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Table 7
O il & H azardous Substance Release Response Fund 

DEC Staff Position Funding 
(as of June 8,1992)

OHSRRF Funded (% ) No. Pos. Pos. Vacant Vacancy (% )
100% OHSRRF 65 9 14%

75-99% OHSRRF 13 1 8%
50-74% OHSRRF 14 0 0%
25-49% OHSRRF 33 2 6%
< 25% OHRSSF 88 4 5%

TOTAL 213 16 7.5%

Source: DEC spreadsheet "SPAR FY 93 Positions Funded by OHSRRF" June 8,1992
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Table 8
O il Sp ill Prevention and Response Program  

Perform ance Objectives

Perform ance Objective FY 90 Actual FY 91 Actual FY 92 Actual FY 93 Request
Spill D rills 7  (a) 71 0,1 1 0 1  (c) 106 (c>

C-Plan Review /Approval* 53 (a) 9 7  (d) 7 9  (e) 183 (c)

Facility Inspections n/a n 2 (d) 139 (e) 142 (c)

Vessel Inspections n/a 7 5 (d) 98 <e) 7 3 (c)

Financial Responsibility 450 (a) 475 <d) 350 <e) 475 <c)

Respond O il/H azM at Spills 300 <a> 4 5 0 (d) 701 (e) 875 (c)

Enforcement Actions 24 (a) 15<d> g7  (e)»* 15 (c>
(fo r spills greater than 10,000 gal)

(a) pY 92 B 3 /3 4  BRU Environmental Qua lity  Projects Strategy and Performance Plans.
^  OHSRRF Annual Report fo r Fiscal Year 1991. The level o f d rills  varied ranging from  "tabletop" o r

telephone d rills  to actual dep loyment and operation o f response equipment.
FY 93 Sp ill Prevention and Response B3/B4 "BRU Strategy Performance P lans" (1 1 /1 5 /9 1 ).

<d) Estimated from FY 91 "current year p lan" as reported in FY 92 B3/B4 BRU Environmental Quality 
Projects Strategy and Performance Plans 

<e) Larry  Deittrick/DEC  Government Preparedness and Response , personal commmunication.
*  Includes C-plan reviews fo r OC5 facilities.
**  The apparen t increase in en forcem ent actions is attibutab le to a b road  d e fin ition  o f

"enforcement" to include a ll types o f enforcement activity ranging from  Notice o f V io lation to
actual enforcement, 

n /a  Not available.
Sources:

OHSRRF Annual Report for Fiscal Year 1991.
FY 92 B 3/B 4 BRU Environmental Q ua litv  Projects Strategy and Performance Plans
FY 93 Spill i revention and Response B3/B4 "BRU Strategy Performance P lans" (1 1 /1 5 /9 1 ).
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Table 9
FY 93 OHSRRF Agency RSAs

Agency FY 93 Request Actual FY 93 RSA
M ilita ry & Veterans A ffairs $ 5,000,000 $ 800,00C
Fish & Game 258,000 202,200
Health & Social Services 161,500 7,500
N atu ra l Resources 108,704 28,900
Law 3,653,100 3,383,000
Labor 4,000 5,000
Com m unity & Regional A ffa irs 11,000 5,000
TOTAL $ 9,196,304 $ 4,431,600
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Table 10
Emergency Response Depots & Corps 

OHSRRF A pprop riation  H isto ry

F isca l Y e a r  A p p ro p r ia t io n
D E C  Response O ffic e  

Expend/Encumb
D M V A  D epots & C o rp s  

Expend/Encumb Lapsed Funds

FY 90 $3,909,900 $349,425 $  0 $3,560,475
FY 91 3,169,900 883,646 203,520 2,082,734
FY 92 2,911,400 441,126 324,930 n /a
FY 93 800,000 * n /a n /a n /a
ri/a  —  Not available.
* In addition to these funds, a separate appropriation o f S I .2 m illion was made to DEC fo r the nearshore strike 
team demonstration project.

Source:s
OHSRRF Annual Report, Fiscal Years 1990 and 1991.
Division o f Legislative Audit, Audit Number 18-4429-92 (March 17 1992)

BCSB Research and Marketing Page 14



Table 11 
Future OHSRRF Revenue 

from  the N ickel-per-Barrel Surcharge 
M id-Range Production Forecast 

($ m illion )

FY 93 26.7
FY 94 26.5
FY 95 2.6.0
FY 96 24.8
FY 97 22.7
FY 98 20.6
FY 99 18.3
FYOO 16.1
FY 05 9.4
FY 10 5.1
FY 15 3.3

Source: DEC "A Strategic Plan fo r the O il and Hazardous 
Substance Release Response Fund" (April 1992)
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California adopts tough spill law
25-cent per-barrel tax finances $100 million oil-spill cleanup fund
By JERRY GILLAM
Los Angeles Times

SACRAMENTO -  Saying ‘‘an 
ounce of prevention would cer­
ta inly  be w orth  a barre l of spilled 
c ru d e  o i l . ”  C a l i f o r n ia  Gov. 
George Deukmejian on Sa turday  
signed into law the most compre­
hensive offshore oil-spill p reven­
tion and cleanup plan in the 
nation.

In his regular weekly radio 
address, the governor said the 
new law "will give California an 
unprecedented ab il i ty  to prevent 
spills before they happen and  to 
fight the effects of spills If they 
do occur."

The sta tute, which takes  effect 
immediately, is a direct result of 
the Exxon Valdez oil spill in 
Alaska last year  and the  British  
Petroleum ta n k e r  spill off H un­
tington Beach, Calif., in F e b ru ­
ary.

Generally viewed as one of the 
major achievements of the recent­
ly concluded legislative session, It

would create a $100 million oil- 
spill cleanup fund to be financed 
by placing an add itional tax  of 25 
cents on each barre l of oil, which 
is expected to add less than a cent 
per gallon of gasoline sold a t  the 
pump.

In the event of a spill, the  sta te  
also would be  given unlimited 
authority  to borrow  additional 
funds for cleanup operations that 
would be repaid by the oil compa­
nies.

The governor Is given the pow­
er to appoint a s ta te  oil-spill 
"czar"  or  response adm in is tra to r  
who will be charged w ith  setting 
up a detailed comprehensive plan 
for the safe transporta tion  of oil 
along California 's  coast.

These steps are expected to 
include surprise  inspections of 
tankers and terminals, up-to-date 
safety plans for refineries, use of 
radar for ta n k e r  traffic, and re­
quiring tugboat escorts in hazard­
ous waters.

Oil com pan ies  t r a n s p o r t in g

the ir  product through s ta te  w a ­
ters also must be able to dem on­
s tra te  tha t they have $500 million 
worth of oil-spill liability  insur­
ance protection.

For the first 60 days following 
a spill, cleanup crews will be 
im m une from law suits for p roper­
ty  dam age they m ay cause. Oil 
industry  representatives contend 
Imm unity from liability  for pro­
fessional cleanup crews is neces­
sary  because they must act qu ick­
ly to p rev en t  th e  sp ill  from  
spreading and should not be In­
hibited by fears they might get 
sued.

In his radio speech, Deukme­
jian said: "As everyone knows, 
the price of an oil spill is m ea­
sured not only in miles of po llu t­
ed beaches, bu t also in the  tax 
dollars tha t must be expended to 
clean up the mess,

" In  the case of oil spills, an 
ounce of prevention would cer­
tainly be worth a barrel of spilled 
crude oil."





The Revenue Side of the Budget Equation: How We Gave Awav Up To
Ten Years of General Fund Revenues Without Even Noticing It. and

What To Do About It Now
Remarks of Richard A. Fineberq to Common Ground 

March 13. 1993

Summary
Production: Although Prudhoe Bay has entered its decline, 

State forecasts consistently under-estimate and then revise upwards 
estimated future production figures. Thus, between 1985 and 1992 there 
was a 27.6% increase in total North Slope production forecasted through 
2010. At the same time, the still-undefined date of shutdown has been 
moving away from us almost as fast as we approach.

Despite clear indications that ARCO intends to produce 
from the West Sak field when Kuparuk slows down, State forecasts 
slashed forecasted West Sak production between 1990 and 1992.

Profits: Estimating North Slope profits requires gathering 
and integrating data from a variety of sources. The result is an estimated 
1991 after-tax profit from Alaska production and pipeline operations of 
$4.71 per barrel. If that production were controlled by one company, that 
firm would have been among the three most profitable firms on the 
Fortune 500 in 1991.

Using the same methodology, North Slope estimated profits 
in FY 2000 (at one million barrels per day without West Sak) would still 
rank among the ten most profitable corporaitons in the nation.

Arctic National Wildlife Refuge production would produce 
about $0.98 per barrel less revenue for the State than an equivalent 
barrel o f oil from State land near Purdhoe Bay.

Settlements: The secrecy associated with revenue dispute 
settlements can have serious repercussions. For example, a little- 
noticed provision o f the 1985 TAPS settlement that was portrayed as 
revenue neutral will actually produce an off-book or hidden profit to the 
TAPS owners estimated at $12 to $22 billion in 1992 dollars.

To ensure effective oil and gas policy and reduce the 
likelihood of such mistakes in the future:

(1) The Legislature should require by law an annual audit 
and report on all major tax, royalty and pipeline disputes;

(2) A statute should be enacted proscribing any settlement 
from extending confidentiality beyond that currently required by law;

(3) To place pipeline tariff management in its appropriate 
administrative context, authority for inter-state tariff matters should be 
transferred from the Department of Law to an agency with a statutory 
resource or revenue management mandate; and

(4) The Governor should establish an inter-agency working 
goup whose first task should be to establish a mechanism for 
independent review of all major oil and gas revenue settlements.
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(1) There is a need for better understanding of the 
enormous production potential and profitability of North Slope 
operations to evaluate intelligently both taxation and environmental 
policy options.

(2) There may be opportunities to enhance our revenues 
by avoiding inadvertent revenue losses through relatively simple 
statutory and administrative changes in the way we conduct and execute 
our policies.

1 Richard A. Finetiarg, Hidden Billions: The TAPS DR&R Provision (report prepared for 
Stan Stephens. August 2 1 ,1 9 9 2 ) and North Slope Profits and Production Prospects 
(report prepared for the Alaska State Senate Finance Committee, Nov. 12 ,1992). All 
tables and graphs I am presenting today are taken from these reports.
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Thank you for the opportunity to participate with and 
address you in your deliberations on the future of state government. It’s 
a pleasure to be here today, and to share the platform with such 
knowledgeable veterans of the oil industry and public service. I hope the 
information I have tried to put together will prove as worthy of your time 
as the expertise of these extraordinarily well-informed and competent 
individuals.

At this luncheon session of this two-day gathering, we are 
considering the revenue side of the budget equation. Since this portion 
of the State budget is too often treated as a given or overlooked 
altogether, i think you were wise to include this item on your agenda.
I'm going to base my talk on two reports I prepared in late 1992 on the 
remarkable profitability of North Slope oil operations. I believe you have 
received the executive summaries in your information packets.1 To this 
date, I am aware of no significant substantive challenges to thrust or the 
bottom line of the information presented in either report.

Let me make it clear at the outset: I am not here to advocate 
higher taxes on the oil industry. I am suggesting two things:
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Although the super-giant Prudhoe Bay field has entered its 
decline, the rate and importance of North Slope decline may be 
exaggerated, it is a matter of fact — not speculation — that State 
forecasts typically underestimate and then revise upwards future 
production figures. The first slide breaks North Slope production into 
three time periods: 1977-84, 1985-91 and 1992-2010. The three 
periods are summed in the right-hand column. Our focus is the third 
column. I oreak off in the year 2010 so that the data can be compared 
with other forecasts that may cut off at different time, and because 
estimates that far in the future are highly dependent upon assumptions 
abcut the price of oil, inflation and other factors that are essentially 
unknowable. Note in the totals that there is a 27.6 percent increase 
between the 1985 and 1992 forecasts of total production, and that most 
of that increase is due to increases in the third column — production 
forecast totals between 1992 and 2010.

At the same time, the much-discussed but still undefined 
date of North Slope shutdown has been moving away from us, almost as 
fast as we approach. In 1985, for example, the state estimated that the 
last time we would see one (1.0) million barrels of oil per day through 
TAPS would be 1994 — next year. Seven years later, in 1992, the 
forecast indicates that we'll be producing over T 6 million barrels per day 
in 1994. Now it is estimated that we won't cross the one million barrel 
level until the year 2001. While the 1992 production level represents a 
drop of nearly 20 percent from the North Slope peak achieve^ in 1988, at 
the same time the 1992 production level was almost identical to that of 
1985. Back in 1977, Prudhoe was expected to start declining by 1985 
— year eight of North Slope production. In year fifteen, we were still at 
the level originally anticipated for year eight, and State forecasters 
estimate we'll be at that level for two more years.
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Changes in ANS Production Forecasts, 1985-1992
I

(actual 000 bids.)
= = = = = = = = = = Total ANS Production (all fields) = = = 
(forecast and/or actual GOO bbls.)  (forecast 000 bbls.)

I
(forecast + actual 000 bbls.)

% increase over 
198S forecast: 0.00% 13.54% 68.66%

Year o f  
Forecast:

1977 - 1984 + . 1985 -1991 + ................ 1992 - 2010 Total (1977-2010)

1985 3,894,105 + 4,210,185 + . 4,066,100 12,170,390
1988 3,894,105 + ................ 4,781,704 + 4,427,815 13,103,624
1989 3,894,105 + 4,838,996 + ................ 4,928,230 13,661,331
1990 3,894,105 + ................ 4,723,021 + ................ 5,823,575 14,440,701
1991 3,894,105 + ................ 4,801,909 + . . . . 6,506,762 15,202,776
1992 3,894,105 + ................ 4,780,297 + 6,857,985 15,532,387

27.62%

Source : 1977-84 from Dept, o f Natural Resources, "Historical and Projected Oil & Gas Consumption," January 1985, p. 13; 
1985-2010 from 1992 and previous issues o f same publication.



The following table demonstrates that the lion's share of the 
increase in production is at Prudhoe Bay and Kuparuk — the two largest 
fields in North America. Forecasts are consistently revised upwards 
because of three factors: (1) the fecundity of major North Slope fields, (2) 
improved recovery technology such as horizontal drilling, fraccing, 
miscible injectant and WAG processes and (3) the conservatism that is 
rightly inherent in forecasting.

After an extended look at North Slope production 
techniques, in 1989 the Congressional Office of Technological 
Assessment erroneously concluded that we had ascended the Arctic 
learning curve and should expect no further increases in North Slope 
production. In fact, in the relatively stable price environment since 1989, 
by 1992 we had added another 14 to 15 percent to North Slope 
production totals. The 1992 increase was smaller than previous years. 
Whether this is because the 1992 forecast fell on the back side of the 
Middle East war, or because OTA's bleak assessment is finally coming to 
pass, I cannot tell you. 2

But I can tell you this: With production declining, the trend 
of increased future production (Le., decreasing decline) becomes 
increasingly important. 1992 state forecasts show Kuparuk dropping 
from a current level of 300,000 barrels per day to 150,000-175,000 
barrels in 2000. But last year both ARCO and BP told their stockholders 
that Kuparuk production is likely to hold at current levels until the end of 
the decade. If the company information is accurate, you can add 125,000 
barrels per day to the State forecast totals for the year 2000.

I think you can count on this additional production with or 
without Kuparuk, because the industry has a backup in case they're 
wrong about Kuparuk (their history, too, is one of under-estimation and
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2 See North Slope Profits and Production Prospects at Table 9, p. 22 for a 1989-92 field- 
by-field comparison. For an earlier discussion of the reasons for this trend, see Richard
A. Fineberg, An Overview of North Slope Production Prospects. 1990-2010 (report 
prepared for the Legislative Budget and Audit Committee of the Alaska State Legislature, 
December 15. 1990).
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1985 v. 1992 State North Slope Production Forecasts by Field
(for 1992 through 2010)

198S  F o re c a s  1992  F o recas t 1992 v. 1985
Field; / -  =  =  million bbls., 1992-2010 = =  = / % increase (decrease)

Prudhoe Bay 2,436.4 4,615.8 89.4%
Kuparuk 523.8 1,033.0 97.3%
Lisbume 206.2 86.1 (59.2% )
Pt. McIntyre 0.0 305.9 n.a.
Endicott 246.4 257.7 4.5%
Milne Pt. 16.4 96.4* 487.8%
Niakuk 0.0 60.2 n.a.
W. Sak / Beaufort 636.9 403.0 (36.7% )

Total 4,066.1 6,858.0 68.7%

+ Milne Pt. 1992 estimate includes Schrader Bluffs production.

Source: Dept, of Na»ural Resources, “Historical and Projected Oil and Gas Consumption," January 1985 and 
April 1992 (tables 1 and 6, above).



upward revision), it's called West Sak, a reservoir that contains at least 
20 to 25 bil'.on barrels of oil in place directly above Kuparuk and Milne 
Point, near Prudhoe Bay. While West Sak nearly equals Prudhoe Bay in 
volume, industry observers have tended to write off the possibility of 
Prudhoe-scale production from West Sak due to the sandy content and 
relatively high viscosity of ts oil.

Some of you may recall that ARCO shut down its West Sak 
pilot project in 1989 after the state closed the ELF loophole. At that time 
both ARCO and BP claimed that closing the tax loophole would cause 
capital to dry up, thus slowing North Slope development sjgnificantly. In 
fact, investment in Prudhoe and Kuparuk have continued, and some of 
the projects that were supposed to be shut down by ELF have gone ito 
development as if the tax structure were never changed. But ARCO did 
shut down its West Sak operation, leaving the public guessing as to its 
intentions.

While ARCO, which controls the major portion of West Sak, 
is busy claiming that West Sak cannot je  produced economically at 
current prices, Conoco quietly started producing from its portion of West 
Sak, the Schrade Bluffs formation, which lies directly above its Milne 
Point reservoir. This despite the fact that Conoco’s West Sak oil has two 
handicaps compared to ARCO: Conoco lacks ARCO’s potential volume 
and Conoco must pay more than $1.50 per barrel in additional pipeline 
charges — $0.78 for the Milne Point pipeline tariff between the Conoco 
field and the main production area and approximately $1.10 per barrel 
that the TAPS owners receive in profit from shipments through that line. 
Does Conoco know something that ARCO doesn’t? Given ARCO’s 
consistently impressive exploration record in Alaska, this seems unlikely. 
If Conoco can produce West Sak despite its handicaps, it seems likely 
that ARCO will produce West Sak when better (more profitable) oil is no 
longer available to it.

What I believe is happening is this: West Sak’s future is tied 
to Kuparuk because ARCO hopes to to produce West Sak by using 
Kuparuk facilities, thereby avoiding the capital costs of building new

Fineberg / Common Ground
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cleaning and gathering plants.3 But Kuparuk facilities are operating at 
full capacity. This means that West Sak will have to wait until Kuparuk 
slows down. In the meantime, West Sak is uneconomic. Translation: 
ARCO has a better (cheaper) source of oil at this time.

Despite indictions that Kuparuk will continue producing at 
current levels and that West Sak is likely to be produced as Kuparuk 
facilities become available, State forecasts show sharp declines at 
Kuparuk and no corresponding production increase from West Sak.
One reason for omissions of this sort is the inherent conservatism of 
forecasting. I believe a more important cause may be that North Slope 
forecasts often fail to reflect important facts about the reason that o ! 
companies produce oil: profit. I want to turn now to what may be 
Alaska’s best-kept secret: The enormous profitability of the North Slope.

The following table, also taken from my November report to 
the state Legislature, identifies the elements of profit in Alaskan oil 
operations. It does not include profits on marine transportation, refining 
or marketing, off book profits which I'll discuss later or the intangible 
value to the owners of having a stable supply of crude oil for their 
refineries. To get the per-barrel profit estimate at the bottom of the page 
-  $4.77 per barrel in calendar year 1991 — I had to work with five 
different institutional data sources. They are identified by the numbers 
circled at the right — three state agencies, trade sources and a fifth 
source for a federal tax rate. In fact, it took many more than five sources 
to generate this table. Much of the best information is shielded by 
confidentiality statutes. Some of the public approximations used here 
are not published but are available if you know where to look, or whom

Fineberg I  Common Ground
3/13 ft3 (Page 8)

3 In December 1991 ARCO officials told the Wall Street Journal that because of its 
marginal economics, the company did not want to produce West Sak until Kuparuk 
facilities were available. In June 1992 A RCO  executive vice president James A. 
Middleton was quoted in the AAPG (American Association of Petroleum Geologists) 
Explorer saying that daily production from West Sak will probably peak at 100,000 to
150,000 barrels of oil per day. (S ee North Slooe Profits and Production Prospects, pp. 
16-17.)



to ask. The integration of the data into a comprehensive picture of North 
Slope profits requires understanding of the terms to make sure that each 
piece of data provided by different agencies is compatible with 
the other p'.eces. While the math is simple, the trick is to set up the table 
and locate data that will produce realistic results. If you have specific 
questions, I'll be happy to talk to you, as time permits, about how I 
assembled these numbers and why I think they're a fair approximation of 
reality.

When you put the pieces of this puzzle together, you find 
that if ANS production and transportation were the province of one 
company — instead of the three that control more than 90% of North 
Slope operations — in 1991 that company would have ranked among 
the top three most profitable companies on the Fortune 500. Perhaps 
even more surprising than the results is the difficulty one has in 
answering the seemingly simple question: What is the value to the North 
Slope producers of producing ANS crude oil and shipping it through 
TAPS?

Fineberg / Common Ground
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CY 1991 E stim a ted  P ro fits
Fortune 500 Leaders v. North Slope Estimated Profits

Exxon Phil. Morris Alaska North Gen. Electric ARCO 
( # 1) (# 2 ) S lope* (# 3 ) (#26 )

* Principally Exxon, ARCO and BP (BP is not listed in Fortune 500) 

Sources: Fortune, April 20, 1992; Table 12-A



We all know production is declining. What kind of profits 
will the North Slope be generating in the year 2000? Once I had 
gathered the data to build this table, putting in the forecast numbers for 
the year 2000 and cranking out the model one more time was relatively 
simple. Nobody knows wht the top companies in the year 2000 will look 
like — for example, who would have thought in 1985 that by 1991 
perennial leaders such as IBM would be mega-losers? So I compared 
North Slope earnings in the year 2000 to the income of the 1991 profit 
leaders. And guess what? In the year 2000 forecasted North Slope 
production, still at one million barrels, generates enough profit that the 
North Slope would rank among the ten most profitable corporations in 
the nation. That's with Kuparuk cut in half and no West Sak replacement.

Fineberg / Common Ground
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* Principally Exxon, ARCO and BP

B ris to l
Meyers

(#5 )

Mobil

(#6 )

Alaska
North

S lope*

Procter & 
Gamble
(#7 )

Sources: Fortune, April 20, 1992; Table 15-A



In the last two weeks you've probably seen ARCO's latest 
advertisement (this one has, of all things, a big, green toad) and heard 
BP’s pitch to the Legislature. Both are heralding a North Slope turn­
around and linking a continuation of the North Slope’s strong showing to 
a stable tax climate (read: no tax increases). In my estimation, the only 
turn-around has been in the public relations campaigns of the oil 
companies. Last year, Alyeska's departing President was busy warning 
that excessive environmental regulation was going to kill the Golden 
Goose. The industry's media moguls were so pessimistic that their dire 
warnings apparently freaked out some Alaskans. So BP reversed gears 
and began running ads assuring Alaska that "we're still here." When 
you look at the profit margins on North Slope production, it is perfectly 
obvious why these guys are sticking around — and it's not because 
we're kind enough to encourage toads, as ARCO would now have us 
believe.

The following table summarizes industry, state and federal 
income from Alaska oil operations, again including pipelines and 
excluding West Sak production. These are conservative figures, if only 
because it is difficult to imagine what set of circumstances — other than a 
similar quantity of cheaper, better oil from another source — would 
prevent ARCO from putting West Sak into production.

If this information seems relevant to you as connoisseurs of 
public policy, then you might want to ask yourselves: Why aren’t we 
generating this information for public consumption in the normal course 
of revenue and resource management?

Should the information lead you to consider oil tax 
revisions, several observations are in order: First, the State should retain 
specialists to assess the implication of different taxing mechnisms. It is 
probable that tax revisions should speed the payback of development 
costs on a field by keeping taxes low until the development is paid off. 
Similarly, a tax change at the top end should be instituted to cap profits.

Fineberg / Common Ground
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CY 91 - FY 2000 (Selected Years)

20
18
16
14
12

$ / Bbl. 10 
8 
6

CY 91 FY 92 CY 92
Year

FY 00

Industry 
S tate 

1  Federal 
Price

CY 1991 ($17.21 /  Bbl.) FY 1992 ($16.64 / Bbl.) CY 1992 ($17.42 / Bbl.)

Industry Share $ 4 .7 7  (43.2%)
State Share $ 3 .8 2  (34.6%)
Federal Share $ 2 .4 5  (22.1%)

Source: Tables 12-A, 13-A, 14-A, 15-A

$4 .67  (43.9%) 
$3 .65  (34.3%) 
$2.31 (21.7%)

$ 4 .9 2  (43.9%) 
$ 3 .8 5  (34.4%) 
$ 2 .4 3  (21.7%)

FY 2000 ($ 1 9 .5 4 /B bl.) 
(In 1992$)

$ 5 .3 4  (43.7%)
$ 4 .3 0  (35.2%)
$ 2 .5 9  (21.2%)
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From this perspective, I want to turn now to the economics 
of production from the Arctic National Wildlife Refuge. The following 
table uses the same methodology described above to determine the 
state's share of Arctic Refuge production. In presenting this table I'm 
correcting one part of the analysis in my report to the Alaska State 
Legislature. Subsequent to 1986, the Department of Interior’s 1002 
report described the mean-case field at 3.2 billion barrels. The 
Department of Revenue did an in-house estimate of Arctic Refuge tariffs 
— never published, to my knowledge. That analysis, based largely on 
the increased field size resulting vrom the Interior Department's estimate, 
resulted in a reduction of the feeder-line tariff from the Arctic Refuge to 
TAPS from approximately $5.50 to $1.80. If you revise the numbers 
accordingly, the effective tax nd royalty basis goes to $13.20 nd the 
State's take goes up, in turn, to approximately $2.78 — $0.97 per barrei 
less than an equivalent barrel of oil from the near-Prudhoe provinces on 
State lands.

If North Slope development dollars are really in short 
supply, then the funds to explore the Arctic Refuge and develop whatever 
may be discovered there are competing with funds to expand production 
In the provinces near Prudhoe Bay. All other things being equal, by 
supporting Arctic Refuge development the State is effectively penalizing 
itself nearly $1.00 per barrel when compared to oil found in the Prudhoe 
region. Moreover, oil from the Prudhoe region bears less of an 
environmental regulatory burden, stands less chance of damaging a 
wiideress and tourism resources and is apt to be on line far sooner than 
oil yet to be disdovered in the Arctic Refuge.

Of course, there is a very slim chance that the Arctic Refuge 
contains a super-giant field of light oil. Are the odds worth risking either 
catastrophic or chronic environmental degredation of a wilderness treasure? 
You and I might not answer this question the same way, but I don't think we 
should be considering this question without recognizing more clearly (1) the 
potential of the near-Prudhoe area in terms of both production prospects and 
profitability and (2) the economic penalties, from the state's perspective, of 
Arctic Refuge production.
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State Shares: Near-Prudhoe Barrel v. Arctic Refuge Barrel
Near-Prudhoe Barrel Arctic Refuge

Barrel
Market Price (at refinery) $20.00 $20.00
less:

Arctic Refuge Pipeline Tariff (Revised estimate) —  (1.80)
TAPS tariff (4.00) (4.00)

• Tanker Cost (T.00) ( 1.001
Effective Tax and Royalty Basis $ 15.00 $ 13.20
State Share:

(est. 12.5% royalty, 12.5% severance = 25% ) . . .  $3.75
or \

(est. 6.25% ioy.+ 12.5% sev. = 18.75% +
est. $0.30 feeder line property tax ) * ...............................................................  $2.78

\ /
I /Loss to state from industry investment in Arctic

Refuge instead o f near-Prudhoe development (3.75 - 52.78 = $0.97 per barrel)

* Assumed 50-50  state-federal split o f  a 12.5% federal royalty .

Source; Revisedfrom North Slope Profits and Production Prospects. Table 17.



I want to turn now to a different area of petroleum revenue 
>. ,iicy: the management of settlement of long-standing pricing, pipeline 
tariff, tax and royalty disputes between the North Slope producers and 
the State is an area that has definite revenue enhancement potential.
We lesser mortals in the public have no basis for judging settlements 
such as BP’s recent income tax payment of $630 million. In fact, the joint 
State-BP announcement of the settlement seems to suggest that we 
should stop petting toads just long enough to thank BP for granting a 
limited waiver of its taxpayer confidentiality so that our elected officials 
could inform us they had settled a dispute of this magnitude.

Despite the lamentable paucity of public information, there 
are some legitimate bases for being skeptical about these settlements. 
First, there is the lack of statutory guidelines as to what constitutes a good 
settlement. In most areas of public policy, administrative discretion is 
bounded by statute and regulation. But when oil companies consistently 
underpay by huge amounts their taxes and royalties, judgments about 
the appropriate remedy becomes a matter of administrative discretion. 
And in precisely this area of broad discretion, the normal checks and 
balances that govern administrative action are stifled by the industry’s 
assertion of the need for confidentiality. From time to time the State has 
been pretty good about making settlement information available. But at 
other times in recent years, the state has been more willing to withhold 
information than either the courts or administrative law judges in pipeline 
proceedings have found appropriate. From a policy standpoint, what 
happens is this: The company acts reprehenisibly, then uses the 
economic leverage of settlement cash to secure an agreement that 
denies the public any knowledge of the company's conduct. The result, 
from a public policy standpoint, is that settlements may encourage bad 
corporate behavior by hiding that conduct under the veil of confidentiality 
while the settlors are lauded as heroes who cut through legal red tape. 
The question I have is this: Was the red from the tape or from self- 
inflicted wounds?

Fineberg / Common Ground
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Can I demonstrate the basis for my concerns more 
substantively? You bet. Consider the 1985 TAPS settlement.4 For all of 
the controversy and reviews of the 1985 TAPS tariff settlement, one factor 
that received little discussion was the clauso covering dismantling, 
removal and restoration of the pipeline (DR&R). That clause received 
virtually no review because it was portrayed as revenue neutral. Here is 
the description of DR&R provided by the Alaska Department of Law and 
the U.S. Justice Department's June 1985 explanation of the settlement — 
an official document filed with the settlement.

Explanation of the 1985 TAPS Settlement DR&R Provision *
The schedule for the DR&R Allowance is found in Exhibit E 

of the Agreement. See Section II-4. As with the depreciation 
schedule described below, the DR&R schedule was accelerated in 
order to further Protestant’s [State's] objective of ensuring a 
declining tariff profile. The annual amounts were calculated so 
that when they are accumulated at a rate equal to the aftor-tax 
yield on Moody's Aa bonds, the balance will be sufficient to meet 
the expected costs of dismantling, removal and restoration 
of TAPS, stipulated for purposes of the TSM [TAPS Settlement 
Methodology for tariff calculation] at $872 million in 1977 dollars.

Source: State of Alaska and U.S. Department of Justice, "Explanatory Statement of the 
State of Alaska and the United States Department of Justice in Support of Settlement 
Offer," June 28, 1985, pp. 30-31. (Federal Energy Regulatory Commission Docket No. 
OR 78-1 [emphasis added].

4  The following discussion borrows heavily from Hidden Billions, op. cit. Additionally, the 
writer's 1990 review of the documentary record of materials provided to the Governor, to 
the Legislature and to the public before and after the 1985 TAPS settlement identified 
and documented twenty specific examples of omission, misinformation, needlessly 
obscure and delayed presentations that may have hampered officals making and 
reviewing key policy decisions regarding this settlement (see: The 1985 TAPS 
Setilement;_A.Cas9-Siudy.ii the.Effects of.C.on.tctentiality on Information Available tp 
Decision. M akersjn_Qil and.Q.as Reyenue. Disputes (Supplemental Report to Qll.aod.6as 
Revenue Disputes: Status Report and Recommendations!, prepared for the Alaska 
State Legislature, February 5 ,1 9 9 0 ).



Translation: DR&R was not supposed to be a money­
making item for the TAPS owners. On the next page is the spreadsheet 
that described the cash flows from stipulated DR&R payment of that $872 
million in 1977 dollars. This material was presented by the Alaska 
Public Utilities Commssion staff’s expert witness more than a year after 
the Federal Energy Regulatory Commission approved the settlement in 
Washington. The annual payment figures in column L of the spreadsheet 
that follows aro identical to the payment schedule found in the 
settlement's "Exhibit E." Note that when all is said and done, after 
dismantling the DR&R balance in column S is $156,000.00. In short, the 
amount collected for DR&R was calculated to zero itself out on 
completion of its task.

Fineberg / Common Ground
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Table 1-B. TAPS SETTLEMENT METHODOLOGY FOR I5ETERMININO DR&R COLLECTIONS
(N>

ImputedIulerwl
(MMS)

Col. (A) (») t o (17) (K> <F> (Ol fH) <n (J) (K ) (U <M)
Nominal Nominal

Calender Fed. Tax Stala Tax Inflation GNP Stipulated Actual l*rojected TSM Adjuat- Adjualed Depreeiatio.i DR&R Mttudy'a Aa
Yeur Rale Rule Factor Deflator Expenditure Expenditure Thruput roenl Fnctora Thruput Factor Allowance Corp. Bond

t%> 1*) (Decimal) (Index) Fraction ( * ) (MMS) llOOObbla) (decimal) (lOOObbla) (Decimal) (MMS) Yidd (S )
1.795.350

1977 48.0* 9 .4* 140.1 8711 97.0)4 1.00 97,094 0.015 23.536
1978 48.0* 9 .4* 395,905 1.00 395,905 0.061 95.968 8.90*
1979 46.0* 9 .4* 466.750 1.00 466.759 0.072 113.143 9.94*
1980 46.0* 9.4% 552,294 11.95 524,679 0.081 127.183 1250*
1981 46.0% 9.4% 551.085 0.90 495.077 0.077 120.225 14.75*
1932 46.0* 9 .4* 587.085 0.85 499,787 0.077 121.149 14.41*
1933 46.0* 9 .4* 596.869 0.80 477,495 0.074 115.745 12.42*
1984 46.0* 9 .4* 2314 607.135 0.75 455351 0070 110.377 1350*
1985 46.0* 9.4* 1.05 244.0 613,200 0.70 429140 0.066 101043 12.00*
1986 46.0* 9.4* 1.06 258.7 620300 0.65 403325 0.062 97.766 1200*
1987 46.0% 9.4* 1.06 274.2 653,350 0.60 392,010 0.061 95.023 1200*
1988 46 0 * 9 .4* 106 290.6 640375 035 352,316 0.055 85.402 12.00*
1989 46.0* 9.4* 1.06 308.1 604.075 030 302.033 0.047 73.214 12.00*
1990 46.0* 9 4 * 1.06 326.6 556.625 045 250.481 0.039 60.717 1200*
1991 46.0* 9 .4* 1.06 346.1 518.300 0.40 207,320 0.032 50.254 12.00*
1992 46.0* P.4% 1.06 366.9 475,412 035 166,394 0026 40.334 1200*
1993 46.0* 9 .4* 106 388.9 428.875 030 128.663 0.020 31.188 12.00*
1994 46.0* 9 .4* 106 4113 402,412 015 100,603 0.016 24.386 1200*
1995 46.0% 9.4* 106 437.0 397.850 0.20 79370 0.012 19388 1200*
1996 4 6 0 * 9 .4* 106 463.2 379.600 0.15 56.910 0.009 13.802 1200*
1997 46.0* 9.4* 1.06 491.0 346.750 0.10 34.675 0.005 8.405 1200*
1998 46.0* 9 .4* 1.06 520.5 32! .300 0.05 15.060 0.002 3.893 12.00*
1999 4 6 0 * 9.4* 1.06 551.7 299300 0.05 14.965 0.002 3.628 1200*
2000 46.0* 9.4* 1.06 584.8 301,125 0.05 15.056 0.002 3.650 1200*
2001 46.0* 9.4* 106 619.9 284.700 0.05 14,235 0.002 3.451 12.00*
2002 4 6 0 * 9.4* 1.06 657.1 266.450 0.05 13,322 0.002 3.229 12.00*
2003 46.0* 9.4* 1.06 696.5 235,425 0,05 11,771 0.002 2.853 12.00*
2004 46.0% 9.4* 1.06 738.3 215.350 0.05 10.767 0002 2610 12.00*
2005 46.0% 9.4* 106 7816 198.025 0.05 9.016 0.002 2.411 12.00*
2006 46.0* 9.4* 1.06 829.6 184 325 0.05 9.216 0.001 2.234 12.00*
2007 46.0* 9.4* 1.06 879.3 158.775 0.05 7.939 0.001 1.924 12.00*
2008 46.0% 9.4* 1.06 9311 136.875 0.05 6.814 0.001 1.659 1200*
2009 46.0* 9.4* 1.06 988.0 105.850 0.05 5.292 0.001 1.283 12.00*
2010 46.0* 9.4* 1.06 1047.3 2.5* 162.982 78.475 0.05 3.924 0.001 0.951 12.00*
2011 46.0* 9.46 1.06 1110.1 5.0* 345.522 65,700 0.05 3.285 0.001 0.796 1200*
2012 46.0* 9 * 1.06 11767 50.0* 3,661536 12.90*
2013 46.0* 5 1* 1.06 1247.4 30.0* 2329.373 12.00*
2014 46.0* 9.4* 1.06 13212 10.0* 823.045 1200*
2015 46.0* 9.4* 1.06 1401.5 2.5* 218 107 12.00*

13.345.125 6.459.246
Source: Cuah flow, from (he DR&R dement o f TAPS Settlement Methodology (TSM) prepared by Rudolph U  Berttchi (Aluika Public I'Ulitiea Commiaainn ataff expert witneia in the T
for Stale o f Alaaka Office of Management and Budget, lune 1. 1988; bated on Trana-AJaaka Pipeline Syitem Interatate Settlement Agreement, June 28,1985. See. 11-4. Exhibit It;
ace alio Explanatory Statement o f Stale o f Alaxha and I Dept, o f Justice, June 29,1985. pp. 30-31. (Surplu,t DR&R in 199?S calculated from iprradaheel.l

(O)
Stale Taxable 

Income 
(MMS I

IT)
Stale Tax
(MMS)

(0)
Fod. Taxable 

Income 
(MMS)

0.987 
6.109 

15.693 
29.780 
40..SI8 
44.774 
59.269 
62.643 
72.430 
81422 
92839 

103.303 
113.667 
123.904 
134.129 
144 372 
154.678 
165.191 
176.022 
187.166 
198.618 
210.539 
223.112 
236.425 
250.508 
265.404 
281.154 
297.813 
315.439 
334.089 
353.816 
374.685 
396.758 
409.546 
411.247 
200.563 
62.616 
13.340

23.536
0.987
6.109

15.693
29.780

161.697
160.519
169.646
166.691
170.196
177.445
178.241
176.517
174.383
174.159
174.463
175.559
179.065
184.479
189.824
195.571
202.541
214.166
226.762
239.876
253.737
268.258
283.764
300.224
317.673
336.013
355.475
375.968
397.709
410.342
411.247
200.503

2.212 
0093  
0.574 
1 475 
2.799 
15.300 
15.089 
15.947 
15.669 
15.998 
16.680 
16.755 
16.593 
16.392 
16.371 
16.400 
16503 
16832
17.341 
17.843
18.384 
19.039 
20.132 
21.316 
22.548 
23.851 
25.216 
26.674 
28.221 
29.861 
31 585 
33.415
35.341
37.385 
38.5720.0000.000

21,323
96.862

118.677
141.400
147.206
146.497
145.430
153.700
151.022
154.197
160.765
161.186
159.925
157.991
157.788
158.064
159.057
162.233
167.138
171.981
177.188
183.502
194.035
205.446
217.327
229.886
243.042
257.090
272.003
287.812
304.428
322.060
340.627
197.342
26.248

(3.251290)
(2,128.310)

<R)

Fod. Tax

(MMS)

10.235 
46.494 
54,591 
65.044 
67.715 
67389 
66.898 
70.702 
69.470 
70.931 
73.952 
74.284 
73.565 
72.676 
72.582 
72.709 
73.166 
74.627 
76.883 
79.111 
81.506 
84.411 
89.256 
94.505 
99.971 

105.748 
•11.799 
118.261 
125.121 
132393 
140.037 
148.148 
156.689 
90.777 
12.074 

(1,495393) 
(979253)

(S)

A fte r -T u x
Balance
(MMS)

11.088 
61.456 

125.542 
201.898 
281.389 
360.498 
439.030 
522,028 
603580 
686.846 
773.659 
860.862 
947.221 

1032.537 
1.117.742 
1203.096 
1288.987 
1376.593 
1.466.847 
1359.717 
1555.398 
1.754.489 
1359.268 
1.970.209 
2087.565 
2211.704 
2342.946 
2.481.775 
2,628.656 
2.784.075 
2,948.466 
3,122378 
3306.317 
3.412882 
3.427.055 
1671.359 
521.802
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That's what we were told the settlement did. What the 
collected DR&R money actually did is very different. What follows is an 
update of the same spreadsheet calculating the value of TAPS DR&R 
payments to the owner companies. Note that the TAPS owners' 
estimated after-tax balance in 1992 is almost $3.5 billion, nearly triple the 
$1.2 billion estimated back in 1977. This is the same spreadsheed with 
identical cash inputs at column (L). I have boxed the only changes to the 
1985 spreadsheet you just saw at columns (B), (C), (D) and (M).
Columns (B) and (C) reduce the owners' pay-outs to represent estimated 
actual tax rates rather than nominal tax rates and Column (M) substitutes 
the owner companies' return on equity from 1982 through 1991, as 
reported in the Fortune 500, for the Moody's bond rate stipulated in the 
settlement. As a result of these changes, in the year 2015, the TAPS 
owners will have a tax-paid surplus after dismantling of $22.2 billion in 
1992 dollars. I also estimated the tax-paid DR&R balance at the 
frequently used industry standard 10% real rate of return, or 10% over 
inflation. The result was that the TAPS DR&R collections produced a tax- 
paid surplus of $11.7 billion.

Twelve tu $22 billion on an item officially portrayed as 
"sufficient to meet the expected costs"? Go figure. Note: This $12 to 
$22 billion in after-tax profit is over and above the $4.77 per-barrel profit 
‘ a t" uced the North Slope returns discussed above. In the per-barrel 

}.. Jculations presented above, DR&R is treated as a shipping cost at 
line 5(g). The discoverer of this hole in the TAPS settlement — the 
APUC's staff expert witness — characterized the owners' DR&R windfall 
as an off-book or hidden profit.



Table 2-B. ESTIMATED VALUE TO TAPS OWNERS OF TSM DR&R COLLECTIONS AT OWNER COMPANIES’ 1982-1991 RATE OF RETURN
Col. (A) (B) <o (D) <E) <F) (0) <H) (1) ( I ) (K ) 0 1 (M) (N) (0 ) (P) <Q> <R) (S)

! ..........  . . O * | r  |.............Revised Estimates............./
Calendar Fed. Tnx State Tnx lunation C1NP Stipulated Actual Projected TSM Adjust- Adjusted Dcpreciotion DR&R Parent Co. Imputed State Taxable State Tax Fed. Taxable Fed. Tnx After-Tax

Year Rnie Ride Fnclor Deflator Expenditure Expenditure Thu put mcnt Factors Thruput Fedor Allowance Ret. on Equity In Iciest Income Income Balance
<*> (*> (Decimal) (lad ex) Fraction (%> (MMSl (1000 bbls) (decimal) (1000 bbls) (Decimal) (MMS) (*> (MMS) (MMS) (MMS) (MMS) (MMS) (MMS)

1.795.350
1977 25.0* 4.09, 140.1 872.1 97,004 100 97.094 0.015 23.536 13.04% 23.536 2.212 21.323 5.331 15.992
1978 25.0* 4 09 395.903 1.00 395.905 0.061 95.968 17.14% 2.741 2.741 0.110 98599 24.650 89.912
1979 25.0* 409 466,759 1.00 466.759 0.072 113.143 3113% 28.898 28.898 1.156 140.885 35.221 195.605
1980 25.0% 40% 552,294 0.95 524.679 0.081 127.t83 35.86% 70.144 70.144 2.806 194.521 48.630 341/96
1981 25.0* 40% 551.085 0.90 495,977 0.077 120.225 24.30% 83.667 83.667 3.347 200545 50.136 491.903
1982 25.0% 40% 587.485 0.83 499,m 0.077 121.149 1840% 90510 211.659 8.466 203.193 50.798 644599
1983 25.0* 40% 596.869 0.80 477.495 0.074 113.745 1840% 118.551 234.296 9.372 224.924 56.231 812.993
1984 25 0 * 40% 2324 607.135 0.75 455.351 0.070 110.377 1840% 149591 259.968 10.399 249569 62392 1500170
1985 25.0* 40% 1.036 240.8 613.200 0.70 429,240 0.066 104.048 1840% 184.031 288.079 11.523 276556 69.139 1507.587
1986 25.0* 40% 1.019 245.3 620.500 0.65 403323 0.062 97.766 1840% 222.196 319.962 12.798 307.164 76.791 1/37.960
1987 25.0* 40% 1.036 254.2 653,350 0.60 392010 0.061 95.023 1840% 264.585 359.608 14.384 345.224 86306 1,696877
1988 2 1 0 * 40% 1.041 264.6 640.575 015 352316 0.055 85.402 1840% 312225 397.627 15.905 381.722 95.430 1983.169
1989 25.0* 40% 1.048 277.3 601.075 010 302.038 0.047 73.214 1840% 364.903 439.117 17.525 420592 105.148 2598.613
1990 25.0* 40% I.Oi4 292.3 556,624 0.45 250,481 0.039 60.717 1840% 422.945 483.662 19.346 464.315 116.079 2646.849
1971 25.0* 40% 1.042 304.5 518300 0.40 207320 0.032 50.254 1840% 487.020 537.275 21.491 515.784 128.946 3533.687
1992 :a , / c 40% '  i m . •S.. ■ - - ,f 475.412 0.31 m w * 40334 ‘ 358.198 , m M . .  '.574^91, / I ' . '3 /64631
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If you ask the owner companies about TAPS DR&R, you will 
probably be told one of two things:

(1) There is no such DR&R fund, so it's meaningless to 
calculate its value, but we'll be there to fulfill our legal obligations when 
the time comes. Translation: the company has paid these funds out to its 
shareholders. Or:

(2) A deal is a deal, and besides it might cost more than we 
anticipated. Who knows what inflation will bring and wht those crazy 
greenies will dream up next? Calculate the return under double-digit 
inflation and a doubling of estimated pay-outs, and even under this 
double-whammy the DR&R collections still generate a tax-paid surplus.
A better way to handle this kind of long-term uncertainty might be to 
escrow the collections with a periodic review of the collection terms to 
ensure their adequacy.

In short, the industry ran off with a bundle equal to five to ten 
years of general fund budgets on an item of a settlement that was billed 
as revenue neutral. How did it happen? Elsewhere, I have noted that 
the record of the TAPS settlement is laced with misinformation to 
decision-makers, and that most of the intensive review the TAPS 
settlement received was after the State's settling team had already 
committed the State to the terms of the settlement. As a result, the review 
was a debate between knowledgeable specialists with a vested interest 
in their settlement and uninformed generalists. Those specialists now 
say, "A settlement is a set of compromises." You see that language in 
every settlement announcement. Or they say, "We knew all along what 
we were giving away." I am aware of no discussion by settlement 
reviewers of what we might have received in exchange for the DR&R 
provision that gave the TAPS owners an off-book profit of $12 to $22 
billion over and above the foregiveness of billions of dollars in refunds. 
The main focus of TAPS settlement review was on the manner in which 
the settlement allowed the owner companies to trot off with billions of 
dollars of past over-charges in exchange for lower future tariffs. But 
lower future tariffs was something we were likely to achieve in court

Fineberg / Common Ground
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without giving up refunds. The DR&R give-away was not discussed, to 
my knowledge, until it was reported by the staff of the Alaska Public 
Utilities Commission a year after the settlement was completed.

Are the post-TAPS settlements as bad? Perhaps not. But 
the smokescreen of confidentiality may hide problems that cost the 
citizens of Alaska millions of dollars annually. Based on my experience 
with the Administration's oil and gas litigation efforts between 1987 and 
mid-1989,1 believe the post-TAPS settlements are prone to contain 
hidden defects that result principally from two factors: (1) the desire of 
the negotiators to come away from the table with a settlement and (2) the 
perversion of public policy due to the erosion of checks and balances 
resulting from industry’s successful assertion of a right to what I believe to 
be excessive confidentiality. Where the would-be critic can push the 
record to demonstrate concerns based on public information, the State’s 
settling team can come back with a self-righteously indignant claim that 
the critic simply does not have the big picture. In cases where I am 
aware of settlement defects and have enough knowledge of the 
settlement parameters to determine with confidence that the problems 
are significant, I am restrained from sharing my concerns by 
confidentiality statutes and agreements. Not a healthy climate for public 
policy involving billions of dollars.

I will conclude by suggesting four remedies that could be 
implemented fairly quickly and easily. The thrust of these measures 
would be to improve inter-agency coordination and maximize public 
information on oil and gas issues that are so vital to the State's future.

= >  (1) Require by law an annual State audit and report to 
the Legislature by the Legislative Audit staff on all tax, royalty and 
pipeline disputes over a certain dollar amount and/or age. The annual 
report should contain an update on ongoing cases with a status report on 
significant issues and should be issued in two forms: a confidential 
report to the Legislative Budget and Audit Committee and a public report 
containing as much information as the auditors can shoe-horn into the



record under existing statutes. In this manner, the Legislature would gain 
the information it needs to have effective legislative overshight to insure 
that State policies in this important area are integrated and effective.

= >  (2) Proscribe by law any tax or royalty or pipeline 
settlement that extends confidentiality beyond provisions required by law.

Statutes to effect these two change were proposed by the 
Department of Revenue in 1990 and passed the House unanimously, 
only to die in a watered-down version of the bill tht passed the Senate in 
the fina,. moments of the session but did not get back to the House in 
time to become law.

= >  (3) Transfer pipeline authority from the Department of 
Law by amending AS 42.06 — the statute governing the Alaska Public 
Utilities Commission that gives management of inter-state pipeline 
management to the Department of Law — to give authority for pipeline 
policy to an agency with a resource or revenue management mandate. 
The Department of Law will still handle inter-state tariffs through its 
control over all tate contract attorneys who work for the State, but those 
attorneys would also would also be working for and tasked by a client 
agency with resource or revenue responsibilities instead for the 
Department of Law, which has no such management authority in statute.

= >  (4) Re-establish within the administration an inter­
agency group to coordinate oil and gas policy. That group should as its 
first order of business establish a formal mechanism to guarantee a 
coordinated policy on oil and gas litigation that ensures that the 
implications of all major settlements are reviewed independently prior to 
settlement to avoid perverse policy impacts that the settling team may fail 
to recognize. The second order of business should be to consider 
whether the information the industry deems confidential really serves any 
purpose other than to hamstring policy makers and blind the public.
From sad experience, I can guarantee that this suggestion will meet with 
resistance from resource managers who will feel that their administrative 
lattitude is being constrained.

Fineberg / Common Ground
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From an information standpoint, with such measures in 
place, we could rely on our public agencies to produce reports making 
clear the kind of profits the North Slope is generating and will continue to 
generate for some years to come, as well as the better information in the 
arcane area of settlements. From a policy standpoint, with these 
measures in place, reports such as the DR&R analysis summarized here 
will, hopefully, be unnecessary in the future.

I can give you a bottom line on these proposals because I 
learned how to translate policy options into dollars and cents by reading 
countless anlyses by the State's litigation lawyers. Whether such results 
are meaningful I leave for you to determine. Here's my assessment: 
First, there are tangible gains. Assume we have outstanding tax and 
royalty claims of $4 billion, and that we tend to settle for something like 
$0.50 on every dollar we claim. That's $2 billion. Then assume the 
recommended oversight measures increase settlment gains by ten 
percent. That's $200 million. There's a kicker: Assume the better 
precedent of the tougher settlements yields a similar gain in the future 
through deterrence of future delays and encouragement of higher future 
payments. Total gain: $400 million. That money could probably fund a 
good chunk of your favorite general fund program that is now in jeopardy. 
Additionally, there's the more difficult to quantify value of preventing or 
reducing the risk of a give-away like the DR&R clause in the 1985 TAPS 
settlement. Not bad pay-off on a few simple and relatively inexpensive 
housekeeping measures.

I wish you luck in your endeavors and look forward to your 
questions. Thank you.
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Foreward

This report would not have been possible without information provided by 
personnel with the Department of Revenue's Oil and Gas Audit Division research unit Others 
state personnel graciously provided information, including contract specLiists with the 
Department of Law who monitor pipeline tariffs, staff of the Department of Natural Resources 
Division of Oil and Gas, the State Pipeline Coordinator's Office and the Alaska Oil and Gas 
Conservation Commission. Of the many additional people who provided information, the 
insights of Professor G.D. Sharma at the University of Alaska's Petroleum Development 
Laboratory and Professor Elmer Dougherty of the University of Southern California were 
particularly usefuL My gratitude to these and other unnamed sources does not alter the fact 
that responsibility for the approach, data and conclusions presented in this report rests entirely 
with the author.

In the belief that the public needs access to better information in this important 
public policy arena, I have footnoted extensively. Understanding production prospects on the 
North Slope, the unique profitability of that area and the relationship between the two is 
necessarily complicated; suggestions to improve the materials presented here will be welcome.

Finally, this report would not have been possible without Senator Jalmar 
Kerttula's continued interest in identifying and exploring the factors that will determine the 
future of North Slope oil development.

Richard A. Fineberg 
Talkeetna, Alaska 

November 12, 1992
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Executive Summary

= >  Continual increases in forecasted production from the North Slope stand in 
marked contrast to the industry's fatuous claims that the golden goose of the North Slope is 
about to cackle its last In April 1992 the annual forecast of the Department of Natural 
Resources estimated North Slope production from 1992 through 2010 at 6.86 billion 
bands. This figure represents an increase of 5.5% over the department's 1991 forecast 
and 68.7% over that of 1985. (Section II.A.)

= >  Forecasted production for the 1992-2010 period has increased 392% over 
the 1989 forecast. The vast majority of the increase since 1989 has come at Prudhoe Bay 
and Kuparuk, contradicting repeated industry warnings that correction of the severance tax 
economic limit factor (ELF) "will only make the next barrel of oil more expensive to 
produce and therefore it will be less likely to ever be produced. . .  that means there will be 
more oil left in the ground" because "new work [at Prudhoe and Kuparuk]. . .  to add a 
hundred million barrels here, a hundred million barrels there. . .  can become too 
expensive." The tax loophole was closed despite industry warnings. (Section ILC )

= >  In real terms, the annual average price of North Slope crude oil has been 
relatively flat Since 1986. (Section IILC, Graph l )

==> In the absence of comprehensive information on North Slope profitability, a 
per-barrel profitability model was developed (Section ULC )

= >  The model delineates the importance of pipeline costs and profits to the 
economic viability of North Slope operations. Since the North Slope producing companies 
undoubtedly consider pipeline profits in their development decisions, forecasts that omit 
this crucial element should be regarded as irrelevant. (Section ULC; IILE.p. 86.)

= >  Although their significance is masked in all-field average calculations, feeder 
pipeline costs and profits can play a significant role in determining the profitability of an 
individual field (Section III.IX; p  69, Graph 3).

= >  The modd indicates that North Slope production, feeder line and Trans- 
Alaska Pipeline System (TAPS) profits for calendar year 1991 averaged approximately 
$4.77 per barrel. With total production o f '< million barrels, the North Slope operators



earned in excess of $3.0 billion in calendar year 1991. This figure places the North Slope 
operators on a par with the second most profitable corporation on the 1991 Fortune 500. 
This figure does not include downstream profits, the intangible value to refiners of a stable 
crude supply or the off-book profits from TAPS DR&R collections. (Section IILD.; Table 
12-A, Graph 2.)

= >  The model shows the least profitable field on the North Slope —  Milne Point 
— to be marginally profitable at current prices, even without the benefit of TAPS profits. 
(Section IILD., Tables 12-F, 13-Fand 14~F.)

==> Esti mated North Slope production and pipeline profits for FY 2000 of $ 1.9 
billion would place the North Slope operators on a par with the seventh most profitable 
corporation on the 1991 Fortune 500. Because the Department of Revenue removed West 
Sak from its Spring 1992 forecast, this figure does not include West Sak production. 
(Section IIL L ; Table 15-A. Graph 4.)

= >  Additional production of 150,000 barrels per day from West Sak would add 
approximately $200 million to total North Slope profitability in FY 2000. (Section DLL; 
Table 16, p  85),

==> Due to its distance from TAPS and the fact that it is on federal land, a barrel of 
oil discovered in the Arctic National Wildlife Refuge would generate approximately $1.67 
less for the state in taxes and royalty payments than a barrel of equivalent oil discovered on 
state land in the Prudhoe Bay region. From a direct revenue standpoint, in promoting the 
Arctic Refuge ova- near-Prudhoe development the state is effectively penalizing itself by 
this amount (Section IVJl ;  Table 17.)

=*> If Badami and Kuvlum prove to be major discoveries, they could increase the 
economic attractiveness of any discovery in the Arctic Refuge by reducing the economic 
penalties of a stand-alone feeder line from the arctic Refuge. At this time neither discovery 
has been delineated and Kuvlum's location —  15 miles off shore —  presents a significant 
obstacle to production. (Section iv. &)

= >  While it is reasonable to defer economic decisions involving a major North 
Slope natural gas sak until there is a concrete proposal, issues discussed in this report 
pertaining to forecasts, pipeline matters and basic information from the industry indicate 
that problems in inter-agency coordination may prevent state officials from defining issues 
and making recommendations in a timely manner. (Section IV.C)



L Introduction

This report has three basic goals:

1. to bring up to date a report the author prepared for the Alaska State Legislature 
in December 1990 on potential North Slope oil and gas developments (Chapter II.);

2. to estimate current per-barel returns to the industry, state and federal 
governments at recent oil prices (Chapter in.); and

3. to consider North Slope development policy questions in light of recent events 
and the unique economics of the North Slope (Chapter IV.).

The game plan is straight-forward:

In the second chapter, recent increases in state production forecasts are charted. A 
central point of the 1990 report was that although North Slope production was declining, 
improved production techniques had consistently delayed and softened the forecasted 
decline. This trend resulted in forecasts between 1985 and 1990 that showed continually 
increasing total production from North Slope fields between 1990 and 2010. Two years 
later, that trend is still evident Despite the increases in forecasted production and the fact 
that more than a decade remains before shutdown becomes a pressing question, the public 
has been treated to a steady bombardment of warnings from the industry that with 
shutdown approaching, costly environmental regulations will cause a premature demise of 
Alaska's golden goose. Conflicts between estimates of different st'ite agencies and 
estimates of nther informed observers add a layer of confusion to the industry's 
propaganda campaign. The West Sak field and information provided by the industry on 
production prospects during the 1989 debate over revision of a tax factor known as the 
economic limit factor (ELF) are also discussed.

Because the reason for production is profit, North Slope production prospects 
cannot be understood without a firm grasp on the profits North Slope producers derive 
from their Alaska operations. Unfortunately, there is a paucity of information on North 
Slope profitability. Chapter III. seeks to remedy that problem by assembling public 
information from a variety of sources to set up a model of North Slope profits at current 
prices and under future scenarios. Per-barrel profit analysis provides another tool for 
assessing the significance of the industry's incessant warnings that the Golden Goose is 
about to cackle its last.



With production and profit data assembled, the fourth chapter offers brief 
consideration o f several recent developments and their potential effects on the future o f 
North Slope operations. Items selected for focus are the Arctic National Wildlife Refuge, 
the recent discoveries east o f Prudhoe Bay and a major natural gas sale.



II. Production Forecasts

A. Recent Trends in North Slope Production Forecasts

In November 1991, a clear message was passed at the American Petroleum 
Institute's annual meeting in Houston: "The American industry is not abandoning the 
United States; we're being thrown out, closed out," Mobil Corp. Chairman Allen M. 
Murray told the leading oil industry trade group.1 Picking up on this theme, six weeks 
later Alyeska Pipeline Sevice Co. President James Hermiller told the Anchorage Chamber 
of Commerce that Alyeska was about to begin its eventual shut down. Lay-offs were 
coming, he warned. In the near future, Alyeska might even close a pump station or two. 
Hermiller then gave his usual strong plug for a cost-benefit approach to environmental 
regulation: "If the state imposes excessive financial burdens cm the owners of the 
production going through the line or on the pipeline system itself, the line will close sooner 
than later."2 Hermiller’s adaptation of the API pitch was misleading; he overstated the 
decline and incorrectly linked it with environmental regulations. But Henniller's pitch at 
least had an aura of theoretical plausiblity; his minions at Alyeska applied the API Houston 
theme in a manner that defied both facts and logic.3

It is true that the Alaska Department of Natural Resource (DNR) April 1992 annual 
production forecast shows North Slope production dropping from the current level —  
about 1.7 million barrels per day —  to just below one million barrels per day in the year 
2001. But the North Slope’s well-publicized declining daily production rate is only one 
part of the North Slope oil development picture. Hermiller did not mention that the same 
forecast six years earlier had predicted that North Slope production would to slip under the 
million-bairel milestone in 1995. But now the current DNR forecast predicts that in 1995 
the North Slope will still be producing in excess of 1.6 million barrels per day, very near 
the current level.

Tables 1 through 6 present DNR's field-by-field breakdown of annual forecasts of 
prodeuction from 1992 through 2010. As in the previous report, the Department of Natural
1 Laura Tolley, "Big Oil 'most go' outside: Environment forcing firm* out, exec says,* Anchnraye Oailv 
News. Nov. 19, 1991, p. B-4.
2 Henniller’s Jan. 6 speech was headlined on the front page of the Anchorage Times Jan. 7, repeated in an 
editorial the following day and reprinted in full in the Anchorage Times. Jan. 12,1992.

3 For example, see footnote 53. below.



Tables 1 through 6 present DNR’s field-by-field breakdown o f annual forecasts o f 
prodeuction from 1992 through 2010. As in the previous report, the Department o f Natural 
Resources forecast is used because that agency's annual forecast is a consistent and more 
or less direct reflection o f information the industry provides the state o f its current plans. 
The year 1985 was selected as the reference point beause that was the final forecast before 
the oil price crash that ushered in a new era o f lower oil prices.
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1993 750 200 75 85 10 50 < -  = = = - - « = - - -  = - 1,170
1994 650 170 70 75 10 50 < ---------------= = ---------- 1,025
1993 575 145 65 70 10 100 = 965
1996 510 120 60 65 0 125 < - -  = ----------------------- 880
1997 460 100 55 60 125 < -----------------------= -  = 800
1998 420 80 50 55 125 < ---------------= ------------- 730
1999 380 75 40 50 125 < - -  = --------- = - 670
2000 340 65 30 45 120 < -  = -------------------------- 600

2001 300 55 20 40 115 < - - = -------= ------------- 530
2002 270 50 10 20 n o  <-=* = -------= = ----------- 460
2003 240 40 0 10 105 < ---------------= = - -  = - 395
2004 210 35 0 100 < = ---------------= ---------- 345
2005 180 30 95 < - -  = --------- = ---------- 305
2006 160 25 90 < - -  = = ---------------= - 275
2007 140 20 80 < ----------------- = = - -  = 240
2008 110 15 70 < - -  = = -------------------- 195
2009 80 10 60 < --------- = -  = = ---------- 150 "
2010 50 0 LA o A It n n ii ii n ii n ii ii ii n 100

Total BaiTcla: 2,436,375 523,775 206,225 0 246,375 16,425 636,925 < = - =  = -------------------- 4,066,100 {(XKIhhb.)

Source: Dept o f Natural Resources, ‘ Historical and Projected Oil & Gar Consumption." January 1985, p. 13 (Table 2.2: Estimated Availability o f N. Slope Oil For Sale)

n
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1968 Ecodudiofl Forecast (Alaska Dept, of Natural Resources)

WOBantlapttdsni.
Ytai F it id => Pruiiioc Kuparuk Lisbume Pt. McIntyre Endicott Milne Other W.Sak Beaufort Total

1992 1.062 240 70 85 10 0 1.467
1993 924 205 70 75 0 0 1.274
1994 804 175 70 70 0 1.119
1995 699 150 70 65 135 < -------= --------= = 1.119
1996 608 125 70 60 135 < ---------------_ _ _  = _ 998
1997 529 105 70 55 135 < --------------------------= 894
1998 461 90 65 50 120 < ---------------= -  = - - 786
1999 400 75 58 45 108 < = -------------------------- 686
2000 348 65 52 40 103 < --------- = -  - ---------- 608

2001 303 55 47 20 98 < --------------------------= 523
2002 264 45 42 10 112 < ---------------= -  = = =- 473
2003 230 40 38 0 105 < - = = = = ----------= - 413
2004 200 35 34 100 < = = -  = ----------------- 369
2005 174 30 31 95 < = - = --------------- = = 330
2006 151 25 28 88 « - -  = ------------------= 292
2007 131 25 25 67 < - -  = -------= - -  = = 248
2008 114 20 20 56 <= = ------------ = - -  = 210
2009 100 IS 15 44 < ---------------= = = = = 174
2010 86 10 10 42 = 148

Total Barrels: 2,769,620 558,450 323,025 0 209,875 3,650 563,195 < ----------------------- = = 4,427,815

IKK) bptJ

•s

M

( 'W  bbls )

Source: Dept, o f Natural Resource*, “Historical and Projected Oil & Gaa Consumption," January 1988, p. 9 (Tabic 2.2A: Production Forecast and Available Royalty Oil)
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(JQGItorrsluxLdaK
1989 Frotiuclkm Forcatsl (Atoka Ifrfl. of iNttlural Rtsourcaii

Year F itk l =>. Prudhoe Kuparuk Liabumc Pt. McIntyre* Endicott Milne Other * W.Sak Beaufort Toud

1992 1,251 240 40 85 10 0 6 1,632 (XX)b/»l
1993 1,126 205 40 75 7 20 6 < —  =  = . 1,479 it
1994 1,011 175 40 70 7 60 6 < = =  = 1.369 «
1995 862 150 37 65 6 58 12 < =  =  = 1.190 "

1996 731 125 34 60 5 56 12 <  =  = .  = 1,023 H

1997 620 105 31 55 4 55 25 <  =  =  - 895 H

1998 528 90 28 50 0 89 25 810 m

1999 450 75 25 45 83 50 <  =  —  = 728 m

2000 383 65 21 40 78 50 <  =  =  = 637 "

2001 327 55 19 20 73 75 <  =  =  = 569 -

2002 264 45 13 10 64 75 <  =  =  = 471 M
2003 230 40 9 0 56 100 <  =  =  = 435
2004 200 35 5 49 100 <  = .  =  = 389 -

2005 174 30 0 38 150 <  =  =  = 392 "

2006 151 25 32 150 <  =  =  = 358 *

2007 131 20 27 150 <  = .  =  = 328
2006 114 15 23 150 <  =  =  = . 302 -

2009 100 15 13 140 268 -

2010 86 10 11 120 «  =  =  = 227

Total Barrels: 3,189,735 554,800 124,830 0 209,875 14,235 323,025 511,730 < =  =  = 4,928.230 ((XX) hbls.)

* "Other” include* some Pi. McIntyre production.

Source: Dept o f  Natural Reiourcca, ’ Historical and Projected Oil & Oa» Coniumption," January 1989. p 8 (Table 2.2: Production Forecast and Available Royalty Oil)



la fak i.
1990 Producliuu Forecast (Alaska Dept, of Natural Resources)

POP BarreLi v c rd uYL

f r o r  FltJd = - Prudhoe Kupaiuk Lisbumc Pt McIntyre Endicott Milne Nut It uk W.Sak Beaufort Total

1992 1,102 280 40 20 85 20 0 6 1,553
1993 1,014 250 40 60 75 16 20 6 1,481
1994 932 220 40 60 70 13 20 12 1,367
1995 857 190 37 60 65 10 20 12 1.251
1996 789 175 34 54 60 8 17 12 1,149
1997 726 150 31 49 55 7 14 25 1,057
1998 668 125 28 44 50 6 12 25 058
1999 614 105 25 39 45 5 10 50 0 893
2000 553 90 21 35 40 5 9 50 60 863

200! 498 75 19 32 20 5 7 75 54 785
2002 448 65 13 29 10 0 6 75 49 695
2003 403 55 9 26 0 5 100 44 642
2004 363 45 5 23 5 too 39 580
2005 326 35 0 21 0 150 35 567
2006 284 30 19 150 32 515
2007 247 25 17 150 29 46C
2008 215 20 15 150 26 426
2009 187 15 14 140 23 379
20iC 163 to 12 120 21 326

T ou l B/jtcU: 3,791,985 715.400 124,830 229,585 209,875 34,675 52,925 513,920 150,380 5,823.575

OOP h/kl

(OOP bbls.)

Source: Dept, o f Natural R esources, -Historic*! and Projected Oil & O*a Consumption,' January 1990, p. 10 (Table 2.2: Production Forocail and Available Royally Oil)



Iahk.3.
1991 Production Forecast (Alaska Dept, o f Natural Resources)

QW .Bun tlip tukxL
Y sat Field => Prudhoe Kuparuk Lisbumc Pt. McIntyre Endicott Milne- Ni&kuk W Sak Beaufort Total

1992 1,248 300 44 0 108 19 0 0 1,719
1993 1,096 300 40 75 94 17 0 6 1,628
1994 987 300 34 80 83 16 0 6 1,506
1995 988 200 27 80 72 16 0 6 1.469
1996 889 250 22 80 63 17 10 12 1,343
1997 799 220 17 72 55 18 20 12 1,213
1998 739 190 14 65 47 19 20 12 1.106
1999 683 170 11 58 40 20 17 25 0 1,024
2000 632 150 10 52 34 20 14 25 60 997

2001 584 125 9 47 29 18 12 50 54 928
2002 526 105 7 41 24 16 10 50 49 828
2003 474 90 5 36 21 14 9 75 44 768
2004 426 75 0 30 18 13 7 75 39 683
2005 383 65 0 26 16 12 6 75 35 618
2006 345 55 22 0 10 5 67 32 516
2007 293 45 19 8 5 61 29 460
2008 249 35 16 6 55 26 387
2009 212 30 14 5 50 23 334
2010 ISO 25 12 42 21 280

Tou l Barrels: 4,282,545 1,025,650 87,600 301,125 256,960 96,360 49,275 256,960 150,380 6,506,855

(MM) I ’/mI

Source Dept o f Natural Resources, "Historical and Projected Oil & Gss Consumption," June 1991, pp. 4-5 (Table 2.1: Production Forecast anil Available Royally Oil)



XBttLk
1992 Production Forecast (Alaska Depl. o f Natural Resources)

(KK> Barrels per day:

Year Field => Pmdhoe Kuparuk Lisbumc Pt. McIntyre Endicott Milne Nijtkuk W. Sak Beaufort Total
1992 1,260 310 40 0 110 19 0 0 1,739 (MXHipJ
1993 1.190 310 40 20 94 17 0 0 1,671
1994 1,110 300 34 80 83 16 0 0 1,623
1993 1,110 280 27 80 72 16 20 6 1,611
1996 1,020 250 22 80 63 17 20 12 1,484
1997 922 220 17 80 55 18 20 12 1,344
1998 840 190 14 72 47 19 20 12 1,214
1999 765 170 11 65 40 20 17 25 0 1,113
2000 697 150 10 58 34 20 14 25 60 1,068

2001 633 .125 9 52 29 18 12 50 54 982
2002 532 105 7 47 24 16 10 50 49 840
2003 479 90 5 41 21 14 9 75 44 778
2004 426 75 0 36 18 13 7 75 39 689
2005 383 65 0 30 16 12 6 75 35 622
2006 345 55 26 0 10 5 67 32 540
2007 293 45 22 8 5 61 29 463
2008 249 35 19 6 55 26 390
2009 212 30 16 5 50 23 336
2010 180 25 14 42 21 282

Total Barrels: 4,615,790 1,032,950 86,140 305.870 257,690 96,360 60,225 252,580 150,380 6,857,985 (OtUbbls

Source DepL o f Natural Rcaourocs, "Historical and Projected Oil A  Gas Consumption," April 1992, pp. 4-5 (Table 2.1: Production Forecast and Available Royalty Oil).

m i«m



The retreat o f production declines is a steady phenomenon that is readily observable 
in these data. For example, as recently as 1991 North Slope production was supposed to 
fall below one million barrels in the year 2000 (Table 5) —  one year earlier than under the 
current DNR forecast The source o f the delayed decline is increased total production 
through the life o f the North Slope fields.^

Table 7 presents North Slope total production estimates for selected years since 
1985 through the first decade of the next century. In this table. North Slope production is 
divided into three periods: 1977-84,1985-91, and 1992-2010.5 The left-hand column, 
which covers the 1977-84 period, contains actual production figures. The second column, 
covering 1985-91, contains a combination of oil produced and forecasted totals. For 
example, the 1990 figure in the 1985-91 column is the sum of the actual barrels produced 
from 1985 through 1989 plus the forecasted barrels for 1990-91. The total barrels 
forecasted for the 1992-2010 period appears in the third column. These are the totals at the 
lower right-hand comer of Tables 1 through 6. In the third column, the DNR April 1992 
forecast estimates total production for this 19-year period at 6.86 billion barrels, compared 
to 6.51 billion barrels forecasted in 1991 and 5.82 billion in 1990. The 1992 estimate 
represents a 68.66% increase in total North Slope production compared to the 1985 
forecast total of 4.07 billion barrels for the same period Total production through 2010 
in the fourth column is the sum of the first three columns.

While forecasted future production has increased, current production also 
increased This can be seen in the second column of Table 7, where total production from 
1985 through 1991 was 4.78 billion barrels —  13-54% greater than the 4.21 billion 
barrels forecasted for that period in 1985.

4 For a discussion of potential recovery technique*, set U.S. Congress, Office of Technology Assessment. 
Oil Production in the Arete National Wildlife Refuge; The TochnokMrv and the AUritn Oil CoolfllL 
Washington, D.C.: U.S. Government Printing Office, February 1989 [Report #OTA-E-394],
3 In this analysis forecast figure* are cut off at the year 2010 to reduce the effects of differing assumptions 
about shutdown that may produce unrealistic comparisons.



ItthteJL
Changes in ANS Production Forecasts, 1985-1992

/
(actual 000bbls.)

m L JS M .

= = = = = = = = = = Total ANS Production (all fields) = = = 
(forecast and/or actual 000 bbls.) (forecast 000 bbls.)

/

% increase over 
1985 forecast: 0.00%

1285---199 J

13.54%

I992-.2Q1Q

68.66%

(forecast + actual 000bbls.) 

Total ( j 977-2010)
X m .o f
Foram/L

1985 3,894,105 + .................... 4,210,185 + 4,066,100 12,170,390
1988 3,894,105 » i , , 4,781,704 + ................ 4,427,815 13,103,624
1989 3,894,105 + . 4,838,996 + ................ 4,928,230 13,661,331
1990 3,894,105 + . 4,723,021 + ................ 5,823,575 14,440,701
1991 3,894,105 + .................... 4,801,909 + ................. 6,506,762 15,202,776
1992 3,894,105 + ..................... 4,780,297 + . 6,857,985 15,532,387

27.62%

Source : 1977-84 from DepL of Natural Resources, "Historical and Projected Oil & Gas Consumption," January 1985, p. 13; 
1985-2010 from 1992 and previous issues of same publication.



The following table summarizes the changes in DNR production forecasts for the 
1992-2010 period by field between 1985 and 1992.

Tab le 8.
1985 v. 1992 State North Slope Production Forecasts by Field

(for 1992 through 2010)
1985 Forecast 1992. Eacttist 1992 v. 1985

Field; / = = s  million bbls., 1992-2010 = = = / % increase (decrease)
Prudhoe Bay 2,436.4 4,615.8 89.4%
Kuparuk 523.8 1,033.0 97.3%
Lisbume 206.2 86.1 (59.2%)
Pt. McIntyre 0.0 305.9 n.a.
Endicott 246.4 257.7 4.5%
Milne Pt. 16.4 96.4* 487.8%
Niakuk 0.0 60.2 n.a.
W. Sak / Beaufort 636.9 403.0 (36.7%)
Total 4,066.1 6,858.0 68.7%

* Milne Pt. 1992 estimate includes Schrader Bluffs production.
Souice: Dept, of Natural Resources, "Historical and Projected Oil and Gas Consumption," January 1985 and 
April 1992 (tables 1 and 6, above).

The date presented here point out the importance of Prudhoe and Kuparuk, which 
account for the preponderance of the growth in future production forecasts. The data also 
point to a question of crucial importance to the future of the fields already under 
development The incremental gain in total production between 1991 and 1992 was smaller 
than the gains of the three previous years. In 1989 the Congressional Office of Technology 
Assessment wrote that future increases in production from existing fields were liable to be 
relatively small because the industry had already asccuded the Arctic learning curve.6 The 
increases in forecasted production since that time have proven OTA was at die least several

6 Oil Productioo in the Arctic Nthoaal W ildlife Refuge: The Technology »n  ̂thft Alflritsn Oil Context 
pp. 12. 14.



years early in its conclusion. Is the relatively modest increase in the 1992 forecast totals 
an indication that soon technological gains will no longer offset future production declines, 
or will North Slope improved production techniques continue to defy the pundits and 
augment production?7

Pate 14

Standard & Poor's July revision of Prudhoe Bay's production prospects is the most 
recent indication from Informed economic analysts that the OTA's bleak assessment has not 
yet come to pass. In upgrading the state's bond rating from "AA-" to "AA" (removing the 
"minus"), the credit rating agency cited three factors: state financial reserves, low and 
declining debt burden and "[cjontinued extension of the north slope oil production curve as 
enhanced recovery techniques prolong the life of producing fields." According to 
Standard & Poor's, Prudhoe Bay was originally estimated to contain 9.6 billion barrels of 
oil but shipments to date have totalled nine billion barels, with another 6.2 billion estimated 
to remain. Standard & Poors reported Prudhoe shutdown date has been moved back ten 
years since its 1988 review, to 2016. The basis for its estimates was not given.8 Standard 
& Poor's estimates for Prudhoe are considerably higher than those of the state.9

Department of Revenue Senior Economist Chuck Logsdon offers little guidance 
about the shutdown of the North Slope. Once a field begins producing, his department's 
model simply lets the field produce as long as barrels remain in the ground that can be 
shipped to the Lower 48 for less than $20.00 per barrel. When transportation hits that 
price, he figures, alternatives to North Slope oil will be found. Logsdon is not claiming 
that North Slope fields will produce all the barrels in the distant years his forecast 3hows. 
"You never know if that's how it's really going to him out because there's a heck of a lot 
of things that can happen, and we've seen it happen," he once told an interviewer. "It's 
virtually impossible to forecast what's going on next year, and the farther you go out in 
time the greater your uncertainty."10

? The question is nmilir to the conundrum thti faces prospective buyers of computers, who have welched 
computers gel better sod prices drop year after year as technology continues to improve, seemingly without 
end. Can this trend continue? The answer depends on your understanding both the technology and the 
economics that apply to the question.
8 'State Review; Alaska,' Standard & Poor's Creditweek —  Municipal. Sept. 14, 1992, p. 1.
9 Alaska Department of Natural Resources, Historical and Projected Oil <fe G«a Conrumptipp. April 1992, 
pp. 4-5 (Table 2.1: Production Forecast and Available Royalty Oil) and pp. 10-13, (Table 3: Historical Oil 
Production).
10 Aiyson Pytte, "High Stakes Forecaster" Anchorage Daily News. Nov. 25, 1991 (interview), p. C-6.



It is widely recognized that the single most important factor affecting development 
decisions is the prospective producer’s assumptions about future price o f oil.11 
Nevertheless, increases in actual and forecasted North Slope production since 1985 have 
been logged in the face o f forecasted prices significantly lower than those anticipated in 
1985.12 Is it possible that, con»nry to conventional wisdom, price is not the most 
significant determining variable in production scenarios? Or is it that the North Stope 
induces inexplicably irrational behavior? A third possibility comes to mind: while price is 
in fact the most significant variable in the future o f North Slope production, those 
operations may be so profitable that even today's relatively low prices provide ample 
profits to stimulate future production. We will return to price considerations in Cluipter m .

B ,. W e$t Sak;_Ih ,?^ gm ^N ^ i ^ h .Q £ _ B a y

Meanwhile, a second major area o f concern emerges from the data presented above: 
the future o f the West Sak field, a reservoir that contains an estimated 20 to 25 billion 
barrels o f heavy oil in place and sits directly above the Kur aruk and Milne Point fields 
already in production.13 While West Sak nearly equals Prudhoe Bay in volume, industry 
observers have tended to write o f f the possibility o f  Prudhoe-scale production from West 
Sak due to the sandy content and relatively high viscosity o f West Sak oil.14 Since 1990 
both the Department o f Revenue and the Department o f Natural Resources have slashed 
forecasted production from West Sak.15 Nevertheless, since July 1991 at Milne Point

11 U.S. Department o f Energy in cooperation with the State of Alaska, Alwk* Oil Q « ; Eafflgy WaJth
n r Vanishing Oppottnnitv? (prepared by EG&G Idaho, Inc. under Dept, of Energy Contract #  DE- AC07- 
761-D01570, January 1991), pp. 3-52 through 3-56.
*- For example, the Department of Revenue’s June 1985 forecast price for ANS on the West Const was 
nearly $50 per barrel in 1992 dollars —  nearly twice the department's Spring 1992 mid-case Wes): Coast 
forecast price of $26.46. (1985 ANS West Coast price for 2000 from Alaska Department of Revenue. 
PphVlffllB Prottactioc Revenue Forecast. June 1985, p. 10; 1992 ANS West Coast mid-case forecast price 
for 2000 from Alaska Department of Revenue, Spring .19g2JRgVH»IC Svures.Bwk, p. 17.)
13 In 1989 ARCO estimated 13 billion bcrrels in place with another 7 billioa barrels listed as "potential’ 
("Kuparuk River Unit, West Sak Overview, AOGCC ftreoentation," August 21,1989). A technical article 
published by he Society of Petroleum Engineers in 1988 estimated 25 billion barcls of heavy oil of 10.5- 
22.5 degrees API gravity (M.N. Panda, M. Zhang. D.O. Ogbe, V.A. Kamath and G.D. Sharma, 'Reservoir 
Description of West Sak Sands Using Well Logs’ [Society of Petroleum Engineers Bulletin No. SPE 
18759. 1988], p. 1).
14 For a discussion of current Weot Sak issues see Allans Sullivan, "One Oil Field EnviroomeoJalists 
Want," Wall Street Journal. December 31. 1991, p. C -l.
15 The .Alaska Department of Natural Resources cut its West Sak production forecast in half in IL991 to 
bring its forecast into line with the Department of Revenue's economic model (see Tables 4 and 5. above). 
In 1992 the Department of Revenue struck West Sak production entirely from its production forucast.
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Conoco has been producing approximately 3.000 barrels o f oil per day from its portion of 
the West Sak reservoir.16 Conoco's West Sak production is from the Schrader Bluffs 
formation, which lies directly above its Milne Point reservoir.

It is generally agreed that some form of enhanced recovery will be required to 
produce West Sak at rates sufficient to make recovery economically feasible. ARCO 
experimented on a pilot project for several years and determined that waterfiooding is 
effective; laboratory work indicates that approximately 20 percent recovery rates can be 
achieved using hydrocarbon miscible injectant with a water-altemating-gas recovery 
process.17 Conoco has begun to waterflood Schrader Bluffs to augment production but 
has not yet been determined whether enhanced recovery techniques will boost production 
sufficiently to make Schrader Bluffs cost-effective.10 Bcr-well productivity gives a clear 
measure of the difficulties in producing West Sak. Conoco’s wells are in the 300 bared per 
day range, compared with 1,000 to 3,000 barrels per day from Prudhoe Bay and Kuparuk 
wells.19 There is another complication: conditions vary across the densdy faulted West 
Sak field. Development will therefore require a variety of recovery techniques, making 
West Sak's potential more difficult to assess.30 Nevertheless, Dr. G.D. Sharrna, head of 
the University of Alaska's petroleum development laboratory in Fairbanks, believes a 25 
percent recovery rate is possible, amounting to more than six billion barrels.31

Officials of ARCO, the major holder and operator of the West Sak field, believe die 
company will be able to produce a smaller but still significant fraction of its holdings at 
West Sak by making use of Kuparuk production facilities already in place. A similar 
synergy has been identified as critical to the economic viability o f Conoco's West Sak 
production. In December 1991, ARCO offered the Wall Street Journal two versions of the

Alaska Department of Revenue, "Monthly Marketing Summary,* July 1991 to date.
17 "Kuparuk River Unit, Weel Sak Overview" (presentation* to Alaska Oil &  Gas Conservation 
Commission, August 21,1989 and Department of Natural Resources, August 23,1989. See also: Patti 
Epler, "ARCO foresees West Sak Production: Field expected to produce up to 200,000 barrels daily by 
mid-1990V Aachonae Daily News. Aug. 9,1983.
18 Alas Hastings, Director O f External Affairs for Conoco's Alaika operations, personal communication, 
September 4, 1992.

Kathy Shirley, **Fmding' Isn't the Same as 'Getting': West Sale Stingy With Treasures," AAPG 
Explorer. June 1992, p. 38.

Alaska Oil &  Gas Conservation Commission, "Conservation Order No. 255 [for] Kuparuk River Field, 
Milne Point Unit, Schrader Bluiff Oil Pool," July 2, 1990, p. 2; Michael T. Lu, "A Simplified Approach 
to Stesmflood Performance and Economic Feasibility Forecasting Calculations: Applications to the West 
Sak Reservoir* (University of Alssfci, Fairbanks; unpublished Master’s thesis. 1989), p. 192.
21 Sullivan, op. cit.



relationship between West Sak production and the utilization o f facilities already in place to 
gathering, process and forward the oil to TAPS:22

ARCO officials say they have examined Conoco's technique but claim it's 
an uneconomical method for them — its piece of West Sak is closer to the 
permafrost and therefore more viscous, they say. They claim Conoco can 
hold down its cost by moving the oil, once it's pumped to the surface, 
through facilities it is already using for another field [Milne ft>int] where 
there is additional capacity. ARCO also says that the strata that contains its 
piece of West Sak oil overlies its prolific Kuparak [sic.] oil field where there 
is no extra capacity. And as Kurrarak production declines. West Sak will 
hopefully be phased tn. ARCO also points out the daily flow rate at West Sak 
won't replace Prudhoe or Kuparak. [Emphasis added.]

A slightly different version of the story in the West Coast edition of the newspaper the 
same day said:23

"The strata that contains its piece of West Sak ml overlies its jatslific 
Kuparak oil field. And ARCO doesn't want to use anv of those drill sites 
tP_move_West Sak oil until Kuparuk is drained drv sometime in the next 
century. [Emphasis added.]

In June 1992, the AAPG Explorer reported that ARCO estimates that 500 million to 
one billion barrels of oil are recoverable from West Sale24

"Daily production from the field will probably peak at 100,000 to
150,000 barrels a day," said James A. Middleton, executive vice president of 
ARCO.

"While these reserves are important to Alaska and certainly to ARCO, they obviously are nothing like the 1.3 million barrels per day currently 
produced at Prudhoe or, for that matter, what we might have expected out of 
the Arctic National Wildlife Refuge."

—  The West Sak Field does have one definite advantage —  the 
extensive infrastructure of the Kuparak [sic] and Milne Point fidds that can 
be used for developing the shallow field.

ARCO plans to co-mingle production from Kuparuk and West Sak 
through the same gathering centers and pipelines, Middleton said. "As 
Kuparuk declines, West Sak will increase."

[Conoco's Al] Hastings said the same is true at Milne Point

22 Dow-Jooes wire service, December 31,1991.
The same synergy has been noted at Lisbame and Pt McIntyre, where the existence of extra 

capacity in Lisbume's processing facilities contributes to Pt McIntyre's economic viability by saving $150 
oalliou (Alaska Oil and gar: Energy Wealth or Vanishing Opportunity?, pp. 3-14-15).

23 Sullivan, op. c it According to environmental attorney Randall Weiner, former Executive Director of 
Trustees for Alaska, the Wall Street Journal earned different versions in differed editions because ARCO 
representatives changed their statement on this key point on the dote o f publication.
24 "'Finding' Isn't the Same as 'Getting” (op. c it). pp. 38-39.
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"It is so much cheaper to develop this shallow zone with an existing 
infrastructure," he said. "Frankly, i f  we had to build new facilities this zone 
would likely not be economic at all."

While production at the level ARCO personnel envision will not replace the super-giant 
Prudhoe Bay, production of 150,000 barrels per day would rank West Sak with the 
largest fields currently operating in the Lower 48.25 More important, from Alaska's 
standpoint, is this: by sharing TAPS pipeline costs wiith other fields, West Sak production 
would reduce the TAPS shipping charge per barrel and therefore might extend production 
from other fields.

But don't start counting West Sak chickens just yet- Despite industry indications 
that a portion of West Sak's reserves will be produced, the Department of Revenue 
removed West Sak production altogether from its Spring 1992 revenue forecast 
According to the DOR — mg 1991 forecast at prices ranging between $20 and $30 per 
barrel during the first decade of the next century West Sak production would rise to
166,000 barrels per day. But one year later, the department’s forecast showed no 
production at all from West Sak, even at high-scenario forecast prices from $30 to $58 
dollars per barrel between 2000 and 2010.26 Department of Revenue Chief Economist 
Logsdon said West Sak dropped out —  perhaps temporarily —  because forecast economic 
inputs were revised. He identified three major factors: (1) A higher target investment rate 
or hurdle rate of return was used in the Spring 1992 forecast model.27 Under these 
tougher investment criteria, West Sak did not generate sufficient profit to warrant 
development. West Sak bombed out even though the department kept its facilities cost 
assumptions low, Logsdon said. (2) Logsdon said his unit is pessimistic about West Sak 
for many reasons, including Conoco's reported problems with sand and relatively low pcr-

25 la 1989, the two largest field* in the Lower 48 each produced about 160,000 barret* per d*y (Oil <&. Gaa 
Journal, Jan. 30, 1989, pp. 69-70).
26 Alaska Department o f Revenue, Spring 1991 Revenue Source* Book, pp. 35,46-48; Spring 1522 
Revenue Sowcea Book, pp. 34.46-48.

In the Spring of 1991, the Dept of Revenue'* model forecasted West Sak producing 86,000 barrel* 
per day at a low scenario price of $20.63 in the yaw 2000, with production rising to 165,000 barreia per day 
in 2005. In the spring 1992 forecast, the low-case price was, coincidentally, $20.63; but that forecast 
contained no West Sak production. In the Spring 1991 mid-case forecast, a price of $29.46 in 2000 resulted 
in production of 92,000 barrels per day from West Sak; in the Spring of 1992, a price of $30.80 in the high 
scenario resulted in no production from West Sak.
27 According to Logsdon, in late 1991 the hurdle rate of return for West Sak was raised from 8% to 10% to 
bring the state's economic model more into line with the 12-1/2% figure used by the International Tax 
Comparison Study Group one year earlier. Since that group reported in April 1990, it is not clear why the 
Department of Revenue waited until late 1991 to reflect a higher hurdle rate of return for West Sak. 
Moreover, some industry sources believe that with the infrastructure for production already in place, a much 
lower hurdle rate of return is appropriate.
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well production. (3) He also indicated that the department's production model does not 
include profits from TAPS in considering whether a prospective field should be added to 
the forecast. Since TAPS contains a healthy profit margin for its owners and ARCO is a 
major TAPS owner, the exclusion o f profits from TAPS appears to penalize West Sak 
production unrealistically. Additionally, the Department o f Revenue's scenario also fails to 
recognize that West Sak production would have a beneficial effect on all fields by spreading 
TAPS costs among a larger number o f barrels.

In view of the questions and the apparent contradictions in information surrounding 
the massive amounts of West Sak oil, closer consideration of West Sak production 
economics is warranted We will return to the economics of West Sak production after we 
examine the mechanics of North Slope accounting and estimate profits in the next chapter.

C, Information Regarding Production Decisions; The ELF Debate Revisited

Is Alaska’s long, slow walk toward the evening of the petroleum production about 
to turn into a pell-mell dash, or will the twilight of North Slope operations continue to 
recede into the future? Will West Sak go into production, as ARCO comments to the press 
indicate, or will the Department of Revenue’s more pessimistic view come to pass? As 
indicated above, at their root, these questions are economic. Both the economic model 
used to calculate returns and the information that is put into those models can aprove crucial 
to conclusions about the feasibility of future development Unfortunately, such 
information seldom reaches the public. Major North Slope producers preferring to deal 
with such issues in terms of over-simplified rhetoric rather than substantive economic 
data.28 And although these matters are crucial to state revenues, in this atmosphere of 
closely held information and superficial rhetoric it is not clear that responsible state 
officials have sufficient information to evaluate industry production decisions.29

Skepticism about those data the major North Slope producers are willing to share is 
re-enforced by comparing the constantly increasing production totals presented above to 
statements by North Slope officials during their efforts to thwart correction of a tax

28 See notes 30 and 55, below.
2 9 The Alaska Department of Revenue's Division of Oil and Gas Audit makes no claim to reservoir 
geology or engineering expertise. For this reason, the state's forecasters depend on information from the 
producers. The Department of Natural Resources' division of of Oil and Gas and Alaska Oil and Gas 
Conservation Commission have more technical expertise on reservoir geology oq staff, but these agencies 
are also highly dependent on the producers for tbeir information.



provision known as the economic limit factor (ELF) in 1989. At that time, representatives 
of the major North Slope producers barraged legislators and the public with statements that 
"sewTal hundred million barrels of oil could be left in the ground at Prudhoe if the ELF 
were modified."30 State administration proponents of the ELF modification responded that 
because the proposed ELF would increase the tax break to truly marginal fields, the 
proposed tax correction was not liable to reduce future production. Shortly after the 
Legislature closed the loophole, ARCO announced cancellation of ifcj West Sak pilot 
program and claimed the tax change could prohibit development of its PL McIntyre 
discovery. Meanwhile, BP stopped its Hurl State development at Prudhoe Bay. At the 
time, some industry observers dismissed the industry actions as political posturing.31 
Whether or not that is the case, ARCO is in fact developing PL McIntyre at this time and 
BP subsequently went ahead with the Hurl State project. While West Sak remains in 
limbo, the assertion that the ELF revision had a significant impact on West Sak stretches 
credulity. As indicated above, technological factors and the price of oil are in fact the 
me'v.r factors affecting West Sak developmenL Moreover, ARCO's subsequent attempts tc 
secure a tax advantage at Kuparuk in exchange for continuing West Sak development

30 ARCO Alaska, "Where Do You Staai on ELF?" (insert in major Alaska newspapers, Feb. 17,1989).
In response to a 1989 questionnaire from the House Resources Committee oo the long-term effects 

on Prudhoe and Kuparuk, ARCO responded: "At Prudhoe and Kuparuk, [the proposed ELF revisions in) 
HB-118 will only make the next barrel of oil more expensive to produce and therefore it will be less likely 
to ever be produced. That aMfflUfaH&BfllLbs. JBPre.ffti lfift jfl Utt g rand  • • • ’ ("Response to Hour* 
Resources Committee ELF Questions —  HB 118" from Hugh R. Motley, then-Vice President and General 
Ta^ Officer, ARCO Alaska, to Reps. Curt Menard end Cliff Davidson, February 22,1989, question 24; 
emphasis added.)

BP tax attorney Tom Williams made the same point, stating that *[tjbe proposed changes are also 
ill-advised because the state stands to gain more from additional investment and development of Prudhoe 
Bay and Kuparuk than it will from any o f the marginal fields [that might benefit from lower taxes due to a 
corrected ELF1. . . .  But the new wotk in the IPntdhocl field to «dd » hmrtrad million barrels here, add a 
hundred million barrels there.. . .  can become too expensive.. . .  [cjhanges in the ELF changes the 
economic climate in which the decision to invest or not to invest is made. There's less money available, 
more is being paid in taxes . ,  /  (House Resources Committee transcript, Feb. 11, 1989, pp. 6-7, 13, !5; 
emphasis added.)

Throughout the spring of 1989, the industry's battle against the ELF continued- On April 20, an 
Exxon tax lawyer testified that the ELF revision's "increased cost of production would adversely Affect 
investment in future Prudhoe Bay development projects. . .  necessary to optimize production . . .  After 
enrrend development is completed, it is estimated that 10 billion barrels of oil will be left in formation si 
Prudhoe Bay. [The proposed ELF revisions ini H.B. 118 would increase the coat of producing three barrels 
«nd thfltfey reduce the UKdatiYS to. uadctnkc lh9»jagjsslfii' (Gerald Serena, leaunony before the Senate 
Special Oil and Gas Committee, April 20, 1989, pp. 1,3; emphasis added.)
31 According to a report by the investment firm First Boston, ARCO's reduced drilling activity was "at 
least partially the result of political posturing . . .  to gain a reversal or modification in the Economic Limit 
Factor." (First Boston Equity Research, "Atlantic Richfield Company," Nov. 21,1989, p 1). For a 
summary of the ELF-related counterclaims, sec Bill White, "The flip sides of ELF," A&fibaCtflJQlilX 
News. August 6, 1989, p. C -l.



indicates that ARCO regards development-related discussions as a province for hard-ball 
negotiations rather than sharing o f engineering and economic data for mutual benefit.32

The sizeable increases in forecasted future production that have been logged since 
the closing of the ELF loophole in 1989 are summarized in Table 9. It is evident from this 
table that correction of the tax loophole has not led to reduced North Slope production, as 
industry opponents of the tax measure warned. Estimated nature production has grown 
significantly in each of the annual state forecasts issued since the loophole was closed in 
1989. The 1992 estimate for the 1992-2010 period of 6.86 billion barrels exceeds by 
39.2% the 4.93 billion barrels forecasted for that period when the ELF correction was 
being debated in 1989. At the current North Slope production rate of approximately 1.7 
million barrels per day, the 1.93 billion barrels of increased forecasted production over the 
next 18 years that have been added to North Slope production estimates since the ELF was 
revised represent three additional years of North Slope production ([1.7 million barrels per 
day] x 365 days = 620.5 million barrels; £620-5 million barrels per year] x 3 years = 1.875 
billion barrels). As Table 9 nukes clear, tne preponderance of that increased production is 
at Prudhoe Bay and Kuparuk —  in direct contradiction of the dire warnings by oil industry 
officials in 1989 that developments at those fields would be shut down and more oil left in 
the ground if the ELF loophole were corrected.33

32 BP announced Hurl State development again in June 1990 (Oil &  Gaa Journal. June 18, 1990, p. 18); 
state forecasts satipate production to begin at Pt McIntyre in 1993. Far ARCO's linking of West Sak 
development to a tax break at Kuparuk, see the Anchorage Daily News. February 21,1990, p. A -l. These 
events were discussed in AnflttfiCtisaiflf North Slfigfc PrahwtiOB FrogPCtt. 122fc2Ql& pp. 26,33.

BP recently noted in its international magazine that The agreement [with other companies to 
development Pt. McIntyre] paves the way for economic development of other, smeller accumulations 
nearby, because these deposits rad Point McIntyre could be tied into production facilities now serving the 
neighboring Lisbume field.' (BP Shield. Summer 1992,p. 24.) Asked to identify these fields, BP declined.

33 As noted above, changes in forecast prices do not sppecr to explain the increases in production forecasts 
for the 1992-2010 period between 1989 and I'J&L The Department of Revenue's long-range forecast prices 
for 1995 and 2000 were slightly higher in 1989 than m 1992 (Alaska Dept, of Revenue, Spring 1989 
Petroleum Production Revenue Forecast, p. 6 and Spring 1992 Revenue Sources Book, p. 17).
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Table 9.
1989 v. 1992 State North Slope Production Forecasts by Field 

1989 Forecast 1992 Forecast 1992 v. 1989 Increase (Decrea-
EiekL i

i

"HIIIIIIII = million bbls., 1992-2010 = = NIIHIIIIIIII % Change
Prudhoe Bay 3,189.7 4,615.8 1,426.1 44.7%
Kuparuk 554.8 1,033.0 478.2 86.2%
Lisbume 124.8 86.1 (38.7) (31.1%)
Pt. McIntyre * 7 305.9 7 7
Endicott 209.9 257.7 47.8 22.8%
Milne Pt. 14.2 96.4 ** 82.2 578.9%
Niakuk * 0.0 60.2 n.a. n.a.
W . Sak / Other * 834.8 403.0 (431.8) (51.7%)
Total 4,928.2 6,858.0 1,929.8 39.2%
* 'Other" includes 9ome Niakuk and Pt. McIntyre production
** Milne Pt 1992 estimate includes Schrader Bluffs production.
Source: Dept, of Natural Resources, 'Historical and Projected Oil and Gas Consumption,” January 1989 and 
April 199?, (Tables 3 and 6, above).

In sum, the major North Slope producers argued that closing the ELF loophole 
would lead to reduced production by absorbing more of the capital that otherwise would be 
available for further development34 The data presented here indicate that the net increase 
in state tax collections caused by correcting the ELF did not have that effect Why not? As 
in the case of the puzzle posed earlier —  increasing future production despite lower prices 
—  the anwer to this mystery may be found by examining the unique economics of North 
Slope operations. We turn now to that task.

34 It is possible that if the State had not opted to close the ELF loophole, production forecasts might have 
increased even more than the 39.2% increase logged in the last three years. By ignoring the fact that 
forecasted North Slope production was increasing, the industry spires the reader the necessity of considering 
this line of conjectural argument The question before us in this section is whether the representations of 
the major North Slope producers during the ELF debate give cause for confidence in information presented 
by the industry when its economic interests are involved.



I II. Analysis of Current and Future North Slope Per-Barrel
Profits

A. Introduction

In this chapter we will attempt to delineate the profitability of North Slope crude oil 
by field in current price environments. We will also look at future scenarios. Our aim is 
to ballpark returns from the North Slope to the three parties who share the economic rent 
from these operations —  the owner companies, the state and the federal government. The 
information we are seeking is not readily available from published sources or public 
records; profitability is not something the industry likes to discuss. Company annual 
reports are obscure, and even when they provide information on North Slope operations, 
one needs a magnifying glass to read the fine print and a detective with a degree in 
accounting to explain what the numbers include and what they leave out The major North 
Slope operators were contacted but declined to provide cost information for this report35 
In view of the importance of North Slope operations to the owner companies and the state, 
some may find the paucity of data in this area remarkable. We begin, therefore, with a 
review of available public information on North Slope profitability.

B. Sources

1, Newspaper reports

"Oil firms' profits up: Arco, Unocal report 3rd-quarter earnings," the Anchorage 
Daily News headlined recently.36 What does the story tell us?

= >  Arco's results outpaced the expectations of some industry analysts;
= >  Arco earned $332 million in the third quarter, compared with a loss of $156 

million for the same quarter the previous year. However, the previous year loss included a 
$340 million one-time cost associated with restructuring and property sales.

= >  Arco is the major gasoline marketer in the Los Angeles region and Arco 
(Alaska) Inc. is one of this state's top oil producers and a major owner in Prudhoe Bay.

3 5 When the intention to build a model that would show prices, costa and the division of the economic 
rents from North Slope production was described to the ARCO tax specialist to whom the query had been 
referred, he responded that ARCO had no interest in providing that information. BP also declined to provide 
information (see note 54, below).
36 Anchorage Daily News. October 27, 1992, p. C-t (article from the Los Angelas Daily Nevtfl).



This article, which is typical o f newspaper quarterly earnings reports,37 is not very 
useful to our quest. Since ARCO also has earnings from Lower-48 production, overseas 
production and Lower-48 marketing —  not to mention coal, petrochemical and other 
operations —  we will have to look beyond press coverage o f industry's quarterly profit and 
loss reports for hard data on the economics o f North Slope operations.

Earlier this year, The Anchorage Times tackled North Slope crude oil pricing in a 
lengthy business section feature. The article came up with a handy formula for estimating 
the State's per-barrel share of a barrel of North Slope crude: "just knock about $5 off the 
per-barrel market price, and the state’s royalty and severance tax share is about a quarter of 
what is left"38 The Tunes article was a commendable effort to shed light on the complex 
mechanics of oil valuation. For example, it explained that the fields on the North Slope 
produce oil of different specific gravity and consequently have different value, and that the 
fields outside Prudhoe have additional pipeline tariffs to reach the TAPS line at Pump 
Station #1. In an effort to put all these figures into context (the article appeared on the eve 
of the anticipated court opening of the state's royalty case agains Exxon for under-valuing 
North Slope crude oil; the case was settled on the courthouse steps and the trial never took 
place), the Times divvied up an $18 barrel of oil for its readers in the following manner

Paqe

Market price............................................................... $18.00
minus tanker cost....................................................  ($1.00)
minus pipeline cost................................................  ($3.60)
minus Alaska's l/8th royalty share.......................  ( 1.681
Oil industry's share plus l/8th severance tax  $11.73

Unfortunately, the analysis stopped there. The North Slope is quite profitable, but the 
industry's $10.26 share —  7/8 of the remaining $11.73 —  does not represent profit 
From that $ 10.26 must come exploration and development costs, property tax, state and 
federal income taxes, exploration costs and development costs. By the time these costs are 
reckoned, the industry's profit is roughly half of the share indicated in the Times analysis, 
as we shall see below. When you're pumping 1.7 million barrels of oil per day, the 
difference between $5 per band and $10 per barrel adds up quickly.

37 See, for example, "BP profits jump 67 percent," Anchorage Pail v News. Nov. 6, 1992, p. C -l.

38 Bert Tarrant, "The value of CRl/DE: Every Alaskan has a slake in price of North Slolpe oil,’
I, April 12, 1992, pp. D -l, D-4.



The Times failed to note that the tariff or shipping charge for pipelining the oil 
includes a profit margin for the pipeline owners in excess o f $ 1.00 per barrel.39 Since the 
major producers own TAPS in proportions roughly similar to their share o f production, 
this is a profit element that needs to be reckoned with.

Clearly, we will have to look beyond press reports for a more refined analysis o f 
North Slope profitability.

2. Trade Sources (Investment Analyses and Industry Publications)

From time to time in recent years, trade publications have examined North Slope 
profitability. In 1987 and 1988, for example, industy reports stressed the profitability of 
Prudhoe Bay and Kuparuk, even at low prices.40 Of late there have been few North 
Slope profitability write-ups. However, two 1991 reports are noteworthy. In September 
1991 the First Boston Company —  a major investment banking firm —  examined the U.S. 
operations of six major international oil companies to ascertain why the industry was 
heading overseas. Although the North Slope was not the focus of this report, First Boston 
did give Alaska special treatment The data assembled by First Boston indicated that 
recent upstream returns on domestic operations had diminished radically, in marked 
contrast to overseas operations. First Boston concluded, "The domestic exploration and 
production business has not even come close to returning the cost of capital for the major 
oil companies over the last five years." The only international major that found U.S. 
operations more profitable than overseas, wrote First Bostui, was BP:

. .[T]he trend is unmistakable. Except, for British Petroleum, every 
company in this universe [of major intematkmal oil companies operating in 
the U.S.] generated substantially higher levels of profitability per dollar of 
net property, plant and equipment outside the United States than within this 
country."

39 A 1989 accountancy study of North Slope profitability estimated that income from pipeline tariffs 
generated 30 percent of all North Slope profits fov . he North Slope producers (Edward B. Deakin, Qtl 
Industry Profitability in Alaska. 1969 through 1987 [Alaska Department of Revenue, March 15,1989], pp. 
l-l 1). Except for Milne Point, whose major producer (Conoco) has no ownership in TAPS, the pipelines 
that bring the oil from the field to Valdez are universally owned by the producing compt'uea.
40 'Atlantic Richfield Company —  Restructured and Resourceful." Salomon Brothers Lie. (stock research, 
domestic oiIb), April 28 ,1987 , p. 10; 'Atlantic Richfield Company —  The Ncwi Get* Better,’ Sept. 11,
1987, p. 7; Alaskan Oil Profits Staying Buoyant Amid Volatile Prices,* Petroleum Intelligence Weekly. 
Feb. 5, 1988, pp. 1-2; ‘ Alaska's Oil Promise Remains Strong,’ International Petroleum Finance. Mar. 13,
1988, p. 8.



According io First Boston, BP'S U.S. returns outpaced its foreign investments by 75%. In 
contrast, the U.S. investments o f the other five major oil companies under-earned their 
foreign investments by significant margins. According to First Boston, the reason for BP“s 
success in the U.S. is its North Slope operations. "Only those companies that produce oil 
from Alaska's Prudhoe Bay field," First Boston reported, "have been able to show above- 
average returns in the U.S. upstream sector."41

To explain the flight of capital and superior foreign returns, First Boston continued 
with a more detailed analysis of domestic production. First Boston reported that upstream 
domestic return on investment was "abysmal," with two exceptions: "Exxon has led the 
pack in the international oil universe with a stellar 6.2% return on investment," First 
Boston wryly observed. Nobody else in the international group earned better than a 4% 
return on U.S. ups team operations over the five-year period.42

The second exception was ARCO, wbich First Boston added to the domestic 
analysis "to highlight the fact that Alaska is the only part of the country in which producing 
operations have provided attractive returns over time." Wrote First Boston:

ARCO's Alaskan properties have generated an 11.4% return on investment 
over the last five years —  clearly a multiple of what the lower 48 producers 
enjoyed. If one were to look at only the last four years in this time series, 
deleting the disastrous 1986 results which coincided with die collapse in 
world oil prices, ARCO’S average ROI from Alaskan operations would have 
been 13.5%.

First Boston estimated that over the five years from 1986 through 1990 ARCO averaged a 
per-barrel profit from Alaska production of $2.70. The contrast between ARCO's 
handsome domestic profits and the paltry returns of other companies was so sharp that 
First Boston isolated the ARCO data from other companies in special boxes.43

Ths First Boston per-barrel data suffers from two major shortcomings that result in 
significant understatement of North Slope profits. The first is that the First Boston data

41 First Boston Equity Research, 'Assessing the Domestic Operations o f International Oil Companies: 
Explaining the Exodus of Capital,* Septemer 5, 1991, pp. 2, 4, 10.
42 "Assessing the Domestic Operations of International Oil Companies: Explaining the Exodus of 
Capital,* p. S.
43 "Assessing the Domestic Operations of International Oil Companies: Explaining the Exodus of 
Capital,* pp. 5, 12-13. (First Boston hod to drop BP from this portion of its analysis because BFs 
financial data was not reported in such a way that its upstream operations could be compared to domestic 
companies.)



excludes pipeline profits. ARCO officials doubtless remember to take theix Alaska pipeline 
profits to the bank.

The second problem is that First Boston's 1991 estimates relied on data from 
company annual financial reports. Some analysts do not consider annual report data a 
reliable indicator of company profitability. In any given year annual report data can be very 
misleading due to the practice of shifting gains and losses to other years to reduce taxes, as 
ARCO's did in the third quarter of 1991 The purpose of such creative but legitimate 
bookkeeping shifts is to reduce income for tax purposes; the over-all effect may be to 
reduce the apparent bottom-line profit.

One need not regard First Boston’s 1991 profit estimates as definitive to accept the 
investment company’s conclusion that the profitability of their Alaska operations set ARCO 
and BP apart from other oil companies who find greater profits overseas.

The second recent trade analysis of North Slope profits is a June of 1991 report on 
ARCO by the oil stock research department at Salomon Brothers. While Salomon's 
updated review of ARCO's profitability is more detailed than First Boston’s, the Salomon 
Brothers model also excludes key elements that are necessary to a complete analysis of per- 
barrel profitability. Because Salomon's interest is limited to trends in ARCO's 
profitability, data needed for a complete reckoninp of North Slope profits are not provided. 
For starters, Salomon model profit figures are reckoned on ARCO's company-owned 
barrels. This means royalty barrels and royalty payments are excluded from this analysis. 
Moreover, the costs and profits of other producers —  which may be different from 
ARCO’s —  are not considered. Additionally. Salomon Brothers —  like the Anchorage 
Times —  makes no provision for property tax or state and federal income tax payments. 
Finally, Salomon, like the other analyses we have seen, treats pipeline tariffs as a cost of 
oil production. Despite these shortcomings, the Salomon analysis provides a basis for 
trends in North Slope production costs and profitability through time. We will return to 
Salomon's production cost estimates later in tliis chapter.

44 See: 'Oil firms' profits op,* op. cit. See also: Robert Brandon, Edwin Rothschild and Robert 
Mclntvre. Oil Company Profits: What They Mean and Where They Go (Washington. D.C.: Citizen/Labor 
Energy Coalition, Energy Ac boa Aducation Foundation and Tax Reform Research Group. Nov. 14,1979), 
passim. In the past First Boston has done more detailed analysis of North Slope production economics.
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3. State Data

The Alaska Department of Revenue analyzes field profitability to generate its semi- 
annal revenue forecast. However, the only data published from this effort are the estimated 
production by field, the forecasted price and transportation charges and the total revenues 
the state anticipates in production, property, conservation and income taxes, and in 
royalties. The department also maintains a smaller model, known as "Shortcut." This 
model, which can be run on a personal computer, revises the forecast monthly as revenues 
are collected and shows how state revenues from oil production will vary with the price of 
oil. However, Shortcut provides no information on property tax, state income tax, federal 
income tax or corporate profits. And, once again, Shortcut provides no data on pipeline 
profitability. Nevertheless, if you're into the field costs that are deducted from the 
wellhead for royalties or the ELF for a particular field, you'll love Shortcut.

In 1989 the Department of Revenue commissioned a pioneering study of oil 
industry profitability. That report, by Professor Edward B. Deakin, Price Waterhouse 
Centennial Professor of Accounting at the University of Texas, was published the week 
before the Exxon Valdez hit Bligh Reef. By culling various financial statements and 
Department of Revenue data, Deakin estimated North Slope production and pipelining 
profits after taxes between start-up in mid-1977 and the end of 1987 of $41.5 billion, or 
nearly $4 billion per year.45 Deakin estimated per-barrel profits between $2.26 (1977) 
and $9.86 (1984;.46 Perhaps more important for this analysis, Deakin estimated the 
breakdown of economic rent on North Slope production and pipeline operations during the 
first 10-1/2 years of production as follows:47

State Share: $27.6 billion 29.4%
Federal Share: $24.6 billion 26.3%
Industry Profit: $41.5 billion 44.3%

45 Oil Industry Profitability in Alaska. 1969 through 198? pp. i-ii.
46 From Oil Industry Profitability in Alaska. 1969 througfl 1987. Appendix E  Deakin divided estimated 
after-tax income for working interest barrel*, excluding royalty barrel*. Thia report, on the other hood, will 
delineate economic rent in terms of total barrels produced, including the royalty shores. For ccruasteocy 
with the methodology used in this report, Doakin’s numbers have been adjured to spread industry profits 
across total production, including royalty barrels. (Deakin's figures were $2J6 for 1977 and $11.27 for 
1984.)
47 From Oil Industry Profitability in Alaska. 1969 through 1987. pp. 3 .5 ,9 .
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Deakin's work, which represents the only comprehensive analysis o f North Slope profits 
this writer has been able to locate, has not been updated.

Several other state agencies keep track o f reported costs and income that relate to the 
piece(s) o f North Slope operations for which that agency is responsible. However, no 
other agency makes North Slope economic information public in any manner that can be 
called comprehensive.

C. Setting Up a Per-Barrel Profitability Model

Having described briefly the kinds of information available on the subject of North 
Slope, we turn now to the task of setting up a model that answers the question: How much 
do the oil companies make per barrel on their North Slope operations?46 Each period 
under consideration begins with a table that summarizes North Jlope production economics 
for a barrel of oil produced during the period in question. The summary table is followed 
by a similar table for each of the producing fields that comprise total North Slope 
production. The format for every table is identical; the model contains 23 lines, numbered 
at the left and captioned. The value for each line is given for ANS ar the Gulf Coast md the 
West Coast, followed by a note in the right-hanc column identifying the source of the data.

48 To determine the attractiveness of a given project, industry planners makes use of several modes of 
economic analysis. At center stage would be a net present value (NPV) calculation that describes the 
worth of a project after taking into account the time value of money. NPV is measured by the income a 
project makes over and above inflation and a discount rate that represents the rate the money might cam 
invested elsewhere. Analysis of return on investment —  how much is the project going to earn on each 
dollar spent? —  and the timing —  will the project pay for itself in one year or ten? —  are also critical 
factors. Typically, these performance measures cannot be considered in isolation. A project requiring a 
large investment and a long development time must have a high rate of return to compete with projects that 
require lesa investment and pay out more quickly. (For a discussion of these approaches, see Alexander 
Kemp, david Row, Peter Gaffney and H. Motamen Scobie, International Oil Tax Comparison Study, 
prepared for the Alaska State Legislature and the Department of Revenue, April 1990, pp 5-7,15. 
Department of Revenue analysts Roger Marks and J. William Moore described the department's model in 
"A Model to Assess Economic Feasibility and Optimum Production Volume for North Slope Fields,' in 
Journal of Petroleum Technology. Aug. 1987. pp. 943-954. "Economic Feasibility of Potential Fields* and 
The Relationship of Production Volume to Price,* in Dept, of Revenue, Petroleum Production Revenue 
Forecast. June 1985, pp. 42-48. Unfortunately, NPV analysis — which looks at expenditures and receipts 
and the value of that money at the time that it is paid out from or received by company coffers —  requires a 
great deal of investment dau that is not publicly available. Primarily for this reason, NPV modelling itself 
is beyond the limited resources available for this project.

A second approach is the accountancy method applied by Deakin fop, c itl. This approach uses 
standard accounting tools and depends on making certain informed assumptions about data contained in 
corporate annual reports, federal Security and Exchange Commission reports and other documents. An 
accountancy background is required to execute this approach.

A third approach —  the one used here — is to begin with the market price per barrel and identify 
all costs as accurately as possible. While this approach is less sophisticated, the model's assumptions 
cannot feed on themselves. Additionally, the model is transparent to the reader.



We turn now to a line-by-line consideration o f the model.

1,.. Price

a. Spot V. Contract Prices; The price used here is the average spot market price for 
ANS at the Gulf and West Coasts. In the early years of North Slope production the spot 
market price did not track the contract price at which most ANS was sold or transferred 
from a North Slope company’s producing arm to the refining arm. In recent years, 
however, the spot price has become an increasingly accurate proxy for the value of ANS. 
One indication of its accuracy is that the state now uses the reported ANS spot price as one 
of its basic indices for both tax and royalty calculations.49

b. West v. Gulf Prices; The West Coast price is typically about $ 1.00 per barrel 
lower than the Gulf Coast price. The reason usually given for this difference is that the 
West Coast price is driven down by the surplus of oil on the West Coast created by the 
export ban on North Slope crude.50

c. Price Trends. After the price spike at the end of the 1970's, ANS held fairly 
steady in the $27 range between 1982 and 1985, when the price crashed at year-end. 
Rebounding from its lows near $10 in early 1986, prices began working their way back 
up, only to fall again in late 1988. In the last four years, ANS has averaged slightly over 
$ 17 on the West Coast, except for the six-month spike following Iraq’s occupation of 
Kuwait in August 1990. In Graph 1, the average calendar year West Coast spot price since 
1985 is charted in nominal and inflation-adjusted or real (1992) dollars. Annual average 
inflation-adjusted West Coast prices appear to be travelling nearly dead-level over the last 
six years.

49 For an example of • valuation formula using spot prices, see ’ ANS Royalty Settlement Agreement* 
between ARCO and the State of Alaska, Sept. 12. 1990, Par. III.AJ. Subsequent settlements with BP and 
Exxon use a similar formula.
50 It has also been argued that the West Coast market has been depressed by collusion of the major 
producers. Despite the fact that the state’* royalty and severance payments for West Coast oil are tied to 
the Went Coast price, the state's oil litigation attorneys have shown a marked disinterest in the law suits 
that have alleged price-fixing in the West Coast crude oil market.



Graph 1. ANS Weighted Avg. Spot Price 
(Nominal and 1992 $)

Calendar Year Avg.
Source: Nominal Weighted Spot Avg. from DOR 
(1992 thru September)



2 . Quality Adjusted Price

This adjustment is made for individual fields; no adjustment is necessary for the 
average ANS price. Refiners pay a premium for light-weight oils thit will produce greater 
quantities of more valuable motor fuel-grade products; heavier gradrs are discounted. 
Prices are also adjusted for sulfur content and other impurities. This line adjusts each 
field's estimated market price for the quality of the oil produced in that field. Lisbume and 
Prudhoe Bay oil weigh in above the North Slope average; Endicott, Kuoaruk and Milne 
Point fall below the average.

3. Prock'ctiQn and Disposition

Production is totalled in millions of barrels by year and day in line 3(a); in line 
3(b), the percentage of oil to the West Coast and Gulf Coasts is estimated by dividing the 
difference betwen the weighted average price and the West Coast price by the difference 
between the West and Gulf Coast prices.51 In 1992, approximately four out of every five 
barrels goes to the West Coast —  up from a 50-50 split six years earlier. The Department 
of Revenue forecasts that the by 1996 it will be possible to di*pose of all ANS on the 
West Coast.

4, FgedgJjpslmfi-Iqaffs

By convention, the pipes that bring oil from the fields outside Prudhoe Bay to the 
head of the Trans-Alaska Pipeline System are treated as pipelines whose costs are 
subtracted from the market price for royalty and tax calculations and whose profits arc 
reckoned separately from production. The components of the feeder tariff that comprise 
line 4 are presented in lines (a) through (g). Where they are known and available to the 
public, the elements of the feeder line tariffs were provided by the Department of Law. 
Where these data were not available, estimates were made.

Since more than 75 percent of all North Slope protection —  Prudhoe and Lisbune 
production —  do not use feeder lines, the composite feeder-line tariff, when averaged 
across all barrels, reduces the wellhead value by an average of only $0.09 per barrel. The

51 The owners consider even the roost basic information on marketing proprietary and only one company 
—  BP —  markets on the Gulf Coast For this reason, the East/West breakdown must be estimated in tlie 
manner described here.



$0 00 entries at lines 4[b], 4[c| and 4[gj indicate weighted average entries o f less than 
$0,005 (one-half cent) per barrel. However, this weighted average reduction to the 
composite wellhead price o f the North Slope crude oil masks the importance o f the feeder 
line tariffs to the individual fields whose oil must bear feeder line shipping costs. Three 
such pipelines are in operation on the North Slope: Milne Point, Kuparuk and Endicott 
Pipelines. Each .s owned by the producers o f the field the pipeline was built to serve. The 
Kuparuk tariff is $0.21 per barrel, while Endicott's is $0.71 and the Milne Point Pipeline 
carries an S0.78 tariff. Milne Point producers also pay an additional $0.21 to use the 
Kuparuk Pipeline to complete its shipment to TAPS.

Because the settlement of the Kuparuk Pipeline tariff dispute in 1991 did not 
provide a breakdown of tariff elements, that the ratio of each line to the total tariff for TAPS 
was applied to the Kuparuk tariff of $0.21 per barrel.

The Endicott Pipeline tariff is the subject of a dispute before the Federal Energy 
Reguiatory Commission (FERQ between the state and the Endicott owners; for this tariff, 
ccst elements (lines (a), (b), (f) and (g) lines are taken from the State of Alaska's cost of 
service estimates. The remainder is divided among lines (c), (d) and (e) using the 
methodology for TAPS described in the following section.

Milne Point Pipeline tariff elements were provided by the Department of Law. 
Because the Milne Point owners have no ownership share in the Kuparuk or TAPS 
pipelines that carry oil from Milne Point to Valdez, economic rents from Milne Point's 
share of the TAPS and Kuparuk tariffs require special treatment in this model. Because 
TAPS profits accrue to the TAPS owners and not to the Milne Point shippers, TAPS 
profits from line 11 are not included In Milne Point profits at Line 22; however, Milne 
Point oil's rhare of state and federal taxes on TAPS —  paid by the Milne Point owners and 
transferred to the taring authorities —  is inducted at lines 20 and 21. Kuparuk Pipeline 
costs and income, like that of TAPS, accrues to the owners of Kuparuk, not to the Milne 
Point producers. But to reflect the Kuparuk tariff in our model, different treatment is 
required to distinguish between the Kuparuk feeder line tariff that Milne Point pays out and 
the Milne Point tariff, whose costs and profits are paid directly to the Milne Point owners. 
The Kuparuk tariff is therefore subtracted from the price of Milne Point oil at line 13 to 
produce the wellhead value; the economic rents for Milne Point oil shipped through the 
Kuparuk pipeline are tallied on a separate sheet (G).

The next section contains a brief discussion of the specific elements that comprise 
the feeder and TAPS tariffs.
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The costs of building and operating the 800-mile trans-Alaska Pipeline system are 
covered in the TAPS tariff. Like the feeder lines, the TAPS tariff contains profit elements 
for its owners and is subtracted from the market price for royalty and tax calculations. The 
TAPS tariff on line 5 is tf. i sum of the eight lines below it, identified as lines (a) through 
(h). The°e lines cover the following elements:

= >  Line (a) totals operating costs and capital repayment 
— > State and local property taxes identified in line (b) were not isolated by the 

Department of Law but were included in operating costs. To estimate these tax payments to 
the stale it was assumed that pipelines generate 30% of all state and local property taxes; 
this fraction was pro-rated to the specific pipeline tariffs in line (b ] Line (b) totals, in turn, 
were subtracted from line (a).

==> Total income tax payment reported by the Department of Law were separated 
into state income tax on line (c) and federal income tax on line (d). The division between 
state and federal tax is based on an assumed federal tax of 25 percent and a state tax of 3 
percent of net income.

= >  Pipeline tariffs contain two profit elements, the after-tax margin (e) and 
recovery of deferred return (f). The latter element is identified separately in these tables 
because it is often overlooked in repons of pipeline profits.

= >  Line (g), the fee charged for pipeline dismantling, removal and restoration 
(DR&R), is separated from operating charges to reflect its unique nature: as an advanced 
collection for possible future expenditure.53 Although the pipeline owners retain 
possession of the DR&R sums they have already collected, company officials tend to speak 
as if these funds didn't exist53 In fact the DR&R requirement may be a significant factor

5. TAPS Pipeline Tariff

52 For information on the extraordinary profitability to the TAPS owners o f DR& it see the author's Hidden 
Billions; The TAPS DR&.R Provision (report prepared for Stan Stephen*, Valdez Alaska), Aut 21, 1992.

53 For example, (peeking at an international conference on energy issue* in Anchorage in July 19S2, 
Alyeska Vice President MJF.G. Williams pointed out that ’ there comes a time when all of those email 
costs (on environmental measure*) become factors in future operating or investment decision*.* Williams 
then hopped nimbly to hie experience in coal mining to tnigge*? 'hat foreign canl preducere seemed to 
undercut their U.S. competitors *by the amount we had to pay to the U.S. for end o f mine reclamation.* 
(M.F.G. Williams, "Economic Regulations and Development,* presented at the University of Alaska 
Anchorage School of Business and Organization of Petroleum Exporting Countries conference, July 23, 
1992, p. 2.) Mr. Williams omitted mention of the fact that TAPS owners have already amassed a small 
fortune for this purpose through the liberal terms of the 1985 TAPS tariff settlemr*.!, or the fact that this 
money is subtracted from calculation of the profits Alyeska and the North Slope producers are earning 
before those profits are calculated. This windfall to Mr. Williams’ employers is estimated at $300 to $400 
million per year over and above the marketing profits normally attributed to Alaskan oil production and 
pipelining. (For estimated 1992 profit to tbe owner companiei, see H idden  Billions: The TAPS DRAR 
Eroyjfiipa, at pp. 23 ,26.)
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in extending North Slope production because the DR&R requirement may encourage the 
owners to delay shutdown o f North Slope operations in order to defer payout o f these 
funds. When it can no longer be delayed, the outlay o f DR&R funds and the loss o f 
earnings from these funds will add up to a cash drain on the owner companies o f hundreds 
o f millions o f dollars per year.54 Nevertheless, the value to the owners o f delaying these 
expenditures is overlooked in most North Slope economic models.

= >  Line (h) adjusts the tariff by field for the additional pumping costs attributed 
to oil with higher specific gravities (lower API numbers) than Prudhoe Bay crude oil. For 
example, Kuparuk oil is heavier than Prudhoe oil and therefore pays a pumpability fee of 
$0.29 per barrel; Lisburne's oil is lighter and therefore realizes a tariff reduction.

Lines 6 through 8

These lines subtotal the economic rents from the feeder tariffs to the state (line 6), 
the federal government (line 7) and the industry (line 8).

Line? 9_thrpughJ_l,

These lines subtotal the economic rents from the TAPS tariffs to the state 
(line 9), the federal government (line 10) and the industry (line 11).

Lm sJ2

This line represents the estimated tanker costs to the Gulf or West Coast. Because 
reported data is deemed confidential, this report uses the industry charter rates published by 
the Unite' ĉates Freight Rate Association (USFRA). It should be noted that the tanker 
element contains a profit, but all profits downstream from Valdez are excluded from this 
analysis.

Ua&Al
The wellhead price is the crude oil price (line 1 or 2) minus the total transportation 

charge (lines 4 ,5  and 12). This is the starting point for calculating royalties, state and 
federal taxes. It is here that the West Coast barrel, which began with a lower market price 
than its Gulf Coast counterpart, becomes more vaJuaole. The reason for the higher 
wellhead value of West Coast crude is not hard to find: West Coast oil has a lower tanker

54 Hidden Billions: The TAPS.DR&R. PcMfiiou. pp. 32-36.



charge at line 12 than Gulf Coast oil. reflecting the shorter trio from Valdez to the West 
Coast.

Line 14

Line 14 is the sum of state royalty (a), severance tax (b), spill response and 
conservation tax (c) and state and local property tax on production (d).

(a) Royalty, paid to the state as landowner under AS 38.05, is a fixed percentage 
of the wellhead price less field costs, which average approximately $0.70 per barrel. The 
state’s royalty percentage is 12.5% for Prudhoe Bay, Kuparuk and Lisbume. Endicott 
pays approximately 14.45%, while Milne Point's royalty is 18.35%. While the state can 
and does take some of its royalty and sells it directly, the majority of royalty is disposed of 
by the owner companies, who then pay the state. This model treats all barrels as if the 
owner companies dispose of the oil and make the appropriate payment to the state.

(b) The severance tax paid under AS 43.55 is a fixed percentage of all working 
interest or non-royalty barrels. The severance tax is 15% for Prudhoe and Kuparuk and 
12.25% for the other producing fields. Severance has one major adjustment: the ELF, 
discussed above. The effect of the ELF will be clear when we look at the severance paid 
on oil from the relatively less profitable fields, such as Lisbume and Milne Point, at 
different prices.

(c) The spill response tax of $0.05 per barrel, enacted after the Exxon Valdez spill 
and the conservation tax of $0,004 per barrel apply, like the severance tax, to non-royalty 
barrels.

(d) State and local property taxes collected under AS 43 56 are derived by dividing 
the total reported tax by the number of barrels produced during the period under 
consideration. In this model, it is assumed that 70% of the property tax applies to 
production and 30% applies to pipeline* (lines 4 [bj and 5 [b]).

1 ine 15

Line 15 is the sum of (a) lifting costs and (b) capita' expenditures, which are 
recovered through depletion, depreciation and amortization (DD&A). Since the producer 
does not directly control the world price of oil, trans]x>rtation costs and the tax regime, 
production costs are a key variable that can determine whether production is economically 
viable. The North Slope producers are reluctant to provide information about this



important aspect of production.55 The only per-banei production cost estimates available 
since the Middle East crisis of 1990-1991 come from Salomon Brothers. The estimates are 
contained in the investment Firm's estimates of Prudhoe and Kuparuk profitability through 
1995, last published in June 1991.56 While it is widely assumed that it costs more to pull 
each barrel of oil from the ground as the North Slope fields age, this trend is not evident 
from Salomon's estimates.57

55 A senior official at BP said he could provide one piece of the North Slope production economics puzzle 
for this report. BPs lifting costs. But first, he said, he had to coordinate with other persons within BP 
who were working on a new advertisement. The data were not provided and did not appear in the 
advertisement.

A recent BP advertising campaign did offer an over-suqplified picture of recovery techniques such 
as gas injection and fracturing, but the ads contained no substantive information on production costs. (BP 
Exploration [advertisement], “How Intentional Fracturing Actually Speeds Recovery," Anchonye Daily 
News. Oct. 8, 1992, p. B-6, and "Our Latest Investment is an Absolute Gas," Anchnrag* Daily News. Oct. 
13, 1992, p. B-4.) Although its treatment is superficial, at least BP is discussing its operations. A recent 
ARCO advertisement contains a picture of Sacajawea guiding Lewis and Clark and this meesagc: "Modem 
exploration depends on local knowledge. Cooperation. And learning everything we can about the land and
sea. And as we look ahead to our future, we salute Lewis and Clark * (ARCO Alaska [advertisement],
"Local support goes a long way," AachttlgC.Diily Ng63, Oct. 3, 1992, p. C-2.)
56 Salomon Brothers, "Atlantic Richfield Company —  Prudhoe Redox," (Stock Reoeorch: Oils) Oct 19,
1990, p. 5; "Atlantic Richfield Company —  Hitting a Rough Patch," (Stock Research: Oils) June 25,
1991, p. 5. Sources at Salomon say the company is not keeping its ARCO model current at this time.
57 In view of the paucity of published data in this area, it may be worth noting that during the late 1980's 
Salomon Brothers production cost estimates were consistent with other public estimates from industry and 
trade sources at that rime:
Ssmsei Fim Boston Salomon Bros. Paro. InttL haemaioml BE

Weekly EetroJEma/se

Eaiimc.Daiei 4/86 4/87-9/87 2/88 3/88 2/89

Esz: 1986 1988 1988 1988 1988

Field-LItan

Prudhoe Bay —
Lifting $1.00 $0.85 $0.63
DD&A SLS5-S2.28 $1.85 LL6S
Totals $2.85-53.28 $2.70 $2.31

Kuparuk —
Lifting $1.80 $0.76
DD&A $3.65 $3.37
Totals $5.45 $4.13

All Fields —
Lifting
DD&A ____  ____
Totals $3.10 $3.39
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Table 10.
Estimated ARCO Lifting and Amortization Costs, 1992 through 1995

(Estimate Published: October 1990 and June 1991)

1992 1993 1994 1995
Prudhoe Bay

Lifting S0.95 $1.00 $1.00 $1.05
DD&A $1 ,80 $1.80 $1 ,8 0 $1 ,80
Total $2.75 $2.80 $2.80 $2.85

Kuparuk
Lifting $1.70 $1.75 $1.80 $1.85
DD&A £ 1 2 0 $3,30 $3,30 $3,30
Total $5.00 $5.05 $5.10 $5.15

Source: S'Jomoo Brothers, ‘ Atlantic Richfield Company —  Prudhoe Redux," (Stock Research: Oils) Oct 
19, 1990, p. S; ‘ Atlantic Richfield Company —  Hitting a Rough Patch,* (Stock Research: Oils) June 25, 
1991, p. 5.

It appears that the Salomon model held production costs steady except for a slight increase 
in operating costs to cover inflation.

While Salomon's estimate of lifting costs increased slightly for production in 1992 
as compared to 1990, it is significant to note that the current estimate of ARCO'S 
production costs is significantly less than the investment firm anticipated five years ago. 
The following table considers Salomon Brothers’ production cost estimates for production 
in 1990 and 1992, as estimated in 1987 and re-estimated in 1990.



Source:
(a) Salomon Brotben, 'Atlantic Richfield Company — Restructured and Rceourceful,* (Stock 

Research: Domestic Oila) April 18,1987, p. 10; 'Atlantic Richfield Company —  The News Gets Better,' 
(Sto;k Research: Domestic Oils) Sept. 11, 1987, p. 6.

(b) Salomon Brothers, 'Atlantic Richfield Company — Prudhoe Redux,' (Stock Research: Oils) 
Oct. 19, 1990, p. 5; 'Atlantic Richfield Company —  Hitting a Rough Patch,’ (Stock Research: Oils) June 
25, 1991, p. 5. (Note: Lifting cost and DD&A estimates are identical to the company's previous estimate, 
published in October 1990.)

This table shows that in 1987 Salomon Brothers estimated that 1992 per-barrel lifting and 
amortization costs for Prudhoe Bay would total $3.10 per barrel; three years later, the 1992 
per-barrel estimate for Prudhoe production was reducded more than ten percent, to $2.75. 
Similarly, over the same period, Kuparuk cost estimates for 1992 were reduced from $6.00 
per barrel to $5.00. Thus near-term field production cost estimates tended to drop 
between 1987 and 1990-91. Although Salomon does not discuss the basis for its 
estimates, the oost-reduction may be attributed to three factors: (1) production of addticnal 
barrels of oil against which field costs can be charged, (2) cost-saving technological 
applications and (3) cost-saving management measures.

Viewed together, these two tables indicate that the price of more expensive recovery 
techniques is likely to be off-set, at least in part, by cost reductions.

To estimate current and past-year lifting costs, the following tai i use Sale mon 
Bros, data for Prudhoe Bay, Lisbume and Kuparuk. Because Salomon was reporting on

Salomon's Estimated ARCO Lifting and Amortization Costs, 1990 and

EstimmeOcae: 4/87and 9/87 <«> WSQ and 6/91 <*»
For Production Years: 1990-1992 1990-1992
Prudhoe Bay —

Lifting $0.95 - 1.05 $0.95 - $0.95
DD&A $1.95 - 2.05 $1.80 -$1.80
Totals $2 .90 -$3 .10 $2.75 - $2.75

Kuparuk —
Lifting $1.90 - $2.00 $1.65 - $1.70
DD&A $3.85 - $4.00 $3.30 - $3.30
Totals $5.75 - $6.00 $4.95 - $5.00



ARCO, its analysis did not provide data for Endicott and Milne Point. For those Fields, 
Field costs are derived From comparative data on operating costs per barrel o f fluids 
provided by EG&G Idaho in its 1991 report to the U.S. Department o f Energy.58 For 
DD&A costs in current and prior years, Salomon data are used when available. For 
Endicott and Milne Point, the EG&G operating cost factor is applied to Salomon Brothers 
data for the available fields.

Line 16
Net revenue (production) is the wellhead value liess the state royalty and taxes 

identified in line 14 and ande production costs from line 15.

Line 17
State income tax per barrel is calculated by dividing total collections reported by the 

Department of Revenue under AS 43.20 by total bands produced. The portion allotted to 
pipelines in lnes 4(c) and 5(c) is subtracted ftotn the per-barrel total in line 17. Since stare 
income tax is based on world-wide production and income factors rather than North Slope 
operations, the figures here are not adjusted to reflect higher West Coast per-barrel profits.

Line 18
Federal income tax is calculated at 32.1% of net revenue less state income tax. It is 

likely that the average federal income tax paid by North Slope producers is significantly 
lower. A 1984 study found the North Slope’s three major producers paid an average of 
23.25% in federeal income taxes between 1981 and 1983. In a 1988 update to that study, 
ARCO and BP were not reported but Exxon paid approximately 23% from 1981 through 
1987.59 For this line the more conservative 32.1 % Figure that Deakin reported for the 
1977-87 p?rioJ ;s used.

Iins..i2
Industry profit on production equals net producton revenue (line 16) minus state 

and federal income taxes (lines 17 and 18).

58 Alaska Pit and ym: Energy Wealth or Vanishing Opportunity? (jSL flt). P- 3-16.

39 Robert S. McIntyre and Robert Folen, "Corporate Income Taxes in the Reagan Yean: A Study of Three 
Yean o f Legalized Tax Avoidance’  (Citizens for Tax Justice, 1984), pp. 32-33,36; Robert S. McIntyre, 
Johathan M. Crystal and David C. Wilhelm. "The Corporate Tax Comebock" (Citizens for Tax Justice and 
the Institute on Taxation and Economic Policy, 1988), p. 43.
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These lines total state, federal and industry share o f the profits from North Slope 
production (lines 17 through 19) and related pipeline activities (lines 6 through 11).
Because it is anticipated that by 1996 all ANS will be marketed on the West Coast, in 
charting trends for future production, the reader may be most interested in West Coast 
profit at Line 22.

Line 23

Line 23 is the average North Slope per-barrel profit This figure is found by 
multiplyting the Gulf and West Coast profits at line 22 by the percentage of Gulf and West 
Coast barrels at line 3(b).

As we turn to the tables, this caveat is in order As indicated above, oil pricing is 
complicated and the companies are, as a rule, reluctant to shire data on their North Slope 
operations. Therefore, the following tables represent approximations of North Slope 
profitability. The numbers used here are believed to be the most accurate numbers 
available to the public. Where precise data are not available and assumptions are necessary, 
the conventions employed reflect the best information available. These assumptions are 
identified above. To check the validity of the estimates generated by this model, this 
model was run for 1987 and the results were compared to those reported by Deakin in his 
1989 accountancy study for the Department of Revenue. The results generated by this 
model track quite closely with those of Deakin-60

60 Because various elements of the oil price regime —  most notably the TAPS tariff and the federal tax 
structure —  have changed significantly since the 1977-87 period (hat Deakin covered, a comparison of 
current per-barrel profitability with Dealdn's aggregate remits would not be meaningful. To compare the 
results of these two approaches, the model developed for this report waa run for 1987, the last year in the 
Deakin study and the first year after the federal Tax Reform Act of 1986. A comparison of the results is 
shown in the following table. The per-barrel profitability approach developed for this report produced a 
division o f the economic rent for 1987 nearly identical to that reported by Deakin. This congruence 
indicates that the per-barrel profitability model produces a reasonable representation of North Slope 
economic rents.

Lines 20 through 22

/ .................. Deakin Study, 1987........... / / - - Per-Banel Profit Model, 1987 - - /
Deakin 
Totals * 
($mm)

% of Total
Economic
Rent

Implied 
per-bW. 
share *

Implied
Total
(Smm)

*  of Total
Economic
Rent

Perbanel
Share

State $2,263 3 1 .7 3 * $3.16 $2,520 3 0 .7 3 * $3.52
Federal $1,653 2 3 .1 8 * $2.31 $1,998 2 4 .3 0 * $2.79
Industry $3,215 45 .08% $4.59 $3,687 4 4 .9 7 * $5.15
* Revenue and per-barrel profit figures from the two analyses do not match due to reliance on different data 
sources. A brief explanation of the major differences follows:


