





SENATE FINANCE COMMITTEt REPORT

DATE: 3/20/96 DATE TURNED INTO OFFICE:
The Finance Committee considered SENATE BILL NO. 112

Establishing a discovery royalty credit for the lessees of state land drilling exploratory wells and
making the first discovery of oil or gas in commercial quantities.
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FISCAL NOTE SFC- Ji*m

STATE OF ALASKA BILL NO. CSSB112(RES)
1996 LEGISLATIVE SESSION

Revision Date: Onginal Dept Affected: Natural Resources

T.rfe: An Act establishing a discovery royalty credit BRU: Resource Development

for 'he lessees of state land dnlling exploratory wells and... Component:  Oil &Gas Development

Sponsor Senate Resources

Requestor Senate Finance Component Serial No. 439
E'cenditures/Revenues (Thousands of Cellars)
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Estimate of any current year (FY96) cost: S ncne
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PART-TIME
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ANALYSIS: (Attacn a separate page ¥ necessary)
This bill reinstates Discovery Royalty (which was repealed in 1969) as a means to reduce royalty payments under cortam
ccrditions for teases in Cook Inlet Sedimentary Basm

it s apparent that the discovery royalty incentive has previously teen geared towara frontier exploration In frontier
areas, the geologic nsk of drilling an unsuccessful well is high, since littlo geological information is available to the
crerator prior to drilling The element cf nsk was used by the state as an important yard stick for determining eligibility in
seme previous discovery royalty decisions m Cook Inlet. Cook Inlet was a frontier basin in the 1950's and 1960°s.
However, today, due to a long history of exploration and production, geologists consider Cook Inlet a mature petroleum
province. Almost ail wells dnlled on stato land m Cook Inlet are dnlled in close proximity to ether wells containing knewn
oil cr gas and should be considered step-out wells and not wildcat exploration wells. Slep-out wells have relatively low
exploration risk wnen compared to wildcat exploration wells
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'FISCAL ANALYSIS CSSB112(RES) continued...

Based on past experience. SB 112 will be very difficult to administer. Due to the issuance of pre-1970 conditional leases
ar.d the holding of other pre-1970 leases by unitization, the state has many current leases that stil! have a contractual
rtcnt to a discovery royalty under the repealed program. As of January 1995, the state has 340 active leases that
currently retain the discovery royalty prevision, and the Division of Oil and Gas still acfvely manages the program.

Under the previous discovery royalty program, thirteen applications were made for wells in Cook Inlet Basm, eight of
wmch were granted and five were denied. Many of these applications were granted or denied only after years of

litigation.
Although SB 112 attempts to eliminate many of the administrative problems with the old aiscovery royalty program,

certain significant problem are inherent with both the repealed program and S3 112. These problems were recognized
as far back as 1962 and remain today. It is doubtful that new regulations could eliminate the problems faced in the

earlier program.

It s unlikely that the Division can draft regulations under the time constraints imposed by the bill.

Analysis of discovery royalty applications is a very time consuming process and will require the addition of one Petroleum

Geologist.
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ALASKA DEPARTMENT OF NATURAL RESOURCES
IN THE MATTER OF THE APPLICATION
FOR DISCOVERY ROYALTY BY THE UNION
OIL COMPANY Qr? CALIFORNIA AND
MARATHON OIL COMPANY (ADL 17594)

State of Alaska
Department of Natural Resources

\

OPINION IN SUPPORT OF DECISION
This decision concerns the application made by the
Union Oil Company of California and Marathon Oil Company, co-
lessees of scace oil and gas lease ADL 1759A, for discovery well
certification of the Grayling No. 1-A well. On January 19, 1982,
I issued a Iwritten decision confirming my November 13, 1981,
determination which granted the application. This opinion

contains my findings and conclusions which support the discovery

royalty award to Union and Marathon.

In order to provide a context for the issues addressed
by this decision, a chronological review of all pertinent events
also will be presented. This review covers (1) the geologic
evolution of Cook Inlet and the formation of the features which
produced the hydrocarbons at issue, (2) antecedent federal Ilaws
and regulations concerning discovery royalties and geologic
structures, (3 the laws and programs adopted by Alaska at
statehood, (A) the leasing and development of Cook Inlet for oil
and gas purposes, and (6) the sequence of discovery royalty

applications and awards considered under the state discovery

ACL *3<»15 -1



royalty program. Finally, this decision will evaluate the

Union-Marathon application and the issues pertaining to it.

l. INTRODUCTION.

On May 9, 1965, Union Oil Company of California and its
partner, Marathon Oil Company ("Union-Marathon'), commenced a
well, Trading Bay No. 1, in Cook Inlet on state lease ADL 18731.
This well was plugged and abandoned the same day because the
surface casing being set in the well parted. On May 10, Union
commenced th% Trading Bay No. 1-A well from the same location.
At the time, the State of Alaska had an incentive program in the
form of a discovery royalty to encourage oil and gas development
in the scace. A discovery royalty reduced the normal 12.5Z
royalty race to 5. for ten years from the dace of "discovery" for
all production from the lease where a lessee had made the first
discovery of commercial hydrocarbons on a new geologic structure.
Sec. 18, Ch. 30, SLA 1964.—-2 Union-Marathon®"s Trading Bay No.
1-A well encouncered commercial quantities of oil in what became

known as the Trading Bay Field. They were awarded a discovery

*/ The applicajle law at the time was AS 38. 05. 180(a).- The
relevant provisions of this law were Tfirst enacted as
subsection 7, section 3, article VIII, chapter 169, SLA
1959, whicn was amended by section 18, chapter 30, SLA 1964.
Legislative amendment in 1967 curr.n.ilpd Che discovery
royalcy program, which was aWCTshed in 1969. 1967 Alaska
Sess. L., ch. 91, $ 2; 1969 Alaska Sess. L., ch. 65, J 1.

AGC 1241



royalty for this Lease by the Department of Natural Resources

(""department™) on August 27, 1965.

Union-Marathon, after further defining their Trading
Bay discovery with two additional wells, moved their driIIiTg
barge approximately Ffive miles south and commenced the Grayling
No. 1 well on September 2, 1965. This well, too, was plugged and
abandoned as a result of mechanical problems. The Grayling No.
1-A well was commenced immediately. Again, Union-Marathon found
commercial quantities of hydrocarbons in what was to become known
as the McArthur River Field. They Ffiled an application for
discovery royalty with the department on November 15, 1965, for
state lease ADL 17594, which 1is adjacent to state lease ADL

18731.

It is at this point that the controversy giving rise to
this decision began. Under the law, only one discovery royalty
could be issued on any HEH_geologic structure found__£o- contain
commercial hydrocarbons. 11 AAC 83.215(1) (repealed November 9,
1979).i The dispute has centered around whether the Trading Bay
and McArthur River fields are separate geologic structures, which
would permit discovery royalty certification of both the Trading

Bay No. L-A and Grayling No. L-A wells, or are both part of a

single dominant geologic structure, in which case approval of
x| Formerly 11 AAC 505.745(a).

-3
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Union-Marathon®"s application on the Grayling No. 1-A well would

not be permissible.

On January 26, 1966, the department issued a decision
denying the Union-Marathon discovery royalty application for the
Grayling No. 1-A well on the ground that insufficient information
existed to determine that the Trading Bay and McArthur Tfeatures
were not part of a single structure. Specifically, department
geologists were concerned that shallow productive sands .ight
continuously overlap the larger Hemlock reservoirs on both
features, even though the Hemlock zones appeared to be separated

by a major fault system and displaced by more than 3,000 feet.

Although the scant geologic data at the time prevented
a definitive conclusion on the overlap questions, discovery
royalty regulations required that information in support of an
application be filed within 90 days after the well had been
tested for commercial quantities (which had taken place from
November 6-o0, 1965). 11 AAC 33.210(c) (repealed November 9,
1979).i/ The denial was based on the information submitted

within that 90-day time Tframe.

On February 1A, 1966, Union-Marathon petitioned the

department fc reconsideration and interpretation of its decision

x| Formerly 11 AAC 505.7AA.
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of January 26, 1966, denying <che Grayling Clo. 1-A discovery
royalty application. Their petition was made at least partially
in response _to encouragement from members of the department.
Because of disagreement within the department over procedural and
substantive questions relating to discovery royalties, no reply
was given until October 31, 1968, at which point the commissioner
granted Union-Marathon 60 days in which to submit more informa-
tion. On December 30, 1968, Union-Marathon filed additional
geologic information developed during the period since January
1966 and requested that the matter be set for hearing. on
February 26,. 1970, then natural resources commissioner Kelly
established a hearing date of April 17, 1970, but notified
Union-Marathon that only the information Tfiled or developed
within the original 90-day period would be considered. At che
hearing, Union-Marathon submitted more new geologic information,
and thereafter sent the commissioner a Jletter stating why he
should consider the evidence acquired after the original 90-day
period had expired. On October 7, 1970, Commissioner Kelly
issued a decision denying Union-Marathon®"s application for che
discovery royalty based on the evidence submitted within che

90-day period.

Union-Marathon then sought review in the superior
court, which remanded the matter to the commissioner for a new
decision, 1including a statement of the basis for che decision.

On February 17, 1972, che commissioner reaffirmed his earlier

AGO 13<*Lbo:



decision on che basis chac insufficient information was submitted

within che 90-day period to determine whether or not there were

two separace”"scruccures. Union-Marathon again sought reviev; Iin
superior court. The court dismissed che appeal on grounds of
lack of jJurisdiction. Union-Marathon then appealed to che

supreme court which reversedon che jurisdictional issue and
remanded che case Tfor further consideration. Union Oil Co. of

Cal. v. State Dept, of Nat. Resources, 526 P.2d1357 (Alaska

1974) . On remand the superior court concluded that che commis-
sioner of natural resources could not Ilegally consider the
after-acquired evidence and that the original decision was

sustainable on the basis of che evidence submitted within the
90-day period. From that decision, entered July 31, 1975,

Union-Marathon again appealed to che supreme court.

In its decision, dated February 10, 1978, the Alaska
supreme court remandedcertain questions relacing to this appli-
cation to the commissioner of natural resources, for determina-
tion. Union Oil Co. of Cal. v. State, 574 P.2d 1266 (Alaska
1978). The threshold question was whether che 90-day Ilimit of
11 AAC 505.744 (recodified as 11 AAC 33.210(c) (repealed November
9, 1979)) on submitting data regarding geologic structure was
unreasonable as applied to Union and Marathon. IfT so, the
commissioner was ordered to receive additional evidence regarding
geologic structure and to rule on che application on the basis of

all che data submitted.

AGC



In compliance with che supreme court®"s order, 1 fFfirst
determined that the 90;day ijitatioq, as applied to the appli-
cants in this" case, was unreasonable.f/ Thereafter, I received
additional evidence concerning che 1issue of whether the Grayling

1-A well was the Tfirst discovery of oil or gas in a new geolog1c

structure.

With che goal in mind of sustaining Commissioner
Kelly®s decision, several officials of the Alaska Department of
Law (including then deputy attorney general Wilson L. Condon and
then assistant attorneys general Susan A. Burke and Jeffrey B.
Lowenfels) undertook an extensive effort to gather evidence which
would challenge che validity of Union®"s and Marathon"s claims.
As part of this effort, they traveled extensively throughout che
United States and conducted numerous interviews with Tfederal
officials employed by che United States Department of the Interior,
including che United States Ceologic Survey ("USGS"™), who were
intimately familiar with implementation of che federal discovery
royalcy program and che concept of a "known geologic structure of
a producing oil and gas Tield" ('KGS™). Interviews were conducted
with Interior official in Washington, D. C. , and USGS officials
in Langley, Virginia; Casper, Wyoming; Denver, Colorado; and Los
Angeles, California. Among chose federal officials interviewed

was Emmect A. Finley, former chief of the Minerals Classification

* /| See Parc VI of this opinion.
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Branch of USGS and auchor of USGS Circular 419, which purported
to codify USGS practice in administering the KGS system. Inter-
views were also conducted within Alaska with state officials from
the departments of Revenue and Natural Resources who were fTamiliar

with the state®"s discovery royalty program.

The Department of Law also compiled a glossary of all
geologic terms relevant to the definition of the term ™"geologic
structure”™ and prepared a comprehensive documentary history, 1in
seven volumes, describing che development and administration of
the discovery royalty provision of AS 38.05.180(a). Volume 1
(entitled "Summary of Documents") is a summary of their Tfindings;
It discusses certain federal oil and gas leasing practices (sum-
marized in Section |11l of this opinion); describes the evolution
of che Alaska Land Act and che Alaska oil and gas lease form
(summarized 1i1n Section IV of this opinion); and traces the
history of early oil and gas discoveries in che Cook Inlec
region, the development of regulations governing discovery
royalties, and the administration of chose provisions wich
respect to applications for discovery awards on state leases in
the Cook Inlec region (summarized in Section V of this opinion).
Volume 1l describes che territorial and scace administrative
organization for che oil and gas from 1958 to 1970 (Appendix A),
the evolution of che oil and gas lease form (Appendix B), and oil
and gas development in the Cook Inlec region (Appendix C) and

contains copies of che relevant affidavics (Appendix D). Volumes



Il - VII are an extensive compilation of che correspondence and

ocher documents which are summarized in Volume 1.

Beginning March 13, 1980, 1 held a hearing to enable
the applicants to submit additional evidence in support of their
application. In preparation for that hearing, | had reviev/ed the

following materials:

1. the Summary of Documents and appendices;

2. che documents referred to in che summary;

3. a videotapeof a deposition of Emmett A. Finley
and che exhibits submittedat chat deposition;

4. che maps submitted in support of the applications

for discovery certification of Union-Marathon®s Trading Bay State
No. 1-A well, Union-Marathonls Kuscatan Mo. 1 -and 1-A wells,
Atlancic Richfield"s West Foreland Unit No. 3 well, Texaco's
Trading 3ay Mo. 1 and 1-A wells, and che Grayling No. 1 and 1-A

wells;

5. information submitted 1in support of che applica-

tion for discovery well certification of Atlancic Richfield"s

Trading Bay State No. 1 well, including: che baroid mud log and
dual induction latcroiog submitted with the affidavit of
0.
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escablishmenc of prioricy as co time and dace on June 7, 1367,
che materials submitted co che Oil and Gas Conservacior. Committee
on September"-27, 1967, co escablish a separace geologic struc-
cure, 1including an evaluaricn of che mechanical logs (Exhibit 1),
a scructtire concour map (Exhibic 2), a scruccural cross seccion
-—- A-An (Exhibic 3) , completion information drafced on an ele"c-
cric log (Enclosure 1), and a core analysis -- cores 1-10 (Enclo-
sure 2); addicional informacion supporting che applicacion
transmitted on December 30, 1968, 1including a scruccure concour
map (Exhibic 1), an ease-west cross seccion -- A-Al (Exhibic 2),
and an east-west cross seccicn -- E-5~ (Exhibic 3); and exhibics
presenced ac che hearing before <che commissioner of nacural
resources on April 16, 1970, 1including a scruccural concour map
of che Hemlock formacion in che Trading Bay and North Trading Bay
fields (Exhibic 1) and a scruccural concour map of che Hemlock
formacion showing producing crends in che Cook |Inlec Basin

(Exhibic 2);

o all materials submicced by Union-Marathon chrough
March 13, 1980, including che "blue box"™ and accompanying
geologic reporcs; che light blue folders submicced ac che
April 17, 1970, nearing; and Volume 111 of che green folders,
daced Sepcember 23, 1979, 1including che redrawn maps which were

subnicced ljcer; and

7. all available informacion from “Union-Maracho

Tradin*. Bay Scace Mo. 2 and No. 3 wells which were drilled in che
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Lace summer of 1965 and Union-Marachon®s A-20 wellL drilled from

cheir Monopod Platform on July 24, 1977.

Also in preparacion for che hearing, |1 incerviewed Tom
Marshall, a pecroleum geologise formerly employed by che scaTe
Oil and Gas Conservacion Coramiccee, regarding scace adminiscra-
cive praccices relacing co discovery royalcy applicacions and his
underscanding of Cook Inlec geology; William Van Alen, a pecroleum
geologise from che Alaska Oil and Gas Conservacion Commission, on
che scruccural hiscory of che Trading Bay area; and William Van
Dyke, a reservoir engineer employed by che division of minerals
and energy managemenc, regarding his incerprecacion of che well
daca 1in scace Tfiles and Union-Marachon®s incerprecacion of chac

daca as depicCed in cheir exhibits.

Ac che hearing cescimony was given by Thomas Wilson,
Jr., who worked as a geologise Tfor Marachon Oil Company and had
parcicipaced in joinc Union-Marachon exploratory work in che Cook
Inlec area since 1958 (he discussed che results of Marachon®s
exploratory and drilling work 1in che Trading Bay and McArthur
River TfielLds from 1959 through 1965); Richard A. Lyon, who worked
as che Alaska District Exploration Manager for che Union O0il
Company from L1963 through 1966 (he gave his perceptions of
Alaska"s discovery royalcy program and its 1impact on Union®s
early exploration efforts in Alaska); Roberc C. Warchen, who

worked as a geologise for Union Oil Company “(he presented a

-11-
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compilation of all geologic information collected iIn the area by
Union and Marachon co dace, including updaced geologic inrorma-
cion noc previously submicced to che scace); Kenneth Zerda, a
reservoir engineer for Union Oil Company (he compared che reser-
voir characteristics of che McArchur River and Trading Bay
fields); Gerould H. Smich, a geochemisc employed by Union (he
compared che geochemical characteristics of the oil found at
Trading Bay wich che oil found ac McArchur River); Ed Hall, a
geoLogisc from Union (he presented maps he had prepared based on
examples of KGSs he had collected from several USGS offices);
Charles M. Schwartz, a geologise iIn charge of Union®"s exploration
and production activities in Alaska (he compared the physical
characceriscics of che cwo Tfields and hypothesized regarding che
scruccural growth of these areas); and Joseph David '"Red"™ Cerkel,
Jr. , a retired geologist who had served as chief of che Minerals
Classification Branch of the USGS. Tom Cook, then director of
che division of minerals and energy management; K. Daniel Hinkle,
Marachon Oil Company®"s attorney; and Arden Page and John Sedwick,

Union Oil Company®"s attorneys, also attended che hearing.

On April 23, L9PL, 1 cook testimony from William Van
Alen, who gave a presentation on che geologic history of che Cook
Inlec sedimentary basin and formacion of che ancestral Trading
Bay anticline (summarized in Parc Il of this opinion) and Thomas
R. Marshall, who discussed the application of the Greater Trading

Bay Structure concept co the award of discovery-royalties by chc

-12-

AGU



Oil and Gas Conservacion Committee. Also presenc *.;ere Assiscanc

Atccrr.ey General Michael E. Arruda, Mr. Page, and Mr. Seawick.

As a resulc of che efforcs of che Department of Law and
Union-Marachon, examination of che 1issues in chis case wag
extremely chorough. For che reasons sec forch in my decision,
however, I determined chac chis maccer should be resolved in

favor of che applicancs.

More specifically, 1 decermined chac chere is suffi-
cienc subsurface information co determine chac che McArchur River
feature, on which <che Grayling 1-A well 1is locaced, is not
overlapped by che previously certified Trading Bay feature and,
furthermore, 1is a separace dgeologic structure within che meaning
of chen applicable 11 AAC S3.200 and 11 AAC 33.205(2) (repealed
November 9, 1979).2/ On chis basis, che application for

discovery well cercificacion of che Grayling 1-A well was

granted.

1. GEOLOGIC EVOLUTION OF THE COOK [INLET SEDIMENTARY BASIN AND
THE TRADING BAY AMD MCARTHUR GEOLOGIC FEATURES.

The Trading Bay and McArchur River geologic fTeatures

which are che subject of chis case are located within the Cook

Inlet sedimentary basin, a major oil and gas province.
*/ Formerly 11 AAC 505.1U and 11 AAC 505.7£1(b7", respectively.

-13-
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PAGES 15, ARE AVAILABLE FROM KEN BOYD, DNR/DO&G. THESE
PAGES CONTAIN GEOLOGIC INFORMATION FROM THE EARLY
JURASSIC PERIOD TO THE PLEISTOCENE PERIQD.

é ASGUEMMARY OF THESE PAGES IS ON PAGE .5 . WHICH FOLLOWS THIS



M.  Summary

In summary, che Cook Inlec 3asin as we knew ic coday
began wich che deposition of volcaniclascic materials (che
Talkeecna formacion) nearly 200 million years ago. Approximately
175 million years ago. sediments and organic matter were deposiced
in che Tuxedni Group, which became che source rock Tfor mosc of
che hydrocarbons in Cook Inlec. Over che succeeding 100 million
years, addicional coarse materials were deposiced in che area
which experienced che alcerr.acing uplift and subsidence, moun-
tainous formation and folding conducive co generating che laceral
and vercical compression and geochermal heat required for che
formacion of pecroleum hydrocarbons in che Tuxedni source rock.
Ac or slighcly before che beginning of Terciary cime (65 million
years ago) and chereafcer, che area experienced (1) dovmwarping
of che Cook Inlec crough exposing che westward and eastward ends
of the Tuxedni source rock and forcing che migration of oil
upwards; (2) che creation of che present day Alaska, Chugach and
Kenai mountain ranges, creating a Turther depcsicior.al environ-
ment 1in Cook |Inlec beginning wich che Larimide revolution; (@)
deposition of sedimentary materials cor.scicucing che West
Foreland formacion and che Kenai group, which became che reser-
voir rock formations receiving upv/Zara migrating oil from che

exposed Tuxedni source rock; (Mgeneral east-west TfTolding of
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scracigraphic layers in che Cook Inlec Basin caused by moun-
tain formacion and che wunderchruscing of che North Pacific
Oceanic Place, initially establishing norrh-souch anciclines
which became entrapping mechanisms for hydrocarbons and, through
furcher foldings, steepening che Fflanks of chose anciclines
(including Trading Bay) co che poinc chac reverse faulting
ocr rred; (5) che counterclockwise rotational movemenc of che
Alaskan (North American) Concinencal Place and subjacent
chruscing of che Norch Pacific Oceanic Place causing righc-
laceral scrike-slip TfTaulting along major regional faulcs (for
example, che Cascle Mountain faulc) and similar movements along
subordinate faulcs (for example, che Bruin Bay and Trading Bay
faulcs). The last of chese forces caused che upper portion of
whac was once a single Trading Bay anticline co migrate eastward
approximacelLy chree and one-half miles. Therefore, chrough che
composite accion of Tfolding, reverse Ffaulting, normal Tfaulting
and scrike-slip Tfaulting occurring over che pasc 25 million
years, che Trading 3ay ancicline h3S evolved from a simple fold
into a complex scruccure wich <che Trading Bav Ffield portion

offset from che McArchur River Field porcion.
I11. ANTECEDENT FEDERAL LAWS AND REGULATIONS.

Alaska scacuccs and regulations adopccd ac scacchood
provided for a discovery royalcy o be awarded a0 a lessee dwec

was de Firsc o er.councer comercial quancicie™i of o1l and gas



on a new geologic structure. Neither the concept of a discovery
royalty iv of using che term "geologic structure"™ for oil and
gas regulatory purposes was without precedent. The term "KGS"
had been used by che USGS since 1920 co decermine whecher land
would be leased competitively or noncompecicively for oil and %as
purposes. From 1937 co 1958, che cerm '"geologic scruccure'™ was
used for purposes of establishing reduced royalties on
noncompecicive leases under regulacions implementing che Alaska
*
Oil Proviso of che Federal Mineral Leasing Acc or 1920. -
Therefore, che use by federal officials of che cerm '"geologic
scruccure” and che  Tfederal discovery royalcy provide some

background for 1incerprecacion of chc provisions of Alaska law

concesced 1in chis case.

*/ A discovery incentive program was 1iniciaced by che
federal government in 1942 co encourage petroleum
discoveries iIn che inceresc of national defense. This

program, auchorired by che so-called O"Mahoney Amendmenc co
che Mineral Leasing Acc on December 24, 1942, Pub. L. No.
832, Scat. 1080 (1942), placed a 12% percent ceiling on
royalcy races for discoveries of a "new oil or gas field or
deposic." The amendmenc had che effect of reducing
royalties on oil and gas production. The Ffederal program)
was, in mary ways, much easier co administer chan che j
scacels '"new geologic scruccure'" program because ic was.
administered in a way chac looked only co whecher aj
discovery was made 1in a new 'deposic." See Appendix 1. The*
concepc of a scoarace field or deposic 1iIs much more easily
defined chan che concepc of a separate geologic scruccure.
The Uniced Scaccs Deparcmcnc of che Incerior nSver'™adopced
specifications co administer chis program unci! ic was

furchcr amended 1iIn 1946. The six diagrams in Appendix 1 of
chis decision encicled "Possible Incerprecacions Under Acc
of December 24, 1942." clearly illuscrace how che program

was in face administered.
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Al Compericive-Nonccmpecicive Leasing Determinations.

In 1920 Congress passed che Federal Mineral Leasing
Acc, 41 Scac. 437 (1920), which was che organic statute governing
oil and gas leasing in che Uniced Scaccs. Under che acc, land
could be leased for oil and gas purposes eicher compecicively or
noncompecicively. The law required chac land be leased compeci-
cively if ic were Ilocaced on a KGS. From chen on, USGS geolo-
gises followed pecroleum explorar.icn accivicies in che Uniced
Scaces, drawing and placcing KGSs as new discoveries were made.
Oil and gas righcs co land noc covered by a KGS could be obcained

noncompecicively.

Alchough <che USGS plocced hundreds of KGSs over che
years afcer 1920. no regulacions defining a KGS were adopced
uncil 1970. In 1959, however, Emmecc A. Finley auchored a
docunenc encicled, "The Definicion of Known Geologic Scruccures
of Producing Oil and Gas Fields" (Circular 419).. This document

was considerec che principal reference in making KGS decermina-

cions.

B. Discovery Royalties.

The 1920 Federal Mineral Leasing Acc also contained a
seccion known as che "Alaska Oil Proviso." This section autho-

rised che secretary of <che Uniced Scaccs D«fparcnenc of che

_26_
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Interior to establish special lowered royalty races on leases
issued iIn che State of Alaska 1iIn order co encourage oil and gas
development 1in this frontier area. Alchough regulations imple-
menting che Alaska Oil Proviso were amended several times (which
usually changed che Jlowered royalcy formula), by 1950 ch?y
provided for payment of a 5. royalcy (compared co che normal
12.5Z) for ten years following che dace of discovery by any
lessee chac marie che Tfirsc discovery of oil or gas in commercial
quantities in a new geologic scruccure. The Alaska Oil Proviso
was virtually identical co a provision of che discovery royalcy
scacuce enacted by che Alaska legislature in 1959 excepc chac che
Proviso applied co r.oncompecicive land only. The Alaska O0il

Proviso was repealed in 1958.

In summary, ac che cime of scacehood, che cerm "known
geologic scruccure”™ had been wused by che USGS since 1920 co
decermine whecher Jland would be Jleased compecicively or non-
compecicively. During che same ©period, che _.cerm "geologic
structure”™ had been used for purposes of awarding discovery
royalties under che Alaska proviso, but on r.onccmpecicive leases

only.
IV. DEVELOPMENT OF A STATE DISCOVF.RY ROYALTY PROVISION.

Because che ccrricorial government had no Jland co

manage, ccrricorial Jland officials had liccle*“ experience wich
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Lana management, 1including oil and gas leasing. Wich che ap-
proach or scacehood, these officials began che massive prepara-
cion necessary TfTor che cransicion from territorial status and che
problems which scacehood would bring, 1including problems asso-
ciated wich the receipc of inmediace cicle Co 45 million acres of
tide and submerged land and che seleccion of 103,350,000 acres of

upland.

In order co assume cheir new responsibilicies , territo-
rial officials begc-n developing programs for che seleccion,
mar .agemenc, and disposal of scace land and ics resources.
Special attention was given co che leasing and management of land
containing oil and gas resources because of 1ics pocencial for
generacir.g revenue for che cash-poor scace. The major concern
was development of a well-conceived leasing program which would

avoid land speculacion in areas of oil and gas pocencial.

During <che two years before scacehood, chere was
continued accivicy by cerricorial officials debacing che provi-
sions co be induced 1in che Scacehood and Alaska Land accs. Much
of che discussion cencered on che excenc co which che scace would
compecicively Jlease land wich oil and gas pocencial. Although
che ccrricorial land board recreated from ics 1inicial proposal co
compecicively Lease all sedimencary basins, cheir Ffinal proposal
required compecicive leasing on a broader scale chan che federal

acc had. There also was considerable discussion regarding
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adoption or a discovery royalcy program by che scace. The oil
induscry advocated 1ics acopcion on che ground chac che Tfederal
royalcy program had accracced che induscry co Alaska in che Tfirst
place.
I

The Alaska Land Acc passed in 1959. Unlike che federal
acc which Limiced compecicive oil and gas leasing co land con-
taining a KGS, che scace acc required compecicive leasing on land
known or believed co contain oil or gas. The scace acc also
concained a discovery royalcy provision vircually identical co
che cerms of che Alaska Oil Proviso. Under chis provision a
lease holder char drilled and made che first discovery of oil or
gas in commercial quancicies iIn a geologic scruccure could be
rewarded by paying a discovery royalcy of only Tfive percent of
che value of oii and gas excraccea for che firsc ten years, afcer
which che normal race of 12~ percent was applicable. The new
scace oil and gas leasing form also concained a provision which
repeated verbatim che discovery royalcy provision -included in che

scace acc.

V. IMPLEMENTATION OF THE STATE"S DISCOVERY ROYALTY PROGRAM IN
THE COOK INLET REGION.

A Early Leasing Activity.

ALthough Alaska received a large enciclemenc of land ac

scacehood, chis was a nonLiquid assec. The scace was cash poor
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and unable co adequately operate che government and provide
essential public services. To obtain che revenue needed co run
che new scace, scace officials quickly began implementing pro-
grams which would generate cash from che land. High on cheir
lisc of accivicies was oil and gas leasing, as evidenced by che
quick succession of legislation (che Alaska Land Acc was signed
on May 2, 1959), regulacions (effeccive September 15, 1959), and

lease sales (che firsc was conducced in December of 1959).

From 1959 through 1966 che scace conducced 17 compeci-
cive oil and gas lease sales. All major oil discoveries and most
major natural gas discoveries 1in Cook Inlet were made on leases
sold at the seventh and ninch Ilease sales (held on December 19,
1961 and in July of 1962, respectively). Virtually all subse-
quent discovery royalty determinations involved leases sold 1in

these two sales.

Mosc land opened by the scace for oil and gas explora-
cion, development, and production activities 1in che upper Cook
Inlec area was leased by a small number of oil companies in
combination. Pan American Pecroleum Corporacion and ics partners
(che Pan American group) Uleased by far che greacesc arnounc of
acreage 1iIn chc seventh and r.inch compecicivelease sales. The
SRS group (consiscing of che Shell 0Oil Company, che Richfield Oil
Company, and che Standard Oil Company of California) acquired che

second largesc arnounc of acreage. Union Dil Company of



California and Marachon Oil Company, as partners, acquired four
leases in these sales and a fifth Dby assignment. Union also
acquired an interest in Owo ocher leases in partnership wich
Mobil. Texaco and Superior together obtained chree leases.

Atlantic Refining Company obcained eighc leases.

B. Inicial Exploratory Efforcs Affecting Land in che
Sevench and Ninch Compecicive Oil and Gas Lease

Sales.

Given che large amount of land leased by che Pan An
group and che SRS group in che sevench and ninch compecicive oil

and gas lease sales and che close proximity of chese leases co

one anocher, ic was likelychac chese cwo groups would compete
for discovery royaicy awards if oil or gas were found in che
area. During che summer of 1962, even before che ninch lease

sale was held, four wells (cwo by che Pan Am group and cwo by che
SRS group) were commenced co test che pocencial of che leases in

chis area.

On May 15, 162, che Pan American group spudded ics
Middle Ground Shoal Scace No. 1 well from a drilling barge on
lease ADL 17595 in che area now known as che Middle Ground Shoal
Field. This well blew out one week lacer whileic was being
drilled ac a depch of 1,132 feec. Ic was broughc under control

on che same day. While being drilled ac a depCh of 5,216 feec,
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che well bLew ouc again upon encountering a high pressure gas
zone. The well remained ouc cf concrol for 45 days, and a larce
gas flow erupced chrough che inlec floor 700 feec from che well.
During chis period Pan Am pumped into che well 25,265 barrels of
mud and lose circulation macerial, 16,430 sacks of cement, 975
sacks of Cal Seal, and a large quancicy of diesel gel cemen::,
copped off by burlap sacks, parachutes, gravel, sand, and saw-

dust. Finally, on July 25, 1962, che well was controlled. Ic

was Chen plugged and abandoned.

OnsMay 30, 1962, Shell, as operator for che SRS group,
spudded awell, Scace No. 1, cn lease ADL 17582. This well was
drilled roughly halfway between whac is now known as che Middle
Ground Shoal Field and Cook Ir.lec Gas Field. The well was
drilled co a depcn of 14,401 feec and complecea on Sepcember 14,
1962. Alchough shows of oil were found in various cescs of che

well, no commercial discovery was made.

On May 31, 1962, Pan Am, on behalf of che Pan Am group,
spudded asecond well, Cook Ir.lec Scace No. 1, on lease ADL 17589
in che area now known as che Cook Inlec Gas Field. While ic was
being drilled ac a depch of 12,237 feec, chis well also blew ouc.
Because of che high volume and pressure of escaping hydrocarbons,
che drilling barge had co move off che well and che escaping gas
and oil had co be igniced. A relief well was spudded abouc 1,500

feec co che norcheasc one week Later. The initial well continued
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Co blow ignited for almost fourteen months before ic was finally

ccncrobLled by pumping sale wacer down the relief well.

Gn April 19, 1962, ac an onshore locf on a federal
lease adjacent co lease ADL 17599, che Stand.-ra Oil Company qf
California, as operator for che SRS group, spudded a well. The
well was cesced on December 1, 1962. On December 4, Standard

announced chac ic had discovered whac became known as che Beluga

River Gas Field.

C. Development of che Discovery Royalty Regulations.

The drilling of che four wells described above Iled
reprcsencacives of che Pan Am group and che SRS group co ask che
department abouc the policies and procedures for making discovery
royalcy awards. The scace, as lessor, and che oil companies, as
lessees, were all faced wich <che same problem: neither che
sracuce authorising discovery royalcy awards, <che regulations
adopceri co implement <che scacuce, nor che scace lease form
defined whac was meanc by che cerms "first discovery,” "commer-

cial quancicics,” or "geologic scruccure.”

The need co define <che terms "firsc discovery"” and
"commercial quancicies” was brought co a head by che advene of
Pan Am's cwo blowouts. This sicuacion made plain chac che scace

had implemented a discovery royalty program without adequately
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considering che praccical problems which materialize afcer a
program is puc ir.co practice. Afcer four wells had been drilled,
Che department began co attempt to untangle che confusion which
the lack of specifics in che regulations had created. There
followed extensive exchanges of memoranda, position papers, and
other communications among members of the department, oil com-
panies, and the Western Oil and Gas Association as they attempted
to work out acceptable solutions. Concurrently, Pan American
applied for discovery royalty awards for Ileases covered by che
two wells chat had blown ouc the previous summer, and SRS applied
for a discovery royalcy for che gas discovery in their Beluga
River well (Appendix * summarizes all scace discovery royalcy
applications in Cock Inlec). While che department did not want
co make hasty discovery royalty awards, state officials were also
concerned that drilling races would result from che department's
failure to answer essential questions on discovery royalcy awards
where there was mixed ownership of leases over a potential
scruccure.

Further confusion occurred within the department
because of differing views on tha problems caused by che absence
of decailed discovery royalty regulations. While aware of che
problems relating co che definitions of "first discovery,”
"commercial quantities,” and "geolLogic scruccure,” che commis-
sioner's office was alLso concerned about whecher a discovery
royalcy award applied co aLl production from within che lease,
all production from only a particular pool or Interval, or all
production from within the exterior boundaries of che discovery

scruccure on che lease.
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On January 15, 1963, the department issued a decision
granting Pan Am's application for the Middle Ground Shoals well
on state lease ADL 17595 (for che structure only). (A map
prepared by the Union Oil Company which accompanied the testimony
of E.A. Hall and illustrates federal and state discovery royalcy
awards generally is attached co this opinion as Appendix 2.) The
award was contested by SRS. Concurrently, che Western Oil and
Gas Association was urging che department co define discovery

royalty terms by regulations in a manner which would clear up any

misunderstandings.

Subsequently, department officials conducted hearings
on proposed discovery royalty regulations. These hearings were
characterized by acrimony and disagreement between oil companies
and ocher organizations. Although most of che discussion con-
cerned the meaning of the cerm "first discovery"” (because of Pan
Am's two blowout wells), there was also some discussion of che
definition of "geologic structure,"” although a factual dispute

involving this cerm had not yet arisen.

A hearing was held in June of 1963 co consider new
department draft regulations put ouc ac che end of May. After
che hearing some revisions were made. The final regulations were
filed in July and became effective in August. Those regulations

read as follows:
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505.73 Royalty.

The royalty rate on production under competi-
tive leases will be fixed in the lease form
for each lease offer and shall not be less
than 12 1/2 percent in amount or value of che
production removed or sold from che leased
lands, except as provided in Section 505.74,

505.74 Discovery Lease.

Any operator who by time and date first
encounters sufficient evidence of oil and/or
gas in a particular geologic scruccure
covered by any Scace oil and gas lease co
cause said operator diligently co continue in
good faith testing, reworking, drilling or
ocher operations or. said lease, whecher in
the same hole or ocher holes, in an effort to
establish production of oil and/or gas in che
same scruccure shall be qualified for a
discovery well certification under che terms
of said scace lease should he complete a well
and establish production in commercial
guantities in chesame zone in which oil
and/or gas was first encountered.

505.741 Definitions.

Wich regard to regulations 505.74 through
505.743 and applicable provisions in Scace
leases, the following terms shall have che
meanings indicated.

(a) "Discovery"” shall be the first accept-
able evidence in a drilling well of che
existence of oil and/or gas which can be
produced in commercial quantities after well
completion.

(b) "Geologic Structure"” shall be any
structural and/cr scracigraphic entrapping
mechanism containing one or norc intervals,
zones, strata, formations, or fault blocks
which has the necessary physical characteris-
tics co accumulate and prevent che escape of
oil and/or gas. Ic is intended chac the
meaning shall be similar co chac as used by
che United Scaccs Geological Survey in che
administration of che Federal Mineral Leasing
Acc of February 25, 1920 (41 Scat. 437) as
amencec.
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(c) "Completed ’/ell"™ shall be a well which
is cased, controlled and in which all under-
ground work in connection therewith has been
finished and such well is capable of produc-
ing oil and/or gas.

(d) "Commercial Quantities” shall be chose
amounts of oil and/or gas which afcer well
completion would appear to a reasonable and
prudent operator co be sufficient to recover
ordinary costs of drilling, completing and

producing an additional well on the same
geologic structure ac an offset location with
a reasonable profit co che operator, if a

market were available.

(e) "Committee"” shall be the Alaska Oil and
Gas Conservation Committee composed of the
Director of Mines anc Minerals (Chairman),
the State Pecroleum Geologist, che Scace
Pecroleum Engineer and’ che Deputy
Commissioner or the Department of Natural
Resources or his designee.

505. 7i2 Establishment of Priority as to
Time and Date.

to escaoiisn priority as co time and dace of
discovery, an operator muse furnish che
Committee wich a sworn statement substantiat-
ing evidence, acceptable co the Committee,
chat oil and/cr gas has been encountered in
sufficient showing to cause a reasonable and
prudent operator to conduct further oper-

ations in an effort co compLete a well in che
discover;/ tone so chac such well <can be
tested for pocencial oil and/or gas produc-
tion in commercial quantities. Such state-

ment muse include the time and dace of first
discovery, the exact Ilocation of the well
concerned, the procise interval of discovery
and the Alaska Division of Lands lease number
on which said well is located. Such state-
ment should be furnished co the Committee as
soon as possible, but not later chan thirty
(30) days after the dace claimed for che
discovery.

505. 7"3 Establishment of Comcrci.il Quanti-
ties . "
To establish and prove oil and/or gas in

commercial quantities, operator must: (a)
Concuct a potential test of <che discovery
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zcr.e within or.e year after completion of a
discovery well, (b) Notify che Committee or
its designated representative five days in
adyar.ce of such scheduled potential test and
furnish transportation (if requested) for a
designated representative of the Committee to
witness such test. The Committee may ac its
option or ac che option of ics designated
representative waive che witnessing of the
test and require sworn evidence co establish
results of said test. Any such sworn evi-
dence shall be delivered to che Committee or
ics designated representative within thirty
(30) days afcer such test.

505.744 Establishment of Geologic Struc-
ture .

To establish the geologic structure from
which the oil and/or gas can be produced, the
operator must furnish pertinent daca co the

Committee which will enable 1ic co determine
che geologic scruccure from which che oil
and/or gas is being produced. This nay

include but 13 not Ilimited co, geophysical
daca. total depth, casing records, perfo-
ration data, electric logs, drilling and mud
logs, core analyses, sample cuccings and

sampie logs, and che operator's interpreta-
tion chereof. together with any ocher records
and interpretations che operator deems

pertinent. This daca must be supplied within
ninety (90) days afcer che dace of che
pocencial ccsc as required in Seccion
505.743. All such daca submitted shall be
held confidential for a period of 24 months
unless written authorization from the
operator for the release of same is secured.

505 . 745 Certifies:ier. After Compliance and
Aoollc.-_cicr..

Alter compliance wich Sections 505,742
through 505.744 inclusive, the operator may
apply co <che Director for discovery well
certification. Within ten (10) days of
receipt of such request che Director will
publish notice of such application allowing
thirty (30) days for any interested party co

object co or protusc che application. If no
protest or objection is received by the
Director, che Director will, within seventy

(70) days after the receipt of an applica-
tion, either certify the well as In (a) or
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deny che application as in (c) of chis
seccion. If any protest or objection is mace
ic must be subnicced in writing co che
Director within che specified thirty (30) day
period. Afcer receipt of said protest or
objection <che Director will advertise and
hold an open public hearing 1in accordance
wich che Alaska Land Act (AS 38.05) and in
accordance wich the Alaska Administrative
Procedures Acc (AS 44.62.300 - AS 44.62.630).
Within thirty (30) days afcer such hearing

che Director will do one of che following.
(a) Certify che well in question a first
discovery veil which has established oil

and/or gas in commercial quantities in (name
gcolc2ic structure) as of (cime) on (date).
anc spectiy tne aace of commencement ot the
10 year 5 per cent discovery royalcy cerm
which dace shall be the first of the next
succeeding month from che established date of

initial discovery. Afcer discovery well
cerctficacion. r.o ocher well, regardless of
when drilled, shall be eligible for

consideration for certification a3 <co che
same geologic structure.

(b) Continue che hearing at a later specified
date.

(c) Deny che application for discovery well
certification.

505.746 Cancellation.

At any time alter discovery well certifica-
tion should any information supplied co che
Committee be later proven false or erroneous
and such information would affect che deci-
sion of the Director to the extent that che
original application for certification would
have been denied on such basi3, the certi-
fication shall be immediately revoked. Such
action also may be taken when it 1is deter-
mined that error was caused by failure to
disclose full and complete knowledge avail-
able co the operator at the time of applica-
tion for certification. After such certi-
fication 1is revoked royalcy payment of 7 1/2
per cent on production therocofore shall be
Immediately due and payable and 12 1/2
per cent royalty on all subsequent production
shall be paid. Should che royalty due not be
paLd on demand, che State shall take legal
steps co cancel the lease involved.
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505.747 Termination.
In che evenc c¢: cne termination of a dis-
covery lease for any cause, che 5 per cent

discovery royalcy terminates and will noc be
allowed or reinstated on che sane geologic
structure.

505.748 Five Per Cent Discovery Kovalev.

A "First Discovery WelL> Certification' shall
secure che 5 per cent royalcy rights for che
holder of che State lease on which such well
is located on all production from all zones,
strata, formations and structures wunder and
within che exterior boundaries of said lease.
If ac any time before or after discovery well
certification, the Scace lease cn which such
well is located is subject co or made a part
of any development unit, pooling or consoli-
dation <contract, che 5 per cent discovery
royalty race shall apply only co the produc-
tion allocated <co said lease under such
agreement.

In 1973 the state's discovery royalty regulations were
recodified. 11 AAC 84. 152 -- 11 AAC 84.168 wore the discovery
royalcy provisions applicable co competitive leases and
11 AAC 84 .407 -- 11 \AC 34.422 were che discovery royalcy
provisions applicable co noncompetitive leases. In 1974 chese
cwo secs of regulations were combined into one sec of discovery
royalty provisions generally applicable to aI] oil and gas

leases, 11 AAC 83.200 -- 11 AAC 33.230. These regulations were

repealed on November 9, 1979.

D. The Dispute 3ecveen Pan An and Shell Over the

Middle Ground Shoal Discovery Royalty Award.
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In May of 1963 che SRS group spudded a well in che
Middle Ground Shoal area immediately co che souch of che lease on
which Pan Am'had drilled che gas blowout che previous year and
for which Pan Am and ics partners had been awarded a discovery
royalcy in January. The firsc day che new regulations on di?-
covery royalties were in effecc, SRS filed an affidavit of first
discovery based on encountering oil sands in various intervals in
che area. Their application was denied by che department in

December of 1963.

SRS requested reconsideration bythe department and
concurrently filed a document claiming chac Pan Am's discovery
award was not valid because the well was a blowout and, there-
fore, ought co be revoked. Several documents were filed on both

sides.

The department issued a decision in May of 1965uphold-
ing cheoriginal discovery royalcy award co Pan. Am and denying
Shell's petition. This matter was then appealed to che courts.
In 1969 che Alaska supreme court upheld the department's deci-
sion. Pan American Pecroleum Coro, v. Shell Oil Co.. 155 P.2d 12

(Alaska 1969).

E. Discovery RoyalLty Awards for torch Cook Inlet,

3eluga River, and Falls Creek.
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L. North Cook Inlec award.

On'November 12, 1962, the date Pan American had applied
tor discovery award for the Middle Ground ShoaL No. 1, Pan An
also applied for a discovery award on ADL 17509 on che basis cf
che Cook Inlec No. 1 blowout. The department decided not co act
on chis application until afcer che discovery royalty regulations

went into effect.

In August of 1963 (after the new regulations became
effective), Pan Am was informed chat a pocencialL test to verify
che existence of commercial quantities would be required. No

testing was possible until che summer of 1964.

In che interim Shell protested any award of discovery
benefits to Pan Am for the Cook Inlec No. | we*l and spudded a
well on che lease immediately co che north of che lease where Pan

An had driLLed che Cook Inlec No. 1 and No. I|-A wells.

tn June and July of 1964, che Cook Inlet No. 1-A well
was tested by Pan An. In December of 1964, Pan An was granted a
discovery royalcy for lease ADL 17539 based on che discovery mace
in ;/.c Cook Inlet No. 1 well and the pocencial test of che Cock

Inlec No. [|-A well.

2. Beluga River and Falls Creek awards.



The SRSgroup had requested a discovery royalty in
December of 1962 in conjunction with ics Beluga discovery.
Action on this request was initially delayed because che commis-
sioner of natural resources believed that che Beluga discovery
might be on che same structure as Pan Am's North Cook Inlec
blowout. The SRS group contended, however, <chac ic had an
automatic right co an award because the scace had recognised che
Beluga discovery for che purpose of reclassifying adjoining scace
upland acreage from noncompetitive to compecicive. There was an
exchange of information between the department and che SRS group
over chis application ac che same time as che deliberations on

che adoption of the discovery royalcy regulations were occurring.

In May of 1963 che SRS group applied for a discovery
royalty fcr lease ADL 00590 on che basis of che gas discovery
made in che Falls Creek I'nic Number 1 well in April of 1961.
When che department decided co defer action on both the Falls
Creek and 3eluga River applications until afcer che discovery
royalcy regulations were adopted, The SRS group objected chat ic

was being treated unfairly.

In September and October of 1963, che SRS group reap-
plied for 3eluga discovery certification. It was awarded on the
same day chac the SRS application for the Middle Cround Shoal oil

discovery was denied.
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In December of 1963an application was submitted for
the Falls Creek lease. Ic was processed under che new regu-

lations, and a discovery royalcy award was mace on February 18,

1964.

|
F. Application for and Award of Discovery Royalcy
Certifications in che Trading Bay, McArchur River, and

*

Nicolai Creek Areas.—/
1. Introduction.

In 1965, for che first cine, offshore wildcat wells
were drilled along the west shore of Ccok Inlec on leases issued
during che sevench and ninth competitive lease sales. Mobil and
Union drilled che Cranice Point No. 1 well on lease ADL 13761
from April 5, 1965, co August 5, 1965. The well resulted in
discovery of che Granite Point oil field. The companies applied
for a discovery royalcy for che lease,which was awarded on

Sepcccher 14, 1965.

*/ A map depicting che cop of che Hemlock gelogic formacion and
illustrating applications for discovery royalcy awards in
che Trading Bay and McArchur River areas is attached cc chis
opinion as Appendix 3. Appendix 2 should be referenced co
locacc che Nicolai Creek area for which a discovery royalty
award was also sought.
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During chis same drilling season Union (on behalf of

icself and ics co-lessee, Marachon) drilled four wveils in che

Trading Bay-flcArchur River area. These wells and ochers which
followed encountered oil in almosc every instance in reservoirs
concained in che Hemlock formacion, which also concained che

major oil reservoirs in che Middle Ground Shoal and Swanson River

fields.

A number of expLoracory wells were drilled in che
Trading Say-McArchur River area during che 1966 drilling season.
Filings for five of chese wells were made wich che scace. which

iniciaced che discovery royalcy certification process.

2. Application for and award of a discovery royalcy
certification for che Union Tracing Bay Mo. L-A

welLL.

On May 9, 1965, Union, on behalf .of icself and
Marachon,spudded the first well on lease ADL 13731. The well
(Trading Bay Mo. 1) was drilled co a depth of 747 feec. The
casing parted ac a depth of 126 feec while ic was being sec in
che well, and che well was plugged and abandoned. On May 23,
1965, Union spudded another well from che same location. Trading
Bay No. 1-A. In drilling chis well Union discovered oil in che
Trading Bay field. The udl was completed ac a depth of 6,832
feec on June 25, 1965.
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Union and Marachon applied for a discovery royalcy for
lease ADL LS73L based on chis discovery. The department found
that Union and Marathon had adequately established a discovery
dace of May 23, 1965, and chat che pocencial test conducted on
June 17, 1965, had established chac the Trading Bay No. 1-A well
was capable of producing commercial quantities. The department
also found chac che Trading Bay feacure was a separate scruccure.
The applicacion for chis discovery award was processed and

certified on Augusc 27, 1965.

3. Applicacion for a discovery royalcy cercificacion

of che GrayLir.g No. 1-A well.

Union and Marachon drilled cwo more wells from lo-

cacions on lease ADL 18731 afcer che Trading Bay No. 1-A dis-

covery. In che lace summer of 1965 che drilling barge which had
been used co drill chese wells was moved co lease ADL 17594
immediately to che souch, also a Union-Marachon lease. Union

commenced che Grayling No. 1 well here on September 2, 1965. As
a resulc of mechanical problems enccuncered in che early stages
of drilling, che well had co be plugged and abandoned ac a depth
of 817 feec.

Grayling No. 1-A was commenced immediately and tested
for commercial quantities from November 6 co November 8, 1965.
An application for discovery royalty certification was submicced

on November 15 and amended on November 19. OfT and gas sand3
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were encountered incermiccencly in chis weLi fron depths of 3,305
feec co 9,770 feec, including a 400-fooc pay interval from 9,370

co 9,770 feef in che Hemlock cone.

The department found chac che date of discovery for che
I

Grayling No. 1-A well was Occober 24, 1965, and chac commercial
quantities had been encountered within che Hemlock zone. How-
ever, for che first cime since che discovery royalcy program was
commenced, chcre was a serious quescion as co whecher che dis-

covery had been made on a new geologic scruccure. The decision

issued cn January 26, 1966, concluded:

Insufficient subsurface information exiscs co
determine chac che McArthur River feature on
which che Grayling No. 1-A well is located is
noc overlapped by che previously certified
Trading 3ay geologic feature. Thus, che well
does noc satisfy che requirement for being a

discovery well on a geologic scruccure
previously wuncertified, and the application
on che Grayling No. 1-A well is hereby
denied.

On February 10, 1966, a meeting took place in Anchorage
between Union-Marathon officials and department officials co
discuss che decision denying Union-Marathon's requesc for dis-
covery cercificacion. In one meeting Tom Marshall of che
division of mines and minerals told Union-Marachon officials chac
he was concerned abouc che possibility chac shallow produccivce
sands ooncinuously overlaid boch che Trading 3ay scruccure and

che Grayling scruccure. Marshall also cold one of che oil
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company representatives that his view of che McArchur River
applicacion relied heavily on che "dominanc scruccure conceoc"
referred co in USGS Circular 419. Anocher meecing was held wich
Erie Machis, chief of che minerals seccion of che division of
lands, who encouraged Union and Marachon <co requesc cime co

submic additional evidence. I

On February 14, 1966, Union filed a document wich che
division of lands encicled, "Pecicion for Reconsideration and
Incerprecacion of Decision of che Direccor of che Division of
Lands Daced January 26, 1966, in che Maccer of Discovery WelLl
Cercificacion Grayling No. I-A well -- ADL 17594." In chis
pecicion Union requested chac applicable regulations be inter-
preced co permit Union co submic addicional and suppcrcing
information ac a lacer cime or co allow reconsideracion by che
direccor of his decision on chc basis of addicional supporting
infornacion chen available, including evidence satisfying che
criteria used for che decerminacion of geologic scruccures by che
USGS in administering che Mineral Leasing Acc of February 25,
L920.

Erie Mathis prepared a proposed decision responding co
Union’s pecicion. Heconferred wich Tom Marshall about ic before
sending it to the commissioner. The proposed decision denied
Union's requesc for reconsideration on che ground chac che
scace's oil and gasleasing rej. ilc’ions would noc permic ic.

However, che proposed decision pernitced Union co submic any
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additional supporting information and authorized an award of
discovery royaLcy if chat information escablished chac Grayling
No. L-A was -on a separate geologic scruccure. This proposed

decision was never issued.

Beginning on February 16, 1966, Tom Marshall provided
Jim Williams, direccor of che division of mines and minerals and
chairman of che Oil and Gas Conservacion Commiccee, wich a series
of reports regarding his February 11 meecing wich Union-Marachon.
In chese reporcs Marshall scaced chac che discussion was limited
co che scace's incerprecacion of <che definition of geologic
scruccure and chac USGS Circular 419 was che principal basis used
for determining geologic scruccure. He outlined a number of
problems regarding che definicion of geologic scruccure,
including che complicacir.g effects of stracigraphically
controlled production, dominant structure, trends of folding, the
interpretation and accuracy of st .smic records, and the absence
of subsurface daca.

In  his reporcs Marshall reiterated that che main
problem wich the Grayling applicacion was the occurrence of
undefined scracigraphic traps in che shallow horizons. He felt
chac it would be a mistake co award a discovery royalcy for che
Grayling well before <che extent and continuity of chose craps
were known. He mentioned che ocher problem of determining how
much vertical displacement along faulcs is required co separate

geologic structures, and wondered what development of che field
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would provide sufficient subsurface information no resolve chis

problem.

Marshall also said chat che procedures used by che USGS
in determining KGSs were discussed and that the point was made
that che state regulations did noc allow the state co make 'a
tentative determination regarding geologic structure, unlike
federal regulations which allowed federal officials co delineate
an undefined KGS. He noced that state officials were without the
benefit of surface geology available to persons working in
uncovered upll(and areas. He explained that che USGS makes its
final KGS determination after an evaluation of all controlling
factors, but that like information was noc available to che scace
with respect to che Trading Bay and McArchur River areas ac chis

cime.

On March 2, 1966, the commissioner of natural resources
responded co Earl Mathis' suggested reply co Unicn-Marachon's
pecicion for reconsideration. In his response che commissioner
concluded that there were cwo separate geologic structures pre-

sent, but expressed <concern about the problem of one lease

covering a portion of cwo separate structures -- an entirely
different Issue than chac being dealt wich by Marshall, Williams,
and Mathis. He felt chac the cime Ilimit imposed by che regu-

lations could be circumvcnced if che pecicion were accepted by

the commissioner rather than che division of lancls, thus enabling
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a study of che problem co be made. He also indicated chac che
attorney general had been requested to review che question of
whecher a five percenc royalcy would apply co che encire lease if
a discovery well were drilled in a new scruccure where che area
of che lease also <covered a second scruccure chac had been
previously certified as a discovery on a differenc lease. Ic ils
apparent from chis opinion requesc chac che commissioner was
concerned wich lease boundaries (che legal incerprecacion of che

words "all production from che Ilease”™) rather chan a quescion

involving che boundaries of a geologic scruccure.

On Awugust 26, 1966, an opinion v/as issued by che
accorney general's office which resolved che quescion of lease
boundaries. The conclusion was chac all production from che
lease should enjoy che benefits of discovery royalcy even chough
ic were derived from a scruccure which was previously che subject
of a discovery royalcy on anocner lease. However, che principal
questions of whecher or noc Trading Bay and McArchur River were

separate structures was noc addressed by chis opinion.

There was no further active consideration of che

Unior.-Marachon applicacion until 1968.

4, Discovery royalcy certification of che Nicolai

Creek Scace No. 1 well.
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Secause che cerc of che leases issued in che sevench

al
and ninch compecicive sales was five years, chere were a larce
number of we-Lls drilled and several discovery well cercificacion

applicacicns filed in che 1966 drilling season.

The firsc discovery royalcy requesc in che 1966 drill-
ing season came for a well drilled by Texaco -- Nicolai Creek
Scace No. 1. Texaco had spudded chis well in che fail of 1965.
On May 23, 1966, Texaco submicced evidence in supporc of an
April 28, 1966, prioricy dace. In early May che well was cesced
and founa co be capable of producing commercial quancicies of
gas. Texaco applied for discovery wellcercificacion on June 13,

1966, which was approved on Auguscl9, 1966.

5. Discovery affidavic for che SAS Foreland Channel

Scace No. 1 well.

On June 10, 1966, Shell (on behalf of icself, Scandard
Oil of California, and Aclancic Richfield) filed an affidavic of
firsc discovery for che SAS Foreland Channel Scace No. 1 well.
No pocencial cescs were conducced on chis well, and no discovery

cercificacion applicacion was filed.

6. Discovery affidavic for che Pan Am Norch Redoubc

Well No. |I.
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Pan An drilled che North Redoubt Well No. 1 for che Pan
Am group in che spring and summer of 7"66. According co che
affidavic filed cr. June 22, 1966, che depch in chac veil corre-
sponded very closely co che Hemlock discovery in Union's Grayling

No. 1-A well. Although geologic scruccure boundary information

and evidence of commercial quancicies were submicced in early

September, Pan An did noc actually apply for discovery royalcy

cercificacion.

7. Application for discovery royalLcy cercificacion of

che Kuscatan No. 1-A welLl.

Meanwhile, Union had been drilling che KusLacan No. |
veil on Union-Marachon's lease ADL 18729, immediately co che
south of their Grayling lease. This well was drilled co 11.600
feec during April, May. and June 1966. Union filed affidavits co
escablish priority of cime and dace of discovery for chis veil.
During che period Augusc 5 co 7, 1966, a commercial quancicies
case was witnessed by che scace. On September 6, 1966, Union
formally applied for discovery cercificacion. One week later
Union wichdrew che applicacion pending submission of additional
information, which was submicced on Occober 7, 1966. Union
wichdrew this applicacion in December 1966 before any action on

it had been taken by the department.
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8. Applicacion for discovery royalcy cercificacion of

che West Foreland Unit No. 3 well.

Aclar.cic Richfield drilled che Uesc Foreland Unit No. 3
well on lease ADL 18777 into che upper left arm of che McArchur
River Hemlock reservoir. On August 3,1966, an affidavic 'of
firsc discovery was filed in support of a July 25, 1966, dis-
covery dace wich <che Oil and Gas Conservacion Commiccee. A

commercial quancicies cesc was conducced on Augusc 16, 1966.

Ont Sepcemoer 23, LS66, AcLancic Richfield submicced ics
geologic scruccure boundary evidence co che Conservacion Commic-
cee. In an explanacory leccer which accompanied chis evidence,
Aclancic Richfield explained why ic believed che Hemlock reser-
voir, in whac ic Labeled che "Foreiana Field," was separace from
che Hemlock reservoir encountered by Union in Grayling No. 1-A.
The explanacion claimed <chac a barren syncline separated che
Hemlock field encountered by che Grayling 1-A .well from chac
encountered by che Wesc Foreland Unit No. 3 well and chac che
hydrocarbon accumulation in che McArchur River scruccure was noc

in communication wich chac of Wesc Foreland No. 3.

On September 30, 1966, Aclancic Richfield formally
applied co chc division of lands for cercificacion of discovery
royalcy of che Wesc Foreland Unit No. 3 well. On che basis of

chis submission, chore was further discussion uichin che
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department cr. che definition of geologic structure anc whecher
che concept of dominant structure, originally advanced by Ton
Marshall from USGS Circular il9. was the best interpretive
approach co solving chis issue.
«
On December 9, 1966, a decision was issued by che
direccor of the division of landsdenying Aclancic Richfield"3
requesc for discovery royalcy cercificacion on che ground chac
che well was on the Greacer Trading 3ay scruccure for which a
discovery royalty had been previously av/arced. He made chis
decision notwithstanding che fact chac che earlier denial of
Union-Marachon’s applicacion was on che basis chac there was
ir.sufficienc evidence co decermine whether che Trading Bay and
McArchur River features were separate structures. On December 30
Aclancic Richfield riiec a pecicion for reconsideration of che
director's decision. There was discussion vilchln che department
on whecher and when co consider che pecicion for reconsideration
(Aclancic Richfield was in favor of delay until further informa-
tion from drill reports from subsequent operations became avail-
able). Like the Union-Marachon request for reconsideration,
there is no tndicacion in che record chac any choughc was given

co che maccar uncil a year lacer.

9. Application for discovery royalcy cercificacion of

Texaco's Trading Bay Scacc No. 1 well.
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In chelace summer of 1966 Texaco, on behalf of icseif
and Superior OilCompany,commenced che Trading 3ay Scace No. 1
well on leasn ADL 17597. On September 27, 1966, che well was
cesced for commercial quancicies. This cesc also served as che
basis for ar. affidavic of firsc discovery. The well was drilled
through <che oilbeating zones in boch che Kenai and Hemlock

fcrmacions.

Cn March 7, 1967, denial of Texaco's applicacion was
issuea by che direccor of che division of lands on che grounds
chac che well was noc caoable of producing oil in commercial
quancicies and chac ic was located on che Crcacer Trading Bay
scruccure on which discovery cercificacion was previously

granccd.

10. Application for discovery royalcy cercificacion of

Aclancic Richfield’s Trading 3ay Scace No. 1 well.

Anoc.-.cr discovery was claimed in che McArchur Rivcr-
Trauing Say area in the summer of 1967. This claim was made by
Aclancic Richfield for the Trading Bay State No. 1 well on lease
ADL 3&531. According co che affidavit of firsc discovery,
evidence of firsc discovery was encountered in che well on
Juno 7, 1967. The well was drilled inco che Hemlock accumulation
norch of the McArchur River Hemlock reservoir on che dovnchrovn

"* \u Trading 3ay fauic. Aclancic Richfield named chis

w0

AGG



accumulation the Ivan Bermb5 Field. A commercial quantities test
was conducted c¢n June 23, 1967. Applicacion for discovery
royalty certification was filed or. September 27, 1967. The

application was then considered by state officials.

The decision of che Oil and Gas Conservation Committee
issued to che division of lands recommended that cercificacion be
denied on che ground chac drilling che Trading 3av Scace Mo. 1
well had noc resulted in the first discovery on a new geologic
structure. The relevant portion of che committee's decision

seated:

Section 50S.7&& - Establishment of Geologic
Structure™: It is cr.c opinion ot tne Oil ana
Cas Conservation Ccmmictce chac the Ivan
Bering Field discovered by che Trading Bay
Scate weLl is controlled by a faulc or
faulcs associated wich che Greater Trading
3ay Structure. Inasmuch as a discovery
royalty was previously awarded co che Trading
3ay Structure, the Committee does noc
consider that the Trading Bay State 41 welLL
is che firsc discovery on che dominant
geological scruccure.

On December 7, 1967, <che decision denying Aclancic
Richfield's application for discovery royalty cercificacion of
che Ivan Bering field was issued. 3v lector dated December 21,
1967. Aclancic Richfield requested reconsideration of che deci-
sion rejecting their applicacion and permission co submic addi-
cional daca. This petition was supplemented on December 28,

1967.
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11. Applicacion for discovery royalty certification

for Redoubt Shoal Mo. 2.

There was one rr.cre discovery well cercificacion appLi-
cacicr. considered by che scace for a well drilled in che Tracing
Bay vicinity. In che summer of 1968, Pan American drilled
Redoubt Shoal dnic Mo. 2 well on lease ADL 29690. This well was
drilled into a Hemlock accumulation U 1/2 miles souch of che
McArchur River Hemlock reservoir. An affidavic <co escablish
priority of discovery vias filed in early October 196S. The
formal application for discovery <cercificacion was filed on
November 12. The committee concluded chac commercial quancicies
had been encountered buc chac che Redoubc Shoal feacure was a
downfaulced nose subsidiary co che Trading Bay dominant geologic
structure which r.ac oeen previously awarcea a discovery royalcy.
Pan American tiled a nocice of appeal co che superior court cn

February 19, 1969, buc che appeal never proceeded co a disposi-

tion on che merits.

12. Reconsideration of che Grayling No. [I-A, Wesc
Foreland Unic Mo. 3. and Aclancic Richfield
Trading Bay Scace No. | applications for discovery

royalty cercificacion.

Aclancic Richfield's applicacion for reconsideration of

che denial of discovery royalcy certification for chc discovery
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in che Ivan Bering field prompced Pedro Dencon, chief of che
minerals seccion of che division of lands, co change his mind
abouc how much cime should be given co discovery cercificacion
applicancs Co prove che boundaries of geologic scruccures. On
January 29, 1968, he wroce co chen Commissioner Thomas E. Kelly
chac che cucoff period escablished by che regulacions provided a
reasonable cine period, chac hoLding discovery royalcy applica-
cions in abeyance would cause serious financial adminiscracive
problems, and chac no evidence gachered afcer <che cine Ilimic
should be accepced. He was concerned chac if che period were
unlimiced, some companies wouid concinue co demand refunds or
credic many years afcer che cen year cerm from fir®*c encouncer
had expired, wich severe adverse effeccs on scace fiscal plan-

ning.

On Cccober 31, 1963, che commissioner senc ouc chree
decisions wich respecc co chese chree iong-scanding discovery
royalcy applicacions, Union-Marachon's Grayling 1-A (ADL 1759M,
ARCO’s %*esc Foreland Uo. 3 (ADL 13777) and ARCO's Trading 3ay
Scace Mo. 1 (ADL 35731). Each of chese decisions provided as

follows:

1. On chc basl3 of che infcrmacion available ac chis
cine, che Direccor's decision was proper.

2. Adequate cine has been allowed che applicanc co
submic supporcing infornacion as requcscod in
cheir pecicion for reconsidcracion.

3. Thac applicanc's requesc for an opporcunicy co
submic supporcing information is reasonable.
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Therefore, che applicanc is granted 60 days from
receipc of chis decision in which co supply supporcing
information or co schedule a hearing ac a cime nucually

agreeable co <che scace and che applicanc. If no
supporcing information or hearing 1is scheduled wichin
che' cime allowed, ~che Direccor"™s decision will be
affirmed.

Aclancic Richfield filed a lecter, chree exhibits, cwo
enclosures, and a copy of che nocice describing che well cescs
ending July 1, 1967, wich Commissioner Kelly in response co chese
decisions on December 26, 1968. The leccer suggesced a meecing
wich scace officials co discuss and develop <cechnical daca
supporcing che applicacion. The cechnical daca subnicced wich
chis leccer included Exhibic 1, an evaluacicn of mechanical logs;
Exhibic 2, a scruccure concour map; Exhibic 3, a scruccural cross
seccion A-A"; Enclosure 1, well ccmplecion informacicn drafced on
an eleccric log; and Enclosure 2, a core analysis -- cores 1-10.
They all pertained co lease ADL 34531 and che Ivan Bering field
and purported co show chac che field was on a separate scruccure
from boch che Trading Bay and McArchur River fields. Aclancic
Richfield filed nothing wich respect co lease ADL 18777 and che
Wesc Foreland Ifnic No. 3 well. These leccers were followed up on
Ja* ary 26, 1963, wich a legal brief from Theodore F. Scevens and
Rus3ell H. Holland, representing Aclancic Richfield. The brief
was almost word-for-word che same as che one filed a year earlier
in support of Aclancic Richfield's discovery royalcy applicacion

fcr che Wesc Foreland Unit No. 3 well.
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On December 20, 1968, Union supplemented their applica-
tion for cercificacion of the Grayling Mo. 1-A well by filing a
blue box which was labeled, "Append!:; Geologic Reports and
Exhibits.” In che box were maps and exhibits and a narrative
incerprecacion explaining che maps and exhibits. Union requested
chac che maccer be sec for a hearing ac che earliest possible

cime.

On January 9, 1969, Pedro Dencon forwarded <co che
commissioner his arguments on why che 90-day cime Ilimit on

geologic scruccure information ouehc co be scriccly enforced.

On February 7, 1969, Aclancic Richfield was r.ocified
chac the decision of December 9, 1966, denying discovery certi-
fication of the Foreland fieLc was affirmed because no addicional

information had been subnicced.

On June 5, 1969, che Oil and Gas Conservacion Ccnmiccee
informed che circccor of lands chac they had reviewed che docu-
raencs and exhibics submicced co che division of Jlands on
December 30, 1968, and found chac chis addicional information did
noc warranc a change in che ccmniccee's original decision daced
January 1, 1966. This leccer was signed by Tom Marshall and O.
K. Gilbrech, Jr. The rcsuLcs of che review were never forwarded

co Union-Marachon.
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Uo further action was taken cn either Union's or ARCO's
application until February 26, 1970. At chac cime che commis-
sioner senc- ouc decisions to both Atlantic Richfield and
Union-Marachon establishing hearing daces of April 16. 1970, and
April 17, 1970, for che pending certification applications. In
chis nocice Commissioner Kelly nocified boch secs of applicancs
thac his review would be limiced co information which was filed

wichin che original 90-day period.

The Atlantic Richfield hearing was conducted on
April 16, 1370. Ac che hearing addicional information was
presented co show chac che Ivan 3ering field was one of several
entrapping mechanisms on separace structures, each of which

should be encitled to discovery royalcy certification.

The Union-Marachon hearing was conducced on che nexc
day. Ac chis hearing Union and Marachon introduced a light blue
folder full of new exhibits corresponding wich Volumes 1 and 2 of

che exhibits later submitted cn September 28, 1969.

On June 8, 1970, Union-Marachon senc Commissioner Kelly
a leccer 3cacing che legal reasons why he should look ac che
after-lcquired evidence. Pedro Denton then senc che commissioner
a copy of his January 7, 1969, notes which argued chac after-

acquired evidence shouLd be disregarded.
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In  August of L970 the Conservation Committee senc
Commissioner Kelly a memorandum which concluded chac che original
Union-Marathon decision was correct. Pedro Denton then drafted a
decision to send co Union-Marachon which concained a lengchy
juscificacion for disregarding che afcer-acquired evidence. The
commissioner did noc sign Pedro Denton's proposed decisionl.
Rather, he signed a final decision prepared by the Attorney
General's office. This decision, again denying Union-Marachon's

applicacion for discovery cercificacion, was sent on October 7,

1970.

On November 5, 1970, che chief of minerals forwarded to
che commissioner for signature a proposed decision denying
Atlantic Richfield's discovery royalcy applicacion for ADL 35431.
The commissioner signed che decision on December 3, 1970. ana che

decision was sent co Aclancic Richfield.

13. Judicial review of the decisions denying discovery
royalty for Union’s Grayling Mo. 1-A well and
Aclancic Richfield's Trading 3ay Scace No. 1 well.

Both Union-Marachon and Aclancic Richfield appealed co
che courts. Union and  Marachon soughc review  of che
commissioner’s October 7, 1970, decision in the superior courc,
which remanded che macccr co che commissioner for a new decision

including a scatemenc of che basis for the- decision. The
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commissioner issued a decision c¢n February 17, 1972, denying
discovery well cercificacion on che grounds chac ir.sufficienc
information -had been submitted within the 90-day period
prescribed by the regulations co determine whecher the Grayling
well was on a separate geologic scruccure and chat evidence
submicced after the 90-day period couLd noc be considered. The
companies again sought review in che superior court which
dismissed the appeal on the ground <chat the ~court lacked
jurisdiccion. Union-Marachon then lodged cheir firsc appeal wich
the supreme court, which reversed and remanded che matter for
further consideration. Union Oil Co. of Cal. v. State Dept, of

Hat. Resources, 526 P.2d 1357 (Alaska 1974).

On remand, che superior court affirmed che administra-
tive decision and concluded that the commissioner could noc
legally consider che after-acquired evidence offered by che
applicants, chat che commissioner had not granted them che right
to submic after-acquired data, and that che director's decision
denying discovery royalty cercificacion was clearly sustained by
the evidence. Union-Marachon appealed co che supreme court for
che second cime. The court conduced chac che commissioner could
legally consider after-acquired evidence and remanded che matter
co che commissioner for a determination of che reasonableness of
che 90-dav limit and co receive additional daca and rule upon che
basis of all daca 3ubraicced if, wunder che circumscances, che

linic were found co be unreasonable,. Union Oil Co. of
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Cal. v. Stace Deoc. of Mac. Resources. 574 P.2d 1266 (Alaska

1978).

The Aclancic Richfield case was scayed in che superior

court by stipulation pending resolution of che Union-Marachon
I

application. Atlantic Richfield Co. v. State Deoc. of Mac

Resources. Mo. 3AN-70-3789 Civ.

V1. THE 9(1-DAY LIMITATION.

In,ics 1978 decision che supreme court addressed che
quescion of whecher che commissioner has che power co consider
new evidence of geologic structure which is suppLied after che
90-day deadline established by 11 AAC 505.744 (recodified as
11 AAC 33.210(c) (repealed November 9, 1979). The court con-
cluded chac che unreasonableness of che 90-day limitation couLd
not be answered cn the basis of che record before ic. Therefore,
it ordered that Union-Marachon be given che opportunity on remand
co demonstrate chac the 90-day Ilimitation, as applied to

then in this case, was unreasonable.

In ics decision che supreme court discussed some of che
faccors which are pertinent co a determination of whecher che
90-day requirement should be waived in chis case. 574 P.2d ac

L272-74. These faccors included the advantages of finality, che
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desire for stability, the importance of administrative freedom to
reformulate policy, the extent of party reliance upon the firsc
decision, the- degree of care or haste in making che firsc deci-

sion, and che general equicies of each problem, among others.

I determined this issue without affordihg I
Union-Marathon the opportunity to demonstrate chat the 90-day
limitation, as applied co them was unreasonable. My consid-
eration of che faccors raised by che supreme court led to my
conclusion that | should waive che 90 day limitation and consider
data submicc?d after chat wgeriod where chac daca contains evi-

dence of facts in existence at the time che original decision was

made. | reached chac conclusion for the following reasons. N

1. Prompt adjudication of discovery royalcy appli
tions was of some importance given che incentive nature of the
discovery royalcy program. Early decisions on awards would tend
co maximite the incentive from the standpoint of. applicants and
ocher lessees. Delays in processing applications would have
diluted the incentive were chev to become a consistent pattern.
However, most of the applications were relatively routine.
Therefore, permitting occasional delays for <che submission of
additional evidence on unusually difficult applications would noc
have significantly dampened che _incencive. Moreover, the scace
experienced no trend in false submissions requiring expeditious

denial as an enforcement -.echanism.
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2. Agencies often requesc addicional speci
information if che information in che original subniccal 1is noc
sufficient co provide grounds for a firm decision. In chis case,
che applicable reguiacicns plainly did noc guarantee conclusive
determinations in every instance because che evidence in support ?
of a geologic scruccure determination was largely lefc <co che
discrecion of <che applicanc. For example, 11 AAC 83.210(c)
(repealed November 9, 1979)95'/ scaces chac chis evidence may
include che "operator's incerprecacion” of geophysical and ocher
specified daca in addition co che daca itself. Ocher chan a
definition of che ~cerm "geologicscruccure,” chere are no sec
criteria establishing che guidelines for che scace's decision.
11 AAC 33.200 - 11 AAC 33.230 (repealed November 9, 1979).— /"
The exercise of some latitude in che handling of each applicacion
is therefore implicit in che ccncenc of chese regulations. Under
che circumstances, an extension of cimeco submic addicional
evidence would noc be considered unusual as a maccer of agency
practice. Moreover, che supreme court strongly suggested chac
chere would be no prejudice co che public interest in considering
data obcained afcer che 90-day period where che daca (in chis

case subsurface geology) would noc change over time. see 574

P.2d ac 1273.

* |  Formerly 11 aac 505.744.
«* [ Formerly 11 aac 505.74 -- u aAc 505.741.
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3.During che early years of che discovery royalcy

program in Cook Inlec, che government had little or no
information -ocher chan che daca submicced by che applicanc. In
che case of cheGrayling No. 1-A applicacion, Union-Marachon

subnicced during che 90-day peiod unusually conpiece information
which included a cross-seccional incerprecacion of che daca. Ic
was chis cross seccion which led Tom Marshall co postulate a
possible overlap in che shallow Middle Kenai sands extending into
che Trading 3ay feacure. See Seccion V.F.3 above. This was only
an hypothesis; lacer-acquired evidence proved ic co be incorrecc.
Nevertheless, Marshall's hypothesis led che deoarcmenc co deny
che discovery royalty applicacion on che ground chac insufficient
subsurface information exisced co determine chac che McArchur
P.iver feacure was noc overlapped by che previously cercified

Trading 3ay geologic scruccure.

Ic s only.logical co pernic che submission of
addicional evidence when (1) che applicanc submicced unusually
detailed information originally, (2) che infornacion generaced
possible doubc about che validity of che applicacion buc could
noc be proved, (3) che government could only deny che applicacion
based on insufficienc (racher chan contrary) evidence wichjche 90-
day period, and (4) <che regulacory requirements governing
submission of evidence were vague and judgmental. In order co

escabljjh™ procedural finality, che government could have sec a

cucoff dace for any furcher evidence. “However, while
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Union-Marachon appeaLed che initial denial of January 26, 1966,
on February 4, 1966, che Department cook no accicn ac all far 2«
years, ac which cime ic granted Union 60 days co submic more
information. On December 30, 1963, Union submicced addicional

informacion and requested a hearing.

The department did noc hold a hearing uncil April 17,
1970, almost five years afcer che 90-day period had elapsed.
Half a year afcer che hearing, on October 7, 1970, che commis-
sioner summarily affirmed che original decision. His decision
was appealed-co che superior court, which remanded che macter co
che commissioner for a new decision, including che basis for che
decision. On February 17, 1972, checommissioner denied cerci-
ficacion on exactly che same grounds as che original 1966 deci-
sion. namely chac insufficient informacion was subnicced during

che 90-day period co dccemine whecher Grayling No. 1-A was on a

Separace Scruccure.

In  summary, alchougn che scace's decision noc co
consider evidence beyond che 90-day period may initially have
been reasonable, by wvircue of ics subsequent behavior ic has
waived any opportunity ro confine addicional -evidence <co a
liniced period. Furcher, che discovery royalcy program was
repealed in 1969, sothere s a iimiccd ))pé)wcer]@cially_"ad.v‘e.rse

|
precedent co consider.
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Therefore, 1ic 1is appropriace co consider all geologic
evidence subnicced by Union-Marachon in conjunction wich chis
case co determine whecher <chey are encicled co a discover?’
royalcy on che grounds chac che McArchur River feacure is a
separate geologic scruccure from che previously certified Trading

Bay geologic scruccure. >

VIlI. GEOLOGIC STRUCTURE.

A Applicable Law.

Ac che cine chac Union-Marachon applied for discovery
well cercificacion of cheir Grayling No. 1-A well, che holder of
a scace oil and gas lease chac drilled and made che firsc dis-
covery of oil or gas in commercial quancicies in a geologic
scruccure could be rewarded by paying a discovery royalcy of only
five percent for che firsc ten years, afcer which che normal race
(12 1/2 percenc of che value of che oil and gas produced) was
applicable. AS 33.05.130(a). The percinenc portion of
AS 33.05.130(a) provided;

oo the holder of a lease who drills and

makes che firsc discovery of oil or gas in

commercial quancicies in a geologic structure

shall pay a royalty on ail production unacr

che lease of five per cent for 10 vyears

following che dace of discovery and there-

after che royalty rate shall be noc less chan

12 1/2 per cent.

(Emphasis supplied.) w
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The regulations concained ac 11 AAC 33.230 (reoealed
November 9, 1979) (formerly 11 AAC 305.71--11 AAC 305.713)
specified che procedures for proving che chree elements required
by AS 33.05.130(a) for discovery well cercificacion: dace
of discovery, commercial quancicies, and geologic scruccur?.
11 AAC 83.210(c) (repealed November 9, 1979) (formerly
11 AAC 505.711) specified che procedure for establishing geologic
scruccure, che only criterion ac issue here. The relevant

porcion provided:

To escablish che geologic scruccure from
which che oil or gas can be produced, che
operacor r.usc furnish percinenc daca co che
commiccee which will enable ic Co determine
che geologic scruccure from which che oil or
gas is being produced. This may include, buc
is noc liniced <co, geophysical daca, cocal
depch, casing records, perforation daca,
eleccric Logs, drilling and mud logs, core
analyses, sample cuccings and sample Logs and

che operacor's incerprecacion thereof,
together wich any ocher records and incerpre-
cacions che operacor deems percinenc. This

daca muse be supplied wichin 90 days afcer
che dace of che pocencial cesc as required in
(b) of chis seccion.

Addicional guidance was provided by 11 AAC 83.205(2)
(repealed November 9, 1979) (formerly 11 AAC 505.741(b)), which
defined che cerm '‘geologic scruccure" as:

any scruccural and/or scracigraphic encrap-
ping mechanism containing one or more in-
tervals, aone3, scraca, formations, or faulc
blocks which has che necessary physical
characteristics co accumulace and prevenc che
escape of oil and/or gas. Ic is inccnded
chac che meaning shall be similar co chac
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used by che Uniced Scaces Geological Survey

in the’adminiscracion of che Federal .Mineral

Leasing Acc of February 25, 1920 (61 Scac.

637) as amended.

The discovery royalcy syscen was curcailed and finally
abolished by legislacive amendments in 1967 and 1969. 1967
Alaska Sess. L., ch. 97, 82; 1969 Alaska Sess. L., ch. 65, 81. |

B. Hiscoric Background.

In 1959 Alaska was a cash-poor scace. Ac chis cine,
exploicacion of che scare's oil and gas resources was choughc co
be che oesc avenue for renecyrng chis sicuacion. The cash would
cone from bonuses iron lease sales and fron royalcies fron leases
producing hydrocarbons in conmercial quancicies. An accive |
leasing program and aggressive expioracion accivicies by Lessees
were cherefore desired goais. Againsc chis background che
scare's discovery royalcy progran (which made ics firsc appear-
ance as seccion 3(7), arcicle VIII, chapcer 169, SLA 1959) was
adopted co provide a subscancial incentive co oil companies co
cone_co Alaska (which was, ac che cine ofscacehood. a frontier
area from che standpoint of icsoil and gas pocencial) and
conduct exploracorv drilling operations for and produce oil and

gas on scace Leased land.

The discovery royalcy progran was plainly successful.

Ic is obvious from che attention dcvoced co including chedis-
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covery royalty program in the 1959 Alaska Land Acc, che active
participation of oil companies in the drafting of the discovery
royalty regulations, and the disputes among the companies over
controversial awards chat discovery royalcy provided an incentive
for oil companies co come co Alaska. Ic is also evident chac che
discovery royalty progran generated drilling races betweeln
competing companies on neighboring leases. Undoubtedly, Cook
Inlec would have been explored and developed by che oil companies

even without che discovery royalty program. However, che state's

d~-cover;/ royalty program definitely accelerated exploration and

development activities on state oil and gas leases, thus helping C

co satisfy the state's objective of obtaining cash as quickly a3
possible after scacenood to fund che state government and finance

che provision of essential public services.

C. Decision Criteria.

In considering che issue of geolLogic scruccure, chere
were several approaches suggested in the course of the hearings

which 1 did noc consider a vaLid basis for determining che issue.

Firsc. I did noc use “the_predeposicion. _apploa_ch.
advanced by Mr. ‘'./Lilian Van Alen. Under this a.pproach Mr. Van
Alcn constructed a pe.lcoscruccurc map depicting che greacer
Trading 3ay feacure ac cho cime hydrocarbons were deposiced in

che reservoir rock. This paicoscruccure map “was conscrucced
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using all available well daca by (1) restoring all fault blocks
co che positions they occuoled before faulting cook place, (2)
undoing che effects of compression acting on che scruccure, and
(3) rescoring che location of scdimencs to cheir original posi-
tion. The result was that Mr. Van Alen demonstrated che
existence of an ancestral Trading Bay anticline dacir.g batk
approximately 60 million years. The Trading 3ay and McArchur
River features which exist today evolved from a once undistorted
ancicline similar in general appearance to that at Middle Ground
Shoal. Were | co acooc Mr. Van Alen's apgproach, | would deny the
Union-Marachon applicacion on che ground chac both tne Trading
3ay Mo. I-A and Grayling Mo. 1-A wells penetrated feacures the

origin of which was a 3ingle anticline.

I have accepted che accuracy of Mr. Van .\ler."3 palco-
scruccure map as well as his outstanding analysis of che general
development of Cook Inlec geology notwithstanding some contrary
interpretations submitted by Union-Marathon. However. | do noc
believe chac the existence of an ancestral Tracing Bay ancicline
is pertinent to chis docision. Given the incentive nature of che
discovery royalty program, it is ny belief chac che determination
should bo made on the basis of che geology as ic existed .it che
cime of the alleged discovery, regardless of whecher chac geology
was substantially different ac an earlier period in time.
Otherwise, che program nighc noc have accomplished Ics purpose of

encouraging che discovery of new geologic structures.
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Second, | did noc employ che K6S concepc used by che
USGS in che administration of che Federal Mineral Leasing Acc of
February 25,"1929. 41 Scac. 437, as amended, as described further
in USGS Circular 419. Thac the KGS concepc is noc dispositive
of che issue is demonstrated by che conflicting testimony of
Emmett Finley and Joseph David "Red" CerkcL. both formerly
serving as chief of che Minerals Classification Branch of che

USGS, the agency responsible for making KGS determinations.

Based wupon veil compiecion reporcs from the original
Trading Bay No. 1-A veil. Mr. Finley drew the KGS boundary around
che 7000 fooc concour (essentially describing che Trading 3ay
feacure). ’/hen sho:/n the veil completion reporcs from che ocher
Trading 3ay wells and cheGrayling No. 1-A well, Mr. Finley
seated chac USGS practice would have been co exccnd che KGS
boundary co encompass boch areas. Thus, his opinion was chac
only one KGS would have been drawn around the Trading Bay and
McArchur River features by the USGS. Mr. Finley adhered co chis
conclusion even after reviewing Union's atccr-acquired evidence
graphically displaying che besc current geologic understanding of

che Trading Say and McArchur River fields.

Hovevor. based.on che information available acche cime
of Union-Marachon'a discovery royalty applicacion for che
Grayling No. 1-A well, Mr. Cerkle testified chac he would have

placed an undefined KGSaround each feature, t/hen presented wich
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che updated informacion. he cescified chac ic was sufficienc co
completely define che areas and warranted cheir formal promul-

gation as cwo separace defined KGSs.

Further, Mr. Ed Hall, a witness appearing on behalf of
Union-Marachon, systematically reviewed USGS KGS deccrminaciohs
in various oil and gas provinces around che Uniced Scaces and
demonstrated conclusively that USGS practice varied substantially
from area co area. He proved chac cither Mr. Finley's or Mr.
Cerkle’s approach might have been used in chis case”™ Moreover,
che KCS concept was used by che USGS co make determinations as co
whether lands would be leased compecicively or noncompecicively,
noc for discovery royalcy awards. The compecicive docerminacion
is considerably less crucial chan a decision as co whecher a
lessee is co receive a discovery royalcy award, and substantial
flexibility in applying che KCS for ics original incendcd purpose
is acceptable, since <che principal effect 1is on prospective
rather chan existing lessees. This may explain why che UGS did
noc feel compelled c: issue Circular '*19 ur.cil 1959 despice che
use of che KGS concept in thousands of compctitive/noncompeticivc
determinations since 1920, and the observation in CLrcuiar 419

that r.o phrase in che 1920 Mineral Leasing Acc "has resulted in
more speculation as to ics precise moaning chan che phrase ’known
geologic structure of a producing oil and gas field."" In
essence, the KGS concept was far less precise chan the task it

was expected co accomplish in circunscances such as presented by
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chis case. Ic worked adequately uv. obvious_cas.es and noc well

all in closer ones. Therefore, while che authors of Alaska's
discovery royalty—acacuce and regulations nay have intended to
follow federal practice, che KGS concepc did noc provide suffi-

ciently specific criteria co properly found a decision.-*

A chird approach which did noc present a sufficient
basis for deceminacion of chis case was che "doninant scruccure"
concepc used by the department during che early 1960s on a number
of discovery r yalcy applications. This concept, developed by
Thomas Marshall, was used as che basis for rejecting discovery
royalcy applications filed by Atlantic Richfield for certifica-

tion of ics Wesc Foreland Unit ’Jo. 3 and Trading 3ay Scace Ho. 1

wells, by Texaco for ics Trading 3ay Scace Mo. 1 well, by Anoco
for che Redoubt Shoals well, and by Union-Marachon for che
Grayling Mo. 1-A well. All of chese applications except che

Grayling applicacion were rejected on che basis chac che geologic
structure on which each well was located uas part of che pre-
viously certified Greater Trading 3ay geologic structure. The

Craylir.g applicacion was rejected on the basis chac insufficient

* [ in addition, none of che regulations implementing che AUska
Oil Proviso, che federal counterpart co Alaska's discovery
royalty progran. ever used che term "known geologic scruc-
cure of a producing oil and gas field." Rachor, like
Alaska's discovery royalcy provision, cho ccrm "geologic
scruccure” was used. There is, therefore, no express
applicacion of che Circular 419 KGS methodology concained in
eicher federal or scace law governing discovery royalties.
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subsurface information existed to determine whecher or noc che
McArthur River feature was overlapped by the Greater Trading 3av

structure.

Mr. Marshall testified that chis approach was designed
to treat essentially intact anticlinal areas as dominant struc-
tures for purposes of aggregating discovery royalcy applications.
Ic was devised in response to che inherent ambiguity of the
discovery royalty statute. The statute provided for the award of
a discovery royalcy co che firsc well drilled on a new "geologic
structure” which, from che standpoint of geology, could be as
large as Cook Inlec or as small as a microfold. Two competing
objectives needed to be reconciled in the context of che inherent
ambiguity of che statute: (1) che provision of a sufficiently
strong incentive co encourage the oil industry to venture expedi-
tiously into a frontier oil and gas province, and (2) che need co
avoid a discovery royalty approach which would result in che
award of a discovery royalcy for every new accumulation of oil

chac was found.

Generally, the department did an excellent job in che
award of discovery royalties: a review of all discovery royalcy
awards for Cook Inlec shows chac only one was made for each major
anticline in che Ccok Inlec area. Any ocher approach would have
resulted in coo few or coo many awards to have successfully

meshed the competing objectives mentioned above. However, ail of
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che ocher anciclines in Cook Inlec .ire relatively intact and
undisturbed; the Trading Bay/McArthur River features constitute a
geologic exception to the pattern of reservoirs discovered in
Cook Inlet. The "dominant structure™ concept is simply overly
general to provide a conclusive answer co a situation where
a once single ancicline was subsequently severely compressecll,
distorted, and offset into cv,o distinct features. As a result,
the "dominant scruccure” concepc does noc provide a sufficient
basis co deny a discovery royalty award solely on a finding chat

a well is located on che same essentially intact anciclinaL area

as a previously certified discovery well.

Consequently, in order co determine whecher che
Grayling Mo. L-A well was drilled on che same "geologic scruc-
cure"™ as che Treeing 3ay Mo. 1-A well, there must be an inquiry
based on a common sense analysis of che purposes of che discovery
royalcy program. | have determined chat chis inquiry must have

CWo parts:

PreririlLine Zxoeccacion: Did che lessee's opportunity
to drill che Grayiing Mo. |I-A well on che McArchur River pros-
pect, based on che information available ac che cime che decision
was made, constitute a proposition of sufficient risk wich
respect co che possible discovery of a new reservoir such chac
che scace would wish to encourage ic by providing a discovery

royalcy incentive?
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Posc-crillir.e Verification: Did che geologic evidence
generated afcer che Grayling No. L-A veil was drilled tend co
confirm che lessee's inicial belief <chac che McArchur River
feacure vas reiacivelLy discincc from che Trading Bay feacure, and
chac a decision co drill conscicuced a risk which should be

rewarded by grancing che discovery royalcy incencive?

The Predrilling Expeccacion inquiry is necessary
because che discovery royalcy incencive operaces ac checir.e a
lessee is faced wich a decision co commence a veil on a new
prosoecc. If che geologic informacion chen available indicaced a
magnicude of difference in che characceriscics of che Trading Bay
and McArchur River feacures, che pocencial award of a discovery
royalcy could substantially influence che ouco 'me of che decision
on whecher and when co drill che well, which was che purpose of

che discovery royalcy program.

The Pcsc-drillir.g Verification inquiry 1is required co
demonscrace chac che Precrilling Expeccacion. as concained in che
lessee's geologic incerprecacion of che area, was noc seriously
in error as a resulc of substandard evaluation efforts and chac a 7

/
discincc scruccure has been discovered. /

The Predrilling Expeccacion factor is important;
reliance solely on geologic informacion acquired long afccr a

well has been drilled co adjudicate an applicacion would render
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che discovery royalcy concepc a nera sporting proposition. The
Post-drilling Verification factor 1is equally necessary; inade-
quate geophysical evaluation ac che cir.e of a decision co drill a
well could make a gamble ouc of whac would be a virtual cercaincy
for a prudent lessee, and the incentive would be promoting
inefficiency. Therefore, boch inquiries muse be satisfied co

juscify che discovery royalcy award.

D. Analysis

1. . Predrilling Expectation. The decision by Uni
Marachon co drill che Grayling No. I-A well was accompanied by
sufficient risk wich respecc co discovery or a new major reser-
voir, given che informacion available ac che cime, as co juscify
che provision of an incencive by che scace, for che following

reasons:

a. Union-Marachon's recognition of che e
of cwo separata feacuras in che Tracing 3ay area resulced from
daca provided by chcrr 1959 offshore seismic survey of Cook
Inlec. The results of offshore gas exploder seismic surveys
conducted in 1960-1961 in preparation for a 1961 scace lease sale
furchcr defined these cwo structures. Ac chis cime, che com-
panies assigned separace code names co boch prospcccs. Alchough
evidence indicated chac Unlon-Murjchon was aware of che discovery

royalcy implications inherenc 1in che designation of cwo scruc-
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cures racher <chan one collective Trading Bay scruccure, ic is
apparent chac the companies considered chese separace features
wich differing characteristics. Mr. Richard Lyon testified chac
che seismic daca on che Trading 3ay feacure consistently showed a
sharply defined and attractive pocencial entrapping mechanism.
The daca for McArchur River, however, was less consiscenc. While
indicating che presence of an ancicline which mighc be a
considerable reservoir, che ancicline was shallow and less well
defined wich a subscancial possibility chac insufficienc closure
existed co concain any hydrocarbons which mighc have been
produced. As a result, Union-Marachon bid ten cines che bonus
money co acquire che cracc overlying che Tracing 3ay feacure as

ic did for che cracc covering che McArchur River feacure.

b. Seismic work done in 1963 and 1964 f
defined chese cwo prospects and was v'-ed co locace sices for cesc
wells. Predrrlling interpretations of chis seismic daca showed
che exiscence of two features separated by faulting and a syn-
clir.e ac boch the shallow and dacp horizons. In 1964 separace
AFEs (authorizations for expenditure) were prepared for manage-
ment approval of che cesc wells co be drilled on each geologic
prospect. Mr. Lyon testified chac che presence of a discovery
royalcy provided him wich addicional support within his company

in che competition co obtain AFEs for boch wells.



C. In 1965 chree wells (including che Trading
Day No. 1-A discovery well) were drilled co locace che accunu-
lacion iimirs of che Trading 3ay scruccure and codefine che
boundaries of cheTrading 3ay scruccural crap. While che Trading
Bay discovery did confirm chac che Hemlock was a producing zone
wichin ac lease pare of che colleccive Trading Bay area as ic walls
elsewhere in Cook Inlec. che evidence of subseancial faulcing
becween Trading Bay and McArchur River (and chercfore che likeli-
hood of nonconnunicacion becween any produccive zones) was, |if

anyching, reinforced. Moreover, doubcs regarding closure of che

McArchur River ancicline were in no way diminished.

d. While ic may have been logiscically conve-
nienc for Union-Marachon co move ics drilling Lirge souch from
Trading 3ay co drill che Gravling No. L-A well, Ton Marshall

cescified chac chis accicn definccely represenced a scepping ouc
by Union-Marachon inco an area of very considerably uncercaincy.
Ic muse be remembered chac che seismic daca and even well daca ac
chis poinc were very scarce and relaciveiy unreliable. Moreover,
all of che wells in chis area were offshore, and chere was no
surface geology which cculd be wused co assise in confirming
seismic daca incorprocacions. Mosc inporcanc, alchougn ic s
difficulc co apprcciace now chac pLacforns are a roucine pare of
che Landscape, Cook Inlec was a froncitr area during che years
shorcly afcer scacehood. Wich che presence of ice, severe cides,

and highly adverse weacher condicions, chere was“no assurance
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chac che area would be successfully developed even if hydro-
carbons were presenc. Ic was viewed, cherefore, much as che
Beaufort Sea"or che Chukchi Sea are looked ac now as pocencial

oil and gas provinces.

e. While che Hemlock zone which produced oil ac
Trading Bay was considered prospeccive, Union-Marachon were more
accracced by scruccures ac shallower horizons. Thus, che prime
cargec wich respecc co pocencial reservoir rock was differenc ac

McArchur River chan ac Trading Bay, increasing che risk faccor.

f. In summary, che McArchur River prospecc was
very much che cype chac che scace would have wanced co have
explored. The area was definicely doubcful despice a discovery
ac Trading 3ay, buc che pocencial recurns were large given che
size of che prospecc. Seismic daca existing ac che cime before
che drilling of <che area indicated cwo separace prospeccs of
considerably differenc characteristics and risk, and would have
been so viewed by any competent lessee. Under chese circum-
stances, che applicacion of an incencive co obtain early and
expeditious drilling of che McArchur River prospect was plainly

. . /
in che scace's interest.-

*/ Uhecher che discovery royalcy progran accually caused or

influenced Union-Marachon's decir on co drill che Crayling
1-A well is irrelevant. To deny an award based on che face
chac che particular lessee would have drilled che well
anyway for iC3 own reasons would be unjuscl7* punicive. The
quescion is whecher chere was sufficient risk or doubc
regarding success chac che scace would have wanced co
encourage an affirmative decision co drill.



2. Pose-Drilling Verification. The afcer-acquira
evidence submitted by Union-Marachon demonstrates chac che
sicuacion occurring ac che Pre-Drilling Expeccacion scage was as
perceived, and chac che risk involved ac che cime justified che
applicacion of che discovery royalcy incencive. In face, che
afcer-acquired evidence subscanciaces chac che separateness ar|1d
differing ~characceriscics of che respeccive reservoirs was

scmewhac greacer chan believed in 1965. This conclusion is

warranted by che following faccors:

a. Evidence presenced bv che applicanc demon-
strates chac chere is no overlap in any gas or oil formacion

becween che Trading Bay and McArchur River features.

b. The excensive number of wells drilled in che
incervening area becween che Trading 3ay and McArchur River
feacures escablishes —chac <chare is no communication becween

hydrocarbon accumulations in eicher of che feacures.

C. Although both the Trading 3ay and McArthur
River features possess oil bearing sands in the HernLock
formation, there are both gas (above D zone) and oil (West
Foreland) producing horizons in the McArthur River feature which

are not present in the Trading Bay feature.



a. The geochemistry for McArchur River hydro-
carbons differs significantly for parafins, aronacics, and

napchenes from chac discovered ac Trading Bay.-"

e. The area becween che Trading 3ay and McArchur
River feacures is r.ransecced by a massive strike slip fault, the
area within che Trading Bay feature which ac che cine of che
ancescral ancicline was opposite, che McArchur river feacureis now
3 1/2 miles co che ease. Moreover, chere is a very large
displacementof the Hemlock cone to che extent chac ic is 3,500

feec deeper in McArchur River chan in che Trading Bay feacure.

Ic is che last faccor which is nose persuasive. When
looking ac che oil and gas fields discovered in Cook Inlec, chey
are nearly all readily discernable and incacc anciclines wich
primarily a single defined reservoir within each. One discovery
royalcy was awarded for each of chese anciclines. While nearly
all of chese anciclines contain some local fauicing, no discovery

royalcy was awarded before or after che Grayling 1-A well on che

* | While che applicanc claimed chac chis resulced from differ-
enc geologic origins of Trading Bay and McArchur River, ic
is my opinion chac che McCoon and Claypool reporc (refe-
renced in Exhibic 1 co Mr. Van Alen's testimony) 1is more
likely correcc. Ic is ~cheir belief <chac wvariations in
geochemistry resulced from differing bacterial decerioracion
races of accumulated hydrocarbons during the post-
deposition stage rather than from a totally different
geologic origin in che context of source rock. However,
chis does noc affect my conclusion chac che once existing
Trading Bay ancescral ancicline developea into cwo very
discincc structures.
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basis chac Local faulting creaced separace scruccures (in face,
mosc applicacions initially filed on <chis basis were lacer
withdrawn). The greater Trading Bay/McArthur River area, however,
is che one heavily discorced and displaced ancicline in Cook
Inlec, che only one in which major oil accumulacions are divided
by a large regional fault (in face, che only regional fauic
present in Cook Inlec), and substantially offsec in vertical

discance as well.

In che concexc of Cook Inlec geology, che paccern of
discovery royalcy awards, che purpose of che discovery royalcy
syscem, and che pocencial risk of drilling on che McArthur River
feacure (which appeared very differenc from <che Trading Bay
feacure before drilling and was confirmed co be very differenc
afcer drilling) justifies «che <conclusion <chac (1) boch che
Predrilling Expeccacion and Posc-drilling Verification analyses
confirm che propriety of applying a discovery royalcy from che
scandooinc of che purpose of che progran, (2) McArchur River is,
therefore, a separace geologic structure fron che scruccure ac
Trading Bay wichin che meaning of che discovery royalcy scacuces
and regulations, and (3) Union-Marachon is, cherefore, entitled
co a discovery royalcy award for all production from lease ADL
1759%*.

1982, in Jun au, Alaska.

" Depucy Cocmissioncr
Doparcnenc of Natural Resources
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' STATE OF ALASKA

FISCAL NOTE
1996 LEGISLATIVE SESSION

Revision Date: Dept- Affocfod: Revenue

Title: Discovery Rovcltv Crea.'t _BRU:
Component:

(S) Resources
(S) Rules COMPONENT SERIAL NO.

Expondihjros/Rovonuos: (Thousands of Doilors)
OPERATING EXPENDITURES FY 97 FY 98 FY99
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EGUIPMENF

LAND A STRUCTURES

GRANTS. CLAIf/S

MISCELLANEOUS

TOTAL OPERATING ‘ '

CAPITAL EXPENDITURES 1

Sponsor:
Requestor:

FYOO

CHANGE IN REVENUES ( 1See Analysis '
FUND SOURCE

IC02 Fedorci Receipts
1003 GF Matcn

'0C/GF

'CC5 GF/Prcgrom Rece Dts
1037 GF/Menfai Hecrth

Other

TOTAL

Ejhrnato of any curront yoor (FY96) cost }
POSITIONS:

full-time
PART-TIME
TEMPORARY

(Thcuscncs 0> Debars)

ANALYSIS:  (Attach a sopcrato pago if nocouary}

BILL NO:

CSSB 112 (RES)

Revenue Operations
QOilend Gas Audit

115

FYOI FY 02

Trson wouKl grent a rcyorty rate of 5 percent to o» cdone gas produced *tcm the ease freon wheen 3 eiccvwy was r.cae fcr a

pe<od of ten years fc/awng tro dcto of discovery

Theloverue irrcccf wood depend on the sho of the discovery and the hrrvivg of 're jovoioomont c*the iicovered ¢tir ) gas

accumulation

Soo affocrea ancryaj ter pofonttci re.enoo icu

Prop3100I>y ChuCuloQSOC Phcno
Oviion O* <ind'Gas Date
Approved Cv Ccmrrwsicrer IAVW' \ Date

nr of wovenw
P9iPA; *CR fORROVIDI all DISTRIBUTION CCTt£510 GOVERNORS LCGISLAAIVE OFFICE
Fvvttw <d<tttcition*nferrnctencafl f«> Governor's LegejattvoCfTlco

277 id 77
S<exen:i! 1996

Wexcn 26. 1996
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Fiscal Nolo Analysis
CSSB 112 (RES)

Thu txl would grant a discovery royalty rote of 5% for production from a previousry
undiscovered oil or gas pcoi attributed fo ana under a iecso >ntho Cock inlet sedimentary
bas-n for 10 yocrs forlcwm]q the date of dlscoverY of that coot Thswould cppty to ol
discovered in the Cook Inlet 180 days fc#owmg the inacfment of the bl

He re/onuo imPccr would depend cn fho n:oof the discovery end the timingot
development ot tho discovered oil and gos accumuiction. The following hypothetical Cook
in'er example would bo 'ncicottve of ftv>cost ot the lower discovery royalty rate

Ol 7 wees *:SGCtr/dav/woil « 365 * SIS/tc* *(125- C5) * 3205.000poor year

Gr* « | weo* IOOOO/mcf/weir365*$225/mcf *. 125- 05) » S616.000 cor yea/
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SENATE FINANCE COMMITTED REPORT r
SFC

DATE: 3/20/96 DATE TURNED INTO OFFICE:
The Finance Committee considered SENATE BILL NO. 112

Establishing a discovery royalty credit for the lessees of state land drilling exploratory wells ana
making the first discovery of oil or gas in commercial quantities.

and recommends: Senate Bill:
. Jsame title
] be replaced with CS JL J Jnew t|t|§
: _ House Bill:
| adopt previous o SB 112 ( | same title
| technical change
J attached amcndment(s) ] new: SCR*_
] adopt Letter of Intent by Committee
] further referral to the Cecmmittcc
SANNGOOPASS OHRREOMVENDATIONS
@0 @Cr:
@dwar. @Car.
NEW FISCAL NOTE(S): PREVIOUS FISCAL NOTE(S):"
Department Dale  Zero Fiscal Department Dale Zero  Fiscal

[ JAPPROPRIATION - no fisal not* elnclucke fisal notes acocampe>Inc Covernor™s Ll



11
FISCAL NOTE  fA®

'FY02

STATE OF ALASKA BILL NO. CSSB11?(RES)
1996 LEGISLATIVE SESSION

Revision Date: Original Dept Affected: Natural Resources

Title: An Act establishing a discovery royalty credit BRU: Resource Development

for the lessees of state land drilling exploratory wells and... Component:  Oil & Gas Development
Sponsor: Senate Resources

Requestor: Senate Finance Component Serial No. 439
OPERATING' EXPENDITURES"- " FY97 FY98 PY99 FYO0 FV0L
PERSONAL SERVICES 5i0 91,0 91.0 91.0 91.0
TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS

TOTAL OPERATING 91.0 910 910 91.0 ~STr0
[CAPITAI EXPENDITURES - JW bd| 00| 00| " 0.0
(chanGe in REVENUES () | | | I I

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF _ 91 0 9l o 910 91 0 SIO
1005 GF/Program Receipts

1006 GF/MHTIA

Other

TOTAL 910 910 910 910 o1 0
Estimate of any current year (FY96) cost: ( none

POSITIONS

FUIL-TIME 1 1 1 1 1
PART-TIME 0 J 0 0 0
TEMPORARY 0 0 0 0 0
ANALYSIS: (Attach a separate page if necessaryi

510

91.0
00)

a1 0

9 o

=Y TN

This bill reinstates Discovery Royalty (which was repealed in 1969) as a means to reduce royalty payments under certain

conditions for leases in Cook Inlet Sedimentary Basm

It is apparent that the discovery royalty incentive h3S previously been geared toward frontier exploration In frontier
areas, the geo'ogic risk of drilling an unsuccessful well is high, since little geological information is available to the

operator prior to drilling The element of nsk was used by the state as an important yard stick for determining ehgibil.ty in

some previous discovery royalty decisions in Cook Inlot Cook Inlet was a frontier basm in the 1950's and 1960's

However, today, due to a long history of exploration and production geologists consider Cook Inlet a mature petroleum
province Almost all wells drilled on state land in Cook Inlet are drilled indose proximity to other wells containing known
oil or gas and should be considered step-out wells and not wildcat exploration wells  Step-out wells have relatively low

exploration nsk whon compared to w”dcat exploration wells

Propared by Ken Boyd Duccio* J& t* W " " Phong-e-meeeee KM m'
Divtsron Qil & Gas I¥ / Date 22-Mar&6
Approved by Commissioner, A

! QOate 22-Mar 96
Agency NaturafHesources / [, srr

CSSBMj mPRePARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICB .,;. » 0" 3

For further d'Stnbul'On information (& the Govcrecr's Leg siative Office



FISCAL ANALYSIS CSSB112(RES) continued..,

Based on past experience, SB 112 will be very difficult to administer. Due to the issuance of pre-1970 conditional leases
and the holding of other pro-1970 leases by unitization, the state has many current leases that still have a contractual
right to a discovery royalty under the repealed program. As of January 1995, the state has 340 active leases that
currently retain the discovery royalty provision, and the Division of Oil and Gas still actively manages the program.
Under the previous discovery royalty program, thirteen applications were made for wells in Cook Inlet Basin, eight of
\lqlhich_were granted and five were denied Many of these applications were granted or denied only after years of
itigation.

Although SB 112 attempts to eliminate many of the administrative problems with the old discovery royalty program,
certain significant problem are inherent with both the repealed program and SB 112. These problems were recognized
as far back as 1962 and remain today. Itis doubtful that new regulations could eliminate the problems faced in the

earlier program.
It is unlikely that the Division can draft regulations under the time constraints imposed by the hill

énalysi_s of discovery royalty applications is a very time consuming process and will require the addition of one Petroleum
eologist
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No. IN—

FISCAL NOTE bili \ersicn: ~ sB //A

STATE OF ALASKA

1995 LEGISLATIVE SESSION (S) Publish Date: ~ 3 -A 0 ~?£>
Revision Date: 3/14/95 _ Dept Affected; Revenue
Title: Discovery Royalty Credit BRU: REVENUE Operations
Component: Oil & Gas Audit
Sponsor: Resources
Requester: (V) Resources COMPONENT SERIAL NO. 115
Expenditures/Revenues (Thousands of Dollars)
OPERATING EXPENDITURES FY 96 FY 97 FY 98 FY 99 FYOO FY 01
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES

GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING ’ 9 . . . .

| CAPITAL EXPENDITURES
ICHANGE IN REVENUES { )

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Pro ram Receipts

1006GF/MHTI

Qthe
TSTAL 9 9 9 ' ' '

Estimato of any current year (FY95) cost: S

POSITIONS
FULL-TIME
PART-TIME
TEMPORARY 1

ANALYSIS: (Attacn a separate page if nocossary)

This Bill would grant a royalty rate of 5 percent to all oil and gas produced from the lease from which a
discovery was made for a period ot ten years following the date of disco «ry.

The revenue impact would depend cn the size of tho discovery and the liming of tho development of the
discovered oil and gas accumulation.

Prepared hy: _Chuck Logsdon I W\ Phono.  277-5627
Dmsion Oil and Gas Audit Division £ 7mw iLA-ay.J/') Pata — 1197 -
Approved by Commissioner Deborah Vogi o " 2311
Agency.

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICE
ForfVnn«rajixuaonrtormiton. caime(k«emcryi«; iav.eCrtce
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No. |

FISCAL NOTE , ,
Bill Version: s B f/x

' STATE OF ALASKA .
199 LEGISLATIVE SESSION (S) Publish Pate: 3 *c&o

Revision Date:  Original Dept Affected: Natural Resources
Title: An Act establishing a discovery royalty credit lor the BRU: Resource Development
lessees ol state land drilling exploratory wells and making first discover Component:  Qil & Gas Development

Sponsor: Sonato Resources
Requestor: Component Serial No. 439

Expenditures/Revenues
CPERATING'EXPENDITURES FYb6 FY97 TV98 FY99 FYOO FVo!'

PERSONAL SERVICES 91.0 91.0 91.0 91.0 bi.0 91.0

TRAVEL
CONTRACTUAL

MIS r

TOTAL OPERATING 91.0 91.0 91.0 hi.0 91.0 $'.C
CaPiTAI EXPENOQITURES 0.0 0.0| 0.0 oo an 3.Cl
ICHANGE INREVENUES( ) oo 100.0 [00.0i t00.0 100.0 *CC.0I

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match
1004 GF 910 91.0 91.0 91.0 91.0 9:.:

1005 GF/Pro%ram Receipts
1006 GF/MH

Other
TOTAL 91.0 91.0 91.0 91.0 91.0 if -

Estimate of any current yeor (FY95) cost: 5

POSITIONS

fUTI-TIME | i €
PART-TIME h 0

TEMPORARY 0 0

ANALYSIS: (Attach a separate page if necessary)

This pill reinstates Discovery Royalty (which was repealed in 1969) as a means to reduce royasy payments undér certain condiCons
Ths a accomplished by stfpuiaong that a lessee who maxes the first discovery of oil cr gas m commercial quaooes in a particular
geologic sducture will pay a royalty of 3% for die first ten years of produceon.

wrwe this but appears Simple thero are problems with some of its provisions. Terms such as 'first Oiscovory* and 'geologic sJucfure”
are not always easily determined There may be uunteoded conflicts with AS 38 05180{f)|3)(D) which provides for a fiiod cash
bonus and a vnnab'e Net Profit Share as cd variables for a lease sale Tins but would potersaify crea* a 5% royalty burdon

where none was contemptatod through the iease sale process

Fiscal impacts as to revenue are difficult to predict because ot the specutatve nature ct tho increased actnnlty that this bill may
generate Presumably thi* new legislation will encourage the (hscovery ol new fields that would not have been othor wise developed

The additional worn toad and analysis of the Discovery Royalty appeal sons would bo emo”owscrgmg and require an additional

Petro’oum Geologist f /v i
Pr0par0d by Ken BoyO. Acting Qirec'.or/ / N ( 1tjJ
Qivjion

Approved by Cornmss

Agency:

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
Forturtfiei distribution informalion call the Governor't Legislative Offtco

' a0t«jjPc3a*va'tinsi p¥3*



ENATE COMMITTEE REP RT

Fom m
First Committee of Referral tlnt
DATE: 3/7/95 FURTHER:AAA
1 ]
Date of 5-Day Notice: 3 |5 ()5 DATE TURNED -,
(in accordance with Uniform Rule 23) INTO OFFICE:

Resources Committee considered SB 112

Establishing a discovery royalty credit for the lessees of state land drilling exploratory wells and
making the first discovery of oil or gas in commercial quantities.

ami recommends: Senate Bill:
: : A me title
li/foc replaced with CS ™ Il — ( fl-SS ) ||J"T|cw title
. House Bill:
| adopt previous CS A ) | | same title
| | technical title
| attached amendmem(s) I | new: SCR*
| adopt Letter ol Intent by _ Committee
| lurther referral to the Committee

QUICK RECOMMENDATIONS

PREVIOUS FISCAL NOTE(S):*
Department Date  Zero  Fiscal

| | APPROPRIA TION - no fiscal note einclude fiscal notes nicompunirii> Ciuvernor’s bill



FISCAL NOTE

STATE OF ALASKA BILL NO. SB 112
1995 LEGISLATIVE SESSION
Revision Date;_ 3714/95 Dept. Affected: Revenue
Title: Discovery Royalfy Credit BRU: Revenue Operations
Component: Oil & Gas Audit
Sponsor: ("Resources
Requester: (A-JResources COMPONENT SERTAL NT. 115
Expenditures/Revenues (Thousands of Dollars)
OPERATING EXPENDITURES FY 96 FY 97 FY 98 FY 99 FYOO FY 01
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EOUIPMENT
LAND & STRUCTURES

GRANTS. CLAIMS
MISCELLANEOUS

TOTAL OPERATING ) ) ) ) ) )
| CAPITAL EXPENDITURES I I I

ICHANGE IN REVENUES ( I P m— S8 ANAIYSIS"™ o
FUND SOURCE (Thousands of Dollars)

1002 Federal Hocoipts
1003 GF Match

1004 GF _
1005 GF/Program Receipts
1006 GF/MHTIA

Other
TOTAL ' ' ' * ' t

Estimate of any current year (FY95) cost: $

POSITIONS

FULL-TIME

PART-TIME

TEMPORARY

ANALYSIS: (Attach a separate page if necessary)

This Bill would granl a royalty rate of 5 percent to all oil and gas produced from the lease from which a
discovery was made for a period ot ten years following the date of discovery.

The revenue impact would depend on the size of the discovery and the timing of the development of the
discovered oil and gas accumulation.

old '15 F/A/.

Preparod hy:
Division:

Approved by Commissioner
Agoncy

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR S LEGISLATIVE OFFICE

For furthor dutnDutron tnlormauon, can tho GovomoFi Logisiat»*« CMco

[R«v 1004) DSfisnc «IVDOH pago t of 1
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FISCAL NOTE fi)e&s, |
STATE OF ALASKA BILL NO. SU112
1995 LEGISLATIVE SESSION
Revision Date:  Original Dept Affected: Natural Resources
Title: An Act establishing a discovery royally credit for the BRU: Resource Development
lessees ol stale land drilling exploratory wells and making first discover Component:  Qil & Gas Development
Sponsor: Senate Resources
Requestor: Component Serial No. 439
OPERATING EXPENDITURES Fyoe - rY9- FY98 PV99 PYoo FYot
PERSONAL Services 0i.0 91.0 91.0 91.0 ai.0 91.6
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 91.0 91.0 91.6 91.6 91.6 91.0
ICAPITAL EXPENDITURES ~ W w w w gof TTol
ICHANCE IN'REVENUEST ~ ) T TMof 100.01 1w 100.01 100.01 Togo]
FUND SOURCE (Thousands ol Dollars)
1002 Federal Recoipts
1003 GF Match
1004 GF _ 91.0 91.0 91.0 91.0 91.0 91.0
1005 GF/Program Receipts
1006 GF/MHTIA
Other
TOTAL 91.0 91.6 Qo 91.0 91.0 91.0
Estimate of any current yeor (FY95) cost: $
POSITIONS
FULL-TIME 1 1 1 1 1 1
PART-TIME 0 0 0 0 0 0
TEMPORARY 0 0 0 0 0 0
ANALYSIS: (Attach a separate page If necessary)

This bill reinstates Discovery Royalty (which was repealed In 1969) as a means to reduce royalty payments under cortaln conditions.
This Is accomplished by stipulating that a lessee who makes the first discovery ol ail or gas Incommercial qualities ina particular
geologic structure will pay a royalty of 5% for the first ten years ol production

While this bill appears simple thero are problems with some of its provisions. Terms such as “first discovery" and “geologic structure”
are not always easily determined. Thero may be unintonded conflicts with AS 38.05180(f)(3)(D) which provides for a fired cash
Sonus and a variable Net Profit Share as bid variables lor a loose sole. This hill would potentially cronto a 5% royalty burden

where nono was contomplated through tho lease sale procoss.

fiscal impacts as to revonuo aro difficult to predict because of die speculative nature ot tho Increased acttvtlry that this bill may

generate Presumably this now loglsintion will encourago tho discovery of now fields that would not havo been other wiso dovoloped

Ttio aaditional work load and analysis of the Discovery Royalty applications would bo time"consoring and roqulre an additional

Petroleum Goologlst. 1622547

o 14-Mnr-95
Approved by Commissi
2
Agency:

PREPARER TO PROVIDE ALL DISTRIBUTION COPIE8 TO GOVERNOR'S LEGISLATIVE OFFICE
For furthor distribution Information call tho Governor's Logistativo Othco

(SOttIXISfWy 1/11%5) Rp* t oF I



TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES
3601 C STREET, SUITE 1380

ANCHORAGE, ALASKA 99503-5948
March 20. 1995 DIVISION OF OIL AND GAS PHONE: (907) 762-12549

The Honorable Loren Leman
Alaska State Legislature
Room 113 Capitol Building
Juneau, Alaska 99801-1182
MAIL STOP 3101

Dear Senator Leman:

Thank you for the opportunity to testify on SB 112 last Friday. I'm sorry for all the confusion, but
| was trying to do two hearings at once. | hope both you and the Committee found this testimony
useful as an introduction to the history of discovery royalty.

Virtually all my testimony is contained in a discovery royalty decision prepared for Union Oil and
Marathon Oil in 1982. This has already been submitted to the Committee through Annette.

| made three other points regarding my reasoning for the Discovery Royally provisions being
repealed in 1969;

J All'major Cook Inlet fields were in production

Prudhoe bay had been discovered
. Lease sale 23 was to be held in September of 1969. This sale contained acreage that

surrounded Prudhoe Bay.

| have no "proof' that these three things were going through the minds of the Legislature in early
1969, but I suspect they were. The reason to repeal Discovery Royally was fairly simple— Alaska
didn't need such a provision any more. Lots of companies were bidding lots of money without any
extra incentives. Lease sale 23 brought in over $900 million in bonuses— the richest sale in State
history— without any incentives.

Things are different in the Alaska oil patch now and maybe some son of incentives are warranted.
Whether it should be Discovery Royally—or something else— | expect will be debated as the
hearings progress.

Sincerely.

Kenneth A. Boyd
Acting Director



Senator Loren Leman
SB 112 _
Senate Resources Committee

This is additional information for SB 112: Discovery Royalty
Credit,

Please put this information in your committee packet for SB
112,



Stewart Petroleum Company

Denali Towers North. Suite 1300
2550 Denali Street. Anchorage, Alaska 99503
(907)277-4004 « FAX(907)274-0424

TESTIMONY
0f
WILLIAM R. STEWART
before the
SENATE RESOURCES COMMITTEE
19TH ALASKA LEGISLATURE

MARCH 6, 1996

Chairman Leman and members of the Senate Resources Committee, my name is
Bill Stewart, President of Stewart Petroleum Company. | have 26 years of oil and
gas industry experience in Alaska. Our company is a small Alaska-bhased
independent exploration and production company active in Alaska and seven other
states. Our primary area of interest within Alaska is Cook Inlet Basin. In late
1991, we were fortunate in discovering the West McArthur River Qil Field, a field
of significant size on the west side of Cook Inlet. We are in the development
stage at the present time and, with a pipeline system in place, production from
three wells is underway. Our current production averages about 5000 BOPD
which, due to the advanced age of Cook Inlet's other fields, makes us the second
biggest producer in the basin at this point. Total production since start up in 1993
has exceeded 2,000,000 bbls.



By industry standards here in Alaska, our project is small. It would be sizeable
almost anywhere else. Investment to date exceeds $50 million. Taxes and
royalties paid thus far to the State of Alaska total approximately $3.2 million. We
employ between 15 and 60 Alaskans depending on activity and we do business at
all times possible with Alaskan vendors and services companies who employ
Alaskans. Having said all that, the operation is on the marginal side due to its

remoteness and high operating costs per barrel.

According to available information, we were the first independent to establish
commercial oil production in Alaska in modern times. (I say "modern times"
because oil production was established by independents much earlier at Katalla
(near Cordova) in 1902. The field produced low gravity crude until their on-site
refinery burned in 1933.) In fact, it may interest you to know that about 60 wells
have been drilled here by independents, including the first well in Alaska. That
well was drilled by a group of independents in 1898 on the Iniskin Peninsula
utilizing cable tools and undoubtedly following up on natural oil seeps that still

exist there today.

Back to modern times, 1was asked to testify today on SB 112 which, if enact d,
would re-establish a discovery royalty program. As each of you arc probably
aware, the State of Alaska had a discovery royalty program in cflect throughout
the 1960's and until its repeal in the 1970's. Under the program, royalty burden
(on the discovery lease only) was reduced from 12.5% to 5% for a period often

years commencing with date of discovery.

Most of the Cook Inlet discoveries made during the 1960's were made on State
leases which provided for discovery royalty benefit. | was there at the time just

getting started and, in my opinion, the discovery royalty program resulted in



implementation of more aggressive development schedules by operators than
otherwise would have taken place. Assuming overall field economics were
positive, pipelines and platforms were built without delay in order that the
discovery royalty benefit could be realized. Equally as important as aggressive
development, new prospects were drilled by the operating companies which led to
other discoveries. Activity led to more activity. The bottom line was the
discovery of 7 major oil fields totalling 1.3 billion bbls of recoverable oil and 15
gas fields totalling 6.4 trillion cubic feel of gas. From those fields the State of
Alaska has realized taxes and royalties far in excess of the benefit granted to
industry by discovery royalty. (Remember that the discovery royalty was a
temporary benefit which applied only to the discovery lease and not to the
surrounding acreage). Equally important were the jobs that were created by

industry activity.

On December 19, 1967, Arco's Prudhoe Bay State H\ discovered hydrocarbons in
commercial quantities, also on a discovery royalty lease (ADL - 28303) and, as
the extent of the giant Prudhoe Bay field became known, industry focus shifted
from Cook Inlet to the North Slope. The "first wave" of exploration in Cook Inlet
Basin, therefore, ended early despite substantial remaining potential. Arco's
discovery at Sunfish along with our discovery at West McArthur River (both in
1991) could mark the beginning of a "second wave" of exploration in Cook Inlet.
Regional geology tells us that there could be another 1.3 billion bbls of oil and 6.4
trillion cubic feet of gas yet to be discovered in the basin. On the up side, we
have 1960's potential with 1990's technology. On the down side, we have both
natural and man made obstacles. The natural obstacles include weather conditions
and remoteness. The man made obstacles include a regulatory system which is
improving, but is still filled with roadblocks to development. The man made

obstacles are tougher. Both result in high costs. Each operating company, large



or small, has to weigh those factors prior to exploration and encouragement from

state government is needed at this time.

| believe that SB 112 with certain modifications would provide at least part of the
needed encouragement for renewed industry activity in Cook Inlet Basin. | know
that my own company's activities at West McArthur River and elsewhere in the
basin would accelerate. | can't speak for the majors, but | suspect that other
independents would take a new look at Cook Inlet Basin with discovery royalty in
place. (As an independent producer, we are in touch with many other independent
producers. There are roughly 10,000 members in [PAA, the Independent
Petroleum Association of America. Mostofthe IPAA members will never venture
to Alaska, but in the wake of our success, we are beginning to hear cautious
expressions of interest from quite a few.) Independents can function in Alaska,

despite the obstacles that we have here, but incentives are necessary.

With respect to the specific language of SB 112, much of the bill deals with
leasing matters not related to discovery royalty. The language that does relate to
discovery royally, in my opinion, falls short in a couple of respects:

1. Reduced royalty for the primary term only is not much a benefit. Recent
leases in Cook Inlet have been issued for aprimary term of seven years rather than
the usual ten. Finding oil takes time. Geological studies, geophysical field work
(which is often seasonal), integration of geological and geophysical data for
prospect delineation, selection of bottom hole objective, well planning, permitting
activities, drilling rig arrangements, acquisition of supplies and actual drilling arc
among the myriad ac.ivities involved (not to mention huge amounts of money and
luck) in finding oil. Idon'thave a precise study at hand, but | suspect most of the
actual discoveries in Alaska were made in the last few years of the primary term

of the oil and gas lease involved, or more often, during a term extended by



unitization. While SB 112 is a good concept, the time limitation in large part

removes the benefit.

2. Unless the Act is retroactive as to effective date, the applicability provision
will exclude all currently issued leases. Those leases which are the most ready for
development will not receive the benefit of reduced royalty. Operators can only
look to future leases in lease sales, which may or may not occur, leases which they
may or may not be successful in acquiring. At the risk of obvious self service, it
is appropriate to have an effective date of January 1, 1991, Bo'h West McArthur
River and Sunfish would benefit. In the case of West McArthur River,
development would definitely continue at a more rapid pace. Also, our other
projects in Cook Inlet Basin would commence earlier. These items translate into

jobs and long term benefit for the state.

In other words, | propose reinstatement of the original 10 year program which
would apply to discoveries made after January |, 1991 effective upon date of
discovery. Previous royalty payments paid subsequent to such discovery date
which are in excess of five percent royalty would constitute a credit against future
royally payments. Suggested language is attached. (Please note that the suggested
language applies only to Cook Inlet Basin as a means of revitalizing Alaska's

oldest petroleum producing province.)

Enactment of SB 112 with these modifications could help continue the fledgling
"second wave" of exploration in Cook Inlet. It is my sincere hope that, by the
upcoming new millennium "5000 bbls" will be an insignificant number in Cook
Inlet Basin rather that the daily production of the second biggest producer

(whomever that might be by that time).



Thank you for inviting me today. ['ll try to answer any questions you may have.

STEWART PETROLEUM COMPANY



SENATE BILL NO. 112

INTHE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - FIRST SESSION
BY THE SENATE RESOURCES COMMITTEE

Introduced: 3/7/95
Referred: RES. FIN

A BILL
FOR AN ACT ENTITLED

nAct estarflrs{grn rscover };alt for the lessees of state Ja{rd Io?ated In Co?
tBa afs es e ? ucin provrnce who aill exploratory wells
rst drscove of or ana/or gas commercial quantities.”

BE I ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
«Section 1. AS 38.05.180 is amended by addition of a new section (cc) to read:

hecg The holrier of a lease who drills and makes h first discov ry of g" and/or as

om er qu trtres |na s o IC truct re sha I foﬁyaro %/ (;? roduct on

unger aseo rve or he rstl ear olfow ate drscover

and therea er aI aI be gpa a |na Iy rovr INSuc Ieasdeaé

|s povr eve I eaes notu on xprra jon.of saiq 10 vear
rom ene |t unde

erro e | Ua rfre ter available royaty re uctron or Incentive
rograms ny, for which It may qua

Th rovsron of thss ction shall appl ohI discoveries made after January 1
1981pvvrt mteCoo Inetsedrmen Ppgasrnyeﬁ‘ec Ve érp o‘a] 3fdrsc ery%

revrousr at%/ menspr su se nt to such scover te which” are

XCess or t cent roya ty rovrd ereunder shall constitute a credit against
uture royalty pa ents Under hs section.

SBO112A SB 112



n*l sponsor: The Rules Committee
Agquest of the Governor

O ffer-.:: il1L0/69

THE senate by the commerce committee
CS FOR SENATE DILL NO. 81
IN THE LEGISLATURE OF THE STATE OF ALASKA
SIXTH LEGISLATURE - PIRST SESSION
f A DILL
for an Act entitled: "An Act relating to oil and gao Icaccg; and providing
for an effective date."

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

. Section 1. AS 38.05.180(a) la amended to read:

(a) AIl tide and submerged lands, r.cntal health lands, school
lands, and university lands shall be leased by competitive bidding,
and whenever oil or gas la discovered Incommercial quantities, the
commissioner shall determine the extent of the area of lands inaddltlor
to tide, submerged, mental health lands, school, or university lanaa
In the same general area of the discovery well which, by reason of
tho discovery, the commissioner reasonably believes to be capable
of producing oil or gas, and the additional lands shall be leased to
tho highest responsible qualified bidder by competitive bidding under
general regulations, In units of not exceeding 2,570 acres (except
that tide and submerged lands shall be leased In units of not exceeding
5,760 acres), which shall be as nearly compact in form as possible,
upon the payment by the lessee of such bonus an may be accepted by
the comnlsslonir and of such royalty as ray be fixed In the lease
which shall not be less than 12 1/2 per cent In amount or value of
the production removed or sold frcm the leaso. [HOVP.VER, THE HOLDER
OP A LEASE VHO DRILLS AND MAKES THE PIRST DISCOVERY OP OIL OR GAS I
COMMERCIAL QUANTITIES IN A OEOLOOXC STRUCTURE SHALL PAY A ROYALTY OH

ALL PRODUCTION UNDER THE. LEASE OP PXVE PER CENT FOR 10 YEARS FOLLOWING
THE DATE CF DISCOVERY AND THEREAFTER THE ROYALTY RATE SMALL RE  NOT

-1- C35R 81 an H



LESS THAN 12 1/2 PER CENT, PROVIDED, HOWEVER, THAT THE ROYALTY RATE e
POR THE FIRST DISCOVERY IN ANY UNPROVEN AREA OP THE COOK INLET SEDI
MENTARY BASIN SHALL HOT EE LESS THAN 12 1/2 PERCENT UNLESS THE COM-
MIS3IONEK SPECIFICALLY PROVIDES THAT SUCH ROYALTY SHALL EE LESS AT
TIKE SUCH LANDS ARE OFPERED FOR LEASE AND IN NO EVENT SHALL SUCH
ROYALTY DE LESS THAN FIVE PER CENT.] All lands other than th03e abof
provided to be leased by competitive bidding may be leased competitive
or noncompetitlvely as determined by the commissioner to be in the bea
interests of the state. Noncompetitive lenses shall be issuedin unit
of not exceeding 2,560 acres in any one lease. Noncompetltivoleases }
shall bo conditioned upon the payment by the lessee of a royalty of
12 1/2 por cent In amount or value of the production ronoved or sold Y
from the lease. [HOWEVER, THE HOLDER OP A LEASE WHO DRILLS AND MAKES
THE PIRST DISCOVERY OP OIL OR OAS IN COMMERCIAL QUANTITIES IN A OEOLOO
IC STRUCTURE SHALL FAY A ROYALTY ON ALL PRODUCTION UNDER THE LEASE OP ¢
FIVE PER CENT POR 10 YEAR3 POLLOVINO THE DATE OP DISCOVERY AND THERE-
AFTER THE ROYALTY RATE IS 12 1/2 PER CENT.] Competitive leases Issued
undor this subsoctlon shall be for 10 years except that jr. the Cook
Inlet sedimentary basin, leases shall be for a primary term of not more
thon 10 years and not less than five years at the discretion of the |
commissioner. and shall continue so long thereafter as oil or gas Is *
produced In paying quantities. Noncompotltlvo leases Issued under th's
eubeectlon ahall be for a primary tern of five yearo and shall continue"I
so long thereafter as oil or gas Is produced In paying quantities. [f |
drilling has connonced on tha expiration date of the primary term of
the lease and Is continued with reasonable diligence, such operations
to include rodrllling, sidetracking or other means necessary to reach
the originally proposed bottoe hole location, the loaso shall continue

In effect until 90 days after drilling has ceased and for so long
CSSB 81 am M o



thereafter an oil or gan is produced in paying quantitiefl. If all or
part of tho lands covered by the lease are lands that have been se-
lected by tho state under laws of the United Staten granting lands to
the state and a patent has not been Icaucd thereon, a conditional lease
may be issued. However, no term extension may be grajited for the
period during which the leaae was conditional [CONDITIONAL LEASE WAS
ISSUED THEREON| THE TERM OP THE LEASE SHALL BE EXTENDED FOR A PERIOD
EQUAL TO THE PERIOD DURING WHICH THE LEASE WAS CONDITIONAL)

* Sec. 2. Thin Act takea effect on the day after its passage and approva

on tho day it becomes law without approval.

-3- CSSD 81 am K
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a conditional lease ray be issued.

ﬁﬁbeaﬁ%e ai—'iaﬂ‘ @e%mpﬁn&ﬁW'

April 16, 1960 hou; 1 j/UE/AL
no term extension. nay (Eg’
ranted’ for the penocrj) d%rl
e lease was conditional.'

The, report wes signed . A , concurred
In by Crorthrnc%r, SaI(_:%tt, I—IaLgen ara\Qd Dorer.

BSMMUE KA HIAIE OLL HO 0L referred
to the Pules Committee for placement on the calendar.

COHEPERATIOH CP DALY GAENDR (continued)

SECDD HEAONG OF SENATE HLLS
e\no'ﬁ)ert om executlon vws read %ﬁl relatt to Lﬁ)
ary Committee report (pages 718 - 719 of the

Journal).
amendhent Ho. 1 by the Judiciary Committee:

Page 1, lines 10, 17 and 18 %e}ﬁse?tq' II@E’%@

Is not t
family.'

nemcﬁt&”e{'ﬂe ted - There Beng o obechon. et '%’

H. 1wn adopted

g:ﬁrnT con that

ons 11L‘%Eengrozsl{)le B&‘&@ % |r8n§8§dt%% J—%léd
; (ljna passage ré being no objection, It
ere

COMMTIEE S BSTITUIE RP HOUEE DILL HD 191 arended by the
House was rend the third time.

EELHE R S by fhe PR oo the Hoee e Toll

was called with the following resolt
Yers: 9 c nsr(s)or}db dganf I;\If Belr e, rdTBEine,
L KR, e
ac étt oasssrs m §Neet, oung.

Nays: ﬁﬂl% fran dnﬂ'iI Ilason Harris,
Excused: 5 - IC_:I*:Elyance McGill, M:\,em Perntrovich,

M. Ellason changed hla vote from yea to nay.

by 1R e B 1 e S Vi Feerte o e G

rk for engrossment

SElf\NE elating to the rights or Initiative, 0
referen recai reser\ged to the %eople 01It 03



April 17, THO

él[* Ad so, I-(LHEHM HO I'll panned the llourc.

M nanrri%tsa% Sent th| 0|I call
f e (ir]l%re co 51 t e 1o
cal fegtrve ate clause objectron,

It V\EE SOOI’ ere

gglt I-D 3Il Mis referred to the Chief Clerk for en-

i relat n to the oxnminnt lon for -
wn d| ' cust V\as re the Sggonngﬂ
Ct[r ttee report
aBg ?urln ﬁ e Ju crary ttee report
ourna
co ent that Ct]\M?
G tte mtg@s RS
ectron in t ther ecér JPEV
|rr ton unusi hrm vos a or!)
k conse t Qf
i R LISt
rrxnee eadrer and place |na

re |ng no objec 1on, It Was' so ordered.
Wﬂﬂirrmﬂ‘l’tm FHIIGHr HM HD 77> war read the

Wqﬁstl Een!sg he TELLGMATTEE, TP | wi't-r?'%e

nr res
Yras- 70 - Anderson Danf eId Pelrne,

r rne icl v |%[
I, Mt f
rrrntrovr ?9]

ett ac ett Sthvwand,
Ti l| \%Lrg

- borer, Dradner Ciolt, Ellason, beeves.
Ircured Ona[che Hensle in’kson, MtE\kigh,
(- n, Sason N

2 help .rgér’%"mﬁﬁrr%”%mﬁ’e' %'\éﬁerk for re o r

nGdH WARIHi nr t*'QTt HM’

Til Al LU > "] to oil
[ g ﬁtpwaﬂm i el g o
g are 3 | or theJourna 5 t rianre ItI[t rmPOfrtJel
nr-. il e the "Journal),
arrermert tin. 1 s=the FANANCE «smirtee
lare 3, lim 1 thraurh A J|vrt . deleted materjal on
thrUérrh F endlnr

Lr
d»

April 17,
g 3, line ft Hllsert the fo wInr materreil afc\ r

h reon condi onal
onteg or t ermrrleo eQUIr?n]g
\rm[c the lease was o trona
consent that Hmmtﬁrrt
|_E)Lv\tzeasf:i:tE(.‘?r(\)a ol re bel_?;g% r‘%ltiher ObjEtEWWH&M CS?

% )Q@go& nﬁﬁi tﬁt
considere e oss le?f rendi Ip
|na |n o cte W
ectron II Wt rew

re ing

e
ob ectron no ?urther objectron It ver. so or-
dered.

SU?IIIUIEF NATE DD HD 81 arended by the
House wes rea ird time. by

HEE s i WWM@ ol

ftl

V\ea called with the ovvrng res
Yess: ? an Belrn dmin,
ore[ ner QrneliLs

Qﬁﬁw ” s r’a f@y

Til |on
Hays: 1 - Hiller.

Excused: 7 - Charltézegh Hlegalg?r ggrsmn Jackson,

COMMTTEE TUIE KRSEDANE BLL HO  an-nded
the House passe the House.

ked_ uriantnou* consent that tie roII

e o HSEA P
the erreedrve d%t/g h‘falij_s%l%éE ajign%&iﬁ% Jectroﬁanlt

wes A0 Orde

House Was r[é%grred toﬁ% Hgk%r%n%,%( the
L AR,

M. Cornelius rave notice or reconsrd ration o B!r vote m
OMMTE® ruir-mim: *DSDAIEOL. FO O

llwse,

e e Al el

rrmre



vh

it
I

JNAKIORW.  January 30, 1900

so If M tr1 If| CI \rllul%dvullg tin; rTeerers of. the

ale ant i BS ntton or
ﬁma St e
! JOII’] Fs]t Oéls)sﬁloarf J(tr]wngtate ngIS-

thre u productive and rev\ar ing session.
fi’st proon.il regards.

Sincerely yours,

n/ Keith 1l. M Llee
Keith 1. Tier
rnor''

hr hgii; from tiik iiousk

thenﬁfﬁiedﬁés i 0 00 o e
ear the CGovernor's %]ate or alrs

BK III II p.n. to recerve the Governor's
udge messa €,

Vintor i~ nd ne<d and asked unanimous consent that
a lie:.:..i|>. t. lran. milted to |Ihr House accepting Itielr
Invtt.it Inn.  There Iring nn objection, It was so

e rib red.

ind.r Illmnlrdr v ] copsent tnat
tlmne ILfJﬂE e eIn InV|t|ngﬁrj;%§sdﬁ§r§nk%zw§§t§}lz§é]g%&l

'|U, n e [ 1l jEC'[ ton glt WS SO oraered.

JALL -1 1gen 1. JI 1 | permission to te excused

I"d—a. ill «‘late ..from .today until Mond
Tindiv'e Minn- o “lag tin obJectlén It was' S0 oOrdered.

[ IPIHOS: "KMT
HEPSﬁer ttj-yie -t- zi\l |HTII-KI
Vlhrt 'n'\'/ 1Y 1?%' Hisned tégﬁ% forreﬁ'ée i
cun]l defat Inti,

fo mil e or JTIAT IUOLUITIOH.
tri) 1 <difliMil H i ILHIAI Im 1 by Senator lleglch,



January 10, Iyiy NATE JORVAL 9

expressing concern of the |. e Iglat re fqor oound, oil seln
cogéc,e tion practice rf ire tlng that
"E%ﬁ-m eereud the first trrre referred to the

INTROOLCTION AND REFHRENE G- SENATE HILIEN

SDAE [IILL ND 80 by Senator U rhllllpa, entitled: Edal)
"A At relating to the state museum”
m%%e the first time nnd referred to the State Affairs

%%Eoverl'nlar'\%nﬂtl%the Rules Committee by request of o
erelaﬂ\r}g d%tgl.l’ md gas leases; and providing

M@Peethe first time nnd referred to the Resources

The ﬁovernor %0} ansmrttal letter covering SENATE DILL

"January ?9, 1939
e Jay FH&I&I%H
g%skgpgta% Le ﬂj fure
Juneau,
Dear M. Charrrran

rstuzimj to State l.awvad the LFrform Rul ﬂf the

ariﬁ Ufn nhtransmrttrn rewith a

providi gA%r on eﬁgctlve date.' . s Ieases

the armﬁgm eli matelﬁhl ext%ngrtgn gsf gfi %O:t
rmst

et é"%’“"’a o "é‘?é'cl bé

i naestm dr! |a trrhet e al%ée act

eef % %afe di O C%n e a'[(i n%r nten
or a

easee to r ent|t e t naJ
a ten our tern. I a‘so reve s 1o
tern Or at the
shorter term

al fr gg mg%\t/e mg"rtgrﬂtdrrl in %trvrtres In
n%lgreas leﬁeﬁ%nt t%)or urnrtrees for
Ive Im rous Si Rge |Xased

oIt an earlier date.

=9

Sincerely y..urs.



"1

SWE ORW.  Nhiliary 19. 199

The ino rosolutlona on' referred to tho Rules
imimi 11 1« fni- placement oil 11I€ calendar.

%Edc' Iﬁ%lArrllr M ?egara@n natlves epgoyment)

re ort V\mSI
I'h.il rman m tI li nat S KOSOS
mrovohglrig tr\ ! 9,

Wm@ pacerrgﬁlt "& {he éaren%rmd to the

Senator I'loilpctt moved nnd asked ||n||||)nous consent

Inlt Ms numo he added as a sponsor on oKIIATK COIJCUfIHEUT
RESOLUTION no. '/. Tnoee lielnr, no objection, It was to
ordered.

Me Tale AIf|Ie| committee hat had SHNAIE HLL 110 10]

(.Taiin of I... hietli’ It) nmler consideration and the
sohwlttee |vctfmmoridn Il do pnr.s. The report was o1pin’d
enatoe | nestrum, Chairman, and concurred In by

eTi.liars Merde;., lhitrovleh, Koalosky and lllodf.Clt.

i LIAVI*. 1111.1. 111). Mb was. teferred lo the Holes Commlllee
[ I'-n emeni *N the e.iliinl.u.

If- lin- Affile: Committee has had SKHATF. HILL HO. 1J3
(I|e an HIflit3 n‘onmlauloti) under con.slderatlon mil the
ci'iri litre recnnm, lar. 1t do poun. The report was signed
ly enil nr liii* ' "'us, Clinlemail, and concurred In by

inilnr. Iiiiiecvi.li, M-e ICS aid Modfetl. Hot eoneiiriT lig,
»r. "llilne 1" I'.rky who llcommends; "lit, not pas:."
i "IATI. HILI. KL, 1)1 we referred to the Rules Committee

li'r pl:n*enclil in tli*. al, n.Lir,

et oA B Ml

11 m TlaII in, and lnin Wlla I In by 111111 11 hnti vicli,
II|| I . hidpi 11 and EoslIn :Ky.

tiirm e 11,13 1 0Kk T st adsearH L 1) L
»i. ||f1 U1 1|, Hi Imlei Committee for placi-miil nn tle
llend

ti. 1.1 Al iii'nMnittee hi: had [IOKK JOINT Il SOLUTION

h" 11 LIl vr stamp 11,c laic Son, I. 1., "lint"
Fil1te 1 nilfle 11 1- eal 1,1l nil tin- mmiil | ter  redm>%- -lep.
ie | la rin i, 11 wi e1l*m! by ,>nitor Lnp.liom,
ot mi, 1 In by Senators Meriles, Puteovlchb,

> > ky HLI I Ifell,



Febrary IV, JC* FAWE JORAL

HOLEE JOHT IBA.UNAI 10 1&Wes referred to the Mules ””l

Committee Tor placement on the calendar.

N ]r hail (INIFFENI Il
' nator ning) under gR
nsl eratlon and t ' glalob S.
: °5t"¥§?'%2 e
curring nat r Uogg?ett, W had

FQE@WI HEED_UHO\IIIO C referred to the Rules
Committee for placenment on the caIW%

?'E% natln ? r ﬁe |s]atlve rn rgl AN
|t e, tﬁgﬁa&m
port s s e@g nator

%

under

t}% re I%ced
A Al 3
%‘Wﬂnlaggg © CurE)ncurnn a§enato |IIeF had

EP\NEnt onﬂﬂe CaY\Bs dreferred to the Rules Committee for

yrg % Pga?es) under consu#?d }O?POMWLL Do tt(gg i ls-h})

b pass with vvlng

Page T, line * ?mheh a north of the crest
%Foois n the
C g orde BEY%-

ands seavxard 0 thln area."

- line Pla nod after BJ \/? per cent."
bar ¥ ang 8ggle tlndeg ﬁeﬁ)]ence
|ne wIit
than five ter cent."

11* 1ttie T: ,fter_word "leases,” Insert "In
L tLe ﬂ Inlet Basin"

Tre re ort M nator Imer Chaw Wn
concu e Ins@( %na or ut rovlrh Sky,

Nt concurri Senator
1 e -n, IrrI| recaDngYm

HIAL Pill. ND H w  elI'fit-red to Iht Gne roe Committee,



CERATE JORAL March It, 169

Denntm* IJig.stroiti moved and naked unanlmoun consent tint

::|* Ilif Judiciary Committee report lie adopted. There
71 lielii* no objectlon, the report wan adopted tima
in adopt Im*. the aiMMidmuL olTerod by the Judiciary t'om-

riltlee <Jiii|'(* |I)3 of the Journal).

Fliei n’ no further amendments,
Eﬂé ané g unammou consent ' that

consid ere en ronned, tol%hird

The
o?aJ qun IP vC\ae‘td SO orcpered Sage. fe being o
dHAL IUL 110 73, am van read the third time.

y;zu o 0 G %Ewﬁ%a % T @

a
en wtﬁ th ollowming result

Veir. 1L é%r“gh, Ulodg \—lutrovll ol
&lar:\;en %i. n nnd,

%EE Oﬁ%p ‘05los
“?Sgler Iﬁh@%llll ps.
layr,: llradshaw.

Absent: Lewis.

Ad so, DFRAIE HLL Ml 71. am passed the Donate.

SENATE HILL HO. 73, am, way referred to the Secretary
for engrossment.

DERATE HILL HO Hi (oil and gas lenses) wes read the
0) second

%ﬂl rl;r"CommercenE}?IHI ddas ggormn%ﬁﬁse%w

|ng
e hIS

ect tun. rinre beln D? l]aer o jgr an tﬂN
g %ﬁ ViAo B CFRE PN, o0

Vl.err bolnf no amend-,oil -., Donator Hammond moved and
f.ked wuiiaiilnon: cum.i nt that COHIimi.K S’JHDTITNTK

Poll SENATE HIM. Tin. HI In- considered engrossed, advanced
to Ititnl li‘illnr. and p'aced on final passage. Without
objection, it was m. ordered.

mi.jféa %uiistituti eoii di.iiati: hill ho. Oi was read

Ine.
ci (IM'!IIEE KH
ilAf mHTheI ro \gszasF gﬁd n%the?ﬁesiﬁ%rlwr* ull:
iyl Heglcli, Blodgett, H’aCB'IS\M

B K

lit-slo y 1,
vllarel.d’ Pﬁfmhgﬁzrtap I i%%fler



Much 11, 107 SENATE JORNAL

1lyo o %
Absent: 1 Lewvas

Aujgg, COMMTTHEE SUCSTITUTE FH SENATE HLL ND 8L
passed the Senate.
Eﬁr"%ll ca” on Eepgrssﬂag?‘s ed gﬁﬁ%jﬁz}d

ered ont
effectlve elate clause. aoul 0 Jectlon ?t was so ordered.
GZMN]TEE T?[E INAE BILL NO H was referred

to the Secretary for engrossment.

FE\NE BILL ND 208 (search warrants) wan rend the second g

being no arrendne I-Ermrﬂ ;m&i
c rgf1 emd?rgous conaentntﬁwat toTEer(IrlL readln a%d

faced ¢ cn fingl pasSage. objectlon I¥ was so

SEI\NEDLL ND 200 wss read the third time.

:ne uesglon b“ﬂg Senat a,!j I% o'l_fL\IZasl\Dtakqgg &%? “%He

lowmn

I Elo ﬂett Bradshawy,

Ds_Hagse hSErﬁatrom
iegler aﬁa B %%]Q/'}de%%

Absent 1 Lews.
Asal so, SHNAIE HLL ND 203 passed the Senate.

IFITF ND JoO was r>Terred to the Secretary for
engrossrm

udici aP!iLstrlcé V\glngag fhdictal al#lgé In each %8

Trl(ere beln%msarrendrre Senator I-mmuﬁ rove
consen at ;!]L
cons| ered ?ng Ps ao\/arﬁﬁat\(‘)nth readmg%
g%ccre al passage jection, Tt Was ao
"|.HAT. ILLI\D 218 ven read the third line,

;fgdlgu t' neacaé oim% strl (smgle
mi« roI ng result




SENATE JOURNAL e ot <

A ﬁ,,m\f ated Am I MMM read, §tﬁ|o'ﬂ?
%llt lgﬁjﬂﬂolt ) O' h ami senate COhch| ieht

returnlng SONE.
sepaTE DM 110 7T>, SenATE JOIIT|_B<SOL'JT|0H HO 1

SOM and SKHATK CONCURRENT IIESOEUTIO.'I JO were
11 relVrred to the Secretary for enrollment.

I (s e gl RS VRO

HO,  Hi rrlatl oil, an as lenses) with th"
INOMIY. ahmdiert md fetufiing e
r iV L™, 1 Hin {: gesturedeleted material
nn 11|II'8. 1L'Mroug A riidliir ﬁ1 AMI),

I'niv jM(gﬁAlnsert the followmgi mat§r| | art*r

not t.em ssue

anefTie) o s b, B
;f]wdmmfé‘d Iur nr-which M-"I--r.e” ian

senator Hilivr ri'ivr.) th i cur Jp Jd"
CAP“V"IM%GE %,Slrom o%iletni. AL

jInr HiJtrovl"h moved md naked unjnlimi-in eolh.enl

_I_,H)lr I_|OUI naeyar I%re rrlatlhnr I(i WMTTKK flli- m
IepI‘IE(C[IY Ii; (tr a tluu t}/ h" nﬁxte . tr lie «
| n OI‘ e cretary
?I%/- Ion to nlfegfana ors. ﬁ arrert#rents ][
t "

UAnerare 967 lating ,th" House Ar
esj3 slem)“ﬁﬁ%%fﬁﬂtﬁ |tua§\nj§r§) U\\n‘lth'ff\m) .

ng |mr|Imnt ord returnln Ssne, &S

I-QMIIEEI " mMI'Irfl&)WH CWITTW. iUh. TIWh. tB

M.-nator H.imnii | mov"™'i mil asked unanimous eony- Ig ihit
Im"  *nit" TFONCUI In the llouae nrvrvlai nt to Mﬂ”.l_
MIH -.rmiTi: KO'r "EHATL I1IL1. HO. 1 JO Chiles). -nator

Y lIhIIII@F}rI]ﬁe r(]eldjeand tliei wlthJdre* Ills (t.o Linn.

Tie ipi“ot Lin L fimx "0 h?” tin ".(iﬂ"jﬁteur in_th"
Blrn inriiln. tu @Hlm ?* rov "LUT.

RNIR e
Senate. Furt iii "0 .nd the Secretary Was Instructed ee

no Inr"in the Mouse

!]%I F@%Wﬁ;—rﬂﬁuo I r'zr%fecr:gdt?(}ltr%meretlry

Aol 21, 1907 SHNATE Atk

A dated Ap | glllE li
(e:ectrlcai sa?ety} wl the

and returning Sane:

HOLEE CMMITTEE 'IllJTE»'ﬁRCINMTIEESlEI'I'IUTE
FREAIAEBA HO [A

Senator Thms nowed that the Senate concur In th" llous"

ﬂﬁs?uest b&n % %ﬁgﬁﬁ E Eh
voice vote, the Senate fui to con-

cur Inthel—buseama ents.

Tre Secrehary was, Instructe t? SO InTorn th" I—buse nd
request that” the lloune recede from

e e Aerreregéereead iy

followdr s ML L L ngr%a'e“ i
Page ?, Ime 9. Change  onetothree
Page ?, line 10 Change  oretofr- ?
Pae ?, line 11-  Ads to nenbjer (twice in 11L i
Page 2, line 1?1 Change oreto.hree
Dﬁt%%’a&(}ﬁtﬂ@'%%ﬁ% B

estlo bein nsll lh ﬁﬂ;ﬂ?&o |
9 CI§e vot"' nate ongd]réah;ltw

Secretary Was nstruct‘* fo so not

COMMTIEE S PSTITUr. roR DM H) U/A amll. WA
Was referred to the Secr" rry ior enrollmrnt m |

ﬁlﬁﬁ %% dated nlféﬁ ﬁr@ortsolu??d St%r%%htg/e
are ereW|t transmltt or ton,: ...

HOUEE GO ARV FESALUNAT HD 7.
house joiht Pisoi.in-iou ho. 73
HOUEE COHOUM T XL'A2TIAl HD '/j Chancdd

%th sla

i éBus ferltula her
nduct e r I uat . Was i ad th"
?Orst t|e- rg]erred )t)o e Resourc ormrt?r«

I}



SENATE JOURNAL

a i t\mi a t at k teg rai atuinp

sixth u.ci.'ii.,ATHRE - kinr.t sksjion

Juneau, Alaska April 22, 19b9

Elghty-Slyth Day

ursuant to rnment wss called to order
g/ E’res}dentagh ilips at If

RoII call shoved nil nenber* 1 esent.
Prallye][ Ioffered by the @ ,/Inlo, the Reverend Ralph

”OJl’ ﬁven her t rof aII freedom,
n t i
r a ts ba5|c free-
res t] 0 avm peC|aI m%?ests
bssm} & B varyln
|n| s de SI e and”also

1 be% 5

ebte to eC| |V|du istic
self-re |én Pro rg 8' 1zens . .
e ST e @esaﬁ%o e
8(])&‘!0’] problei e and to prow8e or our common

1% Bl ihk ofessel SRvfors™"

Iour%”?é?%cer RRY. et EE%.%P”F&&” §?f the
asked ?Jnr%nlrrms eS(raHtushat the J urna be Vrd e
us submitted. 0 Jectlon t WIS SO SPBeOVSd

«'m 'Ad! ; KPOU Till. IP™

The message dated April 19, 19»9 relating to COMMITTEE
*TUII-.TITUTi; POR r.tlIATE DIM. MO bl (page 76» Of the

This"essae hadf' ka4 held"one elgisTative ey for

study.

Eﬁénaéqlrui%alrcrgﬁchr n aql ﬁjlfxesg unanlrrws con EEMPPIIEE

CCCDh
81



M

INATE AR\ April ¢2, 1)m)
IU,E R relatlngt oil
gases I r%ectlon
I ere ecretar structed to n

CCNM!PEE TR BILL NQ 81 mll,
ven referred to the Secrefary for enrolTment.

?]R 3 dated %Hl 21 ﬁ r d I\i)a%]g tlie
'ﬁesm returnlng sane.

I B PSRy o Tkt

rressagf ated was read transmittin
¥n* enrol(e |eAs’0 %‘ tQI%Le ollo ng resolutions 9
or the S|gnatu es of the PreS| and Secretary:

af=e JONT RESAUNAN ND 5
IQUE JONT RESAUNAN ND 6
HOEE JOINT REAUNAN ND 5'<am
nowr.E JONT REQUNAN ND °H
Wl EJONT RESQUION N "6
HOLEE JONT RESQUNAN N 3

The enrplled |es of, the resolutipns, were
5|gned E{? e5|dent and Secretary returned

o SETHE R ) el Bl R

owing anerdrrert ret ning sanel
GRS RN
the i
Tage 1, line ii: I sert perates”,
e LN I R 9 PR
rage J, lines 16, SiP ar%ﬁ]r% ol Be ore N
‘or In 5!:";'1”? ph ys&:g»
control o}

"enainr Thomas moved that the ".enaie CONCUr In the

HOUSE ame jr It, t9 COMMITTEE O'JBSTITNTE POR SENA E
(%>Iclary> voice vote, the I

dld nut concur IN the House amendments. The

Secretary was Instructgd to so InTor” th" llouc»

and a-u It to recede TMOM Its amendment.

SENAE JOUNAL

Apil 22, 19

O IR e B RTINS

g Sare
HARST REAOIND AND REFERENCE F HOUEE RESALUTIONS

E%HEHE[P req U?ggp?tthe con trUCtI nN?sstV\O Qéedﬁailornal

?eeéadt[[ e f|r t tine re erreg to th State gtffalrs
rmmml ) f mm
COMMUNICATIONS
"April 19, 1969
I-é)nor Phillips
Asesr(aent o} %téeagenate P
Juneau,
Dear Brad

%&/J\nsh toIF ress. e%h pPre atlé)en andset:]azks to
prethday art ﬁ ?lt
e *gu'sts iyt
ebratlon p053|
Sincerely,
5/ Mark J%cobs Sr.
Jacobs
| | .
moved and asked unanlnwf_ti:ggsent

%at ﬂtekge%re arrg/msend a

requ stlng 8% t SESSIQn
(0] COI'ISIQBI’ the COBeI matlon 0 g(’:epfo ntments

rderedGoYt% ngecretary mas'?%structe’d to transmlt the
Message.

REORT. of stabbing conmittees

IR
an



ENCLOSURE 24



Ninx of
Will

FdliCrwk
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COOK INLET DISCOVERY ROYALTY APPLICATIONS

Fint
Affidavit or
clum ofdi>

tearn

12/3/63

11/12/62

11/12/62

9/17/63

5/21/6$

6/18.6%

i<y2v«s

5.-23.66

Ditc of
written
dccinon
gr»nting
diacovcry
fPYIItV
2/18.-64

1/15-63

11/24/64

12/19/62

9/14.65

8/27.'6$

1/19712

V19 66

Dale
Effective 12 \n%
dale of the Commence- royalty
10-year ment of replaced 5%
di*oo>rry commereuJ ditoovery
tcnaltt CffidutUeo rarilttxiu
5/1/61 None No royalty
ever pad
6/10-62 566 6/10/72
9/1/62 369 9/72
1/1.763 368 1/73
6/1/65 567 675
6/1/65 1/67 6/75
10/1>65 10/67 1075
5-1/66 10-68 No
production
i/vVt 1972

APPLICATIONS DENIED

i*DL Date of
ilumba Ducflisrr
00590 4/10/61
1759% 6/10-62
17589 S/21/62
17599 12/1/62
18761 V16.-65
18731 $-216%
17594 9/29.6%
17598 V28.66
sWec/Wri!

Trading Bay No | »MHo 2

Shed J-UUW Gte*r*| Shoal

W FcrtianJ t.'iMNo J

KaW < Shod No 2

Trackg|U™* Suacfio 1

ADLNnofcl

17$97

1>7M

1*777

33431

period
royalty
actually

reduced

Never uted

6 yean
1 month

3 yean
6 months

4 yean
10 month.!
| yean

1 month

8 yean
5 monthi

1yean
I month

About 4
yean



ENCLOSURE 25



>»

NORTH SLOPE
DIS'.0VERY ROYALTY APPLICATIONS

Date of Status of
LusslADJL  WdLNamec EictiLNamc AppiLcom Application Application
28303 Prudhoe Bay State Ul Prudhoe Bay ARCO 3112168 Granted
25633 Ugnutfl Kuparuk ARCO-BP 417169 Granted
34633 Sag Delta #4 Erdicott BP 2114118 Granted
34635 Niakuk #5 Niakuk BP 417/85 Granted
28297 Pt MclIntyre »3 Pt Mclintyre ARCO 5/12/89 Granted
25906 M»Inc Point G- Milne Point Conoco 1217189 Denied

Note;

Between 1968 and 1977 nine additional notice of discovery applications were Hied, but the applicants never
completed the full application procedure Those nine applications arc now expired.

Enclosure 23
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Anchorega, AK 99503

September 7, 1989

Mr. James Eason am

Director, Division of Oil and Gas 0))Y)
Department of Natural Resources o/pr*T 0,14 ©As
P. 0. Box 7034 °*'s office

Anchorage, AK 99510-7034
Dear Mr. Eason:

Pursuant to paragraph 12 of lease ADL 25906 and 11 AAC 83.210(a), Conoco Inc.
is submitting the attached Statement of First Discovery of Oil and Gas in
Commercial Quantities in a Geologic Structure precedent to filing an application
for discovery royalty for ADL 25906.

As indicated in the attached Statement and Exhibits, oil and gas has been
encountered in sufficient showing in well no. G-l to cause Conoco, a reasonable
and prudent operator, to conduct further operations to complete said well In the
discovery zone so that the well can be tested for potential oil or gas production
in commercial quantities.

As required in 11 AAC 83.210(b), Conoco will undertake production tests in well
no G-l to establish that oil and gas has been discovered in commercial
guantities. This testing will take place in the latte- half of September, 1989,
and we will furnish you sufficient notice and transportation (if requested) for
a representative of your department to witness the testing. The geologic data
required in 11 AAC 83.210(c) will be furnished in a timely manner.

If you need additional information concerning this Statement, please contact Al

Hastings at 564-7650. Conoco respectfully requests that the information

contained in the Statement and attached Exhibits remain confidential until the
lication and certification process.

AEH(jr)
File 500.58.08
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December 7, 1989

Hr. James Eason

Director, Division of Oil and Gas
Department of Natural Resources
P. 0. Box 7034

Anchorage, Alaska 99510-7034

Dear Hr. Eason:

Pursuant to 11 AAC 83.215, Conoco Inc., as Operator of the Milne Point Unit and
the sale Working Interest Owner of ADL 25906, requests discovery well certifica-
tion for Well No. G-lI. Conoco is in compliance with the filing provisions of
11 AAC 83.210.

It is my understanding that the Oivision of Oil and Gas will publish the
appropriate notice of this application for discovery royalty. If you need
additional information concerning this discovery royalty application, please
contact me at 564-7601.

Attached to this application is a brief discussion of the Pre-Drilling
Expectation and the Post-Drilling Verification for Well No. G-1. This discussion
summarizes the other criteria that have been used in the more recent discovery

royalty decisions.

Very truly yours,

Division Manager

AEH(jr)
Attachment
file 500.58.08
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WALTER I. HICKEL. GOVERNOR

DEPARTMENTOFNATURALRESOURCES a Sa*r* N
PHONE (977) 7622553
O1VISION OF OIL AND GAS
CERTIFIED HAIL
RETURN RECEIPT REQUESTED
April 4, 1991
DECISION
Conoco, Inc. Oil and Gas Lease
Suite 200 ADL 28297
3201 C Street Milne Point Unit

Anchorage, Alaska 99503

MILNE POINT UNIT G-1 WELL DENIED CERTIFICATION
A8 A DISCOVERY WELL

The Division of Oil and Gas (division) hereby denies
certification of the Milne Point Unit G-1 well (G-lI) as a
discover/ well. As discussed in greater detail below, this
denial is Dbased on the determination that overwhelming
evidence, including that submitted by Conoco, Inc. (Conoco),
clearly establishes that the G-I well fails the essential
"first discovery" requirement. The Shallow Oil Sands (SOS)
and the larger structure of which it is a part was clearly
discovered by previous exploration, and was publicly known.

Previous discovery is evidenced by: (1) several hundred
earlier exploratory, Kuparuk River Unit and Milne Point Unit
well penetrations which yield substantial electric log and/or
core data to recognize the accumulation, and (2) previous
successful flow tests of the accumulation from at least five
other wells in the Milne Point Unit, and a pilot project
within the Kuparuk River Unit. The division's evaluation is
supported by the geological, geophysical, and engineering
information submitted by Conoco, as well as by in-house data.

I-nclosurc 27



THE HISTORICAL BACKGROUND

Thg_l6gal basis for the discovery royalty

The statute that authorized the granting of a reduced royalty
rate for a discovery of a separate geologic structure was the
forcer AS 38.05.180(a), which stated in part:

the holder of a lease who drills and makes the
first discovery of oil or gas in commercial
quantities in a geologic structure shall pay a
royalty on all production under the lease of five
percent for ten years following the date of
discovery and thereafter the royalty rate of
twelve and one half percent.

Although this provision was subsequently repealed, it was in
effect when ADL 25S06 was issued. Paragraph 12 of the lease
describes the discovery royalty provision as follows:

If Lessee shall drill on said land and make the
first discovery of oil or gas in commercial
quantities in any geological structure, the
royalty rate under this lease shall, instead of

the rates prescribed in Paragraph 11, be five
percent for a period of ten years following the
date of such discovery, and thereafter the
royalty rates shall be those prescribed in
Paragraph 11. If this lease is committed to a
unit agreement approved or prescribed by Lessor
as provided in the regulations, the five percent

royalty rate shall not apply to all, but only,
the production allocated to this lease under such
agreement.

Regulations implementing the discovery royalty statute were
initially adopted in August 1963 and were published at

11 AAC 505.74 - 11 AAC 505.748. They were subsequently
amended and renumbered as 11 AAC 83.200 - 11 AAC 83.230. In
January 1930, these regulations ware repealed. In

adjudicating the Conoco request for discovery royalty, the
department has used the repealed regulations as a reference
only, and does not consider them to be controlling.

Hiat-BigtotY

Humble Oil and Refining Company and Richfiald Oil Corporation,
in a 50-50 partnership, purchased Oil and Gao Lease ADL 25906
on December 9, 1964 at Competitive Oil and Gas Lease Salo 13.



The lease was issued as a conditional lease effective March
1, 1965, with a ten-year primary term and a fixed royalty rate
of twelve and one half percent. Humble later became Exxon
Corporation (Exxon), and Richfield became ARCO Alaska Inc.
(ARCO). ADL 25906 was added to the Milne Point Unit during
the second expansion of the Unit, effective June 1, 1983.
Conoco acquired Exxon's interest in the lease on July 28, 1987
and ARCO's interest on November 2, 1988. Conoco currently
retains 100 percent working interest and ownership in ADL
25906.

Drilling History

Four wells have teen drilled on ADL 25906. The first well
drilled on the lease was the Milne Point Unit G-I, which was
spudded on August 10, 1989 and completed on August 22, 1989.
The well was drilled to a measured depth of 4745 feet. The
operator logged, cored, and tested the Shallow Oil Sands
(SOS), which were, as anticipated, productive. Subsequently,
three additional development wells have been drilled on G pad
and four well each on H, I, and J pads.

Discovery Royalty Application History

Conoco submitted a Statement of First Discovery on September
7, 1989. The statement claimed to have discovered oil in
"Upper Cretaceous Formation sandstones™ in the Milne Point
Unit G-I well, located on ADL 25906, on August 15, 1989. On
December 7, 1989 Conoco tendered an application for discovery
well certification for the G-I well based upon well tests
conducted on October 31, 1989. In the discussion attached to
and made part of the application, Conoco characterized the
claimed discovery in terms of the "Shallow Oil Sands.” On
December 14, 1989 Conoco submitted "geologic data to establish
the geologic structure from which the G-I well produced oil
in commercial quantities.” That document also directed itself
to the Shallow Oil Sands, and expressly equated intervals
within the sands with what ARCO Alaska, Inc. calls the "West
Sak" and the "upper Ugnu."

Division staff met with Conoco representatives on January 24
and February 6, 1990 to discuss the application. On November
1990, Conoco submitted additional geological and geophysical
data in support of its claim. On December 10, 1990, after
division technical staff determined that the application was
complete, tho division published notice and separately mailod
notice of the discovery royalty application to known
potentially interested partios.

The division received no responses during tho thirty day
comment poriod. Therefore, the application stands unopposed



by any third party. Ho one has requested a public hearing,
and the div'jion has not requested a hearing in light of the
vast amoun” of available data and the fact that the applicant
has had a full opportunity to make both formal and informal
presentations of its technical and legal positions.

DIBCU38ION

The G-I vail did not make a first discovery.

The fatal deficiency of the application, demonstrated
unequivocally by materials submitted by Conoco itself, 1is the
absence of any "first discovery." The location and

distribution of the SOS have been known for almost two
decades. Published maps of the geologic structure and the oil
accumulation for the SOS existed prior to the drilling of the
Milne Point G-I well. The application itself makes clear that
the operator of the G-I well had a pre-drilling expectation
that the well would in fact penetrate a productive pool within
the same geologic structure and interval as had been
penetrated by hundreds of other wells within the Milne Point
and Kuparuk River Units. In light of the amount of available
information prior to drilling, it is clear that the G-l well
can best be described as Conoco's first planned production
well within the SOS. Below are listed a few of the facts
demonstrating that the structure containing the SOS was
discovered long before the G-I well.

O The East Uonu Ho. 1 Well

In 1969, twenty years before the G-I well was drilled, the
East Ugnu No. 1 well discovered' two structures containing
hydrocarbons: the deeper Kuparuk Formation (which forms the
basis of production from both the Kuparuk R‘ver Unit and the
initial participating area of the Milne Foint Unit), and a
shallower structure (which contains the intervals Conoco
refers to as the SOS) . The shallower structurewas tested and
flowed heavy oil at a rate of 20 barrelsperday.

The East Ugnu No. 1 well is located four and three-fourths
miles to the southwest of the G-I well. The geologic isopach
and structure maps, cross soctions and interpreted seismic
data supplied by Conoco show that tho SOS, present in boch the

Based upon this discovery by the East Ugnu No. 1 Well,
the owners of ADL 25633 were granted discovery royalty rights
for any production of oil and gas and associated hydrocarbons
attributed to that lease from any tono of production,
including the shallow sands, during the first ton years after
the date of discovery, l.e.. for the poriod from May 1, 1969
through April 30, 1979.



G-1 and East Ugnu wells, are contained within the same
geologic structure. Furthermore, the sands present within the
Shallow Sands Interval in both the G-I and East Ugnu No. 1
well are part of the same reservoir. These sands are part of
a large Late Cretaceous and Paleogene deltaic system, and are
interpreted as being deposited in shelf, delta front, delta
plain and fluvial environments.

Reservoirs found in these environments typically contain
multiple stacked and partially isolated sands. The individual
sand bodies which make up the SOS clearly demonstrate this
reservoir heterogeneity. However, geological, geophysical,
and engineering data indicate that, disregarding localized
reservoir discontinuities and small faults, the SOS reservoir
is continuous between East Ugnu No. 1 and Milne Point G-I.

O Conoco's discover/ royalty certification application

On December 7, 1989, Conoco filed its application for

discovery royalty certification. Attached to and made part
of that application was a discussion of pre-drilling
expectations for the G-I well. That documents admits

The risk of geologic nonsuccess for the shallow
sands at Milne Point is small. Sufficient
regional data in existence before the drilling of
Well No. G-I minimized the risk of not finding
the geologic structure.

The next paragraph of the document generally discusses thu SOS
in the Milne Point Unit and the West Sak in the Kuparuk River
Unit as the same structure, and estimates that in excess of
$150 million had been expended in drilling, testing and pilot
project work. The document bluntly <characterizes the
difficulty with establishing sustained production from the SOS
prior to the G-I well as a "completion and production problem,
and not a question of finding sufficient in-place
hydrocarbons.H

The attachment to tho application goes on to state that pre-
drilling expectations were confirmed:

The pout drilling confirmed that the Dbasic
geologic structural definition boforo drilling
commenced was correct. Minor changes ir. sand
thickness and fluid content slightly altered oil
in place values.

This proves beyond any doubt that Conoco did not discovor the
structure. It know to a high degree of confidence and
specificity what it would encounter.

5



o] Ibs application for a participating area for
production from the SOS

On November 16, 1989, Conoco applied to the Division of Oil
and Gas for establishment of a participating area within the
Milne Point Unit for purposes of production of hydrocarbons
from the SOS. That application states that "The Shallow Oil
Sands have been tested by six wells within the Milne Point
Unit." The G-I well was drilled in 1989. Of the other five,
one, the A-lI well, was drilled in 1980, and the four others
were drilled in 1982.

Nothing suggests that the SOS tested in the Milne Point G-I
well contains oil or reservoir rock of significantly better
quality or quantity than revealed in the five previously
tested wells within the Milne Point Unit. Thus, even without
any consideration of the many wells drilled into and testing
the SOS in the Kuparuk River Unit, Conoco's own submissions
reveal the fact that five prior wells within the Milne Point
Unit drilled into and tested the SOS many years prior to
Conoco's claimed "first discovery."”

O Geologic, .analysis submitted on December 14. 1989
and in November 1990.

That the SOS was discovered well before the G-1 well is
further proven by Conoco's geologic interpretations submitted
on December 14, 1989 an in November 1990. The December 14,
1989 document, entitled "Geologic Evidence in Support of the
Discovery Royalty for the Shallow Oil Sands" states:

The Shallow Oil Sands (SOS) of Milne Point
comprise 17 individual beds that are readily
traced between 72 well3 in and around the Milne
Point Unit. The type log for the SOS at Milne

Point is Conoco's A-l1 well. ... Although these
aands were originally found in 1969 by the SOCAL
Kavearak 12-25 well, the nearby A-lI well was

chosen as the type well because of its modem
(1981) [sic) well log suite.

Emphasis added. This statement admits that the SOS was
originally discovered in 1969, and that 78 walls predating the
G-I had explored it to tho extent that it could be "readily
traced.” Indeed, Figure 3 to the document, entitled "SOS
Regional Structure,” includos a large area of the Kuparuk
River Unit within its mapping of the SOS, and traces between
four wells within tho Milno Point Unit and fivo wells within
tho Kuparuk Rivor Unit.



This quotation is also significant because of its use of the
A-1 well as the type well. Although well logs from 1989 G-
1 well (the claimed discovery well) were available, Conoco
chose well logs from the nearby 1982 A-l well for purposes of
discussion of the geology.

The December 14, 1989 submission also correlates the
nomenclature used by Conoco in describing the SOS with the
nomenclature used by ARCO in describing the West Sak and the
upper Ugnu in the Kuparuk River Unit. See second paragraph
of the first page, and Figure 2.

The November 1990 submission also correctly encompasses the
entire SOS, including West Sak, in its discussion of the
geologic structure for which the discovery is claimed. While
both the December 14, 1989 and the November 1990 submissions
lend support to the conclusion that the SOS is separate from
the Kuparuk Formation and the Prudhoe Bay field, they do not
support the conclusion that the SOS in the Milne Point Unit
are part of a geologic structure that is separate from the
previously drilled and tested West Sak or the other SOS
intervals previously drilled and tested within the Milne Point
Unit.

0] Information submitted in suppgrt QI LQY-3ltY-
rstivttign

In support of its efforts to obtain a royalty reduction for
production from the Milne Point Unit (separate from this
discovery royalty application), Conoco previously submitted
to the Division a copy of a Conoco document entitled "lInitial
Development Plan for the Shallow Oil Sands in the Milne Point
Unit." This document, prepared in 1985 (four years before
the G-I well was drilled), described the "wealth of
information” that had been compiled and analyzed about the
SOS. Page I1V-1. While the document concluded that there was
a need for further delineation, it nonetheless described the
geology, made estimates of oil in place, and described

production methods and scenarios. See, e.g.. pages Il-1 and
-2 .

Tellingly, four years before tho G-I well made what Conoco
claims is the "first discovery"” of tho Shallow Oil Sands,
Conoco had developed a "Shallow Oil Sands Development
Philosophy™":

The shallow oil sands have always been targeted
for development aftor the Kuparuk zone was fully
developed and qgxccss facility capacity became
available.

Pago 1V-6.



Conoco misapprehends tiha "commerciality” 1issue.

In the "Pre-drilling Expectation and Post-drilling
Verification” discussion submitted with the December 7, 1989
application for discovery royalty certification, Conoco
appears to suggest that risks relating to "completion and
producing techniques, and crude price and perceived price
stability™ are somehow pertinent to the issue of whether
Conoco's G-I well made the "first discovery of oil or gas in
commercial quantities in a geologic structure.” I disagree
for the following reasons.

First, the statute and lease term speak in terms of commercial

guantities. The basic information about the quantity and
quality of hydrocarbons was known before the G-I well was
drilled. As noted above, the well only resulted in "minor"

or "slight" adjustments to Conoco's pre-drilling estimates.
In short, there iu nothing about the drilling of the asserted
discovery well that could be characterized as a discovery of
a heretofore unknown quantity of oil.

Second, Conoco argues that no well has been certified as
capable of producing in "paying quantities” prior to the G-
1 well. This argument is irrelevant. There is no evidence
that any other party has ever sought a "paying quantities”
determination for a well targeted for the SOS. Moreover, the
"paying quantities” determination i3 made only for particular
purposes, unrelated to the discovery royalty issue. See.

Pan American Petroleum Con?, y, Shell 455 P.2d
12, 23-24 (Alaska 1969).

Third, the risks Conoco faces in putting the SOS into
production are production related, not discovery-related
risks. Conoco  stresses the "costs of continued
experimentation with completions, the risks concerning oil
prices and transportation costs.” While these are genuine
risks, they are not discovery risks, were not unique to this
well, and tho G-l well did not resolve those risks. Those

Conoco explicitly states that tho "(p)roduction
history also verified that the completion technique utilized

in G-1 will not provide the long term completion needed for
full scale development. Additional experimentation with
completions will bo required before economic development is
a reality.” Thus the G-I well, besides not being the
discovery well for tho SOS, did not resolve all production-
related impediments eithor. It is just as clear that thero

is no nexus between the G-l well and the resolution of other
risks. Nothing about the drilling of the well could possibly
affect future taxes, oil prices, and tho like.



kinds of risks are common to all development projects. The
discovery royalty was designed as a reward for undertaking
discovery risks, not development risks. Conoco's 1985
"Initial Development Plan for the Shallow Oil Sand3 in the
Milne Point Unit" and attachment to its December 7, 1989
discovery royalty application demonstrate that the development
decision was a natter of timing (in relationship to the

production from the Kuparuk Formation), oil prices,
transportation prices, taxes, completion and production
techniques and other such issues. In other words, actual

development was determined by factors wunrelated to any
discover-/’ efforts made by means of tho G-I well.

The .statute was changed to oipllcltlv__ Cocua on discovery
rather that commercial production*.

Tho Territorial Legislature enacted royalty provisions in 1955
that provided for issuance of oil and gas leases

with a royalty fixed by the Commissioner, with
tho approval of the Attorney General and the
Commissioner of Mines, at not 1e33 than five
pcregntua  Lii)  lifl___Xirai 1&n yqara_ax DfiH
production, and twélve and one-half porcontum
(12)) each year thereafter

Sec.3, ch.189 SLA 1955. Emphasis added.

In 1957, tho incentive was limited to the first proaucer in
a new area. The statute provided, as a general rule, for a
floor of 12 1/2), with tho following proviso:

provided that a royalty of notless than five
percentun (51) Cor tho first ten years will bo
allowed the flrat prgducar in.

Art. IX, sec. 2, Ch 184 SLA 1957.

In 1959, the legislature rejected the oarlior incentives
triggered hy commencement of production, and restricted the
five percent royalty to tho loase wupon which a "first
discovery of oil and gas in commercial quantities in a
separate qeologxc structure” is made. Section 7, ch. 169 SLA
1959. This loaves no room to award a discovory royalty in
this case. The risks and costs of commencing production
(whethor "new production” generally or as the "first producer
in a new area") were rejected by the legislature as a basis
for a reduced royalty. Tho legislature replaced an incentive



tied to commencement of production with an incentive tied to

"first discovery." The division has no authority to attempt
to circumvent that clear intent.

CONCLUSION

The intent of the repealed statute was clearly to provide an
incentive to discover and place on production new fields in
previously untested structures. The statute foremost required
the holder of the lease to "drill and make the first
discovery” in a geologic structure (AS 38.05.180 repealed).
Conoco exposed the fact that the G-I well is not a discovery
well in the attachment to it3 December 7, 1989 application by
stating "Tho risk of geologic nonsuccess for the shallow oil
sands at Milne Point is small."

Accordingly, tho Milne Point G-l well clearly does not moot
the criteria for a discovery well. This well penetrated the
Shallow oil Sands in a geologic structure that had been
discovered and determined to be productive over 20 years ago.
Since 1969, the SOS has fceon penetrated and been found to bo
a hydrocarbon reservoir by hundreds of wells in tho same
geologic structure. Therefore, it is clear that the Milne
Point G-l fails to meet either tho requirements or the intent
of the repealed discovery royalty statuto.

frames E. Eason
Director



WALTER J. HICKEL GOVERNC

DEPARTMENT OF NATURAL RESOURCES FORXIH

ATREA M

OFFICE OF THE COMMISSIONER

CERTIFIED KAIL
RETURN RECEIPT REQUESTED

January 16/ 1992

DECISION
Conoco, Ino. Oil and Gas Laasa
Suita 200 ADL 25906
201 ¢ atraot Kilna Point Unit

Anchorage, Alaska 99503

DECISION AFFIRMING DIRECTOR'S DENIAL OF DISCOVERY
CERTIFICATION BASED ON MILNE POINT UNIT G-I WELL

I have carefully reviewed tho decision ("Decision") of tho Director
of tho Division of Oil and Gas denying a "discovery royalty" to
Conoco, Inc. ("Conoco"). The Docision concludes that Conoco's G-I
well in the .Milno Point Unit did not qualify the lease for an award
of the reduced "discovery royalty"” rate because tho well did not
make a "first discovery of oil or gas in coaaercial quantities in
any geologic structure.” In essence, the Decision concludes that
both the existence of the geologic structure (referred to variously
as the "Schrader Bluff Formation"” the "West SaX," and the "Shallow
Oil Sands" ("SOS")) and the quantities of oil accumulated in the
structure wero known prior to the drilling of the well. Tho
Decision determined that it was most accurate tc describe the G-I
Well as "Conoco's first plannod production well within the SOS"
(Decision at 4, esphasis added), not as a "discovery well."

| have also carefully reviewed Conoco's appellate brief. Conoco
does not deny that the structuro had previously been discovered
through tho drilling of other wells, and that prior exploration had
yiolded confirmation that the structuro contained a large
accumulation of oil. Brief of Appollant ("Br.") at 1-2, and 3 at
n.l. Sat also Affidavit of Alan Hastings, paragraph 10 ("Hastings
Aff."), where it admitted that in 1905, four years before the G-I
Well wee drilled, a study by the Milne Point Unit had estimated
that there were "over 366 million barrels of oil in place” on the
lease at issue alone. In light of this admission that the G-1 Well
broke no new exploration ground, it is not surprising that Conoco
tries to diminish the significance and common sense meaning of the

"discovery" requirement. Thus, Conoco argues that the key
raquiresent is not a discovery at all, but rather the mere drilling
of the first well that establishes "commercial quantities.” The

term "commercial quantities” is, in turn, equated with actual



Decision Affirming Director™s Denial of Discovery
Certification Based on Milne Point Unit 0-1 Hell
January is, 1992

"commerciality” (Br. at 4, 1.1) and "capability of commercial
production” (Br. at 2, 11.14-15, emphasis added).

My review of the record of this appeal, and a common sense
application of former AS 38.05.180(a) and the lease to the facts,
compel me to affirm the Decision of the Director.

The former statute and regulations intended to -encourage the
diaaovery of new oil bearing structures and once a new discovery is
made, to encourage rapid development of and production from the
structure.

The plain language of AS 38.05.180(a) shows that the legislature
intended to encourage drilling to discovery previously unknown oil
bearing structures and once a discovery i3 made, to encourage rapid

development of and production from the structure. "Discover" means
to "be the first to find, learn of, or observe.” Am. Her.
Dictionary 376 (1970). In thi3 instance, it means to find an oil
bearing structure, not previously known. This requirement is
emphasized by the term "first discovery.”" Importantly, the statute
ties the finding with "drill(ing)". Thus, the statute obviously

seeks to encourage exploratory drilling. The statute also plainly
encouragos rapid production by limiting the reduced rate to a ten
year period following the date of discovery.

The Alaska Supreme Court has stated that tho former regulations
implementing the statute specified the three elements required by
the statute for discovery well certification: date of discovery,
commercial quantities, and geologic structure. See Union Oil Co.
v. State. 574 P.2d 1266, 1269 (Alaska 1978). The regulations
suggest that these elements aro separato and distinct, and can be
established at different tinea. When read am a whole these
regulations foster the dual purposes of the statute—to oncourago
exploratory drilling and rapid production.

The regulations define the date of discovery element as the date
that an operator first finds oil or, in the exact of language of
the regulations, "first oncountors sufficient evidence of oil or
gas in a particular geologic structuro”. 11 AAC 83.200. This
event starts the running of tho ten year reduced rate period, Il
AAC 83.215. At this point, tho operator is not required to show
that the evidence is sufficient to prove production in commercial
guantities, only that the evidence 1is enough to cause the
reasonable operator to continue operations. In order to preserve
his priority, he must provide a sworn statement of the first
encounter within thirty days of tho encounter.

™)
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The regulations do not require the operator to provide evidence of
the second element, commerciality, until later. This is consistent
with the reality that an operator first encounters or discovers
oil, and then tests or evaluates a find to determine whether it is
commercial. Shoni Uranium Corp. v, Federal-Radrock Gas Hill
Partners. 407 P.2d, 712 (Wyo. 1965) ("Upon the discovery . . .
there was an implied obligation on the part of the lessee to do
whatever was necessary under tho circumstances (1) to ascertain
whether the deposit existed 1in commercial quantities; and (2)
thereafter to reasonably develop”) (deletions in original). The
regulations provide that the operator must continue to work
diligently to "complete a well in the discovery zone . . . that can
be tested for . . . commercial quantities.” 11 AAC 83.210. The
second event occurs when the operator establishes commercial
quantities. 11 AAC 83.210(b)(1).

The third event occurs when tht operator establishes that the
discovery is in a separate geologic structure. This can occur up
to ninety days after the date of the commercial quantities
potential test.

Conocoaxgument equating the eefirst to drill and disco*es* oil”
with the "first to produce oil” it Inconsistent with the statute'a
plain language and would frustrate its purposes.

The director denied Conoco's application because he found that the

G-l well was not the first well to discover oil in the SOS
structure. Both the East Ugnu Wo. 1 well and the A-1 well had
encountered oil long before the G-I well. Conoco argues that the
discovery requirement and the commercial requirement should be
collapsed into one test. It asserts that who discovered the oil is
irrelevant. Br. 8. According to Conoco, in order to be the
discovery well, the well itself must be shown to be "capable of
production in commercial quantities."” Br. 8.1 Thus, discovery

1 1 need not address whethor tho repealod regulations are
binding or not. Conoco's argument, which is premised on the
regulations continued validity and on Conoco's interpretation of
former 11 AAC 83.205(1) which defined "discovery,"” ignores the
entire context of the regulations and is nonsensical. Under the
regulations, the first or initial discovery of a discover)' *°ne in
a structure is the first oncounter. 11 AAC 83.210. The commercial
guantities teat of tho zono may be demonstrated in the first
encounter well or a lator well in the same structure. 11 AAC

83.200-.215. By misinterpreting 11 AAC 83.205(1), Congco would
(continuod...)
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depends not upon new knowledge of an oil-bearing structure acquired
through drilling, but upon technological improvements, new tax
benefits, projected oil price, and the operator's internal
economics. See App. Br. 3; Affidavit of Harold D. Haley at 3,
paragraph 6.

Conoco's interpretation would change the statutory language whoever
"drills and makes the first discovery"™ to whoever "first completes

a production well." The Decision pointed out, this would in
essence make the statute read as it formerly did in the territorial
days. it would reward purely production risks as opposed to
discovery and production risks. As discussed in the preceding

section, discovery royalty was intended to reward those who
successfully undertook the geologic and economic risks associated
with exploration tied to rapid development. While oil prices, cost
of production, and efficiency of production influence when an
accumulation of oil may be brought into production and what level

(...continued)
require that both discovery and commercial quantities be proved in
the sane well. Br. 8-9.

Conoco's incorrect reading of 11 AAC 83.205 ignores the provisions
of 11 AAC 83.200, .210, and .215, all of which contemplate that
discovery and commercial quantities may be shown at different times
and in different wells. Reading 11 AAC 83.205(1) consistently with
these other provisions, "first acceptable evidence in a drilling
well of the existence of oil or gas" refers to the first encountor
while tho modifying clause "which can be produced in commercial
guantities after well completion™ refers to the requirement that a
wall in the structure must meet the commercial quantities test. It
is noteworthy that 11 AAC 83.205 does not require that the well
which provides the first acceptable evidence bo tested or produced.
11 AAC 83.205(1) reft : to whether the structuro can be produced in
commercial quantities and refers tc a future test in some well, not
necessarily the well providing the first acceptable evidence of
oil. The commercial quantities test only confirms that the first
encounter has met the statutory requirement of a "discovery of oil
or gas in anv geologic structure.” AS 38.05.180(a) (emphasis
added). This is consistent with the division's and industry's
twenty year history with discovery royalty that "discovery occurs
upon the first oncountermont of oil and gas, not upon tho date of
adrill atom test confirming the oxtent of tho discovery of oil and
gas." See Hiakuk 34635 No. 5 Certified as Discovery Well ADL 34635
Conditionally Granted Fivo Percont Discovory Royalty (September 2,
1988) at 5.
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of profits or lons the producer nay enjoy, they do not determine
when a "discovery" has taken place, or change the quantity of oil
that has bean discovered. Conoco's interpretation would frustrate
the statute's du*il purposes.

Conoco's interpretation would allow the operator to choose his
discovery wall and thereby manipulate the date of discovery to
frustrato the rapid production intent of tho statute. Since the
ten year reduced rate commences on the date of discovery, an
operator, who ercountered a good show of oil, could delay the
commencement of the period by delaying completion of tasting of
commerciality to coincide as closely as possible with the
initiation of acuual production.

Conoco's interpretation would also Ilead to absurd results as
illustrated by a hypothetical example. Assume that lessees A and
0 purchased adjoining leases over the same prospect. However, only
lessee Aundertook the costs and risks of exploration, discovering
a large accumulation. Assume, however, that the low quality of the
oil and the high cost of production rendered it uneconomic to
produce the accunulation at forecasted oil prices. Further, assume
that after the results of lessee A's discovery efforts became
public, a war in the mideast caused large price increases.
Finally, assume this causes both lessee A and lessee B to commence
drilling in ordjr to produce oil from this known accumulation.
Under Conoco's theory, lessee B would be credited with making the
"first discovery' of oil in commercial quantities in a geologic
structure” if it were first In completing its well, despite the
fact that lessee A had actually undertaken the discovery risks some
years earlier, and lessee B did nothing except more quickly respond
to a changed eccnomic opportunity. This makes no sense.

Tho decision in Joseph 1. O'Neill. Jr. 77 Interior Dec. 181, IBLA
70-39 (1970) , supports my interpretation. In that case an argument
similar to Conoco's argument that "discovery of oil and gas in
commercial quantities” means "a well that is capablo of production
in commercial quantities™ was rejected by the federal Board of Land
Appeals. The Mr.neral Leasing Act provided that leases segregated
from a primary lease would bo extended for two years from the date
of "discovery of oil or gas in paying quantities”™ upon any other
segregated port:.on of the lease. The Board of Appeals rejected an
argument that a well capable of producing oil or gas in paying
quantities was required before an extension would be granted.
After stating- that "discovory"™ means "to find something not known
before"” the Board refused to read into the statute a predicate of
a well capable sf producing in paying quantities. Id- at 61. It
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stated that if Congress wanted to impose such a requirement, "it
could have easily so provided. It did not.”™ Id. at 62.

Likewise, had the legislature intended to reward only production,
it could have easily awarded a reduced royalty to the first
producer in the structure like the Territorial legislature did.
But, it did not. | will not equate discovery with production.

Aa explained in detail in the Decision, the G-I wall did not make
the first discovery of oil and gas in the SOS structure.1l Conoco
knew not only of the existence of oil bearing structure, but also
the supergiant size of the accumulation, before it drilled. It did
not bear any exploratory risk.

Even if Conoco's argument was correct, it would not be entitled to
discovery royalty bacausa previous vails demonstrated commercial
quantities.

The G-I well was hardly the first well into the SOS that yielded
"acceptable evidence"” of commercial quantities in the discovery
zone. As explained in the Decision, many wells, including Conoco's
own A-lI, B-2, A-3, and N-1B wells, drilled and tested earlier in
the SOS yielded that evidence. | find that the flow rates from
potential tests in several of Conoco's earlier wells yielded
acceptable evidence that oil could "be produced in commercial
quantities.” Furthermore, Arco's pilot program in the SOS
structure demonstrated that the structure was currently commercial,

* Conoco cites two other discovery royalty applications in
support of Its idea that "first discovery"” is different from "first
encounter.” Neither of the cited cases assist Conoco. It i3 true
that Point Mclintyre No. 3 was certified despite the fact that
earlier wells had penetrated the structure. However, it is clear
that merely penetrating the structure does not constitute a first
discovery. In the case of Point Mclintyre, the operators of the
wells making those earlier penetrations (the Point Mcintyre No. 1
and No. 2 wells) failed to acquire sufficient evidence of a
discovery before abandoning the wells as dry holes. Such
corroborative data might have Included open-hole logs, tests, or
core data from the discovery intervals. This sharply contrasts
with the circumstances extant with Conoco's knowledge regarding the
SOS, where over a billion barrels of oil were known to exist from
prior exploratory drilling.

In the case of the Sag Delta No. 3 well, it encountered no
productive interval at all.

[->.
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albeit only marﬂinal. See DeRuiter, Nash & Wyrick, Solubility and
Displacement Benavior of Carbon Dioxide and Hydrocarbon Gases with
a Viscous Crude oil, SPE 20523 (1390).3

Conoco argues the failure of any previous owner to wundertake
commercial development demonstrates that the previous wells did not
discovery commercial quantities. First, the fact that no earlier
lessee applied for certification is irrelevant. Br. at 7-8. The
issue is not whether others could have qualified, but whether
Conoco does. Second, the other's failure to develop in not
surprising, given that the owners'" decision to develop the
underlying more economic Kuparuk structure first for their own
internal reasons.

Even under Conoco's interpretation of “discovery" any benefit from
dieaovery royalty would have expired before the drilling of the G-I
well

| have previously stated my opinion that the first encounter well
is the discovery well. Even 1f | accepted Conoco's argument that
the first well to produce was the discovery well, the first
encounter would nevertheless start the running of the ten year
reduced royalty period.

Both regulations 11 AAC 38

3.200& 210 refer to the first encounter

of oil and gas. 11 AAC 83.210 states

to establish priority as to the time and date of
discovery, an operator must furnish the committee
with a sworn statement and substantiating evidence
acceptable to the committee that oil or gas has
been encountered in sufficient showing to cause a
reasonable and prudent operator to conduct further
operations in an effort to complete a well in the
discovery zone so that the well can be tasted for
potential oil or gas production in commercial
quantities. The statement must include the time

and data of first discovery

* Conoco misunderstands the commerciality test as defined in
the regulations. Conoco would require actual commercial
development as the only method of satisfying the commercial
quantities tost. Br. 5. The regulations only rsquire a potential
test which would in the future lead to one additional well with a
reasonable profit if a market existed. 11 AAC 83.205. No actual
development is required.
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[t is clear that "first discovery" refers to first encounter in
this regulation.

Regulation 11 AAC 83.215 states that "the date of commencement of
the 10 year-5 percent discovery royalty term shall be the first of
the next month after the established date of initial discovery."
[t is clear that "initial discovery" in this regulation refers to
the same event referred to in 11 AAC 83.210 as "first discovery,"
namely first encounter of the discovery zone. 11 AAC 83.215 bases
the date oil initiation of the 10 year reduced royalty on this date,
which is distinct from the date in which a well establishes oil in
commercial quantities. Both the division and the industry have
consistently accepted that the ten year period begins to run from
the date af first encounter, not confirmation or establishment of
commercial quantities. See Niakuk. supra at 5. Therefore, even if
| were to accept Conoco's claim that the G-l well established
commercial quantities in the SOS structure (which | do not), the
date of commencement of reduced royalty would be controlled by the
date of first encounter. Indisputably the date of first encounter
or initial discovery of the SOS occurred more than ten years prior
to the drilling of the G-l well and subsequent initiation of SOS
Froduction ADL 25906. Therefore, none of the production from this
ease would be entitled to a reduced royalty.

Conclusion

The discovery royalty expressly rewards the one who makes a "first
discovery," not the one who is "first into production." | know the
difference between discovery and production. Conoco knew when it
drilled the G-l well what the structure was, and, to a high degree
of precision, the quantity and quality of the oil accumulation that

would be encountered. Conoco faced not the risks of a dry
exploration hole, but the economic risks associated with taking
someone else's discovery into production. It is not my role as

lease manager on behalf of the citizens of the state to transform
the discovery incentive into solely a production incentive.
Therefore, | affirm the Decision of tho director.

Commissioner

Vv






MONTHLY SAVINGS ATTRIBUTABLE TO THE DISCOVERY ROYALTY PROVISION

Example Month: JULY 1994

Field Sayings

Niakuk/Lisbumc $198,768.00
Point Mclintyre §$534,118.00
North Pmdhoc Bay S51.587.00
TOTAL S784.473.00

Enclosure 28



SB 112 - Witnesses Before the Senate Resources Committee

Chenoweth, Jack Leg. Affairs Attorney 3-8-95

Boyd, Ken Div. of Oil& Gas,Acting Dir. 3-16-95
Boyd, Ken Div. of Oil& Gas 3-27-95
Van Dyke, Bill Div. of Oil& Gac 3-16-95

Tabler, Kevin Mgr. Union Oil Company 3-27-95



LEGISLATIVE REFERENCE LIBRARY

LEGISLATIVE AFFAIRS AGENCY
STATE OF ALASKA

1907) 465-3808
130 Seward Street. Suite 400

FAX (907) 465-2029
Mail Stop 3101 Juneau. Alaska 99801-2105

Copies of minutes listed below were originally included in this file. The minutes arc

available on the legislative computer database. In order to save space copies of minutes have
not been left in the files.

Mary Pagcnkopf

Senate Resources Committee
March 8, 1995
3:A5 p.m.

March 17, 1995
3:55 p.m.

March 27, 1995
3:A0 p.m.





