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T O :  S e n a t e  R e s o u r c e  C o m m i t t e e  M e m b e r s  M a r c h  1 7 ,  1 9 8 5

FROM : S e n a t e  R e s o u r c e  C o m m i t t e e  S t a f

R E :  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  N o .  4 3 0
" A n  A c t  a u t h o r i z i n g  t h e  c o m m i s s i o n e r  o f  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  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  t o  r e d u c e  o r  
r e v o k e  r o y a l t y  o i l  o r  g a s  o b l i g a t i o n  i n c r e a s e s  m a d e  i n  
c o n n e c t i o n  w i t h  t h e  i n s t i t u t i o n  o r  o p e r a t i o n  o f  a  c o o p e r a t i v e  
o r  u n i t  p l a n ;  a n d  p r o v i d i n g  f o r  a n  e f f e c t i v e  d a t e . "

I n  t h i s  p a c k e t  i s  a  a n a l y s i s  o f  t h i s  b i l l  b y  t h e  s p o n s o r ,  a  
l e t t e r  a n d  f i s c a l  n o t e  f r o m  D N R , a  l e t t e r  f r o m  CONOCO a n d  a  
r e l e v a n t  a r t i c l e  f r o m  t h e  D a i l y  N e w s .



S P O N S O R  A N A L Y S I S  O F  S B  4 3 0

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

P U R P O S E

T h e  p u r p o s e  o f  S B  430 is t o  r e m o v e  a p e r c e i v e d  a m b i g u i t y  in 

A l a s k a ' s  o i l  a n d  g a s  l a w s  t h a t  is i m p a i r i n g  t h e  C o m m i s s i o n e r  o f  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 '  ("DNR") a b i l i t y  t o  e n c o u r a g e  o i l  

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

B A C K G R O U N D

I n  1 9 7 9 ,  D N R  a d o p t e d  a s h o r t - l i v e d  p o l i c y  o f  r e q u i r i n g  a 

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

u n i t s .  F o r  e x a m p l e ,  w h e n  t h e  w o r k i n g  i n t e r e s t  o w n e r s  o f  t h e  M i l n e  

P o i n t  U n i t  s o u g h t  u n i t  a p p r o v a l  i n  S e p t e m b e r ,  1 9 7 9 ,  t h e y  w e r e  

r e q u i r e d  t o  a c c e p t  a n  i n c r e a s e  i n  t h e i r  r o y a l t y  f r o m  1 2 % %  t o  20%.

T h i s  7 % %  r o y a l t y  s u r c h a r g e  w a s  i m p o s e d  a t  a t i m e  w h e n  D N R  

b e l i e v e d  t h a t ,  i n  1 9 8 5 ,  t h e  w e l l h e a d  p r i c e  o f  M i l n e  P o i n  o i l  w o u l d  

b e  a p p r o x i m a t e l y  $ 3 4 / b a r r e l .  I n  f a c t ,  t h e  c u r r e n t  w e l l h e a d  p r i c e  

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

P o i n t  U n i t  h a s  b e e n  s u s p e n d e d .

T H E  P R O B L E M

D N R  r e c o g n i z e s  t h e  d r a m a t i c  d i f f e r e n c e  b e t w e e n  t h e  p r e d i c t i o n s  

o f  1 9 7 9 ,  a n d  t h e  f a c t s  o f  1 9 8 6 .  F r o m  t h e  i n d u s t r y ' s  p e r s p e c t i v e ,  

D N R  sf o u l d  r e c o n s i d e r  t h e  d e s i r a b i l i t y  o f  i t s  r o y a l t y  s u r c h a r g e  * 

b e c a u s e  o f  t h e s e  c h a n g e s .  T h a t  a g e n c y  is c o n c e r n e d ,  h o w e v e r ,  t h a t



t h e  l e g i s l a t u r e  m a y  h a v e  u n i n t e n t i o n a l l y  l i m i t e d  D N R ' s  a u t h o r i t y  to 

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

T h e  1 9 7 9  r o y a l t y  s u r c h a r g e  w a s  i m p o s e d  u n d e r  A S  3 8 . 0 5 . 1 8 0  (p) ,

w h i c h  b r o a d 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  " c h a n g e  o r  r e v o k e  . . 

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

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

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

t i m e  o f  u n i t  " o p e r a t i o n . "  A s  a r e s u l t ,  t h a t  s u b s e c t i o n  e m p o w e r s  

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

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

D N R ,  h o w e v e r ,  h a s  a l s o  p o i n t e d  t o  A S  3 8 . 0 5 . 1 8 0  (j ) , w h i c h  

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

m a y  b e  r e d u c e d  o n  " l e a s e s . "  S i n c e  D N R  b e l i e v e s  t h a t  t w o  y e a r ' s  

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

a g e n c y  is c o n c e r n e d  t h a t  t h e  t w o  y e a r  l i m i t a t i o n  o f  s u b s e c t i o n  (j) 

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

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  i n  c o n j u n c t i o n  w i t h  u n i t i z a t i o n  u n d e r  

s u b s e c t i o n  ( p ) .

L E G I S L A T I V E  H I S T O R Y

A  r e v i e w  o f  t h e  l e g i s l a t i v e  h i s t o r y  o f  s u b s e c t i o n  (j) s h o w s  

t h a t  t h i s  w a s  n e v e r  t h e  l e g i s l a t u r e ' s  i n t e n t .  I n  1 9 7 8 ,  " w h e n  

s u b s e c t i o n  (j) w a s  c r e a t e d , "  t h e  l e g i s l a t u r e  a u t h o r i z e d  r o y a l t y  a n d  

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

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



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

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

(j) i n  o r d e r  t o  l i m i t  t h e  c i r c u m s t a n c e s  u n d e r  w h i c h  a l e s s e e  c o u l d  

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

c o m p e t i t i v e  s a l e .

O n  t h e  o t h e r  h a n d ,  i t  w a s  n e v e r  t h e  l e g i s l a t u r e ' s  i n t e n t i o n  t o  

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

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

a m e n d m e n t  w h i c h  w o u l d  h a v e  m a d e  t h e  c o m m i s s i o n e r ' s  u n i t i z a t i o n  

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

s u b s e c t i o n  (j) w a s  r e j e c t e d  b y  t h e  l e g i s l a t u r e .

W h a t  the B i l l  D o e s

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

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

r e c o n s i d e r i n g  i t s  r o y a l t y  s u r c h a r g e .  A c c o r d i n g l y ,  S B  430 w o u l d  

r e m o v e  a n y  q u e s t i o n  a b o u t  t h e  c o m m i s s i o n e r ' s  a u t h o r i t y  t o  c h a n g e  

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

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

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

a g r e e d  to a t  t h e  c o m p e t i t i v e  s a l e ;  r a t h e r ,  i t  w o u l d  o n l y  a u t h o r i z e  

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

a g r e e m e n t  i t s e l f .
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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  S S  S B  430, 
w h i c h  is s c h e d u l e d  f o r  a h e a r i n g  t o d a y  i n  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 .  T h e  b i l l  w o u l d  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  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  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  t o  r e d u c e  o r  r e v o k e  o i l  o r  g a s  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  i n  c o n n e c t i o n  w i t h  t h e  i n s t i t u t i o n  
o r  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 .

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  t h e  M i l n e  P o i n t  U n i t ,  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  
f a l l .

C o n o c o ,  I n c . ,  t h e  M i l n e  P o i n t  U n i t  o p e r a t o r ,  h a s  b e e n  
s e e k i n g  f o r  s e v e r a l  y e a r s  t o  r o l l  b a c k  a 2 0 %  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  l e a s e s .  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  1 2 . 5 %  t o  2 0 %  u n d e r  a n  a g r e e m e n t  
r e q u i r e d  b y  t h e  d e p a r t m e n t  in 1 9 7 9  as a c o n d i t i o n  o f  
a p p r o v a l  o f  t h e  M i l n e  P o i n t  U n i t .

A s  a r e s u l t  o f  a n  a p p l i c a t i o n  f o r  r o y a l t y  r e l i e f  f i l e d  l a s t  
f a l l  b y  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  a n d  G a s  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 a s  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  b y  t h e  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 ,  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  r e s c i n d i n g  t h e  
••'oyalty 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  o f  o i l  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  
U n i t .

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  t h e  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  o f  o i l  a n d  g a s  a t  M i l n e  P o i n t  w i l l  n o t  b e  m a x i m i z e d  
f o r  e i t h e r  t h e  c o m p a n i e s  o r  t h e  s t a t e  a t  a r o y a l t y  r a t e  o f  
20 % .  P r o d u c t i o n  o f  o i l  a n d  g a s  f r o m  t h e  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  f o r m a t i o n )  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  a n d  g a s  f r o m  y e t  t o  b e
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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., t h e  S h a l l o w  S a n d s  - h e a v y  o i l  
a n d  g a s  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  t o  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  a t  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  
a t  a l l .  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  t h e y  
c a n n o t  b e  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  o n  
a n y  f u t u r e  o r  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  2 0 %  
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  t h e  a p p l i c a t i o n  w a s  f i l e d  w i t h  t h e  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  b e  h a l t e d  i f  t h e  
r o y a l t y  re.te o n  t h e  l e a s e s  r e m a i n s  a t  20 p e 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  a n d  a n a l y s e s  s u p p l i e d  
b y  t h e  c o m p a n i e s  c o n f i r m s  t h a t ,  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 ,  t h e  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  a n  
a d e q u a t e  r a t e  o f  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  i n  t h e  M i l n e  Point. U n i t  a l s o  w o u l d  
y i e l d  a l e s s  t h a n  s a t i s f a c t o r y  r e t u r n .  I t  is a l s o  v e r y  
l i k e l y  t h a t  i f  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 ) , 
t h e  f i e l d  w i l l  b e  s h u t - i n  i f  t h e  r o y a l t y  r e m a i n s  a t  20%. I n  
a d d i t i o n ,  f u t u r e  d e v e l o p m e n t  o f  t h e  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  t o  o c c u r  a t  a 2 0 %  r o y a l t y .

A  r e d u c t i o n  i n  t h e  r o y a l t y  r a t e  f r o m  20% t o  1 2 . 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  t o  t h e  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  t h e  M i l n e  P o i n t  U n i t .  (See 
a t t a c h e d  f i s c a l  n o t e . )

T h e  d e p a r t m e n t  h a s  t r i e d  t o  a d d r e s s  t h e  n e e d  f o r  r o y a l t y  
r e l i e f  w i t h i n  t h e  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  
t h i s  y e a r  p r o p o s e d  t h a t  t h e  r o y a l t y  o b l i g a t i o n  b e  c h a n g e d  
(not r e d u c e d )  t o  a 1 2 . 5 %  r o y a l t y  a n d  a 35% N e t  P r o f i t  S h a r e  
i n  l i e u  o f  t h e  c u r r e n t  2 0 %  r o y a l t y .  T h e  c o m p a n i e s  h a v e  n o t  
a c c e p t e d  t h i s  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  t h e  e f f e c t  
o f  a n  i m m e d i a t e  r e d u c t i o n  i n  t h e  r o y a l t y  o b l i g a t i o n ,  a n d  
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  f o r  t h e  c o m p a n i e s  t o  a p p l y  
f o r  f u r t h e r  r e l i e f  a f t e r  t w o  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  f a c t s  a n d  c i r c u m s t a n c e s  a t  t h a t  time.

T h e  d e p a r t m e n t  h a s  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  a n  
o u t r i g t t t : r o y a l t y  r e d u c t i o n  b y  A S  3 8 . 0 5 . 1 8 0 ( j ), w h i c h  
p r e c l u d e d  t h e  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  t w o  y e a r s 1 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 e w i n g  t h a t  t h e  r e v e n u e  f r o m  a l l  
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  i n  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  t o  c h a n g e  t h e  e x i s t i n g  r o y a l t y  
r a t e  w a s  b a s e d  o n  t h e  a u t h o r i t y  o f  A S  3 8 . 0 5 . 1 8 0 ( p ) , w h i c h  
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  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  l e a s e s  " a s  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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o r  p r o p e r  t o  s e c u r e  t h e  p r o p e r  p r o t e c t i o n  o f  t h e  p u b l i c  
i n t e r e s t . "  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 ,  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  t o  a 1 2 . 5 %  r o y a l t y  r a t e  b y  
t h e  f u r t h e r  r e c e i p t  o f  r e v e n u e s  f r o m  t h e  d e v e l o p m e n t  o f  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  a t  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  
o f  t h e  3 5 %  N e t  P r o f i t  S h a r e  a n d  t h e  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  t o  t h e  s t a t e  o v e r  t i m e  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  t h e  i n c o m e  w o u l d  h a v e  b e e n  d e l 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  
t h e  r o y a l t y  o b l i g a t i o n  u n d e r  A S  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  A S  3 8 . 0 5 . 1 8 0  (j) a p p e a r s  t o  p l a c e  o n  t h e  
c o m m i s s i o n e r ' s  p o w e r s .  I f  A S  3 8 . 0 5 .  180 (j) a p p l i e d  o n l y  t o  
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 ,  A S  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  b e  
c o n s t r u e d  t o  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 ,  t h e  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 t h 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  t h i s  
r u l e ,  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  p r o v i s i o n s  o f  
A S  3 8 . 0 5 . 1 8 0 (j) w o u l d  c o n t r o l  t h e  g e n e r a l  p r o v i s i o n s  o f  
A S  3 8 . 0 5 . 1 8 0 ( p ) .

F u r t h e r ,  t h e  l e g i s l a t i v e  h i s t o r y  o f  A S  3 8 . 0 5 . 1 8 0 (j) a r 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  3 8 . 0 5 .  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  i n  1 9 7 8  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  t h e  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  t o  t h e  c o m m i s s i o n e r  t o  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  t o  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  b y  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  t o  m a k e  
t h e  l e a s e  p r o f i t a b l e .  A l t h o u g h  t h e  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  s a l e ,  t h e  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  t o  e x p i r e ,  c a u s i n g  t h e  c o m p a n i e s  t o  a g r e e  t o  
i n c r e a s e  r o y a l t i e s  i n  o r d e r  t o  k e e p  f r o m  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  t o  e x p i r e .

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 .  O n e  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  t o  p l a c e  a n  e x p r e s s  l i m i t  o n  t h e  
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) b y  a d d i n g  t h e  
l a n g u a g e :  " h o w e v e r ,  t h e  c o m m i s s i o n e r  m a y  n o t  r e d u c e  t h e
s t a t e ' s  r o y a l t y  w i t h i n  a n y  u n i t  e x c e p t  as p r o v i d e d  in [j] o f  
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  b i l l ,  
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 ,  d e l e t e d  t h a t  l a n g u a g e ,  b u t  
i t s  s o l e  m o t i v e  w a s  t h a t  t h e  l a n g u a g e  w a s  u n n e c e s s a r y  s i n c e  

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  t o  d e l e t e  A S  3 8 . 0 5 .  180 (j) 
a l t o g e t h e r .
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L a t e r  in t h e  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  
A S  3 8 . 0 5 . 1 8 0 (j) g r a n t e d  t h e  c o m m i s s i o n e r  l e 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  a t  t h a t  t i m e  u n d e r  
A S  3 8 . 0 5 . 1 4 0 .  T h e  c o m m i t t e e  t h e n  v o t e d  t o  a m e n d  A S  
3 8 . 0 5 . 1 4 0  t o  d e l e t e  t h e  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 c r  o i l  a n d  g a s ,  a n d  v o t e d  t o  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  u p  t h e  q u e s t i o n  o f  w h e t h e r  t h e  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  A S  3 8 . 0 5 . 1 8 0 (p) s h o u l d  b e  
r e t a i n e d .

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

T h a n k  y o u  f o r  t h e  o p p o r t u n i t y  t o  c o m m e n t  o n  S S  S B  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 y e  F a h r e n k a m p
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A t t a c h m e n t  t o  f i s c a l  n o t e  fo r  S S S B  4 30

The f i s c a l  impact (revenue) i s  estim ated  on the b a s is  o f  s e v e ra l assumptions

The b i l l  would a f fe c t  o n ly  M ilne P o in t u n it  p roduc tion ;
M ilne P o in t U n it p roduc tion  a t  30 ,000  bpd;
R o y a lty  red u c tio n  from  20% to  12.5% under SSSB 430;
G u lf p r ic e  o f  $ 1 5 /b a r re l.



Conoco Inc.
3201 C Street 
Suite 200
Anchorage, AK 99503 
(907) 564-7600

December 23, 1985

The Honorable Arliss Sturgulewski 
Senator, Alaska 
1024 West Sixth Avenue 
Anchorage, Alaska 99501

Re: Enclosed Request for Unit
Agreement Amendment

Dear Senator Sturgulewski:

Enclosed is a copy of a request by Conoco Inc. and other Milne Point 
Unit working interest owners to amend the Milne Point Unit Agreement. 
The companies submitted the request to DNR on November 4, 1985. The 

amendment would remove a 7*5% royalty surcharge that was imposed upon 
these companies by DNR Commissioner Robert LeResche in September, 1979.

Granting the companies' request for removal of the surcharge will have a 
negligible effect on current state revenues. Indeed, the surcharge will 
net the state only some $8 million in additional royalties in 1986.

However, if the surcharge results in premature field abandonment, the 
state will suffer a forseeable $1.1 billion net loss in taxes and 
royalties. Moreover, the subsequent production at Milne Point which is 
jeopardized by the surcharge is critical to the state. For example, if 
the surcharge is removed, and the unit is fully developed, the state's 
projected FY 1996 oil production decline will be reduced by 31%.

Either inaction by DNR, or DNR's refusal to acknowledge its authority to 
grant the companies' request, may necessitate a legislative response in 
order to prevent premature abandonment of the only currently-active 
marginal field on the North Slope, and the resultant loss in state
revenue. As a result, we hope that you, and your staff, will have the 

opportunity to review the companies' papers.

This matter arose in 1979, when the Milne Point companies applied to 
Commissioner LeResche for approval of the Milne Point Unit. The commis­
sioner refused to approve the unit unless the companies consented to pay 
a 20% royalty, gather than the 12*5% that had been agreed to at the 1969 
competitive sale. The coripan!*"5 of course, had little choice but to
accept the commissioner's demands, since a rejection of the unit



application would mean that the companies would lose their leases, and 
no production would occur at Milne Point at all.

Commissioner LeResche was motivated, at the time, by his assumption that 
wellhead prices in the mid-1980!s would be about $34 per barrel, and 
that the market could therefore bear this royalty surcharge. In fact, 
wellhead prices are now about $14 per barrel. As a result, the effect 
of the surcharge will, in all probability, not be to increase state 
revenues, but rather to substantially reduce overall state taxes and 
royalties because of a premature field abandonment. Indeed, as the 
enclosed papers indicate, with the surcharge the Milne Point Unit may 
have as little as an 8-year field life.

Conoco recognizes that, in 1978, the legislature limited the commission­
er's ability to reduce royalties on individual leases in order to 
prevent irresponsible royalty bidding at competitive sales. The limita­
tion was intended to guard against abuses when the royalty was a bid 

variable —  a situation not present here. As our brief demonstrates, 
that limitation does not prevent the commissioner from amending her own 
unit agreements. And, an amendment to the unit agreement is all that is 
needed, and all that is asked for here. The 12*5% royalty in the com­
panies' leases will remain intact.

The companies are hoping that DNR will recognize its authority, and act 
upon the companies' request quickly. If the agency decides that it does 
not have authority to amend its own unit agreements, the companies will 
have two options The first, of course, is to litigate. And, while the 
companies are confident that they would ultimately prevail in that 
litigation, that option will be costly and time consuming. As our brief 
indicates, it is very important that a final decision on the royalty 
surcharge be made shortly. Therefore, delaying resolution of this issue 
for 2-3 years of litigation may bring about the early abandonment of 
Milne Point irrespective of the ultimate outcome.

The other option is legislation that would even more clearly direct the 
commissioner to act in the very limited and compelling circumstances 
present here. We had hoped that DNR would process our request in a way 
that would allow the legislature to consider this matter, if it needs to 
consider it at all, responsibly and in due course. We therefore asked 
DNR to decide the companies' request well prior to the convening of the 
upcoming legislative session; and, to that end, we submitted our request 
more than two months before the session was to commence. If the agency 
delays our request, the legislature may find itself facing a new oil and 
gas issue in mid-session. We are therefore deeply concerned that DNR 

has yet to act on our request even at the staff level —  particularly t:i 
light of the fact that DNR has known of this issue, and the need to 
resolve it, since October, 1983.

At this point, then, we would appreciate whatever efforts you feel 
appropriate toward encouraging Commissioner Wunnicke to make her final



!3S*s

decision before your next session commences. And, we will certainly 
keep you advised of the progress of our request.

Thank you in advance for the attention which I know that you, and your 
staff, will give to this matter.

Sincerely,

John R. Kemp 
Division Manager 
Anchorage Division

w



T E S T I M O N Y  O F  J O N  K. T I L L I N G H A S T  

B E F O R E  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  

R E G A R D I N G  S B  430 ( M A R C H  17, 1986)

C O N O C O  IS T H E  O P E R A T O R  O F  T H E  M I L N E  P O I N T  U N I T .  B Y  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  U N I T .  I T  B E G A N  P R O D U C T I O N  

L A S T  F A L L ,  A N D  IS C U R R E N T L Y  P R O D U C I N G  O N L Y  1 8 , 0 0 0  B A R R E L S  P E R  

D A Y — T H I S  I N  C O M P A R I S O N  T O  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  

D A Y ,  A N D  2 6 0 , 0 0 0  B A R R E L S  P E R  D A Y  F R O M  T H E  K U P A R U K  U N I T .

D E S P I T E  I T S  M A R G I N A L  N A T U R E ,  M I L N E  P O I N T ,  A N D  M I L N E  P O I N T  

A L O N E ,  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  S U R C H A R G E .  A T  T H E  

S T A T E ' S  1 9 6 9  C O M P E T I T I V E  S A L E ,  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  

B A R G A I N  U N D E R  W H I C H  T H E Y  A G R E E D  T O  P A Y  A  1 2 . 5 %  R O Y A L T Y .  I N  1 9 7 9 ,  

H O W E V E R ,  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  O F  T H E I R  

U N I T ,  T H E  S T A T E  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  T O  P A Y  A  20%,

R A T H E R  T H A N  A  1 2 . 5 %  R O Y A L T Y .  S I N C E  R E J E C T I O N  O F  T H E  U N I T  W O U L D

v
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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  L E A S E S ,  T H E Y  H A D  L I T T L E  C H O I C E  

B U T  T O  A C C E P T .

I N  1 9 7 9 ,  T H E  S T A T E  B E L I E V E D  T H A T  T H I S  R O Y A L T Y  S U R C H A R G E  W A S  

I N  T H E  P U B L I C  I N T E R E S T ,  B E C A U S E  I T  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  I N  1 9 8 5  W O U L D  B E  N E A R L Y  $ 3 5  P E R  B A R R E L .  A S  E V E N T S  

H A V E  T R A N S P I R E D ,  A  B A R R E L  O F  M I L N E  P O I N T  O I L  IS N O W  W O R T H  A B O U T  

$ 3 . 5 0  A T  T H E  W E L L H E A D .  A S  A  R E S U L T ,  I N S T E A D  O F  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  T O  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  O F  T H E  U N I T .

C O N O C O  R E C O G N I Z E D  T H E  N E E D  F O R  R O Y A L T Y  R E L I E F  T H R E E  Y E A R S  

A G O ,  W H E N  W E L L H E A D  P R I C E S  W E R E  $ 2 1  B A R R E L .  A T  T H A T  T I M E ,  W E  

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

T H E  F A C T  T H A T  T H E  A S S U M P T I O N S  B E H I N D  I T  H A V E  T U R N E D  O U T  N O T  T O  B E  

T R U E .  D N R ,  I N  T U R N ,  L E T  U S  K N O W  T H A T  I T  T O O  W A S  C O N C E R N E D  T H A T  

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

N E V E R T H E L E S S ,  D N R  F E E L S  T H A T  I T S  H A N D S  M A Y  B E  T I E D  B Y  1 9 7 8  

C H A N G E S  T O  A S  3 8 . 0 5 . 1 8 0  T H A T  I T  B E L I E V E S  P R E V E N T S  I T  F R O M
' f

R E C O N S I D E R I N G  I T S  O W N  U N I T I Z A T I O N  D E C I S I O N S .



C O N O C O ' S  P O S I T I O N  IS T H A T  § 1 8 0 (p) B R O A D 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  C H A N G E  O R  R E V O K E  R O Y A L T Y  R E Q U I R E M E N T S  I N  

C O N N E C T I O N  W I T H  U N I T  O P E R A T I O N .  D N R ,  O N  T H E  O T H E R  H A N D ,  H A S  

P O I N T E D  T O  § 1 8 0  (j), A N D  S U G G E S T E D  T H A T  I T S  R E S T R I C T I O N S  O N  T H E  

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

U N D E R  § 1 8 0 (p) T O  C H A N G E  U N I T  T E R M S .

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  T O  

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  I N  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 .  O N  F E B R U A R Y  5 th O F  T H I S  Y E A R ,  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 H A V E  P R O V I D E D  T O  E A C H  O F  Y O U R  

O F F I C E S ,  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  T H E  R O Y A L T Y  S U R C H A R G E ;  T H E R E F O R E ,  S H E  

I N D I C A T E D  A  W I L L I N G N E S S  T O  E X P L O R E  (AND H E R E  I A M  Q U O T I N G )  

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

C O N S T I T U T E  A N  A C T U A L  O V E R A L L  R E D U C T I O N  O F  C O N O C O ' S  R O Y A L T Y  

O B L I G A T I O N . "

A T  T H A T  P O I N T ,  A N D  I N  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  

S T A T U T E ,  I T  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  W A S  N E C E S S A R Y  I F  D N R

• " 'f ,
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W A S  T O  F E E L  I T S E L F  A B L E  T O  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  

S U R C H A R G E ,  A S  O P P O S E D  T O  S I M P L Y  C H A N G I N G  I T S  F O R M .  S B  4 3 0  W O U L D  

A C C O M P L I S H  P R E C I S E L Y  T H A T .

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  T O  T H E  B I L L ,  T H E  U R G E N C Y  B E H I N D  IT, A N D  T H E  O N G O I N G  

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

F I R S T ,  T H E  B I L L  IS V E R Y  N A R R O W L Y  D R A F T E D .  O N  P A G E  2, L I N E S  3 - 

7, IT W O U L D  A U T H O R I Z E ,  A N 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  H E R  R O Y A L T Y  S U R C H A R G E S . O N C E  T H E  S U R C H A R G E  

D I S A P P E A R S ,  S O  D O E S  T H E  C O M M I S S I O N E R ' S  A U T H O R I T Y  U N D E R  T H I S  B I L L .  

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

N E X T ,  T H E  B I L L  D O E S  N O T  G R A N T  C O N O C O ,  O R  A N Y O N E  E L S E ,  

R O Y A L T Y  R E L I E F .  I T  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  T H E  P U B L I C  

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  T O  P R O V E  I T S  C A S E  

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

T H E N  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 S U E  W I L L  H A V E
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T O  B E  R E S O L V E D  B Y  D N R ,  B A S E D  O N  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  

D A T A ,  S O M E  O F  I T  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  

H E R E  IS T O  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  

T O  D N R 1S ’A B I L I T Y  T O  R E C O N S I D E R  T H E  S U R C H A R G E .

T H E R E  IS U R G E N C Y  T O  T H I S  L E G I S L A T I O N .  A S  Y O U  K N O W ,  T H E  U N I T  

H A S  A L R E A D Y  H A D  T O  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  P O I N T ,  A N D  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  I N  O I L  P R 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 I N G  N O T  O N L Y  F U T U R E  D E V 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  A S  W E L L .

D E S P I T E  T H E  T I M E  P R E S S U R E S  P R E S E N T  H E R E ,  C O N O C O  H A S  S P E N T  

T H E  P A S T  W E E K S  I N  O N E  L A S T  A T T E M P T  T O  R E S O L V E  T H I S  M A T T E R  T H R O U G H  

N E G O T I A T I O N  W I T H  DN R .  IN T H O S E  N E G O T I A T I O N S ,  D N R  H A S  U S E D  I T S  

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

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

E F F O R T S  T H E Y  H A V E  M A D E  IN T H I S  R E G A R D ;  H O W E V E R ,  T H E I R  J O B  M A Y  B E  

A N  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  O F  T H E  S T A T U T E ,  F O R  I T  IS VERY'
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H A R D  T O  R E D U C E  A  R O Y A L T Y  W I T H O U T  I N  F A C T  R E D U C I N G  IT. I N D E E D ,  

T H E  F A I L U R E ,  T O  T H I S  P O I N T ,  O F  O U R  D I S C U S S I O N S  W I T H  D N R  V I V I D L Y  

I L L U S T R A T E S  T H E  N E E D  F O R  T H I S  L E G I S L A T I O N ;  F O R ,  IF A  R E V O C A T I O N  

O R  R E D U C T I O N  O F  T H E  S U R C H A R G E  IS N E C E S S A R Y  T O  P E R M I T  E C O N O M I C  

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

R E D U C E D  A T  A L L ,  T H E R E  IS L I T T L E  R E A S O N  F O R  O P T I M I S M .

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

T H I S  B I L L — H O P E F U L L Y — P R O G R E S S E S  T H R O U G H  T H E  L E G I S L A T U R E .  A T  

T H I S  P O I N T ,  H O W E V E R ,  F U R T H E R  D E L A Y S  I N  L E G I S L A T I V E  C O N S I D E R A T I O N  

O F  T H I S  B I L L  W I L L  T E N D  T O  H I N D E R ,  R A T H E R  T H A N  A I D  C O N T I N U E D  

N E G O T I A T I O N S ,  S I N C E  I T  W I L L  P E R P E T U A T E  P R E C I S E L Y  T H A T  S T A T U T O R Y  

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

C O M P A N Y ' S  P O S I T I O N  O N  I T S  M E R I T S .

Th N K  Y O U  F O R  T H E  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  S B  430, A N D  I W O U L D  B E  D E L I G H T E D  T O  T R Y  T O  A N S W E R  A N Y  

Q U E S T I O N S  Y O U  M I G H T  H A V E .
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Low prices could force state's newest well to shut down
By JEFF BERLINER
United Press International

If oil prices drop much 
lower, it will cost more to 
produce a barrel of oil at 
Alaska’s newest oil field than 
it can fetch on the open mar­
ket.

Oil from Conoco’s new 
Milne Point field costs $6 per 
barrel — including state fees 
and royalties — to produce at 
Pump Station No. 1, the start 
of the $9 billion, 800-mile 
trans-Alaska pipeline, said 
Chuck Logsdon, state petro­
leum economist.

By the time the pipeline 
tariff — about $5 a barrel — 
and the cost of shipping the 
oil to a West Coast refinery 
are added, Logsdon said, the 
oil has cost the producer $12 a 
barrel.

Oil prices on the world 
spot market were hovering 
near $13 last week, although

contract prices average above 
$15 a barrel.

“Milne Point would shut 
down before going below the 
break-even point, ' and it ’s 
close to that margin right 
now,” Logsdon said. A  Cono­
co spokeswoman, however, 
said the company would con­
tinue operation.

“ Should oil prices force 
■ Milne point economics to a 

break-even point, we would 
not overreact by shutting the 
project down immediately,” 
said spokeswoman Sondra 
Fowler. “There are several 
things that would rapidly im­
prove the project’s economics 
— a rebound in the price of 
oil, a reduction in the state’s 
royalty rights, or an elimina­
tion of the ban on North 
Slope oil exports.”

Milne Point is a major oil

See Page D-3, MILNE POINT

Prices Falling NearJ eak-even Point
Prices per barrel 
for West Texas 
Intermediate crude.

rt. . K. wJy

i >V
Oil from 
Alaska’s  new ■■ 
Milne Point 
field costs $12 
per barrel to 
deliver to West 
Coast 
refineries.

Kuparuk oil 
comes to $9 a 
barrel at the 
West Coast  •- 
refineries

20 27 

Nov.

4 11 18 26 

December

2 8 15 22 29 
January '86

5 12 19 24 

February

Nearby settlement prices for NY M EX  crude oil futures contracts 
, Source: New York Mercantile Exchange

Prudhoe Bay 
oil costs $8  a  
barrel at the 
West Coast 
refineries.

United Press International Color by Roger Everhart
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Continued from Page D-1 |
eld by Lower 48 standards 
Jt is dwarfed by the size of 
te other two North Slope 
elds. Milne Point produces 
Jout 20,000 barrels a day. 
tw  compares with about 1.5 
allion barrels a day pumped 
om the Prudhoe Bay field 
id about 250,000 barrels a 
ay from the Kuparuk River 
eld.
These two other oil fields 

a the North Slope are not as 
ose to break-even, Logsdon 
lid.
Prudhoe oil costs $8 per 

arrel to deliver to West 
oast refineries. Kuparuk oil 
imes to $9 a barrel at the 
^fineries, Logsdon said. 
About half Alaska’s oil 

)umeys to Gulf Coast refin- 
ries. This longer trip adds $3 
a the per-barrel cost, Logs- 
on said.

In comparison to the North 
Slope, Saudi Arabian oil is 
brought out of the ground for 
"from 25 cents to 50 cents a 
barrel, and who knows, they 
may be able to produce it 
cheaper than that,” Logsdon 
said.

Shipping costs in a de­
pressed market for oceango­
ing tankers add only about 
$1.50 a barrel to get Saudi oil 
to the U.S. Gulf coast refin­
eries. Alaskan producers are 
bound by law to use more 
expensive American-flag ship­
pers.

Alaskan and Saudi Arabi­
an crude are of comparable 
quality.

Conoco Inc. brought Milne 
■ Point into production with 
much fanfare in November, 
well ahead of schedule, and 
announced it was going ahead 
with plans to expand the 
field.

Less than three months lat­
er Conoco has halted further 
development of Milne Point, 
cut its budget and slapped a 
hiring freeze on the project, 
while continuing to pump oil 
from the already developed 
portion of the field.

The relative high cost of 
North Slope oil leaves little 
margin for profit and rein­
vestment in new develoD- 
ment.

However, oil company V i ­
dals would not discuss their 
break-even figures.

"That’s competitive infor­
mation and we ain’t going to 
tell," said D.J. Moon, Stan­
dard Alaska Production Co. 
spokesman.

“ I t ’s different for each 
company and it’s different for 
each oil field," said Susan 
Andrews, ARCO Alaska Inc.’s 
spokeswoman.

Economist Arlon Tussing

believes prices could drop so 
low that the state will collect 
no oil royalty, sending the 
state’s economy into a depres­
sion.

However, Tussing said he 
did not expect Standard and 
ARCO, operators at Prudhoe 
Bay and Kuparuk, to shut 
down the fields unless prices 
dropped so low that the com­
panies were losing money be­
fore the oil left Pump Station 
No. 1.

Logsdon said he believed 
Prudhoe Bay and Kuparuk 
would continue to operate, 
but he said if prices drop 
below a profitable level, com­
panies may cut back produc­
tion, stop shipment to Gulf 
Coast refineries, and sell it all 
on the West Coast. ;

Every day, the three North 
Slope fields send a total of 1.8 
million barrels of oil down 
the 800-mile trans-Alaska

pipeline to the oil port of 
Valdez, said John.Ratterman, 
Alyeska Pipeline Service Co. 
spokesman. That figure repre­
sents 20 percent of U.S. pro­
duction.

Because of the high cost of 
producing oil in the arctic, 
Milne Point is considered a 
marginal field. One year ago, 
when Milne Point was being 
developed during a time of 
less drastic oil price declines, 
Conoco regional manager Rob 
McKee said:

"If  the decision to develop 
Milne Point were to be made 
on today’s price projection, 
the unit owners could conceiv­
ably reach a different deci­
sion than the one reached a 
year ago because the much- 
reduced profitability might 
not justify the risk.” '■ .

Development of Milne 
Point has stopped. ARCO 
plans to idle five of its nine

drill rigs this spring, An­
drews said, adding that 
ARCO still plans a huge sum­
mer construction season to 
boost production at Kuparuk 
and bring the new Lisbume 
field into production.

Sohio has not announced 
any major cutbacks and Moon 
said the firm plans to begin 
development of its Endicott 
field in April and have it 
pumping oil by late next 
year.

Said ARCO President Har­
old Heinze, "We know of huge 
accumulations of oil on the 
North Slope, including the 
West Sak field, which may be 
larger than the Prudhoe Bay 
field. But the West Sak field 
is a marginal field, and with 
the price of oil in decline and 
an uncertain tax picture in 
Alaska, we cannot go beyond 
the research and planning 
stage.”
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