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T h e  f o l l o w i n g  will s u p p l e m e n t  infornu. tion f u r n i s h e d  by H o y l e  H a m i l t o n ' s  

l e t t e r  t h r o u g h  m e  to y o u  of  M a r c h  31, 1976 on the s u b j e c t  bill. T h e r e  are 

s ome po i n t s  tha t  H oyle fa i l e d  to c o v e r  t h a t  I feel s h o u l d  be b r o u g h t  ou t 

in m o r e  detail and are d i s c u s s e d  as follows:

S e c t i o n  3 8 . 0 5 . 1 8 0  (a) on lin e  15 st a t e s  "on the ba s i s  o f  a c ash 

b onus bid w i t h  a r o y a l t y  r e s e r v e d  to the S t a t e  of 12 1/2%". This 

s h o u l d  rea d  "with a m i n i m u m  r o y a l t y  r e s e r v e d  for the S t a t e  of 12 1/2%." 

T h e r e  s h o u l d  be e n o u g h  l a ti t u d e  to a l l o w  the C o m m i s s i o n e r  to p r o v i d e  for 

a r o y a l t y  o f  16 2 / 3 %  or 20% o r  25% if he so desires. B u t  it sh o u l d  set 

t he floor. Ou r  las t  l ease s ales hav e  p r o v i d e d  for r o y a l t i e s  a b o v e  the 

1 2  1 / 2 % f i g u r e  on a c as h  b onus bid type sale.

S e c t i o n  38 . 0 5 . 1 8 0 ( a )  (2) p r o v i d e s  for a c ash bonus bid w i t h  a 

s h a r e  o f  the ne t  profit. In s u b s e c t i o n  (b) o f  the s ame s e c t i o n  there 

is an a t t e m p t  to d e f i n e  w h a t  the ne t p r o f i t  s h ar e  will b e  a n d  c e r t a i n  

c r i t e r i a  ar e  set out. It p r o v i d e s  that o p e r a t i n g  c osts d i r e c t l y  a s s i g n a b l e  

to the d e v e l o p m e n t  and o p e r a t i o n  o f  oil and gas l ease i s s u e d  u n d e r  a net 

s h a r i n g  p r o f i t  a r r a n g e m e n t  m a y  be included. No m e n t i o n  is m a d e  a b o u t  

a l l o c a t e d  o v e r h e a d ,  t h a t  is, the o v e r h e a d  f r o m  the d i s t r i c t  o f f i c e  w h i c h  

n o r m a l l y  is a l l o c a t e d  to the individual leases. It m i g h t  be intentional 

t h a t  this w a s  o m i t t e d ,  but it is c a l l e d  to y o u r  a t t e n t i o n  b e c a u s e  it is 

a s i g n i f i c a n t  c ost f a c t o r  in l ease o p e r a t i o n s  and o n e  c o n s i d e r e d  b y  all 

c o m p a ni e s .

In 3 8 . 0 5 . 1 8 0  (a) (4) on line 24 p r o v i s i o n  is m a d e  f o r  a f i x e d  cash 

b onus w i t h  the r o y a l t y  r e se r v e d  to the S t a t e  as a bid v a r i a b l e  a f t e r 

p u b l i c  h e a r i n g  and c e r t i f i c a t i o n  to the l e g i s l a t u r e  by th e  C o m m i s s i o n e r  

t h a t  it w o u l d  be in the b e s t  i n t e r e s t  o f  the State. S i n c e  all of the 

v a r i a b l e s  in this s u b s e c t i o n  have a b e a r i n g  on a l t e r n a t e  S t a t e  income, 

w e  can see no d i f f e r e n c e  in no. 4 and nos. 1, 2, a n d  3 so far as e f f e c t  

on the S t a t e  t r e a s u r y  is c o n ce r n e d .  It w o u l d  a p p e a r  t h a t  the pu bl i c  

h e a r i n g  r oute and c e r t i f i c a t i o n  to the l e g i s l a t u r e  w o u l d  no t  be any 

m o r e  a d v a n t a g e o u s  on no. 4 t han on the o t h e r s  and c e r t a i n l y  will r e q u i r e 

at l e as t  an addit i o n a l y e a r  o f  p l a n n i n g  to d e t e r m i n e  a m e t h o d  of bidd i n g 

f o r  the sal e  itself. We c a n ' t  see the special h a n d l i n g  of no. 4 is 

required.

In s e c t i o n  3 8 . 0 5 . 1 8 0  (b) p r o v i s i o n  is m a d e  for  c a l c u l a t i o n  o f  the 

S t a t e ' s  ne t  p r o f i t  share of i n c o m e  f r o m  a lease. On l ine 11, p age 2, 

p r o v i s i o n  is m a d e  for net p r o f i t  share to be taken in k ind for b oth oil 

an d  gas pr o d u ction. The m e t h o d s  set out p r o v i d e  t h a t  it will be taken
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in kind a f t e r  the fact. T h e  value of p r o d u - t i o n  o f  both oil and gas 

c a n n o t  be d e t e r m i n e d  until the end o f  m o n t h  in w h i c h  it is p r o d u c e d  w h e n  

it is sold to the p u r c h a s e r  and s e t t l e m e n t  m a d e  on the basis o f  the facts

a t  t h a t  time. S o m e  t w e n t y - f i v e  days a f t e r  t h a t  a c c o u n t i n g  is m a d e  to

d e t e r m i n e  the a m o u n t  du e the State. Thus s e t t l e m e n t  c a n n o t  be m a d e  fo r 

f r o m  25 to 55 days  a f t e r  the dat e  the oil and gas has been produced.

V a l u e s  at t h a t  time m a y  have c h a n g e d  and in general an additi o n a l  20 

to 30 d a y s  is n e c e s s a r y  to c o r r e c t  all the p a p e r w o r k  r e q u i r e d  j u s t  in 

s e t t l e m e n t  o f  normal oil and gas r o y a l t i e s  and m a k i n g  c o r r e c t i o n s  on 

e r r o r s  made. Th u s  this p o r t i o n  of the bill will be v i r t u a l l y  i m p o s s i b l e  

to a d m i n i s t e r  if the o p t i o n  is t aken to do so. F r o m  the o p e r a t o r ' s  point

o f  view, it will be very  u n d e s i r a b l e  b e c a u s e  he will not know w i t h  any

d e g r e e  of r e l i a b i l i t y  w h a t  volu m es  of oil and gas will be a v a i l a b l e  for 

h i m  to c o n t r a c t  for sales to third parties. It is doubtful t h a t  an y o n e 

w o u l d  e x e c u t e  a gas p ur c h a s e  c o n t r a c t  w i t h  suc h a v a r i a b l e  w h i c h  could 

c a u s e  s i g n i f i c a n t  d e l i v e r y  d e f i c i e n c ie s .  F u rther, on line 19 the a t t r i­

buti o n  o f  p r o f i t s  b e t w e e n  oil and gas shall be p r o p o r t i o n a t e  to the v alue 

o f  the r e s p e c t i v e  sh a r e s o f  p roduction. We b e l i e v e  t hat this s h o u l d  be 

the r e s p e c t i v e  sh a r e s  o f  p r o d u c t i o n  saved, remov ed ,  or sold f r o m  the l ease  

si n c e  t h e r e  is a d i f f e r e n c e  b e t w e e n  a m o u n t s  p r o d u c e d  and a m o u n t s  sold.

S u b s e c t i o n  (c) p r o v i d e s  for p e r p e t u a t i o n  of a lease p r o d u c i n g  oil 

or gas in p a y i n g  q u a n t i t i e s  if it is p art o f  a u n i t  ap p r o v e d  b y  the 

C o m m i s s i o n e r  u n d e r  AS 3 1 . 0 5 . 1 0 0 - 3 1 . 0 5 . 1 1 0 .  It sh o u l d  be p o i n t e d o u t  t hat  

AS  3 1 . 0 5 . 1 0 0  p r o v i d e s  fo r  the p o o l i n g  of i n t e r e s t of owners in two or m o r e  

le a s e s  to p r o v i d e  for the d r i l l i n g  of a well w i t h i n  a d r i l l i n g  u n i t  or a 

s p a c i n g  unit. Ou r  normal s t a t e w i d e  s p a c i n g  is 160 a c r e s for oil and 640 

a cres f o r  gas and in s o m e  c ases an o p e r a t o r  m a y  n o t have e n o u g h  a c r e a g e  

to drill one well on his lease. T h e  p r o v i s i o n in this sect i o n  o f  the 

S t a t u t e  permi t s  o p e r a t o r s  to j oin t o g e t h e r  to for m  a p o o l i n g  u n i t  to 

drill u n d e r  the sp a c i n g  o r d e r s  provided. A S  3 1 . 0 5 . 1 1 0  p r o v i d e s  t h a t  the 

o p e r a t o r s  m a y  v o l u n t a r i l y  i n t e g r a t e  their i nt e r e s t  to f o r m  a u n i t  and 

w h e r e  t h e y  hav e n o t  a g r e e d  the D e p a r t m e n t  has j u r i s d i c t i o n ,  p o w e r  and 

a u t h o r i t y  a f t e r  pub l i c  h e a r i n g  w h e r e  c e r t a i n  c r i t e r i a  are met. It sh ou l d  

be p o i n t e d  o u t  that pr o v i s i o n  is no t  m a d e  in this s e c t i o n  for the D e p a r t­

m e n t  to a p p r o v e  a u n i t  w h e r e  the o p e r a t o r s  v o l u n t a r i l y  i n t e g r a t e  t heir 

i n t e r e s t  a l t h o u g h  u n d e r  AS 38 a p r o v i s i o n  does exist. All o f  the units 

f o r m e d  in the S t a t e  to this d a t e  hav e  been  v o l u n t a r y  units and d o  not 

fall u n d e r  A S  31. We r e c o m m e n d  tha t  c o n s i d e r a t i o n  be g iven to c h a n g i n g  

this p o r t i o n  of the proposal to read tha t  the l ease m a y  be p e r p e t u a t e d  if 

oil and gas is p r o d u c e d  in pay in g  q u a n t i t i e s  f r o m  the lease or if the 

lease is par t  of a u nit a p p r o v e d  by the C o m m i s s i o n e r .  This w a y  it w o u l d  

c a t c h  a n y  a p p r o v a l s  tinder e i t h e r  A S  31 or AS 38.

In s u b s e c t i o n  (d) on page 3 p r o v i s i o n  is m a d e  fo r  no ,'entals for 

the fi r s t  and se c on d  years. This o b v i o u s l y  w o u l d  giv e the l e s s e e  time to 

sho p the l ease in an e f f o r t  to m a k e  a b e t t e r  deal w i t h o u t  any addit i o n a l 

income to the State. We w o u l d  r e c o m m e n d  c o n s i d e r a t i o n  t h a t  re n t a l s  for 

the f i r s t  and second y e a r  be plac e d  at a m i n i m u m  of $ 1  per a cre or $ 1  for 

the f i r s t  y e a r  and $2 for the se c o n d year. We feel that there w o u l d  be 

a d d i t i o n a l  i n c e n t i v e  u n d e r  these c o n d i t i o n s  for d e v e l o p m e n t  and this
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w o u l d  m i n i m i z e  the time s pe n t  in tr y i n g to ped d l e  the acreage. A  s i m i l a r  

r e m a r k  c o u l d  be m a d e  fo r  the p r o v i s i o n s  o u t l i n e d  in p a r a g r a p h  (E) on line 

17 and 18 of p age 3. A l s o  (3) on line 19 does no t  p r o v i d e  for a n y  r o y a l t y  

p a s t  the p r i m a r y  t e r m  if the lease is in pr o d u c t io n .  Thi s  w o u l d  p r e c l u d e  

e s t a b l i s h m e n t  of a n y  m i n i m u m  in c o m e  fro m  the a c r e a ge .  If the le a s e s  had 

the m i n i m u m  p r o v i s i o n  t h a t  r o y a l t y  p r o d u c t i o n  in c o m e  m u s t  e x c e e d  $ 1  per 

a c r e  p e r  y e a r  or the o p e r a t o r  w o u l d  pay the d i f f e r e n c e  in rental income, 

thi s w o u l d  t s u r e  a c o n t i n u o u s  in c o m e  f r o m  all a c r e a g e  u n d e r  lease.

In l ines 6 a n d  7, pag e  4, the r e q u i r e m e n t  is m a d e  t ha t  the leases 

shall c o n t a i n  a p r o v i s i o n  r e q u i r i n g  a l e s s e e  to o p e r a t e  u n d e r  a r e a s o n a b l e  

c o o p e r a t i v e  or u n i t  plan w i t h o u t  re g ar d  to w h e t h e r  it is in the public 

i n terest. S e r i o u s  c o n s i d e r a t i o n  sh o u l d  be g i v en  a b o u t  m a k i n g  this a 

m a n d a t o r y  r e q u i r e m e n t  b e c a u s e  some s i t u a t i o n s  can e x i s t  w h e r e  it m i g h t  n o t  

be in the p u b l i c  i n t e r e s t  to f o r c e a c o o p e r a t i v e  o r  u ni t  plan. E x i s t i n g  

S t a t u t e  AS 31 has p r o v i s i o n  f o r  m a n d a t o r y  f o r m a t i o n  o f  a u n i t  o r  c o o p e r a t i v e  

pla n an d  a d e q u a t e  a u t h o r i t y  e x i s t s  for thi s  at the p r e s e n t  time.

On line 21, pag e  4 s u b s e c t i o n  (g) p r o v i s i o n  is m a d e  to e l i m i n a t e  

a c r e a g e  on a " k n o w n  g e o l o g i c  s t r u c t u r e "  f r o m  c h a r g e a b i l i t y .  T his t erm 

s h o u l d  d e f i n i t e l y  be d e f i n e d  and t here is a g r e a t  deal o f  d i f f e r e n c e  

o f  o p i n i o n  on w h a t  a g e o l o g i c  s t r u c t u r e  a c t u a l l y  is. In the St a t e ,  ou r 

original d i s c o v e r y  r o y a l t y  a w a r d  w a s  b ased on a " new g e o l o g i c  s t r u c t u r e . "

In the C o o k  I n l e t  area w h e r e  a d e c i s i o n  w a s  b a s e d  on the e x i s t e n c e  o f  a 

k nown g e o l o g i c  s t r u c t u r e  or a n e w  s t r u c t u r e ,  a law s uit w a s  f i l e d  in 

e a c h  c a s e  a g a i n s t  the d e c i s i o n  o f  the a d m i n i s t r a t i o n .  T h e r e  a r e  m a n y  

o p i n i o n s  on w h a t  c o n s t i t u t e s  a g e o l o g i c  s t r u c t u r e  and the in t e n t  should 

be f u l l y  s p e l l e d  o u t  to m i n i m i z e  the n u m b e r  o f  law s uits tha t  w o u l d  o c c u r  

in the future.

On line 24, pag e 4, s u b s e c t i o n  (h) m o s t  of  the p r o v i s i o n s  i n c l ud e d  

in this s e c t i o n  are a l r e a d y  c o v e r e d  in A S  31 an d  AS 38. On pag e  5, 

l in e  13, s e c t i o n  (j) p r o v i s i o n  is m a d e  f o r the s t o r i n g  o f  oil or gas.

Th e  w o r d i n g  o f  this p a r a g r a p h  p r o v i d e s  t h a t  a fee m u s t  be paid for the 

s t o r a g e  or rental on the s t o r a g e  of oil or gas a c r e a g e  s u b j e c t  to lease 

u n d e r  t his s e c tion. T h e  in j e c t i o n  of gas o c c u r s  m a n y  times in oil r e s e r­

voirs f o r  e n h a n c e d  recovery. In secton (j), an y  gas or oil or a n y  o t h e r  

h y d r o c a r b o n  i n j e c t e d  fo r  the p u r p o s e  of i m p r o v i n g  t h e  r e co v e r y  of oil in 

the r e s e r v o i r  s h o u l d  n o t  be s u b j e c t  to thi s  fee and it s h o u l d  be due o n l y  

w h e n  the p r o d u c t s  ar e  i n j e c t e d  for storage. Fo r  e x a m p l e ,  in the Swan s o n  

R i v e r  field, l a r g e  q u a n t i t i e s  o f  gas are b e i n g  i n j e c t e d  n o w  in a s e c o n d a r y  

r e c o v e r y  program. T h i s  p r o c e s s  has been l o o s e l y  r e f e r r e d  to as s t o r ag e  

gas in m a n y  cases. H o w e v e r ,  the a d d i t i o n a l b e n e f i t s  are c o n s i d e r a b l e  in 

the r e c o v e r y  o f  cr u d e  oil and a large p o r t i on  o f  the gas u l t i m a t e l y  will 

be recove r e d .  A d i s t i n c t i o n  t h e r e f o r e  s h o u l d  be m a d e  on w h a t  gas and oil 

the rental fee is due. Also, on line 22 p r o v i s i o n  is m a d e  t hat the lease 

shall be in e f f e c t  so l ong t h e r e a f t e r  as oil or gas no t  p r e v i o u s l y  p r o­

duced is p r o d u c e d  in p a y i n g  q u a n t i t i e s .  This c ould c o n c e i v a b l y  r e su l t  

in c e s s a t i o n  o r  c a n c e l l a t i o n  of a lease w h e n  hug e  q u a n t i t i e s  o f  oil or 

gas still remain to be r e c o v e r e d  f r o m  e i t h e r  a s t o r a g e  p r o j e c t  or a 

s e c o n d a r y  r e c o v e r y  project. T h i s  w o u l d  be a p a p e r w o r k  e x e r c i s e  in
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fu tility. It w o u l d  p r o b a b l y  b e  b e t t e r  if the w o r ds  "not p r e v i o u s l y  p r o­

duced" w e r e  e x c l u d e d  and p e r m i t  the lease to st a y  in e f f e c t  so long as 

oil or gas is p r o d u c e d  in paying q u a n t i t i e s  w h i c h  is w h a t  p r e s e n t  leases 

a l r e a d y  provide.

S e c t i o n  3 8 . 0 5 . 1 8 4  p r o v i d e s  for g r a n t i n g  c o m p e t i v e  c o n t r a c t  e x p l o r a­

tion pe r m i t s  w i t h  the re w a r d  p a y a b l e  by the S t a t e  to the p e r m i t  holder 

p e r  u n i t  o f  r e c o v e r a b l e  h y d r o c a r b o n  d i s c o v e r e d.  T h i s  p r e s u m e s  t ha t  the 

a m o u n t  o f  h y d r o c a r b o n  d i s c o v e r e d  can be a s c e r t a i n e d  w i t h  s o m e  de g r e e 

of r e l i a b i l i t y .  M a n y  p e o p l e  ar e  b e i n g  m i s l e a d  into b e l i e v i n g  th a t  

r e s e r v e s  can be e s t i m a t e d  wit h  a hig h  d e g r e e  o f  a c c ur a c y .  N o t h i n g  

c o u l d  b e  f a r t h e r  f r o m  the truth. S t u d i e s  b a se d  on e s t i m a t e s  of p e t r o l e u m  

r e s e r v e s  d i s c o v e r e d  in the s o u t h 48 o v e r  many, m a n y  y e a r s  have ind ic a t e d 

t h a t  on the a v e r a g e ,  f i r s t  e s t i m a t e s  are in the o r d e r  of 2 0 0  to 300% too 

low b e c a u s e  a d d i t i o n a l  r e s e r v e s  are d i s c o v e r e d  f r o m  a d di t i o n a l  pools and 

o u t l y i n g  e x p l o r a t i o n  o v e r  m a n y  f u t u r e  years. One m i g h t  loo k  a t  P r u d h o e  

B a y  as an e x a m p l e  w h e r e  a ft e r  e i g h t  y e a r s  of k n o w l e d g e  a n d  the d r i l l i n g  

o f  m o r e  t h a n  100 we l l s ,  r e s e r v e  e s t i m a t e s  are c h a n g i n g  daily. V e r y  

r e c e n t l y  a well w a s  c o m p l e t e d  in the i n t e r i o r  p o r t i o n  o f  the Prud ho e  

B a y  f i e l d w h i c h  did no t  have e n o u g h  h y d r o c a r b o n  s a t u r a t i o n  to c o m p l e t e  

as an oil or gas well. R e s e r v e  e s t i m a t e s  in this a r e a  are b e i n g  revis e d  

w i t h  the d r i l l i n g  o f  eac h  well and there is a ver y  large d e g r e e  of d i f f e r­

en c e  in the indiv id u a l  e s t i m a t e s  of the d i f f e r e n t  o p e r a t o r s  in P r u d h o e  Bay 

as to w h a t  the r e s e r v e s  a c t u a l l y  are. In the c ase o f  the S t a t e ' s  r e s e r­

vo i r  study, d u r i n g  the last six m o n t h s  of 1975, the area c o n t a i n i n g  gas 

w a s  i n c r e a s e d  a p p r o x i m a t e l y  1 0 % b a s e d  on d r i l l i n g  a n d n e w  information. 

W e l l s  a r e  b e i n g  c o m p l e t e d  d a i l y  that are c h a n g i n g  t h e  g e o l o g i c  pict u r e 

and the e s t i m a t e s  o f  r es e r v e s  ar e  dynamic. T h e r e  is no w a y  t h a t  r e se r v e s 

can be e s t i m a t e d  w i t h  a n y  d e g r e e  o f  r e l i a b i l i t y  until 35 to 50% of the 

total r e s e r v e  has bee n  p r o d u c e d  and even then the e s t i m a t e s  h ave a de g r e e  

of a c c u r a c y  in the o r d e r  of 90% at most. W i t h  a p r o v i s i o n  i n c l u d e d  such 

as p r o p o se d ,  t h e r e  can be n o t h i n g  but law suits on the b a s i s  o f  e v e r y  

d i s c o v e r y .  We b e l i e v e  tha t  at b e s t  $ 1 5 0 , 0 0 0  should be s e t  a s i d e  each 

y e a r  to d e f e n d  law suits on this matter.

On l ines 17, 18 and 19 on page 6 p r o v i s i o n  is m a d e  f o r  p a y m e n t  to be 

m a d e  on b a s i s  o f  q u a n t i t y  of h y d r o c a r b o n s  pr o v en  to be e c o n o m i c a l l y  

r e c o v e r a b l e  f r o m  the land, c o v e r e d  b y  the permit. No one can tell the 

a m o u n t  of h y d r o c a r b o n s  to bT r e c o v e r e d  and no one c a n  tell w h a t  r e s e r v e s 

can be r e c o v e r e d  e c o n o m i c a l l y  b e c a u s e  o p e r a t i n g  c o s t s  an d  c rude price 

p l a y  an i m p o r t a n t  f a c t o r  in t h e s e  d e t e r m i n a t i o n s .  T h e  o n l y  reason that  

w e  h a v e n ' t  b een p l a g u e d  by law suits on the " r e s e r v e s  tax" a l r e a d y  is 

b e c a u s e  o f  th e  "pay back" provis i o n ,  b u t  w e  s h o u l d n ' t  be so n a i v e  as to 

b e l i e v e  o p e r a t o r s  w o u l d  no t  f i l e  sui t  on this bill. F u rt h e r ,  ‘in line 21 

p r o v i s i o n  is m a d e  for an i n d e p e n d e n t  a s s e s s m e n t  b o a r d  c o n s i s t i n g  of t hree 

p r o f es s i o n a l  e n g i n e e r s .  No p r o v i s i o n  is m a d e  f o r  th e  t y p e  o f  professional 

e n g i n e e r s  h o w e v e r ,  it s h o u l d  be poin t e d  o u t  t h a t  o f  all t he  types of 

p r o f es s i o n a l  e n g i n e e r s ,  onl y p e t r o l e u m  e n g i n e e r s  a r e  t r a i n e d  in this line 

o f  work.

AGO 935756



Guy R. Martin
0. K. Gilbreth, Jr.

5- April 16, 1976
HB 872

S e c t i o n  (d) pa g e  6 pr o v i d e s  th a t  no r e a s s e s s m e n t  will be a l l o w e d  

a f t e r  10 y e a r s  h a v e  e l a p s e d  e x c e p t  as r e q ui r e d  by actual pr o d u c t i on .  No 

p r o v i s i o n  is m a d e  as to h o w  often this could occur, w h e t h e r  it v/ould be 

a n n u a l l y ,  m o n t h l y ,  o r  som e  n u m b e r  o f  years. E it h e r  p arty sh o ul d  be 

a b l e  to r e q u e s t  a r e a s s e s s m e n t  at his e x p e n s e bu t a s s e s s m e n t  s h o u l d  

be m a d e  no m o r e  o ften t h a n  o n c e  each 3 years. A lso, the r i g ht  of appeal 

f r o m  the d e c i s i o n  o f  the a s s e s s m e n t  board should be spel l ed  o u t  b e c a u s e  

t h e r e  will be d i s a o r e e m e n t  o f  m a j o r  magnitude. Se c t i o n  (e) p age 7, 

lin e  2 p r o v i d e s  fo r  p a y m e n t  of gas d i s c o v e r e d  on the basis of a ratio 

d e t e r m i n e d  b y  the C o m m i s s i o n e r  be f o re  o f f e r i n g  the contract. H o w e v e r , 

the p a y m e n t s  m a y  be m a d e  m a n y  y e a r s  down the road. For ex a m p l e ,  actual 

p r o d u c t i o n  m a y  c h a n g e  th e  r e s e r v e  e s t i m a t e s  and some m o n e t a r y  e x c h a n g e  

w o u l d  b e  n e c e s s a r y .  T h e  r e l a t i v e  v al u e  a t  t ha t  t ime m i g h t  be f a r  d i f f e r e n t  

t han at the t ime the p e r m i t  w e n t  ou t  for bid. As a m a t t e r  o f  fact, this 

s e c t i o n  doe s  n o t  p r o v i d e  f o r  a ny  p a y m e n t  on actual a m o u n t  of gas d i s c o v e r e d ,  

o n l y  t h a t  it will be p ai d  on the basis of a r atio w i t h  oil as d e t e r m i n e d  

b y  t h e  C o m m i s s i o n e r  p r i o r  to bidding. If an o p e r a t o r  finds a m a j o r  gas 

f i e l d  an d  a v e r y  m i n o r  oil field, the w a y  we read the bill, s e t t l e m e n t  

v/ould be m a d e  on th e  b a s i s  of an a r b i t r a r y  r at i o  e s t a b l i s h e d  by the 

C o m m i s s i o n e r  r e g a r d l e s s  o f  the actual values of oil and gas produced.

S e c t i o n  (f) say s  t h a t  the C o m m i s s i o n e r  m a y  l imit the actual 

annual d i s c o v e r y  r ew a r d  p a y m e n t  p r i o r  to the i s s uance of the p e r m i t  

or c o n t r a c t .  T h i s  m i g h t  prove to be s e l f - l i m i t i n g  a p few if a n y  oil 

o p e r a t o r s  a r e  w i l l i n g  to take the risk an d  spend m o n e y  to d i s c o v e r  s o m e­

thi n g  k n o w i n g  t h a t  t hey can o n l y  ge t  a return b a s e d  on some annual partial 

p a y m e n t  to be d e t e r m i n e d  b y  the State. T hi s  v/ould a p p e a r  to be m o r e  in 

l ine w i t h  the u t i l i t y  laws w h e r e  r e p a y m e n t  comes o v e r  a long pe ri o d  of 

t i m e  an d p r o f i t s  a r e  limited. In this high risk bus i n e s s,  an o p e r a t o r  

v/ould be i n s a n e  to a c c e p t  these terms.

In the e x a m i n a t i o n  of this bill, we see very little t hat w e  k e l i e v e  

w o u l d  p r o v e  b e n e f i c i a l  to the State. The d i f f e r e n t  b i d d i n g  p r o v i s i o n s  

on pag e  1, s e c t i o n s  a - 1 , 2, 3, and 4 m i g h t  prove helpful to the D e p a r t m e n t  

in d e t e r m i n i n g  o p t i m u m  m e t h o d s  o f  b i d d i ng  for  the State, but the y  can be 

j u s t  as d e t r i m e n t a l  by p r e v e n t i n g  o t h e r  types of bidding. The a d d it i o n a l 

rental p a y m e n t s  p r o v i d e d  in s u b s e c t i o n  (d) could be b e neficial arid w o u l d  

a c c e l e r a t e  d e v e l o p m e n t  in the State. It should be b o r n e  in m i n d ,  however, 

t h a t  i n c r e a s e  in r e n t a l s  o f  this nat u r e  w o u l d  have the e f f e c t  of an 

o p e r a t o r  a t t e m p t i n g  to i n c r e a s e  his d e v e l o p m e n t  s c h e d u l e s  and it c a r r i e s 

an o b l i g a t i o n  t h a t  the S t a t e  w o u l d  have to t i m e l y  a p p r o v e  p e r m i t s  for 

this. T h e  p r o v i s i o n s  r e g a r d i n g  u n i t i z a t i o n  and p e r p e t u a t i o n  of leases 

are a l r e a d y  c o v e r e d  in e x i s t i n g  leases and w e  c a n n o t  see tha t  t h e y  

i m p r o v e  the s i t u a t i o n ,  but t hey m a y  in fact c o n f u s e  the s i t u a t i o n  b e c a u s e  

o f  c o n f l i c t i n g  j u r i s d i c t i o n  in tv/o d i f f e r e n t  Statutes. And  finally, 

the p r o v i s i o n  for c o n t r a c t  e x p l o r a t i o n  permi t s  is one that v/e c a n n o t  see 

h o w  an y  oil an d  gas o p e r a t o r  would, u n d er  a ny  c o n d i t i o n ,  be a g r e e a b l e  

to d o i n g  e x p l o r a t o r y  w o r k  for the S t at e  w i t h o u t  some a s s u r a n c e  t h a t  he 

c o u l d  p a r t i c i p a t e  in the b e n efits. C e r t a i n l y , this p r o v i s i on  as w r i t t e n  

a s s u m e s  tha t  an o p e r a t o r  w o u l d  pay the S tate a f ixed c ash bonus for
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the o p p o r t u n i t y  to go and risk his m o n e y  and drill f o r  oil r e s e r v e s  in 

the hope tha t  the S t a t e  w o u l d  re wa r d  him if he found something. The 

odd s  are 9 to 1 a g a i n s t  h i m  find i n g  a n y t h i n g  in the f ir s t  place and a b o u t  

50 to 1 tha t  he will m a k e  a commercial find. C o n s e q u e n t l y ,  w i t h o u t  some 

r e a s o n a b l e  a s s u r a n c e  t h a t  he c ould r e c o v e r  his mo n e y ,  he w o u l d  b e  fool i sh  

to m a k e  a bid fo r  a c o n t r a c t  on this basis. M o r e  than likely, the o p e r a t o r  

w o u l d  w a n t  the S t a t e  to p a y  him a f ixed b onus to go o u t  an d  drill w i t h  the 

hop e t h a t  he w o u l d  h ave som e  op t i on  to p a r t i c i p a t e  in the d i s c o v e r y ,  if it

occu r s ,  e i t h e r  t h r o u g h  a c r e a g e  a c q u i s i t i o n  o r  t h r o u g h  some ri g h ts  to m a r k e t

the oil o r  gas d i s c o v e r e d .  A p r o v i s i o n  like this w e  t h i n k  w o u l d  b r i n g  

e x p l o r a t i o n  to a c o m p l e t e  hal t  in the S t a t e  of A l a s k a  e x c e p t  w h a t  c ould

be f i n a n c e d  d i r e c t l y  ou t of the S t at e  treasury.
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Oil and Gas L e a s i n g

This part o f  the bill p r o v i de s  4 a l t e r n a t i v e s  the c o m m i s s i o n e r  m a y  f o l l o w  

in r e g a r d  to b i d d i n g  oil and gas leases. A l t e r n a t i v e  (1) p r o v i d e s  a f i x e d  

r o y a l t y  of 12 1/2 % and a c a s h  b onus bid. This s eems to be a step in the 

o p p o s i t e  d i r e c t i o n  t h a t  m o s t  pe o p le  s e e m  to be a d v o c a t i n g  today. A 12 1 /2% 

r o y a l t y  is less than in ou r  last c o m p e t i t i v e  lease sale, w h i c h  w a s  16 2/3%. 

The general f e e l i n g  t o d a y  is for h i g h e r  r o ya l t i e s ,  no t  less royalty. In m y  

op i nion, a f ix e d  16 2/ 3  % r o y a l t y  w i t h  bonus b i d d i n g  is the b e s t  w a y  to go 

on c o m p e t i t i v e  l e a s e  sales u n l e s s  t here is r e a l d r a i n a g e  a c r e a g e  involved.

A l t e r n a t i v e s  (2) and (3) invo l v e  a ne t  pr o fi t  s hare to the S t a t e  e i t h e r  

in a fixed a m o u n t  as in (2) or a bid v a r i a b l e  as in (3). T h e  cotmiissioner 

shall by r e g u l a t i o n  e s t a b l i s h  a c c o u n t i n g  p r o c e d u r e s  for the c a l c u l a t i o n  

of ne t  profits.

Net profits w o u l d  be a ver y  u n d e s i r a b l e  w a y  for the S t a t e  to take its s h a r e 

f r o m  oil and gas pr o d uc t i o n .  T he  S t a t e  w o u l d  be t a k i n g  the same risks for  

a net pr o f i t  s h a r e  as w i t h  a r o y a l t y  share, h o w ever, a n e t  p r o f i t  s h a r e  

w o u l d  r e q u i r e m u c h  m o r e  a c c o u n ti n g .  In f o r e c a s t i n g  S t a t e  r e v e n u e  f r o m  a 

lease wit h a r o y a l t y  p r o v i s i o n  y o u  h ave two v a r i a b l e s  to e v a l u a t e ,  p r o d u c t i o n  

and w e l l h e a d  value. W i t h  n e t  prof i t s  a third v a r i a b l e  w o u l d  be i n t r o d u c e d ,  

o p e r a t i n g  costs. N o r m a l l y  a t  the end o f  eac h  m o n t h  the S t a t e  r o y a l t y  

share, e i t h e r  in v a l u e  or kind, can e a s i l y  be d e t e r m i n ed .  W i t h  n e t  p r o f i t s  

it m a y  take m a n y  m o n t h s  b e f o r e  all the o p e r a t i n g  c o s ts  c o u l d  be c o m p i l e d  and 

the Stat e ' s  s h a r e  a c c u r a t e l y  det e r m i n e d . T h e  o p e r a t o r s  i n c e n t i v e  to keep 

o p e r a t i n g  c o s t s  at a m i n i m u m  are p r o p o r t i o n a t e l y  lessened.

Th e  fourth b i d d i n g  a l t e r n a t i v e  (fixed cash bonus and  r o y a l t y  bid) w o u l d  

re q u i r e  a pu b l i c  hearing. Thi s  seems a usel e ss  a n d  t i m e - c o n s u m i n g  e f f o r t  

to go thro u gh  in e s t a b l i s h i n g  any b i d d i n g  proce d u r e . It seems t h a t  the 

r o y a l t y  board, the l e g i s l a t u r e  and the c o m m i s s i o n e r  s h o u l d  be r e s p o n s i b l e  

e n o u g h  to see t h a t  the bes t  int e r e s t s  of the St a t e  are m e t  w i t h o u t  a 

pub li c  hearing.

On page 2, line 11. It p r o vides for the S t a t e  to take  its n o t  p r o f i t s 

share of oil and gas in kind. T his w o u l d  a m o u n t  to the S t a t e  t ak i n g  a 

s hare of fu t u r e  p r o d u c t i o n  based on the net p r o f i t s  c a l c u l a t e d  f r o m  pas t 

production. Thi s  w o u l d  be an a c c o u n t i n g  night m a r e .  T h e r e  is no p r o v i s i o n  

for h o w  f r e q u e n t l y  the net p r o f i t  d e t e r m i n a t i o n  w o u l d  be made.

In lines 14 t h r o u g h  17 on page 2, it is not c l e a r  ho w  the d e t e r m i n a t i o n  

is to be m a d e  for t a k i n g  in kind v o l u m e s  of oil an d  gas.
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On p age 3, i tem (3) u n d e r  (d) d o e s n ' t  m a k e  sense.

In s u m mary, on th e  f i r s t  pa r t  of this bill r e g a r d i n g  b i d d i n g ,  t here seems 

to be n o t h i n g  to gain b u t  h e a d a c h e s  for the State to go fo r  a net pro f i t  

share w h e n  a r o y a l t y  s h a r e  w o u l d  give the S tate the s ame t h i n g  w i t h  less 

problems. F i x e d  r o y a l t y  and b o n u s  b i d d in g  wi t h  12 1 /2% as a m i n i m u m ,  as 

in the p r e s e n t  s t a t u t e ,  w o u l d  m a k e  m o r e  s ense and giv e  s o m e  l e e w a y  for 

h i g h e r  f i x e d  royal ti e s .

Oil a n d  Gas C o m p e t i t i v e  C o n t r a c t  E x p l o r a t i o n

This bill p r o v i d e s  f o r  c o m p e t i t i v e  c o n t r a c t  e x p l o r a t i o n  p e r m i t s  fo r oil 

and gas, b u t  doe s n o t  say w h e t h e r  these are s e i s m i c  p e r m i t s ,  d r i l l i n g  

p e r m i t s ,  or both.

T h e s e  c o m p e t i t i v e  e x p l o r a t i o n  permits are tc be a w a r d e d  on a f ix e d  cash 

b o n u s w i t h  the o p e r a t o r  b i d d i n g  for the r e w a r d  he w a n t s  in terms of the 

r e s e r v e s  he di s c o v e r s .  W h a t  is the reward the S t a t e  pays the o p e r a t o r ?  Is 

this t o  be m o n e y  o r  s o m e  s t o c k  in the S t a t e  oil c o m p a n y ?

On p age 6 (c), t he  bill p r o v i d e s for an i n d e p e n d e n t  a s s e s s m e n t  board, 

c o n s i s t i n g  of t h r e e  pro f e s s i o n al  e n g i n e e r s  that w o u l d  d e t e r m i n e  the r e se r v e s 

d i s c o v e r e d  b y  t h e  permi t t e e .  Th e bill does not s p e c i f y  w h a t  e n g i n e e r i n g  

f ield t h e s e  p r o f e s s i o n a l  e n g i n e e r s  are to be licensed.

If gas r e s e r v e s  are  d i s c o v e r e d  it provides on page 7 (e) t h a t  the p a y m e n t  

shall be on the b a si s  of a r atio b e t w e e n the e x p e c t e d  a v e r a g e  values of 

oil an d  gas e s t a b l i s h e d  by the c o m m i s s i o n e r  b e fore o f f e r i n g  the e x p l o r a t i o n  

p e r m i t  for bid. This c a n n o t  be d on e  w i t h  a n y  c e r t a i n t y  e v e n  a f t e r  a d i s­

co v e r y  is made. F o r  e x a m p l e  a t  P r u d h o e  Bay, e i gh t  y e a r s  a f t e r  d i s c o v e r y ,  

this ra t i o  is still u n ce r t a i n .

In m y  o p i n i o n  t h e r e  w o u l d  be l i t t l e  in t e r e s t  by the  oil o p e r a t o r s  to tr y  

a n d  o b t a i n  an e x p l o r a t i o n  p e r m i t  as d e s c r i b e d  in this bill s i n c e  there is 

no a s s u r a n c e  they  w o u l d  a c q u i r e  a n y  of the r e s e r v e s  t h e r e  m i g h t  be found.

Assumii i th a t  w i t h  a v e r y  low f i x e d  bonus some o p e r a t o r s  w o u l d  bid and a c q u i r e  

an e x p . . r a t i o n  permit. W h a t  is the Stat e ' s  p o s i t i o n ?  S i n c e  the State 

d oes n o t  ha v e  a n y  u n l e a s e d  d r a i n a g e  a c r e a g e  these p e r m i t t e e s  w o u l d  be 

w i l d c a t t i n g  for the State. For e v e r y  d r y  hole d r i l l e d  the S t at e  w o u l d  

- l o s e  its o p p o r t u n i t y  to a c q u i r e  a bonus f ro m  a l ease sal e  on that land.

T h e  P r u d h o e  Ba y  f i e ld  has bee n  l ike a siren song to m a n y  oil o p erators. --------

This is al s o  t r u e  w i t h  some of o u r  legislators. We s h o u l d  be looking 

a t  the f u t u r e  w h e n  a d v o c a t i n g  a State p o l i c y  r e g a r d i n g  ou r  'lands w i t h  oil 

a n d  gas poten t i a l .  If y o u  do this and look a t  the o d d s  of f i n d i n g  a 

l arge field, I think the S t a t e  w o u l d  lose its s h i r t  f o l l o w i n g  the p r o c e d u r e s  

p r o p o s e d  in this bill.

AGO 9 3 5 7 6 0



{

TO, p

FROM:

(

Roger Lev/is 
Legislative Liaison 
Office of the Commissioner

d a t e  : April 5, 1976

Pedro Denton SU3JECT: HB 872
Chief, Minerals Section 
Division of Lands ^

This bill would eliminate two of the best schemes for oil and gas leasing.
These are straight bonus bidding with fixed royalty rates at higher than 
12*s% (percent) and bonus bidding with a sliding scale royalty. Both of 
these are allowed under present state law.

I have no objection to the other bidding schemes being provided for; but,
I doubt it would be in the best interest of the state to use.them. Basically,
"net profits" cure too difficult to administer. I do not have much confidence 
in our ability bo determine "net profits" when we still do not have an answer 
to "well head" value in Cook Inlet. We might be able to narrov/ly define net 
profits by regulation so that they would be easily definable; but, it would 
appear just as easy to design a sliding sclae royalty that would accomplish 
the same thing wittout the inherent administrative costs of monitoring net 
profits.

I am opposed to royalty bidding because it encourages speculative bidding by 
those unable to perform and would lead to waste of resources by premature 
atondomrant. The state would also, more fully, participate in the risk; but 
this could be controlled somewhat in well Jmown areas by the amount of the 
fixed bonus.

Another major problem is that the alternatives allowed include almost all the 
bidding schemes that have been studied so much in relation to oil and gas 
leasiiig during the past few years. I am concerned that an administration 
fciced with a tremendously cample:: decision, potentially involving many millions 
of dollars, will simply be unable to timely make decisions with so many complex 
alternatives. As different administrators jump from scheme to scheme, we will 
only at’J  to time already far too much uncertainty in Alaska and thereby actually 
dec .arise our take by whatever scheme we use. This is all so unnecessary 
because basically tie same thing can be accomplished by intelligent management 
of either of the schemes; some easier and with loss cost than the others. We 
must remember tint all of these theories are projected by various proponents 
to accomplish essentially the same tiling; bring in the greatest return to the 
government. Wliat many of these theorists forgot in tin equation are the funda­
mental problems of government and business.

I would thus rather see only one scheme provided lay statute, tonus bidding, 
with the latitude to set fixed or sliding scale royalties. With fairly simple 
determinations, these cem be tailored to fit the basic objectives of t'no state 
as situations cliange. If this bill must lie considered, I recommend that 
Sec. 38.05.180(a) (1) to amended to state the royalty "not less tlvan 12*#" 
instead of the flat 12^o (percent) proposed.

I recomnend deleting the requirement in Sec. 38.05.180(c) to certify leases 
of over 5 years to the legislature. In many re-note areas 5 year leases will 
to too stort to receive maximum return from a sale. The sharply escalating
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rentals should protect against abuse frcm longer term leases and make 
checking with the legislature unnecessary. The references to AS 31.05.100 
through AS 31.05.110 should be deleted. As written, it could imply that 
leases could only be extended if in a forced unit and I doubt this was the 
intent. Line 27 and 28 on page 2 should be rewritten to read as follows:

"lease or, if the lease is carmitted to a unit approved by the
commissioner."

The proposal vould (probably by oversight) eliminate the drilling over the 
expiration date concept in the present law. This provision echoes several 
problems inherent in mineral development and should be included. It is the 
third from the last sentence under present AS 38.05.180(a).

The proposal would also eliminate the preference right provision presently 
under AS 33.05.180 (j) and Ik). This is a good provision and was designed 
to solve the title problems in the many federal lease areas with water- 
botterns of unknown title. The State's interest is protected by the competi­
tive bid procedures and by our right to object to federal leasing of water­
bodies that are clearly navigable.

Section 38.05.184 is confusing and would require considerable study to 
determine if it is workable. The discovery reward concept appears unwork­
able but perhaps it could be cured by regulation. The concept of designating 
"a single petroliferous subsurface geological structure" nay also be unwork­
able or unrealistic without provisions for nore data gathering. I doubt 
tint the intended incentives of this bill (i.e. preference right and discovery 
award) would intice very much revenue, but the bill would be extremely 
expensive to administer and could condemn considerable state acreage.

cc: Dale Tul±>s
Mike Smith
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