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M E M O R A N D U M  S t a t e  o f  A l a s k a

*o L r n c e  T e n n a n t  cate ' . ’a r c h  3 ,  1 9 3 5
A s s i s t a n t  .■*. c c o r r . a y  G e n e r a l
T r a n s p o r t a t i o n  S e c t i o n - A n c h o r a g e  ri leno 3 6 6 - 3 0 6 - 8 5

TELEPHONE NO 6 5 - 3 6 0 3

cm K e r m a n  C .  G o r s u c h  subject P u b l i c  n o t i c e  f o r
A t t o r n e y  G e n e r a l  r a i l r o a d  l e a s e s

J a c k  3 .  t t c G e e
A s s i s t a n t  A t t o r n e y  G e n e r a l  
T r a n s c o r t a t i c n  S e c c i o n - J u n e a u

o v :

Y o u  r a i s e d  c h e  f o l l o w i n g  t w o  o u e s t i o n s  i n  r e l a t i o n  t o  
t h e  A l a s k a  R a i l r o a d ' s  l e a s i n g  p r o c e d u r e :

1 '  k u s t  t h e  A l a s k a  R a i l r o a d  g i v e  p r i o r  p u b l i c  n o t i c e
w h e n e v e r  i t  p r o p o s e s  t o  l e a s e  r a i l r o a d  l a n d s ?

2 )  M u s t  “ h e  A l a s k a  R a i l r o a d  a w a r d  l e a s e s  o f  r a i l r o a d
. r r . r . s  o y  c o m p e t i t i v e  b i d d i n g ?

G u r  a n s w e r  t o  c u e s  c i o n  1 )  i s  y e s ;  o u r  a n s w e r  t o  q u e s t i o n  2 )  i s  
nc.

D i s c u s s i o n  o f  C u d ^ c i i :

A r t i c l e  V I I I ,  s e c t i o n  1 0 ,  o f  t h e  . i l a s k a  C o n s t i t u t i o n  
r e a d s  a s  f o l l o w s :

S e c t i o n  1 0 .  P U B L I C  N O T I C E . N o  d i s p o s a l s  o r  
l e a s e s  o f  s t a t e  l a n d s ,  o r  i n t e r e s t s  t h e r e i n ,  s h a l l  
b e  m a d e  w i t h o u t  p r i o r  p u b l i c  n o t i c e  a n d  o t h ^ r  
s a f e g u a r d s  o f  t h e  p u b l i c  i n t e r e s t  a s  a  a y  b e  p r e ­
s c r i b e d  b y  l a w .

T h e  f i r 3 t  q u e s t i o n  t o  b e  a d d r e s s e d  i s  w h e t h e r  a r t i c l e  
V I I I ,  s e c t i o n  1 0  r e q u i r e s  p r i o r  p u b l i c  n o t i c e  o i  w h e t h e r  i t  
l e a v e s  t h e  q u e s t i o n  o f  w h e t h e r  t h e r e  i s  C o  b e  a n v  p u b l i c  n o t i c e  
a t  a l l  u p  t o  t h e  l e g i s l a t u r e .  S e c t i o n  1 0  a p p e a r e d  o r i g i n a l l y  a s  
s e c t i o n  1 2  o f  t h e  A l a s k a  C o n s t i t u t i o n a l  C o n v e n t i o n  R e s o u r c e s  
C o m m i t t e e ' s  p r o p o s a l  n o .  8 /A  i n  a  s l i g h t l y  d i f f e r e n t  f o r m :

D i s p o s a l s  o r  l e a s e s  o f  s t a t e  l a n d s  o r  i n t e r e s t s  
t h e r e i n  s h a l l  b e  p r e c e d e d  b y  s u c h  p u b l i c  n o t i c e  
a n d  o t h e r  a p p r o p r i a t e  s a f e g u a r d s  o f  t h e  p u b l i c  
i n t e r e s t  a s  t n e  l e g i s l a t u r e  s h a l l  p r e s c r i b e .

6 P r o c e e d i n g s  o f  t h e  A l a s k a  C o n s t i t u t i o n a l  C o n v e n t i o n  9 5  ( J a n .  
1 6 ,  1 9 5 6 H  ------------------------------------------------------
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jruce T e n n a n t  M a r c h  3 ,  1 9 8 5
A s s i s t a n t  Attorney G e n e r a l  Paoe ;
3 6 5 - 3 3 6 - 5 5  °  ~

T h e  R e s o u r c e s  C o m m i t t e e ' s  c o m m e n t a r y  c y  s e c t i o n  1 2  
r e a c s  a s  f o l l o w s :

" l e c ,  1 2 .  P u b l i c  M o t i c e s  a n d  S a f e g u a r d s  o f  t h e  
' i c  I n t e r e s t )

„ t a i r .  s a f e g u a r d s  o f  t h e  p u b l i c  i n t e r e s t  a r e  e s ­
s e n t i a l  i n  p u b L i c  l a n d  t r a n s a c t i o n s .  S u c h  t r a n s -  
a c t i c n s  r a y  v a r y  i n  i m p o r t a n c e  f r o m  r o u t i n e  m a t ­
t e r s  t o  t h o s e  o f  s u b s t a n t i a l  v a l u e .  I f  g e n e r a l  
c o n s t i t u t i o n a l  p r o v i s i o n s  i m p o s e  t o e  r i g i d  r e ­
q u i r e m e n t s ,  t h e  l a n d  a d m i n i s t r a t i o n  c a n  b e c o m e  
h o p e l e s s l y  e r . c n a r l e d  i n  r e d  t a p e .  A s  a  r e s u l t  
t h i s  s e c t i o n  o f  t h e  c o n s t i t u t i o n  p r o v i d e s  f o r  t h e  
l e g i s l a t u r e  t o  e s t a b l i s h  p u b l i c  n o t i c e ,  a n d  o c h e r  
s a f e g u a r d s  t o  p r o t e c t  t h e  p u b l i c  i n t e r e s t .  A s  
r e q u i r e m e n t s  c h a n g e  a n d  m a n y  t r a n s a c t i o n s  b e c o m e  
r o u t i n e ,  l o p r o p r i a t e  m o d i f i c a t i o n s  c a r .  b o  m a d e  i n  
p r o c e d u r e s  i f  r i g i d  r e q u i r e m e n t s  a r e  r . c t  s p e c i f i e d  
i n  t h e  c o n s t i t u t i o n  i t s e l f .

6 P r o c e e d i n g s  a t  1 3 0 .

T h e  w o r d i n g  o f  s e c t i o n  1 2  w a s  s u b s e q u e n t l y  c h a n g e d  t o  
t h e  p r e s e n t  t e x t  c f  s e c c i o n  1 0  b y  t h e  C o m m i t t e e  o n  S t y l e  a n d  
D r a f t i n g .  S e e  5 P r o c e e d i n g s  o r  c h e  A l a s k a  C o n s t i t u t i o n a l  C o n ­
v e n t i o n  3 6 3 0 - j ’6 3 2  ( J a n . 2 f t , 1 9 5 6 )  , s e c t i o n  1 0  w a s  t h e n  a d o p t e d  
b y  c h e  c o n v e n t i o n  o n  J a n u a r y  3 1  , 1 9 5 6 .  S e e  5  P r o c e e d i n g s  a t
3 7 1 6 .

T w o  s i g n i f i c a n t  c h a n g e s  w e r e  m a d e  i n  t h e  f i n a l  d r a f t  o f  
w h a c  i s  n o w  a r t i c l e  V I I I ,  s e c c i o n  1 0 .  F i r s t ,  t h e  p h r a s i n g  w a s  
s t a t e d  i n  t h e  n e g a t i v e ,  i . e . , H [ N ) o  d i s p o s a l s  o r  l e a s e s  o f  3 t a c c  
l a n d ,  o r  i n t e r e s t s  t h e r e i n ,  s h a l l  b e  m a d e  w i t h o u t  p r i o r  p u b l i c  
n o t i c e  S e c o n d ,  t h e  w o r d  " s u c h "  w a s  d e l e t e d .  P r i o r  t o  t h i s
d e l e t i o n ,  i t  w a s  a t  l e a s t  a r g u a b l e  t h a t  t h e  i n t e n t  o f  s e c t i o n  1 2  
w a s  t o  a l l o w  t h e  l e g i s l a t u r e  t o  d e t e r m i n e  w h e t h e r  p r i o r  p u b l i c  
n o t i c e  t o r  l e a s e s  o f  s t a t e  l a n d  w a s  t o  b e  r e q u i r e d .  T h e  d e l e t i o n  
o f  " s u c h , "  h o w e v e r ,  u n d e r c u t s  t h i s  a r g u m e n t  a n d  m a k e s  i c  c l e a r  
C h a t  t h e  f r a m e r s  t h o u g h t  i t  n e c e s s a r y  t h a t  t h e r e  b e  s o m e  s o r t  o f  
p u b l i c  n o t i c e  f o r  l e a s e s  o f  s t a t e  l a n d s  a n d  t h a t  t h e  q u e s t i o n  o f  
w h e t h e r  t h e r e  i s  t o  b e  a n y  p u b l i c  n o t i c e  a t  a l l  w a s  n o c  m e a n t  t o
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B r u c e  T e n n a n t  M a r c h  3 ,  1 9 8 5
A s s i s t a n t  n t t o r n e v  G e n e r a l  ? a g e  5
3 6 6 - 3 8 6 - 8 5

b e  l e f t  t o  l e g i s l a t i v e  d i s c r e t i o n .  1 /  O u r  c o n c l u s i o n ,  t h e n ,  i s  
t h a t  a r t i c l e  V I I I ,  s e c t i o n  1 0 ,  r e q u i r e s  p r i o r  p u b l i c  n o t i c e  f o r  
a n y  l e a s e  o f  s t a t e  l a n d .

G i v e n  t h e  a b o v e  c o n c l u s i o n ,  t h e  q u e s t i o n  n o w  b e c o m e s  
w h e t h e r  l a n d s  o w n e d  b y  t h e  A l a s k a  F . a i l r c a d  a r e  t o  b e  c o n s i d e r e d  
" s t a t e  l a n d 3 "  f o r  c h e  p u r p o s e s  o f  t h i s  c o n s t i t u t i o n a l  p r o v i s i o n .  
T o  b e  s u r e ,  s e c t i o n  6 2 . 4 0 . 3 5 0 ( a )  o f  t h e  A l a s k a  R a i l r o a d  C o r p o ­
r a t i o n  A c t  a u t h o r i z e s  t h e  A l a s k a  R a i l r o a d  t o  h o l d  t i t l e  t o  r a i l ­
r o a d  l a n d s .  F u r t h e r m o r e ,  t h e  A l a s k a  R a i l r o a d  C o r p o r a t i o n  i s  s a i d  
t o  h a v e  a  l e g a L  e x i s t e n c e  i n d e p e n d e n t  o f  t h e  s t a t e .  S e e  A S  4 2 . -  
4 0 . 0 1 0 .  B u t  t h e  f a c t  t h a t  t h e  A l a s k a  R a i l r o a d  C o r p o r a t i o n  h o l d s  
l e g a l  t i t l e  t o  r a i l r o a d  l a n d s  r a t h e r  c h a n  s o m e  o c h e r  p o l i t i c a l  o r  
b u r e a u c r a t i c  s u b d i v i s i o n  o f  t h e  s c a t e  a n d  c h e  f a c t  t h a t  t h e  
A l a s k a  R a i l r o a d  C o r p o r a t i o n  h a s  a n  i n d e p e n d e n t  l e g a l  e x i s t e n c e  
d o e s  n o c  n e c e s s a r i l y  w a r r a n t  t h e  c o n c l u s i o n  t h a t  r a i l r o a d  l a n d s  
a r e  r . c c  s t a t e  * . a n c s  f o r  c h e  p u r p o s e s  o f  a r t i c l e  V I I I ,  s e c t i o n  1 0 .

A c o n s t i t u t i o n  m u s t  b e  r e g a r d e d  a s  f u n d a m e n t a l  l a w  a n a  
i t  s h o u l d  b e  i n t e r p r e t e d  i n  s u c h  a  m a n n e r  a s  t o  c a r r y  o u t  t h e
b r o a d  p r i n c i p l e s  c o n t a i n e d  i n  i c .  S e e  O p i n i o n  o f  J u s t i c e s  t o
S e n a t e , 4 3 6  N . E . 2 d  9 3 5  ( M a s s . ' 1 9 8 2 ) .  E v e r y  p r o v i s i o n  o r  a  c o n ­
s t i t u t i o n  s h o u l d  b e  g i v e n  m e a n i n g  a n d  e f f e c t ,  a n d  r e l a t e d  p r o ­
v i s i o n s  s h o u l d  b e  h a r m o n i z e d .  S e a  P a r k  v .  S t a t e , 5 2 3  ? . 2 d  7 8 5  
( A l a s k a  1 9 7 4 ) .  M o r e o v e r ,  a  c o n s t i t u t i o n a l  p r e v i s i o n  s h o u l d  r e ­
c e i v e  a  r e a s o n a b l e  a n d  p r a c t i c a l  interpretation i n  a c c o r d a n c e  
w i t h  c o m m o n  s e n s e .  S e e  W a r r e n  v .  T h o m a s , 5 6 8  ? . 2 d  4 0 0  ( A l a s k a  
1 9 7 7 ) .  L a s t l y ,  a  c c u r c i  In c o n s t r u i n g  a  c o n s t i t u t i o n a l  p r o ­

v i s i o n ,  m u s t  c o n s i d e r  c h e  m e a n i n g  t h e  v o t e r s  w o u l d  h a v e  p l a c e d  o n  
t h e  p r o v i s i o n .  S e e  D i v i s i o n  o f  E l e c t i o n s  v .  J o h n s t o n e ,  6 6 9  P . 2 d  
5 3 7  ( A l a s k a  1 9 8 3 ) ;  l l a m m o n a  v .  H o f  c h e c k , 5 7 7  P . 2 d  I U 5 2  ( A l a s k a  
1 9 8 1 ) ;  S t a t e  v .  L e w i s , 5 5 9  P . 2 d  6 3 0  ( A l a s k a  1 9 7 7 ) .

L T i e n  - a i l  t h e  p r o v i s i o n s  o f  a r t i c l e  V I I I  a r e  c o n s i d e r e d  
t o g e t h e r ,  i c  i s  d i f f i c u l t  t o  d i s c e r n  a  c o n s t i t u t i o n a l  d i s t i n c t i o n  
b e t w e e n  l a n d s  o w n e d  b y  a  p u b l i c  c o r p o r a t i o n  c r e a t e d  b y  t h e  s t a t e  
a n d - o c h e r  s c a t e  l a n d s .  S e c t i o n  9 ,  f o r  e x a m p l e ,  a u t h o r i z e s  t h e  
l e g i s l a t u r e  t o  " p r o v i d e  f o r  t h e  s a l e  o r  g r a n t  o f  s t a t e  
l a n d s  Mo  o r e  w o u l d  s e r i o u : l y  a r g u a  t h a t  t h e  l e g i s l a t u r e
h a s  n o  s u c h  a u t h o r i t y  o v e r  A l a s k a  R a i l r o a d  l a n d s  b e c a u s e  t h e y  a r e

1 /  T h e  A l a s k a  S u p r e m e  C o u r t  h a s  h e l d  t h a t  t h e  w o r k  p r o d u c t  o f  
t h e  C o m m i t t e e  o n  S t y l i n g  a n d  D r a f t i n g  i s  a  v a l u a b l e  a i d  i n  
d e t e r m i n i n g  t h e  i n t e n t  o f  t h e  C o n s t i t u t i o n a l  C o n v e n t i o n .  S e e  
W a l t e r s  v .  C e a s e .  3 S 8  ? . 2 d  2 6 3  ( A l a s k a  1 9 6 4 ) .  '
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B r u c e  T e n n a n t  M a r c h  3 ,  1 9 0 5
A s s i s t a n t  A t t o r n e y  G e n e r a l  ” a g e  4
3 6 6 - 3 3 6 - 0 5

n o c  s t a t e  l a n d s .  I n  f a c e ,  A S  4 6 . 4 0 . 2 3 5  o f  t h e  A l a s k a  P . a i l r o r d  
C o r p o r a c i o n  A c t  r e a u i r e s  p r i o r  l e g i s l a t i v e  a p p r o v a l  o f  a n y  s a l e  
o f  t h e  r a i l r o a d ' s  " e n t i r e  i n t e r e s t  i n  i t s  l a n d s , "  O n e  m u s t  c o n ­
c l u d e ,  t h e n ,  t h a t  t h e  w o r d  " o t a c e "  i s  u s e d  i n  b r o a d ,  g e n e r i c  
s e n s e  t h r o u g h o u t  a r t i c l e  V I I I .  T h a c  i s  t o  s a y ,  c h e  w o r d  d o e s  n o t  
n r ' e r  s i n p l y  t o  t h e  s t a t e ' s  e x e c u t i v e  b r a n c h  a n d  i t s  v a r i o u s  b u ­
r e a u c r a t i c  d e p a r t m e n t s  b u t  r a t h e r  r e f e r s  t o  a  p o l i t i c a l  c o m m u n i t y  
o f  s e l f - g o v e r n i n g  c i t i z e n s .  2 /  G i v e n  t h i s  i n t e r p r e t a t i o n ,  " s t a t e  
l a n d , "  a s  u s e d  i n  a r t i c l e  V I I I ,  s e c t i o n  1 0 ,  e n c o m p a s s e s  a i l  L a n d s  
h e l d  i n  c o r m o n  b y  t h e  p o l i t i c a l  c o m m u n i t y  o f  A l a s k a n  c i t i z e n s  
r a t h e r  c h a r ,  o n l y  t h o s e  l a n d s  n o n i n a l l y  h e L d  b y  o n e  o f  t h e  p r i n c i ­
p l e  d e p a r t m e n t s  o f  r h e  e x e c u t i v e  b r a n c h  r e c o g n i z e d  b y  a r t i c l e  
I I I ,  s e c t i o n  2 2 ,  o f  t h e  A l a s k a  C o n s t i t u t i o n .  T h i s ,  o f  c o u r s e ,  
i n c l u d e s  l a n d s  h e l d  b y  c h e  A l a s k a  R a i l r o a d .  T h e  A l a s k a  R a i l r o a u ,  
a f t e r  a i l ,  i s  a  p u b l i c  c o m o n t i o n .  I t  h a s  a  p u b l i c  n a t u r e  a n d ,  
i n  a  d e e p e r  s e n s e ,  i t  o w n e d  b y  t h e  p e o p l e  o f  A l a s k a .  S e e  1 J
C . J . S .  C a r n o r a t ' - o r . r ,  § 1 8 .  T h i s  p u b l i c  n a t u r e ,  t h e n ,  i s  e n c u g n  t o  
b r i n g  i t  w i t h i n  t h e  s c o p e  o f  a r t i c l e  V I I I ,  s e c t i o n  i O .

T h e  s a m e  r e s u l t  i s  r e a c h e d  i f  o r . c  a p p l i e s  t h e  t e s t  j r - t
c u t _  i r .  h a m m o n d  v .  i l o f f b e c k . 6 2 7  P .  2 d  1 0 5 2  ( A l a s k a  1 9 8 1 ) .  N o  c r . e
w o u l d  s e r i o u s l y  a r g u e  t h a c ,  h a d  t h e  A l a s k a  R a i l r o a d  C o r p o r a t i o n  
b e e n  i n  e x i s t e n c e  a c  t h e  L i m e  o f  r a t i f i c a t i o n . t h e  v o t e r s  w h o  
r a t i f i e d  t h e  A l a s k a  C o n s t i t u t i o n  w o u l d  h a v e  c o n s i d e r e d  i t s  l a n a s  
t o  b e  e x e m p t  z r o m  a r t i c l e  V I I I ,  s e c t i o n  1 0 .  T h e  e x a c t  o p p o s i t e  
v o u  1  d  h a v e  b e e n  t h e  c a s e .  T h e  v o t e r s  w o u l d  c l e a r l y  h a v e  v i e w e r .  
A l a s k a  R a i l r o a d  l a n d s  a s  s t a t e  l a n d s .  A c c o r d i n g l y ,  i t  i s  o u r
o p i n i o n  t h a t  t h e  p h r a s e  " s t a c a  l a n d s , "  a s  i t  a p p e a r s  i n  a r t i c l e  
V I I I ,  s e c c i o n  1 0 ,  e n c o m p a s s e s  l a n d s  h e l d  b y  t h e  A l a s k a  R a i l r o a d  
a n d ,  a s  a  c o n s e q u e n c e ,  p r i o r  p u b l i c  n o t i c e  m u s t  b e  g i v e n  b e f o r e  
C h e  A l a s k a  R a i l r o a d  l e a s e s  a n y  o r  i t s  l a n d 3 .

D i s c u s s i o n  o f  Q u e s t i o n  2 :

A S  3 S . 0 5 . 0 7 5  r e q u i r e s  l e a s e s  o f  s c a t e  l a n d s  t o  b e
a w a r d e d  t o  t h e  h i g h e s t  q u a l i f i e d  b i d d e r .  S e c t i o n  4 2 . 4 0 . -  
9 2 0 ( b ) ( 1 0 )  o f  t h e  A l a s k a  R a i l r o a d  C o r p o r a t i o n  A c t ,  h o w e v e r ,  
s p e c i f i c a l l y  e x e m p t s  t h e  A l a s k a  R a i l r o a d  f r o m  t h e  r e q u i r e m e n t s  o f  
A S  3 8 .  A c c o r d i n g l y ,  c h e  A l a s k a  R a i l r o a d  C o r p o r a c i o n  i s  n o t  
r e q u i r e d  t o  a w a r d  l e a s e s  o f  i t s  l a n d  b y  c o m p e t i t i v e  b i d d i n g .

JBM:eoc

2 /  T h i s  i n t e r p r e t a t i o n  i s  i n  a c c o r d  w i t h  t h e  r u l e  t h a t  a  c o n s t i ­
t u t i o n a l  p r o v i s i o n  s h o u l d  b e  i n t e r p r e t e d  s o  a s  c c  c a r r y  o u t  c h e  
b r o a d  p r i n c i p l e s  c o n t a i n e d  i n  i t .
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A u d i t  c r i t i c i z e s  

r a i l r o a d  p r o j e c t

By DAVID GERMAIN
The Associated Press

J U N E A U  —  T h e  Alaska Railroad Corp. 
mishandled the lease and sale of heavy-con- 
struction equipment used to replace rail ties 
last year, according to a legislative audit re-

While one l a w m a k e r  said it’s a sign the P'\£h  1 'Y
state must watch the railway's operations and L/ n  I \ < [  » n  v / V v  s>
finances m o r e  closely, railroad m a n a g e m e n t  . .
said it m a d e  sound business decisions to ob- t j V  \ i t (
tain equipment that could handle the w o r k  ^ 1 >
m o r e  efficiently.

T h e  report by the Legislative B u d g e t  and 
Audit Committee said the railroad o w n e d  m a ­
chinery that might have handled the w o r k  in 
1996. w h e n  about 98.000 railroad ties w e r e  re­
placed. But railroad operators decided to 
lease other equipment to do the job then sold 
off m u c h  of the machinery it already owned, 
the audit said.

T h e  railroad failed to c o m p a r e  the cost of 
using the machinery it o w n e d  with the ex­
pense of leasing equipment, the audit said.

R A I L R O A D :  A u d i t  c r i t i c i z e s  p r o j e c t

Continued (rom Page F-1 '

Without such an analysis, 
railroad m a n a g e r s  cannot 
k n o w  if they m a d e  the right 
business decision, the report 
said

"Similar to findings in pre­
vious audits, the railroad con­
tinues to avoid competitive 
business practices." the re­
port said.

While the rail ties were be­
ing replaced, the corporation 
sold s o m e  of its heavy m a ­
chinery to two out-of-state 
comp an ies  for about 
$409,000. T h e  audit criticized 
railroad m a n a g e m e n t  for not 
putting the equipment up for 
sale through a competitive 
auction that could have 
brought a higher price.

"T he y might have gotten

m o r e  m o n e y  for it. W e  just 
d o n’t know," said Rep. Terry 
Martin, R-Anchorage, vice- 
chairman of the legislative 
audit committee and a fre­
quent critic of railroad opera­
tions. “T h e  point is they did­
n't even attempt it. It w a s  a 
quick deal for s o m e  quick 
money."

F o r m e r  Gov. Bill 
Sheffield, the railroad's 
board chairman and acting 
president, said the corpora­
tion struck a good deal for 
equipment that had a limited 
market and that " W e  got top 
dollar for it."

T h e  railroad chose to lease 
machinery because the rental 
equipment w a s  newer, faster 
and m o r e  efficient, Sheffield 
said.

Martin said the railroad

has had a history of operating 
inefficiently since the state 
bought it fr o m  the federal 
government in 1985. A s  a sep­
arate corporation, the rail­
road has a freer hand on its 
finances and operations than 
do slate agencies or lhe Alas­
ka lorry system.

A  bill proposed by Martin 
would put the railroad u n­
der the state budget, sub­
jecting it to legislative fund­
ing approval a n d  stricter 
rules.

Sheffield said such a 
m o v e  would eventually kill 
the railroad. T h e  uncertain­
ties of year-to-year budget 
review by the Legislature 
would foul u p  the railroad’s 
long-term contracts and 
loans with suppliers and 
banks, he said.



NEWS RELEASE
20th Alaska Legislature

For Im m ediate Release Contact: Rep. Terry Martin
June 23, 1997 (907) 258-8169

AUDIT UNDERSCORES MISMANAGEMENT 
OF ALASKA RAILROAD ASSETS

ANCHORAGE, AK -- The Alaska Railroad Corporation needs to clean up its 
act when it comes to leasing equipm ent and disposing of surplus equipm ent 
it may no longer need, according to an audit of ARRC activities released today 
by the Legislative Budget and Audit Committee.

LBA vice-chairman Rep. Terry Martin said the audit clearly shows that 
railroad managers need to be brought under tighter control by the state.

"Here we have a maverick, state-owned corporation blowing its budget on 
new equipm ent instead of using equipment it already owns," Martin said. 
"Then it disposes of the equipm ent -- state property -- w ithout bothering with 
competitive bids. Even the state's old steel desks are sold by sealed bid, but 
that's not good enough for the railroad. They got more than $400,000 for the 
stuff, but Lord only knows how much more it was worth on the open market. 
This exposes the railroad to charges of favoritism."

The audit takes the railroad to task for leasing heavy equipm ent used last 
year to replace 98,000 cross ties. The leased equipm ent was contracted under 
the railroad's loosely-worded emergency procurem ent rules that circum vent 
accepted bidding procedures laid out in state law. The aud it also notes that 
the railroad should have produced an analysis to docum ent the need for new 
equipm ent, as opposed to using adequate equipm ent that the state owned 
outright.

Instead, that equipm ent was surplused and sold through direct 
negotiations between a lower-level supervisor and two outside companies, an 
action that also is outside the standard disposal process. In its response to the
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audit, the railroad said the fact that upper management did not sign off on the 
sale documents was an "oversight."

Martin said he was disappointed by the railroad's arrogant attitude toward 
the audit, in which ARRC board chairman Bill Sheffield said he appreciated 
the auditor's "willingness to share (his) opinions with us."

"This is not the legislative auditor 'sharing' his opinion," Martin said. 
"This audit points to glaring deficiencies in the management of state assets. If 
Mr. Sheffield and his people had given sincere consideration to the findings 
and recommendations of the auditors over the past two years, instead of just 
making snotty comments, the railroad would not continue having the 
problems it has today."

- end -
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LEGISLATIVE BUDGET AND AUDIT COMMITTEE
Division of Legislative Audit

P.O. Box 113300 
Juneau, AK 99811-3300 

(907) 465-3830 
FAX (907) 465-2347 

Internet e-mail address: 
legaudit@legis.state.ak.us

M-E-M-Q R A N P .U M

TO: Members of the Legislative Budget
and Audit Committee

FROM: Randy S. Welker //fy td t/
Legislative Auditor

DATE: June 17, 1997

RE: Final Audit Report

At the Legislative Budget and Audit Committee meeting held on May 12, 1997, a motion 
was unanimously approved that provided for the release of the preliminary audits presented 
at that meeting.

According to the discussion, it was the committee’s desire to release the reports in a timely 
fashion instead o f waiting for the next meeting. The enclosed final report on the Alaska 
Railroad is ready for release, therefore, we are sending the audit to you for your review. After 
you have had a chance to review the report, please contact me, if you have any objection to 
its public release.

If we have not heard any objection to the release o f the report by 12:00 p.m. (noon) on 
Monday, June 23, 1997, we will consider the report a public document and proceed with our 
final audit distribution. If  objection is heard, we will notify all members that the report will 
be held for the next meeting of the Committee. The other preliminary audits will follow in 
the same manner in the very near future. We have not yet received all responses from the 
audited agencies and/or completed our review of their response.

Thank you for your review, and if you have any questions, please contact me at 465-3830.

ALASKA STATE LEGISLATURE DIVISION OF LEGISLATIVE AUDrT

mailto:legaudit@legis.state.ak.us


R E P .  M A R T I N

LEGISLATIVE BUDGET AND AUDIT COMMITTEE
Division of Legislative Audit

P.O.Box 113300 
Juneau. AK 99811-3300 

(907) 465-3830 
FAX (907) 465-2347 

Internet e-mail address: 
legaudit@legis.state.ak.us

SUMMARY OF: A Special Report on the Department of Commerce and Economic 
Development. Alaska Railroad Corporation, Equipment Acquisitions and 
Disposals. March 24, 1997.

PURPOSE OF THE REPORT

In accordance with Title 24 of the Alaska Statutes and a s p e t ^  request by the Legislative 
Budget and Audit Committee, we conducted an audit o £ ^ S ^ l« k a  Railroad Corporation’s 
(ARRC or the railroad) activities related to se lec t|4 -^ tp$uons and disposals of heavy rail 
equipment in 1996. < 1 1 ^

■ W m - .
RACKGROUND INFO

ARRC received a $10 million federal grant in 1996 to undertake an extensive railroad tie 
replacement program and smaller track stabilization projects. To complete such efforts, the 
railroad believed it needed the use of new equipment: ARRC’s current machinery was not 
thought to be sufficient for the tasks envisioned. As such, the railroad leased both tie 
replacement and track surfacing machinery during 1996; these procurements were effected 
through two invitations to bid ( i f  fe)"issued under the auspices of “emergency procurements.” 
Additionally, ARRC issued an ITB for brushcutting equipment to be used for routine 
maintenance o f way activities. ARRC then disposed of its wholly-owned equipment thatthe 
leased machinery replaced; the railroad negotiated sales of the items to two rail service 
companies based outside of Alaska. ARRC received $408,908 in proceeds. /  :<■

J,". v1 ,\
’ ̂  Lm . •L. V*’

REPORT CONCLUSIONS
.....................

i fN o formal analysis of equipment options.performed

■ ' '  • • r*  • —

No formal analysis documenting the basis for ARRC’s decision’to lease new equipment and 
sell the owned machinery was prepared. The railroad did not perform any comparison o f the

- A 1 * — - * ‘ — C' A I * I J / '  ̂  „ -   ? - . .  Am i L . ,  a  F ,1. A I AnnA/I lf.01  .  f

mailto:legaudit@legis.state.ak.us


No documentation is available to show that the proper approvals were provided prior to the 
retirement and sales o f the subject equipment and parts. A  lower-level supervisor was the 
only ARRC signer on many authorization for retirement and bill o f sale forms. No executive 
management authorization was evident in any of the forms available for our review.gift*

Weaknesses noted in procurement of leased equipment V
' '• ‘i *■We noted weaknesses in the methodology o *wed to procure leases o f equipment 

Specifically, we have concerns about thejrailrdJflWEt adverdsing the ITBs within Alaska, the 
bid evaluation criteria not being weB-fc^ofe, ARRC not protecting itself through the use o f 
liquidated damage provision^jf^fwffcts, and the railroad modifying the details o f an ITB 
after selecting a contractor.

ARRC definition o f emergency Drocurements overlv_bmad

ARRC’s definition o f what may constitute an emergency procurement does not appear to be 
substantially equivalent to that in the state procurement code. Under the railroad’s definition, 
almost any procurement could be construed as impacting ARRC’s financial condition and 
therefore classified as an “emergency.” We do not believe this rule to be necessary as it could 
encourage circumvention of competitive practices.

FINDINGS AND RECOMMENDATIONS

1. ARRC should document the rationale behind its management decisions.

2. ARRC should competitively offer significant disposals of.its_assets.

3. ARRC should ensure_asset disposals show evidence-of manaeement-approval.

4. ARRC shouldiinprgyg its.compgtitive..bid procedures.
•Mpf, ’* •*;

5. ARRC should modify its purchasing rules related to emergency procurements.

ALASKA STATE LEGISLATURE DIVISION OF LEGISLATIVE AUDIT
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LEGISLATIVE BUDGET AND AUDIT COMMITTEE 
Division of Legislative Audit

P .O . B o x  1 1 3 3 0 0  

J u n e a u .  AK 99811 - 3 3 0 0  

(907)4 6 5 - 3 8 3 0  

FAX (907) 4 6 5 - 2 3 4 7  

I n t e r n e t  e - m a i l  a d d r e s s :  

l e g a u d i t @ I e g i s . s t a t e . a k .u s

March 24, 1997

Members of the Legislative Budget 
and Audit Committee:

In accordance with the provisions of Title 24 of the Alaska Statutes, the attached report is 
submitted for your review. A-/>

DEPARTMENT OF COMMERCE AND ECONOMIC DEVELOPMENT 
ALASKA RAILROAD CORPORATION 

EQUIPMENT ACQUISITIONS AND DISPOSALS

March 24. 1997

Audit Control Number 

08-4552-97
1• 4 ' ' '-vj »Zt *• . ' • ’' , i ■,-> . •1

The objective o f this audit was to determine if the Alaska Railroad Corporation’s activities
related to selected 1996 acquisitions and disposals of heavy rail equipment were reasonable and ,
in compliance with applicable statutes and the railroad’s rules.

. - . • . ; •
....... : ^_____The audit was conducted in accordance with 

Field work procedures utilized in the course
generally accepted government auditing standards, 
of developing the findings presented in this reportr  °  ° r . 

are discussed in the Objective. Scope, and Methodology section of this report. Audit results can
isions and Findings and Recommendations.be found in Report Conclusions and Findings

mailto:legaudit@Iegis.state.ak.us
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O B J E C T I V E ,  S C O P E ,  A N D  M E T H O P O L O G V

In accordance with Title 24 of the Alaska Statutes; nd a special request by the Legislative Budget 
and Audit Committee, we conducted an audit of the Alaska Railroad Corporation’s (ARRC or the 
railroad) activities related to selected acquisitions a’-.d disposals of heavy rail equipment in 1996.

Objective

jV-
The objective of our audit was to determine if .ARRC’s activities related to specific 1996 
acquisitions and disposals of heavy rail equipment were reasonable and in compliance with 
applicable statutes and ARRC rules.  ̂Ay';

; «;V - 
. • • 

-‘' «• ■

•,rr:

•
Acquisitions: We reviewed ARRC's procurement of leased heavy rail equipment to be used on 
railroad tie replacement, rail surfacing, and brushcutting activities during 1996. A total of eleven 
such items were leased by ARRC during portions of 1996.

Disposals: We reviewed six 1996 ARRC sales of used rail equipment and associated parts that
included 30 pieces of heavy machinery.

AvA ' . • • V--. • ;

^  ■ . m &  ■
Methodology

i £ '••• ■ . . ... . ' M t e. .. . * * tM Y’ . . 1
Our methodology included review and analysis of ARRC procurement and disposal files for the 
subject items, including ARRC bid documents, contractor replies to bids, ARRC evaluation of 
bids, correspondence, contracts, bills of sale, and railroad property records. We also reviewed '
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Q  RG A .N1Z ATJQ1V. ANP.FUNC1IQN

The Alaska Railroad Corporation t ARRC or the railroad) was established by AS 42.40 after the 
railroad was purchased for S22.3 million by the State from the federal government in 
January 1985. ARRC is a public corporation and an instrumentality o f the State within the 
Department o f Commerce and Economic Development, but by statute it has a legal existence 
independent of, and separate from, the State. The corporation’s board of directors is responsible 
for its management, but has delegated the powers and duties necessary for the administration of 
daily affairs and operations of the corporation to the chief executive officer (CEO). In turn, the 
CEO has designated other executive officers to oversee the various departments.

The Maintenance and Engineering Division is directed by a vice-president and includes areas of 
functional responsibility such as the engineering and mechanical departments, environmental 
sendees, and purchasing. Engineering and purchasing were the two departments with primary 
responsibility for the acquisition and disposal of the equipment that is the subject of this audit.

ARRC is no* subject to the Executive Budget Act; capital improvement programs are approved 
by the railroad’s board of directors. While the board members are appointed by the governor 
and subject to confirmation by the legislature, neither the executive nor legislative branch has 
direct control over the daily financial and program activities of the corporation.

' I- r . ' ■
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P A C K G R O U N P  IN F O R M A T IO N
•TS&.V.

In  la te  1 9 9 5 ,  th e  A la s k a  R a i l r o a d  C o r p o r a t io n  ( A R R C  o r  th e  r a i l r o a d )  a p p l ie d  f o r  a  g ra n t fro m

the U.S. Department of Transportation. Federal Railroad Administration (FRA) to provide the 
majority of the funding of particular capital rehabilitation and improvement projects. 
Specifically, the railroad wished to undertake a major railroad tie replacement program in 1996 
estimated to cost approximately S9.6 million; additional smaller track stabilization projects 
were also planned for that year. 1 As a result. FRA granted ARRC $10 million to complete the 
tie and stabilization projects. The scope of the grant included funding the purchase and 
installation of approximately 81.000 cross ties as well as stabilizing the track structure in Healy 
Canyon. The work was to be completed by the end of calendar year 1996.2

ARRC has represented that the federal grant monies and the resulting extensive tie replacement 
program were major impetuses in its actions relating to its 1996 acquisition and disposal of 
heavy rail equipment. According to the railroad, ARRC’s last major tie replacement program 
occurred in 1989 when approximately 120,000 ties were installed. Since that point, the 
railroad’s tie programs had been considerably smaller, averaging approximately 9,000 tics per
year. As a result, ARRC did not believe that its current heavy equipment used in tie
replacement and track surfacing activities would be sufficient to complete a project o f the 
magnitude planned. The railroad decided to use a portion of the federal grant monies to lease 
new equipment to be used on the work effort. ARRC determined it needed to lease equipment
both for tie replacement3 and track surfacing activities.** :

To effect these procurements. ARRC issued two invitations-to-bid in late January 1996. Both 
were issued under the auspices of ARRC procurement rule 1400.3, Emergency Procurements, 
permitting “competition that is practicable under the circumstances.” Soon after. ARRC 
entered into lease contracts for the equipment it desired. ARRC used the machinery throughout 
1996 on the extensive work effort: approximately 98,000 ties were replaced before weather ~-t 
concerns halted the program for the year. At completion of the project for the year, the railroad : 
returned the majority of the equipment to the lessors, exercising a purchase option on one piece 
of machinery; lease costs totaled $374,746 for this equipment for the year, while ARRC paid 
$181,000 to exercise the purchase option. For the 1997 tie program, ARRC plans to lease more» r  r  * o  9 r

equipment primarily through sole-source conventions; this approach is based on compatibility
concerns for operations and repair. : .*

' ■

‘in its application for the grant monies. ARRC pledged to expend S2.3 million of its funds for projects designed to "txUna lhe 
benefits o f  the FRA funded programs" The railroad-funded projects were to include “additional ballasting and surfacing, rail 
programs, passenger equipment rehabilitation, and depot improvements." y
'A subsequent amendment to this agreement extends the completion date of the project until December 31. 1997. We understand
that ARRC and FRA have entered into another separate SI0 million grant arrangement for additional tic replacement and 
purchase of collision avoidance equipment tor 1997.
Tie replacement equipment included tuo tie insertors and one each anchor squ**7"  «nrhnr «mt cnitr*. ^ •
Track surfacing equipment included ballast regulators and production tampers 
JSee Report Conclusions for more information on this topic.

- 5 -
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R E P O R T  C O N C L U S IO N S

As stated in the Objective, Scope, and Methodology section of the report, this audit reviewed 
the Alaska Railroad Corporation's (.ARRC or the railroad) activities related to selected 1996 
acquisitions and disposals o f heavy rail equipment. We noted shortcomings in both areas. We 
are concerned that the railroad failed to prepare a formal determination delineating ARRC’s 
rationale for electing to lease new on-track heavy equipment and dispose of its older 
machinery. Further, the disposal process undertaken by ARRC did not include competitively 
offering the equipment to the entire marketplace; similar to findings in previous audits, the 
railroad continues to avoid competitive business-Dractices. We also took issue with a decision 
of this magnitude seemingly being made by a relatively low-level employee; the railroad could 
not provide documentation of .ARRC management’s knowledge nor approval of the disposal 
proceedings. We also noted weaknesses in the manner in which ARRC attempted to procure the 
leased equipment used in the 1996 tie replacement and rail surfacing programs. Finally, we 
believe the railroad’s definition of what constitutes an emergency procurement may permit 
excessive latitude in its business dealings. Our detailed conclusions follow.

No formal analysis of equipment options performed

One of the findings of ARRC's annual management audit performed by an outside consulting 
firm has been that the railroad appeared to be carrying an “extraordinarily large” heavy 
equipment fleet; further, the consultants stated that a number of pieces of equipment are in use 
“well beyond their expected life." As such, the consultants recommended that ARRC reduce 
heavy equipment ownership and stated that “as equipment needs to be replaced, other 
alternatives. . . should be care fully examined.” [Emphasis added] ARRC has represented to us 
that, based upon this recommendation, the requirements of the upcoming tie replacement 
program, and an overall favorable used rail equipment market, the railroad decided to dispose 
of a considerable amount o f on-track heavy equipment and lease the machinery needed for the 
1996 work effort. $ X t 'A

tf'W
ft;-1

However, no formal analysis documenting the basis for ARRC’s decisions was prepared. The 
railroad has represented to us that the ARRC general roadmaster and the track and equipment 
supervisor reviewed work orders and discussed reliability issues with the mechanics who repair 
thp railroad’s eauinment fleet: this was numnrtedlv done in an effort to determine whichthe railroad’s equipment fleet: this was purportedly done in an effort to determine ydiich 
machines had been troublesome in the past and should be retired. No documentation of this 
review was ever prepared, however. More importantly, no comparison of the cost nor 
productivity o f the owned machinery to that of the prospective leased equipment was ever 
made; it does not appear that the railroad took such concepts as cost per unit of production nor 
other quantitative measures into account in reaching its conclusion about which course of 
action to follow.

- 7 -•rVCVv' ‘ ' *■ ■ " >•. V
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equipment'without any analysis supporting this determination. Prudent administration of most 
organizations, particularly government-owned organizations, requires that management• * * *  ̂ i ,4
document the basis for major decisions. This is especially true when facing questions with far- 
reaching impacts such as those involving major equipment acquisitions and disposals. As 
discussed in Recommendation No. 1. we believe ARRC needs to document the rationale behind

* • . -v * j . • .• itsactions*: * - \  v .

Disposals of equipmentJioLcomp.etitively.offered ■ ; . Vy
' v

Subsequent to its “decision" as to which items were to be retired, ARRC turned its attention to ; 
the manner in which they would be offered for sale. ARRC represented to us that it contacted ' 
several companies that it believed might have potential uses for the equipment;7 however, these-' 
contacts were not documented. From July through November 1996, the railroad’s track and '. 
equipment supervisor negotiated the sale of 30 items8 to two companies; prices were 
purportedly set through the negotiation process, subject to a range determined through review 
of trade publications. However, no documentation was prepared detailing the negotiations. 
Further, no competitive offering was apparently considered.

We believe a private placement such as this violates the most basic tenets of good business 
practices. By not offering the sale of this equipment competitively in the open market, ARRC 
had no way of knowing if it received a fair price for the equipment. The railroad received 
$408,908, a considerable sum: however, it is unknown what proceeds this equipment may have 
provided if it were offered to a larger number of prospective buyers, each on equal footing.

6Thesc options, of course, arc not mutually exclusive; the tailroad could also have used some combination of the three 

alternatives.

7A R R C  purportedly selected these companies from its knowledge of the industry and a review of trade publications.

*In addition to the equipment, ancillary parts reported to be specific to the machinery sold were also included in the negotiated 

sales.

-8-
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ARRC Board Rule No. 9 defines the objective of ARRC’s surplus property disposal policy as 
assuring

. . that [ARRC] identifies and disposes o f excess personal property in a 
manner that maximizes the return to the [railroadJ, and provides a fa ir and 
equitable opportunity to all, members o f  th ? general public who are interested in 
purchasing the excess property."1 [Emphasis added]

The rule continues that surplus property may be sold by sealed bid, public auction, or through 
direct sales. We believe that, in order to meet the intent of the policy requirements, a disposal of 
this magnitude warrants a competitive offering. See Recommendation No. 2.

Equipment sales decisions.made bv lQwer-level.supervjsQr

Alaska Statute 42.40 permits the railroad’s board of directors to delegate the powers and duties 
necessary for the daily administration of the corporation to the chief executive officer (CEO). 
The CEO may then designate other executive officers different powers. The vehicle used by 
ARRC to delegate this authority to the officers and others is the railroad’s Aoproval Authority 
Guide (AAGj. The intent of this guide is to “show normal day-to-day business activities that 
are delegated to assure a smooth running company."

The AAG delegates the authority for the dispost 1 of material and equipment to the executive 
officers. While any o f the vice-presidents may deelare property excess, only the CEO and vice- 
presidents o f finance/administration and operations may actually approve the transfer of title.

However, no documentation is available to show that the proper approvals were provided prior 
to the retirement and sales of the subject equipment and parts. In a number of cases. ARRC’s 
track and equipment supervisor was the only railroad signer on the authorization for retirement 
and bill of sale forms.9 No executive management authorization was evident in any of the forms 
available for our review.

^  ̂ j   ̂ ^^ |

While ARRC has represented to us that management was aware of the proposed excess and 
sales activities, no documentation of such could be provided by the railroad. As we discuss in 
Recommendation No. 3, there is no substitute for properly documenting that appropriate parties 
are informed and consent to the determined course of action.

"this supervisor was the same individual w h o  purportedly determined the firms to be contacted and conducted the negotiations 

for the sale and transfer of the equipment.
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ionally, ARRC wished••
railroads maintenance of way; a sepz
While we commend ARRC for attempting to use competitive principles in these procurements,

. .. ,, r  .7 J 1 . . • c V ‘A „ — i------------ *i------ 1— j '— ethodology during our review. Specifically:, weaknesses in the railroad’s methodology during

-_ ._ jc  did not advertise the issuance of the ITBs within Alaska; rather, national trade, 
publications were reviewed and potential vendors selected to receive copies of th e ; .: 

’ solicitations. ARRC has represented that it knows that none of the manufacturers o f the 
v y : ' suiyect equipment have dealers or distributors in Alaska. As such, the railroad reasoned,
* —  'any Alaskan bidders would only be brokers not truly engaged in selling railroad products on

an ongoing basis, but rather reaping the benefits of the Alaska bidder’s preference required 
to he afforded them. This argument does not appear persuasive; if  an Alaskan bidder offers
a piece of equipment on a competitive basis and performs on all other aspects10 of the 
contract, the question of whether it is a manufacturer or reseller appears to be moor.. In the- 

" spirit of competition and positive public relations, we believe ARRC should have, in*
*v;-•

addition to the other means it took, advertised the issuance of its ITBs within the state.

*<* me.

. ;; •  » inc.evaluation criteria used in the surfacing and tie replacement equipment bids was not
well defined. The ITBs stated that “fa]n award will be made to the low, responsive,'

* responsible bidder that meets the requirements as set forth  in the specifications andd
compliance thereof." However, the solicitation also states that “[t]he delivery date may be a 
deciding factor in the award o f a contract " ;md requests the bidders to furnish the earliest 
firm date for delivery if the delivery date specified in the ITB cannot be met. If  ARRC 
wished to introduce evaluation criteria other than price, we believe it may have been 
prudent to issue this procurement inquiry as a request for proposal rather than an ITB ancL 
explicitly define the criteria and respective point values to be used in the evaluation.

ARRC did not include a provision for liquidated damages in its lease contracts for the 1996 
equipment. As such, there was no tangible incentive for the vendors to meet the promised 
delivery dates. At least one vendor was substantially late in delivery; ARRC was forced to. 
scramble to find a replacement unit to permit the planned projects to continue. We 
understand the railroad has included such a clause in some contracts for the 1997 lease 
procurements; we believe this provision should be included in all ARRC procurement 
contracts where timeliness of performance is critical.

l0Through add itional c riteria  in an 1TB. perhaps related  to provision  o f  m ain ten an ce  o r tra in in g , A R R C  can ensure it receives the  
necessarv service  from  a  vendor.

1 0 -
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• In its solicitation for brushcutting equipment, all indications were that ARRC was 
requesting bids for one machine. However, based on the responses to the ITB, the railroad 
instead decided to lease two machines from the successful bidder. This doubling of the 
quantity initially specified in the ITB could have the effect of changing the economics of 
the bid for the prospective v e n d o r s :  it may not be feasible for a company to bid on 
providing one brushcutter. but it may for two such machines. The overall effect is that the 
railroad may be limiting its options by excluding possible bidders from the pool of 
prospective vendors; at the same time. ARRC’s actions could heighten its exposure to bid 
protests and lawsuits.

We further discuss this issue in Recommendation No. 4.

ARRC definition of emergency procurement overly broad

Alaska Statute 36.30.015(e) requires the railroad to adopt procurement procedures that are 
substantially equivalent” to those of executive branch state agencies as embodied in the state 

procurement code and accompanying regulations.11 ARRC’s procurement rules appear to 
mirror the state procurement rules in certain respects. However, a significant difference is 
evident in an important aspect of emergency procurements.

Both the state procurement code and ARRC’s rules define situations under which emergency 
procurements may be considered necessary. Under both documents, conditions such as fire, 
flood, epidemic, environmental accident, critical equipment failure, or similar compelling 
reasons may be adequate justification for bypassing standard competitive practices. 
Additionally, both state that emergency procurement may be justified in a situation in which the 
standard practices of competitive sealed biddings or proposals are "impracticable or contrary’ 
to the interest of the agency facing the emergency. However, ARRC’s rules continue that such 
a situation may be due to **delays inherent in the normal procurement process that could cause 
ARRC to lose a market opportunity. . . . ”

Under the railroad’s definition, almost any procurement could be construed as impacting 
ARRC’s financial condition and therefore classified as an “emergency.” We do not believe this 
rule to be necessary as it could encourage circumvention of competitive practices. While we did 
not note evidence of such in this audit, we believe ARRC should nonetheless modify its 
procurement rules to eliminate this provision. See Recommendation No. 5.

A  n u m b er o f  D ivision o f  le g is la tiv e  A u d it reports have ch ron ic led  A R R C ’s d ifficu lties  w ith  th e  "su b stan tia lly  equ ivalen t"
requirem ent o f  the  state  procurem ent code. '  '11 ■ '

• - • . . ■■ !
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F INDINGS AND RECOM M ENDATIONS

The recommendations presented below are closely tied with the discussion presented in our 
Report Conclusions section. As such, much of the detail related to these recommendations 
will be found in that section and has been omitted here.

Recommendation No. 1

The Alaska Railroad Corporation (ARRC or the railroad) sho.uld_documentJthe_ratiQnale 
behind its management decisions.

v,l' •

Prudent and accountable management are hallmarks of well-run organizations. A primary 
means o f maintaining this accountability is to require that management document the 
rationale behind decisions, financial and programmatic, that have considerable impact on the 
entity. ARRC should not be an exception to this standard; quite the opposite, the railroad, in 
its unique position as a state-owned for-profit corporation, should be in the forefront o f 
providing clear evidence as to the rationale supporting its decisions.

' f
However, this was not the case regarding the 1996 decision to retire certain heavy rail 
equipment and replace some of it with leased machinery; no formal analysis documenting the 
basis for ARRC’s decision was prepared. We believe a decision of this magnitude should 
have been subject to such a standard. Some form o f analysis that compared the relative costs 
and benefits o f the options available to the railroad and provides support for the decision 
made should have been prepared and retained. Without it, there is no defensible basis for the 
decision and therefore no means for ARRC to know if it selected the most appropriate 
alternative. In the future, we recommend ARRC take the steps necessary to document its
rationale behind decisions of such magnitude. -

. 5c-As,..,
: m $  ■
'

Recommendation No. 2

-

ARRC should competitively offer significant disposals of.its assets.
Hr

VX-j'-j
By not competitively offering the heavy rail equipment disposed of in 1996, ARRC cannot 
know if it received the best possible price for the machinery. Additionally, the private 
placement practice that occurred heightens ARRC’s exposure to charges of favoritism to 
certain contractors,. • ■

As such, we recommend that significant disposals, such as those that occurred in 1996, be 
subject to a competitive process in the future.

j+-i - 13 * • • STS&ilR!
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solid business practice, jt is required tnrouen a k k u  s delegation or autnonty nandbooK.
v . . • • .

• ■ twMK.':-'
. VT , ■ ;'0 'V: ,  1 'Recommendation No. 4

'■ >  ' . . . S.r, . .
. ARRC should improve its competitive bid procurement procedures. -V:' v

, v i.. ... '(’•> . •

The railroad should ensure that all prospective bidders are given an equal opportunity to bid 
and that the evaluation criteria presented are clear. Further, we believe ARRC should include 
liquidated damage provisions in contracts when timing is important. Finally. ARRC rjiould
not materially deviate from quantities requested in bid specifications if such a change’could'

V impact the prospecti /e bidders. ^
»)-' ‘ • ■ "* . . ,*4* *'•*’• .' * • ‘

.*  •*'
fcAV’v ' ~ • ■ / ' • i ‘ c,v * 1-

Recommendation No. :>

<Wv'.’ '■ ••
ARRC should modify its purchasing rules related to.emergency procurements.

- V/ i.- •' •• .

• ’■ V.v Jv.r, ;V:*r ■

The railroad’s procurement mles^lrermit excessive latitude^n determining what may be 
considered emergency procurements. We recommend that these requirements be tightened to 

approximate the state procurement code.
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June 6, 1997

Randy Welker, Legislative Auditor 
Alaska State Legislature 
Budget & Audit Committee 
Division of Legislative Audit 
P.O. Box 113300 
Juneau, Alaska 99811

. .  - v...,-'
EXECUTIVE OFFICE 
TELEPHONE (907) 265-2403 
FACSIMILE (907) 258-1456 g  
email: sheffleldw@akrr.com

ju n  1 :•

L tG ISL n. i v t  AUDIT

Re: Preliminary Audit Report on Department of Commerce and Economic
Development, Alaska Railroad Corporation 
Equipment Acquisitions and Disposals 
March 24, 1997
Your Audit Control Number 08-4552-97 

Dear Mr. Welker

We have reviewed your draft report (08-4552-97) on the Alaska Railroad Corporation 
(“ARRC"), the stated objective of which was to determine if our activities related to specific 
1996 ARRC acquisitions and disposals of heavy rail equipment were reasonable and in 
compliance with applicable statutes and ARRC rules. We recognize that vour opinions on ... 
the reasonableness of specific actions mav differ from ours, but do appreciate vour 
willingness to share those opinions with us. Our comments on your specific 
recommendations follow.

Recommendation No. 1
' >;

The Alaska_Railroad Corporation (ARRC or the railroad) should documenUbfl '
ratl9nalg-beiiinsLltg.mqnaflemgnjt.risgisiong.

We agree with the importance of documenting the 
expenditures. ARRC’s Authorization for Expenditure (
assure that significant capital expenditures are properly justified and documented. This • ' •

Corporate Address: P.O. Box 107500, Anchorage, Alaska 99510
327 W. Ship Creek Avenue. Anchorage, Alaska 99501

mailto:sheffleldw@akrr.com


ARRC should competitively offer significant disposg|s_ofjts_ass.ets,
■■■' ■ •■■H P’--' ;,-JL We agree that significant asset disposals should be subject to a competitive process, and 

believe that our disposal processes do provide for reasonable competition' In this 
instance the auditors are critical of the process used by ARRC since the excess equipment 
was not sold through a public offering in Alaska. We determined that there was no. 
practical reason to incur the time and expense of a public offering in Alaska since there 
are no potential buyers in Alaska for railroad track maintenance equipment. In addition, 
the value of the equipment being sold was based on the seasonal needs of the railroad 
industry and would likely have decreased had we taken the time for a public offering. ??

R ecom m endation No, 3
V.

v~-

ARRC sh o u ld  en su re  a s se t d isp o sa ls  sh o w  ev idence  of m anagem en t app rova l.
• M  ■ ' "  v"-
We agree that asset disposals should show evidence of management approval. In this, 
instance the appropriate managers had approved the dispositions, but through oversight 
had not signed all of the proper forms. IM r b  f c M f  W &  ?

R ecom m endation No. 4

ARRC sh o u ld  Improve its com petitive bid p rocu rem en t p ro c e d u re s .
• • • • . •
ARRC strives to continuously improve its competitive bid procurement processes. The 
iAgki t̂iv/P anditnrc1 ppininnr wiM he considered and implemented as appropriate in future 
procurement actions. • ^
’ * • * ■y V v ; t
R ecom m endation No. 5

ARRC shou ld  modify its purchasing  ru les re la ted  to  em ergency p ro cu re m en ts .

ARRC’s authorizing legislation (AS 42.40.100(8)) directs it to adopt procurement rules 
based on those of the railroad industry. Subsequent legislation (AS 36.30.015(e)) requires 
that ARRC’s procurement rules be “substantially equivalent” to those of the State. We



Randy Welker 
June 6, 1997 
Page 3

believe that our procurement rules are consistent with the dual legislative directions ARRC 
has been given.

Thank you again for your suggestions and comments.

Sincerely,

Acting President & CEO

wjs.rw6
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Members o f the Legislative Budget 
and Audit Committee

We have reviewed the Alaska Railroad Corporation’s (ARRC or the railroad) response to the 
preliminary audit report. In general, we are encouraged by ARRC’s apparent willingness to 
review and update its procedures. However, we noted two areas in the corporation’s response 
that require additional discussion.

V. •*..

RecommendatioiiLNQj? «•;$$’•' . !'<•

ARRC should competitively offer significant disposals of its assets.

The railroad’s response to this recommendation states that Legislative Audit was “critical o f  
the [disposal] process used by ARRC since the excess equipment was not sold through a 
public offering in Alaska.” (Emphasis added) In contrast, nothing within the recommendation 
nor the related audit conclusion specifically mentioned ARRC not offering the equipment for 
sale within the State. Rather, we were critical of the railroad’s decision to not offer to sell the 
equipment in any open market, where all prospective bidders would have an equal 
opportunity to purchase these assets. Our concern was with the private placement and overall 
lack of open market competition, not merely that a public offering did not take place within 
Alaska. * . •, '

Recommendation No, 5 • "... f:

ARRC should modify its purchasing rules related to emergency procurements. -■' '{If •■■MM ■ •... >: ■
In its response, the railroad states it believes its procurement rules are “consistent with the
dual legislative directions ARRC has been given." The dual directions ARRC alleges consist
of AS 42.40.100(8), which states that the procurement procedures o f the corporation shall
"meet accepted railroad industry s ta n d a rd s and AS 36.30.015(e), which states that ARRC
shall adopt procedures “substantially equivalent” to the State Procurement Code ar^

. . .  - •- — H



3 o f  th e  Legiste.tive. B udget 
:udit C om m ittee

m m w r n m ^

> •
Dth o f  these ind iv idual statu tes set m inim um  standards, the  m ore restrictive 

v isions o f  the tw o becom e the standard to follow. For exam ple , i f  one statute required 
a  certain  procedure for purchases larger than $ 100,000 and the o th e r required i' f_r
purchases o f  only  $50 ,000 , the $50,000 test w ould becom e the s tandard  as it is m ore 
restrictive. T hat is, ind iv idual sta tu tes are considered to be part o f  a  coheren t w hole. In  no 
case w ould  procedures less restric tive than substantially equ iva len t to  the Procurem ent 
Code ever becom e the  standard .

® T he detailed, specific p rocurem en t procedures as spelled out in the P rocurem ent Code
prevail over the vague, generalized  direction to "meet accepted ra ilro ad  industry 
standards .” S tatutory construction  favors specific requ irem ents o v er vague guidelines 
w hen differences exist.

: o T he “substantia lly equ iva lent” ru le  also prevails over “ industry s t a n d a r d s in areas
r. / vj-' w here they  differ, because  it is a m ore recent statute. T he ru les o f  sta tu to ry  construction 

assum e tha t the leg islatu re  w as aw are o f  the old uindustry standards” guideline and 
w ished  to  m odify  then -cu rren t railroad  procedures by  m andating  tha t A R R C  adopt 
p rocedures substantially  equ ivalen t to  the Procurem ent Code.

To sum m arize, w e see no "dual leg is lative directions." m ixed  signals, confusion, or 
am biguity . T he statu tory  requ irem en t for A RRC to follow  procurem en t procedures 
“substantia lly equiva lent” to the P rocurem ent Code is firm . A s such , w e continue to 
recom m end tha t the ra ilroad  fo llow  purchasing rules that m ore c lose ly  approxim ate the State
Procurem ent Code.

WOE* 1 •
v'A’t '
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Rand;
Legislative Aud itor

A
Randv Sf  W elker. CPA
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LEGISLATIVE BUDGET AND AUDIT COMMITTEE

D I V I S I O N  O F  L E G I S L A T I V E  A U D I T

The Leg is la tive  Budget and A ud it Com m ittee is a 
permanent interim  com m ittee o f  the A laska  
Legislature . T h e  com m ittee is m ade up o f  five 
senators and five representatives, w ith one alternate 
from each  legislative cham ber. The chairm anship o f  
the com m ittee  alternates between t ;  two chambers 
every legislature.

The com m ittee  is responsible for providing the 
legislature w ith audits o f  state government agencies. 
The  program s and activ ities o f  state government now  
cost m ore than $ 5  billion a year. A s legislators and 
adm inistrators try increasingly to allocate state 
revenues e ffective ly  n d  make government work more 
effic ien tly , they need in formation to evaluate the work 
o f  governmental agencies. T he  audit w ork performed 
by the D iv is ion  o f  Legislative A ud it helps provide 
that in form ation .

A s a gu ide to  all their w ork , the D iv ision  o f  
Leg is la tiv e  A ud it com plies w ith generally accepted  
auditing standards established by the American  
Institute o f  C ertified  Public A ccoun tan ts and with 
government auditing standards established by the U .S . 
General A ccoun tin g  O ffice .

A udits are perform ed at the direction o f  the 
Leg isla tive B udge t and A udit C om m ittee . Individual 
legislators o r com m ittees can subm it requests for 
audits o f  sp ec ific  program s o r  agencies to the 
com m ittee fo r consideration . C op ie s  o f  all com pleted  
audits are ava ilab le  from  the D iv ision  o f  Legislative  
A ud it ’ s o ff ice s  in cither Anchorage o r Juneau.
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L E G IS L A T IV E  B U D G E T  A N D  A U D IT  C O M M IT T E Eof Legislative Audit
P.O . Box 113300 

Juneau, A K  99811-3300 
(907) 465-3830 

FAX (907) 465-2347

Members o f the Legislative Bucket 
and Audit Committee:

In accordance with the provisions of Title 24 of the Alaska Statutes, the attached report is 
submitted for your review.

DEPARTMENT OF ( OMMERCE AND ECONOMIC DEVELOPMENT 
ALASKA RAILROAD CORPORATION 
ANCHORAGE GRAVEL ACTIVITIES

July 3. 1996

\udit Control Number 

08-4547-96

The objectives o f this audit were to determine if the Alaska Railroad Corporation 's (ARRC or 
the railroad) activities related to the agreement between the railroad and the Flamingo 
Brothers Partnership were reasonable and in compliance with applicable statutes and .ARRC 
rules, if ARRC’s actions adversely impacted the Municipality o f Anchorage's plans to 
redevelop the derelict Hollywood Vista Apartment complex located adjacent to ARRC’s 
property, and if ARRC’s communications with the local government and community 
regarding this matter were at an appropriate level.

The audit was conducted in accordance with generally accepted government auditing standards. 
Field work procedures utilized are discussed in the Objectives. Scope, and Methodology 
section. Audit results can be lound in Report Conclusions and Findings and Recommendations.

Randv$<\Vclkcr. CPA 
Legislative Auditor
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O B JE C T IV E S , S C O P E , A N D  M E T H O D O L O G V

In accordance with Title 24 of the Alaska Statutes and a Legislative Budget and Audit 
Committee special request, we conducted an audit of the Alaska Railroad Corporation’s 
(ARRC or the railroad) activities related to the planned gravel extraction on the east bluff of 
its downtown Anchorage property

Objggiiv.es

The objectives o f our audit were;

• To determine if ARRC A aetiMties related to the agreement between the railroad and the 
Flamingo Brothers Pannersmn iFBP) were reasonable and in compliance with applicable 
statutes and .ARRC rules.

• To determine if ARRC A actions adversely impacted the Municipality o f Anchorage’s 
(MOA) plans to redevelop the derelict Hollywood Vista Apartment complex located 
adjacent to ARRC A propenv

• To determine if ARRC A communications with the locai government and community 
regarding this matter were at an appropriate level.

Scope and Methodology

Dunne our review, we interviewed persons from the Government Hill Community Council. 
MOA. state agencies, and outers trom the community: additionally, we spoke with FBP’s 
partners and members of ARRC A senior management. Our methodology also included the 
following:

• Review of relevant Files trom ARRC A real estate and legal departments.

• Review of the agreement and pro forma income statement between ARRC and FBP for 
development of the east bluff area.

• Review of ARRC rules and Alaska Statutes.

• Review of similar ARRC transactions.

• Review of statutes, regulations, and procedures applicable to state agencies for similar 
types of transactions.
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Review of minutes from meetings o f the railroad's board of directors.

Review o f the Greenbelt lease between ARRC and MOA.

Review o f .ARRC and MOA legal opinions.

Review o f conflict of interest disclosure statements for ARRC directors and senior 
management.

Review  o f  A R R C  senior management’ s reading files.
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O RGANIZATION AND FUNCTICTM

The Alaska Railroad Corporation I ARRC or the railroad) was established by AS 42.40 after the 
railroad was purchased for S22.3 million by the State from the federal government in 
January’ 1985. ARRC is a public corporation and an instrumentality of the State within the 
Department o f Commerce and Economic Development, but by statute it has a legal existence 
independent of. and separate from, the State. The corporation's board of directors is responsible 
for its management, but has delegated the powers and duties necessary for the administration of 
daily affairs and operations o f the corporation to the chief executive officer (CEO). In turn, the 
CEO has designated other executive officers to oversee the various departments.

.ARRC has title to substantial land holdings in the state and the majority of its revenue is 
derived from freight and passenger transportation and real estate activities. One o f ARRC’s 
current goals is to increase its revenue through improved utilization of its real estate assets. 
As such, it is beginning to manage these assets more aggressively, in pan through the 
issuance o f leases, permits, and license agreements involving railroad land. Currently, 
approximately 2.300 acres, roughly 16 percent o f ARRC’s holdings, are leased for 
commercial, industrial, or residential use.

The site of the planned Flamingo Brothers Partneiship gravel extraction, the primary subject o f 
this audit, totals 28.42 acres and is located immediately north o f downtown Anchorage; it 
includes the east bluff area of ARRC’s downtown property and is just below the derelict 
Hollvwood Vista Apanment complex. See page 4 for a map o f the area. The extraction area is 
currently undeveloped land.
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R  A  C  K G  R Q . U N B .  I N F O R M A T I O N

Municipality of Anchorage and Hollywood Vista Apartments

In 1988. the Municipality of Anchorage (MOA) purchased the vacated and derelict 
Hollywood Vista Apartments (HVA) from the federal Housing and Urban Development 
agency for SI. As they contained asbestos, a condition of the sale was that MOA would 
demolish the apartments. The HVA property is adjacent to the Alaska Railroad Corporation’s 
(.ARRC or the railroad) east bluff property separated only by a tract o f land leased to MOA 
from ARRC (the Greenbelt lease). '

On May 15, 1995. the MOA assembly passed a resolution to establish the Hollywood Vista 
Advisory Task Force, the purpose of which was to advise it on the disposition o f the land 
underlying the HVA complex. Specifically, the task force was asked to advise and make 
recommendations to a municipal steering committee regarding the future of the property.

Late in July the members of the task force were appointed2 by the mayor. The task force met 
on eight different occasions to study the issues, hear expert witnesses, and develop its 
recommendations. At the October I 1. 1995 meeting, the task force heard testimony from 
several Anchorage Neighborhood Housing Services3 representatives who stated that it was 
important that .ARRC participate in any solution to the HVA redevelopment and that 
coordination of gravel removal would benefit both .ARRC and MOA by jointly terracing the 
propertv, as well as reducing any seismic risks. The representatives continued that such a 
grave! extraction could also heip pay for the demolition or site development with the sale o f 
approximately 500.000 tons of gravel that could be removed from the HVA site. Such a 
removal would also allow the terracing of the joint properties.

This approach was consistent with the 1992 findings o f a previous HVA advisory task force 
reearding the HVA redevelopment project. MOA's plans for the redevelopment were to 
execute a joint extraction agreement between ARRC and MOA and use the money earned 
from the extraction of M OA's gravel to offset the costs o f the demolition and the 
redevelopment o f the HVA property

However, the task force was surprised to find out that ARRC had different plans for the 
property when, on October 17. 1995. ARRC entered into a contract with the Flamingo 
Brothers Partnership (FBP or the partners) to extract gravel from the railroad’s east biuff 
property; the task force was unaware of such plans until after the contract was executed. At

'The Greenbelt lease is approximately 30 jcres ol land leased by MOA from ARRC lor the purpose ol creatine a low intensity 

park development and trails for public use.
The manager of passenger services for ARRC at that time was appointed to the task force as a citizen member, not as an official 
representative of the railroad. While ARRC > Chief Executive Officer was aware of the appointment. ARRC has represented that 

no other members of the railroad's senior management were informed of this.
’Anchorage Neighborhood Housing Services is a not-for-profit entity that provides housing services for low-income individuals 

in the Anchorage area.
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this time, the task force revised its preliminary recommendations, as a joint gravel extraction 
project with ARRC was no longer a possibility.

A l a s k a  R a i l r o a d  C o r p o r a t io n  an d  F l a m i n g o  B r o t h ers P ar tn ersh ip

ARRC had considered modifying the east bluff area for a considerable time; this is evidenced 
by the railroad's resep/ing certain rights in the 1990 Greenbelt lease with MOA. Specifically, 
ARRC foresaw a need to expand and it resen'ed the right, in the lease, to re-grade the east 
bluff area below the derelict HVA complex. In 1995, ARRC decided to act when it entered 
into an ag*eement with FBP .4

According n  ARRC. FBP approached the railroad with a draft proposal for a five-year, long­
term lease to extract gravel from the east bluff and develop 5.000 feet o f new track and 
related facilities for the purpose of off-loading petroleum products transported by the railroad 
to the .Anchorage Port Area. Soon afterwards. .ARRC management and the partners 
negotiated the details for a short-term lease. The 5.000 feet of new track and related facilities 
were removed from the agreement as management felt the proposed addition was 
unnecessary and only further complicated the process. In October 1995, ARRC management 
determined the agreement should be a license permit) rather than a short-term lease. The 
contract was executed on October 17. 1995. The details o f  the contract will be discussed later 
in the Report Conclusions section of the report.

Shortly after the agreement was signed. FBP filed two applications with M OA's Planning 
and Zoning Commission5 to rezone approximately nine acres o f ARRC’s property and 
approve a conditional use permit for the natural resource extraction. The commission’s staff 
reviewed the petitions and recommended the board adopt the petitions at its February' 5, 1996 
meeting. The planning and zoning commission adopted s ta f fs  recommendations and 
approved the conditional use permit and the rezone. The MOA assembly held meetings 
regarding the rezoning request on May 28. 1996 and June 11. 1996. At the June meeting, the 
assembly approved the plan adopted by the Planning and Zoning Commission with minor 
modifications.

4FBP is an Alaskan partnership formed in  A u g u s t  1995  whose general partners arc a real estate agent and an engineer, both based 

in Anchorage,
5One of FBP ’s partners is the vice chair of the municipal Planning and Zoning Commission, the agency responsible for 
approving the applications for the conditional use permit and the rezonc of ARRC’s property. It should be noted the partner did 
abstain from voting on both issues. Further, the other FBP partner is the chair of the Zoning Board of Examiners and Appeals. 
He is a partner of the engineering firm that prepared the applications and represented FBP at the Planning and Zoning 

Commission mecungs.
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R E P O R T  C O N C L U S IO N S

As stated in the Objectives. Scope, and Methodology section of the report, this audit reviewed 
the Alaska Railroad Corporation s (.ARRC or the railroad) activities related to the planned 
gravel extraction on the east bluff o f its downtown .Anchorage property. Based upon our field 
work, we are concerned that ARRC's agreement with the Flamingo Brothers Partnership 
(FBP or the partners) to market and extract gravel from the railroad’s Anchorage property 
may not be in the best financial interest of ARRC. Additionally, although the substance of 
this agreement is that o f the railroad contracting with an agent to remove and sell an ARRC 
resource, we noted that ARRC inappropriately entered into this contract without benefit of 
the public procurement process. While it appears the railroad was aware that its actions 
would greatly impact the Municipality of .Anchorage's (MOA) efforts to redevelop the 
derelict Hollywood Vista Apartment complex. .ARRC proceeded ahead with no public 
notification of its proposed actions, excluding possible input from the affected community.

We also take issue with certain aspects of ARRC’s process for selecting users of its real 
estate. We believe the railroad s purported " f i rs t  come, f i r s t  s e rv e d  " basis o f selecting lessees 
and other users is not appropriate on lands in areas of high public interest or if the 
opportunity for competition exists.

Our detailed conclusions follow.

C on trac t  w i th  F B P  m a v  not  b e  in A R R C ' s  best interests

As discussed in the Background Information section. ARRC and FBP entered into a contract 
on October 17. 1995 where the partnership was given the “e x c lu s iv e  r ig h t  a n d  p r iv i le g e . . .  

to  e n te r upon , p rod u ce , e x c a v a te , sc re e n  a n d  rem ove g r a v e l "  from all or part of the east bluff 
of ARRC's downtown Anchorage property. The contract requires FBP to pay ARRC 
proceeds in excess of costs and profits based upon sales contracts the partnership negotiates 
with gravel users located solely within the Anchorage Port area. The agreement, though 
initially proposed as a five-year, long-term lease, was eventually structured as a four-year 
permit and included a pro forma income statement6 that provides a basis for the financial 
portion of the accord.

Our review of the contract leads us to believe the agreement may not adequately represent the 
best financial interests o f the railroad: certain provisions appear to be over'y generous to the 
partnership at the expense o f ARRC. For example:

'The project pro forma income statement provides a listing of the partners' estimated costs end revenues and projected net profit. 
The estimated costs include charges for legal services, accounting and auditing services, an environmental study, development 
costs such as approval for rczoning and the conditional use permit, municipal fees, engineering services, gcotcchmcal studies and 
reports, design of mining and restoration plans, landscaping, construction administration, restoration, loading and scaling, truck 
transportation, placement and compaction, and a developer's fee of 10 percent of gross revenue.
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The agreement is structured in a cost reimbursement plus a fee manner. FBP, as the 
developer, is guaranteed a fee of ten percent o f gross revenues from the gravel sales in 
addition to all the partnerships costs being reimbursed: as such, the entire risk o f this 
project is bome by ARRC.

As all the partnership's expenses are reimbursed, there is no incentive for FBP to contain 
development costs.

The agreement stipulates that included in the expenses to be reimbursed are fees paid to 
the partnership related to construction administration: the estimated cost shown in the pro 
forma income statement is an additional $2 0 0 , 0 0 0  over and above the ten percent o f  gross 
revenues and other costs.

The contract does not provide for a minimum amount o f revenues to be received by the 
railroad. ARRC management believes, based upon the contract document and the 
negotiations that preceded it. that ARRC has the ability to veto any plan proposed by FBP 
to sell the extracted gravel that would provide the railroad with net revenues o f less than 
$1 per ton. However, this power is not explicitly stated in the contract, and FBP’s 
partners have represented that the partnership is not bound by such a requirement; based 
upon our review, it is not apparent how .ARRC arrived at this conclusion.

Through discussions w ith local contractors and suppliers, we determined that the 
estimated costs presented in the pro forma income statement could be understated by as 
much as $300,000. or 8  percent of the total estimated costs. Assuming FBP’s estimated 
sales price o f S5 per ton of gravel is correct. .ARRC’s net profit would then be 
approximately S.69 per ton. well below what ARRC management considers to be an 
acceptable revenue o f $1 per ton. While the estimated costs are the basis o f the financial 
portion o f the agreement. ARRC's net profit will be based upon the actual costs incurred 
in the gravel extraction process.

The contract does not require FBP to receive fair market value (FMV) for the gravel. Had 
ARRC retained veto power over the proposed sales contracts, FMV for the gravel would 
have been more likely. FBP does not have a great incentive to hold out for the highest 
possible price for the extracted gravel.

FBP is not obligated to incur restoration costs. The contract requires eight percent o f 
gross revenues to be deposited into a reserve account for that purpose: such costs could 
exceed such deposits, particularly if the operation was active for only a short period. 
Further, no performance bond is required to ensure FBP completes its efforts in an 
adequate manner.

ARRC did not have the property appraised by a qualified appraiser, nor was the property 
competitively offered; therefore. .ARRC did not determine what the FMV of the gravel 
resource was, and has no way of knowing if  it entered into a contract that would provide 
it with an appropriate return.
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ARRC has entered into three similar resource extraction agreements . 7 all structured as 
licenses or permits. The primary difference between these agreements and the FBP contract 
is how ARRC's payments are calculated. In the three other agreements, the contractor bears 
all the costs of extraction and the railroad is guaranteed to earn a royalty, if the contractor 
extracts resources from the property. Conversely, in the FBP contract. ARRC will reimburse 
FBP for all actual costs, plus a guaranteed profit, and the railroad will receive only the net 
profits, if any.

In general, we are concerned that the manner in which the agreement with FBP was 
structured may not be in the best financial interest of the railroad.

Public procurement process noi followed

.ARRC. being an instrumentality of the State, operates in a unique environment. As distinct 
from a private concern, we belie\e the public should be able to expect an entity such as 
.ARRC to focus on accountability, safeguarding of public assets, competitive practices, and 
an open public process even if such activities decrease efficiency and effectiveness when 
compared to the private sector. Procedures must be in place that allow for competitive 
practices throughout the process whenever practicable, not just to maximize return for 
ARRC, but also to provide assurance the process is free from favoritism, bias, and conflicts 
of interest in both fact and in appearance. In our opinion, anything less than a process that is 
above reproach will cripple the public confidence that is critical to such a process. Public 
perception plays a key role in maintaining this confidence. Among other items, a perceived 
lack of fairness, competition, equitable treatment, or anything other than an open public 
process can be highly damaging and can have far-reaching consequences, whether factual or 
not. As such, we believe it is imperative that .ARRC be cognizant that appearance, in addition 
to fact, can play a significant roie in maintaining, or conversely, harming public confidence 
in ARRC.

The above principles are central to any public procurement system. Alaska Statute 36.30 (the 
state procurement code) requires ARRC adopt procurement procedures "substantia lly 
equiva lent"  to those of the State. To meet this statutory mandate, the railroad established 
Board Rule No. 8 . .ARRC procurement rules. These rules require ARRC to provide public 
notice and use competitive bids for procurement of services and supplies, subject to certain 
exceptions.

However. ARRC did not follow its procurement rules in handling the FBP contract. The 
substance of the agreement appears to be that of hiring a contractor to market and extract 
gravel from ARRC’s east bluff: there does not appear to be any reason such a transaction 
should not be subject to the public procurement process. However. .ARRC effectively

’According to ihc railroad. A RRC 's permits are usually issued for the construction o f  a project, use o f track, or use o f  land for 
cabins, picnic and camping areas, and lawn and garden permits. Only three other permits have been issued by ARRC  for such 
types o f  resource extraction projects as FBP's gravel extraction o f  the east bluff area.
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handled the procurement as a private placement without the required public procurement 
process. No competitive offering was made, and as discussed later in this section, no public 
notice o f A R RC's intentions was given. The railroad’s actions in this matter fly squarely in 
the face o f the most basic tenets ol an open public process.

.ARRC Rule 2000.1(4) states that the procurement rules apply to every expenditure o f  ARRC 
funds, except for . . acqu is itions or disposals o f  rea l property' or an interest in  real 
property’ However, we do not believe the substance of ARRC's agreement with FBP 
falls under the umbrella o f such an exemption. This contract appears similar to a 
broker/client relationship . 8 Through the contract. ARRC. in substance, has hired a broker to 
find a market for the railroad's gravel and then extract it and transport it to the buyer; FBP is 
simply a conduit between ARRC and the buyers. Such an agency relationship cannot, in our 
opinion, be construed to be a disposal o f  rea l property , " as stated above.

Although the procurement code mentions the expenditure of money, the state attorney 
general holds that it must be read to cover cases where instead of money some other type of 
valuable consideration is provided by an entity' in exchange for a good or service. While 
.ARRC is not expending funds for this project there is no doubt valuable consideration is 
provided by both parties to the contract.

Further, good business practices would dictate that a transaction such as this should have 
been competitively offered in order to maximize .ARRC's profits. Without a competitive 
offering or appraisal to determine FMV. the railroad cannot be sure it is receiving an 
adequate return from this narural resource extraction.

We believe management should have considered the substance of the contract and 
competitively offered the project using .ARRC's procurement rules. The essence o f the 
agreement is FBP is an agent for ARRC. The gravel project should have been publicly 
noticed with ARRC’s intent to extract the gravel by issuing a request for proposal for 
competitive bids, rather than as a private placement to FBP.

ARRC’s real estate leases inappropriately offered 011 a "first come, first.served".basis

ARRC’s Board Rule No. 11 is the railroad's policy on long-term real estate leases. While this 
rule requires rent be set at FMV as determined by a qualified appraiser or competitive 
offering, it is silent on how lessees are selected. However. ARRC’s management has an 
informal policy o f "first come, firs t served. " meaning, presumably, the first party to bring a

'in the past. A R R C  has taken a similar position that procuring the services o f a real estate broker to market the railroad's old 
general office building should not have been subject to its procurement rules. We disagree with A RRC ’s analysis regarding such 
a transaction. W e do not believe an agreement o f this nature is a "disposal of real properry. " but rather a contract to market the 
property and locate a prospective buyer
In our opinion. A R R C  management hired FBP as an agent or broker for the marketing and extracting o f  the gravel. A R R C  is the 

landowner, and FBP  is acting as an agent or broker on ARRC 's behalf, hence, the gravel should be considered severable from  
the land, as i f  A R R C  had marketed and extracted the gravel itself. This is supported by the fact that A RRC  and FBP  have 
approached businesses together as a team in the Anchorage Port area in an effort to market the gravel.
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proposal to the railroad for a given property will be given the First opportunity to lease that 
property. In ARRC’s view, this rewards those who propose "new and  innovative id e a s " to 
the railroad. ARRC stated that FBP approached it with a new and innovative idea and 
therefore received the contract.

However, we do not believe certain aspects of this policy are in the best interests o f either 
.ARRC or the public. As discussed in Recommendation No. I, we believe that ARRC offering 
leases for railroad property in this manner in rural areas with minimal economic interest for 
investors may be appropriate; nonetheless, in areas with high public interest lands, greater 
economic viability, and the opportunity for competition, such as the east bluff, we do not 
believe it is appropriate for the railroad to offer contracts on this basis.

In our view, such types of lands should be offered to the public through competitive 
procedures utilizing the request for proposal (RFP) process. Such a process would entail 
public notice and provide an equal opportunity for all parties to propose ideas and approaches 
regarding use o f the railroad's land. In addition to fair and equal treatment o f the public and 
stimulating creativity, this approach would increase the railroad’s financial return by 
allowing ARRC to choose between the best uses and financial opportunities for the railroad. 
FMV is best defined through the market pla.e: while appraisals may still be used to 
determine the minimum amount c f  an acceptable rental. 10 competitive offering o f leases 
would provide .ARRC with a clearer picture of FMV for a specific parcel o f land.

Additionally, ARRC does not always adhere ro its informal policy of "first come, f irs t 
served. ” Regarding the east bluff gravel, we no.td the following:

• One o f Anchorage's larger gravel contraciors contacted ARRC about the possibility o f 
extracting the gravel in 1993. However, no further activity occurred until ARRC was in 
the process o f negotiating the FBP agreement.

• A potential developer of the HVA complex was the Anchorage Neighborhood Housing 
Services (ANHS). This organization approached the railroad in 1992, in response to a 
request for interest issued by MOA. ANHS met with the railroad and described how it 
could request the Greenbelt lease be assigned to the HVA redevelopment project, 
enabling the developer to re-grade both of the properties, and sell the gravel in a joint 
project. The railroad's response was that "this w ou ld  not conform with the intent o f  the 
Greenbelt Lease ."

Further. ARRC management informed us that tnere were a number o f other entities who had 
previously shown interest in developing the east b luff area; the 'first come, f irs t served” 
policy is not followed.

'“Through the RFP process ARRC would not be required to lease the property if  the best use or financial terms were not 
satisfactory. Appraisals could be a vital tool in making this dcierminauon.
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We believe .ARRC m anagement's "first come, first served" policy is the antithesis o f the 
public process as it does not sanction the maximization of the value o f the property and 
fosters charges o f favoritism and bias. ARRC is a for-profit instrumentality of the State and is 
charsed with the responsibility o\ maximizing the returns from its activities and assets; 
however, the railroad is also responsible for assuring its policies ensure freedom from 
favoritism, bias, and conflicts o f interest in both fact and in appearance. Anything less will 
cripple the public's confidence which is so critical to such a process. Management’s "first 
come, f irs t served"  policy plays a key role in negating this confidence; in fact, it fosters a 
perceived lack of fairness, competition, equitable treatment, and anything other than an open 
public process. This policy has damaging and far-reaching consequences; therefore, it is 
critical the railroad become aware o f such perceptions and increase its efforts to improve the 
public's confidence in ARRC.

Project justification unclear

The railroad's motivations for entering into the agreement with FBP in the manner that it did 
are. at best, unclear. .ARRC does not appear to need the gravel for its own purposes, and it 
has no current plans for future expansion o f the additional area. Further, as discussed earlier, 
it does not appear that revenue was the key motivation, given the manner in which this 
contract was arranged and written.

AF R C 's lack of public process excluded the community

As discussed earlier in this report, several other parties have shown considerable interest in 
the gravel from the area around the east bluff and the HVA complex. However. ARRC 
excluded them from the process through its private placement with FBP that was 
accomplished unbeknownst to the other participants and without the benefit o f public notice.

The railroad was very much aware that MOA established a task force and the task force’s 
strategy was to excavate the gravel from the HVA site and sell it to offset the costs o f the 
demolition and redevelopment. There appears to have been an opportunity for a mutually 
beneficial arrangement between ARRC and MOA to combine their gravel extraction 
activities; the larger volume could possibly have brought lower extraction costs. Nonetheless, 
ARRC willfully proceeded to act in a manner that was questionable for its own interest and 
was detrimental to the interests o f others in the community. MOA has spent much time, 
effort, and money on this project, and ARRC's efforts and actions clearly undermined the 
work on the HVA demolition and redevelopment project.

Additionally, ARRC did not provide any notification to the community o f its intentions to 
enter into the agreement with FBP. As the topic of redeveloping the derelict HVA complex 
has been a significant issue for the Government Hill community for a considerable time, we 
do not believe it was appropriate for ARRC to exclude possible public input regarding the 
railroad’s proposed actions.
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Insufficient monitoring o f possible conflicts of interest

Due to the nature of the FBP contract, we reviewed the conflict o f interest disclosure 
statements for ARRC's board of directors and senior management. No ties to FBP were 
disclosed in these statements.

However, in order for conflict of interest disclosure statements to be effective, such 
statements must be filed in a timely manner. 11 Further, issues that are disclosed should be 
subject to follow-up review to determine whether or not a conflict o f interest does or does not 
exist. ARRC does not meet these standards. See Recommendation No. 2.

• We reviewed 65 disclosure statements and found that 32 percent were filed after the 
deadline. One statement trom a vice president was filed four months late: this disclosure 
was completed on the day we requested the conflict o f interest statements.

• We noted an instance where a member of ARRC's senior management disclosed 
information that we believe should have been subject to follow-up review. The officer 
disclosed he is active in his profession outside of his employment with ARRC: no other 
details o f the activity were disclosed. This employment may or may not have involved 
direct work with members of the community with significant dealings with ARRC. Based 
upon subsequent discussion with the officer. we determined no conflict exists: however, 
.ARRC should have performed this follow-up review. We also noted the officer did not 
consistently disclose his activities in years he was required to.

• Two other members o f ARRC's senior management failed to disclose their creation of 
and involvement in a nonprofit corporation.

Neither .ARRC upper management, the legal department, nor the human resources 
department performed a follow-up review or inquired about any o f the disclosures or 
nondisclosures. According to the human resource manager. .ARRC does not perform any 
follow-up procedures nor seek explanation of disclosures made by directors, senior 
management, or employees.

"The deadline is established by Board Rule 14 Code ol'Ethics, which states

Beginning in January 198'. and on an annual basis each year thereafter, all current Directors and 
nonrepresented employees shall complete a Code of Ethics Disclosure Statement and submit it to the 
Director. Personnel Department or General Counsel, whichever is applicable. All newly-appointed 
Directors and all newly-htrea nonrcpresented exempt employees shall complete such a statement at the time 
of appointment or hire and everv January thereafter. These statements shall be reviewed by the Director. 
Personnel Department or General Counsel in accordance with the Administration section of this pohcv.- 13-
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F DVPCSG^^ND-RECQM M ENDATIONQ

The Alaska Railroad Corporation should establish a high public interest land policy that 
includes both an open public process and competitive bidding principles.

The current ARRC long-term lease policy outlines the requirements for most real estate 
transactions o f five years or greater. However, this policy does not speak to how lessees or 
other users o f ARRC lands are selected. Currently, ARRC’s informal policy for making these 
determinations can best be described as "first come, f irs t served," where supposedly the first 
partv to brine an offer to ARRC for a eiven property will be given the opportunity to leasep w
that property. *

While this policy may work in certain rural areas that do not have high public interest lands,
we do not believe it is acceptable in urban communities or other areas where high profile
lands with a higher economic value exist. The lack of an open public process can easily lead
to charges o f bias or favoritism and can increase the possibility o f a negative public
perception of the railroad's real estate activities. Additionally, without some form of
competitive offering for lands with high public interest, .ARRC is not assured o f receiving the
highest possible long-term \alue from the agreement. Currently, fair market value is
estimated through an independent appraisal process. However, this process, at times, may be
conducted using old or unreliable market information: fair market value is often best
determined through the open market, allov/ing interested panics the opportunity for 

• *
competition. J Additionally, competition also ncreases the probability that innovative ideas 
promoting the best use of the land will be proposed to the railroad: this, in mm. provides 
long-term stability and is in ARRC’s best interest.

As such, we recommend that ARRC modify its real estate policies to institute an open public 
process based on competitive offering of real estate for railroad lands o f high public 
interest. 14 Use of the request for proposal (RPP) formal for competitively offering land 
appears appropriate: correctly done. RFPs provide a methodology for ARRC to select land 
users based on specific criteria . 15 while fostering a competitive environment and providing

Recommendation N.o. I

:JARRC  has represented that this is also the methodology used for determining who is selected for other, nonlease real estate 
transactions: however, as discussed earlier, there is evidence the railroad does not adhere to this policy 
’ ’ However, appraisals could still be used to determine a baseline or minimum amount necessary for ARRC  to proceed with the 
proposed transaction.

High public interest" lands could be designated as such through ARRC  manaf..ment or board o f  directors’ action based upon 
public input and ARRC 's previous experience with the land.

While one o f the criteria would doubtlessly be the amount o f rent proposed, other vaJuable criteria could include proposed use 
o f  the land or financial strength o f  the proposer, among others
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adequate public notice . 16 We believe that proper implementation o f this recommendation will 
eliminate many o f the charges ot bias or favoritism leveled against ARRC regarding its real 
estate transactions and will increase the long-term value received by ARRC from its users o f 
railroad real estate.

Recommendation No,.2

ARRC should improve its monitorimz of employee conflict o f interest disclosure statem ents.

As discussed in the Report Conclusions section, conflict o f interest disclosure statements by 
.ARRC directors and employees have not always been filed in a timely manner nor provided 
adequate follow-up review. As field work showed. 21 disclosure statements were filed after 
the reporting deadline, with one statement being filed four months late. We also noted an 
instance where an .-ARRC senior manager disclosed limited information about outside work 
that could, with no further information, appear to be a possible conflict: however, no 
follow-up review was performed.

The filing of conflict of interest disclosure statements help ensure both the board o f directors 
and the public that management is not er iging in activities that would adversely affect the 
railroad in either fact or appearance. However, without timely filing or appropriate follow-up 
review, the potential benefits of these procedures are greatly diminished.

We recommend ARRC take action to ensure that conflict o f interest disclosure statements are 
filed in a timely manner and that appropriate follow-up review is completed. Failure to do so 
increases the possibility o f negative public perception of ARRC activities and sends an 
inappropriate message to employees.

'®ln 1987. A R RC 's board o f directors considered adopting a policy regarding high public interest lands. The purpose o f  the 
proposed policy was to ensure public input be provided to management on these lands. The proposed policy identified lands 
considered high public interest lands: additional railroad land was nominated by the public for consideration. The east bltxfT 
property which is the subject o f this audit was nominated for such consideration. At the time. A RRC  management noted, "while 
the approach may not eliminate controversial land decisions, the longer comment periods should help to mitigate public 
concerns. “ However, this plan was never adopted
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rate Address: P.O. Box 107500, Anchorage, Alaska 99510
327 W. Ship Creek Avenue, Anchorage, Alaska 99501

September 30, 1996 EXECUTIVE OFFICE 
TELEPHONE (907) 265-2403 
FACSIMILE (907) 258-1456

Randy S. Welker, Legislative Auditor 
Division of Legislative Audit 
Legislative Budget and Audit Committee 
Alaska State Legislature 
P.O. Box 113300 
Juneau, Alaska 99811 -3300

Re: Alaska Railroad Corporation Anchorage Gravel Activities
July 3,1996 Preliminary Audit Report

Dear Mr. Welker:

Thank you for the opportunity to provide comments on the Division of Legislative Audit’s 
report on ARRC Anchorage Gravel Activities. While we disagree with a number of the 
report's factual findings and conclusion, we believe several of the comments are well taken 
and we will improve some of our processes to address your concerns.

Conclusion- Contract with FBP mav not be in ARRC’s best interests

We strongly disagree with the report’s conclusion that the contract with Flamingo Brothers 
Partnership (“FBP") may not be in the corporation's best interest. The Board of Directors 
of ARRC has delegated to management certain duties with which they are vested by 
statute, generally to manage the daily affairs of the corporation. We are further directed 
by the preamble to the corporation act to operate on a self-sustaining basis. The property 
at issue in the FBP contract illustrates the ordinary complexity of day-to-day management. 
ARRC management required the FBP contract to achieve operational, market and revenue 
goals, all of which were achieved (see discussion under “project justifications" below). We 
do not concede that there was any poor business judgment exercised in this matter as 
Legislative Audit seems to believe, and we will refute several of their most glaring 
misconceptions below. However, even if there were decisions about which reasonable 
people can differ, nevertheless the audit points to no permanent impairment of the 
corporation or its assets. One is left with tne impression that, after completing the “audit’
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function, the report goes into a mode of "second guessing" business decisions, without any 
justification or particular expertise.

The numerous specific misstatements and misleading conclusions expressed in the report 
suggest that the auditors either did not thoroughly research their subject or misunderstood 
the information they gathered. For example, the initial draft report described the history 
of the Hollywood Vista Apartments ("HVA") Advisory Task Force, including testimony as 
late as October 11, 1995 regarding the importance of ARRC participation in any solution 
to the HVA problem. There is nothing more than mere surmise to show that ARRC was 
aware of any of these discussions prior to execution of the FBP contract on October 17 
Footnote 2 states that an ARRC employee (from passenger services, not the real estate 
department) was a member of the Task Force albeit as a private citizen rather than a 
railroad representative. Despite this obvious segregation of an employee's personal civic 
activity, and the lack of any written announcement to ARRC of the appointment, the report 
goes on to attribute knowledge of this fact to ARRC senior management. According to 
ARRC's information, only one member of ARRC senior management was even aware of 
the other employee's service on the Task Force early on (learning of the appointment in 
September. 1996), and he was not advised of any intentions or plans regarding jo.nt gravel 
removal.' The report seemingly criticizes ARRC for moving forward with its own plans for 
the bluff, but makes no showing that ARRC was aware of the parallel plans being made 
by the Task Force. Further, the report does not acknowledge that the FBP contract 
allowed reasonable access to and usage of the property by ARRC and third parties 
designated by it (see License Agreement 1|6), which was later utilized to execute a 
coordination agreement with the municipality.

The report lists eight provisions of the FBP contract that are alleged to be "overly 
generous" to FBP. ARRC strongly disagrees with this assertion. As described fully to the 
auditors, the corporation had identified the opportunity, concerns and justification for 
gravel extraction when executing the Greenbelt Lease in 1990. The report accurately 
notes that, after 1990, two other parties had expressed interest in the gravel resource but 
the report fails to add that neither inquiry was pursued, and worse, both inquiries were 
based upon revenue or market assumptions that the ARRC could not accept. The FBP 
contract accepts ARRC’s limitation on the market area (the port), a performance time line, 
and requires no investment of ARRC funds. FBP was required to perform engineering, 
geotechnical investigation and a public permitting process on a speculative basis. Given
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the absence of a specific gravel buyer in the port area at the time of this agreement, the 
cost-plus-fee formulation was an appropriate approach, and ARRC performed its own due 
diligence regarding historical gravel sales and royalty data.

While ARRC has acknowledged that any writing, including this one, can always be 
improved upon, the report ignores a fundamental underpinning of the contract that both 
ARRC and FBP agree exists: both parties intend for ARRC to realize at least $1.00 per ton 
of gravel extracted, both parties examined the probable costs and revenues, and both 
parties will do everything within their power to fulfil the pro forma, causing $1.00/ton to 
accrue to ARRC. Rather than focus on the positive and cooperative relationship between 
the contracting parties, the audit chooses to foment dissension by noting that “FBP’s 
partners have represented that the partnership is not bound by such a requirement." The 
simple fact is that the contract indeed does not t'.tate such a requirement in black anci white 
but has provisions that, taken together, ARRC deems adequate to assure performance.2 
Whether ARRC has other legal recourse with tne partnership, should performance not be 
satisfactory, is not an issue for this audit to determine.

The audit's eight specific criticisms of the FBP contract are summarized and rebutted as 
follows:

•  “Cost plus fee'1 arrangement places tt 3 entire risk of the project on ARRC.

FBP is expending considerable fund' speculating on possible gravel sales in the 
port area, sales which may in fact never materialize, resulting in FBP's loss of these 
funds. FBP has significant cash at risk.

•  With reimbursed expenses. FBP has no incentive to contain development costs.

This ignores ARRC's right to audit the partnership's books found in paragraph 4 of 
the License Agreement ARRC would assert that a breach of the contract had 
occurred if FBP unreasonably and in bad faith escalated its costs.
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•  FBP to recoup additional $200.000 for construction administration in addition to its 
10% of revenues.

The 10% is essentially FBP's profit. Construction administration is commonly an 
overhead expense, as illustrated by typical DOT/PF contracts which allow 10% 
overhead and 15% profit.

•  No minimum amount of revenues established to be received by ARRC.

ARRC has reviewed its original due diligence assessment of projected costs and 
revenues and continues to find them reasonable. Coupled with our ability to audit 
FBP's accounts for the project, we feel confident that our minimum expectation of 
$1.00/ton over the life of the contract will be met.

•  Costs are understated in pro forma.

We do not concede that this is true based on our earlier due diligence review, but 
even if so, the report fails to note that S.69/ton is still twice the going royalty rate or 
that a greater return is possible.

•  Without ARRC veto power. FBP has little incentive to hold out for the highest
possible pnce for gravel.

It is correct that there is no veto pow?r per se, but FBP does earn 10% of gross 
revenues, so its own economic self interest should encourage it to seek the highest 
possible price.

•  The restoration reserve may not be sufficient, with no other guaranty of
performance.

The restoration costs were adequately estimated in the pro forma and the reserve 
account serves as protection until the end of the project.

o Failure to appraise ‘he property, no way to know if appropnate return.

To the contrary, as ARRC advised the auditors, we checked existing royalty rates 
(the amounts of which are public knowledge) and even provided the auditors with 
a copy of the U.S. Forest Service app.disal summary which set a royalty rate of 
$.38/ton.



Public procurement process not followed

We concur with the report's observation that ARRC operates in a unique environment and 
accept its admonition that we must be cognizant of appearance as well as fact in the public 
arena. However, Legislative Audit fails to provide any real analysis as to how the public 
procurement process was applicable to this transaction. Specifically, the report cites, and 
then dismisses, the “real estate’’ exception to procurement, which reads as follows:

These rules apply to every expenditure of ARRC funds . . . except that these 
rules do not apply to . acquisitions or disposals of real property or an 
interest in real property . [ARRC Procurement Rule 2000.1(4)]

To our knowledge, no court has ruled on the construction of this or similar language, and 
there is no guarantee how a court would answer the question in the context of litigation. 
However, we continue to believe a credible argument can be made that a contract 
appurtenant to a disposal of real property comes within the exemption, or the provision 
would otherwise be superfluous and of no effect at all. Our reasoning is as follows: It is 
fairly obvious how ARRC would expend funds in a acquisition scenario-"acquisition* 
meaning to buy or lease real property; and as an acquirer. ARRC would presumably pay 
appropriate consideration. However, in a disposal of real property, the disposer (ARRC 
as seller or landlord) does not pay consideration for the property, the buyer/tenant does 
that. For this language to have any meaning, it must at least refer to those customary 
expenditures made by a seller or landlord, for example such as survey, appraisal costs, 
closing costs, and broker fees. It is a standard tenet of statutory construction that 
language is not presumed to be of no effect, that it will be construed to have an 
appropriate meaning in the overall context. If, as the report concludes, FBP is acting as 
ARRC’s agent or broker in marketing the gravel, it seems plausibly within the quoted 
language and therefore exempt from procurement requirements.

ARRC's real estate leases inappropriately offered on a "first come, first served" basis

The audit questions ARRC's "first come, first served" basis for choosing tenants, and 
disputes that it was even applied in this case. On the latter point, the report refers to a 
contact from another gravel operator “about the possibility of extracting the gravel in 1993 
(emphasis added]" and an inquiry by Anchorage Neighborhood Housing Services 
(“ANHS") in 1992 about the assignment of the Greenbelt Lease to ANHS to facilitate joint 
gravel extraction. As Legislative Audit was advised, the other gravel operator never 
pursued the possibility further, and the ANHS proposal was not within the intended 
purpose of the Greenbelt Lease. Neither of these was diligently pursued (which is a
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necessary corollary of the 'first come, first served" principle3); neither of the parties filed 
an application for lease; and neither of therr met ARRC's criteria for the project. They 
were therefore unacceptable as proposed: both ANHS and the other gravel operator 
intended to sell on the open market, which would have negatively affected ARRC’s gravel 
haul and its other gravel customers.

On the broader policy issue, ARRC continues to believe that its "first come, first served” 
policy is consistent with our governing statute and, equally important, sound public policy. 
We first note that ARRC's governing statute expressly directs the corporation to lease its 
lands “at fair market value as determined by competitive bid or bv a qualified appraiser.” 
AS 42.40.350 [emphasis added]. The auditors seemingly believe that an appraiser’s 
determination results in only an approximation of fair market value. The statute's authors 
clearly had more faith in an appraiser's work product. ARRC takes the additional 
precaution of having leased property reappraised every five years to ensure that rent 
continues to reflect fair market value. The sta:ute is worded in the disjunctive. The 1984 
Legislature, when it adopted the railroad act. obviously recognized that flexibility would be 
required to deal with the corporation's holdings of leasable land. In point of fact, ARRC's 
procedure in this regard is wholly consistent with its governing statute.

The corporation does not oppose the use c" competitive bidding procedures where the 
situation is appropriate for that process. Indeed, when a corporate vision was being 
pursued for the Ship Creek area in Anchoragu, the corporation tested the market with the 
Ship Creek Redevelopment RFP (which notably resulted in only two responsive offers). 
However, ARRC strongly believes it to be unfair to a potential tenant with an individual 
“development" idea for a specific parcel of ground that he/she wishes to lease from ARRC 
for that idea to be shopped to the entire community in the form of a competitive bid. We 
believe the flexibility provided by the statute encourages individual enterprise and ambition 
without sacrificing corporate revenues, and we support it wholeheartedly. We must 
therefore strongly disagree with the audit’s recommendation that ARRC competitively 
solicit its leases.

Project justification unclear

Contrary to this conclusion, the project justification was made manifestly clear to the 
auditors. Unfortunately, the auditors chose not to discuss this with ARRC's president and
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CEO, nor did they conduct their customary "exit interview” before compiling the report. If 
they had, they would have been told again that there were five very clear goals and/or 
guidelines established for this undertaking.

1. W e  would not negatively impact our existing gravel haul business.
2. W e  would not negatively impact our gravel customers by allowing gravel to 

be “dumped" on the market.
3. W e  would try to cause the gravel to be used to create leasable land at the 

Port.
4. Upon completion, we would be left with an area for construction of a running 

track, which is consistent with our original Greenbelt lease.
5. W e  would generate revenue from the project.

Given these goals, it cannot be said that the justification was unclear. Frankly, we are 
pleased that this contract provides us the opportunity to accomplish all five of the goals 
once it is fully implemented. The auditors have chosen to evaluate only the revenue goal, 
ignoring the operating and market significance of the other four. Indeed, the revenue 
(potential)(loss) and operational savings are financially more significant. Finally, in 
reviewing the revenue goal, the report does not admit that $1.00/ton is exceptionally 
aggressive and that A R R C  has far outperformed the market in negotiating such a rate.

ARRC's lack of public process excluded the community

While it is correct that A R R C  did not itself conduct public hearings or otherwise solicit 
public comment on the FBP proposal, it is disingenuous to say that the community was 
“excluded" from comment on the development proposal and inappropriate to imply that 
A R R C  intended to avoid public comment. As the report mentions briefly, the principals of 
FBP have undergone a significant public planning process with their rezoning and 
conditional use applications before the Anchorage Planning and Zoning Commission, 
including three hearings at the Commission and Assembly level. In addition, the report 
fails to mention the numerous meetings of both the H V A  Task Force and the Government 
Hill Community Council which were attended by FBP. A R R C  was familiar with the public 
hearings requirements for FBP and expected those hearings to more than adequately 
allow public comment. In fact, it is A R R C ’s policy, where local planning and zoning 
processes are available, io require its lessees and permittees to utilize those existing 
processes rather than allow A R R C ’s public notice to become a duplicative process. The 
concerned public has indeed had an opportunity to make its concerns about the gravel 
extraction known, and some additional conditions were imposed on F B P’s operations as 

a result of the local planning and zoning process.
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Under this heading, the report also again criticizes ARRC for failing to coordinate its gravel 
extraction with the municipality's plans for HVA. It states that "the railroad was very much 
aware that MOA established a task force and the task force’s strategy was to excavate the 
gravel from the HVA site and sell it to offset the costs of the demolition and 
redevelopment.” In fact, the background information section in no way establishes this 
level of knowledge on the part of ARRC, and indeed it did not exist. The Municipality and 
the HVA Task Force had not involved ARRC in the task force process. We were generally 
aware of the excavation concept, because ANHS had first floated the idea in 1992. One 
might expect to find ARRC formally represented on the Task Force or a written request 
from MOA to ARRC on the subject if joint operations with the adjacent property owner were 
as well developed a plan as the audit portrays it to be. Unfortunately, that did not occur, 
and ARRC proceeded to contract in the normal course of business. It must be noted that 
the ARRC contract can be and has Deen coordinated with the HVA proposals to the extent 
of their general intent. A letter of intent between FBP, ARRC and the group administering 
HVA has already addressed access down the slope and coordination of top of slope to 
HVA's eventual excavation plan HVA has no specific excavation plans to be coordinated 
with even to this day. But in any case, excavation must occur on ARRC land to supoort 
the HVA concept, the FBP contract allows for coordination of such efforts, and ARRC 
stands ready to further cooperate with the HVA group when future plans materialize.

Legislative Audit has criticized ARRC in another report, regarding the Fairbanks Chena 
Landings Development, for being overly solicitous of local governmental opinions and 
desires. In this audit, we are criticized for failing to cooperate with a neighboring 
governmental project. We will continue to strive to find the middle path and improve our 
processes where appropriate At the time the FBP contract was entered into, there was 
no statutory or administrative rule that required public notice of the transactions, to the 
best of our knowledge. The ARRC Board of Directors and management are very 
concerned about the sensitive issues presented by railroad land transactions, and we have 
drafted a policy to broaden public notice guidelines before such activities are finalized. 
While not a cure for all the report's criticisms, this may alleviate some of the underlying 
concerns. We expect the policy to be adopted by the Board before the end of the year.

Insufficient monitoring of possible conflicts of interest

We are pleased that the auditors found no conflict of interest to exist in ARRC's dealings 
with the FBP. We agree with the report’s recommendation that ARRC should improve its 
process of monitoring employee and director conflicts of interest, although we disagree 
with the report's conclusion that no follow-up procedures are currently followed and believe 
this is based on an incomplete investigation. For example, the investigators apparently 
inquired of the human resources manager as to follow-up for directors as well as

R a n d y  S .  W e l k e r

S e p t e m b e r  3 0 ,  1 9 9 6

P a g e  8



employees, when that manager has no jurisdiction over disclosures for directors. That 
function, pursuant to ARRC Policy and Procedure 64-9, is administered by the general 
counsel, who reviews and initials disclosure statements filed by directors. The general 
counsel’s files were made available to the auditors and contain numerous examples of 
consideration being given to potential conflicts, both for directors and employees alike. 
Likewise, an examination of the Board of Directors minutes wiil provide examples of 
directors recusing themselves from Board deliberations when a conflict arise, either on 
their own volition or after consultation with other directors, the Board secretary, or the 
general counsel. We are therefore puzzled as to why the audit concludes that no follow 
up is performed as to directors.

Further, the brief interview with the human resources manager apparently did not elicit the 
information that the manager does read each disclosure statement filed by employees, 
although he does not initial each statement or otherwise document his review. In addition, 
this manager and the general counsel confer when a conflict issue arises, and evidence 
of such collaboration can be found in the general counsel's files. Indeed, the very example 
cited by the audit, of a vice president who practices his profession outside of his 
employment with ARRC, was the subject of a discussion between that vice president and 
the general counsel, which, again, is documented in the general counsel's conflict of 
interest file by a memo dated October 26, 1994. In this regard, we believe the audit did 
not fully investigate the facts before reaching a suspect conclusion.

As another example, the report cites two members of ARRC senior management for 
“failing] to disclose their creation and involvement in a nonprofit corporation". As was fully 
explained to the auditors, paperwork was filed by three ARRC employees as incorporators 
of the referenced nonprofit corporation, known as “Alaska Railroad Historic Association, 
Inc.”, in mid-1995. However, the incorporators never had an organizational meeting, no 
board or directors has ever been elected by the membership (the incorporators serve as 
initial directors until the board is elected), and in fact there is no membership. The 
corporation was created in order to have a shell nonprofit entity already in existence to 
take over either ownership or administration of Steam Engine No. 1 if it became 
appropriate. Once the engine was replaced on a pedestal in front of the ARRC depot, the 
need for a separate entity faded and, indeed, it has never been activated. The audit report 
fails to include these details and implies a level of activity that has, in fact, never occurred.

In summary, we are quite willing to concede that ARRC should document its review of 
conflicts more thoroughly, and that timeliness of filings can and should be improved. 
However, we disagree with the implication that ARRC is cavalier in its approach to conflict 
of interest and performs no follow up at all. This is simply not the case.
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Recommendation No. 1

For the reasons discussed above, ARRC declines to abandon its “first come, first served" 
real estate leasing policy, although we will also continue to use bidding where specific 
conditions warrant. We are also working to expand our public notice rule to afford a 
greater opportunity for public input on land transactions.

Recommendation No. 2

We agree that our conflict of interest monitoring can be improved and will take steps to do 
so, although we disagree with the implication that adequate monitoring is not currently 
being performed. In an area with such a serious effect on the public's confidence, 
improvement is always advisable, and we will continually strive to that end.

Thank you again for the opportunity to comment on this audit report. We hope our 
response is helpful to you and to the Legislative Budget and Audit Committee. Please feel 
free to call me if you have any other questions.
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L E G IS L A T IV E  B U D G E T  A N D  A U D IT  C O M M IT T E E
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P .O . B ox 113300 
Juneau, A K  99811-3300  

(907) 465-3830  
FAX (907) 465-2347

October 2, 1996

Members o f the Legislative Budget 
and Audit Committee:

We have reviewed the response to our preliminary audit from the Alaska Railroad Corporation 
(ARRC or the railroad). Nothing contained in its response gives us cause to reconsider our 
findings. While the railroad agrees to improve on its public notice procedures and the 
monitoring o f its conflict of interest statements for management and employees, nonetheless, it 
takes issue with a number o f our findings. In response to the railroad’s letter, we offer the 
following clarification.

Contract with Flamingo Brothers Partnership ma-' not be in ARRC’s best interests

We believe this contract could have been constructed in a manner more favorable to ARRC. 
Management responded to this criticism with detailed information that is for the most part 
misleading or incorrect. For example. ARRC states that typical Department o f Transportation 
and Public Facilities’ (DOTPF) contracts allow 10% overhead and 15% profit. However, these 
rates are substantially higher than DOTPF averages; management also fails to mention that 
DOTPF does not enter into privately placed contracts such as this one. Management also states 
that they hope to earn more than twice the U.S. Forest Service royalty rate; however, they fail 
to mention that the Forest Service rate is a statewide overall average that does not consider the 
gravel’s proximity to extraction equipment, labor, and the gravel market. Perhaps a sense of 
this contract’s deficiency can be seen through the railroad’s own words, “A R R C  wou ld assert 
that a breach o f  the contract had occurred i f  FBP  unreasonably and  in  bad fa ith  escalated its 
cost." What is “unreasonable” or in “bad faith” is often difficult to prove. Rather than relying 
on the courts, we believe management should have focused its efforts on the contract before it 
was signed.

In its response, ARRC attempts to rebut knowledge o f the Hollywood Vista Advisory Task 
Force (HVATF) activities that were discussed in the background section o f our report. ARRC 
states, "[t]here is noth ing more than mere surmise that A RRC  was aware o f  arty o f  these 
discussions p r io r to execution o f  the FBP contract on October 17." In contrast, an internal 
document prepared by one of ARRC’s senior management in July 1995 demonstrates that 
ARRC was aware o f HVATF activities. In fact, this manager believed that ARRC needed to 
sign a contract and get underway before HVATF launched its project. If not, the railroad might 
risk a serious problem and ARRC might be asked to donate gravel to pay for the demolition.



Member o f  the Legislative
Budget and Audit Committee

. i . October 2. 1996

HVATF did not become aware of the privately placed contract with FBP until after it was 
signed and it was too late to provide input or to arrange a joint extraction project.

Further, senior management was aiso aware of HVATF and the participation of ARRC’s 
manager o f passenger services as a task force member. According to statements made by the 
passenger services manager, his involvement in HVATF was discussed on several occasions in 
which ARRC’s president and chief executive officer (CEO) was present. Nonetheless, in 
response to a request by ARRC. we deleted a statement from the preliminary audit report that 
stated the CEO had knowledge of the manager's appointment to the task force. The railroad 
made note o f this deletion in its response such that a reader might believe an error had been 
made in its original inclusion. That is not the case. The decision to delete this statement was not 
because it was incorrect, for we believe the passenger services manager's assertions. We 
elected to delete the language because w'e did not verify the statement with the CEO.

Public procurement Process not followed

.ARRC does not dispute the fact that this was a privately placed contract. Instead, management 
states that this process is appropriate because the gravel is real property and one o f their 
procurement rules may1 allow it. In reality, however, the gravel to be severed by ARRC’s 
contractor is a commodity', not real estate, and thus, we believe, the ARRC rule that allows a 
noncompetitive process for real property is not applicable. Further, the State, its railroad, and 
the people o f Alaska benefit from an open public process; that is the standard by which the 
railroad should judge its actions.

A R R C ’s real estate leases inappropriately offered on a "first .come* first sewed '.'-basis

.ARRC strongly disagrees that it should be required to use an open public process and 
competitive bidding principles when marketing its real estate assets. The railroad apparently 
believes that without its informal "first come, first served" policy, persons with "new and  
innovative ideas"  would not approach ARRC. In contrast, we believe that by issuing a request 
for proposals, the railroad has a much greater opportunity to attract not only innovative ideas 
but also to allow it to select the ideas that most complement the railroad’s vision. The railroad 
needs to consider more than just the first person to apply. It should also consider railroad 
operations, long-term revenue potential, and the appearance of this practice to the public.

ARRC also objects to our position that an appraisal is an approximation of fair market value. 
We fail to see how anyone could rationally disagree. An appraisal is an estimation of property 
value based upon numerous assumptions. Depending on what assumptions are made, the results 
can vary dramatically.

*The railroad notes that no court has ruled on how us procurement rule should be interpreted and states "there is no guarantee 
how a court would answer the question in the contest of litigation. "

ALASKA STATE LEGISLATURE -  2 8  -  DIVISION OF LEGISLATIVE AUDIT
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Project justification unclear

ARRC believes justification for the project was made "manifestly clear. " To the contrary, there 
were no clear justifications for the project. One key component o f project planning is a cost- 
benefit analysis. ARRC never performed such an analysis. We would have expected to see, at a 
minimum, an analysis o f the impact o f various extraction alternatives on rail hauls of 
competing gravel and how each would impact net profits.

ARRC’s lack of public process excluded the community

ARRC states that it was “ inappropriate to im p ly that A R R C  intended to avo id pub lic  
comment. ” Given the railroad's written assessment that HVATF could become a serious 
problem, as discussed above, we believe our implication is appropriate. Notwithstanding 
management’s attitude in this respect, we understand that the board o f  directors have drafted a 
policy to broaden the public notice requirements.

Insufficient monitoring of possible conflicts of interest

The railroad's response indicates the board of directors' conflicts are adequately monitored. 
Our primary concern rested with the deficient monitoring and reporting o f conflicts of interest 
o f the railroad’s senior management. Recommendation No. 2 suggests improved monitoring of 
employee conflicts o f interest statements. We apologize to the board o f directors, if on reading 
our report they understood otherwise.

Other Issues

In its response. .ARRC mentions several times that the president and CEO was not interviewed, 
nor was an exit conference held. Our decision not to have an exit interview was based upon the 
last experience with the railroad. Regardless, we have made a new commitment to the 
Chairman of the Board to conduct exit interviews with the CEO in the future and look forward 
to having constructive and civil dialog.

ARRC was provided ample opportunity to participate in the audit process through interviews. 
In addition, we issued a management letter early in August which contained a majority of the 
information contained in this report. The railroad did not respond. The purpose of the 
management letter was to allow both the railroad and this division an opportunity to resolve any 
misunderstandings and to give ARRC the chance to provide any additional evidence that it 
deemed pertinent.
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FISCAL NOTE Li l l  Version: v5B L ft f

1997  L E G I S L A T I V E  S E S S I O N
Revision Date:
Title:

STATE OF ALASKA (S) P u b lish  D ate: f / / 5 A ? 7 "

Elimination of nonresident affidavit tax bond
program

Department: Commerce and Economic Development 
BRU: Banking, Securities & Corporations 

Component: Banking, Securities & Corporations

Reguestor: Governor COMPONENT SERIAL NO. 1233

Expenditures/Revenues (Thousands of Dollars)
OPERATING EXPENDITURES FY 98 FY 99 FY00 FY01 FY 02 FY 03
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

I CAPITAL EXPENDITURES 0.0 0.0 0.0 0.0 0.0 0.0

CHANGE IN REVENUES 0.0 0.0 0.0 0.0 0.0 0.0

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 General Fund
1005 GF/Program Receipts
1006 GF/MHTIA
Other
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate ot any current year (FY 97) cost: S 0.0

POSITIONS
FULL-TIME
PART-TIME
TEMPORARY

Prepared by: 
Division:

Willis F. Kirkpatrick, Director
Banking. Securities anr orporatlons

Approved by Commissioner William L. Hensley______________
Agency:

Phone:
Date:

Date:

465-2521

Commerce and Economic Development
; o j j o / U
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STATE OF ALASKA
1996 LEGISLATIVE SESSION

FISCAL NOTE

No. J

Bill Version:

Revision Date: ____________
Title: Tax Bond Repeal

Dept. Affected: Revenue
_BRU:
Component:

(S )  P u b lish  D a te : \ / l 5 / c\~~h

Revenue Operations 
Income and Excise Audit

Sponsor:
Requestor:

Rules Committee

Governor

Expenditures/Revenues:

COMPONENT SERIAL NO.

(Thousonds of Dollars)

113

OPERATING EXPENDITURES FY 98 FY 99 FYOO FY 01 FY 02 FY03
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( ) 0.0 0.0 0.0 0.0 0.0 0.0

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
Other
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate ol any current year (FY97) cost $ 0.0

POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS: (Attach a separate page It necessary)
This bill would repeal requirements for nonresident taxpayers to file an annual affidavit with Department of 
Revenue. The affidavit requires taxpayers to estimate and post security for their tax liablltiy for the upcoming 
year; however, AS 43.10.160 authorizes a waiver of security for good cause. Repeal of this requirement would 
reduce unnecessary work for both business and state workers. The program costs $30,000 to administer and 
Interest income earned on the bonds was approximately $100,000. Staff time freed up is needed to increase our 
compliance work in corporate, motor fuel and fisheries taxes. New revenues from increased compliance is 
expected to more than offset loss of interest Income. Income and Excise Audit Division has never had to file a 
claim against security posted under this program.

Prepared by:
Division:
Approved by Commissioner: 
Agency:

Paul E. Dick Phone: 465-3691
Date: Octotjer 23, ,1996 
Date:

October 23. 1996

m m
Revenue

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution Information call the Governor’s Legislative Office
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DEPARTMENT OF REVENUE 
INCOME AND EXCISE AUDIT DIVISION 

LEGISLATION ANALYSIS 
March 28, 1997

SB 49 - Service of Process on Non-resident Taxpayers

SB 49, would repeal state statutes and regulations requiring unnecessary paperwork to be 
filed by nonresident corporations doing business in Alaska. Under AS 43.10.160 - 200, 
Nonresident Affidavit (NRA) Tax Bond Program, nonresident corporations (businesses who’s 
official corporate registration is in another state) must file a sworn affidavit and obtain a bond to 
secure potential tax liabilities. This requirement results in businesses annually completing and 
filing forms with the state. Department staff must process and file documents as well as provide 
telephone assistance. This requirement was initiated in 1955 and has out lived its usefulness.
Our staff do not remember a case where an NRA bond was ever used to pay delinquent taxes. 
Modern technology has provided many other ways to locate businesses and secure tax payments.

Section 1 of the bill amends AS 43 .10.170(b). This section of statute currently appoints the 
Commissioner o f Commerce as the agent, for all non-resident corporations, upon which the 
original process is served for any action or legal proceeding resulting from the taxpayer’s failure 
to meet tax obligations. The amendment to this section deletes the tax affidavit form as a source 
of taxpayer address, as this form will no longer be required Other sources of taxpayer addresses 
are available.

Section 2 of the bill repeals 4 sections of law which established the Nonresident Affidavit (NRA) 
Tax Bond Program.

Section 3 established an effective date of January I, 1998.

Committee Action

Senate Labor & Commerce - February 12 hearing. Billed was moved out with 4 do pass 
recommendations.

Senate Judiciary - March 27 hearing. Billed was moved out with 3 do pass recommendations.

SH49SECT.WPD



ALASKA DEPARTMENT OF REVENUE 
INCOME AND EXCISE AUDIT DIVISION

NONRESIDENT AFFIDAVIT (NRA) TAX BOND PROGRAM SHOULD BE DISCONTINUED 

OVERVIEW S e iv A e  g>;\\

N R A  B on d  program  (A S  4 3 .1 0 .1 6 0  - 2 0 0 ) began in 1955  because: ( I )  the m ajority o f  nonresident businesses and 
workers had no security o r property physically located in the state w h ich cou ld  be attached to enforce the payment 
o f  state taxes and license fees; ( 2 )  these nonresidents leave the state for varying periods, making the recovery o f  state 
taxes and license fees difficult. Every corporation not registered w ith A laska as their headquarters must file a sworn 
affidavit and obtain a bond or provide real estate, subject to tax liens, to secure potential tax liabilities. Current 
technologies have m ade it easier for the Department to locate businesses and enforce the collection o f  taxes without 
the need for the bond program .

A laska is the only state that still imposes a tax bonding requirement on nonresident corporations. A ll 4 9  
states were contacted; a few did have such a requirement, but abolished it because o f  discrimination issues.

• Approxim ately 2 ,0 11  affidavits were filed during F Y 96 . The department spends approximately 8 0 0  hours 
administering the program . This time should be refocused to other tax programs, compliance work (i.e ., 
corporate , fish, m otor fuel) to increase revenue recovery.

If challenged, the bonding program  may be deemed discrim inatory under the Equal Protection o r Commerce 
C lause o f  the U .S . Constitution. Many taxpayers have told us this over the phone; Supreme Court decisions 
are replete with cases challenging taxes that draw fines between in-state and out-of-state corporations.

• T he  program  is unproductive for business and staff because it has no real benefit. Taxpayers go through the 
efforts o f  obtaining a bond, completing the forms and filing, and also make estimated tax payments. Staff 
must maintain a file o f  documents and provide telephone assistance, even though bonds arc never used as a 
tax collection  tool.

S ta ff o f  Income and Excise Audit do not remember a case where a bond was used to pay a delinquent tax lien

« The requirement pro jects Alaska business environment as unfriendly to nonresident corporations. Many
taxpayers have complained over the phone that the effort to meet our requirements is excessive considering 
the amount o f  business they do in the state. Eliminating this program  helps achieve the Governor's goal o f  
show ing that the State o f  A laska is “ open for business” . The corporations subject to this program are 
providing jo b s  to Alaskans.

In 1 9 9 6 , 5 2 ,1 1 9 ,5 8 4  was prepaid by 2 3 9  corporations. Interest earned was approximately 5 5 8 ,0 0 0 . Thesta te  
does get revenue from  this program , but the cost and work im posed on nonresident corporations is not 
justified. A lso  revenues recovered from  the increased com pliance effort would offset any revenue loss.

RECOMMENDATION

Discontinue the requirement for nonresident taxpayers to post a tax bond. Corporations tend to maintain permanent 
offices in A laska and honor their tax liabilities due to SE C  regulations, licensing requirements and audit procedures. 
The Department o f  Lab or has its own bonding requirements, and fish processors, the most volatile taxpayers, arc 
required to prov ide a specific surety bond under A S  4 4 .2 5 .0 4 0 . In addition to repealing the statute six pages o f  
regulations, 15 A A C  10 .1 0  - 7 0  would be rescinded.

1 Vm<l 20lhleg\n/» w p hnuiry 10.1007



T o n y  K n o w l k s  ■ ..'-Ii
GOVERNOR “

S t a t e  o f  A l a s k a
OFFICE OF THE GOVERNOR

.! u n i : a h

January 15, 1997

1 he Honorable Mike Miller 
President of the Senate 
Alaska State Legislature 
State Capitol 
Juneau, AK 99801-1182

Dear President Miller:

Much of my effort in advertising Alaska as “open and ready for business” includes removing 
unnecessary barriers to doing business in our state. This bill does just that. It discontinues our 
requirement that nonresident businesses file a bond or other security with the Department of 
Revenue -- a requirement, I must note, that makes Alaska unique among all 50 states. In this 
area. I’d rather join the norm than be different.

The bonding requirement, with a minimum $1,000 bond, was enacted in 1955 to ensure the 
collection of state taxes and license fees from nonresident businesses which have little security 
or property in the state. It may have made sense back then when it was hard to find people if 
they abruptly closed up shop and left the state with a tax debt. But modern technology has fixed 
that problem.

Many t? payers now complain the bonding and related filing requirements are excessive 
considering the amount of business they do in the state. Moreover, no one in the Department of 
Revenue can recall a case where a bond was actually used to pay a delinquent tax lien; the 
department has other means of ensuring that tax payments are made.

In fiscal year 1995, more than 2,000 corporations had to fill out lengthy paperwork and file these 
bonds. If the program is eliminated, the time the state spends on processing all these forms can 
be redirected toward expanded tax compliance work which would result in increased revenue to 
the state.

I submitted this same proposal last year to the legislature where it received much support. It 
passed the Senate as well as every committee of referral in the House of Representatives. The 
non-resident tax bond program serves only to discourage business in Alaska. It’s time to take it 
off the books.

P O  Box 110001 
Juneau. Alaska 99811 0001 

(907) <165-3500 
Fax (907) 465 3532

Sincerely,

TomyKnowles
G ow nor





FISCAL NOTE N o . X '
STATE OF ALASKA
199 7  LEG ISLATIVE SESS ION

Bill Version: QJ3&& 
(S) Publish Date:

Revision Date: 
Title:

Sponsor:
Requester:

04/16/97
An Act relating to the definition of certain state
receipts; and providing for an effective date 
Rules Committee at the Request of the Governor

Dept. Affected Various State Agencies
BRU_______

Component_______

Expend itu res /R evenues

Component Serial No. 

(Thousands of Dollars)
OPERATING EXPENDITURES FY 98 FY 99 FY 00 FY 01 FY 02 FY 03
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES f ]

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
1091 Designated Program Receipts

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate o f any current year (FY97) cost:

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

(SEE ATTACHED ANALYSIS)

Prepared by 
Division

Approved by 
Agency
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STATE OF ALASKA
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Bill Version: ...eggg
(S) Publish Date: u-~/l -77

Revision Date: 
Title:

Sponsor:
Requester:

04/16/97
An Act relating to the definition of certain state
receipts; and providing for an effective date_____
Rules Committee at the Request of the Governor

Dept. Affected Various State Agencies
BRU_________________

Component_________________

Expenditures/Revenues

Component Serial No. 

(Thousands of Dollars)
OPERATING EXPENDITURES FY 98 FY 99 FY 00 FY 01 FY 02 FY 03
Personal Services 
Travel 
Contractual 
Supplies 
Equipment 
Land & Structures 
Grants & Claims 
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES [

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts 
1037 GF/Mental Health
1091 Designated Program Receipts

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY97) cost: 

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

(SEE ATTACHED ANALYSIS)

Prepared by 
Division

Approved by 
Agency
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C S  SB  55 (FIN)
D E F IN IT IO N  O F  D E S IG N A T E D  P R O G R A M  R E C E IP T S

C  = C o n tra c ts  G  = G ifts, G r a n ts  a n d  B equ e sts  T F  = T e s t F ish e rie s

H (<<>’
Amend

Adm Information Services: Info Svcs 
Fund Front Section

Viirious contractual svcs; including repairs to Kenai TV system C 55.0 55.0

Adm Public Communications Services: 
AK Rural Comunications Services

Repair & maintenance agreements with user communities C 15.0 313.7

DCED Alaska Tourism Marketing Council 
(ATMC)

Industry portion o f contract for co-operative marketing C 1,429.0 1,496.5

Educ AK Vocational Technical Center Training classes, under contract, for Cominco employees C 91.9 239.2
DEC Spill Prevent & Response: 

Contaminated Sites
Industry funds to mitigate/cleanup pollution at APC & KPC facilities. C 0.0 455.0

DEC Air & Water: Water Quality Reimbursable svcs agreements for major industrial permit fees C 75.0 465.3
F&G Com Fish Mgint & Dev: Fisheries 

Development
Lake fertilization studies funded by private hatcheries (Limnology) c 99.7 0.0

F&G Com Fish Mgmt & Dev: Special 
Projects

Special Projects; funded, under contract, by private entities. c 1,070.8 1,183.4

F&G Habitat & Restoration: combines 
Habitat, Special Projects and Habitat 
Permitting/Title 16 components

Projects/studies funded, under contract, with private firms (i.e. ARCO, BP, 
NSB)

c 264.7 267.3

F&G Sport Fisheries Fish raising project funded by Southern SE Aquaculture Association (Earl 
West Cove Project)

c 140.0 200.0

F&G Subsistence: Special Projects Special studies & Shishmaref' subsistence practices project c 0.0 193.2
F&G Wildlife Conservation: Special 

Projects
Contracts with non-state entities for wildlife management projects c 300.3 304.6

H&SS Family & Youth Svcs: Probation 
Services

Anchorage Muni, funds, provided under contract, for "Making a difference" 
project

c 125.0 125.0

Labor Administrative Svcs: Labor Market 
Information

Contractual agreements with private & non-state agencies for specialized 
reports and on-site assistance

c 2.0 2.0

Labor Employment Security: Emp/Unemp 
Svcs

Dat;i/Record services provided under contract with private/municipal 
entities.

c 53.9 54.3

DNR Resource Development: Land 
Development

Receipts received under contract to implement Municipal land entitlements 
and various small contracts

c 15.0 15.0

DNR Resource Development: Pipeline 
Coordinator

User pay agreements for work on Badami Project, TAPS monitoring, and 
TAGS gas project

c 989.4 1.478.3

Page 2 jZtytilativc "pittance "DiviciM \!W)1



C S  SB  55 (FIN)
D E F IN IT IO N  O F  D E S IG N A T E D  P R O G R A M  R E C E IP T S

C  = C o n tra c ts  G = G ifts, G ra n ts  a n d  B equ ests  T F  = T e s t  F ish e r ie s

i n t .  r - -  ' ' '  - ■ , O ts ic rip tion  1 ( 1 ! i f e . a ! X  Am end
D O T Central R eg ion  Design &  Const U tility  R ig h ts -o f -W ay  services under lease o r sale prov is ions, e .g . cab le  

com pan ies. T ourism  oriented direction signs (T O D S )
C 128 .7 8 7 .7

D O T N orth  Reg ion  Design &  Const U tility  R ig h ts -o f-W ay  services under lease o r sale provisions C 2 1 .8 4 4 .6
D O T S E  Reg ion  Hw y/Aviation R oad  maintcmtnce svcs contracts w ith various non-state entities, in cluding: 

F A A , C B J .U S F S
C 7 5 .0 8 6 .0

S u b to ta l : 4 :9 5 2 .2 7 ,0 6 6 .1

Adm Pub lic C om m un ications Serv ices: 
A K  Rural C om m un ications Svcs

G ifts , Grants &  Bequests G 140 .7 6 0 .0

D C R A C om m un ity  &  E con om ic  D evel: 
Com m un ity  &  E con  Devel

G ifts , Grants &  Bequests G 0 .0 3 0 .0

D C R A Em ploym en t Train ing/Rural D evel: 
Com m un ity  Devel Assistance

G ifts , Grants &  Bequests G 9 9 .8 6 9 .8

Educ Teach ing  and Learning Support:
Educ Specia l rind Suppl Serv ice G ifts . Grants &  Bequests G 3 .5 8 3 .5
Educ B as ic  E d  &  Instructional Im prove G ifts , Grants &  Bequests G 3 3 8 .6 0 .0
Educ Educa tion  Specia l P ro jects G ifts , Grants &  Bequests G 0 .0 3 3 9 .3
Educ Adult Specia l Education G ifts , Grants &  Bequests G 8 0 .0 0 .0
Educ C om m iss ion s and Boards : State 

C oun c il on the Arts
G ifts , Grants &  Bequests G 5 0 .0 5 0 .0

Educ A V T E C : A V T E C  Operations G ifts , Grants &  Bequests G 14.1 2 4 .2
Educ V ocation al Rehab : A ssistive Tech G ifts , G ram s &  Bequests C t 6 2 .0 6 2 .0
Educ A K  State L ibrary : Operations G ifts , Grants &  Bequests G 7 5 .0 7 5 .0
Educ A K  State M useum s: Operations G ifts , Grants &  Bequests nVJ 10.1 10.3
H & S S Purchased Serv ices: Foster Care G ifts , Grants &  Bequests G 0 .0 0 .0
H & S S State Health Sv cs : H S  M ed ica id G ifts , Grants &  Bequests G 0 .0 100 .0
H & S S Adm in  Serv ices: C om m is O ffice G ifts . Grants &  Bequests G 8 0 .9 0 .0
D N R R esou rce  Developm en t: Pipeline 

Coord in a tor
G ifts , Grants &  Bequests C t 1 ,4 7 2 .2 1 ,2 3 8 .4

D N R Resource  Developm en t: Specia l 
P ro jects

G ifts , G ram s &  Bequests G 5 0 0 .0 5 0 0 .0

S u b to ta l : 2 ,9 2 6 .9  2 .6 4 2 .5
1
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CS SB  55 (FIN)
D E F IN IT IO N  O F  D E S IG N A T E D  P R O G R A M  R E C E IP T S

C  = C o n tra c ts  G  = G ifts, G r a n ts  a n d  B equ e sts  T F  = T e s t F ish e rie s

_ O R  C /C om  punen t
tmrnKxmmsmesi , - sgsss

D escr ip tion Type
MIBliiMiS G ov

F & G C o in . Fish M ;uiagcrnent &  
Developm en t, Fisheries 
Managem ent

Funds restricted fo r test fisheries p ro jects T F 2 ,2 2 3 .3 2 ,5 9 4 .5

F & G S E  Reg ion  Fisheries M gm t
F & G Central R eg ion  F isheries Mgm t
F & G A Y K  Reg ion  Fisheries M gm t
F & G W estern Retion Fisheries M gm t
F & G A -Y -K  Reg ion T F 0 .0 0 .0

S u b to ta l: 2 ,2 2 3 .3 2 ,5 9 4 .5

D C E D A P U C : A P U C  Operations Receipts tire restricted by state law ; rates required to cover fu ll cost o f  
pro. am .

3 ,9 6 4 .9 4 ,1 1 7 .5

T O T A L 1 4 ,0 6 7 3 1 6 ,4 2 0 .6
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F I S C A L  N O T E

Revision Date 4/16/97

S T A T E  O F  A LA SK A
1997 L E G IS L A T IV E  S E SS IO N

B IL L  NO. CS for SB55 (FIN)

Title An Act relating to the definition of certain state
receipts; and providing for an effective date.________________
Sponsor Rules Commitee at the request of the Governor

Requester Senate Finance________________________

Dept. Affected 
[BRU [
Component

Various Departments

Expenditures/Revenues

Component Serial No. 

(Thousands of Dollars
OPERATING EXPENDITURES FY 98 FY 99 FYOO FY 01 FY 02 FY 03
Personal Services 
Travel 
Contractual 
Supplies 
Equipment 
Land & Structures 
Grants & Claims 
Miscellaneous

TOTAl  o pera tin g 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES
CHANGE IN REVENUES [ ]
FUND SOURCE
1002 Federal Receipts 
1004 GF
1077 Gifts, Grants & Bequests 
1091 Designated Program Receipts 

Test Fisheries Receipts 
AK Public Utilities Commission 

TOTAL

(Thousands of Dollars)

(2,512.5) (2.512.5) (2,512.5) (2,512.5) (2,512.5) (2,512.5)
(4,199.5) (4,199.5) (4,199.5) (4,199.5) (4,199.5) (4,199.5)
2,594.5 2,594.5 2,594.5 2,594.5 2,594.5 2,594.5
4,117.5 4,117.5 4,117.5 4,117.5 4,117.5 4,117.5

0.0 0.0 0.0 0.0 0.0 0.0
Estimate of any current year (FY97) c< 
POSITIONS

ast: 0.0

full-time
Part-time
Temporary

i This bill addresses sav jn fund sources under AS 37.05.146.
1. Establishes a new fund source titied Designated Program Receipts. These receipts are defined as: money that Is received by 

the state from a source other than the state or federal government that is restricted to a specific use by tho terms of a gift, grant, 
boquest, or contract.

2. Establishes a new fund source titled Test Fisheries Receipts. These receipts are derived from Department authorized test fish 
operations under AS 16.05.050 (15). NOTE: The Governor's FY98 budget includes those receipts in tho Designated Program 
Receipts category. Upon passage of this legislation they will bo moved to the appropriate fund source.

3. Establishes a new fund source titled Alaska Public Utilities Commission. These receipts are derived from the imposition of the 
Regulatory Cost Charge. By statute, these receipts are intended to cover the full costs of tho Commission.

4. Deletes the separate fund sourco "Gifts, Grants & Bequests." These funds will be Included in the Designated Program 
Receipts category.

5. Establishes, for the first time, a definition for Corporate Receipts. This is a "house-keeping" provision which codifies current 
budgetary practices.

6. Amends the languago relating to tho Public School Trust Fund to comport with statutory language.
7. Establishes a separate fund source reference for tho Alaska Children's Trust.

Increasos or decreases, to any cf these fund sources, will have no impact on tho state's fiscal gap.
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4/16/97
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Division

Approved by 
Agency
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