


M a y  1, 1986

T E S T I M O N Y  OF K A Y  BROWN, D I R E C T O R ,  D I V I S I O N  OF O I L  A N D  GAS 

T O  H O U S E  R E S O U R C E S  C O M M I T T E E  

ON P R O P O S E D  H O U S E  R E S O U R C E S  CS F O R  CS S B30S

T h a n k  you, Mr. C h a i r m a n .  F o r  t h e  r e c ord, I ' m  K a y  Brown, 

D i r e c t o r  o f  the D i v i s i o n  o f  O i l  a n d  Gas for the D e p a r t m e n t  

of  N a t u r a l  R e s o u r c e s .  I a p p r e c i a t e  t h i s  o p p o r t u n i t y  to 

testify.

T h e  b i l l  b e f o r e  the c o m m i t t e e  w a s  i n t e n d e d  to b e n e f i t  A l a s k a  

gas a n d  e l e c t r i c  c o n s u m e r s .  W e  d o n ' t  b e l i e v e  it is p r u d e n t  

to try to a d d r e s s  o t h e r  i s s u e s  —  s u c h  as h o w  to v a l u e  the 

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

e x p o r t  u s e s  —  in th i s  c o n s u m e r  bill.

The D e p a r t m e n t  of  N a t u r a l  R e s o u r c e s  s u p p o r t s  the H o u s e  Oil 

an d  Gas C o m m i t t e e  S u b s t i t u t e  for SB 309. W e  o b j e c t  to the 

p r o p o s e d  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 ,  w h i c h  a d d r e s s e s  

i n d u s t r i a l  a n d  e x p o r t  sales. If the l e g i s l a t u r e  i n s i s t s  on 

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



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

p r o t e c t s  the s t a t e ' s  interest.

T h e  a p p r o a c h  s u g g e s t e d  in the p r o p o s e d  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  is n o t  a c c e p t a b l e .  L e t  m e  e x p l a i n  why.

F u n d a m e n t a l l y ,  w e  b e l i e v e  th a t  the b u r d e n  m u s t  be on the 

l e s s e e  to s h o w  t h a t  the r o y a l t y  v a l u e  is a f a i r  v a l u e ,  and

n o t  on the C o m m i s s i o n e r  to s h o w  t h a t  it isn't.

T h e  d e p a r t m e n t  b e l i e v e s  it is a p p r o p r i a t e  to a c c e p t  a 

c o n t r a c t  p r i c e  as the r o y a J t v  v a l u e  for a r m s - l e n g t h  s a les to 

r e g u l a t e d  u t i l i t i e s  -- as p r o v i d e d  in the H o u s e  O i l  a n d  Gas 

C o m m i t t e e  S u b s t i t u t e  for SB 309 —  b e c a u s e  A l a s k a  c o n s u m e r s  

w o u l d  be the d i r e c t  b e n e f i c i a r i e s  o f  a n y  r o y a l t i e s  l o s t  to 

t he s t a t e  as a r e s u l t  o f  u s i n g  s o l e l y  the c o n t r a c t  p r i c e  to 

e s t a b l i s h  r o y a l t y  value. W e  do n o t  b e l i e v e  t h a t  i n d u s t r i a l  

a n d  e x p o r t  g a s  us e s  s h o u l d  r e c e i v e  the same e x c e p t i o n ,  s i nce

the l i k e l y  e f f e c t  w o u l d  be to i n c r e a s e  the p r o f i t s  of

=industr-i-ai- a n d - e x p o r t  -concerns---without a c o r r e s p o n d i n g  

p u b l i c  b e n e f i t .

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

e r o d e s  the s t a t e ' s  r i g h t s  u n d e r  e x i s t i n g  o i l  a n d  gas leases. 

It w o u l d  b i n d  the s t a t e  as l a n d o w n e r  to p r i c e s  e s t a b l i s h e d  

in c o n t r a c t s  to w h i c h  it w a s  n o t  a pa r t y ,  and, c o n t r a r y  to



the p r o v i s i o n s  o f  the leases, w o u l d  f o r e g o  r o y a l t i e s  the 

s t ate is e n t i t l e d  to receive.

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

a u t h o r i z i n g  " b e l o w  m a r k e t "  s a les o f  r o y a l t y  g a s  for c o n s u m e r  

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

and w h i c h  is a n  i m p o r t a n t  e l e m e n t  o f  t h e  d e p a r t m e n t ' s  

p r e l i m i n a r y  s e t t l e m e n t  a g r e e m e n t  w i t h  C h u g a c h  E l e c t r i c .  We 

r e c o m m e n d  th a t  th i s  l a n g u a g e  b e  resto r e d .

The p r o p o s e d  C o m m i t t e e  S u b s t i t u t e  e x p a n d s  the p r e s u m p t i o n  

t h a t  a c o n t r a c t  p r i c e  is t h e  c o r r e c t  r o y a l t y  v a l u e  to c o v e r  

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

i n d u s t r i a l  p u r p o s e s .  T h e r e  is no a s s u r a n c e  t h a t  a c o n t r a c t  

w o u l d  b e  s t r u c t u r e d  to r e f l e c t  the t r u e  v a l u e  o f  the gas.

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

C o m m i t t e e  S u b s t i t u t e  w o u l d  a d v e r s e l y  a f f e c t  t h e  s t a t e ' s  

a b i l i t y  to c o l l e c t  r o y a l t i e s  in s e v e r a l  i m p o r t a n t  i n s t a n c e s .  

F o r  e x a m p l e 7 ^ M a r a t h o n ~ O i l  C o m p a n y - h a s — a d v i s e d  t h e  d e p a r t m e n t  

th a t  it i n t e n d s  t o  t a k e  g a s  f r o m  n e w  f i e l d s  (rot c o v e r e d  b y  

p a s t  r o y a l t y  s e t t l e m e n t s )  to its L N G  p l a n t  in C o o k  Inlet. 

P r e s u m a b l y  M a r a t h o n  w i l l  sell t h e  gas as L N G  to a J a p a n e s e  

p u r c h a s e r  n o t  r e l a t e d  to M a r a t h o n  in m a n a g e m e n t ,  o w n e r s h i p  

o r  o t h e r  aspect. Thus, M a r a t h o n  w o u l d  b e  e n t i t l e d  to the 

p r e s u m p t i o n  o f  u s e  o f  the c o n t r a c t  p r i c e  u n d e r  the p r o p o s e d



C o m m i t t e e  S u b s t i t u t e .  H o w e v e r ,  the s t a t e  w o u l d  n o t  b e  able 

to e f f e c t i v e l y  c h a l l e n g e  a low r o y a l t y  v a l u e  c l a i m e d  by  

M a r a t h o n  due to c h a r g e s  a s s o c i a t e d  w i t h  l i q u i f y i n g  a n d  

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

r o y a l t y  value; o t h e r  a s p e c t s  o f  the t r a n s a c t i o n  s u c h  as 

t r a n s p o r t a t i o n  a n d  L N G  f a c i l i t i e s  m u s t  b e  c o n s i d e r e d  if  the 

s t a t e ' s  i n t e r e s t s  are to b e  p r o t e c t e d .

O b v i o u s l y  the p o t e n t i a l  f i s c a l  i m p a c t s  o f  this b i l l  are 

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

Slope. W i t h  N o r t h  S l o p e  gas, it is w e l l  k n o w n  t h a t  p i p e l i n e ,  

l i q u e f a c t i o n  a n d  s h i p p i n g  c h a r g e s  w i l l  b e  v e r y  large. As 

w i t h  C o o k  I n l e t  LNG, the s t a t e  w i l l  iieed to b e  v i g i l a n t  to 

a s s u r e  t h a t  the v a l u e  o f  the gas is n o t  a t t r i b u t e d  to t h e s e  

o t h e r  s e g m e n t s  o f  the e x p o r t  p r o j e c t .  It is i l l u m i n a t i n g  

. t h a t  m i l l i o n s  o f  d o l l a r s  a n d  a l m o s t  10 y e a r s  h a v e  f a i l e d  to  

y i e l d  a c o n c e n s u s  on the p r o p e r  c o s t s  o f  t h e  T A P S  

c o n s t r u c t i o n  p r o j e c t .  Y e t  th i s  b i l l  c o u l d  r e q u i r e  a 

C o m m i s s i o n e r  to m a k e  ever, .nore c o m p l e x  d e t e r m i n a t i o n s ,  w i t h  

— n o . z : g u a r a n t e e d - a c c e s s - t o - n e c e s s n r v - i n f o r m a t i o n ,  w i t h i n  90 

d a y s .

A t  a m i n i m u m ,  the s t a t e  m u s t  h a v e  the a b i l i t y  to s c r u t i n i z e  

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

p u r p o s e s ,  su c h  as p i p e l i n e s ,  L N G  f a c i l i t i e s  a n d  L N G  tankers. 

Fur t h e r ,  the l e s s e e  m u s t  h a v e  the b u r d e n  o f  p r o v i d i n g  all
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i n f o r m a t i o n  n e c e s s a r y  f o r  t h e  c o m m i s s i o n e r  t o  m a k e  a n  

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

a n d  c o n v i n c i n g  e v i d e n c e  t h a t  t h e  v a l u e  o f  t h e  g a s  is 

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

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

o t h e r  p r o f i t  o r  c o s t  c e n t e r s .

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

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

t h a t  c o v e r e d  b y  t h e  l e s s e e ' s  g a s  s a l e s  c o n t r a c t ,  a n d  t o  

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

t h e  c o m m i s s i o n e r .

W i t h o u t  t h e s e  m i n i m u m  p r o t e c t i o n s  f o r  t h e  s t a t e ,  t h e  

p r o p o s e d  C o m m i t t e e  S u b s t i t u t e  is u n a c c e p t a b l e .

A s  d r a f t e d ,  t h e  p r o p o s e d  C o m m i t t e e  S u b s t i t u t e  w o u l d  r e q u i r e  

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

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

-clear— a n c L - c o n v i n c i n g  e v i d e n c e  t h a t

(A) t h e  c o n t r a c t  p r i c e  is u n r e a s o n a b l y  low;

(B) t h e  p r o s p e c t i v e  r e d u c t i o n  i n  r o y a l t y  r e c e i p t s  w o u l d  

n o t  b e  b a l a n c e d  b y  i n c r e a s e d  b e n e f i t s  t o  i n - s t a t e  c o n s u m e r s ;  

a n d

(C) t h e  c o n t r a c t  p r i c e  is n o t  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 .



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

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

s t a n d a r d  th a n  f i n d i n g  t h a t  a n y  o n e  o f  the c o n d i t i o n s  e x i sts. 

Thus, e v e n  if the C o m m i s s i o n e r  h a d  c l e a r  a n d  c o n v i n c i n g  

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

v a l u e  w o u l d  b e  a d v e r s e  to the s t a t e ' s  b e s t  i n t e r e s t ,  the 

C o m m i s s i o n e r  w o u l d  n o n e t h e l e s s  be  o b l i g a t e d  to b i n d  the 

st ate to the d i s a d v a n t a g e o u s  r o y a l t y  v a l u e  if t h e  o t h e r  two 

s t a n d a r d s  c o u l d  n o t  be  p r o v e n  b y  the same h i g h  e v i d e n t i a r y  

standard.

As a p r a c t i c a l  m a t t e r ,  it w o u l d  b e  v i r t u a l l y  i m p o s s i b l e  for 

the c o m m i s s i o n e r  to o b t a i n  c l e a r  and c o n v i n c i n g  e v i d e n c e  to 

s h o w  th a t  a c o n t r a c t  p r i c e  w a s  u n r e a s o n a b l y  low a n d  n o t  in 

the s t a t e ' s  b e s t  i n t e r e s t  w i t h i n  the 9 0 - d a y  t i m e f r a m e  

p r o v i d e d .  The l e s s e e  w o u l d  c o n t r o l  a c c e s s  to the n e c e s s a r y  

i n f o r m a t i o n .  L e s s e e s  h a v e  an u n d e r s t a n d a b l e  d e s i r e  to 

- m i n i m i z e  r o y a l t y  p a y m e n t s ,  a n d  no i n c e n t i v e  to c o o p e r a t e  by 

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

— m i g h t - r e q u e s t - i n - o . r d e r - t o - m a k e - a — d e c i s i o n .  T h e  l e s s e e s  

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

f o r m u l a  t h a t  the C o m m i s s i o n e r  w o u l d  b e  a s k e d  to a p p r o v e  in 

o n l y  90 days.
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In sum m a r y ,  Mr. C h a i r m a n ,  w e  are d i s a p p o i n t e d  t h a t  t h i s  b i l l  

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

c o n s u m e r s  m a y  be  b r o a d e n e d  to c o v e r  ' .ustrial and e x p o r t  

u s e s  w i t h o u t  a d e q u a t e  p r o t e c t i o n  for the s t a t e ' s  i n t e r e s t s .  

W e  u r g e  the c o m m i t t e e  to a d o p t  t h e  H o u s e  O i l  and Gas 

C o m m i t t e e  S u b s t i t u t e ,  w i t h  the a d d i t i o n  o f  the w o r d s  " b a s e d  

o n  c l e a r  a n d  c o n v i n c i n g  e v i d e n c e "  a f t e r  the w o r d  " f i n d i n g "  

on  p a g e  1, line 28 o f  t h a t  bill. If the c o m m i t t e e  d e e m s  it 

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

r e c o m m e n d  u s e  o f  the l a n g u a g e  i n c l u d e d  in C o m m i s s i o n e r  

Wunni'cke' s.. A p r i l  22 l e t t e r  to C o - c h a i r m a n  Shultz.

T h a  \k y o u  for y o u r  t i m e  a n d  c o n s i d e r a t i o n .
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F i s c a l  N o t e  B a c k g r o u n d  
for KB 425

P a s s a g e  of HB 425 w o u l d  p r e v e n t  e n f o r c e m e n t  of  e x i s t i n g  
r o y a l t y  c o l l e c t i o n  p r o v i s i o n s  in B e l u g a  F i e l d  oil and gas 
leases, and e n f o r c e m e n t  of r o y a l t y  gas p r o v i s i o n s  in o t h e r  
fields. T h i s  f i s c a l  n o t e  r e p r e s e n t s  the im p a c t  of the 
l e g i s l a t i o n  o n l y  o n  the B e l u g a  F i e l d  r o y a l t y  c o l l e c t i o n s ,  
a l t h o u g h  t h e r e  are l i k e l y  to be i m p a c t s  in o t h e r  fields.

The S t a t e  i s s u e d  an e n f o r c e m e n t  o r d e r  for the B e l u g a  F i eld 
in M a r c h ,  1985, e f f e c t i v e  A p r i l  15, 1985. W h i l e  the n o t i c e  
is c o n t e s t e d  by p r o d u c e r s ,  t h e r e  h a v e  b e e n  no p a y m e n t s  made; 
if the n o t i c e  w e r e  i m p l e m e n t e d  as w r i t t e n ,  the S t a t e  w o u l d  
c u r r e n t l y  r e c e i v e  $2.8 m i l l i o n / y e a r  in i n c r e a s e d  r o y a l t y  
p a y m e n t s .  B e c a u s e  the S t a t e  has o f f e r e d  to s e t t l e  the 
l a w s u i t  at  a l o w e r  v a l u e  t h a n  e m b o d i e d  in the e n f o r c e m e n t  
notice, h o w e v e r ,  the f i s c a l  i m p a c t  has b e e n  e s t i m a t e d  at the 
p r o p o s e d  s e t t l e m e n t  v a l u e  ($1.50/mcf) t h a t  w o u l d  be lost if 
SB 309 p a s s e s  r a t h e r  t h a n  at the v a l u e  t h a t  w o u l d  be 
r e c o v e r e d  u n d e r  the o r i g i n a l  notice.

S o m e  of the r e v e n u e  loss w i l l  be felt by the A l a s k a  P e r m a n e n t  
Fund, w h i c h  r e c e i v e s  25% of the r e v e n u e s  fr o m  s t ate oil and 
gas leasing. T h e  r e m a i n d e r  of the i m p a c t  w i l l  be on the 
G e n e r a l  Fund.

T h e r e  w i l l  be o t h e r  s i g n i f i c a n t  b u t  c u r r e n t l y  i n c a l c u l a b l e  
f i s c a l  i m p a c t s  f r o m  p a s s a g e  of the bill. If the b i l l  
passes, the S t a t e  w i l l  not c o l l e c t  full r o y a l t y  v a l u e  (as 
s t i p u l a t e d  in e x i s t i n g  oil and gas l e a s e  forms) p r o s p e c t i v e l y  
on o t h e r  state lea s e s  p r o d u c i n g  gas. A d d i t i o n a l l y ,  p r o d u c e r s  
m ay se e k  r e t r o a c t i v e  c o m p e n s a t i o n  for w h a t  rhey m a y  r e g a r d  
as p a s t  r o y a l t y  o v e r p a y m e n t s ,  i n c l u d i n g  s e v e r a l  r e c e n t  
s e t t l e m e n t s  on r o y a l t y  gas p r i c i n g  in C o o k  Inlet.

If the L e g i s l a t u r e ' s  a c t i o n  a f f e c t s  the S t a t e ' s  p o s i t i o n  
r e g a r d i n g  v a l u a t i o n  of o t h e r  S t a t e  r o y a l t y  oil and gas (most 
n o t a b l y  N o r t h  S l o p e  oil) t h e r e  c o u l d  be r e v e n u e  losses 
a m o u n t i n g  to tens or h u n d r e d s  o f  m i l l i o n s  of do l l a r s .
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O r i g i n a l  s p o n s o r s :  Faiks, Kelly,

and V . F i s c h e r

IN T H E  S E N A T E  B Y  T H E  R E S O U R C E S  C O M M I T T E E

H O U S E  CS F O R  CS F O R  S E N A T E  B I L L  NO. 309 ( Resources)

IN T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

F O U R T E E N T H  L E G I S L A T U R E  - S E C O N D  S E S S I O N

A  B I L L

F o r  an A c t  e n t i t l e d :  " A n  A c t  r e l a t i n g  to r o y a l t y  gas c o n t r a c t s ;  and p r o­

v i d i n g  for a n  e f f e c t i v e  d a t e . "

BE  IT E N A C T E D  B Y  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

* S e c t i o n  1. F I N D I N G S .  T h e  l e g i s l a t u r e  f i n d s  that tn p r o v i d e  f o r  the 

u t i l i z a t i o n ,  d e v e l o p m e n t  and c o n s e r v a t i o n  o f  gas r e s o u r c e s  for the m a x i m u m  

b e n e f i t  of the p e o p l e  of  the state, the v a l u e  of p r o d u c t i o n  of gas for 

p u r p o s e s  of c o m p u t i n g  the r o y a l t y  r e s e r v e d  to the s t a t e  m u s t  be b a s e d  

p r i m a r i l y  o n  t h e  c o n t r a c t  p r i c e  of the gas. T h i s  w i l l  e n c o u r a g e  s t a b l e
i

ma r k e t s ,  p r o m o t e  i n v e s t m e n t ,  a s s u r e  r e a s o n a b l e  e n e r g y  p r i c e s  and p r o v i d e  1

I
the m a x i m u m  b e n e f i t  to the p e o p l e  o f  the state. T h e  l e g i s l a t u r e  does not 

i n t e n d  this A c t  to a p p l y  to the p o l i c i e s  o f  the s t a t e  r e g a r d i n g  the s a l e  of 

r o y a l t y  oil.

* Sec. 2. A S  3 8 . 0 5 . 1 8 0  is a m e n d e d  b y  a d d i n g  n e w  s u b s e c t i o n s  to read:

(aa) W i t h i n  90 days a f t e r  the w r i t t e n  r e q u e s t  of  a l e s s e e  o f  a 

lease i s s u e d  u n d e r  this s e ction, the c o m m i s s i o n e r  s hall e n t e r  i n t o  an 

a g r e e m e n t  w i t h  the l e s s e e  to u s e  the p r i c e  for the gas e s t a b l i s h e d  in 

the c o n t r a c t  b e t w e e n  the l e s s e e  a n d  a p u r c h a s e r  as the v a l u e  of  the 

s t a te's r o y a l t y  s h a r e  of gas p r o d u c t i o n  so l d  b y  the ! -see u n d e r  the 

c o n t r a c t  u n l e s s

(1) the l e s s e e  a n d  p u r c h a s e r  are r e l a t e d  in m a n a g e m e n t ,  

o w n e r s h i p ,  o r  o t h e r  aspect; or

(2) the c o m m i s s i o n e r  m a k e s  a w r i t t e n  f i n d i n g  b a s e d  o n  c l e a r  

and c o n v i n c i n g  e v i d e n c e  that

(A) the c o n t r a c t  p r i c e  is u n r e a s o n a b l y  low;

-1- H C S  C S S B  3 0 9 (Res)
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(B) the p ros pective reduction in royalty receipts 

w o u l d  not be balanced by increased benefits to in-state 

c o n s u m e r s ; and

(C) the contract price is not in the best interest of

the state.

(bb) In (aa) of this section

(1) "price for the gas e stablishe d in the contract" i n­

cludes tax r e i m b u r s e m e n t  amounts, deli ve r a b i l i t y  and other charges, 

and other forms of consid e r a t i o n  paid by the p u r c haser under  the 

c o n t r a c t ;

(2) "state's royalty share of gas produc tion" does not 

include the state's royalty share of gas p roduc t i o n  from land patented 

to the state u nder

(A) P.L. 84-830, 70 Stat. 709 (Alaska Mental Health 

En a bl ing A c t ) ;

(B) 38 Stat. 1214 (Act of M a r c h  4, 1915); or

(C) 43 U.S.C. 1635 in settlement of the claims of the

state u n d e r  38 Stat. 1214.

* Sec. 3. AS 38. 05 180 (aa) , enacted by sec. 2 of this Act, applies to

agreements to e s t a b l i s h  for a lease issued u n d e r  AS 38.05.180 the in-value

royalties on gas p r o d u c t i o n  that is sold by the state's lessee u n d e r  a

contract entered  into on or after the effectiv e date of this Act.

* Sec. 4. This Act takes effect immedi a t e l y  in accordance with AS 01.- 

10 . 0 7 0 ( c ) .

HCS CSSB 3 0 9 (R e s ) -2-
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BILL SHEFHELD, GOVERNOR

P O U C H M
JUN EAU , ALA SKA 99811 
PHO NE: 907-465-2400

OFF ICE OF THE COMMISSIONER

A p r i l  28, 1986

T h e  H o n o r a b l e  D r u e  P e a r c e  
A l a s k a  S t a t e  L e g i s l a t u r e  
P.O. B o x  V  
J u n e a u ,  A K  99811

D e a r  R e p r e s e n t a t i v e  Pearce:

Y o u  h a v e  a s k e d  the 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  to 
a r t i c u l a t e  in w r i t i n g  the p r o b l e m s  w i t h  the o r i g i n a l  v e r s i o n  
of S e n a t e  B i l l  309, r e l a t i n g  to r o y a l t y  gas c o n t r a c t s .

T h e  b i l l  p r o v i d e s  t h a t  if r o y a l t y  g a s  is t a k e n  in va l u e ,
"the v a l u e  of p r o d u c t i o n  s o l d  u n d e r  a l o n g - t e r m  s ales 
c o n t r a c t  m a y  n o t  g r e a t e r  t h a n  t h e  p r i c e  r e c e i v e d  for the 
p r o d u c t i o n  u n d e r  the l o n g - t e r m  s a l e s  c o n t r a c t  u n l e s s  it is 
s h o w n  by c l e a r  and c o n v i n c i n g  e v i d e n c e  t h a t  t h e  l o n g - t e r m  
p r i c e  w a s  u n r e a s o n a b l y  low at the t i m e  of  the c o n t r a c t . "

T h e  D e p a r t m e n t  b e l i e v e s  the b i l l  w o u l d  n e t  p r o t e c t  the 
s t a t e ' s  i n t e r e s t s  for t h e s e  r e a s o n s :

o T h e  b i l l  s i g n i f i c a n t l y  e r o d e s  the s t a t e ' s  r i g h t s  u n d e r  
e x i s t i n g  o i l  and gas l e a ses, w h i c h  a r e  c o n t r a c t s  e n t e r e d  
i n t o  m a n y  y e a r s  a g o  b e t w e e n  the s t a t e  and the l e ssees. The 
l e a s e s  p r o v i d e  t h a t  t h e  s t a t e  is e n t i t l e d  to r o y a l t y  
p a y m e n t s  d e t e r m i n e d  by the h i g h e r  o f  the p r i c e  r e c e i v e d  by 
the l e s s e e  u n d e r  its s a l e s  c o n t r a c t ,  or the v a l u e  of the gas 
at the t i m e  of p r o d u c t i o n .  T h e  p r i c e  r e c e i v e d  u n d e r  a 
l o n g - t e r m  gas s a l e s  c o n t r a c t  d o e s  n o t  c o n t r o l  r o y a l t y  
v a l u a t i o n  in t h o s e  i n s t a n c e s  w h e r e  i n f l a t i o n  and m a r k e t  
f o r c e s  h a v e  c a u s e d  the c u r r e n t  v a l u e  of the gas t o  be h i g h e r  

- _ t h a n  the._contrac.t_ p r i c e .. Thus., ..adoption o f  SB 309 w o u l d  
r e s u l t  in l o w e r  r o y a l t i e s  for the state.

• The b i l l  d o e s  n o t  d i s t i n g u i s h  b e t w e e n  c o n s u m e r  and 
i n d u s t r i a l  uses, n o r  b e t w e e n  a r m s - l e n g t h  a n d  n o n - a r m s - l e n g t h  
sales. The e f f e c t  of  the b i l l  w o u l d  b e  to r e q u i r e  use o f  a 
c o n t r a c t  p r i c e  in v i r t u a l l y  all cases.

T h e  d e p a r t m e n t  b e l i e v e s  it is a p p r o p r i a t e  t o  a c c e p t  a 
c o n t r a c t  p r i c e  as the r o y a l t y  v a l u e  for a r m s - l e n g t h  s ales to 
r e g u l a t e d  u t i l i t i e s  (as p r o v i d e d  in t h e  H o u s e  O i l  and Gas 
C o m m i t t e e  S u b s t i t u t e  f o r  SB 309) b e c a u s e  A l a s k a  c o n s u m e r s  
w o u l d  be the d i r e c t  b e n e f i c i a r i e s  of any r o y a l t i e s  lost to

1 0 -J 9 L H
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the state as a result of using solely the contract price to 
establish royalty value. The depart m e n t  is not persuaded 
that industrial gas uses should receive the same exception, 
since the likely effect w ould be to increase the profits of 
industrial concerns w i t h o u t  a corres p o n d i n g  public benefit.

T h e  d e p a r t m e n t  is p a r t i c u l a r l y  c o n c e r n e d  a b o u t  b e i n g  
r e q u i r e d  to u s e  a l o n g - t e r m  c o n t r a c t  p r i c e  as the r o y a l t y  
v a l u e  for n o n - a r m s - l e n g t h  sales. F o r  exa m p l e ,  an i n t e g r a t e d  
oil c o m p a n y  w h i c h  p r o d u c e s  gas m a y  se l l  t h a t  gas to its 
s u b s i d i a r y  at any p r i c e  it ch o o s e s .  T h i s  p r o v i s i o n  i n v i t e s  
m a n i p u l a t i o n s  to a v o i d  r o y a l t y  o b l i g a t i o n s .  E v e n  "prices" 
set in b a d  f a ith w i t h  the sole i n t e n t  of a v o i d i n g  r o y a l t i e s  
w o u l d  h a v e  to be a c c e p t e d  by D N R  u n l e s s  D N R  p r o v e d  not only 
t h a t  the "price" w a s  low, b u t  t h a t  it w a s  " u n r e a s o n a b l y  
low". Thus, the d e p a r t m e n t  do e s  not b e l i e v e  the p u b l i c  
i n t e r e s t  in m a x i m i z i n g  the v a l u e  of s t a t e - o w n e d  o i l  a n d  gas 
r e s o u r c e s  is p r o t e c t e d  by the l a n g u a g e  in SB 309, p a r t i­
cu l a r l y  in the c a s e  of n o n - a r m s - l e n g t h  sales.

• The bill provides a limited ability to re ject a 
contract price as the royalty value if it can be shown by 
clear and convincing evidence that the long-term contract 
price was unreasonably low at the time of contract.

T h i s  e x c e p t i o n  to the p r e s u m p t i o n  of u s e  o f  the c o n t r a c t  
p r i c e  is far too l i mited. A  c o n t r a c t  p r i c e  t h a t  m a y  ha v e  
b e e n  r e a s o n a b l e  y e a r s  e a r l i e r  b u t  th a t  is n o t  a d j u s t e d  to 
k e e p  p a c e  w i t h  the m a r k e t  t h r o u g h  e s c a l a t o r s  o r  r e o p e n e r s  
w o u l d  not be a f a i r  v a l u e  for the s t a t e ' s  r o y a l t y .  M o r e­
over, the h i s t o r y  of  the s t a t e ' s  oil and gas r o y a l t y  
e n f o r c e m e n t  has d e m o n s t r a t e d  t h a t  the lessees' n a t u r a l  
d e s i r e  to m i n i m i z e  t h e i r  r o y a l t y  p a y m e n t s ,  w h e n  c o m b i n e d  
w i t h  t h e i r  s u p e r i o r  a c c e s s  to and c o n t r o l  o v e r  i n f o r m a t i o n ,  
has n e c e s s i t a t e d  l i t i g a t i o n  to e n s u r e  the p r o p e r  r e t u r n  to 
the s t a t e  for its r e s o u r c e s .  A l t h o u g h  f e d e r a l  law e n t i t l e s  
the r o y a l t y  e n f o r c e m e n t  a g e n c y ' s  d e t e r m i n a t i o n  of r o y a l t y  
v a l u e  to d e f e r e n c e  by t h e  c o u r t s ,  in A l a s k a  no su c h  
d e f e r e n c e  is due. The o r i g i n a l  SB 309 w o u l d  take the 
u n p r e c e d e n t e d  step o f - f u r t h e r  h a n d i c a p p i n g  D N R ' s  l e ase 
e n f o r c e m e n t  c a p a b i l i t y  by r e q u i r i n g  t h a t  d e f e r e n c e  be g i v e n  
to c o n t r a c t  price, ev e n  w h e r e  it is set in bad f a i t h  in a 
n o n - a r m ' s - l e n g t h  c o n t r a c t .

• The b i l l  w o u l d  a p p l y  r e t r o a c t i v e l y .  T h i s  p r o v i s i o n  is 
not in the s t a t e ' s  i n t e r e s t .  The l e s s e e s  w h o  a c q u i r e d  lea s e s  
t h r o u g h  c o m p e t i t i v e  b i d d i n g  f o r m u l a t e d  t h e i r  b i d s  o n  the 
b a s i s  of the s p e c i f i c  l e a s e  p r o v i s i o n s .  T o  r e t r o a c t i v e l y  
c h a n g e  m a t e r i a l  t e r m s  o f  a c o m p e t i t i v e l y  b i d  l e a s e  c o n t r a c t  
is l e g a l l y  q u e s t i o n a b l e ,  and w o u l d  u n d e r m i n e  the s t a t e ' s
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a b i l i t y  to e n f o r c e  o t h e r  l e a s e  t e r m s  b y  e n c o u r a g i n g  l e s s e e s  
t o  l o b b y  t h e  l e g i s l a t u r e  w h e n e v e r  D N R  t a k e s  l ease e n f o r c e­
m e n t  action.

• S o m e  h a v e  a s s e r t e d  d u r i n g  l e g i s l a t i v e  d e b a t e  o n  SB 309 
and the v a r i o u s  c o m m i t t e e  s u b s t i t u t e s  th a t  the s t a t e ' s  
i n t e r e s t s  are p r o t e c t e d  d u e  to its a b i l i t y  to t a k e  r o y a l t y  
gas in kind. If the s t a t e  t h i n k s  a c o n t r a c t  v a l u e  is too 
low, t h e  s t a t e  c a n  t a k e  its gas in k i n d  a n d  s e l l  it for a 
h i g h e r  value, some h a v e  argued.

In k i n d  t a k i n g  is a s a f e g u a r d  o f  q u e s t i o n a b l e  v a l u e .  The 
gas m a r k e t  is l i m i t e d  —  e s p e c i a l l y  on  a d a y - t o - d a y  basis. 
M o r e  i m p o r t a n t l y ,  the s t a t e  is in a v e r y  d i s a d v a n t a g e o u s  
m a r k e t i n g  p o s i t i o n .  R o y a l t y  c o n t r a c t s  m u s t  go t h r o u g h  
a d m i n i s t r a t i v e  a n d  l e g i s l a t i v e  p r o c e d u r e s  t h a t  d i s c o u r a g e  
p o t e n t i a l  b u y e r s .  T h e  state, u n l i k e  t h e  p r o d u c e r s ,  c a n n o t  
c o n t r o l  the v o l u m e  o f  g a s  u n d e r  any in k i n d  sale, s i n c e  the 
s t ate s i m p l y  t a k e s  a p e r c e n t a g e  o f  the a m o u n t  p r o d u c e d  and 
s o l d  by  the lessees. T h e  s t a t e ' s  a b i l i t y  to  m e e t  a p o t e n t i a l  
c u s t o m e r ' s  v o l u m e  n e e d s  is o b v i o u s l y  s e r i o u s l y  h a n d i c a p p e d  
by the f a c t " t h a t  the s t a t e ' s  r o y a l t y  v o l u m e  is a f i x e d  l / 8th 
of w h a t e v e r  the l e s s e e s  h a p p e n  to p r o d u c e  in a g i v e n  p e r iod. 
L a s t l y ,  w h i l e  the s t a t e ' s  r o y a l t y  s h a r e  is s u b s t a n t i a l ,  it 
c o m e s  f r o m  m a n y  w e l l s  in m a n y  fields. T h i s  p r o v i d e s  a 
u n i q u e  e x t r a  i m p e d i m e n t  to  the s t a t e  b y  a u g m e n t i n g  the 
p r a c t i c a l  p r o b l e m s  o f  c o l l e c t i n g  a n d  d e l i v e r i n g  the gas.

• T h e  o r i g i n a l  SB 309 m a y  c o n t r a v e n e  i m p o r t a n t  l e g a l  
p r i n c i p l e s ,  and the p o l i c i e s  u p o n  w h i c h  t h o s e  p r i n c i p l e s  are 
f o unded. U n d e r  s e p a r a t i o n  of p o w e r s  p r i n c i p l e s ,  the 
l e g i s l a t u r e  is c h a r g e d  w i t h  p a s s i n g  laws, t h e  e x e c u t i v e  is 
c h a r g e d  w i t h  i m p l e m e n t i n g  t h o s e  laws, a n d  t h e  j u d i c i a r y  is 
c h a r g e d  w i t h  i n t e r p r e t i n g  t h o s e  laws. T o  d a t e  t h a t  c o n s t i­
t u t i o n a l  s c h e m e  has b e e n  f o l l o w e d  in o i l  a n d  gas leasing.
T h e  l e g i s l a t u r e  b e s t o w e d  b r o a d  d i s c r e t i o n  u p o n  D N R  to 
s p e c i f y  the t e r m s  o f  c o m p e t i t i v e  oil a n d  g a s  leases. P u r­
sua n t  t o  t h a t  a u t h o r i t y ,  D N R  h a s  i s s u e d  m a n y  oil and gas 
l e a s e s  o v e r  the l a s t  q u a r t e r  c e n t u r y .  L a w s u i t s  h a v e  b e e n  
f iled u n d e r  w h i c h  t h e  j u d i c i a r y  w o u l d  i n t e r p r e t  t h o s e  
leases. In c o n t r a s t ,  the o r i g i n a l  SB 309 w o u l d  p u r p o r t  to 
l e g i s l a t i v e l y  e s t a b l i s h  the r o y a l t y  d u e  on e x i s t i n g  leases, 
i r r e s p e c t i v e  and in d e r o g a t i o n  of t h e  t e r m s  of  the l e a s e s  
a nd any j u d i c i a l  i n t e r p r e t a t i o n  of t h o s e  leases. F o r  the 
l e g i s l a t u r e  to r e w r i t e  t h e  t e r m s  of  v a l i d  l e a s e  c o n t r a c t s  to 
w h i c h  it is not a p a r t y  v i o l a t e s  t h e  p r i n c i p l e  of  s e p a r a t i o n  
o f  p o w e r s  by i n v a d i n g  b o t h  the e x e c u t i v e  a n d  j u d i c i a l  
f un c t i o n s .  See S t a t e  v. A . L . I . V . E .  V o l u n t a r y ,  606 P . 2d 769 
(Alaska I p n o T T ' B t a d n e r  v. H a m m o n d , 553 P . 2 d  1 (Alaska 1976), 
P u b l i c  D e f e n d e r  A g e n c y  v T ~ S u p e r i o r  C o u r t ,  T h i r d  J u d i c i a l  
D i s t r i c t , 534 P . 2d 947 (Alaska 1975), 1981 Inf. Op. A t t ' y  
Gen. (Nov. 3; J66 — 159 — 82) and 1976 Inf. Op. A t t ' y  Gen.
(Feb. 11).
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T h e  o r i g i n a l  SB 309 m a y  a l s o  c o n t r a v e n e  the p u b l i c  
p u r p o s e  r e q u i r e m e n t  of A l a s k a  C o n s t i t u t i o n  art. IX, § 6. To 
the e x t e n t  the b i l l  m a y  be c o n s t r u e d  to o v e r r i d e  r e c e n t  
s e t t l e m e n t  a g r e e m e n t s  a n d  to r e q u i r e  a r e f u n d  to  s p e c i f i c  
oi l  c o m p a n i e s  o f  p a y m e n t s  m a d e  u n d e r  t h o s e  s e t t l e m e n t s ,  the 
b i l l  c o u l d  be h e l d  to be  i n v a l i d  b e c a u s e  o f  the l a c k  of a 
p u b l i c  p urpose. S e e  1980 Op. A t t ' y  Gen. No. 19 (Sept. 22) .

In s u m m a r y ,  the o r i g i n a l  SB 309 do e s  n o t  p r o t e c t  the s t a t e ' s  
i n t e r e s t s  b e c a u s e  it b i n d s  the s t a t e  as la n d  o w n e r  to 
c o n t r a c t s  to w h i c h  it w a s  n o t  a party, w i t h o u t  a d e q u a t e  
p r o v i s i o n  to a s s u r e  a f a i r  v a l u e  for t h e  s t a t e ' s  r o y a l t y .
T h e  l e g i s l a t u r e  p r e v i o u s l y  has d i r e c t e d  the d e p a r t m e n t  to 
m a x i m i z e  the v a l u e  of t h e  s t a t e ' s  oil and gas r e s o u r c e s  for 
the b e n e f i t  of A l a s k a  c i t i z e n s .  A d o p t i o n  o f  the o r i g i n a l  SB 
309 w o u l d  b e  a m a j o r  d e p a r t u r e  f r o m  t h i s  goal.

S i n c e r e l y ,

E s t h e r  C. W u n n i c k e  
C o m m i s s i o n e r

cc: M e m b e r s  of the 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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Y u k o n  Pa c if ic  C o r p o r a t io n

April 24, 1986

Hon. R i c h a r d  Shultz, Co -Chairman 
H o u s e  R e s o u r c e s  Co m mittee 
A l a s k a  s t a t e  L e g i s l a t u r e  
J u n e au .,  A l a s k a  <>9811

D e a r  R e p r e s e n t a t i v e  Shultz:

T h a n k  you for t a k i n g  time r e c e n t l y  to discuss senate 
Bill 309, the bill r e l a t i n g  to v a l u a t i o n  of royalties c o l­
lec t e d  b y  t h e  state from oil and gas production.

Th i s  bill, as it comes t o  y o u r  committee, is more 
t h a n  a "tax" on R a i l b e l t  consumers, r a i s i n g  the p r i c e  of 
B e l u g a  r o y a l t y  gas suppl i e d  to c h uga ch Electric 
A s s o c i a t i o n  from 26 cents to 75 cents per thousand  cubic 
feet. In effect, this bill denies A l a s k a ' s  oil and gas 
p r o d u c e r s  t h e  a b i l i t y  to make promi ses they can keep when 
t h e y  n e g o t i a t e  terms on long-term contracts.

W e  b e l i e v e  t h a t  is very dangerous. A t  a time w h e n  we 
are i n v o l v e d  w i t h  a large group of J a p a n e s e  and Korean 
c o m p a n i e s  in efforts to d e velop the poten t i a l  of North 
S l o p e  gaa, it is w r o n g  to send the signal that the State 
of A l a s k a  wants to e s t a blish the right to c ha nge prices 
unilate rally, w i t h o u t  regard for any c o n t r a c t  w h i c h  may 
come about.

Some have a r g u e d  that the state has h a d  that right to 
r e v a l u e  its r o ya lty share all along, t h a t  the right to 
i n t e r f e r e  w a s  a greed to up front w i t h  produ c e r s  in the 
o r i ginal lease form. A n d  while courts in Texas have 
b a c k e d  up that interpretation, lat-^r decis i o n s  in Oklahoma 
h a v e  a g r e e d  that a c o n tract is a contrac t and that if the 
p r i c e  is n e g o t i a t e d  in good faith that is the pric e the 
r o y a l t y  o w n e r  deserves.

Here, in Alaska, we can afford no o t h e r  approach. To 
s u c c e e d  as an economy, A laska must sell m o r e  and m o r e  of 
our r e s o u r c e s  in the h i g h l y  c omp etitive international 
market. Several gaa contracts from p r o d u c t i o n  on state
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Hon. R i c h a r d  Shultz 
A p r i l  24, 1986 
P ag e T w o

l e ases are u n d e r  d i s c u s s i o n  or n e g o t i a t i o n  r ight now, both 
in the N o r t h  S lope a nd tha Coo k Inlet. As an owner, the 
s t at e w o u l d  be f o o li sh  to install a "trap door" in the 
c o n t r a c t i n g  process.

A s  y o u  c o n s i d e r  this legislation, I h o p s  you  will 
k e e p  the  f o l l o w i n g  p o i nt s in mind:

First, p r i v a t e  p r o d u c e r s  m ak in g l o n g - t e r m  c on tr ac ts  
n e e d  t h e  f l e x i b i l i t y  to act q u i c kl y in a c o m p e t i t i v e  
situation, and t h e y  are h a m p e r e d  in t h e i r  n e g o t i a t i o n  if 
t h e i r  r e s u l t s  m u s t  later be ap pr o v e d  b y  the roy al ty  owner.

Second, t h e s e  p e o p l e  are in b u s i n e s s  to ma ke  a 
profit. T h e i r  inte re st  is the same as the state: to c o l­
lect as m u c h  as t h e y  can from production. But first 
p r o d u c t i o n  m u s t  start, and fi na nc in g  p r o d u c t i o n  and 
t r a n s p o r t a t i o n  facili ti es  requires the st ab il it y  of 
l o n g - t e r m  contracts.

Third, in the ga s market, not all gas from the sameHaa th o  aama v i i lu o . .Tuofc aa ynn m i f
p r i c e s  for a seat on tha same airplane, d e p e n d i n g  on wh en  
y o u  c o m m i t t e d  a nd w h e r e  y ou 'r e  u l t i m a t e l y  going, gas 
fetc he s d i f f e r e n t  p r i c e s  for d i f f a r a n t  uses. Thera is no 
p r e v a i l i n g  price.

Fourth, in all casGS, the state m a i n t a i n s  the abil it y  
to ta ke  its oil and gas in k i n d  and to sell it at a h i gh er  
v a l u e  if it b e l i e v e s  it is not g e tt i ng  the bas t v al ue  
u n d e r  t he contract.

If l e g i s l a t i o n  is to pass this committee, it is our 
h o p e  t h a t  y o u  w i l l  n o t  deny those y ou ' ve  invitad to help 
d e v e l o p  A l a s k a ' s  po te nt ia l tha right t h e y  h av e to h a v e —  
to ke ep  t h e i r  p r o m i s e s  to t he ir  customers.

W i t h  be st  regards,

Sincerely,

f C ' - i  ■

M e a d  Tre a dw el l
Vi c e P r e s i d e n t  and T r e a s u r e r



Background Paper 
U.S. -  Japan P re fe a s ib ility  Study 
Alaska Asian Gaa Syatem (AAGS)

To develop a cap ita l cost estimate fo r  and to teat the market recep tiv ity  
to a p ro jec t to qovs natu ra l gas o f f  the North Slope o f Alaska.
A gee transportation system out o f Prudhoa Bay is  lik e ly  to b* one o f the 
la rgest p rivate pro jects in world h ia to ry . Making i t  happen w i l l  require 
tha e f fo r t s  o f severa l companies and savara l countries.
The American side* with A tlantic R ich fie ld  Company as study operator,
w i l l  develop a cap ita l costa estimate fo r  an approximately 300 mile
p ipe line from Prudhoe Bay to the south coeat o f Alaaka* with conditioning
fa c i l i t i e s  at Prudhoe Bay and lique fac tion  and pore fa c i l i t i e s  at Point 
Gravina. The choice o f Gravina in this study does not preclude other 
p o ten tia l p ipeline terminuaeo, such as N ik iak i, Valdez, and D r i f t  S iva r, 
in la te r  detsrm lnations.
The Japanese aide, with the In s titu te  o f Energy Economic* aa study
operator* w i l l develop cost estimates fo r  shipping, reg aa ifiea tion , *nd 
domestic d istribu tion* a a v a i l as devising severa l scenarios fo r the 
post-1990 LNG market in Japan.
Pa rtic ipan ts!

U.S. 31da
Raprcsentstive/Operator 

A tlan tic  R ich fia ld  Co.
Other sponsor

Yukon Pac ific  Corporation 
Observer

State o f Alaska

P u r e o a e t
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Japanese Sids
Rapreaentntlver The Committee fo r Energy Policy Pronotion 
Operator; The In s titu te  of Energy Economics 
Other sponsors;
C. Ztoh & Co.
Marubeni Corporation 
M itsubishi Corporation 
M itsui & Co.
Nisoho Iwai Corporation

Tho Bank o f Tokyo 
The In d u s tr ia l Bank o f Japan 
Long-Term Credit Bank o f Japan 
Sumitomo Trust .and Banking Co. 
Sumitomo Corporation

Timetable:
The study o f f i c i a l ly  began June I ,  1983 and la  expected to la s t approxi­
mately 18 month's.
Coat o f the studies:
Tota l costa Ot Cho studies to Uk pesrvtiatsU by bosh widen v i l l  Araoune t<? 
approximately $3.8 m illion# with about equal d iv is ion  in re spon s ib ility  
between the buying and se llin g  sides.
Contractorsi
Tha American study operator hao contracted with Bechtel Petroleum to 
undertake tha engir.aerinjjf studies required to r a cap ita l coat estimate.
H is to ric a l Background;
Since discover/ o f tha Prudhoe Bay o i l  f i 2 ld  in 1958# severa l attempts 
have been mede to daaign and construct natu ra l gaa transportation 
fa c i l i t i e s  from Alaska to tha Lover 48 etatea. Sinca commencement of 
o i l  production end shipment through the Trans Alaska p ipeline system# in 
Juns 1977, gas produced with the o i l  hag been roin j#ctad>into the f ie ld . 
Tha f ie ld  reserve o f about 26 t r i l l i o n  cubic feet could be produced at a 
rAte o f two b i l l io n  cubic feet or more per dAy over a period o f 25 
years. As LNG# that production equates to 10-15 m illio n  tons par year. •
In  1977, President Carter selected the Alaska Natural Gas Transportation 
System (ANGTS) as tha preferred p ro ject to bring gas in to the Lower 48 
ststea on an overland route through Canada. The p ro ject has obtained 
moat of the permits necessary fo r  construction; however, lack o f a gas 
market fo r  the p ro jec t caused aponaore In 1982 to postpone in d e fin ite ly  
the commencement o f construction.



B ackground P a p e r
page t h r o *

That same year, Governor Jay Hammond aakid two o f tha his predscsaaora, 
V a lte r J . Kick*! and tha la te  William A. Egan, to undertake a icraanin.'? 
aeudy of a ltam a tiva  methods to market North Slop* j a a .  Ti\k report o f 
tha Governor's Economic Cormsittsa on North Slcpa Gas prouosad an 820 a i l*  
Trana Alaska Gas System astiaacad to coat npprojciactaiy 314.6 b i l l i o n . 
Estinacad costa o f financing, in f la t io n , and t*xtf during construction 
aacalattd tha figure to $26.2 b i l l ic n . Governor W illiam  Sbaffia ld  
accepted tha raport. That spring, Alaska's le g is la tu re  endorsed fu rthe r 
pursuit o f gas exports.
In January o f 1983, Praoldant Reagan and ?rina M inister Nnkaacna oat up a 
5ubcabinat le v e l Join t Energy Working Group to diacuas energy cocparaeion 
batvoan tha U.S. and Japan. Examining tha opportunities o f Joint davalop- 
mont of: North Slopa gaa va* part of tha charge o f that group, chaired on 
tha U.So *±da by Undoraacratary of Stata fo r Economic A ffa irs , A llan 
Wallis. Tha working group, and a subsidiary group o f axparto, mat 
severa l tioas and made ona v isiit to Prudhoa Bay. In November 1933, at a 
summit seating .in  Tokyo, Prosidant Reagan and Prime M inister Nakasons 
iaauad a Jo in t atatament endorsing tha idaa o f a p rivate p r« rs a * ib i li t7  
study on jo in t  davolopsant- o f an Alaska gaa transportation ayatera,
Turing la ta  1983 and 1934, laador3 o f A tlantic R ich fie ld  Company and 
Yukon P ac ific  Corporation sat with rapraoeatotivog of Japanese companies 
to nak* arran2os.sr.tD fo r  tha naxt accp — aa in te rna tiona l study which 
would giva both oidas tha information chsy naad to aaka a decision 
concerning construction of tha p ro jec t.
The study agraamant was signed A pril 26, 1985. Successful formation o f 
the study group via raportud to President Reagan by Prime M inister 
Nakasone at the 3onn summit in May 1935.



STATS O F  ALASKA

Ur;ut:ve
• iLC>*t 'o .

R e la t in g  to m arketing  and t r a n s p o r t in g  A la s k a 's  n a tu ra l  g a l .

8E IT RESOLVED 8V THE LEGISLATURE OF THE STATE OF ALA SKA :

‘flKE&!AS the l a r j y s t  j ; j i  f i e l d  in  the  S'ortn / - e r i c a -  c o n t i­
nent v s t o ia co ve rad  15 y e a rs  sgo a t  Prudhos 3ay , an A ia s x a 's  
Nortr. S lo p e i ir.d

VHISEAS s in e s  th a t  t i n t  i t  h is  h ic n  th * -o iLcy  o f A la s k a 'a  
a c s ta  governsenc to p r c r o t *  a ll e n v iro n m e n ta lly  lo u r.c , p r iv a s ia y  
f in a n c e d  t ra n s p o r ta t io n  s y s te a  th a t  would a H aw  North S lope 
n a tu ra l  gas to co re  cc m a rk e t, w h ilo  p ro v id in g  a n e w  scu rcn  c :  
energy fo r  A la s k a 's  in t e r io r  end raw r .a c e r ia i  f u r  fu tu re  in d u s t ry  
th ro u ih su s  the s c a to i and

VHEREAS a r t c r t s  by tha U n ite d  S ta te s  end Canadian g cverr.- 
r .s n t i  and p r iv a t e  in d u s t r y  to aova n a t u r a l  gas iro n  the S o r t s  
S lope to  su p p ly  the m .idvcocem  and p a c i f i c  Jta cn s  have toen 
su p p o rt ic  by the s t s t a  o f A la sk a  and s n a i l  sa sc ir .u a  to  have tha 
s t t c a ' s  su p p o rti ur.d

W EREAS in  or-dar to  s x p lo ra  a l l  p o s s i b i l i t i e s  o f r s r k e t in s  
N orth S lo p *  g a i ,  i t  i s  a ls o  in  th *  s t a c s 'a  b a it  in c e ra a t  to 
a x p io re  a l l  d a r k ie s i  end

L’KEREAS s u c c e s s fu l  r .n rk u t in g  o f A la s k a 's  North s lo p s  anergy 
re s e rv e s  can r e s u l t  in  in c re a s e d  energy e x p lo ra t io n , in  a secure  
ao u rcs o f  energy s u p p ly , c o n t r ib u t in g  to botr. the aeoncnio  and 
ar.srgy  s e c u r it y  c f  tr.e  u 'n itcu  S t a t e s i  and

WHEREAS sn A la sk a n  n a tu ra l  gas t r a n s p o r ta t io n  sy sto n  i s  
committed to d e l iv e r  n a t u r a l  gas to A la o k a 's  in t e r io r  to r  energy 
and raw r x t o r i a l  to r  in d u s t ry  i r .  o ro u r to support economic d iv e r *  
a i f i c a c io m  and

Source
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VHERSA5 cho S ta ta  o f A la sk a  . s i r e s  to r s  on r s c o ru  ..A  sop- i
per : t r . ;  sa y  n a tu ra l  gas t r a n s p o r ta t io n  jy s te n  : . - a :  v o u ic  ! « U v r r  
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SR 3I1D: (Original) SB 303: (Senate Resources 

Committee)

Tor the purpose cf determining 

the value Qf the state's share 

of royalty gas, taken In-value 

and sold pursuant to a 

long-term contract, the 

Department of Natural Resources 

would be required to use the 

long-term contract price unless 

it could shov/, by clear and 

convincing evidence, that the 

contract price was unreasonably 

low at the time the contract 

was entered 1ntc. The bill 

v’ould apply to all leases 

Issued before and after the 

effective date of the act and 

would also apply to all types 

cf gas sale contracts.

V.'ithin 90 days of the written 

request of a lessee, the 

Commissioner of the Department 

of Natural Resources would 

enter into an agreement with 

the lessee to value the state's 

share of In-value royalty gas 

at the contract price, unless 

the Commissioner made a 

finding, based on clear and 

convincing evidence, that the 

price was unreasonably low and 

the reduction In royalties 

Would not be offset by benefits 

to consumers. This version of 

the bill would only apply to 

ar m ’s length contracts between 

lessees and non-profit electric 

cooperatives or municipal 

electric utilities. The bill 

would also allow 1 n-K1 rid gas 

sales at less than market value 

ar.d would apply only to 

contracts entered into after 

the effective date of the act.
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SB 309; (Senate Rules 

Committee)

Expanded the operative effect 

of SB 309 (Resources) to local 

regulated electric and gas 

utilities and added a procedure 

for establishing the royalty 

value of gas in arm's length 

contracts for the sale of gas 

from Prudhoe Bay reservoirs, 

via pipeline, for export from 

the state. For Prudhoe Bay 

gas, the Department of Natural 

Resources Commissioner could 

enter into an agreement to use 

the contract price to value 

in-value royalty gas provided 

the Commissioner makes a 

written finding that the 

contract price would assure 

maximum benefit to the people 

of Alaska.

SB 309: (House Special

Committee on Oil & 
Gas)

Deleted the section dealing 

with Prudhoe Bay gas. The' 

Committee also deleted the 

requirement that, any decision 

by the DNR Commissioner not 

to use the contract price 

(for ar m’s length contracts 

between lessees and gas or 

electric utilities) must be 

based on clear and convincing 

evidence. The Committee 

added a new requirement that 

a gas utility, if It owned a 

gas pipeline, must agree to 

common carrier status under 

Alaska statutes, In order to 

obtain the benefits provided 

1n the bill.



CHRONOLOGY OF 
ROYALTY GAS DISPUTE

I960

1962 

1965

1968

1973

Dec. 1982 

M a r c h  13, 1985 -

Late A p r i l  1985 -

M a y  1985 

Feb. 19, 1986

M a r c h  1985 

A p r i l  17, 1985 -

(As of A p r i l  23, 1986)

S t a t e  l eases w i t h  ARCO, Shell and C h e v r o n  
(or t h e i r  p r e d e c e s s o r s - i n - i n t e r e B t ) (DL-1)

B e l u g a  U n i t  A g r e e m e n t

C h u g a c h  signs c o n t r a c t  w i t h  ARCO, Shell and 
C h e v r o n  for  B e l u g a  gas.

C h u g a c h ' a  B e l u g a  g e n e r a t i n g  p l a n t  b e g i n s  
operation.

C h u g a c h  signB n e w  c o n t r a c t s  w i t h  AJRCO, Shell 
a nd C h e v r o n  f o r  B e l u g a  gas.

A l a s k a  P i p e l i n e  signs gas c o n t r a c t s  w i t h  
M a r a t h o n  a n d  Shell.

D N R  n o t i c e  to lessees a s s e r t i n g  "market v al u e"  
f a r  r o y a l t y  gas.

ARCO, Shell & C h e v r o n  file l i t i g a t i o n  a g a i n s t  
s t at e o v e r  t he r o y a l t y  gas revaluation.
(ARCO and C h e v r o n  n a m e d  C h u g a c h  as a co- 
de fe nd an t)

SB 309 and o t h e r  b i l l s  i n t r o d u c e d  to tie 
r o y a l t y  g a s  v a l u a t i o n  to l o n g - t e r m  c o n t r a c t  
price.

A g r e e m e n t  b e t w e e n  C h u g a c h  a n d  state on 
S e n a t e  R e s o u r c e  C o m m i t t e e  S u b s t i t u t e  for 
SB 309; t e n t a t i v e  s e t t l e m e n t  of l i t i g a t i o n  
b a s e d  on p a s s a g e  o f  t h i s  bill.

A m e n d e d  SB 309 p a s s e s  out  of S e na te  R u l e s  
C o m m i t t e e  a n d  Senate.

A m e n d e d  SB 309 (Oil <& Gas) p a s s e s  o u t  of H o u s e  
S p e c i a l  C o m m i t t e e  o n  O i l  & Gas.
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P O U C H M
JUN EAU . ALA SKA 99811 
PHONE: 907-465-2400

BILL SHEFFIELD, GOVERNOR

O F F IC E  O F  T H E  C O M M IS S IO N E R

A p r i l  24, 1986

The H o n o r a b l e  R i c h a r d  S h u l t z  
C o - C h a i r ,  H o u s e  R e s o u r c e s  C o m m i t t e e  
A l a s k a  S t a t e  L e g i s l a t u r e  
P.O. Box V 
Juneau, A K  99811

D e a r  R e p r e s e n t a t i v e  S h u l t z :

F o l l o w i n g  up  on m y  l e t t e r  to y o u  e a r l i e r  this w e e k  on 
HCS C S S B  309 (0 &  G ) , I am w r i t i n g  to p r o v i d e  m o r e  
i n f o r m a t i o n  a b o u t  an a m e n d m e n t  th a t  the D e p a r t m e n t  s u p p o r t s  
and r e c o m m e n d s  to the C o m m i t t e e  (see a t t a c h m e n t ) .

The p u r p o s e  of the b i ll, w h i c h  we s t r o n g l y  e n d o r s e ,  is to 
p r o v i d e  a g r e a t e r  m e a s u r e  of c e r t a i n t y  in r o y a l t y  gas 
p r i c i n g  for A l a s k a  c o n s u m e r s .  The b e n e f i t s  o f  the n e w  
p o l i c y  e m b o d i e d  in t h e  b i l l  w i l l  be s h a r e d  by a l a rge n u m b e r  
of A l a s k a n s .  W e  r e c o g n i z e  th a t  u n c e r t a i n t y  in l o n g - t e r m  
p r i c i n g  o f  r o y a l t y  gas c a n  c a u s e  d i f f i c u l t y  in p l a n n i n g  for 
A l a s k a  u t i l i t i e s  and t h e i r  c u s t o m e r s ,  b o t h  in f i n a n c i n g  for 
p r o j e c t s  and in r a t e  s t a b i l i t y .

The a t t a c h e d  a m e n d m e n t  w i l l  h e l p  p r o v i d e  the c e r t a i n t y  th a t  
we b e l i e v e  A l a s k a  c o n s u m e r s  d e s e r v e .  In the s p e c i f i c  
s i t u a t i o n s  e n u m e r a t e d  (i.e., arms l e n g t h  s a l e s  to r e g u l a t e d  
ut i lities) w e  b e l i e v e  the p r e s u m p t i o n  s h o u l d  be t h a t  the 
C o m m i s s i o n e r  w i l l  a c c e p t  the c o n t r a c t  p r i c e  u n l e s s  t h e r e  is 
a c l e a r  and c o n v i n c i n g  r e a s o n  not to do so.

P l e a s e  c o n t a c t  me if y o u  h a v e  q u e s t i o n s  a b o u t  this l a n g u a g e .  
I h o p e  to be p r e s e n t  a t  y o u r  h e a r i n g  t o m o r r o w  m o r n i n g ,  and I 
a p p r e c i a t e  y o u r  a t t e n t i o n  t o  the bill.

S i n c e r e l y ,

E s t h e r  C. W u n n i c k e  
C o m m i s s i o n e r

cc: C o m m i t t e e  m e m b e r s

A t t a c h m e n t s

1 0 -J 9 L H



BILL SHEFFIELD, GOVERNOR

D E I 'A i m i E N T  O F  N A T U R A L  K K S O U R U K S P O U C H M
JUNEAU. ALASKA 99811 
PHONE: 907-465-2400

OFFICE OF THE COMMISSIONER

A p r i l  22, 1986

The H o n o r a b l e  R i c h a r d  S h u l t z  
C o - C h a i r ,  H o u s e  R e s o u r c e s  C o m m i t t e e  
A l a s k a  S t a t e  L e g i s l a t u r e  
P.O. B o x  V  
Ju n eau, A K  99811

D e a r  R e p r e s e n t a t i v e  S h u ltz:

I a m  w r i t i n g  w i t h  r e g a r d  to HCS C S S B  309 (Oil and G a s ) , 
r e l a t i n g  to r o y a l t y  gas c o n t r a c t s .

The D e p a r t m e n t  s t r o n g l y  s u p p o r t s  the b i l l  as it h a s  co m e  to 
the C o m m i t t e e .  A f t e r  m a n y  m o n t h s  of n e g o t i a t i o n s  and 
d i s c u s s i o n s  a b o u t  the c o n s u m e r  i m p a c t  of our s t a t u t o r i l y -  
d e r i v e d  r o y a l t y  g a s  p o l icy, w e  a g r e e d  to s u p p o r t  a b i l l  
p r o v i d i n g  a p r e f e r e n c e  for gas c o n s u m e r s  in A l a s k a .  T h i s  
b e n e f i t  w i l l  a f f e c t  up to 2 7 0 , 0 0 0  gas and e l e c t r i c  c u s t o m e r s  
in A l a s k a  and in f u t u r e  y e a r s  if gas p r o d u c t i o n  o c c u r s  
e l s e w h e r e  in the state, w e  c a n  e x p e c t  e v e n  b r o a d e r  b e n e f i t s  
fr o m  u s e  of  t h e  s t a t e ' s  r o y a l t y  gas.

We  r e m a i n  o p p o s e d  to the o r i g i n a l  v e r s i o n  of SB 309 for a 
n u m b e r  o f  r e a s o n s .  T h e  o r i g i n a l  b i l l  w o u l d  h a v e  h a d  b r o a d  
c o n s t i t u t i o n a l l y  q u e s t i o n a b l e  impacts, and w o u l d  n o t  h a v e  
p r o t e c t e d  the i n t e r e s t s  of the s t ate or c o n s u m e r s .

H o w e v e r ,  w e  a r e  a w a r e  t h a t  some m e m b e r s  of t h e  House, 
i n c l u d i n g  s o m e  C o m m i t t e e  m e m b e r s ,  are i n t e r e s t e d  in a m e n d i n g  
HCS C S S B  309 (Oil and Gas) to a f f e c t  a b r o a d e r  r a n g e  o f  gas 
p r o d u c e r s  in A l a s k a .  E v e n  t h o u g h  I c o n t i n u e  t o  b e l i e v e  t h a t  
this i s s u e  s h o u l d  b e  c o n s i d e r e d  and d i s c u s s e d  in a n o t h e r  
p i e c e  o f  l e g i s l a t i o n  t h a n  th i s  " c o n s u m e r  b i l l , "  I am 
a t t a c h i n g  p o s s i b l e  l a n g u a g e  t h a t  p r o t e c t s  the s t a t e ' s  
i n t e r e s t s  a n d  c o u l d  be  a d o p t e d  if the C o m m i t t e e  w i s h e s  to 
a d d r e s s  the b r o a d e r  is s u e s  o f  r o y a l t y  gas v a l u a t i o n .



T h e  H o n o r a b l e  R i c h a r d  S h u l t z  - 2 - A p r i l  22, 1 9 8 6

A t t a c h m e n t  1 is l a n g u a g e  ( similar to the S e n a t e - p a s s e d  bill) 
to p r o v i d e  a m e c h a n i s m  for e s t a b l i s h i n g  the v a l u e  of r o y a l t y  
gas t h a t  c o u l d  be t r a n s p o r t e d  t h r o u g h  a p r o p o s e d  gas 
p i p e l i n e  f r o m  the N o r t h  Slope. P r o p o n e n t s  of the N o r t h  
S l o p e  g a s l i n e  h a v e  i n d i c a t e d  t h a t  it w o u l d  be d i f f i c u l t ,  if 
not i m p o s s i b l e ,  to a c h i e v e  f i n a n c i n g  for the p r o j e c t  w i t h o u t  
the a b i l i t y  to o b t a i n  c e r t a i n t y  a b o u t  the p r i c e  o f  the 
s t a t e ' s  r o y a l t y  gas. W e  r e c o g n i z e  the d e s i r a b i l i t y  o f  a 
m a j o r  N o r t h  S l o p e  gas m a r k e t i n g  p r o j e c t ,  and d r a f t e d  
l a n g u a g e  for the S e n a t e  R u l e s  C o m m i t t e e  t h a t  w o u l d  a s s i s t  in 
f i n a n c i n g  a g a s l i n e  p r o j e c t .  W h i l e  I w o u l d  p r e f e r  to see 
th i s  i s s u e  a d d r e s s e d  in a n o t h e r  bill, I b e l i e v e  t h a t  the 
a t t a c h e d  l a n g u a g e  d r a f t e d  by o u r  a t t o r n e y s  w o u l d  p r o t e c t  the 
i n t e r e s t s  of the s t a t e  and c o u l d  be a d d e d  to  HCS C S S B  309 
(Oil and G a s ) .

A t t a c h m e n t  2 is b r o a d e r  l a n g u a g e  to e s t a b l i s h  a g e n e r a l  
f r a m e w o r k  for s e t t i n g  the v a l u e  of r o y a l t y  gas for any u s e  
o t h e r  t h a n  t h o s e  s p e c i f i c  c o n s u m e r  u s e s  c o v e r e d  by the 
p r o p o s e d  Sec. (aa) u n d e r  Sec. 2 of this bill. T h i s  
p r o v i s i o n  w o u l d  a p p l y  to a N o r t h  S l o p e  g a s l i n e  or any o t h e r  
user. A g a i n ,  a l t h o u g h  I w o u l d  p r e f e r  to see th i s  i s sue 
a d d r e s s e d  in a n o t h e r  bill, I b e l i e v e  t h a t  the l a n g u a g e  w o u l d  
p r o t e c t  the i n t e r e s t s  of the s t a t e  and c o u l d  be a d d e d  to  HCS 
C S S B  309 (Oil a n d  G a s ) .

B o t h  p r o p o s a l s ,  in A t t a c h m e n t s  1 and 2, a l s o  w o u l d  r e q u i r e  
an a m e n d m e n t  to Sec. 5 of the b i l l  to p r o v i d e  t h a t  (bb) of 
the b i l l  is n o t  r e t r o a c t i v e  b u t  a p p l i e s  on l y  to gas 
p r o d u c t i o n  s o l d  u n d e r  a c o n t r a c t  e n t e r e d  in t o  o n  o r  a f t e r  
the e f f e c t i v e  d a t e  of the act.

A n  a m e n d m e n t  t h a t  w e  r e c o m m e n d  is to r e i n s t a t e  l a n g u a g e  t h a t  
a p p e a r e d  in the S e n a t e  R e s o u r c e s  and S e n a t e  R u l e s  v e r s i o n s  
of the b i l l  r e g a r d i n g  the s t a n d a r d  for t h e  c o m m i s s i o n e r ' s  
d e c i s i o n  to r e j e c t  u s e  of an a r m s ' - l e n g t h  c o n t r a c t  p r i c e  
b e t w e e n  a l e s s e e  and a gas o r  e l e c t r i c  u t i l i t y .  W e  r e c o m m e n d  
th a t  y o u  a d o p t  the a m e n d m e n t  o n  A t t a c h m e n t  3.
P l e a s e  c o n t a c t  m e  if y o u  h a v e  any c o m m e n t s  or q u e s t i o n s .  My 
s t a f f  w i l l  be p r e s e n t  at y o u r  F r i d a y  h e a r i n g  on the bill.

S i n c e r e l y ,

E s t h e r  C. W u n n i c k e  
C o m m i s s i o n e r

cc: C o m m i t t e e  m e m b e r s
Dr. J o y c e  M u r p h y ,  C h u g a c h  E l e c t r i c

A t t a c h m e n t s



A t t a c h m e n t  1

P o s s i b l e  a m e n d m e n t  of  CS for S B  309 (Oil a n d  Gas) w h i c h  w o u l d  add 
a n e w  v e r s i o n  o f  ( b b ) :

A S  3 3 . 0 5 . 1 8 0  is a m e n d e d  b y  a d d i n g  a n e w  s u b s e c t i o n  t o
read:

(bb) In  t h e  e v e n t  o f  a c o n t r a c t  f o r  t h e  s a l e  of g a s  
f r o m  A l a s k a  N o r t h  S l o p e  g a s  l e a s e s  b y  m e a n s  o f  d e l i v e r y  of 
th e  g a s  t h r o u g h  a p i p e l i n e  for e x p o r t  o u t  of t h e  state, t h e  
c o m m i s s i o n e r  m a y  e n t e r  i n t o  an a g r e e m e n t  w i t h  t h e  l e s s e e  to 
u s e  t h e  p r i c e  f o r  t h e  g a s  e s t a b l i s h e d  in t h e  g a s  s a l e s  
c o n t r a c t  as t h e  v a l u e  of t h e  s t a t e ' s  r o y a l t y  s h a r e  o f  g a s  
p r o d u c t i o n  s o l d  b y  t h e  l e s s e e  u n d e r  t h e  g a s  s a l e s  c o n t r a c t  
if t h e  c o m m i s s i o n e r  m a k e s  a w r i t t e n  f i n d i n g  t h a t  t h e  
c o n t r a c t  p r i c e  a s s u r e s  t h e  r e c e i p t  o f  m a x i m u m  b e n e f i t s  to 
t h e  p e o p l e  o f  t h e  s t a t e  in r e t u r n  f o r  t h e  s t a t e ' s  gas 
r e s o u r c e s ,  i n  o r d e r  t o  i n v o k e  t h i s  s u b s e c t i o n ,  a l e s s e e  
m u s t  m a k e  its w r i t t e n  r e q u e s t  n o  l a t e r  t h a n  90 d a y s  a f t e r  
t h e  f i r s t  d e l i v e r y  of g a s  u n d e r  t h e  g a s  s a l e s  c o n t r a c t .  T h e  
c o m m i s s i o n e r  s h a l l  t h e n  a c t  o n  t h e  r e q u e s t  in w r i t i n g  w i t h i n  
120 d ays. T h e  a g r e e m e n t  b e t w e e n  t h e  l e s s e e  a n d  t h e  
c o m m i s s i o n e r  m a y  b e  f o r  a l e s s e r  p e r i o d  o f  t i m e  t h a n  t h a t  
c o v e r e d  b y  t h e  l e s s e e ' s  g a s  s a l e s  c o n t r a c t ,  a n d  m a y  p r o v i d e  
fo r  a p e r i o d i c  r e v i e w  o f  t h e  r o y a l t y  v a l u e  t e r m  b y  t h e  
c o m m i s s i o n e r .  T h e  l e s s e e  s h a l l  h a v e  t h e  b u r d e n  of p r o v i d i n g  
all i n f o r m a t i o n  n e c e s s a r y  f o r  t h e  c o m m i s s i o n e r  to m a k e  an 
i n f o r m e d  d e c i s i o n ,  a n d  s h a l l  p r o v i d e  c l e a r  a n d  c o n v i n c i n g  
e v i d e n c e  t h a t  t h e  v a l u e  o f  t h e  g a s  is r e f l e c t e d  b y  t h e  g a s  
s a l e s  c o n t r a c t  p r i c e  r a t h e r  t h a n  b e i n g  a t t r i b u t e d  t o  
t r a n s p o r t a t i o n ,  m a r k e t i n g ,  m a n u f a c t u r i n g ,  o r  o t h e r  p r o f i t  or  
c o s t  c e n t e r s .  In t h i s  s u b s e c t i o n

(1) " A l a s k a  N o r t h  S l o p e  g a s  l e a s e s "  i n c l u d e s  a n y  g a s  
l e a s e  i s s u e d  b y  t h e  s t a t e  u n d e r  t h i s  s e c t i o n  t h a t  l i e s  in 
w h o l e  o r  in p a r t  n o r t h  of 68 d e g r e e s  n o r t h  l a t i t u d e ;

(2) " g a s  s a l e s  c o n t r a c t "  i n c l u d e s ,  in a d d i t i o n  t o  its 
o r d i n a r y  m e a n i n g ,  a w r i t t e n  a g r e e m e n t  f o r  t h e  i n t r a c o m p a n y  
t r a n f e r  o f  gas; a n d

(3) " p r i c e  f o r  t h e  g a s  e s t a b l i s h e d  in t h e  g a s  
s a l e s  c o n t r a c t "  i n c l u d e s  t a x  r e i m b u r s e m e n t  a m o u n t s ,  
d e l i v e r a b i l i t y  a n d  o t h e r  c h a r g e s ,  a n d  o t h e r  f o r m s  o f  
c o n s i d e r a t i o n  r e c e i v e d  b y  t h e  l e s s e e  u n d e r  t h e  g a s  s a l e s  
c o n t r a c t .



A t t a c h m e n t  2

P o s s i b l e  a m e n d m e n t  o f  C S  f o r  S B  3 0 9  ( O i l  a n d  G a s )  w h i c h  w o u l d  a d d  

a n e w  v e r s i o n  o f  ( bb) : .

A S  3 8 . 0 5 . 1 8 0  i s  a m e n d e d  b y  a d d i n g  a n e w  s u b s e c t i o n  t o

r e a d :

( bb) I n  t h e  e v e n t  o f  a c o n t r a c t  f o r  t h e  s a l e  o f  g a s  

f r o m  a g a 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  t h a t  d o e s  n o t  

q u a l i f y  u n d e r  s u b s e c t i o n  ( aa) , t h e  c o m m i s s i o n e r  m a y  e n t e r  

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

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

t h e  s t a t e ' s  r o y a l t y  s h a r e  o f  g a s  p r o d u c t i o n  s o l d  b y  t h e  

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

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

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

r e t u r n  f o r  t h e  s t a t e ' s  g a s  r e s o u r c e s .  I n  o r d e r  t o  i n v o k e  

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

l a t e r  t h a n  9 0  d a y s  a f t e r  t h e  f i r s t  d e l i v e r y  o f  g a s  u n d e r  t h e  

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

r e q u e s t  i n  w r i t i n g  w i t h i n  1 2 0  d a y s .  T h e  a g r e e m e n t  b e t w e e n  

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

o f  t i m e  t h a n  t h a t  c o v e r e d  b y  t h e  l e s s e e ' s  g a s  s a l e s  

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

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

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

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

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

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

b e i n g  a t t r i b u t e d  t o  t r a n s p o r t a t i o n ,  m a r k e t i n g ,  

m a n u f a c t u r i n g ,  o r  o t h e r  p r o f i t  o r  c o s t  c e n t e r s .  I n  t h i s  

s u b s e c t i o n

(1 )  " g a s  s a l a s  c o n t r a c t "  i n c l u d e s ,  i n  a d d i t i o n  t o  i t s  

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

t r a n f e r  o f  g a s ;  a n d

(2) " p r i c e  f o r  t h a  g a s  e s t a b l i s h e d  i n  t h e  g a s  

s a l e s  c o n t r a c t "  i n c l u d e s  t a x  r e i m b u r s e m e n t  a m o u n t s ,  

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

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

c o n t r a c t .



A t t a c h m e n t  3

At p. 1, line 28, a fter "finding", insert:

b a s e d  o n  c lear  and c o n v i n c i n g  evid e n c e
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L e a s e  i n t e r p r e t a t i o n : U n d e r  t h e  t e r m s  o f  its oil a n d  g a s  l e a s e  
c o n t r a c t s  w i t h  t h e  oil c o m p a n i e s ,  t h e  s t a t e  is e n t i t l e d  to r o y a l t y  
p a y m e n t s  d e t e r m i n e d  b y  t h e  h i g h e r  of t h e  p r i c e  r e c e i v e d  b y  an oil 
c o m p a n y  u n d e r  its s a l e s  c o n t r a c t ,  o r  t h e  v a l u e  of t h e  g a s  at the 
t i m e  of  p r o d u c t i o n .  T h i s  m e a n s  t h a t  t h s  p r i c e  r e c e i v e d  u n d e r  a 
l o n g - t e r m  g a s  s a l e s  c o n t r a c t  d o e s  n o t  c o n t r o l  r o y a l t y  v a l u a t i o n  in 
t h o s e  i n s t a n c e s  w h e r e  i n f l a t i o n  a n d  m a r k e t  f o r c e s  h a v e  c a u s e d  t h e  
c u r r e n t  v a l u e  o f  t h e  g a s  to  be  h i g h e r  t h a n  t h e  c o n t r a c t  price.

DN R  p o l i c y ;

(1) A s  l a n d  m a n a g e r  for t h e  c i t i z e n s  o f  t h e  e n t i r e  state, it 
is D N R ' s  r e s p o n s i b i l i t y  t o  o b t a i n  f a i r  v a l u e  for t h e  s t a t e ' s  oil and 
g a s  r e s o u r c e s  b y  c o l l e c t i n g  t h e  full r o y a l t i e s  t o  w h i c h  t h e  s t a t e  
is e n t i t l e d  u n d e r  its oil a n d  g a s  leases.

(2) D N R  s h o u l d  n o t  s e l e c t i v e l y  a b d i c a t e  its r e s p o n s i b i l i t y  to 
e n f o r c e  t h e  r o y a l t y  t e r m s  of  t h e  C o o k  I n l e t  g a s  l e a s e s  j u s t  b e c a u s e  
u t i l i t y  c o m p a n i e s  h a v e  a g r e e d  as p a r t  of  t h e i r  g a s  p u r c h a s e  c o n­
t r a c t s  t o  r e i m b u r s e  t h e  oil c o m p a n i e s  for r o y a l t y  c o l l e c t i o n s  m a d e  
by  t h e  state. A n y  c o n s u m e r  s u b s i d y  s h o u l d  b e  t h e  r e s u l t  of an 
a f f i r m a t i v e ,  d i r e c t  s u b s i d y  b y  t h e  l e g i s l a t u r e  as p a r t  of a c o m p r e­
h e n s i v e  e n e r g y  p o l i c y .

(3) D N R  s h o u l d  n o t  d i v e r t  f r o m  u n i f o r m  e n f o r c e m e n t  of t h e  oil 
a n d  g a s  l e a ses, s i n c e  s u c h  a c t i o n  could, in a d d i t i o n  to d i r e c t l y  
r e d u c i n g  r e v e n u e s  f r o m  a n y  l e a s e s  f r o m  w h i c h  r o y a l t i e s  a r e  n o t  f u l l y  
c o l l e c t e d ,  a l s o  i n d i r e c t l y  c a u s e  a m u c h  l a r g e r  r e d u c t i o n  in s t a t e  
r e v e n u e s  b y  i m p a i r i n g  t h e  s t a t e ' s  a b i l i t y  t o  e n f o r c e  t h e  r o y a l t y  
p r o v i s i o n s  of  t h e  N o r t h  S l o p e  leases.

T h e  p o t e n t i a l  c o n s u m e r  i m p a c t  r e s u l t  f r o m  a c t i o n s  b y  C h ugach, n o t  
t h e  state. T h e  r i s k  t h a t  g a s  v a l u e s  m i g h t  e s c a l a t e  t o  v a l u e s  in 
e x c e s s  of  t h e  l o n g - t e r m  g a s  s a l e s  p r i c e  w a s  a c i r c u m s t a n c e  f o r e s e e n  
b y  t h e  p a r t i e s  t o  t h o s e  s a l e s  c o n t r a c t s .  T h i s  is d e m o n s t r a t e d  b y  
t h e  f a c t  t h a t  t h e  c o n t r a c t s  b e t w e e n  t h e  oil c o m p a n y  l e s s e e s  and 
C h u g a c h  E l e c t r i c  A s s o c i a t i o n ,  Inc. (Chugach) s p e c i f i c a l l y  a s s i g n  t o  
C h u g a c h  t h e  r i s k  o f  a n y  r i s e  in r o y a l t y  o b l i g a t i o n s .  T h e  s t a t e  w a s  
n o t  a p a r t y  t o  t h o s e  s a l e s  c o n t r a c t s .  T h e  c o n t r a c t  price, the 
a b s e n c e  of  a n  a d e q u a t e  p r i c e  e s c a l a t o r  o r  p r i c e  r e o p e n e r ,  a n d  t h e  
a s s i g n m e n t  t o  C h u g a c h  of  t h e  r i s k  o f  i n c r e a s e d  r o y a l t y  o b l i g a t i o n s  
w e r e  a l l  c o n d i t i o n s  e s t a b l i s h e d  b y  c o n t r a c t  b e t w e e n  C h u g a c h  a n d  the 
l e s s e e s  w i t h o u t  s t a t e  p a r t i c i p a t i o n .

E x i s t i n g  l a w  p r o v i d e s  an a d e q u a t e  m e c h a n i s m  for l o n g - t e r m  r o y a l t y  
c e r t a i n t y :  D N R  is s y m p a t h e t i c  t o  t h e  d e s i r a b i l i t y  o f  l o n g - t e r m
c e r t a i n t y  in r o y a l t y  m a t t e r s .  H o w e v e r ,  n e w  s t a t u t o r y  a u t h o r i t i e s  
a r e  n o t  n e c e s s a r y  in o r d e r  to  p r o v i d e  s u c h  c e r t a i n t y .  R o y a l t y  
c e r t a i n t y  c a n  b e  a t t a i n e d  b y  n e g o t i a t i o n  o f  l o n g - t e r m  in k i n d  g a s  
s a l e s  c o n t r a c t s  w h i c h  p a r a l l e l  t h e  c o n t r a c t s  b e t w e e n  t h e  s t a t e ' s

C O O K  I N L E T  G A S  S U M M A R Y



l e s s e e s  a n d  t h e i r  g a s  p u r c h a s e r s .  T h i s  w o u l d  a l l o w  an o p p o r t u n i t y  
for DNR, t h e  r o y a l t y  board, a n d  t h e  l e g i s l a t u r e  t o  e v a l u a t e  t h e  
a d e q u a c y  o f  t h e  r o y a l t y  o v e r  t h e  li f e  of t h e  c o n t r a c t .  T h i s  is 
p r e f e r a b l e  t o  b e i n g  l o c k e d  i n t o  a l o n g - t e r m  r o y a l t y  v a l u e  s e t  b y  
p r i c e s  e s t a b l i s h e d  b y  l e s s e e s  w i t h o u t  a n y  n o t i c e  t o  o r  p a r t i c i p a t i o n  
f r o m  t h e  state.

L i t i g a t i o n : L a s t  M a r c h  D N R  n o t i f i e d  t h e  C o o k  I n l e t  l e s s e e s  o f  its
d e t e r m i n a t i o n  to  e n f o r c e  t h e  leases. T h e  n o t i c e s  a s s e r t e d  t h a t  t h e  
m o s t  r e c e n t  ( D e c e m b e r  1982) m a j o r  c o n t r a c t s  f r o m  t h e  K e n a i  and 
B e l u g a  R i v e r  f i e l d s  (the " A P L  II c o n t r a c t s " )  e s t a b l i s h e d  t h e  c u r r e n t  
val u e .  T h e s e  c o n t r a c t s  h a d  a b a s e  c o n t r a c t  p r i c e  o f  $ 2 . 0 5  p e r  m c f  
in 1985. T h e  -.tate s u b s e q u e n t l y  i n d i c a t e d  its r e a d i n e s s  t o  a c c e p t  a 
l o w e r  r o y a l t y  v a l u e  if p r e s e n t e d  w i t h  e v i d e n c e  t h a t  t h e  c u r r e n t  
v a l u e  of g a s  in C o o k  I n l e t  is le s s  t h a n  t h e  p r i c e  e s t a b l i s h e d  u n d e r  
t h e  A P L  II c o n t r a c t s .  Union, M a r a t h o n ,  ARCO, C h e v r o n  a n d  S h e l l  
r e s p o n d e d  to  t h e  n o t i c e s  b y  s u i n g  t h e  state.

R e c e n t  C o o k  I n l e t  G a s  S a l e s  C o n t r a c t s :

Da t e  of S t a r t i n g
C o n t r a c t  P u r c h a s e r _______________ F i e l d  B a s e  P r i c e

1982 A P L  (Enstar) B e l u g a $2 .32
1982 A P L  (Enstar) Kenai, B e a v e r  C r e e k $2.32

or  M c A r t h u r  R i v e r
198 3 C h u g a c h C a n n e r y  L o o p $ 1 . 8 0
1984 A P L  (Enstar) L e w i s  R i v e r $1.80
1985 T e s o r o Kenai, B e a v e r  C r e e k $ 2 . 0 1

o r  M c A r t h u r  R i v e r

S e t t l e m e n t s  a ■i e v e d : In t h e  l a s t  t w o  m o n t h s  o f  1985 D N R ' s  r o y a l t y
e n f o r c e m e n t  a c t i o n s  a c h i e v e d  s i g n i f i c a n t  s u c c e s s .  S e t t l e m e n t s  
r e l a t i n g  to  g a s  r o y a l t i e s  d u e  on p r o d u c t i o n  f r o m  t h e  K e n a i  Field, 
a n d  i n v o l v i n g  M a r a t h o n ,  Union, A l a s k a  P i p e l i n e  C o m p a n y  ( E n s t a r ) ,
C I R I , t h e  U.S. D e p a r t m e n t  of  t h e  I n t e r i o r  a n d  t h e  state, y i e l d e d  
t h e  s t a t e  a b o u t  $4 m i l l i o n  in r e t r o a c t i v e  r o y a l t i e s ,  a n d  w i l l  
b r i n g  in e x c e s s  o f  $6.5 m i l l i o n  p e r  y e a r  m o r e  t h a n  t h e  a m o u n t s  w h i c h  
w o u l d  h a v e  b e e n  p a i d  u n d e r  t h e  l e s s e e s '  p r i o r  r e p o r t i n g  p r a c t i c e s  
( i n c l u d i n g  t h o s e  i n c r e a s e s  a t t r i b u t a b l e  to  t h e  s t a t e ' s  90% i n t e r e s t  
in f e d e r a l  o n s h o r e  r o y a l t i e s ) . U n d e r  t h e  les s e e s '  t h e o r y ,  t h e  
r o y a l t i e s  w o u l d  h a v e  b e e n  v a r i o u s l y  b e t w e e n  $ 0 . 2 1  a n d  $ 0 . 6 1  p e r  mcf; 
u n d e r  t h e  s e t t l e m e n t ,  t h e  l e s s e e s  w i l l  p a y  $ 1 . 9 5  p e r  m c f  d u r i n g  
1986. T h e  $ 1 . 9 5  is s q u a r e l y  w i t h i n  t h e  g a s  v a l u e s  e s t a b l i s h e d  b y  
r e c e n t  C o o k  I n l e t  g a s  s a l e s  c o n t r a c t s ,  as w e l l  as t h e  v a l u e s  e s t a b­
li s h e d  b y  E n s t a r ' s  p e n d i n g  r a t e s  ($2.1854 for S c h e d u l e  C p u r c h a s e r s  
- " L a r g e  C o m m e r c i a l  S e r v i c e " ,  a n d  f r o m  $ 1 . 6 4 8 0  t o  $ 2 . 0 1 5 8  f o r  s a l e s  
to  p o w e r  p l a n t s ) . T h e  s e t t l e m e n t s  c o n f i r m  t h e  s o u n d n e s s  o f  the 
r o y a l t y  e n f o r c e m e n t  a c t i o n  t a k e n  l a s t  spring.

R e m a i n i n g  d i s p u t e s : T h e  m a j o r  r e m a i n i n g  d i s p u t e  r e l a t e s  to  t h e
B e l u g a  R i v e r  field, t h e  p r i m a r y  s o u r c e  of  g a s  f o r  Chu g a c h .



S e t t l e m e n t  n e g o t i a t i o n s  d u r i n g  t h e  l a s t  s i x  m o n t h s  h a v e  f a i l e d  to 
p r o d u c e  a n y  r e s o l u t i o n .  O p t i o n s  e x p l o r e d  h a v e  i n c l u d e d  u n d e r l i f t i n g  
t h e  s t a t e ' s  r o y a l t y  share, t h u s  d e l a y i n g  t h e  r o y a l t y  in t o  t h e  
f u t ure; a n  in k i n d  s a l e  to E n s t a r  or C h u g a c h ;  a n d  a n  in v a l u e  
s e t t l e m e n t .  T h e  l e s s e e s  (ARCO, C h e v r o n  a n d  Shell) a s s e r t  t h a t  t h e y  
s h o u l d  n o t  b e  r e q u i r e d  to c o n t r i b u t e  a n y  m o n i e s  t o  a n y  s e t t l e m e n t ,  
s i n c e  t h e i r  s a l e s  c o n t r a c t  w i t h  C h u g a c h  r e q u i r e s  C h u g a c h  to 
r e i m b u r s e  t h e  l e s s e e s  for a n y  a d d i t i o n a l  r o y a l t y  a m o u n t  t h e  s t a t e  
c o l l e c t s .  C h u g a c h ,  in turn, h a s  b e e n  u n w i l l i n g  t o  a g r e e  to an 
a c c e p t a b l e  value, a n d  h a s  i n d i c a t e d  t h a t  it w i l l  s e e k  l e g i s l a t i v e  
re l ief. R e c e n t l y ,  t h e  s t a t e  m a d e  a f o r m a l  o f f e r  t o  its l e s s e e s  to  
s e t t l e  t h e  d i s p u t e  for $ 1 . 5 0  p e r  mcf. T h i s  o f f e r  w a s  r e j e c t e d ,  b u t  
s e t t l e m e n t  e f f o r t s  a n d  d i s c u s s i o n s  c o n t i n u e .

C o n s u m e r  impact. C h u g a c h  e s t i m a t e s  t h a t  a r o y a l t y  r a t e  o f  $ 2 . 0 5  p e r  
m c f  on s t a t e  ler.-.ses w o u l d  i n c r e a s e  r e t a i l  c o n s u m e r  r a t e s  o n l y  a b o u t  
2.38%, a s s u m i n g  t h e  l e s s e e s  w e r e  s u c c e s s f u l  in a s s e r t i n g  t h a t  t h e i r  
c o n t r a c t s  w i t h  C h u g a c h  p e r m i t t e d  t h e m  to  p a s s  t h e  r o y a l t y  b u r d e n  on 
to Chu g a c h ,  a n d  f u r t h e r  a s s u m i n g  t h a t  t h e  A P U C  p e r m i t t e d  C h u g a c h  to 
p a s s  t h e  b u r d e n  o n  t o  its c o n s u m e r s .  D N R  e s t i m a t e s  t h a t  a $ 2 .05 
r o y a l t y  w o u l d  i n c r e a s e  s t a t e  r e v e n u e s  b y  a b o u t  $2.8 m i l l i o n  p e r  
year. U n d e r  t h e  $ 1 . 5 0  p e r  m c f  s e t t l e m e n t  offer, t h e  i n c r e a s e d  
r o y a l t y  i n c o m e  w o u l d  fall to a b o u t  $2 m i l l i o n  p e r  year, a n d  t h e  
m a g n i t u d e  of r e t a i l  c o n s u m e r  i m p a c t  w o u l d  be  c o r r e s p o n d i n g l y  r e d u c e d  
t o  less t h a n  2%. (A t w o  p e r  c e n t  i n c r e a s e  o n  a m o n t h l y  b i l l  of  $30 
w o u l d  b e  o n l y  $0.60).



C O O K  I N L E T  G A S  R O Y A L T Y  S E T T L E M E N T S  
(State  l e a s e s  a n d  S t a t e  s h a r e  of f e d e r a l  r o y a l t i e s )

2/5/86

L e s s e e

P h i l l i p s

M a r a t h o n

U n i o n  a n d  
M a r a t h o n

C u r r e n t
R e t r o -  M o n t h l y
a c t i v e  V a l u e  U n d e r
P a y m e n t  S e t t l e m e n t

S c o p e  o f  S e t t l e m e n t _________( m i l l i o n s ) _______________ (per Mcf)

N o r t h  C o o k  I n l e t  F i e l d  $ 3 6 . 3  $ 2 . 3 2
g a s  s o l d  as L N G  in
J a p a n

K e n a i  f i e l d  g a s  s o l d  $ 4 . 3  $ 2 . 3 2
as L N G  in J a p a n

A l l  o f  U n i o n ' s  K e n a i  $ 4 . 1  $ 1 . 9 5
f i e l d  g a s  d i s p o s i t i o n
( i n c l u d i n g  t h e  f o l l o w i n g :
u r e a / a m m o n i a  p l a n t ,
r e n t a l  gas ,  E n s t a r ) , p l u s
M a r a t h o n ' s  d i s p o s t i o n s
to  E n s t a r  u n d e r  E n s t a r ' s
197 5  c o n t r a c t

E s t i m a t e d  
A d d i t i o n a l  
R o y a l t i e s  
p e r  y e a r  
(millions)

$ 1 2 . 0 0

$ 0 . 7 5

6 . 9 0

T o t a l $ 4 4 . 7 $ 1 9 . 6 5
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2 / 5 / 8 6

M o n t h

M a r c h

M a y

J a n u a r y

N o v e m b e r

D e c e m b e r

M a r c h

M a y

M a y

N o v e m b e r

Y e a r  D e s c r i p t i o n  of E v e n t

1964 F o s t e r  v. A t l a n t i c  R e f i n i n g  C o m p a n y . 329 F . 2 d  485 (5th 
Cir. 1964) h o l d s  t h a t  l o n g - t e r m  c o n t r a c t  p r i c e  d o e s  not 
c o n t r o l  r o y a l t y  v a l u a t i o n  w h e n  m a r k e t  v a l u e  rises, e v e n  if 
t h i s  is b u r d e n s o m e  o n  t h e  lessee.

1 9 6 5  C h u g a c h  E l e c t r i c  A s s o c i a t i o n ,  Inc. e n t e r s  i n t o  20 y e a r  
c o n t r a c t s  w i t h  ARCO, C h e v r o n  a n d  S h e l l  f o r  B e l u g a  R i v e r  
gas, w i t h  an  i n i t i a l  p r i c e  o f  15.2 c e n t s  p e r  mcf, s u b j e c t  
t o  a v o l u m e  limit.

1973 C h u g a c h  r e n e g o t i a t e s  its 1965 c o n t r a c t s ,  e x t e n d i n g  t h e
t e r m  t o  1998 (unless t h e  new, h i g h e r  v o l u m e  l i m i t  is 
r e a c h e d  e a r l i e r ) . T h e  1986 b a s e  p r i c e  u n d e r  t h o s e  c o n­
t r a c t s  is a b o u t  21 c e n t s  p e r  mcf.

1982 C h u g a c h  o b t a i n s  s u p p l e m e n t a l  g a s  d e l i v e r i e s  u n d e r  t h e  1973
c o n t r a c t  a t  a b a s e  p r i c e  of $ 1 .48 p e r  M m b t u  ( a p p r o x i m a t e l y  
e q u i v a l e n t  t o  $ 1.48 p e r  mcf).

1982 A l a s k a  P i p e l i n e  C o m p a n y  (Enstar) s i g n s  c o n t r a c t s  f o r  gas
d e l i v e r i e s  f r o m  B e l u g a  R i v e r  (with Shell) a n d  K e n a i  (with 
M a r a t h o n )  a t  a p r i c e  of $ 2.32 p e r  mcf, w i t h  a n n u a l  a d j u s t­
m e n t s  b a s e d  u p o n  fuel p r i c e  f l u c t u a t i o n s  (the " A P L - I I "  
c o n t r a c t s ) . T h i s  is t h e  f i r s t  t o t a l l y  n e w  c o n t r a c t  for 
B e l u g a  R i v e r  g a s  s u b s e q u e n t  t o  t h e  1973 C h u g a c h  c o n t r a c t  
u n d e r  w h i c h  t h e r e  w e r e  a n y  d e l i v e r i e s .

1984 P i n e v  W o o d s  C o u n t y  L i f e  S c h o o l  v. S h e l l  O i l  C o m p a n y . 726
F . 2 d  225 (5th Cir. 1984), reh. den. 750 F . 2 d  69, cert, 
den. 105 S.Ct. 1868 (1985) r e a f f i r m s  t h e  s o u n d n e s s  a n d  
c o n t i n u e d  v a l i d i t y  o f  t h e  r u l e  in F o s t e r , above.

1984 T h e  s t a t e  a n d  P h i l l i p s  s e t t l e  t h e i r  d i s p u t e  c o n c e r n i n g  the
v a l u a t i o n  o f  C o o k  I n l e t  g a s  f r o m  s t a t e  l e a s e s  w h i c h  is 
s o l d  as L N G  in J a p a n ,  u s i n g  a f o r m u l a  w h i c h  i n i t i a l l y  
y i e l d s  a r o y a l t y  of $ 2 . 4 0  p e r  mcf.

1984 T h e  f e d e r a l  g o v e r n m e n t  i n f o r m s  U n i o n  t h a t  v i r t u a l l y  all
g a s  r o y a l t i e s  f r o m  t h e  K e n a i  field, i n c l u d i n g  g a s  s o l d  
u n d e r  b e l o w - c u r r e n t - m a r k e t ,  l o n g - t e r m  c o n t r a c t s  w i t h  
E n s tar, m u s t  be  v a l u e d  in a c c o r d a n c e  w i t h  t h e  p r i c e  u n d e r  
t h e  A P L - I I  c o n t r a c t s .

1984 D N R  d e t e r m i n e s ,  in c o n s u l t a t i o n  w i t h  t h e  D e p a r t m e n t  of
Law, t o  e n f o r c e  t h e  C o o k  I n l e t  l e a s e  t e r m s  r e q u i r i n g  
p a y m e n t  of g a s  r o y a l t y  o n  t h e  b a s i s  of c u r r e n t  value.



F e b r u a r y

M a r c h

M a y / J u n e

J u l y

N o v e m b e r

N o v e m b e r

D e c e m b e r

J a n u a r y

1985 U.S. D i s t r i c t  J u d g e  F i t z g e r a l d  r u l e s  t h a t  M a r a t h o n  m u s t
p a y  r o y a l t i e s  on K e n a i  F i e l d  g a s  s o l d  as LNG in J a p a n  
b a s e d  u p o n  t h e  J a p a n  s a l e s  price, le s s  c o s t s  of t r a n s­
po r t a t i o n .  M a r a t h o n  c a l c u l a t e s  t h e  n e t b a c k  v a l u e  u n d e r  the 
o r d e r  to  be  a b o u t  $ 3 . 0 0  p e r  mcf, w h i l e  t h e  f e d e r a l  g o v e r n­
m e n t  c a l c u l a t e s  t h e  v a l u e  to  be  a b o u t  $ 3.60 p e r  mcf. The 
a c c o u n t i n g  r e m a i n s  in d i s p u t e  in D i s t r i c t  Court, w h i l e  the 
D i s t r i c t  C o u r t ' s  F e b r u a r y  1985 d e c i s i o n  is u n d e r  a p p e a l  to 
t h e  N i n t h  Circuit.

1985 By w r i t t e n  notice, D N R  i n f o r m s  its C o o k  I n l e t  l e s s e e s  of
its d e t e r m i n a t i o n  to e n f o r c e  t h e  r o y a l t y  r e q u i r e m e n t s  of 
t h e  leases.

1985 All C o o k  I n l e t  g a s  p r o d u c e r s  f i l e  s e p a r a t e  l a w s u i t s
s e e k i n g  j u d i c i a l  d e c l a r a t i o n  of  t h e i r  r o y a l t y  o b l i g a t i o n s  
u n d e r  the leases.

1985 T h e  s t a t e  a n d  M a r a t h o n  s e t t l e  t h e i r  d i s p u t e  c o n c e r n i n g  the
r o y a l t y  v a l u e  of K e n a i  F i e l d  g a s  s o l d  as L N G  in J a p a n  in 
a c c o r d a n c e  w i t h  the t e r m s  of t h e  M a y  1984 P h i l l i p s  
s e t t l e m e n t .

1985 T h e  state, f e d e r a l  g o v e r n m e n t  a n d  CI R I  (all r o y a l t y  owners
in t h e  K e n a i  field) s e t t l e  m o s t  r o y a l t y  i s s u e s  for 
p r o d u c t i o n  f r o m  the K e n a i  field. M o s t  s i g n i f i c a n t l y ,  
r o y a l t y  on g a s  u s e d  in U n i o n ' s  u r e a  a n d  a m m o n i a  p l a n t  and 
u s e d  to p r o m o t e  g r e a t e r  oil p r o d u c t i o n  f r o m  t h e  S w a n s o n  
R i v e r  oil field, is n e t  a t  $ 1 . 8 5  p e r  m c f  for 1985 a n d  
$ 1 . 9 5  p e r  m c f  for 1986, w i t h  a n n u a l  a d j u s t m e n t s  t h e r e a f t e r  
b a s e d  u p o n  f l u c t u a t i o n s  in fuel oil prices.

1985 T h e  S e c r e t a r y  of t h e  I n t e r i o r  i s s u e s  a d e f i n i t i v e  o r d e r
h o l d i n g  t h a t  C o o k  I n l e t  g a s  s o l d  b y  U n i o n  a n d  M a r a t h o n  to 
E n s t a r  m u s t  be  v a l u e d  f o r  r o y a l t y  p u r p o s e s  a c c o r d i n g  to 
c u r r e n t  m a r k e t  v a l u e s .

1985 T h e  state, f e d e r a l  g o v e r n m e n t  a n d  C I R I  e n t e r  into a
s e t t l e m e n t  a g r e e m e n t  on  t h e  v a l u e  of t h e  r o y a l t y  o n  K e nai 
g a s  s o l d  to E n s t a r  u n d e r  l o n g - t e r m  c o n t r a c t s .  U n d e r  this 
s e t t l e m e n t ,  t h e  r o y a l t y  o w n e r s  r e c e i v e  $ 1.85 p e r  m c f  for 
t h e  p a r t  of 1985 at issue, a n d  w i l l  r e c e i v e  $ 1.95 p e r  mcf 
f or 1986 p r o d u c t i o n ,  w i t h  a n n u a l  a d j u s t m e n t  t h e r e a f t e r  
b a s e d  u p o n  f l u c t u a t i o n s  in t h e  oil prices.

19 8 6  T h e  s t a t e  o f f e r s  to t h e  p r o d u c e r s  to s e t t l e  the
d i s p u t e  c o n c e r n i n g  t h e  r o y a l t y  v a l u e  of g a s  s o l d  to 
C h u g a c h .  T h i s  $ 1 .50 p e r  m c f  o f f e r  is r e j e c t e d  b y  t h e  
p r o d u c e r s ,  b u t  s e t t l e m e n t  d i s c u s s i o n s  continue.



ALASKA DEPARI/INI OF NAIURAL RESOURCES - DIVISION CF Oil AND 6AS 
SUIWARY SIA TISI ICS 

CCGK IK1EI 6AS PRICE OISFUU 
AVERAGE nONlHir SALES VOLUHES - JW.T 1984 THROUGH JUNE !<?SS

Dit CI/I4/8&

FIELD 
Producers 
11 ol field ounedl

PURCHASLR I ol FIELD 
cn sile Or 
sale Oasis

SALES
voluhes 
mcFi 1/

EFFECTIVE 
ROYAL IT INTEREST

ROYALTY
VOLUME
mcFi

VALLE REPORTED 
FOR ROYALTIES 

il
PRODUCER/ EFFECTIVE 
PURCHASER DAIE 

EASE CONIRACI 
VALUE 27 11

E1PIRAM0N
DAIE

BELUGA RIVER FIELD 
CHEVRON 133.3311 
ARCO I33.33ZI 
SHELL (J3.1J1I 
AKA IIOO.OOllY-2l*-35

ENSTAR
ENSIAR
ENSIAR
ENSIAR

2.111
2.111
2.111
0.(51

37.790
37.790
37.790 
8,122

0.01555
0.0)555
0.07555
0.0)555

2.855
2.855 
2,655
611

11.8000
11.8000
11.8000
11.8000

(2.0300 9/ 12/20/82
52.0300 9/ 12/20782 
(2.0300 9/ 12/20/82
12.0300 9/ 12/20/82

10/1999
10/1999
10/1999
10/1999

SUB TOTAL 6.771 121,(92 9,179

CHEVRON 05.3311 
ARCO 133.3311 
SHELL 03.3311 
AGIA IIOO.COUV-2M-35

CHUGACH
CHUGACH
CHUGACH
CHUGACH

73.701
73.701
28.701 
7.131

STS,065
515.065
515.065 
127,863

0.0)555
0.0)555
O.C7555
0.0)555

38.913
38.913
38.913 
9,660

10.2103
10.2103 
10.7103
10.2103

50.2103 5/14/65 
(0.7103
50.2103 
(0.2103

1/1998 3/

SUB TOTAL 93.231 1,673,058 176,(00

TOTAL BELUGA RIVER FIELD TOO.001 1,79(,5j3 135,578

KENAI FIELD
UNION ISOII 
UNION ISOll 
UNION OOll 
UNION OOll 
UNION OOll 
UNION OOll 
UNION 031)

APl-AHCllORAGE 
APl-CHEV NIK 
L' ON CHEV 
Cl IT GF KEMI 
RENTAL GAS 
AtCI1ILNAL RENIAL 
UNION CHEHICAL

10.281
0.191
0.191
0.251
(.501
2.3)1
(0.731

8(5,672 
15,888 
15,518 
20,590 
370,33( 
194,981 

3,352,0(1

0.020688
0.020688
0.020688
0.070698
0.020698
0.020688
0.020668

17,(9(
329
321
(76

7,661
(.034
69,3(7

41.9500 8/
51.9500 8/
11.9500 8/ 
10.3000 
SI.9300 8/
51.9500 8/
51.9500 il

10.6720 6/ 5/13/60 
SO.6220
(0.6720 2/5/81 
(0.3000 5/17/66 
10.0700 1/17/66 
(0.38D0
(0.6130 11/1/77

12/92

1NDEFINI1E
6/1986
1/1995

1998

3/

3/

TOTAL UNION SHARE 58.511 (,01(,973 99,612

HARATHON OOll 
HARAIHON OOli 
HARAIHON OOll 
HARAIHON OOll 
HARAIHON OOZI 
HARAIHON OOll 
HARAIHON OOll

APL-I 
APL-II 
AFL-NIKISKI 
CITY OF KENAI 
RENIAL GAS 
ADDITIONAL RENIAL 
IOKYO U1IIIIIES

K.381
(.(81
0.191
0.251
(.501
2.361
15.321

1,183,535
368,603
15,888
20,599
370,2(2
I9(,(50

1,761,073

4.02G6BB
0.020688
0.020688
0.020668
0.07068B
0.020688
0.020688

24,<85 
7,626 
329 
(26 

7,660 
(.023 

26,009

SI.9500 87 
S2.0550 
S2.055C (/ 
S2.0530 (/ 
SO.2100 
40.3800 
S2.2795

10.6220 61 
(7.0800 il 12/16/82 
10.6220 
(0.3000 
10.2100 
10.3800 
S(./590 5/

12/1992
12/1997

6/1986
1/1995

6/I/B9

3/
3/

3/

TOTAL HARAIHON SHARE (1.(91 3,111,390 70,637

TOTAL KENAI FIELD 100.001 8,229,363 170,2(9

STERLING FIELD 
UNION OOZI 
nARAIHCN (SOI)

PFX1HSUIA GREENHOUSE 
PENINSULA GREENHOUSE

50.001
50.001

736
736

0.0155(6
0.0155(6

II
II

SO.(000 
S2.0550 (/

10.(000 10/2//6I 
10.(000

TOIAL STERLING FIELD 100.001 1,(77 23

HCARIHUR RIVER FIELD
UNION/HARAIIICN OOl eachl 
UNION/HARA1IION 1501 eichl 
UNI0N/HARA1H0N (SOI eachl 
UNIOX/HARAIHOH (SOI eachl 
UNI0H/HARA1H0H 1501 rich)

RENIAL GAS 
UNION CHLHICAL

0.(71
1.(81 

87.561
9.391
I.IOZ

1,671
5,260

311,215
33,375
3,910

0.175
0.125
0.125
0.125
0.125

209
658

38,902
(.172
4B9

0.000
0.000
0.000
0.000
0.000

0.000
0.210
0.613
0.000
0.000

TOIAL TIC ARTHUR RIVER FIELD 100.001 355,(31 ((,(29

IRADIHG BAY FIELD 
Harathon (8.661 
Union 48.661 
Superior 1.3(1 
Teuco 1.311

(0.661
(8.661
1.3(1
1.3(1

580
580
16
16

0.175
0.125
0.125
0.125

73
73
2
2

0.000
0.000
0.000
0.000

0.000
0.000
0.000
0.000

TOTAL TRADING GAY FIELD TOO.001 1,192 1(9

1/ ANNUAL VOLUHE DIVIDED BY 12 NONIHS EOUAL AVERAGE HONIHLY VOLUNE. 6/
II ROYA11Y . <D CUNIRACt VALUES ARE DIE MSI CURRENT IN EFFECT AS OF JANUARY 1986. 7/

PRODUCTION AND HAVE HOT BEEN ADJUSTED FOR BIU CONTENT. B/
3/ DUANTIIY URN COULD OFERAIE 10 EMEND OR SHORTEN THE CONTRACT PERIOD. 9/
(/ PRICE REPORTED BY HARA1H0H IS BEING PAID UNDER PROTEST.
5/ CONTRACT PRICE IS A GROSS PRICE BEFORE TRANSPORTATION COSTS.

CONTRACT PRICE 10 GO TO 10.27 HCF DURING I98G.
BASE CONTRACT PRICE DOES ROT INCLUDE LESSEE IAI OBLIGATIONS PAID BY THE PURCHASER. 
VALUE AGREED TO BT SEITLENENI.
6PECIAL OELIVERABILIIY CHARGE OF 10.35/HCF HAY ALSO BE EFFECTIVE.
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C O O K  I N L E T

T o t a l  S a l e s

F i e l d  O p e r a t i o n s
8 . 0 %

R e n t a l
9 . 6 %

G a s  U t i l i t i e s  
1 1 . 0 %

E l e c t r i c  
P o w e r  

1 8 .0 %

LNG 
2 9 .3 %

Union 
C h em ic a l  

2 %
S t a t e

R o y a l t y

D i s p o s i t i o n

G a s R e n t a l  
2 .3 %

1 2 .5 %Union 
Chemical l  

1 2 . 8 %

E l e c t r i c  P o w e r  
1 7 .0 %

LNG
5 5 .4 %



K E N A I  F I E L D

R o y a l t y  A n d  

W o r k i n g  I n t e r e s t  

O w n e r s h i p

F e d e r a l  S t a t e  
C IR I  4 .1%  2 . 1%  

5 . 9

Un io n  
W I O  

4 4 .0 %

M a r a t h o n
W IO
4 4 .0 %

S t a t e  

R o y a l t y  

D i s p o s i t i o n

A p L  2  o t h e r *
4 .5 %  i

R e n t a l  
1 3 .7 % /  vUn lon

tCherrrical
L N G  I 1 4 0 .7 %

1 5 .3 % '

A P L  I
2 4 .7 %

*  AF ’L - N l k l * k l  0 .4 %
U n i o n - C h e v r o n  E x c h a n g e  0 .2 %  
C i t y  O f  K e n a i  0 . 5 %



b e l u g a  f i e l d

R o y a l t y  A n d  

W o r k i n g  I n t e r e s t  

O w n e r s h i p

F e d e r a l  C IR I 
S t a t e  4 .9 %  -0 2 %  

7 .6 % .  ‘

W IO
2 9 .2 %

A r c o  
WIO 
2 9 .2 %

Chev r o n  W IO
2 9 . 2  %

S t a t e

R o y a l t y

D i s p o s i t i o n

E n s t a r



CO O K  INLET GAS P R O D U C T I O N  

(For 1984)

A TTACHMENT

T otal

M M C F / M o n t h

State Royalty 

M M C F / M o n t h

Beluga River Field

For: C h u g a c h  1673

E ns t a r  121

T o t a l  1794

K e n a i  Field

For: A P L  1 2029

A P L  2 369

A P L  N i k i s k i  31

A P L  K enai 41

U n i o n  C h e v r o n  Ex 16

R e n t a l  gas 741

Rent a l  gas e x t r a  389

A m m o n i a - U r e a  3352

LNG' 1261

T o t a l  8229

M c A r t h u r  R iver Field

For: R e n t a l  gas and a m m o n i a - u r e a  355

B e a v e r  C r e e k  Field

For: A P L  2 789

L ewis R i v e r  Field

For: A P L  2 153

N o r t h  C o o k  Inlet Field

For: L N G  3932

G RAND T O T A L  15,250

125 

__ 9

134

42

8

1

1

1

15

8

67

25

168

44

19

491

856



E x c e r p t s  fr o m  L e a s e  F o r m  DL-1 
P e r t a i n i n g  to the P r i c i n g  of R o y a l t y  P r o d u c t s

11. R O Y A L T Y  ON  P R O D U C T I O N .  E x c e p t  for o i l  a n d  gas u s e d  on said 
land for d e v e l o p m e n t  a n d  p r o d u c t i o n  o r  u n a v o i d a b l y  lost, L e s s e e  
s h all p a y  L e s s o r  as r o y a l t y  the fol l o w i n g :

(a) On  oil 12-1/2 p e r c e n t  in a m o u n t  o r  v a l u e  o f  the oil
p r o d u c e d  a n d  s a ved a n d  r e m o v e d  o r  so l d  f r o m  said land.

(b) Oi. gas 12-1/2 p e r c e n t  in a m o u n t  o r  v a l u e  o f  the gas
p r o d u c e d  a n d  s a ved a n d  s o l d  or  u s e d  o f f  s a i d  land o r  u s e d  for the
e x t r a c t i o n  o f  n a t u r a l  g a s o l i n e  or o t h e r  p r o d u c t s  t h e r e f r o m .

(c) O n  a s s o c i a t e d  s u b s t a n c e s  1 2-1/2 p e r c e n t  in a m o u n t  or v a l u e  
of s u c h  s u b s t a n c e s  p r o d u c e d  a n d  s a v e d  and r e m o v e d  o r  sold fr o m  s a i d  
l a n d s .

15. R O Y A L T Y  IN VA L U E .  A t  the o p t i o n  o f  Less o r ,  w h i c h  m a y  be 
e x e r c i s e d  f r o m  ti m e  to ti m e  u p o n  n o t  less th a n  six m o n ths' n o t i c e  to 
Lessee, a n d  in lieu o f  r o y a l t y  in kind, L e s s e e  s h a l l  p a y  to L e s s o r  
the f i eld m a r k e t  p r i c e  o r  v a l u e  at the w e l l  o f  all r o y a l t y  o i l  
a n d / o r  gas. A l l  r o y a l t y  that m a y  b e c o m e  p a y a b l e  in m o n e y  to L e s s o r  
shall be p a i d  on o r  b e f o r e  the la s t  d a y  of  the c a l e n d a r  m o n t h
f o l l o w i n g  the m o n t h  in w h i c h  the o i l  or  gas is p r o d u c e d .  The
p a y m e n t s  s hall b e  acc .npanied by c o p i e s  o f  run t i c k e t s  o r  o t h e r
s a t i s f a c t o r y  e v i d e n c e  o f  sales, s h i p m e n t s ,  a n d  a m o u n t s  o r  g r o s s
p r o d u c t i o n .

16. PRICE. T h e  f i e l d  m a r k e t  p r i c e  or  v a l u e  o f  r o y a l t y  o i l  or 
gas shall not be less t h a n  the h i g h e s t  of: (1) T h e  p r i c e  a c t u a l l y
p a i d  or a g r e e d  to b e  p a i d  to L e s s e e  at the w e l l  by  the p u r c h a s e r  
thereof, if any; o r  (2) T h e  p o s t e d  p r i c e  o f  L e s s e e  in the f i e l d  for 
such oil o r  gas at the w ell, if any; or, (3) The p r e v a i l i n g  p r ice 
r e c e i v e d  by  o t h e r  p r o d u c e r s  in the f i e l d  at the w e l l  for oil o f  like 
g r a d e  a n d  g r a v i t y  or  gas o f  like k i n d  a n d  q u a l i t y  at the ti m e  su c h  
o il o r  gas is r e m o v e d  f r o m  sa i d  l a n d  o r  r u n  i n t o  s t o r a g e ,  or such 
gas is d e l i v e r e d  to an e x t r a c t i o n  plant.



RECENT CONTRACTS AND PURCHASE AGREEMENTS

Pu rchase r F i e l d  o r  S e l l e r S t a r t i n q  Base P r i c e

1977 Pac A laska Cook I n l e t $ 1 . 4 6  pe r  mcf

1982 En s ta r Be luga R i v e r $ 2 . 3 2

1982 Ens ta r Beaver  Creek F i e l d $ 2 .3 2

1982 -8 3 Chugach Be luga R i v e r $ 1 . 4 0 - 1 . 6 0

(Peak ing  Gas)

1983 Chugach Cannery Loop $ 1 . 8 0

1984 En s ta r Lewis R i v e r $ 1 . 8 0

1985 Tesoro Marathon $2 .01

1985 AEG&T En s ta r $ 2 . 0 4

(Homer E l e c t r i c )

1985 ML&P En s ta r $ 1 . 6 0

(Anchorage)



ATTACHMENT 12

Representative Residential Electrical Rates for 500 KWH

Assumes: Residential rate, non-demand, hot water heater, winter season. 
Power Cost Equalization payments have been subtracted.

$90

$84.90

February 6, 1986

$80

$69.94 $71.79
$70

$66.80

$60 $57.16

$50 $47.50

$40
$36.01

$30 $29.98

$20

$10

—        —

ML&P CHUGACH AEL&P Bethel AVEC GVEA Ft. GHEA
(Anch) (Anch) (Juneau) (Misc. Rural (Fbx) Yukon (Juno)

Villages)
Source: Alaska Public Utility Camdssion, except GHEA rates, which were

obtained frcm GHEA.
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S t a t e  o f  A l a s k a

P O U C H  V
J U N E A U ,  A L A S K A  9 9 8 1 1

(9 0 7 )  4 6 5 -4 9 4 1

H o u s e  S p e c i a l  C o m m i t t e e  o n  O i l a n d  G a s

Sec  t i o na  I Ana I ys_i_s 
P r o p o s e d  O i l  a nd  Ga s  C o m m i t t e e  S u b s t i t u t e  

“ T o r  CSSB 3 0 9  T R u l e s T

S e c . 1 . F i n d i n g s .  I t  i s  i n 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  
t o  a u t h o r i z e  t h e  c o m m i s s i o n e r  o f  DNR t o  e s t a b l i s h  t h e  
i n - v a l u e  r o y a l t y  f o r  g a s  s o l d  t o  a g a s  o r  e l e c t r i c  u t i l i t y  
b y  u s i n g  t h e  c o n t r a c t  p r i c e  b e t w e e n  t h e  l e s s e e  o f  t h e  s t a t e  
a n d  t h e  u t i l i t y .  T h i s  a u t h o r i z a t i o n  a p p l i e s  o n l y  
p r o s p e c t i v e I y , a nd  t h i s  Ac t  d o e s  n o t  a p p l y  t o  s t a t e  p o l i c i e s  
r e g a r d i n g  t h e  s a l e  o f  r o y a l t y  o i l .

S e c .  2 . Th e  c o m m i s s i o n e r  s h a l l  e n t e r  i n t o  an a g r e e m e n t  w i t h  
a l e s s e e  t o  u s e  t h e  p r i c e  e s t a b l i s h e d  i n a c o n t r a c t  b e t w e e n  
t h e  l e s s e e  a nd  a g a s  o r  e l e c t r i c  u t i l i t y  a s  t h e  v a l u e  o f  t h e  
s t a t e ' s  r o y a l t y  s h a r e  o f  g a s  p r o d u c t i o n ,  p r o v i d e d  t h a t :

a .  t h e  l e s s e e  a nd  t h e  u t i l i t y  a r e  n o t  r e l a t e d .
b .  t h e  a g r e e m e n t  i s  r e q u e s t e d  i n  w r i t i n g  by  t h e  l e s s e e .
c .  t h e  c o m m i s s i o n e r  d o e s  noj t  ma k e  a w r i t t e n  f i n d i n g  t h a t  

t h e  c o n t r a c t  p r i c e  Ts  u n r e a s o n a b l y  l ow and  t h a t  a 
p r o s p e c t i v e  r e d u c t i o n  i n  r o y a l t y  r e c e i p t s  w o u l d  n o t  be  
b a l a n c e d  by  i n c r e a s e d  b e n e f i t s  t o  i n - s t a t e  g a s  and 
e l e c t r i c  c o n s u m e r s .

T h i s  s e c t i o n  s t a t e s  t h a t  a " g a s  o r  e l e c t r i c  u t i l i t y "  
i n c l u d e s  e l e c t r i c  c o o p e r a t i v e s  ( s u c h  a s  C h u g a c h ,  M a t a n u s k a ,  
H o me r ,  r u r a l  c o - o p s ,  a nd  G o l d e n  V a l l e y  E l e c t r i c ) ,  m u n i c i p a l  
u t i l i t i e s  ( s u c h  a s  A n c h o r a g e  M u n i c i p a l  L i g h t  & P o w e r ) ,  a nd  
g a s  u t i l i t i e s  r e g u l a t e d  u n d e r  AS 4 2 . 0 5  ( s u c h  a s  E n s t a r ) .
T h i s  s e c t i o n  a l s o  s t a t e s  t h a t ,  f o r  p u r p o s e s  o f  t h i s  A c t ,  t h e  
s t a t e ' s  r o y a l t y  s h a r e  o f  g a s  p r o d u c t i o n  d o e s  n o t  i n c l u d e  g a s  
p r o d u c t i o n  f r o m  m e n t a l  h e a l t h  l a n d s  o r  s c h o o l  l a n d s .
Sec_._ 3^ Adds  a new s u b s e c t i o n  t o  AS 3 8 . 0 5  . 1 83 , w h i c h
p r o v i d e s  t h a t  t h e  c o m m i s s i o n e r  may  s e l l  r o y a l t y  g a s  t a k e n  
i n - k i n d  t o  a g a s  o r  e l e c t r i c  u t i l i t y  a t  l e s s  t h a n  m a r k e t
v a l u e  i f  t h e  c o m m i s s i o n e r  ma k e s  a w r i t t e n  f i n d i n g  t h a t  t h e  
s a l e  i s  i n  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 .  Th e  s ame 
d e f i n i t i o n s  f o r  " g a s  o r  e l e c t r i c  u t i l i t y "  a nd  " r o y a l t y  g a s
t a k e n  i n k i n d  by  t h e  s t a t e "  f o u n d  i n s e c .  2 o f  t h i s
l e g i s l a t i o n  a r e  a l s o  f o u n d  i n t h i s  s e c t i o n .



S e c . 4 . Amends  AS 3 8 . 0 5 . 8 1  0 ( a )  t o  make  t h i s  s u b s e c t i o n
c o n s i s t e n t  w i t h  t h e  o t h e r  p r o v i s i o n s  o f  t h e  A c t .

S e c . 5 . P r o v i d e s  t h a t  AS 3 8 . 0 5  . 1 8 0  ( a a ) , w h i c h  wo u l d  be
e n a c t e d  b y  s e c .  2 o f  t h i s  l e g i s l a t i o n ,  a p p l i e s  t o  a g r e e m e n t s  
t o  e s t a b l i s h  t h e  i n - v a l u e  r o y a l t i e s  on g a s  p r o d u c t i o n  t h a t  
a r e  s o l d  u n d e r  a c o n t r a c t  e n t e r e d  i n t o ,  on  o r  a f t e r  t h e  
e f f e c t i v e  d a t e  o f  t h e  a c t  b e t w e e n  t h e  s t a t e ' s  l e s s e e  a nd  a 
g a s  o r  e l e c t r i c  u t i l i t y .

S e c .  6 .  P r o v i d e s  f o r  an i mme d i a t e  e f f e c t i v e  d a t e .
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D e a r  S e n a t o r  Sackett:

I am r e s p o n d i n g  to y o u r  r e q u e s t  for m o r e  i n f o r m a t i o n  on the 
fiscal n o t e  and p o t e n t i a l  fi s c a l  i m p a c t  o f  C S S B  309 ( R e s ) , 
n o w  b e f o r e  the S e n a t e  as C S S B  309 ( R u l e s ) .

T h e  f i s c a l  note

The d e p a r t m e n t  has s u b m i t t e d  a zero f i s c a l  n o t e  for the 
bill, w h i c h  w i l l  n o t  d i r e c t l y  a f f e c t  the s t a t e ' s  c u r r e n t  
r o y a l t y  gas r e v e n u e  stream. T h e r e  are two r e a s o n s  t h a t  it 
is not p o s s i b l e  to i d e n t i f y  f u t u r e  c o s t s  o f  t h e  legi s l a t i o n :

- the d e p a r t m e n t  is n o t  ab l e  to p r e d i c t  h o w  o f t e n  the 
n e w  v a l u a t i o n  m e c h a n i s m  w i l l  b e  a p p l i e d  in the 
future, n o r  can w e  p r e d i c t  f u t u r e  gas c o n t r a c t  p r i c e s  
a n d  q u a n t i t i e s ;  and

- m a r k e t  v a l u e s  for A l a s k a  n a t u r a l  gas ( p a r t i c u l a r l y  
C o o k  I n l e t  gas n o w  so l d  for i n s t a t e  c o n s u m e r  us e s  and 
m o s t  i m m e d i a t e l y  a f f e c t e d  b y  t h e  p r o p o s e d  statute) 
are u n p r e d i c t a b l e ,  as is t h e  p o s s i b l e  d i s p a r i t y  
(positive or negative) b e t w e e n  c o n t r a c t  p r i c e  and 
m a r k e t  value.

E v e n  t h o u g h  t h e r e  is no d i r e c t  f i s c a l  i m p a c t  t h a t  c a n  be 
a s s i g n e d  to t h e  bill, e n a c t m e n t  o f  the l e g i s l a t i o n  w i l l  
i n d i r e c t l y  a f f e c t  s t ate r o y a l t y  i n c o m e  f r o m  e x i s t i n g  
p r o d u c t i o n  in C o o k  Inlet. T h e  s t a t e  h a s  e n t e r e d  into an 
a g r e e m e n t  w i t h  C h u g a c h  E l e c t r i c  to v a l u e  the s t a t e ' s  r o y a l t y  
s h are fr o m  B e l u g a  F i e l d  p r o d u c t i o n  p u r c h a s e d  b y  C h u g a c h  
u n d e r  e x i s t i n g  c o n t r a c t s  at $ 0 . 7 5 / m c f  i f  the l e g i s l a t i o n  
passes. T h i s  v a l u e  is o n e - h a l f  t h e  s t a t e ' s  J a n u a r y  o f f e r  to 
se t t l e  the p r i c i n g  d i s p u t e  at $ 1 . 5 0 /mcf, w h i c h  w a s  r e j e c t e d  
b y  the B e l u g a  p r o d u c e r s  w h o  sell to C h u g a c h .  If the d i s p u t e  

: had b e e n  s e t t l e d  at $ 1 . 5 0 / m c f  u n d e r  e x i s t i n g  s t ate law, the
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state w o u l d  h a v e  r e c e i v e d  a p p r o x i m a t e l y  $1.9 m i l l i o n / y e a r  in 
n e w  r o y a l t y  in c o m e  f r o m  the B e l u g a  field. S e t t l e m e n t  at 
$0.75/mcf, as w i l l  o c c u r  if C S S B  309 (Rls) is passed, w i l l  
i n c r e a s e  s tate r o y a l t y  r e v e n u e s  f r o m  B e l u g a  p r o d u c t i o n  by 
a b o u t  $ 8 1 0 , 0 0 0 / y e a r , a c c o r d i n g  to o u r  c a l c u l a t i o n s , b e c a u s e  
the s t a t e ' s  s h are of th i s  p r o d u c t i o n  is c u r r e n t l y  v a l u e d  at 
$ 0 . 2 1 /mcf b y  the p r o d u c e r s .  T h i s  i n c r e a s e  in state r o y a l t y  
r e v e n u e s  is less t h a n  w o u l d  h a v e  b e e n  e x p e c t e d  if 1) the 
s t a t e’s $ 1 . 5 0 / m c f  s e t t l e m e n t  o f f e r  h a d  b e e n  accepted, or 2) 
the s t a t e  h a d  s u c c e s s f u l l y  p u r s u e d  its legal a r g u m e n t s  
r e g a r d i n g  the v a l u e  o f  the s t a t e ' s  r o y a l t y  s h a r e  u n d e r  the 
e x i s t i n g  l e a s e  terms, b a s e d  on e x i s t i n g  law.

F u t u r e  c o s t s  to the S t a t e

As s t a t e d  above, the d e p a r t m e n t  has s u b m i t t e d  a zero fiscal 
no t e  b e c a u s e  it is u n a b l e  to p r e d i c t  f u t u r e  m a r k e t  
c o n d i t i o n s  a n d  c o n t r a c t  t e r m s  for A l a s k a  n a t u r a l  gas.
It is i m p o r t a n t  for the L e g i s l a t u r e  to c o n s i d e r  t h a t  m a r k e t  
v a l u e  i n  the fu t u r e  c o u l d  e i t h e r  e x c e e d  or r e m a i n  b e l o w  
l o n g - t e r m  c o n t r a c t  p r i c e s  for i n s t a t e  c o n s u m e r  gas 
p u r c h a s e s .  The p r e s e n t  s i t u a t i o n  i n  the B e l u g a  f i eld is an 
e x a m p l e  of  h o w  l o n g - t e r m  c o n t r a c t  p r i c e s  (Chugach at an 
a d j u s t e d  $ 0 . 2 6 / m c f  a n d  E n s t a r  at an a d j u s t e d  $2.05/mcf) can 
be a b o v e  o r  b e l o w  " m a r k e t  v a l u e "  s i m u l t a n e o u s l y  in the same 
field.

S e c t i o n  2. The f i s c a l  i m p a c t s  of S e c t i o n  2 (aa) o f  C S S B  
309 (Rls) w i l l  l a r g e l y  d e p e n d  on  f u t u r e  m a r k e t  a n d  c o n t r a c t  
c o n d i t i o n s  in C o o k  Inlet, u n l e s s  t h e r e  is a c o m m i t m e n t  of 
N o r t h  S l o p e  n a t u r a l  gas b y  t h e  p r o d u c e r s  for i n s t a t e  use.
The n a t u r a l  gas m a r k e t  for i n s t a t e  e n e r g y  u s e  w i l l  be 
a f f e c t e d  b y  the c o s t s  o f  t h e r m a l  a n d  h y d r o e l e c t r i c  e n e r g y  
a l t e r n a t i v e s ,  i n c l u d i n g  n e w  or  e x p a n d e d  c o a l  d e v e l o p m e n t ;  
p r o d u c t i o n  f r o m  n e w  o r  s h u t - i n  gas sources; g e o t h e r m a l  
d e v e l o p m e n t  (which h a s  b e e n  d i s c u s s e d  in c o n n e c t i o n  w i t h  
B e l u g a  co a l  d e v e l o p m e n t ) ; h y d r o e l e c t r i c  c o n s t r u c t i o n ;  e x p o r t  
p r o j e c t s  for coal, gas, o r  oil; a n d  t h e  p r i c e  o f  fuel oil 
a n d  d i e s e l  as a l t e r n a t i v e  fuel sources. T h e r e  h a v e  b e e n  
some p r o j e c t i o n s  of  C o o k  I n l e t  gas p r i c e s  b y  o t h e r  a g e n c i e s  
t h a t  th i s  d e p a r t m e n t  has d i s p u t e d  o n  g r o u n d s  t h a t  the C o o k  
In let m a r k e t  r e m a i n s  l a r g e l y  c o n t r o l l e d  b y  l ocal factors 
r a t h e r  t h a n  w o r l d  gas o r  oil p r i c e s  or exports. If N o r t h  
S l o p e  n a t u r a l  gas is b r o u g h t  to  m a r k e t  its p r i c i n g  and 
a v a i l a b i l i t y  w i l l  a l s o  b e c o m e  an i m p o r t a n t  f a c t o r  in the 
fi s c a l  i m p a c t  o f  t h i s  b i l l  (Section 2 (bb)). B e c a u s e  the 
e v e n t u a l  m a r k e t i n g  a r r a n g e m e n t s  for P r u d h o e  B a y  gas w o u l d
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p r o b a b l y  h a v e  t o  b e  less d i v e r s e  and m o r e  s t a b l e  t h a n  are 
m a r k e t i n g  a r r a n g e m e n t s  for C o o k  I n l e t  gas, i t  is l i k e l y  th a t  
t h e r e  w o u l d  be less d i s p a r i t y  b e t w e e n  P r u d h o e  B a y  c o n t r a c t  
p r i c e  a n d  m a r k e t  value, a l t h o u g h  the f i s c a l  i m p a c t  of 
a c c e p t i n g  t h e  c o n t r a c t  p r i c e  as t h e  s t a t e 1s r o y a l t y  v a l u e  
(given the m a g n i t u d e  of  the P r u d h o e  Bay gas resource) m i g h t  
be larger, e i t h e r  p o s i t i v e l y  or n e g a t i v e l y  a f f e c t i n g  the 
stat e ' s  revenues.

S e c t i o n  3. T h i s  s e c t i o n  g i v e s  the c o m m i s s i o n e r  
a u t h o r i t y  to m a k e  b e l o w - m a r k e t - v a l u e  gas s ales for i n s t a t e  
e n e r g y  use. B e c a u s e  the L e g i s l a t u r e  r e v i e w s  l o n g - t e r m  
r o y a l t y  oil a n d  gas c o n t r a c t s  b e f o r e  t h e i r  i m p l e m e n t a t i o n  b y  
the D e p a r t m e n t ,  the f i s c a l  i m p a c t  of  this s e c t i o n  w i l l  be 
c o n s i d e r e d  b y  fut u r e  L e g i s l a t u r e s  r e v i e w i n g  s u c h  b e l o w -  
m a r k e t - v a l u e  gas sales b y  the state. W i t h o u t  k n o w l e d g e  of 
h o w  o f t e n  o r  at w h a t  c o s t  the s tate w i l l  e x e r c i s e  this 
option, t h e r e  is no w a y  to e s t i m a t e  the f i s c a l  i m p a c t  of 
e n a c t i n g  th i s  statute.

P l e a s e  c o n t a c t  m e  if y o u  h a v e  any f u r t h e r  q u e s t i o n s  or 
comments. I a m  p r o v i d i n g  c o p i e s  o f  this l e t t e r  to o t h e r  
m e m b e r s  of the Se n a t e  in a n t i c i p a t i o n  o f  the f l o o r  d e b a t e  on 
C S S B  309 (Rls) th i s  m o r n i n g .  T h a n k  y o u  for y o u r  i n t e r e s t  in 
th i s  issue.

Si n cerely,

E s t h e r  C. W u n n i c k e  
C o m m i s s i o n e r

cc: A l l  S e n a t o r s
Dr. J o y c e  M u r p h y ,  C h u g a c h  E l e c t r i c
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The B i l l  w i l l  a l l o w  the s t a t e  to p r o v i d e  c e r t a i n t y  in 
r o y a l t y  gas v a l u a t i o n  for A l a s k a  c o n s u m e r  u s e s  and N o r t h  
S l ope gas d e v e l o p m e n t .

S p e c i f i c a l l y ,  the B i l l  would:

0 A u t h o r i z e  the C o m m i s s i o n e r  of t h e  D e p a r t m e n t  of N a t u r a l
R e s o u r c e s  to a c c e p t  a c o n t r a c t  p r i c e  b e t w e e n  a state 
le s s e s  (gas producer) and a gas or e l e c t r i c  u t i l i t y  as 
the v a l u e  of the s t a t e ' s  r o y a l t y  s h are o f  p r o d u c t i o n .

0 A u t h o r i z e  the C o m m i s s i o n e r  of the D e p a r t m e n t  of N a t u r a l
R e s o u r c e s  to sell the s t a t e ' s  r o y a l t y  gas t o  a gas or 
e l e c t r i c  u t i l i t y  at a p r i c e  b e l o w  m a r k e t  value. The 
L e g i s l a t u r e  r e v i e w s  l o n g - t e r m  s a l e s  u n d e r  e x i s t i n g  law.

0 E s t a b l i s h  a r o y a l t y  v a l u a t i o n  p r o c e d u r e  w h i c h  w i l l
f a c i l i t a t e  f i n a n c i n g  for a N o r t h  S l o p e  gas pipeline.

"Gas or e l e c t r i c  u t i l i t y "  i n c l u d e s  c o o p e r a t i v e  e l e c t r i c  
u t i l i t i e s  (such as Chu g a c h ,  M a t a n u s k a ,  Homer, r u r a l  coops, 
a n d  G o l d e n  V a l l e y  E l e c t r i c ) , m u n i c i p a l  u t i l i t i e s  (such as 
A n c h o r a g e  M u n i c i p a l  L i g h t  and P o w e r ) , a n d  a gas u t i l i t y  
r e g u l a t e d  u n d e r  A S  42.05 (such as E n star).

The A c t  w o u l d  a p p l y  only to  f u t u r e  c o n t r a c t s  b e t w e e n  a 
les s e e  and a p u r c h a s e r .

A  p r e l i m i n a r y  s e t t l e m e n t  a g r e e m e n t  b e t w e e n  t h e  D e p a r t m e n t  of 
N a t u r a l  R e s o u r c e s  a n d  the B o a r d  of D i r e c t o r s  of C h u g a c h  
E l e c t r i c ,  w h i c h  w o u l d  se t t l e  p e n d i n g  l i t i g a t i o n  o v e r  the 
v a l u e  of the s t a t e ' s  r o y a l t y  s hare o f  B e l u g a  gas n o w  
p r u c h a s e d  by C h u g a c h  at $ 0 . 2 6/mcf, is c o n t i n g e n t  on p a s s a g e  
of the bill. The p r e l i m i n a r y  s e t t l e m e n t  a g r e e m e n t  sets the 
p r i c e  of  B e l u g a  r o y a l t y  gas u n d e r  the e x i s t i n g  C h u g a c h  
c o n t r a c t  at $ 0 . 75/mcf.

R e v e n u e  I m p a c t : S e c t i o n  3 of the Bill, w h i c h  a u t h o r i z e s  the
C o m m i s s i o n e r  to se l l  r o y a l t y  gas t a k e n  in k i n d  to a gas o r - 
e l e c t r i c  u t i l i t y  a t  a p r i c e  b e l o w  m a r k e t  va l u e ,  c o u l d  r e s u l t  
in l o w e r  s t a t e  r e v e n u e s  in the f u t u r e  if t h i s  d i s c r e t i o n a r y  
a u t h o r i t y  is e x e r c i s e d .  The a m o u n t s  of  p o t e n t i a l  r e v e n u e  
loss c a n n o t  be p r e c i s e l y  c a l c u l a t e d ,  b u t  w o u l d  be i d e n t i f i e d  
at the ti m e  of the sale, w h e n  legii. - u t i v e  r e v i e w  w o u l d  
occur. The s tate c o u l d  a l s o  lose or g a i n  r e v e n u e  by any 
d i s p a r i t y  b e t w e e n  c o n t r a c t  p r i c e s  and m a r k e t  v a l ues, but 
this f i s c a l  i m p a c t  is n o t  p r e d i c t a b l e .

S U M M A R Y  O F  C S S B  309 (RULES)



Section-by-Sectim Analysis o f CSSB 209 (Rules)
Sectlcn 1 of the B i l l  makes several findings:

•  The best in terest of the state w i ll be served i f  the cannissioner
of Natural Resources is  authorized to estab lish the in value
roya lty  fo r gas sold to a gas or e lec tric  u t i l i t y  bv using the
contract price between the state lessee and the u t i l i t y ;

■ I t  is in the best in terest o f tha state to give the commissioner
e xp lic it discretionary authority to s a i l in kind roya lty  gas to a 
gas cor e le c tric  u t i l i t y  at a price below market valua;

9 The proper exercise o f discretion conferred by the Act w i ll support 
and complement the other energy programs o f the sta te ;

9 The state should adopt a policy fo r the sale o f roya lty  gas to gas
cir e le c tric  u t i l i t ie s  fo r in -sta te consumer use and in -sta te  
generation of e le c tr ic ity  that is  fundamentally d iffe ren t from the po lic ies of the state fo r the salB o f roya lty  o i l  and fo r the sa le 
of roya lty  gaa fo r expert from the state or fa r  uses other than in -sta ta  consuner use and in-atate generation o f e le c t r ic ity ; and

9 I t  ie in the state*s best in te rest to fa c i l i t a t e  the financing and 
construction o f a pipeline and increased gas production from the 
Prudhoe Bay reservo ir by establishing a procedures by which the state could commit i t s e l f  to a roya lty  valuation methodology fo r  aa 
long as the state takes i ts  roya lty  share o f gas production in 
value,

Section 2 adds new subsections to AS 38,05,180:
s Subsection (aa) provides that within 50 days a fte r the written 

request o f a lessee, unless the ccrmissicner makes a written 
finding based on c lear and convincing evidence that the ccntract price is unreasonably low and that a prospective reduction in 
roya lty  receipts would not be balanced by increased benefits to in -state gas and e le c tric  consumers, the commissioner sh a ll enter 
into an agreement with the lessee to  use the price established in a 
ccntract between the lessee and a gas or e le c tr ic  u t i l i t y  as the 
value of the sta te 's roya lty  share of gas production, i f  the lessee 
and the u t i l i t y  are not re la ted , "Gas or e le c tr ic  u t i li ty "‘ includes an e le c tric  cooperative organized mder as 10,25 , a 
municipal u t i l i t y , and a gas or e le c tric  u t i l i t y  regulated inder AS 
42.05 ,

•  Subsection (bb) provides that in the event of a contract between 
unrelated parties fc r the sa ls o f gas from the Prudhoe Bay reservo ir fo r delivery through a pipeline fo r  export out o f the 
stat*; the ccmmissicnar sh a ll within 90 days a fte r the written 
request c f a lessee enter in to an agreement with the lessee to  use 
the price fo r gas established in the gas sales contract as the 
value o f the sta te1 s roya lty  share of gas production, unless the



ccnmissioner makes a written finding that the contract price does 
not assure the maximum benefits to the peeple of the state in 
return fo r the s ta te 's gas resources, The lessee sh a ll hava the 
burden o f providing a l l  information necessary fo r the ccmffiissicner 
to make an infcrmed decision, and sh a ll provide c lea r and 
convincing evidence that the value of the gas is re fle c ted  by the 
gas sales contract price rather than being attributed to 
transportation , marketing, or other p ro f it  or cost centers.

Section 3 adds a new subsection to AS 38.05.182:
* Subsection (h ) provides that the commissioner may s e l l  roya lty  gas 

‘taken in kina to a gas or e lec tric  u t i l i t y  at less than the market 
value Df the gas, i f  the connissicner, a fte r considering the
consumer benefits , ether benefits, and detriments o f the sa le ,
makes a written finding that the sa la is in the best in te rest of 
the state , "Gas or e lec tric  u t i li ty "  includes an e le c tric  
cooperative organized under AS 10.25, a municipal u t i l i t y ,  and a 
gas or e lec tric  u t i li t y  regulated under AS 42.05 .

Section 4 amends AS 20.05 .810(a) to  make i t  consistent with the other 
provisions o f the Act,
Section 5 provides that the proposed AS 26 .05 .100 (38 ), which would be 
eriacteaTy Section 2 cf the Act, applies to agreements to estab lish the in 
value roya ltie s  on gas production that is scld under a contract entered 
in to cn cr a fte r the e ffec tive  date of the act between the s ta te 's lessee 
and a gas or e le c tric  u t i l i t y .
Section 6 provides an immediate e ffec tive  date.



Y u k o n  Pa c if ic  C o r p o r a t io n

March 18, 1986

Rep. Mike Davis
Pouch V -  Mail Stop 3100
Juneau, AK 99811
Raj Position Paper/SB 309
Dear Mr. Davis:
1. Yukon Pac ific  Corporation is  an Alaska-baaed company working to 

hring about the Trans Alaska GaB Syotem (TAGS) a p ipeline to tide­
water f o r  shipment o f lique fied  natural gas (LNG) to Asian markets.

2. Financing and construction o f a m u lt ib illio n  d o lla r  system 
requires tha a b i l i t y  to make long-term contracts with certainty 
that the state w i l l not la te r  come along and change the prica of 
the State 's roya lty  gas. Pass-through provisions are not pos­
s ib le  in the in ternationa l market.

3. SB 309 in i t s  o rig in a l form would have addrassed the problem by 
requiring the State to accept the price o f the gas under long-term 
contracts when i t s  roya lty  share in taken in value. SB 309 as 
passed by the Senate confirms the State's contention, now being 
challenged in court, that i t  does have the right to revalue gas 
under contract. The b i l l  then makes certain "exceptions" to allow 
Che s ta te 's  u t i l i t i e s  to have the certainty in long-term contract 
prices they believed they had before the Commiasioner's decision 
in 1985 to ra ise  Beluga in-value prices.

4. Yukon P ac ific  has sought ianguage in SB 309 that would give i t  a 
sim ila r "exception" to allow  the Commissioner to agree to long- 
Lerm contract pricos i f  curtain findings are made. Thu language 
contained in SB 309 would allow  the Commissioner to ace to i t  chat 
producers could keep the ir price commitments to buyers o f North 
Slope gas i f  the Commissioner was certain the transaction was both 
arms-length and did not u n fa ir ly  diminish the value o f the gn« by a ttribu ting  greatar p ro fits  to transportation or marketing.

5. Yukon Pac ific  would urge the follow ing changes to the leg is la t io n , i f  the issuo la not f i r s t  settled  in court:

P.O. Box 10171)0 « AiU'horajje. Alaska 00.110 • 007 P.7U-1500 • TVlwj 25-310 Clapt. Cook AHC 
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a. The flO-called "exception" Bhould be broadened to a l l  
new gas contracts so long as the state Maintains the 
a b i li t y  to prospectively take and s e l l i t s  gas on an
in-kind basis during the l i f e  of the contract.
The state may be protected by agreeing to a formula 
for transportation and for processing charges up front, 
before the Commissioner makes the findings to go with 
the contract.

b. T h a . a r m s  length clause in the N o r t h  Slope contract c o u l d  

p r e v e n t  a contract p rice d e c i s i o n  by  the State if N o r t h

S l o p e  p r o d u c e r s  take any interest in a gas pipoline. In

A N G T S  this was the case and it is lik e l y  the case in TAGS.

T h e  S t a t e  is protected  by tha p a r a l l e l  f i nding that the 

m a r k e t  v a l u a  of the gas is appropriate. H a d  such a 

. f i n d i n g  b e e n  m a d e  by  the Commis s i o n n r  befo r e  l e s s - t h a n -  

a r m s - l e n g t h  transactio ns wer e  m a d e  to construct TAPS, 

the P h i l l i p s - M a r a t h o n  L N C  plant, and the C o l l i e r  Chemical 

Plant, it is our belie f that e x p ensive and disru p t i v e  

legal b a t t l e s  on app r o p r i a t e  val u e s  of w e l l h e a d  oil or 

gas could ha v e  b e e n  avoided.

6. In conclusion, while Yukon Tacific believes this legislation may 
not have been necessary if the pending court enses were allowed 
to come to a conclusion, the company also believes that broadened 
legislation, removing the proscription on less than arms length 
transactions, could provide the stability in royalty policy 
necessary to 9ign long-term contracts and to finance new projects.

P l e a s e  p a s s  this information along to the Com m i t t e e  at the h e a r i n g  on

Wedne s d a y ,  M a r c h  19.

W i t h  best regards.

Sincerely,

John Horn 
Vice Chairman

JH:BH



MEMORANDUM State of Alaska
M a r c h  19, 1986

Y u k o n  P a c i f i c ' s  
3 / 1 8 / 8 6  l e t t e r  o n  
S B  309

Orl, G a s  a n d  M i n i n g - A n c h o r a g e

I h a v e  t h e  f o l l o w i n g  c o m m e n t s  on  t h e  Y u k o n  P a c i f i c  p o s i t i o n  
p a p e r  o n  S B  309, d a t e d  M a r c h  18, 1986, a n d  a d d r e s s e d  to  
R e p r e s e n t a t i v e  M i k e  Davis.

* T h e  l e t t e r  c o n s i s t e n t l y  c o n f u s e s  t h e  t e r m s  " p r i c e "  a n d  
"va l u e " .  W h e n  t h e  s t a t e  t a k e B  r o y a l t y  in v a l u e ,  it r e c e i v e s  t h e  
v a l u e  o f  t h e  gas; w h e n  it t a k e s  r o y a l t y  in k i n d ,  it r e c e i v e s  a 
P r i c e . A c c o r d i n g l y ,  t h e  s t a t e  d o e s  n o t  " c h a n g e  t h e  p r i c e "  of 
r o y a l t y  o n  g a s  p r o d u c t i o n  t a k e n  in va l u e .  R a t h e r ,  i t  m e r e l y  
e n f o r c e s  l e a s e  p r o v i s i o n s  w h i c h  p r o v i d e  t h a t  v a l u e  is n o t  
e x c l u s i v e l y  d e t e r m i n e d  b y  t h e  p r i c e  e s t a b l i s h e d  b y  t h e  p r o d u c e r ' s  
s a l e s  c o n t r a c t .  T h i s  is a n  e s s e n t i a l  d i s t i n c t i o n .  F o r  insta n c e ,  
H o r n ' s  c o n f u s i o n  b e t w e e e n  " p r i c e "  a n d  " v a l u e "  is t h e  p r e d i c a t e  
f o r  h i s  i n s i n u a t i o n  t h a t  " u n c e r t a i n t y "  is a t t r i b u t a b l e  t o  t h e  
s u p p o s e d  v a g a r i e s  o f  s t a t e  a d m i n i s t r a t i o n ,  w h e r e a s  t h e  c r i t i c a l  
u n c e r t a i n t y  is c a u s e d  i n s t e a d  b y  t h e  i n a b i l i t y  t o  p r e d i c t  the 
m a r k e t p l a c e  o v e r  time.

* T h e  l e t t e r  i g n o r e s  t h e  f a c t  t h a t  Y u k o n  P a c i f i c  h a s  a l w a y s  
h a d  t h e  a b i l i t y  t o  o b t a i n  " c e r t a i n t y "  a s  t o  r o y a l t y  c o n t r a c t  
" p r i c e "  t h r o u g h  a c o n t r a c t  f o r  in k i n d  r o y a l t y  g a s  p a r a l l e l i n g  
a n y  s a l e  of w o r k i n g  i n t e r e s t  gas. I n d eed, as i n d i c a t e d  above, 
t h e  o n l y  w a y  t h e  s t a t e  c a n  c o m m i t  i t s e l f  n o t  t o  c h a n g e  a r o y a l t y  
" p r i c e "  (as o p p o s e d  t o  a r o y a l t y  " value") is in  t h e  c o n t e x t  o f  a 
sa l e  o f  g a s  t a k e n  i n  kind.

* T h e  i n s i n u a t i o n  t h a t  t h e  s t a t e ' s  l e g a l  c a s e  is w e a k  is 
e n t i r e l y  false. I f  t h e  p r o d u c e r s a n d  u t i l i t i e s  h a d  t h o u g h t  t h e y  
h a d  l o n g - t e r m  c o n t r a c t  p r i c e s  c o n t r o l l e d  ' inn/aTue'_r o y a T t i e s y — th e y —  
w o u l d  n o t  h a v e  h a d  " p a s s - t h r o u g h "  c l a u s e s  in t h e i r  s a l e s  
c o n t r a c t s .  M o r e  e x p l i c i t l y ,  h a d  P h i l l i p s ,  M a r a t h o n ,  U n i o n ,  a n d  
E n s t a r  r e a l l y  f e l t  t h e i r  l i t i g a t i o n  c h a n c e s  t o  b e  so f a v o r a b l e ,  
t h e y  w o u l d  n o t  h a v e  a l l  e n t e r e d  i n t o  s e t t l e m e n t s  s o  c l e a r l y  
f a v o r a b l e  t o  t h e  state. E v e n  t h e  C h u g a c h  s e t t l e m e n t  w i l l  b r i n g
t h e  s t a t e  t h r e e  t i m e s  t h e  a m o u n t  o f  r o y a l t y  t h a t  C h u g a c h  a n d  t h e  
p r o d u c e r s  a s s e r t e d  w a s  due.

02 001A I R « v .  10/ 79)

to: K a y  Brown, D i r e c t o r  oats

D i v i s i o n  o f  o i l  a n d  G a s  
a n d  N e d  F a r q u h ' r ,  S p e c i a l  Assistant/FiLE n o 

L e g i s l a t i v e  L i a i s o n
D e p a r t m e n t  o f  N a t u r a l  Resourrses’HONE n o

f r o m : H a r o l d  M. B r o w n  S u b j e c t

A t ^ m r n e v ^ G e n e r a l

By: M a r k  P. W o r c e s t e r
A s s i s t a n t  A t t o r n e y  G e n e r a l

U



N e d  F a r q u h a r ,  S p e c i a l  A s s i s t a n t /  
L e g i s l a t i v e  L i a i s o n  
D e p a r t m e n t  c f  N a t u r a l  R e s o u r c e s

K a y  B r o w n ,  D i r e c t o r
D i v i s i o n  o f  O i l  a n d  G a s
a n d

* U p  f r o n t  a g r e e m e n t  to  a 
a m o n g  t h e  gas, p r o c e s s i n g  c o s t s  
s a l e s  c o n t r a c t s  i n  u n r e a l i s t i c ,  
f i n a l  r e s o l u t i o n  o n  T A P S  c h a r g e s ,  a n d  t h e  s h i p p i n g  c h a r g e  i s s u e s  
f o r  N o r t h  S l o p e  o i l  a r e  in l i t i g a t i o n  in t h e  A m e r a d a  H e s s  case.
It t o o k  y e a r s  t o  r e s o l v e  t h e s e  i s s u e s  w i t h  P h i l l i p s  a n d  M a r a t h o n .  
It w o u l d  b e  d i f f i c u l t  f o r  t h e  d e p a r t m e n t  t o  m a k e  s o u n d  d e c i s i o n s  
on s u c h  a p p o r t i o n m e n t  "up fr o n t "  - e s p e c i a l l y  w i t h i n  a 90 d a y  
t i m e  frame.

* T h e  p r e s e n t  b i l l  w o u l d  n o t  r e q u i r e  t h e  d e p a r t m e n t  t o  
a g r e e  t o  a f o r m u l a  t o  a p p o r t i o n  a N o r t h  S l o p e  g a s  c o n t r a c t  p r i c e  
a m o n g  p i p e l i n e ,  l i q u e f i c a t i o n ,  s h i p p i n g  a n d  t h e  gas. F o r  
i n s t a n c e ,  t h e  s a l e s  c o n t r a c t  c o u l d  b e  b e t w e e n  t h e  p r o d u c e r s  a n d  
Y u k o n  P a c i f i c  at t h e  N o r t h  Slope, w i t h  Y u k o n  P a c i f i c  m a r k e t i n g  
t h e  g a s  in J a p a n .  T h e  b i l l  d o e s  n o t  r e q u i r e  a g r e e m e n t  as t o  an 
a p p o r t i o n m e n t  f o r m u l a  - o n l y  a  f i n d i n g  t h a t  t h e  v a l u e  o f  t h e  g a s  
h a s  n o t  b e e n  d i v e r t e d  t o  t r a n s p o r t a t i o n  o r  o t h e r  c o s t  o r  p r o f i t  
cen t e r s .

* T h e  a p p o r t i o n m e n t  i s s u e  w i l l  b e  a s i g n i f i c a n t  i s s u e  if 
t h e  f i r s t  s a l e  of  N o r t h  S l o p e  g a s  is d i r e c t l y  t o  t h e  J a p a n e s e .
Mr. H o r n  w o r k e d  w i t h  P h i l l i p s .  P h i l l i p s  a r g u e d  in t h e  C o o k  I n l e t  
L N G  l i t i g a t i o n  t h a t  u n d e r  a " p r o p e r "  ( from P h i l l i p s '  p e r s p e c t i v e )  
n e t b a c k  m e t h o d ,  t h e  v a l u e  s h o u l d  b e  a p p o r t i o n e d  a c c o r d i n g  t o  t h e  
a m o u n t  i n v e s t e d  in  e a c h  seg m e n t ,  s i n c e  t h e  p i p e l i n e ,  L N G  
f a c i l i t y  a n d  L N G  t a n k e r s  h a v e  g r e a t  u p  f r o n t  c o s t s ,  t h i s  w o u l d  
h a v e  r e s u l t e d  in a v e r y  l o w  n e t b a c k  v a l u e  f o r  t h e  gas. I n  fact, 
t h e  g r e a t  p r o f i t s  o f  t h e  P h i l l i p s / M a r a t h o n  L N G  p l a n t  c a m e  f r o m  an 
i n c r e a s e  in t h e  v a l u e  of  t h e  gas: it w a s  e c o n o m i c  r e n t  f r o m  t h e  
f o r t u i t o u s  w o r l d w i d e  e s c a l a t i o n  of e n e r g y  p r i c e s  t h a t  c r e a t e d  
t h e  l a r g e  p r o f i t s .  I a m  c o n f i d e n t  t h a t  a n y  f o r m u l a  w h i c h  
P h i l l i p s  w o u l d  h a v e  p r o p o s e d  "up fro n t "  w o u l d  h a v e  b e e n  d e s i g n e d  
t o  d e p r i v e  t h e  r o y a l t y  o w n e r  f r o m  f u l l y  s h a r i n g  in a n y  
f o r t u i t o u s  r i s e  in t h e  v a l u e  o f  t h e  gas. A n y  s i m p l e  f o r m u l a  w o u l d
i n a p p r o p r i a t e l y  a t t r i b u t e  r i s e s  _in t h e  v a l u e  o f  t h e  g a s  t o --------
l i q u i f i c a t i o n ,  p i p e l i n e  and" s h i p p i n g ,  a n d  w o u l d  n o t  a c c o u n t  f o r  
t h e  d e p r e c i a t i o n  o f  t h e  p i p e l i n e ,  l i q u e f i c a t i o n  a n d  s h i p p o n g  
f a c i l i t i e s .

* I t  m a y  b e  w o r t h  r e i t e r a t i n g  t h a t  t h a  a b i l i t y  o f  t h e  s t a t e  
to  t a k e  its g a s  is k i n d  is a s a f e g u a r d  o f  q u e s t i o n a b l e  value.
T h e  g a s  m a r k e t  is l i m i t e d  - e s p e c i a l l y  o n  a d a y - t o - d a y  basis.
M o r e  i m p o r t a n t l y ,  t h e  s t a t e  is in a v e r y  d i s a d v a n t a g e o u s

M a r c h  19, 1 9 8 6
P a g e  2

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



N e d  F a r q u h a r ,  S p e c i a l  A s s i s t a n t /  
L e g i s l a t i v e  L i a i s o n  
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

K a y  B r o w n ,  D i r e c t o r
D i v i s i o n  o f  O i l  a n d  G a s
a n d

m a r k e t i n g  p o s i t i o n .  N o t  o n l y  m u s t  a n y  c o n t r a c t  g o  t h r o u g h  
a d m i n i s t r a t i v e  a n d  l e g i s l a t i v e  p r o c e d u r e s  w h i c h  d i s c o u r a g e  
p o t e n t i a l  b u y e r s ,  b u t  t h e  state, u n l i k e  p r o d u c e r s , c a n n o t  c o n t r o l  
t h e  v o l u m e  of  g a s  u n d e r  a n y  in k i n d  sale*, s i n c e  t h e  s t a t e  s i m p l y  
t a k e s  a p e r c e n t a g e  o f  w h a t  t h e  a m o u n t  p r o d u c e d  u n d e r  t h e  lessees' 
s a l e s  c o n t r a c t s .

* T h e  s u g g e s t i o n  t h a t  " e x p e n s i v e "  l i t i g a t i o n  c o u l d  h a v e  
b e e n  a v o i d e d  h a d  S B  3QS b e e n  o n  t h e  b o o k s  s o o n e r  is i n c r e d i b l e .  
C e r t a i n l y ,  it h a s  b e e n  e x p e n s i v e  t o  l i t i g a t e  T A P S  a n d  t h e  
P h i l l i p s  L N G  ca s e s .  Hov/ever, it h a s  p r i m a r i l y  b e e n  " e x p e n s i v e "  to 
t h e  o i l  c o m p a n i e s ,  sir.ee t h e y  h a v e  b e e n  r e q u i r e d  t o  p a y  h u g e  
s u m s  t o  t h e  state. M o r e o v e r ,  it is d i s i n g e n u o u s  t o  s u g g e s t  t h a t  
t h e  P h i l l i p s / M a r a t h o n  L N G  d i s p u t e s  c o u l d  h a v e  b e e n  a v o i d e d  if SB 
309 h a d  b e e n  i n  p l a c e  w h e n  t h a t  p r o j e c t  w a s  b u i l t .  P h i l l i p s  and 
M a r a t h o n  b o t h  s t r e n u o u s l y  a r g u e d  t h a t  t h e  J a p a n  s a l e s  p r i c e * c o u l d  
n o t  b e  u s e d  t o  d e t e r m i n e  t h e i r  r o y a l t y  o b l i g a t i o n .  I n s t e a d ,  t h e y  
a r g u e d  t h a t  t h e i r  r o y a l t y  w a s  c o n t r o l l e d  b y  t h e  l o c a l  m a r k e t  
p r i c e  ( w h i c h  t h e y  a c k n o w l e d g e d  c o u l d  c h a n g e  o v e r  t i m e ) .  U n i o n ' s  
d i s p u t e  a l s o  c o u l d  n o t  h a v e  b e e n  r e s o l v e d  b y  a S B  309, s i n c e  it 
d o e s  n o t  B e l l  i t s  gas, b u t  r a t h e r  t r a n s f e r s  it f r o m  its 
p r o d u c t i o n  t o  its c h e m i c a l  d i v i s i o n .  T h e  o n l y  r e a s o n  t h a t  J o h n  
H o r n  i3 t o u t i n g  a n e t b a c k  f o r  Y u k o n  P a c i f i c ,  a f t e r  h e  a d a m a n t l y  
o p p o s e d  a n e t b a c k  vh e n  w o r k i n g  f o r  P h i l l i p s ,  is b e c a u s e  t h e  
m a r k e t  is n o w  d i f f e r e n t ,  a n d  Y u k o n  P a c i f i c  b e l i e v e s  t h e  r o y a l t y  
w i l l  b e  l o w e r  u s i n g  a n e t b a c k  f r o m  t h e  J a p a n  p r i c e  ( e s p e c i a l l y  if 
t h e y  c a n  m a n i p u l a t e  t h e  n e t b a c k  " f o r m u l a " )  t h a n  it  w o u l d  b e  if 
t h e  r o y a l t y  w e r e  c o n t r o l l e d  b y  l o c a l  m a r k e t  v a l u e s .  T h i s  
i l l u s t r a t e s  t h a t  t h e  m o s t  c o n s i s t e n t  " p r i n c i p l e "  g u i d i n g  t h e  
i n d u s t r y ' s  s t a n c e  o n  r o y a l t y  p o l i c y  is t h a t  r o y a l t i e s  s h o u l d  b e  
m i n i m i z e d ,

* I t  n o w  l o o k s  l i k e  a r e a l  p u s h  w i l l  b e  m a d e  t o  a m e n d  t h e  
(bb) s u b s e c t i o n  in  S B  309 - a t  l e a s t  to  r e m o v e  t h e  r e s t r i c t i o n  to 
a r m ' s - l e n g t h  c o n t r a c t s .  I h a v e  a n  a d d i t i o n a l  s u g g e s t i o n  o n
p o s s i b l e  a m e n d m e n t s .  I b e l i e v e  t h a t  it. w o u l d  b e - i m p o r t a n t - t h a t ----
t h e  c o m m i s s i o n e r  h a v e  t h e  p o w e r  t o  c o n d i t i o n a l l y  a p p r o v e  t h e  u s e  
of c o n t r a c t  p r i c e .  I t h i n k  t h a t  t h e  p o w e r  e x i s t s  now, s i n c e  a 
c o m m i s s i o n e r  c o u l d  r e j e c t  a p r o p o s a l ,  a n d  i n  t h e  d e c i s i o n  
a c c o m p a n y i n g  t h e  r e j e c t i o n  s t a t e  t h e  c h a n g e s  w h i c h  w o u l d  m a k e  the 
p r o p o s a l  s a t i s f a c t o r y .  H o w e v e r ,  it m a y  b e  d i f f i c u l t  f o r  a 
c o m m i s s i o n e r  t o  t a k e  s u c h  a c t i o n s  b e c a u s e  of p o l i t i c a l  p r e s s u r e s  
n o t  t o  " o b s t r u c t "  s i g n i f i c a n t  p r o j e c t s .  I t  m a y  b e  e a s i e r  for a 
c o m m i s s i o n e r  t o  i n s i s t  u p o n  c h a n g e s  t o  p r o t e c t  t h e  s t a t e ' s

M a r c h  19, 1 9 8 6
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N e d  F a r q u h a r ,  S p e c i a l  A s s i s t a n t /  
L e g i s l a t i v e  L i a i s o n  
D e p a r t m e n t  of N a t u r a l  R e s o u r c e s

K a y  B r o w n ,  D i r e c t o r

D i v i s i o n  o f  O i l  a n d  G a s
a n d

r o y a l t y  i n t e r e s t  i f  t h e  a u t h o r i z i n g  s t a t u t e  e x p r e s s l y  
c o m p r e h e n d e d  t h a t  t h e  c o m m i s s i o n e r ' s  r o l e  w o u l d  g o  b e y o n d  m e r e l y  
t a k i n g  o r  l e a v i n g  an  o i l  c o m p a n y  p r o p o s a l .  T h i s  k i n d  of 
a u t h o r i t y  w o u l d  b e  e s p e c i a l l y  i m p o r t a n t  w h e r e  t h e  p r o p o s a l  c a l l e d  
u p o n  t h e  c o m m i s s i o n e r  t o  a g r e e  t o  a p p o r t i o n m e n t  of  a d e s t i n a t i o n  
p r i c e  a m o n g  t h e  gas, p i p e l i n e ,  s h i p p i n g  a n d  l i q u e f i c a t i o n  
s e g m e n t s .

M a r c h  19, 1 9 8 6
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ENSTAR ENSTAR Natural Gas Company
3C00 Scerara Read 
? 0  Sox 6298 
Ancnorage. —‘asKa 99502 
90') 277-5551

Apr i l  25 ,  1985

Dear Sena to r  F a i k s :

The S t a t e  has announced i t  in tends t o  in c rease  the p r i c e  paid f o r  r o y a l t y  
gas which we r e c e i v e  pu rsuan t  t o  a c o n t r a c t  en te red  in t o  in 1960 and l a s t  
r e n e go t i a t e d  in 1974 , with Marathon and Union, our  s u p p l i e r s  a t  the  Kenai gas 
f i e l d .  The A dm in i s t r a t i o n  says  I t  is  compe l led t o  t a k e  t h i s  a c t i o n  In o r d e r  t o  
g e t  a f a i r  market  v a lu e  f o r  I t s  r o y a l t y  gas and s top  a " s u b s id y " .  The Adminis­
t r a t i o n ' s  s ta temen ts  a re  m is l e a d in g .  The S t a t e  Is  r e c e i v i n g  f a i r  v a lu e .  There 
i s no subs idy .  There  Is  no requ i rement  f o r  the Adm in i s t r a t i o n  t o  t ake  such 
a c t i o n .  Wi thout  p ropos ing r e g u l a t i o n s ,  ho ld ing  h e a r in g s ,  or g i v in g  those  
3 f f e c t e d  an o p p o r t u n i t y  t o  be heard, the  Adm in i s t r a t i o n  would use the  S t a t e ' s  
monopoly power t o  e xac t  an e xce s s i v e  p r i c e  from the consumers.

H i s t o r i c a l l y ,  the  v a lu e  o f  the r o y a l t y  sha re  o f  gas committed t o  a l ong ­
term c o n t r a c t  has been cons ide red  t o  be the p r i c e  e s t a b l i s h e d  by the c o n t r a c t ,  
i f  t h a t  p r i c e  was s e t  by un r e l a t e d  p a r t i e s  in arm's  length n e g o t i a t i o n s .  Since 
gas t r a n sm is s i o n  systems r e q u i r e  mass ive c ap i t a i  inves tments ,  iong-te rm con­
t r a c t s  f o r  p r oduc t i o n  a r e  a c h a r a c t e r i s t i c  o f  the  bu s ine s s .  Withou t  l ong - te rm 
c o n t r a c t s ,  p i p e l i n e s  would no t  have been b u i l t .  In o rd e r  t o  a ssu re  the  market ­
a b i l i t y  o f  the  p i p e l i n e ' s  o u t  put ,  good bus iness  p r a c t i c e  r e q u i r e s  a p r i c i n g  
mechanism t h a t  w i l l  d e l i v e r  the p roduct  a t  a c ompe t i t i v e  p r i c e .  The f r e e  market  
system b a s i c a l l y  has d i c t a t e d  the  bus iness  p r a c t i c e s  we have f o l l ow ed .

R o y a l t y  owners In a number o f  s t a t e s  have a t t a cked  the  long fo l l ow ed  
p r i n c i p l e  t h a t  f a i r  va lue  is determined by arm's  length neg o t i a t ed  p r i c e s ,  with 
mixed r e s u l t s .  C ou r ts  in A la ska  have no t  r u l e d  on the is sue ,  but ENSTAR be­
l i e v e s  t h a t  the  p r e v a i l i n g  and e q u i t a b l e  view is  t h a t  f a i r  v a lu es  a r e  determined 
by a rm's  length n e g o t i a t i o n s ,  n o t  by b u r e a u c r a t i c  e d i c t .

The A dm in i s t r a t i o n  c la im s  t h e r e  is  a subs idy  because the  p r i c e  the  S t a t e  Is 
r e c e i v i n g  under ENSTAR's l ong - te rm  c o n t r a c t  is  l e s s  than the p r i c e  ENSTAR is 
paying f o r  gas we more r e c e n t l y  neg o t i a t ed  t o  purchase . That purchase c ove rs  
f i f t e e n  y e a r s ,  canno t  be t e rm ina ted ,  and has known p r i c i n g  terms. The S t a t e ' s  
r o y a l t y  can be te rm ina ted  on s i x  months n o t i c e  (and then taken " i n  k i n d " ) .  The 
S t a t e  ma in ta in s  i t  can u n i l a t e r a l l y  " r e p r i c e "  I t s  gas a t  any t ime wh i le  taken as 
r o y a l t y - I n - v a I u e .  No w i l l i n g  buyer  would purchase gas from the S t a t e  under such 
cond i t l o n s .

During the  1 960 ' s  ENSTAR was sub jec ted  t o  c r i t i c i s m  in Juneau because seme 
p o l i t i c i a n s  b e l i e v e d  ENSTAR pa id t o o  much under the  ve ry  same c o n t r a c t  on which
DNR now says ENSTAR is pay ing t o o  l i t t l e .  We ( o u r  cus tomers )  paid the  p r i c e  
necessa ry  t o  g e t  the  commitment o f  h a l f  a t r i l l i o n  cub ic  f e e t  o f  gas f o r  20

Tne F a i r  Va lue o f  Gas Committed t o  a Long-Term Con t ra c t  
I s  The Arm's Length Nego t ia ted  P r i c e

Our Customers Are Not Being Subs id i7e r i  bv the  S ta te
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/ e a r s .  We ( o u r  cus tome rs )  t o o k  the  r i s k  t h a t  gas p r i c e s  would go down, n o t  up. 
"he S t a t e  r e c e i v ed  what was then c on s id e r ed  t o  be a high p r i c e ,  gua ran teed  f o r  
the  l i f e  o f  the  c o n t r a c t .

Our cus tomers  pa id  the  marke t  p r i c e  f o r  the  r i s k  they  t o o k .  Gas p r i c e s  
have gone up, no t  down. Now th e  S t a t e  in e f f e c t  would c o n f i s c a t e  the  v a l u e s  the  
consumers pa id f o r .  Now the  S t a t e  m a in t a in s  t h a t  w i t h o u t  t h i s  c on f  i - sca t ion ,  i t  
is s u b s i d i z i n g  the  consumers. Ba loney .

A la ska  is  unique in t h a t  the  Fede ra l  and S t a t e  governments  c o n t r o l  s ub s t a n ­
t i a l  l y  a l l  r o y a l t y .  The governments have a monopoly and i t  i s  no t  p o s s i b l e  t o  
n e g o t i a t e  r o y a l t y  v a l u a t i o n  te rms o f  l e a s e  agreements .  Terms a r e  d i c t a t e d ,  no t  
n e g o t i a t e d .  Th i s  i s  e f f e c t i v e l y  a monopoly a c t i o n  a t  work,  n o t  a f r e e  marke t .  
ONR admit ted in an i n t e r n a l  memorandum t h a t  i t s  p r e s e n t  p r i c i n g  p r opo sa l  would 
" f u r t h e r  i t s  r e l a t i o n s  with the  ANCSA c o r p o r a t i o n s . . .  and lend s u p p o r t  t o  
c u r r e n t  f e d e r a l  r o y a l t y  l i t i g a t i o n . . . " .  I f  b u s in e s s  c o r p o r a t i o n s  made p r i c i n g  
d e c i s i o n s  in c o n c e r t  with o r  t o  accommodate o t h e r  s u p p l i e r s ,  they p r obab ly  would 
be s u b j e c t  t o  p r o s e c u t i o n .

When we, as pu r ch a se r s ,  e n t e r  i n t o  a l ong - te rm  c o n t r a c t  with a p r o du c e r ,  we 
a re  no t  assu red  o f  the r o y a l t y  sha re  s in c e  the  S t a t e  r e t a i n s  the  r i g h t  t o  t a k e  
i t s  gas in k ind .  Ye t  we must t ake  the  r o y a l t y  s h a r e ,  no m a t te r  what p r i c e  may 
be exac ted .  O b v io u s l y ,  i f  a f r e e  market  p r e v a i l e d ,  we s imp ly  would n o t  pu rchase  
S t a t e  r o y a l t y  on such terms .  The concep t  o f  th e  S t a t e  r e c e i v i n g  f a i r  v a l u e  f o r  
i t s  r e s o u r c e s  does no t  mean i t  can use i t s  monopolv power t o  squeeze the  l a s t  
b i t  o f  revenue f rom the consumer. I t  does mean r e c e i v i n g  the v a lu e  t h a t  would 
be a r r i v e d  a t  in a f r e e  market  system. That i s  e x a c t l y  what a rm 's  l eng th  
n e g o t i a t i o n s  do.

For 25 y e a r s  the  S t a t e  has accepted a rm 's  l eng th  n e g o t i a t e d  p r i c i n g  as 
r o y a l t y  v a lu e .  We b e l i e v e  i t  is  u n f a i r  and p r o b ab ly  un law fu l  f o r  t h e  S t a t e  t o  
r e v e r s e  t h i s  acceptance  In the  p r e s e n t  s i t u a t i o n ,  with no r e g u l a t i o n s ,  no p u b l i c  
he a r i n g s ,  and no c o u r t  d e c i s i o n s .

We a r e  t r y i n g  t o  work with the  S t a t e  A dm in i s t r a t i o n  and o t h e r s  t o  deve lop  a 
l e g i s l a t i v e  o r  a d m in i s t r a t i v e  s o l u t i o n  t o  t h i s  p rob lem , and a r e  p r e p a r i n g  t o  
in fo rm the  p u b l i c  as t o  i t s  scope and e f f e c t  in the  e v en t  these  e f f o r t s  a r e  no t  
s u c c e s s f u I .

The S t a t e  is  Using Monopoly Power 
t o  Exact  an Ex c e s s i v e  P r i c e  f rcm the  Consumers

C o r d l a l I y ,

ENSTAR Natu ra l  Gas Company

B i l l  8 .  Hickman 
Ex ecu t i v e  V ice P r e s i d e n t

BBH/dms
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ENSTAR N atura l Gas Com pany
2CC0 Scenara jT 
P 0  Box 62S.
■incnctage - i 935C4 
,907) 277 ;• ) -

D e c e m b e r  12, 1984

The Hono rab le  Jan Fa ik s  
A laska Sta+e S ena to r  
1024 West 6 th  Avenue, S u i t e  202 
Anchorage, A la ska  99501

Dear Jan:
I have you r  September 6 l e t t e r  and w i l l  t r y  t o  respond in w r i t i n g ,  

somewhat as t o  the  handout you r eque s ted .  We have been q u i t e  busy 
through t h i s  week, but shou ld  have seme t ime a f t e r  t h a t  f o r  the  meeting 
with the  Anchorage Caucus i f  t h a t  I s  s t i l l  d e s i r e d .  ( J u r y  duty  Decem­
ber 1 6 - 2 1 ) .

I w i l l  respond In t h i s  l e t t e r  t o  the  " su b s id y "  a l l e g a t i o n ,  and 
r e l a t e  the h i s t o r y  o f  gas in Cook I n l e t  in a memorandum, a t t a ched .  The 
a l l e g a t i o n  i s  f h a t  our  p r i c e  (and Chugach's ) p ayab le  t o  the  p roduce rs  
f o r  gas n eg o t i a t e d  and c on t r a c t e d  many y e a r s  ago i s  below the p r i c e  a t  
which gas would be n eg o t i a t e d  a t  p r e s en t ,  and t h a t  the p r i c e  d i f f e r e n ­
t i a l ,  app l i e d  t o  tha  S t a t e ' s  r o y a l t y  i n t e r e s t  in t h a t  gas , c o n s t i t u t e s  
a subs idy from S t a t e  r e s i d e n t s  who a r e  no t  u se r s  o f  t h a t  gas ( o r  
e l e c t r i c i t y  made f rom i t )  t o  those  S t a t e  r e s i d e n t s  who do use the gas 
( o r  e l e c t r i c i t y  made f rom I t ) .

Those who a l l e g e  a subs idy appear no t  t o  comprehend the c h a r a c t e r  
o f  the  n a tu r a l  gas bus iness ,  and I hope t h i s  l e t t e r  w i l l  be o f  some 
he lp in t h a t  r e s p e c t .  Natura l  gas , u n l i k e  o i l ,  r e q u i r e s  a r e l a t i v e l y  
l a r g e  Inves tment f p r  d e l i v e r y  t o  market .  The Inves tment is  f o r  r e l a ­
t i v e l y  l a rge  p i p e l i n e s  and compresso r s ,  ( c r y o g e n i c  p r o c e s s in g ,  s t o r a g e ,  
and sh ip s  In the case o f  LNG, l i q u e f i e d  n a tu r a l  g a s ) .  The inves tment 
cannot  be made w i thou t  long term c o n t r a c t s  a t  known p r i c i n g ,  g e n e r a l l y  
we l l  below the then p r e v a i l i n g  d e l i v e r e d  p r i c e  o f  o i l  in o rd e r  t o  
a ssu re  a market  a g a i n s t  t h a t  c om pe t i t i o n .  E s s e n t i a l l y  many ma jo r  u se r s  
o f  na tu ra l  gas can l i t e r a l l y  switch t o  o i l  whenever o i l  can be ob ta ined  
f o r  l e s s  than gas.  The p roduce rs  run t h i s  r i s k  in deve lop ing  n a tu r a l  
gas p r odu c t i o n ,  and the p i p e l i n e / u t i l i t y  system is  exposed t o  r e l a t i v e ­
l y  much g r e a t e r  r i s k  because I t s  Investment  pe r u n i t  Is n o rm a l l y  much 
g r e a t e r  than the  p r o d u c e r ' s .  Fo r  both ,  however,  long term c o n t r a c t s  a t  
known p r i c i n g  a r e  e s s e n t i a l  and t r a d i t i o n a l  in the  In d u s t r y .  When such 
c o n t r a c t s  a r e  ab roga ted ,  as with Canadian p roduc t i o n  s ince  the  e a r l y  
7 0 ' s ,  g r e a t  d i s t r e s s  and se ve r e  r e a c t i o n  deve lo p s .  The e xp e r i e n ce  
th e re  I s  an o b j e c t  l e s son  f o r  A la sk a :  Canadian gas was a r b i t r a r i l y
r e p r i c e d ,  and l o s t  I t s  market  In the  P a c i f i c  Nor thwest  t o  OPEC o i l .  I t  
was f o l l ow ed  by dep re s s i o n  In both Canada and the  P a c i f i c  Nor thwest  and 
by d e v a lu a t i o n  o f  Canadian money and In tu rn  the  d e f e a t  o f  the  dec­
a d e s - o l d  Canadian a d m in i s t r a t i o n ,  t h i s  y e a r .
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Admit ted ly  t h e r e  has been and w i l l  be l i t i g a t i o n  on the  s a n c t i t y  
o f  c o n t r a c t s  and the  " r i g h t s "  c f  r o y a l t y  I n t e r e s t  owners ,  as with a l l  
c o n t r o v e r s i e s  both p r i v a t e  and p u b l i c .  The S t a t e  has r e c e n t l y  s e t t l e d  
with P h i l l i p s  on Nor th Cook I n l e t  gas used In I t s  LNG p l a n t ,  and t h a t  
In tu rn  has enab led us t o  ga in  access  t o  a p o r t i o n  o f  t h a t  gas , f o r  
s tandby purchases  In t imes o f  high demand.

I t  I s  my op in i o n  t h a t  a m a j o r i t y  o f  A laskan l e g i s l a t o r s  and the  
a d m in i s t r a t i o n  and the c o u r t s  w i l l  acknowledge the  s a n c t i t y  o f  con­
t r a c t s  as t o  ou r  pu rchase  o f  Cook I n l e t  gas . In my o p in i o n ,  the  
a l l e g a t i o n s  o f  subs idy  o f  gas r a t e p a y e r s  a r e  advanced In o rd e r  t o  
J u s t i f y  admit ted S t a t e  subs idy  t o  n o n - r a i l  b e l t  e l e c t r i c  u s e r s ,  as
enacted t h i s  y ea r  and may be Inc reased nex t  y e a r .

i t  Is worth no t ing  t h a t  the  S t a t e ' s  r o y a l t y  i n t e r e s t  In Cook I n l e t  
gas we buy I s  r e a l l y  r a t h e r  smal l  ( a b o u t  1 / 6th o f  l / 8 f n ,  o r  2% of  
the  26 m i l l i o n  mcf annual p r o d u c t i o n ) .  The spread between the  p r i c e  
we c u r r e n t l y  pay and the  S t a t e ' s  n e g o t i a t e d  s e t t l em en t  with P h i l l i p s  Is 
no t  n e a r l y  as wide as would be I n f e r r e d  f rom s ta tements  by seme p o l i t i ­
ca l  f i g u r e s  and o t h e r  r o y a l t y  I n t e r e s t  owners .  I t  i s  in the range o f  
SI m i l l i o n  pe r  y e a r ,  a f a r  c r y  from the  admit ted S t a t e  subs idy  t o  
n o n - r a i l  b e l t  power u s e r s .

Jan,  I hope the  f o r e g o in g  and the  a t tached  memorandum w i l l  be o f  
some I n t e r e s t  t o  the  Anchorage Caucus. F r a n k l y ,  I would p r e f e r  n o t  t o  
appear  b e f o r e  you r  group a t  t h i s  t ime ,  because we a r e  q u i t e  l i k e l y  t o
become emb ro i l ed  In the  l aw su i t  I n v o l v i n g  C IR I ,  MMS ( o l d  USGS) and
Union O i l  Company. I t  would be embar rass ing t o  me p e r s o n a l l y  t o
respond with no comment o r  o th e rw i s e  appear e va s i v e ,  when I would 
r e a l l y  l i k e  t o  make announcements t o  th e  wo r ld .

C o r d i a l l y

* ENSTAR Natura l  Gas Company

Da le  Teel 
P re s  I dent

DT/dms

* The same Anchorage Gas C o rp o r a t i o n ,  Anchorage Natu ra l  Gas, 
A la ska  Gas and S e r v i c e  Company, A la ska  P i p e l i n e  Company, e1 . e t c .
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The h i s t o r y  o f  Cook I n l e t  gas beg ins ,  I b e l i e v e ,  with the  1959 d i s c o v e r y  o f  the  
Kenai gas f i e l d  by Union and Marathon. I t  was t h i s  d i s c o v e r y ,  I b e l i e v e ,  which 
enab led Anchorage Gas C o rp o r a t i o n  t o  win the  f r a n c h i s e  re fe rendum e l e c t i o n  in the  
f a l l  o f  1959. I d i d n ' t  p a r t i c i p a t e  In the  1959 n e g o t i a t i o n s  o r  the  f r a n c h i s e  
campaign and d i d n ' t  make my f i r s t  v i s i t  t o  A laska  u n t i l  January  o f  1960. I was t o l d  
however,  t h a t  the  owners o f  Anchorage Gas C o r p o r a t i o n  had had In mind t o  b r in g  me t o  
A laska ( f r om  H ono lu lu )  t o  o r g a n i z e  Anchorage Gas C o rp o r a t i o n  as an o p e r a t i n g  company 
in 1959, even p r i o r  t o  the  Kenai d i s c o v e r y ,  when they were p lann ing  t o  d i s t r i b u t e  
propane o r  manufactured gas In Anchorage In a n t i c i p a t i o n  o f  a d i s c o v e r y .  The 
Swanson R i v e r  o i l  f i e l d  had been d i s c o ve r ed  ( 1 9 5 7  o r  1 9 58 ) ,  with gas shews but no t  
commercial  q u a n t i t i e s .  My background then was In p ropane /bu tane  and manufactu red 
gas, in Hawaii ,  and I am a g radua te  chemical e ng inee r .

We b u i l t  the  f i r s t  mar ine p i p e l i n e  In A la s k a ,  a c r o s s  Tu rnaga ln  Arm, in 1 9 6 0 - 6 1 ,  
and tu rned on gas s e r v i c e  in S o l d o tn a  and Anchorage In August o f  1961. Our f i r s t  
we l lhead c o s t  was 32 cen t s  pe r  Mcf ( thousand cub ic  f e e t ) ,  we l l  above the  n a t i o n a l l y  
r e g u l a t e d  p r i c e  o f  16 c en t s  o r  so .  Fo r  a t ime we b e l i e v e d  t h i s  c o s t  c ou ld  compete 
a g a in s t  coa l  a t  Chugach's Kn lk  Arm steam p l a n t  (now be ing m o t h - b a l l e d ) ,  and the  
powe r /hea t lng  p l a n t s  a t  E lmendor f and F o r t  R icha rdson .  Coal was then r ough ly  55 
cen ts  per Mcf e q u i v a l e n t .  We were In p a r t  r e l y i n g  on the  b e t t e r  e f f i c i e n c y  and 
l a b o r  c o s t  s av ings  f rcm gas t o  be c om p e t i t i v e  with c o a l .  The c on v e r s i o n  o f  these  
p l a n t s ,  a l l  funded by the  f e d e r a l  government, became a ho t  p o l i t i c a l  is sue ,  and i t  
was no t  u n t i l  1968 t h a t  we won o u t  a g a in s t  the  p o l i t i c s  and the  government i n e r t i a .

In the  meantime, Chevron and Texaco v i g o r o u s l y  defended t h e i r  fue l  o i l  bu s ine s s  
In Anchorage. They cu t  t h e i r  p r i c e  f rom 24 cen t s  per g a l l o n  t o  20 cen ts  pe r g a l l o n  
soon a f t e r  gas became a v a i l a b l e ,  and did heavy a d v e r t i s i n g  and took  o t h e r  a c t i o n s  
a g a in s t  the  I n t r o d u c t i o n  o f  gas. One weekend they  h i r e d  s tu den t s  t o  d e l i v e r  a smal l  
bag o f  peanuts t o  each house In Anchorage with a f l y e r  say ing —  " I f  y o u ' r e  t h i n k i n g  
o f  c on v e r t i n g  t o  gas , t h in k  aga in .  Peanuts  I s  a l l  y o u ' l l  save , so we have dec ided 
t o  g i v e  you th e  peanuts and l e t  you save the  c o s t  o f  c o n v e r s i o n . "  Th is  and many 
o th e r  un-funny c om pe t i t i v e  a c t i o n s  f o r c e d  me t o  appeal t o  Union and Marathon t o  c u t  
the  Kenai we l lhead  p r i c e  t o  24 cen ts  ( 2 5 ?  r e d u c t i o n )  t o  e nab l e  us t o  remain v i a b l e  
w i thou t  the  l a rg e  u se r s  (power p l a n t s )  o r  the  l a r g e  commercia l  who were burn ing 
heavy o i l  f rom Chevron.

In 1963 o r  so the  Be luga gas f i e l d  was d i s c o v e r e d ,  and Chevron and the  o t h e r  
p roduce rs  s igned a 2 0 - y e a r  c o n t r a c t  with Chugach a t  16 c en t s .  Th is  f a c t ,  and the  
C i t y ' s  I n s t a l l i n g  I t s  f i r s t  gas t u r b i n e ,  led me once aga in t o  appeal t o  Union and 
Marathon f o r  a we l lhead  p r i c e  r e d u c t i o n .  They agreed t h a t  any gas I c ou ld  s e l l  
above 1 .6  be fy  ( b i l l i o n  cub ic  f e e t  pe r y e a r )  t o  the  C i t y  would be p r i c e d  a t  16 
c en t s ,  wh i l e  h o ld in g  the 24 c en t s  on the rema inde r .  In t h i s  way we encouraged the  
C i t y  t o  add more gas t u r b i n e s  and compete with Chugach.
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L a t e r  In 1967 o r  so , we amended the  Kenai we l lhead  p r i c e  aga in ,  t o  put the
f i r s t  8 bc fy  a t  24 c en t s  and a l l  above 8 bc fy  a t  16 c en t s .  By t h i s  t ime we had
recove red  f rcm the  1964 ea r thquake  and found good acceptance In the  community. With 
v a r i o u s  s a l e s  t o o l s  we were r a p i d l y  g a in ing  cus tomers  and the  coa l  s u p p l i e r s  (Evan
Jones )  had shut  down so t h a t  coa l was coming f rom Hea ly  a t  a much h ighe r  p r i c e  than
gas.  U n t i l  t h i s  t ime Union and Marathon had owned h a l f  o f  our  common s tock  (n on -  
v o t i n g ) ,  but  In 1967 our  owners o f f e r e d  a p u b l i c  s a l e  o f  s to c k  (A l a s k a  I n t e r s t a t e  
Company) and bought o u t  the  Union and Marathon I n t e r e s t .

Our annual gas volume grew r a p i d l y  as we d i s p l a c e d  coa l  a t  a l l  t h r e e  power 
p l a n t s  and the  C i t y  con t inued t o  I n s t a l l  gas t u r b i n e s .  In t u r n ,  Union/Marathon 
wanted t o  r a i s e  the  we l lhead  p r i c e  and d ed ic a t e  t h e i r  gas t o  o t h e r  markets  —  
ammonia (Un i on )  and LNG (Ma ra thon ) .  They had made an agreement with Chevron t o  
" r e n t "  Kenai f i e l d  gas f o r  8 c en t s  per mcf,  but  t o  pay the  S t a t e  r o y a l t y  a t  16 
c en t s ,  which had become the  "marke t  p r i c e "  v i a  the  Be luga s a l e  as we l l  as our  
n e g o t i a t i o n s  with them. I b e l i e v e  ( b u t  do no t  know) t h a t  8 c en t s  was the  we l Ihead 
v a lu e  necessa ry  t o  make the ammonia and LNG f e a s i b l e ,  so  p r i c i n g  the  Kenai r o y a l t y  
a t  16 cen ts  was a subs idy  t o  the  S t a t e  f rom Un lon/Mara thon .

In 1967 we r e n e g o t i a t e d  Kenai gas t o  21 cen t s  and schedu led f u t u r e  e s c a l a t i o n s ,  
in o r d e r  t o  ge t  a f i rm  commitment o f  550 bc f  o v e r  a new 20 yea r  te rm, t o  1992, and 
In 1974 we again n e g o t i a t e d  t o  add a 1 9 . 4  c en t  cha rge - t o  g e t  f i rm  d e l i v e r a b 1 1  I t y  
through 1985 o f  160 m i l l i o n  cub ic  f e e t  pe r  day and 700  ps ig  d e l i v e r y  p r e s s u r e .  Firm 
d e l i v e r a b l I i t y  Is  the r i g h t  t o  ob t a in  gas on any day a t  the  c on t r a c t e d  l e v e l  d e s p i t e  
a much lower  average d a l l y  t ake  —  In ou r  case  o n l y  72  m i l l i o n  cub ic  f e e t ,  o r  a 
"swing" o f  222^. The f e d e r a l l y  r e g u l a t e d  p r i c e  a t  t h a t  t ime was about  40 c en t s ,  f o r  
110^ "sw ing " .  Thus we f e l t  t h a t  adding the  del I v e r a b i I  I t y  cha rge  gave us long term 
p r o t e c t i o n  and assu rance  o f  supp ly  In c lud ing  peak demands. I t  was we l l  t h a t  we did 
so ,  because from 1973 o r  so OPEC began t o  b r ing  chaos t o  the  p r i c e  o f  o i l ,  f o l l ow ed  
by the  embargo and the  I r a n i a n  a c t i o n s  which took  o i l  (and gas , n a t i o n a l l y )  t o  
c a t a s t r o p h i c  l e v e l s .

In 1977, aga in runn ing s h o r t  o f  del I v e r a b i I  I t y ,  we n eg o t i a t e d  with the  S t a t e  t o  
buy the  S t a t e ' s  r o y a l t y  I n t e r e s t  fro»: the  Nor th Cook I n l e t  gas f l e ' . d  op e ra t e d  by 
P h i l l i p s .  We were aware t h a t  t h i s  gas p r i c e  was v a r i a b l e  and e s c a l a t i n g ,  but  we
con s ide red  t h a t  we cou ld  meet the  e s c a l a t . n g  p r i c e  on c o n d i t i o n  t h a t  we had no
o b l i g a t i o n  t o  t a k e  t h a t  gas and would do so o n l y  t o  enab le  our  cus tomers  t o  avo id 
us ing o i l  a t  an even much h ighe r  p r i c e .  We con t inued  us ing S t a t e  r o y a l t y  gas u n t i l
we were a b le  t o  n e g o t i a t e  the  needed del Ive rab11 I t y  f rom Marathon ( a t  th e  Beaver
Creek gas f i e l d ) .  Beave r  Creek gas was I n i t i a l l y  p r i c e d  a t  5 2 . 3 2  and Inc luded 
assured long term del I v e r a b i I  I t y ,  but Is Indexed up o r  down t o  the  p r i c e  o f  t u r b i n e  
f u e l  ( o i l )  a t  the  Teso ro  r e f i n e r y ,  so  t h a t  i t s  p r e s en t  p r i c e  I s  $ 2 . 1 9 .  Th is  yea r  we 
began buying gas f rom the  Lewis R i v e r  gas f i e l d  with n e g l i g i b l e  take  o r  pay, a t  
$ 1 . 8 0 .

C l e a r l y ,  the  we l lhead v a lu e  o f  gas in A la ska  does n o t  have a d i r e c t  c o r r e l a t i o n  
t o  the wor ld p r i c e  o f  o i l ,  o r  even t o  I n f l a t i o n .  There has been, and I s ,  a s u r p l u s  
supp ly  o f  gas a v a i l a b l e  In th e  Cook I n l e t  a re a ,  and I t s  r e a l  v a lu e  Is determined by 
n e g o t i a t i o n s  o f  a w i l l i n g  buyer and a w i l l i n g  s e l l e r .  We a r e  e n t ru s t e d  by the 
A la ska  P u b l i c  U t i l i t i e s  Commission with the  r e s p o n s i b i l i t y  t o  behave p r u d e n t l y  in 
these  n e g o t i a t i o n s  and t o  make the bes t  d e a l s  we can f o r  the  i n t e r e s t  o f  ou r  custom-

I
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e r s  and ou r  owners .  There I s  perhaps an a r t ,  bu t  ve ry  l i t t l e  s c i en ce ,  In dec id ing  
wnen t o  make a deal and on what te rms .  We have been ccmpIimented by many o f  our 
a s s o c i a t e s  In the  In d u s t r y ,  by ou r  cus tomers ,  and by th e  APUC. We have been c r i t i ­
c i z e d  by e x p e r t s  a t  v a r i o u s  t imes t h a t  we have pa id  t o o  l i t t l e  o r  t o o  much. But  a 
deal Is a deal In the  r e a l  w o r ld ,  and I am proud o f  hav ing the  lowest  gas r a t e s  In 
the  coun t r y  and among the  b e s t  long term supp ly .  Where we had no customers  In 1960, 
we now s e r v e  n e a r l y  7 0 , 0 0 0  and the  b e n e f i t s  extend t o  a l l  o f  r a l l b e l t  A la ska  th rough 
In t e r c o n n e c t s  o f  e l e c t r i c  power, f rom Homer and Seward th rough the  Matanuska V a l l e y  
and soon t o  F a i r b an k s .  There  Is  no subs idy  t o  ou r  cus tomers ,  o r  t o  th e se  o t h e r s ,  
a l t hough they ,  In t o t a l ,  a r e  sav ing hundreds o f  m i l l i o n s  o f  d o l l a r s  per y e a r  as 
compared t o  what they would be spending f o r  o i l  I f  we had no t  deve loped n a tu r a l  gas 
In A la ska .

We a r e  aware o f  e f f o r t s  by CIRI and MMS ( o l d  USGS) t o  c o l l e c t  r e t r o a c t i v e  
r o y a l t y  and t o  s e t  a r t i f i c i a l  we l lhead v a l u e s  f o r  gas used by Union/Marathon 
in t h e i r  ammonla-LNG p l a n t s .  These c o n d i t i o n s  do no t  a t t a ch  t o  ou r  pu rchases ,  a l l  
o f  which were made a t  a rm s - l eng th  and e s t a b l i s h  the  r e a l  market ,  the  o n l y  t r u e  v a lu e  
o f  the  gas we buy f o r  our  cus tomers .

DT/dms
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30,444 1,130,004 113,234 22,XO t,7X 3,IX 217.190 33,OM 3,117 ♦7,333 21,817 11,14030,044 1.731,044 122,OX 22,XO 7,300 7, OX 3,100 711,190 35,OX 1.38) ♦7.117 23,831 11,31773,004 1,311,444 112,123 72,3X 8,230 H.OX l,3X 707.173 33,MO 3,113 31,278 20,301 11,11170,044 1,143,004 1)2,230 21,123 10,OX n.ox 3,154 128,773 13,000 3.H3 31,718 17,111 17,21113,444 1,717,044 n-.rn-i n.iis 11,230 !♦,ox 7,IX 111,823 33, "M 3,413 78,131 11,031 11,1)1
13,040 1,111,404 103,130 11,823 I2.3X II,XO 7,700 131,123 15,MO 7,874 23,111 11,111 14,137
10,000 1,081,444 <1,3X 13,730 I2.3X 11,100 I.BX 1)7,IX 33,OM 2,313 23,421 13,182 1,711
10,040 1,OX,404 88,250 11,473 I2.3X 10,wo 1,800 121,173 33,OX 7 333 71,IW 12,718 1,17210,004 111,440 8’,>50 17.230 11,730 1,800 l,BX 115,IW 35, OM

0 173,444 23,823 11,173 10, XO 1,100 0 101,100 35, OM
0 251,CM 12,173 10,XO 1,04" l,IX 0 13,025 35. M4
0 ♦10,OX 17,230 1,X0 8,173 7, IX 0 17,0)3 13,045
0 ♦ 31, OX 31,250 8,173 7,254 2,OX 0 21,173 13,OM *
1 311,OX 37,123 2,230 1,300 1,100 0 22.123 13,040 T
( 371, OX ♦8,123 4, WO 5,823 3, SCO 0 11,130 13,044
0 III,ox ♦♦,473 3.821 3, SO 7,800 0 38,330 13,400
• (II,ox U,OX 3,230 ♦ ,)W 1,140 0 32,IM 33, "M
4 371,OX 12,250 1,250 1,230 0 0 11,134
0 313,OX 11,IX l,2X 3,823 4 0 ♦7,825
4 3U.0X 11,8)3 1,8)3 3,WO 0 0 11,230
0 781,OX 71,123 1.3X 3,173 0 0 31,000
0 711,OX 72,OX 1,173 7, WO 4 0 17,173
0 231, OX 71,823 2.3X 1,113 4 0 29.230
0 208,XO 27,823 1,123 I.7W 4 0 24, MO
0 118,OX 21,OX 1,730 0 0 0 22,250
4 133,OX 11,125 0 0 4 0 11,323

131 141
M w w  amiuivt 

SMI I2-II-H

43,404
43,000

121
2EIKICMWW
intmii

4,140
4.344
4.344
4.344 
3,323 
♦ ,411 
3,111 
3,443 
3,224 
2,113 
2,431

IIIctmtitivt wmn
SMI 2-1-44 II Witt 
(TWRBtOI

11,140
11,131
22,413
13.233
34.233 - 
04,212 
23,222 
43,331
31.234 
34,13? 
13,211 
21,133 
44,121
44.123
32.123
11.423 
32,473
31.334
23.334 
12,104 
♦4,734 
♦2,173
31.234 
34,044
32.423
21.234 
24,444
22.234

II)

III

131

III

131

<*l

*• EIIIMTE or mil TEWWMCE, KCtlHEt IH3.

IWI Ttl-TtM CWI1KI COWItMEI JU.1 I, tin. WMlItt IS 2.1411 
or Mitt rwowt iotm.it oil.

ItSOTO'S CWEIM! II CUWHIT 4! lit MII7UI OUMTItt OT 21.3333 Of 
Mill MVOWE t01M.11 Oil, IM COftlMt ElllltS JKW11 im.

o« ociomi i. im Ttsom tmmai Kiivtnrs wect 12/1/43 ntmot
C041IKI Wifi MS 4 M1IHR 6UMIIIT OT 13.141 Of Milt 11UW0E 
10TK.IT Oil Ml Emits JM. I, 1113.

CME1 M'S C9HMCI CMIS FO* I MIIIUI WMTIIT OF 1.41 Of Mill
piuiwt tomir oil. 1* twrtMi turns imumt i, 1113,

141 Kiivtnts cnnecti tnu. im ft* 34.044 mi or w w a  mi
1*11 IOTMIT Oil Ml 13,044 Ml OF Kirtti* llVtt lull 10IM1T Oil,
Ml nil COItlMJt ft* WE 1EM IS 4 ItSTJU OF IK KC. II, ITII
cwmmvt sme mo iw soistoutn iiFMt* stticimim. nit* to mu
UK IKIS oil 1IMIKD 'II VKUE.'

121 * mrosEi itno siM/cxvm* cMtnct uu. k somutio to mt itiisunrt
♦01 MP10VM or » SME Of 1,500 Ml 101MI1 Oil T10R TK (ITMl*
nvti urn. m m  sim/ocww iiitimu somi nrwsr 4,000 mi. ike corner 11 
train m cimia 11 mt nit mo emit stritnti 30, int.

HI 04 ftMUMT ♦, 1111 TK STATE till Sfll IT COKEIIIIVE III
MMIJIIIMEIT 11,044 Ml TOR 4 3II-H0RIH TtM CMKitim JDK I, 1104,

111 liKlodn onl)T llilfi In, or *IhwH for ̂ rotation II th» «t»r (atari.

**
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