


F  A L A S B i f l

DEPARTMENT OF REVENUE

OFFICE OF THE COMMISSIONER

May 10, 1976

The Honorable Nels Anderson 

Chairman

House Resources Committee 

Alaska State Legislature 

State Capitol Building 

Juneau,, Alaska

Re: House Bill No. 849

Dear Mr. Anderron:

House Bill No. 849, an Act relating to the leases of state land for oil 

and gas and the taking of royalty gas from them, was introduced in the 

House on March 2, 1976 and was referred to the House Resources and Finance 
Committees.

For the consideration of the House Resources Committee, I am enclosing a 

copy of a memorandum prepared by Thomas K. Williams, Director, Petroleum 

Revenue Division, Department of Revenue, Anchorage, Alaska suggesting some 
amendatory language to the proposed legislation.

If you or any members of the House Resources Committee have any questions 

on the material submitted, please telephone the writer at 4uJ-2397 and I 

will contact Mr. Williams in Anchorage for further information.

Very truly yours,

R. D. Stevenson 

Special Assistant

cc: The Honorable Hugh Malone
Chairman
House Finance Committee
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Thomas K. Williams
Director, Petroleum Revenue Division 

Department of Revenue 

%  Anchorage, Alaska

“1776-A T R I B U T E  F R O M  O U R  S T A T E  T O  O U R  N A T I O N - 1976”
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MEMORANDUM State of Alaska
t o :  R. D. S t e v e n s o n  

S p e c i a l  A s s i s t a n t  

D e p a r t m e n t  o f  R e v e n u e FILE NO:

d a te :  A p r i l  30, 1976

TELEPHONE NO:
/

FROM: T h o m a s  K. W i l l i a m s / ^ O SUBJECT: SB 687; HB 84 9

D i r e c t o r

P e t r o l e u m  R e v e n u e  D i v i s i o n

In r e s p o n s e  to y o u r  r e q u e s t  r e g a r d i n g  S B  68 7  ( i n t r o d u c e d  in th e  H o u s e  

as H B 849), t h e  f o l l o w i n g  is offered:

T h e  Bill says it a m e n d s  A S  3 8 . 0 5 . 1 8 1 ,  b u t  the s t a t u t e  it o b v i o u s l y  is 

i n t e n d e d  to a m e n d  is A S  3 8 . 0 5 . 1 8 0 .  A S  3 8 . 0 5 . 1 81  r e l a t e s  to geot h e r ma l  

r e s o u r c e s .

T h e  Bill w o u l d  r e q u i r e  f u t u r e  oil a n d  gas leases to r e s e r v e  an o p t i o n  

to t h e  S t a t e  to d e f e r  r e c e i v i n g  its r o y a l t y  on p r o d u c t i o n .  It w o u l d  

n o t  a f f e c t  T r e a s u r y  a t  this t i m e  s i n c e  all e x p e c t a t i o n s  a r i s e  fro m  

le a s e s  a l r e a d y  issued.

A d m i n i s t r a t i o n  o f  the B ill, and t b e  d e c i s i o n  to e x e r c i s e  the o p t i o n  in 

t h e  futu r e ,  w o u l d  be t h e  r e s p o n s i u i l i t y  o f  th e  D e p a r t m e n t  of Natural 

Re s o u r c e s .

T K W r d h
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DEPARTMENT OF NATURAL RESOURCES /
ROYALTY OIL AND CAS DEVELOPMENT ADVISORY BOARD 11TH FLOOR. STATE OFFICE BLOG.

POUCH M -  JUNEAU K ill

M a r c h  22, 1976

The Honorable Nels A nd er s o n  
Chairman
House Resources C om mi tt e e 
Po uc h V
Juneau, A laska 99811 

Dear Mr. Anderson:

The following c omments on H. B. 349 we re  prep ar e d by the 
Division of Oil and Gas and given by m e  as t es ti m o n y  befor e 
the House Resources C o m m i tt ee  on M a r c h  20, at C om mi s s i o n e r  
Martin's request.

1. We think inclusion of a pr ov is i on  such as out li ne d  
in this bill will be c o m p l e t e l y  un d es i r a b l e  to the 
operators and will r esult in a hi ghly redu ce d bid 
for leases w h i c h  contain this provision. The 
instances w he r e the State m i g h t  w a n t  to use the 
banking privil ed ge  will be few, but  each lease 
will have to stand the b urden of having the 
provision in it.

The following example will show the effe ct  on both 
the State and the o perator by ass um i ng  a gross 
production from a well of 2,000 M C F  per da y  and 
a ssuming that the State elects "to bank" its gas 
or apply the provi si o ns  of the p roposed bill:

Total Gross P ro du c ti on  
2,000 M C F /D ay

Royalty share of total sales rate 
250 M C F / D a y

W o r k in g interest share of total sales rate 
1,750 M C F / D a y

If the w o r ki ng  interest has to m a r k e t  the full gross 
production, he w ould m a r k e t  114% of his n ormal d a i l y  
production for a p eriod of three years at w h i c h  time 
the State could start taking its r o y a l t y  gas.
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If the S ta te  took the gas  on the  m i n i u m u m  terms 
pro p os ed  in the bill, t h en  the State w o u l d  take 
906 MCF per d a y  for a o n e  y e a r  period. This 
w o u l d  r e p r e s e n t  a 45% r e d u c t i o n  in the total 
sales rate that the o p e r a t o r  had b ee n taking for 
the three year period, or it w o u l d  r e p r e se nt  a 
52% r e d u c t i o n  in the n o r m a l  o p e r a t o r ' s  take of 
7/8ths of the sales rate. Th us  the op er at or  
coald n o t  fulfill the t er ms  of m o s t  gas 
tr an sm i s s i o n  p u r c h a s e  c o n t r a c t s  b e c a u s e  of 
erratic takes. Also, the e r r a ti c v o l u m e s  
av ai la bl e and the short time p r o b a b l y  w o u l d  not 
p e rm it  the State to o b t a i n  a f a v o ra bl e pr ic e  or 
co nt ra ct  for its r o y a l t y  gas. Th e re  are some other 
aspects of this bill r e g a r d i n g  d e f e r r i n g  the State's 
roya lt y production. D u r i n g  the three ye a r perio d this 
roya lt y p r o d u c t i o n  was d ef e rred, the State could 
a ll ow  the o p e r at or  to take the full 8/8ths share of 
the total sales volume. If this w e r e  the case, 
the p ro d uc t i o n  tax the o p e r a t o r  w o u l d  p a y  d uring this 
period w o u l d  be h igher in the a m o u nt  of the additi on al  
roya l ty  share that he w o u l d  be p r o d u c i n g  and selling.
If, however, the State s hould d e c i d e  to defer its sale 
of r o y a l t y  p r o d u c t i o n  b y  r e i n j e c t i n g  the roya lt y volume, 
the State w o u l d  have to p a y  for the o p e r a t in g cost 
incurred for the gas r e i n j e c t i o n  and the p r o d u c t i o n  tax 
w o u l d  be less than if the o p e r a t o r  w e r e  taking the full 
pro du ce d volume. W h e n  the St at e  d e c id ed  to take its 
d e f er re d gas at some f u t u r e  date, and d u ri ng  the p e r io d 
of time in w h i c h  it w a s  t a k in g the d e f e r r e d  volumes, 
the pr od u c t i o n  tax w o u l d  b e  lowered b y  w h a t e v e r  amoun ts  
these volu me s res ul te d in. In summary, any time the 
State should d e c i d e  to d e f e r  its gas production, there 
are m a n y  v a r i a b l e s  tha t co m e into play. For example, 
the State co ul d start i n c u rr in g  o p e r a t i n g  costs if it 
elected to ha v e its d e f e r r e d  gas reinjected. Its roya l ty  
w o ul d go to zero. D ur in g  the p e ri o d the gas is being 
deferred, there w o u l d  be no r o y a l t y  income. A n d  of course, 
there w o ul d be larger a m o u n t s  of r o ya lt y income d ur in g 
the period th a t it e l e c t e d  to take its d e f e rr e d gas back. 
Pr od uc t i o n  tax, likewise, w o u l d  be f lu ctuating in the 
reverse fashion. T h er e c o u l d  be peri od s of higher 
pr od uc t i o n  taxes if the o p e r a t o r  takes the full sales 
v olume of 8/8ths of the p r o d u c t i o n  stream, b ut the 
p r o d u c t i o n  tax w o u l d  b e  r e d u c e d  d r a m a t i c a l l y  d u ri ng  the 
time perio d  the State e l e c t e d  to take its d e f er re d  roya lt y 
p ro du c t i o n  in kind. A l l  of th es e factors should be 
co ns id e r e d  be fore an o p t i o n  tha t  was a va i l a b l e  to the 
State, such as d e f e r r i n g  its r o y a l t y  production, was 
e x e r c i s e d .

Nels Anderson -2- March 22, 1976
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Nels A n d e r s o n  -3- M a r c h  22, 1976

In a d d i t i o n  to h a v i n g  u n d e s i r a b l e  current pr o du c t i o n  and income 
effects, the f o l l o w i n g  d i s c u s s i o n  indicates some other p r o bl em s 
w i t h  the bill:

1. D e l a y  in the r e c o v e r y  of gas w i l l  n e c e s s i t a t e  p r o d u c t i o n  
at a later ti me  w h e n  o p e r a t i n g  costs are high. If it
is too late in the res er v oi r life, the ope ra to r  m a y  
w a n t  to giv e the lease back to the State, or abandon 
the p r o p e r t y  if it is un ec on om ic  for him to recover the 
S t a t e 's g a s .

2. If the o p e r a t o r  is p r o d u ci ng  r o y al t y gas and the lease 
r eac he s the eco no mi c  limit, we wo ul d lose the u n r e c o v e r­
able hydrocarbons. T he o p e r a to r p r o b ab ly  cou ld n' t be 
forced l e g a ll y to o p er at e at a loss even t ho ug h we 
h ad n' t r e c o v e r e d  our r o y a l t y  gas.

3. U n c e r t a i n t i e s  of the res er v oi r re co v e r y  me ch an i s m s  
c o ul d add a r i s k  to the r e c o v e r y  of d e fe r r e d  royalty 
gas. For example, w a t e r  fi n gering causes early or 
p r e m a t u r e  b r e a k t h r o u g h s  and w a t e r i n g  out of wells, or 
scale d e p o s i t i o n  on the fo rm ation face causes ce ss at io n 
of production, or c as in g leaks flood out the well bore. 
T h e s e  are some of the c o mmon causes that m i g h t  result 
in p r e m a t u r e  a b an do nm en t of the well or reservoir. In 
these cases, if all of the State's b a nk ed  roya lt y gas 
has not bee n recovered, it wo ul d  be lost forever.

4. The State w o u l d  have to follo w r e se rvoir pe rformance 
ve ry  c a r e f u l l y  to be sure that ad eq ua te  reserves 
r e m a i n  and could be r e c o v e r e d  be fore the economic life 
of the e q u i p me nt  expires. If the o p e ra to r  has to m ak e 
a m a j o r  i nv e st me nt  in e q u i pm en t to finish a r e c o ve ry  
process, he m a y  chose to plug and aba nd on  or give the 
lease back. It is q ue st i o n a b l e  if we could force him 
to m a k e  capital ex pe n d i t u r e s  late in the life of the 
field that w o u l d  not pay out. Normally, it is this 
e q u i p m e n t  failure that u l t i m a t e l y  de te r mi ne s the 
p r e c is e ab an do n m e n t  date.

5. The bill is anti-conservation. It w o u l d  e nc ourage uhe 
o pe ra t o r  to p r o d u c e  his res e rv es  early in the life and 
att e mp t earl ie r  a b a n d o n m e n t  of p ro pe r ti es  if the State 
w a i t e d  too long to take its oil or gas royalty.

6. W e  have be en  c on si d e r i n g  poss ib le  u se of sliding scale 
ro ya lt ie s in our bid di ng  and inclusion of the banking 
p r o v i s i o n  w o u l d  be an a dm in i s t r a t i v e  ni gh t m a r e  to 
d e t e r m i n e  the amou nt  of r o y al t y gas that mi gh t be p r o­
duce d  at some future date. This w o u l d  also a f fe ct  the 
v o l um e that was subject to the tax laws.
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7. It w ou ld  d e f e a t  one of the p u r p o s e s  of sliding scale 
r o y a lt ie s  since r o y a l t y  r e c o v e r i e s  w o u l d  be delayed 
until lower p r o d u c t i o n  rates are achieved. The purpose 
of sliding scale r o y a l ti es  is to rece iv e higher roya lt y 
income w h e n  p ro du c t i o n  rates are high and this bill 
w o u l d  c o m p l e t e l y  d e f e a t  tha t purpose. It w  uld p e rm it  
the o p e ra to r to recov er  8/8ths of the pr o du c t i o n  while 
the "banking" p r o v i s i o n  is in e ffect and then require 
that S t at e r o y a l ti es  be r e c o ve re d at a later date or 
w h i l e  p r o d u c t i o n  rates are low.

8. The S ta te  w i l l  lose c u rr en t income if there is any 
de la y in its r e c o v e r y  of r o ya lt y on the chance that it 
can be p r o d u c e d  later. If one c on siders a 10 per cent 
prese: w o r t h  factor, we w o u l d  hav e to receive delay e d
additi o na l be ne f it s a p p r o a c h i n g  a m i n i m u m  of 35 per cent 
to even r e c o v e r  the same income and we question if the 
State can a f f o rd  to w a i t  on r ec ov e ri es  for that p eriod 
of time.

9. The ope r at or  canno t  p e rm it  a sizeable d is ru p t i o n  in his 
oil or gas sales b e c a u s e  the y are mad e on long term 
basis if possible. If leases are on the decline, the 
operator c a n n o t  plan his sales unle ss  long lead times 
are av ai l ab le  and he knows p r e c i s e l y  h o w  the future 
p r o d u c t i o n  a v a i l a b i l i t y  wil l a ff ec t his contracts.

10. C o n s i d e r i n g  all of the above problems and uncertainties, 
at best, the o p e r a t or s wi l l d i s co un t  future lease bids 
h i gh ly  to p r o v i d e  for this pr ov i s i o n  and we don't think 
it is n e c e s s a r y  in the first place.

Y ou rs  truly,


	HRES9 HB 849



