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O r i g i n a l  sponsor: F a h r e n k a m p

1 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

2 H O U S E  CS F O R  CS F O R  S P O N S O R  S U B S T I T U T E  F O R  S E N A T E  B I L L  NO. 430 (Reso u r c e s )

3 I N  T H E  L E G I S L A T U R E  OF  T H E  S T A T E  O F  A L A S K A

4 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

5 A  B I L L

6 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 the r e d u c t i o n  or  r e v o c a t i o n  by

the c o m m i s s i o n e r  o f  the D e p a r t m e n t  o f  N a t u r a l  R e ­

sou r c e s  o f  o i l  or gas r o y a l t y  o b l i g a t i o n  i n c r e a s e s  

m a d e  in c o n n e c t i o n  w i t h  the i n s t i t u t i o n  or o p e r a t i o n  

of a c o o p e r a t i v e  o r  u n i t  plan; a n d  p r o v i d i n g  for an 

e f f e c t i v e  d a t e . "

12 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  OF T H E  S T A T E  OF ALASKA:

13 * S e c t i o n  1. A S  3 8 . 0 5 . 1 8 0 (p) is a m e n d e d  to read:

14 (p) T o  c o n s e r v e  the n a t u r a l  r e s o u r c e s  o f  all or a p a r t  o f  a n  oil

or gas pool, field, or l i k e  area, the l e s s e e s  a n d  t h e i r  r e p r e s e n t a­

tives m a y  u n i t e  w i t h  e a c h  other, or j o i n t l y  or s e p a r a t e l y  w i t h  o t h ers, 

in c o l l e c t i v e l y  a d o p t i n g  o r  o p e r a t i n g  u n d e r  a c o o p e r a t i v e  or a u n i t  

p l a n  of d e v e l o p m e n t  or o p e r a t i o n  of  the pool, field, or l i k e  area, or 

a p a r t  of  it, w h e n  d e t e r m i n e d  a n d  c e r t i f i e d  b y  the c o m m i s s i o n e r  to be 

n e c e s s a r y  or a d v i s a b l e  in the p u b l i c  inter e s t .  T h e  c o m m i s s i o n e r  may, 

w i t h  the c o n s e n t  o f  the h o l d e r s  o f  l e a s e s  involved, e s t a b l i s h ,  change, 

or r e v o k e  d r i l l i n g ,  p r o d u c i n g ,  a n d  r o y a l t y  r e q u i r e m e n t s  of  the le a s e s  

a n d  a d o p t  r e g u l a t i o n s  w i t h  r e f e r e n c e  to the leases, w i t h  li k e  c o n s e n t  

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

o p e r a t i o n  of  a c o o p e r a t i v e  or u n i t  p l a n  as the c o m m i s s i o n e r  d e t e r m i n e s  

n e c e s s a r y  or p r o p e r  to s e c u r e  the p r o p e r  p r o t e c t i o n  of  the p u b l i c  

i n t e r e s t .  T h e  c o m m i s s i o n e r  m a y  r e q u i r e  o i l  a n d  gas leases i s s u e d  

u n d e r  this s e c t i o n  to c o n t a i n  a p r o v i s i o n  r e q u i r i n g  the l e s s e e  to 

o p e r a t e  u n d e r  a r e a s o n a b l e  c o o p e r a t i v e  or u n i t  plan, a n d  m a y  p r e s c r i b e
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a p lan  under which the le s se e  must ope ra te .  The p lan  must adequate ly  
p ro t e c t  a l l  p a r t i e s  in  i n t e r e s t ,  in c lud ing  the s t a t e .  Notwithstanding 
( j )  o f  t h i s  s e c t io n ,  ^if the commissioner determines th a t  the pub l ic  
i n t e r e s t  warrants  the reduc t ion  o r  r e v o c a t i o n ( : h e  commissioner may 
reduce o r  revoke a r o y a l t y  o b l i g a t i o n  inc rease  tha t  was made by the 
commissioner in  connection with the i n s t i t u t i o n  o r  ope ra t io n  o f  a co- 
o p e ra t iv e  o r  u n i t  p l a n h o w e v e r , the reduc t ion  o r  r e v o c a t io n  must 
con ta in  a mechanism to p rov ide  tha t  i f  a l e s s e e ' s  market cond i t ion s  
improve o r  i f  the p r o f i t a b i l i t y  o f  a l e s s e e ' s  op e ra t ion  inc reases  to a 
s p e c i f i e d  l e v e l  a f t e r  the commissioner makes the reduc t ion  o r  re voca ­
t i o n ,  the commissioner s h a l l  inc rease  the r o y a l t y  o b l i g a t i o n  o f  the 
le s se e  to a l e v e l  not exceeding the amount o f  the r o y a l t y  o b l i g a t i o n  
inc rease  tha t  the commissioner reduced o r  revoked . As a c ond i t io n  o f
the reduc t ion  o r  r e v o c a t io n  o f  a r o y a l t y  o b l i g a t i o n ,  the commissioner
s h a l l  r e q u i re  the le s see  to comply w ith  a l l  v a l i d  and a p p l i c a b le  laws 
and r e g u la t i o n s  o f  the s t a t e

( 1 ) tha t  concern the h i r i n g  o f  s ta t e  r e s i d e n t s ;  and
( 2 ) tha t  a re in  e f f e c t  o r  take e f f e c t  during the term o f

the le a s e .
* Sec. 2 . This Act takes e f f e c t  immediate ly in  accordance with AS 0 1 . -  

1 0 . 0 7 0 ( c ) .

HCS CSSSSB 4 3 0 ( R e s ) - 2 -



T E S T I M O N Y  OF AL H A S T I N G S  

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

R E G A R D I N G  C S S S S B  430 (APRIL 21, 1986)

C O N O C O  IS T H E  O P E R A T O R  OF T H E  M I L N E  P O I N T  UNIT, W H I C H  IS T H E  T H I R D  

P R O D U C I N G  U N I T  ON T H E  N O R T H  SLOPE. IT B E G A N  P R O D U C T I O N  LA S T  FALL, AND 

IS C U R R E N T L Y  P R O D U C I N G  O N L Y  18,000 B A R R E L S  P E R  D A Y — THIS IN C O M P A R I S O N  

T O  P R U D H O E  B AY 'S  1.5 M I L L I O N  B A R R E L S  P E R  DAY, A N D  260, 000  B A R RE LS  P E R  

D A Y  F R O M  T H E  K U P A R U K  UNIT. BY A N Y  D E F I N I T I O N ,  M I L N E  P O I N T  IS A 

M A R G I N A L  UNIT.

D E S P I T E  ITS M A R G I N A L  NATURE, M I L N E  POINT, A ND  M I L N E  P O I N T  ALONE, IS 

R E Q U I R E D  T O  P A Y  A  S P E C I A L  R O Y A L T Y  SURCHARGE. AT T HE  STATE'S 1969 

C O M P E T I T I V E  SALE, T H E  S U C C E S S F U L  B I D D E R S  S T R U C K  A N  A G R E E M E N T  U N D E R  

W H I C H  TH E Y  A G R E E D  T O  P A Y  A  12.5% ROYALTY. HOWEVER, IN 1979, W H E N  T H E  

M I L N E  P O I N T  C O M P A N I E S  S O U G H T  A P P R O V A L  OF T H E I R  UNIT, T H E  S TATE R E F US ED 

U N L E S S  T H E  C O M P A N I E S  A G R E E D  T O  PAY A  R O Y A L T Y  S U R C H A R G E  OF 7 THU S  

I N C R E A S I N G  T H E  R O Y A L T Y  TO 20%. S I N C E  R E J E C T I O N  O F  T H E  UNI T WO ULD  

C A U S E  T H E  C O M P A N I E S  T O  L O S E  T H E I R  LEASES, W E  H A D  L I T T L E  C H O I C E  BU T TO 

ACCEPT.

IN 1979, T HE  S TA TE  B E L I E V E D  T H A T  THI S R O Y A L T Y  S U R CHA RG E WAS  IN TH E 

P U B L I C  INTEREST, B E C A U S E  IT A L S O  B E L I E V E D  THA T W E L L H E A D  O I L  P R I C E S  IN 

1985 W O U L D  BE N E A R L Y  $35 P E R  BARREL. AS EV E N T S  H A V E  T R A N SP IR ED , ANS 

C R U D E  IS SE L L I N G  ON T H E  W E S T  C O A S T  SPOT M A R K E T  AT $ 1 2 - $ 1 4 / B B L . , AN D 

T R A N S P O R T A T I O N  COSTS F R O M  M I L N E  P O I N T  TO M A R K E T  A R E  $11-$12/BBL. AS A



RESULT, I N ST EA D OF  I N C R E A S I N G  S TA TE  R E V E NU ES,  T H E  R O Y A L T Y  S U R C H A R G E  

T H R E A T E N S  TO F O R C E  P R E M A T U R E  A B A N D O N M E N T  OF T H E  UNIT.

L A S T  N O V EM BER , C O N O C O  S U B M I T T E D  A  F O R M A L  R E Q U E S T  T O  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  R E C O N S I D E R  T H E  R O Y A L T Y  S U R C H A R G E  IN T H E  M I L N E  

P O I N T  U N I T  A G REE ME NT . ON F E B R U A R Y  5th O F  T H I S  YEAR, W E  R E C E I V E D  A 

L E T T E R  F R O M  C O M M I S S I O N E R  W U N N I C K E ,  W H I C H  IND I C A T E D  T H A T  E X I S T I N G  L A W  

C O U L D  P R E C L U D E  H E R  F R O M  R E D U C I N G  OR R E V O K I N G  T H E  R O Y A L T Y  SURCH AR GE .

A T  T H A T  POINT, A N D  IN L I G H T  OF D N R ' S  C O N C E R N S  O V E R  TH E STATUTE, IT 

B E C A M E  O B V I O U S  T H A T  L E G I S L A T I O N  WA S N E C E S S A R Y  IF D N R  W AS  TO  C O N S I D E R  

R E V O K I N G  O R  R E D U C I N G  T H E  SURCHARGE, AS  O P P O S E D  TO  SIM P L Y  C H A N G I N G  ITS 

FORM. T H I S  B I L L  W O U L D  A C C O M P L I S H  P R E C I S E L Y  THAT.

T H E R E  A R E  A  F E W  P O I N T S  T H A T  I W O U L D  L I K E  T O  B R I E F L Y  M A K E  W I T H  R E S P E C T  

TO  T H E  B I L L  A N D  T H E  U R G E N C Y  B E H I N D  IT. FIRST, T H E  B I L L  IS VE R Y  

N A R R O W L Y  DRAFTED. IT W O U L D  O N L Y  A U T H O R I Z E  T H E  C O M M I S S I O N E R  T O  R E D U C E  

O R  R E V O K E  R O Y A L T Y  S U R C H A R G E S  I M P OS ED  AT T H E  T I M E  OF  U N I T  FORMA TIO N.  

THIS  BI L L  DOE S  N O T  G I V E  T H E  C O M M I S S I O N E R  A N Y  A U T H O R I T Y  W H A T S O E V E R  T O  

R E D U C E  R O Y A L T I E S  B I D  U P O N  O R  A G R E E D  TO  AT  A  C O M P E T I T I V E  SALE. IT A L S O  

R E Q U I R E S  T H E  C O M M I S S I O N E R  T O  P R O V I D E  A  M E C H A N I S M  TO I N C R E A S E  T H E  

R O Y A L T Y  IF T H E  C O M P A N I E S’ SHOULD  E V E R  M A K E  W I N D F A L L  PROFIT. T H E  M I L N E  

P O I N T  U N I T  IS C U R R E N T L Y  O P E R A T I N G  A T  A  S U B S T A N T I A L  CASH LOSS. T H E  

P R O B A B I L I T Y  OF M A K I N G  ANY  P R O F I T  IN T H E  N E X T  2-3 Y E A R S  IS V E R Y  U N L I K E­

LY  E V E N  W I T H  M O D E S T  C RU DE  P R I C E  INCREASES.
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NEXT, T H E  BILL DO E S  NOT  G R A N T  CONOCO, OR A N Y O N E  ELSE, RO Y A L T Y  RELIEF. 

IT M E R E L Y  A U T H O R I Z E S  T H E  C O M M I S S I O N E R  TO R E C O N S I D E R  R O Y A L T Y  S UR CH A R G E S  

IN U N I T  A G R E E M E N T S  W HE N  THE  P U B L I C  INT ER ES T WA RRANTS. C O N O C O  W I L L  

S T I L L  H A V E  TO P R O V E  ITS C ASE B E F O R E  T H E  D EP A R T M E N T .  TH E I SS UE BEF OR E 

THIS C O M M I T T E E  IS N O T  W H A T  C O N O C O ' S  R O Y A L T Y  S HO U L D  BE; TH A T  I SS UE  W I L L  

H A V E  TO B E  R E S O L V E D  BY DNR, B AS ED  ON T H E  C O N S I D E R A T I O N  OF F I N A N C I A L  

DATA, SOME OF IT C O NF ID ENT IA L.  T H E  ON L Y  R E L I E F  C O N O C O  IS A S K I N G  H ER E  

IS TO  R E M O V E  A  P ER CEI VE D,  D I S C R I M I N A T O R Y ,  A N D  V E R Y  U N I N T E N T I O N A L  

I M P E D I M E N T  TO D NR 'S  A B I L I T Y  TO R E C O N S I D E R  T H E  SURCHARGE.

T H E R E  IS U R GE NC Y TO THIS L E G I S L A T I O N .  AS Y O U  KNOW, T H E  U N I T  HAS 

A L R E A D Y  HAD  TO SUSPEN D N E W  D R I L L I N G  A T  M I L N E  POINT, AND IN L I G H T  OF 

T H E  R E C E N T  D R A M A T I C  D E C L I N E  IN OI L PR I C E S  T H E  S U R C H A R G E  IS J E O P A R D I Z­

ING N O T  O NL Y  FUT U R E  D E V ELO PM EN T,  B UT E X I S T I N G  P R O D U C T I O N  AS WELL. IN 

A L E T T E R  T O  S E NA TO R ST UR GULEWSKI, C O M M I S S I O N E R  W U N N I C K E  ST A T E D  (AND I 

QUOTE) "IT IS AL S O  VE R Y  L I K E L Y  T H A T  IF C U R R E N T  C OND I T I O N S  P E R S I S T  (OR 

G E T  WORSE ),  THE FI EL D W I L L  BE S HUT IN IF T H E  R O Y A L T Y  R E MA IN S A T  20%."

CO NO C O ' S  INTE NT  IS A L O N G - T E R M  C O M M I T M E N T  TO R E M A I N  AN O P E R A T O R  IN 

ALASKA. W E  H A V E  C O N T I N U E D  TO B E  A C T I V E  IN BOTH. STATE AND  F E D E R A L  

L E A S E  SALES, A N D  M I L N E  P O I N T  IS AN I M P O R T A N T  KEY TO THIS COMMIT ME NT . 

W I T H  T H E  C U R R E N T  C R U D E  PRICES, W E  A R E  NOT  M E E T I N G  O U R  O P E R A T I N G  COSTS. 

P A S S A G E  OF  THIS BI L L  W I L L  P R O V I D E  S U B S T A N T I A L  E N C O U R A G E M E N T  F O R  C O N O C O  

A N D  ITS P A R T N E R S  TO STAY IN O P E R A T I O N  D U R I N G  T H E S E  D I F F I C U L T  E CON O M I C  

TIMES.

-3-



T H A N K  Y O U  FOR T H E  O P P O R T U N I T Y  TO TA L K  WIT H  Y O U  T O D A Y  R E G A R D I N G  SB 430, 

A N D  I W O U L D  BE D E L I G H T E D  TO TR Y TO A N S W E R  AN Y Q U E S TI ON S Y OU  M I G H T  

HAVE.

- 4 -
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O f f e r e d :  4 / 1 8 / 8 6
R e f e r r e d :  R e so urces and
F in a n c e

O r i g i n a l  s p o n s o r - Fahrenkamp

BY THE HOUSE SPECIAL
1 IN  THE SENATE COMMITTEE ON O IL  AND GAS

2 HOUSE CS FOR CS FOR SPONSOR SUBSTITUTE FOR SENATE B IL L  NO. 430 ( O i l  & Gas)

3 IN  THE LEGISLATURE OF THE STATE OF ALASKA

4 FOURTEENTH LEGISLATURE -  SECOND SESSION

5 A B IL L

6 F o r  an A c t  e n t i t l e d :  "An A c t  r e l a t i n g  t o  th e  r e d u c t i o n  o r  r e v o c a t i o n  by

7 t h e  c o m m is s io n e r  o f  t h e  D e p a rtm e n t o f  N a t u r a l  Re-

8 s o u rc e s  o f  o i l  o r  gas r o y a l t y  o b l i g a t i o n  in c r e a s e s

9 made i n  c o n n e c t io n  w i t h  t h e  i n s t i t u t i o n  o r  o p e r a t i o n

10 o f  a c o o p e r a t i v e  o r  u n i t  p l a n ;  and p r o v i d i n g  f o r  an

11 e f f e c t i v e  d a t e . "

12 BE I T  ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

13 *  S e c t i o n  1. AS 3 8 . 0 5 . 1 8 0 ( p )  i s  amended t o  re a d :

14 ( p )  To c o n s e rv e  th e  n a t u r a l  r e s o u r c e s  o f  a l l  o r  a p a r t  o f  an o i l

15 o r  gas p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  th e  le s s e e s  and t h e i r  r e p r e s e n t a -

16 t i v e s  may u n i t e  w i t h  each o t h e r ,  o r  j o i n t l y  o r  s e p a r a t e l y  w i t h  o t h e r s ,

17 i n  c o l l e c t i v e l y  a d o p t in g  o r  o p e r a t i n g  u n d e r  a c o o p e r a t i v e  o r  a u n i t

18 p l a n  o f  d e v e lo p m e n t  o r  o p e r a t i o n  o f  th e  p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  o r

19 a p a r t  o f  i t ,  when d e te r m in e d  and c e r t i f i e d  by t h e  c o m m is s io n e r  t o  be

20 n e c e s s a r y  o r  a d v i s a b l e  i n  t h e  p u b l i c  i n t e r e s t .  The c o m m is s io n e r  may,

21 w i t h  th e  c o n s e n t  o f  t h e  h o l d e r s  o f  le a s e s  i n v o l v e d ,  e s t a b l i s h ,  change,

22 o r  re v o k e  d r i l l i n g ,  p r o d u c i n g ,  and r o y a l t y  r e q u ir e m e n t s  o f  t h e  le a s e s

23 and adopt r e g u l a t i o n s  w i t h  r e f e r e n c e  t o  t h e  l e a s e s ,  w i t h  l i k e  c o n s e n t

24 on t h e  p a r t  o f  th e  l e s s e e s ,  i n  c o n n e c t io n  w i t h  th e  i n s t i t u t i o n  and

25 o p e r a t i o n  o f  a c o o p e r a t i v e  o r  u n i t  p l a n  as t h e  c o m m is s io n e r  d e t e r m in e s

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

27 i n t e r e s t .  The c o m m is s io n e r  may r e q u i r e  o i l  and gas le a s e s  i s s u e d
i

28 u n d e r  t h i s  s e c t i o n  t o  c o n t a i n  a p r o v i s i o n  r e q u i r i n g  th e  le s s e e  t o

29 o p e r a t e  u n d e r  a r e a s o n a b le  c o o p e r a t i v e  o r  u n i t  p l a n ,  and may p r e s c r i b e
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a p l a n  u n d e r  w h ic h  th e  le s s e e  must o p e r a t e .  The p l a n  must a d e q u a t e ly  

p r o t e c t  a l l  p a r t i e s  i n  i n t e r e s t ,  i n c l u d i n g  th e  s t a t e .  N o t w i t h s t a n d i n g  

( j )  o f  t h i s  s e c t i o n ,  i f  th e  c o m m is s io n e r  d e t e r m in e s  t h a t  t h e  p u b l i c

4 i n t e r e s t  w a r r a n t s  th e  r e d u c t i o n  o r  r e v o c a t i o n ,  th e  c o m m is s io n e r  may

5 reduce o r  re v o k e  a r o y a l t y  o b l i g a t i o n  in c r e a s e  t h a t  was made by th e

6 c o m m is s io n e r  i n  c o n n e c t io n  w i t h  th e  i n s t i t u t i o n  o r  o p e r a t i o n  o f  a c o ­

7 o p e r a t i v e  o r  u n i t  p l a n ;  h o w e v e r,  th e  r e d u c t i o n  o r  r e v o c a t i o n  must

8 c o n t a i n  a m echanism  to  p r o v i d e  t h a t  i f  a l e s s e e ' s  m a rk e t  c o n d i t i o n s

9 im p ro ve  o r  i f  th e  p r o f i t a b i l i t y  o f  a l e s s e e ' s  o p e r a t i o n  i n c r e a s e s  t o  a

10 s p e c i f i e d  l e v e l  a f t e r  th e  c o m m is s io n e r  makes t h e  r e d u c t i o n  o r  r e v o c a ­

11 t i o n ,  th e  c o m m is s io n e r  s h a l l  in c r e a s e  th e  r o y a l t y  o b l i g a t i o n  o f  th e

12 le s s e e  t o  a l e v e l  n o t  e x c e e d in g  th e  amount o f  t h e  r o y a l t y  o b l i g a t i o n

13 i n c r e a s e  t h a t  th e  c o m m is s io n e r  re d u ce d  o r  re v o k e d .  The c o m m is s io n e r

14 may red u ce o r  re v o k e  a r o y a l t y  o b l i g a t i o n  o n l y  a f t e r  t h e  c o m m is s io n e r

15 o f  l a b o r  f i n d s  t h a t  t h e  l e v e l  o ; r e s i d e n t  h i r e  on a s u b j e c t  le a s e  i s

16 c o n s i s t e n t  w i t h  t h e  l e s s e e ' s  s ; a t e d  o b j e c t i v e s  and a p p l i c a b l e  laws and

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

18 r e q u e s t e d .  The le s s e e  s h a l l  a g re ^  t h a t  t h e  p e r c e n t a g e  o f  s t a t e  r e s i ­

19 d e n ts  e m p lo ye d on th e  le a s e  i s  n o t  . “ ss th a n  th e  a v e ra g e  p e r c e n ta g e

20 em ployed by o t h e r  N- r t h  S lo p e  opera*-ovs as r e p o r t e d  t o  th e  D e p a rtm e n t

21 o f  L a b o r .

22 *  Sec. 2 .  T h i s  A c t  ta k e s  e f f e c t  im m e d ia t e ly  i n  a c co rd a n ce w i t h  AS 0 1 . -

23 1 0 . 0 7 0 ( c ) .
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T E S T I M O N Y  OF A L  H A S T I N G S  

B E F O R E  THE H O U S E  O I L  & GAS C O M M I T T E E  

R E G A R D I N G  CS SS SB 430 (APRIL 16, 1986)

C O N O C O  IS THE O P E R A T O R  O F  T H E  M I L N E  P O I N T  UNIT. BY ANY

D E F I N I T I O N ,  M I L N E  P O I N T  IS A  M A R G I N A L  UNIT. IT B E G A N  P R O D U C T I O N  

L A S T  FALL, A N D  IS C U R R E N T L Y  P R O D U C I N G  ON L Y  18,000 B A R R E L S  PER

D A Y — THIS IN C O M P A R I S O N  TO P R U D H O E  B A Y ' S  1.5 M I L L I O N  B A R R E L S  P E R  

DAY, A N D  2 6 0 ,000 B A R R E L S  P E R  DAY F R O M  THE K U P A R U K  UNIT.

D E S P I T E  ITS M A R G I N A L  N A T URE, M I L N E  POINT, A N D  M I L N E  P O I N T  

ALONE, IS R E Q U I R E D  TO PAY A  S P E C I A L  R O Y A L T Y  SUR C H A R G E .  AT  THE 

S T A T E ' S  1969 C O M P E T I T I V E  SALE, T H E  S U C C E S S F U L  B I D D E R S  S T R U C K  AN 

A G R E E M E N T  U N D E R  W H I C H  TH E Y  A G R E E D  T O  PAY A  12.5% R OYALTY. IN 

1979, HOWEVER, W H E N  T H E  M I L N E  P O I N T  C O M P A N I E S  S O U G H T  A P P R O V A L  OF

T H E I R  UNIT, THE S T ATE R E F U S E D  U N L E S S  T H E  C O M P A N I E S  A G R E E D  TO PAY

A  R O Y A L T Y  S U R C H A R G E  OF 7J%, THUS I N C R E A S I N G  THE R O Y A L T Y  T O  20%.



S I N C E  R E J E C T I O N  OF THE U N I T  W O U L D  C A U S E  THE C O M P A N I E S  TO L O S E  

T H E I R  LEASES, W E  H A D  L I T T L E  C H O I C E  B U T  TO ACCEPT.

IN 1979, THE S T A T E  B E L I E V E D  T H A T  THIS R O Y A L T Y  S U R C H A R G E  WAS 

IN T H E  P U B L I C  INTEREST, B E C A U S E  IT A L S O  B E L I E V E D  T H A T  W E L L H E A D  

O I L  P R I C E S  IN 1985 W O U L D  B E  N E A R L Y  $35 P E R  BARREL. A S  E V E N T S  

HA V E  T R A N S P I R E D ,  ANS C R U D E  IS S E L L I N G  ON  THE W E S T  C O A S T  SP O T  

M A R K E T  A T  $ 1 2 - $14/BBL, A N D  T R A N S P O R T A T I O N  C O S T S  F R O M  M I L N E  P O I N T  

TO  M A R K E T  A R E  $11- $ 1 2 / B B L .  AS A  RESULT, I N S T E A D  OF I N C R E A S I N G  

S T A T E  R E V E N U E S ,  T H E  R O Y A L T Y  S U R C H A R G E  T H R E A T E N S  TO  F O R C E  

P R E M A T U R E  A B A N D O N M E N T  OF THE UNIT.

L A S T  N O V E M B E R ,  C O N O C O  S U B M I T T E D  A  F O R M A L  R E Q U E S T  TO 

R E C O N S I D E R  THE R O Y A L T Y  S U R C H A R G E  IN T H E  M I L N E  P O I N T  U N I T  

A G R E E M E N T .  ON F E B R U A R Y  5th O F  THIS YEAR, W E  R E C E I V E D  A  L E T T E R  

F R O M  C O M M I S S I O N E R  W U N N I C K E ,  W H I C H  I N D I C A T E D  T H A T  E X I S T I N G  L A W  

C O U L D  P R E C L U D E  H E R  F R O M  R E D U C I N G  O R  R E V O K I N G  THE R O Y A L T Y  

S U R C H A R G E .

A T  T H A T  POINT, A N D  IN L I G H T  O F  D N R ' S  C O N C E R N S  O V E R  T H E
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STATUTE, IT B E C A M E  O B V I O U S  T H A T  L E G I S L A T I O N  WAS N E C E S S A R Y  IF D N R  

W A S  A B L E  TO  C O N S I D E R  R E V O K I N G  R E D U C I N G  T H E  SURCHARGE, AS

O P P O S E D  TO SIMPLY C H A N G I N G  ITS FORM. THIS B I L L  W O U L D  A C C O M P L I S H  

P R E C I S E L Y  THAT.

T H E R E  A R E  A  F E W  P O I N T S  T H A T  I W O U L D  L I K E  TO B R I E F L Y  M A K E  

W I T H  R E S P E C T  TO T H E  BILL, THE U R G E N C Y  B E H I N D  IT, A N D  THE O N G O I N G  

E F F O R T S  TO N E G O T I A T E  A S O L U T I O N  TO THIS C O N T R O V E R S Y  W I T H  DNR. 

FIRST, THE B I L L  IS V E R Y  N A R R O W L Y  DRAFTED. IT W O U L D  A U T H O R I Z E ,  

A N D  ON L Y  AUT H O R I Z E ,  THE C O M M I S S I O N E R  TO  R E D U C E  OR  R E V O K E  R O Y A L T Y  

S U R C H A R G E S  I M P O S E D  A T  THE T I M E  OF U N I T  F O R M A T I O N .  IT A L S O  

R E Q U I R E S  T H E  C O M M I S S I O N E R  TO P R O V I D E  A  M E C H A N I S M  TO I N C R E A S E  THE 

R O Y A L T Y  IF THE C O M PANIES' P R O F I T A B I L I T Y  IMPROVES. F INALLY, TH I S 

B I L L  G I VES THE C O M M I S S I O N E R  N O  A U T H O R I T Y  W H A T S O E V E R  T O  R E D U C E  

R O Y A L T I E S  BID UPON OR  A G R E E D  T O  A T  A  C O M P E T I T I V E  SALE.

NEXT, THE B I L L  D O E S  N O T  G R A N T  C O N OCO, O R  A N Y O N E  ELSE, 

R O Y A L T Y  RELIEF. IT M E R E L Y  A U T H O R I Z E S  T H E  C O M M I S S I O N E R  T O  

R E C O N S I D E R  R O Y A L T Y  S U R C H A R G E S  IN U N I T  A G R E E M E N T S  W H E N  THE P U B L I C
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I N T E R E S T  W A R R A N T S .  C O N O C O  W I L L  S T I L L  H A V E  TO  P R O V E  ITS CA S E  

B E F O R E  T H E  D E P A R T M E N T .  THE ISSUE B E F O R E  THIS C O M M I T T E E  IS N O T

W H A T  C O N O C O ' S  R O Y A L T Y  S H O U L D  BE; T H A T  I S SUE W I L L  H A V E  T O  BE 

RESOLVED' BY DNR, B A S E D  ON T H E  C O N S I D E R A T I O N  O F  F I N A N C I A L  DATA, 

S O M E  OF IT C O N F I D E N T I A L .  T H E  O N L Y  R E L I E F  C O N O C O  IS A S K I N G  HERE 

IS TO  R E M O V E  A  P E R C E I V E D  A N D  V E R Y  U N I N T E N T I O N A L  I M P E D I M E N T  TO 

D N R ’S A B I L I T Y  TO  R E C O N S I D E R  THE SURCHARGE.

T H E R E  IS U R G E N C Y  T O  THIS L E G I S L A T I O N .  AS YOU KNOW, THE U N I T  

HAS A L R E A D Y  HAD TO S U S P E N D  N E W  D R I L L I N G  A T  M I L N E  POINT, AND IN 

L I G H T  O F  T H E  R E C E N T  D R A M A T I C  D E C L I N E  IN O I L  PRICES THE S U R C H A R G E  

IS J E O P A R D I Z I N G  N O T  O N L Y  F U T U R E  DEV E L O P M E N T ,  B U T  E X I S T I N G  

P R O D U C T I O N  AS WELL. IN A  L E T T E R  TO S E N A T O R  S T U R G U L E W S K I , 

C O M M I S S I O N E R  W U N N I C K E  S T A T E D  (AND I QUOTE) "IT IS A L S O  V E R Y  

L I K E L Y  T H A T  IF C U R R E N T  C O N D I T I O N S  P E R S I S T  (OR GET W O R S E ) , THE  

F I E L D  W I L L  B E  S H U T  IN IF THE R O Y A L T Y  R E M A I N S  A T  20%."

C O N O C O  A N D  D N R  H A V E  A T T E M P T E D  T O  R E S O L V E  THIS M A T T E R  T H R O U G H  

N E G O T I A T I O N S .  IN T H O S E  N E G O T I A T I O N S ,  C O M M I S S I O N E R  W U N N I C K E  A N D
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HER S T A F F  HAVE USED T H E I R  BE S T  E F F O R T S  TO W O R K  W I T H I N  THE 

P E R C E I V E D  C O N S T R A I N T S .  S P E C I F I C A L L Y ,  D N R  HAS D O N E  AS W E L L  AS 

A N Y O N E  C O U L D  T O  C H A N G E  T H E  N A T U R E  OF T H E  S U R C H A R G E  W I T H O U T  

R E D U C I N G  IT, A N D  AT  THE SA M E  TI M E  A F F O R D  SOME M E A N I N G F U L  R E L I E F  

T O  CONOCO. W E  C O M M E N D  D N R  F O R  THE E F F O R T S  TH E Y  H A V E  M A D E  IN THIS 

REGARD; HOWEVER, T H E I R  J O B  M A Y  BE AN I M P O S S I B L E  O N E  U N D E R  T H E I R  

V I E W  OF T H E  STATUTE, F O R  IT IS V E R Y  H A R D  TO R E D U C E  A R O Y A L T Y  

W I T H O U T  IN FA C T  R E D U C I N G  IT.

C O N O C O ' S  I N T E N T  IS A  L O N G - T E R M  C O M M I T M E N T  TO R E M A I N  AN 

O P E R A T O R  IN A L A SKA. W E  H A V E  C O N T I N U E D  TO B E  A C T I V E  IN B O T H  S T A T E  

A N D  F E D E R A L  L E A S E  SALES, A N D  M I L N E  P O I N T  IS AN  I M P O R T A N T  KEY TO 

THIS C O M M I T M E N T .  W I T H  T H E  C U R R E N T  C R U D E  PRICES, W E  A R E  N O T  

M E E T I N G  O U R  O P E R A T I N G  COSTS. P A S S A G E  O F  TH I S  B I L L  W I L L  P R O V I D E  

S U B S T A N T I A L  E N C O U R A G E M E N T  F O R  THE C O N O C O  A N D  ITS P A R T N E R S  T O  STAY 

IN O P E R A T I O N  D U R I N G  T H E S E  D I F F I C U L T  E C O N O M I C  TIMES.

T H A N K  Y O U  F O R  THE O P P O R T U N I T Y  T O  T A L K  W I T H  Y O U  T O D A Y  

R E G A R D I N G  SB 430 , A N D  I W O U L D  BE D E L I G H T E D  TO T R Y  TO A N S W E R  A N Y
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A t t a c h m e n t  F i s c a l  N o t e  f o r  SSSB 430

Th i s  a m e n d e d  fiscal note is n e c e s s a r v  b e c a u s e  C O N O C O  last we e k 
r e v i s e d  d o w n w a r d  t h eir p r o j e c t e d  rate of p r o d u c t i o n .  This fiscal 
imp a c t  (Revenue) is e s t i m a t e d  on the b a sis of s e v e r a l  a s s u m p t i o n s :

... The b i l l  w o u l d  a f f e c t  only M i l n e  P o i n t  u n i t  p r o d u c t i o n ;

... M i l n e  P o i n t  Un i t  p r o d u c t i o n  at:

1986 18,500 bpd
1987 17,600 bpd
1988 15,500 bpd
1989 13,600 bpd
1990 11,900 bpd

... R o y a l t y  r e d u c t i o n  from 20§5 to 12.5% u n d e r  S S S B  430; 

... W e l l h e a d  p r i c e  is a s s u m e d  to be $ 5 . 4 5 / b a r r e l



S t a t e  o f  A l a s k a

POUCH V
JUNEAU, ALASKA 99811

(907) 485-4941

H o u s e  S p e c ia l  C o m m it t e e  o n  O il  a n d  G as

C S S S S B  430 (Rules)

C S S S S B  4 3 0  (Rules) w o u l d  a l l o w  t h e  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  o f  N a t u r a l  R e s o u r c e s  t o  r e d u c e  o r  r e v o k e  a r o y a l t y  
i n c r e a s e  t h a t  w a s  m a d e  in c o n n e c t i o n  w i t h  t h e  i n s t i t u t i o n  or 
o p e r a t i o n  o f  a c o o p e r a t i v e  or  u n i t  plan. S u c h  a r e d u c t i o n  or  
r e v o c a t i o n  w o u l d  a l s o  h a v e  t o  c o n t a i n  a m e c h a n i s m  t o  p r o v i d e  
t h a t  if t h e  p r o f i t a b i l i t y  of a l e s s e e ' s  o p e r a t i o n  i n c r e a s e s  t o  
a s p e c i f i e d  l e v e l  a f t e r  t h e  r e d u c t i o n  o r  r e v o c a t i o n  is made, 
t h e  c o m m i s s i o n e r  s h a l l  i n c r e a s e  t h e  r o y a l t y  o b l i g a t i o n  t o  a 
l e v e l  n o t  e x c e e d i n g  t h e  a m o u n t  of  t h e  r o y a l t y  i n c r e a s e  t h a t  
t h e  c o m m i s s i o n e r  r e d u c e d  o r  r e v o k e d .

T h i s  l e g i s l a t i o n  is d i r e c t e d  s p e c i f i c a l l y  t o w a r d  C o n o c o ' s  
M i l n e  P o i n t  U n i t .  T h e  r e n e g o t i a t i o n  o f  l e a s e  t e r m s  in  1979 
b e t w e e n  C o n o c o  a n d  D N R  o c c u r r e d  as a r e s u l t  o f  t h e  u n i t i z a t i o n  
o f  t h e  M i l n e  P o i n t  field. O n e  c o n d i t i o n  of u n i t i z a t i o n  w a s  a 
r o y a l t y  i n c r e a s e  f r o m  12.5 to  20 p e r c e n t .  M i l n e  P o i n t  is t h e  
o n l y  p r o d u c i n g  u n i t  t h a t  h a s  b e e n  s u b j e c t e d  t o  a r o y a l t y  
i n c r e a s e .  N o n - p r o d u c i n g  u n i t s  t h a t  h a v e  b e e n  s u b j e c t e d  t o  
s i m i l a r  r o y a l t y  i n c r e a s e s  are G w y d y r  B a y  a n d  D u c k  Island.

I t  is t h e  v i e w  o f  D N R  t h a t  p r e s e n t  l a w  p r e v e n t s  t h e  
c o m m i s s i o n e r  f r o m  m a k i n g  t h e  r o y a l t y  r e d u c t i o n  o r  r e v o c a t i o n  
s o u g h t  b y  t h e  o p e r a t o r  of t h e  M i l n e  P o i n t  U n it. D N R  b e l i e v e s  
t h a t  t h e  s p e c i f i c  r o y a l t y  r e d u c t i o n  l i m i t a t i o n s  s t a t e d  in A S  
3 8 . 0 5 . 1 8 0 ( j ) c o n t r o l  t h e  g e n e r a l  r o y a l t y  r e d u c t i o n  p o w e r s  
g r a n t e d  i n  A S  3 8 . 0 5 . 1 8 0 ( p ) .

A S  3 8 . 0 5 . 1 8 0 ( j ) s t a t e s  t h a t  "To p r o l o n g  t h e  e c o n o m i c  li f e  
o f  a n  o i l  a n d  g a s  field, t h e  c o m m i s s i o n e r  s h a l l  a d o p t  
r e g u l a t i o n s  f o r  a l l  b i d d i n g  m e t h o d s  t o  a l l o w  r e d u c t i o n  of 
r o y a l t y  o n  l e a s e s  w i t h i n  t h e  f i e l d  t o  c o m p e n s a t e  for  
i n c r e a s i n g  c o s t s  in t h e  l a t e r  s t a g e s  o f  p r o d u c t i o n  d e c l i n e .
T h e  c o m m i s s i o n e r  m a y  n o t  g r a n t  a r e d u c t i o n  o f  r o y a l t y  u n t i l  
t w o  y e a r s '  i n i t i a l  p r o d u c t i o n  f r o m  t h e  f i e l d  h a s  o c c u r r e d  a n d  
e a c h  l e s s e e  r e q u e s t i n g  t h e  r e d u c t i o n  h a s  m a d e  a c l e a r  s h o w i n g  
t h a t  t h e  r e v e n u e  f r o m  all h y d r o c a r b o n s  p r o d u c e d  f r o m  t h e  f i e l d  
is i n s u f f i c i e n t  t o  p r o d u c e  a r e a s o n a b l e  r a t e  o f  r e t u r n  w i t h  
r e s p e c t  t o  t h a t  l e s s e e ' s  t o t a l  i n v e s t m e n t  in t h e  f i e l d . "



S S S B  430 s t a r t e d  t o  m o v e  a c t i v e l y  t h r o u g h  t h e  S e n a t e  
a f t e r  C o n o c o  a n d  D N R  f a i l e d  t o  n e g o t i a t e  a n  a g r e e m e n t  t o  a l t e r  
t h e  r o y a l t y  o b l i g a t i o n  a t  M i l n e  Po i n t .  T h e  m o s t  h o p e f u l  
a t t e m p t  a t  r e s o l v i n g  t h i s  i s s u e  w a s  D N R ' s  o f f e r  of  a r o y a l t y  
r e d u c t i o n  t o  1 2 . 5  p e r c e n t ,  in c o m b i n a t i o n  w i t h  a 1 2 . 5  p e r c e n t  
r o y a l t y  a n d  a 35 p e r c e n t  n e t  p r o f i t  s h a r e  f r o m  t h e  S h a l l o w  
S a n d s  r e s e r v o i r s  at M i l n e  Point. T h i s  w o u l d  h a v e  p r o v i d e d  t h e  
s t a t e  w i t h  r e v e n u e s  e q u i v a l e n t  t o  a 20 p e r c e n t  r o y a l t y ,  w h i l e  
a l l o w i n g  C o n o c o  t o  d e f e r  p a y m e n t  o f  7.5 p e r c e n t  o f  its r o y a l t y  
o b l i g a t i o n .  N e g o t i a t i o n s  b r o k e  down, h o w e v e r ,  w h e n  C o n o c o  
s t a t e d  t h a t  t h e  c o m p a n y  m u s t  h a v e  a r e a l  r e d u c t i o n  in its 
r o y a l t y  o b l i g a t i o n  r a t h e r  t h a n  s i m p l y  t h e  d e f e r r i n g  of  a s h a r e  
o f  t h i s  o b l i g a t i o n .

C o n o c o 's r e q u e s t  f o r  a r o y a l t y  r e d u c t i o n  d e r i v e s  f r o m  t h e  
c o m p a n y ' s  u n f o r t u n a t e  e c o n o m i c  t i m i n g .  T h e  M i l n e  P o i n t  U n i t  
a n d  t h e  c o n s e q u e n t  r o y a l t y  i n c r e a s e  w e r e  e s t a b l i s h e d  a t  a t i m e  
w h e n  t h e  p r i c e  f o r  c r u d e  oil w a s  n e a r  its r e c o r d  high. 
P r o f i t a b i l i t y  p r o j e c t i o n s  at t h e  t i m e  w e r e  s u f f i c i e n t  to 
w a r r a n t  t h e  c o m m e n c e m e n t  o f  p r o d u c t i o n  a c t i v i t i e s ,  
n o t w i t h s t a n d i n g  t h e  20 p e r c e n t  r o y a l t y .

B e c a u s e  of  t h e  l o w e r  c u r r e n t  p r i c e  f o r  c r u d e  oil, 
h o w e v e r ,  C o n o c o  c l a i m s  t h a t  t h e  l i f e  o f  t h e  M i l n e  P o i n t  f i e l d  
w i l l  b e  t e r m i n a t e d  p r e m a t u r e l y  u n l e s s  t h e  c o m p a n y  is p r o v i d e d  
w i t h  s o m e  m e a s u r e  of  r o y a l t y  r e l i e f .  C o n o c o  f u r t h e r  s t a t e s  
t h a t  t h e  reductio.. o r  r e v o c a t i o n  o f  its M i l n e  P o i n t  r o y a l t y  
o b l i g a t i o n  w i l l  e n h a n c e  t h e  c o m p a n y ' s  o p p o r t u n i t y  t o  d e v e l o p  
t h e  n e a r b y  S h a l l o w  S a n d s  r e s e r v o i r .  H o w e v e r ,  t h e  c o s t s  of 
f i e l d  d e v e l o p m e n t  a r e  e x p e c t e d  t o  f a r  e x c e e d  t h e  r e v e n u e s  
r e t a i n e d  b y  C o n o c o  t h r o u g h  a r e d u c t i o n  in its r o y a l t y  
o b l i g a t i o n .
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D e a r  S e n a t o r  S t u r g u l e w s k i :

T h e  D e p a r t m e n t  o f  N a t u r a l  R e s o u r c e s  s u p p o r t s  SS SB 430, 
w h i c h  is s c h e d u l e d  for a h e a r i n g  t o d a y  in t h e  S e n a t e  
R e s o u r c e s  C o m m i t t e e .  The b i l l  w o u l d  a u t h o r i z e  the 
c o m m i s s i o n e r  o f  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  u n d e r  
c e r t a i n  c i r c u m s t a n c e s  to r e d u c e  or  r e v o k e  o i l  or  gas r o y a l t y  
o b l i g a t i o n  i n c r e a s e s  m a d e  in c o n n e c t i o n  w i t h  the i n s t i t u t i o n  
or o p e r a t i o n  of a c o o p e r a t i v e  o r  u n i t  plan.

T h e  b i l l  p r i m a r i l y  w o u l d  a f f e c t  the M i l n e  P o i n t  Unit, a 
s m a l l  N o r t h  S l o p e  o i l  f i e l d  w h i c h  b e g a n  p r o d u c t i o n  l a s t  
fall.

C o n o c o ,  Inc., the M i l n e  P o i n t  U n i t 'o p e r a t o r , has b e e n  
s e e k i n g  for s e v e r a l  y e a r s  to r o l l  b a c k  a 20% r o y a l t y  o n  
c e r t a i n  M i l n e  P o i n t  leases. T h e  r o y a l t y  o b l i g a t i o n  o n  t h o s e  
l e a s e s  w a s  i n c r e a s e d  f r o m  12.5% to 20% u n d e r  a n  a g r e e m e n t  
r e q u i r e d  by the d e p a r t m e n t  in 1979 as a c o n d i t i o n  of 
a p p r o v a l  o f  t h e  M i l n e  P o i n t  Unit.

As a r e s u l t  o f  a n  a p p l i c a t i o n  for r o y a l t y  r e l i e f  f i l e d  last 
f a l l  by  C o n o c o  a n d  M i l n e  P o i n t  U n i t  w o r k i n g  i n t e r e s t  o w n e r s  
R e a d i n g  a n d  B a t e s  P e t r o l e u m  C o m p a n y ,  C h a m p l i n  P e t r o l e u m  
C o m p a n y  a n d  C i t i e s  O i l  and Gas C o r p o r a t i o n ,  t h e  d e p a r t m e n t  
h as e x a m i n e d  c o n f i d e n t i a l  e c o n o m i c ,  g e o l o g i c a l ,  g e o p h y s i c a l  
a n d  e n g i n e e r i n g  d a t a  s u p p l i e d  by the c o m p a n i e s .  B a s e d  u p o n  
t h a t  r e v i e w ,  the d e p a r t m e n t  b e l i e v e s  t h a t  r e s c i n d i n g  the

 r o y a l t y — i n c r e a s e  w o u l d  e n c o u r a g e  c o n t i n u e d  p r o d u c t i o n  a n d
f u r t h e r  d e v e l o p m e n t  of  oil r e s e r v o i r s  w i t h i n  t h e  M i l n e  P o i n t  
Unit.

U n d e r  e x i s t i n g  a n d  f o r e c a s t e d  e c o n o m i c  c o n d i t i o n s ,  t h e r e  is 
a h i g h  l i k e l i h o o d  t h a t  b o t h  the e c o n o m i c  a n d  p h y s i c a l  
r e c o v e r y  of o i l  and gas at M i l n e  P o i n t  w i l l  n o t  be m a x i m i z e d  
for e i t h e r  the c o m p a n i e s  o r  the s t a t e  at  a r o y a l t y  r a t e  of 
20%. P r o d u c t i o n  o f  o i l  a n d  gas f r o m  the d e v e l o p e d  r e s e r v o i r  
(i.e., t h e  K u p a r u k  R i v e r  formation) w i l l  n o t  b e  m a x i m i z e d ,  
a n d  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 f  o i l  and g a s  f r o m  y e t  to be
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d e v e l o p e d  r e s e r v o i r s  (i.e., the S h a l l o w  S a n d s  - h e a v y  oil 
and gas r e s e r v o i r s ,  g e o l o g i c a l l y  e q u i v a l e n t  to A R C O ' s  W e s t  
S a k - U g n u  r e s e r v o i r s  at K u p a r u k  Unit) l i k e l y  w i l l  n o t  o c c u r  
at all. T h e  c o m p a n i e s  h a v e  m a d e  a p e r s u a s i v e  c a s e  t h a t  they 
c a n n o t  be r e a s o n a b l y  a s s u r e d  a n  a d e q u a t e  r a t e  o f  r e t u r n  on 
any f u t u r e  or i n c r e m e n t a l  i n v e s t m e n t  u n d e r  t h e  e x i s t i n g  20% 
r o y a l t y .  G i v e n  t h e  f u r t h e r  e r o s i o n  o f  c r u d e  o i l  p r i c e s  
s i n c e  the a p p l i c a t i o n  w a s  f i l e d  w i t h  the s t a t e  l a s t  O c t o b e r ,  
it is p o s s i b l e  t h a t  c u r r e n t  p r o d u c t i o n  w i l l  be  h a l t e d  if the 
r o y a l t y  ra t e  o n  the l e a s e s  r e m a i n s  a t  20 pe r c e n t .

A c a r e f u l  r e v i e w  b y  s t a f f  o f  t h e  d a t a  and a n a l y s e s  supplied" 
by the c o m p a n i e s  c o n f i r m s  that, u n d e r  c u r r e n t  a n d  e x p e c t e d  
m a r k e t  c o n d i t i o n s ,  the c o m p a n i e s  l i k e l y  w i l l  n o t  r e c e i v e  an 
a d e q u a t e  ra t e  of r e t u r n  o n  t h e i r  c u r r e n t  i n v e s t m e n t s ,  a n d  
t h a t  f u t u r e  i n v e s t m e n t s  in t h e  M i l n e  P o i n t  U n i t  a l s o  w o u l d  
y i e l d  a less th a n  s a t i s f a c t o r y  return. It is a l s o  v e r y  
l i k e l y  t h a t  if c u r r e n t  c o n d i t i o n s  p e r s i s t  (or g e t  w o r s e ) , 
the f i e l d  w i l l  be s h u t - i n  if the r o y a l t y  r e m a i n s  a t  20%. In 
a d d i t i o n ,  fut u r e  d e v e l o p m e n t  of the M i l n e  P o i n t  U n i t  S h a l l o w  
S a n d s  is a l m o s t  c e r t a i n  n o t  to o c c u r  at a 20% r o y a l t y .

A  r e d u c t i o n  in the r o y a l t y  r a t e  f r o m  20% to 12.5% w o u l d  
r e s u l t  in a r e v e n u e  d e c r e a s e  to the S t a t e  o f  a p p r o x i m a t e l y  
$4.5 m i l l i o n  a y e a r  f r o m  the M i l n e  P o i n t  Unit. (See 
a t t a c h e d  f i s c a l  note.)

The d e p a r t m e n t  has t r i e d  to a d d r e s s  t h e  n e e d  for r o y a l t y  
r e l i e f  w i t h i n  the c u r r e n t  s t a t u t o r y  f r a m e w o r k ,  a n d  e a r l i e r  
this y e a r  p r o p o s e d  t h a t  the r o y a l t y  o b l i g a t i o n  be c h a n g e d  
(not reduced) to a 1 2 .5% r o y a l t y  and a 35% N e t  P r o f i t  S h a r e  
in l i e u  of the c u r r e n t  20% r o y a l t y .  T h e  c o m p a n i e s  h a v e  not  
a c c e p t e d  this p r o p o s a l ,  e v e n  t h o u g h  it w o u l d  h a v e  the e f f e c t  
o f  an i m m e d i a t e  r e d u c t i o n  in the r p y a l t y  o b l i g a t i o n ,  and  
w o u l d  l e a v e  o p e n  t h e  o p p o r t u n i t y  for the c o m p a n i e s  to a p ply 
for f u r t h e r  r e l i e f  a f t e r  two y e a r s  o f  f i e l d  p r o d u c t i o n  b a s e d  
o n  t h e  facts a n d  c i r c u m s t a n c e s  at t h a t  time.

T h e  d e p a r t m e n t  has b e e n  c o n s t r a i n e d  f r o m  c o n s i d e r i n g  an 
o u t r i g h t  r o y a l t y  r e d u c t i o n  by A S  3 8 . 0 5 . 1 8 0  (j ), w h i c h  
p r e c l u d e s  the c o m m i s s i o n e r  f r o m  g r a n t i n g  a r e d u c t i o n  o f  a 
l e a s e  r o y a l t y  " u n t i l  two years' i n i t i a l  p r o d u c t i o n  f r o m  the 
f i e l d  has o c c u r r e d  a n d  e a c h  l e s s e e  r e q u e s t i n g  t h e  r e d u c t i o n  
has m a d e  a c l e a r  s h o w i n g  t h a t  the r e v e n u e  f r o m  all 
h y d r o c a r b o n s  p r o d u c e d  f r o m  the f i e l d  is i n s u f f i c i e n t  to 
p r o d u c e  a r e a s o n a b l e  r a t e  o f  r e t u r n  w i t h  r e s p e c t  to t h a t  
l e s s e e ' s  t o t a l  i n v e s t m e n t  in t h a t  f i e l d . "

T h e  d e p a r t m e n t ' s  p r o p o s a l  to c h a n g e  t h e  e x i s t i n g  r o y a l t y  
ra t e  w a s  b a s e d  on t h e  a u t h o r i t y  of AS 3 8 . 0 5 . 1 8 0  (p), 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 c h a n g e  r o y a l t y  r e q u i r e m e n t s  
o f  u n i t i z e d  leases "as t h e  c o m m i s s i o n e r  d e t e r m i n e s  n e c e s s a r y
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or  p r o p e r  to s e c u r e  the p r o p e r  p r o t e c t i o n  of the p u b l i c  
i n t e r e s t . "  U n d e r  the d e p a r t m e n t ' s  p r o p o s a l ,  t h e  s t a t e  
l i k e l y  w o u l d  h a v e  b e e n  c o m p e n s a t e d  f o r  t h e  n e a r - t e r m  r e v e n u e  
l o s s e s  r e s u l t i n g  f r o m  a r e d u c t i o n  to a 12.5% r o y a l t y  r a t e  b y  
the f u r t h e r  r e c e i p t  of  r e v e n u e s  f r o m  the d e v e l o p m e n t  o f  the 
S h a l l o w  S a n d s  r e s e r v o i r s  at M i l n e  P o i n t  a n d  t h e  a p p l i c a t i o n  
of the 35% N e t  F r o f i t  S h a r e  and the 1 2 . 5 %  r o y a l t y " t o  t h a t  
p r o d u c t i o n .  R e v e n u e s  to the s t a t e  o v e r  time l i k e l y  w o u l d  
h a v e  b e e n  e q u i v a l e n t  o r  g r e a t e r  u n d e r  t h e  d e p a r t m e n t ' s  
p r o p o s a l ,  b u t  the i n c o m e  w o u l d  ha v e  b e e n  del a y e d .

T h e  d e p a r t m e n t  b e l i e v e s  t h a t  it is n o t  a u t h o r i z e d  t o  r e d u c e  
the r o y a l t y  o b l i g a t i o n  u n d e r  AS 3 8 . 0 5 . 1 8 0 (p), b e c a u s e  o f  t h e  
l i m i t a t i o n  AS 3 8 . 0 5 . 1 8 0 (j) a p p e a r s  t o  p l a c e  o n  the 
c o m m i s s i o n e r ' s  powers. If AS  38.05. 180 (j) a p p l i e d  o n l y  to 
l e a s e s  t h a t  h a d  n o t  y e t  b e e n  u n i t i z e d ,  AS 3 8 . 0 5 . 1 8 0 (j) w o u l d  
b e  a n u l l i t y  b e c a u s e ,  as a p r a c t i c a l  m a t t e r ,  u n i t i z a t i o n  
a l w a y s  p r e c e d e s  p r o d u c t i o n .  R e l a t e d  s t a t u t e s  s h o u l d  n o t  be 
c o n s t r u e d  to m a k e  o n e  s t a t u t e  a n u l l i t y .

F u r t h e r ,  the g e n e r a l  r u l e  o f  s t a t u t o r y  c o n s t r u c t i o n  is th a t 
s p e c i f i c  p r o v i s i o n s  c o n t r o l  g e n e r a l  p r o v i s i o n s .  U n d e r  this 
rule, the s p e c i f i c  r o y a l t y  r e d u c t i o n  p r o v i s i o n s  of 
AS 38.05. 180 (j) w o u l d  c o n t r o l  the g e n e r a l  p r o v i s i o n s  o f  
AS 38 .05. 180 ( p ) .

F u r t h e r ,  the l e g i s l a t i v e  h i s t o r y  of AS 38 . 05 . 180 (j) ar g u e s  
a g a i n s t  u s i n g  A S  3 8 . 0 5 . 1 8 0 (p) to c i r c u m v e n t  t h e  r o y a l t y  
r e d u c t i o n  l i m i t a t i o n s  s t a t e d  in A S  38 . 05. 180 (j ) .

T e s t i m o n y  b e f o r e  t h e  L e g i s l a t u r e  in 1978 f o c u s e d  o n  r o y a l t y  
r e d u c t i o n s  in c o n j u n c t i o n  w i t h ’the i n c r e a s e d  f l e x i b i l i t y  
g i v e n  to the c o m m i s s i o n e r  to s e l e c t  b i d d i n g  m e t h o d s .  A  
p r i m e  c o n c e r n  w a s  to p r e v e n t  r o y a l t y  b i d  m a n i p u l a t i o n ,  w h e r e  
a b i d d e r  o b t a i n s  a t r a c t  by b i d d i n g  a n  u n r e a s o n a b l y  h i g h  
r o y a l t y  c o u n t i n g  o n  a s u b s e q u e n t  r o y a l t y  r e d u c t i o n  to m a k e  
the l e a s e  p r o f i t a b l e .  A l t h o u g h  the c o m p a n i e s  o b t a i n e d  t h e i r  
l e a s e s  a t  a f i x e d  r o y a l t y  sale, the p o l i c y  a g a i n s t  r o y a l t y  
b i d d i n g  is a r g u a b l y  s t i l l  a p p l i c a b l e .  T h e  c o m p a n i e s '  l e a s e s  
w e r e  a b o u t  to expire, c a u s i n g  the c o m p a n i e s  to a g r e e  to 
increase--royalties. JLn_order _to..keep__from l o s i n g  t h e  l e a s e s  
w h i c h  w e r e  a b o u t  to expire.

T h e  b i l l  t h a t  c r e a t e d  A S  3 8 . 0 5 . 1 8 0 (j) w e n t  t h r o u g h  s e v e r a l  
c o m m i t t e e  s u b s t i t u t e s .  One c o m m i t t e e ,  t h e  H o u s e  R e s o u r c e s  
C o m m i t t e e ,  v o t e d  to p l a c e  an e x p r e s s  l i m i t  o n  the 
c o m m i s s i o n e r ' s  p o w e r s  u n d e r  A S  3 8 . 0 5 . 1 8 0 (p) by a d d i n g  the 
l a n g u a g e :  "however, the c o m m i s s i o n e r  m a y  not r e d u c e  the
s t a t e ' s  r o y a l t y  w i t h i n  any u n i t  e x c e p t  as p r o v i d e d  in  [j] of 
t h i s  s e c t i o n . "  A s u b s e q u e n t  c o m m i t t e e  r e v i e w i n g  t h e  bill, 
the S e n a t e  R e s o u r c e s  C o m m i t t e e ,  d e l e t e d  t h a t  l a n g u a g e ,  b u t  
its s o l e  m o t i v e  .was th a t  the l a n g u a g e  w a s  u n n e c e s s a r y  s i nce 
t h a t  c o m m i t t e e  h a d  a l r e a d y  d e c i d e d  to d e l e t e  A S  3 8 . 0 5 . 1 8 0  (j) 
a l t o g e t h e r .  •



T h e  H o n o r a b l e  A r l i s s  S t u r g u l e w s k i  - 4 - March 1 7 ,  1986

L a t e r  in the S e n a t e  R e s o u r c e s  h e a r i n g ,  D N R  p o i n t e d  o u t  t h a t  
AS  38.05. 180 (j ) g r a n t e d  the c o m m i s s i o n e r  le s s  p o w e r  to 
r e d u c e  r o y a l t i e s  t h a n  e x i s t e d  at t h a t  ti m e  u n d e r  
AS 3 8 . 0 5 . 1 4 0 .  The c o m m i t t e e  t h e n  v o t e d  to a m e n d  AS 
3 8 . 0 5 . 1 4 0  to d e l e t e  the c o m m i s s i o n e r ' s  r o y a l t y  r e d u c t i o n  
p o w e r s  f o r  o i l  and gas, and v o t e d  to r e i n s t a t e  
A S  3 8 . 0 5 . 1 8 0  (j ). T h e  c o m m i t t e e  i m m e d i a t e l y  a d j o u r n e d ,  
w i t h o u t  t a k i n g  up t h e  q u e s t i o n  o f  w h e t h e r  the p r e v i o u s  
c o m m i t t e e ' s  l i m i t a t i o n  o f  AS 3 8 . 0 5 . 1 8 0  (p) s h o u l d  be 
r e t a i n e d .

In  v i e w  o f  this l e g i s l a t i v e  h i s t o r y ,  the d e p a r t m e n t  
c o n c l u d e d  t h a t  the s p e c i f i c  r o y a l t y  r e d u c t i o n  l i m i t a t i o n s  
s t a t e d  in AS  3 8 . 0 5 . 1 8 0  (j) c o n t r o l  the g e n e r a l  r o y a l t y  
r e d u c t i o n  p o w e r s  g r a n t e d  in A S  3 8 . 0 5 . 1 8 0 ( p ) .

T h a n k  y o u  for the o p p o r t u n i t y  to c o m m e n t  o n  SS SB 430.

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

A t t a c h m e n t

cc: S e n a t o r  B e t t v e  F a h r e n k a m p



(c o n o c o )
C o n o c o  Inc. 
3201 C S tree t 
S u ite  200 
A n chorage , AK. 
(907) 564-7600

D e c e m b e r  23, 1985

The H o n o r a b l e  M ik e  Davis 

R e p r e s e n t a t i v e ,  A l a s k a  

315 B a r n e t t e  Street 

S uite 101

Fairban ks , A l a s k a  99701

Re: E n c l o s e d  Reques t for U nit

A g r e e m e n t  A m e n d m e n t

Dear  R e p r e s e n t a t i v e  Davis:

E n c l o s e d  is a copy of a re q u e s t  b y  C o n o c o  Inc. a nd  o t h e r  M i l n e  Point 

Unit w o r k i n g  int erest o wn e r s  to a m e n d  the M i l n e  P oi nt  U nit Agree me nt . 

T h e  c o m p a n i e s  s u b m i t t e d  the r e q u e s t  to D N R  on N o v e m b e r  4, 1985. The

am e n d m e n t  w o u l d  re m o v e  a 7%% r o y a l t y  s u r c h a r g e  that w a s  impos ed  upon  

these c o m p a n i e s  b y  D N R  C o m m i s s i o n e r  R o b e r t  L e R e s c h e  in S eptember, 1979.

G r a n t i n g  the c o m p a n i e s ' r e q u e s t  for  r e m o v a l  of the sur cha rg e w i l l  have  a 

n e g l i g i b l e  eff ect  on c u rr ent  state revenues. Indeed, the s u r c ha rge  wil l  

net the state o n l y  some $8 m i l l i o n  in a d d i t i o n a l  roy al ti es  in 1986.

However, if the s u r c h a r g e  r es ul ts in p r e m a t u r e  field a ba nd o n m e n t ,  the 

state w i l l  su ff e r  a f or se e a b l e  $1.1 b i l l i o n  ne t loss in taxes and 

royalties. Mor eo ve r,  the s u b s e q u e n t  p r o d u c t i o n  at M i l n e  P oin t w h i c h  is 

j e o p a r d i z e d  by  the s u r c h a r g e  is c r i t i c a l  to the state. F o r  example, if 

the su r c h a r g e  is removed, and the unit is f ul ly  developed, the state 's 

p r o j e c t e d  FY 1996 oil p r o d u c t i o n  d e c l i n e  w i l l  be  r e d u c e d  b y  31%.

Ei th er  i n a c t i o n  b y  DNR, o r  D N R' s r e f u s a l  to a c k n o w l e d g e  its a u t h o r i t y  to 

grant the companies' request, m a y  n e c e s s i t a t e  a l e g i s l a t i v e  r e s p o n s e  in 

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

m a r g i n a l  f ield o n  the N o r t h  Slope, a n d  the r e s u l t a n t  loss in state

revenue. As a result, w e  h op e  that you, and yo u r  staff, w i l l  have the

o p p o r t u n i t y  to r e v i e w  the compa ni es'  papers.

Thi s m a t t e r  arose in 1979, w h e n  the M i l n e  P o i n t  c o m p an ie s a p p lie d to 

C o m m i s s i o n e r  L e R e s c h e  for a ppr o v a l  of the M i l n e  P o i n t  Unit. The c o m m i s­

sioner r e f u s e d  to a p p r o v e  the uni t  u n l e s s  the c o m p a n i e s  c o n s e n t e d  to pay 

a 20% royalty, rat he r th a n  the 12*$% that had b e e n  agr ee d to at the 1969 

c o m p e t i t i v e  sale. The companies, of course, had little choice bu t to 

acc ep t the c o m m i s s i o n e r ' s  dem ands, s i nc e a r e j e c t i o n  of the unit



a p p l i c a t i o n  w o u l d  mea n that the c om p a n i e s  w o u l d  lose their leases, and 

no p r o d u c t i o n  wo ul d o c cu r at M i l n e  Point at all.

C o m m i s s i o n e r  L e R e s c h e  w a s  mo tiv a t e d ,  at the time, b y  his a s s u m p t i o n  that 

w e l l h e a d  pri ce s in the m i d - 1 9 8 0 ' s  w o u l d  be about $34 per barrel, and 

that the ma r k e t  could ther ef or e bear  this r o y a l t y  surcharge. In fact, 

w e l l h e a d  pri ce s are n o w  a bout $14 per barre l.  As a result, the effect 

of the s u r c ha rge  will, in all pr ob ab i l i t y ,  not be to incre as e state 

revenues, b u t  rat he r to s u b s t a n t i a l l y  re d u c e  o v e r a l l  state taxes and 

ro y a l t i e s  b e c a u s e  of a p r e m a t u r e  field a b a nd on me nt . Indeed, as the 

e nc lo se d pape rs  indicate, w i t h  the s u r c har ge  the M i l n e  Po in t Unit may 

have as little as an 8-y ea r field life.

Cono co  re co g n i z e s  that, in 1978, the l e g i s l a t u r e  l i m i t e d  the c o m m i s s i o n­

er's a b i l i t y  to redu ce  r o y a l t i e s  on i n d i v i d u a l  leases in order to 

preve nt i r r e s po nsi bl e r o y a l t y  b i d d i n g  at c o m p e t i t i v e  sales. The  l i m i t a­

tion w a s  i nt end ed  to guard ag a i n s t  abu se s w h e n  the r o y a l t y  w a s  a bid 

v a r i a b l e  —  a s i t u a t i o n  not p r e s e n t  here. As ou r b r ief  d em onstrates, 

that l i m i t a t i o n  does not preve nt  the c o m m i s s i o n e r  from a m e n d i n g  h er  own 

unit a greements. And, an am e n d m e n t  to the u n i t  a g r e e m e n t  is all  that is 

needed, and all that is a s ked  for here. T h e  12*s% r o y a l t y  in the c om­

panies' leases w i l l  rem a i n  intact.

T h e  c o m p a n i e s  are h o p i n g  that D N R  w i l l  r e c o g n i z e  its autho ri ty,  an d act 

u p o n  the companies' r e qu es t quickly. If the a g e n c y  d e c id es  that it does 

not have a u t h o r i t y  to amend its own  unit a g r e em en ts , the co m p a n i e s  wi l l  

h a v e  two o p t i o n s  The  first, of course, is to litigate. And, w h i l e  the 

c o m p a n i e s  are  c o n f ide nt  that they w o u l d  u l t i m a t e l y  p r e v a i l  in that 

litigation, that o p t i o n  w i l l  be co s t l y  an d time consuming. As our b ri ef  

indicates, it is v e r y  impo rt an t that a f inal d e c i s i o n  on the royalty 

s u r cha rg e be m a d e  shortly. T h er ef or e, d e l a y i n g  r e s o l u t i o n  of this issue 

for 2-3 ye ar s of l i t i g a t i o n  m a y  b r i n g  a b o u t  the e a r l y  a b a n d o n m e n t  of 

M i l n e  P oint i r r e s p e c t i v e  of the u l t i m a t e  outcome.

The other o pt i o n  is l e g i s l a t i o n  that w o u l d  e ve n  m o r e  c l ea rl y di re ct  the 

c o m m i s s i o n e r  to act in the v e r y  limi te d and  c o m p e l l i n g  c i r c u m s t a n c e s  

p r ese nt  here. We ha d h o p e d  that D N R  w o u l d  p r o c e s s  our r e q ues t in a way 

that w o u l d  a l l o w  the l e g i s l a t u r e  to c o n s i d e r  this matte r,  if it n e ed s to 

c on s i d e r  it at all, r e s p o n s i b l y  and in due course. We th er ef or e asked 

D N R  to d e c i d e  the companies' r e q u e s t  w e l l  p r i o r  to the c o n v e n i n g  of the 

u p c o m i n g  le g i s l a t i v e  session; and, to that end, w e  s u b m i t t e d  our request 

m o r e  than two m o n t h s  b e f o r e  the s e s s i o n  w a s  to commence. If the agency 

delays ou r request, the l e g i s l a t u r e  m a y  find itself faci ng  a n e w  oil and 

gas issue in m i d -s es sio n.  We are t h e re for e d e e p l y  conc ern ed  that DNR  

has yet to act on our r e q u e s t  ev e n  at the s t af f l evel —  p a r t i c u l a r l y  in 

light of the fact that D N R  has k n o w n  of this issue, and the need to 

reso lv e it, since October, 1983.

At this point, then, w e  w o u l d  a p p r e c i a t e  w h a t e v e r  effor ts y o u  feel 

a p p r opr ia te  toward e n c o u r a g i n g  C o m m i s s i o n e r  W u n n i c k e  to m a k e  h er final



d e c i s i o n  b ef o r e  yo u r  next  s e ss io n commences. And, we w i l l  certa in ly  

keep y o u  a d v i s e d  of the pr og r e s s  of our request.

T h a n k  you  in a d v an ce for the a t t e n t i o n  w h i c h  I k n o w  that you, and your 

staff, w i l l  give to this matter.

Sincerely,

w
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