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J u l y  9 ,  1 9 9 2

D a v i d  L .  H i g h e r s ,  G e n e r a l  M a n a g e r  

C h u g a c h .  E l e c t r i c  A s s n . ,  I n c .

5 6 0 1  M i n n e s o t a  D r i v e  

P . O .  B o x  1 9 6 3 0 0  

A n c h o r a g e ,  A l a s k a  9 9 5 1 9 - 6 3 0 0

D e a r  M r .  H i g h e r s :

T h a n k  y o u  f o r  y o u r  l e t t e r s  o f  M a y  2 7  a n d  J u n e  1 5 ,  1 9 9 2  t o  t h e  G o v e r n o r  a n d  m e  

e x p r e s s i n g  c o n c e r n  r e g a r d i n g  t h e  i m p a c t  o f  t h e  S t a t e  o f  . A la s k a 's  ( S t a t e )  d e d s i o a  to  

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

B e l u g a  R i v e r  g a s  h e l d .  G o v e r n o r  H i c k e l  a s k e d  m e  t o  p r e p a r e  a  d e t a i l e d  r e s p o n s e  

t o  y o u r  l e t t e r * .  I  h a v e  d i s c u s s e d  t h e  i s s u e  w i t h  t h e  G o v e r n o r ;  a n d  h a v e  g i v e n  t h e  

m a t t e r  a  g r e a t  d e a l  o f  t h o u g h t .

Y o u r  l e t t e r  o c  M a y 2 7 ,  1 9 9 2  a s k e d  t h a t  t h e  D e p a r t m e n t  o c ' N a t u r a i  R e s o u r c e s  

CD M R )  w i t h d r a w *  a n  a p e  : a i  h i e d  w i t h  t h e  f e d e r a l  g o v e r n m e n t  s e e k i n g  t o  r e c o v e r  

r o y a l t i e s  d u e  t h e  S t a t e .  T h e s e  r o y a l t i e s  a r e  f r o m  f e d e r a l  le a s e s  l o c a t e d  i n  t h e  

B e l u g a  R i v e r  g a s  f i e l d  a n d .  i n d i r e c t l y  a f f e c t  C h u g a c h  E l e c t r i c  A s s o c i a t i o n ,  I n c .  

( C h u g a c h ) .  T h e  w i t h d r a w a l  o f  t h i s  a p p e a l  w o u l d  n o t  b e  i n  t h e  o e s t  i n t e r e s t  o f  t h e  

S t a t e .  E s s e n t i a l l y ,  t h e  D N R  b e l ie v e s  t h a t  t h e  f e d e r a l  g o v e r n m e n t  h a s  i g n o r e d  i t s  

o w n  s t a t u t e s  a n d  r e g u l a t i o n s  t o  d e p r i v e  t h e  S t a t e  o f  o v e r  $ 0 , 1 9 3 , 3 8 3  i n  lo s e  

r o y a i u e s  a n d  $ 0 , 2 3 6 , 0 0 2 .  i n  i n t e r e s t .

U n d e r  t h e .  M i n e r a l s  L e a s i n g *  A c t  a n d  t h e  A l a s k a  S t a t e h o o d  A c t , ,  t h e  S t a t e  is  

e n t i t l e d ,  t o  n i n e t y  p e r c e n t *  o c  a l l  r o y a l t i e s  r e c e i v e d  f r o m ,  f e d e r a l  o i l  a n d  g a s  le a s e s  i n  

A l a s k a _  T h e  f e d e r a l  g o v e r n m e n t ,  h o w e v e r ,  i n i t i a l l y  d e t e r m i n e s  t h e  a m o u n t  o f  

r o y a l t i e s  d u e ,  c o l l e c t s  t h e  m o n i e s ,  a n d  t h e n ,  f o r w a r d s  t h e  S t a t e ' s  s h a r e  t o  t h e  

S t a t e .  U n d e r  t h e  a p p l i c a b l e  s t a t u t e s  a n d  r e g u l a t i o n s ,  r o y a l t i e s  a r e  to  b e  p a i d  o n  

t h e  " v a l u e  o f  p r o d u c t i o n - ’  A l t h o u g h  C h u g a c h  b e l i e v e s  t h a t  t h e  p r o d u c t i o n  ; s  

v a l u e d  a c c o r d i n g - t o  t h e  c o n t r a c t  p r i c e  r e c e i v e d  b y  a  le s s e e  o n  th e .  s a le  o c  g a s ,  t h i s  

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

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

w i l l  b e  d e t e r m i n e d  b y  l o o k i n g  to  t h e  m e d i a n  p r i c e  p a i d  b y  o t h e r  p u r c h a s e r s  oc g a s
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i n  t h e  s a m e  m a r k e t  a r e a .  I n  o t h e r  w o r d s ,  j u s t  b e c a u s e  t h e  le s s e e s  e l e c t e d  t o  e n t e r  

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

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

l e s s e e s  e l e c t e c L t o  s e l l  t h e i r  g a s  t o  C h u g a c h  f o r  S - 2 1  p e r M c f  w h i l e  t h e  m e d i a n  p r i c e  

i n  t h e  a r e a  w a s  h i g h e r .  C h u g a c h  is  m i s t a k e n  i n  t h e  a s s u m p t i o n  t h a t  S 2 .2 S  p e r  

M e :  i s  t h e  h i g h e s t  p r i c e  p a i d .  T h e  h i g h e s t  p r i c e  p a i d  d u r i n g  t h e  t i m e  f r a m e  

s t u d i e d  i n  t h e  m a j o r i t y  p r i e s  a n a l y s i s  i s  o v e r  3 3 . 5 7  p e r  M c f .  I n  a d d i t i o n ,  m o n t h  b y  

m o n t h ,  m o s t  m e d i a n  v a l u e s  c l a i m e d  b y  t h e  S t a t e  a r e  w e l l  b e l o w  t h e  a l l e g e d  5 2 1 2 6  

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

I n  1 9 8 5 ,  t h e  f e d e r a l  g o v e r n m e n t  c o n s i d e r e d  t h i s  s a m e  i s s u e  i n v o l v i n g  o c h e r  f e d e r a l  

o i l  a n d  g a s  le a s e s  i n  t h e  K a n a i  h e l d  w h e r e  g a s  w a s  b e i n g  s o l d  a t  a  l o w  p r i e s  

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

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

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

a s  a  r e s u l t  o f  t h a t  a u d i t .  —

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

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

B e l u g a  R i v e r  g a s .  T h e  s t a t e  a p p e a l e d  t h i s  d e t e r m i n a t i o n .  T h e  D N R  h a s  s u p p l i e d  

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

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

T h e  S t a t e ' s  p o s i t i o n  s h o u l d  b e  n o  s u r p r i s e  t o  t h e  l e s s e e s  a n d  C h u g a c h .  T h e  S t a t e ' s  

p o s i t i o n  i s  t h e  s a m e  p o s i t i o n  i c  t o o k  i n  1 9 8 5  i n  t h e  K e n a i  g a s  m a t t e r .  M o r e o v e r ,  

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

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

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

e v e n t u a l i t y .

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

i n t e r e s t s .  T h e  S t a t e  b e l i e v e s  t h a t  t h e  f e d e r a l  g o v e r n m e n t  h a s  n o t  u s e d  a  " f a i r  

v a l u e ’  u p o n  w h i c h ,  t o  b a s e  t h e  r o y a l t y  p a y m e n t s  f a r  t h e s e  f e d e r a l  l e a s e s .  I f  L w e r e  

t o  h a v e  t h e  S t a t e  w i t h d r a w  i t s  d e c i s i o n  t o  s e e k  f a i r  r o y a l t y  v a l u a t i o n ,  t h r o u g h  th e -  

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

m y  d u t i e s .

A l t h o u g h  T  s h a r e  y o u r  c o n c e r n  t h a c  s o u t h c e n t r a l  A l a s k a n s  m a y  h a v e  t o  p a y  h i g h e r  

e l e c t r i c  r a t e s  i n  t h e  s h o r e  t e r m  i f  t h e  S t a t e  p r e v a i l s ,  t h e  b e n e n c s  o f  t h e  S t a t e ' s  

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

a n o t h e r .  T h e  l e g i s l a t u r e  a n d  t h e  a d m i n i s t r a t i o n  s h a r e  t h e  r e s p o n s i b i l i t y  to 
d e t e r m i n e  h o w  c h e  r e v e n u e s  f r o m ,  t h e  S t a t e ' s  m i n e r a l  r e s o u r c e s  a r e  a l l o c a t e d  a n d
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s p e n t  a s  p a r t  o c  a  p u b l i c  p r o c e s s  a n d .  r e  v i e  w .  T h a n k  y o u  f o r  s h a r i n g  y o u r  v i e w s  

a n d .  c o n c e r n s .

E r e a l i z e  t h a t  t h i s  - F r i l l  n o t  b e  a  p o p u l a r  d e c i s i o n ,  w i t h .  s o u t h c e n t r a l  a n d  i n t e r i o r  

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

t h e  p a s t ,  C h u g a c h .  a n d  t h e  S t a t e  h a r e  b e e n  a b l e  t o  s u c c e s s f u l l y  r e s o l v e  t h e i r  

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

c a n  b e  c o n t i n u e d .

S i n c e r e l y ,

G l e n n  A .  O l d s  T f*  """

C o m m i s s i o n e r  "
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D a v i d  L .  H i g h e r s ,  G e n e r a l  M a n a g e r  

C h u g a c h .  E l e c t r i c  A s s n . ,  I n c .

5 6 0 1  M i n n e s o t a  D r i v e

P . O .  B o s :  1 9 6 3 0 0

A n c h o r a g e ,  A l a s k a  9 9 5 1 9 - 6 3 0 0

D e a r  M r .  H i g h e r s :

T h a n k  y o u .  f o r  y a u r  l e t t e r  d a t e d  M a y  2 7 ,  1 9 9 2  r e q u e s t i n g  m y  h e lp  a n d  i n t e r v e n t i o n  

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

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

I  h a v e - a s k e d  C o m m i s s i o n e r  O l d s  t o  p r e p a r e  a  d e t a i l e d  r e s p o n s e  t o  y o u r  l e t t e r  a n d  

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

r e s o l v e  o u r - d i f f e r e n c e s .

A d m i n i s t r a t i o n  o f . o i l  a n d  g a s  le a s e s  a n d  v a l u a t i o n  o f  g a s  r o y a l t i e s  is  a  c o m p l i c a t e d  

m a t t e r * .  T h e r e  w i l l  a l w a y s  b e  a  n a t u r a l  t e n s i o n  b e t w e e n  t h e  l e s s o r  2 n d  t h e  le s s e e  

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

to  r e a c h  a n  a c c e p t a b l e  c o m p r o m i s e .  I  h o p e  t h a c  w i l l  b e  t h e  c a s e  i n  t h i s  i n s t a n c e .

S i n c e r e l y ,

W a l t e r  J .  x t i c k e i  

G o v e r n o r

. C O R R E S P O N D E N C E :
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H i k e  C a r e v ,  E d i t o r  
A n c h o r a g e  O a i i y  H e w s  
P . O .  S o x  1 4 9 0 0 1  
A n c h o r a g e ,  A k .  9 9 5 1 4

D e a r  M r .  C a r e y :
I  w o u l d  a p p r e c i a t e  t h e  o p p o r t u n i t y  t o  r e s p o n d  t o  a  r e c a n t  s e r i e s  c f  
a d v e r t i s e m e n t s  i n  t h e  A n c h o r a g e  D a i l y  N e w s  p e r t a i n i n g  t o  C h u g a c h  
E l e c t r i c ' s  p o t e n t i a l  p a y m e n t  o f  a d d i t i o n a l  r o y a l t i e s  o n  g a s  
p r o d u c e d  f r o m  f e d e r a l  o i l  a n d  g a s  l e a s e s .  I  t h i n k  i t  i s  i m p o r t a n t  
t o  c l a r i f y  t h e  D e p a r t m e n t  o f  N a t u r a l  P . e s o u r c s s 1 p o s i t i o n  r e g a r d i n g  
t h e  c o l l e c t i o n  o f  r o y a l t y  r e v e n u e s  a n d ,  a t  t h e  s a n e  t i n e ,  e l i m i n a t e  
a n y  m i s c o n c e p t i o n s  c r e a t e d  b y  t h e  C h u g a c h  a d v e r t i s e m e n t s .

t h e  D e p a r t m e n t  o f  N a t u r a l  Resources t o  c o l l e c t  
a l l  A l a s k a n s  -  n o t  j u s t  f o r  C h o s e  l i v i n g  i n  

b e n e f i t s  o f  t h e  S t a t e ' s  r o y a l t i e s ,  w h e t h e r  t h o s e  
3 B  s t a t e  l e a s e s  c r  f r o m  t h e  s t a t e ' s  s h a r e  c f  
i r . u e s ,  b e l o n g  e q u a l l y  t o  a i l  c i t i r e n s  o f  t h e

s t a t e ' s  s h a r e
j  _ I i  c i t i r e n s  o f  t
u n d e r  s t a t e  l a v ,  r e v e n u e s  

‘ ' ' C h e  P e r t t a n e n c  F u n d ,

I t  i s  t h e  duty o f  
g a s  r o y a l t i e s  d u  
A n c h o r a g e .  T h e  ' 
r o y a l t i e s  c o m e  f r o m  
f e d e r a l  l e a s e  r e v e n u e s ,
S t a t e .  I t  i s  f o r  t h a t  r e a s o n  t h a t ,  u n a e r  
c o l l e c t e d  b y  t h e  d e p a r t m e n t  a r e  d e p o s i t e d  i n  
t h e  G e n e r a l  F u n d  a n d  t h e  S c h o o l  F u n d .

A l a s k a  r e c e i v e s  9 0  p e r c e n t  o f  t h e  r o y a l t i e s  p a i d  t o  t h e  f e d e r a l  
g o v e r n m e n t  b y  l e s s e e s  c f  f e d e r a l  l e a s e s  w i t h i n  t h e  s t a t e .  I t  i s  
t h e  d e p a r t m e n t ’ s  b e l i e f  c h a t  t h e  l e s s e e s  f r o m  w h o m  C h u g a c h  
p u r c h a s e d  i t s  g a s  u n d e r p a i d  t h e i r  f e d e r a l  r o y a l t i e s  d u r i n g  t h e  
p e r i o d  o f .  1 9 8 4  t o  1 9 3 7 .  C J n r i e r  t h e  a p p l i c a b l e  f e d e r a l  s t a t u t e s  a n d  
r e g u l a t i o n s ,  r o y a l t i e s  a r e  t o  b e  p a i d  o n  C h e  " v a l u e  o f  p r o d u c t i o n . "  
C h u g a c h ,  u n d e r  i t s  g a s  c o n t r a c t  w i t h  t h e  l e s s e e s ,  a g r e e d  t o  
r e i m b u r s e  t h e  L e s s e e s  f o r  a n y  a d d i t i o n a l  r o y a l t y  c h e  l e s s e e s  o w e .  
T h i s  f a c t  i n  i t s e l f  s u g g e s t s  t h a t  b o t h  C h u g a c h  a n d  c h e  l e s s e e s  w e r e  
a w a r e  o f  t h e i r  p o t e n t i a l  e x p o s u r e  t o  a d d i t i o n a l  r o y a l t y  p a y m e n t s .  
A l t h o u g h  C h u g a c h  b e l i e v e s  t h a t  t h e  . g a s  i t  p u r c h a s e d  s h o u l d  b e  
v a l u e d  a c c o r d i n g  C o  t h e  c o n t r a c t  p r i c e  i t  p a i d  C h e  l e s s e e ,  t h i s  i s  
n o t  t h e  l a v .  T h e  c o n c r a c t  p r i c e  s e c s  a  m l n i m u m  v a l u e  a c c o r d i n g  t o  
t h e  s c a c u c e s  a n d  r e g u l a t i o n s .
W h e r e  t h e  c o n t r a c t  p r i c e  i s  n o t  a  f a i r  v a l u e ,  f e d e r a l  l a w  a n d  
r e g u l a t i o n  p r o v i d e  t h a t  a  r e a s o n a b l e  v a l u e  w i l l  b e  d e t e r m i n e d  b y  
l o o k i n g  t o  c h e  m e d i a n  p r i c e  p a i d  b y  o c h e r  p u r c h a s e r s  o '  g a s  i n  t h e  
s a m e  m a r k e t  a r e a .  I n  o c h e r  w o r d s ,  t h e  f a c t  t h a t  t h e  L e s s e e s  a n d
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H i k e  C a r e y ,  E d i t o r  
A n c h o r a g e  D a i l y  M e w s  
O c t o b e r  8 ,  1 9 9 2
P a g e  2

C h u g a c h  e l e c t e d  t o  e n t e r  i n t o  l o n g  " e r a  c o n t r a c t s  a t  a  l o w  p r i c e  
s h o u l d  n o t  d e p r i v e  t h e  r o y a l t y  o w n e r s — i n  t h i s  c a s e ,  a i l  A l a s k a n s - -  
o f  t h e i r  r i g h t  t o  r e c e i v e  a  f a i r  r o y a l t y .

C o n t r a r y  t o  C h u g a c h 1 s  c l a i m s ,  E n s c a r  N a t u r a l  G a s  C o m p a n y  a n d  
M u n i c i p a l  L i g h t  a n d  P o w e r  a r e  n o t  i n v o l v e d  i n  t h i s  r o y a l t y  d i s p u t e ,  
a n d  w i l l  s o t  " b e  i n  l i n e  f o r  a n  a d d i t i o n a l  r o y a l t y  s u r c h a r g e . "  M o c  
i s  t h e  d e p a r t m e n t  a s k i n g  C h u g a c h  t o  p a y  r o y a l t i e s  w h i c h  a r e  u p  t o  
1 7  t i m e s  h i g h e r  t h a n  t h e  B e l u g a  r o y a l t i e s  r e p o r t e d  b y  t h e  l e s s e e s .  

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

W h i l e  C h u g a c h  w o u l d  u r g e  u s  t o  t u r n  a  b l i n d  e y e  t o  t h e  f e d e r a l  
g o v e r n m e n t ' s  u n d e r  c o l l e c t i o n  o f  r o y a l t i e s  i n  o r d e r  t o  b e n e f i t  
C h u g a c h ' s  c u s t o m e r s ,  w e  s i m p l y  c a n n o t .  U n d e r  s t a t e  l a w ' ,  o u r  
o b l i g a t i o n  i s  t o  e n s u r e  t h e  c o l l e c t i o n ,  o f  a l l  o i l  a n d  g a s  r e v e n u e s  
f o r  C h e  b e n e f i t  o f  t h o s e  i n  3 a r r o «  a n d  K e t c h i k a n ,  a s  w a l l  a s  i n  
A n c h o r a g e .  A n y  s u b s e q u e n t  d e c i s i o n  t o  s u b s i d i s e  o n e  a r e a ' s  u t i l i t y  
c a s t s  r e l a t i v e  t o  o t h e r s  i s  t h e  r e s p o n s i b i l i t y  o f  t h e  l e g i s l a t u r e .

S i n c e r e l y ,

‘D i r e c t o r
A l a s k a  D i v i s i o n  o f  O i l  a n d  G a s
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QOLOBN VALLEY CLCc t h i c  AOUOCIATIOM irva. Box 71844, PBlrt.*ntc», Ai«*K« otr707-ia«o, Phono 807 o a n o i

F e b r u a r y  2 3 ,  1 9 9 3

2 i r .  D a v e  H l g h s r s
G o n e  r a j .  a a n a g s r
Chugach Electric Association
P.O. BOX 196300
j u i c h o r a g e ,  A l a s k a  9 9 5 1 9 - 6 3 0 0

SUBJECT; Royalties for Natural Gas

Dh i  care t

At th e i r  awaiting on rebxuaxy 23, 1993, the Board of D irectors of 
Golden Valley adopted th e  following reoolutioni

WH2RBAG, House B ill  116 has bean introduced to  amend 
AS 36.03.100 (An Act d irec tin g  the conuniaaioner of 
n a tu ra l resources to  accept, under ce rta in  circumstanced * 
the contcoct p rice  agreed to  between a lessee  of federal 
lend and a gas or e le c t r ic  u t i l i t y  AS the value of the 
federal government1a ro y a lty  share from natu ra l gas 
predication when ro y a lty  L» payable to the s ta te  under 
applicable federa l law; and providing fo r an offootivo 
d a te .) ;  and

khzrzas, Golden Valley S leo tria  A ssociation supports 
th is  le g is la tio n ;

THERZ.PORE, 3E IT RS80LVED, th a t the Board of 
D irectors of Caldon Valley B lootric A ssociation, Inc. 
encourage* the P a irb an k * /in te rio r le g is la to rs  to  support 
House B ill  116.

Wo w ill contact the In te r io r  le g is la to rs  regarding th ia  re so lu tio n . 

Best regards,

Robert Hansen 
Acting General Xanager

*“97* 007 451 5033 02-23-93 1L’:55AU 1'0C2 B2

—  L E T T E R  OF S U P P O R T: GOLDEN V A L L E Y  —
E L E C T R IC  A S S N .



H o m e r  E l e c t r i c  A s s o c i a t i o n ,  I n c .

CORPORA ! r. o f f ic e  
3077' L .ik e  S trc i; r  

H om e r, AJns)Jta 99(i03-7Cifii) 
P h o n e (9 0 7 ) 235-ftl*V / 
FAX  (907) 235-3313

February 25, 1993

Mike Miller, Chairman 
Senate Resources Committee 
Alaska State Senate 
P0 Box V
Juneau, AK 99811

Dear Chairman Miller:

RE: SB 104, STATE SHARE OF FEDERAL GAS ROYALTIES

Homer Electric Association serves over 18,000 consumers on the 
Kenai Peninsula. Most of the power that was previously used and 
the power that is currently used is supplied by gas-fired turbines.

SB 104 will stop the Department of Natural Resources' attempt to 
collect its gas royalties on gas previously used and would 
eliminate future collection attempts via repricing gas and 
assessments of royalties. This will guarantee that HEA consumers 
will not be unfairly assessed for gas royalties in the future.

On behalf of HEA, I ask 
SB 104.

NLS\SRC.ltr/lwb 
cc: Senator Drue Pearce

Davo Highers, CEA 
Dan Bloomer, CEA 
Dave Hutchens, ARECA 
HEA Board of Directors 
NLS-rf H/K

LETTER OF SUPPORT: HOMER ELECTRIC
ASSOCIATION

that your committee favorably report 

Sincerely,

HOMER ELECTRIC ASSOCIATION, INC.

General Manager

2*..*,v,-tlii Sr: vivr .'*• i>I r
'.I A:: jjo.-l Way

sayoMil ..I.,-.i.n !!')£’• S I •!>:>.’<(}
•je'/) 2 o : i i  

::.»vj 283-7122
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SB104
DNR Fiscal Note 
Page 2

F e b r u a r y  1 8 ,  1 9 9 3

The retroactive application provisions of: the bill make it
difficult to evaluate the fiscal impact of the bill. It is not 
known, at this time, if any refunds, except for the one described 
below, will be due the federal lessees because of the proposed 
retroactive change in state policy. An audit of past federal/state 
royalty collection policies beginning in 1959, v/hich will require 
a considerable amount of time and resources, would have to be 
completed in order to determine the full fiscal impact of this 
bill.

What is known today is that if the bill becomes law, the state will 
be barred from advocating for higher royalty values for gas 
production from federal leases in the Beluga River field for past 
production periods. The state believes that as of April 15, 1992, 
approximately $10.4 million is owed for the audit period between 
October 1, 1984 through June 30, 1987. Because interest continues 
to accrue on the past due principle, the amount of the claim 
continues to grow.

At this point in time, the amount owed is based on a claim by the 
state. However, the state's position in support of the area 
pricing theory or median value pricing theory, and the amount 
sought may or may not be sustained by a court with jurisdiction for 
this issue.



A l a s k a  S t a t e  L e g i s l a t u r e

3111 C Street. Suite 150 
Anchorage, Alaska 99503 

(907)561-2038
During Session: 

P.O. Box V 
Juneau, Alaska 99811 

(907) 465-4993

Senator Drue Pearce
District G

Sponsor Statement for SB-104 
Senate Resources Committee

Mr. Chairman, and members of the Committee, this bill, if passed,
would require the Department of Natural Resources to use the same
standards for valuation of natural gas on federal lands as it 
currently uses for gas from state lands.

If enacted it would constrain the Department of Natural Resources 
from abandoning the contract price as the means of determining 
gas royalty value on federally leased land.

Currently, the Department of Natural Resources is interpreting 
its obligation to adopt an average Cook Inlet area price as the
gas royalty price on federal leases, and wishes to apply the
standard retroactively.

This legislation is directed at changing the statute and thus 
relieving the Department of Natural Resources from its perceived 
obligation.

If not enacted, the financial impacts of royalty revaluation 
could impose a considerable burden on consumers. Gas lease 
owners would have to pay roughly $5 million in retroactive 
royalties and an estimated $5 million in interest. Utility and 
gas lease owner contracts provide for such costs to be passed on. 
Ultimately, utility consumers would end up carrying this burden.

The fiscal note attached to this proposed legislation is a zero 
fiscal note.

In 1985, the Department of Resources stated that the department 
w.-'s comfortable with the use of the contract price for the 
following reasons:

1. DNR believed that it was pennywise and pound foolish to 
extract a few extra royalty dollars at the price of 
burdening Southcentral's economy.

2. DNR concluded that accepting the utilities' contract price 
would yield the state full "value" for its royalty gas, and

SPONSOR STATEM ENT



therefore accepting that price was in the "best interest" of 
the state.

3. DNR argued that utilities' sales contracts presented a 
unique situation requiring tailored royalty treatment.

4. DNR wanted to avoid the uncertainty caused by a rejection of
the utilities' contract price.

5. DNR wanted to avoid an adversarial relationship with the
Railbelt's principal utility.

6 . DNR opposed the assessment of royalty delinquencies
involving utility contracts retroactively.

The legislation that I am proposing is designed to further 
clarify statute 38.05.180(aa) so that the uncertainty that arises 
with different interpretations of the statute can be put to rest.
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January, 1993



I. Introduction
The Alaska Department of Natural Resources ("DNR") has asked the federal 

Minerals Management Service ("MMS") to retroactively assess additional royalties 

against natural gas production from federal leases In Cook Inlet's Beluga River 

Unit. V Chugach Electric Association, Inc. purchases gas from the Beluga River 

producers: would likely be liable for those royalties under Its purchase agreements; 

and would necessarily pass any resultant costs on to its Railbelt consumers, 

probably through some form of rate surcharge. 2/

For the period covered by DNR's dem and—October, 1984 through June, 

1987 (the "demand period")—the estimated am ount of the potential royalty 

assessm ent, and hence the potential rate surcharge on Railbelt consumers, is 

$12.4 million. 3/  An additional $9 million surcharge could result If DNR makes a 

similar demand for subsequent years. 4/

This paper discusses the history of the Cook Inlet gas royalty controversy, 

as it applies to public utilities, as well as the Impact of DNR's current demand on 

Railbelt consumers. The point here is that DNR's actions are irreconcilably 

inconsistent with longstanding state policy favoring the acceptance of the contract 

price as the "value" of royalty gas when tha t gas is purchased by a public utility at 

arm 's-length.

That policy is engrained in AS 38.05. i80(aa). a 1986 statute which generally 

requires DNR to accept the utilities' contract price for state royalty purposes. DNR 

vigorously supported that legislation. /  DNR Itself explained, the legislation was

* / T he s ta le  w o u ld  receive  90%  o f  th o se  fed eral rova lU es th ro u g h  th e  r e v e n u e -sh a r in g  p ro v is io n  of  
3 0  U .S .C . § 1 9 1 .
2/  A ny rate  su r c h a r g e  w o u ld  n eed  to be a p p ro v ed  by th e  A la sk a  P u b lic  U tilit ie s  C o m m iss io n .
3 /  T ills  figure in c lu d e s  the p r in c ip a l a m o u n t th e  retroacU ve rova lU es. a s  w ell a s  in te r e st  th ro u g h  
D ecem b er  3 1 . 1 9 9 2 .
4/  E sU m a tin g  th e  p o ten U a l c o s t  o f  retroactive  royalty  d e m a n d s  for s u b s e q u e n t  years, is  d ifficu lt  
b e c a u s e  o f  D N R ’s  m e th o d o lo g y  for c o m p u tin g  th o se  ro y a ltie s  ( s e e  S e c tio n  IV. post),

1



warranted because, in the case of sales to utilities, the long-term contract price 

actually represented the gas’ "value"; accepting the contract price was in the public 

interest; and a higher "value" assessm ent would both unduly harm  Railbelt 

consumers and inject damaging uncertainty into utilities' fiscal planning.

In 1986. DNR advanced seven different reasons why Alaska was best served 

by accepting the contract price when gas was sold to public utilities, and this 

paper is subdivided into those same seven themes. Subsections III(AMG) look 

back to 1986, recounting DNR’s words on each of these seven policies. 

Subsections IV(A)-(G) then apply each of those policies to DNR's current initiative.

The lesson of tha t exercise is obvious: public utilities, and indeed the 

legislature, thought they had settled the Cook Inlet royalty gas issue with the 1986 

legislation. DNR, however, feels it has found a loophole in that law, allowing it to 

resurrect the dispute for federal Beluga gas royalties. In so doing the agency is 

both disavowing a position that has survived three successive adm inistrations, and 

threatening to cause the same unpleasant impacts on the Alaska economy that it 

fought so hard, in 1986, to avoid.

All of which suggests the need for clarifying legislation to ensure that the 

1986 law achieves its intended purposes. Leaving aside royalty "valuation" issues 

generally, the Issue of valuing Cook Inlet royalty gas raises special concerns that, 

as DNR itself has long maintained, demand tailored treatm ent. This subset of 

Cook Inlet gas production represents a minute fraction of the state 's royalty 

receipts; however, to Railbelt consumers, the financial impacts of royalty 

revaluation would impose a considerable burden on an  already fragile regional 

economy.

2



n . The N a tu re  o f  the C u rren t C on tro ve rsy
This is an unusual royalty dispute. Although nominally imposed on the 

Beluga River producers. DNR is well aware that these retroactive royalties, if 

assessed, will be paid by individual Alaskans. As a result, this is not so much a 

dem and for more royalties, but rather an effort to Impose a hidden tax—one ievled 

without public or legislative involvement.

DNR's theoiy is that the "value" of Beluga gas is higher than  the price at 

which royalties were originally paid, and tha t royalties are due on the higher 

am ount. Chugach has purchased Beluga gas from the unit's three producers— 

ARCO Alaska, Inc.; Chevron U.S.A. Inc.; and Shell Oil Co.—under long-term sales 

contracts since 1965. During the dem and period, gas was sold under those 

contracts a t $.21./mcf, and royalties were paid on that am ount. 5/  DNR is asking 

MMS to retroactively value the Beluga River royalty gas tha t was sold to Chugach 

at over $2/m cf.

There is a good reason why Beluga actually sold for $ .21 /m cf during the 

dem and period. The Beluga River field was discovered in 1962, bu t there was no 

available m arket for it. Unlike oil, natural gas can 't easily be stored or 

transported, but requires a costly gathering and distribution system. No 

prospective purchaser would invest in such a system unless it Is assured of a long­

term supply of gas at what are then-reasonable prices. As a result, purchasers 

needing to construct such a system normally require long-term purchase 

contracts. 6/

The need for such a contract was particularly acute at Beluga. Chugach 

proposed to build a generating facility at Beluga, and then transm it the electricity

5/  "Mcf means "thousand cubic feel."
G/  See Foster v. Atlantic Refining Co.. 329 F2nd 485. 488 (5th Clr. 1964) (’The practicalities of the 
gas Industry require that gas be sold under long-term contracts because the pipelines must have a 
committed source of supply sufficient to Justify financing. construction. and operaUon ")



to Anchorage. The capital investment for that facility has been about $130 million, 

and the contract price ($.16\mcf originally, and increased to $.21\incf in 1973) 

was an integral part of the financial prospects justifying that investment.

At all times, the long-term contracts between Chugach and the producers 

were negotiated at arm's length. Both won considerable value. Chugach received 

a long-term price that justified financing of power generation facilities. The 

producers won an otherwise non-existent market for their gas.

Railbelt Alaskans, of course, also benefitted considerably from that contract. 

As Chart I shows, 

during the period at 

issue here—the 

mid- 1980's- 

Chugach, despite 

the higher cost of 

providing virtually 

any service in 

Alaska, was able to 

supply power to 

Railbelt Alaskans at 

less than the 

national average.

It is this contract, and the benefits that flowed from it, which DNR now 

wishes MMS to disregard, imposing royalties instead at about 10 times the price 

actually paid by Chugach to the producers.

To date, MMS has refused DNR's demand, because federal law generally fixes 

royalty payments at the sales contract price, particularly vvhere-as here--the

Cost of Average Monthly 
Home Electric Bill

IS l Chugach 

I  N ational A \e ra s e

1983 1984 1985 1986 1987 1988

CHART 1: S O U R C E : C h u g a c h  E le c t r ic  r e t a i l  r a t e  h is t o r y :  E n e r g y  

I n fo r m a t io n  A d m in i s t r a t io n - - T y p ic a l  E le c t r ic  B i l l s



contract was arm 's length. DNR has. however, appealed MMS’ position to a higher 

level within that agency.

I I I . S ince  1 9 8 6 , DNR a n d  the L e g is la tu re  have p u rsu ed  a  consis ten t s ta te  
p o lic y  o f  accepting the long -te rm  s a le s  p r ic e  to p u b lic  u t i li t ie s  a s  the "value" 
o f  ro y a lt y  gas

As Chart 2 shows, Cook Inlet gas is sold for a variety of purposes, under a 

variety of very different 

contracts. The prices 

charged under those 

contracts are dependent 

on a range of factors, 

including: the existence

(or nonexistence) of 

competing buyers:

contract volume and term; 

when the contract was 

entered into: the

purchaser (whether or not related to the seller): and the purpose and destination of 

the sale.

C o o k  I n l e t  G a s  U t i l i z a t i o n

27%

31%

3  Fi-JdCpsdlcrs 

H Electric Fa\e 

■ Gcs LUIIls

i D i n g

3  ATTTtnoUrec: 
3  PfftdGcs

I
1 ■ o re

C H A R I' 2. SOURCE; Ak. Dept. of Natural Resources. "Historical and 
Projected Oil and Gas Consumption.” April. D92

»
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The four major gas producing' fields in the Inlet are North Cook Inlet. Beluga. 

McArthur River and 

Kenai. The principal 

historical producers and 

purchasers of those fields 

are displayed in Chart 3.

DNR or MMS. as the 

case may be, generally 

holds a l /8 th  royalty on 

leases in these fields.

Rather than take that 

royalty gas "in kind." DNR 

and MMS require the producers to pay them for 1 /8 th  of total production from the 

field. And historically, producers have paid those royalties based upon the price 

that they received from buyers of that gas.

Beginning in the mid-1980's, MMS began revaluing Cook Inlet royalty 

payments, focusing on Union and Marathon's production from the Kenai field. And 

in 1984. the state entered into a valuation agreement for Phillips' LNG sales from 

the North Cook Inlei field.

Then, on March 18, 1985, DNR issued a "Notice to Lessee," announcing that, 

prospectively, it would no longer accept the long-term contract price for Cook Inlet 

gas production, including that from Beluga River. Attachment 1. DNR believed 

that it was required to assign a higher "value" to royalty production as a matter of 

law. "This is a lease enforcement action." DNR said, "and it is not optional/’ 71

7 /  S tatem ent by Esther C. Wunnlcke, Commissioner. DNR. to Anchorage Caucus. April 2. 1985 at 
4. Attachm ent 2.

T h e  P r i m a r y  G a s  F ie l d s  

o f  C o o k  I n l e t

McAnhur River
Major Producers: 

Union, Marathon 
Major Purchasers: 

Union Chemical 
Marathon (LNG)

Beluga River
Ma|or Producers:

ARCO, Chevron, Shell 
Major Purchasers 

Chugach, Enstar

North Cook Inlet
Major Producers: 

Phil IID3 
Major Purchasers: 

Phillips (LNG)

■ Kena
Major Producers: 

Union, Marathon' 
Major Purchasers, 

APC/Ensiar 
Maraihon LNG 
Swanson 3lvar Ft

State Leases 

Federal Leases

C H A R T S
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Later in 1985, the MMS and DNR settled much of the Kenai field 

controversy. Royalties due on Union's Kenai dispositions to its chemical plant, 

and to the Swanson River field under a rental agreement, were settled with both 

governments in November, 1985; and royalties due on Union and Marathon's 

contract with Alaska Pipeline Company were settled the next month. Also in 1985, 

M arathon settled with DNR on royalties due from Kenai LNG sales.

The dispute over royalties due on sa 'es of Beluga River gas to Chugach 

Electric Assn., however, did not settle. Royalties had been paid on that gas a t the 

contract price of $.21/mcf; the state, conversely, asked for prospective royalties of 

$2.05/m cf. In response. Chugach, and the Beluga producers, filed su it in state 

superior court. 8/

DNR Commissioner Wunnicke conceded at the time tha t DNR’s new position 

"is not a popular decision." Attachment 2 a t 1. Although technically imposed on 

the Beluga producers, DNR's proposed new royalties would actually fall on 

Chugach because of a "pass through" clause in Chugach's purchase contracts. 

See, e.g., Attachment 3. And those costs in tu rn  would be passed to Chugach's 

consumers. At the time. Chugach estimated a $3 million/year rate Increase from 

DNR's proposal. 9/

The legislature's response to the agency was SB 309, introduced by Senators 

Vic Fischer. Kelly and Faiks. As originally drafted, the bill would require 

acceptance of the contract price for a l l  long-term gas sales--not Just those to 

utilities. Attachment 5. For that reason, DNR opposed it. 10/

8/  ARCO Alaska. Inc. ef al. v. Slate of Alaska. 3AN-85-6218. 7617. 7633 (Consolidated) Civ., Ak. 
Superior CL, Third Judicial Dst.
9/  PresentaUon of Chugach Electric Assn. to Senate Resources Committee, 1986 at 1. Attachment
4.
,0/  Letter, Commissioner Wunnicke to Drue Pearce, April 28. 1986 (Attachment 6). The letter 
explains why DNR opposed original SB 309, but supported subsequent committee substitutes. 
The principal reason, according to Wunnicke, was L*iat while it was "appropriate to accept a

7



The Senate Resources Committee, however, confined the legislation to 

royalties on gas sold to regulated utilities, and DNR enthusiastically embraced the 

bill. DNR had always wanted, according Wunnicke, to accept the contract price 

when utilities were involved; the problem, she said, was tha t it was "constrained 

even in tha t kind of settlem ent talk by the legislative directive that they obtain fair 

m arket value." 11 /

Throughout legislative deliberations on SB 309, DNR continually stressed 

seven themes:

A. DNR be lieved  th a t  i t  w as p enn yw ise  a n d  p ou n d  f o o l i s h  to 
e x t ra c t  a  f e w  e x t ra  ro y a lt y  d o l la r s  a t  th e  p r ic e  o f  b u rd en in g  S ou th cen tra l's  
econom y . Accepting the contract price as the royalty value for public utilities was 

good policy, DNR said, "because Alaska consum ers would be the direct 

beneficiaries of any royalties lost to the state as a result of using solely the contract 

price to establish royalty value.' 12/  The Attorney General agreed:

SB 309 is intended to directly benefit Alaska 
consum ers by pvoviding additional price certainty for 
gas sold to consum ers and for gas sold to generate 
electricity for consum ers. The Alaska consumers 
would also be the beneficiaries of any royalties 
foregone by the state, because the lower royalties 
would result in lower electric and gas bills.

Letter, Atty. General Brown to Gov. Sheffield, May 28, 1986 a t 2 (Attachment 8);

see a ls o  Minutes. Senate Rules Committee. Feb. 27, 1986 at No. 155 (Attachment

9) ("Kay Brown says tha t the Departm ent of Natural Resources policy has been to

benefit consumers."); Minutes, House Finance Committee, May 10, 1986 at

051086 (Attachment 10) ("Ms. Brown said with the House Finance proposed

con tract price as  the royalty value for arm s-length  sales to regulated utilities," the original bill did 
"not d is tingu ish  between consum er and Industria l uses."
11 /  M inutes. Senate R esources Committee. 2 /1 0 /8 6  a t No. 353. A ttachm ent 7.
12/  A ttachm ent 6 a t 1-2.
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Committee Substitute, the state was giving up some contract rights in order to 

benefit consumers directly. She said the departm ent feels that Is proper because 

any of the royalties tha t are lost would go directly to benefit citizens in Alaska."); 

Letter, Wunnicke to Rep. John  Sund, May 18, 1986 (Attachment 11) ('The 

departm ent believes it is appropriate to accept a contract price as the royalty value 

for arms-length sales to regulated utilities...because Alaska consum ers would be 

the direct beneficiary...").

As Commissioner Wunnicke summarized in a letter to Rep. Richard Shultz:

The Department s t ro n g ly  s u p p o rts  the 
bill as it has come to the Committee. (The benefits of 
accepting the utilities' contract price] will affect up to 
270,000 gas and electric custom ers in Alaska and in 
future years if gas production occurs elsewhere in the 
state, we can expect even broader benefits from use of 
the sta te’s royalty gas.

April 22, 1986 (Attachment 12) a t 1; emphasis added.

B . DNR con c lu d ed  th a t  accep tin g  th e  u t i li t ie s ' c o n tra c t p r ic e  
w ou ld  y ie ld  the s ta te  f u l l  "va lue" f o r  its  ro y a lt y  g a s , a n d  th e re fo re  accep ting  
th a t  p r ic e  w as in  th e  "best in te re s t"  o f  th e  s ta te . As we have seen, DNR 

explained its 1985 Notice to Lessee by arguing th a t it was legally compelled to seek 

full "value" for its royalty gas. However, in legislative debates on SB 309, the 

agency conceded that accepting the utilities' contract price would yield the state 

full "value," since any lost royalties would flow directly to Alaska consumers:

Commissioner Wunnicke stated that since 
the beneficiaries of the legislation are in-state, 
nonprofit, or government owned utilities or 
cooperatives, the state would not lose Its fair value for 
its resources.

*
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Minutes, Senate Resources Committee, Feb. 19, 1986 at No. 180 (Attachment 13); 

see a lso  A ttachment 10 a t 051086. For this reason, in the final legislation the 

legislature made the finding that:

...the best interest of the state will be served if 
the commissioner of natural resources is authorized 
to establish the in-value royalty for gas sold to a gas 
or electric utility by using the contract price between 
the lessee of the state and the utility, whether or not 
the gas lease establishes a different standard for the 
valuation...

Sec. 1, Ch. 55, SLA 1986. In its March 3, 1986 analysis of the legislation, DNR 

concurred with tha t finding. Attachment 14. And the Attorney General, in his 

review of the legislation, concluded tha t the legislation offended no constitutional 

m andate to receive "full fair market value" for the royalty gas. Attachment 8 at 2.

C. DNR a rg u e d  th a t  u t i li t ie s ' s a le s  c o n tra c ts  p re se n te d  a  un ique  
s itu a t io n  re q u ir in g  ta i lo re d  ro y a lt y  tre a tm en t. Over the years, DNR has 

devoted considerable effort, and achieved considerable success, revaluing other 

royalties based upon the "value" concept. And DNR fought hard during the 1986 

legislative session to retain the authority to pursue that general state policy— 

indeed, and as we have seen, DNR opposed original SB 309 because it would have 

required acceptance of the contract price for a broader range of royalty 

controversies,

ln e  agency, however, strongly believed that an exception should be made for 

utilities' contracts, and th a t sound public policy warranted that distinction. In 

explaining her departm ent's opposition to original SB 309, and its support for later 

substitu tes. Commissioner Wunnicke explained:

The (original) bill does not distinguish 
between consum er and industrial uses...The effect of 
the bill would be to require use of a contract price in 
virtually all cases.

10



The departm ent believes it is appropriate 
to accept a contract price as the royalty value for 
arms-length sales to regulated utilities...because 
Alaska consumers would be the direct beneficiaries of 
any royalties lost to the state...The departm ent is not 
persuaded that industrial gas uses should receive the 
same exemption, since the likely effect would be to 
increase the profits of industrial concerns without a 
corresponding public benefit.

Attachment 6 a t 1-2: see also Attachment 10 a t 051086 (DNR "did not believe it

was a good idea to forego the contract rights, or forego the intent [sicl of future

income, for other types of sales."); Attachir m t  12 at 1.

The limited application of the bill. DNR stressed, did not make this "special 

interest" legislation:

The B 11 is not a "special interest" rewrite of the 
state's royalty valuation policy. The benefits tha t 
would accrue under the Bill would benefit more than 
three-quarters of the state 's citizens.

Letter, Wunnicke to Sen. Sackett, March 3, 1986 a t 4 (Attachment 22).

Apart from the logical distinction between royalty settlem ents that would 

benefit Alaskans dollar-for-dollar, and settlem ents that would not, the limitations 

of SB 309 minimized its fiscal impact. Indeed, DNR gave the legislation a "zero" 

fiscal note. Id.
D . DNR w an ted  to a vo id  the u n c e rta in ty  cau sed  by a  re je c tion  o f  

the u t i li t ie s ' c o n tra c t p ric e . Even in its internal deliberative process leading to 

the 1985 Notice to Lessee, DNR acknowledged that, by refusing to accept the 

contract price for utilities' sales, the agency was injecting damaging uncertainty 

into utility planning:

The fluctuation of royalty value independently 
of the contract price under which gas is sold injects 
uncertainty into the long-term planning by oil 
companies and utilities. This uncertainty (and higher

11
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royalty rates) may reduce Incentives to invest capital 
in oil and gas and utility enterprises, or affect the 
timing or structuring of such enterprises.

Kay Brown to Wunnicke memo, Nov. 6, 1984 at 3. A ttachment 15.

In its testimony on SB 309, Chugach stressed the uncertainty created by 

DNR's 1985 Notice to Lessee, which announced for the first time that the state 

would no longer base royalties on the contract price:

Our commitment to build generation facilities a t 
the Beluga gas field back in 1965 was able to occur 
only because we had signed long-term contracts 
ensuring the stability of the price for that Beluga 
River gas. In fact, had we been unsuccessful in 
obtaining long-term contracts ensuring stable fuel 
prices, we would have been unable to make th a t plant 
investment.

Testimony of Dr. Joyce N. Murphy, Senate Resources Committee, Feb. 10, 1986 at 

4 (Attachment 16). As a result, Chugach stressed the need for a full and final 

legislative settlement of "the underlying royalty policy question." Id. at 6. "A 
la s t in g  s o lu t io n "is what Chugach sought. Id .; em phasis added.

DNR agreed. In fact, Commissioner Wunnicke warned the Senate Resources 

Committee tha t "th e re  is  som e u rgency  in passage of this bill as the utilities are 

already in negotiations for future long-term contracts." Attachment 13 at No. 103; 

em phasis added.

Thus, DNR frequently cited the price "certainty" resulting from accepting the 

contract price--both to utilities and their custom eis--as a principal reason for its 

support of the bill. A ttachment 14 at 1 (SB 309 "will allow the state to provide 

certainty in royalty gas valuation for Alaska consumer uses..."); Attachment 11 at 

1 ("Alaska consum ers would be the direct beneficiaries of the certainty of price..."); 

Attachment 8 a t 2 ("SB 309 is intended to directly benefit Alaska consumers by 

providing additional price certainty...").

12



And, the legislature itself thought the bill would provide that certainty. 

According to the Senate floor statem ent. SB 309 would "providle] long term price 

stability for southcentral and railbelt electric consumers." Attachm ent 20 a t 1.

E . DNR w an ted  to a v o id  a n  a d v e r s a r ia l re la t io n s h ip  w ith  the  
R a ilb e lt 's  p r in c ip a l u t i li ty .  As discussed earlier. Chugach sued the state in 

response to the 1985 Notice to Lessee. Chugach and DNR settled tha t dispute "in 

principle" a t a royalty price of $ .75/m cf—a num ber closer to the long-term contract 

price than the $2 .05/m cf sought by DNR through its "value" methodology. 

Attachment 17. ,3/  However, that settlem ent was contingent on passage of SB 

309. Id. The bill was needed to effectuate tha t settlement, DNR said {id.): and. as 

the Attorney General advised, the legislation "will eliminate the expenses and 

uncertainty of that litigation for the state, Chugach Electric Association. Inc., and 

consumers." Attachment 8 at 2.

F. DNR be lieved  th a t  A S  3 8 .0 5 .1 8 0 (a a ) c re a te d  a  le g is la t iv e  
d e fin it io n  o f  v a lu e  f o r  ro y a lty  g a s  s o ld  to  u t i li t ie s , even i f  th e  p a r t ic u la r  
con tro v e rsy  w as n o t w ith in  the scope  o f  th e  s ta tu te . The significance of this 

position will become apparent when we explore DNR's recent about-face in the next 

section of this paper.

As finally enacted by SB 309, AS 38 .05 .180(aa) required acceptance of the 

utilities' contract price only when the purchase contract was "entered into on or 

after the effective date of this Act." Sec. 5. Ch. 55. SLA 1986. But the Chugach 

purchase contract which was the subject of the settlement described in (E). ante. 
pre-dated the statute. By a strict reading of its terms, then. SB 309 would not 

"authorize" the Chugach settlement.

,3/  See also Attachment 13 at No. 103; Minutes. House Rules Committee May 11. 1986 at No. 
128 (Attachment 18).
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But DNR. as we know, said it would—and for good reason. Whether or not 

the particular controversy was within the scope of the new statute, said DNR, new 

AS 38 .05 .180(aa) provided a legislative definition of "value" for a ll gas royalty 

controversies involving long-term sales contracts to utilities. In response to a 

question from Senators Fahrenkam p and Sturgulewski as to how a prospective bill 

could help settle a dispute over a pre-existing contract. Commissioner Wunnicke 

explained:

The commissioner stated tha t the agreement 
they have made [with Chugach] is in settlem ent of 
litigation and should not be seen as a difference in 
policy. She said it is DNR's responsibility to get fair 
m arket value. Efforts to reach agreement in the 
litigation have been constrained by this responsibility.
I f  the le g is la t io n  u n d e r d iscu ss ion  p a s s e s , sh e  
w ill in te rp re t  th a t a s  d ire c tio n  th a t  a  long -te rm  
c o n tra c t  en te red  in to  w ith  a  n o n p ro fit  e le c t r ic a l 
coop e ra tiv e  o r  m u n ic ip a l u t i l i t y  w i l l be g u id an ce  
f o r  d e te rm in in g  m a rk e t v a lu e .

Attachment 13 a t No. 068: em phasis added.

G. DNR opposed  the a ssessm en t o f  r o y a lt y  d e lin q u en c ie s  in vo lv in g  
u t i li t y  c o n tra c ts  re tro a c t iv e ly . If DNR revalued royalties paid in previous years 

on the basis of a long-term utility contract, a troubling unfairness would result. 

The custom ers who consumed that royalty gas would have paid for the gas at the 

lower rate. But any rate surcharge imposed to compensate for a royalty 

revaluation would be paid for by today's consumers. Simply put. today's 

custom ers would be required to pay for other people's prior use of electricity.

DNR recognized tha t unfairness as early as its March 18. 1985 Notice to 

L essees-the one announcing the agency's short-lived policy of disregarding the 

contract price. The effective date of that Notice was April 1. 1985, the agency 

explaining:



...[T]he state has elected to enforce this 
policy prospectively only in order to reduce conflicts 
and to avoid certain difficulties associated with 
retroactive adjustm ents of these royalties.

Attachment 1 at 1. DNR then postponed the effective date yet another two weeks.

and explained why to the Anchorage Caucus:

I decided not to seek retroactive royalty 
payments based on current m arket values. For both 
the retroactive and prospective periods, the gas sales 
contracts between the producers and the utilities 
provide chat royalty adjustm ents will be passed 
through to Enstar and Chugach Electric. Prospective 
collection can be implemented in an orderly fashion.
However, retroactive collection would create 
significant legal and financial risks for the state's 
utility companies, including Chugach--a consumer 
cooperative. In particular, it is uncertain how, and to 
what extent, retroactive royalty collections could be 
passed through to consumers.

Attachment 2 at 3.
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H. Post-enactm ent events seem ing ly  p u t the Coolc In le t g as issue 
to rest. With the enactment of SB 309, and subsequent Cook Inlet setuements, it 

seemed as though the disruption caused by DNR's 1985 Notice to Lessee had 

finally been laid to rest. On September 26, 1986, Chugach and the producers 

settled with DNR on the value of royalties from state leases at Beluga River. In 

1989, Chugach and the 

Beluga producers entered 

into a new long-term 

contract, and on

December 4, 1989, DNR 

Commissioner Gorsuch 

agreed to use that 

contract's price to

determine royalty values.

Attachment 19.

This, combined with 

settlements involving the other major Cook Inlet gas fields, laid the entire region's 

royalty disputes at rest, save for a routine federal audit of the royalties paid on 

MMS leases in the Beluga River Unit. See Chart 4. It is through this last vestige 

of a once-divisive controversy that DNR has now chosen to disown long-standing 

state policy on Cook Inlet gas sales to utilities, and pick a fight.

It Is to that recent action that this paper now turns.

Status of Cook Inlet 
Royalty Disputes

McArthur River
Union lasuaa settle 

in 1886 
Marathon Issues 

settle in 1992

N

Beluga RiverState Issues sealed per 1986 agreement Federal Ieas9 .jsues still outstanding
North Cook InletSettled in 1984

KenaiAPL-1 Issues settle in 1985Other Union issues settle in 19B6Oitter Marathon issues settle In 1985, 1990 and 1992
Still Outsiardingj

CHART 4

P
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IV . DNR's c u rre n t in it ia t iv e  a g a in s t  C hugach  is  c o n t ra ry  to eve ry  p r in c ip a l 
ad op ted  by th e  agency in  1 9 8 6 .

From October, 1984 through June , 1987, the Beluga River producers (and 

hence Chugach and Railbelt consumers) paid royalties to the federal government 

on two federal Beluga River Unit leases according to the long-term contract price 

established In the Chugach contract—$.21/mcf. This was the same am ount paid 

to the sta te—with Its acquiescence—until the April 15. 1985 effective date of the 

Notice to Lessee. ,4/

This was also the am ount called for by federal law. DNR concluded long ago 

that "(t)he federal lease forms are different from the state forms, and different 

standards and procedures apply." ,5/  Whatever state leases might require (absent 

AS 38 .05 .180(aa)), federal law generally accepted arm 's-length long-term contract 

prices during the 1984-86 demand period. 16/

14/  After that date, and pursuant to the Chugach/DNR settlement of state lease royalties. DNR 
received $.75/m cl for Beluga River state leases.
15/  DNR "QuesUons and Answers on Cook Inlet Royalty Gas." April 11, 1985 at 7. Attachment 
21 .
16/  A 1977 U.S. Geological Survey Nolle ssee, NTL-5, ger :rally required the federal
government to accept the intrastate Chugach - iiiract price, as long a it exceeded $.18/mcf. 42 
Fed. Reg. 22610. While NTL-5 also contained a provision for lncre; ;ing the royalty above the 
co*.tract price when market conditions demanded, that Notice was mtdlfled by the federal "NTL-5 
/ j t  of 1987' for any production between 1982 and July 31. 1986. P .l. 100-234. Under that Act. 
MMS could, and in most cases should, accept as royalty value contract prices which were dictated 

by the market and which would be lower than the highest price paid for a major portion of 
production." Cong. Rec. S18631. daily ecL. Dec. 21, 1987.

For producUon subsequent to July 31, 1986, MMS issued new reguIaUons. In explaining 
those regulations, MMS stressed that, even for prior production, "it was the Department's intent to 
recognize contract price as the value for (inLrastate sales under pre-1977 contracts!,..MMS believes 
that it would be Inequitable to rescind these provisions and possibly subject such sales to 
significantly Increased royalty values." 51 Fed. Reg. 26760 (July 25. 1986). MMS' current 
regulations, effective March 1, 1988. straightforwardly provide that royalties shall be based on "the 
gross proceeds accruing to the lessee." as long as the contract proceeds were negotiated at arm's- 
length. 30 C.F.R. §206.152(b)(l)(i). See Mandell-Rice. Federal Gas and Gas Products Valuation 
Regulations. Paper No. 5, Rovnltv Valuation and Management. Rocky Mountain Mineral Law 
Foundation (1988).
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In 1989, MMS began a routine audit of the producers' royalty payments. In

DNR's R o y a lty  T h eo ry , a n d  I t s  O ve rre ach in g  Use
o f  th a t  T h eo ry

DNR would recompute Beluga R iver roya lties based on the so- 
called "median value ana lys is ." Under th is analys is. MMS w ould  f in d  
"the highest price pa id  fo r  a  m ajority o f  like  qua lity  gas produced in the 
f ie ld  o r area." 4 2  F e d .  R e g .  2 2 6 1 1 ,  M a y  4 ,  1 9 7 7 ;  emphasis added. 
In  other words, MMS w ould f in d  that price a t which, or below which, 
more than h a lf  o f the gas in  the "field or area" was sold. That would  
become the roya lty  "value."

In  its arguments to MMS. DNR w ould  use a ll o f  Cook In le t as the 
"fie ld or area" fro m  w hich to f in d  this "value." Far more troubling are 
the "prices" tha t DNR w ould use. DNR would not use the prices 
actua lly  "paid" a t the time fo r  other gas. Rather, it would use the 
settlement value fo r  th is other gas achieved through a fe r-the -fac t 
litigation. In  other words. DNR having fo rced  other producers into 
settlements favo rab le  to the agency, w ould then bootstrap those 
settlements by using them as che measure o f  Beluga R iver royalties.

late 1989,

DNR 

informed 

MMS th a t it 

wished to 

participate 

in that 

audit, and 

in 1991 

wrote MMS 

a lengthy 

letter 

dem anding

tha t the federal agency disregard the Chugach contract price, and retroactively 

assess over $10 million in additional royalties on the basis of a higher royalty 

"value." MMS rejected the state 's demand, and the state, on March 11, 1992, 

appealed to a higher level within the agency. 17/

DNR's appeals are currently awaiting a preliminary determination by MMS 

as to whether the state may appeal an audit determination. MMS' regulations 

make no provision for third party appeals--the audit being a m atter between MMS 

and the lessee. 30 C.F.R. §290.2. The initial question, then, is whether DNR is 

being officious.

The most troubling aspect of DNR's attem pted appeals, however, is that they 

offend clear legislative direction given the agency in 1986—direction that DNR has

17/  T h e  M a rch  1 1 . 1 9 9 2  NoUce o f A p p ea l w a s  w ith  re fe re n c e  to A RCO ’s  ro y a lty  l ia b i l it y . A n o th e r 

a p p e a l w a s  f iled  w ith  re fe re n c e  to C h e v ro n 's  l ia b i l i t y  o n  J u ly  2 .  1 9 9 2 .

18
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not only acknowledged, but heretofore supported. Let's examine DNR's current 

initiative against the seven policies that it and the legislature mutually endorsed in 

SB 309:

A. DNR's in it ia t iv e  w ou ld  m a te r ia l ly  bu rden  R a i lb e lt  consum ers. DNR's 

demand of MMS--to re tro a c t iv e ly  increase three years' royalty ten-fold-would fall 

even harder on Railbelt consumers than its 1985 Notice to Lessees, which applied 

only

prospectively.

While it 

is difficult to 

predict

precisely how 

the APUC 

would

structure the 

surcharge 

necessary to 

allow

Chugach to
C H A R T  5

recover DNR's

additional royalties, Chart 5 illustrates the impact on Railbelt consumers from a 

one-year surcharge on electric rates. Moreover, these are just averages. Chugach 

estimates that some of its largest commercial consumers, such as Carrs, Liquid 

Air, and the state and federal goverments. would pay a surcharge of over $ 4 0 ,0 0 0  
each.

Moreover, Chugach customers won’t bear the burden alone. Chugach sells 

power wholesale to other electric utilities, and. as C han 6 shows, those other
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utilities will bear a material part of the $12.4 million surcharge occasioned by 

DNR's demand:

£
Seward Electric System

Hom er E lectric Assn.

M atanuska Electric Assn.

z :

Cost of Beluga Royalty 
e to Whole: 
Purchasers

Surcharge to Wholesale

$2,557,000
Z

$2,583,000 Z
SO S500.00IJ S 1.000.000 SI.5U0.00II S2.0fitJ.00. S2.5OO.U00 Si.000.0fi0

C H A R T  6

B. DNR h a s  fo rg o t te n  its  f in d in g s  th a t accep ting  the c on tra c t p ric e  in  
the case o f  s a le s  to p u b lic  u t i li t ie s  y ie ld s  the s ta te  " fu ll va lue" f o r  its ro y a lty  
gas , a n d  th e re fo re  i t  is in  the  "best in te re s t" o f  the  s ta te  to accept th a t 
p ric e . DNR has defended its demands upon MMS on the theory that it is legally 

obliged to seek full value for state resources--the same rationale that the agency 

once used to apologize for its 1985 Notice to Lessee. The agency, however, hasn't 

explained where that obligation comes from--after all. these are federal lands, and 

there is no statutory or constitutional provision forcing DNR to tell the federal 

government how to manage its property.

But jurisdictional issues aside, DNR has forgotten its words in 1986--that, 

because any "reduced" royalty occasioned by accepting the utilities' contract price 

for royalty purposes will be passed on directly to Alaska consumers, the state is

2 0



therefore receiving full "value" by accepting that contract price. For that reason, 

the legislature has already found tha t it is in the "best interest of the state" to 

accept the utility contract price 18/--a  finding in which, as we have seen, DNR 

enthusiastically concurred.

C. DNR fo rg e t s  th a t g a s  s a le s  to  u t i li t ie s  requ ire  ta i lo re d  
trea tm en t. Over the past years, DNR has been remarkably successful m winning 

retroactive oil royalty payments on the "value" theory. That policy existed back in 

1986, and DNR recognized then that, as sound a policy as the "value" concept 

might generally be,

it shouldn’t apply 

to royalty gas sold 

to public utilities, 

which in tu rn  is 

used to directly 

benefit Alaska 

consumers.

Recall that 

DNR supported SB

1 9 9 1  A l a s k a  R o y a l t y  R e c e i p t s  

F r o m  A l l  S o u r c e s  .
$.'93,306 

0 06%

$574,221 15(i 
98 60%

~] Revalues from Staic- 
Ovvned Land

S  State Share o f Federal 
Beluga Revalues from 
Gas Sold to Chugach

H  State Share o f Other 
Fedeal Revalues

C H A R T  7  i ° /309 in part

because, by tailoring a policy to royalty gas sales to utilities, the fiscal impacts of 

that policy would be inconsequential. As Chart 7 shows, the state's take from 

federal Beluga River royalties on gas sold to Chugach is only a tiny slice of the 

state's royalty income. Requiring DNR to abide by existing legislative royalty gas

l8/ Sec. 1. Ch. 55. SLA 1986.
19/ SOURCE: State and  Other Federal royalties: Ak. Dept, of Natural Resources. Royalty
M anagem ent Beluga Royalties: Beluga producers. The figures for the state 's 90% share of federal 
royalties are based on MMS reports of producers' unaudited paym ents for 1991. The figures also 
Include any Interest and  penalties: therefore, they are only an  approximation of the state 's actual 
90% share for th a t year.
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policy will have no impact outside that slice, because that policy is confined to gas 
sales to u ti lit ie s , and because all other consequential royalty gas controversies 

have already been settled. See Chart 4, aixtr.
But while the 

Beluga gas

controversy is of 

little consequence 

to the state 

treasury, it is of 

considerable 

importance to both 

Chugach and

Railbelt energy

consumers. As Chart 8 shows, over three quarters of Chugach's power is 

generated from 

Beluga River gas.

And. as Chart 9 

shows, nearly half of 

the Railbelt’s electric 

power comes from 

Chugach's

generation of

electricity from the 

Beluga River field.

Little wonder
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that DNR, and the legislature, have heretofore found the public Interest in 

reasonably priced Beluga River power generation to outweigh any arguable Impact 

on the state treasury. 701
D . DNR's a c t io n s  a re  c au s in g  seve re  b u d g e ta ry  u n c e rta in ty  to  

p u b lic  u t i li t ie s .  DNR's $12.4 million claim is a considerable contingent liability 

for Chugach—one Impairing both its budgetary planning and financial soundness. 

And should DNR eventually succeed, Chugach would then  face continued 

uncertainty over how the APUC will structure any resu ltan t rate surcharge.

But the problem is worse than  that. Not only m ust Chugach face perhaps 

years of litigation over DNR's federal dem ands—litigation with an uncertain 

outcome- -but it m ust also fear similar dem ands from DNR for subsequen t  years. 

Remember tha t DNR's current appeals cover only 1984-87. Chugach estimates 

that, if the same "value" dem ands are made for 1987-92, Chugach (and hence its 

customers) could owe a n  a d d it io n a l $ 9  m illio n . While federal law for those 

subsequent years even more clearly favors acceptance of arm s-length contract 

prices (see n. 16, ante), DNR refuses to assure the company th a t its dem ands will 

stop with 1987.

E . DNR is  n e ed le s s ly  p ro v o k in g  li t ig a t io n  w ith  C hugach . Given

that:

(1) DNR is under no legal obligation to attem pt to shape federal law;

(2) federal law generally favors acceptance of the contract price, and DNR is 

asking th a t an exception be made to tha t policy: and

(3) third parties aren 't normally allowed to participate in MMS audit 

proceedings.

70/  The only adverse fiscal im pact of adhering  to existing s ta te  policy w ith respect to federal 
Beluga River royalUes Is the loss of the s ta te 's  speculative claim  to a h igher "value" from tha t 
production. B ut a s  we have seen. DNR’s position, un d er federal law. is doubtful.

t
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it seems tha t DNR is going out of its way to provoke a costly lawsuit.

F . DNR's view  - th a t the 1 9 8 6  le g is la t io n  does n o t p re v en t i t  f r o m  
re je c tin g  th e  c o n tra c t p r ic e  f o r  f e d e r a l  ro y a lt ie s - ig n o re s  C om m iss ione r 
W unn icke 's p rom is e  to  th e  le g is la tu re  th a t th e  new  s ta tu te  w ou ld  g ove rn  a l l  
g a s  ro y a lt y  d isp u te s . DNR explains its recent conduct by pointing out tha t the 

1986 legislation—AS 38 .05 .180(])—applies only to state leases, and thus it remains 

compelled to seek out a higher "value" for federal leases. But recall what 

Commissioner Wunnicke told the legislature: if the bill passed, DNR would use the 

legislation as a legislative definition of "value" when royalty gas was sold to utilities 

a t arm 's length, even i f  th e  c on tro v e rsy  w as o u ts id e  th e  scope o f  the s ta tu te  
i t s e f .  Section III(F), ante. That is why DNR believed tha t the 1986 legislation 

would authorize the agency to settle with Chugach on its then-existing long-term 

contract, even though th a t contract was outside the sta tu te 's reach. Id.
In sum. DNR has heretofore maintained bo th  that: (1) it believes that, when 

savings through a long-term contract are passed on to Alaska utility consumers, 

any resultan t "lower" price still yields the state full "value" (section 111(B), ante): and

(2) the legislature has defined "value" to equal the long-term contract price, 

whether or not the contract or lease a t issue is within the scope of AS 

38 .05.180(aa).

G. DNR h a s  fo rg o t te n  its  p o lic y  a g a in s t  re t ro a c t iv e  assessm en ts .
Even in 1985, when DNR felt itself legally constrained to seek a  higher "value" for 

all royalty gas. it refused to seek those assessm ents retroactively because of the 

hardship tha t it would cause to utilities. Here. DNR's retroactive demands are far 

more burdensome, since utilities, after 1986, have planned their affairs on the 

reasonable assum ption th a t the royalty gas issue had settled, and that contract 

prices would henceforth be used for royalty valuation.



DNR, after all, had both settled the 1986 Chugach litigation on tha t basis, 

and had. In 1989, accepted Chugach's new long-term contract price for future 

state royalties. DNR's recent initiative was utterly unpredictable, and at 

irreconcilable odds with a policy firmly implanted in both legislative and 

administrative precedent.

V. The Need f o r  L e g is la t io n
The statutory policy engrained in AS 38 .05.180(aa) is a sound one. And as 

DNR itself has stressed, it is a policy tha t applies beyond the technical reach of the 

statu te itself. The statute, as we have seen, was supposed to provide a "lasting 

solution" to the "underlying royalty policy question." Attachm ent 16 a t 4, 6. The 

legislature itself stressed tha t the legislation would "providfe] long term price 

stability for southcentral and railbelt electric consumers." A ttachm ent 20 a t 1.

As a  result, additional legislation shouldn 't be necessary to achieve tha t goal. 

DNR's protest--that it is involuntarily compelled to tell the federal government to 

make Beluga River a  special case, and impose a higher royalty--is feigned.

But feigned or not, it is a reality nonetheless—both for Chugach and every 

Railbelt consumer. As a result, a technical am endm ent to AS 38 .05 .180(aa) is 

necessary—not to change the statu te 's meaning, but to remind the agency of its 

purpose, as once defined by DNR itself.

Attached to this paper are two appendices: (1) proposed legislation; and (2) a 

technical explanation of tha t legislation. By making minor changes to the statute, 

the legislature can assure itself that the 1986 law cannot be undermined either 

directly or indirectly, and the controversy that the legislature thought settled in 

1986 can finally, seven years later, be laid to rest.
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Introduced:
Referred:

IN THE LEGISLATURE OF THE STATE OF ALASKA 

EIGHTEENTH LEGISLATURE -  FIRST SESSION

A BILL

For an A ct en titled : "An Act relating to the authority of
the Commissioner of Natural Resources 
to accept the contract price between 
a  federal lessee and a gas or electric 
utility as the value of the federal 
government's royalty share for natural 
gas production; and providing an 
effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

*Section 1. AS 38 .05 .180(aa) is amended to read:

(aa) Within 90 days after the written request of a  lessee of a lease 

issued under this section, or a lessee of federal land under applicable federal 

law, the commissioner shall enter into an agreement with the lessee to use or 

accept the price for the gas established in the contract between the lessee and 

a gas or electric utility as the value of the state 's royalty share of gas 

production sold by the lessee under the contract unless the commissioner 

makes a written finding, based on clear and convincing evidence, that

(1) the contract price is unreasonably low;

IN T H E ___________________________  B Y :______



(2) the [PROSPECTIVE] reduction in royalty receipts would not be

balanced by increased benefits to in-state gas and electric consumers;

(3) the lessee and the utility are related in management, ownership, or 

other aspect; and

(4) the contract price is not in the best interest of the state.

*Sec 2. AS 38.05.180(bb)(3) is amended to read:

(3) "state's royalty share of gas production" includes payments on 

federal leases under 30 U.S.C. 191. but does not include the state's royalty 

share of gas production from land patented to the state under

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

(B) 38 Stac 1214 (Act of March 4, 1915); or

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

38 Stat. 1214.

*Sec 3. Section 5, Chapter 55, SLA 1986 is amended to read:

♦See. 5. [AS 38.05.180(AA), ENACTED BY] Sec. 2 of this Act [,] applies 

to agreements to establish for a lease issued under AS 38.05.180 the in-value 

royalties on gas production tha t is sold under a contract entered into on or 

after the effective date of this Act between the state 's lessee and a gas or 

electric utility.

*Sec. 4. This Act applies to any lessee of oil and gas rights under applicable 

federal law irrespective of whether the federal lease, or the federal lessee's 

natural gas sales contract with a gas or electric utility, occured before, on or 

after the effective date of this Act.



*Sec. 5. This Act takes effect immediately in accordance with AS 01.10.070(c).



Secticn-by-Section A n a lysis  o f  _B

S ec tion  1. In 1986, the legislature directed the Department of Natural 
Resources ("DNR") to use, except in certain circum stances, the contract price of 
natural gas sold by a  lessee to a  gas or electric utility as the value of the state’s 
royalty share of production from that lessee. AS 38.05.180(aa). Cook Inlet 
lessees sell natural gas to these utilities, and have historically paid royalties 
based upon that contract price. In March, 1985, DNR demanded tha t its 
lessees begin paying additional gas royalties, on the theory that the contract 
price did not represent the gas' "value." Had DNR prevailed, the liability for 
those additional royalties would have fallen on the utilities. That's because the 
utilities, as part of their contracts with the lessees, agreed to pay any additional 
royalty assessm ent made by the state.

Ultimately, of course, that would have m eant that any additional royalties 
would be paid by the utility's customers.

The possibility of additional royalty dem ands therefore created 
considerable uncertainty and threatened to impose substantial burdens on 
consumers. These burdens, the legislature believed, outweighed any revenues 
the state might recieve from a  higher valuation of these royalties. Even DNR, 
which supported the 1986 legislation, concluded tha t "it is appropriate to accept 
a  contract price as the royalty value for arms-length sales to regulated 
utilities...because Alaska consumers would be the direct beneficiaries of the 
certainty of the price provided by such a contract...," but felt tha t legislation was 
necessaiy to permit it to use the utility contract price.

The 1986 law was intended to remove these uncertainties and potential 
burdens by establishing (except in limited circumstances) the utility contract 
price as  the "value" of the state's royalty share. The law, however, applied only 
to s ta te  leases. The state also receives 90% of natural gas royalties paid under 
f e d e r a l  leases, and the 1986 law neglected to resolve the problem with respect 
to the state 's share of federal royalties. As a  result, DNR currently feels 
obligated to encourage the federal government to reject the utility contract price 
as the "value" of royalty gas, even though the agency is compelled (absent 
special circumstances) to accept that price for state lease purposes.

Since substantial quantities of gas are sold to utilities from federal leases, 
this has created precisely the uncertainty and potential consumer liability that 
the 1986 law was intended to prevent.



Section 1 of _B  closes that unintended loophole by extending the reach
of the 1986 legislation to the state's share of federal royalty gas. The inserted 
words "or a  lessee of federal land under applicable federal law" extend the 
section's protections to federal lessees. The insert words "or accept" reflect the 
fact that the federal government will ultimately set the royalty "value" for its 
leases, DNR, however, would be required (under the standards of the section) to 
"accept" the federal government's use of the utility contract as  the measure of 
"value," if the federal government itself proposed to use that value.

In fact, the D epanm ent of Interior's Minerals Management Service 
("MMS"), in two recent audit decisions, decided to use arms-length utility 
contract prices as the value of Beluga River Field gas for the period 1984-87. 
DNR is attem pting to appeal those rulings, claiming a  higher "value" exists. 
Under Section 1 of the bill, and upon the lessee's application, DNR would be 
required (except in the circum stances articulated in existing §180(aa)) to 
withdraw those appeals and "accept" MMS’ decision.

Section 1 also deletes the word "prospective" in existing AS 38.05.180(aa). 
As is discussed with regards to sections 3 and 4 of the bill, the 1986 legislation 
applied prospectively only as far as s ta te  leases were concerned. Sections 3 and 
4 of this bill retain the prospective element of the legislation for state leases; so, 
as to those leases, the word "prospective" in AS 38.05.180(aa) is redundant. 
However, this bill extends AS 38 .05 .180(aa) to federal leases (and utility 
contracts with federal lessees) that were executed before the effective date of the 
legislation, and under which royalties have already been paid.

As a result, while the word "prospective" isn 't necessary to retain the 
limited reach of the 1986 legislation, it is inconsistent with the reach of this bill, 
and therefore m ust be deleted.

S ec tion  2 . AS 38 .05 .180(aa) requires the use of the utility contract price as the 
value of "the sta te 's  royalty share of gas production," a  term defined in existing 
§180(a;(3). In order to extend that valuation rule to the state’s share of federal 
royalties, it is necessary to amend tha t definition to include "payments on 
federal leases under 30 U.S.C. 191." 30 U.S.C. §191 is the federal statute under 
which 90% of federal gas royalties are distributed to the states.

Sec tion s  3 . Section 5 of the 1986 law (Ch. 55, SLA 1986) made it clear that, as 
to state leases, DNR was only required to use new  utility contracts as  the royalty 
"value." This was done for three reasons: (1) DNR, in its March, 1985 
announcem ent, proposed to reject utility contracts as the royalty value only 
prospectively-bcginning April 15, 1985; (2) DNR, during the 1986 session, had 
already settled with all its lessees under the then-exisung utility contracts, 
pending passage of the law; and (3) even though the law applied prospectively 
only, DNR assured the legislature that it would use enactm ent of the law as



statutory justification for completing its settlem ents under existing utility 
contracts.

In other words, the "valuation" issue with respect to then-existing utility 
contracts had already been taken care of amicably, and there was no need to 
reopen those m atters.

None of those considerations exist with respect to the valuation of federal 
royalties. DNR is currently attem pting to compel MMS to r Proactively reject 
utility contract prices as  far back as 1984. It has engaged in no settlement 
discussions tha t might amicably dispose of prior-year valuation issues. And, it 
has taken the position that, unless AS 38 .05 .130(aa) is am ended to require use 
of the utility contract price for prior year federal royalties, it m ust continue to 
urge rejection of tha t price for those years.

As a  result, Section 3 of _ B  am ends the "prospectivity" section of the
1986 law to make it clear tha t its "prospective-only" rule applies only to AS 
38.05.180(aa) a s  t h a t  se c tion  w as o r ig in a l ly  en ac ted  th ro u g h  S ec tion  2  o f  
th e  1 9 8 6  le g is la t io n - in other words, only to state leases. Without this 
section, Section 5 of the 1986 legislation would continue to exist as a temporaiy 
and special law of Alaska, and would say tha t AS 38.05.18G(aa) has a 
prospective-only application, even though AS 38 .05 .180(aa) was amended 
(through this bill) to include federal leases, for which the "prospective-only" rule 
was not m eant to apply. Conversely, through this section the "prospective-only" 
rule will continue to apply to the original reach of §180(aa) (i.e. as written in 
Section 2, Chapter 55, SLA 1986) but not to the federal leases covered by this 
legislation.

Sec tion  4 . Under AS 01.10.090, "no sta tu te  is retrospective unless expressly 
declared therein." In tru th , this legislation has no "retroactive" effect. It amends 
no pre-existing le a se s -a s  to federal leases, only the federal government can do 
that. It merely sets out the "value" of royalty gas which the state m ust "accept" 
in federal royalty proceedings.

Even so, AS 01.10.090 argues for caution, and suggests that the 
legislation should expressly state that, as to federal royalty valuation, the law 
does apply to pre-existing leases, and pre-existing utility contracts.

Section 4 should create no legal problems. Governmental policies towards 
defining royalty "value" have changed over the years, without any serious 
argum ent that the changes constitute unilateral am endm ents to pre-existing 
leases. Moreover, here the use of utility contracts is a t the lessee's option.

S ec tion  5. This section gives the legislation an  immediate effective date.


