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our basic theme as to how these -various bills may affect
the interests of the State of Alaska, gentlemen, and then
hope that in the discussion that follows I will be able to
do more 1in response to your questions, be more specific and
irore direct in response to your questions, rather than try
so do an exhaustive Job and take up the whole afternoon
without coming to grips with the things that are on your
minds. Co let me s.tart then briefly with this introductory
material that 1"ve been asked to discuss. Of course I'm
sure that the two things that are most impressed upon your
minds are, first of all, the shortage of energy that we

In the United States are faced with at the moment, which Is
sometimes referred to as an OH. crisis or an energy cCrisis
and sometimes wo are told I 1s nothing of the”sort, but
certainly the tightness of the present supply of energy
which Is available to us first, and second, a very, very
sharp run up in the prices that we are paying for oil
products and for other form:: of energy. Partly 1in response
to the shortages, but partly also in response to what 1looks
to be a long run policy with respect to the value of energy
In the United States. So, with these two things in- mind,

first of all the tightness of energy supply and secondly

the very, very substantial run UP ,n Prices of energy,



let me back up and turn to the world scone for a moment
and suggest how what ™ happening in the world inter-relates
with what % happening in the United States, and then go on
to a look into the future because a great deal of your
legislation bears one way or another upon the circumstances
of the State of Alaska, not so much today, but in the future.
You know, of course, that there has been a tremendous
Increase in the price of foreign oil, world wide, and this
has been brought about through the actions of oil producing
countries, most of them organized 1in a grouping called OPEC,
the Organizailon of Petroleum Exporting Countries, this 1is
old hat, but OPEC was founded In September, 1960, to defend
the interests of the producing governments against what was
at that time a sharp decline ir the price of world oil.
For ten years, T ™m September, 1960, to September, 1970,
OPEC was a collective bargaining organization, in effect
what It was doing was bargaining with the major oil companies,
over a share of the producing profits on foreign oil. They
bargained successively insofar as they were ahl*™ to maintain
“heir government oil revenues, even Increas g tlcm slightly
at a time when the profitability of foreign oil production
under the pressure of comp*"t!tlon, because of surplus producing
capacity, when the profit on foreign oil prnduoi lon was going
down. So that they bargained successfully in the st*nso that
the government take, the taxation on oil productlon, is going

up marginally while the profit after taxes was going down.



Now, as from September, 1970, beginning in Tripoli, Libya,
and then going on to Caracas, Teheran, back to Tripoli, over
to Geneva, there were a whole series of confrontations,
enforced negotiations, which transformed the relationship
between the producing governments and the oil industry
completely. There was no longer collective bargaining over
the sharing of the profits. There was, in fact, the ability
of the country unilaterally, and really without any negotiation
to increase the per barrel oil revenue or the per barrel
government take successively and progressively, at a time
when the profits, remaining to the company was mar finally
Low, no that in effect the government take on each barrel
of product ion became a floor under foreign oil prices and.
as fast as the taxation on the production of foreign oil
Increased, world oil prices increased.

Between September, 1970, and October, 1973 > in the
course of two years, a Middle Hast oil. producing government
which, at the beginning of the period had been getting a form
of royalty and taxes less than a dollar a barrel, had Increased
their government take by ovr-r $2. a barrel so that It became
on the order of a barrel. That Is to say, before, getting
less than $1. a barrel, they boosted the government taxation
on each barrel of production by over $2. This was effected
ar of early October, 1973* hut simultaneously we had the

outbreak of the war between the Arab countries and Israel,



This was followed by a cutback in Arab oil production,
by an embargo against the United States, and even with
the high prices that obtained, there was tremendous
competition among oil importing countries and among
companies, U.S. companies and foreign companies, to get
hold of whatever oil was available. So this competitive
pressure for a relatively reduced volume r production
boosted offering prices very, very high. As | said, in
early October, that added tremendously to the government
take. As of January 1 of this year, they announced,
without any suggestion of negotiation, that the government
take, taxes and royalties on a barrel of Middle East oil,
would be Increased by another a barrel. So that today

a barrel of oil produced in the Middle Hast starts out with
a cost to the companies producing It of $7 per barrel
payment to the government, plus 10 - 15 cents per barrel
physical, production costs. And prices, with a continuing
shortage of supply range anywhere, until recently they

were as high as $17 to $20 a barrel, being bid for the
small volume of oil which could still be bid for on the
open market. They are now perhaps back around the levels
of $8.50 to $9 a barrel. Put without regard to these
extreme prices what we are talking about Is the floor under

the price of foreign oil that begins with the government

tala of some $7 a barrel.



Nov/, jumping to the United Staten, we were faced with
two circumstances simultaneously. For some years, U.S.
production, the production of crude oil in the United States,
had not anywhere near kept pace with the demand for oil 1in
the United States. So that to bridge the gap between the
amount of oil we were consuming and the amount of oil we
v/ere producing, we had to increase very substantially our
imports of foreign oil. And just at the time when we had
increased our imports of foreign oil, in 1973, we were
suddenly faced with an Arab oil embargo which, as of latter
October, cut off the importation of almost 3 million barrels
a day of oil — part of It in the form of crude oil which
had come from Arab countries and been refined in U.S.
refineries, and part of it in the form of products which
we had Imported from foreign refineries but which had Deen
processed In those refineries from Arab crude oil. So wo
were faced simultaneously with a short fall of their imports
and with a very stringent volume of domestic crude oil.
As a result the price of domcstLc crude oil was bid up
progressively from about $3.75 a barrel to $5.25 a barrel,
which was the price when price controls were clamped on
domestic crude oil. So we have then the base price for
domestic crude oil of $5.25 per barrel and insofar as the
government has exempted from the price ceiling, new incoming
crude and released crude, that is to say old crude which on
a barrel Tor barrel basis 1is released from price control

as an Incentive to produce more crude, and stripper crude,



refining companios have been bidding for access to this
available crude, and prices for the uncontrolled crude

out of the United States have gone to $10 a barrel and

more. Probably at the present time affecting close to

30JS of total U.S. production. The reason for the bidding

up of these domestic prices was that, despite the fact that
we have no physical restrictions cn the importation of
foreign oil, the volume of foreign oil that is available

is limited because of the Arab oil embargo. And so any
refiner must compare the price that he would have to pay

if he went into the open market to buy foreign crude

and then move it by tanker to the United States with the
price that he may have to pay by bidding competitively

for domestic crude. So what happened in the United States
was a parallel to what happened abroad. A small volume of
crude oil, a relatively small volume of crude oil,

available for competitive offers by refiners who were short
of crude, which moans that you had at the margin, fantastically
high prices bid for whatever crude was available. These then
wore the circumstances that v;e have faced over the last six

months. Where do wo go from here?

First of all, the world at large, that is to say, the
majority of the countries of the world that depend upon oil
Imports for any substnatial part of their energy requirements,
are faced with very fantastic foreign exchange costs if they

must import oil at anything like the current prices.



Just a few numbers to illustrate the point: In 1972 all

of the oil importing countries of the world together paid
about $22 billion for all of the oil they imported.

Since then, of course, their oil import needs have gone

up because of the increase in energy consumption and oil
consumption. But, if the oil importing countries of the
world all together were to import in 197" just ohe same amount
of oil that they imported in 1973 > their oil import costs
this year will be well over $100 billion. Five times as

high as they were Just two years ago. For the United .States,
our oil import costs this year, If we 1import no more than

we did in 1972, will bo up by about $It billion because of
the increase in oil prices. That would be enough — last
year, 1973> we ran for the first time a billion dollars
surplus of trade. An increase of $I*1 billion in our oil
Import costs could swing a billion dollar trade surplus to

a $13 billion trade defeolt. An additional $1*1 billion of
oil import costs compares with total gold and foreign
exchange holdings of the United States 1In our central banks
of $12 billion. All of”western Europe is faced with an
increase In oil Import costs of about $35 1111 ion, which 1is
half of the gold and foreign exchange holdings, of western

Europe. And you know that over recent years, because of



the favorable balances of trade of Europe as against the
United States they have been building up their gold and
foreign exchange balances and they are faced with a rapid
run down of it.

Now obviously there are reverse flows from theoa.l
producing countries who benefit from these high oilprices
back to the oil Importing countries, 1i%or example, with all
of this oil |Income they are going to be buying things from
the rest of the world. But if you Jlook at the countries
who will benefit from this increased oil income and you
consider how much they could possibly spend, g.ven their
populations and given the most optimistic economic development
plans and the most flagrant expenditures on armamentr., It"s
doubtful If they couldstill spend enough on Imports from
the rest of the world, except that they will have surpluses
In 197*1 — surpluses of $10 - $§0 billion over and above
what they can spend out of their oil revenues.

Now the second reverse flow, of cours* , is reinvestment.
What will they do with their surpluses? Well their surpluses
have to go hack to the Industrialized world in one form or
another — In loans., In the purchase of industry or whatever.
But 1 put It to you, that If $10 - $§0 Is reinvested and the
countries that recr-tve that capital back from the producing
governments have to pay commercial rates of Interest — H -

After all, if the Arab world lends money or Invests money
they do tills. In the expectation of a return. At 3 or

rate of Interest within a few years the carrying charges on



the money invented back in the industrialized world would
come to more than the $22billion the industrialized world
paid for all of their oil imports in 1972. That is to say,
the reverse flow of capital, instead of being something
which provides some form of equilibrium in the flow of
funds — you pay for the oil and pay very dearly for it
but you get back money which is reinvested — but if the
carrying charges on the reinvestment, because the magnitudes
are so large, mount higher and higher and higher, then all
we have are still higher oil 1import costs and pyramided on
top of those are the carrying charges on the reinvestments
from previous years.

What arc the alternatives? We must anticipate that
whatever happens there will be, in the United States and in
the rest of the world very considerable retardation, a slow
down T what had been historical rates of consumption of energy.
Instead of going up at r, 1/?% a year it"s got to slow down to
maybe 1 \V/?2.% or a year. And that, of course, means Lower
oil imports because everybody else will do whatever they can
to develop coal , to develop gas, to develop nuclear power,
no °“f energy slows down, their oil 1import volumes will slow
down and oil import costs will slow down. Hut this retardation
In energy consumption, slow down in the rate of energy consumption,
would by itself, by almost any calculation that we have been able
to make, still leave the world with a virtually unmanageable

payments problem. That is to say that if oil has to bo imported
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at anything like present prices on a current payments basis
it remains an unmanageable problem.

There is a second alternative and that 1is austerity
in oil. That is to say the rest of the world, not so much
this year because this year we are still in a kind of a
state of horror at what"s happened — we have reserves to
draw upon. The importing countries of the world ai*e
competing each with the other hoping that if they have
a favorable balance of trade they can use some of the
foreign exchange earnings to pay for their oil 1imports.
Everybody 1Is trying to go it alone. We"re managing, but
if this continues for any length of time. This year the
problem is fantastic. The same problem next year would be
what"s more than fantastic — incredible.

I'o we reach a point where the world will be forced to
austerity 1n oil consumption. That 1Is to say to sharply
lower levels of oil consumption and have to suffer the
impact of that upon their total energy supplies which moans
also In terms of economic growth. There will be a slow down
of economic growth too unless something 1Is done about oil
prices.

Rut between these two cases, one which r called the
slow down 1In energy consumption and the other which T refer
to as austerity In oil consumption, the difference could bo
as much an about 11 billion barrels a day In the total demand

for oil by the late 1070s which means 1In the total production
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of oil in the late 1970s, which means in the production of
oil in the Persian Gulf or the Arabian Gulf. It depends
upon which group we are talking to at the moment. But 1in the
rersian/Arabian Gulf by the late 1970s because these are the
people with the reserves, these are the people with the
productive capacity, and these are the countries which had
been anticipating continued increases 1in the levels of their
production at very high prices. But if there"s a difference
between the one case and the other of 11 million barrels a
day and it aJl comes out of the production in the Persian
Gulf and 1t all falls on the one or two countries that,
under normal circumstances, would be the balance wheel and
would be prepared to tailor their production to the demands
so that there 1is always relatively high prices, it could make
a tremendous difference. And under those circumstances
we may well face,for a period of time in the late 1970s. a
renewal of competitive pressure In world oil where the
productive capacity that has been Installed begins again to
exceed the demand for oil as It had in the past and In
contrast to the present when the demand for oil exceeds the
Immediately available productive capacity at least under the
political producing decisions of the major governments
of the near east.

So what I"m saying in effect la that as we look ahead

there may be some roll back of oil prices fairly soon



12

in anticipation of the problems that I"ve tried to very
briefly lay before you. That is to say, the producing
countries themselves, visualizing these problems, may be
prepared to roll back the prices, somewhat, and if they
don*"t and if they don"t roll them back enough, there may be
a resumption of competitive pressure which forces prices
down 1in the latter 1970s.

Now, what 1°m trying to do is to caution against what
is, | think, human nature always, to look at the present and
to assume that the future will always be an extrapolation
of the present. When oil prices were low people tended to
anticipate that they would always be low and go a lot lower.
Mow that oil prices are very high, to anticipate that the
oil prices will not only remain this high bub will go higher.
What T*m saying is that we"re facing the periodof time when
this may not be the case. And this oorlod of timemay be a
crucial time if it"s the late 1970°s because it"s a time
which brings to fruition a great deal of Incoming resources
that will be competing with Middle East oil. It's not only
the time when you®"ll be bringing In North flopsoil, but
It"s the time when North Sea oil will bo coming In in very,
very substantial volume. It3 the time when our own
stepped up exploration program under the federal government
policy of acceleration of leasing of federal lands may be
paying dividends, you see. So during this period we may he

facing a price, a competitive price situation and an oil
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balance in the world which looks a little bit different from
what 1t looks like at the present time. This is not to say
that the long term outlook is for anything other than

a basic absence of surplus. In due course the world anyway
would consume the volume of oil that could be produced.

And in the interim the producing governments will make every
effort to see that there.isn"t productive capacity on the
market. So we"re looking to an absence of surplus over the
longer run, to basically higher foreign oil prices, and that
means for the United States high domestic energy values
because in the end we will have to place ourselves in the
posture where we can produce enough domestic energy to be
reasonably isolated or protected against undue dependence upon
foreign oil. It may not be self-sufficiency in energy — that"s
really not necessary. But we®"ve got to develop our domestic
resources so that we are not unduely dependent upon foreign oil
and that means paying the prices that are necessary to get
exploration for oil and gas going, to get the oil shale
program going, but in the interim also to develop the most
prolific energy resource that we have available to us In

the United States at hand which 1is. coal, to be produced, to
lend Itself to gasification and in due course even to
Ilqu!flcat ion. So we"re looking at relatively high energy
values which also means that you are looking to a market

in which your oil and gas will, over the period of production,
not only the oil and gas already d Is,covered, the oil and

gas already discovered will be looking at a market where

basic energy values will be relatively high and where hopefully



ili the U.S. market it will be protected against what may
happen to the competitive pressures of foreign oil. because
the biggest mistake that we could make is to be lured by

a temporary weakness of foreign oil prices into giving up
our own energy development program. So your discovered
energy resources look to high value in the markets to which
it will move. More importantly, your potential, your
undiscovered resources will be*looked at with tremendous
Interest and with tremendous incentive for investment.

So I really want to conclude these remarks with something
which I guess r said to almost every session of the legislature
that 1°ve ever been invited to address, that when you
consider the legislation that"s In front of you you will
always, of course, look at what is Immediately ahead. You
have current production of oil and gas tn book Inlet, you
have the prospective production of Prudhoc which now is
within reach when the pipeline Is completed, but look beyond
that because what you must be thinking about 1is the
tremendous opportunity for the development of the State"s
resources and that your legislation should be pitched,not
necessarily constrained by the least profitable nor so
exuberant that It Is directed to the most proi Itablo
but la pitched to what 1is the continuing potential of the
Utate and the Incentives that you want to maintain for

continuing exploration and development of your oil and gas

resources.
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So much for background. 1"d be delighted to go on to
questions on this later on or now, if you prefer.
McGill: Why don"t you finish up now and then go bac"c.
Lipton: I want to turn first to the subject of taxation.
The first bill to which 1 direct my attention, and | won"t
refer to them by number because what | have are bills that
have been sent to me over the last week from either
Legislative Affairs Agency or your various committee
chairmen — 1. may have a Senate number on a bill and you
may have a House number and so on — but it has to do with
the proposal for the increase 1iIn the severance tax on gas
production from to 1055. First, a general comment which
is appropriate to all severance or production taxatlor In
Alaska, or~anywhere else. A production tax or a royalty
on production has to bo Judged In terms of the relationship
between the value of that production and the.coat of that
production. If you have a 2% production tax or a I1°d royalty
or whatever the case may be, this Is not {something, which Is
absolutely right or absolutely wrong. The economic consequences
or economic Implications of a production tax or a severance
tax or a royalty, depends upon wnat the relationship Is In
the Jurisdiction where the tax Is levied or on the lease
whore the royalty Is negotiated, between the value of the
production and the cost of the production. Ami |If coots are
very, very high and the values are relatively low so that
there Is a narrow margin between the two then a particular

production tax or severance tax or royalty may be very heavy
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or may be very onerous as compared to another area with the
value high and where the costs are relatively low. 30 1
think one always has to judge the severance tax or production
tax iIn the context of the circumstances of the lease or the
area where the tax is levied and not by abstractions. So that
when 1 discuss a little later for you what alternatives are
in other areas of g° =taxes and royalties and so on, | want you
to bear in mind that anywhere a principle of taxation depends
upon price cost relationships where the tax 1Is being levied.
On the other hand, here in Alaska, and with particular
reference to the circumstances of energy balances and the
demand for oil and especially the demand for gas, | would have
to suggest to you that, within limits., the severance tax on
gas 1s a tax that will be passed on. Now passed on to whom?
In Alaska, of your marketed gas about half Is consumed In
Alaska, largely In the area around Anchorage, and about half
1s exported, Ilnulfled natural gas. to .Japan. The proportions
are about the same. Which means that any tax on natural gar,
In today"s circumstances will at least fall as heavily upon
the Alaska consumer as It falls unon any foreign consumer.
1 don"t know whether you regard people In the lower '18 states
4+ foreign consumers or not, but In any case, In this case,
insofar as It's Ing to a foreign country, It"s a foreign

consumer.
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I believe- that the contract for the sale of domestic
gas here in Alaska stipulates that any increase in taxation
paid can be passed on to the consumer. Which means in
effect, an increase in your gas severance tax, to the
extent that the gas is consumed in Alaska, will be carried
by your gas consumer. So that if you increase the gas
severance tax in the first instance you are asking the
Alaskan consumer to pay. Mow what are we talking about?
The tax today would be, the minimum tax would be in effect,
T believe, on Cook Inlet andKonai Gas, thatwould be
per mof, thatwould be an increase, 1 think, of about 2Il/Xfc
over what the current rate of taxation on the gas Iis. If
that®"s passed on to the consumer, that®s how much more gas
is going to cost. Now proportionally that may not bo very
much. I think a residential consumer In Anchorage pays about
$]."J5 per mef for gas. Would an Increase of 2 1/2it mean that
much? That"s for vou to decide. My own feeling Is that
the price of $1.pg per mof for gas 1in Anchorage Is a".ready
a FTantastically high price. But you must Judge for yourselves.
But 1 point out to you that under the terms of the contract
now 1in effect the pr:lo<t willbe passed on.

On your exported gas, 1 do not know all the term3of the
export; contract. T don"t know since it3 very old, since
it was. the first liquified natural gas contract that was
concluded 1In dipan, and given the circumstance:? T don"t know

whether the exporting companies had foresight, and if they
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had the foresight would the Japanese then have accepted an
escalation clause. But without presuming to talk deflnitivol.v.
given the value of gas in Japan and given the prices that
they*re already paying for liquified natural gas which they
are getting from Brunei, which they have contracted

to receive from Garowak from Indonesia and from the near

east, T would guess that there ought to he an opportunity

for this to be recovered abroad.

Well now, how high 1s this tax? Louisiana, which 1in the
light on the increase In the value of all of Its oil and gas
production, has just revised its severance taxs on both
oil and gas, has now established a 7<t per mcf tax on gas.

Yotir tax will be 3k per mcf but their well Ivad gas values
are considerably higher and they export a very considerably
larger proportion of their gas. Kxport, that Is to say to
foreigners and other states In the United ."tales as compared
to your proportions.

The severance tax in Texas Is 7 1/2#. I think your 10#
severance tax, as It is proposed, would make 11 the highest
severance tax in the United Gtates for what 1is also relatively
low we 11 head values for gas. Now, any 1lncr*au® In taxation |Is,
of course, onerous. I"m jure you®"ve heard thi
industry an 1l it doesn"t matter what figure you corm un i*lth

and what form of taxation, an Increase in the taxes IS oOherous.
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I don"t believe, in the light of existing values for* natural
gas, that a 10fJ severance tax would be an unduely onerous

tax — in the light of the values of the natural gas —

but if, in fact, the value is high enough to encompass

the added taxation, 1 go back to what I said before. Alaskan
consumers are going to be paying a very high proportion

of it. I would also like to suggest that, on the basis of
past experience, a 10% severance tax on gas iS no more
likely to be the final resting place than your present
severance taxation 1in oil is going to be the present resting
place. So the question 1is, do you today, 1in the light of
who carries the burden of the passed on severance taxation,
in the light of the fact that you may want to be reassessing
the level of severance taxation on gas In the future when
you have a much larger volume of gas to deal with and a

much small percentage of the total gas is consumed within
Alaska, that you consider whether or not this is the time
When you look upon an increase 1in the tax on gas as an
appropriate decision to be taken by this session of the
legislature. I would also suggest that the only figures
which we had from Juneau as to the economic effect 1in terms
of revenue was 457 million in the next decade. That of
course reflects, T presume, the severance taxation on
Prudlioo Day ga. as well as on existing gas production.

Qur own guess 1Is, our own estimate is, that thcl0* tax

applied at the present time would yield revenues of about
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$3 million a year — but I"m cure you can cneck that figure
with your Finance Department if you don"t already have it.
I think what it comes down to is (i) it"s an increase
in taxation which 1is onerous but not unreasonably onerous
in the light of gas values, but you also have to look at
it in terms of what the present well head prices are and
who"s going to be paying the increase, who"s going to be
carrying the burder on this increase in taxation. How much
revenue would you get out of it and whether you want now
to make an adjustment 1in the severance tax us compared to
waiting until such time as you have much larger volumes
of gas subject to production or severance taxation and
with a different proportion between internal and external
consumption.
Let me turn to the resource:; tax now. The resources
tax, t don"t know whether 1it"s referred to us a resources

tax In your legislation, this is a tax upon the value of

oil and gas reserves in place. It would bo an ad valorem
tax on the value of oil and gas reserves in place. First
of all, tiiis I;- not a tax on current production. In effect

that tax |Is abalted because you got higher revenue from
severance tax than you would from the tax on the r<-s<-rvon
In th> ground. Do that It would not, presum®d ly, affect
current production. it is not likely to be a tax from
which you get very substantial revenue from production on

leases which have not yet been made. That Is to say, if
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you are to Introduce this kind of a tax, then, to a very
considerat-le extent, any leasing of State land would draw
bonus bids or royalties or whatever the negotiable or bidding
terms may be that would reflect the expectations of the
companies as to the level of resources tax that they may

have to pay in the future. Because what Is staring them 1in
the face is that at the moment they become successful the
definition of success is a proved reserve. At the moment that
they become successful, and to the extent that they orove up
reserves, they will be subject to this ad valorem tax on the
value of the proved reserve for so many years as transpire
until they reach levels of production uuch that the

severance tax payments oxtli - their ire* tax 1 at 1l ns.
do that you would not bo getting, In effect, enhanced p. venues
In tlie future from production that will con*" frcm future
leases which have* not yet boon made hut which wl 11 bo bid

upon next year or the year thereafter or In future years.

Sc, In effect, what you arc talking about Is basically

a tax on ITfudhoo Bay reserves and from this 1 Infer that
It Is pure and simply a revenue raising measure. Now this
resources tax, when 1 look at the language of Uk- legislation,

confronts- me with problems. First of all, v.ba* arc proved
reserves: The companies are having a hell of a time
deciding among themselves what the prove | reserves are

at Trudhoe hay for purposes of unltixallon. d* "ondly, wo

know from all historical experience that proved reserves
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arc subject to annual revision on the basis of subsequent
drilling and even on the basis of producing experience and
that revision of proved reserves very often is upward but

it can just as well be downward. So you have this terrifically
diffLcult problem of defining what proved reserves are

and especially in fields in the early stages of exploration
where you may have adiscovery well and then you begin to
delineate one or twooffset wells, It will take a while
before you can have a really comprehensive knowledge of what
the proved reserves are and this may, in the future, affect
the timing — 1It"s not likely now in IYudhoo, but It may 1in
the future, affect the timing of delineation and lovelopmont
drilling by the companies so as not to subject thomsolves
unnecessarily to a period of taxation on proved reserve; and
then what Is. the current discounted value If you can define
proved reserves you ha/e to have a current discount™-"! value
IJr purposes of assessment and taxation. in the light of
what I1"ve said about the opposing pressures, on oil balances
and on future pricesl would say that anyone who has. to
determine the present discounted value of future Ineon<< and
therefore has to forecast future prices, and a field can

be produced over 1S - 20 years, but even the seven years with
a discount factor Is relative, anybody who predicts futur =
prices k. either a hero or a damn fool. It"s some thing which

Is. so Illusive that. T think that tin- combination of having to
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define pioved reserves and having to project values which
provide you with the basis for assessment against which the

mil rate is levied becomes extremely difficult, now, |

don"t mean to appear here as a representative of the oil
industry. Obviously they don"t need me. So | must enter

one other observation. It"s not beyond the reach of the

State nor is it beyond the rhelm of reasonability in a

sense to assess proved reserves or estimated proved reserves

on a nominal valtti 1isl= That Is to say, vm though you

may not know what all the reserves may be arid even though you
don"t know what the maximum price may be In the future and
therefore what the true market value of the resource is,

you may establish a nominal value for tax purposes which
provides a certain revenue flow — arid In effect, this s

the practice which 1Is Followed in many of the tax Jurisdictions
of the lower states, where there Is ad valorem taxation

on oil ind gas reserves. There 1is a nominal value. Rut,

of course, even there they have a tremendous advantage because
there the nominal value Is on the assessment; of reserves: that
are also | 1ng produced. And, of course, what you"re pronoclng

to do here . to establish the nominal value today of oil

reserves that may not be produced for another three to four year::.

Thin In a very difficult thing. So 1 would raise all of these
caveats. Now, as | said, if this in a revenue measure and

It is the intention of the legislature to touch this source of
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revenue, it can bo done by virtue of a nominal assessment
even though you can"t got at either true proven reserves
or true value. But 1 think you must very carefully weigh
this form of taxation, resource taxation, which has not
only implications for a tax directed at the specific oil
pool, namely Prudhoe Bay, for future leasing of State
lands, but also T think to weigh it against all of the
other tax alternatives which are available to the* State.
And, 1 don"t know the circumstances of the State that
well or how intense your revenue measures are or what your
alternatives are but r would suggest that, In view of the
difficulties with tills form of a tax, that you look with
a very very hard and careful eye at all the implications of
this tax and the problems of administration of this tax
before you decile that this 1s the form of revenue raising
that you choose to enact in preference to any of the other
alternatives that are open to you.

Third, let me turn to the State Ineom<- tax and the
proposal to eliminate the percentage dcolotlon allowance
Jn the computation of taxable 1income subject to your State
corporate Income tax. Those of you who recall my testimony
before the special session when this was not an 1issue will
also recally that T gratuitously suggested to the legislature
In as strong language as L could, although it wasn™
relevant to tin- special session, that you should at an
early date review your State corporate Income tax from many

different angler. it is our feeling that the way your State
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tax operate:;, namely that as a taxable income being the
determinant on a formula basis from what Is taxable income
under federal statute, that is the allocation of income to
the state, and then assessing the state rate 18% of the
federal rate that was then in effect when you enacted your
state rate, that this really doesn ™ come to grips with

what will in the future be the pressing problems that you
will be confronting especially when it comes to the taxation
of corporate income from oil and gas operations. That you
have to identify, you must be able to Identify the 1income
that 1is generated in this state and identify it directly, not
by aopcrtlonmcnt. Secondly, that income has to bo within
reach of your tax authorities. Third, you ¥e got to have
your own state policy with respect to what costs and expenses
are allowable under state law for the determination of taxable
Income that |Is earned !In the state and which is subject to
the state corporate Income tax. You may want to Look at your
corporate Income tax rate structure to see what seems to be
appropriate in the light; of the profitability of corporate
enterprise here in the State of Alaska. You have really

a broad, T think, a broad range of questions to which you
should direct your attention since you have on the books an
Income tax, corporate 1income tax law that was enacted some
time ago under very, very different circumstances and wl *hout

any thought that it would have special applicability, particular



applicability to new industries coming to the state that are
most likely to have a level of profitability, a level of
profit which far exceeds that of any other corporate
enterprise in the State of Alaska. I think you would

want to look at your corporate income tax from that stand-
point. Now, when it comes to the elimination of percentage
depletion as one item I wonder why this: why this one
aspect of what really should be a broader range of questions
to which you could direct yourselves: Again, i.f you
eliminate percentage depletion I think you would have to
make some estimate as to what effect this would have — this
is a very difficult thing because you are still operating
imd**r an apportionment. What you look at really is not

how much federal taxes a company operating in Alaska paid.
What you look at 1is that line on the corporate income tax
statement which defines taxable income under federal Ilaw.
Mow the corporation may pay — we have a Federal Income

tax rate for corporations — but oil companies may pay a
much lower rate on that taxable 1income by virtue of offsets
to the federal tax such as foreign tax credits, or investment
credits, but there arc a whole host of regulations under our
federal income tax law which affect this critical line of
the corporate income tax statement, namely, corporal®l Income
subject to federal income tax. And It"s that 1line which
then gets your formula put against It which has to do with
the proportion of assets In the state, the proportion of

salaries, and the proportion of expenses In the state

translated Into taxable income in Alaska. But there are so



many things under federal law which is why 1 feel that you
really have to look at a — take a fresh look at your state
income tax law and look at a direct determination of taxable
income earned in Alaska rather than the apportionment of

the federal taxable income even with this adjustment. T
don"t see the particular applicability of this adjustment
again, unless it happens to be a revenue raising measure.

A change in a depletion allowance 1in the State of Alaska
where it doesn"t exist elsewhere in the United States would,
like any change in taxation, have an effect upon the value

— the future value of your resource for which there will

be competitive bidding when you open uo the resources,
there®s no question about that. 1 wouldn"t have the foggiest
notion to what extent one can transfer this 1in numerical
term.-. T don"t like to go on record before this legislature
in always coming back to the ldea that any change In taxation
here In Alaska Is going to cause a slow down In exploration orl
a reduction In future value of your lease sales although they
always have that effect, but I don"t think that this
depletion allowance per se for* the amount of money that may
be Involved would be enough to dlstroy exploration Incentives,
r Just would suggest to you that you look very carefully as
to the reasonability at this time of this particular measure
as compared to a broad side review by your IMnance Department
or on the determination of the legislaturel of your* whole

state corporate 1income tax.
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Let me move or. from taxation to the policy with respect
to royalty oil and gas and the regulations affecting pipelines
which may affect the way in which you use or dispose of
royalty oil and gas. First of all, and 1 don"t want to
dwell upon this, I"ve spent so much time on this in the
special session that 1 hope that when my name 1is heard
this statement is associated with it: The right and the
determination of the state to bo able to take royalty oil
and gas 1s absolutely basic to your regulatory process.
That you have established regulation over oil pipelines,
you have established the Alaska Pipeline Commission and
that, insofar as there is dispute over the relative
respective Jurisdictions of your Pipeline Commission and
of the TCC. the state Is iIn a position to move royalty oil
through that pipeline In intra-state commerce which makes
that movement of the oil. subject the jurisdiction of your
Pipeline Commission which moans that It has Jurisdiction
over all aspects of the pipeline operation for the movement
of Intra-state oil 1including the determination of tariffs.
We"ve gone Into that. You"ve got your regulatory Mil,
perhaps it Is not as strong as you might have want, d It,
but you"ve got It on the books and 1 think that the access,
to royalty oil and gas and the state ™ ability to Lake 1k
in kind and use It Intra-state Is what gives, the firm

Jurisdiction to your regulatory bodies. Now, beyond that
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I think the availability of royalty oil and"duo course of
royalty gas can be a very important factor bearing upon
Industrialization in the state of Alaska. If, over the

long run, and without regard to the ups and downs of supply
balances and prices — energy prioes — if we are going

to be faced with, as It .now looks, with an absence of
surplus, it is not an actual shortage but at least an

absence of surplus, then companies that depend on oil or

gas for their operation, whether they are oil refiners or
petro chemical companies or other Industries which are
intensive users of energy, and must be Insured a continuing
now of energy before they nuke a very great Investment

are now looking more and more to those areas where the
availability of oil and gas Itself becomes critical to the
investment decision. You know, in the lower JH states

today we are desperately short of refining capacity, Desperately
short. Klght months ago the Koderal Knergy Office put out an
estimate of the volume of refining capacity that would be
added by 1976. They did this on the basis of announced plan--
by various, refining companies, and they came up with a figure
of about 2.6 million barrels a day added refining capacity

in the United Mtatea by 1976. t doubt very much If there
will be a million barrels a day of added refining capacity

in the United States by 1979-6 because how does any company
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pul; the fantastic amount of money Into major refinery
expansion let alone a grass roots refinery where you

start from scratch, with all of the environmental problems
how do you do that unless you know that you have a guaranteed
source of crude oil to process In that refinery? And where
today can you get a guaranteed source of crude oil for that
refinery? Which is why there is a parade of American oil
company executives across the sands of Arabia going to the
government of"Saudi Arabia and to Teheran going to the
government of Tran, looking to these governments to ask

them to commit, to guarantee government crude oil to U.S.
refineries or to U.S. potro chemical plants so that they

can make that Investment In the expansion of capacity.

And price >s always a problem because It bears on competition
but today the guaranteed source is a tremendously Important
faftor. T put It to you that Alberta already 1Is beginning
to develop a potro chemical Industry in Alberta on the basis
of the availability of gas which the province can guarantee
because, unlike Iho United State:;, In Canada inter-state
Intoi Zprovine ta] commerce Is not under the Jurisdiction of
the federal government, Alberta has the right to determine
how much shall be exported from that province elsewhere,
which no state In the United fltatea can do. but on tlat
basis, by being able to commit gas and oil |In Alberta for
domestic processing, Is being able to build a potro chemical,
industry in Alberta whceln Onterlo and Qu bee, much closer
to markets, the potro dioinical Industry has always suffered

In the past because they couldn®t compete with low cost
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feed stock:; on the U.S. Gulf Coast. But this is not low

cost oil and gas which Alberta iscommitting. What they

are using as the basis for industrialisation is the commmitted
availability of gas feed stocks.

Louisiana has been offered, as the basis for the
establishment of a large new refinery, a price above the
going price for crude oil if Louisiana would commit 100,000
barrels a day of royalty crude toa refinery.

So | submit to you that yourroyalty oiland gas can be
a tremendously valuable asset for a reasonable program of
industrialisation where that kind of Investment in industrial
capacity depends upon oil or gas feed stocks or upon the
availability — assured availability of energy.

T"m not trying to suggest that Alaska is suddenly going
to become, over night, a second Pittsburg or a second U.S.
Gulf Coast. What T am saying 1is that price apart that the
availability of your royalty oil and gas and the willingness
of the state to commit it in return for Investment in
the state 1is tremendously important.

With respect to the way In which the pipelines transport
royalty oil and gas so that you are able to Insure transportation
services and to Insure offtake at whatever points serve the
major interests of the state, it would seem to me that the
interests of the state .are reasonably well |Insured by the

combination of provisions. In your Right of Way Leasing Act:
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and 4n your Alaska Pipeline Commission, your regulatory act.
But then, T"m not a lawyer and 1 would not look askance

at any attempt by the legislature to try to strengthen those
aspects of your two bills. I would say that insofar as

the industry submits to you that It is already required by
statute or by terms of the lease to do this, then they should
not really object to your going a step further to insure

what you already have the right to do 1is doubly insured.

But then, again, T"m never he”e as a spokesman for the industry.
I could never quite understand why the industry opposed your
regulatory bill, for example. Tt seemed to me, when I saw

the action of this, legislature to the Industry, T would think
that they would look upon your Alaska Pipeline Commission as
their greatest safeguard against the action of the legislature
because your Alaska Pipeline Commission Is constrained to
administrative proceedings, their hearings, every decision

In subject to judicial review — T would think that the

Alaska Pipeline Commission Is a; much a protection for the oil
industry as it s, for the Btate of Alaska but somehow they
didn"t see It that way. Similarly, T would think that in-
sofar ns they submit to you that they are already bound to

do all these things which you may ask them to u;j that they
should not object 1if you are slightly skeptical about the
extent to which vou are bound and you want to strengthen

the legislation, how the only reservation | have In this

Is that you Yon"t go In for an over kill. That la to say
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the only reservation | would have Is where the legislation
may require in advance a level of expenditure in the course
of construction which exceeds by far, by far, the costs
that might have to be incurred if, after construe >n for
example, they wore required by law to make whatever connections
are necessary. Now I"m not suggesting that this 1is the case.
But what I am saying 1is that the only kind of over kill
I could visualize |Is, if out of thu process of strengthening
your legislation and providing certain additional authority
— manditatlng your government to do certain tilings — and
providing authority to your Alaska Pipeline Commission to
submit to Alyeska for example, certain stipulations that
have to be met in the course of construction, T think you
want to have some Hca of what the additional costs of this
may be as compared to making those connections in the future
from time to tim:* and from place to place as they may bo
required Instead of providing In advance for the prospective
connections 1in so many 1instances that perhaps may or may not
be used. T think that |1 would want to be cautious about that
aspect.

Now, on one other aspect of the disposition of royalty
oil and gas, 1 think that certainly It Is incumbent upon
this legislature in developing a policy with respect to
the taking of royalty oil and gas In kind to protect in

every conceivable way what will be the long run interests of



the state. Certainly you want to make sure that all oil and

gas which can be constructively used within the state will be
used within the state rather than exported, which means that

this 1is one of the criteria that you want to set down as the

basis for any sale or disposition of royalty oil or gas.

But one caveat here, and again it goes to the language
of your legislation, what are the criteria of Alaska state
interests in royalty oil and gas? | suggested several of
them as we went down the line: to make sure that vou have
oil and gas available for energy; to make sure that you
have prices for oil and gas in the state which are
commensurate with the well head values of oil and gas and
don"t far exceed these things, so that your prices here are
commensurate with .your own resource cost; that you have
oil and gas available for industrial development — what kind
of industrial development -- there may be a string of
alternatives. With a wide range of criteria there has to
be, 1t seems to mo, some administrative latitude 1in Judging
what disposlton of oil and gas 1is in the best interest of the
state. it's not quite the same thing as an oil lease where
you say, well, this 1is the block, these are the coordinates,
this is the acreage and everybody come in and bid the highest
bonus. I don"t think it always follows that the disposition
of 100,000 barrels a day of state royalty oil to the highest
bidder, with no other terms considered, 1is necessarily 1in
the best interests of the state. I don"t think It necessarily
follows that the 100,000 barrels of oil a day should go to

the highest bidder who commits to refining it In the state is
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in the best interests of the state. I think you may want to
look at what he does with the products that are refined from
it. And you may not always be able, in terms of the economics
of projects, to say that everything which comes out of the
refinery, whether it3 a finished product or whether it"s
potential petro chemical feed stocks or whether it 3% a heavy
fuel oil, must all be consumed in the state of Alaska. |1

think that you must look at all of this. So it difficult

to put it on a purely competitive hid basis. I think you

must provide a certain administrative discretion 1in
determining what is in the state®"s interests. Now this

is a hell of a burden to put on the administrator because

it means that lie"s always going to be second guessed by the
legislature but this 1is true of vli:ually all administrative

=retion. It Jus ; may be that :In " .is particular interest
more dollars and cents will hinge on the decision than Is
normally the case. But | do suggest to you that administrative
discretion T, tremendously Important in affecting what.
In the decision of the legislature itself, are the essential
criteria for what 1is in the best interests of the state of
Alaska.
Mow let me finally turn to the very Interesting discussion

that 1"ve been reading at a distance as to the alternative
routing of the gas pipeline for the disposition of Phudhoe Bay

gas. And here T must give you a specially tentative thought
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at this stage in the game, because, in fact, | haven"t
really been exposed even to all of the information which
is available to your legislature, and, In anticipating
what my conclusion 1is going to be, I think that you have
very,very scant information available to you.

1. From various ooints of view, there 1is very little
question that a trans Alaska gas pipeline is very much in
the Interests, of the State of Alaska. I don"t know whether
you still accept me as an honorary citizen of the state
of Alaska but I have the habit of thinking as an Alaskan
and i1t's not difficult for me to nut them down. First of
all there"s the investment during the construction period
and the employment which takes place — this 1is not Just
the direct employment and the wages but everything else
which comes with i1t -- and the very ol/ious concerns of the
state about what happens after Alyeska is completed and
you have this very peaking of economic activity — well
your gas pipeline gives you a certain ability to continue
this level of related economic activity.

Secondly, hopefully you would get the advantage of
relatively low cost gas for Alaskan consumption. But here
T"ve got to enter a caveat — a warning — You can"t really
be sure that North Slope gas which reaches Fairbanks
or which reaches other parts of Alaska, more populous
centers, via the terminal at Cordova or via taps somewhere

else along the Ilino will, at that time, represent low cost
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energy. Because, for Alaska, what you must compare 1is what
will then be the delivered cost of North Slope gas, against
1. what will be the energy cost of oil which can be used

as an alternative to gas. For example, on a btu basis

153 gas is equal to 90$(IS* per mcf of gas) per barrel

of fuel oil. So if youhave 15% gas that certainly is a
bargain comoared to any present or anticipated future prices
of fuel oil. But if you start.talking about $1 gas, and you
don"t have any consumers in Alaska today that pay 15% for gas,
when you start talking about a $1 gas you"re talking about

a $6 oil. And when you start talking about $1.50 gas you're
talking about $9 oil. So you must not automatically assume
that North Slope gas delivered into consuming centers of
Alaska will automatically be a good energy buy as compared
to the products derived from crude oil.

Secondly, you don®"t know by 1977-8-80 at which time
there would be via trans Alaska route a major flow of North
Slone gas, what the gasavailability may already be in the
south. Because betweennow and then there will presumably
bo extensive exploration elsewhere in Alaska. r go back to
MY old theme that with the resolution of the land claims and
with the opening up of land — resolution of the pipeline
project — we can expect over the years ahead a very
substantial amount of exploration in Alaska, Including the

first federal lease probably next year in the (Julf of Alaska.

Now here you may have proximate source:,; either of oil or of

gas so you must think of what the cost to an Alaskan consumer

may be, particularly in south Alaska, of North Slope gas
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brought down compared to gas that may bo available from
closer :In locations 1in the south.

Then, still on the subject of Alaska state interests
I refer to the availability of gas as the basis for
industrialization. ITf you were to take your royalty gas
12 1/2% of 1.6 billion cubic feet per day, which is the
presumed volume of gas flow if you were taking the maximum
amount of associated gas at 2 million barrels a day
Prudhoe Bay production, and I1"1l have so many questions
about what"s been put before this legislature as the so
called facts, will there be 2 million barrels a day out of
Prudhoe Bay to which you put an 800 gas to oil ratio,
because you may only have about 1.2 million barrels a day
of o:ll production out of that Prudhoe Bay field with
that kind of an associated gas ratio so that you would

have less royalty gas. These are questions which are very

much up 1in the air and I think that you must be very careful

not to take at face value numerical representations
that are made in one instance or the other — but if there
were 1.6 billion cubic feet a day at 12 1/2$ that's

200 million cubic feet a day, that"s well above the total
gas consumption in Alaska today. Now, of course, your

gas consumption will be going up over the interim period

but so will, hopefully, gas production from other sources.
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200 million cubic foot a day of gas for residential/commercial
purposes, and partially committed for industrialization,

could be a hell of an attractive chunk of energy to put on

the market. This goes back to how your oil — vroyalty oil

and gas can be used for industrialization. So, yes the
construction and employment factors, certainly the hypothication
of royalty gas as a basis for industrialization, potentially
low cost gas to consumers with a warning sign against that
because that you would have to judge in the future - one

just doesn ™ know.

The next point: Now we start moving away from the things
that are more obviously in the interest of Alaska and moving
on to some of the more questionable areas. There"s been a
considerable discussion before you in previous hearings that
I"ve had the opportunity to read about the significance of
transportation cost3 to markets, debate over respective
transportation costs, and discussion over what the value
of gas would be in different markets and whether the value
of gas in different markets would matter anyway, or whether
your gas will be so valuable no matter where It goes that
any tax you may put on the gas will be passed on to consumers
in any event and therefore you don"t have to worry about
what route it takes or what the transportation costs are - -

you put your severance tax on the gas and that will be passed

on. That®"s not necessarily true for the royalty value
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incidenfcially, but 1 want to make r.omc comments about that.
At the present time - well, historically the Federal

Power Commission had based the well head price of gas on

an area pricing formula that was related to average finding
and development costs of gas throughout the area plus an
incentive factor. This was the price regulation of the
Federal Power Commission. In effect they were placing a
ceiling on that gas and the reason that they placed the
ceiling on the gas was their concern that at a time when
there was a lot of gas available compared to the demand for
gas, these were in the early days of the expansion of gas
transmission lines and gas consumption, their concern that
there would be a lot of gas available and it should go at

a low price, but that the fact that there were few dominant
producers of gas might lead to a higher than necessary

price at the wel.. head - that was their concern. Mow the
effect of depressing the value of gas at the well head was
to so stimulate consumption of gas because it became a
bargain among all energy prices - to such a low price

that we expanded our consumption of gas at a faster rate
than any other energy source and we are now left with this
huge gap between the amount of gas we would like to use and
the amount of gas we have and we"re faced with this nonsensical
alternative of finding enough gas to bring the supply up to
the demand no matter how much we have to pay. Mo the demand
is there because it was cheap at Tfirst and now, no matter
how much we have to pay to meet that demand - well obviously

the answer Is that the demand has got to come down.
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that"s beginning to happen is by raising the value and

the price of gas which the Federal Power Commission already
has by allowing for new gas, higher than area prices, that

is to say, companies can now negotiate with sellers over

the price of new gas, and unless these are outrageous

prices they will be approved by the Federal Power Commission.
So we have already had the Tfirst unhinging of lower 48

gas prices from what has been area cost - an area cost

basis. We already have prices which are beginning to

reflect better the Vvlue of gas rather than the cost of
finding and producing the gas. Obviously providing incentives
for more and more exploration. Now are gas prices, therefore,
going to be decontrolled? Well, 1 think at the present time
there would be groat concern in the United States among
consumers and among the r representatives 1in Congress that

if there were no control over the price of gas that the

price may go up Tfantastically because of the position of

the dominant buyers 1in the market place. That 1is to say
bidding, competitive bidding up of the price of gas well

above what may be, over the longer run, the cost of finding
and producing it. So that 1 think that there"s a very real
guestion as to whether there will be complete decontrol of gas,
there may be a change in the administrative criteria so that
we get more away from the coot basis and get more on to the

value of gas and incentives for exploration. But, for example,



would It really - as | say | think that there is a good
chance that there will be a change in the nature of FPC
gas pricing policy but 1 would say a very sharp political
debate over decontrol as a whole.
Now if it comes to North Slope gas, would it really
be acceptable to the Federal Power Commission if two
competitive pipeline groups, EIl Paso that wants to build
a trans Alaska line, liquify and export elsewhere by tanker,
Arctic Gas which wants to move by pipeline through Alaska,
through Canada and into the Great Lakes area - would it
really be acceptable that these two groups simply go out
and compete with each other to contract for that gas supply
of Prudhoe Bay? In terms of what is U.S. policy as to how
our limited supplies of gas shall be used in the future and
at what price it shall reach consumers. I submit that the
Federal Power Commission 1is going to be very, very deeply
involved in an evaluation of the alternative routes in two
separate contracts. One, since the alter *.tlvo routes would
move the ga3 to alternative regions of the country what
effect will that have on the over all disposition of gas
within the United States, given the total supply that Is
available and what effect will It have on regional gas costs?
El Paso made a very good point that if their gas moves
to California that West Texas gas which normally would otherw
have to go to California could be backed out and go to the

Great Lakes area. But by the same token if North Slope gas
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goon to the Great Lakes area, West Texas gas which flows through
a variety of pipelines into the Great Lakes area, could also be
diverted through the same or through alternative systems to
different parts of the country. The Federal Power Commission
is going to look at the effect of alternative pipeline routes
upon the total disposition of gas and upon the effect upon
regional costs and prices. And | think that you will find

as a matter of necessity a far more Intensive presentation of
data before the Federal Power Commission Dby anyoody who

wants to build a pipeline to transport North Slope gas than

has been thus far made available to this legislature. [

think that the Federal Power Commission, as T said, 1is going

to exercise an intensive degree of jurisdiction in this matter.
r think you will learn from the hearings but 1 think also

that the State of Alaska is not without reason to lay before
the Federal Power Commission those things which are of
intensive matters of interest. That these shall be relevant
along with all other considerations in a Federal Power
Commission decision. Go that there 1is an area of concern

for your here and 1 think that you must put yourselves 1in

a posture whore you both 1learn from the proceedings and

you become a party of interest to the proceedings so that

what 1is of concern to this state is made available to the

Federal Power Commission.
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going to be asked this question 1 might as well anticipate
it, | think, in my judgment, on the basis of the information
that 1is available to you, I would not feel that an act or

a joint resolution of this legislature in favor of one
particular pipeline is highly merited just on the basis of
what®"s been laid before you. That for you to resolve what
the interests of the state are 1s one thing but to make
the blanket decision like that goes a bit too far and |
think that you would be well advised to wait a bit and both
take advantage of the progressive disclosure of information
as well as the opportunities to make the state interests
heard.

But 1"ve taken more time than | had anticipated and
T think, have said the things that occurred to me as
meaningful 1 really ought to give you a chance to decide
what you®"ro interested 1in and put your questions to mo.

Thank you for your patience.

Rep. McGill called a recess.



45

McGill: If anyone has any questions for Mr. Lipton will

they please just let me know and be recognized.

Sen. Rader: Mr. Lipton, the interests of Alaska and the
alternate gas pipeline routes - « from the testimony we"ve
heard it seems to us that both the contenders will be
presenting their arguments to the Federal Power Commission
starting this summer. They expect the Federal Power
Commission to make a decision within nine months to

eighteen months perhaps, after they present those

arguments. By the timing of that, if they present their
arguments starting in July or June or August, and the state
has no position, perhaps the Federal Power Commission will
have completed its substantial deliberations before the
legislature should get back in session. Which would mean that,
if we took no position at this time that we might be too late
to take a position at a later time, recognizing that we can
be a party and then leave it up to the executive branch of
the government to state a position for the state as we go
along. Is there any alternative to that in your mind? As

I take i1t from what you say based on the information that

we have it would not be fair to go forward. If we wait, we
may have waited too long as a legislature.

Mr. Lipton: Senator Rader, T see no difficulty with the
legislature taking a position on those aspects of the gas
pipeline which are directly and visibly relevant to the state

of Alaska. That 1is, why, with respect to these various points
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that thin would be of importance to the state of Alaska.

But this is a different thing from an enactment by the
legislature which says that the State of Alaska whole heartedly
supports one particular pipeline application. There % a
difference between expressing the interests of the state

— now this can be done through joint resolution. I presume
that in the absence of the legislature in session you have

an executive department which 1is not exactly blind to the
interests of the state and so on. But T just think that

it is a bit previous to go on record without reservation,
saying that, weighing all considerations - and a lot of them
may not be visible to you today - the State of Alaska supports
one particular pipeline application.

Now 1 appreciate the need on the part of one particular
group to want very much the most unequivocal act from this
legislature as a means of persuing its interests. I guess
I read in the testimony that this 1is necessary to get the
concurrence of the Board of D Tectors of the corporation.

Most boards of directors find that the acts of the legislature
of Alaska are anathema to them. It"s nice to know that

one board of directors wants a positive act out of the
legislature of Alaska. But in the light of all of the
uncertainties that arc involved, it is very, very difficult

for me to understand that the El Paso group, for example,

is not prepared to pursue their application without - and

I M not speaking for them - please don"t Interpret - without
this act from the legislature which, even if they have it

the whole thing still falls within the purview of the Federal
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Power Commission and, when it comes down to it, knowing

what the hearings before the Federal Power Commission are,

that this one act of the legislaturewill weigh so heavily

in the balance that it motivates the board of directors

in advance. I can*t speak for them. And if you"re told

that you must accept it. But 1 feel that for you to go -

I"m speaking at too great length - for you to go on record

as to what the interests of the state are, what the interests

of the state are is one thing. For you to go on record

unequivocally, without exposure to all the other pros and

cons as endorsing without reservation one application, 1

think would be moving precipitously.

Sen Rader: You"re not speaking too lengthly as far as I™m

concerned. It seems as though it is difficult for us to

state our interests unless we have some idea of the relative

costs, for example. IfT you did read the testimony it"s

highly disputed as to what the cost would be going one way

or the other. Only thing I guess we can say 1is that Alaska

would like to see It come through Alaska providing the cost

of that method of transportation is not exorbitant as compared

to alternate methods. Can we say any more?

Mr. Lipton: I don"t even think you have to say that. I don"t

think that the question of respective transportation costs
(break 1in tape) does not necessarily mean that you

are saying that you are prejudging everything else including

transportation cost, the effect upon supply balances in

the lower ™8 states and everything else. Somebody else
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will decide that. This 1is your representation to the FPC

or to anybody else who"s concerned with what the interests

of the state of Alaska are.

Sen. Salides: My concern is the binding effects clause,

Mr. Lipton. One of the pieces of legislation in the Senate
now calls for a possible lapsing of the binding effects
clause. I would be interested in knowing whether we should,
for perhaps three years is too short, if it should be a
longer period-of time permitted, or perhaps we should

forget about the binding effects clause all together. That it

is maybe better in than out. Would you give us your comments?

Mr. Lipton: I beg your indulgence. I would like to pass on
that question now for two reasons. One, not being a lawyer
1 may even be Inclined to pass in the future, but 1 haven-"t

had a chance to look at that aspect of it. T only got the
material very recently and I would at least Tike to think
about It. But at this point 1 Just don"t feel that, lawyer
or not a lawyer, I could make an intelligent comment.

Sen. Salides: Thank you very much, sir. T know that, and
I must apologise for having asked, because 1 know that the

material did got to you only this morning as a matter offact.

Mr. Lipton: 1"d really like to read it carefully.
Rep. Parker: T have a question Mr. Lipton on the oil depletion
allowance - the deduction from our state Income tax. And

I can"t quite get it through my head why it strikes you as
a strange place to start in reforming our corporate income

tax laws in Alaska. As you pointed out, e level of profit

and profitability of that industry 1is pretty unique among
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the corporations at work in Alaska and with the background

of what"s happening on the national level as regards the

oil depletion allowance it seems to me that that > a good
place to start here. Why do you find that narrow?

Mr. Lipton: First of all, let me .just say that 1°m not

sure that the oil and gas industries profitability 1in

Alaska over all at this stage in the game 1is in any case
unique unless it is for the fact that they are spending

a hell of a lot more money than they are taking in at the
present time. So that I don"t think that - the uniqueness
will come about when you really start getting major
exploitation of Alaska®s reserves and therefore you basically
have time to look at it. But the reason that | said that |1
thought that it was - that | wondered why this was the place
to start is that there are so many aspects of the transition
from taxable Income at the federal level and taxable Income
at the state level. There are 30 many things - how you

move from a to b that ought to be looked into - that why
seize upon the depletion allowance as just one aspect of it
aP*1 if you do how much doo3 it really mean in terms of current
production? Will it not then be a temptation to forget about
the very basic problem which is to review the whole state
corporate income tax legislation. Why the rush co get to it
now in anticipation? So that what T"m saying Is that it is
difficult for mo to react positively to it at this stage in
the game when you put all of these tilings together. Now |
don*t know if T"m responding directly to your question. I*m

not trying to avoid anything. But the basic tiring is that
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aside from the fact that you may be able to calculate and
even then |1 think It"s very, very difficult - 1 don"t know

if the calculation has been laid before you - what the effect
would be upon corporate income tax payments here 1in Alaska

if you eliminated percentage depletion. Has that been
submitted to you by the Finance Department? Has anybody

made an estimate of that?

Rep. Parker: We have several estimates.

Mr. Lipton: That"s interesting. It"s very, very difficult.
It*s incredibly difficult. How do you Isolate the companies
operating in Alaska and determine really what - you see you
must know two things - you must know what the effective rate
of percentage depletion is that these companies claim on the
federal 1income tax. That"s very difficult to find company

by company -- if not impossible. And secondly what happens
under the allocation process to their taxable 1income at the
federal level by the time It gets translated into taxable
Income at the state level, in view of the allocation process.
That"s why 1 say that this 1is one minor aspect In what ought
to bo the major preoccupation of your legislature over a
reasonable length of time if it"s carefully studied.

Rep. Parker: Mr. Lipton, how do you account for the fact that
- of the federal thrust to change this law now?

Mi*. Lipton: Oh 1 think

Rep. Parker: The point T°m making Mr. Lipton, and my under—
standing of this Is that - not that deep as you“ve probably

caught on. But it seems to mo that if we have a deduction
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which 1is questionable even on the national level and if the "
state 1is as as we are in looking for ways to come
up with new money just to maintain our budget, that this 1is
the natural place for us to start. There is a chance that
this is needed to start with on the national level and, it
seems to me, that if we wait for the federal program to move
we put ourselves in the position of subsidizing the companies
here when we simply can®t even pay our own bills.

Mr. Lipton: First let me say that there"s nothing inthe nature
of your question to suggest that you haven"t exposed yourself
pretty thoroughly to this subject. There are many moves afoot
to change federal legislation. One has to do with foreign
depletion - there"s an obvious reason for that. Why provide
certain tax advantages for people to explore abroad as
compared to in the United States. There®"s a move to eliminate
depletion on domestic exploration on the grounds that it

has not done the job that It was set up to do. In other

words 1t hasn"t provided the incentive to domestic exploration.
And instead of having special tax advantages through domestic
depletion, let"s get rid of it and if necessary let the prices
go up to a level to compensate for what would have been the
savings through percentage depletion. Wo ourselves have very
strongly urged that at the federal level and you might want to
consider this at the state level, that in effect you take
percentage depletion which has not been a powerful tool for
spurring domestic exploration and convert it into earned

depletion. That 1is to say that up to whatever level of

percentage depletion is a statutory level, 22% now or the



industry wants it to go up to a higher percentage, some
legislators 1in Washington want to reduce it - but whatever
the statutory rate of depletion 1is, that that amount of
depletion can be taken only to the extent that the

companies in the taxable year have invested money in
qualified exploration. In other words they®"ve earned the
depletion. Incidently Canada has that law. Canada has

a 33% depletion rate - percentage depletion allowance -

but you get it only if you reinvest in exploration. Now

you may want to consider that here 1in Alaska to the extent
that both taxable Income 1is allocable by formula and
therefore depletion is allocable by formula and that that
depletion will apply only to the extent that it is invested.
I don®*t know. But if you"re arguing about the pros and cons
of the depletion allowance we would have said that depletion
makes more sense if you earn it than if it just goes by the
boards. Now there"s a third proposal before the House
committee in Washington to escalate the percentage depletion
downward as the price of oil goes upward. So there are many
many things and 1 think that the main thrust, of course, has
been against the fact that the depletion allowance has
represented major savings in taxation for the oil Industry
which might not have been so bad i1if a domestic exploration
had taken place. Obviously 1t had not. So there"s a
question as to how effective it is. But |1 certainly don"t

want to make a case for your subsidizing oil companies by
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virtue of foregoing taxation up here. Quito the contrary.
What 1°m saying is that you have the time, in view of the
minimal impact that the elimination of percentage depletion
is likely to have for the next few years, to look very
carefully into your whole state income tax law.

Sen T. Miller: Mr. Lipton, 1 thought your comments regarding
the position of the Province of Alberta were interesting

with reference to i1ts own gas and oil reserves. I think

just a general conceptual question if | may; sir. Do you,

on the national level, given the energy picture in the

United States today, see any pitfalls or danger signs for
Alaska to watch for as an oil producing state as opposed

to those in Congress who represent the oil consuming states,
in terms of, for example, the possible configuration of
whatever development we might try to do with our royalty oil
and royalty gas. Is there a possibility, through possible
mandatory allocations or lids on the amount of money the
state can take from its resource. Are there dangers of

these being imposed by uhe federal Congress in any way or

do you see any problem in that area at all?

Mr. Linton: Senator Miller, I don"t want to forecast what
public policy Is going to be with respect to allocations for
example. But I don"t think that it"s In the nature of our
energy and oil balances over the years ahead that we are going
to have for a long period of time, by which 1 mean into 1977-8
continued allocations. Wo may have but 1 would doubt it very

much . I think that what"s happening today is 1in response to
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the acute supply problem that arose not only over the .lLag
in the domestic availability but also the Arab oil embargo
and a combination of circumstances plus the fact that we
had fantastic increases 1in energy and oil consumption very
rapidly which are bound to be leveling off over the years
ahead. So I don"t think- that, aside from your problem
today about how you fit into the allocations game, | don"t
visualize that you"ll bo faced in 1977-8, when oil and gas
becomes available out of Prudhoe, witn the possibility tnat
the federal government is going to be worrying about your
preempting additional supplies over and beyond what a
national allocation scheme is going to be. But 1 could be

wrong.

Now the other thing, constitutionally there are limitations

on what the state of Alaska can do. For example, you can"t
have differential taxation on gas produced for internal
consumption vs. gas exported. You can®"t interfere with
inter-state commerce. By the same token | don"t believe
that the federal government constitutionally can qualify

or circumscribe what the state does with 1its own resources
so long as its not discriminatory.

Rep. Randolph: Mr. Lipton, 1in light of the energetic
activity of the special session in the area of taxation

ana in light of the very rapidly changing situation and the
fact that we don"t see any great Increase 1in our production

in the next three years, would you give your opinion as to
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whether this is the right time to be considering any
significant new tax measures or maybe we better let
things cool off for a year or two and take a long hard
look at it and then when we do get production on the
line, when it does mean something to U3 in dollars and
cents, be ready to do whatever 1is appropriate then.

Mr. Lipton: Well, from the standpoint of industry
obviously no time is a good time to raise taxes. From
the standpoint of the state®"s revenue needs, almost

any time is a time when you have to consider what you
can get in the form of taxes. But if you"re looking at
tax policy 1 think that 1 would repeat what I1"ve had
occasion to say very often, T think that continuous
amendment of your taxation Is really not to be recommended.

Now the temptation is always to do it because of your

revenue needs and | can again say that that Is a pressing
problem that confronts every legislature - even that in
my own state - but the assumption always that the last

amendment to the tax whether it"s an ad valorem property
tax as you enacted, a special actvalorem property uax

as you enacted in the special session to provide for your
revenue needs which now seems to be insufficient, or the
amendments to the oil severance tax which set up a new
schedule different from the previous schedule or a change
in the taxation on the gas with the idea that somehow you
were coming to a now correct level of taxation - T think

Is a mistake. There are times when the future is more



visible and there are times when 1t is less visible. And
really what you"re doing with your taxation, especially the
severance taxation now, 1is working with a relatively small
volume of state oil and gas production and, as | said in
the case of gas production, half of it is consumed within
the state. I would always urge against tax changes unless
they are Impelled by revenue needs where you®ve carefully
judged all of the alternatives or where they are 1in a sense
induced by major changes in the oil environment which make
it very appropriate. Now, whereas 1 said in the past

in talking about the oil severance taxes and royalties

that anywhere the relation between prices ant. cost is an
Important factor as to the apnropriate .Level of taxation

or royalties. It also follows, that In the last two or
three years we have had a complete change in th< historical
r- latlonshlp between oil and gas values and costs of
production. A complete change. And the old, the magic
royalty number 12 172lil or the old levels of severance taxation
which had obtained In the past arc obviously Ilooked upon by
legislators everywhere as well a. by sheiks and shaws as

no longer appropriate to the changing circumstances because
of the tremendous Increase in the value of energy <hat lias
taken place. But you 1In Alaska, 1 still think, have time
before you must make the next step of decisions excepting

in so far as you must submit yourself to the pressure of

revenues and then you balance very, very carefully all of

the alternatives that are open to you.



Rep. Huber: Mr. Lipton, when you were talking to us about
our income tax structure were you talking strictly from the
present lav/ on the books or were you also referring to
HB 177 which 1 thought may have been called to your
attention.
Mr. Lipton: | was talking entirely about the law that"s
now on the books. HB 177?
Mr. Huber: There®s been a great deal of discussion on this
floor in the past week and I1°d just like to request that
you look it over before you leave town.
Mr. Lipton: I"m sorry, 1 have not had a copy of 177 before.
It"s just been given to me and I will of course look through
it and answer your question at a later time.
Rep. Meekins: Mr. Lipton, on 171 that doesn™"t have anything
to do with oil and gas. It"s the amendment proposed to put
the depletion - totake off tne depletion allowance

state income taxes. You were talking about
Incentives — if you tax oil in the ground then you would
change the time table for some things and I was wondering -
part of the tax schedule on the depletion allowance and
things seems to be giving incentives for different things.
Isn"t the current situation likely to give great incentive
disregarding what the state of Alaska might do - overriding
incentives to explore or not to explore that will maintain

on their own?



Mr. Lipton: I certainly would feel, and this 1is evidenced
by the attitude of virtually all the important oil exploring
and gas exploring companies that there is tremendous
interest in the potential of Alaska. Now look, we"ve had
three unfortunate years during which their interest in a
sense flagged because the land freeze didn"t really permit
the opening up of land and so on. I don"t think you need
incentives for people to come in and explore here. [

think the only thing that you have to be concerned about

is that there isn"t a concatenation of legislation which
kind of subtracts too much from the incentives and even
there you know that®s

Hep. Meekins: This 1is what my question is. Obviously there
is some reason to put a tax on reserves 1in the ground which
may bring you $50 to $100 million dollars a year or something
— it seems like a lot of money - It seems like it would
make a company think about whether they go out and discover
another barrels or something because they wouldn™t
want to have to pay tax on the proven reserves before they
get it out. But then again just like someone el3e said,

you said 1 guess before that tlie reserves are increasing 1in
value and it seems that there are so many other incentives
that they"re willing to spend $5 -$6 billion on the pipeline

that might not be that big of a "disincentive".



Mr. Lipton: They"re willing to spend t% - £6 billion on a
pipeline because they found a Prudhoe Bay. If Prudhoe Bay
had not been discovered You"d find very little interest in
exploration on the North Slope even where the structures
look promising enough for

Rep. Meekins: But they wouldn®"t have to pay a tax on oil
and gas reserves unless they were successful.

Mr. Lipton: Yes, but let me make this point. Well that"s
why 1 said that when it comes to future leasing you can"t
expect to make any appreciable money out of a resources
tax which 1is on the books because people who will be
leaning any kind of land In Alaska will be thinking and
therefore discounting what they would have to pay 1in the
form of resources tax if they were successful. In other
words, what you might make in the future on future resources

taxes you"ll not be making in terms of either a royalty

rate or a bonus or whatever the case may be. Now 1 don-t
want to exaggerate this. This 1is something you can"t
calculate. Furthermore, when we say that any kind of

additional tax legislation tends to effect incentives, what
it moans 1is that it tends to effect incentives at the margin.
Now what 1is the margin? It means that something which a
company might consider but is dubious about they might no
longer consider if the Alaskan environment changes. How

big is the margin? How much exploration would you lose?
That"s very difficult to say and all I can recall is that

wh<n the first proposal for the amendment of your old
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standing severance tax came up which at that time was >W
including the special post-earthquake tax and the conservation
tax and everything else - all that lumped together came to
h% and we were opposed to recommend the substantial increase
in the schedule of severance taxation and the industry
attitude was that this wpuld destroy or affect incentives

and so on. I felt at that time that in theory yes but

as a practical matter it wouldn ™ weigh heavily in the balance.
I don"t think that a resources tax per se may go so far as

to affect it at the margin but the point | made was that it
doesn*t affect curren4 production because it is already
subject to the severance tax. It won"t affect your revenues
from the future even if it has no effect on exploration
because it will have Dbeen discounted. So it"s a revenue
measure directed at Prudhoe Bay. Is this really what you
want to do under the present circumstances in the light of
all of the other alternatives?

Hep. MeeklIns: Another question about the incentives. [

know that it may seem arbitrary to choose the depletion
allowance of all the things that we could have chosen to
start with but the depletion allowance 1is one of the most
widely publicized and 1is something that we can figure out
rather rapidly. And when it was found that the oil companies
only paid :>I>10,000 all 3d companies or whatever they were
this year, that was a kind of selling point or an incentive
to do something. Whether It made any real logical sense

or not, that was not one of the motivations. But you know
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when you consider all of these different things, and | know
some of them but | can"t consider all the things that we
could start with, it makes sense to look at the whole
package and | agree that we should do that and | hope we
will but, lacking that, we do have a chance, because of
amendments or some possibility of taking out the depletion
allowance and just on the logic based on that question
alone, not whether it is the most efficient or the most
effective way.to go about it, whether or not - what Iis
your advice as regards the depletion allowance. And take
into consideration that what other arguments you maintain
on the federal level really don"t have much to do with
Alaska because those 1incentives some or something would
still he in effect. Whatever reason for the depletion
allowance 1 don"t think lias much to do with Alaska. I
you were Just limited to that narrow scope and that
arbitrary decision, then what would you say?

Mr_. r.iptori: Look, for Alaska to eliminate the depletion
allowance and the calculation of Income subject to state
corporate income tax 1is a way of increasing your corporate
income tax take from oil companies. T have no idea - |
wouldn®"t even know - how to go about estimating what

the effect, 1if any would be on your revenues. T would
absolutely be at a loss because you first have to ask of
all the oil companies operating here in Alaska which of
them are going to be subject in any event to state
corporate |Income tax. Your allocation formula in what

mako3 the whole transition. And you“ve got to look at it



company by company and none of us have access to the federal

corporate Income tax returns of Individual companies. The
worst thing I could do is to give you an answer now which
I hope is a responsive answer. I*m making myself sound like

I"m pleading for the oil industry. That"s not my purpose.
But you cannot look at individual figures on federal income

tax paid by a company but you may - used to be you couldn"t

get It because all they show is total income taxes which
included foreign. Now more and more of the financial
statement:, the annual reports, are breaking down to show
federal Income tax paid. When you look at that figure

and you compare that with what they toll their stockholders
their total income :1s and say My God, what a low federal
income tax they paid, you have no way of telling how much
of that had to do with depletion, how much of that is the
foreign tax credit and so on and so forth. There 1is no

way of doing i1t. To translate it into the Impact on the
state would be very, very difficult. I don"t know what
effect this whole thing is going to have and the other
argument, namely that for better or for worse the depletion
allowance had a certain effect upon the income of the oil
industry and <f you eliminate the depletion allowance

other things being equal prices are going to have to go

up at least as a partial offset. Now you may say that the
prices have gone up so much already why do they need an
offset but this becomes a complicated argument. But there"s

no way of offsetting the effect upon corporate Income of
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an increase of the Alaska state income tax. The prices of
their crude oil are not determined nere in Alaska. It is
determined elsewhere. So, to eliminate the depletion

allowance 1is, to put it very simply, an increase in the
Alaska state income tax from oil comoanies operating here

but to an extent that | think Is probably almost Indeterminant.
I don T know.

Rep. Meekins: We do have some "figures. I don"t know if
they"re accurate or not.

Mr. Lipton: I would like somewhere in the course of the next
few days to look at your figures and to be able to discuss

It with your various committees.

Rep. Meekins: Just one more question. Mr. Lipton, when you
talk about allocation formula making a difference between

the translation between the federal tax liability or federal
taxes and state, do you mean allocations between the states
of profits, 1is that what you“re talking about?

Mr. Lipton: Mo. What you do here in Alaska | would suspect
for virtually all the companies you"re dealing with now

is to take the federal income, their income subject to
federal taxation and then you say well how much of that
should be allocated to Alaska by virtue of their operations
in Alaska and you have a formula which is based upon the
proportion of the.lr value of assets in Alaska, their total
assets, the proportion of sales and expenses. And from that
formula you Impute the Income which is presumed to have

originated in Alaska and which 1is, therefore, subject to

Alaskan taxation. J think tills is an Imprecise and a poor



tool on which to base your state corporate income tax when
you"re talking about the oil and gas ooerations 1in Alaska
over future years.

Sen. Hensley: Mr. Lipton, 1 have a question on petroleum
reserve No. 4. Our two senators have split on the 1issue

of Pet 4, whether or not to support the development of the
transfer of the control of Pet 4 from the Navy to the
Interior Department and whether to develop the reserves.

I"m not sure if you"re advising either or both of our
senators but they did - Senator Stevens was concerned about
the effect of the development of Pet 4 on Alaska state lands
near Pet 4 but Senator Gravel wanted to see the transfer

to the Lnterior Department under the terms of the mineral
leasing act and I"m not sure what your thinking is or if

you have an opinion on that subject but it seems to mo that
It is a subject that could have some effect on Alaska.

Mr. Lipton: Senator Hensley, I1°ve always had certain
difficulty in understanding the national security that

Is served by the establishment of Pet 4 as a Naval Petroleum
reserve. In principle, if tho United States runs out of

oil elsewhere we will some day in the future develop Pet 4
which moan3 drill the wells and put In the pipeline or

maybe if we wait long enough Alyeska will be available
because Prudhoe Bay will have been exhausted. But as a
strategic reserve against emergency it really Isn*t worth

a hoot in hell because when the Navy runs short of oil

they can"t got a barrel of oil out of Pot 4. It s a kind



of a stagnant concent. - So I have a personal feeling that
the national security has to be served through a whole
wide range of measures over and above maintaining that
reserve 1in its pristine unviolated state. Now, obviously
if there were to be development and exploitation at

Pet 4 this would have an effect upon the leasing of state
lands around it but I°m not so sure that it would be a
negative effect. It may very well, by the stimulation

of activity provide a spur to the leasing of proximate
state lands because obviously if you are going to develop
major reserves there there®"s going to be a second pipeline
out of the North Slope.

Sen. Hensley: You feel then that, from the standpoint of
energy demand, that there would have to be a substantially
greater demand for additional crude within the country before
we could get some action on the retention of this reserve
by the Navy. It seems to me that we"re In an era of
aircraft rather than seagoing ships.

Mr. Lipton: There®s a - the issue of our petroleum reserves
is not only a matter of national security, it also involves
a very,very sharp conflict in our national legislature over
who would develop It and the possible windfall gains to the
oil industry which has just experienced the most fantastic
increases in profitability if this were to be opened up so

it's a very, veily hot political potato for a lot of different
reasons. I have no idea how the debate would go and when

you get such a division of opinion for so many different
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reasons my lInstinct; tells me that there won"t bo any action
on it because it takes a positive effort to change what has
been public policy.

Rep. link: j have a couple questions, Mr. Lipton. Are you
fairly well acquainted with this multi state compact for
taxing - the multi state compact on taxing between the
states. Well it just has to do with apportionment of

income and expenses and the current litigation and whether

or not it is a valid la:;. It seems to mo that 1in many

cases the State of Alaska income tax law might be changed
depending on the outcome of this litigation - whether or

not it will hold up - and whether or not we should go our
ov/n route or should accept

It seems to me that we"re a couple years away from that being
resolved.

Mr. Lipton: Mr. Fink, Just give mo a moment will you please.
The practice by the State of allocation 1is not a universal
practice. The last count which our staff made suggests

that there are ill states that have some form of corporate

net income tax and despite all my vehement protestations

my own state 1is not one among them. But there are Jl states
that have corporate state income taxes and there are 241

that use not Income as defined from the federal Income lax
as a base. There are states which in effect have corporate
income tax laws where there 1is within those states a
separate identification of Income within the state which

puts it within the reach of the state taxing powers so it

does not have to be made by the allocation method.
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Keo. Fink: Well a year or two ago we passed a law becoming
part of this multi state compact and | know that that law
is going to be contested and it seem3 to me that whether
or not we wish to continue the multi state compact route
or go the other route - if the law is thrown out
obviously we don"t want to go that way. The other one --
T wanted to see to what extent you can give us the advice
of your firm as to what might happen in the next couple
years and if you could touch on the things that would
effect Alaska directly and the United States in general.
That last piece that you put out with regard to what would
happen to the economics of the world based upon the cost
ofi oil seemed to paint a very, very dire picture as to

what was going to happen which obviously tells us that it
is based upon if there 1is no change. One of the things
1"d like for you to comment on if you would is do you
anticipate that, for example, the oil embargo will be
lifted. Do you anticipate that there will be a roll back
in world prices or do you anticipate that there probably
will not bo. You mentioned that coal would be a very
Important factor In the United States and yet It appears
that we have several problems today and that would be

the various laws, against strip mining and the difficulties
of the clean air act. Just yesterday in the paper there
was an article where Secretary Morton appeared before the
Senate committee and I know Senator Stevens asked him the

guestion in regard to some of the problems we have in
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Alaska, for example, Corps of Engineers impact statements
on drilling off shore, and Morton seems to indicate that
the administration is trying to re-evaluate this whole
picture and we"ve also heard the same from the President
that he 1is going to do some re-evaluation of some of the
federal policies and | presume it has to regard the two
items of energy and environment. I know there aren"t

any absolute answers but your firm is quoted in the national
papers all the time and 1 assume that you®re a lot more up
on this than we are. Can you Just give us some Kkind of a
picture? some alternatives or something?

Mr. Lipton: Mr. Fink, the memorandum that you refer to
which was called "Implications of Exploiding Oil Costs,”
has gotten a tremendous amount of publicity because, not;
through our efforts, but through some recipient, it got
into the public domain and its now become an official
document of the congressional committee so it will be
published and is in the public domain -- this has been
followed, and you will get it shortly, try a memorandum
which we call "The Implications of Austerity in World Oil."
Mow basically what T was saying about the two possibilities
of 3low down in energy consumption vs. enforced austerity
in world oil and what the effects would be are based upon
the thinking that our firm had developed since January 1in
response to this terrific turn around In the circumstances

of world oil. Now you ask, what are the chances of a

roll back? First of all let mo say that the fantastically
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high prices which resulted fron competitive bidding on a
relatively small volume of government oil that went as high
as $17 a barrel for some Ilranian oil and $20 a barrel for
Nigerian oil have already begun to recede. This is the
result of two things - well, it"s really the result of
th-"ce tilings: First of all, there has been a slow down

in reaction to the shortage of oil and fantastically high
prices in oil consumption all over the world. There 3

been tremendous economies In the consumption of oil including
in the United States. Secondly, production has been
increasing over these last six months. That Is to say,
production from areas outside of the Arab countries, through
the natural expansion and the Arab countries themselves
with oho exception of the embargo have restored a major

part of their cutbacks so that when consumption 3lows down
and production begins to increase the shortfall is loss

and therefore the competitive pressure to buy oil at any
price is even less. On top of that American companies had
under our own pricing policv boon 1inspired to go out and buy
on foreign markets as much oil as they could get to fill
their refinery needs because they were permitted to pass on
In the United States in their product prices, the full cost
of their purchased foreign crude so In a sense we 1inspired
American companies, not so much the major Internationals but
other refiners, to go out and bid competitively for that oil

and bid against the Japanese and the Germans. Now recently



we have a new crude oil allocation policy and the crude
oil allocation policy says that any refiner who has a
surplus of crude compared to the national average must
sell some of that crude to those refiners who have a
shortfall of crude compared to the national average and
must sell it at a price equal to the average price of

the crude invoiced in. Complications aside, what it means
is that if you buy a hell of a lot of foreign crude at

a fantastically high price and then bring it into the
United .States and have to re-sell it to somebody else at
a lower price then you certainly don*t want to go out and
bid for that foreign crude. It goes even beyond that.

A  lot of the major oil companies are finding that they
arc better off using foreign crude in foreign refineries
rather than importing them into the United States if

they become so called surplus refiners. So putting it
all together we"ve had a very considerable deflation of
foreign oil prices but only around the edges. The main
stream of foreign crude still runs that®"s out. of the Middle
East and very much higher out of Africa and now
Venezuela. So the real question is not whether around
the margins, around the edges, the prices come down

but whether the prices for the mainstream will be rolled
back from the present level. Now, the hopeful sign there
is that Yamani (sp?) who"s theMinister of Mines pOr
Saudi Arabia has indicated that he feels that the price

is too high and that he®s pr?pared in a sense to roll it



back and if ne"s prepared bo in a sense increase Saudi
Arabia production he can really force the roll back
on everybody else too even though Iran and Libya and

Algeria say hell no, today ® prices are too low, not too

high. Because the capacity of Saudi Arabia to expand
is very great. But 1 think that there will be some
roll back. How appreciable it is, I don"t know. The

real question is if it"s roll back far enough or at

least accompanied by deferred payments to this austerity
in world oil doesn"t have to come about and we don"t have
this kind of a crunch.

Mow as to the questions you raised about coal. It"s
certainly true that there are near term limitations on our
ability to exploit our vast coal reserves. First of all
because of the sulfur restrictions on the burning of
high sulfur coal and strip mining restrictions on our access
to the low sulfur coal — most of which is 11 the west
and it"s close to the surface and could be strip mined.

The federal government 1in its Operation Independence
talking about really very very substantial 1increases 1in

coal production over the next five to six years. \We
ourselves 1in our own projections are rather more conservative.
We think that the pace at which there will be either
Investment to meet reasonable sulfur restrictions or

the pace at which the federal government will, agree to the

strip mining of federal coal lands in the light of all of



the environmental problems - that It will be a moderate
rate at which it takes place. It will not be a crash
program. But we still see very substantial increases 1in
coal either to be directly burned or by 1980 at 1east the
beginnings of gasification of coal. But certainly we are
not going to meet all our energy problems within five

years by the exploitation of coal reserves that are so

great that if we had time we could do so. The big increases
in coal production will come in the 1980'5 not in the 1970'3
because of these very environmental problems that you raise
which is why 1 think that we will not achieve self sufficiency
in energy in the 1970°s. Hopefully we will mitigate our
dependence upon Middle East oil but we will need a relatively
high price level for energy in the United States 1in order to
achieve that. And appropros of your ga3 problems it also
means that 1if we"re going to ha.e a relatively high price
level for all energy that gas which had been sold at a
discount from oi] for example will have to be sold at a
premium above oil. The shortage of gas means that it

will be used in those end uses where it is most valuable

not whore It is least valuable, which means residential

and commercial uses rather than being burned on the boiler.
If you think about it thex® - we are talking about the
possible movement of 1.6 billion cubic feet a day of*

North Slope gas to the United States. By 1980 if mackenzie
Delta comes to fruition and if the arctic islands really

turn up sufficient gas reserves we might be importing



maybe 1 billion cubic feet a day of additional gas from
Canada because under those conditions they would be
surplus. So we"re talking about 1.6 or 1.1] billion cubic
feet a day out of the North Slope and out of the Canadian
arctic maybe . . . we"re burning more than 10 bittion
cubic feet a day of gas a day under the boilers on the
U.S. Gulf Coast. How much reserves would we have to find
in order to be able to create a capacity to produce 10
billion cubic feet a day of gas. Mow obviously if you
look five, six, seven years ahead we are not going to be
using gas in the same pattern as we are today which is one
of the things the Federal Power Commission 1is going to be
most concerned about when they look at the dispositon of
North Slope gas among regions and the patterns of oil

and gas consumption by end uses in these various regions.
But gas is going to sell at a premium -- if you're talking
about oil, say $7 U.S. oil being the numerare for energy
in the United States then gas is going to sell at a
premium not at a discount below.

Hep. Fink: Can 1 assume that you do not anticipate any
kind of severe economic situation to cause any of these
lav/s to be changed so that coal could be used

Mr. Lipton: No. I do think that just a; liie pendulum has
In past years swung very sharply in the direction of maximum
environmental protection - whatever the cost - the tightness
of energy and its effect upon our environment 1is going to

cause a rethinking of how we make our trade offs. I think

there®ll be some relaxation in our general approach to
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environmental - but 1 hope not too much. I"m a strong
environmentalist. But I think it"s in the cards.

Rep. Warwick: Mr. Lipton, we"ve set up a computer model

on which we®"ve put our revenue projections and budgetary
projections on and we®ve pumped into that various
assumptions. How the most likely assumptions have projected
about a $200 mitlion deficit shortly before the Alyeska line
comes on stream so we"re in a position now of trying to
determine what to do about that deficit. Either we
substantially cut back spending which would be rather
difficult realistically or we initiate some plan to

raise a substantial sum of money, $200 million, and it seems
to me that there®s probably only two ways to do that.

One would be to have another lease sale, a sizeable one,

or maybe we could sell some of our future royalties -
interests 1In the North Slope. Do you have any comments

on the desirability of either of these? | should say, the
preferability of one over the other.

Mr. Lipton: Mr. Warwick, this 1is a very difficult question
for me to answer because every time | have been up here

the same set of circumstances really confronts the legislature
and the matter of meeting projected budgetary deficit was

a factor In the amendment of your severance tax - which then
when you put 1in your cents per barrel floor under it -- and
this was certainly a factor in your ad valorem pipeline tax

and so on — so it"s very difficult for me to know how
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the State of Alaska goes about from year to year meeting
through current legislation what are anticipated budgetary
deficits in the future. When 1t comes to leasing, that
means leasing 1in 16 or 71 or so how do you forecast what
kind of income will come from the leases? I think 1

saw somewhere a projection that maybe $800 million

could be raised through progressive leasing of state lines --
state lands. Now 1 don"t know whether that projection is
on the basis of the September 69 1ease sale on the North
Slope or whether it was on a projection of the first, second
or third lease sales on the North Slope which turned up
nothing on that order of magnitude. Tt"s difficult to
project what you"re going to get out of lease sales.

You stop and think about It. In September 1969 when you
raised this fantastic money for the state out of lease
sales I1°1l wager that there®s not a company that provided
you with that bonus money but that regrets it tremendously
today 1in terms of what they proved up on the acreage they
bought for those bonuses. The big oil finds have been on
leases that were from the early North Slope lease sales
where you got $160 an acre for your land. Now, are you
going to get a lot of money out of lease sales proximate
to Prudhoe Bay or other stuff on the North Slope which 1is
available to you - it"s very difficult to project.

The big revenue for the state coines from success not from

the Ileasing, of wild cat lands. It"s the success that
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one 1inspires other people to come in near by and pay big
bonur.es and two that gives you royalty and severance tax
income in the future. So I would just caution you as to

how much money you could expect realistically to raise on
future lease sales but then T ™ sure you"re asking the

same question of Mr. Herbert and Mr.Berrill and | don*"t
want to say anything which contradicts their estimates.
They®re much closer to it than I am. All 1 can say is that
if you"re looking at a projected deficit, then from my
standpoint - 1 really have no answer except to say that
insofar as It Involves any form of taxation involving the
oil Industry which is what you bring me up here to talk about
what T urge Is that you look very carefully on all the
alternatives and measure the necessity as against all of

the alternatives and beyond that T really can"t be more
respons Sve.

Rep. Warwick: What about timing. Do you think the timing--
say this current _year would be right for a lease sale -

one which w, could expect to raise a substantial sum of money
from.

Mr. Lipton: Well It depends upon what land you put up. If
you look around the state - the state has not really made
its selection of the bulk of the federal land to which it

is entitled under, the Statehood Act. That has to wait upon
the native claims selection. What 1is remaining In state hand:
for leasing? Around Cook Inlet there is disputed area with
the federal government. On the North Slope you still, have

some local federal lands. They may be very attractive
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especially 1if they are gas prone areas. I " not a geologist.
I really can"t answer that.

But the timing. There®s nothing wrong with the timing.
The question 1iswhat"s available for leasing. I would say
that if it"s- the further north it is the more it depends
upon Alyeska ora gas pipeline decision, the later you
lease the more bonuses you would get out of .it. Because
otherwise companies are faced with paying dead rents and
maybe even a resource tax for a considerable period of time
so they may not be too inclined. But if it"s elsewhere
where it doesn*~" depend upon the pipeline from the North
Slope | would say that there probably 1is no better time.
There®s nothing wrong with the timing.
Rep. Warwick: In directing your attention to the depletion
allowance and your resource tax which would be an oil and
gas tax in place, 1 was underl the impression that you
felt that 1f we enacted either of these measures it could
have a serious impact on anyfuture lease sales - maybe
even as much to offset the additional revenues that we
would gain by initiating these taxes. Did I read you right?
Mr. Lipton: No. I don*t think I said it and if I said it
that"s not what 1 meant. For example the resources tax.
I"in not really Implying that you wi Il lose in the future
sources of state Income that will more than offset what
you can gain in the interim as a resource tax. That"s not
what T°m saying. What 1 saidwas that the only practicable

effect of the resource tax isthe revenues that you will

get fr~m the Prudhoe Bay reserves 1In tills interim period.



That is to say, it"s specifically pointed at them because
if a tax stays on the books beyond [7-718 and therefore
becomes applicable to the reserves of different oil fields
that are found subsequently - that so long as it is on
the books any company which is bidding on future lease
sales will take that into account. I did not say that

you would lose more in the future than you®"re taking in

in the present. Nor did I mean to imply that if you

eliminate the depletion ailowance as- the percentage
depletion allowance - as an item inyour state corporate
income tax - that this would so inhibit exploration that

in effect it would cost you more than you would take in.

My real speculation is how much you®"ll ever take 1in on it,
and whether this becomes the last step in the amendment to
the state Income tax law which T think ought to be looked

at as a whole rather than as a part.

Mr. Warwick: What about selling an Interest in our future
royalties? Do you see any disadvantages to the state

in using that as a method of raising a substantial sum of
money for a short period of time.

Mr. Lipton: Mr. Warwick, 1 don"t quiteknow what that means.
IT you"re talking about selling future royalties what you“re
really saying is that the state 1is going to borrow money
from security future royalties. The state can borrow money

a thousand different ways and if it wants to borrow money



79

see | M not even familiar with your cons itutional pro s--- ;-
here so you“re asking me to talk in different areas. I

want to address myself to the one part where 1 think 1 may
have a certain exposure and competence, not to all parts.

The state borrows money and obviously wants to borrow at

the lowest rate of interest. There are a lot of ways of
doing this. Mow I don"t know what effect the hypothication
of future royalties would have on the interest rate that

you have to pay. I don"t think at the present time that
Alaska®s state credit 1is that bad that in a sense if you

go into the money market, the capital markets to borrow
money to the extent that your constitution permits you to do
it. In a sense, selling future royalties is almost like

a tax anticipation certificate. Instead of being in
anticipation of the tax*, s it is in anticipation of royalties.
Maybe you can do as well by a tax anticipation certificate

if you are allowed to do that over more than one budgetary
year, | don"t know whether or not you“re allowed to do it.
But I don"t know really that there is any such thing as selling
the royalty unless you want to sell not specific royalties
but it®™ you want to hypothlcate to a speculator an undivided
interest 1in some pc "on of the state royalty 1"m sure you
can do that but T°m also sure that if that"s what you“re
proposing a. consultant to the state legislature 1 am dead
set against It. f would not want you to hypothlcate -- if
you have a 12 1/2¢ royalty, say to somebody that for a given

sum of money I1"11 give you 2% of it. You don"t know what
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that"s Going to coot. You know how much you®re go®

receive 1in payment but you have no idea of what it will
cost you in revenue 1in the future in view of the uncertainty
of future oil prices. You may be giving away the birth
right of the state by doing that.

Rep. Warwick: One other question relating to the legisla
advocating say a trans Alaska gas line as opposed to a tra
Canada line. El Paso has indicated that it wants Alaska’'s
unequivocal support of this line before they invest another
I think around $20 million into engineering design and
other related items. Why do you think that they would want
Alaska®s unequivocal support?

Mr. Lipton: Well if I were contemplating that kind of an
expenditure T sure as hell would want it too. And I think
Arctic Gas, iIf they sensed the tone of this legislature and
they thought they had any chance of getting i.t they would
ask you for it too.

Rep. Warwick: How does it benefit them?

Mr. Lipton: Wellr think it"s one more item that they can
throw on the table when they make their submissions to the
Federal Power Commission. Incidentally, 1 might mention that
the first submission on a gas pipeline will be made not

to the Federal Power Commission, it will bo made to the
Canadian National-Energy Hoard by the Arctic Gas group
probably this month. This 1is in connection with the

gas pipeline dov/n from Mackenzie. Now they of course

are going to have to say an awfullot of things about

Alaskan gas and |If they had the resolution of the Alaska



State Legislature that it was in the interests of Alaska

to have the gas line go through Canada and tie in with
Mackenzie Delta, boy they would be down here urging

you to pass that resolution so that they could lay it

before the National Energy Board. But | think that they

are intelligent enough to know that they couldn"t get

tint kind of a resolution from you. ElI Paso hopes that

they can get that kind of a resolution from you in their
behalf. It"s a value to them in their representations

and submission to the 1&deral Power Commission.

Rep. Warwick: I think most of here have coine to a preliminary
conclusion at least that - or I should say on face value
that the traris Alaska line appears to be much more attractive
than a trans Canada line. What would you suggest that wo do?
A gas resolution qualifying

Mr. Lipton: I hope that there";: nothing 1"ve said which
Implies that we think that the EI Paso trans Alaska gas

line ought not to be supported. V/hat T"m saying is that

L don"t think that there®s enough evidence available to

you on balance as to all of the Implications of it,

including incidentally the relations between the United

States and Canada and so on. Maybe 1later on before the
committees we can talk about all of the Canadian Implications
and whether or not Canada is a sec irlty risk compared to
other sources of gas. All i said was that 1 don @™ think at
this stage of the pipeline development activity that the

legislature of Alaska should commit Itself without equivocation
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to complete support to one project or the other. It3s
perfectly permissible for you and I think it may be of
value in saying that from the standpoint of the interests
of Alaska this is what a trans Alaska pipeline would mean
to us. That part of it is all right. You“re talking to
the specifics of Alaska®"s interest in that kind of a
pipeline but you®re not-saying, and 1 think it would be
very prcsumptious, and you may want to recant it later on

T don®"t know, I"m not saying that you will, but 1 think
there 1is not enough evidence laid before this legislature
by either of the pipeline groups to be able to make a
Judgment that, aside from the obvious interests of Alaska,
that the total balance of consideration says that Alaska
should support one pipeline as compared to the other
wholeheartedly. Let"s wait and see how much more 1is
thrown on the table before you make that final commitment.
But there®s nothing wrong with saying that as of today

In terms of construction and employment, 1in terms of the
possible use within the State of Alaska of royalty gas,
possibly, but 1 have qualifications on that, the low

cost gas that would bo available- iri the state for all of
these reasons Alaska feels that there Is a case to he made
for a trans Alaska is pipeline. Rut that 3 not the same
tiring as saying that w.j have weighed everything -- because
what you have laid before you T submit Is less than the
whole that will come out in due course. (live yourself every

opportunity to listen to it. I think you lose nothing by it.
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Hop. Warwick: As far as the FPC 1is concerned there ™
sense of urgency on the part of the state to pass a
resolution unequivocally endorsing a trans Alaska line?
Mr. Lipton: I don"t think so. The question Is whether
it is absolutely necessary to El Paco and 1 can®"t speak
for that. But 1 would hate to think that a $3 1/2 billioi
investment In a gas pipeline, in liquifaction facilities,
in liquified natural gas tankers, and in gasification
plants 1in California - all of this hinges on whether or
not this legislature passes a resolution of unequivocal
support. If that"s the case rwonder really about the
project. T Just can"t believe that anything of that
enormity depends upon whether or not you give unequivocal
support. And again lot mo hasten to say that 1°m not being
negative. What 1 ™ saying 1is, give yourselves time to

see all of the evidence.

Rep. Warwick: I seem to recall, probably three years ago,
when, well four years ago now, when 1 first came to the
legislature, that you and Mr. Levy indicated that -- we
wore talking about a trans Alaska gas. pipeline at the time.*~
you seemed to indicate that at the time you thought the
economics of It precluded it. Do you still feel that way

or do you have any comments.
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Mr. Lipton: I don"t recall to what extent we spoke to that
point but if we did we did it on the basis of what are
normally the transportation costs involving moving gas

over water and so on but 1 don"t think that we wanted to

be definitive about the whole thing.Look, if two or
three years ago we were unable to estimate - we, the
world, 1including the members of .yeska, were unable to

estimate within 150% what the cost of an oil pipeline was
going to be, how closely do you think that at this stage

in the game anybody can estimate what the cost of an

121 Paso or a gas Arctic project are.Do you remember what
the first figures were on the cost of the Alycska gas
pipeline? moving 200 million barrels a day? and what

they are today? Now if - and incidentally””™ didn"t
Involve the added complications of the tanker:- which
ncidentallyare presumed to be later to what we have and
which involve contracting for their construction --

HI Paso has some experience in the run up, unexpected run up
of costs involving the transportation of liquified natural
gas from another source of supply. Tn view of all of these
to talk today on the basis of representations that are made
to the legislature that this transportation cost 1is better
than the other transportation cost within 5 and 1 0 per

mcf, | would rather wait and see on that as to what Kkind

of evidence 1is laid down before the Federal Power Commission,

where incidentally there will Dbe interveners 1in the
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right of a very careful look at everything which 1is submitted.
McGill: IT there are no more questions, thank you Mr.

Lipton. Meeting is adjourned.
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e "™™Mr- Lipton * -

1"11 try to get my Introductory remarks to the point
of the issues which you are considering here with respect
to the legislation submitted by the Governor. First of
all it is very obvious that there 1is considerable urgency
in getting on with the construction of the pipeline. This
is clearly evidenced by Congressional action to authorize
construction. And | think the action by Congress implies
not only an appreciation of the hightened concern by the
nation as a whole for the potential contribution of North
Slope oil to the nation®s precarious balance in essential
energy supplies, but also a feeling that it is imperative
at this stage to avoid further unecessary delays on account
of litigation in the courts. And 1 think that the same
spirit, the desire to avoid unecessary delays, is reflected
in the negotiations between the Governor and the companies.
There is no doubt but that the State and the companies have

a very common interest at least in getting on with the Job.



You must independently review the proposed legislation
in the i1ight of the many 1issues involved so inmy 1intro=
ductory remarks |1 would like to address myselfto the
question - what have been the major concerns which have
impelled past legislation, to what extent are these concerns
still relevant to the State of Alaska, and to what extent
do the proposed changes in the legislation adequately take
care of the concerns of the State and to what extent may
you want to consider variations, deviations, or at least
review what 1is being proposed;

The Tfirst thing that 1 would like to stress is the
public interest that 1is inevitably and irrevocably involved
in the pipeline; This 1is a circumstance which is unique to
Alaska, it is of tremendous importance to Alaska and it
Just does not obtain elsewhere. This is one of the reasons
why in your legislation you must be circumspect to a degree
that perhaps other states need not be; The contrast between
the pipeline that 1is proposed to be buiit along a corridor
from the North siope to Vaidez contrasts with any other
transportation circumstances in the lower Aé states; ?here
was never a time when it was not possibie, quickly and
expeditiouslyj for any crude oil producer having a signifi—
cant fiow of crude oil without access to pipeline capacity
to undertake to build a hew pipeline; Or for any refinery

without access to pipeline that would bring crude oil to



his refinery not to undertake the construction of a pipeline.
There 1is today for example a very Berious shortage of
pipeline capacity into the Midwest area. CAP 1line, which
until Alyeska was the largest undivided interest crude oil
pipeline in the United States is expanding its capacity
under different investments by the various companies
participating. Its not a proportional expansion of
capacity but to reflect their several needs. There are
refineries located in the mid-continent area of the United
States that have historically drawn their crude supplies
from Oklahoma and Kansas where crude production is going
down that are prepared to build their own pipeline from
the U.S. Qulf area into the mid-continent area. There was
a new fairly large capacity pipeline Just completed to
carry products from the gulf coast area to new consumer
markets in the mid-west. So that although Individual
pipelines have, in a sense, a monopoly over their own
rights-of-way and are regulated, the circumstances of
investment construction in the lower 48 make it possible
for competing or alternative forms of transportation to be
provided. This is simply not the case with respect to the
crude oil resources of the North Slope and the access to
export markets 1in southern Alaska. That pipeline corridor

will convey to whatever company builds that pipeline an



an irrevocable right for the transportation of crude oil.
The state has tremendous interest in this pipeline. It
has interest in seeing that the facilities are operated

in the most economical, efficient fashion. That the
facilities, whatever their capacity, may 1in due course

be expanded to meet the needs eitner of incoming production
or facilities provided to expand the delivery of crude oil,
for example, to intermediate points within the State, sucn
as Fairbanks. My point simply 1is.that company interests
may not always correspond in toto, or at a moment 1in time
to the concerns that are of primary interest to the State.

I had the privelege of listening to Mr. Spahr®s
testimony before this Committee yesterday afternoon and |1
was quite impressed with his very careful and precise
statement of how a company balances all of its investment
decisions against their many alternatives, which means in
effect that the economic interests of the State, from time
to time and in various respects may not coincide with the
inclinations of the individual companies who are participants
in the pipeline.

There 1is no way in which the State, through its regula—
tory machinery, can 1impose arbitrary or capricious demands
upon the pipeline, either to deny them the right to do things
or to compel them to do things, because the pipleline always
has recourse to the state courts, under the due process of

law, against capricious, arbitrary or confiscatory demands



made by a regulatory authority. There Is likely to be a
wide range of business transacted by that pipeline which
involves intra-state commerce and which involves State
interest in the totality of its commerce. And, to the
extent that the State has an interest and can exercise
Jurisdiction, it would seem to us that the legislation
enacted by this legislature should claim for the State
such Jurisdiction, subject both to the prior Jurisdiction
that the I1CC may have, and subject also to court review m
of how the State exercises such Jurisdiction as 1is
available to it. But, | would not think that the claim

by the State, in its legislation, to exercise regulatory
Jurisdiction, should be such a disabling factor that in
advance they would say that we will not submit to the
legislative exercise of this power and go ahead with the
construction of our pipeline unless it has been previously
reviewed in the courts. The exercise of the State regula—
tory authority is always available to them subject to
Judicial review. I would not think that this one, among
the many issues would be the one that would be such a
stickler that it would involve prior litigation and unecessary
delays on the subject of the construction of the pipeline.
This bears upon aspects both In the proposed amendments to
the Pipeline Commission Act and certain proposed amendments

in the Right-0f-Way Act.



The second overwhelming interest of the State | think
is in the tariff which the pipeline will eventually
establish.

The estimated costs of the pipeline goes up by leaps
and bounds. The figure that is now being used in the range
of 4 - 4 1/2 billion dollars which makes it both an
incredible industrial undertaking and private investment.
But it ought to be seen in context. There has been over
the past three years, according to estimates, an increase *©
of 3 billion dollars in the construction costs of the
pipeline. On the other hand, the increase in wellhead
values 1in Alaska, as measured only by the Increase in
postings already put into effect in California, are on the
order cf 60<t a barrel, and 6xfc a barrel on 10 billion
barrels of recoverable oil, means at least that the capital
assets which underlie all of the incentives to construct
this pipeline have gone up by about 6 billion dollars in
the same period of time. Insofar as the economics of the
pipeline are irrevocably tied in with the economics of crude
oil production, the increase in the construction costs of
the pipeline, occasioned by inflation, environmental
considerations, regulation, etc. are not disproportionate
to the tremendous increases in the value of Alaskan oil,
which have already obtained by virtue of the run up 1in
energy prices and crude oil values 1in California, and also

with respect to foreign oil at the price which it can be



brought into the United States.

These higher wellhead values, reflecting world oil prices,
are no reason for the legislature to have less concern than
before about the relationship between a pipeline tariff and a
wellhead price at which their severance tax and royalties
are assessed. The mere fact that the oil is worth more 1is no
reason for you not to insist that the maximum worth accrues
to the State, and that it not be unecessarily depressed,
even if its depressed from an unexpectedly high level by
virtue of the tariff which is established on the pipeline.

It is not the issue that one questions the good will or
the economics of the company. The real question has to do
with how the State, given its economic interest, exercises
its responsible legislative authority to protect the interests
of the State in the event that company interests, for one
reason or another, are found in such a way that the State
feels its own interests are being bypassed. It is for that
reason that we have felt very strongly that the State should
be looking at a package of legislative means that not
necessarily by themselves but together, would always conduce
to the most favorable tariff, in light of the States economic
interest.

One of the specific issues involved 1is one that came to
the fore in the Right-0f-Way Leasing Act of 1972 was the
percentage lease rental and the many provisions associated

with 1it. IfT you recall our testimony last year, this was



one area in which we had certain reservations. It certainly
was, to our mind, an imaginative approach on the part of the
State, since the main intent and purpose of the percentage
lease rental formula was not to raise revenue for the State.
Quite the contrary, the intent and purpose was to hold out
an alternative of pains or rewards to the pipeline partici—
pating companies. Pains in the form of a very high lease
rental if they set too high a tariff, and rewards in the
form of an appreciably lower lease rental if they set the
lower tariff. We had however, considerable uncertainty as
to what the company response would be to it. It was then
very, very difficult and it remains very, very difficult to
compute, company by company, the way in which the impact of
the percentage lease rental would fall upon the company,

not knowing in advance what the ultimate proportions would
be between a company B-equity in the pipeline and a company %
equity in the crude oil, that is whether they were a net
buyer or a net seller. And not knowing what the tax exposure
was of individual companies with respect to income earned on
production, which has the advantage of depletion allowance
and the disadvantage of severance tax royalty, or what their
income tax exposure might be on pipeline operations given
accelerated amortization, investment tax credits, etc. This
is .a very difficult corporate computation. So there was
considerable uncertainty as to whether the incentive that

was intended in the percentage lease rental would actually



work.

Then there was the second problem about the pyramiding
of lease rentals. Any rental payment that a pipeline company
makes, insofar as it is subject to ICC Jurisdiction and
Insofar as It sets its tariffs subject to the lIcc rate making
rule, if it pays a rental it is in effect able to recover
that rental payment through the tariff. So that the higher

the rentals are the higher the tariff would have to be.

Third there was the legal Issue, and 1 think that,
under the circumstances, where this has been made by the
industry, one of the pivotal issues in their litigation
I suspect that the legislature would want to consider very,
very carefully the extent to which the percentage lease
rental formula and all the provisions associated with it
are essential to the interests of the State or whether there
are other alternatives.

The second innovation that was Introduced in the legis—
lature last year and is now subject for your review, is the
option of the State to buy up to 20% equity 1in the pipeline.
Last year we were rather negative on the subject of 1003
state ownership for reason which we would still enunciate.
But we did feel that there was a very cogent reason for the
State to have an option to buy a participation in the pipeline,
in due course. What we had recommended, and what was enacted

into your legislation last year, was an option to acquire up
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to a 20% undivided interest in the pipeline. The reasons
for that were, if the State exercised its option, it could
use 1its ownership of some percentage, and it does not have
to be a very large percentage, it could be less than 20%,
to utilize its ownership of transportation facilities to
leverage all tariffs downward. The State could set a
tariff and say that this is an appropriate yardstick that
others can follow. Or the State could set a tariff and if
the tariff were lower than the company ™ tariff presumably
all shippers would elect first to move their oil where the
transportation charge is least, and on that basis the State
would be in a position, with its relatively lower tariffs,
to say that this 1is what determines the value of oil on the
North Slope, and use that as the basis for its severance
tax and royalty calculations, with the onus being on the
company to prove that a higher tariff is necessary. Or if all else fail
alternatively for the State to say we too will charge a
high tariff and in effect we will recover in the profit
on the oil that we move through our share of the pipeline
what we may have lost through severance tax and royalty
revenues because a high tariff depresses the value of the
oil on the North Slope.

The attractiveness of the option provision was that

haying the option it would not have to be exercised.
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That what the State could do by Its option, plus what It
might do through Its taxing authority, that all of these
would be conducive to a reasonable agreement between the
companies and the State as to what a reasonable tariff
would be, which might very well be at an ICC rate, depend—
ing on what ICC rate making policy 1is in 1977 and 1978.

Or it might be somewhat lower, but at least it provides
the State with a negotiating leverage and it would be one
of those tools which hopefully the State would never have
to exercise. The negotiations between the Governor and
the 1industry have changes quite substantially the whole
concept of the State®"s right to acquire an interest in the
pipeline. Last year the company representatives were
absolutely adamant that State ownership or State partici—
pation or State option were absolutely unacceptable and
this was very largely couched in terms of the financing
problems that would be posed.

I would like to call attention to arrangements that
have been made elsewhere which involve government participa—
tion in a pipeline and a government option to buy. I*m
referring now to an arrangement which has been made between
a consortium of oil. companies called SINCRUDE and the
Province of Alberta in Canada having to do with the right
to produce and transport a synthetic oij. processed from the

tar sands of the Athabascan tar belt. Will have to be a

pipeline which connects the Athabascan Tar Sands Development



Project with the City of Edmonton where the oil will then
move inco other pipelines. The Province of Alberta is
given, de nova, from start, an 80~ equity in the pipeline.
The companies which are participants in SINCRUDE commit
their shares of the oil to that pipeline, without reserva—
tion. Secondly, and this does not have to do with pipeline
but it has to do with an option, the Province of Alberta
has an option to acquire, after the start of production, an
undivided interest in the production itself, of not less
than 5% and not more than 20%, with a formula that determines
in advance what price will be paid by the Province of
Alberta for the acquiring of that option.

I must be very careful to distinguish between the
magnitude of what is involved here. The Alyeska Pipeline
with an investment of some 4 4 1/2 billion dollars is a
much larger pipeline facility than either the Athabascan
pipeline or even the producing operations. There are
differences in the magnitudes and degrees, but surely the
principle of a definite participation in the pipeline, or
the option to acquire a participation is not without precedent.
IT there are problems involved in the financing of the
pipeline because there is an outstanding option for the State
to acquire it, |1 would believe that those financing problems

could be resolved if the terms and conditions of acquisition
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under the option were spelled out. That is to say their

investment, their costs, plus interest on their investment
up to the time of the States taking over the pipeline, will
be paid to them, and that the State thereafter undertakes
commensurate obligations for whatever the outstanding debt
may be.

The principle of an option to buy is not without precedent.
This consortium of oil companies, who together constitute the
SINCRUDE group, contains within their membership of four,
two; the Exxon Corporation, through Imperial Oil in Canada,
and Atlantic Richfield, who are major participants 1in the
Alyeska Pipeline. So that insofar as the purpose of an option
still commends itself to the Legislature as a significant
factor in the protection of the State interest, which probably
may never be exercised but which nonetheless represents a
prudent approach by the Legislature. I think it may also be
considered that the precedents which have been transpired,
and if necessary, agreement by the State in advance on what
tne formula for payment will be, so that it is carefully
spelled out, 1 would think that at that stage of the game it
should not be a completely inhibiting factor with respect to
the financing of the pipeline.

The third broad area at issues has to do with taxation.
Obviously the taxing power of the State is the ultimate power,

that the Legislature exercises with respect to any of the
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Issues which may be Involved with respect to Alaskan oil.

There Is new tabled before you two major tax measures,
an ad valorem property tax and an amendment to the
severance tax. No legislature can bind Itself through ics
term of office, let alone bindfuture legislatures, so
whatever is enacted in terms of tax legislation is susceptible
to amendment at any time. Certainly an oil company, more
than any company 1in the world, is aware of the taxing power
of sovereign states or States. In the context of the
package of legislation that is submitted to you, it would
appear that any tax legislation that you enact in this
Special Session of the Legislature, implies some kind of a
commitment. Here there have been negotiations, tax proposals
have been made, in a special session of the Legislature you
are being asked to amend or pass legislation which seems to
be part and parcel of a whole package of legislative items,
and certainly the industry, no matter how much it feels is
subject to amendment in the future, will not be remiss 1is
recalling to this or subsequent legislatures, that what you
enact today was part of a package.

Therefore it seems to me that this%particular legislature
ought to be especially careful in what it does in terras of
their tax decisions, and certainly the legislative record
ought to show that a present enactment represents the sense

of the Legislature to the extent that it is able to look

ahead and see the circumstances under which the tax will be
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operative. Prom the visibility of today, I submit that
1977 and 1978 might not look at all the way you or 1 think
its goirg to look with respect to the economics of North
Slope production or the economics of exploration and
development elsewhere in the State. So in a sense, if you
are enacting tax legislation today, you must also be alert
to the fact that the interests that the State will be
looking at 3 - - 5 years hence may appear very differently
than the best perspective any of us can hope to have on the
future from today. So that the tax legislation will be
subject to review, no only as a matter of legislative
perogative, but also as a matter of very basic equity as
circumstances may be changing.

There are three categories of taxation which are relevant
to your Legislature.

(&) The first is a severance tax with amendments set
before you. We have always looked on the severance tax as a
tax which captures for the State a portion of the economic
interest in its natural resource, and which was sufficiently
broad guaged so that it really wasn®t directed to the produc—
tion of one specific company or the production of any specific

Two to three years ago we felt that what the

legislature did ought not to be constrained by the particular
circumstances of Cook Inlet at that time, nor ought to be so

flamboyant that it was directed entirely to the hectic
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expectations of North Slope development, but that iIn a sense

it represented a fair and equitible tax given the circumstances
of current, prospective and future production out of Alaska.
OQut of that came your tax which was the percentage of wellhead
value and which contained four different brackets which

related to average wellhead activity.

Last year your severance tax underwent substantial change
with the introduction of cents per barrel which was designed
as a floor below which the State®s revenue would not fall
whatever transpired with respect to wellhead value of the
oil.

There are two different ways of looking at the cents per
barrel aspect of the severance ter One 1is as a means of
offsetting depressed wellhead values. That is to say, if the
pipeline tariff is high and the wellhead value 1is depressed,
then if you can"t get it as a percentage of wellhead value
then you get it as cents per barrel. It is a response to
what you might have considered an unjustifiably high tariff
which depressed wellhead value and hence your severance tax.
Of course you can get that also by changing your schedule in
percentage of wellhead values. But as an offset to cents per
barrel, or the severance tax however its enacted, as an offset
to the lowering of wellhead values through the high tariff, it
is a blunt instrument because it affect3 every producer in the
State with higher severance tax obligations irrespective of
whether or not that producer is a member of the pipeline or

not.
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As a revenue measure, every severance tax bears on
producing profits. But it bears on it Indirectly, that is
to say it is a percentage of gross value. And as a revenue
measure it comes out of producing profits, but it can be
a different proportion of producing profits depending upon
the relationship “or individual fields and individual
companies and individual circumstances, of the relationship
between gross value and net value of the oil. Therefore it
is not an income tax though it does fall upon it. It is a
revenue raising measure that is always available to the State
and is susceptible to whatever rates the State may want to
impose, which the State can adjust whenever it chooses if
it is dissatisfied with wellhead values. But this 1is an
economic Judgement.

The royalty offset feature in the last amendment of the
severance tax was obviously a legal issue of considerable
general concern to the industry. Because what it implied to
the industry was that here in Alaska, and potentially elsewhere,
royalty payments which they entered upon by virtue of contrac—
tual lease arrangements, might in effect be changed by the
State enactment of severance tax legislation.

You can of course achieve whatever level of tax i. -ome
from the State directly for severance tax or even higher
severance tax to offset what you consider to be a loss of

royalty income, not by a royalty offset but simply by a high



severance tax.

The legal attack upon your last severance tax enactment
could be voided by a very simple amendment, that Is to simply
eliminate the royalty offset and leave all the old schedule,
In which case the Industry would be paying a very considerably
higher severance tax than they paid under their old tax or
they are paying under the governments proposed legislation.

To avoid the legal issue of the royalty offset is something
I think well worth considering, because you can exercise your
severance taxing power at any time.

(2) The ad valorem tax is very clearly to raise revenue
for the State and particularly as an interim source of revenue
and 1s one among various ones that you might consider. The
only thing that 1 would like to mention about it is the
observation that an ad valorem tax imposed upon a pipeline
is recoverable by its tariff. It is a cost of doing business
by the pipeline and under ICC regulations, and | suspect under
your own State of Alaska Public Utility regulations, an ad
valorem tax becomes a cost of doing business and therefore can
be added onto the tariff.

By way of rough calculation, on a 4 1/2 billion barrel
pipeline a 20 mill rate would yield about 90 million dollars
per year in tax revenue ad valorem tax on the pipeline itself,
which in effect would mean about 20$ per barrel addition to
the tariff. The ad valorem tax would be passed on to someone

else in the tariff of the pipeline. Insofar as the pipeline



tariff is higher and the wellhead values are lower, the State
itself would bear 21% of the burden of the tax because it
would reduce the royalty severance tax income. The tax
would become a burden on those producers on the North Slope
who are not participants in the pipeline but who have to
transport oil because the tariffs to them will be higher.
They would bear a portion of the burden in proportion to
the aftiount of oil that they produce and ship relative to
the amount of oil that is produced and shipped by companies
who are also participants in the pipeline. The rest of it
would be borne by the pipeline companies themselves as its
passed back to the cost of transportation of their own crude
oil.

The same holds true not only for the ad valorem taxes
that the pipeline will pay in 1978 when the pipeline is 1in
operation, but 1 suspect that the same thing holds true for
all the cumulative ad valorem taxes that the pipeline will
be paying between 197~ and the start up of operations, because
those taxes are also recoverable costs of doing business and
in due course will have to the companies as pipeline operators
in their tariff. -

All of which is not a reason in and of itself for you to
say no more ad valorem tax. This all depends on when you want

your revenues and how you best decide the State can raise its

revenues.



(3) Finally, a few words about what I think is the most
important aspect of taxation which is available to the State,
that is your State income tax.

I think the Legislature, 1in due course, 1its certainly
not required at this Special Session of the Legislature,
must review its legislation to insure that incomes earned
in the State are within reach of the State®s 1income taxing
power. This does not imply anything about the way you levy
income tax, or whether there are any changes, but it does
imply that you will scrutinize your income tax legislation
very carefully.

In the end the income taxing power of the State 1is the
means by which the State can insure that there 1is in the
future a reasonable partition, or sharing, of what are the
ultimate economic benefits of resource production in the
State. I*m not only talking about crude oil but I°m talking
about what hopefully will be a major exploratory and develop—
ment program now that lands are beginning to be available for
the reopening of leasing operations. Through your income
taxing power you have the final means by which the State can
decide, but not arbitrarily, never by itself, because its all
subject to the essential 1incentives of investment by private
companies in exploration and development. But within these
limits the State has a means to participate iIn a reasonable
and equitable way in the benefits that will come from Alaskan

resource development.



%ENATE RESOURCES COMMITTEE
October 22, 1973 Hearing
TESTIMONY OF MR. MILTON LIPTON

The legislation that"s directly before you is the Right
of Way Leasing Act but before 1 address myself to that
specifically, 1 would like to say something about the entire
package of legislation. It has been stated by industry, of
course, that it Is a package and they will review whatever
decisions come out of the Legislature as a whole. I think
it"s true even more so for the state than for industry that
the whole complex of oil legislation that®"s before you
determines the extent to which the interests of the state
are protected or the extent to which the interests of the
state are yielded.

I don"t want to take too much time on other aspects of
it and get to the Right of Way Leasing Act as quickly as
possible. So let me start out by saying that, 1in our
opinion, having looked at all the legislation carefully,
having listened to a great deal of the testimony that was
made before the various committees, we now feel that the pivotal
piece of legislation which determines the extent to which
any compromise is satisfactory to the interest of the state,
is the Alaska Pipeline Commission Act. This i3 your regula—
tory bill, a strong bill that was enacted in the 1972 session
of the legislature, a bill for which the government and in—
dustry have submitted proposed amendments which largely convert
what had been intended by the legislature in the first instance

as a regulatory bill Into an entirely different instrument for



the state, namely a device whereby a commission of the state
simply represents the state 1in hearings before the Interstate
Commerce Commission. The amendment to the bill as proposed
and as pointed out by Professor Witherspoon yesterday after—
noon, 1in effect, specifically denies (if the amendment 1is
passed) by act of the Alaska legislature any and all jurisdiction
which the state of Alaska might in the normal course of events,
exercise over pipeline activities 1in this state, if only a
pipeline such as transAlaska subjects itself to or is subjected
to the jurisdiction of the ICC.

Now let me explain the reasons for our thinking that
this particular act, as it now stands, the Alaska Pipeline
Commission, 1is one of the most 1important tools available to
the state of Alaska in protecting its interest. First of all,
the act that % on the books claims very extensive jurisdiction
for the pipeline commission which is being established. The
jurisdiction extends to various aspects of regulation exten—
sions of services, connections, expansion of capacity, poten—
tial abandonments --—- so that with respect to these various
aspects of pipeline operations the state of Alaska claims
jurisdiction for its pipeline commission. Secondly, it vests
in this pipeline commission wide authority to pass upon the
validity of tariffs which are set by the pipeline. There is
no claim made in the existing act, which is on your books,
that the state of Alaska can regulate tariffs for the movement
of oil 1in interstate commerce. This falls within the jurisdic—
tion of the ICC. But there will undoubtedly be movement of

oil in intrastate commerce, as for example from the northslope



to Fairbanks. TQere will probably be movement of oil 1in intra-
state commerce from the north slope to Valdez which will remain
within the state, for example, if the state should contract
to take royalty oil and sell it for a year or two years or
five years to the Tesoro Refinery or any other refinery which
may be then or in the future be constructed within the state.
So the state need only claim jurisdiction over the operations
of the pipeline which affect intrastate commerce and jurisdic—
tion over tariffs which involve th%ﬁmovement of oil 1in intra-
state commerce.

Now what"s the value of this? Insofar as there may be in
the future an issue over the tariff set by the pipeline
and this has been pivotal to your deliberations for two years
now, insofar as there should be an issue over the tariff, there
has really to be two things - one, a determination as to
what the appropriate tariff is, and secondly, a decision by
the state as to what it will do to try to enforce what it
believes 1is an appropriate tariff. How does one go about de—
termining what 1is an appropriate tariff for the pipeline?

I don"t believe that the legislature in its deliberation is

going to want to tackle the job - that fantastically difficult
and complicated job - of determining what is fair value on a
pipeline - what goes into the capital base and what 1is not

allowed 1in the capital base, and of what rate of depreciation
is appropriate, and everything else - . Or what 1is a fair
return - this 1is an incredibly involved problem which the

ICC struggles with or avoids by not doing anything about it,
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as the case may be. In any case this is really not a
problem of the Ieéislature.

But you have established in the existing legislation a
pipeline commission which has jurisdiction to determine the
fairness and adequacy of tariffs insofar as it involves
intrastate commerce. It would do so by holding hearings. It
a rate is filed for the intrastate movement of oil, your
pipeline commission may accept that rate as it"s filed, or
it may protest that rate in which %gse it has administrative

b
processes by which it holds hearings, by which if it renders
a decision it must support and justify why that particular de—
cision was 1issued. And it provides opportunity for the pipeline
companies to protest any tariff decision, or any other decision
of the pipeline commission, insofar as the pipeline companies
believe that it runs counter to due process of law, which
means that the administrative decision of your pipeline com—
mission will be tested in your state courts, or if necessary
in a federal court.

But if in fact, your own adminitrative and judicial process
has come up with a tariff which is lower than the tariff set
by the pipeline companies it can be then enforced upon the
intrastate movements, and the legislature and the state of
Alaska 1is In a position to expect that the companies will
apply an equivalent tariff to interstate movements also. Now
that may not be enforced but | put it to you that on the day
that it is determined by the state of Alaska,through 1its

administrative and judicial processes, that a tariff is appropriate



for the intrastate movement of oil from the north slope to
Valdez - if on ghat day the companies refuse to reduce the
tariff, which means to increase the well head value on all
the oil that moves in interstate commerce, then the problem
of the legislature in recapturing the interest of the state Iis
a simple one, at that point you have the taxing power and
know exactly at what level and what rate to exercise it, be—
cause you have through the instrumentalities of your own
legislation already created the mehns and device by which
)

an appropriate tariff can be determﬂned; by which your own
courts will reject the findings of the pipeline commission if
they are arbitrary, confiscatory or capricious, but if admin—
istratively and judiciously that tariff is upheld, then the
legislature has the guidelines precisely hov, to go about re—
capturing the interest in the state through its incontrovertible
sovereign powers - that is to say the power of taxation.

It*s for this reason that we feel the regulatory bill 1is
absolutely the heart of the entire package. Furthermore, it
is our feeling, and here of course It"s difficult to speak for
companies because, as they said, they would go back and review
the whole package, but insofar as the companies feel that there
is a claim of jurisdiction by the state which 1is unconstitutional
because it involves interstate commerce or insofar as they
feel that there"s a decision by your pipeline commission 1in an
area where it has Jurisdiction but which decision goes against

the law because it violates due process, they always have re—

course to the courts. They need not litigate this 1issue 1in



advance because the mere fact that this law is on your
statute books and I1°m referring to the 1972 pipeline commission
act, the mere fact that this law is on the statute books
does not impose in advance the kind of disabilities upon their
intentions to construct the pipeline that will require ex—
tensive litigation at this state of the game. Furthermore, as
we have pointed out at the previous sessions of the legisla—
ture where regulatory Dbills were before you, there 1is legislation
to this effect on the books of other major producing states
and these have never involved extensive constitutional 1issues
so far as we know. Well then, this pipeline commission act
we feel 1is the guts of any compromise which the legislature may
wish to substitute in lieu of the compromise package which
has been put before you by the executive department.

Now let me pass on then to the Right of Way, but before
I do, let me say a few words about the other bills and then come
to the guts of the legislation which is before you which is the
Right of Way Leasing Act. The”e are three different tax
measures before you and I don"t believe that any of them are in
any respect crucial to the willingness of the companies to
abandoning litigation or to going ahead with the construction
of the pipeline. The severance tax, of course is in the course
of litigation and 1it"s in course of litigation because the 1972
amendment to your severance tax law contains a royalty credit
feature which the companies feel would establish a very un-—
acceptable precedent if it were, first of all applied here,
and secondly if it were emulated in other states. I think
they®"re misguided in their concerns; | think the state of

Alaska has very little Interest, really, in maintaining the



royalty offset provision. It"s applied actually by the

state of Alaska 1In a very generous way so that the relatively
high cents per barrel tax, which was imposed in your 12
legislation is evaded and reduced by virtue of the royalty
credit. You could settle the legal issue in five minutes by
repealing the royalty credit and leaving everything else
stand, in which case the companies would be subjected to con—
siderably higher taxation than they were previously and that
they are in the governor®s proposal. So that the removal of
the royalty credit feature in your severance tax which the
companies are so eager to obtain, we would surely recommend
that uhe legislature give to them. Perhaps the easiest way of
doing it is to give it to them by accepting the severance tax
amendment which is before you. But | caution one thing: I
don*t believe that this 1is the time for the Alaskan legislature
to enact a severance tax schedule, whether it"s a percent of
value at the wellhead or cents per barrel or a combination of
both with the idea that what is enacted today is going to be
appropriate to whatever the volumes and values of oil may be
that are going to be produced 1in 1977 and 1978. So if you
prepare to accept the proposed severance tax amendment as part
of a compromise package, 1 would strongly suggest that it 1is
part of the legislative record in your committee hearings and
in your debate that iri no sense does this represent a commit—
ment on the part of the legislature that these particular

tax rates are the rates which will obtain five and six and
seven and eight years from today. We will have time to review

that. So that in a sense what you are giving by accepting the

proposed amendment to the severance tax is a willingness



on the part of ttye legislature to avoid extensive litigation
on the royalty offset feature which we think is of very little
interest to the state of Alaska, in any case.

Now, the severance tax of course 1is one of your important
weapons. I mentioned in previous hearings before this committee
and elsewhere, that eventually your 1income tax is an important
thing but that®"s not up for discussion. It not an appropriate
time for the legislature to review your state income tax legis—
lation although 1 strongly urge that at one of your sessions
you review with your commissioner of revenue your entire con—
cept of corporate income taxation here in the state. The
conservation tax bill which is before you, | think is unncessary.
We had recommended that the conservation tax which had been on
your statute books 1in the past be eliminated and simply sub—
sumed within your severance tax. It"s an added piece of legis—
lation that we don"t feel strongly about one way or the other,
but it complicates the whole process of paying and collecting
monies as hetween the state and the industry. On the ad
valorem tax, as we see it, this is a revenue measure designed
largely to yield income to the state over interim years
before Prudhoe Bay production begins, before the pipeline 1is
completed. It falls within the province of the legislature to
decide how, when and under what conditions It wants to raise

that amount of money.

It'3 the combination then of a strong regulatory bill

and the fact that you have continuing flexibility and authority



to tax via your severance tax or eventually through your income
tax that we believe yields the greatest control by the state
over the operations and the tariff determinations of the pipe—
line so as to protect the interest of the state.

Now let me get on the Right-of-Way Leasing Bill. We
have gone through this bill chapter, book and verse, section,
sub-section and paragraph and I think we are prepared to sit
down with this committee and othe{ committees of the legisla-
ture to discuss it in detail. 1 don @ believe we have time to
go through each and every aspect of this here, but I will report
on those which we feel are most critical to whatever compromise
package comes out. The first issue, as we see it, involving
any amendments to the Right-of-Way Leasing Act is how much of
the regulatory power that the state wants to exercise shall be
done by 1indirection in the form of stipulations and agreements
as conditions of leasing. The 1industry 1is challenging the 1972
Right-of-Way Leasing Act in the courts on constitutional grounds,
claiming that in effect regulation achieved by indirection
which cannot be exercised by the state directly is an i "legal
exerr . of the leasing powers of the state of Alaska. This is
one of the major issues under litigation. We obviously are not
in a position to pass any judgment whatsoever on the merits of
the case in litigation. I think there 1is a spirit of compromise
abroad, 1 see it very much 1in the proposals of the Governor 3

Office, 1"m not quite sure | see that much spirit of compromise



in what the companies are proposing in their package, but
nevertheless, there is a spirit of compromise abroad and
certainly we would feel strongly, and 1 hope the legislature
does also, that it is desirable to avoid unnecessary
prolongation of litigation, and the possibility that such
continuing litigation may delay the start of construction.

So if it is possible to avoid litigation without unduly sapping
the legislative enactments that are vital to the state interest,
we would feel that there is some merit in the legislature

going ahead with the executive departments decision that a
compromise is now in order. So on then to the question of

the regulatory items which are introduced into the Right-of-Way
Leasing Act by virtue of stipulations as a conditions of lease.
One, the most important one 1in our opinion, which 1is largely
eliminated is in section 120 (a) (3) that"s the common carrier
section. For many reasons it is of importance to this state
that i1t is understood beyond any doubt that the transAlaska
pipeline is a common carrier; a common carrier not only for
purposes of regulation of interstate oil movements by ICC but

a common carrier also for purposes of regulation by your pipe—
line commission. There 1is merit, that as a condition of the
lease the pipeline stipulates that it is a common carrier
period — without reservations, without qualifications, or
anything else. Now this 1is so common, this is so common in
state and federal regulation, that it is really surprising to
me that any amendment to the existing Right-of-Way Leasing Act
should in effect qualify the common carrier status here. It

says first of all, that there will be common carrier if the



the commission so determines at the time the lease is issued.

I don ™t think this should require a determination by the

commissioner. Under these circumstances the pipeline 1is_
a common carrier — without hearing, without determination,
or anything else. Secondly, 1 don ™ think it is necessary in

the Right-of-Way Leasing Act to stipulate what obligations
fall upon a common carrier and certainly not to qualify the
obligations incumbent upon a common carrier. 120 (a) (3)
says -that it will accept, convey, transport without discrimina—
tion, crude oil. This is something which will be covered by
your pipeline commission in the course of regulation if it is
a common carrier. Certainly not in advance to limit the
jurisdiction over a common carrier by your own pipeline
commission by saying that the imposition of common carrier
status does not require the lessee to accept tenders of crude
oil, except at points where there exists public, etc. etc.

Do not qualify the obligations of a common carrier. This 1is
a function of your regulatory agency and insofar as your
regulatory agency in its individual decision from month to
month or year to year may either deny rights to a common
carrier or impose obligations upon a common oarrier which the
pipeline owning companies feel are unduly onerous, they have
recourse to the court3. So I don*t think that one should
qualify the obligations of a common carrier. I think that
your 120 (a) (3) should simply stipulate that as a condition
of obtaining a right-of-way over state lands, the lease for the
right-of-way over state lands, the pipeline carrier itself#

submits itself as a common carrier. Not only for the ICC



jurisdictional purposes but for the purposes of the exercise
of jurisdiction by your pipeline commission.

120 (a) (4) in the recommended legislation removes the
common purchaser provision from your 1972 legislation. At
that time it was a permissible feature of your law. In place
of the removal of the common purchaser status as a condition
of leasing, the Governor has sent down a special bill that
would make it possible to establish under certain conditions
and subject to certain provisos, common purchaser status for
companies owning the transAlaska pipeline. We do not feel now
and we felt for a long time that there 1is real doubt as to how
important common purchaser provision 1is in the state of
Alaska, under the conditions where your oil is being produced
and transported. Common carrier, yes, because it provides
access to transportation and an equitable basis for everybody who
is able to achieve production in the new state. Common
purchaser for many reasons we have reservations about whether
to leave it or not. The bill which is proposed to you we
think is a weak and rather attenuated version of a common
purchaser act, as it is applied in other states in the United
States. Our recommendation at this stage of the game would be
that you can afford and should yield the common purchaser
provision as a condition of right-of-way leasing and probably
simply pass over this special piece of legislation which
establishes a common purchaser provision and hold that over
to future sessions of the legislature as not being Important
at this time. When and as common purchaser provisions become

meaningful in the conditions of the state of Alaska, at that
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time to enact not the legislation that"s proposed by the
Governor, but a strong common purchaser act which 1is
appropriate to the circumstances at such time. You will
have ability and time to do that in the future. I don"t
think it"s an essential point of the compromise, either from
the companies®™ standpoint or from the State®"s standpoint.
I"m bringing before you here only major things or
illustrative aspects of it. 030 - 0”0 - these are repealed
in the proposed amendment. In the proposed amendment to the
Right of Way Leasing Act 1972, section 2 repeals 030-CdlO. Now,
030-070 in the act that is now on the books governs the
abandonment of or reduction or impairment of service and
temporary emergencies services, and so on. It has to do with
the authority that the state claims for itself and buttresses
that authority by virtue of this being a condition of the lease.
I would think that it might be appropriate; again in the spirit
of compromise, that 030 arid 0”0 be retained but that the
language be rewritten to say that insofar as these are Imposed
upon the carrier, that they are in accordance with the
jurisdiction and orders of the Interstate Commerce Commission
or the Alaska Pipeline Commission, a3 is appropriate to the
case. Which means in effect that the companies, although they
are governed by these two clauses, nonetheless know that these
t
two clauses are in accordance - what 1is obligatory upon them
13 in accordance with the regulations that may be promulgated,
either by the ICC if it involves interstate commerce or by
the Alaska Pipeline Commission if it involves intrastate

commerce. I put these out only as illustrative of the
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aspects of regulation within the Right of Way Leasing Act
which is at issue in the courts - where we think either the
state should stand firm, such as in the matter of common
carrier, or where we think the state may very well yield.

In general 1 would think that insofar as the state can
achieve a right of way leasing act which avoids litigation
but does not give up essential rights which the state still

retains through, and 1 repeat, the combination of a strong

regulatory bill and the ultimate enforcement of state regula—
tion through 1its taxing power, that the legislature can yield
on certain of these items in the Right of Way Leasing Act.

This by no means exhausts the regulatory aspects, but 1in
the interest of time | want to move on to other things and as
| sa. i we"re prepared to go through section by section with
our specific recommendations to you.

The second major 1issue in the Right of Way Leasing Act
is the percentage lease rental formula. There are two different
impressions abroad as to the purpose of the percentage lease
rental formula. Prof. Witherspoon yesterday afternoon suggested
that he looked upon it as a revenue measureibr the state.
That if, in fact, the value ofstate lands were to be appreciated
by the construction of the pipeline then the state like any
other owner of land should be in a position to bargain for a
fair share of the value of the land when it is being put to a
superior use. I have no quarrel with this in principle; however,
our position always has been that the leasing of state lands for
pipeline right of way should not be regarded as a revenue device
by the state of Alaska. We have always recommended that the interest

of the state of Alaska is in the lowest possible cost transporta-



tion and the state of Alaska should not in and of itself under—
take measures which inherently tend to increase costs of trans—
portation, insofar as producing operation in the development of
Alaska®s resources provide the base for state taxation. It

should be other than through the rentals of the right of way

leasing of state land. So we have always urged the lowest
reasonable rental for the commitment of state land to right of
way . I would point out, for example, that even private property
insofar as it"s condemned by eminent domain for public utility
or pipeline purposes does not convey even to a private owner any
right or any entitlement to the enhanced value of land if it"s
put to other use. So we would recommend that however one looks
at the rental for right of way lease that this noc be regarded
by the legislature as an aspect of Its taxing power or as a means
of gaining state revenues. That comes from other taxing devices
in the state.

The other aspect of the percentage lease rental provision
in the right of way leasing bill was that It was to be looked
upon as an alternative - either pain of paying or inducement
to the companies to bring their tariffs down to a level which is
compatible with the interests of the state; that is to say, a
tariff that 3s lower than the maximum it might obtain under the
ICC rate-making rule, certainly high enough to be rewarding for
their investment and their risks but a level which is appropri—
ate to the circumstances of pipeline operation in the state.
And-insofar as they Increased their tariffs above a certain
level, they were 1in effect subjecting themselves to the pains

of progressively higher lease rental.



This was the percentage lease rental formula. This 1is one
of the major items under litigation. For very obvious reasons
the companies regard this as not only as something which is
onerous to their circumstances in the state of Alaska but a
precedent that if it were followed could lead to all kinds of

things 1in their operation elsewhere. We have reservations

about the effectiveness with which the percentage lease rental
formula would operate for i1ts major purpose, that is to say,

in and of itself to induce the companies to bring the tariff
down. It might for some companies, it might not for others.

The extent to which it does for any of them would be largely
contingent upon their respective equities in the pipeline as
sailers of tr .nsportation services and in production as buyers
of pipeline transportation services. There is an element of
unpredictability in the operation of it. And while it was from
the beginning, 1in our opinion, an imaginative and constructive
approach and we"re not saying even today that if properly
effective it might not be a useful tool in right of way leasing
legislation; but in the context of the violent litigation asso—
ciated with this aspect of the right of way leasing bill, with
the chances that continued litigation over this aspect of the
bill may delay construction of the line, and on the presumption
that what you have is not an emasculative regulatory bill but

a str*ong regulatory bill, then we would feel that the legislature
could give on the percentage lease rental and adopt the alter—
native to it as is proposed in the amendment to the Right of Way

Leasing Act of 1972 by the Governor®s amendments. Again, | say
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that there are questions about how effectively it would operate
in practice. Notwithstanding, there might be reasons for the
state to hold to its case, to fight through the issue of litiga—
tion, if there weren®t such a sense of urgency about getting the
pipeline built, if there might not be such a large cost to the
state in litigating. And whatever 1is done by way of amending

the Right of Way Leasing Act in order to assuage the fears and

concerns of the pipeline companiesy either because of what it
(]

does or the precedent that it sets, | would say that what the
legislature may do in terms of amending the Right of Way Leasing
Act, in our opinion should be contingent first upon the re—
tention of a strong and effective regulatory bill, that is to
say Alaska Pipeline Commission Act. A strong regulatory bill
which 1is backed then also by the state®"s taxing power and so
that although you yield another tool in the entire package of
legislation which was designed in 1972 to effect and enforce
the state interest, really yielding to industry concerns,
you do so here in the interest of avoiding undue litigation and
the danger of delay on the pipeline.

The third aspect of the Right of Way Leasing Act to which
I1"d like to refer is the option to buy a percentage interest
in the pipeline. The option to buy a percentage interest 1in
the pipeline. I will not take time now to review the reasons
why we have supported the insertion of the option to buy in

the 1972 legislation. I think they"re fairly familiar and
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they®"ve been reviewed I believe iIn previous sessions of this
committee. We still feel that the optics to buy a percentage
interest is an important feature of right of way leasing. [
think that insofar as the companies have allowed the purchase
by the state of an interest in the pipeline to appear as a
condition of the lease, even in the proposed amendment by the
Governor, suggests that it is not a disabling aspect of the
legislation from the standpoint of- constitutionality of the
legislation - I don"t know. 3ut certainly the alternative
which appears in the legislation which 1is section 120 (a) (7),
the alternative which is substituted in the proposed legislation

in our opinion represents nothing whatsoever for the state.

I think to amend the Right of Way Leasing Act to include the
amended 120 (a) (7) would be to retain nothinglbr the state in
this respect. I certainly would not recommend that part of

the amendment. An opportunity to negotiate for an equity 1in

the pipeline under highly qualified conditions, means that the
state has an opportunity to negotiate when it serves the inter—
ests and purpose of the companies, which is really not what |Is
intended in the option to buy as contained in the existing law.
We do feel, however, that the legislature should give very
serious consideration to the advice laid before it by Mr. Spahr

of Standard of Ohio, that the option as it stands in the



legislation today may pose difficulty to the financing, or at
least the financing at attractive terms, of the pipeline.
Because of the uncertainty in the minds of prospective lenders
as to what the capacity of the state as a possible future owner
of a share of the pipeline may be to carry out obligations

for the debt that is incurred at the time of construction which
carries over and then may have t(. -be shouldered by the state if
the state buys the pipeline. I can appreciate that concern.

But I would like to point out first of all - and 1 have said
this in general and | like to be very specific - that there are
precedents for this. The illustrations that I have made before
various committees of this legislature the last two days, |
would like to refer to very specifically here. There 1is the
agreement between a consortium of oil companies called Syncrude
and the province of Alberta in Canada which determines the basis
upon which they get the lease to produce oil from the Athabasca
tar sands and transport that oil via pipeline from Athabasca

to Edmonton where the oil would enter into the major pipeline

systems that traverse Canada and enter the United States.
First of all, this had to do with ownership of the pipeline.
This synthetic crude pipeline shall be constructed and

owned as to an undivided 80 percent thereof by Her Majesty

and/or an entity or entities hereafter formed by Her Majesty.
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So that from the start, the province of Alberta 1is being given
80 percent participation in the pipeline. Now, an eighty per—
cent participation in the pipeline- where 1is the oil going to
come from? The province of Alberta 1is going to .inance its

80 percent share of the pipeline just as a private company would.
But how do you finance construction of a pipeline if you are not
sure you are going to have the oil to put through? The lessees,
and her Majesty, and the respective assignees of any interests
in the Syncrude projects will dedicate their respective shares
of the Syncrude oil recovered from the project to the Syncrude
pipelines. That is to say, where the oil being produced by that
project 1is committed to the pipeline irrespective of the fact
that Her Majesty®"s government, that is to say in the province

of Alberta, has 80 percent interest in the pipeline. So the
percent of interest in the pipeline is there, the difference,

of course, being that the state of Alaska in its Right-of-Way
Leasing Act had wanted an option.

Now the issue of an option comes up. In this same agree—
ment between the Syncrude consortium and the province of Al—
berta, the lessees, the Syncrude group including Exxon through
Imperial Oil Canada, Atlantic Richfield (these are fTamiliar
names to you), Cities Service, and Gulf Oil- these lessees
hereby grant Her Majesty an irrevocable option to acquire an
interest in the Syncrude project. This is in the producing opera—
tion including the project sites, the leases and rights granted
thereby, and all facilities acquired or constructed as part
of the Syncrude project, which interest may equal undivided

percentage interest of not less than 5 percent and up to and



including 20 per?ent. The option may be exercised at any time
during the period from the date hereof and up to and including
that date which is 6 months after the date of start of produc—
tion or the 31st day of December 1982, whichever is the earliest.

Now as to how this is paid for, the payment by the govern-—
ment of Alberta to the members, the private companies, that
make up Syncrude: Such costs shall be computed (in accordance
with the accounting manual) on the basis of all of the costs
which they, the companies, have incurred up to the date of the
exercise of the option and shall include 1interest compounded
annually at 8 percent. No portion of such costs shall be at—
tributed to the reserves of leased substances. The province of
Alberta could thus be buying in at what 1is the investment
costs of the company olus the payment of 8 percent interest for
all time that is elapsed. An interest in the producing opera—
tion of between 5 and 20 percent.

Why do I introduce this? Simply because I"m trying to
suggest that there is precedence where the companies are pre—
pared to undertake both to accept government participation in
the pipeline and whereby companies are prepared to accept an
option for governments to participate in what is essentially
private operation. That the financing of this project does
not seem to be inhibited whether by the government®s participation
in the pipeline or by the government®s option to acquire an in—
terest even 1in producing operations. Now I grant you that
there is a very significant difference in the capital costs
of the two projects. The TransAlaska pipeline will probably in—
volve an aggregate initial investment on the order of ten times

as much as the Syncrude operation. But that doesn®t mean that
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individual bond polders are lending ten times as much money.

The problem of the bondholder, whatever the number of dollars,
always 1is what security lies behind; what security is there
which insures that the viability of the operation will provide
for interest and sinking fund contributions. To get back to the
crucial point, if the option is retained in the Right-of Way
Leasing Act, the existing legislation may be amended so as to
stipulate in advance, first of all, what the basis of compensa—
tion will be so that there 1is cIeaI protection that no member

of the Trans Alaska group will in effect suffer deterioration

of its capital position by virtue of the exercise of the option
by the state. And that in negotiating that option, the com—
missioner shall be prepared to enter into such stipulations by
the state as provides the assurance necessary for the ind bted-
ness that bondholders will be entering into prior to any pos—
sible exercise of the state®s option. We feel that the right of
the option to obtain an equity is a useful aspect of the entire
package of legislation which you enacted in 1972. We think
there may be a question about the way it is now written, whether
or not the companies have as much, what shall 1 say, protection
for their Dborrowing capacity as they would like to have. This
protection can probably be provided both in the legislation where
it refers to the terms at which the price will be paid and in
the lease negotiation itself where the commissioner is author —
ized to give certain commitments on the part of the state of Alaska.
Existing legislation also requires considerable other steps be—
fore an option can ever be exercised, 1including the positive

act by the legislature and a referendum by the people of the



state of Alaska if there 1is to be debt financing. So | think
there can be fair protection all around.

This again, represents in our judgment an approach to the
issues which confront the state of Alaska. The 1issues being,
must you continue litigation and risk the fact that prolonged
litigation may result in delay in the pipeline? Or must you ac—
cept a negotiated package of legislation such as submitted to
the legislature by the Governor? Or 1is there an alternative pack—
age of legislation which in your judgment represents the pro—
tection of the vital interests of the state of Alaska insofar
as resource development and pipeline development 1is concerned,
and probably represents a package which the industry can accept?
It may pose uncertainties for industry but insofar as they may
be obliged or feel they want to litigate, they need not do it
in advance but can start construction of the pipeline and be
prepared to litigate specific aspects of it as they become relevant.
For example, if your pipeline commission, sometime 1in the future,
issues an order which is deemed to be an unreasonabie, in viola—
tion of duo process, the companies can protest such order in
the courts, and upset it if their protest is upheld. I think
that what we are suggesting here is in the spirit of the negotia—
tions between the Governor and the companies. It certainly repre—
sents a yielding on the part of the legislature, if our rec-
commen®iations are followed, which go a considerable way to
meet the issues posed 1in litigation by the companies. But |
do believe it retains for the state of Alaska in two critical
areas— namely the regulatory bill and the ultimate ability to

enforce the intentions of regulation by the state ® taxing



powers. Plus the retention in the Right-of-Way Leasing Act of
certain conditions including the common carrier provision. It
means yielding on what had been one of the most provocative and

imaginative aspects of the legislation which is percentage lease

rental. It means compromise on the option to buy so as to pro—
vide certain added protection for the companies. In our judg-—
ment, 1 think that ohis combination of action by the legisla—

ture would secure the interests of the state, and in our judg-—
ment (of course we are not in a position to speak for the com—
panies) might not be wholly attractive to the companies, but we
would think that they would not litigate to the extent that

it would involve delay in the construction of the pipeline.



MEMORANDUM

October 29, 1973.
To:Members of the Senate Resources Committee

From: Arlon R. Tussing

PROPOSED AMENDMENTS TO AS 38.35

As requested yesterday 1 have drafted some amendments
which retain the spirit and intent of the 1972 right-of-way
leasing act, but which I believe remove its troublesome
complexities. These amendments are based upon two ele—
mentary and uncontroversial propositions: (1) a right-of-
way lease is a contract whose terms are binding upon the
parties, and (2) everybody 1is expected to conform to the

law.

The main problem with the 1972 act is that It asked
the applicants to stipulate as a condition of getting a
lease, to things they believed it wa3 beyond the state"s
police power to require. By signing the lease contract,
however, they might prejudice their right to challenge
either a stipulation or a later order they deemed illegal.
Phis is the reason they went tocourt 1immediately and
spoke of not building a pipeline until the controversy was
settled. These nrovisions attempt to meet the companies®
legitimate concebn®in this regard, without however preju—

dicing the state®"3 right to challenge what it believes 1is

an improper federal Invasion of state Jurisdiction.

Unfortunately 1 did not have time to go through the

entire act using this approach.
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[A.T. AMENDMENT NO. 1 - DRAFT OF 29 OCT., 1973]

Sec. 38.35.020 GRANT OF RIGHT OF WAY LEASE. (@)_ Rights-of-way on
state [] land inculding rights_-of-way on, over, under, along, across,
or uoon the right-of-way of a public road or highway or the right-of
way of a railroad or other public utility, or on, aorross, upon,

over or under a river or other body of water or land belonging to or
administered by the state may bo granted by noncompetitive lease by
the commissioner for pipeline purposes for the transportation of oil,
products or natural gas under those conditions orescrlbed by law and
by administrative regulation.Except to the extent authorised by an
oil and gas lease or unit agreement approved by the state, no person
may engage In any construction or operation of any [] part of an oil,

products or natural gas pipeline, which in whole or 1in part 1is or 1is

proposed to”be on s.tate. land, except 1In conformity with the t*rins
of a right-of-way lease of that land. Issued by the commissioner

under this chapter [].

COMMENT: This language provides, as do both the 1972 act and
the governor®s bill, that the builder or operator of a pipe-
line in whole or in part on state land must have a right-of-
way lease from the state. It also specifies, however, that
all construction or operation of such a pipeline, by whomso—
ever, must be In conformity with the terms of the lease.

This provision clearly imposes the conditions of the lease
(which Include the Information and nlans in the lease ?nnli-
catlon) on any successor to the original applicant
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[A.T. AMENDMENT NO. 2 — DRAFT 29 OCTOBER, 1973]

Sec. 38.35*020 Add a new subsection, viz, (b) The commissioner may
by regulation exempt the construction or operation of field gathering
lines or any reasonable classification thereof from the requirement

for a right-of-way lease under this chapter.

COMMENT: The proposed subsection recognizes that some so-called
gathering lines may already be nrovided for in the terms of oil
and gas leases, that others might best be exempt ftom the terms
required for pipelines under this chapter (e.g., to be common
carriers) 1In order to maximize wellhead nr lces, while others
%%P%% ?gatbg brought under Its terms. quer this reading, sec.
V9. might be“amended to allow the issuance of permits,
etc. Tfor "field gathering lines [] not subject to AS 38.35*"
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LA_.T. AMENDMENT NO. 3 —-— DRAFT 29 OCTOBER, 1973]

Sec. 38.35.030 ABANDONMENT, [] REDUCTION OR IMPAIRMENT OF SERVICE OF
PIPELINE [1]. No lessee [] may abandon any portion of a pipeline that
is [] subject to a [] lease granted under this chapter, or operation
or transportation service or sale by it, or reduce or impair service,
except in accordance with the terms of the lease [].
COMMENT: This language applies to abandonment, reduction or
impairment of service the same standard applied in section

020 -— that any such action be carried out only in _conformity
with the terms of the right-of-way lease. Section 38.35.080 is

not necessary if the ne.v language 1is adopted.
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LA.T. AMENDMENT NO. ~ - DRAFT - - 29 OCTOBER, 1973]

AS 38.35.050 1is repealed and re-enacted to read:

Sec. 38.35.050. APPLICATIONS FOR RIGHT OF WAY LEASES, (a) Aperson
or persons desiring to engage in construction, acquisition or
operation of a pipeline which is proposed to be located in whole

or in part on state land, shall apply for a noncompetitive right-of-
way lease of the state land under this chapter.

(b) Applications under (a) of this section shall bemade in a
form and manner prescribed by regulation, and shall include any and
all data, information, plans and exhibits which the commissioner
determines are necessary to prepare the analysis required by section
080 of this chapter and to make a decision under section 100 of
this chapter.

(c) The application filed under this section shall be incorpo—
rated into any right-of-way lease Issued thereupon, and shall become
a part of the terms and conditions of the lease. Any amendment to
an application filed under this section which constitutes a subs-—
tantial change in the application is subject to all provisions of

this chapter applying to an original application.

COMMENT: Subsection (a) is substantially the same as the gover—
nor®"s pronosal. Subsection (b) requires the filing of relevant
information demanded by the commissioner. Subsection (c) in—
corporates into the lease itself the lease application and any
statement of intention therein (even where they concern actions
to be taken off the state-issued right-of-way). These state—
ments of intention then become contractual obligations of the
lease and of continuing to hold 1it. Any substantial modification
of conditions based upon the application must be processed like

a new application.
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LA_T. AMENDMENT NO. 5 - DRAFT - ?9 OCTOBER, 1973]

)

AS 38.35-060 1is repealed.

COMMENT: The intention of section 060 is carried out by
the proposed language of section 030, which prohibits aban-—
donment, etc., "except in accordance with the terms of the
lease."
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[A.T. AMENDMENT NO. 0 — DRAFT - 29 OCTOBER, 1973]

1 Sec. 38.35*120 . COVENANTS REQUIRED *TO BE INCLUDED IN LEASE, (&)

2 A noncompetitive lease of state [] land for a right-of-way for an

3 oil or natural gas pipeline valued at $1,000,000 or more may be

4 granted only upon the condition that the lessee [] expressly cove-

5 nants in the lease, in consideration of the rights acquired by it

6 under the lease, that

7 (1) it will construct and/or operate the pipeline in accordance

8 with applicable state laws and lawful regulations and orders of the

9 Alaska Pipeline Commission. Provided, however: that the terms of

10 a right-of-way lease issued under this chapter shall not be deemed

to permit or require a lessee, the commissioner or the Alaska

2 Pipeline Commission to take any action that is in conflict with

13 federal law or with lav/ful regulations or orders of the Interstate

14 Commerce Commission or the Federal Power Commission.

Bm
COMMENT: This proposed covenant incorporates as a condition of

16 the lease itself submission to the state ™ regulatory juris—
diction ("police power™ and/or "economic"™), whatever the limits

17 of that jurisdiction may be. Tne companies are not required
as a condition of a lease to stipulate to some condition that

18 may be prohibited by federal law, and thereby to waive the
right to challenge that condition. At the same time, 1in con—

19 trast to the governor®s bills, the state reserves the right to
challenge federal actions that might invade the state®"s law-

20 ful regulatory jurisdiction.

21 The remaining covenants would be renumbered and amended to
remove duplications or conflicts with this clause and proviso.

22

23

24



Sale by thi~”State of Alaska of Rights to
Receive Future Projection of Royalty 0il and Gas

State of Alaska legislation in 1974 provides a procedure with
respect to the sale of the State ™ royalty oil and gas. The Commissioner
of Natural Resources of the State can sell royalty oil and gas received
in kind at the time of its production. He can also sell the State %
rights to receive future royalty oil and gas production and receive
payment for all or part of it now in the form of an advance sale.

Such sales must be made with the prior written approval of the
Alaskan Royalty Oil and Cas Development Advisory Board and with the
prior approval of the Legislature. These sales are not sales of oil
or gas in place. The Constitution of Alaska prohibits sales in place.

ii Lue StiiLt; uiriuc a sale of itn rights to receive fut»ic
production of royalty oil or gas, the following questions come up:

1. How would such a deal be structured?

2. Would the State Lose any of the increased market value of
oil sold in this way between the time of sale and the time of production?

3. What portion of the State % royalty from Prudhoe Baywould
have to be committed to the repayment of, say, $100 million, over a

33 year period, commencing with the startup of production?

Structure of the Transaction

A transaction of this type would 1involve at least three
parties- seller, buyer and a financial institution. The State of Alaska,
as the Seller, would contract to sell oil to a Buyer and deliver it as it

is produced. The Buyer would contract to buy the oil and would pay for



it in advance. Since it 1is quite unlikely the Buyer would have money
available for such an advance payment, he would very likely borrow it

from a group of banks. The Seller and the banks can be readily identified.
However, a Buyer cannot be so readily identified.

The Buyer could be an oil company who has use for the oil, however,
it is doubtful that there are companies with the money available, cr
the willingness to incur the debt necessary for such an advance payment.
Therefore, the Buyer would likely be a financial vehicle created for
this purpose, perhaps a company owned by a charitable organization.

IfT the Buyer is owned by a charitable organization, the
questions arise as to why it would be in such a transaction, and how it
would use this oil. It wouldbe in the transaction for the financial
gain it would realize. It would probably enter into an agreement with
another party, a fourth partyin this transaction, to sell the oil as
its agent. Such fourth partymight well be the working interest owner
of the properties from which the oil will ho produced. This overall

arrangement 1is outlined on the attached exhibit.

Market Value of Oil

The State should lose nothing in terms of market value by
making such a sale. The terms of the agreement would be somewhat as
follows: "Seller agrees to sell to the Buyer that quantity of crude oil
representing percent of its royalty interest in leases ,
and , until the market value of that oil at the time it is
produced 1is equal to $ " The quantity of oil to be delivered would
include oil to cover interest for the use of tlie money which the Seller

receives in advance and for any profits which the Buyer would make on the

tiv "on. Such .uni it;; eemild lie snail in lerms of the whole tr.ins.ict ion.



Port i_on of Rovally _J5c*d_it_o_ the Sale

If a sale of $100 million of Prudhoe Bay royalty oil were
made on July 1, 1976, and 1if production commenced at Prudhoe Bay on
July 1, 1977, the advance could he paid out of-about percent of the
State"s royalties during the period July 1, 1977 to December 31, 1980-

IT

that is9 a period of three and one-half years. applies
to the Stntp®"s royalty after payment of 2 percent into the Native
Claims Fund. A wellhead value of the oil of $5 per barrel and a produc—
tion rate of 600,000 barrels per day for the first six months and 1.2
million *arrels per day thereafter have been assumed. With an assumed
interest rate of 8 percent, the State would deliver 25.1 million barrels

20 million to repay principal and 5.1 to pay interest. Thus, about 20

percent of the fa percent dedication (or 3 percent) would go to interest
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1. Agreements

State of Alaska X Company A Group of
(Seller) (Buyer) Banks
©)
A

Agent (To sell
oil)

(a) State agrees to sell oil to Buyer.
(b) Buyer makes credit agreement with Banks.
(c) Buyer appoints agent to resell oil to ultimate user.

2. Flow of Honey on 7/1/76 (e.g.)

C )
State (© Buyer < ) Banks

(d) Banks lend money to Buyer.
(e) Buyer makes advance payment to State.

3. Delivery of 0il ( ) and Flow of Money ( mmm > )- 7/1/77 to 12/31/80
State Buyer l_~, Banks
~S e - “ VX 7z
<f): ®
Agent
)
A

Ultimate User

(f) State delivers oil to Buyer who resells and delivers it to the ultimate
user, by using an agent to make the sale.
(9) User pays for the oil and Buyer rep .ys the bank.
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PKFDITuf: BAY ROYALTY AND SEVERANCE

» 0 PRODUCTION C.iiMMENCAINO 7/1/77; 600 M B/D
AVERAGE FIRST SIN MONTHS, THEN 1.2 M B/I)
(Mill ions)
1976 1977 1978 1979 1980 1981

1. Production (3/D) 0 0.6 1.2 1.2 1.2 1.2
2. Wellhead Value $5 $5 $5 $5 $5

Per Barrel ()
3. State Income-

No Advance Sale

Royalty (b) 0 69 274 274 274 274

Severance (8%) 0 38 153 153 153 153

Total 0 107 427 427 427 427

4. Effect of Advance
Sale on State’'s +100 -10 -39 -39 -38 0
Royalty Income

5. State Income-
With Advance Sale

Royalty (b) 100 59 235 235 236 274
0 38 152 253 1SA 153
Total 100 97 388 388 389 427

(a) Project Independence Blueprint of the Federal Energy Administration
makes reference to "Minimum Acceptable Prices™ of $5.16 to $6.15 per
barrel at the wellhead to stimulate development 1in "special
regions,”™ (including the North Slope of Alaska). See Table R-1 in
Part 2 of FEA publication dated November 1974 entitled "Task Force
Report - Finance."

(b) Includes portion going to Native Claims.
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