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Th i s  report has been prepared in response to Departmental and L e g i s l a t i v e  

i n t e r e s t  in the methods and p o l i c i e s  o f  c ompe t i t i v e  l e a s i n g  o f  s t a t e  lands 

for o i l  and gas purposes .  A f a i r l y  complete  h i s t o r y  has been compiled 

showing p e r t in en t  in format ion  on pas t  p r a c t i c e s  o f  the S t a t e .  Summaries 

o f  a l l  l e a s e  s a l e s ,  bonuse s ,  r e n t a l s ,  r e c e ip t s  and r e s u l t s  o f  d r i l l i n g  

and r oy a l t y  awards are  d i s c u s s e d .  As a r e s u l t  o f  t h i s  r epor t ,  i t  can 

be concluded that some types  o f  b idd ing  w i l l  t h e o r e t i c a l l y  y i e l d  g rea te r  

income to  the S t a t e  under s p e c i f i c  c i r cumstances  than o ther  types w i l l .  

From s t r i c t l y  a monetary p o in t  o f  v iew ,  t h i s  study r e v e a l s  that  four 

major fa c to r s  w i l l  determine which method of  b idd ing would be most 

a d v i s a b l e  for  the S t a t e  to f o l l ow .  The amount o f  income to be der ived  

by the S t a t e  w i l l  be determined by the l e v e l  o f  r i s k ,  the s i z e  o f  the 

r e s e r v o i r ,  the c o s t  o f  ex p l o r a t i o n  and deve lopment , and the va lue  o f  the 

o i l  a t  the w e l lh ead .

Th i s  report has revea led  some areas  tha t  r equ ire  further  study and tn i s  

w i l l  be done in the coming months. For example, the study r e v e a l s  that  

w ith  current  economic , r o y a l t y ,  and tax c o n d i t i o n s ,  the minimum s i z e  f i e l d  

tha t  an o i l  and gas op era to r  can a f fo rd  to look for  in A laska  must exceed 

55 m i l l i o n  b a r r e l s  in c l o s e  in areas  such as Cook I n l e t  and cou ld  be 

100 m i l l i o n  b a r r e l s  or  more in remote a r e a s .  A lso  s in c e  s p e c i a l  c a se s  

a r i s e  from marginal f i e l d s ,  more d e t a i l  a n a l y s i s  should  be made o f  e f f e c t s  

o f  reducing r o y a l t i e s  to encourage p roduc t ion  in sub -economic  f i e l d s .

S in c e  the purpose o f  t h i s  report  i s  to  show v a r i a t i o n s  tha t  can r e s u l t  

from var ious  types o f  b idd ing  most o f  the emphasis i s  on types o f  o id d in g



o ther  than the cash bonus system. I t  should  not be construed however, 

as condemning cash bonus b idd ing  nor recommending any a l t e r n a t e  type o f  

b idd in g .  The ana ly se s  are presented  merely to show r e l a t i v e  income under

s p e c i f i c  s e t s  o f  assumed c o n d i t i o n s .  A change in  some o f  the input  f a c to r s

can g ive  s u b s t an t i a l  changes in r e s u l t s .

R isk  i s  the most s i g n i f i c a n t  o f  the v a r i a b l e s  which would a f f e c t  income 

to the S t a t e .  In unknown, u n d r i l l e d ,  untested  a r e a s ,  where the informat ion  

l e v e l  i s  low the r i s k  w i l l  be extremely h igh and these an a ly s e s  i n d i c a t e  

tha t  the cash bonus b idd ing  method would y i e l d  g rea te r  income t c  the S t a t e .  

As more informat ion  becomes a v a i l a b l e  and as the r i sk  d e c r e a s e s ,  the 

method which y i e l d s  the g r e a t e s t  monetary return r evo lve s  around some type 

o f  r o y a l t y  b idd ing .  A fter  a d i s c o v e ry  i s  made, any open acreage  on the 

s t ru c tu r e  in es sence  becomes dra inage  a c reage ,  r i s k  w i l l  be low and r o y a l t y  

or  some o ther  type o f  b idd ing may y i e l d  a far g rea te r  income to the S t a te

than the cash bonus type o f  b idd in g .  Somewhere then between the extremes

o f  no informat ion  and maximum informat ion  the method y i e l d i n g  the g r e a t e s t  

income probab ly  w i l l  sw i tch  from cash bonus b idd ing to some o th e r  type 

o f  b idd in g .  A s i g n i f i c a n t  r e s u l t  o f  t h i s  study i n d i c a t e s  that  s t a t e  

income can be in creased  for a l l  l e a s i n g  methods s tud ied  by us ing  a 

percentage  acreage op t i on  which i s  w i t hho ld in g  a por t ion  o f  the s t ruc ture  

for  l a t e r  l e a s i n g .  O ther  types o f  b idd ing  are d i s c u s s ed  to accompl i sh  

o th e r  purposes .

There are i n c r e a s in g  pressures  on government to secure more informat ion  

about s t a t e  lands and to know more about the p o s s i b i l i t i e s  o f  petroleum 

o ccurrence s  before  the lands are l e a s e d .  These ana ly se s  have been made 

on the assumpt ion that  more informat ion  w i l l  be a v a i l a b l e  to the S ta te



and i f  those  c o n d i t i o n s  e x i s t  we fee l  that  the va lues  shown g ive  r e l i a b l e  

i n d i c a t i o n s  o f  b e n e f i t s  to be d er ived  from one method as compared to 

another  method o f  b idd ing .

R isk  i s  dependent on the amount o f  in format ion  a v a i l a b l e  to industry  and 

income to the S t a t e  i s  dependent on the knowledge industry  has in an a rea .  

Th i s  study assumes that  g e o l o g i c a l  and geophys i c a l  in format ion  i s  a v a i l a b l e  

to the S t a t e  a t  a l e v e l  above tha t  which i t  now has .  Ob ta in ing  t h i s  

a d d i t i o n a l  in format ion  w i l l  r equ ire  expend iture  o f  l a r g e r  sums o f  money 

than in the p a s t .  The reader  i s  c au t ioned  not to use the va lues  shown 

as i n d i c a t i v e  o f  a l l  c o n d i t i o n s ,  because as ment ioned above ,  s i g n i f i c a n t l y  

d i f f e r e n t  r e s u l t s  are ob ta ined  as input f a c t o r s  change. The uncer ta in ty  

o f  crude o i l  p r i c e s  in remote areas  c ou ld  „ause input parameters to change 

s i g n i f i c a n t l y  w ith  correspond ing  changes in a n a l y s i s  r e s u l t s .  T h e r e fo r e ,  

the informat ion  presented is to compare one method o f  b idd ing  versus 

another  method o f  b idd ing  for a s p e c i f i c  s e t  o f  c i r cumstance s .

Adm in i s t r a t i v e  c o s t s  and number o f  personnel  can vary g r e a t l y  depending 

on the l e a s i n g  method used .  An ad valorem type o f  l e a s i n g  cou ld  c o s t  

up to $240,000 more per year  to adm in i s t e r  where a net p r o f i t s  system 

might add $500,000 with the same number o f  op era to r s  and l e a s e s  as we now 

have. In A lberta  i t  i s  po in ted  out that  100 peop le  adm in i s te r  50,000 

l e a s e  agreements and 60 peop le  are in v o lv ed  w i t h  a u d i t i n g  in a c o s t  

sh ar ing  l e a s i n g  system.

From an a dm in i s t r a t i v e  c o s t  s t a n d p o in t ,  the presen t  method o f  opera t ion  

r e su l t s  in the lowes t  t o ta l  op e ra t in g  c o s t  a t  about $1.1 m i l l i o n  per y ea r .  

Depending on the l e v e l  o f  data a c q u i s i t i o n  and a n a l y s i s ,  c o s t s  w i l l  in c re a s e



from the present  quarter  m i l l i o n  d o l l a r s  per y e a r .  To ob ta in  adequate 

s e i sm ic  data for  managing an area o f  100 m i le s  by 15 m i le s  w i l l  c o s t  

from $70,000 to over  $1,500,000. The present  budget c on ta in s  $110,000 

for  the purpose in FY 78.
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SECTION I -  GENERAL 

STATUTORY PROVISIONS

L e a s i n g  o f  p u b l i c  l and s  f o r  o i l  and gas i s  c a r r i e d  out  under p r o v i s i o n s  

o f  AS 38. S e c t i o n  38 .05 ,180(a) s t a t e s  as f o l l o w s :

" A l l  t i d e  and submerged l a n d s ,  mental h e a l t h  l a n d s , 

s ch oo l  l a n d s ,  and u n i v e r s i t y  l a nd s  s h a l l  be l e a s e d  

by c om p e t i t i v e  b i d d i n g , and whenever o i l  o r  gas 

i s  d i s c o v e r e d  in  commercia l q u a n t i t i e s  the Commiss ioner  

s h a l l  determine the ex ten t  o f  the  area o f  l ands  in  

a d d i t i o n  t o  the t i d e ,  submerged, mental h e a l t h  l a n d s ,  

s c h o o l ,  or  u n i v e r s i t y  l and s  in the  same genera l  area 

o f  the  d i s c o v e r y  w e l l  w h ic h ,  by reason o f  the  d i s c o v e r y ,  

the Commiss ioner  r e a son ab ly  b e l i e v e s  to  be c ap ab le  o f  

produc ing o i l  o r  g a s ,  and the a d d i t i o n a l  l ands  s h a l l  

be l e a s e d  to  the h i g h e s t  r e s p o n s i b l e  q u a l i f i e d  b i d d e r , 

by c om pe t i t i v e  b id d in g  under genera l  r e g u l a t i o n s ,  in 

u n i t s  not  ex ceed in g  2,560 a c r e s  (ex cep t  t h a t  t i d e  and 

submerged lands  s h a l l  be l e a s e d  in u n i t s  o f  not exceed ing  

5,760 a c r e s ) ,  which s h a l l  be as n e a r l y  compact in form 

as p o s s i b l e ,  upon the payment by the l e s s e e  o f  such bonus 

as may be a c c ep ted  by the Commiss ioner  and o f  such r o y a l t y  

as may be f ix ed  in  the l e a s e  wh ich  s h a l l  not be l e s s  than 

12.5% in amount or  v a lu e  o f  the p roduc t ion  removed o r  s o l d  

from the l e a s e . A l l  l and s  o th e r  than those  above p rov ided  

to be l e a s e d  by c om p e t i t i v e  b id d in g  may be l e a s e d  c o m p e t i t i v e l y  

o r  n o n - c om p e t i t i v e l y  as determined by the Commiss ioner  to be
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i n  the be s t  i n t e r e s t  o f  the  S t a t e .  N o n - c om pe t i t i v e  l e a s e s  

s h a l l  be i s s u ed  i n  u n i t s  no t  exceed ing  2,650 acres  in  any 

one l e a s e .  N on - c om p e t i t i v e  l e a s e s  s h a l l  be c o n d i t i o n e d  

upon the  payment by the l e s s e e  o f  a r o y a l t y  o f  12.5% in  

amount o r  v a lu e  o f  the  p rodu c t i o n  removed or  s o l d  from the 

l e a s e . "  (Our emphas is  a d d e d ) .

S e c t i o n  38 .05.335(c)  s t a t e s ,  " The  Commiss ioner s h a l l  

r equ i r e  each b id d e r  f o r  the c om pe t i t i v e  l e a s i n g  o f  o i l

and gas lands  to submit w i t h  h i s  b id  a d e p o s i t  o f  money

equal to  20% o f  the  amount b i d . "

I t  i s  t h e r e f o r e  apparent th a t  the p re s en t  s t a t u t e  p rov id e s  th a t  when o i l  

and gas l e a s e s  are  to be s o l d  c o m p e t i t i v e l y  they must be s o l d  by cash  bonus 

b id d in g  and a d e p o s i t  o f  money i s  r equ ired  to  accompany the b id .  Because 

38.05 .335(c)  p rov id e s  th a t  a d e p o s i t  o f  money equal to 20% o f  the amount 

b i d ,  i t  i s  not p o s s i b l e  to b id  by o t h e r  methods w i t h ou t  determ in ing  the 

t o t a l  monetary v a lu e  o f  the b id  a t  the time o f  b id d in g .  A c c o r d in g ly ,  i t  i s

n o t  p o s s i b l e  to make b id s  based on any o th e r  b a s i s  than cash bonus. There

i s  no o th e r  p r o v i s i o n  which w i l l  perm it  d i s p o s a l  o r  l e a s i n g  o f  the lands  

f o r  o i l  and gas in any o th e r  f a s h i o n  a t  t h i s  t ime .  In the event  i t  i s  f e l t  

n e c e s s a r y  to change the s t a t u t e  to permit  l eeway  f o r  the Commiss ioner to 

a c c e p t  o th e r  types  o f  b id d i n g .

ADMINISTRATIVE

At t h i s  t ime a l l  o f  the r e s p o n s i b i l i t y  for  the management o f  the l e a s i n g  

program in the S t a t e  has been d e le g a t e d  to the  D i v i s i o n  o f  M in e r a l s  and



t . . _ r g y  Management. T h i s  d i v i s i o n  works under the p r o v i s i o n s  o f  AS 38 and

makes recommendat ions on minera l  l e a s i n g  p o l i c i e s  and p ro c edu re s .  W i th in

the  d i v i s i o n  th ere  i s  a l e a s i n g  s e c t i o n  and a petro leum s e c t i o n .  In the 

l e a s i n g  s e c t i o n  th e re  i s  a M in e r a l s  L e a s i n g  Manager , who s u p e r v i s e s  the 

s e c t i o n  and seven o th e r  emp loyee s .  The budget f o r  t h i s  s e c t i o n  ap p r ox i ­

mates $212, )00 per y e a r .  I t  s h ou ld  be p o in t e d  o u t ,  however,  t h a t  dur ing  

p a s t  t imes  when the  S t a t e  was a c t i v e  in  l e a s i n g  l a n d s ,  t h i s  s e c t i o n  had 

13 emp loyees .  The d e c l i n e  in  l e a s i n g  a c t i v i t y  has n e c e s s i t a t e d  the  t r a n s ­

f e r  o f  f i v e  employees to  o th e r  segments o f  the  D i v i s i o n  o f  L and s ,  l e a v i n g  

cu r ren t  personne l  a t  e i g h t .  With a n t i c i p a t e d  i n c r e a s e s  in l e a s i n g  a c t i v i t y  

in  the f u t u r e ,  i t  w i l l  be n e c e s s a r y  to  r e p l a c e  some o f  the personne l  and 

e n l a r g e  the  s t a f f .  The cu r ren t  s t a f f  i s  '‘ n v o l v ed  in  s e r v i c i n g  and ma in ten ­

ance o f  e x i s t i n g  o i l  and g a s ,  c o a l  and min ing c l a im s  and l e a s e s .

In the pe tro leum  s e c t i o n  there  i s  a Petro leum Manager , who s u p e r v i s e s  the

s e c t i o n  wh ich  i n c lu d e s  e i g h t  o t h e r  permanent p o s i t i o n s .  At p re sen t  we have 

no t  been a b l e  to f i l l  a l l  p r o f e s s i o n a l  p o s i t i o n s  and two temporary employees 

are  a s s i s t i n g  in the petro leum work. T h i s  s e c t i o n  i s  r e s p o n s ib l e  f o r  a n a l y s i s  

and e v a l u a t i o n  o f  o i l  and gas problems and making recommendat ions on fu ture  

p c P i c i e s  regard ing  l e a s e  s a l e s .  The cu r ren t  budget o f  t h i s  s e c t i o n  

approx imates  $316,000 per  y e a r  i n c l u d i n g  approx imate ly  $40,000 f or  a c q u i s i t i o n  

o f  sub su r fa c e  d a ta .  Request f o r  next f i s c a l  y e a r  i n c l u d e s  fund ing o f  

p r e s en t  p o s i t i o n s  and $223,000 f o r  a c q u i s i t i o n  o f  sub su r fa c e  d a ta .

PROCEDURES

U 26-

In the  p a s t  d e c i s i o n  to l e a s e  has been based upon i n t e r e s t  o f  the i n d u s t r y  

and needs o f  the S t a t e .  In a t  l e a s t  one i n s t a n c e ,  Governor  W i l l i am  Egan



i n t e r r u p t e d  a l e a s e  s a l e  t o  announce t o  the  aud i en ce  th a t  the S t a t e  

had r e c e i v e d  enough money from the  b id s  up to  th a t  p o in t  to  run the  S t a t e  ^  

government on through th a t  f i s c a l  y e a r  and t h a t  th e r e  would be no need 

to  have a d d i t i o n a l  l e a s e  s a l e s  u n t i l  sometime next y e a r .  T h i s  i s  i n d i c a t i v e  

o f  the  i n t e r e s t  and need which the  S t a t e  had in  l e a s i n g  i t s  l a nd .  To  

f o l l o w  through on the  l e a s e  s a l e ,  a f t e r  i t  had been dec id ed  th a t  one would  

be h e l d ,  th e  Department o f  Natura l  Resources  s o l i c i t e d  nom inat ions  from 

the i n du s t r y  on p r o s p e c t i v e  area s  t h a t  they  wou ld  l i k e  to  see  put  up in  a 

l e a s e  s a l e .  The  i n t e r e s t  was gaged ,  based on the nom ina t ions  o f  the  v a r i ou s  

compan ie s ,  and the area to  be in c lu d e d  in  a l e a s e  s a l e  was pared down to a 

manageab le  a r e a ,  approximat ing 200,000 to 300,000 a c r e s .

V ar iou s  members o f  the  Department concerned w i th  o i l  and gas masters  were 

ad v i s ed  t h a t  c o n s i d e r a t i o n  was be ing  g iven  to a l e a s e  s a l e  and ap p r o p r i a t e  ^  

r e p r e s e n t a t i v e s  o f  Departments o f  F i s h  and Game and Env ironmenta l  C on s e rv a t i o n  

were c o n t a c t e d .  A f te r  many m ee t ing s ,  b a s i c  l e a s i n g  c r i t e r i a  and s t i p u l a t i o n s  

were agreed upon and approx imate ly  60 days be fore  the  l e a s e  s a l e ,  t h i s  

i n fo rma t i on  was pub l i shed  and made a v a i l a b l e  to the in du s t r y  a long  w i th  the  

area to  be i n e e d e d  in the l e a s e  s a l e .  A l l  l e a s e  s a l e s  have been he ld  f o r

bonus type b id d in g .  P r i o r  to 1969, a s t a t u t o r y  p r o v i s i o n  in c lud ed  an award

f o r  the f i r s t  d i s c o v e r y  on a s t r u c t u r e  o f  1H p e r c en t  o f  a l l  r o y a l t i e s  pa id

fo r  the f i r s t  ten y ea r s  o f  p r odu c t i o n .

Actua l  h o ld in g  o f  the l e a s e  s a l e  has been the r e s p o n s i b i l i t y  o f  the 

D i v i s i o n  o f  Lands and upon r e c e i p t  o f  the b i d s ,  the Commiss ioner o f  N a tura l  

Resources  w i th  the a i d  o f  h i s  s t a f f ,  has determined i f  the b ids  were 

r e sp on s i v e  to the adver t i sement  and i f  an adequate  p r i c e  was r e c e i v e d  for 

the b id s  c o n s i d e r i n g  the in format ion  a v a i l a b l e  a t  t h a t  t ime. The
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Commiss ioner  has had a v a i l a b l e  a l l  g e o l o g i c a l  and e n g in e e r in g  in fo rmat ion  

on w e l l s  d r i l l e d  in  the S t a t e  up to  t h a t  t im e ,  however he has had very 

l i t t l e  g e ophy s i c a l  i n f o rm a t i o n .  In most  o f  the l e a s e  s a l e s ,  some b ids  

have been r e j e c t e d  as be ing  too  low o r  n o n - r e s p o n s i v e .  Upon accep tance  

by the Commiss ioner money has been p a id  by the  s u c c e s s f u l  b idders  i n t o  

the General  Fund and the l e a s e s  execu ted  by the S t a t e .

Upon i s s u a n c e  o f  the l e a s e ,  the m in e ra l s  l e a s i n g  s e c t i o n ,  has e s t a b l i s h e d  

records  and procedures  to  ensure t h a t  r e n t a l s  are  r e c e i v ed  in  a t ime ly  

f a s h i o n  ar.d th a t  development o c cu r s  a c c o r d i n g  to  the terms o f  the l e a s e .  

C l o s e  l i a i s o n  i s  requ ired  w ith  the A ttorney  G e n e r a l ' s  o f f i c e  in i n t e r ­

p r e t in g  the terms o f  the l e a s e  and in pur su ing  a d m in i s t r a t i v e  a c t i o n s  to  

c ance l  l e a s e s  in the even t  th a t  r e n t a l s  are not t im e ly  p a id .

With the format ion  o f  the D i v i s i o n  o f  M in e r a l s  and Energy Management we 

a n t i c i p a t e  c l o s e r  s c r u t i n y  o f  the performance o f  the op e ra t o r s  and 

performance o f  the p r o p e r t i e s  th em se lv e s ,  i f  p roduc t ion  i s  o b t a in ed .

By do ing  t h i s ,  wt hope to ensure th a t  t im e l y  development i s  c a r r i e d  out and 

o p e r a t i o n s  w i l l  p rov id e  the g r e a t e s t  r e cove ry  for  the b e n e f i t  o f  the S t a t e .





O IL  AND GAS LEASING HISTORY -  ALASKA STATE LANDS

SECTION II

I n t r o d u c t i o n  e nd Background 

Purpose

The pr i irary purpose o f  t h i s  r ep o r t  i s  t o  t r a c e  the h i s t o r y  o f  o i l  and 

gas l e a s i n g  in  A laska  w i t h  primary emphas is  on s t a t e  l ands  and the 

l e g a l ,  r e g u l a t o r y  and p r a c t i c a l  framework under wh ich  i t  has d eve l op ed .  

S p e c i a l  emphas is  w i l l  be g i v en  to  the  background under which t h i s  system 

has been o p e ra t e d ,  so  t h a t  i t s  e f f e c t  can be b e t t e r  under s tood .

Background

The h i s t o r y  o f  o i l  i n  A laska  goe., back t o  a t  l e a s t  1867 when the f i r s t  

o i l  c l a im s  were s taked  a t  K a t a l l a  and Yaka taga .  The f i r s t  w i l d c a t  we l l  

was d r i l l e d  in  1898 near I n i s k i a n  on the  A laska  P e n i n s u l a ,  c l o s e l y  

f o l l ow e d  by the  f i r s t  t e s t  in the K a t a l l a  a r e a ,  a t  C o n t r o l l e r  Bay in  

1901. However, i t  was no t  u n t i l  the  second C o n t r o l l e r  Bay w e l l  was 

d r i l l e d  in  1902, t h a t  the  f i r s t  s u c c e s s f u l  o i l  producer  in A laska  was 

found ,  a one f o o t  sand a t  250 f e e t .  During the  next 50 y e a r s ,  a c t i v i t y  

was s p o r a d i c  w i th  very  l i t t l e  s u c c e s s .  O i l  w e l l s  were d r i l l e d  in the 

K a t a l l a - Y a k a t a g a  area on the A la ska  P en in su l a  ana the Upper Cook I n l e t  

B a s i n ,  and the  North S l o p e .  The North S l o p e  d r i l l i n g  was to exp lo r e  the 

Petro leum Reserve which was s e t  a s i d e  by Congress  in 1923. On ly  minor 

f i n d s  o f  o i l  and gas  were d i s c o v e r e d  in t h i s  e f f o r t . 1

m

In the e a r l y  1950's , i n du s t r y  i n t e r e s t  i n  A laska  was r ev iv ed  and w i th

the d i s c o v e r y  o f  the Swanson R iv e r  F i e l d  by R i c h f i e l d  O i l  Company in

1957, the o i l  i n du s t r y  in  A laska  was e s t a b l i s h e d .  In 1956, the y ea r

o e fo r e  the d i s c o v e r y  a t  Swanson R i v e r ,  th ere  was a l i t t l e  over  2.8

1. Edmondson, Cameron A . ,  A H i s t o r y  o f  A laskan O i l ,  A laska Petro leum 
and I n d u s t r i a l  D i r e c t o r y  1970-71, Pqs. 11-13



m i l l i o n  a c r e s  under o i l  and gas l e a s e  in A la s k a .  Ac the  time o f  S t a t e ­

hood a t  the end o f  1958, the  t o t a l  had grown to  19.5 m i l l i o n  a c r e s ,  and 

in  1960 a lmost  35 m i l l i o n  a c r e s  were under l e a s e .

The Swanson R iv e r  d i s c o v e r y  was j u s t  one o f  the  many dramat ic  even ts  

th a t  g r e a t l y  a f f e c t e d  the fu tu r e  o f  the  o i l  and gas in d u s t r y  in A laska .

With S t a t e h o od ,  the S t a t e  o f  A laska  a cqu i r ed  l a r g e  b l o c k s  o f  land  w i th  

o i l  p o t e n t i a l  and immediate ly  began l e a s i n g  them. T h i s  l ed  to  major 

important d i s c o v e r i e s  in Upper Cook I n l e t ,  and th ere  was no l onger  any 

qu e s t i o n  th a t  A laska  had a v i a b l e  o i l  i n d u s t r y .  The S t a t e  a l s o  a cqu ired  

a l a r g e  b lo ck  o f  l and  on the  A r c t i c  S l o p e  in  the  mid 6 0 ' s which i t  

immediate ly  l e a s e d .  A f te r  s e ve ra l  y e a r s  o f  d r i l l i n g  w ith  very d i s c o u r a g i n g  

r e s u l t s ,  the Prudhoe Bay d i s c - v e r y  was made in 1968, an event  which 

a t t r a c t e d  a t t e n t i o n  to  A laska  as no o th e r  s i n g l e  even t  s i n c e  S ta tehood  

had done . C l o s e l y  p a r a l l e l i n g  in  t ime the S t a t e ' s  North S lope  a c t i v i t y ,  

was the A laska  N a t i v e  Land C la ims i s s u e  and the land w i thd rawa l s  th a t  

the S e c r e t a r y  o f  the I n t e r i o r  imposed as a r e s u l t .  These  w i thd rawa l s  

u l t im a t e l y  and com p le te l y  shut down federa l  o i l  and gas l e a s i n g  in 

A la ska .  There  has been no s i g n i f i c a n t  f edera l  up lands  l e a s i n g  s i n c e  

1966.

Federa l  L e a s i n g  System I t  i s  apparen t  t h a t  the o r i g i n  o f  the S t a t e  o f  

A l a s k a ' s  l e a s i n g  system i s  c l o s e l y  t i e d  to  f edera l  minera l  l e a s i n g  laws 

in e f f e c t  a t  the time A laska  became a s t a t e .  There was a d e l i b e r a t e  

at tempt to conform A l a s k a ' s  laws to f ed e r a l  l aws  as much as p o s s i b l e .

T h i s  i s  apparent  in the f o l l o w i n g  quote  from a memo from W i l l i am  E.

Dyer , o f  the D i v i s i o n  o f  Lands ,  to Ph i l  Ho ld sworth ,  Commiss ioner , Department

o f  Natura l  Resources  on May, 5, 1959, r ega rd ing  e a r l y  d r a f t s  o f  the o i l



" I n  as  much as  the  S t a t e ' s  s t a t u t e  i s  s im i l a r  to  the  Federa l  p ro c edure s ,  

we wonder whether  or not i t  i s  to o  r i s k y  to  in t r o du c e  a program 

which  i s  d i f f e r e n t  from the  F e d e r a l .  F i r s t ,  s t a t e  lands  and federa l  

l and s  w i l l  l i e  s i d e  by s i d e .  Two d i f f e r e n t  systems might r e s u l t  in  

c o n fu s i o n  t o  th*» p u b l i c .  S e cond ,  the personne l  wh ich  the S t a t e  

w i l l  undoub ted ly  h i r e  to  a dm in i s t e r  the  reg l a t i o n s  w i l l  be from 

BLM. Such persons  are a l r e a d y  f a m i l i a r  w i th  the Federa l  system.

They would no t  have to  be r e t r a in e d  in  new methods . T h i r d ,  the 

Federa l  r e g u l a t i o n s  are  long  and l a b o r i o u s .  They are  long and 

l a b o r i o u s  b e c au s e ,  f o r  one t h i n g ,  they have over  a per iod  o f  y ea r s  

been deve lop ed  to  b lo ck  as many l o o p h o l e s  as p o s s i b l e .  The S t a te  

might w ish  t o  take  advantage  o f  the Federa l  exper ien ce  in th a t  

regard by u s in g  much o f  the ph r a se o l o g y  c on ta in ed  in the Federa l  

r e g u l a t i o n s .  F ourth ,  th ere  are  c o n s i d e r a b l e  number o f  j u d i c i a l  and 

a d m in i s t r a t i v e  d e c i s i o n s  c on ce rn in g  the  Federa l  r e g u l a t i o n s .  These  

d e c i s i o n s  would  be h e lp fu l  f o r  those  charged w ith  the a dm in i s t r a t i o n  

o f  the  S t a t e  r e g u l a t i o n s  prov ided  th a t  the S t a t e  r e g u l a t i o n s  f o l l ow  

the F e d e r a l . "

Mr. Dyer f u r th e r  no ted ,  th a t  S ena te  B i l l  #77, which i s  the b a s i c  o r i g i n  

o f  the 1959 Land Act ,  "m ight be s t  be termed a l i t t l e  b ro ther  to  the 

Federa l  sy s tem " .  In a paper prepared by Mr. Ho ld sworth ,  then the 

Commiss ioner o f  the Department o f  Natura l  R e sour c e s ,  and presented  at 

the  F i f t h  Annual M in in g ,  M i n e r a l s ,  and Petro leum Con fe ren ce ,  in C o l l e g e ,  

A la ska  in 19C0, i t  i s  e q u a l l y  apparent  th a t  the b a s i c  S t a t e  system is  

s im i l a r  to  the Federa l  system. The concern for making t h i s  system com-

and gas regulations:
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p a t i b l e  w i th  the Federa l  system can be e a s i l y  understood when one r e a l i z e s  

t h a t  many o f  the area s  the  S t a t e  would e v e n t u a l l y  s e l e c t  under the 

S ta tehood  Act  would be under f edera l  o i l  and gas l e a s e s  and the l e a s e s ,  

(under  the terms o f  the S ta tehood  A c t ) ,  would be t r a n s f e r r e d  to  the 

S t a t e  f o r  a d m in i s t r a t i o n .  Even tod ay ,  s t a t e  n on c om pe t i t i v e  l e a s e  areas  

are  o f t en  i n t e r s p e r s e d  w ith  f e d e r a l l y  i s s u ed  l e a s e s  which must be 

a dm in i s t e r ed  under t h e i r  terms under Federa l  law.

The compar ison o f  f edera l  and s t a t e  o i l  and gas l e a s i n g  p r o v i s i o n s  

c on ta in ed  in  the p r e v i o u s l y  c i t e d  paper by Commiss ioner Ho ld sworth ,

T a b l e  1, g i v e s  some o f  the b a s i c  p r o v i s i o n s  o f  the Federa l  l e a s i n g  

system in e f f e c t  i n  1960. For p r a c t i c a l  Durposes ,  i t  i s  g e n e r a l l y  

acknowledged tha t  the Federa l  system, as i t  was a o p l i e d  in A la sk a ,  was 

e s s e n t i a l l y  a noncompet i t iv e  l e a s i n g  system. Only  two c om pe t i t i v e  s a l e s  

have been h e l d ,  both in the A r c t i c  area w ith  a t o t a l  revenue o f  l e s s  

than $430,000 d o l l a r s .  L i e  reason for the l a ck  o f  c om p e t i t i v e  a c t i v i t y  

i s  th a t  the M inera l  L e a s ing  Act on ly  p rov id e s  for  c om p e t i t i v e  l e a s i n g  

when the l and s  are  in a known g e o l o g i c  s t r u c t u r e .  S i n c e  e s s e n t i a l l y  a l l  

the lands  in  the S t a t e  were open for l e a s i n g  a t  the time o f  the r e v i v a l  

o f  i n t e r e s t  in A laska  in the e a r l y  501s , and because term inated  l e a s e s  

were immediate ly  r e l e a s e d  n on c om pe t i t i v e l y  on the s t r u c t u r e s  that have 

been proven were under l e a s e  a t  the time the known g e o l o g i c  s t r u c tu r e  

was e s t a b l i s h e d .

Thus ,  a t  the time o f  s t a t eh ood ,  most A laska  lands  were a v a i l a b l e  f o r  

federa l  non compe t i t iv e  o i l  and gas l e a s i n g ,  on a f i r s t  come, f i r s t  

served b a s i s ,  for  a $10 f i l i n g  f ee  and the f i l i n g  o f  the f i r s t  y e a r ' s  

r e n t a l .
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Renta l was $.50 an a c re  f o r  each l e a s e  y e a r .  A l e a s e  was i s s u ed  f o r  a 

f i v e  y e a r  primary term w i t h  the r i g h t  t o  one f i v e  y e a r  e x t e n s i o n .

R oya l ty  on p roduc t ion  was s e t  a t  12.5% by law. The b a s i c  l e a s e  s t a t i s t i c s  

on f ed e r a l  l e a s i n g  are  in c lud ed  in T a b l e  3, and the s t a t i s t i c s  on 

revenue are  shown in  T a b l e  ‘ .

I t  i s  e a s y  to understand how l e a s i n g  f l o u r i s h e d  in the  1r t e  5 0 ' s and 

e a r l y  6 0 ' s on f e d e r a l  l and s  in A laska  as a r e s u l t  o f  the s u c c e s s  o f  

Swanson R iv er  and the  a t t e n t i o n  be ing g i v en  A laska  by the major U . S .  o i l  

compan ies .  The peak in l e a s i n g  o f  16, 547 l e a s e s ,  t o t a l l i n g  n e a r l y  35 

m i l l i o n  a c r e s  was reached in  1960. The 1960 t o t a l  i n c lu d ed  l e a s e s  in  

the North S l o p e ,  B e t h e l ,  Yukon Koyukuk, B r i s t o l ,  M idd le  Tanana ,  Copper 

R i v e r ,  Yukon Kandik , G u l f  o f  A laska  and Cook I n l e t  B a s i n s .  Most o f  the 

w e l l s  d r i l l e d  dur ing  th a t  y ea r  were in the Cook I n l e t  B a s i n ,  p r im a r i l y  

on the Kenai P e n in s u l a .  However, w e l l s  were a l s o  spudded in the K a t a l l a  -  

Yakataga area and the Bethe l  B a s in .  The p rev iou s  y e a r ,  w e l l s  had been 

a l s o  d r i l l e d  in  the Nenana area and on the A laska P e n i n s u l a . 2

As can be seen from T ab l e  3, f edera l  l e a s i n g  a c t i v i t y  peaked in 1960 and

began to drop o f f  at. a r a te  o f  s e ve ra l  m i l l i o n  a c re s  per y e a r .  Th i s  can

be exp la in ed  in par t  by the w idespread a c t i v i t y  throughout the S t a t e  in

1959 and the s u c c e s s  o f  a c t i v i t y  on the Kenai P e n in s u l a .  T h i s  a c t i v i t y

had generated  an e x c e s s i v e  amount o f  l e a s i n g  wh ich ,  c oup led  w ith  the

f a c t  th a t  the i n i t i a l  w i l d c a t s  in the o th e r  b a s in s  were u n s u c c e s s f u l ,

p robab ly  a ccoun t  for  the major drop in l e a s i n g  a c t i v i t y .  However, a

c o n t r i b u t i n g  f a c t o r  may have a l s o  been a s h i f t  in  emphasis to s t a t e

l a n d s .  With S t a teh ood ,  the S t a t e  immediate ly  s e t  out w ith  an a g r e s s i v e

2. H i s t o r y  o f  D r i l l i n g  in A laska  Between 1953 and 1966, A la sk a 
Petro leum D i r e c t o r y ,  1966-67 E d i t i o n , Pgs. 97-119.



l e a s i n g  program, p r im a r i l y  in  Upper Cook I n l e t  B a s i n ,  wh ich  a t t r a c t e d  

c o n s i d e r a b l e  i n d u s t r y  i n t e r e s t  a t  the  t ime.

S t a t e  L e a s in g  System

Even though the S t a t e  l e a s i n g  system i s  very  s im i l a r  to the  Federa l  

system , th ey  have opera ted  in e s s e n t i a l l y  the same environment w ith  

d r a s t i c a l l y  d i f f e r e n t  r e s u l t s .  As w i t h  the  Federa l  sys tem ,  the S t a t e  

laws have a lways  prov ided  f o r  both a c om pe t i t i v e  and non c om pe t i t i v e  

system.

The most s i g n i f i c a n t  d i f f e r e n c e  in the  sys tems ,  and the one t h a t  has had 

the  most e f f e c t  on revenue ,  i s  the a b i l i t y  o f  the S t a t e  to  c l a s s i f y  

l ands  as c om p e t i t i v e .  The i n i t i a l  Land A ct ,  Chapter  169, SLA, 1959, 

p rov id ed ,  " a l l  t i d e  and submerged l ands  s h a l l  be l e a s e d  by c om pe t i t i v e  

b id d in g  and whenever o i l  or  gas i s  di covered in any we l l  on A laska land 

in  commercial q u a n t i t i e s  the Commiss ioner  s h a l l  determine the ex ten t  o f  

the area  o f  any l and s  in a d d i t i o n  to t i d e  and submerged l and s  in  the 

same genera l  area o f  the d i s c o v e r y  wnich by reason o f  such d i s c o v e r y ,  

the Commiss ioner r e a s on ab ly  b e l i e v e s  to be c ap ab le  o f  produc ing o i l  or  

gas and such a d d i t i o n a l  l ands  s h a l l  be l e a s e d  by c om p e t i t i v e  b i d d i n g . "  

The Act was amended, Chapter  61, SLA, 1960, to i n c l u d e  mental h e a l th  

l a n d s ,  s choo l  l a n d s ,  and u n i v e r s i t y  l a n d s ,  in the c a t e g o ry  to be l e a s ed  

by c om pe t i t i v e  b id d in g .  However, i t  s t i l l  l im i t e d  o ther  up lands to 

c om p e t i t i v e  b idd ing  o n l y  where the lands  were in the v i c i n i t y  o f  a 

commercial d i s c o v e r y ,  a c oncep t  very s im i l a r  to the known g e o l o g i c  

s t r u c tu r e  con cep t  under the Federa l  r u l e s .  As i s  e v id enced  by the 

f o l l o w i n g  quo te ,  in a l e t t e r  dated January  3, 1972, from Roscoe E. B e l l ,  

D i r e c t o r ,  D i v i s i o n  of  Lands ,  to Ja lmar  K e r t t u l a ,  o f  the A laska  House o f



R e p r e s e n t a t i v e s ,  the S t a t e  e a r l y  r e cogn iz ed  the  l im i t a t i o n s  o f  the  

Federa l  system:

I f  the word ing ,  "whenever o i l  or gas i s  d i s c o v e r e d  in commercial 

q u a n t i t i e s ,  "were amended to  a d d , "  or where s u f f i c i e n t  g e o l o g i c a l  

o r  g e ophy s i c a l  da ta  were a v a i l a b l e  to p rov id e  e v id en c e  o f  a f a v o r a b l e  

g e o l o g i c a l  s t r u c t u r e , "  th e r e  would be an o ppo r tun i ty  f o r  the  S t a t e  

to  encourage  o i l  and gas expi ^ r a t i o n ,  to  shorten  the l ap sed  time 

between l e a s i n g  and e x p l o r a t i o n ,  and to m a t e r i a l l y  advance the  

f i n a n c i a l  w e l l  be ing  o f  the  S t a t e  by l e a s i n g  c o m p e t i t i v e l y  area s  

t h a t  now must be l e a s e d  n o n c om p e t i t i v e l y .

T h i s  l e t t e r  i s  a l s o  a good i n d i c a t o r  o f  the Department t h in k in g  on 

n on c om pe t i t i v e  v s .  c om p e t i t i v e  l e a s i n g  a t  the time and a copy i s  in c lud ed  

w i t h  t h i s  r epo r t  under T a b l e  2. The law was amended in  1964 tc "’ha 

p r e s en t  language  which  p rov id e s  th a t  the  Commiss ioner may l e a s e  /

l and s  c om p e t i t ’ " e l y  when he determ ines  i t  to  be , " i n  the b e s t  i n t e r e s t  

o f  the S t a t i . "

The S t a t e  was faced  w i th  a un ique problem. Most p eop le  agreed t h a t  o i l  

revenue was one o f  the b e s t  hopes o f  meet ing the r i s i n g  s t a t e  needs .

Even though the S t a t e  would r e c e i v e  90% o f  the Federa l  revenue from o i l  

and gas l e a s i n g ,  much o f  the Federa l  revenue would be de la yed  because  i t  

would come in  the form o f  fu tu r e  r o y a l t i e s .  There was no s i g n i f i c a n t  

bonus or  r en ta l  monies a s s o c i a t e d  w ith  Federa l  l e a s i n g .  With many we l l  

known p o t e n t i a l  petro leum areas  throughout the S t a t e  open to l e a s e  on a 

f i r s t  c one ,  f i r s t  served b : i s , un ique measures were n e c e s s a r y  to a t t r a c t
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i n t e r e s t  from the F . d e r a l  l and s  t c  S t a t e  lands .  The g e o l o g i c  p o t e n t i a l  

o f  the  harsh o f f s h o r e  wa ter s  o f  Cook I n l e t  o f f e r ed  the most obv iou s  

p o t e n t i a l  to  a t t r a c t  immediate deve lopment on s t a t e  l a n d s .  Most o f  the 

o th e r  l and s  t h a t  the S t a t e  had or cou ld  s e l e c t  immediate ly  were under 

l e a s e  and wou ld  be t i e d  up f o r  s e v e r a l  y e a r s  in  t i t l e  t r a n s f e r .  The 

o th e r  o f f s h o r e  a r e a s  had not  y e t  a t t r a c t e d  much a t t e n t i o n .

T h e r e f o r e ,  th ey  immediate ly  proceeded w i t h  the l e a s i n g  o f  Upper Cook 

I n l e t  under terms to  encourage  deve lopment as soon as p o s s i b l e  and at  

the  same t im e ,  earn revenue from the l e a s i n g .  Major f a c t o r s  in  a c c om p l i s h in g  

t h e se  o b j e c t i v e s  were the d i s c o v e r y  r o y a l t y  i n c e n t i v e  on l a r g e  l e a s e  

t r a c t s ,  a s h o r t  l e a s e  term (5 y e a r s )  and a f a v o r a b l e  government a t t i t u d e  

towards the i n du s t r y .  The f i r s t  l a r g e  s a l e  in Cook I n l e t ,  (#7 in 1961) 

earned n e a r l y  15 m i l l i o n  d o l l a r s  in bonuse s ,  and the second l a rg e  s a l e ,

( t 9 in  1962) earned over  15 m i l l i o n  d o l l a r s  in bonuse s .  As can be seen 

from the  s t a t i s t i c s  a t t a ch ed  to t h i s  r e p o r t ,  these  two s a l e s  a l one  

g ro s s ed  more than f e d e r a l  payments to the S t a t e  for  a l l  o f  t h e i r  l e a s i n g  

a c t i v i t y  up to  t h a t  t ime.

Of more s i g n i f i c a n c e  than the l e a s e  revenue to the S t a t e ' s  fu ture  economic 

w e l l b e i n g  however , was t h a t  the i n du s t r y  immediate ly  proceeded to exp lore  

and deve lop  the  l e a s e d  a r e a s .  T h i s  a c t i v i t y  r e s u l t e d  in  d i s c o v e r y  o f  

the Cook I n l e t  o i l  and gas f i e l d s ,  which are the sou rce  o f  the present  

o i l  and gas r o y a l t y  income from s t a t e  l a n d s .  Four o f  the f i v e  o i l  

f i e l d s  in the  Cook I n l e t  B a s i n ,  M idd le  Ground S h o a l ,  G r an i t e  P o i n t ,

T r ad ing  Bay, and McArthur R iv e r  f i e l d s  were d i s c o v e r ed  on l e a s e s  i s sued  

a t  th e se  s a l e s .  I t  was the d i s c o v e r y  and development o f  the se  f i e l d s



a l o n g  w i t h  the  Swanson R iv e r  f i e l d  th a t  f i rm ly  e s t a b l i s h e d  A laska  as one 

o f  the importan t  o i l  produc ing  areas  in the  wor ld .

T hu s ,  the  S t a t e  system o p e r a t in g  in e s s e n t i a l l y  the  same env ironment was 

a b l e  to  produce c o n s i d e r a b l y  more r o y a l t y  and l e a s e  revenue in  a much 

s h o r t e r  t ime and w i th  l e s s  acreage  than the Federa l  system. The s t a t i s t i c s  

in c lud ed  w i th  t h i s  r ep o r t  show the r e s u l t s  o f  the two sy s tems .  S t a t e  

revenue from l e a s i n g  a l o n e  through 1975, i . e . ,  bonuses and r e n t a l ,  

amounts t o  51,066,079,564.  Through 1975 n e a r l y  $210,000,000 have been 

pa id  in p roduc t ion  r o y a l t i e s .  T h i s  compares to  f edera l  r e c e i p t s  from 

1959 through 1975 o f  n e a r l y  $5^,000,000 in o i l  and gas r e n t a l s  and 

n e a r l y  $66,000,000 in o i l  and gas r o y a l t y  payments.

D e s c r i p t i o n  o f  Pre sen t  System

S t a t u t o r y  p r o v i s i o n s  for  A laska  o i l  and gas l e a s i n g  are c o n t a in e d  in AS 

38.05 p r im a r i l y  in s e c t i o n s  38.05.130 through 38.05.180. The r e g u l a t i o n s  

are c on ta in ed  in  T i t l e  11 of  the A laska  A dm in i s t r a t i v e  Code, under 

Chapters  82, 83, and 88. Under these  p r o v i s i o n s  a l e a s e  may be i s s . e d  

e i t h e r  c o m p e t i t i v e l y  or n o n c om pe t i t i v e l v .

The r e g u l a t i o n s ,  11 ACC 82.105, prov ide  th a t  a l l  l ands  no t  r equ ir ed  by 

law to be l e a s e d  c o m p e t i t i v e l y  or not c l a s s i f i e d  c om pe t i t i v e  by order  o f  

the Commiss ioner are  n on compe t i t iv e  for  minera l  l e a s i n g  purpo se s .  Before 

lands  are a v a i l a b l e  for  n on compe t i t i v e  l e a s i n g  they must be opened by 

p u b l i s h in g  a n o t i c e  d e c l a r i n g  the lands  open for  l e a s e .  A n o t i c e  o f  

open ing must p rov id e  a 30 day f i l i n g  p e r i od .  During t h i s  time any 

a p p l i c a t i o n s  th a t  are  f i l e d  are  con s id e red  f i l e d  s im u l t a n e o u s l y  and the



top  p r i o r i t y  f o r  the  n on com pe t i t i v e  l e a s e  i s  determined by p u b l i c  draw ing .  

S i m i l a r l y ,  a f t e r  l a nd s  are  l e a s e d  and the  l e a s e  term ina te s  the  l and s  are 

a g a in  made a v a i l a b l e ,  u n l e s s  c l a s s i f i e d  c om p e t i t i v e ,  through a 30 day 

s imu l taneous  f i l i n g  p e r iod  w i th  the w inner  ag a in  be ing determined by 

p u b l i c  draw ing .  Any l and s  th a t  are not l e a s e d  through both o f  th e se  

procedures  become a v a i l a b l e ,  a f t e r  the end o f  the 30 day f i l i n g  p e r i o d .

The s t a t u t e s  (AS 38.05.180) p rov id e  th a t  n oncompet i t iv e  l e a s e s  w i l l  be 

fo r  a primary term o f  f i v e  y e a r s  and can be extended for  two y e a r s  i f  

the lands  are  in  a c om p e t i t i v e  c l a s s i f i c a t i o n  a t  the time o f  e x p i r a t i o n  

o f  the primary term or f i v e  y e a r s  i f  n on compe t i t iv e .  The s t a t u t e  

f u r th e r  p rov id e s  t h a t  the r o y a l t y  r a te  s h a l l  be 12.5% in amount or va lue  

o f  the  p roduc t ion  and th a t  the maximum s i z e  o f  the l e a se  s h a l l  not 

exceed 2,560 a c r e s .  The l e a s e  s h a l l  c o n t inu e  u n t i l  the end o f  i t s  

primary term o r  i t s  ex t en s i o n  and so long t h e r e a f t e r  as o i l  or gas i s  

produced in pay ing q u a n t i t i e s .  The annual ren ta l  r a te  i s  s e t  a t  $.50 an 

a cre  and i s  payab le  in advance or the l e a s e  a u t om a t i c a l l y  term ina te s  

under i t s  terms and c o n d i t i o n s .

Non compe t i t i v e  l e a s e  terms and r e g u l a t i o n s  have remained e s s e n t i a l l y  

unchanged s i n c e  s t a t e h o o d ,  except  for  the c l a s s i f i c a t i o n  p r o v i s i o n s  

which are  d i s c u s s e d  l a t e r  in t h i s  r epo r t .

The s t a t u t e  r e qu i r e s  th a t  a l l  t i d e  and submerged l a n d s ,  mental h e a l th  

l a n d s ,  s choo l  l a n d s ,  and u n i v e r s i t y  lands  be l e a s ed  c o m p e t i t i v e l y .  I t  

a l s o  p rov id e s  th a t  any l and s  which the Commiss ioner determines  are 

c ap ab le  o f  produc ing o i l  o r  gas as the r e s u l t  o f  a d i s c o v e r y  in  an area



must be l e a s e d  c o m p e t i t i v e l y .  In a d d i t i o n ,  the  Commiss ioner may c l a s s i f y  

any l and s  c om p e t i t i v e  where he b e l i e v e s  i t  i s  in  the  b e s t  i n t e r e s t  o f  

the  S t a t e .  C om pe t i t i v e  l e a s e s  are  i s s u e d  under the  procedures  o f  I I  AAC 

82.400.  The r e g u l a t i o n s  p ro v id e  t h a t  the  method o f  b idd ing  s h a l l  be 

e i t h e r  by p u b l i c  a u c t i o n  or  by s e a l e d  b i d s .  I t  i s  g e n e r a l l y  agreed th a t  

th e  p r o v i s i o n s  o f  the  r e g u l a t i o n s  and AS 38.05.335 r equ i r e  th a t  the high 

b id d e r  be determined on the  b a s i s  o f  the  h i g h e s t  cash  bonus submit ted  a t  

the s a l e .
%

C om pe t i t i v e  l e a s e s  are  i s s u ed  f o r  a primary term o f  ten y e a r s  ex cep t  in  

the  Cook I n l e t  sed imentary  b a s in  where the law p rov id e s  t h a t  the l e a s e s  

s h a l l  be f o r  a primary term o f  not more than ten y e a r s  and not l e s s  than 

f i v e  y e a r s  a t  the d i s c r e t i o n  o f  the Commiss ioner ,  and c o n t i n u e  so  long 

t h e r e a f t e r  as  o i l  o r  gas i s  produced in pay ing q u a n t i t i e s .  The r o y a l t y  

r a t e  may no t  be l e s s  than 12.5% in amount or v a lu e  o f  p r o d u c t i o n .  The 

maximum l e a s e  s i z e  i s  2,560 a c r e s  f or  up lands  and 5,760 for  t i d e  and 

submerged l a n d s .  The s t a t u t e  p rov id e s  a r en ta l  r a te  o f  $1 an a c r e ,  which 

by the terms o f  the l e a s e  and the r e g u l a t i o n s  must be payab le  in advance .  

Some o f  the b a s i c  p r o v i s i o n s  under the c om pe t i t i v e  system have changed 

s i n c e  s t a t e h ood .  These  are  d i s c u s s e d  in d e t a i l  l a t e r  in t h i s  r ep o r t .

Both n on compe t i t i v e  and c om p e t i t i v e  l e a s e s  prov id e  th a t  l e a s e s  w i l l  be 

extended i f  d r i l l i n g  has commenced on or be fore  the e x p i r a t i o n  d a te  

u n t i l  the w e l l  has been completed and so long t h e r e a f t e r  as  o i l  o r  gas 

i s  produced in pay ing q u a n t i t i e s .  They both p rov id e  that  l e a s e s  proven 

c ap ab l e  o f  p roduc t ion  may be extended by shu t in  p rodu c t i o n .  P r o v i s i o n s  

for  u n i t i z a t i o n  and ex t en s i o n  o f  l e a s e s  i n c luded  w i t h in  a u n i t  are  a l s o



s tandard  to  both procedures .  Acreage th a t  may be he ld  a t  any one time 

may no t  exceed 500,000 a c r e s  on t i d e  and submerged lands  and 500,000 on 

a l l  o th e r  l a n d s .  Producing l and s  in an approved u n i t  agreement and 

land s  opera ted  under an approved d r i l l i n g  or  deve lopment c o n t r a c t  are 

exc luded f o r  acreage  l im i t a t i o n  purposes .

Land A v a i l a b i l i t y

With the advent o f  the modern o i l  and gas in d u s t r y  in A laska  in the 

e a r l y  1950 's ,  a lmost  a l l  l and s  in A laska  were open to o i l  and gas l e a s i n g  

except  on the  North S l o p e .

The l ands  on the North S l o p e  had been c l o s e d  by ex e cu t iv e  order  to 

minera l  l e a s i n g  f o r  many y e a r s .  They were not r e s t o r ed  u n t i l  Apr i l  18, 

1958, when a l l  o f  the lands  except  Petro leum Reserve #4 were opened f o r  

m inera l  l e a s i n g .  The S e c r e t a r y  o f  I n t e r i o r s '  opening order  prov ided  for  

l e a s i n g  through a non compe t i t iv e  l e a s e  o f f e r i n g  in a s imu l taneous  f i l i n g  

p e r i od .  T h i s  was done in a s e r i e s  o f  s ix  o f f e r i n g s  by th j  Federa l  

Bureau o f  Land Management beg inn ing  in  1958 and ending in 1966. A t o t a l  

o f  22,300,000 acres  were o f f e r ed  w i th  a l i t t l e  over  5,000,000 acres  

be ing  i s su ed  as l e a s e s .  See T a b l e  12 in c luded  w i th  t h i s  r e p o r t . 3

The next s i g n i f i c a n t  e f f e c t  on a v a i l a b i l i t y  o f  lands  for  o i l  and gas

l e a s i n g  was the c r e a t i o n  o f  the A r c t i c  W i l d l i f e  Range, t o t a l l i n g  about

8 .9  m i l l i o n  acres  and the C l a r en c e  Rhodes W i l d l i f e  Range, t o t a l l i n g

about 3.1 m i l l i o n  a cres  in 1960. F o l l ow in g  t h i s  was the so c a l l e d  " l and

f r e e z e " .  As a r e s u l t  o f  p r o t e s t s  from the A laska  N a t i v e s ,  the S e c r e t a r y

3. J o n e s ,  Dan ie l  A . ,  O i l  and Gas L e a s in g  On The North S l o p e  A l a s k a ; 
Paper presented  a t  Seventh Annual M in in g ,  M inera l  and Petro leum
Conferen ce ,  C o l l e g e ,  A l a s k a ,  March 20, 1964. Pg. 6
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o f  the  I n t e r i o r  suspended i s s u a n c e  o f  o i l  and gas l e a s e s  i n  1966. 

A p p l i c a t i o n s  would be a c cep ted  but l e a s e s  would  no t  De i s s u e d .  The 

S e c r e t a r y  con t inued  a c c e p t i n g  a p p l i c a t i o n s  u n t i l  J anuary  17, 1969, when 

P u b l i c  Land Order 4582 was i s s u ed  w ithdraw ing  a l l  A la ska  l and s  from o i l  

and gas  l e a s e  a p p l i c a t i o n s .  Dur ing the per iod  from 1966 u n t i l  the  

" s up e r  land f r e e z e "  in  1969, o i l  and gas l e a s e  a p p l i c a t i o n s  were f i l e d  

on approx imate ly  21 m i l l i o n  a c r e s . ^

The Federa l  land f r e e z e  d id  not a f f e c t  s t a t e  lands  except  t h a t  new land s  

c ou ld  no t  be t r an s f e r r ed  to  the S t a t e  which might be made a v a i l a b l e  f o r  

l e a s i n g .  In a d d i t i o n  to  the  t i d e  and submerged lands  th a t  were a cqu ir ed  

w i t h  s t a t e h o o d ,  the S t a t e  a cqu ir ed  the r i g h t  to  s e l e c t  approx imate ly  103 

m i l l i o n  a c r e s .  I t  proceeded to s e l e c t  petro leum land s  immed ia t e ly ,  

p r im a r i l y  in the Cook I n l e t  B a s in  and a l ong  the f r i n g e s  o f  the G u l f  o f  

A la s k a .  The North S lope  lands  were s e l e c t e d  in 1964 and 1969. The 1964 

b l o c k  t o t a l l e d  approx imate ly  1.75 m i l l i o n  a c re s  and the 1969 b lo ck  

t o t a l l e d  n e a r l y  3 m i l l i o n  a c r e s .  Most o f  the lands  s e l e c t e d  in  1964 

were t e n t a t i v e l y  approved by the Federa l  government in 1964 and were 

thus a v a i l a b l e  f or  l e a s i n g .  Petro leum lands  a long  the A laska  Pen in su l a  

on the B r i s t o l  Bay s i d e  were a l s o  s e l e c t e d  in  1969, however,  approva l  o f  

these  lands  was not r e c e i v e d  u n t i l  r e c e n t l y .

The S t a t e  immediate ly  proceeded w i th  making newly acqu ir ed  l and s  a v a i l a b l

f o r  o i l  and g c '  l e a s e ,  as can be seen from the s a l e  s t a t i s t i c s  i n c luded

w ith  t h i s  r ep o r t .  S a l e s  were he ld  f r e qu en t l y  throughout the S t a t e .  The

apparent  p o l i c y  was to l e a s e  a c r eage  wherever s i g n i f i c a n t  i n du s t r y

4. S imasko ,  Donald L . ,  N a t i v e  Land C la ims  and T h e i r  E f f e c t  on L e a s in g  
in A l a s k a , Paper Presen ted  a t  1971 N a t iona l  I r ' t i t u t e  For Petro leum 
Landmen, Pgs. 153-191



i n t e r e s t  o c cured .  Most o b se r v e r s  agree  th a t  t h i s  p o l i c y  con t inued  

p r e t t y  much u n t i l  the l a r g e  Prudhoe Bay s a l e  in 1969. T h i s  a t t r a c t e d  

c o n s i d e r a b l e  a t t e n t i o n  to  the importance o f  l e a s i n g  as a revenue earner  

f o r  the S t a t e  and l e a s i n g  d e c i s i o n s  became i n c r e a s i n g l y  more i n v o l v e d .  

S i n c e  the Prudhoe Bay s a l e ,  the  o n l y  l e a s i n g  a c t i v i t y  has been in  the 

Cook I n l e t  B as in  p r im a r i l y  in a r ea s  o f  p rev iou s  l e a s i n g .

N on compe t i t i v e  l and s  were immediate ly  opened for  l e a s i n g  upon r e c e i p t  o f  

t i t l e  t o  the  lands  from the f edera l  government . The e a r l y  open ing orders  

made a l l  l and s  a v a i l a b l e  f o r  l e a s i n g  to which the S t a t e  had r e c e i v e d  

t i t l e  up to  the d a te  o f  the open ing order .  Except for  irocedura l  

c h ang e s ,  t h i s  p r a c t i c e  c on t inued  up u n t i l  the S t a t e  non compe t i t iv e  

a c t i v i t y  was d i s c o n t i n u e d  l a t e  in 1975.

C om pe t i t i v e  C l a s s i f i c a t i o n s

As p r e v i o u s l y  n o ted ,  the  s t a t u t e  p r e s e n t l y  p rov id e s  tha t  the Commiss ioner 

may c l a s s i f y  any lands  c om p e t i t i v e  for  purposes o f  o i l  and gas l e a s i n g ,  

when he determ ines  th a t  i t  i s  the b e s t  i n t e r e s t  o f  the S t a t e  to  do so .  

P r i o r  to  the amendment in  1964, the s t a t u t e  prov ided  on ly  for  c om p e t i t i v e  

l e a s i n g  o f  c e r t a i n  types  o f  l and s  and lands in the v i c i n i t y  o f  a d i s ­

c o v e ry .  The l e t t e r  from Roscoe E. B e l l ,  then D i r e c t o r  o f  the D i v i s i o n  

o f  Lands ,  to  R ep re s en ta t i v e  K e r t u l l a ,  p r e v i o u s l y  c i t e d  in t h i s  r epor t  

and in c lud ed  herew i th ,  i s  a good i n d i c a t o r  o f  the th in k in g  on t h i s  p o in t  

a t  th a t  t ime.  The f i r s t  c l a s s i f i c a t i o n  order  e f f e c t i v e  January  3, 1963, 

was for  lands  p r im a r i l y  in the Beluga area in the Cook I n l e t  B a s i n ,  as a



r e s u l t  o f  th^  d i s c o v e r y  o f  the  Be luga  Gas f i e l d .  S i n c e  t h a t  d a t e ,  th e re  

has been a t o t a l  o f  2 3 ' c l a s s i f i c a t i o n s .  Most o f  them are in  the  Cook 

I n l e t  B a s i n .  A l l  o f  the l and s  s e l e c t e d  by the S t a t e  on the North S l o p e  

have been c l a s s i f i e d  as c om p e t i t i v e  and most o f  the l and s  in  the  Cook 

I n l e t  B a s in  were c l a s s i f i e d  c om p e t i t i v e  as company i n t e r e s t  d eve lop ed  i.i 

the  a r e a s .  The c l a s s i f i c a t i o n  problem was somewhat s im p l i f i e d  in the  

Cook I n l e t  Bas i l ,  because many o f  the  ar ea s  were i n t e r s p e r s e d  w i th  l and s  

wh ich  were c om pe t i t i v e  by law and the  c l a s s i f i c a t i o n s  were based l a r g e l y  

on the  d e s i r e  t o  p rov id e  o n l y  one l e a s i n g  system in the  a r ea .

Compar ison Between C om p e t i t i v e  and N on compe t i t i v e  L ea s ing

As a consequence  o f  the  s t a t e ' s  p o l i c y  o f  c l a s s i f y i n g  l and s  c om p e t i t i v e  

where s i g n i f i c a n t  i n t e r e s t  was i n d i c a t e d  ( see  Roscoe B e l l ' s  l e t t e r  to  

J a lmar  K e r t u l l a ) ,  compar isons  o f  the a c t i v i t y  and revenue generated  by 

the  two systems probab ly  have l i t t l e  meaning , except  from a h i s t o r i c a l  

v i ew p o i n t .  From a t o t a l  o f  183 e x p l o r a t o r y  w e l l s  d r i l l e d  on s t a t e  

i s s u ed  l e a s e s ,  o n ly  12 were d r i l l e d  on n on compe t i t i v e  l e a s e s .  None o f  

the 12 r e s u l t e d  in  o i l  and gas in pay ing q u a n t i t i e s .  For a complete  

breakdown o f  w e P s  d r i l l e d ,  see  T a b l e  10.

Revenue s t a t i s t i c s  are  e q u a l l y  o v e r b a l a n ced .  Approximate ly  $10,392,730 

o f  the  t o t a l  $37,826,590 r e n t a l s  through 1975 were r e c e i v e d  from non c om pe t i t i v e  

l e a s i n g .  In a d d i t i o n ,  approx imate ly  $2,647,760 have been r e c e i v e d  in 

f i l i n g  f e e s  from a p p l i c a t i o n s  in s imu l t aneou s  f i l i n g  p e r i o d s .  All the 

bonus and r o y a l t y  income has been from c om p e t i t i v e  l e a s e s  w ith  ex cep t i o n  

o f  minor r o y a l t y  income from t r a n s f e r r e d  federa l  l e a s e s .

In 1972, an area on the Kenai P en in su l a  which had p r e v i o u s l y  been under
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c om p e t i t i v e  c l a s s i f i c a t i o n  was r e c l a s s i f i e a  to n on c om pe t i t i v e .  C om pe t i t i v e  

i n t e r e s t  had been low in  the  area  f o r  s e v e r a l  y e a r s ,  and even when ar ea s  

were l e a s e d ,  bonus was r o t  h igh .  One o f  the  h i g h e s t  i n t e r e s t  a r ea s  when 

they  were opened to  a p p l i c a t i o n  a f t e r  the r e c l a s s i f i c a t i o n  was Townsh ip  

I  Nor th ,  Range 12 West , Seward M e r i d i a n .  N ine t r a c t s  in  t h i s  townsh ip  

earned from $1.13 per acre  to  $11.00 per a c r e  in f i l i n g  f e e s .  In c ompar i son ,  

the  most r e cen t  c om pe t i t i v e  s a l e s  in t h a t  townsh ip  drew b id s  o f  h igh 

bonus from $2.00 to  $3.34 per a c r e .

A s im i l a r  compar ison can be made for  a r ea s  on the lower Kenai P e n i n s u l a ,  

wh ich  have a lways  been n oncompe t i t i v e  except  for  i n t e r sp e r s ed  l and s  

wh ich  are c om pe t i t i v e  by l aw ,  i . e . ,  s c h o o l ,  u n i v e r s i t y  and mental h e a l t h .  

R e su l t s  on Township  3 South ,  Ranee 14 West, Seward M e r id i a n ,  one o f  the 

more a c t i v e  f i l i n g  a r e a s ,  n on com pe t i t i v e  l e a s i n g  earned from $.75 to 

$20.00 per a cre  in  f i l i n g  fees w i th  most r e cen t  c om p e t i t i v e  s a l e s  in the 

townsh ip  earn ing  from $3.15 to  $7.67 per a c r e  in bonus.

I t  i s  a l s o  i n t e r e s t i n g  to  note th a t  l ands  had been a v a i l a b l e  for  c om pe t i t i v e  

l e a s i n g  in both o f  these  townsh ips  in p rev iou s  s a l e s  but had not been 

nominated f o r  l e a s e ,  or  had not been l e a s ed  a f t e r  be ing o f f e r e d .  The 

f a i l u r e  to  l e a s e  through the c om p e t i t i v e  system would be h igher  in area s  

o f  l e s s  i n t e r e s t .  T h i s  o f f e r s  support  to one o f  the common arguments 

f o r  non compe t i t iv e  l e a s i n g  th a t  c o n s i d e r a b l e  revenue can be earned from 

land s  that  would not o th e rw i s e  be l e a s e d .

D i s c o v e r y  Roya l ty

The o r i g i n a l  s t a t e  land a c t  prov ided  for  r edu c t i o n  o f  the r o y a l t y  ra te



to  5 per c en t  f o r  the e n t i r e  l e a s e  f o r  ten  y e a r s  f o l l o w i n g  the  d a te  o f  

the  d i s c o v e r y ,  f o r  the  f i r s t  d i s c o v e r y  o f  o i l  or  gas in  commercial 

q u a n t i t i e s  i n  any g e o l o g i c  s t r u c t u r e .  T h i s  p r o v i s i o n  was d e l e t e d  from 

the law  in 1969. To d a t e ,  o n l y  8 l e a s e s  have been c e r t i f i e d  f o r  d i s c o v e r y  

r o y a l t y ;  however, th ere  may e v e n t u a l l y  be a d d i t i o n a l  c e r t i f i c a t i o n s  

s i n c e  th ere  are  s t i l l  a c t i v e  l e a s e s  which were i s s u ed  be fore  the 1969 

law change .  See T a b l e  9 f o r  a l i s t i n g  o f  the c e r t i f i c a t i o n s .

At the  t ime o f  s t a t e h ood ,  the f edera l  law  prov ided  a 5% d i s c o v e r y  r o y a l t y  

i n c e n t i v e  f o r  f edera l  l e a s e s  in  A laska  i s s u ed  p r i o r  to  May 3, 1958. Many 

federa l  l e a s e s ,  e s p e c i a l l y  in the Cook I n l e t  b a s i n ,  were s u b j e c t  to the 

d i s c o v e r y  r o y a l t y  p r o v i s i o n  a t  the time o f  s t a t e h o o d .  Thus ,  i t  was 

n e c e s s a r y  f o r  the s t a t e  l e a s e s  to  c a r ry  a s im i l a r  p r o v i s i o n  to  be com­

p a r ab l e .  Most ob server s  agree th a t  the d i s c o v e r y  r o y a l t y  i n c e n t i v e  in 

Cook I n l e t  on l a rg e  l e a s e  t r a c t s  was a very  s i g n i f i c a n t  f a c t o r  in the  

e a r l y  d r i l l i n g  and deve lopment o f  th a t  a r e a .  The 10 y e a r  per iod  f o r  a l l  

o f  the  l e a s e s  c e r t i f i e d  in Cook I n l e t  has now exp i r ed .  The t o t a l  d i f f e r e n c e  

between a c tu a l  payments on d i s c o v e r y  l e a s e s  and the LZH% r a t e  amounts to 

$8,754,000 f o r  the 5 o f f s h o r e  l e a s e s  i n v o l v e d .  The t o t a l  would have 

been much g r e a t e r  except  th a t  the f i r s t  d i s c o v e r y  on the T rad ing  Bay 

s t r u c t u r e  was on one o f  the low q u a n t i t y  produc ing l e a s e s  on th a t  s t r u c t u r e .

The reduced r o y a l t y  ra te  f o r  the d i s c o v e r y  l e a s e  in the Prudhoe Bay 

f i e l d  exp i r e s  on December 31, 1977. S i n c e  p roduc t ion  i s  not schedu led  

to  commence u n t i l  mid 1977, i t  i s  apparen t  th a t  very l i t t l e  d i s c o v e r y  

b e n e f i t s  w i l l  ac crue  to t h i s  l e a s e .



B idd ing  Methods

A ll  s t a t e  s a l e s  have been by s e a l e d  b id  w i th  the  b idd ing  v a r i a b l e  be ing 

the h i g h e s t  ca sh  bonus o f f e r ed  f o r  the  l e a s e .

The o r -' ial l and a c t  prov ided  th a t  c om p e t i t i v e  b idd ing  would be "under 

genera l  r e g u l a t i o n s "  adopted by the commiss ioner .  A s t a t u t o r y  p r o v i s i o n  

was adopted  in  1966 to  s p e c i f i c a l l y  " r e q u i r e  each b idder  f o r  the c om pe t i t i v e  

l e a s i n g  o f  o i l  and gas l and s  t o  submit w i th  h i s  b id  a d e p o s i t  o f  money 

equal to  2U per c en t  o f  the amount b i d " ,  AS 38 .05.335(c)  (emphasis  

added ) .  T h u s ,  p r i o r  to  the 1966 s t a t u t o r y  change ,  the r e g u l a t i o n s  

c o n t r o l l e d  the b idd ing  p rocedure ,  but a f t e r  the law change i t  was 

apparent  th a t  a system very s im i l a r  to  the cash  bonus b idd ing  system was 

d i c t a t e d .

The o r i g i n a l  o i l  and gas l e a s i n g  r e g u l a t i o n s  prov ided  tha t  the method o f  

b idd ing  be by s e a l e d  b id s  or a t  p u b l i c  a u c t i o n  by c c ' 1 bonus, tha t  the 

l e a s e  s h a l l  be awarded to the r e s p o n s i b l e  q u a l i f i e d  b idder  o f f e r i n g  the 

h i g h e s t  ca sh  bonus, and t h a t  the  b id s  must be accompanied by c a s h i e r ' s  

or c e r t i f i e d  ch e ck s ,  money order s  or cash  o f  a t  l e a s t  20% o f  the amount 

b id .  These  r e g u l a t i o n s  were i n t e r p r e t e d  to o n l y  a l l o w  a b idd ing  system 

where the o n l y  b idd ing  v a r i a b l e  was cash  bonus. The r e g u l a t i o n s  remained 

e s s e n t i a l l y  unchanged in t h i s  regard u n t i l  the 1974 r e v i s i o n ,  the l a s t  

r e v i s i o n .  The presen t  r e g u l a t i o n s  are  much more genera l  in b idd ing  

p ro cedure s ,  but the s t a t u t o r y  l im i t a t i o n s  s t i l l  a pp ly .

The o n l y  a l t e r n a t i v e  b idd ing  method the record i n d i c a t e s  has been con s id e red  

i s  ’ l t e r n a t e  or s l i d e  b id d in g .  At a hear ing  he ld  in Anchorage on June



r
30, 1969, the  department asked f o r  p u b l i c  Input  on the  p o s s i b i l i t y  o f  

u s in g  a system s im i l a r  to  the  " a l t e r n a t e "  or  " s l i d e "  b id  system used in  

Canada f o r  the  1969 Prudhoe Bay s a l e .  Under the p r o p o s a l ,  b idder s  who 

were u n su c c e s s fu l  on a t r a c t  would have been a l l ow ed  to  " s l i d e "  t h e i r  

b id  to  ano th er  t r a c t .  T h i s  method was exp lored  as  a p o s s i ' lb e  method o f  

a l l o w i n g  each b idder  t o  use a l l  h i s  a v a i l a b l e  money f o r  the s a l e  to  h i s  

b e s t  advan tage .  The theory  be ing  t h a t  s i g n i f i c a n t  b idder s  m ight not 

have enough money to  b id  as h igh as they would l i k e  on a l l  t r a c t s .  With 

th e  a b i l i t y  o f  " s l i d i n g "  b id s  to  a l t e r n a t e  t r a c t s ,  the  p o s s i b i l i t y  o f  

pyram id ing money on a few t r a c t s  was a p o s s i b l e  b e n e f i t  o f  the Canad ian 

sys tem .  The a v a i l a b i l i t y  o f  money d id  not prove to  be as b ig  \ f a c t o r  

as o r i g i n a l l y  a n t i c i p a t e d .  I t  was f e l t  t h a t  the major b idders  would be 

a b l e  to  s e cu re  enough money to  make t h e i r  b e s t  b id  on the major t r a c t s  

i n  wh ich  they  were i n t e r e s t e d  and th a t  the system would t h e r e f o r e  not 

r e s u l t  in h igher  bonus revenue .  The system was not adopted f o r  t h i s  and 

o th e r  problems w ith  the system, such as c omp l i c a ted  mechanics  o f  b id d in g  

and s a l e  a d m i n i s t r a t i o n ,  the d i f f i c u l t y  o f  p u b l i c  unders tand ing  and the 

p o s s i b l i t y  o f  charges  o f  c o l l u s i o n  between the b idders  and the s t a t e .

The o i l  i n d u s t r y  was a l s o  a lmost  unaminous ly  opposed to  i t .

R o y a l t y

R oya l t y  on n on compe t i t i v e  l e a s e s  has a lways  been s e t  by law a t  Wi%. 

C om pe t i t i v e  l e a s e s  may be i s s u ed  w ith  h igher  r o y a l t y  r a t e s  s i n c e  the 

s t a t u t e  has a lways  o n l y  prov ided  the minimum r o y a l t y  r a t e  o f  12*5 %. The 

f i r s t  s a l e  th a t  u t i l i z e d  a h igher  r a te  was s a l e  #28 in the Cook I n l e t
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1
b a s in .  The r a t e  used in t h i s  s a l e  and in  the  l a s t  s a l e  in t h i s  area was

T r a c t  S i z e s

The o r i g i n a l  l and  a c t  prov ided  a maximum t r a c t  s i z e  o f  5760 acre s  f or  

t i d e  and submerged l and s  and 640 a c r e s  f o r  a l l  o th e r  l a n d s .  The law was 

r e v i s e d  in  1964 to  i n c r e a s e  the  maximum s i z e  o f  up land t r a c t s  to 2560 

a c r e s .

The trend in  the e a r l y  o f f s h o r e  s a l e s  was to  l a r g e  t r a c t s .  T r a c t  s i z e  

in  s a l e  numbers 7 and 9, the f i r s t  l a r g e  Cook I n l e t  o f f s h o r e  s a l e s ,  

averaged 3760 and 3546 a c r e s ,  r e s p e c t i v e l y .  There  were many t r a c t s  over  

5000 a c r e s  in  s i z e  in th e se  s a l e s .  The s tandard changed soon a f t e r  

t h i s ,  however,  to  a four  s e c t i o n  b lo ck  con cep t  (about  2560 a c r e s )  when 

e x i s t i n g  land  p a t t e rn s  would a l l o w .

Minimum Bid

Minimum b id s  have not been p r e s c r i b ed  for  any o f  the l e a s e  s a l e s ,  except 

t h a t  most s a l e s  have prov ided  th a t  a bid o f  l e s s  than one d o l l a r  per 

a c r e  w i l l  not  be c o n s id e r e d ,  p r im a r i l y  for  the  purpose o f  preven t ing  

n u i s an c e  b id s .  T h i s  p r o v i s i o n  was dropped in  the 23rd s a l e  ( the 1969 

Prudhoe Bay s a l e )  and s evera l  i n s i g n i f i c a n t  nu i s an ce  type b id s  were 

r e c e i v e d  which caused c o n s i d e r a b l e  a d m in i s t r a t i v e  expense ,  p r im a r i l y

l e g a l , to r e s o l v e .

16 2/3%.
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The r e g u l a t i o n s  have a lways  p rov id ed  t h a t  the s t a t e  may r e j e c t  a l l  b id s  

on a t r a c t  when determined to  be in  the b e s t  i n t e r e s t  o f  the  s t a t e .

B id s  have been r e j e c t e d  in  f i v e  o f  the  s a l e s  under t h i s  p r o v i s i o n .  One

h igh  b id  was r e j e c t e d  in  the 8th s a l e ,  8 r e j e c t e d  in  the 9th s a l e ,  3 

r e j e c t e d  i n  the 14th s a l e ,  33 r e j e c t e d  in  the 21st s a l e  and 15 b id s

r e j e c t e d  in  the  23rd s a l e .

C o n d i t i o n a l  L ea se s

To a v o i d  a l on g  d e l a y  in deve lopment ,  the  S ta tehood  Act prov ided  th a t  

upon r e c e i p t  o f  t e n t a t i v e  approva l  from the Federa l  government , the 

S t a t e  c ou ld  i s s u e  c o n d i t i o n a l  l e a s e s  on the l a n d .  There  i s  o f t e n  a long  

per iod  between the  d e t e rm in a t i o n  o f  a v a i l a b i l i t y  o f  the l and s  f o r  s t a t e  

a c q u i s i t i o n  and the a c tu a l  i s s u a n c e  o f  p a t e n t ,  p r im a r i l y  because  o f  the 

survey  prob lems.

A law was passed  in  1960 to  p ro v id e  for  e x t en s i o n  o f  a c o n d i t i o n a l  l e a s e  

f o r  a p e r iod  equal  to  the per iod  dur ing  which the  l e a s e  was c o n d i t i o n a l .  

Almost a l l  the Prudhoe Bay deve lopment was dur ing  the c o n d i t i o n a l  p er iod  

o f  the l e a s e s .  The f i r s t  l e a s e s  were.1 i s s u ed  e f f e c t i v e  e a r l y  1965, but 

the f i r s t  p a ten t s  were not r e c e i v e d  u n t i l  1974. Thus ,  many o f  the 

l e a s e s  in  t h i s  area were extended f o r  n e a r l y  ten y e a r s .  Because o f  t h i s  

deve lopment i t  was apparen t  t h a t  a c o n d i t i o n a l  l e a s e  was not a d e t e r r en t  

to  e x p l o r a t i o n  and deve lopment and the e x t en s i o n  p r o v i s i o n  was d e l e t e d



Lease Forms

The b a s i c  p r o v i s i o n s  o f  both o f  the l e a s e  forms have remained e s s e n t i a l l y

the same. There have been s e ve ra l  updates  to  conform to s t a t u t o r y

changes  and to  c o r r e c t  e r r o r s .  The o r i g i n a l  c om pe t i t i v e  l e a s e  form,

DL1, was adopted l a t e  in  1959 and was r e v i s e d  Apr i l  1961, October  1963,

Apr i l  1971, Ma-f 19/3 and September 1974. The 1261 and 1963 r e v i s i o n s

were app a r en t l y  to  c o r r e c t  t yp og raph ic a l  e r r o r s  in the o r i g i n a l  form.

The 1971 r e v i s i o n  d e l e t e d  the r e f e r en c e  to  water  use  in the g r an t in g

c l a u s e  to  be c o n s i s t e n t  v.ith the Water Use Act ,  AS 46 .15; d e l e t e d  the

c l a u s e  g r an t in g  a c o n d i t i o n a l  l e a s e  ex t en s i on  to  be c o n s i s t e n t  w i th

d e l e t i o n  o f  the p r o v i s i o n  from the s t a t u t e ;  d e l e t e d  the d i s c o v e r y  r o y a l t y

c l a u s e  f o r  the same reason and added a d i r e c t i o n a l  d r i l l i n g  c l a u s e  and

an emDloyment clause regarding hire of Alaska  residents.

»

The n on compe t i t iv e  l e a s e  form, DL2, was f i r s t  used in 1960 and was 

r e v i s e d  Apr i l  1961, May 1962, and May 1966. The changes in  the non­

c om p e t i t i v e  form were comparable to the changes in the c om pe t i t i v e  form.

Environmenta l  C on t r o l s

When A la ska  s t a r t e d  i t s  o i l  and gas l e a s i n g  program, there were e s s e n t i a l l y  

no c o n t r o l s  on o i l  and ias l e a s e  o p e r a t o r s ,  except  for  c o n t r o l s  on 

a c tu a l  w e l l  d r i l l i n g  p r a c t i c e s  by the U .S .  G e o l o g i c a l  Survey and under 

the A laska  O i l  and Gas C on se rv a t i on  Commiss ion.  An op e ra t o r  cou ld  exp lore  

and d eve l op  on federa l  and e a r l y  s t a t e  l e a s e s  w i th ou t  any app rova l s  from 

o ther  s t a t e  or federa l  r e gu l a t o r y  a g e n c i e s .  Opera t i on  on federa l  w i l d l i f e  

ranges such as the Kenai Moose Range were an ex c ep t i o n .  Very s t r i n g e n t  

s u r f a c e  use requirements  were ap p l i e d  in these  a r e a s .  When the s t a t e



s t a r t e d  l e a s i n g  o f f s h o r e ,  however, as a r e s u l t  o f  concern by f ishermen 

in  Cook I n l e t ,  th ey  r e a l i z e d  the  need f o r  more c o n t r o l s  f o r  t i d e  and 

submerged land  l o c a t i o n s .  A s tandard  w i l d l i f e  s t i p u l a t i o n  was adopted 

in  August 1962 f o r  i n c l u s i o n  in a l l  o f f s h o r e  o i l  and gas  l e a s e s .  T h i s  

s t i p u l a t i o n  r equ ir ed  the w r i t t e n  approva l  o f  the  Department o f  Natura l  

Resources  " f o r  th e  l o c a t i o n  and type o f  each s t r u c tu r e  be fore  i t  i s  

e r e c t e d  on t i d e  and submerged l a n d s " .  The s t i p u l a t i o n  was s im i l a r  to  

the  one t h a t  i s  p r e s e n t l y  used in  a l l  l e a s e s .  S i n c e  1968, a s im i l a r  

s t i p u l a t i o n  has been i n c lud ed  in a l l  l e a s e s  i s s u e d ,  i n c l u d i n g  both 

c om p e t i t i v e  and n o n c om pe t i t i v e .  In 1970, a l l  l e s s e e s  were ordered to 

o b t a i n  approva l  in  a c cordance  w i th  the standard  s t i p u l a t i o n ,  even 

i f  the s t i p u l a t i o n  had not been in c luded  a t  the time the l e a s e  was 

i s s u e d .  A l l  o p e r a t o r s  have compl ied  w i th  t h i s  o rder .

There  was a l s o  no c o n t r o l  over  s e i sm ic  o p e r a t i o n s  a t  .he time o f  s t a t e ­

hood. N e i t h e r  the s t a t e  o r  federa l  governments requ ired  permits  or 

p rov ided  o p e r a t in g  g u i d e l i n e s ,  except  in w i l d l i f e  ranges and park l and s  

There  was c o n s i d e r a b l e  p u b l i c  concern  expressed  in the l a t e  1960's over  

damage done by s e i sm ic  and o ther  g e ophy s i c a l  o p e r a t i o n s ,  and in 1968, 

the S t a t e  S ena te  adopted a j o i n t  r e s o l u t i o n  r eque s t ing  the department to 

adopt  r e g u l a t i o n s .  The primary concern was over  e x c e s s i v e  c l e a r i n g  o f  

t r a i l s ,  damage done dur ing  t r a i l  c o n s t r u c t i o n ,  d e b r i s ,  damage from 

r epea ted  use o f  the same t r a i l s ,  p a r t i c u l a r l y  in A r c t i c  areas  dur ing  the 

summer months , and d i s t u r b a n c e  and damage to f i s h  and game r e s o u r c e s .

R e g u l a t i o n s  r e q u i r i n g  permits  f or  a l l  s e i sm ic  o p e r a t i o n s  were adopted



l a t e  i n  1969. S i n c e  th en ,  the  major concerns  have been taken c are  o f  by

r e q u i r i n g  o p e ra t o r s  to  op e ra t e  o n l y  dur ing p e r iod s  which w i l l  prevent  or

min im ize  d i s t u r b a n c e ,  u t i l i z e  e x i s t i n g  t r a i l s  when p o s s i b l e ,  remove a l l  

d e b r i s ,  u t i l i z e  equipment which w i l l  do the l e a s t  damage in c r o s s  country  

t r a v e l ,  a v o id  c r i t i c a l  f i s h  and game area s  and r e h a b i l i t a t e  any d i s tu rb ed  

a r e a s .  In a d d i t i o n ,  the  o p e ra t o r s  have gone back and c le an ed  up some o f

the d e b r i s  l e f t  over  from the p a s t  o p e r a t i o n s .

The s t a t e  r e g u l a t i o n s  a re  p r im a r i l y  for  env ironmenta l  c o n t r o l  and op era t o r s  

are no t  r equ ired  to  f i l e  survey r e s u l t s .  They are r e q u i r e d ,  however,  to 

f i l e  the l o c a t i o n  o f  t r a i l s ,  camps and s e i sm ic  l i n e s  to  f a c i l i t a t e  f i e l d  

i n s p e c t i o n .

A dm in i s t r a t i on

The M in e r a l s  S e c t i o n  in the D i v i s i o n  o f  Lands was the agency p r im a r i l y  

r e s p o n s i b l e  f o r  the a d m in i s t r a t i o n  o f  the s t a t e ' s  o i l  and gas l e a s i n g  

program u n t i l  O c tober  1976. The program r e c e i v ed  t e c h n i c a l  support and 

d i r e c t i o n  from the D i v i s i o n  o f  O i l  and G a s ,  and, to a l e s s e r  e x t e n t ,  the 

D i v i s i o n  o f  G e o l o g i c a l  and G eophy s i c a l  Survey s .  F i e l d  s u r v e i l l a n c e  

support  was a l s o  p rov ided  by the D i v i s i o n  o f  Lands '  D i s t r i c t  o f f i c e s .

The a c t i v i t y  was c o n s o l i d a t e d  w i th  a l l  ' ;he land owner minera l  f u n c t i o n s  

in  a new d i v i s i o n  the D i v i s i o n  o f  M in e r a l s  and Energy Management in 

October  1976.

The o r i g i n a l  M in e r a l s  S e c t i o n  had r e s p o n s i b i 1i t y  for  a l l  coa l  and l o c a t -  

a b l e  minera l  a c t i v i t i e s  on s t a t e  l a n d s ,  in a d d i t i o n  to o i l  and ga s .



They  reached a peak o f  13 employees in  1962, which g r a d u a l l y  decrea sed  

to the  t o t a l  o f  9 a u t h o r i z e d  p o s i t i o n s  a t  the  time o f  c o n s o l i d a t i o n  i n t o  

the D i v i s i o n  o f  M in e r a l s  and Energy Management. There are  no exac t  

f i g u r e s  on the  number o f  p o s i t i o n s  i n v o l v ed  w i th  the  s t a t e  l e a s i n g  

program in  the  o th e r  d i v i s i o n s ,  but i t  p robab ly  has not exceeded f o u r ,  

based on the  number o f  p o s i t i o n s  t r an s f e r r ed  in the c o n s o l i d a t i o n .  In 

a d d i t i o n ,  l e s s  than two p o s i t i o n s  have been d i r e c t l y  i n v o l v e d  in the  two 

minera l  a c t i v e  d i s t r i c t  o f f i c e s .

The a d m in i s t r a t i o n  o f  the  p re sen t  system i s  s imp le  because  o f  a w e l l  

under s tood ,  h i g h l y  p r e d i c t a b l e ,  and to a l a r g e  e x t e n t ,  s e l f  ex e cu t ing  

l e g a l  and p o l i c y  framework. The p a s t  a d m in i s t r a t i o n  o f  the presen t  

system p la ced  c o n s i d e r a b l e  dependence on the "market p l a c e "  to i n su r e  a 

f a i r  re turn to  the s t a t e  f o r  i t s  o i l  and gas r e s o u r c e s ,  thereby  r e q u i r i n g  

a minimum o f  a d m in i s t r a t i v e  expense and d i s c r e t i o n .



T A B L E  HO. 1
COMPARISON OF FEDERAL AND STATE OIL AND GAS LEASING PROVISIONS*

(1) Maximum allowable acreage 
under oil and gas leases and 
options held by any one person 
or corporation (excluding 
leased acreage ccinmitted to 
cooperative or unit plan of 
development).

(2) Term of noncompetitive oil 
and gas leases.

(3) Extension of lease term if 
actual drilling is underway 
at expiration date.

(4) Annual rental 
noncompetitive leases

Provision

(5) Royalties -
(Minimum royalty of $l/per 
acre in lieu of rental after 
discovery of oil or gas).

Existing law (Federal Lands) HR 10455 (Federal lands) State law (State lands)

100.000 acres under lease and
200.000 acres under option

300,000 acres under lease 
& option, but not more 
than 200,000 acres under 
option,in each of 2 
leasing districts.

500.000 acres on tide & 
submerged lands,plus
500.000 acres on uplds., 
without regard to lease , 
or option status.

5-year primary term with right 
to oiva 5-year extension

None provided

50 cents per acre first year; 
2nd and 3rd years waived; 25 
cents per acre for 4th and 5th 
years; 50 cents per acre for 
6th tliru 10th years

Nonccmpeti tive
w  —

Cnmfxititivo
Not less tlian 12'j%

10-year primary term-no 
extension

2-year extension

5-year primary term with 
right to 1 5-year ext.

Extension until 90 days 
after such drilling has
ceased

50 cents per acre per year 50 cents per acre per yr.

Noncompetitive

Competitive 
Not less tlvin 12**%

Noncompetitive 
12V% except that royalty 
shall Ixj 5% on production 
from lease containing 
discovery well on new 
geologic structure for 
10 years following dis­
covery date.
Competitive
Not less than 12**%,except 
that royalty shall be 5% 
on production from lease 
containing discovery well 
on new geologic structure 
for 10 years following 
discovery date.

‘Taken from a |viper presented at the Fifth Annual Mining, Minerals and Petroleun Conference by riiil R. Moldsworth, 
Oaninissioner. IX.pt, of Natural Resources, Aiiril, 1960 ^



TABLE NO. 2*

J a n u a r y  3, 1962

Mr. J a lmar Kerf tula 

Al a s k a  House of R e p r e s e n t a t i v e s  

Star Route 

Palmer, A l a s k a

Dear Mr. Kerttula:

T h i s  is in r e s p o n s e  to the q u e s t i o n  raised by you in m y  o f f i c e  

as to what c h a nges in l a w  would be required to g i v e  the C o m m i s s i o n e r  of 

Na t ural Resources m o r e  a u t h o r i t y  to d e c l a r e  lands c o m p e titive for oil 

and gas leasing. The l a w  n o w  provides, S e c t i o n  I, A r t i c l e  8, C h a pter 169,

SLA 1959, "As h e r e i nafter provided, lands m a y  be withheld fr o m  lease 

a p p l i c a t i o n  on a first-come, f i r s t - s e r v e d  basis, and offered onl y  on a 

co m p e t i t i v e  bid basis wh e n  de t e r m i n e d  by the Commissioner to be in the 

best interests of A l a s k a . "  Thus, the C o m m i s s i o n e r  now has the a u t h o r i t y  

to open the land for c o m p e t i t i v e  bidding, but as provided in Section I,

A r t i c l e  8, (7)a, "All tide and s u bmerged lands, m e n t a l  h ealth lands, school

lands, and u n i versity lands shall be leased by co m p e t i t i v e  b i d d i n g -----------

and whenever oil or gas is d i s c overed in an? well in commercial q u a n t i t i e s . 

the Commissioner shall d e t e r m i n e  the extent of the, area of any lands in 

a d d i t i o n  to tide, submerged, m e n t a l  h e a l t h  lands, school or u n i v e r s i t y  lands 

in the same general area of the d i s c o v e r y  well, w h i c h  by reason of such 

d i s c o v e r y  the C o mmissioner r e a s o n a b l y  believes to be capable of pro d u c i n g  

oil or g a s , and such a d d i t i o n a l  lands shall be leased by c o m p e t i t i v e  b idding."

If the wording, " w henever o il or gas is d i s c overed in c o m m e r c i a l  

quantities," were amended to add, "or where sufficient geological or g e o­

physical data are a v a i l a b l e  to p r o vide evidence of a favorable g e o l o g i c a l  

structure," there would be an o p p o r t u n i t y  for the State to enc o u r a g e  oil 

and gas exploration, to shorten the lapsed time between leasing and e x p l o r a­

tion, and to m a t e rially a d v ance the f i n a n c i a l  well being of the State by 

leasing c o m p etitively areas that now must be leased n o ncompetitively. At 

the same time it would not eliminate n o n c o m p e t i t i v e  leasing in w i l d c a t  

areas where geological or geophy s i c a l  e x p l o r a t i o n  has not been conducted.

Perhaps it would be w o r t h w h i l e  to r e v i e w  what has recently 

happened in the last n o n c o m p e t i t i v e  ar e a  in the Tyonek. Because there were 

no producing wells in the area, and because the land was acquired under 

the general grant p r ovision of the law, we could not offer to lease c o m­

petitively even though intense interest was expressed by o il com p a n i e s  and 

suggestions were made by some c o m pany r e p r e s e n t a t i v e s  that they would cons i d e r  

p r oviding the State with g e o l o g i c a l  and g e o p h y s i c a l  dat a  if the land could 

be leased competitively.
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We offered 82 tracts of a p p r o x i m a t e l y  2560 acres each during 

a 30 d a y  simultaneous filing period. Following a r e  the r e s u l t s  of the 

opening, as compared w i t h  wha t  m i g h t  have been expected under the above 

l e g i s l a t i v e  language:

As Held Under Present 

Law and Regulations

Total number of leasing tracts, 

82 of 2560 acres each

Number of a p plications or 

bids per tract 15 - 703

Number of applic a t i o n s  or 

bids from oil companies 1 - 3 0

Number of tracts leased 

noncompe t i t i v e l y  to 

d a t e  80

N u m b e r  of tr a c t s  l e a s e d  

c o m p e t i t i v e l y  N o n e

A p p l i c a t i o n  f ee s

R e c e i v e d  $267,6<*0

C o s t  of P r o c e s s i n g  $ 5 0 , 0 0 0

R e n t a l s ,n o n c o m p e t i t i v e  

@ 5 0 c / a c r e  $ 96,087

R e n t a l s , c o m p e t i t i v e  

@ $ 1 . 0 0 / a c r e  N o n e

B o n u s  Bi d s  N o n e

T o t a l  S t a t e  R e v e n u e  $ 3 1 3 , 7 2 7

Prob a b l e  - If 

L e g i s lation W e r e  Amended

A p p r o x i m a t e l y  320 of 

640 acres each

0 - 1 0

0 - 1 0

P r o b a b l y  22 0

P r o b a b l y  1 0 0

$ 100,000 

$ 20,000

$ 64 ,08 7

$ 6 4 , 0 0 0

$ 7 , 9 9 0 , 0 0 0

$ 8 , 1 9 8 , 0 8 7

T h e  b on us  bi d s  w e r e  e s t i m a t e d  at  the s a m e  a v e r a g e  per  a c r e  r a t e  

as  t h o s e  r e c e i v e d  f r o m  the n e a r b y  T y o n e k  m e n t a l  h e a l t h  sale, o r  $ 1 2 4 , 8 5  

per  acre. It is b e l i e v e d  the past e x p e r i e n c e  in the  m e n t a l  h e a l t h  a r e a  

m i g h t  be s o m e w h a t  c o m p a r a b l e ,  a l t h o u g h  this  c a n n o t  be v e r i f i e d .  A t  l e a s t  

for  d i s c u s s i o n  p u r p o s e s  it m a y  be a s s u m e d  that the m e n t a l  h e a l t h  s al e  is 

a f a i r  i n d i c a t i o n  of the v a l u e  of the land in the n e a r b y  n o n c o m p e t i t i v e  

a re a,  p r o v i d i n g  yo u a p p l i e d  t h e s e  v a l u e s  Co l a n d s  c o n s i d e r e d  to be 

s u f f i c i e n t l y  v a l u a b l e  by o p e r a t i n g  c o m p a n i e s  that they  w o u l d  n o m i n a t e
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t h e m  f o r  c o m p e t i t i v e  b i d d i n g  a n d  b a c k  u p  the n o m i n a t i o n  w i t h  s u f f i c i e n t  

g e o l o g i c a l  o r  g e o p h y s i c a l  d a t a  to c o n v i n c e  the C o m m i s s i o n e r  o f  t h e i r  o i l  

a n d  g a s  p o t e n t i a l .

It is a k n o w n  f a c t  t h a t  l e a s e s  a c t u a l l y  h a v e  b e e n  a s s i g n e d  a t  t h r e e  

to s e v e n  d o l l a r s  p e r  a c r e  w i t h  a  t h r e e  to s e v e n  per ce n t  o v e r r i d i n g  r o y a l t y .

A s  l o n g  a s  o n l y  t h r e e  of t h e  8 2  l e a s e s  w e r e  d r a w n  b y  an d i s s u e d  to o p e r a t i n g  

o i l  c o m p a n i e s ,  it m a y  be a s s u m e d  t h a t  m o s t  of t h e  l e a s e s  w i l l  b e  a s s i g n e d ,  

in  f a c t ,  25 l e a s e s  t o t a l i n g  6 3 , 0 2 6  a c r e s  h a v e  a l r e a d y  b e e n  a s s i g n e d .

It c a n  h a r d l y  b e  sa i d  tha t th i s  s o - c a l l e d  ’’n o n c o m p e t i t i v e  l e a s e  open- 

i n t "  w a s  in  a n y  s e n s e  a c t u a l l y  n o n c o m p e t i t i v e .  T h e  t a b u l a t i o n  b e l o w  d e m o n­

s t r a t e s  th a t  it  was  h i g h l y  c o m p e t i t i v e  s i n c e  o n e  to t h i r t y  (or a n  a v e r a g e  

of t w e l v e )  o i l  c o m p a n i e s  f i l e d  o n  e a c h  t r a c t  a l o n g  w i t h  th e h u n d r e d s  of o t h e r  

p e r s o n s  w h o  filed:

T r a c t  £ O i l  Com. A p p .  Ap p .  F i l e d  T r a c t  ff Oil  Com. App . App . F i l e d

- 1 7 67 S - 1 3 - 5 - 1 19 3 0 9

2 8 54 2 20 204

3 7 73 3 10 173

4 8 83 4 16 86

5 11 1 0 0 5 8 70

6 10 97 6 7 39

7 9 78 7 6 36

8 7 8 9 8 10 91

9 9 90 0+ 18 157

1 0 11 83 10 24 1 65

11 10 52 11 25 3 1 1

12 6 4 1 12 25 417

13 7 37 13 21 572

14 3 29 14 20 3 1 6

15 4 3 0 15 24 250

16 5 28 16 21 172

17 3 22 17 15 97

18 5 32 18 8 4 0

19 4 39 19 2 21

20 2 22 20 3 23

21 5 4 2 21 7 31

22 4 45 22 9 55

23 12 10 2 23 16 112

24 16 1 2 4 24 23 191

25 16 1 1 7 25 27 4 5 1

26 17 1 5 1 26 27 533
27 16 14 5 27 3 0 716
28 11 1 0 6 28 24 68 9

29 8 56 29 26 679
30 2 24 3 0 26 504

31 2 19 31 19 215

32 1 15 32 15 1 3 9
33 5 29 33 8 77

34 7 65 34 4 52

35 16 1 0 3 35 4 36
36 15 1 4 1 36 2 34

37 20 1 9 8 37 3 38
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■38 2 . 63
39 4 64

40 7 83
41 7 150
42 19 273
43 23 586
44 26 632
45 29 703

Fr o m  suggestions m a d e  b y  industry representatives, and fro m  the 

number of applications filed by oil companies, it may be fairly assumed 

that sufficient geophysical or geological information was a v a i l a b l e  to 

hrve justified substantial co m p e t i t i v e  bidding o n  at least one third of 

the tracts, if it had been p o s s i b l e  for the State to offer selected lands 

competitively.

It should be noted also that c o m p e titive bidding, esp e c i a l l y  where  

bids a r e  high, results in Immediate a c tion in exploration; w i t n e s s  the 

road building and drilling w h i c h  has occurred in the T y onek d u r i n g  the 

seven m o n t h s  immediately following the sale. On the other hand, the 

period immediately following n oncompetitive leasing is occupied with 

n e g o t iation of assignments to put together a large enough " p a c k a g e”

( t w e n t y  to t h i r t y  t h o u s a n d  a c r e s ) ,  to j u s t i f y  g e o l o g i c a l  or g e o p h y s i c a l  

e x p l o r a t i o n  p r i o r  to d r i l l i n g .  If t h e r e  w e r e  the p o s s i b i l i t y  of self 

p r o t e c t i o n  by c o m p e t i t i v e  b i d d i n g ,  e x p l o r a t o r y  w o r k  w o u l d  be c a r r i e d  o u t  

p r i o r  to l e a s i n g  so that t h e  c o m p a n y  c o u l d  p r o p e r l y  e v a l u a t e  b i d d i n g  level s.

A n y  p r o p o s a l  for e x t e n s i o n  of c o m p e t i t i v e  l e a s i n g  w i l l  be  o b j e c c e d  to 

by s o m e  c o m p a n i e s  and m a n y  i n d e p e n d e n t s  b e c a u s e  it r e p r e s e n t s  3 c h a n g e  and 

b e c a u s e  the " s m a l l  m a n "  cannot: c o m p e t e  w i t h  the l a r g e  c o m p a n i e s  in s e i s m i c  

e x p l o r a t i o n ,  or i n  d o l l a r s  paid at  the sale, thus, he m u s t  d e p e n d  u p o n  c h a n c e  

a n d  s k i l l f u l  n e g o t i a t i o n  to b l o c k  up a c r e a g e .

In s t r i c t l y  n o n c o m p e t i t i v e  w i l d c a t  a r e a s  n o n c o m p e t i t i v e  l e a s i n g  and 

i n d e p e n d e n t  a c t i v i t y  to " p a c k a g e "  a c r e a g e  m a y  s e r v e  to p r o m o t e  e x p l o r a t i o n  

a n d  u l t i m a t e  d e v e l o p m e n t ,  thus, t here is m u c h  to be sai d for p r e s e r v i n g  the 

n o n c o m p e t i t i v e  system. T h e  l i m i t e d  a u t h o r i t y  p r o v i d e d  to t he  C o m m i s s i o n e r  

by the a b o v e  s u g g e s t e d  l e g i s l a t i v e  l a n g u a g e  w o u l d  r e s u l t  in m u c h  land b e i n g  

left o p e n  to n o n c o m p e t i t i v e  b i d d i n g ,  a nd p r o b a b l y  w o u l d  a d e q u a t e l y  p r o t e c t  

the " s m a l l  m an ".  At the s a m e  time, the " u n d u e  e n r i c h m e n t "  of a f e w  i n d i v i d u a l s  

w h o  c o n t r i b u t e  l i t t l e  or n o t h i n g  to d e v e l o p m e n t  c o u l d  be  r e p l a c e d  by s u b­

s t a n t i a l  a d d i t i o n a l  r e v e n u e s  for the State, w i t h o u t  n e c e s s a r i l y  i n c r e a s i n g  

th e c o s t  to the o i l  c o m p a n i e s  b e c a u s e ,  as I hav e  p o i n t e d  out ab o v e ,  the 

c o m p a n i e s  c o m p e t e  to b u y  i n d i v i d u a l  a s s i g n m e n t s  a f t e r  a n o n c o m p e t i t i v e  

o p e n i n g .  T h e  p r i c e s  m a y  be s u b s t a n t i a l  o n  i n d i v i d u a l  tra ct s - in the last 

sa l e  a m o u n t i n g  to m o r e  tha n $ 2 0 , 0 0 0  pe r tract. In a d d i t i o n ,  the l a n d m a n  for 

t h e  c o m p a n y  m a y  ha v e  to e x p e n d  a g r e a t  a m o u n t  of time and t r a v e l  to d i f f e r e n t  

p a r t s  of the U n i t e d  S t a t e s  to c o m p l e t e  the n e g o t i a t i o n s  for a b l o c k  of land.
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I t r u s t  t h e s e  t h o u g h t s  w i l l  b e  of v a l u e  to yo u .  A l l  t h a t  I h a v e  

said  a b o v e  s u p p o r t s  y o u r  e x p r e s s e d  b e l i e f  t h a t  it w o u l d  be i n  t h e  S t a t e ' s  

i n t e r e s t  to i n c r e a s e  t h e  a u t h o r i t y  of t h e  C o m m i s s i o n e r  to c l a s s i f y  l a n d s  

a s  c o m p e t i t i v e .

I s h a l l  be g l a d  to d i s c u s s  th e s u b j e c t  f u r t h e r  w h e n  y o u  a r e  i n  

A n c h o r a g e .  So t h a t  C o m m i s s i o n e r  H o l d s w o r t h  w i l l  k n o w  o f  y o u r  i n t e r e s t ,  I 

a m  s e n d i n g  h i m  a  c o p y  of this l e t t e r .

V e r y  s i n c e r e l y  yo ur s ,

R o s c o e  E. Bel l 

D i r e c t o r

R E B : d f o

cc: P h i l  R. H o l d s w o r t h ,  C o m m i s s i o n e r

*This letter was retyped from a copy for r e p r o d u c t i o n  purp o s e s

1962
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T A B L E  MO. 3*
ALASKA OIL AND GAS LEASE STATISTICS

FEDERAL AND STATE LANDS

NO. LEASES ACREAGE IN EFFECT RENTAL ROYALTY BONUS

fy FED. STATE FEDERALj STATE FEDERAL STATE FEDERAL STATE FED. STATE
1950 9 19,014 3,600

51 35 77,005 6,850
52 139 102,379 22,018
53 703 1,370,703 317,114
54 1020 1,032,700 130,405
55 1696 2,519,046 l 220,016
56 1901 2,014,742 460,616
57 3305 6,516,746 039,270

50 9191 19,552,999 3,643,740

59 15,083 77 32^100,429 104,917 5,702,639 04,123 223,795 4,020,342
60 16,547 305 34,900,143 306,419 3,006,220 264,297 206,027 7,885,059 !
61 13,109 567 26,013,360 1,352,561 3,358,502 493,941 499,165 14,270,010

62 10,655 009 21,100,109 1,600,279 5,412,241 1,113,709 2,478,178 19,850,338 \
63 7713 1122 15,005,900 1,712,559 5,477,454 1,299,258 3,806,851 3,042,681
64 6106 1534 11,006,461 2,251,613 6,150,363 1,924,237 3,749,559 120,475 5,537,101

. 65 5496 2151 10,046,033 3,196,401 3,005,992 2,664,554 3,629,330 2,606,398 10,819,017
66 5456 2799 9,777,022 3t 546j432 4,760,014 2,000,509 3,709,513 2,654,854 0.655.937
67 4205 3420 7,940,751 3,732,036 4,710,505 j , 067,195 3,710,250 2,829,571 21,766,565

60 3943 3704 6,902,966 3,939,602 3,215,078 3,123,346 5,505,100 3,444,597 1,042,220
69 4234 3707 6,909,121 4,320,463 3,256,070 3,454.160 •>, I >'>,•! / / 900,041,605
70 3995 3379 6,528,130 4 ,0 'j ,249 3,171,575 3,199,772 5,995,666 2,875.755 455,641
71 3132 3202 5,574,400 3,936.600 2,722,030 3,073,624 1 ■":> _3,Q 4Z ,273_
72 2794 3545 5,010,526 4,322,914 2,312,025 3,444,040 5,74]., i 75 2,20 4,0 76. 4 ,0 12,847
73 2443 , J')73 4,509,970 4,316,016 2,171,032 3,404,169 4,940^573 3,336,761 24,819*190
74 2223 3742 4,314,719 4,053,530 1,947,010 3,711,937 7,915,996 3,605,389 1,040,910
75 1955 3264 3,695,933 4,272,705 908,733 3,365,300 0,591,579 3,424,164

on frrm  H(M im h lic  lan d  S t a t i s t i c s  and S ta te  of: A l ^ i a ,  D iv is io n  o f  L a n d s ', M onthly M in e r a l 's  S e c t i o r ^ p o r t s



/uaSKA O IL  AND HAS nsVlSNUE STATISTICS 
FEDERAL AND LANDS

Calendar FED.REVENUE O&G PYIWS. MINERAL INCOME FROM STATE LAND

Year Rental Royalty O&G Rental Oil Royalty Gas Royalty O&G Bonus

1959-64 $23,383,432 $11,483,598 $ 3,055,753 $ 120,475 $ $ 51,578,686

1965 3,425,393 3,266,397 2,606,398 96,233 14,889,797

1966 4,092,165 3,600,774 2,654,854 941,562 7,153,332

1967 3,526,398 4,070,551 2,829,571 3,517,136 20,256,124

1968 2,894,533 4,954,597 3,444,597 14,232,822 241,309 4,045,493

1969 2,931,183 5,,188,929 3,161,993 17,395,223 391,048 900,046,372

1970 2,854,418 5,396,099 2,075,755 22,146,497 755,861

1971 2,449,835 5,508,719 3,047,279 23,730,460 897,074 455,641

1972 2,055,751 4,755,461 2,904,076 24,539,420 961,821 1,620,146

1973 1,857,677 3,784,070 3,336,761 22,013,132 1,053,021 7,313,700

1974 1,756,031 5,951,102 3,605,389 35,193,392 1,235,014 20,891,159

1975 058,031 7,830,937 3,424,164 37,234,774 3,020,140 2,524

Totals $52,005,647 $65,791,322 $37,826,590 $201,161,126 $0,564,088 $1,028,252,974

I
U)
U3
I

*Based on d a ta  in Division of Lands' Annual Report, 1975



T A B L E  NO. 5

COMPETITIVE OIL AND GAS LEASING CF STATE LAN3S

Acres Percent Acres Tracts Tracts Bonus
Sale No. and Date Offered Leased Leased $/Acre Offered Leased Received

1. Dec. 10, 1959 88,055.00 87.66 77,191.00 $ 52.08 37 31 $ 4,020,342.43
2. July 13, 1960 17,567.51 93.96 16,505.57 24.70 27 26 407,654.54
3. Dec. 7, 1960 73,047.70 31.30 22,866.70 1.54 26 9 35,325.31
4. Jan. 25, 1961 400.00 100.00 400.00 679.04 3 3 271,614.40
5. May 23, 1961 97,876.00 98.06 95,980.00 74.71 102 99 7,170,464.88
6. Aug. /•, 1961 13,257.00 100.00 13,257.00 8.35 6 6 110,671.55
7. Dec. 19, 1961 255,708.44 73.14 187,025.40 79.47 68 53 14,863,049.33
8. April 24, 1962 1,061.70 100.00 1,061.70 4.81 8 8 5,097.00
9. July 11, 1962 315,668.93 87.77 264,437.13 59.42 89 76 15,714,112.60

10. May 8, 1963 167,583.06 84.43 141,490.51 29.23 200 158 4,136,224.92
11. C A N C E L L E D  BECAUSE OF U.S. PROTEST ON YAKUTAT BAY AREA -
12. Dec. 11, 1963 346,782.40 71.25 247,089.00 12.31 308 207 3,042,680.74
13. Dec. 9, 1964 1,194,373.00 60.51 722,659.00 7.66 610 341 5,537,100.94

?  14. July 14, 1965 754,033.00 53.45 403,000.00 15.25 297 159 6,145,472.59
15. Sept. 28, 1965 403,042.06 74.07 301,751.28 15.49 293 216 4,674,343.74
16. July 19, 1966 184,410.05 72.66 133,987.29 52.55 205 153 7,040,880.17
17. Nov. 22, 1966 19,229.70 96.67 18,589.70 7.33 36 35 136,279.67
18. Jan. 24, 1967 47,729.00 88.82 42,397.00 34.87 23 19 1,478,777.23
19. Mar. 20, 1967 2,560.00 R  E J E C T  E D 12-9-74----------
20. July 25, 1967 311,249.89 82.39 256,447.31 73.14 295 220 18,757,340.88
21. Mar. 26, 1968 346,623.00 47.59 164,961.00 18.24 308 147 3,009,224.00
22. Oct. 29, 1960 111,199.40 54.20 60,272.15 17.29 230 125 1,042,219.90
23. Sept. 10, 1969 450,850.47 91.50 412,540.47 2 ,181.66 179 164 900,041,605.34
24. May 12, 1971 196,635.07 47.10 92,617.97 4.87 244 106 455,640.57
25. Sept. 26, 1972 325,401.42 54.70 178,244.71 7.43 259 152 1,324,673.40
26. Dec. 11, 1972 399,920.96 44.50 177,972.56 8.75 218 105 1,557,848.84
27. May 9, 1973 300,400.81 36.93 113,891.71 9.93 210 96 1,130,324.51
28. Dec. 13, 1973 166,648.04 50.69 97,803.69 253.77 98 62 24,819,189.91
29. Oct. 23, 1974 270,269.43 50.00 127,119.65 0.19 164 82 1,040,909.98

6,077,591.12 63.57 4,371,567.50 $ 235.09 4,544 2,858 $1,02 7, 96 $,0 69 .3 7



£  STATE rjCMPTTITIV^ALE AREAS

^ le#________________  Salej_____________Area___________________Sale!_________________ Area.

YakutatBay(Cancelled) 20.1. Wide Bay; offsh. Kenai to 11.
Ninilchik; Kaohemak Bay 12.

2. Kenai Penin; West Forelands; 
Nushagak Bay

3. Katalla;Kalifonsky Beach;
Herenden Bay;offsh.Kodiak 13.

4. Uplds. Ninilchik
14.

5. Tyonek;Controller Bay;Pavlov
Bay 15.

6. Controller Bay

7. Icy,Yakutat,Kachanak Bays; 16.
So.Kenai Penin;No.CookInlet

8. Big Take

9. Tyonek;W.Forelands;KnikArm; 17.
Ka lg i n I sld; Chi s ikl s lxl; South 
Ker>aiPenin;Wide Bay 18.

10. Tyonek;Kenai offsh.&uplds. 19.

BelowForelards; Knik&Turn- 
againArms; UpperCooklnlet; 
KenaiPenin.;Tyonek toKatunu 21. 
River

22.
Fire Island;W.Forelands; 
Trinitylslds; Prudhoe west

Prodlvae west to Canning River 23.

Firelsld & N.Cook Inlet; 24.
Falgin Isld & Redoubt Bay;
Knik; So.Kenai Penin.

25.
Kenai Penin & Knik; Middleton 
Isld; Fire IsldjRedoubtBay;
Kalgin Isld;Illiamna Mt; 26.
No.Cook Inlet

Big lake; Kenai 27.

Katalla; Prudtoe 28.

Lower Cook Inlet 29.

Big Take;Knik;Illiamna Mt;

Beluga ;N.CookInlet; Kalgin Isld; 
Ninilchik

Port Heiden & Port Moller
4

Big Lake;Knik; Beluga; West 
Forelands; Ninilchik ;Kachanak& 
Kenai

Colville to Canning River

Big Lake; Knik; Kenai; West 
Forelands

Big Lake; Knbc; Beluga; North 
Cook Inlet

Cook Inlet (between Forelands and 
Turnagain Arm)

Tuxedni; Ninilchik; Kenai; Kalgin

Ninilchik; Kachemak Bay; Beluga

Kalgin & Vtest Forelands; Chisik; 
Ninilchik; N.Cooklnlet; Turnagain; 
Big Lake



COOK I ' m 1 OFFS! 1C - COMPETITIVE LEASE SALES

i

rv>
i

2
3

7

9

10 12 
13

15

16

19

20 

22

24

25

26

27

28 

29

Sale it

1

Acres Offered

31.165.00

9.497.00 

1,051.70

203.466.00 

310,310.46

81.767.00 

260,330c 00

184.413.00 

386,350.36 

119,182.32

2.560.00 

109,256.09

1,342.55

326.20

74,999.96

345,174.26

258,545.29

149,567.15

275,528.66

Acres Leased % Leased Bonus Paid $/PerAcre

Total 2,893,633.00

25,621.00 82.21 $ 2,976,542.43 116.18

8,435.00 88.82 68,788.79 8.16

1,851.70 100.00 10,026.25 5.41

146,126.00 71.82 14,411,099.13 98.62

264,437.13 83.74 15,626,116.56 59.24

75,669.00 92.54 1,058,658.96 14.00

184,248.00 68.66 2,623,661.46 14.24

149,009.00 84.47 1,055,868.09 7.08

287,383.36 74.38 4,581,240.94 15.94

76,393.61 64.10 1,241,432.01 16.25

2,560.00 100.00 2,585.60 1.01

175,836.00 92.85 10,124,003.52 103.13

894.85 66.65 6,015.72 6.72

198.50 60.86 617.73 3.11

12,979.71 17.00 81,439.22 1.59

130,273.03 30.00 1,144,060.16 11.38

75,34.J.91 29.00 747,664.34 9.89

80,722.00 53.97 24,819,109.91 306.43

123,598.00 44.85 933,934.01 7.00

097,573.56 6:5.57

4 1

i____

39,512,994.03 47.17

J  _



NORTH SLOPE COMPETITIVE LEASE SALES 

Sale ft Acres Offered Acres leased % Leased Bonus Paid $/PerAcre

13 624,457.00 466,180.00 74.65 $ 4,376,523.30 9.39

14 754,033.00 403,000.00 53.44 6,145,472.59 15.25

18 37,662.00 37,662.00 100.00 1,469,645.39 13.11

23 450,050.47 412,548.47 91.50 900,041,605.30 2,181.66

Total 1,867,010.47 1,319,390.47 70.67 $912,033,246.58 691.25
I

C O
I



TABLE 5 -D

GULF OF ALASKA COMPETITIVE LEASE SALES

Sale I Acres Offered Acres Leased % Leased Bonus Paid $/PerAcre

3 12,275.00 5,257.00 42.83 $ 5,777.81 1.10

5 23,508.00 23,508.00 100.00 66,203.88 2.82

6 13,257.00 13,257.00 100.00 110,671.55 7.67

7 50,457.00 39,207.00 77.70 269,390.20 6.87

12 6,635.70 0 0 0 0

16 30,969.00 27,152.00 87.67 4,457,131.30 1.64

18 10,067.00 4,735.00 47.03 9,131.84 1.92

Total 147,168.70 113,116.00 76.86 $4,918,306.58 4.35

! I



tT A B L E  5-

WIDE RAY AND KODIAK COMPETITIVE LEASE SALES

- l  V i <

Sale if Acres Offeree! 

1 56,890.00

9 (Uni.) 678.47

9 (Offsh.) 4,680.00

13 (Kodiak)385,503.00

Acres Leased

51,570.00 

678.47 

0

107,390.00

% Leased 

90.65 

100.00 

0

27.85

Bonus Paid 

$1,043,800.00 

87,996.04 

0

104,709.55

$/Per Acre 

20.24 

129.70 

0

97.50

i
-p*
Ol
I

Total 447,751.47 159,638.47 35.65 $1,236,505.59 77.46
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4
6

T A B L E  5-F

BRISTOL BAY COMPETITIVE LEASE SALES

Sale # Acres Offered Acres Leased % Leased Bonus Paid $/Per Acre

2 4,341.00 4,341.00 100.00 $ 11,937.75 27.50

3 58,921.00 15,758.00 26.74 19,521.25 1.24

5 16,093.00 16,093.00 100.00 65,727.62 4.08

21 346,623.00 164,961.00 47.59 3,009,224.00 18.24

TOtal 425.978.00 201,153.00 47.22 $3,106,410.62 15.44



T A B L E  NO. 6*

COMPETITIVE LEASES & ACREAGE BY YEAR

Year NO. Lses. Iss. Acreage Cumulative 1

1960 54 88,639 88,639

1961 117 132,388 217,970

1562 61 188,085 367,447

1963 161 143,354 487,530

1964 219 279,092 671,095

1965 699 1,387,351 2,035,648

1966 187 154,498 2,007,064

1967 242 300,764 2,103,709

1968 272 225,306 2,170,626

1969 163 410,025 2,415,783

1970 1 2,523 2,128,070

1971 106 92,616 2,063,396

1972 145 169,365 2,073,691

1973 211
1

301,714 2,291,295

1974 146 225,709 2,476,388

1975 0 0 2,470,013

*Data ccnpilod fran Division of Lands, Mineral's Section Monthly Reports



T A B L E  N O .  7*

NONCOMPETITIVE SIMULTANEOUS FILINGS BY YEAR

INCLUDING 1ST YEAR REtTEAL & FILING FEE REVENUE
1

Year No. Aplns. Filing Fees Received Acreage Leased 1st Year Rentals

1961 13,333 $ 267,660 192,174 $ 96,087

1962 13,966 279,320 462,466 231,233

1963 5,187 103,740 230,539 115,270

1964 1,336 26,720 116,971 58,486

1965 2,448 48,960 205,692 102,846

1966 5,585 ill,700 203,880 101,940

1967 18,503 370,060 317,071 158,536

1968 13,162 263,240 334,073 167,037

1969 13,963 279,260 409,217 204,609

1970 5,456 109,120 458,400 229,200

1971 6,973 139,460 287,020 143,510

1972 9,420 188,400 391,477 195,739

1973 8,679 173,580 295,923 147,961

1974 6,531 130,620 233,130 116,565

1975 7,796 155,920 189,301 94,651

Totals 132,388 $2,647,760 4,327,334 $2,163,670

*Data compiled from Division of Lands, Mineral's Section Monthly Reports

-48-
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T A B L E  NO. 8* 

t'OCCMPLTITIVE ISSUED TJASF.B AND ACREAGE BY YEAR*2

P O D D I N G  CUMUIATIVE ACREAGE & RENTAL

Year SLses. Issued Acraaae Issued Cumulative Acreace

1960 72 51,519 51,519

1961 132 229,831 280,891

1962 248 489,654 748,934

i' 1963 172 328,054 870,352

1964 124 125,375 782,399

1965 210 222,212 747,582

1966 446 559,383 1,192,871

! 1967 481 350,241 1,357,678

| ’ 1968 273 341,265 1,559,605

1969 311 419,700 1,806,513

# 0 306 461,487 1,794,434

1971 227 287,060 1,653,478

■ 1972 337 391,477 1,666,241

1973 237 295,923 1,797,146

1974 423 764,535 2,373,324

1975 243 395,500 2,102,485

Totals 4242 5,713,216 20,785,452

Cumulative Rental*' 

$ 25,760

140,446 

374,467 

435,176 

391,200 

373,791 

596,436 

678,839 

779,803 

903,257 

897,217 

826,739 

833,121 

898,573 

1,186,662 

1,051,243 

$10,392,730

*^Data compiled fran Division of Lands, Mineral's Section Monthly Reports 
^Including Transferred Federal Leases & Offers 

* Calculated at 50C par acre

-49-



T A B L E  NO. 9

OIL AND GAS DISCOVERY ROYALTY CERTIFICATIONS

Well Name ADL# Acres Structure- Lessee Discovery

Falls Creek Unit#l 00590 3660
i

Falls Creek Sccal, etal 5 / V 6 1

MGS #1 17595 5106 MGS Amooo, etal 7/1/62

Cook Inlet State# 1A 17589 5002 Cook Inlet Amoco, etal 9/1/62

Beluga River Unit#l 17599 5001 Beluga River Socal, etal 1/1/63

Granite Pt. #1 18761 5089 Granite Point Mobil 6/1/65

Trading Bay #1A 18731 3840 Trading Bay Union, <rtal 6/1/65

Nicolai Creek State 

#1-A 17598 3023 Stedatna Creek Texaco, etal 5/1/66

Prudhoe Eay State 
#1 28303 2560 ARCO, etal Prudhoe Bay 1/1/68



“  a a n . . .  1 0 .
EXPLORATORY W ELL9^ STATE LEASES

T 1 T — T

Lease ADLl Type* Well Name Geographical Area Discovered Oil/Gas in Paying Quantities

I
cn

00590 C Falls Creek Unit 1 Cook Inlet Basin Yes
00591 II •i n ii 9 II II ft No
00592 II Ninilchik 1 II II II M

00600 II Wide Bay Unit 1 Alaska Peninsula H

01804 II W. Foreland Unit. 2 Cook Inlet Basin II

03174 II Chuit State 2 II II II It

03170 II II II 2 If •1 II •1
03193 II Chuitna River State 1 II II II H

03197 II Stedatna Creel: 1 II It II II

03264 II Three Mile Creel: State 1 •1 II II H

00070 N Cottonwood State 1 N II II M

17786 II Kusiatan River SI H II II

17579 C North Redoubt Slate 1 Cl II N Yes
17580 II State 17500 1 II II II No
17582 II SRS State 2 II II n II

17582 II SRS State 1 II II ii W

17582 II Tyonek State 17586 2 II •1 it 19

17585 II Nicolai Creek Unit 4 II •1 ii II

17587 (1 Tyonek State 1 II II ii II

17587 II Tyonek State 17587 2 M •1 ii H

17588 II Tyonek State 17580 1 II II ii if

17509 II Cook Inlet Staba 17589 1-A II II ii Yes
17589 II II II %M II 1 II II •i No
17591 II ............... 17591 1 M If it H

17594 II Grayling 1-A II II •i Yes
17594 II Grayling 1 ft II it No
17595 II MGS State 17595 3 II •1 ii ii

17595 II MGS State 17595 2 If II ii N

17595 II MGS State 1 II II ii Yes
17596 II E. Trading Bay State 3. II •1 ii No
17597 II Trading Bay State 1 M If it Yes
17597 II Trading Bay 2 II M ii No
17598 II Nicolai Creek State 1 M II n It

17598 II ............... 1-A If •1 ii Yes
17600 • 1 Ivan River Unit. 23-12 II M ii No

*C=Oampetitive N=1 Joncamjio t i t ive



Lease ADL# Type Well Name

I
cn
ro
i

17601 C W. Foreland Unit 1
17612 •V Coal Bay State 1
17797 N Jolwson Slough 1
17802 N Bachatna Creek Unit 7
18716 C Foreland Channel State 1-j
18716 II •i ii ii ^

18719 II
Oldman's Bay Street

18729 II Kustatan 1-A
18729 II 1
18731 II W. Trading Bay State 1
18731 II Trading Bay 3
18731 •1 " " 1-A
18731 •1 I. II II ^

18731 II Trading Bay State A-3
18740 II Cook Inlet State 18740 1
18741 H " 18741 1
18741 II " " " 18741 2
18742 II Tyonek State 18742 1
18745 II N. MGS State 18745 2
18745 II •1 II II II Y—fo

18745 II II N II II 1

18746 II MGS State 18746 1
18751 II E. MGS State 18751 1
18754 #

SRS MGS State 1
18755 II N. Cook Inlet State 1
18758 II W. Foreland Unit 4
18761 II Granite Pt. 1
18763 II Knik Arm State 1
18765 II 'tower 2
18765 II " 1
18772 It McArthur State 1
18774 •1 N. Trading Bay 23-7
18775 •1

Middle River State 95 1
18777 II \fcst Foreland Unit 3
18777 II

Middle River State 2
18788 II Stariclikof State Unit 1
18790 II Stariclikof State 1
18791. II

Kalgin Island State 1
18775 II

Middle River State Unit 1
20424 N Camptell Point 1
21067 ^ C Middle River State Unit 2

Geographical Area Discovered Oil/Gas in Paying Quantities

Cook Inlet Basin
II •1 II
II n II
II ii II
II ii II
II M II
II ii II
II it II
II ii II
II ii II
II ii •1
II ii II
II ii M
II •i II
II H 1 It
II II II
•• II •I
•1 II II
II II II
N •1 II
II II II
II II II
II II II
II •1 II
It II II
II II II
II II II
II •1 II
II II II
II •1 •I
II II II
II II •1
II II II
II II II
II II II
II II II
II •1 II
II II II
•1 II •1

•1 •1 II
II ^  II •1^  II

w

No
II

II

N

M

II

H

Yes
No
n

Yes
No
N

Yes
No
Yes
Yes
No
ii

ii

Yes
No
Yes
No
•I

Yes
No
•I

II

Yes
No
•i

Yes
No
N

Suspended
No
II

II



. r-

Ie a s e  ADi

21094
21095 
21095 
21136 
21154 
21184 
21095 
22008 
22064 
22106 
22119 
22170 
23601 
25425 
25514 
25514 
25518 
25532 
25551 
25575 
25633 
25635 
25651 
25651 
25658 
25662 
28239 
28239 
28241 
28248 
28252 
28255 
28257
28263
28264 
28264 
28275 
28281 
28287 
28289

9 Type

C
M

•I

If

II

II

II

II

•I

II

II

•I

N
C
II

II

II

II

te

i i

H
i i

i i

•i

it

i i

it

i i

i i

i i

i i

i i

i i

•i
it

i i

i i

i i

i i

i i

Well Name

Kasilof Unit 2
If 19 ^

Kasilof State 1 
Sasitna State Unit 1 
Lorraine State 1 
Middle Lake Unit 1 
Kasilof State 2 
Turnagain Arm Unit 1 
Redoubt Shoal State 22064 

Kustatan Itidge 1 
Middle River State 1 
W. Tyonek 1 
Beaver lakes State 1-B 
Kustatan River Unit 43-30 
Simpson Lagoon 32-14A 

" 32-14
Kavearak Point 32-25 
Kalubik Creek 1 

Colville 1 
Kookpuk 
Ugnu
Past Ugnu
W. Sak River State 2 
W. Sak River State 2

N.W. Eileen State 2
ii ii ii ^

W. Kuparuk State 03-11-11 
W. Sak River State 6 
Hemi State 03-09-11 
Beechey Point State 1 
N. Kuparuk State 26-12-12 
Kuparuk State 1 

S .E .  Eileen State 1 
S.E. Eileen State 2 
Kup River State 1 
Put River J-l

" 33-11-13
Hurl State 05-10-13

i  I l ;•» i  i T

f tGeographical Area Discovered Oil/Gas in Paying QuantitiesQ i S n t

Cook Inlet Basin

•I

I*

II

II

19

II
II

II

It

M
II
II

II

II
II

II

II

II

II

N
II

II

•I

II

II
II

II
II
H

II
II

II
II
II

II
If
II
•I
II
II
II
II
II
II
•I
II
II

II

•I

•I
II
•I
II
•I
II
•I

•I
H
II

H

North Slope
II II

No
M
II
II

M
II

M
II

»•
N
N

It
H
n

Yes
No

Yes
No
II
N

Yes

Yes
Suspended
M

No
Yes
N

Suspended

No
H

Yes
•I

No

Yes
Suspended
N

Yes



Lease ADI,# Well Name

28301 C West Beach State 2
28303 •1 Prudhoe Bay State 1
28309 •1 Put River
28313 •1 Put River State 1
28315 II Put River 24-10-14
28316 II Socal 31-25
28328 •1 Sag River State 1
28332 II Lake State 1
28343 II Sag Delta 31-11-16
28344 II Delta State 1
28349 II Sag Delta 31-10-16
28350 If Kadler State 15-09-16
28367 II E. Mikkelsen Bay State 1
28377 II West Staines State 2
28380 II W. Staines State 18-09-23
29690 II Redoubt Slioal Unit 2
29690 II " " State 1
29691 II Forelands State Unit 1
29715 •I Clam Gulch
29723 II Drift River State 1
30021 N Red Shirt lake 1
33098 C Ilorseslvoe Lake State 1
33108 II Long Lake Unit 1
33230 II Middleton Island State 1
34101 II Colme Unit 1
34623 II Point Storkorsen 1
34624 II N. Prudlioe Bay State 1
34625 II Nialaik 2
34625 •1 1
34626 II Gull Island State 1
34627 II West Beach State 3
34628 II

West Beach State 1
34630 II Niakuk 1-A
34631 II East Bay State 1
34634 II Sag Delta 33-12-16
34638 II Katalla State 1
35225 II

Trading Bay State 2
35323 II

West Foreland Unit 5-A

Geographical Area Discovered Oil/Gas in Paying Quantities

North Slope Suspended
11 II

Yes
II II

Suspended
II II M
II II H
II It N
II II

Yes
•1 91 N
It II

Suspended
•I II II
•I n
•i n

No
II H ii

N H it
11 II •i

Cook Inlet Basin Yes
It II II

No
II II II n
W It If M
•1 II N H
•1 II N H
It II II N
II II II If

Gulf of Alaska It

Cook Inlet Basin II

North Slope Yes
It II N
II II

Suspended
II II

No
II II

Suspended
II II II
11 M II
II II II
II II

Yes
II II

Susjiended
Gulf of Alaska No
Cook Inlet Basin II

II II II 

•
II



9

I
tn01
i

jase ADL# Type 'Well Name

35323 C West Foreland Unit 5
35431 II Trading Bay State 1
35704 N S. CarilxDU Hill Unit 1
36448 C Bachatna Creek State 1
36465 II State 36465 1
38314 c Port Ileiden Unit 1
41217 II Ninilchik 1
45592 N Am. Quasar Big lake 1
46938 »• Bachatna Creek Unit 1
47417 C Colville Delta State 1
47433 II Milne Point 18-1
47465 II C\vydyr Bay State A  1
47468 II " " South 1
47470 •1 Delta State 2
47480 II West Clnnnel 1-3
47506 II Foggy Island Bay Unit 1
47542 II Mikkelsen Bay State 13-09-19
47556 II Alaska State A  1
47440 II Plaglm Beecliey Pt. 1
52638 N Pretty Creek State 1
53078 II Bachatna Creek Unit 3
54195 C Figure Eight Unit 1
54273 II West Foreland State A  1
58761 II Isla Grarrle 1
58784 II E. lewis River 1
50801 II Lewis River 1
58038 II N. Tyonek State 1
59313 II West McArthur River 1
60579 II Cape Kasilof 1

Geograpliical Area Discovered Oil/Gas in Paying Quantities

9
Cook Inlet Basin

It i t ••

II it *i

II i i ••

n i i i i

Bristol Day 
Cook .inlet Basin

II II II

If II N

North Slope
II II

II II

II II

•I II

i i  n

n n

i i  t i

•i i i

t! II

Cook Inlet Basin
II II II

II II II

II II II

II II II

II II II

II II II

If II II

II II II

No
Yes
No
•I

II
I*

II

II
II

«•

Yes
No
Yes
Suspended
No
Suspended
No
Suspended
No
No
II

II

II

II

•I

Yes
No
i i
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m r r i v E

(EXAMPLE OF TWO HIGH INTEREST IOCQMPETITIVE AREAS)

T . I N . ,  R. 12  W., S.M .

COMPETITIVE NONCOMPETITIVE

D ate '  ADL # #Bids A c r e s $/PerAci
7/67 36540 1 641 2.6(3

•1 41 II II II

II 46 II 640 2 .1 5
II 47 If 720 2.60
II 49 II 640 2 .1 5
II 50 II 640 2 .1 5
II 51 II 640 2 .1 5
II 55 II 640 2 .1 5

5/73 60611 2 160 3.34
•1 60612 1 1040 2.00
II 13 1 160 2.00
II 14 1 476 2.00

D ate ADL ? #Aplns. A c r e s  $/P erA cre  in  F i l i n g  F e e s

Date ADL #

c o m p e t it iv e  
#Bi d s  A c r e s $/PerA cre

12/63 22009 1 80 3 .1 5
10/68 41226 1 000 7 .6 7II 41227 1 389 7 .6 7

3/72 56985 7 1 641 2 .2 2II 86 169 558 6 .0 5II 87 72 1280 1 .1 3II 88 88 838 2 .10II 89 85 680 2 .50II 90 68 639 2 .1 3
12/72 59609 207 540 6 .4 7II 59610 175 320 11 .0 0
6/75 68140 135 1880 1 .4 4

R. 14 W, S.M.

NONCOMPETITIVE
C a te ADL if #Aplns. A c re s $/P erA cre i n  F i l i n g  F e es
2/65 26329 3 80 .7 5  ......
12/65 31447 190 000 4 .7 5
1/67 34888 550 2560 4 .30II 34891 170 480 7.08(1 34092 499 1600 6.24II 34094 077 2440 7 .1 9II 34895 571 2440 4.68II 34899 91 640 2.84
3/67 35700 54 80 13 .5 0
4/67 36011 71 120 1 1 .8 3
0/60 40032 240 360 13 .3 3
9/60 41800 180 240 15 .0 0
12/68 43691 606 1280 9 .4 7II 43697 596 1560 7.6 4
6/69 47020 1005 1280 16 .9 5
12/69 50 171 93 120 1 5 .5 0
12 /7 1 56379 79 360 4 .39
2/72 56591 200 677 5.90
12/72 59620 51 200 5 .10
9/73 62677 40 40 2 °.0 0  A
3 / 7 # 63845 183 320 1 1 .4 4  V
7/7 6 8 ;“ " * ; 2 L_ 4f~ ___ 1 I  *“2



T A B L E  NO. 12 

NORTH SLOPE

FEDERAL LEASING HISTORY*1

PLO 1621 restored PIO 82 to mineral leasing on April 18, 1958.. This 
order provided for leasing through noncanpetitive lease offering in 
a simultaneous filing period. This m s  done in the following order:

e

Drawing
Date

Acreage
Offered

Tracts
Offered

Tracts Rac'd 

Offers
Offers

Received
Acres
Leased*

1958 3,400,000 1364 608 - 1,520,000

6/11/64 1,600,000 1440 1000 14,725 2,500,000

5/13/65 4,000,000 1558 268 31,431 670,000

11/19/65 It 1960 148 1897 • 370,000

1966 3,000,000 1247 7 8 17,500

1^30/66 4,300,000 1817 215 500 537,500*3

Total 22,300,000 5,615,000

Adapted. * fran August 21, 1968 Alaska Scouting Service Report 

*2 Estimated on basis of 2500 acres per parcel 

Leases not issued because of "land freeze"
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la. H B  8 5 4 - L e a s i n g  o f  s t a t e  l a n d  f o r  o i l  a n d  gas d e v e l o p m e n t
b. F i s c a l  n o t e  for H B  854
c. A p p l i c a b l e  A l a s k a  S t a t u t e s

A n a l y s i s  of  b i l l  p r e p a r e d  b y  L e g i s l a t i v e  A f f a i r s  A g e n c y

" S t " d y  o f  S t a t e  P e t r o l e u m  L e a s i n g  M e t h o d s  a n d  P o s s i b l e  
A l t e r n a t i v e s "  p r e p a r e d  b y  t h e  D e p a r t m e n t  o f  N a t u r a l  R e s o u r c e s ,  
F e b r u a r y ,  1977.

4a. T r a n s c r i p t  o f  M i l t o n  L i p t o n ' s  c o m m e n t s  to the j o i n t  S e n a t e /  
H o u s e  R e s o u r c e s  C o m m i t t e e s  o n  S t a t e  l e a s i n g  p o l i c y  ( J a n u a r y  
25, 1978).

b. P r e p a r e d  t e s t i m o n y / c o m m e n t s  o n  HB 854.

5. "Oil a n d  G a s  L e a s i n g  P o l i c y ,  A l t e r n a t i v e s  for A l a s k a  in 1977", 
by Dr. M a s o n  G a f f n e y ,  F e b r u a r y  1, 1977.

L





T H E  SE N SI T IV IT Y OF STATE P ET R OL E UM  INCO 

TO VARIOUS LEA SI NG  METHODS

S EC TIO N III
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SUMMARY

Four leasing m e th o ds  and one o ption w e r e  a n al y ze d  In detail. E co no mic  

analys es  were run on a c o m p u t e r  for each of the studied leasing methods.

Model field sizes used, ranged f rom 100 m il lio n to 5 billion ba rr el s of 

r eco ve ra bl e oil. An analytical c om par is on  shows that state income (Immediate, 

long range, and di scounted) varied c o n s i d e ra b ly  de pe n di ng  on the le as in g 

method. However, d if f er en t  leasing m e t h o d s  have o t h e r  ad va nt age s and 

di sa dv an tag es  to the State such as to encourage or d i s c ou r ag e i nv e st me nt  

capital, e xp lo ration, field d ev el op me nt , p ro d uc ti on  rates, e c on o mi c field 

life, and compe ti tio n at leasing auctions. The re su lt s of this st ud y  c l ea r ly  

indicate there is no " on e -b e st -m et ho d"  of leasing. The data does show 

that knowledge o f  the potential p e t r ol e um  structure is essential and that 

leasing meth od s need to be tailor ed  to the structures being leased and to 

the State's needs.

Bonus bidding m a x i m i z e s  i mm ed ia te  income to the State and is d is c us se d  

on page II - 20. Sliding scale r oy al ty  w it h cash bonus bidding p ro vides 

lesser immediate Income to the State than does bonus bidding, but pro vides 

gre at er  total income to the State as can be seen on Figure II - 10, 

page II - 22. R o ya lt y bidding and Net Profits Bidding (both w ith fixed 

cash bonus) are sim il ar  as far as the income stream provided to the State; 

they g en er al ly  provide the least immediate income but greatest a mo un t of 

total income to the State of A l as ka - this is shown on Figure II - 12, 

page II - 25. (Royalty Bid and Net Profits Bid provide increased state 

income by reducing Federal income tax and by reducing the amou nt  of 

Oil C om p an y Investment on w h ic h a rate of return is to be made.)



A s i g n i f i c a n t  r es ul t of this study is that State income can be incre ase d 

for all leasing methods s tudied by using a per ce nt  of a creage option. 

This option consists of acquiring s uf f ic ie n t k no wl e dg e to in te ll ig en tl y 

w i t h h o l d  some of a st ructure whe n leasing.

As is shown in Tables II - 1 and II - 2 pages II - 27C and 27B, bonus 

income to the State was increased from  48.1 to 174.9 m i l li on  dollars for 

our field model with  600 mill io n barrels re c ov e ra bl e  oil. This is an 

increase of 131.1 mil li on dollars.



INTRODUCTION TO THE SENSITIVITY ANALYSIS

P e t r ol e um  Devel opm en t and Past Leasing P o l i c y . In the 74 years that have 

e l ap se d since the first commercial oil was found in A laska at Katalla, the 

State has seen w av e  af te r wave of  explosive d ev el op me nt  crash upon its 

shores, followed by the inevitable receding wa ve  of bust and recession. 

A f t e r  o et ro le u m was found at Swanson River in 1957 (a m aj or  oil field of 

218 mill io n barrels of recoverable reserves), Alaska was catapulted into 

the p et r ol eu m  era and the resulting series of petro le um lease sales have 

ch an ge d Alaska's ec on om ic  emphasis from hard minerals to oil.

As A la sk a moved into the petro le um  scene, it found itself in the unique 

position o f  being the late comer to the party and w i n n i n g  the door prize. 

A l ask a found that it possessed a great wealth of pe tr ol e um  at a time when 

the o t h e r  states and the Federal go ve rn me nt  were closing the curtain on 

the final act of their p etro le um  resources. The nation has managed to use 

the m aj or i ty  of its oil and gas resources in seventy years and now finds 

production falling with demand increasing - a grim situation, to say the 

least.

Alaska is t herefore in a crucial position concerning the national and wor ld  

e n erg y crisis. The State has over 50% of the nation's remaining potential 

reserves, and the ma jo ri ty  of these reserves lie on Alaska's Continental 

Shelves and uplands of the State. The nation is now moving to the OCS 

to d evelop the last oil resources, and Alaska with 560,000 square miles of 

s he l f has more oil potential area (70%) than all of the o th e r OCS areas



combined. T his m ea ns  that wo rl d and Federal actions, n at iv e de v el o pm en t  

and state needs will be key factors 1n the State's fu ture p e t ro l eu m  policies.

Political, economic, environmental and social r eq ui re me nt s are now being 

c on s id er ed  as part of  the State's needs, a mu c h mor e c o m p l i c a t e d  situation 

than e a rl ie r ye ar s and c e rta in ly  more contr ove rs ia l.  This r epo rt  will 

co nc en t ra t e on various methods of  leasing p e t r o le um  lands. T he decision 

of w h e t h e r  to lease or not, and when  to lease, are basic p o li c y decisions 

beyond this report. HOW to lease in light of the changes of recent years 

is a d i f f ic ul t  and complex problem. This study will a tt em pt  to analyze 

some options and insight into this aspect of our natural re source managem en t.

The present state leasing system v/as initiated in an e a rl ie r era when the 

m a j c r  leas1ng con si der at io n was in m ax i m i z i n g  the curr en t revenues to the 

State. P et ro le um  was leased upon a single va ri ab le  - *he initial cash 

bonus. In general, this system was effective and workable. It provided

the State with  the n ec es s ar y revenue to m o v e  from  d ep e nd en ce  upon the 

Federal go ve rnment to true statehood and pr ovided impetus to establish 

an oil i nd ustry in Alaska.

With the 1969 Prudhoe Bay lease sale, the c on st ru ct io n of the Alye sk a Pipeline, 

and oth er  changing ec onomic and social c irc um st an ce s, the public is becoming 

mor e interested in future leasing methods.



M an ag e me nt  implies b e n e f i t s , but it requires knowledge, and it assumes r i s k s . 

This leasing study indicates that the State may achieve gre at er economic 

benefits and the ability to take these benefits w he n  the State needs them if 

we u ndertake a m an age d leasing system. But w ha t  is a managed leasing system?

If w e  A C QU I RE  K N OW LED GE  cf  the key factors needed for leasing, ESTIMATE THE 

RISK in m a ki ng  a decision based on this knowledge, then MAKE THE DECISION THAT 

W I L L  GIVE US THE BEST CHANCE OF ULTIMATE GAIN we  are "managing".

In o ur speci fi c case of  leasing p e tr ol eu m we  have found that we will need, (1) 

knowledge o* the resource (gained from geologic, e n gi ne eri ng  and economic 

research), (2) Unders ta nd in g of the risk o f  finding oil and of finding a 

certain amou nt  of oil, and (3) the ability to choose the best method for 

ca pi ta l iz in g  on knowledge and risk (right time, area and method to lease; in 

o t h e r  words a f le xible leasing method).

Our Leasing Analysis has shown that income to the State is extremely dependent 

upon risk and the type of risk we're dealing wit h is partially a function of

knowledge. We have found that if we can q ua nt i fy  the risk, we will be able to 

lease to o u r  a dvantage and a leasing p rogram can be tailored to accomplish this.

Leasing Policy P r o b l e m . We have ap pr oa ch ed the leasing p roblem in the following 

manner. KNOWING where the potential p et ro le um  may be located and e sti mating the 

am ount of p et ro le um  is fundamental to the de te rm in at i on  of  risk. This info rm a­

tion is also essential for long range planning, economic projections, budgeting, 

and many oth er  natural resource devel op me nt  issues. The Resource Analysis 

section of Figure 1-1 indicates the steps involved in obta ini ng  the resource 

knowledge needed for a State Resource Man ag em en t analysis.
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Th e re source analy si s steps shown, c om pr is e a broad based statistical - 

analytical approach. The a mo u nt  of  e xploration in formation used  wo ul d 

be kept to a minimum. O n l y  enoug h data wou ld  be g at he r ed  to d e te rmi ne  

the dis tr ib ut ion  of  the large potential oil and gas fields, the gross 

e xpected value reserves of the fields and to a sc er tai n the p ro b ab il it ie s 

of finding petroleum.

The Division of M i n e r a l s  and Energy Ma na ge me nt  is tasked w ith the "Resource 

A nalysis" and v/ould pro vi de the "Expected Field Size" needed for a Resource 

Man ag em en t Analysis. This study begins with an e xp ec te d field size and 

assumes that ad equ a te  knowl ed ge is available for the basic p re- le as in g 

m a na ge me nt  decisions.

Since we cannot m an ag e w i t h o u t  knowledge, our on ly  o t h e r  option is to

lease by an open bidding s y st em that permits a n yo ne  to bid at c ompetitive 

auction and estab li sh  a true value between the parties on that day. In 

retrospect this m a y  prove to be either beneficial or detrimental to the 

best interests of the State.

Determination of R i s k . The need to recognize the effects of u n ce r ta in ty  

associated with oil and gas leasing, exploration, and production, e sp e ci al ly  

in frontier areas, lead to the use of expected val ue as the m et h od  of 

a cco unting for risk and uncertainty. The probabi li ti es  of finding a certain 

amount of petr ol eum  are d et er mi ne d using m odern c o mp u te r  technology. This 

"Risk1 oil field is then fed into a RISK determination a na lysis that accounts 

for the u nc ertainties that affect income such as costs and prices. Finally Risk 

is again c on sidered in the ec onomic computer orogran, so that the final output 

is the EXPECTED do llar income to the State from a chosen leasing procedure.



Decision A n a l y s i s . The final step in a resource m a n a g e m e n t  analysis wo u ld  

be to cumpare the e co n o m i c  results o f  the resource analysis w it h  budg et ar y 

requirements, e nvironmental and service needs, and polic y guidelines. A 

decision on when, how, wh ere, and how much o f  the r es ource to lease w o u l d  

then be made.

With the formation of the D iv is io n of Minerals and Energy M an ag em en t,  the 

State now has the technical a b il it y to u n de rt ak e a resource m an a ge me n t 

analysis.

The Leasing S en si tiv it y S t u d y . The questions naturally arise, should wc 

manage? Is it w o r t h  it? To find the answers we have used models to d e t e r­

mine the s e n s i ti v it y of st a te  income to various l easing factors. Since the 
%

leasing me thod is the f act or o v e r  wh ic h the state go v er n me nt  can have the 

greatest possible control, w e  have compared various leasing methods against 

the key income variables of RISK, FIELD SIZE, COST, A M O U N T  OF  A CR EA GE  and 

PRICE OF OIL.

Five potential oil field sizes, small, medium, large, subgiant, and giant, 

wer e se lected as b ei ng  r e p re s en ta t iv e  o f  the range of potential h yd roc ar bo n 

fields rema ini ng  in Alaska. Cost regions and price regions w e r e  selected 

as were various p ro b ab il it ie s of  success. (Details of these key factors 

are given in A p p en d ix  A, C & D).

Each c ombination of oil field size, cost region, and p rob ab il it y of  success

was analyzed using an a pp r op ri a te  c omp ut er  model. Likely bid variables

(bonus, royalty or profit share) w er e  e st ima te d by p er fo r mi ng  a di sc ou nte d

cash flow analysis of  the ex pl oration, de ve lopment, and p ro duction of  a field
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from an oil comp an y' s point o f  view. Se n si t iv it y  an al y si s procedures were 

used to de te r mi n e a prof il e of bid v ari ab le  versus ex pe c te d  rate-of-return. 

Using the value for the bid v ar ia b le  whi ch  y ie l ds  the targ et  rate -o f- re tu rn , 

the cash flow to the State was projected via c o m pu t er  si mu la ti on  for various 

size fields, co s t regions, risk conditions and State income. All of these 

variables fluc tu ate  with  each bidding method. B i dd in g met ho ds  are d es cr ib ed  

in S ection VI. Special ve rsions of GREAT, a w id e l y  used p e t ro l eu m  economics 

s ystem d e v e lo pe d  and supp or te d by Garr ett  Compu ti ng  S ystems, Inc. of Dallas, 

Texas, w e r e  prepared tc fit the specific needs of the State.

Natural Gas F i e l d s . The ex pl ora ti on  and d i s c o v e r y  o f  natural gas fields 

has been co ns id er ed  and our d eci si on  was to ev al u at e the s en s it iv it y  of 

natural gas fields to leasing at a later date. The u nc e rt ai nt ie s at this 

time of prices, ma rkets, t r an spo rt at io n systems and m a n y  other factors 

would have called for a risk analysis —  s e ns i ti vi ty  study even greater 

than the one we have used for oil.

If we are to have f le x ib il it y in leasing, the oil s e n s i t iv it y  analysis 

has p lainly de mon st ra t ed  a need. The e vi dence being w ha t it is for chance, 

we prefer to undertake the gas study as a d ire ct  co n se q ue nc e  of our lease 

planning sy stem and will begin work on this project in the near future.

The results of the oil field sensit iv it y study are very conclusive. Proper 

m a n a g em e nt  in leasing v/i 11 lead to higher income for the State at the risk 

we assumed. If the p ro ba b il i ty  of o cc u rr en ce  is higher than we have 

assumed the resulting income to the State in all cases will be higher.

If it turns out to be lower than we have assumed, the income will be lov/er 

in all cases.



S i n c e  e v a l u a t i o n  o f  the p r od u ce d g as  d e pe n ds  on several v a r ia b le s t h e  effe ct s 

of  s o l u t i o n  gas a r e  n o t  h an dl ed  s e p a r a t e  from.oil in t h i s  an alysis. T h e  

e ff ect s on the s t u d y  a re in the o r d e r  of less than 12.



S EN SI TI V IT Y ANALYS IS  OF  S E L EC T ED  L EASING METHODS

Various s pe cific parameters are important to an analytical study of income 

from various leasing methods. T he se  parameters are d i sc us se d in the follow­

ing sections and are bri ef ly id en ti fi ed  here.

A s en si ti vi ty  analysis of leasing methods must  include all income to the 

State from the leasing and pro du ct io n of  p e t ro l eu m properties. These include 

bonuses, royalties, variouc production and property taxes and state income 

tax. These income sources are e x pl ai ne d more co mp le te ly  in the section titled 

"State Petroleur Income Sources".

A di scu ss io n of leasing methods must include an analysis of the oil field 

models used in che study. As was done in this study, the models used should 

be based on ex is ti n g A laska oil fields. Parameters of  field size (reserves), 

investments, op er a ti n g costs and pr od uction rates we r e based on actual Alaska 

fields. The models used in this study are described in the section "Expected 

P e tro le um  Field Models".

The fhance of Finding The Expected Field Size (a following section) is i mpo rt­

ant to the validity o f  any study wh i ch  is based on analytical comparisons. 

National field disc ov er y statistics, m od if i ed  by Alask a data, is used to develop 

field sizes and probabi li ty of finding the ex pe cte d siz e field.

Income from any venture is d ep e nd en t  on the risks involved. State p et rol eu m 

income varies direct ly  with the risks involved. The concepts of risk and how 

it affects income is d iscu ss ed  in the following sections titled "The Risk 

Factor" and "Importance of the Risk Factor".
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STATE PET R O L E U M  INCOME SOURCES

Si nc e s ta tehood, at the present, and for tne for see ab le  future, p et ro leu m 

revenues have c on s ti tu t ed  a m a j o r  portion of the State's income. These 

revenues a cc ru e fr om  leasing bonuse s,  royalty interest, sever an ce  tax, 

c on se rv at io n tax, a d v al o re m  tax rentals, and from State income tax.

The State has been leasing potential p e t r ol e um  lands at 12.52 roy alt y by 

sol ic it in g sealed cash bonus bids (the State's last lease sale was at 

16 2/3 2 r o ya l ty  but that sale in "Katchemak Bay" sale has been e n v i r o n­

men ta l ly  questioned, and the State is now n eg ot ia tin g a buy-back of 

the leases. The royalty represents the State's retained interest 

in the oil and gas. The bonus const it ut es the amount  of mone y a bidder 

is w il l in g to pay for the privilege of e xp lo ri ng  for petro leu m and 

for the priv il eg e of  de v el op i ng  and producing the oil and gas which 

may be found.

The State c om mo nl y collects four di ff e re nt  types o* taxes from the oil 

companies wh ic h ere ac tively enaaged in the production of oil and gas in 

Alaska. The seve ran ce  tax is based on gross value of production, the 

c o nse rv at io n tax is based on the amoun t of  oil and qas produced, the a d­

valo re m tax is based on the value of oil and gas property, and the state 

income tax is based on taxable income.

Tax rates are set by the legislature, therefore, S t a t e  income from 

the seve ra nce  tax, c o ns er va ti on tax and the a d v al o re m  tax is essen ti al ly  

fixed, d ep e nd e nt  on the amount and value of pr od uction and the valuation of 

the p ro duc in g properties. The State income tax is based on taxable income
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of the pa rt i cu la r  company. The com pa ny  is able to m a n i p u la te  taxable 

income and t herefore the amount of St at e income tax a c tu a ll y  paid. As 

will be d is cu ss ed  later in this report, the State also has the c a pa bil ity  

of i nfl ue nc in g the taxable income of companies prod uc in g oil and gas 

from State lands. Th e royalty represents the State's o w n e rs h ip  of 

the oil and gas. Th er efore, the State has the per oa at iv e of s pe c if yi n g 

the owne rs hi p percent, or util iz in g it as a bid parameter. T h a t  is, 

the a mo un t of owner sh ip  the State wo ul d have in its resources could 

be a bid item.

Of  course, the size of the bonuses bid are determined by the oil 

companies. Fro m an en gi n ee ri n g and geologic model, they deter mi ne  

the probable sizp of the oil field and the p roba bi li ty  of occurrence.

The cos t of d eve lopment, cost of production, e xp ected value of the pr odu ct io n 

and required return on investment are input into a c om put er  p ro gra m 

which calculates the return of investment at d i ff er en t d isc o un t rates.

From these data, the oil comp any  determines the m ax i m u m  bonus it would 

be w i ll in g to pay to acquire the right to expl or e and to de ve lo p and 

produce the oil and gas property. The final select io n of the bonus 

is based on w h a t  the company believes it will have to bid to acqu ir e the 

property. That is, if only one company is interested in a lease, 

their actual bonus bid wou ld be less than the m a xi m um  they w o u l d  be 

w i ll in g to pay. On the other hand in a highly c o mp eti ti ve  bidding 

case, one of the bidders will overbid.
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As shown on the R es ource Evaluation and Leasing S y s t e m  flow sheet 

(Figure t-1 ), the input to our l easing cr iteria and S en s it iv it y 

A na ly s is  1s the EX PE CT ED  PE TR OL E UM  FIELD SIZE. In or de r  to show the 

se ns it i vi t y of various leasing methods to State income, we have 

mo de le d five expected field sizes. A de ta i le d  di sc u ss io n  of the field 

models is given 1n Ap pen di x A. The models range fro m a small field 

w ith an expected value o f  50 mil li on barrels of oil recover ab le  

(Mercury) to a super gi an t field w ith an expected v a lu e of 5 billion 

barrels of oil re co ve ra bl e (Jupiter). These models are assumed in 

each case to be the expected r ec ove ra bl e quan ti ti es  r es ul ti n g from  an 

analysis of the field size d i st ri bu ti on  considered. T h e  expected 

value c o nce pt  will only bri ef ly  be covered since this appro ac h has 

been d is cu ss ed  in other papers and is used 1n our s tu dy  as a routine 

applic at io n of the probabi li ty  theory.

E XPE C T E D  P E TROLEUM FIELD MODELS

Figure 11-2 taken from the Cornell U ni v er si ty  study shows the field 

size d i st ri bu ti on  of all the oil fields d i sc ove re d in the U nited States 

between 1943 and 1968. It is important to note the rapid d ec re as e in 

field size as the number of fields di sc ov er ed  increases. The field 

size di st ri b ut io n  for each p et r ol eu m province, altho ua h log normal 1n 

nature, wo u ld  differ from this aggregated United States field size 

d is tr ib ut ion , but some i mportant o bs ervations can be used for co nc en t ra ti n g 

nur a tt e n t i o n  on opti mu m leasing strategies. Because field sizes w ithin 

a province follow a log normal dis tr ibu ti on , it is important to know the 

a pp ro xi ma te location on this curve of the state owned fields. Since it
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* S i n c e  l a r g e r  f i e l d s  a r e  s t a t i s t i c a l l y  f o u n d  first,  
t h e  s i z e  o f  n e w  f i e l d s  f o u n d  w i l l  g e n e r a l l y  d e c r e a s e  
w i t h  t ime.
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1s e xpe c te d that large fields gener al ly  wili be di sc o ve re d early in the 

e xp lo ra ti on time horizon (Cornell Study).. Figure 11-2 can also be

used as a rough time versus di sc o ve ry  plot.

As expec te d, w he n  A l as k an  fields are plotted on a semi lo g graph- (Figure II-3) 

the field d is t ri bu t io n  is on the flat far right portion of  the United 

States (province) log normal dist ri bu ti on  curve. This is i ll u st ra te d on 

Figure I 1-4 whi ch  shows that Alaska's p e t r ol e um  de v el o pm e nt  stage is in the 

early time d is tr i bu t io n  zone and the expected value field d i st ri bu ti on  is 

on the flat or l ar ge r field portion of the curve.

Wha t is the sign if ica nc e of thi *> to the State? It means that with fairly 

in expensive geol og ic /g eo ph ys ic al analysis and the use of p ro b ab il it y  

theory we should be able to d etermine the expected risk field sizes 

to be found before a sale. It will be important for us to und er st an d that 

as provinces in the State change in maturity, we will see the expected 

field sizes de cr ea se  with time and move along the d is tr i bu t io n curve.

A flexible leasing s ys te m will be necessary to take adva nt ag e of this 

knowledge.
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CHANCES OF FINDING THE E X P EC T ED  FIELD

A di sc ussion o f  the risk facto r follows this section but b ef or e defining 

risk with r el ation to income, w e  m us t  u nd e rs ta nd  the rela ti on sh ip  of  

expected field siz e to p ossible discovery.

Once we  have de te r mi ne d  through analysis w h a t  the ex pe ct ed  field size will 

be, the chances of  finding that a m o u n t  of oil o r  gas in the st ructure 

will follow the normal rules o f  p r ob ab il ity  for the structure. In o th er  

words, the chances of finding more o r  less p et r ol e um  than expected are 

a function of the accuracy of  i nf o rm at io n avai la bl e and the assumptions 

made for THE SIZE STRU CT UR E WE ARE C O N S I D ER IN G  FOR LEASE. For this 

study we have assu me d a normal d i st ri b ut i on  for the expec te d reserves 

in the structure. Based on this d is tri bu ti on , the odds are equal t h a t t 

w e  will have  more oil in the st ru ct ur es  r ather than less oil. Therefore, 

w h e t h e r  w e  find any p et rol eu m or not will be the s ign if ic an t variable 

and that will be a function of the risk p ar ameters o f  discovery.



THE RISK FACTOR

The risk far* »• used in our sensitivity analysis for petroleum leasing 

is the percent chance of discovering the expected field in question. This

percent chance can range from around 90% (a drainage situation) to 10%,

the rough average used for wildcat ventures.

In general, to lease acreage whe n the risk wo ul d be below 10% would be 

unwise for government and in some cases uneconomical for Industry. This 

follows from the general rule that risk is a function of knowledge. For 

example, to lease acreage with a 1,000 to one chance of finding the expected 

field size would probably result in uneconomic overbids by Industry on 

small fields and very lew bids for the State on large fields.

We have shown in our sensitivity dialysis that income to the State increases 

as the uncertainty of finding petroleum decreases. It is better therefore 

for the State to ensure that as much knowledge as possible is available to

che public and Industry before leasing.

What are some examples of chance of finding, or' risk? In 1976 the success 

rate of new field wildcats finding oil or gas in the United States was 13% 

(Petroleum Information Corporation, reporter in January 1977 Alaska Report). 

In Alaska on the North Slope after the initial discoveries, the expected 

chance of finding oil on the remaining p^udhoe Bay structure tracts was 

reflected by the high price bid in the 1969 lease sale.
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9 IMPORTANCE OF THE RISK F ACTOR

Income from  oil and gas fields on State land is d i s t r i bu te d  as follows: for

r ep ay m en t of  investment, for o p e r a ti n g c osts; to the State for royalty and 

various taxes, to the Federal g ov e rn me n t for income tax, and to the oil c om­

pany as profit, (a di st ri b ut io n is sh o wn  on Figure I 1-8).

Income to the State is shown on Figure 1 1-6 for a typical, m e d i u m  size Ala sk an 

oil field with an ex pe c te d  recovery of  600 m i lli on  barrels. Income is for a 

bonus bid at 12.5% royalty case and is b a s e d  on the e xp ec te d field size, and 

the e s ti ma te d parameters o f  cost, price, and re covery (the c om puter input 

p ara meters are ex pl ai n ed  in A p p e nd i x B). As sh own  on Figure 11-6, at a risk 

f ac t or  o f  10% (10% chance of  finding the e x pe c te d field) e xp ec te d income to the 

S tat e w o u l d  be 0.34 bi ll io n dollars; at a risk fa ctor of 90% (30% proba bi li ty  

of occurr en ce ) the State w o u l d  e x pe ct  to rece iv e 3.0 billion dollars.

As the c on f ide nc e level increase from 10% to 90%, income to the State increases. 

M o s t  o f  the income at 10% risk results fro m non-bid sources of royalty and taxes 

However, the cash bonus bid, at a risk facto r of 10%, is 48.2 million dollars 

w h i l e  at a risk factor of 90%, the cash bonus bid w o u l d  be 377.5 million dollars 

This is nearly an 8 - fold increase.

It becomes immed ia te ly  obvious that the St at e can increase it's income from 

p e t r o l e u m  properties by influencing the a c q u i si t io n of data so that proba bi li ty 

of success is increased. This is also con cl ud e d by Richard Norgaard on page 2 

o f  his report titled "Uncertainty, C om p et i ti on  and Leasing Policy" prepared 

for the D ep artment of Natural Resources.
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EXPECT ED  VALUE CONCEPT

Direct (and total) state income from leasing will increase as the probability 

o f  occ ur re nc e increases because the e xp ec t ed  value of  the leased structure 

also increases. It is the "expected value" amount of  oil o r  gas in a s tructure 

upon which oil companies calcu la te t he ir  bias. The ex pe ct ed  value is a direct 

function of pr obability of occurrence.

The expected value is the mean (or average) value o f  the dry structures plus the 

producing structures. For example, if 9 dry structures are d rilled per each 

discovery, then the p robability of a d is co ve r y for any specific s t ru ct ur e is 

1 in 10, or  10%. This means that the a v e r a g e  oil recovery for each of the 10 

structures drilled is 10% of the pr od uctive structure. If the field size is 

600 million barrels of recoverable oil, the average amount per struc tu re  e x p e d ^  

is 60 million barrels.

As additional information is obtained, it's possible that only 4 structures will 

be drilled fcr each discovery (some st ru ctures will not be drilled because of the 

extremely lo», probability of an economical field). With 4 dry structures drillec 

for each discovery drilled, the e xp ected value (average amount) o f  recoverable 

oil for each structure will increase to 120 mill io n barrels. Therefore, for each 

field leased, the income to the State shoul d be increased. This increase should 

be in direct proportion to the i ncreased p robability o f  the expected event 

occurring, in this case a discovery.
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The e xp ec te d  value of gross income from p ro duction also increases as the 

p r ob a bi li ty  of  o cc u rr en ce  (a discovery) increases. For the m ed i u m  size 

e xp ec te d oil field (600 mill io n barrels of r ec ov er ab le  oil), as the 

p ro b ab i li ty  o f  oc cu rre nc e increases from 10% to 90%, the e xp ected value of 

gross i ncome increases fro m 1.1 billion dollars to 9.9 billion d o l la r s—  

this is shown gr a ph ic al l y on Figure 11-7.
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THE S E N S I T IV I TY  C c STA TE  P E T RO L EU M  INCOME 

TO  VARIOUS LEA SI NG  METHODS
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A N A L Y TI C AL  CO MP ARISON OF LEASING METHODS

Th er e are a large n umber o f  possible leasing criteria. Some involve ‘ 1 much of 

the s t ru ct ure  is leased at d ifferent times. Others involve whi ch  p ar am e te r of 

royalty or cash bonus are fixed by the owners and wh ic h ones are bid items.

Five leasing methods based on d i ff er en t bi dd in g parameters versus proba bi lit y of  

o cc u rr e nc e at 1%, 10%, 50% and ~3% are a na lyzed in this study. The me thod current!} 

used by the State, cash bonus bid at 12.5% fixed royalty, is c om pared to 4 

a lt er na te  methods: 1) cash boni^ bid at 25% royalty; 2) cash bonus bid at

sli di ng  scale royalty; and 3) royalty bid at fixed cash bonus; 4) net profits 

bid at fixed bonus; and 5) percent o f  acreage.

State income from various leasing methods was d et erm in ed  by an ec onomic

analysis u ti li zi ng  a special a da ptation of a Garrett c om pu te r program. This ^

pro gr am  is ex pl a in e d in A p p en di x  B. Input .ata included bonus payment,

dry hole costs, investment schedules, production schedules, operating costs

and crude oil prices. Output data combine the following sources for total

state income: bonus, s everance tax, royalty, cons er va ti on  and a dv al ore m

tax, and state income tax. The output also includes o pe ra ti ng  costs and schedules

for de pr ec i at i on  of investment and for amortization of  the bonus. Total State

income is given at various discount factors. The oil company income is

d isc ounted at 10%.

Gross income from production is d istributed as follows: for repayment of

investment; op er at i ng  costs, State income such as cash bonus, royalty,

income tax, and ot he r state taxes, Federal income tax, and as oil company

profit. For the cash bonus bid at 12.5% royalty leasing method, the percent

dis tr ib ut io n of the gross income is app ro x im at e ly  the same at a risk

factor of 10% as it is at a risk factor of 90%
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(Figure I 1-8). A v e r a g e s  are as follows:

Op er a ti ng  cost and In ve stment - 6%

State Income - 31%

Federal income tax - 32%

Oil c o mp an y  profit - 31%

Not e that State Income, Federal income and oil c om pa ny  p rofits are 

a bo u t e ven ly  divided. While the Income d i st ri bu ti on  p ercentages 

remain a p p ro xi m at e ly  co ns t an t  at p ro b a b i l i t y  of o cc u rr e nc e of 

10% and 90%, the total income for d i s t r i bu t io n  increases from 1.1

billion at 10% p ro ba bi li t y to 9.9 billion dollars at 90% probability.

Bonus Bid at 12.5% R o y a l t y . This 1s the m eth od  c ur r e n t l y  used by the 

State. (All rece nt  c om pe ti ti ve  leases have been issued with a 15-2/3% 

roy al ty  requirement.) If there is little a va i la b le  knowledge about 

a structure, a ss ume d p ro b abi li ty  of o c c u r re n ce  *is low. At a low 

p r ob a bi li ty  of  oc currence, there is little d if f er enc e between the 

various leasing or bidding methods. This can be seen in Figure II-9 

at the 10% probab il it y of o cc u rr en ce wh e re  the plotted curves tend 

to converge.

In the past, not much  has been known about the structures 1n Al aska 

prior to bidding, therefore cash bonus bids at 12.5% or 16.67% roya lt y 

wer e not too bad a method. For small field size (100 million barrels 

recoverable) with a 10% probab il it y of success, income to the State is 

not s i gn if ic an tl y af fe cte d by the bidding methods. However, as can be 

seen from an inspection of Figure 11-10, as the pr ob ab il it y of o c cu rr en ce  

increases there are meth od s of  leasing wh ic h provide much  higher income 

to the State. The percent p rob ab il it y o f  oc cu rre nc e can be improved 

(sume of the risk removed) by obta in in g and a n al yz in g specific structures.
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N O T E :  F o r  e a c h  b i d  c a s e ,  t h e  d i f f e r e n c e  b e t w e e n

G r o s s  I n c o m e  a n d  s t a t e  i n c o m e  i n c l u d e s  

O p e r a t i n g  C o s t s  

I n v e s  t m e n  t 

F e d e r a l  I n c o m e  T a x

Oil C o m p a n y  P r o f i t  F I G U R E  11-10
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Bonus Bid @ 25% R o y a l t y . This bid m e th od  does provide gre at er  income to 

the State than does a bonus bid at 12.5% royalty. The bonus is a pp r ox im at el y 

25% less than at 12.5% royalty, but total income is a pp ro x im a te ly  25% to 30% 

greater, d ep en di n g on the sp ec i fi c cases being compa re d - this is shown on 

Figure 1 1-9 and 11-10. At d i s co un t rates o f  6% and 10% (Figures 11-19 

and 11-20 bonus bid at 25% royalty provides more pr es en t wo rt h income to the 

State than does the current l ea si ng  m e t h o d  (bonus bid at 12.5% royalty).

Sli di ng  scale royalty with bonus b i d. The royalty scale is set by the State 

prior to a dve rt is in g leases for bid. W hen leasing small fields wit h low 

p ro duction rates, this method provides the same income to the State as 

does the cash bonus bid at 12.5% royalty. As field size increases, production 

rates increase and State income from a bonus bid wi th  sliding scale royalty 

increases consi de ra bl y over the income provided by a cash bonus bid with a 

fixed 12.5% royalty. Figure 11-11 gives the income d i st ri bu ti on  in u.e sliding 

royalty case for a m e d i u m  sized oil field. This leasing method allows the 

State to partici pa te  in the operators good fortune, if the op er at o r finds a 

large field, the State's royalty increases. If the o p e r a t o r  finds a field 

of  l esser size than he expected, he is not bu rde ne d with a high royalty 

such as he wou ld  be with a royalty bid.

A n ot he r important aspec t is that as a good field declines, the royalty 

percent will also decline, thus e xt e nd i ng  the e co nomic life of the field.

Of course, as the e co nomic life of  the field is extended, the ultimate recovery 

increases and the amoun t of oil left in the reservoir decreases. The aspect 

of  encou ra gi ng  more ultimate recovery so the oil or gas left in the reservoir 

is decre as ed  is good for the c on se rv at i on  of a dep le tab le  natural resource.
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R o y a l t y  Bi d at a F i x e d  Cash B o n u s. T h e  f i x e d  c as h  b onus  is u t i l i z e d  to 

e n c o u r a g e  o n l y  e a r n e s t  b i d d e r s  and  is c a l c u l a t e d  at 2.5 cents p e r  e x p e c t e d  

v u l u m e  o f  r e c o v e r a b l e  oil. As w i t h  all o f  t he  l e a s i n g  m e t h o d s ,  t h e  m a i n  

d a t a  was b a s e d  o n the o p e r a t o r  (oil c o m p a n y )  e a r n i n g  an 18* r a t e - o f - r e t u r n .

As is s h o w n  on F i g u r e  11-9, t h e  r o y a l t y  b i d  (an d net pr o f i t s bid) p r o v i d e  

m o r e  i n c o m e  to t h e  S t a t e  t h a n  do a n y  o f  t h e  o t h e r  a n a l y z e d  m e t h o d s  e x c e p t  

a t  small f i e l d  si ze s .  A t  an oil f i e l d  s i z e  o f  100 m i l l i o n  b a r r e l s  r e c o v e r a b l e  

oil,  ( F i g u r e  11-10), i n c o m e  to the  S t a t e  f r o m  t h e  r o y a l t y  b id ( 6 5 . 8  m i l l i o n )  

w as  e s s e n t i a l l y  t h e  s a m e  as f o r  the c a s h  b o n u s  bid at 12. 5% r o y a l t y  ( 61. 2 

mill ion) a t  10% risk.

In o u r  m o d e l s  t h e  m a j o r  e c o n o m i c  a d v a n t a g e  to the S ta te  f r o m  r o y a l t y  b i d d i n g  

o v e r  the b o n u s  b i d  c as e is f r o m  a r e a l l o c a t i o n  o f  Federal i n c o m e  t a x e s . F i gu r e  

1 1 - 1 2  s h o w i n g  the i n co me  d i s t r i b u t i o n  fo r an e x p e c t e d  f ie ld s i z e  o f  6 00  M M / b b l s  

in t h e  r o y a l t y  b i d d i n g  c a s e  s h o u l d  be c o m p a r e d  w i t h  F i g ur e 1 1-8 in th e b onus  

b i d  c a s e  (an o v e r l a y  o f  the Federa l i n c o m e  tax r e v e n u e s  f r o m  F i g u r e  1 1-8 has 

b e e n  p r o v i d e d  f or  e a s y  r e f e r e n c e ) .  As ca n be s ee n by the c o m p a r i s o n ,  the 

S t a t e  takes a m u c h  l a r g e r  i n c o m e  in t he  r o y a l t y  c a s e  at the  e x p e n s e  o f  the 

Federal g o v e r n m e n t .  T he  a b s e n c e  o f  a l arg e f r o n t  e n d  i n v e s t m e n t ,  the b o n u s ,  

a l l o w s  a c o m p a n y  to h a v e  a s m a l l e r  p r o f i t  p r o f i l e  in the r o y a lt y  case but  

still m a k e  the s a me r a t e - o f - r e t u r” on  i n v e s t m e n t  as the bonus b i d  c a se , 18%.

T h e  "Tax B r e a k "  i l l u s t r a t e d  h e r e  is an i n c e n t i v e  fo r s e e k i n g  h i g h e r  r o y a l t ie s  

w h e n e v e r ,  o r  h o w e v e r  p o s s ib le .
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Ne t P r of i t s  at  a Fixed Cash  B o n u s . F or  t hi s l e a s i n g  m e t h o d ,  a small 

f i x e d  b onu s is r e q u i r e d  as e a r n e s t  m o n e y .  T h e  c o m p a n i e s  t h e n  b i d  o n  t h e  

p e r c e n t  o f  n e t  p ro fi ts  t h e y  will r e t u r n  to the S t a t e  a f t e r  t h e y  h a v e  r e c o v e r e d  

t h e i r  i n ve s t m e n t .  I nc o m e  to the  S t a t e  f o r  t he  ne t p r o f i t  c ases  is e s s e n t i a l l y  

s i m i l a r  to t he i n c o m e  f r o m  r o y a l t y  b i d d i n g ,  ( F i g u r e s  I l - f  a nd  11-10).

For t h o s e  e x a m p l e s  w h e r e  t h e  two cas es d i v e r g e d ,  t he  ne t p r o f i t  d a t a  is 

s h o w n  s e p a r a t e l y .

L i s t i n g  o f  L e a s i n g  Model R e s u l t s. T h e  d a t a  l i s t e d  in Tab le s  II-l a nd  

I 1-2 (pages 2 7 b  and 27c) c o n s t i t u t e  th e m a j o r  p o r t i o n  o f  t h e  r e sul ts 

o f  this l e a s i n g  study. T h i s  da ta  is the c o m p u t e r  c a l c u l a t e d  r e su lt s o f  

the e c o n o m i c  m o de ls  for the l e a s i n g  m e t h o d s  c o n s e d e r e d .  M o s t  o f  the  

gra ph s  in S e c t i o n  II of  this r e p o r t  w e r e  p l o t t e d  f r o m  d a t a  c o n t a i n e d  in t hes e 

tables.

Data o n  T a b l e s  II-l an d II-2 s h o w  th a t  a t  risk f a c t o r s  o f  1 0% and 9 0 %

{% p r o b a b i l i t y  of f i n d i n g  the e x p e c t e d  f i e l d  s i z e ) ,  t h e  b on us bid at 1 2 .5%  

r o y a lt y  m e t h o d  p r ov id es  the l e a s t  e x p e c t e d  v a l u e  i n c o me  to the  S t at e  of  

all the m e t h o d s  a n a l y z e d  in this report . The n et  p r o f i t s  bid  m e t h o d  

p r ov i d e s  the l a r g e s t  e x p e c t e d  v a l u e  i n c o m e  to t he S tat e,  b e i n g  on l y  

s l i g h t l y  h i g h e r  than the r o y a l t y  b i d  m e t h o d .  T h e  s l i d i n g  s c a l e  r oy al t y  

w i t h  bon us b i d  m e t h o d  p r o v i d e s  an i n c o m e  s t r e a m  w h i c h  is b e t w e e n  the net 

p r o fi t s  bid m e t h o d  and the b on u s  b i d  m e t h o d .  S e c t i o n  III o f  this rep ort  

c o n t a i n s  a dd it i o n a l  f a cto rs w h i c h  m u s t  be c o n s i d e r e d  w h e n  s e l e c t i n g  a 

l e a si n g  m e tho d.



RESULTS OF LEASING MODEL SIMULATIONS 0 10% RISK AND LOW COST REGION

L E A S I N G

M E T H O D

O IL  REC 

M M / B B L S

O I L  CO. P R O F I T s f  i\ r r  n r i r o  M T

* T 0 T A L *PW 0 10% *B0 NU S R O Y A L T Y

B ON U S ,  R O Y A L T Y  & T A X E S

* T 0 TA L *PW 0 6% *PW @ 10%

B O N U S  12 1/2% 

M e r c u r y

Mars 1 1 7 7 6 ~ 7 2 7 6 ~ 14 . 7 .5 27.6 61.2 24.9 14.6

Venus 6 3 3 . 8 3 7 6 . 3 9 3. 2 48.1 1 27 . 0 338.9 1 71 . 6 118.7

N e p t u n e

J u p i t e r 5238.1 3189.1 6 9 7 . 2 3 8 5 .3 1048.1 2 8 07 . 0 1 3 4 7 . 8 917.1

B O N U S  12 1 / 2 %  

A c r e a g e  W i t h h jld (initic 1 sale)

Mars

Venus 4 0 % 6 3 3 . 8 1 5 2 4 . 8 2 8 9. 9 17 9.9 5 33 . 5 1 4 0 8 . 3 7 1 1 . 0 4 9 0 .4

N e p t u n e

J u p i t e r  6 0 % 5238.1 1 7 9 05 . 3 2 9 5 0 . 6 1 7 80 . 0 6079.1 T 5 0 0 0 . 8 7510.1 5 0 3 5 . 4

B O N US  25% 

M e r c u r y

Ma rs uneconomic

Venus 6 33 . 6 3 16 .9 77.9 38.5 2 92 . 5 445.1 2 1 4 .3 1 4 1 . 8

N e p t u n e

Jupi ter 5236 .0 2 6 9 8 . 2 5 8 2 . 8 3 16 . 3 2 0 9 5 . 7 36 9 3 . 4 1 68 1 . 2 ' 1091.1

S L I D I N G

R O Y A L T Y

M e r c u r y

Mars 137.6 7171 14.2 .1 31.0 6 3 . 9 26.2 15.4

Venus 6 3 3 . 9 2 7 T 7 6 6 4 . 7 30.0 3 4 4 . 8 5 1 9 . 8 2 4 9 . 0 1 61 . 3

N e p t u n e

Jupi ter 3 2 3 8 . 1 1 3 88 .6 265.1 117.1 4 8 9 1 . 8 6 0 4 6 . 5 2591 7 7  ' 1 5 6 8 . 3

R O Y A L T Y

M e r c u r y

Ma rs i \l ■ 7 0. 0 14.1 0.0 33.1 6 5 .1 2 6.6 15.5

Ve nus 6 3 2 . 6 178.9 42.4 l57o 547.9 6 8 8 . 9 311.4 193.4

N e p t u n e

Jupi ter 3230.1 1 4 0 0 3 T O O 125. 0 4 8 6 1 . 2 6024.1 25 55. 6 1544.1

NET P R O F I T S  

M e r c u r y

Mars

Venus 6 34 .0 16 9.8 40.4 15.0 56 7.0 70S. 6 318.6 197.1

^ ^ i p i t e r .. •

I
<o
CO
I

*  i l l  r i l ] l i v s i i * >  O f  I 1 d  I ^



RESULTS OF L E ASING MODEL S I M l S W T I O N S  0 90% RISK AND LOW COST REGION

E X P E C T E D  V A L U E  S T A T E  I NCO ME

L E A S I N G

M E T H O D

O I L REC 

M M / B B L S

OIL CO. P R O F I T S T A T E  I N C O M E

* T O T A L * P W  0 10% * B O N U S R O Y AL T Y

B O N US ,  R O Y A L T Y  ! T A X E S

* T O T A L *PW 0 6% * PW  0 10%

B O N U S  12 1/2% 

M e r c u r y

Mars 137.6 6 3 5 . 0 98.6 4 4 . 5 2 49 . 0 6 0 3 .4 2 7 5 . 2 1 80 . 8

Venus 6 3 3 . 8 32 4 7 . 7 5 8 5 . 0 377.5 1 1 4 3 . 3 3 0 12 . 2 1 5 20 . 2 “ 1048.0

N e p t u n e

J u p i t e r 5238.1 2 7 7 1 6 . 2 4 4 5 2. 9 27 09 . 9 9433.1 2463 0.1 1 1 6 1 8 . 3 ~ 7780.9

B O N U S  16 2 /3 %  

M e r c u r y

Mars

Venus 6 3 3 . 7 * . i
N e p t u n e

J u p i t e r

B O N U S  2 5% 

M e r c u r y

Mars 13 7.4 523.1 7 9.2 30. 6 4 9 .7 8 1 5 . 5 3 58 . 0 22 6.8

Venus 6 3 3 . 6 2 7 3 7 . 5 4 9 2 . 6 308 9 2 2 8 5. 9 3 9 8 4 . 8 1 9 17 . 6 1267 .6

N e p t u n e

J u p i t e r 5 2 3 6. 9 Tmr.'r 3745 .7 2228.6 1 8 8 6 1 . 8 3 2 7 3 4 . 2 ■ 14723 . 2 ‘ 9 4 4 3 . 5

S L I D I N G

R O Y A LT Y

M e r c u r y

Ma rs 137 6 622.1 957 5 42.1 2 79 . 0 6 2 8  4 287.2 188.1

Venus 6 3 3. 9 2 3 7 6 . 0 4 0 7 . 6 256.1 3 1 0 3 .4 4 6 7 8 . 2 2 2 4 9 . 0 146 1.2

N e p t u n e

Jupi ter 5 2 3 8 . 5 12200.0 183 2. 0 8 2 0 . 6 4 4 0 2 6 . 2 5 4 2 6 0 . 4 2 3 2 0 1 . 8 1 40 01. 0

RO YA LT Y

M e r c u r y
• •

Mars 1 5 0 308.4 42. 9 27 5 9 7 2. 7 1 2 1 9. 5 51 6.4 314.2

Venus 6 2 9 . 2 4 9 5 . 3 80 . 5 15.0 7261.1 8 2 1 6 . 0 3 6 65 . 7 2238.2

N e p t u n e

Jupi ter 5 21 6 . 7 5 6 6 6. 5 8 36 . 4 12 5.0 5 8 3 T2 . 9 6 6 5 2 5 . 9 2 7 7 0 4 7 6 16 3 7 0 .0

N ET  P R O F I T S  

M e r c u r y

Mars 1 3 7 . 7 2 71.6 38.6 “575 1 0 5 4 . 8 1 2 9 5 . 5 5 3 8 . 8 323.7

Venus 6 3 4 . 0 4 3 3 . 8 71.6 15.0 7 4 1 9 . 0 8 3 6 9 . 7 37 12 .6 225579

N e p t u n e

J u p i t e r

* In Mil I ions of D ol l a r s



R E S U L T S  O F  S I M U L A T I O N S  ON AN  E X P E C T E D  6 00  M I L L I O N  B A R R E L  O I L  F I E L D

H I G H  R I S K  ^

U N D I S C O U N T E D  

E X P E C T E D  S T A T E  I N CO M E

TABLE II-3

L E A S I N G  M E T H O D  (18% r a t e  o f  r e t u r n  f or  i n d u s t r y )  ( M I L L I O N  D O L L A R S )

B o nu s  +  12 1 / 2 %  3 3 8 . 9

B on us  + 2 5 %  445.1

S l i d i n g  R o y a l t y  5 1 9 . 8

R o y a l t y  B i d  6 8 8 . 9

Net P r o f i t s  7 0 6 . 6

% A c r e a g e  140 8 . 3

LO W R I S K

L E A S I N G  M E T H O D (18% r a t e  o f  r e t u r n  f o r  i n d u s tr y)  

Bo nus  + 12 1/2%

B on us  + 25%

S l i d i n g  R o y a l t y  

R o y a l t y  Bid 

Net P r o f i t s

U N D I S C O U N T E D  

E X P E C T E D  S T A T E  IN C O M E  

 ( M I L L I O N  D O L L A R S

3 0 1 2 . 2  

3 9 8 4 . 8

4 6 7 8 . 2

8 2 1 6 . 0

8 3 6 9 . 7

%

E X T R E M E  H I G H  R I S K  CA S E  

(1% C h a n c e  of S u c c e s s )

L E A S I N G  M E T H O D  (16%  r at e  o f  r e t u r n  f o r  i n d u str y) 

B o n u s  Bid 12 1 / 2 %

R o y a l t y  Bid

R o y a l t y  Bid 

Bonus B i d  12 1/2%

U N D I S C O U N T E D  

E X P E C T E D  S T A T E  IN COM E 

( M I L L I O N  DO LLA RS)

71.7

79.7

D I S C O U N T E D  6%
4 1 . 5

5 3 . 2

-100-



IE P E R C E N T  O F  A C R E A G E  O P T I O N

T h i s  o p t i o n  has the c a p a b i l i t y  o f  s i g n i f i c a n t l y  i n c r e a s i n g  S t a t e  i n c o m e  

f r o m  p e t r o l e u m  leases. T h e  m a i n  e l e m e n t s  o f  this o p t i o n  a r e  t h a t  on ly  

a p a r t  o f  t he  s t r u c t u r e  is l e a s e d  i n i t i a l l y ;  the r e m a i n i n g  a c r e a g e  is l e a s e d  

a f t e r  a d i s c o v e r y  has b e e n  m ad e. T h e  r e m a i n i n g  a c r e a g e  l e a s e d  will be 

" p r o b a b l e  r e s e r v e s , "  a n d  will t h e r e f o r e  b r i n g  a m u c h  h i g h e r  p r i c e  than 

will w i l d c a t  a cre age . L e a s i n g  o f  the P r u d h o e  Bay  s t r u c t u r e  is a g o o d  e x a m p le  

o f  the p e r c e n t  o f  a c r e a g e  o p t i o n .  T h e  initi al lea ses  w e r e  a u c t i o n e d  o f f  for  

a b o u t  12 m i l l i o n  d o l l a r s .  A f t e r  o i T  w a s  d i s e r v e r e d  t he  r e m a i n i n g  a c r e a g e  

( g e n e r a l l y  m a r g i n a l  t r a c t s  n e a r  the oil w a t e r  c o n t r a c t )  w e r e  l e a s e d  in 1969 

f o r  9 0 0  m i l l i o n  d o l l a r s .

Fo r c o m p a r i s o n  p u r p o s e s ,  the i n c o m e  to the  S t a . e  f r o m  l e a s i n g  a w h o l e  

s t r u c t u r e  at the i ni ti a l  a u c t i o n  w a s  c o m p a r e d  to l e a s i n g  o nl y  6 0 %  o f  th e 

s t r u c t u r e  at  the init ial  a u c t i o n  (See F i g ur e 11-13). B i d d i n g  m e t h o d  for  

bo t h  c a s e s  is the "Cash B on u s  B id  at 1 2 . 5 %  R o y a l t y "  m e t h o d .  C o m p a r i s o n s  

w e r e  m a d e  f or  a m e d i u m  s i z e  field ; c a l c u l a t i o n s  f or  b o t h  c ases w e r e  at 10% 
a n d at 9 0 %  p r o b a b i l i t y  o f  s u c c e s s .

F or  the b a s e  c a s e  at 10% p r o b a b i l i t y ,  e a c h  c f  the ten s t r u c t u r e s  (9 d r y  and 

1 p r o d u c t i v e )  w e r e  l e a s ed  in total at the  a u c t i o n ,  bu t all o f  the s t r u c t u r e s  

w e r e  n o t  n e c e s s a r i l y  l e a s e d  at t h e  sa me  a u c t i o n .  For t he  p e r c e n t  o f  a c r e a g e  

o p t i on ,  o n l y  6 0%  o f  ea ch  t r act  w a s  l ea s e d  i n i t i a l l y ;  o u t  o f  10 s t r u c t u r e s  

l e a s e d  in this m a n n e r ,  s t a t i s t i c a l l y ,  9 w o u l d  be b a r r e n  a n d  the r e m a i n i n g  

4 0 %  o f  th e s t r u c t u r e  a c r e a g e  c o u l d  not b e  leased. H o w e v e r ,  a f t e r  d i s c o v e r i n g  

oil in the o n e  good  s t r u c t u r e ,  th e r e m a i n i n g  4 0 %  o f  the a c r e a g e  in that



s t r u c t u r e  c o u l d  be l e a s e d  w i t h  an e x p e c t e d  c o n f i d e n c e  level o f  9 0 %  

p r o b a b i l i t y  of s u c c e s s .  T h e  r e m a i n i n g  4 0 %  o f  t h e  a c r e a g e  in the  

d i s c o v e r y  s t r u c t u r e  w a s  l e a s e d  as b e f o r e  - 1 2 . 5 %  r o y a l t y ,  cas h b on us 

bid. S i n c e  the e x p e c t e d  p r o b a b i l i t y  is n ow  90%, the ca s h  b on u s  bid  

w o u l d  be i n c r e a s e d ,  r e s u l t i n g  in i n c r e a s e d  i n c o m e  to the  State.

At  a ris k f a c t o r  o f  10%; e x p e c t e d  v a l u e  i n c o m e  f r o m  the b a s e  m e t h o d  

w a s  0 . 3 4  b i l l i o n  d o l l a r s  v e r s u s  1.4 b i l l i o n  d o l l a r s  f r o m  the p e r c e n t  

o f  a c r e a g e  o p tio n. (S ome  o f  t he i n c r e a s e d  e x p e c t e d  v a l u e  is d ue  to t axes 

w h i c h  w o u l d  a l s o  be r e c e i v e d  by t he  b a s e  m e t h o d ;  h o w e v e r ,  t h e r e  is an 

ac tua l i n c r e a s e  due to the d i f f e r e n c e  in t h e  b o n u s e s ) .  T h e  b on us  for 

the b a s e  m e t h o d  was 4 8 . 2  m i l l i o n  d o l l a r s  as c o m p a r e d  to 1 7 9. 9 m i l l i o n  

d ol l a r s  f o r  the p e r c e n t  of  a c r e a g e  o p t i o n ,  this r e p r e s e n t s  an actual 

v a lu e  i n c r e a s e  o f  1 31 .7  m i l l i o n  d o l l a r s .

If at the time o f  initial le asi ng , e n o u g h  d a t a  is a v a i l a b l e  so th a t  the 

b i d d e r s  c o n s i d e r  the p r o b a b i l i t y  o f  o c c u r r e n c e  to be 90%, then t h e r e  is 

no g a i n in s t a te  i n c o m e  by w i t h h o l d i n g  a c re a g e ,  this is s h o w n  o n  F i gu re  

11-13. H o w e v e r ,  it w o u l d  be ve r y  r a r e for a n y  g r o u p  to c o n s i d e r  any 

u n d r i l l e d  s t r u c t u r e  as h a v i n g  a 9 0 %  p r o b a b i l i t y  o f  o c c u r r e n c e  (9 0 %  c h a n c e  

the e x p e c t e d  a m o u n t  o f  oil is p re s e n t ) .

W h i l e  for this e x a m p l e ,  the c a l c u l a t i o n s  a n d  d i s c u s s i o n s  w e r e  b a s e d  on an 

oil field h a v i n g  an e x p e c t e d  r e c o v e r y  v a l u e  o f  6 J 0  m i l l i o n  b a r r e l s ,  i n c o m e  

to the S t a t e  can a ls o  be I n c r e a s e d  f or  o t h e r  f iel d sizes. F i g u r e  11-14 

s ho ws a s i m i l a r  c o m p a r i s o n  for a g i a n t  field w h e r e  5 0 %  o f  the a c r e a g e  was 

h e l d  back. H o w e v e r ,  as the f ie ld  s i z e  d e c r e a s e s ,  th ere  b e c o m e s  a s i z e  

w h e r e b y  it's n ot f e a s i b l e  to h a v e  the oil c o m p a n i e s  b i d  on o n l y  a pa r t  

o f  the field. S i n c e  this is a s o m e w h a t  s u b j e c t i v e  f act or,  c a l c u l a t i o n s



I N C O M E  TO S T A T E  OF A L A S K A

C o m p a r i s o n  o f  a n  A l t e r n a t e  L e a s i n g  P a r a m e t e r

M e d i u m  E x p e c t e d  O i l  F i e l d  

( 6 0 0  M i l l i o n  B a r r e l s  R e c o v e r a b l e )

P r o b a b i l i t y  of  O c c u r r e n c e  'n % 

( Ri s k  F ac to r )

N O T E  1: B a s i c  L e a s i n g  M e t n o d

A l l  A c r e a g e  L e a s e d  a t  t h e  S a m e  T i m e  

B o n u s  B i d  Cc 1 2 . 5 %  R o y a l t y

N O T E  2: P e r c e n t  o f  A c r e a g e  - A n  A l t e r n a t e  P a r a m e t e r

6 0 S  L e a s e d  I n i t i a l l y  b y  B o n u s  B i d  @ 1 2 . 5 %  R o y a l t y  

E x p e c t e d  V a l u e  B a s e d  o n  R i s k :  1 0 %

4 0 %  L e a s e d  2 Y e a r s  L a t e r  b y  B o n u s  B i d  @ 1 2 . 5 %  

E x p e c t e d  V a l u e  B a s e d  o n  R i s k :  9 0 %
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a n d  a n a l y s i s  as u s e d  on l a r g e r  s t r u c t u r e s  will n o t  n e c e s s a r i l y  d e l i n e a t e  

the m i n i m u m  s i z e  s t r u c t u r e  on w h i c h  a c r e a g e  c a n  be w i t h h e l d  a t  th e time 

o f  initial le asi ng.  H o w e v e r ,  it will  b e  p o s s i b l e  for the  D M E M  to d e t e r m i n e ,  

d e p e n d i n g  on l o c a t i o n  a n d  o t h e r  c o n d i t i o n s ,  t h e  m i n i m u m  f i e l d  si z e  on w h i c h  

a c r e a g e  can be a d v a n t a g e o u s l y  w i t h h e l d .

F o r  this c o m p a r i s o n ,  t he  d a t a  f o r  bo th  the b a s e  c a s e  a n d  the p e r c e n t  of 

a c r e a g e  o p t i o n  w e r e  o b t a i n e d  f r o m  a b onu s bid  at 1 2 . 5 ^  r o y a l t y  m e t hod .

If o t h e r  m e t h o d s  c o n s i d e r e d  in this r e p o r t  w e r e  u s e d  w i t h  tne p e r c e n t  of  

a c r e a g e  o p t i o n ,  ( r o y a l t y  bid, net p r o f i t s ,  o r  s l i d i n g  s c a l e  r oya lty ) 

e q u i v a l e n t  o r  eve n g r e a t e r  i n c o m e  g a i n s  vou ld be r e a l i ze d.

O f  c o u r s e ,  t h e r e  are o t h e r  p o s s i b i l i t i e s  u n d e r  the p e r c e n t  o f  a c r e a g e

o pt i o n . For e x a m p l e ,  a f t e r  oil has be e n  d i s c o v e r e d  in the p o r t i o n  i n i t i a l l y

le ased , the r e m a i n i n g  a c r e a g e  n e e d  not be l e a s e d  but  c o u l d  be he ld  by the

r e s o u r c e  o w n e r  (S tat e o f  A l a s k a )  for  d i r e c t  p a r t i c i p a t i o n  in the unit.

The v a l u e  o f  this a l t e r n a t i v e  o r  any  a l t e r n a t e  d e p e nd s  on fhe S ta t e ' s  

i n c om e  needs a n d  t h e i r  w i l l i n g n e s s  to s h a r e  risks.

This  model s t u d y  i n di ca te s that S t a t e  i n c o m e  can  be g r e a t l y  i n c r e a se d  

o v e r  the long run by m a p p i n g  s t r u c t u r e s ,  a n a l y z i n g  the p o t e n t ia l p e t r o l e u m  

r es e r v e s  and then  on the b asi s of  r e s o u r c e  e c o n o m e t r i c  c a l c u l a t i o n s ,  f i n d i n g  

the o p t i m u m  p e r c e n t  o f  a c r e a g e  to l e a s e .
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C o m p a r i s o n  o f  a n  A l t e r n a t e  L e a s i n g  M e t h o d

G i a n t  E x p e c t e d  O i l  F i e l d  

(5  B i l l i o n  B a r r e l s  R e c o v e r a b l e )

P r o b a b i l i t y  o f  O c c u r r e n c e  in % 

( R is k  F a c t o r )

N O T E  1: B a s i c  L e a s i n g  M e t h o d

A l l  A c r e a g e  L e a s e d  a t  t h e  S a m e  T i m e  

B o n u s  B i d  0 1 2 . 5 "  R o y a l t y

N O T E  2: P e r c e n t  o f  A c r e a g e  - A n  A l t e r n a t e  M e t h o d

4 0 "  L e a s e  I n i t i a l l y  b y  B o n u s  B i d  @ 1 2 . 5 "  R o y a l t y  

E x p e c t e d  V a l u e  B a s e d  o n  R i s k :  1 0 "

6 0 "  L e a s e d  2 Y e a r s  L a t e r  b y  B o n a s  B i d  @ 1 2 . 5 *  

E x p e c t e d  V a l u e  B a s e d  o n  R i s k :  9 0 "
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M A R G I N A L  F I E L D S  R E Q U I R E  F L E X I B I L I T Y  IN L E A S I N G

M i n i m u m  e c o n o m i c a l  f i e l d s i z e  in A l a s k a  is m u c h  l a r g e r  t h a n  in t h e  l o w e r  48 

s t a t e s . C o n s i d e r i n g  t h e  C o o k  Inlet a r e a  w h e r e  d e v e l o p m e n t  an d p r o d u c t i o n  

c o s t s  a re  h i g h , t h e  m i n i m u m  f i e l d  s i z e  is v e r y  d e p e n d e n t  o n  the p r i c e  o f  c r u d e  

oil. As s h o w n  by Fi gu r e s  11-15 a nd  11-16, f o r  1 2 . 5 %  r o y a l t y  and 18% r a t e - of -  

r et urn , at a c r u d e  oil p r i c e  o f  $ 1 0 . 5 0 / B b l , th e m i n i m u m  f i e l d  s i z e  is a b o u t

5 4 . 8  m i l l i o n  b a r r e l s  r e c o v e r a b l e .  H o w e v e r ,  at  an a v e r a g e  c ru de  p r i c e  o f  

$ 1 7 . 4 0/ B b l  the m i n i m u m  f i e l d  s i z e  ( r e s e r v e s )  is o n l y  a b o u t  13 m i l l i o n  b a r r el s  

r e c o v e r a b l e .

Small f i e l d s  w h i c h  are u n e c o n o m i c  at s p e c i f i c  v al u e s  o f  c r u d e  oil pri ce,  r oya lty ,

a nd  r a t e - o f - r e t u r n  can be m a d e  e c o n o m i c a l  if an y o n e  o r  a c o m b i n a t i o n  o f  t hes e , ^,

•
t h r e e  f a c t o r s  a r e  a p p r o p r i a t e l y  c h a n g e d .  T h e  p r e c e d i n j  p a r a g r a p h  e x p l a i n e d  

t h a t  as c r u d e  oil pr ice s i n c r e a s e ,  the m i n i m u m  f i e l d  s i z e  d e c r e a s e s .  T h e  s a m e  

Fi gu re s  ( 1 1 - 1 5  a n d  11-16), a l s o  s h o w  th a t  f o r  a g i v e n  oil p r i c e  a n d  a f ix ed  

r a t e - o f - r e t u r n ,  as the r o y a l t y  is d e c r e a s e d ,  m i n i m u m  e co n o m i c a l  f i e l d  s i z e  is 

a l s o  d e c r e a s e d .  Th i s  m e a n s  t h a t  small f i e l d s  w h i c h  w o u l d  n o t  be e c o n o m i c a l  

to p r o d u c e  at a 1 2 . 5 %  r o y a l t y ,  c o u l d  be e c o n o m i c a l  if the r oy a l t y  p e r c e n t  was  

d e c r e a s e d .

M i n i m u m  e c o n o m i c a l  f i e l d  s i z e  can a l s o  be d e c r e a s e d  if i n d u s t r y  is w i l l i n g  to 

a c c e p t  r a t e - o f - r e t u r n s  l o w e r  th a n  the 18% u s e d  in this report . Th is  is u n l i k e l y  

h o w e v e r ,  b e c a u s e  the a n t i c i p a t e d  r a t e - o f - r e t u r n  f r o m  a h ig h  risk v e n t u r e  m u s t  

be m u c h  h i g h e r  th an  for a low risk v en tu re .  W h e r e  o n e  w o u l d  be w i l l i n g  to buy 

s e c u r e  b ond s at a 10% r a t e - o f - r e t u r n , he w o u l d  not be w i l l i n g  to i n v e s t  in a 

risk v e n t u r e  if t he b e s t  p o s s i b l e  r a t e - o f - r e t u r n  w a s  o n l y  10%. In b u s i n e s s ,  

as the a m o u n t  o f  risk i n c r e a s e s ,  the a n t i c i p a t e d  r a t e - o f - r e t u r n  f r o m  a s u c c e s s f u l
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E C O N O M I C  L I M I T  D E F I N E D  BY

R O Y A L T Y  V E R S U S  R I S K  

F O R  O I L  W I T H  A V E R A G E  V A L U E  O F  1 0 . 5  D O L L A R S / B A R R E L

A l s o  S h o w s  R o y a l t y  V e r s u s  R e s e r v e s  

A t  T h e  E c o n o m i c  L i m i t

R O Y A L T Y  IN P E R C E N T

P r o b a b i l i t y  o f O c c u r r e n c e  in % 

( R i s k  F a c t o r )



*■ .

\

R O Y A L T Y  I N  P E R C E N T  

P r o b a b i l i t y  of  O c c u r r e n c e  in % 

( R i s k  F a c t or )  _

E C O N O M I C  L I M I T  D E F I N E D  B Y  

R O Y A L T Y  V E R S U S  R I S K

F o r  O i l  W i t h  A v e r a g e  V a l u e  

O f  1 7 . 4 0  D o l l a r s / B a r r e l

A l s o  S h o w s  R o y a l t y  V e r s u s  R e s e r v e s  a t  E c o n o m i c  L i m i t
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v e n t u r e  m u s t  also i n c r e a s e  to c o m p e n s a t e  f or  th e l o s s e s  f r o m  the u n s u c c e s s f u l  

v e nt u r e s .  B e c a u s e  o f  t he  h i g h  risks i n v o l v e d  w i t h  f i n d i n g  a n d  d e v e l o p i n g  an 

oil f'e ld,  it is e n t i r e l y  p r o b a b l e  t h a t  the 18% r a t e - o f - r e t u r n  u s e d  in this 

r e p o *1 low, d e p e n d i n g  on t h e  s p e c i f i c  s t r u c t u r e s  b e i n g  lea s e d  and  on the

bide * h o d s  b e i n g  u s e d  to a u c t i o n  o f f  t h e  leas es.

T h e  S t a t e  ^he c a p a b i l i t y ,  a n d  p e r h a p s  t he  o b l i g a t i o n  to i n f l u e n c e  the 

t i m e l y  d e ve lo p ,  .it and p r o d u c t i o n  o f  small f ie lds . O f  the  t hr ee  p a r a m e t e r s  

w h i c h  m o s t  i n f l u e n c e  the m i n i m u m  e c o n o m i c a l  f i e ld  si ze,  the S t a t e  has the 

c a p a b i l i t y  o f  a d j u s t i n g  o n l y  o n e  o f  th e p a r a m e t e r s  - the r o y a l t y  p e r c e n t .

Ev e n  i f  the r o y a l t y  w e r e  r e d u c e d  to zero, th e S t a t e  w o u l d  r e a l i z e  i n c om e  f r o m  

s e v e r a n c e  tax, c o n s e r v a t i o n  tax, a d v a l o r e m  t ax  a n d  f r o m  i n co me  tax- T h e s e  

t ax  r e v e n u e s  w o u l d  not b e r e a l i z e d  unl es s the  f iel d w e r e  p r o d uc ed .  The oil 

c o m p a n y  m a k e s  s o m e  p r o f i t  a n d  d e r i v e s  b e n e f i t s  f r o m  s u p p l y i n g  r e f i n e r i e s  w i th  

f e e d  st ock . Th e n a t i o n  b e n e f i t s  f r o m  an  i n c r e a s e d  s u p p l y  o f  c r u d e  oil.

M ar gi na l  fie lds  m u s t  be d e v e l o p e d  and  p r o d u c e d  on a t i m e l y basis. For a s p e c i f i c  

s e t  of  c o n d i t i o n s  o f  f i e l d siz e, oil p ri c e ,  r o y a l t y ,  and  r a t e - o f - r e t u r n ,  the 

l o c a t i o n  a nd  d e v e l o p m e n t  t i m i n g  a re  r e l a t e d  a nd  a r e  c r i t i c a l .  F or  e xa m p l e ,  any 

oil f ie ld  w h i c h  is n e a r  a l r e a d y  p r o d u c i n g  fiel ds is m o r e  e c o n o m i c a l  to d e v e l o p  

a nd  to p r o d u c e  t han if it is r e m o t e l y  l oca te d .  Th is  is b e c a u s e  the f a c i l i t i e s ,  

e q u i p m e n t  a n d  pers onn el r e q u i r e d  for t he o p e r a t i n g  f i el d can be u t i l i z e d  in the 

o p e r a t i o n  o f  a sma ll , n e a r b y  field. W h i l e  so m e  a d d i t i o n a l  d i r e c t  l a b or  m a y  

be re qu i r e d ,  the r e p a i r  c rews a n d  s u p e r v i s o r s  c o u l d  c o v e r  b o t h  f i eld s; in 

o t h e r  w o r ds ,  the f i x ed  o p e r a t i n g  costs w o u l d  not s i g n i f i c a n t l y  i n c r e a s e . T h us,  

it is cr it ic a l  that the m ar g i n a l  fields be d e v e l o p e d  a n d  p r o d u c e d  w h i l e  there 

are large p r o d u c i n g  fields in the area.
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T h e  S t a t e  has the c a p a b i l i t y  c*- 

fi elds . T h e  S t a t e  b e n e f i t s  

n at i o n . T h e r e f o r e ,  i f  t h e  u 

f l e x i b l e  l e a s i n g  p r o g r a m  will b 

t a i l o r e d  to e x i s t i n g  c o n d i t i o n s .

« n c o u r a g i n g  the d e v e l o p m e n t  of  ma rg i n a l

l e v e l o p m e n t  as does i n d u s t r y  and  the 

;o e n c o u r a g e  this d e v e l o p m e n t ,  a 

ry so th e leasing s y s t e m  can be



S E N S I T I V I T Y  OF T H I S  A N A L Y S I S  T O  C H A N G E S  IN V A R I O U S  P A R A M E T E R S

E x t r e m e l y  H ig h Risk C a s e s . T wo  l e a s i n g  m e t h o d s  w e r e  a n a l y z e d  at a 1% 

p r o b a b i l i t y  o f  s> c ess to d e t e r m i n e  if t h e  r es u lt s  o b t a i n e d  f r o m  this 

s t u d y  w o u l d  be v a l i d  for e x t r e m e l y  h i g h  r i s k  s i t u a t i o n s .  The  b on us b id  

@ 1 2 . 5 %  r o y a l t y  c as e  and t he r o y a l t y  b i d  a t  f i x e d  b o n u s  c a s e  w e r e  run 

at e x t r e m e l y  h i g h  risk.

T h e  m a j o r  e l e m e n t s  o f  t h e s e e x t r e m e l y  h i g h  risk cas es w e r e  th a t  100 

b o n u s e s  w o u l d  b e  r e c e i v e d  and 100 s t r u c t u r e s  w o u l d  b e  d ri l le d .  The 

b o n u s e s  w e r e  a p p r o p r i a t e l y  f a c t o r e d  to r e f l e c t  th e 1% p r o b a b i l i t y  

a s s i g n e d  to this venture. S i n c e  o u r  s t u d y  a s s u m e s  3 w e l l s  are d r i l l e d  

p e r  s t r u c t u r e ,  t he re  w e r e  a total o f  29 7 d ry  h o l e s  d r i l l e d  - 300 e x p l o r­

at o r y  w e l l s  total. T h e  c o s t  o f  d r i l l i n g  t h e s e  w e l l s  was i n c l u d e d  in both 

c as e s  as d r y  h o l e  e x p l o r a t o r y  cos ts.  For a d ry s t r u c t u r e ,  the b o nu s a nd 

the well co st  w e r e  e x p e n s e d  at s i g n i f i c a n t  tax loss to th e S t at e;  as a 

m a t t e r  o f  fact, the ta x loss c o n s t i t u t e s  4 2 . 3 %  o f  the b on us  r e c ei ve d .

T he  r a t e - o f - r e t u r n  f r o m  hi gh  risk v e n t u r e s  m u s t  be a d e q u a t e  to c o m p e n s a t e  

for the s t a t i s t i c a l  losses. T he  b o n u s  b id  m e t h o d  r e q u i r e s  r e l a t i v e l y  l a r g e r  

b o n u s e s  than d oe s the r o y al ty  b i d  m e t h o d s .  The b onu s is a l e a s e h o l d  i n v e s t­

me n t  i t e m  w h i l e  r o y a l t y  o p e r a t e s  lik e  a c o s t  o f  p r o d u c t i o n .  T h e r e f o r e ,  the 

i n v e s t m e n t  r i s k e d  on a bo nus  b i d  c a s e  is s i g n i f i c a n t l y  h i g h e r  than the i n v e s t­

m e n t  r i s k e d  on a r o y a l t y  b i d  case.



In r e c o g n i t i o n  o f  the r e l a t i v e  ris ks , the b o n u s  b i d  c a s e  w a s  run at a 

h i g h e r  r a t e - o f - r e t u r n  th an  w as  t h e  r o y a l t y  b i d  case. A r a t e - o f - r e t u r n  

o f  2 2 . 5 %  w a s  d e e m e d  r e a s o n a b l e  f o r  t he  b on u s  bid  case. F r o m  the oil 

c o m p a n y ' s  v i e w p o i n t ,  the r o y a l t y  bid  c a s e  is m u c h  m o r e  s e c u r e ;  t h e r e­

fore, w e  a s s u m e d  a 1 0 . 5 %  r a t e - o f - r e t u r n  f o r  this case. T h e  result s o f  

the e c o n o m i c  c a l c u l a t i o n s  a r e  s h o w n  g r a p h i c a l l y  on  F i g u r e  11-17. For 

t h e s e  c o n d i t i o n s  at all d i s c o u n t  r a t e s  f r o m  0% to  10%, the r o y a l t y

bid m e t h o d  p r o v i d e s  s i g n i f i c a n t l y  m o r e  i n c o m e  to the S t a t e  than doe s

th e b o n u s bi d m e t ho d.

Ne xt,  the c as es  w e r e  c o m p a r e d  at equal r a t e s - o f - r e t u r n  (16%). A t  this 

r a t e - o f - r e t u r n , u n d i s c o u n t e d  i n c o m e  f r o m  t he r oy a l t y  bid  c a s e  is h i g h e r  

than fo r t h e  b on us  bi d case. B ut  at a d i s c o u n t  rate o f  2%, the p r e s e n t  

w o r t h  i n c o m e  f r o m  b oth cases is equal - at d i s c o u n t  rates a b o v e  2%, 
the b on us  b i d  c a s e  p ro v i d e s  m o r e  i n c o m e  to the S t a t e  than does the 

r o y a l t y  b i d  case.

C h a n g e s  in C r u d e  Oil P r i c e s . C r u d e  oil p r i c es  u se d  in this rep or t a re  

the T i e r  II p r i c e s  fo r Cook Inlet. T h e r e  p r i c e s  are then e s c a l a t e d  at  a 

rate o f  5% p e r  y e a r  to a m a x i m u m  v a l ue  of $ 1 8 . 0 0  p er  b a r r e l . The m a x i m u m  

v a l u e  o f  $ 1 8 . 0 0  pe r barrel is r e a c h e d  in the t w el ft h  y e a r  a f t e r  the l eas e

s al e,  7 y e a r s  a f t e r  p r o d u c t i o n  s t a r t s .  T he  a v e r a g e  p r i ce  per barrel for

the ca ses  s t u d i e d  is $ 1 7 . 4 0  p e r  b a r r e l.  T he  initial p r i c e  is $ 1 0 . 3 6 / B b l .

The p o s s i b i l i t y  e x i st s that the Federal g o v e r n m e n t  wil l s et  c r u d e oil 

p r i c e s  fo r n e w l y  d i s c o v e r e d  fields. T h e r e f o r e ,  w e  reran the c o m p u t e r  p r o­

grams , c h a n g i n g  o nly the c r u d e  oil pr ic es .  The c o m p a r a t i v e  e ff e c t s  o n  the 

s e l e c t e d  l e a s i n g  m e t h o d s  is s h o w n  in F i g u r e  11-18. This fi gu re  shows s t a te
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D I S C O U N T E D  S T A T E  I N C O M E  V E R S U S  R I S K  

B a s e d  On

E x p e c t e d  V a l u e  Oil Fi el d,  6 0 0  M i l l i o n  B a r r e l s  R e c o v e r a b l e .
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i n c o m e  ( d i s c o u n t e d  6%) ver s u s w e l l h e a d  c r u d e  oil price.

For the r an g e  in c r u d e  oil va lue s s t u d i e d ,  t h e  c o m p a r a t i v e  r e l a t i o n s h i p  

o f  t he s e l e c t e d  b i d d i n g  m e t h o d s  d i d  not  s i g n i f i c a n t l y  chang e. T he  r an ge 

o f  c r u d e  oil p r i c e s  c o n s i d e r e d  w as  $ 7 . 0 0  to $ 2 0 . 0 0  p e r  ba rr el .  O v e r  this 

ra nge , t h e  d i s c o u n t e d  i n c o m e  c u r v e s  for  the b on us  b i d  c a s e  wa s a l w a y s  

lowest , t h e  r o y a l t y  b id c a s e  t he  h i g h e s t ,  an d t he s l i d i n g  s c a l e  r o y a l t y  

c a s e  was i n  b e t w e e n ;  a n e t  p r o f i t  b i d  c a s e  w o u l d  be s i m i l a r  to the r o y a l t y  

b id  case. Thus a c h a n g e  o f  c r u d e  oil pr i c e s  f r o m  a low o f  $ 7 . 0 0  p e r  barrel 

to a high o f  $ 20.00 per  barrel does not  c h a n g e  the c o m p a r a t i v e  r e s u l ts  o f  

this study.

E ffec ts o f  P r o d u c e d  G a s . W e l l h e a d  gas p r o d u c t i o n  wa s c o n s i d e r e d  in this 

st ud y.  T h e r e  a r e  m a n y  u n k n o w n s  w h i c h  e f f e c t  the v a l u e  o f  gas r e m o v e d  f r o m  

oil. S o m e  of t h e s e  u n k n o w n s  are:

1. First, how m u c h  gas is p r o d u c e d  - w h a t  is the p r o d u c i n g  

gas/oil ra tio ?

2. Next, how  m u c h  o f  this gas will be r e q u i r e d  for l e a s e  fuel - 

fuel u s ag e d ep e n d s on the fi eld  l o c a t i o n ,  a v a i l a b i l i t y  o f  c o m m e r c i a l  

e l e c t r i c i t y ,  g r a v i t y  of  the  oil, w a t e r  c o n t e n t ,  e m u l s i o n  c o n d i t i o n ,  t e m p­

e r a t u r e  o f  the p r o d u c t i o n ,  and d i s t a n c e s  f r o m  the g a t h e r i n g  c e n t e r s  to 

the c l e a n i n g  f a c i l i t i e s  a n d  s a l e  point.

3. T hi r d ,  m a r k e t a b i 1 ity o f  the gas - s o m e  Coo k Inlet gas is 

h a n d l e d  a t  a loss, s o m e  is s o l d  at v ar i o u s  values f r o m  a b o u t  1 6 C / M C F  to 

640/MCF.

4. La st ly ,  w h a t  is the p r e s e n t  w o r t h  o f  p ro f i t s  (PWP) r e s u l t i n g  

f r o m  r e i n j e c t i o n  o f the p r o d u c e d  gas?



 ..... ™
S i n c e  e v a l u a t i o n  o f  t h e  p r o d u c e d  g a s  d e p e n d s  on s::veral v a r i a b l e s  t h e  e f f e c t s  

o f  s o l u t i o n  ga s a r e  n o t  h a n d l e d  s e p a r a t e  f r o m  oil 1n t h i s  a n a l y s i s .  T h e  

e f f e c t s  o n t h e  s t u d y  a r e  1n t h e  o r d e r  o f  l e s s  t h a n  12.
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G o v e r n m e n t  and D i s c o u n t  R a t e s . W h a t  d i s c o u n t  r a t e  s h o u l d  g o v e r n m e n t s  w

u s e ?  D i s c o u n t  r at e s  are  u s e d  by b u s i n e s s e s  to c o m p a r e  a l t e r n a t i v e  i n v e s t­

men ts .  T h e  Net P r e s e n t  V a l u e  (NPV) o f  f u t u r e  ca s h  flows t h a t  w o u l d  r e s u l t  

f r o m  a l t e r n a t e  i n v e s t m e n t s  is a u n i f o r m  c o m p a r i s o n  b a se;  it's a b o u t  t h e  o n l y  

o n e  a v a i l a b l e  to b u s i n e s s  ( g o v e r n m e n t s  use a " c o st  to b e n e f i t  rat i o " ).

G oa ls o f  b u s i n e s s e s  d i f f e r  f r o m  t h o s e  o f  g o v e r n m e n t s .  A b u s i n e s s ' s  o n l y  

goal is to m a k e  m o n e y  fo r t h e i r  s t o c k h o l d e r s .  A  g o v e r n m e n t ' s  goal is to 

p r o v i d e  t h o s e  s e r v i c e s  for t he  p o p u l a c e  w h i c h  the y c a n n o t  p r o v i d e  for t h e m­

selves. A b u s i n e s s  w a n t s  to c o n t i n u e  m a k i n g  p r o f i t  to pay m o n e t a r y  d i v i d e n d s  

in p e r p e t u i t y  w h i l e  a g o v e r n m e n t  n ee ds m o n e y  to s u p p l y  s e r v i c e s  in p e r p e t u i t y .

A  b u s i n e s s  uses P r e s e n t  W o r t h  of  P r o f i t s  (PWP) to c o m p a r e  i n v e s t m e n t s ;  to be 

c o n s i s t e n t ,  a g o v e r n m e n t  s h o u l d  u s e  P r e s e n t  W o r t h  o f  S e r v i c e r  (PWS) to c o m p a r e ^

v a r i o u s  o pti on s.  PWP is not  c o m p a b l e  to PWS. S i n c e  a D i s c o u n t e d  Cash Flow

(DCF) is u s e d  to d e t e r m i n e  PWP, it c a n n o t  a l s o  be  used to d e t e r m i n e  PWS, 

t he r e f o r e ,  it m a y  be w r o n g  f o r  g o v e r n m e n t s  to u t i l i z e  a (DCF) as does b u s i n e s s .

A g o v e r n m e n t  has a r e q u i r e m e n t  for  a s u s t a i n e d  i n c o m e  in p e r p e t u i t y .  M on ey  

in a bank p r o v i d e s  no s e r v i c e s  to the p o p u l a c e  - at best, the i n t e r e s t  e a r n e d  

is useful for f u t u r e  s e r v i c e s .  S i n c e  the v a l ue  o f  oil an d gas is i n c r e a s i n g  

w i t h  time (a r e c e n t  US G S  p r e d i c t i o n  i n di cat es c r u d e  oil pri ce s o f  $ 8 0 . 0 0  p e r  

ba rre l by the y e a r  2,0 0 0 , if that's a c c u r a t e  o r  e v e n  5 0 2  a c c u r a t e ) ,  m o r e  

S t a t e  i n co m e  ma y be g a i n e d  by l e a v i n g  it in the g r o u n d  to m a t u r e  than  by 

" b a n k i n g  it" or s p e n d i n g  it f r i v o l o u s l y .  Indeed, if the p r i c e  e s c a l a t i o n  o f  

c r u d e  oil is g r e a t e r  tha n th e b ank i n t e r e s t ,  a loss will r es ul t  f r o m  e a r l y  

removal o f  c r u d e  oil. At this p o i n t  in time, this is a real p o s s i b i l i t y .

P e r ha p s  c u r r e n t  i n c o m e  o v e r  an u a b o v e  c u r r e n t  r e q u i r e m e n t s  s h o u l d  be d i s c o u n t e d  

to a p p r o p r i a t e l y  r e f l e c t  the p ri ce  loss r e s u l t i n g  f ro m e a r ly  removal o f  c r u d e  oil.



W h i l e  it is u n c e r t a i n  t h a t  g o v e r n m e n t s  s h o u l d  u t i l i z e  d i s c o u n t  rates to 

e v a l u a t e  f u t u r e  c ash flo ws,  d a t a  is p r e s e n t e d  f or  d i s c o u n t  r a t e s  o f  62 

a nd  10%. S h o w n  on F i g u r e  1 1 - 1 9  and 1 1 - 2 0  is d i s c o u n t e d  i n c o m e  to the 

S t a t e  f or  th e l e a s i n g  m e t h o d s  a n a l y z e d .  A t  t h e s e  d i s c o u n t  r a t e s , (6% 

an d 10%), t he r e l a t i v e  p o s i t i o n s  o f  t he  i n c o m e  c u r v e s  f o r  t he v a r i o u s  

l e a s i n g  m e t h o d s  do not c h a n g e ,  they o n l y  s h i f t  d o w n w a r d .
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E F F E C T S  OF V A R I O U S  L E A S I N G  M E T H O D S

T o  o b t a i n  the a m o u n t  o f  b o n u s  to be b i d  u n d e r  a c a s h  b o n u s b i d  s y s t e n ,  the 

i n t e r e s t e d  c o m p a n i e s  m a k e  g e o l o g i c a l  a n d  e n g i n e e r i n g  m o d e l s  o f  t he  field. 

This d at a  is put into  a c o m p u t e r  p r o g r a m  a l o n g  v/ith t h e  r a t e - o f - r e t u r n  the 

c o m p a n y  re q u i r e s.  T h e  c o m p u t e r  o u t p u t  lists the  p r e s e n t  w o r t h  o f  p ro fi t s  

at v a ri ou s  r a t e s - o f - r e t u r n  a n d  t he  b on us  w h i c h  can  be p ai d  f or  e a c h  c o m p l e­

me n t  o f  d i s c o u n t  rate and r a t e - o f - r e t u r n .  C o m p a n y  m a n a g e m e n t  the n s e l e c t s  

the b on us b a s e d  on the h i s t o ri ca l  s u c c e s s  o f  the c o m p a n y  in o b t a i n i n g  the 

r e s e r v e s  c a l c u l a t e d  by the e n g i n e e r s  an d g e o l o g i s t s .

T o  d e t e r m i n e  the a m o u n t  to be b i d  u n d e r  the R o y a l t y  B i d  s y s t e m ,  the N e t  

P r o f i t  s y s t e m  o r  the B o n u s  Bi d f o r  S l i d i n g  S c a l e  R o y a l t y  s y s t e m ,  i n p u t  

v a ri a b l e s  are  c h a n g e d  to r e f l e c t  the r e q u i r e d  o u t p u t  data. In all cas es , 

the b i d  p a r a m e t e r  is list ed in the o u t p u t  for v a r i o us  r a t e s - o f - r e t u r n  at 

the c o m p an y' s d i s c o u n t  rate o f  m one y.  This data is f r e q u e n t l y  d i s p l a y e d  on 

a normal d i s t r i b u t i o n  c u r ve  so m a n a g e m e n t  can r e a d i l y  p e r c e i v e  th e b i d  v al ue  

vers us risk.

$

T h e  g eo l o g i c a l  an d e n g i n e e r i n g  risks ar e i n c o r p o r a t e d  into the r e s p e c t i v e  

m od e l s .  H o w e v e r ,  the final risk a p p l i e d  to the b i d  o u o t e  is d o n e  by top 

m a n a g e m e n t  b a s e d  on the s t a t i s t i c a l  s u c c e s s  of  the c o m p an y  in o b t a i n i n g  the 

r e s e r v e s c a l c u l a t e d  by the g e o l o g i s t s  and the e n g i n e e r s .

B on us Bid M e t h o d . This is the m e t h o d  c u r r e n t l y  u s e d  by the S t a t e  o f  A l a s k a ,  

the Federal g o v e r n m e n t  and v a rio us o t h e r  s t a t e  g o v e r n m e n t s .  T he a d v a n t a g e  to M  

the S ta te  is that i m m e d i a t e  i nc o m e  is m a x i m i z e d .  The cash bo nus  can be u t i l i z e d  

by the r e s o u r c e  o w n e r  b e f o r e  any p r o d u c t i o n  is o b t a i n e d .  In the l i k e l y  e v e n t  

o f  a dry s t r u c t u r e ,  th e r e s o u r c e  o w n e r  still has o b t a i n e d  the b on u s ;  the



i m p l i c a t i o n s  o f  a r e s o u r c e  o w n e r  o b t a i n i n g  l a r g e  r e v e n u e s  f o r  n o t h i n g  

is b e y o n d  the  s c o p e  o f thi s r e p o r t . H o w e v e r ,  it d oes s e e m  w a s t e f u l  o f  c a p i t a l 

r es o u r c e s .  It s h o u l d  a l s o  be n o t e d  t h a t  tax d e d u c t i o n s  t a k en  by i n d u s t r y  

in the  u n s u c c e s s f u l  v e n t u r e s  r e s u l t  in a r e d u c t i o n  o f  t he  n e t  b o n us  to the 

S t a t e  o f  A l aska .

T h e  S t a t e  o f  A l a s k a ' s  i n c o m e  needs h a v e  be e n  g r e a t  w h i l e  the s o u r c e s  o f  

i n c o m e  h a v e  be en  few. 3 e n e r a l t y ,  t h e  c ash bon us has b e e n  s p e n t  b e f o r e  the 

f i el d  is d e v e l o p e d ,  a nd  in m a n y  i n s t a n c e s ,  t h e  b o n u s  has be en  s p e n t  e v e n  

b e f o r e  a d i s c o v e r y  has a c t u a l l y  b e e n  made.

C o m p a r e d  to cash b on us  b i d d i n g  t h e r e  is no o t h e r  l e a s i n g  m e t h o d  w h i c h

m a x i m i z e s  the i m m e d i a t e  inc om e to th e S t a t e  o f  A las ka.

T he  d i s a d v a n t a g e s  o f  the b onu s bid, f r o m  the S t a t e ' s  p o s i t i o n ,  is that 

c o n s i d e r a b l e  f u t u r e  i n c o m e  m ay  be s a c r i f i c e d  to o b t a i n  i m m e d i a t e  c as h  income.

T he  b e s t  e x a m p l e  o f  this is that  f o r  all the S t a t e 's  p e t r o l e u m  lea se s on the

N o r th  S l o p e  bonus bids t o t a l e d  912 m i l l i o n  d o l l a r s .  E s t i m a t e d  r ese rv es  

o f  the P r u d h o e  Bay F ie ld  are 9 . 6  b i l l i o n  b ar re l s .  Total S t a t e  b on u s e s  

c o l l e c t e d  f r o m  all N or t h  S l o p e  leases to d a t e  a m o u n t  to o n l y  9 . 5  c ents p e r  

barrel o f  oil for the P r u d h o e  Bay Field. As a d d i t i o n a l  r e s e r v e s  are 

d e v e l o p e d  on the a l r e a d y - l e a s e d  N o r t h  S l o p e  a c r e a g e ,  the b on us  v al ue  

will dr op  b e l o w  this 9.5  cents p er  barrel figure. B o n u s  w i s e ,  the S t a t e

o f  A l a s k a  v i r t u a l l y  gav e aw ay  the P r u d h o e  Ba y oil.

In a d d i t i o n  to the a b o v e  c o n s i d e r a t i o n s ,  the a m o u n t  a v a i l a b l e  for the b on us 

bid is b a s e d  on the c o s t / p r i c e  a s s u m p t i o n s  m a d e  at the t i m e  o f  b i d d i ng .  If

the costs o r  pri c e s c h a n g e  a f t e r  a l ea se has be en  a w a r d e d ,  the c o m p a r a t i v e

v a l u e  o f  the b on us ch an ge s .  If costs d e c r e a s e ,  the  b o n u s  was too low; if  cos ts



i n c r e a s e ,  th e b onus  w as  too h igh . S i m i l a r l y ,  if c r u d e  oil p r i c e s  d e c r e a s e ,  

th e b o n u s  w a s  c o m p a r a t i v e l y  h i g h ;  h o w e v e r ,  in  the  m o r e  p r o b a b l e  e v e n t  t h a t  

c r u d e  oil p ric es  i n c r e a s e ,  t he  b o n u s  w o u l d  t h e n  be too low. T h e  1969 

P r u d h o e  B a y - l e a s e  s a l e  o c c u r r e d  w h e n  C o o k  I n l e t  p r i c e s  a v e r a g e d  2 . 6 3  $ / b b l .

F r o m  t he  p r o d u c i n g  c o m p a n i e s  c o n s i d e r a t i o n ,  th ey  a re m a k i n g  a c o n s i d e r a b l e  

i n v e s t m e n t  s eve ral  y e a r s  b e f o r e  t h e y  c an p o s s i b l y  g e t  any  r e t u r n  f o r  t ha t  

i n v e s t m e n t .  The ca s h  b o n u s  is w a s t e d  if  t he s t r u c t u r e s  are dry. It has 

n o t  p u r c h a s e d  a n y t h i n g  o f  v a l u e  a n d  doe s no t a s s i s t  in the e x p l o r a t i o n  o r  

d e v e l o p m e n t  o f  r e so u r c e s .  F or  s mal l c o m p a n i e s ,  this ca s h  b o n u s  o r  " Fr o n t  

End M o n e y "  im po s e s  a l a r g e  p r o b l e m .  F or  e v e n  l a r g e  c o m p a n i e s  b i d d i n g  on 

large s t r u c t u r e s ,  an e q u i t a b l e  b id  ma y be a s i g n i f i c a n t  part o f  t h e  very 

hi g h  c osts n e e d e d  to b r i n g  the f i e l d  to p r o d u c t i o n .  H e r e  a g a i n  t h e  P r u d h o e  

Bay Fi eld  is a g o c d e x a m p l e .  W h e n  the $0.9 b i l l i o n  b o n u s  is a d d e d  to the 

$8-10 b i l l i o n  for p i p e l i n e  c o s t  plus t he f i e l d  d e v e l o p m e n t  c o s t s  o f  $5-6 

b i l l i o n ,  the a g g r e g a t e  c o s t  s t r a i n s  t he f i n an ci al  m a r k e t s  o f  e ve n a g r o u p  

of  l ar ge  c o m p a n i e s  suc h as A R C O ,  BP, EX XON , an d S0HI0.

In a n t i c i p a t i o n  o f the a b i l i t y  to f i n a n c e  a v e n t u r e  (bonus + d e v e l o p m e n t  + 

t r a n s p o r t a t i o n ) , a c o m p a n y  w o u l d  r e d uc e t h e i r  bonus b i d  b a s e d  on the a v a i l­

ab i l i t y  of capital and  e s p e c i a l l y  on the b asi s of  t h e i r  a b i l i t y  to o b t a i n  the 

n e e d e d  c a p i t a l .

R o y a l t y  Bid M e t h o d . O n  the o t h e r  e nd o f  the b i d d i n g  s p e c t r u m  is the r oy al t y  

bid. This is the b i d d i n g  m e t h o d  m o s t  f r e q u e n t l y  c o m p a r e d  to b on u s  bi ddi ng . 

G e n e r a l l y ,  a small f i x e d  ca sh  b o n u s  is r e q u i r e d  to r e d u c e  s p e c u l a t i o n  by t ho s e  

w h o  h a v e  no i n te n t i o n s  of e x p l o r i n g  the leases. Th e w i n n i n g  b i d d e r  is the

c o m p a n y  w h i c h  bids the h i g h e s t  f r a c t i o n a l  r o y a l t y  to the r e s o u r c e  o wn er .  ^

The r o y a l t y  bid  is a m e a n s  by w h i c h  the r e s o u r c e  o w n e r  can s h a r e  in the b e n e f i t s

o f  a large fi eld  suc h as the P r u d h o e  Ba y Field. H o w e v e r ,  t he  r e s o u r c e  o w n e r

___________________________________________ - 12 4-_____________________________________________________________



m u s t  a l s o  s h a r e  t h e  risks in t he  dry  s t r u c t u r e s ,  f r o m  w h i c h  he  w o u l d  get  

n o t h i n g  e x c e p t  the small f i x e d  bonus.

B a s e d  on t h e  s a m e  g e o l o g ic ,  e n g i n e e r i n g  a nd  e c o n o m i c  m o d e l s ,  an o p e r a t o r  

w o u l d  be m o r e  w i l l i n g  to p r o m i s e  l a r g e  f u t u r e  p a y m e n t s  c o n t i n g e n t  on  the 

s u c c e s s  o f  t h e  e x p l o r a t i o n  a n d  d e v e l o p m e n t  t h a n  he w o u l d  be w i l l i n g  to 

pay an e q u i v i l e n t  a m o u n t  as a l u m p  s u m  ca sh  b on us  at t he  l eas e s a l e  w h e n  

the f i r s t  i n c o m e  f r o m  p r o d u c t i o n  is 4 - 6  o r  m o r e  y e a r s  away; a n d  w h e n  i n­

com e  f r o m  the i n v e s t m e n t  m a y  n e v e r  be re al i z e d .

F r o m  the r e s o u r c e  owner's c o n s i d e r a t i o n ,  a d i s a d v a n t a g e  o f  r o y a l t y  b i d d i n g  is 

t h a t  the o w n e r  s h a r e s  the risk w i t h  the o p e r a t o r .  For a dry s t r u c t u r e ,  the 

o w n e r  w o u l d  r e a l i z e  o n l y  th e small f i xe d  b o n u s  w h e r e a s  u n d e r  the b o nu s bid, 

the o w n e r  w o u l d  n o r m a l l y  h a v e  r e c e i v e d  a l a r g e r  bonus.

R o y a l t y  i n c o m e  to t h e  S t a t e  can be i n f l u e n c e d  by the c r u d e  oil p r i c e s  se t by 

the Federal g o v e r n m e n t .  T h e  i n c o m e  g a i n  to the S t a t e  f r o m  r o y a l t y  b i d d i n g  

as o p p o s e d  to bo nus  b i d d i n g  r es u l t s  in p a r t  f r o m  a r e d u c t i o n  in F e d e r a l  inc o m e  

tax ( F i g u r e  II I - 1 & 2 ).  This o c c u r s  b e c a u s e  the r o y a l t y  oil is not i n c o m e  to 

the o p e r a t i n g  c o m p a n y ,  t h e r e f o r e ,  it is not s u b j e c t  to F ed e r a l  i n c o m e  tax.

S i n c e  the Federa l g o v e r n m e n t  t h r o u g h  the F E A  sets c r u d e  oil p r i c e s ,  they h a v e  

the c a p a c i t y  to a f f e c t  the r o y a l t y  i n c o m e  to the  S t a t e  o f  A l aska . D e c r e a s e d  

c r u d e  oil p ric es  w o u l d  not n e c e s s a r i l y  d e c r e a s e  i nc o m e  to the Fede ral  g o v e r n m e n t  

b e c a u s e  th e y  can m a k e  up the lost t ax es d o w n s t r e a m  o f  the r e f i n er y.  Any  c o n s i d e r­

a t i o n  o f  r o y a l t y  b i d d i n g  s h o u l d  i n c l u d e  the p o s s i b i l i t y  of  the FEA  s e t t i n g  c r u d e  

oil pr i c es  w h i c h  w o u l d  a f f e c t  i n c o m e  to t h e  State.

A n o t h e r  d i s a d v a n t a g e  f r o m  the o w n e r ' s  v i e w p o i n t  is t ha t the r o y a l t y  is a c o s t  of
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p r o d u c t i o n  and, e c o n o m i c a l l y  s p e a k i n g ,  acts like a p r o d u c t i o n  e x p e n s e .  As 

t h e  c os t  o f  p r o d u c t i o n  i n c r e a s e s ,  t h e  m i n i m u m  e c o n o m i c  p r o d u c t i o n  r a t e  is 

i n c r e a s e d .  This m e a n s  t h a t  t he  e c o n o m i c  l i m i t  is r e a c h e d  s o o n e r  in terms 

o f  c u m u l a t i v e  p r o d u c t i o n  as w el l as in y e a r s  o f  f i e l d  life. W h e n  the 

e c o n o m i c  l i m i t  is r e a c h e d  at a l e s s e r  c u m u l a t i v e  p r o d u c t i o n ,  the a m o u n t  o f  

t h e  r e s o u r c e  l ef t  in t h e  g r o u n d  is i n c r e a s e d ,  thus w a s t i n g  a v a l u a b l e  r e s o u r c e .  

R e a c h i n g  t h e  e c o n o m i c  l i m i t  s o o n e r  in y e a r s  also r ed u c e s  the n u m b e r  o f  A l a s k a  

j o b s  a v a i l a b l e .  This p r o b l e m  c o u l d  be  r e s o l v e o  by h a v i n g  the r o y a l t y  d e c r e a s e  

as p r o d u c t i o n  d e c l i n e s  in t h e  f i e l d ' s  ol d a g e  period.

R o y a l t y  b i d d i n g  s h o u l d  e n t i c e  m o r e  c o m p e t i t i o n  in the l e a s i n g  a u c t i o n s .  D u r i n g

O C S  l e a se  s a l e  No. 36 in th e G u l f  o f  M e x i c o ,  s o m e  tra cts  w e r e  put up f o r  r o y a l t y  

b i d  plus f ix ed  cash b on u s  w h i l e  o t h e r  t ra ct s  w e r e  o f f e r e d  at a cash  b o n u s  b i d  ^  

plus 1 6 . 6 7 %  r oyalty. T h e  t r ac t s  l e a s e d  on th e r o y a l t y  b a sis  a v e r a g e d  7.1 bi ds  

p e r  t r a c t  as c o m p a r e d  to o n l y  2.2 bids pe r t r a c t  f o r  t h o s e  l e as e d  by b o n u s  bid.

F r o m  i n d u s t r y ' s  v i e w p o n t ,  r o y a l t y  b i d d i n n  takes m u c h  o f  the u n c e r t a i n t y  o u t  o f

b i d d i n g .  T he  m a j o r i t y  o f  t h e i r  c o m m i t t m e n t  is b a s e d  on the c o n t i n g e n c y  of

p r o d u c t i o n .  If they  d e v e l o p  p r o d u c t i o n ,  t hey pay. If no p r o d u c t i o n  is d e v e l o p­

ed, they  d o n ' t  pay. This a s p e c t  i n c r e a s e s  c o m p e t i t i o n  for the leases a n d  a l l o w s  

th e a l l o c a t i o n  o f  m o r e  c a pita l f or e x p l o r a t i o n ;  h o w e v er ,  it a l s o  m a k e s  it m u c h  

e a s i e r  to w a l k  a w a y  f'-om p o o r  p r o s p e c t s .  By k e e p i n g  the front en d i n v e s t m e n t  

low, i n d u s t r y ' s  c ap ita l f i n a n c i n g  is m u c h  e a s i e r  to obtain . Indeed, if the 

capital m a r k e t  is w ea k, they m a y  h a v e  a d i f f i c u l t  time f i n a n c i n g  the e n t i r e  

pr o j e c t ,  e.g. the T r a n s A l a s k a  Pi p e l i n e .

S i n c e  r o y a l t y  is b a s e d  on p r o d u c t i o n ,  it has the e f f e c t  o f  i n c r e a s i n g  the m i n i m u m  

p r o d u c t i o n  costs and t h e r e f o r e ,  the m i n i m u m  p r o d u c t i o n  rat e for an e c o n o m i c

-128-



o p e r a t i o n .  T h e o r e t i c a l l y ,  as t h e  m i n i m u m  e c o n o m i c  r a t e  is I n c r e a s e d ,  t he 

e c o n o m i c  l i f e  o f  t he  f i e l d  Is s h o r t e n e d ;  t h e r e f o r e ,  t he  c o m p a n y  m a y  

d i s c o n t i n u e  p r o d u c t i o n  o f  a f i e l d  a t  a l e s s e r  p e r c e n t  r e c o v e r a b l e  u n d e r  

r o y a l t y  b id  th a n  w o u l d  o c c u r  u n d e r  b o n u s  b i d d i n g .  T h i s  is s p e c u l a t i v e  

r e a s o n i n g  b e c a u s e  an i n t e g r a t e d  oil c o m p a n y  m a y  o p e r a t e  a f ie ld  a t  a lo ss  

b e c a u s e  r e f i n e r y  f ee d  s t o c k  1s n e e d e d  a n d  b e c a u s e  o p e r a t i n g  l o s s e s  c a n  be 

m a d e  u p  d o w n s t r e a m .  In actual p r a c t i c e ,  v e r y  f e w  f i e l d s  h a v e  bee n a b a n d o n e d .  

T h e y  m a y  b e  s h u t  in o r  p r o d u c t i o n  s u s p e n d e d  a w a i t i n g  r e c o m p l e t i o n ,  s t i m u l a t i o n ,  

o r  s e c o n d a r y  r e c o v e r y ,  b ut  t h e y  a r e  s e l d o m  a b a n d o n e d  to t he  e x t e n t  o f  

r e c o v e r i n g  t h e  e q u i p m e n t ,  p l u g g i n g  t h e  well b o r e  a n d  c u t t i n g  o f f  the  c a s i n g  

b e l o w  g r o u n d  level.

N et  P r o f i t  Bid M e t h o d . U n d e r  thi s s y s t em ,  i n d u s t r y  b id s  on the p e r c e n t  o f  

n et  p r o f i t s  ( af te r  c a pit al r e c o v e r y  b u t  b e f o r e  t a x e s )  w h i c h  will be r e t u r n e d  

to t h e  r e s o u r c e  o wn e r .  P r o f i t s  w h i c h  are  to  be s p l i t  a re  t h o s e  o b t a i n e d  a f t e r  

the l e s s e e  has r e c o v e r e d  all o f  this I n v e s t e d  c ap ita l pl u s  a nomina l i n t e r e s t  

value . A l s o ,  a t  th e ti m e  o f  l e a s i n g ,  a small f i x e d  c a s h  b o n u s is r e q u i r e d  as 

e a r n e s t  m o ne y .  In thi s  study, the f i x e d  b o nu s  w a s  b a s e d  on e x p e c t e d  r e s e r v e s  

w i t h i n  the l e a s e d  a c r e ag e.

E c o n o m i c a l l y ,  t hi s  s y s t e m  is v e r y  s i m i l a r  to the r o y a l t y  bid syst em.  T h a t  

1s, t he  f r o n t  e n d  m o n e y  r e q u i r e d  is low. T h e  m a j o r i t y  of r e t u r n  to the 

r e s o u r c e  o w n e r  1s p r e d i c a t e d  on t he  p r o f i t a b l e  p r o d u c t i o n  of  the r e s o u r c e .  

S i m i l a r  to r o y a l t y  b i d d i n g ,  th e r e s o u r c e  o w n e r  s h a r e s  the r i s k  o f  not  o b t a i n i n g  

p r o f i t a b l e  p r o d u c t i o n .  If p r o f i t s  a r e  no t m a d e ,  t h e  r e s o u r c e  o w n e r ' s  o n l y  

i n c o m e  1$ the small f i x e d  b o nus  p a i d  at  the t im e of le asi ng.

S om e  o f  the f i na n c i a l a d v a n t a g e s  of  this  s y s t e m  a re  v e r y  s i m i l a r  to t h o s e  of 

r o y a l t y  b id d i n g .  S i n c e  the f r o n t  e nd  m o n e y  is low, f i n a n c i n g  e x p l o r a t i o n  a nd



d e v e l o p m e n t  costs is m u c h  e a s i e r  f or  t h e  c o m p a n y  t h a n  u n d e r  the  c u r r e n t  

b on us  bi d s ys tem . T h e  l e s s e e  s h o u l a  b e  w i l l i n g  to b i d  m o r e  m o n e y  c o n t i n g e n t  

on f u t u r e  p r o f i t s  then he w o u l d  be w i l l i n g  to b i d  for  a lump s u m  cash b onu s 

bid.

T i m i l a r  to the r o y a l t y  bid s y s t e m ,  the n e t  p r o f i t  s y s t e m  o p e r a t e s  as an 

i n c r e a s e d  c o s t  o f  p r o d u c t i o n .  T h a t  is, it r ai se s  the m i n i m u m  e c o n o m i c  v al u e  

o f  p r o d u c t i o n .  As this m i n i m u m  e c o n o m i c  v a l u e  o f  p r o d u c t i o n  is i n c r e a s e d ,  

the e c o n o m i c  life  o f  th e f i e l d  is r e a c h e d  at a l e s s e r  c u m u l a t i v e  p r o d u c t i o n  

a nd  at a s h o r t e r  ti m e  in y e a r s .  H o w e v e r ,  as wa s d i s c u s s e d  u n d e r  r o y a lt y 

b i d d i n g ,  t h e  e c o n o m i c  l i m i t  is not n e c e s s a r i l y  the c u t - o f f  p o i nt  as f a r  as 

the c o m p a n y ' s  w i l l i n g n e s s  to p r o d u c e  a field. T h i s  is b e c a u s e  t he c o m p a n y  

ma y n e e d  t h e  feed sto c k s  to o p e r a t e  t h e i r  r e f i n e r y ;  and b e c a u s e  p ro f i t s  lost 

f r o m  o p e r a t i o n  can be m a d e  up d o w n s t r e a m  o f  the r ef in ery . Also, m arg i n al  on- w  

s h o r e  fie l d s  are  g e n e r a l l y  k e p t  in o p e r a t i o n  p e n d i n g  so me  remedial w o r k ,  

s t i m u l a t i o n ,  s e c o n d a r y  r e c o v e r y  plans o r  p e n d i n g  s i g n i f i c a n t  c r ud e  oil p ri ce  

i nc re a s e s .

A d i s a d v a n t a g e  o f  the n et  p r o f i t  s y s t e m  is that s i n c e  the r e s o u r c e  o w n e r ' s  

i n c o m e  is b a s ed  on the net  p r o f i t s  o f  the c o m p a n y ,  the r e s o u r c e  o w n e r  will 

w a n t  to k n o w  w h a t  the actual p ro fi t s  are. T o  e n s u r e  that o n l y  a p p l i c a b l e  

c os ts  are d e d u c t e d  f ro m i nco me,  it w o u l d  be n e c e s s a r y  that the r e s o u r c e  o w n e r

do e x t e n s i v e  a u d i t i n g  o f  the b o o k s  o f  ail o f  the c o m p a n i e s  w h i c h  w e r e  p r o d u c i n g  

f r o m  leases o b t a i n e d  u n d e r  the net p ro f i t s  s y s t e m  of  b idd ing . A lso, there

c o u l d  be a g oo d deal o f  c o n t r o v e r s y  r e g a r d i n g  th e need for and the c h a r g e a b l e

co sts  o f  s o m e  i n v e s t m e n t  items.

A n o t h e r  d i s a a v a n t a g e  c o u l d  be that  th e c o m p a n i e s  w o u l d  a t t e m p t  to c o n s o l i d a t e



p r o f i t a b l e  v e n t u r e s  w i t h  l o s i n g  v e n t u r e s  (this is s o m e t i m e s  c a l l e d  cross 

s u b s i d y ).  T hi s is p o s s i b l e  w i t h i n  th e : a m e  l e a s e  o r  f i e l d  as w h e n  a p r o­

fi t a b l e  o p t i o n  is c o o r d i n a t e d  w i t h  an u n p r o f i t a b l e  o n e  - f or  e x a m p l e ;  

f i e l d  e x t e n s i o n s ,  pool e x t e n s i o n s ,  s e c o n d a r y  r e c o v e r y  p r o j e c t s ,  p r o d u c t i o n  

a c c e l e r a t i o n  p r o j e c t s ,  f a c i l i t i e s  e x p a n s i o n  a n d  o t her s.

S l i d i n g  S c a l e  R o y a l t y  M e t h o d . F o r  this l e a s i n g  m e t h o d ,  r o y a l t y  rates w h i c h  

i n c r e a s e  w i t h  p r o d u c t i o n  r ate s are  s e t  b y  the  r e s o u r c e  o w n er ;  bids  are 

a w a r d e d  to the b i d d e r  w h o  o f f e r s  t h e  h i g h e s t  ca s h  bonus.

Th i s  m e t h o d  o f  l e a s i n g  c o m b i n e s  t he  g o o d  p o in ts  o f  the c ash bo nus  bid at 

f i x e d  r o y a l t y  s y s t e m  w i t h  the g o o d  p o i n t s  of  the  r o y a l t y  bid s y s t e m.  In 

e f f e c t ,  it's a c o m p r o m i s e  b e t w e e n  t he two sy ste ms.

T he  s l i c i n g  s c a l e  r o y a l t y  s y s t e m  has the a d v a n t a g e  of  a l l o w i n g  the r es o ur c e  

o w n e r  to r e a l i z e  s o m e  i m m e d i a t e  i n c o m e  f r o m  l e a s e  sales and still all o w s  some 

p a r t i c i p a t i o n  in the p r o f i t s  s h o u l d  a l a r g e  f i e l d  be d i s c o v e r e d  - for e x a m p l e ,  

P r u d h o e  Bay. T h e  cash b o nu s r e c e i v e d  w o u l d  be less than u n de r  b on us  b i d d i n g  

at f i x e d  r o y a l t y ,  but w o u l d  be m o r e  tha n the b on us  r e q u i r e d  for e i t h e r  the 

r o y a l t y  b i d  o r  the net p r o f i t  s y s t e m s .  T he r o y a l t y  r e c e i v e d  w o u l d  be g r e a t e r  

th a n  for b o n u s  b i d d i n g  a n d  less than u n d e r  the r o y a l t y  b id  o r  the net p r o f i t  

b id  s y s te ms .

U n d e r  this m e t h o d  o f  l e a s i n g ,  p r i o r  to t h e  s a l es ,  t h e  S t a t e  se ts  a p r e d e t e r m i n e d  

s l i d i n g  s c a l e  r o y a l t y  r a t e  w h i c h  c an  be b a s e d  on a v a r i e t y  o f  p a r a m e t e r s .  A 

v e r y  c o m m o n  o n e  1s p r o d u c t i o n  r a t e  o f  t he w e l l s ,  i n d i v i d u a l l y  or b as ed on the 

a v e r a g e  well p r o d u c t i o n  r a t e  f o r  t he  m o n t h .  T h e  i n t e r e s t e d  b i d d e r s  then bid on
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a m o u n t  o f  a f i x e d  c a s h  b on u s  w h i c h  t h e y  w i l l  g i v e  to t h e  r e s o u r c e  o w n e r  f o r  

the p r i v i l e g e  o f  e x p l o r i n g ,  d e v e l o p i n g ,  a nd  h o p e f u l l y  p r o d u c i n g  f r o m  the 

l e a s e d  tract.

T h e  s l i d i n g  s c a l e  r o y a l t y  m e t h o d  is a ve ry  c o n v e n i e n t  tool w h i c h  t he  S t a t e

can u t i l i z e  to p r o l o n g  f i e l d  l i f e  a n d  i n c r e a s e  u l t i m a t e  re co ve r y .  As n o r m a l l y

us ed,  s l i d i n g  s c a l e  r o y a l t y  i n c r e a s e s  the p e r c e n t  r o y a l t y  a b o v e  a b a s e  p e r c e n t

( u s u a l l y  1 2 . 5 %  o r  16.67 %) d e p e n d i n g  on p r o d u c t i o n  rate. H o w e v e r ,  f or  very

small f ie ld s  (and  as l a r g e  f i el d s  d e c l i n e ) ,  the r o y a l t y  p e r c e n t  c o u l d  be

d e c r e a s e d .  F i g u r e  III-3 s ho w s  t h a t  for  a c r u d e  oil p r i c e  o f  $ 1 0 . 5 0 / B b l , an d

a r a t e - o f - r e t u r n  o f  18%, a f i e l d  o f  30 m i l l i o n  b a r r e l s  r e c o v e r a b l e  is o n l y

e c o n o m i c  i f  the S t a t e  is w i l l i n g  to a c c e p t  a b o u t  6% r o ya l t y .  It c o u l d  a l s o  be

e c o n o m i c  if i n d u s t r y  w as  w i l l i n g  to a c c e p t  l o w e r  r a t e s - o f - r e t u r n ;  h o w e v e r ,  for

high risk v e n t u r e s ,  a r e a s o n a b l e  r a t e - o f - r e t u r n  w o u l d  p r o b a b l y  be n e a r e r  to 2 5 %  

than the 18% u s e d  in this r e por t.

P e r c e n t  o f  A c r e a g e  O p t i o n . W i t h h o l d i n g  a p e r c e n t  o f  the a c r e a g e  is a l e a s i n g  

o p t i o n  w h i c h  has r e s u l t e d  in i n c r e a s e d  i n c o m e  to r e s o u r c e  owner s. T h e  e l e m e n t s  

o f  this o p t i o n  a r e  t h a t  o n l y  40 to 60 p e r c e n t  o f  the a c r e a g e  is l e a s e d  at the 

initial a u c t i o n ;  the b a l a n c e  o f  the a c r e a g e  is l e a s e d  a f t e r  a d i s c o v e r y  is 

m ad e. If on l y  d ry s t r u c t u r e s  a re  f ou n d ,  the r e m a i n i n g  a c r e a g e  w o u l d  not be 

leased.

At t he initial l e a s i n g ,  all bids will be d i s c o u n t e d  f or  the risks i n v o l v e d . 

A f t e r  e x p l o r a t o r y  w e l l s  h a v e  b e e n  d r i l l e d ,  e i t h e r  r e s e r v e s  will be f ou nd  o r  th e 

s t r u c t u r e  will be dry. If dry s t r u c t u r e s  are foun d, th e r e m a n i n g  a c r e a g e  will 

no t be leased. If r e s e r v e s  a re fou nd,  the r e m a i n i n g  a c r e a g e  can  be l e a se d  as 

p r o v e n  res erves and will thus b r i n g  in p r e m i u m  bids.



Th i s  o f  c o u r s e  is w h a t  h a p p e n e d  w i t h  the  P r u d h o e  B a y  oil field. P r i o r

to d i s c o v e r i n g  oil in 1 96 9, A r c t i c  S l o p e  c o m p e t i t i v e  b i d  b o n u s e s  t o t a l e d

o n l y  12 m i l l i o n  d o l l a r s .  A f t e r  oil w a s  d i s c o v e r e d ,  c o m p e t i t i v e  b o n u s e s  

f o r  the r e m a i n i n g  a c r e a g e  t o t a l e d  9 00 mi 11 ■'on d o l l a r s  - m o s t  o f  this a c r e­

age  s t r a d d l e d  t h e  o i l / w a t e r  c o n t a c t  a n d  w a s  d e f i n i t e l y  i n f e r i o r  to p r e v i o u s­

ly l e a s e d  tracts.

W i t h h o l d i n g  a c r e a g e  ca n i n c r e a s e  i n c o m e  to the r e s o u r c e  o w n e r  b e c a u s e  

i r r e s p e c t i v e  o f  t h e  ri sks  i n i t i a l l y  a p p l i e d ,  a f t e r  a d i s c o v e r y  is m a d e  th e

r e m a i n i n g  a c r e a g e  m a y  be  c o n s i d e r e d  as p r o b a b l e  r e s e r v e s  by  the b i d d e rs .

T h us ,  the i n c r e a s e d  i n c o m e  is d u e  to a d e c r e a s e  in risk, n ot  b e c a u s e  o f

the b i d d i n g  m e t h o d  u t i l i z e d .  In fact, any b i d d i n g  m e t h o d  c o u l d  be u s e d  in

c o n j u n c t i o n  w i t h  the p e r c e n t  o f  a c r e a g e  o pti on.

T h e r e  are s o m e  d a n g e r s  in w i t h h o l d i n g  a c r e a g e .  In a reas  w h e r e  a g re at  deal

o f  u n c e r t a i n t y  e x i s t s ,  if too l i t t l e  o f  the s t r u c t u r e  o r  b a s i n  is o f f e r e d  at

the initial a u c t i o n ,  t h e r e  m a y  be few b i d d e r s .  If too m u c h  o f  the b a s i n  is 

o f f e r e d  at the initial a u c t i o n ,  it m a y  turn ou t t h a t  the p r o d u c t i v e  a c r e a g e  

is e n t i r e l y  w i t h i n  the l e a s e d  t r act s. T h e r e f o r e ,  the b i d d i n g  m e t h o d s  s h o u l d  

be as c a r e f u l l y  t a i l o r e d  to the p a r t i c u l a r  s t r u c t u r e  o r  b a s i n  b e i n g  l e a se d  

as if the w h o l e  w o u l d  b e l e a s e d  at th e f i r s t  au ct io n .

T he  p e r c e n t  o f  a c r e a g e  l e a s i n g  o p t i o n  is a t e c h n i q u e  o f  w i t h h o l d i n g  a p art 

o r  a b l o c k  o f  t h e  l e a s e a b l e  a c r e a g e ;  it s h o u l d  n o t  be c o n f u s e d  w i t h  " c h e c k e r  

b o a r d i n g " .  C h e c k e r  b o a r d i n g  is a l e a s i n g  o p t i o n  w h e r e b y  o n l y  a l t e r n a t e  

s e c t i o n s  a^ e l e a s e d  i n i t i a l l y .  In the  l o w e r  43 s t a t e s  w h e r e  f ie ld s  are  s m a l l ,  

c o s t  are r e l a t i v e l y  low, a nd well s p a c i n g  m a y  be as c l o s e  as o ne  to e a c h  5 o r  

10 a cr e s ,  c h e c k e r  b o a r d i n g  m a y  be  e q u i t a b l e  to th e o p e r a t o r .  H o w e v e r ,  in



A l a s k a  w h e r e  well s p a c i n g  is 1 well f o r  e a c h  1 6 0  a c r e s  a n d  c o s t  a r e  h i g h ,  

fiel ds m u s t  be l a r g e  to e n c o u r a g e  e c o n o m i c  d e v e l o p m e n t .  C h e c k e r  b o a r d i n g  

a l t e r n a t e  s e c t i o n s  in A l a s k a  w o u l d  be u n e c o n o m i c  to l e a s e e s  a n d  w o u l d  

p r o b a b l y  r e s u l t  in the t r a c t s  n o t  b e i n g  l e a se d.  In t he  p e r c e n t  o f  a c r e a g e  

o p t i o n ,  w e  are c o n s i d e r i n g  t h a t  o n l y  4 0 - 6 0 %  o f  the s t r u c t u r e  is l e a s e d

A

i n i t i a l l y  - t h a t  is, a f e w  l a r g e  b l o c k s  w o u l d  be  w i t h h e l d .
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OTHER CONSIDERATIONS

The p u r p l e  o f  an  a u c t i o n  is to a l l o w  the  b i d d e r s  to s e t  t he  f a i r  m a r k e t  

v al u e  o f  the  c o m m o d i t y  b e i n g  sold. T h e  f a i r  m a r k e t  v a l u e  can o n l y  be 

o b t a i n e d  w h e n  t h e r e  is a s u f f i c i e n t  n u m b e r  o f  b i d d e r s  to i n s u r e  actual 

c o m p e t i t i o n .  A n y t h i n g  t h a t  i n c r e a s e s  the n u m b e r  o f  b i d d e r s  i n c r e a s e s  the 

c o m p e t i t i o n  and t h e r e f o r e  i n c r e a s e s  the p r o b a b i l i t y  o f  t h e  s e l l e r  o b t a i n i n g  

the true  m a r k e t  v a lu e f or  his goods. On the o t h e r  hand, a n y t h i n g  th a t  

d e c r e a s e s  the c o m p e t i t i o n  d e c r e a s e s  t he  p r o b a b i l i t y  tha t the  s a l e  p r i c e  will

be the f a i r  m a r k e t  value.

*

For a v a r i et y  o f  rea so n s ,  the l a r g e  oil c o m p a n i e s  t en d to c o m b i n e  in p a r t n e r­

sh i p  g r o u p s  and m a k e  j o i n t  bids. Thi s p r a c t i c e  tends to s p r e a d  t h e i r  risks,

i
but it a l s o  tends to r e d u c e  c o m p e t i t i o n  in b i d d in g.  In an a t t e m p t  to e n c o u r a g e  

c o m p e t i t i o n ,  the Federal g o v e r n m e n t  has p r o h i b i t e d  the  9 l a r g e s t  oil c o m p a n i e s  

f r o m  b i d d i n g  t o g e t h e r  - the c o m p a n i e s  are l i s t e d  in the  Federal R e g i s t e r  

A n n o u n c e m e n t  d a t e d  S e p t e m b e r  27, 1976. This is an o p t i o n  that A l a s k a  o u g h t  to

c o n s i d e r  e m u l a t i n g  in all f u t u r e  l ea se  sales.

A ls o, the S t a t e  s h o u l d  c o n s i d e r  a l l o w i n g  i n d u s t r y  to pay t h e i r  cash  b o n us  bids 

on an i n s t a l l m e n t  basis. This w o u l d  s p r e a d  o u t  the i n c o m e  to the S t a t e  a n d  

w o u l d  e a s e  f i n a n c i n g  p r o b l e m s  f or  the c o mp a n i e s .  In A l a s k a  w h e r e  b on u s  b ids, 

and e x p l o r a t i o n  and d e v e l o p m e n t  costs ten d to be h i g h , small c o m p a n i e s  are 

v i r t u a l l y  e x c l u d e d  f r o m  c o m p e t i n g .  If they  c o u l d  pay t he ir cash bo nus  bids

on an i n s t a l l m e n t  ba s i s ,  t h e y  c o u l d  p o s s i b l y  c o m p e t e  in th e b i d di ng ,  (a 

bo n d  s h o u l d  be r e q u i r e d  to i n s u r e  p a y m e n t  o f  the b a l a nc e ) .  As d ' s c u s s e d  ^ 

e a r l i e r ,  t.ie w i n n i n g  bid a t  an a u c t i o n  is m o r e  a p t  to a p p r o a c h  the f a i r

m a r k e t  v a l u e  w h e n  t h e r e  a re  a l a r g e  n u m b e r  o f  p a r t i c i p a n t s .



This r e p o r t  hns p r e s e n t e d  a n a l y t i c a l  c o m p a r i s o n s  a n d  d i s c u s s i o n s  o f  f o u r  

b i d d i n g  m e t h o d s  and  o f  o ne  l e a s i n g  o p t i o n .  Model fi e l d s w e r e  c o n s t r u c t e d  

b a s e d  on e x i s t i n g  A l a s k a  f ie l d s .  I n c o m e to the S t a t e  w a s  c o m p u t e r  c a l c u l­

ated f o r  ea c h  o f  the a n a l y z e d  b i d d i n g  m e t h o d s .  T h e  a d v a n t a g e s  a nd  d i s a d­

va n t a g e s  o f  e ac h  o f  t he  f o u r  b i d d i n g  m e t h o d s  w a s  d i s c u s s e d ,  o n e  m e t h o d  at

a time. The m a j o r  a d v a n t a g e s  and  d i s a d v a n t a g e s  w h i c h  s h o u l d  be c o n s i d e r e d

a re  s u m m a r i z e d  in the f o l l o w i n g  p a r a g r a p h s .

P r o p e r  s e l e c t i o n  o f  a b i d d i n g  m e t h o d  can o p t i m i z e  b e n e f i t s  to the S t a t e  in 

va ri ou s  ways:

1. I n c r e a s e  i m m e d i a t e  i n c om e

2. S u s t a i n e d  y e a r l y  i n c o m e

3. I n c r e a s e d  total i n c o m e

4. E n c o u r a g e  e x p l o r a t i o n  a c t i v i t y

5. P r o l o n g  f i e l d  life

6 . E n c o u i a g e  d e v e l o p m e n t  o f  m a r g i n a l  fields.

7. I n c r e a s e  the n u m b e r  o f  b i d d e r s .

T h e r e  is no "one" b e s t  m e t h o d  w h i c h  can m a x i m i z e  all o f  the a b o v e  p o s s i b l e  

a d v a n t a g e s  to the State. To s e l e c t  a b i d d i n g  m e t h o d  for  a p a r t i c u l a r  lease 

sale, the s e l e c t o r  m u s t  k no w  th e r e l a t i v e  i m p o r t a n c e  o f  the  a b o v e  c r i t e r i a  

at that p o i n t  in time.

For ea ch  o f  the a n a l y z e d  l e a s i n g  m e t h o d s ,  t he r e  ar e r e l a t i v e  d i s a d v a n t a g e s  

as well as the a d v a n t a g e s .  T h e  m e t n o d s  w h i c h  h a v e  the m o s t  d i s t i n c t  a d v a n t a g e  

in on e c r i t e r i a  will h a v e  a d i s t i n c t  d i s a d v a n t a g e  in a n o t h e r  c r i t e r i a .  Some



o f  th e m o r e  o b v i o u s  d i s a d v a n t a g e s  o f  t h e  v a r i o u s  l e a s i n g  s y s t e m s  a n a l y z e d  are :

1. R e d u c t i o n  in t ota l s t a t e  i n c o m e

2. R e d u c t i o n  in i m e d i a t e  i n c o m e

3. D e c r e a s e d  e x p l o r a t i o n  a c t i v i t i e s

4. S h o r t e n e d  e c o n o m i c  f i e l d  l if e

5. D i s c o u r a g e  d e v e l o p m e n t  o f  m a r g i n a l  f i e l d s

6. R e q u i r e  s t r i c t  S t a t e  s u r v e i l l a n c e  of  oil i n d u s t r y  a c c o u n t i n g

7. D e c r e a s e  t h e  n u m b e r  o f  b i dd e r s .

8 . V a r y i n g  d e g r e e s  o f  r i s k  a s s u m e d  by t h e  S t a t e  

T h e s e  d i s a d v a n t a g e s  ar e a c o m p i l a t i o n  of  th e d i s a d v a n t a g e s  o f  the v a r i o u s  

l e a s i n g  s y s t e m s  a n a l y z e d .  T h e y  a r e  n o t  all a t t r i b u t a b l e  to a n y  o n e  s y s tem .

S e l e c t i o n  o f  the l e a s i n g  m e t h o d  to be u s e d  f or  s e l l i n g  r e s o u r c e s  in a

s p e c i f i c  s t r u c t u r e  m u s t  i n c l u d e  c o n s i d e r a t i o n  of t h e  d i s a d v a n t a g e s  to be

m i n i m i z e -  as well as the  a d v a n t a g e s  to be m a x i m i z e d  or at l e a s t  o p t i m i z e d .

»
A f l e x i b l e  l e a s i n g  s y s t e m  b a s e d  on a n a l y t i c a l  r e s e a r c h  will a l l o w  n o t  o n l y  

the s e l e c t i o n  o f  the " b es t"  m e t h o d  b u t  the c o m b i n a t i o n  o f  v a r i o u s  m e t h o d s  to 

p r o d u c e  a p r o d u c t  t hat will m a x i m i z e  the b e n e f i t s  l i s t e d  an d m i n i m i z e  the 

d i s a d v a n t a g e s .

T h e r e  is no s i n g l e  l e a s i n g  m e t h o d  w h i c h  is th e b e s t  in all s i t u a t i o n s .  T he  

s e l e c t i o n  o f  a l e a s i n g  m e t h o d  f or  a p a r t i c u l a r  l e a s e  is d e p e n d e n t  on the 

s t r u c t u r e s  b e i n g  l e a s e d  a nd  on the S t a t e ' s  I n c o m e  r e q u i r e m e n t s  at t h e  t im e  

o f  l e as in g .  A n a l y t i c a l  d a t a  has be e n  p r e s e n t e d  w h i c h  s h o w  some  m e t h o d s  m a x i m i z e  

I m m e d i a t e  i n c o m e  w h i l e  o t h e r s  m a x i m i z e  total inco me.  All o f  the m e t h o d s  

d i s c u s s e d  in this r e p o r t  h a v e  a d v a n t a g e s  and d i s a d v a n t a g e s  r e l a t i v e  to the 

o t h e r  m e t h o ds .  O n l y  by u n d e r s t a n d i n g  the  a t m o s p h e r e  in the S t at e  and 

r e q u i r e m e n t s  o f  the S t a t e  a t  the t i m e  o f  l e a s in g  can the " be st  m e t h o d "  be 

s e l e c t e d :  e.g. the o n e  w h i c h  has a d v a n t a g e s  w e  v/ant to m a x i m i z e  a l o n g  w i t h

d i s a d v a n t a g e s  w e  car. t o l e r a t e .
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P E T R O L E U M  F " E L D  M O D E L S

T hi s  s t u d y  c o n c e r n s  t h e  e f f e c t  o f  d i f f e r e n t  l e a s i n g  m e t h o d s  on the i n c o m e  

r e c e i v e d  by t he S t a t e  o f  A l a s k a  f r o m  the d e v e l o p m e n t  o f  its p e t r o l e u m  

r e so u r c e s .  T h e r e f o r e ,  th e s t u d y  t e a m  c h o s e  k n o w n  A l a s k a n  f i e l d s  as the 

f o u n d a t i o n  on w h i c h  to b u i l d  f i v e  oil f i e l d  m o d e l s .  Ei . o f  t h e  l e a s i n g  

m e t h o d s  w as  t e s t e d  on the m o d e l s ,  a n d  t h e  i n c o m e  to t he S t a t e  a n d  to 

i n d u s t r y  was  m e a s u r e d ,  t h e r e b y  e n a b l i n g  e v a l u a t i o n  o f  the l e a s i n g  m e t h o d s .

T he  d i s c u s s i o n  o f  the E n g i n e e r i n g / G e o l o g i c  m o d e l s  f o l l o w s :

P r o v e n  A l a s k a n  oil fie ld s r a n g e  in s i z e  f r o m  less than 8 0  m i l l i o n  to a b o u t  

8 b i l l i o n  b a r r e l s  o f  r e c o v e r a b l e  oil. Fiv e model f i e l d s  w h i c h  r a n g e  

f r o m  50 m i l l i o n  to 5 b i l l i o n  b a r r e l s  of  r e c o v e r a b l e  oil w e r e  c h o s e n  

as r e p r e s e n t a t i v e  o f  t he  s izes  o f  oil f ie l d s  w h i c h  m a y  be f o u n d  in A l a s k a  in * 

the future. T h e  s m a l l e s t  o f  the  model f i eld s, M e r c u r y ,  c o n t a i n s  a p p r o x i m a t e l y  

50 m i l l i o n  barrels. Mars 110 m i l l i o n ,  Venus 600  m i l l i o n ,  N e p t u n e  1 b i l l i o n  a n d  

J u p i t e r  5 b i l l i o n  b a r re ls .  T h e s e  f i el ds  are  r a n k e d  as m a r g i n a l ,  sma ll,  m e d i u m  

la rg e a n d  g i a n t  (as c o m p a r e d  w i t h  A l a s k a n  oil f ields).

The 50 m i l l i o n  barrel f i e l d  is s m a l l e r  t h a n  the s m a l l e s t  c u r r e n t l y  p r o d u c i r g  

A l a s k a n  field, but u s i n g  this s i z e  o f  f i e l d  r e f le ct s  t he f u t u r e  of  d e v e l o p m e n t  

in a p i o n e e r  a r e a  such as A la s k a .  In the normal c o u r s e  o f  p e t r o l e u m  

d e v e l o p m e n t  in an area, the l a r g e s t  fiel ds are  d i s c o v e r e d  an d p r o d u c e d  first.

As time p as se s ,  b e t t e r  t e c h n o l o g y  a nd  e c o n o m i c s  a l l o w  the d i s c o v e r y  an d d e v e l­

o p m e n t  o f  s m a l l e r  fi eld s w h i c h  w e r e  p r e v i o u s l y  u n k n o w n  a n d  w o u l d  h a v e  b e e n

u ne c o n o m i c .  A l a s k a  m ay  be e n t e r i n g  this s e c o n d  s t a g e  o f  d e v e l o p m e n t  in (

a re a s  s uc h  as the U p p e r  C o o k  Inlet.
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T h e r e  is no s u c h  t h i n g  as a " t y p i c a l "  oil f i e l d ,  b u t  c e r t a i n  phy s i c a l 

c h a r a c t e r i s t i c s  and d e v e l o p m e n t  a c t i v i t i e s  are  c o m m o n  t o  all f i e l d s  in 

a g e o g r a p h i c  r e g i o n  s uc h  as A l a s ka . T h e  m ode l oil f i e l d s  u s e d  in this 

s t u d y  a re  b a s e d  on T r a d i n g  B ay ,  G r a n i t e  P o i n t  a n d  M c A r t h u r  R i v e r  Oil 

Fiel ds in C ook I nle t a n d  P r u d h o e  B a y  on t h e  N o r t h  S l o p e .  T a b l e  K-l 

l ists all o f  t h e  p hy si ca l  c h a r a c t e r i s t i c s  o f  t h e  m odel  f i e l d s.  Note 

that r e s e r v e s  a r e  l i s t e d  as r e c o v e r a b l e  r e s e r v e s . In a c t u a l i t y ,  th e 

oil in p l a c e  (i.e. in t h e  g ro u n d )  ca n b e as m u c h  as t h r e e  t im es  g r e a t e r  

th a n  the  r e c o v e r a b l e  oil. T h i s  s t u d y  a s s u m e s  an a v e r a g e  r e c o v e r y  

ra te  o f  3 0 %  u s in g  s e c o n d a r y  r e c o v e r y  t e c h n i q u e s .  T hu s,  M e r c u r y  Oil 

F i e l d  w i t h  r e c o v e r a b l e  r e s e r v e s  o f  50 m i l l i o n  b a r r e l s  a c t u a l l y  ma y 

h a v e  1 6 6 . 6 7  m i l l i o n  b ar r e l s  o f  oil in t h e  g r ou nd . T h e  l a r g e s t  model 

field , J u p i t e r ,  has r e c o v e r a b l e  r e s e r v e s  o f  f i v e  b i l l i o n  b a r r e l s  an d may 

h a v e  o i l - i n - p l a c e  o f  1 6 . 6 7  b i l l i o n  b a r r e l s .

T he  p h y s ic al  p a r a m e t e r s ,  s u c h  as the f e e t  o f  pay, a cr es  o c c u p i e d ,  p oro - 

s i t e s  and p e r m e a b i l i t i e s ,  f or  ea c h  model f i el d  a r e  all a d a p t e d  f r o m  the 

c o r r e - p o n d i n g  real f i e l d  as a r e  the  gas-o il r at i o s ,  oil g r a v i t i e s ,  and  

s u l f u r  c o n t e n t s .  In s o m e  c a se s,  the  a c r e s  o c c u p i e d  by a model f ie l d  are 

s c a l e d  d o w n  f r o m  the real f i e l d s  to r e f l e c t  the d i f f e r e n c e s  in a m o u n t s  o f  

r e s erv es.

A l t h o u g h  m o s t  o f  the real A l a s k a n  fie l d s  a re  p r o d u c i n g  oil f r o m  seve ral  

p oo ls ,  the l e a s i n g  s t u d y  f i e l d s ar e m o d e l e d  u s i n g  o n e  p r o d u c i n g  pool. 

C o n s u l t a t i o n  w i t h  p e t r o l e u m  e n g i n e e r s  o^  the  D i v i s i o n  o f  Oil a n d  Gas 

C o n s e r v a t i o n  c o m m i t t e e  i n d i c a t e d  t h a t  this a s s u m p t i o n  will not  a p p r e c i a b l y  

a f f e c t  the c o m p u t e r  r e su l t s ,  or  the v a l i d i t y  o f  the c o n c l u s i o n s .
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P H Y S I C A L  P ARAME TE RS  
O F  T H E  M O D E L  F I E L D S

r 1 1 I I ) HI  L D V I I I A I I L E  
H L S E H V L S

f f f  T O f
PAY

AREA AVE R A GE
P O R O S I T Y

AVI  RAGE 
P E R M t A B I L I T Y

NUMBER
O F '

P O O L S

DCP 111 TO 
P O O L

G A S / O I L  R A T I O  
( A V E R A G E  O V E R  

F I E L D  L I F E )

( S C F / S T B )

9

AVI  R A GE  
G R A V I T Y

( A P I 0 )

S U L F U R '  
CON I  E NT

NAMF. C lA S S i r i C A T l O H
( M I L L I O N
B A R R E L S ) ( f e e t ) ( A C R E S ) ( X ) ( H O . ) ( F E E T )

OF  C RU DE  

( WT .  X)

Ml I 1 CU RY 1 M A R G I N A L 5 0 i 1 0 0 - 3 0 0 1 , 4 0 3 1 6 . 1 1 3 0 1 7 , 5 0 0 300 3 2 . 8 . 0 0

MAIIr. ? S MA L L 1 1 0 ) 2 5 0 - 6 0 0 3 . 2 0 0 14 1 0 I 7 , 7 5 0 400 4 2 . 5 . 0 2

VI  H U S 3 M E D I U M 600) 0 - 4 5 0 1 2 , 4 0 0 1 4 .  n 7 3 . 3 1 9 , 1 0 0 400 3 4 . 6 . 1 1

Nl  P I I IHI  4 LA RGE 1000) 0 -44 4 1 9 , 0 0 0 22 26 5 1 8 , 2 0 0 730 28 1 . 1 2

J U P I T F R 4 G I A N T 5000) 0- 444 9 4 , 0 0 0 22 26 5 1 8 , 2 0 0 7301 28 1 . 1 ?

' l l a s e d  o n  t r a d i n g  D a y  f i e l d  R e c o v e r a b l e  r e s e r v e s  o f  75 m i l l i o n  b a r r e l s  ( MHO)

G l a s e d  o n  G r a n i t e  P o i n t  F i e l d  -  R e c o v e r a b l e  r e s e r v e s  o f  1 1 0  m i l l i o n  b a r r e l s

\ l a s e d  o i l  Mi  A r t h u r  R i v e r  f 1 I d -  R e c o v e r a b l e  r e s e r v e s  o f  50 3  m i l l i o n  b a r r e l s

G l a s e d  o n  P r u d h o e  flay F i e l d  -  R e c o v e r a b l e  r e s e r v e s  o f  B  b i l l i o n  b a r r e l s

P H Y S I C A L  I ’A R A M f I E R S  O F  T HF  M ODEL M l t D S

T h e  S e n s i t i v i t y  o f  S t a t e  P e t r o l e u m  I n c o m e  
t o  V a r i o u s  L e a s i n g  M e t h o d s

J a n u a r y  1 9 7 7  T a b l e  K - l



F i g u r e  K- 2 i l l u s t r a t e s  th e d e v e l o p m e n t  h i s t o r y  o f  N o r t h e r n  Cook Inl et oil ^

fi eld s upon w h i c h  the model fie l d s d e v e l o p m e n t  h i s t o r i e s  a r e  base d. For 

the p u r p o s e  o f  this s tu d y ,  t i m e  ze r o  is the l ea s e  s a l e  date. All d e v e l o p -  

nent t ake s p l a c e  in r e l a t i o n  to t h a t  date. It can be s e e n  on T a b l e  K-2 

th a t  the a v e r a g e  l e n g t h  o f  t i m e  f r o m  l ea se  s a l e  to p r o d u c t i o n  in the Cook 

Inlet has b e e n  a p p r o x i m a t e l y  f i v e  y e a r s ;  t h e r e f o r e ,  th e s t u d y  uses  t ha t  

ti me  span, also.

T a b l e  K -3 is a c o m p i l a t i o n  o f  the  p r o d u c t i o n  h i s t o r i e s  o f  the model fields. 

B a s e d  on t he  a c c e p t e d  h i s t o r i c a l  a v e r a g e ,  ea c h  mod el f i e l d  r e q u i re s  three 

e x p l o r a t o r y  w e l l s .  M e r c u r y ,  M a r s a n d  V enu s a r e  l o c a t e d  o f f s h o r e  and N e p t u n e  

a nd  J u p i t e r  are s i t u a t e d  o n s h o r e .  M e r c u r y  uses two o f f s h o r e  p r o d u c t i o n  p l a t­

forms w h i l e  Ma r s  and V enu s r e q u i r e  three. The  n u m b e r  o f  p r o d u c t i o n  w e l l s  

ranges f r o m  32 to 240 w i t h  the a v e r a g e  initial p r o d u c t i o n  rat es r a n g i n g  f r o m  

1 2, 5 0 0  to 9 , 1 2 0 , 0 0 0  b a r r e l s  p e r  mon th.  E i g h t  to e l e v e n  y e a r s  e l a p s e  b e t w e e n  

the lease s al e d a t e  a n d  t h e  d a t e  w h e n  the fiel ds rea ch pea k p r o d u c t i o n .  Peak 

p r o d u c t i o n  rates r a ng e f r o m  4 0 0 , 0 0 0  to 2 9 , 0 0 0 , 0 0 0  b a r r e l s  p e r  m o n t h  a n d  lasts 

f r o m  five to s e v e n  y e a r s ,  d e p e n d i n g  on the p a r t i c u l a r  m odel field.

B a s e d  on the h i s t o r y  o f  A l a s k a n  oil d e v e l o p m e n t ,  it is a l s o  a s s u m e d  t h a t  all o f  

the model fi eld s r e q u i r e  w a t e r  i n j e c t i o n  for s e c o n d a r y  r e c o v e r y  p r e s s u r e  

m a i n t e n a n c e ,  w h i c h  b e g i n s  f r o m  e i g h t  to t w e l v e  y e a r s  a f t e r  the l eas e sale. The 

n u m b e r  o f  i n j e c t i o n  w e l l s  r a n g e  f r o m  13 to 30.

P r o d u c t i o n  o f  the v a r i o u s  fie ld s b e g in s to d e c l i n e  f r o m  12 to 16 y e a r s  a f t e r  the

l ea se sale. D e c l i n e  rates vary f ro m  10 to 20 p e r c e n t ,  and  the p r o d u c t i o n  rat 

at the e nd  o f  the e c o n o m i c  life o f  the fields r a n g e  from 2 5 , 0 0 0  to 3 3 0 , 0 0 0
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b ar r e l s o e r  mon th.

Figures K- 3 t h r o ug h  K -7 i l l u s t r a t e  t h e  p r o d u c t i o n  h i s t o r i e s  o f  t h e i r  model 

fields. M e r c u r y  oil fields' e c o n o m i c  life (years o f  p r o d u c t i o n )  is e s t i m­

at e d  to be 27 y e a r s .  All o f  t h e  o t h e r  l a r g e r  fi eld s m a y  p r o d u c e  for 30

y e a r s.  T h e s e  a r e  b a s e d  on a c c e p t e d  h i s t o r i c  a v e r a g e s . T h e  l e ng t h  o f  any 

fields' e c o n o m i c  li fe  is v er y d i f f i c u l t  to p r e d i c t  b e c a u s e  o f  the  u n c e r t a i n­

ties i nv ol ve d  in c h a n g i n g  t e c h n o l o g y  and  e c o n o m i c s .  It is p o s s i b l e  t h a t  

i m p r ov e d  s e c o n d a r y  r e c o v e r y  t e c h n i q u e s  an d h i g h e r  oil p r i ce s m a y  e x t e n d  

p r o d u c t i o n  y e a r s  f a r  b e y o n d  the a b o v e  m e n t i o n e d  e s t i m a t i o n s .  E c o n o m i c  life 

al s o  vari es w i t h  the t ype o f  l e a s i n g  m e t h o d  e m p l o y e d .  S o m e  c f  th e c o m p u t e r  

a n a l y s e s d i d  run the e c o n o m i c  lives b e y o n d  30 y e a r s ,  b u t  the a m o u n t  o f  oil

p r o d u c e d  d u r i n g  that ti m e  is ve r y  i n s i g n i f i c a n t  w h e n  c o m p a r e d  to the total

pr o d u ct io n .

In the actual a n a l y s i s  for a f u t u r e  lease sale, e n g i n e e r i n g / g e o l o g i c  m o de l s  

of  the p o t ent ial  risk oil field s to be l e a s e d  will be m o d e l e d  in the s a m e  

m a n n e r  as p r e s e n t e d  here. Th e e x p e r t i s e  and  k n o w l e d g e  g a i n e d  t h r o u g h  this 

m o d e l l i n g  p r o g r a m  will be i n v a l u a b l e  for a s s e s s i n g  the c o s t  b e n e f i t s  o f 

d e v e l o p i n g  A l a s k a ' s  e n e r g y  and minera l r eso u r c e s.
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UPPER COOK INLET OIL FIELD STATISTICS

■FIE L D___________________

M i d d l e  G r o u n d  Shoal 

M c A r t h u r  R i v e r

T r a d i n g  Bay

G r a n i t e  P oi n t

S w a n s o n  R i v e r

S A L E  D A T E S  D I S C O V E R Y

12/1 9/6 1

12/19/61

7 / 1 1/ 6 2

12 /19 /61

7 / 1 1 /6 2

7/19/61

7 / 1 1 / 6 2

Federal n o n­

c o m p e t i t i v e  

leases

6 / 1 0 / 6 2

1 0 / 2 4 / 6 5

6 / 0 1 / 6 5

6 / 0 9 / 6 5

8 / 2 4 / 5 7

T I M E  TO 

D I S C O V E R Y

.5 y e a r s

4 . 0  "

3.5 "

4 .0  "

F I R S T

P R O D U C T I O N

1 2/ 65

1 1/ 67

1/ 6 7

3/ 67

8/61

A v e r a g e

4 .0  y e a r s  

5.9 "

5.1 "

5 .7  "

' 2 0 7 1 ---------------
5 . 2  "

TIME TO
PRODUCTION



P R O D U C T I O N  H I S T O R I E S  

OF  M ODEL  FIELDS

lame
Fields

Ex p l o ra to ry

Wells Nu mb e r of

Class. No. of 

Wei Is

Yrs. to 

Compl

P l a t­

forms

Prod. 

Wei Is

Initial 5 

Prod. 

Rate

W a t e r  Inject. 

No. of  W. I.

Prod. Decl ine  

D ecli ne Decli ne

Wei Is

At  A s s u m e d  

E c o n o m i c  Limit 

FTeTd

starts starts Rate

T H i i T
Prod. L if e*

iercuryl Marginal

(No.)

3

(Yrs.) 

1,2 ,2 ,5

(No.)

2
(No.)

32

( B B L / M 0 . ) 

12,500

(No.)

13

T Y r T

9

( % r

15

(Yr.)

13

( B B L / M 0 . ) 

2 5, 0 0 0

(Yr.)

27

lars2 Sma 11 3 1,2,2 ,5 3 40 127,700 16 9 11 12 70,0 00 30

'erius3 M e di u m 3 1,2 ,2,5 3 63 760,000 22 B 15 0 4 yrs. 16 05 ,0 00 30

leptune^ Large 3 1,2 ,2 ,5 N/rt 95 3 ,0 40, 000 20 11 2010 0 13 yrs. 

0 3 yrs. 15 100,000 30

lupiter Giant 3 1.2 ,2 ,5 N/A 240 9 , 12 0 , 0 0 0 30 12
152010

0 5 yrs.0 13 yrs. 

0 5 yrs. 16 3 30 ,00 0 34

1
1520 0 5 yrs. 

0 9 yrs.

-£■t t >
I

*This data may  v a r y  w i t h  the use of d i f f e r e n t  l ea s in g  methods.

';B a s e d  on T r a d i n g  Bay Field - R e c o v e r a b l e  r ese rve s of 75 m i l l i o n  b a rre ls (MMB) 

^Based on G r a n i t e  Point Fi eld  - R e c o v e r a b l e  reser ves  o f  110 m i l l i o n  barrels. 

^Based on M c A r t h u r  R i v er  F iel d - R e c o v e r a b l e  reserv es of 503 m i l l i o n  barrels. 

^Bas ed on P r u d ho e Bay Field - R e c o v e r a b l e  res erv es o f  B b i llion  barrels. 

fy:or all cases, p r o d u ct io n starts 5 y ea rs  a f t e r  the lease sale.

P RO D U C T I O N  H I S T O R I E S  OF M ODE L FIELDS

The S e ns it iv i t y  o f  State P e t r o l e u m  Income 

to Vari ous  L e a s i ng  M et hod s

January, 1077 T ab l e  K-3
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P R O D U C T I O N  H I S T O R Y  O F  M E R C U R Y  O I L  F I E L D
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( R e c o v e r a b l e  R e s e r v e s  50 * M i l l i o n  B a r r e l s )
I
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( R e c o v e r a b l e  R e s e r v e s  1 1 0 *  M i l l i o n  B a r r e l s )
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( R e c o v e r a b l e  R e s e r v e s  600 - M i l l i o n  B a r r e l s )
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( R e c o v e r a b l e  R e s e r v e s  1- B i l l i o n  B a r r e l s )
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T h e  s e c t i o n  o f  t he  A l a s k a  R e s o u r c e  E v a l u a t i o n  a n d  L e a s i n g  

S y s t e m  t h a t  c o v e r s  t h e  s e n s i t i v i t y  o f  t h e  S t a t e ' s  i n c o m e  to 

the l e a s i n g  m e t n c d  u t i l i z e d  is d e s c r i b e d  in t hi s a p p e n d i x .  

T h e  f o l l o w i n g  c h a r t  d i s p l a y s  t h a t  p o r t i o n  o f  t h e  g e n e r a l  

f l o w  d i a g r a m  t h a t  w i l l  be c o v e r e d .

Sensitivity Analysis - Computer Model System

LEASING METHOD# 
SELECTIONS

DECISION ANALYSIS

SE LE CT  LEASING METHOD

Bonus B id /F ixed  Royolty

^ Bonus Blo/Sliding Royolty

 ̂ Royolty B id/Fixed Bonus

Profit Shoi ing/f.'et_______

Profit Shore/IR S  Income

Profit Shore/Annuity 

Capital R ecovery

Profit Shore/8nti;h  

Profit Shore/lndonesnn Z 1 

Variable Profit Shors 

Profit Shore/Fixed Bonus / ' 

Performance Svstem

Shore Bidding________

Working *. ‘ srest 

Staggered Bonus Bid

STATE INCOME 

VS

LEASING MCTVOO

POLICY
REQUIREMENTS

ENVlRCMENTAL
a

SOCAL ASSEMtNTS

TYPE
INCOME
STREAM

SENSITIVITY ANALYSIS#

%  AcrtOQO 3«i«fron ECONOMIC
for EaooclOd h H  S lit LIMIT

I Cipocitd indu«ir> ProHt a n a lys is

2 inqinoonnq Ano»v*i»

3 Economic L<mito

* Stofo Incomo Cornoomon

for

Smoil F io id i

#  S o c n o n o  c t o d  < 3 7 7  P f f i i m m o r r  A t o o r t

M- centra l h jfg o tt AcotOitmq
To■ Computing for S lo t o  mcomo

* *  ♦  M#tr.o<i 5«i*c'f4 TotJoro* '0 •• f lc i Arvo <3 
Uo<lo<o<I Uoftl Aflnauftcomont of Soio Solo

Otv of Minerals 3  Energy Management 

Petroleum  Section  
Petroleum  L e a s in g  An a lys is  

F lo w  D iagram  

Jan 1977 Figure I - 1



T h e  c o m p u t e r  model s y s t e m  e m p l o y e d  u s e s  a m o d e r n  e c o n o m e t r i c  a p p r o a c h  

d e s i g n e d  for an i nd u s t r i a l  ca s h  f l o w  a n a l y s i s  f or  a p o t e n t i a l  v e n t u r e .

S i n c e  it is a s s u m e d  t h a t  the S t a t e  a l r e a d y  ow ns  th e e n t i r e  p o t e n t i a l  

f i e l d  it can a p p r o a c h  the p r o b l e m  f r o m  a c o m b i n e d  a v e r a g e  p o s i t i o n .  In 

o t h e r  w o r d s ,  the  S t a t e  will r e c e i v e  i n c o m e  f r o m  all t he  v a r i o u s  b i d d e r s  

a n d  c an  t h e r e f o r e  model the  e n t i r e  oil f i e l d  d e a l i n g  w i t h  o n l y  o n e  c o m p o s i t e  

oil c o m p a n y  c a s h  flow. T h e  e c o n o m e t r i c  model uses this c o m p o s i t e  oil 

c o m p a n y  as the t e s t  c a s e  to d e t e r m i n e  w h a t  i n co m e s  an d r at es o f  r e t u r n  

will r e s u l t  f r o m  w i n n i n g  the l e as es  in the s ale, then e x p l o r i n g  a n d  d e v e l o p i n a  

the field.

B e c a u s e  o f the u n i q u e  c i r c u m s t a n c e s  s u r r o u n d i n q  the  oil and  ga s l e a s i n q  

s i t u a t i o n  in the S t a t e  o f  A l a s k a ,  1t v/as n e c e s s a r y  to h a v e  a c o m p u t e r  model 

s y s t e m  d e v e l o p e d  to fit its n'teds. G a r r e t t  C o m p u t i n g  S y s t e m s ,  Inc. of 

D a l l a s ,  T ex a s  r e f u r b i s h e d  its G R E A T  s y s t e m  ( G e n e r a l i z e d  R e s e r v e  E s t i m a t i n g ,  

A p p r a i s i n g  a nd  Tax C o m p u t i n q )  to s u i t  t he se  n e c e s s a r y  v a r i a t i o n s  a nd  to 

p r o v i d e  the kind o f  o u t p u t  the S t a t e  n e e d e d  for u se  in its s t u d y  o f  the 

s e n s i t i v i t y  o f  oil and  gas l e a s i n g  m e t h o d s .

T wo  p r o g r a m  v a r i a t i o n s  w e r e  d e v e l o p e d .  T h e s e  p r o g r a m s ,  the A L A S K A  B O N U S  

p r o g r a m  and the A L A S K A  G R E A T  p r o g r a m ,  a r e  c o m b i n e d  into a s y s t e m  w h i c h  p r o v i d e s  

an In co m e  to the S t a t e  o f  A l a s k a  r e p o r t  as a final p ro d u c t .  F i g u r e  V-l 

s h o w s  h o w  the v a r i o u s  In put s ar e i n c o r p o r a t e d  into the A L A S K A  BOflUS p r o n r a m ,  

w i t h  the r e s u l t i n q  o u t p u t s  to be u s e d  in the A L A S K A  G R E A T  p r o o r a n  to p r o d u c e  

the final report.

F o l l o w i n g  t n r o u g h  this f l o w  d i a g r a m  in d e t a i l ,  the f i rs t  d e c i s i o n  to be
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m a d e  is the c h o i c e  of  a l e a s i n g  m e t h o d .  T h e  r e s u l t a n t  b o n u s e s  a n d / o r  r o y a l t i e s  

a re  u s e d  as i n p u t s  to t h e  B O N U S  p r o g r a m  a l o n g  w i c h  the o t h e r  i np u t  p a r a m e t e r s  

s p e c i f i e d ,  i n c l u d i n g  t a x e s ,  p r o d u c t i o n  h i s t o r y ,  o p e r a t i n g  c o s t s ,  p r i c e  o f  

oi l ,  etc. T h e  A L A S K A  B O N U S  p r o g r a m  i n c o r p o r a t e s  R I S K  a n d  p e r f o r m s  a s e n s i t i v i t y  

a n a l y s i s  p r o d u c i n g  a t a b l e  o f  r a t e s  o f  r e t u r n  v e r s u s  the b o n u s  bid v a r i a b l e s .

T h e  p r e d e t e r m i n e d  rat e o f  r e t u r n  is t a k e n  f r o m  the  t a b l e  a l o n g  w i t h  its 

c o r r e s p o n d i n g  b o n u s  bid. T h i s  b o n u s  bi d is u s e d  as i n p u t  to the A L A S K A  G R E A T  

p r o g r a m  w h i c h  a n a l y z e s  all o f  th e i n p u t s  and  p r o d u c e s  t h e  f i n a l i z e d  r e p o r t  

o f  t he  I n c o m e  to t he S t a t e  of  A l a s k a .

A L A S K A  B O N U S  P R O G R A M

T h e  A L A S K A  B O N U S  p r o g r a m  is a speci al c o m p u t e r  m ode l u s e d  to a n a l y z e  the 

. c a s h  f l o w  f r o m  a l ea s e  to the c o m p a n y  w i n n i n g  the b i d  a nd  d e v e l o p i n g  t he  

field. It i n c o r p o r a t e s  risk, e n t e r e d  as the p e r c e n t  c h a n c e  o f  s u c c e s s ,  and 

p e r f o r m s  s e n s i t i v i t y  a n a l y s e s  o f  r a t e  o f  r e t u r n  v e r s u s  the b id v a r i a b l e  

(bon us,  r o y a l t y ,  o r  p r o f i t  s h are ).

T he  b a s i c  i n p u t  d a t a  to the c o m p u t e r  is c o m p o s e d  o f  the i n v e s t m e n t s ,  e x p e n s e s ,  

p r o d u c t i o n ,  p r i c e s ,  etc. of a lease. T h e  i n v e s t m e n t s  a r e  d e s i g n a t e d  by 

ty p e  - f or  e x a m p l e ,  b o n u s  p a y m e n t ,  i n t a n g i b l e ,  e x p l o r a t o r y  c o s t ,  t a n g i b l e  

well c os t ,  e tc .,  a n d  by the t i m i n g  of  th e i n v e s t m e n t .  P r o d u c t i o n ,  e x p e n s e s  

a nd  p r o d u c t  p r i c e s  are s c h e d u l e d  fo r the l if e of t h e  field. T h e  p r i c e s  and 

e x p e n s e s  m a y  be e s c a l a t e d  if so d e s i r e d .

A r i s k  f a c t o r  1s e n t e r e d  into the B O N U S  p r o g r a m  as a p e r c e n t  c h a n c e  of



1) T h e  d r y  h o l e / s u c c e s s  r a t i o  is c a l c u l a t e d  as th e p r o b a b i l i t y  

of  a s u c c e ss . For a 10 p e r c e n t  c h a n c e  o f  success this r a t i o  

is 9 ( . 9 / . 1 ) ,  for a 5 0 / 5 0  c h a n c e  t he  r a t i o  is 1, etc.

2) Inves' tents s u c h  as B O N U S  and E X P L O R A T O R Y  are m a d e  w h e t h e r  

o r  n o t  t he  p r o j e c t  is a s u c c e s s ,  a n d  so a r e  equal to the 

d r y  h o l e  cost.

3) B O N U S  t y p e  i n v e s t m e n t s  a r e  u s e d  f o r  the l e a s e  bonu s.

F or  tax p u r p o s e s ,  a b o n u s  is c a p i t a l i z e d  w h e n  m a d e  and 

a m o r t i z e d  o v e r  the li fe  o f p r o d u c t i o n  on a u n i t s  of  

p r o d u c t i o n  ba si s .  If the l ea se  is eater-mined to be n o n­

c o m m e r c i a l ,  t he  b o n u s m a y  be w r i t t e n  o f f  as a lump sum 

at  tha t time.

4) E X P L  t y p e  i n v e s t m e n t s  a re  u se d  for bot h t a n g i b l e  and 

I n t a n g i b l e  e x p l o r a t o r y  i n v e s t m e n t s .  I n t a n g i b l e s  are 

w r i t t e n  o f f  w h e n  t h e y  a r e  m a d e  and t a n g i b l e s  ar e c a p i t a l­

iz ed  a nd  d e p r e c i a t e d  if a s u c c es s  or  w r i t t e n  o ff as a 

l u mp  s u m  if n o n - c o m m e r c i a l .

5) All o t h e r  i n v e s t m e n t  t yp es  a re  f o r  t h o se  i n v e s t m e n t s  m a d e  

o n l y  i f  the l ea se  is p r o d u c t i v e .

6 ) T he  B O N U S  v e r s i o n  m u l t i p l i e s  e a c h  B O N U S  an d EX P L  type 

i n v e s t m e n t  by the d r y  h o l e / s u c c e s s  r a t i o  to a r r i v e  at 

the d r y  h ol e  cos t a s s o c i a t e d  w i t h  ea ch  s u c c e s s .  T h e s e  

c os t s  a r e  t hen h a n d l e d  as d e s c r i b e d  in 3 - 4  above.

These adjustments for risk are handled as follows:



7) A  d i s c o u n t e d  ca sh  f l o w  a n a l y s i s  is t h e n  p e r f o r m e d  on 

th e c o m p o s i t e  o f  the d r y  h o l e  c a s e  w i t h  its a s s o c i a t e d  

tax u . tme nt  and  the s u c c e s s f u l  c as e w i t h  its a s s o c i a t e d  

ta x t r e a t m e n t .

8) If so d e s i r e d ,  t his m od el w i l l  a u t o m a t i c a l l y  p e r f o r m  a 

s e n s i t i v i t y  a n a l y s i s  b y  v a r y i n g  th e B O N U S  a n d  p r o d u c i n g  

a B O N U S  v e r s u s  r a t e  o f  r e t u r n  p r o f i l e .  A p l o t  o f  a 

t y p i c a l  B O N U S  v e r s u s  ra te  o f  r e t u r n  p r o f i l e  is i n c l u d e d  

a t  th e e nd o f  this report.

9) O t h e r  s e n s i t i v i t y  a n a l y s i s  f e a t u r e s  a r e  a v a i l a b l e  to 

p r o d u c e  r o y a l t y  o r  p r o f i t  s h a r e  v e r s u s  r a t e  of  r e t u r n  

t a b l e s .

T H E  A L A S K A  G R E A T  P R O G R A M

T h e  A L A S K A  v e r s i o n  of G R E A T  is the c o m p u t e r  mo del  w r i t t e n  by  G a r r e t t  

f o r  the S t a t e  to a n a l y z e  the i n c o m e  to be r e c e i v e d  by th e S t a t e  o f  

A l a s k a  in th e f o r m  of ta xes , r o y a l t i e s ,  b o n u s e s ,  p r o f i t  s h a r e s ,  e t c . ,  

f r o m  the v a r i o u s  l e a s i n g  a l t e r n a t i v e s .  A f t e r  the B O N U S  v e r s i o n  has 

b e e n  u s e d  to d e t e r m i n e  a l i k e l y  b i d  v a r i a b l e  ( b onu s, r o y a l t y ,  o r  p r o f i t  

s h a r e ) ,  the c a s e  is a n a l y z e d  by  t h e  A L A S K A  v e r s i o n  to p r o d u c e  the cash 

fl o w  t o  the St ate .

T h e  o p t i o n s  a v a i l a b l e  a l l o w  the a n a l y s t  to s e e  the c ash f l o w  to 

t he  S t a t e  u n d e r  a v a r i e t y  of  c o r d i t i o n s  suc h as a s s u m i n g  a s u c c e s s ,  

a s s u m i n g  a d r y  h o l e ,  e x p e c t e d  v a l u e  c o m b i n i n g  s u c c es s  a n d  f a i l u r e ,  etc.

T h e  r ep o r t s  s h o w  i n c o m e  to the S t a t e  by  y e a r  fo r ea c h  o f  the f o l l o w i n g



1 J

c a t e g o r i e s :

- B o n u s

- R o y a l t i e s  a n d / o r  P r o f i t  S h a r e s  

- S e v e r a n c e  T ax es

- C o n s e r v a t i o n  a n d  Ad  V a l o r e m  T a x e s  

- S t a t e  In c o me  Tax es 

-Tot al In c o me  to S t a t e

In a d d i t i o n ,  it s h o w s  total g r o s s  p r o d u c t i o n ,  life of  p r o d u c t i o n ,  and  

th e p r e s e n t  w o r t h  o f  the cash flo w d i s c o u n t e d  at e i g h t  r ates  f r o m  

2 p e r c e n t  to 20 pe rce nt .  F i g u r e  V -2  is an e x a m p l e  o f  the A l a s k a  G r e a t  

o u t p u t  f o r  an e x p e c t e d  v a l u e oil f i e l d  o f  6 0 0  M i l l i o n  B a r r e l s  at 

10 p e r c e n t  risk.

I N P U T S  FOR  V A R I O U S L E A S I N G  M E T H O D S  %  |

S e v e r a l l e a s i n g  a l t e r n a t i v e s  w e r e  e x p l o r e d  in this s e n s i t i v i t y  a n a l y s i s ,  

b ut  f e w e r  t ha n had been  a n t i c i p a t e d  due to time c o n s t r a i n t s .  T h o s e
M

m e t h o d s  e x p l o r e d  we re:

1) B onu s Bid w i t h  Fix ed R o y a l t y

2) Fi xed  B o n u s  w i t h  a R o y a l t y  Bid

3) F ixe d B o nu s  w i t h  N et  P r o f i t  S h a r e

1) B on us  B id  w i t h  S l i d i n g  S c a l e  R o y a l t y

5) P e r c e n t a g e  o f  A c r e a g e  W i t h h e l d  O p t i o n

Ea ch  m e t h o d  h ad to be d e a l t  w i t h  d i f f e r e n t l y  w i t h i n  the c o n s t r a i n t s  

o f  the s y s t e m  of p r o g r a m s .  In the b on us  bid w i t h  f i x e d  r o y a l t y  m e t h o d ,  the 

r o y a l t y  ra t e  ( e i t h e r  12.5 or 25 p erc en t )  is i np u t  into the  A L A S K A  B O N U S  p r o g r a m ^  

w h i c h  p r o d u c e s  the r ate o f  r e t u r n  ve rsu s b on us bid table.
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A  s t e p  b y  s t e p  a n a l y s i s  o f  h o w  t h e  b o n u s  b i d  w i t h  1 2 . 5  p e r c e n t  r o y a l t y  

m e t h o d  is i n p u t  int o th e c o m p u t e r  f o l l o w s :

L i ne s  100 - 107 c o n t a i n  th e i n f o r m a t i o n  f o r  t he  h e a d i n g  o f  th e r e po r t .

101 Y T N U S

10 2 S O U T H  R E G I O N

103 10 PCT C H A N C E  O F  S U C C E S S

1 04  P R I C E  = $ 1 0 . 8 6  +  52 T O  $ 1 8 . 0 0

105 B O N U S  B ID  +  1 2 . 5 2  R O Y A L T Y  

107 B O N C O M  10

L i ne s  210 a n d  220  i n c l u d e  t h e  b a s i c  i n f o r m a t i o n  d e a l i n g  w i t h  w o r k i n g

i n t e r e s t s ,  r o y a l t i e s ,  o p e r a t i o n  c o s t s ,  i n i t i a l  r a t e s ,  p r i c e s  a nd  the

c h a n c e  of  s u c c e s s .

210 100 1 2.5 3 4 0 0 0 0  0 0 12 31 1 976 

220 0 0 0 1 7 . 8 8 2 7 5  7 .9  1

L in es  300 t h r o u g h  3 0 4  d e s i g n a t e  a s t r e a m  o f  o p e r a t i n g  c o s t s  b a s e d  on

c o s t  p e r  d e v e l o p m e n t  w el l p e r  y e a r  f or  the l i f e  o f  the fie ld.

3 0 0  S T r - V m - 3 0
3 0 !  0  0  0  Q  0  1 2 1  5 0 0 0 0  1 5 7 7 o  0 0 0

1

L in es 41 0 t h r o u g h  41 5 deal w i t h  p r o j e c t i o n s  o f  the f u t u r e  r e s e r v e s  

and r at e s  o f  p r o d u c t i o n .  T h e  r a t e s  o f  p r o d u c t i o n  can  be i n c r e a s e d  

o r  d e c r e a s e d  o v e r  a f i x e d  p e r i o d  o f  t i r;e b a s e d  on real p r o d u c t i o n  

h i s t o r i e s .

41 0 CR P 0 0 B / M  5 YR S

411 S E T  0 7 6 0 0 0 0  B / M  0 0

4 1 2  C P D  0 3 8 3 0 0 0 0  B / M  8 YRS

4 13  C RP 0 3 3 3 0 0 0 0  B / M  15 YRS

414 C P D  15 0 B / M  19 YRS

4 15  C P D  20 0 E L C  0 0

T he  6 00  and 700 s e r i e s  is u s e d  to m o d i f y  a ny  d a t a  p r e v i o u s l y  e n t e r e d  

in t o  the  p r o g r a m  as c o n s t a n t s ;  su c h  as r o y a l t i e s ,  o p e r a t i n g  c o s t s ,  

ta xe s , i n c r e a s e s  in oil p r i c e s ,  etc. T h e s e  v a l u e s  a r e  m o d i f i e d  by

*
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[ o v e r l a y s  w h i c h  r e p l a c e  d a t a  o r i g i n a l l y  t h e r e ;  o r  a r e  e s c a l a t e d ,  w h i c h

i n c r e m e n t s  t h e  v a l u e  o f  t he  d a t a  e n t r i e s  d u r i n g  a s p e c i f i e d  p e r i o d  o f

time.

60 9 1 0 . 8 6  S / B  0 M P T

6 1 0  5 P C C  1 8 . 0 0  $

6 50  0., 1 1 7 2 5  $/B 0 N P T

71 0 0 N P I  1 5 1 2 8 5  M $ N W I

711 6 3 . 4 3 8  N P I  0 N P T

T h e  8 00  s e r i e s  o u t l i n e s  t he  i n v e s t m e n t  s e c t i o n  o f  t h e  p r o g r a m ,  s c h e d u l i n g  

t a n g i b l e ,  i n t a n g i b l e  a nd  s a l v a g e  v a l u e s .  T h e s e  i n v e s t m e n t s  i n c l u d e  

e x p l o r a t o r y  c o s t s ,  the b o n u s  l e a s e  p a y m e n t ,  d r i l l i n g ,  p l a t f o r m  c o s t s ,  etc.

801 B O N U S  0 Y R S  6 0 4 8 1 8 6  0

8 0 2  E X P L  1 Y R S  G 1 1 3 5  4 5 0 5  0

8 0 3  E X P L  2 . 5  YRS G 2 2 7 0  9 0 1 0  0

8 0 4  P L A T F R M  4 . 3 5  Y R S  G 7 8 5 4 6  6 7 4 2 7  0

•

T h e  B O N U S  p r o g r a m  r ea d s  the  i n p u t  d at a *  m a k e s  the n e c e s s a r y  a d j u s t m e n t s  

f o r  the r i s k , a nd  p e r f o r m s  an a f t e r - t a x  d i s c o u n t e d  c ash f l o w  a n a l y s i s .

T h e  s i n g l e  o u t p u t  f r o m  this  p r o g r a m  is a b o n u s  v e r s u s  r a t e - o f - r e t u r n  table.

W H E N B O N U S r s 0 . >< -i 'W ( R O R = 3 3 . 7 P C T .
rf-tEti " I  0 T*.  j  / . 1 J f H  C/rv — U-7 • J " r t n  .
W H E N 3 0 N U 5 I S 1 7 6 6 7 . M S , R O R = 2 4 . 5 P C T .
W H E N B O N U S I S 3 5 3 3 4 . M S , R O R = 1 9 . 3 P C T .
N r i c T 3 U l !  U S - r s — ■ 3 3 0 0  7 . - i s , R O R — 7 7 . 3 r C I  .
W H E N B O N U S 1 5 7 0 6 6 1 . M S , R O R = 1 5 . 0 P C T .
W H E N B O N U S I S 1 4 1 3 3 6 . M S , R O R 3 1 0 . 3 P C T .
, T T z T VJS T . r  - 3 4 i 3 3 3 . -i ^ , n i m — A • P P C T  •
' WH E N B O N U S I S 3 5 3 3 4 0 . M S , R O R * 4 . 4 P C T .
W H E N B O N U S I S 4 5 9 3 4 3 . M S , R O R 3 3 . 0 P C T .
W H E N ” 3 n r w - r s — 5 6 5 3 4 5 . M S  , “ t t n f r — I .  5 ? c  r .
W H E N B O N U S I S 7 0 6 6 3 1 . M S , R O R = 0 . P C T .

T h e  b o n u s  b i d  w h i c h  c o r r e s p o n d s  to the d e s i r e d  p r e - d e t e r m i n e d  r a t e  of 

r e t u r n  can t h e n  be s e l e c t e d .  T h i s  b o n u s  b i d  is i n p u t  to the A L A S K A  

G R E A T  p r o g r a m  p r o d u c i n g  th e I n c o m e  to t he S t a t e  o f  A l a s k a  r e p o rt .

In the  s e c o n d  l e a s i n g  m e t h o d ,  T h e  F i x e d  B o n u s  w i t h  a R o y a l t y  B i d ,  the 

f i x e d  b o n u s  is d e t e r m i n e d  as f o l l o w s .
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F i x e d  B o n u s  = 2 . 5  c e n t s  per bar rel  o f  e x p e c t e d  r e c o v e r a b l e  oil

Th e r o y a l t y  bid is th en  d e t e r m i n e d  b y  r u n n i n g  a T R A C E  RO R ( r a t e - o f - r e t u r n )  

on t h e  B O N U S  p r o g r a m ,  w h i c h  c o n t a i n s  a f i r s t  g ue s s  a t  the r o y a l t y  

p e r c e n t a g e .  By  trial an d e r r o r ,  and  b y  u s i n g  the  T R A C E  ROR, two  p o i n t s  

can b e  o b t a i n e d  a b o v e  an d b e l o w  the d e s i r e d  18 p e r c e n t  r a t e - o f - r e t u r n .

B y i n t e r p o l a t i o n  the e x a c t  r o y a l t y  p e r c e n t a g e  can  be f ou n u .

Th e F i x e d  B o n u s  w i t h  a N e t  P r o f i t  S h a r e  m e t h o d  p r o d u c e s  the m o s t  

p r o b l e m s  w i t h  t h e  c o m p u t e r  input. It w as  f i r s t  d e t e r m i n e d  t h a t  the 

c o m p a n y  m u s t  be a l l o w e d  to r e c a p t u r e  the a m o u n t  of  its t a n g i b l e  

i n v e s t m e n t  plus 4 p e r c e n t  i n t e r e s t ,  to g i v e  the c o m p a n y  so me  r e t u r n  on its 

i nv e s t m e n t .  A f t e r  this a m o u n t  has b e e n  c a l c u l a t e d ,  a T R A C E  R O R  is 

run to c o m p u t e  the N e t  P r o f i t  I n t e r e s t  at an 18 p e r c e n t  r a t e  of  r e t u r n  

to t h e  oil c o m p a n y .  (This t r a c e  is d o n e  w i t h i n  the B O N U S  pr og ra m ) .

N e x t,  a T R A C E  A is ru n on the A L A S K A  G R E A T  p r o g r a m  to t r a c e  line  44 
or the " N e t  P r o f i t  S t r e a m . "  A list is p r o v i d e d  o f  t h i r t y - t w o  v a l u e s  

w h i c h  tell at w h a t  tim e the i n v e s t m e n t  plus 4 p e r c e n t  i n t e r e s t  will  be 

r e c a p t u r e d  and w h e n  the s t a t e  will b e g i n  to g e t  Its p e r c e n t a g e  of 

p r o f i t  share. It is n e c e s s a r y  to p u t  a "0" in the r o y a l t y  s l o t  on l in e 

210.

T h e  ne t p r o f i t  s t r e a m  f r o m  the T R A C E  A is i n p u t  on lines 305 t hr o u g h  

309 into the A L A S K A  G R E A T  p r o q r a m ,  p r o d u c i n g  the i n c o m e  to the s t a t e  

of A l a s k a .  O f  c o u r s e ,  the  f i x ed  b o n u s  in this m e t h o d  is d e t e r m i n e d  

in t he  sa me  w a y  as it is p a i r e d  w i t h  the R o y a l t y  Bid.



T h e  f o u r t h  l e a s i n g  a l t e r n a t i v e ,  the  B o n u s  B i d  w i t h  a s l i d i n g  s c a l e  

r o y a l t y  is h a n d l e d  in a s l i g h t l y  d i f f e r e n t  m a n n e r .  It w a s  d e t e r m i n e d  

t h a t  a p p r o x i m a t e l y  f i v e  p e r c e n t  i n c r e m e n t s  ga v e  an  a d e q u a t e  r e p r e s e n t a t i o n  

o f  a s l i d i n g  s c a l e  r o ya lt y .  T h e s e  r o y a l t y  i n c r e m e n t s  a r e  i n p u t  on  li n e  

183. L i n e s  181 and 1 8 2  d e n o t e  b a r r e l s  o f  a v a i l a b l e  o il , and  b a r r e l s  to 

be  a d d e d  to e ach s t e p  o f  t h e  r o y a l t y  up  the sca l e . Fo r e x a m p l e ,  a 20 

p e r c e n t  r o y a l t y  o f  p r o d u c t i o n  o v e r  1 ,000,000 b a r r e l s  a d d e d  to a b a s e  

f i g u r e  of 2 0 0 , 0 0 0  B bls w o u l d  be t he r o y a l t y  in th i s  c ase. T h e r e f o r e  

t he  r o y a l t y  is a f u n c t i o n  o f  the  p r o d u c t i o n  o f  t he  oil field.

T h e  final l e a s i n g  m e t h o d  d e a l t  w i t h  is the P e r c e n t a g e  o f  A c r e a g e  

W i t h h e l d  O p t i o n.  In this m e t h o d ,  the e n t i r e  a r e a  u n d e r  c o n s i d e r a t i o n  

is d i v i d e d  int o t ra ct s  w i t h  40 p e r c e n t  w i t h h e l d  f o r  s a l e  at  a l a t e r  

date. S f x t y  p e r c e n t  o f  the t rac ts  are  s o l d  at a 10 p e r c e n t  r i s k ,  and 

a re  i n p u t  to the c o m p u t e r  as such. T h e  r e m a i n i n g  t r a ct s a r e  s o l d 

two y e a r s  late r, so all of the tim e l i mi t s  o f  p r o d u c t i o n  a nd i n v e s t m e n t s  

m u s t  be i n c r e a s e d  by two y e a r s .  A l s o  a 90 p e r c e n t  risk f a c t o r  is used 

a t  this l a t e r  date. T h e  r e s u l t a n t  i n c o m e s  f r o m  t h e ? j two run s a r e  

a d d e d  t o g e t h e r  to g i v e  the total i n c o m e  to the S t a t e  o f  A l a s k a .



T h e  ma.ior e c o n o m i c  f a c t o r s  a r e  c a l c u l a t e d  b y  the  A L A S K A  B O N US  p r o g r a m  

an d the A L A S K A  G R E A T  p r o g r a m  in thi s f ash io n:

P r o d u c t i o n * 3 F i e l d  S i z e  x R i s k  F a c t or

T ot a l  B o n u s  A m o u n t  = B o n u s  p e r  Structu. e

R is k  F a c t o r

Total D r y  H o l e  C o s t  = D r y  h o l e  c o s t s  p e r  S t r u c t u r e

R i s k  F a c t o r

G ro ss  R e v e n u e  = E x p e c t e d  P r o d u c t i o n  x C r u d e  Oil P r ic e  

S e v e r a n c e  T a x  = Gro ss R e v e n u e  x .079

R o y a l t y  V a l u e  = (G ros s R e v e n u e  - S e v e r a n c e  Tax) x R o y a l t y  F r a c t i o n

R e v e n u e  to Oil C o m p a n y  = G r o s s  R e v e n u e  - S e v e r a n c e  Ta x

C o n s e r v a t i o n  and A d v a l o r e m  T a x  = G ros s P r o d u c t i o n  x . 1 1 75<t/Barrel

O p e r a t i n g  C o s t  = W e l l s  p e r  y e a r  x F ixe d v a lu e d e p e n d i n g  on F i e l d  S iz e

%

S t a t e  Inc o m e  T a x  = (Oil Co. R e v e n u e  - O p e r a t i n g  C o s t  - D e p r e c i a t e d  T a n g i b l e

I n v e s t m e n t  - A m o r t i z e d  B o n u s - C J A  Tax) x .094

Fed Inc o m e  T a x  l«_ss I n v e s t m e n t  T ax  C r e d i t  = (Oil Co. Rev - O p e r a t i n g  C o s t  - D eo rec i te

t a n g i b l e  I n v e s t m e n t  - A m o r t i z e d  B o n u s  - C & A T a x  - S t a t e  

I n co m e  T a x  x .48

P r o f i t  = Oil Co. R e v e n u e  - B o nu s  - I n v e s t m e n t  - O p e r a t i n g  C o s t  - C& A T a x  - S t a t e  

Income T a x  - FIT

S t a t e  I n c o m e  = B o n u s + S e v e r a n c e  T a x  + R o y a l t y  + C a A  T ax  + S t a t e  I n co m e  T a x  

*In this s t u d y  p r o d u c t i o n  is c a l l e d  " E x p e c t e d  V a l u e P r o d u c t i o n . "
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A P P E N D I X  C 

COST, P R I C E  A N D  E X P E C T E D  V A L U E

T he  a p p r o a c h  u s e d  in this r e p o r t  is to a p p r o x i m a t e  act ual  c o n d i t i o n s  e x p e c t e d  

w h e r e v e r  p o s s i b l e .  To - c c o m p l i s h  thi s a c o n s i d e r a b l e  e f f o r t  w a s  use d to d e t e r­

mi n e  w h a t  the  p o s s i b l e  f u t u r e  p r i c e s  o f  oil c o u l d  be and w h a t  o p e r a t i n g  costs 

m i g h t  o c c u r  on S t a t e  lan ds.  W e  h a v e  s e l e c c e d  o n l y  o n e  p r i c e  m e t h o d  for o u r  

s e n s i t i v i t y  s t u d y  a l t h o u g h  w e  r e a l i z e  t h a t  t h e r e  m ay  be c o n s i d e r a b l e  u n c e r­

ta i n t y  in f u t u r e  A l a s k a n  pri ce s and cost s. In an actual r e s o u r c e  m a n a g e m e n t  

a n a l y s i s  w e  will be u s i n g  a p r o b a b i l i s t i c  i n p u t  f or  c o s t s  and  p r i ce s  and a 

M o nt e  C ar l o  s a m p l i n g  t e c h n i q u e  f o r  the  e c o n o m i c  c a l c u l a t i o n s  to a c c o u n t  for  

this u n c e r t a i n t y .  T h e  p r i c e  a nd  c o s t  a p p r o a c h  w e  h a v e  u s e d  a p p e a r s  to be 

q u i t e  a d e q u a t e  for  s h o w i n g  the s e n s i t i v i t y  o f  i n c o m e  to l e a s i n g  m et h o d s .

PRIC E

A g r e a t  deal of  u n c e r t a i n t y  s u r r o u n d s  FEA  p r i c i n g  o f  n ew  oil. T h e r e f o r e ,  For 

p ur p o s e s  o f  this s tu d y ,  the p r i c e  us e d  in the low p r i c e  c a s e  has b e e n  e i t h e r  

the c u r r e n t  u p p e r  t i e r  p r i c e  in Cook Inlet, o r  the e x p e c t e d  p r i c e  to be r e c e i v e d  

at P r u d h o e  B ay  as p u b l i s h e d  in t h e  Oil and Gas J o u r n a l .  In the hi g h  p r i c e  case 

the w o r l d  p r i c e  o f  O P E C  oil a d j u s t e d  for  t r a n s p o r t a t i o n  c os t s  w a s  used. T h e s e  

pr ic e s  w e r e  e s c a l a t e d  by 5% p e r  y e a r  to a m a x i m u m  o f  $ 1 8 . 0 0  per  b a rr e l  w i t h  the 

e x p e c t a t i o n  th at  th e O P E C  c o u n t r i e s  will r a i s e  the real p r i c e  o f  oil e a c h  y e a r  

by at l e a s t  this p e r c e n t a g e  and th a t  the  FE A will a l l o w  the real p r i c e  o f  oil 

to ri se  at this rate. Th i s  p r i c e a p p r o a c h  is p r o b a b l y  c o n s e r v a t i v e  s i n c e  real 

pr ic e i n c r ea se s  in the v a i u e  o f pi.troleum in the n e xt  t h i r t y  y e a r s  m a y  be 

s p e c t a c u l a r .



Cl

C OS T

B e c a u s e  v er y l i t t l e  has bee n p u b l i s h e d  on co sts  o f  p e t r o l e u m  p r o d u c t i o n  o r  

i n v e s t m e n t  costs in the S t a t e  o f  A l a s k a ,  t h e  c os ts us e d  in this s t u d y  w e r e  

p r e d i c t e d  on the b e s t  e s t i m a t e  a v a i l a b l e .  T o  a s s i s t  in this e s t i m a t e ,  c o s t  

p a r a m e t e r s  f r o m  the  Cornell U n i v e r s i t y  s t u d y  ( A l t e r n a t i v e  E n e r g y  L e a s i n g  

S t r a t e g i e s  and  S c h e d u l e s  f o r  the  O u t e r  C o n t i n e n t a l  S he l f ) ,  a nd  f r o m  special 

s tu d i e s  p u b l i s h e d  by th e A m e r i c a n  P e t r o l e u m  \ i s t i t u t e  w e r e  used, a m o n g  others.

In a d d i t i o n  to t he  costs of  o p e r a t i n g  a f i e l d  and its a s s o c i a t e d  i n v e s t m e n t

costs f or  p l a t f o r m s ,  p r o d u c t i o n  f a c i l i t i e s ,  e x p l o r a t o r y  and  d e v e l o p m e n t  w e l l s ;5
a rate for  Federal and s t a t e  i n c o m e  tax, A l a s k a  s e v e r a n c e  tax, ad v a l o r e m  tax, 

a nd  c o n s e r v a t i o n  tax  w a s  i nc lu ded .

Due to the i n c o n s i s t e n c y  o f  i n c o m e  r e c e i v e d  fro m A l a s k a  c o r p o r a t i o n  i nc o m e  tax  

du e to the p r o v i s i o n  f o r  a p p o r t i o n m e n t ,  the s c e n a r i o s  are b a s e d  on  the o p e r  ions 

o f  a d o m e s t i c  oil c omp any . By u s i n g  this a p p r o a c h  all c o m p a n i e s  are p l a c e d  on 

the s a m e  tax basis.

Ad  v a l o r e m  tax and c o n s e r v a t i o n  tax is c o m p u t e d  on  a p e r  barrel basis. Th e s t ud y  

" An a l y s i s  o f  the P r o f i t a b i 1 ity o f  O p e r a t i o n s  in the Cook I nlet B a s i n  by the Oil 

a nd  Gas In du st ry ,  T a k e n as a W h o l e "  p r e p a r e d  by the D e p a r t m e n t  o f  R ev e n u e ,  wa s 

used to e s t i m a t e  ad v a l o r e m  tax on a p e r  barrel basis.

O p e r a t i n g  costs w e r e  b a s e d  on a c o s t  p e r  well s i n c e  o p e r a t i n g  c os ts f o l l o w  c l o s e l y  

i n c r e a s e d  d e v e l o p m e n t ,  and  d e c l i n e  w i t h  well shu t ins. O p e r a t i n g  c osts i n c l u J e ^  

l i f t in g  c o sts  and remedial well work.
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T h e  m o s t  c o m m o n l y  u s e d  m e t h o d  o f  c o m p u t i n g  d e p r e c i a t i o n  o f  e q u i p m e n t  on 

p r o d u c i n g  oil p r o p e r t i e s  is t he  " u n i t - o f - p r o d u c t i o n "  m e t h o d ,  an d this 

m e t h o d  w a s  u s e d  in this stu dy . T h e  d i s t i n g u i s h i n g  f e a t u r e  o f  this m e t h o d  

is t h a t  d e p r e c i a t i o n  p e r  u n i t  is o b t a i n e d  by d i v i d i n g  t h e  e s t i m a t e d  units 

o f  h y d r o c a r b o n  r e s e r v e  i nto t h e  i n v e s t m e n t  in e q u i p m e n t .  T h e  n u m b e r  o f 

b a r r e l s  p r o d u c e d  in a g i v e n  p e r i o d  is m u l t i p l i e d  by the d e p r e c i a t i o n  p e r  

un i t  to o b t a i n  the a m o u n t  o f  d e p r e c i a t i o n  f o r  the p e r io d.

So f a r  as this s t u d y  is c o n c e r n e d ,  the s i t u a t i o n  in w h i c h  the o p e r a t o r  has 

t he  full w o r k i n g  i n t e r e s t  and t h e r e  are no o t h e r  o u t s t a n d i n g  i n t e r e s t s  e x ­

cep t  the b a s i c  r o y a l t y  o r  n et  p r o f i t  i n t e r e s t  w as  the o n l y  o n e  c o n s i d e r e d .

For p u r p o s e s  o f  c o m p u t i n g  Federal i n c o m e  tax, the oil c o m p a n y  was a l l o w e d  a 

10% i n v e s t m e n t  tax c re d i t ,  w h i c h  is in line w i t h  c u r r e n t  tax p ro ce du r e .

All c o s t s ,  suc h as g e o lo g i c a l  a n d  g e o p h y s i c a l  c o s t s ,  are c o n s i d e r e d  "s u n k"  

at the tim e o f  lease sale, a n d  ar e g i v e n  no c o n s i d e r a t i o n  in i n v e s t m e n t  costs 

o f  the pr oje ct . S u n k  c o s t s  a nd  the c os ts  o f b o r r o w i n g  m o n e y  are  c o n s i d e r e d ,  

t h oug h, w h e n  c h o o s i n g  a r a t e - o f - r e t u r n  e q u i t a b l e  to the oil c o m pa ny .  T h e  

C o rne ll s t u d y  al so  c o n s i d e r e d  p r i o r  c os ts  to be "sunk" at the t i m e  o f  l e a s e  

sale. P r i c e  and c o s t  r e gion s ( F i g u r e  Cl ) ar e d i s c u s s e d  in S e c t i o n  IV o f  the 

report.

E x p e c t e d  V a l u e

T h e  e x p e c t e d  v a l u e  c o n c e p t  was u s e d  t h r o u g h o u t  this s tu dy  as a m e t h o d  o f  

u n i t i n g  u n c e r t a i n t y  and e c o n o m i c  fa ct or s  into a m e a n i n g f u l  d e c i s i o n  c r i t e r i o n .

For any c o u r s e  of a c t i o n  t he r e  a re  at l ea st o n e  and o f t e n  m a n y  p o s s i b l e  o u t c o m e s .





T h e  p r o b a b i l i t i e s  o f  e a c h  o f  t h e s e  p o s s i b l e  o u t c o m e s ,  e a c h  e x p r e s s e d  as a 

f r a c t i o n  f r o m  0 to 1.0, m u s t  s u m  to 1.0. If a n e v e n t  ha s a c e r t a i n  o u t c o m e  

th e n  t h a t  o u t c o m e  has a p r o b a b i l i t y  o f  1.0 If  an e v e n t  has m u l t i p l e  p o s s i b l e  

o u t c o m e s ,  s u c h  as the f l i p  o f  a f a i r  coi n, t h e  s u m  o f  t h e  p r o b a b i l i t i e s  o f  

o c c u r r e n c e  m u s t  equal 1.0,  e.g. p r o b a b i l i t y  o f  h e a d s  (0.5) pl u s  p r o b a b i l i t y  

o f  t ai ls  (0.5) e q u a l s  1.0.

The e x p e c t e d  v a l u e  o f  an o u t c o m e  is d e f i n e d  as t h e  v a l u e  r e c e i v e d  if  t h a t  

o u t c o m e  o c c u r s  times the l i k e l i h o o d  o f  its o c c u r r e n c e .  T h e  e x p e c t e d  v a l u e  

o f  a c o u r s e  o f  a c t i o n  is the s u m  o f  the e x p e c t e d  v a l u e s  o f  its p o s s i b l e  o u t­

come. F o r  e x a m p l e ,  if n i n e  d ry  s t r u c t u r e s  a r e  d r i l l e d  f o r  e a c h  d i s c o v e r y  

d r i l l e d ,  t h e  p r o b a b i l i t y  o f  a d i s c o v e r y  for a n y  s p e c i f i c  s t r u c t u r e  is o n e  in 

ten o r  10%. This then m e a n s  t h a t  the a v e r a g e  oil r e c o v e r y  f or  e a c h  o f  t he  ten 

s t r u c t u r e s  d r i l l e d  is 10 p e r c e n t  o f  t he p r o d u c t i v e  s t r u c t u r e .  S u p p o s e  a d d i t i o n a l  

i n f o r m a t i o n  on the f i e l d  was  o b t a i n e d ,  c a u s i n g  s o m e  s t r u c t u r e s  not co be d r i l l e d  

b e c a u s e  o f  low p r o b a b i l i t y  o f  an e c o n o m i c a l  s i z e  field. It w o u l d  th en  be l i ke l y  

t h a t  the p r o b a b i l i t y  o f  o c c u r r e n c e  w o u l d  i n c r e a s e  ( d u e  to b e t t e r  i n f o r m a t i o n )  as 

w o u l d  the e x p e c t e d  value . L et' s say that w i t h  the n e w  i n f o r m a t i o n ,  o n l y  four 

dry s t r u c t u r e s  are  d r i l l e d  f o r  ea c h  d i s c o v e r y  d r i l l e d .  This r e s u l t s  in the 

e x p e c t e d  v al ue  of  r e c o v e r a b l e  oil to i n c r e a s e  f r o m  10 p e r c e n t  to 20 per cen t. 

T h e r e f o r e ,  b a s e d  on this i n f o r m a t i o n ,  f or  e a c h  f i e l d  l e a s e d ,  t he  c a s h  b o n u s  b i d  

to the S t a t e  s h o u l d  be i n c r e a s e d  in d i r e c t  p r o p o r t i o n  to t he  i n c r e a s e  in the 

p r o b a b i l i t y  o f  the e x p e c t e d  e v e n t  o c c u r r i n g .

In b u s i n e s s  and e c o n o m i c  d e c i s i o n  m a k i n g ,  a m a j o r  d e c i s i o n  c r i t e r i o n  is o f t e n  

e x p e c t e d  m o n e t a r y  v a l u e  o r  EMV. For i n s t a n c e ,  a s s u m e  t h a t  the p r e s i d e n t  o f  t h e  

c o m p a n y  has two a l t e r n a t i v e  c o u r s e s  o f  a c t i o n  for a p r o p o s e d  i n v e s t m e n t .  Th e 

f ir s t  a l t e r n a t i v e  has a 5 0 / 5 0  c h a n c e  of e i t h e r  l o s i n g  $ 1 0 0 , 0 0 0  o r  m a k i n g



$ 1 , 0 0 0 , 0 0 0  thus its EMV * ( . 5 ) ( - 1 0 0 , 0 0 0 ) + ( . 5 ) ( 1 , 0 0 0 , 0 0 0 ) =  - 5 0 , 0 0 0  + Q j

5 0 0 , 0 0 0  = $ 4 5 0 , 0 0 0 .  A l t e r n a t i v e  two has a 30 p e r c e n t  c h a n c e  o f  l o s i n g  

$ 1 0 0 , 0 0 0  a n d  a 70 p e r c e n t  c h a n c e  o f  m a k i n g  $ 7 0 0 , 0 0 0 ,  w i t h  an EMV  o f  

( . 3 ) ( - 1 0 0 , 0 0 0 )  +  ( . 7 ) ( 7 0 0 , 0 0 0 )  = - 3 0 , 0 0 0  +  4 9 0 , 0 0 0  = $4 60 , 0 0 0 . T h e r e f o r e ,  

if  t he  c o m p a n y  p r e s i d e n t  b a s e d  his d e c i s i o n  on  EMV, h e  w o u l d  s e l e c t  

a l t e r n a t i v e  n u m b e r  two. O f  c o u r s e ,  t h e r e  m a y  b e o t h e r  o v e r r i d i n g  c o n­

si d e r a t i o n s  bu t s t r i c t l y  f r o m  t he  s t a n d p o i n t  o f  m a x i m i z i n g  EMV, a l t e r n a t i v e  

two is s u p e r i o r .

In t his a n a l y s i s ,  th e m o n e t a r y  v a lu e  w as  m o s t  o f t e n  r e p r e s e n t e d  b y  cash 

flows and t h e i r  d i s c o u n t e d  val ue s r a t h e r  th a n  s i m p l e  lu m p  s u m  values.
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APPENDIX D

C u r r e n t l y ,  t h e  S t a t e  o f  A l a s k a ' s  l e a s i n g  s y s t e m  is a c as h  b onu s b i d  w i t h  a 

m i n i m u m  f i x e d  r o y a l t y  o f  12. 5 p e r c e n t .  T h e  m e t h o d s  a n a l y z e d  in this r e p o r t  

i n c l u d e  the p r e s e n t  s y s t e m  w i t h  d i f f e r e n t  f i x e d  r o y a l t i e s ,  s l i d i n g  s c a l e  

r o y a l t y  w i t h  b o n u s bid,  n e t  p r o f i t  s h a r e  b id  w i t h  f i x e d  b o n u s ,  r o y a l t y  b id 

w i t h  f i x e d  b o n u s  a n d  p e r c e n t a g e  o f  a c r e a g e  w i t h h e l d .  T h i s  l i m i t e d  n u m b e r  

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

d u e  to t i m e  l i m i t a t i o n  fa ctors. In t he f u t u r e  T h e  D i v i s i o n  o f  M i n e r a l s  and 

E n e r g y  M a n a g e m e n t  p lan s to a n a l y z e  a n u m b e r  of  o t h e r  m e t h o d s  p o s s i b l y  i n­

c l u d i n g  f i x e d  b on us  w i t h  oil p a y m e n t  b i d d i n g ,  p e r f o r m a n c e  s y s t e m ,  s h a re  

b i d d i n g ,  w o r k i n g  i n t e r e s t  s y s t e m ,  s t a g g e r e d  b on us  b i d d i n g ,  p r o f i t  s h a r e  w i t h  

an IRS i n c o m e  base, a n n u i t y  capit al r e c o v e r y  p r o f i t  s h a re , B r i t i s h - t y p e  p r o f i t  

s h a r e ,  I n d o n e s i a n  p r o d u c t i o n  s h a r i n g ,  v a r i a b l e  p r o f i t  s h a r e ,  f ix ed  b on us  w i t h  

p r o f i t  s h a r e  b i d d i ng . T h e  b a s i c  e l e m e n t s  o f  t h e s e  m e t h o d s  ar e s u m m a r i z e d  

b e l o w  a f t e r  a d i s c u s s i o n  o f  the  m e t h o d s  u t i l i z e d  in this stud y. If a m o r e  

d e t a i l e d  d e s c r i p t i o n  of  t h e s e  m e t h o d s  is d e s i r e d ,  p l e a s e  r e f e r  to Federal 

L e a s i n g  o f  P e t r o l e u m  on the  O u t e r  C o n t i n e n t a l  S h e l f  o r  A l t e r n a t i v e  E n e r g y  

L e a s i n g  S t r a t e g i e s  a n d  S c h e d u l e s  f o r  t h e  O u t e r  C o n t i n e n t a l  S h e l f  (sep b i b l i o­

gra ph y) .

E X A M I N A T I O N  O F  M E T H O D S  U S E D  IN T HI S S TUD Y

(1) B o n us  B i d  W i t h  Fixed R o y a l t y
T

Bo nu s bid  w i t h  f i x e d  r o y a l t y  is the s y s t e m  c u r r e n t l y  use d by th e S ta te of  Al as k a .  

In a l e a s e  s a l e,  the w i n n i n g  b id  for a t r a c t is the o n e  w h i c h  m ak es  the h i g h e s t  

s e a l e d  c a s h  b o n u s  bid. T h e r e  is a l s o  a m i n i m u m  r o y a l t y  o f  12.5 p er ce nt .  An 

a d v a n t a g e  o f  this s y s t e m  is that g o v e r n m e n t  r e c e i v e s  r e v e n u e  r e g a r d l e s s  if the re 

a re  e c o n o m i c a l  q u a n t i t i e s  o f  oil o r  gas f o u n d a n d / o r  p r o d u c e d .  H o w e v e r ,  bonus 

b ids are d e p r e s s e d  to a c c o u n t  f o r  risk. An i n h e r e n t  d i f f i c u l t y  is that r o y a l t y  

a f f e c t s  i n c o m e  b u t  not cost. F or  e v a l u a t i o n  p u r p o s e s ,  w e  h a v e  used two



d i f f e r e n t  f i x e d  r o y a l t y  rates: o u r  c u r r e n t  r a t e  o f  1 2 . 5 %  and an i n c r e a s e d

rate o f  25%. T o  a v o i d  e a r l y  t e r m i n a t i o n  o f  p r o d u c t i o n ,  r o ya l t i e s  ne e d  to 

b e f l e x i b l e  d u r i n g  a f i e l d ' s  d e c l i n i n g  y e a r s .

(2) S l i d i n g  S c a l e  R o y a l t y  Wit h B on us B i d

U n d e r  this  s y s t e m ,  t he  g o v e r n m e n t  r e c e i v e s  a c a s h  b on us  b id  and  a s l i d i n g  

s c a l e  r o y a l t y.  We  us e d  1 2 . 5 %  as a m i n i m u m  f i g u r e  a nd  6 0 %  as a c e i l i n g  

w h e r e i n  the  r a t e  in a ny  p e r i o d  is d e p e n d e n t  u p o n  the  p r o d u c t i o n  o f  that perio d. 

If the p r o d u c t i o n  r ate is h igh , th en  a h i g h e r  r o y a l t y  r a t e  is ap pli ed.

This e n c o u r a g e s  p r o d u c t i o n  to c o n t i n u e  in o r d e r  to e x t e n d  the fiel d's  e c o n o m i c  

limit. T h e  r o y a l t y  rate falls as p r o d u c t i o n  d e c l i n e s .  G r e a t e r  f l e x i b i l i t y  

in s e t t i n g  th e initial rat e is the m a j o r  a d v a n t a g e  o f  this s y s t e m  w h i l e  

no t r u n n i n g  the r i s k  o f  an u n e c o n o m i c a l l y  ( f o r  I nd us try ) hig h ro y a l t y  rate.

On the o t h e r  hand, to a c h i e v e  an o ver all  l o w e r  r o y a l t y  p a ym en t ,  a c o m p a n y  

m i g h t  s p r e a d  o u t  p r o d u c t i o n  o v e r  a l o n g e r  p e r i o d  o f  time. Usuall y, h o w e v e r ,  

b e c a u s e  o f  the t i m e  v a l u e  o f  m o n e y  and i n c r e a s e d  o p e r a t i n g  costs, oil 

c o m p a n i e s  g e n e r a l l y  try to a c c e l e r a t e  p r o d u c t i o n .

(3) N et P r o f i t  S h a r e  B id  With F i x e d  Bon us

The f i x e d  b o n u s  in this r e p o r t  w a s  c a l c u l a t e d  by m u l t i p l y i n g  2.5 cents

p e r  barrel t imes  e s t i m a t e d  r e c o v e r a b l e  r e s erv es.  Thi s small fixed bonus 

is r e q u i r e d  as e a r n e s t  mo ney . T h e  b on us  is low e n o u g h  to e n c o u r a g e  p r o­

du ce r s  to b i d  a hig h net p r o f i t  s ha re  w h i l e  p e r m i t t i n g  p r o f i t a b l e  d e ve l o p m e n t .  

In this s y s t e m ,  the o p e r a t o r  r e c o v e r s  all of  the capi tal  i n v e s t m e n t  plus 

4%  n o mi na l  i n t e r e s t  pe r y e a r  b e f o r e  the g o v e r n m e n t  takes its s ha re  of  the profi

(4) R o y a l t y  B id  W i t h  F i x e d  Bonus

This s y s t e m  u t i l i z e s  the s am e  m e t h o d  to c a l c u l a t e  f i x e d  b onus a: i e s cri bed  for

Net P r o f i t  Sh are . Th e b i d  p a r a m e t e r  is a f u n c t i o n  of  p r o d u c t i o n  i n s t e a d  o f  net



p r o f i t s .  S i n c e  t h e  b on us  is fix ed,  i n t e r e s t e d  p a r t i e s  b id  o n  t h e  r o y a l t y  

ra t e  t h a t  t he  g o v e r n m e n t  is to rec eiv e. T h e  a d v a n t a g e  o f  r o y a l t y  b i d d i n g  

is t h a t  l i t t l e  f r o n t  end  m o n e y  is n e e d e d  by In dustry. H o w e v e r ,  this w o u l d  

e n c o u r a g e  s p e c u l a t i o n  c a u s i n g  an o v e r b i d .  R o y a l t y  b i d d i n g  s h o u l d  e n c o u r a g e  

m o r e  c o n p e t i t i o n  a m o n g  b i d d e r s  a n d  may a l l o w  t h e  s m a l l e r  c o m p a n i e s  a b e t t e r  

c h a n c e  o f  w i n n i n g  the tract.

(5) P e r c e n t a g e  o f  A c r e a c e  W i t h h e l d  O p t i o n

T hi s o p t i o n  s h o u l d  be c o n s i d e r e d  for u s e  in any high  r isk b i d d i n g  s i t u a t i o n ,  

e x c e p t  fo r small field s. As its t it l e  i m pl ie s ,  a p e r c e n t a g e  o f  the  a c r e a g e  is 

w i t h h e l d  f r o m  the initial l e a s e  sa le  s i t u a t i o n .  A n a l y s i s  has  s h o w n  tha t the 

l e s s o r  can d e r i v e  s i g n i f i c a n t l y  h i g h e r  i nc ome s by w i t h h o l d i n g  a perc- cage 

o f  a p e t r o l e u m  s t r u c t u r e  f o r  a d e f e r r e d  sale. The  p e r c e n t a g e  to b e  w i t h h e l d  

w o u l d  b e  d e t e r m i n e d  f r o m  g e o l o g i c / g e o p h y s i c a l  data a n d  e c o n o m i c  a na ly si s  

on  the p r o s p e c t i v e  s t r uc t u r e .

R e f e r  to th e a n a l y s i s  s e c t i o n  for f u r t h e r  d i s c u s s i o n  o f  t h e s e  met ho d s .

P O S S I B L E  M E T H O D S  FOR  F U T U RE  A N A L Y S I S

(1) F i xe d  B on us  W i t h  Oil P a y m e n t  B i d d i n g

A  f i x e d  b on us  is s p e c i f i e d  in d ol l a r s w h e r e a s  the oil p a y m e n t  can  be 

d e s i g n a t e d  as a p e r c e n t  o f  p r o d u c t i o n  o r  as a s e t  n u m b e r  o r  b a r r e l s  to be 

pa i d  f o r  e ac h  y e a r  of  the lease. The p r i m a r y  a d v a n t a g e  is that  b o t h  g o v e r n m e n t  

a n d  p r i v a t e  i n d u s t r y  s h a r e  the m a r k e t  p r i c e  risk o f  p e t r o l e u m .  H o w e v e r ,  if 

the oil p a y m e n t  p e r c e n t a g e  o f  p r o d u c t i o n ,  then this m e t h o d  is a c t u a l l y  r oy a l t y  

b i d d i n g .  M o r e o v e r ,  if the p a y m e n t  is in terms o f  b a r r e l s  p a i d  p e r  y e a r ,  then 

the s y s t e m  is a c t u a l l y  a rental system. B o t h  r o y a l t y  an d rental s ys te m s  

ha v e  t h e i r  a d v a n t a g e s  a n d  d i s a d v a n t a g e s  so t h e r e  is not a u n i q u e  a d v a n t a g e  

to h'.ving an oil p a y m e n t  b i d d i n g  s y stem .

____________________________________________ =±Z£z_________________________________________________



(2) P e r f o r m a n c e  S y s t e m

Th i s  s y s t e m ,  w h i c h  has b e e n  us e d  by C a n a d a  and G r e a t  B r i t a i n ,  r epl ace s 

the c o m p e t i t i v e  m a r k e t  p la ce  w i t h  a d m i n i s t r a t i v e  e v a l u a t i o n s .  T he  g o v e r n­

men t ,  as the a u t h o r i z e d  l e as i n g  a g en t,  i t e m i z e s  t he  p e r f o r m a n c e  c r i t e r i a  such 

as the rate a nd  a m o u n t  o f  w o r k  to be  p e r f o r m e d  on ea c h  t rac t,  a n d  the a m o u n t  

o f  c ap it a l  e x p e n d i t u r e s .  T he  p e r f o r m a n c e  s y s t e m  p r o v i d e s  g o v e r n m e n t  w i t h  the 

a u t h o r i t y  to s p e c i f y  the e x a c t  rate an d e x t e n t  o f  r e s o u r c e  d e v e l o p m e n t .

This a l l o w s  for s t r i n g e n t  control o v e r  the use of  th e r e so u r c e s .  A n o t h e r  

a d v a n t a g e  o f  this s y s t e m  is t h a t  it ma y gi ve  small o p e r a t o r s  g r e a t e r  access 

to the r e s o u r c e s .

(3) S h a r e  B i d d i n g  or P h i l l i p s  Plan

T h e  e n t i r e  s t r u c t u r e  is l e a s e d  in this s yste m. B o n us  bids ar e e n t e r e d  for 

the e n t i r e  f i e l d  i n s t e a d  o f  for  a s p e c i f i c  tract. B a s e d  on t h e i r  e q u i t y  

in the field, ea ch  c o m p a n y  r e c e i v e s  a p e r c e n t  o f  the p r o f i t s  or los s e s  w i t h  

a m a x i m u m  o f  20 p e r c e n t  p a r t i c i p a t i o n  by any one  c o m p a n y .  T h e  c o m p a n i e s  

f o r m  a c o r p o r a t i o n  w i t h  eac h c o m p a n y  h a v i n g  the s a m e  p e r c e n t a g e  o f  control as 

they h a v e  e q u i t y.  One o p e r a t o r  is r e s p o n s i b l e  f or e x p l o r a t i o n  and d e v e l o p m e n t .  

B on us bids h e l d  in e s c r o w  may be us ed  for f ie ld  d e v e l o p m e n t  costs. The 

a d v a n t a g e  o f  this s y s t e m  is that the b o n us  bids a re u s e d  as w o r k i n g  capital 

to e x p l o r e  a n d  d e v e l o p  the field. H o w e v e r ,  the a d m i n i s t r a t i v e  c o m p l e x i t y  o f  

such a pla n n e c e s s i t a t e s  c l o s e g o v e r n m e n t  m o n i t o r i n g  o f  the c o r p o r a t i o n s ' 

a c t i v i t i e s .  This m o n i t o r i n g  i n c re as e s  a d m i n i s t r a t i v e  c os ts to the g o ve r n m e n t ,  

but in r e t u r n  the g o v e r n m e n t  a c q u i r e s  d e t a i l e d  k n o w l e d g e  o f  o p e r a t i o n  e c o n om ic s .

(4) W o r k i n g  In te r e s t

In this s y s t em ,  the c o m p a n i e s  bid for  w o r k i n g  i n t e r e s t  s h a r e s  o f  the s t r u c t u r e  

r a t h e r  than fo r a s p e c i f i c  tract. The w i n n i n g  b i d d e r s  are t h o s e  w h o s e  bids



s u m  to t he  l a r g e s t  total bi d f o r  t he  e n t i r e  area. T h e  l e s s o r  s e l e c t s  an 

o p e r a t o r  to u n d e r t a k e  e x p l o r a t i o n  an d d e v e l o p m e n t  o f  the  a r e a  a f t e r  the  

l e a s e  sale. T h e  e c o n o m i c s  o f  this s y s t e m  a re  s i m i l a r  to the p r o f i t  s h a r e  

o r  r o y a l t y  s y s t e m s .  T h e  d i f f e r e n c e  is t h a t  this s y s t e m  a l l o w s  f or  m o r e  

t h a n  o ne  o w n e r  o f  the s t r u c t u r e  s i n c e  it is l i k e l y  th at  t h e r e  will be 

s e v e r a l  w i n n i n g  b i d d e r s .

(5) S t a g g e r e d  B o n u s  B i d d i n g

T he  b on us  is no t p a i d  in on e lump sum, b u t  in s e v e r a l  s ta g es .  For i n s t a n c e , 

p a y i n g  at the t i m e  o f  s a l e ,  w h e n  p e t r o l e u m  is f o u n d  a nd  w h e n  p r o d u c t i o n  

b e gin s. T h e  p r i m a r y  a d v a n t a g e  o f  this s y s t e m  is t h a t  t h e r e  is less capital 

e x p e n d e d  at t h e  f r o n t  end, t h e r e b y  a l l o w i n g  m o r e  f unds f or  e x p l o r a t i o n  and 

d e v e l o p m e n t .

(6) P r o f i t  S h a r e  S y s t e m s

P r o f i t  s h a r e  s y s t e m s  c o n s i s t  o f  a v a r i a b l e  ca s h  b o n u s  b i d  plus p r o f i t  

s h a r i n g  t a k e n  on n e t  income. S i n c e  t h e r e  a r e  a n u m b e r  o f  w a y s  to d e f i n e  

net i n com e, t he r e  a re  a l s o  a n u m b e r  o f  p r o f i t  s h a r i n g  s y s t e m s .  In t hese 

p r o f i t  s h a r i n g  s y s t e m s  t her e is no a l l o w a n c e  f or loss s h a r i n g  if no 

d e v e l o p m e n t  o cc u r s .  T h e  r e m a i n d e r  o f  the l e a s i n g  m e t h o d s  will be s o m e  

v a r i a t i o n  o f  p r o f i t  s h a r i n g .

(A) P r o f i t  S h a r e  S y s t e m  W i t h  an IRS I nc om e  B a s e 

The IRS i n c o m e  b a s e  is d e f i n e d  as g ro ss r e v e n u e  m i n u s  o p e r a t i n g  c ost s and 

d e p r e c i a t i o n .  This d e f i n i t i o n  is e s s e n t i a l l y  net o p e r a t i n g  r e v e n u e  in 

each  y e a r  a l l o w i n g  for t he  d e p r e c i a t i o n  o f  c ap ita l i n v e s t m e n t .  O ne 

a d v a n t a g e  o f  this s y s t e m  is tha t s i n c e  co sts  are d e d u c t e d  b e f o r e  the p r o f i t  

s h a r e  is tak e n ,  it r e d u c e s  the p o s s i b i l i t y  o f  e a r l y  t e r m i n a t i o n  o f  p r o d u c t i o n .
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(B) A n n u i t y  C ap i t a l  R e c o v e r y  P r o f i t  S h a r e  S y s t e m

T he  a n n u i t y ,  w i t h  a p r e - s p e c i f i e d  i n t e r e s t  r at e  and l e n g t h  o f  capit al 

r e c o v e r y  p e r i o d ,  is d e r i v e d  f r o m  all o f  t he  capita l i n v e s t m e n t  plus i n t e r e s t  

to t he  t im e  p r o d u c t i o n  b eg i n s .  To o b t a i n  the p r o f i t  s h a r e  b ase , the a m o u n t  

o f  t h e  a n n u i t y  is s u b t r a c t e d  f r o m  n et  o p e r a t i n g  pro fit s. A f t e r  the i n v e s t m e n t  

capi tal  has b e e n  r e c o v e r e d ,  the g o v e r n m e n t  p r o f i t  s h a r e  is t ak en  f r o m  the 

n et  o p e r a t i n g  p ro f i t . T h e  p r o f i t  s h a r e  r a t e  c an  g e n e r a l l y  be s et  h i g h  

s i n c e  the p r o f i t  s h a r e  base a p p r o x i m a t e s  a t r u e  e c o n o m i c  shar e. T he  p r o b l e m  

o f  no d e v e l o p m e n t  o c c u r r i n g  b e c a u s e  th e p r o f i t  s h a r e  rate w as s e t  too 

hig h has b e e n  a l l e v i a t e d  by this system.

(C) B r i t i s h  T y p e  P r o f i t  S h a r e  S y s t e m  

In this s y s t e m ,  the g o v e r n m e n t  does not  tak e its p r o f i t  s h a r e  until 

a f t e r  s o m e  f a c t o r  times the total capital i n v e s t m e n t  is r e c o v e r e d  f r o m  

net p ro f it s .  O t h e r w i s e ,  tne e c o n o m i c s  are the s a m e  as the a n n u i t y  capital 

r e c o v e r y  s y s t e m  e x c e p t  t h a t  the i n v e s t m e n t  capita l is r e c o v e r e d  s o o n e r  

and o v e r  a s h o r t e r  t i me  in te rv a l .

( D) I n d o n e s i a n  P r o d u c t i o n  S h a r i n g  S y s t e m  

All c a p i ta l e q u i p m e n t  b e c o m e s  g o v e r n m e n t  p r o p e r t y  in this s y s t e m . H o w e v e r ,  

a rental r at e o f  up to 10% p e r  y e a r  is a l l o w e d  to be a d d ed  to o p e r a t i n g  

costs. Each  y e a r  o p e r a t i n g  c o s t  can be d e d u c t e d  f r o m  f o r ty  p e r c e n t  o f 

p r o d u c t i o n .  If o p e r a t i n g  costs e x c e e d  f or ty  p e r c e n t ,  the y can be c a r r i e d  

f o r wa r d  to the f o l l o w i n g  y ea r.  Th e p r o f i t  s h a r e  is then t ak en f ro m  the r e m a i n i n g  

s i x t y  per c e n t.  Th i s  s y s t e m  is m o r e  a p p r o p r i a t e l y  c a l l e d  a c o n s t r a i n e d  

p r o f i t  s y s t em ,  s i n c e  total r e c o v e r a b l e  costs c a n n o t  e x c e e d  fo ity  p e r c e n t  ^

o f t he v a l u e  o f  p r o d u c t i o n .  T h e r e  is no p r o v i s i o n  in this s y s t e m  for 

r e tu r n  on initial i n v e s t m e n t  c a p i t a 1 in the p r o f i t  s h a r e  basis.
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(E) V a r i a b l e  P r o f i t  S h a r e  S y s t e m

V a r i a b l e  p r o f i t  s h a r e  is s i m i l a r  to t h e  s l i d i n g  s c a l e  r o y a l t y  s y s t e m  

w i t h  the e x c e p t i o n  t h a t  t he  v a r i a t i o n  in p r o f i t  s h a r e  r at e  is e x p r e s s e d  

in t e r m s  o f  annual net p ro f i t s  r a t h e r  t h an  a nn u a l  p r o d u c t i o n .  T h i s  s y s t e m  

c o u l d  be u s e d  w i t h  any  o f  t h e  p r o f i t  s h a r e  s y s t e m s  d e s c r i b e d  t hus far.

T h e r e  is t h e  a d v a n t a g e  in this s y s t e m  o f  m o r e  f l e x i b i l i t y  in s e t t i n g  the 

rate b e f o r e  r e s e r v e s  a nd  co sts  a r e  k n o w n  t h a n  in f i x e d  r a t e  s y s t e m .

P r o d u c t i o n  m ay  be s p r e a d  o v e r  a l o n g e r  t i m e  p e r i o d  to a c h i e v e  a l o w e r  

p r o f i t  s h a r i n g  rate.

(F) Fixed B on u s  W i t h  P r o f i t  S h a r e  B i d d i n g  S y s t e m

T he  b on us  is f ix ed in this s y s t e m  and  i n t e r e s t e d  p a r t i e s  b i d  on t h e  prof- c 

s h a r e  th a t  the g o v e r n m e n t  is to re cei ve.  Th is  s y s t e m  e n c o u r a g e s  s p e c u l a t i o n ,  

h o w e v e r ,  and to w h a t  d e g r e e ,  can  o n l y  be e v a l u a t e d  in c o n j u n c t i o n  w i t h  

the t yp e  o f  p r o f i t  s h a r e  b a s e  b e i n g  used.

C O M B I N A T I O N S

O f  the l e a s i n g  m e t h od s  j u s t  d i s c u s s e d ,  it is a p p a r e n t  t h a t  s o m e  o f  the 

m e t h o d s  can be c o m b i n e d  to g i v e  a l ar ge  p o s s i b l e  n u m b e r  o f  l e a s i n g  a l t e r­

nat i v e s.  C o m b i n a t i o n s  will not  be e x a m i n e d  i n d i v i d u a l l y  b e c a u s e  i n f e r e n c e s  

can be d r a w n  fro m t h e  b a s i c  a l t e r n a t i v e s  p r e v i o u s l y  d e s c r i b e d .
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SUMMARY

L i m i t e d  d a t a  w a s  a v a i l a b l e  f or  this  s t u d y  and m a n y  s u b j e c t i v e  d e c i s i o n s  

w e r e  used d u r i n g  th e a n a l ys i s .  Ev e n  w i t h i n  the  l i m i t e d  s c o p e  o f  this w o r k  

it is a p p a r e n t  t h a t  ar eas  o f  t he  s t a t e  can be  d i v i d e d  into d i f f e r e n t  l e a s i n g  

c l a s s i f i c a t i o n s  for oil a n d  gas. A n  o n - g o i n g  r e s o u r c e / e c o n o m i c  a n a l y s i s  o f  

r e s o u r c e  a r e as  by the D i v i s i o n  o f  M i n e r a l s  and E n e r g y  M a n a g e m e n t  will i n s u r e  

r e f i n e m e n t  o f  this c l a s s i f i c a t i o n  s y s t e m  a n d  an o p t i m u m  c o s t / b e n e f i t  l e a s i n g  

pr ogr am.

The le ss o n s  l e a r n e d  h e r e  and  th e t e c hni cal  a b i l i t i e s  d e v e l o p e d  can  be  used 

for d e t e r m i n i n g  the  c o s t / b e n e f i t  o f  l e a s i n g  o t h e r  E n e r g y  a n d  M i n e r a l s .

Coal an d U r a n i u m  w o u l d  both  fall e a s i l y  int o this t y p e  of  a n a l y s i s .  U r a n i u m  

is l e a s e d  e v e r y w h e r e  in the U n i t e d  S t a t e s  bu t A l a s k a  on a r o y a l t y  p er  p o u n d  

basis. Up to now no e c o n o m i c / c o s t  b e n e f i t  a t t e m p t  has b e e n  m a d e  to e s t a b l i s h  

w h a t  t h e  o p t i m u m  p r i c e  w o u l d  be for  l e a s i n g  coal and u ran iu m.  S o m e  coal 

leas es  h a v e  be en  let for 10<t a ton on t we n t y  y e a r  c o nt r a c t s .  T h e  a p p l i c a t i o n  

o f an a n a l y s i s  s i m i l a r  to t he  o n e  us e d  for p e t r o l e u m  to o t h e r  r e s o u r c e s  w o u l d  

be th e f i rs t  s t e p  to E NE R G Y  R e s o u r c e  M a n ag e m e n t .
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SECTION IV

T h e  S t a t e  o f  A l a s k a  is u n i q u e  in its p o s i t i o n  as a p o t e n t i a l  n ati ona l 

s o u r c e  o f  p e t r o l e u m  a n d  its d e r i v a t i v e s .  T h e  /ast a r e a  to be d e v e l o p e d  

a l o n g  w i t h  the e x p l o r a t i v e  i m m a t u r i t y  o f  t he  s t a t e  p r o v i d e s  m a n y  v a r i a b l e s  

w h i c h  can c h a n g e  w i t h  time. In this r e p o r t ,  t h e s e  v a r i a b l e s  wil l be 

e x a m i n e d  a n d  s o m e  c o n c l u s i o n s  will be  d r a w n  as to the  p o t e n t i a l s  o f  oil 

a nd  gas r e s o u r c e s  on s t a t e  lan ds in A l a s k a ,  a n d  th e p o s s i b i l i t y  o f  s t a t e  

l e a s i n g  s al es  to be h e ld  in the future.

The a n a l y s i s  " S e n s i t i v i t y  o f  S t a t e  I n c o m e  to V a r i o u s  L e a s i n g  M e t h o d s "  

r e v e a l e d  f o u r  key v a r i a b l e s  w i t h  r e s p e c t  to oil a n d  gas l e as in g .  (1) T h e

a m o u n t  o f  the e x p e c t e d  p e t r o l e u m  r e s o u r c e s ,  (2) the ri sk  o f  f i n d i n g  t h e s e

r e s e r v e s ,  (3) c o s t  o f  o p e r a t i o n s  an d (4) the  p r i c e  o f  p e t r o l e u m .  This 

s t u d y  i n d i c a t e s  that  all f o u r  o f  t h e s e  v a r i a b l e s  are d e p e n d e n t  u p o n  t h ei r 

g e o g r a p h i c  l o ca t i o n s  in A l a s k a . S i n c e  i n c o m e  to the S t a t e  f r o m  oil and gas 

d e v e l o p m e n t  is t h e r e f o r e  d e p e n d e n t  upo n a k n o w l e d g e  o f  the r e s o u r c e  and 

r e gi o n a l c h a r a c t e r i s t i c s ,  f l e x i b l e  l e a s i n g  m e t h o d s  w i l l  be  n e c e s s a r y  if 

i n c o m e  to the s t a t e  is to be  m a x i m i z e d .

We  h a v e  f o u n d  tha t the s t a t e  can be d i v i d e d  into r e g i o n s  b a s e d  o n  the

k ey  l e a s i n g  cr it e r i a . T h e s e  R e s o u r c e / R i s k / C o s t / P r i c e  p r o v i n c e s  can be 

used w h e n  c o n s i d e r i n g  l ea s i n g  m e t h o d s  a nd  w o u l d  e s t a b l i s h  the ty pe  of 

input v a r i a b l e s  for e c o n o m i c  r e s o u r c e  a n a l y s i s  b e f o r e  l eas ing .
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Potential Oil & Gas Regions on State Lands

T h e  p o t e n t i a l  o f  t h e  s t a t e  oil a n d  g as  l a n d s  has b e e n  c a ^ u l a t e d  f r o m  t h e  

D i v i s i o n  o f  G e o l o g i c a l  a n d  G e o p h y s i c a l  S u r v e y ' s  O p e n  F i l e  R e p o r t  50

i

( F i g u r e  G - 1) w h i c h  o u t l i n e s  b a s i n  b y  b a s i n  e s t i m a t e s  o f  r e c o v e r a b l e  oil

a n d  gas r e s o u r c e s  in A l a s k a .  As thi s r e p o r t  s t a t e s ,  t h e s e  s t a t e  l an d  c a l c u l a t i o n s

a r e  s u b j e c t  to a h i g h  d e g r e e  o f  e r r o r ,  g i v e n  t he  l a c k  o f  i n f o r m a t i o n  a n d

e x p l o r a t i o n  d a t a  i n s o m e  o f  t h e s e  a r e a s .  T h e  i n f o r m a t i o n  a v a i l a b l e  to

t h e  s t a t e  a t  this  t i m e  f or  e v a l u a t i o n  o f  p e t r o l e u m  r e s o u r c e  -s l i m i t e d  b u t

t h e  D i v i s i o n  o f  M i n e r a l s  a n d  E n e r g y  M a n a g e m e n t  in its l o n g  r a n g e  a n a l y s i s

o f  p e t r o l e u m  p o t e n t i a l  f o r  l e a s i n g  w i l l  a c q u i r e  s e i s m i c  a n d  o t h e r  d a t a  in

t h e  f u t u r e  to a d e q u a t e l y  e v a l u a t e  e a c h  s t a t e  p r o v i n c e .  T h e r e  is a p o s s i b i l i t y

o f  l a r g e  oil f i e l d s  in s o m e  o f  t he  m o r e  p r o m i s i n g  s e d i m e n t a r y  b a s i n s  w h i c h

m i g h t  m a k e  t h e s e  e s t i m a t e s  too  low, b u t  t h e r e  is a l s o  th e p o s s i b i l i t y  o f  no

f i e l d s  o r  v e r y  s m a l l  f i e l d s  in s o m e  o f  t h e  s t a t e  h e l d  a r e a s  w h i c h  c o u l d

m a k e  t h e  e s t i m a t e s  t o o  high.

As p r e v i o u s l y  s t a t e d , A l a s k a ' s  s e d i m e n t a r y  b a s i n s  a r e  r e l a t i v e l y  u n e x p l o r e d .

T h e  v a r i a b i l i t y  in the a m o u n t  o f  e x p l o r a t i v e  d a t a  is g r e a t ,  r a n g i n g  f r o m  

t he  e x h a u s t i v e l y  e x p l o r e d  a r e a s  o f  t h e  U p p e r  Coo k I n l e t  a n d  P r u d h o e  B ay to 

t he  W e s t e r n  C h u k c h i  a n d  N o r t o n  S o u n d  P r o v i n c e s  w h i c h  h a v e  n e v e r  b e e n  d r i l l e d .

T h e  a m o u n t  o f  h y d r o c a r b o n s  in t h e s e  a r e a s  is a h i g h l y  s p e c u l a t i v e  q u e s t i o n ,  

a n d  f u t u r e  i n f o r m a t i o n  w i l l  s u r e l y  m o d i f y  t he  r e s o u r c e  p i c t u r e  o f  the 

S t a t e  o f  A l a s k a .

B o t h  p a t e n t e d  a n d  t e n t a t i v e l y  a p p r o v e d  s t a t e  l an d s  lie w i t h i n  the o n s h o r e  

oil b a s i n s  in A l a s k a  ( F i g u r e  G -2 ). T h e  o n s h o r e  l a n d s  a r e  g e n e r a l l y  not  too



T
h i g h  in p e t r o l e d  p o t e n t i a l ,  \-r,z'r. - re  e x c e p t i o n  o f  t h e s e  c n  t h e  N c ~ i 'n S ’o p a  ^  1
a n d  in B r i s t o l  3 a s i n .  G e n e r a l l y ,  i n t e r i o r  a r e a s  h a v e  a g r e a t e r  p o t e n t i a l  

f o r  gas t h i n  o i l .
L
I

T h e  S t a t e  o w n s  o r  h a s  t e n t a t i v e  a p p r o v a l  o n  a l a r g e  a m o u n t  o f  p r e m i s i n g  

l a n d  in t h e  B r i s t o l  B a y  - A l a s k a  P e n i n s u l a  r e g i o n ,  t h e  N o r t h  S l o p e ,  a n d  o n  

t h e  Kenai p e n i n s u l a  in L o w e r  C o o k  Inlet. A t  t hi s  t i m e,  t h e s e  l a n d s  a p p e a r  

to  h a v e  p o t e n t i a l  f o r  b o t h  oil a n d  gas a n d  w o u l d  be  r e l a t i v e l y  l o w  in 

c o s t  o f  p r o d u c t i o n ,  o w i n g  to e x i s t i n g  t r a n s p o r t a t i o n  s y s t e m s .

I
r
i

In..additjon.to-;its o n s h o r e . l a n d s ,  t he  Sti.te o w n s  .coastal w a t e r s  t o  a l i m i t  

o f  t h r e e  m i l e s  f r o m  s t a t e  s h o r e l i n e s  ( F i g u r e  G -2 )  T h e  t h r e e  m i l e  l i m i t  

s u b m e r g e d  l and s p r o v i d e  t h e  s t a t e  w i t h  s o m e  g o o d  p e t r o l e u m  p o t e n t i a l  a r e a s  

n o t a b l y  in th e G u l f  o f  A l a s k a ,  Coo k I nl et ,  B r i s t o l  Bay  a n d  B e a u f o r t  Se a

f
r e g i o n s .  As F e d e r a l  C C S  l e a s i n g  p r o g r e s s e s  ar.d o f f s h o r e  d i s c o v e r i e s  a r e  

m a d e ,  t h e  t h r e e  m i l e  l i m i t  s u b m e r g e d  l an ds  w i l l  n e e d  to be  s e r i o u s l y  c o n s i d e r e d  

f o r  l e a s i n g .

i

I

I

Iri this s e c t i o n  w e  h a v e  o u t l i n e d  t h e  p o t e n t i a l  r e c o v e r a b l e  oil a n d  gas i

r e s e r v e s  o n  s t a t e  l a n d s  i n c l u d i n g  t h e s e  w i t h i n  A l a s k a ' s  t h r e e  m i l e  l i m i t .

T h e i r  p o t e n t i a l  w i l l  b e  d i s c u s s e d  in the l i g h t  t h a t  f u t u r e  e x p l o r a t i o n  1
d a t a  w i l l  c h a n g e  t h e s e  e s t i m a t e s . j

a.

B e c a u s e  o f  t his d e g r e e  o f  v a r i a b i l i t y ,  it is n e c e s s a r y  to l o o k  at  t h e  S t a t e  

in d i f f e r e n t  s e c t i o n s ,  o r  l e a s i n g  p r o v i n c e s .  E a c h  l e a s i n g  p r o v i n c e  c o n t a i n s  

d i f f e r e n t  ri s k  a n d  c o s t  p a r a m e t e r s ,  as w e l l  as m o r e  o r  less p o t e n t i a l  fo r 

oil r e s e r v e s .  F i g u r e  G-l has s h o w n  the l o c a t i o n  o f  t h e s e  p r o v i n c e s ,

t
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V . b l e  G-l g iv es  an  e s t i m a t e  o f  t h e i r  g e o g r a p h i c  s i z e  a n d  a s p e c u l a t i v e  

a s s e s s m e n t  o f  t h e  p o s s i b l e  oil & gas r e s e r v e s  to be e x p e c t e d .  A p r o v i n c e  

by  p r o v i n c e  d i s c u s s i o n  is g i v e n  in A p p e n d i x  A.



T a b l e  G-l 

P E T R O L E U M  P O T E N T I A L  A R E A S  A ND  

E S T I M A T E D  Q U A N T I T I E S  ON  S T A T E  L AND S

G E O L O G I C  B AS IN  

OR P R O V I N C E

SQ. M I L E S  SQ. M I L E S  

O N S H O R E  O F F S H O R E

A M O U N T  O F  OIL

O IL  O - G

P O T E N T I A L  L O W  (MMB) H I G H  (M M B ) R A T IO

A M O U N T  OF GA S

L O W  (TCF) H I G H  (TCF)

P E R C E N T

Gulf of  A l a s k a 6 30 3 ,3 08 I 0 354.4 6.1 0 2 , 1 6 1 . 8 4 30
Cook Inlet 1,116 1,188 I 1 63 .0 325.0 6.1 992 1 , 9 8 3 . 0 30
Bristol B a s i n  & Ak

P e n i n s u l a 2 , 0 8 8 3,132 I 3 23 . 5 647 .9 6.1 1,976.1 3 , 9 5 2 . 1 9 30
B er i n g Sea I 0 U n k n o w n * 0 U n k n o w n *

(Nor ton  Basi n) 972 .

(Bethel O f f sh o r e ) 506

( Y u k o n - K o y u k u k ) 612

Hope B a s i n 468 I 0 Ma rgi na l 0 M a r g i n a l
North S lo p e  Upla nds 6 ,624 I <1 ,260.0 > 1 , 2 6 0 . 0 2.7 < 3 , 4 0 2 . 0 > • 3 , 4 0 2 . 0 50

B e a u f o r t Sea 2 ,1 60 I 3 0 0 .0 U n k n o w n * * 1 ,500.0 U n k n o w n * *
Chukchi Sea 1,440 I 0 U n k n o w n * 0 U n k n o w n *
Ko tze bu e P r o v i n c e 864 II 30.1 115.0 6.1 1 87.0 7 16. 0 30
Kodiak Island 8 0 0 II 0 M arg i n a l 0 U n k n o w n *
H o ll it na  B as in 1,260 II 0 Ma rgi na l 0 M ar gin al
M i n c h u m i n a 144 II 0 U n k n o w n * 0 U n k n o w n *
Co p p e r R iv er 342 II 0 Ma rgi nal 6.1 0 146.1 25
M id dl e  T a na n a 1,980 II 0 U n k n o w n * 0 U n k n o w n *
Y u k o n - K o y u k u k 540 II 0 Mar g i na l 0 U n k n o w n *

(Onshore)

Total S L a t e Lan d 14,724 14,110

*Not e n o u g h  e x p l o r a t i v e  i n f o r m a t i o n  is a v a i l a b l e  in this r e g i o n  to m a k e  an e s t i m a t e  o f  pot en ti a l  r e s o u r c e  q u a nt i t i e s .  

**La rge  r e s e r v e s  po ss i b l e ,  but n ot  en o u g h  e x p l o r a t i v e  I n f o r m a t i o n  a v a l l ab le .

•  #



LEASING CRITERIA

P r ic e

Well h e a d  p r i c e  d i f f e r e n c e  w i t h i n  t h e  S t a t e  f o r  n e w  A l a s k a n  p e t r o l e u m  is 

p r i m a r i l y  a f u n c t i o n  o f  t h e  c o s t  o f  t r a n s p o r t i n g  t h e  c r u d e  to m a r k e t .

In th i s  i n i t i a l  s t u d y  w e  h av e  s i m p l y  c h o s e n  p r i c e  r e g i o n s  b a s e d  on the a v a i l­

ab i l i t y  a n d  c o s t  o f  t r a n s p o r t a t i o n .  T h e s e  r e g i o n s  w e r e  c h o s e n  s u b j e c t i v e l y  

and wil l b e  r e f i n e d  w h e n  o u r  s t u d i e s  on t r a n s p o r t a t i o n  a n d  d e v e l o p m e n t  costs 

ar e c o m p l e t e d .  F i g u r e  G - 3  s h o w  a r o ugh  P r i c e - C o s t  r e g i o n  b r e a k d o w n  f o r  the 

State. T h r e e  p r i c i n g  c r i t e r i a  t ha t  c a n  be u s e d  are:

1. Low Well H e a d  Price: High  p i p e l i n e  c os t, d i f f i c u l t  t a n k e r  m o v e m e n t ,  

lo ng  d i s t a n c e s .

2. M e d i u m  Well H e a d  Price: L e s s  t h a n  n u m b e r  1.

3. Hi g h  Well H e a d  Price : Ice free a r ea s,  n e a r  C oa st ,  c h e a p e r  p i p e l i n e s ,  

s h o r t e r  d i s t a n c e s .

Cost

In this r ep or t ,  t he  S t a t e  o f  A l a s k a  has b e e n  d i v i d e d  in t o  t h r e e  c o s t  r e g ion s 

( Fi g u r e  G-3). T h e s e  c o s t  d e t e r m i n a t i o n s  h a v e  b e e n  b a s e d  o n  l o c a tio n, e x i s t i n g  

t r a n s p o r t a t i o n ,  ( p i p e l i n e s ,  e t c . ) ,  n a v i g a b i l i t y  o f  a d j a c e n t  w a t e r s  (ice free 

ports all y e a r  o r  n ot), c o s t  a n d  a v a i l a b i l i t y  o f  labor, m a t e r i a l s ,  and 

l oc at io n  n e a r  p o p u l a t i o n  c e n t e r s .  W h a t  all o f  t h e s e  fa ct or s  h a v e  in c o m m o n  

is lo ca t i o n . T he  m o r e  r e m o t e  the p e t r o l e u m  p o t e n t i a l  a r e a , th e h i g h e r  th e cost. 

T h e s e  c os t  p a r a m e t e r s  a r e  o u t l i n e d  bel ow :

1. Low Cost: N e a r  to e x i s t i n g  t r a n s p o r t a t i o n  s y s t e m ,  c l o s e  to p o p u l a t i o n

c en t e r ,  l o w e r  l a b o r  and m a t e r i a l  c ost , s o u t h e r n  l o ca tio n.

2. M e d i u m  Cost: M i d d l e - A l a s k a  l o c a t i o n ,  p o s s i b l e  e x t e n s i o n s  to e x i s t i n g

p i p e l i n e  s y s t e m s ,  f e a s i b i l i t y  o f  r o a d w a y s , etc.
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3. Hi g h  Cost: R e m o t e ,  n o r t h e r n  l o c a t i o n .  D i f f i c u l t  t r a n s p o r t a t i o n  (no i c e - f r e e

port s o r  e x i s t i n g  p i p e l i n e  s y s t e m s ) ,  h ig h  l a b o r  a n d  m a t e r i a l  cos ts , 

no e x i s t i n g  soc ia l i n f r a s t r u c t u r e .

R is k

F or  o u r  p u r p o s e s ,  r i s k  is a f u n c t i o n  o f  t h e  e x p l o r a t i o n  m a t u r i t y  o f  a p e t r o l e u m  

p o te nt ia l  area, a nd  t h e  d e g r e e  o f  c o n f i d e n c e  t h a t  oil o r  gas w il l  b e  d i s c o v e r e d .

In g e n e r a l ,  the less e x p l o r a t o r y  i n f o r m a t i o n  a v a i l a b l e  in a p e t r o l e j m  region , 

th e h i g h e r  th e n s k  f ac t o r .  To o u t l i n e  t h e  l e a s i n g  c r i t e r i a  in thi s s tu d y ,  

w e  h a v e  e s t i m a t e d  t h e  level o f  p u b l i c  k n o w l e d g e ,  as well as t h e  o ve ra l l  p o t e nt i a l  

for oil a n d  gas r e s o u r c e s  w i t h i n  an area. W h e n  s e l e c t i n g  a l e a s i n g  m e t h o d  for

a p a r t i c u l a r  s al e, t h e  d e g r e e . o f  c o n f i d e n c e  f a c t o r  w o u l d  b e  a m a j o r

c o n s i d e r a t i o n .

1. L o w  Risk: G o o d  p o t e n t i a l  f o r  e i t h e r  oil or  gas, p r e v i o u s  d i s c o v e r i e s

w i t h i n  the r e g i o n  u n d e r  d i s c u s s i o n ,  a high level o f  e x p l o r a t i o n  m a t u r i ty .

2. M e d i u m  Risk: M e d i u m  to g o o d  p o t e n t i a l  for oil o r  gas, no p r e v i o u s  d i s c o v e r i e s

in the area, a n d / o r  m o d e r a t e  k n o w l e d g e  level o f  the r e g i o n  t h r o u g h

e x p l o r a t i v e  m e t h o d s .  ( S e i s m i c  w o r k ,  etc.)

3. H i g h  Risk: P o o r  oil o r  gas p o t e n t i a l ,  e x p l o r a t i o n  m a t u r i t y  level is low,

a n d  no p r e v i o u s  oil o r  gas d i s c o v e r i e s  in a r e a  o r  c l o s e l y  l o c a t e d  re gio ns.

T a b l e  G-3 g r o up s the g e o g r a p h i c  p e t r o l e u m  p r o v i n c e s  by e x p l o r a t i o n  m a t u r i t y  

(Risk) and c o s t  r e gi on .  T h e  l a r g e s t  n u m b e r  of  p r o v i n c e s  lie in the hi g h  risk 

c a t e g o r y  a n d  this is i n d i c a t i v e  o f  t h e  lack of  e x p l o r a t o r y  i n f o r m a t i o n  a v a i l a b l e  

in t h e  centr al ••nd n o r t h e r n  p r o v i n c e s  of th e state. O n l y  the  U p p e r  Coo k I nlet 

a nd  P r u d h o e  Bay a re a s  can b e  c l a s s i f i e d  as m a t u r e  e n o u g h  to a s s i g n  a Low Risk 

ty o e  l e a s i n g  m e t h o d  a n a l y s i s .  I d e a l ly ,  a r e a s  s h o u l d  n ot be s e l e c t e d  for l e a s i n g  

in a hig h ris k c a t e g o r y .  S i n c e  this w ill n ot a l w a y s  be p o s s i b l e  b e c a u s e  o f



o u t s i d e  i n f l u e n c e s  su c h  as O C S  d e v e l o p m e n t ,  lack o f  d r i l l i n g  d ate , e tc.,

a n a l y s i s  for l e a s i n g  p r o c e d u r e  w ill h av e  to b e  d o n e  u s i n g  a r b i t r a r y  d e c i s i o n s

a n d  t ab le s  s u c h  as these.

T h e  i m p o r t a n t  f a c t o r  to r e c o g n i z e  is t h a t  the v ar i o u s  p e t r o l e u m  p o t e n t i a l  

a r e a s  o f  ^he s t a t e  are e ac h d i f f e r e n t  w i t h  r e s p e c t  to the key l e a s i n g  

p a r a m e t e r s .  Each p r o v i n c e  m u s t  be a p p r o a c h e d  on an i n d i v i d u a l  b a s i s a nd  

l e a s e d  w i t h  a m e t h o d  t h a t  fits its u n iq u e  s t atu s. O n c e the  d e c i s i o n  has 

b e e n  r e a c h e d  to c o n s i d e r  l e a s i ng , a d e t a i l e d  risk a n a l y s i s  o f  th e e x p e c t e d  

v a l ue  p e t r o l e u m  f e a t u r e s  w o u l d  nee d to be  u n d e r t a k e n .  As s h o w n  in the 

e c o n o m i c  a n a l y s i s  o f  l e a s i n g  m e t h o d s ,  it is to the a d v a n t a g e  o f  t h e  s t a t e

to al wa ys  a t t e m p t  to d e c r e a s e  the risk b e f o r e  ac tua l l e a s i n g ,  and  a 1̂
d e c r e a s e  in risk can be a c h i e v e d  by i n s u r i n g  that t h e r e  is as m u c h  p u b l i c  

k n o w l e d g e  o f  the p e t r o l e u m  p o t e n t i a l  a r e a  as p o s si bl e .  F l e x i b i l i t y ,  p u bl i c  

k n o w l e d g e ,  and a n a l y s i s  a r e  a b s o l u t e  p r e r e q u i s i t e s  for o p t i m u m  c o s t  b e n e f i t

r e s o u r c e  d e v e l o p m e n t .



T a b l e  6- 3 - R o u g h  E s t i m a t e s  o f  R is k  by C o s t  R e g i o n

I - S o u t h e r n  P r o v i n c e s  a nd  B a s i n s

Low c o s t  a nd  h ig h p r i c e  p a r a m e t e r s

H i g h  R i s k  M e d  Ri s k  Low  Ris k

K o d i a k  I s l a n d  G u l f  o f  A l a s k a  U p p e r  Co o k  Inlet

L o w e r  C o o k  In let  

B r i s t o l B a s i n  a n d  A l a s k a  

P e n i n s u l a

II - M i d d l e  A l a s k a  P r o v i n c e s  a n d  B as i n s  

M e d i u m  C os t and h i g h  p r i c e  p a r a m e t e r s

H ^ g h Risk Med  Ris k Low Risk

bt-.ing Sea (Norton)

B e r i n g  Sea ( Y u k o n - K o y u k u k )

Y u k o n - K o y u k u k  G e o s y n c l i n e  

B e r i n g  Sea (Bethel Basi n)

III - N o r t h e r n  P r o v i n c e s  a n d  B a s i n s

High Lost a n d  h i g h  c o s t  p a r a m e t e r s

H i gh Risk Me d Risk L o w  Risk

K o t z e b u e  P r o v i n c e  N o r t h  S l o p e  P r u d h o e  Bay Area

H o p e  P r o v i n c e  B e a u f o r t  Sea P r o v i n c e

C hu k c h i  P r o v i n c e

M i d d l e  T a n a n a

Mi nchumi na

C o p p e r  R i v e r

H o l l i t n a
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P E T R O L E U M  P O T E N T I A L  A R E A S  A N D  C O R R E S P O N D I N G  L E A S I N G  C R I T E R I A

T h e  v ar i o u s  l e a s i n g  c r i t e r i a  can  be c o m b i n e d  to g i v e  the l e a s i n g  c h a r a c t e r  

of  e a c h  r e s o u r c e  p r o v i n c e .  T h e s e  a p p r o x i m a t e  c l a s s i f i c a t i o n s  ca n th e n  b e  used 

for p l a n n i n g  f u t u r e  l e a s i n g  a n d  in the e c o n o m i c  a n a l y s i s  f o r  s e l e c t i o n  o f  an 

o p t i m u m  l e a s i n g  m e thod . R e f e r r i n g  to F i g u r e  G - 2  w h i c h  s ho ws  the  v a r i o u s  l e a s i n g  

p r o v i n c e s ,  T a b l e  G - 2  lists e ach o f  t h e s e  p r o v i n c e s  a l o n g  w i t h  its c o r r e s p o n d i n g  

l e a s i n g  c h a r a c t e r i s t i c s .

T a b l e  G-2 c an be u t i l i z e d  for t he  e s t a b l i s h m e n t  of  p r i o r t i e s  on e x p l o r a t o r y  

da t a  a c q u i s i t i o n  a n d  as a p r e l i m i n a r y  tool f o r  long r a n g e  l e a s e  p l a n ni ng .

As t h e  t abl e is re fin ed,  it w ill be use d as a c l a s s i f i c a t i o n s  i n p u t  for  a ^  

l e a s i n g  m e t h o d  a n a lys is.



Table G-2 -  Petroleum Potentia l Areas and Corresponding Leasing C r i te r ia

P e t r o l e u m  P r o v i n c e

o r  B a s i n P r i c e * R i s k * C os t

G u l f  of  A l a s k a H i g h M e d L ow
U p p e r  Cook In let H i g h L o w Low
L o w e r  Co o k  Inlet H i g h M ed Low
K o d i a k  Is la n d Hi g h Hi g h Low
B ri sto l B a s i n Hi g h M e d Low
B e r i n g  Sea (Norton) M ed High Me d
B e r i n g  S ea  ( Y u k o n - K o y u k u k ) M ed Hig h M ed
B e r i n g  Sea (Bethel Basin) Med Hig h Med

Y u k o n - K o y u k u k  G e o s y n c l i n e M e d H i g h Med
K o t z e b u e  P r o v i n c e L ow Hi g h Hi g h
H o pe  P r o v i n c e L ow Hi g h High
Chukchi P r o v i n c e Lo w Hi g h Hig h
N o rt h  S l o p e  U pl and s L o w M e d - H i g h High
P r u d h o e  B ay  Are a L ow L o w - M e d Me d
B e a u f o r t  P r o v i n c e Low M e d - H i g h Hi gh
M i d d l e  T ana na,  Minchurr.ina,

C o p p e r  River, H o l l i t n a M e d M e d - H i g h M ed

★
No t e  - All c l a s s i f i c a t i o n s  can c h a n g e  w i t h  t i m e  a n d  f u r t h e r  k n o w l e d g e .

-195-



S T A T E  L A N D  W I T H  P E T R O L E U M  P O T E N T I A L  

BY

P R O V I N C E



F o l l o w i n g  is a d e s c r i p t i o n  o f  each  p o te nt ia l  a r e a ,  bo th  o n s h o r e  a n d  o f f s h o r e ,  

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

G U L F  OF A L A S K A  

F i gu r e  G-4

Th e S t a t e  s u b m e r g e d  lands in t h e  G u l f  o f  A l a s k a  c o u l d  c o n t a i n  a f ew  small 

p e t r o l e u m  f i el ds  o r  on e l a r g e  f ie ld ,  o r  p e r h a p s ,  God  f o rb i d ,  n o t h i n g  b ut  s a l t  

w a te r .  B o t h  o n s h o r e  and  o f f s h o r e  s t a t e l a n d s  w h i c h  l i e  in the G u l f  o f  A l a s k a  total 

a p p r o x i m a t e l y  3 ,9 40  s q u a r e  m i le s.  T h e  a v e r a g e  t h i c k n e s s  o f  t h e  s e d i m e n t a r y  

d e p o s i t s  in this a r e a  is a b o u t  1.8 m i l e s ,  m a k i n g  t h e  a v a i l a b l e  a m o u n t  o f  

s e d i m e n t s  a b o u t  7 , 0 8 8  c u b i c  m ile s.  A low to h i g h  e s t i m a t e  o f  p e t r o l e u m  r e s e r v e s  

ra n g e s f r o m  z e r o  to 354 m i l l i o n  b a rr el s .  Gas r e s e r ve s  c o u l d  r a n g e  f r o m  z e r o  

to 2 , 0 0 0  TCF.

C OO K  IN LET  B A S I N  ( L O W E R  & U P P E R  C O O K  INLET)

F i g ur e  G - 5

It is b e c o m i n g  i n c r e a s i n g l y  a p p a r e n t  t ha t  the U p p e r  C ook Inlet B a s i n  has 

b ee n  d e v e l o p e d  n e a r  the e c o n o m i c  l i m i t  o f  its r e s o u r c e s  a n d  c a p a c i t y ,  and 

that f u t u r e  oil and gas d i s c o v e r i e s  w ill lie f u r t h e r  sou th.

The e s t i m a t e  o f  r e c o v e r a b l e  oil a n d  g a s  in o f f s h o r e  a r e a s has b e e n  l o w e r e d  

as m o r e  e x h a u s t i v e  e x p l o r a t i o n  has y i e l d e d  f e w e r  d i s c o v e r i e s  t h a n  p r e v i o u s l y  

ex pe ct e d .  A l s o ,  the r e m a i n in g s t a t e  o w n e d  a r ea s to b e  e x p l o r e d  lie o n  the 

frin ges  o f  th e Cook Inlet b a s i n,  w h e r e  oil a nd gas p o t e n t i a l  m a y  n o t  be 

as h i g h  as in the m i d d l e  p o r t i o n  of  the b a s i n  B e c a u s e  o f  this, t h e  e s t i m a t e  

o f 1 1 5 , 00 0  b b l s / c u b i c  m i l e  in A l a s k a  O p e n  File 50 has b e e n  d r o p p e d  to 5 0 , 0 0 0  

b b I s / c u b i c  m il e,  to s e r v e  as a m o r e  r e a l i s t i c  b o t t o m  li n e  f i g u r e  f o r
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r e c o v e r a b l e  oil a n d  gas r e s o u r c e s  o n  r e m a i n i n g  s t a t e  s u b m e r g e d  lands.

O n s h o r e  a r e a s  o f  t h e  U p p e r  C o o k  I n l e t  c o n t a i n  a l a r g e  a m o u n t  o f  b o t h  

p a t e n t e d  a n d  t e n t a t i v e l y  a p p r o v e d  s t a t e  la nds . T h e s e  l an ds  w e r e  b e­

l i e v e d  to be o f  h i g h  p e t r o l e u m  p o t e n t i a l ,  b u t  e x p l o r a t i o n  in the 

n o r t h e r n  o n s h o r e  a r e a s  has n o t  b e e n  as s u c c e s s f u l  as a n t i c i p a t e d .  

T h e r e f o r e ,  t h e  e s t i m a t i o n  in thi s a r e a  a lso has b e e n  s c a l e d  d o w n  to

2 5 , 0 0 0  b b l s / c u b i c  mil e.

KCr.’AK  I S L A N D  

F i g u r e  G - 5

T h e  S t a t e  owns v e r y  l i t t l e  p e t r o l e u m  p o t e n t i a l  la nd  in the  K o d i a k  I s la n d  

p r o v i n c e .  T h e  t h r e e  m i l e  l i m i t  a r e a  a r o u n d  K o d i a k  I s l a n d  is at t h e  e d c e  

o f  t h e  p e t r o l e u m  p r o v i n c e  a n d  the s p e c u l a t i v e  e s t i m a t e d  p e t r o l e u m  

r e s o u r c e s  a r e  low.

A p p r o x i m a t e l y  4 , 0 0 0  s q u a r e  m i l e s  o f  p e t r o l e u m  p o t e n t i a l  lands are in thi 

p r o v i n c e .  B e c a u s e  o f  t he  p o o r  p e t r o l e u m  p o t e n t i a l  o f  thi s a r e a ,  a n d  its 

l o c a t i o n  at t h e  e d g e  o f  the p e t r o l e u m  b a s i n ,  w e  e s t i m a t e  the q u a n t i t y  o* 

a v a i l a b l e  h y d r o c a r b o n s  in this r e g i o n  to be f -o m  z e r o  to m a r g i n a l .  C u r  

o u t l o o k  f o r  p o s s i b l e  e c o n o m i c  r e c o v e r y  o f  r e s o u r c e s  is p e s s i m i s t i c .



COOK  I N L E T  8 KODIAK I S LAN D  

P R O V I N C E
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B R I S T O L  B A S I N  & T H E  A L A S K A  P E N I N S U L A  

F i g u re  G -6
P r e s e n t l y  the B r i s t o l  Bay B a s i n  an d t he  A l a s k a  P e n i n s u l a  are t w o  o f  the 

m o r e  p r o m i s i n g  a re as  in A l a s k a  f o r  f u t u r e  r e s e r v e s  o f  p e t r o l e u m .  A l t h o u g h  

e x p l o r a t i o n  e f f o r t s  h a v e  r e v e a l e d  no c o m m e r c i a l  q u a n t i t i e s  o f  p e t r o l e u m  

to date, d r i l l i n g  o p e r a t i o n s  c o n t i n u e .  In t i m e  w e  s h o u l d  k n o w  m o r e  a b o u t  

this ar e a  a nd  its p o t e n t i a l  for h y d r o c a r b o n  d e p o s i t s ,  b u t  f or  n ow  t h e  

a m o u n t  o f  e s t i m a t e d  s p e c u l a t i v e  r e c o v e r a b l e  p e t r o l e u m  r a ng es  f r o m  300  MMB 

to 550 MMB. O f  c o u r s e ,  this c o u l d  lie in small d e p o s i t s  o r  in one  large, 

p e t r o l e u m  r ese rve . S p e c u l a t i v e  po te n t i a l n atu ral  gas on s t a t e  o w n e d  land 

a v e r a g e s  2 9 . 6 5  TCF.
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B E R I N G  S E A  (Bethel O f f s h o r e )

( Y u k o n - K o y u k u k  O f f s h o r e )

( N o r t o n  Basin )

F i g u r e  G - 7

S t a t e  o w n e d  lands o f  U ie  B e r i n g  Sea p e t r o l e u m  pot en ti a l  b a s i n s  a r e  g e o l o g i c a l l y  

c o m p l e x ,  a nd  t h e  c h a n c e  o f  f i n d i n g  g i a n t  oil an d gas f i el ds  is smal l. T he  

f i e l d s  a r e  m o r e  l i k e l y  to be small a n d  s c a t t e r e d ;  h o w e v e r ,  t h e  c u m u l a t i v e  

r e s e r v e s  in t h e s e  f iel ds  c o u l d  be p o t e n t i a l l y  e c o n o m i c .  F u t u r e  OCS  d e v e l o p m e n t  

m a y  l ea d  to d i s c o v e r i e s  in t h e  s t a t e  s u b m e r g e d  lands.

T h e r e  are no o n s h o r e  s t a t e  l an ds a d j a c e n t  to the B e r i n g  S ea  p r o v i n c e s  u n d e r  

d i s c u s s i o n .  T h e  p e t r o l e u m  p o t e nt ia l  o f  co as t a l  s u b m e r g e d  lands o f  the 

Y u k o n - K o y u k u k  B a s i n  (612 Sq. m i l e s ) ,  th e Bethel B a s i n  (50 6 sq. m i l e s ) ,  

and the  N o r t o n  S o u n d  (972 sq. m i l e s )  is r e l a t i v e l y  u n k n ow n.  T h e  d e v e l o p m e n t  

o f  OCS  a c r e a g e s  an d o n s h o r e  n a t i v e  a c t i v i t y  will p r o v i d e  i n f o r m a t i o n  in the 

future. S e i s m i c  dat a wil l a l s o  be n e e d e d  f or  e v a l u a t i o n  o f  t h e s e  s t a t e  

lands.

M I N C H U M I N A ,  H O L L I T N A ,  L O W E R  T AN AN A ,  C O P P E R  RIVER, A N D  T H E  Y U K O N - K O Y U K U K

G E O S Y N C L I N E

T h e r e  lias be e n  v ery l i t t l e  s t a t e  l a n d  s e l e c t e d  in t h e  i n t e r i o r  p e t r o l e u m  

ba sins . As i n d i c a t e d  in O p e n  F il e 50, the m a j o r i t y  o f  s t a t e  la nd  s e l e c t i o n s  

to d a t e  in i n t e r i o r  A l a s k a  h a v e  b e e n  in the  h ar d m in e r a l  h i g h l a n d  areas. O n l y  

a f e w  m il es o f  s t a t e  s e l e c t i o n s  a p p e a r  on the  f r i n g e s  o f  the l ow l a n d  

p e t r o l e u m  b a s i n s  (See F i g u r e  G-2). An  e s t i m a t e  o f  the p e t r o l e u m  p ot ent ial  

in t h e s e s c a t t e r e d  lands is not p o s s i b l e  w i t h  the l i m i t e d  d ata a v a i l a b l e  to 

the s t a t e  at this time. H o p e f u l l y ,  the s t a t e  will b e  a b l e  to s e l e c t
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a d d i t i o n a l  l o w l a n d s  in t h e  futur e. T h e  D i v i s i o n  o f  M i n e r a l s  a n d  E n e r g y  

M a n a g e m e n t  will n e e d  to e v a l u a t e  the i n t e r i o r  lands as c o n d i t i o n s  p er m i t .



K O T Z E B U E  P R O V I N C E  ®

Fi g u re  G-8
O n s h o r e  a n d  o f f s h o r e  a r e a s  o f  t he  K o t z e b u e  P r o v i n c e  a re in a p o t e n t i a l  

p e t r o l e u m  a r e a ,  a n d  f u t u r e  e x p l o r a t i o n  c o u l d  lead to  d i s c o v e r i e s .  S t a t e  

p e t r o l e u m  p o t e n t i a l  l a n d s  total a p p r o x i m a t e l y  8 64  s q u a r e  m i l e s  in this 

area, all l y i n g  o f f s h o r e  o r l o c a t e d  in S e l a w i c k  Lake. V e r y  l i t t l e  d r i l l i n g  

has o c c u r r e d  in this r e g i o n,  w i t h  on ly  two d ry  h o l e s  d r i l l e d  on  l an d  to 

date, b u t  g e n e r a l l y  t h e s e  s t a t e  s u b m e r g e d  lands lie in the t h i c k e r  s e d i m e n t a r y  

p o r t i o n s  o f  the p e t r o l e u m  b a s i n  than the a r e a s  w h e r e  t he u n s u c c e s s f u l  tests 

w e r e  made.

As in the c a s e  o f  the B e r i n g  Sea p e t r o l e u m  a re a s ,  f u t u r e  OCS and n a t i v e  

d e v e l o p m e n t  m a y  g i v e  us m o r e  i n f o r m a t i o n  on this area. S e i s m i c  da t a  will ^  

a l s o  gi ve  a c l e a r e r  p i c t u r e  o f  p e t r o l e u m  p o t e n t i a l .

H O P E  P R O V I N C E  

F i gu r e  G-6
S t a te  lands c o n t a i n e d  w i t h i n  the  H o p e  P r o v i n c e  c o n s i s t  o f  a b o u t  4 5 0  s q u a r e  

mile s a l o n g  the c o a s t l i n e  o f  the l o w e r  C hu kch i Sea. It is d i f f i c u l t  to s p e c u l a t e  

on a m o u n t s  o f  r e c o v e r a b l e  oil and gar in the H op e  P r o v i n c e  b e c a u s e  o f  the 

small a m o u n t  o f  p u b l i c  e x p l o r a t o r y  w o r k  w h i c h  has b e e n  d o n e  to date, b u t  on 

the basis o f  a v a i l a b l e  i n f o r m a t i o n ,  the s t a t e  o w n e d  lands do not a p p e a r  to 

be very p r o m i s i n g .  E s t i m a t e s  o f  p ot en tia l r e s e r v e s  will h a ve  to be m a d e  in 

the f u tu re  a f t e r  s u f f i c i e n t  da t a  b e c o m e s  a v a i l a b l e .

C HU KCH I P R O V I N C E  

F i g ur e  G -8
T he  oil a n d  gas p o t e n t ia l  o f  the Chukchi P r o v i n c e  is h i g h l y  s p e c u l a t i v e
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d u e  to the  lac k o f  s e i s m i c  a nd  e x p l o r a t i v e  :aca in this  a r ea.  T h e  s t a t e -  £  

o w n e d  l ands c o n t a i n e d  w i t h i n  the C h ukch i P r o v i n c e  a re  all s u b m e r g e d ,  t h r e e  

m i l e  l i m i t  lands. W h e n  m o r e  i n f o r m a t i o n  is a v a i l a b l e  w e  s h o u l d  h a v e  a b e t t e r  

p i c t u r e  o f  t h e  h y d r o c a r b o n  p o t e n t i a l  o f  t he  e n t i r e  C h u k c h i  r e g i o n .

C t a t e  o w n e d  s u b m e r g e d  l a n d s  in th e C h u k c h i  total a b o u t  1 , 4 4 0  s q u a r e  m i l e s .

N O R T H  S L O P E  R E G I O N  

F i g u r e  G -9'

S t a t e  o w n e d  u p l a n d s  o f  t he  N o r t h  S l o p e  a r e  s h o w n  o n  F i g u r e  G -10 . T h e s e  

lands h a v e  b e e n  u n d e r  a c t i v e  i n d u s t r y  e x p l o r a t i o n  f or  a n u m b e r  o f  y e a r s  an d 

c o n t a i n  t he  P r u d h o e  B a y  g i a n t  p e t r o l e u m  f i e ld .  T h e  p o t e n t i a l  f o r  a d d i t i o n a l  

oil is h i g h  h e r e  a n d  a r ou gh  e s t i m a t e  o f  r e m a i n i n g  r e s e r v e s  w o u l d  be as follows:^

r
T h e r e  a re  a p p r o x i m a t e l y  6 , 5 2 4  s q u a r e  m i l e s  o f  s t a t e  l a n d s c o n t a i n e d  w i t h i n  

t h e  N o rt h S l o p e  u p l a n d s .  T h i s  total is a b o u t  t e n  p e r c e n t  o f  th e e n t i r e  n u m b e r  

I p o t e n t i a l  lands on  t he  Slo pe.  T a k i n g  t e n  p e r c e n t  o f  t he  p o t e n t i a l  r e c o v e r a b l e  

r e s e r v e  f i g u r e  in O p e n  F i l e 50, t h e r e  a r e  a b o u t  1 , 2 0 0  M M 3  o f  r e c o v e r a b l e  

oil r e s e r v e s ,  and  3 , 4 0 0  T CF  o f  n atur al gas. T h e s e  a r e  m i d d l e  e s t i m a t e s ,  -and 

real r e co v e r y  c o u l d  b e  m o r e  o r  less than t h e s e  r e s e r v e  f i g u r e s .  S e i s m i c  

d at a  is n e e d e d  to m a p  t h e  s t r u c t u r e s  in t h e s e  s t a t e  u p l a n d s .

—  AllFORT P R O V I N C E

B e c a u s e  o f  the p r o x i m i t y  o f  the B e a u f o r t  Sea a r e a  to the P r u d h c e  Bay  d i s­

co v e r y ,  a n d  its g e o l o g i c a l  s i m i l a r i t i e s  to P r u d h c e  Say, the B e a u f o r t  Sea

-2Q8-



r e g io n  is h i gh  on t he  l i s t  o f  s t a t e  a r e a s  a v a i l a b l e  to oil a n d  gas l ea si n g .  

T h e r e  a r e  a b o u t  2 , 1 6 0  s q u a r e  m i l e s  o f  s t a t e  o f f s h o r e  l a n d s  a v a i l a b l e  for  

l e a s i n g  in t h e  B e a u f o r t  S ea  a r e a ,  i n c l u d i n g  t h e  c o a st al  a r e a s  o f  t he  N P R 4  

a nd  t he  W i l d l i f e  R e f u g e

D e p a r t m e n t  o f  N a tur al R e s o u r c e s  O p e n  Fi le  R e p o r t  50 gives the  e n t i r e  

B e a u f o r t  Se a a f i g u r e  o f  15 .5  b i l l i o n  b a r r e l s  o f  r e c o v e r a b l e  oil a n d  4 1 . 8  

t r i l l i o n  c u b i c  f e e t  o f  gas. T h e  l e a s e  a re a  is o n l y  a sma ll p a r t  o f  this 

p r o v i n c e ,  so it is d i f f i c u l t  to e s t i m a t e  the  a m o u n t  o f  r e c o v e r a b l e  oil 

a nd  gas. U s i n g  v o l u m e t r i c  m e t h o d s  o f  a n a l y s i s ,  a lo w e s t i m a t e  o f  

p e t r o l e u m  r e s o u r c e s  •••ould be 306  MMB. A  low n a t u r a l  gas e s t i m a t e  w o u l d  

equal 1 2 9 . 8  TCF.  T h e r e  is a g o o d  p o s s i b i l i t y  for t h e s e  r e s o u r c e s  to lie 

in l a r g e  d e p o s i t s ,  and  b e c a u s e  o f  the p r o x i m i t y  to P r u d h o e  Bay , c h a n c e s  

of e c o n o m i c a l  r e c o v e r y  w o u l d  be good. T h e s e  e s t i m a t e s  a r e  b o t t o m  line 

s i n c e  t h e r e  is a g o o d  c h a n c e  o f  m u c h  l a r g e r  r e s e r v e s  l y i n g  in the u n l e a s e d  

v i c i n i t y  o f  P r u d h o e  Bay.



N o rL h  'iWfie ( F a s t e r n )  
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S T A F F  A N D  B U D G E T I N G  N E E D S  
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S OM E L E A S I N G  M E T H O D S  C O N S I D E R E D  

By

J a c k  R o d e r i c k ,  D e p u t y  C o m m i s s i o n e r  

D e p a r t m e n t  o f  Natura l R e s o u r c e s

SECTION V



S T A F F  A N D  B U D G E T I N G  N E EDS

H i s t o r i c a l l y ,  the S t a t e  has o p e r a t e d  its l e a s i n g  s y ste m, both c o m p e t i t i v e  

a nd  n o n - c o m p e t i t i v e ,  w i t h  a s t a f f  o f  f e w e r  tha n 20 peopl e. T h i s  i n c l u d e s  

m a n a g e m e n t  a nd all a d m i n i s t r a t i v e  help. C o m p e t i t i v e  b o n u s  bid, r o y a l t y  

bid, c o s t  o r  p r o f i t  s h a r i n g  ( a ud i t i n g )  and ad v a l o r e m  c h a r g e  ( a p p r ai s i n g )  

s y s t e m s  o f  l e a s i n g ,  o r  a n y  c o m b i n a t i o n ,  tak e d i f f e r e n t  l e v e l s  o f  s t a ffi ng.  

T he  t y p e  and q u a l i t y  o f  i n f o r m a t i o n  r e q u i r e d  by the State, b e f o r e  ar.d/or 

a f t e r  l e a s i n g ,  c o n t r o l s  the level.

T h e  c o m p e t i t i v e  c a s h  b o n u s - f i x e d  r o y a l t y  l e as in g  s y s t e m  used to d at e  by 

t h e  S t a t e  c a u s e s  th e l e a s t  a d m i n i s t r a t i v e  burden. C o m p a r e d  to any of 

t h e  a l t e r n a t i v e  s y s t e m s  b e i n g c o n s i d e r e d  it r e q u i r e s  the least "value 

j u d g e m e n t s "  by a d m i n i s t r a t o r s  and the l ea st  a m o u n t  o f  i n f o r m a t i o n  from 

c o m p a n i e s .

M o v i n g  a w a y  f r o m  t his s t a n d a r d  s ys tem , t h e r e b y  i n c r e a s i n g  the S t a te 's  

n e e d  for i n f o r m a t i o n ,  i n c r e a s e s  the a d m i n i s t r a t i v e  c os ts  of the State.

H o w  m u c h  will d e p e n d  u p o n  the mix  o f  v a r i o u s  s y s t e m s  and the v o l u m e  of 

i n f o r m a t i o n  r e q u i r e d  by s t a t e  p e rs onn el a n d / o r  c o n s u l t a n t s  and c o n t r a c t o r s .

O n e  b a s i c  a s s u m p t i o n  is made: that a s y s t e m  or s y s t e ms  o f  l e a s i n g  can be 

d e v i s e d  that will k eep the n u m b e r  o f  s t a t e  p er son nel  r e q u i re d  to a 

m i n i m u m .  H o w e v e r ,  the q u a l i t y  o f  the p e o p l e  in any  s y s t e m  m u s t  be v er y  

h igh,  and m u c h  o f  th e d a t a  c o l l e c t i o n  and i n t e r p r e t a t i o n ,  be it a c c o u n t i n g  

o r  g e o p h y s i c a l ,  can  be c o n t r a c t e d  out.



O n e  o t h e r  a s s u m p t i o n  is t h a t  o n c e  h a v i n g  a c c e p t e d  p a r t  o f  the "risk " 

( u n l i k e  t h e  b o n u s  bid s ys tem ) the  S t a t e  will n o t  s p e n d  g r e a t  a m o u n t s  of 

m o n e y  f or s t a t i s t i c i a n s ,  c o m p u t e r  a n a l y s t s  and e c o n o m i s t s  to o n l y  s e c o n d -  

g u e s s  t he r e s u l t s  o f  l e a s e  sales. A  p o s t m o r t e m  r e v i e w  p r o c e d u r e  will be 

n e c e s s a r y ,  b ut  w e  h a v e  a s s u m e d  t h a t  it will n o t  be o v e r l y  involved.

T h e  s t a f f i n g  n e e d s  f o r  th e v a r i o u s  l e a s i n g  a l t e r n a t i v e s  will be p r e s e n t e d  

as f o l l o ws :

■1. B o n u s  bid  ( with  d e l a y  r e n t a l ) ;

2. R o y a l t y  bid - s l i d i n g  o r  o t h e r w i s e ;

3. C o s t  (pr o f i t)  s h a r i n g ;  and

4. Ad v a l o r e m  ( re s e r v e s )  charge .

G e n e r a l l y ,  e x i s t i n g  a d m i n i s t r a t i v e  s t a f f  in the S t a t e  are  c a p a b l e  of  

h a n d l i n g  b o n us  bid o r  d e l a y  rental and  r o y a l t y  bid  s y s t e m s.  D e p e n d i n g  

o n  th e n u m b e r  o f  l e a s e  sa les , the n u m b e r  o f  o p e r a t o r s  and the c o m p l e x i t i e s  

of  t h e  a n t e  and p os t  s al e  i n f o r m a t i o n  a n a l y s i s ,  the "t eam " is p r e s e n t l y  

in pl ace . A n y  c h a n g e  in the p r e s e n t  b o n u s  bid s y s t e m  w i l l,  b a s e d  on a 

c u r s o r y  e x a m i n a t i o n  o f  o t h e r  j u r i s d i c t i o n s ,  c o s t  the S t a t e  m o r e  mo ney .

A t  t he  p r e s e n t  time, like the Federal G o v e r n m e n t ,  the S t a t e  m u s t  do some 

e s t i m a t i n g  o f  a n t i c i p a t e d  r e s e r v e s  b e f o r e  a s a l e  in o r d e r  to e v a l u a t e  

the b i d s  w h e n  r e c e i v e d .  In a r o y a l t y  bid s i t u a t i o n ,  m o r e  e m p h a s i s  w o u l d  

h av e to be p l a c e d  on m o n i t o r i n g  p r o d u c t i o n  ra tes  and e s t a b l i s h i n g  w e l l h e a d  

v a l u e s  a f t e r  p r o d u c t i o n  begins. B e f o r e  d i s c o v e r y ,  no s i g n i f i c a n t  i n c r e a s e



in s t a f f  w o u l d  a p p e a r  n e c e s s a r y .  ( A u s t r a l i a  is p r e s e n t l y  in a f i g h t  

o v e r  w h a t  o f f s h o r e  w e l l h e a d  v a l u e s  s h o u l d  be.)

A c o m p e t i t i v e  r o y a l t y  l e a s i ng  s y s t e m  w o u l d  i n e v i t a b l y  r e q u i r e  so m e  w o r k  

c o m m i t m e n t s  f r o m  the ( o p e r a t o r ]. T he  s i m p l e s t  c o m m i t m e n t  w o u l d  be to do 

so m u c h  e x p l o r a t i o n  w o r k  up to and  i n c l u d i n g  a well o r  w el ls .  S o me  

j u r i s d i c t i o n s  s i m p l y  p e r m i t  a f f i d a v i t s  a t t e s t i n g  to th e w o r k  a c c o m p l i s h e d ;  

o t h e r s  r e q u i r e  c e r t i f i e d  au di ts .  In a n y  e v e n t ,  the S t a t e  w o u l d  h a v e  to 

r e q u i r e  i o m e  a u d i t i n g  s t a f f  to s a t i s f y  i t s e l f  t ha t  the w o r k  r e q u i r e d  to 

o f f s e t  the s m a l l e r  b o n u s  w a s  b ei ng  done. No e s t i m a t e  o f  a d d i t i o n a l  s t a f f  

r e q u i r e d  u n d e r  a r o y a l t y  bid l e a s i n g  s y s t e m  has b ee n m a d e  here b e c a u s e  

t he  w o r k  c o m m i t m e n t s  w o u l d  be p ar t  o f  the l e a s e  t er ms  and t h e y  ar e 

a l m o s t  i n f i n i t e ,  ie. t h e y  w o u l d  be " n e g o t i a t e d "  b e t w e e n  the o p e r a t o r  and 

th e St ate .

T h e  p r e s e n t  b u d g e t  o f  the D e p a r t m e n t  o f  Natural R e s o u r c e s  D i v i s i o n  

h a n d l i n g  oil a n d  gas l e a s i n g  is a p p r o x i m a t e l y  $1.1 m i l l i o n .  This in cl u d e s  

the D i r e c t o r  o f  the D i v i s i o n  of M i n e r a l s  and  E n e r g y  M a n a g e m e n t ,  a l ea si n g  

m a n a g e r  and staf f, a p e t r o l e u m  ..onager, o n e  p e t r o l e u m  r e s e r v o i r  e n g i n e e r ,  

o n e  p e t r o l e u m  e c o n o m i s t ,  o n e  p e t r o l e u m  g e o p h y s i c i s t  , o n e  p e t r o l e u m  

g e o l o g i s t ,  o n e  p e t r o l e u m  e n g i n e e r ,  an d o ne p e t r o l e u m  r e v e n u e  a u d i t  

s up e r v i s o r .

Th i s  "te am"  a p p e a r s  e q u i p p e d  to m a n a g e  oil and gas l ea se s  in e i t h e r  a 

bo nu s bid o r  r o y a l t y  bid s it u a t i o n.  If b o n u s e s  a r e  paid w i t h  a d e l a y  

rental m e t h o d  seve ral  m o r e  land m a n a g e m e n t  o f f i c e r s  and c l er ks  w o u l d  

l i k e l y  be n e c e s s a r y .  If r o y a l t y  w e r e  bid, s k i l l e d  l ea se  n e g o t i a t o r s  

w o u l d  be needed.
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T h e  c o s t  ( p ro f i t )  sharing, o r  n e t  p r o f i t s ,  s y s t e m  w o u l d  be t h e  m o s t  

c o s t l y  to a d m i n i s t e r ,  a g a i n  d e p e n d i n g  on t he  s p e c i f i c  r e q u i r e m e n t s .

T h i s ,  f o r  t h e  r e a s o n  t h a t  t h e  S t a t e  w o u l d  n e e d  to o b t a i n  a n d  e v a l u a t e

t h e  o p e r a t o r s '  c o s t  f i gu r e s .  A f e w  m a j o r  oil c o m p a n i e s ,  it can be

a r g u e d ,  w o u l d  be e a s i e r  to m o n i t o r  t h a n  a l a r g e  n u m b e r  o f  sma'ller oil 

o p e r a t o r s ,  b u t  o n e  o f  t he  S t a t e ' s  g o a l s  m a y  be to i n c r e a s e  the  n u m b e r  o f  

o p e r a t o r s ,  t h e r e b y  i n c r e a s i n g  the  a d m i n i s t r a t i v e  cos ts .

C o s t  p a d d i n g ,  s o m e t i m e s  k n ow n  as " gold  p l a t i n g , "  use fu l lif e of th e

a s s e t ,  d e p r e c i a t i o n  p a t h s,  e t c . , in s h o r t  all th e n e c e s s i t i e s  o f  a u d i t i n g  

a b u s i n e s s  a r e  c a l l e d  fo r in a ne t p r o f i t s  t y p e  l e a s i n g  system.

L i k e  a d m i n i s t e r i n g  on i n c o m e  tax (IRS), this "cos t" l e a s i n g  s y s t e m  

r e q u i r e s  t h a t  c o s t s  be a l l o c a t e d  to tax or d e d u c t i o n  im pa c t s .  O t h n r 

g o v e r n m e n t s ,  n o t a b l y  t h e  C a n a d i a n  Federal G o v e r n m e n t  and severa l p r o v i n c e s  

a r e  i nt o  v a r i a t i o n s  on the  "ne t p r o f i t s "  a r r a n g e m e n t s .  P r o d u c t i o n  

o f f s h o r e  L o n g  B e a c h ,  C a l i f o r n i a  i n v o l v e s  t h e s e  type o f  c o s t  s h a r i n g  

leases.

As c o s t  s h a r i n g  l e a s i n g  s y s t e m  w o u l d  n e c e s s i t a t e  a u d i t o r s  e x p e r i e n c e d  or 

t r a i n e d  in the  p e t r o l e u m  e x p l o r a t i o n  b u s i n e s s .  T h e s e  a u d i t o r s  w o u l d  

m o s t  l i k e l y  be l o c a t e d  in a d i v i s i o n  o f  the g o v e r n m e n t  c o n c e r n e d  w i t h  

m o n i t o r i n g  s t a t e  r ev e n u e .  In A l b e r t a ,  a p p r o x i m a t e l y  100 p e o p l e  a d m i n i s t e r  

a p p r o x i m a t e l y  5 0 , 0 0 0  a g r e e m e n t s  ( le as es) , w h e r e  as so me  60 p e r s o n s  are 

i n v o l v e d  w i t h  " a u d i t i n g "  c e r t a i n  c o s t s  i n v o l v e d  w i t h  p e t r o l e u m  p r o d u c t i o n .

K n o w i n g  actua l c o s t s  o f  o p e r a t i n g  a b u s i n e s s  will i n v o l v e  th e S t a t e  m o r e



subs tan t ia l l y .  Estimates o f  administrat ive costs to the State mi.>t be 

very general depending on whether State law requires f inancia l  d isc losure,  

the general re la t ionsh ip  between the State and the operators, and how 

many operators and f i e l d s  are being monitored.

Based on experiences in other states and foreign countr ies,  most administrators 

o f  leasing systems fee l  that a "net p r o f i t s "  system of  leasing w i l l  cost 

"sub s tan t ia l l y  more" to administer. Assuming the same number of operators 

and equal number o f  leases as are now being administered under the bonus 

bid or prospective roya l ty  bid systems, s ta f f ing  needs could double 

again the needs under the ad valorem charge system.

Thus, whereas an additional $240,000.00 might be expected to administer 

an ad valorem system, (see fo l low ing) ,  $500,000.00 could be necessary to 

administer a "ne t  p r o f i t s "  system.

The ad valorem (reserve) charge type leasing system would place the 

emphasis on appraising the value of the reserves in the ground once a 

discovery had teen made. This would necessitate  determining the s ize  of 

the f i e l d ,  the potential product iv i ty  and the estimated rate of  f low.

This is  bas ica l l y  now being done b; the s t a f f  of  the Department of 

Revenue in estab l ish ing the reserves tax. Again, depending on the 

number of o i l  and gas f i e ld s  involved and the level o f  sophist icat ion 

needed (with the sums of money involved the level would need to be very 

high),  the admin istrat ive  costs could be s ign i f i c an t .



Again, assuming several f i e l d s  discovered in the A rc t ic  and atjuming an 

ad valorem (reserves) charge based on a percentage o f  assessed value o f  

the discovered reserves, the fo l low ing minimum s ta f f in g  and budgeting 

could be an t ic ipa ted  to set a workable ad valorem charge:

1 petroleum assessor $ 25,000

2 petroleum appraisor^ 40,000

1 petroleum economist 30,000

3 research analysts  45,000

4 contract petroleum engineers 100,000

Total sa lar ies  $240,000

The subject o f  what kind of information the State should acquire prior 

to o f fer ing  i t s  land under any leasing system, may be as important as 

the system i t s e l f .  How much information is necessary to make wise 

decisions invo lv ing  public resources is a matter o f  continued heated 

debcte. The debate f a l l s  between the true l a i s s e z - f a i r e  proponents 

on the one hand to the government owned exploration firm on the other, 

with the "resource manager" somewhere in between.

A lso,  almost as important as the amount and type of information required, 

is the decision o f  what to do with the information once acquired. Recognizing 

the need for c o n f i d e n t i a l i t y  o f  "propr ie tory "  information, should the 

subsurface information acquired by public funds be made public? What 

w i l l  be the resu l t  of  such publication?

Each government involved with petroleum exploration has to deal with the



information question. A lberta has recent ly  begun a scheme in which i t  

w i l l  expend some $20 m i l l ion  a year to acquire geophysical information.

Rather than using the information to predetermine the potentia l o f  the 

lands to be leased or to enter into the business in competition with 

operators,  A lber ta  requires that the information be made public at a 

nomi' r  cost ,  usua l ly  a f te r  the lease sale .  A lberta decided that  this 

method would encourage competition in bonus bid sales and further a c t i v i t y  

in the la te r  phases o f  explorat ion.

In Alaska, costs o f  acquiring seismic data and o f  modeling the results 

must be examined by the Legis lature i f  i t  decides to d i re c t  the administration 

to devote more energy to "managing" the S ta te 's  o i l  and gas resources.

Attached hereto is an estimate o f  approximate costs o f  acquiring seismic 

data necessary to evaluate  an area 100 by 15 miles in Alaska. (Appendix 

A). Depending on a number o f  var iab les ,  the costs can range from $70,000 

to as hinh as Z 1/2 m i l l ion  do l lars .

Caution should be used in examining these figures because they are only 

estimates. However, i t  is s ign i f i can t  to note that  jo in ing  others 

obviously brings the costs down and, in any event,  the costs are high.

Compared to the cost o f  acquiring the raw data,  in terpret ing i t  would be 

comparatively cheap. We have estimated $10,000 for a consultant to 

in terpret  500 miles o f  seismic records. This la t t e r  cost becomes 

important pa r t i cu la r l y  i f  reconnaissance data becomes ava i lab le  from the 

U.S.G.S or more data is  acquired from operators by the State. Depending 

on the volume acquired more s tate  personnel nrnht be required. The Div is ion



o f  Energy and Management's 1977 f isca l  budget c a l l s  for $40,000 for  

acqu is i t ion  o f  geophysical information, and $110,000 for Fiscal '78.

In summary, the present bonus bid leasing system used by Alaska takes 

the fewest s ta te  personnel to administer. I t  is the easiest  tc administer 

because most a l l  e va lua t ive  decisions are l e f t  to the operators. As one 

moves away from th is  system, admin istrat ive  costs w i l l  l i k e l y  r ise .

They w i l l  r ise  s ig n i f i c a n t l y  as the need for additional petroleum 

appraisers and reservo ir  engineers grows, and w i l l  go even higher i f  

the State asks to Dart ic ipate  in the knowledge o f  costs and pro f i t s  

o f  the o i l  and gas operators. (The ult imate would appear to be the 

need for information to protect an equity  in te res t . )

Auditors,  s imilar  but, perhaps, even more expert than income tax inspectors,  

would be necessary in a true "net p r o f i t s "  system. The incentives for 

the operator are a l l  toward increasing the costs al lowable.  The level 

o f  monitoring depends to some extent on the le\el  of  confidence the 

State and operators have in each other.

Las t l y ,  the amount of physical information required by the State  before 

and a f te r  a discovery o f  petroleum needs to be addressed. I t  is cos t l y  

and i t  is a va i la b le .  How i t  is used and for what purpose is c r i t i c a l  to 

the health o f  the S ta te 's  role in exploration.
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making the decis ions. The administrator, located between the elected 

o f f i c i a l  and the pub l ic ,  t r a d i t i o n a l l y  has tended to lay  back. Judgments 

made in the o i l  and gas exploration business in e v i ta b ly  results  in being

proved " r ig h t "  or "wrong". There 's  e i ther  o i l  and/or gas there in

paying quant i t ies ,  or there is not.

This is not the t rad i t iona l  role  of government administrators, but they

have been and can be at tracted to government service .
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SEISMIC DATA ACQUISITION AND COST MODELING 

FOR A PETROLEUM RESOURCE ANALYSIS

INTRODUCTION

In order to have contro l led development o f  i t s  petroleum reserves, the 

State o f  Alaska must be able to  determine the location and the potent ia l  

quant i ty  o f  th is  va luable  resource. Exploration seismology is the primary 

method ava i lab le  to achieve th is  ob jec t i ve .  The fo l low ing t e x t  discusses 

the various methods by which the State can acquire seismic exploration data 

and, through a model study, the approximate cost o f  data acqu is i t ion .

CONCLUSIONS

The procuring and in terpre ta t ion  o f  geophysical data in order to determine 

A laska 's  petroleum reserves is an integral part of  having an i n t e l l i g e n t l y  

managed energy evaluation and development plan. The cost of acquiring the 

data could vary * “om neg l ig ib le ,  i f  picked up by regulat ion ,  to considerable, 

i f  the State  must contract proprietary data. Curren t ly , the leas t  cost 

route to obtain reconnaissance data would be through obtaining USGS Open 

F i l e  Reports, purchasing old data and being an orig inal  par t ic ipan t  in 

group industry seismic programs. Structural de ta i l  information could possib ly  

come from group shoots but would probably have to be gathered as contract 

proprietary work.

In order to determine some approximate costs for geophysical data that  would

be needed to evaluate an area considered for leasing 100 by 15 miles containing

at leas t  one major s tructure,  an exploration model was developed. Results
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Indicate  tha t  costs can ranee from around 70 thousand do l la rs  to  2.5 m i l l ion  

do l la rs  depending on a v a r i e t y  o f  factors .

METHODS OF ACQUIRING SEISMIC DATA

THere are several routes the State  can take to acquire geophysical and 

s p e c i f i c a l l y  seismic data. Given an area o f  in te res t  the State  can (1) 

obtain United States Geological Survey open f i l e  data,  (2) pa r t ic ipa te  as 

a partner in a group industry seismic program, or (3) contract or ig ina l  

work. A fourth method would be to require copies o f  seismic ia ta  as a 

s t ipu la t ion  o f  exploration permits on s tate  lands. This fourth method 

would be fo l low ing  the precedent set by the Federal government and i t s  

implementation would probably be s im i lar  to the Federal method. For each 

o f  these data acquis i t ion methods the cost o f  acqu is i t ion ,  loca t ion ,  grid 

spacing, data qua l i t y  and time o f  acquis it ion must be considered. Each method 

now w i l l  be discussed in d e ta i l .

Federal and Public Data. The primary concerns o f  the USGS in obtaining 

seismic data in Federal waters are to evaluate the energy potent ia l  o f  

the area, to determine the potent ia l  environmental hazards, and to perform 

basic geological research. Many of i t s  older surveys extend into s tate  

waters and th is  data can be obtained for the cost of  reproduction of i t s  

Open F i l e  Reports. Through the S ta te 's  personnel pa r t ic ipa t ion  and sharing 

o f  expenses with the USGS, there is the p o s s ib i l i t y  of  the USGS extending 

i t s  Federal Water Surveys into Alaskan State waters. Such a cooperative 

e f f o r t  in the acqu is i t ion  and in terpreta t ion  of the USGS Exploration data 

would be to the advantage of  both part ies .  The da ta 's  location grid spacing, 

and time o f  acquis i t ion would not be completely con tro l lab le ,  but i t  would 

provide a low cost addit ion to the S ta te 's  data base. Data is also ava i lab le



from public  sources such as un ive rs i t i e s  and other Federal agencies.

Industry Group and Speculat ive Seismic Surveys. The leas t  co s t l y  method of 

obtaining techno log ica l ly  up - to -da te  seismic data in current areas of 

explorat ion in te res t  is  through the S ta te 's  par t ic ipa t ion  in the petroleum 

industr ies  group seismic survey. An or ig inal  part ic ipant  in a group seismic 

survey has the advantage o f  inf luencing the decision on l in e  location and 

grid spacing. To buy into a group a f te r  the orig inal part ic ipant  closing 

date,  genera l ly  costs up to twice the or ig inal  amount thereby making i t  

advisable  to  be an orig inal  par t ic ipan t .  A lso ,  the la te  par t ic ipant  cannot 

Influence the group's decis ions. Old group survey and contractor speculat ive 

survey data is  ava i lab le  to the State  at  varying costs depending upon location 

and age. This old data would g ive  the State an orig inal  data base to expand 

upon. Group surveys are the least  expensive way to obtain good qua l i t y  

reconnaissance data in a current area o f  in teres t .

Original Contract Data. The greatest control over a l l  but the rost factor 

1s obtained by the contracting o f  orig inal  seismic programs. The 1ine 

locat ion ,  grid spacing, and acquis i t ion  time would a l l  be dic ta ted by the 

State. This kind o f  control 1s necessary when one desires to perform a 

de ta i led  structura l in ves t iga t ion .  Although original contract v/ork is 

very expensive, r e la t i v e  to the other methods, the cost can be held down by 

s u f f i c i e n t  planning and fores igh t .  By keeping informed of crew location 

and contracting for small amounts o f  structural de ta i l  data the major 

expense o f  crew mobi l izat ion can be avoided. The amount of de ta i l  data 

contracted would depend upon whether the State had acquired copies of 

industry data,  permit s t ipu la t ions  and other factors.



p

Regulative Requirements. By requiring that a copy o f  a l l  geophysical data 

taken 1n the State  be turned over to the State as part o f  leasing s ta te  

land or obtaining a geophysical operations permit, Alaska would be guaranteed 

obtaining both reconnaissance and structura l de ta i l  data. This data,  o f  

course, would be in current areas of in te res t  and may not be t ime ly  with 

respect to long range planning. But i t  would a l low de ta i led  structural 

analyses a f t e r  a lease sale .  The cost o f  acquis i t ion would be, at  most, 

tne cost o f  reproduction. For structures that l i e  whol ly  in s ta te  waters 

a complete structural evaluation would be possib le .  For structures which 

l i e  p a r t i a l l y  in Federal waters, a to ta l  evaluation would not be possible  

i f  the State  only  receives the data covering the pos i t ion  o f  the structure 

in s ta te  waters. Planning fo r  future lease sales should include a seismic 

analysis to i d e n t i f y  structun. '  areas that l i e  both on State and other lands. 

Cooperative leasing venture? can then avoid drainage of  State resources.

EXPLORATION COST PREDICTION

The actual cost o f  obtaining seismic data varies considerably and depends 

not only on the source of the data,  as discussed prev iously ,  but also on 

the area o f  the State  being evaluated. For the purpose of th is  cost ana lys is ,  

Jthe State  has been d iv ided in to  three cost of explorat ion areas. The areas 

are the A rc t i c  Submerged Lands, the other submerged lands, and the State 

uplands. Assuming good data q u a l i t y ,  the p robab i l i t y  o f  f ind ing a par t icu la r  

s ize f i e l d  in the above mentioned areas is  s t r i c t l y  dependent upon the 

seismic l ine  grid spacing. (See Appendix A -A . )

P robab i l i t ies  o f  Finding a S tructure . Table 1 shows the p robab i l i t ie s  of 

f inding a structure of a spec i f i c  s ize  given a par t icu lar  s ize  seismic l ine
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grid spacing. Four o i l  f i e l d s  were chosen to represent a range o f  structures 

over the S ta t e 's  current structure s ize  range o f  in te res t .  The MacArthur 

River f i e l d  was chosen as the target  s ize  f i e l d  for th is  cost study. I t  is 

a 500,000 BBL f i e l d  with an approximate structural area o f  28 square miles,  

which gives a structural equiva lent diameter o f  5.9 miles.  Table 1 presents 

the various p robab i l i t ie s  o f  f ind ing  a structure o f  th is  s ize  given a seismic 

grid spacing o f  twenty, ten ,  e igh t ,  and five, miles.  They are re spec t i v e ly  

0.35, 0.63, 0.74 and 0.96. A lso ,  i f  the grid spacing is 8 miles ,  the 

p robab i l i t y  o f  f inding a Prudhoe Bay s ize  f i e l d  is 1.0 (100%), o f  f inding 

a MacArthur s ize  f i e l d  1s 0.74, a Granite Point s ize  f i e l d  0.52 and a 

Trading Bay size f i e l d  0.41.

Model Lease Area and Costs . Figure 1 disp lays a portion o f  a f i f t e e n  by 

one hundred mile area chosen as the model reconnaissance area. An e ight 

mile reconnaissance seismic grid and a two mile structural de ta i l  seismic 

grid are displayed in the f igure.  These grid spacings were used in the cost 

determinations. Three hundred and n in e t y - f i v e  (395) miles of reconnaissance 

data and one hundred and three (103) miles o f  de ta i l  data were needed to 

f ind and adequately describe the MacArthur River f i e l d  s ize  s tructure.

The actual coses to explore the s ize  area defined by the model in each of 

the cost regions is  given in Table 2. The cost per mile of  the seismic 

data,  the cost to acquire 395 miles of reconnaissance data,  and the cost 

to acquire 103 miles of de ta i l  seismic work are arranged by cost region and 

data source. The to ta l  cost is  the sum of  the or ig ina l  group shoot reconnaissance 

costs and the orig inal  contract de ta i l  data costs. The cost f igures for 

the orig inal  contract work are only close approximations from a telephone 

survey and are not actual bid f igures.  The cost f igures can be considered 

accurate within 15%.
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I f  more than one structure is  found in the model area then the cost o f  the 

reconnaissance data 1s d is tr ibu ted  to each structure and thereby reduces 

the structure f ind ing  cost .

For the model, the lease area is  considered to be the 154 square miles that 

were de ta i led  by the contracted proprietary  data.

-229-



IMW4
0
1

III I I I I Reconnaissance Seismic Lines (395 miles) 

Detail Seismic Lines (103 miles)

MODEL FOR FINDING STRUCTURE

Figure 1

! J

15
 

m
il

e
s



r

[

[

'

FIELD1

Prudhoe
Bay

McArtnur
River

Granite
Point

Trading
Bay

Recoverable
Reserves

8.0 mm 500 mm 110 mm 75 mm

Structure
Area

500 mi2 23 mi2 11 mi^
,  .2 
6 mi

Equiva lent
Diameter

25 mi 5.9 mi 3.7 mi 2.8 mi

P
ro

b
a

b
il

it
y 

of
 

Fi
n
di

n
g 

S
tr

u
c
tu

re
 

w
it

h 
Se

is
m

ic
 

Gr
id

 
Sp

ac
in

g 
= 

L L = 20 mi 0.97 0.35 0.24 0.19

L = 10 mi 1.0 0.63 0.42 0.34

L = 3 mi 1.0 0.74 0.52 0.41

L = 5 mi 1.0 0.96 0.74 0.61

TABLE OF PROBABILITIES
SEISMIC GRID SPACING 

vs
STRUCTURE SIZE

TABLE 1
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Cost Region

Data
Source

A rc t i c  Submerged 
Lands

Other Submerged 
Lands

Coastal
Uplands

C
o

n
tr

a
ct

e
d

S
ta

te
P

ro
p

ri
e

ta
ry $2,200.00/M1le*

Recon.
$869,000.00*

Deta il
$226,600.00*

$500.00/M1le 
Recon.

$197,500.00
Detail

$51,000.00

$5,000/mile 
Recon.
$1,975,000.00

Detail
$515,000.00

O
ri

g
in

a
l

G
ro

u
p

S
h

o
o
t

$400.00/M1le
Recon.

$158,000.00
Deta il

$41,200.00

$50.00/M11e 
Recon.

$19,750.00
Detail

$5,159.00

$400/M1le
Recon.

$158,000
Detail

$41 ,200.00

L
a

te
P

a
rt

ic
ip

a
n

t 
Gr

ou
p 

S
h

o
o
t

S800/M11e 
Recon.

$316,000.00
Detail

$82,400.00

$60.00/Mile 
Recon.

$23,700.00
Detail

$6,180.00

$50.00/Mile 
Recon. (Old data) 

$19,750.00 
Detail

No Data

Total Cost 
Group Recon 
Contract 
Detail

$384,600.00* $70,750.00 $534,750.00

Data: 8 mile reconnaissance seismic gr id ,  2 mile de ta i l  seismic g r id ,  recon.
l ine  mile = 395, de ta i l  l ine  mile = 103, model f i e l d  s ize  = 500 MM.BBLs, 
(McArthur River F i e ld ) ,  resultant lease area 154 square miles.

* I f  crew 1s not 1n area there is a mobi l iza t ion cost o f ,  from S I00,000. to 
$250,000.00, from Kenai to North Slope.

In ter ior  Alaska seismic costs could be very high, but the State owns 
very l i t t l e  o i l  potentia l  land in the in te r io r  at this time. The shallow 
Holitna Basin could possible be evaluated using a combination o f  cheaper 
methods, such as grav i ty  and shallow re fract ion  seismic.

TABLE OF SEISMIC EXPLORATION COSTS, BY COST REGION 

TABLE 2
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Seismic Data Grid S ize  Determination

When performing a seismic reconnaissance survey, the grid spacing o f  the 

seismic l ines  is  a major fac tor  in determining the cost o f  the survey.

The two factors which control the grid spacing are the s ize  o f  the structures 

being sought and the p robab i l i t y  o f  f ind ing  a structure o f  a par t icu lar  

s ize .  In a spec i f i c  geologic province knowledge of  structural character 

and or ienta t ion  w i l l  In fluence the type and or ienta t ion o f  the grid s ize  

used.

The development that fo l lows is a generalized p robab i l i s t i c  approach to 

th i  problem of  what s ize  grid spacing to use when a structure of a 

par t icu la r  s ize  is being sought. The basic geometric assumptions are that 

the structure 1s c ircu lar  with  a diameter o f  "D" and the grid 1s equi la teral  

with  a side length o f  L. The structure is considered found 1f one of the 

sides o f  the square grid passes through the structure a distance less than 

or equal to "S" from the center o f  the s tructure, as displayed 1n Figure la .  

For the purposes o f  th is  discussion "S" is chosen to be one third o f  "D . "

S -  1/3 D

Figure lb  d isp lays a portion o f  a seismic gr id .  The center of a structure 

of diameter "D" has an equal p robab i l i t y  o f  being at  any point wi th l.  the 

representat ive  grid.  The crosshatched region of  width "S "  w ith in the grid 

is  the region where the center o f  the structure must l i e  in order to be 

considered found. I f  the center of the structure l i e s  1n the central 

non-crosshatched region i t  1s considered missed. The ra t io  of the Find 

Area to the Total Area enclosed by the grid represents the p robab i l i t y



of  f inding the structure "P So that :

P.t = Find Area 
Total Area

Pf  3 L2 -  (L -  2S)2

1 -  (1 -  2 S)2 
L

Now, since S = 1 D 
7

then 1 -  (1 -  2 D)2. 
7  L

The ra t io  D:L 1s the ra t io  o f  the structural diameter to the seismic grid 

spacing. The above f ina l  equation is p lo t ted as Figure 2. Displayed on 

Figure 2 is the fo l low ing example. Given a grid spacing o f  5 miles when 

looking for a structure o f  3 miles in diameter, the ra t io  would be 3/5 

or 0.6. The p robab i l i t y  o f  f inding a structure of that  s ize with the 

given grid spacing would be about 0.64. In a s imi lar  manner, given the grid 

is  5 miles and the structural diameter is 5 miles the p robab i l i t y  of  recognizing 

that a structure has been found is 0.89.

Figure 2 can therefore be used to determine the p robab i l i t ie s  c f  f inding 

structures o f  various sizes given a par t icu lar  s ize  seismic grid spacing. 

Conversely, 1t can also provide the answer for the s ize  grid spacing to 

use to f ind a par t icu lar  s ize  structure with in a part icu lar  probab i l i t y .
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Figure la 

Structure  Find C r i t e r ia

L

Figure l b

Seismic Grid, S t r u c t u r e  

Find and Miss Areas
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Seismic Grid Spacing



[

REFERENCES

SECTION VI

Adelman, M.A. "A Long-Term Oil Price Forecast" .  Journal o f  Petroleum 
Technology, December 1b69, 1515-1520.

Alaska Economic Report. "How Pro f i tab le  is Prudhoe Bay?".  January 12.
— T976V i - r  —

Brown, K.C. Bidding for  Offshore O i l :  Toward an Optimal S tra tegy .
Southern Methodist Un iv e rs i t y ,  1969.

Capen, E .C . ,  R.V. Clapp and W.M. Campbell. "Competi t ive Bidding in
High-Risk S i tu a t ion s . "  Journal o f  Petroleum Technology, June 1971, 
641-653.

Dam, K.W. "O i l  and Gas Licensing and the North Sea . "  Journal of Law and 
Economics, Spring 1975, 51-75.

Dougherty, E . L . ,  and J .  Lohrenz. Money Le f t  on the Table in Sealed, 
Competitive Bidding: Federal Offshore Oil and Gas Lease B ids .
Un ivers i ty  o f  Southern Ca l i fo rn ia ,  October 1976.

Dougherty, E . L . ,  and J .  Lohrenz. " S t a t i s t i c a l  Analysis  of Bids for
Federal Offshore Leases." Journal o f  Petroleum Technology, November 
1976, 1377-1390.

Gaffney, M. Object ives o f  Government Pol icy in Leasing Mineral Lands.
Br i t ish  Columbia I n s t i t u t e ,  October 1975.

Ho ta l l ing ,  H. "The Economics of Exhaust ible Resources". Journal o f  P o l i t ic a l  
Economy, Apr i l  1931, 137-175.

Ivanhoe, L .F .  "Ca l i forn ia -Nevada Prospective Basins".  Oil and Gas Journal, 
December 13, 1976, 108-110.

Ivanhoe, L.F .  "Oil/Gas Potentia l in Basins Estimated".  Oil and Gas Journal , 
December 6, 1976, 154-155.

Kalter ,  R . J . ,  N.E. Tyner, and D.W. Hughes. A l t e rna t i v e  Energy Leasing 
Strategies and Schedules for the Outer Continental S h e l f . Cornel 1 
Un ivers i t y ,  December 1975.

Kinney, G.T. "Real New-Oil Price Seen Fa l l ing  to $9.81 By '79".  Oil and Gas 
Journa l , December 1, 1975, 65-68.

Logue, D.E. ,  R.J. Sweeney, and T.D. W i l l e t t .  "Optimal Leasing Pol icy for the 
Development o f  Outer Continental She l f  Hydrocarbon Resources." Land 
Economics, August 1975, 191-207.

Markham, J.W. "The Competitive E f fec ts  o f  Jo in t  Bidding by Oil Companies 
for Offshore Oil Leases". Industr ial  Organization and Public Pol icy .  
1970, T  135.------------------------------------------------------------- -----------------------------------------------------------

-237-



Mead, W .J . ,  P.E. Sorensen and R.O. Jones. An Economic Analysis  o f  the 
Performance o f  the Cash Bonus Bid Leasing System for  OCS Oil and 
Gas Resources in the Gulf  o f  Mexico. Southern Economic Associat ion 
Annual Meeting. A t lan ta ,  Georgia, November 18, 1976.

Oil and Gas Journal. "Part o f  Prudhoe Crude to Travel Canal" ,  October 4, 
1976, 69-71.

Petroleum Economist. "North Sea Costs and Returns", December 1975,
458-460.

Petroleum Economist. "Tax and Price E f fe c t  on Oil Output" ,  December 1976, 
‘458-460.--------------

Solow, R.M. "Richard T. Ely Lecture: The Economics o f  Resources or the
Resources of Economics". American Economic Associat ion ,  May 1974,
1-14.

Tussing, A.R. "Comments by Arlon R. Tussing on Remarks o f  Chief M.O. Feyide, 
Jahangir Amouzegar, Thomas Endurs, M.A. Adelman, Paul Frankel at a 
Saloman Brothers Seminar on Petroleum Economics Under Ex is t ing  OPEC 
Pricing and Supply P o l ic ie s " .  Un ivers i ty  of Alaska, 1975.

U.S. Congress, Committee on In te r io r  and Insular A f f a i r s .  Federal Leasing 
on Petroleum on the Outer Continental S h e l f . Washington: Government 
Printing O f f i ce ,  1976.

U.S. Department o f  the In ter io r ,  Systems Analysis and Design Section. 
Comparisons o f  Bidders' Bids with Other Bidders ' Bids and with 
Eva 11

1

No.
luations
77-9.'

: Federal PCS Oil/Gas Lease"
Washington, October 1976.

BT3s~! 570!) Section Report

U.S. Department o f  the In ter io r ,  Systems Analysis and Development Section. 
Expected Values o f  the Ratio o f  the Highest to the Average for 
Competitive, Sealed Cids Lognormally D is t r ibu ted . SAD Section Report 
No. 7 7 - 1 . Washington, Ju ly  1976.

U.S. Department o f  the In ter io r ,  Systems Analysis and Development Section. 
Relationships Between Bidding and Production on Federal OCS Oil/Gas 
Leases Through 19740 SAD Section Report No. 76-2. Washington, Ju ly

U.S. Department o f  the In ter io r ,  Systems Analysis and Development Sect ion. 
The Lognormal D is tr ibut ion  and Money Le f t  on the Tab le : Federal OCS
Oil/Gas Lease Bids. SAD Section Report No. 77-7. Washington, October 
1976.

Energy, Mines and Resources (Canada). Statement o f  Po l icy :  Proposed
Petroleum And Natural Gas Act and New Canada Oil And Gas Land Regulations 
Min is ter of Supply and Services Canada, May 1976.

-238-



GLOSSARY

ADVAlOREM TAX -  the tax derived from the value o f  o i l  and gas property.

ALASKA GREAT COMPUTER PROGRAM -  projects the cash f low to the State  o f  
Alaska resu l t ing  from leasing of natural resources, includes bonus, 
ro ya l t y ,  severance tax ,  conservation tax ,  advalorem tax and 
income tax used to compare various leasing s t ra teg ies .  A commercial 
program of  GARRETT Computer Corporation adapted for the ' v i s i o n  of 
Minerals and Energy Management.

ANALYSIS -  an examination in d e t a i l ,  so as to  determine the nature 
or tendencies for  the purpose of understanding and/or comparison 
o f  para l le l  systems.

BONUS BID • the amount o f  money a bidder is w i l l i n g  to pay for the 
p r i v i l e g e  o f  exploring for  petroleum and for the p r iv i lege  o f  
developing and producing the o i l  and gas which may be found.

BONUS COMPUTER PROGRAM -  determines the expected rate o f  return to be 
obtained from a lease as a function o f  the p robab i l i t y  o f  f ind ing  
commercial quant i t ies  o f  hydrocarbons, bonus paid, roya l ty  
percentage, and/or p r o f i t  share percentage.

CONSERVATION TAX -  tax based on the amount o f  o i l  produced.

DISCOUNT RATE -  the time value rate o f  money which is used to evaluate 
future income and expenditures a t  present value —  genera l ly  
equatable to a company in teres t  rate at  which the company borrows 
or lends money, or the average rate o f  retur.i.

DMEM -  Div is ion o f  Minerals and Energy Management within the Department 
o f  Natural Resources, State o f  Alaska.

ECONOMIC LIMIT -  The production rate a t  which the cost to produce 
a f i e l d  is equal to the revenue received.

EXPECTED VALUE -  the average value obtained from a number o f  attempts 
which Include the successes and the fa i lu r e s .

EXPECTED PETROLEUM FIELD SIZE -  the average f i e l d  s ize  obtained from a 
number of attempts which include the successes and the fa i lu res .

FEA -  Federal Energy Administration

FIXED BONUS -  a predetermined sum of money required by the resource 
owner to ensure that only earnest bidders par t ic ipa te  in the 
auction. Syn: earnest money.

FRONT END MONEY -  cash bonus paid at the time of leasing.

GREAT -  Generalized Reserve Estimating,  Appraising Tax ComDutinq
System, developed and operated by Garrett  Computing Serv ices ,  Inc.

INCOME -  the money or other gain received for  labor,  serv ices ,  property 
or Investments.
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MODEL -  a se t  o f  estimated parmeters which are assumed to r e f l e c t  
reasonable values as compared to actual f i e l d s .

NORMAL DISTRIBUTION -  a symmetrical be l l -shaped curve, wher<» the r e la t i v e  
frequency with which a var iab le  w i l l  take on values be ^en  two 
points is the area under the curve between the two points on the 
horizontal ax is.

OIL, LOWER TIER -  FEA regulated o i l  pr ice appl icab le  to a l l  old o i l  
produced on old discover ies .

OIL,  UPPER TIER -  FEA regulated o i l  pr ice app l icab le  to a new o i l  
discovery or o i l  produced above a base l e v e l .

PARAMETER -  any measurable charac ter is t ic  o f  the uefined universe.

PRESENT WORTH -  the present value o f  future income or expenditures which 
is determined by discounting future income and expenditures a t  an 
acceptable discount rate.

PROBABILITY -  " e l a t i v e  frequency of par t icu lar  events in a very long 
sequence of  t r i a l s .

PROBABILITY OF SUCCESS -  the chance o f  f inding the expected value 
resource ( f i e l d  s i z e ) .

RATE OF RETURN -  discount rate which resu lts  in the discounted present
worth o f  future net income becoming equal to the discounted investment.

RECOVERABLE RESERVES -  the amount of production that can p ro f i ta b ly  be 
removed with present technology.

REVENUE -  the income, r o ya l t i e s ,  renta ls  and fees, co l lec ted  by government.

RISK -  percent chance o f  success.

SEVERANCE TAX -  tax derived from the gross value of production.

STATl INCOME TAX -  tax based on taxable income.

TAXABLE INCOME -  a l l  company income less operating cost ,  less depreciation 
on investment, less amortized pre- leasehold costs (bonus), less 
conservation and advaloretn tax.
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---------------------------------- 7 7  1 -U . i H W l l  JU l i W L V  i U O l i l i U H J .  ---------------

BEFORE THE JOINT RESOURCES COMMITTEES 
January 25, 1978

^  MILTON LIPTQN

The comments that I would like to offer and then open up to yorr 

questions are based upon the draft for a bill that amends the leasing 

policy of the scat To begin with, I call your attention to a rather 

unique and I think a very progressive statement of the preamble which 

says that among the purposes of this is to maximize the state's share 

from profitable oil and gas production while minimizing revenue from 

unsuccessful exploration wells and from marginal economic oil and gas 

production. It is a most unusual approach for a state or a government 

that is leasing property to take....that is...what you are saying in 

effect is that you are not trying to maximize your revenues come oil or 

high water, but that you'll take your revenues from successful oil and 

gas exploration and you are prepared to forego under certain circumstances 

optimum revenues that you might have gotten from bonuses paid to the 

state where the venture was unsuccessful. I would think that the industry 

would look with great favor upon this as a principle of leasing, and as 

I said before, it's a most unusual thing to see a government proposing 

this itself.

A major change which is now being proposed in your leasing policy has to 

do with bidding methods and on page 4 of the proposed draft bill there 

are actually eight (8) different bidding methods itemized which would be 

available to the commissioner and from which he could select in any p a r­

ticular lease sale. The eight different bidding methods break down really 

into four different bid variables. The first is the very familiar front 

|̂|ll end bonus bid, and there are three (3) different ways this can be done.
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The second is royalty bidding and there are two different ways the 

commissioner can do that. The third is bidding for a net profit interest 

to the state out of the proceeds of successful oil and gas exploration 

development and production. The fourth is bidding on the basis of work 

obligations, how much a company will commit itself to work obligations.

As I saxd, the bonus bidding is the familiar one which as been used most 

commonly, I think, almost exclusively here in Alatka in which the blocks 

which are up for competitive bidding will go to that company that 

offers to the state the highest bonus, and then the terms of the lease 

specify certain fixed commitments on the part of the leasing company, in 

the past, it has been almost universally 12 1/2% royalty. Under this 

proposed legislation, if the commissioner can solicit competitive bidding 

on the basis of a front-end bonus but with one of three alternative sets 

of fixed commitments written into the lease. One is a straight royalty 

which shall not be less than 12 1/2%. Second is a sliding scale royalty, 

that is beginning initial production at one level and then moving upward. 

And the third is a combination of a fixed royalty and a net profit 

interest to the state where the fixed royalty shall not be less than 

12 1/2% of the fixed profit, interest s.iall not be set by the commissioner 

at less than 307o. So in effect this deviates from your present practice 

only insofar as it gives the commissioner a choice of three different 

elements which he can write into the leases when he opens them up fcr 

competitive bidding on the basis of the bonus. The royalty bidding is 

quite different. Here the two alternatives are that the companies would 

bid competitively; offering, competing on the basis of a sliding scale 

royalty which cannot begin at less than 12 1/2% and which carries there­

after a fixed bonus. The bonus is fixed by the commissioner, the com­

panies bid on what kind of a sliding scale royalty they are prepared to 

offer the state or alternatively there's a fixed bonus and they offer a
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fixed royaLty. They bid competitively on royalty not 1 sliding scale 

royalty, but one says I'll offer 12 1/2%, another one says I'll offer

15%, yet another one says I'll offer 1 8 % ..... A  few words about

royalty, competitive royalty bidding, in previous discussions w i t h  com­

mittees of this legislature we have argued that royalty bidding is not a 

preferred form of bidding, except under very exceptional circumstarces.

If, for example, you have semi-proven acreage where the volume of the oil

to be found is reasonably calculable, and the risks are not that great,

location of the oil in terms of distance from ports or whatever else is

pretty well known because other production is close by, under those cir­

cumstances you might have royalty bidding. But under most circumstances 

we would feel that royalty bidding is not a preferred form of bidding.

You remember from our discussion of severance tax that the nature of the 

royalty or of the severance tax is that it becomes a percentage of g~oss 

value. Taken off the top of the gross value without regard to what the 

profitability of the venture is and when companies don't have to pay a 

very large bonus, the. bonus is fixed at a modest rate, everybody pays the 

same bonus bids, but competitively on the basis of the royalty there may be 

a tendency for companies in their exuberance to obtain the lease to push 

the royalty which they offer the state progressivel’ higher, they don't 

know what their competitors are going to offer, so they stretch their bid 

in order to win the lease. And then subsequently it may turn out that 

this royalty to which they commit themselves and which must be paid on 

every barrel of production c*er the entire duration of the lease becomes 

a very burdensome one; it could lead to earlier abandonment. But this is 

particularly relevant, what I'm saying now in the context of paragraph "D" 

at the bottom of page 4, which says regulation shall be established for 

all bidding methods to allow reduction of royalty to compensate for these 

increasing costs in the later stages of production decline, to prolong the



economic life of the field. And then it goes on, it says that the 

commissioner cannot really abate the royalty before at least two years 

of production have transpired. But, I put it to you, that although dis­

cretion on the part of the commissioner to abate royalties is something 

which you had. in your lease a long, long time ago in your leasing bill; 

although this may be good legislative practive and good administrative 

practice when fields are beginning to reach the end of their natural 

life ana you would like to encourage the maintenance of production even 

if it means taking a lesser royalty; to have t h i ' in the statute at the 

time when companies are bidding competitively on the royalty and then 

there is a temptation to say, well, if we bid too high a royalty, we 

come running back to the commissioner and we ask for abatement of the royalty 

So, you put the state, you put the commissioner in a very bad hole and 

and you have perhaps without intending to, you encouraged the companies 

^ | t o  bid not the highest royalty that they think they can afford to pay in 

light of their exploration expectations, but to over bid because when 

worse comes to worse they will go running back for abatement of royalty.

So I would think that if you are going to maintain this feature in the 

leasing law which says that in order to encourage the continuation of 

marginal production there will be the possibility of abating royalty 

then you certainly, I think, want to consider very, very carefully whether 

you want to have among the options, under which the commissioner can lease, 

bidding competitively on royalty. The third alternative or the third 

form of competitive bidding is bidding a percentage of net profit to the 

state. What this means in effect is that the companies who are bidding 

competitively to obtain a lease will say to the state, well, your lease 

^^requires us to pay a fixed bonus so we all have to do that and in another 

version your lease requires us to pay a fixed bonus, plus no less than 

12 l/27o royalty whatever the commissioner specifies. Now, each company



bids competitively by saying to the state that after we have paid the 

bonus and after we pay a royalty cf 12 l/27o of gross well head value 

on every dollar of production, thereafter, each year we convey to the 

state a percentage of our net profits and the companies bid competitively; 

the company that commits itself to turning back to the state the largest 

percentage of net profits is the company that w i n 0 the lease. Net profits 

can be defined, they are not defined in the statute, and I think correctly 

not so. The commissioner before any lease sale where the bidding compo­

nent or the bidding variable is net profit, tells all companies who are 

entering the bidding precisely how net profit will be computed. It does 

not have to be and, hopefully, will not be the same way net profit is com­

puted for income tax purposes. It is a notional concept of net profit 

which says you start with this gross value or whatever it is and you 

subtract certain specified costs everyone knows precisely without too 

great argument or debate how the accounting will be done in the course of 

the year and relatively simple accounting can be mandated by the commis­

sioner before the lease sale. We have felt for a long time that the 

net profit bidding variable is a particularly attractive one, both in the 

standpoint of industry and for the standpoint of whatever government it 

is that's putting up acreage for lease. Nvjt necessarily to the exclusion 

to other possibilities, bu: under certain circumstances a very attractive 

approach. What it does is, it removes a great deal of the capital avail­

able for exploration from the front-end bonuses so that the money thats 

available goes to productive work instead of just to front-end bonus.

Where there is highly successful exploration the lessor, State of Alaska 

in this case, can expect to have very, very substantial revenues from 

the lease quite apart from taxation or anything else. Revenue from the



lease as the percentage of net profits. You might even think of net 

profit as a royalty based upon net value instead of a royalty based 

upon gross value. Sometime it's referred to as a net royalty or a net 

profit carried interest. What it means in effect is that the State of 

Alaska takes on a very considerable proportion of the risks in the explor­

ation game. It does get a bonus but the bonus is a small bonus fixed 

by the commissioner as being appropriate to this bidding variable. A n d  

it may get, say, a fixed royalty but after that the larger proportio i of 

the income which the state might expect to receieve it would receive only 

if the lease proves to be a productive lease and how much the state gets 

depends upon how much oil or gas is found, what the value the oil or gas 

is, and how profitable the operation. So the state in a sense becomes a 

partner with the explorer in both the failures and the successes of the 

venture. Eut the state does not become a working partner, tne state does 

not become an active partner, the state is not in the oil and gas business. 

The decision as to whether or not the exploration should take place, the 

competitive bidding on what the net profit conveyed to the state is... 

all of these are private decisions by private industry in a competitive 

enviroament. Then the final variable, and it is the eighth item among 

the alternatives available to the commissioner, is bidding on the basis 

of work commitments. And there in a sense, the commissioner says when 

the sale is being advertised, that there is going to be a fixed bonus, 

and there is going to be a stipulated royalty. Now the winner of this lease 

vho is entitled to do the exploration is the company who commits the largest 

amount of money to exploration process. This kind of bidding, perhaps, 

would be utilized in very, very difficult environment areas where the state 

wants to be sure that all potentials of the acreage are really explored, 

where the costs of exploration may be very, very high and where in the 

absence of work commitments the companies may be inclined to back out too 

quickly in terms of the results of one



unsuccessful well or whatever the case might be and the state ^ould 

like to get the best possible exploration of the prospects within the 

area put up for lease and therefore says to the companies, we will re­

duce your bonus commitments, we won't have a bidding on the basis of 

royalty, but we will allow you to bid on how much you are prepared to corami 

to the exploration of thus acreage which the state is putting up for 

lease. Well, just a few comments, I've already indicated that I think, 

that we think, that gross royalty bidding except in rare circumstances, is 

not the most attractive form of competitive bidding, and particularly not 

if you are going to allow abatement of royalty under certain circumstances. 

Bonus bidding, net profit bidding, work bidding, each one a reasonable 

approach to competitve bidding depending upon the nature of the area 

which is up for lease; how the state, the commissioner, and his tech­

nical staff regard the potentials. So I think that by providing these 

alternatives, the state is in effect creating a reasonable basis for a 

leasing policy within Alaska. I wonder, however, whether it is nece s­

sary in legislation to itemize all eight possibilities, that is to say, 

a bonus bid with not less than a 12 1/2%, royalty, or a bonus bid with a 

sliding scale royalty, or a bonus bid with not less than 12 1/2% roy­

alty ana not less than 30% net profit. There are many variations which 

are itemized here, and for example, a bonus bid with not less than 12 1/2% 

royalty, and not less than 30% net profit is hardly, I would suspect in 

most areas, is hardly going to get much competition in terms of the bonus. 

Why not less than 30 % net profit? It seems to me that if you lay out in 

gross terms what the permissable bid variables are, bonus under certain 

circumstances royalty, perhaps net profit, work commitments, and then 

leave it to the commissioner as tc the combination of variables and the 

minima for the fixed items he wants to put in there, how far can one 

anticipate in legislation itself, what combination of fixed commitments



should underLie the selection of a bid variable, like a bonus variable 

and I would think that perhaps it might be advisable for the legislature

to consider presenting to the commissioner a greater option of more

bidding variables and perhaps set certain minima, but not itemize them 

in the retails which appear here. N ow there is one other aspect of the 

bidding that I would like to refer to and it is an item that appears on 

page 9. It says lands w h ich have been offered for lease within the previous

five years, but which received no bids at public auction may at the

discretion of the commissioner le immediately offered for lease under 

regulations promulgated in advance upon terms most advantageous to the 

state including leasing non-competitively. The commissioner shall utilize 

a sliding scale of royalty based upon such formuli as he determines to 

be equitable, but need not adhere to the rental schedule in subsection (k) 

of this act nor to the 57 (indesc.) acres per lease and so on. What I am 

0} calling your attention to is the option here avaiable to the commissioner 

where a lease that is offered for bidding has not been taken up very 

quickly, to put it back for lease including under noncompetitive circum­

stances. I think that this could open up some dangerous precedents. 

Particularly if it's offered too quickly. I mean that the fact that a 

lease is not taken up in competitive bidding does not mean that there is 

no oil and gas there, it does not mean that the prospects are not good 

for oil or gas, it means that given the state of the knowledge at that 

moment of time, given the way the industry perceives the attractiveness 

at the moment of time they have'nt been interested in bidding on it..

They had other things that were more attractive, whatever the case might be. 

But let some time go by before opening this up for leasing again and 

particularly under competitive conditions again, what may have been learned 

about the geology of the state in the interim period. The way in w^tch
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company perspectives may have changed for a lot different reasons, I 

don't know what the case may be, I think may lead to the ability to lease 

under more favorable terms rather than for the state to conclude that 

nobody wanted cur lease, well, we would like to have it explored anyway, 

lefs get it on the market as quickly as possible, even if under noncom­

petitive circumstances. I would strongly suggest that you hear from the 

department, as well as from me, and others about why there is a sense of 

urgency about leasing noncompetitively just because the lease has not 

been taken up. I pass to other aspects than the terms of bidding and 

leasing. On page 5, there is a very pregnant one line clause which says 

the commissioner is authorized to withhold acreage from leasing in a par­

ticular lease sale. Now again, for those of you who remember one of the 

first reports we made for the legislature on leasing policy many, many 

years ago, one of the things that was discussed was the advisability, 

under appropriate circumstances, of the state leasing less than Che full 

acreage in which there might be industry interest. Now enough acreage 

has tc. \e put up for lease so that the companies that win the leases have 

a reasonable aggregation of acreage to provide for viable production of 

oil or gas or whatever is discovered. It doesn't necessarily mean that 

everything within a particular area cf prospective interest has to be 

put up for lease simultaneously, there is good reason particularly if the 

purpose is **o maximize the states share from profitable oil and gas pro­

duction and minimize revenue from unsuccessful exploration wells and from 

marginal production for the state to withhold a certain amount of acreage. 

Now the acreage which was withheld may be condemned as absolutely sterile 

if the exploration arcund it finds nothing, (indesc.) the state may have 

withheld may turn out to be condemned by the industry you will never be 

able to lease it in which case you will not have gotten any bonus revenue



or whatever the case may be. But on the other hand, if it is successful 

(J^you may come up with a subsequent lease sale with a net profit bidding 

for example, which makes it very attractive to the state in terms of 

the income that they will receive. So I would think that this thing is 

that the commissioner is not only authorized, but subject only to circum­

stances which make it undesireable which in case the commissioner has to 

exercise his judgement, that he should in fact withhold acreage it should 

be a more positive thing. I wouldn't want to make it binding under all 

circumstances, discretion must lie (indesc.) some areas where it may not be 

feasible where whatever acreage is put up really has to encompass the 

most of the structure, which is in interest. If it can be done, I think 

it would be advisable to do so. The next feature that I would like to 

touch on briefly has to do with the period of exploration and on page 6 

^ ^ t h e  appropriate paragraph says that an oil and gas lease shall cover a 

reasonably compact area and be for a period of five years. And there is 

no provision here for extension of the exploration period except under 

specific circumstances if production is eminent or a well has to be c om­

pleted or the property goes into unitization. What under normal circum­

stances is a 5 year exploration period. I would suggest that there 

should be provision for at least some reasonable extension of the explor 

ation period particularly in a country as difficult to operate in as the 

State of Alaska, where the geology, the environment, the climate, the 

circumstances all make it impossible to conclude an ongoing exploration 

period precisely within the five years. A whole exploration season may 

be lost because of a combination of circumstances; because drilling 

equipment couldn't get out there, or at the end of one season the



seismic work never got completed and one has to wait for the proper 

time of the year to go back and finish it and one loses a year of ex- 

ploration. I w o u l d  think it would be advisable to allow an extension 

of the exploration period. If in the view of the commissioner, good faith 

has been exercised by the leasing company in the previous 5 years. I

think it does no violence to the interest of the state. But there is

another very interest feature thats introduced here at the bottom of 

page 9, paragraph v, the state shall have the right to purchase not to 

exceed 16 2/37» by volume of the oil and gas produced pursuant to a lease, 

and it goes on. That is to say, the state is assuring itself chat if it 

chooses, it can have as much as l/6th of the oil or gas produced on the 

lease. Now included within that would be the states royalty oil and 

gas and the volume metric equivalent of whatever the state may get on a

net profit share. But if those fall short of 2/3rds of the oil and gas

the state has the right to buy at th6 market value at the field price 

enough to make up 2/3rds. There is no obligation on the state to do it, 

the state has the right to do it. I see a tremendous advantage of the 

state in this, I seen no great diadvantage to the industry in this if 

exercised judiciously. It could be unattractive to the industry if 

it is arbitrarily applied and particularly out of small production where 

the lease aolder really needs a substantial volume of oil to provide 

the economics for his export out of the state for example, and taking 

avay l/6th of the volume of oil starts cutting things too narrow for him, 

then I would say that this could be a burden to any company who is u n d e r­

taking the exploration and who successfully is doing the development.

So I would think there ought to be at least some proviso where by the 

lease holder is protected against simply a determination to take 16 2/3rd

-  11 -



no matter what, and in particularly small areas where the increment 

of the state gets may matter very little to the state but may matter 

very much to the producing company. I think some kind of clause 

should be put in to provide the protection.

That's the sum of the remarks that I think I could make about the 

special features of this proposed bill and if there are any aspects 

of it that I touched on or things that I have not chosen to talk to 

that you would like to address yourself to, I'm at your mercy.

SENATOR POLAND I will ask you one question Mr. Lipton, and that is, 

have you felt for sometime that our leasing policy needed to be updated 

or overhauled?

MILTON LIPTON Well, I think that if only to broaden increase, the 

number of options available for leasing, yes, I think so. I think 

the traditional front end bonus bidding and there is a lot to be said 

for it under the proper circumstances, and, but for this to be the sole 

basis of competitive bidding, I think it places a burden in rank w i l d­

cat areuo upon the industry which is unnecessary, that you have to put 

so much money that ought to be used constructively, pay out as a bonus 

and it puts the state in a position where in many rank wildcat areas what 

the state gets is miniscule in terms of bonuses compared to what may 

be the profitability. If you add up the sum total of bonuses received by 

the state from the producing areas of Prudhoe Bay, it is miniscule 

bonus income because the companies were bidding on rank wildcat areas 

at a time when even if they were



successful no one ever knew if it could be developed, 

tremendous volumes of oil had to be found and if prices had 

ever stayed at $3.00 per barrel it never woud have been 

produced you see, under those circumstances obviously the 

bonuses are very very little. Now, I think there is no 

great virtue in the state having competition on the basis of 

front end bonuses when the total amount of bonus income you 

may get, particularly in the less attractive areas of the 

state. What seemed to be the less atractive areas of the 

state will be very very little and may prove to be the most 

attractive producing areas after they are developed. So 

that if you minimize the front end bonus under certain 

circumstances and go to a net profit interest then you have 

a chance of sharing much more considerably in the profitability 

of successful ventures and without doing great violence to 

the incentives of the industry. Because no company is 

going to bid away such a large share of the net profits that 

it leaves them without the incentive of very very profitable 

. operations on the remaining shares. Now it is something which 

I think can be equitable both to the state and to the company. 

So yes, I do think that the leasing warranted amendment if 

for no other reason than to introduce a greater variety of 

bidding variables without going mad with you know giving the 

commissioner so many options that the poor man will never 

no on what basis he can make a selection. But I think to 

introduce several other options is a major step forward.

Q: Senator Huber - Milt, can you tell me from industries 

viewpoint if we would do any harm to this bill, in particular, 

or good or otherwise, your comments in regards to us putting 

an Alaska hire clause into the leasing requiring Alaska 

hire based not upon our regulatory rights but upon our 

proprietary contract rights?

Lipton: Senator Huber, you know, you ask me from the stand­

point of the industry you really should ask that of the 

industry, not of me, but I would give you a very quick 

impression and if you put an Alaska hire clause, in, what it



*

means to the industry depends really on what you intend by 

Alaska hire. I mean there, if the industry doesn't have 

sufficient flexibility to obtain competent people, whatever 

their origin, then I think it does harm to the industry. But 

if the way in which it is applied is sufficiently flexible 

then I suspect not only wouldn't the industry object, but 

the industry would be delighted. You know, I think the 

industry would like to make the maximum possible contribution 

to Alaska hire. But it must be a very difficult thing to 

administer, I suppose.

Q: Senator Huber - I apologize for asking the industry viewpoint, 

I was asking basically for the economics of the industries view­

point.

Lipton - Well, as I said the economics are affected depending 

upon how this either contributes to, or intereferes with the 

efficiency of the industries exploration and producing oper­

ations .

Q: Senator Huber - I was referring to a particulary in the 

difference between our regulatory powers as a government andI
our proprietary rights as a contract maker in this particular 

c a s e .

Lipton - Well Senator Huber, this suggests to me that if you 

are doing this as part of a contract rather than by regulation, 

does that mean it's going to be less flexible, because it is 

in the contract?

Q: Senator Huber - Madame Chairman, M r .  Lipton, the intention is 

to make it less flexible because we are presently finding that 

our leases do not contain this and that hiring is not being done 

from the North Slope from Alaska where it could be done when 

there is qualified people sitting on the benches. And we want 

something to get a handle on this, so that it is not going to 

be struck down by the Supreme Court saying that you cannot make
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such a law we want to work on our proprietary rights being 

that is our oil that we are selling.

Lipton - Senator Huber, I find it very difficult to give 

you a responsive answer because if you say that there are 

qualified people sitting up there who are not being hired, 

now obviously that is bad and if you had it in the lease they 

would be hired. On the other hand, if the industry may 

interpret qualified people differently. I don't know i t’s 

very very, it's difficult to say. But if the whole idea 

is to make it a firmer obligation through the lease that is 

one thing. But if you make it a firmer obligation and there 

is no flexiblity then I think it could be very difficult.

Q: Senator Huber - Well Madame Chairman, I won't dwell on it 

but just one more short tning, so that you understand what I 

am talking about. When the industry on the North Slope makes 

a deal, with forinstanc.e, a Hawaiian corporation to supply them 

with the personnel and to do the hiring for them and then the 

hiring is done in Houston Texas we become concerned when there is 

qualified Alaskans sittin on the bench. But if we have a handle, 

a way that we can get a handle on this, using our proprietary 

rights we should be doing it, or trying to find a way to do it 

when we know that we can't do it with our regulatory rights and 

that is why I wanted to get your expertise on t h i s .

Senator Meland - Madame Chairman, I, has Mr. Lipton spoken 

to any type of questions about all the legislature or are we 

just talking about (inaudible). Because I did have some 

questions that were left over from Wednesday, but we can cer­

tainly wait on that and talk about this legislation before us.

Senator Poland - Well what we had though we would do is talk 

about this and when there are no more questions on this we will 

go to the royalty oil proposals and then throw it open for all 

types of questions.
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Q: Senator Radar - There are many question Madame Chairman.

I had two items that I would like to have Dr. Lipton comment 

on. One of them is the concept of limiting from 500,000 

acres to 200,000 acres the amount that any one entity can 

hold in leased lands and that concept actually appears in 

several faces in the bill. I assume it is to prevent or 

to insure a competitive market here so that we don't end up 

with one company dominating the f i e l d . • Comment on this and 

give us your observations on that and what problems and benefits 

might flow from that.

Lipton - I think there is great virute in limiting acerage 

holding by an individual company. On the other hand, I have 

no feel really, for whether 200,000 acres as an amendment 

to the 500,000 alternative is too little or not. I would 

strongly urge that in order to acheive the same purpose, 

that is, I think that two things are of value. Acerage 

limitation I think could go in there. I don't think it does 

violence, providing that it is not so narrow that in a sense 

very soon you start reducing the number of competitors and a 

company that is successful in a couple of lease sales and then 

suddenly finds itself barred from further competitive bidding 

for acerage. You defeat your own purpose if you do that. But 

I sense that the purpose of the legislature and certainly the 

interest of the state is that acerage shall not be held. The 

purpose of winning acerage under a lease is to get on with the 

business of exploration. And therefore I would suggest that 

whether there is competive bidding on work obligations is 

one of the options or not. I think there should be work o b­

ligations in every lease. The commissioner should in every 

lease stipulate minimum, not maximum work obligations. We are 

not trying to tell the companies how to conduct their explor­

ation activities. But there should be certain minimum work 

commitments which the companies have to perform in order to 

hold that Ipase. Let them get on with the business of explor­

ation. It does no violence to the purpose of the companies, unless 

they want to get in that bidding and then sit back and wait for
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somebody else to do some work or they wanted to be sure 

they were represented in the area but they had other fish 

to fry elsewhere in the state or somewhere else. I think 

you have a five year duration of the lease and I have already 

suggested that you might be willing to extend it, if the companies 

really need it and they have been going about their business.

On the other hand, there should be minimum work obligations 

in every lease there. I think also there is a certain virtue 

in putting a ceiling on the amount of acerage which a given 

corporate or individual can hold as a result of leasing from 

the State of Alaska. I certainly would not want you to cut 

that down so small that you lose the competitive bidding and 

the third, fourth and the fifth lease sale because one company 

has already not exhausted it's interest, not even exhausted it's 

dollars but has exhausted it's ability to hold acerage in the 

sta te .

Q: Senator Radar - Would you comment on the provision as to 

the lessee or permittee conducting any exploration for develop­

ment or production of oil and gas, the state shall provide the 

commissioner access to all data obtained from such activities and 

shall provide copies of such specific data as the commissioner 

may request. I don't know whether that is intended to change 

the public disclosure of that information or whether there is still 

proprietary interests or not but what is your understanding of that 

provision and your comment? It is on the top of page ten. It 

starts on the second line.

Lipton - I assume that your statutes prevent public disclosure of 

this for some minimum period. What is it two years in Alaska. Two 

years, I think I believe. Two years by statute.

Q: Senator Radar - Cause I take it that the proposal here does 

not suggest that we alter that proprietary -

Lipton - I would hope not. I would hope not. I think the

right to proprietary information for at least two years. For any

company operating here considering the amount of money which goes into
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exploration. I think that should be protected.

Q: Senator Radar - Well let me ask you this. Would that be 

true. I assume the reason for your statement is that a 

company therefore gets the value of it's own work product.

But what if the state, for example, should for reasons unknown, 

at the time of exploration, should withhold in the leasing for 

a period of three years. Then under those circumstances we would 

have deprived the company of the value of it's own work product.

I don't know how to avoid that but I can see a problem here and 

perhaps discretion should be available here. Although I am not 

certain as to the purpose of this particular section or what the 

discretion or the thrust of the discretion should be. Whether 

the purpose here basically is to give the state the right to de­

prive them of the work product, within two years or what?

Lipton - Well I don't know how you can set the period of con­

fidentiality so that it conforms with the amount of, the lapse 

of time between one lease sale and another lease sale. I mean 

that is a pretty difficult thing to do. I don't think, see 

the point is the state has access to this information. It is 

just that the competitors don't have access to this information.

And in that respect there is a certain val le in extending the 

period of confidentiality to a reasonable period of time because 

the value of the information is not just for ^nother lease sale 

in exactly the same area. There is an awful lot of information.

It becomes valuable because one correlates it with what one knows 

from other wells elsewhere. One builds up ones geologic and 

geophyical knowledge as this stuff becomes public. So there is 

virtue in keeping it confidential for a reasonable length 

of time. But I don't know, one c a n’t do it for too long a time 

or you deprive the industry as a whole of what is really basic 

knowledge necessary for it to advance. So there is some kind of 

a compromise has to be struck between the virtue of the confiden­

tiality to the company doing the work and how important it is for 

the whole industry to know more and more about the State of Alaska.



Q: Senator Radar - Well let me ask you. You have suggested in 

a number of instances descretion in the commissioner. Do you 

think that in this particular instance that we should provide 

administrative descretion in perhaps, write ir„ a minimum or 

maximum or something of that nature. Or do you think the 

two year -

Lipton - Senator Radar I don't think this is ar irea where the 

commissioner ought to have descretion. This it protection 

which the legislature is going to give to an e x .loring company 

as they are taking the risks in putting it's money in. It 

depends upon the legislature to know exactly what it's protection 

i s .

Q: Senator Radar - Well what if you wrote in a minimum of two 

years, an extension of that period of time before it was 

made public?

Lipton - Senator Radar, I don't know of any place where that

exists. That of course doesn't mean that it's a bad idea. I

don't know that it exists anywhere else. I am not familiar with

it. I think normally two years is pretty ample time. Again I

would certainly defer to the judgement of people in the administration

you know they have alot more experience with what the circumstances

up here in Alaska have been.

Q: Senator Huber - Madame Chairman, I would like to just ask 

Milton just one thing, one question that was raised here by 

Senator Radar and I would hope he would concur with me. Milton 

will you take a look intc the matter that Senator Radar brought 

out to determine in your opinion how our laws stack up on this

at this time and give us some kind of a report on it. I think

I know and the question I would like to ask you would be if you 

thought that two years was the best period of time and compare this 

with our current law and give us another report.

Lipton - Yes. I would be pleased to.
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Q: Senator Radar - Madame Chairman, perhaps if I might ask 

Dr. Lipton, he said he had no particular feel to the 200,000 

acre limitation for single holdings. I might ask him if it is 

possible for you to develop a feel for that. At least give 

us your best judgementas to whether or not -

Lipton - Yes.

f
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T h e  H o n o r a b l e  A l v i n  O s t e r b a c k  RE: H.B. 854
C h a i r m a n
H o u s e  R e s o u r c e  C o m m i t t e e  
P o u c h  V
J u n e a u ,  A l a s k a  9 9 8 1 1  

D e a r  M r  C h a i r m a n :

It is my u n d e r s t a n d i n g  y o u r  c o m m i t t e e  w i l l  be h o l d i n g  
h e a r i n g s  o n  H.B. 854 on  M a r c h  1 6 t h  a n d  17th, 1978. U n f o r t u n a t e l y ,  
w e  w i l l  h a v e  n o  r e p r e s e n t a t i v e  at the h e a r i n g s  to t e s t i f y  a n d  
t h e r e f o r e ,  w e  r e s p e c t f u l l y  r e q u e s t  th i s  l e t t e r  be i n c l u d e d  in the 
o f f i c i a l  r e c o r d  o f  t h e  h e a r i n g s .

F i r  I of all, w e  o b j e c t  to m o s t  s e c t i o n s  o f  this B i l l  as it is 
v e r y  c o m p l e x ,  c r e a t e s  a m u l t i p l e  c h o i c e  s y s t e m  t h a t  is u n w o r k a b l e ,  
d i s c o u r a g e s  e x p l o r a t i o n  on  S t a t e  lands, a n d  a b o v e  a l l  w o u l d  h a v e  
a s e r i o u s  i m p a c t  o n  t h e  d e v e l o p m e n t  of o u r  lands. W e  s t r o n g l y  
u r g e  that no a c t i o n  be t a k e n  on H.B. 854 this year.

P r e v i o u s  S t a t e  s e l e c t i o n s  a n d  p r o p o s e d  s e l e c t i o n s  in o u r  
r e g i o n  t o t a l  s e v e r a l  m i l l i o n  a c r e s  w i t h  oil a n d  gas p o t e n t i a l  in 
t h e  N u s h a g a k  B a s i n  ( B r i s t o l  Bay B a s i n ) . B B N C  l a n d s  in the o n s h o r e  
p o r t i o n  o f  th i s  s e d i m e n t a r y  b a s i n  w o u l d  t o t a l  a b o u t  1 , 7 5 0 , 0 0 0  a c r e s  
s u r r o u n d i n g  17 v i l l a g e s ,  s e v e r a l  of w h i c h  the N a t i v e  l a n d s  a r e  n o t  
c o n t i g u o u s .  In o t h e r  w o r d s ,  m o s t  of o u r  i a n d s  w i t h  the n e w  p r o p o s e d  
S t a t e  s e l e c t i o n s  w o u l d  be a d j a c e n t  to o r  s u r r o u n d e d  by S t a t e  lands.
In m a n y  i n s t a n c e s ,  a d r i l l i n g  u n i t  w o u l d  i n v o l v e  b o t h  S t a t e  a n d  N a t i v e  
l a n d s  and in s o m e  i n s t a n c e s ,  F e d e r a l  lands. T h e r e f o r e ,  a n y  c h a n g e s  
i n  l e a s i n g  o f  S t a t e  l a n d s  w i l l  h a v e  a d i r e c t  e f f e c t  o n  B B N C  lands.
M o s t  of the p r o v i s i o n s  of H . B  854 w o u l d  c h a n g e  the e c o n o m i c s  o f  S t a t e  
a n d  N a t i v e  l a n d s  in a p r o d u c i n g  unit. T h e  n e t  r e s u l t  w i l l  be t h a t  
the p o r t i o n  of the u n i t  u n d e r  S t a t e  l e a s e s  w o u l d  b e c o m e  u n e c o n o m i c a l  
a n d  a b a n d o n e d  f i r s t  a n d  t h e  N a t i v e  p o r t i o n  of the u n i t  w o u l d  th e n  
b e c o m e  l e s s  e c o n o m i c a l  f o l l o w e d  by e a r l y  a b a n d o n m e n t  a n d  t h u s ] y  
l e a v i n g  l a r g e  a m o u n t s  of o i l  or gas in the g r o u n d .  T h i s  c o u l d  
h a r d l y  b e  c a l l e d  c o n s e r v a t i o n .
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B B N C  h a s  h a d  a j o i n t  a g r e e m e n t  w i t h  a m a j o r  o i l  c o m p a n y  
w h e r e b y ,  w i t h  c o m m e r c i a l  p r o d u c t i o n ,  w e  w i l l  b e c o m e  a p r o d u c i n g  
o i l  c o m p a n y .  W e  d o  n o t  l e a s e  o u r  lands! K n o w i n g  s o m e  of o u r  
s e l e c t e d  l a n d s  m i g h t  n o t  be a d e q u a t e  to c o v e r  u n d e f i n e d  s e i s m i c  
s t r u c t u r e s ,  w e  a n t i c i p a t e d  l e a s i n g  S t a t e  o r  F e d eral l a n d s  in o r d e r  
to f o r m  d r i l l i n g  u n i t s  for e a r l y  d e v e l o p m e n t  of o u r  lands. A b o u t  
t h r e e  y e a r s  a g  , w e  f i l e d  the n e c e s s a r y  q u a l i f y i n g  d o c u m e n t s  to h o l d  
b o t h  S t a t e  a n d  F e d e r a l  o i l  a n d  g a s  l e a s e s  a n d  h a v e  f i l e d  o f f e r s  to 
l e a s e  o n  s e v e r a l  t h o u s a n d  a c r e s  of F e d e r a l  lands.

W e  h a v e  n o  p r o b l e m  w i t h  t h e  p r e s e n t  l e a s i n g  s y s t e m  as it h a s  
b e e n  tried, t e s t e d ,  p r o v e n  a n d  a b o v e  all, is u n d e r s t a n d a b l e .  S u c h  
a m i x e d  b a g  o f  r a d i c a l ,  c z a r i s t  p o s s i b i l i t i e s  as p r o p o s ' d  in
H.B. 854 is u n c o m p r e h e n s i b l e ,  u n j u s t i f i e d  a n d  w i l l  n o  d o u b t  h a v e  
th e  o p p o s i t e  e f f e c t  of the o r i g i n a l  inte n t ,  u n l e s s  t h e  i n t e n t  w a s  
to r e t a r d  d e v e l o p m e n t  o f  S t a t e  l a n d s  i n d e f i n a t e l y  a n d  in e f f e c t  
r e t a r d  d e v e l o p m e n t  of m u c h  of o u r  lands.

A g a i n ,  we s t r o n g l y  u r g e  the p o s t p o n e m e n t  o f  any a c t i o n  o n  t h i s
Bill.

S i n c e r e l y ,

W. C. B i s h o p
M a n a g e r ,  S u b s u r f a c e  R e s o u r c e s
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The p u r p o s e  o f  t h i s  r e p o r t  i s  t o  be  o f  s e r v i c e  t o  t h e  A l a s k a  S t a t e  

L e g i  t u r e  and t h e  D e p a r tm e n t  o f  N a t u r a l  R e s o u r c e s  i n  t h e i r  r e v i e w  o f  

o i ‘ j a s  l e a s i n g  p o l i c y .  I t  i s  w r i t t e n  f r om  t h e  S t a t e ' s  v i e w p o i n t .

I t  t .  'he S t a t e ' s  i n t e r e s t s  a s  b e i n g  f r e q u e n t l y  a d v e r s e  t o  t h o s e  o f

t h e  S t a  l e s s e e s ,  w i t h o u t  b e i n g  h o s t i l e  t o  t h em .  Where  t h e  S t a t e ' s

i n t e r e s t  v e r s e  t o  t h e  f e d e r a l  i n t e r e s t ,  we t a k e  t h e  S t a t e ' s

p o s i t i o n .  O t h e r w i s e ,  t h e  p u r p o s e  i s  t o  b e  a s  o b j e c t i v e  a s  p o s s i b l e .  The 

R e p o r t  l i s t s  t h e  p r o s  and  c o n s  o f  a l t e r n a t i v e  p o l i c i e s  and i n d i c a t e s  w h a t  

t h e  L e g i s l a t u r e  n e e d s  t o  do t o  make e a c h  p o l i c y  w o r k .  R e com m enda t i o n s  

a r e  made i n  a t e n t a t i v e  w a y .

T h i s  is a s u r v e y  r a t h e r  t h a n  an  i n t e n s i v e  s t u d y  o f  a n y  one a l t e r n a ­

tive. T h e  p u r p o s e  is to d i s p l a y  the f u l l  r a n g e  o f  a l t e r n a t i v e s  a n d  the 

f u l l  r a n g e  of  i s s u e s  C o  be  c o n s i d e r e d  r e g a r d i n g  e a c h  one, so as to  k e e p  

i n d i v i d u a l  m a t t e r s  in t he l a r g e r  p e r s p e c t i v e  so  t h a t  n o  one i s s u e  is 

o v e r w e i g h t e d .  T h e  p u r p o s e  is to c o m p a r e ,  a n d  to s h o w  h o w  d i f f e r e n t  

l e a s i n g  e l e m e n t s  c o m p l e m e n t  or  s u b s t i t u t e  f o r  e a c h  o t h e r .  T h e  p u r p o s e  is 

to s e r v e  as a s p r i n g b o a r d  f or l e g i s l a t i v e  r e v i e w  a n d  a g u i d e  to 

a d d i t i o n a l ,  m o r e  s e l e c t i v e  i n v e s t i g a t i o n s .

As  a u n i f y i n g  t h e m e ,  t h e  list o f  a l t e r n a t i v e s  p r o c e e d s  s e q u e n t i a l l y ,  

s h o w i n g  h o w  e a c h  m o r e  c o m p l e x  a l t e r n a t i v e  e m e r g e s  as a n  a n s w e r  to  f a u l t s  

p e r c e i v e d  in p r i o r  o n e s .

As  a s e t  o f  c r i t e r i a  f o r  j u d g m e n t  the R e p o r t  s e e k s  to l ay on  the 

t a b l e  a s s u m e d  g o a l s  o f  the S t a t e .  T h e s e  a r e  the f o l l o w i n g :
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— b u s i n e s s - l i k e  raa " n i s  i s  t a k e n  t o  mean i n  p r a c t i c e  t h e

m a x im i z a t i o n  o f  d i s c o u n t s .

-- E q u i t y .  T h i s  i s  t a k e  m  a v o i d i n g  g i v e a w a y s ;  r e d u c i n g  t h e

l o t t e r y  e l e m e n t  i n  l e a s i n g ;  h ew in g  t o  t h e  p r o d u c t i v i t y  b a s i s  o f  d i s t r i ­

b u t i o n  o f  i n c om e ;  c o l l e c t i n g  f o r  t h e  S t a t e  t h e  r e n t  o f  i t s  l a n d s ;  b a s i n g  

i n d u s t r y  i n c e n t i v e s  on p r o d u c t i v i t y  r a t h e r  t h a n  a c q u i s i t i o n  o f  S t a t e  

a s s e t s ;  and  r e d u c i n g  t h e  d i f f e r e n t i a l  a d v a n t a g e  a c c o r d e d  t o  a c c u m u l a t e d  

w e a l t h .

-- W o r k a b i l i t y .  T h i s  means a m in imum o f  a r b i t r a r y  r e g u l a t i o n ,  

a c h i e v e d  b y  b i n d i n g  t h e  l e s s o r  and t h e  l e s s e e  i r .  a c om m un i t y  o f  i n t e r e s t s  

when w r i t i n g  t h e  l e a s e .

-- A v o i d i n g  e c o n o m i c  w a s t e .  In a d d i t i o n  to p h y s i c a l  w a s t e ,  t h e r e 

a r e  the w a s t e s  of p r o d u c i n g  at  e x c e s s i v e  c o s t  a n d  d o i n g  t h i n g s  at th e  

w r o n g  t i me. T h e  R e p o r t  s u g g e s t s  a b a n d o n i n g  the c r i t e r i o n  of  m a x i m i z i n g  . 

u l t i m a t e  r e c o v e r y  in f a v o r  o f  m a x i m i z i n g  d i s c o u n t e d  c a s h  f l ow; a v o i d i n g  

t h e  d i s s i p a t i o n  of  r e n t  b y  o v e r s p e n d i n g ,  p a r t i c u l a r l y  on  c a p i t a l .  It 

w a r n s  a g a i n s t  the t w i n  d a n g e r s  of u s i n g  p r o v e n  r e s o u r c e s  t oo s l o w l y  a nd 

s e a r c h i n g  o u t  n e w  one s  t o o  e a r l y .

-- E x t a r n a l  i m p a c t s .  T h e s e  a r e  s e e n  as n e g a t i v e  b y  e n v i r o n m e n t a l i s t s  

a n d  as p o s i t i v e  b y  d e v e l o p m e n t a l i s t s . T h e  r e c o n c i l i a t i o n  l ie3 in a w i d e r  

d i s t r i b u t i o n  of  b e n e f i t s .

-- C o o r d i n a t i o n  w i t h  f e d e r a l  a n d  n a t i v e  l a n d o w n e r s .

T h e  R e p o r t  n o w  s u r v e y s  l e a s i n g  a l t e r n a t i v e s  in s e q u e n c e :

-- N o n c o m p e t i t i v e  leas .ng is f a u l t e d  f or g i v i n g  a w a y  t o o  m u c h  a n d  

e n c o u r a g i n g  p r e m a t u r e  l e a s i n g  a n d  p r o d u c t i o n .
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— A h i g h  b o n u s  p a r t i a l l y  c u r e s  t h e s e  p r o b l e m s  b u t  c r e a t e s  a  s e r i o u s  

f r o n t - e n d  f i l t e r  p r o b l e m .  P r o f e s s o r  N o r g a a r d ' s  p o s tm o r t e m  a n a l y s i s  o f  

b o n u s  b i d d i n g  i  A l a s k a  i n d i c a t e s  t h a t  t o o  l i t t l e  h a s  b e e n  r e c e i v e d  f o r  

l e a s e s .

-- A h i g h  a n n u a l  r e n t a l  c u r e s  t h e  p r o b l e m  o f  t h e  f r o n t - e n d  f i l t e r  b y

r e p l a c i n g  i t .  I t  may o v e r a c c e l e r a t e  p r o d u c t i o n ,  h o w e v e r ,  u n l e s s  made t o

d w i n d l e  o v e r  t i m e .  A r e n t a l  w ho s e  l e v e l  i s  s e t  b e f o r e  d i s c o v e r y  r e d u c e s  

t h e  b u y e r ' s  r i s k  s i n c e  he may d r op  t h e  l e a s e  a t  w i l l ,  b u t  d o e s  n o t  

a l l e v i a t e  t h e  S t a t e ' s  r i s k  o f  s e l l i n g  f o r  t o o  l i t t l e .  A r e n t a l  b a s e d  on

a s s e s s e d  v a l u e  a v o i d s  t h i s  p r o b l e m  and a l s o  d w i n d l e s  o v e r  t i m e .

-- H i g h  r o y a l t y  r a t e s  s o l v e  m u c h  o f  t he r i s k  p r o b l e m .  T h e y  e l i m i ­

n a t e  t h e  f r o n t - e n d  f i l t e r  a n d  t h e y  c o l l e c t  r e v e n u e .  H o w e v e r ,  t h e y  a l l o w  

t o o  m u c h  s p e c u l a t i o n .  T h e y  a l s o  p u t  a d r a g  o n  p r o d u c t i o n ,  e s p e c i a l l y  

m a r g i n a l  p r o d u c t i o n .  P r e m a t u r e  s h u t d o w n  t u r n s  o ut to be  a m i n o r  p r o b l e m .  

O t h e r s  a r e  g r e a t e r :  s l o w  p r o d u c t i o n  a n d  f u t u r e  s h i f t ;  l e a k a g e  o f  r e n t

i n t o  p r i v a t e  h a n d s  f r o m  b e t t e r  d e p o s i t s ;  e x c e s s i v e  d e f e r r a l  o f  S t a t e  

r e v e n u e s ;  an d  l o w e r  s u c c e s s  r a t i o s  f o r  e x p l o r a t i o n .  T h e s e  p r o b l e m s  c a n  

be a l l e v i a t e d  b y  i m p o s i n g  s p e c i f i c  w o r k  t e r m s ,  by u s i n g  s l i d i n g  s c a l e s ,  

a n d  b y  l i m i t i n g  the t e r m  of  t h e  l e ase.

-- S p e c i f i c  t e r m s .  T h e s e  m u s t  be  u s e d  w i t h  h i g h  r o y a l t i e s  to 

c o m p e n s a t e  for the d i s i n c e n t i v e  e f f e c t s .  M a n d a t o r y  l i a b i l i t y  f o r  

e n v i r o n m e n t a l  d a m a g e  is a l s o  s u g g e s t e d .

-- P r o f i t  s h a r i n g .  T h i s  m e a n s  l e t t i n g  l e s s e e s  w r i t e  o f f  c o s t s  

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

S t a t e  r e c e i v e  m o r e  per b a r r e l  f r o m  the r i c h e r  d e p o s i t s ,  a n d  a v o i d s
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s t e r i l i z i n g  t h e  m a r g i n a l  o n e s .  It g e t s  us i n t o  the s a m e  p r o b l e m s  as 

a d m i n i s t e r i n g  a n  i n c o m e  t a x :  t h e  r a t e  is h i g h ,  p a d d i n g  c o s t s  is l i k e l y ,

d e p r e c i a t i o n  p a t h s  a n d  l i v e s  m u s t  b e  d e t e r m i n e d  a c c o r d i n g  t o  c o m p l e x  a nd 

s o m e t i m e s  a r b i t r a r y  f o r m u l a s .  T h e r e  r e m a i n s  a  l o o p h o l e  f o r  u n r e a l i z e d  

c a p i t a l  g a i n s .

—  R e n t - s h a r i n g .  In a d d i t i o n  t o  c o s t s  t h e  l e s s e e  d e d u c t s  i n t e r e s t  

o n  t h e  v a l u e  o f  his i m p r o v e m e n t s  b y  o n e  o f  t h r e e  m e t h o d s :  b y  a l l o w i n g

d e a u c t i o n  o f  c a p i t a l  o v e r  t i m e  w i t h  i n t e r e s t  a t  a s p e c i f i e d  r a t e ;  b y  

a l l o w i n g  f r o n t - e n d  r e c o v e r y  o f  c a p i t a l  a n d  b y  a p p l y i n g  a n  ad_ v a l o r e m  

c h a r g e  t o  t h e  a s s e s s e d  v a l u e  o f  th e  l e a s e h o l d  i n t e r e s t .  T h e  f i r s t  t w o  

a l t e r n a t i v e s  e n g a g e  us in s e v e r e  a u d i t i n g  p r o b l e m s ,  a nd b o t h  a r e  b i a s e d  

a g a i n s t  e x p l o r a t i o n  on  l o n g - s h o t  v e n t u r e s .  T h e  t h i r d  a l t e r n a t i v e  r e m o v e s  

th e  a u d i t i n g  p r o b l e m  a n d  r e p l a c e s  it w i t h  an a s s e s s i n g  p r c b l e m .  It a l s o  

p u t s  a b i t e  o n  u n r e a l i z e d  c a p i t a l  g a i n s .  It a v o i d s  m a n y  f a u l t s  s e e n  in 

p r i o r  s y s t e m s :  it r a i s e s  m o n e y ;  it d e f e r s  p a y m e n t s  b u t  n o t  e x c e s s i v e l y ;

it p u t s  n o  d r a g  on p r o d u c t i o n ;  it r e q u i r e s  l i t t l e  d i r e c t  r e g u l a t i o n ;  it 

i m p o s e s  n o  s h i f t  tovjards t he f u t u r e ;  t h e r e  is l i t t l e  o p p o r t u n i t y  to p a d  

e x p e n s e s ;  a n d  t h e r e  is o n J y  a l i m i t e d  b i a s  a g a i n s t  l o n g - s h o t  e x p l o r a t i o n  

( b e c a u s e  w h a t  is h a r d  to f i n d  is o f t e n  h a r d  to p r o d u c e  a n d  t h e r e f o r e  l o w ­

v a l u e d ) .  Its p r o b l e m  is d i s c o u r a g i n g  p o s t l e a s i n g  e x p l o r a t i o n .  S o m e  

r e m e d i e s  a r e  s u g g e s t e d .

-- R e g u l a t i n g  f i e l d  o p e r a t i o n s .  S o m e  f o r m  o f  u n i t i z a t i o n  is

r e q u i r e d .  It is s u g g e s t e d  t h a t  t h i s  w i l l  w o r k  m u c h  b e t t e r  if t h e  S t a t e

a c c e p t s  the c r i t e r i o n  of m a x i m i z i n g  d i s c o u n t e d  c a s h  flow, e l i m i n a t i n g  a

c o n f l i c t  b e t w e e n  t h e  S t a t e  a n d  the o p e r a t o r s .  A  t w o - t i e r  s y s t e m  is

s u g g e s t e d  as a n  a l t e r n a t i v e  t o  100 p e r c e n t  u n i t i z a t i o n .
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—  T h r e e  a l t e r n a t i v e s  a r e  p a s s e d  o v e r  l i g h t l y ,  a l t h o u g h  w i t h o u t  

p r e j u d i c e .  T h e s e  a r e :  c h e c k e r b o a r d i n g ;  t h e  s a l e  of  u n d i v i d e d  i n t e r e s t s ;

a n d  t h e  s a l e  of  a f i x e d  v o l u m e  o f  o i l  a n d  g a s .

-- H a n d l i n g  i n f o r m a t i o n .  T h e  R e p o r t  c o n s i d e r s  t h e  p r o s  a n d  c o n s  o f  

t h e  S t a t e ' s  b u y i n g  m o r e  i n f o r m a t i o n  o n  c o n t r a c t  as a n  a l t e r n a t i v e  to 

r e l y i n g  on  i n d u s t r y  n o m i n a t i o n .  T h e  w e i g h t  o f  a r g u m e n t a t i o n  is in  f a v o r  

o f  t he S t a t e ' s  t a k i n g  a m o r e  a c t i v e  r o l e .

—  D i r e c t  S t a t e  i n t e r v e n t i o n  in  t h e  m a r k e t  is c o n s i d e r e d ,  p r i m a r i l y  

to a i d  in m o n i t o r i n g  p r i c e s  u s e d  as b a s e s  o f  e v a l u a t i o n  f o r  r o y a l t y  a n d  

a s s e s s m e n t  p u r p o s e s ,  a n d  t o  g u a r a n t e e  to a l l  l e s s e e s  e q u a l  a c c e s s  to 

t r a n s p o r t a t i o n .

N e x t  a c r i t e r i o n  a n d  p r o c e d u r e  is d e v e l o p e d  f or t i m i n g  l e a s e  s a l e s .  

S t a t e  l a n d s  a r e  to h e  r a n k e d  a c c o r d i n g  to m a t u r i t y  o r  " r i p e n e s s . "  R i p e ­

n e s s  is d e f i n e d  as a c o n d i t i o n  w h e r e  t he p e r c e n t a g e  g r o w t h  r a t e  o f  t h e  

D C F  o f  t h e  S t a t e ' s  i n t e i e s t  s l o w s  d o w n .  T h e  S t a t e ' s  w e a l t h  is m a x i m i z e d  

b y  s e l l i n g  l e a s e s  w h e n  this a n t i c i p a t e  1 g r o w t h  r a t e  s l o w s  d o w n  b e l o w  t h e  

r a t e  of  i n t e r e s t .  T h e  a p p r o p r i a t e  r a t e  of  i n t e r e s t  s h o u l d  be  t h e  S t a t e ' s  

b o r r o w i n g  r a t e .  T h e  q u e s t i o n  is r a i s e d  w h e t h e r  the S t a t e  s h o u l d  s e t  a 

r e s e r v a t i o n  p r i c e  w h e n  a u c t i o n i n g  l e a s e s .  T h e  R e p o r t  a d d r e s s e s  the 

q u e s t i o n  o f  w h e t h e r  t he p r o p o s e d  p r o c e d u r e  w i l l  c a u s e  l e a s e s  to b e  s o l d  

at  a s u f f i c i e n t l y  e v e n  r a te.

T h e  R e p o r t  c o n s i d e r s  t h e  a d m i n i s t r a t i v e  L o a d  a n d  p e r s o n n e l  r e q u i r e ­

m e n t s  a s s o c i a t e d  w i t h  a l t e r n a t i v e  l e a s i n g  s y s t e m s .  T h e  u s e  of r o y a l t i e s  

e n t a i l s  a n c i l l a r y  r e g u l a t i o n  to c o m p e n s a t e  f or t h e  d i s i n c e n t i v e  e f f e c t s  

of t h e  r o y a l t y  on  p r o d u c t i o n .  T h e  p r o f i t  s h a r e  s y s t e m  e n t a i l s  an
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a u d i t i n g  s t a f f  t o  a v o i d  t h e  d e d u c t i o n  o f  u n j u s t i f i e d  e x p e n s e s .  S o, a l s o ,  

d o  t h e  f i r s t  t w o  r e n t - s h a r i n g  s y s t e m s  w h e r e  c a p i t a l  c o s t s  w i t h  i n t e r e s t  

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

a t i o n  e n g i n e e r s  or  a p p r a i s e r s ,  w h o s e  s e r v i c e s  a r e  a l s o  r e q u i r e d  to 

o p e r a t e  a s y s t e m  o f  t i m i n g  l e a s e  s a l e s  o p t i m a l l y .

L e a s i n g  is s e e n  a s  s u p p l e m e n t a r y  t o  t a x a t i o n ,  a n d  t a x a t i o n  is n o t  

s e e n  as a n  a d e q u a t e  s u b s t i t u t e  f o r  l e a s i n g  p o l i c y  b e c a u s e  t a x a t i o n  is 

a d d r e s s e d  t o  p e r s o n s  or  c o r p o r a t i o n s  w h i l e  l e a s i n g  p o l i c y  is a d d r e s s e d  to 

p a r c e l s  o f  r e a l  e s t a t e .  T h e  e x c e p t i o n s  t o  t h i s  a r e  a n e t  p r o c e e d s  t a x  

a n d  a p r o p e r t y  tax, e i t h e r  o f  w h i c h  m i g h t  b e  u s e d  as a  s u b s t i t u t e  f or 

l e a s i n g  p o l i c y .

R e c o m m e n d a t i o n s  a r e  s u b m i t t e d  t e n t a t i v e l y  in  l i g h t  o f  t h e  c o m p l e x i t y  

o f  t h e  s u b j e c t  a n d  t h e  s e v e r a l  i m p o n d e r a b l e s  i n v o l v e d .  I r e c o m m e n d  

s c r e e n i n g  o u t  s y s t e m s  b a s e d  on  ex_ a n t e  f o r e c a s t s  of r e s o u r c e  v a l u e s  l i k e  

t h e  b o n u s  b i d d i n g  s y s t e m ,  b e c a u s e  o f  t h e  f r o n t - e n d  f i l t e r i n g  o u t  of 

l e a n e r  f i r m s  a n d  b e c a u s e  so  m u c h  h a s  to b e  g a m b l e d  on  s o  l i t t l e  i n f o r ­

m a t i o n .  W e  c o n s i d e r  t h e  l e a s e  e l e m e n t s  w h o s e  v a l u e  d e p e n d s  on a c t u a l  

d i s c l o s u r e  of r e s o u r c e  v a l u e s  a n d  r a n k  t h e m  in t h e  f o l l o w i n g  o r d e r :  the

ad  v a l o r e m  c h a r g e ,  t he p r o f i t  s h a r e ,  t h e  c iiciing s c a l e  r o y a l t y ,  a n d  t h e  

f r o n t - e n d  r e c o v e r y .  W e  r e c o m m e n d  a v i g o r o u s  p r o g r a m  o f  S t a t e - f i n a n c e d  

c o n t r a c t  e x p l o r a t i o n  w i t h  p u b l i c i t y  o f  f i n d i n g s .  W e  r e c o m m e n d  s c h e d u l i n g  

l e a s e  s a l e s  a c c o r d i n g  to t h e  r i p e n e s s  c r i t e r i o n  d e s c r i b e d  a b o v e .  W e  

p r e f e r  t h a t  u n i t i z a t i o n  be a d m i n i s t e r e d  b y  a n  o r g a n i z a t i o n  o f  l o c a l  

l e a s e h o l d e r s .
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e x p a n d e d  p r o g r a m  of i n f o r m a t i o n - c o l l e c t i n g  a n d  v a l u a t i o n ,  to s e r v e  as a 

n e c e s s a r y  b a s e  for all o t he r  d e c i s i o n s .
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r #

T h i s  s t u d y  w a s  c o m m i s s i o n e d  by G u y  R. M a r t i n ,  C o m m i s s i o n e r  of 

N a t u r a l  R e s o u r c e s ,  S t a t e  of A l a s k a ,  in c o o p e r a t i o n  w i t h  the L e g i s l a t i v e  

I n t e r i m  C o m m i t t e e  o n  O i l  a nd G a s  T a x a t i o n  a n d  L e a s i n g  P o l i c y ,  c h a i r e d  

by S e n a t o r  C h a n c y  C r o f t .  T h e  p r e s e n t  R e p o r t  is p a r t  of a l a r g e r  s t u d y  

b e i n g  c o n d u c t e d  by the D e p a r t m e n t  of  N a t u r a l  R e s o u r c e s ,  a s t u d y  d e s c r i b e d  

in C o m m i s s i o n e r  M a r t i n ' s  s t a t e m e n t  of J u l y  10, 1 9 7 6 ,  e n t i t l e d  " A l a s k a  

O i l  a nd G a s  L e a s i n g  S t u d y , "  c o p i e s  of  w h i c h  h a v e  b e e n  s u b m i t t e d  to the 

L e g i s l a t u r e .  T h e  p r i m a r y  f o c u s  of  the p r e s e n t  s t u d y  is S e c t i o n  U o f  the 

J u l y  1 0 t h  m e m o  w h i c h  r e a d s  as f o l l o w s :  " A  d e s c r i p t i o n  a n d  a n a l y s i s  ( l e g a l ,  

e c o n o m i c ,  o t h e r  as n e c e s s a r y )  of  a l l  a l t e r n a t i v e  s y s t e m s  w h i c h  a r e  

p r a c t i c a l l y  a p p l i c a b l e  to S t a t e  u s e  in A l a s k a ,  w i t h  e m p h a s i s  o n  b r o a d e n­

ing the S t a t e  c a p a b i l i t y  to e m p l o y  a l t e r n a t i v e s  r a t h e r  t h a n  m a k i n g  f i n a l  

d e c i s i o n s  o n  w h i c h  s y s t e m s  to u se. T h i s  tas k  s h o u l d  c o n s i d e r  the p r a c t i ­

c a l  e x p e r i e n c e  of o t h e r  s t a t e s  a nd n a t i o n s  as w e l l  as l e a s i n g  t h e o r y  a n d  

r e s e a r c h .

a. S p e c i a l  a t t e n t i o n  in the a n a l y s i s  s h o u l d  be g i v e n  the r i s k  

e l e m e n t  in a l t e r n a t i v e  s y s t e m s  as it r e l a t e s  to p u b l i c  a d m i n i s t r a t i o n  

of o il a n d  g a s  r e s o u r c e s .

b. T h e  a n a l y s i s  s h o u l d  i n c l u d e ,  in s o m e  form, an o v e r v i e w  of 

this e n t i r e  l e a s i n g  i s s u e  of u s e  to S t a t e  o f f i c i a l s  a nd l e g i s l a t o r s . "

T h i s  R e p o r t  a l s o  r e s p o n d s  to S e c t i o n  5: "An e c o n o m i c / l i g a  1 a n a l v s i s  

o f  the i n t e r r e l a t i o n s h i p  of l e a s i n g  ( o w n e r s h i p  i n t e r e s t s )  a l t e r n a t i v e s  

w i t h  t a x a t i o n  a l t e r n a t i v e s .  O n g o i n g  c o o r d i n a t i o n  w i t h  the t a x a t i o n

A. Reasons for this study and Report
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s e g m e n t  of t he a d m i n i s t r a t i o n / l e g i s l a t i v e  s t u d y .”

T h i s  R e p o r t  a l s o  r e s p o n d s  to S e c t i o n  7: " D e s i g n  of  a s y s t e m  

(a c r i t e r i o n )  for d e c i s i o n - m a k i n g  by p u b L i c  a d m i n i s t r a t o r s  r e g a r d i n g  

v a r i o u s  l e a s i n g  a l t e r n a t i v e s .  W h a t  i n f o r m a t i o n  m u s t  be a v a i l a b L e ;  

w h a t  f a c t o r s  s h o u l d  be c o n s i d e r e d ;  w h a t  p r o c e s s  s h o u l d  be f o l l o w e d  

to d e c i d e  b e t w e e n  n e w  a l t e r n a t i v e s . "

In k e e p i n g  w i t h  the s p i r i t  of the a s s i g n m e n t ,  the t e n o r  of this 

R e p o r t  is e x p o s i t o r y  a n d  n o t  a d v o c a t o r y .  T h e  m a i n  p u r p o s e  is to lav 

o u t  m a j o r  a l t e r n a t i v e s  in a s y s t e m a t i c  w a y  to s e r v e  as a b a s i s  for 

l e g i s l a t i v e  r e v i e w ,  d e b a t e  a n d  d e c i s i o n .  T h e  r e p o r t  d o e s  o f f e r  its o w n  

r e c o m m e n d a t i o n s  at the e n d  a n d  the c o n s u l t a n t  o f f e r s  h i s  o w n  j u d g m e n t s  

f r o m  t i m e  to tim e  w h e r e  it s e e m s  a p p r o p r i a t e ,  a n d  w h e r e  the y  m a y  be 

i d e n t i f i e d  as s u ch. T h e  o v e r a l l  s p i r i t  of the R e p o r t ,  h o w e v e r ,  is to 

d e f i n e  a n d  a r t i c u l a t e  a l t e r n a t i v e s ,  to s p e l l  t h e m  o u t  in a l o g i c a l  

s e q u e n c e ,  s t a t i n g  the a d v a n t a g e s  of e a c h ,  the f a u l t s  of e a c h ,  a n d  w h a t  

the L e g i s l a t u r e  w o u l d  h a v e  to d o  to m a k e  e a c h  o n e  w o r k .  M o s t  of t h e m  

w i l l  " w o r k "  - - s o r t  o f - -  a n d  a r e  in o p e r a t i o n  in v a r i o u s  j u r i s d i c t i o n s  

a r o u n d  the g l e b e .  It is a q u e s t i o n  of w h a t  m i g h t  w o r k  b e t t e r  in l i g h t  

of v o u r  o w n  o b j e c t i v e s ,  c i r c u m s t a n c e s , a n d  v i s i o n s  o f  the f u t u r e .

In d e v e l o n i n e  a l t e r n a t i v e s ,  the R e p o r t  p r o c e e d s  f r o m  the s i m p l e  

a n d  b a s i c  to the m o r e  c o m p l e x  a nd s o p h i s t i c a t e d , s h o w i n p  h o w  e a c h  

c o m p l e x ! t v  d e v e l o p s  as a l o g i c a l  e f f o r t  to o v e r c o m e  s o m e  f a u l t  in the 

s i m p l e r  s y s t e m .  B e f o r e  b r e n k i n” d o w n  in c o m p l e x i t i e s ,  h o w e v e r ,  the 

e f f o r t  is m a d e  fo a p p l y  A d a m  S m i t h ' s  d i c t u m  tha t  th» e v o l u t i o n  of 

s u c c e s s f u l  i n v e n t i o n s  is not, in th e  end, i n t o  g r e a t e r  c o m p l e x ! t v  but
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g r e a t e r  s i m p l i c i t y  —  a n  o b s e r v a t i o n  d r a m a t i z e d  bv I g o r  S i k o r s k y  w h e n

h e  e x h o r t e d  h i s  e n g i n e e r s ,  " S i m p l i c a t e ,  s i m p l i c a t e  —  a n d  t h e n  a d d  

♦

m o r e  l i g h t n e s s  I"

A  p u r p o s e  is to c u t  d o w n  t h e  s e e m i n g  n u m b e r  of  a l t e r n a t i v e s  

w i t h o u t  r e d u c i n g  the real n u m b e r  by b o i l i n g  p r o p o s a l s  d o w n  to t h e i r  

e s s e n t i a l s  a n d  s h o w i n g  h o w  f e w  o f  t h e m  t h e r e  r e a l l y  a r e .  T h e  n u m b e r  

of  p o s s i b l e  c o m b i n a t i o n s  is s t i l l  e x t r e m e l y  h i g h  b e c a u s e  t h e r e  a r e  so 

m a n y  e l e m e n t s  in a l e a s e  bu t the n u m b e r  of  r e a s o n a b l e  c o m b i n a t i o n s  is 

m u c h  s m a l l e r  b e c a u s e  they n e e d  to be c o m b i n e d  s o  as to b a l a n c e  e a c h  

o t h e r  a n d  c o u n t e r v a i l  e a c h  o t h e r ' s  f a u l t s .

A c o r r e l a t i v e  o u r o o s e  is to d p v e l o p  c o n m e n s u r a t i o n ,  t hat is c o n­

v e r s i o n  f a c t o r s  a m o n g  the a p p l e s  a n d  the o r a n g e s .  By d o i n g  so w e  

d e v e l o p  a c o m m o n  t o n g u e  f o r  c o m m u n i c a t i o n ,  a c o m m o n  c u r r e n c y  for 

t r a d e - o f f s ,  a n d  a u n i t a r y  s t a n d a r d  f o r  d e c i s i o n - m a k i n g .

A l a s k a ' s  i n t e r e s t  in this t o n i c  is t i m e l y  a n d  in s t e p  w i t h  a 

w o r l d w i d e  t r e n d  to s t u d y  a n d  i m p r o v e  L e a s i n g  s y s t e m s .  T h i s  is a n a t u ­

ral r e s u l t  of i n c r e a s e d  v a l u a t i o n  of  o i l  a n d  g a s  r e s o u r c e s  in the 

g r o u n d .  As the r e t a i l  p r i c e  r i s e s  t h e r e  is e n o r m o u s  l e v e r a g e  on 

f i e l d  p r i c e s .  T h e  f a r t h e r  the f i e l d  is f r c m  the gas p u m p  the g r e a t e r  

the l e v e r a g e ,  so  t h a t  the p e r c e n t a g e  i n c r e a s e  in the f i e l d  v a l u e  of 

A l a s k a ' s  r e s o u r c e s  is a t  a r a t e  s o  h i g h  that f e w  w o u l d  h a v e  c r e d i t e d  

it a few v e a r s  ago. F i e l d  p r i c e s  e v e r y w h e r e  a r e  r i s i n g  o u t  of a l l  

p r o p o r t i o n  to o t h e r  c o s t s .  T h i s  is r e f l e c t e d  in e x t r e m e l y  h i g h  b o nus 

b id s  o f f e r e d  for t r a c t s  w h i c h  w e r e  p r e v i o u s l y  c o n s i d e r e d  m a r g i n a l  or 

s u b m a r g i n a l . A r e c e n t  s u r v e v  I n d i c a t e d  t hat c o s t s  of land a c q u i s i t i o n
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by oil and gas companies increased by nearly 700 percent from 1970 to 

1974 (Joint Association Survey, 1976) in comparison with all other 

costs which increased by considerably less than 100 percent. Clearly, 

the world is recognizing the high value of remaining oil and gas lands 

and it behooves any prudent landowner to protect his interests and to 

economize on the resource with much greater care than ever before.

Most analysts now foresee continued upward pressure on energy 

prices and this consultant, although forecasting is not his forte, is 

inclined to agree. This is the more reason to guard our future inter­

ests by using care in drawing leases now. The lease contract is 

binding and irrevocable, unlike tax policies. No legislature can bind 

or limit the tax Dower of a future legislature; but neither can a 

legislature in the United States, with its strone tradition of judicial 

review, r'write a lease contract executed by its predecessors. Other 

nations may force renegotiation of contracts considered unfair in the 

light of changed circumstances. This is not unknown even in the United 

States but much rarer and harder than in countries of different tradi­

tions .

The result is a growing interest in public landowners' partici­

pating in future profits from oil and gas. For generations past, manv 

governments virtually gave away land simply to get it used; while private 

landowners sold their future rights for a little money up front. Now 

these attitudes arc changing drastically and there is ferment everywhere. 

The U.S. Congress has entertained several bills in both branches calcu­

lated to increase government participation in future profits in spite of
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che government's having secured large revenues from bonus bids following 

the CCS Act of 1953. There has been some support ofor a federal oil and 

gas corporation to explore in advance of leasing. Equity participation 

in coroorations has been a strong trend, exemplified for example in 

Norway, in Canada, in Saudi Arabia and elsewhere, Indonesia has pioneer­

ed its own interesting leasing system, characterized by rapid capital 

recovery to the lessee followed by very high royalties. Papua-New Guinea 

has recently adopted the same principle in more sophisticated form, 

basing its Law on the careful advice of economists Ross Garnaut and 

Anthony Clunics-Ross, The academic world which ignored this topic for 

many years past is beginning to spawn several research projects and will 

soon be awash with reports and articles and proposals and econometric 

studies and models and new philosophies. The world is moving-. Alaska 

is in step, although perhaps a step behind. The present assignment 

indicates an intent to catch up or pull ahead.
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Only individuals, it is said, can have objectives. By "objectives 

of the State' this Report means the objectives of the effective majority 

of Alaska's voters as expressed through their political representatives 

and other leaders. No one thinks that representative government can 

completely succeed in representing everyone or, perhaps, anyone. But 

it is what we have, and this report addresses these leaders as though 

they were the State.

The Report does not presume to sav what the State's objectives 

should La. It, rather, purports to distill what the consultant ob­

serves them to be; and to articulate and organize ambient ideas which 

are often heard hut want greater s y t e m  and organization. This entails 

the consultant in some interpretation. Those with more data and better

interpretation mav improve on this statement. The present report only

begins the job of laving out our goals on the table.

A further purpose is to begin to define and evpand on their specific

implications. This inevitably entails even m o r e  interpretation and 

perhaps even some presumption bv the consultant. Seeing these implica­

tions as he interprets them, one mav sometimes recoil and say "no! -- 

That's not what I reallv want." So be it -- then we mav go back and spell 

out more realistic objectives we can live with and we are well down the 

road to our present goal which is to be prepared for decision-making.

The following are what I take to be the State's objectives in 

framing a leasing nolicv:

B. Objectives of the State
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1. Businesslike management of State property

The State holds property in trust for the people of the State 

and has a duty to manage it prudently for their maximum benefit. This 

means several things but one is certainly money. The State is a land­

lord. It wants to secure maximum income. It does not do this by 

fostering maximal use of resources but optimal use -- that is, it 

encourages lessees to maximize the bot tom line, recognizing that income 

is net of costs. "Maximum income" is still ambin-'ous, however, because 

rival schedules of land use and income differ in their time-distribution: 

a fast start means a slow finish and vice versa. To resolve this ambi­

guity we deduct interest on capital between the dates capital i3 com­

mitted and later recovered.

This goes far towards resolving ambiguJties but still leaves a
0

large one, the treatment of the investment in withholding unproduced 

reserves from vear to vear. The final resolution is achieved by maximi­

zing the Net Present Value of future cash flows. This procedure is also 

railed maximizing wealth; and also called maximizing Discounted Cash 

Flow (nCF).1 This report uses the Inst, which seems to be in common

There arp references in Alaska rpports to maximizing the "DCF rate of 

return." This usage seems ambiguous since the rate of return is held 

fixed at a rate determined by outside markets when one discounts the 

cash flow. It is the present value of the cash flow that one maximizes. 

It is mathematically quite possible and simple to hoLd the present vaLue 

fixed and maximize the rate of return instead, using the same mathe­

matical formulae, but treating the interest rate as the unknown to be 

maximized rather than as a "given." Sometimes this is done when one is 

out of contact with outside capital markets hut there is no need for it 

here; and it would not affect the findings anvwav because, as a rule, 

maximizing the internal rate of return as it is called w i 1L not lead to 

strikingly different results froiT maximizing the Discounted Cash Flow, 

so long as one makes no mistakes in mathematics.

Mason Gaffney Economic Policy Analysis



use in Alaska. Businesslike management means adopting the criterion 

of maximizing DCF.

Maximum DCF is not to be applied rigidly or dogmatically or 

narrowlv as a standard. It does not always comprehend all relevant 

values and factors. It does, however, comprehend a great many more 

than critics of the "almighty buck" might realize because it is the net 

balance arrived at after a lone process of adding and balancing all 

manner of pluses and minuses. I ti  addition, it provides a logical 

analvtica' framework within which newly recognized goods and bads mav 

be added to the analysis in carefullv measured perspective. One of 

these, on the minus side, is environmental damage. Some environmental 

damages are measurable in reduced cash flow. Damage to commercial 

fisheries 4s an example. Others are indirectly measurable in the market­

place. For example, the 'oss of residential and recreational amenities 

on privately owned land which reduces their service flow is measured 

in reduced selling prices of titles to the real estate.

Damage to sports fishing reduces an amenity service-flow which 

is harder to measure than cash flow but no less important on that ac­

count. Economists are developing techniques for measuring such service- 

flows. These techniques a r e  still Imperfect, like the rest of this 

w o r l d ,  but thev at least let us set an upper and lower bound on the 

values and so let us begin to measure them in the same balance with 

other things.

On the plus side, increased payrolls and commercial sale-; 

deriving from oil and cas incomp will increase residential and
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comtnercial values in some areas. Part of this increase is a "secondary 

benefit" from oil and gas development and should also be entered into 

the balance. This obviously gets complicated and extended. It is 

beyond the scope of this Report to resolve all such issues. The present 

ooint is that the use of the crassly materialistic and narrow concent 

of Discounted Cash Flow does not in any way box us in and preclude us 

from broadening the scope of the analysis when we have the will and 

resources to do so. It provides a framework of analysis which is almost 

indefinitely extensible to comprehend as manv variables as we have the 

ambition to try to consider.

The concept of "discounting the future" disturbs many people but 

it is only the choice of words which^flnfortunate. Discounting does not 

imply neglecting, abusing or short-changing the future but,-rather, 

charting the most advantageous path into the future. The nechanism 

discounts poorer paths to the future because there are better ones -- 

"better" neaninr a higher rate of increase of wealth. It Is not prodigal 

to decline a I percent path in preference to a 10 percent path.

It is often suspected that discounting the future Leads us 

ilways in the direction of faster resource use. Not so. We wiLl see 

that this criterion may well lead the State to retard lease sales and 

nroduction, so long as the anticipated proceeds to the State are growing 

faster than money in the bank. On marginal and submarginal lands these 

net proceeds begin growing from a base near zero. From such a low base 

rhev need not grow much in order to grow faster than money in the bank.
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Discounting the future requires a discount rate. The State's 

rate need be no higher than its borrowing rate but it can be a good deal 

lower when Alaska has surplus funds to invest. There is no suggestion 

here that the "social" rate of discount is lower than the market, a 

concept wanting in both precision and rationale. It is, rather, a 

practical question. If the State cannot invest its surplus for high 

returns then an investment in the growing value of oil and gas in the 

ground may be a superior alternative.

Maximizing DCF as a criterion solves two oroblems for us, 

problems of timing. One is the optimal rate of production from proven 

reserves. These timing decisions are largely in the hands of lessees 

except to the extent that the State interferes with their natural 

desire to maximize DCF bv controlling the rate of production. An equally 

or more important timing decision is when to begin production. Here the 

State is in the saddle with its decision of when to sell leases. The 

ncr criterion savs that we should seiL leases at that time when we expect 

that their future value will be growing more slowlv than money in the 

bank. This rationale has been developed In the consultant's previous 

work, "Extractive Resources and Taxation." The relevant pages are 

attached as Appendix A.

The State's coicern with mtnev is not narrowly centered on 

lease-hold income hut ln~ludes tax revenues of course. On the minus 

side, there will he associated public costs with Increased economic 

activity. An exclusive or unbalanced attention to either the revenues 

or the costs without the other will alwavs be misleading. It is the
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net balance of advantage that we seek to maximize. This should provide 

a reasonable basis for compromise between the advocates of growth on 

the one hand and restraint on the other.

While leasing policy should help to protect State revenues, 

the State has minimal interests in protecting federal revenues from oil 

and gas. Since the federal rate is much higher than the State rate, 

especially after the Multistate Tax Compact (MTC) sharing formula is 

applied, leasine policv may often achieve a net increase of State 

revenues by being bent to consider the foibles of federal tax Law applied 

to oil and gas, a law which the State follows. Much as we mav deolore 

the peculiar federal tax treatment of income from oil and gas, there 

seems little reason for the State in its capacity as a landlord to 

conduct its affairs so as to maximize federal taxation of lessees where 

that would cut into State revenues from its property.
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There is a strong feeling that the distribution of benefits 

from oil and gas production in Alaska should be equitable. Equitable 

does not mean equal although there is some suggestion of that in it 

and it might be more equal than now. There is support for the produc­

tivity theory of distribution, however. This means that rewards should 

be shared in relation to productive contributions rather than other fac­

tors like luck of the draw and the weight of superior wealth accumulated 

in the past.

Tolerance of gambling and the Lottery principle has not alto­

gether died. There are residuals of it in the lottery svstem for 

allocating noncomnetitive leases which are filed on "simultaneously," 

that is, within one 30-dav period, and of course there are lottery 

elements in the bonus-bidding system. There is a growing interest, 

however, in shiftine from Lady Luck to productivity as a basis for dis­

tributing wealth. This is a corollary of a desire for greater equality 

since productivity is usually more equally distributed than luck, and 

certainly moreso than accumulated wealth. The Alaska attitude is 

Jeffersonian: "...there is a natural aristocracy among men. The grounds 

of this are virtue and talent....There is also an artificial aristocracy, 

founded on wealth and birth, without either virtue or taLent.... The 

natural aristocracy I consider the most precious gift of nature, for the 

Instruction, the trust, and the government of society."

The implication of this is that we should seek to identify 

and measure that value which belongs to the State, that is the rent of
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land, and then coLlect it. At the same time we leave to lessees all the 

other values, the ones which they create. Jefferson continued, "What is 

needed is a wise and frugal government, which shall restrain men from 

injuring one another, which shall leave them otherwise free to regulate 

their own pursuits of industry and improvement, and shall not take from 

the mouth of labor the bread it has earned."

As a happy corollary, if we succeed in this we will protect 

necessary incentives to the industry and other lessees. A skillful 

system of discriminating rent collection will leave more incentive to 

lessees than a blunt instrument such as a royalty accomplishes. A rent- 

coLlecting device will take more from the flush deposits in their flush 

years and less or none from the marginal deposits, leaving incentives 

unimDaired. »

Collecting rent will, to be sure, reduce certain kinds of incentives 

but these are ones that shcuLd be reduced in the interests of efficiency. 

Resource economists have repeatedly observed that the failure of land­

lords to collect rent results in overstimulation of resource use by 

interlopers, resulting in the dissipation of rent, as on the open sea 

fisherv, or an open range. In such a case, reducing incentives is a good 

thing. It is not enough for incentives to be large; they should motivate 

people to alioca e resources productively.

The or vailing concept of equity also Implies that rewards 

should be related to ability and application more than to the weight of 

accumulated wealth. In practice this amounts to a suspicion that the 

present bonus-bidding system with its high requirements for money up
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front is filtering out large numbers of potential lessees whose produc­

tivity might be high but whose accumulated wealth is low.

A corollary concept here is that reducing the bonus money screen 

would increase the number of competitive bidders. This, if properly 

handled, should allow the State to increase its revenues.

3. Prac ticali tv

Alaska has traditionally operated with a minimal bureaucracy. 

'While it is increasingly recognized that some additional staff may be 

verv productive, beginning from this low base, there Is a presumotion 

against anv orooosed system that presupposes a Large and elaborate and 

expensive bureaucracy. It is also desirable that there be a low burden 

of compliance in the form of paper work imposed on lessees and that m i n i­

mum policing be entaiLed.

Alaskans have traditionally left considerable latitude o f 

judgment to tlmir higher public officials as well as to technical special 

Ists likp reservoir engineers. There is a growing interest in stating 

objective criteria for these persons to follow, minimizing, the burden 

of judgment and making it easier to evaluate the performance of individu­

als.

A practical svstem will he as automatic as possible, mi n i­

mizing direct regulations and controls which arn renuired when peonle 

have to be forced to go against what they perceive to he their economic. 

Interests. This is acromn1ished bv drawing leases so as to bind the 

contracting narties in an identity of interests. The lease should make
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the interests of the lessee as nearly as possible identical with those 

of the State, so he is moved to act in the State's interest by economic 

incentives rather than orders controlling his rate of production, work 

commitments, spacing, diligence, and so on.

A very s 4mple system like a royalty system without other 

features might seem to avoid many problems, but in fact has the short­

coming of involving the lessor in extensive direct regulation in order 

to offset the disincentive rffects of the high royalty rate. A profit 

share system, allowing for extensive deduction of costs by the lessee, 

precludes such direct regulations hut on the other hand requires exten­

sive audit of expenditures. A rental which is proportional to thp ap­

praised value of reserves like the Alaska Reserves Tax avoids the fore­

going sets of probLems but requires personnel with the ability to place 

a value on reserves. It Is hardly possible to avoid demands for addition 

a I personnel under anv system designed to protect the interests of the 

State. It will he a question of determining which sv=tem is least 

rostlv and most effective to administer.

4. Avoiding economic waste

There is a new and explicit concern with avoiding "economic 

waste." This is quite a change from and quite an improvement over the 

prevailing concepts which are limited to preventing "physical waste." 

the State presently legislates against various kinds of physical 

waste, for example against flaring and verting gas; against producing 

from "rate sensitive" reservoirs too fast to maximize "ultimate re­

cover in this legislation waste is perceived onlv in concrete, 

Materialistic terms.
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Any subsidy to the industry tends to prevent the "physical 

waste" of not producing submarginal oil and gas. The State has extended 

a few such subsidies such as a tax holiday to a pipeline in Cook Inlet. 

Nonuniformity in taxation is a sort of subsidy to those taxed less, and 

the term "tat. subsidy" is commonly applied to it nowadays. Federal in­

come tax law traditionally extends enormous tax subsidies to the oil and 

gas industry through preferential treatment. The State has followed 

along by adopting the federal tax law and in addition has joined the 

Multistate Tax Compact (MTC) whose allocation formulas minimize State 

tax revenues from oil and gas. The attitude might perhaps by summed up 

as "as much as possible, as early as possible."

Producing subeconomic reserves entails not only the economic 

waste of the excess of costs over revenues, there is also the waste of 

selling the reserves when they are cheap, instead of later when they 

probably will have become dear. Our initial criterion of maximizing 

Discounted Cash Flow (DCF) would tell us to hang on to reserves as long 

as their value was growing faster than money in the bank.

Past policy in administration has been disposed to take an "infant 

industry" posture towards oil and gas. Raising monev or maximizing 

State wealth has been secondary to attracting activity and capital.

Lease sales have occurred at the initiative of industry nominations more 

than the State's, with the State not much disposed to hold back for the 

best price. Encouraging and establishing the industry was ipso facto 

a ood thing.
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A policy of leasing on demand will undoubtedly stimulate early 

exploration which will result in locating deposits that might otherwise 

not be produced, at least for a while. This might be construed as m i n­

imizing phvsical waste -- the waste of not finding something. There has 

been little concern about the economic waste inherent in premature and 

duplicative preleasing exploratory investments. In an earlier phase 

this was carried to even greater extremes when noncompetitive leases 

were issued. But Leasing on demand at the rather low prices that have 

been received is onlv a halfwav step between noncompetitive leasing of 

the free entrv, first-come first-serred, variety and an economical system 

which would maximize the discounted (ash flow of the S^ate.

As to duplication of effort, this is generally rationalized on the 

grounds that a second exp'jrer might use a different concept from the 

first and therefore find something overlooked by the first. That is 

beautiful so long as cost is no o M r c t ,  but It is reallv no substitute 

for a benefit cost analysis that would at least puroort to tell us how 

the cost of a second pass at the *hot lines retatcs to its probability 

of success.

In regulating field production the concept of maximum efficient 

rate (MER) has been accented rather uncritically with the thought that 

itrrust be good to maximize ultimate recovery. MER has been accented 

not for what might be the legitimate reason that prices are rising or 

the partly legitimate reason that It requires fewer wells and that saves 

capital, but rather almost entirely on the grounds that faster flow 

might cause physical waste. In this case the g o a 1 "as early as possible" 

clashes wlth the coal "as much as possible" and the latter wins.
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The net result of overstimulating preleasing investigation, and 

decelerating production, is to attract lots of caDital into the industry 

and slow down the rate of recovery. Capital requires to be paid for 

every year that it is tied up without being recovered. This payment 

necessarily detracts from the surplus that remains to be captured by the 

State. This is a kind of economic waste which 1 believe the State would 

like to learn to avoid. It dissipates rent.

The traditional conservationist feeling in favor of wide 

spacing developed at a time when the land surface was subdivided into 

small private properties, smaller than most oil-bearing structures, so 

that some offset was needed. The result todav is rather one-sided 

preaching for the benefits of wide spacing without due note of its costs. 

Such preaching, which is widespread in the literature of this business, 

also suggests morp solicitude for lessees than lessors because the 

interest of lessors is generally to have lessees apply more capital 

rather than less, where royalty is being charged. This bias is under­

standable in an industry where lessees have traditionally dominated 

lessors by virtue of being larger and fewer; and lessees' agents have 

written the books.

Where there is a high royalty rate the lessor's interest is to 

see prompt in-filling at high density. The lessee, on the other hand, 

night prefer to invest capital by stepping out to someone else's land 

while dawdling on this.

There is a growing awareness in the State that exclusive pre­

occupation with physical waste is a one-track goal which lacks adequate
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balancing of benefits against the costs of achieving them. There should 

he an equal awareness that the problem of one-track goals is not peculiar 

to oil and gas. Specialists in any resource or activity become interested 

parties and tend to overvalue it and undervalue the costs of promoting it 

-- since costs represent a sacrifice of the interests of specialists in 

other resources and activities. This is a universal probLem in an over- 

speciaLized world.

Legislators are called on to be generalists, arbitrating among 

the claims of competing specialists. There is no suggestion here that 

oil and gas interests are better at this game than other specialists, 

that their technical inside language is more obscure or intimidating 

than that used in other professions, or that their high "standards" are 

more unreasonable than those imposed by other groups of whom we could 

all supply examples. Focusing on "physical waste" is an overpleading 

technique not peculiar to the oil and gas industry. We bear down on 

oil and gas here because it is our subject matter and not because it is 

outstandingly bad. No industry or profession has anv monopoly on self- 

serving, special pleading, and careerism.

F.conomic waste occurs whenever we prevent phvsicai waste at a 

cost higher than the value of the oil saved. This would be simple 

enough to see and correct if all costs were present costs and all pro­

duction flows occurred right away. The problem is more subtle because 

it usually involves the factor of time and therefore questions of capital 

and compound interest. Some major economic wastes of timing are described 

in what follows. Please note that I speak not only of what has been and
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what is but also of what might be if we adopt certain alternative 

leasing policies that have been proposed.

a. Slow use of proven reserves

Slow production occurs if the State requires it through 

MER regulation or if it simply fails to huild a fire under lessees 

whose cost of waiting is virtually nil when there is no substantial 

delay rental, and who might be "stepping out" with other leases which 

nreoccupy them from attending to this one. Not maximizing DCF means 

ignoring the cost of interest -- first, the cost of drilling wells 

and equipping the lease and, second, the holding cost of the unproduced 

reserves. To schedule production this way is the same as assuming that 

no profit is required on investments, an assumption inconsistent with 

the idea usually accepted that some verv high rate of return is required

in order to interest lessees in taking a lease. This paradox is too

often resolved bv sloughing the cost onto the State in the form of lower 

bids for leases, from which lower base the lessee can still earn a good

rate of return. This clearly is a bad resolution Cor the State.

The MER standard developed historically as a reaction to 

the rule of capture and has had at times a useful history therefore, 

Ieanding some aura of engineering "authority" to restrictions on pro­

duction. Put it became abused and harnessed to the purpose of helping 

rationalize price maintenance restrictions; and then it became habitual 

and traditional, applied in a rote wav. It is not appropriate to Alaska 

todav. 'it can easilv become another rase of a fl^ed professional 

"standard" applied without rpgard to circumstance or cost, fur-'ettine
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that "cost" means more than monev. It means an invasion of the 

standards of other professions and other people who have to make the 

economic sacrifice.

b. Premature investment

We noted above how a noncompetitive claim-staking system 

based on priority of claim leads to premature and duplicative investment; 

and that a system of leasJng upon industry demand or nomination halfwav 

resembles a simple claim-staking svstem. The result is to sink too much 

capital too soon in the initial phases of exploration, proving up, social 

infrastructure, eouipDing leases, mobilizing support facilities, and so 

on. Money at iO nerrent doubles everv seven years. Money at 20 percent 

doubles everv four years. To advance investment bv a few years, therefore, 

is the same as doubling the costs.

But as well as neglecting cost-- and often more serious -- 

premature investment neglects price, the price of the product reflected 

in the price of the lease. The lessees who buy early aren't neglecting 

it for they can ride uo the escalator, having obtained a lease and being 

under little pressure to produce quickly. It is the State that is neg­

lecting price when It sells leases too soon at too low a figure. It 

then olavs the lessees' game if it permits or, worse, requires them to 

produce slowly and at the same time encourages them ro go out and acquire 

more leases.

There 'hould be no implication that th» State should hold 

onto Its unsold lenses indefinitely, uniting for the top dollar. To 

even* thing there is a season end a time for everv purpose. The criterion
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of maximizing DCF is in keeping with the wisdom of Ecclesiastes for it 

tells us exactly the best time to sell, namely when the anticipated 

selling proceeds stop growing faster than money in the bank. Early 

sale may waste the resource by releasing it for a low price. Later sale 

may conserve the resource hut waste the capital tied up in it. Optimal 

timing balances the two considerations.

Some things are hapoening too soon and others are happening 

too late. Is this just random confusion with no pattern? No, there is 

a pattern which may be summarized as slow recovery of capital. Capital 

is put in too soon and taken out too late. The cost of all those extra 

dollar years of capital time is borne by the State.

A waste imposed bv slow turnover is loss of flexibility and

adaptability. Each time capital is recovered and replaced it may he

hrought up to date with new technological developments. The advantage 

of flexibility is perhaps mcst obvious in respect to contractual com­

mitments. "Old" gas mav he subject to Federal Power Commission (FPC) 

regulation and tied to a particular pipeline, or it may in any event be 

under a long-term contract. In an Inflationary period there is alwnvs 

an advantage of bringing nprf supplies on the market at new prices.

There are also more fundamental reasons not dependent on 

inflation. I have analyzed these In the work already cited and append

the relevant pages as Appendix B.

Another route to understating costs is to accept the olea of 

those with an interest in juoolvfng oil fields that one man's cost is 

another man's income and therefore to cancel these out. The result of
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heeding these arguments is to conceive of benefits in gross rather than 

net terms. This almost alwavs results in premature development inasmuch 

as the gross value of a resource is not only greater than the net value 

but it is positive during that earlv period when the net value is nega­

tive. This kind of argument can be carried even farther by some 

"economic base" analysts who compute "multipliers" of still more extended 

benefits proliferating downstream and upstream and sidestream from the 

resource development, all being dependent on it. If there is much u n­

employed labor and idle industrial capacity such a case might sometimes 

be made. In Alaska, which imports labor and oil field materials and 

steel, there seems Little basis for it.

Unfortunately, economic development which is sought after 

hv some and shunned bv others is defined by none. This leaves the door 

open to considerable uncertainty. The extreme prodevelopment posture 

is that resource discovery creates value and then provides an economic 

hase for mutiole benefits aiL around. Current thinking seems to be 

moving away from this. Discoverv does not create value all alone. It 

is a cash-register pavoff from the larger development of infrastructure, 

community support facilities, and sc on. All activities are mutually 

supportive, discoverv no more so thf 1 others, and the other contributors 

need suonort, too. The new emphasis on the problems of r.ommunitv impart 

is some acknowledgment of this.

It is not surprising that people who see mainlv the costs 

of development and disregard the henefits are disposed to wait a longer 

time before permitting it to take place. They, too, mav get carried
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away and overstate their position, becoming like Oscar Wilde*s crabbed 

economist who "knew the cost of everything and the value of nothing."

In this Report we will not try to resolve these complex and extended 

issues, but treat the question of multipliers and extended benefits and 

costs as something of a standoff, exreDt where very specific external 

costs or benefits may be identified and measured.

Another economic waste to guard against is "cross-subsidy." 

This is a generic term for what occurs whenever accounts are consolidated 

and costs are deductible so that high-cost and losing ventures may be 

rolled in with low-cost and winning ventures. Cross-subsidy is a hazard 

in everv profit-sharing scheme such as the corporate income tax, and it 

would be a hazard in anv profit-sharing lease resembling the corporate 

income tax. It is a hazard in any lease that resembles utility rate 

regulation where a lessee is guaranteed a rate of return. The resulting 

overinvestment of capital is known in the trade as "goldplating," or 

more formally as the "Averch-Johnson effect."

Goldplatlng today might often take the seductive form of an 

excessive lack of resistence to the claims of some worthy cause like 

environmentalism. The caribou lobby specialists may overvalue that, 

the energy specialists may overvalue energy but thes can join forces in 

undervaluing the costs of having both, the costs being shifted to others.

Perhaps the commonest manifestation ol cross-subsidy is the 

overextension of subeconomic feeder lines. This is nearly universal 

elsewhere and will undoubtedly haopei here without vigorous efforts to 

prevent it.
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When we combine this patternof waste with the pattern of 

Improper timing described earlier, they tend to reinforce each other in 

a general pattern of overdecentralization. Too much capital is applied 

too early to expand exploration and allied transportation lines. Too 

little is applied and too late to more intensive development in and 

around proven reserves. The overall pattern hi.. r 'ch in common with 

imperialism. All of this can be avoided by hewing faithfully to the 

concept of businesslike management with maximum TX’F. That will bp our 

lodestar.

5. External impacts

To allow for toe externalities of oil and gas production both 

positive and negative the State seems evenly divided between those who 

nerceive more pluses than those who perceive more minuses.' This is 

appropriate since there are both kinds. The issue between the polarized 

parties is sharper, however, than can he resolved bv such devices as 

measuring the value of the sports fishery, for example, and trading off 

these values for equivalent energy values because some of the very things 

seen as positive hv some like added payrolls, added spending, and increased 

property values .seem negative to others. Change viewed as progress by 

some is seen as retrogression by others. To measure and then reconcile 

these atti tudes would be far hevond our scope.

We need not, however, leave the matter completely unresolved.

A kev to reconciliation is in the distribution of ’ains and Losses, 

i'bere arp probahlv more gains than losses from general economic develop­

ment since the actors reinforce o n e  another, but the gains are not eouallv 

distributed. One man's windfall i s another* m a n ' s wipeout. Many gains are
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r~ unearned and received by absentee investors. As the oroblem is distri­

butive so is the probable solution. Wide distribution of the benefits 

of oil and gas development will make itnuch more acceptable. Leasing 

nolicy can contribute to this solution, although it is hv no means the 

whde story.

Another external cost imposed on society by extractive indus­

tries is frequently instability, and many people fear the boom and bust 

characteristics of oil and gas and other mining industries. This 

consideration areues for Leases that yield steadv revenues and encourage 

steady activity and it also may argue for a steadv flow of lease saLes. 

Neither of these is an absolute, obviously, and must be balanced against 

the question of getting top dollar by turning production and sales on 

and off.

6. Coocdination with leasing on federal and native lands

Federal and native lands will share common transportation lines 

and support bases with State lands. They mav be on the same structures. 

State and federal lands especially have extraordinarily long common 

boundaries in oil-prone areas. The State evinces strong desires not to 

^e led hv federal policv and to have some input <r>to federal oolicv.

•\t the same time, there is no drainage treatv or rnmnart between the 

different landowners even though England and Norvav have managed to 

work this out on an international basis. Until this is done, clearly 

a strike near the boundary will force a drainage sale on the other side. 

If the Feds and the natives get and keep ahead of the State, the State
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might do very veil by specializing in drainage sales, a policy favored 

by many. But there is an uncomfortable feeling that this loss of initiative 

might also impose high costs by letting others determine the location of 

activity as well as the timing. There is also some fear that division 

among the three kinds of landlords might divide them for easier conquest 

by the industry. The State's objective therefore is clearly to achieve 

a higher degree of cooperation.

■

Mason Gaffney Economic Policy Analysis



-28-

C. Elements of Leasing 

There are several elements in a lease, most of which are optional 

and variable along a wide spectrum. Kinds of leases are frequently 

distinguished by identifying the bid variable; but the constant elements 

may be more important than the bid variable where they are set at very 

high rates. Thus we discuss the pros and cons of each element in leasing 

first, and only at the end discuss the choice of a bid variable.

1. Prior claim: the noncompetitive system

A substantial acreage in Alaska remains under noncompetitive 

lease. Figures forwarded by Mr. Denton of the DNR for noncompetitive 

acreage of "oil companies" totaled to 625,000 acres. In addition there 

Is acreage held by individuals. Ranking the companies in order of their 

net acreage held, we find that the top 10 percent hold 58.9 percent of 

the noncompetitive net acreage. This compares with 64 percent when we do 

the same thing for competitive net acreage. Major holders of noncompeti­

tive acreage are Texaco, Union, Cities' Service, Amoco, and Atlantic 

Richfield. (Major holders of competitive acreage are the same firms plus 

Sohio, Phillips, BP Alaska, Exxon, Standard of Califc n i r , and Mobil.) 

(See Appendix C.)

Noncompetitive systems are widespread outside the United States. 

Major faults appear to be that they give away State property without 

payment, and so encourage premature claims and, where there is a work 

requirement, premature use. The claim-staker rather than the State gets 

in on the ground floor of the elevator and holds the resource while it 

appreciates from a zero value up to whutever value its natural richness
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warrants. Any rate of return beginning from a base equal to 0 is 

mathematically infinitely high and therefore not to be lightly given 

away.

We append an analysis by Professor Michael Crommelin, Faculty of 

Law, University of Melbourne, Australia (Appendix D ) .

2. The bonus

There are several advantages to using a high bonus in allocating 

leases and it has many staunch advocates, including Walter Mead and 

Milton Lipton. Advantages of a high bonus include:

a. Large commitment by the lessee -- he will not walk away.

b. There is no marginal disincentive imposed on the lessee.

c. The State receives its money up front.

d. Major corporations have access to market funds .at rock bottom 

interest rates, about 7.5 percent on bonds today, and therefore 

presumably will discount future expectations at correspondingly low 

rates. Some of them have access to internal funds whose opportunity cost 

or alternative use may be even lower in the event the management is 

embarrassed with more assets than it nan manage effectively. Some 

utilities, in seeking to support their rate bases, have advanced money to 

invest in leases. This last kind of investment is being cross-subsidized 

by the profit-making parts of the firm and may yield extremely low 

marginal rates to the company. Historical evidence presented by Mead 

from the Gulf of Mexico indicates rates of return of about 7.5 percent.

e. If the State should be exploited inadvertently it can use the 

tax mechanism later on to compensate.
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f. The transfer is complete and there is no need for policing 

prices later on, auditing costs and so on.

On t h e  c o n  s i d e ,  m a j o r  p r o b l e m s  w i t h  h i g h  b o n u s  p a ym e n t s  a r e  t h e  

f o l l o w i n g :

a. High capital barrier to entry, .reducing the number of bidders. 

This is undesirable both because of the concentration of wealth and power 

which it implies but also because reduced competition might prevent the 

State's receiving fair value. Data supplied by Mr. Denton when ranked by 

net acreage indicate that the top 10 percent of the holders of competi­

tive net acreage have 64 percent of the acreage. These top 10 percent 

consist of Arco, Phillips, Union, SoCal, Exxon, Sohio, Mobil, and Cities' 

Service. While this degree of concentrated control is not unusual in 

other places and other industries it is still higher than many would 

consider socially desirable.

b. As low as the industry's internal cost of capital may be, the 

State's effective rate is probably lower. This is a considerable change 

from the past and calls for a changi in policy. The State is no longer 

desperate for front money but on th< contrary is looking for outlets for 

its permanent fund. The industry, on the other hand, may be entering an 

era of higher internal interest rates. It is freely alleged that figures 

like 20 percent are used in determining bonus bids although this is 

difficult to nail down. It is certain, however, that monumental capital 

requirements are projected for oil and gas related investment require­

ments in the next decade, presaging increasing tightness of capital and 

therefore lower bonus bids relative to resource values.
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c. The bonus aggravates the cash crunch since it is synchronized 

with the need to find capital for drilling and equipping. This may 

result in underallocation of money to the latter, especially for small 

firms.

d. The time preference and therefore the production scheduling of 

different firms is ruled by their internal interest rates which vary from 

one firm to another. The allocation of credit among companies is based 

not on marginal productivity but cn collateral security. The result is 

too much time pressure on some lessees and too little on others. The one 

may depend on extremely rapid use while the other may depend on 

speculation and delay above and beyond the social interests.

e. The payment is determined and made before enough is known

about actual reserves. There is a large lottery element in the outcome

0
and the outcome is not closely correlated with the price paid. The State

might sell $10 billion worth of oil for $6 million as it apparently did

at the 1965 auction at Prudhoe Bay. At the same time it sells some

barren land for a higl price. The rule of caveat emptor is applied,

frequently intentionally by the seller. This constitutes a fraud with 

malice aforethought, which would not be tolerated in private business 

dealings and it is questionable if the State should observe a lower level 

of elementary morality than is expected of private sellers.

f. The distribution of petroleum reserves in nature is extremely

unequal as among different deposits and tracts. The result is extreme

inequality in the distribution of gains to wealth when all the payments 

are made up front and the results of successful and unsuccessful gambles 

fall entirely on the lessee.
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g .  I f ,  a s  i s  g e n e r a l l y  b e l i e v e d ,  m o s t  i n v e s t o r s  a r e  r i s k - a v e r s e ,  

t h e n  t h e  l o t t e r y  e l e m e n t  i n  h a v i n g  a h i g h  bonu s  a c t s  a s  an a d d i t i o n a l  

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

t r a t i o n  and  l e s s  a c t i v e  c o m p e t i t i o n  i n  t h e  b i d d i n g  f o r  S t a t e  p r o p e r t y .

A l s o ,  t o  t h e  e x t e n t  t h a t  a c c u m u l a t e d  w e a l t h  and a p o s i t i v e  a t t i t u d e  

t o w a r d s  g a m b l i n g  a r e  f a c t o r s  d e t e r m i n i n g  t h e  h i g h  b i d d e r ,  p r o d u c t i v i t y  

and  c o s t  c o n t r o l  a r e  l e s s  d e t e r m i n a n t .

h .  Use  o f  bonu s  b i d d i n g  l e n d s  i t s e l f  t o  p r e e m p t i v e ,  p r e c l u s i v e  

b u y i n g  by w e a l t h i e r  f i r m s  c o n c e r n e d  w i t h  c o n t r o l l i n g  t h e  m a r k e t  and 

d i s c o u r a g i n g  c o m p e t i t o r s .

i. Once a bonus is paid and then a discovery made it is hard 

and costly to deny production if the mvironmental damage turns out to 

be high relative to the value of production. We have just lucked out 

of one such trap; we might do worse another time.

J. Transfer or sale of lease for a high bonus is a de facto 

sale of land but without much property tax liability imposed cn capital 

or land (notably excepting the special Alaskan reserves tax). The capital 

Invested in drilling and equipping is partly exempt and the intangible 

capital developed from exploratory drilling is not taxed. The leasehold 

interest itself 13 not always taxed. While such tax relief should result 

in higher bonus bids, this exacerbates the problem of the front-end filter.

k. The front-end filter becomes even tighter when lease sales 

are U r g e  and there is no slide bidding and the usual 20 percent advance 

bonus is required.
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1. If oil and gas prices are regulated, and of course they are 

vulnerable to this risk, a bonus paid in the past is not treated as a 

current cost and not rolled in, resulting in lower prices received, 

whereas certain kinds of subsequent participation demands by the State 

might be treated in the regulatory mechanism as costs. In distinguishing 

between old oil and new oil, regulation may also distinguish between old 

costs and new costs.

Our worst suspicions of bonus bidding are confirmed oy the 

brilliant, succinct and damning analysis of Alaska's past experience 

researched and written by my associate, Professor Richard Norgaard of the 

School of Resource Economics, University of California, Berkeley 

(Appendix E). Bonuses captured only from 9 percent to 16 percent of the 

surplus DCF value above costs and royalties in Cook Inlet. There were 

too few bidders to assure effective competition. Outcomes were wildly 

unrelated to bonuses bid and paid. Bidders have successfully used 

advanced gaming strategies and statistical analyses to take advantage of 

a State without expert staff in these fields. The State has not set 

adequate reservation prices or screened out fishing bids and overnomi­

nations: only 2 percent of the offshore Cook Inlet tracts leased through

1968 have produced. Dr. Norgaaid recommends drastic changes.

3. The delay rental

Delay rentals are the smullest of the three major payments in the 

usual bid, the other two being bonus and royalty. They have been by no 

means negligible, however, and in Alberta, for example, have run at 50 

oercent as much as royalties and bonuses at various times. In addition,
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as compared with royalties they come earlier, and when we figure 

compound interest are blown up into an even larger figure.

Delay rentals are usually an annual yearly payment that ceases 

when production and royalties begin but there is room for many varia­

tions. They might continue until production ends, for one. For another, 

they need not be at a fixed level but might increase in proportion to 

some index such as cost of living or they might be made proportional to 

the assessed value of reserves, giving them the character of a property 

tax on reserves. Another possibility is to pay the bonus on the install­

ment plan over several years. Yet another possibility is the production 

bonus, a contingent payment which is due only when and if commercial 

pay-rock is struck. This has some of the character of a bonus and some 

of the character of a rental and will be treated here.

The advantages of delay rentals and other rentals are the 

following:

a. Payment is deferred. This has the same effect as extending 

credit to payers of bonuses and letting them pay on the installment plan. 

This is of greater advantage to the leaner interloping firms and tends to 

increase competition.

b. The payment is fixed with respect to production and places no 

drag on it therefore. Thus it achieves two goals at once that the State 

is seeking. It shifts payments into the future and it does so without 

disincentive effect. If anything, it applies positive leverage to 

accelerate production.

Mason Gaffney Economic Policy Analysis



-35-

c. At present when the firms need more time they simply request 

that leases be extended and the request io frequently granted. This 

involves arbitrary exercise of judgment by officials. It would be better 

for lessees to pay so much a year and make their own decisions. The 

pressure would be on them, of course, to accelerate production once the 

lease was signed. Firms would be less anxious to nominate acreage and 

insist on lease sales many years in advance of the availability of 

transportation.

d. Alaska has millions of acres out under lease. It could all be 

returning more money each year or else be relinquished for future sale at 

a more propitious time. Alaska is getting $1.00 per acre year for these

lands. OCS Lands are yielding $3.00 per acre year in practice and go

higher on drainage and development tracts. Norwegian rentals go up to 

$21 per acre year.

e. Most capital is subject to property taxation and must there­

fore yield a return high enough to cover both interest and property 

taxes. The investment in withholding oil reserves from production, 

however, need only yield a competitive Interest rate. A delay rental

serves to compensate for the lack of property taxation so that the same

discount rate is appLied in both cases.

f. A rental is terminable in practice when a lease i3 dropped due 

to lack of interest. This reduces the risk Imposed on the lessee 

considerably and should result in higher bids on the bid variable, 

whatever that might be.
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g. A delay rental is smoothly convertible to an ad valorem base 

at such time as enough is known about the reservoir and its contents to 

allow reasonably accurate assessment. Thus, instead of being a fixed 

amount per year it would be a fixed percentage of the assessed value of 

the reserves, still retaining its key qualities of shifting payments into 

the future and not varying as a function of production.

On the negative side are the following considerations:

a. Early shutdown. This traditional argument against fixed 

charges would apply only to one of the several alternative forms of 

rental, the nonterminable level payment. It can be prevented by adopting 

one of the declining forms. Professor Rooney's studies (Appendix F) 

indicate that the problem of early shutdown is not a serious one in 

general unless there is a substantial bias against investments in pres­

sure maintenance. A constant rental contains no such bias. An ad 

valorem rental based on the value of as yet unproduced minerals would 

exempt the value of capital in place and therefore leave the lessee with 

a substantial investment even at such time as the rental charge 

approached zero.

b. Rentals are traditionally lowest of the three kinds of lease 

payments. This suggests that the industry doesn't like them and would 

not accept them readily. While this point is often made, this consultant 

discounts it because of other evidence, presented later (Section 7c).

c. Some federal tax provisions favor delayed production, 

advantages which might be lost by any lease provision which promotes 

early production.
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d. A lessee might promise to pay a high rental and then walk away 

from the lease in a short number of years if it proves to be unproduc­

tive. Some would consider this to be a disadvantage of the system 

although it is included among tne positive aspects as well.

e. The rental is normally fixed ex a n t e . It therefore has the 

same lottery qualities as a bonus.

The pros and cons discussed above indicate there are alternative 

forms of rental, which are listed here:

a. One might pay the bonus on the installment plan over a 

specified number of years at a specified rate of interest.

b. The traditional "delay rental" terminates when production

begins and royalties are paid. It is usually at some fixed level per

acre independent of value, although BLM policy permits figures of $3.00,
0

$5.00 and $10.00 per acre, depending on the class of acreage.

c. A rental might, increase yearly at a fixed or an accelerating 

rate during the preproduction period in order to emphasize the Landlord's 

intent to force action.

d. A rent might be level for the term of lease. This is the 

pattern that must be faulted for forcing early shutdown.

e. A rental might be a specified percentage of the bonus bid, for 

a fixed number of years. If the. percentage were rather high, say 20 or 

30 percent, the effect would be nearly the same as option (a.), that is 

paying the bonus on the installment plan, but with a substantial down 

payment. If the rate were 100 percent you would have exactly the same 

effect as an installment plan payment.
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f. The -rental might be a specified percentage of the appraised

value of the unproduced minerals in the ground. This is an ad valorem

charge (AVC). It closely resembles the ad valorem property tax in its

impact and administration. Administrative aspects of this form of levy,
«

mainly the technique of assessing minerals in the ground, have been ably 

discussed before this body by Robert Paschall. Basic principles of the 

application of such a charge are laid out in Appendix H with a numerical 

example showing how one would use the data in the Van Poellen report on 

the Sadlerochit Formation to levy the charge, and how it would diminish 

over time.

The ad valorem charge differs sharply from those discussed 

previously in that it is based on progressive disclosures of the value of 

minerals actually present while the others are based, like bonus bids, on 

ex ante surmising about what might be there. The ad valorem charge (AVC) 

is ê c post discovery, while the other forms of rental are ex ante.

Thus AVC has some of the good and some of the bad qualities of 

a royalty. Like a royalty, it is based on what is actually in the ground 

rather than an uninformed guess as to what might be there, and is a 

function of actual outcomes. It therefore prevents many of the 

distributive inequities which flaw the system of high bonuses.

On the negative side, again like a royalty, it has some disin­

centive effect on discovery since discovery and proving of reserves 

result in higher assessments. The effect is much weaker here than with 

a royalty, however, because the ad_ valorem charge is based only on the 

value of the resource in situ whereas the royalty is also, in effect, a
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r charge on all the costs of extracting the deposit as well. In the 

extreme, on a marginal deposit the ad valorem charge will be zero whereas 

a royalty, could it be collected, would be substantial. Similarly, at 

the end of life the ad_ valorem charge falls to zero while royalties 

continue with a fixed rate.

The two more substantial weaknesses of the a<i valorem charge 

appear to be, first, there is some question about whether assessments can 

be tolerably accurate in practice, and second, there is some disincentive 

effect on exploratory drilling. These weaknesses may be substantially 

overcome by a combined system which would work as follows: There would

be two stages in the life of a lease, before and after the discovery of 

commercial petroleum. Before discovery, the rental would be a specified 

percentage of the bonus bid (as in paragraph (e.) above). Following 

discovery, the same percentage would be applied to the assessed value of 

the discovered reserves. It would progressively rise as more reserves 

were proven and decline as they were exhausted (see Appendix H ) .

The presence of several lessees on any one structure would 

probably prevent substantial concealment of reserves. However, if 

experience suggested such concealment to be a problem, it might be offset 

by programs of compulsory disclosure, State participation in drilling, 

penalties for concealment, and j o  on. Professor Norgaard (Appendix E) 

and Professor Rooney (Appendix F) both suggest schemes for State 

exploration.

g. Lease terms might be quite short, say five years, with rents 

"renegotiable" at that time. Such "renegotiation" would be rather
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r unilateral with the State holding the upper hand and would seem to impose 

unreasonable risks on lessees. Unilateral renegotiation of terms is 

actually practiced in many countries around the world in the wake of 

multiplying petroleum prices which made the original lease terms seem 

egregiously favorable to the lessees. Even American law occasionally 

permits change of contracts in the face of gross unforeseeable, external 

change of conditions. In general, however, this seems an unsystematic 

and arbitrary approach and less desirable than AVC which, although it 

might be criticized for some arbitrariness in the assessment process, is 

subject to objective administration and evaluation of performance.

4. The royalty

Production-based royalties are traditionally a large element in 

mineral leases. The most frequently heard proposal for reducing high 

front-end bonuses today is to increase royalty rates either directly or 

through making them the bid variable. The advantages of high royalties 

would be the following:

a. Payment is deferred. This eases entry for leaner firms and 

conserves front money for actual drilling and equipping leases. It 

increases competition and aids small business.

b. Major payments are contingent on the lessee's finding commer­

cial petroleum and are in proportion to the volume, although not the 

value o? what he finds. This reduces the risk element in lease bidding. 

It also reduces the premium now placed on prior knowledge of what is 

there and reduces the advantage of firms that can afford extensive early 

investment in preleasing surveys.
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f c. It removes the possibility of the lessee's paying a high price 

for something that is not present and removes the probability of w i n d­

falls when more is present than the market expected.

d. The State now has a lower discount rate than many potential 

bidders and can better afford •o participate in future income at the 

expense of immediate cash. This must be tempered with the thought that 

the median voter is poorer than the median corporate shareholder and has 

a higher time preference. On the other hand, the State is free from 

federal income tax so that a given percentage return on investment is 

more attractive to the State than it is to a taxable private body. If it 

were just a matter of avoiding State taxes this advantage would be 

spurious, but if the State can successfully avoid federal taxes where 

private lessees cannot there appears to be a neL advantage from the 

State's own viewpoint. Countering this is the observation that some 

large energy corporations have succeeded in lowering their effective 

federal income tax rates to a low percentage of profit, but the answer to 

that is that it is not an objective of the State to encourage a small 

number of Large firms but to maximize the number of potential entrants 

into the field, including those too small to take full advantage of tax 

loopholes.

e. A royalty is the exact opposite of the depletion allowance.

Oil and gas firms, in their eagerness to secure depletion allowances, 

will be willing to pay higher royalties than otherwise, a relationship 

which might be exploited to benefit the State. However, this again runs 

counter to the desire to benefit smaller firms inasmuch as the depletion
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allowance is now limited to smaller wells and is programmed to shrink 

progressively over the next few years.

f. A properly attuned royalty might substitute for unitization of 

a common pool. It may also substitute for direct controls on well- 

spacing and rates of flow.

In spite of its attractive features, the royalty has a long list 

of problems.

a. There is no commitment by the lessee. He may tie up land at 

little cost by merely promising to pay high future royalties and wait for 

a free ride on his neighbor. A successful bidder who overbids may 

abandon the lease, but there is no symmetry. The bidder who successfully 

underbids cashes in at the expense of the lessor, who cannot back out.

b. Marginal deposits are made submarginal and marginal effort on 

rich deposits is made submarginal. This applies to entire tracts, to the 

high-cost fringes of low-cost deposits, to the extra wells and capacity 

needed to give better control of timing, to equipping the lease, to work-

overs, to the date of beginning production, to the stretch-out of the

entire period of production, to the date of terminating production, to 

pressure maintenance and secondary recovery, to exploration for smaller 

and marginal deposits, and to production during high-cost seasons.

Vastly more is involved here than the problem of early shutdown usually 

emphasized.

Royalties are not automatically passed on to consumers.

Prices are determined by supply and demand in world markets. The burdens

of the royalty system are borne primarily by the landowner in the form of

Lower net income.

-^1 2 -
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c. A good deal of leakage of surplus cash flow is suffered by t-.he 

landlord on the low-cost flush deposits, especially during uheir flush 

years when the surpluses ai 2 yielded. To be sure the prospect of winning 

these surpluses tends to raise bids all round but as noted, high 

royalties on low-value deposits are uncollectible whereas low royalties 

on low-cost ueposits are irretrievable.

d. The lessee's incentive to defer production is exaggerated.

There is a strong future shift. The mathematics of this are developed in 

Appendix J. The basic idea may be simply expressed: It costs more to

produce faster, and royalties discourage incurring costs (because the 

resulting output is shared with the landlord but the costs are borne 

entirely by the lessee). In addition, the: 2 is an exaggerated motivr to 

wait for higher prices. A royalty makes a marginal field or unit of 

production submarginal, but by waiting for higher prices the lessee can 

wait until it becomes somewhat better than marginal even after paying the 

royalty.

By the same token, if fluctuating prices are expected or 

experienced the lessee's motivation to turn production on and off at his 

convenience is exaggerated. The lessor's royalties are therefore afflicted 

by instability beyond what would be an optimal adjustment to changing 

markets. Instability also has negative external effects on impacted 

communities, of course.

It may be shown mathematically (see Appendix J) that the 

disincentive of a royalty operates with greatest force on investments 

that are incurred immediately before tneir effects are felt in increased
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production. That is, it strikes hardest at workovers, at pressure 

maintenance, secondary recovery, and so on. Its effects are relatively 

less in r *.ct to investments that occur well in advance of production 

such as exploration. The overall result of this pattern is a stretch-out 

of the commitment of unrecovered capital between first outlay and 

ultimate recovery. This pattern increases overall capital requirements 

which in turn works to the advantage of wealthier firms and helps to 

screen out the leaner firms. Thus the royalty system works to the 

disadvantage of the ^ery firms that it is designed to help.

e. The deferral of revenues hurts the State, of course. The 

additional deferral caused by the future shift of production hurts even 

more. Deferral of State revenues is acceptable if it serves the function 

of encouraging more competitive firms; but deferral of revenues after 

discovery serves little or no ouch function. The lessee who discovers 

commercial pay-rock may cash out immediately in several ways. Companies 

regularly borrow or issue stock on the basis of discoveries. Not only 

doe3 this take cash out of them, it does so without incurring any federal 

tax liability and is thus substantially subsidized by the workings of 

income tax law. Economists regard the nontaxation of unrealized capital 

gains to be a major source of bias in tax law. Unrealized gains are an 

unpreempted potential tax source. It is a good principle of State policy 

to go after unpreempted revenue sources, as noted earlier, and a royalty 

fails to do this. On the contrary, it widens the loophole.

f. The lessee may shortchange the lessor by understating the 

price of produced oil and gas. This has to be policed carefully at some 

expense.
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g. Environmental damage from oil and gas production is more a 

function of the fact that some production is taking place than it is a 

variable function of the flow of volume in any year. The royalty-induced 

stretch-out therefore increases the total environmental damage.

h. There are many more little finds to be discovered than big 

ones, more poor ones than rich ones. The effect of royalties is to 

screen out the little ones. This greatly reduces the success ratio where 

success is defined as simply finding a commercial find that is 

producible. It screens out the little ones without succeeding in 

capturing all the rent on the big ones. It terJs, therefore, to reduce 

sharply the number of viable firms since the expected success ratio is an 

important consideration, especially for the leaner firms which cannot 

afford a large number of failures. Once again it fails in one of its 

primary objectives, which is creating an economic environment more 

favorable to the leaner firms.

The discussion of pros and cons of royalties has centered on the 

simple concept of a high royalty rate. Some of the disadvantages may be 

overcome by the use of step royalties, sliding scale royalties, and using 

royalty as the bid variable which results in different rates on different 

deposits. Professor Rooney has outlined a workable step-royalty system 

(Appendix F ) . In our recommendations we include this among the workable 

alternatives.

There are many drawbacks, however. The problem with sliding 

scales is that they slide only with volume, and volume is only one of 

several factors that need to be corsidered. In addition, a scale whi zh
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is progressive with respect to volume worsens the tendency of royalties 

to shift production i n t > the future, since the high rate brackets may be 

avoided by reducing production now and stretching it out. If the rate is 

progressive per well it may be avoided by drilling more wells.

If it is progressive per tract it also depends arbitrarily on the

size of the tract. It causes future shift. And it has a built-in bias 

against the marginal fringes of superior tracts which may exist where the 

tract is fractured and complicated.

It takes no account of cost differences which nre independent of

the volume factor. Thus, a high-volume well in a difficult, remote

location gets a high rate while a low-volume well in a convenient 

location without much depth gets a low rate. It is a blunt instrument.

It makes no distinction between high volume which is the result

#
of natural pressure achieved at no cost, and high volume which is the 

result of costly pressure maintenance such as that now experienced in 

several Cook Inlet fields whose volume has been maintained over the years 

at some cost.

It might be possible to adjust for all these and other variable 

factors by an extensive and complex system of variable rates based on 

extended observation of articular circumstances. All this would 

accomplish is the same thing that mi be accomplished generally and 

accurately by letting costs be deducted. Deducting costs, however, has 

its own problems, and this lets us avoid them.

One problem with royalties may be solved by the use of a State 

marketing board. That is the problem of price determination if it
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appears that the lessees are fiddling the transfer prices which are used 

to determine *:he State's sliare. This is the approach taken by British 

Columbia in marketing its natural gas through a provincial marketing 

board. The royalty is taken as an excess profit of the marketing board. 

Unfortunately, this only solves one of the several problems of the 

royalty system. The British Columbia experience has been one of having 

progressively to raise the field price and reduce its profits in order to 

stimulate more exploration and production. The basic fault is that it 

fails to distinguish between the low-cost and the high-cost deposits.

A very useful adjustment in a royalty system is to let the rate 

increase as a function of an indrx of petroleum prices. This offsets 

part of the future shift problem since it removes the incentive to hold 

back waiting for higher prices. It fails to account for cost changes, 

however. ,

Another device similar to a royalty would be taxation levied on a 

major pipeline. There is a case against any taxation of pipelines, 

especially underutilized ones, because of their economies of scale.* The 

"six-tenths rule" Implies that optimal rates would cover only 60 percent 

of costs. This implies the need for j subsidy, rather than a tax. I.C.C. 

regulation is not geared to accommodate this kind of thinking, so we can 

forget about the subsidy idea. There is also a special case for taxing, 

TAPS, to recoup the windfalls at Prudhoe. Ln general, however, taxing

There is an engineering rule of thumb, the "six-tenths rule," that the 

cost of incremental capacity is 60 percent as high as the unit cost of 

the capacity before the increment. The rule is inaccurate and not 
universal but gives a rough notion of what is normal.
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pipelines has the same faults as a royalty. (Inflating pipeline rates 

for reasons other than taxation, as I.C.C. regulation seems to do, has 

all the bad effects of a royalty without the benefit of raising revenue.)

Another feature of a royalty which may be an advantage or disad­

vantage is that it may be taken in kind and marketed by the State. This 

has aroused great enthusiasm in Alaska recently but the kind of enthu­

siasm suggests the kind of problems that would be encountered, namely 

domestic use at low productivity in preference to export at higher 

prices. This is a subsidy. The recipient has to take his subsidy in the 

one form of underpriced petroleum products and will use them wastefully. 

Industries which use lots of cheap energy do not constitute an unusually 

seminal economic base. Energy-intensive industries tend to be capital- 

intensive, and frequently po.luting. Located in remote areas, they 

generate a minimum of associated activity. As an example there is 

Kitimat, British Columbia, with its hot house aluminum industry dependent 

on underpriced power. What would be the effects of reallocating this 

power to a more diversified contmunity in a more attractive area where it 

would attract more labor-intensive industry?

5. Specific terms

Here we treat specific terms that are not generally specified in 

money; but we do not treat field regulations, which are in Section 8.

The use of specific terms generally runs counter to the goals of adminis­

trative simplicity and objectivity, since terms tend to be arbitrary or 

discretionary and are usually discrete with sharp black and white 

boundaries as opposed to incremental pressures which run along a spectrum.
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The present treatment is abbreviated in order to reserve more 

time and space for matters of higher current priority.

a. The term in years

i. The term before beginning production. Five years is 

usually allowed subject to discretionary extension. It might be better 

to substitute a delay rental increasing at an increasing rate. Lessees 

naturally will argue in favor of longer terms. That is their interest. 

Ours is to sit on the landlord's side of the table. From this position 

there is much to be said for holding feet to tne fire.

ii. The term after beginning production. The practice, of 

course, is to let the term continue as long as production continues. An 

alternative is to terminate the lease after the lessee has recovered a 

volume of reserves previously agreed upon. This is discussed in a Later 

section.

b . Size limits

i. Size per parcel. Professor Stephen Cheung, an authority 

on leasing systems, has emphasized the landlord's advantage in keeping 

parcels small. This helps to assure that each lessee, in making a viable 

operation, will apply a certain minimum of labor and capital to the 

landlord's Land. Lessees argue in favor of larger parcels. Again that 

is clearly their interest, but it is adverse to the landlord's.

ii. Cumulative total acreage by state and by substate region. 

There is an argument for limiting the holdings of one firm in any area, 

in order to increase the operating base of as many potential competitors
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as possible. This also assures closer attention to each individual 

parcel. There are nine firms who currently hold more than 200,000 acres 

each of competitive leases in Alaska. It is not clear that one firm can 

effectively explore and operate that many acres at once. However, 

acreage maxima are difficult to enforce, so that in general we prefer the 

use of general economic incentives rather than acreage limitations.

iii. A "market-structure impact statement." The State might 

reasonably mount a substantial antitrust operation, presumably in the 

Attorney-General's department. Winning bids might be rejected if the 

Attorney-General's office determined that accepting the bid might tend to 

reduce competition.

c . Joint bidding

There is a good case for prohibiting joint bidding, which
«

reduces the number of competitors. Professor Norgaard's statement 

(Appendix E) speaks to this point. Like Professor Mead in an earlier 

study, Professor Norgaard found that the number of independent bidders is 

a most important variable determining the size of bids. The counter­

argument that joint bidding permits bids to occur which would not other­

wise be made, owing to high capital requirements, is unpersuasiva where 

the bidders are large multinational firms, which are simultaneously 

bidding elsewhere in Alaska and the world.

d . Liability for environmental damage

It would make sense for environmental damages a n w h e r e  in 

Alaska to be made a first lien on the Lease from which the offending oil
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originated. We might further introduce a progressive element in this by 

making the liability a first lien on all leases held by the offending 

company.

For damages beyond the amount thus recoverable, it probably is 

desirable to make participation in environmental damage insurance a 

mandatory feature of all State leases.

None of these terms should be imposed in a punitive or n e g a­

tive spirit. The objective is never to damage the industry, but to 

help the State. The objective is never to penalize larger firms for 

being large, but to open the door to help smaller firms. We should 

carefully avoid referring to "the industry" as a block, and praising or

blaming it as a whole. Lease terms which favor small business over big

business are not hostile to "the industry." They are, rather, designed 

to help most firms in the industry by offsetting unfair advantages 

enjoyed by the large and wealthy firms. Whenever the State can help 

it_elf by helping the industry it should do so. Whenever the State can 

help Itself by weakening oligopolistic elements in the industry in order 

to strengthen competitive elements in the industry, it should do so.

None of this is "hostile to industry" in general.

In addition, the State's interest as landlord is generally 

adverse to that of the irdustry as tenant. In asserting its legitimate 

property interests, the State is adverse to industry without being 

hostile to industry. These are all important distinctions which should 

be held firmly in mind to avoid confusion. The American Petroleum 

Institute, in one of its publications, argues in favor of larger parcels,
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bigger sales at one time, longer terms, and the absence of any reser­

vation price. In opposing the Institute's position, the State is not 

being "hostile." Rather, it is asserting its own legitimate iterests 

and at the same time being friendly to smaller firms whose interests seem 

neglected in the API positions.

6. Profit sharing

To overcome the weaknesses of the royalty system the lessor may 

allow the lessee to deduct from royalty payments an allowance for costs. 

In return he raises the basic race charged per barrel. Thus the royalty, 

which resembles a sales tax, is converted into a profit share resembling 

an income tax.

The concept is simple enough in regard co regular expenses of 

operation and routine maintenance which are deducted from production
4

payments in the year in which the are incurred. The allocation of 

deductions becomes more complicated with respect to capital outlays, and 

since these are normally quite high relative to ongoing expenses the 

matter cannot be overlooked.

Capital outlays must be deductible over a considerable period of 

years, presumably the useful life of the capital. This immediately 

engages us in a number of complexities and tricky questions which we will 

discuss under the negative aspects of the proposal.

Since we are dealing with a lease and not a tax on the total 

income of the multinational corporation, only those costs can be 

deductible which are expended on cite, or in such close conjunction with 

it that we have no difficulty identifying them. This means that overhead

U
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expenses are not deductible. Neither are federal taxes. The proposal 

thus resembles what is called a "net proceeds" tax rather than a pure 

income tax. The distinction is important and fundamental. The income 

tax is in personam; that is, it is levied on a person 01 corporation as 

such. The net proceeds tax, on the other hand, is in r e m : it is levied

on the income and expenses attributable to a particular "thing," in this 

case the leasehold.

This also means that interest payments are not deductible. The 

deduction is based on the value of the capital applied to the site 

regardless of whether it is debt financed or equity financed. It might 

seem preferable to allow some deduction for the cost of capital whether 

it be equity capital or debt capital, but this proposal is considered in 

the following section, #7.

The lessee might recover his capital on a per year basis or' 

alternatively, on a per barrel basis. If the latter, it must be subject 

to some yearly maximum to avoid his recovering his capital *1 in one or 

two yeats as would happen with a flush producer. Such accelerated 

recovery would mean in effect that the lessee's capital would not be tied 

up for any appreciable number of years and that there was no base 

remaining on which he could legitimately be said to be contributing to 

the profit. This in turn would convert the arrangement from profit 

sharing to simple rent collecting, which Is discussed in Section 7. The 

present proposal is that the State share in the lessee's profits, which 

presupposes that the lessee still have some unrecovered capital 

outstanding which contributes to th* joint profit.
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The per barrel recovery basis resembles the depletion allowance 

of the income tax and may be thought of in similar terms with this 

difference: the present proposal limits the depletion allowance to

recovery of costs actually incurred. On the surface the per barrel basis 

might seem much superior to the per year basis of cost recovery, because 

the per barrel cost credit comes in the form of a depletion allowance and 

would offset the disincentive effects of the royalty element. Actually 

this is a minimal advantage for two reasons. One is that there must be 

an upper limit per year in any event to keep this a profit share system, 

and the other is that the deduction of current expenses eliminates the 

disincentive effects of the royalty in the short run in any event. In 

fact, adding to this a per barrel depletion allowance would have a slight 

tendency to accelerate production.
0

Therefore, we do not sharply distinguish between the per barrel 

basts and the per year basis in discussing the pros and cons.

The advantages of the net proceeds or profit sharing approach are 

the following:

a. Allowing costs to be deducted overcomes t.he problems that 

plague the royalty system without incurring the problems that plague the 

bonus system. It succeeds in binding the lessor and the lessee in much 

more of a common interest -- they share the profits and they also share 

the costs.

This means that we succerd in preserving incentives at the 

margins, both intensive and extensive, and reduce (without eliminating) 

the "deadweight loss" that is caused by the disincentive effects of a
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royalty. Second, we can and indeed we must charge a basically higher 

rate which rifles in on the flush producers who have little cost co 

deduct per barrel and succeeds in extracting a large amount of rent which 

leaks away when we depend on royalties.

b. Because costs themselves are deducted, this approach obviates 

the complex schemes of sliding scales and so on which one might use to 

modify the royalty system to make it approximate a cost sharing system.

c. This approach sustains over a long period of time the union of 

interests between lessor and lessee.

d. The nonackn vledgement of overhead coats creates minimal bias

since this merely results in lower bids for the bid variable. Overhead

costs will be roughly proportionate to on-site costs for many firms. For

some others, overhead costs will be large relative to on-site costs and0
they will be discriminated against, but it may be desirable to discourage 

such firms since their overhead costs will be incurred outside the State 

and since they cend to be the large) firms. The intent is not to 

discourage larger firms but to encourage smaller ones relatively.

e. The it.come received by the State from different leases will be 

now made progressive with respect to profitability. That is, the State's 

share per barrel on marginal oil wi 1 be zero while its share per barrel 

on profitable oil will be quite high.

On the negative side, we nor create some new problems and are 

left with some old o n e r :

a. The basic problem of the royalty system is only partially 

solved because a large share of the economic costs remains undeductible,
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that is, the interest on the lessee's investment. This is normally a 

high figure compared with current operating costs because in this 

industry capital costs are very high relative to operating costs. As a 

result, there will still be some deadweight loss because some marginal 

opportunities will be made subeconomic and there will also be some 

leakage of rents because the basic rate cannot be set high enough to 

extract all the rent from the best deposits.

b. The problem of future shift, which is so exaggerated in the 

royalty system, is compensated for by cost deduction but not 100 percent 

compensated for. This point requires mathematical exposition and is 

treated in Appendix J.

c. There are new and formidable administrative problems in 

allowing cost deductions, several of which have been suggested above.
0

Substantial staff will be required to frame the system properly in all 

its details initially and then to administer it. Administrative problems 

will resemble and approximate those involved in the corporate income tax. 

They might be considerably ameliorated by legislation requiring 

disclosure of corporate income tax returns to DNR personnel. This is not 

altogether on the negative side. Information about the costs of the 

industry would be of great aid to DNR personnel and administrators in 

performing their functions effectively. On the negative side, the 

industry would avoid such exposure and this might reduce bids.

d. The slow recovery of capital allowed, which is an inherent 

feature of this system, will be harder on the leaner firms which we want 

to encourage. Of course, the fact that some capital is recoverable is
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^  attractive to all. The fact that it is recoverable only slowly is more

acceptable to the richer firms than it is to the leaner ones.

e. The ability to deduct exploratory costs is not worth much 

where the probability of success is low. Thus, if the success ratio is 

one in ten, only 10 percent of the preproduction exploratory costs will 

ever be eligible for deduction. On the other hand, the costs of working 

over a producing field would all be deductible. This constitutes a large 

bias in the treatment of different kinds of costs and different parcels, 

which would need to be compensated for although there may be no simple 

and administrable way of doing so. It constitutes a serious drawback to 

a parcel-by-parcel system.

f. There will be some padding of costs and some gold plating 

which will leak through our best efforts to prevent them. These problems 

will be greatest on drainage tracts where production is a sure thing. 

Professor Rooney indicates that padding of costs is a very serioug 

problem in the profit share lea^fjp In T-nna— u — — ----- --

g. If there is no inflationary adjustment made, the actual 

capital recovery allowance will be less in constant dollars than the 

amount of capital invested.

h. The allowance of fixed capital recovery has a negative 

leverage e'fect on incentives. It is the opposite from a regular fixed 

charge which has a positive leveragi effect. After the lessee has 

recovered his allowable capital quota for the year, his incentives will 

be less. And after he has recovered it for the life of the deposit, his 

incentives will be permanently less. This pattern is bound to create 

some distortions.
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Another and very different approach to profit sharing is through 

the State's taking an equity participation in one or more private corpor­

ations, as Canada has done with Panarctic Oils and Great Canadian Oil 

Sands, Limited. This does not directly solve the problem of land 

disposal, however, unless the State secures its equity by trading land 

for shares in the corporation. This, however, then makes the State a 

partner in all the affairs and ventures of the corporation around the 

world and gets far beyond the basic question of leasing policy which this 

study addresses.

A distantly related proposal is that offered by Phillips 

Petroleum that the bonus bid should be recoverable by the lessee as a 

deduction from royalties. This would either constitute a net cost to the 

State or else result in higher initial bonus bids in anticipation of 

later recovery. The latter has no particular advantages and would raise 

the bonus higher than otherwise and worsen the problem of the front-end 

filter.

7. Rent-sharing

We have seen how the landlord may share the lessee's costs in 

effect by letting him write them off against royalties. We've discussed 

profit sharing where the lessee may write off his operating costs and 

also his capital costs. The next and last logical step is to let him 

write off interest on his capital costs as well. What remains, then, for 

the landlord is the net contribution of the land; that is, the contri­

bution to output which may be attributable to the resources which the 

landlord contributed. In theory this divides the product exactly as it
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should be. The lessee gets a return in proportion to his investment and 

the landlord gets a return based on the value of his contribution. The 

question is whether this theoretical ideal can be approached in practice.

There are three basic approaches which are sufficiently different 

that we will discuss them separately:

a. Guaranteed rate of interest

In this scheme the lessee may deduct from his royalty base the 

operating costs, the capital costs, plus interest on unrecovered capital. 

The interest rate would be set at some market-derived figure like 8 or 9 

percent. The capital could not be written off imnediately. It would 

have to be depreciated over several years. There are many alternative 

rates of depreciation and many alternative ways of selecting the life 

over which capital may be depreciated. Were we to opt for this alterna- 

tive, we would have to give detailed consideration to the complex choice 

of depreciation paths and life. An extended discussion of this is 

premature at this point, however. We would also have to decide whether 

to allow carry-forward of unused depreciation in years of no production.

b . Front-end recovery of capital

We can let the lessee have the first cut at production, 

letting him keep the entire proceeds until such time as he shall have 

recovered all of his deductible capital expenses. In a flush producer 

this will occur so rapidly that the question of interest rate is not 

critical. His apital is tied up for such a short period that interest 

on it is not a large amount. Following this, the State takes the lion's
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share of the operating profit, leaving 15 or 20 percent to the operator 

as an incentive. There will be a bid variable, probably a bonus, to soak 

up any residual net advantage which operators anticipate.

bonus also be deductible. As discussed in Section 6, this merely adds to 

the capital which the lessee has to put in and take out without achieving 

any particular purpose. Another elegant variation would be to let oper­

ators write off their capital outlays against the bonus. This, too, 

would result in inflating bonus bids and simply constitute lost motion 

with little net effect. We do not, therefore, discuss these bonus 

recovery options any further.)

with rentals. Like a rental it is based on time rather than production, 

but unlike the traditional concept of a delay rental it is not determined 

simply ejc ante or per acre, but is based on a crntinuing assessment of 

the capacity of a reservoir to produce. It is determined ejc post the 

disclosure of reservoir contents rather than ex an t e . Therefore we 

continue and complete the discussion of it in this section.

methods, and then they have their individual pros and cons. First we 

consider all three collectively. On the positive side, they all have the 

following benefits:

L. There is a theoretically attainable degree of perfection where 

there is no deadweight loss. This theoretical perfection is not

(An unnecessary variation on this scheme would be to let the

c . Ad valorem charge based on reserves in place

This method has been alluded to earlier in Section 3, dealing

There are pros and cons of rent shuring by whichever of the three

Mason Gaffney Economic Policy Analysis



-61-

attainable in practice but is w o r t h y  of note because other systems wo u l d  

impose deadweight losses on the State, even if they could be perfectly  

administered at zero cost, because of fundamental conceptual defects. In 

the rent-share schemes every cost of developing any resource, is 

deductible. On marginal resources w h e r e  the costs just equal the gains 

the rent share equals zero, so there is no charge levied to have a 

disincentive effect on the producer.

2. The counterpart of zero deadweight loss is zero leakage of 

State income into private hands. This again presupposes perfect a d m i n i s­

tration and a d m i n i s t r a b i l i t y . Rent is exactly the income properly 

attributable to the State's share in the joint effort, that is, the share 

contributed by.land which the State owns.

3. The rent share is progressive with respect to profitability, 

like the profit share, only more so. Oil produced from strictly marginal 

deposits where costs equal gains yields the State no share whatsoever.

But oil produced after die lessee has recovered his capital from rich 

tracts goes nearly 100 percent to the State. The State gets a higher 

share from the more "profitable" -- only now we should say "rentable" -- 

deposits because the basic rate can be so much higher. By virtue of 

allowing the deductibility of all costs, including interest on 

investment, we can now increase the basic rate nearly to 100 percent 

(subject to administrative feasibility).

Ideally, the State's share will be progressive only with 

respect to that profitability that derives from the land input. Extra 

profits t.iat come from more efficient management, cutting costs and so on
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should accrue to the operator. Whether this can be accomplished depends 

on how effectively we can audit the deduction of costs. Under alterna­

tives (1.) and (2.) especially, this poses serious problems which we 

discuss later.

4. Rent sharing is based on ex post disclosures of the 

outcomes of exploration rather than ex ante guessing.

On the negative side, there are these problems:

1. Rates must be much higher than under other systems. This 

accentuates incentives to evade, and it makes all valuation questions 

more critical.

2. By virtue of its efficacy in collecting rents, the system 

reduces incentives for preleasing exploration. This forces us either to 

provide substitutes or to come to a decision that the present level is 

economically excessive and costly. Even if we do so conclude, this will 

leave a number of firms with a substantial investment in preleasing 

information subject to some capital loss, which they will resist.

a. Capital recovery with fixed interest

The proposal is to let the lessee write off capital invest­

ments against royalties at 30 much per year. He may write off capital 

together with interest on unrecovered capital at a fixed rate of interest 

like 3 or 9 percent. The advantages of this arrangement are the 

following:

1. The State starts recovering money right away. The lessee's 

capital continues to work for the State and the lessee remains entangled 

for a considerable period of time.
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2. There is an upper limit on what the lessee can get. He is 

guaranteed a reasonable rate of return on his investment and little more. 

He is not relieved of all risks because the guarantee depends on 

production.

3. In case the State's share is left too low, there is a 

safety valve in the fact that there is still a bid variable, like the 

bonus, to soak up any excess of expectations.

4. The guarantee of interest reduces risk, and so reduces any 

risk premium needed or alleged to attract capital.

5. Full cost recovery with interest eliminates the tendency to 

slow down production which the royalty imposes (Appendix J).

6. There is no intertemporal bias against early costs incurred 

long before there is income from the lease. Exploratory drilling is 

recoverable. Compound interest accrues and may finally be recovered.

(This does pose severe auditing problems, however.)

7. There is no temptation to pad capital costs in the declining 

years, because they can only be taken at so much per year.

Disadvantages are the following:

1. Padding expenses and gold plating. With a high basic 

royalty rate and generous deductions allowed with interest, the temptation 

towards boondoggling is at a maximum. The landlord may expect severe 

problems of monitoring, surveillance and evaluation. This system makes a 

lessee think and act like a regulated utility. This probably gives some 

practical notion of its impact. We have learned to survive with regulated 

utilities even though utilities pad their rate bases. We might similarly 

learn to survive with this system, in spite of its problems.
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T h e r e  are s p e c i a l  a g g r a v a t e d  p r o b l e m s  in r e m o t e  a r e a s  w h e r e  

"base m a i n t e n a n c e , "  r a th e r  than d r i l l i n g  per se, is the larg e s t  cost. 

"Base m a i n t e n a n c e "  c o m p r i s e s  a w i d e  r a n g e  of the n e c e s s i t i e s ,  a m e n i t i e s ,  

f o l l i e s  and r e c r e a t i o n s  of life, a b o t t o m l e s s  s i n k  of u n a u d i t a b l e  

e x p e n s e s .

Just as w i t h  p r o f i t  s h a r i n g  s c h e me s ,  t here is u n d e r r e c o v e r y  

of c a p i t a l  on l o ng-shot, w i l d c a t  a c r ea g e .  T h e  B r i t i s h  an d  C a n a d i a n s  have 

t r i e d  to c o m p e n s a t e  for this by e x t e n d i n g  s o m e w h a t  b e y o n d  the i n d i v i d u a l  

p a r c e l  the a r e a  in w h i c h  a c c ou n t s  m a y  be c o n s o l i d a t e d ,  so that the c o s t s

of losers m a y  be w r i t t e n  off a g a i n s t  the gains of w i n n e r s  over s ome

c o n s i d e r a b l e  area. T h e y  call the b o u n d a r y  of this a r e a  the "r i n g  f e n c e . "  

T h e y  are v a g u e  about how this f ence line is dr a w n .  T h e i r  s y s t e m  d e l e­

gates mor e  a r b i t r a r y  p ower to c i v i l  " s e r v a n t s "  than ours does, and m a y  

not be t o l e r a b l e  her e  (or there).

T o  be sure, federal in c o me  t a x a t i o n  c o n t a i n s  a bias in

f avor of r i s k y  v e n t u r e s ;  leas in g  u p o n  i n d u s t r y  dema n d ,  as A l a s k a  has 

done, has a s i m i l a r  bias. It is d i f f i c u l t  to e v a l u a t e  c o u n t e r v a i l i n g  

b i a s e s  an d  this has not b e e n  u n d e r t a k e n .  If this idea is one that the 

L e g i s l a t u r e  w i s h e s  to p u r s u e  such an i n v e s t i g a t i o n  w o u l d  be d e s i r a b l e .

3. The guaranteed interest rate is the same for all firms 

regardless of their own cost of capital. This is a relative advantage to 

the wealthier firms whose cost of capital is lower. It is not as great 

an advantage, however, as that in the bonus element, because the 

discounted present value of the bonus is derived by discounting all 

future revenues, not simply those imputable to the lessee's capital.
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T h e  l ower c o s t  of c a p i t a l  to larger, w e a l t h i e r  f irms m a y  be 

i n f e r r e d  f r o m  da t a  in A p p e n d i x  K. L a r g e r  firms m a k e  less us e  of their 

c r e d i t  r a t i n g s  than s m a l l e r  firms do, e v e n  th o u g h the c r e d i t  r a t i n g s  are 

bett e r .  T h i s  is to sa y  that the l a r g e r  firms could, if th e y  w i s h e d ,  

b o r r o w  a g o o d  d e a l  m o r e  at 7.5 or 8 p e r c e n t  b u t  are c h o o s i n g  not to.

Th i s  d i s p l a y s  the p r e s e n c e  of i n t e r n a l  funds suc h  that the i n t e r n a l  c o s t  

of c a p i t a l  is n o  g r e a t e r  t h a n  7.5 p e r cent.

b . Front-end recovery

T h e  p r o p o s a l  is to let the lessee r e c o v e r  his c a p i t a l  at the 

front en d be f o r e  the S t a c e  gets a n y t h i n g .  The le s s e e  r e c o v e r s  his 

c a p i t a l  w i t h  m a x i m u m  f e a s i b l e  speed. His s take is in and ou t  s r a p i d l y  

that it n e e d  earn little interest.

T h e  a d v a n t a g e s  a r e the follo w i n g :

1. The i n c e n t i v e  is t o w a r d s  haste. Th e  lessee w i l l  not d a w d l e  

just to have interest pile up. He a v o i d s  in t e r e s t  c o s t s  by m i n i m i z i n g  

the p e r i o d  of c a p i t a l  c o m m i t m e n t  r a t h e r  than w r i t i n g  off i n t erest at a 

g i v e n  rate.

2. T h e r e  is r e d u c e d  t e m p t a t i o n  to pad the early, p r e p r o d u c t i o n  

ou t lays, b e c a u s e  no i n t e r e s t is a l lo w e d .  E x p l o r a t o r y  d r i l l i n g  is a l r e a d y  

l a r g e l y  e x p e n s i b l e  for f e d e r a l  tax, and furt h e r  t e m p t a t i o n  b y  the State 

m i g h t  be r e d u n d a n t .

3. T h e r e  is m i n i m u m  f e a s i b l e  r i s k  i mp o s e d  on the lessee e x c e p t  

as b e f o r e  w h e r e  there is w i l d c a t  a cr eage.

4. T h i s  s y s t e m  favors the lea n e r  firms. It sh i ft s  p a y m e n t s  

i nto the f u t u r e  more than a ny  o t h e r  system. Th e  lessee owes the State
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nothing until he has recovered almost everything —  everything that is 

h i s .

5. Lessees' capital is kept working in the industry, going in 

and out in a rapid reciprocating movement. A maximum of work is 

performed with a minimum of capital tied up. Small firms, particularly, 

depend on high capital turnover.

6 . There is no need to determine depreciable lives and 

depreciation paths.

7. There is no inflationary leakage because so little time 

passes between investment and recovery.

The negative pointe are the following:

1. The premium on early inception may be excessive and in some 

cases cause wasteful haste. Presumably this could be controlled.

2. T h e r e  is n o  e x p l i c i t  p r o v i s i o n  for the l e ss e e ' s  r e c e i v i n g  

interest on his c a p i t a l .  He w ou l d ,  h o w e v e r ,  a d j u s t  for this by r e d u c i n g  

his bid (for the bid v a r i a b l e ,  w h a t e v e r  that m i g h t  be). T h e  best 

a r r a n g e m e n t  p r o b a b l y  is for the S tate not to try ^to c a p t u r e  100 p e r c en t  

of the c a s h  flow a f t e r  c a p i t a l  is r e c o v e r e d  but to set the rate  at 80 

p e r c e n t  or so, l e a v i n g  the b i d v a r i a b l e  to s o a k  up the r e m a i n d e r .

3. The n o m i n a l  r o y a l t y  r a t e  w i l l  be e x t r e m e l y  high. T h i s  w i l l  

lend itself to e x a g g e r a t i o n  and m i s i n t e r p r e t a t i o n  by c r i t i c s  w h o  m i g h t  

s u c c e e d  in h a v i n g  the s y s t e m  c h a n g e d  a f t er  the lesse e s  had a l r e a d y  

r e c o v e r e d  their c a p i t a l ,  r e s u l t i n g  in s e v e r e  losses to the State. T h e r e  

is n o  p r o t e c t i o n  a g a i n s t  this o t h e r  than w i d e s p r e a d  u n d e r s t a n d i n g .
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4. T h e  p r o b l e m  r e m a i n s  of a b i a s  a g a i n s t  w i l d c a t  a c r e a g e  and 

o t h e r  l o n g - s h o t  ac r eage. If the s y s t e m  is a t t r a c t i v e  e n o u g h  on o ther 

gr o u n d s ,  some m e a n s  c o u l d  p r o b a b l y  b e  d e v i s e d  to c o m p e n s a t e  for this. It 

w o u l d  hav e  to be s o m e t h i n g  o t h e r  than s i m p l y  l e t t i n g  l arge f irms p o o l  

their en t i re  a c c o u n t s  w i t h i n  the State, b e c a u s e  this c o n t a i n s  a b u i l t - i n  

b i a s  in f a v o r  of the larger f i r m s  just as the c o r p o r a t e  income tax d o e s .

5. The t e m p t a t i o n  to e x p e n s e  d u b i o u s  c a p i t a l  o u t l a ys  a g a i n s t  

a n y  f l us h  p r o d u c e r  is o v e r w h s  lining, p o s i n g  a s e v e r e  a u d i t i n g  p r o b l e m .  T o  

be sure, the a u d i t o r  m u s t  be s h o w n  tha t  the c a p i t a l  is to be p r o d u c t i v e  

on the same parcel, w i t h  it.s d i m i n i s h i n g  r e t u r n s  f r o m  a . i m i t e d  r e s o u r c e . 

So the p o s s i b i l i t i e s  of freud a r e  finite. In ad d ition, this e n c o u r a g e s  

i n t e n si v e  i n f i l l i n g  and d e v e l o p m e n t  as o p p o s e d  to o v e r d e c e n t r a l i z a t i o n ,  

p r o b a b l y  a n e e d e d  a n t i d o t e  to o t h e r  b i a s e s .  But this r e m a i n s  a d r a w b a c k .

( ^
c . T h e  ad v a l o r e m  c h a r g e  (AVC)

W e  touch e d  on this m e t h o d  e a r l i e r  in S e c t i o n  3, the d i s c u s s i o n  

of r e n t a l s ,  b e c a u s e  it has some of the c h a r a c t e r  of a rental, b e i n g  an 

a n n u a l  c h a r g e  i n d e p e n d e n t  of p r o d u c t i o n .  W e  c o n t i n u e  the d i s c u s s i o n  here 

b e c a u s e  it a l s o  is a d e v i c e  for s h a r i n g  rent. T h e  ad v a l o r e m  c h a r g e  or 

AV C  r e s e m b l e s  a p r o p e r t y  tax. It c o n s i s t s  of a bas e  w h i c h  is the c u r r e n t  

a p p r a i s e d  v a l u e  of the r e s o u r c e ;  and a p e r c e n t a g e  rate. T h e  c h a r g e  is 

the p r o d u c t  of the base times the rate. Th e  rate l s  higli and c o m m o n  to 

all. T h e  b a s e  v a r i e s  f r o m  zero  up to v e r y  high v a l u e s  for s u p e r i o r  

d e p o s i t s .

T h e  a d v a n t a g e s  of this l e a s i n g  e l e m e n t  are the f ol l o w i n g :
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1. It c u r e s  the m a j o r  f a u l t o f  a h igh b o n u s  b y  s h i f t i n g  

p a y m e n t s  into the future.

2. It c u r e s  the m a j o r  f a u l t  of d e l a y  r e n t a l s  b y  d e p e n d i n g  on 

** e \  pos t  d i s c l o s u r e s  c f  w h a t  the g r o u n d  c o n t a i n s  r a t h e r  than  e x  ante

e s t i m a t e s  m a d e  in the dark.

3. It c u r e s  the f a u l t s  of a hig h  r o y a l t y  b y  no t  v a r y i n g  w i t h  

p r o d u c t i o n  and b y  a l l o w i n g  f o r  c o s t  d i f f e r e n c e s  a u t o m a t i c a l l y  In the 

e v a l u a t i o n  p r o ce d u r e .  T hat is, h i g h - c o s t  p r o d u c t i o n  c a r r i e s  a low A V C  

base. (In the e x t r e m e  a m a r g i n a l  d e p o s i t  has n o  v a l u e  at all a n d  he n c e  

there is n o  ad v a l o r e m  c h a r g e . )  As a c o u n t e r p a r t ,  A V C  m i n i m i z e s  the 

leak a g e  of rents f r o m  l o w - c os t  r e s o u r c e s  o u t  of the State t r easury. T h e y  

c a r r y  a high A V C  base; a nd  the c o m m o n  r a t e  is high.

4. It c u r e s  the f a u l t  of p r o f i t  s h a r i n g  by a l l o w i n g  i n t er e s t  

on the l e s see's c a p i ta l ,  a g a i n  a u t o m a t i c a l l y  in the v a l u a t i o n  p r o c es s .

The " a u t o m a t i c i t y "  d e p e n d s  on the a p p r a i s e r ' s  h a v i n g  p r o p e r  l e g i s l a t i o n  

to w o r k  w i t h  and upo n  the l e g i s l a t i o n ' s  h a v i n g  c o m p e t e n t  a p p r a i s e r s  to 

imp le m e n t  it, so it is o n l y  a u t o m a t i c  on the a s s u m p t i o n  o f  c a r e f u l  

p r e p a r a t i o n  and c o n t i n u e d  v i g i l a n c e .  T h e  p r e s e n t  point is that an 

ap p r a i s a l  of the r e s o u r c e  JUi si t  j is a lw a y s  mad e  net of the ful l  c o s t s of 

d e v e l o p i n g  it and one of t h e s e  c osts is Inter es t  on the c a p i t a l  r e q u i r e d  

for the p u r p o s e .

5. Thi s  lease e l e m e n t  c ures the fault of o t h e r  r e n t - s h a r i n g  

t e c h n i q u e s  by h a v i n g  no p l a c e  for p a d d i n g  c osts or gol d  p l a t i n g .  A 

lessee c a n n o t  re d u c e  the a s s e s s e d  v a l u e  o f  his p r o p e r t y  b y  o v e r d e v e l o p i n g  

it. The m a j o r  r i s k  indeed is the r e v e r s e .  He m i g h t  i n a d v e r t e n t l y  get it
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increased that way, although this would constitute an error in adminis­

tration rather than th'j intent of the system.

The int.ent is that the appraiser would calculate that 

schedule of production which maximizes discounted cash flow (DCF). He 

would value the deposit based on the assumption that that schedule was 

followed and that only those costs were incurred which were necessary to 

follow that schedule. Incurring additional costs would not lower the 

valuation, nor increase it either.

There should be no difficulty about recognizing this 

concept anJ procedure because it is what any buyer in the market place 

goes through when determining what to pay for bare land; and it is what 

any appraiser goes through when estimating what a market price would be, 

based on highest and best use.

6. A V C  c u r e s  the fault of rtoncompetitive leasing, w h i c h  is to 

o v e r s t i m u l a t e  i n v e s t m e n t  in e x p l o r a t i o n  (which o c c u r s  w h e n e v e r  l a n d l o r d s  

fj.i.l to c o l l e c t  rent). A  c o n c e r n  is that it m i g h t  o v e r c u r e  the p r o bl e m ,  

l e a v i n g  us w i t h  i n a d e q u a t e  e x p l o r a t i o n .  This  is c o n s i d e r e d  f u r t h e r  on 

the n e g a t i v e  side, an d  a l s o  In S e c t i o n  11 in ho w  to m o t i v a t e  e x p l o r a t i o n .

O v e r i n v e s t m e n t  in e x p l o r a t i o n  is just as much p a d d i n g  and 

g o l d  p l a t i n g  as a n y  o t h e r  kind of  o v e r i n v e s t m e n t .  It is i n s i d i o u s  and 

s e d u c t i v e  b e c a u s e  it is in v i s i b l e  and h ard to e v a l u a t e ,  and b e c a u s e  there 

Is in the " c u l t u r a l  s u b c o n s c i o u s "  a p r o e x p l o r a t o r y  bias. T h e r e  is a l s o  a 

f e d e r a l  tax bias for e x p l o r a t i o n  to w h i c h  the S t a t e n e e d  not add.

N e v e r t h e l e s s ,  one c o u l d  go too far, and w e  m u s t  be c a r e f u l  

to p r e s e r v e  e n o u g h  m o t i v e  to e x p l o r e .  T h e r e  are  s e v e r a l  p o s s i b l e  w a y s  of
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d o i n g  this. One w o u l d  b e  to le t  t h e  l e s s e e  r e c o v e r  his p o s t l e a s i n g  c o s t s  

o f  e x p l o r a t o r y  d r i l l i n g  b e f o r e  the ad v a l o r e m  c h a r g e  is i m po s e d .  O t h e r  

o p t i o n s  are d i s c u s s e d  in S e c t i o n  11.

7. L i k e  o p t i o n s  a. a n d  b., this m e t h o d  o f  r ent c o l l e c t i o n  is 

p r o g r e s s i v e  w i t h  r e s p e c t  to r e n t a b i l i t y  —  the S t at e  get s  a hi g h  s h a r e  

p e r  b a r r e l  f r o m  r i c h  deposit?, a n d  l i t t l e  or n o t h i n g  f r o m  m a r g i n a l  

d e p o s i t s .  Thi s  o p t i o n  s co r e s  b e t t e r  on this c o u n t  than the f i r s t  two 

b e c a u s e  of the a b s e n c e  of p a d d i n g  ar.d g o l d  p l a t i n g  (which w o u l d  d i s s i p a t e  

r e n t  f r o m  r i c h e r  deposits'/.

8. B e c a u s e  of a d v a n t a g e  #7, this m e t h o d  p e r m i t s  the S tate to 

s c h e d u l e  the t i m i n g  of lease s a l e s  in an o p t i m a l  way, an d  to get m ore 

m o n e y  f r o m  b i d - v a r i a b l e - b o n u s e s . C o m p a r e  it w i t h  a hi g h  r o y a l t y  rate. A  

h i g h  r o y a l t y  r a t e  m e a n s  t hat a t  the time a d e p o s i t  has r i s e n  to m a r g i n a l  

s t a t u s  (owing t o * i n c r e a s e d  p r i c e s  or a n y  o t h e r  c a u s e )  it is s t i l l  w o r t h  

less than n o t h i n g  to a lessee a f t e r p a y i n g  the r o ya l t y :  y e t  it has a

Large p o s i t i v e  v a l u e  to the State, or w o u l d  have if the S t a te  c o u l d  

in d u c e  a l e s s e e  to p r o d u c e  it. Thi s  g ives the S tate an i n t e r e s t  in 

s e l l i n g  le as e s  at a time w h e n  lessees h a v e  little i n t e r es t  in b u y i n g  

them.

This in turn puts the State at a bargaining disadvantage at 

the time a lease is sold. When, on the other hand, the State's share is 

based merely on the net value of the resource, the State has an accurate 

criterion to follow in timing leases. Maximizing the DCF of the State is 

now socially optimal. This point is discussed in more detail in Section 

D below.
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9. W h e r e  the A V C  e l e m e n t  is large, and a p p r a i s a l s  ar e  k e p t  

c u r r e n t  (as they m u s t  be), the S t a t e  a s s u m e s  a l mo s t  a l l  the " p a s s i v e "  

risks. T h o s e  a r e  the r i s k s  i m p o s e d  b y  p r i c e  c h a n g e s ,  c o s t  c h a n g e s ,  a n d  

c h a n g e s  of m a r k e t  i n t e r e s t  r a t e s .  W h e n  p r i c e s  r ise, v a l u a t i o n s  r i s e  an d  

v i c e  ve r s a .  Th i s  is a p p r o p r i a t e  s ince p r i c e  b a s i c a l l y  a f f e c t s  the v a l u e  

of land w h i c h  is the S t a t e ' s  c o n t r i b u t i o n .  T h i s  a l s o  r e m o v e s  a g o o d  d e a l  

of r i s k  f r o m  the less ee .  It a c c o m p l i s h e s  for the les se e  j u s t  w h a t  a 

p e r f e c t  h e d g i n g  m a r k e t  w o u l d  a cc o m p l i s h .

As to i n t e r e s t  rates, w h e n  m a r k e t  i n t e r e s t  r a t e s  r i s e  the 

c a p i t a l i z a t i o n  o r  "cap r a t e "  use d  in v a l u a t i o n  s h o u l d  rise, too. Thi s  

lowers the v a l u a t i o n  and r e d u c e s  the tax. M a t h e m a t i c a l l y ,  it r e d u c e s  the 

v a l u a t i o n  e x a c t l y  b y  that  a m o u n t  r e q u i r e d  to let the l e s s e e  c o n t i n u e  to 

ea r n  a m a r k e t  r a t e  of i n t e r e s t  at the n e w  m a r k e t  rate. The m a t h e m a t i c s0
is s h o w n  in A p p e n d i x  H.

T his is q u i t e  an i m p o r t a n t  f e a t u r e  w h o s e  i m p o r t a n c e  m i g h t  

no.. be as i m m e d i a t e l y  o b v i o u s  as the p r i c e  h e d g i n g  feature. It m a k e s  the 

i n v e s t m e n t  less r i s k y  than i n v e s t m e n t  in a g o v e r n m e n t  b o n d  w i t h  a f i x e d  

c o u p o n.  W h e n  m a r k e t  i n t e r e s t  r a t e s  rise, the v a l u e  of fixed c o u p o n  b o n d s  

falls b e l o w  par. U nder the A V C  s y s t e m  a r i s e  in m a r k e t  i n t e r e s t  r aces 

does not r e d u c e  the v a l u a t i o n  of m i n e r a l  d e p o s i t s  by n e a r l y  the same 

a m o u n t  -- the S t a te ' s  c l a i m  falls, p r o t e c t i n g  the h o l d e r  f r o m  the same 

d e g r e e  of p r i c e  r i s k  that he w o u l d  e x p e r i e n c e  w i t h  a g o v e r n m e n t  bond.

B o t h  t hese f e a t u r e s  w o u l d  be a t t r a c t i v e  to r i s k - a v e r s e  

i n vestors. This p r o b a b l y  w o u l d  i n c r e a s e  the n u m b e r  of b i d d e r s  for S t a t e 

l a n d s .
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10. T h e  v a l u a t i o n s  of r e s e r v e s  r e q u i r e d  to o p e r a t e  this s y s t e m

w o u l d  c o n s t i t u t e  a n  i n v e n t o r y  o f  p r o v e n  r e s e r v e s ,  an i n v e n t o r y  m u c h  m o r e

a c c u r a t e  than w h a t  is a v a i l a b l e  t o d a y  and m u c h  m o r e  o b j ec t i v e .  This 

i n v e n t o r y  i n f o r m a t i o n  w o u l d  b e  u s e f u l  in p l a n n i n g  c o m m u n i t y  f a c i l i t i e s , 

t r a n s p o r t a t i o n ,  and a l l i e d  i n f r a s t r u c t u r e .  T h e  s u m  t o t a l  of i n f o r m a t i o n  

k n o w n  m i g h t  be little g r e a t e r  t h a n  now, b u t  it w o u l d  all be  o f  p ub l i c  

r e c o r d  and c e n t r a l i z e d  in one l o c a t i o n  and a c c e s s i b l e  to all S tate 

p l a n n i n g  a g e n c i e s  as w e l l  as to p r i v a t e  i n d i vi d u a l s ,  local g o v e r n m e n t s ,  

n a t i v e  c o r p o r a t i o n s ,  a n d  firms i n t e r e s t e d  in e x p l o r a t i o n  o n  c o m p a r a b l e  or 

a d j a c e n t  lands. T h e  b e n e f i t s  o f  b e t t e r  p l a n n i n g  e x t e n d  o u t s i d e  the State 

into c o n s u m i n g  s t a t e s  a n d f e d e r a l  r e g u l a t o r y  a g e n c i e s  w h i c h  are c o n c e r n e d  

a b o u t  s u p p l y  a d e q u a c y  w h e n  p i p e l i n e s  are a u t h o r i z e d .  T his n a t i o n a l  

i n t e r e s t  in i m p r o v e d  i n v e n t o r y  w o u l d  j u s t i f y  A l a s k a ' s  r e q u e s t i n g  

f i n a n c i a l  s u p p o r t  for its p r o g r am .

11. A V C  is free f r o m  the f a u l t  of a royalty, that t here is no

e a r l y  c o m m i t m e n t .  T h e r e  is an i m m e d i a t e  and g r o w i n g  coiranitment f r o m  the

l e s s e e  to the lessor. T h i s  is a c c o m p l i s h e d  w i t h o u t  i m p o s i ng  s uch a h e a v y  

f r o n t - e n d  load as the b o n u s  does, b u t  w i t h o u t  d e f e r r i n g  s t at e  r e v e n u e s  as 

m u c h  as f r o n t - e n d  c a p i t a l  r e c o v e r y  w o u l d  do. In this r e s p e c t  it is 

c o m p a r a b l e  to the A l a s k a  tax o n  m i n e r a l  res e r v es .

T his time p a t t e r n  m a y  a p p r o a c h  o p t i m a l i t y  in terms of the 

c r e d i t  n eeds of all the p a r t i e s  involved, b e g i n n i n g  f r o m  the a s s u m p t i o n  

that it is d e s i r a b l e  to e n c o u r a g e  s m a l l e r  firms as w e l l  as to p r e v e n t  

s p e c u l a t i o n  and to p r o t e c t  State r e v e n u e s .  W h e n  we loo k  at b o r r o w i n g  

r ates a n d  c r e d i t  r a t i n g s  w« n o t e  that s mall firms ca n  b o r r o w  for s h o r t
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p e r i o d s  o f  time at a s m a l l  d i s a d v a n t a g e  c o m p a r e d  w i t h  l a r g e  firms. T h e  

g r e a t e r  d i s a d v a n t a g e  of s m a l l  f irms in c a p i t a l  m a r k e t s  is l o n g - t e r m  

b o r r o w i n g .  T h e  p r e s e n t  p r o p o s a l  c a l l s  for some s h o r t - t e r m  a d v a n c e  of 

c a p i t a l  b y  the lessee, b u t  no t  v e r y  m u c h  in c o m p a r i s o n  w i t h  a h i g h  b o n u s  

p a y m e n t .

A  pur e  b o n u s  bi d  w o u l d  be d e r i v e d  b y  d i s c o u n t i n g  f u t u r e  

e x p e c t a t i o n s  o v e r  th e n e x t  30 or 40 y e a r s ,  i n c l u d i n g  f u t u r e  gas 

p r o d u c t i o n  w h i c h  m a y  be w a y  d o w n  the line. T h i s  m e a n s  t h a t  the same 30 

or 4 0  y e a r s  w i l l  in g e n e r a l  be r e q u i r e d  to r e c o u p  the i n v e s t m e n t .  T h e  

u n r e c o v e r e d  i n v e s t m e n t  m u s t  be f i n a n c e d  o v e r  t h a t  w h o l e  p e r i o d .  A c c e s s  

to l o n g - t e r m  m o n e y  is w h a t  g i v e s  l a r g e r  m u l t i n a t i o n a l  c o n g l o m e r a t e d  firms 

their s p e c i a l  e d g e  in f i n a n c i a l  m a t t e r s .  Th e  p r e s e n t  p r o p o s a l  cuts 

d e e p l y  i nto the p r o s p e c t s  of f u t u r e  g ain f r o m  leases and t h e r e b y  m i n i -  

m i z e s  the n e e d  for l o n g - t e r m  f i n a n c i n g  to p u r c h a s e  leases i n itially,

12. A  m i n o r  and u n c e r t a i n  p o t e m . i a l  a d v a n t a g e  is that u n d e r  

p r i c e r e g u l a t i o n  b y  F E A  and FPC, w i t h  t h e i r  "cost p l u s "  p h i l o s o p h y ,  an 

AVC m i g h t  be c o n s t r u e d  as a c u r r e n t  o p e r a t i n g  cost an d  r o l l e d  into the 

price, in c o n t r a s t  to h i s t o r i c a l  b o n u s e s  w h i c h  m i g h t  be i g n ored.

13. A V C  m o v e s  into o n e  of the l a r g e st  l o opholes in f e d e ra l  tax 

law, the e x e m p t i o n  of u n r e a l i z e d  c a p i t a l  gains. A f t e r  d i s c o v e r y ,  and 

b e f o r e  p r o d u c t i o n ,  t h er e  is a large i n c r e a s e  in the w e a l t h  of the lessee. 

T h e  i n c r e as e  is b a n k a b l e  and b o n d a b l e  and t h e r e f o r e  r e a l i z a b l e  in cash, 

b u t  not ta x a b l e .  AVC, like the A l a s k a  r e s e r v e s  tax, taps this u n p r e e m p t e d  

s o u r c e  of r ev enue.
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B y  t a k i n g  e a r l y  c a s h  f r o m  less e e s  this m i g h t  s e e m  to hur t  

the l e a n e r  firms, bu t  n o t  so: they  ar e  n o t  a s k e d  for c a s h  u n t i l  they 

h a v e  a b a n k a b l e  a s s e t  to r a i s e  c a s h  on. A t  this p o i n t  they are o n  the 

/ay f r o m  l e a n  to fat.

O n  the n e g a t i v e  s i d e  a r e  the f o l l o w i n g  d r a w b a c k s :

1. A V C  is n o t  in c o m m o n  use. We w o u l d  s t a r t  n e a r  the b o t t o m  

of a l e a r n i n g  c u r v e  w h e n  i n t r o d u c i n g  a n e w  s y s t e m .  In a d d i t i o n ,  t here 

m u s t  b e  a l i n g e r i n g  s u s p i c i o n  t hat t h e r e  c o u l d  be some r e a s o n  w h y  it is 

n o t  in c o m m o n  use.

T e m p e r i n g  this, ho w e v e r ,  the c o m p o n e n t s  of the s y s t e m  are 

in c o m m o n  use and are a c c e p t a b l e  b u s i n e s s  p r a c t i c e s .  In 1973 five of 

e i g h t  m a j o r s  o p e r a t i n g  in A l b e r t a  v o l u n t a r i l y  c h o s e  an AVC in p r e f e r e n c e  

to i n c r e a s e d  r o y a l t i e s .  (Alberta did not f o L l o w  t h r o u g h . ) The c o n c e p t  

of a v a r i a b l e  p a y m e n t  b a s e d  on an i n d e x  d e t e r m i n e d  b y  f a l l i b l e  h u m a n  

b e i n g s  is not  u n c o m m o n .  The v a r i a b l e  rate m o r t g a g e  has b e e n  s u c c e s s f u l l y  

i n t r o d u c e d .  A n o t h e r  a c c e p t a b l e  p r a c t i c e  is s e t t i n g  f a r m  r e nt s  in 

m i d w e s t e r n  c o u n t i e s  b y  "cou n t y  a v e r a g e  y i e l d s . "  This a ll o w s  for the 

e f f e c t  of w e a t h e r  fluctu a t i o n s .  P r o p e r t y  t a x a t i o n  e v e r y w h e r e ,  of cour se ,  

d e p e n d s  on a s s e s s e d  v a r i a t i o n s .  A l m o s t  e v e r y  i n v e s t m e n t  e v e r y w h e r e  in 

r eal e s t a t e  is m a d e  s u b j e c t  to this haza r d .  W h i l e  v a l u a t i o n s  v a r y  in 

q u a l i t y  a n d  c o m p l a i n i n g  is co n s t a n t ,  the s y s t e m  has lasted for 2 , 0 0 0  or 

3 , 0 0 0  y e a r s  and u n d o u b t e d l y  w i l l  c o n t i n u e .  Mr. P a s c h a l l  has e x p l a i n e d  

how the s y s t e m  w o r k s  in C a l i f o r n i a  and has e m p h a s i z e d  that s u c c e s s f u l  

a p p r a i s a l  does n ot  p r e s u p p o s e  a 100 p e r c e n t  a c c u r a t e  e s t i m a t e  of u l t i m a t e  

r e s e r v e s .  P r o f e s s o r  A d e l m a n  say.? "The d e v e l o p m e n t  of k n o w n  oil pools ca n
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be calculated with tolerable accuracy even on the basis of incomplete 

data" (Adalman, 1969:26), and in his research has demonstrated how one 

can draw inferences from limited data.

Oil companies buy and sell their reserves, and also each 

other, based on appraisal. A  frequent practice is to hire two recognized 

appraisers and agree in advance to accept the average of their two

appraisals. In a recent case this resulted in a price increment of $6
2

million. Loans and credit ratings are based on appraisals of property 

value and many outstanding contracts involve payments which are indexed 

or tied to the consumer price index or other price index.

T h e  q u e s t i o n  is xjhether firms w o u l d  hav e  c o n f i d e n c e  that a n  

o b j e c t i v e  a s s e s s m e n t  w o u l d  b e  m a d e  b y  a S tate e m p l o y e e ,  and not w h e t h e r  

s u c h  an o b j e c t i v e  a s s e s s m e n t  is p o s s i b l e  or a c c e p t a b l e .  It is up to the 

State, t h er e f o r e ,  to s e t  up p r o c e d u r e s  a s s u r i n g  o b j e c t i v i t y .  J ud i c i a l  

r e v i e w  is o n e  of these and it m i g h t  be d e s i r a b l e  to c r e a t e  a c o ur t  

s p e c i a l i z i n g  in this k i n d  of case, to be sure the judge u n d e r s t o o d  the 

issues. T h i s  is the p r a c t i c e  in A u s t r a l i a n  p r o p e r t y  t a x a t i o n  and is 

r e p o r t e d  to w o r k  b e t t e r  than the us e o f  g e n e r a l  c o u r t s .

2. A V C  is a tax on s u c c e s s f u l  e x p l o r a t i o n  to the e xt e n t  that 

e x p l o r a t i o n  i d e nt i f i e s  the r e s e r v e  w h o s e  v a l u e  is the tax base. L arge 

p r i v a t e  l a n d h o l d e r s  in the lower 4 8  h a v e  s o m e t i m e s  d e f e r r e d  e x p l o r a t i o n  

in o r d e r  to a v o i d  p r o p e r t y  t a x a t io n ,  at least b y  their o w n  a c c o u n t.  T h i s  

fault is n o t  p e c u l i a r  to AVC: a n y  s y s t e m  o f  t a p p i n g  r e v e n u e s  fro m  p r o v e n

Th e  p u r c h a s e  of M c A l e s t e r  F u e l  Co. !.y A l a s k a  I n t e r s t a t e  C c . for $45.8 

m i l l i o n  i n s t e a d  of $ 3 9. 4  m i l l i o n  o r i g i n a l l y  a n n o u n c e d  (W a l l  Street 

J o u r n a l , J a n u a r y  6, 1977).

2
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r e s e r v e s  is als o a tax on e x p l o r a t i o n .  T h e  p r o b l e m  is w o r s e  w i t h  AVC ,  

h o w e v e r ,  b y  v i r t u e  of its g r e a t e r  e f f i c i e n c y  in i d e n t i f y i n g  a n d 

c a p t u r i n g  the r e n t  of p r o v e n  r e s e r v e s .  O t h e r  s y s t e m s,  b y  t h ei r  v e r y  

i n e f f i c i e n c y  and i na c c u r a c y ,  a l l o w  a c o n s i d e r a b l e  l e a k a g e  of m i n e r a l  r e n t  

o u t  of the S t a t e  t r e asury, w h i c h  in turn  s e r v e s  as an i n c e n t i v e  f o r  m o r e  

e x p l o r a t i o n .

P r e l e a s i n g  e x p l o r a t i o n  is not the p r o b l e m ,  so long as t h e r e  

is a lease s ale w i t h  a bi d  v a r i a b l e .  T h e  l e a se  s a l e  w o u l d  p r o v i d e  the 

same o p p o i t u n i t y  as it does n o w  for firms to limit the size o f  t he i r  b i d s  

in l ight of the n e e d  to earn a r a t e  of r e t u r n  h i g h  e n o u g h  to r e c o u p  

i n v e s t m e n t  in p r e l e a s i n g  e x p l o r a t i o n .  T h e  p r o b l e m  c e n t e r s  a b o u t  po s t  

l e a s i n g  e x p l o r a t o r y  d r i l l i n g .

To keep this problem in perspective, this problem concerns 

one-tenth of all costs. The Joint Association Survey reported the 

following breakdown of expenditures from its respondents in 1974. These 

respondents were estimated to comprise about 76 percent of the revenues 

of the industry in the United States (Joint Association Survey, 1976).

Billion $ 1

Exploratory wells 1.6 11

Acquiring undeveloped acreage 5.7 38

Geological and geophysical . 6  4

Development wells 2.7 18

Lease equipment . 8  5

Production expenditures and overhead 3.5 23

Total 14.9 99 3

Differences due to rounding
3
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Ad valorem taxes, that is property taxes resembling in 

their impact our AVC, were included among production expenses and over­

head and were equal to $.4 billion or almost two-thirds as much as was 

spent on preleasing exploration. Spending on exploratory wells is a 

substantial but not an overwhelming part of the total, being substan­

tially less than the costs of development and production. While there is 

a problem to be solved yet, it is not as great a problem as it would be 

if exploratory drilling were a larger share of total costs.

A  p a r t i a l  s o l u t i o n  to the p r o b l e m  of m o t i v a t i n g  e x p l o r a t i o n  

a d e q u a t e l y  is s i m p l y  to adopt a lo w e r  p e r c e n t a g e  r a t e  for the charge.

A n o t h e r  m i t i g a t i n g  f a c t o r  is t h a t  d e p o s i t s  w h i c h  are

e x p e n s i v e  to pr o d u c e ,  and w h i c h  t h e r e f o r e  c a r r y  a low ad v a l o r e m  b a s e  for

the A V C ,  are on the w h o l e  the s a m e  o n e s  that  ar e  e x p e n s i v e  to find b y  

v i r t u e  of b e i n g  small, deep, r e m o t e  a n d  so on. A V C  t h e r e f o r e  does n o t 

take a large b i t e  ou t  of the v a l u e  o f  d e p o s i t s  that are e x p e n s i v e  to 

d i s c o v e r  but m a i n l y  out o f  those t h a t  a r e  c h e a p  to d i s c o v e r .  In this 

r e s p e c t  it is less d i s c o u r a g i n g  to e x p l o r a t i o n  tha n  w o u l d  be a r o y a l t y  

w h i c h  r a i s e d  the sam e  total r e ve n u e .

This p r o b l e m  is fu r t h e r  e x p l o r e d  in S e c t i o n  11. In g e n e r a l  

t here is a c h o i c e  to be m a d e  b e t w e e n  l e a v i n g  s ome r e n t  as b ait for 

e x p l o r e r s  or p a y i n g  for e x p l o r a t i o n  b y  d i r e c t  c o n t r a c t  b e f o r e  leases are 

s i g n e d .

3. As w i t h  o t h e r r e n t - c o l l e c t i n g  d e v i c e s ,  the A V C  r ate is 

g o i n g  to bu high; so all j u d g m e n t s  an d  d e c i s i o n s  a r e  m o r e  c r i t i c a l .  In 

o rder to w o r k  p r o p e r l y  the s y s t e m  m u s t  be m o r e  f i n e - t u n e d  t han a r o y a l t y
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for example. It is something like licensing surgeons to operate instead 

of giving aspirin. More careful training and control are called for, and 

personnel capable of more discriminating judgments. I would not over­

state this point, because the judgments called for are primarily of one 

kind -- valuation —  and are subject to review according to preannounced 

objective criteria. Nor are they regulatory kinds of judgments which 

involve ordering lessees to do or not to do specific acts. They are 

nonetheless judgments and the consequences of error may be severe, and 

this must be reckoned as a fault of this lease element.

the y  m a y  be m i s i n t e r p r e t e d .  A  hig h  r a t e  o n  a s m a l l  b a s e  r a i s e s  no m o r e

m o n e y  than a low r a t e  on a large b as e ,  b u t  m o r e  e a s i l y  e v o k e s  images of

c o n f i s c a t i o n .  Thi s  p r o b l e m  m a y  be a m e l i o r a t e d  b y  u s i n g  a c a p i t a l i z a t i o n
0

r a t e  r a t h e r  lower tha n the 18 p e r c e n t  c u r r e n t l y  in us e  in the A l a s k a  

r e s e r v e s  tax. E i g h t  percent, a m a r k e t  r at e  o f  int er e s t ,  seems m o r e  

r e a s o n a b l e  today. I n f l a t e d  c a p i t a l i z a t i o n  r a t e s  a r e  the same as u n d e r­

a s s e s s m e n t  of the b ase. As i n d i c a t - d ,  the S t a t e  is a s s u m i n g  a large 

s h a r e  of the r i s k  u n d e r  this s y s t e m  so t h a t  a low, r i s k l e s s  

c a p i t a l i z a t i o n  r a t e  is a p p r o p r i a t e .

c o m p a r e d  w i t h  some other systems, t h e r e f o r e ,  this o n e  has a larger 

f r o n t - e n d  load. Thi s  i s s u e is d i s c u s s e d  u n d e r  a d v a n t a g e  #13.

Another disadvantage of high rates is the ease with which

4. Th e  f i r s t  few a n n u a l  p a y m e n t s  are p r e p r o d u c t i o n .  As
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In i s s u i n g  a lease, the S t a t e  r e s e r v e s  the r i g h t  to r e g u l a t e  

f i e l d  o p e r a t i o n s  in the i n t e r e s t  of p r e v e n t i n g  w a s t e .  Thi s  p r i m a r i l y  

i n v o l v e s  c o n t r o l  o v e r  r a t e  of flow, u n i t i z a t i o n  and s p a c i n g .

a. R a t e  of f l o w

W h e r e  m a n y  i n d e p e n d e n t l y  o w n e d  tracts o v e r l i e  a c o m m o n  c o m m u n­

ica t i n g  pool, e v e r y o n e  r e c o g n i z e s  t h a t  s o m e  r e g u l a t i o n  of flow is neede d .  

Thi s is true e v e n  w h e r e  p r o d u c t i o n  is n o t  r a t e - s e n s i t i v e ,  in o r d e r  to 

o b v i a t e  the e x c e s s  c o s t s  o f  h y p e r a c c e l e r a t e d  w i t h d r a w a l s .  E v e n  w h e r e  

p h y s i c a l  w a s t e  is c a u s e d  b y  r a p i d  r e c o v e r y ,  it m a y  be the l e s s e r  e c o n o m i c  

w a s t e :  c a p i t a l  s u n k  in e x c e s s  c a p a c i t y  m a y  be the g r e a t e r  one. T h e  m o s c

f r e q u e n t l y  h e a r d  r a t i o n a l e ,  h o w e v e r , is to p r e v e n t  p h y s i c a l  wa st e ,  

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

e m p h a s i z e ,  all hands can a g r e e  that some c o n t r o l  is n e e d e d  over rate of 

flow. T his m a y  be a c c o m p l i s h e d  t h r o u g h  t otal u n i t i z a t i o n ,  or t h r o u g h  

p r o r a t i n g  a l l o w a b l e  flows to i n d i v i d u a l  w e l l s  a n d  p a r c e l s  b a s e d  on a n  

o v e r a l l  r e s e r v o i r  plan.

It w o u l d  be m o s t  d e s i r a b l e  to s t i p u l a t e  that the o b j e c t i v e  of 

s uc h  a plan, b y  w h a t e v e r  m e a n s  a d m i n i s t e r e d ,  be to m a x i m i z e  d i s c o u n t e d  

c a s h  flo w  (DCF) r a t h e r  th a n  u l t i m a t e  re c ov e r y .  Th e  la t t e r  is n o  

c r i t e r i o n  at a l l  for r e s e r v o i r s  w h i c h  are not "rate s e n s i t i v e , "  and it is 

the w r o n g  c r i t e r i o n  for those that are.

In A p p e n d i x  I w e  p r e s e n t  d i s c o u n t e d  ca s h  f lo w  v a l u e s  d e r i v e d  

f r o m  d i f f e r e n t  p r o d u c t i o n  s c h e d u l e s  for the r e s e r v o i r  at P r u d h o e  B a y  as 

p r e s e n t e d  in the V a n  P o o l l e n  r e p o r t . It is c l e a r  that the f a s t e s t  o p t i o n

8. R egulating field operations
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w h i c h  t h e y  p r e s e n t e d  is t h e  one  that m a x i m i z e s  the g r o s s  D C F  w i t h o u t  

d e d u c t i n g  c o s t s .  I n f o r m a t i o n  o n  c o s t s  is n o t  g i v e n  in the report. In 

A p p e n d i x  I, h o w e v e r ,  w e  s h o w  w h a t  to do w i t h  s u c h  c o s t  i n f o r m a t i o n  w h e n  

it is a v a i l a b l e .  S h i f t i n g  f r o m  the 1.2 M B D  s c h e d u l e  to the 1.8 M B D  

s c h e d u l e  i n c r e a s e s  g r o s s  D C F  b y  $5. 6  b i l l i o n  w h e n  a 10 p e r c e n t  d i s c o u n t  

r a t e  is u sed. A l l  w e  n e e d  to do n o w  is m a t c h  this g a i n  a g a i n s t  the c o s t  

of a d d i t i o n a l  w e l l s  r e q u i r e d  to a c h i e v e  it. T h e  n u m b e r  o f  w e l l s  a n d  the 

c o s t  pe r  w e l l  ar e  f i gh r e s  that k n o w l e d g e a b l e  p e o p l e  c o u l d  s u p p l y  r e a d il y .  

It is q u i t e  l i k e l y  tha t  t h e y  w o u l d  b e  less tha n  the g a i n  in DCF, and 

t h e r e f o r e  be j u s t i f i e d  (in the a b s e n c e  o f  m a j o r  c o n s i d e r a t i o n s  no t  lis t e d  

he r e ) .  E v e n  as w e  c o m p l e t e  this R e p o r t ,  the o p e r a t o r s  a r e a n n o u n c i n g  

t h e i r  i nt e n t  to i n c r e a s e  c a p a c i t y  in d a i l y  f low towards the u p p e r  figure.

Appendix I indicates that optimal flow is not very sensitive 

to the‘rate of interest. The gain in gross DCF from speeding up flow is 

calculated over a wide range of interest rates and is not much affected. 

To the extent it is affected, the effect is the opposite from what one 

normally expects in other kinds of investments: at a higher rate of

interest more investment in drilling wells is justified rather than less. 

Most long-term investments, of course, look worse at higher rates of 

interest. Investment in recovering minerals looks better, because we 

shift cash flow towards the present.

It m i g h t  b e  t h o u g h t  t h a t  a n t i c i p a t e d  r i s i n g  p r i c e s  o f  

p e t r o l e u m  p r o d u c t s  w o u l d  r e d u c e  t he o p t i m a l  r a t e  of  f l o w .  So t h e y  d o  b u t  

n o t  b y  v e r y  m u c h .  T h e  e f f e c t  o f  w e l l - h e a d  p r i c e s  r i s i n g  a t  5 p e r c e n t  p e r  

y e a r  is t h e  s a m e  as t he e f f e c t  of  l o w e r i n g  t h e  d i s c o u n t  r a t e  f r o m  15

•
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p e r c e n t  to 10 p e r c e n t  and A p p e n d i x  I s h o w s  t hat this e f f e c t  is n o t  v e r y  

great.

W e  m u s t  d i s t i n g u i s h  s h a r p l y ,  h o w e v er ,  b e t w e e n  a n t i c i p a t e d  

r i s i n g  p r i c e s  a n d  a b s o l u t e  hig h  p r i c e s  at a f i x e d  level. W h i l e  a n t i c i­

pat e d  f u t u r e  i n c r e a s e s  tend s l i g h t l y  to r e d u c e  o p t i m a l  flow, h i g h  prices 

t o d a y  and c o n t i n u i n g  into th e  f u t u r e  (but n o t  r i s i n g )  i n c r e a s e  the p a y o f f  

f r o m  i n v e s t m e n t  in a d d i t i o n a l  w e l l s  a n d  a r g u e  s t r o n g l y  in f a v o r  of 

s p e e d i e r  p r o d u c t i o n .  Th e  e x i s t e n c e  o f  t o d a y ' s  e l e v a t e d  p r i c e  level, 

there f o r e ,  c a l l s  m o s t  u r g e n t l y  fo r  r e v i e w  o f  t r a d i t i o n a l  f l o w  r e g u l a t i o n  

b a s e d  on M E R  or m a x i m i z i n g  u l t i m a t e  cec o v er y .  In the D C F  a n a l y s i s  a 

slight loss of u l t i m a t e  r e c o v e r y  is a m i n i m a l  c o n s i d e r a t i o n .  E v e n  a 

s u b s t a n t i a l  loss of u l t i m a t e  r e c o v e r y  m a y  b e  s m a l l  r e l a t i v e  to the 

i n t erest c o s t s  o f  h o l d i n g  u n p r o d u c e d  r e s e r v e s  lo ng e r  t h a n  n e c e s s a r y .  

T r a d i t i o n  has e l e v a t e d  the m i n i m a l  f a c t o r  to a m a x i m a l  and a l m o s t  the 

sole c r i t e r i o n  o f  r ate d e t e r m i n a t i o n .

Interest on assets which one owns is an "invisible" cost and 

all too easily relegated to the limbo of irrelevant, abstruse, philo­

sophical speculation by those who don't actually have to pay it. Proper 

economy of valuable natural resources would be achieved if we regarded 

the managers as being saddled with a mortgage equal to the value of the 

resource, on which interest is due regularly, thus converting the 

invisible cost into a tangible, painful cash outflow.

A lessee, left to his own devices, will in his own interest 

act so as to maximize DCF. If the State prohibits this in advance of 

lease sale, it makes the lease that much less attractive. The cost of

AA**nn f* r n n n m lr  P f t l i r u  A n jd u c k
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this kind of regulation is thus borne by the State in lower bids. If the 

State imposes an uneconomical concept of regulating flow it has little 

gain to show for its cost. By the same reasoning, future leases can be 

sold at considerably advanced values if they are free from flow 

regulation based on the concept of MER.

Should the State decide to abandon MER, this also opens the 

possibility of renegotiating old leases. The State can calculate the 

present value to the lessee of being allowed to produce faster and offer 

to sell him that right for that price.

b . Unitization

U n i t i z a t i o n  m a y  b e  p a r t i a l  o r  c o m p l e t e  and it m a y  be u n d e r  the 

c o n t r o l  of the o p e r a t o r s  e x c l u s i v e l y  or it m a y  i n v o l v e  e x t e n s i v e  S tate 

p a r t i c i p a t i o n  and s u r v e i l l a n c e .

T h e r e  are a d v a n t a g e s  in k e e p i n g  u n i t i z a t i o n  p a r t i a l .  It is 

a l w a y s  t e m p ti n g  to v i e w  the p o t e n t i a l  g a i n s  f r o m  total r a t i o n a l i z a t i o n  of 

a large w o r k s  project, c o n s i s t i n g  of m a n y  parts, b u t  t here is a l s o  the 

d a n g e r  of los i n g  individual i n i t i a t i v e,  e n t e r p r i s e  and f a m i l i a r i t y  w i t h  

the l ocal scene; and there is the d a n g e r  of d o i n g  too m u c h  at o n c e .  N o t  

a l l  p r o d u c e r s  are r e a d y  to m o v e  s i m u l t a n e o u s l y ,  as we see t o d a y  at 

P r u d h o e  Bay.

A  t w o - t i er  a p p r o a c h  is r e c o m m e n d e d ,  a n a l o g o u s  to that u s e d  ir 

i r r i g a t i o n  a reas for a d m i n i s t r a t i o n  of a q u i f e r s  o v e r l a i n  b y  m a n y  

c o m p e t i n g  landow n e rs ,  eac h  w i t h  h i s o w n  w a t e r  pump. L a n d o w n e r s  j o i n  in 

f o r m i n g  a w a t e r  c o n s e r v a t i o n  d i s t r i c t  w h i c h  is g i v e n  the t a s k  of a q u i f e r  

m a n a g e m e n t ,  and c e r t a i n  p o w e r s  o v e r  w i t h d r a w a l s  b y  i n d i v i d u a l s .  W a t e r
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c o n s e r v a t i o n  d i s t r i c t s  g e n e r a l l y  h a v e  i n a d e q u a t e  powers, b u t  an a n a l o g o u s  

p e t r o l e u m  c o n s e r v a t i o n  d i s t r i c t  in A l a s k a,  b e g i n n i n g  d e  n o v o . ne e d  n o t  

s u f f e r  s u c h  l i m i t a t i o n s .  T h e  S t a t e  m i g h t  i n i t i a t e  s uc h  a. d i s t r i c t  for 

e a c h  c o m m u n i c a t i n g  p o o l  and m a k e  m e m b e r s h i p  c o m p u l s o r y  a m o n g  its lessees.

T h e  a r g u m e n t  for t hi s  t w o - t i e r  a p p r o a c h  is w e a k e r  w i t h  

p e t r o l e u m  m a n a g e m e n t  t h a n  it is w i t h  a q u i f e r  m a n a g e m e n t  i n a s m u c h  as w e  

c a n n o t  v i s u a l i z e  a w a t e r  a g e n c y  t a k i n g  o v e r  the m i n u t i a e  o f  o p e r a t i n g  

e v e r y  farm, w h e r e  the w a t e r  i n p u t  is r e l a t i v e l y  m u c h  less i m p o r t a n t  than 

p e t r o l e u m  to a n  o i l  firm. E v e n  so, the Joint A s s o c i a t i o n  S u r v e y  d a t a  

c i t e d  e a r l i e r  i n d i c a t e  that d e v e l o p m e n t  and p r o d u c t i o n  c o s t s  in f i e l d  

m a n a g e m e n t  o u t w e i g h  e x p l o r a t o r y  w e l l  d r i l l i n g  c o s t s  b y  a s u b s t a n t i a l  

amou n t ,  and it m i g h t  be l e t t i n g  the tail w a g  the d o g  to let u n i t i z a t i o n  

b e c o m e  total. P a r t i a l  u n i t i z a t i o n  c o u l d  i n v o l v e  t r a d e - o f f s  and a d j u s t -0
m e n t s  a m o n g  s e p a r a t e  lessees. W h e r e  w e l l s  n e e d  to be d i v i d e d  u n e v e n l y  

a m o n g  tracts, c a s h  p a y m e n t s  c o u l d  be m a d e  to c o m p e n s a t e  the losers from  

the g ains of the w i n n e r s . T h e  same c a n  b e  d o n e  w h e n  one p r o d u c e r  is 

r e a d y  to go and a n o t h e r  w a n t s  to w a i t .  W h e t h e r  this is a f e a s i b l e  and 

s u p e r i o r  a r r a n g e m e n t  in the c i r c u m s t a n c e s  w o u l d  c a l l  for e x t e n d e d  study, 

so in this R e p o r t  w e  a d v a n c e  the s u g g e s t i o n  w i t h o u t  e n d o r s i n g  it.

It is d e s i r a b l e  as a g e n e r a l  p r i n c i p l e  to m i n i m i z e  the i n t e r­

v e n t i o n  of State o f f i c i a l s  in d e c i s i o n s  w h i c h  m i g h t  be left to o p e r a t o r s  

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

T he a r g u m e n t s  for this ar e n u m e r o u s  and t r a d i t i o n a l  a n d  n eed no t  be 

r e p e a t e d  h ere. A g r e a t  a d v a n t a g e  of a b a n d o n i n g  the ME R  c r i t e r i o n  an d  

s u b s t i t u t i n g  the DC F  c r i t e r i o n  is that it e l i m i n a t e s  the c o n f l i c t  of
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g o a l s  b e t w e e n  the S t a t e  a n d  t h e  l e s s e e s  c o n c e r n i n g  f l o w  r e g u l a t i o n ,  thus 

m a k i n g  it p o s s i b l e  to d e l e g a t e  f u l l e r  a u t h o r i t y  to tha l e s s e e  o p e r a t o r s  

t h e m s e l v e s  a n d  m i n i m i z e  S t a t e  i n t e r v e n t i o n .  T h e  p r e s u m p t i o n  t o d a y  is 

tha t the S t a t e  n e e d s  to p r e v e n t  the o p e r a t o r s  d o i n g  s o m e t h i n g  w h i c h  is 

a d v a n t a g e o u s  to t h e m  b u t  s o m e h o w  d i s a d v a n t a g e o u s  to the St a t e.  T h i n g s  go 

b e t t e r  w h e n  we  c a n  p r e s u m e  t ha t  the o p e r a t o r s  a r e  s e r v i n g  the p u b l i c  

i n t e r e s t  b y  a t t e n d i n g  to t h e i r  p r i v a  i i n t e r e s t s .

b e a r i n g  s t r u c t u r e s  s t r a d d l e  th e  b o r d e r  w i t h  f e d e r a l  lands, to sa y  n o t h i n g  

of s u b j e c t i n g  f e d e r a l  s t r u c t u r e s  to r e g u l a t i o n  b y  S t a t e  o f f i c i a l s .  On 

the o t h e r  hand, if c o m m u n i c a t i n g  p o o l s  w e r e  s u b j e c t  to r e g u l a t i o n  b y  an 

o r g a n i z a t i o n  of the o p e r a t o r s ,  u s i n g  a t w o - t i e r  s y s t e m  like that 

s u g g e s t e d ,  it s h o u l d  m a k e  it e a s i e r  to a c h i e v e  s u c c e s s f u l  u n i f i e d  m a n a g e -

Iccal o r g a n i z a t i o n s  s h o u l d  o b v i a t e  th e  q u e s t i o n  of w h i c h  c e n t r a l  a g e n c y  

is in c h a r g e .

p r e f e r e n c e  to M E R  as the c r i t e r i o n  for r e g u l a t i n g  flow. L e t  us t h e r e f o r e  

r e c a p  h o w  w e  j u s t i f y  s p e n d i n g  m o r e  m o n e y  to s p e e d  up f l o w  e v e n  w h e n  that 

w i l l  r e s u l t  in p h y s i c a l  w a s t e .  C a n  w e  a c c e p t  r eal p h y s i c a l  w a s t e  m e r e l y  

for the p u r p o s e  o f  s a v i n g  s o m e t h i n g  as v u l g a r  as m o n e y ,  in a fo r m  as 

p r o f a n e  as i n terest, and as i m a g i n a r y  as i n t e r e s t  f o r e g o n e  on i n v e s t m e n t s  

w h i c h  w e  m i g h t  hav e  m a d e ?

S a y  it c o s t s  $ 100 to d i s c o v e r  $50 w o r t h  o f  o i l  in the grou n d.  

Th e  w o r l d  is t e l l i n g  us s o m e t h i n g  b y  the w a y  it p r i c e s  p e t r o l e u m ,  as w e l l

T h e  S t a t e  c a n n o t  i m p o s e  u n i t i z a t i o n  u n i l a t e r a l l y  w h e r e  o i l -

raent in the field. The d e l e g a t i o n  of o p e r a t i n g  c o n t r o l  a n d  p l a n n i n g  to

M u c h  o f  the a b o v e  p r e s u p p o s e s  that the S t a t e  a c c e p t  DCF in
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as the r e s o u r c e s  r e q u i r e d  to d e v e l o p  it. It is t e l l i n g  us t h a t  the 

r e s o u r c e s  w h i c h  w e  s a c r i f i c e  to g a i n  tht p e t r o l e u m  are w o r t h  m o r e  t han 

the p e t r o l e u m .  T h i s  is c l e a r  e n o u g h  w h e n  the r e s o u r c e  c o s t  is m a t e r i a l­

ist i c  in the f o r m  o f  s t e e l  an d  w h e n  it is p e r s o n a l  in the f o r m  of labor. 

It is h a r d e r  for s om e  p e o p l e  to a c c e p t  w h e n  the c o s t  is e n t i r e l y  

f i n a n c i a l  in the f o r m  o f  i n t e r e s t  p a y m e n t s  o n  a m o r t g a g e ,  bu t  i n t e r e s t  

too is a r e a l  s o c i a l  c o s t .

I n t e r e s t  is the c o s t  o f  g e t t i n g  y o u r  h a n d s  o n  w e a l t h  t o d a y  

w h i c h  y o u  do n o t  own, in o r d e r  to b u i l d  s o m e t h i n g  t o d a y  w h i c h  w i l l  y i e l d  

y o u  a m u c h  g r e a t e r  r e t u r n  in the f u t u r e .  Thus, if y o u  p u t  $ 1 0 0 , 0 0 0  into 

a b u i l d i n g  to be r e n t e d ,  y o u  w i l l  g e t  y o u r  $ 1 0 0 , 0 0 0  b a c k  in less tha n  ten 

ye a rs ,  n o r m a l l y ,  in v o l u n t a r y  p a y m e n t s  m a d e  b y  r e n t e r s.  A f t e r  that 

e v e r y t h i n g  is a s u r p l u s  a b o v e  the c o s t  o f  p r o d u c t i o n .  O v e r  a life of 50 

y e a r s  the u n i t  w i l l  p r o b a b l y  y i e l d  five or s i x  times its i n i t i a l  c os t  in 

ne t  c a s h  f lo w  to the own e r . Thus, h a v i n g  w e a l t h  at your d i s p o s a l  t o d a y  

i n s t e a d  o f  y e a r s  d o w n  the line is v e r y  p r o d u c t i v e ,  w h i c h  is w h y  in t e r e s t  

is paid. The r a t e  of i n t e r e s t  is the r a t e  of e x c h a n g e  b e t w e e n  w e a l t h  

this y e a r  and w e a l t h  n e x t  y e a r .  It is d e t e r m i n e d  in the same k inds of 

m a r k e t s  that d e t e r m i n e  c o n v e r s i o n  f a c t o r s  b e t w e e n  ap p le s  and o r a n g e s .

E c o n o m i s t s  a nd  b u s i n e s s m e n  are s a y i n g  w e  are in g r e a t e r  d a n g e r  

of r u n n i n g  out of c a p i t a l  to d e v e l o p  r e s o u r c e s ,  than we  a r e  o u t  of 

r e s o u r c e s  in the g r o u n d  t h e m s e l v e s .  T h e r e  is n o t h i n g  v u l g a r  o r  p r o fane, 

t h e r e f o r e , a b o u t  e c o n o m i z i n g  on c a p i t a l  in a r e s o u r c e - s h o r t  w o r l d .  N o r  

is there a n y t h i n g  s a c r e d  a b o u t  e c o n o m i z i n g  on p h y s i c a l  r e s o u r c e s  w h e n  the 

c o s t  is w a s t i n g  c a p i t a l .
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•
Le t  us c o n s i d e r  the f e e l i n g  s o m e t i m e s  e x p r e s s e d  that there 

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

at P r u d h o e  Bay. A  p u r p o s e  o f  f a s t e r  p r o d u c t i o n  at P r u d h o e  Ba y  w o u l d  b e  

to fil l  the p i p e l i n e  an d  thus d e l a y  the n e e d  fo r  n e w  l e a s e  sales. T h e  

p r e s s u r e  w i l l  b e  on, o b v i o u s l y ,  to i n c r e a s e  p r o d u c t i o n  f r o m  some s o u r c e  

u n t i l  the p i p e l i n e  is full. B y  p r o d u c i n g  s l o w e r  at F r u d h o e ,  w e  w o u l d  not 

r e d u c e  the w i t h d r a w a l  of p e t r o l e u m  f r o m  A l a s k a ;  w e  w o u l d  r a t h e r  c a u s e  

s ome to be w i t h d r a w n  f r o m  ot h e r  a reas instead. S p e e d i n g  the f l o w  f r o m  

P r u d h o e  m e a n s  g e t t i n g  the same flow f r o m  fewer a c r e s  and f r o m  a lesser 

i n v e s t m e n t  in e x p l o r a t i o n ,  d r i l l i n g  and e q u i p p i n g  w e l l s ,  and  e q u i p p i n g  

l e a s e s .

This is n o t  to a r g u e  a g a i n s t  a d v a n c e  p l a n n i n g  to k e e p  the 

p i p e l i n e  full. It is, rath er ,  a m a t t e r  o f  p l a n n i n g  to d o  so at the least 

c ost. D o i n g  a n y t h i n g  at the l e a s t  c o s t  i n v o l v e s  a s m a l l  r i s k  of not 

a c c o m p l i s h i n g  the goal, bu t  t h a t  is a c c e p t a b l e .  K e e p i n g  the p i p e l i n e  

f ull is n o t  an a b s o l u t e .  It is a d e s i r a b l e  thing, if at a r e a s o n a b l e  

c ost. W h a t  is r e q u i r e d  is a c a r e f u l  c o s t - b e n e f i t  a n a l y s i s  of the w h o l e  

p i c t ur e .  It w o u l d  be a m i s t a k e  to let l e a s i n g  p o l i c y  be d o m i n a t e d  b y  any 

a b s o l u t e  c o m m i t m e n t  to k e e p  the p i p e l i n e  full r e g a r d l e s s  of cost. W h e n  

w e  look at the c h a o s  at the m a r k e t i n g  end o f  the p i p e l i n e  it w o u l d  be 

L u dicrous to d e m a n d  a b s o l u t e  c e r t a i n t y  at the p r o d u c t i o n  e n d  at the 

e x p e n s e  o f  the p e o p l e  of A l a s k a .
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This is l a r g e l y  the s a m e  issue as r a t e  of flow. H i g h e r  f l o w

ra t e s  r e q u i r e  m o r e  w e l l s ,  m o r e  c l o s e l y  s p a c e d.  It is no t  v e r y  f i t t i n g  
# .

that the S tate of A l a s k a  s h o u l d  i m p o s e  w i d e  s p a c i n g  r e q u i r e m e n t s  o n  its 

lessees. T his m a y  b e  a t h r o w b a c k  to a n o t h e r  s i t u a t i o n  in a n o t h e r  s t a t e  

w h e r e  s u r f a c e  s u b d i v i s i o n  c a u s e d  e x c e s s i v e  w e l l  d e n s i t y ,  w h i c h  h a d  to b e  

c o u n t e r e d  b y  p u b l i c  r e g u l a t i o n .  In A l a s k a  the S t a t e  is the l a n d l o r d  

c o l l e c t i n g  r o y a l t i e s .  Th e i n t e r e s t  o f  s uch a l a n d l o r d  is to m a x i m i z e  the 

c a p i t a l  i n v e s t e d  b y  the lessee. The r o y a l t y  r e d u c e s  the o p e r a t o r ' s  

i n c e n ti v e  to a p p l y  c a p i t a l ,  and this n e e d s  to be c o u n t e r v a i l e d .

C l o s e r  s p a c i n g  in a d d i t i o n  to i n c r e a s i n g  r a t e s  of  f l o w  m a y  

also have some e f f e c t  in i n c r e a s i n g  u l t i m a t e  r e c o v e r y .  In f r a c t u r e d  

r e s e r v o i r s  w i t h  n o n c o m m u n i c a t i n g  pools, this is o b v i o u s l y  true. In o t h e r  

r e s e r v o i r s  it m a y  be true. L i t t l e  is p u b l i s h e d  on this. It m a y  be 

d e s i r a b l e  for the S tate to c o m m i s s i o n  a s t u d y  o n  this s u bj e c t :  w h a t  is

the o p t i m a l  w e l l  spacing, w e l l  d i a m e t e r ,  and r a t e  of f low to be a d o pt e d ,  

a s s u m i n g  that the g o a l  is to m a x i m i z e  d i s c o u n t e d  c a s h  flow net o f  c o s t s ?  

M ost past a n a l y s i s  is not on ta rg e t  b e c a u s e  it is p r e m i s e d  on the g o a l s  

of m i n i m i z i n g  p h y s i c a l  w a s t e ,  and p r o r a t i n g  e x c e s s  c a p a c i t y  to m a r k e t  

demand. Alas ka ,  1977, is no time an d  p l a c e  to be i n v o k i n g  " s t a n d a r d s "  

and g o i n g  b y  the b o o k  w h e n  the s t a n d a r d s  a n d  the b o o k s we»"e d e v e l o p e d  for 

* o t h e r  c o n d i t i o n s  in o t h e r  p l a c e s  and times.

It s o m e t i m e s  ha p p e n s  that r e g u l a t o r s ,  o p e r a t i n g  u n d e r  what 

a p p e a r  on the s u r f a c e  to be c o u n t e r p r o d u c t i v e  c r i t e r i a ,  m o d i f y  t h e m  in 

p r a c t i c e  and m a k e  r e g u l a t i o n  w o r k  ou t  bett e r .  W e  h a v e  not r e v i e w e d

'■ c. Well spacing
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a c t u a l  p r o c e d u r e s ,  a n d  limit t h e s e  c o m m e n t s  to the c r i t e r i a  w h i c h  a p p e a r  

to be f o l l o w e d  as g u i d e l i n e s ,  w h e t h e r  b y  l e g i s l a t i v e  m a n d a t e  or 

p r o f e s s i o n a l  t r a d i t i o n .  N o  c r i t i c i s m  is i n t e n d e d  or i m p l i e d  of a n y  

i n d i v i d u a l  or group.

9. A c r e a g e  r e s e r v a t i o n  ( c h e c k e r b o a r d i n g )

The A l b e r t a  s y s t e m  o f  c r o w n  r e s e r v a t i o n s  has a t t r a c t e d  c o n s i d e r­

able a t t e n t i o n .  P r o f e s s o r  A n d r e w  R. T h o m p s o n  of the U n i v e r s i t y  o f  

B r i t i s h  C o l u m b i a  F a c u l t y  o f  L a w  has b e e n  a n  e x p o n e n t ,  a l t h o u g h  his 

e n t h u s i a s m  is r e p o r t e d  to be w a n i n g .  A l b e r t a ,  too, is m o d i f y i n g  and 

b a c k i n g  a w a y  f r o m  the syst e m .  T h e  c o n c e p t  as e x p l a i n e d  by P r o f e s s o r  

T h o m p s o n  is for . . free e n t r y  on u n p r o v e n  lands u n d e r  an e x p l o r a t o r y  

r e s e r v a t i o n  or p e r m i t  w h i c h  c a r r i e s  the r i g h t  to lease, b u t  r e q u i r e s  that 

at least hal f  the acreage, or s o m e  o t h e r  f r a c t io n ,  be r e l i n q u i s h e d  to the 

State on a c h e c k e r b o a r d  or c o r r i d o r  p a t t e r n  a f t e r  the lapse of a s u f f i­

ci e n t  p e r i o d  of time for c o m p l e t i n g  e x p l o r a t o r y  w o r k  a n d  e v a l u a t i o n .

Thus, it is the o i l  c o m p a n y  that . . . m u s t  d e c i d e  w h e n  and w h a t  to 

lease . . . "  (Th o m p s o n  1 9 6 9 : 8 6 - 8 7 ) .  A n  a t t r a c t i v e  f e a t u r e  o f  this s y s t e m  

is, as T h o m p s o n  p oi n t s  out, that it r e l i e v e s  S t a t e  o f f i c e r s  of a 

" t r e m e nd o u s  b u r d e n  o f  d e c i s i o n . "

On the n e g a t i v e  side, this m a y  a l s o  r e l i e v e  the S t a t e of a large 

q u a n t i t y  of oil since the S tate (or the A l b e r t a  cr o w n ) gets the l e f t o v e r s  

a fter the lessee has p i c k e d  the eyes o u t  o f  the land.

It d o e s  s e e m  a d v a n t a g e o u s  for the C o m m i s s i o n e r  o f  N a t u r a l  

Resou r c e s ,  in his d i s c r e t i o n ,  to lease out some areas for e x p l o r a t o r y  

d r i l l i n g  w h i l e  h o l d i n g  b a c k  a d j a c e n t  and i n t e r s t i t i a l  tr a c t s  for later
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d r a i n a g e  s ales to b e n e f i t  f r o m  the s p i l l o v e r  of e x p l o r a t i o n  o n  the leased 

tracts. Thi s  is d i s c u s s e d  f u r t h e r  in S e c t i o n  D on the t i m i n g  o f  lease 

s a l e s .

It doe s  n o t  s e e m  a d v a n t a g e o u s  to let the l e s s e e  h ave the c h o i c e  

of lands to selec t .  T h i s  is a n o t h e r  " b l u n t  i n s t r u m e n t "  w h o s e  r e s u l t s  m a y  

be c a p r i c i o u s  and a r b i t r a r y .  S i n c e  finer i n s t r u m e n t s  ar e  a v a i l a b l e ,  we 

d o  no t  p u r s u e  this f u r t h e r  a t  this time. A u t h o r i t i e s  w h o  h a v e  s t u d i e d  

this s u b j e c t  in some d e p t h  are P r o f e s s o r  M i c h a e l  C r o m m e l i n ,  F a c u l t y  of 

Law, U n i v e r s i t y  of M e l b o u r n e ,  A u s t r a l i a ;  P r o f e s s o r  A n d r e w  R. Tho m ps o n ;

Dr. C a m p b e l l  W a t k i n s ,  P e t r o l e u m  C o n s u l t a n t  in C a l g a r y ;  and P r o f e s s o r  

A n t h o n y  Scott, F a c u l t y  of E c o n o m i c s ,  U n i v e r s i t y  of B r i t i s h  C o l u m b i a .  Fo r  

a fulle.* d e s c r i p t i o n  of the A l b e r t a  s y s t e m  w e  are  s u b m i t t i n g  a long w i t h  

this R e p o r t  a c o p y  of C r o m m e l i n ,  Scott, and P e t e r  Pearse, " M a n a g e m e n t  of 

O i l  and Gas R e s o u r c e s  in A l b e r t a :  A n  E c o n o m i c  E v a l u a t i o n  of Public 

P o l i c y . "

10. Sale of u n d i v i d e d  i n t e r e s t s

It has b e e n  p r o p o s e d  that c o m m u n i c a t i n g  p oo l s  or e v e n  larger 

u n i t s  s h o u l d  be sold as such, r a t h e r  tha n  as v o l u m e s  of the e a r t h ' s  c r u s t  

u n d e r n e a t h  tracts of land m e a s u r e d  on the flat. T h e r e  are c e r t a i n  

a d v a n t a g e s :

a. The " t r a n s a c t i o n s  c o s t s "  of n e g o t i a t i n g  a m o n g  the s e v e r al  

s u r f a c e  o w n e r s  w o u l d  be ob v i a t e d .  U n i t i z a t i o n  is i n h e r e n t  and a u t o m a t i c .

b. S m a l l  firms c o u l d  take a small i n t erest. The s c h e m e  all o w s  

for o w n e r s h i p  tc be d i v i d e d  into m a n y  un i t s ,  let's say 100. Ea c h  b i d d e r  

w o u l d  i n d icate a p r i c e  and a l s o  the n u m b e r  of u n i t s  he w i s h e d  to a c q u i re
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a t  t h a t  pr i c e .  T h e s e  w o u l d  t hen be r a n k e d  in o r d e r  of p r i c e  u n t i l  they 

a d d e d  up to 100 pe r c e n t .  T h e w i n n i n g  b i d d e r s  w o u l d  t h e n  a u t o m a t i c a l l y  

b e c o m e  an o p e r a t i n g  c o n s o r t i u m .

c. T h e r e  is a d r a m a t i c  r e d u c t i o n  in risk, s i n c e  o f f s e t t i n g  r i s k s  

a r e  p o o l e d .  T h e r e  is m u c h  less n e e d  for p r e l e a s i n g  surv e y ,  ther e f or e .

T h e  s t r u c t u r e  i t s e l f  c a n  be c o n f i r m e d  b e f o r e  t h e r e  is g r e a t  c o n c e r n  a b o u t  

just w h e r e  u p o n  it to take a po s i t i o n .

O n  the n e g a t i v e  side, h e r e  a r e  some c o n s i d e r a t i o n s :

a. E n t i r e  s t r u c t u r e s  or g e o l o g i c  f e a t u r e s  w o u l d  h a v e  to be 

m a r k e t e d  at o n e  stro ke .  The p o s s i b i l i t y  o f  the S t a t e ' s  w i t h h o l d i n g  

a c r e a g e  for later d r a i n a g e  sale at h i g h  p r i c e  is p r e c l u d e d .

b. T h e  d e g r e e  of c e n t r a l i z e d  a d m i n i s t r a t i o n  m a y  be u n n e c e s s a r y ,  

and the loss of a u t o n o m o u s  a c t i o n  b y  the s m a l l e r  i n d i v i d u a l  firms 

u n d e s i r a b l e .  T h e  c o n t r o l l i n g  o p e r a t o r  p r e s u m a b l y  w o u l d  b e  the l a r g e st  

o w n e r  of sh a r e s  a n d  p r o d u c t i o n  w o u l d  be p r e s u m a b l y  r e g u l a t e d  m o r e  for his 

b e n e f i t  than that of othe r s .  S m a l l e r  f irms w o u l d  tend to lose som e 

f r e e d o m  of acti on .  T h e r e  are a l t e r n a t i v e  u n i t i z a t i o n  m e t h o d s  a v a i l a b l e  

w h i c h  d o  n o t  i m p i n g e  on f r e e d o m  of a c t i o n  to the sam e d e g r e e  (see S e c t io n  

8 a b o v e ) .

c. P r o f e s s o r  R o o n e y ' s  a n a l y s i s  o f  the L o n g  B e a c h  c a s e  sheds some 

light on p r o b l e m s  i n h e r e n t  in u n d i v i d e d  i n t e r e s t s .  Th e  d o m i n a n t  i n t e r e s t  

t h e r e e v i d e n t l y  gains c o n s i d e r a b l y  b y  i n t e g r a t i n g  the L o n g  B e a c h  

p r o d u c t i o n  into its v e r t i c a l l y  i n t e g r a t e d  o p e r a t i o n .  If the s m al l e r  

i n t e r e s t s  r e p r e s e n t e d  o t h e r  firms their i n t e r e s t s  w o u l d  tend to be 

n e g l e c t e d .•
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O n  the w h o l e  this r e p r e s e n t s  a n  i n t e r e s t i n g  p o s s i b i l i t y  for 

s o l v i n g  o n e  of the m a n y  p r o b l e m s  o f  p e t r o l e u m  leasing, b ut  it is n e i t h e r  

b r o a d  e n o u g h  n o r  p r o m i s i n g  e n o u g h  to w a r r a n t  f u r t h e r  d i s c u s s i o n  in this 

R e p o r t  o f  l i m i t e d  scope.

11. H a n d l i n g  i n f o r m a t i o n :  g e n e r a t i o n ,  c o n t r o l  a n d  d i s c l o s u r e

P r e l e a s i n g  i n v e s t m e n t  in g e o l o g i c a l  a n d  g e o p h y s i c a l  i n v e s t i g a t i o n  

a c c o u n t e d  for  4 p e r c e n t  of the e x p e n d i t u r e s  r e c o r d e d  b y  the f irms in the 

J o i n t  A s s o c i a t i o n  S u r v e y  (JAS Surve y ,  1976). F o r  a f ai r e r  p i c t u r e  o f  the 

i m p o r t a n c e  o f  t h e s e  e x p e n s e s  w e  s h o u l d  m u l t i p l y  b y  t h r e e  or so, to 

a c c o u n t  for the time d i f f e r e n c e .  T h e s e  e x p e n d i t u r e s  take p l a c e  m a n y  

y e a r s  b e f o r e  the o t h e r s  d o  and b e f o r e  t h e ir  r e s u l t s  s h o w  u p  on the 

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

s e v e n  y e a r s  a t  10 p e r c e n t .  T h e n  w e  s h o u l d  m u l t i p l y  b y  a n o t h e r  fa c t o r  

b e c a u s e  p r e l e a s i n g  w o r k  is b i g g e r  in A l a s k a  than the lower 48.

Th e  i n d u s t r y  pays t h e s e  c o s t s  on the f i rs t  r o u n d  b u t  the St a t e  

i n e v i t a b l y  b e a r s  t h e m  in the f o r m  of lower bids. A l t e r n a t i v e  m e t h o d s  of 

f i n a n c i n g  p r e l e a s i n g  e x p l o r a t i o n  h a v e  t h e r e f o r e  b e e n  s u g g e s t e d .  W e  w i l l  

c o n s i d e r  the e x i s t i n g  s y s t e m  and a c o u p l e  of  a l t e r n a t i v e s .

a. T h e  p r e s e n t  syst e m :  o p e n  a c c e s s  to S tate u n l e a s e d  lands; 

t i m i n g  of l e a s i n g  d e p e n d e n t  o n  i n d u s t r y  i n i t i a t i v e  

t h r o u g h  the n o m i n a t i o n  s y s t e m ___________________________________

Some a d v a n t a g e s  are the f o l l ow i n g :

1. It is har d  for the S tate to p l a y  the s l e e p i n g  landlord. 

E n t e r p r i s i n g  p r i v a t e  b u s i n e s s m e n  ar e  free to c a l l  the a t t e n t i o n  of State 

o f f i c i a l s  to e c o n o m i c  o p p o r t u n i t i e s .
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2. J u d g m e n t a l  d e c i s i o n s  a r e  in the h a n d s  o f  h i g h l y  m o t i v a t e d  

p r i v a t e  firms. S e v e r a l  o f  t h e m  a r e  in c o m p e t i t i o n  so t hat m a n y  c o n c e p t s  

are a p p l i e d  to t h e  same lan d  b y  p e o p l e  w h o  are r e w a r d e d  b y  b e i n g  

c r e a t i v e .

3. T h e  S t a t e does n o t  h a v e  to b e a r  the c o s t  of c o n d u c t i n g  its

o w n  s u r v e y .

4. The s y s t e m  is t i m e - h o n o r e d  an d  f a m i l i a r  an d  a c c e p t a b l e  to 

the ind u s t r y .

On the m i n u s  side:

1. P r e l e a s i n g  i n v e s t m e n t  is a n o t h e r  f r o n t - e n d  f i l t e r  like a 

hig h b o n u s .  It is a t i g h t e r  s c r e e n  as w e l l  for the l e a n e r  firms, at 

least per d o l l a r  involved, b e c a u s e  o f  the lon g  w a i t i n g  p e r i o d  b e t w e e n  

i n v e s t m e n t  a n d  r e c o v e r y  a n d  the u n c e r t a i n t y  of r e c o v e r y .  A  fir m  

p o s s e s s i n g  no rea l  e s t a t e  b u t  o n l y  i n t a n g i b l e  w e a l t h  in the f o r m  of 

i n f o r m a t i o n  is n o t  v e r y  c r e d i t w o r t h y ,  e s p e c i a l l y  l o t  l o n g - t e r m  loans, so 

that this a c t i v i t y  is nearly' u n f i n a n c e a b l e  and r e q u i r e s  e q u i t y  c a p i t a l .  

The a d v a n t a g e  then is to f irms w i t h  a c c u m u l a t e d  w e a l t h .

2. P r e l e a s i n g  e x p l o r a t i o n  adds n o  v a l u e  to an y  r e a l  a sset 

o w n e d  b y  the f i r m  and t h e r e fo r e  has to find its r e w a r d  in the firms' 

a c q u i r i n g  S tate lands at a low v a l u e .  An e x t r e m e  case, of cour s e,  is the 

1965 s ale of 90 p e r c e n t  o f  the o i l  in the P r u d h o e  Bay f i e ld  for $6 

m i l l i o n .  A p p l i c a t i o n  by the S t a t e  of a l o w " d i s c o v e r y  r o y a l t y "  r a t e  to 

e a r l y  f inds a g g r a v a t e s  this s i t u a t i o n .  T h e  S t a t e  gets a lot of w i l d c a t  

a c r e a g e  s u r v e y e d  in this m a n n e r ,  b u t  t h e r e is no  g u a r a n t e e  that the cos t  

to the S t a t e  is less t han the b e n e f i t .  It is m o r e  l i k e l y  to be the o t h e r
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w a y  a r o u n d .  A n d  the S t a t e d o e s  n o t  g e t  the i n f o r m a t i o n .  ( N o m i n a t i o n  

d oe s  no t  c o n v e y  mucl i n f o r ma t i o n ,  b e c a u s e  o v e r n o m i n a t i o n  is the s t a n d a r d  

o p e r a t i n g  p r o c e d u r e . )

3. A  c o u n t e r p a r t  to p o i n t  # 2  is t ha t  the f i r m  w i t h  a l arge 

i n v e s t m e n t  in p r e l e a s i n g  e x p l o r a t i o n  m a y  n e g l e c t  i n t e n s i v e  i n f i l l i n g  a n d 

d e v e l o p m e n t  of a c q u i r e d  leases, a n d  i n s t e a d  b u y  m o r e  lease s .  Thi s  is 

i m p l i e d  b y  the c o m m o n  a l l e g a t i o n  t h a t  m a n y  f i r m s  d o  n o t  l o o k  at i n v e s t­

m e n t s  that y i e l d  less than 20 p e r c e n t ,  e v e n  t h o u g h  t h e y  c a n  b o r r o w  at 7.5 

or 8 p e r ce n t .  T h e  e x c e s s  of 2 0  p e r c e n t  o v e r  8 p e r c e n t  p r e s u m a b l y  

r e f l e c t s ,  a m o n g  o t ^ r  things, some a l l o w a n c e  to c o v e r  the o v e r h e a d  of 

p r e l e a s i n g  e x p l o r a t i o n .  B u t  if a f i r m  s p u r n s  i n v e s t m e n t  o p p o r t u n i t i e s  on 

leases w h i c h  y i e l d  less than 20 p e r c en t ,  it w i l l  n o t  a p p l y  a d e q u a t e  

c a p i t a l  to d e v e l o p  them. Thi s  w o u l d  lead to a p a t t e r n  o f  d e c e n t r a l i z a­

tion of d e v e l o p m e n t  in the State.

4. D u p l i c a t i o n  and p r e m a t u r i t y .  S i n c e  a c c e s s  is open, the 

c o m p e t i t i v e  edg e  in e x p l o r a t i o n  c o m e s  o n l y  in p a r t  f r o m  d o i n g  the job 

b e t t e r .  In large par t  it c o m es  f r o m  d o i n g  it soon er .  The r e s u l t  i3 

" s o o n e r i s m , "  s o m e w h a t  akin to b e h a v i o r  in the O k l a h o m a  land r u s h  w h e n  the 

race w e n t  to the swift. In a d d i t i o n,  t h e re  is a c e r t a i n  a m o u n t  of c o s t l y  

d u p l i c a t i o n ,  s ome of w h i c h  m a y  be j u s t i f i e d  and s ome of w h i c h  has b e e n  

p r e v e n t e d  b y  c o o p e r a t i v e  l i n e - s h o o t i n g ,  b u t  n o t  all of w h i c h  has b e e n  or 

c o u l d  be e l i m i n a t e d .

E ven w h e r e  the lines are sh o t  jointly, c o s t l y  i n t e r p r e t a­

tions are d u p l i c a t e d  m a n y  times w i t h o u t  t here b e i n g  a n y  o c c a s i o n  to a s k  

if the f i r s t  e x p l o r a t o r y  w e l l  m i g h t  not be a c h e a p e r  a l t e r n a t i v e .  By the
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time m a n y  f i r m s  a r e  i n t e r e s t e d  in d u p l i c a t i n g  the sam e  i n t e r p r e t a t i o n  it 

is m o s t  l i k e l y  t hat the e x i s t e n c e  o f  a s t r u c t u r e  is w e l l  k n o w n  a n d  the 

p u r p o s e  o f  i n c u r r i n g  this e x p e n s e  is p r i m a r i l y  a c q u i s i t i v e  and r e d i s­

tr i b u t i v e  r a t h e r  t h a n  p r o d u c t i v e :  t h a t  is, it is a m a t t e r  of j o c k e y i n g

for c o m p e t i t i v e  a d v a n t a g e  o v e r  o t h e r  f i r ms  w i s h i n g  to a c q u i r e  the same 

r e s o u r c e  r a t h e r  than a m a t t e r  o f  i n c r e a s i n g  the r e s o u r c e .

5. Eac h  firm's i n f o r m a t i o n  is h e l d  t i g h t l y  secret. S e c r e c y  is 

a l m o s t  a lw a y s  c o u n t e r p r o d u c t i v e  an d  e x p e n s i v e  to m a i n t a i n .  S e c r e c y  

p r e v e n t s  a n y  p o s i t i v e  s p i l l o v e r  v a l u e  f r o m  i n f o r m a t i o n  in a d v a n c e  of 

d i s c l o s u r e .  State p l a n n in g  a g e n c i e s  c a n n o t  u s e  it and  e n v i r o n m e n t a l i s t s  

c a n n o t  u s e  it. Peg T i l e s to n ,  s p o k e s p e r s o n  for A l a s k a  C e n t e r  for the 

E n v i r o n m e n t ,  a d v i s e s  me t hat i n d u s t r y  s e c r e c y  a b o u t  fu t ur e  p lans for 

a c t i v i t i e s  w i t h  large e n v i r o n m e n t a l  i m p a c t s r a n k s  at the top of e n v i r o n­

me n t a l i s t s '  c o n c e r n s  and that full d i s c l o s u r e  w o u l d  go far towards 

a b a t i n g  m a n y  of t h e se  c o n c e r n s .  T i n a  S t o n o r o v ,  E x e c u t i v e  Secr et a r y ,  

A l a s k a  C o n s e r v a t i o n  Society, w r i t e s  " T h o r o u g h  p u b l i c  d i s c u s s i o n  of lease 

p r o p o s a l s  . . . s h o u l d  p r e c e d e  e v e r y  s u c h  d e c i s i o n .  . . .  If a n  a r e a  is 

so p o o r l y  k n o w n  that . . . g u i d e l i n e s  c a n ' t  b e  w r i t t e n ,  lease sales are 

o b v i o u s l y  p r e m a t u r e "  (Stonorov, 1976). T h e s e  c o n c e r n s  are m u c h  a g g r a­

vat e d  by  the fact that o v e r n o m i n a t i o u  is r o u t i n e  on the part of m a n y  

firms s e e k i n g  to h i d e  their real in te n t i o n s .

6. The s y s t e m  is v e r t i c a l l y  i n t e g r a t e d . The firms that 

e x p l o r e  and n o m i n a t e  a t ract e a r l y  h a v e  e v e r y  a d v a n t a g e  in b i d d i n g  for it 

at the time, m o r e  or less of their c h o o s i n g ,  w h e n  t h e y  n o m i n a t e  it and 

p u s h  for it to be a u c t i o n e d .  T h er e  are, to be sure some firms w h i c h
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s p e c i a l i z e  in p r e l e a s i n g  e x p l o r a t i o n  a n d  a c q u i s i t i o n  and the n  tr y  to sel l  

t h e i r  a c q u i s i t i o n s  to p r o d u c t i o n  a n d  m a r k e t i n g  fi r m s .  Suc h  s ales are, 

howev e r ,  s u b j e c t  to t a x a t i o n  at t hat time, w h i c h  the v e r t i c a l l y  

i n t e g r a t e d  f i r m  is spared.

ones. Th i s  s y s t e m  d r a w s  m o s t  e x p l o r a t o r y  e f f o r t  int o  the s e a r c h  fo r  bi g  

ones w h e r e  it is least n e e d e d  and a w a y  f r o m  the s m a l l e r  ones. An 

e l e p h a n t  in the b u s h  looks m u c h  b e t t e r  t h a n  s e v e r a l  b i r d s  in the hand. 

T h i s  r e i n f o r c e s  the p r o p e n s i t y  t ow a r d s  d e c e n t r a l i z a t i o n .

g e n e r a l l y  i nc r e a s e  the v a l u e  o f  S t a t e  lands. It m a y  r e d u c e  the v a l u e  if 

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

p o t e n t i a l  b u y e r s  b u t  no t  to the S t a t e  a n d  the S tate n e e d  not feel 

o b l i g a t e d  to pa y  for it.

k n o w i n g l y  s e l l  b a d  a c r e a g e  for h ^ g h  p r i c e s  as in 1969. It should, I 

b e l i e v e ,  be c o n s i d e r e d  b e n e a t h  the d i g n i t y  of a s o v e r e i g n  state, e q u i p p e d  

w i t h  the p o w e r s  and i mmunities of s o v e r e i g n t y ,  to w i t h h o l d  i n f o r m a t i o n  

t hat w o u l d  p r e v e n t  a b u s i n e s s m a n  f r o m  d a m a g i n g  h i m s e l f  b y  b i d d i n g  h i g h  

for d e f e c t i v e  rea l  estate. T h e  s o v e r e i g n  s h o u l d  be a b o v e  this game, not 

par t of  it.

10. in d ep e n d e n t  e x p l o r a t o r y  firms w h i c h  a c q u i r e  leases for sale 

to m a j o r s  m a y  be e x p l o i t e d  by the l a t t e r ' s  s u p e r i o r  b a r g a i n i n g  power.

B e c a u se  o f  these s e v e r a l  c r i t i c i s m s ,  a l t e r n a t i v e s  hav e  b e e n  

s u g g e s t e d  w h i c h  w e  n o w  c o n s i d e r :

7. L a r g e r  d e p o s i t s  are g e n e r a l l y  e a s i e r  to f i n d  t h a n  s m a l l e r

8. P r e l e a s i n g  e x p l o r a t i o n  d o e s  not n e c e s s a r i l y  or e v e n

9. State o f f i c i a l s ,  to r e c o u p  losses, m a y  tu r n  a r o u n d  and
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T h e  St a t e  m a y  e m p l o y  f i r m s  s p e c i a l i z i n g  in e x p l o r a t i o n  to 

p e r f o r m  g e o l o g i c a l  a n d  g e o p h y s i c a l  i n v e s t i g a t i o n s  on the u n d e r s t a n d i n g  

' that the r e s u l t s  w o u l d  b e  m a d e  p u b l i c .  C o n t r a c t s  m i g h t  be  d r a w n  in a

v a r i e t y  of w a y s  w i t h  or w i t h o u t  s u b s t a n t i a l  b o n u s  in c e n ti v e s ,  b a s e d  o n  

r e s u l t s  of i n v e s t i g a t i o n s .  P r o f e s s o r  R o o n e y  s u g g e s t s  one m e t h o d  

( A p p e n d i x  G ) . The S t a t e  w o u l d  als o  d o  its b e s t  to s e c u r e  g r e a t e r  c o o p e r­

at i o n  f r o m  the U.S. G e o l o g i c a l  Surve y ,  N O AA ,  a nd  the D e p a r t m e n t  of 

I n t e r i o r  in o r d e r  to us e i n f o r m a t i o n  d e r i v e d  f r o m  f e d er a l  lands to l earn 

m o r e  a b o u t  a d j a c e n t  S t a t e  lands. C o o p e r a t i o n  w i t h  n a t i v e  c o r p o r a t i o n s  

w o u l d  a l s o  be d e s i r a b l e .  Th e  a d v a n t a g e s  w o u l d  be the f o l l o w i n g :

1. P r e l e a s i n g  i n v e s t i g a t i o n s  w o u l d  be u n i t i z e d ,  o b v i a t i n g  the 

co s t  of d u p l i c a t i o n .  T h e  S t a t e  w o u l d  r e c o u p  its i n v e s t m e n t  in the f o r m  

of h i g h e r  b i d s  and it s h o l d  r e c o u p  m o r e  tha n  its i n v e s t m e n t  b e c a u s e  the 

b i d d i n g  firms n e e d  n o t  c o v e r  the o v e r h e a d  of their d u p l i c a t i v e  p r e l e a s i n g  

in v e s t m e n t s .  E n t r y  w o u l d  b e  o p e n  to m a n y  m o r e  b i d ders, r e s u l t i n g  in 

k e e n e r  c o m p e t i t i o n  as w e l l .

O n c e  i n f o r m a t i o n  has b e e n  g a t h e r e d  it c o s t s little to 

d i s s e m i n a t e  it. It is a "pub l i c  g o o d "  (a g ood w h i c h ,  once c r e a t e d ,  m a y  

be p r o v i d e d  to any n u m b e r  o f  p e o p l e  at li tt l e  e x t r a  co s t ) .  It p r o b a b l y  

c o s t s  less to p u b l i s h  d a t a  than to ke e p  it secret. Some a n a l o g o u s  c a s e s 

w h e r e  g o v e r n m e n t  p u b l i c i z e s  v a l u a b l e  i n f o r m a t i o n  are: w e a t h e r  r e po r t i n g ,

e a r t h q u a k e  f a u l t - m a p p i n g  and p r e d i c t i o n ;  n a v i g a t i o n  aids; r o a d  m aps; 

p u b l i c  land sjrv e y ;  the T o r r e n s  s y s t e m  of land title r e g i s t r a t i o n  u s e d  in 

C a n a d a  and A u s t r a l i a ;  f a r m  m a r k e t  r e p o r t s ;  f arm e x t e n s i o n  s e r v i c e s ;  p u b l i c  

h e a l t h  i n f o r m a t i o n ;  and p u b l i c  e d u c a t i o n .

b. E xploration b y  contract
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2. T h e  S t a te  m a y  c o n t r o l  t i m i n g  of l ease s a l e s  b e t t e r ,  r e d u c i n g  

i n d u s t r y  i n i t i a t i v e s  w i t h  d e m a n d s  for p r e m a t u r e  n o m i n a t i o n .  In o r d e r  to 

time l ease s ales in an  e c o n o m i c  way ,  S t at e  o f f i c i a l s  n e e d  h a v e  s o m e  b a s i s  

for p r e d i c t i n g  e x p e c t e d  sal e  p r o c e e d s  and this p r o c e d u r e  s u p p l i e s  t h e m  

s ome o f  tha t i n f o r m a t i o n .  T h e  S t a t e a t  the tim e  of sale c a n  s e t  its o w n  

r e s e r v a t i o n  p r i c e  as w e l l .

3. C o n t r a c t i n g  e x p l o r e r s  w o u l d  c o m e  f r o m  the sa m e  g e o - d a t a  

i n d u s t r y  t h a t  p r e s e n t l y  e x i s t s  in f irms n o w  d o i n g  c o n t r a c t  w o r k  for the 

i n d u s t r y .

4. T h e  S t a t e ' s  e x p l o r a t o r y  f u n c t i o n  w o u l d  no t  b e  p r e c l u s i v e .

A n y  f i r m  tha t  c a n  d o  the job b e t t e r  s t i l l  has the o p t i o n  of d o i n g  so.

Thus, w h i l e  it m a y  b e  true t hat the P o s t a l  S e r v i c e  is u n e n t e r p r i s i n g ,  

this c r i t i c i s m  s h o u l d  be d i r e c t e d  a g a i n s t  the P o s t  O f f i c e  and n o t  a g a i n s t  

the p r e s e n t  p r o p o s a l ,  w h i c h  do e s  n o t  c o n t a i n  a n y  p r o h i b i t i o n  on 

c o m p e t i t i o n .

5. T h e r e  is no b u i l t - i n  p r o p e n s i t y  t o w a r d s  u n d e r p r i c i n g  or 

o v e r p r i c i n g  leases, as w i t h  the p r e s e n t  syst e m .  A l l  p a r t i e s  o n  the 

b u y i n g  and s e l l i n g  sides h a v e  a v a i l a b l e  a l l  the i n f o r m a t i o n  that there

i s .

6. A  s u b s t a n t i a l  b a r r i e r  to e n t r y  w o u l d  be e l i m i n a t e d .  M a n y  

m o r e  firms c o u l d  bid on a n y  g i v e n  lease. Th e  S t a t e  it s e l f  w o u l d  a lso 

b e c o m e  an e f f e c t i v e  lrb i d d e r "  in the s e n se  that it c o u l d  set an a f f e c t i v e  

r e s e r v a t i o n  price. L e a n e r  firms h a v e  a g r e a t e r  n e e d  for f o r e k n o w l e d g e  

and a lesser a b i l i t y  to f i n a nc e  it.
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7. Th e  S t a t e  w o u l d  a s s u m e  th e  r i s k i e s t  e l e m e n t  in the 

p e t r o l e u m  b u s i n e s s ,  a r i s k  it is a b l e  to b e a r  b e c a u s e  o f  its d i v e r s i f i­

cat i o n ,  and a r i s k  w h i c h  it s h o u l d  b e a r  b e c a u s e  the r i s k  is i n h e r e n t  in 

the l and w h i c h  the S t a t e  o w n s .

8. C o n t r a c t i n g  e x p l o r a t o r y  fi r m s  w i l l  b e  m o t i v a t e d  b y  a d e s i r e  

to e n h a n c e  t h e i r  r e p u t a t i o n s  and g e t  f u t u r e  c o n t r a c t s .  In a d d i t i o n ,  

v a r i o u s  b o n u s  a n d  i n c e n t i v e  s y s t e m s  m a y  be a d o p t e d  w h i c h  r e w a r d  t h e m  w i t h  

p e r c e n t a g e s  of w h a t  t h e y  find.

9. T h e  p r o b l e m  of s e c r e c y  is d i s p e l l e d .  P l a n n e r s  a n d  e n v i r o n­

m e n t a l i s t s  c a n  k n o w  as m u c h  as a n y o n e  a bo u t  w h a t  is p l a n n e d  and w h a t  is 

g o i n g  on.

On the m i n u s  side, h e r e  ar e  some w e a k  p o i n t s :

1. F i r m s  in the g e o - d a t a  i n d u s t r y  are n o t  us e d  to a l l o w i n g

d i s c l o s u r e .

2. I n c e n t i v e s  are less a c u t e  tha n w h e n  the f i r m  is g a m b l i n g  

its o w n  m o n e y .  In the e x t re m e ,  w e  m i g h t  v i s u a l i z e  a g r o u p  of l o n g - h a i r e d  

g e o l o g y  p r o f e s s o r s  ou t  p r a c t i c i n g  a r t  for a r t ' s  sake, m i n d l e s s  of an y  

p a y o f f .

W e  m i g h t  a l l e v i a t e  this p r o b l e m  b y  s p e l l i n g  o u t o b j e c t i v e s  

c l e a r l y ,  k e e p i n g  c o n t r a c t s  short, and s h i f t i n g  a w a y  f r o m  p o o r  p e r f o r m e r s .  

We c o u l d  g i v e  p e r f o r m a n c e ' b o n u s e s  b a s e d  o n  f i n d i n g s ,  e v e n  t h o u g h  we k n o w  

this is a f u n c t i o n  of w h a t  there is to find as w e l l  as the s k i l l  of the 

find e r .  At least w e  w o u l d  not be g i v i n g  it a l l  a w a y  in o rd e r  to get it 

f o u n d .
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W e  c o u l d  a l l o w  two o r  m o r e  c o n t r a c t i n g  f i rm s  to e x p l o r e  the 

same grou n d,  p r o v i d e d  w e  h a d  some r a t n n a l  r e a s o n  b a s e d  on evidence, to 

t h i n k  that m i g h t  b e  w o r t h  th e  e x t r a  c o s t  (as o p p o s e d  to the p r e s e n t  

s y s t e m  of l e t t i n g  al l  c o m e r s  in r e g a r d l e s s  o f  a n y  e v i d e n c e  o f  p r o d u c­

tivity) an d  the d o o r  is a l w a y s  o p e n  to o t h e r s  if the g o v e r n m e n t  is 

b o t c h i n g  the w o r k .  E x p e r i e n c e  w o u l d  s o o n  s h o w  if o f f i c i a l s  w e r e  c a p a b l e  

of b e i n g  p r o d u c t i v e .  C o m p e t i t i o n  a n d  e x p o s u r e  w o u l d  sti r  t h e m  up, too —  

p r i d e  of p e r f o r m a n c e  i3 an i m p o r t a n t  e l e m e n t  in c o m p e t i t i o n ,  r e g a r d l e s s  

of r e m u n e r a t i o n .  M o s t  w o r k e r s  in c o m p e t i t i v e  i n d u s t r y  a lso w o r k  o n  f ixed 

s a l a r i e s .

A  v a r i a t i o n  o f  the c o n t r a c t  s y s t e m  is the A l b e r t a  p r a c t i c e.

T h e  p r o v i n c e  c o n t r a c t s  w i t h  p r i v a t e  firms to put up 30 p e r c e n t  of their 

c osts in r e t u r n  for w h i c h  it gets their i n f o r m a t i o n  p.fter a lapse of one 

year. The P r o v i n c e  can, b u t  n o r m a l l y  d o e s  not, p u b l i s h  the i n f o r m a t i o n  

b e f o r e  a s a l e  of the Land in q u e s t i o n .  C a n a d i a n s  ar e  g reat c o m p r o m i s e r s  

and this s y s t e m  a p p e a r s  to c o m p r o m i s e  b e t w e e n  two or t h r e e  d i f f e r e n t  

p r i n c i p l e s .  Th e  r e su l t s ,  w e  m a y  s u r m i se ,  w i l l  be e q u a l l y  mi x ed .

A n o t h e r  v a r i a t i o n  is the i n c e n t i v e - b o n u s  c o n t r a c t .  Inst e a d  of 

p a y i n g  the e x p l o r i n g  f irm a f i x e d  fee or a c o s t - p l u s  fee, w e  m a y  r e w a r d  

it w i t h  a p e r c e n t a g e  (or o t h e r  fu nction) of the v a l u e  o f  its f i n dings. 

This is s i m i l a r  to the c o n t r a c t  s y s t e m  e x c e p t  w i t h  g r e a t e r  p e r f o r m a n c e  

b o n u s e s  b u i l t  into the c o n t r a c t ,  and l e s s e r  c o s t - p l u s  p a y m e n t s .

E i t h e r  m e t h o d  h a s  the a d v a n t a g e  that the S t a t e  u r e a k s  into a 

j oint in the v e r t i c a l l y  i n t e g r a t e d  i n d u s t r y  and c r e a t e s  a m a r k e t  at that 

joint. In this c a s e  it is a m a r k e t  for the " p r o d u c t s” of e x p l o r a t i o n
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firms. It gets the job d o n e  c h e a p e r  and w i t h o u t  g i v i n g  a w a y  its r i g h t  to 

d i s p o s e  of the r e s o u r c e  o n c e  its o u t l i n e s  ha v e  b e e n  d i s c o v e r e d .

I n c e n t i v e - b o n u s  has t h e  a d v a n t a g e  of k e y i n g  n o t i v a t i o n  m o r e  to 

r e s u l t s .  It has the d i s a d v a n t a g e  that the v a l u e  a d d e d  b y  e x p l o r a t i o n  

d e p e n d s  o n  luck. N o  m a t t e r  h o w  s k i l l f u l l y  y o u  s e a r c h  and h o w  h a r d  y o u  

w o r k  y o u  c a n n o t  find w h a t  i sn ' t  there; w h i l e  a f o o l  r.tay s t u m b l e  on an 

e l e p h a n t  in the dark. A  g o o d  job o f  e x p l o r i n g  b a r r e n  land w i l l  re du c e  

its v a l u e  b y  c o n f i r m i n g  its b a r r e n n e s s .  It is h a r d  to f i n d  a s y s t e m  for 

r e w a r d i n g  the e f f o r t  of e x p l o r a t i o n  o n  s m a l l  tr a c t s  on an i n c e n t i v e  

b a s i s .

T h e r e  is a f e d e r a l  tax p r o bl e m ,  too. C a s h  r e w a r d s  p a i d  out 

b e c o m e  o r d i n a r y  t a x a b l e  income in c o n t r a s t  to c a p i t a l  gains, o n l y  50 

p e r c e n t  of w h i c h  w o u l d  be taxable, and in e v e n  g r e a t e r  c o n t r a s t  to 

u n r e a l i z e d  c a p i t a l  gains e n j o y e d  b y  v e r t i c a l l y  i n t e g r a t e d  c o r p o r a t i o n s  

w h i c h  are n o t  t a x a b l e  at all. T h e  w e i g h t  o f  b ias in the f e d e r a l  tax 

s y s t e m  w o u l d  w o r k  a g a i n s t  this p r o p o s a l .  S i m p l e  c o n t r a c t  e x p l o r a t i o n  

d o e s n ' t  s ha r e  this f ault in the s a m e  degr e e,  s i n c e  the c a p i t a l  g a i n s 

w o u l d  be r e a l i z e d  by the S t at e  w h i c h  is no t  taxable. W h i l e  w e  s ho u l d  in 

g e n e r a l  be c h a r y  of e x p l o i t i n g  the S t a t e ' s  n o n t a x a b i l i t y ,  in this c a s e  it 

s eems j u s t i f i e d  in or d e r  to o f f s e t  the s p e c i a l  tax p r i v i l e g e  a c c o r d e d  to 

p r i v a t e  fi r m s  w h i c h  are v e r t i c a l l y  i n t e g r a t e d .

A n o t h e r  a p p r o a c h  w h i c h  b e c o m e s  f e a s i b l e  in the e v e n t  that we 

a n n o u n c e  o u r  i n t e n t i o n  to r e c a p t u r e  the Lion's s h a r e of any f i n d i n g s  (by 

a n y  of the v a r i o u s  m e t h o d s  d e s c r i b e d  in e a r l i e r  s e c t i o n s )  is to a b a n d o n  

the d i s t i n c t i o n  b e t w e e n  p r e l e a s i n g  and p c s t l e a s i n g  e x p l o r a t i o n .  We c o u l d
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d i v i d e  S tate lands int o  l a r ge  tr a c t s  and l e as e  t h e m  as w i l d c a t  a c r e a g e .

In o r c e r  to be sure tha t  l e s s e e s  w e r e  h i g h l y  m o t i v a t e d  w e  w o u l d  s u b j e c t  

th e m  to a d e l a y  r e n t a l  w h i c h  r o s e  a n n u a l l y  at an i n c r e a s i n g  ra t e  o r  a 

c o n s t a n t  p e r c e n t a g e  rate of a b o u t  10 p e r c e n t  per y e a r .  This w o u l d  a s s u r e  

that no one took o ut  a n y  s u c h  lease w i t h o u t  e x p l o r i n g  d i l i g e n t l y .

I nstead o f  the d e l a y  r e n t a l  w e  m i g h t  u s e  the s h r i n k i n g  c o n c e s­

si o n  as Iran does. Iran p r o g r e s s i v e l y  t akes b a c k  a p e r c e n t a g e  o f  c o n c e s­

sio n  a c r e a g e  a f t e r  five, ten, and f i n a l l y,  t w e l v e  y e a r s ,  c h a r g i n g  $ 3 . 0 0  

pe r  acr e y e a r  in the m e a n t i m e .

A n o t h e r  v a r i a t i o n  on this p l a n  w o u l d  b e  m o d e l e d  on the 

p r o p o s a l  f r e q u e n t l y  m a d e  a n d  s o m e t i m e s  i m p l e m e n t e d  to b a s e  p r o p e r t y  tax 

a s s e s s m e n t s  on s e l f - a s s e s s m e n t  b y  the l a nd o w n e r .  In this c a s e  the l e a s e­

holder w o u l d  set his ow n  d e l a y  r e nt a L ,  w h i c h  w o u l d  be c o n s i d e r e d  an 

A d  v a l o r e m  C h a r g e  at a s p e c i f i e d  p e r c e n t a g e  of a b a s e  v a l u e .  T o  p r e v e n t  

his s e t t i n g  a low b a s e  va l u e , the lease w o u l d  c o n t a i n  a r e s e r v a t i o n  

s t i p u l a t i n g  that the S t a t e  m i g h t  r e p o s s e s s  it for ine b a s e  v a l u e  d e c l a r e d  

b y  the lessee. A n o t h e r  r e s e r v a t i o n  w o u l d  o p e n  the a r e a  ro e x p l o r a t i o n  b y  

o t h e r s  w h o  m i g h t  a c q u i r e  the lease f r o m  the s i t t i n g  l e a s e h o l d e r  b y  p a y i n g  

h i m  his d e c l a r e d  v a l u e  p lus L5 p e r c en t .  Th e  idea is to a l l o w  a r e a s o n­

ab l e  s e c u r i t y  to the l e a s e h o l d e r  b u t  to k e e p  e v e r y o n e  o n  his toes a n d  

a v o i d  e x p l o i t i n g  the S t a t e  b y  u n d e r p a y m e n t .

T h e r e  is little d o u b t  tha t su c h  a s y s t e m  c o u l d  be m a d e  to 

w o r k , e v e n  though it is n o v e l  and w o u l d  r e q u i r e  m u c h  e x p l a n a t i o n  and 

d i s c u s s i o n .  A m o n g its p r o m i n e n t  a d v o c a t e s  are P r o f e s s o r  A r n o l d  

Harbe r g e r ,  U n i v e r s i t y  of C h ic a g o ,  and P r o f e s s o r  D a n i e l  Ho l land, e d i t o r  of
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t he N a t i o n a l  T a x  J o u r n a 1 . A t  this p o i n t  w e  m e r e l y  p o s e  this as a 

b e g u i l i n g  a l t e r n a t i v e  w i t h o u t  l e n g t h y  d i s c u s s i o n .

d. P o s t l e a s i n g  i n c e n t i v e s

A l l  s y s t e m s  that take a b i t e  o f  m i n e r a l  r e n t s  b a s e d  on §£ p o s t

d i s c l o s u r e s  h a v e  some t e n d e n c y  to d i s c o u r a g e  t n s t l e a s i n g  e x p l o r a t i o n ,

p r i m a r i l y  e x p l o r a t o r y  d r i l l i n g .  T his is n o  p r o b l e m  w i t h  the b o n u s  s y s t e m

or w i t h  d e l a y  r en t a l s .  A  h i g h  r o y a l t y  r a t e  s till le a v e s  a n  i n c e n t i v e  to
*

e x p l o r e  for large, r i c h  d e p o s i t s  w h i c h  s t i l l  w i l l  y i e l d  a s u r p l u s  b u t  

b i a s e s  e x p l o r a t i o n  a w a y  f r o m  p o s s u m s  in favor of e l e p h a n t s .  P r o f i t -  

s h a r i n g  and r e n t - s h a r i n g  s c h e m e s  a l l o w  the d e d u c t i o n  of e x p l o r a t o r y  

o u t l a y s ,  s o l v i n g  the p r o b l e m  b u t  c r e a t i n g  a n o t h e r  p r o b l e m  of  p a dd i n g .

The Ad Va l o r e m  C h a r g e ,  in m o s t  w a y s  ideal, m a y  l eave i n a d e­

qu a t e  inc e n t i v e  for e x p l o r a t o r y  d r i l l i n g .  W e  can n o w  see s e v e r a l  

s o l u t i o n s  to this p ro b l e m .  On e  is to a l l o w  a d e d u c t i o n  for d r i l l i n g  

costs, g u a r d i n g  as bes t  w e  c a n  a g a i n s t  p a d d i n g  of c o s t s .  S e c o n d  is the 

u s e  of h i g h  an d  r i s i n g  d e l a y  r e n t a l s .  The level of such r e n t a l s  m i g h t  be 

the bid v a r i a b l e .  Thi s  has the a d v a n t a g e  o v e r  the first m e t h o d  of 

r a i s i n g  m o n e y  inst e a d  of g i v i n g  it away. T h i r d  is a t ime l imit on 

leases. F o u r t h  m i g h t  be a r e s e r v a t i o n  b y  the State, in its c a p a c i t y  as 

a ss e s s o r , of the r i g ht  to e n t e r  the l e a s e h o ld  to i n v e s t i g a t e  s e c t i o n s  n o t  

b e i n g  a c t i v e l y  pro d u ce d .  It c o u l d  als o  r e s t r v e  a r ig h t  to r e p o s s e s s  t h e m  

for the p u r p o s e  of r e s a l e  to others.
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.12. Sale of f i x e d  v o l u m e

Th e  State m i g h t  c o n t r a c t  w i t h  l e s s e e s  to s e l l  t h e m  a s p e c i f i e d

v o l u m e  of oil, s u b j e c t  to the l e s s e e ' s  f i n d i n g  it at the l e s s e e ' s

e x p e n s e .  A f t e r  the le s s e e  had w i t h d r a w n  the s p e c i f i e d  q u a n t i t y ,  the

l ease w o u l d  t e r m i n a t e  and p o s s e s s i o n  r e v e r t  to the S t a t e  fo r  f u t u r e

resale, a l o n g  w i t h  c a p i t a l  i n v e s t e d  b y  the lessee. A l l  i n f o r m a t i o n

g e n e r a t e d  b y  the l es s e e  w o u l d  b e l o n g  to the State.

«

The p u r p o s e  is to get the S t a t e ' s  land e x p l o r e d  at a r e a s o n­

abl e  co s t  w i t h o u t  h a v i n g  to g i v e  a w a y  or s e l l  b e l o w  v a l u e  t ho s e  f e w

e x t r a o r d i n a r i l y  v a l u a b l e  d e p o s i t s .

The e f f e c t  of the p r o p o s a l  w o u l d  be s i m i l a r  to p a y i n g  

e x p l o r e r s  a fixed f i n d e r ' s  fee for a n y  c o m m e r c i a l  d e p o s i t ,  r e g a r d l e s s  of

its size. It has the a d v a n t a g e  that t h e r e  n e e d  be n o  d i s p u t e  o v e r

w h e t h e r  a d e p o s i t  is " c o m m e r c i a l "  or not. Th e  le s s e e  w o u l d  s e a r c h  u n t i l

he f ound one that he h i m s e l f  c o n s i d e r e d  c o m m e r c i a l .

T h e  p r o p o s a l  s eems p o t e n t i a l l y  w o r k a b l e .  It is, h o w e v e r ,  

n o v e l  and u n t r i e d  and, i n s o f a r  as we a r e  aware, u n d i s c u s s e d .  It c o n t a i n s  

s e v e r a l  p o s s i b l e  p i t f a l l s  to g u a r d  a g a i ns t ,  a l l  of w h i c h  w o u l d  r e q u i r e  

f u r t h e r  ana l y s i s .  W e  o m i t  f u r t h e r  d i s c u s s i o n  here, l e a v i n g  this for 

f u t u r e  s t u d y  if there is interest.

13. S tate I n t e r v e n t i o n

The S tate c a n n o t  a c h i e v e  its g o a l  o f  b u s i n e s s - l i k e  m a n a g e m e n t  

w i t h o u t  k n o w i n g  a g r e a t  d e a l  a b o u t  the n u t s  a n d  b o l t s  of the i n d u s t r y  

w i t h  w h i c h  it is d e a l i n g .
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O n  the p r i c e  side, a l m o s t  a l l  l e a s i n g  s c h e m e s  p r e s u p p o s e  

a c c u r a t e  k n o w l e d g e  a b o u t  price. I n t e r n a l  t r a n s f e r  pr i c e s  of v e r t i c a l l y  

i n t e g r a t e d  c o r p o r a t i o n s  c a n  r a r e l y  b e  t a k e n  at f a c e  v a l u e .  In a d d i t i o n  

to the o b v i o u s  k i n d s  of f i d d l i n g  w h i c h  are p o s s i b l e  and f r e q u e n t l y  

d i s c u s s e d ,  the) is the q u e s t i o n  o f  v o l u m e  d i s c o u n t s .  T h e r e  m a y  b e  a 

s p o t  m a r k e t  for p e t r o l e u m  at a c o n s i d e r a b l y  h i g h e r  l e v e l  t h a n  t h e  p r i c e  

for f i r m  w h o l e s a l e  s u p p l i e s .  T h e r e  m a y  be i n d e p e n d e n t  r e f i n e r i e s  tha t 

w o u l d  p a y  a h i g h e r  p r i c e  t h a n  the m a j o r  firms' i n t e r n a l  t r a n s f e r  pr i c e .  

What, then, s h a l l  w e  c o n s i d e r  the p r e v a i l i n g  p r i c e ?

In a p e r f e c t l y  c o m p e t i t i v e  i n d u s t r y  w e  w o u l d  f i n d  a c e n t r a l  

m a r k e t  s o m e w h e r e  in w h i c h  w e  c o u l d  h a v e  s o m e  c o n f i d e n c e .  In a n  i n d u s t r y  

d o m i n a t e d  b y  v e r t i c a l l y  i n t e g r a t e d  firms, w h e r e  o i l  is f r e q u e n t l y  s w a p p e d  

for oi l  r a t h e r  than for mo n e y , w h e r e  c e r t a i n  m a r k e t s  ar e  d o m i n a t e d  b y  a 

s m a l l n u m b e r  of r e f i n e r i e s  a n d  m a r k e t i n g  n e t w o r k s ,  t hese q u e s t i o n s  a s s u m e  

g r e a t  i m p o r tance. The q u e s t i o n  of m a r k e t i n g  is b e y o n d  our sc o p e ,  b u t  it 

seems o b v i o u s  that the State w o u l d  b e n e f i t  b y  m o v i n g  a g g r e s s i v e l y  and 

d e f i n i t i v e l y  in this a r e a  to p r e c l u d e  its b e i n g  e x p l o i t e d  b y  u n d e r -  

pricing. ^ v e r y  p r o d u c t i v e  us e  o f  r o y a l t y  o i l  m i g h t  be to s u p p l y  a s t a t e  

m a r k e t i n g  a g e n c y  to "test the w a t e r s "  and find o u t  w h a t  p r i c e  m i g h t  be 

fetched b y  i n d e p e n d e n t  o i l  o f f e r e d  o u t s i d e  of r e g u l a r  m a r k e t i n g  c h a n n e l s .

The p o s s i b i l i t y  s h o u l d  no t  be o v e r l o o k e d ,  p a r t i c u l a r l y  w i t h  

n a t u r a l  gas, of d e a l i n g  d i r e c t l y  w i t h  g o v e r n m e n t s  of  the c o n s u m i n g  

states. T h e s e  g o v e r n m e n t s ,  a f t e r  all, r e g u l a t e  the d i s t r i b u t i o n  of gas 

w i t h i n  their b o u n d a r i e s .  C a l i f o r n i a  has t a k e n  some h a l t i n g  s te p s  in the 

d i r e c t i o n  of look i n g  into s e c u r i n g  its o w n  s u p p l i e s  of gas r e s e r v e s .
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H e r e , h o w e v e r ,  a r i s e s  a n o t h e r  haza r d .  C o n s u m i n g  s ta t e s  w o u l d  

like n o t h i n g  b e t t e r  th a n  to c a p t u r e  oi l  a n d  gas r e s e r v e s  in A l a s ka ,  

s u b j e c t  to m a n d a t o r y  d e l i v e r y  at r e g u l a t e d  low pric e s .  A  p a r a m o u n t  

c o n s i d e r a t i o n  in l e a s i n g  p o l i c y  s h o u l d  a l w a y s  be to b l u n t  the i m pa c t  of 

r e g u l a t i o n  b y  the F P C  a n d  the FEA, a g e n c i e s  w h o s e  p o l i c i e s  s e e m  c a l c u­

lated to e f f e c t  a l a r g e t r a n s f e r  o f  w e a l t h  f r o m  p r o d u c e r s  to c o n s u m e r s .  

T h e r e  n e e d  be no s e n s e  of g u i l t  a b o u t  this. C a l i f o r n i a  has no m o r e  c l a i m  

o n  the r e s o u r c e s  of A l a s k a  t h a n  A l a s k a  has o n  the r e s o u r c e s  of C a l i­

fornia; a n d  if C a l i f o r n i a  d i d  h a v e  s u c h  a cl a i m ,  u n d e r p r i c i n g  gas and oil 

w o u l d  be a m o s t  i n e f f i c i e n t  w a y  to a s s e r t  it. W e  are no t  s u g g e s t i n g  that 

A l a s k a  e x p l o i t  c o n s u m e r s  in a m o n o p o l i s t i c  way; w e  are, r a t he r ,  

s u g g e s t i n g  that A l a s k a  a v o i d  b e i n g  e x p l o i t e d  b y  c o n s u m e r s  in a m o n o p s o -  

n i s t i c  w a y  b y  c o n s u m e r s  w i t h  the c l u b  of f e d e r a l  p o w e r  at t h e i r co m m a n d .

D e a l i n g  w i t h  v e r t i c a l l y  i n t e g r a t e d  c o n c e r n s  (with d e d i c a t e d  

r e s e r v e s  d e s i g n a t e d  for s p e c i f i c  p l a n t s  and c o n s u m i n g  r e g i o n s )  lends 

i t s e l f  to this k i n d  of e x p l o i t a t i o n .  L o n g - t e r m  leases d e d i c a t e d  to 

c o s t l y  p i p e l i n e s  f i n a n c e d  b y  c o n s u m e r s  m a k e  the S tate v u l n e r a b l e .  The 

s h o r t e r  the t erm o f  the lease, the later it is w r i t t e n ,  and the m o r e  the 

S t a t e  d e p e n d s  on the f ree m a r k e t ,  the s t r o n g e r  is its po s i t i o n .  Al l  

t hese are c o m p l e x  and r a m i f y i n g  q u e s t i o n s  b e y o n d  our p r e s e n t  scope. The 

p r e s e n t  p o i n t  is that the y u r g e n t l y  r e q u i r e  a t t e n t i o n  w h e n  a l e a s i n g  

p o l i c y  is b e i n g  formed.

C l o s e r  to home, a c c e s s  to an y  c o m m o n  c a r r i e r  p i p e l i n e  n e e ds  to 

be a g g r e s s i v e l y  a s s u r e d  b y  e x e r c i s e  o f  the g ood o f f i c e s  o f  the State. 

A t t o r n e y  Joh n  L am o n t  has i n d i c a t e d  that e q u a l  a c c e s s  to c o m m o n  c a r r i e r
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p i p e l i n e s  is far f r o m  a u t o m a t i c  (Lamont, 1974). In o r d e r  to s e l l  

a d d i t i o n a l  N o r t h  s l o p e  l e a s e s  the S t at e  c l e a r l y  m u s t  guarantee, p o t e n t i a l  

b u y e r s  full and e q u a l  a c c e s s  to the p i p e l i n e .  In the e v e n t  t h a t  

p r o d u c i n g  c a p a c i t y  m a y  e x c e e d  t r a n s p o r t i n g  ca p a c i t y ,  the f o r m u l a  fcr 

a l l o c a t i n g  c a p a c i t y  n e e d s  to b e  s p e c i f i e d  in a d v a n c e.  S e c o n d - c l a s s  

t r e a t m e n t  for n o -.*.owners o f  the lin e  w i l l  r e s u l t  in s e c o n d - c l a s s  b i d s  for 

State l e a s e s .

The c h o i c e  of a b i d  v a r i a b l e

T h e r e  s h o u l d  be a b i d  v a r i a b l e .  T h e r e  s h o u l d  b e  an a u c t i o n  at 

some p o i n t  in the l e as i n g  p r o c e s s .  O t h e r w i s e  w e  a r e  b a c k  at a n o n c o m p e t­

itive s y s t e m  w i t h  its p r o p e n s i t y  t ow a r d s  p r e m a t u r i t y  or " s o o n e r i s m . "  W e  

no w  a s k  w h i c h  of the l e a s i n g  e l e m e n t s  m a k e s  the b est b i d  v a r i a b l e .

An a r g u m e n t  for c h o o s i n g  the r o y a l t y  as the v a r i a b l e  is tha t  a 

s l i d i n g  s cale is n e e d e d  to m a k e  hi g h  r o y a l t y  r a t e s  t o l e r a b l y  w o r k a b l e ,  

and one w a y  of m a k i n g  the s c a l e  s l i d e  is to let the b i d d e r s  d e c i d e  w h a t

the r a t e  is to be.

The t ro u b l e  is, v a r i a b l e  r o y a l t i e s  w i l l  s l i d e  o n  e x  ant e

e x p e c t a t i o n s  r a t h e r  than ex p o s t  d i s c l o s u r e s .  If we do op t  for s l i d i n g

r o y a l t i e s ,  it w o u l d  be mor e f e a s i b l e  in m y  o p i n i o n  to b a s e  t h e m  on 

o b j e c t i v e  ex p ost c o n d i t i o n s  such as de e th ,  location, size, p r e s s u r e ,  

b e a r i n g  s t r e n g t h  of s u r f a c e,  l e n g t h  of w o r k i n g  season, a n d  so on.

T h e  same c o n s i d e r a t i o n s ,  pro and con, a p p l y  to p r o f i t  s h a r e

b i d d i n g  in s o m e w h a t  le s s e r  degre e .

W h e n  we get to the r e n t  s hare e l e m e n t  t here is no n e e d  for any

s l i d i n g  scale. S l i d i n g  s c a l e s  are s i m p l y  m e a n s  to m a k e  r o y a l t y  an d
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p r o f i t  s h a r e  syst e m s  m o r e  n e a r l y  a p p r o x i m a t e  r en t  s h a r e  s y s t e m s .  T h e  

idea is to c a p t u r e  as c l o s e  to 100 p e r c e n t  of the r e n t  as the State can. 

T h e r e  is no n e e d  to s e t t l e  f o r  less b e c a u s e  r ent is a s u r p l u s  a b o v e  

n e c e s s a r y  p a y m e n t s  for c o s t s  a nd  i n c e n t i v e s .  It is e x a c t l y  th e v a l u e  

i m p u t a b l e  to the n a t u r a l  r e s o u r c e  w h i c h  the S tate c o n t r i b u t e s  to the 

p r o d u c t i o n  p r o c e s s .

T h e  b o n u s  m a k e s  a l o g i c a l  b i d  v a r i a b l e  b e c a u s e  it is h a r d  to set 

in a n y  o t h e r  w ay. It is no t  a  p e r c e n t a g e  of a n y t h i n g  f i x e d  or kn o wn .  To  

be sure, it c o u l d  b e  set e q u a l  to the S t a t e ' s  a p p r a i s a l ,  b u t  this is 

b a s e d  on i m p e r f e c t  k n o w l e d g e  ex^ a n t e . A n  a d d i t i o n a l  a d v a n t a g e  o f  t h e  

b o n u s  as the b i d  v a r i a b l e  is f a m i l i a r i t y  and cust om .

T h e  p r o b l e m  w i t h  the b o n u s  b i d  v a r i a b l e  is that w h a t e v e r  is 

v a r i a b l e  m a y  tend to i n c r e a se  ove r  time in r e l a t i v e  i m p o r t a n c e  and w e  are 

t r y i n g  to get a w a y  fro m  h e a v y  r e l i a n c e  on b o n u s e s .  We m a y  s o l v e  this 

p r o b l e m  e a s i l y  b y  t y i n g the b o n u s  and the r e n t a l  t o g e t h e r  at a f i x e d  

p e r c e n t a g e ,  w i t h  the r e n t a l  b e i n g  . hig h  p e r c e n t a g e  of  the b o n u s .  If the 

p e r c e n t a g e  w e r e  50 p e r c e n t  the b o n u s  b i d  w o u l d  be c o n v e r t e d  to a r e n t a l  

b i d  w i t h  a d o u b l e  r e n t a l  pai d  in y e a r  1.

An a n n u a l  ren t  has m o s t  of the good q u a l i t i e s  of a b o n u s  w i t n  f-w 

of its f a ilings. W e  w o u l d  r e c o m m e n d ,  t herefore, that the r e n t - t o - b o n u s  

r a t i o  be set q u i t e  high. Indeed, the m a i n  r e a s o n  for r e t a i n i n g  the b o n u s  

e l e m e n t  at al l  is its fa m i l i a r i t y .

If w e  c h o o s e  to let the ad_ v a l o r e m  c h a r g e  (AVC) be a large 

e l e m e n t  in s u b s e q u e n t  lease income, there is a t t r a c t i v e n e s s  in u s i n g  the 

same rat e for b o t h  the c h a r g e  and the r e n t - t o - b o n u s  ratio, let's s ay  25
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T h e n  t he r e  m a y  b e  a s m o o t h  t r a n s i t i o n  f r o m  th e  b o n u s  bi d  as the

v a l u a t i o n  to a n  a s s e s s m e n t  of  r e s e r v e s  as the b a s i s ,  m a i n t a i n i n g

4
25 p e r c e n t  r a t e  o n  e ach.

If w e  c h o o s e  a h i g h  d e l a y  r e n t a l  and a s y s t e m  of p r o d u c t i o n - b a s e d  

p a y m e n t s ,  we c a n  p r o b a b l y  i m p r o v e  o n  the p r e s e n t  c o n c e p t  o f  letting the 

d e l a y  r e n t a l  l apse w h e n  p r o d u c t i o n  is s h o w n  to be c o m m e r c i a l l y  f e a s i b l e .  

T h i s  c o n t a i n s  an a r b i t r a r y  e l e m e n t ,  p e r m i t t i n g  t o k e n  p r o d u c t i o n  or t o ke n  

s h o w s  o f  p r o d u c i b i l i t y  to t e r m i n a t e  the r e n t al .  It m i g h t  be b e t t e r  to 

let the r e n t a l  c o n t i n u e  and  b e  c r e d i t a b l e  a g a i n s t  p r o d u c t i o n  p a y me n t s .  

T his w i l l  pose a n o t h e r  a r b i t r a r y  d e c i s i o n  later o n  w h e n  p r e s s u r e  is 

d r o p p i n g  and p r o d u c t i o n  f a l ling, b ut  later a r b i t r a r y  d e c i s i o n s  are less 

h a r m f u l  than e a r l i e r  a r b i t r a r y  d e c i s i o n s  and in this c a s e  p r o b a b l y  less 

c o n s e q u e n t i a l .

p e r cent.

b a s i s  of 

the same

^ L o o k i n g  fart h e r  ahead, the S t a t e  m a y  w i s h  to c o n s i d e r  a c t u a l l y  t r a n s­

fer r i n g  land title, and go out of the l e a s i ng  b u s i n e s s .  The L e g i s l a t u r e  

c o u l d  c r e a t e  a s p e c i a l  c l a s s  o f  p r o p e rt y ,  to wit, oi l  and gas r i g h t s  

t r a n s f e r r e d  to p r i v a t e  h a nd s  a f t e r  the d a t e  of l e g i s l a t i o n ,  s u b j e c t  to a 

25 p e r c e n t  ad_ v a l o r e m  p r o p e r t y  tax. Th e  p r o p o s e d  s y s t e m  w o u l d  lend 

L tself to a smo ot h  t r a n s i t i o n  f r o m  p u b l i c  to p r i v a t e  p r o p e r t y ,  w i t h o u t  

t here b e i n g  a n y  g i v e a w a y  e l e m e n t .
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D. Timing Lease Sales

Ou r  p o s i t i o n  o n  this q u e s t i o n  has n e w  b e e n  f o r e s h a d o w e d  a t  s e v e r a l  

points. W e  w i l l  only s u m m a r i z e  an d  r e c a p i t u l a t e  here.

D e c i s i on s  a b o u t  t i m i n g  l e a s e  s ales e n t a i l  the f o l l o w i n g  s e q u e n c e :

1. Th e S t a t e  m u s t  d e t e r m i n e  w h i c h  leas i n g  p r o c e d u r e  and 

m e t h o d  of r e p a y m e n t  it w i l l  u s e  b e f o r e  it is p o s s i b l e  to d e t e r m i n e  

r a t i o n a l l y  the o p t i m a l  timing of lease sales.

2. P o t e n t i a l l y  l e a s a b l e  lands s h o u l d  be r a n k e d  a c c o r d i n g  

to " r i p e n e s s "  or m a t u r i t y  for lease sale. Thi s  r a n k i n g  w i l l  be 

roughly in the o r d e r  of val u e .  E c o n o m i s t s  g e n e r a l l y  a g r e e  that it 

m a k e s  s e n s e  to use the b e s t  r e s o u r c e s  first, but v a lu e  is n o t  the only 

c r i t e r i o n  no r  is It u n a m b i g u o u s  s i n c e  it c o u l d  m e a n  a lue per acre, 

v a l u e  per barrel, v a l u e  per w e l l  or v alue per parcel. The c o r r e c t  

c r i t e r i o n  does not i n v o l v e  these a m b i g u i t i e s ,  b e c a u s e  it is a p e r c e n t a g e.

We are d i s c u s s i n g  the v a l u e  of the S t a t e ' s  s h a r e  of the 

income fro m  the lease an d  n o t  the v a l u e  of the lea s e h o l d interest.

We m e a n  the p r e s e n t  v a l u e  or d i s c o u n t e d  ca s h  f l o w  of the S t a t e ' s  share. 

This reduces it to a u n i t a r y  figure. It w i l l  be a s u b s t a n t i a l  j o b  to 

m a k e  these e s t i m a t e s  and to a t t a c h  a p p r o p r i a t e  legrees of c e r t a i n t y  to 

them. This job is i n de e d  i m p o s s i b l e  so long as p r e l e a s i n g  e x p l o r a t i o n  

is a m o n o p o l y  of the p o t e n t i a l  lessees and the i n f o r m a t i o n  is not 

s h a r e d  w i t h  the State. The S t a t e  m u s t  buy or o t h e r w i s e  a c q u i r e  m o r e  

in f o r mation. P r o f e s s o r s  Ro o n e y  and N o r g a a r d  both addr e s s  this vital 

p o i n t  (Appen d i xe s  G and E).
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T h e  n e x t  s t e p  is to a r r i v e  at a f o r e c a s t  of h o w  ra p i d l y  

w e  a n t i c i p a t e  the p r e s e n t  v a l u e  of the S t a t e ' s  s h a r e  w i l l  be rising.

This is n o t  a m y s t e r i o u s  c o n c e p t .  If w e  h a d  a s i m p L e  bonus b i d d i n g  

s y s t e m  it w o u l d  m e a n  h o w  fast w e  e x p e c t e d  that bonus bids w o u l d  be 

rising. If w e  h a v e  a S t a t e  p a r t i c i p a t i o n  s y s t e m  it m e a n s  that w e  c a l c u­

late the p r e s e n t  v a l u e  o r  D C F  of a n t i c i p a t e d  S t a t e  r e v e n u e s , f i r s t  on the 

a s s u m p t i o n  that w e  b e g i n  the p r o c e s s  this y e a r ,  s e c o n d  on the a s s u m p t i o n  

that w e  b e g i n  n e x t  y e a r ,  third on the a s s u m p t i o n  that w e  b e g i n  the y e a r  

a f t e r  that, and so on.

T h i s  all m i g h t  be d o n e  by hu n c h ,  but it w o u l d  be m u c h  

b e t t e r  to lay the w h o l e  p r o c e s s  o u t  e x p l i c i t l y  on p a p e r  in a very s y s t e m­

atic way w i t h  all the a s s u m p t i o n s  b e i n g  stated. This w i l l  i n v o l v e  a 

s u b s t a n t i a l  a m o u n t  of w o r k  the first f e w  times, but s p e c i a l i z e d  p e r s o n­

nel may q u i c k l y  b e c o m e  f a m i l i a r  w i t h  the ro u t i n e s  i n v o l v e d  and  d e v o t e  

m o s t  of their time to the fe w  q u e s t i o n s  of j u d g m e n t  w h i c h  h a v e  to be 

f a c t o r e d  in.

3. Th e  basic c r i t e r i o n  for r i p e n e s s  is n o w  a s s e s s a b l e .  We 

c a l c u l a t e  each y e a r  the a n t i c i p a t e d  p e r c e n t a g e  g r o w t h  in the p r e s e n t  

v a l u e  of the S t a t e ' s  i n t e r e s t  In the lease. So long as this f i g u r e  is 

h i g h e r  than the r e l e v a n t  i n t e r e s t  ra t e  the time is s t i l l u n r i p e  for 

selling.

Thi s is a very d i f f e r e n c e  c r i t e r i o n  f rom a " h i g h  d i s p l a y  

of i n t e r e s t "  by the i n dustry. I t  is likely that tie " s o o n e r "  i n t e r e s t  

w i l l  be h i g h  at a time w h e n  s o o n e r s  a n t i c i p a t e  f u t u r e  v a l u e s  to be r i s i n g  

at a very h igh p e r c e n t a g e  rate. They w o u l d  like to g e t  in o n  the fast
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p a r t  of the g r o w t h  curve, but t h e r e  is n o  a d v a n t a g e  in this f o r  the State.

In c a l c u l a t i n g  the S t a t e ' s  share, w e  m u s t  be s u r e  to d e d u c t  

all a s s o c i a t e d  c os t s  and f i g u r e  o n l y  the net v a l u e  of the S t a t e ' s  share. 

Th e  gross o h a r e  w i l l  al w a y s  be g r o w i n g  at a s l o w e r  p e r c e n t a g e  r a t e  than 

the ne t  share, so if w e  focus o n  the g r o s s  w e  w i l l  s e l l  too soon.

We sh o u l d  add S t a t e  tax c o l l e c t i o n s  to the gr o s s ,  b u t  be

su r e  to s u b t r a c t  a s s o c i a t e d  p u b l i c  c o s t s  f r o m  the total to a r r i v u  at the 

net. A d d i n g  taxes w i t h o u t  s u b t r a c t i n g  p u b l i c  c o s t s  w i l l  c a u s e  us to 

s ell too soon.

We  sh o u l d  r e s i s t  the b l a n d i s h m e n t s  of those w h o s e  i n c o m e s 

are our costs. T h e i r  i n t e r e s t  w i l l  be to u r g e  us to sei l  b e f o r e  the 

time that is o p t i m a l  for the State.

We s h o u l d  no t  a c c e p t  the a r g u m e n t  to s p e e d  u p  s e l l i n g  so

that d e v e l o p m e n t  can o c c u r  b e f o r e  c o s t s  of d e v e l o p m e n t  r i s e  further.

No cos t  of d e v e l o p m e n t  is r i s i n g  a n y w h e r e  like as fast as the v a l u e  of 

oil in the ground, a fact d o c u m e n t e d  e a r l i e r .  Th e  w e l l h e a d  p r i c e  of 

j w a n s o n  R i v e r  Oil in 196 1  was $ 1 . 5 0  a barrel. If we p r o d u c e d  that oil 

b e g i n n i n g  today, f i f t e e n  y e a r s  later, a nd  ha d  it c l a s s i f i e d  as n e w  oil 

and sold it for $1 2 . 0 0  a barrel, th*t is an e i g h t f o l d  i n c r e a s e  in f i f t e e n  

years, w h i c h  w o r k s  out to 15 p e r c e n t  pe r  a n n u m  c o m p o u n d e d .  Th e S t a t e  can 

b o r r o w  m o n e y  at a m u c h  lower rate than that.

We should n o t  g i v e  in to the p r e s s u r e  a p p l i e d  by " s o c n e r s "  

w h o  see the v a l u e  of their map files d e p r e c i a t i n g  w i t h  each p a s s i n g  

year. Th e  S t a t e  owes them n o t h i n g .
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We s h o u l d  n o t  t hink that s e l l i n g  for top d o l l a r  w i l l  tend to 

s c r e e n  o u t  le a n er  firms. Lean, e f f i c i e n t  firms c a n  pay w e l l  fo r  s o m e t h i n g  

they c a n  s e l l  quick l y .  It is long w a i t i n g  p e r i o d s  that 3 c r e e n  o u t  lean 

firms: they w o r k  w i t h  i m p a t i e n t  m o n e y .  W e  c a u  a l s o  r e d u c e  the p ri c e  of 

e ntry by s h r i n k i n g  the siz e of the u n i t s  w e  well, as the p r i c e  per ba r r e l  

goes up. The later we sell the m o r e  p r o f i t  is to be m a d e  on e a c h  b a r r e l  

and the f e we r  b a r r e l s  it r e q u i r e s  to m a k e  a v i a b l e  o p e r a t i o n .

We sho u l d  r e m a i n  c o n s t a n t l y  a w a r e  that the o w n e r s  of the 

p i p e l i n e  h a v e  m u c h  less i n t e r e s t  than the S t a t e  doe s  in w a i t i n g  for h i g h e r  

prices. S i n c e  they o w n  the p i p e l i n e  and the costs are m o s t l y  fixed, their 

v a l u e  for oil is at V a l d e z  w h i l e  our s  is at Prudhoe. Th e  p e r c e n t a g e  i n­

cr e a s e  in v a l u e  at P r ud h o e  w i l l  al w ay s  be g r e a t e r  than the p e r c e n t a g e  

i n c r e a s e  at V a l d e z  b e c a u s e  of the l e v e r a g e  effect.

In f o r e c a s t i n g  n eeds for p r o d u c t i o n  fr o m  n e w  Leases, the 

S t a t e  should b ear in m i n d  the f i n d i n g  f ro m  o t h e r  areas that the majorr 

i n c r e m e n t  to n e w  r e se r v e s  eac h  y e a r  does not com e from n e w  d i s c o v e r i e s  

but from the r e v a l u a t i o n  of p r o v e n  r e se r v e s  on e x t a n t  leases (Lovejoy 

and Homan, 1967).

4. The a p p r o p r i a t e  i n t e r e s t  rate for the S t a t e  to us e  sho u l d 

be no h i g h e r  than its b o r r o w i n g  rate and m i g h t  be lower if the S t a t e  has 

surp l u s  funds w h i c h  It is being fo r c e d  to invest in v e n t u r e s  of q u e s t i o n­

able m a r g i n a l  p r o d u c t i v i t y  m e r e l y  in o r d e r  to do s o m e t h i n g  w i t h  the 

Pe r m a n e n t  Fund. The S t a t e  should add a " s h a d o w  c o s t "  to Its i n t e r e s t  

rat e  to a c c o u n t  for its f r e e d o m  f r o m  its own S t a t e  and local taxes. It 

does * <t m a k e  s e n s e  for the S t a t e  to in v e st  c a p i t a l  or w i t h h o l d  as s e t s
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e a r n i n g  4 p e r c e n t  f rom its o w n  c i t i z e n s  w h o  m i g h t  be e a r n i n g  5 percent, 

w h e r e  the e x t r a  1 p e r c e n t  goes to pay S t a t e  a n d  local taxes. But as to 

the extra 3 or 4 p e r c e n t  r e q u i r e d  to p a y  fe d e r a l  taxes, that is a n o t h e r  

que st i o n .  This is 99 p e r c e n t  l e a k a g e  f r o m  the S t a t e  and so, as a m a t t e r  

of S t a t e  policy, s h o u l d  n o t  be c o n s i d e r e d .  F e d e r a l  p o l i c y  is s o m e t h i n g  

else, bu t that is n o t  ou r  p r e s e n t  c o n c e r n .

5. J u s t  as there is an o p t i m a l  time to s ell leases, so there

is an o p t i m a l  time to b e g i n  p r e l e a s i n g  e x p l o r a t i o n .  W h e r e  the S t a t e  is

%
c o n t r a c t i n g  this out, the time to b e g i n  s h o u l d  be c a l c u l a t e d  e s s e n t i a l l y  

in the same wa y  as the time of s e l l i n g  leases. Thi s  w i l l  n e c e s s a r i l y  be 

d o n e  on a m u c h  lesser b ase of i n f o r m a t i o n .

6. At the time of lease a u c t i o n s  the S t a t e  s h o u l d  se t  a 

r e s e r v a t i o n  price. T h e  Pu b li c  Land La w  R e v i e w  C o m m i s s i o n  f ound that 

w h e r e  all bids w e r e  r e j e ct e d ,  they w e r e  s u b s t a n t i a l l y  h i g h e r  at the nex t  

auction. P r o f e s s o r  N o r g a o r d ' s  a n a l y s i s  ( A p p e n di x  E) p i n p o i n t s  this as 

one of the m o s t  n e e d e d  reforms.

7. The S t a t e  s h ou l d  g i v e  some c o n c e r n  to m a i n t a i n i n g  a steady 

flo w of lease sales, but s h o u l d  no t  Let that d o m i n a t e  policy. For one 

thing, it tends to f o l l o w  a u t o m a t i c a l l y  fro m  the c r i t e r i a  s u g g e s t e d.

T h a t  is, a bulge in lease sales w i l l  o v e r l o a d  the i n d u s t r y  and reduce 

p r e s e n t  bids and create, therefore, an e x p e c t a t i o n  of h i g h e r  f u t u r e  bids.

An a r t i f i c i a l l y  c o n t r i v e d  3teady flo w  in the face of roller 

c o a s t e r  w o r l d  prices is not a d v i s a b l e .  It is e x t r e m e l y  c o s t l y  in lost 

reven u e s  and one of i s  m a j o r  effe c ts  is to h e l p  the l a r g e s t  firms o v e r­

com e  their d i s e c o n o m i e s  of scale, that is, t'leir large c o m m i t m e n t  of
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fixed ca p i t a l .  S m a l l e r ,  m o r e  f l e x i b l e  firms are b e t t e r  a b l e  to m o v e  in 

and o u t  and take a d v a n t a g e  of u n s t a b l e  c o n d i t i o n s.

S o m e t h i n g  a l o n g  the line of the p r o c e d u r e  s k e t c h e d  above 

has b e e n  a t t e m p t e d  by Kalt e r ,  T y n e r  a n d  H u g h e s  in their " A l t e r n a t i v e  

En e r g y  L e a s i n g  S t r a t e g i e s  and S c h e d u l e s  fo r  the O u t e r  C o n t i n e n t a l  

S h e l f "  (Kalter, £ t  a_l., 1975). I do n o t  v o u c h  for e v e r y t h i n g  in the 

K a l t e r  r e p o r t  and I b e l i e v e  it leaves o u t  som e of the steps s p e c i f i e d ,  

y e t  1 r e c o m m e n d  it as a f i r st  ste p  towards d e m o n s t r a t i n g  h o w  to apply 

these pr o c e d u r e s .

A p a r t i c u l a r  p r o b l e m  in the c o n t e x t  of c u r r e n t  federal 

price c o n t r o l s  is the n e e d  to w a t c h  fe d e r a l  r e g u l a t o r s  c a r e f u l l y  w i t h  

their t e n d e n c y to d i s c r i m i n a t e  a g a i n s t  w h a t  they call "old o i l . "  In 

m a n y  n a t u r a l  r e s o u r c e  tenure q u e s t i o n s  there is a g r a n d f a t h e r h o o d  

p r i n c i p l e  of f a v o r i t i s m  a p p lied. This indeed is the basis of 

" s o o n e r i s m . "  F e d e r al  p r i c e  c o n t r o l  of oil and gas has taken exac t l y  the 

o p p o si t e  tack, a r e v e r s e  g r a n d f a t h e r h o o d  prin c i pl e ,  w i t h  n e w  pr o d u c e rs  

being allovoi b e t t e r  p r i c e s  than old p roducers. So long as we may e x p e c t  

this r e g u l a t o r y  p h i l o s o p h y  to c o n t i n u e ,  the i n t e r e s t  of the S t at e  

o b v i o u s l y  is to d e f e r  leas i n g  c o m m i t m e n t s  longer than o t he r w i s e .  This 

c o n s i d e r a t i o n  r e i n f o r c e s  o t h e r  a r g u m e n t s  for d e f e r r a l  of leasing and 

ar g u e s  s t r o n g l y  for w i t h h o l d i n g  lands from lease. This w o u l d  no t  be an 

a n t i s o c i a l  g e s t u r e  towards the lower 48, but a d e f e n s i v e  p o s t u r e  forced 

on the S t a t e  ny a c o u n t e r p r o d u c t i v e ,  u n e c o n o m i c a l ,  and i r r at i o n a l  

Federal p o l i c y  to w h i c h  the S t a t e  has no c h o i c e  but a dapt as best it can
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T h e  S t a t e  s h o u l d  g u a r d  a g a i n s t  L o s i n g  c o n t r o l  of its ow n  

p r i o r i t i e s  by b e i n g  f o r c e d  int o  d r a i n a g e  s a l e s  a l o n g  the b o u n d a r i e s  of 

fede r a l  and n a t i v e  lands. S o m e  ar e  b o r n  d e c i s i v e ,  s o m e  a c h i e v e  d e c i s i v e­

ness, and s ome h a v e  d e c i s i o n s  th r u st  u p o n  them, o f t e n  by o t h e r s  w i t h  

o t h e r axes to grind. T h e  S t a t e  s h o u l d  p u s h  for e a r l y  r e s o l u t i o n  of 

u n c e r t a i n  tenures: n a t i v e  o v e r - c l a i m s  and S t a t e  s e l e c t i o n s .  I t  sh o u l d 

p u s h  for a d r a i n a g e  a g r e e m e n t  w i t h  f e d e r a l  a n d  n a c i v e  l a n d o wn e r s .  T h e  

m o r e  oil- and g a s - p r o n e  lands it s e l e c t s ,  the g r e a t e r  its d e c i s i o n­

m a k i n g  role in the m e r g y  i n d u s t r y . W h e t h e r  the r e c r e a t i o n  industry, 

one a l t e r n a t i v e ,  w i l l  b e  e q u a l l y  c o n s e q u e n t i a l  in a f u t u r e  of h i g h e r  

en e r g y  and t r a n s p o r t a t i o n  c o s t s is a q u e s t i o n  to w h i c h  S t a t e  o f f i c i a l s  

3 h o u l d  g i v e  m u c h  thought.

A n o t h e r  a r g u m e n t  for d e f e r r i n g  lease sales is the S t a t e ' s  

d e s i r e  to e x t r a c t  m o r e  tax r e v e n u e  f rom the w i n d f a l l s  at P r u d h o e  Bay. 

H e a v y  taxes on p e t r o l e u m  in c o m e  r e c e i v e d  by p r i v a t e  firms w o u l d  be borne 

by the S t a t e  in lower bids for n e w  leases. If there is to be a period 

of h i g h  t a x a t io n  of c o r p o r a t e  i n c o m e  fro m  p e t r o l e u m ,  it w o u l d  be w ell 

not to sell m a n y  n e w  leases u n t i l  this p h a s e  shall h a v e  end d.
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E. P r o c e d u r a l  I m p l i c a t i o n s :  Administrative L o a d  and S t a f f  Needs

We m a y  n o w  s u m m a r i z e  and r e c a p i t u l a t e  ou r  o b s e r v a t i o n s  a b o u t  s t a f f  

n e e d s .

P ast p o l i c y  has b e e n  d o m i n a t e d  and l i m i t e d  by a t r a d i t i o n a l  

e m p h a s i s  on econo m y  of staff. S a l es  p o l i c y  o v e r  a c o n s i d e r a b l e  per i od  

wa s  d o m i n a t e d  by the s h o r t - r u n  c a s h  n e e ds  of the State, a p a s s i v e  p o s t u r e  

o f r o n m a n a g e m e n t .  T h e s e  t r a d i t i o n s ar e  i n a p p r o p r i a t e  n o w  that the S t a t e ' s  

oil and gas as s e t s  h a v e  b e c o m e  so large and are r i p e n i n g  i n t o  e ven 

h i g h e r  values.

Y e t  the L e g i s l a t u r e  is a p p r o p r i a t e l y  c a u t i o u s  a b o u t  p l u n g i n g  a h e a d  

blindly, b u i l d i n g  a c o s t l y  a d m i n i s t r a t i v e  e m p i r e  w i t h o u t  m a k i n g  c a r e f u l,  

d i s c r i m i n a t i n g  j u d g m e n t s  as to w h a t  is m o s t  requ i r e d .  O ne  n e e d  n o t  look 

far for e x am p l e s  of v a l u a b l e  p u b l i c  r e s o u r c e s  w h o s e  a d m i n i s t r a t i o n s  eat 

up m u c h  of the rents that m i g h t  be r e t u r n e d  to the T r e a s u r y .

E c o n o m i s t s  are a w a r e  of a s e r i o u s  p e r c e p t u a l  bias, h o w e v e r ,  w h i c h  

m a k e s  m o s t  pe o p l e  m o r e  a w a r e  of p ad d e d  p a y r o l l s  thjn p a d d e d  c a p i t a l  

budgets, the latter b e i n g  in g e n e r a l  a w o r s e  p ro blem. T h e  c a p i t a l -  

i n t e n s i v e  and l a n d - i n t e n s i v e  bias of b u r e a u c r a c i e s  is e a s i l y  e x p l a i n e d :  

o n c e  c a p i t a l  is a c q u i r e d  and c a p t u r e d,  its a n n u a l  cos t  no l o n g e r  a p p e a r s  

in the budget. P a yrolls, o n  the other hand, a r e  a r e g u l a r  c a s h  ou t flow, 

hi g hl y  v i s i b l e  and m u c h  ea s i e r  to J u m p  on, fa i r l y  or not.

A  r e c o m m e n d a t i o n ,  therefore, is to m a k e  a c o n s c i o u s  e f f o r t  to c o m­

pen s a t e  for this bias. An e x c e l l e n t  way  is to m a i n t a i n  a c o n s t a n t  a p p r a i s a l  

of the v a l u e  of the as se t s  d i s p o s e d  o v e r  by the b u r e a u c r a c y  and im p o s e  a
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" s h a d o w  m o r t g a g e "  o n  the a g e n c y  e q u a l  to the a p p r a i s e d  v a l u e  of its 

resou r c e s .  If we d i s c o v e r  that the a n n u a l  v a l u e  of the n o n l a b o r  input, 

m e a s u r e d  in this way, is m u c h  g r e a t e r  than the c o s t  of the p e r s o n n e l  w e  

are u s i n g  to a d m i n i s t e r  it, it w i l l  g i v e  us a b e t t e r  p e r s p e c t i v e  o n  the 

p o t e n t i a l  p r o d u c t i v i t y  of a d d i t i o n a l  p e r so n n e l .

H a v i n g  said that w e  s t i l l  w a n t  to e c o n o m i z e  on p e r s o n n e l .  This 

does n o t  m e a n  u n d e r p a y i n g  them, w h i c h  is one of the m o r e  e x p e n s i v e  

" e c o n o m i e s "  k n o w n  to p u b l i c  a d m i n i s t r a t i o n .  It does m e a n  a d o p t i n g  those 

leasing m e t h o d s  w h i c h  i n v o l v e  the l e a s t  lost m o t i o n .  L o s t  m o t i o n  results 

w h e n  the b a s i c  l e a s i n g  c o n c e p t  fails to bind the lessee and the l e s s o r  

in a c o m m u n i t y  of inte r e s t .  Th e  c h e a p e s t  l ea s i n g  m e t h o d  to a d m i n i s t e r  

is the o n e  w h i c h  sets u p  the l east con fl i c t .

Hig h r o y a l t i e s  rat e po or l y  on this score. The S t a t e  s h a r e s  in the 

gross i n c o m e  but n o t in the costs. The S t a t e  is a l a n d l o rd  a d m i n i s t e r i n g  

a s h a r e - c r o p p i n g  system. H i s t o r i c a l  e x p e r i e n c e  w i t h  s h a r e c r o p p i n g  shows 

that s u c c e s s f u l  lan d l o r d s  alwa y s  o v e r s e e  m a n y  d e ta i l s  of t heir t e n a n t s’ 

op eratio n .  The y  h a v e  to r e q u i r e  the tenant to a p p l y m i n i m u m  a m o u n t s  of 

labor and c a p i t a l  per acre. Thus, a roya l t y  s y s t e m  leads i n e v i t a b l y  

towards w o r k  c o m m i t m e n t s ,  w i t h  e x t e n s i v e  S t a t e  i n t e r v e n t i o n  into o p e r a­

ting d eci s i o n s , w h i c h  in turn p r e s u p p o s e s  large s t a f f  r e q u i r e m e n t s .

Thus, the roya l t y system, w h i c h  at f irst seems so simp l e ,  is n o t  s i m p l e  

to a d m i n i s t e r  s u c c e s s f u l l y .

The n e x t  ste p  beyond r o y a l t y is p r o f i t  s h ar i n g .  This in turn 

re q u i r e s  c o n s t a n t  a u d i t i n g  of e x p e n d i t u r e s .  S t a f f r e q u i r e m e n t s  her e  may 

be c o m p a r e d  w i t h  I n t e r n a l  R e v e n u e  S e r v i c e  r e q u i r e m e n t s  In the k i n d  and
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q u a n t i t y  of p e r so n n e l *  Som e  s t a f f  r e q u i r e m e n t s  c o u l d  bt o b v i a t e d  by 

b o r r o w i n g  i n f o r m a t i o n  from the f e d e r a l  agency. Ho w e v e r ,  the k i n d  of 

informat' r e q u i r e d  for the n e t  p r o c e e d s  a p p r o ac h ,  p r e s u p p o s e d  v i t L  

individu,.^ leases, m i g h t  be d i f f i c u l t  to obta i n.  I n  a d d i t i o n ,  f e de r a l  

tax r e t u r n s  a r e  limi t e d  by the p e c u l i a r  i n s t i t u t i o n s  of f e d e r a l  t a x a t i o n  

of oil  a n d  gas, w h i c h  w e  do n o t  w i s h  to emulate.

If w e  u s e  a p r o f i t  s h a r e  s y s t e m  or a r e n t  s h a r e  s y s t e m  w h e r e  the 

i n t e r e s t  r a t e  is g u a r a n t e e d ,  w e  m u s t  s o l v e  c o m p l e x  p r o b l e m s  a b o u t  the 

u s e f u l  lives and d e p r e c i a t i o n  p a t h s of c a p i t a l  asse t s .  Ma n y  of these 

are t r e a t e d  as c u r r e n t  ex p e n s e s  for fede r a l  p u r p o s e s  so that w e  c a n n o t

si m p l y  b o r r o w  the f e d e r a l  rules, e v e n  if w e  re g a r d them as w e l l  c o n c e i v e d

in the f i r s t  place.

An a d v a n t a g e  of the f r o n t - e n d  re c o v e r y  s y s t e m  is that w e  do n o t

hav e  to d e c i d e  a b o u t  d e p r e c i a t i o n  lives and paths.

All. cos t  s h a r i n g  sc h emes, h o w e v e r ,  pose us a c h o i c e  b e t w e e n  two 

evils. We m a y  s u b m i t  to e x p l o i t a t i o n  through c o s t  p a d d i n g  o r  w e  m a y  b ui l d  

u p  a large a u d i t  s t a f f  w h o s e  job is to trace d o w n  the e n d l e s s  and m i n d -  

b e n d i n g  m a z e  of a v o i d a n c e  d e v i c e s  w h i c h  may be and h a v e  b e e n  u t i l i z e d  

to t ra n s f e r  p r o f i t s  to c o n t r o l l e d  c o m p a n i e s  e l s ew h e r e .

If w e  o p t  for the ad v a l o r e m  c n a r g e  a p p r o a c h , v e  n eed to s t a f f  up a 

large a p p r a i s a l  s e c t io n .  We nee d  a staff of p r o f e s s i o n a l  a p p r a i s e r s  

s u p p o r t e d  by a d d i t i o n a l  r e s e r v o i r  ar ineers. On the o t h e r  hand, we c a n  

d i s p e n s e  w i t h  the a u d i t o r s  and w e  neec be i n v o l v e d  in i m p o s i n g  w o r k  

c o m m i t m e n t s  o n  less ;s. A p p r a i s a l  itself is a s p e c ie s  of audit, and 

the ad v a l o r e m  c h a r g e  impo s e s  its o w n  kin d  of w o r k  c o m m i t m e n t  on the
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p e r s o n  w h o  has to pay it. W h e r e  the a d m i n i s t r a t i o n  of c o s t  s h a r i n g  m a y  

be c o m p a r e d  w i t h  the I n t e r n a l  R e v e n u e  S er v i c e ,  the a d m i n i s t r a t i o n  of the 

ad v a l o r e m  c h a r g e  m a y  be cocnpred w i t h  p r o p e r t y  tax a s s e s s m e n t .

W h e t h e r  w e  c h o o s e  r o y a l t i e s  o r  c o s t  s h a r i n g  or ad valorem charge, 

we  c u t  i n t o  p r i v a t e  m o t i v a t i o n  to e x p l o r e  the u n d e r g r o u n d  and w i l l  n e e d  

to a l l o c a t e  s o m e  c a s h  tc a c q u i r e  the i n f o r m a t i o n  in o t h e r  w a y s ,  e i th e r  

in-house, or by c o n t r a c t i n g  o u t  e x p l o r a t i o n ,  or by R o o n e y ' s  E x p l o r a t i o n  

E x p e n d i t u r e  B i d d i n g  ( A p p e n d i x  G). E i t h e r  w ay, the a p p r o p r . a t i o n s  c o m­

mi t t e e  w i l l  see the c a s h  o u t f l o w  a n d  h a v e  to u s e  i n f e r e n c e  an d  a n al y s i s  

to be p e r s u a d e d  that the bids r e c e i v e d  f o r  S t a t e  p r o p e r t y  ar e h i g h e r  as 

a result. We s h o u l d  g u a r d  a g a i n s t  the r e s u l t i n g  p e r c e p t u a l  bia s  leading 

us to o v e r e s t i m a t e  the costs r e l a t i v e  to the gains.

T h e  n e x t  s tep in e l i m i n a t i n g  a d m i n i s t r a t i v e  c o s t s  is to m o v e  back 

to an ex ant e s y s t e m  w i t h  e m p h a s i s  o n  the bid b onus a n d / o r  a c o r r e s p o n d i n g  

d elay rental. T h e s e  s y s t e m s  a p p e a r  to r e l i e v e  us of s o m e  a d m i n i s t r a t i v e  

burden.

Note w ell, h o w e v e r ,  that in o r d e r  to time s ales p r o p e r l y  w e  n eed the 

s e r v i c e s  of an a p p r a i s a l  staff, e v e n  if w e  us e  a s i m p l e  bonus system.

We need to be able to set a reservatior. p r i c e  in c ase the bids are all 

too low, and a b o v e  all w e  n e e d  to k n o w  the rate at w h i c h  p r o b a b l e  sales 

p rices a r e  i n cr e a s i n g ,  in o r d e r  to k n o w  the o p t i m a l  rime to sell. We 

w o u l d  o b v i a t e  the s i m p l e r  a p p r a i s a l  task of v a l u i n g  r e s o u r c e s  ex post 

d i s c o v e r y  and d e s c r i p t i o n ,  but m a k e  m o r e  c r i t i c a l  the m o r e  d i f f i c u l t  

task of a p p r a i s a l  b e f o r e  d i s c l o s u r e  of o u t c o m e s .
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An  a p p r a i s a l  s t a f f  is a l s o  n e e d e d  to a s s e s s  e n v i r o n m e n t a l  i m p a c t s  

w h i c h  ma y  be m e a s u r e d  as the d i f f e r e n c e  in the v a l u e  of p r o p e r t y  b e f o r e  

and a f t e r  the impact.

Our m o s t  u n a m b i g u o u s  s t a f f i n g  r e c o m m e n d a t i o n  is, th erefore, the 

c r e a t i o n  an d s t a f f i n g  of an a p p r a i s a l  s e c tion. A p p r a i s a l  g e t s  r i gh t  to 

the h e a r t  of the r e n t - c o l l e c t i n g  b u s i n e s s  w h i c h  is to d i s t i n g u i s h  h i g h -  

c o s t  d e p o s i t s  f r o m  l o w - c o s t  d e p o s i t s .  It g ets r i g h t  to the h e a r t  of 

timing l e as i n g  sales w h i c h  is p u t t i n g  a v a l u e  on the S t a c e ' s  s h a r e  and 

its rate of g r ow t h .  It gets to the m a t t e r  of e n v i r o n m e n t a l  impa c ts  as 

j u s t  m e n t i o n e d .  I t  s u p p l i e s  a n  i n v e n t o r y  to be u s e d  in p l a n n i ng .  I t  is 

a m e a n s  of c o l l e c t i n g  and o r g a n i z i n g  i n f o r m a t i o n  in the m o s t  g e n e r a l l y  

u s e f u l  way.

W h a t e v e r  l e a s i n g  m e t h o d  is sel e c t ed ,  s t a f f  r es o u r c e s  s h o u l d  be set 

a s i d e  for c o n s t a n t  r e v i e w  and e v a l u a t i o n .  T h e r e  s h o u l d  be a p o s t m o r t e m  

on every sale. H o w  did w e  do? W h a t  m i s t a k e s  did we m a k e 7  H o w  can  we 

avoid them n e x t  time? F e w  of us w o u l d  w e l c o m e  i n t e n s i v e  s c r u t i n y  of all 

our p a s t  d e c i s i o n s  and u n d e r s t a n d  the r e l u c t a n c e  of o t h e r s  to be s i m i l a r l y  

s c r u t i n i z e d .  Y e t  we all r e c o g n i z e  the p o t e n t i a l  v a lu e  in s u c h  r e v i e w  

w h e n  a p p l i e d  to o t h e r s ,  like the s u r g e o n  w h o  Jus t  took o u t  ou r  k id's 

tonsils. It w o u l d  be d e si r a b l e ,  therefore, to i n s t i t u t i o n a l i z e  the 

p o s t m o r t e m  r e v i e w  proc ed u r e .

W h i l e  these are all i m p o r t a n t  m a t t e r s  an e x c e s s i v e  c o n c e r n  w i t h  

them w o u l d  be p r e m a t u r e  at this time. The f irst p r i o r i t y  is to l e g i s l at e  

basic b u s i n e s s l i k e  g u i d e l i n e s  for m a n a g i n g  the S t a t e ' s  e x t r e m e l y  v a l u a b l e  

resou r c e s .  No a d m i n i s t r a t i o n  c a n  p e r f o r m  any be t t er  than its l e g i s l a t i v e
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m a n d a t e  a l lo w s  a n d  an e x c e s s i v e  c o n c e r n  w i t h  a d m i n i s t r a t i v e  q u e s t i o n s  

at this time w o u l d  i n t e r f e r e  w i t h  p u t t i n g  full  p r i o r i t y  on  the larger 

q u e s t i o n  of s p e c i f y i n g  the b a s i c c o n c e p t u a l  g u i d e l i n e s  and c r i t e r i a  for 

b u s i n e s s l i k e  m a n a g e m e n t .
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C o m p a r i s o n s  of leas i n g  a l t e r n a t i v e s  and taxation a l t e r n a t i v e s  h a v e  

b ee n  m a d e  t h r o u g h o u t  this R e po r t .  We w i l l  n o t  repeat, b u t  b r i n g  o u t  

p oints n o t  m a d e  e l s ew h e r e .

V a r i o u s  l ease e l e m e n t s  h a v e  their c o u n t e r p a r t s  in v a r i o u s  t a x ation 

e l ements, b u t  a lease is a b i n d i n g  c o n t r a c t  w h i c h  c a n n o t  be u n i l a t e r a l l y  

c h a n g e d  by fut u r e  l e g i s l a t u r e s ,  u n l i k e  a tax. A  lease ca n  d i s c r i m i n a t e  

a g a i n s t  i n t e r s t a t e  c o m m e r c e  u n l i k e  a tax (for example, by a l l o w i n g  

d e d u c t i o n  of i n- S t a t e  c o s t s  b u t  n o t  o u t - o f - S t a t e  costs). A  lease is an 

i n t e r e s t  in real e s t a t e  f r o m  w h i c h  the S t a t e  can r e s e r v e  all m a n n e r  of 

powers to itself, w h i c h  it can  h a r d l y  do w h e n  i m p o si n g  a '.ax.

A  lease d i f f e r s  fro m  m o s t  f a m i l i a r  taxes in that it is in r e m , that 

is it is a t t a c h e d  to a p iece of real e s t a t e  rather than b e i n g  Iji p e r s o n a m , 

that is an o b l i g a t i o n  of i n d i v i d u a l s  as such. W h i l e  this d i f f e r e n t i a t e s  

It from m o s t  taxes, it m a k e s  it s i m i l a r  to the p r o p er t y  tax w h i c h  is also 

in r e m .

Any attempt to us e the c o r p o r a t e  Income tax in lieu of a n  a d e q u a t e  

leasing po l i c y m e e t s  w i t h  o n l y  l i m i t e d  succ e s s  beca us e  the tax is in 

p e r s o n a m , and r e q u i re s  an a u d i t  of all the a f fa i r s  of the c o r p o r a t i o n ,  

and r e q u i r e s  i n t e r s t a t e  sharin g ,  and is s u b j e c t  to the i n t e r s t a t e  c o m m e r c e  

clause. T h e  a l t e r n a t i v e ,  "ne t p r o c e e d s "  tax, has been c r i t i c i z e d  by 

Z i e f m an  and A i n s w o r t h .  ( Z i e f m a n  and Ainsw o rt h ,  1977).

The tax I n s t r u m e n t  that we see as m o s t  c a p a b l e  of s u b s t i t u t i n g  for 

leasing p o l i c y  w o u l d  be a s p e c i a l , c l a s s i f i e d  property tax to be i m p o s e d
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e i t h e r  o n  l e a s e h o l d  intere~ in o i l  a n d  gas, or o n  title to oil an d  gas 

a f t e r  that had b e e n  p a s s e d  f r o m  the S t a t e  to a p r i v a t e  buyer. Thi s  w o u l d  

c l o s e l y  r e s e m b l e  the p r o p o s e d  ad^ v a l o r e m  charge, b u t  w o u l d  b e  s u b j e c t  to 

fu t u r e  c h a n g e s  of rates s i n c e  the p r e s e n t  l e g i s l a t u r e  c a n n o t  biu d  f u t u r e  

le g i s l a t u r e s  in tax m a t t e r s .
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G. Tentative Recommendations

R e c o m m e n d a t i o n s  a r e  o f f e r e d  t e n t a t i v e l y  by l i s t i n g  a l t e r n a t i v e  

leas i n g  e l e m e n t s  in w h a t  the c o n s u  . .nt n o w  b e l i e v e s  to be t h e i r  o r d e r 

of p r e f e r e n c e .  T his l i s t i n g  is n o t  d e s i g n e d  to p e r s u a d e.  On the 

c o n t r a r y ,  it m a y  s e r v e  to p u t  r e a d e r s  o n  n o t i c e  of the c o n s u l t a n t ' s  

p e r s o n a l  j u d g m e n t s  w i n c h  ma y  h a v e  u n c o n s c i o u s l y  a f f e c t e d  his m a r s h a l i n g  

of the a r g u m e n t s .  No r  is ou r  p o s i t i o n  ready to be c h i s e l e d  in stone.

T h i s  is a c o m p l e x  n e w  fiexd; w e  h a v e  a lot to l e a r n  and the c o n s u l t a n t  

r e s erves the r i g h t  to c h a n g e  hi s  m i n d  s u b j e c t  to n e w  i n f o r m a t i o n  and n e w  

i n s i g h t s .

I w o u l d  s c r e e n  ou t  the s y s t e m s  b a s e d  on ex ant e  f o r e c as t s ,  and go 

w i t h  one of the ex p o s t  s y s t e m s .  T hi s  m e a n s  p r i m a r i l y  t hat I w o u l d  no t  

c o n t i n u e  d e p e n d i n g  ou  a h i g h  f r o n t - e n d  bonus. This is n o t  b e c a u s e  of any 

u n i v e r s a l  a n t i p a t h y  to b o n u s e s .  I n  the a n a l o g o u s  m a t t e r  of timbar sales 

f r o m  federal fo r ests, I p r e f e r  the bonus s y s t e m  as p r a c t i c e d  by the BLH 

in p r e f e r e n c e  to a sturapage r a t e  b a s e d  o n  s c a l e d  vol u m e as p r a c t i c e d  by 

the Fo re s t  S e r v i c e .  S t a n d i n g  t i m b e r  ma y be c r u i s e d  w i t h  t o l e r a bl e  a c c u r a c y  

b e f o r e  bids ar e m a d e  and a c c e p t e d ,  and the p e r i o d  of time i n v o l v e d  is or 

c a n  be short.

H e r e  on the o t h e r  hand, we a r e  d e a l i n g  w i t h  r e s o u r c e s  m u c h  less w e l l  

k n o w n  in a d v a n c e  an d  w h o s e  e x t r a c t i o n  e x t e n d s  ove r  two o r  three decades 

f o l l o w i n g  the i n v e s t m e n t  in the bonus. Even a fi v e - y e a r  con t r a c t,  as 

u s e d  in s ome f o r e s t  sales, s c r e e n s  out m an y  w o r t h y  o p e r a t o r s  w i t h o u t  

a c c u m u l a t e d  w e a l t h  and w o u l d  m u c h  b e t t e r  be p a y a b l e  on the i n s t a l l m e n t
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plan to avoid this problem. To require bidders to pay in advance for an 

unknown possibility of acquiring a 20- or 30-year supply is virtually to 

substitute wealth for productivity as the effective basis of allocation. 

The possession of g r e a t  w e a l t h  suggests there may have been past p r o d u c­

tivity, although predation and privilege are also sources of wealth.

It is no guarantee of present or future productivity.

W h a t e v e r  s y s t e m  is c h o s e n  it n e e d s  to be a c c o m p a n i e d  by v i g o r o u s  

inquiry i n t o  the t r a n s f e r  p r i c e s  b e i n g  u s e d  as the basis of v a l u a t i o n .

If costs are to be ma d e  deductible the same holds true in spades.

I w o u l d  p l a c e  g r e a t e s t  e m p h a s i s  on that le^.se e l e m e n t  I h a v e  c a l l e d  

the ad v a l o r e m  c h a r g e  (AVC). As i n d i c a t e d  earlier, u s e  of this e l e m e n t  

d e t r a c t s  from the m o t i v a t i o n  for e x p l o r a t o r y  d r i l l i n g  and this n ee d s  to 

be c o m p e n s a t e d  for. A  h i g h  a n d  r i s i n g  d el a y  rental is r e c o m m e n d e d .

If w e  w i s h  to r e t a i n  the f o r m  and te r m i n o l o g y  of the b onus system, 

we c ould d e s c r i b e  this as a lo w  s i g n a t u r e  bonus paid on the i n s t a l l m e n t  

pla n f o l l o w e d by a h i g h  p r o d u c t i o n  bonus or d i s c o v e r y  b o nu s  w h o s e  s ize 

d e p e n d s  o n  the flo w of p r o d u c t i o n .

To s t r e n g t h e n  the S t a t e ' s  han d  in c p p r a i s a l  and m i n i m i z e  c o n c e a l m e n t  

of r e s e r v e s  It w o u l d  be d e s i r a b l e  to a c c o m p a n y  this s y s t e m  w i t h  a p r o g r a m  

of S t a t e - f i n a n c e d  c o n t r a c t  e x p l o r a t i o n  w i t h  p u b l i c i t y  of findings. 

( A p p e n d i x  E and A p p e n d i x  G) T his is not, however, a b s o l u t e l y  n e c e s s a r y .  

We could h a v e  AVC postlv jsirtg, w h i l e  c o n t i n u i n g  to rely o n  the p r e s e n t  

s y s t e m  of pri v a t e l y  f i n a n c e d  p r e l e a s i n g  expl or a t i o n .

An ad v a l o r e m  c h a r g e  (AVC) at a hig h  rate o b v i a t e s  r e s e r v a t i o n s  of 

a c r e a g e  for the p u r p o s e  of g e t t i n g  top d o l l a r  a t  d r a i n a g e  sal?s. A V C
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My s e c o n d  c h o i c e  w o u l d  be p r o f i t  sharing, w i t h o u t  f r o n t - e n d  r e c o v e r y  

or r e c o v e r y  of i n t e r e s t  at a g u a r a n t e e d  rate. This is a c o m p r o m i s e  a mong 

the pros and c ons of d i f f e r e n t  s y s t e m s .  R o y a lt i e s ,  on the o n e  hand, 

im p o s e  too m u c h  d e a d w e i g h t  loss as the la n d l o r d  shares r e v e n u e s  w i t h o u t  

s h a r i n g  the cos^s. S h a r i n g  costs, o n  the o t h e r  hand, in a h i g h  d e g r e e  

at a h i g h  r ate is n o t  a d m i n i s t r a b L e .  T h e r e  w i l l  be e x c e s s i v e  p a d di n g .

P r o f i t  s h a r i n g  is s o m e w h a t  !ess p a d d a b l e  and hence, w i t h  s e v e r e  

pol ic i n g ,  w o u l d  be w o r k a b l e .  S i n c e  costs ma y  be w r i t t e n  o f f  a g a i n s t  

royal t i e s ,  b u t w l t h o u t  i n t erest, its bia s is m o s t l y  a g a i n s t  c o s t s w h i c h  

are i n c u r r e d  long b e f o r e  they r e s u l t  in i n c r e a s e d  p r o d u c ti o n .  We h a v e  

n o t e d  that there is too m u c h  of that anyway, that s e v e r a l  f a c t o r s  c o n s p i r e  

to s t r e t c h  out the p e r i o d  b e t w e e n  i n v e s t m e n t  and r e c o v e r y  o f  c ap i t a l .

T h e r e  is a s u b s t a n t i a l  p o l i c i n g  b e n e f i t  to c o m p e n s a t e  for the social, 

c o s t  of n o t  letti n g  i n t e r e s t  c o s ts  be d e d u c t i b l e  a g a i n s t  p r o d u c t i o n  

payments. I n t e r e s t  c o s t s  are i n v i s i b l e  to m o s t  people, and s o m e w h a t  

m y s t e r i o u s ,  and not so easily p e r c e i v e d  as padding. M o s t  p e o p l e  p e r c e i v e  

p a d d i n g  in terms of p u t t i n g  r e l a t i v e s  on the payroll, f e a t h e r b e d d i n g ,  

g i r l f r i e n d s ,  a n d  o t h e r  l a b o r - r e l a t e d  o f f enses. T hese are h i g h l y  v i s i b l e  

and e a s i l y  u n d e r s t o o d ,  hence likely to be o v e r s t r e s s e d  r e i t i v e  to p a d d i n g  

of i n t e r e s t  pay m e n ts .  But c a p i t a l  c a n  be lazy, too, and unde redly wil l  

be if i n t e r e s t  p a y m e n t s  ar e  g u a r a n t e e d .  P r o f i t  s h a r i n g  a void this p ro blem.

My third c h o i c e  is a v a r i a b l e  r o ya l t y  w i t h  rates v a r y i n g  a c c o r d i n g  

to a v a r ie t y  of o b j e c t i v e  c r i t e r i a  w h i c h  c o u l d  be c o m b i n e d  in a point 

system. Rates w o u l d  be h i g h  w h e r e  c os t s  a r e  low and vice versa. It w o u l d

assures that the State will collect these surpluses anyway.
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not do simply to assume that volume of flow is the only important factor 

affecting costs and to hnve a sliding or step scale increasing with flow. 

Several other cost factors, probably including several not even alluded 

to in our previous discussion, need to be entered into the formula. Wc 

could remove the future shift effect by limiting the term of the lease 

to about 25 years or less.

The a d v a n t a g e  of this s y s t e m  o v e r  act u a l  d e d u c t i o n  of c a s h  e x p e n s e s  

is the a b se n c e  of o p p o r t u n i t i e s  for paddi n g . R o y a l t y  rates w o u l d  be lo w  

w h e r e  the c h a r a c t e r i s t i c s  of d e p o s i t s  i n d i c a t e d  that a p r u d e n t  o p e r a t o r  

of a v e r a g e  c a p a b i l i t y  w o u l d  i n c u r  h i g h  costs. I n d i v i d u a l s  w h o  p e r f o r m e d  

b e t t e r  Uian this s t a n d a r d  w o u l d  r e a p  the rewa rd s  of their ;wn e f f i c i en c y .

The s y s t e m  c ould be p r o g r e s s i v e l y  a m e n d e d  and i m p r o v e d over the y e a r s  

as e x p e r i e n c e  i n d i c a t e d  that the c o s t  of o v e r c o m i n g  c e r t a i n  h a n d i c a p s  had 

bee n o v e r e s t i m a t e d  or u n d e r e s t i m a t e d .

I n  s o m e  w a y s  this s y s t e m  r e s e m b l e s  the AVC, being b a s e d  on an o u t s i d e  

o b j e c t i v e  a p p r a i s a l  of the d i f f e r e n t i a l  v a l u e  of d i f f e r e n t  de p osits. It 

is s o m e t h i n g  like h a v i n g  the L e g i s l a t u r e  play the role of a s s e s s o r  w h e n  

it sets up the p oi n t  syst e m.  W h e t h e r  this is p r a c t i c a b l e  is partly a 

q u e s t i o n  of h o w  m a n y  v a r i a b l e s  there are w h i c h  a f f e c t  c osts o f  p r o d u c t i o n .

If there ar e  only a fe v  w h o s e  e f f e c t s  on costs can be a c c u r a t e l y  s p e c i f i e d  

then this s y s t e m  m i g h t  be w o r k a b l e .

My fo u r t h  c h o i c e  w o u l d  be f r o n t - e n d  r e c overy. This is p r e f e r a b l e  to 

g u a r a n t e e i n g  a rat e  of i n t e r e s t  b e c a u s e  fast recovery Is so m u c h  m o r e  

i m p o r t a n t  to lean firms than to r i c h  ones. This s y s t e m  is to be c o m p a r e d  

w i t h  the p r i v i l e g e  of e x p e n s i n g  c a p i t a l  i n v e s t m e n t s  for income tax p u r p o s es .
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The problem is that any capital expenditure could be written off immediately 

against a flush producer, opening the door to extensive goldplating and 

dissipation of rent. Auditing problems are not insurmountable: there 

is a limit to the credulity of any auditor as to w h a t  may legitimately be 

justified in expending to develop a specific mineral deposit, and auditors 

would be highly specialized in the oil and gas business.

If either the profit-share, variable royalty, or front-end recovery 

system is adopted it needs to be preceded by a substantial delay rente

to commit the lessee to performance.

We w o u l d  n o t  r e c o m m e n d  r e t u r n i n g  to the n o n - c o m p e t i t i v e  or o t h e r  

c l a i m - s t a k i n g  system. We w o u l d  n o t  r e c o m m e n d  h i g h  f r o n t - e n d  b o n uses. We 

w o u l d  no t  r e c o m m e n d  e x c l u s i v e  r e l i a n c e  on a n n u a l  rent a l s  d e t e r m i n e d  ex 

a n t e . We ar e  m i l d l y  e n t h u s i a s t i c  a b o u t  u n i t i z a t i o n ,  b t p r e f e r  a two-

tier s y s t e m  c o u p l i n g  i n d i v i d u a l  o p e r a t i o n  of tracts w i t h  o v e r a l l  r e s e r v o i r

m a n a g e m e n t  s u b j e c t  to c o n t r o l  by lessees t hemselves, and e n c o u r a g e d  by the 

S t a t e  to m a x i m i z e  d i s c o u n t e d  c a s h  flo w  for the group. An e f f e c t i v e  two- 

tier s y s t e m  m i g h t  p e r m i t  p a r c e l s  to be s m a l l e r  than now, a s u b j e c t  we 

h a v e  n o t  ex p l or e d .

We w o u l d  not o b j e c t  to p u t t M g  a n  u p p e r  limit on the a c r e a g e  c o n­

trolled by any one lessee, b u t  r e g a r d  this as d i f f i c u l t  to enforc e ,  

s o m e w h a t  a r b i t r a r y ,  a nd  p r o b a b l y  u n n e c e s s a r y  if o t h e r  s u g g e s t e d  c h a n g e s  

are made. We w o u l d  n o t  o b j e c t  to leases' b e i n g  s u b j e c t  to an a n t i t r u s t  

imp ac t  e v a l u a t i o n  by the A t t o r n e y - G e n e r a l ,  a l t h o u g h  w e  v i e w  this as 

legalistic, p o t e n t i a l l y  a r b i t r a r y ,  and less d e s i r a b l e  than g e n e r a l i z e d  

i n c e n t i v e s  d e s i g n e d  to e n c o u r a g e  c o m p e t i t i o n .
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We b e l i e v e  that l i a b i l i t y  for e n v i r o n m e n t a l  d a m a ge s  d o w n s t r e a m  

f rom a lease should be a lien o n  the l e a s e h o l d  i n t e r e s t  (not o n  the 

S t a t e ' s  int e r e s t ) u p  to the full v a l u e  o f  the l e a s e h o l d  i nt e r e s t ,  p r o­

vided the dama g e s  o c c u r  in Alaska. I t  w o u l d  be d e s i r a b l e  for this lien 

to e x t e n d  to all the lea s e h ol d  interests h e l d  by the c o m p a n y  c o m m i t t i n g  

the damages, i n t r o d u c i n g  a p r o g r e s s i v e  element into r i s k  liab i l i ty .

Leases s ho u l d  be t r a n s f e r a b l e .  All i n f o r m a t i o n  g e n e r a t e d  o n  S t a t e -  

o w n e d lands should be r e s e r v  i to the S t a t e  and m a d e  p u b l i c  i m m e d i a t e l y .  

T h e  S t a t e  sho u l d e x t e n d  its g o o d  o f f i c e s  in the for m  of a g u a r a n t e e  to 

all l e a s e h o l d e r s  that they may h ave e q u a l  a c c e s s  to coninon c a r r i e r  t r a n s­

por t a t i o n .  D i f f e r e n c e s  a m o n g  d i f f e r e n t  l e a s e h o l d e r s  on the s a m e  s t r u c t u r e  

as to d e s i r e d  rates of p r o d u c t i o n  are to be r e s o l v e d  by t r a n s f e r s  fro m  

those p r e f e r r i n g  s l o w e r  rates to those w h o  prefer fa s t e r  r a t e s  at a field 

p r i c e  to be set by S t a t e  a u t h o r i t y ,  b a s e d  on a n  a p p r a i s a l  of true m a r k e t  

value.

Various Lesser r e c o m m e n d a t i o n s  on a v a r i e t y  of poi n t s  h a v e  been 

m a d e  from  time to time as we p r o ce e d e d .

We b e l i e v e  the m e a s u r e s  r e c o m m e n d e d  w o u l d  c o n s t i t u t e  an e f f e c t i v e  

r e s p o n s e  to the c h a l l e n g e  of oi l  and gas leas i n g  po l i c y in Alaska.
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A c k n o w l e d g m e n t s

I w i s n  to t h a n k  m a n y  p e o p l e  w h o  h a v e  g i v e n  of t h e i r  time a n d  ideas 

to help m a k e  this R e p o r t  a m o r e  u s e f u l  p r o d u c t .  T h e  i n i t i a t i v e  of the 

C o m m i s s i o n e r  of N a t u r a l  R e s o u r c e s ,  G u y  M a r t i n ,  his o r g a n i z a t i o n a l  input, 

a n d  his c o n t i n u i n g  i n t e r e s t  a i d  s u p p o r t  a r e  p a r t i c u l a r l y  a p p r e c i a t e d .

In a d d i t i o n,  there has b e e n  e x c e l l e n t  s u p p o r t  from the A s s i s t a n t  

C o m m i s s i o n e r ,  J a c k  R o d e r i c k ,  a nd  th e  D N R  staff: 0. K. G i l b r e t h ,  P e d r o

D e n t o n ,  P a t  Dobey, and H o y l e  H a m i l t o n ,  p a r t i c u l a r l y .

G r e g g  E r i c k s o n  and F r e d  B o n e s s  of the L e g i s l a t i v e  A f f a i r s  A g e n c y  

hav e b e e n  m os t  h e lp f u l .  I feel e s p e c i a l l y  s u p p o r t e d  b y  the s e v e r a l  y ea r s  

of n r i o r  r e s e a r c h  c o n d u c t e d  b y  G r e g g  E r i c k s o n ,  all o f  w h i c h  ha s b e e n  m o s t  

h e l p f u l .

T i m e  has b ee n  f r e e l y  g i v e n  by J a m es  Rhode, D a v i d  K n u d s o n ,  T h o m a s  

W i l l i a m s ,  B a r b a r a  S o r e n s o n ,  an d  V i n c e n t  W r i g h t .  I a l s o  b e n e f i t e d  f r o m  an 

e a r l y  m e e t i n g  w i t h  the L e g i s l a t i v e  I n t e r i m  C o m m i t t e e  on O i l  and Gas 

L e a s i n g  and T a x a t i o n ,  a t t e n d e d  b y  S e n a t o r s  Croft, Huber, a n d  Pola n d,  and 

R e p r e s e n t a t i v e s  A n d e r s o n ,  Davis, a n d  M a lo n e .

A l a s k a  c i t i z e n s  o u t s i d e  of g o v e r n m e n t  w h o  ha v e  g i v e n  h e l p f u l  c o u n s e l  

are Rob e r t  Atwo o d ,  Jamie Love, T i n a  S t o n o r o v,  Peg T i l e s t o n ,  and A r l o n  

T u s s i n g .

O u t s i d e  o f  Alas k a,  I have b e n e f i t e d  f r o m  the a d v i c e  of large n u m b e r s  

of i n f o r m e d  p e o p l e  of w h o m  I w o u l d  p a r t i c u l a r l y  m e n t i o n  E u g e n e  C o r r i g a n ,  

E x e c u t i v e  D i r e c t o r  of the M u l t i s t a t e  T a x  C o m p a c t ;  P r o f e s s o r  R o b e r t  

Kalt e r ,  C o r n e l l  U n i v e r s i t y ;  P r o f e s s o r  D u n c a n  Harkin, U n i v e r s i t y  of 

W i s c o n s i n ;  P r o f e s s o r  W i l l i a m  Lord, U n i v e r s i t y  of C o l o r a d o ;  P r o f e s s o r
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S t e p h e n  Smith, U n i v e r s i t y  o f  W i s c o n s i n ;  Dr. J o h n  W i l s o n  o f  J o h n  W i l s o n  

A s s o c i a t e s ,  W a s h i n g t o n ,  D .C . ;  Dr. W i l l i a m  P e n d l e t o n  o f  the F o r d  

F o u n d a t i o n ;  P r o f e s s o r  W a l t e r  M e a d , U n i v e r s i t y  o f  C a l i f o r n i a ,  S a n t a  

B a r b a r a ;  R o b e r t  P a s c h a l l ,  C a l i f o r n i a  S t a t e  B o a r d  of E q u a l i z a t i o n ;  R o n a l d  

W e l c h ,  C a l i f o r n i a  S t a t e  B o a r d  o f  E q u a l i z a t i o n  ( retired); P r o f e s s o r  A l b e r t  

C hurc h ,  U n i v e r s i t y  o f  N e w  M e x i c o ;  P r o f e s s o r  Delwo: th G a r d n er ,  G i a n n i n i  

F o u n d a t i o n ,  B e r k e l e y ,  C a l i f o r n i a ;  P r o f e s s o r  A n t h o n y  C l u n i e s - R o s s ,  U n i v e r­

s i t y  of Papua, N e w  G u i ne a ;  P r o f e s s o r  Don Kash, U n i v e r s i t y  of O k l a h o m a ;  

P r o f e s s o r  S t e p h e n  C h e u n g ,  U n i v e r s i t y  of W a s h i n g t o n ;  L o r e n  S i v e r ts o n ,  

D e p a r t m e n t  of E c o n o m i c  D e v e l o p m e n t ,  G o v e r n m e n t  o f  B r i t i s h  C o l u m b i a ;  

P r o f e s s o r  F r e d  P e t e r s o n ,  C o u n c i l  of E c o n o m i c  A d v i s o r s ;  and Dr. J ac k  

S t o c k f i s c h ,  A m e r i c a n  P e t r o l e u m  I n s t i t u t e .

I h a v e  b e n e f i t e d  f r o m  an e n o r m o u s  v o l u m e  o f  w r i t t e n  w o r d s ,  o n l y  pa r t  

of w h i c h  ar e  a c k n o w l e d g e d  in the text. S ome p a r t i c u l a r l y  h e l p f u l  w o r k s  

h ave b e e n  s e v e r a l  a r t i c l e s  b y  G r e g g  E r i c k s o n ;  S t e p h e n  M c D o n a l d ' s  b o o k  on 

"Oi l a n d  Gas C o n s e r v a t i o n " ;  L o v e j o y  an d  H o m a n  on " E s t i m a t i n g  M i n e r a l  

R e s e r v e s " ;  the P u b l i c  L a n d  La w R e v i e w  C o m m i s s i o n  R e p o r t ,  q u a r t e r b a c k e d  b y  

D u n c a n  H a r k i n  at the U n i v e r s i t y  of W i s c o n s i n ,  d e a l i n g  w i t h  Alask a ;

S t e p h e n  C h e u n g ' s  b o o k  o n  "The T h e o r y  of S h a r e  T e n a n c y " ;  Gale J o h n s o n ' s  

e a r l i e r  s e m i n a l  a r t i c l e  on the same s u b j e c t ;  the r e p o r t  of P r o f e s s o r s  

Kalter, Tyner, and Hu g h e s  to the D e p a r t m e n t  of the. I n t e r i o r  on OCS 

l e a s i n g  p o l i c y  and s c h e d u l i n g ;  the C a l i f o r n i a  S t a t e  A s s e s s o r ' s  handbook, 

"G u i d e  to M i n e r a l V a l u a t i o n " ;  the r e c e n t  L i b r a r y  of C o n g r e s s  s u m m a r y  of 

a l t e r n a t i v e  l e a s i n g  m e t h o d s  b y  U s e e m  and L i n d a h l ;  the r e p o r t  of the 

J a c k s o n  C o m m i t t e e ;  tue V a n  P o o l l e n  r e p o r t  on the e f f e c t  o f  d i f f e r e n t
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r a t e s  o f  e x t r a c t i o n  f r o m  the S a d l e r o c h i t  r e s e r v o i r ;  the T a n z e r  r e p o r t  to 

the S t a t e  L e g i s l a t u r e ;  the L i p t o n  s t a t e m e n t ;  the w o r k  of C a m p b e l l  W a t k i n s  

on t he  e c o n o m i c s  of o i l  r e s e r v o i r  d e v e l o p m e n t ;  a n d  M a r t i n  S t e r n ' s  paper, 

"A F o l i c y  Impact M o d e l  for the S u p p l y  of D e p l e t a b l e  R e s o u r c e s . "  A l l  of 

t h e s e  h a v e  p r o v e d  to b e  f e r t i l e  s o u r c e s  o f  i n f o r m a t i o n  and i deas a l o ng  

w i t h  m a n y  o t he r  w o r k s  too n u m e r o u s  to list, some of w h i c h  n o  d o u b t  s h o u l d  

be l i s t e d  on the s a m e  l e v e l  w i t h  t h o s e  a l r e a d y  m e n t i o n e d  if m e m o r y  o n l y  

s e r v e d  a n d time w e r e  l ong e n o u g h .

S p e c i a l  m e n t i o n  is d u e  to P r o f e s s o r  G u y  P h i l l i p s ,  U n i v e r s i t y  of 

C a l i f o r n i a ,  R i v e r s i d e ,  w h o  r e s e a r c h e d  r e c e n t  ch a n g e s  and p r o s p e c t i v e  

c h a n g e s  in f e d e r a l  t a x  p o l i c y  r e l a t e d  to oi l  and gas.

F i n a l l y ,  I m u s t  t h a n k  m y  a s s o c i a t e s ,  P r o f e s s o r  M i c h a e l  C r o m m e l i n ,  

P r o f e s s o r  R i c h a r d  N o r g a a r d ,  and P r o f e s s o r  R o b e r t  R o o ne y ,  w h o s e  w o r k  is in 

the A p p e n d i x e s  to this  R e p o r t.  In a d d i t i o n  to this i n d e p e n d e n t  r e s e ar c h ,  

t hey i m p r o v e d  m y  m i n d  b y  f r e q u e n t  c o n s u l t a t i o n .  T h e y  a d d e d  m a n y  ideas to 

the f i n a l  R e p o r t  and s u b t r a c t e d  s e v e r a l  b a d  ones. F i n a l  res o n s i b i l i t y  

for the Repor t ,  h o w e v e r , r e s t s  w i t h  the author.
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I n t r o d u c e d :  2 / 1 7 / 7 8
R e f e r r e d :  R e s o u r c e s  a n d  F i n a n c e

BY T H E  R U L E S  C O M M I T T E E  BY
I N  T H E  H O U S E  R E Q U E S T  O F  T H E  G O V E R N O R

H O U S E  B I L L  MO. 85 4  

IN T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

T E N T H  L E G I S L A T U R E  - S E C O N D  S E S S I O N  

A  B I L L

F o r  an  A c t  en t i t l e d :  "A n  A c t  r e l a t i n g  to the l e a s i n g  a n d  e x p l o r a t i o n  o f

s t a t e land for o il  a n d  gas d e v e l o p m e n t . "

B E  IT E N A C T E D  B Y  TH E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

S e c t i o n  1. A S  3 8 . 0 5 . 1 8 0  is r e p e a l e d  a n d  r e - e n a c t e d  to read:

Sec. 3 8 . 0 5 . 1 8 0 .  O I L  A N D  G A S  L E AS I N G .  (a) T h e  l e g i s l a t u r e  finds

that

(1) the p e o p l e  of  A l a s k a  h a v e  an i n t e r e s t  in the d e v e l o p­

m e n t  of  the s t a t e ' s  o i l  and gas r e s o u r c e s  to

(A) m a x i m i z e  the e c o n o m i c  r e c o v e r y  of th e  r e s o u r c e s ;

(B) m i n i m i z e  the e x p l o i t a t i o n  of these n a t u r a l  r e s o u r c e s

in prot'' " C i o n  of the p u b l i c  interest;

(C) m a x i m i z e  c o m p e t i t i o n  a m o n g  p a r t i e s  s e e k i n g  to 

e x p l o r e  and d e v e l o p  the r e s ou r c e s ;

(D) m a x i m i z e  us e  of A l a s k a ' s  h u m a n  r e s o u r c e s  in the 

d e v e l o p m e n t  of the reso u r c e s ;

(2) it is in the beat i n t e r e s t s  o f  the s t a t e  to e n c o u r a g e

a n  a s s e s s m e n t  of  its oi l  a n d  gas r e s o u r c e s  a n d  to u l l o w  the m a x i m u m

f l e x i b i l i t y  in the m e t h o d s  o f  i s s u i n g  leases to

(A) r e c o g n i z e  the m a n y  v a r i e d  g e o g r a p h i c a l  r e g i o n s  of 

the s t a t e  a n d  the d i f f e r e n t  c o s ts  of e x p l o r i n g  f or  oil and gas in 

t h e s e  r e g ions;

(B) r e c o g n i z e  the n e e d  for s t i m u l a t i n g  d e v e l o p m e n t  in 

p a r t i c u l a r  r e g i o n s  of the state;

(C) m i n i m i z e  the a d v e r s e  impact o f  e x p l o r a t i o n ,  d e v e l o p -
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ment, p r o d u c t i o n ,  a n d  t r a n s p o r t a t i o n  a c t i v i t y  o n  the e n v i r o n m e n t  

of the state;

p r o d u c t i o n ,  w h i l e  m i n i m i z i n g  r e v e n u e  f r o m  u n s u c c e s s f u l  e x p l o r a­

tion a n d  f r o m  m a r g i n a l  e c o n o m i c  oil and gas p r o d u c t i o n .

(b) Th e  c o m m i s s i o n e r  s h a l l  p r e p a r e ,  review, r e v is e ,  an d  m a i n t a i n  

an oil  a n d  gas l e a s i n g  p r o g r a m  as f o l lo w s :

t u r e  for its i n f o r m a t i o n  w i t h i n  10 days a f t e r  the c o n v e n i n g  o f  e a c h  

r e g u l a r  s e s s i o n  of the l e g i s l a t u r e .  T h e  l easi p r o g r a m  m u s t  i n d i c a t e  

as p r e c i s e l y  as p r a c t i c a b l e  the size, timing, a n d  l o c a t i o n  of l e a s i n g  

a c t i v i t y  w h i c h  the c o m m i s s i o n e r  d e t e r m i n e s  w i l l  b e s t  m e e t  s t a t e  n e e d s  

for the f o l l o w i n g  f i v e - y e a r  period. T h e  c o m m i s s i o n e r  s h a l l  e s t a b l i s h  

the ti m i n g  a n d  l o c a t i o n  o f  leasing, to t h e  m a x i m u m  e x t e n t  p r a c t i c a b l e ,  

so as to o b t a i n  a b a l a n c e  b e t w e e n  the p o t e n t i a l  for e n v i r o n m e n t a l  

d a m a g e,  the p o t e n t i a l  for the d i s c o v e r y  o f  oil an d gas a n d  the p o t e n­

ti a l  for a d v e r s e  i m p a c t  on the l ocal c o m m u n i t i e s  in the state.

c o m m i s s i o n e r ,  a l e a s e s h a l l  be i s s u e d  if it is for an a r e a  i n c l u d e d  in 

the l e a s i n g  progr a m ;  h ow e v e r ,  l e a s i n g  m a y  c o n t i n u e  u n t i l  J a n u a r y  1, 

1 9 8 0  or u n t i l  a p r o g r a m  is p r e p a r e d ,  w h i c h e v e r  is sooner, a n d  l e a s i n g  

u n d e r  (t) of this s e c t i o n  m a y  be e x c e p t e d  fro m  the l e a s i n g  p r o g r a m  if 

the c o m m i s s i o n e r  f inds it to be in the b e s t  i n t e r e s t s  of th e  state.

l e a s t  o n c e  e a c h  year, at w h i c h  tim e  he m a y  r e v i s e  a n d  r e a p p r o v e  the 

program.

(D) m a x i m i z e  s t a t e  r e v e n u e  f r o m  p r o f i t a b l e  oi l  a n d  gas

(1) T h e  l e a s i n g  p r o g r a m  shall be s u b m i t t e d  to the l e g i s l a

(2) A f t e r  the l e a s i n g  p r o g r a m  has b e e n  p r e p a r e d  by the

(3) T he  c o m m i s s i o n e r  s h a l l  r e v i e w  the l e a s i n g  p r o g r a m  at

(4) The c o m m i s s i o n e r  shall, b y  r e g u l a t i o n ,  e s t a b l i s h  p r o c e­

d u r e s  for

(A) r e c e i p t  a n n s i d e r a t i o n  o f  n o m i n a t i o n s  fo r  a n y  
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A  l e s s e e  w h o  f a i l s to d i s c h a r g e  a w o r k  c o m m i t m e n t  in its e n t i r e t y  is 

l i a b l e  to the s t a t e for the u n d i s c h a r g e d  p o r t i o n  of the c o m m i t m e n t .

At his d i s c r e t i o n ,  the c o m m i s s i o n e r  m a y  t e r m i n a t e  th e w o r k  c o m m i t m e n t  

if he f i n d s  tha t  the w o r k  w o u l d  be u n n e c e s s a r y  or c u m u l a t i v e .

(i) At his d i s c r e t i o n ,  the c o m m i s s i o n e r  m a y  e n t e r  into an a g r e e­

me n t  w h e r e b y ,  w i t h  the c o n s e n t  of the lessee, the s t a t e ' s  r o y a l t y  

s h a r e  of o i l  a n d  gas p r o d u c t i o n  m a y  be s t o r e d  or r e t a i n e d  in s t o r a g e  

by the lessee, or the c o m m i s s i o n e r  m a y  e n t e r  i n t o  an a g r e e m e n t  w i t h  

o n e  or m o r e  of the a f f e c t e d  f i e l d  l ea s e  h o l d e r s  to t r a d e  c u r r e n t  

r o y a l t y  p r o d u c t i o n  f r o m  a f i e l d  for a l ik e  amount, kind, a n d  q u a l i t y  

of f u t u r e  p r o d u c t i o n ,  on the c o n d i t i o n  that the s t a t e  r e c e i v e s  b a c k  

its s t o r e d  or t r a d e d  r o y a l t y  s h a r e  d u r i n g  the first h a l f  of the e s t i­

m a t e d  f i e l d  lif e  or n o  l ater t h a n  15 y e a r s  a f t e r  s t a r t  of p r o d u c t i o n ,  

w h i c h e v e r  is sooner.

(j) A n  oi l a n d  gas lease m u s t  c o v e r  a r e a s o n a b l y  c o m p a c t  a r e a  

no t  e x c e e d i n g  5 , 76 0  acres, an d  m u s t  be for a p e r i o d  o f  five ye a r s.

Th e  c o m m i s s i o n e r  m a y  g r a n t  a l ease for a ter m  g r e a t e r  tha n  f i v e  y e a r s  

but not to e x c e e d  10 years, w h e r e  he finds that the l o n g e r  p e r i o d  is 

n e c e s s a r y  to e n c o u r a g e  e x p l o r a t i o n  an d  d e v e l o p m e n t  in a r ea s  w h e r e  

e n v i r o n m e n t a l  c o n d i t i o n s  s e v e r e l y  r e s t r i c t  o p e r a t i o n s .  A n  o i l and gas 

l e a s e shall be a u t o m a t i c a l l y  r e n e w e d  if a n d  f o r  so long t h e r e a f t e r  as 

o i l  o r  g a s  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  f r o m  the l e a s e  or, if the 

l e a s e  is c o m m i t t e d  to a u n i t  a p p r o v e d  by the c o m m i s s i o n e r .  A lease 

i s s u e d  u n d e r  this s e c t i o n  c o v e r i n g  land on w h i c h  t here is a w e l l  

c a p a b l e  of  p r o d u c i n g  oil or ga s  in p a y i n g  q u a n t i t i e s  does no t  e x p i r e  

b e c a u s e  the l e s s e e  fails to p r o d u c e  oil o r  gas u n l e s s  the l e s s e e  is 

a l l o w e d  r e a s o n a b l e  time to p l a c e  the w e l l  on a p r o d u c i n g  status. U p o n  

r e n ewal, the c o m m i s s i o n e r  m a y  i n c r e a s e  l ease r e n t a l s  so l ong as the 

i n c r e a s e d  r e n t a l  r a c e  does n o t  e x c e e d  150 per cen t  of the r a t e  for the
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p r e c e d i n g  year. T h e  c o m m i s s i o n e r  m a y  p r o v i d e  b y  r e g u l a t i o n  a n d  in t h e  

l e a s e  tha t  the l e s s e e  m a y  e a r n  p r o d u c t i o n  r i g h t s  only to the d e p t h  

d r i l l e d  at the b e g i n n i n g  o f  p r o d u c t i o n  f r o m  the lease. If d r i l l i n g  

h a s  c o m m e n c e d  o n  the e x p i r a t i o n  d a t e  of the p r i m a r y  t e r m  of the lease 

a n d  is c o n t i n u e d  w i t h  r e a s o n a b l e  d i l i g e n ce ,  i n c l u d i n g  s u c h  o p e r a t i o n s  

as r e d r i l l i n g ,  s i d e t r a c k i n g ,  or o t h e r  m e a n s  n e c e s s a r y  to r e a c h  the 

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

e f f e c t  u n t i l  90 d a y s  a f t e r  d r i l l i n g  has c e a s e d  a n d  for so l o n g  t h e r e­

a f t e r  as oil or gas 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 .

(k) Th e  c o m m i s s i o n e r  m a y  e s t a b l i s h  by r e g u l a t i o n  that a f t e r  a 

w e l l  has b e e n  p l u g g e d  an d  a b a n d o n e d ,  the r e n t a l  r a t e  w h i c h  w a s  in 

e f f e c t  d u r i n g  the y e a r  o f  a b a n d o n m e n t  is m a i n t a i n e d  for the r e m a i n d e r  

o f  the term. R e n t a l  is p a y a b l e  in a d v a n c e  an d c o n t i n u e s  u n ,-!l i n c o m e  

to the s t a t e  f r o m  r oy alty, n e t  profit, or e x p l o r a t i o n  w o r k  c o m m i t m e n t  

e x c e e d s  r e n t a l  i n c o m e  to the s t a t e  for that year; a f t e r  th e  r e n t a l  

i n c o m e  s c h e d u l e  has b e e n  e x c e e d e d  for t hree c o n s e c u t i v e  yea r s ,  the 

r e n t a l  t e r m i n a t e s.  O i l  an d  gas leases s hall p r o v i d e  for p a y m e n t  to 

the s t a t e  of r e n t a l  on the f o l l o w i n g  basis:

(1) for the first year, $ 1 . 0 0 p e r  acre;

(2) for t he  s e c o n d  year, $ 1 . 50  per acre;

(3) for the t h i r d  year, $2.00 pe r  acre;

(4) for the f o u r t h  year, $ 2 . 5 0  p e r  acre;

(5) for the f ifth year, $ 3 . 0 0  pe r  acre.

(1) U p o n  t i m e l y  a p p l i c a t i o n  as p r o v i d e d  by r e g u l a t i o n ,  the s t a t e  

m a y  issue to the h o l d e r  of a f e d e r a l  or p r i v a t e  lease, a s t a t e  s h o r e -  

l a n d s l ease c o v e r i n g  land w i t h i n  the e x t e r i o r  b o u n d a r i e s  of the f e d e r a l  

or p r i v a t e  lease w h i c h  has b e e n  e x c l u d e d  o n  the b a si s  o f  n a v i g a b i l i t y  

or w h i c h  is l a t e r  a d m i n i s t r a t i v e l y  or j u d i c i a l l y  d e t e r m i n e d  to be 

s h o r e l a n d .  T h e  t e r m  of s u c h  a s t a t e  s h o r e l a n d  l e a se  s h a l l b e  the s a m e  
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as the t e r m  of th e  f e d e r a l  or p r i v a t e  lease, b u t  m a y  n o t  e x c e e d  fiv e  

y e a r s .

(m) T o  c o n s e r v e  the n a t u r a l  r e s o u r c e s  of al l  or a p a r t  o f  a n  oil 

o r  gas pool, field, or l ike area, w h e t h e r  or no t  the p a r t  is then 

s u b j e c t  to a c o o p e r a t i v e  or u n i t  p l a n  o f  d e v e l o p m e n t  or o p e r a t i o n ,  

l e s s e e s  a n d  t h e i r  r e p r e s e n t a t i v e s  m a y  u n i t e  w i t h  e a c h  oth e r , o r  j o i n t l y  

or s e p a r a t e l y  w i t h  othe rs ,  in c o l l e c t i v e l y  a d o p t i n g  o r  o p e r a t i n g  u n d e r  

a c o o p e r a t i v e  o r  a u n i t  p l a n  of d e v e l o p m e n t  or o p e r a t i o n  o f  the pool, 

field, or like area, or a p a r t  of it, w h e n  d e t e r m i n e d  a n d  c e r t i f i e d  b y  

t h e  c o m m i s s i o n e r  to be n e c e s s a r y  or a d v i s a b l e  in the p u b l i c  int e r es t .

T h e  c o m m i s s i o n e r  may, w i t h  the c o n s e n t  of the h o l d e r s  o f  l e a s e s  

inv ol v e d ,  e s t a b l i s h ,  change, or r e v o k e  dr i l l i n g,  p r o d u c i n g ,  r e n t a l  

m i n i m u m  r o y a l ty ,  a n d  r o y a l t y  r e q u i r e m e n t s  of the lea s e s a n d  a d o p t  

r e g u l a t i o n s  w i t h  r e f e r e n c e  to the leases, w i t h  like c o n s e n t  o n  the 

p a r t  of the lessees, in c o n n e c t i o n  w i t h  the i n s t i t u t i o n  an d  o p e r a t i o n  

o f  a c o o p e r a t i v e  or u n i t  p l a n  as he d e t e r m i n e s  n e c e s s a r y  o r  p r o p e r  to 

s e c u r e  the p r o p e r  p r o t e c t i o n  of the p u b l i c  interest. T h e  c o m m i s s i o n e r  

m a y  r e q u i r e  o i l  a n d  gas l e a s e s  i s s u e d  u n d e r  this s e c t i o n  to c o n t a i n  n 

p r o v i s i o n  r e q u i r i n g  the 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

tive or u n i t  plan, an d  he m a y  p r e s c r i b e  a p l a n  u n d e r  w h i c h  the l e s s e e  

m u s t  o p e rate. T h e  p l a n  m u s t  a d e q u a t e l y  p r o t e c t  al l  p a r t i e s  in i n t e r e s t , 

i n c l u d i n g  the state.

(n) A p l a n  a u t h o r i z e d  by (m) of this section, w h i c h  i n c l u d e s  

l and o w n e d  by the state, m a y  c o n t a i n  a p r o v i s i o n  v e s t i n g  the c o m m i s­

sioner, or a pers o n ,  c o m m i t t e e ,  or s t a t e  a g e n c y  w i t h  a u t h o r i t y  to 

m o d i f y  f r o m  t i m e  to tim e the r a t e  of p r o s p e c t i n g  a n d  d e v e l o p m e n t  a n d  

th e  q u a n t i t y  a n d  r a t e  of p r o d u c t i o n  u n d e r  the plan. A l l  le a s es  

o p e r a t e d  u n d e r  a p l a n  a p p r o v e d  or p r e s c r i b e d  by the c o m m i s s i o n e r  are  

e x c e p t e d  in d e t e r m i n i n g  h o l d i n g s  or c o n t r o l  u n d e r  sec. 14 0 of  this
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ch a p t e r .  T h e  p r o v i s i o n s  of this s e c t i o n  c o n c e r n i n g  c o o p e r a t i v e  or 

u n i t  p l a n s  a r e  in a d d i t i o n  to, a n d  do n o t  a f f e c t  A S  31.05.

(o) P r o d u c i n g  a c r e a g e  o n  a k n o w n  g e o l o g i c  s t r u c t u r e  of a p r o d u c­

ing oil or gas f i e l d  is e x c l u d e d  f r o m  c h a r g e a b i l i t y  as a g a i n s t  the 

a c r e a g e  l i m i t a t i o n  p r o v i s i o n s  of sec. 140 o f  this chapter.

(p) W h e n  s e p a r a t e  t r a c t s  c a n n o t  b e  i n d i v i d u a l l y  d e v e l o p e d  a n d 

o p e r a t e d  in c o n f o r m i t y  w i t h  an e s t a b l i s h e d  w e l l - s p a c i n g  or  d e v e l o p m e n t  

p r o g r a m ,  a lease, or a p o r t i o n  of a lease, m a y  be p o o l e d  w i t h  o t h e r  

land, w h e t h e r  or n o t  o w n e d  by  the state, u n d e r  a c o m m u n i t i z a t i o n  or 

d r i l l i n g  a g r e e m e n t  p r o v i d i n g  for a n  a p p o r t i o n m e n t  o f  p r o d u c t i o n  or 

r o y a l t i e s  a m o n g  the s e p a r a t e  tra c t s  of l and c o m p r i s i n g  the d r i l l i n g  or 

s p a c i n g  uni t  w h e n  d e t e r m i n e d  by the c o m m i s s i o n e r  to be in the p u b l i c  

int e r e s t.  O p e r a t i o n s  or p r o d u c t i o n  u n d e r  the a g r e e m e n t  ar e  c o n s i d e r e d  

as o p e r a t i o n s  or p r o d u c t i o n  as to e ac h  l e a s e  c o m m i t t e d  to the a g r e e m e n t .

(q) T h e  c o m m i s s i o n e r  may, on c o n d i t i o n s  w h i c h  he p r e s c r i b e s ,  

a p p r o v e  dri l l i ng ,  or d e v e l o p m e n t  c o n t r a c t s  m a d e  by one or m o r e  l e s s ee s  

o f  oil or gas leases, w i t h  o n e  or m o r e  p e r s o n s ,  when, in his d i s c r e t i o n ,  

the c o n s e r v a t i o n  o f  n a t u r a l  r e s o u r c e s  or the p u b l i c  c o n v e n i e n c e  or 

n e c e s s i t y  r e q u i r e s  it or the i n t e r e s t s  o f  the s t a t e are be s t  served.

A l l  l e a s e s  o p e r a t e d  u n d e r  a p p r o v e d  d r i l l i n g  or d e v e l o p m e n t  c o n t r a c t s ,  

a n d  i n t e r e s t s  u n d e r  them, ar e  e x c e p t e d  in d e t e r m i n i n g  h o l d i n g  or 

c o n t r o l  u n d e r  sec. 140 of this c h a pt e r .  D r i l l i n g  or d e v e l o p m e n t  

c o n t r a c t s  m a y  include, at the d i s c r e t i o n  of the c o m m i s s i o n e r ,  p r o­

vi s i o n s  a u t h o r i z i n g  the s t a t e  to s h a r e  in the c osts of e x p l o r a t i o n #

(r) To  a v o i d  w a s t e  or to p r o m o t e  c o n s e r v a  Ion of n a t u r a l  r e s o u r c e s  

the c o m m i s s i o n e r  m a y  a u t h o r i z e  the s u b s u r f a c e  s t o r a g e  of o i l o r  gas 

w h e t h e r  or n o t  p r o d u c e d  f r o m  s t a t e  land, in l and lea s e d  or s u b j e c t  to 

l e a s e  u n d e r  this s e c tion. T h i s  a u t h o r i z a t i o n  m a y  p r o v i d e  for the 

p a y m e n t  of a s t o r a g e  fee or r e n t a l  on the c t o r e d  oi l  or gas, or,

HB 854 -10-
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i n s t e a d  o f  th e  fe e  or r e n t a l ,  for a r o y a l t y  o t h e r  t h a n  t h a t  p r e s c r i b e d  

in the l ea s e  w h e n  the s t o r e d  o i l  or gas is p r o d u c e d  in c o n j u n c t i o n  

w i t h  oil or gas n o t  p r e v i o u s l y  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 .

(s) E a c h  o i l  or ga s  l e a s e  i s s u e d  b y  the s t a t e  m u s t  c o n t a i n  a 

p r e v i s i o n  r e q u i r i n g  th e  l e s s e e  to f u r n i s h  the D e p a r t m e n t  o f  L a b o r  a 

q u a r t e r l y  r e p o r t  r e g a r d i n g  the e m p l o y m e n t  of s t a t e  r e s i d e n t s  o n  the 

l e a s e d  p r o p e r t y .  T h e  c o m m i s s i o n e r  of l a b o r  s h a l l  a d o p t  r e g u l a t i o n s  

n e c e s s a r y  to i m p l e m e n t  this s u b s e c t i o n .  No l e a s e  i s s u e d  u n d e r  this 

c h a p t e r  is v a l i d  u n l e s s  it c o n t a i n s  p r o v i s i o n s  r e q u i r i n g  the e m p l o y­

m e n t  of q u a l i f i e d  A l a s k a  r e s i d e n t s  in a c c o r d a n c e  w i t h  AS  3 8 . 4 0 . 0 3 0 ,  

a n d  c o m p l i e s  in all r e s p e c t s  w i t h  the r e q u i r e m e n t s  o f  ch. 4 0  of this 

t i t l e .

(t) N o t w i t h s t a n d i n g  an y  o t h e r  p r o v i s i o n  of this s e c tion, land 

w h i c h  has b e e n  o f f e r e d  f o r  l e a s e  w i t h i n  the p r e v i o u s  fiv e  y e a r s  but.
t*2|>e>«v U- u j y i T/ —

w h i c h  r e c e i v e d  n o  bi d s  at c o m p e t i t i v e  s a l e  m a y  be, -a-fe— i n 

<n o f t>h<*- £ o m»tyhreiqrrgr, 1 nrnmdi y ..of fer e  d for lease, u n d e r  r e g u l a t i o n s  

a d o p t e d  b y  him, u p o n  t e r m s a p p e a r i n g  m o s t  a d v a n t a g e o u s  to the state, 

i n c l u d i n g  l e a s i n g  n o n c o m p e t i t i v e l y . Th e  c o m m i s s i o n e r  sh a l l  us e  a 

s l i d i n g  s c a l e  r o y a l t y  b a s e d  u p o n  su c h  f o r m u l a e  as he d e t e r m i n e s  t:o be 

in the p u b l i c  i n t e r e s t  b u t  n o t  less than 12 1/2 p e r  c e n t  at the b e g i n­

n i n g  of p r o d u c t i o n  f r o m  the l e a s e  in a m o u n t  or v a l u e  o f  the p r o d u c t i o n  

r e m o v e d  or s o l d  f r o m  the l e a s e  or u n i t  a r e a  e n c o m p a s s i n g  the lease. A 

l e a s e  m u s t  p r o v i d e  for p a y m e n t  to the s t a t e  o f  r e n t a l  bu t  n e e d  n o t  

a d h e r e  to che r e n t a l  s c h e d u l e  in (k) o f  this s e c t i o n  n o r  to the 5 , 7 6 0 -  

a c r e s - p e r - l e a s e  l i m i t a t i o n  in (j) o f  this section. T h e  l e a s e  t e r m  m a y  

no t  e x c e e d  f ive y e a r s  e x c e p t  as p r o v i d e d  in (j) and ( k ) .

(u) T h e  c o m m i s s i o n e r  may, by r e g u l a t i o n ,  r e s t r i c t  j o i n t  b i d d i n g  

-by ma'jor or m u l t i - n a t i o n a l  o i l  a n d  g a s  companies'^to e n c o u r a g e  c o m p e t i — •(e
tion.
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(v) T h e  s t a t e  has the r i g h t  to p u r c h a s e  not m o r e  tha n  16 2/ 3  p e r  

c e n t  of the v o l u m e  o f  oil an d  up to 1 0 0  p e r  cent of the v o l u m e  o f  gas 

p r o d u c e d  f r o m  a l e a s e  i s s u e d  in a c c o r d a n c e  w i t h  this s e c tion, at the 

r e g u l a t e d  price, or, if n o  r e g u l a t e d  p r i c e  a p p lies, at the fair 

m a r k e t  v a l u e  at the p o i n t  of sale, e x c e p t  that any oil or gas o b t a i n e d  

b y  th e s t a t e  as r o y a l t y  o r  ne t  p r o f i t s  s hall be c r e d i t e d  a g a i n s t  the 

a m o u n t  that m a y  be p u r c h a s e d  u n d e r  this subsec t i o n .  O il  a n d  gas 

p u r c h a s e d  u n d e r  this s e c t i o n  m a y  be u s e d  by  the s tate in the same 

m a n n e r  as it u s e s  its r o y a l t y  o i l  a n d  gas.

(w) A  l e s s e e  o r  p e r m i t t e e  c o n d u c t i n g  any e x p l o r a t i o n  for, or 

d e v e l o p m e n t  or p r o d u c t i o n  of, o i l  or ga s  o n  state lan d  sh a l l  p r o v i d e  

th e  c o m m i s s i o n e r  a c c e s s  to all d a t a  o b t a i n e d  fro m  that a c t i v i t y  and 

s h a l l  p r o v i d e  c o p i e s  of s p e c i f i c  data, as the c o m m i s s i o n e r  m a y  request.

* Sec. 2. A S  3 8 . 0 5 . 1 3 5 ( b )  is r e p e a l e d  a n d  r e - e n a c t e d  to read:

(b) W h e n  m i n e r a l s  are to b e  leasrd, in a d d i t i o n  to any o t h e r  

n o t i c e  given, n o t i c e  m u s t  a l s o  b e  g i v e n  as p r o v i d e d  in secs. 305 and  

345 o f  this chapter.

*  Sec. 3. A S  3 8 . 0 5 . 1 4 0 ( c )  is a m e n d e d  to read:

(c) No p e r s o n  m a y  t ake or h ol d  at one time p h o s p h a t e  lea s e s  on 

s t a t e  l a n d s  e x c e e d i n g  in the a g g r e g a t e  1 0 , 2 4 0  acres. No p e r s o n  m a y  

lak e or h o l d  s o d i u m  leases or p e r m i t s  d u r i n g  the life of s o d i u m  leases 

on s t a t e  lands, e x c e e d i n g  in the a g g r e g a t e  a c r e a g e  5,120 a c r e s ^  e x c e p t  

t h a t  the c o m m i s s i o n e r  may, w h e r e  it is n e c e s s a r y  in o r d e r  to s e c u r e  

the e c o n o m i c  m i n i n g  of s o d i u m  c o m p o u n d s ,  p e r m i t  a p e r s o n  to take or 

h old s o d i u m  leases or  p e r m i t s  for up to 15 ,3 6 0  acres. No p e r s o n  m a y  

t ake or h o l d  at a n y on e t i m e  oil or ga s  leases e x c e e d i n g  in the a g g r e­

g a t e  5 0 0 , 0 0 0  a c r e s g r a n t e d  on tide a n d  s u b m e r g e d  lands, a n d  2 0 0 , 0 0 0  

[500,000] a c r e s  on al l  la n d  [LANDS] o t h e r  tha n  tide and s u b m e r g e d  land  

[ L A N D S ] , i n c l u d i n g  le a se s  h e l d  b o t h  as le s s e e  a n d  u n d e r  o p t i o n  or

- 1 2 -
I1R 854

*



e

1

2

3

4

5

6

7

8

9

10 

11 

12

13

14

15

16 

' 17

18

19

20 

21 

22

23

24

25

26

27

28 

29

/

M M
o p e r a t i n g  a g r e e m e n t  f r o m  othe r s .  A  p e r s o n  has. 

e f f e c t i v e  d a t e  of this A c t  to c o n f o r m  co

ars f r o m  the

- a g r e u p l a n d

li m i t a t i o n .  W h e r e  m o r e  t h a n  a s i n g l e  p e r s o n  f io W s - a t T  i n t e r e s t  in a n  

o i l  or gas lease, e a c h  p e r s o n  s h a l l  be c h a r g e d  o n l y  w i t h  tha t  p e r c e n t a g e  

of the total a c r e a g e  w h i c h  c o r r e s p o n d s  to its p e r c e n t a g e  s h a r e  of the 

t o t a l  b e n e f i c i a l  i n t e r e s t  in the lease.

* Sec. 4. AS 3 8 . 0 5 . 1 4 5 ( b )  is r e p e a l e d .
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D e a r  G o v e r n o r  Hammond:

T h e  f o l l o w i n g  r e p o r t  r e g a r d i n g  S t a t e  oil and gas l e a s i n g  
has b e e n  p r e p a r e d  by the D e p a r t m e n t  of N a t u r a l  R e s o u r c e s  
as a p a r t  o f  a j o i n t  A d m i n i s t r a t i o n - L e g i s l a t u r e  e f f o r t  
to e v a l u a t e  the p r e s e n t  l e a s i n g  s y s t e m  a n d  to e x p l o r e  
a l t e r n a t i v e s  for the future. T h e  o v e r a l l  s t u d y  effort, 
for w h i c h  I s e r v e d  as P r o j e c t  D i r e c t o r ,  a l s o  i n c l u d e s  
o t h e r  D e p a r t m e n t  d o c u m e n t s , the r e p o r t s  of i n d e p e n d e n t  
c o n s u l t a n t s  a n d  m i s c e l l a n e o u s  o t h e r  i n f o r m a t i o n .

Th e  i n f o r m a t i o n  in this report, a n d  the e n t i r e  study, 
is i n t e n d e d  to s e r v e  as b a s i c  b a c k g r o u n d  m a t e r i a l  to 
i l l u m i n a t e  a l t e r n a t i v e  S t a t e  o b j e c t i v e s  a n d  l e a s i n g  
m e t h o d s  w h i c h  m a y  be d e s i r a b l e  for the future. A l t h o u g h  
some c o n c l u s i o n s  are r e a c h e d  in p a r t s  of the v a r i o u s  
studies, no final c o m p r e h e n s i v e  c o n c l u s i o n s  o r  p o s i t i o n s  
h a v e  b e e n  r e a c h e d ,  p e n d i n g  f u r t h e r  a n a l y s i s  of the r e s u l t s  
of the s t u d y  p r o j e c t  a n d  d i s c u s s i o n  thereof.

T h e  c o m p l e x i t y  a n d  i m p o r t a n c e  of the oil and gas l e a s i n g  
issue for the f u t u r e  of the S t a t e  has thus far s u s t a i n e d  
an ideal l e v e l  of c o n s t r u c t i v e  c o o p e r a t i o n  b e t w e e n  the 
A d m i n i s t r a t i o n  a n d  L e g i s l a t u r e ,  a n d  I am h o p e f u l  that 
this r e p o r t  w i l l  c o n t r i b u t e  to an i n f o r m e d  o u t c o m e  on 
this matter.

V e r y  t ruly yours,

G u y  R. M a r V i n  
C o m m i s s i o n e r
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FOREWORD

This report has been prepared in response to Departmental and Legislative 

interest in the methods and policies of competitive leasing of state lands 

for oil and gas purposes. A fairly complete history has been compiled 

showing pertinent information on past practices of the State. Summaries 

of ull lease sales, bonuses, rentals, receipts and results of drilling 

and royalty awards are discussed. As a result of this report, it can 

be concluded that some types of bidding will theoretically yield greater 

income to the State under specific circumstances than other types will. 

From strictly a monetary point of view, this study reveals that four 

major factors will determine which method of bidding would be most 

advisable for the State to follow. The amount of income to be derived 

by the State will be determined by the level of risk, the size of the 

reservoir, the cost of exploration and development, and the value of the 

oil at the wellhead.

This report has revealed some areas that require further study and this 

will be done in the coming months. For example, the study reveals that 

with current economic, royalty, and tax conditions, the minimum size field 

that an oil and gas operator can afford to look for in Alaska must exceed 

55 million barrels in close in areas such as Cook Inlet and could be 

100 million barrels or more in remote areas. Also since special cases 

arise from marginal fields, more detail analysis should be made of effects 

of reducing .jyalties to encourage production in sub-economic fields.

Since the purpose of this report is to show variations that can result 

from various types of bidding most of the emphasis is on types of bidding



other than the cash bonus system. It should not be construed however, 

as condemning cash bonus bidding nor recorrmending any alternate type of 

bidding. The analyses are presented merely to show relative income under 

specific sets of assumed conditions. A change in some of the input factors 

can give substantial changes in results.

Risk is the most significant of the variables which would affect income 

to the State. In unknown, undrilled, untested areas, where the information 

level is low the risk will be extremely high and these analyses indicate 

that the cash bonus bidding method would yield greater inccme to the State. 

As more information becomes available and as the risk decreases, the 

method which yields the greatest monetary return revolves around some type 

of royalty bidding. After a discovery is made, any open acreage on the 

structure in essence becomes drainage acreage, risk will be low and royalty 

or some other type of bidding may yield a far greater income to the State 

than the cash bonus type of bidding. Somewhere then between the extremes 

of no information and maximum information the method yielding the greatest 

income probably will switch from cash bonus bidding to some other type 

of bidding. A significant result of this study indicates that state 

income can be increased for all leasing methods studied by using a 

percentage acreage option which is withholding a portion of the structure 

for later leasing. Other types of bidding are discussed to accomplish 

other purposes.

There are increasing pressures on government to secure more information 

about state lands and to know more about the possibilities of petroleum 

occurrences before the lands are leased, These analyses have been made 

on the assumption that more information will be available to the State

ii



and if those conditions exist we feel that the values shown give reliable 

indications of benefits to be derived from one method as compared to 

another method of bidding.

Risk is dependent on the amount of information available to industry and 

income to the State is dependent on the knowledge industry has in an area. 

This study assumes that geological and geophysical information is available 

to the State at a level above that which it now has. Obtaining this 

additional information will require expenditure of larger sums of money 

than in the past. The reader is cautioned not to use the values shown 

as indicative of all conditions, because as mentioned above, significantly 

different results are obtained as input factors change. The uncertainty 

of crude oil prices in remote areas could cause input parameters to change 

* significantly with corresponding changes in analysis results. Therefore, 

the information presented is to compare one method of bidding versus 

another method of bidding for a specific set of circumstarces.

Administrative costs and number of personnel can vary greatly depending 

on the leasing method used. An ad valorem type of leasing could cost 

up to $240,000 more per year to administer where a net profits system 

might add $500,000 with the same number of operators and leases as we now 

have. In Alberta it is pointed out that 100 people administer 50,000 

lease agreements and 60 people are involved with auditing in a cost 

sharing leasing system.

From an administrative cost standpoint, the present method of operation 

results in the lowest total operating cost at about $1.1 million per year. 

Depending on the level of data acquisition and analysis, costs will increase



from the present quarter million dollars per year. To obtain adequate 

seismic data for managing an area of 100 miles by 15 miler. will cost 

from $70,000 to over $1,500,000. The present budget contains $110,000 

for the purpose in FY 73.
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DESCRIPTION OF LEASING METHODS IN HB854

Currently, the State of Alaska's leasing system is a cash bonus bid with a 
minimum fixed royalty of 12.5 percent. The methods outlined below include 
the present system with different fixed royalties, sliding scale royalty with 
bonus bid, sliding scale royalty bid with fixed bonus, net profit share bid 
with fixed bonus, royalty bid with fixed bonus and exploration work commit­
ment. The basic elements of these methods are summarized below.

(1) Bonus Bid With Fixed Royalty
Bonus bid with fixed royalty is the system currently used by the State of 
Alaska. In a lease sale, the winning bid for a tract is the one which makes 
the highest sealed or auctioned cash bonus bid. There is also a minimum 
royalty of 12.5 percent. An advantage of this system is that government re­
ceives revenue regardless if there are economical quantities of oil or gas 
found and/or produced. To avoid eafly termination of production, royalties need 
to be Flexible during a field's declining years.

(2) SIiding Scale Royalty With Bonus Bid (or Sliding Scale Bid with Fixed Bonus) 
Under this system, the government receives a cash bonus bid and a sliding
scale royalty. We used 12.5 percent as a minimum figure and 62.5 percent as a 
ceiling wherein the rate in any period is dependent upon the production of that 
period.

The royalty rate is graduated in much the same manner as the federal personal 
income tax. Table I gives two examples a sliding scale royalty schedule.
The royalty is progressive, that is, the rayalty on additional production 
increases. For example, in the South Central Area, the initial 500 barrels 
pay a royalty of 12.5 percent, the next 500 barrels pay 25 percent. The 
royalty rate increases by 12.5 percentage points per 500 barrels until 2000 
barrels of output are achieved. All production beyond 2001 barrels pays a 
royalty of 62.5 percent. Thus, if production reaches 5000 barrels, the average 
royalty rate is 50 percent. In the limit, the average rate would converge 
towards 62.5 percent as daily production continues to increase.

As field productivity declines and well production falls, the producer backs 
down 'he schedule and royalties decline. In order to optimally exploit the 
field, the royalties should decline to zero near the end of field life.
Actually, final rates of five or six percent would result in minimal early 
shut down.



TYPICAL SLIDING
TABLE I 
SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Royalty For Specific Produc
Daily Average Incremental Producing Royalty
Prod. Rate Royalty Rate Rate Production
(Bbls./day) (%) (Bbls./day) (Bbls./day)

-500 12.5 500 62.5
501-1000 25.0 1000 187.5
1001-1500 37.5 1500 375.0
1501-2000 50.0 2000 625.0
2001-2500 62.5 2500 937.5

3500 1562.5
4500 2187.5
5000 2500.0

Average 
Royalty Rate
~ W )

12.50 
18.75
25.00 
31.25
37.50 
44.64 
48.61
50.00

Daily Average 
Prod. Rate

* NORTH**SLOPE AREA

Royalty For Specific Producing Rates 
Incremental Producing Royalty Average 
Royalty Rate Rate Production Royalty

(Bbls./day) (%) (Bbls./day) (Bbls./day) (%)

-1000 12.5 1000 125 12.50
1001-2000 25.0 2000 375 18.75
2001-3000 37.5 3000 750 25.00
3001-4000 50.0 4000 1250 31.25
4001 and above 62.5 5000 1875 37.50

7000 3125 44.64
9000 4375 48.61

10000 5000 50. Of

Note: The Sliding Scale Royalty Schedule for the North Slope area is sign fi-
cantly higher than for the South Central area because the higher North 
Slope operating costs result in a much higher economic limit.

Hopefully, this illustration clarifies the relationship between production 
rates and royalty rates.

Greater flexibility in setting the initial rate is the major advantage of this 
system while not running the risk of an uneconomically (for Industry) high royalty 
rate. On the other hand, to achieve an overall lower royalty payment, a company 
might spread out production over a longer period of time. Usually, however, 
because of the time value of money and increased operating costs, oil companies 
generally try to accelerate production.

- 2 -



(3.) Met Profit Share Bid With Fixed Bonus
A small fixed bonus is required as earnest money. The bonus is low enough to 
encourage producers to bid a high net profit share while permitting profitable 
development.

(4) Royalty Bid With Fixed Sonus
This system utilizes the same method to calculate fixed bonus as described for 
Net Profit Share. The bid parameter is a function of production instead of net 
profits. Since the bonus is fixed, interested parties bid on the royalty rate 
that the government is to receive. The advantage of royalty bidding is that 
little front end money is needed by Industry. However, this could encourage 
speculation causing an overbid. Royalty bidding should encourage more competi­
tion among bidders and may allow the smaller companies a better chance of 
winning the tract.

(5) Work Commitment With Fixed Bonus, Royalty or Net Profit Share
The government itemizes the performance criteria such as the rate and amount 
of work to be performed on each tract. The total bid specified in dollar terms 
and a portion of the bid used for exploration and development activities. This 
system gives the government some control over the rate and extent of resource 
development.
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D I V I S I O N  O F  M I N E R A L S  A N D  E N E R G Y  M A N A G E M E N T

F e b r u a r y  28, 1978

TELEPHONE NO:

V
SUBJECT: R a t i o n a l e  a n d  A p p a r e n t  

O b j e c t i o n s  to M B  8 5 4 -  
O i l  a n d  G a s  l e a s i n g  Bi ll

P r e d i c t a b i l i t y ,  c e r t a i n t y  a n d  a n  a c c e p t a b l e  p o l i t i c a l  c l i m a t e .  
T h e s e  cire the t h r e e  t h i n g s  the p e t r o l e u m  i n d u s t r y  l o o k s  for 
i n  a n  a r e a  a t t r a c t i v e  f o r  e x p l o r a t i o n .

I c o n t e n d  it is t h e  a v a i l a b i l i t y  of land, n o t  the m e t h o d  b y  
w h i c h  l a n d  is o f f e r e d ,  that is t h e  c r i t i c a l  c o n s i d e r a t i o n .
I n  o t h e r  w o r d s ,  A l a s k a  w i l l  b e c o m e  m o r e  a t t r a c t i v e ,  less s u b j e c t  
to s e v e r e  c r i t i c i s m  by the i n d u s t r y ,  o n c e  l a n d  is m a d e  a v a i l a b l e  
f o r  l e a s i n g .  T h e  m e t h o d s  of pleasing w i l l  q u i c k l y  b e c o m e  s e c o n d a r y .

T h i s  c o n t e n t i o n ,  of c o u r s e , ' w i l l  be d i s p u t e d  b y  t h e  i n d u s t r y .
T h e y  w i l l  a r g u e  t h a t  b e c a u s e  t.he l a w  a l l o w s  a d m i n i s t r a t o r s  
t o  c h o o s e  f r o m  a  w i d e  v a r i e t y  o f  l e a s i n g  m e t h o d s  the i n d u s t r y  
w i l l  r e m a i n  u n c e r t a i n  a b o u t  w h a t  to e x pe ct. I c o n t e n d  t h a t  
t h e  i n d u s t r y  w i l l  be g i v e n  p l e n t y  of a d v a n c e  n o t i c e  of w h a t  
m e t h o d  w i l l  be u s e d  in a  s a l e  a n d  w i l l  t h e r e f o r e  h a v e  e n o u g h  
t i m e  to p l a n  f i n a n c i a l  s t r a t e g y .

I n d u s t r y ' s  c o n t e n t i o n  t h a t  A l a s k a  m u s t  c o m p e t e  w i t h  o t h e r  
a r e a s  in t h e  w o r l d  w i t h i n  c o m p a n y  b u d g e t s  is, o f  c o u r s e ,  c o r r e c t .  
T h i s  d o e s  n o t  m e a n ,  however, t h a t  A l a s k a  h a s  to s e t t l e  o n  
o n e ,  o r  p e r h a p s  two, l e a s i n g  m e t h o d s  so a s  to m a k e  the A l a s k a  
b u d g e t  d o l l a r  c o m p e t e  w i t h i n  a p a r t i c u l a r  c o m p a n y .  T h e  
c o m p a n y  c a n  e s t i m a t e  how m u c h  A l a s k a ' s  p r o s p e c t i v e  oil is w o r t h  
to t h e m  a n d  c a n  c a l c u l a t e  h o w  m u c h  w i l l  be s p e n t  o n  a p a r t i c u l a r  
s a l e  b a s e d  o n  t h e  m e t h o d  of l e a s e  o f f e r i n g ,  a l o n g  w i t h  a 
m u l t i t u d e  o f  o t h e r  c o n s i d e r a t i o n s .  M y  b a s i c  a s s u m p t i o n ,  o f  
c o u r s e ,  i s  t h a t  the oil is h e r e  and, e v e n t u a l l y ,  the  c o m p a n i e s  
w i l l  c o m e  J o o k i n g  for it.

W h i c h  b r i n g s  m e  b a c k  to m y  f i r s t  point. C e r t a i n t y  a n d  p r e d i c t­
a b i l i t y  w i l l  be e s t a b l i s h e d  o n c e  the i n d u s t r y  is c o n v i n c e d  tha t 
a r e g u l a r ,  s t a b l e  p r o c e d u r e  for o f f e r i n g  o i l  a n d  g a s  l a n d s  h a s  
b e e n  e s t a b l i s h e d  b y  Alaska. O n c e  lands a r e  a v a i l a b l e  a n d  
a d m i n i s t r a t o r s  a r e  d i r e c t e d  to o f f e r  l e a s e s  to the p u b l i c ,  m o s t  
o f  t h e  p r e s s u r e  w i l l  relax.

I n d u s t r y ' s  o b j e c t i o n  to the two r e p o r t s  to the l e g i s l a t u r e  b y  
t h e  e x e c u t i v e ,  I think, d r a m a t i z e s  m y  point. I t h i n k  t h e  i n d u s t r y  
w i l L  e v e n t u a l l y  a c c e p t  the 5 - y e a r  l e a s i n g  p r o g r a m  a s  a g i a n t  
s t e p  t o w a r d  p r e d i c t a b i l i t y  and, e v e n  t h o u g h  g i v e n  w i d e  p u b l i c  
a c c o u n t a b i l i t y ,  w i l l  c o m e  to b e l i e v e  that t he r e p o r t  w i l l  n o t  
r e s u l t  i n  m o r e  governmental, i n t e r f e r e n c e .  I n d u s t r y  looks,
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h o w ever, I t h i n k  o n  the a n n u a l  l e a s i n g  m e t h o d  r e p o r t  as a w a y  
for the l e g i s l a t u r e  to p r o b a b l y  w o r k  its w a y  into the d a y - t o -  
d a y  l e a s i n g  d e c i s i o n s  b e s t  l e f t  to the g o v e r n o r .  T h e y  f e a r  
" p o l i t i c s "  i n  l e a s ing, and I a m  less sure o f  this o n e  t h a t  I 
a m  the l e a s i n g  p r o g r a m  report.

T h e  u n d e r l y i n g  c r i t i c i s m  o f  HB 854 y o u  w i l l  hear, I b e l i e v e ,  is 
t h a t  A l a s k a  is " e x p e r i m e n t i n g "  w i t h  l e a s i n g  m e t h o d s .  W e  a r e  
s a i d  to be t r y i n g  to a d a p t  all the g o o d  f e a t u r e s  u s e d  in o t h e r  
s t a t e s  a n d  j u r i s d i c t i o n s  a n d  a r e  t r y i n g  to m a k e  t h e m  w o r k  
w h e r e  t h e y  v/ere n o t  d e s i g n e d  to work. A l a s k a  is f r o n t i e r ;
A l a s k a  is d i f f e r e n t ,  g o e s  the a r g u m e n t .

I b e l i e v e  I w a s  t o  take the fir st c u t  at a c o m p r e h e n s i v e  r e v i e w  
o f  A l a s k a ' s  o i l  a n d  g a s  l e a s i n g  l a w  f o l l o w i n g  Dr. G a f f n e y ' s  
study. I d o  n o t  c l a i m  i n f a l l i b i l i t y  b u t  I d o  c l a i m  to h a v e  
w e i g h e d  the m a n y  c o n s i d e r a t i o n s  w h i c h  m a k e  A l a s k a  like a n d  u n l i k e  
o t h e r  j u r i s d i c t i o n s .  As I H a v e  t o l d  you, I h a v e  t r i e d  to c o n­
front, h e a d - o n ,  the q u e s t i o n  of t h e  q u e s t i o n  of the n u m b e r  o f  
p a r t i c i p a n t s  in e x p l o r a t i o n  in Alaska . Y o u  h a v e  m e n t i o n e d  
the c o n c e p t  o f  " i n c e n t i v e s " ,  a t  l e a s t  as it a p p l i e s  to i n f o r m a t i o n ,  
and I h a v e  i n d i c a t e d  that w h e r e a s  i n c e n t i v e s  a r e  n o t  d i r e c t l y  
d e a l t  v/i th i n  t h e  l e g i s l a t i o n  I t h i n k  we m a y  g e t  t h e r e  in the 
future.

So, w i t h  t h a t  b a c k g r o u n d  l e t  m e  s e t  f o r t h  the rationiile f o r  
a n d  s o m e  of t h e  a n t i c i p a t e d  o b j e c t i o n s  to H B  854.

S e v e r a l  c o n c e p t s  w e r e  e x a m i n e d  a n d  r e j e c t e d .  F o u n d  to b e  n o t  
a p p l i c a b l e ,  a t  l e a s t  at thi s time, are the s o - c a l l e d  d u a l­
le a s i n g  s y s t e m  (Ted Stevens' a m e n d m e n t  to S - 9 ) , C o n g r e s s  m a y  
y e t  i n c l u d e  s o m e t h i n g  like it in O C S  l e g i s l a t i o n .  Also, the 
c o n c e p t  w h i c h  i n v o l v e s  d i s t i n g u i s h i n g  b e t w e e n  e x p l o r a t i o n  
l e a s e s  a n d  t h o s e  d e v e l o p m e n t  a n d  p r o d u c t i o n  a c t i v i t i e s  w h i c h  
w o u l d  be a l l o w e d  a f t e r  oil o r  gas is d i s c o v e r e d .  W e  h a v e  n o t  
i n c l u d e d  t h i s  c o n c e p t  b e c a u s e  w e  b e l i e v e  that A l a s k a  c a n  k n o w  
b e f o r e  it o f f e r s  its land for d r i l l i n g  w h a t  d e v e l o p m e n t  a n d  
p r o d u c t i o n  a c t i v i t i e s  it e x p e c t s  to take p l a c e . ( I n c i d e n t a l l y ,  
the c o n f e r e n c e  c o m m i t t e e  o n  S-9 a n d  1IR 1614 is s c h e d u l e d  
s h o r t l y . )

W e  e x a m i n e d  t h e  "ante" v e r s u s  "post" r o y a l t y  impact. T h e  
p o s t  (after) c h a r g e  is the e c o n o m i c  r e c o m m e n d a t i o n  Dr. M a s o n  
G a f f n e y  d r e w  in his study o f  F e b r u a r y ,  1977 for the l e g i s l a t u r e .
Dr. G a f f n e y  c o n c l u d e d  that the ideal w a y  for a g o v e r n m e n t  (any 
lessor) to d e t e r m i n e  its e c o n o m i c  r e n t  w a s  to d e t e r m i n e  s u c h  
r e n t  a fter a d i s c o v e r y  at the p r i c e  t h e n  e x i s t i n g  a n d  b a s e d  
u p o n  the s i z e  of the fi eld d i s c o v e r e d .  D e t e r m i n i n g  the v a l u e  
o f  t h e  f i e l d  a f t e r  the d i s c o v e r y  is m u c h  l i k e  the p r e s e n t
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c a l c u l a t i o n s  o f  the r e s e r v e s  tax. Its nev/ness, b e i n g  u n t r i e d  
a n d  the u n s e t t l i n g  e f f e c t  its i n t r o d u c t i o n  a n d  a p p l i c a t i o n  w o u l d  
h a v e  h a d  o n  e x p l o r a t i o n  a c t i v i t i e s  in A l a s k a  w e  f e l t  w o u l d  be 
p r i m a r i l y  n e g a t i v e .  Also, w e  f e l t  t h a t  t h e  l e g i s l a t u r e  c o u l d  
f o l l o w - u p  o n  Dr. G a f f n e y ' s  r e c o m m e n d a t i o n s  if t h e y  w i s h e d .
C a n a d a ,  i n  i t s  n e w  law for l e a s i n g  o f  t h e  N o r t h  a n d  o f f s h o r e ,  
h a s  p r o p o s e d  a " p r o g r e s s i v e  i n c r e m e n t a l  r o y a l t y "  s i m i l a r  in 
c o n c e p t  to Dr. G a f f n e y ' s  a d  v a l o r e m  c h a r g e .  P e r h a p s ,  it w i l l  
b e  in A l a s k a ' s  future.

W e  e x a m i n e d  t h e  i n c e n t i v e  p r o g r a m s  e x i s t i n g  in t h e  P r o v i n c e  
o f  A l b e r t a ,  a n d  o t h e r  j u r i s d i c t i o n s ,  a n d  d e t e r m i n e d  t h a t  a l ­
t h o u g h  s o m e  i n c e n t i v e s  m a y  be n e e d e d  in the f u t u r e ,  t h e y  
s h o u l d  n o t  b e  d e a l t  w i t h  in this bill. G i v i n g  d i r e c t  tax a n d  
o t h e r  i n c e n t i v e s  to e x p l o r a t i o n  o p e r a t o r s  m a y  be n e c e s s a r y ,  
p a r t i c u l a r l y  to s t i m u l a t e  the m u c h  n e e d e d  g e o l o g i c a l  a n d  g e o ­
p h y s i c a l  i n f o r m a t i o n  data, £ u t  w e  f e l t  f u t u r e  l e g i s l a t u r e s  
c o u l d  d e a l  w i t h  t h i s  basic p o l i c y  c h a r g e .  R a t h e r  than i n c e n t i v e s ,  
w e  b e l i e v e  the p a c e  of e x p l o r a t i o n  c a n  b e s t  b e  d e t e r m i n e d  
a t  the t i m e  a n d  b y  the te rms of the o r i g i n a l  lease. And, as 
I n o t e  l a t e r ,  t h e  w o r k  c o m m i t m e n t  l e a s e  m e t h o d  c a n  be u s e d  
t o  o f f e r  i n c e n t i v e s .

W e  e x a m i n e d  t h e  t r e n d s  all o v e r  the w o r l d  t o ward g o v e r n m e n t s  
r e t a i n i n g  o w n e r s h i p  i n t e r e s t s  (equity) in leases, a n d  t oward 
g o v e r n m e n t - o w n e d  a n d  o p e r a t e d  e x p l o r a t i o n  c o m p a n i e s .  We r e ­
j e c t e d  b o t h  o f  t h e s e  ideas for A l a s k a .  E q u i t y  i n t e r e s t s  in 
l e a s e s  m a k e s  n o  s e n s e  so long a s  t h e  s t a t e  has the f l e x i b i l i t y  
to d e a l  w i t h  t h e  meiny and v a r i e d  l e a s i n g  s i t u a t i o n s  w h i c h  w i l l  
c o n f r o n t  it. G o v e r n m e n t  s p o n s o r e d  e x p l o r a t i o n ,  if a t  all, 
c a n  b e  a c h i e v e d  b y  c o n t r a c t  w i t h  i n d u s t r y  r a t h e r  than by b u ­
r e a u c r a t s .

A g a i n ,  the p e t r o l e u m  industry, n o t  u n l i k e  a n y  b u s i n e s s ,  n e e d s  
c e r t a i n t y  a n d  p r e d i c t a b i l i t y  in o r d e r  to b e  c o m f o r t a b l e  d o i n g  
b u s i n e s s .  A  " s t a b l e  and p r e d i c t a b l e  l e a s i n g  p o l i c y "  - T o m  
K e l l y .  " T h e  i n d u s t r y  wil l i n i t i a l l y  t e n d  to g o  w h e r e  i t ’s 
w a n t e d  a n d  a n  o r d e r l y  c o n t r a c t  a n d  d e p e n d a b l e  l e a s e  sale 
s c h e d u l e  w o u l d  u n d o u b t e d l y  p r o v i d e  a n  i m p e t u s  to f u r t h e r  
e x p l o r a t i o n  in t h e  state" - P e n n z o i l .

T h e  s t a t e ' s  n e e d  f o r  a flexible, c o m p r e h e n s i v e ,  a l l - i n c l u s i v e  
m e a n s  of l e a s i n g  a p p e a r s  to c o n f l i c t  w i t h  t he i n d u s t r y ' s  d e s i r e  
Cor p r e d i c t a b i l i t y .  One c o m p a n y  (Chevron) in an i n f o r m a l  p a p e r  
w e n t  so f a r  as to s a y  that g i v i n g  t h e s e  m a n y  a l t e r n a t i v e s  to 
the s t a t e  (HB 854, b e f o r e  a s i g n i f i c a n t  c h ange) a m o u n t s  to 
" o v e r k i l l "  a n d  m a k e s  A las ka a n  " e x p e r i m e n t a l  l a b o r a t o r y  in 
o i l  a n d  g a s  l e a s i n g . "  T h e y  c o n c l u d e  b y  s a yin g: "We c o n s i d e r
t h i s  to b e  c a p r i c i o u s " .

In the n a m e  o f  p r e d i c t a b i l i t y  a n d  c e r t a i n t y ,  o i l  o p e r a t o r s  o f  
s i z e  a l m o s t  w i t h o u t  e x c e p t i o n  o p t  for the c a s h  b o n u s  b i d  w i t h  
a f i x e d  r o y a l t y  a s  the p r e f e r r e d  l e a s i n g  m e t h o d .  T h e y  w a n t
t i t l e  <~: i  n m l  a c  H r» n r l— m cv r - H— r i I  1 1-3 * 1 *-----------------------------
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I b e l i e v e  A l a s k a  n e e d s  a f l e x i b l e  l e a s i n g  l a w  so t h a t  it m a y  
a d j u s t  to c h a n g e s  a s  t h e y  occur. T h e  w o r l d ,  n a t i o n a l  a n d  A l a s k a  
e n e r g y  a n d  o i l  a n d  g a s  f u t u r e  is in a s t a t e  o f  f l u x  a n d  w i l l  
r e m a i n  s o  f o r  t h e  two d e c a d e s  for w h i c h  t h i s  b i l l  is d e s i g n e d  
t o  a c c o m o d a t e .  N o  o n e  c a n  b e  sure w h a t  f u t u r e  d e v e l o p m e n t s  
i n  e n e r g y  w i l l  b e  a n d  p a r t i c u l a r l y  in A l a s k a  w h e r e  e x p l o r a t i o n  
c o n d i t i o n  a r e  so d i v e r s e .

A l a s k a  is n o w  o n e  o f  the l a r g e s t  o i l  o w n i n g  e n t i t i e s  in the 
w o r l d .  It v/ill b e  d e a l i n g  w i t h  p e t r o l e u m  m a t t e r s ,  d i r e c t l y ,  
f o r  at l e a s t  the n e x t  two d e c a d e s ,  p r o b a b l y  m u c h  longer.
I t ' s  i m m e d i a t e  f u t u r e  d e p e n d s  in l a r g e  p a r t  o n  h o w  it d e a l s  
w i t h  p e t r o l e u m  m a t t e r s .  As such, it s h o u l d  b e c o m e  f a m i l i a r  
w i t h  m o s t  o f  the a l t e r n a t i v e  m e t h o d s  it c a n  u s e  to c o n t r o l  
p e t r o l e u m  e x p l o r a t i o n .  HB 854, w e  b e l i e v e ,  o n c e  it is e n a c t e d  
a n d  in o p e r a t i o n  w i l l  p r o v i d e  the i n d u s t r y  the c e r t a i n t y  it 
r e q u i r e s .  A d m i t t e d l y ,  it c a l l s  for S t a t e  l a n d  to b e  o f f e r e d  
b y  m e t h o d s  i n c l u d i n g  b u t  a l s o  o t h e r  t h a n  b o n u s  b i d  w h e r e  f e a s i b l e .  
T h e  bill i n t r o d u c e s  m o r e  a l t e r n a t i v e s  than n o w  e x i s t ,  b u t  o n c e  t h e s e  
m e t h o d s  a r e  in p l a c e  a n d  have b e e n  used, w e  b e l i e v e ,  m o s t  u n­
c e r t a i n t y  w i l l  d i s a p p e a r .

O n e  last w o r d  o n  f l e x i b i l i t y .  In a d d i t i o n  to t h e  S tate, the 
F e d e r a l  g o v e r n m e n t  a n d  N a t i v e  R e g i o n a l  C o r p o r a t i o n s  w i l l  b e  
l e a s i n g  l a n d  f o r  o i l  a n d  gas e x p l o r a t i o n  for t h e  n e x t  s e v e r a l  
d e c a d e s .  T e r m s  a n d  c o n d i t i o n s  u n d e r  w h i c h  l e a s e s  a r e  i s s u e d  
b y  these eiititi.es w i l l  i n c l u d e  all the v a r i a b l e s  a d d r e s s e d  
in HB 854, and, u n d o u b t e d l y ,  more. To p r o t e c t  its i n t e r e s t  
a n d  to o p e r a t e  e f f e c t i v e l y  in this c o n s t a n t l y  c h a n g i n g  e x p l o r a t i o n  
p i c t u r e ,  the S t a t e  n e e d s  a f l e x i b l e  l e a s i n g  l a w  b y  w h i c h  to 
r e s p o n d .

F o l l o w i n g ,  a r e  a n  i t e m i z e d  l i s t  of the o b j e c t i o n s  w h i c h  I 
a n t i c i p a t e  w i l l  b e  m a d e  to H B  854.

1. T e r m  o f  5 y e a r s .  All o p e r a t o r s  w a n t  a  l e a s e  t e r m  as long 
as p o s s i b l e .  In H B  854, C o m m i s s i o n e r  c a n  g o  u p  to 10 
y e a r s  if " e x t r e m e  c o n d i t i o n s ,  etc." e x i s t .  T h e  m a j o r s  
u s u a l l y  k n o w  w h a t  they i ntend doing w h e n  t h e y  bid and 
lease. T h e  s m a l l e r  c o m p a n i e s  w i l l  a r g u e  t h a t  t h e y  need 
m o r e  t i m e  to p u t  d r i l l i n g  b l o c k s  t o g e t h e r .  T h e  S t a t e’s 
i n t e r e s t  is to h a v e  le ases e x p l o r e d  a n d  it is n o t  in 
h a v i n g  l e a s e d  a c r e a g e  o n  the b o o k s  p a y i n g  r e n t a l s  only.
D e a l s  c a n  b e  m a d e  in five years. D r i l l i n g  s h o u l d  
p r o c e e d  as s o o n  as possible, or the l a n d  s h o u l d  be 
o f f e r e d  a g a i n  to a m o r e  a g r e s s i v e  o p e r a t o r .

T h e  t i m e  b e t w e e n  C o o k  Inlet l e a s e  s a’ as in 1 9 6 2  a n d  1965 
u n t i l  f i r s t  p r o d u c t i o n  was b e g u n  f r o m  M i d d l e  G r oun d,
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M c A r t h u r ,  T r a d i n g  B a y  a n d  G r a n i t e  P o i n t  a v e r a g e s  u n d e r  
4 y e ars. N o t e  this is p r o d u c t i o n , n o t  b e g i n n i n g  d r i l l i n g  
d a t e .  A v e r a g e  time f r o m  s a l e  to d r i l l i n g  in N e w  M e x i c o  is 
6 y ears .

A s  I h a v e  i n d i c a t e d  b e f o r e ,  X b e l i e v e  t h i s  is t h e  m o s t  
i m p o r t a n t  t e r m  in t h e  lease. T h e  idea l w o u l d  b e  f o r  the 
c o m m i s s i o n e r  to h a v e  d i s c r e t i o n  to set the l e n g t h  o f  
t h e  lease, b u t  I do n o t  b e l i e v e  the l e g i s l a t u r e  o r  
t h e  i n d u s t r y  w o u l d  a c c e p t  s u c h  d i s c r e t i o n a r y  a u t h o r i t y .

2. M e t h o d s  o f  l e a s i n g

a. R o y a l t y  b i d d i n g  c r e a t e s  n o  i n c e n t i v e  to d e v e l o p e  
le a s e s  ( C h e v r o n ) . T h i s  is p a r t i c u l a r l y  t r u e  if 
" s u r r o u n d i n g  l e a s e h o l d  w e r e  s u c h  t h a t  e a r l y  
e v a l u a t i o n  was l i k e l y "  - ( C h a m p l i n  P e t r o l e u m ) .
S a m e  lack of i n c e n t i v e  a r g u m e n t  is s a i d  to a p p l y  
to h i g h  n e t  p r o f i t s  a n d / o r  w o r k  c o m m i t m e n t .

L o s s  of r e v e n u e  t o  state, too r i s k y  a n d  p r e m a t u r e  
s h u t d o w n  p r o b l e m  - (SE A l a s k a  E m p i r e  e d i t o r i a l ;  a 
r e p r i n t  o f  F a i r b a n k s  N e w s - M i n e r  e d i t o r i a l ,  1 9 7 7 - n o  
date) R u m o r  has rt t h e  U S G S  in A n c h o r a g e  (Jones, 
et  al) d o n ' t  like r o y a l t y  b i d d i n g  a n d  D O I  f o r c e d  
it o n  So. C o o k  I n l e t  sale. B u t  A R C O ' s  f i r s t  
l o c a t i o n  a p p e a r s  to b e  o n  a  r o y a l t y  tract,

b. W o r k  c o m m i t m e n t  is f a u l t e d  for s e v e r a l  r e a s o n s .  
E c o n o m i s t s ,  i n c l u d i n g  G r e g g  E r i c k s o n ,  s e e  i t  as 
s t i m u l a t i n g  a c t i v i t y  w h i c h  the m a r k e t p l a c e  w o u l d  
n o t  o t h e r w i s e  r e q u i r e .  In fact, it c a n  b e  u s e d  to 
s t i m u l a t e  e x p l o r a t i o n  and, s p e c i f i c a l l y ,  to a c q u i r e  
e x p l o r a t i o n  i n f o r m a t i o n  in a r e a s  w h i c h  o t h e r w i s e  
m i g h t  n o t  be e x p l o r e d .  T h e r e  c a n  b e  an e l e m e n t  of 
i n c e n t i v e  in thi s m e t h o d ,

Torn K e l l y  sees t h e  u s e  of w o r k  c o m m i t m e n t s  as p r e­
em p t i n g  small c o m p a n i e s .  (It is i n t e r e s t i n g  to n o t e  
that C h e v r o n  f a v o r e d  t h e  v/ork c o m m i t m e n t  so long as 
the b o n u s  or r o y a l t y  w a s  fix ed a nd the w o r k  c o m m i t m e n t  
w a s  the s o l e  b i d d a b l e  f a c t o r ) . K e l l y  s e e s  it 
d i s c o u r a g i n g  the p r o m o t i n g  of p a r t i c i p a t i o n s  (partners?) 
in d r i l l i n g  d e a l s  b e c a u s e  the a m o u n t  of d o l l a r s  b i d  
has b e e n  fixed. F r a n k l y ,  I d o n ' t  q u i t e  u n d e r­
stan d  his a r g u m e n t ,  a n d  c o n t r a r y  to h u r t i n g  the s m a l l  
c o m p a n i e s ,  I b e l i e v e  it c o u l d  b e  u s e d  to e n c o u r a g e  
them to explore. K e l l y  b e l i e v e s  a w o r k  c o m m i t m e n t  
w o r k s  b e s t  w h e n  it is n e g o t i a t e d  a n d  I a g r e e  w i t h
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him, b u t  w e  a g r e e  that it is u n l i k e l y  t h a t  the 
A l a s k a n  l e g i s l a t u r e  a n d  p u b l i c  w o u l d  c o n d o n e  n e­
g o t i a t e d  l e a s e  terms b y  p u b l i c  o f f i c i a l s ,  (unlike 
r o y a l t y  s a l e s .)

N o  m e n t i o n  is m a d e  of s l i d i n g  s c a l e  r o y a l t y  b y  a n y  
o f  t h e  A O G A  p a r t i c i p a n t s  or c o m p a n i e s  w h o  r e p l i e d  
t o  y o u r  letter. A l l  i n  the d e p a r t m e n t ,  i n c l u d i n g  
E a s y  G i l b r e t h  a n d  P e d r o  D e n t o n  (from p a s t  m e m o r a n d u m  
i n  f ile ), f e e l  this is a m o s t  s a t i s f a c t o r y  a n swer.
V7e a r e  p r e p a r i n g  s e v e r a l  s l i d i n g  s c a l e  e x a m p l e s  f o r  
t h e  C o o k  I n l e t  a n d  the N o r t h  S l o p e  so a s  to f o c u s  
o n  t h e  f a cto rs w h i c h  m u s t  b e  t a k e n  into c o n s i d e r a t i o n  
i n  s e t t i n g  the a p p r o p r i a t e  s c a l e  for an area,

N e t  p-'ofit w i l l  b e  o b j e c t e d  to b e c a u s e  it g e t s  the 
g o v e r n m e n t  into t he o i l  c o m p a n y ' s  b o o k s  a n d  it w i l l  
w i l l  b e  m o r e  c o s t l y  to a d m i n i s t e r .  E c o n o m i s t s  
L i p t o n ,  E r i c k s o n ,  et al w i l l  a r g u e  i t  r e t u r n s  the 
m o s t  to the state.

M o s t  e c o n o m i s t s  w i l l  agree, I b e l i e v e ,  it is the b e s t  
w a y  if "gold p l a t i n g  " c a n  b e  c o n t r o l l e d ,  b u t  t h e r e  
s e e m s  to b e  d i s a g r e e m e n t  as to w h e t h e r  i t  is b e s t  
u s e d  w h e r e  r i s k s  a r e  h i g h  or low. G o v e r n m e n t  
e n c r o a c h m e n t  w i l l  u n d e r l i e  the o p p o n e n t ' s  a r g u m e n t s .

3. T h e  a c r e a g e  l i m i t a t i o n  of 2 0 0 , 0 0 0  a c r e s  o n  s t a t e  u p l a n d s  
( r a t h e r  t h a n  p r e s e n t  500,000) h a s  b e e n  o b j e c t e d  to t h u s  
f a r  o n l y  b y  a few majors.  T h e  r e d u c t i o n  in the m a x i m u m  
is o b v i o u s l y  a i m e d  a t  the l a r g e r  c o m p a n i e s ,  a n d  w e  s h o u l d  
so s t a t e  d i r e c t l y .  (A l i s t  of s t a t e  l e a s e h o l d i n g s  as 
o f  2 / 1 0 / 7 8  is a t t a c h e d ) .

. S o m e  b a c k g r o u n d  m a y  be helpful. No o t h e r  s t a t e  .that I 
a m  a w a r e  of, has a n  a c r e a g e  l i m i t a t i o n .  But no o t h e r  
s t a t e  is A l a s k a ' s  size nor h a s  a n y  s t a t e  tens of m i l l i o n s  
o f  a c r e s  a v a i l a b l e  to lease.

T h e  F e d e r a l  g o v e r n m e n t  has a n  a c r e a g e  m a x i m u m  for its 
l a n d  w i t h i n  e a c h  state. D u r i n g  A l a s k a ' s  t e r r i t o r i a l  
d a y s  the F e d e r a l  o i l  and g a s  a c r e a g e  l i m i t a t i o n  in 
A l a s k a  w a s  1 0 0 , 0 0 0  acres. In o t h e r  s t a t e s  it w a s  
4 6 , 0 8 0 .

A f t e r  1961, A l a s k a ' s  r o s e  to 3 0 0,00 0 in the N o r t h e r n  
d i s t r i c t  ( a p p r o x i m a t e l y  n o r t h  of the Y u k o n  River) and
3 0 0 , 0 0 0  in the S o u t h e r n  d i s t r i c t .  T h e s e  a p p l y  today. 
P r e s e n t l y  the a c r e a g e  l i m i t a t i o n  is 2 4 6 , 0 8 0  a c r e s  of 
F e d e r a l  l e a s e s  per state, o t h e r  than Alaska.

c .

d.
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F i n a l l y ,  n o t e  that in HB 854 c o m p a n i e s  are g i v e n  f i v e  
y e a r s  f r o m  the e f f e c t i v e  d a t e  o f  t h e  a c t  to c o m p l y  
w i t h  the 2 0 0 , 0 0 0  a c r e  maximum.,

H o p e f u l l y ,  a  l esse r u p l a n d  a c r e a g e  m a x i m u m  in A l a s k a  
w i l l  a c t  as, 'albeit a small, i n c e n t i v e  for c o m p a n i e s  
o t h e r  t h a n  the m a j o r s  n o w  h e r e  to e x p l o r e  i n  A l a s k a ,

4. T h e  s t a t e ' s  r i g h t  to p u r c h a s e  up to 16 2/3% of t h e  o i l
a n d  100% of the g a s  w i l l  be o p p o s e d  o n  the g r o u n d s
t h a t  i t  is a n e g a t i v e  i n c e n t i v e  f o r  i n t e g r a t e d  c o m p a n i e s  
w h o  w i s h  to find and use the oi] a n d  gas. W e  s h o u l d  
be c a r e f u l  o f  this one, b u t  s u f f i c e  to say t h a t  in 1 9 7 2
N e w  M e x i c o  p a s s e d  a s i m i l a r  l a w  (N. M e x i c o  c a n  p u r c h a s e
100% o f  g a s  a n d  o i l ) , w h i c h  t h o u g h  n e v e r  e x e r c i s e d  o r  
t e s t e d  in court, r e m a i n s  o n  t h e  b o o k s ,  (a c o p y  a t t a c h e d ) .

5. R e n t a l s  m a y  be o p p o s e d  as b e i n g  t o o  h i g h ,  The a u t h o r i t y  of 
t h e  c o m m i s s i o n e r  to up the r e n t a l  a t " l e a s t  150% e a c h
y e a r  o n  s h u t - i n  l e ases m a y  b e g i n  to b i n d  the o p e r a t o r  
w i t h o u t  a m a r k e t ,  b u t  there is no e a s y  a n s w e r  to the 
s h u t - i n  f i e l d  u n l e s s  w e  i n v e s t i g a t e  s o m e t h i n g  like 
the r e s e r v e s  tax c o n c e p t ,  w h i c h  I d o n ' t  b e l i e v e  w i l l  
s o l v e  the problem.

6. L e a s e s  o f f e r e d  n o n c o m p e t i t i v e l y  a f t e r  r e c e i v i n g  no b i d s  
a p p e a r  to b e  f a v o r e d  b y  the i n d u s t r y .  T o m  K e l l y  c o m m e n t s  
t h a t  s u c h  l e a s e s  s h o u l d  b e  o f f e r e d  i m m e d i a t e l y  ( a u t o m atically?) 
a f t e r  the c o m p e t i t i v e  sale.

P l e a s e  n o t e  that HB 854 ( t ) , as w r i t t e n ,  a l l o w s  the 
c o m m i s s i o n e r  three o p t i o n s .  He c a n  o f f e r  t r a c t s  i m m e d i a t e l y ,  
at a n y  t i m e  up to 5 y e a r s  a f t e r  r e c e i v i n g  no bid s, o r  
n o t  a t  all. If he i n t e n d e d  to o f f e r  t racts n o n c o m p e t i t i v e l y  
i m m e d i a t e l y  after a c o m p e t i t i v e  s a l e  he w o u l d ' s o  a n n o u n c e  
i n . t h e  n o t i c e  of the c o m p e t i t i v e  sale.

T h e  p r o b l e m  i n h e r e n t  in g i v i n g  t h e  a d m i n i s t r a t o r  this 
m a n y  o p t i o n s ,  it w i l l  be argued,  is t h a t  u n p r e d i c t a b i l i t y  
w i l l  o c c u r .  U nless the o p e r a t o r  k n o w s  b e f o r e  hand t h a t  
he c a n  f i l l  o u t  his b l o c k  of a c r e a g e ,  he is at a d i s t i n c t  
d i s a d v a n t a g e .  The a d m i n i s t r a t o r  s h o u l d  take t h e s e  m a t t e r s  
into c o n s i d e r a t i o n  b e f o r e  lie n o t i c e s  a sale.

M i l t o n  L i pton,  G r e g g  E r i c k s o n  and o t h e r s  m a y  o p p o s e  this 
o p e n - e n d e d  a u t h o r i t y  to lease n o n c o m p e t i t i v e l y  f o l l o w i n g  
an u n s u c c e s s f u l  c o m p e t i t i v e  s a l e  o n  t h e  g r o u n d s  t h a t  a n  
a d m i n i s t r a t o r  n i g h t  rig a c o m p e t i t i v e  sale so t h a t  it 
w i l l  n o t  e l i c i t  bids so that a n  i m m e d i a t e  n o n c o m p e t i t i v e  
l e a s e  c a n  b e  awarded. I d o n ' t  t h i n k  s u c h  a h i t - a n d - r u n  
t r a n s a c t i o n  can e x i s t  t hese da ys, p a r t i c u l a r l y  w i t h  H B  
8 5 4 ’s p u b l i c  d i s c l o s u r e  p r o c e d u r e s ,  but, p e r h a p s ,  I ' m  
too naive.
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7. S e a l e d  b i d s  or oral  a u c t i o n  o r  s l i d i n g  s e a l e d  b i d s  
(like A l b e r t a ) . H3 854 p e r m i t s  the c o m m i s s i o n e r  to us e 
a n y  o r  a l l  of these. S e a l e d  b i d s  w i l l  be m o s t  c o m m o n l y  
used. T h e y  are e a s y  to a d m i n i s t e r .  O r a l  b i d d i n g  is 
u s e d  i n  Nev; M e x i c o  a n d  C o l o r a d o .  C h a m p l i n  r e c o m m e n d s  
o r a l  b i d d i n g  o n  "low p o t e n t i a l "  l a n d  so as to a v o i d  
p r e p a r i n g  b i d  f o r m s  and " l e a v i n g  m o n e y  on the t a b l e . "
N e w  M e x i c o ,  on the c o n t r a r y ,  u s e s  o r a l  b i d d i n g  a b o u t  50%

• o f  the t i m e  w h e n  it o e r c e i v e s  t h a t  t h e r e  w i l l  b e  a l o t  
.. • o f  c o m p e t i t i o n  in a sale. A b o u t  50% o f  th e t i m e  N e w

M e x i c o  o f f e r s  t r a c t s  by s e a l e d  bid.

A l b e r t a  a l l o w s  b i d d e r s  to s l i d e  b i d s  from o n e  t r a c t  
t o  a n o t h e r  i n  a sale. Thus, if b i d d e r  A's s e a l e d  b i d  
f a i l s  t o  w i n  on t r a c t  1, he c a n  d i r e c t  his b o n u s  be 
s l i d  t o  t r a c t  2, a n d  so on.

T o m  K e l ly, w h e n  c o m m i s s i o n e r ,  h a d  h i s  s taff i n v e s t i g a t e  
t h i s  s l i d i n g  bid m e t h o d  in A l b e r t a  in h o p e s  t h a t  it 
m i g h t  b e  u s e d  for the 1969 P r u d h o e  B a y  $900 m i l l i o n  sole. 
T h e  i d e a  w a s  r e j e c t e d  b e c a u s e  the i n d u s t r y  o b j e c t e d  on 
t h e  g r o u n d s  that it w o u l d  c a u s e  too m u c h  u n c e r t a i n t y  
s o  c l o s e  to the time o f  sale. S c o r e  o n e  for c e r t a i n t y .

• O b v i o u s l y ,  the a d v a n t a g e  to the s t a t e  w o u l d  be t h a t
m o r e  m o n e y  w o u l d  be p a i d  a t  the s a l e  if b i d s  w e r e  a l l o w e d  
to slide. B e f o r e  a c t u a l l y  u s i n g  t h i s  system, A l b e r t a ' s  
p r o c e d u r e s  s h o u l d  be s t u d i e d  a gain.

8 . B y  r e g u l a t i o n ,  the l e s s e e  m a y  e a r n  o n l y  to the d e p t h  
d r i l l e d ( j ) .  I e n v i s i o n  tha t the s t a t e  w o u l d  n o t  i n v o k e  
t h i s  r i g h t  until it felt d e e p e r  h o r i z o n s  c o n t a i n e d  
o i l ,  a n d  then w o u l d  g i v e  the l e s s e e  a r e a s o n a b l e  t i m e
to e x p l o r e  deeper. If the l e s s e e  f a i l e d  to d r i l l  d e e p e r ,  
t h e  d e e p e r  h o r i z o n s  w o u l d  be o f f e r e d  a t  a c o m p e t i t i v e  
l e a s e  sale. A l b e r t a  w o k e  u p  to this p r o b l e m  late a n d  
s o l v e d  it b y  c h a n g i n g  terms o f  e x i s t i n g  l ease c o n t r a c t s  
w i t h  a l l  t h a t  p o l i t i c a l  c o n t r o v e r s y .

J w i l l  a s k  P e t e r  F r o e h l i c h  to r e s e a r c h  w h e t h e r  this 
i s s u e  o f  d r i l l i n g  d e e p e r  m i g h t  not b e  s o l v e d  b y  tightening- 
u p  t e r m s  o f  the l e a s e  form to r e q u i r e  d u e  d i l i g e n c e  
b y  the o p e r a t o r  at the r e q u e s t  of the state.
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CHAPTER 26 

AN ACT ’ .

J U X A T I K C  T O  S T A T E  L A N D S ;  R E Q U I R I N G  T H E  COMJf lSS IO NER  O F  P U B L I C  L A N D S  

T O  R E S E R V E  C E R T A I N  R I C H T S  T O  T H E  S T A T E  IN L E A S E S  O R  O T H E R  C O N V E Y A N C E S  

O P  S T A T E  L A N D S  C R A N T I N C  A N Y  I N T E R E S T  I N  O R  RIC1ITS T O  M I N E R A L S  O F  

WHAT SO EVE R.  R I N D ,  I N C L U D I N C  O I L  A N D  C A SJ  P R O V I D I K C  T O R  A  W A I V E R  O F  T H E  

R E Q U I R E D  R E S E R V A T I O N ;  P R O V I D I N C  F O R  D I S P O S A L  O T  R E S E R V E D  K t N E R A L S .

B E IT □ (ACT ED  BY T H E  L E G I S L A T U R E  Or T H E  S T A T E  O P  N E W  M E X I C O :

S e c t i o n  1. C O M M I S S I O N E R  O F  P U B L I C  L A N D S  T O  R E S E R V E  C E R T A I N  

R I C H T S  T O  T n E  S T A T E  IN L E A S E S  O R  O T H E R  C O N V E Y A N C E S  O F  A N Y  H I N E R A L  

I N T E R E S T S  O R  R I C H T S  T O  M I N E R A L S  IN S T A T E  L A N D S . —  In a n y  l e a se  or

oilier c o n v e y a n c e  o l e t a c e  l an d * g r a n t i n g  a n y  I n t e r e s t  In or r i g h t s  t o

e l n e r a l s  of w h a t s o e v e r  V l n d ,  I n c l u d i n g  o i l  a n d  gas, I n  t h Q j c  la nd *  

e e r c u t e d  b y  the coerxl ssl on er of p u b l i c  la nd s  n f t e r  t h e  e f f e c t i v e
• •

d a t e  o f t hi s  s e c t i o n ,  t h e  f o l l o w i n g  r e s e r v a t i o n  of l i g h t s  to the 

s t a t e  s h a l l  b e o a d e !  " T h e  s t a t e  h as  « c o n t i n u i n g  o p t i o n  to f r c h a s e  

at a n y  t l o c  and f r o o  t i n -  to d o e ,  a t  t he eiarVct p r i c e  p r e v a i l i n g  In 

t he  a r en  o n  the d a t e  of p u r c h a s e ,  all o r  p a r t  o f  a n y  o l n e r n l s  ( s p e c i f y  

the o l n e r a l s )  t h a t  m j y  b e  p r o d u c e d  f r o m  the l a n d s  c o v e r e d  b y  this 

l e a s e (or o t h e r  con veyance)."..

S e c t i o n  2. W A I V E R  O F  R E Q U I R E M E N T S  F O R  R E S E R V A T I O N  O P  R I C H T S  IN 

L E A S E S  O R  C O N V E Y A N C E  T O R  S P E C I F I C  M I N E R A L S — P R O C E D U R E S  F O R  W A I V E R . —

A. T h e  c o a m l s * l o n e r  of p u b l i c  l a n d s  m a y  v n l v r  by w r i t t e n

o r d e r  t h e  r e s e r v a t i o n  o f  r i g h t *  r e q u i r e d  u n d e r  S e c t i o n  1 of t hi s  a c t

0
In r e s p e c t  to a n y  s p e c i f i c  a l n e r a l .  o t h e r  t h a n  f o s s i l  f u el s , f o r  w h i c h

K’-RCS/HB 4*1
APpro^^v,rc|t 9( 19/3
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t h e r e  Is n o  s i g n i f i c a n t  c o n s u m p t i v e  u s e  w i t h i n  the a ta t c,  but *urt 

o r d e r  m a y  b e  o a d e  onlyt

(1) a f t e r  w r i t t e n  n o t i c e  Is m a i l e d  b y  c e r t i f i e d  ns

a t  l e a s t  t w e n t y  d ay a  b e f o r e  the h e a r i n g  r e q u i r e d  by P a r a g r a p h  (I)- 

• • 

t h i s  s u b s e c t i o n  t o the g o v e r n o r ;

(2) a f t e r  n o t i c e  of the h e a r i n g  r e q u i r e d  by Par.igr<

(3) of t h is  s u b s e c t i o n  li p o s t e d  in t he sam e m a n n e r  as n o t i c e  of

p u b l i c  s a l e  of m i n e r a l  l e a s e s  Is r e q u i r e d  to b e  p os ted  u n d e r Seetlc

? - « - 3 4  N M S A  1953;

(3) a l t e r  a p u b l i c  h e a r i n g  on t he  i s s u e  of w a i v e r  

u n d e r  this a u b s e c t i o n  h a s  b e e n  h e l d  by the c o m m i s s i o n e r  of p u b l i c  

lan d s o r h l «  d e s i g n a t e d  r e p r e s e n t a t i v e  In a c c o r d a n c e  w i t h  p r o c ed u re  

a d o p t e d  b y  the c o m m i s s i o n e r  of p u b l i c  l ands; and

. (*) if t h*  c o r m l s s l o n e r  of p u b l i c  land* finds a f t e r

c o n s i d e r i n g  the e v i d e n c e  p r o d u c e d  at the h e a r i n g  that a w a i v e r  o f  t 

p r o v i s i o n  w o u l d  b e  In the b e st  I n t e r e s t s  of t he trust fccnetlc1»rlea 

c o n s i d e r i n g  l o n g - r a n g e  and s h o r t - r a n g e  b e n e f i t s ,

D. A  w a i v e r  g r a n t e J  u n d e r  S u b s e c t i o n  A  of th is s e c t i o n  

s h a l l  b o l i m i t e d  to s d e f i n i t e  p e r i o d  of time n o t  to e x c e e d  f i ve  

y cer t.  W a i v e r s  m a y  b e  r e n e w e d  b y  the c o m m i s s i o n e r  but o n l y  a f t e r  

f o l l o w i n g  the p r o c e d u r e  r e q u i r e d  u n d e r  S u b s e c t i o n  A  of this s e c t i o n  

S e c t i o n  3. D I S P O S A L  O P  M I N E R A L S  BY COIPIISSIONER O P  P U B L I C  L A N  

— T h e  c o m m i s s i o n e r  o f  p u b l i c  l and s s ha l l d i s p o s e  of any m i n e r a l s  

r e s e r v e d  u n d e r  t h i s  act at the b e s t  p r i c e  a v a i l a b l e  In o r d e r  to'jalf 

tht m a x i m u m  b e n e f i t  for th e t r ust  b e n e f i c i a r i e s . ___________________________



STATE'S RIGHT TO PURCHASE 
OIL & GAS III HB 854

The State has the right in HB 854(v) to purchase not more than 16 2/3% of the 

oil and up to 100% of the gas at the regulated price or fair market value at the 

point of sale. The right to purchase is needed to protect the "in kind" taking 

of its royalty by Alaska, a sale of said royalty, and a subsequent reduction of 

the royalty in the later stages of production (d).

New Mexico, 1973, enacted a law which gives it the right to reserve an option to 

purchase at any time at the prevailing marke* price any or all minerals, including 

oil and gas, produced from State land. Thus, Mew Mexico may purchase 100% of 

the oil and gas found on State land.

Whereas the New Mexico Commissioner is authorized to waive the reservation 

option with respect to any specific mineral, he may not do so for oil or gas.

The Act, Chapter 26 of the Session Laws of 19/3, has never been exercised by New 

Mexico; thus no opportunity has been giv^n to test its constitutionality.

If Alaska were to reserve an option to purchase up to the amount of the royalty, 

fixed or bid, an equivalent net profit share would have to be determined.



LEASING METHODS EXAMINED

BUT NOT INCLUDED IN HB 854

The so-called "dual leasing" system which would authorize the State 
to issue separate exploration and production leases. Senator Ted 
Steven's amendment to S-9 would permit the exploratory lessee to 
share witn the government (Federal) the costs of the exploratory 
drilling program, which would be managed by the lessee, in exchange 
for a share of the revenues received by the government from a 
subsequently issued production lease.

The Administration believes that the State can know before it 
offers its land for drilling what development and production activities 
it expects to take place.

Dr. Mason Gaffney's ad valorem charge, or a "post" royalty system 
versus the "ante" systems in MB 854. In other words, the state 
determines its take before discovery, not after. Other governments, 
like the Canadian national, are going to the "post" systems, i.e. 
"progressive incremental royalty<"

Incentives. There are no direct incentives to lessees contemplated
in HB 854, except that "work commitment" would allow cash bonuses
not to go to the government but inst'ad used by industry for exploration.

Government equities in leases or state-owned and operated exploration 
companies are not envisioned in HB 854.

Oil Payment Bidding - shift royalty to rental.
r

Performance System which provides government with the authority to 
specify the exact rate and extent of resource development.

Share Bidding or Phillips Plan. Bonus bids are entered for the entire 
structure instead of for a specific tract. Based on their equity in 
the field, each company receives a percent of the profits or losses with 
a maximum percentage participation by any one company.

Alberta's so-called "checkerboard" leasing system wherein a reservation 
holder may apply for leases over not more than 50% of the area in the 
reservation in a checker-board pattern. These leases convey the right 
to produce and sell the Crown's oil and gas, and the government retains 
the right to alter unilaterally the terms and conditions of the arrangement.



SUMMARY OF ACREAGE LIMITATION 
CHANGE IN MB 854

The acreage any one State lessee may hold is 500,000 acres upland and

500,000 acres offshore. HB 854 reduces the uplands to 200,000 acres. This 

is to help increase the number of upland lessees by limiting the holdings 

of the larger major oil companies. Offshore holdings will be unaffected.

No other state that we are aware of has an acreage limitation. But no 

other state is Alaska's size nor has any state tens of millions of acres 

available to lease.

/

The Federal government has an acreage maximum for its uplands within each 

state. During Alaska's territorial days the Federal oil and gas acreage 

limitation in Alaska was 100,000 acres. In other states it was 46,080 

acres.

After 1961 the Federal maximum for Alaska rose to 300,000 acres iri the 

Northern district (approximately north of the Yukon River) and 300,000 in 

the Southern district. These apply today. There is no Federal acreage 

limitation on the Outer Continental Shelf. Presently, the acreage limitation 

is 246,080 uplands acres of Federal leases per state, other than Alaska.

HB 854 grants companies five years from the effective date of the act to 

comply with the 200,000 upland acre maximum.

A list of major leaseholdings as of February, 1978, (showing uplands and 

offshore holdings of those companies which now exceed 200,000 acres) follows:



—
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(as of March 13, 1978

COMPANY ACRES

ARC0 403,151.21

UNION 287,032.83

PHILLIPS PETROLEUM 243,227.94

EXXON 158,627.>3

TEXACO 156,027.03

SOHIO PETROLEUM ' 135,588.28

BP ALASKA 103,218.99

CITIES SERVICE 140,071.58

CHEVRON 126,493.55

AMOCO 126,134.64

MOBIL 120,375.19
j

MARATHON OIL 71,533.36

BEARD OIL 71,260.49

SHELL OIL 40,603.10

GETTY 29,857.30

SUN OIL 27,453.87

356,882.86 acres of uplands 
51,268.35 offshore 

408,151.21 total

233,138.75 uplands 
53,894.08 offshore 

287,032.83 total

80,332.74 uplands 
162,895.20 offshore 
243,227.94 total



DESCRIPTION OF LEASING METHODS IN HB854

Currently, the State of Alaska's leasing system is a cash bonus bid with a 
minimum fixed royalty of 12.5 percent. The methods outlined below include 
the present system with different fixed royalties, sliding scale royalty with
bonus bid, sliding scale royalty bid with fixed bonus, net profit share bid
with fixed bonus, royalty bid with fixed bonus and exploration work commit­
ment. The Kasic elements of these methods are summarized below.

(1) Bonus Bid With Fixed Royalty
Bonus bid with fixed royalty is the system curr-.ntly used by the State of 
Alaska. In a lease sale, the winning bid for a tract is the one which makes 
the highest sealed or auctioned cash bonus bid. There is also a minimum 
royalty of 12.5 percent. An advantage of this svster.. is that government re­
ceives revenue regardless if there are economical quantities of oil or gas 
found and/or produced. To avoid early termination of production, royalties need 
to be flexible during a field's declining years.

(21 Sliding Seaie_ Royalty With Bonus Bid (or Sliding Scale Bid with Fixed Bonus) 
Under this system, the government receives a cash bonus bid and a sliding
scale royalty. We used 12.5 percent as a minimum figure and 62.5 percent as a
ceiling wherein the rate in any period is dependent upon the production of that 
period.

The royalty rate is graduated in much the same manner as the federal personal 
income tax. Table I gives two examples of^a sliding scale royalty schedule.
The royalty is progressive, that is, the royalty on additional production 
increases. For example, in the South Central Area, the initial 500 barrels 
pay a royalty of 12.5 percent, the next 500 barrels pay 25 percent. The 
royalty rate increases by 12.5 percentage points per 500 barrels until 2000 
barrels of output arc achieved. All production beyond 2001 barrels pays a 
royalty of 62.5 percent. Thus, if production reaches 5000 barrels, the average 
royalty rate is 50 percent. In the limit, the average rate would converge 
towards 62.5 percent as daily production continues to increase.

As field productivity declines and well production falls, the producer backs 
down the schedule and royalties decline. In order to optimally exploit the 
field, l.ht! royalties should decline to zero near the end of field life.
Actually, final rates of five or six percent would result in minimal early 
shut down.



TABLE I
TYPICAL SLIDING SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Daily Average 
Prod. Rate

Incremental 
Royalty Rate

Royalty For Specific Producing Rates 
Producing Royalty Average 
Rate Production Royalty

(Bbls./day) (%) (Bbls./day) (Bbls./day) 00

-500 12.5 500 62.5 12.50
501-1000 25.0 1000 187.5 18.75

1001-1500 37.5 1500 375.0 25.00
1501-2000 50.0 2000 625.0 31.25
2001-2500 62.5 2500 937.5 37.50

3500 1562.5 44.64
4500 2187.5 48.61
5000 2500.0 50.00

NORTH SLOPE AREA

Royalty Tor Specific Producing Rates
Daily Average 
Prod. Rate

Incremental 
Royalty Rate

Producing
Rate

Roya 1 ty 
Production

Average 
Royalty

(Bbls./dayT ■ m ' (Bbls./day) (Bbls./day) (%)

-1000 12.5 1000 125 12.50
1001-2000 25.0 2000 375 18.75
2001-3000 37.5 3000 750 25.00
3001-4000 50.0 4000 1250 31.25
4001 and above 62.5 50007 1875 37.50

7000 3125 44.64
9000 4375 48.61
10000 5000 50.00

Note: The Sliding Scale Royalty Schedule for the North Slope area is signifi­
cantly higher than for the South Central area because the higher North 
Slope operating costs result in a much higher economic limit.

Hopei ally, this illustration clarifies the relationship between production 
rates and royalty rates.

Greater flexibility in setting the initial rate is the major advantage of this 
system while not running the risk of an uneconomically (for Industry) high royalty 
rate. On the other hand, to achieve an overall lower royalty payment, a company 
might spread out production over a longer period of time. Usually, however, 
because of the time value of money and increased operating costs, oil companies 
generally try to accelerate production.



(3) Net Profit Share Bid With Fixed Bonus
A small fixed bonus is required as earnest money. The bonus is low enough to 
encourage producers to bid a high net profit share while permitting profitable 
development.

(4) Royalty Bid With Fixed Bonus
This system utilizes the same method to calculate fixed bonus as described for 
Net Profit Share. The bid parameter is u function of production instead of net 
profits. Since the bonus is fixed, interested parties bid on the royalty rate 
that the government is to receive. The advantage of royalty bidding is that 
little front end money is needed by Industry. However, this could encourage 
speculation causing an overbid. Royalty bidding should encourage more competi­
tion among bidders and may allow the smaller companies a better chance of 
winning the tract.

(5) Work Commitment With Fixed Bonus, Royalty or Net Profit Share
The government itemizes the perfcrmance criteria such as the rate and amount 
of work to be performed on each tract. The total bid specified in dollar terms 
and a portion of the bid used for exploration and development activities. This 
system gives the government some control over the rate and extent of resource 
development. f

-3-



TWO VIEWS ON BIDDING STRATEGIES

WEALTH MAXIMIZING STRATEGIES FROM THE STATE'S VIEWPOINT

The choice of bidding method cannot be made 0 1 1 the basis of any single criteria 
but is the result of evaluating a number of factors including but not limited to 
the potential economic payoff and physical characteristics of the lease area. 
HB854 offers essentially four leasing schemes: (1) Bonus Bid - Fixed Royalty,
(2) Royalty Bid - Fixed Bonus, (3) Net Profit Bidding with Fixed Bonus,
(4) Work Commitment with Bonus Bidding. These options will be briefly evaluated.

Bonus Bid - Fixed Royalty

If the royalty is fixed at 12-^%, there is no reason to use this option. It is
of historical value only. At higher fixed royalties, it has some merit, but the
higher fixed royalty means a lower bonus bid which is supposedly the advantage 
of the system. Private discount "atcs are too high for bonus bidding to be
advantageous to the State. For example, a brief examination of an annuity table
suggests that increases in the discount rate rapidly diminish the present value 
of a future income stream. This income stream can be interpreted as the dis­
counted net revenues resulting from the potential discovery and development of 
an oil field. Table II illustrates the discount rate effect.

Table II
Present Value of an Annuity of $1 Million 

(Values in 10°$}

Number of Years Discount Rates
6% 10% 14% 16% 18% 20%

20 $11,470 $8,514 $6,623 $5,929 $5,353 $4,870
30 13.765 9.427 7.003 6.177 5.517 4.979
N 16.67 10.00 7.14 6.25 5.56 5.00

From the State's viewpoint, a 6% discount rate may properly reflect the present 
value of the income generated by the potential oil discovery The industry, 
on the other hand, is likely to discount the future net income stream at much 
higher rates, say 20%. Thus, the maximum bid under ideal circumstances would be 
$5 million for an income stream that would yield net revenues of cn million per 
year in perpetuity. Perpetuity is longer than the life of Prudhoe Bay.

Royalty Bid - Fixed Bonus

Relatively easy to administer - reduces risk and front end filter to the private 
sector. With sliding scale, most early shut down problems are avoided. The fact



that the State receives a revenue stream over a 20 year time horizon also is 
an attractive feature. The Beaufort Sale is an ideal candidate for a royalty 
bidding scheme.

Net Profit Bidding

This is very attractive from a risk sharing point of view. All risks (geologic, 
exploration, development, and production costs as well as product price) are 
shared with the industry. Would increase exploration and development in remote 
high risk areas. May be useful where there is low probability of bid find.
Under ideal circumstances (political) is the best of all possible options but 
does have serious administrative problems.

Work Commitment

Cases where State wants information and is willing to specify type of information 
desired. Good for high risk areas in remote locations. May also be used where 
the State wants more information before putting structures up for competitive 
bidding scheme.

On balance, the royalty bidding schemes represent a substantial improvement 
over bonus bidding and are administratively tractable. Given the time to build 
the expertise, it may be advisable to shift to profit sharing or ad valorem 
schemes.

MULTIPURPOSE STRATEGIES 

Bonus Bids

Bonus bidding should be applied in cases where the State has either:
t

(a) A very great amount of knowledge'* about the resource, or
(b) The prospect is of extremely high risk, the lessor has little 

knowledge of the resource and expected value revenues would 
be marginal.

The first case (a) where tracts might be offered for Bonus Bidding could be that 
of a drainage or near drainage situation where the State wished to maximize its 
near term discounted revenues. It would be advisable to not offer all of the 
tracts for bonus bidding, but to withhold a percent of acreage to be sold at 
a later date, (Report 2-77). Also, since royalty and other bidding methods have 
shown to offer higher expected value revenues for lower risk cases it could be 
advisable to mix royalty bidding with the bonus bidding, a practice followed by 
the Federal Government in the recent Cook Inlet OCS sale.

In the second case (b), that of extreme high risk, bonus bidding can be used as 
a filter to determine the value of marginal tracts. This is discussed under the 
section on (t) low potential, high risk and previously leased.



Report 2-77 indicates that for very high risk cases all bidding methods approach 
the same level of expected value income for the State. In cases of small and 
marginal potential reservoirs the bonus bid method with its ease of administration 
might afford optimum State revenues. Report 2-77 also indicates that in probability 
of success percents of 1 percent or less bonus bids could afford higher revenues, 
but the State should ensure that leasing under such high risk cases only occurs 
when sufficient knowledge is gained to indicate that the land to be leased is of 
such a low potential. For example, a geologic structure as large as the Prudhoe 
Bay anticline may have had a high degree of risk before it was drilled but its 
potential to hold enormous reserves was there. Bonus bidding should not have 
been used in that instance.

In summary, bonus bidding can be used when:

(1) Very small potential reservoirs are expected;

(2) Extreme risk is expected and the gaining of sufficient knowledge
to determine the presence of reservoirs is unwarrented because of
marginal to low potential indications.

(3) A sliding royalty should be considered in all bonus bid cases;

(4) This method could be used in a mixture with other methods such as
royalty bidding;

(5) Also, in general, this method should only be considered when leasing 
in the less desirable state areas, i.e. those below the top 10 rank.

Royalty Bidding - Fixed Bonus
4'

Report 2-77 indicates that royalty biddingand profit sharing deliver the highest 
expected value revenues to the State of all bidding methods. It is particularly 
effective where the probability of occurrence is high (i.e. low risk) and 
especially when the expected reservoirs are large. A sliding scale should be 
added in the declining production years to eliminate the problem of premature 
shut down. Cases for royalty bidding would be when:

(1) The State has enough knowledge to assess the size of potential traps.

(2) Potential reservoirs are not extremely small or of extreme risk.

The Beaufort Sea sale is a good example of a case for using Royalty bidding 
on tracts. In general, this method should bo considered when leasing in the top 
10 leasing areas on the desirability scale.

Not Profit Bidding

Met; profit bidding would be most advantageous when costs and oil prices are in 
a state of extreme fluctuations making economic predictions unreliable. In 
remote high risk areas, this method might attract stronger bids than the royalty



or the bonus bid method.

Of the 35 potential State leasing areas, this method might be used to advantage 
on those areas below the top 10 in desirability.

Work Commitment

(See section (t)).

This bidding method can be best used where the State has a large (i.e. 100,000+ 
acres) area of probable low potential where industry has shown a general lack 
of interest in exploration and leasing. By offering a large area for lease to 
one lease owner, the State provides an extra incentive to undertake exploration 
and the State ensures the exploration by making the bid variable.

This method would be used in remote low potential high risk areas. Some of the 
State's 3 mile limit lands such as Area IX might be applicable to this method.

Low Potential & High Risk and Previously Leased Section (t)

On the basis of exploration knowledge, lack of interest by industry and reason­
able analysis, the department may determine that lands have very low potential 
for oil and gas.

As a means of encouraging the evaluation and possible development of these low 
potential lands, the department could:

(1) Offer the lands for competitive lease using a bonus bid with sliding
royalty. A minimum bid equal to the first year's rentals could be
used to filter the bids. This should give a check on the potential
of the lands. The sliding royalty would act as a safeguard for very
low value bonus bid tracts if a discovery is made later on the lands.

}
(2) On tracts that receive no acceptable bids, the commissioner could hold 

a non-competitive similtaneous drawing after proper notice (30 days). 
Tracts not receiving applications for the drawing could then be opened 
for over the counter applications. Tracts could be offered at fixed 
50<£/year rentals, 5 year terms. A sliding scale royalty would be used 
in all cases to provide a revenue safeguard against luture potential 
discoveries.

(3) In some cases, all tracts not receiving acceptable bids could be 
aggregated into large blocks (100,000 acres or more) and offered for 
work commitment bidding or development contracts.



RESULTS OF LEASING MODEL SIMULATION 0 10% RISK AND LOW COST REGION

OIL CO. PROFIT

EXPECTED VALUE STATE 

STATE INCOME

INCOME

Leasing
Method

Oil Rec 
MNi/Bbls. *Total *PW 0 10% *Bonus Royalty

BONUS, ROYALTY & TAXES 
*Total *PW 0 6% *P>W 0 10'

BONUS 12->#
I. 137.6 72.6 14.7 .5 27.6 61.2 24.9 14.6
II. 633.8 376.3 93.2 48.1 127.0 338.9 171.6 118.7
III. 5238.1 3189.1 697.2 385.3 1048.1 2807.0 1347.8 917.1

BONUS 12--'$
Acreage Withheld (initial sale) 
II. 633.8 1524.8 289.9 179.9 533.5 1408.3 711.0 490.4
III. 5238.1 17905.3 2950.6 1780.0 6079.1 15900.8 7510.1 5035.4

BONUS 25%
I.
II.

uneconomic 
633.6 316.9 77.9 38.5

• 's.

292.5 445.1 214.3 141.8
III. 5236.9 2698.2 582.8 316.3 2095.7 3693.4 1681.2 1091.1

SLIDING
ROYALTY

I. 137.6 71.1 14.2 .1 31.0 63.9 26.2 15.4
II. 633.9 274.6 64.7 30.0 344.8 519.8 249.0 161.3
III. 5238.5 1388.6 265.1 117.1 4891.8 6046.5 2591.7 1563.3

ROYALTY
I. 137.5 70.0 14.1 0.0 33.1 65.7 26.6 15.5
II. 632.6 178.9 42.4 15.0 547.9 688.9 311.4 193.4
III. 5230.1 1400.5 281.0 125.0 4861.2 6024.1 2555.6 1544.1

NET PROFITS
II. 634.0 169.8 40.4 15.0 567.0 706.6 318.6 197.1



RESULTS OF LEASING MODEL SIMULATIONS 9 90% RISK AND LOW COST REGION

EXPECTED VALUE STATE INCOME

NET PROFITS 
I. 137.7 271.6 38.6 2.5 1054.8 1295.5

OIL CO. PROFIT STATE INCOME

Leasing
Method

Oil Rec 
MM/Bbls. *Total *PW (? 10% *Bonus Royalty

BONUS, ROYALTY & TAXES 
*Tota1 *PW 0 6% *PW 0 10%

BONUS 12 h%
I.
II.
III.

137.6
633.8

5238.1

635.0
3247.7

27716.2

98.6
585.0

4452.9

44.5
377.5
2709.9

24.9
1143.3
9433.1

603.4
3012.2

24630.1

275.2
1520.2

11618.3

180.8
1048.0
7780.9

BONUS 252
T 1 .
II.
III.

137.4 
633.6 
5236.9 '

523.1
2737.5

23473.1

79.2
492.6
3746.7

30.6
308.9
2228.6

49.7 
2285.9 

.1 §861.8

815.5
3984.8

32734.2

358.0
1917.6

14723.2

226.8
1267.6
9443.5

SLIDING
ROYALTY

I.
II.
III.

137.6
633.9

5230.5

622.1
2376.0

12200.0

95.5
407T6
1832.0

42.1
256.1
820.6

279.0
3103.4

44026.2

628.4
4678.2
54260.4

287.2
2249.0

23201.8

188.1
1461.2

14001.0

ROYALTY
I.
II.
III.

136.8
629.2
5216.7

308.4
495.3
5666.5

42.9
80.5

836.4

2.5
15.0

125.0

972.7
7261.1
58312.9

1219.5
8216.0
66525.9

516.4
3665.7

27704.6

314.2
2238.2

16370.0

530.8 323.7



•  9

RESULTS OF LEASING MODEL SIMULATION 0 100% RISK (PERFECT CERTAINTY) & LOW COST REGION

EXPECTED VALUE STATE INCOME

OIL CO. PROFIT STATE INCOME (105)

Leasing
Method

Oil Rec 
MM/B bis. *Total *PW 0 10% *Bonus Royalty *Total *PW 0 6% *PW 0 10%

BONUS +
12-h% ROYALTY

I. 137.6
II. 633.8
III. 6238.1

705.6
3608.6

30795.8

109.6
650.0

4947.7

49.4
419.4
3011

27.7
1270.3

10481.2

670.4
3346.9

27366.8

305.8
1689.1
12909.2

200.9 
1164 ..4 
8644.4

BONUS +
25% ROYALTY

I.
II.
III.

137.4
633.6
5236.9

581.2
3041.7
26081.2

88
547.3

4163

34
343.2

2476.2

55.2
2539.9
20957.6

906.1
4427.6
36371.1

397
2130.7
16359.1

251
1408.4
10492.8

SLIDING
ROYALTY

I.
II.
III.

137.6
633.9

5238.5

691.2
2640
13555

106.1
452.9
2035.6

46.8
284.6
911.8

310
3448.2
489.8

698.2
O O P ,

60289.3

318.9
2498.9

25778.9

209
1624.4
1556.7

ROYALTY
BIDDING

I.
II.
III.

136.8
629.2

5216.7

342:. 7 
550.3 

6296.1

47.7
89.4

929.3

2.8
16.7
138.9

1080.8
8017.8
64792.9

1355
9128.9

73917.7

573.8
4073
30782.2

349.1 
24S6.9 
18188.9

NET PROFITS
I.
II.

137.1
634.0

301.8
482

42.9
79.6

2.8
16.7

1172
8243.4

1439.4
9299.7

598.7
4125.1

359.7
2506.6
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9 38.Ub.llf/ A la ska  Statutes § 38.05.ISO

construct, maintain, and use a ll such build ings, machinery, roads, 
pipelines, powerlines, and ra ilroads , sink such sha fts , d rill such wells, 
remove such soil, and to remain on said lands o r  any pa rt th e re o f fo r  
the fo regoing  purposes and to occupy as much o f  said lands as may be 
necessary o r convenient fo r  such purposes hereby expressly  rese rv ing  
to itse lf, its losses, successors, and assigns, as a foresa id , g ene ra lly  a ll 
rights and power in, to, and ove r said land, whether herein expressed 
o r not, reasonab ly necessary o r convenient to render beneficial and 
effic ient the complete en joym ent o f  the p roperty and righ ts hereby 
expressly reserved .”  (§ 1 a r t V I I  ch 169 SLA  1959; am § 14 ch 61 SLA  
1960; am § 1 ch 42 SLA  1966; am § 3 ch 240 SLA  1976)

ICrfccl o f am endm en t — The 1976 C hapter 19, SLA 1977 held not invalid.
am endm ent su b s titu te d  "89 315 — 325 of — C hapter 19, SLA 1976, authorizing a
this chapter, §§ 45 — 120 of this chapter, three-w ay exchange of land betw een th e
or ch. 50 of this title except as provided in sta le  of Alaska, the United S tates
AS 38.50.050 is" for "§§ 315 — 325 of this governm ent and a  regional corporation of
chapter or §§ 45 — 120 of this chapter, Alaska Natives, was not invalid on the
except for those lands originally acquired ground th a t it waived the provisions o f this
by purchase, exchange, condemnation, g ift, section restricting  the s ta te ’s right to
escheat or foreclosure are” near the alienate minerals and forn.er AS 38.95.060
beginning of the section. authorizing exchanges of land with native

Legislative com m ittee report. — For corporations on the basis of equal value, 
report on ch. -.2, SLA 1966 (HB 387 am), see S tate v. Lewis, Sup. Ct. Op. No. 1364 (File
1966 House Journal, p. 492. No. 3039), 559 P.2d 630 (1977).

Sec. 38.05.127. Access to navigab le o r  pub lic waters, (a) B e fo re  the 
sale, lease, g rant, o r o ther disposal o f  any interest in state land ad jacent 
to a body o f  w ater o r waterway, the Departm ent o f  N a tu ra l Resources 
shall,

(1) under regulations, determ ine if the body o f  w ater o r w aterw ay is 
navigable water, public water, o r neither;

(2) upon finding that the body o f  w ater o r  waterway is navigab le o r 
public water, provide fo r  the specific easements o r rights-of-w ay, o r 
both, reasonab ly necessary to insure free  access to and a long the body 
o f water, unless the department finds that regu la ting o r lim iting access 
is necessary fo r  o ther beneficial uses o r public purposes.

(b) The Departm ent o f  N a tu ra l Resources sha ll adopt regu la tions 
implementing this section.

(c) Nothing in this section a ffe c ts  valid existing rights. (§ 2 eh 117 
SLA 1976)

Kditor's n o te .— Section 1, ch. 117, SLA Legislative com m ittee report. — For
1976, provides: "In ten t. It is the intent of report on ch. 117, SLA 1976 (HCS 2d CSSI1
this Act to implement the provisions of art. 215), see 1975 Senate Journal, p. 452; 1975
V I11, sec. 14, A laska S ta te  C o n stitu tion , House Journal, p. 1296.
relating to access to the navigable or public 
w aters of the s ta te .”

Sec. 38.05.130. Damages and posting o f  bond. No rights sha ll be 
exercised by the state, its lessees, successors o r assigns under the



reservation as se t ou t in § 125 o f  this chapter o r  un til the state , its 
lessee, successors, o r assigns make provisons to pay the ow ner o f  the 
land fu ll paym ent fo r  a ll damages sustained by the owner, by reason 
o f en tering upon the land. I f  the owner f o r  any cause re fu ses o r  neglects 
to settle the damages, the state, its lessees, successors, assigns, o r an 
applicant fo r  a lease o r contract from  the state fo r  the purpose o f  
prospecting fo r  va luab le m inera ls, o r option contract o r lease fo r  m ining 
coal o r lease f o r  extracting petro leum  o r na tu ra l gas, m ay en ter upon 
the land in the exercise o f  the reserved righ ts a fte r  posting a su re ty  bond 
determ ined by the director, a fte r  notice and an opportun ity to be heard , 
to be su ffic ien t as to fo rm , amount, and security to secure to the owner 
payment fo r  damages, and may institute lega l proceedings in a court 
where the land is located, as may be necessary to determ ine the damages 
which the ow ner may su ffe r . (§ 2 a rt V I I  ch 169 SLA  1959; am § 15 ch 
61 SLA  1960)

A rtic le  6. Leasing
Section
135. Generally
137. Leasing agreem ents
140. Limitations
145. Leasing procedure
150. Coal
155. Phosphates
150. Oil shale
155. Sodium
170. Sulphur

o f  M in e ra l Lands .
Section
175. Potassium
180. Oil and gas
181. Geothermal resources
182. Royalty on natural resources
183. Sale of royally
184. Limitation on oil and gas leases in

certain areas, and reacquisition of 
leases

See. 36 .05 .135 . G enera lly , (a ) Except as otherw ise provided, 
va luab le m inerals deposits in lands belonging to the state sha ll be open 
to exp loration , development, and the extraction o f  m inerals. A ll lands, 
together with tide, submerged, o r  shore lands, to which the state holds 
title to o r to which the state may become entitled, may be obtained by 
perm it o r lease fo r  the purpose o f  exploration , development, and the 
extraction o f  m inerals. Except as specifically lim ited by §§ 135 —  1R1 
o f  this chapter, lands may be withheld from  lease application on a 
firsLcome, firs t- served basis, and o ffe red  only on a competitive bid basis 
when determ ined by the commissioner to be in the best interests o f  the 
state. In unproven areas the commissioner may o f fe r  add itio ra l 
incentives, including a reduction o f roya lty  to a minimum o f  five per ct at 
in the case o f  oil and g&s, and o ther term s in and g ran ting  perm it o r lease 
fo r  exp loration and development whenever it appears to be in the best 
interests o f  the state to do so.

(b) When m inerals a re  to be leased on a competitive basis, in addition 
to any other notice given, notice shall a lso be given as provided in *i§ 305 
and 345 o f this chapter. I f  land is to be made availab le fo r noncompetitive 
m ineral leasing, notice o f  the proposed action sha ll a lso be given as 
provided in §§ 305 and 345 o f  this chapter. A fte r the notice o f



§ 38.05.137 A L A S K A  STATUTES § 38.05. M U

noncompetitive leasing has been made as requ ired in th is subsection, 
notice o f  the subsequent issuance o f  a noncompetitive lease fo r  the land 
involved sha ll be made by mail not less than 30 days be fo re  the issuance 
o f  the lease on ly to those who have requested the notice. (§ 1 a r t  V I I I  
ch 169 SLA  1959; am § 1 ch 30 SLA  1964; am § 1 ch 91 SLA  1967; am 
§ 2 ch 71 SLA  1971; am § 10 ch 257 SLA  1976)

Effect o f um endm ent. — The 1976 39 to 02, 05 to 98, 139 to 142; 42 Am. Jur.,
am endm ent added present subsection (b). Public A dm inistrative Law, § 111; 49 Am.

Cited in Kirkpatrick v. Commissioner, Jur., S tates, Territories and Dependencies,
Dep’t of N atural Resources, Sup. Ct. Op. §§ 57 to 61
No. 201 (File No. 388). 391 P.2d 7 (1964); Validity of prohibition o r regulations of 
Moore v. State. Sup. Ct. Op. No. 1284 (File removal o r exploitation of oil, minerals, soil, 
Nos. 2551, 2587), 553 P.2d 8 (1976). sand, gravel, stone or natural products

Am. Ju r.. ALU and C J.S . references. — within municipal limits, 168 ALR 1188.
24 Am. Jur., Gas and Oil, §§ 32 to 102; 36 73 C.J.S. Public I^ands § 259.
Am. Jur., Mines and Minerals, §§ 11 to 22,

Sec. 38.05.137. Leasing ag reem ents. The comm issioner is authorized 
to en ter into cooperative m ineral le t sing agreements with the United 
States regard ing lands which are the subject o f  a title dispute between 
federa l and state authorities. Any such lease need not con form  to the 
p rovisions o f state law applicab le to state leases issued under the 
au thority  o f  tnis chapter. (§ 2 ch 30 SLA 1964)

See. 38.05.140. L im ita tion s , (a) N o person may take o r hold coal 
leases o r perm its during the life  o f  coal leases on state lands exceeding 
an aggregate o f 46,080 acres, except that a person may apply fo r  coal 
leases o r perm its fo r  acreage in addition to 46,080 acres, not exceeding 
a total o f 5,120 additional acres o f state land. The additional area applied 
fo r  sha ll be in multiples o f  40 acres and the application sha ll contain a 
statem ent that the g ranting o f  a lease fo r  additional lands is necessary 
fo r  the person to ca rry  on business econom ically and is in the public 
interest. On the filing o f the application, the coal deposits in the lands 
covered by the application sha ll be tem porarily  set aside and withdrawn 
from  all o ther form s o f  disposal provided under §§ 135 —  181 o f  this 
chapter.

(1>) The commissioner sha ll, a fte r posting notice o f  the pending 
application in the local land o ffice , conduct public hearings on the 
application fo r  additional acreage. A fte r public hearings, to the extent 
he finds to be in the public in terest and necessary fo r  the applicant in 
o rder to ca rry  on business econom ically, the comm issioner may, under 
regu lations he prescribes, perm it the person to take o r hold coal leases 
or perm its fo r an additional aggregate ncreage o f not more than 5,120 
acres.

(c) No person may take o r hold a t one time phospate leases on state 
lands exceeding in the aggregate 10,240 acres. No person may take o r 
hold sodium leases o r perm its during the life  o f  sodium leases on state 
lands, exceeding in the aggregate acreage 5,120 acres except that the



commissioner may, where it is necessary in o rd e r to secure the econom . 
m ining o f  soduim compounds, perm it a person to take o r hold sodium 
leases o r  perm its fo r  up to 15,360 acres. N o person may take o r hold a t 
any one time oil o r gas leases exceeding in the aggregate 500,000 acres 
granted on tide and submerged lands, and 500,000 acres on a ll lands 
other than tide and submerged lands, including leases held both as lessee 
and under option o r operating agreem ent from  others. W here more than 
a sing le person holds an in te rest in an oil o r  gas lease, each person sha ll 
be charged on ly w ith that percentage o f  the totai acreage which 
corresponds to its percentage share o f  the to ta l beneficial in te rest in the 
lease.

(d) The commissioner, fo r  the purpose o f  encouraging the g rea test 
u ltim ate recovery o f  coal, oil, gas, oil shale, phosphate, sodium , 
potassium , su lphur, and geotherm al resources am i in the in te rest o f  
conservation o f  na tu ra l resources, a fte r public hearing, o r, when the 
sta te ’s title to land beneath navigable waters has been leg a lly  
challenged by the United States and litigation initiated, may waive, 
suspend, re fund , o r  reduce the renta l, o r minimum roya lty , o r reduce 
the ro ya lty  on an entire leasehold, o r  on any tract o r portion o f  a 
leasehold segregated fo r  ro ya lty  purposes, whenever in his judgm ent 
it is necessary to do so in o rd e r to promote development, o r  whenever 
in his judgm ent the lease cannot be successfu lly operated under its 
term s. I f  the commissioner, in the interest o f  conservation, directs o r 
assents to the suspension o f  operations and production under a lease 
granted , the payment o f  acreage ren ta l o r o f  minimum ro ya lty  
prescribed by the lease may be suspended during the period o f  
suspension o f  operations and production. The term  o f the lease shall be 
extended by adding the period o f  suspension to the lease.

(e) The provisions o f  (d) o f  this section that apply to waiver, 
suspension, re fund o r reduction o f ren ta l o f  minimum roya lty  apply to 
ren ta l o r minimum roya lty  paid be fo re o r a fte r June 19, 1970 on any 
lease covering land beneath navigable waters which, according to the 
records o f  the division o f lands, is in e ffe c t on June 19, 1970.

( f) The submerged and shore lands lying north o f  57°, 30 minutes north 
latitude and east o f  159°, 49 minutes west longitude within the B ris to l 
Bay drainage are designated as the B ris to l Bay Fisheries Reserve. 
W ithin the B ris to l B ay Fisheries Reserve no ,u rface en try pe im it to 
develop an oil o r gas lease may be issued on s '.te owned o r contro lled 
land until the leg is la tu re by appropriate resolution specifica lly finds that 
the en try w ill not constitute danger to the fishery . (§ 2 a r t V I I 1 ch 169 
SLA 1959; am § 1 ch 68 SLA  1969; am §§ 1, 2 ch 208 SLA  1970; am «?§ 3, 
4 ch 71 SLA  1971; am § 1 ch 102 SLA  1972)

I.eKislutlve com m ittee report. — Por 
report on ch. 08, SI,A 1969 (HU 8030), sue 
i960 H ouse Jourm tl, p, 572.



Sec. 3S.05.145. Leasing  p rocedu re , (a) Deposits o f  coal, phosphates, 
oil shale, sodium , potassium , oil, gas, geotherm al resou rces and state 
lands containing these deposits are subject to disposition under ru les and 
regu lations, recommended by the d irector and adopted by the 
commissioner, and the provision o f  §§ 145 —  181 o f  th is chapter. In 
applying the acreage lim itations the commissioner may app ly the ru le  
o f  approxim ation . The uses o f  the ru le  o f  approxim ation made be fo re  
March 31, 1960, by the comm issioner are ra tified .

(b) I f  the state selects o r  otherw ise acquires land other than 
shore lands, title to which was in the federa l governm ent and which, a t 
the e ffec tive date o f  the selection o r acquisition, is sub ject to a va lid 
existing o f fe r  fo r  a noncompetitive United States oil and gas lease, o r 
application fo r  a prospecting perm it o r  noncompetitive m ining lease, fo r  
coal, phosphates, su lphu r, oil shale, sodium, o r  potassium  under the 
federa l Act o f  F eb ru a ry  25, 1920 (41 Stat. 437 as amended), o r  fo r  a 
noncompetitive United States geothermal lease, o r applicatiomsfor a 
prospecting perm it o r noncompetitive lease under the fede ra l Act o f 
December 2 4 ,1 9 7 0 (8 4  Stat. 1566), the o f fe ro r  o r  applicant fo r  the fede ra l 
perm it o r  lease, i f  a qua lified applicant hereunder, sha ll be considered 
the firs t qualified applicant fo r a state noncompetitive o il and gas lease, 
noncompetitive geothermal lease, prospecting perm it, o r noncompetitive 
m ining lease and is en titled to a state noncompetitive lease o r perm it 
upon compliance with the provisions o f the regu la tions covering 
applications w ithin 60 days a fte r receipt o f w ritten notice from  the 
commissioner o f selection o r acquisition. These prio rities are not effective 
if the land covered by the federal o ffe rs or applications is classified by the 
commissioner as competitive land within 90 days a fte r the selection of 
the land is fin a lly  approved by the Secretary o f the In te rio r o r the land is 
otherw ise acquired. (§ 3 a rt V I I I  ch 169 S LA  1959; am § 16 ch 61 S LA  
1960; am § 3 ch 30 S LA  1964; am §S 5, 6 ch 71 S L A  1971; am § 33 ch 71 
SLA  1972)

Kovisor’s note (1971). — In § (5, ch. 71, February 25,1920, referred  to is P L 66*146;
SLA 1971, the first sentence of AS the federal Act of December 24, 1970,
;!K.05,145(b) was split into two sentences, referred to is PL 91-581 (the Geothermul
Since that would leave the first sentence Steam Act of 1970),
incomplete and meaningless, and appears l.cxislative com m ittee report, — For
to have been a m anifest clerical error, the report on ch. 71, SI.A 1972 (HCSSB 383 am
two have been rejoined. Also, the missing H), see 1972 House Journal, p. 898.
"or" has been inserted before "fo r a Applied in M m re v. S late, Sup. Ct. Op.
noncompetitive United S tates geothermal No. 1284 (File Nos. 2551, 2587), 553 P.2d 8
lease" in th a t sentence. The federal Act of (197(1).

See. 38.05.150. C oa l, (a) The commissioner may, and upon the petition 
o f  a qualified applicant, sha ll divide coal lands o r the deposiLs o f  coal 
owned by the state into leasing tracts o f 40 acres each, o r multip les o f  
40 acres, and in the fo rm  which will perm it the economical m ining o f  the 
coal iti the tract.

(b) T he rea fte r the commissioner may, upon the request o f  a qualified 
applicant or on his own motion, from  time to time, o f fe r  the lands o r



deposits o f coal fo r  leasing. Each lease sha ll be awarded to a qua lified 
applicant by competitive bidding o r by the method which the 
comm issioner adopts by genera l regu la tion .

(c) W here prospecting o r exp loration work is necessary to determ ine 
the existence o r w orkab ility  o f  coal deposits in an unclaimed and 
undeveloped area, the comm issioner may issue to qua lified applicants 
prospecting perm its fo r  a term  o f  two years , not exceeding 5 ,120 acres. 
I f  within the period o f  two yea rs the perm ittee shows to the 
comm issioner th at the land contains coal in commercial quantities and 
subm its a sa tis fac to ry  mining plan fo r  the coal's recovery , the perm ittee 
sha ll be entitled to a lease fo r  a ll o r  p a rt o f  the land in his perm it. A coal 
prospecting perm it may be extended by the comm issioner fo r  a period 
o f  two years , i f  he finds that the perm ittee has been unable, with the 
exercise o f  reasonab le diligence, to determ ine the existence o r 
w orkab ility  o f  coal deposits in the area covered by the perm it and desires 
to prosecute fu rth e r prospecting o r exp loration , o r fo r  o ther reasons in 
the opinion o f  the commissioner w arran ting extension.

(d) F o r the priv ilege o f  m ining o r extracting the coal in the lands 
covered by the lease, the lessee sha ll pay to the state the roya lties 
specified in the lease. The roya lties sha ll be fixed be fo re  o ffe r in g  the 
lease, and sha ll be e ffec tive  fo r  a period o f  not m ore than 20 years . The 
roya lties sh a ll be not less than five cents a ton o f  2 ,000 pounds. The 
lessee shall a lso pay an annual renta l payab le a t the date o f  the lease 
and annua lly  the rea fte r, on the land o r coal deposits covered by the 
lease, a t a ra te  fixed by the commissioner be fo re o ffe rin g  the lease. The 
annual ren ta l shall be effective fo r  a period o f  not m ore than 20 years. 
The annual ren ta l sha ll be not less than 25 cents an acre fo r  the firs t 
yea r o f  the lease, not less than 50 cents an acre fo r  the second year, third 
year, fou rth  yea r and fifth  year, and not less than $1 an acre fo r  each 
year th e rea fte r during the continuance o f  the lease. The ren ta l fo r  each 
year sha ll be credited against the roya lties as they accrue fo r  that year. 
Each lease sha ll provide that the annual ren ta l payment is subject to 
ad justm ent a t in terva ls o f  no more than 20 years and ad justm ents shall 
be based on the cu rren t rates fo r  properties sim ila rly  situated.

(e) Each lease sha ll be fo r  an indeterm inate period upon condition o f 
diligent development and continued operation o f  the mine, except when 
operation is in teriupted by strikes, the elements, o r casualties not 
attributed to the lessee. (§ 3 (1) a r t  V I I I  ch 169 S L a  1959; am § 17 ch 
61 SLA  1960; am § 1 ch 71 SLA  1966; am §§ 2, 3 ch 58 SLA  1969)

1,1‘Kixlntivc com m ittee reports. — For 1909 (HH 303), see 190!) House Journal, p. 
report on ch. 71, SLA 1966, see 19G0 House 572.
Journal, p. 491. For report on ch. 68, SLA

Sec. 38.05.155. Phosphates, (a) The commissioner may lease to 
qualified applicants lands belonging to the state which contain deposits 
o f  phosphates and associated and re lated m inerals, when in his judgm ent 
it is in the public interest to do so. The commissioner may lease land 
____________________________________ 15____________________________________



included in a perm it may not exceed 2,560 acre3 o f  land in reasonab ly 
compact fo rm . Upon show ing to the satis faction o f  the commis: loner 
that va luab le deposits o f  potassium  compounds have been discovered by 
the perm ittee within the a rea  covered by his perm it, and that the land 
is chiefly valuab le fo r  these deposits, the perm ittee is entitled to a lease 
fo r  a ll o r a pa rt o f  the land embraced in the prospecting perm it, a t a 
roya lty  o f  not less than two per cent o f  the quantity o r g ross va lue o f  
the output o f  potassium  compounds and o ther re la ted  products, except 
sodium, at the point o f  shipment to m arket. The commissioner may lease 
lands known to contain va luab le deposits o f  potassium  compounds which 
are not covered by perm its o r leases th rough advertisement, competitive 
bidding, o r other methods as he adopts by genera l regu lation . The area 
covered by the lease may not exceed 2,560 acres.

(b) Each lease sha ll be conditioned upon payment by the lessee o f  a 
roya lty  o f  not less than two per cent o f  the quantity o r g ross value o f  
the output o f  potassium compounds and other re la ted products, except 
sodium, at the point o f shipment to m arket, and the payment in advance 
o f  a renta l o f 25 cents an acre fo r  the f i r s t  ca lendar yea r o r fraction o f  
it, 50 cents an acre fo r  the second ca lendar year, th ird ca lendar year, 
fou rth  calendar year, and f i f th  ca lendar year, and $1 an acre a yea r 
th e rea fte r during the continuance o f the lease. The ren ta l fo r  any one 
year shall be credited against roya lties accruing fo r  that year.

(c) Each lease sha ll be fo r  a term  o f 20 years and so long th e rea fte r 
as the lessee complies with the term s and conditions o f  the lease. (§ 3(6) 
a rt V I I I  ch 169 SLA  1959)

Sec. 38.05.180. O il and gas. (a) A ll tide and submerged lands, mental 
health lands, school 'ands, and un iversity lands sha ll be leased by 
competitive bidding, and whenever oil o r gas in discovered in commercial 
quantities, the commissioner sha ll determ ine the extent o f the a rea o f  
lands in addition to tide, submerged, mental health lands, school, o r 
university lands in the same genera l area o f the discovery well which, 
by reason o f  the discovery, the commissioner reasonab ly believes to be 
capable o f producing oil o r gas, and the additional lands shall be leased 
to the highest responsib le qualified bidder by competitive bidding under 
general regu lations, in units o f  not exceeding 2,560 acres (except that 
tide and submerged lands sha ll be leased in units o f  not exceeding 5,760 
acres), which shall be as nearly  compact in fo rm  as possible, upon the 
payment by the lessee o f  such bonuc as may be accepted by the 
commissioner and o f  such ro ya lty  as may be fixed in the lease which 
shall not be less than 121. per cent in amount o r va lue o f  the production 
removed o r sold from  the lease. A ll lands other than those above 
provided to be leased by competitive bidding may be leased competitively 
o r noncompctitively as determ ined by the commissioner to be in the best 
interests o f  the state. Noncompetitive leases sha ll be issued in units o f 
not exceeding 2,560 acres in any one lease. Noncompetitive leases sha ll 
be conditioned upon the payment by the lessee o f  a roya lty  o f  12Vi per



cent in am ount o r va lue o f  the production removed o r so ld from  the lease. 
Competitive leases issued under this subsection sha ll be fo r  10 years 
except th a t in the Cook In le t sedimentary basin, leases sha ll be fo r  a 
p rim ary te rm  o f no t more than 10 yea rs and not less than five  yea rs at 
the discretio a o f  the commissioner, and snail continue so long th e rea fte r 
as oil o r  gas is produced in paying quantities. Noncompetitive leases 
issued under this subsection sha ll be f o r  a p rim ary te rm  o f  five years 
and sha ll continue so long th e re a fte r as oil o r  gas is produced in paying 
quantities. I f  d rilling  has commenced on the expiration date o f  the 
p rim ary te rm  o f the lease and is continued w ith reasonab le diligence, 
such operations to includa red rilling , sidetracking o r o ther means 
necessary to reach the o rig in a lly  proposed bottom hole location, the 
lease sh a ll continue in e ffe c t until 90 days a fte r d rilling  has ceased and 
fo r  so long th e rea fte r as oil o r gas is produced in paying quantities. I f  
a ll o r  p a rt o f  the lands covered by the lease are lands that have been 
selected by the state under laws o f  the United States g ran ting  lands to 
the state and a patent has not been issued on them, a conditional lease 
may be issued. However, no term  extension may be granted fo r  the 
period during which the lease was conditional.

(b) An oil o r  gas lease issued under this section which is subject to 
term ination by reason o f  cessation o f  production does not term inate if, 
within 60 days a fte r  production ceases, rew ork ing o r d rilling  operations 
are commenced on the land under lease and are th e re a fte r conducted 
with reasonab le diligence during the period o f  nonproduction. No lease 
issued under this section expires because operation o r production is 
suspended under an order, o r with the consent o f  the commissioner. No 
lease issued under this section covering lands on which there is a well 
capable o f  producing oil o r  gas in paying quantities expires because the 
lessee fa ils  to produce oil o r  gas, un less the licensee is allowed a 
reasonab le time within which to place the well on a producing status. 
A fte r producing status is established, production sha ll continue on the 
leased prem ises until suspension o f  production is allowed by the 
commissioner.

(c) Upon the expiration o f  the initial five -year term  o f  a 
noncompetitive lease maintained in accordance with applicable 
requirements and regu lations, the record tit le  ho lder is entitled to a 
sing le extension o f  the lease, un less otherw ise provided by law. A 
noncompetitive lease on lands not determ ined to be competitive lands 
shall be extended fo r  a period o f five years and so long th e re a fte r as 
oil o r gas is produced in paying quantities. A noncompetitive lease on 
lands determined to be competitive lands sha ll be extended fo r  a period 
o f  two years and so long th e rea fte r as oil o r gas is produced in paying 
quantities. A noncompetitive lease extended under this paragraph is 
subject to the ru les and regu la tions in fo rce a t the expiration o f the 
initial five-year term  o f  the lease. No extension may be granted, 
however, unless within a period o f  90 days be fo re the expiration date



an application fo r  extension is filed  by the record title ho lder o r  an
assignee whose assignment has been filed fo r  approva l, o r  an opera to r 
whose operating agreem ent has been filed fo r  approva l.

(d) The commissioner may provide fo r  extension o f  the term  o f  a lease 
whether competitive o r noncompetitive, i f  a ll o r  pa rt o f  the lease is 
included in an approved un it p lan o r p rog ram  o f  secondary recovery 
operation to bring about o r re s to re  production.

(e) A ll noncompetitive oil o r gas leases issued under this section sha ll 
be conditioned upon the payment by the lessee in advance o f  an annual 
renta l o f  50 cents an acre o r fraction o f  an acre. A ll competitive oil and 
gas leases issued under this section sha ll be conditioned upon the 
payment o f  an annual renta l, be fo re  discovery on the leased lands, o f 
$1 an acre o r fraction o f an acre. A minimum roya lty  o f  $1 an acre 
instead o f renta l is payable at the expiration o f  each lease yea r beginning 
on o r a fte r a discovery o f  oil o r  gas in paying quantities on the lands 
leased.

( f ) Repealed by § 7 ch 30 SLA  1964.
(g ) An o f fe ro r  fo r  a fede ra l oil and gas lease whose lease was issued 

a fte r January  2, 1959, o r a qualified applicant fo r  f. p re ference righ t 
under the Act o f  Ju ly  3, 1958, (72 Stat. 322) whose application fo r  a 
preference righ t was filed be fo re January 3 ,1 9 59 , has a pre ference righ t 
to a state lease on the shore lands included within the ex te rio r boundaries 
o f  the federa l lease.

(h) I f  lands described in the o f fe r  fo r  a fede ra l lease a re  covered by 
nontidal w ater and are excluded from  the fede ra l lease on the basis o f 
navigability, the s la te sha ll, upon application within 60 days a fte r  notice 
o f  the exclusion, if not p reviously filed, g ran t a preference lease fo r  the 
areas excluded, ca rry ing  the same provisions as an ord inary state lease 
on the same lands, except that the term o f the state lease shall conform  
in a ll respects to that o f  the ad joining federa l lease including extended 
terms. The state sha ll issue a shorelands preference lease where a 
federa l lease has been issued be fo re March 31, 1960, and application is 
made to the state be fo re Ju ly  1, i960 . Where a federa l lessee o r o f fe ro r  
failed before January 3 ,1959 , to file  a proper application fo r  a preference 
righ t under the Act o f  Ju ly  3, 1958, he may apply fo r  a state preference 
lease under this section, subject to the righ ts o f  intervening applicants.

(i) W here the lands arc* c lassified as competitive, they shall be leased 
by competitive bidding. The ho lder o f  the preference righ t has 10 days 
a fte r receipt o f  notice in which to subm it an amount equal to the highest 
bid plus the renta l fo r  the firs t year.

(j) Upon timely application as provided by regu lation , the state shall 
issue to the holder o f  a federa l lease a state shore lands lease covering 
land within the ex terio r boundaries o f the fede ra l lease which has been 
excluded on the basts o f  navigability o r which are la te r adm inistratively 
o r jud icia lly determ ined to be “ shore lands." The term  o f  every shore land 
lease shall conform  to that o f  the adjacent federa l lease including
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extended terms. The au tho rity  o f  the state to c lass ify  the lands as 
competitive o r noncompetitive sha ll not be impaired.

(k ) Instead o f  the fo rego ing  procedure, the fed e ra l lessee o r his 
assignee may, a t his option, exercise his pre ference righ t f o r  a state 
lease on the shore lands included within the ex te rio r boundaries o f  his 
federa l lease by applying to the division o f  lands, D epartm ent o f  N a tu ra l 
Resources. I f ,  a t the time o f applying, the lands a re  c lassified as 
noncompetitive, the state sha ll, upon application, issue a lease covering 
whatever shore lands a re  included within the ex te rio r boundaries o f  the 
federa l lease. I f ,  a t the time, o f  applying, the shore lands included in the 
federa l lease are classified as competitive lands, the lands sha ll be leased 
by competitive bidding. The competitive lease sha ll be issued to the 
fede ra l lessee o r his assignee upon payment to the state o f an amount 
equal to the highest bid fo r  the lease, plus the ren ta l fo r  the f ir s t  year, 
payment to be made within 10 days a fte r the lessee’s o r assignee's 
receipt o f  w ritten nolice from  the director o f  the division o f  lands o f the 
amount o f  the highest bid. These leases, whether competitive o r 
noncompetitive, shall ca rry  the same conditions as an o rd inary state 
lease on the same lands, except that the term  o f  the state lease sha ll 
conform  to that o f  the id joining federa l lease, including extended term s, 
and sha ll term inate i f  the federa l lease is term inated fo r  any reason. The 
lease shall provide , j r  annual renta l at the rate o f  $100 a un it o f  040 
acres o r pa rt th e reo f o f  the lands included within the federa l lease until 
agreement is reached between the state and the Secre tary o f  the In te rio r 
o f  the United States, o r his authorized representative, as to the actual 
area o f  the shore lands included in the federa l lease, and as to the 
apportionment between the state and federa l governm ent o f  the ren ta l 
there to fo re paid under the federa l lease.

(I) The lease o f  a record lessee o f  a federa l oil and gas lease who filed, 
o r whose predecessor in interest filed , between Ju ly  3 ,1 958 , and January  
3, 1959, a proper preference righ t application under the Act o f  Ju ly  3, 
1958, (72 Stat. 322) to have included in the lease the shore lands within 
the exterio r boundaries o f  the lease and which lease o r any pa rt o f  it 
has term inated o r failed as to the shore lands due to m ispayment o f o r 
fa ilu re to pay the required renta l as to the shore lands in advance o f  the 
anniversary date o f the federa l lease, shall be revived and reinstated as 
to the shorelands upon payment to the du reau o f  Land Management o f 
the United States Departm ent o f  the In te rio r o r to the state o f  a ll renta l 
payable as to the shore lands under the lease since Janua ry  3, 1959. The 
rights under this section term inate GO days a fte r receipt o f  notice from  
the director, but not la te r than March 31, 1961. Noth ing herein operates 
to extend a lease beyond its stated term .

(mi To conserve the natura l resources o f  a ll o r a p a rt o f an oil o r gas 
pool, field , o r  like area , (whether o r  not the part is then sub ject to a 
cooperative o r unit plan o f  development o r operation), lessees and their 
representatives may unite with each other, o r jo in tly  o r separate ly with
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others, in collectively adopting o r operating under a cooperative o r a ui 
plan o f  development o r  operation o f  the pool, fie ld , o r  like area , o r  a pa rt
o f  it, whenever determ ined and certified by the comm issioner to be 
necessary o r advisab le in the public interest. The comm issioner may, 
with the consent o f  the ho lders o f  leases involved, estab lish , a lte r, 
change, o r revoke d rilling , producing, ren ta l m inimum roya lty , and 
roya lty  requirem ents o f  the leases and make regu la tions with re fe rence 
to the leases, with like consent on the pa rt o f  the lessees, in connection 
with the institution and operation o f  a cooperative o r un it p lan as he 
determ ines necessary o r proper to secure the p rope r protection o f  the 
public interest. The commissioner may provide that oil and gas leases 
issued under this section sha ll contain a provision requ iring  the lessee 
to operate under a reasonab le cooperative o r un it plan, and he may 
prescribe a plan under which the lessee sha ll operate . The plan sha ll 
adequately protect a ll parties in interest, including the state.

(n) A plan authorized by (m ) o f  this section, which includes lands 
owned by the state, may contain a provision vesting the commissioner, 
o r a person, committee, o r state agency with au tho rity  to a lte r o r  modify 
from  time to time the rate o f prospecting and development and the 
quantity and rate o f production under the plan. A ll leases operated under 
a plan approved o r prescribed by the comm issioner a re  excepted in 
determ ining holdings o r contro l under § 140 o f  this chapter. The 
provisions o f  this section concerning cooperative o r unit plans are in 
addition to, and do not a ffe c t AS 31.05.

(o) Producing acreage on a known geologic struc tu re  o f a producing 
oil o r gas fie ld is excluded from  chargeability as against the acreage 
limitation provisions o f  § 140 o f  this chapter.

(p) When separate tracts cannot be individually developed and 
operated in con form ity with an established .vell-spacing o r development 
program , a lease, o r a portion o f  a lease, may be pooled with o ther lands, 
whether o r not owned by the state, under a communitization o r d rilling  
agreement providing fo r  an apportionment o f  production o r roya lties 
among the separate tracts o f land comprising the d rilling  o r spacing un it 
when determ ined by the commissioner to be in the public interest. 
Operations o r production under the agreem ent sha ll be considered as 
operations o r production as to each lease committed to the agreement.

(q) The commissioner may, on conditions which he prescribes, approve 
drilling, o r development contracts made by one o r more lessees o f  oil 
o r gas leases, with one o r more persons, whenever, in his discretion, the 
conservation o f natura l products o r the public convenience o r necessity 
requires it o r the interests o f  the state are best served. A ll leases 
operated under approved drilling , o r  development contracts, and 
interests under them are excepted in determ ining holding o r contro l 
under 110 o f  this chapter.

(r) To avoid waste o r to promote conservation o f  na tu ra l resources, 
the commissioner may authorize the subsu rface storage o f  oil o r  gas



whether or not produced from state lands, in lands leased or subject to 
lease under this section. This authorization may provide for the payment 
o f a storage fee o r ren ta l on the stored oil o r  gas, o r, instead o f  the fee 
o r ren ta l, fo r  a ro ya lty  other than that prescribed in the lease when the 
stored oil o r gas is pioduced in conjunction with oil o r  gas not p rev ious ly  
produced. A lease on which storage is so authorized sha ll be extended 
a t least fo r  the period o f  sto rage and so long th e re a fte r as oil o r  gas 
not p rev ious ly  produced is produced in paying quantities.

(s) Each oil o r  gas lease issued by the state sha ll contain a p rovision 
requ iring  the lessee to fu rn ish  the Departm ent o f  Labo r a q u a rte r ly  
repo rt regard ing  the employment on the leased p rope rty  o f  state 
residents. The comm issioner o f  labor sha ll p rom u lgate regu la tions 
necessary to ca rry  ou t the provisions o f  this subsection. (§ 3(7) a r t  VIII 
ch 169 SLA  1959; am § 18 ch 61 SLA  1960; am § 1 ch 124 SLA  1962; 
am §§ 4—7 ch 30 SLA  1964; am § 20 ch 70 SLA  1964; am § 2 ch 91 SLA
1967; am § 1 ch 65 SLA  1969; am

Rcvisor's note (1970). — In ch. 86, SLA 
1970, subsection (s) of AS 38.05.180 was 
incorrectly designated (t).

Cross references. — See note to AS 
38.05.020. As to establishm ent o f drilling 
units for pools, see AS 31.05.100. As to 
gross production lax, see AS ‘13.55.010.

Purpose o f subsection (a). — The 
provisions of subsection (a) of this section 
were intended to insure that leases on 
valuable oil and gas producing sta te  lands 
will be made available to the public on a fair 
and equitable basis, th a t the s la te  will be 
adequately compensated for its natural 
resources, and tha t the sta te 's  resources 
are developed in an orderly fashion. For the 
commissioner to decide tha t these purposes 
are furthered by providing for bidding by 
cash bonus cannot be said to be 
unreasonable. Kelly v. Zamarello, Sup. Ct. 
Op. No. 705 (File Nos. 1255,1250), -186 P.2d 
906 (1971).

And construction  thereof. — The only 
reasonable construction tha t can be placed 
on subsection (a) of this section is tha t the 
legislature Intended to give the 
commissioner broad authority to determine 
the kind of bonus he will accept. The 
legislature at the time it passed subsection 
(a) wus undoubtedly aw are th a t under 
competitive bidding procedures different 
forms of bonuses might he offered. It did 
not itself prescribe a particular form, hu t 
instead provided tha t competitive bidding 
shall be "under general regulations," and 
that lands shall he leased upon the payment 
o f “sueh bonus as may be accepted by the 
commissioner." The plain language of the 
s ta tu te  shows Unit royalties were to be
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fixed independently of the acceptance of 
the highest bonus. Kelly v. Zamarello, Sup. 
Ct. Op. No. 705 (File Nos. 1255, 1256), 486 
P.2d 900 (1971).

Pow er to  chunge law respecting le jse  
extensions is vested in sta te . — The 
governm ental power to change the law 
respecting the gran ting  of lease extensions, 
vested in Congress prior to statehood and 
preserved by § 6(k) of the Alaska 
Statehood Act, became vested in the sta te  
when the lands subject to the lease w ere 
granted  to the s ta te  as its properly. 
Kirkpatrick v. Commissioner, Dep’t  of 
N atural Resources, Sup. Ct, Op. No. 201 
(File No. 388), 391 P.2d 7 (1964).

And has been exercised by the A laska 
Land Act. — The sta te  has exercised its 
power to change the law respecting lease 
extensions by the Alaska Land Act ami by 
regulations adopted under its authority. 
Kirkpatrick v. Commissioner, D ep't of 
N atural Resources, Sup. Ct. Op. No. 201 
(File No. 388), 391 P.2d 7 (1964).

Subsection (c) has no application  to  
pre-slHtchood federal leases. — Read in 
the context of article 6 of this chapter, it 
becomes apparent thnl subsection (c) of this 
section, us to extensions, relates only to 
leases issued by the sta te  under the 
authority of the Alaska laind Act, and is not 
pertinent with respect to pre-statehood 
federal leases. Kirkpatrick v. 
Commissioner, D ep't o f N atural Resources, 
Sup. Cl. Op. No. 201 (File No. 388), 391 P.2d 
7 (1964).

Subsection (c) o f this section, relating  to 
extensions of sta te  oil and gas leases, has 
no application to federal leases of lands



§ 38.05.180 Alaska  Statutes § 38.05.180

granted  to the sta te  by the Alaska
S tall hood Act. Hence, appellant had no 
right to an extension of its federal lease, 
but only a right, which it was granted  under 
the commissioner’s  regulations, to a  sta te  
lease for a period of two years following 
expiration of the original five-year term of 
its  federal leuse. K irkpa trick  v. C om ­
m issioner, D ep 't of N 'utural R esources, 
Sup. Cl. Op. No. 201 (Kile No. 388), 301 i’.2d 
7 (1004).

Nor (n lands classified by S tatehood A rt 
as com petitive. — The language of this 
section is not directed to a situation where 
lands have been classified as competitive by 
the Alaska Land Act itself, and where there 
is no room fo- the exercise of the
commissioner's authority to make
classifications. K irkputriek  v. C om ­
m issioner, D ep’t of N u tu ra l R esources, 
Sun. Ct. Op. No. 201 (Kile No. 388), 391 P.2d 
7 (1904).

Effect o f A laska Statehood Act and 
sta tu tes on pre-statehood federal leases.
— For effect o f the Alaska Sta.ehood Act 
and sta tu tes  enacted by the Alaska State 
Legislature on oil and gas leases of Alaska 
lands issued by the United S tates
Departm ent of the Interior while Alaska 
was a territory of the United S tates, see 
Kirkpatrick v. Commissioner, Dep’t of 
N atural Resources, Sup. Cl. Op. No. 201 
(File No. 388). 391 l\2d  7 (1904).

Lund classification  orders of the 
commissioner ure not within the meaning of 
"regulation" under the Administrative 
Procedure Act (AS 44.02.180 -  14.02.250) 
and are thus nut subject to it. Hrudley v. 
Slate, 2 Alas. I..J. No. (i, p. 88 (June-July, 
1904).

S la te’s reclursifictttion of lands in the 
Cook Inlet Husln for competitive oil and 
gas leasing under subsection (a) c f  this 
section upheld in Bradley v. S tate, 2 Alas. 
L J. No, ti. p. 88 (June-July, 1964),

For full trea tm en t and explanation  of 
oil and gas leasing procedures under 
Alaska law, see Bradley v. State, 2 Alas. 
L.J. No, 0, p. 88 (June-July, 1904).

"Com m ercial quan tities" construed. — 
See Pan American Petroleum Corp. v. Shell 
Oil Co., Sup. Cl. I  i. No, 553 (File No. 918), 
455 P.2d 12 (1909).

The w ords "bon ax" nnd “ royalty" in 
their broadest concepts and meanings are 
conflicting and overlapping. On the other 
hand, when it is necessary that they he 
distinguished, there is a narrow er concept 
of the two term s as they are ordinarily and 
commonly used and understood in the oil 
and gas industry in which they do not 
conflict hut ure harmonious. In this

narrow er sense, a reservation o r a payment 
o f a p art o r percentage of production under 
a lease which is to continue throughout the 
life o f the lease is regarded a s  "royalty ,” 
and a sum certain to  be paid in cash or out 
of production is regarded as "bonus.” Kelly 
v. Zamarello, Sup. Ct. Op. No. 705 (File Nos. 
1255, 1256), 486 P.2d 906 (1971).

In its broadest sense, "bonus” is any 
consideration given for a  lease over and 
beyond the usual 14 th royalty, w hether the 
additional consideration be paid or payable 
and w hether paid in cash or payable ou t of 
production. Kelly v. Zamarello, Sup. Ct. Op. 
No. 705 (File Nos. 1255,1256), 486 P.’Zd 906 
(1971).

In its broadest aspect, "royalty" is a 
share c f  the product or profit reserved by 
the owner for perm itting another to use the 
properly. In this broad sense, a sum certain 
to be paid out o f production, although 
’’bonus’’ in tha t it is consideration in 
addition to the usual Vfeth royalty, would 
also be ‘royalty .” Kelly v. Zamarello, Sup. 
Ct. Op. N o.'705 (Kile Nos. 1255, 1256), 486 
P.2d 906 (1971).

Choosing concept o f "b o n u s"  most 
com m only encountered . — In choosing 
the concept of "bonus" most commonly 
encountered in the oil and gas industry, 
defendants acted neither unreasonably nor 
arbitrarily. Kelly v. Zamarello, Sup. Ct. Op. 
No. 705 (File Nos. 1255,1256), 186 I\2d  906 
(1971).

R equiring com pensation  for lease 
im m ediately upon uwnrd o f leuse. — It is
not unreasonable for the commissioner to 
determine that it is in the s ta te ’s best 
in terest to receive compensation for the 
leases immediately upon the aw ard of the 
lease, ra ther than to w ail for uncertain 
sums to arrive in the form uf premium 
royalties. Kelly v. Zamarello, Sup. Ci. Op. 
No. 705 (File Nos. 1255,1266). P.2d 906 
(1971).

C onsidering only cash portions o f  bids. 
— In considering only the cash portion of 
plaintiffs' 33 bids, defendants acted 
pursuant to valid regulations which 
provided that a lease would be uwurded to 
the bidder offering the highest cash bonus. 
Since o ther bids on the 33 trac ts contained 
higher cash offerings than plaintiffs’ bids, 
the defendants acted properly in 
determining th a t the high cash bids on 
those 33 tracts were the apparen t high bids, 
not plaintiffs' bids. Kelly v. Zamarello, Sup. 
Cl. Op. No. 705 (File Nos. 1255, 1250), 486 
P.2d 006 0  971).

Royalty legislation on s ta te  oil and gas 
ieases is a m atter within the param ount 
jurisdiction of the state. The conservation
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