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Introduction

Thisreport gathersinformation from avariety of Sudiesreating to Trans-Alaska
pipeline System (TAPS) tariff issuesto fulfill two basic purposes: (1) To hep

concer ned citizens and policy maker sunder stand the problems posed by centralized
control of the Trans-Alaska Pipeline System (TAPS) by the major North Siope
producers; and (2) To make the casefor Owner divestiture and State purchase of
TAPS as conditions of approval for the ARCO-BP merger.

Thefirgt part of thisreport discussesthe proposed ARCO-BP merger in the context
of recent developments on the North Slope and theimportance of the Trans-Alaska
Pipdline (TAPS) to that development. The second part makesthe case for purchase
of TAPS as possible solution to some of the major problemsidentified in thisreport
that would be exacerbated by the ARCO-BP merger.(1) The concluson summarizes
the benefits of State take-over and operation of TAPS.

Part |: The Problem
A. The ARCO-BP Merger and Recent Developmentson Alaska's North Slope

In its 1996 final report, the Governor's Oil and Gas Policy Council worried that
"over 95% of non-royalty oil isowned by three major integrated oil companies
(ARCO, BP and Exxon). Two of these companies operate all of the North Slope
fidds" The Council believed that " having more oil industry participants would be
advantageous for the State,” and that " Alaska would benefit from more oil and gas
players- large, medium and small.” (2)

Between 1991 and 1997, six major oil companiesleft the North Slope; five of them
turned over North Slope leases with discoveries capable of production in paying
guantitiesto ARCO and BP. This patter n suggested the possibility that the major
TAPS Owners- ARCO, BP and Exxon - might be using the pipelineto drive out
their competitors. During this period, another North Slope producer sold its
production intereststo a smaller company, For cener gy. Exacer bated by an extended
period of low ail pricesin 1998 and thefirst two months of 1999, consolidation in
Alaska's oil patch has continued. ARCO took over Union Texas, BP bought Amoco,
amajor U.S. producer with minor production interests at Endicott; Exxon and

Mobil announced their plansto form the world'slargest oil company; low oil prices
recently pushed an over-extended For cenergy into bankruptcy. If Forcenergy
cannot emer ge from bankruptcy as a viable company, thelist of playerson the
North Slope will be narrowed still further. (3)

Theresult of this stunning consolidation will be a cor por ate power house capable of
determining ailmost single-handedly the future of Alaska's most important revenue-
generating industry. With ARCO'sinterests subordinated to those of BP by the
proposed mer ger, some observer s believe that Exxon - at present the third major
North Slope producer asARCO'ssilent partner at Prudhoe Bay - might decideto



sl out and leave Alaska. Would any other company be willing to buy Exxon's
interest in the North Slope? It has proven difficult for the State to regulate the
North Slope effectively with just three major producers; the task would become
virtually impossible if the field isnarrowed still more.

Consider the power of the BP-ARCO combineto dictate its own economic terms: If
BP-ARCO disagrees with the Stat€'s position on a fiscal matter or smply wantsa
greater share of therevenue from a new field, the proposed new international oil
giant could threaten to divert its capital to projects elsewhere around the globe.

What environmental stipulationswill be attached to new projects, necessary repairs,
equipment upgrades and ongoing maintenance for the aging pipeline? What about
double-hulled tankers, required by the Oil Pollution Act of 1990 under an

incompr ehensibly slow schedule? I f the State asks BP-ARCO to spend moreon
these and other environmental amenities, the new behemoth might respond by
directing itsdollarsto investment in placeswith less stringent environmental
standar ds.

From industry jobsto development of North Slope natural gas, Alaskanswill be
directly affected by the decisions of one company. Because the new giant would be
headed by directorsbased in London, the proposed merger also raises significant
national security concerns. Apart from Alaska'sinterests, should owner ship of one-
fifth of the nation's domestic oil production and theland link to that production
province be controlled by a foreign cor poration?

Although North Slope production isin decline and oil prices dipped to historic lows
during 1998, the economic stakesin the North Slope are extraordinarily high for all
Alaskans. When | examined North Slope profitability last year, | discovered that
during the 22 year s since the North Slope and the pipeline oper ations began

oper ating, those facilities have generated greater profitsthan any corporation in the
nation, save one: Exxon itsalf. The environmental stakes are high, too. The three
companiesthat reaped the lion's share of thisbonanza also indulged in unnecessary
and unwise cost-cutting, thereby delivering the wor st oil spill in this nation's history.
Theindustry was aided and abetted by lax oversight on the part of the State and
Federal governments, who were also major beneficiaries of the money.(4)

B. Pipeline Regulation, the 1985 TAPS Tariff Agreement and Antitrust I ssues

A key aspect of any challengeto the ARCO-BP merger islikely to bethe control by
North Slope producers of TAPS. Historically, oil pipeines have been regulated to
prevent pipdine ownersfrom discriminating against non-owner's, thereby creating a
barrier preventing market entry by non-owners of the pipeline. In 1977, the newly-
created Federal Energy Regulatory Commission (FERC) inherited authority for oil
pipelineregulation from the Inter state Commer ce Commission. Because of its
isolation and distance from potential markets, knowledgeable observers have viewed
the Trans-Alaska Pipeline (TAPS) as a classic example of a pipelinewith high



monopoly potential.(5) The proposed ARCO-BP merger places 72% of TAPSin the
control of one company. Thelatest consolidation move on the North Slope raisesthis
guestion: In view of the pattern of transfer of North Slope discoveriesand
production interests and discoveriesto major TAPS Owners, unless TAPSis
operated by an entity that does not have production interests on the North Slope,

can Alaska reasonably expect companies other than BP to invest in the North
Slope?(6)

The 1996 statement of Conoco President and CEO Archie Dunham after his
company traded the Milne Point field to BP lendsforceto thisquestion. In an
interview with Hart's Oil and Gas Investor, Dunham said, " It broke my heart to
trade Milne Paint, but we had to do it. All the value of that property was taken away
from usin the pipdinetariffs." (7) Conoco did not have an owner ship interest in
TAPS and wasthe only company other than ARCO and BP to operate a North
Slopefield. Thereal loserswhen Conoco left Alaska wer e the people of Alaska,
whose State General Fund and Permanent Fund depend heavily on resources
managed to maximize revenue by ensuring open competition on a level playing field.

If pipeline regulation fails, pipeline control then becomes an antitrust question.
Although antitrust laws are broad, they are also vague, difficult to enfor ce and

seldom used upstream. The Federal Trade Commission (FTC), which appearsto

have taken thelead for the Federal government in reviewing the recent round of oil
industry mergers, typically consider s the effects of a merger in terms of consumer-
related issues, such asthe competition in the marketing of gasoline. But even if there
isno immediate, direct effect on the price at the gas pump, the Federal Trade
Commission can consider the long-term anticompetitive effects of a merger.(8)

The departure of producersand potential producersfrom the North Siope during
the 1990's strongly suggest that tariff regulation hasnot served to prevent anti-trust
abuse by the major TAPS Owners. In dealing with TAPS tariff issues, the State of
Alaska has never raised anti-trust claims. In thisregard it may be relevant to note
that in 1985 the Department of L aw, then promoting the controversial TAPS
Settlement

Agreement, agreed that it would join the TAPS Ownersin defending that settlement
against any legal challenge.(9) It isnot clear whether the State's 1985 TAPS
Settlement Agreement prohibitsthe State Administration from raising this question
regarding TAPS. Thisisan important question because the FTC would give
significant weight to the State of Alaska's position regar ding concer nsthat the
departure of ARCO and the increased dominance of BP asathreat to futureNorth
Slope development.



C. TheTAPS Tariff and State Revenue

The TAPStariff allowsthe Carrier (Owner) to recoup costs, plusa guaranteed
profit. Unlike the shipper who ownsthe pipeline, a Non-Owner Shipper pipdine
paysall pipeline costs out of pocket. Any excess charges captured in thetariff will
increase the profits of the Owner-Shipper whilereducing profits of the Non-Owner-
Shipper. High tariffsarethe principal means by which pipeline ownersdiscriminate
against non-owner shippers, that'swhy pipdinetariffs areregulated.(10)

By virtue of itsroyalty interest, the State of Alaska is, in effect, a Non-Owner-
Shipper on TAPS. Because severance taxes ar e calculated in a manner roughly
smilar tothat of royalty calculations, pipeline tariffs also affects sever ance tax
collections. When royalty and sever ance effects of pipéine tariffs are combined,
every dollar included in the TAPS tariff reduces State royalty and severance tax
payments by approximately $0.23. The general relationship between State revenue
and TAPStariffs can be seen in the following smplified tables.

o Simplified State Royalty and Severance " Take'"
(Pipeline Tasiff = $2.30) *

Tem # Description 3 per barrel
(1) Avg. ANS Price (1997) $18.98

) Less Pipeline Tariffs ($2.80) *
(7) Less Tanker ($1.35)
(4) Wellhead (item 1 - [items 2 + 3]) $14.83
) .: Royalty (item 4 *0.125) It.8s

(5) .. Severance (item 4 *0.15 * 0.875) “l.QT

Adapted from: Richard A Fineberg, How Much Is Bnough? Bsfimated hdustry Frofifs from
Alaska North Slope Production and Associafed Fipeling Operdfions, 1993 - 19928 (preliminary
tepott to Oilwatch Alagks, December 19987, "1997 ANE Profits Worksheet," p. 40,

* Pipeline tariffs include $2 .71 for TAPS and $0.09 per barrel for Morth Slope "feeder” pipelines.




State production " take" from royalty and severance in the smplified example above
is$3.82 per barrd. Table 2., below, presentstheresultsif the pipdinetariff is
reduced by $1.00 per barrel, to $1.80.

e Simplified State Royvalty and Severance " Take'
(Hypothetical Example; Pipeline Tariffs = $1.20)
Ifem # Description ¥ per barrel
(1) Avg. ANS Price (1997) $18.98
2 Less Pipeline Tariffs ($1.80)
) Less Tanker ($1.35)
(4) Wellhead (item 1 - [items 2 +3]) $15.83
(5 .. Royalty (item 4 *0.125) 98
(5) .1 Severance (item 4 *0.15 * 0.875) \E.DE

Adapted from Table 1.

Dueto the $1.00 reduction in pipelinetariffsin this hypothetical and smplified
example, the State production " take" increases by $0.24, to $4.06 per barré. In
other words, asa direct result of the pipelinetariff reduction, the State of Alaska an
additional $0.24 per barrel in royalty and severance payments.(11) The portion of
the dollar reduction in pipeline tariffsthat does not go to the Stateisdivided
approximately asfollows:

o Producers $0.50 per barre

o0 Federal government $0.26 per barrd.(12)

When you're dealing with mor e than one million barrelsof oil per day, every day of
theyear, cents-per-barrel changesin thetariff can have significant revenue
consequences. Therefore, from a fiscal standpoint (over and apart from the
potential benefits of increased competition and improved environmental
performance), closer look at the construction of the TAPS tariff and its effect on
State revenueistherefore warranted.



D. Elements of the TAPS Tariff

The TAPS tariff isbased on an annual total revenue requirement which isthe sum

of seven major tariff elements. Each element of the tariff is calculated in accordance
with terms spelled out in the 1985 TAPS Settlement Agreement between the State
and the TAPS Owners. Therequired revenues are charged to each barre shipped
through TAPS on a per-barrel basis. The seven elementsof TSM arelisted in Table
3, along with arough estimate of thetotal revenue requirement and per-barre
sharefor each element in 1997. (The figures here are approximations; individual
Carrier tariffswill differ dueto factors such asthe owner company's financing of
capital costs.)

Table 3.
Elements of 1997 TAPS Tariff
(1.354 million bpd = 495 6 million barrels)
TAFS Taviff Blement Total Reverue Per-barrel
Reguirement Share

Fem#  Description (8 millions) (7 bl )
(1) Operating Costs $494.0 $1.00
) Capital Costs (Depreciation) 87.0 $0.18
) State and Local Property Tax $64.4 $0.13
(4 State and Federal Income Tax $272.6 $0.55
(55 Recovery of Deferred Return $99.1 $0.20
(5) DR&R Allowance $8.4 $0.02
o) After-Tax Margin $307.2 $0.62
&) Total $1,332.7 $2.70

Source: Estim ated from Alaska Dept. of Fevene property tax worksheets and warious other
sources. (Dee Richard A Fineberg, How Much Is Enough? Esfimated mdusiry Frofifs from
Alaska Neorth Slope Froducion avd Associafed Fipeline Operafions, 1997 - 1908 [preliminary
tepott to Oilwatch Alagka December 19987, "1097 ANZ Profits Worksheet," p. 400

A brief explanation of each item collected as part of the tariff may be useful to the
reader: Item #1 representsthe cash Alyeska Pipeline Service Co. draws from the
Ownersfor TAPS operations and maintenance. Item #2 isthe repayment to the
TAPS Ownersfor their investment in TAPS. Item #3 isthe Oil and Gas Property
Tax, which isbased on the assessed value of TAPS. Item #4 istherevenue collected
to pay State and Federal income taxes. Item #5 represents deferred income the
owners collect in recognition of earlier capital costs. |tem #6 representsthe tariff



amount collected for future dismantling and removal of the pipdine and restoration
of theright-of-way. Item #7 isthe profit element. (13)

E. Are TSM Tariffs Excessive?

In a 1996 University of Wisconsin Master's Thesis, economist Antony Scott reported
that the TSM tariffs exceeded reasonable, cost-based tariffs by large margins. TSM,
Scott concluded, " deviates in important ways from conventional tariff
methodologies." (14) According to Scott, over thelife of the settlement, the tariff

over chargesreduce the value of ail to the producer sby so much that the State of
Alaska loses $4.5 to $9.2 billion in royalties and taxes, while the Federal tax lossis
$1.9t0 $2.7 billion. Scott's estimates wer e stated in inflation-adjusted 1995
dollars.(15) Histhesisisthe most recent and most comprehensive of several
challengesto TSM since the agreement was announced in 1985.(16)

Discussing thereasonsthat TSM was adopted, despite what he termed its manifest
defects, Scott observed that TSM's departures from cost-based principles” appear
to be concessions wrested from the State." Reviewing the history of the settlement,
Scott concluded that those concessionsweredriven in large part by the State of
Alaska's apparent fear of what he called FERC's" refusal to regulate.” (17)

F. Effects of Excessive TAPS Tariffs

Scott's 1996 thesis lends credence to the possibility that TAPS has been used by its
major Ownersto restrict North Slope competition by offering a plausible
explanation for the pattern of departuresof major oil companiesfrom the North
Slope. By charging excessivetariffs, TAPS Carrierscan reap excessive profitsfor
their owner companies at the

expense of Non-Owner-Shippers. One possible example of thisresult is Conoco's
departurefrom the North Soope. After years of unsuccessful attemptsto challenge
TAPStariffsat FERC, in 1993 Conoco traded its North Sope propertiesto BP and
left Alaska.(18)

G. TheTAPS Tariff DR&R Provison

Apart from the possible consequences of excessive TAPS tariffs due to poor
regulation, Scott's economic analysis confirms a second salient fact about the 1985
TAPS Settlement Agreement: Scott confirmsthat the TSM DR&R provision at
Exhibit E of the Settlement Agreement(19) provided an additional gain to the TAPS
owners of extraordinary proportions.(20) I naccur ately portrayed asrevenue-neutral
by the proponents of the settlement, the DR& R provision received little attention in
the belated public reviews at the time of the settlement.(21) The staggering size of
the DR& R windfall to the TAPS Owner s resulting from thistariff element was not
recognized until the Alaska Public Utilities Commission's Staff Expert Witness



quantified the gain to the Carriersin his December 1986 analysis.(22) According to
Scott, " ...in 1995 dollars, the carriers DR&R 'fund' is between $9-$13 billion too
large. The sum will grow larger sill if the date when DR& R disbur sements must be
madeis postponed” (rather than conducted between 2012 and 2015, as TSM
assumed).(23) Because the TSM did not requirethetariff collectorsto escrow the
DR&R funds, those funds passed directly into the hands of the TAPS Owners.
That's $9 to $13 billion in pure windfall profit for the TAPS Owners, with all
dismantling chargespaid - over and above the annual profitstallied in Item 7 of the
tariff in Table 3.

Under TSM, paymentsto reimbursethe Ownersfor future DR& R outlayswere
collected on an accelerated or " front-loaded" basisunder a fixed schedule set out in
Exhibit E to the 1985 Settlement Agreement. The purpose of collecting DR&R in
advance of actual outlaysisto match those costs with barrels shipped. Whilethere
areclear public policy reasonsfor allowing a pipeline owner to recoup prior capital
investment on a hyper-accelerated depreciation schedule- to free up capital more
rapidly for further development, for example- there was no apparent or logical
reason to acceler ate collections for future cash outlays. But that isexactly what the
TSM did.

In 1985 it was virtually impossible to estimate the correct amountsto pre-collect for
DR&R. Even if thedate of pipdine shutdown could have been known with

certainty, three estimating factor s necessary to calculating the correct pre-collection
of DR& R through the tariff were uncertain or unknown at that early date:
Specifically, the collected amountsin Exhibit E of the Settlement Agreement had to
include adjustmentsto recognize assumptions regar ding (1) thereturn the Owners
would realize from the pre-collected funds during the intervening year s between
collection and expenditure, aswell as (2) the rate of inflation during those years.
Sincethe DR& R collections constituted income until the funds wer e expended, the
pre-collected fundswould be taxable; the DR& R collections wer e therefore ™ gr ossed
up" by (3) the estimated income tax. Thealmost inevitableerrorsin all three early
estimates created DR& R over-collections, resulting in a windfall of enormous
proportionsfor the TAPS Owners.(24)

Thedifficulty in making DR& R estimates so far in advance of actual pay-out is most
smply demonstrated by reviewing the third factor: The

Tax Reform Act of 1986 reduced the cor por ate income tax from 46% to 34%; by
that time, the TAPS settlement had already been approved by FERC - including
DR&R collections " grossed up” to include taxes calculated at thehigher rate. Even
though the higher tax rate would never be paid, the TAPS Shippersfor the higher
rate. Because there was no provision to reduce the DR& R collection schedulein the
1985 TAPS Settlement Agreement and the funds wer e not escrowed, the TAPS
Ownerswer e ableto keep that money.



Through 1998, TAPS Shippers paid approximately $1,535 million in TAPS tariffs
for DR&R, or 98% of the estimated total DR& R tariff stipulated as part of the
TSM. The after-tax value to the TAPS Owner s of the pre-collected DR& R funds at
the end of 1998 has been estimated to be $4.07 billion (Scott's low estimate), $4.56
billion (Scott's high estimate) and $5.90 billion (APUC Staff Expert Witness,
1986).(25)



Part I1: State Purchase, Operation and M anagement of TAPS
A. Introduction

Thefirst part of thispaper describesin general termsthe operation of the TAPS
tariff and the manner in which the operation of TAPS affects State revenue and

North Sope oil development. Part 11. of this paper exploresthree questions. (1)
Could State take-over of TAPS resolve some of the problemsidentified in the
preceding sections? (2) If so, is State take-over of TAPSisfeasible? (3) What arethe
principal problemsand policy implications associated with State take-over and
operation of TAPS?

B. Fiscal Parameters of State Purchase and Operation of TAPS

I'n broad economic terms, three aspects of the TAPS tariff stand-out. Through the
mechanisms of front-loaded (hyper-acceler ated) depreciation schedule and recovery
of deferred return, capital investment in TAPS appearsto have been largely
repaid.(26) In addition, through the pre-collection of DR& R, the TAPS Owners

have also received the use of a cash windfall estimated by Scott at the end of 1998 to
be $4.07 to $4.56 billion. For property tax purposes, TAPSisvalued today at
approximately $3.0 billion. Based on thesefigures, it makes sense for the State of
Alaska to consider the purchase of TAPS and take-over of DR& R liability, along
with the present value of the fundsthe TAPS Owners have pre-collected for that
purpose.

If the estimated value of the TAPS DR& R collectionsis placed at the midpoint of
Scott's estimates ($4.31 billion), the net result of the transaction would be a transfer
to the State of Alaska of TAPS and associated aspects, plus approximately $1.31
billion in cash. That amount could be deposited into an escrow account for future
DR&R expenditure; the escrowed, publicly-held TAPS DR& R fund would be
supplemented, as necessary, in amountsto be deter mined by modeling.

In Table 4, theright-hand column showsthe effect on the 1997 TAPS tariff of the
tariff reductionsresulting from State take-over and operation of TAPS on a non-
profit bass. Under thisregime, profit and income tax elements- tariff elements (5)
and (7) - would no longer need to be collected. Even with a hefty per-barre charge
to cover additional capital expenditure and contributionsto the DR& R fund, the
resulting tariff reduction (item [8]) would allow the State to deliver oil to Valdez at a
tariff well below that currently charged by the TAPS Owners, enhancing the
competitiveness of North Slope oil whileincreasing State royalty and severance
returns.



Tahle 4.

Revised Elements of TAPS Tariff
(Based on 1997 -aniff, see Table 3, abowe)

qjaer ateate- Cwmed
TAFXS Tariff Blement Fer-harrel Fer-barrel
Share Share
Fem#  Descripfion i/ B ) i BbL )
(1) Operating Costs $1.00 $1.00
(2 Capital Costs (Depreciation) $0.18 $0.18*
(2 State and Local Property Tax $0.13 $0.13 *
(4) State and Federal Income Tax $0.55
(5 Recovery of Deferred Return $0.20 $0.20 *
(5) DR&R / New Capital DR&R $0.02 $0.49 *
(7 After-Tax Margin $0.62
) 1997 v. State-Owned Tariff $2.70 $2.00

Hotes:

1997 See Tahle 3, above.

*  Under a3tate-owned pipeine, il might be possible to goarantee this amount for an
extended period; this would relieve the pipeline boroughs of fighting atmmaally to secoue
appt opriate valuation of TAPS for froperty tax parposes.

** These elements reflect mirimour estim ated tariffreductions, m ore detailed analysis
atid long-term modeling shouldresult in forther taiff reduction s,

##+ This element iz set artificiallyhigh to cover fubwre capita and DRER am ourds.

While modeling of fiscal effects of State operation of TAPS is beyond the scope of
thisanalysis, it ispossible to get a sense of the consequences of this proposal by
making adjustmentsto the model presented in the author's 1998 report on TAPS
profitability. For purposes of thisanalysis, the TAPStariff dementsin that report
werealtered for 1997 and 1998 calendar year operations by reducing the TAPS
tariff to $2.00 per barrel for each year through the tariff adjustments discussed in
the preceding section. Thetariff reductionsresulting from State operation of TAPS
increased Staterevenuein 1997 and 1998 by a minimum of $85 million per year.(27)



C. State Management of TAPS

Even if the concept of State management of TAPS is attractive from a fiscal

per spective, there are other policy questionsto consider. Threeimportant questions
regarding State management of TAPS concern (1) effective management, (2) the
related question of cost control and (3) environmental policy.

To operate TAPS, the State might set up a quasi-public cor poration along the lines
of the Alaska Railroad Corporation. In this case, the Board of Directorswould be
analogousto the TAPS Owners Committee. The Alyeska Pipeline Service Co.,
which operates TAPS as the agent for the TAPS Owners, might be retained asthe
oper ating agent for a new State pipeline cor por ation.

Cost control, already a problem for the TAPS Owners, could become an even

greater problem under State owner ship. However, pipeline manager s could usethe
same techniquesto promote cost savingsthat Alyeska now uses. At present, Alyeska
manager sremind employeesthat the success of future North Slope development
depends on holding transportation costs down so that Alaskan oil can compete on

the global market and employeesreceive year-end bonuses for cost-savingsand
safety. Public manager s could continue to make effective use of both techniques.

From an environmental standpoint, there are two apparent benefits of State take-
over and management of TAPS: (1) In day-to-day operations, under public

owner ship the TAPS oper ator swould be under less pressureto cut corners because
they would no longer be hammered by the cost-cutting demands of shar eholder-
conscious executives on the TAPS Owners Committee. (2) As TAPS shutdown nears
(at some point in the future), the Stateisliableto face thisdilemma: The North
Slope producer s may deter mine that the need to commit fundsfor DR& R
(previoudy collected but not escrowed) will deprive those companies of capital that
might otherwise be used to extend temporarily the life of the North Sope. In this
dtuation, the State may be sorely tempted to back down environmental
requirementsto restor e the pipeline right-of-way to pre-construction condition.

D. Putting It All Together: Four Critical Questions Regarding the Proposed Merger
and State Take-Over of TAPS

By increasing control of TAPSto 72% (wherekey decisions of the TAPS Owners
Committeerequire a 70% majority), the proposed ARCO-BP merger invites
consderation of the question of monopoly control of TAPS. More broadly, isthe
possibility that control of TAPS by itsmajor Owner s has stifled open competition on
the North Slope a sgnificant public policy concern? Implicit in the 1996

endor sement of competition by the Governor's Oil and Gas Policy Council isthe
belief that open competition enhancesthe State's public policy goals by allowing
companieswith different investment strategies, different technical strengthsand
different environmental attitudesto enter the North Slope market. Following this
line of reasoning, thefirst question is:



1. What constitutes sufficient proof, for public policy purposes, that the major
Ownersof TAPS have used (and/or will use) the pipeineto inhibit competition?

If policy makers believe that TAPS has been used to stifle competition to a
significant degree, the next question would be:

2. Aretherelegal remedies?

It should be noted that sufficient proof for a policy maker that TAPS has functioned
to inhibit competition might not be sufficient proof to prevail in court. Putting legal
imponder ables aside for the moment, consideration of the possibility that TAPS will
function to inhibit competition leadsto the following questions:

3. Should the North Slope producers berequired to el
a. All of TAPS?

or

b. A portion of TAPS?

Thebody of studiesarguing that TAPStariffsunder TSM ar e excessive combine
with the departure of Non-Owner s from the North Sopeto provide strong

indication that TAPS has functioned to inhibit competition. To the extent that the
concernsdiscussed in thisbriefing paper are based on a pattern of past behavior, it
followsthat requiring ARCO-BP to divest ARCO's share of TAPS (22%) will

mer ely perpetuate - rather than correct - the unhealthy situation that hasled to BP's
domination of North Slope development.

4. Should the prospective buyer be:

a. An independent pipeline company?

or

b. The State (per haps acting through a quas-independent commission or
authority)?

From afiscal perspective, there aretwo reasonsto favor a State take-over. First, the
preliminary analysis presented here suggeststhat the State can operate TAPS at a
sgnificantly lower tariff than a private corporation. Additionally, despiteits
guaranteed profit on TAPS, an independent company might be reuctant to buy
TAPS because that company would be acquiring the TAPS DR& R liability without
thefundsto perform that obligation (98% of the DR& R money has alr eady been
collected, but the funds wer e not escrowed).(28)



E. The State sRolein TAPS Divestiture | ssues

With both the TAPS right-of-way agreement and the tariff agreement itself coming
up for review during the next decade, the State of Alaska might have leverageto
redress problems associated with monopoly control of TAPS, aswell ascertain
inequitiesin the TAPS tariff structure, such asDR&R. Asindicated above, however,
the State (or at least the Administration) may have some difficulty approaching this
question dueto its agreement to defend the 1985 TAPS tariff agreement against any

litigation. If the State Administration now findsits handstied by the language of its
1985 agreement to the TSM, concer ned citizens and policy makers might want to
devise a strategy that would provide some measur e of State support for an antitrust
challengeto the conduct of the TAPS Ownersin implementing TSM. In thisevent, it
might be useful to consider the following questions:

* The State Administration has been in litigation since 1985 challenging aspects of
the implementation of TSM.(29) Can the antitrust effects of TAPSthe
implementation of TSM be challenged without violating Section 1-3 of the TAPS
Settlement Agreement?

* |f the State Administration must defend TSM under its 1985 agreement, doesthe
language of that settlement prevent the Alaska State L egislature from challenging
provisions of the agreement?

* |f the State Administration must defend TSM under its 1985 agreement, does the
language of that settlement the Alaska Permanent Fund from challenging provisons
of the agreement?

* |f the State Administration must defend TSM under its 1985 agreement, doesthe
language of that settlement prevent the Alaska State L egidature from creating an
independent authority that can challenge TSM provisons?

* FERC approved the TAPS settlement in part on the basis of estimates regarding
financing of TAPS dismantling, removal and restoration (DR& R) that were
impossible to make at that time or arguably false; can thisfact be used to nullify the
TSM (including the requirement that the State of Alaska defend TSM)?

Whileit isnot possible to answer thisline of questions definitively without
additional legal analysis, it may be useful to consider them in the public dialogue
concer ning the State of Alaska's public policy optionswith regard to the proposed
ARCO-BP merger.



[11. Conclusion: Why Should the State of Alaska Buy TAPS?

Purchase of TAPS under terms similar to those outlined in thisreport would give
the State of Alaska the ability to accomplish the following major policy objectives-
without cash outlay:

* deliver oil to Valdez at tariff rates below those charged by the TAPS Owners
under TSM, thereby (1) enhancing the competitiveness of North Slope ail in the
world market and (2) increasing annual oil revenue receipts severance tax and
royalty receipts,

* manage TAPS to ensure competition;

* ensurethat the pipeline communitiesreceive a stable (rather than a declining)
revenue stream in lieu of property taxes,

* ensurethat cost-cutting does not affect environmental performance (a current and
chronic problem on TAPS); and

* escrow DR& R callections, reducing the inevitable pressure on the State, created
by the present DR& R arrangement, to trade performance of DR& R obligations for
latter-day investment that would prolong North Siope production.
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