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T h i s  a n a l y s i s  w i l l  c o n c e n t r a t e  a t t e n t i o n  o n  m a j o r  

i s s u e s  o f  H o u s e  B i l l  N o .  8 5 4  o n  w h i c h  e c o n o m i c  a n a l y s i s  c a n  

s h e d  s o m e  l i g h t .

I n  g e n e r a l ,  i t  i s  c l e a r  t h a t  t h e  B i l l  i s  p a t t e r n e d  

a f t e r  p r o p o s e d  a m e n d m e n t s  t o  t h e  O u t e r  C o n t i n e n t a l  S h e l f  

L a n d s  A c t  o f  1 9 5 3  n o w  b e i n g  c o n s i d e r e d  b y  t h e  U . S .  C o n g r e s s .

T h e r e  i s  a n  i m p l i e d  a s s u m p t i o n  t h a t  t h e  S t a t e  o f  A l a s k a  c a n  

b e n e f i t  b y  f o l l o w i n g  W a s h i n g t o n ' s  l e g i s l a t i v e  l e a d .  A l m o s t  

e v e r y  E c o n o m i s t  s p e c i a l i z e d  i n  e n e r g y  e c o n o m i c s  w h o  h a s  

r e v i e w e d  t h e  r e c o r d  o f  f e d e r a l  e n e r g y  l e g i s l a t i o n  h a s  c o n c l u d e d  

t h a t  a h a l f - c e n t u r y  o f  f e d e r a l  i n t e r f e r e n c e  i n  t h e  e n e r g y  i n d u s t r y  

h a s  b e e n  c o u n t e r p r o d u c t i v e .  S u c h  i n t e r f e r e n c e  h a s  n o t  s e r v e d  

t h e  g e n e r a l  w e l f a r e .

E n c l o s e d  a s  A p p e n d i x  A i s  a r e p r i n t  o f  my  o wn  a n a l y s i s  

o f  P r e s i d e n t  C a r t e r ' s  N a t i o n a l  E n e r g y  P r o g r a m .  T h i s  a n a l y s i s  

i n c l u d e s  a n  a p p r a i s a l  o f  p a s t  F e d e r a l  e n e r g y  p o l i c i e s .  T h e r e  

i s  n o  e v i d e n c e  i n  t h e  r e c o r d  t o  i n d i c a t e  t h a t  t h e  S t a t e  o f  

A l a s k a  w i i 1 b e n e f i t  i n  a n y  w a y  f r o m  f o l l o w i n g  t h e  l e a d  o f  t h e  

F e d e r a l  g o v e r n m e n t  i n  t h e  e n e r g y  p o l i c y  a r e a .

W i t h  r e s p e c t  t o  f u t u r e  j o i n t  s t a t e - f e d e r a l  l e a s e s  i n  t h e  

B e a u f o r t  S e a ,  t h e  S t a t e  o f  A l a s k a  i s  l i k e l y  t o  c o m m i t  a 

s t r a t e g i c  e r r o r  i f  i t  a d o p t s  l e a s i n g  p o l i c i e s  p a r a l l e l  t o  t h e  

r e v i s e d  O C S  b i l l .  I f  A l a s k a  a n d  t h e  F e d e r a l  g o v e r n m e n t  h a v e  

n e a r l y  i d e n t i c a l  l e a s i n g  p r o v i s i o n s ,  t h e n  t h e  F e d e r a l  g o v e r n m e n t  

i s  l i k e l y  t o  d e t e r m i n e  l e a s e  p o l i c y  f o r  t h e  j o i n t  s a l e s .

O n  t h e  o t h e r  h a n d ,  i f  t h e  S t a t e  o f  A l a s k a  r e t a i n s  i t s  p r e s e n t
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b o n u s  b i d d i n g  s y s t e m  w i t h  t h e  o p t i o n s  c u r r e n t l y  p r o v i d e d ,  

t h e n  A l a s k a  i s  m o r e  l i k e l y  t o  d e t e r m i n e  t h e  o u t c o m e .  As  w i l l  

b e  s h o w n  b e l o w ,  l e a s e  s y s t e m s  o t h e r  t h a n  b o n u s  b i d d i n g s  w i l l  

y i e l d  l e s s  E c o n o m i c  R e n t s  t o  g o v e r n m e n t .  T h i s  l o s s  i n  i n c o m e  

i s  o f  l i t t l e  c o n c e r n  t o  t h e  F e d e r a l  g o v e r n m e n t ,  b u t  i s  o f  

g r e a t  c o n c e r n  t o  t h e  S t a t e  o f  A l a s k a .  I f  t h e  a r g u m e n t s  m a d e  

b e l o w  a r e  a c c e p t a b l e ,  t h e n  t h e  S t a t e  o f  A l a s k a  w o u l d  b e  w e l l  

a d v i s e d  t o  r e t a i n  i t s  p r e s e n t  l e a s i n g  s y s t e m .

I .  B I D D I N G  A L T E R N A T I V E S

H o u s e  B i l l  N o .  3 5 4  p r o v i d e s  t h e  C o m m i s s i o n e r  w i t h  a 

c h o i c e  o f  s e v e r a l  l e a s i n g  m e t h o d s .  I n  o r d e r  t o  s i m p l i f y  t h e  

a n a l y s i s  we w i l l  c o n c e n t r a t e  a t t e n t i o n  o n  f o u r  b i d  v a r i a b l e s .

( 1 )  B o n u s ,  ( 2 )  R o y a l t y ,  ( 3 )  P r o f i t - S h a r e  a n d ,  ( 4 )  W o r k - C o m m i t m e n t  

b i d d i n g .  E a c h  o f  t h e s e  f o u r  b i d  v a r i a b l e s  i s ,  i n  t u r n ,  p a i r e d  

w i t h  a v a r i e t y  o f  f i x e d  p a y m e n t  r e q u i r e m e n t s .

B e f o r e  d i s c u s s i n g  e a c h  o f  t h e s e  l e a s i n g  a l t e r n a t i v e s ,  

i t  w o u l d  b e  u s e f u l  t o  i d e n t i f y  t h e  b a s i c  e c o n o m i c s  i n v o l v e d .

T h e  o i l  a n d  q a s  r e s o u r c e s  i n  t h e  g r o u n d  b e l o n g  t o  t h e  p e o p l e  

o f  t h e  S t a t e  o f  A l a s k a .  I n  t u r n i n g  o v e r  t o  l e s s e e s  r i g h t s  

t o  e x p l o r e  f o r  a n d  p r o d u c e  a n y  o i l  a n d  g a s  f o u n d  o n  l e a s e s ,  

t h e  p e o p l e ,  t h r o u g h  t h e i r  g o v e r n m e n t ,  a r e  e n t i t l e d  t o  r e c e i v e  

w h a t  e c o n o m i s t s  c a l l  t h e  " e c o n o m i c  r e n t " .  T h i s  i s  t h e  

d i f f e r e n c e  b e t w e e n  t h e  v a l u e  o f  o i l  a n d  g a s  p r o d u c e d ,  a n d  t h e  

t o t a l  n e c e s s a r y  c o s t  o f  e x p l o r a t i o n ,  d e v e l o p m e n t ,  a n d  p r o d u c t i o n ,  

i n c l u d i n g  i n  c o s t s  a c o m p e t i t i v e  r a t e  o f  r e t u r n  f o r  t h e  

l e s s e e .  T h e  i m p o r t a n t  e c o n o m i c  r e l a t i o n s h i p s  a r e  i l l u s t r a t e d  

i n  F i g u r e  1 .
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B e c a u s e  o u t l a y s  a n d  i n c o m e s  f l o w  a t  d i f f e r e n t  p o i n t s  

i n  t i m e ,  i t  i s  n e c e s s a r y  t o  u s e  c o m p a r a b l e  v a l u e s .  T h i s  i s  

d o n e  t h r o u g h  t h e  p r o c e s s ,  o f  d i s c o u n t i n g  f u t u r e  d o l l a r s  t o  a 

c o m m o n  p o i n t  i n  t i m e .  ( U s i n g  a 1 0 %  d i s c o u n t  r a t e ,  $ 1 . 1 0  

n e x t  y e a r  i s  w o r t h  o n l y  $ 1 . 0 0  t o d a y . )  I n  o r d e r  t o  a v o i d  t h e  

" a p p l e s  a n a  o r a n g e s "  p r o b l e m ,  a l l  r e v e n u e s  a n d  o u t l a y s  r e p r e s e n t e d  

i n  F i g u r e  1 a - ' e  s h o w n  a s  " D i s c o u n t e d  P r e s e n t  V a l u e s . "

T h e  v e r t i c a l  d i s t a n c e  i n  t h e  d i a g r a m  r e p r e s e n t s  t h e  

d i s c o u n t e d  p r e s e n t  v a l u e  o f  t o t a l  r e v e n u e  o b t a i n a b l e  f r o m  a 

g i v e n  o i l  o r  g a s  l e a s e .  T h e  m i d d l e  s e g m e n t  o f  t h e  f i g u r e  

r e p r e s e n t s  t h e  " n e c e s s a r y  c o s t s "  o f  e x p l o r i n g  f o r  a n d  p r o d u c i n g  

o i l  a n d  g a s  f r o m  a l e a s e .  H o w e v e r ,  p a y m e n t s  t o  t h e  g o v e r n m e n t  

a r e  n o t  i n c l u d e d  i n  t h e s e  c o s t s .

T h e  R O I  s e g m e n t  o f  t h e  f i g u r e  r e p r e s e n t s  t h e  R e t u r n  

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

T h i s  R O I  i s  a s s u m e d  t o  b e  a n e c e s s a r y  m i n i m u m  a s  d e t e r m i n e d  

b y  c o m p e t i t i o n .

T h e  r e s i d u a l  r e v e n u e ,  a f t e r  a l l  n e c e s s a r y  c o s t s  

i n c l u d i n g  n o r m a l  p r o f i t ,  i s  t h e  E c o n o m i c  R e n t  c o l l e c t i b l e  

b y  t h e  l a n d o w n e r .

F i g u r e  1 i s  c o n s t r u c t e d  o n  t h e  a s s u m p t i o n  t h a t  

m a x i m u m  e f f i c i e n c y  i s  o b t a i n e d .  I f  a l e a s i n g  p o l i c y  i n t r o d u c e s  

i n e f f i c i e n t  o p e r a t i o n s ,  t h e n  c o s t s  w i l l  b e  h i g h e r  t h a n  n e c e s s a r y  

a n d  E c o n o m i c  R e n t  w i l l  b e  r e l a t i v e l y  l o w .  I t  i s  i m p o r t a n t  

t o  r e a l i z e  t h a t  t h e  t o t a l  r e c e i p t s  o f  t h e  g o v e r n m e n t  f r o m  a n  

o i l  a n d  g a s  l e a s e  d o  n o t  n e c e s s a r i l y  c o r r e s p o n d  w i t h  t h e  

m a x i m u m  o b t a i n a b l e  E c o n o m i c  R e n t .  R e n t  i s  m a x i m i z e d  o n l y
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u n d e r  e f f i c i e n t  c o n d i t i o n s  o f  p r o d u c t i o n .  A g o o d  l e a s i n g  s y s t e m  

t h e n  c o l l e c t s  a l l  o f  t h e  e c o n o m i c  r e n t .

( 1 )  B o n u s  B i d d i n g

U n d e r  b o n u s  b i d d i n g  a s i n g l e  l u m p  s u m  i s  o f f e r e d .

T h e  p r i n c i p a l  a d v a n t a g e  o f  t h e  b o n u s  b i d  v a r i a b l e  i s  t h a t  i t  

i s  t h e  m o s t  e f f i c i e n t  s y s t e m  a v a i l a b l e .  I f  t h e  b o n u s  p a y m e n t  

i s  n o t  a c c o m p a n i e d  b y  a f i x e d  r o y a l t y  p a y m e n t ,  i t  d o e s  n o t  

i m p o s e  o n  e a c h  b a r r e l  o f  o i l  ( o r  g a s )  p r o d u c e d  a c h a r g e  w h i c h  

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

a g a i n s t  e a c h  u n i t  o f  o u t p u t  i s  t h e  r e a l  e c o n o m i c  c o s t  ( l a b o r ,  

e l e c t r i c i t y ,  m a i n t e n a n c e )  o f  p r o d u c i n g  a n o t h e r  b a r r e l  o f  o i l .  

T h i s  i m p o r t a n t  f a c t  l e a d s  t o  e f f i c i e n t  b u s i n e s s  j u d g m e n t s  

c o n c e r n i n g  i n v e s t m e n t s  i n  s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y ,  a n d  

t h e  o p t i m u m  s h u t  d o w n  p o i n t  w h e n  a w e l l  a p p r o a c h e s  e x h a u s t i o n .

S i n c e  o n l y  a l u m p  s u m  p a y m e n t  t o  t h e  g o v e r n m e n t  i s  

r e q u i r e d ,  t h i s  s y s t e m  i s  i n e x p e n s i v e  t o  a d m i n i s t e r .  T h e  

l e s s  t h e  a d m i n i s t r a t i o n  c o s t ,  t h e  g r e a t e r  i s  t h e  e c o n o m i c  r e n t  

c o l l e t i b l e  b y  t h e  g o v e r n m e n t .

F i n a l l y ,  b e c a u s e  t h e  o p e r a t o r  r e c e i v e s  t h e  r e s i d u a l  

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

a n d  g a s  p r o d u c t i o n ,  t h e  o p e r a t o r  h a s  t h e  h i g h e s t  p o s s i b l e  

i n c e n t i v e  t o  o p e r a t e  h i s  l e a s e  e f f i c i e n t l y .

M a x i m u m  e f f i c i e n c y  s h o u l d  b e  o f  i n t e r e s t  t o  a l l  

s e g m e n t s  o f  s o c i e t y ,  a n d  e s p e c i a l l y  t o  t h e  p e o p l e  o f  A l a s k a  

a s  t h e  r e s o u r c e  o w n e r s .  M a x i m u m  e f f i c i e n c y  m e a n s  t h a t  r e s o u r c e  

( c o s t )  i n p u t  i s  m i n i m i z e d  r e l a t i v e  t o  p r o d u c t  o u t p u t .  T h i s  i s  

a g o a l  o f  c o n s e r v a t i o n .  W i t h  m a x i m u m  e f f i c i e n c y ,  t h e  S t a t e
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o f  A l a s k a  w i l l  r e c e i v e  t h e  h i g h e s t  p o s s i b l e  p a y m e n t s .  M a x i m u m  

e f f i c i e n c y  a l s o  p r o d u c e s  l o w e s t  p o s s i b l e  c o s t s  t o  c o n s u m e r s .

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

F i g u r e  1 .  T h e  R O I  i s  l i m i t e d  b y  c o m p e t i t i o n  i n  t h e  l o n g  r u n .

I f  i n e f f i c i e n c y  i s  b u i l t  i n t o  t h e  l e a s i n g  s y s t e m ,  t h e m  t h e  

" N e c e s s a r y  C o s t s "  s e c t o r  o f  F i g u r e  1 w i l l  b e  l a r g e ,  r e d u c i n g  

E c o n o m i c  R e n t  a v a i l a b l e  t o  t h e  s t a t e .  S i m i l a r l y ,  i f  t h e  

l e a s i n g  s y s t e m  i m p o s e s  u n n e c e s s a r y  a d m i n i s t r a t i v e  c o s t s  o n  

t h e  l e s s e e ,  t h e n  E c o n o m i c  R e n t s  a r e  a ^ a i n  l o w e r e d .  A n y  

u n n e c e s s a r y  a d m i n i s t r a t i v e  c o s t s  p a i d  f o r  b y  t h e  s t a t e ,  

c o m e  o u t  o f  t h e  E c o n o m i c  R e n t s  d i r e c t l y .

T h e  c o r r e s p o n d i n g  d i s a d v a n t a g e s  o f  b o n u s  b i d d i n g  

a r e  t w o - f o l d .

F i r s t ,  b o n u s  b i d d i n g  r e q u i r e s  " f r o n t  e n d  m o n e y . "

T h e  l u m p  s u m  b i d  m u s t  b e  p a i d  b e f o r e  d r i l l i n g  h a s  i d e n t i f i e d  

a n y  r e s e r v e s .  T h e r e  m a y  b e  a n t i - c o m p e t i t i v e  c o n s e c u e n c e s  

a r i s i n g  f r o m  t h i s  " f r o n t  e n d  m o n e y "  p r o b l e m .  S m a l l e r ,  l e s s  

w e l l  f i n a n c e d  f i r m s ,  m a y  n o t  b e  a b l e  t o  p a r t i c i p a t e  i n  

b i d d i n g  c o m p e t i t i o n  t o  t h e  e x t e n t  t h a t  t h e y  m i g h t  w i s h .  H o w e v e r ,  

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

w i d e s p r e a d  u s e  o f  j o i n t  b i d d i n g ,  s m a l l e r  f i r m s ,  i n  f a c t ,  h a v e  

b e e n  a b l e  t o  e n t e r  e v e n  t h e  e x p e n s i v e  O C S  l e a s e  a u c t i o n s  

t h r o u g h  j o i n i n g  w i t h  o t h e r  s m a l l  f i r m s  a n d  w i t h  l a r g e  f i r m s .

I n  o r d e r  t o  r e d u c e  t h e  " f r o n t  e n d  m o n e y "  e v e n  f u r t h e r ,  

t h e  S t a t e  m i g h t  c o n s i d e r  i n t r o d u c i n g  a s c h e d u l e  o f  d e l a y e d  

p a y m e n t s .  T h e  o n l y  r i s k  t h a t  t h e  S t a t e  w o u l d  u n d e r t a k e  t h r o u g h  

a d e l a y e d  p a y m e n t  s c h e d u l e  i s  t h e  r i s k  t h a t  p o o r l y  f i n a n c e d
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f i r m s  w o u l d  " w a l k  a w a y "  f r o m  p a r t  o f  t h e i r  b o n u s  p a y m e n t  

o b i i  g a t i  o n .

O i l  e x p l o r a t i o n ,  d e v e l o p m e n t  a n d  p r o d u c t i o n  i n  a 

h o s t i l e  e n v i r o n m e n t  r e q u i r e s  a h i g h  d e g r e e  o f  t e c h n o l o g i c a l  

e x p e r t i s e  a s  w e l l  a s  f i n a n c i a l  a n d  o p e r a t i o n a l  i n t e g r i t y .

T h e  c o m p a n i e s  w i t h  t h i s  l e v e l  o f  t e c h n o l o g i c a l  e x p e r t i s e  

a r e  g e n e r a l l y  f i n a n c i a l l y  r e s p o n s i b l e  f i r m s .

S e c o n d ,  t h e r e  i s  n o  o n e - t o - o n e  r e l a t i o n s h i p  b e t w e e n  

t h e  b o n u s  p a y m e n t  t o  g o v e r n m e n t  a n d  t h e  v a l u e  of .  a n y  o i l  

a n d  g a s  r e s e r v e s  u l t i m a t e l y  f o u n d .  I n  t h e  e x t r e m e ,  t h i s  

p r o b l e m  i s  i l l u s t r a t e d  b y  t h e  P r u d h o e  B a y  l e a s e  w h e r e  p r o b a b l e  

v a l u e  e x c e e d s  t h e  b o n u s  p a y m e n t  ( a n d  a l l  f u t u r e  r o y a l t y  a n d  

s e v e r a n c e  p a y m e n t s )  b y  a l a r g e  a m o u n t ,  a n d  b y  t h e  D e s t i n  

A n t i c l i n e  o f f s h o r e  f r o m  F l o r i d a  w h e r e  t h e  b o n u s  p a y m e n t  wa s  

e x t r e m e l y  l a r g e  a n d  r e v e n u e s  w e r e  z e r o .  E v e n  f o r  p r o d u c t i v e  

w e l l s  t h e r e  i s  u s u a l l y  n o t  a p e r f e c t  m a t c h  b e t w e e n  o u t l a y  a n d  

i n c o m e .  H o w e v e r ,  r e c e n t  r e s e a r c h  o n  F e d e r a l  O C S  l e a s e s  s h o w s  

t h a t ,  i n  t h e  a g g r e g a t e ,  u n d e r  b o n u s  b i d d i n g ,  w i t h  a f i x e d  

r o y a l t y ,  t h e r e  i s  a v e r y  c l o s e  m a t c h  b e t w e e n  c o s t s  p l u s  

p a y m e n t s  t o  t h e  g o v e r n m e n t ,  o n  t h e  o n e  h a n d ,  a n d  t h e  d i s c o u n t e d  

p r e s e n t  v a l u e  o f  o i l  a n d  g a s  p r o d u c t i o n  f r o m  s u c h  l e a s e s ,  o n  

t h e  o t h e r  h a n d .

E v i d e n c e  f r o m  O C S  L e a s i n g . T h e  r e c o r d  o f  p r o d u c t i o n  

f r o m  a l l  8 3 9  l e a s e s  i s s u e d  b y  t h e  F e d e r a l  g o v e r n m e n t  i n  t h e  

G u l f  o f  M e x i c o  r e g i o n  o f  t h e  O u t e r  C o n t i n e n t a l  S h e l f  b e t w e e n
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t h e  y e a r s  1 9 5 4  a n d  1 9 6 2  h a s  b e e n  a n a l y z e d . !  T h i s  r e c o r d  s h o w s  

t h a t  o f  t h e s e  8 3 9  F e d e r a l  l e a s e s ,  5 2 2  ( 6 2 % )  p r o d u c e d  o n l y  

d r y  h o l e s .  A n o t h e r  1 3 2  ( 1 6 % )  l e a s e s  w e r e  p r o d u c t i v e  b u t  

u n p r o f i t a b l e .  O n l y  1 8 5  ( 2 2 % )  w e r e  p r o f i t a b l e .  E f f e c t i v e  

c o m p e t i t i o n  r e q u i r e s  t h a t  t h e s e  p r o f i t a b l e  l e a s e s  p r o d u c e  

r e v e n u e  f l o w s  s u f f i c i e n t  t o  c o v e r  n o t  o n l y  t h e i r  o w n  f u l l  

c o s t s  b u t  t h e  b o n u s  a n d  e x p l o r a t i o n  c o s t s  o f  a l l  d r y  h o l e s  a s  

w e l  1 .

T h e  r a t e  o f  r e t u r n  t h a t  a l l  l e s s e e s  e a r n e d  o n  t h e i r  

i n v e s t m e n t  ( b o n u s ,  e x p l o r a t i o n ,  d e v e l o p m e n t ,  e t c . )  i n  t h e s e  

l e a s e s  h a s  b e e n  e s t i m a t e d .  P r e c i s e  i n f o r m a t i o n  o n  a l l '  l e a s e s  

i s  a v a i l a b l e  s h o w i n g  b o n u s ,  r e n t ,  a n d  r o y a l t y  p a y m e n t s ,  

t o g e t h e r  w i t h  o i l  a n d  g a s  p r o d u c t i o n  b y  y e a r  t h r o u g h  1 9 7 6 .

T h e  v a l u e  o f  s u c h  p r o d u c t i o n  i s  a l s o  k n o w n  w i t h  p r e c i s i o n .  

E s t i m a t e s  w e r e  m a d e  o f  p r e - l e a s e  g e o l o g i c a l  a n d  g e o p h y s i c a l  

e x p l o r a t i o n  c o s t s ,  p o s t - l e a s e  e x p l o r a t i o n  c o s t s ,  d e v e l o p m e n t  

o u t l a y s ,  a n d  p r o d u c t i o n  c o s t s .  F o r e c a s t s  w e r e  m a d e  o f  o i l  

a n d  g a s  p r o d u c t i o n  f r o m  1 9 7 7  t h r o u g h  p r o j e c t e d  c l o s e d o w n  

o f  e a c h  w e l l .  I n  a d d i t i o n ,  o i l  a n d  g a s  p r i c e s  a n d  c o s t s  

o f  p r o d u c t i o n  w e r e  f o r e c a s t .  W i t h  t h e s e  o u t l a y s  a n d  i n c o m e  

f l o w s ,  t h e  r a t e  o f  r e t u r n  e a r n e d  b y  l e s s e e s  h a s  b e e n  e s t i m a t e d .  

T h e  r e s u l t s  s h o w  t h a t  l e s s e e s  e a r n e d  a 9 . 5 %  r a t e  o f  r e t u r n  

b e f o r e  t a x 3 s o n  t h e i r  i n v e s t m e n t .  T h i s  R O I  i s  l o w  r e l a t i v e

1 R .  0 .  J o n e s ,  W.  J .  M e a d ,  a n d  P .  E .  S o r e n s e n ,  " F r e e  
E n t r y  i n t o  O i l  a n d  G a s  P r o d u c t i o n  a n d  C o m p e t i t i o n  i n  t h e  U . S .
O i l  I n d u s t r y , "  N a t u r a l  R e s o u r c e s  J o u r n a l ,  J u l y ,  1 9 7 8 ,  f o r t h c o m i n g .
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t o  c o m p e t i t i v e  p e r f o r m a n c e  e l s e w h e r e  i n  t h e  U . S .  e c o n o m y .  T h e  

i n t e r p r e t a t i o n  o f  t h e  r e s u l t s  i s  a s  f o l l o w s :

1 .  C o m p e t i t i o n  f o r  F e d e r a l  l e a s e s  f r o m  1 9 5 4  t h r o u g h  

1 9 6 2  w a s  i n t e n s e .

2 .  T h e  f e d e r a l  g o v e r n m e n t  r e c e i v e d  m o r e  t h a n  a 

" F a i r  M a r k e t  V a l u e "  f o r  t h e s e  l e a s e s .  T h i s  d o e s  n o t  m e a n  t h a t  

t h e  F e d e r a l  g o v e r n m e n t  r e c e i v e d  a l l  o f  t h e  E c o n o m i c  R e n t  w h i c h  

m i g h t  b e  c o l l e c t e d  u n d e r  m o s t  e f f i c i e n t  c o n d i t i o n s .  A s  w i l l  

b e  s h o w n  l a t e r ,  t h e  f a c t  t h a t  r o y a l t y  p a y m e n t s  w e r e  r e q u i r e d  

i n t r o d u c e s  s o m e  e c o n o m i c  i n e f f i c i e n c y  t h e r b y  r e d u c i n g  t h e  

c o l l e c t i b l e  E c o n o m i c  R e n t s .

3 .  T h e  b o n u s  b i d d i n g  s y s t e m ,  i n  t h e  a g g r e g a t e ,  i s  

a n  e f f e c t i v e  m e t h o d  o f  c o l l e c t i n g  E c o n o m i c  R e n t .

( 2 )  R o y a l t y  B i d d i n g .

U n d e r  r o y a l t y  b i d d i n g ,  i n t e r e s t e d  p a r t i e s  b i d  a 

p e r c e n t a g e  o f  g r o s s  w e l l h e a d  v a l u e  p a y a b l e  t o  t h e  g o v e r n m e n t  

f o r  e a c h  a n d  e v e r y  b a r r e l  o f  o i l  o r  t h o u s a n d  c u b i c  f e e t  o f  

g a s  p r o d u c e d  f r o m  a l e a s e .  T h e r e  a r e  t w o  a d v a n t a g e s  o f  

r o y a l t y  b i d d i n g :

F i r s t ,  p a y m e n t s  t o  t h e  g o v e r n m e n t  c o r r e s p o n d  w i t h  

p r o d u c t i o n .  I f  a l e a s e  i s  f o u n d  t o  b e  d r y ,  t h e n  n o  p a y m e n t s  

a r e  r e q u i r e d .  I f  a l e a s e  i s  h i g h l y  p r o d u c t i v e ,  t h e n  p a y m e n t s  

c o r r e s p o n d  w i t h  t h e  v a l u e  o f  p r o d u c t i o n .  R o y a l t y  i s  c a l c u l a t e d  

a s  s o m e  s p e c i f i e d  p e r c e n t  o f  p r o d u c t i o n ,  o r  o f  t h e  v a l u e  o f  

p r o d u c t i o n  a t  w e l l h e a d .
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S e c o n d ,  i n  t h e  a b s e n c e  o f  a f i x e d  b o n u s ,  n o  " f r o n t -  

e n d "  p a y m e n t  i s  r e q u i r e d .  T h i s  m a y  s t i m u l a t e  a d d i t i o n a l  

c o m p e t i t i o n .  F i r m s  a r e  a b l e  t o  o b t a i n  l e a s e s  w i t h  n o  p a y m e n t  

b e i n g  m a d e  t o  t h e  g o v e r n m e n t  p r i o r  t o  p r o d u c t i o n  f r o m  s u c h  

1 e a s e s .

H o w e v e r ,  t h e r e  a r e  a l s o  s u b s t a n t i a l  d i s a d v a n t a g e s  

a r i s i n g  o u t  o f  a r o y a l t y  b i d d i n g  s y s t e m .

F i r s t ,  r o y a l t y  b i d d i n g  i s  i n e f f i c i e n t  f o r  t h r e e  

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

g r o s s  ( n o t  n e t )  w e l l h e a d  v a l u e .  I t ,  t h e r e f o r e ,  r e q u i r e s  a 

s i g n i f i c a n t  p a y m e n t  t o  t h e  g o v e r n m e n t  i n  a d d i t i o n  t o  t h e  

r e a 1 c o s t  o f  p r o d u c i n g  e v e r y  b a r r e l  o f  o i l  o r  t h o u s a n d  

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

p r e m a t u r e  a b a n d o n m e n t  o f  l e a s e s .  T h e  p r o b l e m  i s  i l l u s t r a t e d  

i ri  F i g u r e  2 .  T h e  S t a t e  o f  A l a s k a  c u r r e n t l y  r e q u i r e s  a 1 2 . 5 %  

f i x e d  r o y a l t y  p a y m e n t  f r o m  o i l  a n d  g a s  p r o d u c t i o n .  I n  a d d i t i o n ,  

t h e  S t a t e  i m p o s e s  a s e v e r a n c e  t a x  o n  p r o d u c t i o n .  T h i s  t a x  

h a s  t h e  s a m e  e f f e c t  a s  a r o y a l t y .  T h e  t w o  p a y m e n t s  t o g e t h e r  

a r e  s h o w n  i n  F i g u r e  2 a s  a 2 0 %  r o y a l t y  c h a r g e .

C o s t s  o f  p r o d u c t i o n  a r e  l o w  i n  t h e  i n i t i a l  p h a s e  

o f  r e s e r v o i r  l i f e .  W i t h  t h e  p a s s a g e  o f  t i m e ,  r e s e r v o i r  

p r e s s u r e  d e c l i n e s  a s  e c o n o m i c a l l y  r e c o v e r a b l e  o u t p u t  i s  

p r o d u c e d .  I n  t h e  a b s e n c e  o f  a n y  r o y a l t y  c h a r g e ,  p r o d u c t i o n  

w o u l d  b e  c a r r i e d  t o  p o i n t  Q ] . B e y o n d  t h a t  p o i n t ,  t h e  c o s t  

o f  p r o d u c i n g  a n  a d d i t i o n a l  u n i t  o f  o u t p u t  i s  h i g h e r  t h a n  i t s  

v a l u e .  A t  p o i n t  Q i  ,  t h e  v a l u e  o f  t h e -  r e s o u r c e s  u s e d  u p  t o  

p r o d u c e  t h e  l a s t  b a r r e l  o f  o i l  i s  e x a c t l y  e q u a l  t o  t h e  v a l u e
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o f  t h e  o i l  p r o d u c e d .  S o c i a l  w a s t e  w o u l d  r e s u l t  f r o m  p r o d u c t i o n  

b e y o n d ,  o r  s h o r t  o f ,  t h i s  p o i n t .

W h e r e  a 2 0 %  c o m b i n a t i o n  r o y a l t y  a n d  s e v e r a n c e  t a x  

i s  l e v i e d ,  p r o d u c t i o n  w o u l d  b e  t e r m i n a t e d  a t  Q 2 . I f  b i d d i n g  

t a k e s  p l a c e  o n  t h e  r o y a l t y ,  t h e  r o y a l t y  p a y m e n t s  w o u l d  r i s e  

t o  h i g h e r  l e v e l s .  F i g u r e  2 i l l u s t r a t e s  a 4 0 %  c o m b i n a t i o n  r o y a l t y  

a n d  s e v e r a n c e  t a x .  W i t h  t h i s  p a y m e n t ,  t h e  p r o p e r t y  i l l u s t r a t e d  

i n  F i g u r e  2 ,  w o u l d  b e  a b a n d o n e d  a t  Q 3 . T h u s  a r o y a l t y  l e a d s  

t o  p r e m a t u r e  a b a n d o n m e n t  o f  v a l u a b l e  r e s o u r c e s .  I t  i s  c o r r e c t  

t o  d e s c r i b e  t h i s  a s  " p r e m a t u r e  a b a n d o n m e n t "  b e c a u s e  t h e  

r o y a l t y  p a y m e n t s  a r e  m e r e l y  t r a n s f e r  p a y m e n t s  f r o m  t h e  o p e r a t o r  

t o  t h e  g o v e r n m e n t .  T h e y  a r e  n o t  t r u e  e c o n o m i c  c o s t s  i n  t h e  

s e n s e  t h a t  l a b o r  a n d  m a t e r i a l s  a r e  e c o n o m i c  c o s t s .

R e t u r n i n g  t o  F i g u r e  1 ,  t h e  e f f e c t  o f  p r e m a t u r e  

a b a n d o n m e n t  o n  E c o n o m i c  R e n t  c a n  b e  s h o w n .  B e c a u s e  t o t a l  

r e v e n u e  w i t h  a r o y a l t y  p a y m e n t  i s  l o w e r  t h a n  i t  w o u l d  b e  

i f  n o  r o y a l t y  w e r e  r e q u i r e d ,  t h e  T o t a l  R e v e n u e  c o l u m n  w o u l d  

b e  l o w e r  t h a n  s h o w n  i n  t h e  d i a g r a m .  B u t  n e c e s s a r y  c o s t s  

a n d  p r o f i t s  ( R O I )  w o u l d  b e  r e d u c e d  o n l y  s l i g h t l y .  T h e r e f o r e ,  

p r e m a t u r e  a b a n d o n m e n t  c a u s e s  E c o n o m i c  R e n t s  t o  b e  l o w e r  t h a n  

t h e i r  p o t e n t i a l .  T h i s  m e a n s  t h a t  t h e  p e o p l e  o f  t h e  S t a t e  o f  

A l a s k a  s a c r i f i c e  m o n e y  i n c o m e  d u e  t o  a r o y a l t y  p a y m e n t  

r e q u i r e m e n t .  S o c i a l  c o s t s  a r e  b o r n e  b y  a l l  o f  t h e  p e o p l e .

T h i s  i s  a l w a y s  t h e  r e s u l t  w h e n  s c a r c e  r e s o u r c e s  a r e  w a s t e d .

I n  t h e  r o y a l t y  c a s e ,  t h e  h i g h e r  t h e  r o y a l t y  p a y m e n t ,  t h e  

g r e a t e r  t h e  l o s s  i n  E c o n o m i c  R e n t .
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W h e r e  b i d d i n g  t a k e s  p l a c e  o n  t h e  b a s i s  o f  a r o y a l t y -  

p a y m e n t ,  t h e  l o s s  t o  g o v e r n m e n t  i n  E c o n o m i c  R e n t  a n d  t o  t h e  

p e o p l e  o f  a n a t i o n  i n  l o s t  r e s o u r c e s  c a n  b e  s u b s t a n t i a l .

A n  8 0 %  r o y a l t y  p a y m e n t  w h e n  o i l  i s  p r i c e d  a t  $ 1 0 . 0 0  p e r

b a r r e l  a t  w e l l h e a d  r e q u i r e s  a p a y m e n t  t o  t h e  s t a t e  o f  $ 8 . 0 0

p e r  b a r r e l .  T h i s  m e a n s  t h a t  w h e n  r e a l  e c o n o m i c  c o s t s  r e a c h  

$ 2 . 0 0  p e r  b a r r e l ,  t h i s  r e a l  c o s t  t o g e t h e r  w i t h  t h e  $ 8 . 0 0  

t r a n s f e r  p a y m e n t  r e s u l t s  i n  e x t r e m e l y  e a r l y  a b a n d o n m e n t .

T h e  s e c o n d  i n e f f i c i e n c y  i n  r o y a l t y  p a y m e n t s  a r i s e s  

f r o m  t h e  f a c t  t h a t  s o m e  s m a l l e r  f i e l d s ,  w h i c h  w o u l d  b e  

p r o f i t a b l e  t o  o p e r a t e  u n d e r  l o w  o r  z e r o  r o y a l t y  p a y m e n t s ,  

b e c o m e  s u b m a r g i n a l  w i t h  h i g h e r  r o y a l t y  p a y m e n t s .  I n  t h i s  

c a s e ,  a d i s c o v e r e d  f i e l d  w o u l d  b e  t e r m e d  u n e c o n o m i c  t o  o p e r a t e  

a n d  w o u l d  n o t  b e  d e v e l o p e d .  T h i s  r e s u l t s  i n  a m o n e t a r y  l o s s

t o  t h e  S t a t e  o f  A l a s k a ,  a n d  a s o c i a l  c o s t  t o  t h e  e n t i r e  n a t i o n .

A t h i r d  i n e f f i c i e n c y  a r i s i n g  o u t  o f  r o y a l t y  p a y m e n t s  

i s  t h a t  t h e y  r e d u c e  t h e  i n c e n t i v e  o f  o p e r a t o r s  t o  i n v e s t  

i n  m o r e  i n t e n s i v e  m a n a g e m e n t  o f  t h e i r  r e s e r v e s .  F o r  e x a m p l e ,  

s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y  i n v e s t m e n t s  i n  s o m e  c a s e s  

w i l l  n o t  b e  u n d e r t a k e n .  W i t h o u t  r o y a l t y  p a y m e n t s ,  s o m e  o f  

t h e s e  i n v e s t m e n t s  m i g h t  r e t u r n  a n  a t t r a c t i v e  r a t e  o f  r e t u r n ,  

s a y  2 0 %  R O I ;  w h e r e a s  w i t h  r o y a l t y  p a y m e n t s  t h e  R O I  m i g h t  f a l l  

t o  t h e  u n a t t r a c t i v e  o r  n e g a t i v e  c a t e g o r y  a n d  i n v e s t m e n t s  w o u l d  

n o t  b e  u n d e r t a k e n .

I n  t e r m s  o f  F i g u r e  1 ,  f o r e g o i n g  r e c o v e r y  i n v e s t m e n t s  

r e d u c e  T o t a l  R e v e n u e  b e l o w  t h e  o p t i m u m  l e v e l  w i t h  t h e  r e s u l t  

t h a t  E c o n o m i c  R e n t s  a r e  l e s s  t h a n  w h a t  c o u l d  b e  c o l l e c t e d  u n d e r  

e f f i c i e n t  l e a s i n g  t e r m s .
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P r e m a t u r e  a b a n d o n m e n t ,  h o w e v e r ,  c a n  b e  a v o i d e d  b y  

s u c c e s s i v e  r e d u c t i o n  o f  r o y a l t y  t o  z e r o .  E v e r y b o d y  g a i n s  

f r o m  r e d u c i n g  r o y a l t i e s  t o  z e r o  r e l a t i v e  t o  f i x e d  r o y a l t i e s .  

P r o f i t s  t o  t h e  o p e r a t o r  w o u l d  i n c r e a s e ,  a d d i t i o n a l  r o y a l t i e s  

w o u l d  a c c r u e  t o  t h e  S t a t e ,  b e c a u s e  p r e m a t u r e  a b a n d o n m e n t  w o u l d  

b e  a v o i d e d ,  e m p l o y m e n t  w o u l d  b e  h i g h e r ,  a n d  t h e  n a t i o n  w o u l d  

r e c e i v e  a d d i t i o n a l  o i l  p r o d u c t i o n  a t  s o c i a l  b e n e f i t s  w h i c h  

a r e  g r e a t e r  t h a n  s o c i a l  c o s t s .

A s e c o n d  d i s a d v a n t a g e  o f  t h e  r o y a l t y  s y s t e m  i s  t h a t  

i t  m a y  s i m p l y  t i e  u p  l e a s e s  w i t h o u t  c o s t  t o  t h e  l e s s e e .

W i t h  n o  b o n u s  p a y m e n t ,  h e  m a y  h a v e  n o  i n v e s t m e n t  w h a t s o e v e r  

i n  t h e  l e a s e .  H e  h a s  o n l y  a c o m m i t m e n t  t o  p a y  r o y a l t i e s  i n  

t h e  e v e n t  o f  p r o d u c t i o n .  T h i s  i s  a f r e e  o p t i o n  t o  b u y .  I f  

o t h e r  l e s s e e s  a r e  n e a r b y  w h o  h a v e  i n v e s t e d  b o n u s e s  i n  l e a s e s  

a n d  a r e  e n g a g e d  i n  e x p l o r a t o r y  a c t i v i t y ,  t h e  l e s s e e  w i t h  a 

r o y a l t y  l e a s e  w i l l  p r o b a b l y  c h o o s e  t o  w a i t  f o r  t h e  r e s u l t s  

o f  d r i l l i n g  b y  o t h e r s .  H o w e v e r ,  i f  a s m a l l  f i x e d  r o y a l t y  

i s  a l s o  r e q u i r e d  a l o n g  w i t h  t h e  c o n t i n g e n t  r o y a l t y  p a y m e n t ,  

t h e  r o y a l t y  l e s s e e  h a s  l e s s  o f  a n  i n c e n t i v e  t o  d o  n o t h i n g .  

H o w e v e r ,  a p u r e  b o n u s  b i d  p r o v i d e s  a m a x i m u m  i n c e n t i v e  t o  

p r o c e e d  q u i c k l y  w i t h  e x p l o r a t i o n .

I n  a n  e c o n o m i c  s e n s e ,  a n y  r o y a l t y  s h o u l d  b e  r e d u c i b l e  

t o  z e r o  p r i o r  t o  a b a n d o n m e n t .  T h e  U . S .  I n t e r i o r  S e c r e t a r y  h a s  

a u t h o r i t y  t o  d o  t h i s ,  b u t  h a s  n e v e r  e x e r c i s e d  h i s  a u t h o r i t y  

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

o b j e c t i v e  w a y  t o  i n e x p e n s i v e l y  d e t e r m i n e  w h e n  r o y a l t i e s  s h o u l d
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b e  e l i m i n a t e d .  I f  b i d d e r s ,  a t  t h e  p o i n t  o f  l e a s e  s a l e ,  - -  

u n d e r s t a n d  t h a t  r o y a l t i e s  w i l l  b e  r e d u c e d  t o  z e r o  t o  a v o i d  

p r e m a t u r e  a b a n d o n m e n t ,  t h e n  t h e y  w i l l  p l a c e  a h i g h e r  v a l u e  

o n  t h e  l e a s e .  C o m p e t i t i o n  f o r  t h e  l e a s e  w i l l  f o r c e  t h e m  t o  

b i d  h i g h e r  b o n u s  p a y m e n t s .  I n  t h i s  e v e n t ,  m o r e  o i l  i s  p r o d u c e d  

a n d  t h e  S t a t e  w o u l d  c o l l e c t  i n c r e a s e d  E c o n o m i c  R e n t s .

H o u s e  B i l l  N o .  8 5 4  a l s o  p r o v i d e s  f o r  a s l i d i n g

r o y a l t y  s c a l e ,  " a c c o r d i n g  t o  t h e  v o l u m e  o f  p r o d u c t i o n . "  I f  a

s l i d i n g  s c a l e  i s  u s e d ,  t h e  i n e f f i c i e n c i e s  a n d  c o n s e q u e n t  l o s s e s  

i n  E c o n o m i c  R e n t  a n a l y z e d  a b o v e  w o u l d  s t i l l  a p p e a r .  A n y  i n v e s t ­

m e n t  i n  s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y  w o u l d  s t i l l  b e  

r e t a r d e d .  S u c h  i n v e s t m e n t s  c a u s e  o u t p u t  t o  i n c r e a s e ,  a n d  

t h e r e f o r e  i n c u r  h i g h e r  r o y a l t y  o b l i g a t i o n s .  T h e  n e t  e f f e c t  

w o u l d  s t i l l  r e d u c e  t h e  R O I  o n  t h e  i n v e s t m e n t .  I n  c a s e s  w h e r e  

t h e  R O I  i s  s h i f t e d  f r o m  a t t r a c t i v e  t o  u n a t t r a c t i v e  o r  n e g a t i v e  

l e v e l s ,  t h e  s t a t e  w o u l d  s u f f e r  a l o s s  o f  E c o n o m i c  R e n t s .  F u r t h e r ,  

e x p e n s i v e  a d m i n i s t r a t i v e  c o s t s  a r e  i n c u r r e d .  T h e r e  i s  nr> 

e f f i c i e n t  a n d  o b j e c t i v e  m e a n s  o f  s e t t i n g  s l i d i n g  s c a l e

r o y a l t y  r a t e s .  I f  r o y a l t y  r a t e s  a r e  m a d e  p u r e l y  a f u n c t i o n  o f

p r o d u c t i o n ,  t h e n  t h e  o p e r a t o r  h a s  a n  i n c e n t i v e  t o  r e d u c e  

p r o d u c t i o n  b e l o w  t h e  m o s t  e f f i c i e n t  r a t e  w h i c h  w o u l d  m a x i m i z e  

t h e  E c o n o m i c  R e n t .  G o v e r n m e n t ’ a d m i n i s t r a t o r s  m a y  t r y  t o  

a v o i d  t h i s  p r o b l e m  w i t h  c a r e f u l  s u r v e i l l a n c e  o f  t h e  o p e r a t o r  

a n d  c a r e f u l ,  b u t  s u b j e c t i v e ,  d e t e r m i n a t i o n  o f  s l i d i n g  s c a l e  

r o y a l t y  r a t e s .  B u t  t h i s  r e q u i r e s  e x p e n s i v e  a d m i n i s t r a t i o n .

T h e  c o s t  o f  t h i s  b u r e a u c r a c y  m a y  b e  s h o w n  i n  F i g u r e  

1 a s  a n e g a t i v e  c h a r g e  a g a i n s t  E c o n o m i c  R e n t .  A r e l a t i v e l y
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h i g h  l e v e l  o f  r e n t  m i g h t  b e  c o l l e c t e d ,  b u t  s o m e  o f  i t  w i l l  

b e  d i s s i p a t e d  i n  a d m i n i s t r a t i v e  c o s t s  a n d  w i l l  n o t  a c c r u e  

t o  t h e  p e o p l e  o f  A l a s k a .  I n  a d d i t i o n ,  t h e  l e s s e e s  m u s t  a l s o  

m a i n t a i n  s t a f f  p e r s o n n e l  i n  o r d e r  t o  d e v e l o p  a n d  a n a l y z e  

d a t a ,  a n d  n e g o t i a t e  w i t h  t h e i r  g o v e r n m e n t  c o u n t e r p a r t s .

T h i s  r a i s e s  c o s t s  t o  t h e  l e s s e e  b e y o n d  t h o s e  w h i c h  a r e  

r e p r e s e n t e d  t o  b e  " n e c e s s a r y  c o s t s "  i n  F i g u r e  1 .  T h i s  m e a n s  

t h a t  E c o n o m i c  R e n t s  a r e  d o u b l y  r e d u c e d  a n d  p a y m e n t s  a v a i l a b l e  

t o  t h e  S t a t e  d e c l i n e  e v e n  f u r t h e r .

I n  s u m m a r y ,  r o y a l t y  p a y m e n t s  r e s u l t  i n  r e d u c e d  

e f f i c i e n c y  a n d  t h e r e f o r e  i n  r e d u c e d  E c o n o m i c  R e n t s .  T h e  

l a r g e r  t h e  r o y a l t y  p a y m e n t s ,  t h e  g r e a t e r  t h e  l o s s  i n  

E c o n o m i c  R e n t .  S l i d i n g  s c a l e  r o y a l t y  r a t e s  w i l l  a v o i d  

p r e m a t u r e  a b a n d o n m e n t  i f  t h e y  a r e  r e d u c e d  t o  z e r o  a t  a p p r o p r i a t e  

p o i n t s .  H o w e v e r ,  s l i d i n g  s c a l e  r o y a l t i e s  a r t i f i c i a l l y  d i s c o u r a g e  

i n v e s t m e n t s  i n  s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y ,  l e a d  t o  a b a n d o n ­

m e n t  o f  w e l l s  t h a t  a r e  e c o n o m i c a l l y  o p e r a b l e ,  a n d  a l s o  r e s u l t  i n  

w a s t e f u l  a d m i n i s t r a t i o n  c o s t s ,  a l l  o f  w h i c h  l o w e r  E c o n o m i c  

R e n t s  a v a i l a b l e  t o  t h e  S t a t e .

( 3 )  P r o f i t - S h a r e  B i d d i n g .

L i n d e r  p r o f i t  s h a r e  b i d d i n g ,  e a c h  b i d d e r  o f f e r s  a 

p e r c e n t  o f  t h e  n e t  p r o f i t  f o r  e a c h  l e a s e  t o  b e  p a i d  t o  t h e  

S t a t e .  T h e r e  a r e  f o u r  p o s s i b l e  a d v a n t a g e s  o f  p r o f i t  s h a r e  

b i d d i n g  a s  f o l l o w s :

F i r s t ,  i t  i s  a n  i m p r o v e m e n t  o v e r  r o y a l t y  b i d d i n g  i n  

t h a t  t h e  p r o f i t  s h a r e  t o  b e  p a i d  t o  t h e  S t a t e  i s  b a s e d  o n
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n e t  i n c o m e  ( p r o f i t )  r a t h e r  t h a n  g r o s s  i n c o m e .  T h i s  m e a n s  

t h a t  a s  a f i e l d  a p p r o a c h e s  e x h a u s t i o n ,  i t s  p r o f i t  d e c l i n e s  

t o w a r d s  z e r o .  U n l e s s  t h e  p r o f i t  s h a r e  b i d d i n g  s y s t e m  a l s o  r e q u i r e s  

a f i x e d  r o y a l t y  p a y m e n t ,  t h e  p r o b l e m  o f  p r e m a t u r e  a b a n d o n m e n t  

i s  a v o i d e d .

S e c o n d ,  p r o f i t  s h a r e  b i d d i n g  a v o i d s  t h e  f r o n t  e n d  

l o a d i n g  p r o b l e m  t h a t  i s  c h a r a c t e r i s t i c  o f  b o n u s  b i d d i n g ,  u n l e s s  

p r o f i t  s h a r e  b i d d i n g  i s  p a i r e d  w i t h  a f i x e d  b o n u s  r e q u i r e m e n t .

N o  p a y m e n t s  a r e  d u e  t o  t h e  S t a t e  u n t i l  p r o d u c t i o n  a p p e a r s  

a n d  p r o f i t s  a c c r u e  t o  t h e  o p e r a t o r .  I n  t h e  a b s e n c e  o f  

f r o n t  e n d  p a y m e n t s ,  s m a l l e r  l e s s  w e l l  f i n a n c e d  o p e r a t o r s  m a y  

e n t e r  t h e  b i d d i n g  c o m p e t i t i o n  a n d  p o s s i b l y  w i n  l e a s e s .  As  

i n d i c a t e d  i n  t h e  a n a l y s i s  a b o v e  ( p a g e  8 ) ,  t h i s  p r o b l e m  i s  

o f  m i n o r  i m p o r t a n c e  f r o m  a c o m p e t i t i v e  p e r f o r m a n c e  v i e w p o i n t .

T h i r d ,  p a y m e n t s  c o r r e s p o n d  w i t h  b e n e f i t s .  D r y  

h o l e s  r e q u i r e  n o  p r o f i t  s h a r e  p a y m e n t .  C o n v e r s e l y ,  t h e  

o c c a s i o n a l  r i c h  d i s c o v e r y  p r o d u c i n g  h i g h  p r o f i t s  r e s u l t s  

i n  l a r g e r  p a y m e n t s  t o  t . , e  S t a t e .  T h i s  w o u l d  a v o i d  s o m e  

o f  t h e  p o l i t i c a l  e m b a r r a s s m e n t  a s s o c i a t e d  w i t h  t h e  P r u d h o e  

B a y  s i t u a t i o n .

F o u r t h ,  h o p e f u l l y ,  a p u r e  p r o f i t  s h a r e  b i d d i n g  

a r r a n g e m e n t  m a y  c o n s t r a i n  o v e r - z e a l o u s  r e g u l a t o r s  a n d  e n v i r o n ­

m e n t a l i s t s  f r o m  i m p o s i n g  u n e c o n o m i c  c o s t s  o n  o i l  e x p l o r a t i o n  

a n d  p r o d u c t i o n .  U n d e r  t h e  p r o f i t  s h a r e  s y s t e m ,  a n y  e c o n o m i c  

w a s t e  i s  c l e a r l y  s h a r e d  b y  t h e  o p e r a t o r  a n d  t h e  g o v e r n m e n t .
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R e t u r n i n g  t o  F i g u r e  1 ,  w h e n  u n n e c e s s a r y  c o s t s  a r e  

i m p o s e d  o n  o p e r a t o r s  a f t e r  â  1 e a s e  s a l e  h a s  t a k e n  p i  a c e , b o t h  

t h e  R O I  a n d  t h e  E c o n o r i c  R e n t  s e g m e n t s  o f  t h e  c h a r t  a r e  

r e d u c e d .  I t  s h o u l d  b e  p o i n t e d  o u t  t h a t  w h e n  a g o v e r n m e n t  

e n g a g e s  i n  s u c h  p o s t - b i d d i n g  p r a c t i c e s ,  b i d d e r s  w i l l  q u i c k l y  

l e a r n  t o  a n t i c i p a t e  a r e p e t i t i o n  i n  s u b s e q u e n t  s a l e s .  S u c h  

e x p e c t a t i o n s  w i l l  b e  f a c t o r e d  i n t o  f u t u r e  b i d  c a l c u l a t i o n s  

s u c h  t h a t  i n  s u b s e q u e n t  l e a s e s  t h e  e n t i r e  c o s t  o f  u n e c o n o m i c  

i • e g u 1 a t i o n s  i s  b o r n e  b y  t h e  g o v e r n m e n t  i n  t h e  f o r m  o f  r e d u c e d  

E c o n o m i c  R e n t .

T h e r e  a r e  a l s o  s u b s t a n t i a l  d i s a d v a n t a g e s  i n v o l v e d  

i n  t h e  p r o f i t  s h a r e  b i d d i n g  s y s t e m .

F i r s t ,  w h i l e  t h e  l a y m a n  m a y  c o n s i d e r  c o m p u t a t i o n  o f  

p r o f i t  t o  b e  a s i m p l e  a n d  s t r a i g h t - f o r w a r d  c a l c u l a t i o n ,  i n  

f a c t ,  a w i d e  v a r i e t y  o f  a c c e p t e d  a c c o u n t i n g  p r o c e d u r e s  a r e  u s e d .  

T h e r e  a r e  t w o  g e n e r a l  c o n c e p t s  o f  p r o f i t  w h i c h  m a y  b e  i d e n t i f i e d .

( 1 )  B i d d i n g  m a y  t a k e  p l a c e  o n  a n  a c c o u n t i n g  c o n c e p t  

o f  p r o f i t  i n  w h i c h  f i x e d  c o s t s  a n d  o v e r h e a d  c o s t s ,  a l o n g  w i t h  

a l l  o p e r a t i n g  c o s t s ,  a r e  d e d u c t e d  f r o m  g r o s s  r e v e n u e  i n  o r d e r  

t o  o b t a i n  n e t  p r o f i t .

( 2 )  N e t  p r o f i t  m a y  b e  d e f i n e d  a s  o p e r a t i n g  p r o f i t s  

i n  w h i c h  f i x e d  c o s t s  a n d  o v e r h e a d  a r e  n o t  a l l o w e d  a s  r e p o r t a b l e  

e x p e n s e s .

W i t h i n  e a c h  g e n e r a l  c l a s s i f i c a t i o n  a m u l t i t u d e  o f  

p r o b l e m s  i m m e d i a t e l y  a p p e a r .  F o r  e x a m p l e :  ( 1 )  T h e  p r o c e s s  a f

t r a d i n g  o i l  b e t w e e n  s e p a r a t e  c o m p a n i e s  i s  w i d e s p r e a d  i n  t h i s  

i n d u s t r y ,  a n d  a n  a r m ' s  l e n g t h  s a l e  o f  o i l  m a y  n o t  t a k e  D i a c e .
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P r i c e s  m u s t  b e  c a r e f u l l y  a n a l y z e d .  T h i s  r e q u i r e s  u n n e c e s s a r y  

a d m i n i s t r a t i v e  e x p e n s e  b y  b o t h  l e s s e e  a n d  l e s s o r .  ( 2 )  W h e r e  

a c o m p a n y  w i s h e s  t o  d o  s o m e  r e s e a r c h  a n d  d e v e l o p m e n t  c o n c e r n e d  

w i t h  o i l  e x p l o r a t i o i  a n d  p r o d u c t i o n ,  i t  i s  l i k e l y  t o  d o  s o  o n  

l e a s e s  i n v o l v i n g  p r o f i t  s h a r e  p a y m e n t s  r a t h e r  t h a n  o n  o t h e r  

c o m p a n y  p r o d u c t i o n .  ( 3 )  W h e r e  a c o m p a n y  h a s  a m i x t u r e  o f  h i g h l y  

e f f i c i e n t  a n d  l e s s  e f f i c i e n t  d r i l l i n g  r i g s  o r  d r i l l  s h i p s ,  

i t  i s  l i k e l y  t o  u s e  t h e  p o o r  e q u i p m e n t  o n  t h e  p r o f i t  s h a r e  l e a s e  

a n d  r e s e r v e  t h e  b e s t  e q u i p m e n t  f o r  o t h e r  c o m p a n y  o p e r a t i o n s .

( 4 )  W h e r e  a c o m p a n y  n e e d s  t o  t r a i n  c r e w s  i n  d r i l l i n g  a n d  r e s e r v o i r  

d e v e l o p m e n t ,  i t  i s  l i k e l y  t o  d o  i t s  t r a i n i n g  o n  p r o f i t  s h a r i n g  

l e a s e s .  ( 5 )  " G o l d - p l a t i n g "  i s  l i k e l y  t o  o c c u r  o n  p r o f i t  s h a r e  

l e a s e s  w h e r e  t h e  s h a r e  p a i d  t o  g o v e r n m e n t  i s  h i g h  a n d  t h e  

r e t a i n e d  s h a r e  i s  l o w .  E v i d e n c e  o f  t h i s  p r a c t i c e  m a y  b e  

f o u n d  i n  t h e  L o n g  B e a c h  ( W i l m i n g t o n )  f i e l d  w h e r e  p r o f i t  s h a r e s  

p a i d  t o  t h e  g o v e r n m e n t  a r e  e x t r e m e l y  h i g h .  ( 6 )  I n  p r o f i t  

s h a r e  l e a s e s ,  p u b l i c  r e l a t i o n s  e x p e n d i t u r e s  a r e  l i k e l y  t o  b e  

h i g h .  T h i s  w i l l  b e  p a r t i c u l a r l y  t r u e  w h e n  e x p e n d i t u r e s  f o r  

P .  R .  p r o d u c e  b e n e f i t s  f o r  t h e  l e s s e e  c o m p a n y  a s  a w h o l e .

( 7 )  I n  t h e  e v e n t  o f  s u p p l y  s h o r t a g e s  s u c h  a s  o c c u r r e d  i n  

1 9 7 3  a n d  1 9 7 4 ,  a v a i l a b l e  s u p p l i e s  a r e  l i k e l y  t o  b e  a l l o c a t e d  

t o  n o n - p r o f i t  s h a r e  l e a s e s  f i r s t .

C o m p a n i e s  d i f f e r  i n  t h e i r  l e v e l  o f  e f f i c i e n c y .  I n  

o r d e r  f o r  t h e  S t a t e  t o  s e l e c t  t h e  h i g h e s t  b i d d e r  i t  s h o u l d  

e v a l u a t e  p r o b a b l e  e f f i c i e n c y  o f  e a c h  c o m p e t i n g  b i d d e r .  W h i l e
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t h i s  i s  d e s i r a b l e ,  i t  i s  a l s o  e x p e n s i v e  a n d  p r o b a b l y  i m p o s s i b l e .  

B u t  i t  m e a n s  t h a t  t h e  h i g h  p r o f i t  s h a r e  b i d d e r  i s  n o t  n e c e s s a r i l y  

t h e  o p e r a t o r  t h a t  w i l l  p r o d u c e  t h e  m o s t  E c o n o m i c  R e n t  f o r  t h e  

S t a t e .

I n  o r d e r  t o  a v o i d  t h e  p r o b l e m s  l i s t e d  a b o v e ,  a s  w e l l  

a s  o t h e r s  n o t  l i s t e d ,  t h e  S t a t e  w i l l  p r o b a b l y  d e t e r m i n e  t h a t  

i t  m u s t  c a r e f u l l y  p o l i c e  l e s s e e  o p e r a t i o n s .  T h i s ,  c f  c o u r s e ,  

r e q u i r e s  a d d i t i o n a l  a d m i n i s t r a t i v e  c o s t s .  A g a i n  i n  t e r m s  

o f  F i g u r e  1 ,  o n e  s h o u l d  e x p e c t  n o t  o n l y  t h e  n e c e s s a r y  c o s t  

o f  p r o d u c t i o n  t o  b e  i n c u r r e d ,  b u t  a l . „ o  u n n e c e s s a r y  c o s t s  a s  

w e l l .  B u t  t h e s e  c o s t s  r e d u c e  t h e  E c o n o m i c  R e n t s  a v a i l a b l e  

t o  t h e  S t a t e .  A l s o ,  t h e  a d d e d  p o l i c i n g  f u n c t i o n  b y  t h e  S t a t e  

i n v o l v e s  a d d i t i o n a l  a d m i n i s t r a t i v e  c o s t s  w h i c h  m u s t  b e  p a i d  

f o r  o u t  o f  t h e  S t a t e ' s  E c o n o m i c  R e n t s .  F u r t h e r ,  b e c a u s e  t h e  

i n t e r p r e t a t i o n  o f  p r o f i t  i s  d i f f i c u l t ,  o n e  m u s t  e x p e c t  

l i t i g a t i o n  o f  d i s p u t e s .  T h i s  r e q u i r e s  e x p e n s i v e  a t t o r n e y  f e e s  

a n d  c o u r t  c o s t s  f o r  b o t h  t h e  o p e r a t o r  a n d  t h e  g o v e r n m e n t .  A l l  

o f  t h e s e  e x p e n s e s  f u r t h e r  r e d u c e  a v a i l a b l e  E c o n o m i c  R e n t s .

S e c o n d ,  i n  a d d i t i o n  t o  t h e  p r o f i t  s h a r e  b i d ,  o n e  

m u s t  a l s o  c o n s i d e r  t h e  c o r p o r a t e  i n c o m e  t a x  f o r  i t  t o o  i s  

a p r o f i t  s h a r e  p a y m e n t .  W i t h  p e r c e n t a g e  d e p l e t i o n  a l l o w a n c e  

t o t a l l y  p h a s e d  o u t  f o r  a l l  i n t e g r a t e d  o i l  c o m p a n i e s  a n d  

r e d u c e d  f o r  s m a l l e r  n o n - i n t e g r a t e d  f i r m s ,  t h e  c o r p o r a t e  i n c o m e  

t a x  w i l l  a p p r o a c h  a 4 8 %  e f f e c t i v e  r a t e  a t  t h e  f e d e r a l  l e v e l .

A n y  s t a t e  i n c o m e  t a x e s  w i l l  i n c r e a s e  t h i s  r a t e  e v e n  f u r t h e r .

U s i n g  a 4 8 %  c o r p o r a t e  i n c o m e  t a x  p a i r e d  w i t h  a 3 0 %  p r o f i t  s h a r e
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b i d  r e s u l t s  i n  a n  e f f e c t i v e  p r o f i t  s h a r e  ( o r  t a x )  r a t e  o f  6 3 v 6 % .  

T h u s ,  o u t  o f  e v e r y  a d d i t i o n a l  d o l l a r  s a v e d  t h r o u g h  e f f i c i e n c y , 

t h e  c o m p a n y  r e t a i n s  3 6 . 4 < £ .  W h e r e  a n  8 0 %  p r o f i t  s h a r e  b i d  

i s  n a i r e d  w i t h  a 4 8 %  c o r p o r a t e  i n c o m e  t a x ,  t h e  e f f e c t i v e  t a x  

r a t e  i s  8 9 . 6 % .  T h i s  l e a v e s  o n l y  1 0 . 4 4  o n  t h e  d o l l a r ,  a s  a 

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

m a x i m u m  e f f i c i e n c y .  I n  t e r m s  o f  F i g u r e  1 ,  e x p e n s e s  w i l l  b e  

h i g h e r  t h a n  n e c e s s a r y  w i t h  t h e  r e s u l t  t h a t  E c o n o m i c  R e n t s  

a v a i l a b l e  t o  t h e  S t a t e  a r e  s a c r i f i c e d .

T h i r d ,  a s  i n  t h e  c a s e  o f  r o y a l t y  p a y m e n t s ,  p r o f i t  

s h a r e  p a y m e n t s  d i s c o u r a g e  i n v e s t m e n t s  i n  i n t e n s i v e  f i e l d  

m a n a g e m e n t  i n c l u d i n g  w e l l  w o r k o v e r s ,  p r e s s u r e  m a i n t e n a n c e  

p r o j e c t s ,  a n d  s e c o n d a r y  r e c o v e r y  i n v e s t m e n t s .  S o m e  s u p e r ­

m a r g i n a l  i n v e s t m e n t s  w i l l  b e c o m e  s u b m a r g i n a l  a n d  w i l l  b e  p a s s e d  

o v e r .  T h e  l o s t  n e t  b e n e f i t s  a r e  b o r n e  b y  t h e  S t a t e  i n  t h e  

f o r m  o f  r e d u c e d  E c o n o m i c  R e n t s ,  a n d  b y  a l l  c i t i z e n s  i n  t h e  

f o r m  o f  r e s o u r c e  w a s t e .

F o u r t h ,  f u r t h e r  e x p e r i m e n t  w i t h  p r o f i t  s h a r e  b i d d i n g  

i s  n o t  n e e d e d .  I n s t e a d  o f  e n g a g i n g  i n  s u c h  w a s t e f u l  b i d d i n g  

p r a c t i c e s ,  r e s e a r c h e r s  f r o m  t h e  S t a t e  o f  A l a s k a  c a n  e a s i l y  

e x a m i n e  t h e  L o n g  B e a c h  r e c o r d .  I n  t h a t  c a s e  t h e  p r o f i t  

s h a r e  b i d  f o r  t h e  l a r g e s t  o p e r a t i n g  i n t e r e s t  a m o u n t e d  t o  

9 4 . 5 6 %  o f  a c c o u n t i n g  p r o f i t  b e i n g  p a i d  t o  t h e  S t a t e .  W h i l e  

t h i s  m a y  s o u n d  g o o d  f o r  t h e  l e s s o r ,  t h e  p r o f i t  s h a r e  r e t a i n e d  

b y  t h e  l e s s e e  ( a f t e r  p r o f i t  s h a r e  p a y m e n t  t o  t h e  S t a t e ,  

a f t e r  m a n a g e m e n t  f e e ,  a n d  a f t e r  i n c o m e  t a x e s )  i s  o n l y  0 . 7 5 % .

I n  e f f e c t ,  t h e r e  i s  n o  e f f i c i e n c y  i n c e n t i v e .
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A s  a s u b s t i t u t e ,  t h e  D e p a r t m e n t  o f  O i l  P r o p e r t i e s -

o f  t h e  C i t y  o f  L o n g  B e a c h  h a s  d e v e l o p e d  a 5 0  p e r s o n  p e r m a n e n t

s t a f f  t o  s u p e r v i s e  a n d  p o l i c e  t h e  o p e r a t o r s .  A d m i n i s t r a t i v e

i n t e r f e r e n c e  w i t h  t h e  o p e r a t i o n  o f  t h e  f i e l d  b e c o m e s  a

n e c e s s i t y .  T h e  L o n g  B e a c h - W i 1 m i n g t o n  c o n t r a c t  p r o v i d e s  t h a t

T h e  C i t y  M a n a g e r . . .  s h a l l  e x e r c i s e  s u p e r v i s i o n  
a n d  c o n t r o l  o f  a l l  d a y - t o - d a y  u n i t  o p e r a t i o n s . . .  
a n d . . .  s h a l l  m a k e  d e t e r m i n a t i o n s  a n d  g r a n t  
a p p r o v a l s  i n  w r i t i n g  a s  h e  m a y  d e e m  a p p r o p r i a t e  
f o r  t h e  s u p e r v i s i o n  a n d  d i r e c t i o n  o f  d a y - t o - d a y  
o p e r a t i o n s  o f  t h e  F i e l d  C o n t r a c t o r ,  a n d  t h e  
F i e l d  C o n t r a c t o r  s h a l l  b e  b o u n d  b y  a n d  s h a l l  
p e r f o r m  i n  a c c o r d a n c e  w i t h  s u c h  d e t e r m i n a t i o n . . . .

A s p o k e s m a n  f o r  o n e  o p e r a t o r  h a s  s t a t e d  t h a t  " H a s s l e

a f t e r  h a s s l e  h a s  d e v e l o p e d  r e g a r d i n g  c h a r g e s  t o  t h e  n e t  p r o f i t s

a c c o u n t . "2 A l l  o f  t h e  p r o b l e m s  o u t l i n e d  a b o v e  c a n  b e

v e r i f i e d  i n  t h e  L o n g  B e a c h  s i t u a t i o n  i n c l u d i n g  t h e  " g o l d - p l a t i n g "

p r o b l e m .

I n  s u m m a r y ,  w h i l e  p r o f i t  s h a r e  b i d d i n g  a v o i d s  s o m e  

o f  t h e  p r o b l e m s  p r e s e n t  i n  b o t h  b o n u s  b i d d i n g  a n d  r o y a l t y  

b i d d i n g ,  i t  h a s  i t s  o w n  s e t  o f  s e r i o u s  p r o b l e m s .  E c o n o m i c  

a n a l y s i s  c l e a r l y  i n d i c a t e s  t h a t  E c o n o m i c  R e n t s  r e c e i v e d  b y  

t h e  S t a t e  w o u l d  b e  s u b s t a n t i a l l y  l o w e r  u n d e r  p r o f i t  s h a r e  

b i d d i n g  t h e n  u n d e r  b o n u s  b i d d i n g .

( 4 )  W o r k  C o m m i t m e n t  B i d d i n g .

L i n d e r  t h i s  s y s t e m  t h e  b i d d e r  w o u l d  s p e c i f y  i n  d e t a i l  

p r e c i s e l y  t h e  d o l l a r  a m o u n t  o f  i n v e s t m e n t s  h e  w o u l d  m a k e  i n  

e x c h a n g e  f o r  a l e a s e .  P r e s u m a b l y  t h i s  m e a n s  t h a t  t h e  b i d d e r

2 W.  J .  M e a d ,  " F e d e r a l  P u b l i c  L a n d s  L e a s i n g  P o l i c i e s . "  
Q u a r t e r 1 y  o f  C o l o r a d o  S c h o o l  o f  M i n e s , O c t o b e r ,  1 9 6 9 ,  p .  2 1 2 .
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p r o g r a m .

T h e  d i s a d v a n t a g e s  o f  t h i s  s y s t e m  a r e  o v e r w h e l m i n g .

F i r s t ,  i t  i s  q u e s t i o n a b l e  w h e t h e r  t h e  C o m m i s s i o n e r  

a n d  h i s  s t a f f  w i l l  b e  i n  a p o s i t i o n  t o  d e t e r m i n e  t h e  m o s t  

e f f i c i e n t  w o r k  p r o g r a m .  I f  i t  s e l e c t s  a n y  p r o g r a m  o t h e r  t h a n  

t h e  m o s t  e f f i c i e n t  o n e ,  t h e n  E c o n o m i c  R e n t s  a r e  r e d u c e d  a s  

p r e v i o u s l y  i l l u s t r a t e d  w i t h  r e f e r e n c e  t o  F i g u r e  1 .

S e c o n d ,  e x p e r i e n c e  i n  N o r t h  S e a  w o r k  p r o g r a m  b i d d i n g  

h a s  s h o w n  t h a t  w h e n  i t  b e c o m e s  k n o w n  w h a t  t y p e  o f  w o r k  c o m m i t m e n t  

i s  v i e w e d  w i t h  f a v o r  b y  t h e  s a l e  a d m i n i s t r a t o r s ,  f i r m s  w i l l  

c o n c e n t r a t e  t h e i r  e f f o r t s  a n d  c o r r e s p o n d i n g  d o l l a r  a m o u n t s  

i n  t h a t  d i r e c t i o n .  I n  t h e  e a r l y  N o r t h  S e a  l e a s e s  i t  b e c a m e  

k n o w n  t h a t  t h e  b i d d e r  o f f e r i n g  t o  d r i l l  t h e  m o s t  h o l e s  w o u l d  

w i n  t h e  l e a s e s .  T h e  r e s u l t  w a s  e x c e s s i v e  d r i l l i n g .  B u t  t h i s  

p r a c t i c e  r e d u c e d  E c o n o m i c  R e n t s  a v a i l a b l e  t o  t h e  B r i t i s h  

g o v e r n m e n t .

T h e r e  i s  n o  p r a c t i c a l  w a y  t h e  n u m b e r  o f  w e l l s  t o  

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

o f  w e l l s  t o  b e  d r i l l e d  m u s t  b e  d e t e r m i n e d  a s  e x p e r i e n c e  i n  

d r i l l i n g  a s p e c i f i c  l e a s e  i s  g a i n e d .  S i m i l a r l y ,  o t h e r  

c h a r a c t e r i s t i c s  o f  a w o r k  p r o g r a m  c a n  b e s t  b e  d e t e r m i n e d  

a f t e r  t h e  p r e s e n c e  o r  a b s e n c e  o f  r e s e r v e s  h a s  b e e n  d e t e r m i n e d .

T h i r d ,  i f  t h e  w i n n e r  i s  d e t e r m i n e d  o n  t h e  b a s i s  o f  

t h e  d o l l a r  a m o u n t  o f  h i s  w o r k  c o m m i t m e n t ,  t h e n  t h e  S t a t e  

s a c r i f i c e s  r e c e i p t  o f  a l l  o r  p a r t  o f  a c a s h  b o n u s  a n d  r e c e i v e s  

i n  e x c h a n g e  o n l y  a w o r k  c o m m i t m e n t .  I f  b i d d e r  s e l e c t i o n  i s

AGO 546819



t h e n  t h e r e  i s  n o  o b j e c t i v e  w a y  i n  w h i c h  t h e  w i n n e r  c a n  b e  

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

g o v e r n m e n t  o f f i c i a l s .

F o u r t h ,  a n y  w o r k  c o m m i t m e n t  m u s t  b e  p o l i c e d .  A d ­

m i n i s t r a t o r s  m u s t  c a r e f u l l y  m o n i t o r  a l l  p r o v i s i o n s  o f  t h e  w o r k  

c o m m i t m e n t  t o  a s s u r e  c o m p l i a n c e .  C o n s e q u e n t l y ,  a d m i n s t r a t i v e  

c o s t s  w i l l  b e  r e l a t i v e l y  h i g h .  C o r r e s p o n d i n g l y ,  t h e  l e s s e e  

m u s t  m a i n t a i n  a d d e d  s t a f f  i n  o r d e r  t o  n e g o t i a t e  w i t h  g o v e r n m e n t  

s t a f f .  F u r t h e r ,  c o s t i n g  o u t  t h e  d o l l a r  v a l u e  i s  a n  e x p e n s i v e  

p r o c e s s .  I f  t h e  S t a t e  i s  t o  s e l e c t  t h e  w i n n e r  o n  t h e  b a s i s  

o f  t h e  h i g h  d o l l a r  a m o u n t ,  t h e n  i t  m u s t  v e r i f y  t h e  c o s t s  

c l a i m e d .  A l l  o f  t h i s  a d d e d  a d m i n i s t r a t i v e  c o s t  c o m e s  o u t  

o f  E c o n o m i c  R e n t s .

F i f t h ,  a m i n o r  a m o u n t  o f  s p e c i f i c  w o r k  p r o g r a m s  c a n  

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

f o r m s  w i t h o u t  r e s o r t i n g  t o  a w o r k  c o m m i t m e n t  p r o g r a m .  T h i s  

m a y  b e  a c c o m p l i s h e d  b y  s i m p l y  w r i t i n g  i n t o  t h e  c o n t r a c t  

s p e c i f i c  r e q u i r e m e n t s .  I n  a n y  e v e n t ,  s p e c i f i c  w o r k  r e q u i r e ­

m e n t s  s u c h  a s  e n v i r o n m e n t a l  s a f e g u a r d s  s h o u l d  b e  j u s t i f i e d  

b y  e v i d e n c e  t h a t  t h e i r  b e n e f i t s  e x c e e d  t h e i r  c o s t s .  U n l e s s  

t h e y  a r e  e c o n o m i c a l l y  j u s t i f i e d ,  t h e y  a r e  n o t  p a r t  o f  n e c e s s a r y  

c o s t s  a s  s h o w n  i n  F i g u r e  1 .  E c o n o m i c a l l y  u n j u s t i f i e d  e n v i r o n ­

m e n t a l  o r  o t h e r  w o r k  r e q u i r e m e n t s ,  i n  t h e  l o n g  r u n ,  s i m p l y  

r e d u c e  E c o n o m i c  R e n t s  a v a i l a b l e  t o  t h e  S t a t e .
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T h e r e  i s  n o  n e e d  for t h e  S t a t e  o f  A l a s k a  t o  e x p e r i m e n t  

w i t h  t h e  w o r k  c o m m i t m e n t  b i d d i n g  f o r m .  T h e r e  i s  a b u n d a n t  

e x p e r i e n c e  i n  b o t h  B r i t i s h  a n d  N o r w e g i a n  N o r t h  S e a  e x p e r i e n c e .  

T h i s  e x p e r i e n c e  h a s  b e e n  e v a l u a t e d  b y  K e n n e t h  D a m . 3 D a m  

r e p o r t e d  t h a t  " t h e  d i s c r e t i o n a r y  s y s t e m  t u r n s  o u t  t o  b e  a m o s t  

e x p e n s i v e  s u b s i d y . "

W h i l e  m o s t  o f  t h e  B r i t i s h  e x p e r i e n c e  h a s  b e e n  u n d e r  

a d i s c r e t i o n a r y  s y s t e m  i n  w h i c h  a w o r k  p r o g r a m  h a s  b e e n  

s p e c i f i e d ,  t h e  B r i t i s h  l e a s e d  1 5  b l o c k s  b y  c o m p e t i t i v e  b o n u s  

b i d d i n g  i n  1 9 7 1 .  I f  t h e s e  b l o c k s  h a d  b e e n  l e a s e d  b y  t h e  

d i s c r e t i o n a r y  s y s t e m ,  t h e  B r i t i s h  w o u l d  h a v e  f a i l e d  t o  r e c e i v e  

3 7  m i l l i o n  p o u n d s  ( $ 9 0  m i l l i o n )  t h e  t o t a l  a m o u n t  o f  t h e  b o n u s  

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

t h e  i n c r e m e n t a l  v a l u e  o f  t h e  w o r k  p r o g r a m .  H o w e v e r ,  i t  i s  

p r o b a b l e  t h a t  t h e  o p e r a t o r s  w o u l d  h a v e  e n g a g e d  i n  a n  o p t i m a l  

w o r k  p r o g r a m  w i t h o u t  b i d d i n g  a s p e c i f i e d  w o r k  c o m m i t m e n t .

T h e  w o r k  c o m m i t m e n t  b i d d i n g  s y s t e m  i s  p r o b a b l y  t h e  

m o s c  e x p e n s i v e  i n  t e r m s  o f  l o s t  E c o n o m i c  R e n t s .  W h i l e  H o u s e  

B i l l  N o .  8 5 4  p r o v i d e s  f o r  a f i x e d  c a s h  b o n u s ,  o r  f i x e d  

r o y a l t y ,  o r  f i x e d  s l i d i n g  s c a l e  r o y a l t y ,  o r  f i x e d  n e t  p r o f i t s  

s h a r e  i n  a d d i t i o n  t o  t h e  w o r k  c o m m i t m e n t ,  i t  i s  h i g h l y  

u n l i k e l y  t ha«.  f i x e d  p a y m e n t s  w o u l d  h a v e  a v a l u e  t o  t h e  p e o p l e  

o f  A l a s k a  e q u a l  t o  a b o n u s  b i d  i n  t h e  a b s e n c e  o f  t h e  w o r k  

c o m m i  t m e n t .

3 K .  W.  D a m ,  O i l  R e s o u r c e s . C h i c a g o :  U n i v e r s i t y  o f
C h i c a g o  P r e s s ,  1 9 7 6 .
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T h e  w o r k  c o m m i t m e n t  o p t i o n  p r o v i s i o n  i n  t h e  

F e b r  j r y  1 7 ,  1 9 7 8  d r a f t  h a s  b e e n  r e p l a c e d  b y  a n  e x p l o r a t i o n  

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

p r o b l e m s  l i s t e d  a b o v e .  I f  5 0 %  o f  t h e  c o s t  o f  d r i l l i n g  o r  

e x p l o r a t o r y  w o r k  i s  t o  b e  d e d u c t e i  f r o m  p a y m e n t s  t u  t h e  S t a t e ,  

t h e n  t h e  a f t e r - p a y m e n t s  a n d  a f t e r - t a x  c o s t  o f  d r i l l i n g  a n d  

e x p l o r a t o r y  w o r k  b e c o m e s  c h e a p  f o r  t h e  l e s s e e .  T h i s  l e a d s  

t o  w a s t e f u l  d r i l l i n g  a n d  e x p l o r a t i o n .  T h e  p e o p l e  o f  A l a s k a  

p a y  t h e  b i l l .

I I I .  C O N C L U S I O N S

E c o n o m i c  a n a l y s i s  i n d i c a t e s  t h a t  s e a l e d  b o n u s  

b i d d i n g  w i t h o u t  a f i x e d  r o y a l t y  i s  t h e  m o s t  e f f i c i e n t  s y s t e m  

a v a i l a b l e  a n d  w o u l d ,  i n  t h e  l o n g  r u n ,  m a x i m i z e  E c o n o m i c  R e n t s  

p a y a b l e  t o  A l a s k a .

P a s s a g e  o f  H o u s e  B i l l  N o .  8 5 4  w o u l d  a p p e a r  t o  

c o n v e r t  a r e a s o n a b l y  e f f e c t i v e  b o n u s  b i d d i n g  s y s t e m  p r e s e n t l y  

i n  u s e  i n  A l a s k a ,  i n t o  a s y s t e m  w h i c h  w i l l  v i r t u a l l y  g u a r a n t e e  

a l o s s  o f  E c o n o m i c  R e n t s .  T h i s  b u r d e n  w i l l  b e  b o r n e  b y  t h e .  

p e o p l e  i n  A l a s k a  i n  t e r m s  o f  f o r e g o n e  m o n e y  i n c o m e ,  a n d  b y  t h e  

e n t i r e  n a t i o n  i n  t h e  f o r m  o f  i n e f f i c i e n t  u s e  o f  s c a r c e  r e s o u r c e s .



S T A T E M E N T  OF 
S O U T H E R N  C A L I F O R N I A  GAS C O M P A N Y  

P A C I F I C  GAS AMD E L E C T R I C  C O M P A N Y  AMD 
 P A CIFIC ALAS KA LMG ON HB 854

My n a m e  is N o r m a n  G o r s u c h  a nd I am the r e g i s t e r e d

r e p r e s e n t a t i v e  for S o u t h e r n  C a l i f o r n i a  Gas Company, Pacific 

Gas a n d  E l e c t r i c  C o m p a n y  and P a c i f i c  A l a s k a  L N G . We are 

v e r y  s e r i o u s l y  c o n c e r n e d  about p a r a g r a p h  Z on page 11 of

State the r i g h t  to p u r c h a s e  as m u c h  as all of the volume 

of gas p r o d u c e d  fro m a lease i s s u e d  by the State  for 

in state use. Arguably, b e c a u s e  o f  a p o s s i b l e  a m b i gui ty 

in the lang uage, this right can be e x e r c i s e d  subsequent 

to the e x e c u t i o n  of the lease c o n t r a c t  w i t h o u t  notice 

h aving b e e n  g i v e n  prio r to the l e a s e 1 sale.

A f f i l i a t e s  of these c o m p a n i e s  are now  a c t i v e l y  

eng. ,ed in f i n a n c i n g  d r i l l i n g  for gas r e s e r v e s  by oil 

c o m p a n i e s  h o l d i n g  leases l o cated in the C o o k  Inlet area. 

In a d d i ti on, Pacific  Gas and E l e c t r i c  C o m p a n y  is a 

p a r t n e r  in a lease r e c ently a c q u i r e d  at the Lower Co ok 

Inlet s a lQ he ld by the F e d e r a l  Govern m e n t .  To date, 

these c o m p a n i e s  have e x p e n d e d  $ 3 5 ,0 0 0 , 0 0 0  in p ayme n t s  to 

p r o d u c e r s  to fund the d r i l l i n g  of gas wells in the Cook 

Inlet area. In addition, these c o m p a n i e s  plan to e xpend 

another 1 $ 3 5 ,0 0 0 , 0 0 0  over the next few years in similar 

v e n t u r e s ;

the p r o p o s e d  legislation. That p a r a g r a p h  w o u l d  grant the

Pa c i f i c  Gas and E l e ctric  a n d  S o u t h e r n  Califo r n i a
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Gas C o m p a n i e s  are the largest p u b l i c  gas supply  utilities 

in Calfiorni a. T o g e t h e r  they have d e l i v e r e d  as much as 

5 b i l l i o n  c u b i c  feet of gas p e r  d a y  in C a l i f o r n i a  to 

r e s i d e n t i a l  and c o m m e r c i a l  customers. A r e c e n t  staff 

report by the C a l i f o r n i a  Public U t i l i t i e s  C o m m i s s i o n  

found that b o t h  u t i l ities s houl d e x p e d i t e  the a c q u i s i t i o n  

of f u ture gas s u p plies in Alaska. The Public Utilities 

C o m m i s s i o n  S t a f f  m o s t  p a r t i c u l a r l y  u r g e d  r a p i d  pursuit 

by these c o m p a n i e s  of their C o o k  Inlet L i q u i f i e d  Natural 

Gas project. This project c o n s i s t s  of a p r o p o s e d  facility 

in Kenai to l i q u i f y  and ship 400 m i l l i o n  cubic feet of 

gas per day to these comp anies in California. The capital 

i n v e s t m e n t  in 1 9 7 7  dollars p r o j e c t e d  for this facility 

and r e l a t e d  p i p e l i n e s  is $850,000, 000. This proje ct 

will not r e q u i r e  any State f i n a n c i n g  nor does the project 

r e q u i r e  the S t a t e  r o y a l t y  gas in C o o k  Inlet to make it 

e c o n o m i c a l l y  feasible. At the p r e s e n t  time, these c o m­

panies have u n d e r  c o m m i t t m e n t  a p p r o x i m a t e l y  8 0 0 billion 

cubic feet of gas i ' \ the Cook Inlet area. T h e y  will need 

a p p r o x i m a t e l y  1 . 3  t r i l l i o n  cubic feet for the first phase 

of the p r o j e c t  w h i c h  w ould be for 2 0 0 m i l l i o n  cubic feet 

of LNG per d a y  w i t h  a total of a p p r o x i m a t e l y  3.6 trillion 

cubic feet for a 400 m i l l i o n  cubic feet per day throughput. 

It Is c o n t e m p l a t e d  by both c o m p a n i e s  that all of these gas 

r e s e r v e s  w i l l  be found by an a g r e s s i v e  gas d r i l l i n g  p r o g r a m  

in the C o o k  Inlet area. These c o m p a n i e s  are also  c o m m itted 

to invite the gas d i s t r i b u t i o n  p u b l i c  u t i l i t i e s  in the Cook
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Inlet a r e a  to p a r t i c i p a t e  ir. any of these v e n t u r e s  if 

those c o m p a n i e s  so desire. A s u b s i d i a r y  of A l a s k a  I n t e r­

state C o m p a n y  is c u r r ently p a r t i c i p a t i n g  in a pro spect 

b e i n g  d r i l l e d  at S t u m p  Lake.

S o u t h e r n  C a l i f o r n i a  Gas C o m p a n y  and P a cific  Gas 

and E l e c t r i c  have plans to c o n ti nue to e x p l o r e  for gas 

r e s e r v e s  in s o u t h e r n  Alaska. L o n g  r a n g e  p lan s contemplate 

the p u r c h a s e  of gas d i s c o v e r e d  in s o u t h c e n t r a l  A l a s k a  and 

a c o m m i t t m e n t  of the gas to this a n d  future LNG projects.

P a r a g r a p h  Z w o u l d  e f f e c t i v e l y  f r u s t r a t e  the plans 

of these c o m p a n i e s  in several ways a n d  a d v e r s l y  affect gas 

ex p l o r a t i o n  a n d  d e v e l o p m e n t  in S o u t h c e n t r a l  Alaska, First, 

these c o m p a n i e s  are f i n a n c i n g  this e x p l o r a t i o n  p r o g r a m  to 

o b t a i n  g u a r a n t e e d  gas supplies. T h e y  w o u l d  not benefit 

from the r e c e i p t  of m o n e y  from the S t a t e  for the a c q u i s i t i o n  

of the gas s u p p l i e d  from State leases. Furth e r m o r e ,  under 

a r u l i n g  by the C a l i f o r n i a  Public U t i l i t i e s  Commission, 

the gas c o n s u m e r s  of these two c o m p a n i e s  pay in their gas 

rates the c a r r y i n g  charges on the c a p i t a l  i nvest ment 

re q u i r e d  to fund this d r i l l i n g  in e x p e c t a t i o n  of the gas 

coming to C a l ifornia. Second, this p r o v i s i o n  in future 

gas leases would e f f e c t i v e l y  deny f i n a n c i n g  for this Cook 

Inlet p r o j e c t  and oth er L N G  v e n t u r e s  should  they m a t e r i a l i s e  

as no le nder will advance capital if the p r o ject is not 

as sured of a gas supply. Third, this p r o v i s i o n  would
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e f f e c t i v e l y  f r u s t r a t e  c e r t i f i c a t i o n  by the F e d e r a l  Energy 

R e g u l a t o r y  C o m m i s s i o n  of this p r oject and any future gas 

p r o j e c t s  s i m p l y  b e c a u s e  the a p p l i c a n t  s e e k i n g  a certificate 

from the F e d e r a l  E n e r g y  R e g u l a t o r y  C o m m i s s i o n  could not 

g u a r antee  a s u p p l y  of gas so long as the State a r g ua bly 

has an o p t i o n  to p u r c h a s e  as m u c h  as all of it in all 

future leases. Fourth, if a well p r o s p e c t  a fter being 

drilled  shows a low p o t e n t i a l  for oil but a hi gh p otential 

for gas, it is u n e c o n o m i c  for the oil p r o d u c e r  to develop 

that gas f i e l d  u nle ss a public u t i l i t y  funds d e velopment  

costs for the p u r p o s e  of a c q u i r i n g  the gas f r o m  the 

producer. Fifth, there is no economi c i n c e n t i v e  for oil 

p r o d ucers  and d r i l l i n g  com panies to dri ll for gas in the 

Cook Inlet are a a n d  in s o u t h c e n t r a l  A l a s k a  g e n e r a l l y  

because there is no market for such gas at this time.

The C o o k  Inlet LNG project  p r o p o s e d  by these c o m­

panies when c o n s t r u c t e d  and in operation , w i l l  provide 

a self s u s t a i n i n g  m a r k e t  for this gas a n d  future LNG 

projects w h e n  c o m p l e t e d  would p r o v i d e  m a r k e t s  for future 

gas discoveries.

Sixth, the e x i s t e n c e  of this p r o v i s i o n  effectively 

en c u mbers the a b i l i t y  of any lessee to sell gas to anyone 

if the state could a r g u a b l y  come in and e x e c u t e  its purchase 

right at any time d u r i n g  the gas p r o d u c t i o n  phase. The 

lessee would in no way be able to f i n a l i z e  a sale of the 

gas from the lease.
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O b v i o u s l y ,  the f u n d i n g  of e x p l o r a t i o n  gas wells 

in A l a s k a  by t hese u t i l i t i e s  adds to the p r o v e n  gas r e s erves 

under state l a n d s  a nd inc reases future state suppl ies of 

royalty  gas. It also incr eases future i ncome to the state 

from its s e v e r a n c e  taxes, ad v a l o r e m  oil a n d  gas p r o p e r t y  

taxes and income taxes.

We urge the d e l e t i o n  of p a r a g r a p h  Z of the bill 

as it r e l a t e s  to the state's gas p u r c h a s e  option.

At a m i n i m u m  we urge the i n c l u s i o n  of l a n g uage in 

p a r a g r a p h  Z s i m i l a r  to that c o n t ained in the House R e s o u r c e s  

Committee v e r s i o n  of the bill w h i c h  p l a c e s  an absol u t e  

percen tage l i m i t a t i o n  on the amount of gas w h i c h  can be . 

p u r c h a s e d  by the state p u r s uant to this p r o v i s i o n  and makes 

it clear that this o p t i o n  must be e x e r c i s e d  or made known 

to the lease b i d d e r s  no later than the date of the a n n o u n e -  

rnent of the lease sale. These p r o v i s i o n s  w o u l d  elimi n a t e  

the a m b i g u i t y  w h i c h  does now exist in the s e c t i o n  and avo id 

any possibl e i n t e r p r e t a t i o n  that this right w ould be e x e r­

cised a f t e r  the lease was issued and a c c e p t e d  by the • 

lessees. In a d d i t i o n  by p l acin g an a b s o l u t e  p e r c e n t a g e  

limita t i o n  on this right to purchase, c o m p a n i e s  can p l a n  

to receiv e at least the b a l a n c e  of the gas from a lease 

for p u r pose s of bidding, financing and o p e r a t i o n s  planning.

AGO 546827



IN THE HOUSE BY THE RULES COMMITTEE BY 

REQUEST OF THE GOVERNOR

HOUSE BILL NO. 854 

IN THE LEGISLATURE OF THE STATE OF ALASKA 

TENTH LEGISLATURE - SECOND SESSION 

A  BILL

For an Act entitled: "An Act relating to the leasing and exploration of

state land for oil and gas development."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

Section 1. AS 38.05.180 is repealed and re-enacted to read:

Sec. 38.05.180. OIL AND GAS LEASING, (a) The legislature finds

that

(1) the people of Alaska have an interest in the develop-

i
ment of the state's oil and gas resources to

(A) maximize the economic recovery of the resources;

(B) minimize the exploitation of these natural 

resources protection of the public interest;

(C) maximize competition among parties seeking to 

explore and develop the resources;

(D) maximize use of Alaska's human resources in the 

development of the resources;
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NOTE: Suggestions to language are underlined in draft below, which

also contains unchanged sections from original bill (at left). Although 

we reproduce many unchanged sections from the original bill below without 

specific suggestions, it should be understood that this does not constitute 

an endorsement of the language or the concepts involved, as we discuss many 

problems generally in the commentary preceding this addendum. We reproduce 

these sections only to facilitate reading of the language and comparing it 

to the original. In some cases we will note a specific deletion from the 

original bill, which is intended to draw the reader's attention to a 

specific problem with the original section.

- 1 -

Section 1. AS 38.05.180 is repealed and re-enacted to read:

Sec. 38.05.180. OIL AND GAS LEASING. (a) For the purpose of 

establishing the baBic policy of the state for the development of its 

oil and gas resources the legislature finds that

(1) the people of Alaska have an interest in the develop­

ment of the state's oil and gas resources to

(A) maximize the recovery of Alaska's resources consistent 

with the economic and energy needs of Alaska and the rest of the United 

States;

(B) encourage pronpt exploration and competition among 

parties seeking to explore and develop the resources;

(C) maximize use of Alaska's human resources in the 

development of the resources;



(2) it is in the best interests of the state to encourage 

an assessment of it~ oil and gas resources and to allow the maximum 

flexibility in the methods of issuing leases to

(A) recognize the many varied geographical regions of 

the state and the different costs of exploring for oil and gas in 

these regions;

(B) recognize the need for stimulating development in 

particular regions of the state;

(C) minimize the adverse impact of exploration, develop­

ment, production, and transportation activity on the environment
,1

of the state;

(D) maximize state revenue from profitable oil and gas 

production, while minimizing revenue from unsuccessful exp' ra­

tion and from marginal economic oil and gas production.

(b) The commissioner shall prepare, review, revise, and maintain 

an oil and gas leasing program as follows:

SUGGESTED REVISION OF HOUSE BILL NO. 85.4

(2) it is in the best interests of the state to allow flexibility in

w m  ■

the methods of issuing leases, where consistent with the findings stated in

(1) above, and to encourage industry to assess, explore, develop and produce 

those areas of state lands which are likely to contain significant oil and 

gas resources and wh i c h  are found to be compatible w i t h  such activity, in 

accordance with a publicly reviewed leasing program so structured as to 

permit all interested parties to rely on its consistent implementation 

once formulated and adopted. Such plan shall:

(A) recognize the many varied geographical regions of the

state and the different potential in such areas with respect to en­

vironmental values, oil and gas potentials, exploration and develop­

ment costs, and economic needs of these areas and balance these 

competing values as nearly as possible in the best interest of the state.

(B) maximize state revenue potential from areas which appear

to offer the possibility of profitable oil and gas development.

(b) The commissioner shall prepare, review, revise, and maintain an 

oil and gas leasing program consistent with the above findings as follows:

I -
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ture for its information within 10 days after the convening of each 

regular session of th^ legislature. The leasing program must indicate 

as precisely as practicable the size, timing, and location of leasing 

activity which the commissioner determines will best meet state needs 

for the following five-year period. The commissioner shall establish 

the. timing and location of leasing, tothe m a x imum extent practicable, 

so as to obtain a balance between the potential for environmental 

damage, the potential for the discovery of oil and gas and the po t e n­

tial for adverse impact on the local communities in the state,

(2) After the leasing p r o g r a m  has been prepared by the 

commissioner, a lease shall be issued if it is for an area included in 

the leasing program; however, leasing may continue until January 1,

1980 or until a p r o gram is prepared, whichever is sooner, and leasing 

under (t) of this section may be excepted from the leasing program if 

the commissioner finds it to be in the best interest of the state.

(3) The commissioner shall review the leasing program at 

least once each year, at which time he m ay revise and reapprove the 

program.

(4) The commissioner shall, by regulation, establish 

procedures for

to the legislature for its information within 10 days after the convening 

of each regular session of the legislature. The leasing p r o gram must in­

dicate as precisely as practicable the size, timing, and location of leas­

ing activity which the commissioner determines will best meet state needs 

for the following five-year period. The commissioner shall establish 

the timing and location of leasing, to the maximum extent practicable, so 

as to obtain a balance between the potential for environmental damage, the 

potential for the discovery of oil and gas and the potential for adverse

impact on the local communities in the state.

(2) The commissioner may lease lands for oil and gas development until 

July 1, 1980 or until a program is prepared and adopted by him, whichever 

is sooner.

(3) The commissioner shall establish the conditions and stipulations 

under which each tract in a sale area may be leased and prepare sample 

lease documents as required. No lease stipulation or condition may be 

subsequently altered except upon a finding by the commissioner that the

change is required for substantial and significant reasons and that w i t h­

out the change the s t a t e’s interests would be materially and adversely 

affected. The commissioner shall, by regulation, establish procedures for
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(A) receipt and consideration of nominations for any a r i a  to
be offered for lease or to be excluded from leasing;

(B) public notice of and participation in development of the 

leasing program;

(C) review by federal and local government agencies which may 

be affected by the proposed leasing;

(D) consultation with local governments, oil and gas lesssees 

and permittees, and others engaged in activity on state land;

(E) coordination of the program wi t h  the management program 

developed under the Coastal Zone Management Act of 1972; and

(F) the use of the capabilities and resources o all state 

agencies in preparation of the leasing program, and for the provision 

by agencies to the commissioner of any nonproprietary information he 

requests.

(5) At the time the commissioner submits the leasing program 

to the legislature, as required by (1) of this subsection, he shall also 

submit to the legislature for its information, a report concerning the 

use of the various leasing methods provided for in (c) of this section. 

The report must include:

>
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offered for lease or to be excluded from leasing;

(B) public notice of and participation in development of the 

leasing program and the form of the lease for each s a l e .

(C) review by appropriate federal and -locai>vgovernment agencies

which may be affected by the proposed lease s a l e ;

(D) consultation with affe£tied-itreaT'~governments, oil and gas 

lessees and permittees, and others engaged in activity on state land;

(E) coordination of the program with the management program 

developed under the Coastal Zone Management Act of 1972; and

(F) the use of the capabilities and resources of all state 

agencies in preparation of the leasing program, and for the provision by 

agenciec to the commissioner of any nonproprietary information he requests;

(G) any other matters required by law for the disposition of oil 

and gas rights on state lands.

(4) At the time the commissioner reports the status of the current 

leasing program to the legislature, as required by (1) of this subsection, 

he shall also report to the legislature the use of the various leasing 

methods provided for in (c) of this section. The report must include:



(A) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  h e l d  d u r i n g  t h e  p r e -  

c e e d in g  c a l e n d a r  y e a r  and  t h e  b i d d i n g  m ethod o r  m ethods u t i l i z e d ;

(B) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  to  b e  h e l d  t h e  

f o l l o w in g  y e a r  and  t h e  b i d d i n g  method o r  m ethods to  b e  u s e d ;

(C) t h e  b e n e f i t s  and c o s t s  a s s o c i a t e d  w i t h  c o n d u c t i n g  

l e a s e  s a l e s  u s i n g  t h e  v a r i o u s  b i d d i n g  m e thod s ;

(D) t h e  r e a s o n s  why a p a r t i c u l a r  b i d d i n g  method was 

s e l e c t e d ;  and

(E) i f  a p p l i c a b l e ,  th e  r e a s o n  why more th a n  50 p e r  c e n t  o f  

th e  a r e a  l e a s e d  i n  t h e  upcom ing y e a r  was o r  i s  t o  be l e a s e d  u nd e r  one 

p a r t i c u l a r  b i d d i n g  m ethod .

SUGGESTED REVISION OF HOUSE BILL 854

(A) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  h e l d  d u r i n g  t h e  p r e c e e d i n g

f i v e  c a l e n d a r  y e a r s  and t h e  b i d d i n g  method o r  m e thods u t i l i z e d ;

(B) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  to  be h e l d  d u r i n g

t h e  b a l a n c e  o f  t h e  c u r r e n t  l e a s i n g  p rog ram  and th e  b i d d i n g  method o r  

m ethods t o  be u s e d ,  i f  d e t e rm in e d ;

(C) t h e  b e n e f i t s  and c o s t s  a s s o c i a t e d  w i t h  c o n d u c t i n g  l e a s e  

s a l e s  u s i n g  t h e  v a r i o u s  b i d d i n g  m e thod s ;

(D) t h e  r e a s o n s  why a p a r t i c u l a r  b i d d i n g  method was s e l e c t e d ;

(E) d e l e t e d
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( c )  The com m is s io n e r  may i s s u e  o i l  and  g a s  l e a s e s  on s t a t e  l a n d  t o  t h e  

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  d e t e rm in e d  by  c o m p e t i t i v e  b i d d i n g  

u nd e r  r e g u l a t i o n s  a d o p te d  by  t h e  c om m is s io n e r .  B id d in g  may be by s e a l e d  

b id  o r  a c c o r d i n g  t o  any  o t h e r  b i d d i n g  p r o c e d u r e  t h e  com m is s io n e r  d e t e r ­

m ines i s  i n  t h e  b e s t  i n t e r e s t s  o f  t h e  s t a t e .  W henever, u n d e r  an y  o f  t h e  

l e a s i n g  m e thods l i s t e d  i n  t h i s  s u b s e c t i o n ,  a  r o y a l t y  s h a r e  i s  r e s e r v e d  to  

t h e  s t a t e ,  i t  i s  f r e e  o f  a l l  l e a s e  o r  u n i t  e x p e n s e s ,  i n c l u d i n g  b u t  n o t  

l im i t e d  t o  s e p a r a t i o n ,  c l e a n i n g ,  d e h y d r a t i o n ,  g a t h e r i n g ,  s a l t  w a t e r  

d i s p o s a l ,  and p r e p a r a t i o n  f o r  t r a n s p o r t a t i o n  o f f  t h e  l e a s e  o r  u n i t  

a r e a .  F o l lo w in g  a p r e - s a l e  a n a l y s i s ,  t h e  c om m is s io n e r  may ch o o se  

a t  l e a s t  on e  o f  t h e  f o l l o w in g  l e a s i n g  m e thod s :

SUGGESTED R E V I S E 1 OF HOUSE ]BILL NO l i M k -  , .

‘

m
( c )  The com m is s io n e r  may i s s u e  o i l  and g a s  l e a s e s  on s t a t e  l a n d  to  t h e  

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  d e t e rm in e d  by c o m p e t i t i v e  b i d d i n g  u n d e r  

r e g u l a t i o n s  a d o p te d  by  t h e  c om m is s io n e r .  B id d in g  may b e  by s e a l e d  b i d  o r  

a c c o r d i n g  t o  any  o t h e r  b id d i n g  p r o c e d u r e  t h e  c om m is s io n e r  d e t e rm in e s  i s  in  

t h e  b e s t  i n t e r e s t  o f  t h e  s t a t e  and i n s u r e s  f a i r n e s s  to  a l l  p a r t i c i p a n t  u  

W henever, u n d e r  any  o f  t h e  l e a s i n g  m e thods l i s t e d  i n  t h i s  s u b s e c t i o n ,  a 

r o y a l t y  s h a r e  i s  r e s e r v e d  t o  t h e  s t a t e ,  i t  i s  f r e e  o f  a l l  l e a s e  o r  u n i t  

e x p e n s e s ,  i n c l u d i n g  b u t  n o t  l im i t e d  t o  s e p a r a t i o n ,  c l e a n i n g ,  d e h y d r a t i o n ,  

g a t h e r i n g ,  s a l t  w a t e r  d i s p o s a l ,  and p r e p a r a t i o n  f o r  t r a n s p o r t a t i o n  o f f  t h e  

l e a s e  o r  u n i t  a r e a .  F o l low in g  a p r e - s a l e  a n a l y s i s ,  c o n d u c te d  u n d e r  r e g ­

u l a t i o n s  r e q u i r e d  by ( 3 ) ,  t h e  c om m is s io n e r  may c h o o s e one o r  more wf t h e  

f o l l o w in g  l e a s i n g  m ethods o r  a d o p t  any o t h e r  method c o n s i s t e n t  w i t h  th e  

l e g i s l a t i v e  f i n d i n g s  i n  (a )  (1) w h ich  i n s u r e s  b a s i c  f a i r n e s s  to  a l l  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 s ,  b u t  i f  a  sy s tem  o t h e r  th a n  bonus b i d d i n g  i s  to  be 

u s e d ,  t h e  c om m is s io n e r  must f i n d  t h a t  ( i )  bonus b i d d i n g  w i l l  n o t  a c h i e v e  th e  

b e s t  i n t e r e s t s  o f  t h e  s t a t e  and ( i i )  h i s  ( h e r )  s e l e c t e d  method w i l l .
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(A) a c a s h  bonus b i d  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d

to  t h e  s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f

t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  t h e

l e a s e ;

(B) a  c a s h  bonus b i d  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

t o  t h e  s t a t e  b a s e d  on  a s l i d i n g  s c a l e  a c c o r d i n g  to  vo lume o f  p r o d u c ­

t i o n  b u t  i n  no e v e n t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  

t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encom­

p a s s i n g  t h e  l e a s e ;

(2 ) r o y a l t y  b i d d i n g

(A) a f i x e d  c a sh  bonus v d t h  a  r o y a l t y  s h a r e  r e s e r v e d  to  

t h e  s t a t e  a s  t h e  b i d  v a r i a b l e  b u t  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  

amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  

u n i t  a r e a  e n c om pa s s in g  t h e  l e a s e ;

(B) a f i x e d  c a s h  bonus w i t h  a  r o y a l t y  s h a r e  r e s e r v e d  to  

t o  t h e  s t a t e  b a s e d  on a s l i d i n g  s c a l e  a c c o r d i n g  t o  t h e  vo lume o f  

p r o d u c t i o n  a s  t h e  b i d  v a r i a b l e  b u t  n o t  l e s s  th a n  12 1 /2  p e r  c e n t

i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o ld  from  t h e  

l e a s e  o r  u n i t  a r e a  e n com pas s in g  t h e  l e a s e ;

■ 1  .....
SUGGESTED REVISIONS OF

(1 ) bonus b i d d i n g

(A) a c a sh  bonu s  b i d  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  o f  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  

removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  e n c om pa s s in g  t h e  l e a s e ;

(B) a  c a s h  bonus b id  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  t o  t h e  

s t a t e  b a sed  on a  s l i d i n g  s c a l e  a c c o r d i n g  to  volume o f  p r o d u c t i o n  b u t  i n  no 

e v e n t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  r e ­

moved o r  s o l d  from  th e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  t h e  l e a s e ;

(2 ) r o y a l t y  b i d d i n g

(A) a  f i x e d  c a s h  bonus w i th  a r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  a s  t h e  b id  v a r i a b l e  b u t  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount
i

o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o ld  from  t h e  l e a s e  o r  u n i t  a r e a  

en com pa s s in g  t h e  l e a s e ;

(3 ) a  f i x e d  c a s h  bonus w i t h  a r o y a l t y  s h a r e  r e s e r v e d  t o  t h e  

s t a t e  b a s e d  on a s l i d i n g  s c a l e  a c c o r d i n g  to  t h e  vo lume o f  p r o d u c t i o n  a s  

t h e  b id  v a r i a b l e  b u t  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  

t h e  p r o d u c t i o n  removed o r  s o ld  from  th e  l e a s e  o r  u n i t  a r e a  e n com pas s in g  

t h e  l e a s e ;

HOUSE BILL NO. 854
—— —
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(A) a  c a s h  bonus b i d  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o r  

removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  t h e  l e a s e  and a 

f i x e d  s h a r e  o r  t h e  n e t  p r o f i t  d e r i v e d  from  t h e  l e a s e  o f  n o t  l e s s  t h a n  30 

p e r  c e n t  r e s e r v e d  t o  t h e  s t a t e ;

(B) a  f i x e d  c a s h  bonu s  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e ­

r i v e d  f rom  t h e  l e a s e  r e s e r v e d  t o  t h e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(C) a  f i x e d  c a s h  bonus w i th  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

to  t h e  s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  th e  

p r o d u c t i o n  removed o r  s o l d  from t h e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  t h e  

l e a s e  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from  t h e  l e a s e  r e s e r v e d  

t o  t h e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(D) t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from a  l e a s e  r e ­

s e r v e d  t o  t h e  s t a t e  u n d e r  t h i s  s u b s e c t i o n  i s  r o y a l t y  s a l e  p r o c e e d s  f o r  

t h e  p u rp o s e  o f  t h e  A la sk a  P e rm anen t Fund u nd e r  AS 3 7 .1 0 .0 6 5 ;

(4 ) a work commitment b id  w i t h  a f i x e d  c a s h  b o n u s ,  o r  a  f i x e d  

r o y a l t y  o r  a  f i x e d  s l i d i n g  s c a l e  r o y a l t y  o r  a  f i x e d  n e t  p r o f i t s  s h a r e  

r e s e r v e d  to  t h e  s t a t e ,  o r  any  c o m b in a t io n  o f  t h e s e  m e th o d s ,  a t  t h e  d i s ­

c r e t i o n  o f  t h e  c om m is s io n e r ,  w i t h  a  work commitment s t a t e d  i n  a  d o l l a r  

amount a s  t h e  b id  v a r i a b l e ;  how eve r , i n  no e v e r t  may a r o y a l t y  s h a r e
>S
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(A) a  c a s h  bonus b id  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  t o  t h e

s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  

removed o r  s o ld  f rom  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  th e  l e a s e  and a 

f i x e d  s h a r e  o r  t h e  n e t  p r o f i t  d e r i v e d  from th e  l e a s e  o f  n o t  l e s s  t h a n  30 

p e r  c e n t  r e s e r v e d  t o  t h e  s t a t e ;

(B) a f i x e d  c a s h  bonus w i th  t h e  s h a r e  o f  t h e  n a t  p r o f i t  d e ­

r i v e d  from th e  l e a s e  r e s e r v e d  t o  th e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(C) a  f i x e d  c a s h  bonus w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

to  t h e  s t a t e  o f  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  th e  

p r o d u c t i o n  removed o r  s o l d  from  th e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  th e  

l e a s e  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from  th e  l e a s e  r e s e r v e d  

to  t h e  s t a t e  a s  t h e  b id  v a r i a b l e ;

(D) th e  s h a r e  o f  th e  n e t  p r o f i t  d e r i v e d  from  a l e a s e  r e ­

s e rv e d  to  t h e  s t a t e  u n d e r  t h i s  s u b s e c t i o n  i s  r o y a l t y  s a l e  p r o c e e d s  f o r  

th e  p u rp o s e  o f  t h e  A la sk a  Pe rm anen t Fund u n d e r  AS 3 7 .1 0 .0 6 5 ;

(4) a  work commitment b i d  w i th  a f i x e d  c a s h  b o n u s ,  o r  a  f i x e d  

r o y a l t y  o r  a f i x e d  s l i d i n g  s c a l e  r o y a l t y  o r  a f i x e d  n e t  p r o f i t s  s h a r e  

r e s e r v e d  to  t h e  s t a t e ,  o r  any c o m b in a t io n  o f  t h e s e  m e th o d s ,  a t  t h e  d i s ­

c r e t i o n  o f  th e  c om m is s io n e r ,  w i t h  a work commitment s t a t e d  i n  a d o l l a r  

amount a s  th e  b i d  v a r i a b l e ;  how eve r , i n  no e v e n t  may a r o y a l t y  s h a r e



r e s e r v e d  t o  t h e  s t a t e  b e  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  

o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encompass­

i n g  t h e  l e a s e .

(d )  To p r o lo n g  t h e  e c o n om ic a l  l i f e  o f  an  o i l  and gas f i e l d ,  t h e  com­

m i s s i o n e r  s h a l l  a d o p t  r e g u l a t i o n s  f o r  a l l  b i d d i n g  m ethods t o  a l l o w  r e d u c -  

t i o n  o f  r o y a l t y  to  com pen sa te  f o r  i n c r e a s i n g  c o s t s  i n  t h e  l a t e r  s t a g e s  o f  

p r o d u c t i o n  d e c l i n e .  The com m is s io n e r  may g r a n t  su ch  a  r e d u c t i o n  o f  

r o y a l t y  so  lo n g  a s  t h e  r e d u c e d  r o y a l t y  b e g i n s  nc so o n e r  t h a n  two y e a r s  

a f t e r  i n i t i a l  p r o d u c t i o n  from  t h e  l e a s e .

( e )  The com m is s io n e r  may, i n  h i s  d i s c r e t i o n ,  d e f e r  any  p a r t  o f  t h e  

payment o f  a  c a sh  bonuB, u n d e r  (c )  o f  t h i s  s e c t i o n ,  a c c o r d i n g  t o  a 

s c h e d u l e  announced  a t  t h e  t im e  o f  t h e  announcemen t o f  t h e  l e a s e  s a l e ,  

b u t  s u c h  payment s h a l l  be made i n  t o t a l  no l a t e r  th a n  f i v e  y e a r s  from 

t h e  d a t e  o f  t h e  l e a s e  s a l e .

>
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r e s e r v e d  t o  t h e  s t a t e  be  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  

o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encom pass ­

i n g  t h e  l e a s e .

(d) To p r o lo n g  th e  econom ic l i f e  o f  an o i l  and gas f i e l d ,  t h e  c om m is s io n e r  

s h a l l  a d o p t  r e g u l a t i o n s  f o r  a l l  b i d d i n g  m ethods to  a l l o w  r e d u c t i o n  o f  r o y a l t y  

o f  l e a s e s  w i t h i n  t h e  f i e l d ^ o  com pen sa te  f o r  i n c r e a s i n g  c o s t s  i n  t h e  l a t e r  

s t a g e s  o f  p r o d u c t i o n  d e c l i n e .  The com m is s io n e r  may n o t  g r a n t  su ch  a r e d u c ­

t i o n  o f  r o y a l t y i n i t i a l  p r o d u c t i o n  from th e  f i e l d  h a s  o c c u r -

ing^trhat-r e d  and e a ch  l e s s e e  r e q u e s t i n g  t h e  r e d u c t i o n  h a s  made a c l e a r  show in 

t h e  r e v enu e  from  a l l  h y d ro c a rb o n s  p rodu c ed  from th e  f i e l d  i s  i n s u f f i c i e n t  

to  p ro d u c e  a r e a s o n a b l e  r a t e  o f  r e t u r n  w i t h  r e s p e c t  to

in v e s tm e n t  t h e r e i n
‘I

( e )  D e le te d
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( f )  The com m is s io n e r  may p r o v i d e  f o r  t h e  e s t a b l i s h m e n t  o f  a  d r i l l i n g  

I n c e n t i v e  c r e d i t  s y s tem  whereby a l l  e x p l o r a t o r y  w e l l s  w i l l  e a r n  c r e d i t  

b a sed  on t h e  f o o t a g e  d r i l l e d  and th e  r e g i o n  i n  w h ich  t h e  w e l l  i s  s i t e d .

The c r e d i t  fo rm u la  u s e d  s h a l l  p r o v i d e  to  t h e  company d r i l l i n g  th e  w e l l  

c r e d i t s  e q u a l  t o  no more th a n  one h a l f  o f  t h e  c o s t  o f  t h e  w e l l .  Such 

c r e d i t s  c an  be u sed  f o r  a b i d  i n  t h e  s t a t e  l e a s e  s a l e ,  o r  f o r  r o y a l t y  

paym en ts  o r  l e a s e  r e n t a l  p aym en ts .

■ '

1 * » *• *I ,
I

( f )  The c om m is s io n e r  may w i th h o ld  a c r e a g e  f rom  l e a s i n g  i n  a  

p a r t i c u l a r  l e a s e  s a l e .

D e l e t e d
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(g )  The c om m is s io n e r  s h a l l  a d o p t  r e g u l a t i o n s  g o v e rn in g  t h e  c a l c u ­

l a t i o n  o f  n e t  p r o f i t s  f o r  l e a s e  s a l e s  u n d e r  ( c ) ( 3 )  o f  t h i s  s e c t i o n ^ I n  

t h e  e v e n t  o f  any d i s p u t e  b e tw e en  t h e  s t a t e  and a  l e s s e e  c o n c e r n in g  t h e  

c a l c u l a t i o n  o f  t h e  n e t  p r o f i t s  u n d e r  t h e  r e g u l a t i o n  a d o p te d  u n d e r  t h i s  

s u b s e c t i o n ,  t h e  b u r d e n  o f  p r o o f  i s  on t h e  l e s s e e . ^

(h ) The c om m is s io n e r  s h a l l  a d o p t  r e g u l a t i o n s  g o v e rn in g  t h e  e x p l o r ­

a t i o n  work commitment l e a s i n g  method u nd e r  ( c ) ( 4 )  o f  t h i s  s e c t i o n .  The 

com m is s io n e r  s h a l l  r e q u i r e  e i t h e r  ( i )  a  c a s h  d e p o s i t  f o r  20 p e r  c e n t  o f  

th e  work commitment o r ,  ( i i )  a  p e r fo rm an c e  bond , i n  fo rm  and s u b s t a n c e

and w i t h  a  s u r e t y  s a t i s f a c t o r y  to  t h e  c om m is s io n e r ,  i n  t h e  p r i n c i p a l  amount 

o f  20 p e r  c e n t  o f  t h e  e x p l o r a t i o n  work commitment a s s u r i n g  t h e  com m is s io n e r  

t h a t  t h e  commitment w i l l  b e  f a i t h f u l l y  d i s c h a r g e d  i n  a c c o r d a n c e  w i t h  t h i s  

s e c t i o n ,  t h e  r e g u l a t i o n s ,  and t h e  l e a s e .  A l e s s e e  who f a i l s  t o  d i s c h a r g e  

a work commitment i n  i t s  e n t i r e t y  i s  l i a b l e  t o  th e  s t a t e  f o r  th e  u n d i s ­

c h a rg e d  p o r t i o n  o f  t h e  commitment. At h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  

may t e rm i n a t e  t h e  work com m ittm en t i f  h e  f i n d s  t h a t  t h e  work would be 

u n n e c e s s a r y  o r  c u m u la t i v e .

>8
vn

*so

(g) The com m is s io n e r  s h a l l  d e f i n e  a l l  te rm s  and  a d o p t  a l l  r e g u l a t i o n s

n e c e s s a r y  f o r  a  r e a s o n a b l e  u n d e r s t a n d i n g  and e v a l u a t i o n  o f  a  p a r t i c u l a r  

b i d d i n g  method p r i o r  to  t h e  p u b l i c  announcem en t o f  t h e  te rm s  o f  p ro p o se d

s a l e  em p loy ing  t h a t  m e thod*

(h) D e l e t e d .

-1 1 -
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( i )  At h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  may e n t e r  i n t o  an a g re em en t 

w he reby , w i t h  t h e  c o n s e n t  o f  t h e  l e s s e e ,  t h e  s t a t e ’ s r o y a l t y  s h a r e  o f  o i l  

and g a s  p r o d u c t i o n  may be s t o r e d  o r  r e t a i n e d  i n  s t o r a g e  by t h e  l e s s e e ,  o r  

t h e  c om m is s io n e r  may e n t e r  i n t o  a n  ag re em en t  w i t h  one o r  more o f  t h e  

a f f e c t e d  f i e l d  l e a s e  h o l d e r s  t o  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  from  a 

f i e l d  f o r  a  l i k e  amoun t , k i n d ,  and q u a l i t y  o f  f u t u r e  p r o d u c t i o n ,  on t h e  

c o n d i t i o n  t h a t  t h e  s t a t e  r e c e i v e s  b a c k  i t s  s t o r e d  o r  t r a d e d  r o y a l t y  

s h a r e  d u r i n g  t h e  f i r s t  h a l f  o f  t h e  e s t im a t e d  f i e l d  l i f e  o r  no l a t e r  

t h a n  15 y e a r s  a f t e r  s t a r t  o f  p r o d u c t i o n ,  w h ic h e v e r  i s  s o o n e r .

>
6)
O

Ul
*
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( i )  A t h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  may e n t e r  i n t o  an  ag re em en t  

w he reby , w i th  t h e  c o n s e n t  o f  t h e  l e s s e e ,  t h e  s t a t e ' s  r o y a l t y  s h a r e  o f  o i l  

and gas p r o d u c t i o n  may b e  s t o r e d  o r  r e t a i n e d  i n  s t o r a g e  by  t h e  l e s s e e ,  o r  

t h e  c om m iss io n e r  may e n t e r  i n t o  an ag re em en t  w i t h  one  o r  more o f  t h e

a f f e c t e d  f i e l d  l e a 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  from  a

f i e l d  f o r  a  l i k e  amoun t , k i n d ,  and q u a l i t y  o f  f u t u r e  p r o d u c t i o n ,  on t h e  

c o n d i t i o n  t h a t  t h e  s t a t e  r e c e i v e s  b a c k  i t s  s t o r e d  o r  t r a d e d  r o y a l t y  

s h a r e  d u r i n g  t h e  f i r s t  h a l f  o f  t h e  e s t im a t e d  f i e l d  l i f e  o r  no l a t e r  th a n

15 y e a r s  a f t e r  s t a r t  o f  p r o d u c t i o n ,  w h ic h e v e r  i s  s o o n e r .
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( j )  An o i l  and g a s  l e a s e  must c o v e r  a  r e a s o n a b ly  compact a r e a  n o t  ex ­

c e e d in g  5 ,7 6 0  a c r e s ,  and m ust b e  f o r  a  p e r i o d  o f  f i v e  y e a r s .  The commiss­

i o n e r  may g r a n t  a  l e a s e  f o r  a  te rm  g r e a t e r  t h a n  f i v e  y e a r s  b u t  n o t  to  

ex c e ed  ]0 y e a r s ,  w here  he f i n d s  t h a t  t h e  l o n g e r  p e r i o d  i s  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  and deve lopm en t i n  a r e a s  where  e n v i r o n m e n t a l  c o n -  

d i d i t o n s  s e v e r l y  r e s t r i c t  o p e r a t i o n s .  An o i l  and gas l e a s e  s h a l l  be 

a u t o m a t i c a l l y  renewed  i f  and f o r  so lo n g  t h e r e a f t e r  a s  o i l  o r  g as i s  

p ro d u c e d  i n  p a y in g  q u a n t i t i e s  from t h e  l e a s e  o r ,  i f  t h e  l e a s e  i s  com­

m i t t e d  to  a  u n i t  a pp rov ed  by t h e  com m is s io n e r .  A l e a s e  i s s u e d  unde r  

t h i s  s e c t i o n  c o v e r i n g  l a n d  on which t h e r e  i s  a  w e l l  c a p a b l e  o f  p ro d u c in g  

o i l  o r  g a s  i n  p a y in g  q u a n t i t i e s  does  n o t  e x p i r e  b e c a u s e  t h e  l e s s e e  f a i l s  t o  

p ro d u c e  o i l  o r  gas u n l e s s  th e  l e s s e e  i s  a l low ed  r e a s o n a b l e  t im e  to  p l a c e  

th e  w e l l  on a p r o d u c in g  s t a t u s .  Upon r e n ew a l ,  t h e  c om m is s io n e r  may i n c r e a s e  

l e a s e  r e n t a l s  so  lo n g  a s  t h e  i n c r e a s e d  r e n t a l  r a t e  do es  n o t  ex ceed  150

p e r  c e n t  o f  t h e  r a t e  o f  t h e  p r e c e d in g  y e a r .  com m is s io n e r  may p ro v id e

by r e g u l a t i o n  and  i n  t h e  l e a s e  t h a t  t h e  l e s s e e  may e a r n  p r o d u c t i o n  r i g h t s  

o ^ ly  to  t h e  d e p th  d r i l l e d  a t  th e  b e g in n in g  o f  p r o d u c t i o n  from  th e  l e a s e . " j  

I f  d r i l l i n g  h a s  commenced on th e  e x p i r a t i o n  d a t e  o f  th e  p r im a ry  te rm  o f  th e  

l e a s e  and i s  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 c e ,  i n c l u d i n g  such  o p e r a t i o n s  

a s  r e d r i l l i n g ,  s i d e t r a c k i n g ,  o r  o t h e r  means n e c e s s a r y  to  r e a c h  t h e  o r i g i n a l l y  

p ro p o s e d  b o t tom  h o l e  l o c a t i o n ,  t h e  l e a s e  c o n t i n u e s  i n  e f f e c t  u n t i l  90 days 

a f t e r  d r i l l i n g  h a s  c e a s e d  and f o r  so  lo n g  t h e r e a f t e r  a s  o i l  o r  g a s  i s  p r o -
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(h )  An o i l  and gas l e a s e  must c o v e r  a r e a s o n a b l y  compact a r e a  n o t  e x ­

c e e d in g  5 ,7 60  a c r e s ,  u n l e s s  t r a c t  s i z e  i n  a d j a c e n t  l a n d s ,  e c onomic o r

£gpio.Ri£ai_factors, relating to that locality require a larger..area.._jBud.

must have  a te rm  o f  t e n  y e a r s .  The com m is s io n e r  mav n r n n t  a l e a s e  f o r  a 

te rm  l e s s  th a n  t e n  y e a r s ,  b u t  n o t  l e s s  th a n  f i v e  y e a r s ,  and o n ly  where th e  

c om m is s io n e r  f i n d s  t h a t  e n v i r o n m e n ta l  and econom ic c o n d i t i o n s  do n o t  

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 . An o i l  and gas l e a s e  s h a l l  be  a u t o m a t i c a l l y  

renewed i f  and f o r  so  lo n g  t h e r e a f t e r  a s  o i l  o r  gas i s  p roduced  i n  p a y in g  

q u a n t i t i e s  from th e  l e a s e  o r ,  i f  t h e  l e a s e  i s  com m it ted  to  a u n i t  a p p ro v ed  

by t h e  c om m is s io n e r .  A l e a s e  i s s u e d  u n d e r  t h i s  s e c t i o n  c o v e r i n g  l a n d  on 

w h ich  t h e r e  i s  a  w e l l  c a p a b l e  o f  p r o d u c in g  o i l  o r  gas i n  p a y in g  q u a n t i t i e s  

doe s  n o t  e x p i r e  b e c a u s e  t h e  l e s s e e  f a i l s  to  p ro du ce  o i l  o r  g a s  u n l e s s  th e  

l e s s e e  i s  a l low ed  r e a s o n a b l e  t im e  to  p l a c e  th e  w e l l  on a p ro d u c in g  s t a t u s .  

Upon r e n ew a l ,  t h e  com m iss ion e r  may i n c r e a s e  l e a s e  r e n t a l s  so lo n g  a s  t h e  

i n c r e a s e d  r e n t a l  r a t e  does n o t  ex ceed  150 p e r  c e n t  o f  th e  r a t '  f o r  th e  p r e

c e d in g  y e a r .  I f  d r i l l i n g  h a s  commenced on th e  e x p i r a t i o n  d a t e  o f  th e  p r i ­

mary te rm  o f  th e  l e a s e  and i s  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 c e ,  t a k in g

i n t o  a c c o u n t  t h e  l i m i t a t i o n s  imposed on d i r l l i n g  o p e r a t i o n s  by A la s ’c»in e n ­

v i r o n m e n t a l  c o n d i t i o n s  and i n c l u d i n g  such  o p e r a t i o n s  a s  r e d r i l l i n g ,  a i d e -  

t r a c k i n g ,  o r  o t h e r  means n e c e s s a r y  to  r e a c h  t h e  o r i g i n a l l y  p ro po sed  b o t tom  

h o l e  l o c a t i o n ,  t h e  l e a s e  s h a l l  c o n t i n u e  i n  e f f e c t  u n t i l  90 day s  a f t e r  d r i l  

l i n g  h a s  c e a s e d  and f o r  so  lo n g  t h e r e a f t e r  a s  t h e r e  i s  a w e l l  t h e r e o n  

c a p a b l e  o f  p ro d u c in g  o i l  o r  gas in  p a y in g  q u a n t i t i e s .



(k) The c om m is s io n e r  may e s t a b l i s h  by  r e g u l a t i o n  t h a t  a f t e r  a  w e l l  h a s  

b een  p lu g g e d  and  ab andon ed , t h e  r e n t a l  r a t e  w h ich  was i n  e f f e c t  d u r i n g  

th e  y e a r  o f  abandonm en t i s  m a in t a i n e d  f o r  t h e  r em a in d e r  o f  t h e  t e rm .  

R e n t a l  i s  p a y a b l e  i n  a d v an c e  and c o n t i n u e s  u n t i l  income t o  t h e  s t a t e  from 

r o y a l t y ,  n e t  p r o f i t ,  o r  e x p l o r a t i o n  work commitment e x c e e d s  r e n t a l  income 

t o  t h e  s t a t e  f o r  t h a t  y e a r ;  a f t e r  t h e  r e n t a l  income s c h e d u l e  h a s  b e en  

e x c e ed ed  f o r  t h r e e  c o n s e c u t i v e  y e a r s ,  t h e  r e n t a l  t e r m i n a t e s .  O i l  and 

gas l e a s e s  s h a l l  p r o v i d e  f c r  paymen t t o  t h e  s t a t e  o f  r e n t a l  on t h e  

f o l l o w in g  b a s i s :

(1) f o r t h e f i r s t  y e a r , $1 .00  p e r  a c r e ;

(2) f o r t h e s e c o n d  y e a r , $1 .50  p e r  a c r e ;

(3) f o r t h e t h i r d  y e a r , $2 .00  p e r  a c r e ;

(4) f o r t h e f o u r t h  y e a r , $2 .50  p e r  a c r e ;

(5) f o r t h e f i f t h  y e a r , $3 .00  p e r  a c r e ;

2VISION OF HOU:
-

( i )  The c om m is s io n e r  may e s t a b l i s h  by r e g u l a t i o n  t h a t  a f t e r  a w e l l  h a s  

b e en  p lu g g e d  and ab andon ed , t h e  r e n t a l  r a t e  w h ich  was i n  e f f e c t  d u r i n g  t h e  

y e a r  o f  abandonm en t i s  m a in t a i n e d  f o r  t h e  r em a in d e r  o f  t h e  t e rm .  R e n ta l  

i s  p a y a b l e  i n  a d v an c e  and  c o n t i n u e s  u n t i l  income t o  t h e  s t a t e  from r o y a l t y ,  

n e t  p r o f i t ,  o r  e x p l o r a t i o n  work commitment e x c e e d s  r e n t a l  income t o  t h e  

s t a t e  f o r  t h a t  y e a r ;  a f t e r  t h e  r e n t a l  income s c h e d u l e  h a s  b e en  ex ceeded  

f o r  t h r e e  c o n s e c u t i v e  y e a r s ,  t h e  r e n t a l  t e r m i n a t e s .  O i l  and g a s  l e a s e s  

s h a l l  p r o v id e  f o r  paymen t t o  t h e  s t a t e  o f  r e n t a l  on t h e  f o l l o w in g  b a s i s :

(1) f o r t h e f i r s t  y e a r , $1 .00  p e r a c r e ;

(2) f o r t h e se c o n d  y e a r , $ 1 .5 0  pe : a c r e ;

(3) f o r t h e t h i r d  y e a r , $2 .00  p e r a c r e ;

(4) f o r t h e f o u r t h  y e a r , $ 2 .50  p e r  a c r e ;

(5) f o r t h e f i f t h  y e a r , $3 .00  p e r a c r e ;

4-



(1) Upon t im e l y  a p p l i c a t i o n  a s  p r o v id e d  by r e g u l a t i o n ,  t h e  s t a t e  

may i s s u e  t o  t h e  h o l d e r  o f  a  f e d e r a l  o r  p r i v a t e  l e a s e ,  a  s t a t e  s h o r e -

l a r  s  l e a s e  c o v e r i n g  l a n d  w i t h i n  t h e  e x t e r i o r  b o u n d a r i e s  o f  t h e  f e d e r a l  

o r  p r i v a t e  l e a s e  w h ich  h a s  b e e n  e x c lu d e d  on  t h e  b a s i s  o f  n a v i g a b i l i t y  

o r  w h ich  i s  l a t e r  a d m i n i s t r a t i v e l y  o r  j u d i c i a l l y  d e t e rm in e d  t o  be  

s h o r e l a n d .  The te rm  o f  su ch  a s t a t e  s h o r e l a n d  l e a s e  s h a l l  b e  t h e  same 

a s  t h e  t e rm  o f  t h e  f e d e r a l  o r  p r i v a t e  l e a s e ,  b u t  may n o t  ex c e ed  f i v e  

y e a r s .

( j )  Upon t im e l y  a p p l i c a t i o n  a s  p r o v id e d  D y r e g u l a t i o n ,  t n e  s t a t e  may 

i s s u e  t o  t h e  h o l d e r  o f  a  f e d e r a l  o r  p r i v a t e  l e a s e ,  a s t a t e  s h o r e l a n d s  

l e a s e  c o v e r i n g  l a n d  w i t h i n  t h e  e x t e r i o r  b o u n d a r i e s  o f  t h e  f e d e r a l  o r  

p r i v a t e  l e a s e  w h ich  h a s  b een  e x c lu d e d  on t h e  b a s i s  o f  n a v i g a b i l i t y  o r  

w h ich  i s  l a t e r  a d m i n i s t r a t i v e l y  o r  j u d i c i a l l y  d e t e rm in e d  t o  be s h o r e l a n d .  

The t e rm  o f  su c h  a  s t a t e  s h o r e l a n d  l e a s e  s h a l l  be t h e  same a s  t h e  te rm  o f  

t h e  f e d e r a l  o r  p r i v a t e  l e a s e .
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(m) To c o n s e r v e  t h e  n a t u r a l  r e s o u r c e s  o f  a l l  o r  a  p a r t  o f  an  o i l
■

o r  g a s  p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  w h e th e r  o r  n o t  t h e  p a r t  i s  t h e n  

s u b j e c t  t o  a  c o o p e r a t i v e  o r  u n i t  p l a n  o f  d ev e lo pm en t o r  o p e r a t i o n ,  

l e s s e e s  a nd  t h e i r  r e p r e s e n t a t i v e s  may u n i t e  w i t h  e a ch  o t h e r ,  o r  j o i n t l y  

o r  s e p a r a t e l y  w i t h  o t h e r s ,  i n  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  o f  d ev e lo pm en t  o r  o p e r a t i o n  o f  t h e  p o o l ,  

f i e l d ,  o r  l i k e  a r e a ,  o r  a  p a r t  o f  i t ,  when d e t e rm in e d  and c e r t i f i e d  by 

t h e  c om m is s io n e r  t o  b e  n e c e s s a r y  o r  a d v i s a b l e  i n  t h e  p u b l i c  i n t e r e s t .

The c om m is s io n e r  may, w i th  t h e  c o n s e n t  o f  t h e  h o l d e r s  o f  l e a s e s  

i n v o l v e d ,  e s t a b l i s h ,  c h an g e ,  o r  r e v o k e  d r i l l i n g ,  p r o d u c i n g ,  r e n t a l  

minimum r o y a l t y ,  and r o y a l t y  r e q u i r e m e n t s  o f  t h e  l e a s e s  and  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  t o  t h e  l e a s e s ,  w i t h  l i k e  c o n s e n t  on t h e  

p a r t  o f  t h e  l e s s e e s ,  i n  c o n n e c t i o n  w i t h  t h e  i n s t i t u t i o n  and o p e r a t i o n  

o f  a  c o o p e r a t i v e  o r  u n i t  p l a n  a s  h e  d e t e rm in e s  n e c e s s a r y  o r  p r o p e r  t o  

s e c u r e  t h e  p r o p e r  p r o t e c t i o n  o f  t h e  p u b l i c  i n t e r e s t .  The c om m is s io n e r  

may r e q u i r e  o i l  and  g a s  l e a s e s  i s s u e d  u n d e r  t h i s  s e c t i o n  t o  c o n t a i n  a 

p r o v i s i o n  r e q u i r i n g  t h e  .Lessee t o  o p e r a t e  u n d e r  a  r e a s o n a b l e  c o o p e r a t i v e  

o r  u n i t  p l a n ,  and  he  may p r e s c r i b e  a p l a n  u n d e r  w h ich  t h e  l e s s e e  m ust 

o p e r a t e .  The p l a n  m u s t  a d e q u a t e ly  p r o t e c t  a l l  p a r t i e s  i n  i n t e r e s t ,  

i n c l u d i n g  t h e  s t a t e .

U)

JS

(k) To p rom o te  t h e  m ost e f f i c i e n t  d ev e lo pm en t o f  t h e  n a t u r a l  r e s o u r c e s  

o f  a l l  o r  p a r t  o f  an o i l  o r  g a s  p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  w h e th e r  o r  n o t  

t h e  p a r t  i s  t h e n  s u b j e c t  t o  a c o o p e r a t i v e  o r  u n i t  p l a n  o f  d e v e lo pm en t  o r  

o p e r a t i o n ,  l e s s e e s  and  t h e i r  r e p r e s e n t a t i v e s  may u n i t e  w i th  each  o t h e r ,  o r  

j o i n t l y  o r  s e p a r a t e l y  w i t h  o t h e r s ,  i n  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  o f  d ev e lo pm en t o r  o p e r a t i o n  o f  t h e  p o o l ,  

f i e l d ,  o r  l i k e  a r e a ,  o r  a p a r t  o f  i t ,  when d e t e rm in e d  and c e r t i f i e d  by the 

c om m is s io n e r  t o  be  n e c e s s a r y  o r  a d v i s a b l e  i n  t h e  p u b l i c  i n t e r e s t .  The 

com m is s io n e r  may, w i t h  t h e  c o n s e n t  o f  t h e  h o l d e r s  o f  l e a s e s  i n v o l v e d ,  

e s t a b l i s h ,  ch an g e , o r  r e v o k e  d r i l l i n g ,  p r o d u c i n g ,  r e n t a l  minimum r o y a l t y ,  

and r o y a l t y  r e q u i r e m e n t s  o f  t h e  l e a s e s  and  a d o p t  r e g u l a t i o n s  w i th  r e f e r e n c e  

t o  t h e  l e a s e s  w i th  l i k e  c o n s e n t  on t h e  p a r t  o f  t h e  l e s s e e s ,  i n  c o n n e c t i o n  

w i t h  t h e  i n s t i t u t i o n  and o p e r a t i o n  o f  a c o o p e r a t i v e  o r  u n i t  p l a n  a s  he 

d e t e rm in e s  n e c e s s a r y  o r  p r o p e r  t o  s e c u r e  t h e  p r o p e r  p r o t e c t i o n  o f  t h e  

p u b l i c  i n t e r e s t .  The com m is s io n e r  may r e q u i r e  o i l  and ga? l e a s e s  i s s u e d  

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

u n d e r  a  r e a s o n a b l e  c o o p e r a t i v e  o r  u n i t  p l a n ,  and he may p r e s c r i b e  a p l a n  

u n d e r  w h ich  t h e  l e s s e e  m ust o p e r a t e .  The p l a n  must a d e q u a t e ly  p r o t e c t  

a l l  p a r t i e s  i n  i n t e r e s t ,  i n c l u d i n g  t h e  s t a t e .
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(n) A p l a n  a u t h o r i z e d  b y  (m) o f  t h i s  s e c t i o n ,  w h ich  i n c l u d e s  l a n d  

owned by t h e  s t a t e ,  may c o n t a i n  a p r o v i s i o n  v e s t i n g  t h e  com m is s io n e r ,  

o r  a p e r s o n  com m it te e ,  o r  s t a t e  a g en cy  w i th  a u t h o r i t y  t o  m od ify  from  t im e  

t o  t im e  t h e  r a t e  o f  p r o s p e c t i n g  and  d ev e lo pm en t and t h e  q u a n t i t y  and  r a t e  

o f  p r o d u c t i o n  u n d e r  t h e  p l a n .  A l l  l e a s e s  o p e r a t e d  u n d e r  a  p l a n  a p p ro v ed  

o r  p r e s c r i b e d  by t h e  c om m is s io n e r  a r e  excep t-ed i n  d e t e rm in in g  h o l d i n g s  o r  

c o n t r o l  u n d e r  s e c .  140 o f  t h i s  c h a p t e r .  The p r o v i s i o n s  o f  t h i s  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  o r  u n i t  n l a n s  a r e  i n  a d d i t i o n  t o ,  and  do n o t  

a f f e c t  AS 3 1 .0 5 .

(o) P r o d u c in g  a c r e a g e  on  a  known g e o l o g i c  s t r u c t u r e  o f  a  p ro d u c in g  

o i l  o r  g a s  f i e l d  i s  e x c lu d e d  from c h a r g e a b i l i t y  a s  a g a i n s t  t h e  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  o f  s e c .  140 o f  t h i s  c h a p t e r .
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(1) A p l a n  a u t h o r i z e d  by ( j )  o f  t h i s  s e c t i o n ,  which i n c l u d e s  l a n d  

owned by t h e  s t a t e ,  may c o n t a i n  a p r o v i s i o n  v e s t i n g  t h e  c om m is s io n e r ,  o r  

a  p e r s o n ,  c om m i t te e ,  o r  s t a t e  a g en cy  w i t h  a u t h o r i t y  t o  m od ify  from  tim e  

t o  t im e  t h e  r a t e  o f  p r o s p e c t i n g  and d ev e lo pm en t and t h e  q u a n t i t y  and 

r a t e  o f  p r o d u c t i o n  u n d e r  t h e  p l a n .  A l l  l e a s e s  o p e r a t e d  u n d e r  a  p l a n  

ap p ro v ed  o r  p r e s c r i b e d  by t h e  com m is s io n e r  a r e  e x c e p te d  i n  d e t e rm in in g  

h o l d i n g s  o r  c o n t r o l  u n d e r  s e c .  140 o f  t h i s  c h a p t e r .  The p r o v i s i o n s  o f  

t h i s  s e c t i o n  c o n c e r n in g  c o o p e r a t i v e  o r  u n i t  p l a n s  a r e  i n  a d d i t i o n  t o ,  and  

a r e  s u b j e c t  t o  t h e  s t a t e ' s  a u t h o r i t y  t o  p r o h i b i t  w a s te  o f  o i l  and g a s  i n  

AS 3 1 .0 5 .

(m) P ro d u c in g  a c r e a g e  on  a known g e o l o g i c  s t r u c t u r e  o f  a p ro d u c in g  

o i l  o r  g a s  f i e l d  i s  e x c lu d e d  from c h a r g e a b i l i t y  a s  a g a i n s t  t h e  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  o f  s e c .  140 o f  t h i s  c h a p t e r .



(p) When 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 lo p e d  and 

o p e r a t e d  i n  c o n f o rm 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  o r  d e v e lo pm en t  

p ro g ram , a  l e a s e ,  o r  a p o r t i o n  o f  a  l e a s e ,  may b e  p o o l e d  w i t h  o t h e r  l a n d ,
i

w h e th e r  o r  n o t  owned by t h e  s t a t e ,  u n d e r  a  c o m m u n i t i z a t i o n  o r  d r i l l i n g  

a g r e em en t  p r o v i d i n g  f o r  an  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  o r  r o y a l t i e s  

among t h e  s e p a r a t e  t r a c t s  o f  l a n d  c o m p r i s i n g  t h e  d r i l l i n g  o r  s p a c i n g  

u n i t  when d e t e rm in e d  by t h e  c om m is s io n e r  t o  be i n  t h e  p u b l i c  i n t e r e s t .  

O p e r a t i o n s  o r  p r o d u c t i o n  u n d e r  t h e  a g r e em en t  a r e  c o n s i d e r e d  a s  o p e r a t i o n s  

o r  p r o d u c t i o n  a s  t o  each  l e a s e  com m it ted  t o  t h e  a g r e em en t .

(q) The c om m is s io n e r  n a y ,  on  c o n d i t i o n s  wh ich  h e  p r e s c r i b e s ,  a p p ro v e  

d r i l l i n g ,  o r  d e v e lo pm en t  c o n t r a c t s  made by one  o r  more l e s s e e s  o f  o i l  o r  

g a s  l e a s e s ,  w i t h  one o r  more p e r s o n s ,  when, i n  h i s  d i s c r e t i o n ,  t h e  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  o r  t h e  p u b l i c  c o n v e n ie n c e  o r  n e c e s s i t y  r e q u i r e s  

i t  o r  t h e  i n t e r e s t s  o f  t h e  s t a t e  a r e  b e s t  s e r v e d .  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 ro v e d  d r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s ,  and i n t e r e s t s  u n d e r  them , 

a r e  e x c e p t e d  i n  d e t e rm in in g  h o l d i n g  o r  c o n t r o l  u n d e r  s e c .  140 o f  t h i s  

c h a p t e r .  D r i l l i n g  o r  d ev e lo pm en t c o n t r a c t s  may i n c l u d e ,  a t  t h e  d i s ­

c r e t i o n  o f  t h e  c om m is s io n e r ,  p r o v i s i o n s  a u t h o r i z i n g  t h e  s t a t e  t o  s h a r e

i n  t h e  c o s t s  o f  e x p l o r a t i o n .
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(n) When s e p a r a t e  t r a c t s  c a n n o t  be  i n d i v u d u a l l y  d e v e lo p e d  and o p e r a t e d  

i n  c o n f o rm i ty  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  o r  d ev e lo pm en t p ro g ram , a 

l e a s e ,  o r  a p o r t i o n  o f  a l e a s e ,  may be p o o l e d  w i th  o t h e r  l a n d ,  w h e th e r  o r  

n o t  owned by t h e  s t a t e ,  u n d e r  a c o m m u n i t i z a t i o n  o r  d r i l l i n g  a g re em en t  

p r o v i d i n g  f o r  a  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  o r  r o y a l t i e s  among t h e  s e p a r a t e  

t r a c t s  o f  l a n d  c o m p r i s in g  t h e  d r i l l i n g  o r  s p a c i n g  u n i t  when d e t e rm in e d  by 

;he com m is s io n e r  t o  be i n  t h e  p u b l i c  i n t e r e s t .  O p e r a t i o n s  o r  p r o d u c t i o n  

u n d e r  t h e  a g re em en t  a r e  c o n s i d e r e d  a s  o p e r a t i o n s  o r  p r o d u c t i o n  a s  t o  each  

l e a s e  c om m it ted  t o  t h e  a g r e em en t .

(o) The com m is s io n e r  may, on c o n d i t i o n s  w h ich  he  p r e s c r i b e s ,  a p p ro v e  

d r i l l i n g ,  o r  d ev e lo pm en t c o n t r a c t s  made by one o r  more l e s s e e s  o f  o i l  o r  

g a s  l e a s e s ,  w i t h  one  o r  more p e r s o n s ,  when, i n  h i s  d i s c r e t i o n ,  t h e  c on ­

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  o r  t h e  p u b l i c  c o n v e n ie n c e  o r  n e c e s s i t y  

r e q u i r e s  i t  o r  t h e  i n t e r e s t s  o f  t h e  s t a t e  a r e  b e s t  s e r v e d .  A l l  l e a s e s  

o p e r a t e d  u n d e r  app ro v ed  d r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s ,  and i n t e r e s t s  

u n d e r  them a r e  e x c e p te d  i n  d e t e rm in in g  h o l d i n g  o r  c o n t r o l  u n d e r  s e c .  140 

o f  t h i s  c h a p t e r .  D r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s  may i n c l u d e ,  a t  t h e  

d i s c r e t i o n  o f  t h e  c om m is s io n e r ,  p r o v i s i o n s  a u t h o r i z i n g  t h e  s t a t e  t o  s h a r e  

i n  t h e  c o s t s  o f  e x p l o r a t i o n .
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( r )  To a v o id  w a s te  o r  t o  p rom o te  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 ,  

t h e  c om m is s io n e r  may a u t h o r i z e  t h e  s u b s u r f a c e  s t o r a g e  o f  o i l  o r  g a s  

w h e th e r  o r  n o t  p ro d u c e d  f rom  s t a t e  l a n d ,  i n  l a n d  l e a s e d  o r  s u b j e c t  t o  

l e a s e  u n d e r  t h i s  s e c t i o n .  T h is  a u t h o r i z a t i o n  may p r o v id e  f o r  t h e  

paym en t o f  a  s t o r a g e  f e e  o r  r e n t a l  on t h e  s t o r e d  o i l  o r  g a s ,  o r  i n s t e a d  

o f  t h e  f e e  o r  r e n t a l ,  f o r  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  i n  t h e  

l e a s e  when t h e  s t o r e d  o i l  o r  g a s  i s  p ro d u c e d  i n  c o n j u n c t i o n  w i t h  o i l  o r  

g as n o t  p r e v i o u s l y  p ro d u c e d  i n  p a y in g  q u a n t i t i e s .

( s )  Each o i l  o r  g a s  l e a s e  i s s u e d  by t h e  s t a t e  m us t c o n t a i n  a  p r o v i s i o n  

r e q u i r i n g  t h e  l e s s e e  t o  f u r n i s h  t h e  D epa r tm en t o f  L abo 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  t h e  employment o f  s t a t e  r e s i d e n t s  on t h e  l e a s e d  p r o p e r t y .  The 

c om m is s io n e r  o f  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  t o  im p lem en t t h i s  

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  t h i s  c h a p t e r  i s  v a l i d  u n l e s s  i t  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  t h e  employment o f  q u a l i f i e d  A la sk a  r e s i d e n t s  i n  

a c c o r d a n c e  w i t h  AS 3 8 .4 0 .0 3 0 ,  and  c om p l ie s  i n  a l l  r e s p e c t s  w i t h  t h e  r e q u i r e ­

m en ts  o f  c h .  40 o f  t h i s  t i t l e .
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(p) To p rom o te  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 ,  t h e  c om m is s io n e r  may 

a u t h o r i z e  t h e  s u b s u r f a c e  s t o r a g e  o f  o i l  o r  g a s  w h e th e r  o r  n o t  p ro d u c ed  from

s t a t e  l a n d ,  i n  l a n d  l e a s e d  o r  s u b j e c t  t o  l e a s e  u n d e r  t h i s  s e c t i o n .

T h i s  a u t h o r i z a t i o n  may p r o v i d e  f o r  t h e  payment o f  a  s t o r a g e  f e e  o r  r e n t a l  

on t h e  s t o r e d  o i l  o r  g a s ,  o r ,  i n s t e a d  o f  t h e  f e e  o r  r e n t a l ,  f o r  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  i n  t h e  l e a s e  when t h e  s t o r e d  o i l  o r  g a s  i s  

p ro d u c e d  i n  c o n j u n c t i o n  w i th  o i l  o r  g a s  n o t  p r e v i o u s l y  p ro d u c e d  i n  

p a y in g  q u a n t i t i e s .

(q) Each  o i l  o r  g a s  l e a s e  i s s u e d  by t h e  s t a t e  m ust c o n t a i n  a p r o v i s i o n  

r e q u i r i n g  t h e  l e s s e e  t o  f u r n i s h  t h e  D ep a r tm en t o f  L abo 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  t h e  employment o f  s t a t e  r e s i d e n t s  on  t h e  l e a s e d  p r o p e r t y .  The

com m is s io n e r  o f  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  t o  im p lem en t t h i s  

s u b s e c t i o n .  No l e a s e  i s s u e d  u nd e r  t h i s  c h a p t e r  ^ s v a l i d  u n l e s s  i t  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  t h e  employment o f  q u a l i f i e d  A la sk a  r e s i d e n t s  i n  

a c c o r d a n c e  w i t h  AS 3 8 .4 0 .0 3 0 ,  and com p l ie s  i n  a l l  r e s p e c t s  w i t h  th e  

r e q u i r e m e n t s  o f  c h .  40 o f  t h i s  t i t l e .



( t )  N o tw i t h s t a n d in g  any  o t h e r  p r o v i s i o n  o f  t h i s  s e c t i o n ,  l a n d  w h ich  h a s  

b e en  o f f e r e d  f o r  l e a s e  w i t h i n  t h e  p r e v i o u s  f i v e  y e a r s  b u t  w h ich  r e c e i v e d  

no b i d s  a t  c o m p e t i t i v e  s a l e  may b e ,  a t  t h e  d i s c r e t i o n  o f  t h e  c o m m is s io n e r ,  

im m ed ia t e ly  o f f e r e d  f o r  l e a s e ,  u n d e r  r e g u l a t i o n s  a d o p te d  by  h im , upon 

t e rm s  a p p e a r i n g  m ost a d v a n ta g e o u s  t o  t h e  s t a t e ,  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 .  The com m is s io n e r  s h a l l  u s 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 di

upon s u c h  f o rm u la e  a s  h e  d e t e rm in e s  t o  b e  i n  t h e  p u b l i c  i n t e r e s t  b u t  n o t  

l e s s  t h a n  12 1 /2  p e r  c e n t  a t  t h e  b e g in n i n g  o f  p r o d u c t i o n  from  t h e  l e a s e  

i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  

u n i t  a r e a  e n com pa ss in g  t h e  l e a s e .  A l e a s e  m us t p r o v i d e  f o r  paymen t to  

t h e  s t a t e  o f  r e n t a l  b u t  n eed  n o t  a d h e r e  t o  t h e  r e n t a l  s c h e d u l e  i n  (k )  o f  

t h i s  s e c t i o n  n o r  t o  t h e  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  i n  ( j )  o f  t h i s  

s e c t i o n .  The l e a s e  t e rm  may n o t  ex ceed  f i v e  y e a r s  e x c e p t  a s  p r o v id e d

( t )  N o tw i th s t a n d in g  any  o t h e r  p r o v i s i o n  o f  t h i s  s e c t i o n ,  l a n d  w h ich  h a s  

b een  o f f e r e d  f o r  l e a s e  w i t h i n  t h e  p r e v i o u s  f i v e  y e a r s  b u t  w h ich  r e c e i v e d  

no b i d s  a t  c o m p e t i t i v e  s a l e  may b e ,  a t  t h e  d i s c r e t i o n  o f  t h e  c om m is s io n e r ,  

im m ed ia te ly  o f f e r e d  f o r  l e a s e ,  u nde r  r e g u l a t i o n s  a d o p te d  by h im , upon 

te rm s  a p p e a r i n g  most a d v a n ta g e o u s  to  t h e  s t a t e ,  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 .  The c om m is s io n e r  s h a l l  u se  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  

upon su ch  fo rm u la e  a s  he d e t e rm in e s  t o  be i n  t h e  p u b l i c  i n t e r e s t  b u t  n o t  

l e s s  t h a n  12 1 /2  p e r  c e n t  a t  th e  b e g in n in g  o f  p r o d u c t i o n  from  t h e  l e a s e  

i n  amount o r  v a l u e  o f  th e  p r o d u c t i o n  removed o r  s o ld  from  t h e  l e a s e  o r  

u n i t  a r e a  e n com pas s in g  t h e  l e a s e .  A l e a s e  m ust p r o v i d e  f o r  payment to  

t h e  s t a t e  o f  r e n t a l  b u t  n eed  n o t  a d h e r e  to  th e  r e n t a l  s c h e d u l e  i n  (k) o f  

t h i s  s e c t i o n  n o r  to  t h e  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  i n  ( j )  o f  t h i s  

s e c t i o n .  The l e a s e  t e rm s  may n o t  ex ceed  f i v e  y e a r s  e x c e p t  a s  p r o v id e d
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*S ec . 2 . AS 3 8 .0 5 .1 3 5 (b )  i s  r e p e a l e d  and  r e - e . i a c t e d  t o  r e a d :

(b) When m in e r a l s  a r e  t o  be  l e a s e d ,  i n  a d d i t i o n  t o  any  o t h e r  

n o t i c e  g i v e n ,  n o t i c e  m u s t  a l s o  b e  g iv e n  a s  p r o v i d e d  i n  s e c s .  305 and  

345 o f  t h i s  c h a p t e r .

*S ec . 3. AS 3 8 .0 5 .1 4 0 ( c )  i s  amended t o  r e a d :

(c) No p e r s o n  may t a k e  o r  h o ld  a t  one t im e  p h o s p h a te  l e a s e s  on 

s t a t e  l a n d s  e x c e e d in g  t h e  a g g r e g a t e  10 ,240 a c r e s .  No p e r s o n  may t a k e  o r  

h o ld  sod ium  l e a s e s  o r  p e rm i t s  f o r  up t o  15 ,360 a c r e s .  No p e r s o n  may t a k e  

o r  h o l d  a t  any one  t im e  o i l  o r  g a s  l e a s e s  e x c e e d in g  i n  t h e  a g g r e g a t e

200 ,000  (500 ,000) a c r e s  g r a n t e d  on t i d e  and submerged l a n d s ,  and 400 ,000  

a c r e s  on  a l l  l a n d  (LANDS) o t h e r  th a n  t i d e  and  submerged l a n d  (LANDS), 

i n c l u d i n g  l e a s e s  h e l d  b o t h  a s  l e s s e e  and  u n d e r  o p t i o n  o r  o p e r a t i n g  a g r e e ­

men t from  o t h e r s .  A p e r s o n  h a s  f iv a _ y .£ a r s  from t h e  e f f e c t i v e  d a t e  o f

t h i s  A c t t o  con fo rm  t o  tfrh 2 0 0 ,0 0 0 -a c r e -< ip la n d  l i m i t a t i o n .  Where more t h a n  

a  s i n g l e  p e r s o n  h o ld s  an i n t e r e s t  i n  an o i l  o r  g as l e a s e ,  e a c h  p e r s o n  

s h a l l  b e  c h a rg e d  o n ly  w i t h  t h a t  p e r c e n t a g e  o f  t h e  t o t a l  a c r e a g e  wh ich  

c o r r e s p o n d s  t o  i t s  p e r c e n t a g e  s h a r e  o f  t h e  t o t a l  b e n e f i c i a l  i n t e r e s t  i n  

t h e  l e a s e .

*S e c .  4 . AS 3 8 .0 5 .1 4 5 (b )  i s  r e p e a l e d .
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(b) When m in e r a l s  a r e  t o  b e  l e a s e d ,  i n  a d d i t i o n  t o  any o t h e r  

n o t i c e  g i v e n ,  n o t i c e  m ust a l s o  be g iv e n  a s  p r o v id e d  i n  s e c s .  305 and 

345 o f  t h i s  c h a p t e r .

*S ec . 3 . AS 3 8 .0 5 .1 4 0 ( c )  i s  amended t o  r e a d :

(c) No p e r s o n  may t a k e  o r  h o ld  a t  on e  t im e  p h o s p h a te  l e a s e s  on 

s t a t e  l a n d s  e x c e e d in g  t h e  a g g r e g a t e  10 ,240  a c r e s .  No p e r s o n  may t a k e  o r  

h o lu  sod ium  l e a s e s  on s t a t e  l a n d s ,  e x c e e d in g  i n  t h e  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  t h e  c om m is s io n e r  may, where i t  i s  n e c e s s a r y  i n  

o r d e r  t o  s e c u r e  t h e  econom ic m in in g  o f  sodium  compounds, p e rm i t  a p e r s o n  

t o  t a k e  o r  h o ld  sod ium  . le a s e s  o r  p e rm i t s  f o r  up t o  15 ,360 a c r e s .  No 

p e r s o n  may t a k e  o r  h o ld  a t  any  one t im e  o i l  o r  g a s  l e a s e s  e x c e e d in g  i n  

t h e  a g g r e g a t e  500 ,000 a c r e s  g r a n t e d  on t i d e  and submerged l a n d s ,  and

400 ,000 a c r e s ,  on a l l  l a n d  (LANDS) o t h e r  t h a n  t i d e  and submerged l a n d

5S)-> i n c l u d i n g  l e a s e s  h e ld  b o th  a s  l e s s e e  and u n d e r  o p t i o n  o r  

o p e r a t i n g  a g r e em en t  from o t h e r s .  Where more th a n  a s i n g l e  p e r s o n  h o ld s  

an i n t e r e s t  i n  an o i l  o r  g a s  l e a s e ,  e a ch  p e r s o n  s h a l l  be c h a r g e d  o n ly  w i th  

t h a t  p e r c e n t a g e  o f  t h e  t o t a l  a c r e a g e  wh ich  c o r r e s p o n d s  t o  i t s  p e r c e n t a g e  

s h a r e  o f  t h e  t o t a l  b e n e f i c i a l  i n t e r e s t  i n  t h e  l e a s e .

*Sec . 4 .  AS 3 8 .0 5 .1 4 5 (b )  i s  r e p e a l e d .

*Sec. 2. AS 38.05.135(b) is repealed and re-enacted to read:



(u) The commissioner may, by regulation, restrict joint bidding 

by major or multi-national oil and gas companies to encourage competition.

(v) The State has the right to purchase not more than 16 2/3 per cent 

of the volume of oil and up to 100 per cent of the volume of gas produced 

from a lease issued in accordance with this section, at the regulated price, 

or, if no regulated price applies, at the fair market value at the point 

of sale, except that any oil or gas obtained by the state as royalty or 

net profits shall be credited against the amount that may be purchased 

under this subsection. Oil and gas purchased under this section may be 

used by the state in the same manner as it uses its royalty oil and gas.

(w) A lessee or permittee conducting any exploration for, or develop­

ment or production of, oil or gas on state land shall provide the commis­

sioner access to all data obtained from that activity and shall provide 

copies of specific data, as the commissioner may request.
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(delete)

(r) The commissioner may reserve the right to purchase not more than 

16 2/3 per cent of the volume of oil and gas produced from a lease issued 

in accordance with this section, at the regulated price, or, if rio r a -  

egulated price applies, at the fair market value at the point of sale, 

except that any oil or gas obtained by the state as royalty or net profits 

shall be credited against the amount that may be purchased under this sub­

section. Oil and gas purchased under this section may be used by the 

state in the same manner as it uses its royalt” oil and gas.

(s) A lessee or permittee conducting any exploration for, or develop­

ment or production of, oil or gas on state leases shall provide the comm­

issioner access to all noninterpretive data obtained from that cictivity 

and shall provide copies of specific noninterpretive data, as the commis­

sioner may request. Such data shall be held confidential by the com­

missioner upon request of the lessee or permittee as provided in 

AS 38.05.035. The commissioner shall, by regulation, establish proce­

dures for each office where such data is filed governing access to and

the safekeeping of the data.
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How to Bid for Offshore Rights

Several systems have been proposed to replace the present 
"bonus-bid” method of assigning leases on offshore oil pros­
pects to developers. Of these, Professor John W. Dcvnnncy 
III of M.I.T. opts for "percentage-of-excess-profits" bids (s e e  
p . 42). Other proposed arrangements include work obliga­
tion permits and various forms of royalty bid.iing.

The Work Obligation Permit Plan
Under the work obligation permit plan, developers would 
submit exploratory and provisional drilling plans for a given 
tract. The government would choose the developer with the 
most aggressive, best-considered plan, and the developer 
would then be responsible for agreed-upon amounts of royal­
ties and/or lease rentals. Under this system, used currently by 
the Norwegians and the British in the North Sea, the great 
bulk of any economic rent would be transferred to the de­
veloper, and a portion of this rent would be returned to the 
public in the form of corporate income taxes. Of the possible 
methods reviewed here, this is cleatly the most favorable to 
the developer.
Administering this method to maximize national income 

depends on the skill and honesty of administrators. There arc 
temptations for prospective developers to submit work plans 
which represent ovcr-dcvclopmcnt of the resource so they 
will be judged the most aggressive, and administrators will 
have to be wise cnoug.i to recognize such over-development 
and refuse it. The decisions to be made in choosing the 
"best" work plan arc necessarily judgemental, and they are 
an open invitation to the influence of special interests and 
even to corruption.
But beyond the possibilities of incompctcncy or corruption 

which may result in loss of national income is the basic fact 
that most of the economic rent goes to the developer. Profes­
sor Dcvnnncy concludes that work obligation permitting is 
clearly not desirable, from a nondeveloper point of view. In­
deed, as soon as it became clear that economic rent was as­
sociated with North Sea oil, the British and Norwegians 
moved away from this practice.

Royalty Bidding
Royalty bidding involves competitive bidding on a share of 
the actual gross revenues —  generally a percentage of market 
value —  associated with the resource. This method has long 
been used in state sales of rights, and the federal government 
experimented with it in the Gulf of Mexico in 1974.
Compared with bonus bidding, royalty bidding transfers 

some of the risk prior to exploratory drilling from the de­
veloper to the public. This helps maintain competition 
among bidders, for large amounts of up-front capital arc not 
necessary, and the need for large bidding combines disap­
pears.
However, there arc other problems. While the method 

could theoretically give most of the revenues from offshore 
oil to the public, it could also reduce the total si/e of the 
offshore oil pie. This is because the royalty bid, unlike the 
bonus bid, affects the developer’s marginal expenses. For in­
stance, if a developer overestimates production from a cer­
tain tract, lie v ill freeze himself into a royalty bid that makes 
it unprofitable for hint to develop the smaller, and thus more 
expensive, oil find that is actually made. He will refuse to de­
velop it, and the national income will suffer. This risk may 
especially affect secondary and tertiary production from a

tract; such oil will be more expensive than primary oil but 
still less costly than foreign crude.
Proponents of royalty bidding offer two possible resolu­

tions of this dilemma —  re-leasing and renegotiation. The 
former proposes that if a developer decides not to producc^a 
tract he must turn it back to the government, with all equip­
ment intact, and the government may lease the tract anew, 
presumably to a different developer at a lower royalty. This 
would discourage expensive techniques to enhance oil recov­
ery, because the original leaseholder may choose merely to 
take out the flush production before releasing a tract back to 
the government. This will be rostly to the public, since proc­
esses for secondary and tertiary recovery of oil must begin 
early in a field’s life to be most effective. There is also the 
possibility of excessive administrative costs associated with 
the negotiations necessary for re-leasing.
Advocates of renegotiation propose that if a developer 

feels he cannot develop a field at his bid royalty, he should be 
able to present ! is evidence to the regulatory body which 
should be empowered to grant him a decrease if it finds his 
presentation viable. The obvious problems here are in the 
regulatory body’s verification of the developer’s data. The 
capital-intcnsiveness of offshore oil makes any estimate ex­
tremely sensitive to the cost of capital, and that information 
fs often confidential.
Other potential problems introduced by renegotiation in­

clude temptations for developers to “goldplate” a project 
since additional expenses could come off the royalty —  i.e., 
out of the public’s pocket. A developer might deliberately bid 
high initially in order to obtain a tract, anticipating that he 
will renegotiate later; and he might go through a whole scries 
of renegotiations as his costs for enhanced recovery tech­
niques begin to appear.
Some have suggested a compromise between bonus bid­

ding and royalty bidding, in which developers would enter a 
“high” fixed royalty plus a bonus bid of up-front payments. 
This would decrease the size of bonus bids and aid competi­
tion, say its advocates. Unfortunately, this presents the same 
can of worms as straight royalty bidding.

Installment bonus bidding has also been suggested. This 
means a developer would pay his bonus in three installments 
—  immediately, after three years, and after five years. He 
could surrender the lease before the Inst two payments if 
things failed to work out. But this presents the same pie- 
reducing problems as royalty bidding; if a developer origi­
nally bid $600 million and after exploratory drilling found 
oil worth only $350 million, he would abandon the tract 
rather than pay the final installments even though national 
income would be increased by $350 million if '.he find were 
developed.
There arc advantages, however, in installment bonus bid­

ding. There is an automatic re-leasing provision, which could 
assure that tracts were re-opened for development; and the 
marginal costs of the oil are not affected, which means that 
the developer has incentives to invest early in enhanced re­
covery.

However, the massive amounts of up-front mo.icy in­
volved in even a one-third installment payment of a bonus 
bid will probably still frighten away many bidders. And 
many bidders would increase their total bonus bids consider* 
ably, knowing that they could thus avoid paying additional 
installments.
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ALBERTA, CANADA
Exploratory Drilling Incentive System

A report from Alberta Energy and 
Natural Resources stales the exploratory 
drilling incentive principles adopted for 
wells spudded between Jan. 1,1978 and 
March 31, 1981 were announced by the 
government last fall and will be defined 
in detail in the Exploratory Drilling Incen­
tive Regulation, 1978 when it is issued in 
the near future.

This regulation, however, may not be 
available to industry prior to the com­
mencement of the drilling activity it af­
fects. Accordingly, the essential details 
respecting the forthcoming program are 
described herewith.

The department expects that the prin­
ciples and details outlined here will be 
incorporated, without a change in mean­

ing, into the 1978 Regulation. If, however, 
such a change does occur, the 1978 
Regulation would, of course, take prec­
edence. •

(1) Commencement Date ot the Forth­
coming Piogram

As previously indicated, an incentive 
exploratory well in good standing will be

DRILLING CREDIT AREAS <)
BOUNDARY OF FOOTHILLS DRILLING CREDIT Al EA
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subject to the 1978 Regulation if it com­
mences drilling on or after Jan. 1, 1978. 
This provision will not be affected if the 
licensing or certification date is before 
1978.

(2) Drilling Credit Arjas
Figure 1 shows the drilling credit areas 

as they will be defined under the 1978

Regulation. The Plains and Foothills 
Areas have not been changed. The sub­
sisting Northern Area, however has been 
divided into the new Central and North­
ern Areas shown by the illustration. The 
boundary between the two new areas 
was defined by the Department on the 
basis of well cost data and topographic 
and access considerations.

Figure 2 is provided for the conveni­
ence of industry to depict the '.regular 
eastern boundary of the Foothi’is Are.v A 
similar map was issued by the Boaro in 
1974.

(3) Drilling Credit Schedules
Drilling credits under the 1978 Regula­

tion will be determined from Schedules F

SCHEDULE F
Applicable to the Class A Interval of an Incentive Exploratory

Well that Commences Drilling on or after January 1, 1978

The Class A interval of an incentive exploratory well that com ­
mences drilling on or after January 1, 1978 shall bo determined 
by the Board as the interval below the depth of 2,000 feet that

(i) has not been duplicated by a drilled and abandoned well 
within one and one-half miles.

(ii) occurs moro than 500 foot below the base of the deepest 
accumulation of crude oil or natural gas that in the opinion 
of the Board has been ponetrated by another well within 
threo miles, and

(IS) occurs immediately below tho base of the member or for- 
malion containing the deepest oil sands deposit that in (ho 
opinion of the Board may undorlie tho location of tho said 
Incentive exploratory well.

Whero neither (ii) nor (iii) above applies, t 1 Class A interval 
shall be determined from the depth of 2,0u0 feet to the total 
depth of ttie said inconlivo exploratory well.

Basis (or Crodlt, 
Basis lor Crodil Basis lor Credit Northern and

Plains Area_______ Central Area_______ Foothills Areas
Cumula- Incro- Curnula- Incro- Cumula- Incro-

Depth.
Fool

llvo
Dollars

manial
I/Foot

live
Dollars

muntal
5/Fool

tivo
Dollars

manlat
J/Foot

2,000 0 20 0 30 0 40
3,000 20,000 18 30,000 25 40,000 35
4,000 38,000 18 55,000 25 75,000 40
5,000 50,000 20 80,000 25 115,000 35
6,000 76,000 24 105,000 35 150,000 35
7,000 100,000 30 140,000 40 165,000 50
6,000 130.0CO 40 180,000 50 235,000 65
9,000 170.000 55 230,000 70 300,000 60

10,000 225,0)0 75 300,000 90 380,000 100
11,000 300,000 100 390,000 liO 480,000 120
12,000 400,000 110 500,000 160 600,000 180
13,000 510,000 160 660,000 200 780,000 210
14,000 6 70,(XX) 210 860.000 240 990.000 260
15,000 080,'XX) 280 1,100.000 350 1.250,000 350
16,000 1,160,1)00 340 1,450.000 400 1,600.000 425
17,000 1.500.000 500 1.850.000 550 2,025,000 575
18,000 2,000 000 500 2,400.000 550 2.600.000 575

Figuro 3
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SCHEDULE G

Applicable to tho Class B Interval of an Incentive Exploratory
Well that Commences Drilling on or after January 1, 1978

The Class B interval of an incentive exploratory well that com ­
mences drilling on or alter January 1,1978 shall be determined 
by the Board as the interval below Iho deplh of 2,000 leel that

(i)has boon duplicated by a drilled and abandoned well 
within ono and ono-half miles.

(ii) occurs moro than 500 feel below tho baso of the deepest 
accumulation of crudo oil or natural gas that in tho opinion 
of Iho Board has been penetrated by another woll within 
throe miles, and

(iii) occurs immediately below tho baso of Iho mombor or for­
mation containing the deepest oil sands deposit that in Iho 
opinion ol the Board may underlie Iho location ol the said 
Incentivo oxploralory woll.

Whero neither (ii) nor (iii) above applies, the Class B interval 
shall bo determined from the dopth of 2,000 Icet lo Iho total 
depth of Iho said incentive exploratory well.

Bade lor Crodil 
Ruins Aroa

Basic lot Crodil 
Conlral Aroa

Basis lor Crodil, 
Northern and 
Foothills Areas

Cumula- Incro- Cumula- Incro- Cumula- Incro-
Depth,
Fool

live
Dollars

mental
S/Foot

live
Dollars

mental
$/Fool

live
Dollars

monlol 
SIF oot

2,000 0 15 0 20 0 28
3,000 15,000 14 20,000 20 28,000 29
4,000 29,000 14 40,000 20 57,000 29
5,000 43.000 14 60,000 19 86,000 24
6,000 57,000 18 79,000 26 110,000 30
7,000 75,000 25 105,000 30 140,000 40
8,000 100,000 30 135,000 40 1B0.000 45
9,000 130,000 40 175,000 50 225.000 60

10,000 170,000 55 225,000 05 285,000 75
11,000 225,000 65 290,000 90 360,000 95
12,000 . 290,000 90 380,000 120 455,000 125
13,000 380,000 120 500,000 150 580.000 155
14,000 500,000 160 650,000 100 735.000 190
15.000 660.000 210 830,000 270 925,000 275
16,000 870,000 270 1,100.000 300 1,200,000 310
17.000 1,140,000 360 1,400.000 400 1.510.000 420
18.000 1,500,000 360 1,900,000 400 1,930,000 420

Figure 4 
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and G (Figures 3 and 4). The schedules 
rellecl the government's decision to 
exclude the upper 2,000 feel from Ihe 
(orlhcorning program, and lo increase 
Ihe credils lor qualifying wells deeper 
lhan.aboul 3.500 feel. For wells greater 
than 5,000 (eet in depth, Ihe increase is 
between approximately 25 and 45 per­
cent, the dillerence being justified by the 
Department’s comprehensive well cost 
study. An exception applies to the new 
Northern Area, lor which credit in­
creases at certain depths exceed 45 
percent to correspond with Foothills 
credits.

(4) Royalty Exemptions
(4.1) Eligibility
Crude oil or gas production must 

originate Irom a Class A or Class B inter­
val to qualify lor a royalty exemption. 
Production from any source shallower 
than 2,000 feet will thus not qualify lor 
royally exemption under Ihe 1978 Regu­
lation. An exception lo Ihe loregoing ex­
clusion is lound under the following cir­
cumstances: II convenlional crude oil is 
produced Irom a source ’.hallower than

2,000 leet in the new Northern Area, and 
i( the 2,000-fool interval would have qual­
ified as Class A or Class B lootage pur­
suant lo the 1574 Regulations, Ihe crude 
oil production will be eligible for the nor­
mal royalty exemption applicable to 
deeper production.

(4.2) Duration
The royalty exemptions authorized 

under the 1978 Regulation will app'y to 
the initial 60 crude oil-producing months 
or the initial 12 gas-producing months at 
the well, commencing with the first 
month in which the crude oil or gas 
would otherwise be subject to royalty 
payment.

Additional details concerning these 
and other principles relating to the lorth- 
coming program wili be spccilied in the 
197b Regulation. !f any questions arise 
alter the 1978 Regulation is sludied, they 
may be referred to J. R. Pow or F. Phillips 
of the Energy Resources Conservation 
Board, if they pertain lo the certification 
of a well or the determination of its Class 
A or Class B interval, or to C. R. Smith or 
E. Saldanha of the Department, if they 
are concerned with establishing credit or 
granting royally exemption. □

.I
imii ..

i ! u! '. 

MMi:

AGO 546917



Four Articles from Mineral Leasing as an Instrument 

of Public Policy, British Columbia Institute for 

Economic Policy Analysis, 1977j

1. Gregg K. Erickson, "Work Commitment Bidding"

2. Dale R. Jordan, "Petroleum Leasing in British Columbia"

3. Walter J. Mead, "Cash Bonus Bidding for Mineral Resources"

4. /rlon R. Tussing, "The Role of Public Enterprise"
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Work Commitment Bidding
GREGG K. ERICKSON

One result o f  the growing concern in the United States over energy matters 
has been an increased attention to public policies governing the 
development o f Outer Continental Shelf (OCS) oil and gas resources. The 
institutional structure under which all such development has thus far taken 
place was established in 1953 by the Outer Continental Shelf Lands A c t .1 
This unamended statute provides the Secretary o f  the Interior with authority 
lo  sell oil and gas leases to the public on the basis o f cash or royally bids 
offered at scaled bid auctions.

The practice o f  the United States government since the first such sale in 
1954 has been to offer relatively small quantities o f offshore acreage on an 
irregular basis, soliciting always cash rather than royalty rate bids. In recent 
years, the rate at which acreage has moved to market has been accelerating. 
However, the average per acre bonus received by the government has also 
increased, partially reflecting worldwide supply conditions. The fact that 
bids arc received in scaled envelopes has resulted in the winning bid being 
two, three, or several times the amount o f the next highest bid.

Among criticisms o f present policy is the' assertion that this method o f 
lease allocation diverts undesirably large amounts o f J.on t-end money into 
the coffers o f the government landowner, money that could, would, and 
should otherwise be used for development o f  the resource itself.1 One 
possible remedy would involve implementation o f the existing statutory 
authority to substitute royalty rate bids, with fixed and presumably low 
cash bonuses. The problems created by royalty bidding, principally the 
premature shutdown effect and the potential for speculator induced 
misallocalion o f leases, have been well discussed in the literature. More 
importantly, they are well understood by persons influencing both public 
and private mineral resource management policies.’

An alternative proposed remedy to this same perceived problem is less 
well understood. Based in part on the method o f  lease allocation used in the 
offshore areas o f  the United Kingdom , it would allocate exploitation rights 
to the firm that would commit itsqlf to spending the greatest sum in 
developing the resource. Scaled bids would be solicited as under the present 
system, but instead o f cash the bid variable would be the work commitment. 
Proponents o f this system claim that it will divert money the government
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62 Gregg K . Erickson

landowner would otherwise receive via bonuses into exploration and 
development expenditures.* These additional increments o f  expenditure, it is 
further suggested, will increase future production to such an extent that the 
government landowner will be able to recoup the foregone bonus income in 
the form o f  the consequentially increased royalty and tax revenue. Ancillary 
benefits in the form o f employment, resource self-sufficiency, and improved 
trade balances are also sometimes claimed or alluded to.

T o  an economist these arguments may not seem too  persuasive. 
Nevertheless, no one appears to have devoted much effort to analyzing the 
economic implications o f  such a system, and certainly not .in a form that 
would be comprehensive to the noncconomist policy maker.5 This is 
unfortunate not only because o f the substantial public and private interests 
involved; the system has significant implications for minerals other than 
petroleum and in places other than the United States OCS . The purpose 
here is to provide such an analysis.

EVALUATION OF WORK COMMITMENT BIDDING

In evaluating something new the first step is usually to establish a 
standard against which it can be measured. In this context, the system o f 
competitive cash bidding has long attracted economists concerned with the 
problem o f natural resource allocation, not only as an ideal against which 
the performance o f other systems might be measured, but as a practical and 
proven technique for bringing resources into productive employment.

Under an idealized competitive cash bidding arrangement, bidders 
determine the amount they can afford to offer for a mineral lease by a very 
simple process: they subtract their expected costs o f  extraction from their 
cxpeclcd icvenucs. The resulting residual is the maximum the prospective 
bidder can offer for the tract without buying himself an expected loss. 
Competition, o f course, implies that multiple firms will be preparing bids 
on each tract.

Assuming no uncertainty about the amount o f oil to be found or the price 
that oil will eventually bring, and disregarding the time value o f money, the 
firm with the lowest expected costs o f  extraction will be capable o f 
submitting the highest, and thus the winning, bid. This is good from  society’s 
standpoint, since it means that the resource will be developed with the 
minimum expenditure o f scarce goods and services. The resource’s contribu­
tion to economic welfare will be greater than it would have been had the tract 
been awarded to any o f the other, less efficient bidders.

Under a work commitment system each prospective bidder will be 
asking himself: What is the maximum amount I can promise to spend on the 
development o f this tract and stiil expect to break even? Since any cash bonus
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Work Commitment Bidding 63

that would have been offered to acquire a tract under the traditional system is 
no longer necessary, the amount o f  that bonus may clearly be diverted to the 
work commitment without raising costs beyond thebrcakeven point. What is 
not quite so obvious, however, is that the amount a bidder will promise to 
spend under the commitment system will exceed the sum o f  the cash bonus 
and the amount that he would have allocated to development o f  the tract 
under the cash bom's system.

This follows from the fact that any additional increment o f  expenditure 
can almost always be spent in way that will bring about some increase in 
output from the tract and a corresponding increase in revenue.

This is most easily demonstrated with a numerical example. Let us 
assume that a prospective bidder, in determining how much o f  a cash bonus 
he can offer for an oil and gas lease on a hypothetical tract A , has calculated 
the relationship between expenditures on development o f  the tract and 
expected production , and that the results oi his calculations appear as 
plotted in Figure 1.

The vertical axis in this graph (and those that follow ) measures dollars 
expended in the tract’s development, dollars that we assume will be spent 
for construction o f a platform and the .drilling from it o f wells. The 
horizontal scale measures the output that results from that expenditure, 
denominated in millions o f barrels o f oil. The relationship between those 
barrels o f output and the revenue they bring their producer (at an assumed 
price o f  $10 per barrel) is shown, through appropriate choice o f  scales, by 
the dashed 45° straight line running upward to the right. By this means, the 
vertical scale can be used to show the valuc o f  output as well as the cost o f 
production.

In Figure 1, the point closest to the origin indicates that with one 
platform and one well this operator would expend $6 million (vertical scale) 
producing an output o f 550,000 barrels o f  oil, worth S5.5 million 
(determined by the intersection o f the 45“ line with a line drawn vertically 
from .55 million barrels). Moving upward and to the right, each subsequent 
point reflects scriatum the increases in expenditures and output resulting 
from the drilling o f  additional wells.

The general shape o f the curve defined by these points is characteristic o f 
situations where one major input to the productive process (in this case 
land) is held constant, while other inputs (in this case wells) are varied. The 
output curve originates at the lower left hand corner, but it rises vertically at 
first because the initial input o f investment is unproductive: a platform and 
oil well costs a certain amount, and an expenditure o f anything less than 
that threshold amount produces no oil. The cost o f  subsequent wells is 
assumed to be SI million, no matter how many wells arc drilled, creating a 
curve that looks like a staircase where each increment o f  cost (representing a 
new well) creates a new step. The fact that the staircase steepens as we move
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Work Commitment Bidding 65

lo  the right is a reflection o f the diminishing returns, in terms o f  oil 
produced, to each additional well drilled into the fixed geographic area 
encompassed by the lease.

Naturally the prospective bidder will be looking for the point on this 
output curve that puts his costs as far below the 45° line (his output-rcvcnue 
function) as possible. As shown in Figure 1, the maximum cash bid this 
operator could afford to make on tract A  (and still expect to break even) is 
S3 million, which— if he is the winner— would require him to drill three 
wells.

Consider now the situation this bidder would face were a work 
commitment bidding system adopted. The question that now confronts 
him is: How much can 1 spend (or how many wells can 1 drill) on tract A  
and still break even? The answer is clearly $14 million (representing nine 
wells), indicated on the right side o f Figure 2 by the output curve for tract 
A .

If he bidder wins tract A under a work commitment system, his oil 
output will be 1.4 million barrels (Figure 2) as compared to the 1.1 million 
barrels (rigure 1) that lie would have produced had he won the tract in a cash 
bonus sale.

If the success o f a mineral resource management policy is measured by 
the physical quantities o f the mineral educed from the earth, the work 
commitment bidding is clearly superior. A  resource’s contribution to 
economic welfare, however, is not its total output (whether measured in ' 
dollars or physical quantities) but is the residual left over when the costs o f 
all inputs to the productive process (other than the resource itself) arc 
subtracted from the value o f the outputs. In the case o f tract A this residual 
is maximized at S3 million, when the value o f  the inputs is $8 million. As the 
input expenditure is increased above this optimum point, the residual— the 
resource’s potential contribution to economic welfare— is gradually 
dissipated until, at the point where the value o f inputs reaches $14 million, 
there is no more residual left to be dissipated.

In this particular example, the increase in output that would result from a 
switch to work commitment bidding ($3 million) happens to equal the 
amount o f the residual. This coincides with the fact that the expenditure o f 
each additional SI million above $8 million (three wells) contributes exactly 
$500,000 to revenue. If the incremental conttibution o f  the fourth and 
succeeding wells were greater, for example $750,000, the slope o f the output 
curve traced by these points would be flatter, as shown by the squares in 
figure 3, and the increase in production from a switch lo commitment 
bidding would be much greater. T o  put it another way, it would lake twice as 
large an increase in expenditure to dissipate the S3 million residual.
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On the other hand, a smaller incremental contribution to output and 
revenue by the fourth and succeeding wells (fo r example, an increase o f  only
5250,000 in revenue for each $1 million well) would trace a steeper curve 
such as the one defined by the circles in Figure 3. The addition to revenue 
would clearly be less than the S3 million residual sacrificed to obtain it, 
which is another way o f  saying that the increase in production would be 
worth less than the bonus bid sacrificed to obtain it.

TRANSFERABILITY OF COMMITMENTS

Clearly the previously discussed simple work commitment bidding system 
results in,more intensive development o f  the tract to which it is applied. 
Clear alscr is the fact that this effect is dependent on the characteristics o f 
the tract to which it is applied, and in particular on the efficiency with which 
the successive increments o f additional expenditures required under the 
commitment can be put to work to increase output.

One way to increase this efficiency is to allow an operator who assumes a 
work commitment in the course o f  acquiring a particular tract to fulfil that 
commitment through expenditures on a different tract.or tracts.

For example, assume that a bidder has acquired both tract A  and tract B 
as shown in Figure 4. If the work commitment assumed in order to acquire a 
tract must be fulfilled on that same tract, then his maximum commitment 
on A (Figure 2) is $14 million; and on B (as indicated in Figure 4 by the 
dashed lines) it is 58 million. Total output from the two tracts will be 2 .2  
million barrels.

T A B L E  1

________________________________ W O R K  C O M M IT M E N T  B ID D IN G __________________________________
___________________O u tp u t p ib l's ) R evenu e  ( $ )  E x p en d itu re  (S )  R e s idua l ( $ )
T ra c t A  1 .4  1 4  1 4  0
T rac t B 0 .8  8_ _ 8 _  £

2.2 22 22 0 

N o te : A ll fig u res  in  m illio n s

If the operator is allowed to bid on the two tracts jointly or is otherwise 
permitted to shift a commitment made to acquire one to the other, then nis 
total work commitment will rise to 524 million, with a corresponding 
incrcascin output. As shown in F igurc4 , this is possible by operating tract A  
at the point on the output curve which produces the greatest residual and by 
Iransfcring that residual, as an internal subsidy, to tract B, where, as 
indicated by the flatter slope o f  the output curve, it can be utilized more 
efficiently. The numbers arc summarized in Table 2.
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T A B L E  2

W O R K  C O M M IT M E N T  B ID D IN G  
( In te rn a l Sub s id y  A llo w e d )

O u tp u t (b b l's ) R e v en u e  (S )  E x p en d itu re  (S )  R e s id u a l (S )
T ra c t A 1.1 11 8 3
T ra c t B 1 .3 1 3 16 ( 3 )

2 .4 2 4 2 4 0

N o te : A l l figu res in m illio n s

E X T E N T  O F  D E V E L O P M E N T

In the above examples work commitment bidding has been shown to 
result in a more intensive development o f tracts than would be obtained 
under cash bidding arrangements. If commitment transfers arc permitted 
among tracts, such a system will also bring about more extensive 
development.

Consider the output curve o f  tract C  in Figure 5 . Tract C  is clearly 
something o f a “ dog ,”  because there is no point at which the output 
function crosses the 45° “ breakeven”  line. Under cash bidding, tract C  
would elicit no interest at all; even if given away free, it would not be 
developed.

Under a work commitment system, however, tract C  may very well be 
acquired and drilled. Assume that a firm has already acquired tracts A  and 
B as a package with a work commitment o f $24 million and that neither 
tract has yet been drilled. The firm is now offered tract C . How  much o f a 
work commitment can the firm offer for it?

The firm had previously planned to use the S3 million residual generated 
on tract A to internally subsidize Iract B . If tract C  is added to the 
inventory, the firm could apply to C  $1.5 million o f the internal subsidy that 
would have otherwise gone to tract B and thereby make the development o f 
tract C  a feasible proposition. The calculation is shown in Table 3.

T A B L E  3

W O R K  C O M M IT M E N T  B ID D IN G  
_________________________ ( In te rn a l S u b s id y  A llow e d )__________________________________
_____ O n u n it (h i) E s ) _____________________R e ven u e  (S )  E x p e n d itu re  ($  ) _____R es id u a l ( $ )
T ra c t A 1 .10  1 1 .0  8 .0  3 .0
T ra c t  B  1 .05  10 .S  1 2 .0  ( 1 . 5 )
T ra c t C  0 .7 5  7 .5  9 .0  ( 1 . 5 )

2 .9 0  2 9 .0  2 9 .0  0

N o te : A ll figu res in m illio n s
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Development of-the three-tract package under the work commitment 
system will be feasible'with a total expenditure o f  $29 million. Since he has 
already been committed to spending $24 million o f  this, in the course o f 
acquiring tracts A  and B , the maximum commitment bid this operator can 
afford to make on tract C  is $5 million.

Besides illustrating the mechanism through which commitment bidding 
induces more extensive resource development, the tract C  example also 
indicates how the system (with internal subsidies allowed) may work to the 
advantage o f  the firms that can acquire the most tracts. Theoretically, a 
newcomer with no existing inventory o f tracts would be unable to make any 
commitment bid on tract C . . -

A  way . o f  evadiiig this problem would be to make'the commitments 
^transferable. This would ailow operator .Jones to legally assume the 
obligations to which operator Smith has committed himself in. the course o f 
acquiring tracts from the government. Presumably, operator Smith would 
.pay.Jones for the favour. , •

The prospective bidders in these examples have been endowed with the 
ability to foresee accurately and precisely the output curve associated with 
every tract. In practice this is not the case..If there is any characteristic that 
sets the exploration phase o f  the^pctroleum and mineral industries apart 
from other businesses, it is the everyday uncertainty with' which its 
participants must learn to cope. It is perfectly possible, for example, that 
Smith might acquire tract C  with a work commitment bid o f $14 million An 
the mistaken belief that its output curve is that o f tract A . After building a 
platform and drilling the first four wells, the true shape o f  the curve— and 
the firm’s predicament— would reveal itself. The required $14 million 
expenditure applied to tract C  would leave Smith with a net loss o f about $4 
million. If he could somehow shed $5 million o f  the $14 million 
commitment, Smith would be able to operate the tract with only four wells 
already drilled and thereby cut his losses to (he more acceptable level o f  $1.5 
million. Smith would be willing to pay up to $2.5 million in cash to unload 
the $6 million obligation, since that is the amount o f his maximum  
additional loss if he can't get rid o f it.

Any other operator who is facing or expects to face an output curve with 
a flatter slope than that faced by Smith will be able to make a mutually 
beneficial deal with him , since, for the other party, an additional 
expenditure o f $5 million will bring in more than the maximum $2.5 million 
that Smith will be willing to pay.

Besides putting the small firm in a better position to compete and 
mitigating the problems o f uncertainty for all firms, large and small, a 
system which allowed the free exchange o f work commitments would have 
the further and more important advantage o f maximizing the overall
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■efficiency with which work commitments are utilized. T o  the extent to 
which such a market was effective in bringing pote'ntiV! commitment 
offerers together with potential commitment, takers, it would ensure that 
everyone would be operating at a point :wher£ a small increase in 
expenditure by one operator'would produce no more and no less additional 
revenue than would .the same increase applied to any other operator.'

A  minor but interesting benefit o f  a market in commitments would be the 
information it would provide concerning the efficiency with which the work 
commitment system is eliciting additional output.

This can be understood by applying the concept o f .the output curve 
(hitherto used in relation to individual tracts) to the entire universe o f tracts 
being offered under the commitment bidding system. By combining all.such 
tracts and treating them as a single entity, an overall output curve similar to 
Figure 6 can be drawn. Just as in the case o f an individual tract, the point 
where the curve dips farthest below the 45° breakeven line will be the 
optimum operating point, the point which results in the resource’s largest 
contribution to economic welfare. The distance between the breakeven line 
and the output curve at that point is the measure o f that contribution, and it 
is cquahto the income that would come to the government landowner were a 
competitive bidding' system utilized. It is this residual— the difference 
between /otal revenues and total costs— that, the public will be sacrificing to 

t J' subsidize output.
The efficiency with which the subsidy provided by the work commitment 

system works to increase output will be a function o f the output curve’s 
' shape to ’ the right o f the point where bonus income would be maximized.

Three hypothetical configurations for this part o f  the curve arc shown, and 
the difference this shape makes to the level o f a .Jitional output educed by. 
the sacrifice o f the residtjal can be seen. The significance o f the price at 
which commitments change liar is  will be determined by the slope o f  the 
output curve at the point where it intersects the 45° breakeven line. Curves 
Y and Z both cross at an angle which indicates that, at that point, $1 u» 
expenditure produces SO.50 worth o f additional output. In cither situation 
the market price for assumption o f a SI million commitment would be 

• S500.000. Curve X , however, crosses th ’me at a steeper si *pe (as shown in
the inset), indicating that SI o f expenditure will produce 0 .3 3  vorth o f 
additional output. If curve Z  accurately repres Us the ovcra'1 output curve, 
the market price for the assumption o f a SI million work i utincnt will 
be about S333.000.

From a policy standpoint these numbers, whatever they may be, have 
considerable significance since they can be used to compare the efficiency o f 
the work commitment system in eliciting additional output with whatever 
other alternative policies may be available. For example, if the market for
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T o  simplify the discussion of"the work commitment system, the time 
dimension o f  both expenditures and income has thus far been ignored. 
Since a dollar in hand today is worth more than the promise o f  a dollar 
tomorrow , it has been assumed that all bidders have used a discounting 
mechanism to take account o f the time value o f  money. Thus, they would 
reduce all amounts o f  both expenditure and income streams to their 
present value, that is, the lump sum that the bidder would be willing to receive 
or give in exchange for the specified income or expenditure stream.

If  a work commitment system is to be implemented, it will be necessary to 
take careful account o f the fact that a coi..mitmcnt fulfilled in the next year 
will have a very different impact on output from one o f  the same amount, 
fulfilled ten years hence.

If the public is going to give up its bonus income to subsidize output, the 
time when that subsidy takes effect will presumably make some difference. 
O f course, some arbitrary time limit could be established for the fulfilment 
o f commitments exactly as the United States government sets the five-year 
term on the OCS oil and gas leases it sells. If free exchanges o f 
commitments arc allowed, anyone who wished to distribute expenditures 
over a time frame incompatible with his commitments could simply enter 
the market and adjust his inventory o f commitments accordingly.

Another way o f handling the problem would be simply to apply some 
appropriate interest rate to every commitment assumed and specify that the 
amount o f expenditure required under that commitment must increase by 
the amount o f the compound interest accumulated in the period between the 
assumption o f  the commitment and its fulfilment.

C O N C L U S IO N

The adoption o f a work commitment bidding system implies a judgment 
that existing institutions for private exploitation o f public resources result in 
a suboptimal rate o f  resource development.

Any argument for the adoption o f such a system must first establish that 
this is in fact the case. Secondly, it must prove that the work commitment 
approach is the least costly method o f achieving the desired higher rate o f 
exploitation '
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In comparing various alternative ways o f achieving higher output against 
the work commitment system, some important features o f  that system arc 
certain to stand out. First, and probably most significant, is the simple fact 
that the work commitment system results in a subsidy. As such, the criteria 
for its evaluation should be no less stringent than those applied to a direct 
appropriation o f public funds or a tax concession adopted for the same 
purpose.

Secondly, the cost o f  the subsidy conferred under the work commitment 
approach is impossible to determine a priori and difficult o f determination 
after the fact. If there exists a “ right”  level o f  subsidy it will be mostly a 
matter o f luck if the foregone public revenue happens to equal that amount. 
For similar reasons, the benefits o f  the subsidy in terms o f the total increase in 
output, development, or whatever, arc not amenable to accurate quantifica­
tion. As a consequence, it is doubly difficult to evaluate the system’s relative 
efficiency.

Finally, a properly designed work commitment system allocates the 
uncertain amount o f  the subsidy in a fashion that tends to squeeze the 
maximum additional output from cvciy dollar o f  subsidy. It docs this more 
or less automatically. This characteristic means that the transfer o f 
resources occasioned by the subsidy needs no affirmative action on the part 
o f policy makers—-as does a direct appropriation o f public funds— in order 
to be continued. This fact, however, combined with the intrinsic uncertainty 
concerning the subsidy’s magnitude makes it easier for vested interests to 
perpetuate such a subsidy long after any real justification for it has passed. /

Notes

*• U.S. Sluimes at l-arge, v o l. 6 7 , p .3-15. P u b lic  I.aw  2 1 2 (A ugust 7 , 1953 ).
2- F o r  ait e xp os it ion  o f  the c o n ven t io n a l in d u s try  w isdom  on  th is p o in t , see “ T e rm s  fo r  

N o rth  Sea O i l , ”  in  Petroleum Press Service AO (1 9 7 3 ) :  122 -24 .
In  recent te s tim ony  b e fo re  the Senate In t e r io r  C om m itte e , in du stry  rep resen tatives were 
unan im ous in  th e ir o p p o s it io n  to  r o y a lt y  ra te  b id d in g . Outer Continental Sh e lf Oil and 
Gu\ Developments, Hearings lie/ore the Subcommittee on Minerals, Materials, and l-'uels 
o f  the Committee on In terio r and Insu lar A ffa irs  (U n ite d  S ta tes Sena te , 9 3 rd  C ong ress , 
Second Sess ion : M ay  6 ,7 ,8 ,1 0 ,1 9 7 4 ) .
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A rg um en ts  f o r  the w o rk  com m itm ent system  a rc  expounded  in d e ta il in I .  W h ite , D .  Kash  
et a l . ,  North Sea Oil and Gas: Implications f o r  Fu tu re United States Development 
(N o rm a n : U n ive rs ity  o f  O k la h om a  P re ss , 1 973 ).
K en n e th  D am  has touched  on  som e o f  these m a tte rs , h ow eve r, in " O i l  and  G as L icensing 
in  the  N o rth  Sea ” ,Jou rna l o f  Law  and Economics 8 (O c to b e r 1965 ) and  " P r ic in g  o f  N o rth  
S ea  G a s  in B r ita in ,”  Jou rna l o f  Law  and Economics 13 (A p r i l 1 9 70 ). D am  recogn izes the 
sub sid y  f o r  what it is and  conc ludes th a t it is u n ju s tified .

6- I f  it is de te rm ined  that o n ly  a p o rt io n  o f  the rcsid>-»l s h ou ld  be app lied  as a subsidy , th is 
c o u ld  be accom p lished  by o f fe r in g  o n ly  a p o rt io n  o f  the tra c ts  on  the com m itm en ts  bid 
b a s is , but a llow in g  th e  fu lf i lm e n t o f  a  com m itm en t o n  an y  tract acqu ired  from  the 
g o v e rnm en t. S inec the  reduc tion  in the subsidy w ill m ove  the  op e ra tin g  p o in t to  the le ft on  
th e  o u tp u t cu rve  (F ig u re  5 ) to  a  po in t at which its s lop e  is f la t te r , the re su lt w ill be a  h igher 
a ssum p tio n  p rice f o r  com m itm en ts . T h e  com m onscnsc  exp la n a tio n  is that the on tim um  
am ou n t o f  to ta l expend itu re  w ill be reduced o n ly  s lig h t ly ; bu t that acreage ove r which 
c om m itm en ts  tha t can be fu lf i l le d  by th a t expend itu re  w ill be reduced re la t iv e ly  m o re . 
A n o th e r  a lte rn a tive  w ou ld  be to  com b ine the w o rk  com m itm en t system  w ith  a ro y a lty , net 
p io f i t s  sh a re , o r  o th e r fo rm  o f  d e fe rre d  rent c o lle c tio n . T h is  is in fac t the  a rrangem en t 
p e rta in in g  in the N o r th  Sea sec to r. I f  the  governm en t takes a ve ry  h igh net p ro f i t  sh a re , the 
am ou n t o f  the subsidy w ill be sub stan tia lly  reduced .

'•  T h e re  a re  certa in  c ircum stances where a w o rk  com m itm en t system  c ou ld  resu lt in n o  m o re  
ex tensive  o r  in tensive d eve lopm en t. T h is  w ou ld  be the case i f  the  com m itm en t were 
d evo ted  to  an  activ ity  n o t con trib u tin g  to  ou tp u t. F o r  exam p le , i f  a governm en t aw arded  a 
m in e ra l concession to  the  o p e ra to r w ho p rom ised  to  bu ild  the la rgest sm e lte r , n o  increase 
in  m ine ou tp u t w ou ld  resu lt (un less the lo c a tio n  o f  the s ih c ltc r m ade low e r g rade o re s  
p ro f i ta b le  to  m ine ).



Petroleum Leasing in British Columbia

D A L E  R . J O R D A N

F A C T O R S  A F F E C T IN G  T H E  L E V E L  O F  E X P L O R A T IO N

From data published by the provincial department o f mines and petroleum  
resources, it would seem that exploratory drilling in British Colum bia in 
1974 was in a static position and may even have been declining. There was a 
22 per cent drop in the number o f  exploratory wells drilled in 1973 
compared with 1972, and a corresponding drop in the footage drilled. This 
decline in activity appeared to be continuing into 1974, with drilling down 
10 per cent in the first seven months. This apparent decline in exploration 
for oil and gas in British Columbia came at a time when the demand for oil 
and gas was high. Prices for oil and gas had increased dramatically, and 
considerable concern was being expressed over national self-sufficiency in 
all forms o f  energy supplies. By comparison, exploration activity in Alberta 
showed the opposite pattern. In Alberta, exploratory drilling in 1973 
increased 50 per cent over 1972. Statistics published by the Daily Oil 
Bulletin showed that during the first several months o f 1974 there was a 
further increase over the same period in 1973.

What caused the static or possible decline o f  exploratory drilling in 
British Columbia at this particular period o f  strong demand and high price? 
There arc several answers, and formulated theoretical solutions must be 
viewed in the light o f political judgment where governments demand a 
greater share o f resource revenues. Certainly, the federal budget proposals 
in the spring o f  1974 discouraged exploration for oil and gas in Canada; 
however, it would seem lha* provincial government policies were largely 
icsponsiblc for any discouragement felt by the oil and gas explorer.

In this article I attempt to set out some o f the basic causes that 
contributed to the 1974 situation in British Columbia. These causes are 
identified and any suggested solutions arc offered in the realization that 
there is a danger o f oversimplifying complex problems and the possible 
effects o f  implementing partial solutions.

ITor any analysis to be meaningful, a proper perspective must be 
maintained. One o f the overriding factors influencing the oil and gas 
explorer’s decision making is the number o f  geological prospects. In British 
Columbia, the potential hydrocarbon-bearing portion is thought to  be
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lestrictcd to the northeast part o f  the province. The western boundary of 
this 51,000 square miles is the Rocky Mountains. In 1974, an estimated 37 
per cent o f  the oil and 18 per cent o f  the gas in this area had been found, 
leaving an estimated 0 .82 billion barrels o f  oil a,id 47 .56 trillion cubic fee: 
o f gas still to be discovered. A lthough there was considerable potential still 
remaining for the oil and gas explorer, the area was small compared to 
Alberta and Saskatchewan, and it was much smaller than the vast geological 
potential north o f the 60th parallel.

Another factor that depressed the enthusiasm o f  the explorer was the 
apparent lack o f  multizonc prospects. Drilling a well to test only one 
potential horizon increases the risk factor significantly.

Before leaving the subject o f  the province’s hydrocarbon potential, it 
should be remembered that several basins existed, both offshore and in the 
interior, containing substantial deposits o f  sedimentary rock that have not 
been explored to any great extent. Generally, the known geology in these 
basins discouraged any extensive exploration. Possibly, the very expensive 
exploration nccdrd in the basins required special consideration before their 
potential could be fully realized. This special consideration might take the 
form o f a reduced royalty on any hydrocarbon discovered, or o f  a joint 
participation scheme whereby the British Columbia government might 
share in the risks involved.

Another factor to be taken into account by the oil and gas explorer when 
selecting his areas o f  interest is the access to those tracts that he feels have 
hydrocarbon potential. Again, British Colum bia was at a disadvantage in 
1974 when compared with Alberta and Saskatchewan. Access to this 
already restricted basin area was affected by muskeg conditions over much 
o f  the plains and by deep river valleys in the foothills. These conditions 
involve greater expense in conducting exploratory work, and the oil and 
gas explorer would often be confined to only a four-month work year, 
because o f such terrestrial conditions. The problem o f  limited access 
presents a very real constraint on attracting the oil and gas explorer and is 
relevant when considering any changes in land tenure and revenue sharing.

Another important parameter in any deliberation affecting oil and gas 
exploration is the availability o f  funds for exploration.

As a general rule, funds generated from  production arc used to finance 
exploration. It seems that the risk factor employed by financial institu­
tions effectively discourages the use o f  debt capital as a source o f 
exploration funds. It is not uncommon to read that an oil and gas producer 
has arranged for a substantial loan , but this will nearly always be for a 
specific purpose related to the development o f  a new reservoir o f  oil or gas. 
The discovery o f this reservoir would have been funded out o f the 
company’s cash flow.
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When an oil or gas explorer’s cash flow comes from production outside 
any particular province, then for money for exploration to flow into that 
province,- that jurisidiction must have a framework o f  leasing and revenue 
sharing that can favourably compete with other areas also requiring 
exploration.

It would seem that cash flows from  Canadian production will continue to 
be a m ajor source o f  exploration funds. In the case o f the integrated 
companies (those having refinery capacity), this will be true under almost 
any condition short o f  expropriation.

However, within this framework these funds will generally gravitate to 
where they can expect the greatest return. It may not be enough for a 
province to show that it will ensure that the successful explorer will receive a 
reasonable rate o'.‘ return. It may well be that the successful criterion for 
increasing the level o f  exploratory drilling will be a division o f  revenues such 
that the oil and gas explorer will have a sufficient cash flow for an active 
exploration programme, as compared with other jurisidiclions. The ex­
plorers who have a cash flow generated from production and the flexibility 
to determine the best place to  reinvest these funds have the responsibility o f 
ensuring that they can go to where they can expect to return the greatest 
profit.

The ability o f the producer to channel cash flow from one jurisdiction to 
another depends largely upon the particular laws in force where the oil or 
gas is being produced. The provinces o f  Alberta and Saskatchewan tend to 
attempt to discourage the outward flow o f funds generated from produc­
tion in their particular provinces. In both provinces, this discouragement 
look the form o f a high royalty, coupled with a drilling incentive program­
me, designed to encourage continued exploration.

In Saskatchewan, the mineral tax and the royalty surcharge look away 
from the producer all o f  the recent price increases and, in fact, returned to 
the producer a smaller amount per barrel than he was receiving prior to  the 
price increases. As an inducement to continued exploration in Saskatchew­
an, an incentive programme was developed, whereby the producer was 
allowed to retain an additional 30if for every barrel produced, providing this 
money was used for drilling wells, for waterflood projects, research, and 
other specified purposes in Saskatchewan. This incentive had not been 
in effect long enough in 1974 to permit a complete analysis o f  its 
performance; however, it was really restricted to only those companies that 
already had production in Saskatchewan. A  review o f these companies 
shows that the producers with the majority o f the production were the 
so-called M ajors, which raised the question as to whether or not these 
Majors were prepared to continue to explore in Saskatchewan under any 
conditions. It is more probable that the exploration philosophy o f  the
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M ajors directed that they use their exploration funds searching for high 
reserve reservoirs (which generally means exploring outside Saskatchewan).

T o  encourage explorers who do not have production in Saskatchewan, 
the government provided an incentive credit o f  about 30 per cent o f  the 
costs o f  drilling exploration wells. This credit could then be used to reduce 
any royalty or mineral tax obligations that may accrue.

' In A lberta, in 1974, there was also an incentive programme for cxplora- . 
/  tion drilling. This incentive took the form o f  a credit which could be 
1 subsequently used to satisfy most o f the cash obligations that may arise by 
\  virtue o f  the royalty obligation, rental payments and mineral taxes, and 
\  could also be used to purchase oil and gas leases. Credits established in 
I Saskatchewan could not be used to purchase leases. Thc_formula which 

/  determined the amount o f  credit that could be established for any particular 
!  cxploranorTwelI was predicated upon the area o f the province in which the 

I  weil was iocated and the.depth o f the well. This formula was expected to 
! return to the explorer by way o f credit approximately one-third o f  his 
V drilling costs.
\ . .  The principal producers o f crude oil in Alberta were much the same as in 

Saskatchewan— they were the M ajors in the oil and gas industry. Again , as 
in Saskatchewan, it would seem that the interest o f  the M ajors in continuing 
to explore in Alberta had become blunted, not because o f  any particular 
rules, out more through the apparent lack o f sufficient high reserve 
potential which this type o f company must search for.

In A lberta, in 1974 the royalty was structured to increase not only when 
the production increased but also when the price increased. Alberta had also 
adopted a new oil/o ld  oil concept, whereby royalties were considerably 
reduced on what was termed new oil, which, o f course, had the affect o f 
increasing the producer’s cash flow and encouraging the development 
expenditures. This old/new concept applied as well in the case o f  natural 
gas. Saskatchewan also had provision for a reduction in its mineral tax and 
royalty surcharge for new oil. This reduction was gradually phased out after 
a few years. A lberta, in 1974, had the lowest rate o f  royally on oil and gas, 
received the highest price for its natural gas and had a price for crude oil 
equivalent to the other provinces, all o f  which means that in Alberta the 
producer o f  oil and gas received a higher rate o f return and, consequently, 
had more money available to him for exploration purposes than the 
producer in Saskatchewan or British Columbia.

While the incentive programme adopted in Alberta and Saskatchewan 
offered encouragement to drill exploration wells, any analysis o r  the 
performance o f  a similar programme which might be suggested for the 
province o f  British Columbia must be coupled with the consideration o f  a 
lower royalty and subsequent higher cash flows to the producer.

AGO 5*6939



Petroleum Leasing in British Columbia 24"1

This type o f  incentive can only be effective if the producer is also offered 
a return on his development expenditures that is competitive with other 
jurisdictions into which the oil and gas explorer is free to go .

Another source o f  money for drilling exploratory wells previously used in 
North America has been the drilling fund. The drilling fund usually takes 
the form  o f  buying a number o f  shares in a limited partnership. The 
attraction to the investor apart from  the possibility o f participating in oil 
and gas discoveries, is the income tax feature in the United Stales which 
permits all intangible drilling expenses to be written o f f  in the year that 
expenditures were made. This can be done without qualifying under any 
principal business rules, as prevails in Canada. It is this principal business 
rule that has to the present time precluded the tapping o f  a similar source o f 
exploration funds in Canada.

It is estimated that between 250 and 400 million dollars are generated 
annually through the sale o f  shares in drilling funds in the United Slates. 
The United States government, in an attempt to encourage further explor­
ation within its own borders, has chosen to reduce the amount that can be 
written o f f  against income for income tax purposes when the funds are 
spent outside the United States. This move precipitated the drying up o f  
exploration funds in Canada which previously came from  this source.

Over the past few years other extractive industries, particularly mining, 
have been channelling considerable amounts o f their cash flows into oil and 
gas exploration. These endeavours have usually taken the form  o f  funding a 
subsidiary company. The continuation o f this type o f fund for the purposes 
o f exploring for oil and gas will depend upon the success o f  the subsidiary 
companies and also upon the influence that mining taxes will have upon the 
parent companies’ cash flows.

A  few years ago it was quite popular for large United States gas utility 
companies to provide exploration funds on the basis that they would have 
first call on any gas produced and exported for sale to the United States. 
This source o f  exploration funds has also dried up almost completely as a 
result o f  decisions by the National Energy Board concerning the exporting 
of gas and, as a result o f  rulings by the Federal Power Commission in the 
United States, which have not allowed these utility companies to include 
these expenditures in their rate base. The Federal Power Commission looks 
upon this type o f  exploratory funding as a mortgage loan, rather than as a 
prepayment for gas, as the utility companies would prefer.

T H E  L E A S IN G  S Y S T E M

The 1974 system o f  leasing in British Columbia will now be reviewed, and 
I will attempt to analyse its effectiveness in relation to the relatively small
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hydrocarbon potential area, lack o f  access, difficult terrain, and explor­
ation funds generally coming from cash flows.

The system o f granting oil and gas rights on crown lands in British 
Columbia invoved in 1974 an exploration grant called a “ permit,”  a 
subsidiary exploration grant called a “ drilling reservation,”  and a develop­
ment grant called a “ lease.”

Permits, which can involve upwards o f  100,000 acres, could only be 
acquired through a competitive cash bidding system at sales which were 
usually held four times a year.

The permits were classified from A  to D , depending upon their acces­
sibility and the terrain conditions. The class D  permits were for offshore 
areas. One purpose for classifying permits was to allow  them, where the 
working conditions were difficult, to have a longer life than was otherwise 
provided.

Permit classification also determined the i. imum amount o f  work the ■ 
permit owner was obligated to spend in any year. These minimum work 
obligations were more stringent for the Class A  permit, where access and 
terrain problems were minimal. The significance o f  this particular 
requirement was lost because, in order to conduct an equivalent amount of 
exploration, particularly drilling, the costs involved in the offshore areas 
far exceed those which would be expended on a class A  type permit. The 
sections o f  the Petroleum and Natural Gas A ct that governed the permit 
work obligations did not specify any specific exploration programme, but 
only that a certain amount o f  money be spent during each term o f  the 
permit. This obligation to spend money in exploring on a permit could be 
satisfied by grouping several permits together, so that expenditures incurred 
in exploring on any one permit would satisfy the work obligation o f  the 
grouped permits. This grouping provision is important because it allowed 
an explorer to acquire large tracts o f land for a short period in order to 
conduct extensive geophysical exploration.

This obligation to spend money on exploring on a permit could aiso be 
satisfied by paying the money to the British Colum bia Crown. This would 
seem to be about as negative a provision as one could imagine, assuming, o f 
course, that the government o f British Columbia was interested in ensuring 
that the companies holding permits were the ones prepared to actively 
explore. I f  the removal o f  this system would give rise to problems, as in the 
case o f  an explorer unable to work a permit through no fault o f  his own, 
then a far better system would be to provide a means where work 
obligations could be accumulated and satisfied in the following year.

Permits were valid for one year and could be renewed annually, for a 
period ranging from five to eight years, providing the company was not in 
default.
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When a permit holder had expended the minimum amount o f  money 
exploring on a permit or group o f  permits or had paid the money to  the 
government, he was entitled to convert the permit into leases. T o  do this the 
permit holder had to relinquish 50 per cent o f  the land back to the Crown. 
Land selected for conversion into leases could not be in a consolidated 
block, but had to be in a number o f  leases, which had to corner one 
another, or be separated by at least two units— approximately one mile. The 
maximum size o f  the lease was six units— approximately three miles 
square.

This system o f  exploratory permit and subsequent conversion o f  ha lf o f  
the land to lease on a chequerboard fashion was similar to that used in 
Saskatchewan and part o f  Alberta. The system probably had its beginning 
in Alberta. It was designed to ensure that when crude oil was discovered, the 
Crown would be returned some prospective areas which were subsequently 
sold. This system worked reasonably well, particularly in Alberta, where 
some substantial discoveries o f crude oil were made during the existence o f 
the exploration agreement. Unfortunately, in the vast number o f  cases a 
discovery was not made, and the chequerboard pattern for leases led to 
fragmentation o f  rights throughout the area formerly comprising the 
permit. This effect tended to discourage other explorers from entering the 
area, and this system o f  selecting leases also prompted the need for the 
drilling reservation, which generally covered that 50 per cent o f  the land 
returned to the Crown.

Seemingly, in those parts o f  the province having relatively easy terrestrial 
access and where the potential hydrocarbon-bearing formations were not 
too deep, this system o f chequerboard leasing may be satisfactory. 
However, in areas where access is a m ajor cost and whci c deep expensive 
drilling is required, it tended to discourage anyone other than the holder o f  
the 50 per cent leases from entering the area to explore. Certainly in 
offshore areas where seabed drilling cost is many times greater than land 
drilling, this system o f  lease selection is n.ost unsatisfactory.

Leases granted on crown land in British Columbia in 1974 had a primary 
term o f ten years, renewable for further ten-year periods if particular 
circumstances existed which generally related to production.

The acquisition o f  leases in British Columbia was handled in 1974 in two 
separate ways. First was the way previously mentioned, which was the result 
o f having a permit and then earning the right to acquire leases o f 50 per cent 
o f the land. The second was through the competitive cash bidding at one o f 
the quarterly sales held by the British Columbia Crown.

There was no obligation at that time on the part o f  the lessee to drill a well 
during the initial term oT the lease. A  1974 amendment to the Petroleum and 
Natural Gas A ct, however, permitted the minister to forward a notice to
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drill when he considered that development o f  the lease was not active 
enough. This amendment seemed to suggest that before the minister would 
consider sending a notice, there would, in fact, have been a discovery made 
on the lease. Thus, n. sending the notice, the minister was merely requiting 
development drilling. It seemed most unlikely that the wording o f this 
section would be interpreted such that the minister could require explor­
atory drilling on existing leases.

There was an apparent trend to shorten the term o f leases, with 
Saskatchewan granting only five-year primary .terms. However, in British 
Columbia the term o f  10 years was not excessive when o ne considers the 
short period o f jb u r jo j i v e  months when work canJtC-doiuu n  the area o f 
Hydrocarbon potential. T h is is quite different from  most o f  the areas in 
Alberta and Saskatchewan, where drilling and other geophysical operations 
can be conducted all the year round.

The government o f  British Columbia appeared to feel that a large number 
o f  leases were held by companies not particularly active in exp rring in the 
province and that something should be done to discourage these holdings, 
so that lands could be offered to others who were prepared to explore. 
These feelings may have promoted some o f the 1974 changes in the 
Petroleum and Natural Gas Act, whereby the rental on leases was increased 
from one dollar an acre to two dollars an acre. The effect o f  this change 
scented likely to be the return to the Crown o f some acreage which, under 
the previous rental o f  one dollar an acre per year, would have been retained 
by the lessee. However, o ne must assume that for the most part rcjii\qufo|ied 
leases would be the least attractive, and leases with potential, even though 
tlic'lcssce \ya5_noj_.prcparcd to e on du ^ lm y inmtYdTatc cxplorition  p ro- 
rFammc. wou)d.berctaincd,-and.the.two dollars an acre woultfbc paid. The 
greatest effect that this rental o f  two dollars an acnTpcFycafTecmecI likely 
to have was to deter other cxplorcrsJYoni entering the province. It is one 
thing'to~crcatc a system designed 4o-discouragc.cxccssliolclings^by.'conipan- 
ics 'nof prepared to explore immediately, and quite another thing to expect' 
these same rules to promote the entry o f  new companies and increase 
exploration activities.

The royalties on crude oil in British Columbia were essentially the highest 
in Canada in 1974. The rate was 40 per cent for a well producing 1,000 
barrels a month and further escalated to about 58 per cent when the 
monthly production reached 10,000 barrels. It would seem that this royalty., 
level, which directly-affected the producer’s cash flow, could only act as a 

''fletcrrcnLlo. increasing the level o f  exploration in B ritish Columbia much 
beyond its historical pattern o f  about fift y_t<2_si>ctuy. ex pi ora lioiuvcl I sX yea r . 
’QtTicT'cfiangcsjth.aL may..be_made-in-regulations designed to encourage 
greater exploration activity will never perform to their full potential until
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the producer’s return is comparable with what he can obtain in other juris­
dictions.

G O V E R N M E N T  O P T IO N S

W e can now examine the options available to the British Columbia 
government in 1974. First, the government could maintain the existing 
regulations without change; or they could have stricter enforcement o f  the 
rules, further reducing cash flows to the producer, making it more difficult 
to operate; and thirdly, they could make changes designed to encourage 
greater exploration activity in the province. In each o f  these options it is 
assumed that some accommodation could be made between the provincial 
and federal authorities with regard to the revenue-sharing aspect. I f  it could 
not, then it would seem almost certain that exploration activity would 
decline, not only in British Columbia but also in the rest o f Canada, and 
that even significant changes in the regulations would fail to act as an 
effective inducement to continued exploration.

In the first instance, if the government were to resist changes to its rules 
and to continue the existing level o f  royalty, it could expect to receive about 
the same amount o f exploratory drilling as there has been in the past. This is 
evident from the sale in August 1974, where some 7 .2  million dollars was 
paid for the right to acquire oil and gas permits, drilling reservations, and 
leases. This was certainly an indication that the oil industry was not 
prepared to write British Columbia o f f  because o f its high royalties and 
rather stringent regulations. There arc several reasons for this. Companies 
have enjoyed a general increase in their cash flow, and in 1974 enough cash 
flow was available to pursue exploration in a province where the rates o f 
royalty would reduce their return on invested capital as compared to other 
jurisdictions— for example, Alberta or the United States. The intensive 
competitiveness in the oil and gas industry distinguishes it from  all other 
industries. Companies that have invested a great deal o f time and money 
developing the geological potential o f  a particular area and have found that 
it fits their exploration parameters arc prepared to offer a good deal o f 
bonus money when this land becomes available through a competitive sale." 
Also, because a number o f  years usually elapses between acquiring an 
exploration permit and the development o f  and production from  any 
discoveries, the economic climate may change such that what at one lime is 
not attractive may become econom ic at the tin .- o f production .

If the government o f  British Colum bia wished to discourage continued 
exploration by the existing oil and gas explorers and to discourage entry by 
newcomers, they could most effectively do this by again raising the rates o f 
• oyaliy and making the tenure o f  agreements shorter than they were. This
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type o f  action would cause the companies exploring in the province ami 
those contemplating doing so to restrain their activities; exploration would 
then stagnate.

Presumably, such action by the British Colum bia government would not 
occur without consideration o f these consequences and the recognition that 
a different vehicle should enter the void left by the existing explorers. This 
could take the form o f  a public company, such as the British Columbia 
Petroleum Corporation; alternatively, the government might feel that, 
given time, the major oil and gas producers, the fully integrated companies, 
may finish their exploration for high-reserve reservoirs in other parts o f  
Canada and be prepared to return to British Colum bia to look for the 
remaining reserves which they may need to supply their refineries.

T o  give any support to this latter proposition , one would have tc 
presuppose that the exploration presently being carried on by the M ajors in 
Canada in the Northwest Territories, in the Arctic Islands, and in the 
offshore areas o f eastern Canada will be unsuccessful and that they will 
have to lower their sights, accept a lesser prospect, and return. This is very 
difficult to support, considering the successes already achieved in the 
Northwest Territories, particularly in the Delta, and in the Arctic Islands. 
Also, there is a vast geological potential remaining as assessed against the 
very few wells that have been drilled ...

The supposition that a provincial public corporation could enter the 
exploration field and its endeavours be more beneficial to the province than 
the present system raises many questions about the corporation ’s jK actjca ) 
efficiency and about the. possible political repcrcussions.l„Jh is article’s 
purpose is not to examine the political repercussions that might occur when 
dry holes arc drilled with public funds; however, we should examine some 
o f  the practical considerations involved in the operation o f  a public 
company which has an almost exclusive area within which to explore as a 
result o f discouraging the private sector. For the government to discourage 
both the existing explorer and the entry o f any new ones and to expect the 
public corporation to be able to fill this void suggests that the government is 
saying, “ If the private companies do it, so can we.”  Now remember that the 
private companies comprise all the oil and gas explorers working in the 
province an ’hose contemplating doing so, given the right opportunities. 
All these companies have geological staffs, many o f  whom will be geologists 
who devote most o f their time over a considerable number o f  years entirely 
to the study o f  British Columbia's geology. The public corporation could 
not expect to have such an extensive source o f expertise as that available in 
the free enterprise system. And so the public corporation would suffer from  
a reduction in the number o f ideas generated.

It is not unusual in oil and gas exploration, with its inherent problem o f
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scientific interpretation and evaluation o f  geological prospects, to find that 
one company will acquire a block o f land, will explore it, and perhaps even 
drill on it before deciding the search is unsuccessful. The company will then 
return the land to its owner, the Crown. This docs not mean that there are 
not any commercial hydrocarbons underlying this land; but rather that that 
particular c jm pany was unable to find them. T o  find these hydrocarbon 
deposits, a second, a third, or a fourth company should acquire this land, 
and, if this is done often enough, the hydrocarbon will be encountered, and 
production will follow . The problem with the public company being the 
only explorer in the province is that, unless it is fortunate enough to make 
the initial discovery, it is very doubtful whether there would be epough 
enthusiasm to have a second, third, or perhaps even a fourth try at that 
particular prospect, with the result that the discovery would not be made. 
This is surely the worst thing that could happen and is probably the most 
damning argument against a public corporation moving into an area with 
an almost exclusive right to explore.

If the British Colum bia government wishes to increase the level o f  
exploration in the province and so lead, hopefully, to a greater number o f 
discoveries and a belter position o f self-sufficiency in their own require­
ments, there are several measures which could be taken to promote such a 
situation.

The first step that can and must be taken is to increase the cash flow to 
the producer and to assure the newcomer that if he makes a commercial 
discovery, he will receive a sufficient return to expand his exploration 
endeavours in the province. This action should take the form o f  restructur­
ing the royally on oil and probably renegotiating the contracts on gas 
existing between the producer and British Columbia Petroleum Corpor­
ation. The 1974 royally rate on oil was determined by production at the 
wellhead, with the price not being a factor at all. This means that if the 
price paid to the producer for a barrel o f crude oil should decrease from the 
present level, then the producer will suffer a decrease in his cash flow, thus 
his future available financing to continue exploration endeavours in British 
Columbia will be diminished. A preferred structure on royalty would take 
into account the possibility o f  a rising and falling price for the product so 
that the producer, out o f  whose cash flows exploratory drilling is carried 
out, would be the last one to suffer in the ease o f  a decrease in price for both  
oil or gas. lhobab ly this might best be accomplished by the producer selling 
his crude oil to the British Columbia Petroleum Corporation in the way gas 
i> sold, but with a better pricing adjustment mechanism than that which 
exists with the gas contracts.

Another measure that should be taken would be a redesigning o f  the 
exploration agreement. This could be done to ensure that the holder could
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only earn leases af er he had conducted actual work on the permit or in the 
area within reasonable proximity, and that his earnings would be restricted 
to a consolidated block rather than come from a sprinkling o f  leases 
throughout the permit area. This feature alone would help to c '«urc 
exploration, because the permit holder must be satisfied that he is getting, at 
least in his mind, the right half o f  the permit under lease.

The manner o f acquiring oil and gas rights should be reviewed. A s . 
mentioned previously, the only method o f  acquiring an exploration permit 
under the present rule is through a competitive cash bidding system usually 
held on a quarterly basis. There are probably several instances where an oil 
and gas explorer would have been quite prepared to drill wells in British 
Columbia if he could have acquired the land for a minimal amount rather 
than having to use money he would put into exploration to purchase land 
through the cash bidding system. The rentals and fees charged should be the 
same as in Alberta, if only to appear competitive in this particular area.

C O N C L U S IO N

The exploration for oil and gas in British Columbia cannot be considered 
in isolation. The proportion o f  the reserves o f  oil and gas remaining to be 
discovered will depend upon the number o f  exploration dollars allocated to 
the task. British Columbia's competitive position for these exploration 
dollars will depend in large measure on its royalty and land tenure policies.
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W A L T E R  J .  M E A D

Mineral leasing policy alternatives arise out o f the fact that governments 
own mineral resources but, in general, do not. engage in mineral csource 
recovery and processing. Hence, a need arises to transfer publicly owned 
resources to private enterprise at a price which will reflect the "fa ir market 
value”  o f  the resource. The following analysis will, first, explore the 
problems to be solved by a bidding policy and, second, evaluate the cash 
bonus method o f  bidding fo r mineral leases.

THE PROBLEMS TO BE SOLVED

Jh crc  arc three problems which must be solved by any leasing system. 
First, the leasing system must as objectively as possible determine who or 
what firm is to be given the right to exploit publicly owned mineral 
resources. Second, a price must be determined which the lessee is to pay to 
the government for the right to recover imncral resoures held in trust for its 
citizens. Th ird , assuming that a nation wishes to economize on the use o f  its 
scarce resources and to maximize the standard o f  living o f  its citizens over 
time, the leasing system must result in an efficient method o f  production.

As a prcutguisita.to.. a. discussion o f  inincrr' leasing alternatives there 
shoulcl be a clear statement o f  the goal(s) to be achieved. It is probably true 

'th a t  economists as a group have a preference for a single goal, declaring it 
to be one o f economic efficiency. Natural resources available to any 
economy arc scarce by definition. Achieving the highest possible standard 
o f  living requires that scarce resources be utilized with a maximum o f  
efficiency. If resources arc sold at a price below their true value, then the 
products into which they arc converted may also be underpriced. I f  demand 
elasticities arc less than zero, then the flow o f resources into products and 
the flow o f products within the current period will be excessive. Present 
overconsumption o f  products and resources will be at the expense o f  future 
consumption.

One way o f  achieving maximum economic efficiency is to price all 
resources at their " fa ir market value.”  Such pricing allows a government 
the opportunity o f  capturing the economic rent. Resources should be sold
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for the difference between future revenues and costs, appropriately 
discounted to their present value. The econom ic principle relating prices, 
costs, and money flows at different points in time in order to estimate 
present value (PV ) is shown in the following formulation:

P iQ i is the value o f the gross income flow at different points in time, C j 
represents associated costs, and r represents the interest rate at which future 
money flows are discounted to the present. The formula clearly shows that 
higher future prices will increase present values while higher future costs 
will lower present values. Further, the greater the uncertainty and risk 
associated with production, the smaller will be present value. Firms utilize 
sc me variation o f  this present value formula in calculating their individual 
bids. Estimates o f  the quantity o f minerals recoverable from a given tract 
will, o f  course, vary widely from firm to firm .

I f  mineral leases are sold for less than the fair market value as indicated in 
’ the above formula, then resources may be used at an excessively rapid rate, 

and the public, as owners o f thr resource, will fail to receive their full 
econom ic rent. On the other hand, if mineral resources arc sold at prices in 
excess o f  the fair market value then, in the long run, some operators will be 
forced out o f business. Use o f such mineral resources in the present period 
will be at a suboptimal rate and the public owners will receive more than 
their normal economic rents.

In the past, Canada apparently has transferred some o f  its mineral and 
timber resources through various negotiated transactions rather than by 
utilizing the auction market approach. Similarly, other foreign governments 
have traditionally taken the negotiated sale approach in entering into long 
term oil concessions.

Ttierc jn ;c_major_prob!cms involved in the negotiated approach . The 
correct present value o f  naTural“rcs'ourccs is extremely 'dfffic'ult"to ascertain. 
There is no objective test in advance o f ultimate production that can 
indicate the precise present value o f mineral resources. By their nature they 
must first be discovered. Their presence, quantity, and quality arc in doubt. 
With the government as the seller, negotiating with a single buyer, 
traditional problems o f  bilateral monopoly arc encountered. The seller is 
interested in maximizing price, while the buyer is interested in minimizing 
price. Given this uncertainty plus opposing objectives, the civil servant is 
placed in a difficult position.

A visitor to Canada is reluctant to criticize Canadian experience which 
has circumvented the market place. Fortunately there is abundant 
experience within the United States to indicate the shortcomings o f  the 
negotiated approach to pricing. We may formulate two general laws which
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seem to govern when prices are determined or may be influenced by 
administrative judgement. First, the buyer will always complain. If the 
buyer believes that market prices can be reduced by protesting that they are 
too high, then complaints based on the argument that the operator cannot 
make a “ fair profit”  because prices arc set too high could be endless. In the 
limber context, there are two cases where elaborate reports have been 
written protesting the high price o f  timber. One, presented by the Simpson 
Timber Company, protested against the high price o f  stumpage set by the 
United States forest service for the Shelton Sustained Yield Unit 
Agreement. Timber, in this case, is not sold at auction; its price is 
determined by the United States forest service. In th* second case, the 
Edward Hines Lumber Company protested against the high cost o f  timber 
for its southeastern Oregon lumber mill. The timber was sold at an auction 
where competition was so weak that, in effect, it was sold .1  the 
administratively determined minimum price. By protesting, the company 
apparently felt that minimum prices could be reduced. In this instance, local 
community help was solicited on the grounds that if the company failed to 
make a fair profit, it would be forced to curtail ope.utions. Under auction 
market procedures the government..is relatively free from .constant 
'complaint and protest, because it is the impersonal market that determines 
the price rather than a civil servant. Under auction b dding procedures the 
buyers themselves set the price in ’ competition with one another.

A second general law is that, where prices are set through administration, 
th^govcrnmcnt will always set prices short o f the fair market value. A  
bureaucracy will rarely choose the path that makes its position’ unpleasant. 
Low prices arc believed to generate less criticism and complaint than high 
prices. Where there is no auction market to test administrative judgement 
concerning the fair 'Market value, we have no means to prove the second 
'aw. Sales o f  timber in the United States offer an opportunity to test the 
administratively determined price. Timber is sold by the forest service on 
the basis o f an appraised fair market value, which becomes the minimum  
price acceptable to the government. Auction bidding begins at this price. In 
the four years from 1959 through 1962, competitive bidding for timber in 
the United States Douglas fir region produced an average high bid price 
that exceeded the forest service statement o f  fair market value (the 
appraised price) by 46 per cen t.1 In this case, the interests o f  the public were 
protected, at least in part, by reasonably effective competition. In the 
absence o f  this competitive check it is quite likely that the appraised prices 
would have been even lower. T he shortcom ings o f  thejacgotiatcd approach 
should .lead to auction bidding wherever compcthion is ppssibjcT...
CASH BONUS BIDDING

Before bidding can lake place, a decision must be made between oral and
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sealed bidding. Bidding in either form  may start with a stated or unstated 
minimum acceptable price. In the case o f timber sales in the United States, 
the minimum acceptable price is given by the appraised price, and most 
timber auctions arc conducted under oral auction procedures. On the other 
hand, in the case o f  oil and gas leases conducted by the fedcral government 
in the United Stales, the minimum acceptable price is not published, and 
bidding is normally by scaled bidding procedures. The government retains 
the right to “ reject any and all b ids.”  After bids have been received, it 
determines whether or not the high bid was adequa'e.

The factors important in choosing between oral and sealed bidding 
.methods are as follows;
a. O f  prime importance is the extent o f competitic n. I f  competition is weak, 

then sealed bidding with its element o f  uncertainty makes collusive 
arrangements more difficult to enforce. Under sealed bidding rules there 
is no second chance to  bid at any given sale. In contrast, under oral 
bidding procedures, a collusive arrangement can be policed by the 
participants during bidding. Further, there is always doubt about how  
many bidders may appear at a given sale. In oral bidding where only one 
bidder is present, he will bid the minimum; whereas, in sealed bidding a 
bidder would probably offer an amount which he believes will win the 
sale under conditions o f  more than one bidder.

b. In the timber industry where fixed investments in milling facilities 
normally exist prior to sales, the buyer needs a means o f ensuring access 
to specific raw materials and specific locations. Oral auction procedures 
provide this means througn the opportunity to cast reaction bids. In 
contrast, in oil and gas bidding fixed investments arc made after winning 
a sale, hence there is less need to protect one’s position through the 
opportunity to react to the bids o f others.

c. Where the severed resource is relatively immobile, as in the case o f  timber, 
it is o f greater importance that a specific nearby sale be obtained; there­
fore the oral auction procedures arc more appropriate. In the case o f  oil 
and gas, the severed resource is highly mobile, so obtaining a specific 
sale is o f  less importance. In this case scaled bidding is not disadvanta­
geous.

d. Where the resource to be auctioned is not homogeneous, it may be 
necessary for a firm to obtain a specific sale. Where this is true, the 
opportunity to make more than one bid to protect one’s need for a 
specific type o f resource may be o f  great importance. Only oral bidding 
facilitates this subsequent bidding opportunity.

c. Financial planning often requires that a firm carefully limit its financial 
exposure. Where this is necessary, oral bidding offers greater control 
over a total resource.financial commitment. In the case o f  sealed bidding,
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firms may be unexpectedly successful and in the process win more sales 
than were desired or can be successfully financed. On the other hand, a 
firm ’s sealed bidding may be totally unsuccessful so that it becomes 
undercommitted. This shortcoming o f  sealed bidding may be corrected 
where resources may be freely transferred among interested buyers. This 
procedure is normally followed in the case o f  oil and gas leasing in the 
United States.

f. Oral bidding requires more on-the-spot decision making than does sealed 
bidding; therefore, oral bidding requires that a higher level o f  executive 
talent be present at the moment o f  the auction. In contrast, decisions 
made on the basis o f  a sealed bid on e r no opportunity for subsequent 
action on the auction floor; therefore, the presence o f  expensive executive 
talent is not necessary.

g. The “ free rider”  is a problem for serious bidders under oral bidding 
conditions. A  serious bidder will carefully examine the potential 
productivity o f  a proposed lease sale. This may, as in the case o f 
minerals, require large investments. Under oral bidding conditions, a 
“ freerider”  can observe who is bidding, then, if he is confident that they 
have done their homework, he can continue to outbid them until they 
reach their maximum and he will win the sale. His purchase is therefore 
based on someone clse’s calculations and he, in turn, has saved the cost 
o f  the pre-exploration appraisal. Scaled bidding docs no offer the free 
rider the same opportunity.

Once a decision has been made in favour o f  o ia l or sealed bidding, then a 
choice must be made on the object o f  bidding. A  cash bonus bid is one 
alternative. Additional alternative bidding objects are shown in Table l . 1

Bonus bidding is the standard procedure used by the United States 
government in all o f  its Outer Continental Shelf (O CS ) programmes. Using 
the present value formula given earlier, potential bidders presumably 
estimate the present value o f the probable mineral recoverable from a tract 
o f land. The formula provides for adequate recovery o f  capital and 
compensation for risk, uncertainty, and profit.

One strong advantage that can be claimed on behalf o f  a bonus system 
relative to royalty bidding is that it requires a lump sum payment and 
correspondingly modest royally payments. Because royalty payments arc 
due on each barrel o f  oil or unit o f  natural gas produced (or other 
mineral), such charges become part o f the marginal cost. At the margin o f 
production this is a transfer cost rather than a real social cost.__Royally 
bidding thus leads to premature abandonment o f  an oil or gas well. To the. 
extent that royalty payments arc required in addition to the cash bonus, 
there will be premature abandonment o f  the lease.

The disadvantages o f  bonus bidding are numerous. Fiist, while the
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technology for oil exploration prior to  drilling has been advanced in the last 
century, exploration is still subject to extremely high risk..Drilling is the 
only definitive test to  determine the presence o f  oil or gas, Thus, bonus bids 

"must be submitted by bidders and accepted or rejected by the government 
when neither the buyer nor the seller knows whether and in what quantities 
oil is present. This places the seller in a position o f  accepting millions o f  
dollars for nothing 1 ut the right to  spend scvrral more millions drilling 
potentially dry holes. In cases in which a rich oil field is found, returns to 
the lessee will be and must be very high.

Second, under current procedures a bonus must be paid when the bid is 
submitted. When the bonus bid is large, it will represent a very heavy cash 
drain to the bidder far in advance o f  any revenue which may be generated 
from the oil or gas produced from  the lease. This significant fron t-end  
loading o f  capital costs effectively excludes a small operator from winning 
leases as a solo bidder, creating an additional barrier to entry into the oil 
and gas production market. T o  overcome this entry barrier, firms 
commonly form jo in t ventures and bid jo in tly  for a lease.

Third , because the bonus is calculated on a present value basis, the 
government is forced to accept discount rates used by private enterprise. If 
private enterprise discount rates arc unreasonably high from a social 
standpoint, then bonus payments to the government will be correspondingly 
low.

Possible variations o f  the bonus bidding form  arc shown in Table 1. 
The present United States system includes fixed royalty requirements 
(typically 1214 per cent or 16Vs per cent o f  wellhead value). However, a 
bonus bid might be pa ired with a sliding scale royalty requirement, 
permitting the royalty rate to be reduced as JTi'cld declines in productivity. 
As the point o f  econom ic abandonment is approached, thv royalty rate 
might be reduced substantially or even eliminated. This procedure w ould , in 
turn, eliminate a marginal cost o f  production that :s not a real social cost, 
and it wouid permit continued production from a field until the real 
marginal cos's equaled the marginal value o f production. This is the 
optimum point for well abandonment from an economic point o f  view. If at 
the time that a bonus bid was submitted all bidders understood that the 
royally rate would be reduced to zero under the conditions specified above, 
the present value o f the lease would be increased by an amount equal to the 
present value o f reduced future royalty payments. Thus a tradeoff would be 
effected from royalty payments to bonus payments. The principal 
impediment to a sliding scale lies in the difficulty o f  clearly identifying 
various points at which royalty rates would be reduced. The lessee would 
have an economic incentive to manage his production in such a way that 
minimization o f royalty payments would be an operating objective, rather 
than economic efficiency.
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T A B L E  1

________________________________A L T E R N A T IV E  B ID D IN G  F O R M S  .____________________________
B o n u s  B id d in g

j .  w ith  a fix e d  ro y a lt y  re q u irem en t
b . w ith  a s lid in g  sca le  r o y a lt y  re q u irem en t
c . w ith o u t a r o y a lt y
d . w ith  o r  w i th o u t  a re n ta l p a ym en t
e . w ith  a p r o f i t  share
f .  w ith  d e la y e d  b o n u s  p a ym en ts

R o y a lt y  B id d in g
a . f la t  (n o n v a r ia b le ) ro y a lty
b . s lid in g s c a le ro y a lty
c. w ith  a f ix e d  b o n u s  re q u irem en t o r  n o  b o n u s

P r o f i t  S h a re  B id d in g
a . net p ro f i t  o r  g ro ss  p ro f i t
b . w ith  fix ed  b on u s  re q u irem en t o r  n o  b onu s
c . w ith  a r o y a lt y  re q u irem en t o r  n o  r o y a lt y

C om b in a t io n  o f  B o n u s  and  R o y a lt y  B id d in g  
B idd ing  o n  th e  W o rk  P rog ram m e

The royalty problem , together with the administrative problem o f 
rcducing royalty rates under a sliding scale, might be avoided entirely by 

' using a bonus bid without a royalty payment. However, this procedure 
would simply magnify all three o f the problems associated with Bonus 
bidding listed above. .. . . . .

Present procedures in the United Slates include modest rental charges 
payable between the points o f  sale and production. When production 
begins, rental payments cease and royally payments take over. Rental 
payments in O CS oil and gas lease income arc insignificant. In 1972, they 
amounted to 0 .3 per cent o f  total revenue from such leases.’ The rental 
requirement apparently was introduced to motivate the lessees toward early 
production. I f  they were o f  significant size, this result would in fact occur, 
because rents cease when production begins.

T o  overcome the front-cnd-loading problem , provision might be made 
for delayed payment o f the bonus. The problem that would follow from this 
procedure is that in some cases where no minerals were found, lessees would 
elect a bankruptcy route. In this event, an unfair bidding situation would be 
created. Responsible firms in business on a perpetual basis would not follow 
a bankruptcy procedure and would, therefore, be at a bidding disadvantage 
with respect to others that contemplated bankruptcy in the event o f  a “ dry 
hole .”

A  bill currently pending before the United States Congress provides for a 
55 per cent fixed share o f  net profits in lieu o f  the existing fixed royalty 
payment accompanying the bonus bid. The winner would still be
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determined on the. basis o f  a cash bonus. A profit share payment would 
avoid the above problems associated with royally payments. As a given 
lease approaches exhaustion a n d  its point o f  economic abandonment, 
profits w o u F  also approach zero and  payments would decline 
proportionately to zero. I f  the profit share was calculated on the basis o f  net 
accounting profits including fixed costs, then the profit share payment 
would decline to zero prior to the point o f  economic abandonment. The 
latter point is reached only when marginal cost (not total costs) equals the 
marginal revenue. There is nothing wrong with this system providing both 
parties understand how it works and bidders understand it at the time they 
submit their bonus bids. The proposed 55 per cent profit share is high and is 
likely to lead to inefficient operations. A profit share payment is 
approximately the same as an income tax on each well and is additional to 
the existing income tax. When the profit  share payment is added to  the 
existing income tax, a large part o f  the penalty for wasteful operations will 
have been shifted from the operator to the government. While a bonus bid 
paired with a fixed profit share payment has merit, a 55 per cent profit share 
added to normal income taxes is inappropriately high from an economic 
point o f  view .4

Some data arc available to permit a partial evaluation o f  the effectiveness 
of  bonus bidding with a fixed royalty. The United States experience with 
OCS bidding provides a record o f  thirty-five oil and gas lease sales during 
the period November 1954 to 29 May 1974. In addition, three sulphur lease 
sales ancf two salt lease sales have been conducted on the OCS. The record 
may be evaluated in terms o f  the num ber o f  bidders competing for each 
sale, the conditions of entry o f  new firms, the record o f  jo in t bidding, the 
extent of concentration among winning firms, the trend in price bid per 
acre, the resale record o f  tracts where the initial bid was refused by the 
seller, and the rate of  return earned by the winning bidders. Data pertaining 
to OCS bidding as follows:

I
i

a. For oil and gas lease sales there has been an average o f  3.6 bidders 
competing for each tract receiving bids. T he trend from 1954 to date 
■ ias been one of increasing bidder activity. From 1954 to 1966 the 
average number of bidders per tract was 2.7. Front 1967 to date the 
average increased to 3.9. From the seller’s point o f  view, even more 
bidders would be preferred. Given the fact o f  relatively few bidders, 
scaled bidding procedures would appear to be more appropriate than 
oral auction.

b. Entry into the oil and gas auction markets appears to  be relatively free. 
In the first 1954 federal lease offshore from Louisiana, 199 tracts were 
offered. Ninety-seven of these tracts received 327 bids from 22
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different firms, some o f  which bid in jo in t  bidding combinations. 
F rom  1954 to 28 March 1974, an  additional 110 firms won tracts as 
solo bidders or joint bidders with 1 o r  more other firms. Thus, in 
addition to the unsuccessful bidders w ho also perform a competitive 
function in the bidding process, there were 132 separate firms 
participating as winning bidders in thirty-three OCS lease sales . 1

c. Entry by relatively small firms into OCS lease sale bidding is facilitated 
through joint bidding. Jo in t bidding by two or more firms each unable 
to  bid solo has .he effect o f  increasing competition. O n  the other hand, 
when two or more large firms fully able to bid separately combine to 
submit a single bid, the effect may be to  reduce the num ber o f  compe­
titors. However, if through joint bidding, even am ong large firms, a 
combination of, say, four firms bids m ore than four times as frequently 
as the individuals would have bid solo, then the effect o f  jo in t bidding 
can again be procompctitivc.

d. T he record shows some tendency tow ard concentrating winning OCS 
bids in relatively few hands; however, the extent o f  concentration also ap ­
pears to be declining over time. For the nineteen oil and gas OCS lease 
sales which look place from 1954 through 1966, the eight largest buyers, 
sale by sale, purchased 85.5 per cent o f  the tracts. In the fourteen sales 
from 1967 to 2S March 1974, the percentage o f  total tracts purchased by 
the eight largest buyers declined to 62.0.*

Using the 184 leases issued in the 1954 and 1955 Louisiana oil and 
gas lease sales, a multiple regression analysis tested the proposition that 
firm size was positively related to  the high bid by tract as the dependent 
variable. If  large firms are able to  outbid smaller firms, then one would 
expect a positive relationship. The regression analysis revealed no 
significant relationship between size ciass o f  firm (the eight big firms 
versus all others) and the am ount o f  the winning bid. The same 
regression equation revealed that the high bid was also independent of 
whether firms bid jointly or solo. Further, the most significant 
independent variable related to high bid was num ber o f  bidders; the 
greater the number oT bidders competing for any given tract, the 
higher will be the resulting winning bid. The total value of oil and gas 
production accumulated through 1967 was also positively related to the 
high hid. As one would expect the num ber o f  acres in the tract leased is 
also related to the high bid. Estimated water depth as a proxy for 
development cost was not significantly related to the high bid.'

e. Data on the average price bid per acre indicates that with the passage of 
time the effective high bid per acre has increased substantially. For the 
entire period 1954 through to 28 March 1974, the average high bill per 
acre amounted to S I,257.50. For the 1954-1966 period the average was
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$301.71 per acre. This increased more than sevenfold to $2,219.90 per acre 
for the period beginning in 1967. This increase is only partially accounted 
for by higher crude oil prices. The average price of crude oil increased 
from $2.89/bbl. in the earlier period, to $3.69/bbl. in the later period. 
Even this increase would be offset by an unknown decrease in the p ro b a ­
bility o f  finding oil, and  by increased costs of exploration and production.

f. Lease sales through 1 October 1964 show that o f  the 1,377 tracts receiving 
bids, seventy-eight high bid offers were rejected by the government. 
Subsequently, 26 o f  these tracts were reoffcred and leases awarded. 
For these 26 tracts, the initial rejected high bid average am ounted  to 
$42.41 per acre. T he subsequently accepted high bid on resale averaged 
$411.38. Thus, where bids were found to be inadequate and subse­
quently reoffcred, competition increased bonus payments on these 
rejected tracts nearly tenfold.

g. The most conclusive test o f  the workability of  cash bonus bidding 
based on the United States record of OCS oil and gas lease sales is in 
terms of the rate o f  return on capital earned by the successful bidders. 
An analysis has been made of 184 offshore Louisiana oil and gas tracts 
leased in 1954 and 1955. Precise data arc available on bonus payments, 
rental payments, oil and gas royalty payments, and ptoduclion o f  oil and 
gas during the period from 1954 through 1967. Cost estimates were made 
for exploration, well drilling and equipment, and operation. Annual cost 
and annual wellhead values were discounted to obtain a net internal rate 
o f  return. The calculations indicate that these early OCS leases generated 
a 7.5 per cent before tax rate of return to the lessees.' Given the fact that 
oil companies pay relatively low U.S. income tax rates, the after tax rate of  
return would be only modestly lower than the 7.5 per cent before lax rate 
of return. This net yield clearly docs not reflect monopoly power; it shows 
an excessive degree" oT compctuIoTir

- I - - ' -

On the basis o f this evidence wc conclude that competitive bidding for oil 
and gas leases is sufficiently strong to protect the public interest inobtaining 
competitive values for its oil and gas resources. This conclusion is further 
supported by evidence presented above indicating an increase in the average 
number of bidders and a substantial increase in the average price bid per 
acre for oil and gas leases.

C O N C L U S IO N S

This article has examined the problems to be solved by any leasing 
system used to transfer publicly owned mineral resources to  private firms 
for processing. The cash bonus bidding system has been used extensively in
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the United States, particularly in the leasing o f  OCS mineral resources. That 
record has been examined in some detail. While cash bonus bidding 
embodies problems which have been identified, it also appears to  be an 
economically efficient method o f  resource conveyance. The United States 
record indicates that competition has been effective, if not overly effective, 
in permitting the government to capture the full economic rent. In addition, 
bonus bidding avoids a major problem of a popular alternative, that of 
royalty bidding. It appears to be far superior to a negotiated approach in 
solving the three critical problems o f  resource leasing: selecting the 
operator,  determining a fair market value, and creating a climate for 
efficient mineral resource recovery.
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7 . T h e  m u lt ip le  reg ression  eq u a tio n  is as fo l lo w s :
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where Y  is the  h igh b id  and  the unit o f  m easu re  is S 1 0 0 ,0 0 0 , X j is the s i/c  c lass o f  the high 
b id d e r c od ed  as 10 fo r  instances w here the  h igh  b id d e r is o n e  o f  the  big Firms and  as z e ro  
f o r  a l l o th e r f i rm s , X ,  is the to ta l v a lu e  o f  a l l o i l and  gas p rod u c tio n  accum u la ted  up  to  the 
end o f  1967 and  the un it o f  m easu re i'.SIOO.OOO, X , is the c o rp o ra te  s tru c tu re  o f  the h igh 
b id d e r c oded  as 10 fo r  a jo in t  ven tu re  and  ze ro  fo r  a s ing le  f i rm s , X .  is the n um be r o f  acres 
w ith  a un it o f  m easure in  100 acres, X ,  is the num be r o f  b idde rs p e r sa le  m u lt ip lie d  by  10 , 
and  X ,  is the estim ated  w ater d ep th . T h is  e q u a tion  accoun ts  fo r  6 2  pe r cent o f  the to ta l
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The Role of Public Enterprise

A R L O N  R . T U S S IN G

My remarks are, firstly, about the role o f  governmental enterprise generally 
and, secondly, about some o f  the considerations involved in using govern­
mental enterprise to foster greater control by the citizens o f  Canada and 
British Columbia over their own mineral industries. My view is that 
governmental ownership o f  producing operations is not generally the most 
effective way of accomplishing the social ends for which it is currently being 
advocated in these industries. Nevertheless, 1 have a few suggestions how 
some o f  the major disadvantages of public enterprise with respect to 
efficiency and responsibility might be overcome.
. Government owned enterprises in the English-speaking countries have 

seldom owed their existence to  an anticapitalist ideology. It is, in fact, hard 
to detect any systematic difference in motive, organization, or operation 
between the national, state and provincial, or municipal enterprises estab­
lished during the incumbency o f  labour, socialist, and agrarian radical 
parties and those implemented by Tories o f  various names and complex­
ions.

Despite the vast amount o f  existing governmental enterprise today in 
capitalist countries, and despite the importance o f  socialist movements and 
socialist thought in the history o f  modern civilization, the scholarly 
literature on public enterprise is remarkably skimpy Rigorous comparisons 
—theoretical or empirical—o f the economic performance o f  governmental 
and private enterprises in the same industry arc, to the extent 1 can 
determine, nonexistent.

G O V E R N M E N T  O W N E R S H IP

The case for government ownership of undeveloped land and natural 
■ •source slocks rests on a broader base than that for government ownership 
•‘l producing enterprises. The intrinsic value o f  any resource in its natural 
'tatc is the difference between the value o f  goods that can be produced from

and the cost (in terms of labour, capital, materials, and organization)
:'Aliurcd to produce those goods. The size o f  this residual is not the product
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o f  any person’s labour or enterprise; most o f  the economic value o f  an in 
situ resource and its appreciation over time result from such diffuse causes 
as llic increase in population, the general advance o f  technology, the decline 
in real transport costs, or directly from governmental outlays 011 roads 01 
geological mapping. On these grounds, it has become almost an axiom 
o f  distributive justice (however commonly violated) that the intrinsic value 
o f  natural resources should not be privately appropriated.

Other classical grounds for government ownership of natural resources 
arc the desire to control external costs or capture external benefits o f  their 
exploitation, and the expected divergence o f  private capital costs from the 
social rale o f  time preference, which is said to result in too rapid (or too slow) 
development o f  the resource. I am skeptical about the universal applicability 
o f  the last o f  these arguments; who, indeed, knows what society’s true 
discount ra teshou ld  be, and why arc politicians and civil servants expected to 
be more sensitive to  it than to entrepreneurs? This reservation 
notwithstanding, I believe that a presumption in favour o f  government 
ownership o f  undeveloped land and resources is generally justified.

Turning to productive enterprise, however, there arc three main econom­
ic rationales for government ownership in a capitalist society. First is the use 
o f  the state to establish or maintain productive activity that would not be 
profitable as private enterprise, but whose external benefits are deemed to 
justify a subsidy out o f  the public exchequer. A subsidy docs not, o f  course, 
require slate ownership, because either private or governmental enterprise 
could enjoy that subsidy. In cither case, support could take the direct form 
of providing capital or operating expenses from the Treasury or the indirect 
form o f  tax exemptions and the use o f  public resources at less than their cost 
o f  fair m arket value. State ownership, however, may well make a subsidy 
more palatable to the public, because it does not conspicuously enrich (or 
appear to enrich) a few private entrepreneurs.

Within the category o f  public ownership as a vehicle for subsidization arc 
the num erous instances o f  private enterprise socialized because o f  chronic 
insolvency or imminent liquidation, including the Canadian National 
Railways, most o f  the British Labour Parly’s nationalizations after World 
War II, and the recent takeover o f  rail passenger transportation bv the 
United Slates government.

in o ther cases, the motive for government ownership has been the 
creation o f  ‘‘public goods ,”  products (or by products) o f  an enterprise 
whose value a private owner could not expect to recover by market pricing. 
Examples o f  such externalities arc flood control by hydropower projects 
and the prom otion o f  literacy and national unification by the postal system.

Military necessity has been another justification for producing goods in 
state enterprises which might not meet the test o f  the private m arket.
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Ninetcenth-ccntury America had government lead mints and arsenals and 
p.antations for naval stores; the processing o f  nuclear fuels now remains 
a governmental activity on security grounds. Many public transportation 
and communications ventures were begun as defence projects in Alaska, the 
Yukon, and British Columbia: examples are the ALCAN highway and the 
White Alice communications system.

Second among the rationales for public enterprise is the perceived 
inability o f  private business, because of the great size or risk o f  the venture 
in question, to assemble sufficient capital. This tradition in North America 
began with state ventures in canal and rail rie.’clopment in the early 
nineteenth century, then extended to river control and irrigation projects, 
and continues into the present in enterprises like COMSAT and Panarctic 
Oils. In many o f  these cases, the proposed activity was expected to be 
self-sufficient in the long run, on the basis o f  the revenues from its product 
or service, but state initiative was seen as necessary to take advantage of 
scale economies or to overcome high risk threshholds.

The third circumstance seen to justify government ownership is posses­
sion by an enterprise o f  monopoly power an d /o r  exceptionally rich natural 
resources, cither o f  which can produce substantial “ unearned profits”  or 
rents. Government ownership is one means cither of  preventing monopoly 
exploitation o f  consumers (or monopsony exploitation of workers and 
sellers) or o f  collecting for the public treasury monopoly profits or resource 
rents that would otherwise be captured by the private owners.

Government takeover o f  profitable businesses has been rare in the 
Linglish-spcaking world. There have been a few instances o f  ideologically 
motivated nationalization, but it is instructive to note that these have often 
been reversed, as in the cases of  the iron and steel industry in Britain and, 
moi e recently, the grain trade in India. The remaining cases have principally 
been those o f  utilities—grain elevators, street railways, water, electrical or 
telephone systems—which had a monopoly ("na tu ra l”  or otherwise) in a 
local service area. In the last category it is often hard to distinguish between 
il>c instances where government took over to prevent private exploitation of 
monopoly power and those in which government saw a monopoly as an 
opportunity to exploit an assured source o f  revenue for itself.

There are, o f  course, a variety o f  cases which overlap two or all three of 
the>c categories. Economic development of a poor or sparsely settled region 
i' often advanced as a justification for public enterprise in transport, 
communications, or electrical power, in these instances the p-cmise is often 
diat the region lacks capital or capital markets and only the state can 
mobilize resources on the desired scale. At the same time, the project is seen 

' encourage growth by its ability to widen markets or otherwise cut costs 
'"i commodity producing sectors of  the regional economy. Once estab­
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lished, moreover, such an enterprise may have a monopoly status, wi;h 
the power to abuse or exploit that status, and seem thereby to demand 
public control o r  ownership.

Many governmental enterprises (and regulated utilities, which thc\ 
resemble in important respects) combine subsidies for some activities with 
appropriation of monopoly rents or resource rents from others. A common 
practice in both regulated private firms and government enterprise in 
transportation, communications, and utilities is cross-subsidization, in 
which monopoly profits earned from one area, line o f  business, or class of 
customers are dissipated in subsidizing others that arc deemed to be socially 
meritorious. Thus, airline and railroad tariffs on heavily travelled route 
segments typically exceed cost (including a “ fair”  return), while service on 
lower density segments is provided at a loss. Hydroprojccls in the Western 
United States typically subsidize users o f  irrigation water from revenues 
earned by water sales to municipalities and industry and by sales of  electric 
power. In Alaska, revenues from both state and federal timber sales are 
sacrificed to support otherwise uneconomic lumber and pulp mills.

Turning to the mineral industries o f  Western Canada, there is little 
evidence that suggests they need to be subsidized by formation o f  a public 
corporation or otherwise. The province of British Columbia docs not have, 
for example, a great but decaying industry upon which the community 
depends both for energy and employment, as the British had in the coal 
mines o f  the 1940’s.

The British Columbia-Yukon Chamber o f Mines may occasionally assert 
that each mining job  generates seven additional jobs in supporting indus­
tries, but there is no respectable analytical foundation for such a claim. 
Even if the extractive industries had such an employment multiplier, it docs 
not necessarily follow that job  creation per se is a benefit that deserves 
subsidization from the public purse, much less the creation o f  a government 
enterprise. New employment opportunities are a net benefit to the existing 
community only 19 the extent that they arc filled by residents who would 
otherwise be unemployed or working at more poorly paid jobs. In an “ open 
economy” like that o f  British Columbia or Alaska, there is no predictable 
relationship between local job  creation and local unemployment, because 
new employment opportunity  attracts immigrants who tend to offset the 
employment gain. Even if the new jobs directly created were reserved for 
long-time residents, displacement of residents from old to new jobs and 
their replacement by nonresidents can be expected to make overall unem­
ployment rates relatively unresponsive to employment growth.'

National self-sufficiency in minerals and the earning or retention of 
foreign exchange arc sometimes claimed as external benefits o f  mining that 
justify preferential treatment. In Canada, paradoxically, some o f  those
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(including the National Energy Board) w ho place the highest priority on 
national self-sufficiency in one or another mineral resource tend to advance 
policies that deter investment, on the grounds that the beneficiary of current 
development tends to be the export market, at the cost of future diminished 
Canadian self-reliance. In this country, moreover, balance of payment 
effects arc often used as part o f  a case against mineral development fnr 
export rather than in favour o f  it. In a world o f  floating exchange rates, 
however, one might question whether there is any relevance at all to  the 
balance o f  payments problem in its usual sense. Finally, the impacts upon 
environmental quality and the dispersion o f  population are more likely to 
be regarded as external costs o f  mining than as benefits that justify the 
government’s promotion o f  mining ventures that otherwise would not be 
self-supporting.

It is hard to make a respectable case that mining (including oil and gas 
production) creates beneficial externalities for the surrounding community, 
as distinct from the net value o f  the minerals produced, or the factor 
payments (wages, profit, rents, and taxes) which make up that value. The 
current Canadian interest in state enterprise in the mineral industries does 
not seem, in summary, to be a result o f  the belief that they are inevitably 
unprofitable under private enterprise. On the contrary, it rests in part upon 
the notion that mineral extraction can indeed be very profitable, and that 
unearned profits (rents) ought to be controlled and disbursed in socially 
approved ways. This attitude is sometimes experienced as a concern whether 
the people of the nation or o f  the province, who arc the nominal owners of 
i's natural resources, arc receiving as high a return for the products o f  their 
land as they might. One issue is, in short,  whether the state is effectively 
maximizing its revenues from disposal o f  minerals.

Where effective capital markets exist together with a large enough num ­
ber of potential operators to create workable competition for resource 
rights, the government (as landlord a n d /o r  sovereign) is more likely to 
maximize its revenues if it docs not engage in production. This conclusion 
does not presume that particular government owned entities arc necessarily 
less enterprising and less effective in cost control than profit motivated pri- 
'a tc  corporations. There may well be a bias against efficiency in most forms 
of slate enterprise, if only because their owners (the public) and managers do 
not have a clearly defined standard o f  performance as private managers have 
in the imperative to maximize the present worth of their firms. But more 
importantly, by operating a productive enterprise in the extractive 
industries, the government loses the ability it would otherwise have as 
landowner to exploit the competition am ong potential private operators.

At oil and gas lease auctions in the United States, for example, the bid 
pi ices on a single tract may vary by a factor o f  two, ten, or even one
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hundred. These variations reflect widely differing geological evaluations of 
the tract, exploration strategies, and capital and other costs. Thus each tract 
tends to be won by the bidder with the most favourable combination oj 
capital cost and expectations among all the bidders regarding future 
product prices, the particular tract’s recoverable reserves, and their devel­
opment and lifting costs. The landlord (state or private) who operates on his 
own land, however, would have only one management team, one explora­
tion strategy, one team o f  geologists and engineers, and  one supply function 
for capital. Only by rare accident would the landlord’s actual performance 
over the average o f  all his properties tend to be better than the expectations of 
the most optimistic bidder. If, therefore, he were to lease each traet to the 
highest bidder among the competing operators, he might anticipate i . ceiving 
a greater net revenue on each properly than he could expect from developing 
the property himself.

The foregoing prediction is implicitly supported by empirical studies of 
United States Outer Continental Shelf leasing by Walter Mead and others, 
who show that successful bidders on the average earn a discounted cash 
flow rate o f  return on lease acquisition costs substantially less than the oil 
industry’s average rate o f  return on capital (see M ead’s article, “ Cash 
Bonus Bidding for Mineral Resources,”  contained in this volume).

The effective use o f  competition to optimize revenues docs not dictate flic 
use o f  a cash bonus bidding system for all minerals or even for petroleum 
under every circumstance. The degree o f  knowledge or uncertainty regarding 
the volume and value o f  minerals present and their cost o f  extraction, the 
relative weight o f  fixed and variable costs in total extraction costs, the 
number o f  potential competitors, and the relative preferences o f  the 
government and private operators for certain present income versus uncer­
tain future income arc all appropriate considerations in the choice o f  
leasing or disposal systems and taxes on the mineral industries. These 
questions have been discussed elsewhere, 1 and other articles in this volume 
give close attention to the relative merits o f  location, leasing, and sale as 
systems for disposing of minerals; to royalties and severance taxes, and 
whether they should be reckoned on gross value or net profits; to bidding on 
cash bonuses, deferred bonuses, gross or net royally rates; to  the use o f  
acreage rentals; to the optimum size and configuration of tracts; to the 
amount o f  geological information the landlord ought to  obtain and publish 
before opening land for lease or disposal; and to the duration o f  the 
primary term o f  a lease or permit, its terms for renewal, and so on.

In summary, state enterprise in the business of  developing and producing 
minerals is surely one way to capture and redistribute resource rents, bu t it 
is unlikely to be as effective a device for maximizing those rents as the 
combination o f  a leasing system that takes full advantage o f  competition
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among private firms (considering the technology and institutional charac­
teristics o f  each branch o f  the mining industry) and an appropriate tax 
system.

The most powerful cases for public enterprise in developing regions (like 
much o f  Western C anada  and the Territories) relate to transport facilities 
which create external economies for other economic sectors, including 
mining. In these instances, both the first motive for socialization (the desire 
to subsidize) and the second (the need to overcome barriers o f  scale and 
risk) may justify investment by the government on projects into which 
private enterprise will not venture. Neither o f  these motives, however, 
creates a case for state enterprise in mineral extraction. Capital and 
enterprise for mineral exploration and development arc plentiful and 
mobile. Specialized technical inputs, such as geophysical surveys, drilling, 
and heavy construction can be purchased on contract in a highly compet­
itive market (so that great petroleum and mining companies carry out very 
few o f  these activities themsclver'' Capital sums in the hundreds o f  millions, 
or even billions o f  dollars can be mobilized privately, even without 
government guarantees, for projects like the Trans-Alaska pipeline, in 
remote regions.

Development o f  minerals, like the collection o f  revenues from  their 
development, is likely to be more rapid and more efficient if  ii utilizes the 
diversity of skills, techniques, enterprise, and access to capital in the private 
economy and the competition between firms differently endowed in these 
respects. Nationalization or municipalization o f  producing operations, in 
my view, has an inevitable price—both in state revenues and in social 
efficiency—the payment o f  which must be justified on other grounds.

The hard core o f  Canadian interest in public enterprise today seems to 
stem not from a perceived shortage o f  capital and entrepreneurship (much 
less an ideological opposition to capitalistic enterprise as such), but from a 
perceived surplus o f  foreign capital and entrepreneurship. The problem, it 
seems, is to assure that mineral development (and, presumptively, related 
activities like oil refining or oil and gas transportation) arc under the control 
of Canadians or the people o f  British Columbia, rather than great 
multinational (read United States) corporations.

It is probably not politic o f me as an American to ask what practical 
difference the nationality o f  a com pany’s owners or management makes as 
long as it is subject to the same laws (and obeys them) and pays its proper 
'hare of taxes. Foreign companies in C anada have often been berated for 

. |!"t paying enough taxes, but it was after all a Canadian decision, reflecting 
•l long-standing Canadian developmental philosophy that the extractive 
industries should remain largely untaxed. The satisfactions and grievances 
•’* Americans regarding the m ajor oil companies apply in the same way to
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Mobil and Texaco, which arc domestically controlled, as they do to Shell 
and Sohio, which are foreign controlled. I am  afraid I d on ’t see how any 
more in the way o f  real resources for Canadians could be squeezed from a 
government owned business than could be squeezed from American or 
Canadian owned private enterprise under a well designed leasing and tax 
system. Nevertheless, one billion American dollars invested in Canada is 
more conspicuous than one billion Canadian dollars invested in the United 
Slates, and the nationality of your managers and stockholders obviously 
docs make a difference to many Canadians. (I must confess, also, that some 
Americans become hysterical about the very idea o f  the Arabs or Persians 
taking over United Slates businesses.)

Government enterprise is one way to  “ nationalize”  the mineral indus­
tries, but it is not, o f  course, the only possible way to foster Canadian 
equity and enterprise. Stricter nationality criteria could well be applied to 
holders o f  claims and leases or o f  permits to  build pipelines, concentrating 
plants, and refineries. Such policies raise the further question, however, 
whether there is in fact enough private equity capital and enterprise in 
Canada to effectively take the place o f  foreign equity and1 enterprise. This is 
an empirical question to which I do  not have an answer. If the answer is 
negative, consideration must be given to the fact that establishing a 
government enterprise docs not create any new Canadian resources. It only 
uses t?x money or potential resource revenues to bid capital and talent away 
from some other employment in Canada. The cost o f  Canadianization (cither 
by restrictive licensing of private industry or by government enterprise) may 
be minimal, however, if preferences for nationals result in bidding home 
significant amounts of Canadian capital and Canadian talent which would 
otherwise be employed in other countries. (Presumably, the net effects of 
even these moves would have to take into consideration remittances that 
would otherwise flow back to Canada from investments abroad.)

Government capital need.not be regarded strictly as a substitute for 
private capital, Canadian or foreign. In North America during the first half 
o f  the nineteenth century, and in almost every country at one time or 
another, state companies were used as a vehicle to attract foreign debt or 
equity capital, usually British, to ventures they would not otherwise 
consider. A government owned (or guaranteed) railroad company was 
often naively regarded by Lombard Street as a safe investment, while the 
promotions o f  unknown overseas entrepreneurs were viewed with little 
regard in the world’s principal money market.

The use o f  government participation is still a major instrument for 
encouraging foreign investment in developing areas. Joint ventures between 
American, European, or Japanese private companies and governmental 
entities o f  the host country arc common in almost all the extractive



Rote o f  Public Enterprise

industries and in many countries at different levels of economic develop­
ment. Canada has at least one government enterprise created largely with 
this function in mind, Quebec’s SOQUEM , whos'- activity consists mainly of 
joint ventures in mineral exploration with private companies. Pclro Canada 
a\so seems to be interested in this kind o f  approach.

In addition to being a means by which domestic enterprise becomes a 
trustworthy borrower (or partner) o f  foreign capital, state enterprise can 
also be a means o f  offsetting a shortage o f  domestic equity and entrepre­
neurship. In this role, it has one advantage over promotion o f  domestic 
private enterprise through nationality restrictions on investment, manage­
ment or licences: it avoids the spectre o f  open discrimination, which could 
lead to retaliation and might otherwise undermine trade and investment 
relationships that are  beneficial to Canada. The nearly open border allows 
this country to draw  on a much larger pool o f  capital, technology, and 
talent than it would with policies fostering autarky. Although this openness 
is a major clement in the ambiguity and insecurity of  C anada’s national 
identity, its economic benefits to Canada are relatively greater than they are 
to the United States. (That is, its impact on the size of the resource pool 
available to C anada is greater than on the size o f  the pool available to the 
United States.) It is therefore a circumstance to be modified only carcf ully and 
selectively. Establishing a provincial oil company is one way o f  contain­
ing the side effects o f  a move in the direction of autarky in a single industry. 
Such a move might, in fact, limit these side effects even in the industry in 
question. Suppose the best candidate for executive officer for a British 
Columbia based oil company were a Texan; there might well be fewer 
misgivings about hiring him to work for the province than about his 
heading a subsidiary o f  an American private firm.

I will conclude this article with some suggestions for the structure and 
policy of public corporations in the mineral industry, suggestions aimed at 
combining some o f  the best features of  government and private enterprise, 
father than their worst.

I'iist, before establishing a governmental enterprise, be clear what its 
purpose is to be, what the incentive for the management to accomplish that 
purpose will be, and ,  quite rigorously, what will be the measure o f  the 
enterprise’s success. (I owe this first and most vital point to Milton M oore’s 
viitique of the d raft o f  this article.)

Second, do not set up a monopoly. There is no surer formula for 
inefficiency and social irresponsibility. Economics of scale do exist in 
aiming and petroleum exploration, but they arc very small when compared 
t*> "nine other industries or relative to the opportunities for development in 
•m .tiea ihc size o f  British Columbia. In petroleum refining, the minimum 
v::iciciu size of a refinery is probably about the size o f the British Colum'/ia
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market for petroleum products, bu t if a new government owned refinerv 
needs a monopoly or protectionist legislation to be profitable, it will almoM 
certainly be a serious burden on consumers. Industries in which scale 
economies arc narrow and where ingenuity and intuition arc still crucial, ax 
in mineral exploration or onshore oil and gas production, are probably not 
the most appropriate candidates for nationalization; but where it is 
determined to establish a state enterprise, consideration might be given in 
the establishment of more than one competing public enterprise.

Third, do not clothe the corporation in sovereign immunities. Such 
immunity can be, and often is, a cover for inefficiency, irresponsibility, and 
even lawlessness. The corporation should be suable; it should pay taxes or 
their equivalent (federal, provincial, and local); and it should be subject to 
environmental and safety laws and regulations and, above all, subject to the 
bankruptcy laws. Its opciations should not be protected by any version of 
an official secrets act. There is no good reason why the directors, officers, 
and employees should be excused from the same civil and criminal liability 
for their actions to which their counterparts in private enterprise are 
subject.

I would urge hesitation even in providing guarantees for the corpora­
t ion’s debt. A public mining or oil corporation will be pursuing a line of 
business in which private enterprise regularly borrows money without such 
guarantees. The more intense scrutiny of bankers and underwriters toward 
a corporation whose debt must stand on its own merit might well save the 
corporation’s owners—the public—more money than the small interest 
differential associated with government guarantees.

fo u r th ,  give the public and the corporation’s officers and staff  a material 
interest in its success and its efficiency. The government need not hold all 
the shares but only a controlling interest, not necessarily even a majority. 
One block of shares (enough to elect at least one director) can be held in 
trust for the company’s employees and voted by them. The remainder o f  the 
shares would be offered to the public; they would be voted by their owners 
and publicly traded. Not only would this provision broaden interest and 
participation in management, but the market price of publicly traded shares 
would be a continuing indicator o f  management performance and o f  the 
value of the government's equity. I sec no compelling reason to restrict 
share ownership to residents; it might in fact be useful to encourage 
minority participation by major oil companies or mining companies. A 
residence requirement for shareholders, however, would reinforce symbol­
ically the corporation’s identity as a national or provincial instrument, and 
would, o f  course, limit remittance of dividends abroad.

Fifth, the corporation's policies should be responsive to public policy.but 
not bend to every political wind. I would suggest that only a minority o f  the
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government directors serve at the pleasure o f  the Cabinet and be regarded as 
spokesmen for its policies. T he  remaining directors representing the govern­
ment’s equity would be chosen indirectly for long and staggered terms.

Sixth, the corporation should be under pressure to pay dividends. A 
majority of the shares (and directors) should represent parties who have a 
material interest that the corporation not retain, reinvest, or dissipate all its 
earnings: private shareholders, the employees, and the members who serve 
at the pleasure o f  the Cabinet (who would presumably be responsive to the 
fiscal interest o f  the government). The influence o f  this group will be a 
constant corrective to  tendencies o f  management, inside directors, and 
permanent directors toward complacency, empire building, pyramid build­
ing, or gold plating.

Seventh, maintain a clear distinction between the corporation and the 
government as landowner. The public enterprise should obtain resource 
rights on crown lands only in competition with other prospective operators. 
The corporation should not receive a  concealed (and indeterminate) subsidy 
by access to resources at no charge or at a lower price than a competitor 
might offer. If it must have a prefcrcnt right, let it b ea t  most a right to match 
the highest bidder.

A prefcrcnt right on the best offshore leases is a feature o f  the federal oil 
and gas corporation (FOGCO), proposed recently in the United States 
Congress. In view o f  the prices oil companies have been recently willing to 
.spend in these lease sales, such a preference would guarantee that FOGCO 
would appear profitable, however incompetent its management, and that the 
federal t r - s u r y  would losebillionsof dollars in lease revenues.

Eighth, take advantage o f  the division o f  labour and competition. The 
corporation should not attem pt to do for itself the things that even the 
greatest oil and mining companies contract out to others, such as seismic 
surveying, core drilling, well drilling, well logging, and construction. There 
is virtually no chance that a state corporation could improve on the 
performance of private firms in these exceedingly competitive areas.

In summary, I am generally skeptical o f  the case for public enterprise in 
the minerals industry but hopeful that such enterprises could he established 
free of many of their usual shortcomings, providing some thought is given 
to their purpose, organization, and  standards of performance.
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March 28, 1978

Rep. Al Osterback 
Chairman

House Natural Resources Carmittee 

Alaska State House of Representatives 
Juneau, Alaska

Dear Rep. Osterback:

When I testified before your carmittee two weeks ago on H.B. 854, I 
indicated then that Sohio Petroleum Company would be willing to submit 
additional information in written form to the carmittee, in further 
consideration of changes in Alaska's oil and gas leasing policies.

In this regard, attached is a memorandum, "Experimentation in Alaska's 

Oil and Gas Leasing Program; An Analysis of Leasing Policy Issues Raised 
in H.B. 854," prepared by our staff in Anchorage. An addendum presents 
suggestions for new language in certain sections of H.B. 854 that in our 
opinion would improve the bill from the State's standpoint as well as 
that o f  industry's. We hope you will consider our suggestions as construc­
tive, if critical.

In general, we feel that H.B. 854 as it is now written would create a 
bias in the State's leasing system toward experimentation with procedures 
that are unusual and new in Alaska. Our suggested language changes would 
essentially create a bill that would give the Oonmissioner of Natural Re­
sources the flexibility that he desires, but with a bias instead toward 

relying on well-known and proven leasing systems, unless special circum­
stances would call for the use of an alternative bidding system.

We are also concerned over the extent to which the Administration, in 
proposing H.B. 854, lias simply tracked many concepts (and copied specific 

language .in many cases) frcm OCS bills now in Congress, without an apparent 

close examination as to whether these specific provisions proposed for 
federal OCS sales are really appropriate for the State of Alaska.

We hope you will find this information useful in your consideration of 
H.B. 854.

With regards,

D.S. Mace
Assistant General Manager AGO 546874



PART Is A T  THE CROSSROADS

I. THE IMPORTANCE OF Oil- AND GAS POLICY DECISIONS 

A. Global Prospects

The Workshop on Alternative Energy Strategies (WAES), a two-year inter­

national energy and econcuric project, directed by the Massachusetts Institute 

or Technology, recently released their final report which indicated that:

(1) All energy resources and conservation measures must be developed 

vigorously to meet total projected demand in the period 1985 - 

2000; and

(2) Energy policy decisions made now will be the critical determinants 

as to whether or not sufficient incremental supplies will be 

available bo meet demand in the years ahead.

In other words; according to the WAES Report:

The years up to 1985 are critical ones...We are...on 
the threshhold of a critical decision period. We cannot afford 

to waste the years immediately ahead if we are to have any large- 
scale energy options availab3.e before the end of the century.

The time for decisive action is new. 1/

In this environment, the importance of H.B. 854, the Administration's

proposed oil and gas leasing bill, cannot and must not be underestimated,

as Alaska's oil and gas resources can and will play an important role in

determining the future global energy, economic and political balance. The

critical nature of energy decision-making at this time is further

underscored by the following conclusions stated in the WAES Report:

1/ ENERGY:GLOBAL PROSPECTS, 1985-2000, Report of the Workshop on Alternative 

Energy Strategies, M.I.T. Professor Carroll L. Wilson, Project Director 
McGraw-Hill Book Company, San Francisco, 1977. 546875



2000, rnost probably between 1985 and 1995... (p.3)

(2) Demand for energy will continue to grew even if governments adopt 
vigorous policies to conserve energy...(p. 4)

(3) The continued grewth of energy demand requires that energy resources 

be developed wi t h  the utmost vigor... (p.4)

(4) Even if there are no governmental constraints on oil production, oil 

supply will meet demand only under the most optimistic assumptions 

about gross additions to reserves...(p.145)

(5) Possible constraints on oil production by members of OPEC are likely
to cause oil supply to peak at the latest some-time around 1990 although 

lower production limits could bring this date forward into the early 

1980's.. . (p.145)

(6) All the effort put into oil exploration around the world over the past 

one hundred years has only yielded 240 large oil fields...(p.123)

(7) With only a small chance of either discovering a new Middle East or 

discoveries in the Middle East as large as in the past, the past rate 
of genuine new discoveries can only be achieved if a large number of 

smaller producing areas are found, (p.122)

(8) Given lead times of 5-10 years or more for many projects, failure to
make necessary near-term carmitments or to resolve a variety of current 
restraints on production, or to develop future supplies may foreclose 

some options for 1985. (p.265)

(9) Failure to recognize the importance and validity of these findings and
to take appropriate and timely action will almost certainly res i t  in
a world different from the one on which these projections have been 
based, (p.5)

(10) Failure to act could lead to substantially higher energy prices as the
supply/demand imbalance becomes more apparent with the consequent 

frustration of the aspirations of the less developed countries. The 
major political and social difficulties that might arise could cause 
energy to become a focus for confrontation and conflict, (p.5)

(11) The longer the world delays facing this issue the more serious
the outcome will b e . Even with prompt action the margin between

success and failure in the 1985-2000 period is slim. Time has become 
one of the most precious of our resources, (p.5) 2/ (Emphasis added)

2/ Ibid., pages as indicated above.
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Another important point in the Report relates to the size of future 

o i l  fields. Worldwide, over 30,000 oil fields have been discovered, but 

about 75 percent o f  the oil lies within 240 large fields, each with over 

500 million barrels of recoverable reserves. 3/

Out of the tens of thousands of producing oil fields in North America, 

there are only five fields that have recoverable reserves of more than 500 

million barrels (Prudhoe Bay, which is n e w ; and Elk Hills and Wilmington in 

California, and East Texas and Yates in Texas, all of which are old fields). 

Despite a great deal of exploration in North America, there has been no 

recent discoveries of fields more than 500 million barrels, except Prudhoe 

Bay. In other words, the probabilities of finding large new fields on the 

order of Prudhoe Bay has significantly diminish©!, not only globally, but 

also in the United States.

The WAES Report also makes clear that in certain environments, such as 

the North Sea, a 500 million barrel field is at the p  xinomic margin. 4/ 

Because of the particularly harsh environment in Alaska's North Slope, and 

elsewhere in the unexplored part of the State, a field that may contain 

even more than 500 million barrels of oil could be right on the edge of 

economic viability in Alaska, given the uniquely high costs and transportation 

difficulties.

While all of the above has critical implications both for the United 

States and Alaska, there are yet another set of reasons why w e  believe that 

the designing of the future oil and gas leasing program in Alaska deserves 

serious and careful consideration.

3/ I b i d ., p . 123 

4/ I b i d • AGO 546877



Li a  sense, the State of Alaska is facing on a smaller scale some of 

the same problems described earlier on a global scale. Whereas world oil 

production may begin to decline in about seven years, so also will Prudhoe 

Bay. This fact has important implications to all Alaskans and, in view of 

the revenue needs o f  the State, it would appear to be in the State's interest 

to encourage a steady, ongoing oil and gas development program in parts of 

the State with petroleum potential. But the historic rate of genuine new 

discoveries can only be achieved worldwide if a large number of small 

producing areas are found. Likewise the future of petroleum discoveries in 

Alaska will most probably involve smaller fields which will be more costly 

to develop.

Actually, the possibility of finding another Prudhoe Bay-sized field 

in Alaska is extremely remote. Further, because of the very high costs ox 

operating in much of Alaska, the size of a discovery must be larger in 

Alaska than it would in other states to make the project economic. Even 

the L i s b u m e  and Kuparuk oil pools, which according to State estimates range 

in potential frcm one to two billion barrels, are marginally economic and 

may be typical, in terms of economics, of many future oil and/or gas finds 

in Alaska. All this tends to suggest that Alaska iss special and needs to 

pay closer attention to the development of her resource policy than a State 

like Louisiana, for example.

Some have argued that Alaska might be better off 'sitting on' her 

potential oil and gas resources and waiting for the world oil price to rise 

even further. Dr. Arlon Tussing, an Alaskan economist and advisor to the 

Senate Energy Committee, considers this attitude, "simplistic" and "naive."

B. Alaskan Outlook
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In real terms, world oil prices may stabilize as a result of a prolonged 

period of relatively low economic growth which would result in lower growth 

rates for energy consumption than is genera1 .y projected. Additionally, as 

global attention is increasingly focused on energy, the drive to conserve 

energy and to develop heavier oils, such as Athabascan tar sands, Rocky 

Mountain oil shale and Orinoco tar belt; and substitutes for conventional 

oil and gas will increase. Again, to quote Dr. Tussing, "if you choose to 

'sit on' your oil and the decision was wrong, the resultant imbalances 

could be serious."

A  final serious consideration for Alaska relates to a realistic 

assessment of the growth of State spending. While this subject cannot be 

addressed in the analysis, there is reason to believe that Alaska's revenue 

needs in future years requires continuous exploration and development of 

her oil and gas resources so that new revenues will be coming in as Prudhoe 

Bay starts to decline. This is especially true when one considers the long 

lead times involved in exploration and production in the frontier areas of 

Alaska, where a decade may be needed to find, prove up and begin to develop 

a field, and where transportation problems can be enormously complex.

Implications

Being at the economic/energy crossroads globally —  and in Alaska —  would 

seem to suggest that it is of critcal importance to the State to (1) carefully 

delineate its goals with respect to a new oil and gas leasing bill and (2) 

ensure that the proposed legislation, in its implementation, will achieve 

the desired goals outlined in the legislation. With this in mind, it would 

appear appropriate both to review the goals outlined for H.B. 854 and to 

analyze some of the broad issues raised by the draft legislation.
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"As a prerequisite to a  discussion of mineral leasing alternatives 

there should b e  a clear statement of the goal (s) to be achieved." 5/

A. Objectives Outlined for H.B. 854

To analyze the objectives outlined for H.B. 854, there are two relevant

source documents: the Governor's letter of transmittal and the language

contained in the "findings" section of H.B. 854. Both contain ambiguities

and sources of conflict that deserve serious attention.

This is important in that the goals and objectives outlined in the

legislation reflect the intent of the Legislature, in offering guidance to

the Conmissioner o f  Natural Resources.

As described in the bill [Sec. 38.05.180(a) (1) (A-D)] the State's goals

are to:

(A) maximize the economic recovery of these natural reosurces in protection 

o f  the public interest;

(B) minimize the exploitation of these natural resources in protection of 

the public interest;
i

(C) maximize competition among parties seeking to explore and develop the 

resources;

(D) maximize use of Alaska's human resources;

While (D) is clearly in the State's interest, (B) appears to be in 

direct conflict w i t h  (A) and, in and of itself, could certainly be interpreted 

to mean more than one thing, e.g., 'sit on' the oil until later or 'protect 

the environment' o r  'don't develop at all,' depending on one's definition 

of the "the public interest." One might also raise the question as to

II. OBJECTIVES F O R  ALASKA'S OIL AND GAS LEASING PROGRAM

5/ Walter- J. Mead, "Cash Bonus Bidding for Mineral Resources," Mineral Leasing 
-  as an Instrument of Public Poli c y , ed. M. Crcnmelin and A. Thompson, British 

Columbia Institute for Economic Policy Analysis Series, 1977, p.46
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whether (C) could conflict with (A) o r  is even a  necessary goal for the 

State of Alaska's leasing program or whether the goal to "maximize competi­

tion" means having more companies bidding or more competition among current 

bidders. In short/ while goals (A) and (D) appear well-defined, there are 

important questions that could be raised with respect to the other goals as 

stated.

If one looks to the Governor's letter of transmittal for guidance on

the matter, one becomes more confused. Seme of what is presented as broad

goals are in fact provisions of the bill related to goals which may in

actuality work against the achievement of the overall broad objectives.

What appear to be the three major goals o f  the legislation are presented in

paragraph 3 of the Governor's February 17 letter of transmittal on H.B 854:

"The proposed changes will update the leasing law to provide 

increased public control over exploration, development, and 
production from state land, obtain a fair return from our 

non-renewable resources, and, at the same time, provide land 
from which explorers may find new energy supplies."

Yet the letter lists six "important state objectives," which include

items such as reducing "the length of the term of a lease frcm ten years to

five years..." The reduction of a lease term stould not be listed as an

"important state objective," it would seem, in that it is not an objective

but rather a provision designed to achieve the State objective of assuring

"that exploration begins promptly once State land is leased." Whether or

not reducing lease terms is the best means to assure prompt exploration or

not is not the issue here, but rather the importance of clearly delineating

goals (prompt exploration) as opposed to suggested means of implementation

(reduce length of term of lease).

AGO 5*68 81



While clarifying what are the State's goals may seen academic, the 

exercise would seen worthwhile, particularly since what are described as 

"important State objectives" in the Governor's letter appear to conflict 

with the goals stated in H.B. 854. If it is a State goal in H.B. 854 to 

maximize competition, for example, then increasing rentals on fields may 

not be in the State's interest at all and should certainly not b e  listed as 

one of the "important State objectives" in the Governor's transmittal 

letters.

Thus, it would appear to be in the State's interest to set out more 

clearly, and in some order of priority, what the State is really seeking to 

do in this legislation. The Commissioner of Natural Resources, who would 

be designing the leasing program today, and future Ccrmissioners w h o  will 

be administering the program in future years, need to know what the State 

really intends and wh a t  is most important, given the energy and economic 

environment today and the future needs of Alaskans. If the Commissioner is 

given clear guidance by the Legislature as to the overall goals, then the 

State should be able to rely on the Commissioner to use his judgment and 

discretion in designing a program that is the best interests of the State.

In addition to the ambiguity relating to the State's most important 

objectives related to H.B. 854, we are also concerned that the overall 

legislation would actually deny the Commissioner the very object the 

bill's proponents suggest they are seeking to guarantee, i.e., flexibility 

so that the Commissioner may design a program best suited to achieving the 

State's broad goals. Instead of really allowing flexibility, this bill 

appears to put stress on the Comrissioner by (1) requiring him (her) in 

many instances to adopt changes; and (2) setting liimits on those changes;
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and (3) forcing h i m  (her) to account for why this or that was not done, for 

example, as opposed to merely requesting information as to why what is 

planned or was done is planned or was done.

Based o n  studies w e  have analyzed, w e  would also suggest that "maximum" 

experimentation in bidding at this time may not b e  in the State's interest 

any more than it is the Federal Government's interest. While we will go 

into this subject in some detail in Section III, w e  think it important to 

highlight here that the Alaska Legislature should be aware that, in many 

respects, H.B. 854 appears to copy the Federal draft legislation. A  brief 

review of the goals related to the Federal bills would thus appear to be in 

order.

B. Objectives Related to Federal Legislation

It is noteworthy that the Governor's letter of transmittal states that 

the "proposed changes will update the leasing law to provide increased 

public control over exploration, development and production fran State 

land..." (emphasis added). Many in Washington D. C. have been working for 

years to amend the laws affecting OCS oil and gas exploration and development 

s o  as to be able to establish a Federal oil and gas corporation (popularly 

known by the opponents of the concept as "FOGCO").

While w e  do not mean to suggest here that the drafters of H.B. 854 are 

aiming to establish an Alaskan State drilling corporation, w e  do think it 

pertinent for the State to analyze the goals and provisions of H.B. 854 in 

terms of where it would take Alaska, if enacted as presently conceived.

Would the result be more exploration and development by private companies, 

o r  would the result be added complications in petroleum development and the 

eventual need for Alaska to establish its own "FOGCO?" We would offer two 

cautionary notes.
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First, Dr. Arlon Tussing has pointed out that "the scholarly litera­

ture on public enterprise is ranarkably skinpy. Rigorous comparisons - 

theoretical or empircal - of the economic performance o f  governmental and 

private enterprises in the same industry are, to the extent I can deter­

mine, nonexistent." 6/

Second, from our own limited experience of government drilling corp­

orations, w e  would tend to concur with Dr. Tussing's conclusion that a 

State FOGCO is, as Dr. Tussing says, "unlikely to be as effective a device 

for maximizing [resource] rents as the combination of a leasing system that 

takes full advantage of competition among private firms (considering the 

technology and institutional characteristics of each branch of the ...industry) 

and an appropriate tax system." 7/

There are a host o f  reasons given by economists w h y  government drilling 

corporations (would not) do not serve the public interest, 8/ but the point 

here is that certainly many companies and analysts view the Federal draft 

legislation - upon which Alaska's H.B. 854 appears to be patterned - as the 

first step towards the creation of a FOGCO, especially in that this type of 

legislation greatly increases the amount of uncertainty and risk related to 

what is already an uncertain and risky business, that of exploring for oil 

and gas.

6/ Arlon R. Tussing, "The Role o f  Public Enterprise," Mineral Leasing as an 

Instrument of Public Policy, British Columbia Institute for Economic 
Policy Analysis, 1977, p.163.

7/ Ibid., pp. 168-169

8/ See also "Natural Gas Policy Issues and Options," Prepared at the Request of 
Henry M. Jackson, Pursuant to R. Res. 45, A  National Fuels and Energy Policy 

Study, Serial No. 93-20 (92-55), 1973, pp. 108-109.

AGO 546884



the explicit and implicit objectives for H.B. 854. To suninarize, w e  are 

concerned with:

(1) The G o v e r n o r s  Letter of Transmittal - As this letter is part of 

the legislative package, it will be used as a reference when, assuming H.B. 

854 is passed, a future Commissioner seeks guidance in decision-making.

The fact that it confuses objectives and provisions is of concern, especially 

where some o f  the provisions that are listed as "important objectives" may 

be counter-productive to the goals of the legislation.

(2) The Goals Listed in H.B. 854 - At least one goal (B) could be 

interpreted in drastically different ways, and it is unclear what goals 

really are most important nor how several of the goals interrelate.

(3) Implicit Goals - While the bill's supporters contend that an 

important purpose of H.B. 854 is to provide the Corrmissioner of Natural 

Resources with flexibility in administering the leasing program, several 

provisions would not only deny real flexibility but also would require 

justifications for non-experimentation, in effect putting political pressure 

on tht Corrmissioner to experiment in bidding practices, for example, even 

though such experimentation may not be, in the Commissioner's judgment, in 

the best interests of the State of Alaska.

(4) Following the Federal Trend - We are concerned that H.B. 854, in 

many ways, parallels many of the provisions in the bills passed by the

U. S. House and Senate. Whereas the ultimate goal (implicit or explicit) 

of many supporters of the Federal legislation may be the establishment of a 

federal drilling corporation, w e  would question whether or not it is in
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Alaska's best interest to so closely follow the Federal lead in this area 

a t  this time...or any time. We would also caution the State, particularly 

about (1) the reasons w h y  data gathering is viewed as the first step in 

establishing government drilling corporations; (2) the lack of hard evidence 

and the experimental nature of using different bidding methods; and (3) the 

issues related to competition and joint bidding.

To take care of the above-described problems relating to objectives, 

w e  would like to suggest sane new language in the opening section of the 

bill (see Attachment I ) . We have sought, through the proposed changes, to 

highlight the fact that prompt exploration is an important goal which 

should be stated in the legislation and that this goal is inextricably 

related to the overall State goal of maximizing State revenue. We have 

sought also to provide flexibility for the Commissioner without forcing him 

(implicitly or explicitly) into experimentation. These and other proposed 

amendments are further explained in the following two sections.
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III. BROAD ISSUES AND OBJECTIVES

A. Data Acquisition: H o w  Useful?

While w e  understand the State's desire to know more about the potential 

oil and gas resources underlying State lands, w e  would reiterate what we 

and other companies have previously stated: obtaining more data frctn the

companies does not necessarily put the State in a better position to 

evaluate potential resources. In fact the opposite could be true; govern­

ment officials, looking at company data, might well understate the potential 

value of proposed lease acreage because of the general conservative nature 

of a government compared with, for example, the daringness of one Company 

geologist willing to stake a professional career on an interpretation of 

exploratory data. It could also be argued that the very nature of a large 

government agency makes it easier to hide errors of judgment whereas the 

company which decides to "go" on a project can hold specific employees more 

accountable for errors of judgment. But the most important fact to remember 

is that regardless of how much data the State may o b t a i n , the State will 

never know what it does or does not have unless the State drills.

Since you may not wish to simply take a company's word for it, the 

following quotation is presented to underscore the importance of drilling 

as a means of obtaining useful information and to highlight the relative 

lack of usefulness o f  data without drilling. This excerpt is from the 

writings of an acknowledged expert in leasing policy, Professor Walter 

Mead, University of Southern California at Santa Barbara:

".. .while the technology for oil exploration prior to the drilling has 

been advanced in the last century, exploration is still subject to 

extemely high risk. Drilling is the only definitive test to 
determine the presence of oil or g a s . Thus, bonus bids must be
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submitted by bidders and accepted or rejected by the government 

when neither the buyer nor the seller knows whether and in what 

quantities oil is present.. 9 /  ( E m p h a s i s  added)

It would seen obvious, therefore, that if the companies —  with all

their data and experience —  don't know at the time of a lease sale whether

they've just spent millions for the right to put millions more into drilling

potentially dry holes, then the government, with the same data, could

hardly be better off. And having all the data of all the companies doesn't

necessarily lower the risk of error for the government in that the view

supported by most of the data of most of the companies (data that might

suggest that "Tract 20" is worthless, for exanple) could be w r o n g .

Because more is not necessarily better in the exploration data game,

many companies do in fact view data acquisition by the government as the

first step which will inevitably lead —  and naturally extend to —  the

establishment of government drilling corporations. And, as previously

noted, Dr. Arlon Tussing does not view "governmental ownership o f  producing

operations" as "the most effective way of acccrtplishing the social ends for

which it is currently being advocated..." 10/

Additionally, Dale R. Jordan details some of the more severe problems

of esblishing government drilling corporations:

"...This article's purpose is not to examine the political repercussions 
that might occur when dry holes are drilled with public funds; however, 
wc should examine some of the practical considerations involved in the 

operation of a public company which has an almost exclusive area 

within which to explore as a result of discouraging the private 
siicbor. For the government to discourage both the existing explorer 
and the entry of any new ones and to expect the public corporation to 
be able to fill this void suggests that the government is saying, "if 

the private companies do it, so can we."

9/ Mead, op. c i t ., p.51.

10/ M. Crommelin and A. Thompson, "Introduction," Mineral Leasing as an 

Instrument of Public Policy, British Columbia Institute for Economic 

Policy Analysis, 1977, p.xvi.
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N o w  renember that the private companies conprise all the oil and gas 

explorers working in the province and those contemplating doing so, 

given the right opportunities. All these companies have geological 
staffs, man/ of who will be geologists who devote most of their time 

over a considerable number of years entirely to the study of British 

Columbia's geology. The public corporation could not expect to have 

such an extensive source of expertise as that available in the free 
enterprise system. And so the public corporation would suffer frccn a 

reduction in the number of ideas generated.

It is not unusual in oil and gas exploration, with its inherent 

problem of scientific interpretation and evaluation of geological 

prospects, to find that one company will acquire a block of land, will 
explore it, and perhaps even drill on it before deciding the search is 

unsuccessful. The company will then return the land to its cwner, the 
Crown. This dees not mean that there are not any cormr rcial hydrocarbons 
underlying this land; but rather that that particular company was 
unable to find them. To find these hydrocarbon deposits, a second, a 

third, or a fourth company should acquire this land, and, if this is 
done often enough, the hydrocarbon will be encountered, and production 

will follow. The problem wi t h  the public company being the only 

explorer in the province is that, unless it is fortunate enough to 
make the initial discovery, it is very doubtful whether there would be 

enough enthusiasm to have a second, third or perhaps even a fourth try 
at that particular prospect, with the result that the discovery would 

not be made. This is surely the worst thing that could happen and is 
probably the most damning argument against a public corporation moving 

into an area with an almost exclusive right to explore. 11/

B. Experimentation in Leasing: How Successful?

Hie sinple answer to the above question is "No one knows." The U. S. 

Government tried royalty bidding on eight tracts in an October 1974 lease 

sale with questionable results. It appears that neither che industry 

participants nor government officials found the experiment to be particularly 

successful.

According to The Oil and Gas Journal, "operators say they doubt royalty 

bidding will ever surface again except in areas where production is almas*- 

certain or possibly in drainage-tract sales. Development of wildcat acreage

11/ Dale R. Jordan, "Petroleum Leasing in British Columbia," Ibid., pp. 252-253.
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can prove too costly o n  a  royalty bid basis, despite the absence o f  high 

front-end expenditures normally budgeted under the traditional bonus-hid 

system." 12/

Similarly, Energy Secretary Schiesinger appeared to be disenchanted 

with the royalty bidding experience in Louisiana in that, in a  letter to 

Interior Department Secretary Andrus, Schiesinger apparently stated that 

the Department of Energy has reservations about the effectiveness o f  the 

royalty method based on past experience in the Gulf of Mexico. It appears 

in fact that Schiesinger raised the same objections to the royalty system 

as had been raised by industry and formerly by officials in the Department 

of Interior, i.e., that royalty bidding leads to early abandonment of 

leases because declining production eventually makes the lease unprofitable 

under a high royalty arrangement.

Significantly the Department of Energy and the Interior Department are 

considering the formation of a task force of experts to help analyze pros 

and cons of the various systems being proposed in the Federal legislation 

(which were largely copied in H.B. 854). A  key problem seems to be a 

dearth of experts, however, in that few governments have undertaken experi­

ments in bidding practices long enough or in a manner similar enough as 

that envisioned in the proposed Federal and State legislation, and to 

paraphrase Dr. Arlon Tussing's caixnents: scholarly, empirical analysis of

the different bidding systems appears to be 'remarkably skimpy.'

One source document, from which we have already quoted, appears to be 

quite useful, however. Published by the British Columbia Institute for 

Economic Policy Analysis, Mineral Leasing as an Instrument of Public P o licy,

12/ Mike Long, "Royalty-bidding experiment turns sour," Oil and Gas Journal,

May 2, 1977, p . 32.
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contains articles b y  an international and interdisciplinary group of 

economists, mining engineers, businessmen and industry consultants. In an 

introductory section, Dr. Mason Gaffney describes the report as "an out­

standing contribution to a rapidly growing field of study."

Our greatest concern with the proposed legislation is reflected in 

many of the articles in the British Columbia Institute's report. The 

publication cites significant problems with many of the bidding systems 

proposed in H.B. 854. Since each new system is so experimental, 

noreover, the likelihood of the Alaska's experiments not succeeding is 

high. An additional concern is that it would be years before the success 

o r  lack of success with a given system can be determined.

An example of our concern relates to the use of royalty bidding.

Dr. Arlon Tussing, Dr. Walter Mead and others (including n o w  Energy Secretary 

Schiesinger) have raised objections to royalty bidding for a variety of 

reasons. In the Report, Professor Hayne E. Leland, University of California 

at Berkeley, echoes some of their concerns and ours:

"Competitive bidding theory makes clear that undesirable consequences 
may follow from royalty or profit share bidding. If there are no bonus 

payments required, speculative bidding may lead to extremely high 

royalties or profit shares being bid, with development occuring only 

in the most favorable circumstances. This happens because firms have 
little or nothing to lose by bidding high and then failing to explore 

or develop..." 13/ (Emphasis added)

Gregg Erickson, a well-known Alaskan economist, in his article on "Work

Ccmmitment Bidding," suggests that the problems associated with royalty

bidding are well known:

"The problems created by royalty bidding, principally the premature 
shutdown effect and the potential for speculator induced misallocation 
of leases, have been well discussed in the literature. More importantly, 
they are well understood by persons influencing both public and private 
mineral resource policies." 14/ (Emphasis added]

13/ Hayne Leland, "Comment," British Columbia Institute Report, p.60.

14/ Gregg Erickson, "Work Commitment Bidding," Ibid., p.61. A G 0  5 4 6 8 9 1



Yet, it is not clear to us that royalty bidding problems are well understood 

b y  the officials who will guide the Department of Natural Resources in
i

leasing decisions in the next few critical years or in the future.

A  specific example of why w e  are concerned relates to the material

prepared by the Department of Natural Resources to accompany H.B. 854,

entitled "TV.o Views on Bidding Strategies." Not only are the numerous

problems and dangers of royalty bidding (cited by Meade, Erickson and

others in the University of British Columbia Report) not even mentioned,

b u t  also, after three short descriptive phrases under the heading "Royalty

Bid-Fixed Bonus," the department of Natural Resources, with no further

comment, analysis, or explanation, simply states: "The Leaufort Sale is an

ideal candidate for a royalty bidding scheme." (Emphasis added)

W e  view such remarks by the State Administration with concern. As

indicated previously, many who have taken the time to study the various

proposed bidding methods in depth list extensive problems with various

schemes for royalty bidding (see also Attachment 2) and, would hesitate to

use royalty bidding schemes of any sort except in drainage sales or where

there are known, proven reserves (as mentioned above in the Leland citation)

The Beaufort Sea is believed to have a high potential for discovery, but,

as in the Gulf of Alaska, the drilling of wells may result in no discoveries

o r  discoveries of marginal fields.' No discoveries - with royalty bidding -

means no incane for the State of Alaska. And, as royalty bidding adds

risk for the State, another quote from Leland is perhaps appropriate here:

"Note that if the lessor is such that leasing forms a substantial 
fraction of its revenue (for example the State of Alaska), it may not 
be optimal to transfer risk from firms to the lessor. Thus, lease 
contracts which might be appropriate to the federal government may 
not be appropriate for regional governments". 15/ (Emphasis added)

15/ Leland, op c i t ., p . 60.
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In view of the Department of Natural Resources' apparent current ease

o f  decision-making with regard to where and h o w  the current ccmpetitive-bid

lease system should be abandoned, w e  feel it important to stress that we

concur both with Mason Gaffney and Gregg Erickson as to where the burden of

proof should lie, i.e., with those who would change the current system— not,

as is implied and indirectly stated in H.B. 854, upon the Carmissioner who

would be cautious about a great deal of experimentation. In this regard,

w e  believe w e  are safe in assuming that Gregg Erickson's statement below

wi t h  respect to the work commitment bidding system would apply to any new

proposed bidding system:

"The adoption of a work commitment bidding system implies a judgment 

that existing institutions for private exploration of public resources 
result in a suboptimal rate of resource development.

Any argument for the adoption of such a system must first establish 

that this is in fact the case..." 16/

Similarly, though in a more general way, Mason Gaffney warns:

"To serve his citizens best, the statesman should...resist the temptation 
to use his power to manipulate and control...on the too easy presunption 

that the market has no rationale or normative value of its own. 
Generations of economists have established that it has, and governments 
seeking to improve on it need face a certain burden of proof." 17/

One final point: The effects of the cash bonus bidding method, though

not perfect, have been rigorously scrutinized, with over 20 years of

experience as a basis for analysis. And, according to Professor Mead's

extensive studies related to the results of 35 oil and gas lease sales

during the period November 1954 to May 29, 1974, bonus bidding with a

fixed royalty is effective:

16/ Erickson, op c i t ., p.75. 

17/ Gaffney, op c i t ., p . 3.
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"On the basis of this evidence, w e  conclude that competitive 
bidding for oil and gas leases is sufficiently strong to protect 

the public interest in obtaining competitive values for its oil 
and gas resources, This conclusion is further supported by 

evidence presented above indicating an increase in the average 
number of bidders and a substantial increase in the average price 

bid per acre for oil and gas le£\ses". 18/

Thus, it is our judgment that, although in certain, special circumstances, 

changes in the bidding approach may be advantagous to the State, several 

factors should be remembered. First, the State currently depends on the 

petroleum production for sane 70 percent of its revenue, most of which is 

frcm a field that will begin to decline in about seven years. New exploration 

in Alaska is vitally needed.

Second, although oil companies by the nature of their business deal 

daily in risk and uncertainty, there is no question but that, to the extent 

the State can reduce uncertainty and foster confidence with regard to the 

use of new bidding systems, oil and gas exploration will be encouraged.

Third, because the new systems are experimental, w e  would suggest that 

the burden of proof for adopting a new system for any lease sale be placed 

on the Department of Natural Resources because the use of any new system 

involves greater risks and uncertainty not only for the companies but also 

for the State. The proposed amendments contained in Attachment 1 reflect 

this analysis and these conclusions.

18/ Mead, op c i t ., p.55.
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C. Oil and Gas Leasing: How Competitive?

Much has been said in recent years about the oompetitiveness or lack 

of competition in oil and gas exploration and development. Concern has 

risen particularly with respect to joint ventures in general and joint 

bidding in particular. Although the formation of joint v e n t  ire groups for 

lease sale bidding facilitates ease of entry in high-risk ventures, and 

allows producers to spread their financial investments in an effort to 

minimize overall risks, the sheer numbers of joint ventures have been 

interpreted by same as 'fostering something other than competition.'

The two theories about the nature of joint bidding in Federal lease 

sales (collusive vs. risk-sharing purposes) have been tested by University 

of North Carolina Professor Edward Erickson and M.I.T. Professor Robert 

Spann. As they reported in testimony before the U.S. Senate Commerce 

Committee, the observed patterns of bidding partnerships are most consistent 

with the hypothesis that joint bidding is a means of risk-sharing, not ( 

collusion. 19/ Among the ways in which competition might be fostered 

rather than reduced by joint arrangements are the following:

Because risks are shared, the cost of capital per unit of supply 

increment is less, so that entry barriers are lowered in high risk 

ventures;

Because of joint agreements, smaller independents can and do form 

independent and successful groups for bidding purposes in Federal 

lease sales, as evidenced by data on successful bidders in the June 

1973 Federal lease sale;

19/ In their study of the 1972 and 1973 Federal offshore lease sales, Erickson 
and Spann found that membership of bidding groups varies from year to year; 

market shares for members fluctur.be from one year to the next; the most 
frequent bidding group is a combination of majors and smaller firms, but 
majors bid alone, as do smaller firms; single firm bids are frequently made 

by the largest firms, but other firms are also successful single firm bidders, 

and bidding groups which contain a large number of firms are predominantly 
composed of smaller firms. They also concluded that the incidence of joint 
bidding increased as the size of the firm decreased; there was a heavy 

incidence of joint bidding partnerships between unlike firms; smaller firms 
use joint bidding ventures as a vehicle for entry into offshore activity. 

"Competition in the Field Markets for New Natural Gas Supplies," Statement 
before Senate Commerce Committee, November 8, 1973. AGO 546895



Because of the number o f  large and small producer caitoinations 

and the frequency with which new groups are formed with different 

members, producers are able to become involved in many projects so 

that competition is spread through many projects.

Since joint operating agreements also expressly provide for separate 

marketing of production fran joint ventures, it would appear safe to conclude 

that risk-sharing through joint ventures need not make competition less 

intense. By facilitating ease of entry, joint ventures by domestic petroleum 

companies may indeed make competition more intense. 20/

The work of Professor Mead tends to underscore the findings of Erickson 

and Spann:

"The most conclusive tost of the workability of cash bonus bidding 
based on the United States record of OCS oil and gas lease sales is in 

terms of the rate of return on capital earned by the successful bidders. 

An analysis has been made on 184 offshore Louisiana oil and gas tracts 
leased in 1954 and 1955. Precise data are available on bonus payments, 

rental payments, oil and gas royalty payments, and production of oil 

and gas during the period from 1954 through 1967. Cost estimates were 
made for exploration, well drilling and equipment, and operation.
Annual cost and annual wellhead values were discounted to obtain a net 
internal rate of return. The calculations indicate that these early 

OCS leases generated a 7.5 per cent before tax rate of return to the 

lessees. Given the fact that oil companies pay relative lew U.S. 
income tax rates, the after tax rate of return would be only modestly 
lower than the 7.5 per cent before tax rate of return. This net yield 
clearly does not reflect monopoly power; it shews an excessive degree 

of competition". 21/ (Emphasis added).

In fact, two studies conducted under the auspices of the United States 

Geological Survey (both authored jointly by Dougherty of the University of 

Southern California and Lorenz of the U.S.G.S.) have indicated that the 

restriction of joint-bidding has failed to achieve its objectives in Federal 

OCS lease sales.

20/ In the last analysis, if the formation of such groups constituted monopoly 
power, one would expect to see seme results where such groups are fonrred,
e.g., a non-random bid price pattern in Federal lease sales.

21/ Mead, op. cit., p . 55.
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Major conclusions were:

1. The ban of joint-bidding by major oil companies may in fact have 

acted to broaden the overall influence of major companies in a given sale.

The percentage of all bids and the number of bids per lease in which a 

major oil company w a s  involved actually increased, which in turn may have 

increased the total amount of acreage in which major companies participated 

during this period.

2. When the U.S.G.S studies compared solo bids to joint-bias on given 

tracts, it was concluded that the joint-bidders tended to go after more 

highly sought-after leases and that they tended to bid higher on the average 

than sole-bidding competitors.

From a practical standpoint, allowing joint-bidding has important 

advantages to the State as well as to the industry, in terms of overall 

econanic efficiency, environmental effects of exploration activity, and 

flexibility.

For exanple: Often, a given canpany may have a great deal of geologic

and geophysical data in an area, but for one reason or another does not 

have the cash on hand to fully utilize its data in a coipetitive-bonus 

sale. In this kind of situation, it would make sense to join with another 

company that has the necessary investment capital and does not have the 

data.

If the two were unable to combine in partnership, a situation could 

develop where one company had to duplicate seismic and geologic information 

already held by the other company. Ironically, a situation would then 

develop where overall competition in the sale would be reduced, because one 

company with cash reserves would have expended part of its funds in gaining 

data, while the other company with information would be limited in participation
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because of its cash limitations. Also, there would be the obvious environmental 

effect of the increased seismic and other activity, including, possibly, the 

drilling of wells, that would go along w i t h  the need to gain additional data.

In view of all of the above, w e  wonder why the State Administration 

proposes to ban joint bidding among "major and multinational oil and gas 

companies" (terms which are not defined in H.B. 854). Again, is the State 

simply following the Federal government's lead? If so, we would repeat Leland1 s 

cautionary note that it m a y  not be in the State of Alaska's best interest so to do.
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paper is meant to clarify many of the concerns we have with H.B. 854 

conceptually as well as in detail, concerns which, as shown in Part I, 
have been expressed, in the analytical literature on the subject of the bill.

PART II: H.B. 854: PROBLEMS AND SUGGESTED AMENDMENTS

I. PROPOSED AMENDMENTS TO MAJOR PROVISIONS

A. Objectives (findings):

As explained in Part I above, w e  feel strongly that .the language 

pertaining bo the State's objectives as contained in the "findings" 

section of H.B. 854, should be amended to clarify the State's major 

goals in its leasing program. This section will and should be used 

by the Corrnu.ssd.oner of Natural Resources in carrying out the Depart­

ment's responsibilities under the proposed act in the ."best interests" 

of the State.

These suggested amendments to H.B. 854 are particularly important 

in that, as explained before, scare of the "important goals" outlined 

in the Governor's letter of transmittal appear to conflict with the 

apparent goals expressed in H.B. 854.

Suqgestions: (Refer to attached draft language, Attachment 1,

Page 1 and 2).

We suggest amending (A) to reflect the global and Alaskan energy/ 

economic outlook. We also substituted the goal of encouraging prompt 

exploration and competition, in place of the ambiguous language of the 

original (B).

On Page 2, under (2), our amending language was designed to reduce 

uncertainty with regard to the implementation of the program. The 

language would allow flexibility, but only where consistent with the 

findings in (1).

AGO 546899



Changes in (A) and (B) on Page 2 simplify the language in the 

original bill to reach the sane goals, listed in (A) through (D) in 

H.B. 854.

B. Procedures

On Page 2, in (B), we suggest that the Commissioner be required 

to make his lease sale program consistent with the objectives in the 

bill.

Under (1), on Page 3 of the draft, we suggest that the status of 

the current leasing program shall be reported to the legislature, rather 

than, "submitted."

Section (2) clarifies ambiguous language in the same section of
V: •

the original bill.

Section (3), also on Page 3, provides more certainty in lease 

stipulations and conditions by adopting language already contained 

in proposed state pre-leasing regulations.

On Page 4, under (B) in the suggested language, we suggest 

permitting the public to comment on the form of the lease sale as well 

as the leasing program itself.

Changes in (C) and (D) are being suggested to make the language 

more specific to reduce unnecessary delays and the potential for 

litigation, by adding "appropriate" federal agencies, "affected" local 

governments, etc...

Section (G) was added to clarify that (A) through (F) do not 

supercede Section 305 and 345 of the Alaska Lands Act, which provide 

for extensive review by affected municipalities and Alaska Native groups.

On Page 5 of the draft language, in (A), we would suggest that 

the Commissioner review bidding methods and leasing procedures used in 

the previous five years, rather than one year.
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We suggest deleting (E) in the original H.B. 854 because we feel 

that such a requirement weuld put the Commissioner under undue pressure to 

experiment. It would tend to undercut the overall goal of flexibility 

for the Corrmissioner.

C. Lease Methods

We suggest new language in (C) on Page 6 of the draft, to provide more 

flexibility to the Commissioner, to insure fairness to all participants, 

to insure that the program is consistent with legislative findings of

H.B. 854, and to place the burden of proof for the need of change to 

an alternative bidding system on the Commissioner.

D. Reduction of Royalty

On Page 9 of the draft language, the purpose of our amending 

language is to make it more difficult for speculation in the bidding 

of royalties. Under the proposed language, the lessee would have 

to clearly show that a reduction in royalty is required. These 

amendments should help in avoiding the problem of irresponsible 

bidding during a royalty-bid sale.

E. Bonus Bid Deferral

We would propose deleting this language (E) in original bill,

Page 9, because we think that the option to defer payment of bonuses 

would encourage speculation and could lead to charges of unfairness if 

lessees have the option to "renegotiate" bonuses.

F. Withholding Acreage

For a variety of reasons, we would propose deleting Section (F) 

in the original bill, page 10. This is similar to powers held by the 

Canmissioner under existing statutes and, as such, is not objectionable.
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However, the problem with withholding acreage is illustrated by 

the description of it as "the fifth bidding system" by the Department 

of Natural Resources. This is further amplified by written coirments 

by DNR personnel, in Report 2-77, where the withholding of acreage 

was specifically r e c a m e n d e d  as a means of significantly increasing 

state incone on the assumption that the withheld acreage would cover 

half a known geological structure.

In the example discussed in Report 2-77 under the title of 

"Percentage of Acreage Withheld Leasing," it is assumed that 60% of 

a structure is leased initially at odds o f  1 success in 10 which, after 

exploration, improve to 9 in 10. The fallacy of the argument is 

that the authors, (and subsequent proponents of the idea), neglected to 

take into account the other nine instances where exploration shows the acreage 

to bemore or less worthless. Although 4% (10% of the withheld 40%) would 

attract high bids, the average overall income should be no different than 

if the whole acreage had been leased initially.

The assumption tliat all closed geological structures contain 

hydrocarbons is attractive, but untrue. The ability to close the rare 

structures which are filled with hydrocarbons is not vested in the State's 

geologists or those of a single oil company. Consequently the chances 

of the State losing income b y  deliberately withholding leases over a structure 

far exceed the chances of it making a windfall profit from the procedure.

What is often forgotten in the use of the example of Prudhoe Bay to 

show how not to lease, is the fact that at the time of the geophysical 

recognition of the Prudhoe structure, a bigger and geologically more 

attractive structure was found a short distance away. This was known as
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the "Colville High". The Colville structure was drilled in 1966 with 

disastrous results because it was discovered to be dry and devoid of 

prospects. Those results seriously downgraded the Prudhoe structure, 

in the following year. It is highly unlikely that even if the Cannissioner 

has the choice of multiple bidding methods he would have leased the 

Prudhoe acreage b y  anything ' •. r  than cash bonus b i d s . If he had 

guessed, the same way that industry did, that the Colville High was the 

better of the two structures and had deliberately withheld half of it 

from leasing, would he have dared, in the light of the drilling failures, 

to do the same for Prudhoe? Obviously he would not have risked a second 

debacle. It is annoying in the light of this history to read that DNR 

authors, in, "Two Views on Bidding Strategies", 1978, persist in misusing 

the Prudhoe Bay example to reach the incorrect conclusion that "Bonus 

bidding should not have been used in that instance."

Exploration Work Credit Program

This is a suggestion made before the House Resources Cormuttee by 

Sohio in early hearings on H.B. 854, involving credits for exploration 

as an incentive.

A  major objective of H.B. 854 is to maximize revenues to Alaska, but 

to do this it is essential that the State adopt policies which encourage 

a steady, ongoing exploration program on State lands. Many sections in

H.B. 854, if enacted, could actually serve to dampen exploration, but one 

option the State Legislature could consider to add an incentive for 

exploration is a program similar to Albert'a Exploratory Drilling 

Incentive System. This kind of program has proven to be successful as 

a way of encouraging high levels of exploratory activity, and in Alberta 

has been largely responsible for the record-breaking levels of drilling
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activity in recent years, and subsequent high rates of discoveries since 

it was introduced in 1974. This year, the program was extended, until 1981.

The system is simple and is based on a drilling credit which can be 

earned by all exploratory wells and which varies according to the footage 

drilled and the region drilled in. For example, under the Alberta system, 

a well drilled to 8,000 feet on the North Slope could earn a credit of, 

for example, $2 million, where a similar well on the Kenai Peninsula 

might qualify for a $1.5 million credit. Deeper wells could earn 

proportionately more, as would offshore wells. These credits could 

be scheduled to equal approximately one-third to one-half of the 

cost of a well in each region, and they could be used by the earning 

company against bonus bids .in a State sale, or against lease rental 

payments of royalty payments. The result could be an influx of 

capital into Alaska, similar to what has taken place in Alberta. But 

since the Commissioner would control the incentive program by regulation, 

it would be capital that would be directed by the State to areas in 

which the State wished exploration to occur.

Tb allcw the Commissioner the discretion to introduce such a drilling 

credit system, we have taken the liberty of proposing general language 

in section (f) that could be translated into detailed regulations for 

a successful incentive program (see Page 10),

The system vould require control by the Department of Natural Re .sources, 

but it could operate with less manpower than is needed for the policing 

of net profit bidding or royalty-bidding systems. The benefits would 

be tangible and immediate, and would probably exceed, in terms of new 

revenues to Alaska, the theoretical and untried potential of royalty 

or net-profits bidding.
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H. Terms and Regulations

On Page 11 of the draft, our proposed language in (G) would replace 

(G) and (H) in the original bill. Our language would be simpler and would 

accomplish the same purpose, we think.

I. Lease Terms

On Page 13 of the draft language, our new language in (H) would give 

the Commissioner the option to have five-year lease terms, but only where 

the Commissioner finds that environmental and economic conditions would 

not severely restrict operations. The original language in the bill 

requires a five-year lease unless severe environmental conditions require 

a longer period.

In most parts of Alaska, severe environmental conditions and remote 

exploration locations dictate that drilling and other exploration activity 

be done only on a seasonal basis. A  five-year lease term would therefore 

place great strain on the operator in all parts of the State except for 

Cook Inlet or Southern Alaska locations where work can proceed year-round. 

Our proposed language would leave the 10-year lease term intact, although 

the Commissioner would have the option for shorter terms where environmental 

condi t ions.• permit.

Our proposed language would also give the Commissioner authority 

to go to larger lease tracts if circumstances require, if, for example, 

a work-coirmitment system is used.

J. 90-Day Provision

Also on Page 13 of the draft language, we also amend section (H) 

in language dealing with expiration of leases, to reflect unique Alaskan 

environmental problems in the term "reasonable diligence." This language
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deals with activities that an operator nay have underway at the time of 

the expiration of a lease. We would like to see environmental conditions 

taken into consideration b y  the Commissioner in delays that might affect 

an operator.

Also in section (H) on Page 13, we would suggest amending the language 

to reflect that a  lease will be extended if there is a well capable of 

producing oil and gas, rather than a well producing oil and gas, as in the 

original language. Our reasoning is that there oould be situations where 

a productive well has been drilled, but there are delays in building 

transportion systems to actually take the oil away.

K. Commissioner's Role in Conservation

On Page 17 of the draft, we propose new language that would clarify 

an apparent ambiguity in the original language regarding the 

Commissioner's conservation regulatory authority under Title 31 over 

pools unitized under this chapter. Our suggested language would 

reinforce the Commissioner's conservation authority, and would clarify 

this language.

L. Noncompetitive Leasing

Sohio-BP has no corporate position on nonconpetitive l e a s i n g  but 

while some companies would like to have the option of nonconpetitive leasing 

available, there may be situations where the State's broader public interest 

might not be served. Nonconpetitive leasing can invite speculation in 

leases and in certain circumstances, there could be adverse environmental 

effects.

AGO 546906



M. Joint Bidding Prohi-bitions

On Pa g e  21 of the draft, the original language in the bill allows 

the Commissioner to restrict joint bidding by "major and multinational 

oil and gas conpanies" (these terms are ncwhere defined). There are ma n y  

serious problems that are discussed extensively in Part I, Section III C 

with respect to this provision. Based on the conclusions of the studies 

cited in this section ("Oil and Gas Leasing: How Competitive?"),* w e  would 

suggest that it is neither necessary nor in the State's interest o t  restrict 

joint bidding in any way. Such prohibitions not only restrict entry into 

Alaska leasing, but also could reduce potential revenues from lease sales.

We would suggest deletion o f  this section from the bill.

N. State's Right to Purchase Oil and Gas

Section (v) on page 21 in H.B. 854 wauld include in leases a provision 

whereby the State 'would be allowed to puchase up to 100 percent of any gas 

discovered on State lands. This could be very harmful to the State in the 

long run, as it could effectively eliminate the financing of exploration 

programs by means of gas sale contracts. 'Ihese contracts have been 

normal in Alaska, and in the past few years have contributed many millions 

of dollars to oil find gas drilling. This source of investment would be cut

off and the proposed provision would only discourage exploration and the

purposeful search for gas.

Under the terms of this section, contractual conmitments would be impossible 

to make because the lessee would have no certainty of ownership of gas and 

would lose the right to dispose of his share of production to his best 

advantage, which oould also be to the State's advantage. The result could 

be an increase in the risks and costs of exploration.
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In accordance with statements made by Administration officials with 

respect to the intent of the langugage in H.B. 854 relating to data 

acquisition and confidentiality, we have amended (w) of H.B. 854 on rage 21. 

Under our amended language in (s) on the same page, therefore, the Corrmissioner 

is given access only to noninterpretative data which shall be held confidential 

upon the request of the lessee or permittee as provided in AS 38.05.035. 

Additionally, in our (s) section, we have added that the Gbrrtnissioner shell 1, 

by regulation establish procedures to govern access to and the safekeeping 

of such data.

As to the usefulness of such data acquisition, we would refer you to 

che analysis contained in PART I, Section III A  above ('Data Acquisition:

How Useful?"). This section additionally attempts to explain why data 

acquisition by the government is frequently viewed as the first step that 

inevitably leads to government drilling corporations.

Acreage Limitations

Section 3 AS 38.05.140(c) in H.B. 854 would limit any one company's 

onshore lease holdings to a limit of 200,000 acres. We would suggest that 

this limitation may be unnecessary in reaching the objective of encouraging 

competition and may, in fact, undercut the goal of maximizing competition 

on State lands simply because some companies are now near or at the proposed 

limit in terms of onshore acreage holdings. They would not be able to partici­

pate in future state sales for at least five years if this provision were 

enacted.
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The limitation also seems to work against other objectives of H.B. 854. 

For instance, the Department of Natural Resources, in its corrments on the 

proposed work commitment bidding method, acknowledges that large areas on 

the order of 100,000 acres are needed to make the type of bidding practical. 

Such acreage would be low potential, high risk land which would not normally 

be seriously considered for exploration. If the 200,000 acre maximum is 

retained, no responsible coirpany could even b id on large vork commitment 

parcels of this kind. Consequently, retention of this stipulation would 

narrow the leasing options available to the State and vould be detrimental 

to the responsible assessment of State land.
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In summary, w e  would offer these observations and conclusions:

1. H.B. 854 as currently drafted would create a State leasing 

system biased towards experimentatibn with procedures that are new 

and untried in Alaska. This m a y  not be in the State's interest, be­

cause unusual leasing systems could lead to delays in petroleum 

development that could have serious consequences on future State 

revenues and A l a s k a 's contribution toward U.S. energy needs.

2. The United States faces a critical energy-iirport problem 

that may have serious consequences for the Nation's economy. Alaska 

can contribute to the lessening of U.S. dependence on imported oil, 

but long lead times and large investments are needed to develop new 

petroleum discoveries in remote Alaskan locations. By enacting new 

leasing legislation that could lead to unusual and untried lease 

systems, the State oould inadvertently delay exploration and devel­

opment in remote Alaslnn areas with resulting consequences in the 

global energy/economic sphere.

3. The State of Alaska faces a potentially serious revenue 

situation in the late 1 9 8 0 's as annual State expenditures increase 

and oil production frcm the Prudhoe Bay field begins to decline. Again, 

the long lead-times needed to find and develop new Alaskan oil discoveries 

would indicate that exploration must proceed soon on state lands to provide 

needed petroleum revenues.

II. SUMMARY A N D  CCNCLUSICNS
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4. Alternative bidding systems proposed in H.B. 854, although also proposed 

in OCS legislation n o w  pending in Congress, have not had extensive use in 

the U.S., nor in very many other places in the world. Experience with royalty 

bidding in federal OCS sales has been dissappointing, and the federal govern­

ment may n o w  be reconsidering the use of alternate bidding systems other 

than the competitive bonus-bid procedures.

5. The majority o f  academic literature that we have been able to find 

supports the thesis that the traditional bidding methods have worked well 

in the leasing of public lands for petroleum development. Academic experts 

also seem to agree that alternative bidding systems present serious problems, 

except when used in certain special situations.

6. We have offered in Attachment 1 suggested language that would, 

we believe, improve many sections of H.B. 854, and give t h e C  ommissioner 

the flexibility he desires while at the same time encouraging the use of 

proven leasing systems unless special circumstances dictate the need for 

an alternate situation. Royalty-bidding in a drainage sale would be an 

example.

7. We have suggested an exploration work-credit program similar to

a successful system used in Alberta that we believe would offer substantial 

incentives for increased Alaska oil and gas exploration.

AGO 5469*1



. ■ ■ ■ w
■•. ' • • .r .* tTs ■ ■ ** <

I R s K

LEASING METHOCS EXAj-UMED 

BUT NOT INCLUDED IN MB 854

1 .  T h e  s o - c a l l e d  " d u a l  l e a s i n g "  s y s t e m  w h i c h  w o u l d  a u t h o r i z e  t h e  S t a t e  
t o  i s s u e  s e p a r a t e  e x p l o r a t i o n  a n d  p r o d u c t i o n  l e a s e s .  S e n a t o r  T e d  
S t e v e n ' s  a m e n d m e n t  t o  S - S  v / o u l d  p e r m i t  t h e  e x p l o r a t o r y  l e s s e e  t o  
s h a r e  w i t h  t h e  g o v e r n m e n t  ( F e d e r a l )  t h e  c o s t s  o f  t h e  e x p l o r a t o r y  
d r i l l i n g  p r o g r a m ,  w h i c h  w o u l d  b e  m a n a g e d  b y  t h e  l e s s e e ,  i n  e x c h a n g e  
f o r  a  s h a r e  o f  t h e  r e v e n u e s  r e c e i v e d  b y  t h e  g o v e r n m e n t  f r o m  a  
s u b s e q u e n t l y  i s s u e d  p r o d u c t i o n  l e a s e .

T h e  A d m i n i s t r a t i o n  b e l i e v e s  t h a t  t h e  S t a t e  c a n  know b e f o r e  i t  
o f f e r s  i t s  l a n d  f o r  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  
i t  e x p e c t s  t o  t a k e  p l a c e .

2 .  D r .  M a s o n  G a f f n e y ' s  a d  v a l o r e m  c h a r g e ,  o r  a " p o s t "  r o y a l t y  s y s t e m  
v e r s u s  t h e  " a n t e "  s y s t e m s  i n  H B  8 5 4 .  I n  o t h e r  w o r d s ,  t h e  s t a t e  
d e t e r m i n e s  i t s  t a k e  b e f o r e  d i s c o v e r y ,  n o t  a f t e r .  O t h e r  g o v e r n m e n t s ,  
l i k e  t h e  C a n a d i a n  n a t i o n a l ,  a r e  g o i n g  t o  t h e  " p o s t "  s y s t e m s ,  i . e .  
" 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 . "

3 .  I n c e n t i v e s .  T h e r e  a r e  n o  d i r e c t  i n c e n t i v e s  t o  l e s s e e s  c o n t e m p l a t e d  
i n  H B  8 5 4 ,  e x c e p t  t h a t  "work c o m m i t m e n t "  w o u l d  a l l o w  c a s h  b o n u s e s
n o t  t o  g o  t o  t h e  g o v e r n m e n t  b u t  i n s t e a d  u s e d  b y  i n d u s t r y  f o r  e x p l o r a t i o n .

4 .  G o v e r n m e n t  e q u i t i e s  i n  l e a s e s  o r  s t a t e - 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  a r e  n e t  e n v i s i o n e d  i n  H 3  8 5 4 .

5 .  O i l  P a y m e n t  B i d d i n g  -  s h i f t  r o y a l t y  t o  r e n t a l .

6 . P e r f o r m a n c e  S y s t e m  w h i c h  p r o v i d e s  g o v e r n m e n t  w i t h  t h e  a u t h o r i t y  t o
s p e c i f y  t h e  e x a c t  r a t e  a n 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 .

7 .  • S h a r e  B i d d i n g  o r  P h i l l i p s  P l a n .  B o n u s  b i d s  a r e  e n t e r e d  f o r  t h e  e n t i r e
s t r u c t u r e  i n s t e a d  o f  f o r  a  s p e c i f i c  t r a c t .  B a s e d  o n  t h e i r  e q u i t y  i n  
t h e  f i e l d ,  e a c h  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  t h e  p r o f i t s  o r  l o s s e s  w i t h
a m a x i m u m  p e r c e n t a g e  p a r t i c i p a t i o n  b y  a n y  o n e  c o m p a n y .

8 . A l b e r t a ' s  s o - c a l l e d  " c h e c k e r b o a r d "  l e a s i n g  s y s t e m  w h e r e i n  a r e s e r v a t i o n
h o l d e r  ma y a p p l y  f o r  l e a s e s  o v e r  n o t  m o r e  t h a n  50/.  o f  t h e  a r e a  i n  t h e  
r e s e r v a t i o n  i n  a c h e c k e r - b o a r d  p a t t e r n .  T h e s e  l e a s e s  c o n v e y  t h e  r i g h t  
t o  p r o d u c e  a n d  s e l l  t h e  C r o w n ' s  o i l  a n d  g a s ,  a n d  t h e  g o v e r n m e n t  r e t a i n s
t h e  r i g h t  t o  a l t e r  u n i l a t e r a l l y  t h e  t e r m s  a n d  c o n d i t i o n s  o f  t h e  a r r a n g e m e n t .
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F r o m i  B l e u  B e a t h a r d ,  A n c h o r a g e

P r o p o s e d  Amendments to HB 854 
(In or iter of importance)

1. S e c t i o n  N, p a g e  <3, l i n e s  2 0 - 2 5 .

Delete first two sentences, replace with following:

An oil and gas lease must cover a reasonably compact 
area not exceeding 5,760 acres and must be for a period 
of ten years. T h e  Commissioner may grant a lease for 
a term less than ten years but not less than five years 
if he finds that environmental conditions do not severely 
restrict operations.

2, S e c t i o n  3 AS 3£, 05.1 4 0 ( c ), page 12, l i n e s  5-15.

Delete remainder of this section starting with sentence
that begins No persons may take or hold, and replace 
with the following:

No persons m a y  take or hold at any one time oil or gas 
leases exceeding in the aggregate 500,000 acres granted 
on tide and submerged Innas and 500,000 acres on all 
lands other than tide and submerged lands, including 
lenses held both as lessee and under optiou or operating 
agreement from others. Where more than a single person
holds an interest in an oil or gas lease, each person
shall be charged only with that percentage of the total 
acreage which corresponds to its percentage share of the 
total beneficial interest in the lease.

.3. Section 0, page 7, line 20.

Amend as follows:

for tho fifth year and subsequent years, $3.00 per acre.

4. Section C, page 2.

Lino 10 delete words third and fo u r t h , change years to year.

Line 12 delcte fourth.

Line 13 delete after the year.
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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

FISCAL NOTE

HOUSE B I L L  NO. 3 5 4REQUEST
Bill/Resolution N o._______
Tit le Leasing and exp l o r a t ion o f  s t a t e  f o r  n i l  and g?m rip.vrGnpmant
Requested bv Governor________________________ _______________________ Date______

II. FISCAL DETAIL
Agency Affected  Department o f  Natural  Resources
Program Category Affected_
Budget Request U'iil(s) Affected_

EXPENDITURES (Thousands o f  Dollars)

FY 78 FY 79 FY 80 FY 81 F Y  82 FY  S3
io n PERSONAL SERVICES
?on TRAV EL
3on CONTRACTUAL ,

400 COMMODITIES
/too EQUIPMENT
r.nn LAND & STRUCTURES
700 GRANTS. CLAIMS. E T C

TOTAL

FUNDING (Thousands o f  Dollars)

GENERAL FUND 0 0 0 0 0 0
FEDERAL FUNDS
OTHER (Snocifv)

POSITIONS 

FULL TIME 0 0 0 0 0 0
PART TIME
TEMPORARY

HI. ANALYSIS (See Fiscal Note Preparation Instructions, Section III)
Ex is t ing  adm in i s t r a t i v e  s t a f f  are capable o f  eva lua t ing  and c a r r y i n g  ou t lease sa les 
under any o f  the proposed l eas ing methods within the r e po r t i ng  pe r i od  un less the 
number and volume o f  sa le s  in s i g n i f i c a n t l y  l a r g e r  than expec ted .  Should net p r o f i t s  
o r  a pos t - d i scove ry  type l eas ing method be used by the S t a t e ,  p r i o r  t o  product ion some 
aud i t i ng  and/or assess ing func t i ons w i l l  have to bo inc reased .  However, some o f  these 
se rv i c e s  are now being performed by Department o f  Revenue personne l  in r e se rves  tax 
as sess ing ,  and by 1983 , o r  thereabouts and beyond, when the impact o f  product ion is 
f e l t ,  may he interchangeable with Natural  Resources pe rsonne l .

IV. DATE February 6 , 197_8_ Jack. Roder ick

Original: Legislative Finance 
cc: Budget and Management

Prime Sponsor ( h i s t  Legislator Named)

33-001 (Rev. 12/77)

.PREPARED BY    ,.r____
AGENCY ....Sasourccs_
PHONE 279-5577_______________
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O F F E R E D  IN T H E  HOUSE;- S e n a c e  R e s o u r c e s  BY: C h a t t e r t o n

TO: S e n a t o r  P o l a n d  HOUSE BILL No. C S H B  815 fF i n a n c e)
SENATE BILL No, •_____________

Pa g e : 7 a n d  9 L i n e : Pg. 7 - L i n e s  20 &  23 

Pg. 9 - L i n e s  3 , 4  &  6

P a g e  7, L i n e  20

(a) D e l e t e  - (the u n i t )  i m m e d i a t e l y  p r e c e d i n g  the w o r d  P r o d u c t i o n .
t

(b) A d d  - o r  l e a s e  i m m e d i a t e l y  f o l l o w i n g  the w o r d  tract.

P a g e  7, L i n e  23

A d d  - o r  l e a s e  i m m e d i a t e l y  f o l l o w i n g  the w o r d  unit.

P a g e  9, L i n e  3 &  4

(a) D e l e t e  - (the u nit) i m m e d i a t e l y  p r e c e d i n g  the w o r d  P r o d u c t i o n .

(b) L i n e  4 - A d d  - or l e a s e  i m m e d i a t e l y  f o l l o w i n g  the w o r d  tract.

P a g e  9, L i n e  6

A d d  - o r  l e a s e  i m m e d i a t e l y  f o l l o w i n g  the w o r d  unit.

H 70



Add the following subsection to SCS CSHB 854 (Resources), renumber 

the succeeding subsections accordingly, and adopt the thus amended 

version as the Free Conference Committee Substitute for SCS CSHB 854.

(x) The commissioner may include in any oil and gas lease provisions 

giving the state the right to purchase at the prevailing price an 

amount of oil and an amount of gas equal to the percentage amounts 

reserved in the lease to the state as royalty. The provisions shall 

provide that the lessee shall be given the same notice of the 

exercise of the option to purchase as is required for the state's 

exercise of its option to take royalty in kind. The commissioner 

may not include these provisions in any lease unless the intention 

to include it in the lease is stated in the final notice of sale 

I issued not less than 30 days before the date of the sale.

f> r , D r  knt>io/ec/qe
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THE LEG ISLATURE  OF  THE STATE OF ALASKA 
TENTH LEG ISLATURE

w m

1. REQ UEST
B il l /Reso lu tion No.

F ISCAL NOTE 

HOUSE B I L L  NO. 3 5 4
Tit le l e a s in g  and e x p l o r a t i o n  o f  la nd  f o r  n i l  and ga r  H^/rUnpmant
Requested bv G ove rno r   D a te ’______

II . F ISC A L  D E TA IL
Agency Affected Department o f  N a tu ra l  Resou rces
Program Category Affected_________________________________
Budget Request Unit(s) Affected____________________________

EXPEN D ITURES  (Thousands o f  Dollars)

F Y  78 FY  79 F Y  SO F Y  81 F Y  82 F Y  S3
100 PERSON A L  SERV ICES
700  TRAVF1 .
3 00  CONTRACTUAL
400  COMMODIT IES
500 EOU IPMENT
600  LAND & STRUCTURES
700  GRANTS . CLAIMS. ETC.

T O TA L

FUND IN G  (.Thousands o f  Dollars)

G EN ERA L  FU N D 0 0 0 0 0 0
FE D E RA L  FUNDS
OTHER  (Specify )

POSITIONS

F U L L  T IME 0 0 0 0 0 0
PART  T IME
TEM PO RA RY

I I I .  ANA LYS IS  (See Fiscal Note Preparation Instructions, Section I I I )
E x i s t i n g  a d m in i s t r a t i v e  s t a f f  a r e  c a p ab le  o f  e v a lu a t i n g  and c a r r y i n g  o u t  l e a s e  s a le s  
unde r  any o f  the p roposed l e a s i n g  methods w i t h in  th e  r e p o r t i n g  p e r i o d  u n le s s  th e  
number and vo lume o f  s a le s  in  s i g n i f i c a n t l y  l a r g e r  than e x p e c t e d .  Shou ld  n e t  p r o f i t s  
o r  a p o s t - d i s c o v e r y  type  l e a s i n g  method be used by th e  S l a t e ,  p r i o r  t o  p r o d u c t i o n  some 
a u d i t i n g  a n d /o r  a s s e s s in g  fu n c t i o n s  w i l l  have t o  be i n c r e a s e d .  However, some o f  these 
s e r v i c e s  a r e  now be ing  pe r fo rm ed  by Department o f  Revenue p e r s o n n e l  in  r e s e r v e s  tax 
a s s e s s i n g ,  arid by 1 9 8 3 ,  o r  th e re a b o u t s  and beyond , when th e  im pac t o f  p r o d u c t i o n  is  
f e l t ,  may be in t e rc h a n g e a b le  w ith  l i a t u r a l  R esou rce s  p e r s o n n e l .

IV DATE F eb ru a ry  5 ,  1978 PREPARED  B Y  Jack  R o d e r ic k ________________________________
AGENCY ....Commj ssapnQV' * O f f i c e . Dep t .  _,Qf_JiJ.L.-iLlS»uruf:S_.

Original: Legislative Finance P H O N E  .?.7.9~.55.Z.Z---------------------------
cc:' Budget and Management

Prime Sponso r (F i is t  Legislator Named ) ^qq 546660 ’ +
3 3 - 0 0 1  ( R e v .  1 2 / 7 7 )



L E T T E R  OF I N T E N T

C S H B  85^ (RESOURCES)

T h e  H o n o r a b l e  H u s h  M a l o n e  
S p e a k e r  o f  the H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e

D e a r  Mr. Speaker :

T h e  R e s o u r c e s  C o m m i t t e e  s u b s t i t u t e  for H o u s e  B i l l  85  ̂
m a k e s  n u m e r o u s  c h a n g e s  i n  the l e g i s l a t i o n  as p r o p o s e d  by the 
G o v e r n o r .  T w o  o f  t h e s e  c h a n g e s  i n v o l v e  the d e l e t i o n  o f  the 
f o l l o w i n g  la nguage:

1. S u b s e c t i o n  (f) o n  p a g e  o.

2. In s u b s e c t i o n  ( j ) the f o l l o w i n g  s e n t e n c e  (at the top
of p a g e  8 in t h e  o r i g i n a l  bill) - "The 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 the lease that 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 t h e  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 ."

T h e  r e c o r d  s h o u l d  s h o w  that  the c o m m i t t e e’s i n t e n t  in 
d e l e t i n g  t h e s e  t w o  i t e m s  was not to limit the d i s c r e t i o n  of 
t h e  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  in these a reas, but 
s i m p l y  the r e s u l t  o f  its d e t e r m i n a t i o n  that the a u t h o r i t y
in b o t h  o f  t h e s e  a r e a s  is i m p l i e d ,  and does not r e q u i r e
s p e c i a l  a u t h o r i z i n g  l a n g u a g e  in the bill.

_  d b & K  _____________

A 1 v 1 n Os ter b a c k ,  C h a i r m a n  
H o u s e  R e s o u r c e s  C o m m i t t e e
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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 early 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 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, trie 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 the schedule and royalties decline. In order to optimally exploit the 

field, the royalties should decline to zero near the end oT field life.

Actually, final rates of five or six percent would result in minimal early 
shut down.
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TABLE I
TYPICAL SLIDING SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Royalty For Specific Producing Rates

Daily Average 

Prod. Rate

Incremental 

Royalty Rate

Producing

Rate

Royalty

Production

Average

Royalty

(Bbls./day) (%) (Bbls./day) (Bbls./day) {%)

-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 2137.5 48.61

5000 2500.0 50.00

NORTH SLOPE AREA

Royalty For Specific Producing Rates

Daily Average Incremental Producing Royalty Average

Prod. Rate Royalty Rate Rate Production Royalty

(Bbls./day) <%) (Bbls./day) (Bbls./day) (*)'

- 1 0 0 0 12.5 1000 125 12.50

1 0 0 1 - 2 0 0 0 25.0 2000 375 13.75

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 50.00

Mote: 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.

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-
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(J/ Net Profit Share Did 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 a function or 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 soma control over the rate and extent of resource 

development.

-3-
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TWO VIEWS ON El DPI; 13 STRATEGIES 

WEALTH MAXIMIZING STRATEGIES FROM THE STATE’S VIEWPOINT

The choice of bidding method cannot be made on 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 offets essentially four leasing schemes: (1) Bonus Bid - Fixed Royalty,

(2) Royalty Bid - Fixed Bonus, (3) Met 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 seme merit, but the

higher fixed royalty means a lower bonus bid which is supposedly the advantage 

of the system. Private discount rates 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% 1 0 % 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 4.579

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 ..nder ideal circumstances s.̂ 'ild be 

$5 million for an income stream that would yield net revenues of on 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
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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.

Met Profit Bidding

This is wery 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 j

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:

(a) A very great amount of knowledge about the resource, or

(b) The prospect is of extremely high risk, the lesso. 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 rerccnt 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.
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Report 2-77 indicates that for very high rise cases ail 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 an4 icline 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 unwarrentad because of 

marginal to lev/ 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 che top 10 rank.

Royalty Bidding - Fixed Bonus .

Report 2-77 indicates that royalty bidding and 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 be considered when leasing in the top 

1 0 leasing areas on the desirability scale.

Net Profit Biddin&

Nor 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

!•.
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Of the 35 potential State leasing areas, this method migirc be used to advantage 

on those areas below the top 10 in desirability.

Work Commi tmer.t

(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 hac 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 th's method.

Low Potential & High Risk am' Previously Leased Section (t)

On the basis of exploratio • 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 

50C/year rentals, 5 year terms. A sliding scale royalty would be used . 

in all cases to provide a revenue safeguard against future potential 

discoveries.

(3) In some cases, all tracts not receiving acceptable bids could be 

aggregated into large blocks (10 0 ,000 acres or more) arid offered for 
work commitment bidding or development contracts.

or the bonus bid method.
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L A N D  F O R  O I L  A N D  G A S  D E V E L O P M E N T

J A C K  R O D E R I C K

J O H N  C A R S O N  - C H E V R O N

D A V I E  M A C E  - S O H I O  
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Senate
Comm ittee on Resou rces  

A G E N D A

Pouch V 
State Capitol 

Juneau, Alaska 99811Official Business

C S H B  8 5 4  - A N  A C T  R E L A T I N G  T O  T H E  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  L A N D  F O R  O I L  A N D  G A S  D E V E L O P M E N T .

G E O R G E  F U L F O R D  - D E PT. O F  E N E R G Y  &  N A T U R A L  R E S O U R C E S
E D M O N T O N ,  A L B E R T A

M A R C  S I N G L E T A R Y  - A R C O

L A R R Y  V A V R A  - U N I O N  

N O R M  G O R S U C H  - A T T O R N E Y  

K E I T H  A R N O L D  - A K  O I L  A N D  G A S  

C L A U D E  B R O W N  - T E X A C O
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W. J. LEVY CONSULTANTS CORP.
3 0  ROCKEFELLER  PLAZA 
NEW  YO RK , N. Y . 1 0 0 2 0
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C A B LE  "W A LTLEV Y "

Mltf 1 0
M a y  5, 1978

The H onorable Steve Cow psr C h airm anHouse Fin an ce Com m ittee A la sk a  State L e g is la tu re  Pouch V - State Cap ito l Ju n eau , A K  99811D ear Steve:I'd lik e  to review - before you£,House B ilincentive ycredit sys,i
and a bit on m y d iscu ssio n  la st week Com m ittee with re sp e ct to CS for 'c ific a lly  the proposed exploration

You w ill r e c a ll  that we had suggested the p o ssib ility  that a m inim um  w ork obligation be set out by the ( om m ission er on every le a se  offered for com petitive bidding. The purpose would be to d iscou rage sp eculative le a se  holding and to ensure that the State w ill get the benefit of actual exploratory activ ity  by each s u c c e s s fu l b id d er. Com peting com panies would, of c o u rse , reckon on the m inim um  work obligations when they ca lcu late  their b id s.We further suggested before your Com m ittee that the exp lo ra­tion incentive cred it system  (pp. 4-5) m ay not be an esse n tia l in cen tive , p a rticu la rly  i f  there a re  work obligations and esp e­c ia lly  w here prospects a re  a ttra c tiv e . In any event, the sp e­c if ic  provisions of the b ill look to be extrem ely  awkward.I f  the L e g is la tu re  feels they should provide the C om m ission er with authority for an exploration incentive sy ste m , we think you m ight a ltern a tiv ely  consider som ething along the following
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lin e s . F ir s t ,  expenditures up to m inim um  w ork obligations would not q u alify . Second, beyond that m in im um , additional expenditures on d rillin g  exploratory w ells could qualify for incentive c r e d its . C re d its  could be related to footage and region; credits should never exceed a sp ecified  percentage o f w ell cost - -  as provided in the b ill . T h ird , such credits could be applied again st le a se  ren tals - -  not only on the le ase  where the w ell is d r ille d , but on any ren tals accruin g on State le a s e s . To the extent that exploratory d rillin g  credits exceed a com pany's accrued  r e n ta ls , + ey m ight perhaps be ca rrie d  forw ard . This could be a som ewhat sim p le r a p ­proach to an exploration incentive cred it sy ste m . It woul j  apparently obviate the p ro visio n  now in the b ill whereby the L e g is la tu re  has to appropriate offsetting funds to reim bu rse the A la sk a  perm anent fund and the A la sk a  renew able r e ­sou rces developm ent fund.The proposed credits for geop h ysical w ork or. State land within two seasons of an announced le a se  sale  look to be even le ss  n e c e s s a ry . We can appreciate a com pany's concern that costly  exploration outlays designed to provide inform ation to that com pany in advance of a scheduled le ase  sale  m ay lo se its prop rietary  value if  a le a se  sale  is deferred and the period of confidentiality  e x p ire s . You m ay want to co n sid er, th e re ­fo re , that the period oe con fiden tiality  sh a ll be extended by the C o m m issio n er for work done on or proxim ate to areas sch e ­duled for leasin g  i f  the le ase  sa le  is  deferred  beyond its announced date - -  but not beyond som e lim ited  extension, say , 12 to 18 m onths,I hope these thoughts m ay be of in te re st. Don't hesitate to c a ll i f  we can be of any h elp .B e st re g a rd s .
/ptcc: The Hon. Hugh M alone The Hon. John R ader The Hon. Kay Poland M r . Gregg E rick so n

C o rd ia lly ,
MS j L' M ilton Lipton
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July 1, 1977

To The Honorable Hugh Malone 
Speaker of the House of Representatives 
Box 9
Kenai, AK 99611

1 0 -J 3LH
GOVERNOR

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

MINERALS AND ENERGY MANAGEMENT 3211 4TH AVENUE -  ANCHORAGE S950I

Dear Mr. Malone:

Inu Division of Minerals and Energy Management has been appointed the 
lead agency in developing the Alaskan Petroleum Leasing System. A major 

portion or the Leasing System is the development of policies and goals 

which the Sy-tem will be expected to satisfy.

The staff of the division has prepared a preliminary list of possible 
leasing policies and criteria for evaluation leasing methods (see 

attachments). We are asking that all appropriate State and Federal 
agencies, legislative committees, and private parties provide input to 
the Alaskan Leasing System by reviewing the attached list, commenting on 

them, and adding policies and criteria that may have been ommitted.

Because of the necessity of arriving at the final leasing system as 
rapidly as possible, the time schedule for initial input into the policy 

segment is very tight. Please send your comments to the Division of 
Minerals and Energy Management at the letterhead address to the at­
tention of Kristina O'Connor by July 15.

Thank you for your prompt attention to this very timely and important 
matter.

Sincerely,

a f O  /" *C/Y)°

Joseph P. Green 
Director
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POLICY AND GOAL ANALYSIS 

EXHIBIT I.

PROPOSED POLICY AND GOALS FOR THE ALASKA LEASING SYSTEM

Nonrenewable resources should be developed when a net benefit accrues to 

the State of Alaska, or as may become necessary from a national need.

I. ECONOMIC Leasing of state lands should provide economic 

benefit to the state by providing direct revenue and by 

contributing to the development of a broader business and 

industrial base.

A. The value of resource .avenue to the state should exceed

the appreciation of the resource if left undeveloped

unless it becomes expedient tc develop from an overriding 

need.

B. The state should receive true value from its resources.

C. Resultant development should contribute to development of 

other related resources, industries and associated 

businesses.

D. The state should encourage the reinvestment within Alaska

of revenues derived from leasing arid associated develop­

ment.

E. One of the benefits of the leasing program should be the

improvement arid/or establishment of transportation, 

communication and related facilities

F. The leasing program must be stable and predictable for

the benefit of the state and industry.

OIL AND GAS LEASING PROGRAM
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CRITERIA FOR EVALUATION OF LEASING METHODS

1. Encourage active exploration and development.

2. Receive equitable compensation for the State's resources.

3. Maximize production from existing fie'ds, encourage development of

marginal fields, and use of enhanced jecovery projects, and dis­

couraging premature shut down of marginal production.

4. Encourage appropriate capitalization.

5. Encourage the State arid Industry to maximize discounted cash flow.

6. Encourage preleasing exploration but discourage duplication.

7. Promote bidding competition and increase numbers of bidders.

8. Allow the State to share good fortune of increased reserves and 

value of crude oil.

9. State should realize only minimal income from dry structures.

10. State and industry to maximize advantages in Federal income tax 

1 aws.

11. State to stabilize petroleum exploitation so that prospective 

lesees can be sure "ground-rules" won’t be subject to frequent 

change.

12. Leasing system to reduce industry risk by small front end filter.

13. Discourage speculation and over bidding.

14. State equity to be based on value of reserves discovered.

15. Maximize State control over amount of State's revenue.

16. Minimize State control over industry

17. State to maintain right to take royalty oil and gas in kind.

18. tffeciency of administration and operation.

19. Criteria for selection of successful bidders.
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OIL AND GAS LEASING PROGRAM

POLICY AND GOAL ANALYSIS 

EXHIBIT I.

PROPOSED POLICY AND GOALS FOR THE ALASKA LEASING SYSTEM

Nonrenewable resources should be developed when a net benefit accrues to 

the State of Alaska, or as may become necessary from a national need.

I. ECONOMIC Leasing of state lands should provide economic 

benefit to the state by providing direct revenue and by 

contributing to the development of a broader business and 

industrial base.

A. The value of resource revenue to the state should exceed

the appreciation of the resource if left undeveloped 

unless it becomes expedient to develop from an overriding 

need.

B. The state should receive true value from its resources.

C. Resultant development should contribute to development of 

other related resources, industries and associated 

businesses.

D. The state should encourage the reinvestment within Alaska

of revenues derived from leasing and associated develop­

ment.

E. One of the benefits of the leasing program should be the

improvement and/or establishment of transportation, 

communication and related Facilities

F. The leasing program must be stable and predictable for

the benefit of the state and industry.
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The system should attempt to maximize ultimate oil and gas 

recovery consistant with sound economic practices and increase 

State employment.

, . • ■

II. POLITICAL: The leasing program should result in improved political

harmony between local communities, state and federal government.

A. The leasing program should be compatible with development 

plans prepared by community, federal and other management 

groups such as native corporations and beneficial special 

interest associations.

B. Industrial resources needed for development in Alaska and 

distribution of the products should be planned to minimize 

adverse impact on other states or regions.

III. SOCIAL: Leasing should serve to improve the social well-being of

Alaskan citizens.

A. The leasing policy should consider the effect a particular 

resource development would have upon the desired lifestyle of 

the majority of Alaskan people as v/ell as upon local and 

statewide historical and cultural values.

B. A demographic study to minimize or determine cost effective­

ness of the negative effects of resource development should be 

made a part of the leasing study.

C. The leasing program should encourage such social benefits as 

cultural and recreational activities; and improved medical, 

communication, transportation facilities, and general life 

style.

AGO 5 4 7 0 9 8



CRITERIA FOR EVALUATION OF LEASING METHODS

1. Encourage active exploration and development.

2. Receive equitable compensation for the State's resources.

3. Maximize production from existing fields, encourage development 

marginal fields, and use of enhanced recovery projects, and dis­

couraging premature shut down of marginal production.

4. Encourage appropriate capitalization.

5. Encourage the State and Industry to maximize discounted cash flow.

6. Encourage preleasing exploration but discourage duplication.

7. Promote bidding competition and increase numbers of bidders.

8. Allow the State to share good fortune of increased reserves and 

value of crude oil.

9. State snould realize only minimal income from dry structures.

10. State and industry to maximize advantages in Federal income tax 

1 aws.

11. State to stabilize petroleum exploitation so that prospective 

lesees can be sure "ground-rules" won't be subject to frequent 

change.

12. Leasing system to reduce industry risk by small front end filter.

13. Discourage speculation and over bidding.

14. State equity to be based on value of reserves discovered.

15. Maximize State control over amount of State's revenue.

16. Minimize State control over industry

17. State to maintain right to take royalty oil and gas in kind.

18. Effeciency of administration and operation.

19. Criteria for selection of successful bidders.
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minimal environmental damage and should occur only where benefits

exceeds losses.

A. The leasing program must minimize the adverse environmental 

effects on subsistence and recreational hunting and fishing, 

water and air pollution, and on asthetic values.

B. Industry is to be encouraged to use methods and technology to

minimize environmental problems and reduce need for scarce or

limited resources such as water and gravel.

C. Hydrocarbon development when possible should utilize those 

renewable resources which are available so as to conserve and 

delay the exhaustion of non-replaceable resources.

V. RESOURCE MANAGEMENT: Alaska's resources should be developed only

if there is a need for the resource and only if the state receives 

true value in return.

A. Lease planning should consider the timing and maximum efficient 

use of associated renewable and nonrenewable resources, (e.g. 

fresh water and gravel on the North Slope, excess hydroelectric 

power, etc.)

I B. The Alaska Leasing System must be consistant with national and

Sta^e goals in the area of energy conservation and development 

of alternate energy resources.
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Alberta's oil and gas resources extend over most of the province 

and constitute a major source of energy. To expedite the location of such 

resources, the Government of Alberta on July 28, 1972, approved the Natural 

Resource Revenue Plan. A  main feature of this plan was an increase in 

annual revenues to the Government of about 70 million dollars commencing 

in 1973. The Alberta government felt this to be a fair and reasonable 

additional return to the citizens of Alberta for their ownership of a 

depleting and non-mewable resource. This dollar figure has increased since 

the initiation of the program due to the escalating price of crude oil.

To offset this increase in revenues frcm industry and to stimulate 

increased exploratory activity in Alberta, the Government implerrented the 

Exploratory Drilling Incentive System. The program has undergone several 

modifications since it was introduced, but essentially consists of a monetary 

credit for an exploratory well drilled for oil or gas. The credit

may be applied against taxes payable under The Freehold Mineral Taxation Act,

GOVERNMENT INCENTIVES TO EXPLORATION

FIGURE 1
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royalties, rentals, fees and bonuses on petroleum and natural gas Crown 

minerals rights. A  producing incentive exploratory well may also qualify for 

royalty or mineral taxation exemptions.

The Exploratory Drilling Incentive System is administered jointly by

the Alberta Department of Energy and Natural Resources and . * Alberta Energy

Resources Conservation Board. Determination of qualifying footage upon

'
completion or abandonment of the incentive exploratory well is made by the

Board. Determination of the credit to be established is made by tlie Department. §

Due to the close relationship between geophysical and drilling activity, 

it is found desirable to provide incentives for geophysical exploration. It 

is considered vital to maintain a high level of geophysical work to ensure the 

continuity of the search for new oil or gas reserves.

Therefore, the Alberta Govemmer , in taking a second step toward 

maintaining the necessary level of petroleum activity in the province, implemented 

on January 1, 1975, the Geophysical Incentive Program.

The credit for a geophysical incentive program is determined from a

 3
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formula based on the number of miles of subsurface coverage recorded and 

the geographical area in which the survey was conducted. The incentive 

credits maybe applied against revenues owing to the Crown, for bonuses on 

petroleum and natural gas, Crown mineral rights, fees, rentals, royalties 

and freehold mineral taxes.

FIGURE 2

The Exploratory Drilling Incentive System was implemented on August 1,

1972, and was scheduled to be in existence for a period of five years terminating 

on December 31 , 1977.

After an extensive government task force study, an amendment was 

introduced extending the Exploratory Drilling Incentive System to March 31, 1981.

At the time the Drilling Incentive program was implemented, it was 

estimated that only 50% of ultimate oil and gas reserves in Alberta had been 

discovered. Exploratory activity had declined and many companies with substantial 

land holdings were apparently shifting their exploratory activity to the frontier 

areas. For this reason, the Government tried to "tie-in" the Natural Resource

I

Revenue Plan with the Exploratory Drilling Incentive System to benefit those
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operators who undertook exploration in Alberta.

Between 1964 and 1969, the number of new field wildcat wells drilled 

in Alberta maintained fairly high levels - about 500 wells per year. In 1971, 

this number dropped to about 300 wells per year.

A  further indication of both the decline and shift in exploratory 

activity was indicated by seismic crew activity in Canada. Seismic activity 

dropped from a peak of 972 crew months in 1967 to a 1970 low of 724 crew months.

4»

The shift of activity away from Alberta during 1970 and 1971 was of 

greater significance. Frcm 1961 to 1967, close to 70% of Canada's geophysical 

activity occurred in Alberta. In 1968 and 1969, Alberta accounted for just over 

60% of the total. In 1970, more Canadian seismic activity occurred outside 

,'JLbortxi than in Alberta.

There was a substantial drop in bonuses from the sale of Crown mineral 

rights. During the period 1965 to 1969, these revenues averaged $100 million 

per year. In 1970 and 1971, these revenues dropped to about $25 million per yea::.

I
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The Exploratory Drilling Incentive System, within the Natural Resource 

Revenue Plan, was designed to stimulate the discovery of crude oil reserves 

and shift exploratory activity back to the province by providing substantial 

rewards to the wildcat entrepreneur.

The objective of the Exploratory Drilling Incentive System was to 

encourage high risk exploratory drilling and increase the drilling activity 

in rerote locations at a time when this type of drilling was declining in the 

province. The tendency in Alberta was to explore in known and reasonably 

accessible regions rather than stepping out in the search for new fields.

The Exploratory Drilling incentive System has }iad several amendments 

since its original inception.

FIGURE 3

From August 1, 1972 to December 31, 1973, the program related to wells 

that were classified by the Energy Resources Conservation Board as "New Field 

Wildcats" under tire "Lahee" classification system. A  formula was derived which 

enabled the establishment of a credit equalling approximately 30% of the cost
I
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of the well. The total footage of a new field wildcat qualified for incentive 

credit. A  five-year crude oil royalty "holidaywas granted.

During this 17 month period, $16 million in drilling credits were 

earned by industry.

FIGURE 4

Frctn January 1, 1974 to December 31, 1974 the program was expanded to 

include, along with the new field wildcats, about one-quarter of the more remote 

new pool wildcats and deeper pool footage. Figure 4 shows the principles that 

were adopted on January 1, 1974. The footage shown in white is known as Class 

"A" footage and it earned as credits, approximately 40% of the total recognized 

cost of the well. The Class "B" footage is applicable where a dry hole is 

within one and one half miles of the well. Class "B" footage earned about 30% 

support.

FIGURE 5

During this period, drilling costs were increased and a cost distinction 

was made for wells located in the Foothills, Northern and Plains regions.

I
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Added features included a two-year natural gas royalty "holiday" and 

authorization for credits to be used to defray bonus payments tendered for 

Crown oil and gas mineral rights. The credits could continue to be used to 

offset payments due for royalty, rental or freehold mineral tax.

On January 15, 1974, the Alberta Petroleum Marketing Commission was 

created. Prior to its creation incentive credits established could be used 

by the holder to satisfy oil Crown royalty payments. This was discontinued 

on January 15, 1974 by the Commission.

During this 12 month period, the credits amounted to roughly $20 million 

and involved almost 600 wells.

From January 1, 1975 to December 31, 1977, the Government increased the 

benefits of the Exploratory Drilling Incentive System by expanding recognized 

well costs and by increasing the credit support for Class "A" and "B" footage 

to approximately 50% and 37*5% respectively.

These areas, as modified on February 26, 1975, are shown on Figure 5.

I
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FIGURE 6

Carrrnencing January 1, 1978 the drilling credit areas have been 

redefined. The Plains and Foothills Areas are unchanged, but the former 

Northern Area was divided into a Central and Northern Area. The boundary 

’■ >etween the two new areas was defined on the bais on well costs, topograpMc 

and access considerations. The amendments also include the upper 2,000 feet 

of sediments from receiving any incentive credit and increase the credits 

for qualifying wells deeper than 3,500 feet.

For wells greater than 5,000 feet in depth, the incentive is increased 

by 25% to 45% depending on the location of the well.

FIGURE 7

There has been a considerable increase in the number of exploratory wells 

drilled in Alberta since inception of the incentive program in 1972. There were 

1,058 exploratory wells drilled in 1972 compared with 2,303 drilled in 1977.

The number of wells qualifying for incentive footage in 1972 was 190 compared

to 1,215 in 1977. An increase is expected in 1978. The number of new pool
I
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wildcats and deeper pool tests have increased since the program began, but 

the number of new field wildcats have declined.

FIGURE 8

The airount of exploratory footage drilled in 1977 exceeded all previous 

years. Footage for new field wildcats remained similar to 1976 at 1 %  million 

feee, new pool wildcats increased to 5 k  million from 4 k  million feet in 1976, 

and deeper pool tests increased to 3/4 million feet from 1/2 million feet.

The amount of footage certified under the program has increased since inception, 

equally divided between New Pool Wildcats and New Field Wildcats. In 1977 a 

total of 2 k  million feet were certified to receive incentive footage. This 

figure shows an increase of 32% frcm the first full year the program was in 

operation.

Normally, 100% of the new field wildcat footage, 20% of the new pool wildcat 

footage, and 80% of the deeper pool test footage qualified for .incentive benefits.

FIGURE 9

The average well depths per year has shown a gradual decrease from the

i

period 1971 to 1976, but a slight upswing occurred in 1977. New field wildcats
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averaged 4,800 feet in 1977, new pool wildcats averaged 4,100 feet, and deeper 

pool tests averaged 1,000 feet.

FIGURE 5

The majority of the exploratory footage drilled in 1977 was in the 

Northern Areas. The toted, footage drilled here was 65% of the total exploratory 

footage. Of this 65%, new pool wildcats constituted 65% and new field wildcats 

36%.

Exploratory drilling in the Plains Area accounted for 31% of the total, 

with new pool midcats forming 90% of the figure, and new field wildcats about 

10%. Drilling footage in the Foothills Area constituted 4% of the total. Of 

this 4%, half were classed as new pool wildcats and half as new field wildcats. 

Deeper pool tests formed less than 10% of the total exploratory footage for 

the province in 1977.

These figures indicate a shift of emphasis since 1976 frcm the Plains 

Area to the more remote Northern Area. In both areas, the total footage of new 

field wildcats lias taken a considerable drop frcm the 1976 figures. New field

I

wildcat footage in the Foothills Area has increased.

• . . • . 1 1  
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Geophysical Incentive Program

On January 1, 1975, the Alberta Government implemented the Geophysical

Incentive Program to stimulate the level of seismic exploratory activty in 

Alberta. The program was scheduled to terminate on March 31, 1978. This 

program has been extended to March 31, 1980 through a recent amendment to the 

Regulations. The Government recognizes the positive effects improved geophysical 

techniques have on drilling success rates and feels geophysical work must be 

encouraged to search for the less obvious hydrocarbon accumulations.

The Geophysical Incentive Program is administered by the Department of 

Energy and Natural Resources.

Geophysical activities, primarily in the form of reflection surveys, 

provide the initial technical basis on which many exploration "plays" for new 

oil and gas deposits are planned. Such surveys have perforned a key role in 

finding many of the prolific reef accumulations of hydrocarbons in the Alberta 

plains. Geophysical data is essential to interpreting the complex rock structures 

of the foothills which are expected to contain major new deposits of hydrocarbons.

i
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The Train features of the Geophysical Incentive Program are:

(a) The incentive will apply to seismic surveys certified after 

January 1, 1975.

(b) Incentive credits are established in the name of the licensee 

however, these credits may be allocated to partners sharing

in the cost of the seismic program.

FIGURE 10

The incentive credits are determined from a formula based on the number 

of miles of subsurface coverage and the area in which the survey is conducted. 

Surveys carried out in difficult terrain in the Foothills and Green Areas 

receive a larger incentive credit than surveys carried out in the Plains region.

The determination of credit for a certified geophysical incentive program

was calculated on the number of miles of minimum (400%) subsurface coverage by 

the following equation:

Credit (dollars) = 500 K M

Where K is the incentive factor for different geographic areas in Alberta 

where the program was conduted M  is the number of miles of minimum subsurface
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coverage.

The incentive credits may be applied in the same manner as the exploratory 

drilling incentive credits. A  licensee may apply for the monetary equivalent 

of the credit where he is not the owner of a mineral agreement or a freehold 

mineral right.

Any geophysical information and data obtained pursuant to a geophysical 

incentive program must be made available by the licensee to any person for a 

period of not less than five years

(a) three years after the date the program was certified.

(b) at a cost to that person of 60$ of the credit determined for 

each mile of minimum subsurface coverage.

Amendments to the Geophysical Incentive Program effective April 1, 1978, 

reducing credit by 50% will result in a phase down of the program.

Credit (dollars) = 250 K M

'The minimum subsurface requirements have been increased requiring 600%

in the white and yellow area and 1200% in Foothills and Northern Areas.

AGO 5 4 6 7 6 4

The total number of miles of subsurface coverage in 1977 that qualified 

for incentive credit was 28,000 miles. This figure reflects tin increase of
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82% over the 1976 figure of 15,400 miles. Of this total, 16,105 miles was 

in the Yellow-Plains Area, 7,994 miles was in the Green Area and 3,921 miles 

was in the Foothills Area. These figures she?.-; an increase in activity in the 

Yellow-Plains Area, a decrease in the Foothills Area and unchanged activity 

in the Green Area.

FIGURE 12

This figure shows the crew activity from 1973 to 1978. In 1977 there 

were 541 crew months of activity, compared with 193 crew months in 1975 the first 

year the incentive program was in operation. The forecast is that the number 

of crew months will continue to increase.

In 1976 and 1977, 90% of the programs conducted in the province were 

certified under the Geophysical Incentive Program Regulations compared with 75% 

in 1975. The amendments effective April 1, 1978 are expected to reduce the 

number of programs submitted to the Department for credit. It is estimated 

that 55% of the programs shot in Alberta will receive incentive credits.

AGO 54-67 86
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FIGURE 13

The Exploratory Drilling Incentive System and the Geophysical Incentive 

Program were initially devised to reduce the burden placed on industry when 

the Natural Resource Revenue Plan was initiated. The incentive programs were

meant to reduce the increased royalties owed on Crown oil and gas mineral 

rights by financing a portion of the exploration costs. These incentive 

costs have escalated considerably in the years since the inception of the 

programs frcm a few million dollars to tens of millions of dollars per year.

The total costs to the Alberta Government for credit, royalty exemptions, 

cash refunds and administration of the programs amounted to over $90 million in

The cost for the Exploratory Drilling Incentive System in 1977 was 

66.3 million dollars. This figure shows an increase over the 1973 costs of 

12.7 million dollars. The credit established in 1978 is forecast to be $82 million. 

During the same period royalty exemptions have increased from $0.04 million to 

$6.3 million. It is forecast that royalty exemptions will reach $12 million

1977

in 1978

. . . 1 6

AGO 546788



M
IL

LI
O

N
S 

OF
 

D
O

LL
A

R
S

A975 1376 1977 1978
FORECAST

INCENTIVE COST ASSOCIATED WITH  
SEISMIC ACTIVITY AMD CASH REFUNDED

AGO 546789

F IG U R E  1 4  E n e r g y  fi N a t u r a l
Resources, June 19/0

C re d it  Established



TH
O

U
SA

N
D

S 
OF

 
D

O
LL

A
R

S

1973 1974 1975  1976 1977 1978
FORECAST

GOVERNMENT ADMINISTRATION COSTS 
ASSOCIATED WITH THE DRILLING AND 

GEOPHYSICAL INCENTIVE PROGRAMS
AGO 546790

p I C J j D p  - ic ;  Energy & N atura l
r , U U n i -  1 0  Resources, J u n e  1 9 7 &

E.R.C.B. A d m in is tra t io n  Costs



SA
LE

S 
(M

IL
LI

O
N

S
 

OF
 

D
O

LL
A

R
S

)

SALES OF CROWN 02 L AND GAS 

MINERAL RIGHTS
F IG U R E  16

Energy & Natural 

Resources, June 1973

AGO 546791
[itjjrtjtyy. . • - «• -
  ._____________

01 i___

1972 19 73 1974 1977 1978
FORECAST

7 6 .6 8 4 .7

19 7 5  1 9 7 5

579.7

160.2

120.6



FIGURE 14

$21.9 million was established as credit in 1977 for the Geophysical 

Incentive Program. This is an increase of mare than 300% over the credit 

established in the first year the of the program. It is estimated that 

$12 million will be established as credit in 1978.

The cash refunded has increased from $1.9 million in 1975 to $6.3 

million in 1977. We believed that in 1978 cash refunds will total $4 million.

FIGURE 15

In 1973, toted, administration costs were $70,000 roughly $50,000 for 

the ERCB and $20,000 for the Department. In 1977, these figures had risen 

to about $200,000 - $125,000 for the ERCB and $75,000 for the Department. It 

is expected that these figures will remain constant in 1978.

FIGURE 16

The revenue generated through sa3.es of Crown oil and gas mineral rights 

has tripled frcxn 1972 to 1976. During 1977 sales increased frcxn $160 million 

to $579.7 million. The forecast for 1978 is 400 million.
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We recognize three factors which nay exist when exploration is

supported by an incentive program.

(a) The activity may have occurred even if it had not been supported 

by an incentive program.

(b) The exploration activity was advanced to take advantage of the 

programs before their scheduled termination dates.

(c) The activity may not be performed in the forseeable future without 

incentive support.

The second and third considerations appear in the present situation 

to be applicable. The programs have been directly responsible for the 

discovery of large additional reserves and have encouraged high risk deep 

drilling in the foothills region.

Although the definite effects of the programs on exploration activity 

cannot be quantitatively assessed, the general trend lias shown a considerable 

increase in exploration activity since inception of the programs.
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STATE'S RIGHT TO PURCHASE 

OIL & GAS IN H3 854

The State has the right in HS 354(v) to purchase not more than 15 2/3:1 of the

oil and up to 100:1 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 market price any or all minerals, including 

oil and gas, produced from State land. Thus, New Mexico may purchase 100" of 

the oil and gas found on State land.

I

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 25 of the Session Laws of 1973, has never been exercised by New

Mexico; thus no opportunity has been given 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.
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TESTIMONY ON H.B. 854

Mr. Chairman, members of the carmittee, nr/ name is John Carson, 

and I appreciate the opportunity to comnent on House Bill 854.

I've been a petroleun geologist for 22 years, and I'm presently 

Division Geologist in Alaska for Chevron U.S.A., the principal domes­

tic oil and gas subsidiary of tire Standard Oil Company of California.

I've lived and worked in this state, and since 1965, I've been actively 

involved in all state lease sales and the two OCS sales in the Gulf 

of Alaska and tire Laver Cook Inlet.

Chevron is aware of tire amount of preliminary work done by the 

state administration and tire Department of Natural Resources in re­

searching and drafting this legislation.

We commend efforts in drafting legislation that proposes a five- 

year leasing program for Alaska. We believe the state should be en­

couraged in its effort to establish and iraintain such a long-term 

program, with appropriate industry participation.

Members of tire conmittee, the petroleun industry— as indicated 

by its response to your solicitations— clearly desires a realistic 

plan that can serve as the basis for an effective working relation­

ship between tire industry and tire state.

Frankly, we believe the proposed legislation will inhibit or 

prevent orderly development of oil and gas resources in Alaska— to 

tire detriment of tire state government, its taxpayers and my own industry.



I will say candidly that this legislation is untenable from our 

point of view. If enacted into law, H.B. 85̂  would have a serious and 

far-reaching impact on rny own company, and would give us serious cause 

to reconsider our exploration activities in the high-cost, high-risk 

frontier state lands of Alaska.

The situation we face today reminds me of a quote I heal'd the 

other day attributed to an executive of Walt Disney Productions, which 

recently announced that it was abondoning its latest recreation com­

plex because of excessive and oppressive regulation.

Ihe Walt Disney executive blamed the end of the pioject on, and 

I quote: "An irresponsible proliferation of delays, the neve^-ending 

requests for more Irrelevant information and studies, and bureaucratic 

sidetracking and meanderlngs into unreasonable alternatives."

I realise this is the fix'st of many hearings on this legislation, 

but H.B. 8!;̂ , as now written, would be counter-productive. It actually 

would be a step backward at the very time our nation desperately needs 

an effective oil and gas exploration program.

Generally stated, we object to provisions covering: ( 3 )  .he wide 

variety of bidding methods to be employed;Q ^ t h e  Commissioner’s 

access to all the lessee's data, including proprietary data;(^) the 

state's call on production short and restrictive lease term and condi- 

tionsjQ^ the  need for the Commissioner to submit and defend his lease 

plan before the legislature;^^) the Commissioner's right to ban joint 

bidding by major companies; a n d w ^  reduced acreage cliargeability on 

state uplands.
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Time does not permit me to discuss in detail each of the provisioas, 

but I will attempt to outline our most significant objections:

First, the wide variety of bidding methods:

In advocating numerous bidding schemes— actually a shift from only 

cash bonus bidding, a system that has worked well— the administration 

hopes to maximize its financial return frcm state lands.

But Chevron believes a move away from the cash bonus method means 

the perilous abandonment of a proven concept that has brought stability 

to the state's leasing program. Hie bonus system would be replaced by 

an array of untested leasing methods, particularly .in the frontier areas.

We believe this provision, if enacted, will transform Alaska into 

a trial-aud-error laboratory in oil and gas leasing. It means replacing 

orderly development with uncertainty and the unknown. It's not a gamble 

Chevron feels is worth taking.

Before discussing each bidding system, all concerned parties should 

be aware that a move away from cash bonus bidding will result in three 

key developments:

First/) it will shift a substantial part of the burden of risk 

from industry to the taxpayer.

(^ocog^, it will serve as a substantial deterrent to exploration 

and development, and

^T h i ^ P  it will cause the rapid and constant growth of state agencies 

to administer, evaluate and audit the leases and subsequent production.

Ihis places increasing demands on taxpayers to support this bureaucracy.

Chevron believes these are unacceptable consequences which would 

be intolerable to the taxpayers and leaders of this state.

AGO 54.6750



As you know, cash bonus bidding provides that leases be awarded 

to the highest cash bonus bidder. This bonus is paid before the lessee 

can proceed with exploratory drilling on the lease.

The other bid methods provide for bid variables such as royalty,

net profit, or work oorrmitment. In these cases, the state receives

nothing other than perhaps a snail fixed bonus at the time of leasing.

Other revenue is not forthcoming under the royalty and net profit

schemes unless there is production. Simply stated: No production, no
•"* 1 p"r“ " 1 *

revenue.

In our opinion, cash bonus bidding is the only method that will 

strongly encourage the petroleum industry to lease and explore the state 

land.

We further believe that this method will result in the production 

of the most oil and gas and consequently will provide the most revenue, 

both to the state and the petroleum industry.

The other methods, employing biddable royalties anil net profits, 

reduce the incentive to explore and produce. These alternatives, par­

ticularly in the case of biddable royalties, serve to shorten the econo­

mic life of the fields— resulting in less production and, therefore, 

less revenue.

Cash bonus bidding is particularly advantageous to the lessor in 

frontier areas of high risk. Most of Alaska's lands are in this category.

Now let's compare other proposed bidding methods with traditional 

cash bonus bidding. Because of time limitations, I can only touch 

briefly on these, but I am prepared to go into more detail if questions 

arise.

*G0 546751



Hie royalty bidding method, although it allows oil and gas com­

panies to acquire land with little cash, is a strong deterrent to early 

drilling. Very simply, it is easier and cheaper to wait on others to 

bear the risk and expense of exploratory drilling.

Having spent little capital to acquire the lease, an operator is 

tempted not to spend a dime to evaluate the lease, hoping an adjacent 

leaseholder may do it for him. Carried to the extreme, the effect of 

this would be that no wells would be drilled to evaluate the leases.

'Ihis same problem is inherent in the net profits system, which I'll 

talk about shortly. On the other hand, when cash bonus is involved, 

the winning bidder lias a strong incentive for early drilling tecause 

his bonus investment is earning him nothing.

In cash tonus bidding the state assumes none of the risk but still 

receives revenue from leases, whether or not they are productive.

‘Ihe advantages of this system were clearly demonstrated a few years 

ago in the sale of federal leases off the coasts to Mississippi, Florida 

and louisinna. Successful bidders paid $74 3 million for several tracts 

on one structure, the Destin Anticline, and spent over 10 million dollars 

drilling seven dry holes on the structure--all at no cost to the tax­

payer. Under royalty or net profit bidding, the government would have 

reccived nothi ng.

What would government have received if it had sold the Gulf of 

Alaska on a royalty bid basis? TVs in the’ Gulf of Mexico case I pre­

viously cited, nothing. Should the taxpayer and the government be forced 

to suffer the loss of more than one-half billion dollars— when to date, 

no royalty appears forthcoming?
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The NPRA comes to mind as another exanple of an area adjudged to 

possess high potential, but which so far is a disappointment. Again, 

i.f sold on a royalty bidding method, the lessors would have received 

nothing to date.

Let me emphasize that in all these cases, the areas were considered 

extremely attractive to both the industry and government. These are 

precisely the types of areas in which the state might be enticed to use 

a royalty ">r net profit bidding method. Yet none of these has led to 

any discovery or government revenue.

Proponents of royalty bidding believe it encourages competition 

among bidders and allows the small company and the independent improved 

entry into oil and gas lease bidding. Cash bonus bidding usually is 

blamed for tending to discourage small ccnpani.es from bidding.

This is not supported by the facts. Small companies gain entry 

into the sale by joining with a larger company or with several oarer 

smaller companies. In the recent lower Cook Inlet sale, independents 

and smaller companies bid on royalty and cash tonus tracts with about 

the same frequency as the majors. Of the 34 oonpanies which bid in 

the sale, 18 were smaller companies, These 18 nude successful cash tonus 

bids on 26 tracts, of which 13 were sold for more than one million dol­

lars. Moreover, the sitvt.11 campariies are represented i n  half of the top 

tracts of the sale.

The second proposed bidding method we are concerned about is net 

profit bidding. This system has n D S t of the disadvantages of royalty 

bidding plus two more: It requires a huge staff to administer and audit.
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For example, each property would require a battery of accountants to 

audit tire companies1 production and costs. Just as in the case of roy­

alty bidding, the risks are passed on to tire government. Furthermore, 

net profit bidding discourages cost-effective, efficient development 

practices.

Work conmitment bidding is tire least onerous alternative to cash 

bonus bidding mathods and would be beneficial., provided that it is 

enforceable. We view 'dris method with some caution because of the 

uncertainty of tire conditions under which it might to imposed.

At this point, I would like to summarize wiry we believe a majority 

of the industry prefers cash tonus as the tost method for both tire 

state and tire energy explorers.

^ First^we believe it is the foundation for all free enterprise 

contract arrangements;

is lire simplest and easiest to determine and administer 

by all parties;

(^ihTrd^X t  is fair and equitable; by this I mean that all parties 

travel at their own risk, aird finally,

The right to explore is paid Cor In advance.

In 1977 the Department of Natural Resources completed a report 

entitled, "A Study of Petroleum Leasing Methods and Possible Alternatives. 

H.B. 854 apparently is based on this study and its conclusions.
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In this study, a great deal of attention is given to the "percentage 

of acreage option." We assume this is the reason for granting the Com­

missioner authority to withhold acreage from any sale areas under Section 

180 (c) (4) (f). Under this scheme, certain amounts of acreage would be 

wit’nheld from a sale so that following a discovery the state could 

collect a windfall on drainage acreage sales. This is a workable approach 

only if you know which acreage to withhold and on which structures. This 

is rarely the case, as we saw in the MAFLA, Gulf of Alaska and NPRA. 

Furthermore, industry cannot bid or drill on only portions of prospects 

in high risk or high cost areas which predominate in Alaska.

I would like to make a few more comments about the Department of 

Natural Resources' report. The one overriding conclusion of that study 

was that a variety of oidding methods, widely employed, would increase 

the state's return from its commitment of oil and gas propert^0
T

Chevron believes this conclusion is biased against cash bonus 

ding, and we feel that the odds are against anyone knowing all they need 

to know to use the right method at the right time. The state, even if 

armed with a skilled staff and large amounts of data, can hope to do 

no better than an individual company in evaluating potential and risks, 

and these companies are more often wrong than right in their appraisal

We believe the state's report, and particularly its mail 

against cash bonus bidding, is based on a few but major faulty economic 

assumptions.
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First, the authors of the report assume that the industry will 

make an 18 percent rate of return. Although this is very desirable, 

and would not be out of line considering the high risk involved, past 

experience shows that the industry has averaged no more than seven to 

eight percent from OCS ventures which approximates Alaska lands, 

according to several exhaustive studies. Fc xample, in May 1977 

Prof. Walter J. Mead of U.C. Santa Barbara testified before a U.S.

House of Representatives Comnittee that weighted average rate of return 

from 184 leases issued in the Gulf of Mexico in 195^-55 amounted to 

only 7h percent before taxes. This sale period was selected because 

these leases have a 20-year production history which provides a com= 

prehensive data base.

Second, no reduction of state income was assumed in royalty cases, 

but it almost certainly will occur. The economic limit of a field is 

going to be greatly influenced by the amount of royalty. rIhe higher 

the royalty, the earlier the economic limit is reached. When an operator 

can no longer produce oil or (51s profitably the result will be oil and 

gas left in the ground and neither industry, nor the state, will mike 

any money on it.

k # #

Next, I would like to turn to the provision of the bill that would 

require the lessee or permittee to make available to the Commissioner all 

data obtained from exploration and production activities on the lease or 

permit. We believe this provision raises fundamental questions about 

the appropriateness of the state's entry into the exploration business, 

and secondly, points to grave problems— from our point of view— about the 

preservation of confidentiality.
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should but
Hie language in the proposed legislationAdoes not distinguish 

between, "raw", "processed" and "interpretative" data. We are unal­

terably opposed to providing the state with the results of the efforts 

of our interpretative staff. Industry cannot operate under this law. We 

urge the conmittee to delete this section.

We are also opposed to giving the state our basic geophysical data.

We are not convinced that the state can hold this data confidential 

because of its large staff and turnover rate. Any leak of this sensitive 

information to our competitors definitely will have an immediate and 

adverse impact on our exploration program in this state.

Hie third provision we object to (Sec. 38.05.100(v)) gives the 

state the right to purchase up to 16 and two-thirds percent of the lessee's 

share of the oil and up to 100 percent of the lessee's gas.

We are not opposed to the state's right to take its royalty share

of oi l or gas in kind, but we oppose any provisions which empowers the 

state to take any portion of the lessee's share.

In order to justify the risk and expense of exploration and develop­

ment, and bo able to satisfy its contractual coinnitments, the lessee 

must retain the right to dispose of all of its share of production.

Without this right, the state of Alaska lands lie come less desirable to

explore and develop. We believe this is another step toward the f  te's

entry into the oil and gas business, which should stay with private 

industry.

It seems inconceivable to Chevron that the state would take a portion

of the lessee's share when that is the very incentive for industry to

explore in the state initially.
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Another provision we oppose is Paragraph Q. Paragraph Q refers 

to drilling and development contracts and to the authority of the state 

to share in the cost of exploration.

Vfe're not clear on the meaning and intent of this paragraph. If 

it means the state intends to become a working interest participant in 

leases, then we strongly object.

Our next objection concerns the terms and conditions of the lease 

itself. Because of the remoteness of nost of Alaska's land and the 

seasonal restriction on operations, Gievron prefers a ten-year primary 

lease term. We feel this length of time is necessary to adequately 

evaluate a lease under Alaskan conditions.

There is one provision which would allow the Commissioner to grant 

rights on leases only to the depth drilled at the time production begins. 

Gievron is at a total loss to see how this provision can benefit the state
I

in any way. It will certainly cause waste in time and money for the 

industry because wel ls will be drilled far beyond primary objectives—  

just to ensure earning the rights of a normal lease. In effect, this 

will delay production and thereby delay revenue to the state.

Considering the geological, legal and practical ramifications of 

this provision, one must conclude that it is totally unacceptable to 

the industry and can do the state no good. It should be stricken from 

the bill.

Our next objection is to any effort to restrict joint bidding between 

majors or multinational companies. In Alaska, particularly, with its 

accompanying expensive costs of exploration and production, it is essen­

tial for large and small companies to be able to join together to share 

the risk.

AGO 5*6758



A ban on joint bidding by majors does not necessarily increase 

state income, ir. fact, a recent study by the Department of Interior 

showed that joint bidders tend to bid higher, on the average, than 

solo bidding competitors. (November 1976 issue of the Journal of 

Petroleum Technology.)

Ihe next provision we wish to discuss deals with the need for the 

Commissioner to submit and defend his leasing program to the legislature.

We prefer that the various reporting methods set out in this section not^ 

be prescribed in-law. We believe this review is an administrative func­

tion and that public hearings are an adequate and effective vehicle for 

gathering contents and reactions to the proposed action. Neither the 

timber leases nor any other types cf state lease are submitted to the 

legislature, and to require this approach in law for the petroleum indus­

try will lead to further delays in development of the state's natural, 

resources. Particularly objectionable to us is the requirement that 

the Commissioner must defend his previous year's program and explain 

why he used certain methods. ibis is certain to toss the entire leasing 

program into an interminable bureaucratic morass.

And finally we oppose the provision which deals with acreage 

chargeability. We believe the reduction to 200,000 acre limitation on 

uplands is arbitrary and unjustified. The 500,000 acre limitation in 

this state, where there are large areas of state lands potentially avail­

able for bid, is not unreasonable. A large acreage position is necessary 

as an incentive for an operator to explore frontier areas.

In closing, Mr. Chairman, Chevron believes 11.13. 854 is an unreasonable, 

unwise and unworkable piece of legislation that simply is not in the best 

interest of the citizens of Alaska.
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As I said at the outset of iny renarks, my cwn company would be 

faced with the prospect of seriously reassessing its current and future 

exploration activities on Alaska state lands if this bill is enacted.

It is our opinion that this legislation will only serve to inhibit 

or prevent the orderly exploration and development of Alaska's oil and 

gas properties.

We oppose a shift away from the successful cash bonus bidding system 

because we believe that the cash bonus ensures a fair and equitable 

return to the state, as well as ensuring the fair share of any revenue 

resulting from production.

It is conceivable that Prudhoe Day may not have been found if 

royalty or net profits bidding or percentage acreage option had been 

employed.

Mr. Chairman, members of the committee, we have serious concern 

that if this legislation becomes law, the ultimate losers will be the 

citizens of this state, as well as the consumers of oil and gas.

Thank you for giving Chevron this opportunity to comment on this 

proposed legislation.

* * *
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TEST IMONY ON H . B .  854

M a d a m  Ch ai rman, m e m b e r s  of the committee, my name is 

Jo hn  Carson, and I a p p r e c i a t e  the o p p or tu n it y  to comm e nt  on 

Committee S u b s t i t u t e  for H o u s e  Bill 854. (Finance)

I am a p e t r o l e u m  ge o logist  and I'm p r e s e n t l y  D i v is i on  

Geologist in A l a s k a  for C h e v r o n  U.S.A., the p r in ci pal d o m es ti c  

oil and gas s u b s i d i a r y  of the Standard Oil Co mp a ny  of C a l i f o r n i a  

Since 1965, I've be e n  a c t i v e l y  involved in all state lease 

sales and the two OCS sales in the Gulf of A laska and the Lower 

Cook Inlet.

C h e vr on  is aware of the amount of p r e l i m i n a r y  wor k 

done by the state a d m i n i s t r a t i o n  and the De partment of Natural 

Resources in r e s e a r c h i n g  and dr af t in g  this legislation.

We c o m m e n d  ef forts in dra ft in g l eg is lation that 

proposes a long te rm l e as i ng  p r o g r a m  for Alaska. We b e l ie v e 

the state s hould  be e n c o u r a g e d  in its effort to e s t a b l i s h  and 

m aintai n such a p rogram , w i t h  ap pr opriate  industry p a r t i c i p a t i o n

M e m b e r s  o f  the committee,  the p e t r o l e u m  i n d u st r y- - as  

indicated by its r e s po ns e  to the State's s o l i c i t a t i o n s - -cle ar ly 

desires a r e a l i s t i c  pl a n that can serve as the basis for an 

effec tive w o r k i n g  r e l a t i o n s h i p  be tw ee n the industr y and the 

state.

Frankly, we b e li ev e  the propos ed  le gi sl a ti o n will 

inhibit or p r e v e n t  o r de r ly  d ev e lo pm e nt  of oil and gas resourc es  

in A la sk a--to the d e t r im e nt  of  the state government, its 

taxpayers and my own industry.
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I will say c a n d i d l y  that this l e g i s l a t i o n  is u nt en able 

fr o m our po in t of  view. If e n a c t e d  into law, C o m m i t t e e  S u b s t i­

tute for House Bill 854 w o u l d  have a serious and f a r - re ac h in g  

imp act on my own c om pa ny, and w o u l d  give us se ri o u s cause to 

r e c o n s i d e r  our e x p l o r a t i o n  a c t i v i t i e s  in the high-c os t,  high- 

ri sk  frontier state lands of Alaska.

854 as n o w  w r i t t e n  w o u l d  be c o u n t e r - p r o d u c t i v e .  It

a c t u a l l y  would be a ste p b a c k w a r d  at the ve r y  time our nation 

d e s p e r a t e l y  needs an e f f e c t i v e  oil and gas e x p l o r a t i o n  program.

G e n e r a l l y  stated, we o b je ct  to p r o v i s i o n s  covering:

1) the wide varie ty  of b i d d i n g  m e t h o d s  to be employed; 2) the

C o m m i s s i o n e r ' s  acce ss  to all the lessee's data, in c lu d in g

p r o p r i e t a r y  data; 3) the st ate's call on p r od uc t io n ; 4) short 

and restrict iv e lease te rm  and con di t io n s;  5) the need for the 

C o m m i s s i o n e r  to submit and d e f e n d  his lease plan to the l e g i s­

lature, and 6) the C o m m i s s i o n e r ' s  right to ban joint bidding 

for approval.

Time does not p e r mi t  me to discu ss  in detail each of 

the provisions, but I will at te mp t to o u t li n e our most 

s i g ni fi c an t  obj ec tions:

First, the wide v a r i e t y  of b i d d i n g  method s,  starting 

on page 3, sec t io n (f):

In a d v o c a t i n g  num er o us  b i d d i n g  s c h e m e s - - a c t u a l l y  a 

shift from only ca sh  bo nus bidding, a s ys t em  that has worked 

w e i l - - t h e  a d m i n i s t r a t i o n  ho p es  to m a x i m i z e  its financial return 

from state lands.

-2-
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But C h e v r o n  be l ie v es  a mo ve  aw ay  fr om  the cash bonus 

m e th od  means the p e r i l o u s  a ba nd o nm e nt  of a p r o v e n  co n ce p t that 

has brough t s t a b i l i t y  to the state's leas in g  prog ram. The 

bonus s yste m w o u l d  be r ep la c e d  by an array o f  u n t e s t e d  leasing 

methods, p a r t i c u l a r l y  in the fr o nt i er  areas.

We b e l i e v e  this provision, if ena cted, will tr ansf or m 

A l a s k a  into a t r i a l - a n d - e r r o r  l ab o ra t o r y  in oil and gas leasing. 

It means r e p l a c i n g  o r d e r l y  d e v e lo pm e nt  w i t h  u n c e r t a i n t y  and the 

unknown. It's not a gamble Ch ev r on  feels is w o r t h  taking.

Be fo r e d i s c u s s i n g  each b i d d in g system, all c o nc erned 

pa rties shou ld  be aware that a move away fro m cas h bonus bidding 

will result in thr ee key developmen ts :

First, it will shift a subs t an t ia l par t of the burden 

of risk from ind u st r y to the taxpayer.

Second, it will serve as a s u b s t a n t i a l  d e t e r r e n t  to 

e xp l or a t i o n  and deve lo p me n t,  and

Third, it will cause the rapid and c o n s t a n t  growth  of 

state agen ci e s to admi ni st er, ev a lu a te  and a ud it  the leases and 

s ubsequ en t p ro d uc t i o n .  This places i n c r e a s i n g  dema n ds  on 

ta xpayers to s u p po r t this bur eaucracy.

C h e v r o n  b el i e v e s  these arc u n a c c e p t a b l e  c o n se qu e nc e s 

w hich would be i n t o l e r a b l e  to the t ax paye rs  and le aders of this 

state.

As y o u  know, cash bonus b i d d i n g  p r o v i d e s  that leases 

be awar d ed  to the hi gh e s t cash bonus bidder. This bonu s is 

paid bef or e the lessee can proce ed  w i t h  e x p l o r a t o r y  d r i ll i ng  on 

the lease.
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The o th er bid me th ods pr ov id e for bid v a r i a b l e s  such 

as royalty, not profit, or w o r k  commitment. In these cases, 

the state re c ei ve s  n o t h i n g  oth er  than p e r h a p s  a small fixed 

bonus at the time of leasing. Other revenue is not fo rt h co m in g 

u nder the r o y a l t y  and net p ro f it  schemes unless there is p r o­

duction. S i m p l y  stated: No pr od uct ion, no revenue.

In our opinion, cas h bonus bid di n g is the only met ho d 

that avi 11 s t r o n g l y  e n c o u r a g e  the p e t r o l e u m  i n d u s tr y  to lease 

and explore the state land.

We fu rt he r  b e l ie v e that this m e t h o d  will result in 

the p r o d u c t i o n  of the most oil and gas and c o n s e q u e n t l y  will 

p ro vi d e the most revenue, bo th  to the state and the p e t r o l e u m  

industry.

The o th er  methods, em p lo y in g b i d d a b l e  ro y al t ie s  and 

net profits, r e d u ce  the in c entive  to ex plore and produce.

Th ese al t er na t iv e s,  p a r t i c u l a r l y  in the case of b i d da bl e  

royalties, serve to s h or t en  the economic  life of the fields-- 

r es ul ting in less p r o d u c t i o n  and, therefore, less revenue.

Cas h bonus b i dd i ng  is p a r t i c u l a r l y  a d v a n t a g e o u s  to 

the state in fron ti e r areas of high risk. Most of A l a s k a’s 

lands are in this category.

No w l e t’s co m pa re  other pr o po s ed  b i d d i n g  methods with  

tra ditional cas h bonus bidding. Because of time li mi tations , I 

can only touch b r i e f l y  on these, but I am p r e p a r e d  to go into 

more detail if qu e st i o n s  arise.
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The r o y a l t y  b i d d i n g  method, a l t h o u g h  it allows oil 

and gas c o m p a ni e s to ac qu ir e  land wi th  little cash, is a stron g 

deter rent to e a r l y  drilling. V e r y  simply, it is easi e r and 

c he ap er  to w a i t  on othe rs to be a r  the risk and ex pe ns e  of 

e xp lo r at o ry  drilling.

H a v i n g  spent little ca pi ta l to a c q u ir e  the lease, an 

o pe ra to r is t e m p t e d  not to spend a dime to e v a l u a t e  the lease, 

hopi ng an a d j a c e n t  l e a s e h o l d e r  m a y  do it for him. C a r r ie d  to 

the extreme, the e ffect  of this w o u l d  be that no we lls w ou l d be 

dr il le d to e v a l u a t e  the leases. This same p r o b l e m  is inherent 

in the net p r o f i t s  system, w h i c h  I'll talk abo ut shortly. On 

the other hand, w h e n  cash bonus is involved, the w i n n i n g  bid de r 

has a strong i n c e n t iv e  for e ar ly dr i ll i n g  b e c a us e  his bonus 

invest ment is e a r n i n g  h i m  nothing.

In ca sh  bonus b i d d i n g  the state as su mes none of the 

risk but still r ec e i v e s  re ve nu e  from leases, w h e t h e r  or not 

they are pr o du ct iv e.

The a d v a n t a g e s  of this s y st em  we r e  c l ea r ly  d e m o n­

strated a few ye ar s ago in the sale of federal leases off the 

coasts of M i s s i s s i p p i ,  Alabama, Fl or id a  and Louisiana. 

S uccessful b i d d e r s  pai d $743 m i l l i o n  for several tracts on one 

structure, the D e s ti n  A nt i cl i ne ,  and spent over 10 m i l l io n 

dollar s d r i l l i n g  s ev en  dry holes on the s t r u c t u r e - - a l l  at no 

cost to the taxpa yer. Unde r r o y al t y or net pr of it  bid ding, the 

go vernment w o u l d  have re ce i ve d  nothing.
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What w o u l d  g o v e r n m e n t  have r e c e iv e d if it had sold 

the Gulf of A l a s k a  on a r o y a l t y  bid basis? As in the G u l f  of 

Mexic o case I p r e v i o u s l y  cited, n o t h i n g . Shoul d the ta xp ay e r 

and the go ve r nm e nt  be forc ed  to suffer  the loss of mor e than 

o ne-hal f b i l l io n  d o l l a r s - - w h e n  to date, no r o y a l t y  ap pe ar s 

forthcoming?

The N P R A  comes to min d as anoth er  e x a m p le  of an area 

adjudge d to p o s s e s s  hig h poten ti al , but w h i c h  so far is a 

dis appointment. Again, if sold on a royalty b i d d i n g  method, 

the lessors w o u l d  have r ec e i v e d  n o t h i ng  to date.

Let me e m p h a s i z e  that in all these cases, the areas 

were consid er ed  e x t r e m e l y  a t t r a c t i v e  to both the ind u st r y and 

government. Th es e  are p r e c i s e l y  the types of areas in w h i c h  

the state might be e n t ic ed  to use a r o y al t y or net p r of i t 

bi dding method. Yet no ne  of these has led to any d i s c o v e r y  or 

governm ent revenue.

P r o p o n e n t s  of ro ya lt y  b i d d i n g  belie ve  it e n c o u r a g e s  

co mp et it ion amo ng  bi dd er s and allows the small c o m p a n y  and the 

independent i m pr ov ed  e nt ry  into oil and gas lease bidding.

Cash bonus b i d d i ng  u s u a l l y  is bla me d for tending to d i s c o u r a g e  

small companies from bidding.

This is not s up p or te d by the facts.' Small c o m p a n i e s  

gain entry into the sale by join i ng  with a larg er c o m p a n y  or 

wit h several o th er  smal l e r companies. In the recent L ow er  Cook 

Inlet sale, in d ep e n d e n t s  and s m a l le r  companies bid on ro ya lt y 

and cash bonus tracts wi th  about the same f re qu en cy as the
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majors. 0£ the 34 c o m p a n i e s  w h i c h  bid  in the sale, 18 were  

smaller c om pa ni es. T h es e  18 ma de  succe ss ful cash bonus bids on 

26 tracts, of w h i c h  13 w e r e  sold for more than one m i l l i o n  

dollars. M o r e o v e r ,  the small c o m p a n ie s  are r e p r e s e n t e d  in half 

of the top bonus tra ct s of the sale.

P r o v i s i o n s  are mad e for re d u ci n g the r o ya l ty  in the 

event the lessee  c a n n o t  o p er at e  pr of itably. While we agree 

that such a p r o v i s i o n  may be n ec es sa ry, we think this only 

serves to p o i n t  up a m a j o r  w e a k n e s s  of ro ya l ty  bidding. Due to 

the highly c o m p e t i t i v e  n a t u re  of the business, indu st ry is 

encou ra ge d to bid and a gr ee  to terms that may be truly r i d i c u­

lous. A n o t h e r  c o m m i s s i o n  will almo st  cer ta i nl y  be n e c e s s a r y  to 

rev ie w and rule on the long list of p l ai n ti ff s  for r e d u c ed  

r o y a l t i e s .

The s e co n d p r o p o s e d  b i d d i n g  method we are c o n c e r n e d  

about is net p r o f i t  bidding. This s y st e m has most of the 

dis ad v an t ag e s of r o y a lt y  b i d d i n g  plus one more: It r e q ui r es  a

huge staff to a d m i n i s t e r  and audit. For example, each p r o p e r t y  

would require a b a t t e r y  of a c c o u n t a n t s  to audit the companies' 

p ro d uc ti o n and costs. Just as in the case of royalty bidding, 

the risks are p a s s e d  on to the government. Fu rt he rmore,  net 

profit bi dd i ng  d i s c o u r a g e s  c o st - ef f ec ti v e,  ef f i ci en t  d e v e l o p­

ment practices.

At this point, I w o ul d  like to sum ma rize why we 

believe a m a j o r i t y  of the i n du st ry prefers cash bonus as the 

best method for b o t h  the state and the energy explorers.
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First, we be li ev e  it is the f o un d a t i o n  for all free 

ent erprise  c on tr act ar rangements;

Second, it is the simp le st and eas. st to de te rm ine  

and admini st e r by all parties;

Third, it is fair and equitable; by this I mean that

all parties travel at their own risk, and finally,

The right to ex pl o re  is paid for in advance.

In 1977 the De pa r tm en t  of  Na tu ra l Resou rc es  completed 

a report entitled, "A Study of P e t r o l e u m  Le as in g  Methods and 

Pos sible A l t e r n a t i v e s . "  H.B. 854 a p p a r e n t l y  is based on this 

study and its conclu sions.

I w ou l d like to make a few co mm en t s about the D e p a r t­

ment of Natural Resources' report. The one o v er r i d i n g  c o n­

clusion of that study was that a v a ri e ty  of bid d in g  methods, 

wis el y employed, w ou ld  increas e the st ate 's return from its 

co mmitme nt  of oil and gas properties.

Ch ev r on  believes this c o n c l u s i o n  is biased against

ca sh  bonus bidding, and we feel that the odds arc against

anyo ne knowing all they need to know to use the right method at 

the right time. The state, even if armed with  a skilled staff

and large amounts of data, can hope to do no bet te r than an

individual co mp a ny  in e v a l u a t i n g  p o t e nt i al  and risks, and these 

co mpanies are more often w r o ng  than right in their appraisals.

We bel ie v e the st ate's report, and p a r t i c u l a r l y  its

main bias ag ain st cash bonus bidding, is ba se d on a few but 

ma jor faulty e co no mic as sumptions.
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First, the authors of the report assume that the 

in du s tr y  wi l l ma ke  an 18 p e r c e n t  rate of return. Al t ho ug h  this 

is very d es ir ab le, and would not be out of  line co ns id e ri n g the 

hi g h risk invclved, past e xp e ri e n c e  shows that the industry has 

av er a ge d no mor e than seven to eight p e r c e n t  from OCS ventures 

w h i c h  a p p r o x i m a t e s  A l a sk a lands, ac co rd i ng  to several exhaust iv e 

studies. For example, in May 1977 Prof. W a l t e r  J. Mead of U.C. 

Sa nta Bar b a ra  te s tified  bef ore a U.S. Ho use of R e pr e sentati ve s 

C o m m i t te e that w e i g h t e d  averag e rate of r e t ur n from 184 leases 

iss ued in the G u l f  of Mexico in 1954-55 a m o u n t e d  to only lh  

pe rc e nt  be fo re  t a x e s . This sale peri od was  selected because 

these leases have a 20-year p r o d u c t i o n  h i st or y  wh ic h provide s 

a co m pr e h e n s i v e  data base.

Second, no re du ct io n of state income was assumed in 

ro y al t y cases, but it almost c e r t a i n l y  will occur. The ec on om ic 

limit of a field is going to be greatly i n fl u e n c e d  by the 

amount of royalty. The high er  the royalty, the earlie r the 

e c o n om i c limit is readied. W he n  an o p e r a t o r  can no longer 

pr od u c e oil or gas p r o f i t a b l y  the result will be oil and gas 

left in the gr ou nd  and n e i t h e r  industry, nor the state, will 

make any m o ne y  on it.

Next, I would like to turn to the p r ov i si o n of the 

bill that w o u l d  require the lessee or p e r m i t t e e  to make a v a i l­

able to the C o m m i s s i o n e r  all data ob ta i ne d  from e x plora ti on  and 

p r o d u c t i o n  ac t iv i t i e s  on the lease or permit. Found on p. 11 - 

section ( a a ) . We be lie ve this p r o v i s i o n  raises fundamental
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qu es t io n s about the a p pr op r ia t en e ss  of  the st ate's ent ry into 

the e xp lo r a t i o n  business, and secondly, p o i n t s  to grave 

p r o b l e m s - - f r o m  our point of v i e w - - a b o u t  the p r e s e r v a t i o n  of 

c on fi dential it y.

The la ng uage in the p r o p o s e d  l e g i s l a t i o n  is not clear 

as to what n o n - i n t e r p r e t i v e  dat a will be required. If the 

intent is to p r o v i d e  access to data e x i s t i n g  p r i o r  to the 

lease, we are u n a l t e r a b l y  opposed. " N o n - i n t e r p r e t i v e "  is a 

l oaded word w h i c h  needs strict d ef inition .

We are also op po se d to gi vi ng  the state our basic

g e op h ys i ca l  data. We are not c o n v i n c e d  that the state can hold

this data c o n f i d e n t i a l  be ca use of  its large s ta ff  and turnover 

rate. Any leak of this sensitive i n f o r m a t i o n  to our com pe ti tors  

d e f i n i t e l y  will have an immediate and a d v e r s e  impact on our 

e x pl o r a t i o n  p r o g r a m  in this state.

The third pr o vi si on  we ob je c t to gives the state the

right to p u r c ha se  a specified volu me of the le ss ee's oil or

gas. This is found on p. 11, se ct io n (Z) .

We are not op pos ed to the s t a t e' s right to take its 

r o y a l t y  share of oil or gas in kind, but we op pose any p r o­

visions  whic h e mpower s the state to take any p o r t i o n  of the 

les see's share.

In order to ju st if y the risk and ex p en s e of e x p l o r a­

tion and devel op me nt, and be able to s a t i s f y  its c o ntract ua l 

co mm i tm en t s,  the lessee must retain the right to d i s po se  of all 

of its share of production. Wit h ou t  this right, the state of
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A l a s k a  lands b e co me  less d e s i r a b l e  to e x p l o r e  and develop. We 

b e l i e v e  this is a n ot he r  step t o wa r d the state's entry into the 

oil and gas bu si ness, w h i c h  s ho u ld  stay w i t h  p r i va t e industry.

It seems i n co n c e i v a b l e  to C h e v r o n  that the state 

w o u l d  take a p o r t i o n  of the lessee' s share whe n that is the 

v e r y  in c en ti v e for indust ry  to exp l or e in the state initially.

If such a clau se re mains in the bill, Chevron feels 

it is m a n d a t o r y  that the state ma ke  its i n t e n ti o n kn ow n on this 

m a t t e r  p r i o r  to the lease sale. O t he r wi se ,  it will be totally 

inoperable. The industry, w i t h o u t  c o n t r a c t u a l  commitments for 

its product, cann ot  bid on oil and gas leases.

Our next o b j e ct i on  c o n c e rn s the terms and conditions 

of  the lease itself. I refer to p. 6, se ction ( n ) . Because of 

the re m ot en e ss  of  most of A l a sk a 's  land and the seasonal 

r e s t r i c t i o n  on o pe rations , C h e vr o n p r e f e r s  a ten-ye ar  pr imary 

lease term. We feel this length o f  time is ne ce s sa r y to 

a d e q u a t e l y  e v a lu a te  a lease u n de r A l a s k a n  conditions. We 

a p p r e c i a t e  that the p r o p o s e d  l e g i s l a t i o n  gives the Commi ss io ner 

the right to grant a t en-yea r lease u nd er  c e r t a i n  conditions. 

How ever, it s hould  be stated that this d e c i s i o n  will be made 

and an n o un ce d  pr i or  to this sale.

Our  next o b j e ct i on  is to any ef fo rt  to restrict joint 

bidding , found on p. 10, se ct i on  ( y ) . In Alaska, particularly, 

w i t h  its a c c o m p a n y i n g  ex p e ns i ve  costs of  e x pl o r a t i o n  and p r o­

duction, it is es se ntial for large and small companies to be 

able to join t ogethe r to share the risk.
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A ban on join t b i d d i n g  does not n e c e s s a r i l y  in crease 

state income. In fact, a r e c e n t  stud y by the D e pa r tm e nt  of 

Interior showed that joint bi dd er s tend to b id  higher, on the 

average, than solo b i d d i n g  co mpetito rs . (November 1976 issue 

of the Journal of P e t r o l e u m  Techn ol og y.)

The final p r o v i s i o n  w e  w i s h  to discuss deals w i t h  the 

nee d for the C o m m i s s i o n e r  to submit and de fe nd his leasing  

p r o g r a m  to the leg i sl a tu re .  See p. 1, se ct io n  ( b ) . We p r e f e r  

that the various r e p o r t i n g  me th ods set out in this sectio n not 

be p re s cr ib e d in law. We b e l i e v e  this r e vi e w is an a d m i n i s t r a­

tive function and that p u b l i c  h e a r i n g s  are an ad eq uate and 

ef fecti ve  vehicle for g a t h e r i n g  comm ents and re actions to the 

pr o po s ed  action. N e i t h e r  the t imber  leases nor any ot her types 

of state leases are s u b m i t t e d  to the legislature, and to r e q u i r e  

this approa ch  in law for the p e t r o l e u m  i ndustry  wil l lead to 

further delays in d e v e l o p m e n t  o f  the state's natural resources. 

Pa rt i cu la r ly  o b j e c t i o n a b l e  to us is the r e qu ir em ent that the 

C o m mi ss i on e r must d e f e n d  his p r e v i o u s  year's p r o g r a m  and 

explain why he used c e r t a i n  methods. This is ce rta in to toss 

the entire leasing p r o g r a m  into an int er m in a bl e  b u r e a u c r a t i c  

m o r a s s .

In closing, M a d a m  Chairman, Ch evr on believes CS for

H.B. 854 is an u n r e a s o n a b l e ,  unwi se and u n w or ka b le  p iece of 

legi s la ti o n that s i m p l y  is not in the best interest of the 

ci ti ze ns of Alaska.
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As I said at the o u t s e t  o f  my remarks, my own c o m p an y 

w o u l d  be faced wi th  the p r o s p e c t  of  se ri ou s ly  reass es s in g  its 

c u r r en t  and future e x p l o r a t i o n  a c t i v i t i e s  on Alaska state lands 

if this bill is enacted.

It is our o p i n i o n  that this l egislat io n will only 

serve to inhibit or p r e v e n t  the o r d e r l y  expl or a ti o n and d e v e l o p­

ment of Alas ka 's  oil and  gas pr op er t ie s .

We oppose a sh if t a w a y  fro m the successful cash bonus 

b i d di ng  system  b e c a u s e  we b e l i e v e  that the cash bonus ensures 

a fair and eq uitable r e t u r n  to the state, as well as ens u ri ng  

the fair share of any r e v e n u e  r e s u l t i n g  from production.

It is c o n c e i v a b l e  that P r u dh o e Bay may not have been 

found if royalty or net p r o f i t s  b i d d i n g  or perc en ta ge ac rea ge 

o pt i on  had been employed. Our s i n c er e sugge st ion is to retain 

the leasing statut e n o w  in e f f e c t  and s up pl ement it with 

p r o v i s i o n s  for a long t e r m  l e a s i n g  program.

M ad am  Chairman, m e m b e r s  of the committee, we have 

se rious concern that if this l e g i s l a t i o n  becomes law, the 

u l t i m a t e  losers will be the c i t i z en s  of this state, as well as 

the consumers of oil and gas.

Thank you for g i v i n g  C h e v r o n  this op p or tu nity to 

co mm e nt  on this p r o p o s e d  l e gi s la ti o n.
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Mr. C h a i r - "■ and  M e m b e r s  of  th e C o m m i t t e e  -

I a m  R o d  L. B o a n e ,  D i s t r i c t  M a n a g e r  f o r  t h e  A l a s k a  

E x p l o r a t i o n  D i s t r i c t  o f  E x x o n  C o m p a n y ,  U . S . A .  I a p p r e c i a t e  t h e  

o p p o r t u n i t y  to b e  h e r e  t o d a y  a n d  p r e s e n t  t h e  v i e w s  o f  m y  C o m p a n y  

c o n c e r n i n g  t h e  p r o p o s e d  L e a s i n g  P o l i c y  B i l l .

F i r s t ,  l e t  m e  s a y  t h a t  E x x o n  b e l i e v e s  t h e  e x i s t i n g  p r o v i s i o n s  

o f  S e c t i o n  3 8 . 0 5 . 1 8 0  o f  t h e  A l a s k a  S t a t u t e s  a r e  q u i t e  s a t i s f a c t o i y  

i n  a d m i n i s t e r i n g  a d e q u a t e  c o n t r o l  o v e r  e x p l o r a t o r y  a n d  d e v e l o p m e n t  

a c t i v i t i e s  o n  S t a t e  l e a s e s .  T h e r e f o r e ,  w e  d o  n o t  b e l i e v e  t h e s e  

n e w  a m e n d m e n t s  t o  t h e  S t a t u t e s  a r e  n e e d e d  t o  p r o t e c t  t h e  p u b l i c  

i n t e r e s t .  O n  t h e  c o n t r a r y ,  w e  t h i n k  t h e  p r o p o s e d  a m e n d m e n t s  w o u l d  

c r e a t e  u n n e c e s s a r i l y  i n v o l v e d  a n d  c u m b e r s o m e  p r o c e d u r e s  t h a t  w i l l  

n e i t h e r  f o s t e r  n e e d e d  e x p l o r a t i o n  n o r  b e n e f i t  t h e  S t a t e  o f  A l a s k a .  

A l t h o u g h  w e  t a k e  e x c e p t i o n  t o  a l m o s t  a ll f e a t u r e s  o f  t h e  p r o p o s e d  

a m e n d m e n t s ,  in t h e  i n t e r e s t  o f  t i m e ,  I i n t e n d  to d i s c u s s  o n l y  t h e  

m o r e  t r o u b l e s o m e  p r o v i s i o n s ,  w i t h  p a r t i c u l a r  e m p h a s i s  o n  t h e  

p r o p o s e d  b i d d i n g  m e t h o d s .

E x x o n  b e l i e v e s  t h a t  t h e  b e s t  m e t h o d  f o r  a w a r d i n g  l e a s e s  is 

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

I w o u l d  l i k e  t o  r e v i e w .

o F i r s t , t h e  s u c c e s s f u l  b i d d e r  s e e s  v e r y  s t r o n g  i n c e n t i v e s  

t o  e x p l o r e  a n d  d e v e l o p  r a p i d l y  a n d  to r e c o v e r  t h e  m a x i m u m  

e c o n o m i c  v o l u m e  o f  h y d r o c a r b o n s  a t  t h e  l o w e s t  p o s s i b l e  

c o s t .  T h i s  is n e c e s s a r y  in o r d e r  f o r  h i m  to m a x i m i z e  t h e  

r e t u r n  o n  t h e  c a s h  b o n u s  i n v e s t e d .  A m



o S e c o n d , u n d e r  t h e  c a s h  b o n u s  s y s t e m ,  t h e  S t a l e  b e a r s  n o n e  

o f  t h e  r i s k  t h a t  c o m m e r c i a l  r e s e r v e s  w i l l  n o t  b e  f o u n d .

T h i s  r i s k  is p l a c e d  d i r e c t l y  o n  i n d u s t r y  w h e r e  it b e l o n g s .  

T h i s  is a p a r t i c u l a r l y  c r i t i c a l  c o n c e p t  in A l a s k a  w h i c h  

is s t i l l  e s s e n t i a l l y  a f r o n t i e r  p r o v i n c e  w h e r e  v e r y  l i t t l e  

e x p l o r a t o r y  d r i l l i n g  h a s  o c c u r r e d  a n d  t h u s  v e r y  l i t t l e  is 

k n o w n  a b o u t  t h e  o i l  a n d  g a s  p o t e n t i a l  o f  m o s t  o f  t h e  S t a t e .  

W h e n  o n e  f u r t h e r  t a k e s  i n t o  a c c o u n t  t h e  f a c t  t h a t  A l a s k a  

is a v e r y  h i g h  c o s t  a r e a  d u e  to i t s  r e m o t e n e s s  a n d  h a r s h  

o p e r a t i n g  e n v i r o n m e n t ,  i t  s h o u l d  b e  e a s y  t o  s e e  t h a t  t h e  

e x p l o r a t i o n  r i s k s  a n d  c o s t s  a r e  i n d e e d  g r e a t .  T h e  G u l f  

o f  A l a s k a  h i s t o r y  s h o u l d  p r o v e  t h i s  p o i n t  a s ,  t h u s  f a r ,  n o  

c o m m e r c i a l  d i s c o v e r y  h a s  b e e n  m a d e .

o T h i r d ,  u n d e r  t h e  c a s h  b o n u s  s y s t e m  t h e r e  is n o  p o s s i b l e  

w a y  t h a t  t h e  a w a r d s  w i l l  b e  m a d e  in a n  a r b i t r a r y  m a n n e r  

s i n c e  t h e  h i g h e s t  b i d  is o b v i o u s .

0 F i n a l l y , t h e  s y s t e m  is s i m p l e  a n d  i n e x p e n s i v e  t o  a d m i n i s t e r ,  

a n d  i t s  i n t e g r i t y  is u n a f f e c t e d  b y  f u t u r e  e v e n t s .  T h e  

S t a t e  w o u l d  n o t  h a v e  to e x p a n d  i t s  s t a f f  t o  i m p l e m e n t  t h i s  

s y s t e m .

N o w  I w o u l d  l i k e  to c o m p a r e  t h e  a l t e r n a t e  b i d d i n g  m e t h o d s  

p r o p o s e d  in t h i s  l e g i s l a t i o n  t o  c o n v e n t i o n a l  c a s h  b o n u s  b i d d i n g  

w i t h  f i x e d  r o y a l t y .  B a s i c a l l y ,  t h e  p r o p o s e d  a l t e r n a t i v e  b i d d i n g  

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

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

f o r m  o f  w o r k  c o m m i t m e n t .  A l l  t h r e e  c a t e g o r i e s  r e q u i r e  a c a s h  

b o n u s ,  e i t h e r  a s  a b i d  v a r i a b l e  o r  a fixed- a m o u n t .  L e t ' s  f i r s t  

e x a m i n e  t h e  r o y a l t y  b i d d i n g  s y s t e m s .

(1) I t  i s  n o t  u n c o m m o n  f o r  o p e r a t o r s  to d i s c o v e r  r e s e r v e s  o f  

l e s s e r  m a g n i t u d e  t h a n  a n t i c i p a t e d .  W i t h  h i g h  f i x e d  r o y a l t y ,  s o m e  

o f  t h e s e  d i s c o v e r i e s  c o u l d  n o t  b e  d e v e l o p e d  p r o f i t a b l y  u n l e s s  t h e  

S t a t e  a g r e e d  t o  a c c e p t  a l o w e r  r o y a l t y  t h a n  o r i g i n a l l y  b i d .  D o w n ­

w a r d  a d j u s t m e n t  i n  r o y a l t y  r a t e  p r i o r  to a n y  d e v e l o p m e n t  w o u l d  b e  

d i f f i c u l t  to a d m i n i s t e r  a n d  c o u l d  u n d e r m i n e  t h e  i n t e g r i t y  o f  t h i s  

b i d d i n g  s y s t e m .

(2) W i t h  r o y a l t y  b i d d i n g ,  t h e  s u c c e s s f u l  b i d d e r  d o e s  n o t

h a v e  a s t r o n g  i n c e n t i v e  f o r  r a p i d  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

s i n c e  f r o n t - e n d  c a s h  i n v e s t m e n t  is s m a l l .  S p e c u l a t o r s  c o u l d  

t h e r e f o r e  s e e  i n c e n t i v e s  t o  a c q u i r e  l e a s e h o l d  i n t e r e s t ,  a n d  t h e n

w a i t  in h o p e s  t h a t  t h e y  w i l l  b e  a b l e  to c a s h  i n  o n  t h e  d i s c o v e r i e s

m a d e  b y  o t h e r s .  T h i s  s i t u a t i o n  w o u l d  o b v i o u s l y  r e s u l t  i n  d e l a y e d

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  a c t i v i t i e s .

( 3) W i t h  e x c l u s i v e  r o y a ’i b i d d i n g ,  t h e  p u b l i c  b e a r s  t h e  

m a j o r  p o r t i o n  o f  t h e  e x p l o r a t i o n  r i s k  b e c a u s e  i f  t h e  t r a c t  d o e s n ' t  

c o n t a i n  c o m m e r c i a l  h y d r o c a r b o n  r e s e r v e s ,  a s  t h e  m a j o r i t y  w i l l  n o t ,  

t h e  p u b l i c  r e c e i v e s  n o  c o m p e n s a t i o n  w h a t e v e r .  A s  a n  e x a m p l e ,  t h e  

S t a t e  r e c e i v e d  $ 9 0 0  m i l l i o n  in b o n u s  f o r  a c r e a g e  o n  t h e  N o r t h  S l o p e  

in t h e  S e p t e m b e r  1 9 6 9  s a l e .  U n d e r  a r o y a l t y  b i d d i n g  s y s t e m  t h e  

S t a t e  w o u l d  h a v e  r e c e i v e d  l i t t l e  i n c o m e  t o  d a t e .  W e  s t r o n g l y  b e l i e v e  

t h a t  r i s k - t a k i n g  a n d  i t s  a s s o c i a t e d  r e w a r d s  o r  l o s s e s  a r e  m o r e  

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

s p e a k i n g ,  w o u l d  m a k e  i t  i m p o s s i b l e  t o  c o m p a r e  b i d s  u n l e s s  y o u  k n o w  

t h e  t o t a l  r e s e r v e s ,  t h e  p r i c e  a t  w h i c h  p r o d u c t i o n  w o u l d  b e  s o l d ,  

a n d  t h e  r a t e  o f  p r o d u c t i o n .  S l i d i n g  r o y a l t y  c o u l d  r e s u l t  i n  

w i d e l y  d i f f e r i n g  p o s i t i o n s  o n  p r u d e n t  d e v e l o p m e n t .  A l s o ,  u n i t i ­

z a t i o n  o f  t r a c t s  w o u l d  b e  a v e r y  c o m p l e x  a n d  d i f f i c u l t  j o b .

W i t h  t h e s e  c o m m e n t s  in m i n d ,  l e t ' s  r e v i e w  r e c e n t  e x p e r i e n c e  

w i t h  r o y a l t y  b i d d i n g  in t h e  F e d e r a l  s e c t o r .  A  p r o g r a m  o f  e x p e r i ­

m e n t a t i o n  b e g a n  *;i t h  t h e  r e c e n t  s a l e  in t h e  L o w e r  C o o k  I n l e t .  

T h i r t y - f o u r  p e r c e n t  o f  t h e  t r a c t s  w e r e  p u t  u p  f o r  r o y a l t y  b i d d i n g .  

S e l e c t i o n  o f  t h e s e  t r a c t s  w a s  in s u c h  a m a n n e r  t h a t  t h e y  w e r e  

s c a t t e r e d  o v e r  t h e  e n t i r e  s a l e  a r e a .  W h e n  t h i s  t y p e  o f  t r a c t  

d i s t r i b u t i o n  is c o u p l e d  w i t h  a f o r c e d  u n i t i z a t i o n  l e a s e  s t i p u ­

l a t i o n ,  i t  is n o t  d i f f i c u l t  t o  c o n c l u d e  t h a t . t h e  o w n e r s  o f  t h e  

r o y a l t y  t r a c t s  h a v e  n o  i n c e n t i v e  f o r  r a p i d  e v a l u a t i o n .  T h e y  c a n  j u s t  

s i t  b a c k  a n d  w a i t  f o r  t h e  o w n e r s  o f  c a s h  b o n u s  t r a c t s  t o  d o  t h e  

i n i t i a l  d r i l l i n g .  T h e y  car. t h e n  j o i n  t h e  u n i t s  c o v e r i n g  a n y  

r e s e r v o i r s  t h a t  e x t e n d  u n d e r  t h e i r  t r a c t .

A f t e r  t h e  C o o k  I n l e t  s a l e ,  t h i s  p r o b l e m  a p p a r e n t l y  b e c a m e  

o b v i o u s  t o  t h e  D e p a r t m e n t  o f  I n t e r i o r .  F o r  t h e  N o r t h  A t l a n t i c  

S a l e  ( S a l e  # 4 2 ) ,  t h e y  a t t e m p t e d  t o  " f i x "  t h i s  p r o b l e m  b y  g r o u p i n g ,  

t h e  r o y a l t y  t r a c t s  t o g e t h e r  a n d  h a v i n g  t h e m  r e m o v e d  f r o m  t h e  c a s h  

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

g r o u p  o f  c a s h  b o n u s  t r a c t s  t h a t  h a d  a f i x e d  r o y a l t y  o f  4 0  p e r c e n t .
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I n d u s t r y  c o m m e n t s  r e l a t i n g  to r o y a l t y  b i d d i n g  h a v e  a p p a r e n t l y  

b e g u n  t o  c r e a t e  s o m e  c o n c e r n s  a b o u t  t h i s  s y s t e m .  I n  t h e  u p c o m i n g  

S c u t h  A t l a n t i c  S a l e  ( S a l e  i / 4 3 ) ,  w e  s e e  a n o t h e r  a t t e m p t  to " f i x "  

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

c a s h  b o n u s  b i d d i n g  w i t h  a s l i d i n g  s c a l e  r o y a l t y .  T h e y  h a v e  

a t t e m p t e d  t o  " f i x "  t h e  u n i t i z a t i o n  p r o b l e m  b y  a g a i n  g r o u p i n g  t h e  

s l i d i n g  s c a l e  r o y a l t y  t r a c t s  t o g e t h e r .  H o w e v e r ,  t h e y  d i d  n o t  

a d d r e s s  h o w  a g r o u p  o f  s l i d i n g  s c a l e  r o y a l t y  t r a c t s  o r  s l i d i n g  

s c a l e  r o y a l t y  a n d  c a s h  b o n u s  t r a c t s  w o u l d  b e  u n i t i z e d .

N o w  t h a t  t h i s  e x p e r i m e n t a t i o n  p r o c e s s  h a s  b e g u n ,  w e  s e e  t h e  

c o n t i n u i n g  c r e a t i o n  o f  n e w  d i f f i c u l t i e s  a n d  c o m p l e x i t i e s  as a t t e m p t s  

a r e  m a d e  t o  c o r r e c t  p r e v i o u s  d i f f i c u l t i e s  a n d  p r o b l e m s .  I t  a p p e a r s  

t h a t  t h i s  p r o c e s s  is g o i n g  t o  h a v e  a " s n o w - b a l l i n g "  e f f e c t  a n d  m a y  

e v e n t u a l l y  r e d u c e  c o m p e t i t i o n .  In t h i s  s i t u a t i o n ,  o n l y  t h e  

c o m p a n i e s  t h a t  c a n  a f f o r d  to d e d i c a t e  a l a r g e  p r o f e s s i o n a l  s t a f f  

t o  t h e  l o n g  u n i t i z a t i o n  n e g o t i a t i o n s  a n d  w a i t  l o n g  p e r i o d s  f o r  i n i t i a l  

p r o d u c t i o n  w i l l  s e r v i v e .  T h i s  c e r t a i n l y  d o e s  n o t  p r o m o t e  i n c r e a s e d  

c o n i p e t i  ti o n .

N o w  l e t ' s  l o o k  a t  t h e  s e c o n d  b i d d i n g  c a t e g o r y  a p r o f i t -  

s h a r i n g  s y s t e m ,  w h i c h  h a s  m o s t  o f  t h e  s a m e  a d v e r s e  c h a r a c t e r i s t i c s  

as r o y a l t y  b i d d i n g ,  b u t  w i t h  f o u r  a d d e d  c o m p l i c a t i o n s  a n d  d i s ­

a d v a n t a g e s .

( 1 )  U s i n g  n e t  p r o f i t s  w i l l  b e  m u c h  l i k e  s e l e c t i n g  a c o n ­

t r a c t o r  t o  p e r f o r m  a j o b .  T h e  o p e r a t i n g  e f f i c i e n c y  o f  t h e  b i d d e r  

c o u l d  b e c o m e  a n  i m p o r t a n t  c o n s i d e r a t i o n  in d e t e r m i n i n g  w h i c h  o f
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s e v e r a l  b i d d e r s  h a d  s u b m i t t e d  t h e  h i g h  b i d  i n a s m u c h  a s  t h e  

g r o s s  p r o c e e d s  t o  b e  r e c e i v e d  b y  t h e  p u b l i c  w o u l d  b e  a d i r e c t  

f u n c t i o n  o f  t h e  e f f i c i e n c y  o f  t h e  o p e r a t o r .  T h u s ,  t h e  s u c c e s s f u l  

b i d d e r  w o u l d  n o  l o n g e r  b e  o b v i o u s .  S i n c e  t h e  r e l a t i v e  o p e r a t i n g  

e f f i c i e n c y  o f  c o m p a n i e s  c a n n o t  b e  d e t e r m i n e d  q u a n t i t a t i v e l y ,  

t h e  C o m m i s s i o n e r  w o u l d  b e  v u l n e r a b l e  t o  c h a r g e s  t h a t  b ' j  a w a r d s  

w e r e  b e i n g  m a d e  i n  a n  a r b i t r a r y  o r  d i s c r i m i n a t o r y  m a n n e r .

( 2) A p r o f i t - s h a r i n g  s y s t e m  w o u l d  b e  d i f f i c u l t  a n d  c o s t l y  

t o  a d m i n i s t e r .  A  l a r g e  a d m i n i s t r a t i v e  o r g a n i z a t i o n  w o u l d  l i k e l y  

b e  e s t a b l i s h e d  t o  a u d i t  a n d  m o n i t o r  t h e  c o n t i n u i n g  a c t i v i t i e s  o f  

l e s s e e s .  D i s c r e t i o n a r y  j u d g m e n t s  w o u l d  b e  r e q u i r e d  b y  t h e  S t a t e  

w i t h  r e g a r d  t o  w h a t  c o s t s  w e r e  t o  b e  i n c l u d e d  o r  r e j e c t e d  in t h e  

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

(3) A  p r o f i t - s h a r i n g  s y s t e m  w o u l d  s i g n i f i c a n t l y  r e d u c e  t h e  

i n c e n t i v e  f o r  a s u c c e s s f u l  b i d d e r  t o  o p e r a t e a t  m a x i m u m  e f f i c i e n c y .  

A n y  p r u d e n t  o p e r a t o r  u t i l i z e s  a p r i o r i t y  s y s t e m  w h e n  r e s t r a i n t s

o f  e i t h e r  m a n p o w e r  o r  m a t e r i a l s  c r e a t e  l i m i t a t i o n s .  W h e n  t h e s e  

r e s t r a i n t s  e x i s t ,  n e t - p r o f i t  t r a c t s  w i l l  h a v e  l o w  p r i o r i t y .  T h e  

r e s u l t  - r e d u c t i o n  o f  e f f i c i e n c y .  It w o u l d  a l s o  r e d u c e  t h e  t i m i n g  

a n d  i n c e n t i v e  f o r  d e v e l o p m e n t  o f  a d v a n c e d  t e c h n o l o g y  c u r r e n t l y  in 

p r o g r e s s  b y  i n d u s t r y .

(4) M o s t  i m p o r t a n t ,  s h a r i n g  i n  n e t  p r o f i t s  w o u l d  s i g n a l  t h e  

S t a t e ' s  e n t r y  i n t o  t h e  p r o d u c t i o n  p h a s e  o f  t h e  o i l  b u s i n e s s .  It 

m i g h t  b e  p o l i t i c a l l y  a n d  e c o n o m i c a l l y  d i f f i c u l t  f o r  t h e  S t a t e  n o t
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t o  b e  d e e p l y  i n v o l v e d  i n  d e c i s i o n s  a b o u t  d a y - t o - d a y  o p e r a t i o n s  

a n d  t h e r e b y  b e c o m e  a n  o p e r a t i n g  p a r t n e r .  T h i s  s t e p  w o u l d  n o t  b e  

c o n s i s t e n t  w i t h  t h e  m a i n t e n a n c e  o f  a s t r o n g  p r i v a t e  e n t e r p r i s e  

s y s t e m  e i t h e r  w i t h i n  t h e  o i l  i n d u s t r y  o r  w i t h i n  t h e  S t a t e  i t s e l f .

T h e  t h i r d  c a t e g o r y  o f  b i d d i n g  s y s t e m  is w o r k  c o m m i t m e n t  w h i c h  

c a n  b e  c o m b i n e d  w i t h  a n y  o f  t h e  o t h e r  m e t h o d s .  A  w o r k  c o m m i t m e n t  

b i d  b e c o m e s  a f o r m  o f  c a s h  b o n u s  b i d d i n g .  I f  a n  o p e r a t o r  h a s  a 

h i g h  i n t e r e s t  in a t r a c t ,  h e  w i l l  b i d  a w o r k  c o m m i t m e n t  w h i c h  is

e q u i v a l e n t  t o  w h a t  h e  w o u l d  b i d  in a c a s h  b o n u s  s y s t e m .  In m a n y  

i n s t a n c e s ,  t h i s  c o m m i t t p e n t  w o u l d  b e  m u c h  l a r g e r  t h a n  r e q u i r e d  

f o r  e v a l u a t i o n .  I f  e a r l y  e x p l o r a t i o n  r e s u l t s  a r e  n e g a t i v e ,  t h e  

o p e r a t o r  r e m a i n s  c o m m i t t e d  t o  d r i l l  m o r e  w e l l s  t h a n  w o u l d  n o r m a l l y  

b e  p r u d e n t  o r  n e c e s s a r y .

T h e  p r o v i s i o n  t h a t  t h e  C o m m i s s i o n e r  c a n  t e r m i n a t e  a w o r k  

c o m m i t m e n t  f u r t h e r  c o m p l i c a t e s  t h e  i s s u e .  T e r m i n a t i o n  o f  a w o r k  

c o m m i t m e n t  f o r  o n e  o p e r a t o r  w o u l d  u n d o u b t e d l y  r e s u l t  in i n e q u i t i e s  

b e c a u s e  h e  h a s  r e c e i v e d  an u n f a i r  c o m p e t i t i v e  a d v a n t a g e .  C o n t i n u ­

a t i o n  o f  t h i s  p r a c t i c e  c o u l d  r e s u l t  in e x t r e m e l y  h i g h  w o r k  c o m m i t ­

m e n t s  in a n t i c i p a t i o n  o f  c a n c e l l a t i o n  a f t e r  p e r f o r m i n g  o n l y  a 

p o r t i o n  o f  t h e  w o r k .

A  w o r k  c o m m i t m e n t  b i d  w i l l  b e  n o t h i n g  m o r e  t h a n  a f o r m  o f  

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

e f f i c i e n t l y  w i t h  a c a s h  b o n u s  b i d .

N o w  I w o u l d  l i k e  t o  d i s c u s s  a f e w  o t h e r  p r o v i s i o n s  w h i c h  

g i v e  u s  c o n c e r n .
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(1) A S 3 8 . 0 5 . 1 8 0 ( v ) R i g h t  t o  P u r c h a s e  - T h e  p r o v i s i o n  g i v e s

t h e  S t a t e  t h e  r i g h t  to p u r c h a s e  n o t  m o r e  t h a n  16 2 / 3  p e r c e n t  o f  

t h e  o i l  a n d  1 0 0  p e r c e n t  o f  t h e . g a s .  T h e  m o s t  o n e r o u s  p o r t i o n  o f  

t h i s  p r o v i s i o n  is t h e  r i g h t  o f  t h e  S t a t e  t o  p u r c h a s e  1 0 0  p e r c e n t  

o f  t h e  g a s .

T h e  p r e s e n t  arid p o t e n t i a l  s u p p l i e s  o f  g a s  w i t h i n  A l a s k a  f a r  

e x c e e d  r e a s o n a b l y  a n t i c i p a t e d  d e m a n d s  b y  t h e  S t a t e  r e s i d e n t s .  

T h e r e f o r e ,  t o  f i n d  a m a r k e t ,  t h i s  g a s  w i l l  h a v e  t o  m o v e  i n t o  

i n t e r s t a t e  c o m m e r c e .  T h i s  r e q u i r e m e n t ,  t h a t  t h e  S t a t e  c o u l d  r e m o v e

t h e  g a s  f r o m  t h e  m a r k e t ,  c o u l d  s e v e r e l y  h a m p e r  a p r o d u c e r ' s  a b i l i t y

t o  m a r k e t  t h e  r e s e r v e s .  W i t h o u t  a r e a s o n a b l e  e x p e c t a t i o n  t h a t  t h e  

d e v e l o p e d  g a s  c a n  b e  m a r k e t e d ,  t h e r e  is g r e a t l y  r e d u c e d  i n c e n t i v e  

(t o  e x p l o r e .

It w o u l d  a l s o  r e t a r d  d e v e l o p m e n t  o f  n a t u r a l  g a s  f o r  S t a t e  

r e s i d e n t s .  T h e  r i s k  t h a t  t h e  g a s  c o u l d  b e  d i v e r t e d  w o u l d  h a v e  

s i g n i f i c a n t  i m p a c t  o n  v e n t u r e s  t o  i n s t a l l  g a s  t r a n s p o r t a t i o n  

s y s t e m s .

In a d d i t i o n  t o  t h e s r  c o n c e r n s ,  i t  r a i s e s  o t h e r  q u e s t i o n s  

s u c  h a s :

1. D e t e r m i n a t i o n  o f  f a i r  m a r k e t  v a l u e

2. U s e  o f  g a s  f o r  l e a s e  f u e l

3. T i m i n g  a n d  r a t e  o f  p r o d u c t i o n  - c o u l d  t h e

S t a t e  c o n t r o l  t h e s e  to s a t i s f y  t h e i r  o w n  r e q u i r e m e n t s  

o r  d e s i r e s ?

- 8 -
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(2) A S 3 8 0 . 0 5 . 1 8 0 ( w )  - E x x o n  is s t r o n g l y  o p p o s e d  t o  t h i s  

p r o p o s e d  s e c t i o n  w h i c h  r e q u i r e s  a n y  l e s s e e  o r  per. t t e e  c o n d u c t i n g  

e x p l o r a t i o n  f o r ,  o r  d e v e l o p m e n t  o r  p r o d u c t i o n  o f ,  o i l  o r  g a s  o n  

S t a t e  l a n d ,  t o  p r o v i d e  t h e  C o m m i s s i o n e r  a c c e s s  t o  a ll d a t a  

o b t a i n e d  f r o m  s u c h  a c t i v i t y  a n d  t o  p - v v i d e  c o p i e s  o f  s u c h  s p e c i ­

f i e d  d a t a ,  as t h e  C o m m i s s i o n e r  m a y  r e q u e s t .  A c c e s s  to a l l  d a t a  

c o u l d  p o t e n t i a l l y  p e r m i t  e n d l e s s  i n t r u s i o n s  i n t o  p r i v a t e  b u s i n e s s .  

M u c h  o f  t h i s  d a t a  is v e r y  c o s t l y .  In a c o m p e t i t i v e  i n d u s t r y  s u c h  

a s  o u r s ,  a c o n s i d e r a b l e  a m o u n t  o f  d a t a  is p r o p r i e t a r y .  D i s c l o s u r e  

o f  t h i s  t y p e  o f  d a t a  c o u l d  r e s u l t  in t h e  l o s s  o f  a c o m p e t i t i v e  

e d g e .  In n o n e  o f  t h e  o t h e r  p r o d u c i n g  s t a t e s  a r e  o p e r a t o r s  r e q u i r e d  

to p r o v i d e  a c c e s s  t o  a l l  d a t a . In a d d i t i o n ,  w e  f e e l  t h a t  a n y  s u c h  

r e q u i r e m e n t  w o u l d ,  in e f f e c t ,  c o n s t i t u t e  a " t a k i n g "  f o r  w h i c h  

c o m p e n s a t i o n  b y  t h e  S t a t e  w o u l d  b e  r e q u i r e d .  W e  b j l i e v e  t h i s  

p r o p o s e d  a m e n d m e n t  is u n n e c e s s a r y  a n d  s h o u l d  b e  d e l e t e d  b e c a u s e

t h e  e x i s t i n g  r e g u l a t i o n s  p r o v i d e  t h e  S t a t e  w i t h  a d e q u a t e  c o n t r o l  

o v e r  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  a c t i v i t i e s .

(3) A S 3 8 . 0 5 . 1 0 0 ( 1) - W e  a r e  s t r o n g l y  o p p o s e d  t o  t h e  c o n c e p t  

o f  e a r n i n g  p r o d u c t i o n  r i g h t s  o n l y  t o  t h e  d e p t h  d r i l l e d  a t  t h e  

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  a l e a s e .  W e  a r e  n o t  a w a r e  o f  t h i s  

l a n g u a g e  in l e a s e  f o r m s  f o r  a n y  e t h e r  p r o d u c i n g  s t a t e .

T h i s  l a n g u a g e  is s o m e w h a t  s i m i l a r  t o  t h a t  c o m m o n l y  u s e d  b y  

a l e s s e e  i n  " f a r m i n g  o u t "  a c r e a g e  f o r  t h e  p u r p o s e  o f  e v a l u a t i n g  

s p e c i f i c  g e o l o g i c  o b j e c t i v e s  b y  a t h i r d  p a r t y .  In a f r o n t i e r
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p r o v i n c e  l i k e  A l a s k a  i t  d o e s n ' t  m a k e  a n y  s e n s e  t o  p l a c e  s u c h  

r e s t r i c t i o n s  in t h e  l e a s e  f o r m .  T h e  i d e a  s h o u l d  b e  to g i v e  t h e  

l e s s e e  m a x i m u m  f l e x i b i l i t y  in e v a l u a t i n g  h i s  a c r e a g e  - n o t  t o  

c u r t a i l  o r  t o  r e q u i r e  u n r e a s o n a b l e  a n d  c o s t l y  a c t i o n s  o n  h i s  p a r t .  

W e ,  t h e r e f o r e ,  s t r o n g l y  s u g g e s t  t h a t  t h i s  l a n g u a g e  b e  d e l e t e d .

W e  a l s o  r e c o m m e n d  t h a t  r e w o r k i n g  b e  a d d e d  t o  t h e  l i s t  o f  

a c t i o n s  w h i c h  w i l l  h o l d  a l e a s e  in f o r c e .  In f a c t , . a  g r a c e

i

p e r i o d  o f  6 0  d a y s  s h o u l d  b e  a l l o w e d  b e t w e e n  c e s s a t i o n  o f  p r o d u c t i o n  

a n d  i n i t i a t i o n  o f  d r i l l i n g  o r  r e w o r k i n g  o p e r a t i o n s .  T h i s  u s e f u l  

a n d  d e s i r a b l e  f e a t u r e  is in t h e  p r e s e n t  l a w .

( 4 )  A S 3 8 . 0 5 . 1 8 0 ( j ) L e a s e  T e r m  - A f i v e - y e a r  p r i m a r y  l e a s e  

t e r m  is v e r y  r e s t r i c t i v e  in A l a s k a .  T h e  r e m o t e  l o c a t i o n  o f  m o s t  

p r o s p e c t s ,  r u g g e d  t e r r a i n ,  s h o r t  c o n s t r u c t i o n  s e a s o n ,  a n d  r e d u c e d  

d r i l l i n g  s e a s o n ,  e i t h e r  n e c e s s a r y  o r  i m p o s e d ,  m a k e  o m p l e t i o n  o f  

t h e  e x p l o r a t i o n  c y c l e  a d i f f i c u l t  a n d  t i m e - c o n s u m i  , p r o c e s s .

O n c e  a d i s c o v e r y  is m a d e ,  a d d i t i o n a l  d r i l l i n g  is r e q u i r e d  b e f o r e  

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

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

p r o c e s s  o f  d i s c o v e r i n g  a f i e l d  a n d  e s t a b l i s h i n g  i t s  comin<_rci al i cy 

is c o m p l e t e ,  t h e  l o n g  d e v e l o p m e n t  p h a s e  m u s t  b e g i n .  W e  s t r o n g l y  

r e c o m m e n d  t h a t  t h e  1 0 - y e a r  l e a s e  t e r m  b e  r e t a i n e d .

(5 )  A S 3 8 . 0 5 .  1 8 0 ( c )  U p l a n d s  A c r e a g e  L i m i t a t i o n - T h e  p r o p o s e d  

P O O  , 0 0 0 - a c r e  l i m i t a t i o n  o n  a l l  l a n d s  o t h e r  t h a n  t i d e  a n d  s u b m e r g e d  

l a n d s  is v e r y  r e s t r i c t i v e  c o m p a r e d  w i t h  t h e  c u r r e n t  5 0 0 , 0 0 0 - a c r e  

l i m i t a t i o n  i n  a S t a t e  l i k e  A l a s k a  w h i c h  h a s  so m a n y  f r o n t i e r
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i n t e r i o r  b a s i n s  to e x p l o r e .  In a h o s t i l e  h i g h  c o s t  e n v i r o n m e n t  

s u c h  a s  A l a s k a ,  a l a r g e  b l o c k  o f  a c r e a g e  m a y  b e  n e c e s s a r y  in o r d e r  

t o  j u s t i f y  e x p l o r a t i o n .  W e ' b e l i e v e  t h e  p r o p o s e d  2 0 0 , 0 0 0 - a c r e  

l i m i t a t i o n  w o u l d  b e  a s t r o n g  d i s i n c e n t i v e  o f  a n  o p e r a t o r  to 

e x p l o r e  t h e s e  f r o n t i e r  i n t e r i o r  b a s i n s  a n d  s t r o n g l y  r e c o m m e n d  

m a i n t e n a n c e  o f  t h e  c u r r e n t  5 0 0 , 0 0 0 - a c r e  l i m i t a t i o n .

{ 6 )  A S 3 8 . 0 5 . 1 8 0 ( u ) J o i n t  B i d d i n g  - T h e  p r o v i s i o n  a l l o w i n g  

t h e  C o m m i s s i o n e r  t o  r e s t r i c t  j o i n t  b i d d i n g ,  i f  h e  s o  d e s i r e s ,  

c o u l d  p r o h i b i t  t h e  i n v o l v e m e n t  o f  s o m e  c o m p a n i e s  m o s t  c a p a b l e  

o f  o p e r a t i n g  in t h e  A l a s k a n  e n v i r o n m e n t .

A  s t u d y  w a s  p e r f o r m e d  b y  t h e  U n i v e r s i t y  o f  S o u t h e r n  C a l i f o r n i a  

a n d  t h e  U S G S  to d e t e r m i n e  t h e  e f f e c t s  o f  r e s t r i c t i n g  m a j o r s  

f r o m  b i d d i n g  j o i n t l y  i n  t h e  O C S .  T h e y  c o n c l u d e d  t h a t  o n  t h e  a v e r a g e ,  

t h i s  r e s t r i c t i o n  r e s u l t e d  in m o r e  b i d s  p e r  l e a s e  b y  t h e  m a j o r  oil 

c o m p a n i e s .

(7) L e g i s l a t i v e  R e v i e w  - 17e o b j e c t  t o  t h e  r e q u i r e m e n t  f o r  

s u b m i s s i o n  o f  t h e  l e a s i n g  p r o g r a m  f o r  a n n u a l  r e v i e w  b y  t h e  L e g i s l a t u r e  

b e c a u s e  w e  b e l i e v e  i t  w i l l  r e s u l t  in u n n e c e s s a r y  d e l a y s  in i m p l e m e n t i n g  

l e a s i n g  p r o g r a m s .

(8) A S 3 8 . 0 5 . 1 8 0 ( q ) D r i l l i n g  a n d  D e v e l o p m e n t  C o n t r a c t s  - T h e  

p r o p o s e d  a m e n d m e n t  w h i c h  w o u l d  a l l o w  t h e  S t a t e  t o  s h a r e  in e x p l o r a ­

t i o n  c o s t s  is i n c o n s i s t e n t  w i t h  t h e  p r o v i s i o n s  o f  t h e  l e a s e  a g r e e ­

m e n t ,  as t h e  S t a t e ' s  r o y a l t y  i n t e r e s t  i s  f r e e  o f  a ll e x p l o r a t i o n
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a n d  d e v e l o p m e n t  c o s t s .  I f  t h i s  is i n t e n d e d  t o  a l l o w  t h e  S t a t e  

to  s h a r e  in w o r k i n g  i n t e r e s t ,  w e  a r e  o p p o s e d  s i n c e  i t  w o u l d  

s i g n a l  e n t r a n c e  o f  S t a t e  G o v e r n m e n t  i n t o  t h e  o i l  a n d  g a s  b u s i n e s s .

In c l o s i n g ,  I w o u l d  l i k e  to r e i t e r a t e  t h a t  E x x o n  b e l i e v e s  

t h e  c u r r e n t  l e a s i n g  s t a t u t e s  a n d  t h e  i m p l e m e n t i n g  a n d  r e g u l a t i o n s  

h a v e  s e r v e d  t h e  S t a t e  a n d  i n d u s t r y  w e l l  a n d  d o  n o t  n e e d  t o  b e  

c h a n g e d .

P a s s a g e  o f  t h i s  b i l l  w i l l  r e q u i r e  t h e  S t a t e  t o  e m b a r k  i n t o  

a n  e x p e r i m e n t a l  ^ g r a m .  B e c a u s e  t h e s e  s y s t e m s  a r e  u n k n o w n ,  m a n y  

m i s t a k e s  w i l l  b e  m a d e .  N e w  " w r i n k l e s ” w i l l  b e  t r i e d  in o r d e r  t o  

c o r r e c t  t h e s e  m i s t a k e s .  In f a c t ,  t h e  S t a t e  o f  A l a s k a  w i l l  f i n d

i t s e l f  t a k i n g  a c o u r s e  w h i c h  is i d e n t i c a l  t o  t h e  c o u r s e  p r e s e n t l y  

b e i n g  f o l l o w e d  b y  t h e  f e d e r a l  G o v e r n m e n t .  T h e  e n d  r e s u l t  w i l l  b e  

a n  e x t r e m e l y  c o m p l e x  s y s t e m  w h i c h  m a y  a l l o w  o n l y  a f e w  c o m p a n i e s  to 

survive.

T h i s  c o n c l u d e s  m y  p r e p a r e d  t e s t i m o n y ,  a n d  I w i l l  b e  h a p p y  t o  

a n s w e r  a n y  q u e s t i o n s  w h i c h  y o u  m a y  h a v e .



Marathon Oil Company
P.O. Box 2380 
Anchorage, Alaska 99510 
Telephone 907/274-1511

M a y  22, 1978

Ms. K a y  Poland, C h a i r m a n  
S enate R e s o u r c e s  C o m m ittee 
P o uc h  V
Ju neau, A K  98911 

Dear Ms. Poland :

W e  w i s h  to s ubmit h e r e i n  M a r a t h o n’s thou ghts, concerns 

and  s u g g e s t i o n s  r e g a r d i n g  the p r o p o s e d  l e g i s l a t i o n  entitled 

"An A c t  r el a t i n g  to the le as in g a n d  e x p l o r a t i o n  o f  state 

land for oil and gas development".

F i r s t  and n.ost important, the p r e se n t s t a t u e s  and r e g­

ul a t i o n s  h a v e  w o r k e d  well for the State and they h a v e  a 

b a c k g r o u n d  for p r o p e r  legal i n t e r p r e t a t i o n  and u n de r s t a n d i n g .  

The S t a t e  h as  u n d e r  the e x i s t i n g  laws a u t h o r i t y  to protect 

its el f and to judge w h e t h e r  it is r e c e i v i n g  fair v a l u e  for 

lea se s sold at th a t  time w i t h  the then known inf orm at io n.

Hind  sight  m a k e s  in st an t e x p e r ts  of  p e r so ns  u n k n o w l e d g e a b l e  

in a g i v e n  field of en de avor. Oil and Gas e x p l o r a t i o n  is a 

ri sk  b u s i n e s s  and it d ea ls  w i t h  m a n y  u n k n o wn s u n t i l  it has 

the o p p o r t u n i t y  to p r ov e  or d i s p r o v e  a theory or i m ag i t a t i v e  

i n t e r p r e t a t i o n  by d r i l l i n g  a test well. T h e r e f o r e  it is o ur
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feeling that the p r o p o s e d  l e gi s l a t i o n  being c o n s i d e r e d  here 

to da y  is unnecessary.

Sp e cific c o m m e n t s  to p r o v i s i o n  of H R  854 are as follows: 

38.05.180(b) requires the c o m m i s s i o n e r  to a n n u a l l y  submit 

a p r o p o s e d  l e a s in g  schedule, w h e r e i n  the l e g i s l a t u r e  has 

the o p p o r t u n i t y  to d i s a p p r o v e  all o r  pa r t  of it. It has 

long b e e n  the th e o r y  that the l e g i sl a tu re  m akes the law and 

the A d m i n i s t r a t i o n  imple m e n t s  them. This p r o p o s e d  procedure  

gets the le g is l a t u r e  involved w i t h  implem e n t a t i o n  o f  the 

laws. We feel there is m u c h  more important w o r k  f or the 

l e g i s l a t u r e  than look i ng  at a specific leasing schedule, 

u nl e ss  of  course, there  has been some impropriety.

38.05. 30(f) p r o v i de s for n u m erous  biddi ng  me thods the 

c o m m i s s i o n e r  m a y  use to issue oil and gas leases. Other t h a n  

tht; ca s h  bonus b i d  and a fixed roy a lt y  rese rv ed  to the state, 

we b e l i e v e  the systems w o u l d  not be in the be s t  interest o f  

the St at e of Alaska . Wh en  ro yalty bid d in g and n et  profits 

b i d d i n g  m e t h od s  are used the ci t iz e ns  of the state are then 

a s s u m i n g  a p o r ti o n of  the risk. Also, these m e t h o d s  will 

r e q ui re  additio na l p e r s o n ne l  to a dm in i s t e r  and c o u l d  result 

in less net ret ur n to the citizens. The small po pulation 

o f  the State of A la sk a  do es  not nee d laws that w o u l d  e n l a r ge  

the b ur ea u c r a t i c  or ga nizatio n.

W h e n  leas es in a g i v e n  area have va rious r o y a l t y  p r o­

visions  it woul d be d i f f i c u l t  if not i mpossibl e for the 

i nd iv idual c o m p a n i e s  to a gr ee  on a un it  operation. With

Ms. K a y  P o l a n d ,  C h a i r m a n  - 2 -  M a y  22, 1978
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Ms. K a y  P o l a n d ,  C h a i r m a n  - 3 -
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M a y  22, 1978
ESKSsiS

d i f f e r i n g  royalty p r o v i s i o n s  the c o m p a n i e s  w o u l d  h a v e  d i f­

ferent e c o nomic  in c en t iv es  a nd  p h i l o s o p h i e s  w h i c h  w o u l d  be 

i m p o s s i b l e  to overcome.

In S e c t i o n  3 8 . 0 5 . 1 8 0 ( n ) , w e  e n c o u r a g e  its m o d i f i c a t i o n  

to p r o v i d e  for ten (10) ye a r  term leases as p r o v i d e d  for in 

e x i s t i n g  statues. The s ho rt o p e r a t i n g  seasons a n d  c o n t i n u i n g  

e n v i r o n m e n t a l  c o n c e rn s  and l e ngthy p r o ce s s to o b t a i n  permits 

to dr il l are r e a so n s to j u s t i f y  a ten (10) y e a r  t e r m  lease.

In line 11 on pa g e 7 of  this same section, i t  is rec­

om m e n d e d  that the wo r ds  "or is c a p a b l e  of" be a d d e d  f ollowing 

the w o r d  "produced". This w o u l d  in ou r  o p i n i o n  c l a r i f y  the 

intent. Al s o  we r e c o m m e n d  the fo ll o wi ng  s e n tence be added 

to this se ction "No lease issue d u nd e r this s e c t i o n  expires 

b e c a u s e  o p e r a t i o n  or p r o d u c t i o n  is su spended u n d e r  an order, 

o r  w i t h  the c o n s e n t  of the commissioner".

In Section 3 8 . 0 5 . 1 8 0 ( o) , we recommend that a fixed 

rent al be e s t a b l i s h e d  for a lease and that it c o n t i n u e  for 

the life of  the lease  or  until p r o d u c t i o n  c o m m e n c e s .  That 

a m i n i m u m  r o y a lt y be e s t a b l i s h e d  and it be p a y a b l e  at the 

e x p i r a t i o n  of e a c h  lease y e a r  b e g i n n i n g  on or  a f t e r  a d i s­

cov e r y  of oil and gas in pa yi ng  q u a n t i t i e s  on the lands 

leased. Also that there be no dua l pa ym en t  of  r e n t a l  and 

r oy a lt ie s as p r e s e n t l y  p r o v i d e d  for in the p r o p o s e d  leasing 

bill.

In Sect io n 38.05.1 80  (z ), we feel the p r o v i s i o n  for the
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state to take or p u r c h a s e  a n y  v o l u m e s  of d i s c o v e r e d  h y d r o­

carbons over and a b o v e  the r e s e r v e d  royalty share w o u l d  be 

c o unter productive. Such p r o v i s i o n s  could e l i m i n a t e  or 

impair the a b i l i t y of  l e s s e e s  to u t i l i z e  gas sale contracts 

or  p r o d u c t i o n  p a y m e n t s  as a m e t h o d  of financing, likewise 

d i s c o u r a g e  exploration.

In 3 8 . 0 5 . 1 8 0 (a a ) , we h a v e  s t rong m i s g i v i n g s  a b o u t  f u r­

nishing  data as p r o v i d e d  for therein. I n f o r m a t i o n  garnered 

from on es  ow n  i n i t i a t i v e  a n d  imagin a t i o n  is v a l u a b l e  and 

p r o p r i e t a r y  and should be r e t a i n e d  by on e s o w n  self. These 

p r e v i s i o n s  will c e r t a i n l y  be  c o u n t e r  productive.

In o u r  statement, we have v o i c e d  some of o u r  concerns 

and o bj e ct i o n s  as well as some s u g g e s te d  m o d i f i c a t i o n s  to 

H R  854, however, it is our hope that this p r o p o s e d  l e g i s l a­

tion will l anguis h in c o m m i t t e e  w i t h o u t  fu rt her action. W e 

feel the e x i s ti n g la w  is s a t i s f a c t o r y  and workable. HR 854 

will c re a te  c o n f u s i o n  and m i s u n d e r s t a n d i n g  in its i m p l e m e n t a t i o n  

and w i l l  u n n e c e s s a r i l y  e n l a r g e  the b u r e a u c r a t i c  o r g a n i z a t i o n  

and we recommend its rejection.

M orris L . / L awman 
Se ni o r L ndman 
M L L / p r

cc: Resource C o m m i t t e e  M e m b e r s
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Sec. 3 8 . 0 5 . 1 8 0 ( a ) ( 1 ) (B)

I n  t he  d e s c r i p t i o n  of the l e g i s l a t i v e  p u r p o s e s  of t h i s  bill,  

t h e r e  is a n e g a t i v e  c o n n o t a t i o n  g i v e n  the w o r d  " e x p l o i t a t i o n” in 

Sec. 3 8 . 0 5 . 1 8 0 ( a ) ( 1 ) ( B ) .  T h i s  s e c t i o n  in g e n e r a l  s u g g e s t s  s i n i s t e r  

m o t i v e s  to the oi l  a n d  g a s  i n d u s t r y  w h i c h  n e e d  to b e  " m i n i m i z e d .”

A  p o s s i b l e  m o d i f i c a t i o n  s h o u l d  r e a d ,  " r e g u l a t e  the d e v e l o p m e n t  of 

t h e s e  n a t u r a l  r e s o u r c e s  in p r o t e c t i o n  of  th e  p u b l i c  i n t e r e s t .”

Sec. 3 8 . 0 5 . 1 8 0 ( a ) ( 2 )

U n d e r l y i n g’ this s e c t i o n  is the n o t i o n  tb it is in t h e  S t a t e ' s  

b e s t  i n t e r e s t  to m a x i m i z e  the l e a s i n g  m e t h o d s  a v a i l a b l e  to the 

Stat e . Hov7ever, it is o u r  v i e w  th a t  the n e w  l e a s i n g  m e t h o d s  

p r o p o s e d  a r e  l a r g e l y  u n t e s t e d  a n d  m a y  r e s u l t  in r e d u c e d  r e v e n u e s  

to the State. F u r t h e r ,  it is n o t  at  all c l e a r  h o w  a u n i t  a g r e e­

m e n t  cou l d ever b e  f o r m u l a t e d  f o r  a g r o u p  o f  l e s s e e s  w h o  h a d  

o b t a i n e d  th eir l e a s e s  u n d e r  a c o m b i n a t i o n  o f  the p r o p o s e d  b i d d i n g  

m e t h o d s .

Sec: 3 8 . 0 5 . 1 8 0 ( b)

T h i s  s e c t i o n  d e a ls  w i t h  the C o m m i s s i o n e r ' s  o b l i g a t i o n s  to p r e p a r e  

a l e a s i n g  p r o g r a m  for the f o l l o w i n g  5 y e a r  p e r i o d  a n d  h i s  o b l i­

g a t i o n  to k e e p  t he  l e g i s l a t u r e  i n f o r m e d .  W e  are in f a v o r  of  s u c h  

a l o n g - r a n g e  l e a s i n g  p r o g r a m  a n d  s u p p o r t  t h e  S t a t e ' s  a c k n o w l e d g e d
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g o a l  of " s t a b i l i t y  a n d  p r e d i c t a b i l i t y "  in a p e t r o l e u m  l e a s i n g  

p r o g r a m .  Ho w e v e r ,  the l o n g - r a n g e  b e n e f i t s  i n t e n d e d  a n d  the 

S t a t e ' s  g o a l  a r e  f r u s t r a t e d  b y  t h e  a b i l i t y ,  and, i n d e e d  r e q u i r e­

me n t ,  that the C o m m i s s i o n e r  r e v i e w  a n d  p o s s i b l y  r e v i s e  the l e a s i n g  

p r o g r a m  at le a st  a n n u a l l y .  P e r h a p s  the p o s s i b i l i t y  of r e v i s i o n  

c o u l d  b e  l i m i t e d  to t he  la s t t w o  y e a r s  o f  the o n g o i n g  five y e a r  

p r o g r a m s  so th a t  i n d u s t r y  c o u l d  e x p e n d  e x p l o r a t i o n  d o l l a r s  

w i t h  some c e r t a i n t y  t h a t  a s a l e  w i l l  be he ld . A l t e r n a t i v e l y ,

Sec. 3 8 . 0 5 . 1 8 0 ( b ) ( 3 )  s h o u l d  b e  de l e te d .

T h e  a n n u a l  s u b m i s s i o n  to the l e g i s l a t u r e  of the l e a s i n g  p r o g r a m ,  

a l t h o u g h  f o r  "it s i n f o r m a t i o n , "  w o u l d  s e e m  to p r e s u p p o s e  f u r t h e r  

m o d i f i c a t i o n  of  the l e a s i n g  p r o g r a m .  A g a i n ,  o p p o r t u n i t y  for 

y e a r l y  m o d i f i c a t i o n  o f  the l e a s i n g  p r o g r a m  a b r o g a t e s  the S t a t e ' s  

g o a l  of a s t a b l e  a n d  p r e d i c t a b l e  p e t r o l e u m  l e a s i n g  sy s te m . A s  an 

a l t e r n a t i v e  to r e p o r t i n g  to the l e g i s l a t u r e ,  the C o m m i s s i o n e r  

c o u l d  be r e q u i r e d  to m a k e  an a n n u a l  p u b l i c  r e p o r t  of the l e a s i n g  

p r o g r a m .

A d d i t i o n a l l y ,  in Sec. 3 8 . 0 5 . 1 8 0 ( b ) ( 5 ) ( E ) ,  the C o m m i s s i o n e r  is 

r e q u i r e d  to j u s t i f y  in  h i s  r e p o r t  to t h e  l e g i s l a t u r e  w h y  m o r e  

t h a n  5 0  p e r c e n t  of an  a r e a  is l e a s e d  u n d e r  a n y  one m e t h o d  of 

l e a s i n g .  T h i s  r e q u i r e m e n t  of  j u s t i f i c a t i o n  seems to be a n  • * 

i n c e n t i v e ,  if n o t  e x p l i c i t  d i r e c t i o n ,  to u t i l i z e  the full a r r a y  

o f  l e a s i n g  a l t e r n a t i v e s  f o r  a n y  o n e  s a l e  a n d  to, in effect, 

" e x p e r i m e n t " .  :..

- 2 - AGO 546685



T h e  language i n  Sec. 3 8 . 0 5 . 1 8 0 ( b ) ( 2 )  is e x t r e m e l y  c o n f u s i n g  a n d  

s h o u l d  be  c l a r i f i e d .  F u r t h e r ,  it is n ot  c l e a r  w h e t h e r  or n o t  

t h i s  se ct io n is d i r e c t e d  to or w i l l  h a v e  a n y  eff ec t,  i n t e n d e d  o r  

ot he r w i s e ,  on  t he  B e a u f o r t  Sea sale.

Sec. 38 .0 5 .1 80 (c)

T h i s  sectio n a u t h o r i z e s  f o u r  g e n e r i c  c a t e g o r i e s  or m e t h o d s  of 

lea sing: (1) " B o n u s  b i d d i n g , "  (2) " R o y a l t y  b i d d i n g , "  (3) "Net

p r o f i t  b i d d i n g , "  a n d  (4) a " W o r k  c o m m i t m e n t  b i d . "  S e v e r a l  

c o m b i n a t i o n s  or v a r i a t i o n s  of m e t h o d s  are a u t h o r i z e d  u n d e r  e a c h  

o f  the g e n e r i c  h e a d i n g s .

T h e  first m e t h o d  of c o n v e n t i o n a l  b o n u s  b i d d i n g  h as th e  best 

o v e r a l l  r e c o r d  f r o m  the l e s s o r ' s  s t a n d p o i n t .  A  s t u d y  o f  f e d e r a l  

O C S  sales t h r o u g h  1 9 7 5  s h o w e d  t h a t  i n d u s t r y  h a d  i n v e s t e d  $35 

b i l l i o n  in b o n u s e s ,  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  on O C S  le as es  

w h i l e  r e c e i v i n g  $22 b i l l i o n  in r e v e n ue ,  j

N e t  p r o f i t  b i d d i n g  o p e n s  up a m u l t i t u d e  of p r o b l e m s  as to the 

d e f i n i t i o n  of " n e t  p r o f i t . "  T h i s  m e t h o d  w o u l d  a l l o w  m a n y  c o m p a n i e s  

t o  get into a l a n d  p o s i t i o n  f o r  .speculative p u r p o s e s .  It is a

% • ,
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f i e r c e  d e t e r r e n t  to e a r l y  d r i l l i n g  as it is f ar e a s i e r  a n d

c h e a p e r  to V7ait out the c o m p e t i t i o n .  It is e x t r e m e l y  c u m b e r s o m e

t o  a d m i n i s t e r  a n d  audit, a n d  is e v e n  m o r e  c o s t l y  to o p e r a t e  than 

r o y a l t y  b i d d i n g  m e t h o d s .

T h e  la s t m e t h o d  o f  b i d d i n g ,  a w o r k  c o m m i t m e n t  f or a l e a s e  w h i c h  

c a n n o t ,  b y  d e f i n i t i o n ,  e x c e e d  5 , 7 6 0  ac re s, seems  c o m p l e t e l y  

u n w o r k a b l e  ar s u c h  a n  a r e a  is m u c h  too small. T h i s  m e t h o d  is 

u s u a l l y  u s e d  in E u r o p e a n  a n d  m i d - e a s t  c o n c e s s i o n s  or C a n a d i a n  

p e r m i t s  or r e s e r v a t i o n s  w h i c h  s h a r e  a c o m m o n  c h a r a c t e r i s t i c  of  

b e i n g  v e r y  l a r g e  g e o g r a p h i c  area s.

I n  e a c h  of the f o u r  l e a s i n g  m e t h o d s ,  t h e  l a n g u a g e  d e s c r i b i n g  the

S t a t e ' s  r o y a l t y  is t r o u b l e s o m e .  E a c h  d e s c r i p t i o n  of the S t a t e ' s  

r o y a l t y  p r o v i d e s ,  "... r o y a l t y  s h a r e  r e s e r v e d  to the s t a t e  o f  not 

l e s s  t h a n  12 1/2 c e n t  in a m o u n t  or v a l u e  of 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 

l e a s e  ...." (e m p ha s is  added) T h i s  l a n g u a g e  w o u l d  p r e c l u d e  

a n y t h i n g  bu t  100 p e r c e n t  s t a t e  uni ts . U n i t i z a t i o n  of lands 

i n v o l v i n g  f e d e r a l  or  n a t i v e  l a n d s  a n d  s t a t e  lands w o u l d  be  

i m p o s s i b l e  b e c a u s e  o f  the i n a b i l i t y  of the p a r t i c i p a n t s  to g i v e  

t h e  st a te  at l e as t  1 2 - 1 / 2  p e r c e n t  of t h e  p r o d u c t i o n  f r o m  the 

" u n i t  a r e a  e n c o m p a s s i n g  the [state] l e a s e . "

F u r t h e r ,  it s h o u l d  b e  n o t e d  t h a t  a ll  o f  t h e  m e t h o d s  a n d  c o m p o n e n t s  

o f  • the a l t e r n a t e  l e a s i n g  m e t h o d s  w i l l  n e c e s s i t a t e  s u b s t a n t i a l ' .  :>;• r 

i n c r e a s e s  in the b u d g e t s  arid p e r s o n n e l  o f  the a g e n c i e s  involved... :
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Finally, if s o m e  m i n i m u m  f l e x i b i l i t y  in l e a s i n g  m e t h o d s  is 

desired, the s a m e  c o u l d  b e  a c c o m p l i s h e d  w i t h  m i n o r  c h a n g e s  in the 

e x i s t i n g  law.

Sec. 38.0 5. 18 0(d)

T h i s  section a l l o w s  the C o m m i s s i o n e r  to r e d u c e  r o y a l t y  w h e n  

p r o d u c t i o n  b e c o m e s  u n e c o n o m i c a l ,  b u t  o n l y  a f t e r  two y e a r s  o f  p r o­

duction. T h e  m o s t  r e c e n t  f e d e r a l  l e a s e s  r e q u i r e  o n l y  o n e  y e a r  of 

p r o d u c t i o n ,  w h i c h  w o u l d  b e  m o r e  in lir.e w i t h  the s t a t e d  g o a l  of 

t h e  bill to m i n i m i z e  r e v e n u e  f r o m  m a r g i n a l  p r o d u c t i o n .  G i v e n  the 

e x p l i c i t  d e s c r i p t i o n  of the r o y a l t y  in Sec. 3 8 . 0 5 . 1 8 0 ( c )  as "not 

les s than 12 1/2 p e r c e n t  xt is n o t  c l e a r  w h e t h e r  the

C o m m i s s i o n e r  c o u l d  e v e r  r e d u c e  r o y a l t y  to a n y  f i g u r e  b e l o w  12 1/2 

p er c e n t .

Sec. 38 .0 5. 180(e)

T h i s  section p u r p o r t e d l y  a u t h o r i z e s  the C o m m i s s i o n e r  to d e f e r  

p a y m e n t  of a n y  p a r t  o f  a c a s h  b o n u s  bid, p r o v i d e d  the b o n u s  is 

p a i d  w i t h i n  f i v e  y e a r s .  T h i s  a u t h o r i t y  is i n  d i r e c t  c o n f l i c t  

w i t h  A S  3 8 . 0 5 . 3 3 5 ( c ) ,  n e i t h e r  r e f e r e n c e d  n o r  r e p e a l e d  b y  the 

bi ll, w hich r e q u i r e s  a d e p o s i t  of 20 p e r c e n t ,  in  cash, of the 

bid.

Sec. 38 .0 5. 1 80 ( f)

T h i s  se ct ion a u t h o r i z e s  t he  C o m m i s s i o n e r  to w i t h h o l d  a c r e a g e  f r o m  

l e a s i n g  in a . p a r t i c u l a r  sale. : It  .i^ a s s u m e d  that the m o t i v e  of
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t h i s  p r o v i s i o n  is a d e s i r e  to i n c r e a s e  t h e  s t a t e’s i n c o m e  f r o m  

l e a s i n g  by l easing,  f o r  example, o n l y  p a r t  o f  a s t r u c t u r e ,  a n d  

th en, on c e  p r o v e n  p r o d u c t i v e ,  l e a s i n g  the r e m a i n d e r  f or  h i g h e r  

a m o u n t s .  H o w e v e r ,  this a u t h o r i t y  to w i t h h o l d  a c r e a g e  can j u s t  as 

e a s i l y  d e c r e a s e  the s t a t e’s i n c o m e ,  in t he  e v e n t  t h e  f i r s t  

a c r e a g e  l e a s e d  is f o u n d  n o n - p r o d u c t i v e . - -  w h i c h  is u s u a l l y  t he  

c a s e .  In e ss en c e ,  this s e c t i o n  is a u t h o r i z a t i o n  f o r  the C o m­

m i s s i o n e r  to " g a m b l e” on the p r o d u c t i v i t y  of s t a t e  lands.

T h i s  s e c t i o n  a l s o  se em s  u n f a i r  to the  f i r s t  le s se es ,  who, if  the 

f i r s t  t r a c t s  l e a s e d  p r o v e  p r o d u c t i v e ,  are f a c e d  w i t h  the p r o s p e c t  

o f  h a v i n g  to b u y  t h e m s e l v e s  b a c k  i n t o  th e  f r u i t s  of t h e i r  own  

r i s k  at a h i g h e r  rate.

S e c . 's 3 8 . 0 5 . 1 8 0 (g) a nd  (h)

T h e s e  s e c t i o n s  r e l a t e  n e t  p r o f i t s  a n d  w o r k  c o m m i t m e n t  l e a s i r g  

w h i c h ,  as p r e v i o u s l y  d i s c u s s e d ,  a r e  i l l - a d v i s e d .

S e c . 3 8_. 0 5 , 1 8 0 (i)

T h e r e  a re  n o  o b j e c t i o n s  to this s e c t i o n  so l o n g  as the t r a d i n g  or 

s t o r a g e  of  r o y a l t y  oil r e m a i n s  a n d  is c l e a r l y  the s u b j e c t  of 

m u t u a l  ag r ee m en t.

Sec. 3 8 . 0 5 . 1 8 0 ( j )

T h i s  s e c t i o n  c o n c e r n s  s e v e r a l  of the p r o v i s i o n s  to b e  i n c l u d e d  in 

s t a t e  oil a n d  g as leases : . . ; : ;

AGO 5 4 6 6 8 9
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F i r s t ,  this s e c t i o n  r e d u c e s  t he  p r i m a r y  t e r m  of s t a t e  l e a s e s  f r o m  

1 0  to 5 years. It s h o u l d  b e  u n d e r s t o o d  that in m o s t  ar ea s  o f  

A l a s k a  the a b i l i t y  to c a r r y  o u t  e x p l o r a t i o n  \-7orlc is l i m i t e d  to a 

f o u r  m o n t h  p e r i o d  p e r  ye a r,  c o n s e q u e n t l y  a f i v e  y e a r  l e a s e  a l l o w s  

o n l y  1 -2 /3  y e a r s  of e x p l o r a t o r y  work. T h i s  is c l e a r l y  i n s u f­

f i c i e n t  in s u c h  a h i g h  cost, h i g h  r i s k  area.

S e c o n d ,  this s e c t i o n  p r o v i d e s  that a s t a t e  l e a s e  w i l l  b e  " r e n e w e d "  

if a n d  for so l o n g  t h e r e a f t e r  as o i l  a n d  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  or if t h e  l e a s e  is c o m m i t t e d  to a unit. T h e  

t e r m  " r e n e w e d "  s h o u l d  b e  r e p l a c e d  w i t h  the t e r m  " e x t e n d e d "  as 

t h i s  is the l o n g - u n d e r s t o o d  a n d  r e c o g n i z e d  e f f e c t  of p r o d u c t i o n  

o r  c o m m i t m e n t  to a unit.

T h i r d ,  the s e c t i o n ' s  p r o v i s i o n  c o n c e r n i n g  s h u t - i n  w e l l s  s h o u l d  be 

c l a r i f i e d ,  since, in its  p r e s e n t  form, it a p p e a r s  as t ho u gh  the 

s h u t - i n  w e l l  m u s t  b e  l o c a t e d  on the la n d p r i o r  to the i s s u a n c e  

o f  a lease.

F o u r t h ,  this s e c t i o n  a u t h o r i z e s  the C o m m i s s i o n e r  to i n c r e a s e  

r e n t a l s  up  to 1 5 0  p e r c e n t  of  t he  p r e c e d i n g  y e a r ' s  r a t e  a nd  to 

p r o v i d e  that a l e s s e e  e a r n s  p r o d u c t i o n  r i g h t s  o n l y  to the d ep th 

d r i l l e d  at t he  b e g i n n i n g  o f  p r o d u c t i o n .  B o t h  o f  th es e  p r o v i s i o n s  

s h o u l d  b e  d e l e t e d  as u n n e c e s s a r y  a n d  u n w o r k a b l e .

A s  to r e n t a l  i n c r e a s e s ,  'as n o t e d ,  A l a s k a  is a l r e a d y  a h i g h  cost, :t. 

h i g h  r i s k  area. T h e - p r o s p e c t  of s u b s t a n t i a l  r e n t a l  i n c r e a s e s  . =.
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e x p l o r a t i o n  n o t  e n c o u r a g e  it.

T h e  p r o v i s i o n  c o n c e r n i n g  p r o d u c t i o n  r i g h t s  o n l y  as to the d e p t h  

d r i l l e d  is u n n e c e s s a r y  a n d  u n f a i r .  A s i d e  f r o m  an o b v i o u s  e x a m p l e  

o f  the le ss ee  d r i l l i n g  i n t o  t he top of a r e s e r v o i r  a n d  b e i n g  

m e c h a n i c a l l y  u n a b l e  to g o  d e e p e r  a n d  t h e r e b y  l o s i n g  t h e  m a i n  b o d y  

o f  the r e s e r v o i r ,  i t  a l s o  c o u l d  r e s u l t  in s p l i t  o w n e r s h i p  of a 

l e a s e  w i t h  one p a r t y  h a v i n g  to d r i l l  t h r o u g h  a n o t h e r ' s  r i g h t s  to 

r e a c h  his o w n  w i t h  p o s s i b l e  d a m a g e  to the  u p p e r  r e s e r v o i r  r e su l t i n g .

F i n a l l y ,  the m e a n s  o f  e x t e n d i n g  a le as e b y  d r i l l i n g  a r e  set f o r t h  

i n  this section. G i v e n  the s e a s o n a l  n a t u r e  o f  d r i l l i n g  in 

A l a s k a ,  the 90 d a y  g r a c e  p e r i o d  a f t e r  d r i l l i n g  h a s  c e a s e d  s h o u l d  

b e  e x p a n d e d  if f u r t h e r  d r i l l i n g  is p r e v e n t e d  b y  e n v i r o n m e n t a l  

c o n s i d e r a t i o n s  o r  o t h e r  c i r c u m s t a n c e s  i m p o s e d  by  the State.

Sec.. 3 8 . 0 5 . 1 8 0 (k)

T h e  i n c r e a s e d  r e n t a l s  p r o p o s e d  in this s e c t i o n  w i l l  d i s c o u r a g e  

e x p l o r a t i o n  a n d  w i l l  n o t  i n c r e a s e  i n c o m e  to t h e  S t a t e  b e c a u s e  the 

e x t r a  e x p e n s e  w i l l  b e  c o m p e n s a t e d  b y  lo w e r  b i d  totals. T he  

p r e s e n t  $ 1 . 0 0  p e r  a c r e  p e r  y e a r  r e n t a l  s h o u l d  be r e t a i n e d .

F u r t h e r ,  th is  s e c t i o n  a l t e r s  s u b s t a n t i a l l y  t h e  n a t u r e  of  the 

o r d i n a r y  r e n t a l  p r o v i s i o n s  in o i l  a n d  gas l e a se s . T h e  r e n t a l  to 

b e  p a i d  u n d e r  t h e s e  p r o v i s i o n s  is h o  l o n g e r  a d e l a y  rent a l.  T h i s

-8-
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s e c t i o n  p r o v i d e s ,  ’’Re n t a l  is p a y a b l e  in a d v a n c e  a n d  c o n t i n u e s  

u n t i l  i n c o m e  to the s t a t e  f r o m  r o y a l t y ,  n e t  pr of i t,  o r  e x p l o r a

t i o n  v/ork 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  ... f o r  

t h r e e  c o n s e c u t i v e  y e a r s  . ..." T h e r e  is n o  p r o v i s i o n  for c r e d i t  

o r  s e t - o f f  of r e n t a l  p a i d  d u r i n g  t h o s e  t h r e e  y e a r s  a g a i n s t  th e 

s t a t e ' s  i n c o m e  f r o m  p r o d u c t i o n .  C o n s e q u e n t l y ,  f o r  t h e  f i r s t  

t h r e e  y e a r s  of p r o d u c t i o n ,  t h e  s t a t e  w o u l d  r e c e i v e  b o t h  r e n t a l  

i n c o m e  a nd  p r o d u c t i o n  inco m e.

Sec. 3 8 . 05 .1 8 0( 1 )

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

i s s u e  a S t a t e  s h o r e l a n d s  l ease, as A S  3 8 . 0 5 . 1 8 0  p r e s e n t l y  r e a d s .  

A l s o ,  the Commissionex- s h o u l d  b e  g i v e n  the d i s c r e t i o n  to g r a n t  a 

s h o r e l a n d s  l e as e in e x c e s s  of f i v e  years.

S e c . ’s 3 8 . 0 5 . 1 8 0 (m) a n d  (n)

T h e s e  two s e c t i o n s  c o n c e r n  the u n i t i z a t i o n  of s t a t e  l e a s e s  a n d  

a r e  r e - e n a c t m e n t s  o f  p r e s e n t  lav;. H o w e v e r ,  g i v e n  the a l t e r n a t e  

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

i m p l i c i t  d i r e c t i o n  to t h e  C o m m i s s i o n e r  to " e x p e r i m e n t” w i t h  t h e s e  

m e t h o d s ,  u n i t i z a t i o n  o f  s t a t e  l e a s e s  w i l l  b e  e x t r e m e l y  d i f f i c u l t ,  

i f  n o t  i mp o ss i b l e .

I t  is e n t i r e l y  r e a s o n a b l e  to a s s u m e  tha t u n d e r  t h i s  b i l l ,  a 

p r o p o s e d  u n i t  w i l l  b e  c o m p o s e d  of l e a s e s  i n v o l v i n g  h i g h l y  

d i s p a r a t e  r o y a l t y  p e r c e n t a g e s  a n d  o n e  n e t  p r o f i t s  ox* o t h e r  kind.

AGO 546692
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o f  lease. T he  e x t r e m e  d i f f i c u l t y  of a p p l y i n g  t h e s e  c o m p l e t e l y  

d i f f e r e n t  l ea s e b u r d e n s  to the p r o d u c t i o n  a l l o c a t e d  to e a c h  lease 

u n d e r  a p r o p o s e d  u n i t  are obvio us . T h e s e  d i f f i c u l t i e s  c o n s t i t u t e  

a d i s i n c e n t i v e  to u n i t i z a t i o n  a n d  t h e r e f o r e  n u l l i f y  the c o n s e r­

v a t i o n  b e n e f i t s  o f  unitization.

Sec. 3 8 . 0 5 . 1 8 0 (o)

T h i s  s e c t i o n  c o n c e r n s  the a c r e a g e  c h a r g e a b i l i t y  of  K G S  l e a s e s  and 

is u n o b j e c t i o n a b l e .

S ec. 3 8 . 0 5 . 180(p)

T h i s  s e c t i o n  is a r e - e n a c t m e n t  of the p r e s e n t  a u t h o r i z a t i o n  fo r  

t h e  p o o l i n g  of s t a t e  leases. L i k e  the p r o v i s i o n s  c o n c e r n i n g  

u n i t i z a t i o n ,  the p r o b l e m s  i n h e r e n t  in a l t e r n a t e  l e a s i n g  m e t h o d s  

w i l l  m a k e  p o o l i n g  m o r e  d i f f i c u l t ,  to the d e t r i m e n t  o f  the c o n­

se r v a t i o n  o b j e c t i v e s  of p o o l i n g .

S e c . 3 8 . 0 5 . ISO(q)

T h i s  s e c t i o n  a u t h o r i z e s  the S t a t e  to s h a r e  in the c o s t s  of 

e x p l o r a t i o n  u n d e r  a 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 .  O il  an d 

g a s  e x p l o r a t i o n  is e x t r e m e l y  r i s k y  a nd  h i s t o r i c a l l y  t h e  p r o v i n c e  

o f  p r i v a t e  e n t e r p r i s e .  F i n a n c i a l  p a r t i c i p a t i o n  b y  the s t a t e  in 

a n  e x p l o r a t i o n  v e n t u r e  r a i s e s  f u n d a m e n t a l  q u e s t i o n s  as to the 

a p p r o p r i a t e  r o l e  of s t a t e  g o v e r n m e n t .  G i v e n  the f a c t  that m o s t  

w e l l s  d r i l l e d  a r e  u n s u c c e s s f u l ,  a n d  the s u b s t a n t i a l  su ms  i n v o l v e d  

in d r i l l i n g  in A l a s k a ,  a d d i t i o n a l  c h a l l e n g e s  m a y  b e  ant i ci p at ed ;  / 

a s  to the -authority o r  .wisdom of the S t a t e  to p a r t i c i p a t e  in. a.. 

p a r t i c u l a r  d r i l l i n g  p r o j e c t .  •

I  '
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T h i s  se c ti o n is a r e - e n a c t m e n t  of p r e s e n t  l a w  c o n c e r n i n g  t h e  sub-

s u i f a c e  s t or ag e  o f  o i l  or  gas on  s t a t e  leases. H o w e v e r ,  the 

p r e s e n t  l a w ’s p r o v i s i o n  c o n c e r n i n g  the e x t e n s i o n  o f  t he l e a s e  

u s e d  for s t o r a g e  f o r  the p e r i o d  of s t o r a g e  a n d  so l o n g  t h e r e a f t e r  

a s  oil and gas a r e  p r o d u c e d  w a s  d elet ed . T h i s  e x t e n s i o n  p r o ­

v i s i o n  s h o ul d b e  r e t a i n e d .

Sec. 3 8 . 0 5 . 180(s)

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

l e a s e s  is s u b s t a n t i a l l y  the s am e as the e x i s t i n g  law.

Sec. 3 8 . 0 5 . 1 80(t)

T h i s  se c ti o n is an a t t e m p t  b y  the s t a t e  to e n c o u r a g e  e x p l o r a t i o n  

o n  lands on w h i c h  n o  b i d s  h a v e  b e e n  t e n d e r e d .  T h i s  p h i l o s o p h y  is 

l au dable. However,  the C o m m i s s i o n e r  s h o u l d  not b e  r e s t r i c t e d  by 

t h e  l e a s in g  d e t a i l s  of this section.

S ec. 3 8 . 0 5 . 1 S 0 (u)

T h i s  s e ct i on  w o u l d  r e s t r i c t  j o i n t  b i d d i n g  an d  s h o u l d  b e  dele te d. 

J o i n t  b i d d i n g  ca n  v e r y  w e l l  b e  to the a d v a n t a g e  o f  the s t a t e  as 

it  tends to i n c r e a s e  the s i z e  of the b i d s  s u b m i t t e d  a n d  f a c i l i­

tat e s  the e x p l o r a t i o n  p r o c e s s .  See, f o r  e x a m p l e ,  the p a p e r  in 

t h e  N o v e m b e r  19 7 6 i s s u e  o f  " J o u r n a l  of P e t r o l e u m  T e c h n o l o g y "  in 

w h i c h  the a u t h o r s  c o n c l u d e  t h a t  " joint  b i d d e r s  t e n d  to b i d  o n  .

m o r e  s o u g h t - a f t e r  (and a p p a r e n t l y  m o r e  v a l u a b l e )  l e a s e s  a n d  that 

t h e y  tend t.o b i d  h i g h e r ,  on the a v e ra ge ,  t h a n  solo.-bidding

AGO 5 4 6 6 9 4
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co mp et i to r s" . I n d u s t r y  t e s t i m o n y  b e f o r e  the U.S. S e n a t e  h a s  

i n d i c a t e d  that s i n c e  the f i r s t  OCS sa l e  in 1954, 1 7 2  c o m p a n i e s  

h a v e  p u r c h a s e d  O C S  leases . 4 2 %  of t he s e l e a s e s  w e r e  n o t  p u r ­

ch a s e d  by  the m a j o r  c o m p a n i e s ,  and in r e c e n t  y e a r s  the s m a l l e r  

c o m p a n i e s  h a v e  i n c r e a s e d  t h e i r  sha re of  OCS p r o d u c t i o n  at t h e  

e x p e n s e  of the m a j o r  oil c o m p a n i e s . )

D e p e n d i n g  on t h e  c o n t e n t  o f  t h e  r e g u l a t i o n s  a d o p t e d ,  thi s s e c t i o n  

m a y  v i o l a t e  A r t i c l e  8, §17 o f  the A l a s k a  C o n s t i t u t i o n .  T h i s  

C o n s t i t u t i o n a l  p r o v i s i o n  r e q u i r e s  that laws a n d  r e g u l a t i o n s  

g o v e r n i n g  the u s e  o r  d i s p o s a l  of n a t u r a l  r e s o u r c e s  m u s t  a p p l y  

e q u a l l y  to all p e r s o n s  " s i m i l a r l y  situa te d".

Sec. 3 8 . 0 5 . 1 8 0 (v)

T h i s  section  g r a n t s  the s t a t e  an u n f e t t e r e d  o p t i o n  to p u r c h a s e  

1 6 - 2 / 3  p e r c e n t  of  o i l  a n d  up to 100 p e r c e n t  of  g a s  p r o d u c e d  f ro m 

a stace lease. T h i s  s e c t i o n  w i l l  in e f f e c t  e l i m i n a t e  the l e s s e e ' s  

a b i l i t y  to us.e the g a s  s a l e s  c o n t r a c t  as a m e t h o d  of  f i n a n c i n g .  

Co ns e qu e nt ly ,  g as e x p l o r a t i o n  in A l a s k a  w i l l  b e  d i s c o u r a g e d  if 

n o t  precluded. S i m i l a r l y ,  if the s t a t e  s h o u l d  w a i t  s e v e r a l  

y e a r s  b e f o r e  d e c i d i n g  to t a k e  up to 100 p e r c e n t  o f  the gas, the 

d i s c o v e r o r  of a g a s  f i e l d  w o u l d  b e  d e p r i v e d  o f  a l l  i n c o m e  f r o m  

h i s  leg a l ly  o b t a i n e d  gas, b e c a u s e  h e  c o u l d  n o t  e n t e r  i n t o  a 

c o n t r a c t  w i t h  a n y  o t h e r  u s e r.  This s e c t i o n  w o u l d  a l s o  e l i m i n a t e  

o r  impair the a b i l i t y  of l e s s e e s  to u t i l i z e  t he  p r o d u c t i o n  

■payment as a m e t h o d  of  f i n a n c i n g ,  l i k e w i s e  d i s c o u r a g i n g  e x p l o -  

r a t i o n .  * .
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See. 3 8 . 0 5 . 1 8 0 (w) T h i s  s e c t i o n  r e q u i r e s  s t a t e  a c c e s s  to all o f  a 

p e r m i t t e e  or l e s s e e’s e x p l o r a t i o n  da ta  a n d  shou ld b e  e l i m i n a t e d  

f r o m  the bill. T h i s  s e c t i o n  is, i n  e ssence,  a c o n f i s c a t i o n  of  

v a l u a b l e  p r o p r i e t a r y  dat a, f or  t he  sole p u r p o s e  o f  d e c i d i n g  

w h e t h e r  the e x p l o r e r  h a s  f o u n d  a n y t h i n g  or not. If the s t a t e  

d e c i d e s  h e  has, the a r e a  c o u l d  t h e n  b e  t h r o w n  ope n to a l l  o t h e r  

c o m p e t i t o r s ,  t h e r e b y  r e m o v i n g  a n y  i n c e n t i v e  for a n  a g g r e s s i v e  

c o m p a n y  to be a l e a d e r  o r  e m p l o y  i n n o v a t i v e  ideas to d i s c o v e r  n e w  

r e s o u r c e s .  Th is  s e c t i o n  c o m p l e t e l y  r e m o v e s  that i n c e n t i v e ,  a n d  

t h e r e b y  w i l l  c a u s e  s i g n i f i c a n t  s t a t e  n a t u r a l  r e s o u r c e s  to r e m a i n

u n s o u g h t .

In  addition, g r a v e  p r o b l e m s  as to the p r e s e r v a t i o n  of the c o n­

f i d e n t i a l  n a t u r e  of the d a t a  a r e  i n h e r e n t  in this s e ct io n. It is 

c o m m o n  k n o w l e d g e  th a t s u c h  i n f o r m a t i o n  is e x t r e m e l y  .c on fidenti al  

a n d  clos e l y g u a r d e d  b y  t h e  i n d i v i d u a l  m e m b e r s  of the i n d u s t r y .

T h e  e x i s t i n g  l aw  u p o n  w h i c h  the o i l  a n d  g a s  i n d u s t r y  h a s  r e l i e d  

f o r  the c o n f i d e n t i a l i t y  o f  i n f o r m a t i o n  is c o n t a i n e d  in 

A S  3 8 . 0 5 . 0 3 5 ( a ) ( 9 ) ( C ) .  T h i s  e x i s t i n g  p r o v i s i o n  r e q u i r e s  the 

d i r e c t or to k e e p  g e o l o g i c a l ,  g e o p h y s i c a l  a n d  e n g i n e e r i n g  dat a  

c o n f i d e n t i a l  " u p o n  r e q u e s t  of the p e r s o n s  s u p p l y i n g  the i n f o r­

m a t i o n . "  A s  the B i l l ' s  p r o v i s i o n  r e q u i r e s  d i s c l o s u r e  o f  i n f o r­

m a t i o n  to the Ccx r i s s i o n e r , n o t  the d i r e c t o r ,  and s i n c e  it 

r e q u i r e s  al so  a c c es s , a s  d i s t i n c t  f r o m  s u p p l y i n g  copi e s,  a re the 

‘ • ' c o n f i d e n t i a l i t y  p r o v i s i o n s  i n c u m b e n t  u p o n  the d i r e c t o r  n o t  •• . p;-

-13-
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a p p l i c a b l e  to t h e  i n f o r m a t i o n  r e q u i r e d  to b e  d i s c l o s e d  to the 

C o m m i s s i o n e r ?

I f  this s e c t i o n  is to b e  a p p l i c a b l e  to e x i s t i n g  e x p l o r a t i o n  data, 

t h e n  the C o m m i s s i o n e r’s a c c e s s  a n d  u t i l i z a t i o n  of s u c h  e x i s t i n g  

d a t a  is a l m o s t  c e r t a i n l y  an u n c o n s t i t u t i o n a l  t a k i n g  of this 

v a l u a b l e  a n d  e x p e n s i v e  p r o p e r t y .  If t h e  C o m m i s s i o n e r  is to b e  

a l l o w e d  a c c e s s  at a l l  to s u ch  data, s u c h  a c c e s s  s h o u l d  b e  l i m i t e d  

t o  future d a t a  only. F u r t h e r ,  the re  s h o u l d  b e  a r e q u i r e m e n t  of  

t h e  a d o p t i o n  of  r e g u l a t i o n s  presci-ibing the c o n f i d e n t i a l i t y  of 

t h i s  data a n d  t he  a d d i t i o n  of s t a t u t o r y  c r i m i n a l  p e n a l t i e s  f or  

i n t e n t i o n a l  d i s c l o s u r e  o f  s u c h  data.

S e c t i o n 2

T h e r e  are n o  o b j e c t i o n s  to th i s  s e c t i o n  c o n c e r n i n g  n o t i c e  of  

m i n e r a l  leasing.

S e c t i o n  3

T h i s  s e c t i on  w o u l d  a m e n d  A S  3 8 . 0 5 . 1 4 0 ( c )  to r e d u c e  the u p l a n d  

a c r e a g e  l i m i t a t i o n  f r o m  5 0 0 , 0 0 0  a c r e s  to 2 0 0 , 0 0 0  ac res. In 

A l a s k a ,  w h e r e  t h e r e  a r e  l a rg e  a r e a s  of s t a t e  l a n d s  w h i c h  are 

p o t e n t i a l l y  e l i g i b l e  for bid, a 5 0 0 , 0 0 0  a c r e  l i m i t a t i o n ,  w h i c h  

t h e  p r e s e n t  s t a t u t e  c o n t e m p l a t e s ,  is n o t  u n r e a s o n a b l e .  The 

e f f e c t  of a 2 0 0 , 0 0 0  a c r e  l i m i t a t i o n  w o u l d  c l e a r l y  b e  to limit  the 

■ •' - p a r t i c i p a t i o n  o f  t h o s e  i n d i v i d u a l s  w h o  a r e  m o s t  a c t i v e  in e x p l o -  •' 

::v r a t i o n  b u s i n e s s’ in A l a s k a ,  i.e.', t h o s e  i n d i v i d u a l s  w h o  have
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h i s t o r i c a l l y  s u b m i t t e d  t h e  h i g h e s t  b i d s  to t h e  state. It  is n o t  

at all c l e a r  w h y  the s t a t e  w o u l d  s e e k  to d i s c o u r a g e ,  r a t h e r  th a n  

to e nc o ur a ge ,  t h e  c o n t i n u e d  i n v o l v e m e n t  of  t h o s e  i n d i v i d u a l s  in 

A l a s k a .  F u r t h e r ,  thi s s e c t i o n ' s  a p p l i c a b i l i t y  to the h o l d i n g  of 

e x i s t i n g  l e s s e e ' s  -- r e q u i r i n g  t h e m  to r e d u c e  t h e i r  h o l d i n g s  

w i t h i n  5 y e a r s  -- is an  u n c o n s t i t u t i o n a l  t a k i n g  o f  l e a s e h o l d  

estates.

-15-
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L I P T O N  on L E A S I N G

T h e  f o l l o w i n g  n o t e s  s u m m a r i z e  L i p t o n ' s  m a j o r  p o i n t s  on  p r o p o s e d  
l e a s i n g  l e g i s l a t i o n  in h i s  t e s t i m o n y  b e f o r e  the S e n a t e  R e s o u r c e s  
C o m m i t t e e  on 1/28, 3/15, a n d  4/28. T he  i n i t i a l  two t e s t i m o n i e s  
r e l a t e  to H E  854, w h i l e  the  l a t t e r  r ef er s  to c h a n g e s  l a t e r  i n­
c o r p o r a t e d  into CS H B  854 ( F i n a n c e ) .

S u b s e c t i o n  (d) of  the i n i t i a l  f i n d i n g s  c o n t ai n s an u n u s u a l  b u t
9 ■,. ~ e x e m p l a r y  a p p r o a c h  to l e a s i n g  - that is to " m a x i m i z e  s t a t e  r e v e n u e
“ c^116 f r o m  p r o f i t a b l e  o il  a nd  g as 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 t i o n  a n d  f r o m  m a r g i n a l  e c o n o m i c  o i l  a n d

gas  p r o d u c t i o n . "  ( D e l e t e d  in p r e s e n t  ver sion)

W i t h  r e s p e c t  to the e i g h t  l e a s i n g  m e t h o d s  p ro p o s e d ,  his s p e c i f i c  
c o m m e n t s  w e r e  c o n f i n e d  to:

R o y a l t y  B i d d i n g  - a m e t h o d  n o t  p r e f e r a b l e  e x c e p t  w h e n  the l e a s e  is 
on  a k n o w n  s t r u c t u r e  w i t h  k n o w n  risks. T he re  is a p o t e n t i a l  p r o b l e m  
if  r o y a l t y  b i d d i n g  is p e r m i t t e d  as an o p ti o n a n d  if the c o m m i s s i o n e r  is 
a l s o  g i v e n  d i s c r e t i o n  to a b a t e  r o y a l t i e s  w h e r e  t h er e  is an i n s u f f i c i e n t  
r a t e  of  return. T h e  s u c c e s s f u l  b i d d e r  m a y  o v e r b i d  a r o y a l t y  w i t h  the 
e x p e c t a t i o n  of a f ut u re  r o y a l t y  reduction. T h e  s e c t i o n  on a b a t e m e n t  
(page 5, line 18 CS HB 854) is s t i l l  present, b u t  m o d i f i e d  f r o m  o r i g i­
n a l  bill.

N e t  P r o f i t  B i d d i n g  - this m e t h o d  m a y  be a t t r a c t i v e  to b o t h  the state 
a n d  the i n d u s t r y  u n d e r  c e r t a i n  ci rcumst an c es .  A l l o w s  the o i l  c o m p an y 
to k e e p  m o r e  f r o n t - e n d  c a p t i a l  fo r  ex pl or ation. ( R e t a i n e d  in CS HB 854)
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L i p t o n  o n  L e a s i n g  
H a y  19, 1978

P a g e  2

W o r k  C o m m i t m e n t  B i d d i n g  - n o t  a p a r t i c u l a r l y  u s e f u l  method. H a y  
c a u s e  c o m p a n y  to o v e r - c o m m i t  i.jself in r e l a t i o n s h i p  to a c tu a l p r o­
fi t a b i l i t y  of the lease, r e s u l t i n g  in p r e m a t u r e  ab an do nm e nt . 
( D e le te d  in CS H B  854)

L i p t o n 1s g e n e r a l  c o m m e n t  on the l e a s i n g  m e t h o d s  is tha t it m a y  n ot  
b e  d e s i r a b l e  to i t e m i z e  7 or 8 o p t i o n s  w i t h  m i n i m u m  f i x e d  c o m m i t­
me n t s  on e a c h  v a r i a b l e .  T he  c o m m i s s i o n e r  s h o u l d  h a v e  g r e a t e r  f l e x­
ib i l i t y  to d e s i g n  t h e  l e a s e  sa le  to c o n f o r m  to the s t r u c t u r e s  to 
b e  leased.

"The c o m m i s s i o n e r  m a y  w i t h h o l d  a c r e a g e  f r o m  l e a s i n g  in a p a r t i c u l a r  
.6 line 15 l e a s e  sale." T h i s  is a n  i m p o r t a n t  s e c t i o n  as it m a y  o f t e n  b e  in 
854 t h e  state's b e s t  i n t e r e s t  to do so. S u g g e s t e d  a m o r e  p o s i t i v e  s t a t e­

m e n t  to e n c o u r a g e  u t i l i z a t i o n  of this au th or it y . (D el e te d  in CS HB 854)

T h e r e  sho ul d be a p r o v i s i o n  for r e a s o n a b l e  e x t e n s i o n  of e x pl o r a t i o n  
.7 line 15 d e a d l i n e  b e y o n d  5 y e a r s  u n d e r  c e r t a i n  c i r c u m s t a n c e s .  The bi ll  allows 
IB 854 f o r  leases up to 10 y e a r s  - b u t  does n o t  s p e c i f i c a l l y  add r es s e x t e n­

sions of 5 y e a r  le as es .  (Same in b o t h  v e r s io n s)

Th is  se ct io n a u t h o r i z e s  the a w a r d  of n o n - c o m p e t i t i v e  leases w h e n  no 
all line 13 b i d s  have b e e n  r e c e i v e d  at a sale. L i p t o n  a d v i s e s  a g a in s t this be-
ffi 854 cause c h a n g i n g  c i r c u m s t a n c e s  m a y  r e s u l t  in a f a v o r a b l e  lease a g r e e­

me n t  later if the s t a t e  is n o t  too hasty. ( M o d i f i e d  in CS to prohibit 
n o n - c o m p e t i t i v e  l e a s i n g )

.12 line 1 Gives the st ate the r i g h t  to p u r c h a s e  up to 16 2 / 3 %  of oil and 100%
EB 854 o f  gas from a l e a s e  at fa i r  m a r k e t  value. L i p t o n  c a u t i o n s  state to

u s e  this j u d i c i o u s l y  as it m a y  h u r t  the l e a s e h o l d e r s  u n d er  some 
conditi ons. CS H B  8 5 4  w a s  r e w r i t t e n  to d e l et e  s p e c i f i c  percentages, 
b u t  still a l lo w s the s t a t e  to b u y  " s p e c i f i e d  v o l u m e s "  ci t ed  in the 
l e a s e .
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I / p t o n  o n  L e a s i n g  P a g e  3
M a y  19, 1978

W o r k  O b l i g a t i o n s - s h o u l d  b e  m a d e  a p a r t  of e v e r y  lease a gree - 

6 line 22 nient ~ This s e c t i o n  is m o d i f i e d  b u t  still p r e s e n t  in  CS H B  854 
( F i n a n c e ) . The c o m m i t t e e  m i g h t  c o n s i d e r  c h a n g i n g  m a y  to shall 
on  p a g e  4, line 26 in the CS.

3 854

.5 line 2 E x p l o r a t i o n  C r e d it s 
HB 854 d a t e d  M a y  5, F978 

Finance)

- See a t t a c h e d  let te r f r o m  L i p t o n  to C o w p e r

11 line 7 C o n f i d e n t i a l ity of E x p l o r a t i o n  D a t a  - there s h o ul d  b e  a p r o v i s i o n  
HB 854 to e x t e n d  the p e r i o d  of c o n f i d e n t i a l i t y  b e y o n d  two y e a r s  if a 

’Finance) s c h e d u l e d  l ea se  sale is p o s t p o n e d .
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CHAPTER 81: OIL AND GAS PRE! EASING PROCEDURES

ARTICLES

1. (GENERAL PROVISIONS) AFFECTED LANDS AND EXCEPTIONS

2. PRELEASING PROCEDURES

3. SOCIAL, ECONOMIC, AND ENVIRONMENTAL ANALYSIS

4. ALASKAN ADVISORY COMMITTEE ON LEASING

5. NOTICE A ND REVIEW

6. DEFINITIONS

ARTICLE 1: AFFECTED LANDS

SECTION. . • - .

10. General Provision

20. Joint Federal-State Beaufort Sea Lease Sale 

30. Limited Acreage Provision 

40. Drainage Situation Provision

o
11 AAC 81.110.' General Provision, (a) T h e ^  regulations apply only to competitive 

leasing as specified in AS 38.05.020, 3 8 . 0 5 . 1 3 ^ 3 8 . 0 5 . 1 4 5 ,  38.05.180.

11 AAC 81.120. Joint Federal-State B e a u £ ^ :  Sea Lease Sale (a) The proposed 

joint Federal-State Beaufort Sea Lease Sale j S A x e m t e d  from the requirements oF

these regulations.

11 AAC 81.130. Limited Acreage Provision (a) Should an area of up to but not

greater than one township in irea be deemed leasable, the Commissioner may at his

discretion, offer the area for lease under the following method.

1) The Commissioner will publish a notice of intent to lease and a

n otice of  p ublic hearing.

2) The Commissioner will hold the public hearing in the affected area to 

guage public opinion to the proposed lease sale.

3) Upon completion of subsection two the Commissioner will publish a 

notice of a lease sale and a chart delineating the tracts to be offered.

11 AAC 81.14b Drainage Situation Provision (a) Should a situation arise whereby 

the leasing of land by another party adjacent to State owned lands, threaten the 

mineral interest of the State lands through possible drainage situations, the .
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Commissioner may, at his discretion, offer that threatened land for leasing under 

the following methods:

1) The Commissioner will publish a notice of intent to lease and a 

call for public reaction and nomination.

2) Upon completion of subsection 1 and receipt of nominations, the 

Division will prepare an economic analysis on the sale area.

3) The Commissioner will then call for and hold a public, hearing within 

the affected area to gauge public sentiment to the proposed lease sale.

4) The Commissioner, taking into account information gathered at the 

public hearing, will issue a list of the tracts proposed to be leased 

and a notice of a lease sale.

5) Lands offered for lease under this section may total no more than

100 ,000 acres.

.10. Notice and Publication ^
20. Soliciation of Comments ^

30. Initial Tract Selection

40. Social, Economic and Environment^Analysis 
50. Public hearings on Social, Economy, and Environmental Analysis 
60. Final Social, Economic, and Envigmimental Analysis and 

Final Tract Selection 
70. Preparation of Leasing Conditions 

80. Public Hearings on Lease Conditions 

90. Final Lease Conditions Set and Notice of Lease Sale

11 AAC 81.210 Notice and Publication, (a) The commissioner, at a date no

greater than 24 months prior to any proposed lease sale, will publish a set of

charts with accompanying written descriptions adequately locating the general

geographic area in which the proposed lease sa^e will be.

(b) The commissioner will, concurrent with provision (a) cause to be published

a notice for the Solicitation of Comments.

ARTICLE 2: PRE-LEASING PROCEDURES

SECTION
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Chapter 81: Oil and Gas Pre-Leasing Procedures.

Due to a new article one being inserted into this chapter, articles 1 - 5 of the 

previous draft ; re now 2 - 6  with article six being re-titled to read "Definitions. 11 
Within article six, sections 520 and 530 have been deleted.

Article 2: Pre-Leasing Procedures

1) 11 AAC 8 i.210 Notice and Publication (a) The phrase ...date no less than

18 months prior..., has been amended to read...date no greater than 24 months___

The phrase...any lease sale, will cause to be published...has been amended to read 
...any proposed lease sale, will publish.

2) 11 AAC 81.230 Initial Tract Selection (a) The phrase...date no less than

16 months prior to any lease sale..., has been amended to read...date no greater than

two months after the first notice date of the Solicitation of Comments period,___

The phrase "utilizing industry and public comments" has been added to the end of 

the sentence.

3) 11 AAC 81.240 Social, Economic, and Environmental

a) the phrase "each tract, group of tracts, and/or," has been deleted.
b) the phrase "all or part of" has been dueled,

e) New Paragraph
From the date of notification by the cd&missioner of his decision under 

section 230 of this article, the concerned stateSrgencies will have a maximum of 
four months in which to prepare their component^^e-f the SEEA.

4) 11 AAC 81.250 Public Hearings on Social, *|fcnoniic, and Environmental Analysis.

c) ...date no less than nine months p r i t o  the lease sale, has been amemded
to read...date no greater than three months a the completion of the SEEA.

5) 11 AAC 81.260 Final SEEA and Specific T&glt Selection
c) ...date no less than six months p ri^ to the lease sale, has been amended

to read"...a date no greater than 12 months iQ-gm the date of notice of Solicitation
of Comments under section 10 of this article.

c) The commissioner will, upon completion of paragraph (c) of this section, 

announce to the public a date by which, barring unforeseen circumstances, the proposed 
lease sale will be held.

6) 11 AAC 81.280. Public Hearings on Lease Stipulations

c) ...date no less than four months prior to the lease sale has been amemded
to read...date no greater than three months from the date of completion of

paragraph (c) section 60 of this article.

7) 11 AAC 81.290 Final Lease Stipulations Set and Notice of Lease Sale (a)

(a) a) ...date no less than three months prior to the lease sale, has been

amended to read...date no greater than four months from the date of completion of 
paragraph (c section 60 of this article.

8 ) 11 AAC 81.320 Economic Component (c)...committee not less than 14 months
prior to the lease sale, has been amended to read...committee not greater than one 

month after completion of section 40 article two of this chapter.

9) 11 AAC 81.420 Composition of Committee (a) the phrase "the Division of
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Minerals and Energy Management will be represented on this committee by both its 
leasing and petroleum managers."

b) the phrase "leasing manager of the" has been inserted betw^n the words 
"by the"...and;;;"Division of___

c) A new paragraph has been added - "For each l a a ^ ^ e V ^ a e l e g a t e  from the 

borough government affected by the sale, vnl^^^vlfife'tfto participate on the
committee.
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H E H O R A  N D U M May 30, 1978

SUBJECT: CSHB 854 and the Effects of Using Multiple Oil and Gas Leasing

Methods on Unitization

TO: The Honorable Kay Poland,

FROM: Gregg K. Erickson

Director of Research

Summary

At the Senate Resources Committee meeting on Friday you received testi­

mony to the effect that the use of differing leasing methods on adjacent 

tracts, as would be permitted under HB 854, would make it difficult to 

establish unitized development and production of the pools over which 

those tracts lie. Generally, our studies of this question, which we 

have conducted since the matter was first raised several months ago, do 

not support this conclusion. On the contrary, they show that the 

incentives to unitize will not be seriously reduced by diverse lease 

arrangements, and that the difficulties of reaching unit agreements will 
not be increased as a result of this diversity.

The Incentive To Unitize

Unit arrangements exist and are encouraged by state policy because 

centralized, unitized operation of an oil or gas field can and usually 

will result in substantial reduction in the expenses of extracting the 

resource, and in absolute gains in the total amount of oil and gas 

recovered. That the potential for these gains exists is, under the 

circumstances we have had in Alaska, almost never a matter of contention 

among the leaseholders who would be a party to a unitJ The most

1 See Bradner, Tim, "Oil and Gas Regulation in Alaska," Alaska of
Flub u i g q s and Economic Condi t i o K c ,  1971.

AGO 546672 J



important question here is therefore: Will the use of differing leasing 

systems as contemplated in HB 854 significantly reduce the incentive to 

unitize that is provided currently by the very real benefits of joint, 

unitized field development and operations?

We think not. At a high royalty rate, as might be encountered 

under straight royalty bidding, the benefits in the form of increased 

production are, of course, shared with the landowner on the basis of the 

royalty percentage. But all the benefits in the form of reduced costs 

remain with the lessee. In a net profits arrangement the benefits of 

increased production and reduced expense are both shared with the lessor, 

but still leave the lessee with substantial incentive to partake of the 

advantages of unitization. Naturally, if the royalty or net profits 

rates were set at or close to 100 percent these incentives would dis­

appear, but so would the incentive to develop the tract at all.

Difficulties in Unitization

Despite the retention of a clear incentive to unitize under a 

mixture of leasing methods as in HB 854, it is possible that a mixture 

of systems might create a practical barrier to unitization. This might 

occur, for example, if the differing lease terms made it impossible for 

the lessees to agree on the proper apportionment of the unit's expenses 

and produced oil and gas.
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Hon. Kay Poland -3- Hay 30, 1978

Current Alaska law provides only general guidance as to how this

O
allocation is to be made. The usual practice has been to allocate the 

costs and production generally on the basis of the costs and production 

that would accrue to an individual leaseholder were he to operate the 

tract on an individual, non-unitized basis. Another method less fre­

quently employed, but used, at least partly, in the formation of the 

Prudhoe Bay unit, is to allocate expenses and actual production on the 

basis of the original petroleum in place underneath each leas,. Other 

factors, or combinations of these factors, may also be considered, and 

one study has distinguished examples of 42 different methods of appor-

3
tioning participation.

O
AS 31.05.110(c) provides that "each plan of unitization shall contain 

fair, reasonable and equitable provisions for...the division of interest 

or formula for the apportionment, and allocation of the unit production, 

among and to the several separately owned tracts within the unit area 

such as will reasonably permit persons otherwise entitled to share in 

or benefit by the production from such separately owned tracts to pro­

duce and receive, instead thereof, their fair, equitable and reasonable 

share of the unit production or other benefits of it; a separately 

owned tract's equitable, and reasonable share of the unit production 

shall be measured by the value of each such tract for oil and gas purposes 

and its contributing value to the unit in relation to like values of 

other tracts in the unit, taking into account [1 ] acreage, [2] the 
quantity of oil and gao recoverable frcm it, [3.1 location on the structure, 
[4J its probable productivity of oil and gar, in the aba once of unit 
operations, [5] the burden o f  operations to which, the t r a d  will or in 
likely to be subjected, or so many of these factors, or such [6] other 
pertinent e n g i n e e r i n g [7] geological or [8] operating factors as may
be reasonably susceptible of determination " (emphasis and numbers
added)

A. A. Khan and H. II. Power, "An Analysis and Comparison of Engineering 

Bases of Participation in Unit Agreements," 10CC Committee bulletin, 
December I960, p. 101.
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Hon. Kay.Poland -4- May 30, 1978

Reaching an agreement on the theoretical basis for allocating 

participation and resolving all the associated technical issues can be a 

complex, difficult and protracted process. Although all parties usually 

have a clear view of the overall benefits to be gained from unitization, 

some may "hold out" in hopes that by doing so they may be able to ex­

tract a better deal from their fellow lessees concerning the allocation 

of the benefits of unitization.^

The question here, though, is whether differing lease arrangements 

will make reaching an agreement more difficult. In our view, the ques­

tion answers itself when considered in the context of Alaska's unitization 

law and the permissible bases for apportionment of participating unit 

interests enumerated therein. For example, is the "acreage" in a lease 

altered by the fact the lease contains profit sharing arrangements? Is 

the "location or the structure" affected by the royalty arrangements? Or 

are the "engineering, geologic or operating factors" influenced by 

either? We believe it is obvious that they are not.

 ̂ For a listing of the problems that can arise in unitization negotiations 

see Stephen McDonald, Petroleum Conservation in the United States: An
Economic Analiisis (Resources for the Future, Washington: 1971), pp. 198-

2 0 1.

 ̂AS 31.05.110(c). See note 2, supra.
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A Final Point

As a final point, we note that tracts bearing differing royalty 

burdens have already been included in units, in Alaska and elsewhere, 

wherever individual holders of federal and state noncompetitive leases 

have sold those leases while retaining overriding royalties. Moreover, 

differing lease arrangements are likely to exist in the future side by 

side wherever Native corporation or federal and state oil and gas lands 

are contiguous. It is possible, of course, that if the legislature 

gives the commissioner of Natural Resources authority to use alternative 

leasing methods that these differences may be reduced or eliminated.

GKE:jm

cc: Members, Senate Resources Committee

The Honorable Chat Chatterton 

The Honorable Hugh Malone 

Mr. Phil Ho'ldsworth
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March 3, 1978

Sliding Scale Royalty 

Considerations, Examples, 

Bidding Methods

Our proposed legislation, House Bill No. 854, contains provisions for utilizing sliding 

scale royalties as the fixed paramater in some bidding methods and as the bid parameter 

in others. Since there have be in averal questions on how we would set up a sliding 

scale royalty schedule for use a^ che fixed parameter and how we would request and 

evaluate sliding scale royalty bids, I have prepared this discussion and some examples.

The basic elements of my recommendations are that production steps will be in multiples 

of the approximate economic limit (1000 B/D, 2000 B/D, 3000 B/D, etc.). The percent 

royalty to be applied to each production step is based on increasing by equal increments 

(x+y, x+2y, etc.), the royalty percentage applied to the base (economic limit) production 

step. This criteria will make it easy to definitely determine the top bid when industry 

is asked to bid the sliding scale royalty reserved to the rtate; For example: The

production rate steps are fixed (1000 3/D, 2000 B/D, etc.) as is 12.5% royalty at 1000 

B/D, industry then bids on the equal incremental royalty percent increases to be 

applied to the higher steps.

I noticed that in Jack Roderick's letter to the commissioner, he is also looking at 

sliding scale royalty schedules. His schedules and discussion should be compared to 

my data as set out in this memo.
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TYPICAL SLIDING SCALE ROYALTY SCHEDULES

NORTH SLOPE AREA

Royalty For Specific Producing Rates

Daily Average Incremental Producing Royalty Equivalent

Prod. Rate Royalty Rate Rate Production Royalty Rate

(Bbls./day) (s) (Bbls./day) (Bbls./day) "  ( % )  '  '

• - 10 0 0 12.5 1000 125 12.50

1001-2090 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

•
SOUTH CENTRAL AREA

Royalty For Specific Producing Rates

Daily Average Incremental Producing Royal ty Equivalent

Prod. Rate Royalty Rate Rate Production Royalty Rate

(Bbls./day) (%) "(Bbls./day) (n,bis./day) (%)

-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

Note: The Sliding Scale Royalty Schedule for the North Slope area is significantly

higher than for the South Central area because the higher North Slope operating 

costs result in a much higher economic limit.



TO: Joe Green
...FROM: Blair Wondzel 1

RE: Sliding Scale Royalty Schedules

SLIDING SCALE ROYALTY 

. Considerations, Example Schedules, Bidding Methods

CONSIDERATIONS: -

1. Sliding scale royalty use is based on the intent that the ownership royalty share- 

be small from economically marginal production and be large from very profitable 
production.

2. Ideally, at production rates below the economic limit there should be no royalty. 

("EL" is herein defined as the production rate necessary to pay direct operating 

costs; overhead and amortization are not included). Immediately above the EL 

level or rate of production, industry's share'' should include an amount for pay 

back of investment - beyond this pay-back production rate, the State and industry 

should share the profits which are represented by production. Based on royalty 

rates actually bid, at very high-well rates the State's royalty share should 

exceed 50%. As the field declines, individual well rates would decline with a 

corresponding decrease in average or equivalent royalty; therefore, if the State 

is to obtain a field life average royalty in the 50% range, royalty rates during 

the peak production yearsmust be higher than the intended overall average equivalent 
royalty rates.

3. Computer programs for the determination of the correct slide/percent royalty do 

not, to my knowledge, exist. Because of the many estimated factors which would 

go into such a program (normal capital, operating cost, production rates, and 

number of wells producing), the results would be somewhat unreliable.

4. The problem of setting the slide steps and royalty rates can be solved from 

another direction, however. A good schedule can be obtained based on logical 

reasoning consistent with the guidelinesstated in paragraph £2 above.

5. Since State statutes require a minimum royalty of 12.5%, the "ideal" situation is 

not obtainable. However, it can be approximated by gradually increasing State 

royalty - above the EL production rates - to a partial sharing and then to a 

full sharing of the production. Following are typical sliding scale royalty 

schedules for the North Slope Area and for the Sou * S, Central Area.
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Sliding scale royalty bidding may be a future bidding method, 

handled in at least 2 ways.
This can be

Industry can be requested to furnish a sliding scale 

royalty bid with the only provision being that the minimum royalty 

be 12.5%. The determination of the winning bid would require 

multiple economic computer analyses. These analyses would be 

based on a multituue of estimates and would therefore vary depending 

on estimates of the input parameters. Industry would most likely, 

and justifiably, contest the awarding of bids by this method.

Industry can be requested to bid royalty percentages having 

equal incremental increases which will be applied to preset 

production steps: or industry can be requested to bid the equal

increment production steps for preset royalty percentages. Bids 

based on either of these alternates (preset production steps or 

preset royalty percentages) can be precisely compared to one 

another and the winning bidder can easily and definitely be 
determined.

Method #2 types of a sliding scale royalty bid is shown in 

the following examples:

EXAMPlE

LEASE AWARDS •'

A lease will be awarded on each tract to the responsible qualified bidder offering 

the highest percentage royalty for the production steps as specified below under Bid 

Method ......... .

ALTERNATE I

Royalty percentages bid, preset production steps.

BID METHOD

All bidders must designate the percentage royalty reserved to the State for each 

of the below listed production steps which are average daily production rates based on 

monthly production volumes for each well as defined in regulations

Minimum royalty percentage as required by State Statutes is 12.5%. A  royal ty percentage of 
is specified for the base production step which is 0 to 1000 B/D and will be
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Joe Green
Blair Wondzell

Sliding Scale Royalty Sched

increased in equal increments for each subsequent production step 
production steps will be utilized:

Average Daily Incremental

Production Rate- Royalty Rate
(Bbls./day) {%)

0-1000 x (f/Z7tJ S i

10 0 1-2 000 x+y '

2001-3000 x+2y
3001-4000 x+3y

4001 and above x+4v

ALTERNATE 2

Production steps bid, preset royalty percentages.

BID METHOD

All bidders must designate the daily average per well production steps for th° 

royalty percentages reserved to the State which are listed below. The daily average 

production steps are based on the monthly production volumes from each well as defined

in regulation     . The production steps above the base step will be increase
by equal increments. The following royalty percentages reserved to the State will be 
utilized.

Incremental Average Daily

Royalty Rate Production Rate

(%) (Bbls./day)
12.5 x ______

25.0 } x+y

37.5 x+2y___
50.0 x+3y___

62.5 ____x+4.y and above
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THE FOLLOWING DOCUMENT(S) MAY NOT FILM 
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B o n e s  b i d d i n g  s h o u l d  b r  a p p l i e d  i n  c r . s o s  u S e v u  t h e  s t a t e  h a s  

e i t h e r ,  . .

{ n j  &  v e r y  g r e a t  d h b b f t t  o f  k n c v l s d g c  - r b o u t  t h e  r s c c - u r c c s  o r

£ b }  T h e '  p r o - s p e e t  i s  o f  c . x t . c e s a e l y  h i g h  r i s k . -  t h e  l e s s o r

h im  l i t t l e  k n c v l c d g *  o f  t h e  r e s o u r c e  e n d  o r  p e c  t e d  * '

v a l ’e»3 r c v e r . u e s  w u l i  b o  s j a r e i a a l * .

T b s  f i r s t  c a s e  f a )  v h t r e  t r a c t s  s i g h t  b s  o x * * u n $ * . i  f o r  B o n u s  

B i d d i n g  c o u l d  b f c  t h a t  o f  a  d r u i n f t g a  o r  n e a r  d r a i u o g s  s i t u a t i o n  

w h e r e  t h e  s s t a t a  w i s h e d  h e  t a a s  i a u z a  i t s . n s - s r  t o r ^ i  d i s c o o n t s d  r e v e n u e s  -  

I t  ^ o v i l d  b e  a d v i s a b l e  t o  n o t  o f f e r  e l l  o f  t h e  t r a c t s  f o r  b O - n v i s  

b i d d i n g ,  b u t  t o  w i t h h e l d  a  p e r c e n t  o f  a c r e a g s  t o  b * h  s o l d  a h  

a  i n t e r  d a t a ,  ( R e p o r t  2 - 7 7 )  -  7 , 1  s o r  s i n c e  r o y a l t y  a n d  o t h e r

b i d d i n g  j s t t h e d a  h a v e  s h o w n  t o  o f f e r  h i g h - t r  e i i p e c H e d  “ a l b a  

r e v e n u e s  f o r  l o w e r  r i s k  C i S - t a  i t  c o u l d  b o  a d v i s a b l e  t o  f t i j ;  ‘ . 

r o y a l t y  b i d d i n g  w i t h  t h e  b o n u s  b i d d i n g ,  a  p r c c t i c - n  f o l l o w e d  

b v  t 3 i &  F e d U . m l  G o v e m h a n t  i n  t h e  r e c e n t  C o b h  I n l e t  0 C 3  s a i e ^

I n  t h e  s e c o n d  c & r £  ( b )  r  c h a t  o f  e ^ t r e a a  h i g h  r i s k # ,  b o n u s  

b i d d i n g  c a n  b e  u s e d  o s  f t  f i l t s r  t o  d e t e r m i n e  c h f t  v a l u e  o f  

j n a r c f i n a l  t r a c t s ,  T h i s  i d  d i s c u s s e d  u n c i & f  t h e  a e c . f c i o a  o n  

( t )  I o > -  p o t e n t i a l ,  h i g h  r i s k  a n d  p r e v i o u s l y  I c e s e d . -

R e p o r t  2 - 7 7  i n d i c a t e s  t h a t  r o s r  v e ^ y  h i g h  r i s k  c f t s e s  a i l  

b i d d i n g  I r , £ t h C & 3  a p p r o a c h  t h y  l e v e l  o f  e r £ > S c f c f t d  v a l u e  i n c c m s

f o r  t h e  s t a t e -  I n  c £ s £ 3  o f  n o a l l ; e n  I  r ? a t ? l n a l  K o t s n t i c l  

r e s e r v o i r s  t h e  b o n u s  b i d  m e t h o d  v i ^ l ]  i t s  e a s e  o f  a < b * i n - £ i r a f c i o n  

n i g h t  « S i o r d  o p  t i n e a  s t a t e  r e v a n u a s -  R e p o r t  2 - 7 7  a l s o  i n d i c a t e s  

t h a t  i n  p r o b a b i l i t y  o £  s u c c e s s  p e r c e n t s  o f  1  p e r c e n t  o r  l e a s  

f c o r . u a  b i d s  c o u l d  a f f o r d  h i g h e r  r e v a l u e s ,  b u t  t h e  s t a t s  s h o u l d  

e n s u r e  t h a t  l e a s i n g  u n d o r  s u c h  n i g h  r i s h  c a d e s  o n l y  o c c u r s  

w h a n ,  s u f f i c i e n t  k n o w l e d g e  i s  g a i n e d  t o  i n d i c a t e  t h a t  t h * s  l a n d  

t o  b o  I a a , w a d  i s  o f  s u c h  f t  l e w  p o t e n t i a l -  F o r  £->: a m p l e r  a  

g e o l o g i c  s t r u c t u r e  £ £ ?  l a r g e  a s  t h e  p r u d h o e  b a y  a n t i c l i n e  

n a y  h a v e  h a d  f t  h i g h  d e g r e e  o f  r i s k  h ' - £ o r o  i t  w a n  c i r . i l l e d  b u t  

i t s  p o b c n f c i s l  t o  h o l d  s n o x h i J O u s  r e s e r v e s  * ? a s  t b v f c * .  B o n u s  

b i d d i n g  s h o u l d  n o t  h a v . e  b e e n  u s e d  i n  t h t h  i . n n t a n c e -

I n  s u r = s < s £ y . '  & c n u 3  b i d d i n g  c a n  b e  u s e d  v i a  a  ' ' •

( 1 )  V a r y  o r a X X  p o t e n t i a l  a r e  e v p ^ c t e c ;

( 2 )  B s r t r e s e  r i s k  i i ;  e x p e c t e d  a n d  t h e  g a i n i n g  o f  s u f f i c i e n t  

h j z o ' l a d g - t  t o  d e t e r m i n e  t h e  o f  r e s e r v o i r s  i s

i m w a r r e n t e d  b e c s u s a -  o £  n a r g i i v s l  t o  l e v  p o t e n t i a l  

i n d i c a t i o n s -

3

i.
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■ v.v'

C-i;

£5)

(35  ^ - - V .J S P
A s l i c in g  r o y a l t y  sh o u ld  i s  c s s s  id s  red  i n  e l l  
bonus b id  c a s e s ;  

T h is  re th o d  c o u ld  ?>& u sed  in  a K ix tu r a  v-fi.th o th e r  
n s th o d s  such a s  Sfoys.lcy b id d in g ; 

A lso c  in  g e n e ra l,. t h i s  eh* chad sh ou ld  cixl-r ha c m  .-ilara-I 
v h e n  leasing in tha Isso desirable errata arcus* 
i»s. thosSi h a l o v  h h s  too 1 0  rajvc*

p .o y s l tv  B id d  ir a / F ir e d  Bonus

R e p o r t  2 - 7 7  indicates t h a t  r o y a l t y  Lidding a n d  profit. shnri.bg 
d e l i v e r  t h s  n i c e s t  erp-bntad v-rslud revenues t o  t h e  s t a t e  o f  
* 1 1  b i d d i n g  rstheds,. I t  is p a r t i c u l a r l y  cSf active* w h a r e  tea 
p r o b a b i l i t y  or c c c u r r s n c a  i s  h i g h  ( i  lc=v risk) sr.d 
e s p e c i a l l y  y h e n  the $jc?eefcea r e s e r v c i r s  ere l o r g a -  A  s l i d i n g  
s e a l s  s h o u l d  lie ad c e d  i n  t b s  d e c l i n i n g  g r a d u a t i o n  y e a r s  t o  
e l i m i n a t e  tbs eroblss o f  p r s a a t u r s  s h u t  ec-vn.. C e e e s  for 
r o y a l t y  b i d d i n g  w e l d  b e  w h s n  *

{1} T he  state bos e r e u g h  kiicyieiga to cissasa th~t -riek S v ^ 1' 
< ^ y ' /*'/ C *

{2; P o t- a n ti* !  r e s e r v o i r s  a r e  nob e jtb resia ly  s t ^ X l  o r  c-r 
■ • e r t r & ^ r l s k , ,  . .

T h e  B e a u fo r t  Sea  s a l s  i s  a  good d k a sp ie  o f  5 c a r e  f o r  u s in g  
R o y a l t y  b i d d i n g  on traces 
c o n s i d e r e d  when leasing i 
d e s i r a b i l i t y  r c e le -

N a t  P r o 2 i t  Pic-ding

:W*v.
g o

> «* 4-x
yi x.%Uii

b i d s  t h a n  t h e  royal to/ o r  £ L e  b o n u s  L i d  ssdths-d*

O f  t h e  35 potential ata£*s l e e  sing a r e a s r t h i s  nsibhod n i g h t  
b e  u s e d  to~ advantage on. t h o s e  ar e a s  Lelcw t h e  t o p  1 0  in 
desirability*

;;orZ< Copsai trgj f

{ S v t a  s e c t i o n  ( t ) > -

T h is  b id d in g  rcthC-d can b o  b e s t  tis*5  vhsra  tiid  e t n t e  h as a  
l a r g e  (i*e>  1 0 0 ,3 0 0 -?- a c t o ? ? )  u rea  o s  probably lev pnterrti?.-! 
v h o ra  in d u s tr y  ha.a sh sv n  a  g e n e r a l  r ic k  o f  i n t e r e s t  ih  
eu p lora .h i o n  and By e ?  £a r in g  2: la r g e  u rea  £c~
leas-a  t o  one lo o s e  c.miar th e  s c u te  p ro v id e s  anjFsjffcsa ir.ee-;;tL v e  
t o  x x u d e r t a k s - )  e x p l o r a t i o n  a n d  t a e  C b s t e  e a : r r t o 3 h i t 6 _ e x p l o r > i o a  

bv  t=sa!d.!i« i t  th e  h i d  v.r.r i n k l e .
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T h i s  “ c i t l K j d  v r r . I d  i . n  r e a c t s  l o v  p o t - 3 r . i - . l a I  h i g h  r i s k

i r * n 2 ,  & a s  o f  th e  s t a t e s  3 u i l e  l i c i t  Iv-nds sv.oh. c.s Arses
X lC  n i g h t  h - v  :V,y-trbi-j? r ^ i r - a d .

T.-'r.-i P o t e n t i a l  s  M i o r .  r i c h  & r , d  P r e v i o u s l y  L e - u s e d  £ c c f c i . O ; i  { ^ }

O n  t h e  b a s i s  c ’i  e t f o i o r a h x c r  K r j r - I e d g ? *  l a t h  o f  i n t e r e s t  b y

in d u s t r y  3pzl re a s o n a b le  a n a ly s is ?  th e  c.apav:tzssn.t. rosy- d o t ,&ry?tin a  
t h a t ,  l a n d s  h a v e  v a r y  l o w  t e i n h i a l  f o r  c - i L  a n d  y i ? . -

A s  a  m e a n s  o f  b c c c n r u g i n g  t h e  e v a l u a t i o n  a n d  p o s s i b l e  

d a v s l o p s s m t  o f  t h e s e  I p v  p o t e n t i a l  I c a c S  t h y  d e p e r t a z s a t  c o u l d  ?

•  '** ’  !  ’
( 1 )  O f f e r  t h s  l a n e s  f o ?  c c u p e t i t i v a  l a a s e  n s i r g  a

b o n u s  b i d  n - i t h  a  s l i d i n g  r o y a l t y - .  A  w l n i p s u a  b i d  

e g u h l  t P  t b a  f i r s t  y e a r n s  r e n t a l s  c O ' u l - 3  b e  t s s d  

b o  f i l t e r  t h s  b i d s .  T h i s  s h o u l d  g i v e  a  c h s d k  o n  
v h &  p o t a u b i a l  o f  t h s  l a n d s .  T h e  s l i d i n g  r o y a l t y  

v o n l d  a c t  o s  a  s a f e g u a r d  f o r  v a r y  l e v  v a l u e  b o n u s  

b i d  t r a c t s  i f  a  d i s c o v e r y  i s  & a d a  i a h a r  o n  t h a  

• •• Xand3 ».., • . • / •
• **• i ! ** •

* \ 2 )  On  t r a d t s  t h a t  r e c e i v e  n o  e c c r s p f c a b i ^  b i d s ,  t h e  ' . . .

c O J r s i i s s - i o a s r  c c u l d .  h o l d  a  rs0 n - - c c n p e t i t i v s  

s i m i l t a n a o u s  c r o w i n g  a f t e r  p r o p e r  n o t i c e  ( 3 0  

d a y s ) .  ' T r u c e s  r i o h  r e c e i v i n g  s p ? £ l e n t i - v c S  f o r  t h e  • '

.  d r a w i n g  C P U  i d  t h e n  b e  o p e n e d  f o r  o v e o r  t b - a c c c n t e r  . . 

a p p l i e s t i c n a .  T r a c t s  c o u l d  b e  o f f e r e d  a t  f i x - i f n  

5 0 v / y e a r  r s n ' c E l s ,  5  y c a t  t e r n s .  A  s l i d i n g  

r o y a l t y  w o u l d  3b v  v , » e d  i n  a l l  c - u s s s  t o  p r o v i d e  a  

r o v a n u e  s a f e g u a r d  a g a i n s i :  f u t u r e  p o t e n t i a l  

d i s c o v e r i e s . ,  . ’ . .

. ( 3 )  I n  s c T ’- e  c a a a s y .  u l l  t r u s t s  n o t  r e c e i v i n g  r . c c u p t b b l n  

b i d s  c o u l d  b - 0  ^ G c r s g a f c e u  . i n t o  l a r g *  b l o c k s  { 1 0 0 , 0 0 0  

a c r e s  o r  r * o r e )  a n d  o c f e r e d  f o r  i f O ' r k  c c c m i t o a e a t  b i d d i n g  

O f  <3o y p l p p z a a t  c o n t r a c t s .  • -
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SU3JECT: 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 KB 8 5 4 -  
O i l  a n d  G a s  l e a s i n g  B i l l

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  a r e  t h e  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  looks for 
i n  a n  a r e a  a t t r a c t i v e  for e xplor a t i o n .

I c o n t e n d  i t  is t h e  a v a i l a b i l i t y  o f  land, n o t  the m e t h o d  b y  
v/hich l a n d  is o f f e r e d ,  tha t is the c r i t i c a l  c o n s i d e r a t i o n .
In 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  b y  the industry, 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  leasi n g .  T h e  m e t h o d s  of l e a s i n g  w i l l  q u i c k l y  b e c o m e  second a r y .

T h i s  c o n t e n t i o n ,  o f  course, w i l l  be d i s p u t e d  b y  t h e  industry.
T h e y  w i l l  a r g u e  t h a t  b e c a u s e  the 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  of l e a s i n g  m e t h o d s  t h e  indust ry 
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 expect. I c o n t e n d  that 
the 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  b e  u s e d  in a sale and w i l l  t h e r e f o r e  h a v e  e nough 
t i m e  to p l a n  f i n a n c i a l  strategy.

I n d u s t r y ' s  c o n t e n t i o n  tha t A l a s k a  m u s t  c o m p e t e  w i t h  other 
a r e a s  in the 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  course, correct. 
T h i s  d o e s  n o t  m e a n ,  however, that A l a s k a  w a s  to s e t t l e  on 
one, or p e r h a p s  two, l e a s i n g  m e t h o d s  so as 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 .  The 
c o m p a n y  c a n  e s t i m a t e  h o w  m u c h  A l a s k a ' s  p r o s p e c t i v e  o i l  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  b e  s p e n t  o n  a particular, 
sale b a s e d  o n  t h e  m e t h o d  of lease 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 ,  of 
course, is t h a t  the o i l  is here and, e v e n t u a l l y ,  t h e  c o m p a n i e s  
w i l l  c o m e  l o o k i n g  f o r  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  and p r e d i c t­
ab i l i t y  w i l l  b e  e s t a b l i s h e d  o n c e  t h e  i n d u s t r y  is c o n v i n c e d  t h a t  
a regular, 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  and g a s  lands has 
b e e n  e s t a b l i s h e d  b y  Alaska. O n c e  l a n d s  a r c  a v a i l a b l e  and 
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 t h e  public, m o s t  
of the 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  by 
the e x e c u t i v e ,  I t hink, d r a m a t i z e s  m y  p o i n t .  I t h i n k  the 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-year l e a s i n g  p r o g r a m  as a g iant 
step 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  though g i v e n  w i d e  p ublic 
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  t h a t  t h e  r e p o r t  will not 
r e s u l t  in m o r e  g o v e r n m e n t a l  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 e v e r ,  I t h i n k  o n  t h e  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  
f o r  t h e  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  i n t o  t h e  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 go vernor. T h e y  f e a r  
" p o l i t i c s "  in l e a sing, a n d  I a m  less sure of t h i s  o n e  t h a t  I 
a m  t h e  l e a s i n g  p r o g r a m  r e p o r t .

T h e  u n d e r l y i n g  c r i t i c i s m  o f  H B  854 y o u  w i l l  h e a r ,  I b e l i e v e ,  i s
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 asing m e t h o d s .  W e  a r e
s a i d  t o  b e  t r y i n g  t o  a d a p t  a l l  t h e  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  w e r e  n o t  d e s i g n e d  t o  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  t h e  a r g u me nt.

I b e l i e v e  I w a s  to t a k e  t h e  f i r s t  c u t  a t  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 
s t u d y .  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 do c l a i m  t o  h a v e  
w e i g h e d  t h e  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  l i k e  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 .  A s  I h a v e  told you, I h a v e  t r i e d  to c o n ­
f r o n t ,  h e a d - o n ,  the: q u e s t i o n  o f  t h e  q u e s t i o n  o f  t h e  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  i n  A l a s k a .  You h a v e  m e n t i o n e d
t h e  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
a n d  I h a v e  i n d i c a t e d  t h a t  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  w i t h  in t h e  l e g i s l a t i o n  I t h i n k  w e  m a y  g e t  t h e r e  in t h e  
f u t u r e .

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  forth the r a t i o n a l e  for 
a n d  s o m e  o f  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 IIB 854.

I

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  rejected. 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 this time, arc the s o - c a l l e d  d u a l­
l e a s i n g  s y s t e m  (Ted S t e v e n s’ 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  l i k e  i t  in O C S  l e g i s l a t i o n .  A l s o ,  t h e  
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  b e  a l l o w e d  a f t e r  o i l  o r  g a s  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  tha t A l a s k a  c a n  k n o w  
b e f o r e  i t  o f f e r s  its l a n d  f o r  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  i t  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 ,  
t h e  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  H R  .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  the "ante" v e r s u s  "post" r o y a l t y  i m pa ct. The 
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 h i s  s t u d y  o f  F e b r u a r y ,  1977 f o r  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  t h a t  t h e  ideal w a y  for a g o v e r n m e n t  (any 
l e s s o r )  t o  d e t e r m i n e  its e c o n o m i c  r e n t  was to d e t e r m i n e  s u c h  
r e n t  a f t e r  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  t h e  s i z e  of t h e  f i e l d  d i s c o v e r e d .  D e t e r m i n i n g  t h e  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  t h e  r e s e r v e s  tax. Its n e w n e s s , 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  b e  
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  wished.
C a n a d a ,  in its n e w  l a w  for l e a s i n g  of the 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  charge. P e r h a p s ,  it w i l l  
b e  i n  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  that 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  b e  n e e d e d  in t h e  f u t u r e ,  they 
s h o u l d  n o t  b e  d e a l t  w i t h  in t h i s  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  t o  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  t h e  m u c h  needed, g e o l o g i c a l  and. g e o ­
p h y s i c a l  i n f o r m a t i o n  data, b 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  b a s i c  p o l i c y  c h ar ge. R a t h e r  t h a n  i n c e n t i v e s ,  
w e  b e l i e v e  t h e  p a c e  o f  e x p l o r a t i o n  can b e s t  b e  d e t e r m i n e d  
a t  t h e  t i m e  a n d  b y  t h e  terms  of t h e  o r i g i n a l  lease. And, a s  
I n o t e  l a ter, 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  b e  used 
to 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  t h e  w o r l d  t o w a r d  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  toward 
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 .  W e  r e­
jec t e d  b o t h  o f  t h e s e  i deas f o r  A l aska. 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 l o n g  as tphe s t a t e  has t h e  f l e x i b i l i t y  
to d e a l  w i t h  t h e  m a n y  a n d  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 at all, 
ca n  be 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  t h a n  by b u­
rea u c r a t s .

Ag a i n ,  t h e  p e t r o l e u m  industr y, not 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  a n d  p r e d i c t a b l e  l e a s i n g  p o l i c y "  - Tom 
Kelly. " T h e  i n d u s t r y  w i l 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  an o r d e r l y  c o n t r a c t  and 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  i n  t h e  state" - Pennzoil .

The s t a t e ' s  n e e d  for 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 h e  i n d u s t r y ' s  d e s i r e
for p r e d i c t a b i l i t y .  O n e  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 ar as to say t h a t  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  change) a m o u n t s  to
" o v e r k i l l "  arid m a k e s  A l a s k a  an " 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  saying : "We c o n s i d e r

this to b e  capricj.ous". A G O  54^732

In the n a m e  of p r e d i c t a b i l i t y  and c e r t a i n t y ,  oil o p e r a t o r s  of 
size a l m o s t  w i t h o u t  e x c e p t i o n  opt for the c a s h  b o n u s  b i d  w i t h  
a fixed r o y a l t y  as 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  •
4 - ^ -r. -!  ---1 l- -'1_________ n v i n J  i ■ I "■ ■■■■ ■■ ■ " ■■■ ■



M E M O R A N D U M  P a g e  4 
To: L e R e s c h e
F r o m :  R o d e r i c k
Re: IIB 854

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  lav; so t h a t  i t  m a y  
a d j u s t  t o  c h a n g e s  as t h e y  o c cur. T h e  world, 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 i n  a s tate 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  t w o  d e c a d e s  for w h i c h  this bill  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  s u r e  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  be 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  t h e  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 t h e  
w o r l d .  It w i l l  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  a t  l e a s t  t h e  n e x t  t w o  d e c a d e s ,  p r o b a b l y  m u c h  l o n g e r .
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 .  A s  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  t h e  a l t e r n a t i v e  m e t h o d s  it can 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 .  H B  854, w e  b e l ieve,  o n c e  i t  is e n a c t e d  
a n d  i n  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  t h e  c e r t a i n t y  i t  
r e q u i r e s .  A d m i t t e d l y ,  i t  c a l l s  for S tate land 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  than b o n u s  bid w h e r e  f e a s i b l e .  
T h e  b i l l  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  these 
m e t h o d s  a r e  in p l a c e  a n d  h a v e  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  l a s t  w o r d  on f l e x i b i l i t y .’ In a d d i t i o n  to the St ate, 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  g a s  e x p l o r a t i o n  f or 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 eases a r e  i s s u e d  
b y  t h e s e  e n t i t i e s  w i l l  i n c l u d e  a l l  the v a r i a b l e s  a d d r e s s e d  
i n  H B  854, and, u n d o u b t e d l y ,  m o r e .  To p r o t e c t  its i n t e r e s t  
a n d  t o  o p e r a t e  e f f e c t i v e l y  i n  t h i s  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 ,  t h e  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  lav; 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 s e d  l i s t  o f  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  of 5 years. A l l  o p e r a t o r s  w a n t  a  lea se t e r m  as l o n g  
a s  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." exist. T h e  m a j o r s  
u s u a l l y  k n o w  w h a t  t h e y  i n t e n d  doing w h e n  t h e y  b i d  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  argue t h a t  t h e y  n e e d  
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  together. T h e  S t a t e ' s  
i n t e r e s t  is to h a v e  l e a s e s  e x p l o r e d  and 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  t h e  b o oks 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 f i v e  y ears. 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 p o s s i b l e ,  or the land 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  operator.

T h e  t i m e  b e t w e e n  C o o k  I n l e t  l e a s e  sales in 1 9 6 2  a n d  1 9 6 5  
u n t i l  uirst p r o d u c t i o n  w a s  b e g u n  from M i d d l e  G r o u n d ,
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M E M O R A N D U M  P a g e  5 
To: L e R e s c h e  
From: R o d e r i c k  
Re: H B  854

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 a r s .  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  
date. A v e r a g e  time f r o m  sale 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  before, I b e l i e v e  t h i s  is the 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  i d e a l  w o u l d  be f o r  t h e  
c o m m i s s i o n e r  t o  h a v e  disc* u t i o n  t o  s e t  t h e  l e n g t h  of 
t h e  l ease, b u t  I do not  u e l i e v a  the l e g i s l a t u r e  or 
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  of l e a s i n g
i

. 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  
l e 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  true 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 likely" - (Champlin P e t r o l e u m ) .
S a m e  l a c k  o f  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  
t o  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  to state, t o o  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  edito 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 - H 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 i t  the U S G S  m  A n c h o r a g e  (Jones, 
e t  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  forced 
i t  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 be 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  f o r  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  it 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  t he 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 ire. In fact, i t  c a n  b e  used 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  b e  ex plored. T h e r e  c a n  b e  a n  e l e m e n t  of 
i n c e n t i v e  i n  this m e thod.

T o m  K e l l y  sees the use of w o r k  c o m m A mients as p r e­
em p t i n g  s m a l l  compan ies. (It is i n t e r e s t i n g  to n o t e  
t h a t  C h e v r o n  f a v o r e d  the w o r k  c o m m i t m e n t  so long a s  
t h e  b o n u s  o r  r o y a l t y  w a s  f i x e d  and t h e  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  
h a s  b e e n  fixed. Fra nk l y ,  I d o n ' t  q u i t e  u n d e r­
s t a n d  h i s  argum e n t ,  and 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  
t h e m  to e x p lore. 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  
v/orks 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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r a g e  o 
T o : L e R e s c h e  
F r o m :  R o d e r i c k  
Re: H B  854

h i m / b u t  w e  a g r e e  t h a t  it is u n l i k e l y  t h a t  t h e  
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  t e r m s  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  sales.)

c. 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  
of 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  
to y o u r  letter . A l l  in t h e  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  
in  file), f e e l  t h i s  is a  m o s t  s a t i s f a c t o r y  a n s w e r .
V7e are 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  
th 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 c t o r s  w h i c h  m u s t  b e  t a k e n  i n t o  c o n s i d e r a t i o n  
i n  s e t t i n g  t h e  a p p r o p r i a t e  s c a l e  f o r  a n  area.

d. N e t  p r o f i t  w i l l  b e  o b j e c t e d  to b e c a u s e  i t  g e t s  t h e  
g o v e r n m e n t  i n t o  t h e  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  
Li p t o n ,  E r i c k s o n ,  e t  al w i l l  a r g u e  i t  r e t u r n s  t h e  
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 t h e  b e s t  
w a y  if " g o l d  p l a t i n g  " c a n  be 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 .

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  
(rather t h a n  p r e s e n t  5 0 0 , 0 0’0) 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 m a j o r s .  T h e  r e d u c t i o n  i n  t h e  m a x i m u m  
is o b v i o u s l y  a i m e d  a t  t h e  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  a s  
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  b e  h e l pful. No o t h e r  s t a t e  .that I 
a m  a w a r e  of, h a s  a n  a c r e a g e  l i m i t a t i o n .  B u t  n o  o t h e r  
s t a t e  is A l a s k a ' s  s i z e  n o r  h a s  a n y  s t a t e  t e n s  o f  m i l l i o n s  
of 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 an a c r e a g e  m a x i m u m  f o r  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  a n d  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  i t  v/as 
46,080.

A f t e r  1961, A l a s k a ' s  r o s e  to 300, 000 i n  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  o f  the Y u k o n  R iv er) a n d
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  t h e  a c r e a g e  l i m i t a t i o n  is 2 4 6 , 0 0 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 A l a s k a .
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To: L e R e s c h e  
F r o m :  R o d e r i c k  
Re: H B  854

F i n a l l y ,  n o t e  t h a t  in H B  854 c o m p a n i e s  a r e  g i v e n  five 
y e a r s  f r o m  t h e  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  t h e  200,000 a c r e  m a x i m u m .

H o p e f u l l y ,  a l e s s e r  u p l a n d  a c r e a g e  m a x i m u m  in A laska 
w i l l  a c t  as, ’al b e i t  a small, i n c e n t i v e  f or companies 
o t h e r  t h a n  t h e  m a j o r s  n o w  h e r e  to e x p l o r e  i n  Alaska.

4. T h e  s t a t e ' s  r i g h t  to p u r c h a s e  u p  to 16 2/3% o f  the o i l
a n d  100 % o f  t h e  g a s  w i l l  be o p p o s e d  o n  t h e  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  for 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  t o  f i n d  and u s e  the oil- a n d  gas. W e  should 
b e  c a r e f u l  o f  this one, b u t  s u f f i c e  to s a y  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  lav/ (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  or 
t e s t e d  i n  c ourt, r e m a i n s  o n  t h e  books.’ (a c o p y  attached) .

5. R e n t a l s  m a y  b e  o p p o s e d  as b e i n g  too 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 u p  t h e  r e n t a l  at"" l e a s t  150% each
y e a r  o n  s h u t - i n  leases m a y  b e g i n  to b i n d  t h e  o p e rator 
w i t h o u t  a  m a r k e t ,  b u t  t h ere 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 
t h e  r e s e r v e s  tax concept, w h i c h  .1 d o n ' t  b e l i e v e  will 
s o l v e  t h e  probl e m .

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  t h e  .industry. T o m  K e l l y  c o m m e n t s

V t h a t  s u c h  l e a s e s  should  b e  p f f e r e d  i m m e d i a t e l y  (automatically?)
a f t e r  t h e  c o m p e t i t i v e  sale.

P l e a s e  n o t e  t h a t  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  t h r e e  options. 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 ,  
a t  a n y  t i m e  u p  to 5 y e a r s  a f t e r  r e c e i v i n g  n o  bids, or 
n o t  a t  all. If ho i n t e n d e d  to o f f e r  t r a c t s  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  a f t e r  a c o m p e t i t i v e  s a l e  he w o u l d ’so 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 a r g u e d ,  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 n l e s s  t he o p e r a t o r  k n o w s  b e f o r e  hand t h a t  
h e  c a n  f i l l  o u t  his b l o c k  of a c r e a g e ,  lie is a t  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  
i n t o  c o n s i d e r a t i o n  b e f o r e  he n o t i c e s  a sale.

M i l t o n  L i p t o n ,  G r e g g  E r i c k s o n  a n d  o t h e r s  m a y  o p p o s e  t h i s
o p e n - e n d e d  a u t h o r i t y  to l e a s e  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  on the g r o u n d s  that a n
a d m i n i s t r a t o r  m i g h t  rig a c o m p e  t i v e  s a l e  so t h a t  it
w i l l  n o t  e l i c i t  bids so t h a t  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  be 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 exist these d a y s ,  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 AG0 54̂ 73^
too n a i v e .
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M E M O R A N D U M  P a g e  C 
T o : L e R e s c h e
F r o m :  R o d e r i c k  
Re: H B  854

7. S e a l e d  b i d s  o r  o r a l  a u c t i o n  o r  s l i d i n g  s e a l e d  bids
(like A l b e r t a ) . H B  854 p e r m i t s  the c o m m i s s i o n e r  to u s e  
a n y  or a l l  o f  t h e s e .  S e a l e d  bids v/ill be m o s t  c o m m o n l y  
used. T h e y  a r e  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  in N e w  M e x i c o  iind C o l o rado. 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  " l o w  p o t e n t i a l "  l a n d  so a s  to a v o i d

• . . p r e p a r i n g  b i d  f o r m s  a n d  " l e a v i n g  m o n e y  o n  t h e  t a b l e . "
N e w  M e x i c o ,  o n  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  i t  p e r c e i v e s  t h a t  t h e r e  v/ill be 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  t h 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  b y  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  f r o m  o n e  t r a c t  
to 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  to w i n  o n  t r a c t  1, h e  c a n  d i r e c t  h i s  b o n u s  be 
s l i d  to t r a c t  2, a n d  s o  on.

• : T o m  Kelly, w h e n  c o m m i s s i o n e r ,  had h i s  s t a f f  i n v e s t i g a t e
t h i s  s l i d i n g  b i d  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  be u s e d  f o r  the 1969 P r u d h o e  B a y  $ 9 0 0  m i l l i o n  sale.

• T h e  idea v/as 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  o n  
t h e  g r o u n d s  t h a t  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 t h e  t i m e  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 ,  t h e  a d v a n t a g e  to the s t a t e  w o u l d  b e  t h a t  
m o r e  m o n e y  w o u l d  b e  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  

•. t o  slide. B e f o r e  a c t u a l l y  u s i n g  this s y s t e m ,  A l b e r t a ' s  
p r o c e d u r e s  s h o u l d  b e  s t u d i e d  again.

• 7
'8. B y  r e g u l a t i o n ,  t h e  l e s s e e  m a y  earn  o n l y  t o  t h e  d e p t h
. d r i l l e d ( j ) .  I e n v i s i o n  t h a 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  u n t i l  i t  f e l t  d e e p e r  h o r i z o n s  c o n t a i n e d  
oil, a n d  t h e n  v/ould g i v e  t h e  l e s s e e  a r e a s o n a b l e  t i m e  
t o  e x p l o r e  d e e p e r .  If the l esse e f a i l e d  to d r i l l  d e eper,  
t h e  d e e p e r  h o r i z o n s  w o u l d  b e  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 t h i s  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 e a s e  c o n t r a c t s  
w i t h  all t h a t  p o l i t i c a l  c o n t r o v e r s y .

I v/ill 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  of 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  by t i g h t e n i n g  
u p  terms of the l e a s e  f o r m  to r e g 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  a t  t he r e q u e s t  of the s tate.
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C H A P T E R  26 

A N  A C T  *.

JIELATIKC 7 0  S T A T E  L A N D S ;  R E Q U I R I N G  T O E  C O JO T IS SI0 HE 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 O E  S T A T E  I K  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  S T A T E  L A N T 3  G R A N T I N G  A N Y  I N T E R E S T  I K O R  R I C H T S  T O  M I N E R A L S  O F  

W H A T S O E V E R  R I N D ,  I N C L U D I N G  O I L  A N D  C A S ;  P R O V I D I K C  F O R  A  W A I V E R  O F  T O 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 F  R E S E R V E D  M I N E R A L S .

B E  I T E N A C T E D  BY T O E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  H E W  MEXICO*.

S e c t i o n  1. C O M M I S S I O N E R  O F  T U B L I C  L A N D S  V I  R E S E R V E  C E R T A I N  

H I C K T S  T O  T O E  S T A T E  I K  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 K 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  I K  S T A T E  U S D S . — I n  a n y  l e a s e  or

o t h e r  c o n v e y a n c e  o f a t a t e  l an ds  g r a n t i n g  a n y  i n t e r e s t  i n or r i g h t s  to

nir.erals oC w h a t s o e v e r  k i n d , I n c l u d i n g  o i l  a n d  ga s,  in t h o s e  l a n ds  

e x e c u t e d  b y  the 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  a f t e r  t he e f f e c t i v e • •
d a t e  of thi 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 r i g h t s  to t hu 

s t a t e  s h a l l b e  c a d e !  " T h e  o t a t e  h as a c o n t i n u i n g  o p t i o n  to p u r c h a s e  

at a n y  tim e and f r o m  c i ae  to d o e ,  at t h e  m a r k e t  p r i c e  prcv/aillng in 

the a r e a  o n  the d a t e  o f  p u r c h a s e ,  a Ll  o r  p a r t  o f  a n y  m i n e r a l s  ( s p e c i f y  

the m i n e r a l s )  ch at m a y  b e  p r o d u c e d  f r o o  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  c o n v e y a n c e ) . 1'..

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 F  R I C H T S  IK 

L E A S E S  O R  C O N V E Y A N C E  F 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 m m i s s i o n e r  of p u b l i c  l a n d s  n a y  v a l v e  b y  w r i t t e n

o r d e r  th e r e s e r v a t i o n  o f r i g h t s  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 e

in r e s p e c t  Co a n y  s p e c i fic x i n e r n l ,  o t h e r  t h a n  f o s s i l  fuels, for  w h i c h

•CiR.CS/M8 t i l
rove d M a r c h  9, 1 97 3

t he 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 s tate , b ut s u c h  3 

o r d e r  n a y  b e  m a d e  only;

(1) a f t e r  w r i t t e n  n o t i c e  is n a i l e d  b y  c e r t i f i e d  m a i l  

at l e a s t  t w e n t y  d a y*  b e f o r e  the h e a r i n g  r e q u i r e d  b y P a r a g r a p h  (3)* of. 

th is  s u b s e c t i o n  to the g o v e r n o r ;

(2) a f t e r  n o t i c e  o f  t he h e a r i n g  r e q u i r e d  by Pur.-.grapi
e *

(3) of t h i s  s u b s e c t i o n  is p o s t e d  in the s a n 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 ea s e s  is r e q u i r e d  to b e  p o s t e d  u n d er  S e c t i o n  

7 -9 -3 4 K M S A  19S3;
• %

(3) a f t e r  a p u b l i c  h e a r i n g  on the i s s ue  of w a i v e r

u n d e r  this s u b s e c t i o n  h s s  b e e n  h e l d  b y the c o m m i s s i o n e r  of p u b l i c  8

lon do  o r  h i s  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 e d u r e s  

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  land s;  ar.d

. (4) if t he coir.nlssloner o f p u b l i c  l an d s f i nds  a f ter

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  tha t a w a i v r  of the 

p r o v i s i o n  w o u l d  be in the b es t  i n t e r e s t s  of t he trust  b e n e f i c i a r i e s  

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 c n e fi tc .

D. A  w a i v e r  g r a n t e d  u n d e -  S u b s e c t i o n  A  of this s e c t i o n  

s h a l l  be l i m i t e d  to a d e f i n i t e  p e r i o d  of t i n e  n ot  to e xc e ed  f i v e

y ea rs . W a i v e r s  n a y  b e  r e n r w e d  by t he corcml*sioner b u t  o n l y  a f ter

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 ec t io n .

S e c t i o n  3. D I S P O S A L  O F  M I N E R A L S  BY CO fDI ISSIONER O F  P U B L I C  LAN D S .®  

— T h e  c o m m i s s i o n e r  of p u b l i c  l a n d * s h a l l  d i s p o s e  of a ny w l n t r a l a  S ’ 

res e r v e d  u n d e r  t hi 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 t o’ga ln  g p

ths m a x i m u m  b e n e f i t  Cor t he  t r u s t  b c n c f l c l a r l e * . ____________________________ H
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I a m  Ro d  L, B o a n e , D i s t r i c t  Ma n a g e r  f o r  t h e  A l a s k a  Ex p l o r a ­

t i o n  D i s t r i c t  o f Ex x o n  Co m p a n y , U.S.A. I a p p r e c i a t e  t h e

OPPORTUNITY TO BE HERE TODAY AND PRESENT THE VIEWS OF MY COMPANY 

CONCERNING THE PROPOSED LEASING POLICY BlLL.

F i r s t , l e t  m e  s a y  t h a t  Ex x o n  b e l i e v e s  t h e  e x i s t i n g  p r o v i s i o n s  

o f  S e c t i o n  33.05,180 o f  t h e  A l a s k a  St a t u t e s  a r e  q u i t e  s a t i s ­

f a c t o r y  IN ADMINISTERING ADEQUATE CONTROL OVER EXPLORATORY AND 

DEVELOPMENT ACTIVITIES ON STATE LEASES, FURTHERMORE, THE EXISTING 

LEASING PROVISIONS HAVE BEEN VERY SUCCESSFUL IN PROVIDING THE 

INCENTIVE FOR THE PETROLEUM INDUSTRY TO DISCOVER PRUDHOE BAY,

THE LARGEST OIL FIELD IN UORTH AMERICA, PLUS FOUR OTHER MAJOR OIL 

FIELDS INCLUDED IN THE TOP 100 OIL FIELDS IN THE U.S. In OTHER 

WORDS, THE SUCCESS OF THE CURRENT SYSTEM IS AN ESTABLISHED FACT, 

AND IS A TRIBUTE TO THE FORESIGHT OF THE FIRST LEGISLATURE WHICH 

ENACTED THE PRESENT LEASING ACT SOME EIGHTEEN YEARS AGO, INSTEAD 

OF REPEALING THE PRESENT LEASING SYSTEM, WHAT IS NEEDED TO 

REJUVENATE EXPLORATION ACTIVITY IN ALASKA IS A RESTORATION OF 

COMPETITIVE LEASE SALES UNDER THE CURRENT PROVISIONS OF AS 38,05,
130, T h e r e f o r e , w e  d o  n o t  b e l i e v e  t h e s e  n e w  a m e n d m e n t s  t o  t h e  

St a t u t e s  a r e  n e e d e d  t o  p r o t e c t  t h e  p u b l i c  i n t e r e s t , On t h e

CONTRARY, WE THINK THE PROPOSED AMENDMENTS WOULD CREATE UN­

NECESSARILY INVOLVED AND CUMBERSOME PROCEDURES THAT WILL NEITHER 

FOSTER NEEDED EXPLORATION NOR BENEFIT THE STATE OF ALASKA,

A l t h o u g h  w e  t a k e  e x c e p t i o n  t o  m a n y  o f t h e  f e a t u r e s  o f  t h e  p r o p o s e d
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AMENDMENTS/ IN THE INTEREST OF TIME/ I INTEND TO DISCUSS ONLY 

THE MORE TROUBLESOME PROVISIONS/ WITH PARTICULAR EMPHASIS ON 

THE PROPOSED BIDDING METHODS,

Ex x o n  b e l i e v e s  t h a t  t h e  b e s t  m e t h o d  f o r  a w a r d i n g  l e a s e s  is

ON A CASH BONUS BASIS WITH A FIXED ROYALTY WHICH IS IN THE CURRENT

l a w . T h i s  s y s t e m  h a s  s e v e r a l  a d v a n t a g e s  w h i c h  I w o u l d  l i k e  t o

REVIEW,

FIRST/ t h e  s u c c e s s f u l  b i d d e r  s e e s  v e r y  s t r o n g  i n c e n t i v e s

TO EXPLORE AND DEVELOP RAPIDLY AND TO RECOVER THE MAXIMUM 

ECONOMIC VOLUME OF HYDROCARBONS, THIS IS NECESSARY IN 

ORDER FOR HIM TO MAXIMIZE THE RETURN ON THE CASH BONUS 

INVESTED,

SECOND/ UNDER THE CASH BONUS SYSTEM/ THE STATE BEARS NONE 

OF THE RISK THAT COMMERCIAL RESERVES WILL NOT BE FOUND,

T h i s  r i s k  is p l a c e d  d i r e c t l y  o n  i n d u s t r y  w h e r e  it b e l o n g s , 

T h i s  is a p a r t i c u l a r l y  c r i t i c a l  c o n c e p t  in a  f r o n t i e r  

p r o v i n c e  s u c h  a s  A l a s k a  w h e r e  v e r y  l i t t l e  e x p l o r a t o r y  

d r i l l i n g  h a s o c c u r r e d  a n d  t h u s  v e r y  l i t t l e  is k n o w n  a b o u t

THE OIL AND GAS POTENTIAL OF MOST OF THE STATE, THE G u LF

o f A l a s k a  h i s t o r y  s h o u l d  p r o v e  t h i s  p o i n t  a s / t h u s  f a r / 

n o  c o m m e r c i a l  d i s c o v e r y  h a s  b e e n  m a d e , A n o t h e r  e x a m p l e

OF THIS POINT IS THE NORTH SLOPE SALE OF 1969.

THIRD/ u n d e r  t h e  c a s h  b o n u s  s y s t e m  t h e r e  is n o p o s s i b l e

WAY THAT THE AWARDS WILL BE MADE IN AN ARBITRARY MANNER 

SINCE THE HIGHEST BID IS OBVIOUS, THIS IS NOT THE CASE 

FOR OTHER SYSTEMS WHICH WE WILL DISCUSS LATER,
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FINALLY/ THE SYSTEM IS SIMPLE AND INEXPENSIVE TO ADMINISTER.

The St a t e w o u l d n o t h a v e to e x p a n d its s ta ff t o c o n t i n u e

THE CASH BONUS SYSTEM/ WHEREAS OTHER SYSTEMS WILL REQUIRE 

A LARGER STAFF. THE INTEGRITY OF THE SYSTEM WOULD NOT BE 

AFFECTED BY FUTURE EVENTS SUCH AS REDUCTION OF ROYALTY OR 

DETERMINATION OF OPERATOPY EFFICIENCY. THESE PROBLEMS 

WILL BE DISCUSSED LATER.

Pr o p o n e n t s of a l t e r n a t e b i d d i n g h a v e s t a t e d t h a t c a s h b o n u s

BIDDING DOES NOT ENSURE THE PUBLIC A FAIR RETURN ON ACREAGE LEASED.

They also argue that cash bonus bidding reduces competition. W e

DISAGREE WITH THESE STATEMENTS/ AND I'LL DISCUSS GULF OF MEXICO 

EXPERIENCE WHICH IS THE BASIS FOR OUR CONCLUSIONS. It SHOULD BE 

NOTED THAT IN A HIGH COST/ HIGH RISK ENVIRONMENT/ COMPETITION 

WILL REMAIN HIGH ONLY IF THE POTENTIAL FOR HIGH REWARD EXISTS.

This a l l o w s t h e few s u c c e s s e s to c o v e r t h e c o s t s of th e m a n y

FAILURES.

Twe Gulf of Me x i c o is one a r e a t h a t has had e n o u g h s a l e s /

DISCOVERIES/ AND PRODUCTION TO ALLOW AN EVALUATION OF THE CASH 

BONUS SYSTEM. DATA PUBLISHED BY THE U.S.G.S. SHOWS THAT THE 

GOVERNMENT HAS RECEIVED AN EXCELLENT RETURN. FROM 1953 THROUGH 

1976/ BONUSES/ RENT/ AND ROYALTY PAID TO THE U.S. GOVERNMENT 

HAVE AMOUNTED TO 33% OF THE TOTAL OCS REVENUE. NUMEROUS STUDIES 

HAVE BEEN CONDUCTED THAT INDICATE THAT INDUSTRY RETURN ON OCS 

OPERATIONS IS ABOUT 77a,
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Th e s e s t u d i e s in dica te t h a t i n d u s t r y has n o t e a r n e d an e x c e s s i v e 

r e t u r n ,

For this same time period/ new bidders have been successful 

in purchasing acreage in all BUT 3 OF THE 24 general sales. A

TOTAL OF 172 COMPANIES HAVE BEEN SUCCESSFUL IN PURCHASING ACREAGE

in t h e OCS (as of 1/1/77), This d o e s not s u p p o r t the c l a i m t h a t

CASH BONUS BIDDING RESTRICTS COMPETITION. It IS ALSO DIFFICULT 

TO CONCLUDE THAT AN INDUSTRY WHICH IS EARNING A 71 RATE CF RETURN 

IS NON-COMPETITIVE, In FACT/ THIS WOULD LEAD ONE TO DRAW THE 

CONCLUSION THAT COMPETITION FOR OCS LEASES UNDER THE CASH BONUS 

SYSTEM HAS BEEN INTENSE,

NOW I WOULD LIKE TO COMPARE THE ALTERNATE BIDDING METHODS PRO­

POSED IN THIS LEGISLATION TO THE CURRENT SYSTEM OF CASH BONUS BIDDING 

WITH FIXED ROYALTY. BASICALLY/ THE PROPOSED ALTERNATIVE BIDDING 

METHODS FALL INTO TWO CATEGORIES, THE FIRST CATEGORY INVOLVED 

SOME FORM OF ROYALTY BIDDING, THE SECOND CATEGORY USES SOME
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FORM OF NET-PROFIT BIDDING. BO TH  CATEGORIES REQUIRE A CASH 

BONUS/ EITHER AS A BID VARIABLE OR A FIXED AMOUNT, Le t 's FIRST 

EXAMINE THE ROYALTY BIDDING SYSTEMS,

(1) IT IS NOT UNCOMMON FOR OPERATORS TO DISCOVER RESERVES 

OF LESSER MAGNITUDE THAN ANTICIPATED. Wl TH  HIGHER ROYALTY/ WHICH 

WOULD BE EXPECTED UNDER A ROYALTY BID SYSTEM/ SOME OF THESE DIS­

COVERIES COULD NOT BE DEVELOPED PROFITABLY UNLESS THE STATE AGREED 

TO ACCEPT A LOWER ROYALTY THAN ORIGINALLY BID, DOWNWARD ADJUST­

MENT IN ROYALTY RATE PRIOR IQ. ANY DEVELOPMENT WOULD BE DIFFICULT 

TO ADMINISTER AND COULD UNDERMINE THE INTEGRITY OF THIS BIDDING

s y s t e m , Se c t i o n 38.05.180(j ) a l l o w s the Co m m i s s i o n e r to a d o p t

REGULATIONS FOR REDUCTION OF ROYALTY AFTER TWO YEARS OF PRODUCTION,

This w i l l not a l l o w d e v e l o p m e n t of m a r g i n a l r e s e r v e s s i n c e no

PRUDENT OPERATOR WILL DEVELOP A PROPERTY KNOWING THAT IT WILL BE 

UNECONOMICAL/ BUT IN HOPES OF OBTAINING A LOWER ROYALTY AFTER 

TWO YEARS,

(2) W ith r o y a l t y b i d d i n g / the s u c c e s s f u l b i d d e r d o e s not

HAVE A STRONG INCENTIVE FOR RAPID EXPLORATION AND DEVELOPMENT 

SINCE FRONT-END CASH INVESTMENT IS SMALL, SPECULATORS COULD 

THEREFORE SEE INCENTIVES TO ACQUIRE LEASEHOLD INTEREST/ AND THEN 

DELAY EXPLORATORY DRILLING IN HOPES THAT OTHER NEARBY OPERATORS 

WILL CONDUCT EXPLORATION. If THESE OPERATORS ARE SUCCESSFUL/

THE SPECULATORS CAN CASH IN WITH MINIMAL RISK, THIS SITUATION 

WOULD OBVIOUSLY RESULT IN DELAYED EXPLORATION AND DEVELOPMENT 

ACTIVITIES,
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(3) W ith e x c l u s i v e r o y a l t y b i d d i n g / t h e p u b l i c b e a r s t h e

MAJOR PORTION OF THE EXPLORATION RISK BECAUSE IF THE TRACT

DOESN'T CONTAIN COMMERCIAL HYDROCARBON RESERVES/ AS THE MAJORITY 

WILL NOT/ THE PUBLIC RECEIVES NO COMPENSATION WHATEVER, W e 

STRONGLY BELIEVE THAT RISK-TAKING AND ITS ASSOCIATED REWARDS OR 

LOSSES ARE MORE PROPERLY THE PROVINCE OF PRIVATE ENTERPRISE,

An o t h e r r o y a l t y b i d d i n g s y s t e m in vo l v e s s l i d i n g s c a l e r o y a l t y

WHICH CAN EITHER BE THE BID VARIABLE OR USED IN COMBINATION WITH A 

CASH BONUS BID, In THE CASE WHERE THE SLIDING SCALE ROYALTY IS 

THE BID VARIABLE/ IT WILL BE EXTREMELY DIFFICULT TO COMPARE BIDS 

UNLESS YOU KNOW THE TOTAL RESERVES, THE PRICE AT WHICH PRODUCTION 

WOULD BE SOLD/ AND THE RATE OF PRODUCTION. SHOULD PRODUCTION BE 

ESTABLISHED/ SLIDING ROYALTY COULD CAUSE WIDELY DIFFERING POSITIONS 

TO DEVELOP BETWEEN OPERATORS AND THE STATE, In AN EFFORT TO MAXI­

MIZE ITS INCOME, THE STATE COULD REQUIRE OPERATORS TO MAKE INVEST­

MENTS FOR PRODUCTION INCREASES WHICH WOULD EARN A MARGINAL OR 

SUBMARGINAL RETURN, THIS COULD RESULT IN PREMATURE ABANDONMENT OF 

THE PROPERTY. ALSO, UNITIZATION OF TRACTS WITH DIFFERENT ROYALTY 

BASES OR SLIDING SCALE TRACTS WITH CASH BONUS TRACTS WOULD BE A 

VERY COMPLEX AND DIFFICULT JOB AND COULD DELAY DEVELOPMENT OF A 

DISCOVERY.

WOW LET'S LOOK AT THE SECOND BIDDING CATEGORY, A PROFIT- 

SHARING SYSTEM, WHICH HAS MOST OF THE SAME ADVERSE CHARACTERISTICS 

AS ROYALTY BIDDING, BUT WITH FOUR ADDED COMPLICATIONS AND DIS­

ADVANTAGES,
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(1) Using net profits will be much like selecting a con­

tractor TO PERFORM A JOB ON A COST-PLUS BASIS, THE OPERATING 

EFFICIENCY OF THE BIDDER COULD BECOME AN IMPORTANT CONSIDERATION 

IN DETERMINING WHICH OF SEVERAL BIDDERS HAD SUBMITTED THE HIGH BID 

INASMUCH AS THE PROCEEDS TO BE RECEIVED BY THE PUBLIC WOULD BE A 

DIRECT FUNCTION OF THE EFFICIENCY OF THE OPERATOR, THUS/ THE 

SUCCESSFUL BIDDER WOULD NO LONGER BE OBVIOUS. SlNCE THE RELATIVE 

OPERATING EFFICIENCY OF COMPANIES CANNOT BE DETERMINED QUANTITA­

TIVELY/ the Commissioner could be vulnerable to charges that bid

AWARDS WERE BEING MADE IN AN ARBITRARY OR DISCRIMINATORY MANNER,

This w o u l d a f f e c t t h e i n t e g r i t y of t h e s y s t e m as was p r e v i o u s l y

MENTIONED,

(2) A PROFIT-SHARING SYSTEM WOULD BE DIFFICULT AND COSTLY 

TO ADMINISTER. A LARGE ADMINISTRATIVE ORGANIZATION WOULD LIKELY 

BE ESTABLISHED TO AUDIT AND MONITOR THE CONTINUING ACTIVITIES OF

l e s s e e s , D i s c r e t i o n a r y j u d g m e n t s w o u l d be r e q u i r e d by the St a t e

WITH REGARD TO WHAT COSTS WERE TO BE INCLUDED OR REJECTED IN THE 

PROFIT BASE. 1

\

(3) A PROFIT-SHARING SYSTEM WOULD SIGNIFICANTLY REDUCE THE 

INCENTIVE FOR A SUCCESSFUL BIDDER TO OPERATE AT MAXIMUM EFFICIENCY.

Any p r u d e n t o p e r a t o r u t i l i z e s a p r i o r i t y s y s t e m w h e n r e s t r a i n t s

OF EITHER MANPOWER OR MATERIALS CREATE LIMITATIONS, WH E N THESE 

RESTRAINTS EXIST/ NET"PROFIT TRACTS WILL HAVE LOW PRIORITY, THE 

RESULT - REDUCTION OF EFFICIENCY, It WOULD REDUCE THE INCENTIVE 

FOR EARLY DEVELOPMENT OF TECHNOLOGY BY INDUSTRY, UNDER A PROFIT-
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SHARING SYSTEM/ TECHNOLOGY WILL ONLY BE DEVELOPED WHEN IT IS 

NEEDED AND THE COSTS OF THIS DEVELOPMENT WOULD BE SHARED WITH

t h e St a t e , This w o u l d l e a d to d e l a y s in d e v e l o p m e n t of n e e d e d

RESERVES.

(4) Mo s t i m p o r t a n t / s h a r i n g in net p r o f i t s w o u l d s i g n a l 

t h e St a t e 's e n t r y into t h e p r o d u c t i o n p has e of t h e o i l b u s i n e s s .

It  might be politically and economically difficult for the State

NOT TO BE DEEPLY INVOLVED IN DECISIONS ABOUT DAY TO DAY OPERATIONS 

AND THEREBY BECOME AN OPERATING PARTNER, THIS TYPE OF INVOLVEMENT 

WOULD REQUIRE A LARGE TECHNICAL STAFF TO BE EMPLOYED BY THE STATE,

Thi s s t e p by t h e St a t e w o u l d w e a k e n the p r i v a t e e n t e r p r i s e

SYSTEM WITHIN THE OIL INDUSTRY AND DIMINISH FREE ENTERPRISE IN

the St a t e o v e r a l l ,

Now I WOULD LIKE TO DISCUSS A FEW OTHER PROVISIONS WHICH 

GIVE US CONCERN,

(1) AS58,05,180(z) R ight to Pu r c h a s e - The p r o v i s i o n g i v e s 

th e St a t e th e r i g h t to p u r c h a s e a s p e c i f i e d v o l u m e of o i l a n d g a s , 

The v a g u e n e s s of t h i s p r o v i s i o n m a k e s it v e r y o n e r o u s to the 

i n d u s t r y . The p r o v i s i o n d o e s not s p e c i f y w h e n the a c t u a l 

q u a n t i t y w i l l be s p e c i f i e d , W ill it be p u b l i s h e d a t t h e t i m e the

LEASE SALE SCHEDULE IS PUBLISHED? If IT IS NOT/ AN OPERATOR MAY 

RUN THE RISK OF OBTAINING GEOPHYSICAL DATA IN PREPARATION FOR 

THE SALE AND THEN FINDING HE'S NOT INTERESTED WHEN THE STATE 

THROUGH ITS OPTION TO PURCHASE PRODUCTION, DEPRIVES HIM THE 

FREEDOM TO MARKET AND/OR USE THE PRODUCTION HE HOPES TO DEVELOP,
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It would appear that a specified volume could range from the 
State's royalty share up to a maximum of 100%. Based on prior

VERSIONS OF THE BILL/ IT SEEMS REASONABLE TO ASSUME THAT THE

St a t e 's p r i m a r y i nte r e s t is in p u r c h a s i n g a l a r g e p o r t i o n of

THE GAS.

HOWEVER/ THE PRESENT AND POTENTIAL SUPPLIES OF GAS WITHIN

Al a s k a far e x c e e d r e a s o n a b l y a n t i c i p a t e d d e m a n d s b y the St a t e

RESIDENTS. THEREFORE/ TO FIND A MARKET/ THIS GAS WILL HAVE TO 

MOVE INTO INTERSTATE COMMERCE. THIS REQUIREMENT/ THAT THE STATE 

COULD REMOVE THE GAS FROM THE MARKET/ COULD SEVERELY HAMPER A 

PRODUCER'S ABILITY TO MARKET THE RESERVES, WITHOUT A REASONABLE 

EXPECTATION THAT GAS CAN BE MARKETED/ THERE IS GREATLY REDUCED 

INCENTIVE TO EXPLORE.

It would also retard development of natural gas for State

RESIDENTS. THE RISK THAT THE GAS COULD BE DIVERTED WOULD HAVE 

SIGNIFICANT IMPACT ON VENTURES TO INSTALL GAS TRANSPORTATION 

SYSTEMS.

In ADDITION TO THESE CONCERNS/ it raises other questions 

such as:

1. De t e r m i n a t i o n of fair m a r k e t v a l u e

2. T iming a n d r a t e of p r o d u c t i o n - c o u l d the St a t e c o n t r o l

THESE TO SATISFY THEIR OWN REQUIREMENTS OR DESIRES?

(2) AS38.05.180(n ) Lease T frm - A f i v e-ye ar p r i m a r y l e a s e

TERM IS VERY RESTRICTIVE IN ALASKA, THE REMOTE LOCATION OF MOST
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PROSPECTS/ RUGGED TERRAIN/ SHORT CONSTRUCTION SEASON/ AND REDUCED 

DRILLING SEASON/ EITHER NECESSARY OR IMPOSED/ MAKE COMPLETION OF 

THE EXPLORATION CYCLE A DIFFICULT AND TIME-CONSUMING PROCESS,

On c e a d i s c o v e r y is m a d e , a d d i t i o n a l d r i l l i n g is reqi'"'~d b e f o r e

AN ESTIMATE OF THE FIELD SIZE CAN BE MADE, All OF THE PREVIOUSLY 

MENTIONED FACTORS AFFECT THIS DRILLING TOO, ONCE THE LENGTHY 

PROCESS OF DISCOVERING A FIELD AND ESTABLISHING ITS COMMERCIALITY 

I S..COMPLETE/ THE LONG DEVELOPMENT PHASE MUST BEGIN. W e STRONGLY 

RECOMMEND THAT THE 10-YEAR LEASE TERM BE RETAINED.

(3) AS38,05.140(c) Up l a n ds Ac r e a g e L im it a t i o n - The p r o p o s e d 

300/000-a c r e l i m i t a t i o n on a l l l a n d s o t h e r th an t i d e a n d s u b m e r g e d

LANDS IS RESTRICTIVE COMPARED WITH THE CURRENT 500/000-ACRE LIMI­

TATION IN A STATE LIKE ALASKA WHICH HAS SO MANY FRONTIER INTERIOR 

BASINS TO EXPLORE, In A HOSTILE HIGH COST ENVIRONMENT SUCH AS 

ALASKA/ A LARGE BLOCK OF ACREAGE MAY BE NECESSARY IN ORDER TO 

JUSTIFY EXPLORATION, We BELIEVE THE PROPOSED 300/000-ACRE LIMI­

TATION WOULD REDUCE THE INCENTIVE OF AN OPERATOR TO EXPLORE THESE 

FRONTIER INTERIOR BASINS AND STRONGLY RECOMMEND MAINTENANCE OF 

THE CURRENT 500,000-ACRE LIMITATION.

(4) AS38.05.180(y ) Joint Bidding - The provision allowing 

the Commissioner to restrict joint bidding, if he so desires,

COULD PROHIBIT THE INVOLVEMENT OF SOME COMPANIES MOST CAPABLE OF 

OPERATING IN THE ALASKAN ENVIRONMENT,

A STUDY WAS PERFORMED BY THE UNIVERSITY OF SOUTHERN CALIFOR­

NIA AND THE US6S TO DETERMINE THE EFFECTS OF RESTRICTING MAJORS
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FROM BIDDING JOINTLY IN THE O C S .  THEY CONCLUDED THAT ON THE 

AVERAGE/ THIS RESTRICTION RESULTED IN MORE BIDS PER LEASE BY 

THE MAJORS. THE STUDY ALSO SHOWED THAT THE NUMBER OF BIDS BY NON­

MAJORS EITHER BIDDING ALONE OR IN COMBINES NOT INCLUDING A MAJOR/ 

DECREASED SHARPLY. ("STATISTICAL ANALYSIS OF SOLO AND JOINT 3lDS

for Fe d e r a l Of f s h o r e O il. a n d Gas Le a s e s"/ S P E  # 6 5 1 7  b y Elmer L  

Do u g h e r t y a n d Jo h n Lo h r e n z .) Fr o m t h i s d a t a , it d o e s not a p p e a r

THAT THE RESTRICTION OF JOINT BIDDING BY MAJORS HAS RESULTED 

IN ANY INCREASED COMPETITION BY THE NON-MAJORS.

(5) A S 5 8 , 0 5 . 1 8 Q ( i )  In c e n t i v e Cr f d i t - This p r o v i s i o n a l l o w s 

t h e Co m m i s s i o n e r to e s t a b l i s h an e x p l o r a t i o n i n c e n t i v e c r e d i t

SYSTEM. In  ORDER TO OBTAIN CREDIT FOR GEOPHYSICAL WORK/ THE

OPERATOR m u s t r e l e a s e the i n f o r m a t i o n to the p u b l i c f o l l o w i n g

THE SALE. W e OBJECT TO THE REQUIREMENT FOR RELEASE OF THIS DATA.

The PROVISION DOES no t e s t a b l i s h a ti me REQUIREMENT FOR THE 

RELEASE OF THIS DATA. I ASSUME THE RELEASE WOULD BE REQUIRED 

BEFORE ANY CREDIT COULD BE RECEIVED. RELEASE OF THIS DATA COULD 

COST AN OPERATOR ANY COMPETITIVE EDGE WHICH HE MIGHT HAVE ON 

LEASING ACREAGE THAT IS RELEASED BY A LESSEE AND RENOMINATED. In 

ADDITION/ RELEASE OF THIS DATA TO THE PUBLIC COULD RESULT IN THE 

DISCLOSURE OF PROPRIETARY RECORDING TECHNIQUES AND THEREFORE 

RESULT IN THE POSSIBLE LOSS OF A TECHNOLOGICAL ADVANTAGE.

IN CLOSING/ I WOULD LIKE TO REITERATE THAT EXXON BELIEVES 

THE CURRENT LEASING STATUTES AND THE IMPLEMENTING REGULATIONS
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HAVE SERVED THE STATE AND INDUSTRY WELL AND DO NOT NEED TO BE 

CHANGED,

T h i s  c o n c l u d e s  m y  p r e p a r e d  t e s t i m o n y / a n d  I w i l l  b e  h a p p y

TO ANSWER ANY QUESTIONS WHICH YOU MAY HAVE,
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A LAS K A  OIL AND GAS ASSOCIATION TESTIMONY on CSHB 854 
Senate Resources Committee 
M a y  24, 1978

I am KEITH ARNOLD, Public Affairs Manager for the Alaska Oil 

and Gas Association, a trade association whose 25 member companies 

are engaged in or have an interest in oil and gas activities in 

Alaska, including exploration, production, transmission, refining 

and marketing.

The basic position of our Association is that because Alaska's 

present leasing system has worked well for the state, major changes—  

such as those proposed in the bill before you--should be subjected 

to the most careful, deliberate study possible. We believe this 

has not yet been accomplished The current law is sufficient. It 

has encouraged industry to lease, explore, discover and develop oil 

and gas resources with confidence, and sometimes success.

Our remarks will attempt to highlight provisions of the bill 

we consider particularly counterproductive. We understand several 

companies will comment individually on the bill and that specific 

suggestions reflecting individual views may be offered.

We have several areas of particular concern to call to your 

attention and we will try to identify them as briefly as possible:

The item on page one, line 27, paragraph ( b ) , calls for annual 

legislative review of the Commissioner's leasing program. Traditional!} 

it has been the function of the Administrative branch of state 

governments to administer the use of state lands. The annual submissior 

of the leasing program to the legislature would seem to presuppose
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further modification of the leasing program. We believe that the 

program snould be administered totally on the basis of its merits 

and it should remain out of the political arena.

Next please refer to page 3, paragraph (f). We favor the 

traditional method of wellhead pricing and are opposed in principle 

to the state receving a free ride on the gathering systems and high 

grading of the oil or gas. The very essence of a reserved royalty 

share is that the mineral estate owner keeps a portion of whatever 

is found and produced from the leased land. Such reserved shares 

become possessory immediately at the point shares can be reduced to 

physical possession, i.e., at the wellhead. Whatever the quality 

of the production, the royalty share is the property of the royalty 

owner to be disposed of in accordance with the terms of the lease 

contract. A  shifting of the royalty o w n e r’s share of costs to the 

lessee of the expense of processing for market, and preparation for 

transportation off the lease will necessitate an attendant reduction 

in the bid to cover the greatest potential cost which could occur 

in the event of production.

'Various leasing methods are also proposed in paragraph (f).

In advocating a move away from bonus bidding one should consider 

that the risk burden is being shifted from the oil industry to the 

public, that the rate of exploration and development is being impeded, 

and that the growth of state agencies to administer and audit such 

systems is inevitable.

-2-
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Our memb e r  companies prefer the cash bonus b i d  and fixed 

royalty arrangement. This method historically has generated the 

greatest dollar value to the state. Tracts receiving abnormally 

high royalty bids are not the first to be explored or developed and 

are held, in m a n y  instances, for speculation. This same premise 

also applies to "net profits."

Regarding Section 38.05.180 (j), we concur with the ability 

(authority) of the Commissioner to reduce the royalty in the interest 

of conservation and to encourage the greatest ultimate recovery of 

oil or gas. However, we believe a requirement that the Commissioner 

find a need for such reduction, based on two years of uneconomic 

production, is wasteful. Two years is too long.

Section (k), on page 6, gives the Commissioner authority to 

defer payment of any part of a cash bonus bid for a period of five 

years. Such a provision would encourage speculation with the 

s t a t e’s assets Ly parties \-7ho have no intention of conducting 

expensive exploration programs but rather, hope to capitalize on 

any enhancement in value caused by the w o r k  of others in the vicinity 

of their lease. This is not in the best interest of the state.

It is common knowledge that Alaska is a high-cost, high-risk 

area for our industry. Exploration and drilling seasons are short. 

F o r  these reasons, we respectfully request that you give favorable 

attention to the retention of the ten-year primary term for leases..

-3-
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If cash bonus/fixed royalty is adopted as the bidding met h o d  and
%

the 10 year term remains in the Law, the benefits to the state will 

be greater, in the long-run, than the experimentation proposed in 

CSHB 854.

Sections (n) and ( o ) , dealing with rentals, are both counter 

productive and regressive. Alaska is already a high-cost, high-risk 

area. The prospect of substantial rental increases during the 

prim a r y  term of the lease can only discourage exploration interest 

in Alaska--not encourage it. The extra expense for rentals will 

have to be compensated for by lower bid totals. Further, these 

high fixed costs will lessen the amount of cash flow dollars that 

otherwise would be available for exploration work. Subsection (o) 

alters substantially the nature of the ordinary rental provisions 

ir« oil and gas leases. The rental to be paid under these provisions 

is no longer a delay rental. Also, there is no provision for credit 

or set-off of "rental" paid during those three years against the 

state's income from production. Consequently, we find ourselves in 

the absurd situation during the first three years of production, 

paying the state both a rental and royalty payment at the same time. 

This means, we are paying for the privilege of deferred drilling, 

after drilling operations have been completed and in addition, 

paying production income during this same period of time.

S ection 38.05.180(y) would restrict joint bidding and should 

be deleted. Joint bidding can very well be to the advantage of the

- 4 -
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state as it tends to increase Che size of the bids submitted and 

facilitates the exploration process. See, for example, the .paper 

in the November I. ,6 issue of "Journal of Petroleum Technology" 

in which the authors conclude that "joint bidders tend to bid on 

m o r e  sought-after (and apparently more valuable) leases and that 

they tend to bid higher, on the average, than solo-bidding 

'competitors.1 Industry testimony before the U.S. Senate has 

indicated that since the first OCS sale in 1954, 172 companies 

have purchased OCS leases. Forty-two percent of these leases were 

not purchased by the major companies.

Depending on the content of the regulations adopted, this 

section m a y  violate Article 8, Section 17, of the Alas k a  Constitution.

This Constitutional provision requires that laws and regulations

governing the use or disposal of natural resources m u s t  apply

equally to all persons "similarly situated."

A  provision giving the state the right to purchase a specified 

volume of oil and gas (Section 38.05.180(z)) would, in our opinion, 

be considered objectionable to any potential participant at a state 

lease sale whether a major oil company cr the smallest independent.

It virtually eliminates the lessee's ability to use a gas sales 

contract as a method of financing. A  discoverer of a gas field 

could find it impossible to market the discovered reserves. This 

would inevitably result in a disincentive to explore with adverse 

results for both the state, as owner of the resource, and for its 

residents whose needs for fuel could be drastically affected.

-5-
*6 0  546655



As our Association has previously testified at public hearings 

dealing with similar provisions in proposed amendments to the Alaska 

Administrative Code, we believe that a provision in paragraph (aa) 

for state access to a lessee's exploration data constitutes an 

invasion of industry's proprietary property for the sole purpose of 

enabling the state to decide w h e ther the area in which the exploring 

party is working should or should not be thrown open to his competition 

It should be obvious that this can only result in a substantial 

reduction in incentive to undertake exploration w o r k  in the future, 

the performance of which is significantly in the state's best interest.

If the s e c t i o n  is to be c o n s i d e r e d  a p p l i c a b l e  to e x i s t i n g  

e x p l o r a t i o n  data, t h e n  the C o m m i s s i o n e r ' s  access, a n d  u t i l i z a t i o n  

thereof, is a l m o s t  certainly' an u n c o n s t i t u t i o n a l  t a k i n g  of a v a l u a b l e  

p r i v a t e  property.

The proposed bill also would amend Section 38.05.140(c) to 

reduce the upland acreage limitation from 500,000 to 300,000 

acres. In Alaska, where there are large areas of state lands which 

are potentially eligible for bid, a 500,000 acre limitation, which 

the present statute contemplates, is not unreasonable. The effect 

of a 300,000 acre limitation would clearly be to limit the participatio: 

of those individuals who are most active in exploration business in 

Alaska, •» e., those individuals who have historically submitted the 

highest bids to the state. It is not at all clear w h y  the state ‘ 

would seek to discourage, rather than to encourage, the continued

-6-
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involveme jf those individuals in Alaska. Further, this s e c t i o n’s 

applicability to the holding of existing lessees^-requiring them to 

reduce their holding within 10 years--is an unconstitutional taking 

of leasehold estates.

In summary we offer the following:

We believe the existing law has worked very well over the last 

18 years to protect the interests of all the citizens of the 

State of Alaska. The present law provides important public 

benefits that are seriously lacking in the proposed bill, 

such as:

(a) protection to the state from having to take "exploration 

risk" when selling leases;

(b) assurance the state v/ill get the fair m a r k e t  value 

of what the state offers for sale by utilizing a proven

unhampered competitive, free-enterprise open market

system;

(c) ease of administration minimizing the number of state 

employees and overhead expense;

(d) assurance that all citizens, bot individual and 

corporate, are treated equally under ..re law;

(e) legislative and judicial history that gives relative 

stability in interpretation and operation;
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(f) a l l o w a n c e  of l a t i t u d e  to lease lands in l o w  i n t ere st

or h i g h - r i s k  areis n o n - c o m p e t i t i v e l y  to a v o i d  the b u r e a u c r a t i c  

ex p e n s e  of c o m p e t i t i v e  sales;

(g) and r e c o g n i t i o n  that the g e o l o g i c a l  and g e o p h y s i c a l

d a t a  g l e a n e d  f r o m  an e x p l o r a t i o n  o p e r a t i o n  is the ’stock-

i n - t r a d e  f of the e x p l o r a t i o n i s t  a n d  is p r o p r i e t a r y  in a

c o m p e t i t i v e  industry. T h e  p r e s e n t  l a w  also r e c o g n i z e s  that

f o r c e d  d i s c l o s u r e  of p r o p r i e t a r y  d a t a  w i l l  d i s c o u r a g e  

exploration. R e s e a r c h  and development to find b e t t e r

m e thods of o b t a i n i n g  u sable data w i l l  also suffer.

In conclusion, we s t r ongly urge re tention of leasin g procedures 

that exist under  p r esent  regulations. T h e  effect o f  the sweeping 

p r o v i s i o n s  of CSHB 854 s houl d be studied c a r e f u l l y  b e f o r e  further 

c o n s i d e r a t i o n  is given to the measure. We ur ge that you do not 

a dopt CSHB 854.

It is our b e l i e f  that the current m e t h o d  is no t only fair to 

i n d u s t r y  but also is in the best interest of the p e o p l e  of the State 

o f  Alaska.

T h a n k  you.
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v ■ ACTTIIF. HlfltS AC!) MINERALS 

GEOPHYSICAL INCENTIVE PROGRAM RL'JILAMON, 1378

In tliis regulat ion

(a) "cerlificute" moans a certificate issued for a program 

under this regulation;

(b) "Department" means the Department of Energy ana Natural 

Resources;

(c) "foothills area”, "green area", "yellow area" and "plains 

area" mean the respective areas of Alberta described in 

Schedule C to this regulation;

(d) "geophysical incentive program" means a program certified 

by the Minister as an incentive program under this 

regulation;

(e) "geophysical information and data" means all field data, 

field reports and the standard processed sections that 

are stacked after filtering and correction for statics 

and normal moveout;

(f) "Geophysical Regulations" means the Geophysical Regulations

filed as Alberta Regulation 26/S9, os amended;

(g) "licence" means a licence issued pursuant to Part 9 of

The Mines and Minerals Act;

(h) "licensee" means the holder of a licence under which a 

program is conducted;

(i) "line" means a portion of a program;

( j )  "minii i iui i i subsurface coverage" moons the coverage obtained

when seismic pulses generated from not less than 6 different 

energy source positions in the yellow area and plains area 

or 12 different e n e r g y  source positions in the green area 

and foothills area are reflected from a subsurface point;

(I;) "Minister" means the Minister of Energy and Natural Resources;

(1) "permit" means a permit to operate geophysical equipment issued

pursuant to the Geophysical Regulations;

"program" means a survey conducted by the use of the geophysical 

prospecting technique known as the seismic reflection method 

for the purpose of exploring for petroleum or natural gas or AGO 546630 -j-

( f i l e d  April  26, 1878)
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This regulation applies to a program for which an application
r ■* • ' *fF . •’ ;y . , rr';v-' ■ ■ '* ' "* P ^ r - ,  ^

< .

for a certificate is received by the Minister before April 1, lOclO.

3 (1) A licensee may, in accordance with this regulation, apply to the

Minister to have a program certified as a geophysical incentive program.

(2) The application shall be submitted by the licensee and shall be 

in Form of Schedule A to this regulation.

(3) Where a program qualifies as a geophysical incentive program, 

the Minister shall issue a certificate for the program in Form 2 of 

Schedule A to this regulation.

(4) A copy of the certificate shall be sent to the licensee.

A certificate is subject to the following conditions:

(a) that the licensee shall allow the Minister, or or.y person 

authorized by the Minister for the purpose, to have access to any 

field data or field reports obtained by the licensee or his repre­

sentatives during the course of conducting the program, and

(b) that the licensee and his representatives shall render to the

Minister or the person authorized by him under clause (a) such

assistance as may he necessary for tiro purposes of enabling the
• •

Minister or that person to inspect the field data or field reports.

5 (1) Within 120 days of completing a geophysical incentive progrim, or

on or before August 1, 19B0, whichever is earlier, the licensee shall submit 

to the Minister a final report on the program in Form 3 of Schedule A to this 

regulation

(2) A final report submitted by the licensee under subsection (1) shall 

be accompanied by a copy of the computer stacking diagram for each line in the 

program.

(3) The final report on a geophysical incentive program shall bo made 

on behalf of the licensee by a professional geophysicist within the meaning 

of The Engineering and Relate'1 Professions Act.

(4) At any time following submission to the Minister or the final 

report on a geophysical incentive program, the licensee shall make available 

to the Department upon request all geophysical information and data obtained 

from the program.
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6 Subject to subsection (3), where a geophysical incentive program

(a) is conducted under a certificate for which an 

application is received by the Minister after 

March 31, 1978, and before April 1, 1930,

(b) is completed to the satisfaction of the Minister, 

and

(c) is reported on within the time and in the mc.nner 

prescribed by section 5,

the Minister shall

(d) determine a credit for the program in accordance 

with Schedule B to this regulation, and

(e) notify the licensee of the credit as determined.

(2) The mileage upon which a determination of credit for a geophysical 

incentive program is based shall never exceed the number of miles of minimum 

subsurface coverage approved for the program, but where the rmr’er of miles 

of minimum subsurface coverage in a geophysical incentive program as determin 

from the final report and computer stacking diagrams is less than the mileage 

approved for the program, the Minister shall base his determination of credit 

for the program upon the size of the program as ascertained from the computer 

stacking diagrams.

(3) The Minister shall not determine a credit for a program under 

subsection (1) where ho is satisfied that

(a) the program fails to meet minimum subsurface 

coverage,

(b) the program is not conducted in accordance with 

generally accepted standards of geophysical 

practice, or

(c) the recording of the program has commenced before 

a certificate for the program is issued under 

section 3.

(4) Subsection 3(c) does not apply to a geophysical incentive program 

for which an application for certification is received by the Minister during 

April, 1970.

AGO 546632



the licensee shall infoni the Minister in writing as to the manner of

allocation of the credit among the persons specified by the 1 i \.n:;ee as

being participants who have contributed to the actual cost of conducting 

the program and, subject to subsection (0) and section the credit shall 

be allocated and established in the records of the Department accordingly.

(6) If the licensee fails to comply with subsection (5), the credit 

shall be established in the records of the Department in the name of the 

licensee.

7 Notwithstanding sections 6 and 9, the Minister may withhold from 

establishment in the records of the Department or from utilization, 25'j 

of the credit, determined by the Minister for a geophysical incentive program 

until the Minister receives evidence satisfactory to him that the program 

was conducted in accordance with the Geophysical Regulations, and that the 

surface of the land on which the program was conducted has been adequately 

reclaimed.

B (1) Subject to subsection (2), credit established in the records of

the Department under section 6 id not transferable.

(2) Any credit held in the records of the Department in the name of 

a licensee or of a party to whom credit has been allocated under section 6 

may be transferred to any other person where that person provides evidence 

satisfactory to the Minister

{a) that he has acquired the assets and liabilities of the

licensee or party in whose name the credit is being held,

and

(b) that the licensee or party in whose name the credit is being 

held has ceased to carry on business in Alberta, or, being 

a corporation, is dissolved or is struck off the register 

pursuant to The Companies Act.

9 (1) Credit established in the records of the Department pursuant to

section G may, upon the written request of the holder thereof, and subject

to procedures established by the Department, be applied in satisfaction of



#(a) money payable by him with respect to any applications 

made and agreements made or entered into under I’urt t> 

of The Mines and Minerals Act,

(b) royalty payable on petroleum and natural gas obtained 

pursuant to an agreement mode or entered inco under 

Part 5 of The Mines and Minerals Act,

(c) interest on money payable under any agreement made or 

entered into under Part f> of The Mines and Minerals Act, 

or

(d) taxes levied under The freehold Mineral Taxation Act on 

petroleum or natural gas rights,

and becoming due and payable on or before December 31, 1907.

(2) Where a licensee suomits a request to the Minister for the

monetary equivalent of the credit being held in the name of the licensee

in the records of the Department and provides evidence satisfactory to

the Minister that he is neither the registered owner under The land Titles

Act of a petroleum or natural gas right as defined in The Freehold iiuu-i.il

Taxation Act nor ttie holder of an agreement unde. Part 5 of The Mines and
, •

Minerals Act, the Minister may pay to the licensee upon submission of the 

request the monetary equivalent of the credit.

10 (1) It. is a condition of every certificate that geophysical information 

and data obtained pursuant to the geophysical incentive program for which 

the certificate is issued shall be made available by the licensee under 

whose licence the program was conducted 3 years after the date upon which 

the geophysical incentive program is certified

(a) to any person requesting the data in writing within 20 

days after receipt by the licensee of the written request 

for the data and thereafter for a period of not less than 

5 years, and

(b) at a cost to that person of

(i) $300.00 for each mile of minimum subsurface coverage 

in the yellow area or plains area to which the 

geophysical information and data to be acquired 

relates,
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(1i) $G00.00 lor each mile of miniown subsurface

coverage in the green area to which the

geophysical information and data to be acquired 

relates, and

(iii) $900.00 for each mile of minimum subsurface

coverage in the foothills area to which the

geophysical information and data to bo acquired 

relates,

and of the expense of reproducing the geophysical information

and data requested.

(?.) The minimum amount of geophysical information and data which may 

be purchased pursuant to a written request under subsection (1) shall be 

the lesser of the geophysical information and data relating to

(a) 5 miles of mini mum. subsurface coverage, or

(b) the minimum subsurface coverage in a line.

(3) If a licensee, within the 3-year period referred to in subsection (1),

(a) withdraws from Alberta and ceases carrying on business 

in Alberta, or

(b) being a corporation, is dissolved or is struck off the

register pursuant to The Companies Act,

he shall place in trust with a person approved by the Minister all the 

geophysical Information and data obtained pursuant to geophysical incentive 

programs that were conducted under his licence until the 3-year period has 

expired, and thereafter for an additional period of 5 years, and any credit 

held in the name of the licensee in the records of the Department shall be 

cancelled.

- 6 -

11 (1) Where geophysical information and data obtained from a geophysical

incentive program for which no credit is determined by the Minister under

this regulation is not made available in accordance with section 10 by th«

licensee, the Minister may cancel

(a) his licence,

(b) his permit, and

(c) any credit held in his name in the records of the Department.
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(2) "Where geophysical information and data obtained from a geophysical

incentive program for which credit is established in the records of the 

Department is not made available in accordance with section 10 by the

licensee, the Minister may cancel

(a) his licence,

(b) his permit,

(c) any credit established for the program in the records 

of the Department, and

(d) any credit held in the records of the Deportment in

the name of the licensee.

12 Any of the powers of the Minister under this regulation may he

exercised by any employee of the Department authorized in writing by the

Minister for that purpose.
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APPLICATION 10R CKRTlrlCATION OF A PROGRAM AS A 

GEOPHYSICAL INCENTIVE PROGRAM

d a t e .-

NAME O':_____________ _______________ ____ ______________________ ___________________

AD D R E S S :   ____________________________________________________

LICENCE 1 1 0 .______________________ • •

LICENSEE REPRESENTATIVE:________________ ______ _______________

TEI.EPHONK N O . _________________________

NAME OF PERMITTEE:__________    _  ___________ _______

AD D R E S S : _________________ _______ __________________________

PERMIT N O . _________________________________  PARTY NO._______ _____________

PROGRAM N O . ___________________________

PROGRAM RECORDING 10 COMMENCE: _______  ______ ___  __________

ANTICIPATED PROGRAM RECORDING COMPLETION DATE: _ ___ ______

ENERGY SOURCE: ____________________________________________________________ ________

SOURCE SPACING (FEET): _________________________________________________________

RECEIVER SPACING ( F E E T ) :    _

NUMBER OF TRACES: _________________________________________________________________

ycllow-plJiins p.rccn foothills 

MILES PLANNED (APPROX.): ....

INCENTIVE ANTICIPATED (APPROX.):____________________  ______  _________

TOTAL INCENTIVE ANTICIPATED:

I.i cnnsKu

(i'Otc.: AtfiliczLion r.vr.L be aar&tystird by a ov v:npr> on a pcsle o f  
r.oI leee than 1" « 1 r.nlo.J
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l i c e n s e e  

l i c e n c e  w .

ADDRESS:

PROGRAM CERTIFICATE NO.

recced: ;:o ccvmencfjasnt hats 

PERMITTEE:_____

PERMIT DO: 

ADDRESS:

r e c o r d i n g  d a t e ,

AMPLIFIER VJ.YZ ____

PROGRAM c e r t i f i c a t e  DAVE

r e c o r d i n g  c o m f a e l u  c;; d a t e

PA RTY DO:

SO'JECE IimUiVAL

MODEL

RECORDING COMPLETION DATE, 

!,’0. OF TRACES

RECEIVER INTERVAL

2-1 Other

SOURCE T Y P E _____________

Do. of ir.i 1 c 5 of r.lr.irua 
subsurfaca coverage.

yellow-piair.s preea • foothills 

$250 x ] x S250 x 2 x $250 x 3 x

(Accurate to two 
significant decinals)

Credit (i-i dollars) 

applied for Total $.

I ,  t l )e  u n d e rs ig n ed , c e r t i f y  th a t  I  am q u a l i f i e d  t o  r e p o r t  on t h i s  p rogram and 
have p e r s o n a l  knowledge o f  and a t t e s t  to  the accu racy  o f  the above r e p o r t .

Signature end Seal of A.P.b’.G.G.A. Claud
Pr “rsoional Geophysicist

(Note: Huai be accompanied by a map or maps on a scale of not less than
1" ~ 1 mile shooing location of data recorded.
A final report must be completed for each program.)
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D K T K U M J  N A T i O N  O F  C R m i ' ;

The c re d i  t i n  d o l l a r s  f o r  a g eophy s ic a l in c e r . t i v :  p rog ram , s h a l l  be c a l  m l a t e d  
i n  acco rd an ce  w ith  trie f o l l o w i n g  e q u a l i o n :

C re d i t  ( I n  d o l l a r s )  « 250 ill'
where IC i s  the in c en t iv e ,  f a c t o r  f o r  the a re a  o f  A lb e r t a  d e s c r ib e d  in Schedu le  C 
in  which th e  g e o p h y s ic a l  i n c e n t i v e  program was c onduc ted ,
and

K  i s  th e  number o f  r i l e s ,  o f  tninisiua su b su r fa c e  cove rage  i n  the a r e a .

I n c e n t i v e  1 'actors

F o r  the. pu rp o ses  o f  s e c t i o n  6 and t h i s  S ch edu le ,  the  i n c e n t i v e  f a c t o r s  
e s t a b l i s h e d  f o r  the a re a s  o f  A lb e r t a  d e s c r ib e d  in  Schedu le  C a re  as f o l l o w s :

( a )  1 f o r  the y e l l o w  a re a  and the p l a i n s  a r e a ,
( b )  2 f o r  the. g reen  a r e a ,  and
( c )  3 f o r  the f o o t h i l l s  a r e a .
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F0CTHILL3 ARHA

The Foothills Area consists of the lards in Alberta list'.-d Irdcw 
and those lands within Alberta located south arl w-sf of the listed 
lands:

TCMr.sh.ip 1, Range 2-1; Township 2, Rar.ea 25; Township 3, Range 26; 
Township 4, P 2V; TcwashLp 5, Range 2.3; arc! Tcwnsh ip.-j G t o  ] '
inclusive, Rt.-.ge 29, nil west of th?j ich Meridian;

and

Townships 12 nr.d 13, Range 1; Townships .14 to 20 inclusive, 
hinge 2; Townsi’-ips 21 and 22, Range 3; Townships 23 to 20 
inclusive, Range 4; Townships 29 and 30, Par.ce 5; Townships 
31 to 34 inclusive, Range 6; Townships 35 a."d 35, Range 7; 
Township 37, Range 8; Township 33, Range 9; Townships 39 and 
40, Range 10; Township 41, Ror.ge 11, 12 and 13 inclusive;
Township 42, Range 14; Township 43, R m g e s  15 and 16; Township 
4 4 ,  Range .17; Townships 45 and 46, Range .13; To.vnshjps 47 and 48, 
Range 1.9; Tcwnsiiip 48, Range 20; Township 49, Ranges 21 and 22; 
Townsliip 50, Range 23; Townships 51 and 52, Range 24; Townships 
53 and 54, Range 25, Township 54, Range 25; Townships 55 and 56, 
Range 27, all west of the 5th reridiun.;

and

Township 56, Range 1; Townships 57 and 53, Range 2; Township 58,
Range 3; Townships 59 and 60, Range 4; Township 60, Ranges 5 and
6; Township 61, Ranges 7 ;uid 8; Township 62, Ranges 9 and .1.0;
Township 63, Range 11; Townships 64 and 65, Range 1 2 p'ind Township
66, Ranges 13 and 14, all west of the 6th iraridian.

#

GREEN AREA

The green area consists of that part of Alberta .in which public 
lands are classified as forest land not available for agricultural 
dcvaloprr/mt other then grazing by an order of tha Minister pursuant to 
Section 12 of 'the Public Lands Act effective to Kovetrber 30, '974.- 
but. does not include those lands described in this Schedule as the 
ToothilIs Area.

YELLOW AREA
The yel.low area consists of that part of Alberta in which public 

lands are classified as being adaptable to ;my kind of disposition by 
tin order of the Minister pursuant to Section 32 of The Public Lands 
Act effective to Kovwrier 30, 1974.

RJA1MS AREA

The plains area consists of the rdraining lands in Alberta not. 
d e s c r i b d  in the Foothills Area, the Green Area or tin Ycl.low Area.
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LETTER OF INTENT

CSHB 85*» (RESOURCES)

T he H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  o f  the H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e

D e a r  Mr. Speaker:

The R e s o u r c e s  C o m m i t t e e  subst itute for House Bill 85  ̂
m a k e s  n u m e r o u s  c h a n g e s  in the l e g i s l a t i o n  as p r o p o s e d  by the 
Governor. Two o f  t h e s e  changes involve the d e l e t i o n  of the 
f o l l o w i n g  language:

1. S u b s e c t i o n  (f) on page 6.

2. In s u b s e c t i o n  (j) the f o l l owi ng s e n tence (at the top
of page 8 In the o r i g i n a l  bill) - "The c o m m i s s i o n e r  
may p r o v i d e  by r e g u l a t i o n  and in the lease that the 
l e s s e e  may e a r n  p r o d u c t i o n  rights 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  of p r o d u c t i o n  f r o m  the 
l e a s e ."

T h e  r e c o r d  s h o u l d  show that the c o m m i t t e e ' s  intent in 
d e l e t i n g  these two ite ms was not to limit 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  of N a t u r a l  R e s o u r c e s  in these areas, but 
simply the r e s u l t  of Its d e t e r m i n a t i o n  that the a u t h o r i t y
in both of these a r e a s  is implied, and does not r e q u i r e
s p eci al a u t h o r i z i n g  l a n g u a g e  in the bill.

AIvin Osterback, Chairman 
House R e s o u r c e s  C o m m it tee

Date JL
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June 15, 1978

Suggested Technical Amendments to HB 854

The Free Conference Cofnrn7'ttee on HB 854

Gregg K. Erickson )/
Director of Researcb^,V v

7 ^ 7
P & -  $ > V £

i?»*j Si P€. /)wn *.>;>/>

p. 2-

We suggest that you may wish to consider the following technical amend­

ments to the oil and gas leasino bill. Page and line numbers referred 
to SCS CS HB 854 (2nd Rules).

p - n

Pago 2, lines 9-13: Delete the word "and" on Lina 9 and

J substitute the word "or". Insert a period after the word 

^  "issued" on line 1 0 , and delete all remaining material on 
lines 10-13.

The change suggested above is unnecessary if the House's 

position on legislative review is accepted by the Free 

Conference Committee. However, if the provision for 
legislative review is deleted, as was the case in the 

Senate bill, the change suggested here would appear to 

eliminate possible confusion over the legislature's roll, 

and would eliminate any doubt concerning whether an area 

proposed in the third (but not the fourth) year preceding 
leasing, could be leased.

Page lines 23 and 25: Delete the last sentence in sub­

section (h) and substitute the following material, "The 

Commissioner may waive a work commitment, or portion of it if, 

based on the results of exploration in the area surrounding 

lease, a lease holder demonstrates that there is a substantial 

probability that the lease is incapable of producing oil or 
gas."

lie believe this language to be a clearer expression of 

what we understand to be the intent of this sentence.

Page 12, line 19; Delete the word "this" and substitute "the 
leasing program submitted to the first session of the Vlth 
Legislature."

Administration officials have suggested that restatement 

rather than the use of the pronoun would eliminate any 

possible confusion on this subsection.

GKE:fc
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