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Mike Bruner

341 E. 23 rd Ave

Anch.. Ak 99503
4/28/96

Dear Legislator:
Does the Northstar legislation resemble the Teapot Dome oil scandal?

From: The Worldbook Encyclopedia 1996, Teapot Dome was one of the most
notorious government scandals in United States history. It occurred in the
Administration of President Warren G. Harding and contributed to his low standing
among U.S. Presidents.

Committees of the U.S. Senate and a special commission investigated the
scandal from 1922 to 1928. The investigators found that Secretary of the Interior Albert
B. Fall had persuaded Harding to transfer control of three naval oil reserves from the
Navy Department to the Department of the Interior in 1921. Fall leased the reserves, at
Blk Hills, Calif., and Teapot Dome, Wyo., mostly without competitive biddng\oti\*
private oil companies of Edward L. Doheny and Harry F. Sindar in 1922. For helping
to arrange the Elk Hills transfer. Fall received a loan" of $100,000 from Doheny. For
the Teapot Dome transfer, Fall reaeved more than $300,000 in cash, bonds, and
valuable livestock from Sindair. Fall resigned in 1923 and joined Sindairs oil
business.

In 1927, the government successfully sued to cancel the leases. In 1929, Fall
was convicted of accepting a bribe, fined $100,000, and sentenced to a year in prision.
He was the first Cabinet member ever to go to jail for crimes committed while in office.”
end of quotation.

Facts and history: the Northstar oil leases were competitively leased between
1979 and 1983. The leases were set up with fixed cash bonuses of $875 per acre, $3
million per lease or $15 miilion was required for all the leases as a fixed bid bonus.
The sole competitive bid variable was how much the winning bidder was willing to
give the state. The winning bidders agreed to give this state an average of 90% of the
net profits from the Northstar oil field. One year ago British Petroleum entered into th9
contract with the state when it acquired the leases from Amerada Hess.

Some direct quotes from the Senate Resources Committee Substitute for SB
318 (Northstar Lease Amendment) : BP Exploration (Alaska) Incs, president M.
Morgan, has testified, In making that aquisition [purchase of the Northstar leases] we
did understand and it was clear to us that the issue of net profit leases presented a
problem, and a problem would need to be overcome with the state if development was
to proceed.” (Page 5 daft). “Both BP Exploration (Alaska) Inc.’s President, Mr. Morgan,
and Department of Natural Resources Commissioner Shively have testified that at
sometime between January and April 1995, before the Department ofNatira!l
Resources"approval ofB P Exploration (Alaska) Inc. s revisedPlan ofDevelopment
and extension for the Northstar Unit, B P Exploration (Alaska) /nc.approachedthe
administration, asking that itsupport the incorporation of provisions thatwouldallow
the commissioner oftheDepartment ofNaturalResources tomodfy net profitshare
terms of ail and gas leases in the royalty modification legislation that the
administration had requested last session (HB 207)."" (Page 11 daft). However, under



the bill, this strategy only works if the oil company shows dear and convincing
evidence that development would be uneconomical”® feasable. “According to BP
Exploration (Alaska) Inc.s President, Mr. Morgan, “We have never argued that
development of Northstar could not be profitable under the terms induding the net
profit arrangements. In profitability in terms of return on capital, this would be possible.
This is not a marginal oil field."" (Page 8 draft). BP Exploration (Alaska) Inc.s FYesident,
Mr. Morgan, has testified ... that with the net profit arrangement in place, at the love!
that it exists, BP would not be prepared to go ahead with the development of a
Northstar project, even though, if you run the economics, you can show that the return
is a sound sort of return on investment." (Page 8 daft). Does this sound like bargaining
in good faith and honoring their contract or a premeditated breach of contact to you?

Our Governor and BP entered into an agreement that must then be ratified by
our legislature. The originai contract is to be replaced. Alaska will give up all of the net
profit share in return for repladng our current royalty share of 20% for a new royalty
share of 20% escalating upto 27.5% based upon oil price increases. “As to whether
the Department of Natural Resources, in the course of its negotiations with BP
Exploration (Alaska) Inc. had considered whether to add some sort of corrective factor
to the agreement to compensate if the reserves ultimately prove to be considerably
larger than estimated, Commissioner Shively has testified ‘we cfid iave a proposal at
one time on the table that would have taken that into account. Thats not where we
ended up.” (Page 17 daft). The Federal Government owns two of the leases in the
Northstar Unit. These Federal Government oil leases require BP to give them a 16
2/3% royalty escalating upto a maximum of a 65%oroyaity as the price of cil increases.
Northstar is estimated to contain 130 million barrels of ail, if the field yields 180 million
barrels and were produced under the existing profit-sharing provisions the state would
recieve $900 million dollars, or 50 % more than the $600 million under the BP -
Knowles proposed agreement. The BP - Knowles legislation represents a potential
loss to the state of $300 million.

What happens if the price of oil or production goes up? Kevin Banks, state
petroleum economist, explained that the net-profit sharing arrangement would be a
gusher for the state if Northstar does better than expected - if oil prices should head
skyward or if the field produced a lot more oil than the 130 million barrels projected.
"The net-profit share really poirs in,” Banks said. (Page 18 Draft). For example.130
million barrels of oil multiplied by each $10 price increase in oil yields $1.3 billion
dollars. Alaska would get 90% (after BP’s expenses) of any increases in the price of oil
if the original contract remains in place. This new Northstar legislation proposed by the
administration and the commissioner of revenue clearly fails to protect the states
upside and therefore best interests.

What happens if the state does nothing and waits for BPs new development
agreement to expire in April of 1998? Alaska could require BP to develop the leases
and either start producing oil or the leases would revert back to the state. How much
money would Alaska make if we released Northstar? Alaska originally charged a fixed
bonus of $15 million for the leases. Without this fixed bonus amount, and with a
competitively bid bonus: Alaska can make an analogy based upon the $81 million
dollars the Federal Government recieved as a competitively bid bonus in 1980 for its
two Northstar leases. ""Based upon its review of the bonus revenue recieved for the



federal leases within the Nortstar Unit, which were leased with a 16 2/3 percent sliding
scale royalty and the bonus bid as the variable, the Department of Natural Resources
estimates the states Northstar Unit leases could have brought $268,406,052, as
opposed to the $15,469,000 actually recieved, had the leases been offereo .vith a
121/2 percent royalty, no net-profit share and with the bonus bid as the bid variable."
(Page 10 Draft). Ken Boyd, the director of the cfivision of oil and gas, has testified that
“BPXA currently estimates that 76.8 % of the recoverable reserves underlie the state
leases in the Nortstar Unit (NSU)." (Page 8 Draft).Then based upon the $81 million the
federal government recieved for 23.2 % of the ail, the state coulu recieve three times
the competitive bonus bid that the federal governments leases brought in 1980 or
$242 million under the same terms. The Northstar Legislative Bill, by request of the
governor, states, ""The legislature finds that because of ihe development account
provisions of the net profit share leases, the later that these leases are developed, the
less ""net profits™ the state recieves.” This statement is refuted in an April 3,1996
memorandum from Kevin Banks, state petroleum economist, to Ken Boyd, cfirector of
division of oil and gas, “Inresponse » Senator Halfords request about tine effect on
the economic benefits if a lawsuit delays development of the Northstar Unit, | analyzed
the effect on economic benefits caused by a delay forany reason, tn shcrt, any defay

~r,eases the economic benefits to the state while decreasing the economic benefits to

KA: Besides the development acxunt of $262 million drawing interest at the prime

rate of 8.25 % amounts to $21 1/2 million. If BP jepardzes ail production until there
development plan expires in April of 1998, the future bonus bids will more than make
up for the states loss of $43 million in interest accruing over these two years. Plus the
state has the option of suing BP to recover this money, since BP obviously dd not
come into the contract they entered into with the state in good faith. BP is merely
attempting exhortation - by holdng the state hostage unless we renegotiate these
lease contracts for BP% further benefit. On page 122 of the 1995 report, “Review of
International Competitiveness of Alaska’s Fiscal System™ (Little Report), the Arthur D.
Little Co. rincluded “(Qil) companies generally look for a rate of return of about 15
%.." (Page 8 Draft). Then Alaska could definitely rebid these oil leases for a 20 %
royalty with 80 %- 85 % of the net profits going to the state.This would give any oil
compay over 15 % of the net profits. However, since it is a matter of record that two
other oil companies besides BP entered into negotiations with Amerada Hess for the
Northstar leases - oi! companies are willing to develop and accept a profit of 10 %
with the net profit share lease terms.” (Page 10 Draft) Once again the administration
and the commissioner of natural resources have failed to protect this states best
interests. The question is if the legislature is going to join them?

Are Alaska’s oil fields competitive and profitable to the oil industry in a global
environment? Alaska’s oil fields are virtually the most profitable in the world because
most of them were leased for only a 1/8 th share or a 121/2% state royalty with no net
profits going to the state. Let’s compare Alaska to Kuwait: Alaska produces almost 1.8
million barrels of oil per day and Kuwait produces 1.8 million barrels of cil per day.
Alaska has a population of 600,000 people and Kuwait has a population of 2 million
people, but only (39 % 780,000 of them are Kuwaiti nationals. Kuwait offers its
citizens free medical, college and government jobs etc.. Alaska now denies its
impoverished senior citizens state funded eye glasses, hearing aids and dentures. Oil



companies can now make windfall profits by selling Alaska’s ail in overseas markets
like Japan where gasoline now retails for $4.14 pet gallon, since the export ban on
Northslope crude oil was lifted. One third, but upto 1/2, of Alaska's ail is typically
refined into gasoline. Over 50% of Alaskan crude is refined into gasoline, jet fuel and
diesel fuel which all sell for over $1.00 per gallon. BP, Arco and Exxon are all vertically
integrated oil companies - meaning they make profits every step of the way in
shipping, refining and marketing petroleum, upto and including when it reaches the
consumer at the gasoline pumps.The amount of oil exported out of Alaska per day (1.8
million barrels) divided by its population (600,000 people) equals 3 barrels or 126
gallons of oil produced for each Alaskan every day. Furthermore, “Based upon BP
Exploration (Alaska) Inc.s estimates of recoverable reserves and project development
costs, the Northstar Unit has a per barrel development cost of $2.90. For comparison ...
BP Exploration (Ala'ka) Inc.s estimated per barrel costs of developing each are:
Kuparak (1982) - $6.05 per barrel: Endicot (1985) -$5.40 per barrel; Prudhoe Bay Unit:
GHX (1992) $4.45 per barrel...” (Page 9 Draft). The fact that Northstar ail is lighter
crude oil, being almost half of the density of Prudhoe Bay crude also must be taken
into consideration - this g-eatiy enhances oil production and recoverability. A study
published in 1993 by Richard Fineberg states, “If these operations were controlled by
one firm (in fact, three companies controll more than 90 % of Alaskas production and
pipeline facilities), that company would rank among the five most profitable industrial
corporations in the nation."

Is the Northstar legislation even legal? If this legdation is enacted, the
Northstar oil leases change from being competitively bid oil leases to uncompetitively
bid sole source a yds of special interest legislation by the legislature. It will
discourage indep nident oil companies because Alaskan oil leases are g'ven to
politically connected oil companies - oil companies that were outbid. If these initial oil
companies whose bids would have brought the state more money than BP ‘s
proposed renegotiation litigate - then Alaska Is liable to pay stupendous damages.
How wili the legislature reconcile the Northstar legslation with the Alaska Statutes?
WII they put a BP disclaimer (ie. except BP) in the following statutes? AS 38.05.180
(@) The legslature finds that (1) the people of Alaska have an interest in the
development of the states oil and gas resources to (B) maximize competition among
parties seeking to explore and develop the resources. AS 38.05.920 Assignment, (b)
...the assignee or sublessee is subject to the provisions of laws and regulations
applicable to the contract or lease. AS 38.05.180 (w)... noncompetitive leasing is
prohibited.

Is the Northstar legislation unconstitutional? Ak. Const.; Article 8; Sec. 2: “The
legislature shallprovide for the utilization, development, and conservation ofal
nattral, resources belonging to the State, inducing landand waters, forthe maximum
benefitofitspeople." In the aforementioned, shall does not mean may and
conservation means wise use. The state leased the oail rights at the Northstar field
pursuant to the constitutional mandate to obtain the maximum public benefit. There
has to be some some equal exchange - or mutuality of consideration - in order to make
a material change in a competitively bid contract, the benefits can not be one sided.
The testis thatifthepeople ofA"askaredeve themaximumpubicbenefitthen itis
constitutional and ifB P reaeves he mcximum benefit fromrenegotiating these



/eases then itis unconstitutional. There can be nc loss of state revenues. The Alaska
Legislature has sworn to uphold the Alaska Constitution. Ak. Const.; Article 2; Sec. 19:
The legislature shall pass no local or special act if a general act can be made
applicable.” “Alaska’s Constitution: A Citizens Guide,” by Gordon S. Harrison states,
"For the most part, special and local acts amounted to legislative dispensation of
favors and preferences to powerful interests - private, corporate, or municipal."" “Laws
should apply uniformly throughout the state. Provisions to ensure that they do not
selectively benefit or discriminate against a particular community, corporation, or
individual, are found in mar." state constitututions.” Ak. Const.; Article 8; Sec. 8: The
legislature may provide fa the leasing of the public domain ... and fa forfeiture in the
event of breach of conditions."

Was our now deceased famer U.S. Senata and statesman clairvoyant? From,
"Alaska’s Constitutional Convention™, by Victa Fisher (also a delegate to Alaska’s
constitutional convention and famer state senata) at page #130 and 131, "'Bartlett,
Alaska’ delegate in Cong-ess, urged the convention to protect Alaska from the robber
baron philosophy ... that had worked against Alaska in the past. He pointed out that
while Alaska had experienced exploitation on a ¢g''and scale, the potential fa futae
exploitation of natural resourr.es of was infinitely g eater than anything the state had
ever seen to date.... Two very real dangers are present. The first, and most obvious,
danger is that of exploitation under the thin guise of development. The takingof
Alaska™s mineralresources without leavingsome reasonablereturn for the supportof
Alaska®"sgovernmental servicesand the use ofall thepeople inAlaska willmean a
betrayal in the administration of the peoples wealth. The seconddanger is that
outside interests, determined to stifle any development inAlaska which might compete
with ther activities elsewhere, wiflattempttoaqure goat areas ofAlaskaspublic
lands inorder N O T to develop them untilsuch time as, in the omnipotence and the
pursuance ofther own interests, theysee fit~

Does the uncompetitive biddng in the Teapot Dcme oil scandal compare to the
uncompetitive biddng in the Northstar oil scandal? Does it take a Harvard MBA to see
the corruption involved? Rep. Kay Brown amply described the correct sentiment in a
similar piece of oil legislation in a floa debate when she said. Madam speaker, thisis
nota partnership. Thisiswhata bulidoestoa cow/"

Mike Bruner

(Reply requested.)
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FISC AL NOTE

STATE OF ALASKA BILL NO. CSHB325(FIN)AM
1996 LEGISLATIVE SESSION
Revision Date: Original Dept Affected Natural Resources
Title: An Act authorizing suspension of payment BRU: Resource Development
of a portion of the royalty due the state for initial production.. Component:  Oil &Gas Development
Sponsor Representative Green
Requestor: Component Serial No. 430
ands of Dollars .
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TEMPORARY 0 0 0

ANALYSIS: (Attaon a separate page if necessary)

Itis not possible at this time to accurately predict the number of new wells that will be drilled that will qualify for the
proposed royalty suspension. Nor is it possible to accurately predict the timing of the drilling of any of these new
wells. For each new qualifying well that is drilled, if it produces at a rate of 450 barrels per day and oil is valued for
rqyalty gu;poses at $10 per barrel, and the ro¥a|ty is reduced from 12.5% to 2.0%, then the annual royalty suspension
will be $172,500 per year for each of the first five years of well life. Assuming th?*the well produces at the 450 bid
rate for five years and ol prices stay flat, the total royalty suspension would amount to $862.5 per well. For a new
demonstration project equal in size and scope to the existing Milne Point Schrader Bluff heavy oil project, the royal
%%Ren"smn would range from $1.25 million per year at current well rates to $2.76 million per year at well rates of
vell,
Long term production behavior also is unknown for these wells. Itis suspected that the wells will produce at a fairly
constant rate for at least five years then production decline will begin. Behavior of the Milne Point Schrader Bluff
wells is being analyzed to determine if aijy production trends are evident to date.
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FISCAL NOTE

STATE OF ALASKA BILL NO. scscsHB325(RES)
1996 LEGISLATIVE SESSION

Revision Date: Original Dept Affected Natural Resources
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Schrader Bluff Oil Accumulation



Typical Heavy Oi1l Well Economics

Based on the 5 bestwells to date in Tract 14

Little. A.D. and Gault, L.: "Review of International Competitiveness ol Alaska’s Fiscal System," Report to the Oil & Gas
Policy Council 8/11/%



The Effect of Royalty Suspension on Schrader

BIuffEconomics

N$ ‘Used BN

Percent, Years



W here the Revenues from Heavy O il Development Go

Profit
0.115
Overhead, Cost of
Capital and Risk
Royalties

OXY Per Well Economics (in millions)

As presented to the Oil & Gas Policy
Council, and the House Oil & Gas,
Resources and Finance Committees

Operating Labor and

Income Taxes )
Materials

Direct Taxes

Drilling, Associated

Injection Well and

Share of Facilities
Costs



Alaska Resident Private-Sector Jobs Created by Schrader
Bluff Development

A-
350 Alaska Resident

Private Sector Payroll
From Development

300 o
Phase: $171 million
over nine years
250-
Indirect/Vendor Jobs
During Development
200

150 pirect Industry Jobs
During Development

100- S'W M

50-



Projected P rofit from Each $4 M illion W ell and

Facility Investm entUnder Various Scenarios

CSHB 325 (0Oil &
Gas)

450 bbls/day, 2%

royalty for 6 years

450 bbls./day, 3%

royalty for 8 years

CSHB 325 (FIN) am

300 bbls./day; O

royalty for 5 years

300 bbls./day, 2%

royalty for 5 years

In thousands ofdollars @ a 15% discount

12



Barrels per ¢y d initial production
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O XY 's Economics Assum e

That Technological

Im provem ents W ill Yield

Increased Production R ates

NOTE: The projected 430

bbl./day initial rate for new

production is hased on the
average initial production rales
of the best five Tract 14 wells.

14301

Average Well #1 Well #11

of All
Wells

Well #21

‘0 Actual Tract 14
Initial Production |
| )
I J
|y Assumed Initial
Production from
New Development

NOTE: Wells 1,11 and 21 were actual
Tract 14 wells. Because new wells will
likely have a similarly broad range of
initial production rates, the assumed
initial rates for new development are
those that would have to be achieved to
yield a 430 bbl./day average initial rate
for all new pioduction






Two P aths for S chrader B luff

$450
$400
$350 Royalties from Initial
Development of
$300 Projected Schrader Bluff
$250 Royalties from (With 5-year
Schrader Bluff Royalty
$200 - (Without Royalty Suspension)
Suspension)
$150 -
$100 -
$50 -

$0
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STATE OF ALASKA
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CSHB 325 Fiscal Note Analysis
February 13, 1996
Page 2 of 2

Analysis of Bill/Program Effects

This revised fiscal note is prepared to illustrate more specifically the potential revenue impacts
of the hill. To a large extent the revenue outcome of any legislation which is designed to
promote a particular economic activity is uncertain. This revised fiscal note presents two
alternative outcomes for heavy oil royalty holiday as applied to the Schrader Bluffs using the
Department of Revenue Fall 1995 forecast production, wellhead price and well assumptions.
This analysis does not include the West Sak heavyoil production from the Kuparuk unit which
in the Fall Forecast is assumed to begin in a small way (.012 million bbi/day) in FY 2003.

Scenario £1 Scenario £2
Holiday Ensures Large Scale Heavy Oll Development Would Have Occurred
Development Which would Otherwise Without Holiday
Not Occur
Incremental Royalty Impact Incremental Royalty Impact
(Millions 3) (Millions 5)
1997 0 0
1998 0 -0.3
1999 0 -2
2000 0 -7
2001 0 -13
2002 0 -19
2003 1 -22
2004 2 -25
2005 7 21
2006 12 -15
2007 19 -10
2008 19 -7
2009 23 -
2010 25 %,l

Clearly if the holiday is needed to attract the investment, the payoff to the State is long term
since no significant added royalty income will flow into the treasury until well into the next
decade. At the same time Scenario #2 could be characterized a potential revenue loss
scenario and effectively puts a price tag on the likely subsidy to Schrader heavy oil production
using the Department of Revenue production assumptions.

Note neither of these scenarios is based on the maximum potential oil production scenarios
presented in industry documents during testimony on this legislation.
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ANALYSIS: (Attach a separate page if necessary)
It is not possible at this time to accurately predict the number of new wells that will be drilled that will qualify for the
Eroposed royalty reduction. Nor is it possible to accurately 5Bg)edu:t the timing of the drilling of any of these new wells.
or each new well thatis drilled, if it Iproduces. at a rate of 500 harrels perda}/ and oil is valued for royalty purposes at
510 per barrel, then the annual royalty reduction will be $228,000 for each of the first five years of well life. Assuming
that the well froduce_s at the 500 b/d rate for five years and oll prices stay fiat, the total royalty reduction would
amount to S1.14 million per well - close to the cost to drill the well. For a new demonstration project equal in size
and scope to the existing Milne Point Schra er Bluff heavy oil project, the royalty reduction would rango from $15
million per year at current well rates to $3.7 million per year atwell rates of 500 b/d/well _ .
Long term production behavior also is unknown for these wells. Itis suspected that the welts will produce at a fairly
constant rate for at least five years then éJroducuon decline will begin. Behavior of the Milne Point Schrader Bluff
wells is being analyzed to see if any production trends are evident to date,
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