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S E N A T E  R E S O U R C E S  C O M M I T T E E  

S p eci al L e g i s l a t i v e  S e s s i o n

O c t o b e r  20, 1973

Mr. Llptcxn ' -

I'll try to get my i n t r o d u c t o r y  remarks to the point 

of the issues which y o u  are c o n s i d e r i n g  here w i t h  r e s p e c t  

to the l e g i s l a t i o n  s u b m i t t e d  b y  the Governor. F i r s t  of 

all it is very obvious that t h e r e  Is c o n s i d e r a b l e  u r g e n c y  

in g e t t i n g  on with the c o n s t r u c t i o n  of the pipe line. T h i s  

is clearl y evi denced b y  C o n g r e s s i o n a l  a c t i o n  to a u t h o r i z e  

construction.  And I think the a c t i o n  by C o n g ress i m pl ies 

not only an a p p r e c i a t i o n  of the h i g h t e n e d  c o n c e r n  b y  the 

n a t i o n  as a whole for the p o t e n t i a l  c o n t r i b u t i o n  of N o r t h  

Sl o p e  oil to the nation's p r e c a r i o u s  b a l a n c e  in e s s e n t i a l  

energy supplies, but also a f e e l i n g  that it is i m p e r a t i v e  

at this stage to avoid f u rth er u n e c e s s a r y  delays on account 

of l i t i g a t i o n  in the courts. And I think that the same 

spirit, the desire to avoid u n e c e s s a r y  delays, Is r e f l e c t e d  

in the negotiations b e t w e e n  the G o v e r n o r  and the companies . 

Th e r e  Is no doubt but that the State and the c o m p a n i e s  h a v e  

a very c ommo n interest at least in g e t t i n g  on w i t h  the job.
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Y o u  must i n d e p e n d e n t l y  review the p r o po s ed  l e g i s l a t i o n  

in the light of the m a n y  issues i nvolv ed  so in my i nt r o=  

d u c t o r y  re ma r k s I w o u l d  like to address m y s e l f  to  the 

q u e s t i o n  - what ha ve  b e e n  the m a j o r  concerns w h ic h  ha ve  

i m p e l l e d  past  l e gi s la t io n , to what extent are these concerns 

still re l ev an t  to the S ta te of Alaska, and to wh at ext en t 

do the p r o p os ed  ch ang es in the le gi s la t io n ad e qu a t e l y  take 

care o f  the concerns of the State and to wha t extent may 

y ou  wan t to co n si d er  variations, de vi ations,  or at least 

r e vi e w wh at  is b e i n g  proposed;

The first t h i n g  that I would like to stress is the 

public interest that is inevitably and ir rev oc a bl y  invo lv e d 

in the pipeline. This i3 a circu ms ta nce w hi ch  is un iq ue  to 

Al aska, it is of tre me n do us  importance to Alas ka and it 

Just does not ob tain elsewhere; This is one of the reasons 

wh y in y o u r  l e g i s l a t i o n  y o u  must be  circum sp ec t to a deg re e 

that per ha p s o th e r states need not be; The cont ra st  b e t w e e n  

the p i p e l i n e  that is p r op os ed  to be buiit along a c o r r i d o r  

f ro m  the No rt h Siope to V ai d ez  contrasts with any ot her 

t r a n s p o r t a t i o n  c ir c um s t a n c e s  in the lower ^8 states; There 

was n e v e r  a time when it was not possible, quickly and 

e x p e d i t i o u s l y ,  for any crude oil p r o d u c e r  h a v i n g  a s i g n i f i­

cant fiow of crude oil wi thout access to pi pe l in e  c ap acity 

to u n d e r t a k e  to b u i l d  a new pipeline; Or for any r efinery  

w i t h o u t  access to p i p e li ne  that w ou ld b r i n g  crude oii to
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his r e f i n e r y  not to u n d e r t a k e  the c o n s t r u c t i o n  of a pipeline. 

There is today for e x a m p l e  a very s e r i o u s  s h o r t a g e  of 

pipel i n e  capa city into the M i d w e s t  area. C A P  line, w h i c h  

until A l y e s k a  was the largest u n d i v i d e d  i n t e r e s t  crude oil 

p i p e l i n e  in the U n i t e d  S ta tes is e x p a n d i n g  its c a p a c i t y  

u nder d i f f e r e n t  i n vestments b y  the various c o m p a n i e s  

partic ipating. Its not a p r o p o r t i o n a l  e x p a n s i o n  of 

capacity but to reflect t h e i r  s e veral needs. T h e r e  are 

refine r i e s  located in the m i d - c o n t i n e n t  a r e a  of the U n i t e d  

States that have h i s t o r i c a l l y  d r a w n  t h e i r  c r u d e  supplies  

from O k l a h o m a  and Kansas w h e r e  c r u d e  p r o d u c t i o n  is going 

down that are p r e p a r e d  to b u i l d  t h e i r  own p i p e l i n e  f r o m  

the U.S. G u l f  area into the m i d - c o n t i n e n t  area. T h e r e  was 

a new fairly large capaci ty p i p e l i n e  Just c o m p l e t e d  to 

carry p r o d u c t s  from the g u l f  coast a r e a  to n e w  c o n s u m e r  

markets in the mid-west. So that a l t h o u g h  i n d i v i d u a l  

p i p e lines have, in a sense, a m o n o p o l y  o v e r  t h e i r  own 

r i g h t s - o f - w a y  and are regu lated, the c i r c u m s t a n c e s  of 

invest m e n t  c o n s t r u c t i o n  in the l o w e r  ^8 m a k e  it p o s s i b l e  

for c o m p e t i n g  or a l t e r n a t i v e  forms of t r a n s p o r t a t i o n  to be 

provided. This is simply not the case w i t h  r e s p e c t  to the 

crude oil resources of the N orth S l o p e  and the access to 

export m a r k e t s  in southern Alaska. That p i p e l i n e  c o r r i d o r  

  will conve y to w h a t e v e r  c o m pany  b u i l d s  that p i p e l i n e  an
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an irrev o c a b l e  right Tor the t r a n spor tation of crude oil.

The state has tremen d o u s  interest in this pipeline. It 

has interest in s e eing that the facilities are operated 

in the most economical, efficient fashion. That the 

facilities, w h a t e v e r  t h e i r  capacity, may in due course 

be e x p a n d e d  to meet the needs either of incoming production 

or facilities p r o vided to expand the delivery of crude oil, 

for example, to i n t e r m e d i a t e  points w i t h i n  the State, 3uch 
as Fairbanks. My point s im ply is.that company interests 

m a y  not always c o r r e s p o n d  in toto, or at a moment in time 

to the concerns that are of primary interest to the State.

I had the p r i v elege of l i s t eni ng to Mr. Spahr's 

t e s t imony  b e fore this C o m m i t t e e  yesterday afternoon and I 

was quite impressed wi th his very careful and precise 

s t a t ement  of how a c o m p a n y  b a l anc es all of its investment 

d e c i s i o n s  against their many alternatives, which means in 

e f fec t that the ec onomic interests of the State, from time 

to time and in various resp ects may not coincide with the 

inclin a t i o n s  of the i n d i v i d u a l  companies who are participants 

In the pipeline.

T h e r e  is no way in w h i c h  the State, through its r e g u l a­

tory m achine ry, can impose arbitrary or capricious demands

u p o n  the pipeline, e i t h e r  to deny them the right to do th ing3 
or to compel them to do things, beca use the pipleline always

has r e c o u r s e  to the state courts, under the due process of

law, against capriciou s, arbitr ary or confiscatory demands
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made by a r e g u l a t o r y  authority. There is likely to be a 

wide range of b u s i n e s s  transacted b y  that pipeline which 

irvolves intra-state c o m m e r c e  and which involves State 

interest in the t o t a l i t y  of its commerce. And, to the 

extent that the State has an interest and can exercise 

Jurisdiction, it w o u l d  s e e m  t o  us that the l egislation 

enacted by this l e g i s l a t u r e  should claim for the State 

such Jurisdiction, subject  both to the prior J u risdi ction 

that the ICC may have, and subject also to court review 

of how the State e x e r c ises such J urisd i c t i o n  as is 

a v a i lable  to it. But, I w o u l d  not think thrt the claim 

^  by the State, in its legislation, to exercise regulatory

Jurisd iction, should be such a d i s a b l i n g  factor that ir. 

advance they would 3ay that we will not submit to the 

l egislative exercise of this powe r and go ahead with the 

c o n s t r u c t i o n  of our p i p e l i n e  unless it has been prev iously 

reviewed in the courts. The exercise of the S tate r e g u l a­

tory authority is always a v a i lable to the m subject to 

Judicia l review. I would not think that this one, among 

the many issues would be the one that would be such a 

s t i c kler that it would involve prior litigation and unecessary 

decays on the subject of the c o nst ruction of the pipeline.

This bears up on aspects both in the proposed amendments to 

the Pipeline C o m m i s s i o n  Act and certain proposed amendments 

®  in the Right-Of -Way Act.

AGO 533630



-6-

f

The second o v e r w h e l m i n g  i n t e r e s t  of the State I think 

is in the t a r i f f  w h i c h  t he p i p e l i n e  w i l l  e v entually 

establish.

The e s t i m a t e d  costs of the p i p e l i n e  goes up b y  leaps 

and bounds. T h e  figure that is now b e i n g  used in the range 

of - 4 1/2 b i l l i o n  d o l l a r s  w h i c h  m a k e s  it b o t h  an 

i n c r e d i b l e  ind us t r i a l  u n d e r t a k i n g  and p r i v a t e  investment.

But it ought to be se en in context. T h e r e  has b e e n  o v e r  

the past three years, a c c o r d i n g  to estimates, an increase 

of 3 b i l l i o n  dollars in the c o n s t r u c t i o n  costs of the 

pipeline. On the other hand, the i n c r e a s e  in w e l l h e a d  

values in Alaska, as m e a s u r e d  only by the increase in 

p o s tings already put i n t o  effect in C a lif ornia, are on the 

order of 60<fc a barrel, and 60$ a b a r r e l  on 10 b i l l i o n  

ba r r e l s  of r e c o v e r a b l e  oil, m e a n s  at least that the capital 

assets w h i c h  u n d erlie all of the i n c e n t i v e s  to construct 

this p i p e l i n e  have gone up b y  about 6 b i l l i o n  dollars in 

the same p e riod of time. I n s o f a r  as the economics of the 

p i p e l i n e  are i r r e v o c a b l y  tied in w i t h  the eco nomics o f  crude 

oil p r o d u c t i o n ,  the i n c r e a s e  in the c o n s t r u c t i o n  costs of 

the p ipeline, o c c a s i o n e d  by i nflation, e n v i r o n m e n t a l  

c o n s i d e r a t i o n s ,  r e g u l a t i o n ,  etc. are not d i s p r o p o r t i o n a t e  

to the t remendous i n c r eases  in the v alue of A l askan oil, 

w h i c h  have already o b t a i n e d  by v irt ue of the run up in 

e nergy pric es and crude oil v a lues in Califo r n i a ,  and also 

w i t h  respect to f o reign oil at the p r i c e  which it can be
AGO 593631



T h e s e  h i g h e r  w e l l h e a d  values, r e f l e c t i n g  w o r l d  oil prices, 

are no r e a s o n  for the l e g i s l a t u r e  t o  have less c o n c e r n  than 

be f o r e  about the r e l a t i o n s h i p  b e t w e e n  a p i p e l i n e  t a r i f f  and a 

w e l l h e a d  p r i c e  at which t heir s e v e r a n c e  tax and royalties 

are assessed. The mere fact that the oil is w o r t h  m o r e  is no 

r e a s o n  f o r  you not to insist that the m a x i m u m  w o r t h  accrues 

to the State, and that it not be u n e c e s s a r i l y  d e p r e s s e d ,  

even if its d e p r e s s e d  f r o m  an u n e x p e c t e d l y  high level by 

v irtue of the t a r i f f  w h i c h  is e s t a b l i s h e d  on the pipeline.

It is not the issue that one q u e s t i o n s  the good will or 

the e c o n omics of the company. The real q u e s t i o n  has to do 

with how the State, given its eco.iomic interest, exercises 

its r e s p o n s i b l e  l e g i s l a t i v e  a u t h o r i t y  to protect the interests 

of the S t a t e  in the event that c o m p a n y  i nterests, for one 

r e a s o n  or another, are found i n  such a way that the State 

feels its o wn interests are b e i n g  bypassed . It is f o r  that 

r e a s o n  that we have felt very s t r o n g l y  that the State  should 

be l o o k i n g  at a packag e of l e g i s l a t i v e  means that not 

n e c e s s a r i l y  by t h e m s e l v e s  but toget h e r ,  would always conduce 

to the most favorable tariff, in light of the States economio 

i n t e r e s t .

One of the specific issues invol v e d  is one that came to 

the fore in the .iight-Of-Way L e a s i n g  Act of 1972 was the 

p e r c e n t a g e  lease rental and the m a n y  p r o v i s i o n s  a s s o c i a t e d  

with it. If you recall our t e s t i m o n y  last year, this was

brought into the United States.
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ono area in w h i c h  we h a d  c e r tain reservations. It certainly 

was, to our mind, an im agin a t i v e  approach on the part o f  the 

State, since the m a i n  intent and purpose of the perce ntage 

lease rental f o r m ula was not to raise revenue for the State.

Q uite the contrary, the intent and purpose was to hold out 

an a l t e r n a t i v e  of pains or rewards to the pipel ine p a r t i c i­

pat i n g  companies. Pains in the form of a very hig h lease 

r e n t a l  if they set too h i g h  a tariff, and rewards in the 

form of an a ppreci ably lower lease rental if they set the 

lower tariff. We had ho wever, considerable uncert a i n t y  as 

to w h a t  the company r e s p o n s e  w o u l d  be to it. It was then 

very, very difficul t and it remains very, very dif ficult to 

compute, c o m pany by company, the way in which the impact of 

the p e r c e n t a g e  lease r ental w o u l d  fall upon the company, 

not k n o w i n g  in advan ce what the u l t i mate proportions w o u l d  

be b e t w e e n  a c o m p a n y rs equity in the pipeline and a company's 

equitj in the crude oil, that is w h e t h e r  they were a net 

b u y e r  or a net seller. And not k n o w i n g  what the tax ex posure 

was o f  indivi dual c o m p a n i e s  w i t h  respect to income earned on 

p r o d u c t i o n ,  whic h has the adv antage o f  depletion allowance 

and t h e  d i s a d v a n t a g e  of sev erance tax royalty, or what their 

i ncome tax exposure m i g h t  be on pipel i n e  operations given 

a c c e l e r a t e d  amortizati on, investment tax credits, etc. This 

is a very dif ficult c orporate computation. So there was 

c o n s i d e r a b l e  u n c e r t a i n t y  as to w h e t h e r  the incentive that 

was i n t e n d e d  in the p e r c e n t a g e  lease rental would actually

AGO 5 3 3 ^^3
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rfork.

T h e n  there was the s e c o n d  p r o b l e m  about the p y r a m i d i n g  

of lease rentals. Any r e n t a l  payme nt that a p i p eline  company 

makes, insofar as it is subject  to ICC j u r i s d i c t i o n  and 

i n s o f a r  as it sets its t a r i f f s  s u b jec t to the Icc rate m a k i n g  

rule, if it pays a r e n t a l  it is i n  effect able to r e cover  

that rental payment t h r o u g h  the tar iff. So that the h i g h e r  

the rentals are the h i g h e r  the t a r i f f  w o u l d  have to be.

T h i r d  there was the legal issue, a n d  I think that, 

under the circumstanc es, w h e r e  this h a s  b e e n  made by the 

industry, one of the p i v o t a l  issues in their litiga tion 

I suspect that the l e g i s l a t u r e  w o u l d  want to c o n s i d e r  very, 

very c a r e fully the e xtent to w h i c h  the percen t a g e  lease 

rental formula and all the p r o v i s i o n s  a s s o c i a t e d  with it 

are essential to the i n t e r e s t s  of the S t a t e  or w h e t h e r  there 

are other alternatives.

The second i n n o v a t i o n  that was i n t r o d u c e d  in the l e g i s­

lature last year and is now s u b ject for y o u r  review, is the 

option of the State to b u y  up to 2 0 % e quity in the pipeline. 

Last y e a r  we were r a t h e r  n e g a t i v e  on the subject of 1005C 

state ownersh ip for r e a s o n  w h i c h  w e  w o u l d  still enunciate.

But we did feel that there  was a very cogent reason for the 

State to have an op tion to b u y  a p a r t i c i p a t i o n  in the pipeline, 

in due course. What we had r e c o m m e n d e d ,  and what was enacted 

Into y o u r  legislation last year, was an option to acquire up
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to a 2055 u n d i v i d e d  interest in the pipeline. The reasons

for that were, if the State exercised its option, it could

use its o w n e r ship of some percentage, and it does not have

to be a very large pe rcentage, it could be less than 20$,
to u t i l i z e  its ownership  of t r a n s po rtation facilities to

leverag e all tariffs downward. The State could set a

t a r i f f  and say that this is an appropriate yard stick that

others can follow. Or the State could set a t ariff and if

the t a r i f f  were lower t h a n  the c o m p a n y’s tariff presumably

all shippers w o u l d  elect first to move their oil where the

t r a n s p o r t a t i o n  charge is least, and on that basis the State

w o u l d  be in a position, with its relatively lower tariffs, ®

to say that this is what determines the value of oil on the

North Slope, and use that as the basis for its severance

tax and royalty ca lculations, w ith the onus being on the

company to prove that a higher t arif f is necessary. Or if all else fail

a l t e r n a t i v e l y  for the State to say we too will charge a

high t a r i f f  and in effect we will recover in the profit

on the oil that we move through our share of the pipeline

what we m a y  have lost through severance tax and royalty

r e v e nues b e c a u s e  a high tariff depresses the value of the

oil on the North Slope.

T he attr ac t i v e n e s s  of the option provision was that 

h a y i n g  the o ption it would not have to be exercised. ^
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That what the State cou ld do by its option, plus what it 

might do through its t a x i n g  authority, that all of these 

would be conducive to a reas on a b l e  agreement betwe en the 

companies and the State as to what a reasonable tariff 

would be, which might very  well be at an ICC rate, d e p e n d­

ing on what ICC rate m a k i n g  policy is in 1977 and 1978.

Or it might be somewhat lower, but at least it provides 

the State w i t h  a n e g o t i a t i n g  leverage and it would be one 

of those tools w h i c h  h o p e f u l l y  the State would never have 

to exercise. The n egoti a t i o n s  between the Gover nor and 

the industry 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 

absolutel y adamant that State ownership or State p a r t i c i­

pation or State option w e r e  absolutely unac ceptable and 

thi3 was very largely couched in terms of the financing 

proble ms that would be posed.

I would like to call attention to arrangements that 

have b e e n  made elsewhere w h i c h  involve government p a r t i c i p a­

tion in a p ipeline and a g overnment  option to buy. I'm 

r e f e r r i n g  now to an a rrangemen t which has been made b e tween  

a c o n s o r t i u m  of oil co mpanies called SINCRU DE and the 

Province of Alberta in C a n a d a  h a v i n g  to do with the right 

to produce and transport a synthetic oil processed from the 

tar sands of the A t h a b a s c a n  tar belt. Will have to be a 

pipeline which connects the Athabascan T a r  Sands Development
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Project wit h the City of E d m o n t o n  w h e r e  the oil w i l l  then 

move into o t her pipelines. The P r o v i n c e  of A l b e r t a  is 

given, de n o v a , fro m start, an 80$ e q u i t y  in the pipeline.

The companies w h i c h  are par ti c i p a n t s  in S I N C R U D E  commit 

t h e i r  shares of the oil to that p i p e l i n e ,  w i t h o u t  r e s e r v a­

tion. Secondly, and this does not have to d o  w i t h  pipelin e 

but it has to do w i t h  an option, the Pr ovince of A l b e r t a  

has an o p tion to acquire, after the start of p roduction, an 

undiv i d e d  interest in the p r o d u c t i o n  itself, o f  not less 

than 5$ and not more tha n 20$, with a formula that detennines 

in a d v a n c e  what price will be paid by the Province of 

A l b e r t a  for the a c q u i r i n g  of that option.

I mu st be very careful to d i s t i n g u i s h  b e t w e e n  the 

m a g n i t u d e  of what is involved here. The A l yeska Pipeline 

with an investment of some 4 - 4 1/2 b i l l i o n  d o l l a r s  is a 

much larger pipeline  facility than e i t h e r  the A t h a b a s c a n  

p i p e l i n e  or even the p r o d u c i n g  operations . There are 

d i f f e r e n c e s  in the m a g n i t u d e s  and d e g r e e s ,  but surely the 

p r i n c i p l e  of a d e f i n i t e  p a r t i c i p a t i o n  in the pipeline, or 

the o p t i o n  to acquire a p a r t i c i p a t i o n  is not w i t ho ut precedent. 

If there are problems involved in the finan c i n g  o f  the 

p i p eline b e ca use there is an o u t s t a n d i n g  o ption for the State 

to a c q u i r e  it, I would believe that t h o s e  f i n a n c i n g  problems 

c ould be r e s olved if the terms and condit i o n s  of a c q u i s i t i o n
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u n d e r  the option w e r e  spelled out. That is to say their 

invest ment, 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 thereaft er under t a k e s  

co m m e n s u r a t e  o b ligations  for w h a t e v e r  the o u t s t a n d i n g  debt 

may be.

The p r i n c i p l e  of an option to buy is not w i t h o u t  precedent. 

This c o n s o r t i u m  of oil companies, who t o g ether c o n s t i t u t e  the 

S I N C R U D E  group, contai ns w i t h i n  their m e m b e r s h i p  of four, 

two; the E x x o n  Corpor a t i o n ,  through Imperial Oil in Canada, 

and Atlantic Richfield , who are major p artic i p a n t s  in the 

A l y e s k a  Pipeline. So that insofar as the p u rpos e of an option 

still commends i tself to the Legislat ure as a s ignifica nt 

factor in the p r o t e c t i o n  of the State interest, w h i c h  probably 

m ay n e v e r  be e x e r c i s e d  but which nonetheless re pre s e n t s  a 

prudent approach  by the Legislature. I think it may also be 

c o n s i d e r e d  that the precede nts w h i c h  have been transpired, 

and if necessa ry, a g r e e m e n t  by the State in advance on what 

the formula for p a y m e n t  will be, so that it is caref u l l y  

spelled out, I woul d think  that at that stage of the game it 

s houl d not be a c o m p l e t e l y  inhibiting factor with r e s p ect to 

the f i n a ncing of the pipeline.

The third broad area at issues has to do with taxation. 

O b v i o u s l y  the t a xi ng p o w e r  of the State is the u l t i m a t e  power, 

that the L e g i s l a t u r e  exercises w i t h  respect to any of the
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issues w h i c h  may be i n v o l v e d  wit h r e s p e c t  t o  Alaskan oil.

T h e r e  is now t abled  b e f o r e  you two m a j o r  tax measures, 

an ad v a l o r e m  p r o p e r t y  tax and an a m e n d m e n t  to the 

s e v e rance tax. N o  l e g i s l a t u r e  can b i n d  i t s e l f  t h r o u g h  its 

t e r m  of office, let alone bind future l e g i s l a t u r e s ,  so 

w h a t e v e r  is enacted in terms of tax l e g i s l a t i o n  is sus ceptible 

to a m e n d m e n t  at any time. C e r t a i n l y  an oil company, more 

than any company in the world, is a w a r e  o f  the t a x i n g  power 

of s o v e r e i g n  states or States. In the c o n t e x t  of the 

p a ckage of l e g i s l a t i o n  that is s u b m i t t e d  to you, it would 

a p p e a r  that any tax l e g i s l a t i o n  that y o u  ena ct in this 

Special S e s s i o n  of the Legislat ure, i m p l i e s  some kind of a 

commitment. Here there have b e e n  n e g o t i a t i o n s ,  tax proposals 

have b e e n  made, in a s p e ci al s e s s i o n  of the L e g i s l a t u r e  you 

are b e i n g  asked to amend or pass l e g i s l a t i o n  w h i c h  seems to 

be part and parcel  of a w h o l e  p a c kage  of l e g i s l a t i v e  icems, 

and c e r t a i n l y  the industry, no m a t t e r  h o w  m u c h  it feels is 

subject to amendment in the future, w i l l  not be r emiss is 

r e c a l l i n g  to this or s ubseq uent l e g i s l a t u r e s ,  that what you 

enact today was part of a package.

T h e r e f o r e  it seems to me that this p a r t i c u l a r  legislature 

ought to be espe c i a l l y  careful  in what it d o e s  in terms of 

t h e i r  tax decisions, and cert ainly the l e g i s l a t i v e  record 

ought to show that a p r es ent enac t m e n t  r e p r e s e n t s  the sense 

of the L e g i s l a t u r e  to the extent that it is able to look 

ahead and see the c ircum s t a n c e s  u n d e r  w h i c h  the tax will be ^  533*39



operati ve. P r o m  the vi s ib i l i t y  of today, I submit that 

1977 and 1978 might not look at all the way you or I think 

its g o i n g  to look w i t h  re spect to the economics o f  North 

S lope p r o d u c t i o n  or the eco nomics of ex pl o r a t i o n  and 

d e v e l o p m e n t  e l s e w he re  in the State. So in a sense, if you 

are e na ct i n g  tax l e g i s l a t i o n  today, you must also be alert 

to the fact that the in te rests that the State will be 

look i ng  at 3 - 4 - 5 years hence may appe a r very d i f f e r e n t l y  

th an  the best p e r s p e c t i v e  any of us can hope to ha v e on the 

future fro;u t o d a > . So  that the tax l e g is l at io n  w i l l  be 

subject to review, no only as a m at t er  of le g is la ti ve 

pe ro g a ti v e,  but also as a m a t t e r  of very basic equ ity as 

c ircums ta nc es ma y  be changing.

Th er e  are three categor ie s of  taxa ti on which are relevant 

to y o u r  Legislature.

(1) The first is a se v er an ce tax wi th  amend m en t s set 

b e f o r e  you. We hav e always looked on the s ev e ra nc e  tax as a 

tax w h i c h  captures for the St ate a por t io n  of the economic 

interest in its natu r al  resource, and which was s u ff i c i e n t l y  

b r oa d  guag ed so that it really wasn 't di r ec te d  to the p r o d u c­

tion of one speci fic co mp an y  or the p r o d u c t i o n  of any specific

_. Tw o  to thre e years ago we felt that what the

l e g i s l a t u r e  did ought not to be constrained by the p a r t i c u l a r  

c i r cu ms t an c es  of C o o k  Inlet at that time, nor ought to be so 

fl ambo y an t  that it was d i r e c te d  entirely to the hectic
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expectations o f  North Slope d e v e l o p m e n t ,  but that in a sense 

it r e p r e s e n t e d  a fair and e q u i t i b l e  tax g i v e n  the c ircumstances 

of current, p r o s p e c t i v e  and future p r o d u c t i o n  out of Alaska.

Out of that came y o u r  tax w h i c h  was the p e r c e n t a g e  of w e l lhead  

value and w h i c h  c o n t a i n e d  four d i f f e r e n t  b r a c k e t s  w hich 

related to average w e l l h e a d  activity.

Last y e a r  your severa nce tax u n d e r w e n t  s u b s t a n t i a l  change 

with the i n t r o d u c t i o n  of cents p e r  b a r r e l  w h i c h  was desig n e d  

as a floor b e l o w  which the State's r e v e n u e  w o u l d  not fall 

whate v e r  t r a n s p i r e d  w i t h  respect to w e l l h e a d  value of the 

oil.

T h e r e  are two different ways of l o o k i n g  at the cents per 

barrel aspect of the sev erance tax. One is as a means of 

o f f s e t t i n g  d e p r e s s e d  w e l l h e a d  values. That is to say, if the 

p ipeline t ariff is hi gh and the w e l l h e a d  value is depressed, 

then if you can't get it as a p e r c e n t a g e  of w e l l h e a d  value 

then you get it as cents per barrel. It is a r e s p o n s e  to 

what you mi ght have considered an u n j u s t i f i a b l y  high t a r i f f  

w h i c h  d e p r e s s e d  w e l l h e a d  value and hence y o u r  s e v e r a n c e  tax.

Of course you can get that also by c h a n g i n g  y o u r  schedule in 

percen t a g e  of w e l lhead values. But as an offset to cents per 

barrel, o r  the sev erance tax h o w e v e r  its en acted, as an offset 

to the l o w e r i n g  of wellh e a d  values t h r o u g h  the h i g h  tariff, it 

is a blunt instrument b e c a u s e  it affects every p r o d u c e r  in the 

State with higher se verance tax o b l i g a t i o n s  i r r e s p e c t i v e  of 

w h e t h e r  o r  not that p r o d u c e r  is a m e m b e r  of the p i p e l i n e  or 

not. AGO 533641
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As a rev enue measure, every severance tax bears on 

p r o d u c i n g  profits. But It bears o n  It Indirectly, that Is 

to say It Is a percen t a g e  of gross value. And as a revenue 

measure it comes out of producing profits, but it can be 

a differen t p r o p o r t i o n  of producing profits d e p e n d i n g  upon 

the r e l a t i o n s h i p  for individual fields and individual 

companies and individual circumstances, of the r e lationshi p 

be tween gross value and net value of the oil. Theref ore it 

is not an income tax though it does fall upon it. It is a 

revenue r a i s i n g  m e a s u r e  that is always available to the State 

and is s usceptibl e to wha te v e r  rates the State may want to 

impose, w h i c h  the State can adjust whenever  it chooses if 

it is d i s s a t i s f i e d  with wellhead values. But this is an 

economic judgement.

Tne royalty offset feature in the last amendment of the 

severance tax was obviously a legal issue of c o n sider able 

general c o nce rn to the industry. Because what it implied to 

the industry was that here in Alaska, and p o tentially elsewhere, 

royalty payments w hich they entered upon by virtue of c o n t r a c­

tual lease ar rangements, might in effect be changed by the 

State enactment of severance tax legislation.

You can of course achieve whatever level of tax income 

from the State directly for severance tax or even h i g h e r  

severance tax to offset what you consider to be a loss of 

royalty income, not by a royalty offset but simply by a high
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severance tax.

The legal attack  u p o n  your last s e v e rance tax enac t m e n t  

could be v o i d e d  by a very simple a mendm ent, that is t o  simply 

eliminate the royalty offset and leave all the old schedule, 

in w h i c h  case the indus try w o u l d  be p a y i n g  a very consid e r a b l y  

hi g h e r  s e v e rance tax than they paid u n d e r  t h e i r  old tax or 

they are p a y i n g  u nder the g overnments p r o p o s e d  legislation.

To avoid the legal issue of the r o y a l t y  offset is s o m e t h i n g  

I think w e l l  w o r t h  c o ns idering, b e c a u s e  you can e x e r c i s e  your 

severa nce t a x i n g  power at any time.

(2) The ad v a l o r e m  tax is v e r y  clearly to r a i s e  revenue 

for the S t a t e  and p a r t i c u l a r l y  as an i n t e r i m  source o f  revenue 

and is one a m o n g  various ones that you might consider. The 

only t h i n g  that I w ould like to m e n t i o n  about it is the 

o b s e r v a t i o n  that an ad v a l o r e m  tax imposed up on a p i p e l i n e  

is r e c o v e r a b l e  ! y its tariff. It is a cost of d o i n g  business 

by the pipel i n e  and u n d e r  ICC r e gulat ions, and I s u s pect under 

y o u r  own S t ate of A l a s k a  Public U t i l i t y  r e g u l a t i o n s ,  an ad 

v a l o r e m  tax becom es a cost of d o i n g  b u s i n e s s  and t h e r e f o r e  can 

be added onto the tariff.

By way of rough calculation, o n  a 4 1/2 b i l l i o n  b a r r e l  

pi p e l i n e  a 20 mill rate would y i e l d  about 90 m i l l i o n  dollars 

per y e a r  in tax revenue ad v a l o r e m  tax on the p i p e l i n e  i t s e l f , 

which in effect would m e a n  about 20<t p e r  b a r r e l  a d d i t i o n  to 

the tariff. The ad v a l o r e m  tax w o u l d  b e  p assed on t o  someone 

else in the t ariff  o f  the pipeline. I n s o f a r  as the pipel ine
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t a r i f f  is h i g h e r  and the w e l l h e a d  values are lower, the State 

its el f w o u l d  b e a r  20% of the b u r d e n  of the tax beca u se  it 

wo uld redu ce  the ro yalty seve. nee tax income, The tax 

wo uld b e co m e a b u r d e n  on those pr o ducer s on the North Slope 

who are not par ti c ip a nt s  in the p i p e l in e but w ho have to 

tra nsport  oil beca u se  the tariffs to t h e m  wi ll  be  higher.

They would b e a r  a p o r t i o n  of the b u r d e n  in p r o p o r t i o n  to 

the alnount of oil that they p r o d u c e  and ship re la t iv e  to 

the amount of oil that is produced and shipped by companies 

who are also partic ip an ts in the pipeline. The rest of it 

wo uld be borne by the pi peline co mpanies t he ms elves as its 

passed back to the cost of t r a n s p o r t a t i o n  of their own crude 

oil.

The same holds true not only for the ad v a l o r e m  taxes 

that the p i pe li ne  will pay in 1978 w he n  the pi pe line is in 

op eration, but I suspect that the same th i ng  holds true for 

all the c u mu l at iv e  ad val o re m  taxes that the p i pe li ne will 

be p a y i n g  b e t w e e n  197*J and the start up of ope ra tions, beca us e 

those taxes are also r e c ov er a bl e  costs o f  do i n g  b u si ne ss  and 

in due co ur se will ha v e to the companies as pi pe line operators 

in t h e i r  tariff.

All of wh ic h  is not a re as o n in and of i t s e l f  for you to 

say no more ad v a l o r e m  tax. This all d e o en ds  on wh e n  you want 

yo ur  revenu es  and how you best decide the State can raise its 

r e v e n u e s .
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(3) Fi na l ly ,  a few w or ds about wh at  I think is the most 

i mp o rt an t  aspect of t a x a t i o n  w h i c h  is available to the State, 

that is y o u r  S t at e  i n co m e tax.

I th i nk  the L e g i s l a t u r e ,  in due course, its c er tain ly  

not r e q u i r e d  at this S p e c i a l  S e s s i o n  of the L eg i slatu re , 

mus t r e v i e w  its l e g i s l a t i o n  to insure that incomes ea rn ed  

in the S t a t e  are w i t h i n  re ach of the S t a t e’s income t a x i n g  

power. T h is  does not i m p l y  a n y t h i n g  about the way yo u  levy 

in come tax, or w h e t h e r  t h e r e  are any changes, but it does 

im ply that you will s c r u t i n i z e  y o u r  income tax l e g i s l a t i o n  

very carefully.

In the end the inco me  t a x i n g  p o w e r  of the S ta t e is the 

m ea n s by w h i c h  the S ta t e ca n i n su re  that there is in the 

future a r e a s o n a b l e  p a r t i t i o n ,  or sharing, of wh a t are the 

u l t i m a t e  eco n o mi c b e n e f it s  of r e s o u r c e  p r o d u c t i o n  in the 

State. I ’m not only t a l k i n g  about crude oil but I'm t a l k i n g  

about w h a t  ho p ef u l l y  w i l l  be a m a j o r  ex pl o ra t or y and d e v e l o p­

ment p r o g r a m  now that lands are b e g i n n i n g  to be ava il a bl e  for 

the r e o p e n i n g  of  l e a s i n g  ope ration s.  T h r ou gh  y o u r  Income 

t a x i n g  p o w e r  you have the final mea ns  by wh ich the S t a t e  can 

de cide, but not a r b i t r a r i l y ,  n e v e r  by itself, b e c a u s e  its all 

su bject to the e s s e n t i a l  in ce nt iv e s of investment by p r i v a t e  

c om p an ie s in e x p l o r a t i o n  and de v el o pm e nt .  But w i t h i n  these 

limits the State has a m e a n s  to p a rt i ci p at e in a r e as o n a b l e  

and e q u i t ab l e way in the b e n e f i t s  that will come from A l a s ka n  

r es o ur ce  devel op me nt.
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