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Hel d: For the years before the Court,
$204 mllion (reflecting petitioners’ 22-percent share
of a total $928 nmillion) in estimated dismantlenent,
removal , and restoration (DRR) costs relating to
fieldw de oil production equipnent and facilities

| ocated in the Prudhoe Bay oil field on the North Sl ope
of Alaska is not sufficiently fixed and definite to be
accruabl e under the all-events test of sec. 1.461-

1(a)(2), Incone Tax Regs.

Hel d, further, for the years before the Court,
$24 mllion (reflecting petitioners’ 22-percent share
of a total $111 mllion) in estinmated DRR costs
relating specifically to oil wells and to well drilling
sites located in the Prudhoe Bay oil field: (1) Is
sufficiently fixed, definite, and reasonably
determ nable to satisfy the all-events accrual test of
the accrual nmethod of accounting; (2) is not accruable
as a capital cost because such accrual would constitute
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a change in petitioners’ nmethod of accounting for such
costs for which change respondent has not granted
perm ssion; and (3) is not accruable as a current

ordi nary and necessary busi ness expense because such
accrual would cause a distortion in petitioners’
reporting of incone.
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SW FT, Judge: |In these consolidated cases, respondent
determ ned deficiencies in petitioners’ Federal incone taxes for

the years 1979 through 1982 as foll ows:

Year Defi ci ency

1979 $ 268,721, 294
1980 2,898,174, 073
1981 2,037, 809, 876
1982 1, 599, 495, 218

After settlenment of many issues and court decisions on three

i ssues,! the primary issue remaining for decision is whether

! See Exxon Corp. v. Conm ssioner, 113 T.C. 338 (1999)
(tnvolving the creditability of the United Ki ngdom petrol eum
revenue tax); Exxon Corp. v. Conm ssioner, 102 T.C 721 (1994)

(1 nvol vi ng percentage depl etion); Exxon Corp. v. Comm SSioner,
(continued. . .)
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petitioners’ attenpted accrual, for 1979 through 1982, of its
$204 mllion share of $928 mllion in total estinated
di smantl ement, renoval, and restoration (DRR) costs relating to
oil wells and to oil production equipnment and facilities in the
Prudhoe Bay oil field on the North Sl ope of Al aska (North Sl ope)
woul d satisfy the all-events test of the accrual nethod of
accounting. |If, for the years in issue, the accrual of any of
the estimated DRR costs would satisfy the all-events test of the
accrual nethod of accounting, further issues are to be addressed
relating to the anount and nethod of petitioners’ clainmed accrual
t her eof . 2

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.

FI NDI NGS OF FACT
The parties have stipul ated nunerous facts and the
authenticity and adm ssibility of numerous exhibits. The

stipulated facts are so found.

Y(...continued)
T.C. Meno. 1999-247 (involving the accrual of deficiency
interest).

2 The issues in these consolidated cases have al so been
rai sed by petitioners in tinmely filed clains for refund for 1977
and 1978, which clainms we understand to be still pending.
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During the years in issue, petitioners constituted an
affiliated group of nore than 175 U. S. and 500 foreign subsidiary
corporations. At the tinme the petitions were filed, petitioner
Exxon Corp. was the common parent of the affiliated group
incorporated in New Jersey, with its principal places of business
| ocated in New York, New York, or Houston, Texas. Hereinafter,
petitioners will be referred to sinply as Exxon.?

The busi nesses in which Exxon was engaged primarily invol ved
exploration for and production, refining, transportation, and
sale of crude oil, natural gas, and other petrol eum products.
During the years in issue, Exxon owned a 22-percent interest in
t he Prudhoe Bay Unit, a partnership of international oil and gas
conpani es that owned and operated oil and gas |eases in the

Prudhoe Bay oil field on the North Slope of Al aska.

Location of Prudhoe Bay Gl Field

The Prudhoe Bay oil field is located in an extrenely renote
area 250 mles above the Arctic Circle on the North Sl ope of
Alaska. It is bounded by the Beaufort Sea on the north, the
Arctic National WIldlife Refuge on the east, the Brooks Muntain

Range on the south, and the Bering Sea on the west.

8 The parties appear to disagree as to Exxon’s princi pal
pl ace of business during the years in issue. |If this question
cannot be resolved by the parties by way of a post-opinion
stipulation, it will be resolved in a Rule 155 heari ng.
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The surface of the Prudhoe Bay oil field consists of a flat,
treel ess, desert plain of approximtely 69,000 square m | es
covered by a thin mat of vegetation and organic material called
tundra. Beneath the tundra is a |layer of permafrost that extends
to a depth of 1,800 to 2,000 feet.

From m d- May t hrough m d- Sept enber, the sun does not set on
the North Slope. Sunmer tenperatures nay reach 80 degrees
Fahrenheit. From June through Septenber, when the tundra thaws
to a depth of 12 to 18 inches, vehicular traffic on the tundra is
prohi bited unl ess authorized by permt and may be conducted only
in specially designed vehicles called Rolligons.

During sumrer, the permafrost traps water on the tundra
surface, and the North Sl ope becones a wetlands wth thousands of
shal | ow | akes and abundant wildlife, including nunmerous mgratory
bi rds and ani mal s.

In winter, North Slope tenperatures fall to -70 degrees
Fahrenheit, the tundra freezes, blizzards and whiteouts are
common, and darkness prevails for nuch of the day. In late
Novenber, the sun dips below the horizon and does not reappear
until m d-January.

In spite of harsh wnter conditions, sonme work on the North
Slope is better performed during wi nter because frozen tundra
provi des a better foundation for vehicular traffic than tundra

that, during the summer, may not be passabl e.
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In 1979, the U S. Arny Corps of Engi neers designated the
entire North Slope of Al aska as a protected wetlands. N nety-
ni ne percent of the tundra on the North Slope is treated as
wet | ands for regul atory purposes.

Even with the extensive oil wells and oil recovery equi pnent
and facilities that were constructed in the Prudhoe Bay oil field
and that will be described further below, the North Slope of
Al aska accurately may be descri bed and regarded as essentially
undevel oped, as a habitat for fish, wildlife, and birds, with
occasi onal subsistence use of the |and by isol ated Eskinp
comuni ties.

Physi cal access to the North Slope is limted. The Dalton
H ghway, a two-lane gravel road that traverses the Brooks
Mount ai n Range, provides the only |land access. The only all-
water route to the North Slope follows the west coast of Al aska
north through the Bering Sea, around Point Barrow, and east to
Prudhoe Bay. Except during an ice thaw that |asts, on average,
6 weeks in late sunmer when the Arctic ice cap sufficiently
recedes fromthe shoreline, marine vessels and barges cannot
access Prudhoe Bay.

The North Sl ope has no significant |ocal infrastructure.

Fai r banks, | ocated approximately 400 mles to the south and
beyond t he Brooks Mountain Range, is the nearest city to Prudhoe
Bay. Anchorage is located 700 mles to the south. Oher than

the facilities and personnel associated with the Prudhoe Bay oi
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field and a few other producing oil fields, there are scattered
t hroughout the North Slope just a few isol ated Eskinmo

comuni ties.

Because of its isolation and renoteness, |abor, materials,
equi pnent, and support services for major construction projects
on the North Sl ope—in particular, for construction and
installation of the Prudhoe Bay oil field equipnment and
facilities—nmust be inported, which significantly increases the
costs of construction and of performng work on the North Sl ope.
The oil conpanies’ total $11 billion capital cost, in the 1970's
and early 1980's, of installing and constructing the Prudhoe Bay
oil field equipnment and facilities was nore than four tines what
the total cost would have been to install and construct a
conparable oil field in the |lower 48 States.

Alaska O | and Gas Leases Relating to, and Di scovery
of, Ol Reserves in the Prudhoe Bay G| Field

In 1959, by the Al aska Statehood Law of 1958, Pub. L. 85-
508, 72 Stat. 339, the Federal CGovernment authorized the new
State of Alaska to select 103,350,000 acres of Federal | ands
wi thin the boundaries of Al aska to becone State |ands. Al aska
sel ected approximately 1.6 mllion acres on the North Sl ope
between the Colville and Canning Rivers.

In 1964, the State of Al aska began to offer to oil and gas

conpani es oil and gas exploration and devel opnent | eases on its
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| ands on the North Slope using the standard Al aska Conpetitive
Ol and Gas Lease Form No. DL-1 (DL-1 Leases).

In 1964, 1965, 1967, and 1969, using the DL-1 Leases, with
Exxon, Atlantic Richfield Co. (ARCO, British Petroleum (BP), and
other oil and gas conpani es, Al aska entered into the particul ar
oil and gas | eases covering the portions of the Prudhoe Bay oi
field that are involved in these cases. The terns of the DL-1
Leases extended for 10 years subject to being renewed by the oi
conpanies as long thereafter as oil or gas is produced “in paying
gquantities”.

I n Decenber of 1967, Exxon and ARCO di scovered a | arge oi
and natural gas reservoir at an exploratory well that had been
drilled on one of their jointly owned Prudhoe Bay | eases. The
reservoir, named “Sadl erochit”, after the Eskinmo word for “area
out side the nountains”, was and renmains the |largest oil and gas
reservoir ever discovered on the North Anerican Conti nent.

As of 1967, the reservoir was estimated to contain 23
billion barrels of oil in place and 42 trillion cubic feet of
natural gas. Over its projected 30- to 50-year productive life,
the Sadl erochit Reservoir was projected to produce from1l3 to 14
billion barrels of |iquid hydrocarbons, approximtely 60 percent
of the original oil in place.

Wthin the Prudhoe Bay field, the Sadl erochit Reservoir

extends approximately 30 mles east to west and 13 mles north to
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south. It underlies approximately 111 Al aska oil and gas | eases
owned by various oil and gas conpani es.

Construction of Trans-Al aska Pipeline and
Unitization of Prudhoe Bay G| Field

In 1969, Exxon, ARCO, and BP announced plans to construct a
798-mle pipeline to transport oil recovered fromthe Prudhoe Bay
oil field to the port of Valdez, Al aska, fromwhich the oil would
be shipped to the ower 48 States and to ot her destinations
t hroughout the Wrld. This pipeline cane to be known as the
Trans- Al aska Pi pel i ne System ( TAPS).

TAPS was constructed under rights-of-way granted in 1974 by
t he Federal Governnent and Al aska to a group of seven pipeline
conpani es, including subsidiaries of Exxon, ARCO and BP

By early 1977 construction of TAPS was conpl eted, and on
June 20, 1977, oil production began fromthe wells located in the
Prudhoe Bay oil field, and oil began flow ng through TAPS to the

port in Val dez, Al aska.

Production Facilities Constructed in the Prudhoe Bay Ol Field

Engi neeri ng obstacles that had to be overcone to construct
the Prudhoe Bay oil wells and oil production facilities were
enornmous. The North Slope’s harsh conditions, fragile
environnent, and renote | ocation presented unique challenges to

t he design, construction, and installation of the Prudhoe Bay oi
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field, the acconplishnent of which constituted an engi neering
feat of breathtaking proportions.

Construction of the oil wells and of the related oi
production facilities at Prudhoe Bay represents the |argest oi
devel opnent project in our country’s history. |In addition to the
oil wells, an extensive network of facilities was constructed to
separate gas and water fromcrude oil recovered fromthe
reservoir, to reinject separated natural gas and water into the
reservoir in order to maintain reservoir pressure for enhanced
oil recovery, to prepare recovered oil for transport through
TAPS, to supply the necessary power and fuel requirenents
associated wth all Prudhoe Bay operations, and to provide
necessary support facilities.

The Prudhoe Bay oil field is laid out in a manner simlar to
an offshore oil field with centralized oil production facilities
and isolated drilling locations. The oil well drilling equipnment
at the well sites rests on gravel pads called “well pads” from
which nmultiple wells are drilled directionally underground into
the oil reservoir. The six |large production centers wthin the
oil field are called “gathering centers” or “flow stations”.

Above- ground pi pelines throughout the Prudhoe Bay oil field
rest on vertical support nenbers (VSMs) and run fromoil well
drilling sites, to the production centers, and to TAPS.

Pipelines wthin the Prudhoe Bay oil field are el evated on the

VSM s above the ground at a sufficient height so that the tundra
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woul d not nelt and so that nmoose and other wildlife would be able
to traverse the pipelines.

Due to the careful design, construction, and operation of
the Prudhoe Bay oil field, the facilities and operations of the
oil field have disturbed only 5, 600 acres, or 2 percent, of the
total |land acreage at Prudhoe Bay.

In light of the costly and difficult construction conditions
on the North Slope, the large industrial buildings and facilities
at Prudhoe Bay (such as the flow stations and power plant),
initially were constructed as |large, nodular buildings in plants
near Bellingham and Seattl e, Washington. The buildings, with the
extensive equi pnment and facilities fully contained and installed
therein, were then transported by special, oceangoi ng barges up
the west coast of Canada through the Bering Sea to Prudhoe Bay
where they were transported slowy over gravel roads to the
installation sites in the Prudhoe Bay field.

To protect the North Slope tundra fromthermal damage, the
| arge plants and buildings constituting the oil production
facilities at Prudhoe Bay were installed on pilings and gravel
pads rising 4 to 6 feet above ground level. Once installed and
in place at Prudhoe Bay, the nodul ar segnents of the |arge
bui |l di ngs were then joined together to formintegrated facilities
and buil dings by connecting their structural conponents, piping,

and electrical lines at interface points.
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The oceangoi ng sealifts by which the equi pnent, buil dings,
and other facilities were transported by barge to Prudhoe Bay
occurred in the 1970's and early 1980's.

By July of 1984, construction, transportation, and
installation costs of the wells, the equi pnent, the buil dings,
the pipelines, and the other facilities installed at the Prudhoe
Bay field reflected, as indicated, a total capital cost to the
oi | conpani es of approximately $11 billion. The facilities
i ncluded 645 wells drilled on 37 drilling sites, 980 acres of
pits, 800 mles of above-ground pipelines, 3 flow stations, 3
gathering centers, a central power station, a central conpressor
pl ant, a base operations center, electrical |ines and associ ated
pol es, sw tchgear, transforners, and an offshore seawater
treatment plant conpleted in 1983 and connected to the mainl and
by a gravel causeway.

Punp Station No. 1, the access or entry point fromwhich oi
flows out of the Prudhoe Bay oil production facilities and into
TAPS, and a segnment of the above-ground portion of TAPS |lie
wi thin the geographical boundaries of the Prudhoe Bay oil field.
Portions of the Endicott and Kuparuk pipelines, which transport
crude oil from neighboring oil fields to Punp Station No. 1 for
entry into TAPS, also traverse the Prudhoe Bay oil field. In
many areas, the Endicott, Kuparuk, and Prudhoe Bay pipelines are
physi cal Iy indi stingui shabl e and run al ongsi de each ot her,

supported above the tundra by the sane VSM s.
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Unitization of Gl Company Interests in Prudhoe Bay GOl Field

Effective April 1, 1977, to save costs and to enhance
operating efficiencies, Exxon and the other oil conpanies owni ng
the oil exploration and production |eases in the Prudhoe Bay
field entered into a unitization or partnership agreenment with
the State of Alaska (Unit Agreenent) under which they unitized
their oil exploration and production | eases into a single
operating partnership, the Prudhoe Bay Unit (the PBU)

The Unit Agreenment divided the Prudhoe Bay oil field into
two operating areas—the Western Operating Area to be operated by
BP and the Eastern Operating Area to be operated by ARCO

Al so, effective April 1, 1977, the PBU partners entered into
the PBU Operating Agreenent (Operating Agreenent), which
est abl i shed how t he PBU woul d be operated and how costs woul d be
shared anong Exxon and the other oil conpanies with ownership
interests in the PBU As indicated, under the Unit and Operating
Agreenents, Exxon's share of the total costs of constructing and
operating the Prudhoe Bay oil field was approximately 22 percent.

Wen the PBU term nates, the individual |eases to the oi
conpanies will remain in force for at least 1 year or for as |ong
as the | essee oil conpanies continue production of oil on the
| eases in paying quantities. The separate oil conpanies may take
over and continue to operate wells and equi pnment on their | eases

after the Unit Agreenent term nates. As permtted by
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par agraph 36 of the DL-1 Leases, the | essees may sal vage any
remai ni ng equi pmrent within a reasonable tine but not |ess than
3 years after oil production term nates.

The Unit Agreenment incorporates therein whatever oil conpany
DRR obligations existed under the DL-1 Leases with the State of
Al aska. It also stipulates that no well site may be abandoned
until “final cleanup and revegetation, if required, is approved
in witing” by the State. The Unit Agreenent nodified the
original DL-1 Leases in certain respects not pertinent to the

i ssues i nvol ved herein.

Production of Gl From Prudhoe Bay

From 1980 to 1987, oil production fromthe Prudhoe Bay field
was at its peak, averaging approximately 1.5 mllion barrels per
day, approximately 25 percent of total U S. oil production.
Since 1987, oil production fromthe Prudhoe Bay field has been
declining. By 1997, nore than 70 percent of the recoverable
crude oil located in the Prudhoe Bay field had been recover ed.
Current projections by the PBU owners, the Al aska Departnment of
Nat ural Resources, the Al aska Departnent of Revenue, and the
North Sl ope Borough consistently forecast that oil production
fromthe Prudhoe Bay field will end approximately in the year
2030, well after estimated production from other known oi

reservoirs on the North Slope will have ended.
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The PBU partners originally believed that they m ght be able
to recover and to market natural gas reserves located in the
Prudhoe Bay field. To date, however, studies conducted by the
PBU partners and by State and Federal agencies indicate that
natural gas recovery from Prudhoe Bay will not be economically
vi abl e given the projected |low price of natural gas relative to
t he high cost of recovering, producing, and transporting natural
gas fromthe Prudhoe Bay field to world markets. [In 1987, Exxon
“debooked” (renoved from “proved undevel oped” to “uneconom c”)
the natural gas reserves in the Prudhoe Bay field. 1In 1988, the
U S. Departnent of Energy (DOE) agreed with that decision and
reduced its estimate of North Sl ope natural gas reserves by 24.6
trillion cubic feet.

The extensive Prudhoe Bay oil field production facilities
and the TAPS pipeline fromPrudhoe Bay to Val dez, Al aska, were
desi gned for the recovery, processing, and transportation of
crude oil, not natural gas, and it is not anticipated that any
significant portion of the Prudhoe Bay oil field production
facilities and the TAPS pi peline would be usable or nodifiable
for the eventual recovery and transportation of natural gas from
the Prudhoe Bay field should recovery of the Prudhoe Bay natural
gas soneday becone economcally viable. That is, it is
anticipated that separate, new wells, processing, and

transportation facilities would have to be constructed for the
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recovery fromthe Prudhoe Bay field of natural gas, if recovery

of such natural gas soneday woul d becone profitable.

Terns of DL-1 Leases Relating to Exxon's DRR Obligati ons

The particular provisions of the DL-1 Leases (under which
Exxon and the other oil conpanies conducted oil exploration and
recovery activities in the Prudhoe Bay field) that apply to DRR
obligations of Exxon and of the other oil conpani es upon
termnation of oil production in the Prudhoe Bay oil field are
vague and general .

The principal |anguage of the DL-1 Leases that descri bes
what is to happen--upon term nation of oil production at Prudhoe
Bay--to the extensive oil production equipnent and facilities
| ocated in the Prudhoe Bay field is found in paragraph 36, which
reads oddly and anbi guously in terns of “rights” and “privil eges”
of the oil conpanies (not in terns of DRR “duties or
obligations”) as follows:

R GATS ON TERM NATI ON.  Upon the expiration or earlier
termnation of this |ease as to all or any portion of said
lands, * * * [Exxon] shall have the privilege at any tine
within a period of six nonths thereafter, or such extension
thereof as nay be granted * * * [by Al aska], of renoving
fromsaid |and or portion thereof all nachinery, equipnent,
tools, and naterials other than inprovenents needed for
producing wells. Any materials, tools, appliances,
machi nery, structures, and equi pnment subject to renoval as
above provided which are allowed to remain on said |and or
portion thereof shall becone the property of * * * [ Al aska]
upon expiration of such period; provided, that * * * [Exxon]

shall renpve any and all of such properties when so directed
by * * * TAlaska]. Subject to the foregoing, * * * [Exxon]
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shall deliver up said | ands or such portion or portions
thereof in good order and condition. [Enphasis added.]

Language i n paragraph 20 of the DL-1 Leases--pertaining
generally to due diligence and to prevention of waste in the
conduct of activities at Prudhoe Bay--does contain specific
reference to Exxon’s (and to the other oil conpanies’)
obligations to plug wells upon term nation of oil production at
the well sites. That |anguage al so makes general reference to
Al aska regul ations “relating to the matters covered by this
paragraph” (nanely, to due diligence and to waste). The | anguage
of paragraph 20, however, provides neither a description of DRR
work that Exxon is or will be obligated to performon | eased
property not associated with well sites nor specific reference to
any Al aska regul ations pertaining to broader fieldw de DRR
obligations of the oil conpanies. Paragraph 20 provides, in
part, as foll ows:

DI LI GENCE; PREVENTI ON OF WASTE. * * * [ Exxon]

* * * shall plug securely in an approved manner any
wel | before abandoning it; * * * and shall abide by and
conformto valid applicable rules and requl ations

of the Alaska G| and Gas Conservation Comm ssion and
the regulations of * * * [Alaska] relating to the
matters covered by this paragraph in effect on the
effective date hereof or hereafter in effect if not

i nconsistent with any specific provisions of this
| ease. [Enphasis added. ]

Language in paragraph 31 of the DL-1 Leases provides for

assi gnnent of the | eases, or of undivided interests in the
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| eases, subject to the State's approval. Language in paragraphs
4, 7, 8, and 28 provides for suspension of operations wthout the
| eases expiring.

Language in paragraph 33 of the DL-1 Leases provides that
Exxon (and the other oil conpanies), should it so choose, my
abandon or surrender its interests in the leases to the State,
provided it--

[places] all wells on the surrendered land * * * in

condition satisfactory to * * * [Alaska] for suspension

or abandonnent; thereupon, * * * [Exxon] shall be

released fromall other obligations accrued or to

accrue under this lease with respect to the surrendered
lands * * *. [Enphasis added.]

Al aska Law and Regul ations Relating to
Exxon’s DRR (bligations in Prudhoe Bay

In 1959, the new State of Al aska Constitution provided for
“devel opnent, and conservation of all natural resources * * * for
t he maxi num benefit of its people.” Alaska Const. art. VIII,
sec. 2. Alaska s | and managenent policies generally allow
devel opnent of Al aska’s natural resources on condition that the
envi ronnent be restored to the nmaxi mum reasonabl e extent upon
conpl eti on of operations.

In 1967, the Alaska G| and Gas Conservation Conm ssion
(AOGCC) issued regulations relating to pluggi ng and abandonnent
of oil wells and to cleanup of oil well sites. See Al aska Adm n.
Code tit. 11, secs. 2101-2108 (effective Sept. 1967), later at

Al aska Adm n. Code tit. 11, secs. 22.100-22.110 (1973), and at
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Al aska Adm n. Code tit. 20, secs. 25.105-25.170 (1980). These
regul ations are witten only in ternms of “plugging” the wells and
cleaning up “l oose debris” and restoring the well sites to a
“generally level condition.” The AOGCC regul ations do not set
forth or describe either specific or general DRR obligations of
oil conpanies relating to the extensive Prudhoe Bay oi
processing facilities not located at well drilling sites.

In 1972, in anticipation of oil production at Prudhoe Bay, a
joint Federal -State conm ssion was established to study Al aska
| and use issues. In 1979, the comm ssion stated in its final
report that devel opnent activities in the Arctic “should not |ead
to irreversible consequences” and that “areas inpacted should be
capable of restoration to a natural state upon the conpletion of

devel opnment activities.” (Enphasis added.)

TAPS R ght - OfF -\WAy Pr ovi si ons

In contrast to the generally vague | anguage of the
DL-1 Leases relating to oil conpany DRR obligations in the
Prudhoe Bay oil field, |anguage in the TAPS ri ght-of - way
provisions relating to DRR obligations of the oil conpanies which
constructed and which operate TAPS is nore specific. As
expl ai ned, TAPS was constructed, and operates today, under |ease
rights-of-way granted in 1974 by the Federal and Al aska State
Governnents to a group of seven pipeline conpanies, which include

subsi di ari es of Exxon, ARCO, and BP. The Federal and Al aska
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right-of-way agreenents for TAPS contain express | anguage and
provisions relating to oil conpany DRR obligations that
specifically require the oil conpanies, upon term nation of their
use of the TAPS rights-of-way, to renove the facilities,

i nprovenents, and equi pnent. The Federal right-of-way agreenents
for TAPS state:
Stipulations for the Agreenent and G ant of
Ri ght -of -Way for the Trans- Al aska Pipeline
1.10. Conpletion of Use
1.10.12. * * * [the oil conpanies] shall pronptly
renove all inprovenents and equi pnent, except as
ot herwi se approved in witing by the Authorized
Oficer, and shall restore the land to a condition
that is satisfactory to the Authorized O ficer or
at the option of * * * [the oil conpanies] pay the

cost of such renmoval and restoration. * * *
[ Enphasi s added. ]

The State of Al aska right-of-way agreenents for TAPS contain
virtually the sanme | anguage explicitly requiring the oi
conpani es, upon shutting TAPS down, to performor to pay for the
DRR work associated with dismantling and renoving the pipeline

and restoring the | and.

DRR Liabilities Recogni zed for TAPS Rate Mki ng Purposes

As stated, the Federal right-of-way agreenents and the
permts relating to TAPS expressly require DRR work to be
conpl eted by the oil conpanies upon term nation of pipeline

oper ati ons.
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Al'so, in setting transportation rates for TAPS and ot her
pi pelines on the North Sl ope, the Federal Energy Regul atory
Comm ssion (FERC) has permitted owners of the pipelines to treat
estimated DRR costs as capital costs of constructing the
pi pelines and therefore as costs that are recoverable ratably
over the life of the pipelines through rate charges for
transporting oil through TAPS and t he other pipelines.

PBU Fi nancial Statenments and PBU Tax Reporting Relating to
Esti mated DRR Costs at Prudhoe Bay

For all relevant years and all itens (including DRR costs),
the financial books and records and the Federal partnership
i ncone tax returns of the PBU were prepared on the accrual nethod
of accounting.

From formati on of the PBU partnership through the years in
i ssue, on the financial books and records and on the Federal
income tax returns of the PBU partnership, DRR costs were accrued
utilizing the all-events test of the accrual nethod of
accounting. At the tinme, it was understood generally within the
oil industry that DRR costs could not be accrued for Federal
i ncome tax purposes until the related DRR work was actual ly
performed. This understanding was consistent with and foll owed
respondent’ s then-published position that DRR work had to be
performed before the related DRR costs for tax purposes could be
accrued under the all-events test. See Rev. Rul. 80-182, 1980-2

C. B. 167.
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Accordingly, for the years in issue, the PBU partnership
accrued ordinary busi ness expense deductions relating to DRR
costs in the years in which the related DRR work was perforned.

On the PBU partnership Federal incone tax returns for the
years in issue (1979-82), with respect to estimted future
Prudhoe Bay DRR costs associated with projected DRR work to be
performed in subsequent years upon term nation of oil production
at Prudhoe Bay, no accrual was clainmed for an increase to a
capital liability account, for an increase in the depreciable tax
basis of capital assets at the Prudhoe Bay field, nor for
ordi nary and necessary busi ness expenses.

During the years in issue, a PBU sponsored DRR cost study
relating to the Prudhoe Bay field was not conpl et ed.

On its 1979 and 1980 partnership Federal incone tax returns,
the PBU el ected to conpute depreciation on its depreci abl e assets
pl aced in service in those years under the class |life asset
depreci ati on range (ADR) system of section 1.167(a)-11, |ncone
Tax Regs. For those sane years, PBU el ected under section 167(f)
to reduce the anmount taken into account as sal vage val ue by an
anount not exceeding 10 percent of the basis of property
depreci ated under the ADR system In making this election, the
PBU cl ai med that the gross sal vage val ue did not exceed 10
percent of the unadjusted basis of the facilities. This election
caused t he sal vage val ue of each ADR vintage account to be

reduced to zero. For 1981 and 1982, the PBU depreciated assets
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pl aced in service in 1981 and 1982 under the Accel erated Cost
Recovery System (ACRS) of section 168.

Exxon’ s Financial Reporting Relating to
Estimat ed Prudhoe Bay DRR Costs

In 1977, the Financial Accounting Standards Board (FASB)
i ssued Statenent of Financial Accounting Standards No. 19,
“Fi nanci al Accounting and Reporting by G| and Gas Producing
Conpani es” (FAS 19),* which required oil and gas conpanies, for
financial incone statenment reporting purposes, to take estinmated
future DRR costs into account in determ ning anortization and
depreciation rates. For financial accounting purposes, oil and
gas conpani es have estimated such costs in a variety of ways.
Were estimates of DRR costs exceed estimated sal vage val ue, oi
and gas conpani es, including Exxon, have reported and cl ai ned,

for financial income statenent reporting purposes, depreciation

4 Paragraph 37 of FAS 19 provides with regard to fixed DRR
obligations the follow ng incone statenent accounting for DRR

Estimated di smantl enment, restoration, and abandonnent costs
and estimated residual sal vage val ues shall be taken into
account in determning anortization and depreciation rates.

FAS 19 does not address the bal ance sheet accounting for
DRR.  In a February 1996 Exposure Draft entitled “Accounting for
Certain Liabilities Related to Closure or Renoval of Long-Lived
Assets”, which would include onshore and of fshore oil and gas
production facilities, the FASB recomended that oil and gas
conpani es, for financial reporting purposes, fully accrue
estimated future DRR costs that represent fixed obligations in
the year the obligations first arise, capitalize such costs into
the bases of the related assets, and recover the costs through
depreci ati on deductions over the productive |lives of the assets.
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expenses for estimated future DRR costs (including those relating
to the Prudhoe Bay oil field) over the entire life of an oi

field using the units-of-production nethod.

O 1 and gas conpanies, including Exxon, typically review and
revise their estimtes and depreciation rates relating to
estimated future DRR costs throughout the Iife of a field. Their
financial incone statenments incorporate and reflect changes in
DRR cost estimates relating to changes in technol ogy, inflation,
| abor, equi pnent, and material rates. Wen new facilities are
installed, oil and gas conpanies reflect additional estimted DRR
costs relating to the new facilities in their financial incone
statenents as additional depreciation expenses.

FAS 19 does not state that estimated future DRR costs shoul d
be reflected as a fixed capital liability on a conpany’s
financi al bal ance sheets.

During the years in issue, consistent with FAS 19, Bulletin
61 of Exxon’s financial accounting manual, *“Accounting for Cost
of Plant Renoval and Site Restoration” relating to the accrual of
DRR costs, provided as foll ows:

Annual accruals [for future DRR] are to be
provided only if both of the follow ng conditions
are net:

1) The work nust be required as the result of

| ocal laws or regulations, or as part of a

contractual agreenent.

2) The nature of the work is such that it is
possible to estimate its cost. Thus, the | aw or
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agreenent nust specify the work to be perforned or
the conditions to be net.

For the years in issue, Exxon, |ike nost other oil and gas
conpani es, did not recognize on its financial bal ance sheet
statenents estimated future DRR costs as a fixed liability.

Rat her, Exxon disclosed estimated future DRR costs in a note to
its financial statenents and, as required by FAS 19, reflected
and clainmed estimated future DRR costs relating to Prudhoe Bay
and to its other oil and gas facilities in its annual
depreciation calculations on its financial incone statenents.

As indicated, during the years in issue, no PBU partnership-
wi de study was nade of estimated future Prudhoe Bay DRR costs.
Rat her, each oil conpany, including Exxon, wth a working
interest in the PBU partnership generally devel oped its own
estimate of future Prudhoe Bay DRR costs.

Set forth in the schedul e below for 1977 through 1988 are
the anounts of its share of total future Prudhoe Bay DRR costs
that, at the end of each year, were estimated by Exxon. The
anounts vary because of differences in nethodol ogy and
assunptions that were used fromyear to year to estinate total

future DRR costs.
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Exxon's Estinated Future
Total Prudhoe Bay DRR Costs

Year (M11ions)
1977 $215
1978 215
1979 228
1980 122
1981 162
1982 180
1983 247
1984 300
1985 300
1986 333
1987 209
1988 209

As indicated, in its financial incone statements for each
year, Exxon included a depreciation expense itemrelating to its
share of the above estimated future Prudhoe Bay DRR costs. On
Exxon’s financial income statenents for each year, the anmount of
t he depreciation expense itemreported for estimted Prudhoe Bay
DRR costs was cal cul ated roughly on the basis of the above
estimates of total future Prudhoe Bay DRR costs and on the basis
of the units of oil production that occurred in each year
relative to Exxon’s estimates of total oil recovery that would
occur at Prudhoe Bay over the projected life of the field,
reflecting Exxon’s 22-percent interest in the PBU

Foll ow ng FAS 19 and oil industry practice, however, on its
annual financial bal ance sheet statenents Exxon did not accrue as
a fixed capital liability or cost any of the above estimated
Prudhoe Bay DRR costs. Rather, on such yearend financial bal ance

sheet statenents, the anount of the annual depreciation expense
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relating to estimated future Prudhoe Bay DRR costs, which was
refl ected on Exxon’s incone statenents as an item of depreciation
and charged to earnings, was credited to a “reserve” liability
account .

During the years in issue, for financial incone statenent
and bal ance sheet reporting purposes, Exxon’s practice for the
financial reporting of estimated future DRR costs was the same as
that followed by a majority of oil and gas conpanies.

Set forth in the section below (infra p. 30), is a schedule
setting forth, anong other things, the amount of estimated future
PBU DRR costs that Exxon, in its financial inconme statenents for
each year, accrued as a depreciation expense and added to a
liability reserve account.

Exxon’s Federal Corporation Inconme Tax Returns and
Now Proposed Tax Treatnment of Estimated DRR Costs

In preparing and filing its Federal corporation incone tax
returns for the years in issue, Exxon used the accrual nethod of
accounting, and Exxon has consistently used the all-events test
as the standard for determining when its liabilities accrue under
t he accrual nethod of accounting.

On its consolidated Federal corporation inconme tax returns
for the years in issue, Exxon accrued costs relating to its
wor | dw de DRR obligations on the accrual nethod of accounting as
its tax return preparers then understood the application to DRR

costs of the all-events test of the accrual nethod of accounting.
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That is, DRR costs, for Federal income tax return purposes, were
accrued only when the related DRR work was perforned and then as
current business expenses. As explained and as reflected in Rev.
Rul . 80-182, 1980-2 C. B. 167, this was consistent with
respondent’s interpretation of how the all-events test of the
accrual nethod of accounting applied to DRR costs.

Set forth below for each of the years 1977 through 1982 is a
schedul e that reflects the amunt of estimated Prudhoe Bay DRR
costs indicated: (1) On Exxon’s financial bal ance sheet
statenents (as explained, estimted DRR costs were accrued on
Exxon’ s financial bal ance sheet statenments not as a fixed
l[tability cost but only in a footnote as a reserved liability);
(2) on Exxon’s financial incone statenents (as expl ai ned,
estimated future DRR costs were accrued on Exxon’s incone
statenents as a depreciation expense based on units of oi
production that occurred in each year); (3) on Exxon’s Federal
income tax returns, as filed with respondent (as expl ained, on
Exxon’s income tax returns DRR costs were not accrued until DRR
wor k was perforned and then as current business expenses); and
(4) as now claimed by Exxon for Federal inconme tax purposes,
namely, in the year Prudhoe Bay oil wells and the rel ated
equi pnent, facilities, and buil dings were constructed, total
estimated future Prudhoe Bay DRR costs would be capitalized and

for each year rel ated accel erated depreciation, investnent tax
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credits, and intangible drilling costs, or, alternatively,

current business expense deductions would be clained therefor.

Exxon’s Accrual of Estinated Future PBU DRR Costs

On Financial Statenents Tax Tr eat nent
On I nconme Statenents
As Depreciation Current Expense Woul d Now Capitalize
On Bal ance Expense & On Bal ance On Tax Returns & Cl ai m Depreci ation,
Sheet s Sheets As Addition To As Filed ITC, &1DC, O
As Fi xed Reserved Liability Wth Respondent Current Expense
For Liability (M11ions) (Thousands) (M11ions)
1977 $2.5 -0- $ 6.9
1978 4.2 $15, 040 11. 4
1979 6.1 - 0- 11.8
1980 4.1 - 0- 12.4
1981 5.2 - 0- 13.7
1982 6.0 - 0- 18.8

In the 1980's, a Tax Court decision allowed, for Federal
i ncone tax purposes, the accrual of estinmated future strip-
mning land reclamation costs relating to underground m nes.

See Ghio River Collieries Co. v. Commi ssioner, 77 T.C. 1369

(1981). As aresult, in the late 1980's, the PBU and the
partners in PBU including Exxon raised in these pendi ng cases
with respondent via tinely clains for refund the DRR cost
accrual issue relating to estimated Prudhoe Bay DRR costs, as
wel |l as the accrual of estimated DRR costs for other projects
t hr oughout the worl d.

As a result of such clains, with regard to oil conpany
estimated DRR costs relating to underground mnes, oil shale
projects, and TAPS, respondent has all owed Exxon and ot her oi
conpani es the tax accrual of estimated DRR costs.

For the years in issue, with regard to estimted DRR

costs relating to foreign offshore oil drilling platfornms and
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to Exxon’s oil wells located in the lower 48 States (as well
as those relating to the Prudhoe Bay oil field), respondent
continues to disallow the accrual of estinmated DRR costs.

Wth regard to the accrual of DRR costs relating to foreign

of fshore oil drilling platfornms and to Exxon’'s oil wells

| ocated in the | ower 48 States, Exxon has withdrawn its clains
for refund with regard thereto.

In the referred-to clainms for refund, the PBU and Exxon
have raised the issue of whether they may accrue estimated DRR
expenses relating to Prudhoe Bay beginning in 1977, the first
year of the PBU partnership’ s existence, and Exxon has pendi ng
refund clains on the issue beginning with each year of the PBU
part nershi p.

As expl ai ned, Exxon’s primary position in these cases is
that estimated DRR costs relating to the oil-producing
equi pnent and facilities located in the Prudhoe Bay field
shoul d be accruable, in the year such equi pnent and facilities
are constructed and installed, as capital costs of the
facilities and depreciated under the rel evant tax depreciation
system (for the years in issue--ADR and ACRS). Further, with
regard to estimated DRR costs that are capitalized and that
relate specifically to oil wells and to cleanup of oil well
sites, Exxon clainms that investnment tax credits under section
38 and intangible drilling costs under section 263(c) should

be al | owed.
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Al ternatively, in the year the oil field equi pnent and
facilities were constructed and installed, Exxon clains that
esti mated Prudhoe Bay DRR costs should be accruabl e under
section 162 as ordinary and necessary busi ness expense

deducti ons.

Exxon’s Estimates of Future PBU DRR Costs

Exxon’s experts have nade el aborate and detail ed
projections with regard to future DRR activity that may be
undertaken in the Prudhoe Bay field and to estimted DRR costs
that may be incurred with respect thereto. |In doing so, they
claimthat all facilities in Prudhoe Bay other than the
Seawat er Treatnent Plant will be dismantled beginning in the
year 2031 and that it will take 6 years to dismantle and
renmove the facilities and equi pnent fromthe North Sl ope of
Al aska.

Exxon estimates that a total of $928 nmillion in DRR costs
relating to the Prudhoe Bay oil-producing facilities will be
incurred by the PBU partnership, and Exxon calculates that its

share thereof will be approximtely $204 mllion.
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OPI NI ON

Accrual of DRR Costs Under the All -Events Test of Section 461

For Federal inconme tax purposes during the years in
i ssue, an accrual basis taxpayer generally nay accrue costs
not yet paid in the year in which the costs satisfy the two-
pronged all -events test of the accrual nethod of tax
accounting; i.e., in the year in which all the events occur
that establish the fact of the taxpayer’s liability for the
costs and in which the anount of the liability can be

determ ned with reasonabl e accuracy. See United States v.

Ceneral Dynamics Corp., 481 U S. 239, 243-244 (1987); United

States v. Hughes Properties, Inc., 476 U S. 593, 600 (1986);

United States v. Anderson, 269 U S. 422, 437-438 (1926); sec.

1.446-1(c)(1)(ii), Income Tax Regs.

As the Suprene Court has expl ai ned:

It is fundanental to the “all events” test that,

al t hough expenses may be deducti bl e before they have
becone due and payable, liability nust first be
firmy established. This is consistent wth our
prior holdings that a taxpayer may not deduct a
l[tability that is contingent * * *  [United States
v. General Dynam cs Corp., supra at 243.]

The all-events test also applies under section 1012 to
the accrual into the tax bases of capital assets of estinmated

future capital costs. See Denver & RRo Gande W R R .

United States, 205 C. d. 597, 505 F.2d 1266 (1974); La Rue

v. Comm ssioner, 90 T.C. 465 (1988); Seaboard Coffee Serv.,
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Inc. v. Conm ssioner, 71 T.C. 465, 476 (1978); Lenery v.

Comm ssi oner, 52 T.C. 367, 377-378 (1969), affd. per curiam

451 F.2d 173 (9th Gr. 1971); dbson Prods. Co. v. United

States, 460 F. Supp. 1109, 1115 (N.D. Tex. 1978), affd. 637
F.2d 1041 (5th Cr. 1981); sec. 1.461-1(a)(2), lIncone Tax
Regs. Herein, respondent disputes whether Exxon's attenpted
accrual of estimated Prudhoe Bay DRR costs would satisfy
either prong of the all-events test.

The first prong of the all-events test |ooks only to
whet her the taxpayer’s fact of liability for the costs in
question has been established. This test may be satisfied
even if it is not known when or to whomcosts will be paid.

See United States v. Hughes Properties, Inc., supra at 604;

Val ero Energy Corp. & Subs. v. Commi ssioner, 78 F.3d 909, 915

(5th Gr. 1996), affg. T.C. Meno. 1994-132. A liability can
be fixed even if there are procedural or mnisterial steps
that still have to occur before paynent. Accrual should be
deferred if the occurrence of those steps is sufficiently
uncertain that they render the taxpayer’s liability

contingent. See, e.g., Continental Tie & Lunber Co. v. United

States, 286 U. S. 290 (1932); United States v. Anderson, supra.

The mere specul ative possibility that sonme future event

will release the taxpayer fromits liability does not prevent
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accrual. See, e.g., United States v. Hughes Properties, Inc.,

supra at 601-602, 606.

Exxon argues that the conbination of the DL-1 Lease
provi sions, Al aska |aw, regul ations, and oil industry
practice, as of the end of each of the years 1979 through
1982, establish the fixed and definite nature of Exxon's
future Prudhoe Bay DRR obligations regarding the entire
Prudhoe Bay oil field. The extent of the DRR obligations to
whi ch Exxon contends the PBU and the other oil conpanies
becane subj ect upon construction of the Prudhoe Bay oil wells
and oil production facilities is sumarized briefly by one of
Exxon’ s experts, as follows:

PBU wi Il have to plug all wells, close all reserve

and contai nnent pits, renove all above-ground

pi pelines and electrical lines, and renove all other

structures, such as nodul ar flow stations and

gathering centers. The PBU Partners wll have to

dismantl e, transport to barges, and transport off

the North Sl ope the nodul es, pipelines, and

el ectrical distribution systens, and | eave the | and

in a clean and generally level condition. It is

expected that Exxon and its PBU Partners wll

performthese DRR obligations around the year 2030.

In conparing the | anguage of the right-of-way agreenents
relating to TAPS and to the other North Sl ope pipelines
i nvol ved in the FERC rate-nmaki ng proceedi ngs, on the one hand,
to the | anguage of the DL-1 Lease agreenents, on the other,

Exxon’ s experts sense a commobn denom nator or “idea” in the

| anguage of both sets of right-of-way agreenents (nanely, that
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renmoval of the equipnment and related DRR work is “required” in
each instance).

W note sinply that specific | anguage relating to oi
conpany DRR obligations is found in the TAPS ri ght-of - way
agreenents, but, as we have explained, is not found in the
| anguage and provisions of the DL-1 Leases that relate to
fieldw de oil production facilities at Prudhoe Bay.

Nei t her the | anguage of paragraph 36 nor the | anguage of
paragraph 20 of the DL-1 Leases reflects fieldwide facility
and equi pnent di smantl enent, renoval, or restoration
obligations. As we have explained, paragraph 36 is witten in
ternms of a “privilege” of the oil conpanies to renove
equi pnent if they so choose or of an “option” of Alaska to
have the equi pnent renoved if it so elects. Paragraph 20
refers only generally to waste and due diligence, to
preservation of the |and, and to pluggi ng abandoned wel |l s.

Fi xed obligations to dismantle, renove, and restore the
Prudhoe Bay fieldw de facilities and equi pnent are not
reflected in the | anguage of paragraph 20.

Further, as we have found, and contrary to Exxon’s
experts, AOGCC regulations in effect during the years in issue
relate only to plugging, abandonnent, and cl eanup of oil well
sites and do not apply to, and do not establish, DRR

obligations of the PBU or of the oil conpanies to the
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extensive Prudhoe Bay oil field equipment and facilities not
| ocated at oil well sites.

Again, we note that the right-of-way | eases relating to
TAPS and the regulations relating to oil well drilling sites
refl ect express | anguage that inposes DRR obligations on the
oi |l conpanies. The DL-1 Leases and the Al aska regul ati ons,
however, contain no such express |anguage inposing fixed and
definite DRR obligations on the oil conpanies relating to
fieldw de production facilities located in the Prudhoe Bay
oil field.

We believe the differences in | anguage relating to DRR
obligations are significant for purposes of the all-events
test of the accrual nethod of accounting. W believe that
specific DRR obligations relating to fieldw de oil production
facilities could have been reflected in the DL-1 Leases or in
t he Al aska regul ati ons were such obligations intended.

Speci fic DRR | anguage was used in the TAPS ri ght - of - way

provi sions. No adequate expl anation has been provided as to
why specific | anguage relating to DRR obligations of the PBU
and of the oil conpanies relating to fieldw de DRR was not set
forth either in the DL-1 Leases or in the Al aska regul ati ons,
other than that such DRR obligations with regard thereto, as
of the years in issue, were not established.

As the current Comm ssioner of the Departnent of Natural

Resources for the State of Al aska acknow edged in his trial
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testinmony herein, as late as 1997 no Al aska regul ati ons
specifically covered Prudhoe Bay fiel dwi de DRR obligations of
the oil conpanies. He testified as follows:

Question. So in June of 1994, your Deputy

Commi ssioner said there was no established policy on
DRR and in June of 1997 you said there is no fixed
policy on DRR but now you are claimng on the

W tness stand that there is, is that correct?
Answer. |I'mnot claimng there is a policy. | am
claimng there’s an expectation. W do not have a
policy witten in regulation about |ease closure and
how we go about |ease closure. This has been a
general concern of the industry that goes well
beyond this case, and the purpose of ny nenorandum
to the staff was to continue work that had begun
earlier on such a policy.

However, we have certainly in the | ease and, |
think, in a variety of other arenas stated our
expectations of the industry, and | think those
expectati ons show very high standards in terns of
envi ronnent al cl eanup.

Question. But those expectations are not stated in any
regul ation or official ruling, is that correct?

Answer. That is correct.

The 1979 joint Federal -State conmm ssion that studied
Al aska | and use issues and that concluded that devel opnent
activities in the North Sl ope should not irreversibly damage
the environnent and that the environnent should be “capabl e”
of restoration upon conpletion of devel opnent activities
i nposed no fixed and definite DRR obligations on Exxon. An
“expectation” of and the “capability” of restoration do not

necessarily require restoration.
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Exxon pl aced in evidence the extensive history, during
the 1960's through the present, of the State of Al aska's
supervi sion of oil conpany abandonnent and cl eanup operations
of nunmerous North Sl ope exploratory well sites. Exxon
enphasi zes and argues that such history and practice and the
AOGCC regul ations (relating to abandonnment of wells and to
cl eanup of well sites) together establish affirmative DRR
obligations of the oil conpanies for all of the nassive
equi pnent and facilities |ocated in the entire Prudhoe Bay oi
field. One of Exxon's experts states in his report as
fol |l ows:

The AOGCC s record of strict enforcenent of cleanup

requi renents [for well |ocations] over the | ast

thirty-one years * * * evidences the State’'s

commtnent to having its lands returned in good

order and condition
* x *_ [ Enphasi s added. ]

We reject the equation, if that is what is intended by

Exxon’ s expert, between well sites and the bal ance of the “lands”

constituting the Prudhoe Bay oil field.

Recogni zi ng the di spute between Exxon and respondent over

al l eged differences between well sites and the bal ance of the

Prudhoe Bay oil field, Exxon's expert comrents as foll ows:

It is not necessary to resolve the issue of what
constitutes a “location” to understand that the cl eanup
requi renents of paragraph 20, the AOGCC regul ati ons,
and the consistent, virtually uniformpattern of
enforcenent over many years, collectively illustrate
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the type of standards which will be applicable to final

cleanup at the PBU.  Far fromthe AOGCC regul ations

bei ng sonehow di stinct and inapplicable, there is every

reason to conclude that the State of Al aska w |

enforce DRR obligations under State | eases consi stent

wi th the approach applied under these regul ations.

To the contrary, “expectations” or reasonable and probabl e
“predictions” on the part of Al aska governnment officials and
Exxon’s experts regarding what eventually nay be required from
the oil conpanies in the way of Prudhoe Bay fiel dw de DRR do not
provide a sufficiently fixed and definite basis on which to base
the tax accrual s sought herein. During the years before us, such
expectations and predictions sinply do not satisfy the all-events
test of section 461. They do not rise to the level of fixed and
definite | egal obligations.

The fact that Exxon annually on its financial incone
statenents accrued a depreciation deduction for DRR costs based
on units of oil produced each year does suggest, as Exxon argues,
t hat Exxon’s managenent consi dered sone accrual of estinmated
Prudhoe Bay DRR costs appropriate and consistent with Exxon’s
financial accounting policies and with generally accepted
financial accounting principles. As explained, under FAS 19 oi
conpani es are required to accrue as an expense future DRR costs
where the conpany is under an existing obligation to incur such

costs and where such future DRR costs can be estimated with

reasonabl e accuracy.
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The rules of financial accounting and a conpany’s financi al
treatment of such costs, however, whether correct or incorrect
t hereunder are not controlling for Federal incone tax purposes.

See Thor Power Tool Co. v. Commi ssioner, 439 U.S. 522, 540

(1979). We also note that Exxon, for financial reporting
purposes, did not on its financial balance sheets (as

di stinguished fromits financial incone statenents) accrue any
fixed liability relating to estimated DRR obligations at Prudhoe
Bay.

Exxon argues strenuously that respondent’s position, under
whi ch no tax accrual would be allowed for estimated future
Prudhoe Bay DRR costs, produces a fundanental and gross m smatch
of Exxon’s incone and expenses relating to Prudhoe Bay oi
recovery. Under the matching principle of Federal incone tax
accounting, however, only those obligations are to be recogni zed
that are properly accruable (i.e., that satisfy the all-events
test). To allow estimted costs of obligations that do not
satisfy the all-events accrual test (such as the mgjority of the
estimated DRR costs involved herein) to be accrued and to of fset
current incone is not part of the matching principle.

Further, Alaska’s general policy under its constitution for
managenent of Al aska lands (to permt devel opnment while at the
sanme time insisting that the environnent be preserved or, if
necessary, restored to the fullest reasonable extent) does not

establish any specific oil conmpany DRR obligations with regard to
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Prudhoe Bay that may be | egally recognized for Federal incone tax

pur poses.

DRR Obligations Relating Specifically to
Well Plugging and to Well-Site d eanup

Contrary to our holding regarding fieldw de Prudhoe Bay DRR
we believe Exxon’s Prudhoe Bay DRR obligations relating
specifically to oil wells and to oil well sites are clearly set
forth and established in the provisions of the DL-1 Leases and
satisfy the first prong of the all-events test of the accrual
met hod of accounting. Paragraph 20 expressly states that upon
closing down wells, Exxon is to plug the wells and abi de by
Al aska regul ations relating to such plugging. For the years in
i ssue, Alaska regulations simlarly required oil conpanies to
plug and to clean up well drilling sites.

Respondent argues that the filing of a “notice of
abandonment” of the wells constitutes a condition precedent to
the recognition of any firmoil conpany DRR obligations. Also,
respondent argues that DRR technol ogy and Al aska regul ati ons
regardi ng well plugging and well-site cleanup may be changed by
the time the wells in the Prudhoe Bay field are to be plugged by
the oil conpanies, making all DRR work that the oil conpanies
m ght have to performin Prudhoe Bay indefinite and specul ati ve.
We disagree. W regard the notice of abandonnent provision of
the DL-1 Leases as mnisterial and perfunctory, certainly not a

condition precedent to DRR obligations relating to the wells
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whi ch obligations cane into existence when the wells were

drilled. As Exxon on brief explains:

it is preposterous to think that Exxon could avoid
having to plug wells sinply by refusing to file a

noti ce of abandonnment. * * * Filing the notice is just
a step in performng the well plugging obligation

al ready i nposed by Paragraph 20 of the | ease.

Further, in the oil industry, oil well plugging and site
cleanup relating thereto are common events. Although variations
i n plugging procedures may occur, we believe sufficient oi
i ndustry experience and practice are established with regard to
the frequent procedure of well plugging and well-site cleanup
t hat possi bl e changes in technol ogy and Al aska regul ati ons do not
render Exxon’s Prudhoe Bay DRR obligations with regard thereto
i ndefinite and conti ngent.

Respondent contends that Exxon’s well-site DRR obligations
shoul d not be regarded as fixed because of the possibility that
Exxon m ght surrender or assign its interest in PBU along with
the related DRR obligations, to sone other oil conpany. The nere
possibility of assignnment, however, is not sufficient to prevent
tax accrual because the sane argunment could be made with respect
to every fixed liability that a taxpayer otherw se would accrue.
In any event, the PBU partners are not permtted to assign their
interests in the PBU wi thout approval from Al aska, and the State
woul d not approve an assignnent that would ignore the well

pl ugging and well-site DRR obligations. Further, the Unit
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Agr eenent does not allow an owner to avoid its DRR obligations by
transferring its ownership interest in PBU

The Reasonabl eness of Exxon's $24 MIlion Estinmate for
Prudhoe Bay Wl |l -Pluggi ng and G her Wll-Site DRR Costs

O the total $928 million estinmated by Exxon's experts for
total fieldw de DRR costs, $111.6 mllion relates to well-site
DRR costs--$85 mllion for plugging the 645 wells and $26.6
mllion for closing the pits next to the wells and for cleaning
up the 37 well sites. W discuss bel ow the reasonabl eness of
Exxon's estimate of $24 million (22 percent of $111.6 mllion)
for its share of Prudhoe Bay well plugging and well-site cleanup,
the only DRR costs that we have determ ned satisfy the first
prong of the all-events test of the accrual nethod of accounting.
Respondent clains that all of Exxon's estimated Prudhoe Bay DRR
costs are too renote and specul ative, that they cannot be
ascertained with reasonabl e accuracy, and therefore that they do
not satisfy the second prong of the all-events accrual test.

To protect agai nst hydrocarbon | eakage after abandonnent of
the wells, AOGCC regul ations require that upon abandonnment each
wel |l must be “plugged in a manner which will permanently confine
all oil, gas, and water to the separate strata originally
containing them” This procedure involves setting a series of
cenent plugs to seal the wells. Exxon presented a cost-effective
pl an, whi ch nmakes use of coiled tubing units, for setting such

pl ugs. Exxon’s pluggi ng nethod achi eves the regul atory
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obj ectives of isolating the well substances within their separate
strata and preventing the | eakage of hydrocarbons after well
abandonnent .

Exxon’ s estimated DRR costs associated with plugging wells
i ncl ude wages, rental of equi pnment, supplies, and hauling of
equi pnent and materi al s.

We reiterate that in the oil industry well plugging and
related site cleanup are conmon events. As a general matter and
based on such experience, the costs of such DRR work is
reasonabl y esti nmabl e.

John B. WIlis, currently with Halliburton Energy Services,
Inc., a leading oil well service conpany, prepared Exxon’s plan
for and estimted the cost of plugging the Prudhoe Bay oil wells
in 1970 and 1980 dollars at a total of $131,976 for each of the
645 wells for which an estinmate was done (reflecting total PBU
estimated costs for well plugging of $85, 124,800 of which Exxon’s
22-percent share would be $18,727,456). M. WIIlis supervised
the drilling and plugging of wells at Prudhoe Bay during the
1970's. W accept M. WIIlis estimtes of Exxon' s well-plugging
costs for the Prudhoe Bay field.

During the drilling of wells, mud is punped into the well
bore. Mud and drill “cuttings” nove to the surface as the wells
are drilled and nust be contained when they exit fromthe top of
the wells. To acconplish that containnment, the PBU owners

constructed “reserve pits” at the drill sites by enclosing a
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portion of the tundra with gravel dikes or berms. They
constructed other pits, called “containnment” and “flare” pits, to
col l ect escaped hydrocarbons during oil production.

The AOGCC regul ations fromthe period at issue provided
t hat, upon abandonnment of wells, the pits at well sites nust be
filled and the well sites left in a clean and generally |evel
condition. Exxon's plan for closing the pits upon abandoni ng and
pl uggi ng the wells uses the so-called freeze-back-in-place
met hod, which involves placing on each pit a 6-foot |ayer of
gravel fill with a doned cap. The insulating effect of the
gravel cover keeps the waste located in the pits permanently
frozen, thereby containing the waste in place. During the years
in issue, freeze-back in place represented an acceptabl e nethod
of pit closure.

Exxon’s estinated DRR costs associated with pit closures
i ncl ude wages, fuel, rental of equipnent, supplies, and hauling
of gravel and equi pnent.

Charles E. WIlson, a civil engineer and enpl oyee of Harding
Lawson Associ ates, a |arge environnental renediation and civil
engineering firmw th an Anchorage office, devel oped Exxon’s pit
cl osure plan and estimated the related DRR costs. M. WIlson is
experienced in closing pits and noving gravel on the North Sl ope.

M. WIlson estimated total PBU pit closing costs in the
Prudhoe Bay field in 1970 and 1980 dollars to be $152, 720 for

each of the 174 pits for which an estinmate was done (for a total



- 46 -
cost for all of the Prudhoe Bay pits of $26,573,366, of which
Exxon’ s 22-percent share woul d be $5, 846, 141). W accept
M. WIlson s estimates of Exxon’s pit closing costs for the
Prudhoe Bay fi el d.

We conclude that $24 million for Exxon’s share of the costs
of Prudhoe Bay well-site DRR represents, as of the end of the

years in issue, a reasonable estimte of such future costs.?®

5 oviously, the specific years in which wells are
constructed woul d control the specific year in which rel ated
estimated wel | -site DRR costs woul d be accrued, subject to
resol ution of the remaining issues herein.
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Accrual of Estinmated Prudhoe Bay Well-Site DRR Costs as
Capital Costs or as Current Business Expenses

Al though we are satisfied that Exxon's attenpted accrual of
$24 mllion in estimated DRR costs relating to Prudhoe Bay well
pl uggi ng and well -site cleanup woul d satisfy the all-events test
of the accrual nethod of accounting, respondent argues that Exxon
may not, w thout respondent’s pernission, accrue such $24 mllion
into the tax bases of its share of Prudhoe Bay capital asset
costs and claimthereon accel erated depreciation, investnent tax
credits (ITC), and intangible drilling costs (IDC). W agree
w th respondent.

We believe that Exxon’s claimto such capitalization,
accel erated depreciation, ITC, and IDC constitutes a substanti al
deviation fromthe current ordinary business expense treatnent of
Prudhoe Bay well-site DRR costs (at the tine of perfornmance of
rel ated DRR work) that Exxon has been using on its Federal
corporation incone tax returns as filed and that such a change
woul d constitute a “change” in Exxon's nethod of accounting for
DRR costs for which respondent’s perm ssion is required. See
sec. 446(e), particularly the |last sentence of sec. 1.446-
1(e)(2)(ii)(b), and (3)(i), Income Tax Regs. Not havi ng obtai ned
such perm ssion and absent a finding herein that respondent
abused his discretion in not granting such perm ssion, Exxon is
not allowed to accrue estimted Prudhoe Bay well-site DRR costs

into the capital cost bases of the wells and the well-site
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equi pnent and to claimaccel erated depreciation, ITC, and |IDC
relating thereto. W find no abuse in respondent’s refusal to
aut horize this change in the accrual of Exxon's DRR costs.

The question remains as to whet her Exxon should be all owed
its alternative claimto accrue the estimated $24 million in
wel |l -site DRR costs (that we have concl uded satisfy the all-
events test) as current ordinary and necessary business expenses
in the year in which oil wells are drilled. Treating such DRR
costs as ordinary business expenses woul d be consistent with
Exxon’s tax return treatnent under which such expenses were so
accrued--albeit in the year in which the DRR work was perforned.

The proposed nodification to Exxon’s accrual as ordinary
busi ness expenses of estimated well-site DRR costs (fromthe
year in which the related DRR work is perforned to the year in
which wells are drilled and the DRR obligation first becones
fixed) arguably, as Exxon asserts, would constitute a nere
“correction” in the application of the all-events test to such
costs (nanely, the costs would be regarded as being fixed and
reasonably estimabl e--and therefore as satisfying the all-events
test--in the years the wells are drilled, rather than in |ater
years in which the DRR work is perforned).

Section 1.446-1(e)(2)(ii1)(b), Inconme Tax Regs., provides,
anong ot her things, that a nmere technical “correction” in the
application of a taxpayer's existing nethod of accounting for the

same or simlar itens may be made w t hout obtaining respondent’s
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perm ssion. For exanples of situations where certain
nodi fications in the accrual of itenms under the all-events test
were held to constitute not “changes” in nethods of accounting
for such itens but nere “corrections” in the application to such
itens of the all-events test of the accrual method of accounting
(for which corrections respondent’s perm ssion was not required)

see Northern States Power Co. v. United States, 151 F.3d 876,

883-885 (8th Cir. 1998); G nbel Bros., Inc. v. United States, 210
. d. 17, 535 F.2d 14, 21-23 (1976); Standard Ol Co. v.

Comm ssioner, 77 T.C. 349, 381-383 (1981).

In Chio River Collieries Co. v. Comm ssioner, 77 T.C. 1369

(1981), we recognized that under the all-events test accrual of
estimated strip-mning reclamation costs as ordinary and
necessary busi ness expenses nmay be appropriate in the year the
land is disturbed, rather than in the year the reclamation work
is perfornmed. Arguably, in light of that case, Exxon’s attenpted
nodi fication to the accrual of estimated DRR costs fromthe year
DRR work is perforned to the year in which wells are drilled
woul d qualify as a nmere correction in Exxon’ s nethod of
accounting for such well-site DRR costs for which respondent’s
perm ssion would not be required. In light, however, of our
resolution of the next issue we need not, and we do not, decide

this issue.

Distortion of |ncone
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Respondent argues that Exxon’s alternative accrual as

ordi nary busi ness expenses in the year wells are drilled of the

$24 mllion in estimted Prudhoe Bay well-site cleanup costs

(that we determ ne satisfy the all-events test of the accrual

met hod of accounting) would distort Exxon’s inconme. Exxon

responds that under its alternative claimto currently expense

esti mated Prudhoe Bay DRR costs its incone would not be distorted

for Federal incone tax purposes.

Section 446(b) grants respondent broad discretion to
determ ne whether a particular method of accounting clearly
reflects income and to inpose such nmethod of accounting as in
respondent’s opinion does clearly reflect incone. Respondent’s
determnation is to be respected unless it is found to be an

abuse of discretion. See Thor Power Tool v. Conm ssioner, 439

U S 522, 532 (1979); Ford Mdtor Co. v. Conm ssioner, 71 F.3d

209, 212 (6th CGr. 1995), affg. 102 T.C 87 (1994); Prabel v.
Conmm ssi oner, 882 F.2d 820, 823 (3d Gr. 1989), affg. 91 T.C

1101 (1988).

Herein, under Exxon’s alternative claim Exxon would fully
wite off $24 million in estinmated well-site DRR costs
i mredi ately in the years wells in the Prudhoe Bay oil field were
drilled. Such current expense treatnent would be unrelated to
the years thereafter in which oil production fromthe wells

occurred and incone fromsale of the oil was realized and
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unrelated to the years in which oil production ceases, the wells
are plugged, and DRR costs are incurred.
We sustain respondent’s determ nation that Exxon’s attenpted
accrual of $24 mllion in estimated well-site DRR costs as
current business expenses in the years wells are drilled would

result in a distortion of Exxon's incone.

Deci sions will be entered

under Rul e 155.




