Alaska’s Petroleum Revenues — An Overview

The Elements of Alaska’s Petroleum-Revenue System.

Oil and Gas Production Tax (also called “severance tax”) (AS 43.55):

The tax is levied as a percentage of the netback (or wellhead value) in the field, with the exact percentage depending on the “economic limit factor” (ELF) for each field.  The net​back equals the market price minus transportation costs (tank​er, pipeline).  In times of very low prices, “floor” rates of 80¢ a barrel and 6.4¢ per Mcf (1,000 cubic feet) become applicable, and these are also adjusted by the ELF.

There are also two conservation surcharges on taxable oil.  One is 3¢ a barrel and is always in effect, and the other is 2¢ and operates only when there is less than $50 mill​ion in the Oil and Hazardous Substance Release Prevention and Response Fund.  The ELF does not apply to either surcharge.

During FY 2001, $694.4 million in production tax was paid to the state of Alaska, and another $8.7 million in surcharges.

Royalty (arises from individual oil and gas lease contracts):

The “landowner’s share,” royalty is not a true tax but a contractual obligation, like rent, that is paid to the landowner for the use of the land.  In this case the landowner is the state instead of a private person.  If the state elects to take its royalty in value, the royalty payment is based on a netback simi​lar to the severance tax.  When the state takes its royalty in kind, it sells the physical oil or gas to a purchaser who receives it at the same point where it is deliverable to the state — namely, the meter into the pipe​line.

During FY 2001, $1,125.9 million in oil and gas royalties was paid to the state of Alas​ka, of which $339.3 million was deposited into the Permanent Fund.

Oil and Gas Property Tax (AS 43.56):

The annual state property tax is 20 mills per dollar (2%) of the assessed value on oil and gas production property and pipelines.  Refineries, LNG plants and gas utility pipelines are excluded.  This tax is shared with municipalities where the taxable prop​erty is located.  Each municipality levies its own property tax at the same rate as for other taxable property, and the local tax payment is credited against the tax owed to the state.

During FY 2001, $265.2 million in oil and gas property tax was paid, of which $45.0 million was paid to the state and $220.2 million to municipalities — North Slope Borough, $193.0 million; Val​dez, $13.1 million; Kenai Peninsula Borough, $7.2 mill​ion; Fair​banks North Star Borough, $4.4 million; and Anchorage, $2.4 mill​ion.  The Mata​nuska-Susitna Borough and the cities of Whittier and Cordova also received small shares.

Oil and Gas Corporate Income Tax (AS 43.20):

All taxpayers under this tax, not just oil companies, determine their taxable Alaskan income using apportionment, in which an Alaskan “slice” is cut from the whole “pie” of a business’s income and taxed by the state.  For every​one except oil companies, the pie is their income earned in the United States and the width of their Alaskan slice is based on their in-state percentages of U.S. property, sales and pay​roll.  For oil com​panies, the pie is their worldwide income and the width of their Alaskan slice is based on their in-state percentages of worldwide property, sales and production.  The same rates of tax apply to oil compan​ies’ taxable Alaskan income as to all other corpora​tions’ taxable Alaskan income.

During FY 2001, oil companies paid $338.1 million in corporate income tax to the state of Alaska.  Non-petroleum companies paid $59.5 million.

How the Pieces Fit Together.

Alaska’s system of petroleum revenues is like a three-legged stool.  Each of the legs is a particular kind of tax that responds differently to changing economic circumstances.

Severance tax and royalty are linked to market prices.

One leg is the state severance tax and royalty, which are linked directly to market prices because both are based on a netback (or wellhead price) equal to the market price minus the cost of getting the production to market.  These revenues respond quickly to price and market changes.  They increase directly when prices climb or production increases, and fall when prices fall or production declines.

Property tax is less sensitive to market changes.

A second leg is the state property tax on oil and gas production and pipeline property.  Like all property taxes, this tax is based on the long-term value of the taxable proper​ty, which is much less sensitive to volatile short-term fluctuations in energy prices than pro​duc​tion tax and royalty.

Income tax hedges against regional market conditions affecting Alaska, by looking at worldwide business performance.

This third and final leg considers the worldwide income of an oil company’s en​tire business, not just Alaska, and then carves out an Alaskan “slice” of this worldwide income “pie.”  This worldwide approach allows Alaska to include in the measure of the tax due a portion of a corporation’s profits, for example, from a new discov​ery in the North Sea or South America, as well as to include part of the profits from “down​stream” re​fining and mar​ket​ing Outside.  Even when prices are low and the Alaskan part of the business may only be breaking even, part of the profits being earned else​where are attrib​uted to the Alas​kan business to calculate the tax.

These three legs aren’t equal, of course.  The state gets most of its petroleum revenue from the severance tax and royalties.  But the petroleum corporate income tax generates significant tax revenues, as does the property tax, and these both tend to have a softening effect when there is volatility in crude oil markets and big swings in severance tax and royalty collections.

A Two-Page History of Alaska’s Oil and Gas Taxes.

Alaska enacted its first oil and gas tax — the production tax with a 1% rate — back in Territorial days in 1955 just as federal lands on the Kenai Peninsula were being opened up to oil and gas leas​ing for the first time.  Drilling on those leases led to the discovery of oil at Swan​son River in 1957, which proved pivotal in persuading Congress to pass the Alaska Statehood Act the next year.  Tidelands and submerged lands in Cook Inlet that Alaska received at Statehood were soon leased, and in late 1965 the first off​shore oil field in the Inlet came into production, with three more in 1967.  The Fair​banks flood in Au​gust 1967 led to the passage of a 3% “Disaster Severance Tax” by a Special Session of the Legislature that fall — the first change in Alaska’s petroleum taxes since 1955.

The discovery at Prudhoe Bay was announced in 1968, and on September 10, 1969 addi​tional state lands there and nearby were leased for $900 million in bonuses.  The mag​ni​tude of these events transformed Alaska, and it began a decade of tinkering with its petro​leum taxes try​ing to tailor them to this super​giant field.  Historically, the most important of these tink​erings were:

Oil and Gas Property Tax (current AS 43.56)

The state property tax was enacted in 1973 as part of a package of legislation passed in a Special Session to end litigation threatening to delay the start of con​struc​tion of the trans-Alaska pipeline.  The provisions for municipalities to tax the same property were a compromise to win their support since they had successfully blocked legisla​tion for a state property tax without municipal-sharing in 1972.

Oil and Gas Reserves Tax (former AS 43.58)

In 1975 Alaska faced a fiscal emergency because of the delays in starting con​struc​tion of the trans-Alaska pipeline, and as a result state revenues from Prud​hoe Bay had not yet materialized to replace the $900 million from 1969, which was nearly all spent.  To fill the gap, the state enacted a temporary two-year tax on oil and gas reserves.  This tax succeeded through the cooperation of the North Slope com​pan​ies paying it, and they cooperated because they could apply their full reserves tax pay​ments as cred​its against their future production taxes.  The tax was collected in 1976 and 1977 and then ceased to operate by its own terms, and it was eventually re​pealed in 1986 well after all the credits against production taxes had been taken.

Separate Accounting Income Tax (former AS 43.21)

In 1978 the state removed oil companies from the slice-of-the-pie apportionment sys​tem that applied to all other taxpayers, and put them under a separate-accounting sys​tem to determine the amount of income from their Alaskan businesses.  Due to a com​bina​tion of extremely high oil prices ($40 a barrel) and extremely low operating costs at the start of Prudhoe Bay’s productive life, the amount of taxable income — and hence the amount of tax — was considerably higher under separate accounting than it was under apportionment.  There was already litigation over separate account​ing in Wis​consin and Vermont, and soon suit was filed over Alaska’s tax.  In 1980 the Wis​consin and Vermont cases were de​cided by the U.S. Supreme Court, which ruled both times against separate accounting — going so far as to say in one decision that separ​ate accounting is “theoreti​cally incommensurable” with apportion​ment, which the Court upheld in both cases.

Because taxpayers had wanted separate accounting in those cases, state officials at the time believed the two decisions did not mean Alaska’s separate-accounting law was in​valid.  But they felt the state should not take the risk of keeping separate account​ing on the books during the litiga​tion and letting its exposure grow by a bill​ion dollars a year.  So in 1981 separate ac​count​ing was re​pealed and replaced with the current ver​sion of slice-of-the-pie appor​tion​ment, which limited the state’s exposure to the $2 billion already collected.  The state supreme court upheld the separate-accounting law in 1985, and the U.S. Supreme Court de​clined to hear an appeal from that decision.

The ELF (Economic Limit Factor)

The ELF is a formula in the production tax that adjusts the tax rate for each field.  As originally enacted in 1977, the ELF reduced the tax rate by looking at the percentage of the value of the production that is needed to cover the costs of producing that oil and gas.  The more marginal a field is, the higher this percentage becomes and the smaller the ELF gets.  The ELF becomes zero, and there is no tax, precisely when the cost percent​age reaches 100 percent and the field is breaking even.  The ef​fect of the origi​nal ELF was to lower tax rates for Cook Inlet oil fields, which were already in de​cline and beginning to become marginal, while allowing the tax rate for Prudhoe Bay to be increased from about 7.9% to 12 percent.

In 1981 as part of the legislation repealing separate accounting, the ELF was suspend​ed for Prudhoe Bay until it reached its tenth anniversary of production.  At the same time the base rate for oil was increased from 12.25% to 15 percent for fields in pro​duction for more than five years.  The purpose of suspending the ELF and raising the base rate was to offset most of the reduction the state’s income tax revenue result​ing from the switch from separate accounting back to apportionment.  In June 1987 Prud​hoe Bay reached its tenth anniversary and its production tax rate went from 15% to about 12.45%, which was still higher than the 11–11½% it had been in 1981 just be​fore the enactment of the suspen​sion.

In 1989 the oil ELF formula was changed to include a new factor, field size.  The more a field produces, the bigger its ELF and the higher its tax rate.  By the same token, small fields have low tax rates or no tax at all.  The purpose of the change was to raise taxes for the state’s two largest fields, Prudhoe and Kupar​uk, while lowering taxes and to encourage development of smaller fields on the Slope, as well as fields with very thick oil like West Sak.

The present ELF is succeeding on both counts.  Since 1989 the state has collected over $2 billion in extra produc​tion tax from Prudhoe and Kuparuk because of the new ELF.  At the same time, current and planned developments of small nearby fields (so-called satellite fields) will help offset the continu​ing production decline of those two giant fields, allowing overall North Slope produc​tion to remain basically flat over the 2001-2010 decade.  The ELF’s incentive for developing small fields contributes sig​nificantly to the economics of these satellites.
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