Tax Issues — Production Tax
The ELF and Satellite Oil Fields.  The oil ELF formula is working exactly as intended and exactly as expected.

Field size was added to the oil ELF formula in 1989 through the enactment of House Bill 118 as chapter 25, SLA 1989.  The stimulus behind this bill was the expiration two years earlier of an ELF “rounding rule” that had been ef​fectively suspending the ELF for Prud​hoe Bay, and that expiration had caused the field’s production tax rate to drop
 from 15% to 12.45 percent.

The policy rationale behind us​ing a formula based on field size to ad​dress this situation was presented by Gregg Erick​son, then Senior Economist with the Di​vision of Policy in the Governor’s Office.  As he testi​fied, Prudhoe Bay and Kuparuk did not deserve the “tax breaks” they were getting under the then-existing ELF formula, since they could afford to pay the additional tax with little if any effect on their production:

Higher taxes on Prudhoe and Kuparuk could reduce investments in and pro​duction from those fields.  But, our analysis suggests that if this reduction happens that it would be very small.  On the order of a few tens of days worth of production from the North Slope over a period of the next twenty years or so.  

Transcription of Tape HRC 89-121, side 1 (February 10, 1989), p. 10.  In contrast, Mr. Erickson said, small fields needed the reduced tax rates under HB 118 in order to coun​teract their higher production costs per barrel which resulted from their smaller econ​o​mies of scale:

[T]he new ELF will in​crease drilling production and employment at the truly marginal fields, like Nia​kuk, Endicott, Milne Point, and let’s hope some​day, West Sak.  In those fields the severance tax, under HB 118, will either be sharply reduced or elim​inated entirely.  That’s a pro-development impact on those fields.  These fields are likely to require more labor per unit of output because they’re smaller fields.  They tend to have more labor in​tensive development requirements.  Focusing the benefits on those smaller fields, the ones that require more labor intensive development per unit of output[,] is a way of maximizing the kind of jobs we’re going to get out this resource develop​ment.

Id. (emphasis added; misspellings of field names corrected).  In its formal response to a set of 26 questions that the House Resources Committee put to the Administration and to the oil industry, the Department of Revenue pointed out that these economies of scale extend to the capital costs as well as the labor costs pointed out by Mr. Erickson:

Marginal fields are fields with either relatively low per well productivity or relatively low daily production.  These are indicative of the economic well be​ing of the field.  Production is significant because of the considerable econ​omies of scale that accompany large fields.    For example, the consult​ants report for the U.S. Minerals Management Service estimated the pro​duc​tion platform capital cost per barrel for a 300,000 barrel per day field to be approximately 60% of that of a 100,000 barrel a day field.

Alaska Dept. of Revenue, Response to Questions from House Resources Committee – HB 118 (February 21, 1989), p. 1, response to Question 1 (emphasis added).  With respect to the scope of the tax relief being offered under the new ELF formula, the Department told the Legislature:

In Alaska the marginal fields are the six Cook Inlet fields (Beaver Creek, Middle Ground Shoals [sic], Granite Point, McArthur River, Swanson River, and Trading Bay), Milne Point, Lisburne, Endicott, Niakuk, West Sak, Point Thomson, Seal Island, and probably any other field that will be discovered in Alaska. 

…  The most productive oil field in Alaska that will have reduced taxes under the bill is currently Endicott, which produces approximately 100,000 barrels per day.

Id., responses to Questions 1 and 2 (emphasis added).

State officials and legislators clearly under​stood the tradeoffs under the new ELF formula in HB 118:  taxes on Prudhoe Bay and Kuparuk were going to go up by a projected $2.89 billion through FY2010, while taxes on all other fields in the state — including those pro​ducing as much as 100,000 barrels a day or more
 — would go down by a total of $200 million over the long term.
  The Department of Rev​enue pointed out, “In fact, HB 118 would cut -- or leave at zero -- the taxes on every oil field in Alaska except Prudhoe Bay and Kuparuk.”  Questions and Answers on House Bill 118, p. 3.

The field-size-based ELF has worked exactly as state officials predicted in 1989.  The state has indeed collected over $2 billion in additional production taxes from Prudhoe Bay and Kuparuk under that for​mu​la.  At the same time it has seen the development of the small marginal fields that people specifically had in mind in 1989 — Niakuk, Endi​cott and even Milne Point, as well as some portions of West Sak.  In addition, the tax incentive for developing small fields has also led to the development of small satellite fields around Prudhoe Bay and Kuparuk.  In fact, satellite discover​ies have already been announced around the new Alpine field in NPRA as well.

Some seem to be dismayed by the columns in the state Revenue Sources Books showing little or no production tax from all these small fields.  They forget that this is exactly what is supposed to happen with this ELF formula.  As it was in 1989, the incentive to develop small fields continues to be justi​fied from a state policy perspective today by the addi​tion​al production they represent, not by the production tax revenue they might pay.  In fact, the number of satellite fields already in production or expected to be developed be​tween now and 2010 is a crucial element for holding total North Slope production almost flat between FY2001 and FY2010.  According to the Spring 2001 Revenue Sources Book, production over the decade will hold almost flat above 900,000 barrels a day over the entire decade with a slight rise in the middle years.  During that time production from satellites and other small fields will increase from just under 6% of North Slope produc​tion in 2001, to over 15% by 2006.  By themselves, these satel​lites and small fields will con​trib​ute more than enough production to offset the 149,000 barrel-a-day decline in produc​tion during from 2001 to 2006 that is projected for Prudhoe Bay.

Even if these satellites and small fields didn’t pay a dime in production tax, their addi​tion​al production would still contribute to the state’s revenues in several different, but important ways.  One, the state gets royalties on that production, and of course part of that goes into the Permanent Fund for the state’s long-term benefit.  Two, the additional production go​ing through TAPS and the other pipelines means there is more throughput to bear the costs of operating the pipelines.  This lowers the cost-per-barrel to transport the oil, and increases the netbacks for all fields on the Slope for royalty and tax purposes.  Three, the additional production promises to extend the useful lives of production facili​ties on the Slope, thereby increasing their value for property tax purposes today, and ex​tending the property tax revenue stream from those facilities into the future.

Actual Transportation Costs for New Tankers.  This is an issue that dates back to the state’s very first tax netback regulations adopted in early 1979.  The question is how to determine the amount of a reasonable return on a producer’s investment in oil tankers that it owns outright or effectively owns by leasing them for virtually all their useful life.  This matter is still important today because the new double-hulled tankers be​ing built to carry Alaskan oil to market cost nearly a quarter of a billion dollars apiece.

Although the Department of Revenue is in the process of adopting new production tax regulations that are expected to take effect at the beginning of 2002, they fail to address two key considerations that are particularly important for the new tankers.
  One is the companies have to build enough tankers to handle their projected Alaska production in 2007, or otherwise they won’t have the means to transport their oil out of Alaska.  But unless ANWR is opened or unexpected discoveries are made, North Slope oil production will again start to decline after 2010, and as it declines, at least some of the tankers that are initially needed to carry 2007-levels of production will become unnecessary.  The pending new regulations would still treat these tankers as if they are all going to be in service for 24 years, with no provision for dealing with their possible retirement before the 24 years are up.

The second problem with the pending regulations is that the rate of return they propose to allow is a rate based on the cost of capital for regulated gas utility pipelines.  What do gas pipelines have to do with oil tankers?  They are entirely different kinds of businesses, and their risks are different too.  There are published data on the cost of capital for tanker com​​panies, but those data are not going to be used.










	� 	In written materials submitted at the first hearing on HB 118, the Department of Revenue summar�ized this motivation for the legislation in the following terms:


In 1981, the Legislature sharply reduced the state’s corporate income tax on oil and gas pro�ducers by abandoning separate accounting.  …  In an attempt to compensate for the ex�pect�ed loss of revenues from the changes made in the corporate income tax, the Legis�lature raised the severance tax rate from 12.25% to 15%.  Because the ELF formula would have cut into this need�ed revenue, the Legislature as a stopgap measure -- suspended the ELF at Prudhoe Bay until 1987.


…  When the stopgap provision ended in 1987, this additional tax break caused the effective severance tax rate at Prudhoe Bay to drop sharply.  …  This sharp drop immediately cut Alas�ka’s total revenue by $135,000,000 in FY88.  …


Alaska Dept. of Revenue, Questions and Answers on House Bill 118, p. 2 (February 9, 1989), submitted that date to the House Resources Committee at its first hearing on HB 118.  See also, e.g., the testimony on February 10, 1989 by Hugh Malone, then Commissioner of Revenue, at the close of two days of opening testimony by the Cowper Admini�stration in support of HB 118:  “Mr. Chairman, I would like to point out that this particular proposal basically is a revenue proposal.”  Transcription of Tape HRC 89-122, side 1 (February 10, 1989), p. 57.


	� 	The source for the 12.45% figure is the second page of a paper by the staff of the House Resources Committee that was attached to a Memorandum dated February 3, 1989 addressed to the House Majority Caucus by the co-�chairs of the Resources Committee, Representatives Cliff Davidson and Curt Menard.  Al�though the “lost” tax revenue from Prudhoe Bay was the motive behind that legislation, it is worth not�ing that the 12.45% tax rate that Prudhoe Bay fell to after the ELF kicked back in was still higher than the 11.3-11.7% tax rate that Prudhoe Bay had been paying in 1981 just before the ELF was suspended for  it.


	� 	The old ELF and the new one were different only in terms of their exponents.  So for any given field, the cross-over between having its taxes lowered or raised by the new ELF would come at the point where the field’s total daily production made the new exponent exactly equal to the old one — if the field’s actual size was less, its taxes would go down; if more, they would go up.  This cross-over came at 113,507 barrels a day.


	� 	Testimony of Charles Logsdon, petroleum economist for the Department of Revenue, in Tran�scrip�tion of Tape HRC 89-122, side 1 (February 10, 1989), pp. 54-55.  


 	� 	In fairness to the Department of Revenue, it must be noted that the new regulations do make sub�stan�tial progress in clarifying what is allowable in the tax netback calculation for a number of other kinds of transportation costs.
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