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MEMO RANDUM April 27, 1977

SUBJECT: Polrcy Consrderatrons in North Cook Inlet Royalty Gas Sale
(W.0.” #4105, Supplemental)

TO: The Honorable John Rader

FROM Gre g K. Erjckson
Ifector of Research

Summary

As you rer%uested vve have provided you, in the form of Ms. Kallab's
memorang 8 L a review of the history and 1ssues rarsed bay h)
Iopose North Inlet royalty gas sale. — After revrew o Ms. Kdllah's
In mg (in whrch vve concu elieve that apProva of th |s contract
will tend to. create ar reac |ngS recedents wrth es ect to th e e s
and conditions under which the State ma% make r?IyEH %as avallable for
In-state use, both elsewhere In the Coo n et e d in the northern
gart of the state, dition, vg t at a brret technical
nalysis of the char es establrshe by Phillips for transportation of
the State's royalty gas is in order,

Precedents That Would Be Established By The Proposed Sale

As a matter of public policy, there will be no regulatory review of
transportation costs .charged agcrinst royaltyltgas t| neral It ma es
lici of

no economrc or. technrca sense to have a mu y 9

IP Ines runnrn rom Pornt oint B. Because 0f the fact hat the
rcrencY e ine ransloortat 0N increases very rap % as one goes

from smaller t %e B lInes t mrnrmrzes the real eco mrc costs

of transp ortatron t0 have a s|n le [ing o the argest possiple dram ter

The owner 0 mono

such a line ha onap oJ tf)t It 1s"a nat ra
In the szi\me sense that an e ﬁtrrcal Istribution or tele LHone sy m IS

0 o mono%g fonsumer ? forebggﬁgeog Sg?e[gtor regltrp

alse cost
however the natura mononolrst wr ave ever){ In entrve to char?
"what the market will bea Ratif |%at|on of the current propo

establish an important precedent with respect to the means’ by whrch
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char es are assessed a ainst gas taken in kind for in-state use else-
wher Alaska, y reasonably expect to see manté other situations
rn th e uture where rndustrral factlities are served Dy private carrier
line srmr ar to the Phillips line ip Cook Inlet,  Use of these lines

g/ e th e only reasonable way for the state to bring its rog/ ty gas to
aI %r ehts Ratr rcatron f the current contract woud t n

esta IS re?e dent that the owners of these lines should Eer
mitted to ¢ arS1 o the transportation of the state's royalty on
the basis of what the market will bear rather than on the basrs of the

cost to them ot providing the transportation service.

Whenever the state takes its royalty gas (or oil) it will ha obligated

to hear the coat of increasing productr n by the amount necessary to

marntarn the orlgrnal flow level, [N the | Str'ilnt case, these costs are

h %l" P cf which \rvoulol be charged by Phillips to cover their costs
ditlonal compression tacilitie

The legislature (and the Alaska Public U tilities Comnisoion) w ill acquiesce
in an arrangement which proposes the construction of a $ million gas
transmission facility which is, by any standard of teohnical and economic
efficiency, totally unnecessary. BFCalfse of the lack of regulatory
jurrsdrctron orthe unwillingness of Alaska Pipeline Company (APC)" and
th e Alaska Publrc Utrlrtres ommission (APUC) to pursue re ulatory
Butrons which Z be available under xrstrnl? not been

le to negotiate an exchange agreement with nron Mara&hon U-M) which
would, as Ms. Kallab' smem ran u]m rﬁ)ornts out make the 34 million "royalty
gas line" unnecessary. Althougnh the ne otra lon of such an agreement
Would not appear to rncrease costs to Zone l0ta (th ey may even
reduce themE there a e commercial advantaged o UM in re usrn% to
ne otrate rnce locking such. an agreeme t Irmrts the alternative

é}) E)trons 0f Alaskﬁ P eIrne pané and thus enhances the value of

ga reserves In the Kenai tield. Of course, Phillips has 1ts own

reason for not wishing to enter into such an agreement; i.e., to retain
the royalty gas share.

By ratifying this agreement the legislature (and the APUC) encourage
the cross, subsrﬂrzatron of one group of rate payers bij anotherdgroc

The commission has as noted In Ms Kallabs memorandum, stated*that the
9her costs of royat gas shall he allocated proportronately among all
rate pa ers serve A rL|oTIrne Company. ~Until and unlgss th
Progo e X ?as line 1s built (or an ex hange ag reement 1S eveo ped)
erI [es |t n those rﬁte Fes oc rn the orth_Kenai 3
ervice Area (who consumﬁ as bern% suhhsr 1zed
he rate yers elsewhere in APC's. s ste d
ellhead price’o oas in Cook Inlet ris rl mos certarH
result 1n the BernTce Lake power pant Payrng ess or Its gas tha
Alaska Pipeline Company is paying for it.” Apart from the qUestions of
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Hon. John Rader -3- April 27, 1977

an Invitation to a rate-payer
(tjh at the rates charged APC are

fairness Involved, this 1s certarnlg !
easonahle" as requrre under

action In which it would be asserte
noncompensatory and thus not "just an
existing law.

Technical Considerations With Respect to the Proposed Rates

As Ms. Kallab has pojnted out, Phrlers has a?serted that the 5.5E/Mcf
deductron used In calculatrng the wellhead value of natura r{qas for
%/aty and severance. tax Rur 0ses 1S "not ap Pro priate” for the calcu-

ation” of transr?ortatron C ar es agarn?t roga Z gas taken in kind, \ie
are not aware 0 anr{ atronta zation o stateément. |t seems fajrl
lear, however t at the difference between this figure and the 20<J/Mc
escal atrn% ) which they propose to char?e IS “greater than can be
J{ustr led ¥ ratronale we can conceive. Tt 1s possible that peither

ure reg sen a fair ard reasonable tran?gortat on cost, lfut It 1S
IMpossib n oth can srmu”;aﬂeously b ir and reasonable” 1In the
context of the purposes for which they are being used.

e do not assert that we can establrsh or even estimate what would be a
"falr and reasonable” char%e 0r transgortrng the royalty gas gshore,
but we do concur with the Sentiments expresséd by Dr. Dave”Knuflson,
petroleum economist with the Department ot Revenue who wrrtrn as a
Prrvate crtrzen sta&es that he can find "no justificati r}] nat anP
Whic ost

R/Iro%a ?Stm%? deprecrameldlglos oBf h%?/enan%osears agrvrce of 10£ per
wl) rdt April 6, 1977, 1S a ar fthe
royalty oarrq Prcraf ? on hs matter and a cop |t IS

attached for your convenrence h we_believe falr and reasonable
charqes In this Instance can only be determined by an aﬂnro riate
atorv roce% |n? we do catelgorrcall assert that alculations
contamed | do not con orm to any o 0ssible rate-making
rsnteattheosdologres that are used by regulatory commrssron in the United

GKE:m
Attadhment
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Mr. Donald Wold, Executive Director April 6, 1977
Oil and Gas RO%alt y Advisory Board
Department of Natural Resources

State of Alaska
Juneau, AK 99801

subject: the proposed contract between S

tate of Alaska and Phillips
Petroleum Company for ilorth Cook In

let royalty gas

Dear Don:

After reading the draft contract attached to this letter, | am required
to Inform you that | believe this coptract to be severely prejudicial
to the natural gas consumers served by Alaskan Pipeline Company.

SpecrfrcallY | am troupled by Article 9.1, Article 9.2, and Article 11.1.
These articles establish a basic cost of service, an escalation tactor

o be aPpI led to this basic cost of service, a provision for hrﬁh
costs of 'service due to compressor costs, and an. exemption of thjs
natutral| gas transmission system from Alaska Public Service Commission
contro

| have seen no justification that a pipeline costing 10 to 12 million
dollars perhaps 9years ago (which is most probably hrghlr( depreciated)
should have a cost” of servrce of 10v per Mcf, Regardrng he rate of
esca atron to be apﬁ to the b asrc rate S ercent per annum),
| would like to t out that in all cost of servrc prorectrons which
I have made sh? ec ining transpo[)tatron charges through " time even
given a general inflation rate of b per cent. ~| am unaware that future
compression costs for Grate of Alaska royall.v as separate from net
workrn? Interest gas will urre gayment on thie basis or 108 per Mcf
and intlated each year there fter er cent. In short, the underlying
econgmics of the above mentigned contract should be worked out Prror to
srgnrng the c?ntract This |s especial ¥>so given the fact that contract
ticle 11.1 trees Phillips from Alaska Publi¢ Service Commission

supervision,

The delay required by this stuff work, should not be lengthy.

C.. 8l
\Oxad (. _
= David LT, Knudsor
ALASKA KOYALTY Anchorage, AK 99502
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LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM April 26, 1977
SUBJECT: North Cook Inlet Royalty Gas Sale (W.0. 4105)
T0: The Honorable John Rader

FROM  Elke Kallah <UL
Research Analyst

This is in response to your request to look into matters relatrng to the
proposed sale pf state To atu{ gas from the Nort Cook Inlet %Id
laska PrHe ine Conp ol w h |oart|cu arg concerned |th t
gathering compression charges P || |ps Petroléum, Company, the
perator of the North Cook In| et . 1 planning to assess
Alaska Pipeline Compan?/ rodu |n and transportrng the rpyal%o

to Alaska Pipeline Co n the uestron of whether Philli

leum. Company would com under the jurisdiction of the Alaska ublic
Utilities. Commission or the Alaska Pipeline Commission as a result of
transporting gas for Alaska Pipeline Company.

Summary

|t would a ear fr m t h varlable records and all the information we

have tar that the ath er| and comﬁpressron chpr ges, nego-

trate etween Phrllrps tro um Co lpany and aska |pe|ne Company

will be allowed to be flow rou% virtue of Order No. 3, Docket

U;g 68 ||ssued by B(e: Alas a Publi Utrlrtres Commrssron December 17,
unies ca

be convinced to r open t e case In order to
rges are reasona T just”. ~ Furthermore,
ce has issued oprnrons which’ exempt
Ph|||| S Petroleum Company from Alaska Publrc Utilities Commission or
Alask a Pnpe ine Commission jurisdiction, since contracts, which have
been sub itted to the Legislature for approval, propose that Phillips
Petroleum Com pany transp rt the royalty gas from the platform toa
eljver ore for the State with Alaska Pipeline ompang taking

mecruvr%g 8nsﬂore ?rom the State and reimbursing the State for any costs

However,. we believe suff

19
rttﬁtermrne |? the added

n
cha
Attorney General's offic

: W?] gl’O nds XISt {0 ?UGSIIOH somg of the

fticie
proposrttrotr}r]stophassum |to S h have een ppt orwarddto a vartrﬁg hheest
argument that the roya s sale as presently proposed is iIn
m%erests of the Stat/ ydg he public. P ¥ I
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{
The Honorable John Rader April 26, 1977

We submit th% ollowmg In ormat|on to Provige ou. with an ?bbrev'ated
hlstor at has tr nsplre to date egar mPé the sale of royalty Ef
from the North Cook Inlet (TJ s field to Algska &/e ine Company,” as well

as to discuss in some detall the various issues which are Involved in
this matter.

After you have had an oBPortumt to read this memorandum, we would
gpremate receiving yolr comments and instructions as to how you wish

0 proceed. e Wwould be happy to eApand on any point or matter, or
answer any questions you may have.

EK:mo
Enclosures
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ATTACHVENT TO MEVCRANDUM OF APRIL 26, 1977
CONCERNING NORTH COCK INLET ROYALTY GAS SALE

Background

In August of 1975 Alaska Pipeline Company (APC) first approached the
State to purchase the State's royalty gas from the North Cook Inlet gas
field. APC needs additional supplies of gas to assure continued service
for its North Kenai Road customers, which includes the Bernice Lake
power plant as the main customer, and some 285 other small customers.
These customers are presently being supplied by gas APC has contracted
for with Union-Marathon (U-M) from the Kenai gas field/ The original
contract was for ten years, expiring April 30, 1977, for a total of 10
Bef of gas. Due to unexpected heavy usage, APC used up its committed
supply in August 1976. The contract has been extended by U-M using
"Anchorage" reserves from a second contract APC has with Union-Marathon
for gas from the Kenai field.

In addition to the immediate need to replace the exhausted gas supply on
the North Kenai Road, APC also needs to build up its diminishing dedi-
cated gas reserves, particularly in the Anchorage area. (The need for
added dedicated reserves was apparently the major consideration for
allowing flow through of higher priced royalty gas in APUC's Order

No. 3, according to former Commissioner Richard D. Edv/ards, who heard
thv. case.)

* A wap showing location of the gas fields, pipelines and other per-
tinent information relating to this memorandum is enclosed for
ready reference.
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The North Cook Inlet royalty gas for which APC made an offer is now
being used by Phillips Petroleum Company, the producer/operator of the
North Cook Inlet gas field, to meet 70 percent of its contractual
requirements with Tokyo Gas and Tokyo Electric.

APC offered to pay the State the same price as the State is receiving
from Fhillips for royalty gas taken in value by the State from the North
Cook Inlet field. At the time APC assumed this price to be 45"/Mcf at
the wellhead and 5.55<E/Mcf for transportation from the platform to
Phillips' Kenai LNG plant. However, as discussions continued, it
became quite clear that Phillips did not accept the 5.55£/Mcf figure as
an appropriate transportation cost. They indicated that the 5.55<f/Mcf

charge was " ... worked out and used as a deduction for computing
wellhead value of the gas for purposes of paying royalty and
taxes . . ." and that it was not the appropriate place differential for

the kind of arrangement APC was contemplating.4 As a result APC and
Phillips entered into negotiations to arrive at a mutually agreeable
charge for gathering and added compression costs. By negotiation the
charges were agreed to be 10<f/Mcf for dehydration and delivery of the
royalty gas to shore, and a 10<+/Mcf charge for added compression facilities
required to deliver the State's royalty gas in-kind, to be increased by
mutual agreement as further compression facilities were needed to

maintain production. Table | and II, enclosed, were supplied by Phillips
Petroleum Company at the request of the Alaska Royalty Oil and Gas

Letter from Phillips Petroleum Company to Alaska Gas and Service
Company3 dated January 93 1976.
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Development Advisory Board to "justify” the added gathering and com
pression charges.

The royalty gas which APC hopes to huy from the State is more expensive
than gas APC receives and has under contract from other sources. APC
expected that the Alaska Public Utilities Commission (APUC) would allow
them to flow through the added costs entailed in purchasing the royalty
gas, which then were thought to be 50.45£/Mcf at the Kenai LNG plant
gate, and also that the APUC would allow APC to "commingle" the higher
priced royalty gas with lower priced gas APC purchases from other
suppliers.  (Apparently "commingling" is used by the parties involved to
mean what is usually referred to as "rolled in" or average cost pricing).

The APUC did in fact permit the commingling of the higher priced royalty
gas with lower priced gas available to APC in their Order No. 3, Docket
U-75-68 issued December 17, 1975. The order provides that the differing
costs would be averaged on a monthly basis to insure a "proper" price to
consumers, since the North Cook Inlet royalty gas is available only as
produced by Phillips in meeting their own needs, and thus a predictable
and fixed daily volume cannot be assured. The APUC estimated that the
commingling of royalty gas with lower priced gas would increase the
costs to customers between 2£-5<i/Mcf per month.

In addition, the APUC allowed APC to flow through the costs of royalty
gas purchases from the North Cook Inlet gas field. In doing so they did

(3) AGO 785697



not mention any cost figures on which the flow through provision was
allowed.

(The royalty clause in the commission's December 1975 order states that
it was imperative for APC to build up its reserves. However, it also
provided that if the royalty clause was not used to reflect an average
cost of yas on or before August 1, 1976, the APUC would commence an
investigation to determine the reasons for the non-use and to determine
whether the royalty clause should be deleted from APC's tariff. APC did
provide the APUC with information why they could not take delivery of
the North Cook Inlet royalty gas. There is no indication that the APUC
took any action as a result of this.)2

APC also proposed to build a "royalty" pipeline from the onshore delivery
point to its Anchorage line, a distance of approximately 30 miles and at

a cost of approximately $4,000,000, to absorb the excess gas over and
above that required to meet the North Kenai Road demands, thereby

hoping to reduce the rate at which the reserves dedicated to Anchorage

in the Kenai field would decline. However, APC stressed that an "exchange"
of gas using Union-Marathon's transmission line from the Kenai gas field

to the North Kenai Road would be preferable to a literal transfer of
excess North Cook Inlet royalty gas since such an "exchange" would

reduce the need to construct the "royalty" line. Such an "exchange"

agreement has not been worked out between the parties which would be
affected.

Letter from Alaska Gas and Service Company to Alaska Public U tilities
Commission, dated September 29, 1976.
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Around December of 1975, Homer Electric Association (HEA) too made
application for the North Cook Inlet royalty gas to provide electricity
on the Kenai Peninsula. Much of the available royalty gas from the
North Cook Inlet gas field would be used to supply the Bernice Lake
power plant on the North Kenai Road, which HEA hopes to acquire from
Chugach Electric Association, and which is now being supplied by APC
with gas from the Kenai gas field. Additional generating facilities HEA
IS planning to construct would use up the remaining available royalty
gas from the North Cook Inlet gas field. On March 30, 1976 HEA withdrew
its application for the North Cook Inlet royalty gas since it had found
another reliable supply source for its new generating facilities, and
APC had assured HEA that they would supply the Bernice Lake power plant
with gas.

Contract 76-1, selling the State's royalty gas from the North Cook Inlet
gas field to APC, was executed June 4, 1976 and approved by the Legis-
lature May 20, 1976. The records show that the House passed SCR 106 on
voice vote, and the resolution passed the Senate 17-2. The major pro-
visions of this contract were--

Quantity: All royalty gas available from the North Cook Inlet»

gas freld.

Delivery The wellhead. Phillips" platform.

Point:

Price: 55.56/Mcf to July 1, 1977 with subsequent annual price
efcalatcions bas)eld on the highest o?qthree pncmdp
alternatives.

Expiration  July 1. 1934, th?< same time PhiII_ilps' contract with
Date: Tokyo Gas and Tokyo Electric expires.
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Appendix "A", enclosed, sets out the key provisions of this contract
together with those currently before the Legislature.

APC discovered that they could not take delivery of the gas under
Contract 76-1 for a number of reasons, the most significant of which was
that APC would have to take delivery of the gas at the platform, which
would subject Phillips to regulatory jurisdiction of the APUC or Alaska
Pipeline Commission ac a utility. Phillips refuses to be subject to any
regulatory jurisdiction. Their refusal to be requlated dates back to
the very beginning of the negotiations when the State was first approached
by APC to take its royalty gas in-kind rather than value, and has always
presented a potential risk to the successful completion of negotiations.
An attempt to exempt Phillips from regulatory jurisdiction by the APUC
or Alaska Pipeline Commission by way of a waiver proved impossible since
to do so Phillips would have had first to submit to the jursidiction of

the APUC or the Alaska Pipeline Commission to be granted the waiver, a
condition unacceptable to Phillips.

Another difficulty arose as the result of APC not being able to take all
of the royalty gas available as provided for in Contract 76-1. The
average daily royalty gas production from the North Cook Inlet field
amounts to between 15-17 MMcf based on previous years' production.
APC's estimated average daily needs to service their North Kenai Road
customers is approximately 8 MMcf.  Since APC has not constructed a

AGO 785700
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"royalty" pipeline from the delivery point on the North Kenai Road to
their "Anchorage" line, and since they have not been able to work out an
"exchange" agreement with Union-Marathon, APC is unable to utilize the
excess amount of gas. The contract does not allow APC to resell the
excess royalty gas to Phillips (although Phillips was agreeable to such
an arrangement) since this would violate the contract provision which
required that all of the royalty gas sold to APC be used within the
State. Since Phillips exports its gas to Japan, selling any excess
royalty gas back to Phillips would be in violation of Contract 76-1.

In conjunction with the excess volume which would have been used if a
"royalty" pipeline had been in existence, APC told the APUC in September
of 1976 that the short life of the contract (July 1, 1984) was one of
the reasons for them not constructing a connecting line. Such a line
would have allowed for APC to slow the decline of reserves dedicated to
Anchorage, the main reason the APUC allowed the flow through tariff for
royalty gas. In addition, such a line would also assure a stand-by gas
supply for North Kenai Road customers in case production or supply from
the North Cook Infet field vlere to be interrupted for any reason.

By the end of January, 1977 APC petitioned the State to "re-draft"
Contract 76-1 in order to make the contract operational.

To accomplish this it was suggested that the State have the royaltygas
transported to shore thus avoiding APUC jurisdiction over Phillips'
pipeline, since the State is not a utility. APC would take delivery at
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or near the Kenai LNG plant and reimburse the State for any costs
incurred. Alegal opinion from the Attorney General's office was
secured, at the insistence of Phillips, which holds that Phillips is not
a utility subject to APUC jursidiction. Another legal opinion was
issued exempting Phillips" pipeline from Alaska Pipeline Commission
jursidiction on the basis the  he pipeline is not used as a common
carrier by Phillips, and that it is not subject to the common carrier
provision of the current law, since the pipeline was constructed prior
to the enactment of that law. (Exemption of Phillips" pipeline from
APUC jursidiction had been supported by the Alaska Royalty Oil and Gas
Development Advisory Board as early as December 1975 to facilitate the
sale of royalty gas to APC)

It was further suggested that APC would be required to take only such
amounts of royalty gas as they had need for. Any gas APC was unable to
take delivery of as it became available was to be sold to Phillips as if
the State had continued to take its royalty gas in value.

These changes and other provisions were incorporated into agreements
between Phillips and the State, and APC and the State. The contract
between APC and the State is now awaiting legislative approval, with the
agreement between Phillips and the State having been submitted to the
Legislature as an exhibit to the APC contract. The key provisions of
the two agreements are listed in Appendix "A", which is enclosed.
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|Ssues
Gathering, Compression and other Charges or Costs

The amount charged APC by Phillips for dehydration and transportation is
|OC/Mcf.  The amount charged APC by Phillips to add a compression unit
to maintain capacity in the gathering system is set at 10<f/Mcf. (The
agreement between Phillips and the State, and the contract between APC
and the State provide that APC will make all payments for the State's
account directly to Phillips.) Both of these charges increase at a
compounded rate of 6 percent per year. As further compression facilities
are installed in the future, additional charges are to be mutually
agreed upon by the parties involved. In addition, APC must pay Phillips
in proportion to its deliveries for any new or increased taxes and
charges which are levied against Phillips with respect to the gathering
of royalty gas.

Phillips has supplied data on the gathering and compression charges
negotiated between themselves and APC for delivering the State's royalty
gas. (See Table | and Table Il enclosed.) These figures have not been
scrutinized as to whether they are just and reasonable by the Alaska
Royalty Oil and Gas Development Advisory Board or the APUC. However, it
has been suggested that they are on the high side.

Perhaps one way to get a better handle on these charges would be to
request the APUC to review the royalty gas clause of its December 1975
order as it applies to allowing flow through charges. At the time the



flow through provision was granted the transportation cost figures were
thought to be considerably less than those proposed now. It is ques-
tionable whether the APUC would have allowed the currently proposed flow
through charges, considering their comment in the order that the flow
through provisions proposed by Alaska Gas and Service Company (AGAS),
the distribution affiliate of APC, were . .so broad that nearly all
increases in any . . . cost of purchased gas could be flowed through."3
This tends to raise some doubts concerning APC's assertion that the APUC
had intended to allow any and all flow through costs. The APUC order
also states that the cost of royalty gas will be "somewhat higher" than
the price of gas from other gas supplies now committeed to APC. Other
supplies are priced at 41.5£/Mcf for gas from the Kenai yas field,
compared to 84.65°/Mcf for royalty gas from the North Cock Inlet field,
i.e., 104% higher,

It is of particular interest to note that, one of the reasons the APUC
allowed the added costs was to provide APC with the opportunity to
obtain additional gas to supplement their dwindling reserves, particularly
in the Anchorage area. Since the "royalty" line to move North Cook

Inlet gas to Anchorage has not been built, and APC is not required under
the contract to deliver gas to Anchorage, the question arises as to
whether the added flow through charges should be allowed by the APUC.

It is difficult to ascertain from the written material we have reviewed
how hard APC negotiated with Phillips for less than the agreed to

Alaska Public Utilities Commission Docket U-75-68, Order No. 3. dated
December 17, 1975, page 7. AGO 78570t
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charges of 10<£/Mcf for transportation and 10£/Mcf for compression.

Records show that APC discouraged the APUC from developing " ... "a
complete recordl of the negotiations (between APC and Phillips) for the
Commission's files . . The question arises as to what incentives,

if any, existed for APC to negotiate for lower charges if APC assumes

that any added costs can be passed on automatically to the consumer
under U-75-68(3)?

The argument that the royalty gas from the North Cook Inlet gas field is
cheaper, even with the added 20£/Mcf cost for transportation and com
pression charged by Phillips, than any "new" gas available to APC in the
Cook Inlet is debatable. APC cites a $1.45 price for similar gas in
Cook Inlet being offered by Pacific Alaska NG to support its contention.
(We understand the above to be a "spot sale".) However, since the con-
tract with APC provides that the State will receive the highest of three
pricing options on the annual anniversary of the contract, one of which
IS the highest price paid within a 100 km radius from the Phillips
platform, and since we hav b°en advised that the gas for wh'ch Pacific
Alaska NG is making an offer is within the 100 km radius, it is unlikely
that APC can escape paying the $1.45 (or even a higher) price within the
next year. Therefore, the assertion that regardless of the added
transportation and compression costs the royalty gas is still a bargain
IS not quite accurate, and APC is not entirely candid when using this
argument to attempt to convince the Alaska Oil and Gas Development

~  Letter from Alaska Gas and Service Company to Alaska Public Utilities
Commissionj dated Septe/nber 29, 1976. ACO 785705



Advisory Board, the APUC or the Legislature " ... that it appears

royalty gas will always be available . . . at less cost than any other
likely 'mew' gas."5

At the same tine APC told us that the above situation could not happen
since no comparable sale to that provided for in the current contract
would occur, and they, therefore, would never be subject to the pricing
provision which calls for the highest price to be paid

". ... by any purchaser in the upper Cook Inlet area for gas of

similar conditions of delivery: with due regard_to appro-

BHJate factors including, but not limited to, differences of

content, delivery pressure, terms of the contract and

i:,onnensec%l%n charges." (Current Gas Purchase Contract, page 10,
| -

Royalty Line

One of the reasons APC cannot make Contract 76-1 of last year opera-
tional is that the contract provides that APC take all of the royalty
gas available from the North Cook Inlet gas field. To have use for all
royalty gas APC needs to ship approximately 50 percent to its Anchorage
consumers, since only approximately 8 MMcf/day can be utilized on the
North Kenai Road.

APC has been "flirting" with the idea of building a connecting "royalty"
line from the North Kenai Road area to its "Anchorage" line, which
delivers gas to Anchorage from the Kenai gas field from the beginning of
the negotiations. However, they also have indicated that they would

5 Letter from Alaska Pipeline Company to Alaska Oil and Gas Development
Advisory Boai*d, dated April It, 1977.
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prefer to enter into an "exchange" agreement, with U-M and Phillips to
exchange royalty gas from North Cook Inlet with U-M gas from the Kenai
gas field. This would be technically feasible, and cost far less than
the proposed royalty line, since U-M runs a transmission line from the
Kenai gas field to the North Kenai Road area, with APC running a line
from the Kenai gas field to Anchorage. An exchange agreement would thus
avoid a literal transfer of gas and eliminating construction of a
"royalty" line. (See enclosed map.')

When APC found it impossible to work out an "exchange", they decided to
build their own line to connect with the Anchorage line. However, this
decision brought with it the request for all of the State's royalty gas
from the North Cook Inlet field for the life of production rather than
for a limited term through June of 1984. This request was not accepted
by the State and Contract 76-1 provides for a termination date of July
1, 1984,

The question as to whether APC would build a royalty line continued and
as late as February 2, 1977 APC informed the Alaska Oil and Gas Develop-
ment Advisory Board that they would take such quantities of royalty gas
as they could readily resell to their North Kenai Road customers, and
not be committed to installing a pipeline connecting to their existing
pipeline to Anchorage, although they could do so at their option.6 The

Letter from Alaska Pipeline Company to Alaska Oil and Gas Development
Adviso®ry Board, dated February P., 1977.

(13) AGO 785707



most recent indications are that APC is inclined to build the connecting
line upon approval of the contract by the Legislature, since " ... it
appears that there is sufficient benefit from the royalty line to
justify the investment by APC."7

The physical absence of the royalty line not only prevents APC from
providing Anchorage with much needed dedicated reserves, which was the
APUC's reason for the royalty clause which allowed flow through of costs
and commingling of lower priced Kenai field gas with North Cook Inlet
royalty gas, but it also prevents APC from providing North Kenai Road
customers with stand-by gas should the royalty gas ever be insufficient
to meet demand.

APC has indicated that a royalty line would not be feasible if the
present contract were not approved this year, because the contract only
extends to June 1, 1984, We do not find this argument very persuasive.
APC fully expects o get the royarty gas from the North Cook Inlet gas
field for the life of production once the contract has been signed.
Furthermore, it should be noted that the new contract provides that the
contract can be extended prior to its termination, a provision absent
from Contract 76-1.

The Legislature may wish to consider extracting a firm commitment from
APC that they will build a royalty line immediately, making it a con-

Letter from Alaska Pipeli#ne Company to Alaska Oil mid Gas Development
Advisory Boards dated April 15j 1977.
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dition of contract approval. If this can be accomplished, then APC
should be required to take all of the royalty gas which becomes avail-
able after completion of the line, and the 3 Bcf "best reasonable
effort" provision should be deleted from and/or revised in the APC
contract as well as the agreement between the State and Phillips to
avoid delays in deliveries once the line is operational.

Jurisdiction

Present indications are that there is no possibility for APUC or APC
jurisdiction over Phillips' pipeline, in as much as Phillips operates

and maintains the line for its own purposes. Phillips has not violated
any laws, and hoth agreements provide that should Phillips come under
either FPC, APUC or Alaska Pipeline Commission jurisdiction, the agreements
terminate.  Short of revoking their right-of-way permit and substituting

a right-of-way lease, which may be possible but almost certainly would
entail litigation, there appears to be no way to make them submit to
regulatory jurisdiction.

To avoid future problems, the Legislature may provide that
1. All pipelines not currently covered by our commun carrier statute

agree to common carrier status retroactively to retain their
pipeline right-of-way permits (Right-of-Way Leasing Act-38.35.120).

(15)
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2. Sec. 43.06.630(9) of the Alaska Pipeline Commission Act be amended
so that gas processing plants are covered in the definition of what
constitutes a pipeline or pipeline facility, and deleting the
reference to transportation as a common carrier,

3. The possibility should be explored if producers/operators of oil
and gas fields located in remote or inaccessible locations, such as
a platform, should be required to enter into mandatory exchange
agreements with more favorably located fields or transmission
lines, which are regulated by the APUC, to avoid jurisdiction,
while at the same time protecting the public interest.

These suggestions have not been thoroughly investigated nor checked with
the Division of Legal Services, but are offered as a beginning to remedy
the current jurisdictional problems with which the State is faced as it
affects Phillips" pipeline.

(16) AGO 785710
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TABLE I

PIPELINE
Estimated Present-Day Replacement Cost ......cccoeiiiiiiiiinnnenn, at least .$25,000,030
Estimated Present-Day Replacement Cost Depreciated to 1977 ......... 17,300),000
ESTIMATED COSTS 'Ve
S/Year___
Depreciation (20 Years) .....ccccoeeeeo... $1,100,000
Rate of Return 15~ on Depreciated
INVesStMeENT 1,520,000
e Income Tax © 52-9%" (-State <l Federal) ....... 1,700,000
Operating EXPenNsSe..icoiiiiiiiiiiiceceee e 2,750,000 -
* # *
TOTAL *$7,070 ,000
‘* Cost/ilcf © A3 Bcf/fear - 16.Ad

Cost/flcf © 55 Bcf/l'ear = 12.9*

AGO 785712



TABLE |

COMPRESSORS
(FIRST U2IT)

To maintain capacity in the gathering system and compressors to handle
the full 12—&$ royalty gas volume, it vrill be necessary to install com—
pressors at an earlier date. A.lso, it is estimated that to maintain this
capacity it v;ill be necessary to install an additional compressor unit
over and above that required for maintaining deliveries without the State

taking its royalty gas in kind. Estimated differential. In. compressor

investment is $5,000,000.

Cost of Compression

$/Year
Depreciation (i0 Years) .oceiciioiimoenaaaaaanaaann. $ 500,000
Rate of Return I5f> on Average Investment....... 375,000
Income Taxes © 52.9/® (State & Federal) .......... 20,000
Operating EXPeNnSe ..o iiie i ce e 715,000
$2,010,00""
Minimum Annual Payment *= $2,010,000
Royalty Gas Volume 0 A3Bcf/vear = 5*A Bcf .
Royalty Gas Volume 0 55Bcf/Yesr = 6.9 Bcf
Cost/Mcf 0 5-A Bcf = 37.2a
Cost/Mcf © 0.9 3cf «29.1c ;

Phillips agreed vrith Alaska Pipeline Company ™ request to a compressor

charge of 10j/Mcf on a space-available basis and no minimum, annual charm,
AGO 785713
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Quantity:

Delivery
Point:

Price:

ARTICLE 11

All

CONTRACT 76-1

royalty gas available, when and 1.

as available.

ARTICLE 111

Delivery point shall be the same
for APC as 1t has been for State,
which 1is Philllpr*® platform.

KEY PROVISIONS

PROPOSED REVISED CONTRACT

COntrAct"6'étmeEn State And PM n75
(with APC being a signatory)

ARTICLE 1V

Phillips shall use its "best reasonable
efforts”” to deliver not less than 3 Bcf
of royalty gas annually (without requiring
installation or operation of added pipeline
and compression facilities), and subject to
a. availability of capacity in Phillips”
facilities to handle volumes in excess
of Phillips® own requirements:
b. availability of royalty gas at the plat—
form;
c. APC"s requirements; and
d. APC"s ability to take the requirements.
Over or under deliveries of royalty gas shall
be carried 1n an over and short account. In
the event the takes by the State (APC) shall
ever be 60 MMcf less than the amount of roy—
alty gas available, Phillips shall purchase
the excess undelivered quantities of royalty
gas over 60 MMcf from the State, and pay the
State a price equal to that amount whicn
Phillips would have otherwise paid the State
had the State taken its royalty gas in value.

ARTICLE 111 SV

Delivery point shall be a* or near the existing
pipeline tap bcing presently used to deliver
gas from Phillips® pipeline to the Tcsoro re—

finery, which 1s located in the general vicinity

of Phillips® Kenai LNG plant on the North Kenai
Road.
ARTICLE V
1. To July 1, 1977 55.5</Mcf
2. July 1, 1977-July 1, 1970
the higher of
a. 60.36</Mcf or
b. price State would have re—
ceived had it continued to
take its royalty gas in value or
c. the highest price paid by any
purchaser in the Upper Cook Inlet
area (within a 100 km radius of
Phillips® platform) for similar
quality gas and similar condi—
tions of delivery.
3. July 1, 1970 and each succeeding

12 month period the higher of

a.

the previous year"s pr<ce plus
2f/Mcf or
price State would have received
had it continued to take its
royalty gas in value

the highest price paid by any
purchaser in the Upper Cook Inlet
area (within a 100 km radius of
Phillips® platform) for similar
quality gas and similar condi—
tions of delivery.

ARTICLE 111
1. Up to all royalty gas available, subject to
a. APC"s ability to take the entire amount
of royalty gas available on any given
day;
b. APC"s need and available delivery facil—
ities.
APC shall use its "best reasonable efforts”
to take not less than 3 Bcf of royalty gas
annually.

2. Over or under deliveries of royalty gas
shall be carried in an over and short
account. In the event the takes by APC
shall ever be 60 MMcf less than the amount
of royalty gas available APC is not per—
mitted to make up for any such underde-
livery and the State may sell the unde—
livered quantity of royalty gas to
Phillips.

ARTICLE V

APC"s connection into Phillips® pipeline syston
at or near Phillips® pipeline tap serving the
Tesoro refinery. It shall be the same delivery
point as that of the State and Phillips.

ARTICLE VI
1. To July 1. 1970 6d,65fF/Mcf
2. July 1. 1978-July 1, 1979
the higher of
a. 66.65C/Mcf or

b. price State would have re—
ceived had it continued to
take its royalty gas in value or

c. the highest price paid by any
purchaser in the Upper Cook Inlet
area (within a 100 km radius of
Phillips® platform) for similar
quality gas and similar condi—
tions of delivery.
3. July 1, 1979 and each succeeding
12 month period the higher of
a. the previous year"s price plur
2i/NMcf or
b. price State would have received
had it continued to take its
royalty gas in value or
C. the highest price paid by any
purchaser in the Upp :r Cook Inlet
are;, (within a 100 In radius of
Phillips® platform) for similar
quality gas and similar condi—
tions af delivery.
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GT.G8.

withering and
Compression
Ch rgcs and
Taxes; Other
Charges

Term:

Termination
Clause:

CONTRACT 76-1

ARTICLE VI

Effective: Upon approval by the
Legislature 5/20/76

Expiration: July 1, 1984

ARTICLE VII

Allows APC to torminato the contract
within 30 days of written notice to
State If APC Is unable to make satis—
factory arrangements to take delivery
of the royalty gas APC may not ex—
ercise this right after January 31,
1978.

CONTRACT BETWEEN STATE AND PHILLIPS

ACTICLE 1IX

1. 10f/Mcf for gathering costs to delivery
point to iiicrease 6 percent per year
compounded annually on the anniversary
date of the contract.

2. 10</Mcf for added compression costs to de—
livery point to Increase 6 percent per year
compounded annually on the anniversary
date when the facilities were first used.

3. Additional compression charges to be mutu—
ally agreed upon between, the parties, which
IndudeSjAPC s*nce they I[€ signatories of
this contract (see also 12.3). If no agree—
ment 1s reached within 90 days after
Phillips serves notice about such added
costs, then this contract Is terminated.

4. Additionally, the State must pay Phillips
any n«w or Increased fee, imposts, duty,
charge, excise or tax 1n proportion to the
amount of royalty gas deltvered to the State
as It relates to gathering and compression.

ARTICLE X1V

Effective: Upon approval by the Legislature
of the contract between the State and APC.

Expiration: June 1, 1984 unless terminated or
extended prior to that date.

ARTICLE IX, XI b X1V

1. Will be terminated lim>edlately If deliveries
to State (APC) have not commenced by Juno 30,
1978.

2. If subjected to regulation as a utility

(11.2).

3. If added compression cost cannot be agreed
upon within 90 days "9.3),

4. If contract between State and APC 1s ter—
minated.

t. If terminated the State"s election to receive
Its royalty gas 1n-klnd Is revoked, and
royalty gas available shall be sold to
Phillips In value.

CONTRACT 8ETVEEN STATE AND APC

ARTICLE VI 6 VII

1. 10</Hcf for gathering costs to delivery
point to Increase 6 percent per year
compounded annually on the anniversary
da | of the contract.

2. 10f/Mcf for added compression costs to de—
livery point to Increase 6 percent per year
compounded annually on the anniversary
date when such compression facilities are
ready for use. (This 1s different from
State/Phillips agreement.)

This does not obligate Phillips to Install
any compression facilities or to operate
any compression facilities already Instal—
led.

T. Additional compression charges to be mutu—
ally agreed upon between the State and APC.
If no agreement Is reached within 90 days
after the State serves notice about such
added costs, then this contract 1s termin—
ated (7.5).

4. APC must pay the State any amount for which
the State 1s obligated to reimburse
Phillips for a proportion of new or
Increased fees, Imposts, duties, charges
or taxes. (This leaves out excise.) (The
ianguage 1s somewhat different from State/
Phillips contract, but the effect would
seem to be the same.)

5. APC must pay the State any additional
costs not covered In the contract and
incurred by State In transporting the
gas to shore.

ARTICLE VII
Effective: Upon approval by the Legislature.

Expiration: June 1, 1984 unless terminated or
extended prior to that date.

ARTICLE VII

1. Contract shall terminate Immediately 1f
deliveries to APC have not commenced by
June 30, 1978.

2. Either State or APC may terminate this
contract by giving 30 days notice to the
other 1f Phillips comes under regulation
as a utility.

3. Contract may be terminated 1f added
compression cost cannot be agreed upon
within 90 days.

4. Contract may be terminated 1f contract

5 between State and Phillips Is terminated.

6. State may terminate upon 30 days notice to
APC If the State cannot arrange for satis—
factory transportation of royalty gas to
shore.



9T.G8.

Representation
and Condition
Precedent:

Payments:

Miscellaneous

CONTRACT 760

CONTRACT BETWEEN STATE AND *PHILLIPS

ARTICLE XI

Phillips, by entering Into this contract,
shall not be subject to regulation by the
FPC, APUC or APC.

Should they become subject to regulation
as a utility this contract may be termin—
ated by either party upon 30 days" notice.

ARTICLE XI1
APC to make all payments for State®s account
directly to Phillips.

CONTRACT BETWEEN STATE AND ARC

ARTICLE VIII

Neither this contract tor APC"s use or
disposition of the royalty gas will subject
Phillips to FPC, APUC or APC regulation.

ARTICLE IX

1. Assignments of Interest by APC may be made
*...to conform with...(APC"s) various
financing documents or as may be desirable
to...(APC) as to...(APC"s) conmonly owned
affiliate or subsidiary."”

2. If APC does not receive or purchase all
rayalty gas available, then State can dls-
oose of that portion not taken, provided no
gathering and compression charges arc Incur—
red by APC as a r*sult.

Legislative Affairs Agency
Keseiarch Division
pril -
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