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IN THE HOUSE BY THE RESOURCES COMMITTEE

HOUSE BILL NO.
IN THE LEGISLATURE OF THE STATE OF ALASKA

FIFTEENTH LEGISLATURE - SFCOND SESSION

A BILL
For an Act entitled: "An Act relating to the reduction or r<vocation by
thecommissioner cf the Department of Natural Re—

sources of oil or gas royalty obligation 1increases
made 1in connection with the 1institution or operation
of a cooperative or unit plan; and providing for an
effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. AS 38.05.180(p) 1is amended to read:

(p) To conserve the natural resources of all or a part of an oil
or gas pool, field, or 1like area, the lessees and their representa—
tives may unite witheachother, or jointly or separately with others,
in collectivelyadopting or operating under a cooperative or a unit
plan of development or operation of the pool, field, or like area, or
a part of 1it, when determined and certified by the commissioner to be
necessary or advisable in the public 1interest. The commissioner may,
with the consent of the holders of leases involved, establish, change,
or revoke drilling, producing, and royalty requirements of the leases
and adopt regulations with reference to the leases, with like consent
on the part of the Ilessees, 1in connection with the 1institution and
operation of a cooperative or unit plan as the commissioner determines
necessary or proper to secure the proper protection of the public
interest. The commissioner may require oil and gas leases issued
under this section to contain a provision vrequiring the lessee to

operate under a reasonable cooperative or unit plan, and may prescribe
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a plan under which the lessee must operate. The plan must adequately
protect all parties in interest, 1including the state. Notwithstanding

*

mzr<- = q V

(J) of this section, the commissioner may reduce or revoke a royalty
obligation increase that was made by the commissioner in connection
with the 1institution or operation of a cooperative or unit plan, if
the commissioner determines that the public interest warrants the
reduction or revocation. When considering a royalty reduction, the
commissioner shall attempt to obtain the maximum economic return for
the state that 1is compatible with allowing a reasonable rate of eco—
nomic return for the lessee. IT the commissioner reduces or revokes a
royalty obligation 1increase, the commissioner shall 1include a mecha-—
nism to raise the royalty to a level not exceeding its former level in
the event that the lessee®s market conditions 1improve or if the prof—
itability of a lessee"s operation increases to a specified level. As
a condition of the reduction or revocation of a royalty obligation,
the commissioner shall require the lessee to comply with all valid and
applicable laws and regulations of the state that

(1) concern the hiring of state residents; and

(2) are in effect or take effect during the term of the
lease.

Sec. 2. This Act takes effect immediately under AS 01.10.070(c).
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5-2016A
Bannister
3/1/88
IN THE HOUSE
HOUSE BILL NO.
IN THE LEGISLATURE OF THE STATE OF ALASKA
FIFTEENTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to state oil and gas royalty reduc—
tions ."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA;

* Section 1. AS 38.05.180(J) 1is repealed and reenacted to read;

() To prolong the economic life of an oil and gas fieldiOf)to
encourage commercial production of oil or gas that would not otherwise
be economically feasible, the commissioner shall adopt regulations to
allow for the reduction of royalty on leases. Except as otherwise
provided 1in this subsection, the commissioner may not grant a reduc—
tion of royalty until the lessee requesting the reduction makes a
clear showing that the revenue from the lessee"s share of all hydro—
carbons produced from the unit is or will be insufficient to produce a
reasonable rate of return with respect to the lessee-"s total iInvest—
ment in the unit. To encourage commercial development and production
of low-gravity oil, the commissioner may grant a lessee a reduction of
royalty i1f the lessee requesting the reduction makes a clear showing
that the reduction 1is necessary to obtain commercial production of
/low-gravity oil and agrees to begin development within one year of the
reduction and production within btaRre years of the reduction. A
royalty reduction to encourage commercial development and production
of low-gravity oil may not begin later than 10 years after the
affective date of this Act, The commissioner may condition a redue-
tion granted under this subsection on an increase in the price of oil

or gas and may restore the royalty in the event of an oil or gas
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increase. When considering a royalty reduction, the commissioner

shall attempt to obtain the maximum economic return for the state that

ic compatible with allowing a reasonable rate of economic return for

the lessee. In this subsection, "low-gravity oil" means oil whose

specific gravity measured 1in degrees on Che American Petroleum Insti—

tute scale 1s less than 20 degrees.



BILL SHEFFIELD, GOVERNOR

DEPARTMEXT OF XATURAL RESOURCES OUCHM
JUNEAU. ALASKA <<&I1
OFFICE OF THE COMMISSIONER PHONE: (90T)*88-2+00

April 24, 1586

The Honorable Al Adams

Chairman, House Finance Committee
Alaska State Legislature

P.0. Box V

Juneau, AK 95811

Dear Representative Adams:

House CS for CS for Sponsor Substitute for S3 No. 430 (Resources) 1is
pending in the House Finance Committee. The bill would authorize the
commissioner of the Department of Natural Resources to reduce or revoke a
royalty® obligation increase made in connection with the institution of a
unit agreement.

The till also provides that if the commissioner reduces or revokes a
royalty obligation increase, the commissioner shall include a mechanism to
raise the royalty to a level not exceeding its former level in the event
that market conditions improve, or if the profitability of a lessee"s
operation increases to a specified level. Several questions have been
raised by-members of the Legislature regarding haw this mechanism would
work.

The mechanism we propose to implement the bill"s intent is contained in
the attached draft "Commissioner™s Decision on Conoco"s Application for
Amencment of the Milne Point Unit Agreement,”™ dated April 23, 1986. The
decision as drafted would implement the bill in its present form.

Generally, the"draft® decision provides that-the royalty rate to be paid by
Conoco and the other affected Working Interest Owners would remain at

12 1/2% until the wellhead price reaches $17.00 per barrel, at which point
the royalty would be increased to 16-2/3%. The royalty rate would remain
at that level until the wellhead price reached $25.00 per barrel, at which

point the royalty would be increased to 20%. In no case would the royalty
rate fall belcw 12 1/2% cr rise above 20%.



The Honorable Al Adams
Page 2
April 23, 1585

The threshold prices that would trigger the higher royalty rates are based
on a preliminary staff analysis of the information previously suomitted by
Conoco. Before issuing a final decision, the staff and I will further
evaluate available information to determine what specific threshold values
would be appropriate to include in the final decision.

This mecnanism would protect the state®s interest by providing a higher
royalty rate in the event that market conditions improve. This approach
is administratively simpler and more straight-forward than any
determination based on the profitability of the lessees®™ operations.
After two year"s of production from the field has occurred, the lessees
would be eligible for consideration of a royalty adjustment under the
provisions of AS 38.C5.180(j)-

If you or committee members have questions about the draft proposal,
please feel free to contact me at 465-24C0, or Kay 3rcwn of my staff at
752-4241.

Sincerely,

Commissioner

cc: Representative Pourchot
Representative Cotten
Representative Sund
Senator Fanrenkamp

2G01K



DRAFT April 23, 1586

Commissioner®s Decision on Conoco"s Application
for~Amenoment of the Milne Point Unit Agreement
(to be issued pending passage of House CS for CS

for Sponsor Substitute for Senate Bill No, 430 [Resources])

Introduction

By application dated October 28, 1985, Conoco, Inc., Reading and Bates
Petroleum Company, Champlin Petroleum Company, and Cities Service 0il and Gas
Corporation (hereafter collectively referred to as the "Companies") requested
the Commissioner to amend paragraph 14 of the Milne Point Unit Agreement to
reduce the 20 percent royalty on certain of their Milne Point Unit oil and gas
leases.1

Commissioner™s Authority and Cuties

The Commissioner cf the Department of Natural Resources is empowered to chance
the royalty requirements of unitized leases when proper to secure the public*
interest, AS 38.05.180(p) reads in part, "The Commissioner may reduce or
revoke a royalty obligation increase that was made by the Commissioner in
connection with the institution or operation of a cooperative or unit plan.”

The Department has promulgated regulations to guide the Commissioner in her
determination of when an amendment to a unit agreement would be proper to
protect the public interest. 11 AAC 83.385 makes unit agreement modifications
subject to the Commissioner®s approval, and 11 AAC 83.303(c) requires the
Commissioner to consider several criteria when evaluating a request for
approval of a unit agreement amendment. The Commissioner must find that the
amendment will (1) promote the conservation of all natural resources, (2)
promote the prevention of economic and physical waste, (3) provide for the
protection of all parties of interest, including the State. 11 AAC
83.303(a).- In evaluating those criteria the Commissioner must consider the
following factors: (1) the environmental costs and benefits, (2) the
geological and engineering characteristics of the reservoir, (3) exploration

'rne oil and gas leases are identified as ACL 47432, ACL 47433, ADL 47434,
ACL 47437, ACL*47438 and ACL 47439 (hereinafter referred to as the "leases").
In Gctober, 1979 lease ADL 47432 was divided (severed) into two separate
leases - ACL 47432 and ADL 319717. Lease ADL 319717 has identical terms and
conditions as lease ADL 47432, including the 20 percent royalty. Likewise,
lease ADL 47439 was divided into two separate leases - ADL 47439 and ADL
315846 - both having identical terms including the 20 percent royalty. As
sucn, leases ACL 319717 and ADL 315846 also will be considered in thi,,
decision and are to be included in any references to the "leases".

-1 -



activities in %he unit area, (A) the applicant®"s plans for development, (5)
the economic ¢ -"ts and benefits to the state, and (6) any ether relevant
factors the Ccrrmissicner determines necessary or advisable to protect the
public interest. 11 AAC 83.303(b). Further, the department has defined
"conservation of natural resources of all or part of an oil or gas pool, field
or like area"™ to mean "maximizing the efficient recovery of oil and gas and
minimizing the adverse impacts cn the surface and other resources,” 11 AAC
83.355(1).

Abbreviated Unit History

8y decision dated October 25, 1575, former Commissioner Rocert E. LsResche
approved the Milne Point Unit Agreement. Paragraph 14 of tr,e Agreement stated
in part that, "The State"s royalty share due cn leases ADL 47732, ACL 47437.
ADL 47434, ADL 47437, ACL 47438 and ADL 47439 shall be one-fifth (2C%)."

Prior to the Commissioner®s 1979 Oecision, the royalty rats cn the leases hsc
been 12 1/2 percent.

The Ccmcsnles®™ Application

The application filed by the Companies was supcorted cy the following
materials: (1) the Companies® Brief, (2) an affidavit of Alan Hastings, (3)
affidavit of David Uldricn, and (4) an affidavit of Lou L. Pai. The Ccmpani
also filed certain economic, geological, geophysical and engineering cata wi
the application and requested that those data be held ccnficential. In the
application the Companies argue that they cannot expect to earn a reasonable
rats of return cn their investments in the field if the royalty rate cn the
leases remains at 20 percent. In the application the Companies provide
evidence to support their position.

rr 0 in

Basis for the Decision

Under AS 38.05.iSC(p), I may grant a change in unitized lease royalty rates
only when proper to protect the public interest. In this instance, | find
that the _public interest is best protected by a royalty change (reduction)
wnicn would promote maximum production under existing eccncmi conditions yet
provide for an automatic and specified increase in the royalty rate should*
market conditions improve.

AS 38.05.180(a)(1) states in part, "the Legislature fines that the pecole cf
Alaska have an interest in the development of the State®s oil and gas
resources to: (A) maximize the economic and physical recovery of the
resources...."

Under existing and forecasted economic conditions and with a 20 percent
royalty on the leases there is a high likelihood that both the economic and
physical recovery of oil and gas at Milne Point will not be maximized for
_either the Companies cr the State. Production of oil and gas from the
cevelcced reservoir (i.e., the Kuparuk River formation) will not be maximizes;
development and production cf oil and gas frcm yet to be deveiopea reservoirs
(i.e., the Shallow Sancs) likely will not occur at all. At a 20 cercent
royalty, the Companies have mace a persuasive case that they cannot be
"reascnacly assured an adeouate rate cf return cn any future cr incremental



investment. Given the further erosion of crude oil prices since the date the
application was filed with the State, it is possilLle that current production
will be halted if the royalty rate on the leases remains at 20 percent.

A careful review by staff of the dataeand analyses supplied by the Companies
confirms that, under current and expected market conditions, the Companies
likely will not receive an adequate rate of return on their current
investments and that future investments in the Milne Point Unit also would

yield a less than satisfactory return. It is also very likely that if current
market conditions persist (or get worse), the field will be shut-in if the
royalty remains at 20 percent. In addition, future development of the Milne

Point Unit Shallow Sands (heavy oil and gas reservoirs, geologically
equivalent to ARCO"S West Sak-Ugnu reservoirs) is almost certain not to occur
at a 20 percent royalty ifcurrent market conditions prevail.

It is acknowledged that a chance in the royalty rate from 20 percentto 12 1/2
percent will result in a snort term revenue decrease to the state of
approximately 2 million dollars per year frcm the Milne Point Unit. However
in the long term the state should be more than compensated for that loss cy
continued production frcm existing wells and development of the Shallow Sar.cs
reservoirs at Milne Point ana the application of a royalty to that

production. In addition, a change in the royalty rats also should result in a
prolonged production life for the Kuparuk reservoir at Milne Point.

It is also acknowledged that as a result cf amending the unit agreement as
outlined in this decision, continued production and increased ultimate
recovery of oil and gas azMilne Point are net guaranteed. However, there is
a substantially greater iikeiihccd that the benefits resulting from maximum
production will be forthcoming if the royalty rate on the leases is 12 1/2
percent vis-a-vis 20 percent curing periods of depressed world oil prices.

A fixed royalty, regardless of the percentage, is not sensitive to field
operating costs or the overall profitability of the operation. |In effect,
there is no sharing of downside risk. In contrast, a royalty rate that
changes in proportion tc value of the oil produced is responsive to both
relative increases and decreases in lessees”™ profits. There is a sharing of
botn downside and upsice risks. A royalty rate that changes in response to
changes in the value of the oil produced allows continued operation and
development of the field during times of decreasing crude oil prices (and
profitaoility), yet protects the public interest by increasing the State's
royalty share of lease revenue curing times of increasing cruce oil prices
(and profitability).

On balance, an affirmative decision to amend the unit agreement to change the
fixea 20 percent royalty cn the leases to a royalty that is responsive tc
changes 1in the value cf the produced oil is necessary and advisable in the
public interest and properly protects the public interest.

The Companies ana the State shall proceed, as necessary, to amend the Milne
Point Unit Agreement to include the terms and conditions necessary to
implement this decision.



Decision

I find that a decision to amend paragraph 14 of the Milne Point L"nit Agreement
is necessary and advisable in the public interest. 1 further find that oy

including tne terms and conditions citec below in the amendment, the amendment
protects the public interest.

1. The royalty rate cn the leases will be as follows:

When the value cf the procured oil at the inlet to the Milne Point
Pipeline is less than $17.00 per barrel, the royalty rate will fc= 12
1/2 percent. When the value of the oil is $17.C0 cer carrel or
greater, Put less than $25.CO0 per barrel, the royalty rate will p<
16.667 percent. When the value of the oil is $25.C0 per barrel cr
greater, the royalty rate will be 20 percent.

The state will limit its taking of royalty in kind frcm the leases ftc
a maximum of 12.5 percent.

2. The Companies and the State will prcceea tc amend the Milne =cir,t
L*nit Agreement to incorporate tne previsions necessary to imclement
this decision.

3. This decision is effective 1986. Royalty payments for the
leases due the State in the month cf , 1586 and thereafter snail
be calculated using the royalty rate sc.hecule specified acove,

4. Article 30 of the Milne Point Unit Agreement will be amerced as
folicws: The Unit Cosraccr and lessees snail comply with all valid
and applicaole laws ana regulations that concern the niring cf Alaska
residents and that are in effect or ta«e effect during the term of
the leases.

5. It is acknowledged that this decision dees not preclude the Ccmoanies
frcm making future applications for royalty alterations or recucticns
under applicade Alaska statutes and regulations.

6. The Companies®™ simultaneous application for reconsideraticn/rsccening
of Commissioner LeResche®s 1979 Decision 1is hereby denied. The
Companies™ simultaneous acplicaticn for a royalty reduction pursuant
to AS 33.C5.1SG(jJ) also is ceniea.

Esther "0 viunmcKe, Ocmmissicner hats
Department cf Natural Resources
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Offered: 4/21/86

Referred: Finance
Original sponsor: Fahrenkamp
IN THE SENATE BY THE RESOURCES COMMITTEE

HOUSE CS FOR CS FOR SPONSOR SUBSTITUTE FOR SENATE BILL NO. 430 (Resources)
IN THE LEGISLATURE OF THE STATE OF ALASKA
FOURTEENTH LEGISLATURE - SECOND SESSION
A BTLL
For an Act entitled: "An Act relating to the reduction or revocation by
the commissioner of the Department of Natural Re —
sources of oil or gas royalty obligationincreases
made 1in connection with the institution or operation
of a cooperative or unit plan; and providing for an
effective date.™
BE IT ENACTED BY THE LEGISLATUREOFTHE STATE OF ALASKA:
* Section 1. AS 38.05.180(p) is amended to read:

(p) To conserve the natural resources of all or a part of an oil
or gas pool, field, or like area, the lessees and their representa—
tives may unite with each other, or jointly or separately with others,
in collectively adopting or operating under a cooperative or a unit
plan of development or operation of the pool, field, or like area, or
a part of it, when determined and certified by the commissioner to be
necessary or advisable in the public interest. The commissioner may,
with the consent of the holders of leases involved, establish, change,
or revoke drilling, producing, and royalty requirements of the leases
and adopt regulations with reference to the leases, with like ~consent
on the part of the lessees, in connection with theinstitution and
operation of a cooperative or unit plan as the commissioner determines
necessary or proper tc secure theproper protection of the public
interest. The commissioner may require oil and gas leases issued
under this section to contain a provision requiring the lessee to

operate under a reasonable cooperative or unit plan, and may prescribe

-1- HCS CSSSSB 430(Res)
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a plan under which the lessee must operate. The plan must adequately
protect all parties in interest, including the state. Notwithstanding
(J ) of this section, the commissioner may reduce or revoke a royalty
obligation increase that was made by the ~commissioner 1in connection
with the institution or operation of a cooperative orunit plan. if
the commissioner determines that the public interest warrants the
reduction or revocation. If the commissioner reduces or revokes a

royalty obligation increase, the commissioner shall include a mecha-

nism to raise the royalty to a level not exceeding its former level 1in
the event that che lessee’s marketconditions improve or if the
profitability of a lessee"s operation increases to a specified level.

As a condition of the reduction or revocation of a royalty obligation.
the commissioner shall require the lessee to comply with all valid and
applicable laws and regulations of the state

(1) that concern the hiring of state residents; and

(2) that are in effect or take effect during the term of
the lease.

* Sec. 2. This Act takes effect immediately in accordance with AS 01.-

10.070(c).-

HCS CSSSSB 430(Res)
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7 STATE TAX INCENTIVES: ALASKA

Recent events In Alaska suggest the general Issue of tax Incentives may
receive considerable attention over the next year. Alaskan State Senator
Falks has asked some oil companies to comment on possible exploration and
production Incentives. Key state officials have expressed an Interest In
resource Industry Incentives. And on the Industry side, Conoco andHess have
proposed Incentives specific to their Interests. Thus, legislationmay be
introduced In the next legislative session.

Exxon®"s position on any proposed Incentives In Alaska should be governed by
four broad principles:

- Tax stability Is the single most Important Incentive Alaska can provide.
This applies not Just to oil Industry taxation but to general business
taxes, for example the corporate Income tax.

- In reviewing policies that might stimulate Industrial activity,
consideration should first be given to removing any current Impediments
and avoiding unjustified new cost burdens.

- If the state believes additional Incentives should be pursued, a strategy
which stimulates exploration and development of new reserves Is most
likely to Increase oil |Industry activity and benefit the state over the

long term.

- Government should not have to shoulder the traditional risks and costs
associated with resource exploration and development. These are properly
the responsibility of private Industry.

eyond these overarching principles, there are several considerations that
come Into play. Any proposed Incentives should be:

available to all Industry participants without discrimination.
- directly tied o0 increased business activity.

- general, that Is should avoid targeting specific conditions, geographic
areas, or depths.

- aimed at rewarding successful efforts, avoiding policies that encourage
companies to assume risks for purely tax reasons.

- non-refundable.
- simple to administer.

Exxon can support Incentives consistent with these considerations. In
addition, Exxon representatives will encourage the Alaska Oil and Gas
Association to develop a position consistent with the above comments. When
endorsing specific Incentives, Industry should avoid unrealistic statements of
the likely Impact of those Incentives on oil activity In the state.

0665w
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- > 1), 0- - fi/u SHEFFIELD. GOVERNOR

? i~ 1 A A A
DEPARTMENT OF NATURAL RESOURCES N

JUNEAU. AUSKA 9981.

OFFICE OF THE COMMISSIONER PHONE: (301) I 33400

April 24, 1986

The Honorable Al Adams

Chairman, House Finance Committee
Alaska State Legislature

P.0. Box V

Juneau, AK 99811

Dear Representative Adams:

louse CS for CS for Sponsor Substitute for S3 No. 430 (Resources) is
pending in the House Finance Committee. The bill would authorize the
commissioner of the Department of Natural Resources to reduce or revoke a
royalty obligation increase made in connection with the institution of a
unit agreement.

The bill also provides that if the commissioner reduces or revokes a
royalty obligation increase, the commissioner shall include a mechanism to
raise the royalty to a level not exceeding its former level in the event
that market conditions improve, or if the profitability of a lessee’s
operation increases to a specified level. Several questions have been
raised by-members of the Legislature regarding haw this mechanism would
work.

The mechanism we propose to implement the bill"s intent is contained in

the attached draft "Commissioner®s Decision on Conoco"s Application for

Amencment of the Milne Point Unit Agreement,"” dated April 23, 1986. The
decision as drafted would implement the bill in its present form.

Generally, the“draft"decision provides that-the-royalty rate to be paid by
Conoco and the other affected Working Interest Owners would remain at

12 1/2% until the wellhead price reaches $17.00 per barrel, at which point
the royalty would be increased to 16-2/3%. The royalty rate would remain
at that level until the wellhead price reached $25.00 per barrel, at wnich
point the royalty would be increased to 2C%. In no case would the royalty
rare fall oelcw 12 1/2% or rise above 20%.



The Honorable Al Adams
Page 2
April 23, 1586

The threshold prices that would trigger the higher royalty rates are based
on a preliminary staff analysis of the information previously suomitted by
Conoco. Before issuing a final decision, the staff and I will further
evaluate available information to determine what specific threshold values
would be appropriate to include in the final decision.

This mechanism would protect the state"s interest by providing a higher
royalty rate in the event that market conditions improve. This aoproacn
is administratively simpler and more straight-forward than any
determination based on the profitability of the lessees®™ operations.
After two year®s of production from the field has occurred, the lessees
would be eligible for consideration of a royalty adjustment under the
provisions of AS 38.G5.130(])-

IT you or committee members have questions about the draft proposal,

please feel free to contact me at 465-24C0, or Kay 3rcwn of my staff at
762-4241.

Sincerely,

Commissioner

cc: Representative Pourchot
Representative Cotten
Representative Sund
Senator Fanrenkamp

2001K



DRAFT April 23, 1986

Commissioner®s Decision on Conoco"s Application
Tor ~A~mencment of tne Milne Point Unit Agreement
(to be issued pending passage of House CS for CS
for Sponsor Substitute for Senate Bill No. 430 [Resources])

Introduction

By application dated October 28, 1985, Conoco, Inc., Reading and Bates
Petroleum Company, Champlin Petroleum Company, and Cities Service Oil ana Gas
Corporation (hereafter collectively referred to as the "Companies™) reauestec
the Commissioner to amend paragraph 14 of the Milne Point Unit Agreement to
reduce the 20 percent royalty cn certain of their Milne Point Unit oil anc gas
leases.

Commissioner™s Authority and Cutles

TV Commissioner of the Department of Natural Resources is empowered to chance
the royalty requirements of unitized leases when proper to secure the public?~
interest. AS 38.05.180(p) reads in part, "The Commissioner may recuce cr
revoke a royalty ooligaticn increase that was made by tne Commissioner in
connection with the institution or operation of a cooperative or unit plan,”

The Department is promulgated regulations to guide the Commissioner in her
determination uf wnen an amendment to a unit agreement would be proper to
protect the puollc interest. 11 AAC 83.385 makes unit agreement modifications
subject to the Commissioner®s approval, and 11 AAC 83.303(h) requires the
Commissioner to cor.s.".der several criteria when evaluating a request for
approval of a unit agreement amendment. The Commissioner must find that the
amendment will (1) promote the conservation of all natural resources, (2)
promote the prevention of economic and physical waste, (3) provide fcr the
protection of all parties of interest, including the State. 11 AAC
83.303(a)- In evaluating those criteria the Commissioner must consider the
following factors: (1) the environmental costs and benefits, (2) the
geological and engineering characteristics of the reservoir, (3) exploration

}-The oil ana gas leases axe identified as ADL 47432, ACL 47433, ACL 47434,
ACL 47437, ADL"47433 and ACL 47439 (hereinafter referred to as the "leases™").
In Cctccer, 1979 lease ADL 47432 was divided (severed) into two separate
zeases - ACL 47432 anc ACL 319717. Lease ADL 319717 has identical terms ar.q
conditions as lease ADL 47432, including the 20 percent royalty. Likewise
lease ACL 47439 was divided into two separate leases - ADL 47439 and ACL

315846 - both Having identical terms including the 20 percent royalty. As
sucn, leases ACL 319717 ana ACL 315846 ain will be considered in this
decision and are to be included in any refemces to the "leases".
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activities in the unit area, (A) the applicant®s plans for development, (5)
the economic costs and benefits to the state, and (6) any ether relevant
factors the Ccrrmissicner determines necessary cr advisable to protect the
public interest. 11 AAC 33.303(b). Further, the department has defined
"conservation of natural resources of all or part of an oil or gas pool, f eld
cr like area"™ to mean "maximizing the efficient recovery cf oil and ras anc
minimizing the adverse impacts cn tne surface and other resources.”™ 11 AAC
33.395(1).

Abbreviated Unit History

By decision datea Cctcber 29, 1979, former Commissioner Rcoert Z. LeResche
acprcved the Milne Point Unit Agreement. Paragrapn 14 of tne Agreement stated
in part that, "The State®s royalty share due cn leases ACL 17132, ACL 17433,
ADL 47134, ACL 17437, ACL 17438 ana ADL 47439 shall be cne-fifth (2C£).r
Prior to tne Commissioner®s 1979 Oecision, the royalty rata cn :*a leases hac
teen 12 1/2 percent.

The Ccxcanies®™ Application

The aoplicaticn filea by one Companies was succorted cy the f iy
materials: (1) tne Companies™ Brief, (2) an affidavit of Alan Hastings, (3) an
affidavit of David Ulcricn, and (4) an affidavit of Leu L. ?ai. The Companies
also filed certain economic, geological, geophysical and engineering cata with
the application and requested that those cata be neid ccnficential, In the
application the Companies argue that they cannct expect to e=rn a reasenatle
rats of return cn their investments in the field if tne rcyaitv rate cn

leases remains at 20 percent. In the application the Ccmpaniss prcv4

evidence to succort their pcsiticn.

Basis for the Cecisicn

Uncer AS 38.05.13C(p), | may grant a change in unitized lease royalty rates
only when proper to protect the public interest. |In this instance, | find
that the .public interest is best pvotscted by a royalty change (reduction)
wnicn wculd promote maximum producticn uncer existing economic conditions yet
provide fcr an automatic and specified increase in the royalty rats should*
market condi tions improve.

A5 33.05.130(a)(1) states in part, "the Legislature fines that the pecoie cf
Alaska have an interest in the development of the State"s oil ar.o gas
resources to: (A) maximize the economic and physical recovery of tne
resources...."

Under existing and forecasted economic conditions and with a 20 percent
royalty cn the leases there is a high likelihood that both the economic and
physical recovery of oil and gas at Milne Point will net be maximized for

__either the Companies cr the State. Production of oil and gas from the

- e

ceveloced reservoir (i.e., the Kuparux Fiver formation) will not ze maximizec;
development anc production cf oil and gas frcm yet to be develcpec reservoir*-
(i.e,,” the Shallow Sancs) likely will not occur at all. At a 20 percent
royalty, the Companies nave mace a persuasive case that may cannot ze
reasoned/ as-.reo an acecuate rate cf return an any future cr incremental



investment. Given the further erasicn cf crude oil prices since the cate the
application was filed with the State, it is possible that current prediction
will be halted if the royalty rate cn the leases remains at 20 percent.

A careful review by staff cf the data-and analyses supplied by the Companies
confirms that, under current and expected market conditions, the Companies
likeiy will not receive an adequate rata of return cn their current
investments and that future investments in the Milne Point: Unit also would
yield a less than satisfactory return. It is also very likeiy that if current
market ccnditlcns persist (cr get worse), the field will be shut-in if me
royalty remains at 20 percent. In addition, future development cf the milne
Point Unit Shallow Sands (heavy oil and gas reservoirs, geologically
equivalent to ARCS"s West Sak-Ugnu reservoirs) is almost certain not to occur
at a 20 percent royalty if current market ccnciticns prevail.

It is acknowledged that a change in the royalty rate from 20 percent tol2 1/2
percent will result in a sncrt term revenue decrease to the state of
approximately 2 million dollars per year from the Milne Point Unit. However
in tne long term the state should be mors than compensated for that less cy
continued production from existing wells anc development cf the Shallow Sarcs
reservoirs at Milne Point ana the acolicaticn of a royalty to that

production. In addition, a change in the royalty rate aisc snculc result ina
prolonged production life for the Kuparuk reservoir at Milne Point.

It is also acknowledged that as a result of amending the unit agreement as
cutlir.ec in this decision, continued production and increased ultimata
recovery of oil and gas at Milne Point are net guaranteed. However, mere Ii=
a suostantially greater likeiihccd that tne benefits resulting from maximum
production will be forthcoming if the royalty rate cn tne leases is 12 1/2
percent vis-a-vis 20 percent curing periods of cepressed world cil prices.

A fixed royalty, regardless of the percentage, 1is not sensitive tc field
operating costs or the overall profitability of the operation. In effect,
there is no sharing of downside risk. In contrast, a royalty rate mac
changes in proportion tc value of the oil produced Is responsive tc both
relative increases and decreases in lessees™ profits. There is a snaring of
botn downside and upsice risks, A royalty rate that changes in resccnse to
changes in tne value cf the oil producea allows continued operation and
development of the field during times of decreasing crude cil prices (and
profitaoility), yet protects the public interest by increasing the State"s
royalty snare of lease revenue curing times of increasing cruce cil prices
(anc profitability).

On calance, an affirmative decision tc amend the unit agreement to change me
fixec 20 percent royalty cn the leases to a royalty that is responsive to
cnanges in the value of the produced oil 1is necessary anc advisacla in the
public interest and prccerly protects the public interest.

ihe Companies anc the State snail proceed, as necessary, to amenc me e-mrilre
Point unit Agreement to induce me terms and conditions necsssarv to
inclement this decision.



Decision

I find that: a decision to amend paragraph 14 of the Milne Point Unit Agreement
is necessary and advisable in the public interest. 1 further Jinc that cy

including tne terms and ccnditicns citsc below in the amencment, the amencment
protects the public interest.

1. The royalty rate cn the leases will be as follows

When the value cf the prccuced oil ac the inlet to the Milne Point
Pipeline is less than $17.CQ per barrel, the royalty rate will bs 12
1/2 percent. When the value of the oil is $17.C0 cer carrel or
greater, but less than $25.C0 per barrel, the royalty rate will be
16.667 percent. When the value of tne cil is $25.CG cer barrel cr
greater, the royalty rate will Pa 20 percent.

The state will limit its taking of royalty in kino from the leases to
a maximum of 12.5 percent.

2. The Companies and the State will prcceea tc amend the %tire =cint
Unit Agreement to incorporate the provisions necessary to inclement
this decision.

3. This cscision is effective 1925. Royalty caynents for the
leases due the State in the month cf , 1535 and thereafter snail
Oe calculated using the royalty rats sc.necuie ssecifiec accve.

4. Article 30 of the Milne Point Unit Agreement will be amenoea as
follows: The Unit Coeratcr and lessees snail comply witn all valid
and acplicaole laws ana regulations that concern the hiring cf Alaska
residents ana that are in effect or take effect during the term, cf
the leases.

5. It is acknowledged that this decision dees not preclude the Ccmcanies

from making future applications for royalty alterations or reductions
under appiicaole Alaska statutes and regulations.

6. The Ccmpanies® simultaneous application for reconsideration/rscceni.-.g
of Commissioner LeResche®"s 1979 Cecisicn is hereby deniec. The

Companies™ simultaneous application for a royalty recuction pursuant
to AS 33.C5.150(jJ) also is ceniea.

Istr.er C. liunnjlLwXs, —ssx”ne*
Department cf Natural Resources

45512
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EX-OFFICIQ MEMBERS
SenaforTe Stevens .
Senalor Frank Murkowski
Congressman Don Young

January 18, 1988

To: RDCs 01l and Gas Division

From: Becky L. Gay
Executive Director

Re: Oil and gas incentives

The Resource Development Council®s Executive Committee
endorsed the following position on December 30, 1987. On
behalf of RDC, 1 want to thank all of you that
participated in the Division®"s activities that led to
our support for this policy.

Incentives to be added:

* Discovery royalty incentives: Draft legislation was
prepared by RDC last year, but has not been introduced

legislatively.

* Exploration incentive credits: Exploration incentives
should be added to all future state lease sales,
especially to encourage drilling.

* Non-competitive leasing: Certain tracts should be
allowed to be filed for and awarded through this over-
the-counter or lottery process as was done until 15)78.
This measure would encourage "grass-roots" interest 1in
oil and gas 1issues, give opportunities to risk-takers
and potentially create a positive, pervasive attitude
change in the public favorable to development.

* Increase DNR"s flexibility to add acreage to scheduled
lease sales: Conciguous or adjacent acreage, for
which there has been a best interest finding made
within the last three years, should be available for
addition to programmed lease sales.

Disincentives to be removed:

* Abolish DGC coordination of permitting: Instead,
institute lead agency permitting as introduced as
SB280 and HB212 last year.

* Change the SEEA process: Develop a legislative
resolution and/or gain administrative consent to
support lead resource agency supervision of the
Social, Economic and Environmental Analysis (SEEA).

* Worker Compensation insurance premiums: Support
reform which can demonstrably reduce premiums in order
to make Alaskans more competitive in labor markets.
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PRODUCING TAXES -ANCHCHAGE

October 16, 1987

Senator Jan Faiks
3111 C Street, Suite 525
Anchorage, AK 99503

Dear Jan:

We appreciate your focusing on two important issues to the Alaska
oil industry®: incentives for exploration development and prompt
settlement of disputed taxes. 1 share your feeling that there are
legislative opportunities to act on these issues and provide
mechanisms to stimulate oil exploration and simplify tax
collection.

We still firmly believe that tax stability, in itself, is the most
important Jlong-term incentive state government can offer any
business taxpayer. Oil production is a capital intensive industry
that vrequires 1long lead times for engineering, planning and

implementation. Inconsistent tax policies impair our ability to
work project economics, and tax changes can cause us to forego
development opportunities. IT an oil development project is

uneconomic, the people of Alaska lose both job opportunities and
state revenue.

As you are aware,” existing state law contains a number of
incentives which could be wused to expand exploration and
development activities. A number of state leases currently contain
exploration credit incentives. Expanding this provision to include
additional qualifying leases should stimulate drilling activity.
The current gas plant inccme tax credit could be expanded to a
broader based investment credit tax system that couJd enhance the
attractiveness of large projects such as enhanced oil recovery, gas
handling, and gas liquids recovery.

The State"s "uncollected"” taxes are largely the result of
administrative policies and practices of the Department of Revenue.
For example, the DOR"s current practice of multiple audits and
assessments of the same tax for the same tax year is the most
significant deterrent to efficiently resolving tax disputes. Any
challenge by a taxpayer prolongs the audit process because the
Department invariably begins a re-audit, makes addiitonal findings,
and pushes the assessment upward. This process results in a
soaring level of "uncollected" taxes.

ARCO Alaska, Inc. la a Subsidiary of AilanticRicnliaidCompany
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Page Two
State Taxes
Senator Jan Faiks

The Legislature could 1impose both timeliness and equity in the
process by establishing a system that would provide for hearings of
taxpayer appeals before independent administrative law judges or by
a state tax court. Under the present system, a taxpayer is not
likely to have 1its case fully reviewed by anyone other than
employees of the Department of Revenue. It is difficult for these
employees to make fair and objective decisions when the
Commissioner is the final court of review.

To minimize collection delays, the Legislature may want to require
the Department of Revenue to render decisions to taxpayers in
reasonable periods of time such as 90 to 180 days. Currently
taxpayer proceedings often take several years for the Department to
render a decision. Over time, these delays raise the amount of
"uncollected"” taxes.

As always, we appreciate the opportunity to share our views with
you on these issues. IfT you would like additional information on
these or other issues, please let us knew.

Sincerely,

Dave Heatwole

c: William E. Wade, Jr., ARCO

be: £. H. Rosenthal, ARCO
/H. R. Motley, ARCO
J. Palmer, Standard
D. Cornett, Exxon





