


REMARKS
by
KAY BROWN, DIRECTOR, DIVISION OF OIL & GAS
on
CS HB 103 (Oil and Gas)
to
HOUSE RESOURCES COMMITTEE

February 25, 1985

Thank you Mr. Chairman. For the record, 1"m Kay Brown, Director of the
Division of Oil and Gas for the Alaska Department of Natural Resources. |1

appreciate the opportunity to address the committee on CS HB 103.

This bill makes two technical changes to the royalty oil and gas disposal

statute.

SECTION 1 of the bill would remove royalty oil and gas disposals from the
procedures that govern all disposals of interes; in state land or
resources under AS 38. It is unclear whether AS 38.05.035(e) applies to
royalty oil and gas sales. Royalty oil and gas sales have detailed
finding and notice requirements under AS 38.05.182, 183 and AS 38.06.
Although we believe that .035 is not presently applicable to royalty oil
and gas sales, the possibility that it does apply would cast a clouo over
sales that had to be entered into because of an emergency situation.
Further, elimination of the .035 requirement streamlines the procedural

requirements by removing conflicting timelines for disposal.

SECTION 2 of the bill would allow continuing competitive royalty oil sales



for terms of less than one year to be conducted without legislative
approval of those sales. AS 38.06.055(a) provides that the legislature
will approve all royalty oil and gas sales. Subsection (b) of that
section sets out several exceptions for short-term and small volume sales
which do not require legislative approval. Subsection (b)(1) makes an
exception for sales of one year or less to relieve storage or market
conditions, and this is the section under which we held the competitive
sale in December 1984. Subsection (c), which is the section being amended
in CS HB 103, goes on to s*y that a sale made under (b)"1) may not be
continued after the end of one year or renewed with the same party without

the prior approval of the legislature under (a) of the statute.

The Department of Law has advised us that there is a serious question as
to whether a party who gained royalty oil under one competitive sale could
re-bid in a subsequent royalty oil sale if the combination of the two
sales would lead to that particular buyer receiving oil for more than a

one-year period.

We see no reason why a company which bids and wins in one competitive sale
should not be able to bid again the next year and again win the right to

receive oil if it bids the highest price.
To await legislative approval under a competitive bid situation for
contracts of one year or less would defeat the entire purpose of that type

of short-term competitive sale.

Although it has been the consistent position of this and previous



administrations that the requirement of legislative approval is
unconstitutional, administrations have always, as a matter of comity,
respected the legislature®s desire to be consulted in long-term or
negotiated royalty oil contracts. Further, the presence of the statute,
whether constitutional or not, could CuSt a cloud on any subsequent

competitive sale.

Mr. Chairman, while we have not yet made a firm decision on whether
continuing competitive sales would be beneficial to the state, we would
like to have that option available for consideration at the same time we

are considering the new proposals for in-state use.

That concludes my remarks Mr. Chairman. Thank you very much for your time.
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January 23, 1985

The Honorable Ben Grussendorf
Speaker of the House

Alaska State Legislature
Pouch V

Juneau, AK 99811

Dear Representative Grussendorf:

Under the authority of art. Il1l, sec. 18, of the Alaska
Constitution, 1 am transmitting a bill relating to royalty
oil. The bill would (@) clarify and streamline procedurals,
requirements for royalty oil and gas sales by expressly

providing that the best-interest finding set out in
AS 38.05.035(e) does not apply to those sales; and (2) en—
able the Department of. Natural Resources to establish a
regular program of short-term competitive royalty oil sales.

It is unclear whether AS 38.05.035(e) applies to royalty oil
and gas sales. Royalty oil and gas sales have detailed
finding and notice requirements set out 1in AS 38.05.182,
38.05.183, and AS 38.06, and are expressly committed to
commissioner actions. AS 38.05.035(e), on the other hand,
is essentially duplicative of those other processes and
concerns actions taken by the director of the division of
lands. Although we believe that the provisions of
AS 38.05.035(e) are not presently applicable to oil and gas
sales, such confusion does cast a cloud over royalty oil
sales (particularly those that are entered into because of
an emergency situation) . The amendment in sec. 1 of the
bill resolves the 1issue.

The second change, in sec.2 of the bill, would allow
competitive royalty oilsales for terms of less than one
year to be conducted without legislative approval of those
sales. To await legislative approval under a competitive
bid situation for contracts of one year or less would defeat
the entire purpose of that type of short-term competitive
sales, Under the present statutory scheme, however, there
is a serious question as to whether a party who gained
royalty oil under one competitive sale could re-bid in a
subsequent royalty oil sale if the combination of the two
sales would lead to that particular buyer receiving oil for
more than a one year period. Although it has been the



consistent position of this and previous administrations
that the requirement of legislative approval 1is unconstitu—
tional, administrations have always, as a matter of comity,
respected the legislature®s desire to be consulted 1in

long-term or negotiated royalty oil contracts. Further, the
presence of the statute, whether or not constitutional,
wouid cast a cloud on any sale. -Thus we believe that a

cla: ifj.cation to allow short-term competitive royalty oil
sales would be in the best interests of all.

Sincerely,

Bill Sheffield
Governor
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Possible Amendment to AS 38.05.183(d)

(d) Except for sales of one year or less to relieve storage or market
conditions, oil or gas taken in-kind by the state as its royalty share may not
be sold or otherwise disposed of for export from the state unt*l the
commissioner determines that the royalty in-kind oil or gas is surplus to the
present and projected intrastate domestic and industrial needs. The
commissioner shall make public, in writing, the specific findings and reasons
on which his determination is based and shall, within 10 days of the convening
of a regular session of the legislature, submit a report showing the immediate
and long-range domestic and industrial needs of the state for oil and gas and

an analysis of how these needs are to be met.
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Supplemental Finaings
Comp~etitive Royalty OilSale
(Pruahoe Bay ana Kuparuk River Lhits)

AS 38.05.183(a) states that oil ana gas taken in-kind as the state"s royalty
share of proauction may not be sold or otherwise disposed of for export from
the state until the Commissioner of Natural Resources determines that the
royalty in-kind oil or gas is surplus to the present and projected intrastate
domestic and industrial neeas for oil and gas. I fina that the 90,000 cpa
scheauled for competitive sale on December 11, 1984 is surplus to present and
proj@c;ted intrastate domestic and inaustrial neeas for oil.

AS 38.05.183 also requires the Commissioner to submit an annual report to tne
state legislature ''showing the immeoiafe ana long-term domestic ana inaustrial
needs of the state for oil and gas ana an analysis of how these negas are to
be met.” The Department of Natural Resources, Division of Oil Gas (the
Department) complies with that requirement by preparing a document, published
each January, entitled Historical ano Projected Oil and Gas Consumption (also
called the Supply/Demand study)”. The January 1984 Supply/Demand study
concluded, as it haa iIn previous years, that in-stf te supplies of both oil and
gas far exceeded the immediate and long-term domes tic and inaustrial neeas of
the state for oil and gas.

fXie to the absence of any new information concerning the immeoiate ana
long-term aomestic and inaustrial neeas of the state for oil ana gas, the
Department again concluded, both in the Preliminary Findings ana Determination
to Negotiate Backup Royalty Oil Contract(s) ano Conauct a Competitive Royalty
Oil Sale (Ajiy 12, 1984) ana the Final Finaings ana Determination to Conauct a
Competitive Royalty Oil Sale for In-Kind Oil from the Pruahoe Bay ana Kuparuk
River Units (October 10, 19C4J. that rhe 90.000 bpo of state royalty oil bo be
sola competitively on December 11, 1984 1is surplus to in-state needs.
Consequently, upon the publication of the Preliminary Finding and execution of
contracts with backup purchasers, the state gave a six-month notice to the
North Slope producers of its intent to take 90,000 bpd of royalty oil in-kino
(as proviaed by proceaures jn the Pruahoe Bay ana Kuparuk River Unit
Agreements).

The Department"s conclusion was ann is based in part on the interpretation of

AS 38.05.183 stated iIn each Supply/Cemana study since 1982. In that year,
the study First gave specific definitions to certain phrases 1in that
statute. Since 1982, the Tfirst chapter of every Supply/Demand stuay nas

contained a list of possible definitions for dome of the imprecise clauses of.
AS 38.05,183, such as "how these needs are to be met". The Supply/Demand
study definition of that phrase specifies the Department™s long-standing
position that the state®"s present ana projected intrastate domestic and
industrial needs for oil ard gas may be met from a variety of sources,
including state royalty oil. See 1984 Supply/Demana stuay page 1.7.



The intent of the statute should not be regarded as complete state
self-sufficiency in"refined products fron state royalty oil. Rather, the
Department believes the legislature was aiming at ensuring adequate overall
oil and gas supplies for the utate. The 1984 Supply/Demand study states that,
"lhaer reasonable assumptions about recoverable reserves and Alaskan
consumption , the current inventory of botfvoil ana gas is more than sufficient
to meet the presently identifiable needs off Alaskans for the next 15 years."
Presently, the Department of Revenue®s most recent crude oil price forecasts
remain conservative due to the continued surplus in world supplies. While
unfavorable from a revenue standpoint, that surplus will likely translate into
dampened crude oil prices for Alaska consumers and inaustrial users. Only if
the cost of .imported products were significantly adove the cost of products
which could be refined in Alaska (e.g- when oil 1is not available to local
refiners at the market price), or if Alaska users were suffering from an
absolute shortfall in petroleum products, wcula the Department not consider
the royalty oil to be sold at the competitive sale as ''surplus'” to present and
projected in-state needs. Neither of these was found to be the case.

The Department®"s view of the purpose of AS 38.05.183 stems first from the
atmosphere of absolute shortage, particularly in motor fuels, which prevailed
at the time the statute was written. The statute was aaoDted iIn 1974, when
the worldwide oil crisis and the imposition of feaeral oil contract controls
raised the spectre of product shortages in Alaska despite North Slope crude
oil production. The Department®s view stems secona from the apparent paradox
of continued iImports into regions such as Southeast Alaska, where the landed
cost of such imports from Puget Sound undercuts the cost of delivered refined
products to Southeast from Railbelt refiners. Uhaer thxs> most constrained
interpretation of the statute, the Department would be ~iigea to promote
in-state refining with royalty oil for the sake of absolute self-sufficiency,
even when this resulted in higher prices for Alaskans. Clearly, this was not
the intent of the statute. Intrastate needs for oil ana gas are presently
being met from a variety of sources, including state royalty oil. As chargea,
the 1984 Supply/Demana study identifies those sources ana discusses how
in-state neeas are to be met, given the total supply of hydrocarbons within
the state. In terms of total present ana projected demand vs. total present
ana projected supply, intrastate refined product needs can be met vith ease by
the unprecedented proauction of crude oil from the North Slope, which is
available to any purchaser willing to meet the market clearing price for that
oil. For these reasons, the Department determined in the 1964 Supply/Demand
study that the state enjoys a surplus of hydrocarbons relative to present ana
foreseeable demand.

Even i AS 38.05.183(d) were interpretea to require all intrastate needs to be
satisfied by royalty oil before export could occur, 1 would find that the
competitive sale pmcunts are surplus to present and projjcted intrastate
domestic and on inaustrial neeas for two reasons. First, persons who have a
demand for oil as a result of current in-state processing or supply activities
are granted priority rights to purchase royalty oil at the competitive oale.
Second, during the term of the competitive sale contracts, royalty oil will
remain in-value and will be available for disposition in-state.



The Department has provided for satisfaction of demand for royalty oil on the
part of in-state refiners and in-state suppliers by giving them priority
rights to purchase oil at the competitive sale. A priority will be offerea to
bidders which have .old an average of at least 5,000 bpa of refinea petroleum
products to distributors or consumers™within the State of Alaska during the
twelve-montn period beginning June 1, 19&3"ana ending May 31, 1984, ana which
possess the ability to process crude oil into refinea petroleum proaucts at a
processing facility owned by the bidder. Priority status will enable the
in-state supplier to meet the highest winning bid in each of the three
categories of royalty oil to be competitively sold*. That right extends to the
nunber of lots remaining in each category after the first rouna award of
lot(s) to the highest winning biaaer(s) iIn each category ana priority bioders
who have been posted ?s apparent hicE> bidders. Consequently, in the first
round of awards, priority bidders enjoy the possibility of receiving oil at
the lowest price posted in each category.. In addition, in-state suppliers are
reasonably assured of receiving the oesirea volume of oil in the secona rouna
of awards, provided they are willing to meet the competitively establishea
price. 11 AAC 03.250(5) states that:

""present or projected intrastal; domestic and industrial
neeas'" means in-state domestic ana inaustrial usmana ct a
competitive market price for the royalty oil, gas, or gas
liquids. 'Competitive market price" includes, but is not
limited to, a price established by competitive bid.

Thus, in-state refiners ana suppliers will have the Ffirst right to royalty
crude at a competitive market price so that their supply is assured.

At the present time the state leaves approximately 104,735 bpa of royalty oil
in-value with the North Slope lessees. The lessees export this oil from
Alaska and tencer the reported netback sale proceeas to the state. Curing the
first six months of the term of the competitive sale contracts, April 1985 to
September 1985, approximately 26,013 tpa of royalty oil will remain in-value.
Coring the TfTollowing six months of the term, October 1985 to March 1986,
approximately 41,013 bpa of royalty oil will remain in-value. These amounts
will remain available for disposition in-state if the Department finas the
disposition(s) to be iIn" the State"s best interest. (If a contract currently
being negotiated with Golden Valley Electric Association is approved, future
amounts available for disposition woulo be reduced by 5,000 bpa.)

Several parties have recently expressed an interest in purchasing royalty oil
from the State. Our conclusion that the competitive sale amounts are surplus
to present ancl projected needs was drawn with the knowledge that all in-state
refiners do not have 100% of their projected capacity supplied by state
royalty oil. For example, as mentioned in the Preliminary Finding, the
Department has conducted negotiations for the sale of royalty oil to MAPCO
Inc. to fuel a proposed refinery expansion.’. The successful outcome of those
negotiations is not, however, regaroed by the Department as prerequisite to
the possible export of the state"s royalty oil in the planneo competitive
sale. First, MAPCG representatives indicated to the Department that the
proposed refinery expansicn may not be built, throwing the question of MAPCO"s
projected needs iInto aoubt. Second, if MAPCO had a ” njectea aemana for
royalty oil at a competitive price, it could have availed itself of its



opportunity to purchase oil at the competitive sale, as a priority bicaer.
mSince it is a current in-state refiner, MATCO would have been entitled to all
the priority rights discussed above. Third, by virtue of its proximity to the
Trans Alaska Pipeline (TAPS), MAPCO has unique opportunities tc supply its
refinery with North Slope oil. MAPCO -.currently receives 35,000 bpci of royalty
oil directly fronr the State. MAPCO also receives 5,000 tpo of royalty oil
through its agreement with another state royalty oil purchaser - the Golcen
Valley Electric Association. In addition, about 60& of the oil run through
the MAPCO refinery 1is, with a minor quality penalty, reinjected intc TAPS to
re-emerge as whole oil at Valdez. That oil, whifh is the property of MAPCO,
may be exchanged for more oil from the North Slope ano again withdrawn from
TAPS at Fairbanks. One of the several advantages that MAPCO enjoys with its
state royalty oil contract, relative to other in-state refiners, is this
absence of any state control over the return oil. MAPCO could also purchase
oil directly from the North Slope lessees to satisfy any demand not met
through the purchase and exchange of royalty oil. Finally, MAPCO"s location
on "APS allows it to enter into "in-transit stop" arrangements in which MAPCO
"borrows™ oil from other TAPS shippers.- The borrowed oil is processed in
MAPCO®"s refinery with the full amount returned to the original shipper at
Valdez through a combination of return oil ano quality bank payments. This
in-transit stop arrangement remains feasible so long as MAPCO’s current
contract which does not expire unt<<1.2003, remains in effect. The Department
believes that any failure by MAPCO to secure oil through these possible
sources of supply indicates that MAPCO"s oemano may exist only so long as it
believes the State is willing to supply it with oil at a price below
competitive prices. pxnlainpu above, 11 AAC 03.250(5) provides that
projected needs mean. jc mdemand at a competitive price.

Since the Department made 1its most recent finding of ample in-state
hydrocarbon supplies, published in the Final Finding of October 10, 1984,
several Alaskan parties in addition to MAPCO nave expressed interest in
purchasing royalty oil. Chevron has requested further volumes of royalty oil
to meet a possible 1increase in ‘'throughput" at its 18,000 bpa Nxkiski
Ref. nery. Chevron owns and exports 12,000 bpo of North Slope production in
addition to the 18,000 tpa of royalty oil which it processes at Nikiski. few
parties also propose to create additional new refineries in Alaska. Because
these proposals were not known to the Department at the time of the most
recent determination of an in-state hydrocarbon surplus, the state has decided
to reouce the one-year term of those lots offered in the Kuparuk River oil
category (category A) to six months. This will enable the state to have an
additional 15,000 bpd of royalty oil available in the fall of 1985 for those
who offer to purchase state royalty oil at terms which lead the Department to
find that the disposition(s) would be in the state"s best interest.

As stated, the iImpressive cuantities of oil available within the state, which
are the highest in the nat. on on a per-capita basis, diminish the likelihood
of an actual -"reed’ by these groups in the sense of supply availability.
However, given the very recent nature of the new proposals received, the
Department will further review their merits, as well as supply alternatives in
addition to royalty oil. It has been the Division™s experience that the term
"need"’ is perceived differently by p. ospective in-state royalty oil



purchasers. Rather than the physical unavailability of oil aue to worla
shortages or the unwillingness of Narth Slope proaucers to sell ANS cruae a<
the market clearing price, prospective in-state royalty oil purchasers often
view their feedstock neeas in terms of the royalty oii price ana terms they
require Tfor economic viability. While .tF'e Department recognizes that there
are a host of oil-relatea economic activities which can be maae viable should
the state choc:s to undercut the market clearing price of Alaska North Slope

- oil for specific parties, this is not seen as the definition of 'neea" In
AS 38.05.183, nor is it clearly in the State"s best interest to ao so.

Given the short-term nature of the proposed competitive sale, tne
consideration extended to in-state refiners and suppliers through the priority
bidding system, the lack of Demonstrated current need on the part of other
potential in-state purchasers, and the amounts of oil remaining in-value
available for disposition, | find pursuant to AS 38.05.183 that the royalty
oil to be disposed of at the competitive sale is surplus to present ana
projected intrastate domestic and inaustrial neeas.

//-vT -y [/
Kay firom, Director Datfe
Division uf Oil & Gas
Department of Natural Resources
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