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BALELO v. BA LI) RIG E 775
C ite as 724 F.2d 753 (1954)

This rule must be strictly enforced as ”[t]he 
right of officers to thrust themselves into a 
home is also a grave concern, not only to 
the individual but to a society which choos­
es to dwell in reasonable security and free­
dom from surveillance. When the right cf 
privacy must reasonably yield to the right 
of search is, as a rule, to he decided by a 
judicial officer, not by a policeman or 
governm mt enforcement agent.” Id. at 
529, 87 S.Ct. at 1731 (quoting Johnson v. 
United States, 333 U.S. 10, 14, 68 S.Ct. 367, 
369, 92 L.Ed. 436 (1948)). As shown by 
Judge Tang in his dissent, the regulation at 
issue here cannot be justified under any of 
the recognized exceptions to the warrant 
requirement, particularly the “pervasively 
regulated industry” exception.

Tuna fishermen do not waive their right 
to be free from unreasonable search or sur­
veillance by temporarily living onboard a 
fishing vessel. The fishing boat is not just 
their place of employment, but for two to 
three months it is “the framework of [their] 
existence," Aguilar v. Standard Oil Co., 318 
U.S. at 732, 63 S.Ct. at 934, and their home. 
This home cannot be entered by law en­
forcement officers absent a warrant based 
on probable cause to believe that a crime 
has been or is being committed. It is well 
established that an administrative regula­
tion wh’ch by its terms violates the fourth 
amendment is unconstitutional and should 
not be enforced. Marshall v. Barlow's, Inc., 
supra.

The majority states that it is necessary to 
place federal observers aboard tuna fishing 
vessels to protect the lives of porpoises. 
Maj.op., a t 760,761. However, it fails to ad­
dress the question whether a warrant au­
thorizing the placement of such observers 
on a case-by-case basis would undercut the 
objectives of the Marine Mammal Protec­
tion Act. Clearly, if a warrant is required 
under the Marine Mammal Protection Act, 
those on the fishing vessel upon which an 
observer may be stationed could conceal no 
more than they could conceal with the fed­
eral agent forced aboard without the pro- 
phylatic protections of a warrant issued by 
a neutral officer. See Marshall v. Barlow's, 
he., 436 U.S. at 323, 98 S.Ct. at 1826.

Moreover, the regulation by its own terms 
undermines the argument that notice would 
frustrate the objectives of the observer pro­
gram as it provides that the fishing vessel 
owner receive notice of the placement of an 
“observer” five days prior to the voyage. 
50 C.F.R. § 216.24(f)(4). Contrary to the 
majority position (maj.op., a t  765), more 
knowledge of the existence of a regu­
latory purpose cannot eliminate one’s ex­
pectation of privacy, for that would con­
sume the rule against warrantless searches 
in the exception. Cf. Michigan v. Tyler, 436 
U.S. 499,508, 98 S.Ct. 1942, 1949, 56 L.Ed.2d 
486 (197S).

The majority states that the warrantless 
quartering of a federal agent on a 30-60 
day fishing trip is so clearly limited by 
regulation that the regulation is the sub­
stantial equivalent of a warrant. Maj.op. 
a t 765-766. However, it has been rec­
ognized that when law enforcement officers 
are lawfully on the premises for limited 
purposes, the restrictions placed on the 
scope of their search or duties “may be 
more theoretical than real." Payton v. 
New York, 4-15 U.S. a t 589, 100 S.Ct. a t 
1381. Moreover, the majority’s position 
that the observer may legitimately gather 
evidence in “plain view” on the ship belies 
the weight of the limitations placed on the 
oLserver by the regulations. Maj.op., a t 
763. The fishermen are placed in the 
position of hiding their everyday acts and 
comments from the federal agent in order 
to establish and protect their fundamental 
right to be let alone. See Illinois v.
Andreas, —  U.S. ------ , 103 S.Ct. 3319,
3327, 77 L.Ed.2d 1003 (1983) (Brennan, 
J., dissenting). The NOAA has made the 
price of being a tuna fisherman include the 
"dread of subjection to an unchecked sur­
veillance power.” United States v. United 
States District Court, 407 U.S. at 314, 92
S.Ct. at 2135.

The fourth amendment was a response to 
the general warrant whereby an officer was 
authorized to search private premises with­
out evidence of unlawful activity. Marshall 
v. Barlow's, Inc., 436 U.S. a t 311, 98 S.Ct. at 
1819-20. Today the majority holds that a
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federal agent cannot only search a private 
vessel, but collect data, question fishermen, 
and live on the vessel for months at a time 
without the need lo secure a warrant based 
on a legitimate suspicion of unlawful activi­
ty. The regulation at issue here can subject 
"even the most law-abiding citizen" to un­
precedented and unjustified government in­
trusion and surveillance. See Camara v. 
Municipal Court, 387 U.S. a t 530, 87 S.Ct. al 
1731. Surely the lives of porpoises cannot 
be more sacred to us than the right to 
privacy and freedom from government in­
trusion protected hy the fourth amendment.

/ j 'w \__________
(o  |  KEYNUMB£RSVSIEM>

James WARREN, Jack Warren, Jerry 
Warren, Robert Warren and Frieda 

Warren, Plaintiffs-Appellants,
v.

The UNITED STATES DEPARTMENT 
OF the INTERIOR BUREAU OF LAND 
MANAGEMENT; Nevada Bureau of 
Land Management; and Does I-X, in­
clusive, Defendants-Appellees.

No. 82-4642.

United States Court of Appeals, 
Ninth Circuit.

Argued and Submitted Oct. 13, 1983.
Decided Jan. 24, 1984.

Parents and brothers of decedent 
brought wrongful death action against 
Government. The United States District 
Court for the District of Nevada, Bruce R. 
Thompson, J., dismissed action, and plain­
tiffs appealed. The Court of Appeals, Sko- 
pil, Circuit Judge, held that jurisdictional 
limitations on tort claims against Federal 
Government do not encompass regulations 
promulgated pursuant to agencies’ claims 
settlement authority.

Reversed and remanded.

Sneed, Circuit Judge, filed dissenting 
opinion in which Wallace and J. Blaine An­
derson, Circuit Judges, joined.

1. Un ited States <=113
Jurisdictional limitations on tort claims 

against Federal Government do not encom­
pass regulations promulgated pursuant to 
agencies' claims settlement authority; over­
ruling House v. Mine Safety Appliances Co., 
573 F.2d 609. 28 U.S.C.A. §§ 2672, 2675(a).

2. U n ited States
Claimant against Federal Government, 

or his legal representative is required to file 
written statements sufficiently describing 
injury to enable agency to begin its own 
investigation, and a sum certain damages 
claim. 28 U.S.C.A. § 2675(a).

Robert J. Peyton, Houston & Peyton, 
Reno, Nev., for plaintiffs-appellants.

Al J. Daniel, Jr., U.S. Dept, of Justice, 
Washington, D.C., for defendants-appellees.

Appeal from the United States District 
Court for the District of Nevada.

Before BROV/NING, WALLACE, 
SNEED, ANDERSON, TANG, SKOPIL, 
SCHROEDER, FARRIS, BOOCHEVER, 
NORRIS, and REINHARDT, Circuit 
Judges.

SKOPIL, Circuit Judge:
The issue presented is whether jurisdic­

tional limitations on tort claims against the 
federal government encompass regulations 
promulgated pursuant to the agencies’ 
claims settlement authority. See 28 U.S.C. 
§§ 2675(a) and 2672 (1982). We decide the 
case en banc to resolve a conflict in our 
prior decisions. Compare Graves v. United 
States Coast Guard, 692 F.2d 71 (9th Cir. 
1982) with House v. Mine Safety Appliance 
Co., 573 F.2d 609 (9th Cir.), cert, denied, 439 
U.S. 862, 99 S.Ct. 182, 58 L.Ed.2d H i
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ENVIRONMENTAL PROTECTION 
AGEN CY

1 0 P P E - f n L - M « - « |  ,

Environm ental Auditing Policy 
S tatem en t

AGENCY: Environmental Prolecllon 
Agency (EPA ). f ■, 
a c t io n : Pinal policy statem ent

SUMMARY; Il Ii EPA policy lo encourage 
the use of environmental auditing by 
regulol'd  entitle* lo help achleva and 
malnlai i compliance with 
envlroi mental law* and regulations, a* 
well a* to help Identify and correct 
unregulated environmental hazard*. 
E P A  flrit published thli policy as 
Inlorlm gulda November 6 ,19W 
(50 K R 16504). Ba scd on commenti 
received regarding the inlcrim guidance, 
tho Agency Is Issuing loday’* final 
policy statement with only minor . 
changes.

T h li final policy ilateroent . 
ipeciflcal)y ;_  * ) ’ •

•  Encourages regulated entitles lo 
develop. Implement and upgrade 
environmental auditing programs;

« Dijcusaes when the Agency may or 
may not request audit reports;

• ,  Explains how EPA ’s Inspection and 
enforcement activities may respond to 
regulated entities’ efforts to assure 
compliance through auditing: •

‘4 Endorse* environmental auditing at 
federal faclllllea: • • * t V .

•  .Encourage* stale and local 
environmental auditing Lnlhfstive*; and

•  Outline* element* of efTecUva audtt 
pregntra*.. • • -

Environmental auditing Includes ■ 
variety o f compliance assaisment 
technique* which go beyond tho*# 
legally reoulrcd and are used to identify 
actual ana potential envlronmenlal 
problem*. Effective environmental 
auditing can lead lo higher level* of 
overall compliance and reduced risk to 
numan health and the environment. EPA  
endorses the practice of environmental 
auditing and supports Its accelerated 
use by regulated entitles to help meet 
the goal* of federal, slate and local 
environmental requirements. However, 
ihe existence of an auditing program 
does not create any defense lo, or 
otherwise limit, Ihe responsibility of any 
regulated entity to comply with 
applicable regulatory requirement*.

Sla tes ere encouraged to adopt these 
or similar and equally effective policies 
in order to advance the use of 
environmental auditing on a consistent, 
nationwide basis.
o a t e b : Thia fin a l po licy statement is 
effective July 9 ,198ft

FOR rVKTKCA INFORMATION CONTACT;

Leonard F lc d c m lc ln , Office o f Policy, * 
Harming and Evaluation. (202) 3 *  <

U»# <hfl Interim guldanc# lo rtqufrt • 
auditing. Th# Agency disagree* lhal lh« 
policy slalem e tl open* tha way fdr ’ 
s la te *  and lo co lltlii lo require auditing. 
N o E P A  policy can grant *1*1** or 
loca lities any more (or less) authority 
lhaa ihey already p osses*. EPA believe* 
that the Interim guidance elTcctlvily 
e n c o u m e * voluntary auditing. In fad , 
Section U.8. o f Ih# policy stales: 
“ becau ie audit quality depends lo ■ 
large degree on genuine management 
commitment to me program and It* 
objectives, auditing should remain •  

.voluntaryprogram ,"

272ft
.. 0 , 1  , -* ! "

Cheryl Wnsserman, O T lc i of 
Enforcement and com pliance ' .
Monitoring, (202) 362-7550. '  /  *.

lUPPUTMEHTAflY INFORMATIOHT ‘

. EN V IR O N M EN TA L AUDIT1NO / .
PO LIC Y  ST A T EM EN T
1. Preambl#

On November f t  1955 EPA pubitahed 
an Environmental Auditing Policy. .. , . ... ,
Statement, affective as Interim goJda.cv y^nothercommenler suggested that 
and solicited written cornraenla sinitf Bxpec. an audit to
January 7,.J Wft . Menl.fy aB potrnllal probldmareaa or

Thirteon commenteri submiIteKl conclude that a problem Idcnllfled In
written comment*, Eight were .W . /■ »udlt f̂lccls normal operations and
private industry. Two coiruimnlcreVj »"• . procedure*. EPA agree* lhal an audll 
represented industry trade ussodaflom. . report should c’early reflerl Ihesa 
One federal agency, one consulting firm. realMIe* and should be wrillen lo point 
and one law firm also aubmllled • ' ’ v out the audit'# Hmitallona. However, 
comment*. V' i- aloe# EPA will not routinely request

Twelve commentera addressed EPA % audit reports, It e Agency does not
request* for audit reports. T h ree .'. i *  believe these concerns ralsa Issue*
comment* per subject were received ; whlch need lo be addressed In Ihd 
regarding Inspections, e n fo r c e m e A t^ '- ^ p o l lc y  statement, • „  • . \y. .  '

.. response ancfejeraenl* o f effective '. ' c : .* C-..'A Socond concern expressed by the 
enWronmental eudltlng. One cotnnenter.. t sem e commentur w as Inal EPA should
addressed audit provisions aa remedies 
In enforcement actions, one addressed ' 
envlronmenlal auditing at federal 
facllltlei, end one addressed the 
relationship of the policy statem eal lo 
sla te  or local regulatory agencie#.; - 
Comm ent* generally supported both (he 
concept o f  epoU cr statem ent and the 
Interim guidance, but raised ip ed flo  ’ . 
concerni with' respect to particular ' .  
language end policy issu es In sections ef j  
Ih egu m n ct.-
General Comment!

Three commenteri found the interim 
guidance lo be constructive, balanced 
and effective et encouraging more and 
better envlronm tnlsl auditing.

Another commenter, while 
considering the policy on the wkofe to 
be constructive, felt that new and 
identifiable auditing “ Incentive*" ahould 
be offered by E P A . Based on earlier 

''comments received from Industry, EPA $ 
believes most companies w o u ld n p F  ^

I e'u p po rfpTpjaH fc fpaJ e l  n a  ri~TTnccn lives* 
/b a  s e 3 “ _c n Y ( jp M I cn I a fa  u j i j l ng p rog r a rn's 
. with £PA- Moreover, general prcnHTseT 
jToforgo Inspections or reduce 
enforcement responses In exchange Tor 
com panies' adoption o f envlronmenlal 
auditing programs—tho “ Incentives" 
most frequently mentioned In this 
context—ere fraught with legal and 
policy obstacles.

Several commenteri cxpress&d 
concern that ita tea  or localities might

acknowledge that environmental audita 
are only pari o f a successful ■ 
environmental management program 
end thus should not be expected to 
covsr every environm ent^ Issue'or 
lo lv e  el]problem *. E P A  agrees and 
Accordidjly has amended (he statement 
o f purpose which oppeant al lha end of 
this preamble.

Ye I eaoiher commenter though! EP A ) 
should-loda on envlronmenTai 
perfu m sg eT resulta (compliant* or nos

J f l f i jn  O'* f«fl« nf j 
vehicle* u s id io  Achieve tho u u im lta . 1 

'g en era l,EP A  agrees with this staleraer 
And wiD continue lo focus on 
environmental result*. However, EPA  
•Iso  believes that such results can be 
Improvr d through Agency efforts io 
Identify and encourage effective 
environmental management practices, 
and will continue to eocourage such 
practices in non regulalory way*.

A  final general comment *■ 
recommended tl at EP A  should sponsor 
seminar* for small businesses on how lo 
start auditing programs. EPA  agrees that 
such semlnari would be usefu l 
However, since audit seminar* already 
are available from several private sector 
organizations, E P A  doc* not believe It 
should Intervene In that market, with tha 
possible exception o f seminar* for 
government agencies, especial!; federal 
agencies, for which E P A  ha* a broad 
rnandato under Executive Order 12086 to
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provide lechnlcal assistance for i ' 
environmental compliance).
Requests for Reports

KPA received 12 comment! regarding 
Agency requests for environmental audit 
report*, far more than on any other topic 
In Ihe policy itatam enl One commenter 
felt that EPA  struck an appropriate . 
balance between respecting the need for 
iclf-evaluatlon with lome measure of 
privacy, and allowing the Agency 
enough flexibility of Inquiry to , 
accomplish future statutory mltslona. 
However, most commenter* expressed j 
Concern that the Interim guidance did I 
not go far enough ip aisusoe corporate I 
feara that EPA  will use audit reports fot 
environmental compliance “wllch tf 
hunts." Several commenlers suggested 
additional specific assurances reg«rdln[ 
Ihe circumstances under whtcb £PA wil 
request such report*. . I

One commenter recommended that 
KPA request audit reports only "when 
the Agency can show the Information It 
needs lo perform its statutory mission 
cannot be obtained from the monitoring, 
compliance or other data that I* 
otherwise reportable and/or accessible 
(0 EPA , or wnere the Covcmmenl deem* 
en audit report material to a criminal 
Investigation." EPA  accepts thli 
recommendation In pari. The Agency 
believes It would not be In the test 
Interest of human health and th* 
environment lo commit to making « 
"allowing" of a compelling Information 
need before ever requesting ir'-iidll 
report. While EPA  msy normally b« 
willing lo do so, the Agency cannot rule 
out In advance all circumstance* In 
which such a showing may not b t 
possible. However, It would be helpful 
to further clarify that a reouwt for an 
audit report or a portion of a report 

’ normally will be made when needed 
Information Is not available by 
alternative means. Therefore, EPA ha* 
revised Section 111 A ,  paragraph two 
and added the phrase: "and usually 
made where the Information needed 
cannot be obtained from monitoring, 
reporting or other data otherwise 
available to the A gcm y."

Anolher commenter suggested that 
(except In Ihe case of criminal : 
Investigations) EPA  should limit 
requests for audit documentstoipccific 
question*, Dv tncluding tijtiljfirasfcTor 
relevant portions of a rcp o jo aSecflon  
111 .A.1]EP A  tp e 8 n llo  e  fnpofl J Lre It wou Id 
n’oi request' an entire audit document 
whoivbnly ajelevahrpbrlfon would 

'sufficed Likewise, EPA fully Intends not 
to request even a portion of a report If 
needed Information or dola can r>* 
otherwise obtained. To further clarify 
this point EPA  has added Ihe phrase,

''m ost likely focused on particular 
Information neydi rather than the antfre 
report," lo the second sentence of

Caragraph two. Section  III.A . • 
lcorporallng tho two comments above, 

the flxil Iwo ienlenr.es In paragraph two 
of final Section III.A . now read; "E P A '*  ' 
authority to request an audit report, or 
relevant portion* thereof, will t>* 
exercised on ■ ca*e-by-ca*e basis where 
the Agency determ ines It Is needed lo ‘ 
accomplish a statutory m ission or lha 
Government deem s It to be material lo a 
criminal Investigation, E P A  expects such 
requests lo b e  lim ited, moat likely 
focused on particular Information needs 
rather Ilian the entire report, and usually 
mado whcra the Information needed '• 
cannot be obtained from monitoring,, 
reporting or other data otherw ise . *
available lo the A g en c y ." •

Other commenlcr* recommended that 
EPA  not request audit report* under any 
circumstances, that request* ba 
"restricted to only those legally ' 
required," that requests be limited fo ' • 
criminal Investigation*, or that request* 
be made only when E P A  baa reason to 
believe "th at the audit program* or 
reports are being used to conceal 
evidence of environmental non- ' * 
compliance or otherwlaa befng used la ' 
bad Jallix.*' EP A  appreciate* concern* 
underlying all o f these com ment* and 
has considered each carefully. However, 
the Agency believes that these 
recommendation* do not atrik* the 
appropriate balance betw een retaining 
th* flexibility to accom plish E P A 's  
statutory missions In future, unforeseen 
circumstances, and acknowledging 
regulated entitle#* need to self-evaluat* 
environmental performance with some 
measure of privacy. Indeed, based on 
prime Informal com m ent*, the small 
number of formal com m ent* received, 
and tha even smaller number of adverae 
comments, EP A  believes the final policy 
slatement should remain largely 
unchanged from the Interim version.
Elements of Effective Environmental 
Auditing

Three commenter* expressed 
concerns regarding the seven  general 
elements EPA  outlined In the Appendix 
lo the Interim guidance.

One commenter noted that were EP A  .. 
lo further expand or more fully detail 
such elements, programs not specifically 
fulfilling each element would Inen be 
Judged Inadequate. EP A  sgrees that 
presenting highly specific and 
prescriptive auditing elem ents could ba 
counter productive by not taking Into 
account numerous factors which vary 
extensively from one organisation to 
another, but which may still result In 
effective auditing program*.

Accordingly, KPA does riot'pTa’n io ' 
expand or more fully d o ts lj .th e i*  * 
auditing element*. ■ ,V v  ?  ,

Another a-mmenter e u e r te d th a t 
states and localities should bd cautioned 
not to consider E P A 'i  auditing clement* 
as mandatory steps. The Agency I* fully 
aware of this concern and In the Inlerira 
guidance Doled II* itrong opinion tb it 

regulatory agencie* should not attempt 
to prescribe the pred ia  form .and . .

, *Lruclure o f regulated enlltlM**)’* 
envtronmeTiliifmanagement or auditing 
program*." While EP A  cannot require 

. state or local regulator!* lo adopt pill or 
sfmilevpolicies, the Agency d o e * ' 
strongly ecujurage them to do so , both 

. In the Interim ana final p o llc fea ."/ ,
A  final commenter thought the 

Appendix too specifically prescribed 
what should .ind what should not be 
Included In an auditing program. Other 
commenlers. on the other hand, viewed 
the elemenls described bs very general 
In nature. EPA  agrees with these other 
commenler*. The element* are In no 
way binding. Moreover, EPA  believe* 
that mo»t ma'ure, effuctlva. .* 
environment!-! auditing programs do 
Incorporate each of thesn general 
element* Id lome form, and cooslders 
them useful yardstick* for those ■ 
considering adopting or upgrading audit 
program*, For these reason* E P A  ha* 
not reviled the Appendix tn today '* 
final policy iialem enh ,

.7  .*Other Comments
Other ilgnlicanl comment* addressed 

E P A  Inspection priorities for, and 
enforcement response* to. organisation* 
with environmental auditing program*.

One commi nter, stressing that audit

a raras are internal management 
>, look exception to the phrase In the 

lecond paragraph o f section 1ILB.1. of 
tha Interim guidance which states that 
envlronmenlal audits can 'complement' 
regulatory oversight. By using the word 
'complement' In thia context, E P A  does 
not Intend to imply that audit reports 
must be obtained by the Agency In order 
lo supplement regulatory Inspections. 
'Complement' la used In a broad aenw 
of being In addition to Inspections and 
providing something (I.e., sclf- 
essessmenl) which otherwise would b« 
lacking. To clarify this point EPA  has 
added the phrase "b y  providing self- 
assessment to assure com pliance" after 
“ environmental audits may complement 
Inspections" In this paragraph.

The same commenter etso expressed 
concern that, is  EPA  seta Inspection 
priorities, a company having on audit 
program could appear lo ba ■ 'poor 
performer' due to complete ana accurate 
reporting when meosurcd against *
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company which reports aomeAIng le u  
than required by h w . EPA agrees that U 
la imporlanl lo commuaJcnte th is I« r t  to 
Agt'M y and stale personnel andwUldo 
t o . ! lowever, l ie  Ageocy doc* no! 
believe *  change In tho policy slalemanl 
Is necessary.

A further commcr\ i<iggeitod EPA 
ibould commit to lake auditlqg 
programs Into account when a u csiln j 
all enforcement actions. However, In 
order tom ilntaln enforcement flexibility 
under varied circumslance*, (ha Agency 
cannot promise reduced enforcement 
response* lo violations at at] audited 
facilities when other factors may be 
overriding.Therefore the p o liq r ; . .  
statement contirmea to slate that EPA  
may exordte Hs decrctton to consider 

. auditing programs ns evidence of honest 
and genuine efforts to assure 
compliance, which would then be taken 
into aocount tn fashioning enforcement 
response* to vioTalion*.

A  final commenter suggested the 
phrase "expeditiously correct , 
environmental problems”  not be used in 
the enforcement context s'moe H implied 
KPA  would use an entity’ s rooord of 
corroding nonregslatod mitters when 
evalunling regulatory violation*. EPA  
did not Intend for *uch an Infsreoca Vo 
be made. E P A  intended the ten* i 
“ environmental problems*' to refer to the] 
underlying circumstances wbick 
eventually lead up to the violation*. To 
clarify this point, EPA la revising the 
first two sentences of the paragraph to 
which this comment refers by changing 
"environmental problem*" to “ violation* 
and under+yin* ermronmenld 
problem *" In ihe first lentccc* and to 
“ underlying environmental problem*" in 
the iccond sentence.

In a separate development ETA I* 
preparing an update of ill January 1984 
Federal Facilities Co&pfianct Strategy, 
which Is referenced in section UI. C .o f 
the auditing policy. The Strategy should 
be completed and available oa request 
from F.PA’j  Office of Federal Activities 
later this year.

EPA  thanks all commenter* for 
responding to the November 8 ,196J 
publication. Today** notice U being 
issued to Inform regulated entitles and 
the public of EPA 'i final policy toward 
environmental auditing. This policy was 
devctopod to help (a) encourage 
regulated entities to institutionalize 
efieclivc audit practices as one means of 
Improving compliance and sound 
environmental management, and (b) 
guide internal KPA actions directly 
related to regulated entities' 
environmental auditing programs.

E P A  will evaluate implementation of 
this final policy lo ensure it meets the 
above Roals Bnd continue* to encourage
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' aasurancd

belter oflvlronm ervial/naa*igeraool. 
while »trengthenlpg the A g en cy 's  pwn 
afforte W snunrlor and ciiAm* 
compliance with cnvlrormvcolnJ 
requirement*, . .
If. Couotrd E P A  Po licy  om 
EnvdroorncoUl Auditing

A, Introduction

J EavfrxwuaeniaJ auditing Is a 
_ syalornallc, docum ented, periodic and 

"  objective review  by rogu iakd  e n title *1 
a f facility operation* and practices •' 
related to  meeting environmental 
reqn lre*«n ls . A tu fll* can  ba designed 1 
xxom pH tb  Any or r flfP fth e  tottow ftg  
Verify com plnBKa w ilb yayftonm w ital 

the effect!vtm eii 
o ^ n y ironnvcnlai m anagem ent ayalems 
alrcaiJVTn place: or aaseas r ia ls  from 
regulated an_d_un regaljried  m aterials anc 
p r a c ifc ** .' '?•* 

jVdiTing serves aa a quatTty aas 
chl&k i o l ^ p  irr^  rove-the-efrocdvenc a I  
of basic environmental management by ] 
verifying that roan a^m  eot-practioa*-t 
Gfplaca, functioning and adequate^ 

/ EnvfrftniniinlflTHIgflQ'cyaluate. and i n  
not a substitute for, direct com pliance, 
acd^tlci'ftuch i t  obi*firing parm ll*T  

Jn'sl*ning~c<mlrot*. mbjVlorin i 
corr^IGacn, repbrflcg 'violations? a ad 

V.Kec pln&jgco rds. En v Irorom 'en taV « u di 1 tng 
jjnayrVer' *"*

; acliyftftTtoquired b y la w , reyiuatK g  or  
^permit ( e g ,  ©ootinuous emi«ioni~'~ 
monitoring, com posite correction p d u s  
et w astew ater treatment p lan t*, * ic V  

^ i id lu 4 9  B o jln  any w ay replace 
regulator^ hgehdyTnTpgfctionoi R o w ever. 
arrttfpar&enlal tu d ij*  can l inprova 
compb' snce bylboffiplimonflT^ 
convontiooal fed era l »1ate  and local 
O v e r s i g h t ^ . '  C t<  * l i c ‘(? 1  
"T h e  appendix to this policy statem ent 
ostllne* some b asic elem ents of 
environmental auditing (e.g ., auditor 
Independence and top management 
support] for use by those considering 
Implementation of effective auditing 
programs to help achieve and maintain 
compliance. Additional Information on 
environmental auditing practices can I 
found In various published m aterial*.1

Environmental auditing b e* developed 
for sound business reasons, par&ndartv
Al 1 m eins ol helping regulator! entitle* 
manage pollution control affirmatively 
over (nn* Instead o f  reacting lo crise*. 
Audit lag can teeuh In Improved facility
envlrorvmentat cxjsfocm onoe, b e fp  
COTircrenfcete effective sofutlon* f t  * 
common anrtronmootal problems, focus 
fodUty managers" elieiitim .on  current 
•n d  upcoming regulatory "equlrem enU . 
and generate t -rotooola e nd checkBst* . 
fehlch b r i p T y l l i i i^ a S ^ U D ja f iu s u  
therwafvatTAjKirrtrrg i l to  can result tn 
betfer4nt<m,at‘)d management of 

'envtronerenial h a t a r3*. M fiW Iudltart
  i r r iro n m e n lr i

lla^ f i e s w h t c h .g n b c v o n ^ 'e m i la to ty  
rnplfeiree. C f mpanlcs, public ehliUe*

-rmdTdtRpai facilities hare employed *  
v  
P
htmdred majo- firms In diverse

VBrtelyofenvlionmental euditln* 
pracllcas In recent year*, fleveral

ca.

* "RafolrtnJ rotjlin" Include prtviU f.rmj is<3 
fuWc tf tn c it i wili {icilillri lubjcct la 
cmlfonmcrilnj rrjultUon. Public ajendfj c«n 
Includt fcdcnl. ititt or IocjI ijcnclci n  well u
iprcltl vurp0*' or**ntiallon> auub t i  rt~glonil 
irwijc commlnionL 

• S e t s * .  “ C o rr tn l P r sc fic c i In Ko\-trorur>niUt 
Audilln*." VP\ Report No. W A -tW O * A jro i  
F fb r u try  1JM : "A n n o U lc d  D.btlowopVijr <m 
rnr-ironmenloi A o d iH n * .”  FU iX E d itio n . S cp iiin tw r  
l^aS . VoCh a v a ila b le  trou t R u r o li lo r y  Rcforu i S u f t ,  
P M - J U  E T A . 401 M  S t r w l  S W . W o .M n jlo n . Cm 
jwoa.

Induatrte* now have environmental 
auditing programs, although they often 
are known b y  other names soch a* 
esse*sm ent, eiuvey, surveiHanca. review 
o r a p p ra ls s i '  1

While audlflogf a i demonatraled Hi 
usefulness lo those with audit programs, 
many others still do not audit' 
Clarification of EPA ’s position regarding 
auditing riuy help oncourage regulated 
entities lo establish audit programs or 
upgrade lyjteaui already In pu
ft. EPA Enccurojei the Usa o f 
Eonronmen hi]/Inditing

dopt »ocm<3 anvlrcnamoot*! 
nanagemeqt prsctica* to Improve . 

environmental p jrformanoe. In 
partlcufar, EP A  t ncouragei regulated 
antitie* subject lo (tnvironmerdaJ 
regulaUon* lo kmtitute environmental 
auditing programs to help ensure tha 
adequacy of Internal system s to achi 
piajnjaln and monitor c o m p lia n c y , 
taplcmenlatton o f environmtnlal 
auditing programs can m u lt  tn belter 
Identification, resolution and avotdance 
or environmental problems, a * wall aa 
tmproyyiftsntylo management prad ' 

its can be cSidllCtcd effcclivily 
Indcpeadenl Internal or ih lrd p arty^  
auditor*. t ^ giM oraanlialions generally 

'TTOvrgftater resources to devote to on 
Internal audit team, while smaller 
entitles might be more likely lo us# 
outside auditors.

Regulated entitle# arc responsible for 
taking all necessary steps to ensure 
compuanc* with environraenul 
requirement*., whether or not they adopt 
audit program*. Although environmental 
laws do not require a  rcgulatud facility 
to have an auditing program. ulUmit# 
responsibility for Ini environmental

\
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performance of Ihe facility llei wllh lop 
management which therefore has « * "  
strong Incentive to use renionable 
means, such at envlronmenlal auditing, 
to secure reliable Information of faciljl 
compliance italttl—

► •-R P A d ocfn o t Intend to dictate or 
[ Interfere with the envlronfnciilal - ,  
management practices ofprivate or' 

i public organizations. Nor docs EPA  
llnlend lo mandate auditing (though Ift 
Vertaln Instances EPA  may seek to *  

nclude provisions for enWronmcntah 
\idlllng as part of se t t le m e n ts * * * *^  

* v-u .qo l td  ib d ftw w k c a  u s'a 
environmental auditing syatemilhavo 
pfeYTWdiily Ydopted on a"Voluntary '^  
baafiln  (he peal, and because au d itK 
Quality depends to fl ItffgrtiPgfeFupon 
go ii u fnV m a n agemchl commitment tp th! 
progrffln and lie objectives, auditing ■
f f i o m  r e in a ln i .y a  ' ~

/

. EPA  Policy on Specific 
Environmental Auditing Issue* V
A . Agency Requests [or Audit Reports

EP A  has broad statutory authorityJlo 
request relevant Information on th a j  
envlronmenlal compliance 

pjtM u la le g a l i t ie s . ,
[ b c Tfeves routine Agency requests tor 

au'dll’refiorti *'EJUitfirifilt>lt auditing In 
Jh e 'lo n s run, decreasing both ih« 
quantity and'quollty of fcudJft 
odtvtucted. TrTTn atier of  ‘ '

'pollcyTEPA wib not rovtinsry reqdeit 
I an vlroacifttilltn a it tep d tti.- 
| ~ BPA Ts authoTTty to request ao audit ' 

repoTCeralevrnKTrer t t o n r ^ ^  trill 
b-t tx srd scd  on a ca ih b y - c m  TMtfT"

I v fo t ir t fr r A g m T T fr a r a lM r tn i  •*' 
rretdwftOTrwjinpi'Ish •  statutory 

| rnliilooror where the UOVebusint • 
dFffm ni to be material l o *  criminal - 

k  Investigation. EPA-yvpe c tr such— »“  
Ir e q u e iiito T e lim ite d ,ta o s f lt tc l j  K- 
I f6cused<5n?p*7tfcuh7 mjbntratlon need07 
Friatherthan (TeTiTOiTapdrTiTiTuJIIa 1'”  
I  m idi \v he re* I h Olnfortn a tip n~ nTOTcd~ 
f cannot bVobl a I ne S  Iro mm ohl lo ring, 

reportingor od lerdaB ’o lh n r iv S g ^  
a rnplea .

would likely Incluoe situations where: 
audits are condijcled under consent 
decrees or SHiTrielJern'enl agree me n U: 
a COmpn ny h a jfjtiacecpTs m a nag ft m an I 
procffccs a n isu e  by iali’lTigTTieiii hi i  
dcrtiisei'dr'siaio of mlnd'OV lritSflTarej 
relevant clement of inquiry,’strch aa 
during a enminal liiv't^tl^uHOhTThtif list

* An "tnvlrorvrf nl»l lodll report" U • wrtlleo 
report whkJt cindidly »nd iSoroueKljr prtxnU 
(lndlnii from • review, fondo<.t«fii pirt of tn 
invironmenlil lodlt n  detcribeeJ tn Wdtoo DA, of 
facility ettvinrnratnltl ptrforrronoe tod prtcllce*. 
An tudil report ti not • lubatllula tor oomptlinc* 
monllorini report* oe olher report* oe reoirdi wblcfc 
mty be required by KPA e» oiner regutilory 
H e n c f r t .

Is Illustrative father than exh austive , , 
sine# there doubtless will be other 
situations, nof .cubjccl In prediction, In 
which acdll reports rather (hen 
Infprmallnp may be required.

A tcknowlcQ^esreflulateqenl 
~ r v ~ r  i ^ p y f fo n m r n fa l

priyacj

need ( o vafua*le ^nvffQpiocnlal f
perforraonce.rdi som fjpp.aaute o f  t  

'an d  cn cou /a lteau cb  flcllv ltv , 1 
lU d ll r e p o r l i t n a y n o r ^ i r o l d ^  

m ohnol^■com pliance, or o lfiB T  .' 
Tn^rimaDon (FaTwouId dlherw lae b e  
rcporlahTe's ndfor acce'saibTi'To EPA, 
m n If more Ii  do explicit Tenuiron^op t '

f t .d o ea ^ o ^ a lle rregulaleq enUllea* existing 
^F ju tv?e  obllgalipha ipVnonIior,' f 
„or.rep,oii.(nfqrmallon req'ulre'Ju n cfer  
Vnvlronmenlaf TlaTtHes, reguTaTfons"or 
penn(|»1'.'o'r lo a lJg w ^ P A  hcc? f lm r t f ia l , 
iqTormation, Nor aoci this policy "alter 
E P A ’s authority lo request and rocelva 
any relevant Inform ation-Including that 
contained In audit reports—under. • . 
various envdromnenlal alalulea ( e ^ ,  . .  • 
Clean. Water A ct section 308, C leon A ir 
Act sections 114 and 2081 or In other . 
idmlnlstrative or Judicial proceed in g* 

Regulated entitles also should b«
[aware that certain audit findings m ay b y  
tlaw have lo be reported lo government 
’agencleu. However, In addition lo any 
such requirement*, EPA  incourage#

I regulated entitles lo notify appropriate 
State or FedersJ officials o f  finding# 
which luggeal significant environm ental 
or publichealth risks, even  when not 
spedflcelly required to do *o .
f t  EPA Response to Environmental 
Auditing
1. General Policy

E P A  will no! promise to forgo 
Inspection*, reduce enforcement 
response*, or ofTer other euch Incentive*
In exchange for Implementation o f  
environmental auditing or other aound
environmental management practice*. 
Indeed, a credible enforcement program 
provides a strong Incentive for regulated
entities to audlL 

Regulatory agencies have an 
obligation to assess source compliance 
slfllus Independently and cannol 
eliminate liiBpeulluns fur parllculur firm* 
or classes of firms. Allhough 
envlronmenlal audita may complement 
Inspections by providing self- 
assessment to assure com pliance, they 
are In no way a substitute for regulatory 
oversight. Moreover, certain statu te*
(e.g. RC RA) and Agency policle*

* S t< . for ( x im p l t ,  "D v l f n  lo  R e p o r t or D t ic jo t *  
In fo m n tfo n  on ib«  E n v lio n m tn li)  A ip *< 1 » o f  
B u ilr .c n  A e lM l!r 4 ."  Knvlronrr m ls l  L » w  tn »lltu f«  
rrport lo  E P A . fln » l u p o n . Su p to flib sr  IM A
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estab lish  minimum facflily Inspection 
frequencies to which KPA will a d h e n ..

H ow ever, EP A  will continue to 
address environ ncnlnl problem* on a 
priorlly basis and will consequently 
Inspect facllllle j wllh poor 
anvlronmenlal records and practice* 
more frequently. Since affective . 
environmental ardltlng belpa 
managemcnl identify and promptly 
c o n ec l actual or potential problem*, 
audited fadU lles1 environmental . .  .. 
performance ihoitld fmprovii.Thua, ■ 
while E P A  Inipeclloni ofietfraudlted 1 
fac ilitlet wifi cor ttnue, to the extent that 
com pliance performance I* considered 
In se llirg  Inspection prioritlci, facilltle* 
w ith a good compliance history may be 
aubjecl lo fewer ‘nspeclloo*.' >-r (*.

In faehlonlng enforcement reaponsei 
l policy li *0 taka Into 

account, on a car o oy-case la s ts , th#
lo violations, EPA  |

honest and genuine efforts o f regulated 
en titles lo avoid rod promptly correct 
violations and underlying envlronmenlal 
problem *. When regulated entities lak# . 
reaaonable precaution* to'avoid 
noncompDanoe, txpedlUbuiIy correct 
undoriyinginvlji'nrn'entalprobiem* ' •  
dlacoverea throiqjh audits or othaf' :• • 
m ean*, *nd l/n'pb ment meaiurei’ l o * ' 
preventlhelr recnrrenca.EPA may 
exercise lU dlscrelion lo consider inch 
action * a* honwl and 8epulne effort* lo 
assure OompHancA Such rohslderallon 
applle* particularly when a regulated 
entity  promptly report* violation* or 
compliance data «htch otherwise ware 
not required to be recorded or reported 
to E P A ,
2. A udit Proviifoni c* Remedle* lo 
Enforcement Action*

E P A  may propcie environmental 
auditing provislor.s In consent decreoa 
and In o tte r  settlement negotiation! j* 
where auditing could provide a remedy| 
for Identified problem* and reduce the |  
likelihood of similar problems recurrinj 
In the future.* Environmental auditing 
provisions are most likely to be 
proposed In settlement negotiation*
where;

* A  palltm  of violations can ba 
attributed, al leas* In part to the 
abscn w  ur puur fuiicllufilng of on 
environmental management ayalem; or

• T h e type or n ituro of violation! 
Indicates a likclitvrod that similar 
noncompliance problems may exist or 
occur elsewhere In the facility or at 
other facilities operated hy tht regulated 
entity.

• E P A  t i  <kwf«p!n| s u l im c *  for u m  b y  A * * n c y
n e lo l h t o r *  In itru tfu r ijij ip p r o p fU lt  *nvlrtjrvm «nl»l
#udl( p ro v lito o i for ror sen! d t u e t i  an d  o lb ty
■ culcmrnl nrjoUiHcnA
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Through this content d eace  approach 
and other me, 'a , RPA may conilotr 
how (o encourage effective auditing by 
publicly owned jewnge treatment works 
(POlWi). POTWa often h&vi 
compliance probfema related lo 
operation and maintenance proccdurea 
which can be addressed effectively 
through the uia of environmental 
auditing. Under Ita National Municipal 
Policy KPA already Is requiring many 
POTW j to develop composite correction 
plana to identify and correct compliance 
problem*,/
C. Environmental Auditing al Federal

' f o e  H it i n

EPA  enccuragea all federal egenclea 
subject to environmental lawa and 
regulations to Instilut envlronmenlal 
auditing systems to help ensure tha 
adequacy of Internal aystama to achieve, 
maintain and monitor compliance. 
Environmental auditing at federal ' 
facilities con be an effective supplement 
to EPA and stalo Inspection!. Such 
federal facility envlronmenlal audit 
programs ahould be structured lo 
promptly Identify environmental 
problems and expenditloualy dovetop 
schedules for remedial action.

To the extent feasible, EPA  w ill .

firovide technical assistance lo help 
cderal agencies design and Initial* 

audit programs. Where appropriata, EPA  
will enler Into agreements with other 
agencies lo clarify Ihe respective role*, 
responsibilities and commlimenU of 
each agency |n conducting and 
responding to federal facility . 
environmental audita.

With respect to Inapectlona of aelf- 
audited facilities (see aectlon ID.B.1 
above) and requests for audit reports 
(see section IILA above), EPA  generally 
will respond to environmental audits by 
federal facilities tn the same t.janncr as 
It does for other regulated entitles, In 
keeping with the spirit and Intent of 
Executive Order 12088 and the EPA

agenc
however, be aware that the Freedom of 
Information Act will govern any 
disclosure of audit reports or audit- 
ceneraled Information requested from 
federal agencies by the public.

When federal agencies discover 
significant violations through an 
environmental audit. EPA encourages 
them to submit the related audit findings 
and remedial action plans expeditiously 
lo Ihe applicable F.PA regional office 
(ami responsible slate agencies, where 
appropriate) even when not specifically 
required lo do so. KPA will review the 
audit findings and action plans and 
either provide wrltlcn approve! or

negotiate a Pederal Pscllltfes 
Com pliance Agreem ent EPA  will u lll l i t ]  
tha escalation procedures provided Ilk 
Executive Order 12088 in a  the E P A  • 
Federal Facilities Compliance Strategy 
only when agreement between agen cies! 
cannot be reached. In any avenl, federal? 
a

N

se n d e s  are expected lo report pollution] 
batcm cnt projecls Involving costs ‘ • j  

(necessary to correct problems 
discovered through ihe audio to F.PA In 
accordance with O M B Circular A-108. 
Upon requoafi and In appropriate 
circum stances, E P A  will assist sffecled  
federal agencies through coordination of] 
any public release o f audit findings with 
approved action plans once agreem ent, ,  
has been  reached. '  "  *
IV . Relationship to S ta le  or Loeoj—y  ] 
Rogulatory A g o o d es  . . . ’ v , •»

S ta le  and local regulatory agencies 
havo Independent Jurisdiction over •* 
regulated entitles. E P A  encourages them 
lo adopt these or similar policies, In 1 
order lo advance the use o f effective ; •• 
environmental auditing In a consistent •• • 
m anner/ <• .’ i '  .. •. !.• .•• ■ .

E P A  recognizes that some slates have 
already undertaken envlronmenlal • 
auditing Initiatives which differ • 
som '-vhat from this policy. Other state* 
a lso  m ay w aul to develop auditing 
policies which accom modate their •• • 

articular needs or circumstance*. . 
othlng In this p o licy  statem ent U 

Intended lo preem pt or preclude state* 
from developing other *pproaches lo 
environm ental auditing. E P A  encourage* 
state end local authorities to consider 
the b asic  principles which guided tha 
Agency In developing this policy.

» Regulated entitle* must continue to 
report or record compliance Information 
required under existing statutes or 
regulations, regardless o f whether such 
Information Is generated by an 
environmental audit or contained In trt 
audit report Required Information 
cannot be withheld merely because It U 
generaled by an audit rather than by ’ 
som e other m eans.

* Regulatory agencies cannot rask* 
prom ises to forgo or limit enforcement 
action against a particular facility or 
c lass o f facilities In exchange for the u s* 
o f environmental auditing system *. 
H ow ever, such agencies may use their 
discretion to adjust enforcement actions 
on a case-by-caBe b asis In response to 
honest end genuine efforts by rogulatcd 
entitles to assure environmental 

jcompllnnce.
When selling Inspection priorities 

regulatory 8goncIcs ahould focus lo lhe§ 
extent possible on compliance 
performance end envlronmenlal result 

Regulatory agencies must continue 
to meet minimum program requirements

(e.g ., minimum Inspection tfqulremsnl 
, r . i  ; * ^ i  1

F ' •  R tg id i lory ear n d ty should nt 
attem pt to prescribeIKs preHssfoi 
snd struuluro of regliTiWejTOTIflr 
fnvLronnitnisI managementI or sudill

j , ' ; . ; , :  J ■
;tfv» sU le /fed ersJ pruincn 
lo sccom pirih]h*mu|us l i

|QlAChL6v[n i* m l maintaining high 
I flLtem pB s S a Jv i lh  envlfbnm enur
[end regulation*, The

s r
t f T T  

7iia"orT(5CaI
i and thls'fsdeVal responss td 

CrihvTroninfTiUI iurittlhg. rhsflreTTerf
i i ^ & p u a

tDracilccs might be erirqumland .» . M 
Fcom pllanr* levels Improve.

S  H  tr< • . . . “  .* •  ■ ^ '  * *
I X,Lee M. Tbomaa,

Adm/nitlrolor.
A ppen dix-E lem en ts of Effoctlv# , 
Environmental Auditing Programs

Introduction: Environmental auditing 
I s a i y
and objective review by *  regulated 

• entity o f facility operation* and V*. 
practlcos related to m eeting•"*’

, environmental requirem ents...
Private sector environmental audits ol 

facilities h iv e  been conducted for. 
several years and have taken •  variety 
of forms, In part lo accommodate unique 
organizational structures and •• -. 
circumstances, Nevertheless, effective 
environmental audits nppe&r to hdv* 
certain d lsrem Jble elements tn common 
with other kinds of audita. SUndsrda for 
Internal audit* have been documented 
extensively. The elements outlined 
below draw hesvily  on two of these 
documents: “ Compendium of Audit • 
Standard#" (*1968, W sltar WUIbora, 
American Society  for Quality Control) 
and "Stan dard* for Ihe Professional 
Practice o f  Internal Auditing" (*1P81,
The Inatitutu of Internal Auditors. foe.). 
They a lso  reflect Agency analyse* 
conducted over the last several years,

Performar.cc-orienled auditing 
elements art' outlined here to help 
accomplish ueveral objectives. A  general 
description of foaturca o f effective, 
mature audit progromo can help those 
slatting audit programs, especially 
federal agencies and smaller businesses. 
These element* also Indicate tho 
attributes o f auditing EPA  generally 
considers Important to ensure program 
effectiveness. Regulatory ogenclea may 
use these elements In negotiating 
environmental auditing provisions for 
consent decree*. Finally, these elements 
can help gufdc statos end localities 
considering auditing Initiative*.
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Aneffective anvfronmenlal auditing 
system will likely Include Ihe following 
general element*; ..............

I. Explicit lop management support{or 
environmental auditing and 
commitment to follow up on audit ' 
findingi. Management lupport m *y be 
demonstrated by a wrllten policy 
articulating upper management lupport 
for tho auditing program, and for ■ 
compliance wllh all pertinent 
rc'Qulrcmenti. Including corporate 
pollclc* and permit requirement! aa well 
tie federal, itate and local itatutoi and 
regulation*, ■ .5

Management jupport for tho auditing 
program b Ijo should be demonstrated 
by an explicit written commitment to 1 
follow-up oo audit findings to correct 
Identified problem* and prevent their 
recurrence. ' .

II. An environmental auditing function 
independent of audited actlviUei. Tha 
itu tu i or organizational locu* of ' 
environmental auditor* ihould be ' '  
lufficlont to ensure objective and . 
unobatructed Inquiry, observation and 
testing. Auditor objectivity ihould not 
be Impaired by personal relationship*, 
financial or other conflicts of Interest, 
Interference with frca Inquiry or 
Judgment, or fear of potcntlu 
retribution.

10. Adequate team ilaffing and 
auditor training. Environmental auditor* 
should posses* or have ready acceii to 
the knowledge, skills, and discipline* 
needed to accomplish audit ob jective*.1 
Each Individual auditor should comply 
with the company's professional 
standard* of conduct. Auditors, whether 
full-tlmo or part-time, ihould maintain 
their technical and analytical 
competence through continuing 
education and training.

IV. Explicit audit program objectives, 
scope, resources ond frequency. A t a 
minimum, audit objective* ihould * 
Include assessing compliance with 
applicable environmental law* and 
evaluating the adequacy o f Internal 
compliance pollclea, procedures and 
personnel training programs to ensure 
continued compliance.

Audits should be based on a process 
which provides auditors: all collocate* 
policies, permits, and federal, stale, ond 
local regulations pertinent lo the facility, 
and checklists or protocols addressing 
specific fcotures that should be 
evaluated by oudilon.

' fodarai ..ogtitar /  Vol. 51. No. 133 /  WednoadVy^f

Explicit written audit procedure* 
generally should be usod for planning 'oisuroncb pix

o p *o  '  - * 'accuratebndthau d it*, establishing audit scop*

jfidesauolity 
t i n u t v  Im  ‘ ■
‘  r d f ^ r -

urance

Interprets and documents Information 
sufpefent lo achieve audit objectives. 
Information should be collected b efo rt 
en d  during an onsite visll regarding • ’ 
environmental com pliance^), _ ;  
environm m lal management ; ’ ' *“ • * ’ 
effoctlvenen(2), and other m atter* (J) ■ ■ 

- fo is te d  to audit objectives end scop *. ' 
T h I* Information should be sufficient. . 
reliable , relevant and useful to provide a 
sound basis for audit findings and* 
recomm endation*.

a. Sufficient Information is factu al *■ - 
adequate and convincing ao that a • 
prudent, Informed person would be 
likely  to reach the same conclusion* a * 
Ihe auditor. . _

b. Relfoble Information I* the b e lt  • 
a ttainable through use of appropriate 
audit technique*. • ..

c . Relevant Information support* audil 
r findings end recommendation* and U 
’ consistent, with the objective# for the
a u d it  ’ ' *  -

d. Useful information help* the . • 
organization meet It* goal*. ■ > . ..

T h e audit process should Include « 
periodic review of the reliability and 
Integrity o f this Information and the 
m oans used to Identify, m eaiure, • .  • * . 
c la ssify  and report It. Audit procedure*. 
Including tha testing and sampling 
techniques employed, should be selected  
in advance, lo the extent practical end 
expanded or altered tf circumstance* . 
w arrant. The process o f collecting, 
analyzing. Interpreting, and 
documenting Information should provide 
reasonable assurance that audit 
ob jectiv ity  Is maintained and audit goals 
•r e  m e t

V I. A process which Includes specific 
procedures to promptly prepare condfd, 
clear and appropriate written reports on 
audit findings, corrective actions, ond 
schedules for Implementation.
Procedures should be In place to ensure 
that such information Is communicated 
to managers, Including facility and 
corporate management, who can 
evaluate the Information and ensura 
correction of Identified problems. 
Procedures also ahould b e  In place for 
determining what internal findings are 
reportable to stale or federal ogencles.

eo m b ln  *  t io  h o f  thi »a'i 

foo tno tes to Appoodbt T

com pliant* with M e T if #
/♦ tu litJo n s  require*' t p  x -
psrtorroanM  agsfnst nbmaroo* '•
anvtronro*nl*l s lita ie*  *ndlm plert« iK dg ' ’ 
regulations. T h cw  siafutes tricfud«?»i. r ' ,*• • 
Resource C onservation sn d R aa jv ary  Act /  
FederalW altrP oH otioflC ootro l A o t- / . < • •

• Clean Air At.1-~> K ' v i ' t t ^ i ' •'*• 
H azardous M sleriala T m ’sporlallon Act •' - 
Toxic Substi n e t t  Control Acs- ••*. v .  a • •

. Comprehenstv* Environmental R e sp o n d  
Com pensation and Liability A d  .*

Safe D rinklnj W ater A d  / *
Federal Insecticide, Fungicide snd  ••’*

. 1 R odenticld t A d  ■ t\ K ".;*’. * ” ■" * 
"Marin* Protectioh, Research in d  S anduirte*  

A d ^ - v .  » M .* : s 'i ;  I.-*"* ■
Ursniura Mill Tailings Radiation, Coalrol A d  

!rt "addition, s t i l t  and local government are 
tlk tty  lo have their own environments! law*. 
M any ita ta s  have bean delegated authority to 
sdm lnfstar federal programs. M any local 
governments’ building, fira. safely and health 

■•* codae also h»va environment*! requirement* 
rslevant to an  audit evaluation.

(3) An anvtionraental audit could go wall 
beyond tha type of compliance use tam en l 

' norm ally conducted during regulatory* *
.. -fcjpdetiona, ft*  example, by evaluating 

policies and practices, regw dleii of whelhar 
they are pa rt of the environmental system or 

' the operating m d  m ilnlenano* procedure*. 
Specifically, audits can evaluate ths extent to 

. which syilam n or procedure*: •
1  Develop organizational cnvlronroental 

polides which: a. Implement regulatory 
requirement*; b, p roride  management 

, guidance forenrirow r,ante! hazards not 
specifically a d d r tu e d  tn regulation*;

t  Train and m otivala fariUly personnel lo 
work lo an anrironm enlally-acceptable 
m anner and to understand and comply with 
government regulations and the snllly’s 
environmental policy*,' *

3. Communicate relevant environmental 
developments expeditiously to fscility snd 
other personnel 

1  Com m unliata effectively with 
government and Ihe public regarding serious 
environmental Incidents;

"3. Require third parties working for, with or 
on behalf of the organization lo follow its 
anvlronm cnlsl procedure*; •



. 0 M*l<» proficient personnel avallabl* at 
*11 lim n  lo ta rry  out e n v i r o n m e n t . 
(especially emergrn-.v) procedure*

7. Incorporate em n m u itil prolacHori 
Into wrllien operating procedural;

8. Apply beat management pract ea and 
operating procedural, lncludini "good 
houaelecplng" technique*

9. fm llluU  preventive and co rm ltv a  
m aintenance ly itcm i lo minimize actual and 
pol(.r..iiil envlronmenlal harm;

10. Utilize beat available proceaa and 
control technologlei: •. •

11. Ule m uileffecliv* ism pllng and . 
monllotfng technlquei, leal melhoda, 
recordlceplng ayilema or reporting prolocoli 
(beyond minimum legal requirem ent); • •• <

K . Evaluate cauaca behind any aerloua 
anvlronmcnlal Incident! and ealabllab . . 
procedures lo avoid recurrence

13 Evploll aource reduction, recycle and 
reuse potential wherever practical; and

1C. Substitute materlala or proceaaei (o 
allow uac of Ihe lea ab h a m d o u i aubilancea 
feasible.

(3) Auditors could a h u  asscaa 
environmental rlaha and uncertalnllea.

|FR Ooc. M-1S423 Filed 7-A-flfl 8:43 am) 
WLitnq c oot awo-jo-ta
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variou s provision s o f  the Bill o f  R ig h ts . In fac t, the po ten tia l clash betw een 
federal regulatory schem es in the en viron m en tal con text and individual 
con stitu tion a l safeguards prom ises to he a m ore a c tive  area for future ju d ic ia l 
a tten tion  than the logically prior question  o f  con gression al pow er for at least 
tw o reasons. F ir s t , the ex trem e breadth  o f  po ten tia l congressional pow er in 
th is area m akes it likely that po litical rather than con stitu tion a l con sid eration s 
will prove to be the lim iting factor in determ in ing  the proper federal-state 
b a lan ce , thus avoid in g  the need to  probe ju d ic ia lly  the u ltim ate lim its o f  
federal au th ority . S ec o n d , the im p osition  o f  govern m en tal con tro ls , w hether 
s ta te  or federal, over essen tia lly  private a c tiv ities raises issues that have 
received  a con sid erab ly  greater degree o f  respectfu l ju d ic ia l a tten tion  in r ent 
years than is the case with respect to c la im s that C on gress has invaded  areas 
reserved to the sta tes  by the T en th  A m en d m en t. A cco rd in g ly , new in itiatives 
in the environm ental area that regu late the use o f  property  or  im pose crim inal 
an d  civil san ction s on en v iron m en ta lly  u ndesirab le conduct are m ore likely to 
lead  to questions concerning , e.g., the “ ta k in g " o f  p rop en y  or the observan ce 
o f  required procedural sa fegu ards than to  c la im s that C on gress has exceeded 
en u m erated  pow ers.

/ . Fourth Amendment issues
A  regulatory schem e that im poses m inim um  stan d ard s on certain 

activ ities or prem ises in order to protect public health , sa fe ty , or  en viron m en ­
tal values will usually depen d  for its success on period ic ch ecks for com plian ce 
b y  appropriate adm in istrative o ffic ia ls . T h is  need for adm in istrative inspection  
m ust be accom m od ated  to the provisions o f  the Fo u rth  A m en d m en t 
concern ing the govern m en t’s right to  con d u ct searches and se izu res .106 T h a t 
A m en d m en t has con sisten tly  been  con stru ed  to m ean that “ except in certain 
carefu lly defined  classes o f  ca ses , a  search o f  private property  w ithout proper 
con sen t is ‘ u n reason ab le’ unless it has been authorized  by  a valid  search 
w arrant.’’ 107 Fu rth erm o re , such  w arrants are n o t' to  be issued  except “ upon 
probable cau se , su pp orted  by  O ath  or a ffirm ation , an d  particu larly  describ ing 
the place to be search ed , and the person s or  things to be se iz e d .” 108

T h e  leading Su prem e C ou rt decision s con stru in g  the app lication  o f  those 
tw o requirem ents in the case o f  routine adm in istra tive  in spections are Camara 
v. Municipal Court109 an d  S e e  v. City o f  Seattle.110 In the form er, the C ou rt.

106 " T |ie  right o f  the p eo p le  to  be  secu re  in th e ir  p e rso n s, houses, p a p e rs  a n d  effects, 
a g a in st u n re a so n a b le  sea rch es  a n d  seizures, sha ll no t be v io la ted  . . U. S.  C o n s t . 
a m en d . IV.

107 C am ara  v. M u n ic ip a l C o u rt. 387 U .S. 523, 528, 529 (1967 ).

10s U.S. C o n s r. a m e n d . IV.
"“J 387 U.S. 523(1967).
" u 387 U.S. 541 (1967).



I nII CONSTITUTIONAL f r a m h w o r k 41

overru ling an earlier contrary d ec is io n .1"  held lhal the w arrant requirem ent 
app lied  to a m unicipal health in sp ector’s search o f  a private residen ce. In See  a 
sim ilar con clu sion  was reached with respect to a lire in sp e c to r 's  a ttem p ted  
search o f  a com m ercial w arehouse. But w hile thus ex ten din g  the w arrant 
requirem ent, the C ourt a lso  in d icated  that a lesser degree o f  "p ro b a b le  c a u s e " 
would be required lor an adm in istrative search w arrant than  for the typ ical 
crim inal search  w arrant, thus allow ing in the form er c a se , e.g., rou tin e, 
period ic searches o f  all structures in a given area based  on an appraisa l o f  
con d ition s in the area as a w hole rather than on a know ledge o f  con d ition s in 
any particu lar building. The reason ab len ess o f  such in spection s is to be 
determ ined  " b y  balancing the need to search against the in vasion  w hich the 
search e n ta i l s ." "- ’ considering such factors as the history o f  ju d ic ia l and public 
accep tan ce o f  such in spection s, w hether inspection  is the on ly  reason ab le 
m eans o f  a b a tin g  a dangerous con d ition  o f  leg itim ate public concern , an d  the 
extent o f  invasion  o f  the c itizen '., privacy — the invasion presu m ably  bein g  
less w here the inspection  is “ neither personal in nature nor a im ed at the 
d iscovery o f  ev iden ce o f  c r i m e . " " 11 Sp ec ifica lly  excluded from  the w arrant 
requirem ent, how ever, were trad ition al "em erg en cy  s i t u a t i o n s ; " " 1 in a d d itio n , 
the observation  that “ w arrants should  norm ally be sought o n ly  a fter en try  is 
re fu sed " w as m odified  to perm it im m ediate entry in the case  o f  " a  citizen 
com plain t, o r .. . o th er sa tisfac tory  reason ,” " 5 such as w here surprise is crucial.

A lth ou gh  Camara an d  See  thus establish  the b asic  fram ew ork for 
a ccom m od atin g  inspection  n eeds to Fou rth  A m en d m en t requ irem ents, three 
subsequent Su prem e C ourt d ec ision s appear to have ex pan ded  som ew hat the 
area o f  perm issib le  w arrantless en tries in this con tex t. In Colonnade Catering 
Corp. v>. United Sta tes11(! the C ou rt in terpreted  . a lu ies regulating the 
inspection o f  federally  licensed  liquor dealers to preclude forcib le entries 
w ithout a w arrant. In the cou rse o f  its op in ion , how ever, the C ourt seem ed  to 
agree that such entry w ould  not am ou n t to a con stitu tion a l v io la tion , 
d istingu ish ing See  on the basis o f  the h istorically  broad  au th ority  o f  the 
governm ent to regulate the liquor industry .

In Wyman v. Jam es117 the C ou rt upheld w arrantless hom e "v i s i t s "  by 
welfare w orkers on the grounds that such visits were not “ searches”  an d  that 
even if  they w ere, the absen ce o f  a w arrant d id  not m ake them  “ u n reason a­
b le ."  Camara was d istingu ished  in reaching the latter con clu sion  prim arily  on

111 F ra n k  v. M a ry la n d . 359  U .S . 3 6 0 (1 9 5 9 ) .

1,2 C a m a ra  v. M u n ic ip a l C o u rt . 387  U .S . a t 537,
" 3 Id .

S e e  i d . ,  a l  5 3 9 .

1,5 Id .  a t 5 3 9 , 40 .

116 397 U .S . 7 2 (1 9 /0 ) .
400 U .S . 3 0 9 (1 9 7 1).

ih
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the basis nl the com m u n ity  w elfare, rather than crim in al, con tex t o f  the hom e 
visita tion s. F in a lly , in United States fi is well, 1 IH the C ou rt upheld a 
w arrantless search o f  a lock ed  storeroom  under provision s o f  the G u n  C on tro l 
A c t  that au thorized  o ffic ia l entry during b u sin ess hours for the purpose o f  
con du ctin g  in sp ection s o f  federally  licensed dea lers in firearm s. W hile 
conceding that federal regulation  o f  the firearm s industry  w as not as deep ly  
rooted  in h istory a s w as con tro l o f  the liquor in d u stry  in Colonnade, the C ourt 
nevertheless refused to  ex ten d  See  prim arily on  the ground that w arrantless 
in spection s were essen tia l to the effective en forcem en t o f  the regulatory 
sch em e. In See, the C ou rt ob served , the b u ild in g  cod e  v io la tion s that the 
inspection  w as d esign ed  to  d iscover cou ld  not ea sily  be corrected  or con cealed  
in a short tim e. "P e r io d ic  in spection  su fficed , an d  in spection  w arrants could  
be required and privacy  given  a m easure o f  p ro tec tion  with little  if  an y  threat 
to the effectiveness o f  the inspection  system  , . . . " n9 Ir: the case o f  firearm s, on 
the o th er hand, u n an n ou n ced , even  frequent in sp ectio n s svere crucial to the 
su ccess o f  the sy s te m : “ and if  the necessary flex ib ility  as to tim e, scop e, and 
frequency is to be preserved , then the protection  a fforded  by a w arrant would 
be negligib le .” 1-0 O th er factors leading to this resu lt were the “ u rg en t" nature 
o f  the federal in terest, and the lim ited  threat to  “ the d ea lers ' ju stif ia b le  
ex pecta tion s o f  p r ivacy ” :

W h e n  a  d e a le r  chooses to  engage in th is pervasive ly  regu lated  

business an d  to accept a F ed era l license, he docs so w ith  the 

kn o w le d g e  th a t his business records, firea rm s  a n d  a m m u n itio n  w ill 

be subject to  e ffe c tiv e  in sp e c tio n .121

T h ese  d ec ision s becom e particu larly  re levan t in the environm ental 
con text in view  o f  the ex ten sive reliance o f  ex istin g  and proposed  federal 
pollu tion  con trol sch em es on  an adequ ate  sy stem  o f  in spection . T h e  C lean  A ir  
A c t , for exam ple , b lu n tly  declares that in order to  im plem ent and enforce the 
requirem ents o f  the A c t  appropria te  o ffic ia ls :

shall have a right o f  entry to, upon, or through any premises in 
which an emission source is located ... [and] may at reasonable 
times have access to and ... inspect any monitoring equipment or 
method ... and sample any em issions. . . 122 

V irtu ally  iden tical p rovision s are con ta ined  in the recently en acted  Fed era l 
W ater Po llu tion  C on tro l A c t A m en d m en ts o f  1972.123 In both  cases , q u estion s 
o f  the need to secure a  w arrant and o f  the g ro u n d s that will support en try  are

4 06  U .S . 311 (1 9 7 2 ).

110 I d .  a t 316.

120 I d .

121 Id .

122 42 U .S .C . 8 18 5 7 c -9 (a )(2 ) (1 9 7 0 ). E L R  41210 .
123 § 3 0 8 (a )(B ). 33 U .S .C . §1318 (S u p p . 1973). E L R  4 1 114 .
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apparen tly  left lor subsequent ju d ic ia l re so lu tio n .1* 1
I he latter issue w hether "a d m in istra tiv e  probable cau se”  will support 

routine in sp ection s in the en v iron m en ta l area — shou ld , it seem s, be answ ered 
m the a ffirm ative  by com parison  with the factors referred to  as decisive in this 
respect in Camara and See. H isto r ica lly , perhaps, routine pollu tion  inspections 
have not been  ns traditional a s  in spection s for housing and safety  code 
v io la tion s . But if  con stru ed  b road ly  enough , on e can view the form er type o f  
in spection  as sim p ly  a m odern version  and recently recognized species o f  the 
la tter . M oreover, the c o n n 's  re treat in liiswell from  Colon nude's em ph asis on 
h istory  a s  crucial to the F o u rth  A m en d m en t inquiry, suggests that this factor 
sh ou ld  not be d ecisive in any ev en t. W ith respect to the o th er factors, the 
u rg em y  o f  the federal in terest, the lim ited  nature o f  the invasion , and the need

,!M In contrast, the new Federal Environmental Pesticide Control Act o f  1972, 86 
Stat. 973 (codified in scattered sections o f 7,15,21 U .S .C .). E L R  41301. after 
authorizing entry by appropriate officials at "reasonable times”  and “ for the 
purpose o f  inspecting and obtaining sam ples." proceeds to describe in somewhat 
more detail the procedures to be followed in exercising this right o f entry. “ Before 
undertaking such inspection" according lo §9(a). the official:

must present to the owner, operator, or other agent in charge o f  
the establishment . . . appropriate credentials and a written 
statement . . .  as to whether a violation o f the law is suspected. If 
no violation is suspected, an alternate and sufficient reason shall 
be given in writing.

The immediately following subsection discusses “ warrants" but only to the extent 
o f declaring that officials are "em pow ered" lo obtain such documents authorizing 
entry, inspection, and seizure "upon a showing to an officer or court o f  competent 
jurisdiction that there is reason to believe that the provisions o f  the Act have been 
violated ."
A s an attempt to integrate Fourth Amendment requirements with the special 
needs o f  an administrative inspection system, these provisions leave a great deal to 
be ,._ ''re d . In the first place, the standard employed in §9(b) for securing a 
warrant does not appear distinguishable from the traditional "probable cause”  
standard which would be applicable in any normal context. See Carroll v. United 
Slates. 267 U .S . 132 (1925). (“ Probable cause exists where the facts and 
circumstances within (the officers'] knowledge and over which they had 
reasonable trustworthy information [are] sufficient in themselves lo warrant a 
man o f  reasonable caution n the belief that" an offense has been or is being 
committed.) Thus if §9(b) were interpreted as more than simply an enabling 
provision, '.anfcrring search power on certain officers and employees o f  E P A , one 
might conclude that Congress has erected higher standards here than would have 
been required by the Fourth Amendment: whenever a warrant is necessary, it can 
only be issued on a showing o f  probable cause, and not on the lesser showing that 
would traditionally justify routine inspections as in Camara and See. Under this 
view, it becomes all the more important to ascertain just when inspections must be 
preceded by warrants.
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for period ic  routine in spection  d o  not seem  d istin gu ish able from  the situations 
in Camara and S e t* .'26

T h e  more d ifficu lt issu e is w hether Biswell shou ld  be view ed as 
su b stan tia lly  m odify in g  the resu lt in See  w ith respec t to  the need to  secure a 
w arrant a l all. T h e  factors em p h asized  in Biswell to  ju stify  the w arrantless 
starch  — the urgent (or h istorica l) federal in terest, the lim ited  nature o f  the 
in vasion , and the n ecessity  fo r  ran dom  in spection s — seem  to  be the sam e 
factors relied on in See  but on ly  to  ju s tify  a less than traditional show ing o f  
p rob ab le  cause and n o t to d isp en se  w ith the w arrant requirem ent altogether. 
Ex p lan a tio n  lor the d ifferen ce in resu lt seem s to  lie in the fact that w hat in See 
appeared  to be on ly  an o cca sio n a l p o ssib ility  — resort to  unannounced 
surprise inspections — ap p eared  in Biswell to b e  a frequent an d  vital elem ent 
o f  e ffec tive  en fo rcem en t.ia6 U n d er  th is view , the critica l factor determ in ing the 
ap p licab ility  o f  the w arrant requ irem ent in the en viron m en tal con tex t becom es 
the question  o f  w hether frequ en t, un an n ou n ced  in spection s are essen tia l to 
effec tive  en forcem en t o f  the p o llu tion  con trol sch em e. I f  they are, then a s in 
Biswell, requiring prior recou rse to  such “ routine w arran ts" seem s unlikely to 
resu lt in su ffic ien t a d d itio n a l pro tection  o f  privacy  to m ake the w arrant 
essen tia l to the "re a so n a b le n e ss ”  o f  the search u n der the F o u rth  A m en d m en t.

A p p lica tion  o f  this general test appears very  much to  depen d  on the 
particu lar kind o f  p o llu tion  con tro l schem e at issu e . F o r  exam ple , w here the 
in spection  is not ran dom , b u t is a im ed  a t a particu lar po llu ter w hose em ission  
in to  the air or d isch arg es in to  the w ater can b e  m easured  b y  an external 
ob server , it seem s qu ite  l ik e ly  that the trad ition al stan d ard  o f  probab le cause 
to  su sp ect a v io la tion  m ay b e  m et a n d  thus ou gh t to  w ithstand  prior ju d ic ia l 
testin g  under a n orm al w arran t procedu re . A t  th e  other extrem e, it is possib le 
that po llu tion  con tro l sch em es, e.g., a  sy stem  o f  effluent charges which 
d ep en d s on re liab le  self-m on itorin g  by the a ffec ted  pollu ter, can be en forced 
o n ly  b y  random  a n d  frequ en t in sp ectio n s. W h ether such in spection s m ust a lso 
occu r u n announced  d ep en d s on  the ease with w h ic h 'th e  pollu ter, in the short 
period  fo llow ing a refusal to  perm it the search a n d  the securing o f  a w arrant, 
can  rem edy the unlaw ful p o llu tion  practice or d isgu ise tam pering with self- 
m on itorin g  e q u ip m e n t.127

125 See N o te , The Effluent Fee Approach For Controlling A ir Pollution, 1970 Duke L . J. 
943 . 9 7 5 -76 .

12B See text a c c o m p a n y in g  no te  120. supra. F o r  a rev ie w  o f  this ap p a re n t exception as
e m p lo y e d  by lo w e r co urts  since Camara an d  See, see N o te , Law o f Administrative
Inspections: Are Camara and See S till , live and Well, 1972 W ash. U .L .Q . 313.

127 F o r  fu rth e r  discussion o f  these possibilities see C o m m e n t, Camara and See: A
Constitutional Problem with Effect on A ir Pollution Control, 10 A r iz . L. R ev . 120 

( I9(»S1; N o te , supra no te  125 a t  9 4 3 . A  v a rie ty  o r  p o llu tio n  c o n tro l schem es ap pear  

to  req u ire  ra n d o m  an d  even u n an nou nced  inspeclions. although it is not c lear that 
th ey  m ust be so fre q u e n t th a t p r io r  resort to a  w a rra n t w h ere  surprise is cruc ia l



I HE C O N STITU TIO N AL FRAM EW O RK 45

A c c o u  .rig to this an alysis , the focus o f  the con stitu tion a l inquiry in this 
area will be very much on the particu lar regu latory schem e a t issu e . S in ce  it is 
not a lw ays easy  for a court to  draw  the necessary factual con clu sion s from  an 
inspection  o f  the su bstan tive provisions o f  the sta tu te 'a lo n e , on e m ight expect 
this field  to becom e increasingly a m atter for congressional a tten tion  as 
reflected in the "f in d in g s "  relied on  to  support a particu lar en forcem en t 
svslem . In deed  in both  Colonnade and Biswell, the C ou rt v irtu ally  ex ten ded  an 
invitation to  C on gress to define for itse lf  the requirem ents o f  “ reasonu le n e ss " 
as regards adm in istrative in spection s, w ith the C ou rt im p lied ly  p lay in g  a m ore 
lim ited review ing role in m easuring the congressional determ in ation  again st 
the d em an ds o f  the Fou rth  A m en d m en t. T h e  provisions o f  the new  pestic ide 
leeislation  which require w ritten notice o f  the purpose o f  the in sp ec tio n 128 
m ight, for exam ple , be view ed as ju s t  such an a ttem pt to strike  a leg islative 
balance betw een the privacy in terests o f  the ow ner o f  the estab lish m en t and 
the en forcem ent interests o f  the G o vern m en t. B u t this em ph asis on an 
increased congressional role a lso  suggests a possib le  cou n terpresu m ption  to 
protect the in terests that underlie Camara and See: whv.w C on g ress has not 
a ttem pted  explic itly  to set reason able bou n daries to the situ a tion s calling  for 
w arrantless in spections, and w here the fac ts o f  the inspection  d o  n ot otherw ise 
clearly in d icate that the w arrant requirem ent w ould frustrate en forcem en t. 
Camara and See  should  be view ed as con trolling .

2. Fifth Amendment (self-incrimination) issues
In add ition  to inspection  sch em es, the effectiveness o f  govern m en tal 

regulation o f  private or com m ercial a c tiv ity  often  depen ds on the ab ility  to 
im pose record keeping and reporting requirem ents on those su b ject to the 
regulation . En viron m en ta l leg islation  is no exception  in this respect, as 
evidenced by the very sim ilar provisions in both  the C lean  A Jr  A c t  and the 
new am en dm en ts to the Fed era l W ater Po llu tion  C on tro l A c t . au thorizing the 
adm in istrator o f  E P A  to :

require the ow ner o r opera to r o f  any  [emission or point] source to 
[1] establish and  m aintain such records, [2] m ake such reports .... 
and  [5] provide such o ther inform ation as he may reasonably 
require ...l29

'•’ould frustrate the system. Inspection to ensure that pesticides stored for com ­
mercial distribution com ply w ith labeling and  use rcstricrinns, for exam ple, seem 
sim ilar in concept to inspections tha t have long been conducted  under various p ro ­
visions o f  the Food and  D rug A cts. See, e.g ., I 'n ited  Stales v. S tanack Sales Co., 
3^7 F.2d 849 (3d Cir. 1968); c f . U nited States n im art, Inc., 429 F .2d 1006 
(9th Cir. 1970), cert, denied, 400 U.S. 926 (1970,

,JS See note 124, supra.
119 See C lean Air A ct. 42 U.S.C. § 1857c-9(a)( 1) (1970), ELR  41210: FW PC A  §308(a). 

33 U.S.C. §1388 (Supp. 1973). ELR 41114.
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INTRODUCTION

The State of  Alaska has undertaken a project  to develop a model that  will 

enable  the State to compare  the climate for investment  in Alaska vis-a -vis  other  oil and 

gas provinces.

In the past few years a controversy has arisen between the oil industry and 

the State of  Alaska. The Industry believes that :ts in estors are not receiving a rate 

o f  return commensurate  with the risks inherent in the exploration and development  of  

new and existing fields. The State of  Alaska contends that it is incumbent  upon the 

State to pursue an aggressive oil royalty and taxation policy. The development  of  a 

comparat ive model is desired to increase the reliabili ty of  information available to the 

Alaska Legislature for  use in the decis ion-making  process in legislation on oil taxation.

The work was carried out under  the aegis o f  a jo in t  Senate/House 

Commit tee  under  the chairmanship of  Senator Bettye Fahrenkamp.  The consultants  were 

selected in such a way as to represent a broad spread of  expert ise in the industry. 

Meet ings were held with the Committee  in Anchorage in November and in Juneau in 

January,  at which the key questions raised by the Committee  at their  initial internal 

deliberations were addressed at some length. During the meetings and a f te r  subsequent  

work by the consultants the scope of  the consultants’ work was ad jus ted  slightly to 

incorporate carrying out  the actual tax comparisons in conjunct ion  with the 

Revenue  Department .

Four key Alaskan fields were chosen. It was decided to model historical 

Prudhoe Bay as well as to forecast  its performance,  together with hypothet ical  

developments  at the West Sak, North Star and Niakuk discoveries. The performance  of  

an incremental  project  at Prudhoe Bay was also examined.

In addit ion to meetings with the Commit tee,  extensive discussions were held 

with the Revenue Depar tment  and various tax models f rom other  jurisdictions were 

made available. The Revenue Department  prepared  the four  f ield economic cases under  

the Alaskan legislation and worked with the consultants  to ensure the model would 

provide a f ramework fo r  future  ongoing work by the Department .  Legislative 

comparisons were made with the U K ,  Norway, Indonesia and Australia.  The  s tudy was 

carried out by, in e ff ec t ,  t ranslating these four  legislations to Alaska and examining the 

economic performance of  the Alaskan fields as though that legislation had been in place
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Departm ent  worked with the Consul tants to ensure a compatible  and appropriate

comparison. The basic field data provided by the Department  provided the base data

for  the comparisons.

A draf t  report  was presented in mid March to the Commit tee  and at 

separate  meet ings to the Senate Finance and House Finance Committees  in addit ion to 

a discussion with Industry.

Although the industry was most helpful  in general no direct  information 

regarding for  instance specif ic  development  plans or allocated explorat ion expense or their 

appropriateness  was made available direct ly to consultants  in time to be incorporated.

The following presentat ion reflects the work o f  AU PEC and GC A in this 

phase of  the study. It was not the intent ion o f  these comparisons to mirror  the 

indust ry’s exact performance  as each company will handle its tax arrangements  di ffe ren t ly  

and they will, indeed,  be in a d ifferent  position. The  at tempt  was to t ry  and compare 

on a "reasonably level playing field" how part icular  projects  would have looked if they 

had been carried out in Alaska under  d i ff e ren t  tax legislation environments .

Insuff ic ient  t ime was available to adequately cross check the material 

validity o f  the hypothet ical  development  plans or to assess the impact  of  a realistic 

incremental project  on Prudhoe Bay. With the curren t  results to hand it would also

be pruden t  to ensure that  the base case Alaska cashflow analysis was also carried out

under  the same identical system as the comparison fields to ensure more complete  

compatibi li ty.  In these senses the work should be considered prel iminary.

Nevertheless recognising that  the or iginal  object ive o f  this work was to set 

up a ’model1 wi th  which to make comparisons,  a basic approach has been selected, 

models made available and a first pass o f  comparisons carried out.

A c k n o w le d g e m e n t s

The  not inconsiderable help of  the Revenue Depar tment  in Anchorage,  the 

Revenue Commissioner’s Off ice  in luneau and the Commit tee  members  and their s taff  

is acknowledged.  We are also grateful  for material  provided by industry and the 

oppor tuni ty  to see the North Slope operations on site. No mult iple organisation operation 

o f  this type works wi thout  cooperation and that  cooperation provided by both State and 

Industry made possible the complet ion o f  this s tudy.
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INTKODI.'CTION

The State of  Alaska has undertaken a project  to develop a model that will 

enable the State to compare the climate for investment  in Alaska vi s-a -v is  other  oil and 

gas provinces.

In the past few years a controversy has arisen between the oil industry and

the State of  Alaska. The Industry believes that its investors are not receiving a rate

of return commensurate  with the risks inherent  in the explorat ion and development  of 

new and exist ing fields. The State of  Alaska contends that it is incumbent upon the 

Stale to pursue an aggressive oil royal ty and taxat ion policy. The  development  of  a

comparat ive model is desired to increase the reliabili ty of  information available to the

Alaska Legislature for use in the dec is ion-making  process in legislation on oil taxation.

The work was carried out  under  the aegis of  a joint  Senate/House

Committee  under  the chairmanship o f  Senator Bettyc Fahrenkamp.  The consultants  were 

selected in such a way as to represent  a broad spread o f  expert ise in the industry.

Meetings were held with the Commit tee  in Anchorage in November and in Juneau in 

January,  at  which the key questions raised by the Committee  at their initial internal  

deliberations were addressed at some length. During the meet ings and a f te r  subsequent  

work by the consultants  the scope of  the consul tants’ work was ad justed slightly to 

incorporate carrying out the actual tax comparisons in conjunc t ion with the 

Revenue Department .

Four  key Alaskan fields were chosen. It was decided to model historical 

Prudhoe Bay as well as to forecast  ils performance,  together  with hypothet ical  

developments at the West Sak, North Star and Niakuk discoveries. The performance  of  

an incremental  project  at Prudhnp Bay was also examined.

In addit ion to meet ings with the Commit tee ,  extensive discussions were heid 

with the Revenue Depar tment  and various tax models f rom other  jur isdict ions were 

made available. The Revenue Department  prepared the four  field economic cases under  

the Alaskan legislation and worked with the consultants to ensure the model  would

provide a f ramework for  future  ongoing work by the Department .  Legislative

comparisons were made with the U K ,  Norway, Indonesia, and  Australia.  The study was

carr ied out  by, in e ffect ,  t ranslating these four  legislations to Alaska and examining the

economic performance  of  the Alaskan fields as though that legislation had been in place
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in Alaska. The models used included provisions to examine,  among other  things 

sensi tivi ty to oil price,  costs, explorat ion programs, and differences between current  an(] 

new investors.

The  State of  Alaska has requested the consul tancy Gaf fney  Cline and 

Associates (GCA),  in co-operat ion with AUPEC (Aberdeen Universi ty  Petroleum and 

Economic Consul tants),  and Dr. Motamen Scobie, Economic Consul tant ,  to prepare a 

report  covering the methodology and results of  the comparat ive modelling.

The  division of  work was as follows:

AUPEC Group

Professor Alex Kemp 3nd David Rose, AUPEC, carr ied out  the 

cashf low/coun t ry  model  computer  runs.

GCA

GCA was to be an arbi t ra tor  o f  fairness in the analysis and be responsible 

for  the report ing and alsc for the inclusion of  the prospectivity  analysis.

A U P E C  and GCA worked together  to select relevant  cri ter ia  and  to assess 

the validity o f  comparisons.

Dr. Motamen Scobie

Dr. Motamen Scobie was to examine the financial  aspects of  comparat ive 

legislation in terms of  investor credibil i ty ,  and was to review other  legislations not 

included in the current  group. Dr. Motamen’s work is the subject of  a separate 

presentat ion.

Department  of  Revenue

The  oil group of  the Depar tment  of  Revenue carr ied out  the historical and 

forecast  assessment of  the Prudhoe Bay f ield together  with forecast ing the performance 

under  Alaskan legislation of  the three new Alaskan fields which were to be considered.  

All base data for  the Alaskan modelling were provided by the Department ,  and the
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Department  worked with ii<e Consul tants to ensure a compatible  and appropriate  

comparison. The basic field data provided by the Department  provided the base d:»*a 

for  the comparisons.

A dra f t  report  was presented in mid March to the Commit tee  and at 

separate  meet ings to the Senate Finai.ce and House Finance Commit tees  in addit ion to 

a discussion with Industry.

Although the industry was most helpful  in general no direct  information 

regarding for  instance specific deve lopment  plans or  allocated explorat ion expense or  their 

appropriateness  was made available direct ly  to consul tants in t ime to be incorporated.

The following presentat ion reflects the work o f  A U PEC and GCA in this 

phase of  the study. It was not the intent ion of  these comparisons to mirror  the 

indust ry’s exLCt performance  as each company will handle its tax arrangements  d iffe rent ly  

and they will,  indeed,  be in a d i f f e ren t  position. The at tempt  was to try and compare 

on a "reasonably level playing field" how part icular  projects  would have looked if they 

had been carr ied out  in Alaska under  d i ff e ren t  tax legislation environments .

Insuff ic ient  time was available to adequately cross check the material 

validity of  the hypothet ical  development  plans or  to assess the impact  of  a realistic 

incremental pro ject  on Prudhoe Bay. With the curren t  results to hand it would also 

be pruden t  to ensure that  the base case Alaska cashflow analysis was also carried out  

under  the same identical system as the comparison fields to ensure more complete  

compatibi l i ty .  In these senses the work should be considered prel iminary.

Nevertheless recognising that  the or iginal  object ive of  this work was to set 

up a ’model’ with which to make comparisons,  a basic approach has been selected,  

models made available and a first  pass of  comparisons carried out.

Acknowledgements

The not  inconsiderable help of  the Revenue Depar tment  in Anchorage, the 

Revenue  Commissioner’s Off ice  in Juneau  and the Commit tee  members  and their  s ta f f  

is acknowledged. We are also grateful  for  material  provided by industry and the 

oppor tuni ty  to see the North Slope operat ions on site. No mult iple organisation operation 

of  this type works without  cooperation and th- cooperation provided by both State and 

Industry made possible the completion of  this idy.
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SUMMARY OF RESULTS

Broad comparisons are possible and useful.  While these comparisons show 

that  both the State and the companies  did well f rom Prudhoe Bay they do not 

necessarily suggest that the State could have done much better  as the re tu rns  unde r  all 

the other  l eg i s l a t i c  which were not designed for  a Prudhoe Bay sized field appear  

puni tive.

The comparisons do show the new projects  on the North Slope are marginal  

especially if sunk exploration costs are included. These projects  look be t te r  especially 

under  the U.K.  and Norwegian systems, of  course, the f ield sizes are more in line with 

the size of  fields more typical of  the North Sea region, so these comparisons are

reasonable.

Being a current  investor  helps substant ia lly and all the new piojec ts  look

much worse from a new player’s point  of  view.

It is important to stress that  unl ike other  countr ies  Alaska is disadvantaged 

as it only controls a part  o f  total taxat ion and gains only very indi iect ly  from 

employment ,  services and manufacture  occurr ing in the lower 48.

In examining the many subject ive percept ions that  drive investments  in 

the industry, it is clear that Alaska’s image is one of  being more d i f f icu l t  in many 

respects than the other  countries  concerned.  Indeed the perceptions are re info rced  by 

the results of  the new projects  ment ioned above.

In summary we have answered a number  of  the initial quest ions raised

by the commit tee  including the usefulness and methodology of  making  some

comparisons.

We have provided a f ramework  for  comparison and provided model

capabili ty . The first phase o f  model comparisons has been comple ted and some 

comments  on the Alaskan legislation relative to other  legislations have been made.

Some observations have also been made on how in very general terms it might be

possible to achieve one or more of  a series of  potential  goa's if these goals were 

indeed the State’s objectives.

V J
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RESULTS O F  COMPARISONS

Method of Approach

In order  to present  effectively and concisely the results of  what  amounts  

to a large volume of  informat ion ,  it has been necessary to adopt  a summary 

approach in the following presentat ion.  Full details of  the economic analysis have

been made available to the Departm ent  o f  Revenue.  Essentially the key comparative 

components  are shown on the attached graphs with a br ief written summary  of  the 

results.

The  basic analysis has consisted of  establ ishing the value of  each project

by calculating the Net Present  Value (NPV) on a 12.5% real basis (17% nominal),

a measure o f  the size o f  each project  in each country.  This was carr ied out  for

both the company and government  share.

Among  other factors  considered were:

Internal  Rate of  Retu rn  (IRR),  a relative measure of  re turn on

investment ,  typically we would expect  projects to stand some chance

o f  proceeding if rates o f  re turn were at least 10% (real) o r  about  15%

nominal.

Payout from initial  development ,  a measure of how long the total funds

were exposed.

Prospect ivi ty,  a series o f  very subjec t ive judgements  on the relative

at t ract ion of  a Coun try  for  investment .

In addit ion, the sensit ivi ty to changes in oil price, costs and the impact 

o f  exploration costs were also examined together with the effect  of  being a new 

investor  as apposed to an exist ing one with tax sheltering capability.

The  base case factors  were as follows: real discount  rate 12.5%

(equivalent  to a 17% nominal rate),  oil prices US$14.50 per  barrel fo r  Prudhoe

wellhead,  prices adjusted fo r  quali ty  and t ransportation for  other  fields, and 

inf la tion o f  4.5% p.a. The base case also assumed an existing investor  and takes

account  of  some o f  the allocatable sunk past explorat ion costs. The Prudhoe  Bay

field was examined through its history and appropr iate  inf la tion rates were used

for  the pr ior  period.
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Net Present  Value (NPV)

Net Present  Value is an approach  to i llustrat ing the worth of  a project  

a f te r  taking into account  the time value o f  money.  Typical ly  the oil industry use? 

this approach to get  a t rue idea of  the value o f  the pro ject  and to compare the 

project  with others .  In carrying out  our  analysis we f irst  brought past costs 

fo rward ,  using the US inf la tion rates of the day,  so that  $1,000 spent 10 years

ago in a par t i cular  country might  represent  the equivalent  of  $2,000  today. 

Similarly,  in examining fu ture  income, $1,000 received ten years hence might be 

worth only $500 today.

Next ,  we have to discount  the s t ream of  net income -  to allow 

comparisons with other  projects  and give a yardstick as to how far above or 

below we are f rom our  minimum return.  The discounts appl ied to obtain Net

Present Value in oil are commonly in the range of  ten to f i f teen percent  above 

inf la tion.  However ,  from time Vo time,  f inancial  inst i tut ions, in par ticular ,  may use

higher  percentage  discounts in order  to t ry and use the discount ing approach to 

assess some sort  o f  project  related risk. For our  purposes we have chosen a

medium 12.5% real discount  rate (i.e. 17% i f  there is 4.5% inf la tion) for  the base

case valuat ions but  have also examined the projects  at  discounts o f  10% and 15% 

in the detailed results which have been made available.

It is also clear  that even a very large pro jec t  which is carried out 

long into the fu tu re  and evaluated with a high discoun t  rate might  have a very 

low Net  Present  Value. On the other  hand a very small successful project

occurr ing in the near  futnre  and evaluated perhaps with the same discount  rate 

might  appear  to be a much more at t ract ive project.

Net  Present Value is a good indicator  o f  project  size but it in fact

gives no indicat ion of  durat ion.  Project  payout  on the other  hand is a good

indicat ion of  how long funds are  at risk from the point  o f  major  investment  but 

gives no indication o f  return on investment  or pro jec t  size. Rate of  Return gives 

an indication of  projec t  success but  no indication of  t iming or  size.

V J
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While there are many performance cri ter ia  we can use in the interests 

of  s implifying the results, we have l imited our  analysis to comparing the

government  and company Net Present Values, in real dollars.  Internal Rate of  

Return in % .arms and payout in years for  each f ield,  for  each of  the five

legislative scenarios.

In order  to present  the most meaningful  comparisons on the graph, 

anomalously high values have been capped.  This is shown by the value of  the 

bar  being fully extended to the margin of  the graph at its maximum or min imum

value.

Company Net Present  Value (NPV at 12.5%) Results

Company NPV f  - Prudhoe Bay is higher  under  the Alaskan legislation

than under  any others but it is unl ikely that  development  could have proceeded 

under  the Indonesian and Austral ian legislations. Note that this analysis looks at 

Prudhoe Bay as of  1975 - all o ther  analysis uses 1990.

The remaining Net Present Value of  Prudhoe Bay was also examined 

l der  each legislation in 1990 terms. This remaining NPV analysis does not 

include all likely necessary new investments typical o f  such situations and probably 

overstates the company position.

The remaining Prudhoe Bay Net  Present  Value is shown separately 

comparing government  and company shares at zero discount  and at the s tandard 

12.5%. On the bar  chart  showing the relatively high remaining U.K.  government  

NPV it must  be remembered that while the marginal  tax rate is very high, the 

U.K .  allows offset  of  very s ignif icant  explorat ion and some development  costs 

agair-  curren t  product ion taxes.

For the other  three fields only Niakuk in the U.K.  appears posit ive,  

indeed all three fields would do bet ter under  both U.K .  and Norwegian legislation. 

The high front  end exploration and the low effective oil price make these projects  

all look unsuccessful  under Indonesian and Australian legislation as these legislations 

are par ticular ly  geared to higher  oil price regimes. Removing exploration costs,  of  

course,  makes all three projects look better  and indeed viable in the model cases 

under  some legislations.

V J
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Government  Net Present  Value (N PV at 12.5%) Results

Prudhoe Bav

Apart  f rom Australia where the revenues (would have been so high as to 

negate the project ,  Alaska appears to have received somewhat  less present  value from 

the project than i f  the project had been unde r  the other three legislations. Timing 

o f  revenues affects this type of  analysis as funds received later will be worth less 

when present  valued back to 1975 as was doivu this care. Note that  Prudhoe Bay 

government  NPV shows the split between State and Federi l  taxes.

West Sak

Government  NPV’s look good in all cases except  U.K.  but  the project is 

marginal  f rom an investment point of view.

North S ta r

This project  which is marginal appears  to have a posit ive government  NPV 

only in Alaska suggest ing that , by comparison, it would be t reated more favourable 
elsewhere.

Nlakuk

As in North Star, Alaska government’s NPVs are much higher  and indeed
positive.
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Company and Government  Prudhoe Hay NPV and Government  T ake  - 

Various Discounts

The following charts  illustrate Prudhoe Bay Net Present Value from a 

government  and company view based on d i f f e re n t  di scount  rates.

The government  char t  also shows the  split  between State and Federal 

taxes f o r  Prudhoe Bay.

The government  take chart  shows the percentage government  take for 

Prudhoe Bay over and above a 12.5% discount.

In Alaska this is just  over 80% rising to over  100% for  the other 

legislations. In other  words this represents the percentage of  what  is refe rred  to

as the Economic Rent  which is taken by the government .  It can be seen that  at

12.5% the  take would be unreasonably high in all o ther  countries  giving grounds

to the concept  that  their legislation was not geared to a Prudhoe Bay field.

V. J
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Prudhoe  Bay Remaining Net Present  Value (1990)

The remaining Net Present Value of  Prudhoe Bay was also examined under 

each legislation in 1990 terms. This remaining NPV analysis does not include all likely 

necessary new investments typical of  such situations and probably overstates the 

company position.

The  remaining Prudhoe Bay Net Present Value is shown separately 

comparing government  and company shares at zero discount  and at the s tandard 12.5%.

On the bar char t  showing the relatively high remaining U.K.  government  NPV it must 

be remembered  that  while the marginal  tax rate is very high,  the U.K.  allows offset 

of  very s ignif icant  explorat ion and some development  costs against  cu rrent  product ion 

taxes.

V . J
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Rate of  Return (RO R )  and Internal  Rate of Return ( IR R)

These are measures,  typically quoted as percentages,  o f  the amount  of

the investment which is recovered on an annual  basis. Thus if we invest $100

and get $10  back within a year  this might be referred to as a 10% return.

Internal  Rate of  Re turn  is more typically used in the oil industry.

It is the percentage rate of  re turn which could still be achieved i f the project 

was to only break even,  i.e. the rate of  return at which the Net  Present  Value

(NPV) of  a project  is zero. Rates of  Return  are excel lent  comparat ive tools but

they give no indication of  size or  durat ion of  the project.  Thus a very small

investment with a correspondingly small Net  Present Value might  have a very high

Rate of  Return .  Correspondingly,  a very large project  with a very large NPV 

could also have a very small Rate of  Return.  It is important  to stress that  these

perfo rmance  measures cannot  be considered in isolation, and a series of  the various 

project  pe-fo rmance  tools must  be used.

For rate or re turn purposes , only positive Internal Rate of  Return 

(IRR) values were shown so that  the lowest value in the rate of  re tu rn  is zero.

Negative IRR values can be misleading.

Internal  Rate  of  Return Results

Prudhoe Bay IRR% is higher in Alaska than in all the other  countr ies.

This is part ial ly so because other  countr ies t ightened their legislation signif icant ly

as prices rose in the late Sevent ies /early  Eighties. Indeed the U.K.  was at its 

most aggressive with high rate Petroleum Revenue Tax (PRT),  Suppl imental

Petroleum Duty (SPD) and Advanced Petroleum Revenue Tax (APRT)  payments  all

occurring in the late Seventies and adversely affect ing the early product ion of

Prudhoe Bay under  that s imulated legislation.

All three new fields look better  under  U.K.  legislation, while North

Star only has a positive rate of  return under  U.K.  and Norwegian legislations.



ABERDEEN UNIVERSITY PETROLEUM AND ECONOMIC CONSULTANTS GAFFNEY, CLINE & A860CIATE8

1 6

COMPANY IRR % REAL 
Prudhoe Bay 
Base Case

COMPANY IRR % REAL 
W est Sak 

Base Case

Alaska

Norway

Indonesia

Australia

Alaaka

Norway

Indonesia

Australia

COMPANY IRR % REAL 
N orth Star 
Base Case

Alaska

Norway

Indonesia

Australia

COMPANY IRR % REAL 
N iakuk 

Base Case

Alaska

Norway

Indonesia

Australia

J



ABERDEEN UNIVERSITY PETROLEUM AND ECONOMIC CONSULTANTS GAFFNEY, CLINE A ASSOCIA TES

Years to Payout

This is def ined  as the time required to recover the original  investment

including a full  exploration program.

How soon payout  was achieved from the beginning of  each o f  the

projects  at the development  stage was examined.  It should be noted that  payout,

o f  course, would take rather  longer  if the period from the beginning of  the

explorat ion stage had been taken; but  p a y o j t  as calculated does incorporate

repayment  of  the inf la t ion-  adjusted  exploration costs no matter  how long ago they 

had been expended.

Years to Payout  Resul ts

Prudhoe  Bay would have paid out sooner under  U.K.  legislation but

Alaska,  Norway and Indonesia were all of  the same order  of  magni tude.  North

Star and Niakuk payout  earl ier  under  U.K.  legislation.

V J
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Years to Payout

This is def ined as the time required to recover  the original investment  

including a full explorat ion program.

How soon payout  was achieved from the beginning of  each of  the 

projects  at  the deve lopment  stage was examined.  It should be noted that  payout, 

of  course,  would take rather  longer i f  ihe period from the beginning of  the 

explorat ion stage had been taken; bu t  payout  as calculated does incorporate 

repayment  o f  the in f la t ion-  adjusted exploration costs no matter  how long ago they 

had been expended.

Years to Payout  Results

Prudhoe Bay would have paid out  sooner under  U.K .  legislation but

Alaska, Norway and Indonesia  were all of  the same order  of  magni tude.  North

Star and Niakuk payout  earl ier  under  U.K.  legislation.
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Net Present Value for  Incremental  Prudhoe  Bay Project

We have examined for  Prudhoe Bay, in each legislative scenario, the

impact  o f  a la te- l i fe  incremental project  (i.e. addit ional  reserves,  addi t ional  revenues 

and addit ional costs) on the Net Present  Value of  the overall  project .

Net Present  Value for Incremental  Pro ject  Results

The incremental  project  (Hurl State Analogy) looks better  under  Alaska

legislation than it does under  any of  the others.

However ,  this incremental project  was a Hurl State Analog and

insuff ic ient  t ime was available to evaluate  its appropriateness  as an incremental

project.  Indeed it is clear that  it does not  adequately s imulate some likely aspects

of  typical late life field investments and costs.



ABERDEEN UNIVERSITY PETROLEUM AND ECONOMIC CONSULTANTS GAFFNEY, CLINE & AS80CIATE8

2 0

COMPANY NPV $ REAL 
Prudhoe Bay Increment 
S e n s itiv ity  to Oil Price

S Mill (Thousands)

-1

Alaaka UK Norway Indonesia Australia 

C U  Low Prico BSfi Base Wl& Hi Price

COMPANY NPV $ REAL 
Prudhoe Bay Increment 

S e ns itiv ity  to C osts

$ Mill (Thouaando)

Alaaka UK Norway Indoneaia Australia 

I I Low Costa RS8 Base Hi Costs

COMPANY IRR % REAL 
Prudhoe Bay Increment 
S e n s itiv ity  to Oil Price

COMPANY IRR % REAL 
Prudhoe Bay Increment 

S e ns itiv ity  to C osts

Alaska Alaaka

UK UK

Norway Norway

Indonesia Indonesia

Australia Australia

0 10 20 30

%

d l  Low  P r ic e  EBB B a x  W& HI P r ic e

0 10 20 30

%

CZ)Low C o d a  KS9 Da t a  E ^ H i C o a l i

J



A BE R D E E N  UNIVERSITY PETR O L EU M  A N D  ECONOM IC CO N SU LTA N TS GAFFNEY, CLINE & ASSOCIATES

21

Prospect ivi ty

It is well recognised within the industry that decisions are made on the

basis of  more than just  the previously mentioned economic cri ter ia .  It is the

combinat ion of  cr i ter ia  that allows proper  assessment of  the opportuni ty .  No one 

company at any one time will be d r iven  by the same inf luences or use the same

performance  yardst icks yet, f rom t ime to time, the industry as a whole may rush

to a new or revi tal ised area,  for  instance,  offshore China in the ear ly  1980s.

Companies  which want to invest in explorat ion have to perceive that

the geological prospects are good and that  the combinat ion  of  resources  and 

technology available to them make it possible for  them to expect  economic success.

Included among the key cri ter ia  in what  we might  general ly call

prospectivi ty is the percept ion of  how good the geological prospects are,  the size

of  those prospects,  the logistics, costs, legislative and political environment ,  the time 

to do a deal,  the time to get on product ion,  the market ,  and what  we might

generally descr ibe as the hassle factor.  Of course,  in addi t ion  to these are the

availability of  capital within the company and issues of  pr ic ing and costs which

are largely taken care of  in the economic analysis.

In reviewing the prospect ivi ty charts one must  accept  that  this is a

subjective judgement  made at a precise moment.  Such an assessment  will vary 

with time, with company,  with prospect and with opportuni ty  levels. The charts 

are given solely to give an idea o f  some of  the factors  which have a very real

bearing on initial and reinvestments.

Geology

The geological prospects fo r  oil or  gas have to be reasonable.

Field or Opportuni ty  Size

Large companies  will rarely look in areas where the potent ia l  f ield size 

is very small. They have limited s ta f f  resources and thei r  way of  

doing business is such that  their  costs will fo rm too high a burden on

small fields. For  any given area the geological prospect ivi ty  will suggest 

the types of  field sizes which might  be possible. These f ield sizes

V J
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have to be large enough in the part icular  logistical and economic climate 

to be viable for  the type and size of  organisation that is investing in

them.

Logistics

Diff icul t  logistics, for  instance in t ransport ,  environment ,  the lack of

exist ing pipel ines or a s imple method of  extract ing the crude, will

dictate  that much larger fields have to be found to make the ultimate

project  viable. In such situations,  longer  periods of  time are necessary 

and hence explorat ion funds are exposed at risk for a longer period. 

Poor logistics in combinat ion with other  marginal  factors can lead to

a company deciding not to invest. Good logistical factors are a major  

plus,  fo r  instance,  in many parts of  the North Sea.

Costs

There  will be a percept ion o f  costs in each par t icular  area. Major  

variations will depend among other  factors upon the logistics, 

env ironment  and the nature  and depth  of  the potent ial  prospects.  If 

the operat ion is perceived extremely costly then natural ly  one has to be 

looking for  larger fields. To the extent  that costs are high this will

tend to mitigate against  the involvement  of  smaller , less adequately

f inanced  concerns and favour  larger companies  who can handle major

longer  term expendi tures .

Legislative and Pol it ical  Risk

Legislative and political risk is mainly a percept ion of  potent ial  change 

which might  affect  the company’s abil ity to recover  an investment .  If 

the prospects and economic returns look good the industry frequently 

takes on board what are huge risks, invest ing in volatile legislative 

scenarios  and where there  may be very real potent ial  risk exposure.

Time to Do a Deal

To many companies  an impor tan t  aspect  is their perception of  whether 

it would be possible to do a deal and get explorat ion acreage in a

J
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reasonable f ini te period. How long will it take to obtain the 

opportuni ty  in the first  place? If the prospects are excel lent  and the 

perceived field sizes large, companies  will be qui te  happy to wait 

around for years, all other things being largely positive. If, on the 

other  hand, the curren t  re turns  appear  marginal they may be more 

inclined to be impatient  and at the very least place the oppor tuni ty  on 

the back burner .

Time to Get Production (Time to Product)

Smaller companies  and indeed larger ones are f requent ly  concerned about

how long it will take once they have found product ion to get it on

stream and begin to make a return.  The  nature of  the legislation itself 

can def ine how fast they can make their  return and these items are

dealt  with in the economic cri teria presented elsewhere. If the 

combinat ion of  logistics, environment ,  location etc. indicate  in the end 

a very long time to get product ion on s tream, then this has a negative 

impact.

Markets

Avai labi li ty of  a market ,  par ticularly today for  gas and also for  instance 

heavy oil, can be a major  factor  in the timing and abil ity to carry

out  both explorat ion and development .  With long lead-t imes,  (explorat ion 

through to discovery and development)  par t icularly  in the more harsh

environments ,  companies  must  make judgem ents  on oil and gas prices

and markets  well into the future.  To the extent  that  there appears

some other  e lement  of  market  risk this will downgrade att ractiveness  of 

the project.  To the extent  that there appears to be no signif icant

market  risk, projects  get upgraded.

Hassle /P izzaz  Factor

Industry is f requent ly dr iven,  like any explorat ion-based natural resource 

concern, on what we might call the go ld -rush  concept . Is there a new

place where a new series o f  large or even small discoveries appears

imminent?  Is there an old area we can revisit wi th new technology

and do well? So from time to time we see the industry move

V J
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suddenly to new pastures where there is a percept ion of  major  new 

oppor tun i ty .  The industry moved to the North Sea in the early 70s 

with successful  results and moved to offshore China in the early 80s 

with very poor  results. Regions and indeed countr ies  become fashionable  

even though part icular  countries  and environments  may have large 

problems. Environmental  aspects may cause substantial delays; there may 

be diff icul ties in gett ing expatriate s ta ff  in place or with approvals  for 

the import ing of  equipment .  There may even be concerns of  terrorist  

activity.  The combination of  these makes up what we might  generally

refer  to as the hassle a n d /o r  pizzaz factor.  If there are high hopes 

and it is a fashionable  area,  the industry will f requent ly  cope with 

qui te  except ional circumstances. On the other  hand if the prospects 

are  less a tt ractive, the industry is less inclined to invest in the first

place.

Prospectivi ty Results

General ly ,  Alaska looks less a tt ract ive under  the scenario’s examined at 

this "snap-shot" in time. Legislative/pol it ical  risk appears  higher  in Alaska because

among other  reasons, the U K ,  Norway and Indonesia have all made material

improvements  in their  legislation in more recent times. Recognising the subject ive 

nature  of  the approach,  overall Alaska appears s imilar to Norway and generaliy less 

a t t ract ive than the U.K.  North Sea.
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Sensit ivit ies

Sensit ivi t ies  to Prices

The following two pages of  charts show the sensi tivi ty to a high and 

low price,  US$3 down (US$17/Bbl  sale pr ice)  and US$6 up (US$26/Bbl  sale price) 

f rom our  base case (US$20/Bbl  sale pr ice -  US$14.40 well head).

The sensi tivi ty on the Net Present  Value and on the internal rate of  

re turn is i llustrated.

Prudhoe Bay historical rate of  return is extremely insensitive to future  

pr ices when looking back from 1975. This  is, of  course,  because a large part  of  

the product ion is a lready at a market establ ished price.

High prices put  West Sak and Niakuk into a better  looking scenario 

rate of  return wise but  only under  U.K .  legislation does North Star look to reach 

an even marginally acceptable internal rate of  re turn.  The rate of  return on 

Niakuk demonstrates  qui te  clearly the diffe rence  between the U.K.  and Alaskan 

legislation, as even under  a low price the rate of  re turn is above 10% in U.K.  

versus 2% for Alaska.  While under  a high price the Alaskan return exceeds that 

in the U.K.
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Sensit ivity to Costs

The following two pages of  charts  show the sensitivity to a high (+25%) 

and low (-25%) cost scenario.  The sensi tivi ty on the Net Present Value and  on 

the internal rate of  return is illustrated.

Again Prudhoe Bay is very insensitive to future  cost changes when 

viewed from 1975. A low cost case makes West Sak and Niakuk look more 

att ractive. Even North Star  gets up in the range o f  potent ial  investment

consideration unde r  U.K. legislat ion if costs can be reduced by 25%.

Sensitivity to costs is more marked in rate of  return numbers  in Alaska 

than say in U.K.  or Norway.
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Sensit ivi ty  to Exploration and New Investment

The  following two pages o f  charts show the sensi tivi ty to the sunk 

explorat ion costs on the Net Present Value and internal rate o f  return o f  the four 

fields.

Also shown on the same two pages is the e ff ec t  of  being a new

player  and not having the benefi t  of  exploration write o f f  against  other  projects.

S unk  Explorat ion Costs

The  decision to explore implies a commitment  to later development  of

att ract ive opportuni t ies .  Unrecovered unsuccessful  exploration effor t  has to be 

incorporated in the overall  industry economics.  So while a new area may look 

att ract ive from a development  point alone the necessary front  end explorat ion costs

including related unsuccessful  effor ts  must  be considered in early assessments of  

going ahead on a new explorat ion venture.  The explorat ion bill has to be paid

somewhere.

Having made a discovery the analysis of the development  economics 

may well vake place wi thout  allocating sunk costs of  explorat ion and development  

in the basic decis ion to proceed. However  to the extent that  such costs are not 

not ionally recoverable  against  the project  regardless of  whether  previously offset 

against past tax,  the industry is simply cutt ing its losses ra ther  than investing in 

a sensible project .  It is clear that  taking out  the sunk explorat ion costs made

Niakuk and  West Sak especially more att ract ive projects.

■'-ew Player  Versus Ongoing Investors

The  impact  of  being a new player  is also shown in the "Exploration"

Sensit ivity charts.  As is to be expected,  a new player  would find the three new 

developments  much less att ractive than a curren t  player,  indeed none o f  the projects

would look viable with the possible except ion o f  West Sak.

V
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Encouraging Activity

Whether it be under  concession arrangements  such as in the United 

Kingdom or product ion-sharing  agreements  such as in Indonesia,  these two 

governments  have certainly used a pragmatic  approach  to ad jus t  relative returns  to 

the industry.  This  has been achieved by modifications to the contract  condit ions

a n d /o r  to tax account ing guidelines. If  encouraging explorat ion and development  

are object ives , the most successful approach has been that  in the U.K.  where the 

tax wri te -o ffs  are significant  enough to cont inue to encourage major  explorat ion 

e ffor t  so that  high marginal tax rales are offset  by substant ial  explorat ion offset  

provisions. A s imilar,  if somewhat  more restricted approach,  is taken under  the

Indonesian Product ion-Sharing Contract.  Any government;  of  course must make a 

decision on the extent  to which it wishes to encourage fu r the r  exploration,  

investment  in existing fields or new developments  based relative to its need for 

current  or longer term revenue from the industry,  in addit ion to aspects such as 

employment  and infrastructure  which are crit ical in many jur isdict ions.

While from a purely Alaskan view much o f  the employment  and 

equipment  manufactur ing  benefi ts  may occur  e lsewhere,  they do for the most part

occur within the same government  ju r isd ict ion ,  i.e. the Uni ted  States. Thus major 

projects,  par ticular ly on the North Slope or e lsewhere, can have a s ignif icant  impact 

in relative terms on the whole o f  the U.S. oil industry environment .

Certainly,  governments in other  countr ies  have sought  to encourage

development  and indeed domest ic employment  and domestic  manufacture ,  but  they 

are, of  course, more concerned that such employment  occurs within the country

rather than a part icular  State. In the U.K. ,  however ,  the emphasis has been more 

localised and significant  effor ts  have been made to ensure that much of  the

offshore benefi ts  accrue to Scotland.

Policy Goals

While the goal in Australia  has been to maximise revenue the percept ion 

has been that  prospects were not good for  f inding major  new fields. In Indonesia

while foreign currency and revenue were key issues the government  has recognised 

a need to continue encouraging the industry for long term benefi ts  of  revenue,

foreign exchange, employment and infrastructure .

V J
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In Norway the goal has been to maximise both revenue and local 

involvement and at the same time control development  so as not to allow it to get 

out of  hand.

The  United Kingdom has pursued a varied policy over the last several 

years but  overall it can be said to have v'anted f irst  to reduce or e liminate  the 

oil defic i t  by encouraging exploration and development ,  then encouraging domestic  

industry with the resulting employment .  Those two planks,  maximising product ion

and local involvement  continue to be key dr iving forces, a lthough it must  be

recognised that  the U.K.  marginal  tax rate on large fields is one of  the harshest 

in the world. This  in turn is offset  by generous exploratio: offsets  to encourage

fu rthe r  exploration.

How does the Government control  industry in other  countr ies?

The  industry is largely control led in most countries by a combinat ion 

o f  the equivalent  of  a Ministry or Department  of  Energy and an appropr iate

Departm ent  of  Revenue.  Basically, the Ministry is responsible for issuing o f  new 

l icences,  explorat ion /product ion (the equivalent  of  lease sales), the approval  of 

appropriate  permits  and for  the general regulation and control of  the industry,  and 

will typically have involvment in the basic terms and condit ions affect ing the return 

to the industry.  The revenue authorities  typically will be involved in ad justments

to the tax code and the general guidance of  the government  and the minis try or 

equivalent  to encourage/discourage fur ther  investment  by way of  tax

enhancements/d is incent ives .

To the extent  that some countr ies  have separated aspects of basic

pe troleum control  and taxat ion into more than one or two groups,  there has

defin i te ly  been some reduct ion in effectiveness and there appears to be an increased 

l ikel ihood of  litigation.

The  Legislative Dilemma

We must recognise the long time between encouraging exploration or

reinvestment  on the one hand and seeing the results in terms of  taxat ion revenues

in a remote and costly location on the other.  This time gap makes it di f f icul t

for  governments  to establish a reasonable basis for  judging  the level of  appropriate

J
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benefits today as opposed to what one should encourage for a tomorrow which

could be more than a decade away. While the oil industry is not unique in this

regard, because much of it is so visible - it continues to present all legislators

with very d ifficu lt choices.

The median view would seem to be to continue to encourage re­

investment and development and exploration at the expense of current revenues to 

the extent necessary while reasonable prospects and opportunities appear to exist in 

the future. Industry itself provides the barometer of the reality of those 

opportunities since they are unlikely to invest even small percentages in a tax- 

efficient manner i f  the opportunities are indeed poor. To achieve this happy, and 

perhaps ideal mean, does require the government to have its own ongoing and

reasonable analysis of prospects and opportunities and to be close enough to the

industry to recognise their own driving forces and lo encourage them accordingly.

As indicated in discussions with the Committee we are dealing with a 

worldwide industry and other opportunities w ill cause the limited capital resources 

to move away from one area to another. This w ill require governments of the

day to adjust their revenue-sharing arrangements if  they wish to continue to attract 

risk funds.

Similarly, from time to time it may well be that the existing structure, 

as we have seen in the U .K . and in other parts of the world, is no longer 

appropriate and it may be necessary to increase the tax share. Logically, how one 

treats the industry will be different if  it forms a high proportion of government 

revenues, than how the industry ij  treated where it is but a small fraction. The 

principles may well be the same but the approach w ill be different.

Ideally from both governments’ and industry’s point of view a tax 

system which seeks to increase the state take as the project becomes more 

attractive, be it because of price, improved performance or whatever reason, is one 

that seems to find the most favour with all parties. Unfortunately, most systems 

are not even-handed in how they treat and encourage re-investment, development 

of marginal fields or encouragement of exploration, especially under lower oil price 

scenarios. However, it is fa ir to say that there is no panacea in defining 

legislation, for each country has particular circumstances vhich both require and 

justify somewhat different handling.

V J
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Some Observations

We must recognise that the analysis carried out is by no means

exhaustive in terms of examining a fu ll spectrum of opportunities for Alaska. 

Nevertheless, it may be helpful to examine the possible direction in which 

legislation might achieve one or another end, based on what has been carried out 

in other countries. A significant amount of additional study on the Alaskan 

Legislation and the appropriateness and application of necessary directions would be

needed tu recommend specific detailed tax policies and indeed the Legislature would 

need to define objectives accordingly.

Let us suppose that the hypothetical objective was to encourage domestic 

employment to the extent that such approaches were acceptable under federal 

regulations. It might be possible to grant some relief on future development to

those concerns which demonstrated in all their operations an increase in Alaskan 

domiciled employees (e.g. perhaps those who qualify for payouts from the permanent 

fund).

If we assume that a longer term objective might be to maximise the 

State revenue to reduce the potential fiscal gap as much as possible, then we might

proceed as follows. Carry out a reasonable assessment preferably with industry’s 

help of remaining potential exploration, development and incremental projects.

Then modify the fiscal legislation to make it more progressive so as to encourage 

a reasonable amount of exploration and development on an ongoing basis.

An efficient fiscal system applied to petroleum exploitation may be

defined as one which collects a share of any economic rents to the State while

at the same time maintaining incentives for (a) continued exploration, (b) new

field developments, and (c) incremental investments. Account should be taken of

the risks involved in petroleum exploitation, and the lead times between initial 

expenditures and income from production. In assessing investment opportunities oil 

companies employ discount rates which reflect their costs of capital and the 

perceived risks. A well-designed tax system should take these factors into account.

In practice an efficient fiscal system should be related to the

profitability of petroleum exploitation. It should be sensitive to the variations in

the factors determining project viability, such as oil prices and development costs.

V. J
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A profits-related system is better able to satisfy these conditions than one based 

on production or gross revenues. Thus, when oil prices fall impositions based on 

gross revenues can render marginal fields uneconomic. The impact of profits-based 

taxes also depends upon the timing of the reliefs for exploitation costs. A slow 

rate of relief brings earlier revenue to government but reduces the post-tax returns 

in present value terms. A delicate balance is required to maintain incentives.

This issue is especially important when there are very long lead times between 

expenditure and income.

Should the objective be to maximise oil production and the discovery 

of the maximum resource, then the recommended approach adopted in the previous 

case must be relaxed to greater extent to ensure that exploration development and 

investment funds are encouraged to move toward Alaska preferentially. Ideally this 

would mean providing early relief from higher rates o f State tax, but in a more 

general sense doing whatever is possible at State level to minimise the impact of 

whatever environmental legislation is in place so as to reduce at least the time 

delay inherent in the current systems.

Overall legislation should be a blend of the various competing objectives. 

Achieving that blend is no easy task but w ill be facilitated by bringing the various 

alternative objectives into plain view where they can be discussed by all interested 

parties. It seems reasonable to assume that a significant number of potentially 

attractive exploration, development and re-investment opportunities remain in ihe 

North Slope area onshore and offshore and it would seem prudent to try and 

encourage the necessary activities to produce these resources.

V J
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Base Case Summary

Ongoing operator (i.e. not a new player)

Includes allocated exploration and bonus costs

Government take includes state and federal revenues but not bonuses except 

in the case of the analysis of the effect of the 900 million bonus

N PV ’s and IRR ’s are for Real $ Cashflows

Discount Rate is 12.5% real (i.e. 17% if  there is 4.5% inflation) (except 

where stated)

Prices and Costs were escalated at 4.5% p.a.

O il price was $14.50 a barrel wellhead price Prudhoe Bay, with quality 

and transportation adjustments for the other fields as necessary. This is 

equivalent to a sale price o f about US$20.00/Bbl

The Prudhoe B?'/ base case is for a fu ll life cycle of the field from 1975 

though 2016 and the Real $ are 1975 dollars for Prudhoe Bay as against 

1990 dollars for the analysis of the-remaining Prudhoe Bay production and 

all other fields
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Analysis Details and Comments

The base case for each field in each legislation was taken from 1990 with 

a median o il price, median costs, inclusive of an exploration program and assuming an 

existing investor. In addition a number of sensitivities were run.

As indicated elsewhere the discount rate chosen for the valuation was

12.5% real 17% and ranged about 10-15%. The o il price chosen for the base case was 

$14.50 per barrel wellhead price Prudhoe Bay, with quality and transportation adjustments 

• for the other fields as necessary. Prices were escalated at 4.5% p.a. as were capital

and operating costs. High and low oil price cases at the equivalent of minus $3.00, that

is $11.50 per barrel Prudhoe Bay, and plus $6 which is $20.50 per barrel, were also

examined to note price effects. The impact of d ifferent operating and capital costs from

tne base case was evaluated by examining the effects of increasing or decreasing such

costs by 25%.

The net present values and rates o f return determined for type fields,

were not meant to reflect exactly what companies achieve but instead to provide a base 

for comparison. Some companies may have incorporated additional exploration costs in 

their assessment of the Alaskan fields, others may allocate costs differently.

Indeed, the base data may not reflect exactly how the new projects might 

be carried out in future. We have examined some measure of the impact of exploration 

by considering the allocation of some, but by no means all, unsuccessful efforts. 

Similarly the analysis has been carried out at the wellhead and does not attempt to 

evaluate the impact on, for instance, the TAPS pipeline. Further it should be clear that 

this analysis is centred around developments and production in the North Slope region, 

production using the TAPS Pipeline for export. It is not meant to give comparisons 

. with other parts of Alaska where transportation methods are more or less costly and

where other factors could be more relevant.

Sensitivity analyses to price, cost, the impact of whether one was a new 

investor or was an existing investor and therefore had ongoing tax right-offs, were 

carried out to give some idea of the impact o f these aspects. The benefits of an 

existing player, particularly in the United Kingdom, are very significant under current 

legislation and this has no small impact in attracting new capital to explore for and 

indeed develop existing discoveries.

V. J
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Extensive analysis was carried out to compare the value of North Slope 

crude to other market crudes in the key countries considered. However, bearing in

mind the complexities involved, the decision was to treat the analysis as though the

legislation had been moved to Alaska rather than to bring, in the impact of different

crude price and market regimes.

Similarly, extensive investigation was carried out to look into the allocated

costs for discoveries in the countries considered with a view to using different

exploration costs for each region, but again in the interests of making comparisons on 

basis o f legislation alone, this approach was left for consideration i f  necessary at some 

later stage.

Other measures o f performance.

Marginal Tax Rates on Prudhoe Bay

In order to make an assessment o f historical taxes, it was necessary to

•make a judgement on marginal tax rates. To be conservative relatively high marginal

tax rates were assumed to apply for the past period. This almost certainly overstates 

the relative amount of tax that the government might have obtained and also overstates 

the amount of tax the companies would have paid. The time and the complexities 

involved did not justify running this analysis significantly further at this time.

$900 M illio n  (1969) Bonus

Impact of allocating fu ll $900 M illion  (1969) Bonus payments to Prudhoe 

Bay is shown in the following charts.

Base Data Note

In the data presented by the revenue group some fields were kept in

production after they had a negative cash flow - this was necessary in order to present 

a fu ll data set for use under the other regimes. For comparative purposes it was

necessary to "produce" these fields where possible to similar points although an economic 

ju t-o ff was used. This aspect produces some inconsistencies but it is believed these are 

not meaningful in the broader-brush comparisons illustrated.

V_________________________________________________________________________^
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Countries and Fields Selected for Comparison

T h e  count r i e s  selec ted for  com par i so n  were  the U n i t ed  K i n g d o m ,  N orw ay ,

In do nesia  and Aust ra l ia .  T h ey  have been chosen because  they re p re sen t  ju r i s d i c t io n s  

w he re  the legislat ion has e i the r  led to c o n t in u ed  in d u s t ry  a t t en t ion ,  or w he re  there  have 

been problem s  in ma in ta in ing  inves tmen t .

T h e  U n i t ed  K in g d o m  was chosen in v iew o f  the  ve ry  cons ide rab le  

p ro por t i on  o f  m a jo r  ex p lo ra t io n  fund s  wh ich  c o n t in u e  to be sp en t  in the 

N o r th  Sea. Th is  has oc c u r re d  par t ly  as a result  o f  the  very a t t ra c t iv e  tax 

d r iv e n  exp lo ra t io n  pol icy a d o p ted  by the  g o v e r n m en t ,  w he re  at the  margin 

som e 83 -87% o f  costs o f  explo ra t ion  are  borne by the gov e rn m e n  by way 

o f  tax. How ever ,  these tax concess ions  co m bined  wi th  prospects  still have 

to be good for  the in dus t ry  to inves t.  C o n t in u in g  high success ratios,  

a lbe i t  wi th smal ler  f ields ,  have  c o n t in u ed  to make the  U n i t e d  K i n g d o m  an 

a t t ra c t iv e  exp lo ra t ion an d  dev e lo p m e n t  arena .

N o rw a y  was included in the com par i so n  mix because  o f  the large size o f  

its f ie lds  and also because it had d em o n s t r a te d  a m o ie  aggress ive ap p roach  

to legislat ion than that  o f  the U n i t ed  K in g d o m .  Lar ge r  and more 

ex pens iv e  p ro jec ts  and long per iods  be f o re  dev e lo p m e n t  can take p lace have 

m ade  a n u m b e r  o f  in te rna t iona l  com pan ie s  re cen t ly  o f f e r  for  sale thei r  

in t eres ts  in N orw ay .  Thi s  has co n f i r m e d  the v iew that  N orw ay  largely 

r ema ins  an a ren a  for  the  long term players  wi th  r e q u i r e m t  ts fo r  large 

p ro d u c in g  volumes and one w he re  it is d i f f i cu l t  for  compan ie s  not c u r ren t ly  

invo lved  to j u s t i f y  inves tment .

Indonesia  was incorpra ted  in the  assessment as it has r ema ined  an a t t ra c t ive  

a r en a  over  the  last 15 or  more  years.  O f f sh o re  f ield sizes, o f  cours e ,  are 

smal l by  com par i so n  wi th  both  the N o r th  Sea and Alaska bu t  the

U.K.

Norway

Indonesia

J



p ro d u c t i o n - s h a r i n g  con tra c t s  and p ra gm a t ic  g o v e r n m e n t  a p p ro ac h  have 

c o n t in u ed  to encoura ge  inves tment .

Australia

T h e  Aus t ra l ian  Bass Strai ts  area largely co n ta i n  o lder  f ields  w hi ch  re pre sen t  

a large p ro p o r t i o n  o f  A us t ra l i a ’s p ro duc t ion .  Th i s  p ro duc t ion  has been 

s u b j e c t  to specia l  tax hand l ing (excise tax),  and new dev e lo p m e n t  has been 

pl ag ued  by s t o p / s t a r t  in dus t ry  pol icy  as perceived  re tu rns  u n d e r  the  then 

c u r r e n t  legi s l a t ion /p r ic e  scenar ios  became  m ore  or  less a t t rac t ive .

T h u s  in genera l ,  the U n i t ed  K i n g d o m  and Indones ian  legislat ions  

d em o n s t r ab ly  we re  s i tua t ions  w he re  in dus t ry  was inves t ing and has co n t in u ed  

to inves t  heavi ly  d u r in g  the  recen t  pe r io d ,  while the  Au s t ra l i an  and 

N orw e g ia n  legis lat ions were  o f  a more  aggress ive type  whe re  i n d u s t ry  was 

less able  to j u s t i f y  co n t in u ed  inves tment .

Alaskan Fields Selected for Comparison

T h e  f o u r  Alaskan f ields  selec ted  fo r  com par i so n  were  P ru dhoe  Bay, West 

Sak,  N o r t h  Star (Seal Is land) and Niakuk .

Prudhoe Bay

P r u d h o e  Bay is a large m a tu re  oil f ield.  It  was deve lope d  in the  mid

1970s, wi th  f i rs t  p ro d u c t io n  in 1977. C u r r e n t  est imates  o f  u l t imate  reserves

are  in excess o f  11 bi ll ion barrels.

West Sak

West Sak is a re la t ive ly  large h igher  cos t  oil f ield wi th es t im at ed

r ecove rab le  reserves  o f  633 mill ion  barrels ,  wi th  f i rst  p ro duc t ion  due  in 

1992.
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Norlli Star fScah

N o r th  Star is a m ed iu m  sized h ig h e r  cost  oil  f ie ld wi th  es t imated  

reco ve rab le  reserves o f  178 mil l ion barrels .  D e v e lo p m e n t  e x p e n d i t u r e  is due  

to co m m e n c e  in 1997, wi th  f irs t  p ro d u c t i o n  in 2000.

Niakuk

N ia k u k  is a smal ler  or  re la t ive ly  lower  cost  oil f ie ld wi th  es t imated 

re cover ab le  reserves  o f  58 mi ll ion  barrels .  D e v e lo p m e n t  e x p e n d i t u r e  is 

taken  to s t ar t  in 1990, wi th  f i rs t  p r o d u c t io n  in 1994.

V . J
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UNITED KINGDOM

In the Un i t ed  K ingdom  the s ta te  owns an y  oil or  gas in p lace  that  is 

d is cove red .  T h e  G o v e r n m e n t  has the p ow er  to aw ard l icences  w hich  pe rm i t  expl o ra t io n  

or d e v e lo p m e n t  in the areas covered by the  l icences.

E xp lo ra t ion  l icences ent i t le the ho lder  to co n d u c t  p r e l im in a ry  explora t ion 

ac t iv i t i es  in the  area  and have recent ly  been issued ev e ry  2 years.  T he  expl o ra t io n  

pe r io d  is typica l ly  6 years.  A produc t ion  l icence ent i t le s  the  ho lder  to app ra i s e  and 

d eve lo p  f ie lds  s u b jec t  to the consent  o f  the D e p a r t m e n t  o f  Energy.  C ons en t  is usual ly 

o b t a in ed  fo l lowing  the submiss ion o f  a deta i l ed  d ev e lo p m e n t  plan.

T h e  G o v e r n m e n t  take f rom oil and gas re ven ues  is essent ial ly  made  tip of  

the  fo l l ow ing  e l emen ts

G o v e r n m e n t  Royal ties 

Pe t ro leum R evenu e Tax (P R T )

Corp ora t i on  Tax (CT)

G o v e r n m e n t  Royal t ies  -  on the f i rst  to f o u r th  R o u n d  Licences  (i.e. pro 

1972) roya l ty  is payable  at 12.5% on the we l lhead value  o f  the  p e t ro l e u m ,  i.e. ce r ta in  

costs o f  co n v ey in g  and ini tial  t r ea tm en t  arp d e d u c te d  f r om  the  landed  value  o f  

p ro d u c t io n .  On f i f t h  and la ter  R ound  Licences  (i.e. pos t  1976) roy al ty  is payable  at 

12.5% o f  the  m a rk e t  value  o f  the pet ro leum.  On f ields  g iven  d ev e lo p m e n t  app roval  a f t e r  

Apr i l  1st 1982 there  is no royal ty  cha rged.  Royal ty  w h e re  ap p l i ca b le  is taken in cash.

Pet ro leum R ev en u e  Tax (P R T ) is assessed on a f ie ld basis for  s i x - m o n t h ly  

ch a rg eab le  pe r io ds  at 75% o f  the assessable net  prof i t s .

Net Profit = M ark e t  Value  o f  Oil Sales

+ t a r i f f  receipts  less a l lowance

+ Asset  d . -posal  receipts

+ C on v ey in g  and t re a t in g  receipts

Royal ty  payable  

Al lowable  Fie ld E x p e n d i t u r e

V J



AIIKMDKKN tINIVKILSITY I'l'TTKOLKUM AN1) ECONOMIC CONSULTANTS GAFFNEY, CLINE & ASSOCIATES

49

Up l i f t

Exp lo ra t ion and  appra isa l  ex p e n d i t u r e  

Resea rch  and d e v e lo p m e n t  ex p e n d i tu r e  

Cross  f ie ld  a l l owance

A l low ab le  f ie ld ex p e n d i t u r e  essential ly means  any e x p e n d i t u r e  re la t ing  to 

the se a rc h  fo r ,  p ro d u c t io n  o f ,  t ra nspor ta t io n  of ,  t r e a t m e n t  and s to rage  o f  pet ro le um .  

U p l i f t  is a s u p p l e m e n t a r y  a l lowance in ten d ed  to co m p en sa t e  for the  inabi l i ty  to offse t  

loan in teres t  aga in s t  tax. It is set  at 35% o f  e x p e n d i t u r e  mainly  re la ted  to the appra isa l  

and d e v e lo p m e n t  o f  the  f ield an d  is a l lowed only  p r io r  to payback .  T h e  oil a l lowance 

is c u r r e n t l y  set  to 500,000 tonnes  per  cha rg ea b le  pe r io d up to a m a x im u m  o f  10 

mi ll ion  tonnes  fo r  f ields g iven d e v e lo p m e n t  consent  a f t e r  Apr i l  1st, 1982*. Crossf ie ld  

a l low ance  gives an o p p o r t u n i t y  fo r  10% o f  the d e v e lo p m e n t  costs o f  a f ield incur red  

a f t e r  M ar ch  1987 ou ts ide  o f  the  Sou the rn  Basin to be o f f se t  agains t  the  P R T  paym en t  

on ex i s t ing  U . K .  p ro d u c t io n .

C o r p o r a t i o n  T ax  (C T)  is ch a rg ed  on a c o m p a n y  basis at a rate o f  35% of  

t ra d ing  prof i t s .

T r a d i n g  Prof i t s  = Gross  re venues

Royal ty

P R l

O p e ra t in g  Costs 

Capi ta l  a l lowances

Cap i t a l  a l lowances  are  essential ly d ep re c i a t i o n  on p lan t  and m ach ine ry  

assessed a t  25% o f  the  p r io r  y ea r ’s w ri t t en  dow n  balance .  Most  d e v e lo p m e n t  dri l l ing 

is 100% fo r  f i rs t  year.  C T  is payable  in tha t  year fo l lowing the cha rg ea b le  per iod.

* Thi s  means  in e f f e c t  tha t  sm al l er  f ields  pay litt le o r  no PRT.

V J
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NORWAY

In N o r w a y  the s tate par t ic ipa tes  in each l icence t h ro u g h  Statoil  ( the  100% 

s ta t e-  o w n e d  oil c o m p an y ) .  Th e r e q u i r em en t  fo r  for e ign co m p an ie s  to c a r r y  the s tate 

through  the explora t ion and appraisa l  stage was re moved  for  l icences  issued a f t e r  J an u a ry  

1st, 1987, T h e  s tate aw ard s  p ro d u c t io n  l icences which al low fo r  an exp lo ra t io n  per iod 

o f  6 years and a p ro d u c t io n  per iod  o f  30 years .  F ie ld  d ev e lo p m e n t  requ ires  the 

approval  o f  the Sto r t ing  (Par l i ament) .

T he  g o v e r n m e n t  take f r om  oil and gas re venues  consis ts  o f  the fol lowing

elements :

G o v e r n m e n t  Royal t ies

Income tax

Special  Pet ro leu m  Tax (SPT)

Roy al ty  -  F ie lds  re ceiving dev e lo p m e n t  approva l  a f t e r  J a n u a ry  1st, 1986 are

exempt  f r om  Royal ty  paym en ts .  Post  1972 l icences  have a v a ry in g  rate f o r  oil be tween

8% and 16% o f  the we l lhead value d e p e n d in g  on the  ra te o f  p ro d u c t io n .  Gas  and N G L 

are  su b jec t  to a cons tan t  ra te  o f  12.5% o f  the  wel lhead value .  On new fields  the 

royalty is zero.  T h e  m ark e t  value ’n o r m ’ is f ixed  fo r  each f ie ld  fo r  each ca lenda r  

q u a r te r  by a board  a p p o in t ed  by the  Mini s t ry  o f  Energy.

Income T a x  -  this inc ludes  M unic ipa l  T ax  23%

State T ax  27.8%

Capi ta l  T ax  0.3%

M unici pal  tax is levied at  the rate o f  23% o f  P ro f i t  before  T ax .  T h e  State 

Tax is levied  at  the  ra te  o f  27.8% o f  P rof i t  Before  Tax  less d iv idends  paid .  Capi ta l  

Tax is pa id  at  the ra te  o f  0.3% of  net  wor th .  Ne t  wor th  is Book Asset value  less debt  

(exc lud ing  income tax).

Special  Pet ro leum  Tax (SPT) is assessed at  a ra te  o f  30% o f  pro f i t s

ad jus ted  fo r  ’n o r m ’ pr ice .  For  f ields given d ev e lo p m e n t  ap p r o v a l  bef o re  J a n u a ry  1st,

1987 an an n u a l  up l i f t  d ed u c t io n  f r o m  prof i t s  is a l lowed. T h e  upl i f t  is ca lcula ted  as 

6.666% o f  total  assets used in oil p ro d u c t io n  and pipel ine  t r an sp o r ta t io n  and lasts for 

a per iod o f  15 years.  For  f ields g iven d e v e lo p m e n t  approva l  a f t e r  J a n u a r y  1st, 1987,

V J
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SPT is ca lcu la ted  on net  income exceed ing a p ro d u c t io n  a l l o w an c e ’. T h e  p roduc t ion 

a l l owance is set  at  15V-. o f  the value  o f  p ro duced  pe t ro leum  based on ’no rm  pr ices ’. 

De preci a t i on  f o r  both income tax and specia l  tax is on six year  s t ra igh t  l ine basis.

V
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IN D O N ESIA

In Indonesia  the s tate  par t ic ipa te s  in oil and gas ac t iv i ty  t h ro u g h  the use 

o f  P ro d u c t io n -S h a r in g  Contrac ts .  T h e  exp lo ra t ion  pe r io d  lasts fo r  6 -8  years and  should 

a com mer cia l  d i sco ve ry  be m ade,  the co n t ra c t  per io d  is ex t e n d e d  to 30 years.

T h e  G ov t - . nm en t  take f ro m  oil and  gas r e venues  is m ade  up o f  the 

fo l lowing e lements .

Bonus  P aymen t

P ro d u c t i o n - S h a r i n g  C o n t rac t  (PSC)

In com e Tax

Bonus P ay m en t  -  A negot i able  s igna tu re  bonus  o f  severa l  mi ll ion  U.S. 

Dollars is payab le  on s igning the  cont rac t .  In ad d i t io n ,  p ro d u c t i o n  bonuses  may  be

payable  whe n  spec i f i ed  rates  o f  p ro d u c t io n  are  reached.

P r o d u c t io n - S h a r in g  C o n t rac t  -  the  PSC al lows a s l id ing  scale g o v e rn m e n t  

share  (be tw een 51.9 to 80.77%) d e p e n d e n t  o f  the  age and  ar ea  o f  the  co n t rac t  and  type  

o f  d eve lo pm en t .  In this s tu d y  the  p r e - t a x  g o v e r n m e n t  share  is 71 .1538% on new fields.

T h e  C o n t r a c to r  is a l lowed to r ecove r  his costs f r om  p ro d u c t io n  but  the 

m ax im u m  an nua l  cost  re covery  is now l imi ted  to 80% o f  an n u a l  p ro d u c t io n .  Al lowable

costs inc lude exp lo ra t io n  costs,  capi ta l  costs d ep r ec i a t e d  on a d ec l i n in g  bal ance ,  plus an

upl i f t  o f  17% o f  oil f ie ld d e v e lo p m e n t  costs and o p e r a t in g  expenses .  A ny  costs in 

excess o f  the annu a l  a l lowable  cost  recover y  may be ca rr i ed  fo r w ar d  fo r  up to f ive  

years.  T h e  PSC also obl iges the C o n t rac to r  to su p p ly  the  s ta te  wi th  up to 25% o f  total 

f ield p ro d u c t io n  for  w h ich  it is pa id  the  m ark e t  pr ice  fo r  the  f irs t  f ive  years  o f  

p ro d u c t io n  and th e r e a f t e r  10% o f  the  e x por t  p r ic e ,  but o f  co ur se  the  c o m p a n y  then 

recovers  all costs associa ted  wi th  the  domes t i c  obl igat ion u n d e r  the cos t  recover y  

program.

Income Tax -  C o rp o ra t i o n  tax is ch a rg ed  at  an e f f e c t i v e  ra te  o f  48% o f  

the  total va lue  o f  the  C o n t r a c t o r ’s taxable  in com e  (35% income tax and 20% d iv id en d  

tax).  T he  d ep r ec i a t i o n  rules u n d e r  the  post  1984 t ime p e rm i t s  some assets to be

reserved at 50% dec l i n ing  balance ,  some at 25% and  some at  10%.

V J
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A U S T R A L I A  -  BASS S T R A I T  AREA

In Aus t ra l ia ,  o f f sh o r e  pe rmi t s  arc a d m in i s t e r e d  by the Au s t ra l i an  

C o m m o n w e a l t h  G o v e r n m e n t  unde r  the  cont rol  o f  the Pet ro leu m  (S u b m e rg e d  Lands )  Act 

o f  1967. T h e  pe rm i t s  take two fo rm s ,  exp lo ra t io n  permi ts  w hich  have an ini tial  d u ra t i o n  

o f  6 years  wi th poss ib le  ex tens ion o f  5 years  up to a total  o f  26 years  and p r o d u c t io n  

p e rmi t s  having an ini t ial  per iod  o f  21 years  wi th an ex tens ion  o f  21 years  so long as 

the f ield is com m er ci a l .  T h e  G o v e r n m e n t  take  for  the  Bass Strai t  a rea  consis ts  o f

Roya l ty

Excise Tax

C o rpora t i on  T a x  (CT)

Royal ty  -  for  p ro d u c t io n  f r om  an exp lo ra t ion p e rm i t  o r  ini tial  p ro d u c t io n  

p e rm i t  roya l ty  is levied at the  ra te  o f  10% o f  wel lhead value.  For p ro d u c t io n  f r o m  an 

e x t e n d e d  p ro d u c t io n  pe rmi t ,  roya l ty  is levied at a ra te  bet w een  11% to 12.5% o f  

wel lhead value  f ixed  by the G o v e r n m e n t .

Excise Tax  - T h e  Excise  T ax  is on s l id ing scale levy based on f ield oil 

p ro d u c t io n  rates.  T h e  appl icable  rates  are  d e p e n d e n t  on the  t iming o f  the  d i sco ve ry  and 

d ev e lo p m e n t  o f  the  individua l  f ield .  T h e r e  are th ree  ca tegor i es  o f  c r u d e  oil - old,  

m idd le  an d  new.  Ap p l icab le  Excise  rates  are  shown below:

Annua l  P ro duc t ion  
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C o rp o ra t io n  Tax -  C T  is c h a r g e d  on a c o m p a n y  basis at  the ra te o f  39% o f  t ra d ing  

prof i t s .  D e p rec ia t i o n  o f  d e v e lo p m e n ts  cos ts  can be e i t h e r  u n d e r  f iscal  t e rm s  for 

"p re scr ibed p e t ro l e u m  opera t ions" ,  in w hi ch  case the  ra te  is c u r r e n t l y  10 year s t ra ight  

l ine or  u n d e r  norm al  tax rates.  In the  la t t er  case the ra te  fo r  p lant  and m a c h in e ry  is 

20% s t r a ig h t  line basis and 33.3% fo r  dr i l l ing  plant  and  d c w n h o le  eq u ip m en t .
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F I N A N C I A L  AND OTHER ASPECTS  OF O I L  IN DUS TR Y  
A C T I V I T I E S  AND IN V E S TM EN T

O u t l i n e

E x e c u t i v e  S u m m a r y

One  -  F i n a n c i a l  A s p e c t s  o f  O i l  I n d u s t r y  A c t i v i t i e s :  
A c r o s s - c o u n t r y  c o m p a r i s o n

Two  -  O t h e r  A s p e c t s  o f  O i l  I n d u s t r y  I n v e s t m e n t :
A c o m p a r a t i v e  a n a l y s i s
( b o t h  a c r o s s  c o u n t r i e s  a n d  w i t h i n  c o u n t r i e s )

T h r e e  -  I n t e r a c t i o n  o f  G o v e r n m e n t  a n d  O i l  I n d u s t r y :  
Some r e l e v a n t  c a s e  s t u d i e s

F o u r  -  C o o r d i n a t e d  G o v e r n m e n t  P o l i c y

F i v e  -  E n c o u r a g e m e n t / R o l e  o f  I n d e p e n d e n t s

S i x  -  C o n c l u d i n g  R e m a r k s



T a b l e  o f  C o n t e n t s  

EX EC U T I V E  SUMMARY

One -  F I N A N C I A L  ASPECTS OF O I L  I N D U S TR Y  A C T I V I T I E S :

1 . 1  -  I n t r o d u c t i o n

1 . 2  -  S o u r c e s  o f  F i n a n c e

1 . 3  -  I n d u s t r y  B a c k g r o u n d

1 . 4  -  S t r u c t u r e  o f  P e t r o l e u m  I n d u s t r y

1 . 5  -  C a t e g o r i e s  o f  C o m p a n i e s

1 . 6  -  F r e e d o m  o f  I n v e s t m e n t  b y  N o n - i n d i g e n o u s  C o m p a n i e s

1 . 7  -  F o r e i g n  E x c h a n g e  C o n t r o l

1 . 8  -  P r e m i u m  f o r  P o l i t i c a l  S t a b i l i t y

1 . 9  -  S t a b i l i t y  o f  t h e  C u r r e n c y

1 . 1 0  -  M o d e s  o f  O i l  I n d u s t r y  F i n a n c e

1 . 1 1  -  I n t e r a c t i o n  o f  B a n k s  w i t h  t h e  O i l  S e c t o r

1 . 1 2  -  C om m e n t s  o n  t h e  F i n a n c i n g  o f  I n d i v i d u a l  F i e l d s  i n
t h e  C o u n t r i e s  u n d e r  C o m p a r i s o n

Two -  OTHER ASPECTS  OF O I L  IN D U S TR Y  IN V E S TM EN T :

2 . 1  -  S t r a t e g i c  D e c i s i o n s  o f  C o m p a n i e s

2 . 2  -  E x i s t e n c e  o f  P r o d u c t i o n  Q u o t a s

2 . 3  -  C o n s e q u e n c e s  o f  C u t b a c k s  i n  P r o d u c t i o n

2 . 4  -  M i x t u r e  o f  C o m p a n i e s  A c t i v e  i n  a n  A r e a

2 . 5  -  A L o o k  a t  Two  M o r e  R e g i o n s  R e l e v a n t  f o r  C o m p a r i s o n
w i t h  A l a s k a :  T h e  N e t h e r l a n d s  a n d  C a n a d a

-  2  -
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3 . 6  -  M e c h a n i s m s  t h r t  I m p r o v e  I n d u s t r y / G o v e r n m e n t
R e l a t i o n s
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T h re e  -  IN TERACT ION  OF GOVERNMENT AND O IL  INDUSTRY :

S i x -  CONCLUD ING  REMARKS
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T h i s  p a r t  o f  t h e  s t u d y ,  p r e p a r e d  f o r  t h e  I n t e r n a t i o n a l  T a x  
C o m p a r i s o n  C o m m i t t e e  o f  t h e  S t a t e  o f  A l a s k a  L e g i s l a t u r e ,  
f o c u s s e s  o n  t h e  f i n a n c i a l  a n d  o t h e r  d i m e n s i o n s  o f  o i l  i n d u s t r y  
a c t i v i t i e s  a n d  i n v e s t m e n t .

A n  a t t e m p t  i s  m a d e  t o  s h o w  t h a t ,  w h i l e  t a x  i s  a n  i m p o r t a n t  
f a c t o r ,  t h e r e  a r e  o t h e r s  w h i c h  p l a y  a p a r t  i n  a n y  i n v e s t m e n t  
d e c i s i o n - m a k i n g  p r o c e s s ,  i n  p a r t i c u l a r  w h e n  a c o m p a n y  c o n s i d e r s  
e n t e r i n g  a n e w  a r e a .  T h u s ,  a c o m p a r i s o n  o f  d i f f e r e n t  p e t r o l e u m  
f i s c a l  r e g i m e s  w o u l d  n o t  b e  c o m p l e t e  w i t h o u t  r e f e r e n c e  t o  t h e s e  
s p e c i f i c  a s p e c t s .

A c c o r d i n g l y ,  t h e  f a c t o r s  h i g h l i g h t e d  i n  P a r t s  One a n d  Two  c a n  
b e  a p p l i e d  a s  a  c h e c k l i s t  w h e n  t h e  s u p e r i o r i t y  o f  o n e  r e g i o n  
o v e r  a n o t h e r  i s  b e i n g  a s s e s s e d .  T h e  c o m p o n e n t s  o f  t h i s  
c h e c k l i s t  a r e  f e a t u r e d  i n  s e c t i o n s  1 . 6 ,  1 . 7 ,  1 . 8 ,  1 . 9 ,  2 . 2  a n d
2 . 3  o f  t h i s  p a r t  o f  t h e  s t u d y .  G o i n g  t h r o u g h  t h e  c h e c k l i s t ,  
A l a s k a  s c o r e s  f a v o u r a b l y  a s  a n  i n v e s t m e n t  c l i m a t e .

T h e  i n t e r a c t i o n  b e t w e e n  i n d u s t r y  a n d  g o v e r n m e n t  i n  t h e  
c o u n t r i e s  c h o s e n  f o r  c o m p a r i s o n  i s  e x a m i n e d  i n  P a r t  T h r e e .  H e r e  
a r e  s h o w n  c a s e s  w h e r e  r e l a t i o n s h i p s  h a v e  d e t e r i o r a t e d  t o  t h e  
p o i n t  o f  e x o d u s  o f  i n d u s t r y ,  a n d  s i t u a t i o n s  w h e r e  r e l a t i o n s h i p s  
h a v e  i m p r o v e d  o v e r  t i m e .

T h e  i m p o r t a n c e  o f  c o o r d i n a t e d  g o v e r n m e n t  p o l i c y  i s  s t r e s s e d  i n  
P a r t  F o u r  w h e r e  e x a m p l e s  a r e  g i v e n  f r o m  o t h e r  c o u n t r i e s ,  a n d  
t h e  e n c o u r a g e m e n t  a n d  r o l e  o f  i n d e p e n d e n t s  i s  d i s c u s s e d  i n  P a r t  
F i v e .

F i n a l l y ,  i n  P a r t  S i x ,  i t  i s  c o n c l u d e d  ' • ;h a t  i n  t h e  c u r r e n t  
c l i m a t e  o f  t h e  o i l  i n d u s t r y  t h e r e  w o u l d  b e  n e i t h e r  a l a c k  o f  
f i n a n c e  n o r  a s h o r t a g e  o f  c o m p a n i e s  w i l l i n g  t o  e n t e r  A l a s k a ,  
s h o u l d  t h e  o p p o r t u n i t i e s  p r e s e n t  t h e m s e l v e s .  T h e  i n t e r n a t i o n a l  
p e t r o l e u m  i n d u s t r y  t o d a y  i s  b o t h  c a s h - r i c h  a n d  h i g h l y  
a c q u i s i t i v e .

EXECUTIVE SUMMARY
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One  -  F I N A N C I A L  ASPECTS OF O I L  INDUSTRY  A C T I V I T I E S

P r e f a c e

T h i s  p a r t  o f  t h e  r e p o r t  i s  w r i t t e n  f o r  a  w i d e  r e a d e r s h i p  
i n c l u d i n g  t h e  n o n - e x p e r t .  T h o s e  w i t l i  s om e  k n o w l e d g e  o f  t h e  o i l  
i n d u s t r y  m a y  w e l l  b e  f a m i l i a r  w i t h  s om e  o r  i n d e e d  m o s t  o f  t h e  
p o i n t s  r a i s e d  h e r e .  T h e y  a r e  m a i n l y  i n t e n d e d  t o  h e l p  
d e m o n s t r a t e  v a r i o u s  f a c e t s  o f  t h e  i n d u s t r y  f o r  i n t e r n a t i o n a l  
c o m p a r i s o n s .

1 . 1  -  I n t r o d u c t i o n

T r a d i t i o n a l l y  t h e  o i l  i n d u s t r y  h a s  b e e n  c h a r a c t e r i z e d  a s  o n e  o f  
e x t r e m e s ,  w i t h  g i a n t s  a n d  v e r y  s m a l l  p l a y e r s  a n d  f e w  i n
b e t w e e n .  E i t h e r  a c o m p a n y  h a d  a d e q u a t e  c a s h  f l o w  a n d  d i d  n o t  
r e q u i r e  l o n g - t e r m  f i n a n c e  o r  i t  s i m p l y  w a s n ' t  l a r g e  e n o u g h  t o  
o b t a i n  s u c h  f u n d i n g .

T h i s  p a t t e r n  h a s  c h a n g e d  s u b s t a n t i a l l y  o v e r  t i m e  a n d  t o d a y  t h e  
i n t e r n a t i o n a l  p e t r o l e u m  i n d u s t r y  a c c o m m o d a t e s  a l l  s i z e s  o f  
c o m p a n i e s .  L a r g e  a m o u n t s  h a v e  b e e n  r a i s e d  e x t e r n a l l y  i n  t h e  
l a s t  t w o  d e c a d e s  f o r  m a j o r  c a p i t a l  e x p e n d i t u r e  p r o g r a m m e s  a n d  
f o r  a c q u i s i t i o n  f i n a n c i n g  i n  t h e  o i l  a n d  g a s  s e c t o r .

T h e  i n t e r p l a y  o f  f i n a n c e  a n d  t h e  a c t i v i t i e s  o f  t h e
i n t e r n a t i o n a l  p e t r o l e u m  i n d u s t r y  a r e ,  t h u s ,  q u i t e  s i g n i f i c a n t .  
I n d e e d  t h i s  d i m e n s i o n  i s  s o  v a s t  t h a t  t h e  c o m p a r a t i v e  a n a l y s e s  
o f  t h e  c o u n t r i e s  c h o s e n  f o r  t h i s  r e p o r t  c o u l d  b e  t h e  s u b j e c t  o f  
a s e p a r a t e  s t u d y  ( g r ' . e n  t h e  m i x t u r e  o f  c o m p a n i e s  i n  o p e r a t i o n  
i n  t h e s e  r e g i o n s ) .  N e v e r t h e l e s s ,  a n  o v e r v i e w  i s  p r e s e n t e d  h e r e  
o f  s om e  o f  t h e  f i n a n c i a l  i s s u e s  a n d  o t h e r  a s p e c t s  o f  i n d u s t r y  
i n v e s t m e n t  ( d i s c u s s e d  i n  S e c t i o n  Two  b e l o w )  t h a t  h a v e  d i r e c t  
r e l e v a n c e  f o r  t h i s  p a r t i c u l a r  r e p o r t .  T h i s  s h o u l d  f o r m  a
c h e c k l i s t  t h a t  c a n  b e  u s e d  w h e n  e x a m i n i n g  c o m p l a i n t s  f r o m
i n d u s t r y  a b o u t  t h e  t a x  s t r u c t u r e .

I n  s h o r t ,  w h e n  i n t e r n a t i o n a l  c o m p a r i s o n s  a r e  d r a w n ,  t w o  k e y
q u e s t i o n s  h a v e  t o  b e  t h e  g u i d i n g  p r i n c i p l e :  i )  I s  t h e r e  r e a d y
f i n a n c e  a v a i l a b l e  f o r  t h e  d e v e l o p m e n t  o f  o i l  a n d  g a s  p r o j e c t s  
i n  t h e  a r e a  c h o s e n  f o r  c o m p a r i s o n ?  i i )  W h a t  a r e  t h e
c o m p a r a t i v e  a d v a n t a g e s  a n d  l i m i t a t i o n s  o f  s i n k i n g  f u n d s  i n  t h e  
r e g i o n ?



1 .2  -  S o u r c e s  o f  F in a n c e

F i n a n c e  f o r  t h e  d e v e l o p m e n t  o f  t h e  o i l  a n d  g a s  i n d u s t r y  i s  m a de  
a v a i l a b l e  t h r o u g h  t h r e e  m a j o r  s o u r c e s :  i )  i n t e r n a l  f i n a n c e ;  i i )  
e x t e r n a l  f i n a n c e  t h r o u g h  b a n k  l o a n s ;  a n d  i i i )  e x t e r n a l  f i n a n c e  
t h r o u g h  t h e  i s s u e  o f  s h a r e s  ( o r  s om e  o t h e r  i n s t r u m e n t s  s u c h  a s  
r o y a l t y  u n i t s ,  e t c . )  i n  t h e  c a s e  o f  p u b l i c l y  q u o t e d  c o m p a n i e s .  
F u r t h e r  d e t a i l s  o n  m o d e s  o f  f i n a n c i n g  a r e  g i v e n  i n  s e c t i o n  1 . 1 0  
b e l o w .

1 . 3  -  I n d u s t r y  B a c k g r o u n d

I n  t h e  c o n t e x t  o f  t h i s  p a r t i c u l a r  r e p o r t ,  i t  i s  w o r t h  p o i n t i n g  
o u t  s om e  o f  t h e  d a y  t o  d a y  w o r k i n g s  o f  i n d u s t r y  a n d  i t s  
i n t e r a c t i o n  w i t h  t h e  f i n a n c i a l  w o r l d .

C o m p a n i e s  w i t h  p u b l i c  o w n e r s h i p  o f  s h a r e s  a r e  a l w a y s  i n t e r e s t e d  
i n  a t t r a c t i n g  n e w  s h a r e h o l d e r s  a s  w e l l  a s  c o n v i n c i n g  e x i s t i n g  
o n e s  t o  b u y  m o r e  o f  t h e i r  s t o c k .  U s u a l l y  w h e n  a c o m p a n y  g i v e s  
a n  a c c o u n t  o f  i t s  a c t i v i t i e s  t o  t h e  f i n a n c i a l  c o m m u n i t y  i t
t e n d s  t o  d r a w  a t t e n t i o n  t o  t h e  m o r e  p o s i t i v e  a s p e c t s  o f  i t s  
f u t u r e  p r o s p e c t s  -  h i g h l i g h t i n g  i n f o r m a t i o n  t h a t  m a k e s  
i n v e s t m e n t  i n  t h e  c o m p a n y  a s  a t t r a c t i v e  a n d  p r o f i t a b l e  a s
p o s s i b l e .  F o r  i n s t a n c e ,  t h e y  w o u l d  p o i n t  o u t  d e v e l o p m e n t  o f
n e w  f i e l d s  t h a t  w i l l  e n h a n c e  t h e i r  o i l  a n d  g a s  p r o d u c t i o n  i n  
f u t u r e  y e a r s ,  o r  a n  i n c r e a s e  i n  t h e i r  e x p l o r a t i o n  a c t i v i t i e s ,  
e t c .

C o n v e r s e l y  t h e  s am e  c o m p a n y  l o b b y i n g  t h e  g o v e r n m e n t  f o r  t a x
r e d u c t i o n  o r  f o r  p r e v e n t i o n  o f  a t a x  r e v i s i o n  w o u l d  p l a c e  t h a  
e m p h a s i s  e l s e w h e r e .  B o t h  p i e c e s  o f  i n f o r m a t i o n  a r e  w h o l l y  
a c c u r a t e .  T h e y  a r e  m a de  a v a i l a b l e  t o  t h e  p u b l i c  a n d  a r e  n o t  i n  
t h e  l e a s t  f a l s a .  T h e  q u e s t i o n  i s ,  w h i c h  s t a t i s t i c s  a r e  
h i g h l i g h t e d  a t  w h i c h  p r e s e n t a t i o n .  I n d e e d ,  t h e  l e g i s l a t u r e  h a s  
t o  l o o k  a t  b o t h  s i d e s  o f  t h e  s t o r y  w h e n  i n  r e c e i p t  o f  e v i d e n c e  
o f  a l o s s  o n  t h e  b a s i s  o f  a n  a d  h o c  c a l c u l a t i o n  f o r  a s i n g l e  
o i l  f i e l d .

U s u a l l y ,  f o r  a  p u b l i c l y  q u o t e d  c o m p a n y ,  t h e  a n n u a l  r e p o r t  i s  a 
g o o d  s t a r t i n g  p o i n t  t o  f o r m  a n  o v e r v i e w  o f  t h e  p r o f i t a b i l i t y  o f  
a  s u b s i d i a r y  ( s u c h  a s  o n e  b a s e d  i n  A l a s k a )  a n d  i t s  f u t u r e  
p r o s p e c t s .  T h e  s i z e  o f  a c o m p a n y ' s  p r o f i t  f o r  e a c h  s e g m e n t  o f  
i t s  a c t i v i t i e s  ( i n  r e l a t i o n  t o  t h e  a s s e t s )  p r o v i d e s  s om e  b a s i s  
f o r  c o n s i s t e n c y  o f  a r g u m e n t .
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F o r  u l t i m a t e l y ,  i f  i n  t h e  l i g h t  o f  t h e  t a x  r e v i s i o n s  t h e  
s u b s i d i a r y  b e c o m e s  u n p r o f i t a b l e  f o r  a p e r i o d  o f  t i m e ,  
c o r p o r a t i o n s  h a v e  a r e s p o n s i b i l i t y  t o  t h e i r  s h a r e h o l d e r s  t o  
p u l l  o u t  o f  a l o s s - m a k i n g  o p e r a t i o n .  T h e y  e i t h e r  h a v e  t o  s e l l  
o f f  o r  s h u t  d o w n  t h e  s u b s i d i a r y .  T h e  r e a d e r  s h o u l d  b e  
c a u t i o n e d  h e r e ,  t h o u g h ,  n o t  t o  i n t e r p r e t  e v e r y  s a l e  o f  a s s e t s  
a s  a c o n s e q u e n c e  o f  h i g h  t a x e s  -  f o r  i t  c o u l d  b e  t h e  r e s u l t  o f  
c o m p a n y  r a t i o n a l i s a t i o n  d e c i s i o n s .  T h i s  a s p e c t  w i l l  b e  f u r t h e r  
d i s c u s s e d  i n  s e c t i o n  2 . 1  b e l o w .

1 . 4  -  S t r u c t u r e  o f  P e t r o l e u m  I n d u s t r y

O i l  c o m p a n i e s  a r e  r u n  i n  a d e c e n t r a l i s e d  m a n n e r .  I t  t e n d s  n o t  
t o  m a t t e r  h o w  l a r g e  o r  s m a l l  e a c h  s u b s i d i a r y  u n i t  o r  o u t f i t  i s .  
T h e  r u l e  i s  t h a t  e a c h  s u b s i d i a r y  m u s t  s t a n d  o n  i t s  o w n  b y  
p r o d u c i n g  a p o s i t i v e  n e t  r e t u r n  ( u n l e s s  t h e  o p e r a t i o n  i s  s e t  u p  
p u r e l y  a s  a t a x  v e h i c l e ) .  T h u s ,  w h e n  a n e w  s u b s i d i a r y  s t a r t s ,  
a m p l e  t i m e  i s  g i v e n  b y  t h e  p a r e n t  c o m p a n y  t o  r e c o v e r  i n i t i a l  
i n v e s t m e n t  a n d  p r o d u c e  a p o s i t i v e  c a s h  f l o w .

A f t e r  a n  i n i t i a l  g e s t a t i o n  p e r i o d ,  h o w e v e r ,  a n  o p e r a t i o n  h a s  t o  
b e  p r o f i t a b l e .  I f  i t  c o n t i n u e s  m a k i n g  l o s s e s  w h i c h  a r e  n o t  
c a u s e d  b y  e x o g e n o u s  f a c t o r s  s u c h  a s  t h e  s u d d e n  c o l l a p s e  o f  o i l  
p r i c e s  o r  a  s t o c k  m a r k e t  c r a s h ,  t h e n  t h e  p a r e n t  l o o k s  c l o s e l y  
a t  t h e  o p e r a t i o n .  P e r s i s t e n t  l o s s e s  c a l l  f o r  a s h u t d o w n  o f  t h e  
e n t i r e  o p e r a t i o n  o f  t h e  s u b s i d i a r y  o r  f o r  s u b m e r g i n g  i t  u n d e r  
a n o t h e r  s u b s i d i a r y  t o  r e d u c e  o v e r h e a d s .  I n  p a r t i c u l a r ,  i f  t h e  
c o m p a n y  i n  q u e s t i o n  i s  a p u b l i c l y  q u o t e d  c o m p a n y ,  i t s  
s t o c k h o l d e r s  w o u l d  r e q u i r e  i t  t o  s e c u r e  t h e  m a x im u m  r e t u r n .

I n  t h e  f i n a l  a n a l y s i s  o n e  c a n  a s k  h o w  f a r  c a n  o i l  t a x e s  r i s e  
b e f o r e  c o m p a n i e s  p u t  t h e i r  o i l  a n d  g a s  o p e r a t i o n s  u p  f o r  s a l e ,  
a n d  w h a t  w o u l d  b e  t h e  a s k i n g  p r i c e ?  A l t e r n a t i v e l y ,  a r e a l  t e s t  
w o u l d  b e  a t  w h a t  p r i c e  w o u l d  a  c o m p a n y  b e  w i l l i n g  t o  d e p a r t  
f r o m  t h e  a r e a  a n d  g i v e  u p  i t s  e n t i r e  o p e r a t i o n s .


