o w  t h e  c h a n g e s  in 

a v e r a g e  e x p e c t e d  r e v e n u e s  a n d  o i l  p r o d u c t i o n  d u e  to a c h a n g e  in 

t h e  t a x  l a w  o v e r  a w i d e  r a n g e  o f  p r i c e  a n d  t r a n s p o r t a t i o n  c o s t  

a s s u m p t i o n s .  F u r t h e r ,  s i n c e  it is t h e  m o d e l  u s e d  to m a k e  tiie 

o f f i c i a l  S t a t e  f o r e c a s t  o f  s e v e r a n c e  t a x  r e v e n u e s  it c o n v e n i e n t l v  

i l l u s t r a t e s  tiow t h e  c u r r e n t  f o r e c a s t  w o u l d  c h a n g e  if t h e  

s e v e r a n c e  t a x  l a w  w e r e  c h a n g e d .

As a g e n e r a l  p r i n c i p l e ,  a n y  o f  t h e  c h a n g e s  in t h e  s e v e r a n c e  t a x  

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

on t h e  o i l  p r o d u c e r s  in t h e  S t a t e .  S i n c e  h i g h e r  t a x e s  m a k e  

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

i n s t a n c e s  t h i s  h i g h e r  c o s t  w i l l  m a k e  p r o d u c t i o n  u n p r o f i t a b l e .  In 

a b r e a d  s e n s e  t h e n ,  it w o u l d  b e  n i c e  to k n o w  t h e  t r a d e o f f  b e t w e e n  

t h e  i n c r e a s e d  t a x  r e v e n u e  to t h e  S t a t e  a n d  t h e  r e d u c e d  i n v e s t m e n t  

in o i l  p r o d u c t i o n  a n d  c o n s e q u e n t l y  r e d u c e d  t a x  b a s e  d u e  to t h e  

i n c r e a s e d  c o s t  o f  p r o d u c i n g  o i l .

S u c h  a n  i n v e s t i g a t i o n  is p o s s i b l e  b u t  s i n c e  s o  m a n y  a s s u m p t i o n s

h a v e  to b e  m a d e ,  t h e  r e s u l t s  w i l l  a l w a y s  b e  s u b j e c t  to d i s p u t e .

As a p r a c t i c a l  m a t t e r  o i l  p r o d u c i n g  c o m p a n i e s  a r e  n o t  a 

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

c a p a c i t y .  O n e  h a s  o n l y  to l o o k  at the c o m p a n i e s  p r o d u c i n g  on 

A l a s k a ’s N o r t h  S l o p e  t o  a p p r e c i a t e  t h i s  d i s t i n c t i o n  i .e. A m e r a d a

H e s s  a s  c o m p a r e d  to E x x o n .  It is a l s o  i m p o r t a n t  to s t r e s s  thar.

t h e  c o m p a n i e s  a r e  t h e  o n e ’s w h o  m a k e  t h e  d e c i s i o n s  a f f e c t i n g  

p r o d u c t i o n  a n d  a n y  f i n a n c i a l  m o d e l  s u c h  a s  t h e  one. u s e d  in t h i s  

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

v a l u e s  t h e  c o m p a n i e s  t h e m s e l v e s  w o u l d  c h o o s e  ( p r i c e ,  d i s c o u n t  

r a t e ,  o r  c a p i t a l  o u t l a y ) .  F u r t h e r  t h i s  a n a l y s i s  c a n  o n l y  e x a m i n e  

the r e l a t i v e  m e r i t s  o f  o i l  p r o d u c t i o n  in t h e  S t a t e  o f  A l a s k a ,  

s i n c e  w e  d o  n o t  h a v e  a c c u r a t e  d a t a  on o i l  p r o d u c t i o n  p r o s p e c t s  

g l o b a l l y .  F i n a l l y  t h i s  a n a l y s i s  is d o n e  w i t h o u t  e x a m i n i n g  t h e  

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

b u s i n e s s  a r e  f a c i n g  g i v e n  t h e  c u r r e n t  d e p r e s s e d  p r i c e  s i t u a t i o n .

T h e r e  t o o  m a n y  u n k n o w n s  f o r  t h i s  a n a l y s i s  t o  d e l v e  in d e p t h  i n t o  

t h e  r e l a t i v e  r e g i o n a l  e c o n o m i c  i m p a c t  o f  p u b l i c  e x p e n d i t u r e  vs.



p r i v a t e  e x p e n d  l t u r *  m  t h e  S t a t e  o f  A l a s k a  so t h e  d i s c u s s i o n  w i l l  

h e  l i m i t e d  to t h e  e f f e c t  o f  c h a n g e s  in E L F  on S t a t e  p e t r o l e u m  

r e v e n u e s  a n d  b a r r e l s  o f  o i l  a n d  n o r  on w h e t h e r  t h o s e  c h a n g e s  mail** 

s e n s e  for t h e  A l a s k a n  e c o n o m y .

E l i m i n a t e  t h e  a p p l i c a t i o n  o f  t lie E I F  to the c e n t s  o e r  b a r r -’l t a x  

f l o n  r

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

t a x  p a y m e n t  f o r  e v e r y  b a r r e l  o f  o i l  p r o d u c e d  in t h e  S t a t e  

( c u r r e n t l y  3. 8 0  p e r  b a r r e l ) .  T a b l e s  1 and 2 s h o w  t h e  c h a n g e  in 

a v e r a g e  e x p e c t e d  r e v e n u e s  a n d  p r o d u c t i o n  for e a c h  o f  t h e  N o r t h  

S l o p e  o i l  f i e l d s  a s s u m e d  to b e  in p r o d u c t i o n  b e t w e e n  t h e  p r e s e n t  

a n d  2 0 0 5 .  F i x i n g  t h e  s e v e r a n c e  t a x  f l o o r  w o u l d  i n c r e a s e  a v e r a g e  

e x p e c t e d  r e v e n u e s  b e t w e e n  1 0 8 7  a n d  2 0 0 5  by S 1 3 5 . 4 2  m i l l i o n  in 

n o m i n a l  d o l l a r  t e r m s  o r  $ 0 5 . 9 8  m i l l i o n  d i s c o u n t e d  a t  30;. T h e  

d i s i n c e n t i v e  t o  p r o d u c e  c r e a t e d  b y  t h e  f i x e d  f l o o r  r e s u l t s  in a 

d e c r e a s e  in a v e r a g e  e x p e c t e d  p r o d u c t i o n  o f  o v e r  1 9  m i l l i o n  

b a r r e l s  o f  o i l .  O n e  w a y  o f  l o o k i n g  at it is t h a t  t h e  S t a t e  g a i n s  

a n  a v e r a g e  o f  r o u g h l y  $ 7 . 0 0  f o r  e v e r y  b a r r e l  o f  o i l  p r o d u c t i o n  

f o r e g o n e .

P r u d h o e  D a y  p r o d u c t i o n  is e f f e c t e d  t h e  m o s t  b y  t h i s  c h a n g e  in t h e  

s e v e r a n c e  t ax. T h i s  is p r i m a r i l y  b e c a u s e  a f t e r  p r i m a r y  r e c o v e r y  

P r u d h o e  w i l l  s t i l l  h a v e  a t r e m e n d o u s  a m o u n t  of o i l  i n  t h e  g r o u n d  

w h i c h  m a y  be r e c o v e r a b l e  w i t h  a d d i t i o n a l  i n v e s t m e n t .  O n  th e  

o t h e r  h a n d  K u p a r u k  a n d  s o m e  o f  t h e  o t h e r  m o r e  m a r g i n a l  f i e l d s  c a n  

b e  s e e n  to p r o v i d e  t h e  l i o n ’s s h a r e  o f  tiie a v e r a g e  e x p e c t e d  

r e v e n u e  i n c r e a s e .  T h i s  is b e c a u s e  t h e s e  f i e l d s  c u r r e n t l y  h a v e  

c a l c u l a t e d  E L F ’s w h i c h  a r e  m u c h  l o w e r  t h a n  P r u d h o e  s o  t h a t  at 

p r i c e s  w h i c h  t r i g g e r  t h e  c e n t s  p e r  b a r r e l  tux t h e s e  f i e l d s  w i l l  

e x p e r i e n c e  a r e l a t i v e l y  l a r g e r  i n c r e a s e  in t h e i r  tu:: b i l l .

M o d i f y  tlii-* EI.F E x p o n e n t :  to R e f l e c t  T o t a l  F i e l d  P r o d u c t i o n

T h i s  p r o p o s e d  c h a n g e  in th e E L F  is c o n t a i n e d  in a b i l l  s u b m i t t e d  

in t h e  A l a s k a  H o u s e  o f  R e p r e s e n t a t i v e s  in the S p r i n g  o f  1 9 8 6 .  In

3



P r o d u c t i o n  I m p a c t  of F i x e d  S e v e r a n c e  T a x  F l o o r  = $ . 8 0 / 6 0 1

( M i l l i o n s  B b 1s . i

Tuli 1 e 1

T o t a l

Y e a r P r u d h o e K u p a r u k M i l n e E n d i o o t t L i s b u r n e W e s t  S a k

Ft .

T h o m s o n

S e a  1 

Is lan d

N o r  t li 

S 1 < > j11-
15)88 0 0 0 0 0 0 0 0 t)
1 9 8 7 0 0 0 0 -.04 0 0 0 - . 0  1
15188 - . 7 7 - 1 . 0 1 - . 0 8 - . 0 8 -. 0 8 0 0 0 -2 . 0 2
1 985) - . 6 8 - . 1 2 - . 1 1 - . 2 6 -. 1 0 0 0 0 - 1 . 2 7
15)5)0 - . 6 0 -. 12 - . 1 6 -.25) -. 1 3 0 0 0 - 1 . 3 0
1 9 9  i - . 5 6 - . 1 2 - . 1 1 - . 3 1 -.2 0 0 0 0 -1 . M i

15)5)2 - . 5 2 - . 0 9 - . 1 1 - . 2 7 - . 2 0 0 0 0 - 1 . 1 5)
1 9 9 2 - . 4 8 - . 0 9 - . 1 2 - . 2 6 -.24 0 0 0 - 1 . 19
15)9*1 - . 4 5 o _ •> n - . 2 1 - . 1 9 -.24 0 0 0 1 . 1 3
1 9 9 5 - . 4 0 1 . 4 2 _ <fO - . 1 1 -.2 3 0 0 0 . 4 6
1 9 9 6 - . 5 0 1 . 18 -. 17 - . 0 4 - . 2 6 0 0 0 . 2 1
1 9 9 7 - . 3 4 - . 7 8 - . 1 1 - . 0 1 -.31 0 0 - 2. 5)9 -4 . 4 9
1 9 9 8 - . 6 4 - . 7 2 - . 0 5 . 0 2 - . 4 4 0 0 - 1 .50 -3 . 3 3
1 9 9 9 - . 5 9 - . 4  9 - . 0 3 . 0 5 - .25 0 0 - . 0 3 -1 . 3 4
2 0 0 0 - . 4 2 - . 3 8 0 . 0 5 - . 1 6 0 0 - . 2 0 - l . i l
2 0 0 1 - . 4 0 - . 3 1 0 . 0 6 - . 0 6 0 0 - . 1 5 - . 8 6
2 0 0 2 - . 0 2 - . 3  2 0 . 05 -.04 - . 0 2 0 -. 03 - . 3 8
2 0 0 3 - . 0 2 - . 2 5 0 . 03 - . 0 3 0 0 - . 0 9 - . J o
2 0 0 1 - . 0  1 - . 2 3 0 . 0 3 - . 0 2 - . 0 3 0 - . 5 7 ". 8 3
2 0 0 5 - . 0 1 -. 2 0 0 .01 -.01 - . 0 2 0 - . 0 2 - . 2 5

T o t a l -7.-11 - . 3 6 - 1 . 4  8 - 1 . 5 2

Cc*:I - . 0 7 0 - 5 . 5 8 ■19. H



T a b l e  2

R e v e n u e  I m p a c t  o f F i x e d  S e v e r a n c e  

( M i l l i o n s  $)

T a x  F l o o r  - $. H O / M i  I

IJ t

Y e a r P r u d h o e K u  p a r  ul< M i l n e E n d i  c o t  t I. i s b ti r n e W  e s t S a li 'I’ll OIIIS oil

1 O H M 0 0 0 0 0 0 0

1 D M  7 . 10 20. 6 6 1 .70 0 . 5 0 ft 0

1 D M 8 0 . 5 0 8. 02 . 1 1 1 . 38 . 2 7 0 c

1 0 8 0 5 . 1 6 5. 3 7 0 2. 6 6 . 64 0 0

11)90 2. 74 3 . 8 3 - . 0 3 1.51 . 3 0 0 0

1 0 0  1 a. 35 4 . 37 - . 0 2 1 . 4 5 . 5 8 0 0

1 0 0 2 2 . 2 1 4 . 1 4 - . 0 3 . 84 . 3 8 0 . 01

1 0 0 3 2 . 7 1 3. 5 3 - . 0 3 - . 0 1 . 6 6 0 . 0 2

1 D I M 3 . 1 2 10. 80 . 13 - . 05 . 0 6 0 .0 7

1 ODf) 2 . 7 0 1 7 . 4  3 . 10 - . 0 2 1 . 0 2 . 0 0 . 0 3

1 0 0 8 1 . 7 5 1 5 . 5 8 . 05 . 04 .87 . 0 0 . 0 2

1 0 0 7 1 . 34 - 1 . 4  2 . 03 . 07 . 6 6 - . 0 1 0

1 0 0 8 . 30 - 2 . 5 0 . 03 . 0 0 . 34 - . 02 - . 0 1

1 O D D - . 5 3 - 3 . 1 7 .05 . 14 • j ' t• L. U - . 0 2 0

2 0 0 0 - . 1 3 - 3 . 5 1 .07 . 13 . 13 - . 0 3 - . 0 1

2 0 0  1 . 13 -3. 7 6 . 0 6 . 13 . 1 3 --. 0 6 - . 0 1

2 0 0 2 . 0 5 - 3  . 05 .05 . 10 . 07 - . 1 3 - . 01

2 0 0  0 . 01 -4 . 0 0 . 05 . 0 8 . 05 - . 1 0 0

2 0 0 4 - . 0 7 - 3 . 9 7 .04 . 0 5 . 04 - . 1 4 - . 0 1

2 0 0 5 - . 0 8 -3. 6 8 .04 . 03 . 03 - . 1 6 0

Tot a 1 R e v e n u e  

f.nin i n a  1 2 4 . 2 6 82. 5 8 2. 4 0 8. 62 7. 8 5 - . 4  0 . 10

1 0 ?o d i s c 2 0 . 0 7 67  . 6 0 1 . 63 5 . 2 1 3 . 64 -. 0 6 . 0 5
8 Jo d i s c 22. 15 62  . 2 3 1.73 5 . 7 1 4 . 1 8 - . 0  0 . 0 6

S e a l  

I.% 1 ami

i)

0
i)

Tut : t I 
N or I li 
S  l u  |. eri
•’i I . t i l l
20. 1H 
1 3 .  8 3  
8 .  3 5  
o  . 7 li
7 . !  I 
6.88
2 1. ns 
2 1 . : m  
in . in 
. 0 7  
- 1 . 7 7

i
nr.
3 8  
02 
oo

- ;i 
(

- 3

-A  
I. oo

- .  »2

1 3 5 .  i 
fin. 2 -1
•if.. D M



this e x a m p l e  t h e  f o r m u l a  s p e c i f i c a t i o n  is t h e  o n e  u s e d  in the 

p r e s e n  c a t L u n  b y  Dr. T o m  C h e s t e r  at the T a x  C o m m i t t e e ’s S e p t e m b e r  

m e e t i n g .  T h e  f o r m u l a  u s e d  in HB5<45 r a i s e s  t he tax r a t e  on f i e l d s  

w i t h  p r o d u c t i o n  in e x c e s s  o f  r o u g h l y  3 0 , 0 0 0  b a r r e l s  p e r  d a y  and 

l o w e r s  t he r a t e  for l o w e r  p r o d u c t i o n  r 3 t e s .  T h e  m o d i f i c a t i o n  

p r e s e n t e d  b y  Dr. C h e s t e r  c h a n g e s  the t r i g g e r  to r o u g h l y  1 0 0 , 0 0 0  

b a r r e l s .  T h e  p u r p o s e  o f  t h i s  c h a n g e  is to i n c r e a s e  t h e  e f f e c t i v e  

tax r a t e  o v e r  c u r r e n t  l a w  f o r  " l a r g e  o i l  f i e l d s "  w h i l e  at t he 

s a m e  t i m e  k e e p i n g  s e v e r a n c e  t a x e s  f r o m  d i s c o u r a g i n g '  i n v e s t m e n t  in 

s m a l l e r  oil f i e l d s .  P r a c t i c a l l y  s p e a k i n g  it e f f e c t i v e l y  

i n c r e a s e s  r e v e n u e s  to t he S t a t e  t h r o u g h  t h e  i m p a c t  on t h e  

p r o l i f i c  P r u d h o e  B a y  f i e l d .

T a b l e s  3 a n d  4 i l l u s t r a t e  t h e  f i e l d  b y  f i e l d  i m p a c t  on r e v e n u e  

a n d  p r o d u c t i o n  o f  t h i s  c h a n g e  in t h e  s e v e r a n c e  t a x  law. A v e r a g e  

e x p e c t e d  r e v e n u e s  t h r o u g h  the y e a r  2 0 0 5  i n c r a a s e  £ 2 2 7 0 . 5 2  m i l l i o n  

in n o m i n a l  d o l l a r  t e r m s  ( $ 1 0 7 3 . 6 7  m i l l i o n  d i s c o u n t e d  at 8%). As 

m i g h t  b e  e x p e c t e d  b e c a u s e  o f  the u p s i d e  p o t e n t i a l  o f  t h e  h i g h e r  

e f f e c t i v e  t3x r a t e  on l a r g e  f i e l d s ,  s h o u l d  o i l  p r i c e s  g r o w  o v e r  

t i m e  the l a r g e  r e s e r v e s  o f  P r u d h o e  c o n t r i b u t e  t h e  m o s t  to t h i s  

r e v e n u e  i n c r e a s e .  A v e r a g e  e x p e c t e d  p r o d u c t i o n  w o u l d  d e c r e a s e  b v  

2 8 . 4 1  m i l l i o n  b a r r e l s  u n d e r  t h i s  t a x  r e g i m e .  O n c e  a g a i n  the 

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

B a y  f i e l d  a c c o u n t s  f o r  t he l a r g e s t  s h a r e  o f  e s t i m a t e d  p r o d u c t i o n  

d e c r e a s e .  H o w e v e r  b e c a u s e  t h e  t a x  b u r d e n  is l o w e r e d  f o r  s o m e  

f i e l d s ,  W e s t  S a k  a n d  S e a l  I s l a n d  a c t u a l l y  s h o w  g r e a t e r  a v e r a g e  

e x p e c t e d  p r o d u c t i o n .  T h i s  E L F  a l t e r n a t i v e  i n c r e a s e s  S t a t e  

r e v e n u e s  by r o u g h l y  $ 8 0  f o r  e v e r y  b a r r e l  o f  oil p r o d u c t i o n  

f o r e g o n e .

E s t a b l i s h  a N e w  S e v e r a n c e  T a x  F l o o r  at $ 1 . 5 0  Not S u b j e c t  to the 

E L F  a n d  I n d e x  it for I n f l a t i o n .

T a b l e s  5 a n d  6 s h o w  the f i e l d  b y  f i e l d  e f f e c t  o f  t h i s  a l t e r n a t i v e  

on a v e r a g e  e x p e c t e d  p r o d u c t i o n  a n d  a v e r a g e  e x p e c t e d  r e v e n u e s .  

I n d e x i n g  the s e v e r a n c e  tax f l o o r  f r o m  a $ 1 . 5 0  b a s e  r e s u l t s  in an 

i n c r e a s e  o f  r e v e n u e s  of $ 1 7 9 7 . 1 7  m i l l i o n  t h r o u g h  2 0 0 5  in n o m i n a l  

d o l l a r  t e r m s  ( $ 1 1 9 5 . 0 4  d i s c o u n t e d  at 8 p e r c e n t ) .  T h i s  

a l t e r n a t i v e  h as a d e v a s t a t i n g  i m p a c t  on a v e r a g e  e x p e c t e d

4



Tati 1 e 3

Production Impact of 0MI1 Altered Exponent 
(Millions libls.)

T o t a l

Y e a r P r u d h o e Kuparul; M i l n e E n d i c o t t L i s b u r n e W e s t  S a k
Ft .
T h o m s o n

S e a  1 
I s l a n d

N o r  t h
N i opt-

15) H 6 0 0 0 0 0 0 0 0 i)

1 ‘'187 0 0 0 0 -.01 -.01 0 0 - . 62
1 lit! 8 -.71 - . 0 5 0 - . 02 -.01 0 0 0 . 79
1 9 8 9 - . 6 3 - . 1 2 0 - . 0 4 -.01 0 0 0 - . 8
1 9 9 0 - . 5 7 - . 1 2 - . 0  1 - . 0 4 -.0 1 0 0 0 -. 75

1991 - . 5 5 - . 1 1 - . 0 1 - . 0 5 - . 0 2 0 0 0 -.7 4
1992 - .47 - . 0 9 - . 0 1 - . 0 7 - . 0 2 0 - . 1 3 0 -. 7:»
1 9 9 3 - . 4 5 .09 - . 0 2 - . 0 7 - . 0 3 0 - . 2 3 0 -.71

1994 _2 . 2 3 - . 4 3 - . 0 6 - 1 . 3 1 0 - . 2 4 0 -3.81
199 5 -1 .73 . 17 - . 3 5 - . 0 6 - 1 . 0 9 .79 -. 3 0 -2 . 57
1998 - 2 . 3 7 . 15 - . 2 8 - . 0 5 - . 9 . 72 - . 3 1 0 -3.04
J 9 97 -3. 05 - . 3 3 .05 - . 0 5 - . 8 6 .77 - . 2 9 2. 99 - . 7 7

1 9 9 8 - 3 . 1 9 “ , ‘j. .04 - . 0 4 -. 68 . 7 - . 2 4 1 . 1 - 2 . 2 1
1 9 9 9 - 2 . 7 2 -.21 .05 - . 0 4 - . 5 7 . 62 - . 32 - . 0 9 - 3 . 2 8
2 0 0 0 - 2 . 1 8 - . 16 . 05 - . 0 3 - . 4 9 .61 - . 2 6 . 0 1 • 2 . 45
2 0 0 1 -2. 04 - . 1 3 . 06 - . 0 2 - . 3 9 .61 _ *■> . 05 2 . 06
2 0 0 2 -I .62 - . 0 9 .05 - . 0 2 - . 2 8 .77 - . 1 7 07 -1 . 4 3
2 0 0 3 -1 .32 - . 0 7 . 03 - . 0 1 - . ‘12 .81 - . 0 9 - . 0 3 • . 9
20 04 -I . OH - . 0 9 .03 - . 0 2 -. 2 . 7 3 - . 0 6 . 4 r.
2 0 0 5 - 1 . 1 7 - . 0  8 . 02 - . 0 1 -. 15 .48 - . 0 3 - . 1 3 -  1 . 07

Tot a 1 - 2 7 . 8 3 - 1 . 2 1 - . 7 3 - . 7 - 7 . 2 5 7 . 6 -2 . 87 4 . 5 8 28. I 1

?' 'AlS*as**' ? kSS>*2'-



T a l> 1 e 4

R e v e n u e  Ilupacl o f  U M M  A l t e r e d  E x p o n e n t
(Mi 1 l i o n s

p or P r u d h o e K u p a r u k Mi 1 ne E n d  i co

1 9 8 6 0 0 0 0

1 9 8 7 r.. 91 29. 29 - . 3 5 0

1988 93. an 3 6 . 5 1 - . 7 -2. 18

198 9 1 0 6 . 3 2 4 9.2 -1 . 92 1 . 06

19 no 11 1 . 5 6 5 5 . 3  1 - 2 . 3 1 1 . 0 8

1991 1 1 7 . 4 3 4 0.61 -2. 38 1. 14

I 9 9 2 12 1. 4 2 1 . 83 - 3 . 4 3 1 . 26

1 w i n 1 2 4 . 5  3 17. 32 - 4 . 0 7 1.71

I imi 1 2 4 . 2 7 1 4 . 5 9 _7 •)'>f I u u -3. 66

1 9 95 1.22.99 1 1 . 4 2 -7. 32 -2. 74

1 2 1 . 9 7 5 . 2 2 -7. 15 -5. 63

11197 1 2 1 . 1 6 2.4 7 -4 . 86 - 6 . 9 1

t 91 111 1 2 3 . 2 2 - 2 . 0 1 - 4 . 3 0 -6. 67

199!) 123.31 - 5 . 4 8 -3. 66 - 5 . 1 9

2 0 0 0 123.(55 - 8 . 4  2 -2. 85 - 3 . 6 5

2 U 0  1 1 1 H . 0 2 -9. 7 - 1 . 8 1 - 2 . 2 1

2 0 0 2 1 I2.2H - 7 . 8 3 - 1 . 4 9 -I. 19

20 U.1 1 0 6 . 2 4 - 5 . 7 9 - . 6 1 - . 4 5

2 0 0 1 9 9 . 2 6 - 4 . 2 5 _ 0 • *_» - . 0 2

2 OOf) 91 . 89 -3. 1 . 17 . 06

o t ;i I N c  VPII IIP

N o m i n a  I 2 0 7 2 .  Ill 239. 19 - 5 6 . 5 5 -34. 1!

1US5 d i s c  7 6 1 . 9 6 16 Ci. li U _ n n no -9. 90

H\ d i s c  9 2 7 . 7 2 1 7 9 . 6 8 - 2 6 . 3 9 -12.5'

4;)

L i s b u r n e W e s t  Salt
rjt .
T h o m s o n

S e a l  
Is lan d

T o t a l
N o r t h
S l o p e

0 0 0 0 0

- 3 . 3 5 0 0 0 31. 53

- 5 . 8 4 0 0 0 1 2 3 . 6 4

- 4 . 8 0 0 0 1 4 9 . 8 6

- 5 . 1 8 0 0 0 1 6 3 . 1 6

- 1 . 4 5 0 0 0 1 5 5 . 3 5
- 1 . 6 1 0 - 2 . 7  6 0 .136. 6 9

2 . 4 9 0 - 3 . 4 2 0 1 3 8 . 5 6

8. 69 0 -3. 35 0 1 3 3 . 3 2

6 2 . 5 6 -3. 53 0 1 2 9 . 3 8

.76 5. 32 -3 . 83 0 1 1 6 . 6 6

1.21 15. 03 -5. 19 0 1 2 2 . 9 1

- 6 . 6 3 1 7 . 4 2 -5. 89 -2. 87 1 1 2 . 1 8

- 1 3 . 4 7 20. 38 - 6 . 2 - 1 . 7 1 0 7 . 9 9

- 1 7 . 8 4 27. 9 -8. 1 - 1 . 2 6 1 0 9 . 3 3

- 1 8 . 5 3 31. 67 -8. 17 - 2 . 3 1 0 6 . 9 7

- 1 6 . 1 4 1.71 -8. 97 - 2 . 3 7 1 1 6 . 0 1

- 1 2 . 2 4 6 . 2 - 1 0 . 4 8 - 3 . 1 1 1 1 9 . 8 0

- 7 . 9 9 34 . 3 - 1 0 . 5 i - 4 . 0 4 1 0 6 . 5 5

- 5 . 2 7 1 7 . 5 6 - 9 . 7 2 - 1 . 2 9 90. 30

- 1 0 1 .  11 2 6 0 . U5 - 9 0 . 1 2 - 18 . 9 4 2 2 7 0 . 5

- 2 8 . 7 2 5 6 . 4 0 - 2 2 . 6 7 -3. 96 9 1 7 . 4 8

- 3 5 . 5 8 75. 37 - 2 9 . 2 6 - 5 . 3 3 1 0 7 3 . 6



P r o d u c t  i 011 Ini|*a«-1 o 
( M i l l i o n s
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T a b l e  6

H o v e n u e  I m p a c t  o f  F i x e d  I n d e x e d  F l o o r  
{ M i l l i o n s  $ )

T o t a l

Y e a r 1‘ru dlioe K u p a r u 1\ Mi Ine E n d i c o t t l.isburne W e s t  Sale
Ft .
T h o m s o n

S e a l
I s l a n d

N o r t h  
S 1 o p e

I 9 8 6 0 0 0 0 0 0 0 0 0

J VJH7 2 2 2 . 9 1 80. 84 5. 87 0 2. 27 0 0 0 3 1 2 . 8 9

m n u l y o . n 58. 05 2 . 2 1 8 . 5 6 7 . 3 3 0 0 0 2 5 7 . 2 5
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p r o d u c t  i o n  w h i c h  :-j rs«tu«:«d b y  n e a r l y  1 *:.i m i l l i o n  b a r r e  is . llils 

i m p a c t  o n  p r o d u c t i o n  is a d i r e c t  r e s u l t  of  t h e  i n c r e a s e d  

I ik L liiood t h a t  s u c h  a t a x  w o u l d  c a u s e  1  p r e m a t u r e  s u u t d o w n  in t h e  

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

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

Pruilho* b a y  p r o d u c t i o n  b e c a u s e  it s i g n i f i c a n t l y  i n c r e a s e s  t h e  

p r o b a b i l i t y  t n a t  P r u d h o e  D a y  s h u t s  d o w n  p r e m a t u r e l y .  As w i l l  b e  

s e e n ,  e l i m i n a t i n g  t h e  E L F  e n t i r e l y  r e s u l t s  in m u c h  g r e a t e r  

e x p e c t e d  r e v e n u e  w i t h o u t  as s e v e r e  a n  e f f e c t  o n  p r o d u c t i o n .  T h i s  

is b e c a u s e  w i t h  t h e  p e r c e n t  o f  v a l u e  t a x  t h e  S t a t e  s h a r e s  in t h e  

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

o i l  p r i c e  c a s e  ( d o w n  to t h e  c u r r e n t  £ . 2 0  b b L  f l o o r  . T h e  f i x e d  

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

p r o f i t a b i l i t y  o f  f a i l i n g  o i l  p r i c e s .  T h e  i n d e x e d  f l o o r  

i n c r e a s e s  S l a t e  r e v e n u e  o y  r o u g h l y  1>1U f o r  e v e r y  D a r r e l  o f  

p r o d u c t i o n  f o r e g o n e .

K 1 i :n i n a t e t h e  E L F  E n t i r e l y

T h i s  a l t e r n a t i v e  w o u l d  r e m o v e  e n t i r e l y  t h e  s e v e r a n c e  t a x  r e l i e f  

g i v e n  to l o w  p r o d u c t i v e  o i l  w e l l s .

T a b l e s  7 a n d  2 s h o w  t h e  r e v e n u e  a n d  p r o d u c t i o n  e f f e c t  o n  a f i e l d  

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

20 0 5  i n c r e a s e  b y  $ 5 0 8 2  . d 2 m i l l i o n ,  £ 2 1 1 1 . 8 7  ml L .1 i o n  d i s c o u n t e d  a r 

8 p e r c e n t ,  w h i l e  a v e r a g e  e x p e c t e d  p r o d u c t i o n  f a i l s  b y  8 4 . 8 7  

mi I L i o n  b a r r e l s .  P r u d h o e  B a y  b e c a u s e  it d o m i n a t e s  N o r t h  S l o p e  

p r o d u c t i o n  o v e r  t h e  n e x t  t e n  y e a r s  a c c o u n t s  f o r  o v e r  h a l f  o f  ttie 

i n c r e a s e d  r e v e n u e .  K u p a r u k  o n e  o f  N o r t h  A m e r i c a ’s l a r g e s t  f i e l d s  

b e c a u s e  i t s  c u r r e n t  E L F  is r o u g h l y  .6 a c c o u n t s  f < r  t h e  l a r g e s t  

r e l a t i v e  i n c r e a s e .

P r u d h o e  D a y  w i t h  i t s  l a r g e  r e s e r v e s  a c c o u n t s  f o r  a 2 8  m i l l i o n  

b a r r e l s  o f  t h e  p r o d u c t i o n  l o s s ,  w h i l e  t h e  W e s t  Sale f i e l d  w i t h  c  

r e l a t i v e l y  low p r o d u c t i v e  h i g h  c o s t  w e l l s  a c c o u n t s  f o r  a n o t h e r  2 

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

E l i m i n a t i n g  t h e  E L F  i n c r e a s e s  S t a t e  r e v e n u e  b y  r o u g h l y  C 18 f o r  

e v e r y  b a r r e l  o f  o i l  p r o d u c t i o n  f o r e g o n e .
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T a b l e  7

P r o d u c t  i o n  I m p a c t  o f  E 1 i m i n a l i h r  the E LF 
( M i l l i o n s  Hb 1 s . )

Tot a 1

Y ear P rmlliue K u p a r u k M  i 1 li e E n d i c o l t L i s b u r n e W e s t  Salt
Ft .

T h o m s o n
S e a l
I s l a n d

N o r t h  
S 1 o [i e

1986 0 0 0 0 0 0 0 0 0
1 9 8 7 0 0 0 0 - . 0 0 0 0 0 - . 0 0
1 9 8 8 - 1 . 1 - 1 . 0 1 - . 0 8 - . 15 - . 0 9 0 0 0 - 2 . 4  3
1989 - . ‘JO - . 1 8 -.11 - . 5 1 - . 1 2 0 0 0 -1. 88
15)*M1 . 80 -. 18 - . 1 8 - . 5 5 - . 1 0 0 0 0 -1 . 89
mill - . H -. J7 - . 1 2 - . 5 8 - . 2 2 0 0 0 -1 . 89
1 <Klo . 7 2 -. 1 4 -.12 - . 8 - . 2 2 0 - . 3 0 - 2 . 1
1 !l‘iy - . t* 7 - . 1 3 - . 13 - . 6 2 - . 2 7 0 - . 5 0 -2. 32
1'iJM - J . 1 9 --..0 2 -. 8 7 - . 4 9 -4. 76 0 - .0 0 -8. 13
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2 00.I -2. 01 -.r> - . 0 8 - . 0 2 . 17 - 2 . 6 3 - . 2 7 - . G2 - 6 . 5 4
20 01 -2 . in • . 84 --.03 .01 . 05 -2 . 4 9 -. 2 -1. 06 -6 . 5 1
2 0 or. - 2 . 0 1 - . 0 8 - . 0 0 - . 0 8 - . 0 6 -1. 15 -. 14 - . 8 - 4 . 9

Ini a 1 20. OH -H. 77 - 3 . 2  1 - 1 0 . 3 0 - 1 3 . 8 1 - 2 0 . 9 6 -8. 98 - 1 0 . 0 1 - 1 0 4 .  1



Y e a r  I ' r m J h u e  K u p a r u k
1'iHli i) 0

1 9 8 7  f. .7'. 30. -I 2
I "H>l I (HI. I ft 3 8 . 5 3

J 9 8 9  I H .  HI -HI. 3 2

liiiio 12 r.. l i 5 5 . 3 1

hill I 112!). 1? 1 5 6 . 0 2
1 9 9 2  1 3 4 . 9 1  5 9 .  5J 7

l!l!i:i 110.-11’ .'39.91'

Ill'll 148.7-1 6 2 . 9 3

1 lion I <| H . !) 5 9 . 9 3

I‘Mil! Ir»2 . 12 93 .  71

J 9 9 7  19 3 . 9 7  9 0 . 9

1 9 9 9  197.0-1 6 0 . 3 4

1 9 9 9  19 9 .  -I 8 5 8 . 8 3

3 0 0 0  1 7 1 . 8 7  5 7 . 8 3
3001 1 9 7 . 5 8  5 4 . 0 7
3 0 0 3  19.9.87 5 0 . 3 3
3 0 0 9  1 5 9 . 3 9  3 0 . 8 9

300 4  1 5 4 . 3 9  19.41
3 0 0 5  14 7. 3 J 13.71

T o  1 !i I lie veil U P

M o m  i mi I 3 9 9 3 . 8 9  9-10.79
10% d i s c  9 4 8 . 5 1  3 8 3 . 0 1
8% dint: 1 1 3 7 . 3 4  4 4 8 . 5 7

T a b l e  8

Ifpvemie i m p n e l  o f  li 1 i m i n a  I i n {* 
( M i l l i o n s  1; )

Millie E n d i c o t l  L i s b u r n e
0 0 0
3 . 0 3  0 .58
1.17 3 . 1 9  .57
3 . 0 8  1 3 . 3 8  7 . 3 1
3 . 9  1 4 . 8 8  1 3 . 5 3
4.0) 1 5 . 8 7  2 1 . 3 9
5 . 5 9  1 7 . 8 4  3 3 . 6 0
9 . 4 8  2 4 . 5 7  3 3 . 1 0
3 . 1 8  2 4 . 0 4  3 . 7 6

2 . 9 2  9 . 4  1 3 . 1 6
2.91 1 1 . 0 1  2 1 . 5 4
5 . 0 7  1 1 . 8 1  4 6 . 7 8

4 . 9 5  2 3 . 4  4 7 . 8 5
4 . 6 3  2 2 . 2 3  4 7 . 0 2
-1.11 2 0 . 4 6  4 6 . 3
3 . 5 6  1 5 . 2 6  4 5 . 3 9
3.11 1 1 . 1 9  4 4 . 2 6

2 . 5 4  1 0 . 0 3  4 1 . 8 9
1.8 7  7 . 3  3 7 . 3

.32 4 . 9 1  3 3 . 1 5

6 5 . 4 3  2 5 9 . 9 7  5 2 8 . 5
2 9 . 1 8  9 8 . 2 3  1 5 7 . 5 9
3 0 . 7 9  1 1 6 . 8 9  1 9 6 . 1 0

I he E L F

f’t . S e a l
Tot a 1 
Nort b

West Salt T h o m s o n I s l a n d S l o p e
0 0 0 0
0 0 0 38. 7 9
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28. 35 6.7 0 3 2 2 . 2 8

3 3 . 5 4 7 . 6 6 -2. 04 3 4 1 . 7 4
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4 8 . 5 6 1-1 . 0 8 6. 66 3 4 1 . 9 6
60. 19 13.-18 9. 99 328. 2-1
7 2 . 0 1 1 3 . 5 6 1 1 . 64 3 1 7 . 4 5
67 . 92 1 3 . 5 1 6 .4 7 286. 2

4 9 5  ,. 07 83. 4 1 4 5 .7 5082,, -1 3
107.,91 20. 72 8. 4 5 1750., 6 1
143,, 89 26. 70 1 1 . 6 8 2111,, 87



■Summary a n d  An a I v s i s

All f o u r  o f  t h e  p r o p o s e d  c h a n g e s  in the s e v e r a n c e  t a x  r e s u l t  o n  

a v e r a g e  in i n c r e a s e d  S t a t e  r e v e n u e s .  A v e r a g e  e x p e c t e d  o i l  

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

p o t e n t i a l l y  h i g h e r  t a x e s  on e x p e c t e d  p r o f i t a b i l i t y .

T h e  e f f e c t  o f  e a c h  o f  t h e s e  p r o p o s e d  c h a n g e s  is a n a l y s e d  u s i n g  

th e  M o n t e  C a r l o  s i m u l a t i o n  m o d e l .  T h i s  t y p e  o f  m o d e l  e v a l u a t e s  

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

r e v e n u e s  i n c l u d i n g  h i g h  p r i c e s  w h e r e  t a x e s  a r e  n o t  so i m p o r t a n t  

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

m a y  b e  an i m p o r t a n t  c o n s i d e r a t i o n  in d e c i d i n g  w h e t h e r  o r  n o t  a 

p r o j e c t  is v i a b l e .  T h e  o u t p u t  of t h e  m o d e l  is d e t e r m i n e d  not 

o n l y  by t h e  s c e n a r i o s  o f  t h e  p r i c e s  a n d  c o s t s  a n d  q u a n t i t i e s  

e n t e r e d  as i n p u t  i n t o  t h e  m o d e l  b u t  a l s o  b y  t h e  p r o b a b i l i t y  

a s s i g n e d  to e a c h  s c e n a r i o .  T h e  m o d e l  r e s u l t s ,  in t h i s  c a s e  S t a t e  

p e t r o l e u m  p r o d u c t i o n  r e v e n u e  b y  y e a r  to t he y e a r  2 0 0 5 ,  a r e  

d e p i c t e d  as t h e  p r o b a b i l i t y  d i s t r i b u t i o n  o f  p o s s i b l e  o u t c o m e .  

A n o t h e r  w a y  o f  l o o k i n g  at t h e  o u t p u t  is to s a y  m a n y  p o s s i b l e  

o u t c o m e s  a r e  e v a l u a t e d  a n d  t h i s  is w h a t  to e x p e c t  on a v e r a g e  w i l l  

o c c u r .  T h e  a n a l y s i s  o f  t h e s e  c h a n g e s  in s e v e r a n c e  t a x  l a w  is o f  

c o u r s e  o n l y  as g o o d  as the i n p u t  i n t o  t h i s  m o d e l .  D e p a r t m e n t  of 

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

m a y  or m a y  n ot c o r r e s p o n d  to t h e  w a y  in w h i c h  t h e  d i f f e r e n t  

p r o d u c i n g  oil c o m p a n i e s  w o u l d  w e i g h t  t h e m .  F u r t h e r  t h e  

f e a s i b i l i t y  p a r t  o f  t he m o d e l  u s e s  a h u r d l e  r a t e  r e a l  a n d

a s s u m e s  no b u d g e t  c o n s t r a i n t s  a n d  n o  c o m p e t i n g  g l o b a l  i n v e s t m e n t  

a l t e r n a t i v e s .  T h o s e  c a v e a t s  a s i d e  the r e s u l t s  o f  t h i s  a n a l y s i s  

a r e  s u m m a r i z e d  as f o l l o w s .

1. F i x i n g  the s e v e r a n c e  tax f l o o r  at 3 0 . 8 0  p e r  b a r r e l  h a s  the 

l e a s t  i m p a c t  on e x p e c t e d  S t a t e  r e v e n u e s  a n d  h a s  t h e  l e a s t  

n e g a t i v e  i m p a c t  on e x p e c t e d  N o r t h  S l o p e  p r o d u c t i o n .
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£ i im 1 11 a t i :i g the E L ?  e n t i r e l y ,  g e n e r a t e s  the l a r g e s r  a ' v r a  

e x p e c  ted i n c r e a s e  in S t a t e  r e v e n u e .

J. I n c r e a s i n g  the f i x e d  f l o o r  to $ 1 . 5 0  a n d  i n d e x i n g  it to

a c c o u n t  for i n f l a t i o n  h a s  the g r e a t e s t  n e g a t i v e  e f f e c r  on 

a v e r a g e  e x p e c t e d  p r o d u c t i o n .

4. B e c a u s e  the r e a l  u p s i d e  p o t e n t i a l  f or S t a t e  r e v e n u e  c o n t i n u e s  

to d e p e n d  on the s h a r e  of t h e  v a l u e  o f  P r u d h o e  B a y  p r o d u c t i o n  

t a k e n  b y  the S t a t e ,  m o d i f y i n g  the E L F  to r e f l e c t  t o t a l  f i e l d  

p r o d u c t i v i t y  is t h e  m o s t  e f f i c i e n t  a l t e r n a t i v e  in t e r m s  of 

d o l l a r s  g a i n e d  for e v e r y  b a r r e l  f o r e g o n e  ; $ 8 0 p e r  b a r r e l  as 

o p p o s e d  to $7 p e r  b a r r e l  f or t h e  f i x e d  $ . 8 0  p e r  b a r r e l  E L F  

alter n a t i v e . '  T h i s  is b e c a u s e  thi s  tax i n c r e a s e s  r e v e n u e s  

w h i l e  at t he s a m e  t i m e  m i t i g a t i n g  t h e  n e g a t i v e  e f f e c t  un 

a v e r a g e  e x p e c t e d  p r o d u c t i o n .  T h e  r a n k i n g  o f  E L ?  a l t e r n a t i v e s  

u s i n g  t h i s  t y p e  o f  r e v e n u e  m a x i m i s i n g  c r i t e r i a  is as f o l l o w s .

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

d e v e l o p m e n t  o f  the so c a l l e d  m a r g i n a l  f i e l d s ,  a n d  e n h a n c e d

r e c o v e r y  i n v e s t m e n t  in P r u d h o e  B a y  a n d  K u p a r u k  a l t h o u g h  in 

s o m e  v e r y  low p r i c e  c a s e s  no d o u b t  p o t e n t i a l l y  h i g h e r  t a x e s  

c a u s e  e v e n  t h e s e  a l r e a d y  p r o d u c i n g  f i e l d s  to be s h u t - i n .

T h e  a b o v e  a n a l y s i s  s a y s  n o t h i n g  a b o u t  t h e  i m p a c t  o f  a n y  of t h e s e

h y p o t h e t i c a l  Lax c h a n g e s  on C o o k  I n l e t .  C u r r e n t l y  C o c k  In Let 

p r o d u c t i o n  is r o u g h l y  50 t h o u s a n d  b a r r e l s  p e r  dav. B e c a u s e  m u c h  

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

a v e r a g e  d a i l y  p r o d u c t i o n  le s s  3 0 0  b a r r e l s ,  the E L F  u n d e r  c u r r e n t  

law is n e r o  or n e a r l y  a e r o  for m o s t  oil p r o d u c i n g  l e a s e s .  As a 

r e s u l t  FY 1 9 8 8  o i l  s e v e r a n c e  c o l l e c t i o n s  a r e  e s t i m a t e d  to be less 

than $2 m i l l i o n  or r o u g h l y  $ . 1 2  p e r  b a r r e l .  If a m i n i m u m  tax of 

$ . 8 0  p e r  b a r r e l  w e r e  l e v i e d ,  a s s u m i n g  no f i e l d s  w e r e  a b a n d o n e d ,

1) M o d i f i e d  E x p o n e n t  E L F

2 ) E l i m i n a t e  E L F

3 ) In d e xe d F l o o r

4) F i x e d  S . 80,-bbl F l o o r

$ 8 0 / b b  1 

$ 4 9 / b b 1 

$ 1 0 / b b l  

$ 7 / b b  1
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s e v e r a n c e  t-axes w o u i a  i n c r e a s e  to $111.78 m i l l i o n .  A l t h o u g n  t h e r e  

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

p r o f i t a b i l i t y  a m o n g  the C o o k  I n l e t  f i e l d s ,  g i v e n  the e c o n o m i c s  

of f i e l d  a b a n d o n m e n t  it is l i k e l y  tha t  t he b u l k  of p r o d u c t i o n  

w o u l d  c o n t i n u e  e v e n  w i t h  h i g h e r  t a x e s  b u r d e n .  On .the o t h e r  h a n d  

a d d i t i o n a l  i n v e s t m e n t  in f u r t h e r  p r o d u c t i o n  w o u l d  no d o u b t  be 

m u c h  m u c h  l o w e r  t h a n  it w o u l d  be u n d e r  the c u r r e n t  tax r e g i m e ,  

it m a y  b e  i m p o r t a n t  to n o t e  t h a t  C o o k  I n l e t  oil p r o d u c t i o n  is an 

i n t e g r a l  p a r t  o f  the r e g i o n a l  e c o n o m i c  b a s e  on t he K e n a i  

P e n n i s u l a .  E l i m i n a t i n g  t h e  E L F  w o u l d  p r o b a b l y  s h u t i n  C o o k  I n l e t  

p r o d u c t i o n .  T h e  m o d i f i e d  e x p o n e n t  E L F  w o u l d  h a v e  no n e g a t i v e  

i m p a c t  on C o o k  I n l e t  b e c a u s e  all t h e s e  f i e l d s  p r o d u c e  m u c h  less 

tha n  1 0 0 , 0 0 0  b b t s / d a y .



TRANSCRIPT OF PRESENTATION ON ELF 

given by Gregg Erickson 
TAX POLICY COMMITTEE MEETING - September 11, 1986

TAPE 2, SIDE 1, COUNTER 9 238

The ELF was established in 1977 and as Mr. Monkman told you, the ELF is a 
tax break. The purpose of the ELF as it was established in 1977 was to reduce 

the tax race. Oil producers like the ELF. Any proposal to [increase] the ELF 
Is fnot] going to win favor with the oil producers and give them more money, 

allow them to keep more of the proceeds of the production of oil than they keep 

now.
The ELF can reduce the tax rate by a lot or it can reduce the tax rate by a

little depending on one major factor. And that is the average per well
productivity. If the average well in a field produces 300 B per day, that field 
will pay a lower tax rate under the ELF, other things being equal, than if the 
average per well productivity in the field is 1000 B per day. The average per 
well productivity is always the major factor in establishing the ELF and it 

needs to be kept in mind. We'll be coming back to that again later.
The ELF Is always a number, and the number is always between zero and one. 

Tf you like, you can think of the ELF as a percentage that’s applied to the 

regular nominal percentage tax rate. That's another important concept.... 

Right now, Alaska has a nominal percentage severance tax rate of 15% for some 

fields and 12.25% for some fields, and some fields change around from 15 to

12,25% because of amendments to the severance tax law that were adopted in 1981

and we'll talk about those later. That nominal tax rate gets reduced by the ELE
by multiplication of this number (between zero and one, remember) times the

nominal percentage rate. So, if the ELF is .5 (one-half) then the nominal tax 
rate is reduced by a half. So, [if] the ELF is .5 and our nominal percentage 

rate is 15%, the effective percentage rate is half of 15%, or 7.5%. Oil 

companies like the ELF, it reduces their tax rate.
I think that we can understand how this works best now by caking you to the 

never-never land of charts and graphs.(*) I know that it's a hard thing for 

some people to grasp the kind of geometric concepts we are going to be dealing 
with, so, Mr. Chairman, if it’s alright with you, I'd be appreciative if people 

would interrupt me and say that they don't understand a particular concept that 

I'm trying to get across.
This is a picture of the Economic Limit Factor. Start out by looking at 

the two axes here, the two lines. The lower axis right here is...daily output 
per well. [It] starts out here at 50, but you can imagine it going even further 

down here, to zero. That means 50 B of oil per day, per well. It goes way on 

up here to 2500, 2800 B per day per well. The other axis on this chart is the 

ELF. And as I told you before, if you recall, it's a number between zero and 

one. [Y]ou see those numbers here, starting at 0 at the bottom, .5 in the 
middle and 1 at the top. If you have an oil. field and the ELF is 1.0, you get 
no tax reduction because your nominal tax rate is multiplied times 1 which means 
it's not changed at all. If your ELF is .5, it's multiplied by one-half, it 
means you pay half of the nominal tax rate. If your ELF is 0, you pay no tax at

all. Oil companies like the ELF.
You notice that fields have different average daily production, some fields 

have very high productivity in comparison to others. Prudhoe Bay field has, or 

had, because this graph was originally made about nine months ago, an average

(* Refer to charts attachud to transcript.)



daily productivity as calculated for the EI.F of around 2500 B per day per well. 

Milne Point, on the other hand, has a lower productivity and Kuparuk has a lower 
productivity still. If we applied the ELF in exactly the same manner to Prudhoe 
Bay, to Milne Point, and Kuparuk, it affects them differently. Prudhoe Bay, 
because it has the highest productivity, gets the least tax break. Kuparuk, 

because it has the lowest per well productivity, gets the biggest tax break from 
the ELF. And if we had a field down In this region, It would get an even bigger
tax break from the ELF.

Now we say that the ELF is a function. [T]hat means it depends on the

daily output per well. That means that if you know the daily output per well
you can, or at least you have been able to in the past, determine what the ELF 

is going to be, what number between zero and one gets multiplied times that 

nominal tax rate to produce the effective tax rate, which is what Mr. Nelson and 

his oil company people are really concerned about, the effective tax rate. And 

it’s really what the State of Alaska is concerned about too. In terms of all 
the factors that we're concerned about on severance taxes, it's the effective 
rate that people have to pay that makes the difference, not whether the nominal 
rate is 15:1 or 30% or 2%.

Now, you'll notice that this curve has a shape that puts every point out

here as we move to the right along this lower axis, we also move at every point

up on the fractions of the ELF axis. Except for this region down here at the

bottom, we'll be coming back to this as we calculate the ELF, but that region is
the economic limit region.

The framers of the legislation in 1977, that christened the ELF, that 

created the ELF, decided that they wanted to insure that fields of relatively 
low productivity such as they expected to develop among the Cook Inlet fields at 
that time, would not be forced to shut down before the cost of [operating] the 

fields exceeded the value of the oil that was being produced. And there was a 

problem that Milton Lipton and many others spoke to the Legislature about and 
they called it the premature shut-down effect. If you had too high a tax burden 

at these low productivity, and presumably low profitability fields,... those 

fields would shut down, even though they could continue to make profits if the 

taxes were reduced and continue to make, at least if not profits, at least 

enough money to bear their operating costs and to keep the jobs and keep the 

economic activity represented by those fields. Economist and experts and 

business people alike agreed that it didn't make much sense to shut a field dcwn 

before the actual cost of production exceeded the value of the oil. Taxes, and 
royalties too, were dead weight that had to be carried by the production of 
those fields and so this device was created to, at least as far as the severance 
tax is concerned, eliminate that dead weight drag on those fields that might 

otherwise shut [them] down.
We'll come back to that concept so it's not necessary that everybody grasp 

that in its entirety. But, I'd like to stop right now while we've got this 
graph in front of us and ask any member of the committee, with your permission, 
Mr. Chairman, if they have any questions or if there's anything I've covered so 

far that doesn't compute.

COUNTER f'377
(QUESTION from Sen. Eliason: Just a general question, the lower level of

production, there, and in fact what they're paying is only 7*5% or is it the 15%, 

is that what we're saying.)
We're saying that Prudhoe Bay, under these assumptions, which are a little 

bit out of date right now, is paying 83% of, in the case of Prudhoe Bay, 15%. 
And Tom Chester, our expert, or maybe l ‘ :-m Nelson who probably knows a lot about 

Prudhoe Bay too, can give you the exact number.
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(QUESTION from Sen. Eliason: The question of course, or the point was, in

other words, that's the 7^%, that low production field is paying 7^% rather than 
the 15.)

If the nominal rate on Kuparuk was 15% that would be true. However, the 
nominal rate on Kuparuk is, if I am correct, 12.25%. [They'rel paying half of 
that, that's correct.

(COMMENT from George Nelson: I want to make one correction because in

Prudhoe Bay we're paying, ba3ed on one, 15% simply because of the fact that for 

the first ten years, by the law, the factor cannot, if it calculates out above 

.7, it's always going to be 1. So it's July 1987 before Prudhoe Bay can really 

use ELF to the advantage of reducing that percent.)

Mr. Nelson is absolutely correct. The reason, and I'm sorry I gave the 

misrepresentation if I did, that Prudhoe Bay's actual tax rate was reflected by 
this calculation, because as he says, there's a special exception in the law for 

Prudhoe Bay which was established in the 1981 tax amendments. But, the ELF by 
itself works this way, and if the ELF applies, which-.it does not right now ro 

Prudhoe Bay, Prudhoe Bay would be paying 83%'of whatever its nominal rate would j 
be*."'"*

(QUESTION from Rep. Grussendorf: The ELF is based on the output per well,

or site. What,are advantages or disadvantages if we went by field?)

The output per well was chosen, i^'s my opinion anyhow, that in 1977, it 
was chosen“by the legislature astlie factor to determine the ELF because they 

believed that that was. the m o s t ( readily measurable indicator of f ffll&J  
profitability and. they wanted to have lower taxes ffTr t;fl‘glcIs'~th~a't had lowei 
.Rtoflts.a n d h i g h e r  taxes for fields that had a i.igher profit. But they wanted . 
to retain the concept of a severance tax, as Mr.' Monkman mentioned to you.' They 
didn't want to create an income tax here and call it a severance tax, although, 
they In effect goc a little bit close to that perhaps at times.

They chose this one factor recognizing, I think, that there were a lot of 
other factors that affect profits as well. And for example, we have here 

Kuparuk, which may well be a more profitable field than Milne Point, and yet the 

Milne Point has a very small number of relatively high productivity wells, or at 

least was anticipated to have that situation. And Kuparuk has a relatively ^ 

larger number of lower productivity wells. As a c o n s e q u e n c e K u p a r u k  gets a~i 
bigger tax break than Milne Point, TJiat shows in effect, the arbitrariness, if 
you will, of just using daily output per well as the indicator of relative

profitability. Because if the situation 1 just described is true, if Kuparuk is

a more profitable field than Milne Point, then this ELF. factor has not produced^

.the,.results that I think the framers of the .legislation in 1977 wanted’̂to- 
produce. J And it might well be that that problem is a consequence of the failure 

of this ELF factor to reflect total field s i z e . 7 [TJhera are a number of 
factors, indeed, besides daily output per well and total field size, that could 
be taken account of in an ELF kind of calculation. And the framers chose daily 
output per well.

(QUESTION from Rep. S u n d : H o w  is the curve generated?)

We're going to take you all through that, in excruciating detail, I'm

afraid.
(QUESTION from Sen. Eliason: Could also the ELF be construed as an

incentive to put more wells in a field?)
Indeed, it could be. However, there are technical provisions in the law

which say that you really don't look at number of wells, you look at the number 

of days that a well operates multiplied. So, it's really well days that are 

used to try to prevent the incentive, or eliminate any incentive for
gold-plating or over-drilling a field, "ow, I don't know that any studies have

been made to indicate whether or not there is any residual incentive or not. My
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suspicion is that its minor if it is. You'll see chose technical provisions 

when we go through the actual translation of the ELF which is coming next.
(QUESTION from Bart Garber: On your graph, the figures on the bottom line,

those are constants for the formula, they don't ever change?)

The figures on the bottom line change for every field, from day to day.
(QUESTION from Bart Garber: No, I understand that, what I'm saying is as

far as the formula itself goes, to determine the ELF rate, the number of barrels 
pumped per well don't change?)

[I dGn't] know if I understand your question correctly. Let me rephrase it 
and tell me if I'm getting back to you. Does a well this year pumping at 
1300/bbl per day get exactly the same ELF this year as it will five years from 

now if the law doesn't change?

(QUESTION from Bart Garber: No, that's not what I meant. My question is

are those figures constant there. Will you always use those figures. In other 

words, if a well is pumping at 1300/bbl daily output per day, I'm not saying 

will that well remain constant, I'm saying will that figure remain constant at 

wherever you're at on ELF?)

Like at .7. If you'd asked me that question last year, or 13-14 months

ago, I would have said yes, absolutely. But, I would have been wrong because, 

as Mr. Monkman mentioned, there is a provision in the law which (was never] 
really thought [much about], to change this production-at-the-economic-limit 

number. You'll see how that enters into it later on. And it's nobody's fault 
but m y  own that I would have misanswered your question, but I think there were a 
lot peopLe who would have made the same mistake a year and a half ago.

(QUESTION from Gordon Harrison: I see a question, Gregg, to follow up on,
Sen. F.liason's qur^cion about the number of wells. Is well spacing regulated, 
the number of wells that is, by the Oil and Gas Conservation Commission?)

Yea it is. Indeed, Che Alaska Oil and Gas Conservation Commission

establishes regulations and when the oil companies wish to change the average 

spacing, they need to get permission. However, the Commission grants or 
withholds that permission based on generally a reference to engineering practice 

rather than economic analysis. Or at least that is to my understanding.

COUNTER it523
(QUESTION from Rep. Grussendorf: Gregg, that was the concept of the

formula?)
We go from the general, and that can be called general, to the formula 

itself. Now folks, don't automatically assume that you can't figure this out. 

This is the formula, the ELF here equals this mathematical construction. We're 

going to take you through this mathematical construction and it's not nearly as
complicated as it seems. The only thing that you may find unfamiliar, and I

think most of you will have had some familiarity with it, is the use of the 

exponent. This little 'exp' in the formula means that the expression 1ollowing 
it is, taken together, an exponent. If you recall what any . . .exponent, says, you 
raise the number to a power, and if the exponent is two, that means you multiply 
the number by itself. So, four squared ((a four] with a little two above it] 
means four times four, and that's all w e’re doing here, but a little more 
complex than that because we use fractional exponents. But, that's the 

principle.
The formula has in it abbreviations because if you wrote the whole thing 

out it would just be too long. And one of those abbreviations, the first 

one,... ELF,...is an abbreviation [that] stands for Economic Limit Factor. The 
second abbreviation is PEL. It stands for Production at the Economic Limit. 
Now you recall the graph we showed you just a moment ago, had a zero tax rate at 
[an] average daily per well production of from zero to 300 B. The concept
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behind chat was that it would probably take about, it's a real rough and 

arbitrary kind of number, but nevertheless, take about 300 B a day for an 

average well in the average field to. oak© its expeps&s. Now t h e r e ! , ^ i X ;,acxrts 
of things that vary. [0]bvlrresiy„ ttve- coel^-of— the - we.ll.'-^can-vary.u.aao.r^.ously. J
[A]a we've discovered, the atoount 'of money you get from the oil c ^ j v a r y  

enormously, and all these 'affect how many, barrels you. have to produce to just-? 
cover your operating expenses. Incidentally, the operating expenses in the 

stature were defined very, very narrowly. But, as a rough approximation...the 

law says you will take 300 B unless a showing is made otherwise. And up to now, 

everyone has calculated their ELF using 300 B, so we use it here today in our 

calculation. [Ijt's defined in the law as times the number of wells and times

the number of days the well is operating, actually defined as well days. So

that che production at the economic limit for this month for this hypothetical 
field which is similar to Prudhoe Bay,.,.would be 4,869,000 B. The concept 

there is that if che Prudhoe Bay owners could get ;A.jrfl69»000 batxeJLs.. tpf r...Jtionthj

they., w ould ac -leaat make their expenses., So we plug that number, 4,869^000,
into the formula at this print, and at the bottom down here....

•The second factor in the formula i9 the total production for the Field for 

the month-. Since we're talking about 300 B per day, and yet the tax gets paid 
on a monthly basis, we have to calculate in the total number of barrels in the 
field per che whole month. And that's just simply the monthly production, but 
we've also shown it here as the result of multiplying the average number of 

operating wells during the month times che number of days of production for the 
month times the average daily production per well. And in the example here, we 
show 541 wells, assuming each of them operated for 30 days, and the average per 
well productivity was 2,477 B per well, that means they actually produced forty 
million barrels in that month. So, they actually produced, if this example is' 

corr c c t y  roughly 20-725 times as much oil as is necessary under this very rough- 

calculation to meet-.their operating expensea that we calculated up here in-this 

calculation,... Remember this may not actually be enough to meet their 

operating expenses, or maybe much more. [It's] what the statute says you use, 

and I'm explaining not. anything that's in the statute when I say operating 

expenses, but the concept. Well, actually it is in the statute elsewhere, but 

it's the concept here that we're talking about.
Then we have to plug in the number of well days in the exponent, and that's 

calculated simply as the number of operating wells during the month times the 
number of days each well operates. For example, in our case here,...541 wells 

[times] thirty days gives us [about] 16,000 well days.
Now we come to the calculation. But let me stop right here and talk about 

these definitions.... Does anybody have anything that they don't understand 

about these definitions so far?
END OF TAPE 2, SIDE 1, COUNTER //638

TAPE 2, SIDE 2, COUNTER //001
(Beginning of tape unintelligible.)
...show us that it should be more. Up to now, it has been 300 B a day 

because the operators have either not come in, or if they have, have not 

satisfied the requirements that they satisfy.
(QUESTION from Sen. Abood: Where do the numbers (tape unintelligible) to

break even?)

, pp.7.bft-.,3,00/bbte,p.er ;.dayiT>er. •
(QUESTION from Rep. Martin: Is it possible to look at this formula as a

disincentive for oil production. To me, the more they produce, the more tax 
burden that they have. In a way, it may be worthwhile for production companies
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to say lot's keep It at a certain level, and therefore we know that our tax 
factor will be decreased.)

That's entil oossible. Tha-fonauJLa. ls^based., .however-, ;on the assumption' 

thflX^thASfl-oasa*product-^ -f ields-, are raor« profitable. Now if that assumption 
doesn't hold or the higher prof..'*-s are not more than enough to counterbalance 
the higher taxes, then your suppositiv..'* could be correct.

(QUESTION from Rep. Martin: Especi..,1 ly at the lower price market, I can

see where they want to produce as much as tuny want at the high prices, because 

they get more and more percentage of the profit. But in this flexibility we

have now, what's to say that a company won't say hey, now it's our turn to pay
less taxes and get more px-ofit at the lower price market?)

Well, if I was an oil company, I [cjould certainly say that.

Now, we have to go and plug these numbers in w h e r e . ..these acronyms [were].
Let's go back up and look at the formula again one more time.

* * * *
[There a r e ] e-two parte to the ELF formula? the exponent; which is everything 
within. thase-parentheses starting here and going over to here, and the inverse' 

function, which is everything.wichin these parentheses starting here and going 
over £0 here.

In calculating, let's go through the inverse function first. We plug ir: 
the PEL right here, them Production at .the.Economic Limit which we calculated up 
here, and that's 4,800,000 some barrels. We plug in the Total Production here, 
and that's 40 million, and we divide 40 million into 4,800,000. Now, 4,800,000 

is a lot smaller number that 40 million, so the result is less than 1. It's a 

fraction and in this case it's .12, a little over l/10th. After we make this 

division, we plug that number in right there.

Now the formula says that you take that little fraction and subtract it 

from 1. So we do that here, and we get the result of .8789. Now if there was 

no exponent, that would be the ELF. And indeed, as you will see, as we go back 

over the history of the 1977 session, that as originally proposed.. .was all 
there was to the ELF, was just that calculation we just made. And if that had 

been the case, and the ELF applied to this particular field, then the nominal 
tax rate would be multiplied times .8789 to produce the effective tax rate. The 
effective tax rate would be 88 percent, roughly, [of] the nominal rate. But for 
reasons that we'll come back to later, the exponent got added.

The exponent is calculated by a constant here, which is 460 (that's a 
dimensioniess constant, it's in the formula, it's in the statute, It's plugged 

into anything you do with the ELF under this current law) times the number of 

well days, and that's 16,230, so we plug that in right there, times the PEL, 

which we calculated up here as soma 4,800,000. We can multiply or divide these 

in any order we want. And [when] we do that,... divide the 16,000 by the 
formula, and you get a very small number, and you multiply it by 460, it gets 

large enough so it's always generally over 1. And the results here, if you'd 

want to take a calculator and do it, multiply 460 times 16,000, and divide the 

results by some 4,800,000, you get this number. Let me stop right there and see 
if people have followed me so far.

COUNTER it 5 9
(QUESTION from Rep. Sund: Where does the 460 come in and what's the theory

behind it?)
I'd like to defer that until we get into the discussions in the free 

conference committee in 1977, because I think that's the easiest place to bring 
that in, but I'll tell you right now that it was a means o f ...changing the shape 
of this curve, and it was a means basically of pushing this curve this way. 
We'll get back to that.
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So we've got now this inverse function which has been reduced down to .87, 
and if it wasn't for the exponent, that would be the ELF, and we've got this 

exponent. Now normally, this exponent is written just a little bit above the 
number to which it applies, but because the exponent is so large, we use this 

different notation, this 'exp'. And if you look in the statute, 43.55, you will 

find that formula just exactly as we've written it here. The number comes out 

to 1.5 and probably most of you are not familiar with raising a number to a 
fractional power, but you can think of it like this. Suppose this exponent was 
2, that would look a lot more familiar. It wculd say ,87 squared, with a little 

tiny 2 right above here and that would be the same thing as we've got written 
here, except with this being a 2 instead of a 1.5.

Well now what happens when you multiply, usually you think when you square 

a number it gets bigger, like 4 squared, raised to the second power is 16, 
that's a bigger number than 4. Now if the number being raised to the power is 
less than 1 however, you're multiplying a fraction times a fraction and when you 

multiply a fraction times a fraction you get a number that is smaller. And, in 

fact, if you multiplied, if the number here was just .8, and the exponent here 

was 2, you would be multiplying 8 times 8, which is 64, which would make this 

number here not 64, but .64. In other words, it would reduce it. And that's 

indeed what happens here. Because this exponent is greater than one, and so if 

the exponent was one, it would have no effect on this number, and if it was 

smaller than this number it would make it bigger. But we don't have to worry 

about that. Basically, if you've got a calculator, plug it in and press the 
exponent button and it will do it for you.

The result of raising .8789 to the 1.5 power is .82. It's higher than it 
would be if we were raising .8 to, squaring it, and you can see how that 
relationship goes, I hope. This is the one part that involves mathematics that 
most people probably aren't familiar with, but fortunately we have calculators 

now [so] we [don't] have to be familiar with it.

Does anybody have any questions about the basic calculation about the ELF.

Okay, what happens when we change some of these numbers. Well I ran 

through three examples here just to show you quickly the results of some 

adjustments to this ELF calculation. [I]n this case we've increased the 

exponential constant. It was 460, [and] it is 460 in the statute. What if that 

number were 1000. Well, we've run through here, and I won't take you through it 
at any length because you have in front of you the printed copy of this. I've 
highlighted with bold numbers every number that has changed from our previous 

example. This number is changed, this number is changed, and this number is 

changed.

The result of an increase in the exponential constant is a decrease in the 
tax. The exponent gets larger, you take a larger exponent and apply it to the 
same basic ELF and the result is a smaller number. Like raising a number to the 

third power instead of to the second power. So, just to go over it again, if 
the exponential constant is increased, the tax gets decreased, and in 1977, as 
you'll see, this was one of things that the free conference committee which met 

for almost two weeks argued and argued and argued about.

COUNTER //119
(QUESTION from Sen. Abood: Was that where your 460 came in?)
The 460 was the number that previously took the place of 1000. Yes, the 

answer to your question is yes.
(QUESTION from Sen. Abood: I understand that. In the free conference they 

argued this 1000 to 460?)
Well, 1000 wasn't one of their options, but they argued the difference 

between 750 and 300.
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(QUESTION from Sen. Abood: This was an arbitrary figure that they were
trying to work out?)

They wanted this curve, as you'll see, to look the way they wanted it to. 

And that number, this 1000 or 460 or 300, makes a significant difference on how 

that curve looks and who gets hit with a tax j a b  and who doesn't.
(COMMENT from Sen. Abood: So more is less.)

In this case, more is less. An increase in the exponential constant means 
a decrease in the tax. And you may not be surprised to learn that the Senate, 
in 1977, wanted a bigger exponent and the House wanted a smaller one,

(COMMENT from Sen. Abood: I wasn't there at the time.)

(QUESTION from Sen. Eliason: Do you have the names of the free conference
committee members?)

I cert .inly do. (Paus Let's take a loo k  here at the results if the 

exponential constant is reduced. [It's] just the opposite, I've run it here 

from 460 down to 300. I've run through the calculations in exactly the same 

way. The exponent here becomes 1. And if you recall our earlier discussion, an 

exponent of 1 means that the number to which it is applied is unchanged. The 

result is an increase in the taxes you would expect. What happens if, remember 

there's another constant in the calculation, and that was the PEL here, the 

300/bbl per day in our other calculation, here I show in Case 4, the results of 

changing that 300 to 400. Now this change could come about as...a consequence 

of the law being changed. The law currently says the production at the economic 
limit is assumed to be this calculation right her e  with 300. If they change the 

law to make it 400, the result would be as we'll show you here now. It could 
also come about as a consequence of the oil companies petitioning and the Dept, 
of Revenue approving a higher PEL allowance for a particular field. The result, 

I won't carry you all the way through this, just go down to the bottom, is in 
this case, a very small decrease in the tax. Basically we're saying here this 

is the amount of oil you get for free, and naturally that reduces the tax.
Now if this had been, the result here is reduction from ,822, I believe, to

.816, a very small reduction. But if this had been a much smaller field, and if
this factor in the calculation right here had bee n  smaller, the result could 

have been much more significant in terms of a tax reduction. But the principle 

[still] holds, and that is when the PEL constant is increased, the tax

decreases. And that tends to be more important for the smaller fields, but it 
holds true for all fields. And I won't show you another example, because it's 

just the other way around. If the PEL constant is decreased, the tax
Increases.

That is haw the tax is calculated and now it seems like the best way is to 

run this sort of backwards to show you how [the legislature got to this point] 

([though] nobody really knows what went through the collective collegial bodies' 
minds when they make a decision like this). [W]hat was in the minds of the 

legislators who grappled with these problems in 1976 and 1977, [what were] some 
of things that they were thinking about? [T]o do that, I'd like to start with 

the tax law as it existed in 1977. This chart is actually from the 1977 
session, and the axes here are the average barrels per day, the same axes that 

we had on our other chart, and the percentage tax rates, not the ELF here, this 
is che total percentage tax paid. So it's similar to what the ELF is but in 

this case we didn't have an ELF at the time and we're looking at the effective 
tax rate which, in the case of the '77 law, was the same as the nominal rate.

Let's focus on this scalloped curve right here. This is the law as it 
existed in 1977. It had been adopted in the 1973 special session. Some people 
call it the pipeline session. The law provided that the first 300/bbl of oil 
produced from a well during a day were taxed at 5%. And with what's an 
increasing block structure, which is very similar to the kind of structure that
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you pay [on] your electric bills in moat areas, except reversed. With electric 
bills, you usually pay less for the higher consumption, and in this case, the 
more you produce, the higher was your tax rate. Now those blocks produced this 
kind of scalloped appearance when they're applied to the average daily 
production and the rate that y o u’re actually paying. For the next 700 B the 

rate was 6%. So you paid 5% on the first 300 B and 6% on the next 700 B, which 
meant that the average rate, which is what we're talking about here, never quite 
got up to 6%, because you always had this low price block down here. The next 

block, the final block, which was everything over 1000 B was taxed at 8% flat 

tax. So that if y o u’ve got it way, way out here, you eventually got close to

8%, and it was about 7.5% here around 3,500 B per day. That was the tax as it

stood, so the effective rate, if you had 4,000 B per day of production, was 

about 7.6%. The top marginal block wap 8%. Nobody was taxed more than 8%. If 

you were very, very productive in terms of average daily per well production, 
your tax rate was approaching 8%.

COUNTER #206

Okay, what was wrong with that? Why die the legislature want to change it? 
Well, I chink there wer e  two things in the minds of this special oil and gas and 
pipeline impact committee when they proposed what became known as House Bill 

144. They wanted to reduce the tax rate for low productivity fields. This is 
the same kind of declining block structure under the bill that was introduced by 
the special committee that was formed to study this. And that bill reduced the 

tax rate for fields with productivities of less than about 1200-1300 B per auy 

and increased the tax rate, substantially increased the tax rate for the high

productivity fields. It was a device, a proposal that would have increased the

taxes for the fields that have high average daily production and would have 

decreased the taxes for fields with low average daily production. Why did they 

want to do that? Well, clearly one thing that was in their mind and that they 

said in their report was that they were fearful that a 5% rate on these low 

blocks would cause Cook Inlet fields to shut down in some future year. They 

were seeing the gradual decline in productivity of the Cook Inlet fields and 

there was concern that that was something that they didn't want to see, they 
didn't want to see those jobs lost, and they didn't want to see the dead weight 
economic loss of shutting down a field when it was actually producing enough oil 
to make its cost. So they proposed that the first 100 B of oil paid absolutely 
no tax at all, and the next 200 B pay tax at the rate of 3% and so on, on up, o 
that the maximum tax rate was, if I recall correctly, 12%, it may be 12%%, I
don't recall the top block. But as you can see, this was a very hefty tax
increase for these more productive fields.

The Dept, of Revenue had, through 1976 and 1977, been conducting a major 

study of oil and gas taxes and it to this day remains a very, very useful piece 
of work. I have a copy with me in my briefcase back there right today in case 

questions come up that I can't answer, because it is even now, though somewhat 
out of date, a very useful document. It is primarily authored by John Messenger 

and his associate Tom Williams. As a result of that study and discussions 
within the administration and the Dept, of Law and the Dept, of Revenue, and 
Governor Hammond at that time, they came forward and introduced a proposed 

legislation that would have looked, had it been adopted, like this curve shown 

here. It contained an Economic Limit Factor without the exponent. Remember, in 
most cases, the exponent was a factor that when raised, reduces che tax.

The problem, I  think, that some people saw with that was that it created
too high a tax, too soon. In other words, a field here with, let's say 300/bbl 
of productivity would be paying tax of around 7%. That was even highet than the 

existing tax here and it was exactly those kinds of fields that the special oil
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and gas committee waB concerned with in terms of providing some tax breaks for 
them. Their proposal provided substantial tax breaks for every field producing 

less than 1300/bbl per day, that is a break in comparison with the laws that 

stood at that time. So there were attempts made to adjust the Economic Limit 

Factor...in the administration's bill. And that intent, since there were really 
only two factors you could adjust in that bill, one was the Production at the 
Economic Limit, which in their bill was 100. They said well if you don't want 

to lower that, let's just increase it, and so here was a, this was never 
introduced as a bill but was discussed as a proposal, Economic Limit Factor of 

1000. Well, without the exponent, what happens is that this curve gets pushed 
this way, it actually gets pushed, this point gets moved to here and this curved 

area gets pushed down to here. That didn't produce the result that people were 

comfortable with either because it was felt that the result was even too big a 

tax break for the fields that were in this region right here. And, as well,

when you gave that tax break, the result was the depression of the curve over in

this region here. You couldn't avoid it if the calculation of the formula was 

such that if you moved this over hers, this part came down as well. So, I think 

the desire was, and this is my guess, there was some evidence in the written 
record to indicate that this was what in fact was in the minds of some 

legislators, they wanted to give this break here, but they didn't want to give 

this big a break out here, and they couldn't figure out a way to do it with the 

Economic Limit Factor that the Dept, of Revenue had presented. And legislators 
kept saying, well, I'd like to use the Dept, of Revenue's formula because it's 
always good to get the administration's bill passed and put your amendments on 
the administration's ideas rather than try to do it the other way around, but 
they were saying,"We wan*- a curve that incorporates the administration's 
formula, but one that more closely approximates what we've got here in our own 

bill. Can you give us an ELF factor that produces this?" And the result was 
the exponent because the exponent allowed you to push this part of the curve 

this way, to push the curve inward without pushing this part down very much,

pushing this outer edge down very much.

It's interesting, some people say that these kinds of complications in law 
wouldn't happen if the legislature and the administration didn't have a bloated 

bureaucracy to dream up crazy ideas like this. And I think that's absolutely 

true, but it wasn't the bureaucracy that dreamed up the idea because they wanted 
to complicate the law, it was because the legislators and the policy makers came 

and said I want to accomplish a result, how do we do it? And that's how it 

happened that the ELF got an exponent.

COUNTER 0302 ^  .V ¥ f  'ft
The? two bills that...ended up in free conference committee then had three

t H e ^ ^ c o u ^ l d ^  The noraiTial rate, the exponential c o n s t a u t ^ ^ d  «

factor w H i c h ~ T c a n  get- into if you like. I think it's probably worthwhile 

covering, but I think I'd like to reserve it for a little bit later.
In terms of the nominal rate, t_he house bill suggested 12.5% of value, the 

Senate wanted 11.5% of value, two different nominal rates which meant that the 

senate bill's curve headed up towards 11.5, never quite got to it, and the house 
bill was above it, was headed up towards 12.5, also never quite reaching it.

The presumed Production at the Economic Limit in the house bill was 300/bbl per 
day and in the senate bill was 100/bbl per day, which was to say that the house 

bill gave a bigger tax break under the PEL, than did the senate bill. I think 

that reflected the greater concern in the House with the production problems 
that might in the future occur in Cook Inlet, or that were seen as a potential 

future problem in 1977.
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The final factor that the free conferees were arguing about for those two 

weeks was the exponential constant, and the Senate wanted 7^0 and the House 
wanted 300. And to make a long story short, they compromised. In the very I."at 
minutes, as often does, it came together very quickly with a compromise which 
was a very small reduction in the House's proposed nominal rate from 12.5 down 
to 12.25, and they got to the end where they were arguing about hundredths of a 
percentage point, and they compromised on the House's part, or really a 

willingness on the Senate's part to adjust that exponential constant downward 

and there was some disagreement among the various oil companies as to their 

reactions to that and 1 don't think any of that disagreement ever got on the 

record, but it least it was said that some of the smaller oil companies 

operating in Cook Inlet felt that some advantage for the larger oil companies 

had been gained at their expense. I don't know if that's true, but that was an 
interesting side light on the negotiations and discussions.

COUNTER It348
There were probably ten or, there were a multitude of curves of this nature 

drawn and I think that's about all I can tell you about what went on in 1977 
free conference. But the formula we worked through today arose out of those 
kinds of political compromises and I think it's the fact that the free conferees 
had to get in to this material as deeply as they did and as we have done today 

that has persuaded Gordon Harrison to ask ine to go into as deeply as I have.
There are a whole lot of additional things that probably should be talked 

about, including the cents-per-barrel differences in 1977. The House proposed a 

cents-per-barrel tax...with an annual adjustment to the cents-per-barrel, based 

on the GNP deflator, basically based on inflation. So, had the House provision 
in that regard been adopted, the cents-per-barrel floor would have risen each 

year to keep pace with inflation and we haven't calculated what it would have 

been. The House proposed 93c per barrel, so it clearly would have been 

somewhere well above $1.00 by now as a floor for the severance tax.

There's another interesting side light. The Dept, of Revenue initially 
proposed in 1977 and later retracted, or withdrew, a proposal to provide a 
royalty credit against severance tax, and it was a cute little device that would 
have, had it been legal, or had it been adopted, would have protected royalty 
revenues with a floor of sorts, in effect, using the severance tax as a means of 
providing a floor under royalty revenues as well. Senator Ferguson, who was 
around all this time, and Sen. Eliason haven't said anything about these, I hope 

that your memory ... accords with mine on these points.
The Senate had proposed a cents-per-barrel floor of 75c per barrel and had 

said that there would be no escalator. They compromised on that at 80c per 

barrel and that's where the 80c per barrel comes from that's in our law today. 
That's a good stopping place, T. think, for the moment. There are a whole lot of 

ocher things to go into, but now is probably a good time to pause.
What comes next, If we want to go into it, Mr. Chairman, is the procedure 

for establishing the Production at the Economic Limit. The 1981 amendments, 
which of course gave us the tax system we have and which substantially changed 

the applicability of the ELF, as Mr. Nelson pointed out earlier, the ELF doesn't 
at this moment apply to Prudhoe Bay and that's because of what was done in 1981. 
Do you want to go on to those right now, Mr. Chairman, or do you want to pause 

at this point?

COUNTER #398
(QUESTION from Rep. Grussendorf: What would be your timing on that,

Gregg?)



I chink the 1931 amendments we could probably get through before lunch, and 
probably finish up this whole thing before lunch, unless you want to take an 

early lunch. I guess I'm getting a little hoarse, but that's alright.
(QUESTION from Rep. Grussendorf: Are there any objections to continuing?)

(Q'ESTION from Sen. Abood: One question, Mr. Chairman, I want to be sure

it's straight. The only two fields that are affected are the Milne Point and
the Kuparuk at this present time, is that correct?)

Affected by the ELF? I don't believe that's correct, but I would defer to 

my colleague, Tom Chaster, who's probably looked into it. Cook Inlet fields, of 
course, j.re affected as well. And I think...

(QUESTION from Sen. Abood: But you were saying, if I may, Prudhoe Bay is
not effected by it, but Kuparuk and Milne Point according to this graph, is
affected by it?)

The Kuparuk field does have the ELF applied in calculation if its taxes, 
and the Milne Point field does as well, yes.

(QUESTION from Sen. Abood: So everything but Prudhoe Bay is affected by
it?)

At this time, that's correct. (tape unintelligible) It appears that that 
would the case, yes, unless the law is altered.

In 1981, let me back up, because there's one thing I should really say that 
I am not really the expert to talk, or the person to profess any expertise on, 

and that ia the procedures under which the Production at the Economic Limit can 

be modified. And I am going to defer to Mr. Monkman or Ms. Vogt or Dr. Logsdon, 

if you want to go Into more detail on those procedures. They're dealing with 

them on a daily basis. But the 1977 law, both versions, the House version and 

the Senate version, had a provision that said if the oil companies came in and 

could show that the costs of their production, and the bill defined costs very 

narrowly, although it left some ambiguities which I think may be a matter of 

some concern, if the oil companies could come in, or any oil company, any 
producer, could come in and show that its costs or the revenue from the 
production of che given 300 B was not enough to cover its narrowly defined 

costs, then the company would be entitled to, and the Dept, of Revenue was 
directed to grant, a higher Production at che Economic Limit. That factor, that 
provision was, I must say in my memory, not particularly a matter of concern to 
either side in the negotiations. There was concern that the language be written 

very tightly and of course, as usually often happens in this case, the concern 
of those of us who were drafting at the direction of the committee was to define 

those costs very narrowly. It turns out that that wasn't the problem, and as is 

often the case, it's the problem you d o n’t think about is the one that comes 

back and grabs [you]. So, if there are further questions on that, I think I'd 

lJke to defer and have them direct it to the Dept, of Revenue, since they're in 

administrative hearings and are thinking a lot about it, if it's alright with 

Mr. Monkman.

COUNTER i?458

(QUESTION from Rep. Grussendorf: Any last questions of Gregg, here on
PEL?)

Let's go on to 1981 then. In 1981, I don't think we want to go through the 
long history of the 198J situation, but in brief, the state had been sued with
respect to the constitutionality of its oil and gas corporate income tax. And
as a result of the deliberations in the 1981 session, there were attempts to 

settle that lawsuit legislatively, that is to remove the provisions of the 

petroleum corporate income tax that was passed in '78, which offended the oil
companies, and thus settle the law suit. Those efforts came to naught, but
there were efforts and concern on the part of the administration of Governor
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Hammond to limit the state's liability by substituting another kitfd of tax that 

would not be so legally, at least wouLj not be subject to the legai 
vulnerabilities that some people thoughjrthe oil and gas corporate inijinme tax, 
that was then called, by shorthand ./^separate accounting, was supjrosedly 
vulnerable to. M  f  f  f

The legislature decided to repeal the separator1' accounting tax and 
substitute a difjKpent tax w h i c h ^ i t  was felt, would1 be less subject to legal 

threat. The rapttlx of that chanrc. was a substanti^df^ teduction/'in revenue to the 

state. And tdgedunterbalance bjiafc reduction, significant c a d g e s  were made in 

the 1977 sevjSjpftce tax. The efijpect of those changes were^^S^increase the tax 

rate at Prv.qWah Bay from whatjfas then about li$T up to l^aflr This was done by 

e s t a b l i j h i n g M n  the law, wh^r I call in a shorthand the ten-year ELF
trigger. Ajffl the ELF trigger says that any time a fiel&'ftas been in production 

for ten yeaxs, if that fielra began producti/n before 1 9 y  that it, the ELF goes 
into effect only after t^n years of production. That jcsr why Prudhoe Bay does 
not have the ELF applied in calculating its effective £ax rate right now. Now 

there was also another trigger in the 1981 law and that's the .7 trigger. And I 
know this sounds very confusiiig and it is because the 1981 amendments were 

confusing. They were, in my opinion anyhow, kind of jury-rigged to produced the 
revenue result that was needed to balance the losses of revenue resulting from 

the change in the separate accounting to modified apportionment tax in the 

income tax side.

The theory behind it however, there was a theory behind those changes, and

the theory behind the changes was that a field would be entitled in general (and

this wasn't in the law this was sort of the theory behind it) to five years of

production with a tax rate of 12.25% and that thereafter the tax rate would go

up to 15%. Since Prudhoe Bay had already producing for five years in 1981, it

meant that Prudhoe Bay had about five years to go without, actually in terms of
the effective date about seven years to go, and with a tax rate that was not
affected by the ELF. In addition, that unfortunately didn't get enough money to

make up the difference, and so it was ra_her arbitrarily the law was designed so
as to apply a 15% rate to Prudhoe Bay during the present time on the distinction
that it came into production earlier and that they were going give a better tax
situation to the smaller fields that were expected to come on after 1981. / /

f  f
COUNTER #536

So the result is that Prudhoe Bay has a calculated ELF of about .8 right 
now, which being above .7. doesn't trigger the .7 trigger, which if it did would 
cause the ELF to be applied. As a result, Prudhoe Bay pays a full 15% tax and 

will do so until it has been in production for ten years, which happens next 

year.. That change means that there will be a significant reduction in the 
amount of severance taxes that the Prudhoe Bay field will produce for the State 

of Alaska.
That reduction sometimes gets caught in a kind of semantic difficulty.

[I ]t certainly is a reduction from the tax that is currently being paid by the 
oil companies on their Prudhoe Bay properties and their Prudhoe Bay production. 

It is not, however, a reduction frcrn the current tax law, so I think it's useful 
in discussing this to remember that semantic distinction there. Usually we can 

say current tax and compare it with something else, in this case the word 
current tax can have two quite different meanings. So that is...one kind of ELF 

legacy, if you will, that is left over from the 1981 session: he ten years is

running out and Prudhoe Bay is waiting to get its ELF.
The second legacy, and one that really works the other way, is that the 

five years that fields .re allowed to produce at 12.25%, and this only applies 
to the newer fields, means that in the 1990's or late 1980's some of these newer
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ely • called the . trap f l o o r ; 1 That is the applicatic
the. cents-per-barrel' which meins that t h e t,tax .rate could in f a d  

Something that I d o n’t think was contemplated or thought about

fields are going, actually to have a

in front of me, W i M S B w m q M g g MIIMJlMPteBiK. l u  vuu -HWW^ahnnt- the revenue effects 

of these things and show that to you) because the nominal rate changes from 

12.25 to 15% in that year. Now if those fields are marginal, it's probably 

[not] something you want to hit with an extra tax burden at that time. That is 
another legacy left by the 1981 amendments.

There is, of course, 1977 session, in what Mr. Monkman

lication

fall to zero.

one way or the other very much at the time the bill was drafted, although others 

may have a different opinion on that. So there are at least these two legacies 
from the 1981 amendments, and those may or may not be something you'll be 
interested in looking at further.

That concludes my presentation, and I am to be followed, presumably this 

afternoon, by my colleague, Tom Chester, who will discuss with vou the revenue 
implications of these legacies, if you will, and the ways that those revenue 

implications could be altered, some of the ways that those revenue implications 
could be changed.

(QUESTION from Rep. Grussendorf: Before we-break, do we have any questions

of Gregg? When we come back, we'll be dealing with revenue effects of ELF and 
then the previous proposals to change ELF. Will coming back at 1:00 be 

acceptable with you? Let's recess until 1:00.)

END OF TAPE 2, SIDE 2, COUNTER #633
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H O W  TH E EL F IS CALCULATED

ELF = (1 - [PEL/TP])exp(460*WD/PEL)

CASE 1

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). 

EXAMPLE
PEL = 300 barrels * 541 wells * 30 days = 4,869,000 barrels per mondi

TP = (Total Production for the field for the m onth) =
(average number of operating wells during the month )*

(number of days of production for the month)*
(average daily production per well).

EXAMPLE
TP = 541 welis * 30 days * 2477 barrels per well = 40,201,710 barrels per month

WD = (Well Days) =
(number of operating wells during the month)*

(number of days each well operates)
EXAMPLE 

WD = 541 wells * 30 days = 16,230 well days

CALCULATION EXAMPLE 

ELF = (1 - [ PEL / TP ])exp(460* WD / PEL ) 

ELF = (1 - [4,869,000/40,201,710])exp(460*16,230/4,869,000) 

ELF = (1 - .1211) exp (1.533)

ELF= (.8789) exp (1.533)

ELF = .82



CASE 2

W H A T HAPPENS W HEN TH E EX PO N EN TIA L CONSTANT IS
INCREASED?

ELF = (1 - [PEL/TP])exp(1000*WD/PEL)

PEL = (Production at the Economic Limit) =
(300 barrels per day)*

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

EXAMPLE
PEL = 300 barrels * 541 wells * 30 days = 4,869,000 banels per month

TP = (Total Production for the field for the m onth) =
(average number of operating wells during the month )*

(number of days of production for the month)*
(average daily production oer well).

EXAMPLE
TP = 541 wells * 30 days * 2477 barrels per well = 40,201,710 barrels per month

WD = (Well Days) -
(number of operating wells during the month)*

(number of days each well operates)
EXAMBLE 

WD = 541 wells * 30 days = 16,230 well days

CALCULATION EXAMPLE 

ELF = ( l - [  PEL / TP ])exp(I000* WD / PEL ) 

E L F *  (1 - [4,869,000/40,201,710])exp(1000*16,230/4,869,000) 

ELF = (1 - .1211) exp (3.333)

ELF = (.8789) exp (3333)

ELF = .65 RESULT: A DECREASE IN THE TAX



W HAT HAPPENS IF  TH E EX PO N EN TIA L CONSTANT IS
REDUCED?

ELF = (1 - [PEL/TP])exp(300*WD/PEL)

CASE 3

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). 

EXAMPLE
PEL = 300 barrels * 541 wells * 30 days = 4,869,000 barrels per month

TP = (Total Production for the field for the m onth) =
(average number of operating wells during the month )*

(number o f days of production for the month)*
(average daily production per well).

EXAMPLE
TP -- 541 wells * 30 days * 2477 barrels per well = 40,201,710 barrels per month

WD = (Well Days) =
(number of operating wells during the month)*

(number of days each well operates) 
EXAMPLE 

WD = 541 wells * 30 days = 16,230 well days

CALCULATION EXAMPLE 

ELF = (1 - [ PEL / TP ])exp(300* WD / PEL ) 

ELF = (1 - [4,869,000/40,201.7101)exp(300*16,230/4,869,000) 

ELF = (1 - .1211) exp (1)

E L F - (.8789) exp (1)

ELF = .8789 RESULT: AN INCREASE IN THE TAX



CASE 4

W HAT HAPPENS W HEN T H E  PE L  CO N STA N T IS 
INCREASED?

ELF = (1 - [PEL/TP] )exp(460*WD/PEL)

PEL = (Production at the Economic Limit) =
(400 barrels per day)*

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

EXAMPLE
PEL = 400 barrels * 541 wells * 30 days = 6,492,000 barrels per month

TP = (Total Production for the field for the m onth ) =
(average number of operating wells during the month )*

(number of days of production for the month)*
(average daily production per well).

EXAMPLE
TP = 541 wells * 30 days * 2477 barrels per weil = 40,201,710 barrels per month

WD = (Well Days) =
(number of operating wells during the month)*

(number of days each well operates)
EXAMBLE 

WD = 541 wells * 30 days = 16,230 well days

CALCULATION EXAMPLE 

ELF = (1 - [ PEL / TP ])exp(460* WD / PEL ) 

ELF = (1 - [6,492,000/40,201,710])exp(460*16,230/6,492,000) 

ELF = (1 - .1615) exp (1.150)

ELF = (.8385) exp (1.150)

ELF = .816 RESULT: A DECREASE IN THE TAX
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O ffice Correspondence s r a N B A i r o

ALASKA PRODUCTION

to. G. N. Nelson DATE: October 16, 1986

f r o m : g. J. Abra h a m CC NO:

s u b je c t : Proposed S e v e r a n c e  T a x  C h an g e s YOUR REF:

I have some serious concerns with the proposals b efore the Joint Special 

Committee on State's Tax Policy (Committee) to alter the Economic Limit 

Factor (ELF). Implementation of the proposals to am e n d  or eliminate the 

ELF presented by OMB at the September 11, 1986 m e e t i n g  could result in 

decreased recovery at Prudhoe Bay and could significantly impact future 
exploration and production activities in Alaska.

P rudh o e  Bay D e v e l o p m e n t

Prudhoe Bay is a field of 10 billion barrels of recoverable liquids out 

of 22 billion barrels in place. Approximately five billion barrels have 
already been produced leaving a reserve of five billion barrels. Up to 

four billion barrels of that remainder could be recovered under current 

State tax law with the wells and facilities in [.‘.ace. Premised on these 

tax laws, over $5 billion has been spent in the last four years on the 

drilling of 285 n e w  wells and projects such as Uaterflood, Gas Lift, and 

Enhanced Oil Recovery/Natural Gas Liquids (EOR/IGL).

Recovering the remaining one billion barrels will require additional 

capital investment in facilities and drilling. Many of these future 
investment decisions axe only marginally economic. Ihis future 

development and some of the expected production from the current wells 

and facilities is jeopardized by the proposed changes to the ELF.

Additionally, Prudhoe Bay contains 12 billion barrels unrecoverable with 

current technology. Some of this currently unrecoverable oil could be 

recovered with improved technology and major capital investment. 

Significant Increases in taxation will curtail the research necessary to 

pursue these thinly margined projects ana further reduce potential future 
State revenues.

The ELF is important in decisions to continue development within the 
Prudhoe Bay Unit. Consider, for example, the decision to drill 

additional wells at Prudhoe. Removal of the BLF benefit will in many 
cases make additional wells uneconomic. Four hundred or more future 
wells will be required to realize the additional one billion barrels 

referenced. Preliminary studies show that elimination of the ELF could

AK3407-1 (3/W)
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C
reduce future drilling at P r u d h o e  Bay  b y  over 25%, reducing u l t i m a t e  

r e c o v e r y  and industry and S t a t e  revenues. From the State's p e r s p e c t i v e ,  

d i r e c t  losses accrue in the a r e as  oE royalty, production tax, inccxne tax 

and annual property taxes a s  well as in the sec on d a r y  areas of e m p l o y m e n t  

and e c o n o m i c  stimulation.

A n  E L F  modification which i n v o l v e s  an addit i o n a l  total field p r o d u c t i o n  

f actor would eliminate s ome p r oj e c t s  w h i c h  increase field p r o d u c t i o n  by 

r a i s i n g  the severance tax r a t e  o n  the w h o l e  field and thus m a k i n g  the 

i n c r em e n t a l  project u n a t t r a c t i v e .  Fro m  a broader p e r s p e c t i v e ,  

s e l e c t i v e l y  penalizing l a r g e  fields like Prudh o e  will curtail their 

d e v e l o p m e n t  short of their f u l l  p o t e n t i a l  as discussed above. F u r t h e r ,  

p e n a l i z i n g  large fields d i s c o u r a g e s  u n i t i z a t i o n s  w hich are an e f f i c i e n t  

m e a n s  of managing a res e r v o i r  for m a x i m u m  benefit to the industry a n d  the 

S t a t e .

A l a s k a n  Development Impact

In ad d i t i o n  to the P r u d h o e  Bay impacts, tax increases c o u l d  have 

s i g n i f i c a n t  adverse effects o n  future A l a s k a n  oil development. D e c i s i o n s  

to p r o c e e d with e x p l or a t i o n  and d e v e l o p m e n t  projects are b a s e d  on 

a f t e r - t a x  economics. There a r e  three tax related factors:

f
K  “ Cash to finance the p r o j e c t ,

* Competitive after-ta:. retu rn s  on investment, and 

Stable business envir o r i e n t .

C ~sh to Finance the Project

S t a n d a r d  has Invested $12 b i l l i o n  o n  A l a s k a n  exploration, development and 

transportation. This i nv e s t m e n t  re c o r d  for TAPS, Prudhoe Bay, E n d i c o t t ,  

K u p a r u k  and hukluk, d e m o n s t r a t e s  the c o m p a n y ' s  willingness to i n v e s t  in 

A l a s k a  w h e n  competitive a f t e r - t a x  r e t u r n s are projected.

The o i l  industry, as well a s  the S t a t e  of Alaska, has a s e v e r e l y  

c o n s t r a i n e d  cash flow. V i r t u a l l y  all m a j o r  oil companies have  

s i g n i f i c a n t l y  reduced 1986 e x p l o r a t i o n  and development budg e t s  and 

w o r k f or c e .  Standard's 1986 o r i g i n a l  c a p i t a l  budget for Alaskan f i e l d  

d e v e l o p m e n t  has been r e d u c e d  f r o m  $ 9 2 3  m i l l i o n  to $675 m i l l i o n .  

S t a n d a r d’s workforce was r e d u c e d  in J u l y  by 172 people.

I n c r e a s i n g  industry taxes t h r o u g h  c h a n g e s  to the ELF will further r e d u c e  

the Industry's ability to c o n t i n u e  to invest in Alaska.

C o m p e t i t i v e  After-Tax Returns O n  I n v e s t m e n t

The future commitment of a v a i l a b l e  e x p l o r a t i o n  and development f u n d s  to 

A l a s k a  will depend on whether the p r o j e c t e d  returns are competitive w i t h  

a l t e r n a t i v e  uses of the funds. Th e  E L F  is a l s o  critical in this r e g a r d .
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M o d i f i c a t i o n  or e l i m i n a t i o n  of the BLF w h i c h  i n c r e a se s  the effective tax 

r a t e  o n  major fields w i l l  discourage e x p l o r a t i o n ,  A r c t i c  exploration 

i n v o l v e s  expensive, h i g h  risk ventures s u c h  as Musiuk. T h es e  risks are 

t a k e n  to find major, p r o f i t a b l e  fields s u c h  as P r u d h o e  Ba y  and Kuparuk. 

S m a l l e r  fields are g e n e r a l l y  a by-product o f  these efforts. Where the 

t a x a t i o n  system r e d u ce s  significantly the p r o f i t a b i l i t y  of a major field, 

the h i g h  cost e x p l o r a t i o n  risks will not b e  t a k e n  and neit h e r  larce nor 

s m a l l  additional A l a s k a n  fields will be f o u n d .

S t a b l e  Business E n v i r o n m e n t

A f a i r  and stable taxation system is a c r i t i c a l  component in any business 

environment. Under the current taxation system, production taxes can be 

r e d u c e d  by the ELF where the wellhead value closely approaches the 

o p e r a t i n g  costs allowing continued production. Alaska's highest in the 
n a t i o n  production tax rate of 15% and h i g h e s t  in the nation production 

tax floor of 802 per barrel will be r e d u c e d  for Prudhoe by about 20% 

after ten years of production.

The l a r g e  Alaskan d e v e l o p m e n t  expenditures o u t l i n e d  above w e r e  determined 

tc be e c on o m i c  based o n  e x i s t in g  tax laws. C h a n g e s  in these laws - which 

r e s u l t  in tax i n c r e a s e s  - send several u n w e l c o m e  m e s s a g e s  to the oil 

I n d u s t r y .  One m e s s a g e  is that the industry c o u l d  expect tax increases In 

m a j o r  fields after the m a j o r  capital o u t l a y s  h a v e  been made. A second 

m e s s a g e  is that d u r i n g  h a r d  times for t h e  i n d u s t r y  and the State, oil 

i n d u s t r y  tax increases w ill be considered r e g a r d l e s s  of their Impact on 

the industry.

It is easy to e s t i m a t e  the State r e v e n u e s  to be g e n erated by tax 

i n c r e a s e s .  It is d i f f i c u l t  to q ua ntify the v e r y  real lost future 

p r o d u c t i o n  and the c o n s e q u e n t  losses to S t a t e  r e v e n u e  and the overall 

A l a s k a n  econr-ray that w i l l  be incurred as a r e s u l t  of the enactment of a 

s e v e r a n c e  tax increase.

R e c o m m e n d o  t ion

In l i g h t  ?f the a d v e r s e  impacts of i n c r e a s e d  s e v e r a n c e  taxes on the 

P r u d h o e  Bay Unit and o t h e r  future industry e x p l o r a t i o n  and development 

a c t i v i t i e s ,  I r e c o m m e n d  that these c o m m e n t s  be for w ar d e d  to the 

C o m m i t t e e .  H o pefully they will provide t h e  C o m m i t t e e  w i t h  a more 

b a l a n c e d  perspective in w n i c h  to consider t a x  p o l i c y  and the resulting 

longer terii Implications. •*

1944A
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John R. Kemp Conoco Inc.
Division Managor 3201 *C* Street, Suite 200

Anchorage, AK 99503

September 4, 198b

.Joint Special Committee on State's Tax Policy 
Senator Prank Ferguson, Chairman 
1024 W, 6th Street, Suite 203 
Anchorage, Alaska 99501

Dear Senator Ferguson:

The high drilling and production costs and the decline in the value or 
eruue oil significantly impacts the development or new fields in 
Alaska. It also impacts the decision to continue operating any fields 
in the State. One of the cost factors, the State's oil and gas 

production tax, is directly controlled by the State. The modifica­
tions and revisions to the present production tax statutes may be the 
deciding factor for future oil and gas development in Alaska.

The present production tax is based on a monthly production rate ac 

t h e  economic limit OF 300 batrels/day times the number ol well days. 
'Ibis is called the economic limit factor (LLF). The statutory 

presumption is that the ELF represents the producer's break-even 
point. It is presumed that the producer is making profit from the 
production of oil and gas before reaching the ELF. The ELF, however, 
may be rebutted. Rebutting the presumption ailows a producer to 
establish by clear and convincing evidence that the break-even point 
is higher than 300 barrels for the field or unit. Successfully 
rebutting the ELF and establishing a new ELF results in a downward 
adjustment of the production tax payable by the producer.

The legislators who enacted the production tux statutes were 
farsighted and concerned that a rigidly structured production tax 
would force producers of economically marginal fields or units to shut 
down wells prematurely. S e e , e .g., Governor's transmittal letter for 
S.11. 238, March 1 1, 1977, 7th Journal, at 540-41. Prior to 1977, 
production tax liability was calculated on a rigid stair-sLep approach 
with incremental increased taxes based on the amount of production.
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This approach was insensitive to the problems oi marginal lields and 
the geographic variation oi' cost and production.

horly in 197/ alter the introduction o£ the Senate and House produc­
tion tax bills which would have continued the stair-step approach, the
M u s k a  Department of Revenue published an in-depth comprehensive 
report titled "Alaska's Oil and Gas Tax Structure", a study with
recommendations ior improvement. See testimony of Sterling Gallagher, 
Commissioner of the Department of Revenue, before the House Finance 
Committee, April 14, 1977 . In developing the presumptive F.LF factor, 
the legislature has provided a mechanism to allow production tax 
relief to producers of marginally economic -ields. The presenL 
production tax allows the producers to establish their actual
break-even point and to be assessed production tax from the point of 
the field or unit's production at a profit. In essence, the producer 
is noL forced to pay taxes while in a negative profit or loss situa- 
tion. The provisions for this production tax relief are not automat­
ic. The producer must request a formal hearing and prove by clear and 
convincing evidence that its break-even point is different than that 
presumed by the statute. The economic sensitivity in the current 
production tax statutes allow the States to grant relief to producers 
of marginally economic fields and allows the production operations to 
continue, rather than to shut-in during times of unprofitabiiiiy.

Proposals for new legislation to change the ELF provisions are now 
under consideration. Conoco urges the legislature tu look to the 
Luture oi Alaska. in tĥ * short run, the State may benefit by estab­
lishing a fixed minimum tax. It is anticipated that the minimum tax 
would approximate the current dO cents per barrel resulting from che 
presumed ELF. A production tax at this rate could contribute to the 
shut-in oi Milne Point Unit. S h u t - m s  of these types of units and the 
prohibitive effect of a fixed tax on the development of new fields 
means a reduction in the State's employment rate and a detriment to 
the local economy. It also means a reduction in both the State and 
local ad valorem taxes. Alaska's economy will stagnate.

Conoco urges the State to maintain the current Lax structure. Careiui 
and thought!ul analysis was used in the establishment of Lhe produc­
tion tax, with the ultimate goal of maximizing both income to the 
State and the conservation of the State's most valuable non-renewable 
resource. A panic-induced tampering with the existing law may produce 
deleterious etfects in both near term and long term economic stabil­
ity. In the alternative, if action on the production tax must be 
undertaken, Conoco strongly urges that the first !>l),OUU barrels per
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day of production from a unit be exempted from any proposed changes in 
the tax structure. This provision would maintain the originil intent 
ol' maximi • rig resource utilization in economically vulner.<ole units. 
This type of provision will encourage the continued operation of Milne 
i'oir.t and other small units. It is also farsighted enough not to 
require y arly amendments and changes and, thus, will encourage the 

continued development of the oil and gas fields of Alaska.

Yours very truly,

Division Manager

vv
HC/AE11
520.(J



Standard Alatka 
Production Company

G.N. Nelton 
Procidont

900 End Bemon Goulovard 
P O  Oo. 196612 
Anchoiorje. Aloiko 99519 661? 
(907) 56J 5423

STANDARD
ALASKA PRODUCTION

S e p t e m b e r  4, 1986

S e n a t o r  F r a n k  F e r g u s o n  
C o - C h a i r m a n
J o i n t  S p e c i a l  C o m m i t t e e  o n  the S t a t e ' s  T a x  P o l i c y  
P O  B o x  131
K o t z e b u e ,  A l a s k a  9 9 7 5 2  

D e a r  S e n a t o r  F e r g u s o n :

I r e c e n t l y  r e c e i v e d  the e n c l o s e d  p a p e r  on the E c o n o m i c  L i m i t  
F a c t o r  p r e p a r e d  by T o m  W i l l i a m s  and I t h o u g h t  it w o u l d  be of 
i n t e r e s t  to y o u  and p e r h a p s  o t h e r  m e m b e r s  of t h e  S p e c i a l  
C o m m i t t e e .  T h e  p a p e r  p r e s e n t s  an o v e r v i e w  of the ELF, e x p l a i n s  
h o w  it f u n c t i o n s  and w h y  it w a s  o r i g i n a l l y  w r i t t e n  into 
A l a s k a ' s  s t a t u t e s .

T o m  p r e p a r e d  the p a p e r  at the r e q u e s t  of the A l a s k a  O i l  and Gas 
A s s o c i a t i o n  T a x  C o m m i t t e e .  I m u s t  e m p h a s i z e ,  h o w e v e r ,  t h a t  it 
is not an o f f i c i a l  A O G A  p o s i t i o n  p a p e r  and s h o u l d  not be t a k e n  
as such.

A c o p y  of th i s  p a p e r  is b e i n g  also s e n t  to Rep. G r u s s e n d o r f  and 
I l e a v e  it to y o u r  d i s c r e t i o n  to d i s t r i b u t e  it to o t h e r  
c o m m i t t e e  m e m b e r s .

I lo o k  f o r w a r d  to s e e i n g  y o u  o n  S e p t e m b e r  11.

S i n c e r e l y

cc: Rep. B e n  G r u s s e n d o r f  w / e n c l o s u r e

A und ot lb "  o r d in a l S lu n d o ’ d O il Com pony 

fo u n d ed  m C le v e la n d  O b io . in 1870
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W H A T  IS THE ELF?

T h e  E c o n o m i c  L i m i t  F a ctor, o r  ELF, is a m a t h e m a t i c a l  
f o r m u l a  t h a t  c h a n g e s  t h e  r a t e  o f  t a x  o n  o i l  a n d  g a s  p r o d u c­
t i o n  u n d e r  A l a s k a ' s  O i l  a n d  G a s  P r o p e r t i e s  P r o d u c t i o n  T a x  
(the " P r o d u c t i o n  T a x"), AS 43.55. W i t h o u t  t h e  ELF, t h e s e  
r a t e s  w o u l d  b e  t h e  n o m i n a l  r a t e s  s e t  o u t  in t h e  s t a t u t e  —
15 p e r c e n t  1/ o f  t h e  v a l u e  of t a x a b l e  o i l  p r o d u c t i o n  2/ 
( 1 2.25% d u r i n g  t h e  f i r s t  f i v e  y e a r s  o f  p r o d u c t i o n  f r o m  a 
l e a s e  o r  p r o p e r t y  3/) o r  $ 0 . 8 0  p e r  b a r r e l ,  £ /  w h i c h e v e r  is 
g r e a t e r .  5/ T h e  $ 0 . 8 0  c e n t s - p e r - b a r r e l  a m o u n t  is f o r  oil 
h a v i n g  an A P I  g r a v i t y  o f  27 d e g r e e s ,  a n d  it is i n c r e a s e d  or 
d e c r e a s e d  b y  h a l f  a c e n t  f o r  e a c h  d e g r e e  a b o v e  o r  b e l o w  27 
d e g r e e s ,  r e s p e c t i v e l y ,  in t h e  A P I  g r a v i t y  o f  t h e  a c t u a l  oil 
p r o d u c e d .  6/ T h i s  a d j u s t m e n t  t o  t h e  c e n t s - p e r - b a r r e l  a m o u n t

1/ A S  4 3 . 5 5 . 0 1 1 ( b )  (15 p e r c e n t  r a t e  f o r  o i l  p r o d u c e d  a f t e r
J u n e  30, 1981).

2/ A S  4 3 . 5 5 . 0 1 1 ( a )  e x c l u d e s  " a n y  o i l  t h e  o w n e r s h i p  o r
r i g h t  t o  w h i c h  is e x e m p t  f r o m  t a x a t i o n " .  S u c h  e x e m p t  
oil a l m o s t  i n v a r i a b l y  is s t a t e  o r  f e d e r a l  r o y a l t y  oil.

3/ A S  4 3 . 5 5 . 0 1 1 ( b )  ("for a l e a s e  o r  p r o p e r t y  c o m i n g  in t o
c o m m e r c i a l  p r o d u c t i o n  a f t e r  J u n e  30, 1981, t h e  p e r c e n t -  
a g e - o f - v a l u e  a m o u n t  e q u a l s  1 2 . 2 5  p e r c e n t  of t h e  g r o s s  
v a l u e  . . .  of t a x a b l e  oil p r o d u c e d  f r o m  t h e  l e a s e  or 
p r o p e r t y  in t h e  f i r s t  f i v e  y e a r s  a f t e r  t h e  s t a r t  of 
c o m m e r c i a l  p r o d u c t i o n  a n d  e q u a l s  15 p e r c e n t  . . . 
t h e r e a f t e r " ) .

4/ A S  4 3 . 5 5 . 0 1 1 ( c ) .  T h i s  s t a t u t e  a l s o  s p e c i f i e s  a c e n t s -  
p e r - b a r r e l  r a t e  o f  $ 0 . 6 0  for " t a x a b l e  o l d  c r u d e  oil", 
r e f e r r i n g  t o  " o l d  o i l "  u n d e r  f o r m e r  f e d e r a l  o i l  p r i c e  
c o n t r o l s .  W i t h  t h e  e x p i r a t i o n  o f  t h o s e  c o n t r o l s ,  t h e r e  
is n o  l o n g e r  a n y  c u r r e n t  p r o d u c t i o n  t o  w h i c h  t h e  $0. 6 0  
r a t e  a p p l i e s .

5/ A S  4 3 . 5 5 . 0 1 1 ( a )  r e q u i r e s  p a y m e n t  o f  t h e  P r o d u c t i o n  T a x  
o n  t h e  b a s i s  of t h e  g r e a t e r  a m o u n t ,  w i t h  t h e  p e r c e n t -  
a g e - o f - v a l u e  a m o u n t  d e e m e d  t o  b e  t h e  g r e a t e r  if b o t h  
a m o u n t s  h a p p e n  t o  b e  equal. I t  u s e d  t o  b e  n e c e s s a r y  to 
e s t a b l i s h  w h i c h  a m o u n t  w a s  b e i n g  u s e d  w h e n  b o t h  a m o u n t s  
w e r e  e q u a l  b e c a u s e  f o r m e r  A S  4 3 . 5 5 . 0 1 1 ( d )  ( r e p e a l e d  b y  
fl 18, ch. 116, S L A  1981) c a l l e d  f o r  c e r t a i n  p a y m e n t s  
i n t o  t h e  A l a s k a  N a t i v e  F u n d  w h e n  t h e  P r o d u c t i o n  T a x  w a s  
p a i d  o n  t h e  c e n t s - p e r - b a r r e l  b a s i s .

6/ A S  4 3 . 5 5 . 0 1 2 ( b ) .



fo r  A P I  g r a v i t y  is m a d e  b e f o r e  t h e  E L F  is a p p l i e d .  7/ F o r  
t a x a b l e  gas, t h e  n o m i n a l  t a x  r a t e  is g r e a t e r  o f  t e n  p e r c e n t  
o f  its v a l u e  o r  $ 0 , 0 6 4  p e r  t h o u s a n d  c u b i c  f e e t  (Mcf) 8/ b e­
fore a p p l y i n g  t h e  ELF.

T h e  E L F  r a n g e s  in v a l u e  f r o m  z e r o  t o  one, a l t h o u g h  the 
w a y  t h e  f o r m u l a  is s e t  up, it c o u l d  a p p r o a c h ,  b u t  n e v e r  a c­
t u a l l y  reach, one. H o w e v e r ,  b y  s t a t u t e ,  if t h e  c a l c u l a t e d  
v a l u e  of t h e  E L F  u n d e r  che f o r m u l a  is g r e a t e r  t h a n  0.7 for 
oil d u r i n g  t h e  f i r s t  t e n  y e a r s  o f  p r o d u c t i o n  f r o m  a l e a s e  or 
p r o p e r t y ,  t h e n  t h e  E L F  is d e f i n e d  t o  h a v e  a v a l u e  o f  one; 9/ 
a f t e r  t e n  y e a r s  of p r o d u c t i o n ,  t h e  E L F  e q u a l s  its c a l c u l a t e d  
a m o u n t  u n d e r  t h e  for m u l a ,  w h e t h e r  it is a b o v e  o r  b e l o w  
0.7. 10/ T h e r e  is n o  c o r r e s p o n d i n g  r u l e  c h a n g i n g  t h e  v a l u e  
of t h e  E L F  f o r  g a s  f r o m  its c a l c u l a t e d  v a l u e  u n d e r  t h e  g a s  
E L F  formula. 11/

T h e  a c t u a l  t a x  r a t e  f o r  t a x a b l e  p r o d u c t i o n  f r o m  a l e a s e  
o r  p r o p e r t y  e q u a l s  t h e  n o m i n a l  t a x  r a t e  m u l t i p l i e d  b y  the 
E L F  f o r  t h a t  l e a s e  o r  p r o p e r t y .  T h u s  f o r  i n s t a n c e ,  w i t h  
oil, as t h e  E L F  v a r i e s  f r o m  o n e  d o w n  t o  zero, t h e  e f f e c t i v e

7/ U n d e r  AS 4 3 . 5 5 . 0 1 1 ( a )  " [ t ] h e  t a x  is e q u a l  t o  e i t h e r  the 
p e r c e n t a g e - o f - v a l u e  a m o u n t  c a l c u l a t e d  u n d e r  (b) o f  t h i s  
s e c t i o n  o r  t h e  c e n t s - p e r - b a r r e l  a m o u n t  c a l c u l a t e d  u n d e r  
(c) of t h i s  s e c t i o n ,  w h i c h e v e r  is g r e a t e r ,  m u l t i p l i e d  
b y  t h e  e c o n o m i c  l i m i t  f a c t o r " .  A S  4 3 . 4 4 . 0 1 1 ( c )  s t a t e s  
I;[t]he c e n t s - p e r - b a r r e l  a m o u n t  e q u a l s  . . . $ 0 . 8 0  p e r  
b a r r e l  . . .  as a d j u s t e d  b y  A S  4 3 . 5 5 . 0 1 2  [ p r o v i d i n g  for 
t h e  A P I  g r a v i t y  a d j u s t m e n t ] " .  Thu s ,  the. A P I  g r a v i t y  
a d j u s t m e n t  a p p l i e s  in d e t e r m i n i n g  t h e  c e n t s - p e r - b a r r e l  
a m o u n t  u n d e r  "(c) o f  t h i s  s e c t i o n " ,  a n d  then, if t h a t  
a m o u n t  is g r e a t e r  t h a n  t h e  p e r c e n t a g e - o f - - v a l u e  amount, 
it is m u l t i p l i e d  b y  t h e  ELF.

8/ A S  4 3 . 5 5 . 0 1 6 .  T h e  r e f e r e n c e  i n  A S  4 3 . 5 5 . 0 1 6 ( c )  t o  an 
" a d j u s t ( m e n t ]  b y  A S  4 3 . 5 5 . 0 1 2 "  in t h e  $ 0 , 0 6 4  c e n t s - p e r -  
M c f  r a t e  r e f e r s  t o  p r o v i s i o n s  in A S  4 3 . 5 5 . 0 1 2  t h a t  h a v e  
s i n c e  b e e n  r e p e a l e d .  A S  4 3 . 5 5 . 0 3 2 ( b ) ,  che on.ly p o r t i o n  
o f  AS 4 3 . 5 5 . 0 1 2  c u r r e n t l y  r e m a i n i n g  in e f f e c t ,  is a p­
p l i c a b l e  o n l y  t o  oil. T h e  r e f e r e n c e  t o  AS 4 3 . 5 5 . 0 1 2  is 
t h e r e f o r e  a n  a r t i f a c t  f r o m  p r i o r  v e r s i o n s  o f  t h e  s t a t­
u t e  a n d  n o  l o n g e r  h a s  a n y  a p p l i c a t i o n ;  t h e  c e n t s - p e r -  
M c f  r a t e  is u n i f o r m l y  $ 0 , 0 6 4  p e r  M c f  ( b e f o r e  a p p l y i n g  
t h e  E L F ) .

9/ AS 4 3 . 5 5 . 0 1 3 ( b ) (3).

10/ AS 4 3 . 5 5 . 0 1 3 ( b ) (4).

11/ A S 4 3 . 5 5 . 0 1 3 ( c ) .
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r a t e  o f  t a x  c a n  r a n g e  b e t w e e n  s o m e t h i n g  a t  o r  v e r y  n e a r  its 
n o m i n a l  r a t e  o f  15 p e r c e n t  (or $ 0 . 8 0  pe. b a r r e l ,  if g r e a t­
er) , d o w n  t o  zero. 12/

12/ T h e  c e n t s - p e r - b a r r e l  a n d  cer.ts-per-Mcf r a t e s  r e p r e s e n t ,  
in ef f e c t ,  f l o o r s  o n  t h e  p r i c e s  u s e d  f o r  P r o d u c t i o n  T a x  
p u r p o s e s .  If p r i c e s  d r o p  b e l o w  t h e s e  f l o o r  l e v e l s ,  t h e  
c e n t s - p e r - b a r r e l  o r  c e n t s - p e r - M c f  r a t e  k i c k s  in. H o w ­
ever, n e i t h e r  o f  t h e s e  r e p r e s e n t s  a n y  s o r t  of f l o o r  on 
t h e  a c t u a l  a m o u n t  o f  t a x  c o l l e c t e d .  A s  e x p l a i n e d  b e ­
low, t h e  p u r p o s e  o f  t h e  E L F  is t o  s c a l e  d o w n  t h e  b u r d e n  
o f  t h e  P r o d u c t i o n  T a x  s o  t h a t  t h e  t a x  d o e s  n o t  c a u s e  
t h e  c e s s a t i o n  o f  p r o d u c t i o n  b e f o r e  t h e  p r o p e r t y  w o u l d  
o t h e r w i s e  r e a c h  i t s  e c o n o m i c  l i m i t  ( b r e a k  e v e n  p o i n t ) . 
I f  t h e  a m o u n t  o f  p r o d u c t i o n  n e e d e d  t o  b r e a k  e v e n  e q u a l s  
t h e  a m o u n t  c u r r e n t l y  b e i n g  p r o d u c e d ,  t h e  E L F  m a k e s  t h e  
t a x  z e r o  w h e t h e r  t h e  t a x  is c a l c u l a t e d  o n  a p e r c e n t a g e -  
o f - v a l u e  b a s i s  o r  o n  t h e  c e n t s - p e r - b a r r e l  (or c e n t s -  
p e r - M c f )  b a s i s .
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H O W  T H E  E L F  W O R K S :  T H E  B A S I C  T H E M E

T h e  E L F  depend:; p r i m a r i l y  on t w o  t h i n g s .  O n e  is t h e  
v o l u m e  o f  p r o d u c t i o n  n e e d e d  t o  " b r e a k  e v e n "  so t h a t  t h e  
g r o s s  v a l u e  o f  t h e  p r o d u c t i o n  j u s t  e q u a l s  t h e  t o t a l  d i r e c t  
o p e r a t i n g  c o s t s  (as d e f i n e d  in t h e  s t a t u t e )  for p r o d u c i n g  
t h a t  o i l  o r  gas. T h e  o t h e r  is t h e  v o l u m e  of p r o d u c t i o n  a c­
t u a l l y  p r o d u c e d  d u r i n g  t h e  m o n t h  in q u e s t i o n .

T h e s e  t w o  f a c t o r s  h a v e  a d e t e r m i n a t i v e  r o l e  in t h e  
c h a n g i n g  e c o n o m i c s  o f  a n  o i l  a n d  g a s  p r o p e r t y  d u r i n g  its 
p r o d u c t i v e  life, a n d  t h e  E L F  a t t e m p t s  t o  r e c o g n i z e  t h e  e c o n­
o m i c s  a n d  s e t  t h e  e f f e c t i v e  t a x  r a t e  at a p p r o p r i a t e  l e v e l s  
t h r o u g h o u t  t h a t  p r o d u c t i v e  life. In g e n e r a l  t h e  c o s t  of 
p r o d u c i n g  a n  a d d i t i o n a l  b a r r e l  o r  oil o r  a n  M c f  o f  gas 
s t a r t s  o f f  r e l a t i v e l y  l o w  a n d  i n c r e a s e s  w i t h  time, u n t i l  
e v e n t u a l l y  t h e  c o s t  o f  g e t t i n g  t h e  n e x t  b a r r e l  o r  M c f  g e t s  
so h i g h  t h a t  it is n o  l o n g e r  p r o f i t a b l e  to c o n t i n u e  p r o d u c­
ing. T h i s  p o i n t  a t  w h i c h  o p e r a t i o n s  c e a s e  t o  b e  p r o f i t a b l e  
is c a l l e d  t h e  e c o n o m i c  limit.

T h e  ELF, w h i c h  g e t s  i t s  n a m e  ( E c o n o m i c  L i m i t  Factor) 
f r o m  t h i s  c o n c e p t  o f  a n  e c o n o m i c  limit, t a k e s  a n  a p p r o x i m a­
t i o n  of h o w  m u c h  p r o d u c t i o n  is n e e d e d  t o  b r e a k  e v e n  at t h e  
e c o n o m i c  limit, 13/ a n d  t h e n  c o m p a r e s  t h a t  p r o d u c t i o n  r a t e

13/ T h e  s t a t u t e  m a k e s  a n  a p p r o x i m a t i o n  o f  t h e  o p e r a t i n g  
c o s t s  at t h e  e c o n o m i c  l i m i t  b y  s p e c i f i c a l l y  l i s t i n g  
c e r t a i n  t y p e s  o f  o p e r a t i n g  c o s t s  t h a t  o n e  w o u l d  r e a s o n­
a b l y  e x p e c t  t o  c o n t i n u e  b e i n g  i n c u r r e d  r i g h t  u p  u n t i l  
t h e  e c o n o m i c  l i m i t  is r e a c h e d .  S u c h  c o s t s  a r e  " r o y a l­
ty, p r o d u c t i o n  s u p p l i e s ,  p u r c h a s e d  fuel, r o u t i n e  m a i n­
te n a n c e ,  a n d  w a g e s  a n d  b e n e f i t s  o f  e m p l o y e e s  w o r k i n g  on 
t h e  p r o d u c t i o n  o p e r a t i o n s . "  A S  4 3 . 5 5 . 0 1 3 ( e )  (oil); A S  
4 3 . 5 5 . 0 1 3 ( h )  (gas). O t h e r  c u r r a n t  c o s t s  a r e  s p e c i f i c­
a l l y  e x c l u d e d  f r o m  t h e  c a l c u l a t i o n  o f  t h e  o p e r a t i n g  
c o s t s  a t  t h e  e c o n o m i c  l i m i t  b e c a u s e  o n e  w o u l d  r e a s o n­
a b l y  e x p e c t  t h e m  t o  h a v e  b e e n  d i s c o n t i n u e d  o r  n o  l o n g e r  
i n c u r r e d  b y  t h e  t i m e  t h e  e c o n o m i c  l i m i t  is r e a c h e d .  
T h e s e  e x c l u d e d  c o s t s  a r e  c a p i t a l  e x p e n d i t u r e s ,  t a n g i b l e  
o r  i n t a n g i b l e  d r i l l i n g  e x p e n s e s ,  c o s t s  o f  w e l l  w o r k -  
o v e r s ,  a n d  c o s t s  o f  r e p l a c e m e n t  o r  r e p a i r s  o t h e r  t h a n  
r o u t i n e  m a i n t e n a n c e .  A l l  o f  t h e s e  a r e  e x c l u d e d  b e c a u s e  
t h e y  r e p r e s e n t  e x p e n s e s  o r  c a p i t a l  i n v e s t m e n t s  t h a t  a 
r e a s o n a b l e  p e r s o n  w o u l d  h a v e  d i s c o n t i n u e d  m a k i n g  o n c e  
t h e  p r o p e r t y  g o t  c l o s e  e n o u g h  t o  its e c o n o m i c  l i m i t  
t h a t  t h e  a d d i t i o n a l  c o s t  o r  i n v e s t m e n t  n o  l o n g e r  p r o m­
i s e d  t o  p a y  f o r  i t s e l f .  A m o r t i z a t i o n  a n d  d e p r e c i a t i o n  
a r e  e x c l u d e d  b e c a u s e  a l l  p a s t  c a p i t a l  i n v e s t m e n t s  o r d i­
n a r i l y  s h o u l d  b e  f u l l y  a m o r t i z e d  o r  d e p r e c i a t e d  b e f o r e
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at t h e  e c o n o m i c  l i m i t  (PEL) t o  t h e  v o l u m e  a c t u a l l y  b e i n g  
p r o d u c e d .  T h i s  r a t i o  is a n  i n d i c a t o r  o f  t h e  p r o f i t a b i l i t y  
of t h e  l e a s e  o r  p r o p e r t y .  T h e  s m a l l e r  P E L  is in p r o p o r t i o n  
t o  t h e  t o t a l  p r o d u c t i o n  (TP) c u r r e n t l y  b e i n g  p r o d u c e d ,  t h e  
m o r e  p r o f i t a b l e  t h e  l e a s e  o r  p r o p e r t y  is and, t h e o r e t i c a l l y ,  
t h e  b e t t e r  it c a n  b e a r  a g r e a t e r  " s l i c e  o f f  t h e  to p "  f o r  the 
P r o d u c t i o n  Tax. H e n c e  t h e  E L F  a p p r o a c h e s  o n e  (and t h e  e f­
f e c t i v e  t a x  r a t e  a p p r o a c h e s  its m a x i m u m  p o s s i b l e  rate) w h e n  
t h e  p r o p e r t y  is m o s t  p r o f i t a b l e ,  b u t  l a t e r  as t h e  p r o p e r t y  
b e c o m e s  m o r e  a n d  m o r e  e x p e n s i v e  t o  o p e r a t e  a n d  l e s s  a n d  less 
p r o f i t a b l e ,  t h e  E L F  d e c r e a s e s  a n d  s c a l e s  d o w n  t h e  t a x  rate, 
u n t i l  f i n a l l y  b o t h  t h e  E L F  a n d  t h e  t a x  a r e  z e r o  w h e n  t h e  
e c o n o m i c  l i m i t  is r e a c h e d .

A n  e x a m p l e  w i l l  i l l u s t r a t e  e x a c t l y  h o w  t h i s  oc c u r s .  In 
its s i m p l e s t  form, t h e  E L F  is o n e  m i n u s  t h e  r a t i o  o f  P E L  to 
TP. P u t  i n t o  a l g e b r a i c  t e rms, t h e  f o r m u l a  f o r  t h e  E L F  is:

E L F  =  1 - [PEL/TP],

w h e r e  P E L  is t h e  p r o d u c t i o n  r a r e  n e e d e d  t o  c o v e r  t h e  p r o­
j e c t e d  d i r e c t  o p e r a t i n g  c o s t s  at t h e  e c o n o m i c  limit, a n d  T P  
is t o t a l  c u r r e n t  p r o d u c t i o n .  T h i s  is t h e  p r e s e n t  f o r m u l a

( f o o t n o t e  c o n t i n u e d  f r o m  p r e v i o u s  page)

t h e  p r o p e r t y  r e a c h e s  its e c o n o m i c  limit. T a x e s  a r e  e x­
c l u d e d  b e c a u s e  (a) t h e  E L F  w o u l d  h a v e  r e d u c e d  t h e  P r o­
d u c t i o n  T a x  t o  z e r o  w h e n  t h e  p r o p e r t y  r e a c h e s  t h e  e c o n­
o m i c  l i m i t  a n d  (b) a d  v a l o r e m  t a x e s ,  e v e n  o n  a r e p l a c e­
m e n t - c o s t  b a s i s  o f  a s s e s s m e n t ,  s h o u l d  r e f l e c t  t h e  fact 
t h a t  t h e r e  is no r e m a i n i n g  e c o n o m i c  l i f e  f o r  t h e  a s s e t s  
a n d  h e n c e  t h e y  w o u l d  b e  f u l l y  d e p r e c i a t e d  f o r  a s s e s s­
m e n t  p u r p o s e s  at t h e  e c o n o m i c  l i m i t  (the t h i r d  tax, the 
c o n s e r v a t i o n  t a x  of o n e  e i g h t h  o f  a c e n t  p e r  b a r r e l ,  AS 
43.57, is d i s r e g a r d e d  as h a v i n g  a m i n i m a l  e f f e c t ) .  I n­
s u r a n c e  a n d  o v e r h e a d  a r e  e x c l u d e d  b e c a u s e  t h e y  w e r e  not 
c o n s i d e r e d  t o  b e  s u f f i c i e n t l y  " d i r e c t "  in n a t u r e .  T h e  
c o s t s  of t e r m i n a t i n g  p r o d u c t i o n  o p e r a t i o n s  a n d  s h u t t i n g  
d o w n  t h e  p r o p e r t y  a r e  e x c l u d e d  b e c a u s e  t h e y  a r e  n o t  
c o s t s  o f  p r o d u c t i o n ,  b u t  c o s t s  o f  c e a s i n g  p r o d u c t i o n ;  
if anyt h i n g ,  t h e  f i n a n c i a l  a d v a n t a g e  (due t o  t h e  t i m e  
v a l u e  of mone y )  t o  b e  g a i n e d  b y  d e f e r r i n g  t h e  t e r m i n a­
t i o n  c o s t s  m i g h t  b e  e n o u g h  in i t s e l f  t o  i n d u c e  a n  o p e r­
a t o r  t o  c o n t i n u e  p r o d u c i n g  a p r o p e r t y  e v e n  a f t e r  it 
r e a c h e s  w h a t  w o u l d  o r d i n a r i l y  b e  i t s  e c o n o m i c  l i m i t  
(i.e., a f t e r  its p r o d u c t i o n  r e v e n u e  s t a r t e d  f a l l i n g  
s h o r t  of t h e  d i r e c t  o p e r a t i n g  e x p e n s e s  f o r  c o n t i n u i n g  
t h a t  p r o d u c t i o n ) . T h e  s t a t u t e  a l s o  a l l o w s  t h e  D e p a r t­
m e n t  o f  R e v e n u e  t o  a d o p t  r e g u l a t i o n s  t h a t  i n c l u d e  a d d i­
t i o n a l  d i r e c t  o p e r a t i n g  c o s t s  t h a t  a r e  n o t  s p e c i f i c a l l y  
s e t  o u t  in t h e  s t a t u t e ;  t h e  D e p a r t m e n t  h a s  a d o p t e d  no 
r e g u l a t i o n  i n c l u d i n g  a n y  s u c h  a d d i t i o n a l  t y p e s  o f  cost.
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f o r  t h e  g a s  E L F  14/ (formerly, w h e n  t h e r e  w e r e  s t i l l  federal 
oil p r i c e  c o n t r o l s ,  it w a s  a l s o  t h e  f o r m u l a  f o r  " o l d  oil" 

p r o d u c t i o n  15/).

S u p p o s e  t h e r e  is a g a s - p r o d u c i n g  p r o p e r t y  f o r  w h i c h  the 
P E L  is d e t e r m i n e d  t o  b e  1 5 0 , 0 0 0  M c f  p e r  m o n t h .  S u p p o s e  f u r­
t h e r  t h a t  i n i t i a l  p r o d u c t i o n  f r o m  t h i s  p r o p e r t y  is 5 0 0 , 0 0 0  
M c f  p e r  m o nth. T h e  E L F  w i l l  be:

E L F  = 1 - [PEL/TP]

= 1 - [ 1 5 0 , 0 0 0 / 5 0 0 , 0 0 0 ]

=  1 - [0.300000]

= 0 . 7 0 0 0 0 0

T h e  e f f e c t i v e  r a t e  of t a x  w i l l  b e  s e v e n  p e r c e n t  o f  t h e  v a l u e  
of t h e  g a s  ( 0 . 7 0 0 0 0 0  t i m e s  t h e  n o m i n a l  r a t e  o f  10% e q u a l s  
7%) o r  $ 0 . 0 4 4 8  p e r  M c f  ( 0 . 7 0 0 0 0 0  t i m e s  t h e  n o m i n a l  r a t e  of 
$ 0 ,064 e q u a l s  $ 0 . 0 4 4 8 ) ,  w h i c h e v e r  is more.

N o w  s u p p o s e  t h e  p r o p e r t y  c o n t i n u e s  p r o d u c i n g  a t  5 0 0 , 0 0 0  
M c f  p e r  m o n t h  f o r  f i v e  y e ars, a n d  t h en, s t a r t i n g  in y e a r  six 
a n d  e a c h  y e a r  t h e r e a f t e r ,  t h e  r a t e  o f  m o n t h l y  p r o d u c t i o n  
d r o p s  b y  7 0 , 0 0 0  Mcf. T h e  f o l l o w i n g  t a b l e  s h o w s  w h a t  t h e  ELF 
a n d  t h e  e f f e c t i v e  t a x  r a t e s  w i l l  b e  d u r i n g  t h e  l i f e  o f  th i s  
p r o p e r t y :

Y e a r
P r o d u c t i o n

R a t e E L F
E f f e c t i v e  

% o f  V a l u e
T a x  R a t e  
$ p e r  Mcf

- 5 5 0 0 , 0 0 0 0 . 7 0 0 0 0 0 7 . 0 0 0 0 0 % $ 0 . 0 4 4 8 0 0

6 4 3 0 , 0 0 0 0 . 6 5 1 1 6 3 6 . 5 1 1 6 3 0 . 0 4 1 6 7 4
7 3 6 0 , 0 0 0 0 . 5 8 2 3 3 3 5 . 8 3 3 3 3 0 . 0 3 7 3 3 3
8 2 9 0 , 0 0 0 0 . 4 8 2 7 5 9 4 . 8 2 7 5 9 0 . 0 3 0 8 9 7
9 2 2 0 , 0 0 0 0 . 3 1 8 1 8 2 3 . 1 8 1 8 2 0 . 0 2 0 3 6 4

10 1 5 0 , 0 0 0 0 . 0 0 0 0 0 0 - 0 - -0-

14/ I d . ("The e c o n o m i c  l i m i t  f a c t o r  f o r  g a s  p r o d u c t i o n  of a 
l e a s e  o r  p r o p e r t y  e q u a l s  o n e  m i n u s  t h e  r a t i o  o f  t h e  
m o n t h l y  p r o d u c t i o n  r a t e  a t  t h e  e c o n o m i c  l i m i t  t o  t h e  
p r o d u c t i o n  d u r i n g  t h e  m o n t h  f o r  w h i c h  t h e  t a x  is t o  be 
p a i d " ) .

15/ F o r m e r  A S  4 3 . 5 5 . 0 1 3 ( a ) ,  r e p e a l e d  b y  8 18, ch. 116, S L A  
1 9 8 1  ("The e c o n o m i c  l i m i t  f a c t o r  f o r  o l d  c r u d e  o i l  p r o­
d u c t i o n  o f  a l e a s e  o r  p r o p e r t y  e q u a l s  o n e  m i n u s  t h e  
r a t i o  o f  t h e  m o n t h l y  p r o d u c t i o n  a t  t h e  e c o n o m i c  l i m i t  
t o  t h e  p r o d u c t i o n  d u r i n g  t h e  m o n t h  f o r  w h i c h  t h e  t a x  is 
t o  b e  p a i d " ) .
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A s  o n e  c a n  s e e  f r o m  t h i s  t a b l e ,  w h e n  c u r r e n t  p r o d u c t i o n  
s t a r t s  to d e c l i n e ,  t h e  E L F  s t a r t s  f a l l i n g  o f f  too, b u t  at a 
s o m e w h a t  s l o w e r  rate. F o r  e x a m p l e ,  b e t w e e n  Y e a r s  5 and 6 
p r o d u c t i o n  in t h i s  i l l u s t r a t i o n  f a l l s  f r o m  5 0 0 , 0 0 0  to 430 , -  
000 Mcf, a d r o p  o f  14 p e r c e n t  (the d r o p  of 7 0 , 0 0 0  is 14% of
5 00,000), b u t  t h e  E L F  d r o p s  f r o m  0 . 7 0 0 0 0 0  t o  0 . 6 5 1 1 6 3 ,  a d e­
c l i n e  of o n l y  6 . 9 7 6 7  p e r c e n t  (the c h a n g e  of 0 . 0 4 8 B 3 7  in the 
E L F  b e t w e e n  Y e a r  5 a n d  Y e a r  6 is 6 . 9 7 6 7 %  of 0 . 7 0 0 0 0 0 ) .  H o w­
ever, as t h e  t a b l e  c l e a r l y  shows, t h e  E L F  e v e n t u a l l y  d o e s  
fall off f a s t  e n o u g h  to g e t  to z e r o  w h e n  t h e  e c o n o m i c  limit 
is reached.

W h a t  t h i s  m e a n s  in p r a c t i c a l  t e r m s  is t h a t  t h e  E L F  o p­
er a t e s  to k e e p  t h e  e f f e c t i v e  t a x  r a t e  f r o m  i n i t i a l l y  f a l l i n g  
'off q u i t e  as r a p i d l y  as d o e s  t h e  p r o f i t a b i l i t y  of t h e  p r o p­
e r t y  m e a s u r e d  b y  t h e  r a t i o  of c u r r e n t  p r o d u c t i o n  t o  p r o d u c­
ti o n  at t h e  e c o n o m i c  limit. T h u s  t h e  S t a t e ' s  P r o d u c t i o n  T a x  
c o l l e c t i o n s  a r e  h i g h e r  t h a n  t h e y  w o u l d  b e  if t h e  E L F  s c a l e d
t h e  t a x  r a t e  d o w n  in d i r e c t  p r o p o r t i o n  t o  t h e  p r o p e r t y ' s
p r o f i t a b i l i t y .

T h e r e  is o n e  o t h e r  t h i n g  t h a t  t h i s  i l l u s t r a t i o n  r e v e a l s  
a b o u t  t h e  ELF, a n d  t h a t  is w h y  t h e  e f f e c t i v e  t a x  r a t e  c a n n o t  
e v e r  equal t h e  n o m i n a l  r a t e s  s e t  o u t  in t h e  s t a t u t e  (except 
of c o u r s e  w h e r e  t h e r e  is a s p e c i a l  s t a t u t o r y  r u l e  m a k i n g  the 
E L F  o n e  if its c o m p u t e d  v a l u e  u n d e r  t h e  f o r m u l a  is g r e a t e r  
t h a n  0.7). T h e  r e a s o n  is t h a t  t h e  E L F  i t s e l f  c a n  appr o a c h ,
b u t  n e v e r  q u i t e  reach, t h e  v a l u e  o f  one. F o r  t h e  E L F  to
equal one, t h e  r a t i o  o f  p r o d u c t i o n  at t h e  e c o n o m i c  l i m i t  to 
c u r r e n t  p r o d u c t i o n  m u s t  b e  zero. 16/ In m a t h e m a t i c a l  terms,

16/ In t h e  " c o m p l e x "  e x p l a n a t i o n  o f  t h e  ELF, t h e  e f f e c t s  of 
the e x p o n e n t  in t h e  o i l  E L F  a r e  e x p l a i n e d .  W i t h  t h e  
e x p o n e n t ,  t h e r e  is t h e o r e t i c a l l y  a s e c o n d  w a y  f o r  the 
E L F  to e q u a l  one, and t h a t  is if t h e  e x p o n e n t  is ze r o  
a n d  t h e  n u m b e r  to w h i c h  t h e  e x p o n e n t  is t o  b e  a p p l i e d  
is n o t  e q u a l  to zero. H o w e v e r ,  s i n c e  t h e  e x p o n e n t  is, 
in e f fect, t h e  r a t i o  o f  4 6 0  b a r r e l s  a d a y  p e r  w e l l  to 
t h e  a c t u a l  a v e r a g e  d a i l y  p r o d u c t i o n  r a t e  p e r  vroll d u r­
ing  t h e  m o n t h  in q u e s t i o n ,  t h e  e x p o n e n t  c a n n o t  b e  zero 
u n l e s s  a c t u a l  p r o d u c t i o n  w e r e  i n f i n i t e  (this is b e c a u s e  
460 d i v i d e d  b y  a n y  f i n i t e  n u m b e r ,  no m a t t e r  h o w  huge, 
w i l l  y i e l d  a n u m b e r  g r e a t e r  t h a n  zero; o t h e r w i s e ,  if 
z e r o  w e r e  t h e  q u o t i e n t ,  o n e  w o u l d  be a b l e  to r e v e r s e  
t h e  p r o c e s s  a n d  m u l t i p l y  t h a t  h u g e  b u t  f i n i t e  n u m b e r  by 
t h a t  q u o t i e n t  (zero) a n d  g e t  b a c k  to 460, b u t  z e r o  
t i m e s  a n y  f i n i t e  n u m b e r  is a l w a y s  z e r o ) . S i n c e  a n  in­
fi n i t e  p r o d u c t i o n  r a t e  is o n e  o f  t h e  t w o  p o s s i b l e  c o n­
d i t i o n s  t h a t  a r e  d e s c r i b e d  in t h e  " s i m p l e "  v e r s i o n  of 
the E L F  as m a k i n g  t h e  E L F  e x a c t l y  e q u a l  t o  one, t h e r e  
is no p r a c t i c a l  d i f f e r e n c e  b e t w e e n  t h e  " s i m p l e "  a n d  
" c o m p l e x "  v e r s i o n s  as t o  w h y  t h e  E L F  is a l w a y s  le s s  
t h a n  o n e  in t h e  p h y s i c a l  w o r l d .
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if 1 - ELF, t h e n  1 = 1 -  [PEL/TP].

C learly, [PEL/TP] m u s t  e q u a l  z e r o  f o r  t h i s  e q u a t i o n  to be 
true, s i n c e  if a n y  n u m b e r  o t h e r  t h a n  z e r o  is s u b t r a c t e d  f r o m  
one, t h e  r e s u l t  w i l l  n o t  e q u a l  one. Thus,

P E L / T P  =  0, o r  

m u l t i p l y i n g  b o t h  s i d e s  o f  t h i s  l a s t  e q u a t i o n  b y  TP,

P E L  =  0 X  TP.

T h e r e  is n o  f i n i t e  n u m b e r  f o r  T P  w h i c h  will, w h e n  m u l t i p l i e d  
b y  zero, y i e l d  a v a l u e  f o r  P E L  o t h e r  t h a n  zero. T h i s  is 
b e c a u s e  z e r o  t i m e s  a n y  f i n i t e  n u m b e r  is a l w a y s  zero. A n d  
so, if t h e  E L F  is t o  e q u a l  one, e i t h e r  c u r r e n t  p r o d u c t i o n  
(TP) is i n f i n i t e  (whi c h  is p o s s i b l e  in m a t h e m a t i c s ,  b u t  n o t  
in t h e  p h y s i c a l  world) o r  P E L  e q u a l s  z e r o  (again, a p r a c t i­
cal i m p o s s i b i l i t y ,  s i n c e  n o  f i e l d  w o u l d  h a v e  c o s t s  o f  p r o­
d u c t i o n  e q u a l  t o  zero, e s p e c i a l l y  at its e c o n o m i c  l i m i t ) .

Thus, t h e  l a r g e r  c u r r e n t  p r o d u c t i o n  b e c o m e s  in p r o p o r­
ti o n  t o  PEL, t h e  c l o s e r  t h e  E L F  c o m e s  t o  a v a l u e  of one, b u t  
it n e v e r  r e a c h e s  o n e  u n d e r  t h e  f o r m u l a  in t h e  re a l  w o r l d .



R E A S O N S  F O R  T H E  E L F

T h e  E L F  o p e r a t e s  t o  r e d u c e  t h e  e f f e c t i v e  r a t e  o f  the 
P r o d u c t i o n  T a x  as an o i l  a n d  g a s  p r o p e r t y  n e a r s  its e c o n o m i c  
limit; i.e., t h e  p o i n t  w h e r e  t h e  i n c o m e  (gross v a lue) f r o m  
p r o d u c i n g  a b a r r e l  o r  M c f  o f  p r o d u c t i o n  f r o m  t h a t  p r o p e r t y  
is j u s t  e n o u g h  t o  c o v e r  t h e  c o s t s  of p r o a u c i n g  t h a t  b a r r e l  
o r  Mcf. A t  t h e  end, w h e n  t h e  p r o p e r t y  a c t u a l l y  r e a c h e s  its 
e c o n o m i c  limit, t h e  E L F  m a k e s  t h e  t a x  r a t e  zero. W h y  h a s  
t h i s  E L F  f e a t u r e  b e e n  i n c l u d e d  in t h e  P r o d u c t i o n  T a x ?

T h e  r e a s o n s  for t h e  E L F  a r e  b o t h  h i s t o r i c a l  a n d  e c o n o m­
ic. P r i o r  to t h e  e n a c t m e n t  of t h e  E L F  in 1977, A l a s k a  h a d  a 
" s t a i r  s t e p p e d "  P r o d u c t i o n  T a x  o n  oil in w h i c h  t h e  t a x  d e ­
p e n d e d  on t h e  a v e r a g e  d a i l y  r a t e  o f  p r o d u c t i o n  p e r  well.
T h e  f i r s t  300 b a r r e l s  a d a y  p e r  w e l l  w e r e  t a x e d  at f i v e  p e r­
c e n t  of t h e i r  g r o s s  v a l u e ,  t h e  n e x t  7 0 0  b a r r e l s  a d a y  w e r e  
t a x e d  at s i x  p e r c e n t ,  a n d  a v e r a g e  d a i l y  p r o d u c t i o n  in e x c e s s  
of 1 , 000 b a r r e l s  a d a y  p e r  w e l l  w a s  t a x e d  at e i g h t  p e r­
cent. 17/ In a d d i t i o n ,  t h e r e  w e r e  t h r e e  s i m i l a r l y  " s t a i r

17/ F o r m e r  AS 43.55.0.10, r e p e a l e d  b y  S 9, oh. 136, S L A
1977. T h e  t h r e e - t i e r e d  " s t a i r  s t e p "  t a x  ( e n a c t e d  in 
ch. 4, F S S L A  1973) r e p l a c e d  an e a r l i e r  f o u r - t i e r  v e r ­
sion, in w h i c h  t h e  f o u r  " s t a i r  s t e p s "  f o r  p e r c e n t a g e -  
o f - v a l u e  h a d  b e e n  e n a c t e d  f i r s t  (ch. 247, S L A  1970), 
w i t h  the c e n t s - p e r - b a r r e l  r a t e s  a d d e d  l a t e r  (ch. 101, 
S L A  1972). T h e  f o u r  " s t e p s "  in t h e  o r i g i n a l  p r o g r e s­
si v e  t a x  r a t e  s t r u c t u r e  w e r e  0 - 3 0 0  b a r r e l s  a d a y  p e r  
w e l l  (3% rate), 301 - 1,0 0 0  b a r r e l s  a d a y  p e r  w e l l  (5% 
rate), 1,001 - 2 , 5 0 0  b a r r e l s  a d a y  p e r  w e l l  (6% rate), 
a n d  2 , 5 0 0 +  b a r r e l s  a d a y  p e r  w e l l  (8% rate). W h e n  t h e  
c e n t s - p e r - b a r r e l  r a t e s  w e r e  a d d e d  t o  t h e  P r o d u c t i o n  T a x  
in 1972, t h e y  w e r e  c o u p l e d  w i t h  a c r e d i t  for r o y a l t y  
p a y m e n t s  t o  t h e  S t a t e ,  t h e  i n t e n t  a n d  e f f e c t  o f  w h i c h  
w a s  t o  set a f l o o r  o n  c o m b i n e d  s t a t e  r e v e n u e s  f r o m  r o y­
a l t y  a n d  P r o d u c t i o n  Tax, c o r r e s p o n d i n g  t o  a " w e l l h e a d "  
p r i c e  of $ 2 . 6 5  a b a r r e l  (whi c h  w o u l d  h a v e  d r o p p e d  to 
$ 2 . 5 0  o n  J u l y  1, 1 9 3 0  if t h e  l a w  h a d  •remained in e f­
fect) . If p r i c e s  d r o p p e d  u n d e r  t h a t  floor, t h e  " l o s t "  
r o y a l t y  i n c o m e  w o u l d  b e  m a d e  u p  b y  t h e  c o r r e s p o n d i n g  
r e d u c t i o n  in t h e  r o y a l t y  c r e d i t  a g a i n s t  t h e  c e n t s - p e r -  
b a r r e l  rates. S e e  ch. 101, S L A  1972; 1972 H o u s e  J. 
9 1 5 - 9 1 6  ( G o v e r n o r  E g a n ' s  t r a n s m i t t a l  l e t t e r  f o r  H o u s e  
Bi l l  817, i n t r o d u c i n g  the r o y a l t y  c r e d i t  c o n c e p t ;  the 
H o u s e  F i n a n c e  C o m m i t t e e  t o o k  t h e  s u b s t a n c e  of H B  817 
a n d  i n c o r p o r a t e d  it i n t o  a H o u s e  C o m m i t t e e  S u b s t i t u t e  
f o r  a S e n a t e  Bill, S B  168, t h a t  h a d  a l r e a d y  p a s s e d  t h e  
S e n a t e ;  t h e  v e r s i o n  t h a t  b e c a m e  c h a p t e r  1 0 1  of t h e  1972 
S e s s i o n  Lav/s w a s  r.he S e c o n d  F r e e  C o n f e r e n c e  C o m m i t t e e
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s t e p p e d "  c e n t s - p e r - b a r r e l  r a t e s  —  $ 0 . 1 6 0 7 5  on t h e  f i r s t  300 
b a r r e l s  a day, $ 0 . 2 0 2 5  o n  t h e  n e x t  700, a n d  $ 0 . 2 7  o n  a n y­
t h i n g  o v e r  1 , 0 0 0  b a r r e l s  a day. 18/ T h e s e  c e n t s - p e r - b a r r e l  
r a t e s  w e r e  for o i l  h a v i n g  a n  A P I  g r a v i t y  o f  27 d e g r e e s ,  a n d  
t h e y  w e r e  i n c r e a s e d  o r  d e c r e a s e d  b y  t w o  p e r c e n t  f o r  e a c h  
d e g r e e  of A P I  g r a v i t y  t h a t  t h e  a c t u a l  o i l  p r o d u c t i o n  w a s
o v e r  o r  b e l o w  27 d e g r e e s .  T h e  a c t u a l  t a x  t o  b e  p a i d  w a s  the
h i g h e r  o f  t h e  two, p e r c e n t a g e - o f - v a l u e  o r  c e n t s - p e f - b a r -
rel. 1 9 / T h e  c e n t s - p e r - b a r r e l  a m o u n t  w o u l d  b e  g r e a t e r  w h e n
th e  " w e l l h e a d "  p r i c e  2 0 /  fell b e l o w  $ 3 , 3 7 5 ;  f o r  h i g h e r

( f o o t n o t e  c o n t i n u e d  f r o m  p r e v i o u s  page)

S u b s t i t u t e  f o r  S B  168, S F C C S  H C S  S B  168). L i t i g a t i o n  
o v e r  t h i s  a n d  o t h e r  e n a c t m e n t s  o f  t h e  1972 L e g i s l a t u r e  
q u i c k l y  e n s u e d  —  A m e r a d a - H e s s  Corp., et al., v. S t a t e  
( S u p e r i o r  Ct. No. 7 2 - 2 7 1 9  C i v i l ) , A R C O  P i p e  L i n e  Co. v. 
H e r b e r t  ( S u p e r i o r  Ct. No. 7 2 - 2 7 9 8  C i v i l ) , M o b i l  P i p e  
L i n e  Co. v. S t a t e  ( S u p e r i o r  Ct. No. 7 2 - 2 7 2 0  C i v i l ) , 
c o n s o l i d a t e d . Legislati.-' ’ e n a c t e d  b y  t h e  1973 S p e c i a l  
S e s s i o n ,  i n c l u d i n g  r e p e a l  of t h e  r o y a l t y  c r e d i t  p r o v i­
sions, m a d e  p a r t  of t h e  l i t i g a t i o n  m o o t  a n d  a l l o w e d  t h e  
r e m a i n d e r  t o  b e  s e t t l e d .

18/ F o r m e r  A S  4 3 . 5 5 . 0 1 5 ( a ) ,  r e p e a l e d  b y  0 9, ch. 136, S L A  
1977. A c t u a l l y ,  t h e  b a s e  c e n t s - p e r - b a r r e l  r a t e s  (be­
for e  a n y  a d j u s t m e n t  for A P I  gra v i t y )  w e r e  n o t  c o n s t a n t ,  
b u t  c h a n g e d  f r o m  m o n t h  t o  m o n t h  b a s e d  o n  m o n t h l y  
c h a n g e s  in t h e  W h o l e s a l e  P r i c e  I n d e x  f o r  c r u d e  p e t r o l e­
u m  f r o m  t h e  I n d e x  f o r  the m o n t h  o f  D e c e m b e r  1973. S e e  
f o r m e r  AS 4 3 . 5 5 . 0 1 5 ( c ) ;  U n i o n  O i l  Co. o f  Cal. v. Dept, 
o f  R e v e n u e , 5 6 0  P . 2 d  21 (Alaska 1977) ( u p h o l d i n g  t h e  
D e p a r t m e n t ' s  r e g u l a t i o n ,  f o r m e r  15 A A C  0 5 .694, w h i c h  
m a d e  t h e  D e c e m b e r  1973 I n d e x  t h e  b a s e  I n d e x ) . T h i s  
m o n t h l y  a d j u s t m e n t  to t h e  c e n t s - p e r - b a r r e l  rate s ,  in 
turn, m e a n t  t h a t  t h e  e f f e c t i v e  f l o o r  p r i c e  f o r  t h e  
P r o d u c t i o n  T a x  r e v e n u e  (i.e., t h e  p r i c e  a t  w h i c h  t h e  
c e n t s - p e r - b a r r e l  t a x  b e c a m e  g r e a t e r  t h a n  t h e  p e r c e n t­
a g e - o f - v a l u e  tax) a l s o  v a r i e d  f r o m  m o n t h  t o  m o n t h ,  d e ­
p e n d i n g  o n  t h e  Index.

19/ F o r m e r  A S  4 3 . 5 5 . 0 1 0 ( e ) .

20/ T h e  i s s u e  o f  w h a t  is t h e  " w e l l h e a d "  f o r  r o y a l t y  a n d
P r o d u o c i o n  T a x  p u r p o s e s  h a s  i t s e l f  b e e n  h o t l y  d i s p u t e d .  
In A l a s k a  w h e n  o i l  e m e r g e s  f r o m  t h e  g r o u n d  a t  t h e  
" C h r i s t m a s  t r e e "  a t o p  t h e  w e l l  ca s i n g ,  it is c l e a n e d  
a n d  d e h y d r a t e d  a n d  s e p a r a t e d  f r o m  a s s o c i a t e d  a n d  d i s­
s o l v e d  g a s e s  b e f o r e  it is in a m a r k e t a b l e  c o n d i t i o n .  
A f t e r  it h a s  g o n e  t h r o u g h  t h e  s u r f a c e  e q u i p m e n t  t o  m a k e  
it m a r k e t a b l e ,  it is t h e n  m e t e r e d  a n d  e i t h e r  s o l d  c r

(footnote c o n t i n u e s  on next page)
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p r i c e s ,  t h e  p e r c e n t a g e - o f - v a l u e  u.:.iant w o u l d  b e  t h e  g r e a t­
er. 21/ Thus, t h a  c e n t s - p e r - b a r r e l  r a t e s ,  in e f f e c t ,  e s t a b­
l i s h e d  a f l o o r  p r i c e  f o r  t h e  v a l u e  of t h e  o i l  f o r  P r o d u c t i o n  
T a x  p u r p o s e s ,  r e g a r d l e s s  o f  h o w  l o w  t h e  a c t u a l  " w e l l h e a d "  
p r i c e  m i g h t  fall.

T o  i l l u s t r a t e  h o w  t h e  " s t a i r  s t e p "  t a x  w o r k e d ,  s u p p o s e  
a p r o p e r t y  h a d  10 w e l l s  a n d  p r o d u c e d  4 5 0 , 0 0 0  b a r r e l s  o f  27- 
d e g r e e  API g r a v i t y ,  v a l u e d  at $10 a p i e c e  d u r i n g  a 3 0 - d a y  
m o n t h .  T h e  t a x  w o u l d  b e  c a l c u l a t e d  a s  f o llows;

( f o o t n o t e  c o n t i n u e d  f r o m  p r e v i o u s  page)

t r a n s p o r t e d  a w a y  f r o m  t h e  p r o p e r t y  t h r o u g h  s o m e  c o m m o n  
c a r r i e r  p i p e l i n e .  I n  a n u m b e r  o f  o t h e r  s t ates, t h e  
" w e l l h e a d "  p r i c e  is e f f e c t i v e  a t  t h e  o u t l e t  o f  t h e  t a n k  
g a u g e  oi c u s t o d y  t r a n s f e r  m e t e r  a t  w h i c h  it is f i r s t  
m e a s u r e d  in a m a r k e t a b l e  c o n d i t i o n .  In C o o k  I n l e t  a n d  
o n  t h e  N o r t h  S l o p e ,  it m a y  b e  m i l e s  b e t w e e n  t h e  C h r i s t­
m a s  t r e e  a n d  t t e  c u s t o d y  t r a n s f e r  m e t e r ,  a n d  t h e  s e p a r­
a t o r s  a n d  d e h y d r a t o r s  r e p r e s e n t  s i g n i f i c a n t  e x p e n d i­
tures. If t h e  i n c i d e n c e  of t h e  t a x  o r  t h e  r o y a l t y  is 
at t h e  c u s t o d y  t r a n s f e r  m e t e r s ,  n o n e  o f  t h e  c o s t s  i n­
c u r r e d  u p s t r e a m  f r o m  chat p o i n t  f o r  t h e  g a t h e r i n g  
lines, s e p a r a t o r s  a n d  d e h y d r a t o r s  a n d  a s s o c i a t e d  e q u i p­
m e n t  w o u l d  b e  d e d u c t e d  in d e t e r m i n i n g  t h e  p r i c e  o r  
v a l u e  f o r  p u r p o s e s  o f  p a y i n g  t h e  t a x  o r  r o y a l t y .  C o n­
v e r s e l y ,  if t h e  i n c i d e n c e  of t h e  t a x  o r  r o y a l t y  is at 
t h e  C h r i s t m a s  tre e ,  t h e n  all t h o s e  c o s t s  a r e  d e d u c t e d  
in d e t e r m i n i n g  t h e  p r i c e  o r  v a l u e  o n  w h i c h  t h e  t a x  o r  
r o y a l t y  is c o m p u t e d  a n d  paid. T h e  p h r a s e  " w e l l h e a d  
p r i c e , "  w h i l e  c o m m o n l y  used, c a n  t h e r e f o r e  b e  m i s l e a d­
ing  o r  at l e a s t  a m b i g u o u s  in t h e  A l a s k a n  c o n t e x t ,  s i n c e  
it is u n c l e a r  w h e t h e r  it r e f e r s  t o  t h e  p r i c e  at t h e  
c u s t o d y  t r a n s f e r  m e t e r  o r  a p r i c e  f u r t h e r  u p s t r e a m ,  
p e r h a p s  as f a r  as t h e  C h r i s t m a s  tree. T h e  P r o d u c t i o n  
T a x  i3 b a s e d  on t h e  " g r o s s  •[’,a l u e  a t  t h e  p o i n t  o f  p r o­
du c t i o n " ,  w h i c h  is s p e c i f i c a l l y  d e f i n e d  t o  b e  t h e  p o i n t  
o f  m e a s u r e m e n t  (as o p p o s e d  t o  t h e  C h r i s t m a s  t r e e ) ; s e e  
AS 4 3 . 5 5 . 1 4 0 ( 6 ) ,  15 t A C 5 5 . 2 1 0 ( 6 ) .

21/ F i v e  p e r c e n t  o f  $ 3 , 3 7 5  e q u a l s  $0.168'7' , w h i c h  is e x a c t­
ly w h a t  t h e  c e n t s - p e r - b a r r e l  r a t e  w a s  f o r  t h e  f i r s t  
" s t a i r  s t e p . "  S i x  p e r c e n t  o f  $ 3 , 3 7 5  is $ 0 . 2 0 2 5 ,  t h e  
s a m e  as t h e  r a t e  f o r  t h e  s e c o n d  " s t e p , "  w h i l e  e i g h t  
p e r c e n t  o f  it is $0.27, t h e  r a t e  f o r  t h a  t h i r d .  By 
1977 t h e  e s c a l a t i o n  in t h e  c e n t G - p e r - b a r r e l  r a t e s  d u e  
to t h e  W h o l e s a l e  p r i c e  I n d e x  (s e e  n o t e  16, above) h a d  
r a i s e d  t h e  e f f e c t i v e  f l o o r  f r o m  i t s  o r i g i n a l  $ 3 , 3 7 5  t o  
a p p r o x i m a t e l y  $6.10.
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C - 3 0 0  b b l / d a y  " s t a i r  s t e p " : 10 w e l l s ,  t i m e s  300 b a r­
re l s  p e r  well a day, time's 30 days, e q u a l s  9 0 , 0 0 0  b a r­
rels in th i s  " s t a i r  ste p "  of t h e  4 5 0 , 0 0 0  total t a x a b l e  
b a r r e l s  p r o d u c e d .  F i v e  p e r c e n t  o f  9 0 , 0 0 0  b a r r e l s  at 
$10 e a c h  e q u a l s  $ 4 5 , 0 0 0 .  9 0 , 0 0 0  b a r r e l s  t i m e s  t h e
c e n t s - p e r - b a r r e l  r a t e  of $ 0 . 1 6 8 7 5  22/ e q u a l s  $ 1 5 , -  
187.50.

301 - 1 , 0 0 0  b b l / d a y  " s t a i r  s t e p " ; 10 w e l l s ,  t i m e s  700 
b a r r e l s  p e r  w e l l  a day, t i m e s  30 day s ,  e q u a l s  2 1 0 , 0 0 0  
b a r r e l s  in t h i s  " s t a i r  step", o f  t h e  r e m a i n i n g  3 6 0 , 0 0 0  
b a r r e l s  t h a t  d i d n ' t  fall i n t o  t h e  f i r s t  "step". S i x  
p e r c e n t  of 2 1 0 , 0 0 0  a t  $10 e a c h  e q u a l s  $ 1 2 6 , 0 0 0 ,  w h i l e  
210 .000 t i m e s  t h e  $ 0 . 2 0 2 5  c e n t s - p e r - b a r r e l  r a t e  e q u a l s  
$ 4 2 , 5 2 5 .

1 , 0 0 0 +  b b l / d a y  " s t a i r  s t e p " : 4 5 0 , 0 0 0  t o t a l  b a r r e l s ,
m i n u s  t h e  9 0 , 0 0 0  b a r r e l s  f a l l i n g  in t h e  f i r s t  " s t a i r  
s t e p "  a n d  t h e  2 1 0 , 0 0 0  b a r r e l s  f a l l i n g  in t h e  s e c o n d ,  
l e a v e s  1 5 0 , 0 0 0  b a r r e l s  t o  fa l l  in t h i s  t o p  " s t e p . "
E i g h t  p e r c e n t  of 1 5 0 , 0 0 0  at $10 a b a r r e l  is $ 1 2 0 , 0 0 0 ,  
a n d  at $0.27 a b a r r e l  t h e  c e n t s - p e r - b a r r e l  a m o u n t  is 
$ 4 0 , 5 0 0 .

T h e  t o t a l  p e r c e n t a g e - o f - v a l u e  a m o u n t  w o u l d  b e  $ 4 5 , 0 0 0  p l u s  
$ 1 2 6 , 0 0 0  p l u s  $ 1 2 0 , 0 0 0 ,  o r  $ 2 9 1 , 0 0 0 .  T h i s  is g r e a t e r  t h a n  
t h e  c e n t s - p e r - b a r r e l  a m o u n t  o f  $ 9 8 , 2 1 2 . 5 0  ( $ 1 5 , 1 8 7 . 5 0  + 
$ 4 2 , 5 2 5  + $ 4 0 , 5 0 0 ) ,  so t h e  a c t u a l  t a x  w o u l d  be p a i d  o n  t h e  
p e r c e n t a g e - o f - v a l u e  basis. T h e  e f f e c t i v e  r a t e  o f  t a x  in 
t h i s  e x a m p l e  w o u l d  b e  6.47 p e r c e n t  ( $ 2 9 1 , 0 0 0  t o t a l  tax, d i ­
v i d e d  b y  a t o t a l  v a l u e  of $ 4 , 5 0 0 , 0 0 0  f o r  t h e  4 5 0 , 0 0 0  b a r­
rels, e q u a l s  0 . 0647).

A f t e r  t h i s  t a x  s y s t e m  w a s  e n a c t e d  in O c t o b e r  1973 (ch. 
4, F S S L A  1973), f a c t o r s  a f f e c t i n g  t h e  A l a s k a  oil a n d  g a s  
m a r k e t  c h a n g e d  d r a m a t i c a l l y .  T h e  A r a b  oil e m b a r g o  o f  t h e  
U n i t e d  S t a t e s  in e a r l y  1974 c a u s e d  o i l  p r i c e s ,  w h i c h  h a d  
d o u b l e d  s i n c e  t h e  p r e v i o u s  May, t o  r e d o u b l e .  C o n s t r u c t i o n  
o f  T A P S  f i n a l l y  b e g a n  in 1974, b u t  c o s t s  f o r  c o n s t r u c t i n g

2 2 /  F o r  s i m p l i c i t y ,  t h e  e x a m p l e  vises t h e  o r i g i n a l  r a t e s  set 
o u t  in t h e  s t a t u t e .  In a c t u a l  p r a c t i c e ,  t h o s e  r a t e s  
w o u l d  f i r s t  h a v e  b e e n  a d j u s t e d  f o r  c h a n g e s  in t h e  c r u d e  
o i l  W h o l e s a l e  P r i c e  I n d e x  ( W P I ) . O n e  m i g h t  a l s o  n o t e  
that, b y  h a v i n g  27 d e g r e e  A P I  g r a v i t y  o i i  in t h e  e x a m­
ple, t h e  e x a m p l e  d o e s  n o t  s h o w  h o w  t o  m a k e  t h e  A P I  
g r a v i t y  a d j u s t m e n t  o f  t w o  p e r c e n t  i n  t h e  W P I - e s c a l a t e d  
c e n t s - p e r - b a r r e l  r a t e s  p e r  d e g r e e  a b o v e  o r  b e l o w  27 d e­
g r e e s  w o u l d  b e  made. F o r  a n  e x a m p l e  i l l u s t r a t i n g  all 
t h e s e  a s p e c t s  o f  t h e  f o r m e r  tax, s e e  A l a s k a  D e p a r t m e n t  
of R e v e n u e ,  A l a s k a ' s  O i l  a n d  G a s  T a x  S t r u c t u r e :  A
S t u d y  w i t h  R e c o m m e n d a t i o n s  f o r  I m p r o v e m e n t  ( F e b r u a r y  
1977) (the " 1977 T a x  S t u d y "), pp. H - 6  t o  11-10.
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t h a t  p r o j e c t  c o n t i n u e d  t o  s k y r o c k e t  o v e r  a l l  e a r l i e r  p r o j e c­
tions. T h e  f e d e r a l  g o v e r n m e n t  i m p o s e d  a c o m p l e x  s y s t e m  of 
p r i c e  c o n t r o l s  o n  c r u d e  o i l  a n d  r e f i n e d  p r o d u c t s ,  w i t h  a b i g  
question, m a r k  d e l i b e r a t e l y  l e f t  in t h e  s y s t e m  as t o  h o w  
P r u d h o e  B a y  o i l  w o u l d  fit in t o  it all o n c e  t h a t  f i e l d  c a m e  
i n t o  p r o d u c t i o n .

U n c e r t a i n  as t o  w h a t  a l l  t h e s e  c h a n g e s  m i g h t  m e a n  in 
t e r m s  of t h e  p r o f i t a b i l i t y  of P r u d h o e  B a y  a n d  t h e  a p p r o p r i­
at e  lev e l  a n d  t y p e  of s t a t e  t a x a t i o n ,  t h e  A l a s k a  L e g i s l a t u r e  
in 1975 r e t a i n e d  T a n z e r  E c o n o m i c  A s s o c i a t e s ,  Inc. t o  c o n d u c t  
an e c o n o m i c  a n a l y s i s  o f  P r u d h o e  Bay, its p r o f i t s ,  a n d  t h e  
e f f e c t s  of s t a t e  t a x a t i o n  p o l i c y  o n  t h o s e  p r o f i t s .  In J a n u­
ar y  1976 T a n z e r ' s  r e s u l t s  w e r e  r e l e a s e d .  23/ T h e  " T a n z e r  
•Report" c o n c l u d e d  t h a t  A l a s k a  c o u l d  s i g n i f i c a n t l y  i n c r e a s e  
t h e  o v e r a l l  l e v e l  o f  its t a x  b u r d e n  o n  P r u d h o e  B a y  a n d  s t i l l  
p r o v i d e  a s u f f i c i e n t  d e g r e e  of p r o f i t a b i l i t y  t o  r e w a r d  t h e  
oil c o m p a n i e s  t h e r e  f o r  i n v e s t i n g  in t h e  d e v e l o p m e n t  of t h e  
field.

A  f l u r r y  of l e g i s l a t i v e  p r o p o s a l s  t o  i n c r e a s e  o i l  t a x e s  
i m m e d i a t e l y  foll o w e d ,  r a n g i n g  f r o m  " e x c e s s  p r o f i t "  t a x e s  to 
a " s e p a r a t e  a c c o u n t i n g "  i n c o m e  tax, w i t h  h i g h e r  P r o d u c t i o n  
T a x  r a t e s  as a n  o p t i o n  s o m e w h e r e  in b e t w e e n .  I n  t h e  f a c e  of 
m i s g i v i n g s  b y  t h e  D e p a r t m e n t  of R e v e n u e  a b o u t  s o m e  o f  t h e  
p r o p o s a l s  a n d  t h e  l a c k  o f  a c l e a r  l e g i s l a t i v e  c o n s e n s u s  
a b o u t  w h i c h  p r o p o s a l ( s )  t o  adopt, G o v e r n o r  H a m m o n d  p r e v a i l e d  
u p o n  the L e g i s l a t u r e  t o  g i v e  t h e  D e p a r t m e n t  a y e a r  t o  m a k e  a 
c o m p r e h e n s i v e  s t u d y  of A l a s k a ' s  t h e n  c u r r e n t  t a x  s t r u c t u r e  
and m a k e  r e c o m m e n d a t i o n s  in e a r l y  1977 a b o u t  a n y  c h a n g e s  
t h a t  s h o u l d  be m a de. 24/ B e c a u s e  of s t r o n g  s u p p o r t  in t h e  
S e n a t e  for a " s e p a r a t e  a c c o u n t i n g "  i n c o m e  t a x  25/ a n d  b e -

23/ T a n z e r  E c o n o m i c  A s s o c i a t e s ,  A l a s k a ' s  P r u d h o e  B a y  Oil:
P r o f i t a b i l i t y  a n d  T a x a t i o n  P o t e n t i a l  ( J a n u a r y  9, 1976).

24/ T h e  1976 L e g i s l a t u r e ,  t h r o u g h  a C o m m i t t e e  S u b s t i t u t e
for S e n a t e  C o n c u r r e n t  R e s o l u t i o n  101 (CS S C R  101), r e­
s o l v e d  t h a t  t h e  L e g i s l a t i v e  C o u n c i l ,  t h r o u g h  its I n t e r­
im C o m m i t t e e  o n  O i l  a n d  G a s  L e a s i n g  a n d  T a x a t i o n  P o l i­
cy, w a s  t o  c o o p e r a t e  w i t h  t h e  A d m i n i s t r a t i o n  in m a k i n g  
a c o m p r e h e n s i v e  a n d  d e f i n i t i v e  s t u d y  o f  A l a s k a ' s  oil 
a n d  g a s  l e a s i n g  a n d  t a x a t i o n  p o l i c i e s ,  w i t h  r e c o m m e n d a­
t i o n s  f o r  i m p r o v e m e n t .

25/ " S e p a r a t e  a c c o u n t i n g "  is o n e  o f  t w o  b a s i c  w a y s  o f  d e­
t e r m i n i n g  h e w  m u c h  o f  a m u l t i s t a t e  b u s i n e s s ' s  t a x a b l e  
i n c o m e  is a t t r i b u t a b l e  t o  its a c t i v i t i e s  in a p a r t i c u­
lar  s t a t e  f o r  p u r p o s e s  of t h a t  s t a t e ' s  i n c o m e  tax. It 
a t t e m p t s  t o  i s o l a t e  t h e  i n - s t a t e  a c t i v i t i e s  f r o m  the 
r e s t  c f  t h e  b u s i n e s s  a n d  s e e  h o w  m u c h  i n c o m e  r e s u l t s

( f o o t n o t e  c o n t i n u e s  on n e x t  page)
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