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Cite 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., at 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., at 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.
at 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 w.
New York, 415 U.S. at 589, 100 S.Ct. at
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., at
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 lllinois w.
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. at 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. at 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.
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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.

T2 FDERAL RERRTER, 4 RIES

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

1. United 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. 88 2672, 2675(a).

2. United 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.
88 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
US. 862, 99 S.Ct. 182, 58 L.Ed.2d Hi
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Environmental Auditing Policy
Statement

AGENCY: Environmental Prolecllon
Agency (EPA). foum
action: Pinal policy statement

SUMMARY; Il Ii EPA policy lo encourage

the use of environmental auditing by
regulol'd entitle* lo help achleva and
malnlai i compliance with

enviroi mental law* and regulations, a*
well a* to help Identify and correct
unregulated environmental hazard*.
EPA flrit published thli policy as
Inlorim gulda November 6,19W
(50 KR 16504). Bascd on commenti
received regarding the inlcrim guidance,
tho Agency Is Issuing loday’* final
policy statement with only minor
changes.

Thli 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: <+ *tV .

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

+ Outline* element* of efTecUva audtt
pregntra*.e o -

Environmental auditing Includes m
variety of compliance assaisment
technique* which go beyond tho*#
legally reoulrcd and are used to identify
actual ana potential environmenlal
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, lhe responsibility of any
regulated entity to comply with
applicable regulatory requirement*,

Slates 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.

oateb: Thia final policy statement is
effective July 9,198ft

iter / Vol. 61, No. 131 / Vredneidiy, Ji

FOR rVKTKCA INFORMATION CONTACT,;

Leonard FlcdcmclIn, Office of Policy, *
* < policy slaleme tl open* tha way fdr’

Harming and Evaluation. (202) 3
272ft

[

. 0,1

Cheryl Wnsserman, OTlci of
Enforcement and compliance '
Monitoring, (202) 362-7550. '/ *

IUPPUTMEHTAflIY INFORMATIOHT

ENVIRONMENTAL AUDITINO /.
POLICY STATEMENT

1 Preambl#

On Novenboer 1t 1955 BPA
an Environnmental Auditing Poli

9, 1000 / Notice#

Un# <hfl Interim guldanc# lo rtqufrt o
auditing. Th# Agency disagree* lhal Ih«

slate* and locolltlii lo require auditing.
No EPA policy can grant *1*1* or
localities any more (or less) authority
lhaa ihey already posses*. EPA believe*
that the Interim guidance elTcctlvily
encoume* voluntary auditing. In fad,
Section U.8. of Ih# policy stales:
“becauie audit quality depends lo m
large degree on genuine management
commitment to me program and It*
objectives, auditing should remain
voluntaryprogram,"

Staterrent, affective as Intenmgcc}(lda cv y”nothercommenler suggested that

and solicited written comraenla sinitf
January 7, Wit

Thirfeon commenteri sniltekd
written comment*, Eght were . W .

rlvate industry. Two coiruinmicre
p r;:ykstry trade ussodaf] o

Oe federaJ agency; one consulting firm

and ore lawfirmalso aubrdlled

conclu
/- »udlt ~Mlccls normel operations and

aB pdm%%lﬁcprougrjereea or

Menl.
that a problem Idcriifled In

procedure. EPA agree* |hal an audl

. report should c’early reflerl Ihesa

reelMe* and should be wrillen lo point

v out the audit'# Hmitallona. Honever,

aloett EPAWIIl not routinely recuest

Twelve comentera addressed EPA % audit reports, Ite Agency does not

request* for audit reports. Three."
comment* per subject were received
regarding Inspections, enforcemeAt”

I *

believe these concerns ralsa Issue*
:which need lo be addressed In Ihd
'-~pollcy statement, o e

. response ancfejeraenl* of effective ''c:.* C-./ASocond concern expressed by the

Ay,

enWronmental eudlting. One cotnnenter..t seme commentur was Inal EPA should

addressed audit provisions aa remedies
In enforcement actions, one addressed '
environmenlal auditing at federal
facllltlei, end one addressed the
relationship of the policy statemeal lo
slate or local regulatory agencie#.; -
Comment* generally supported both (he
conceptof epoUcr statement and the
Interim guidance, but raised ipedflo
concerni with' respect to particular

language end policy issues In sections efj

lhegumnct.-
General Comment!

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

Another commenter, while
considering the policy on the wkofe to
be constructive, felt that new and
identifiable auditing “Incentive*" ahould
be offered by EPA. Based on earlier
"comments received from Industry, EPA$
believes most companies wouldnpF *
leupporfpTpjaHfcfpale I na T ncen lives*
/ba se3 “ ¢
.with £PA- Moreover, general prcnHTseT

jToforgo Inspections or reduce
enforcement responses In exchange Tor
companies' adoption of environmenlal
auditing programs—tho “Incentives"
most frequently mentioned In this
context—ere fraught with legal and
policy obstacles.

Several commenteri cxpress&d
concern that itatea or localities might

cny (jpMicniafaujijing program's

acknowledge that environmental audita
are only pari of a successful =
environmental management program
end thus should not be expected to
covsr every environment” Issue'or
lolve el]problem*. EPA agrees and
Accordidjly has amended (he statement
of purpose which oppeant al lha end of
this preamble.

Yel eaoiher commenter though! EPA)
should-loda on environmenTai
perfumsgeTresulta (compliant* or nos

Jflfijn O™ fefle nf
vehicle* usidio Achieve thouuimlta. 1

'‘general,EPA 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 "m
recommended tl at EPA should sponsor
seminar* for small businesses on how lo
start auditing programs. EPA agrees that
such semlInari would be useful
However, since audit seminar* already
are available from several private sector
organizations, EPA doc* not believe It
should Intervene In that market, with tha
possible exception of seminar* for
government agencies, especial!; federal
agencies, for which EPA ha* a broad
rnandato under Executive Order 12086 to
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provide lechnlcal assistance for i’
environmental compliance).

Requestsfor Reports

KPA received 12 comment! regarding
Agency requests for environmental audit
report*, far more than on any other topic
In lhe policy itatamenl 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 |
not go far enough ip aisusoe corporate |
feara that EPA will use audit reports fot
environmental compliance “wlich tf
hunts." Several commenlers suggested
additional specific assurances reg«rdin[
lhe circumstances under whtch £PA wil
request such report*. . |

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 bt
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 111A, 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 Agcmy."

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 arcpojoaSecflon
1A JEPA tpe8nllo e fnpofliLreltwou Id
noi request' an entire audit document
whoivbnly ajelevahrpbrifon 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 lhe phrase,

"most likely focused on particular

Information neydi rather than the antfre

report," lo the second sentence of
graph two. Section I11LA.
cprporallng tho two comments above,

the fIxil Iwo ienlenr.es In paragraph two

of final Section IIl.A. now read; "EPA'* '

authority to request an audit report, or
relevant portion* thereof, will t>*

exercised on m ca*e-by-ca*e basis where

the Agency determines It Is needed lo *
accomplish a statutory mission or lha

Government deems It to be material lo a

criminal Investigation, EPA expects such

requests lobe limited, moat likely
focused on particular Information needs

rather llian the entire report, and usually

mado whcra the Information needed '
cannot be obtained from monitoring,,
reporting or other data otherwise
available lo the Agency." ¢

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 EPA baa reason to
believe "that the audit program* or
reports are being used to conceal
evidence of environmental non-
compliance or otherwlaa befng used la
bad Jallix* EPA appreciate* concern*
underlying all of these comment* and
has considered each carefully. However
the Agency believes that these
recommendation* do not atrik* the
appropriate balance between retaining
th* flexibility to accomplish EPA'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 comment*, the small
number of formal comment* received,
and tha even smaller number of adverae
comments, EPA 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 EPA
lo further expand or more fully detail

' *

such elements, programs not specifically

fulfilling each element would Inen be
Judged Inadequate. EPA sgrees that
presenting highly specific and
prescriptive auditing elements 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 riotpTanio’
expand or more fully dotslj.thei* *
auditing element*. m Vv ? ,
Another a-mmenter euertedthat

states and localities should bd cautioned
not to consider EPA'i auditing clement*
as mandatory steps. The Agency I* fully
aware of this concern and In the Inlerira
guidance Doled II* itrong opinion thit

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

, *Lruclure of regulated enlltIM**)'*

envtronmeTiliifmanagement or auditing
program*." While EPA cannot require
state or local regulator!* lo adopt pill or
sfmilevpolicies, the Agency doe*'
strongly ecujurage them to do so, both

. In the Interim ana final pollcfea."/,

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* EPA ha*
not reviled the Appendix tn today"
final policy iialemenh ,

Other Comments

Other ilgnlicanl comment* addressed
EPA Inspection priorities for, and
enforcement response* to. organisation*
with environmental auditing program*.

One commi nter, stressing that audit

raras are internal management

>look exception to the phrase Inthe
lecond paragraph of section 1ILB.1. of
tha Interim guidance which states that
environmenlal audits can ‘complement’
regulatory oversight. By using the word
‘complement' In thia context, EPA 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 (l.e., sclf-
essessmenl) which otherwise would b«
lacking. To clarify this point EPA has
added the phrase "by providing self-
assessment to assure compliance" 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 m 'poor
performer' due to complete ana accurate
reporting when meosurcd against *

A
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company which reports aomeAlng leu
than required by hw. EPA agrees that U
la imporlanl lo commualente this «rt to
Agt'My and stale personnel andwUlIdo
to.!lowever, lie Ageocy doc* no!
believe * change In tho policy slalemanl
Is necessary.

A further commer\ i<iggeitod EPA
ibould commit to lake auditlqg
programs Into account when aucsilnj
all enforcement actions. However, In
order tomilntaln 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 poliqr;..
statement contirmea to slate that EPA
may exordte Hs decrctton to consider
. auditing programs ns evidence ofhonest
and genuine efforts to assure
compliance, which would thenbe 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 smoe Himplied
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. EPA intended the ten*
“environmental problems* to refer to the]
underlying circumstances whbick
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 aseparate development ETA [I*
preparing an update of ill January 1984
Federal Facilities Co&pfianct Strategy,
which Is referenced in section Ul. C.of
the auditing policy. The Strategy should
be completed and available 0a request
from F.PA’j Office of Federal Activities
later this year.

EPA thanks all commenter* for
responding to the November 8 ,196)
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.

EPA will evaluate implementation of
this final policy lo ensure it meets the
above Roals Bnd continue* to encourage

Utor / Vol. su

J

-~

No. Ul / Wednesday,

belter oflvironmervial/naa*igeraool.
while »trengthenlpg the Agency's pwn
afforte W snunrlor and ci1Am*
compliance with cnvlrormvcoln)
requirement*,

If. Couotrd EPA Policy om
EnvdroorncoUl Auditing

A Introduction

Eavfrxwuaenial auditing Is a

objective review by roguiakd entitle*1
af facility operation* and practices ¢
related to meeting environmental
reqnlre*«nls. Atufll* can ba designed 1
xxompHtb Any or rflIfPfthe tottowftg
Verify complnBKa wilb yayftonmwital
the effect!vtmeii

o”~nyironnvcnlai management ayalems
alrcaiVTn place: or aaseas rials from
regulated an d unregaljried materials anc
pracifc**, "

jVdiTing serves aa a quatTty aasurancd
chl&kio I~ p irr*rove-the-efrocdvencal

of basic environmental management by ]

verifying that roana”m eot-practioa*t
Gfplaca, functioning and adequate”
EnvfrftniniinlfITHIgflQ'cyaluate. and in
not a substitute for, direct compliance,
acd”tlci'ftuch it obi*firing parmII*T

i Jn'sl*ning~c<mlrot*. mbjVlorini

corr®lGacn, repbrflcg'violations? aad

V.Kecpln&jgcords. En virorom'entaV « udi 1tng
jinayrVer'
; acliyftftTtoquired bylaw, reyiuatKg or
~permit (e g, ©ootinuous emi«ioni~'~

*k

monitoring, composite correction pdus
et wastewater treatment plant*, *icV
~Niidlu49 Bojln any way replace
regulator® hgehdyTnTpgfctionoi Row ever.
arrttfpar&enlal tudij* can linprova
compb'snce bylboffiplimonfIT#
convontiooal federal »1late and local
Oversightr.' ct< *lic(? 1

"The appendix to this policy statement
ostline* some basic elements 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 |
found In various published material*.1

*"Rafolrtn rotjlin" Include prtviU f.rmj is<3
fuve titn ¢ Iti wi JICHI"H Iug cct la
cnifonmcnln rrjultUon. Public ajendfj cn
Includtfcdcn ititt or locjl ijenclci n” well u
iprcltl vurp0*' or**ntiallon> auub ti rt~glonil
irwijc comminionL

*Sets*. “Corrtnl Prscficci In Ko\-trorur>niut
Audilln*" VP\ ReportNo. WA-tWO*A jroi
Ffbrutry 1JM: "AnnoUlcd D.btlowopVijr <m
rnr-ironmenloi AodiHn*.” FUiX Edition. Scpiiintwr
I*aS. VoCh available trout Rurolilory Rcforui Su ft,
PM -JU ETA. 401 M Strw 1 SW.Wo.Mnjlon. Cm
jwoa.

_ syalornallc, documented, periodic and

9, /| NoKrit *e

Environmental auditing be* developed
for sound business reasons, par&ndartv
Al 1 meins ol helping regulator! entitle*
manage pollution control affirmatively
over (nn* Instead of reacting lo crise*.
Auditlag can teeuh In Improved facility
envlrorvmentat cxjsfocmonoe, befp
COTircrenfcete effective sofutlon* ft *
common anrtronmootal problems, focus
fodUty managers" elieiitim.on current
*nd upcoming regulatory "equlremenU.
and generate t ¥otooola end checkBst*
fehlch brip Tylliii*raS*UD jafiusu
therwafvatTAjKirrtrrg ilto can result tn
betferdnt<m,at)d management of

‘envtronerenial hatar3*. Mfiw ludltart
irrironmenlri
llarfiesw htch.gnbcvon”®'emilatoty
rnplfeiree. Cf mpanlcs, public ehliUe*
-rmdTdtRpai facilities hare employed *
VBrtelyofenvlionmental euditin*
pracllcas Inrecent year*, fleveral
htmdred majo- firms In diverse
Induatrte* now have environmental
auditing programs, although they often
are known by other names socha*
esse*sment, eiuvey, surveiHanca. review
orappralssi' 1

While audIflogfai 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 ca.

ft. EPA Enccurojei the Usaof
Eonronmenhi]/Inditing

dopt »ocm<3 anvlrcnamoot*!

nanagemeqt prsctica* to Improve
environmental p jrformanoce. In
partlcufar, EPA tncouragei regulated
antitie* subject lo (tnvironmerdal
regulaUon* lo kmtitute environmental
auditing programs to help ensure tha
adequacy of Internal systems to achi
piajnjaln and monitorcom pliancy,
taplcmenlatton of environmtnlal
auditing programs can mult tn belter
Identification, resolution and avotdance
or environmental problems, a* wall aa
tmproyyiftsntylo management prad'

its can be cSidlICtcd effcclivily

Indcpeadenl Internal or ihlrdparty”
auditor*.t A giMoraanlialions 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



performance of Ihe facility Ilei wllh lop
management which therefore has « *"
strong Incentive to use renionable
means, such at environmenlal auditing,
to secure reliable Information of faciljl
compliance italttl—
»+-RPAdocfnot Intend to dictate or
[ Interfere with the environfnciilal -,
management practices ofprivate or'
i public organizations. Nor docs EPA
lInlend lo mandate auditing (though Ift
Vertaln Instances EPA may seek to *
nclude provisions for enWronmcntah
\idlling as part of settlem ents****A
*v-u goltdibdftww kca usa
environmental auditing syatemilhavo
pfeYTWdiily Ydopted on a"Voluntary'~
baafiln (he peal, and because auditK
Quality depends to fl ItffgrtiPgfeFupon
goiiufnVmanagemchl commitment tp th!
progrffin and lie objectives, auditing =
ffiom reinalni.ya '~

. EPA Policy on Specific
Environmental Auditing Issue* \

A. Agency Requests [or Audit Reports

EPA has broad statutory authorityllo
request relevant Information on thaj
envlronmenlal compliance

pjtMulalegalities,,
[b c Tfeves routine requests tor
au'dll’refiorti *EJUitfirifilt>1t auditing In
Jhe'lons run, decreasing both ih«
quantity and'quollty of fcudift
odtvtucted. TrTTnatier of '
'pollcy TEPA wib not rovtinsry reqdeit
I anvlroacifttilltnait tepdtti.-
| ~ BPATSs authoTTty to request ao audit
repoTCeralevrnKTrerttonr””  trill
b-ttxsrdscd on acaihby-cm TMtfT"
| vfotirtfrrAgmTTfraralM rtni o
rretdwftOTrwjinpi'lsh ¢ statutory
| rnliilooror where the UOVebusint «
dFffmni to be material lo* criminal -
k Investigation. EPA-yvpectrsuch— »“
IrequeiiitoTelimited, taosflttclj K-
| fécused<5n?p*7tfcuh7 mjbntratlon need07
Friatherthan (TeTiTOiTapdrTiTiTulllal”
I midi \here*InOlnfortnatipn-nTOTcd~
f cannot bVoblalneS Iromm ohlloring,
reportingor odlerdaB’olhnrivSg”
arnplea .
would likely Incluoe situations where:
audits are condijcled under consent
decrees or SHiTriellern'enl agreemenU:
a COmpnny hafjtiacecst managftmanl
procffccs anisue by iali’'ITigTTieiii hi i
dcrtiisei'dr'siaio of mindOV IritSflTarej
relevant clement of inquiry,’strch aa
during a enminal liivt"tI"uHOTThtif list

*An "tnvirorvrf ni»| lodll report” U« wrtlleo
report whkJt cindidly »nd iSoroueKljr prtxnU
(IndInii from e review, fondo<.t«fii pirt of tn
invironmenlil lodIt n detcribeed th Wdtoo DA, of
facility ettvinrnratnltl ptrforrronoe tod prtclice*.
An tudil report ti not « lubatllula r comptlinc*
monllorini report* ceolher report* cereoirdi whlcfc
mty be required by KPA e»oiner regutilory

Hencfrt.
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Is [llustrative father than exhaustive, ,
sine# there doubtless will be other
situations, nof .cubjccl In prediction, In
which acdll reports rather (hen
Infprmallnp may be required.

A tcknowlcQ”esreflulategenl
needy{~ o vafua*ld *"pyffQpiocnfal f
perforraonce.rdi somfjpp.aaute of t
priyacj'and cncou/alteauchb flclivity, 1

IlUdll reporlitnaynor”irold”?
mohnol*scompliance, or olfiBT !
Tn”rimaDon (FaTwould dlherwlae be
rcporlahTe's ndfor acce'saibTi'To EPA,

m n If more li do explicit Tenuiron”opt'

doea”o”allerregulaleq enUliea* existing
AFjutv?e obllgalipha ipVnonlior, f
»or.rep,oii.(nfgrmallon req'ulreVuncfer
Vnvironmenlaf TlaTtHes, reguTaTfons"or
penn(|»1'or loallgw”~PA hcc?flm rtfial,
igTormation, Nor aoci this policy"alter
EPA’s authority lo request and rocelva
any relevant Information-Including that
contained In audit reports—under. ¢
various envdromnenlal alalulea (e”, .. «
Clean.Water Act section 308, Cleon Air
Act sections 114 and 2081 or In other
idminlstrative or Judicial proceeding*
Regulated entitles also should b«
[aware that certain audit findings may by
tlaw have lo be reported lo government
‘agencleu. However, In addition lo any
such requirement*, EPA incourage#
Iregulated entitles lo notify appropriate
State or Feders] officials of finding#
which luggeal significant environmental
or publichealth risks, even when not
spedflcelly required to do *o.

ft EPA Response to Environmental
Auditing

1 General Policy

EPA will no! promise to forgo
Inspection*, reduce enforcement
response*, or ofTer other euch Incentive*
In exchange for Implementation of
environmental auditing or other aound
environmental management practice*.
Indeed, a credible enforcement program
provides a strong Incentive for regulated
entities to audIL

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 compliance, they
are In no way a substitute for regulatory
oversight. Moreover, certain statute*
(e.9. RCRA) and Agency policle*

* St<. for (ximplt, "Dvifn lo Report or Dticjot*
Infomntfon on ib« Envlionmtnli) Aip*<1» of
Builr.cn AelMIlr4." Knvironrr m sl L»w tn»lltuf«
rrport lo EPA. fln»l upon. Suptoflibsr IM A

- f .
> 2500

establish minimum facflily Inspection
frequencies to which KPA will adhen..

However, EPA will continue to
address environ ncninl problem* on a
priorlly basis and will consequently
Inspect facllllle j wllh poor
anvlironmenlal records and practice*
more frequently. Since affective .
environmental ardlting belpa
managemcnl identify and promptly
conecl actual or potential problem*,
audited fadUlleslenvironmental .. .
performance ihoitld fmprovii.Thua, =
while EPA Inipeclloni ofietfraudlted 1
facilitlet wifi cor ttnue, to the extent that
compliance performance I* considered
In sellirg Inspection prioritlci, facilltle*
with a good compliance history may be
aubjecl lo fewer ‘nspeclloo*.' >r (*

In faehlonlng enforcement reaponsei
lo violations, EPAILpolicy li *O taka Into
account, on a car o oy-case lasts, th#
honest and genuine efforts of regulated
entitles lo avoid rod promptly correct
violations and underlying environmenlal
problem*. When regulated entities lak#
reaaonable precaution* to'avoid
noncompDanoe, txpedlUbuily correct
undoriyinginvlji'nrn'entalprobiem* ‘e
dlacoverea throigjh audits or othaf' s
mean*, *nd I/n'pb ment meaiurei’lo*'
preventlhelr recnrrenca.EPA may
exercise IU 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 EPA,

2. Audit Proviifoni ¢*Remedle* lo
Enforcement Action*

EPA may propcie environmental
auditing provislor.s In consent decreoa
and In otter settlement negotiation!  j*
where auditing could provide a remedy|
for ldentified problem* and reduce the |
likelihood of similar problems recurrinj
In the future.* Environmental auditing
provisions are most likely to be
Wé)r(éged In settlement negotiation*

1

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

* The type or nituro 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.

* EPA ti <kwf«pIn] sulimc* forum by A**ncy
#udl( provlitooi for ror sen! dtueti and olbty

mulemml nrjoUiHenA
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Through this content deace approach
and other me, 'a, RPA may conilotr
how (o encourage effective auditing by
publicly owned jewnge treatment works
(POIWI). 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

' foeHitin

EPA enccuragea all federal egenclea
subject to environmental lawa and
regulations to Instilut environmenlal
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 environmenlal audit
programs ahould be structured lo
promptly Identify environmental
problems and expenditloualy dovetop
schedules for remedial action.

To the extent feasible, EPA will.

ovide technical assistance lo help

deral agencies design and Initial*
audit programs. Where appropriata, EPA
will enler Into agreements with other
agencies lo clarify lhe respective role*,
responsibilities and commlimenU of
each agency |nconducting 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

Register / Vol. S

No: 131 / Wedncsdi.

negotiate a Pederal Pscllltfes
Compliance Agreement EPA will ullllit]
tha escalation procedures provided Ik
Executive Order 12088 ina the EPA
Federal Facilities Compliance Strategy
only when agreement between agencies!
cannot be reached. In any avenl, federal?

asendes are expected lo report pollution]
]

batcmcnt projecls Involving costs *
(necessary to correct problems
discovered through ihe audio to F.PA In
accordance with OMB Circular A-108.
Upon requoafi and In appropriate
circumstances, EPA will assist sffecled
federal agencies through coordination of]
any public release of audit findings with
approved action plans once agreement,,
has been reached. ' "

IV. Relationship to Stale or Loeoj—y ]
Rogulatory Agoodes ’

LV, ”»

Stale and local regulatory agencies
havo Independent Jurisdiction over o*
regulated entitles. EPA encourages them
lo adopt these or similar policies, In1
order lo advance the use of effective ; e
environmental auditing In a consistent e
manner/ <. o e som

EPA recognlzes that some slates have
already undertaken environmenlal °
auditing Initiatives which differ «
som'-vhat from this policy. Other state*
also may waul to develop auditing
policies which accommodate their «

articular needs or circumstance*.
Nothing Inthis policy statement U
Intended lo preempt or preclude state*
from developing other *pproaches lo
environmental auditing. EPA encourage*
state end local authorities to consider
the basic 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 of 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 ’
some other means.

* Regulatory agencies cannot rask*
promises to forgo or limit enforcement
action against a particular facility or
class of facilities In exchange for the us*
of environmental auditing system*.
However, such agencies may use their
discretion to adjust enforcement actions
on a case-by-caBe basis In response to
honest end genuine efforts by rogulatcd
entitles to assure environmental

jcomplinnce.

When selling Inspection priorities
regulatory 8gonclcs ahould focus lo Ihe§
extent possible on compliance
performance end envlronmenlal result

Regulatory agencies must continue
to meet minimum program requirements

July 9,”JOWJ / Notice*

(e.g., minimum Inspection tfqulremsnl
N A | 1

F 's Rtgidilory earndty should nt

attempt to prescribelKs preHssfoi

snd struuluro of regliTiWejTOTIfIr

fnvLronnitnisl managementl or sudill

ity [ ]
;tfv»J sUle/feders) pruincn
lo sccompirih]h*mu]usli
|QIAChL6V[ni*m | maintaining high
IflLtempBsSalvilh envifonmenur
[end regulation*, The tfTT
7iia"orT(5Cal
|as thlrsdeVaI responss td
CrihvTroninfTiUl iurittlhg. rhsflreTTerf
ii"& pua
tDracilccs might be erirgumland ». M
Fcompllanr* levels Improve.

“ * o gN ! *

SLee W ¥50miaa,

Adm/nitlrolor.

Appendix-Elements of Effoctlv#
Environmental Auditing Programs

Introduction: Environmental auditing
Isaiy
and objective review by * regulated

sentity of facility operation* and V*.
practlcos related to meeting*"*’
,environmental requirements...

Private sector environmental audits ol
facilities hive 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 disremlJble elements th 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, Wsltar WUIbora,
American Society for Quality Control)
and "Standard* for lhe Professional
Practice of Internal Auditing" (*IP8l,
The Inatitutu of Internal Auditors. foe.).
They also 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 of effective,
mature audit progromo can help those
slatting audit programs, especially
federal agencies and smaller businesses.
These element* also Indicate tho
attributes of 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*, m 5

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

Il. An environmental auditing function
independent ofaudited actlviUei. Tha
itutui 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 objective*.1
Each Individual auditor should comply
with the company's professional
standard* of conduct. Auditors, whether
full-timo or part-time, ihould maintain
their technical and analytical
competence through continuing
eduycation and training.

. Explicit audit program objectives,
scope, resources ondfrequency. At a
minimum, audit objective* ihould *
Include assessing compliance with
applicable environmental law* and
evaluating the adequacy of 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.

*

M $
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Explicit written audit procedure*

generally should be usod for planning
audit*, establishing audit scgp%o

Interprets and documents Information
sufpefent lo achieve audit objectives.
Information should be collected befort
end during an onsite visll regarding
environmental compliance”®), _;
environmmlal management ; * ' * ¥
effoctlvenen(2), and other matter* (J)m =
foisted to audit objectives end scop*. '
Thl* Information should be sufficient. .
reliable, relevant and useful to provide a
sound basis for audit findings and*
recommendation*.

a. Sufficient Information is factual
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 belt
attainable through use of appropriate
audit technique*. . .

c. Relevant Information suppo

-

rt* audil

rfindings end recommendation* and U

consistent, with the objective# for the
audit ok -

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

The audit process should Include «
periodic review of the reliability and
Integrity of this Information and the
moans used to Identify, meaiure, ». * ..
classify 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* .
warrant. The process of collecting,
analyzing. Interpreting, and
documenting Information should provide
reasonable assurance that audit
objectivity Is maintained and audit goals .
‘re met

V1. 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 be In place for
determining what internal findings are
reportable to stale or federal ogencles.

- *'accuratebndth ‘

¢ Clean Air Atl~>K ' v i

jfidesauolity
tinutv Im ‘' m

rd frr -
urance

‘oisuronchb pix

eomblin*tioh of thi»a'i

footnotes to AppoodbtT

compliant* with MeTif
/etulitions require*' tp X -
psrtorroanM agsfnst nbmaroo* K
anvtronro*nl*| slitaie* *ndImplert«iKdg' ’
regulations. Thcw siafutes tricfud«?»i.r' % o
Resource Conservation sndRaajvary Act/
FederalWaltrPoHotioflICootrol Aot-/. < o«
B O AN B
Hazardous Msleriala T m Sporlallon Act ¢ -
Toxic Substi nett Control Acs- £v.a e«
Comprehenstv* Environmental Respond
Compensation and Liability Ad *
Safe DrinkInj Water Ad / *
Federal Insecticide, Fungicide snd «*
1 Rodenticldt Ad =\ K";*. * ” o' *
"Marin* Protectioh, Research ind Sanduirte*
Adn?-v. »M . *:s'i; |I4% m
Ursniura Mill Tailings Radiation, Coalrol A d
Irt"addition, stilt and local government are
tlktty lo have their own environments! law*.
Many itatas have bean delegated authority to
sdmInfstar federal programs. Many 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 usetamenl
normally conducted during regulatory* *

.. -fcjpdetiona, ft* example, by evaluating

policies and practices, regwdleii of whelhar
they are part of the environmental system or
the operating md milnlenano* procedure*.
Specifically, audits can evaluate ths extent to
. which syilamn or procedure*: e
1 Develop organizational cnvironroental
polides which: a. Implement regulatory
requirement*; b, proride management
guidance forenrirowr,ante! hazards not
specifically addrtued tn regulation™;

t Train and motivala fariUly personnel lo
work lo an anrironmenlally-acceptable
manner 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 Communliata effectively with
government and lhe public regarding serious
environmental Incidents;

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



0 M*I<» proficient personnel avallabl* at
*limn lo tarry outenvironment.
(especially emergrn-.v) procedure*

7. Incorporate em  nmuitil prolacHori
Into wrllien operating procedural;

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

9. fmllluU preventive and cormltva
maintenance lyitcmi lo minimize actual and
pol(.r..iiil envlronmenlal harm;

10. Utilize beat available proceaa and
control technologlei: o e

11. Ule muileffecliv* ismpling and .
monllotfng technlquei, leal melhoda,
recordlceplng ayilema or reporting prolocoli
(beyond minimum legal requirement); « =<

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

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

1C. Substitute materlala or proceaaei (0
allow uac of Ihe leaabhamdoui aubilancea
feasible.

(3) Auditors could ahu 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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40 FEDERAL ENVIRONMENTAL LAW

various provisions of the Bill of Rights. In fact, the potential clash between
federal regulatory schemes in the environmental context and individual
constitutional safeguards promises to he a more active area for future judicial
attention than the logically prior question of congressional power for at least
two reasons. First, the extreme breadth of potential congressional power in
this area makes it likely that political rather than constitutional considerations
will prove to be the limiting factor in determining the proper federal-state
balance, thus avoiding the need to probe judicially the ultimate limits of
federal authority. Second, the imposition of governmental controls, whether
state or federal, over essentially private activities raises issues that have
received a considerably greater degree of respectfuljudicial attention in r ent
years than is the case with respect to claims that Congress has invaded areas
reserved to the states by the Tenth Amendment. Accordingly, new initiatives
in the environmental area that regulate the use of property or impose criminal
and civil sanctions on environmentally undesirable conduct are more likely to
lead to questions concerning, e.g., the “taking" of propeny or the observance
of required procedural safeguards than to claims that Congress has exceeded
enumerated powers.

/. Fourth Amendment issues

A regulatory scheme that imposes minimum standards on certain
activities or premises in order to protect public health, safety, or environmen-
tal values will usually depend for its success on periodic checks for compliance
by appropriate administrative officials. This need for administrative inspection
must be accommodated to the provisions of the Fourth Amendment
concerning the government’s right to conduct searches and seizures.106 That
Amendment has consistently been construed to mean that “except in certain
carefully defined classes of cases, a search of private property without proper
consent is ‘unreasonable’ unless it has been authorized by a valid search
warrant.”” 107 Furthermore, such warrants are not' to be issued except “upon
probable cause, supported by Oath or affirmation, and particularly describing
the place to be searched, and the persons or things to be seized.” 108

The leading Supreme Court decisions construing the application of those
two requirements in the case of routine administrative inspections are Camara
V. Municipal Courti® and See v. City of Seattle.110 In the former, the Court.

106 "Tlie right of the people to be secure in their persons, houses, papers and effects,
against unreasonable searches and seizures, shall not be violated . . U.S. Const.
amend. IV.

107 Camara v. Municipal Court. 387 U.S. 523, 528, 529 (1967).

10s U.S. Consr.amend. IV.

"3 387 U.S. 523(1967).

"u 387 U.S. 541 (1967).
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overruling an earlier contrary decision.1" held Ihal the warrant requirement
applied to a municipal health inspector’s search of a private residence. In See a
similar conclusion was reached with respect to a lire inspector's attempted
search of a commercial warehouse. But while thus extending the warrant
requirement, the Court also indicated that a lesser degree of "probable cause"
would be required lor an administrative search warrant than for the typical
criminal search warrant, thus allowing in the former case, e.g., routine,
periodic searches of all structures in a given area based on an appraisal of
conditions in the area as a whole rather than on a knowledge of conditions in
any particular building. The reasonableness of such inspections is to be
determined "by balancing the need to search against the invasion which the
search entails.""-" considering such factors as the history ofjudicial and public
acceptance of such inspections, whether inspection is the only reasonable
means of abating a dangerous condition of legitimate public concern, and the
extent of invasion of the citizen', privacy — the invasion presumably being
less where the inspection is “neither personal in nature nor aimed at the
discovery of evidence of crime.""1L Specifically excluded from the warrant
requirement, however, were traditional "emergency situations;""1lin addition,
the observation that “warrants should normally be sought only after entry is
refused" was modified to permit immediate entry in the case of "a citizen
complaint, or... other satisfactory reason,”" 5such as where surprise is crucial.

Although Camara and See thus establish the basic framework for
accommodating inspection needs to Fourth Amendment requirements, three
subsequent Supreme Court decisions appear to have expanded somewhat the
area of permissible warrantless entries in this context. In Colonnade Catering
Corp. w United Statesli! the Court interpreted . aluies regulating the
inspection of federally licensed liquor dealers to preclude forcible entries
without a warrant. In the course of its opinion, however, the Court seemed to
agree that such entry would not amount to a constitutional violation,
distinguishing See on the basis of the historically broad authority of the
government to regulate the liquor industry.

In Wyman v. James117 the Court upheld warrantless home "visits" by
welfare workers on the grounds that such visits were not “searches” and that
even if they were, the absence of a warrant did not make them “unreasona-
ble." Camara was distinguished in reaching the latter conclusion primarily on

Frank v. Maryland. 359 U.S. 360(1959).
1,2 Camara v. Municipal Court. 387 U.S. at 537,
Id.
See id., al 539.
15 1d. at 539, 40.
116 397 U.S. 72(19/0).
400 U.S. 309(1971).
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the basis nl the community welfare, rather than criminal, context of the home
visitations. Finally, in United States fiiswell, 1IH the Court upheld a
warrantless search of a locked storeroom under provisions of the Gun Control
Act that authorized official entry during business hours for the purpose of
conducting inspections of federally licensed dealers in firearms. While
conceding that federal regulation of the firearms industry was not as deeply
rooted in history as was control of the liquor industry in Colonnade, the Court
nevertheless refused to extend See primarily on the ground that warrantless
inspections were essential to the effective enforcement of the regulatory
scheme. In See, the Court observed, the building code violations that the
inspection was designed to discover could not easily be corrected or concealed
in a short time. "Periodic inspection sufficed, and inspection warrants could
be required and privacy given a measure of protection with little ifany threat
to the effectiveness of the inspection system ,..."n9 Ir: the case of firearms, on
the other hand, unannounced, even frequent inspections svere crucial to the
success of the system: “and if the necessary flexibility as to time, scope, and
frequency is to be preserved, then the protection afforded by a warrant would
be negligible.” 1-0 Other factors leading to this result were the “urgent" nature
of the federal interest, and the limited threat to “the dealers' justifiable
expectations of privacy” :

When a dealer chooses to engage in this pervasively regulated

business and to accept a Federal license, he docs so with the

knowledge that his business records, firearms and ammunition will

be subject to effective inspection.121

These decisions become particularly relevant in the environmental

context in view of the extensive reliance of existing and proposed federal
pollution control schemes on an adequate system ofinspection. The Clean Air
Act, for example, bluntly declares that in order to implement and enforce the
requirements of the Act appropriate officials:

shall have a right of 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 emissions...12
Virtually identical provisions are contained in the recently enacted Federal
Water Pollution Control Act Amendments of 1972.123 In both cases, questions
of the need to secure a warrant and of the grounds that will support entry are

406 U.S. 311 (1972).
110 1d. at 316.
120 1d.
121 1d.
122 42 U.S.C. 81857c-9(a)(2) (1970). ELR 41210.
123 §308(a)(B). 33 U.S.C. §1318 (Supp. 1973). ELR 41114.
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apparently left lor subsequentjudicial resolution.2* 1

I he latter issue whether "administrative probable cause” will support

routine inspections in the environmental area — should, it seems, be answered
m the affirmative by comparison with the factors referred to as decisive in this
respect in Camara and See. Historically, perhaps, routine pollution inspections
have not been ns traditional as inspections for housing and safety code
violations. But if construed broadly enough, one can view the former type of
inspection as simply a modern version and recently recognized species of the
latter. Moreover, the conn's retreat in liiswell from Colonnude's emphasis on
history as crucial to the Fourth Amendment inquiry, suggests that this factor
should not be decisive in any event. With respect to the other factors, the
urgemy of the federal interest, the limited nature of the invasion, and the need

M

In contrast, the new Federal Environmental Pesticide Control Act of 1972, 86
Stat. 973 (codified in scattered sections of 7,1521 U.S.C.). ELR 41301 after
authorizing entry by appropriate officials at "reasonable times” and “for the
purpose of inspecting and obtaining samples." proceeds to describe in somewhat
more detail the procedures to be followed in exercising this right of entry. “ Before
undertaking such inspection" according lo §9(a). the official:

must present to the owner, operator, or other agent in charge of

the establishment . . . appropriate credentials and a written

statement ... as to whether a violation of 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
of declaring that officials are "empowered" lo obtain such documents authorizing
entry, inspection, and seizure "upon a showing to an officer or court of competent
jurisdiction that there is reason to believe that the provisions of the Act have been
violated."
As an attempt to integrate Fourth Amendment requirements with the special
needs ofan administrative inspection system, these provisions leave a great deal to
be ,._"red. 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 officersT knowledge and over which they had
reasonable trustworthy information [are] sufficient in themselves lo warrant a
man of 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 of EPA, 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 of 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 periodic routine inspection do not seem distinguishable from the situations
in Camara and Set*.'26

The more difficult issue is whether Biswell should be viewed as
substantially modifying the result in See with respect to the need to secure a
warrant al all. The factors emphasized in Biswell to justify the warrantless
starch — the urgent (or historical) federal interest, the limited nature of the
invasion, and the necessity for random inspections — seem to be the same
factors relied on in See but only to justify a less than traditional showing of
probable cause and not to dispense with the warrant requirement altogether.
Explanation lor the difference in result seems to lie in the fact that what in See
appeared to be only an occasional possibility — resort to unannounced
surprise inspections — appeared in Biswell to be a frequent and vital element
ofeffective enforcement.ia6 Under this view, the critical factor determining the
applicability of the warrant requirement in the environmental context becomes
the question of whether frequent, unannounced inspections are essential to
effective enforcement of the pollution control scheme. If they are, then as in
Biswell, requiring prior recourse to such “routine warrants" seems unlikely to
result in sufficient additional protection of privacy to make the warrant
essential to the "reasonableness” of the search under the Fourth Amendment.

Application of this general test appears very much to depend on the
particular kind of pollution control scheme at issue. For example, where the
inspection is not random, but isaimed at a particular polluter whose emission
into the air or discharges into the water can be measured by an external
observer, it seems quite likely that the traditional standard of probable cause
to suspect a violation may be met and thus ought to withstand prior judicial
testing under a normal warrant procedure. At the other extreme, it is possible
that pollution control schemes, e.g., a system of effluent charges which
depends on reliable self-monitoring by the affected polluter, can be enforced
only by random and frequent inspections. W hether such inspections must also
occur unannounced depends on the ease with which'the polluter, in the short
period following a refusal to permit the search and the securing ofa warrant,
can remedy the unlawful pollution practice or disguise tampering with self-
monitoring equipment.127

15 See note, The Effluent Fee Approach For Controlling Air Pollution, 1970 Duke . 3.
943. 975-76.

1B See text accompanying note 120. Supra. For a review of this apparent exception as
employ.ed by lower courts since Cam_ara qndsee, See Note, LaW 0fAdm|n|strat|Ve
Inspections: Are Camara and See Still ,liveand Well, 1072 wash. u.L.q. 313,

127 For further discussion of these possibilities See Comment, Camara and See: A
Constitutional Problem with Effect on Air Pollution Control, 10 Ariz. L. Rev. 120
(19(»S1; Note, Supra note 125 at 943. A variety or pollution control schemes appear
to require random and even unannounced inspeclions. although it is not clear that
they must be so frequent that prior resort to a warrant where surprise is crucial
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Accou .rig to this analysis, the focus of the constitutional inquiry in this
area will be very much on the particular regulatory scheme at issue. Since it is
not always easy for a court to draw the necessary factual conclusions from an
inspection of the substantive provisions of the statute'alone, one might expect
this field to become increasingly a matter for congressional attention as
reflected in the "findings" relied on to support a particular enforcement
svslem. Indeed in both Colonnade and Biswell, the Court virtually extended an
invitation to Congress to define for itself the requirements of “ reasonu leness"
as regards administrative inspections, with the Court impliedly playing a more
limited reviewing role in measuring the congressional determination against
the demands of the Fourth Amendment. The provisions of the new pesticide
leeislation which require written notice of the purpose of the inspection128
might, for example, be viewed as just such an attempt to strike a legislative
balance between the privacy interests of the owner of the establishment and
the enforcement interests of the Government. But this emphasis on an
increased congressional role also suggests a possible counterpresumption to
protect the interests that underlie Camara and See: whvw Congress has not
attempted explicitly to set reasonable boundaries to the situations calling for
warrantless inspections, and where the facts of the inspection do not otherwise
clearly indicate that the warrant requirement would frustrate enforcement.
Camara and See should be viewed as controlling.

2. Fifth Amendment (self-incrimination) issues

In addition to inspection schemes, the effectiveness of governmental
regulation of private or commercial activity often depends on the ability to
impose record keeping and reporting requirements on those subject to the
regulation. Environmental legislation is no exception in this respect, as
evidenced by the very similar provisions in both the Clean AlJr Act and the
new amendments to the Federal Water Pollution Control Act. authorizing the
administrator of EPA to:

require the owner or operator ofany [emission or point] source to
[1] establish and maintain such records, [2] make such reports ....
and [5] provide such other information as he may reasonably
require ...129

‘e’ould frustrate the system. Inspection to ensure that pesticides stored for com-
mercial distribution comply with labeling and use rcstricrinns, for example, seem
similar in concept to inspections that have long been conducted under various pro-
visions of the Food and Drug Acts. See, e.g., | 'nited Stales v. Stanack Sales Co.,
377 F.2d 849 (3d Cir. 1968); cf. United States nimart, Inc., 429 F.2d 1006
(9th Cir. 1970), cert, denied, 400 U.S. 926 (1970,

JS See note 124, supra.

119 See Clean Air Act. 42 U.S.C. §1857¢-9(a)( 1) (1970), ELR 41210: FWPCA §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
of 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
comparative model is desired to increase the reliability of information available to the

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

The work was carried out under the aegis of a joint Senate/House
Committee under the chairmanship of Senator Bettye Fahrenkamp. The consultants were
selected in such a way as to represent a broad spread of expertise in the industry.
Meetings 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 after subsequent
work by the consultants the scope of the consultants” work was adjusted slightly to
incorporate carrying out the actual tax comparisons in conjunction 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 hypothetical
developments at the West Sak, North Star and Niakuk discoveries. The performance of

an incremental project at Prudhoe Bay was also examined.

In addition to meetings with the Committee, extensive discussions were held
with the Revenue Department and various tax models from other jurisdictions 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 framework for future ongoing work by the Department. Legislative
comparisons were made with the UK, Norway, Indonesia and Australia. The study was
carried out by, in effect, translating 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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Department worked with the Consultants toensure a compatible andappropriate

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

for the comparisons.

A draft report was presented in mid March to the Committee and at
separate meetings to the Senate Finance and House Finance Committees in addition to

a discussion with Industry.

Although the industry was most helpful in general no direct information
regarding for instance specific development plans or allocated exploration expense or their

appropriateness was made available directly to consultants in time to be incorporated.

The following presentation reflects the work of AUPEC and GCA in this
phase of the study. It was not the intention of these comparisons to mirror the
industry’s exact performance as each company will handle its tax arrangements differently
and they will, indeed, be in a different position. The attempt was to try and compare
on a "reasonably level playing field" how particular projects would have looked if they

had been carried out in Alaska under different tax legislation environments.

Insufficient time was available to adequately cross check the material
validity of the hypothetical development plans or to assess the impact of a realistic
incremental project on Prudhoe Bay. With the current results to hand it would also
be prudent 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

compatibility. In these senses the work should be considered preliminary.

Nevertheless recognising that the original objective of this work was to set
up a 'modell 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 Department in Anchorage, the
Revenue Commissioner’s Office in luneau and the Committee members and their staff
is acknowledged. We are also grateful for material provided by industry and the
opportunity to see the North Slope operations on site. No multiple organisation operation
of this type works without cooperation and that cooperation provided by both State and

Industry made possible the completion of this study.



THIS DOCUMENT
HAS BEEN REPHOTOGRAPHED
TO ASSURE LEGIBILITY



MIKHDKKN UNIVBHSITY I'KTJtOLBUM ANI) KCONOMIC CONSULTANTS GAFFNEY, CLINE AASSOCIATES

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 vis-a-vis other oil and

gas provinces.

In the past few years a controversy has arisen between the oil industryand
the State of Alaska.The Industry believes that its investors are not receiving a rate
of 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
Stale to pursue an aggressive oil royalty and taxation policy. Thedevelopment of a
comparative model is desired to increase the reliability of information available to the

Alaska Legislature for use inthe decision-making process in legislationon oil taxation.

The work was carried out under the aegis of a joint Senate/House
Committee under the chairmanship of Senator Bettyc Fahrenkamp. The consultants were
selected insuch a way as to represent a broad spread of expertise in the industry.
Meetings 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 after subsequent
work by the consultants the scope of the consultants’ work was adjusted slightly to
incorporate carrying out the actual tax comparisons in conjunction 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 hypothetical
developments at the West Sak, North Star and Niakuk discoveries. The performance of

an incremental project at Prudhnp Bay was also examined.

In addition to meetings with the Committee, extensive discussions were heid
with the Revenue Department and various tax models from other jurisdictions were
made available. The Revenue Department prepared the four field economic cases under
the Alaskan legislation and worked with the consultants to ensurethe model would
provide a framework for future ongoing work by the Department. Legislative
comparisons were made with the UK, Norway, Indonesia, and Australia. The study was
carried out by, in effect, translating 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 wused included provisions to examine, among other things

sensitivity to oil price, costs, exploration programs, and differences between current an(]

new investors.

The State of Alaska has requested the consultancy Gaffney Cline and
Associates (GCA), in co-operation with AUPEC (Aberdeen University Petroleum and
Economic Consultants), and Dr. Motamen Scobie, Economic Consultant, to prepare a

report covering the methodology and results of the comparative modelling.
The division of work was as follows:

AUPEC Group

Professor Alex Kemp 3nd David Rose, AUPEC, carried out the

cashflow/country model computer runs.
GCA

GCA was to be an arbitrator of fairness in the analysis and be responsible

for the reporting and alsc for the inclusion of the prospectivity analysis.

AUPEC and GCA worked together to select relevant criteria and to assess

the validity of comparisons.
Dr. Motamen Scobie

Dr. Motamen Scobie was to examine the financial aspects of comparative
legislation in terms of investor credibility, and was to review other legislations not
included in the current group. Dr. Motamen’s work is the subject of a separate

presentation.
Department of Revenue

The oil group of the Department of Revenue carried out the historical and
forecast assessment of the Prudhoe Bay field together with forecasting 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 Consultants to ensure a compatible and appropriate
comparison. The basic field data provided by the Department provided the base d»*a

for the comparisons.

A draft report was presented in mid March to the Committee and at
separate meetings to the Senate Finai.ce and House Finance Committees in addition to

a discussion with Industry.

Although the industry was most helpful in general no direct information
regarding for instance specific development plans or allocated exploration expense or their

appropriateness was made available directly to consultants in time to be incorporated.

The following presentation reflects the work of AUPEC and GCA in this
phase of the study. It was not the intention of these comparisons to mirror the
industry’s exLCt performance as each company will handle its tax arrangements differently
and they will, indeed, be in a different position. The attempt was to try and compare
on a "reasonably level playing field" how particular projects would have looked if they

had been carried out in Alaska under different tax legislation environments.

Insufficient time was available to adequately cross check the material
validity of the hypothetical development plans or to assess the impact of a realistic
incremental project on Prudhoe Bay. With the current results to hand it would also
be prudent 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

compatibility. In these senses the work should be considered preliminary.

Nevertheless recognising that the original objective 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 Department in Anchorage, the
Revenue Commissioner’s Office in Juneau and the Committee members and their staff
is acknowledged. We are also grateful for material provided by industry and the
opportunity to see the North Slope operations on site. No multiple organisation operation
of this type works without cooperation and th- cooperation provided by both State and

Industry made possible the completion of this idy.



ABERDEEN UNIVERSITY PETROLEUM AND ECONOMIC CONSULTANTS GAFFNEY, CLINE &ASSOCIATES

SUMMARY OF RESULTS

Broad comparisons are possible and useful. While these comparisons show
that both the State and the companies did well from Prudhoe Bay they do not
necessarily suggest that the State could have done much better as the returns under all
the other legislatic which were not designed for a Prudhoe Bay sized field appear

punitive.

The comparisons do show the new projects on the North Slope are marginal
especially if sunk exploration costs are included. These projects look better especially
under the U.K. and Norwegian systems, of course, the field sizes are more in line with
the size of fields more typical of the North Sea region, so thesecomparisons are

reasonable.

Being a current investor helps substantially and all the new piojects look

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

It is important to stress that unlike other countries Alaska is disadvantaged
as it only controls a part of total taxation and gains only very indiiectly from

employment, services and manufacture occurring in the lower 48.

In examining the many subjective perceptions that drive investments in
the industry, it is clear that Alaska’s image is one of being more difficult in many
respects than the other countries concerned. Indeed the perceptions are reinforced by

the results of the new projects mentioned above.

In summary we have answered a number of the initial questions raised
by the committee including the usefulnessand methodology of making some

comparisons.

We have provided a framework for comparison and provided model
capability. The first phase of model comparisons has been completed 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.
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RESULTS OF COMPARISONS

Method of Approach

In order to present effectively and concisely the results of what amounts
to a large volume of information, it has been necessary to adopt a summary
approach in the following presentation. Full details of the economic analysis have
been made available to the Department of Revenue. Essentially the key comparative
components are shown on the attached graphs with a brief written summary of the

results.

The basic analysis has consisted of establishing the value of each project
by calculating the Net Present Value (NPV) on a 12.5% real basis (17% nominal),
a measure of the size of each project in each country. This was carried out for

both the company and government share.

Among other factors considered were:

Internal Rate of Return (IRR), a relative measure of return on
investment, typically we would expect projects to standsome chance
of proceeding if rates of return were at least 10% (real) or about 15%
nominal.

Payout from initial development, a measure of how longthe total funds
were exposed.

Prospectivity, a series of very subjective judgements on the relative

attraction of a Country for investment.

In addition, the sensitivity to changes in oil price, costs and the impact
of exploration costs were also examined together with the effect of being a new

investor as apposed toan existing 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 for Prudhoe
wellhead, prices adjusted for quality and transportation for other fields, and
inflation of 4.5% p.a. The base case also assumed an existing investor and takes
account of some of the allocatable sunk past exploration costs. The Prudhoe Bay
fieldwas examined through its history and appropriate inflation rates were used

for the prior period.
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Net Present Value (NPV)

Net Present Value is an approach to illustrating the worth of a project
after taking into account the time value of money. Typically the oil industry use?
this approach to get a true idea of the value of the project and to compare the
project with others. In carrying out our analysis we first brought past costs
forward, using the US inflationrates of the day, so that $1,000 spent 10 years
ago in a particular country might represent the equivalent of $2,000 today.
Similarly, in examining future income, $1,000 received ten vyears hence might be

worth only $500 today.

Next, we have to discount the stream of net income - to allow
comparisons with other projects and give a yardstick as to how far above or
below we are from our minimum return.  The discounts applied to obtain Net
Present Value in oil are commonly in the range of ten to fifteen percent above
inflation. However, fromtime \b time, financial institutions, in particular, may use
higher percentage discounts in order to try and use the discounting approach to
assess some sort of project related risk. For our purposes we have chosen a
medium 12.5% realdiscount rate (i.e. 17% if there is 4.5% inflation) for the base
case valuations but have also examined the projects at discounts of 10% and 15%

in the detailed results which have been made available.

It is also clear that even a very large project which s carried out
long into the future and evaluated with a high discount rate might have a very
low Net Present Value. On the other handa very small successful project
occurring in the near futnre and evaluated perhaps with the same discount rate

might appear to be a much more attractive project.

Net Present Value isa good indicator of project size but it in  fact
gives no indication ofduration. Project payout on the other hand isa good
indication of how long funds are at risk from the point of major investment but
gives no indication of return on investment or project size. Rate of Return gives

an indication of project success but no indication of timing or size.
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While there are many performance criteria we can use in the interests
of simplifying the results,we have Ilimited our analysis to comparing the
government and company Net Present Values, in real dollars. Internal Rate of
Return in % .armsand payout in vyears for each field, 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 beingfully extended to the margin of the graph at itsmaximum or minimum
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 unlikely that development could have proceeded
under the Indonesian and Australian legislations. Note that this analysis looks at

Prudhoe Bay as of 1975 - all other analysis uses 1990.

The remaining Net Present Value of Prudhoe Bay was also examined
1 der 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 standard
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 significant exploration and some development costs

agair- current production taxes.

For the other three fields only Niakuk in the U.K. appears positive,
indeed all three fields would do better 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 particularly 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.
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Government Net Present Value (NPV at 12.5%) Results

Prudhoe Bav

Apart from 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 if the project had been under the other three legislations. Timing
of 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 Federil taxes.

West Sak

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

marginal from an investment point of view.
North Star

This project which is marginal appears to have a positive government NPV

only in Alaska suggesting that, by comparison, it would be treated 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 Take -

Various Discounts

The following charts illustrate Prudhoe Bay Net Present Value from a

government and company view based on different discount rates.

The government chart also shows the split between State and Federal

taxes for 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 whatis referred to
as the Economic Rent which is taken by the government. It canbe seen that at
12.5% the take would be wunreasonably high in all other countries givinggrounds
to the concept that their legislation was not geared to a Prudhoe Bay field.
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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 standard 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 significant exploration and some development costs against current production

taxes.
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Rateof Return

(ROR) and Internal Rate of Return (IRR)

These are measures, typically quoted as percentages, of the amount of
the investment which is recovered onan 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 Return is more typically wused in the oil industry.
It is the percentage rate of return which could still be achieved if 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 excellent comparative tools but
they give no indication of size orduration 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 smallRate of Return. It is important to stress that these

performance measures cannot be considered in isolation, and a series of the wvarious
project pe-formance tools must be used.

For rate or return purposes, only positive Internal Rate of Return
(IRR)values were shown so that the lowest value in the rate of return is zero.
Negative IRR wvalues can be misleading.

Internal Rate of Return Results

Prudhoe Bay IRR% is higher in Alaska than in all the other countries.
This is partially so because other countries tightened their legislation significantly
as prices rose in the late Seventies/early Eighties. Indeed the U.K. was at its
most aggressive  with high rate Petroleum Revenue Tax (PRT), Supplimental

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

occurring in the late Seventies and adversely affecting the early production of
Prudhoe Bay under that simulated legislation.

All three new fields look better under U.K. legislation, while North
Star only has a positive rate of return wunder U.K.and Norwegian legislations.

GAFFNEY, CLINE & ASSOCIATES
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Years to Payout

This is defined as the time requiredto recover the original investment

including a full exploration program.

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

projects atthe development stage was examined. It should be noted that payout,
of course, would take ratherlonger if the period from the beginning of the
exploration stage had been taken; but payojt as calculated does incorporate

repayment of the inflation- adjusted exploration costs no matter how long ago they

had been expended.
Years to Payout Results
Prudhoe Bay would have paidout sooner under U.K. legislation but

Alaska, Norway and Indonesia  were all of thesame order of magnitude. North

Star and Niakuk payout earlier under U.K. legislation.
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Years to Payout

This is defined as the time required to recover the original investment

including a full exploration program.

How soon payout was achieved from the beginning of each of the
projects at the development stage was examined. It should be noted that payout,
of course, would take rather longer if ihe period from the beginning of the
exploration stage had been taken; but payout as calculated does incorporate
repayment of the inflation- adjusted exploration costs no matter how long ago they

had been expended.
Years to Payout Results

Prudhoe Bay would have paid out sooner underU.K. legislation but
Alaska, Norway and Indonesia were all of thesame order ofmagnitude. North

Starand Niakuk payout earlier 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 of a late-life incremental project (i.e. additional reserves, additional revenues

and additional costs) on the Net Present Value of the overall project.
Net Present Value for Incremental Project Results

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

legislation than it does under anyof the others.

However, this incremental project was a Hurl StateAnalog and
insufficient time was available to evaluate its appropriateness as anincremental
project. Indeed it is clear that it does not adequately simulate some likely aspects

of typical late life field investments and costs.
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Prospectivity

It is well recognised within theindustry that decisions are made on the
basis of morethan just the previously mentioned economic criteria. It is the
combination of criteria that allows proper assessment of the opportunity. No one
company at any one time will be driven by the same influences oruse the same
performance vyardsticks yet, from time to time, the industry as a whole may rush

to a newor revitalised area, for instance, offshore China inthe early 1980s.

Companies which want to invest in exploration have toperceive that
the geological prospects are good and that the combination of resources and

technology available to them make it possible for them to expecteconomic success.

Included among the key criteria in what we might generally call
prospectivity is the perception of how good the geological prospectsare, the size
of those prospects, the logistics, costs, legislative and political environment, the time
to do a deal, the time to get on production, the market,and what we might
generally describe as the hassle factor. Of course, in addition tothese are the
availability of capital within the company and issues ofpricing and costs which

are largely taken care of in the economic analysis.

In  reviewingthe prospectivity 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 opportunity levels. The charts
are given solely to give an idea of some of the factors which have a very real

bearing on initial and reinvestments.
Geology
The geological prospects for oil or gas haveto be reasonable.
Field or Opportunity Size
Large companies will rarely look in areas where the potential field size
is very small. They have Ilimited staff resources and their way of
doing business is such that their costs will form too high a burden on

small fields. For any given area the geological prospectivity will suggest
the types of field sizes which might be possible. These field sizes
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have to be large enough in the particular logistical and economic climate
to be viable for the type and size of organisation that isinvesting in
them.

Logistics

Difficult logistics, for instance in transport, environment, the lack of
existing pipelines or asimple method of extracting the crude, will
dictate that much larger fields have to be found to make the ultimate

project viable. In such situations, longer
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reasonable finite period. How long will it take to obtain the
opportunity in the first place? If the prospects are excellent and the
perceived field sizes large, companies will be quite happy to wait
around for years, all other things being largely positive. If, on the

other hand, the current returns appear marginal they may be more
inclined to be impatient and at the very least place the opportunity on

the back burner.
Time to Get Production (Time to Product)

Smaller companies and indeed larger ones are frequently concerned about
how long it will takeonce theyhave found production to get it on
stream and begin to make a return. The nature of the legislation itself
can define how fast they can make their return andthese items are
dealt with in the economic criteria presented elsewhere. If the
combination of logistics, environment, location etc. indicate in the end
a very long time to get production on stream, then this has a negative

impact.
Markets

Availability of a market, particularly today for gas and also for instance
heavy oil, can be amajor factor in the timing and ability to carry
out both exploration and development. With long lead-times, (exploration
through to discovery and development) particularly in the more harsh
environments, companies must make judgements on oil and gas prices
and markets well intothe future. To the extent that there appears
some other element of market risk this will downgrade attractiveness of
the project. To the extent thatthere appears to be no significant

market risk, projects get upgraded.
Hassle/Pizzaz Factor

Industry is frequently driven, like any exploration-based natural resource
concern, on what we might call the gold-rush concept. Is there a new
place where a new series of largeor even small discoveries appears
imminent? Is there an old area we can revisit withnew technology

and do well? So from time totime we see the industry move
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suddenly to new pastures where there

opportunity. The industry moved to
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Sensitivities
Sensitivities to Prices

The following two pages of charts show the sensitivity to a high and
low price, US$3 down (US$17/Bbl sale price) and US$6 up (US$26/Bbl sale price)
from our base case (US$20/Bbl sale price - US$14.40 well head).

The sensitivity on the Net Present Value and on the internal rate of

return is illustrated.

Prudhoe Bay historical rate of return is extremely insensitive to future
prices when looking back from 1975. This is, of course, because a large part of

the production is already at a market established 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 return. The rate of return on
Niakuk demonstrates quite clearly the difference between the U.K. and Alaskan
legislation, as even under a low price the rate of return is above 10% in U.K.
versus 2% for Alaska. While under a high price the Alaskan return exceeds that

in the U.K.

GAFFNEY, CLINE &ASSOCIATES
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Sensitivity to Costs

-\

The following two pages of charts show the sensitivity to a high (+25%)
and low (-25%) cost scenario. The sensitivity 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
attractive. Even North Star gets up in the range of potential investment
consideration under U.K. legislation 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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Sensitivity to Exploration and New Investment
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Encouraging Activity

Whether it be under concession arrangements such as in the United
Kingdom or production-sharing agreements such as in Indonesia, these two
governments have certainly used a pragmatic approach to adjust relative returns to
the industry. This has been achieved by modificationsto the contractconditions
and/or to tax accounting guidelines. If encouraging exploration and development
are objectives, the most successful approach has been that in the U.K. where the
tax write-offs are significant enough to continue to encourage major exploration
effort so that high marginal tax rales are offset by substantial exploration offset
provisions. A similar, if somewhat more restricted approach, is taken under the
Indonesian Production-Sharing Contract. Any government; of course must make a
decision on the extent to which it wishes to encourage further exploration,
investment in existing fields or new developments based relative to its need for
current or longer term revenue from the industry, in addition to aspects such as

employment and infrastructure which are critical in many jurisdictions.

While from a purely Alaskan view much of the employment and
equipment  manufacturing benefits may occur elsewhere, they do for the most part
occur within the same government jurisdiction, i.e. the United States. Thus major
projects, particularly on the North Slope or elsewhere, can have a significant impact

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

Certainly, governments in other countries have sought to encourage
development and indeed domestic employment and domestic manufacture, but they
are, of course, more concerned that such employment occurs within the country
rather than a particular State. In the U.K., however, the emphasis has been more
localised and significant efforts have been made to ensurethat much of the

offshore benefits accrue to Scotland.
Policy Goals

While the goal in Australia has been to maximise revenue the perception
has been that prospects were not good for finding major new fields. In Indonesia
while foreign currency and revenue were Kkey issues the government has recognised
a need to continue encouraging the industry for long term benefits of revenue,

foreign exchange, employment and infrastructure.
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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 first to reduce or eliminate the
oil deficit by encouraging exploration and development, then encouraging domestic
industry with the resulting employment. Those two planks, maximising production
and local involvement continue to be key driving forces, although 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

further exploration.
How does the Government control industry inother countries?

The industry is largely controlled in most countries by a combination
of the -equivalent of a Ministry or Department of Energyand an appropriate
Department of Revenue. Basically, the Ministry is responsible for issuing of new
licences, exploration/production (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 conditions affecting the return
to the industry.The revenue authorities typically will be involved in adjustments
to the tax code and the general guidance of the government and the ministry or
equivalent toencourage/discourage further investment by  way of tax

enhancements/disincentives.

Tothe extent that some countries have separated aspects of basic
petroleum control and taxation into more than one or two groups, there has
definitely been some reduction in effectiveness and there appears to be an increased

likelihood 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 termsoftaxationrevenues
in a remote and costly location on the other. This time gap makes it difficult

for governments to establish a reasonable basisfor judging the level of appropriate
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benefits today as opposed to what one should encouragefor a tomorrow which
could be more than a decade away. While theoil industry is not unigue in this
regard, because much of it is so visible - it continues topresent all legislators

with very difficult 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 if 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 andopportunities 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 will cause the Ilimited capital resources
to move away from one area to another. This will 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 will 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 fair to say that there is no panacea in defining
legislation, for each country has particular circumstances vhich both require and

justify somewhat different handling.
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Some Observations

We must recognise that theanalysis carried out is by no means
exhaustive in terms of examining a full 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 somerelief 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 fiscalgap as much as possible, then we might
proceed as follows. Carry out a reasonable assessment preferably with industry’s
help ofremaining 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 topetroleum exploitation may be
defined as one which collects a share ofany economic rents to the State while
at the same time maintaining incentives for (a) continued exploration,(b) new
field developments, and (c) incremental investments. Accountshould 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 taxsystem should take thesefactors into account.

In practice an efficientfiscal 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.

GAFFNEY, CLINE & ASSOCIATES
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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 of 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 will 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.

GAFFNEY, CLINE & ASSOCIATES
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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

NPV’'’s and IRR’s are for Real $ Cashflows

Discount Rate is 125% real (i.e. 17% if there is 4.5% inflation) (except
where stated)

Prices and Costs were escalated at 4.5% p.a.

Oil price was $14.50 a barrel wellhead price Prudhoe Bay, with quality
and transportation adjustments for the other fields as necessary. This s
equivalent to a sale price of about US$20.00/Bbl

The Prudhoe B?'/ base case is for a full 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 oil 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 oil 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 noteprice effects. The impact of different operating and capital costs from
tne basecase was evaluated by examining the effects of increasing or decreasing such
costs by 25%.

The net present values and rates of 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 of 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.
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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 decisionwas 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 wusing different
exploration costs for each region, but again in the interests of making comparisons on
basis of legislation alone, this approach was left for consideration if necessary at some
later stage.

Other measures of performance.

Marginal Tax Rates on Prudhoe Bay

In order to make anassessment of historical taxes, it was necessary to
emakea judgement on marginal taxrates. 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 Million (1969) Bonus

Impact of allocating full $900 Million (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 full data setfor use under the other regimes. For comparative purposes it was
necessary to "produce" these fields where possible to similar points although an economic
jut-off was used. This aspect produces some inconsistencies but it is believed these are
not meaningful in the broader-brush comparisons illustrated.
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Countries and Fields Selected for Comparison

The countries selected for comparison were the United Kingdom, Norway,
Indonesia and Australia. They have been chosen because they represent jurisdictions
where the legislation has either led to continued industry attention, or where there have

been problems in maintaining investment.
U.K.

The United Kingdom was chosen in view of the very -considerable
proportion of major exploration funds which continue to be spent in the
North Sea. This has occurred partly as a result of the very attractive tax
driven exploration policy adopted by the government, where at the margin
some 83-87% of costs of exploration are borne by the governmen by way
of tax. However, these tax concessions combined with prospects still have
to be good for the industry to invest. Continuing high success ratios,
albeit with smaller fields, have continued to make the United Kingdom an

attractive exploration and development arena.
Norway

Norway was included in the comparison mix because of the large size of
its fields and also because it had demonstrated a moie aggressive approach
to legislation than that of the United Kingdom. Larger and more
expensive projects and long periods before development can take place have
made a number of international companies recently offer for sale their
interests in Norway. This has confirmed the view that Norway largely
remains an arena for the long term players with requiremt ts for large
producing volumes and one where it is difficult for companies not currently

involved to justify investment.
Indonesia
Indonesia was incorprated in the assessment as it has remained an attractive

arena over the last 15 or more years. Offshore field sizes, of course, are

small by comparison with both the North Sea and Alaska but the



production-sharing contracts and pragmatic government approach have

continued to encourage investment.

Australia

The Australian Bass Straits area largely contain older fields which represent
a large proportion of Australia’s production. This production has been
subject to special tax handling (excise tax), and new development has been
plagued by stop/start industry policy as perceived returns under the then

current legislation/price scenarios became more or less attractive.

Thus in general, the United Kingdom and Indonesian legislations
demonstrably were situations where industry was investing and has continued
to invest heavily during the recent period, while the Australian and
Norwegian legislations were of a more aggressive type where industry was

less able to justify continued investment.

Alaskan Fields Selected for Comparison

The four Alaskan fields selected for comparison were Prudhoe Bay, West

Sak, North Star (Seal Island) and Niakuk.

Prudhoe Bay

Prudhoe Bay is a large mature oil field. It was developed in the mid
1970s, with first production in 1977.Current estimates of  ultimate reserves

are in excess of 11 billion barrels.

West Sak

West Sak is a relativelylarge higher cost oil field with estimated
recoverable reserves of 633 million barrels, with first production due in

1992.
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Norlli Star fScah
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North Star is a medium sized higher cost oil field with estimated

recoverable reserves of 178 million barrels. Development expenditure is due

to commence in 1997, with first production in 2000.

Niakuk

Niakuk is a smaller or relatively lower cost oil field with estimated

recoverable reserves of 58 million barrels. Development expenditure is

taken to start in 1990, with first production in 1994,
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UNITED KINGDOM

In the United Kingdom the state owns any oil or gas in place that is
discovered. The Government has the power to award licences which permit exploration

or development in the areas covered by the licences.

Exploration licences entitle the holder to conduct preliminary exploration
activities in the area and have recently been issued every 2 years. The exploration
period is typically 6 years. A production licence entitles the holder to appraise and
develop fields subject to the consent of the Department of Energy. Consent is usually

obtained following the submission of a detailed development plan.

The Government take from oil and gas revenues is essentially made tip of

the following elements

Government Royalties
Petroleum Revenue Tax (PRT)
Corporation Tax (CT)

Government Royalties - on the first to fourth Round Licences (i.e. pro
1972) royalty is payable at 12.5% on the wellhead value of the petroleum, i.e. certain
costs of conveying and initial treatment arp deducted from the landed value of
production. On fifth and later Round Licences (i.e. post 1976) royalty is payable at
12.5% of the market value of the petroleum. On fields given development approval after

April 1st 1982 there is no royalty charged. Royalty where applicable is taken in cash.

Petroleum Revenue Tax (PRT) is assessed on a field basis for six-monthly

chargeable periods at 75% of the assessable net profits.

Net Profit = Market Value of Oil Sales
+ tariff receipts less allowance
+ Asset d.-posal receipts
+ Conveying and treating receipts

Royalty payable
Allowable Field Expenditure
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Uplift
Exploration and appraisal expenditure
Research and development expenditure

Cross field allowance

Allowable field expenditure essentially means any expenditure relating to
the search for, production of, transportation of, treatment and storage of petroleum.
Uplift is a supplementary allowance intended to compensate for the inability to offset
loan interest against tax. It is set at 35% of expenditure mainly related to the appraisal
and development of the field and is allowed only prior to payback. The oil allowance
is currently set to 500,000 tonnes per chargeable period up to a maximum of 10
million tonnes for fields given development consent after April 1st, 1982*  Crossfield
allowance gives an opportunity for 10% of the development costs of a field incurred
after March 1987 outside of the Southern Basin to be offset against the PRT payment

on existing U.K. production.

Corporation Tax (CT) is charged on a company basis at a rate of 35% of

trading profits.

Trading Profits = Gross revenues
Royalty
PRI

Operating Costs

Capital allowances
Capital allowances are essentially depreciation on plant and machinery
assessed at 25% of the prior year’s written down balance. Most development drilling

is 100% for first year. CT is payable in that year following the chargeable period.

* This means in effect that smaller fields pay little or no PRT.
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NORWAY

In Norway the state participates in each licence through Statoil (the 100%
state- owned oil company). The requirement for foreign companies to carry the state
through the exploration and appraisal stage was removed for licences issued after January
1st, 1987, The state awards production licences which allow for an exploration period
of 6 years and a production period of 30 years. Field development requires the

approval of the Storting (Parliament).

The government take from oil and gas revenues consists of the following

elements:
Government Royalties
Income tax
Special Petroleum Tax (SPT)
Royalty - Fields receiving development approval after January 1st, 1986 are
exempt from Royaltypayments. Post 1972 licences have a varying rate for oil between

8% and 16% of the wellhead value depending on the rate of production. Gas and NGL
are subject to a constant rate of 12.5% of the wellhead value. On new fields the
royalty is zero. The market value 'norm’ is fixed for each field for each calendar

quarter by a board appointed by the Ministry of Energy.

Income Tax - this includes Municipal Tax 23%
State Tax 27.8%
Capital Tax 0.3%

Municipal tax is levied at the rate of 23% of Profit before Tax. The State
Tax is levied at the rate of 27.8% of Profit Before Tax less dividends paid. Capital
Tax is paid at the rate of 0.3% of net worth. Net worth is Book Asset value less debt

(excluding income tax).

Special Petroleum Tax (SPT) is assessed at a rate of 30% of profits
adjusted for’norm’ price. For fields given development approval before January 1st,
1987 an annual uplift deduction from profits is allowed. The uplift is calculated as
6.666% of total assets used in oil production and pipeline transportation and lasts for

a period of 15 years. For fields given development approval after January 1st, 1987,
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SPT is calculated on net income exceeding a production allowance’. The production
allowance is set at 15v- of the value of produced petroleum based on ’norm prices’.

Depreciation for both income tax and special tax is on six year straight line basis.
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INDONESIA

In Indonesia the state participates in oil and gas activity through the use
of Production-Sharing Contracts. The exploration period lasts for 6-8 years and should

a commercial discovery be made, the contract period is extended to 30 years.

The Govt-.nment take from oil and gas revenues is made up of the

following elements.

Bonus Payment
Production-Sharing Contract (PSC)

Income Tax

Bonus Payment - A negotiable signature bonus of several million U.S.
Dollars is payable on signing the contract. In addition, production bonuses may be

payable when specified rates of production are reached.

Production-Sharing Contract - the PSC allows a sliding scale government
share (between 51.9 to 80.77%) dependent of the age and area of the contract and type

of development. In this study the pre-tax government share is 71.1538% on new fields.

The Contractor is allowed to recover his costs from production but the
maximum annual cost recovery is nowlimited to 80% of annual production. Allowable
costs include exploration costs, capital costs depreciated ona declining balance, plus an
uplift of 17% of oil field development costs and operating expenses. Any costs in
excess of the annual allowable cost recovery may be carried forward for up to five
years. The PSC also obliges the Contractor to supply the state with up to 25% of total
field production for which it is paid the market price for the first five years of
production and thereafter 10% of the export price, but of course the company then
recovers all costs associated with the domestic obligation wunder the cost recovery

program.

Income Tax - Corporation tax is charged at an effective rate of 48% of
the total value of the Contractor’s taxable income (35% income tax and 20% dividend
tax). The depreciation rules wunder the post 1984 time permits some assets to be

reserved at 50% declining balance, some at 25% and some at 10%.
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AUSTRALIA - BASS STRAIT AREA

In  Australia, offshore permits arc administered by the Australian
Commonwealth Government under the control of the Petroleum (Submerged Lands) Act
of 1967. The permits take two forms, exploration permits which have an initial duration
of 6 years with possible extension of 5 years up to a total of 26 years and production
permits having an initial period of 21 years with an extension of 21 years so long as

the field is commercial. The Government take for the Bass Strait area consists of

Royalty
Excise Tax

Corporation Tax (CT)

Royalty - for production from an exploration permit or initial production
permit royalty is levied at the rate of 10% of wellhead value. For production from an
extended production permit, royalty is levied at a rate between 11% to 12.5% of

wellhead value fixed by the Government.

Excise Tax - The Excise Tax is on sliding scale levy based on field oil
production rates. The applicable rates are dependent on the timing of the discovery and
development of the individual field. There are three categories of crude oil - old,

middle and new. Applicable Excise rates are shown below:

Annual Production Excise Rate, %

000s Bbls Old oil Middle oil New oil
0 - 315 0 0

315 - 629 5 0 0
629 - 1259 15 0 0
1259 - 1888 20 0 0
1888 - 2517 40 15 0
2517 - 3146 70 30 0
3146 - 3776 75 50 10
3776 - 4405 75 55 20
4405 - 5034 75 55 30
5034 + 75 55 35
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Corporation Tax - CT is charged on a company basis at the rate of 39% of trading

profits. Depreciation of developments costs can be either wunder fiscal terms for

"prescribed petroleum operations”, in which case the rate is currently 10 year straight

line or under normal tax rates. In the latter case the rate for plant and machinery is

20% straight line basis and 33.3% for drilling plant and dcwnhole equipment.
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EXECUTIVE SUMMARY

This part of the study, prepared for the International Tax
Comparison Committee of the State of Alaska Legislature,
focusses on the financial and other dimensions of oil industry

activities and investment.

An attempt is made to show that, while tax is an important
factor, there are others which play a part in any investment
decision-making process, in particular when a company considers
entering a new area. Thus, a comparison of different petroleum
fiscal regimes would not be complete without reference to these

specific aspects.

Accordingly, the factors highlighted in Parts One and Two can
be applied as a checklist when the superiority of one region
over another is being assessed. The components of this
checklist are featured in sections 1.6, 1.7, 1.8, 1.9, 2.2 and
2.3 of this part of the study. Going through the <checklist,
Alaska scores favourably as an investment climate.

The interaction between industry and government in the
countries chosen for comparison is examined in Part Three. Here
are shown <cases where relationships have deteriorated to the
point of exodus of industry, and situations where relationships
have improved over time.

The importance of coordinated government policy is stressed in
Part Four where examples are given from other countries, and
the encouragement and role of independents is discussed in Part

Five.

Finally, in Part Six, it is concluded 'e;hat in the current
climate of the oil industry there would be neither a lack of
finance nor a shortage of companies willing to enter Alaska,
should the opportunities present themselves. The international
petroleum industry today is both cash-rich and highly

acquisitive.



One - FINANCIAL ASPECTS OF OIL INDUSTRY ACTIVITIES

Preface

This part of the report is written for a wide readership
including the non-expert. Those witli some knowledge of the ol
industry may well be familiar with some or indeed most of the
points raised here. They are mainly intended to help
demonstrate various facets of the industry for international

comparisons.

1.1 - Introduction

Traditionally the oil industry has been characterized as one of
extremes, with giants and very small players and few in
between. Either a company had adequate cash flow and did not
require long-term finance or it simply wasn't large enough to

obtain such funding.

This pattern has changed substantially over time and today the

international petroleum industry accommodates all sizes of
companies. Large amounts have been raised externally in the
last two decades for major capital expenditure programmes and
for acquisition financing in the oil and gas sector.

The interplay of finance and the activities of the
international petroleum industry are, thus, quite significant.

Indeed this dimension is so vast that the comparative analyses
of the countries chosen for this report could be the subject of
a separate study (gr'.en the mixture of companies in operation

in these regions). Nevertheless, an overview is presented here
of some of the financial issues and other aspects of industry
investment (discussed in Section Two below) that have direct
relevance for this particular report. This should form a
checklist that can be usedwhen examining complaints from

industry about the tax structure.

In short, when international comparisons are drawn, twokey

questions have to be the guiding principle: i) Is there ready
finance available for the development of oil and gas projects
in the area chosen for comparison? ii) What are the
comparative advantages and limitations of sinking funds in the

region?



1.2 - Sources of Finance

Finance for the development of the oil and gas industry is made
available through three major sources: i) internal finance; ii)
external finance through bank loans; and iii) external finance
through the issue of shares (or some other instruments such as
royalty wunits, etc.) in the <case of publicly quoted companies.
Further details on modes of financing are given in section 1.10
below.

1.3 - Industry Background

In the context of this particular report, it is worth pointing
out some of the day to day workings of industry and its

interaction with +the financial world.

Companies with public ownership of shares are always interested

in attracting new shareholders as well as convincing existing
ones to buy more of their stock. Usually when a company gives
an account ofits activitiesto the financial community it
tends to draw attention to the more positive aspects of its
future prospects - highlighting information that makes
investment in the company as attractive and profitable as
possible. Forinstance, they would point out development of
new fields that will enhance their oil and gas production in
future years, or an increase in their exploration activities,
etc.

Conversely thesame company Jlobbying the government for tax
reduction or for prevention of a tax revision would place tha
emphasis elsewhere. Both pieces of information are wholly
accurate. They are made available to the public and are not in
the least falsa. The question is, which statistics are
highlighted at which presentation. Indeed, the legislature has

to look at both sides of the story when in receipt of evidence
of a loss on the basis of an ad hoc calculation for a single
oil field.

Usually, for a publicly quoted company, the annual report is a
good starting point to form an overview of the profitability of
a subsidiary (such as one based in Alaska) and its future
prospects. The size of a company's profit for each segment of

its activities (in relation to the assets) provides some basis

for consistency of argument.



For ultimately, if in the light of the tax revisions the
subsidiary becomes unprofitable for a period of time,
corporations have a responsibility to their shareholders to
pull out of a loss-making operation. They either have to sell
off or shut down the subsidiary. The reader should be
cautioned here, though, not to interpret every sale of assets
as a consequence of high taxes - for it could be the result of
company rationalisation decisions. This aspect will be further

discussed in section 2.1 below.

1.4 - Structure of Petroleum Industry

Oil companies are run in a decentralised manner. It tends not
to matter how large or small each subsidiary unit or outfit is.
The rule is that each subsidiary must stand on its own by
producing a positive net return (unless the operation is set up
purely as a tax vehicle). Thus, when a new subsidiary starts,
ample time is given by the parent company to recover initial

investment and produce a positive cash flow.

After an initial gestation period, however, an operation has to
be profitable. I f it continues making losses which are not
caused by exogenous factors such as the sudden collapse of oil
prices or a stock market crash, then the parent looks <closely
at the operation. Persistent losses call for a shutdown of the
entire operation of the subsidiary or for submerging it under
another subsidiary to reduce overheads. In particular, if the
company in question is a publicly quoted company, its
stockholders would require it to secure the maximum return.

In the final analysis one can ask how far can o il taxes rise
before companies put their oil and gas operations up for sale,
and what would be the asking price? Alternatively, a real test
would be at what price would a company be willing to depart

from the area and give up its entire operations.



