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S p e c i a l  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. L lpt o n  ‘ -

\
I'll try to get m y  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 wit h r e s p e c t  

to the l eg i sl a ti o n s u b m i t t e d  by the Go vernor. F i r s t  o f  

all it is very obvious  that there 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 pipeline. his 

is cl early evider. C o n g r e s s i o n a l  a ct i on  to authorize

c on s tr uc ti on. And I t h in k the a c t i o n  by  Congress implies 

not only an a p p r e c i a t i o n  o f  the h i g h t e n e d  c o n c e r n  by the 

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

S l op e  oil to the n a t i o n ' 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  

e nergy supplies, but a l s o  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 avo id fu rt her u n e c e s s a r y  delays on a c c o u n t  

of l i ti g a t i o n  In the court s.  And I t hi nk  that the sa me  

s pirit, the desire to av o id  u n e c e s s a r y  delays, is r e f l e c t e d  

in the negoti at ions b e t w e e n  the G o v e r n o r  and the c om pa n i e s .  

T h er e  is no doubt but that the S t a t e  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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You must I n d e p e n d e n t l y  review the pro posed legi s la t io n 

in the light of the m a n y  issues inv ol ve d so in my i n t r o­

duc t o r y  remarks 1 w o u l d  like to address m ys e lf  to the 

q u e s t i o n  - what havp b e e n  the m aj o r concerns which hav e 

im pelled  past le gi sl a ti o n,  to what extent are these concerns 

still relevan t to the S t a t e  of Alaska, and to what ext en t 

do the pr o po s ed  ch an ge s in the le gi sl a ti o n a de qu ately take 

care of the concerns of the State and to what extent may 

you want to c o ns id er  va ri ations, deviations, or at least 

review wha t is b e in g  proposed;

The first thing that I would like to stress is the 

public interest that is inevit ably and irrevocably in vo lved 

in the pipeline. This i3 a ci r cu mstance which is uni que to 

Alaska, it is of t r e m e n d o u s  importance to Alaska and it 

just does not obtain elsewhere. This is one of the reasons 

why in y o u r  legi s la t io n y o u  must be circumspect to a de gree 

that pe rhaps other states need not be. The contrast b e t we e n 

the p i p e li n e that is p r o p os e d to be buiit along a c o r ri do r  

from the North Slope to V a l d e s  contrasts with any o t he r  

t r a n s p o r t a t i o n  ci r cu m s t a n c e s  in the lower ^8 states; T he r e 

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

e xp e di ti o us l y,  for any crude oil p r o d u c e r  ha vi ng  a s i g n i f i­

cant fiow of crude oil wi thout access to pipeline c apacit y 

to u n d e r t a k e  to bu il d a new pipeline; Or for any r efine ry  

with o ut  access to p i p e l i n e  that wouid 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. 

The re 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 

p i p e l i n e  c a p a ci ty  in to  t he M i d w e s t  area. CAP line, w h i c h  

unt il A l y e s k a  was the l a r g e s t  u n d i v i d e d  i n t e r es t  cr u de  oil 

p i p el in e  in the U n i t e d  S t a t e s  is e x p a n d i n g  its c a p a c i t y  

under d i f f e r e n t  i n v e s t m e n t s  b y  the v a r i o u s  c o m p a n i e s  

p a r t ic i pa t in g.  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 

ca p ac i ty  b ut  to re flect t h e i r  s e v e r a l  needs. T h e r e  are 

r e fi n er i es  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  

Stat es 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 ru de  s upplies  

from O k l a h o m a  and K a n sa s w h e r e  c r u d e  p r o d u c t i o n  is go i ng  

dow n that are p r e p ar e d to b u i l d  t h e i r  own  p i p e l i n e  from 

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

a new f airl y large c a p a c i t y  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  

m a r ke ts  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 li n es  have, in a sense, a m o n o p o l y  o v e r  t h e i r  own 

r l g h t s - o f - w a y  and are r e g u l a t e d ,  t he c i r c u m s t a n c e s  of 

i n ve s tm e nt  c o n s t r u c t i o n  in t he  l o w e r  4̂8 m a k e  it po s si b le  

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 

prov ided. This Is sim pl y  not the c a s e  w i t h  r e s p e c t  to the 

crude oil resources of  the N o r t h  S l o p e  and the a ccess to 

export ma rk et s In s o u t h e r n  Al aska. T h a t  p i p e l i n e  c o r r i d o r  

wil l c o n v e y  to w h a t e v e r  c o m p a n y  b u i l d 3  that p i p e l i n e  an
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an i r r e v o c a b l e  right for the t r a n s p o r t a t i o n  of crude oil.

The s ta t e has t r em e nd ou s  i ntere st  in this pipeline. It 

has i n t e r e s t  in se ei ng  that the facil it ie s are operat ed  

in the mo st  econ o mi c al ,  e f f i c i e n t  fashion. That the 

f a ci l i t i e s ,  w h a t e v e r  t h e i r  capacity, m a y  in due course 

be e x p a n d e d  to meet the need s e it h er  of  incoming p r o d u c t i o n  

or f a c i l i t i e s  p r o vi de d  to expa n d  the deliver y of crude oil, 

for ex a mp l e,  to  i n t e r m e d i a t e  points w i t h i n  the State, such 

as F ai r ba n ks . My point s i m p l y  is.that company intere st s 

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

to the co nc e rn s  that are of pr im ar y  interest to the State.

I had the p r i v el eg e  o f  l i s t en in g  to  Mr. Spahr's 

t e s t i m on y b e f o r e  this C o m m i t t e e  y e s t e r da y  af t er no on  and I 

was q u i t e  i mp r es s ed  wit h his very ca ref ul and pr ec ise 

s t a t e m e n t  of h ow  a company b a l a n c e s  all of its inv es tm ent 

d e c i s i o n s  ag ainst their m a n y  alterna t i ve s,  which means in 

ef fe ct  that the economic In terests  of the State, from time 

to time and in various r e s p e c t s  m ay not coincide with the 

i n c l i n a t i o n s  of the I n d i v i d u a l  compan ie s who are p a r t ic ip a nt s  

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 a c h i n e r y ,  ca n  i m po se  arbit ra ry  or caprici ous deman ds  

u po n  the p ip elin e,  e i t h e r  to deny them the right to do things 

or to c o m pe l  th e m to do things, b e ca us e  the pi p l el i ne  always 

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

law, a g a i n s t  c apri ci ou s, a r bi t ra ry  or co nf i sc a to ry  dema n d s
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mad e by a r e g u l a t o r y  author it y.  T h e r e  is l i k el y to be  a 

wi de  range of b u s i ne ss  t r a n s a c t e d  b y  that p i p e l i n e  which 

invo lves i nt r a- st a te  c o m m e r c e  and w h i c h  involves State 

in terest in the to t al it y  of  its comme rc e.  And, to the 

extent that the State  h as an inte re st  and c a n  exer ci s e 

ju ri s di c ti on ,  it w ou ld  s e e m  to  u s . t ha t the l e g i s l a t i o n  

en acted by this l e g i s l a t u r e  should c l a i m  for the St ate 

such j ur i sd ic tion, s u b je ct  both to the p r i o r  j u r i s d i c t i o n  

that the ICC m a y  have, and subject als o to court rev ie w 

of how  the S ta te  ex e rc i s e s  such j u r i s d i c t i o n  as is 

a v a i la b le  to it. But, I w o u l d  not think that the claim 

by the State, in its leg i s la ti o n,  to e x e rc i se  regula t or y  

ju ri s di c ti on ,  sh ou ld be su ch  a d i s a b l i n g  factor that in 

a dvance they w o u l d  say that we will not submit to the 

l eg i sl a t i v e  exercis e of this po we r  and go ahead w i t h  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 b e e n  p r ev i ou s ly  

r ev i e we d  in the courts. T h e  exe r ci s e of  the S ta t e r e g u l a­

tory aut h or it y is alw ay s a v a i l a b l e  to t h e m  s u bj e ct  to 

J ud i c ia l  review. I w o u l d  not think that this one, among 

the ma n y issues would  be the one tha t w o u l d  be such a 

s t i c k l e r  that it would i n v o l v e  p r i o r  l i ti g a t i o n  and unece ss ary 

delays on the subject of  the c o n s t r u c t i o n  of  the pipeline.

This bears up o n aspects b o t h  in the p r o p o se d a me nd ments to 

the P i p e l in e  C o m m i s s i o n  Act and c e r t a i n  p r o p o s e d  ameniments 

in the R ig h t- O f - W a y  Act.
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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  wh ic h  the p i p e l i n e  w i l l  e v e n t u a l l y  

est ablish.

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 bo unds. The figure t h a t  is now b e i n g  used in the r an ge  

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  i n d u s t r i a l  u n d e r t a k i n g  a n d  p r i v a t e  investment.

But it ought to be seen in con t e xt . T h e r e  has b e e n  ov e r  

the past three years, a c c o r d i n g  t o  estimates, an incre as e 

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

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

va lues in Alaska, as m e a s u r e d  onl y by  the i n c r e a s e  in 

po s ti n gs  alre a dy  put into e f f e c t  in C a l i f o r n i a ,  are on the 

ord er of 6 0 <fc a ba rre l, a nd  6 0 a b a r r e l  on 10 b i l l i o n  

b a r r e l s  of  r e c o v e r a b l e  oil, m e a n s  at le as t that the ca pi ta l 

assets w h i c h  und e rl ie  all of the i n c e n t i v e s  to c o ns t ru c t 

this p i p e l i n e  have gone up by a b o u t  6 b i l l i o n  do ll ar s in 

the same pe ri od of time. I n s o f a r  as t h e  e c o n o m i c s  of  the 

p i p e l i n e  are i rr e vo c a b l y  ti ed  in w i t h  the e c o n o m i c s  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 i p e l i ne , oc ca s io n ed  by  i n f l a t i o n ,  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 gu 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 re m en d ou s  in cr e as es  in the v a l u e  of A l a s k a n  oil, 

w h i c h  h a v e  alre a dy  o b t ai ne d  by v i r t u e  o f  the run up in 

ene rgy p r ic es  and crude oil v a l u e s  in C a l i f o r n i a ,  and also 

with r e s p ec t  to fo reign oil at the p r i c e  w h ic h  it can be
AGO 533*67
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T h e s e  h i g h e r  w e l l h e a d  va lu e s , 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  h a v e  less c o n c e r n  than 

b e f o r e  ab ou t  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  pr i ce  at w h ic h t h e i r  s e v e r a n c e  tax and ro ya lties 

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

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

to the S tate , 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 ,  

ev en  if its d e pr e ss ed  f r o m  an u n ex p ec te dl y hi gh  level by 

virt u e of the ta ri ff 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 o m i c s  of the comp an y.  The r e a l  q u e s t i o n  has to do 

with h ow  the State, g i v e n  its e c o n o m i c  interesc, 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 pr otect the interests 

of the S t a t e  in the ev ent th at  c o m p a n y  in t er e s t s ,  for one 

r e a s o n  or another, are foun d in such a way that the St ate 

feels its own in t erests  a r e  b e i n g  b y p a s s e d .  It is for that 

r e a s o n  that we ha v e  felt v e r y  s t r o n g l y  that the S t a t e  should 

be l o o k i n g  at a pa c ka ge  of l e g i s l a t i v e  m ea ns  that not 

n e c e s s a r i l y  by t he m se l v e s  b u t  t o g e t h e r ,  w ou l d alw ays conduc e 

to the mos t f a vo ra bl e t a r i ff ,  in li gh t  of the S t a t e s  economic 

i n t e r e s t .

One of the s p ec if ic i s s u e s  i n v o l v e d  is one that came to 

the fore in the R i g h t - O f - W a y  L e a s i n g  Act of 1972 was the 

p e r c e n t a g e  lease r e nt al  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 re call o u r  t e s t i m o n y  last year, thJ .• was 533<v68
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one area in w hi c h we h a d  certain reservations. It certainly 

was, to our mind, an i ma gi n a t i v e  approach on the part of the 

State, since the m a i n  I n te n t and purpose of the pe rc e n t a g e  

lease rental f o r m u l a  was not to raise revenue for the State.

Quite the contrary, the intent and purpose was to hol d out 

an a l t er n at i ve  of pains or rewards to the p ipeli ne  p a r t i c i­

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

ren ta l if they set too h i g h  a tariff, and rewards in the 

form of an a pp reciabl y l o we r  lease rental if they set the 

lower tariff. We h ad  h ow ever, considerable u n ce r ta i nt y as 

to what the company r e s p o n s e  wo ul d be to it. It was then 

very, very d if fi c ul t  and it remains very, very d if fi cult to 

compute, co m pa n y by company,  the way In which the impact of 

the pe r ce n t a g e  lease r e nt al  would fall upon the com pany, 

not k n o w i n g  In advance wha t the u ltim at e proportions w ou ld  

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

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

b uy e r or a net seller. A nd not k n o wi ng  what the tax exposure 

was of indi vi du al c o m p a n i e s  wi th respect to income earned on 

p ro duction, whi ch  has the advantage of  depletion a ll owan ce  

and the d i s a d v a n t a g e  of sever an ce  tax royalty, or what their 

Income tax expo su re might be on pipeli ne  operations given 

a cc e le r at ed  am or ti zation, investment tax credits, etc. This 

Is a very difficul t co r porate  computation. So there was 

c o ns i d e r a b l e  u n ce rt a i n t y  as to w h e t h e r  the i nc e nt i ve  that 

was i nten de d in the n er c en ta g e lease rental would actually
ago 533469
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w o r k .

T h e n  th er e was the s e c o n d  p r o b l e m  a bo ut  the p y r a m i d i n g  

of l ea se  rentals. Any r e n t a l  p a y me n t that a p i p e l in e com pa n y 

mak es , i n s o fa r  as it is s u b j e c t  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 j e c t  to the Icc rate m a k i n g  

rule, if it pays a r e n t a l  it is in e f fe c t able to r e c ov e r 

that r e n ta l  payme nt  t h r o u g h  the ta riff. So that the h i g h e r  

the re nt a ls  are the h i g h e r  the t a r i f f  w o u l d  h av e  to be.

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

u n de r  the c i r c u m s t a n c e s ,  w h e r e  this ha s b e e n  made by the 

ind ustry,  one of the p i v o t a l  issu e s in th ei r li ti g at i on  

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

very c a r e f u l l y  the e x t e n t  to w h i c h  the p e r c e n t a g e  lease 

rental fo rm ul a and all the p r o v i s i o n s  a s s o c i a t e d  wi th  it 

are e s s e n t i a l  to the i n t e r e s t s  o f  the S t a t e  or w h e t h e r  there 

are o t he r  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 ye ar  and is no w  s u b j e c t  f or  y o u r  review, is the 

o ption of the S t at e  to b u y  up to 20/5 e q u i t y  in the pipeline. 

Last y e a r  we we re  r a t h e r  n e g a t i v e  on the su bje ct of  100^ 

state o w n e r s h i p  for r e a s o n  w h ic h  we  w o u l d  still enunciate.

But we did feel that t he r e wa s a very c o g e n t  r ea so n  for the 

S t at e  to hav e an opti o n 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 en ac te d 

into y o u r  l e g i s l a t i o n  last y ea r, wa s  a n  o p t i o n  to ac q ui re  up

i
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to a 2055 u n d i v i d e d  interes t in the pipeline. The reasons

for that were, if the S ta t e exercised its option, it could

use its o w n e r s h i p  of some percentage, and it does not have

to be a very  large per ce n ta g e,  it could be less than 2055,

to u t i l i z e  its o w n e rs h ip  of tr an sp or t at i on  fa cilities to

lev erage all ta riffs downward. The State could set a

t ar i ff  and say that this is an appropriate y a rd s t i c k  that

others c an  follow. Or the  State could set a ta riff and if

the t a r i f f  were lower th an  the company's tariff p re su mably

all shipper s 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 ou ld  be in a po sition, wi t h its relatively lower tariffs,

to say that this is what determin es  the value of oil on the

North Slope, and use that as the basis for its se v eranc e

tax and royalty ca l cu la t io n s,  wi th  the onus b e i n g  on the

c ompany to prove that a h i g he r tariff is necessary. Or if all else fail

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

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

on the oil that we move th ro ugh our share of the pipeline

what we m ay  have lost th rough severance tax and royalty

r evenue s b e c au se  a high t ar i ff  depresses the value of the

oil on the North Slope.

The a t tr ac t i v e n e s s  of the option pr ov is i on  was that 

h a v i n g  the o ption it w ou ld  not have to be exercised.
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That wh a t  the State co uld do by its option, plus what it 

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

wo ul d  be co nd ucive to a r e a s o n a b l e  agreement b e t w e e n  the 

c om p an ie s and the State as to what a reaso nable t a r i ff  

would be, wh i ch  might v e r y  well be  at an ICC rate, d e p e n d­

ing on w ha t  ICC rate m a k i n g  polic y is in 1977 and 1978.

Or it m i g ht  be somewhat lower, but at least it provid es  

the S t at e  w i t h  a n e g o t i a t i n g  leverage and it wo u ld  be one 

of those tools w h i c h  h o p e f u l l y  the State would n e v e r  have 

to exercise. The n e g o t i a t i o n s  be tw ee n the G o v e r n o r  and 

the i nd us try have ch anges quite subs ta nti ally the w ho le  

concept of the State's right to acquire an i n te re st  in the 

pipeline. Last y e a r  the compan y representa ti ve s were 

a bs o lu t e l y  adamant that S ta t e ownership or State p a r t i c i­

pation or State op ti on  w e r e  ab solutely u n a c ce p ta bl e  and 

this was very largely co uc he d in terms of the fi n ancing 

p ro bl ems that would be posed.

I w o u l d  like to call a t t e nt i on  to arrang em ents that 

have b e e n  made el se where w h i c h  involve government p a r t i c i p a­

tion in a pipeline and a g ov er n me n t option to buy. I'm 

r e f e r r i n g  now to an a rr an gement w hi ch  has be en  ma d e  b e t w e e n  

a c o n s o r t i u m  of oil. co mp anies called SINCR UDE and the 

P ro vi nce of Alber ta  in C a n a d a  h a v i n g  to do wi th  the right 

to p r o d u c e  and transport a sy nt hetic oil pr o c es s ed  from the 

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

p i p e M n e  wh i ch  connects the Atha ba sc an Tar Sands D e v e l o p m e n t
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Projec t wi t h the City o f  E d m o n t o n  w h er e  the oil w i l l  then 

move into o th er p ip elines . The Pro v in c e of A l b e r t a  is 

given, de n o v a , from start, an 8 0 $ equ it y in the pipeline.

The c o mpanie s w h i c h  are p a r t i c i p a n t s  in S I N C R U D E  comm it 

t he i r shares of  the oil to that p i pe line, w i t h o u t  r e s e r v a­

tion. - Se co n dl y , and this does not have to d o  w i t h  pi p e li ne
%

but it has to do with an option, the P rovince  o f  A l b e r t a  

has an o p t io n to a cquire , a f t e r  the start of p r o d u c t i o n ,  an 

u nd i vi de d interest in the p r o d u c t i o n  itself, of  not less 

than 5/5 and not more t h a n  20$, with a form u la  th at  d et ermines 

in advance what price w i l l  be pai d by the P r o v i n c e  of 

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

I mus t be very c a r ef u l 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 inv o lv e d here. The A l y e s k a  Pip el i ne  

with an i nv es tment of so me  ^ - *1 1/2 b i l l i o n  d o l l a r s  is a 

much l a r g e r  pip e l in e fa ci l it y  tha n e i t h e r  the A t h a b a s c a n  

p i p e li n e or even the p r o d u c i n g  ope rations . T h e r e  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 de gr e es ,  but s u r e l y  the 

pr in c ip l e of a d e f i ni t e p a r t i c i p a t i o n  in the p i p e l i n e ,  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 h o u t  precedent. 

If there are p ro bl ems in v ol v ed  in the f i n a n c in g  o f  the 

p ip e l i n e  b e c au se  there is an o u t s t a n d i n g  o p ti on  f or  the State 

to a c q u i r e  it, I wo uld b e l i e v e  that those f i n a n c i n g  problems 

could be re so l ve d  if the terras and c on di t i o i s  of a c q u i s i t i o n

AGO 533473



-13-

f

u n d e r  the op ti on w e r e  s p e ll e d out. Th at  is to say the ir  

in ve st m en t , their cos ts , plus interest on th e ir  inv es t me nt  

up to the time of the St at es  t a ki ng  over the p i p e l i ne ,  will 

be pai d to them, an d  that the State t h er ea f te r  u n d e r t a k e s  

c om m en s u r a t e  o b l i g a t i o n s  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 ri n ci p le  o f  an o pt io n  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 c o mp a ni e s,  who t og e t h e r  c o n s t i t u t e  the 

S I N C R U D E  group, c o n t a i n s  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  C o r p o r a t i o n ,  t h r o ug h  Imp er ia l Oil  in Canada, 

and Atlantic R i ch f ie l d,  w ho  are m aj o r p a r t i c i p a n t s  in the 

A l y e s k a  Pipeline. So that i n s o f a r  as the p u r p o s e  of an option 

still comme nds i t s e l f  to the Le gi s l a t u r e  as a s i g n i f i c a n t  

fac tor in the p r o t e c t i o n  of the State interest, w hich probably 

may ne v er  be exerclar ; w h ic h  none theless r e p r e s e n t s  a 

pr ud e nt  approac h by the L eg is lature.  I think it may als o be 

c on s i d e r e d  that the p r e c e d e n t s  w h i c h  have b e e n  tr an sp i re d,  

and if necessary, a g r e e m e n t  by the State In advan ce  on what 

the fo rm ul a for pay m en t  w i l l  be, so that it is c a r e f u l l y  

sp e ll e d out, I w o u l d  t h in k  that at that stage o f  the game it 

sh ou l d not be a c o m p l e t e l y  in h ib i t i n g  fact o r w i t h  resp e ct  to 

the f i n a nc i ng  of the pipeline.

T he  third bro ad ar ea  at iss ue s has to do  w i t h  taxation. 

O b v i o u s l y  the t a x i n g  p o w e r  of  the State Ls the u l t i m a t e  power, 

that the L e gi s l a t u r e  e x er ci s es  w i t h  respect to any of the
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iss ues w h i c h  m a y  be i n v o lv e d wit h r e s p e c t  t o  A l a s k a n  oil.

T h e r e  is now tabled be fo re  y o u  two m a j o r  tax me a sures, 

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

s e v e r d n c e  tax. No l e g is la t ur e  c a n  b i n d  i t s e l f  t h ro u gh  its 

te rm  of office, let alone bind f uture l e g i s l a t u r e s ,  so 

w h a t e v e r  is e n a c t e d  in terms of tax l e g i s l a t i o n  is susceptib le  

to a m e n d m e n t  at any time. C er ta i n l y  a n  oil co m pa ny ,  more 

than any co mpany in the world, is a w a r e  of 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  o f  the 

p a c k a g e  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 gi s l a t i o n  that y o u  en a ct  in  this 

S p e c i a l  S e s s i o n  of the Le gi sl a tu re ,  i m p l i e s  some  ki n d  of a 

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

hav e b e e n  made, In a spec i al  s e s si o n o f  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 ic h 3 eems to 

be part and p a r c e l  of a whole p a ck a ge  of l e g i s l a t i v e  items, 

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

subject to a me n dm en t In the future, wi l l  not be remiss  i3 

r e c a l l i n g  to this or subse quent l e g i s l a t u r e s ,  that wh at  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  l egis la tu re 

ought to be e sp e ci a l l y  car e fu l  in what  it d o e s  In terms of 

th ei r  tax decisions , and certainly  the l e g i s l a t i v e  r ecord  

ought to show that a pre se n t en a c tm e nt  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 ci r cu m s t a n c e s  u n d e r  w h i c h  the tax w i l l  be AbU 533%
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operat ive. P r o m  the v is ib ility of today, I submit that 

1977 and 1978 m i gh t  not look at all the way you or I think 

its g o i n g  to look wi t h  respect to the economicb o f  North 

Sl ope p r o d u c t i o n  or the economics of explora ti on  and 

d e ve l o p m e n t  el s ew h e r e  in the State. So in a sense, if you 

are e n a c t i n g  tax l eg is l a t i o n  today, you must also be alert 

to the fact that the int erests that the State will be 

lo oking at 3 -  ̂ - 5 ye ar s hence may appear very di ff erently 

than the best p e r s p e c t i v e  any of  us can hope to have on the 

future fro m today. So  that the tax legislation wi ll be 

subject to review, no only as a matt er of le gi sla tive 

per ogativ e,  but al so  as a ma tt er  of very basic equity as 

c i rc um stance s may be changing.

T h er e  are three catego ri es  of taxation which are relevant 

to y o u r  Le gis lature.

(1) The first is a severance tax with amen dm en ts set 

be fore you. We ha v e  always looked on the s e veran ce  tax as a 

tax whic h captures for the State a portion of the economic 

interest In its nat u ra l resource, and whicn was s u ff icie nt ly  

br oad guaged sc that it rea lly wasn't directed  to the p r o d u c­

tion of  one sp ecific co mpany or the p r od u ct io n  of any specific

_____________. Two to th r ee  years ago we felt that what the

l e gi s l a t u r e  did ought not to be constrained by the pa r ti c ul ar  

c ir c um st a nc e s of C o o k  Inlet at that time, nor ought to be so 

fl amboyant that it was dir ec t ed  entirely to the hectic
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expectations of North Slope development, but that in a sense 

it represented a fair and equitible tax given the circumstances 

of current, prospective and future prod u c t i o n  out of Alaska.

Out 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 tax. One is as a means of 

offsetting depressed wellhead values. That is t o  say, if the 

pipeline tariff is high and the w e l lhead value is depressed, 

then If you can't get it as a percentage of wellhead value 

then you get It as cents per barrel. I t  is a response t o  

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 c h a nging your schedule in 

percentage of wellhead values. B u t  as an offset to cents per 

barrel, or the severance tax however it3 enacted, as an offset 

to the lowering of wellhead values through the high tariff, i t  

Is a blunt Instrument because it affects every producer In the 

State with higher severance tax obligations irrespective of 

whether or not that producer i3 a m e m b e r  of the pipeline o r  

n o t .  AGO 533*77
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As a r e v e nu e  m e a o u re ,  every se ve rance tax bears on  

p r o d u c i n g  orofits. But it bears on it indirectly, that is 

to say it is a p e r c e n t a g e  of gross value. And as a re venue 

me as u re  it comes out o f  p ro d uc in g  profits, but it can be 

a d if f er e nt  p r o p o r t i o n  of pr o du c in g profits d e p e n d i n g  up o n 

the r e l a t i o n s h i p  for in d iv i du al  fields and ind ividual 

c om panies and i n d i v i d u a l  ci rcumstances, of the re lationsh ip  

b e t w e e n  gross value and net value of the oil. T h e r e f o r e  it 

is not an inco me tax t h o ug h  it does fall upon it. It ls a 

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

and is s u s c e p t i b l e  to w h a t e v e r  rates the State may want to 

impose, w h i c h  tlie S t a t e  can adjust whenever it chooses if 

It is d i s s a t i s f i e d  w i t h  wellh ea d values. But this is an 

eco nomic Ju dgement.

The roya l ty  offs et feature In the last am endment of the 

s ev e ra nc e tax was o b v i o u s l y  a legal issue of  co n si de rable 

gener al c o n ce r n to the industry. Because what it Implied to 

the indus tr y was that h e r e  in Alaska, and p o t e nt i al ly  elsewhere, 

ro yalty paym ents w h i c h  they entered upon by virtue of c o n t r a c­

tual lease a r r a n g e m e n t s ,  might in effect be changed by the 

State en a ct me nt  of s e v e r a n c e  tax legislation.

You can of c o u rs e  ac hi eve wh at e ve r  level of tax income 

from the S t a t e  d i r e c t l y  for severance tax or even h i gh e r 

s ev e ra nc e tax to o ff s et  what you c on si der to be a loss of 

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

fi
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s ev e ra nc e  tax.

The le gal a t t a c k  u p o n  yo ur  last s e v e r a n c e  tax e n a c t m e n t  

could be v o i d e d  b y  a v e r y  simple a m e n d m e n t ,  that is t o  simply 

el im i na t e the r o y a l t y  o f fs e t and l e a v e  all the o ld  s c he du l e,  

in w h i c h  case the i n d u s t r y  w o u l d  be p a y i n g  a ve ry  c o n s i d e r a b l y  

h i g h e r  s e v e r a n c e  tax t h a n  they paid u n d e r  t h e i r  old t a x  or

they are p a y i n g  u n d e r  the g o v e r n m e n t s  p r o p o s e d  l e g i sl a ti on .
%

To a v oi d the legal i s su e  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 n s i d e r i n g ,  b e c a u s e  you can e x e r c i s e  your 

s e v e ra n ce  t a x i n g  p o w e r  at any time.

(2) The ad v a l o r e m  tax is ver y c l e a r l y  to r a i s e  revenu e 

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

and is one a m o n g  v a r i o u s  ones that yo u migh t c o n s i de r.  The 

only t h i n g  that I w o u l d  lik e to m e n t i o n  about I 4- is t h e  

o b s e r v a t i o n  that an ad v a l o r e m  tax i m p o s e d  u p o n  a p i p e l i n e  

is r e c o v e r a b l e  by its tariff. It is a cost of d o i n g  bu si ne ss 

by the p i p e l i n e  and u n d e r  ICC r e g u l a t i o n s ,  and  I s u s p e c t  under 

y ou r  own S t at e 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 ,  a n  ad 

v a l o r e m  tax b e c o m e s  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 add ed  onto the tariff.

By way o f  r ou g h c a l c u l a t i o n ,  on a 4 1/2 b i l l i o n  b a r r e l  

pip el i ne  a 20 m i l l  r a t e  w o u l d  y i el d  ab o ut  90 m i l l i o n  dollars 

per y e a r  in tax r e v e n u e  ad val or e m tax on the p i p e l i n e  itself, 

wh ic h  in effect would  m e a n  about 20£ 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 a s se d  on t o  someone 

else in the t a r i f f  of the pipeline. I n s o f a r  as the p i p e l i n e
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t a r i ff  is h i g h e r  and t h e  w e l l h e a d  valu es are lower, the State 

i tself w o u l d  b e a r  20% o f  the b u r d e n  of the tax beca us e  it 

would r e d u c e  the r o y a l t y  se v erance  tax income. The tax 

w o ul d  b e c o m e  a b u r d e n  on those pr od uc ers on the North S lo oe  

who are not p a r t i c i p a n t s  in the pi pe l in e  but who have to 

t ra ns port oil b e c a u s e  the tariffs to t h e m  wi l l  be higher.

They w o u l d  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 aftiount of oil that they p r o d u c e  and ship r e l a t iv e  to 

the a m ou n t of oil that i3 p ro du ced and sh ipp ed by companies 

who are als o p a r t i c i p a n t s  in the pipeline. The rest of it 

would be b o r n e  by the p i p e l i n e  co mpanies thems el ves as its 

passed b a c k  to the co st  of t r a n s p o r t a t i o n  of their own crude 

oil.

The sa me  holds t r u e  not only for the ad v a l o r e m  taxes 

that the p i p el i ne  w i l l  pay in 1978 wh e n the pi p el i ne  i3 in 

opera ti or , but I s u s p e c t  that the came t h in g holds true for 

all the c u m u l a t i v e  ad v a l o r e m  taxe3 that the p ip el ine will 

be p a y i n g  b e t w e e n  197^ and the start up of operations, be ca us e 

those taxes are also r e c o v e r a b l e  costs o f  d o in g  b u s i ne s s and 

in due c o u r s e  will h a v e  to the companies as pipel in e operators 

in t he ir tariff. v

All of  w h i c h  is not a r ea s on  in and of it se lf  for yo u  to 

say no m o r e  ad v a l o r e m  tax. This all depends on wh en  you want 

yo u r r e v en ue s  and how y o u  be st d e ci de  tne State c an raise its 

revenues .
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(3) F i n a l l y ,  a f ew  words about wh at  I th ink is the most  

im po rt ant aspect of  t a x a t i o n  which is a va i la bl e to the State, 

that is y o u r  S t a t e  i n c o m e  tax.

I t h i n k  the L e g i s l a t u r e ,  in due course, its c e rt ai n 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 Le g is l a t u r e ,  

must r e v i e w  its l e g i s l a t i o n  to insure  that inco m es  e arned 

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

power. This docs not imply a n y t h in g about the way you levy 

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

imply that you will s c r u t i n i z e  yo u r  income tax l e g i s l a t i o n  

very careful ly .

In the end the i n c om e  t a x i n g  p o w e r  of the S t a t e  is the 

me ans by w h i c h  the S t a t e  can insure 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 w h a t  are the 

u l t im at e  e c o n o m i c  b e n e f i t s  of res o ur 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 b ut  I'm t a l k i n g  

about wh at  h o p e f ul l y w i l l  be a m a j o r  e x pl o ra to r y and d e v e l o p­

ment p r o g r a m  now that la nds are b e g i n n i n g  to be a v a i l a b l e  for 

the r e o p e n i n g  of l e a s i n g  operations. Th ro ugh y o u r  income 

t a xi n g p o w e r  y ou  ha v e  the final means by w hi c h the S t a t e  can 

decid e, b ut not a r b i t r a r i l y ,  neve r by itself, b e c a u s e  its all 

s ubject to the e s s e n t i a l  incen ti ve s o f  Inves tm en t by p r i v a t e  

co mpanie s in e x p l o r a t i o n  and development . But w i t h i n  these 

limits the S ta te  has a m e a n s  to pa r ti c i p a t e  in a r ea so n a b l e  

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

res ou rc e d e v e lo pm e nt .
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SENATE R E S O U R CE S  COMMI TTEE
I

O ct o b er  22, 1973 Hearing 

TE ST I MO N Y OF MR. MILTON LIPTON 

The le gi sl at i on  t h a t’s direct ly before you is the Right 

of Way Le asing Act but befo r e I address myse lf to that 

sp ecifically, I woul d like to say something about the entire 

pa ckage of legislation. It has been stated by industry, of 

course, that it is a package and they will review w h a t e v e r  

de cisions come out of the Le gislature as a whole. I think 

i t ’s true even more so for the state than for industry that 

the whole comple x of oil legi sl at ion that's before you 

det ermines  the extent to which the Interests of the state 

are p ro tect ed  or  the extent to which the interests of the 

state are yielded.

I don't want to take too muc h time on other aspects of 

it and get to the Right of Way Leasing Act as quickly as 

pos sible. So let me start out by saying that, In our 

opinion, hav in g looked at all the legislation carefully, 

having listened to a gre at deal of the testimony that was 

made before the various co mmittees, we now feel that the pivotal 

piece of legis la t io n  which determines the extent to which 

any compromis e ls s a t is f ac t or y  to the Interest of the state, 

is the A l a sk a Pipeline C o m m i s s i o n  Act. This ls you r r e g u l a­

tory bill, a strong bill that was enacted In the 1972 session 

of the legislature, a bill for which the gover nm ent and In­

dustry have su bm itted pr op o se d  amendments which largely convert 

what had be en  Intended by the legislat ure in the first Instance 

as a regulatory bill Into an entirely different instrument for
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the state, namely a de vi ce  whe r eb y  a c o m m i s s i o n  of the state
%

simply represents  the state in hearings b e fo re  the Interstate  

Commerce Commission. The am en d me n t to the bi ll as p r o p o s e d  

and a? point ed  out by P r o f e s so r W i th e r s p o o n  y es te rday a f t e r­

noon, in effect, s pe c if i c a l l y  denies (if the amendmen t is 

passed) by act of the A l a s k a  l eg is lature  any and all j u r i s d i c t i o n  

which the state of Ala sk a m i g h t  in the n o r m a l  course of events, 

exercise over pi p el in e  a c ti v i t i e s  in this state, if only a 

pipeline such as trar.sAlaska su b je c ts  Itself to or is su bj ec te d 

to the J u r i s d i c t i o n  of the ICC.

Now let me e x p l ai n the reasons for our thi nk i ng  that 

this p a rt i c u l a r  act, as it now stands, the A l a s k a  Pipeline 

Commission, ls one of the most important tools a v a i l a b l e  to 

the state of Alaska in p r o t e c t i n g  its Interest. First of all, 

the act t h a t’s on the books claims very e x t e n s iv e  J u r i s d i c t i o n  

for the p i pe li ne c o m m i s s i o n  w h ic h  is b ei ng est ab l is h ed .  The 

J ur i sdictio n extends to va ri ou s  aspects of r e g u l a t i o n  e x t e n­

sions of services, c on ne ctions,  e xp a ns io n  of ca pa city, p o t e n­

tial abandonm en ts  ----  3 0  that with respect to these va ri ou s

aspects of pipeli ne  o p e r a t i o n s  the state of Ala sk a claims 

J u r i sd i ct io n  for Its p i p e l i n e  commission. Se condly, it vests 

In this pipeline c om m is s i o n  wide au t horit y to pass upon the 

validity of tariffs which are set by the pipeline. T h e r e  is 

no claim made In the e x i s t i n g  act, which is on y o u r  books, 

that the state of Alaska can reg ul a te  tariffs for the movem en t 

of oil in Interstate commerce. This falls w it h in  the j u r i s d i c­

tion of the ICC. But there will un d ou bt edly be m o v e m e n t  of 

oil in intrastate commerce, as for example from the no r th s l o p e
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to Fairbanks. There will pr o ba b ly  be m o v em e nt  of oil in intra-
t

state commerce from the north slope to V a l d e z  which  will remain 

w i t h i n  the state, for example, if the state shou ld  contract 

to take ro ya lty oil and sell it for a year  or two years or 

five years to the T es o ro  Refi ne ry  or any other r ef in er y which 

may be then or in the futu re  be c o n s t r u c t e d  w i t h i n  the state, 

fo the state need only laim j u r i s d i c t i o n  over the o pe ra tions 

of the pipe li ne which a ffect  intra state comm er ce and j u r i s d i c­

tion over tariffs wh ich Involve the m o v em en t  of oil in intra- 

state commerce.

Now what's the value of this? I n s o f a r  as there may be in 

the future an Issue over the tariff set by the pip el in e 

and this has been pivotal to you r d e l i b e r a t i o n s  for two years 

now, Insofar as there shoul d be an issue o ve r the tariff, there 

has really to be two things —  one, a d e t e r m i n a t i o n  as to 

what the a p pr o p r i a t e  tariff is, and secon dl y,  a d e c i si o n by 

the state as to what it will do to try to enforce what it 

bel ieves is an ap pr o pr i at e  tariff. How does one go about d e­

terminin g what is an a p pr o p r i a t e  t arif f Tor the pi pe li ne ?

T d o n ’t belie v e that the l e gi sl ature in its d e l i b e r a t i o n  i3 

goi ng to want to tackle the Job —  that fan ta st ic ally difficult 

and c o m p li ca t ed  job —  of d e t e r m i n i n g  what Is fair value on a 

pip el in e —  what goes into the capital base and what Is not 

al lowed in the capital base, and of what rate of d e p r e c i a t i o n  

Is appro pr ia te, and e v e r y t h i n g  else — . Or what is a fair 

return —  this ls an incredibly involved p r o b le m  which the 

ICC struggles with or avo id s by not d o i n g  a n y t h i n g  about it,
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as the case may be. In any case this is really not a
I

problem of the legislature.

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. If

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 case it has administrative
%

processes by which it holds hearings, by which if it renders 

a decision it must support and justify why that particular d e ­

cision was issued. 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 admlnitrative and judicial process

has corne 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 is In a position to expect that the companies will 

apply an equivalent tariff to interstate movements also. Now 

that may not be enforced but I put it to you that on the day

that it ls determined by the state of Alaska,through Its

administrative and judicial processes, that a tariff is appropriate
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for the intrastate movement of oil from the north slope to 

Valdez — if on that day the companies refuse to reduce the 

tariff, which means to increase the well head value on all 

che oil that moves in interstate commerce, then the problem 

of the legislature In recapturing the interest of the state is 

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 means and device by which 

an appropriate tariff can be determined; 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 how 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 is 

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 woul 3 go back and review 

the whole package, but Insofar as the companies feel that there 

is a claim of Jurisdiction by the state which is unconstitutional 

because it Involves interstate commerce or Insofar as they 

feel that there's a decision by your pipeline commission in 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 issue in

- 5 -
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advance because the mere fact that this law is on your 

statute books and I'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 the.ir 

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 bills were before you, there is legislation 

to this effect on the books of other major producing states 

and these have never involved extensive constitutional issues 

so far as we know. Well then, this pipeline commission act 

we feel is the guts cf 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. There are throe different tax 

measures before you and I d o n’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 p pel I no. The severance tax, of course is in the course 

of litigation and it'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; I think the state of

Alaska has very little interest, really, in maintaining the
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royalty offset provision. I t’s applied actually by the 

state of Alaska in a very generous way so that the relatively 

high cents per barrel tax, which was imposed in your 72 

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 g o v e r n o r’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 the 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 I caution one thing: I

d o n’t believe that this is 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 bo 

that are going to be produced In 1977 and 1978. So if you 

prepare to accept the proposed severance tax amendment as part 

of a compromise package, I would strongly suggest that It Is 

part of the legislative record in your committee hearings and 

In your debate that in 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

A n  n
proposed amendment to the severance tax is a willingness
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on the pari; of the 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 is one of your important 

weapons. I_ mentioned in previous hearings before this committee 

and elsewhere, that eventually your income tax is an important 

thing but that's not up for discussion. It's not an appropriate 

time for the legislature to review your state income tax legis­

lation although I 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, I think Is unncessary. 

We had recommended that the conservation tax which had been on 

your statute books In the past be eliminated ;nd simply sub­

sumed within your severance tax. It's an added piece of legis­

lation that we don't feel strongly about ' :e way or the other, 

but It complicates the whole process of paying and collecting 

monies as between the state and the Industry. On the ad 

valorem tax, as we see It, this ls a revenue measure designed 

largely to yield Income to the state over Interim years 

before Prudhoe Bay production begins, before the pipeline is 

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's the combination then of a strong regulatory bill 

and the fact that you have continuing flexibility and authority
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to tax via your severance tax or eventually through your income 

tax that we believe yielas 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 bilx chapter, book and verse, section, 

sub-section and paragraph and I think we are prepared to sit

down with this committee and other coinmittees of the legisla-
%

ture to discuss it in detail. I don't 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 ls how much of 

the regulatory power that the state wants to exercise shall be 

done by indirection in the form of stipulations and agreements 

as conditions of leasing. The industry ls challenging the 197? 

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 illegal 

exercise of the leasing powers of the state oT Alaska. This i3 

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 is a spirit of compromise 

abroad, I see it very much in the proposals of the Governor'3 

Office, I'm not quite sure I see that much spirit of compromise
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in what the companies are proposing in their package, but 

nevertheless, there ls a spirit of compromise abroad and 

certainly we would feel strongly, and I 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 in our opinion, which is largely 

eliminated is in section 120 (a) (3) t h a t’s tho common carrier 

section. For many reasons it is of importance to this state 

that it is understood beyond any doubt that the transAlaska 

pipeline i3 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 is 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 is 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
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I don't think this should require a determination by the 

commissioner. Under these circumstances the pipeline is_ 

a common carrier — without hearing, without determination, 

or anything else. Secondly, I don't 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 is 

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 courts. 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 Tor the ICC

the commission so determines at the time the lease is issued.
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jurisdictional purposes but for the purposes of the exercise 

of jurisdiction by your pipeline commission.

120 (a) (il) 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 is real doubt as to how 

important common purchaser provision is 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 thl3 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 is 

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*10 — these are repealed 

in the proposed amendment. In the proposed amendment to the 

Right of Way Leasing Act 1972, secticn 2 repeals 030-0*10. Mow, 

030-0*10 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 and 0h0 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, as ls appropriate to the 

case. Which means in effect that the companies, although they 

are governed by these two clauses, nonetheless know that these 

two clauses are in accordance — what is 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 those out only a3 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 I 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 I repeat, the combination of a strong

regulatory bill and the ultimate enforcement of state regula­

tion through its 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 in 

the interest of time T want to move on to other things and a3 

I said we're prepared to go through section by section with 

our specific recommendations to you.

The second major issue in the Right of Way Leasing Act 

is the percentage lease rental formula. There are two different 

impressions abroad as to the purpose of tho percentage lease 

rental formula. Prof. Witherspoon yesterday afternoon suggested 

that he looked upon it as a revenue measurefbr the state.

That If, in fact, the value of state 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 

fail* 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-
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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 f.r 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 wc would recommend that however one looks 

at the rental for right of way lease that this not 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 ls 

compatible with the Interests of the state; that ls to say, a 

tariff that is 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 in effect subjecting themselves to the pains 

of progressively higher lease rental.
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This was the percentage lease rental formula. This is 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 in their operation elsewhere. We have reservations

aoout the effectiveness with which the percentage lease rental 

formula would operate for its 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 

sellers of transportation services and in production as buyers 

of pipeline transportation services. There ls an element of 

unpredictability in the operation of it. And while it was from 

the beginning, In our opinion, an Imaginative and constructive 

approach and w e ’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 ls not an emasculative regulatory bill but 

a strong regulatory bill, then we would feel that the legislature 

could give on the percentage lease rental and adopt the alter­

native to it as ls proposed In the amendment to the Right of Way 

Leasing Act of 197*° by tho Governor's amendments. Again, 1 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 is done by way of amending 

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

concerns of the pipeline companies, either because of what it
%

does or the precedent that it sets, I 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 is 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 

I'd like to refer is the option to buy a percentage Interest 

In the pipeline. The option to buy a percentage interest in 

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 in previous sessions of this 

committee. We still feel that the option to buy a percentage 

interest is an important feature of right of way leasing. I 

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. But certainly the alternative 

which appears in the legislation which is 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 nothingfor the state In 

this respect. I certainly would not recommend that part of 

the amendment. An opportunity to negotiate for an equity in 

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 nut 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 Llio advice laid before it by Mr. Spahr 

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

AGO 533499



- 19 -

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 to -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 I have said 

this in general and I 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, I 

would like to refer to very specifically here. There is the 

agreement between a consortium o.f 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 Atnabasca 

to Edmonton where the oil would enter into the major pipeline

systems that traverse Canada and enter the United States.

First of all, this has 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 is being given 

80 percent participation in the pipeline. Mow, an eighty per­

cent participation in the pipeline— where is the oil going to 

come from? The province of Alberta is going to finance 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 is committed to the pipeline irrespective of the fact 

that Her M a j e s t y’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 ls 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. Ln 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 (those are familiar 

names to you), Cities Service, and Gulf Oil— these lessees 

hereby grant Her Majesty an irrevocable option to acquire an 

interest In the Synqrude 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
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including 20 percent. The option may be exercised at any time
f

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
v

exercise of the option and shall Include interest compounded 

annually at 8 percent. No portion of such costs shall be a t ­

tributed to the reserves of leased substances. The province of 

Alberta cuuld thus be buying in at what Ls the investment 

costs of the company plus 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 T'rn 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 governtnent' s participation 

in the pipeline or by the government's option to acquire an in­

terest even in producing operations. Now X 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 holders are lending ten times as much money.
I

The problem of the bondholder, whatever the number of dollars, 

always is 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 is clear 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 tor the Indebted­

ness that bondholders will be entering into prior to any pos­

sible exercise of the state's option. Wo feel that the right of 

the option to obtain an equity i3 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 ls now written, whether 

or not the companies have as much, what shall I say, protection 

for1 tlielr borrowing 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, including the positive 

act by the legislature and a referendum by the people of the
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state of Alaska if there is to be debt financing. So I tnink 

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 issues 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 is there an alternative p a c k ­

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 is 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 feei 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 r e l e v a n t . 

For example, If your pipeline commission, sometime In the future, 

Issues an order which is deemed to be an unreasonable, in viola­

tion of flue process, the companies can protest such order in 

the courts, and upset it if their protest Ls 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 tho part of the legislature, if our rec- 

commendation3 are followed, which go a considerable way to 

meet the Issues posed in litigation by the companies. But I 

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's taxing
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powers. Plus the retention in the Right-of-V/ay 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, I think that this 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.
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Judiciary Committee amendment to House Bill 7, "An Act
relating to common purchasers of oil and providing an
effective date."

Page 1, line 29:

Strike the words "the size and"

Page 2, lines 4 - 5 :

Strike the words "a purchaser is purchasing from a field 

and"

Page 2, line 17:

Strike the word "cannot" and substitute the word "may"

Page 2, lines 21 - 22:

Strike the words "or on the basis of a producer taking 

its own pro ’action"

Page 3 > line 8:

Strike the numerals "100" and "100C and substitute, 

respectively, the numerals 1,000" and "10 ,000'*
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Joint leaning of House and Senate Resources Committees 

March 6, 197*» 1:31 p.m.

testimony of Milton Lipton 

W. J. Levy Consultants Corp.

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 in 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 I'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 crisis 

and sometimes wo are told It. 1.s nothing of the’ sort, but 

certainly the tightness of the present supply of energy 

which Is available to us first, and second, a v e r y , very 

sharp run up in the prices that we are paying for oil 

products and for other form:: of energy. Partly in response 

to the shortages, but partly also in response to what looks 

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 w h a t’s happening in the world inter-relates 

with w h a t’s 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 in a grouping called OPEC, 

the Organizai1 on of Petroleum Exporting Countries, this is 

old hat, but OPEC was founded In September, I960, 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, f’’om September, I960, 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 lncreas’ng tlcm slightly 

at a time when the profitability of foreign oil production 

under the pressure of comp*'t! tIon, because of surplus producing 

capacity, when the profit on foreign oil prnduoi Ion was going 

down. So that they bargained successfully in the st*nso that 

the government take, the taxation on oil product!on, is going 

up marginally while the profit after taxes was going down.
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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 prof its, 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 I 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 b a r r e l , 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.
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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 in 

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 ‘been 

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 is released from price control 

as an Incentive to produce more crude, and stripper crude,
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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.
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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 import no more than 

we did in 1972, will bo up by about $lt 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 $.1*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 In our central banks 

of $12 billion. All of’ western Europe is faced with an 

increase In oil Import costs of about $35 111l ion, which is 

half of the gold and foreign exchange holdings, of western 

Europe. And you know that over recent years, because of
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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 the oa.1

producing countries who benefit from these high oil prices

back to the oil Importing countries, i'or example, with all 

of this oil Income they are going to be buying things from

the rest of the world. But if you look 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 armament r., It's 

doubtful If they could still spend enough on Imports from

the rest of the world, except that they will have surpluses

In 197*1 — surpluses of $*10 - $ fj0 billion over and above 

what t h e y  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 I put It to you, that If $*10 - $fj0 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
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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 import 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 ’n what had been historical rates of consumption of energy. 

Instead of going up at r, l/?% a year it's got to slow down to 

maybe *1 \/?.% 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 import 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 is 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 imports. 

Everybody Is 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 c o n s u m p t i o n . That Is 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 Is done about oil 

p r i c e s .

Rut between these two cases, one which r called the 

slow down In 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 In 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 in 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 in 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 a'J 1 comes out of the production in the Persian 

Gulf and it 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 is 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
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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 in the latter 1970s.

Now, what I'm trying to do is to caution against what 

is, I 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 period of time when

this may not be the case. And this oorlod of time may 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 flops oil, but

It's the time when North Sea oil will bo coming In in very,

very substantial volume. I t’s 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 it 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 is. coal, to be produced, to 

lend Itself to gasification and in due course even to 

l l q u ! f !cat 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



iii 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 I'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 is 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 ltablo 

but la pitched to what is 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. I'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 I direct my attention, and I won't 

refer to them by number because what I have are bills that 

have been sent to me over the last week from either 

Legislative Affairs Agency or your various committee 

chairmen — I. 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 in 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 I'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. 3o I 

think one always has to judge the severance tax or production 

tax in the context of the circumstances of the lease or the 

area where the tax is levied and not by abstractions. So that 

when I discuss a little later for you what alternatives are 

in other areas of g' • taxes and royalties and so on, I want you 

to bear in mind that anywhere a principle of taxation depends 

upon price cost relationships where the tax Is 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, I 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? 

lri Alaska, of your marketed gas about half Is consumed In 

Alaska, largely In the area around Anchorage, and about half 

.1 s exported, llnulfled 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 

• is 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 and Konai Gas, that would be

per mof, that would be an increase, I think, of about 2 l/2<fc

over what the current rate of taxation on the gas is. 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 $l.r>rj per mof for gas in Anchorage Is a".ready 

a fantastically high price. But you must Judge for yourselves. 

But I point out to you that under the terms of the contract 

now in effect the pr:lo<* will be passed on.

On your exported gas, 1 do not know all the term3 of the

export; contract. T don't know since it’s very old, since 

it was. the first liquified natural gas contract that was 

concluded In 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 defInitivol.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 in 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 3<fc per mcf but their well Iv ad 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 is also relatively 

low we I 'I head values for gas. Now, any 1ncr*au' In taxation Is, 

of course, onerous. I'm jure you've heard thi 

industry an 1 it doesn't matter what figure you corm un i^lth 

and what form of taxation, an Increase in the taxes is onerous.
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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, I 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 in oil is going to be the present resting 

place. So the question is, do you today, in 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 in 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 in 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.

Our own guess Is, our own estimate is, that thclO* 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.

l think what it comes down to is (i) it's an increase 

in taxation which is 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 in 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 it'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 v a l u e  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> g r o u n d . Do that It would not, presum'd l y , 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



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 in 

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 1 ns. 

do that you would not bo getting, In effect, enhanced p. venues 

In t!ie 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 I’rudhoo Bay reserves and from this I Infer that 

It Is pure and simply a revenue raising measure. Now this 

resources tax, when I look at the language of U k - 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 I reserves are 

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

know from all historical experience that proved reserves

21
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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 a discovery well and then you begin to

delineate one or two offset 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 — It's not likely now in lYudhoo, but It may in 

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 r e s e r v e ;  and 

then what Is. the current discounted value If you can define 

proved reserves you ha/e to have a current discount'-"! value 

I’gr purposes of assessment and taxation. in the light of 

what I've said about the opposing pressures, on oil balances 

and on future prices I would say that anyone who has. t.o

determine the present discounted value of future lneon<‘ 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 Is. 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, n o w ,  I 

don't mean to appear here as a representative of the oil 

industry. Obviously they don't need me. So I 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 i is 1 •. That Is to s a y , v m  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 Is 

the practice which Is Followed in many of the tax Jurisdictions 

of the lower states, where there Is ad valorem taxation 

on oil ind gas reserves. There is ,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 I 1ng produced. And, of course, what you're pronoclng 

to do here Is. 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 I 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 I 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, I 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 t h a t , 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 income subject to your State 

corporate Income tax. Those of you who recall my testimony 

before the special session when this was not an issue will 

also recally that T gratuitously suggested to the legislature 

In as strong language as L could, although it w a s n’t 

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



25

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 d o e s n’t 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 income 

that is generated in this state and identify it directly, not 

by aopcrtlonmcnt. Secondly, that income has to bo within 

reach of your tax authorities. Third, y o u’ve 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 !n 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 income tax law that was enacted some 

time ago under very, very different circumstances and w l’nout 

any thought that it would have special applicability, particular
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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 a p portionment. What you look at really is not 

how much federal taxes a company operating in Alaska paid. 

What you look at is that line on the corporate income tax 

statement which defines taxable income under federal law.

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 income 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'1 Income 

subject to federal income tax. And It's that line 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
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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 in 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 in numerical 

term.-. T don't like to go on record before this legislature 

in always coming back to the Idea that any change In taxation 

here In Alaska Is going to cause a slow down In exploration or1 

.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 I'M nance Department 

or on the determination of the legislature1 of your* whole 

state corporate income tax.



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 I don't want to 

dwell upon this, I've spent so much time on this in the 

special session that I hope that when my name is heard 

this statement is associated with it: The right and the

determination of the state to bo able to take royalty oil 

and gas is 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 in 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 including the determination of tariffs. 

W e ' v e  gone Into that. You've got your regulatory M i l ,  

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 s t a t e’s ability to Lake 11: 

in kind and use It Intra-state Is what gives, the firm 

Jurisdiction to your regulatory bodies. Now, beyond that

v >
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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 w i t h , 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 

n o w  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 J|H states 

today we are desperately short of refining capacity, Desperately 

short. KIght 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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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 

fa ftor. T put It to you that Alberta already Is 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 

lntoi’-provine 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 tl at 

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 w h c e l n  Onterlo and Qu b e e , much closer 

to markets, the potro dioinical Industry has always suffered 

Iri the past because they couldn't compete with low cost

30
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feed stock:; on the U.S. Gulf Coast. But this is not low 

cost oil and gas which Alberta is committing. 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 to a refinery.

So I submit to you that your royalty oil and 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 is 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 is 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 I 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 is 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 is, for the Btate of Alaska but somehow they 

didn't see It that way. Similarly, T would think that in­

sofar ns they submit t;o you that they are already bound to 

do all these things which you may ask them to u j  that they 

should not object if you are slightly skeptical about the 

extent to which vou are bound and you want to strengthen 

the legislation, how the only reservation I have In this 

Is that y o u’don't go In for an over kill. That la to say
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the only reservation I 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 is the case. 

But what I am saying is 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 y o u’d 

want to have some H c a  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 in so many instances that perhaps may or may not 

be used. T think that I would want to be cautious about that 

a s p e c t .

Now, on one other aspect of the disposition of royalty 

oil and gas, I 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


