
Alaska’s Petroleum Taxes:  How They Work

Alaska has three different taxes that apply to the petroleum industry:  the production tax, the property tax, and the corporate income tax.  In dollar terms the largest of these is the production tax, which was $694.4 million in FY 2001.  In addition, $8.7 million was paid as conservation surcharges on taxable oil.  Second in FY 2001 was the income tax at $338.1 million.  Third is the property tax, which was $265.2 million in FY 2001.  $220.2 million of this was paid to municipalities and $45.0 million to the state.  In addition, while not really a tax, there are royalties that are paid to the state under the terms of the leases for the state lands that oil and gas are produced from.  In FY 2001 the state re​ceived $1,125.9 million in royalties, of which $339.3 million was deposited into the Permanent Fund.

Production Tax (AS 43.55)
The production tax (also known as the severance tax) is a tax on the act of producing oil and gas from property in the state.  For these purposes “production” includes getting the oil and gas to the surface, separating them from each other, removing any associated sed​iments and water, accurately measuring the oil and gas after their separation from each other, and any movement of the oil and gas to get them to those measuring points.  Since the tax is imposed at the point where these produc​tion activities are concluded, the costs for them are not deductible in determining the taxable value on which the tax is based.  All oil and gas from leases and properties in the state is taxable except state and federal royalty pro​duc​tion and gas that is used for oil and gas production in the state.

Because little or no oil and gas from any given field in Alaska is actually sold in the field, the production tax relies on a “netback” approach to determine the taxable value at the point of production in the field.  This is done by starting with the value of the oil or gas at the point where it is sold, and then subtracting the actual costs of getting it there from the field.

The rate of this tax is determined individually for each field, using a base rate multiplied by an “economic limit factor” (ELF) that reflects the productivity of the particular field.  For oil there are two base rates — 12.25% during a field’s first five years of production, and 15% after that.  For gas the base rate is 10% for the field’s entire life.  To protect the state’s production tax collections against very low price levels, there are “floor” rates of 80¢ a barrel for oil and 6.4¢ per Mcf (1,000 cubic feet) of gas, and these are also multi​plied by the ELF for each individual field.  The floor rates kick in for oil when the net​back is $6.53 a barrel or less during the first five years of production, and when it’s $5.33 or less afterward.  For gas the floor applies when netbacks are below 64¢ per Mcf.

Because the ELF is a number from zero to one for each field, multiplying it times the base rate sets an actual tax rate for the field that can be as low as zero or as high as the full base rate.  The numerical value of the ELF is determined according to a statutory for​mula.  The gas ELF formula starts with the per​centage of a given field’s gas produc​tion that is needed to cover the direct operating costs of pro​duc​ing that gas.  It is assumed in the statutes that you need 3,000 Mcf a day per well in order to break even, but if you actually need more than that to cover your costs for a given field, once a year you can go to the Department of Revenue and prove what your break-even rate is for that field.  The gas ELF equals one minus this break-even percent​age for each of your fields.

As a field becomes more and more marginal during its productive life, its break-even per​centage gets larger and larger.  Since the gas ELF equals one minus this percentage, the ELF gets smaller and smaller as the field becomes more marginal.  This lowers the tax rate for that field.  Eventually, when the field is just breaking even, the ELF becomes zero and so does the tax rate.  In this way the ELF prevents the tax from making a field uneconomic prematurely.

The oil ELF formula starts out like the one for the gas ELF, by determining what your break-even percentage is for each field.  The statute assumes you need 300 barrels a day per well to break even, but you cannot rebut this regardless of how much you may actu​ally need.  Like the gas ELF, the oil ELF formula then subtracts the break-even percent​age from one.  But unlike the gas ELF, the oil ELF formula has an expon​ent based on how many barrels a day a field is producing — the more barrels, the larger the ELF be​comes under the exponent, and the higher your tax rate is for that field.  The purpose of this exponent is to —

… target tax breaks toward marginal fields and away from these two large, high-profit fields [i.e., Prudhoe Bay and Kuparuk].  The [ELF exponent] would give tax breaks to currently producing marginal fields such as Endi​cott and Lisburne and to prospective marginal fields at Niakuk, Point Thom​son, Milne Point, and Seal Island.[
]

Taxable oil production is also subject to two conservation surcharges.  One is 3¢ a barrel and is always in effect.  The other is 2¢ and applies only when there is less than $50 mill​ion in the Oil and Hazardous Substance Release Prevention and Response Fund created under AS 46.08.010.  Unlike the tax rates for the production tax itself, neither surcharge is subject to adjustment by the ELF.

Royalties
The legal nature of the state’s royalty is fundamentally different from its taxes.  Taxes in​volve an exercise of the state’s sovereign power to tax and consequently can be changed unilaterally by the state at will.  In contrast, all royalty obligations to the state are created and determined by the terms of the individ​ual lease-contracts for the leases of the state land from which the oil and gas is produced.  In entering into an oil and gas lease, the state is no different from a private landowner who leases his or her land for oil and gas explor​a​tion and development, and neither contract can be changed except by mutual agreement with the lessee.

Each of the state’s oil and gas leases reserves a share of the production from it for the state, which is usually one eighth (12½%) but sometimes is one sixth (16⅔%), one fifth (20%) or some other percentage specified in the lease.  The state has the option of taking some or all its royalty in kind or in value; and it may, with advance notice, change how much of its royalty it takes in kind.  When taken in kind, the royalty production is physi​cally de​livered to the state at the custody transfer meters or sales meters for the field.  In prac​tice the state sells its royalty-in-kind production and each purchaser takes it at the same point where it is deliverable to the state, so the state never really takes physical cus​tody or possession of that production.

When taken in value, the state royalty resembles the production tax because it, too, is based on value at the point of production, which involves a similar netback calcu​lation as the production tax.  Because the royalty is contractual in nature, however, the details for determining the amount of deductible costs for the royalty netback calculation may be different from the production tax.  In addition, those details may be different from one oil company to the next, depending on what the companies’ respective royalty settle​ment agreements with the state provide for.

In addition to these conventional royalties, some state leases also provide for the state to receive a share of the net profits from the lease.  This net-profit share does not become payable until the lessee has fully recovered its costs to drill and develop that lease, plus interest on the unrecovered costs at a rate set in the lease.  A net-profit share is purely monetary in nature and cannot be taken in kind.

Oil and Gas Corporate Net Income Tax (AS 43.20)
Alaska’s corporate net income tax calls for all taxpayers, including oil companies, to use apportionment to determine the amount of their Alaskan income.  Under apportionment you look at the net income of the entire business in the U.S. or worldwide and then deter​mine how large a “slice” of that “pie” is attributable to the business’s activities in Alaska.  Oil companies and other taxpayers are subject to the same set of tax brackets — 1% on the first $10,000 of income in the Alaskan slice of the pie, plus one percentage point for each additional $10,000 up to a maximum of 9.4% on Alaskan income over $90,000.

For oil companies, the width of the Alaskan slice of their pie of total income is deter​mined on a worldwide basis, based on the in-state percentages of their worldwide prop​erty, sales, and oil and gas production.  Non-oil-companies use their net income earned in the United States as their pie, and the Alaskan slice is based on the in-state percentages of their U.S. property, sales and payroll.

For all companies the pie starts with the federal taxable income reported to the IRS.
  Alas​ka requires that, if any income taxes have been deducted in determining that federal taxable income, they must be added back.  Since oil companies are the only taxpayers that have to do this on a worldwide basis, they are the only ones who have to add back foreign income taxes.  Sometimes it is difficult to tell whether a foreign tax is really an income tax or not; other times only part of a foreign tax may be an income tax and it is difficult to tell how much of it has to be added back and how much remains deductible for Alaska purposes.  Also, some foreign income taxes have extremely high tax rates compared to income tax rates in the U.S.

Unlike other taxpayers, oil companies are not allowed to deduct the tax depreciation that they take on their federal tax returns.  Instead, they have to restate it according to the fed​eral tax depreciation rules that were in effect on June 30, 1981.
  This does not change the total amount of depreciation they may take over the life of an asset, but it does change the timing of when they deduct that cost — depreciation is less accelerated under the 1981 rules than it is now.  The restatement of depreciation for Alaska purposes requires keep​ing a special set of books to keep track of the cumulative differences between Alaskan and federal depreciation.  This applies to all property that is included in the depreciation on the federal tax return, not just the property in Alaska.

Oil companies also have to keep a special set of Alaska books for their “intangible drill​ing and development costs” (IDCs).  When you drill a well, the cost of the well casing (i.e., the pipe that lines the well bore), the down-hole equipment, and the well’s surface connec​tions are all tangible costs be​cause the money is spent for physical assets.  Your costs for the drilling rig (and its crew) that drills the well are intangible because all there is to show for them is a hole in the ground.   The federal rules allow some or all of your IDCs to be written off in the year you incur them.  Alaska requires that your IDCs be cap​i​tal​ized and then depreciated using the 1981-era depreciation rules.

Once these adjustments are made to your income pie,
 you calculate your Alaskan slice using the average of your in-state percentages of property, sales, and oil and gas produc​tion (counting 6 Mcf of gas as the equivalent of one barrel of oil).  Alaska has tax brack​ets based on how much you have in your Alaskan  slice of income, starting at 1% on the first $10,​000 and rising by one percentage point for each additional $10,000, with a max​imum of 9.4% on your apportioned Alaskan income in excess of $90,000.

If you have qualifying tax credits on your federal income tax return, you determine an Alaskan slice of them too, using the same percentages that you use to determine the Alas​kan slice of your income pie.  Then you take 18% of the credits apportioned to Alaska, and that’s the amount of credit you can apply against your Alaskan corporate income tax lia​bil​ity.  The tax remaining after applying those credits is what you pay to the state.

Property Tax (AS 43.56)
The state property tax is 2% of the assessed value of the taxable property as of January 1 each year.  For historical reasons, rates for property taxes are expressed in terms of mills per dollar of assessed value,
 and the tax rate is called the millage.  Taxable property under the state property tax is limited to property that is used for oil and gas exploration, oil and gas production, or the transportation of crude oil or natural gas by a regulated pipe​line (but not including a gas utility’s gas transmission and distribution pipelines).

Unlike the production tax and income tax — where the taxpayer initially determines what its tax liability is and pays on the basis of its figures, subject to later state audit of those figures — the Depart​ment of Revenue determines what the assessed value is for the taxa​ble petroleum property, notifies the owner of what that assessed value is, and the owner pays the tax on the basis of that assessed value.
  The asses​sed value of taxable property is “its full and true value[.]”  See AS 43.56.060(a) (“Assess​ment”).

For local property taxes when the municipal assessor assesses the value of people’s homes and com​mercial buildings, there are usually actual sales data for similar houses and buildings that the assessor can rely on in developing the assessed value.
  But oil and gas property does not often change hands, and so in the expected absence of such actual sales data, the statutes call for production property to be valued “on the basis of replace​ment cost less depreciation based on the economic life of proven reserves.”  See AS 43.​56.060(d)(2).  Simi​larly they call for pipeline property to be valued each year “with due regard to the economic value of the property based on the estimated life of the proven reserves of gas or unrefined oil then technically, economically and legally deliverable” into the pipeline.  See AS 43.56.060(e)(2).  These assessed values are determined by the state assessor in the Department of Revenue.

Taxable petroleum property within a municipality may be taxed by that municipality at a millage no higher than that for other property that the municipality is taxing.  The munici​pality must use the same assessed value for that petroleum property that the state asses​sor determines.  The local property tax is credited against the state prop​er​ty tax.  To protect the state’s share of its property tax on petroleum property, municipal​ities are limited in terms of how much their local taxes may be — either the tax revenue is limit​ed to $1,500 times the number of its residents, or a property tax of up to 30 mills may be levied on a limited amount of assessed value.
  Each municipality gets to choose which limit it will adhere to each year.  The limits do not apply, however, to municipal property taxes that are levied to pay debt service on a municipality’s general obligation bonds since G.O. bonds in​volve a contractual pledge to the bondholders by the municipality and its resi​dents that they will tax themselves however much they have to in order to make the sched​uled pay​ments under the bonds as those payments come due.

	� 	Source:  Alaska Dept. of Revenue, Questions and Answers on House Bill 118 (February 9, 1989), p. 3.  It was the enactment of House Bill 118 by the 1989 Legislature that put the current exponent based on field-size into the oil ELF formula.


	� 	Because oil companies with a non-U.S. parent report only the income of their U.S. group to the IRS and not their non-U.S. income, Alaska requires them to report that non-U.S. income as well, in order to keep them on a worldwide basis.  They may report their non-U.S. income either by reporting the book in�come from their financial statements for the non-U.S. portions of their business, or by restating that book income using federal income tax principles as if it were going to be reported to the IRS.


	� 	The reason Alaska is locked into the 1981 version of the federal depreciation rules relates to the legis�lation that year repealing separate accounting and going back to apportionment for oil companies.  As the 1981 Legislature was considering that legislation, President Reagan was persuading Congress to enact a super-accelerated form of depreciation called the Accelerated Capital Recovery System (ACRS), which eventually proved to be too acceler�ated even for federal purposes and was replaced in 1986 by the present, somewhat less accelerat�ed Modi�fied Accel�erated Capital Recovery System (MACRS).  To avoid aggravat�ing the effects on state revenue of going from separate account�ing to apportionment, the 1981 state legisla�tion locked in the old depreciation rules and pre�vented oil companies from using ACRS for Alaska purpos�es (although all other Alaska taxpayers got to use ACRS and now use MACRS).


	� 	When a taxpayer is reporting income on an earnings-and-profits basis or on a book-income basis, Alaska does not require it to restate the depreciation reflected in that income because it is usually less ac�cel�erated than the tax depre�ciation under the 1981 rules.


	� 	The state does not require capitalization of IDCs that are reported for federal purposes under §263(i) of the Internal Revenue Code.


	� 	There may be one further adjustment that has to be made.  Alaska requires oil companies to restate any percentage depletion on their federal income tax return, so that it is on a cost-depletion basis instead.  With percentage depletion you get to deduct a percentage of the value of your production during the year, whereas cost depletion is like depreciating your cost to acquire the mineral rights that you’re producing from, based on the percent�age of the reserves that you produce each year.  For their oil and gas prop�erties, all of the oil companies with production in Alaska are already re�quired to use cost depletion on their federal returns, so this Alaskan rule doesn’t affect that depletion.  But if an oil company has, for example, an inter�est in a mining opera�tion that is entitled to use percentage depletion on the federal tax return, that depletion would have to be re�stated on a cost-depletion basis for Alaskan purposes.


	� 	A mill is 1/1,000 of a dollar, or a tenth of a cent.  The state tax rate is 20 mills, which is equivalent to a 2% rate


	� 	The state assessor gives the owners of taxable property notice of the assessed values by March 1 each year, and also notifies each municipality of those values for property within it (see the main text two paragraphs below for information about how a municipality may tax petroleum property located within it).  The owner or the mu�ni�cipality may appeal the state assessor’s assessed value, first to the assessor for re�con�sideration, and then to the State Assessment Review Board.  The Board hears and decides all such ap�peals by June 1 each year, so that the state tax can be paid on time by its June 30 due date.  See AS 43.56.�110 – 43.56.135 and 43.56.�150.


	� 	The assessor  looks at these actual sales data because “full and true value” is usually understood to mean “the estimated price that the property would bring in an open market and under the then prevailing market conditions in a sale between a willing seller and a willing buyer both conversant with the property and with prevailing general price levels.”  Quoted from AS 43.56.060(c).  The best evidence of the price that a will�ing seller and willing buyer would agree upon is the prices that other willing sellers and buyers have actu�ally agreed upon for similar property.  The quotation from AS 43.56.060(c) is the standard for assessing the value of property used or contractually committed for use in oil and gas exploration.


	� 	Under this limitation the total assessed value that a municipality may tax equals 225% of the state�wide per-capita assessed value times the number of residents in the municipality.  The 30-mill figure is a general limitation on municipal property tax rates and applies regardless of whether a municipality has any taxable petroleum property in it or not.
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