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CITY OF KENAI
NO il Capitaloff/llalha

210 FIDALGO AVE., SUITE 200 KENAI, ALASKA 99611*7794
TELEPHONE 907-203-7635
FAX 007-283-3014

May 4, 1995

Senator Loren Leman

State of Alaska

Capitol Building, Room 113
Juneau, AK 99801-1182

RE: MODIFICATION OF OIL AND GAS ROYALTY RATES
HOUSE BILL 207

At their regular meeting of Ma?/ 3, 1995, the Kenai City Council discussed the above-
referenced ill and its merits. The Council feels st_rongly that this pill will give the
Commissioner of Natural Resources greater authority to modify oil and gas royalty rates
lo he'p open up marginal oil fields to"development.

HB 207, as passed bly the House of Re res_enfatives byra,siﬂnif_icant marpln, provides the
flexibility In’setting royalty terms for marginal fields. ‘This flexibility will"encourage the

State and the industry to work t%gether_ t0 change the economic equation for marginal
fields, bring on new fields, extend”the life of existing fields and build a stronger eConomic

base for the future.

The Kenai City Council fully supports HB 207 (as passed uy the House) as it is a tool
which the State can use to énhance comPetl_tlveness of projects in the world market,
attracting Investments necessary to develop its oi and gas,potent,lal. Alaska will benefit
from new jobs, long-term reveriues and increased econdmic activity associated with the

development of new fields.

This bill, as passed by the House of Representatives, should not be significantly amended or
substituted as suggested by the Senate Resources Committee and needs to be passed this year.

CITY OF KENAI

JIW/clf



KENAITPENINSULA BOROUGH

144 N. BINKLEY « SOLDOTNA, ALASKA 99669
PHONE (907) 262-4441

DON GILMAN
MAYO*

May 3, 1995

The Honorable Loren Leman
Senate Resources Chair
State of Alaska Senate
Capital Buildin

Juneau, AK 99601-1162

Dear Senator Leman:

The Kenai Peninsula Borough Assembly supports the concept of oil and gas royalty
adjustments as embodied in"HB 207.

It is our understanding the bill would give the Commissioner of Natural Resources
Preater authority to modify oil and gas royalty rates to help open up marginal oil
lelds to development. Further, that it would provide the necessary flexibility in
settln% the royalty terms for marginal Field and encourage the state and industry to
work together to change the economic equation for the marginal Fields.

The Kenai Peninsula Borough depends in large Part on the economic viabilitr of the
oil industry and to that extent we would strongly encourage the development of a
long-term stable Financial plan which would include the royalty oil issue.

Sincerely,

/UIUIQV 1..JL.11"1, ["IRTUC I
Kenai Peninsula Borough Assembly

cc.  Senate Resources Committee: Senators Pearce, Frank, Halford, Taylor,

Lincoln, Hoffman
Senators Torgerson and Salo
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Letters

Debate for royalty relief centers on empty rhetoric

'By RICHARDA. FMBERG

e ESTER - Lost In the
wrangling over the current

state budget Is this impor—
tant /act about the state’s

spring revenue forecast:

Between the ament year

and 3010, the state now
estimates the North Slope

will produce 740 million

barrels ol oil more than it

forecasted six months ago.

"¢ This 10 percent Increase

in future production

uites to one added year

Soil pumped at the peak

TAPS throughput of 2 mil—
lion barrels per day. This

forecast increase was aa

wmplished without the aid

of the royalty relief mea—
sure the governor and a
few oil companies are

pushing.

- This added production is

the latest In a trend that

has been operating steadily

for a decade. Look back to
the state’s spring 1535 fora

cast. Then, oil prices were
in the high 320s and the

state’s forecasters thought

North Slope production

would fall below I million

barrels, per day in 194

Although oil prices soon

plummeted and stayed rel—
atively low, the North

Slope in 1554 was tn fart

producing 1.6 million bar—

rels per day and the fore—
casters said we wouldn't

drop belowT million until

2003. Six months later,

that ndmark has moved

back o 2004.

If xreased production
/i.e., s oned production da
dine) U an established
*(act, vay all the hurry to
enact new royalty relief?

-The answer Is simple: If
the slate wants to make it
easier to give away your
money and mine, what cor—
porate official would turn
it down?

The delate over whether
the public should forego Its
ownenhip share of oil pro—
duction oa behalf of pri-
vate developers is charac—
terized by a curious
absence of farts. When the
oil industry fought the
dosing of a tax loophole
known as the ELF (eco—
nomic limit factor) in 1939,
Juneau was flooded with
detailed and sometimes
conflicting spreadsheets as
legislators struggled to ap—
prehend the signilicsnce of
the proposal to end the tax
break for large fields.

That year, the industry's
arguments collapsed late in
the session when a
tough minded .Senate Fi—
nance Committee called for
an explanation of the con-

Let's make our roads safe

*If ever there has been an incident driv—
en example in the argument in favor of
ecapital punishment, the story about the
eight-time drunken driver April 15 war-

.rants an award in public awareness eiuca-

lien

, flirting numbers. The in—

dustry was revealed to be
stretching the truth beyood
the limits of recognition;
the legislature voted to
dose the loophole. Despite
dire predictions in 1989
that future production
would sutler if the bill
passed, subsequent fore—
casts and production re—
cords consistently have re—
flected increases In total
North Slope production.

This time, the industry
is not putting any numbers
on the board for review.
Instead, the delate in Ju—
neau is couched entirely in
rhetoric. And that rhetoric
ts empty, as the recent
forecast indicates.

Even more surprising Is
the administration's will—
ingness to destroy current
procedures that require the
Industry to make its case
far royalty relief public.
Some observers of oil and
gas policy contend that the
public always loses when
the industry Is allowed to
make and keep its argu—
ments behind closed doors.
That's precisely what the
administration's proposals
=would dol- =

Opponents of the current
proposal do not say that
royally relief will never be
neetssary. Rather, they ar—

Fctninazis*

Murder' Victims

gue that before the stew—
ards of the public's re—
source give up a portion of
our ownership share, of

White Malt SuPr”e]rCraﬁaiis
I —

Murder Vfr

production, the industry
should be required to make
a substantive showing that
should be reviewed careful —

ly, and insofar as possible,
inthe open. % m .
The clear trend estab-
lished by the state’s fore-—
casts demonstrates that
world supply and demand
ind technological improve-—
ments successfully are
stoking the North Slope’s
fires without new proce-—
dures that would jettison
the existing, carefully
crafted and effective public
safeguards. Since 1985,'the
stale's forecasted and actu-—

al production from the
North Slope for the
19(6-2010 period has In-—

creased more than 6.2 bit-
llpn barrels. This increase
equates to the annual addi-
tion of one year more of
production at current lev—

els than forecasted each
preceding year.
If this issue must be

argued with oversimplified
generalities, the following
maxims must be kept in
mind: -

1 Those who don't Icam
from history arc doomed to
repeat it.

2 Money talks.

JRichard A, Flneberg has
looked ot North Slope econom—
ic sod environmental issues as
i reporter, public official sod
wr.wit>nt for nearly 20 yeara.
Ht Itves In Ester.

crime. | think | have an old solution, u
suggest stocks incombination with a park

bench. History tells us
noying but taunting crowds were devas—
tating. So few would come forward to
give the prisoner some stale bread or a

Insects were an-—
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Subject of meeting:

HB 207 Adjustments to Oil and Gas

DO YOU WANT
TO TESTIFY?
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Mr. Chairman, for the record, my name is George Findling. 1am the
Manager of Government Relations for ARCO Alaska, Inc. |am here to
testify In support of HB - 207, Version T,which passed the House, and
In opposition to tlie working draft Version B, dated 4/29/95.

The overarching Issue here is Alaska's response to the world wide
competition for oil investment. Alaska's leaders have told us that it
IS In the State's best interest to compete successfully for more capital.
We have been very busy responding to requests from the Stare on
ways to do tills. We see a simple, three step strategy.

The first step is to quickly signal to investors that the State has the
desire and the ability to change. If passed, this is what Version J
would do. The second step is to harvest the major opportunities to
Increase industry investment. This should be an early outcome of
the Oil and Gas policy council. The third step is to implement a long
term process that would give the State the flexibility to have a
competitive position, even if world-wide competition or market
conditions change rapidly.
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Alaska is facing 19°0's competition using statutes drafted in the
1970's. Back then, little competition for Investment existed, since oil
was perceived to be running out and prices were expected to always
go up. But now, competition for investment is worldwide and fierce
and the indicators show that Alaska is losing. Alaska production is
down, and many major oil companies have withdrawn from the state.

When we saw Version Son Friday we felt very disappointed, because
it meant that important srate leaders appear to be questioning
whether even the most modest first step should be taken to increase
Alaska's competitiveness. Although a slight Improvement, Version B
would still water down the effectiveness of the bill. It introduces
new concepts that have received little public discussion. In .act, we
find this version to be less helpful than current law and can not
support its passage.

Let me mention a few examples of the shorjails of this working

draft by comparing it to what Alaska's competitors arc doing.
Internationally, greater descretion Is being given to oil ministers to
make arrangements that will attract Investment. In the working
draft, the focus on legis'atlve approval would work in the opposite
direction. Fven more confusing, is the criteria for legislative
oversight. By definition royalty adjustments can only be given If the
new field would not otherwise be produced: In other words, it seems
that there could never be a royalty reduction, If the base case Is zero
royalty dollars.
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Internationally, greater certainty is being given that investors can
count on getting the benefits enumerated in the law. Under the
v/orking draft, the added procedures and limitations would be so
bureautic and onerous that it is unlikely that anyone would apply
under these condldons. Finally, oil provinces are making agreements
that share risk but give reasonable certainty. They establish
prospect! "“ly, a method that retains a higher share when economic
conditions are good and a reduced share when they are not. The
wording on page 3, which apparently gives the Commissioner the
ability to reopen this agreement is a fatal flaw.

We support the House Version Jknot because It's a "giveaway" to the
Industry, but because it withstands comparisons to other oll
provinces. ARCO has no specific projects to propose today which will
use [iB-207 provisions. Yet with Version J's passage we would
answer our Corporate decision makers, that Alaska has turned the
comer and Is truly vying in the international arena for capital. Each
of us at ARCO wants tho tools to get a larger share of capital for
Alaska investments.

Version J enjoys many strengths. It Isa modest, but real first step.

It sets the stage for Alaska both to reaily begin a return to
International competitiveness and to partner with Its most important
natural resource industry. It also has broad consensus because the
bill merits that support.
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Therefore, Mr. Chairman, we respectfully register, for die record, our
opposldon to working draft version Band our support of die House
Passed Version J originally referred to your committee.
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Anchorale George R. FinJlldi
Alaska Phone  3(3.4174
511195

Senator Loren Leman
Re: 5/1/95 Resources Hearing: 11B-207

1 was unable to remain at the Anchorage LIO for your hearing.
Please add the attached testimony from ARCO to the record.

Thankyou

George

cc O
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I\/Ir Charr Can Members of the Commrt‘ee oood afternoon I\/Iy name Is Enc
utﬁrel an zrm Vrcerresrden& >?p oraffon and New Develo menﬁ or B
EXD oratrong aska) Inc. Thank you for this opportunity to testity to t
Committee tociay on'behalf of BP;

| have come heye today to testify on |eqislation that would encoura

develo mento{ marql Kﬁnefé Iy q %ke Badam| andN hstar elrtrPe s of

moderate Site awa xrsérnvq In rastructur P/I these pros ects would

HOt ave been oon F el mené onY earsao o Use
|omento these Tielgs within BP 15 directly uncef my control. | have taken a
Interest in tins Iegrslatron

eve
Specia
In particular. Iwould like to talk to you about the version of this bill that passed
theIO House %ndt edrﬁereBces%etw en that versign ang the draft Senate P
Resources ommittee Substitute that Jve received Sunday eve [“g We hayea
numper of concer s with the roEo] aaguageo the Senate ill; but | only want
to address a ewo the mam ones here to

Let e begin by lfrre(Iy reyiewing the cantext fo thrf leq slabtrorr In lookin
our srnestnA ﬁaan our 0 rtuanesto evelop the f9]|n ss and m er
we In BPX Alaska see a B srtuatrons In‘which t

ter sma m rroura t%%o ithin the BP ro&tesrptﬁgent
{3 tonyr i nveshm o neeg]ep e B

r}/orr uture AI} ougn BP tsa far ecorﬁépa%%rn lrjtSISrt]ﬁFE 8(Iiy aqrnrte
amouﬁ mo ey aval a%e e a for ca%rta estments

Natura % Inallocating t ese cagrta fUnd’[% nts 1S ?IVFH {0 those rnvestments
that are most attractrv Pé) g s are aif allocated to more
attractive lr]nve AT.' op OYIUHItIES € GOYE We get aown to 0 r laskan

e
i e A Sy o g s o i

Thu rsafactrif life for us. and In this. BP | rs rffere t from a%kt(heotherorl

co anies st | active In AI s a The state oseo US wq
Alas aa ed Ina globa comp tition or rnveﬁtment do Ers trso
COUISe, o ersonal nr;ern 0t o e 0f us working here, Decause In arge

art our reont ||ner on’l.com et cessfl trsalsofo
oncern ousasAaskans ecause t econ rnue or an gav develo gmento this

tate IS essential for Jts future ec P IC we Qein 8rt rsextre(n Important
that uiaat Ver 'CCor. Ierc eas% ”Lest that IS a{?glre |0 an application for
royalty acjustment recognize this global competition

Msy 1. IWS a | I'™M
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Wc have re eatedlys' edl that we believ ‘hrs gyrﬁeo legislation is important for
o eason JSI It Nelps US osucces etef rn\rFstment nas for
(} Second, |t allows the. tate {0 snare th 11K of low o pr ces and tPS are

e benefits of lg ero esvvrhus In ttheStateo a a cou
N eras Ing Scalé roya r?P asedorror nces recelve higher ro art%/
t structure. This rs Important orr%jto rememmber

[)eve uet anu erthe curin
y sharing the OW pnee rrs the State gains Increased revenues at higher pnccs.
There ma¥beso e confusion overgowaslrd %ale royalty me haqrsm may
oerate he rova I)Grate Yvould g e of crude ol
stance ataS de oil price heaﬁ roximat curl nt State fo recasgt
rat cou e12 5$ IC rst current royalty rate. If. Tor ex rr(rrae the
edo terr(/fr raecould NCrease, sa¥ ?
rrceo cr ro s t0 ?{ abarre the raecoud [0 to
IS mec nrsm owth X ﬁteto ollgw o geh
hrgher e pnee. the hig ertherate The lower the pnee. the lower the rate.

The House assed version of HB 207 would grve the commrsfron [ of Nattiral
Resources ear authonty 0 modr the terms of the Stat(esor and gs roya
rnavarre of ways In ofder to facilitate and encou 39 Ie ne rnv stme tsr
need tobe (31 el orderto bn? n]argrnal new.flelas into proguction and t

eterming

sustain proquction from existin tarc in eclrne At the same trme it
contains S ahe%ua{ s {0 protect the State S best Interest rotectrn those
rnterestsw allowjng o rAI an o ponumtrcs {0 more ompetitive

UNIti&s sew eret HOUSE VersIo rﬂ -WIN

arnstt] g
‘Bproac cr the State and its oil industry. Tt is a good bill, an BP ully supports

ortuna mecanno besard f the draft Senate Resources Committee
g&b trtute 0 the It 1S ba Havveri an serrous?y out o? touchvvr?r
realitles of amature 0il rndustr)y in Alask

Problem number_one Is the requirement that any royalty adjustment be ratified b
the}t)ergrslature Tﬂrs comBrne ththee en%(ve}/ry Juﬁ ?r y
ISSIoner must nu ke, rsban rnvrtatron or X I rna a I%fO}/fﬂ and
||t ation. It 1S ntrr \ﬁr(])ss that It wou ges mont ge efore an
P Icant Woutd k ethe[ Erorect wouI hase arevrve rova
%rement T rs rocess will al ompr?mrse O,yabrlrty to kee fensrtrve
Gvopr etary. Information confidential. Allo this ag ?]u toadditio uncertarnly
ereco %e the Importance o ag rggrr te gversight. but we need to devise
something that would not undluly burclen the State Sand industry sability to get

Mjy . 1995 1 J55 PM



these ma rgrnal 2orore(:ts developed. We think the oversight provisions in the house
version of HB 207 would be effective.

There IS another 8ornt that | rsr levant to the wi oI ernes on of oversr
m%%‘n'tt'ss'tte” e (0 s “'aatrt" ﬁé S0t In e best tﬁ?et‘e’ét te?
e \febe rforn husIness In Aaska ora ng trme rnce the natureo ter?eal
e exa rne man trmesa er It 1S macle an F a vantaget at We ma
have ained will pecorne readily apparent We ould full ex e the Sate 10
{0 rec ver that advanh e In sorhe other way, rncreas L ation. In's rhacti 1S
]h(r))rt tltrr]e L asteor any otner company’s long te mr terest t0 make a cleal that IS

My second major concern is that of encouragin
hin existin J?rel S. Here dagarn the Senapl% v%rs

Wi
d'%&“tﬂpohoteét i réa poot"’@me”t
leaving only references to “field

3re Iect a fundamental mrsunderi ndrn% about how | rn estment decisi ns rc
ade. Flelds arg noteci omic onorts 00 We view them tnat way.,
ne Investment In a fielgl has to Aus fled at the ar In, On ItS OWN MEts, Ohe
Rro rta%rlrty or economic, failure, f ahmatter 0 or rnvestmensrn reI
asnoE on the ecrsron 1) maketenewrnve mer]t ornot, 1 arp
truth 1S that there arcr stment g tre that arc truly. marainal Inall fields.
Htegms comgetrn mrte Ital tunas, It 1S éust rmpo ant 1o recogprze
htt?eafet gropp rtuntties in large i dsasrt IS to recognize 1t in the context

third proplem Is we d tunderstand at the State qams by providing that all
gtpr E)vrsrons ?%N%rs(h{ te[mrnateatt end.of M cgh F%g g
Rractra] terr uture eggaturesahﬁ dministra rons elieve that t rBtﬂrIIr
ﬁ Ph slnte st T the State rtwr repe e Int rsserrete

the royal ?]tments t arc made Un err athonty vl e € stany
unaci review, Ney rt \%s Commr ewou or com ortabevvrt
suniet Provision, rt allowareas erro or this et of proposals to
work. We beIrevetrs rsamrnrmumo ars

What Is at slake in the near, term7 We belreve that effe detrve legislation can
Qaveabrﬁ nﬁaact 0N U Cecisign %%ve o& étmr andon ogr decision. o
evelop Nonfs tar We expect that bot ecrsrons coul bema ein 199
and ledd to significant production and revenue by 199

evelogm nt of new pools
roq uld have th]ee ect of
gcare rerhovrn e words
re they decur In thé House version,
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Badami: | will te& X(])u ndidly. | don't know ethervvewonld re tteFt royalty
a 4 ftmen or Badami.. That re uest awa|ts com ﬁte revhew 0 ngb
fsan hee agﬂneenn cost estimates. | can tell you that we aveaclt o
e erts wor mg Kt’/ventl oth ISSUeS 10, et usa swers 10 these questions b
-summer. The run‘ econ0m| ana se and take a de |S|on to
ma eare uett? DNR, if we believe the eIFI able but mar |nw
)e/ggpomlc er low price conditions. An If ena ng glslatlon DasSes this

That| alot %( Ifs Jn a row. but that Is he nature of our decision at this time. If

vvede ert e dlecision to develop 0 to 199, we an the tatﬁ Il lose the

Rgortunl to start production an tevenues in1 ot ﬁPn uctlon
Revenue... 1fail to see how deterral 1S In clie best mterest ofelt erof us

ﬁqunes assage 0f legisiation |nc share agjustme sasat[)an of
€ neqotl at|o with the State. W o e t vvewou

ding net pr
genate about extending the te m L’7 are e
tere WI bearég v't;a stment dlalhas

an to
cou (ythecommend
ut achange inthe NPSL

Northstar; Slmplgjstat d develolomento Nor sta]r In th(? oreseeable uture

Now, we are |n
M eRract ca etfe Tnis meanst t we are two ste
e ())P |s signl |cant] rosPect Pretty strong, wargs
tg”E%E proceeding with Northstar cev opme t wit

We have been very open with the DNR on our conf s abou Northstar ar}th Ve
even ropo gd S0 E 0ssihle a ree ents that wou ﬁ ;l)rotectt e mteress

the Ire satlon Wi slation, bevevve
i nntgté, Ll AL

g ISlation or

Mo

a| re to Inclu S(t would defer t ment 0 1-2 years

an becaus that elay production an e from Northstar y 1-2years.
all 10 see Wthat 1S |n best |nterestot tae

Arc there oth rmar Inal accumul tions on the North Slope that could be

deveio ed IB e ar term? _Ab F Wthelréeve’oégment

encour t; ¥th|s |s¢]atjon | don’t know theey are not mature enou%h for us

\t/Si ave a clear view 0 telreconomlc value. Lcertainiv do not expect that all

Wha |s Inil for the State of Alas 7 The State of Alaika ftands to benefit

aleeat from these developments, an from '[hEIr'[ImF?/ eve opment tBada
ec State revenues (Using current State |ce orecasts) of upwards of S350

mm ryaty severance, ad valorem, |ncomet es), plus jObS and tne Infusion of

May 1.1995 5 3:55 PM



several hundreds of millions of dollars of additional investment during
development. Investment in, and revenues from Northstar arc similar.

When we look beyond the specifics for Badami and Northstar. the proposed
legislation has the potential of sending a strong message to the Industry’, to
Houston, to Los Angeles and to London, a message that Alaska wants to work
cooperatively with Industry to encourage investment and new development; that
Alaska wants to compete. Not passing legislation this year or passing die wrong
legislation will send the opposite message. We believe that this bill Is both
necessary and beneficial to the state and to industry, but it must be in a useful
format. The House version was carefuIIY considered and would work. The
Senate version would not work very well.

| have tried to be open, direct and candid with you here today, just as we would
be with the State in a negotiation. Those of you who know me. know that it is my
style and it is BPs style. Like it or not. the State and the industry have much to
gain by improved openness and cooperation and we look forward to a long and
mutually beneficial relationship.

Thank you for the opportunity to testify.

May 1.1995 6 3:55 PM



Testimony of
James F. Branch
On House Bill 207 and the Business and the Investment Climate in Alaska
Before the Senate Resources Committee
May 1.1995

Mr. Chairman, members of the Committee, my name is Jim Branch. |am the
Production Manager with responsibility for Exxon's interests here >nAlaska. |
appreciate the opportunity to follow-up on my comments of last Wednesday about the

need to send a positive signal that ou state is trying to improve the investment climate

for the oil and gas industry.

We have supported efforts by the Administration and the legislature that attempt lo
provide clarity, predictability and a reasonable balance to the Commissioner of Natural
Resources' existing authority to grant royalty relief. The Administration’s original bill
and the substitute reported out of the House had that intention. However, the current

Senate Resources version appears to send a very negative signal to our industry.

The changes made to the final House bill are significant and numerous. Rather than go
line by line through the bill, let me return to some principles for a well designed
incentive, which | offered in my testimony of early February. An incentive is ineffective
if an investor concludes it can be taken away over time, it has a nidden price tag, or
creates an environment for future disputes. This version of the bill would do all of that.
The suggestion of rcopeners. sunset previsions, legislative review and repealed
references to "value" and marketing of oil and gas are enough to discourage any
serious investor These conditions send Ihe opposite message to the ono | hope you

ultimately intend lo communicate



Investors are Keenly aware of lhe poor investment climate in this state, relal .e to other
opportunities available to them, and are looking for indications that change is possible.
The results of the debate on this bill and more importantly progress on fiscal reform,
primarily through spending reductions, are measures by which we will be judged. Until
spending is brought more in line with revenues, oil and gas investors will be wary of
placing significant new funds in tho state. Our industry already provides 85% of the
state’s funding, and there is a history of looking to us to fill revenue gaps. | applaud
the leadership this legislature has demonstrated in beginning to address the fiscal

situation.

Investors are prepared to assume the traditional risks associated with finding and
developing oil and gas, but not those created by the state in the form of concerns over
increased taxes or uncertainty over an incentive granted under this version of HB 207.
With their versions of this bill, the Governor and House demonstrated their intention to
attempt to provide clarity, predictability, and reasonable balance to the DNR

Commissioner's current authority to revise royalty. | urge you to join this effort.

ViMiTu
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Testimony of Resource Development Council
on CSHBZ207
An Act rotating to the reduction of royalties reserved to the state to
encourage production of oil and gas from marginal fields
Senate Resources Committee
May 1, 1995

Good afternoon. My name is Carl Porlman, Communications
Director of the Resource Development Council for Alaska, Inc. On

behalf of RDC, thank you for tho opportunity to testify on CS for HB
207.

RDC strongly supports HB 207, as passed by the House. 7ho
Houso version of this legislation provides tho flexibility noodod for
the Stato and Industry to work togother to change the oconomilc
equation for marginal fields. It provides flexibility for working with
investors on a caso by case basis to overcome Alaska's uniquo
challenges and make new development and production a roality.
Alaskans will bonefit from new jobs, long-term revenues and
increased economic activity associated with tho dovelopment of

now fields.

HB 207 Is a tool the State can uso to enhance the competitiveness
of projects whose funding might otherwise go abroad. It sends a
clear signal that Alaska alms to be competitive in tho world market
to attract tho investments necessary to develop its oil and "<t*

potential.

The Committoo Substitute, howevor, risks undermining tho
original purpose of tho Initiative. It opens tho door to potential
delays and more uncertainty. Its complexity sends a negative
signal and it may. in the ond. have no practical effect.

RDC does not believe tho latest CS fixes the problems expressed
last week with tho initial Senate draft. The March 1999 deadline
for royalty adjustments on new fields still puts us back to squaro
one as far as future discovortos are oo .cemod. It may bo a partial
fix for marginal fiold3 that are ready to go forward in tho near term,
but it doosnl do anything for componlos considering investments
over tho long term. Somo of those companios may not even bo
oporating in Alaska today, but aro wafting for a clear signal before
thoy invest In prospocts that are boyond the short torm.
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Page 2/RDC comments on CS HB 207/ May 1 1995

RDC also takos oxcoptlori to the requirement that a field's operating costs must
oxcood rovonues before a royalty adjustment can be conoidorod. How does a
one or two porcont rate of return comparo with investment returns olsewhere?
If Alaska is to be truly competitive, it must be willing to take the necessary stops
to ensuro that marginal fields hero pay as well or bettor than Investments that

oil companios could make In othor parts of the world.

Other issuos of concern Inctudo the provisions for legislative oversight boyond
what is called for In tho House version and tho basing of royalty adjustments
upon tho oconomic feasibility of production from an entire field as opposed to a

pool or portion of tho fiold or pool.

HB 207, as passed by the House, is a good pioco of legislation which should
not bo changed significantly. It protects the State's best interacts if a marginal

fiold turns out to be more profitable than anticipated.

RDC believes tho House version will sond a clearer signal to investors and wilt
do moro to strengthen Alaska's competitive position. We boGovo it is a strongor
and more effectivo royalty adjustmont bill.

Thank you.

-- tot*, ICtz.00? ¢+
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Union Oil Compony of California
Testimony on CS H8 207
Senate Resources Committeo
May 1,1995

Mr Chairman and members of tha Rosourcos Committee-My name is Kevin A
Tablor Land Manager for Union Oil Company of Californio (Unocal) in Alaska |
appreciate this opportunity to be hoard today and to prosent Unocal’'s comments
on CSHB 207. |would like to begin my testimony by saying that the Sectional
Analysis provided with tho Bill is particularly helpful in making d more Informed
anolysis of tho Bill. Some of the concerns | expressod In last Wednesday's
Hoanng havo been clarified by the Analysis and therefore tno enclosed
tostimonv more accurately reflects Unocal's viow and opinion of tho Bill today

Subsection (J)(2)

From puroly a Unocal perspective, based on its present aaoage position,
Unocal is not directly impactod by paragraph (A). Most of tho Unocal loasos
hold today aro locatod within producing fields, somo of which are nearing tho
end of their economic viability. We have howovor, testified In earlier hearings on
thia Bill that we havo not endorsed the concept of Sunsot Provision*.

Subsection (J)4)

Wo botieve the requirement for legislative approval under paragraph (A) will be
a t me consuming and unnecessary rjqulrement resulting in an administratively
burdensome process Under the House Finance vorsion of Ihe Bill, adequate
Commissioner oversight is provided undor Subsection (j)(0).

In read;ng tno provisions cf paragraph (B) of this Subsoction. it is unclear to me
as Jo the intent of the languege 'In amount or value of tho Production’, tf this *
to mean a net 3% floor or a maximum 76% reduction of the current royalty rate,
than Unocal is opposed to this revision. Under the House Finance version of tho
Bill, the floor established for producing and shut-in fields is 90%. There needs
to be clarification on this point Any increase in the floor reducing flexibility
would bo inconsistent with our position and prior testimony.

Subsection (JXb)

Although wo approbate the attempt in thia CS to eddross the assignability
guestion, we to ovo d strong a'gumant still exists for elimination of th>s
restriction all together. The essJgnmont of an right t-U# and intarast in a ‘ease n
n fundamental principle In the oil industry Property trades will be groatry
restricted if assignability of d royalty adjustment ia not allowed Because of the
confidential natcro of property transection*, oompenios aro not QO*ng to discioso
thg.r intent to the public in osk>ng for permission to ess gn until negotiations are
compJeto and commfltmorn* hava boon mad# Prior approval does net work m
this situation A negative response to a rac* e it for ass.gnment could faoperdes
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a potentially beneficial trade to the state The ability and desira to acquire a
tease that has favorable royalty terms may bo the catalyst and incentive for a
company to invest capital and omploy new ideas In fields whero tho current
Owners may be loss Inclined. Companies are rationalizing properties and
focusing investments in core areas to take advantage of thoir particular
operational, infrastructure or Informational strengths. Lost opportunity for
additional development of a lease or field is suro to occur if this unecossary
limitation is imposed. The intent of this legislation should be lo create
opportunity with certainty, not further limit tho creativity of the industry. The
slate's best interest will not be served with this restriction.

Subsection (J)(7)

This issue of contractor solecllon was thoroughly discussed in prior hearings
with what wo thought was an equitable compromise and consensus opinion of
tho parties testifying. We see no advantage to changing this Subsection and
would prefer tc see Subsection (6) of the Houso Finance version reinstated.

Subsection (JK)

Reviewing and addressing all the requirements under this Subsection will be
Very oxponslve, time consuming and may not bo applicable in all circumstances.
We believe tho Commissioner should have tho discretion to provide for tho
contents of the best Interests finding and determination. The Department of
Natural Resources is well oquipped for this process. The degree to which each
of these conditions are to be investigated will be the subject of much debate. If
tho committee and Jeqlslature fool the need to indude tho details of the finding
and determination in tnla Bill, then paragraphs (A) through (D) should only bo
suggestions of issues the Commissioner may consider not requirements in a
royalty adjustment application.

Subsection (j)(12)

Wo have a similar comment In this Subsection as in Subsection (j)(<) in that
legislative approval is unnecossaly, time consuming and administratively
burdensome. We contend that Subsection (j)(10) of tho House Finance Bill is
more appropriate and should reptaco this Subsedion.

In concision, we want and nood a Bill and process that ir, clear .fair, noxibie
and eauitabio. otherwise we will end up with a pieco of legislation that Is undor

utitizo

We took forward to working with tho legislature as this Bill progrossos through
the legislative process.

Thank You
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The Honorable Senator Loren Leman m“]wm%
Chairman. Senate Rosourcas Committee ,
Capitol Buildin b~ v
Juneau, AK 09811 VIA FAX

rRF SCS CSHB 207 (version B 4/29)
Dear Senator Leman:

We thank you for bein _(t;rven tho opportunity to comment on lhe Senate Retou
Committe0't draft substitute for CSHB 207 “We reviewod Ihe draft SCS CSHB
Eversmn S)and SCS CSHB 207 (fv%rtlo_n B) which we received this morning O
omments go towArd tfie intent of tho hit

Union Toxes Petroleum Alaska is an Indirect wholly owned subsidiary of Union Texas
Petroloum Holdings. Inc. one of the largest mdependent_i)roducers ocated n the
United Statos. Unilon Texas explores for end produces oil and gas overaeas. primarily
inthe U K North Saa. Indonesia and other strategic aroa* O U 1995 exgloratlon plans
Include exploration wolls in Alaska. Argentina. Indonesia. Ireland. North Saa. Pakistan

Tun sia, and Vietnam

During tho past four years, Union Texas Petroleum Alaska has Increased as exploration
activity In Alaska which included Parnmpatlon mten wafis plus three sdetracfcs mthe

CotaUo River Delta area, one well intha Jones Island State Exploration UnH, three wets
Inthe Kuvium Federal Unit n the Beaufort Sea. and tho Diamond i | weft n tho Chukchi
Sea Aaditjonally, m late 1993 Union Texes entered mto o Kenal Peninsula exploration

venture with Codk Inlet Region. Inc

Intemotty. Alaska protects compote with International protects for funds Union Texas
has fundod Alaska exploration based on as perception of an OBportunlty at the mifort
move to tho former Soviet Union and on the expectation that the State wtf perceive and
adjust to the world market Currently, we are experiencing a wiJtognoss of gount/toe
throughout the world to reduce government take to be more eompetArvo and lo entice
additional exploration and development nsk caFAoJ Investment wither their provocos
With the passage of CSHB 207 by en overwhelmr>g majority Inthe Housg, we were
encoura |(§d_ that Alaska was serious in <e efforts to'move toward comgen o Ina workt
arena, and 1s.neginning to proyide Incentives to further investment and exhie* the
noeded flexibility demanded of al competing on and Qas province#

Union Texas Petroloum Alaska supports CSHB 207 as passed by the House
Union Toxae Petroleum Alaska opposes SCS CSHB 207 (version B).

cot
07
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2
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The Honorable Sonstnr Loron Lemon. Chairman
May 1,1905

Poo* 2

Oim optimism wfth the introduction and overwhelming passage of C3H0 207 Inthe
Housa was quickly dompenod when wa road the Sonata Resource Commitleo’s
redraft* of CSHB 207 {versmn S) and recently (version B) Not only did both redrafts of
CSHB 207 taka away from a proposed bfll that seemed to provide flevSxWy, cortarrty

and timeliness. ft Introduced € sunset clause, _Ieglslatlve approval and marly other
lending provisions which are clear. negative signals to Union Texas Petroléum Alaska.

This version may negstrvoty impact our long térm strategic exploration investment.
glannlng for this province when beng measured ogartsi-other world wide exploration

reas

Among other concerns with SCS CSHB 207 (version B) we offer the fo*owv>g
The doieten of the words ipod, or portion of a field or poor everywhere they
occur mthe House version, leaving only references to ‘Held', disCourages
development of now pools werrn eXtstng fields ana Should be restore
The sunset provision should be dewed tnas entirety

Legistetrve aHoproval IS unnecessarg/, burdensome end Infuses needless
uncertainty n a process that needs ftaxirtty

*  Tho unconditional abtiity to assign rights is an absorute NECESSItY.
o Clarify royaffy may only be adustad d agreed to by | essor end Lessee
In sixnmery, Union Texas, Petroioun Alaska Corporate befaeved CSHB 207 provided

an aRemative for com Pames Who exPend risk cap tal over Iongnperiods of Lme wth n
or e return on.Investment " In our v'ew. the mspor entcemer* o

%pgparent oqportumg _
HB 207 for the State end to the investor company was lo create a new revenue
stream for hoth

Very trufy yours.
UNION TFXAS PETROLEUM ALASKA CORPORATION

BoceS Hamdton =
D»*ttor. Wcrvutde B isn tii Development

fn>*

10133
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{0; Mi, Annette Kreltzer. Senate Resources Suff
fax#:  907.465*3810

ra; CS HB 207(B)

date: May I. 199

pages. 3, includingc: ver sheet.

Deer MI. Kreltier.

Please forward the attached commen Srom Union Texas Petroleum Alaska
Corporation concerning CS HB 207 (B) to Senator Leman,

Your assistance Is appreciated
Please call me at 713*968.2594 if you have any questions.

S.A Of

&j»r«u O *«tocy"<cr«
B«nr Tcd* Nvei*jr* % UCorp»4on

|J» INTbO 94
Houtfo*. TX 7704
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Testimony of

Paul  Wcssclls
Director o? QPax

H' Exploration (Alaska) Inc.

0 tre

Senate  Resources Committee

sumege.  AlaSka
April 21, 199



Good afternoon. Mr. Chairman my name is Paul Wcssclls, and | am
Director of Tax for BP Exploration E;Alaska) Inc. Thank you for the
opportunity to testify on behalf of BP regarding 11B 207

BP supports 11B 207 and encourages this Legislature to enact the hill
ibis year. This bill represents a very positive step along the road to
development of the Slate's marginal new oil fields and marginal
Elrojects within existing fields. It is our belief that initiatives such as
B 207 signal a new spirit of cooperation hetween the oil industry
and state government, and it is a joint effort iluit will be required for
the State to fully realize the value of its oil and gas resources.

in what manner docs 1B 207 promote full development of the State's
resources?  First. it clarifies the existing statute by specifying that
new developments - that is. properties that have never produced pil
and gas - may (1ua||fy for royalty reduction. Second, the bill

provides that relief may be granted for individual leases, rather than
solely as part of a unit application, and allows for adjustments with
respect to individual pools of oil and gas within a lease.

The hill takes additional steps to protect the public interest by
assuring that the Commissioner of Natural Resources will receive the
financial and technical information necessary to allow a reasoned
judgment on the merits of an application, and by requiring that the
cost of third part* professional assistance lo the Commissioner in
analyzing the application he borne by the applicant. In addition, the
public interest is served hy the provision in the bill that the Stale
must condition a reduction in royalty on a readjustment at a later
tihme if ihe circumstances which supported the grant of the reduction
change.

It is this last aspect of the bill that makes it clear that il is not just
about reducing the royalty obligations of producers in me absolute
sense. Indeed, il is entirelg possible that a royally adjustment
program negotiated by the State and a leaseholder will lead to
greater royally payments over the full life of a property.

BP also believes the hill should allow the Commissioner of Nalura
Resources to modify state net-profit share interests in the same
that it allows the Commissioner to adjust state royalties. —Net-profit
payments and royalty payments arc similar forms of economic rent



that the Slate receives from leasing its lands for oil and gas
exploration and develoEment. We think giving the Commissioner
flexibility to address the full economic picture when reviewing an
application for adjustment is a good idea, and so it does not seem
appropriate to us to ?we the Commissioner that flexibility with
respect to one form of the economic rent and not the other. Just as
the State may gain by modifications of the royalty obligation under a
sliding scale royalty mechanism, so it should gain in similar
circumstances by allowing appropriate modifications of a netprofits

interest.

We in BP believe that 1B 207 will make it possible for the Stale and
the oil industry to devise, through open sharing of information and
good faith negotiation, methods for sharing the risks of developin%
marginal properties. It is imperative lhal we capture the potential of
these properties to assure a strong and stable industry and a strong
and stable Alaskan economy.

Thank you for the opportunity to testily.
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TELEPHONE (007) 5%6 4100

April 28 19%

Senator Loren l.emnn,
Resource Committee Chair
Alaska State Legislature
State Capitol (MS 3100)
Juneau. AK 99801-1182

Dear Senator Leman,

|'want to express NANA Development Corporations support of the original 11B 207 It is
|mFerat|ve that the State of Alaska and Industry work together in the development of marginal
fields As you know. NANA has been a supporter of not only mineral development but also has
a small ownership in the Lndicott Qilfield

NANA has seen a severe economic impact on its oilfield subsidiaries Due to the downturn in
oilfield development. NANA was forced to sell it's drilling compaw Alaska United Drilling Inc
and closed down the oldest operating hotel at Pradhoc Bay. the "NANA Qilfield Hotel" The
shut down of these husinesses cost Alaska and NANA over 200jobs in addition to several million

dollars in losses

We cannot survive if we cortinuc to do business the old way New thinking is needed 11B 2071
new thinking |1B 2071s Foodz(l)%gwlatmn and should not be changed Please lend your support
and vote for the original 1B

General Manager
Qilfield Operations

Vol | only 47 I-.U -1 tiMi & JeJ <e: eVi;N ml -
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CONSTRUCTION CONSULTANTS, INC.

Senator Loren Lemon 27 April 1995

Giaimun *e Senate Resource Committee
Alaska Stale Legislature

State Capital (ms 3100)

Juneau. Alaska - 99801-1182

Subject: HB207
Dear Senator Leman, ct ol.:
Please, don’t kill the goose that lays the golden eggs.

We (all he citizens of Alaska) are competing (or a very limited resource - Capital investment
funds. The current oil companies in Alaska are all part of an international community who have
responsibility to their "stakeholders" and stockholders. As responsible businesspersons they
must deliver the best bang for their investment buck. Alaskan's are competing with oil
development countries where the cost of doing business is significantly less than in Alaska.
Decause of this fact, capital investments in other areas of the world offer more potential for

profit, the life blood of any business.

My small company has been supporting the oil industry for the past 10 years since being founded
here in Alaska in 1985. No other industry so greatly affects my business as does the fortunes of
oil. We are small but our existence supports many other local industries and businesses. We

spend our profits here in Alaska.

Please pass HD207 in the same form as passed by the House of Representatives. | believe this
will give the Commissioner of Natural Resources the flexibility to assess and negotiate with the
oil companies a fair and attractive package with the State of Alaska.

As with any business, regardless of the potential for profit, all factors must be considered in
choosing lo do business anywhere. If a business it constantly confronted with an cver-chnnging
business environment, eventually the business will go where life is easier. The cost trend line
and the revenue potential line must run. at n minimum, parallel. If there is any sign where these
lines will intersect, the business will not wait for losses (o occur, they will eventually leave for a
more productive business environment outside Alaska, (e.g.. Chevron, Conoco and Shell).

As responsible citizens of this sute we must support, and make welcome, those industries that
best support our Alaskan quantity and quality of life. As responsible citizens of the United States
we must make available and attractive those future opportunities (e.g.. ANWR) protecting our
strategic independence in on increasingly competitive and unstable world.

HAWK CONSTRUCTION CONSULTANTS. INC.

cc: Senators:. Drue Pcartc, Steve Frank; Rick Halford; Lyda Green; Tim Kelly; Steve Riegcr,
Randy Phillips; Judy Salo; and John Torgerson,

TI*CVt Him" DylUJo* = [«O7W.)Ju A**. = Soucl0l = Arxt>cvalf. AlaskaWO) = (W7)27»10T = Fit (907) 27.]]J9

TOTAL P.01
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Alaska Support Industry Alliance
Testimony on
Sonato CS for CS for House Bill NO.207 (Roa)

Adjustments to Oil And Gas Royalties d f
o The rart

Sonato Rosoursoso Committeo
April 27,1995

Tho Senato version of houso bill 207 (CS for CS HB 207) Is completely
unacceptable for the following ronsons:

Secllon 1 AS 38 05.180 (j) I (A) after ihc effective date or (hit Act and not later than January
31,1998 to allow for production from an oil or gas field if etc

This provision only allows for a three year window for application, which
moans that it would only apply to fields that aro known of today.

(4)may not grant « royalty adjustment for d field
(A) unde; (D{A) of this subsection
(i) if the anticipated aggregate value of the proposed royally
adjustment is d reduction that would exceed 55,000.000. or if the royalty adjustment is d reduction that
exceeds 50 percent of the royalty originally specified In unless approved by the legislature.

This Is not what wca intended with tho original houso bill. The original bill
was Intendod to bo expeditious and have an cffoctlve degree of
confldentallty. This provision with the $5,000,000.00 threshold means that
every application will require legislative approval. We dlsagrco with the
need for leglslatlvo approval, but If you are going to Impose athreshold at
loast mako It a rcosonablo ono, such as $100,000,000.

(4) (ii) that allows a royalty adjustment that is « recaction to extend beyond
December 31. 2002' for royalty that has been reduced by the commissioner for the reason set out in(IHA)
of tins subscction.on and afler January J 200J, the lessee or lessees shall pay the royalty rate that was in
effect immediately before leduciion of the rate

This moans that if you apply for and get a royalty adjustment In 1995 and
tho fiold starts producing In 1997, It is only good for 5years. lItis not
acceptable to cxpoct global investors to sign on with that short of a

commitment.

PoaMt* F*i Not* 76X1 C** 2 _. (+f."-*5‘vﬁ
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| can contlnuo to oxamino this legislation, but the point Is that the bill was
passed out of tho houso 35 to 2. This Is tho bill that the Sonato noeds to
pass out of tho Rofiourscs Commlttoo.

Wo at the Alllanco have always had a positive pro-buslnoss working
relationship with tho Senate Rosoursos. With the opportunities that have
boon presented to us by the 1994 November election, we have boon very
optomlstlc about this loglslative session and tho futuro of oil and

devolopmont In Alaska

Tho leglslaturo has stated throughout this sosslon that thoy aro collectively
In support of marginal fiold development. But, tho amendments that thoy
have addod to tho HB 207 aro contrary to that position of devolopmont.

During tho public hearings of Houso Bill 207 tho Issuro of Sunsot
Provisions, Lcglslatlvo Rovlow and Approval were dlscussod . In fact,
there was ovor 30 hours of public tostimony.

It Is tho position of Tho Alliance and It's membership that HB 207 should be

passed by tho Sonato without amendments as passed by tho Houso 35 to
2!

DRAFT
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ALASKA SUPPORT INDUSTRY ALLIANCE
TESTIMONLY ON

HB 207, ADJUSTMENTSTTOOT(l)_llE AND GAS ROYALTIES
SENATE RESOURCES COMMITTEE
APRIL 26,1995

Good afternoon Chairman Leman and membare of the Senate Resources Committee. My
name is Keith Burke. |am General Manager of the Alaska Support Industry Alliance. |
have been_a participant in Alusku’s oil Industry for the past 20 years. | am here today to
represent The Allianca, myaelfand my family. | am here to encourago you to support HB

207.

This legislation will be a great step forward in reversing the downward trend in oil and
gas exploration and development activities in Alaska. [t also would encourage continued
Investment in development of Alaska resources by many mor multi-national oil
companies, the very companies who allow members of The Alliance to provide many

qualityjobs to our Alaskan employees.

Since 1990, four oil and ?as companies have closed their offices and have suspended
upstream operations in Alaska: Chevron, Conoco, Amoco, and Texaco.

Downturn In Labor Force/Loss of Jobs

Oil and gas companies have downsized and consolidated operations in an effort to affect
MaXimum cost Savings to remain competitive.

With the completion ofGHX2, the last maior construction project currently ﬁlanned on

the North Slope, job levels are anticipated to continue a slow and steady décline.

According to Neil Fried, Dept, of Lahar, produgers will probably experience n statewide
decrease gf 20 percent or mt?re in &%Bg O\Per %691[ ProdBcer em>|loloypmen,t from February,

1994 to February, 1995 shows a 0ecrease of 18 to 19 percent. The combined downturn,
factoring in support industryjobs, will probably be around 10to 11 percent.

Since Its peak I, 1991 of more than 10541 jobs, industry eméjloyment has declinfd
substantially and ia predicted 10 be approximately 8,000in 1995, about the Some level of

employment aa in 1987. Attached to copies of my testimo\r/v is agraph from the Dept, of
Labor titled “Alaska’s Oil Industry Employment is on the Wane",
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Accordrng rto tﬂgg IVers| Alaska Instrtuteo Social andgconomrc Research, oll

[evenLl rce to Jaskans INCOMe anQl account, for ope In eve
oll pr ctron an revenueg Jeétrne 50 too il the number P Klasﬁar S
sup by petr eum [EVENUES.

Alaska Prnduction/Revantia Decling

s|<a j?reven e fhture cIoseI acks t%:o finued dePIetrono petroleum reserves,
attached to my test (} %e avcnua projected
etroIeum [EVENUeS & d percent otal projected State unrestricte revenuesS

Current fore tscenarro ro leot total Alaska orl rod nt decline a era
annual rate 0 E)%rcent ceﬂ 8% toalérscal ear 8 Irn%to one ”gzi WO%rrent

uctron Ie\f nthe casesce roA1
F f some of t atrve rrrqagt owerﬁt% Gtio ev tr ateg/ even %
aITing SOme un re een oi sc able /. (attac edto my testimony) S
current projected ol productront roug Fy 00

Half of the oi] produiction projected for the year 2000 and beyond depends on |nvestments
}je to madp Psme stﬁi(% out 00 could bevvor[sz than cBerent é)\rllgﬁtdgns

NIess the state acts to ensure thef the ney Investments implicit In
Rrorectrons ae actuaﬁy made Inalustry IS forced toF():ut back oﬁ Investment, we' |

ﬁlonly sacrilice significant future growth, ut near-term production could plummet as

Downturn In Exploration Indicative nf Alaska’s Lack of Competitive Edge

Lease sale activity Is * rrs ndrcatron dust Interest - an ex loration interest - In
aska tsonevva tote owwell ars mpeting wit ot erareasaroun the

WOY t num er 0f sgles VBIIGS rom §) tO ear and areas off ere Vall€s,
(5 indi tes e ong term tre e t BWEr companies arC
nidaling, Tewer rigs ara active ewerw rng

o Faﬁéﬁoﬁast(?ecrtaetf%‘rsn'ggr'Fafo“ptétéehﬁtas%%‘é”té’t R U
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AINKN Support Industry Alliance
Testimony on HD 207
ril 26,1995

Page 3

The key—tmplement aatrateqy to mako Alaska competitive in the world market to
encourage capital investment™to provide a sustainable economic base for future
revenues andjobs.

Throu\t;]hout the world relatlcinshl s between 8overnments and companies arc mﬁch more

Posm aHd creatlve than on ars agd. Most &overnrrents Unclers
nVestors eserve afalr returrmon capital Investment-rétum; that ore compar |e W|th

what they coul camesevvhere simijar risk. They re |ze that Investment resource
ale SCarce arp]d they realize angle htc %!%nn‘tcan mutual”henefits to working cooperatively
{0 dlevelop their resources and share e rewards equitanly.

Alaska Is comgreglv(e disadvantaged:

Qe 0|| ara‘{lt 8“5%% that discount North Slope oil compared to other crudes in

hl X oratlonanddeve lead tjime:
%at rlevenue structure t es abigger s%are o[tlprotlts and no clear tax rules,

World oil rlces lummeted in 1986 ect ex e tiuu ufashort-ljv iﬁ)ekecaused

Iwar ave Inedlow ust orin on prlces are s(amo
theg Were In ate 5| I6S, nadenng e to rket 8ru

qua laska North Slope cru eaverages only S10 per barrel at ea

The bottom lin is that retums nn Alaska investments are at least $1-2 per barrel lower
than In similarly mature oil provinces.

The ability of the industry to brln nvestment capltal Into Alaska and the performance of
mvestrre also determine the flow of revenues to the state. This, In tum, increases or

dlecreases state revenues.

New exploration IS Important for lon term develo ment however, development of
eX| tin reservmﬁgr cla ?t stat% N the near errgt Whlhﬁrear (iinumbero

ndev oll accumuations, be on pro gfion if
b dati%owatat ol ota.aiefa e ety

ﬁ ch fransportation Costs them uneconomic.
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ﬂatska %upporltlanglﬁtry Alliance

April 26, 1095
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FISCAL PUTIOOK
STATE Of ALASKA

Atoka's revenue futuri closely tracks the continued depletion of petroleum reserves. Table 1. shows Dept, of Revenue’s Bate One projected petroleum
revenues asa percent of total projected state imstrictad revenues. Petrofuem revenues are projected to account for tppox. 00 % of state unrestrcted revenues
grgroonuo ti102010. Current forecast senarios project total Alaslta oi production to be one-Kelt cvrent levtH (approx. .8 it*on bWay) by FY 2006 « the base case

Although higher oi pnees would offset some of the negative impact of anticipated lower production levels, ultimately revenues wi ial banng some
unforeseen ol Giscovery.

For the hase case scenario, O Erices are assumed to ncretse at .5 percent per year with inflation increasing from 3 86% e>FY 96 t0 4.38% FY 1997 FY
2000, andto 4 58% FY 2001- FY 2010.
Table 1.

Projected Met General Fund
Unroctricted Revenue*' Projected Net-Pet/oieum RWW W

(8LWont of Qoiars)
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A* pfoducten homemtmg foldf commuci to decfeno, sUIT revenues wi Ocd.no accordingly. TeNo 2 show* current and projected oAproduiction through 2010
Prodncten « projected to decfra 43% intho next 10 years, faftng to 1578 production levels of .8 million barrels pet day by FY 2006.

Table 2

STATE of ALASKA
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Alaska Oil & Gas Lease Sales
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Undeveloped North Alaska Hydrocarbons

Umiat 1946 Point Thomson 1977
Fish Creek 1949 Tern Island 1982
Simpson 1950 North Star 1982
NS Natural Gas 1968 Hammerhead 1985
West Sak 1969 Colville Delta 1985
Ugnu 1969 Sandpiper 1986
Gwyder Bay 1969 Badami 1990

Flaxman Island 1975 Kuvium 1992



TESTIMONY
BY: GERALD G. BOOTH
VICE PRESIDENT, ENERGY AND MINERALS NuAn
COOK INLET REGION, INC. n gjcjf
ON CS FOR CS FOR HB 207 Hr "
APRIL 28, 1995

Good afternoon Mr. Chairman, members of the Committee. My name is Gerald Booth
and I'm Vice President of Energy and Minerals for Cook Inlet Region, Inc. CIRI is owned
by 6,700 Native shareholders of Athabascan, Eskimo and Aleut descent. The company's
principal lines of business are real estate, broadcast communications and natural
resource development. | am here today to talk about the latter.

CIRI owns and manages 924,000 acres of surface and 1.6 million acres of subsurface
estate in Alaska. CIRI holds various royalty and working interests in several producing and
prospective oil and gas fields.

The development of CIRI's lands and resources will play a significant role in the future
economic growth and development of south-central Alaska, especially its oil and gas
interests on Kenai Peninsula.

CIRI has been marketing its lands on the Kenai Peninsula for oil and gas exploration and
has been successful in bringing new exploration of our lands and adjoining State lands.

HB 207 is important to our Company and our shareholders' future and wc ask the
Committee to passHB 207 as it was adopted by the House of Representatives. Here's
why.

CS to*
My remaining testimony will focus on specific areas of*CS for HB 207 that are major
concerns to CIRI. All references are to the work draft of CS for CS for HB 207 dated

April 26, 1995.

Page 2, line 1 - the recommendation is to change the effective date to an open date. If
the State is offering an incentive for long range exploration and development ol our oil
and gas resources, the legislation should not have a sunret clause.



Page 2 line 9 - "environmentally feasible". If this type of language is required, care
needs to be taken to include any and all feasibility based on the world price of oil.  fc=/-/W D

Page 2 line 27 -We suggest that the language (concept) use that of the House version in
tbdUhe-proegtris based on a sliding scale royalty method based on me price of oil.

Page 3 line 3(1) - For any and all developments, a proposed royalty adjustment would be
for more than $5,000,(XX), theft all projects would go for legislative review. tzH9 * 4

Page 3 line 12 (ii) * If we are™eftng™a/j incentive, why is it sunsettcd. If the program is
not needed due to good profits and high oil prices, no applications will b * submitted
and if the program is not needed the legislature can terminate the concept. As
presently written, the whole royalty concept would be of little value to CIRI in its
potential development.

Page 3 Line 18 (B) - Current law permits the Commissioner to go lower than 3% for
potential operations in Cook Inlet. | don't see why it is proposed that a floor be
established.

Page 3 line 22 (5) -By adding the non-assignable clause, limits investments especially by
incf; j.indents, 'hose companies that are i»iportant to Alaska's future development in
areas like Cook ilet. These companies, like the majors, share risk in exploration and
development and require new players to come into ventures at different times. The
concept as presented in CS for HB 207 is not considered a good one.

Page 3 line 27 (6A) - 1™ a” gmrv-lfy oaUile you are-trying to identify what may be
needed for the Commissioner to make a decision. CIRI does not feel it necessary that
this type of guideline to be put in place for the Commissioner.

Page 4, line 4 (7) - The concept of selecting the independent contractor as outlined in
HB 207 is fair to both parties and is becoming accepted practice at t*e federal level.
We recommend the Senate version adopt the concept in HB 207.

Page 4, line 9 (8) - The comment period should he as reasonable as possible and we
suggest that 30 days is sufficient especially when considering all the lime constraints that
fall into putting projects together.



Page 4, line 14 (9) * The listing of what should or should not be in any findings and
determinations should be reserved to regulation. Here again, unnecessary sideboards
are added to the legislation that provides openings for future litigation.

Page 5, line 2 (10) - We fail to see the necessity for the Legislative Budget and Audit
Committee lo be required to go to executive session or whatever to do their work. The
time frames suggested again to extend the process. We suggest the time periods go
back to those in the House version. In fad, the HB 207 version on the oversight
provision by the Legislature is acceptable lo CIR.  C V I fr-dfi*]

The objective of all of us is lo get more exploration and development in Alaska. We
recommend that the Senate reconsider the changes it made to HB 207 and find
common ground for the passage of the legislation. The royally reduction concept is an
excellent one and those of us in the business of marketing Alaska resources see it as
mandatory to the future development of Prudhoe Bay and more important to us. Cook

Inlet.

On behalf of Cook Inlet Region, Inc., | urge you to support HB 207 and reconsider the
Thank you.
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Testimony of lohn Ellsworth
In support of House Bill 207

1
Good afternoon Mr. Chairman and members of the committee, My

names is John Ellsworth and I'm President and owner of Alaska
Interstate Construction, a firm that provides construction services to
the mining and oil industries, as well as the State of Alaska. During
the construction season Alaska Interstate employs over 200
Alaskans throughout the state. I'm here today on their behalf to tell
you why House Bill 207 should be adopted by this committee, and
in essentially the same form as it was passed by the House of
Representatives last week.

In the past few years we've seen a dramatic shift in the investment
activities of international oil companies. A shift away from
investment in the United States and a shift towards investing in other
areas of the world. This is due, in part, to changing international
politics, development of new technologies, and the development of
more cooperative relationships with host governments in other oil
regions. But what really drives this change in oil company
investment strategies is their potential return on investment. And in
Alaska, Mr. Chairman, the potential for realizing a reasonable return
on investment is growing smaller every year.

lhc oil industry in Alaska has done everything possible to rein in
their costs to remain competitive in the world market. They've
downsized their operations, started sharing services, and invested
heavily in new technologies. It's a far different industry than when |
got my first contract on the North Slope. It's leaner and certainly a
whole lot meaner. But the steps the industry has already taken
resulted in their remaining reasonably competitive for further
investment in the short term.
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But there is an obvious limit on how much more they can reduce
their costs. Alaskan oil development is inherently expensive. The
remoteness of the fields, the high transportation costs and the fact
that the oil can only be sold to in the U.S. market, makes oil
production here more costly than in other oil provinces.

If we are to attract more investment in the state, particularly in the
development of marginal fields, we have to find a way of reducing
those costs even further. | submit that it's time for the state to begin
acting as a participating partner in this effort, rather than as a
dissatisfied spectator. House Bill 207, as passed by the House, helps
accomplish this. It helps clarify the law that allows the state to reduce
royalties on marginal fields to help spur their development.
Otherwise, this oil may never come tc market~and Alaska could lose
the chance at any royalties at all.

The Committee substitute before you today does not accomplish thist
It drags out the royalty adjustment decision process and has the real
potential of introducing political wrangling into what should be a strictly
economic decision, hurthcrmore, adoption of this substitute could set
the stage for preventing any legislation from being passed this
session. And that, in turn, could spell disaster for investments
decisions due lo be made during the coming year.

On behalf of my 200 employees and their families, | strongly urge
you to adopt the version of the bill the House of Representatives
passed. Give the state the ability to make a timely decision on these
royalty adjustment applications. And help Alaska truly become a
partner in the development of its resources.

| thank the committee for its time and | would be happy to answer
any questions.

Tnrei p tn
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Union Oil Company of California
Testimony on CS HB 207
Senate Resources Committee
April 28,1995

Mr Chairman and members of the Resources Committoe--My name is Kevin A.
Toblor, Land Manager for Union Oil Company of California (Unocal) in Alaska, |
appreclato this opportunity to bo heard today and to present Unocal's comments
on CSHB 207. I|would like to begin my testimony by saying that tho Sectional
Analysis provided after the April 26, 1995 Hearing wa9 particularly helpful in
making a more Informed analysis of the Bill. Some of tho concerns | exprossed
in Wednesday's Hearing havo boon clarified by the Analysis ond therefore tho
enclosed testimony more accurately reflects Unocal’'s view and opinion of the
Bill.

Subsoctlon (jX1)

From purely a Unocal perspective, based on its presont acreage position.
Unocal Is not directly impacted by paragraph (A). Most of the Unocal leases
held today aro located within producing fields, some of which are nearing tho
end cf their economic viability. Wo have however, testified in earlier hearings on
this Bill that we have not endorsed the concopt of Sunset Provisions.

Subsoctlon (jX3)

Paragraph (B) appears to be a roopener. A9 long as It Is clear the conditions of
any future adjustments are determined at tho time of royalty reduction and not
intended to be a unilateral determination on the part of the Commissioner, we
don't have an objection. | believo the wording should be changed to make this
point absolutely clear

Subsoctlon (J)(4)

We believe tha requirement for legislative approval undor paragraph (A) will be
a time consuming and unnecessary requirement resulting in an administratively
burdensomo process. Under the House Finance version of the Bill, adequate
Commissioner oversight is provided under Subsection (j)(8).

In reading tho provisions of paragraph (B) of this Subsoction, it Is unclear to mo
as to the intent of the language 'in amount or value of the Production’. If this is
to meen a net 3% floor or a maximum 76% reduction of the current royalty rate
than Unocal is opposed lo this revision Under tho Houso Finance vorsion of the
Bill, tho floor established for producing and shut-in fields is 90%. There needs
lo bo clarification on this point. Any increaso in tho floor reducing floxiblity would
be inconsistent with our position and prior testimony.
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Subsection J)(6)

The assignment of all right, title and interest in a leaso is a fundamental principle
in the oil industry. Property trades will be greatly rostricted if assignability of a
royalty adjustment Is not allowed. The ability and desire to acquire a lease that
has favorable royalty terms may be the catalyst and incentive for a company to
Invest capital and employ new ideas in fields where the current owners may bo
less Inclined. Companies are rationalizing properties and focusing invostmonts
in core areas to take advantage of their particular operational, infrastructure or
informational strengths. Lost opportunity for earlier development of a leaso or
field is sure to occur if this limitation Is imposed. The intent of this legislation
should be to create opportunity with certainty, not further limit the creativity of
tho industry.

Subsoctlon (j)(7)

This issue was thoroughly discussed in prior hearings with what wo thought was
an equitablo compromise and consensus opinion of the parties testifying. We
see no advantage to changing this Subsection and would prefer to sea
Subsection (6) of the House Finance version reinstated.

Subsection (j)(8)

Thirty (30) days rather than sixty (60) says is an appropriate time period for
public comment, Tho whole review process needs to be streamlined wherovor

possible

Subsection (j)(9)

Reviewing and addressing all the requirements under this Subsection will be
very expensive, time consuming and may not be applicable in all circumstances.
We believe the Commissioner should have the discretion to provide for the
contents of the best interests finding end determination. Tno Department of
Natural Resources is well equipped for this process. We feel It is unecessary for
this Subsection to be in the Bill, and in fact, the degree to wnich each of these
conditions are to be Investigated will bo tho subject of much dobato. If the
committee and legislature feel the need to include the details of the finding and
determination In this Bill, then paragraphs (A) through (G) should only be
suggestions of issuos the Commissioner may consider in a royalty adjustment
application.

Subsoctlon (JH12)

We hove a similar comment in this Subsection os In Subsection (j)(4) in that
legislative approval is unnecessary and administratively burdensome. We
contend that Subsection (j)(10) of the House Finance Bill is moro appropriate
ano should replace this Subsection.

We look forward to working witn tho Legislature as this Bill progresses through
tho 'egis'ative process.
Thank You
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Testimony of Resource Development Council
on CSHB 207
An Act relating to the reduction of royalties reserved to the state to
encourage production of oil and gas from marginal fields
Senate Resources Committee
April 28, 1995

Good afternoon. My name is Becky Gay, Executive Director of the
Resource Development Council for Alaska, Inc. On behalf of RDC,
thank you for the opportunity to testify on CS for HB 207.

RDC strongly supports HB 207, as passed by the House in an
overwhelming 35*2 margin. The House version of this legislation
provides the flexibility needed for the State and industry to work
together to change the economic equation for marginal fields. It
provides flexibility for working with investors on a case-by-case
basis to overcome Alaska’s unique challenges and make new
development and production a reality. Alaskans will benefit from
new jobs, long-term revenues and increased economic activity
associated with the development of new fields.

HB 207 is a tool the State can use to enhance the competitiveness
of projects whose funding might otherwise go abroad. It sends a
clear signal that Alaska aims to be competitive in the world market
to attract the investments necessary to develop its oil and gas
potential.

This clear signal, however, could become blurred due to recent
amendments to the bill. RDC does not support the two sunset
provisions nor the requirement of legislative approval on royalty
reductions exceeding five million dollars or 50% of the royalty
originally specified in tho lease. RDC believes these new
amendments to the bill are counterproductive and undermine the
original purpose of changing state law on royalties. Alaska could
be left with a bill of good intentions, but one .hat, in reality, falls
short of what's needed. Tho amendments unfortunately will give
way to more needless delays and more uncertainty. The 1998
deadline for royalty adjustments puts us back to square one as far
as future discoveries are concerned. Er ding the royalty
adjustment itself in 2002 could hit some fields just whon they need
royalty relief the most.

HB 207, as passed by tho Houso, is a good piece of legislation
which should not be changed significantly. I?will help to open up
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marginal fields to development. And it does protect the State's best interests if
a marginal field turns out to be more profitable than anticipated.

Please do not compromise the effectiveness of this bill and its ability to
change the economic equation for marginal fields. Lets send a CLEAR,
CLEAR message that Alaska will take the necessary steps to attract new
investments, revenues and jobs.

RDC looks forward to working with the Senate toward final passage of a
strong and effective royalty adjustment bill -- one that will ierve as a
powerful strategy to overcome roadblocks and make Alaska more competitive
in the world market so that more dollars aro investod hero

Thank you.
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Mr. Chairman, Members of the Committee, ?ood_afternoon. My name is
Trie Luttrell, and [ am Vice President of ExPoratlon and New =
Developments for BP Exploration (Alaska) Inc. Thank you for this
opportunity to testify to the Committee today on behdlf of BP.

| have come here today to testify in support of I_eqlslatjon that would
encourage the development of marginal fields, fields like Badami and
Northstar, fields of moderate size away from emstm_g infrastructure.
Mam{ of these prospects would not have been considered for
development only a few years ago. Because the deveIoEment of these

lelds within BP 18 directly undef my control, | have taken a special
{nterest |In H]%Iegm\ Cny y P

atlon.

In particular, Iwould like to talk to you about the versign of this bill that
assed the House and the differences between that version and the draft
enate Resources Committee Substitute that we received two daKs a00.

We have a number of concerns with the ﬂroposed language of the Senate

bill, but Tonly want to address a few of the main ones hefe today.

Let me begin by briefly reviewing the context for this legislation, In
looking at™our business in Alaskd and our opportunities to develop the
business and make it grow, we in BPX Alaska see a number of situations
in which the State’s Eresent royalt}q terms may impair our ability to
compete within the BP Group for the capital funds to make the
investments needed to keep our business sound and healthy for the
future. Although BP Is a large corporation, it still has only & limited
amount of money available each year for capital investmeénts worldwide.
Naturally, in allocating these capital fund. ,Bpnonty_ 1S given to those
investments that are most attractive. So if BP's caP_ltaI unds are all
allocated to more attractive investment opportunities elsewhere before
we get down to our Alaskan Rrohects, then the Alaskan projects simply
don_t(r;et funded even though they may still be quite attractive and
feasible economically on their own terms.

This is a fact of life for us. and in this, BP is no different from any of the
other oil companies still active in Alaska. The state and those of'us who
work for BP in Alaska are engaged in a global competition for investment
dollars. It is, of course, of great personal concern to those of us working
here, because in Iar[qe partour jobs here are on the line if we don't
compete successfully. It is also of concern to us as Alaskans, because the
continued oil and gas development of this state is essential for its future
economic well-being. So it is extremely important that whatever
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"economic feasibility” lest that is applied lo an application for royalty
adjustment recognize this global competition.

The House-passed version of HB 207 would give the Commissioner of
Natural Resources clear authority to modify the terms of the State's oll
and gas royalties in a variety of ways in order to facilitate and encourage
the new investments that néed to hie made in order to bring marginal
new fields into production and to sustain production from ‘existing fields
that are In decline. At the same time, it contains safeguards to protect
the State’s best interests. By protecting those interests while allowing our
Alaskan opportunities to be' made more competitive against the
opportunities elsewhere, the House version embodies @ win-win approach
for the State and its oil industry. It isa good bill, and BP fully supports it.

Unfortunately, the same cannot be said of the draft Senate Resources
Committee Substitute for the bill. It 1s badly flawed, and seriously out of
touch with the realities of a mature oil industrin Alaska.

Problem number one is the requirement that a_n%/ royaItY adjustment be
approved by the legislature. This, combined with the extensive findings
that the Commissioner must make, is an invitation for long delays.in final
approval and most probably, litigation. It is entirely possible that it
would be two ye.... before an applicant would know whether a project
would have a revised royalty arrangement. This process will also
compromise am ibility to Keep sensitive proprietary information
confidenti.il. All of this adds up to additional uncertainty and, in our view,
makes this proposal unworkable. We recognize the importance of
appropriate oversight, but we need to devise something that would not
undu|¥ burden the State's and industry's ability_ to get'these marginal
Bro ects Flevelo;f)ed._We think the oversight provisions in the existing HB

07 would be etfective.

There is another point that is relevant to the whole question of oversight
of the Commissioner's decisions, and that comes in the form of a question:
What incentive does BP have to make a deal that Is not in the best
interest of the State? We will be doing business in Alaska for a long time.
Since the nature of the deal will be examined many times after it is made,
any undue advantage that we may have gained will become readily
apparent. We would fully expect the State to try to recover that _
advantage in some othef way, e.g. increased taxation. In short, it is not in
0Pr’sfhoersatg}/eother company's long term interest to make a deal that is bad

April 28, 1995 2 419 PM



My second major congern is that of encouraging development of new
pools within existing fields. Here again, the Senate version could have the
effect of discouraging investment and deveIoPment by carefully

removing the words “pool, or partion of a field or pool” everywhere they
occur inthe House version, leaving only references to "field.

This reflects a fundamental misunderstanding about how investment
decisions are made. Fields are not economic monoliths, nor do we view
them that way. liach new investment in a field has to be justified at the
mar?m, on its own merits. The profitability (or economic failure, for that
mat er%of prior investments in a field has no bear_mttq on the decision to
make the new investment or not. The plain truth is that there are
investment opportunities that are truly marginal in all fields. In terms of
competing for limited. capital funds, it'is jusf as important to_recognize
this fact P( oPpToernes In large fields as it Is to recognize it in the
context of little fields.

A third problem with the draft Committee Substitute is that any royalty
adjustment for a new, margmal field automatically terminateson
December 31, 2002, How does this benefit the State? Limiting the time
when a royalty modification can be in effect, whether it appliés to some
fields or t0 all, makes little sense — especially if the moditication is a
restructuring instead of an outng}ht reduction, Our concept is to share
risk with the State, a concept that makes an arbitrary cut-off of the deal
potentially contrary to the Slate’s best interest.

For similar reasons we do not understand what the State gains by
providing that all of the provisions of this bill terminate at the end of
1998. Asa practical matter, if future legislatures and administrations
believe that this bill is not in_the best interest of the State, it will be
repealed. In this sense, the bill and all of the royalty adjustments that are
made under its authority will be constantly under review. Nevertheless,
If the Committee would be more comfortable with a sunset provision, it
Bh?uld a”ovv_ a reasonable genod for this set of proposals to work. We
elieve this is a minimum of five years.

The fourth problem with the Committee Substitute is that it requires the
Commissioner to include as a condition of a royalty modification the
power 1o “restore or increase the state's royalty share if the assumptions
upon which the agreement is based ... are subsequently determined to be
In error..." This assumes that all errors are made against the state's
Interest, which Is simply not the way things happen, Our intent is to deal
with unknown factors during the course of negotiations with rhe
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Commissioner. This unilateral authority to change the agreement inserts
another element of uncertainty into the develo,oment decision. The
negotiation will cover the relationship of royally rate to price. We would
also expect the_ne%ot|at|on to deal with anticipated recoverable reserves,
(well productivity?!, and the like. The nature of the negotiation process,
CO bmeﬁi with an ar%)ro riate level of oversight, renders such drastic
unilateral powers unnecessary.

What is at stake in the near term? We believe that effective _
legislation can have a big impact on our decision lo develop Badami, and
o our decision to develop Northstar. We expect that both of these
decisions could lk*made in the next year and lead to significant
production and revenue by 1998.

Badami: Iwill tell you candidly, 1don't know whether we would

request royalty adjistment for'Badami. That request awaits complete
review of our drilling results and the engineering cost estimates. 1can
tell you that we have a group of experts working diligently on both issues
to get us answers to these questions by mid-summer.” Then we will run
the_economic analyses and take a decision to make a request to DNR if we
believe the field is develoﬁable but marginally economic under low price
conditions. And ifenabling legislation passes this year.

That is a lot of ifs in a row, but that is the nature of our decision at this
time. If we defer the decision to develop out of 1995, we, and the State
will lose the opportunity to start production and revenues in 1997, We
hoth loose: Production and Revenue... | fail to see how deferral is in the
best interest of either of us.

Northstar. Simply stated, development of Northstar in the foreseeable
future requires passage of legislation_including net profit share
adjustments as a part.of the negohatmn with the Slate, We had hoped
that we would be talking with the Senate about extending the terms of
the House hill to net profit share |eases. Now. we are in doubt as to
whether there will be a royalty adjustment bill that has any practical
effect, This means that we aré two steps away from any plan to develop
this significant prospect. Pretty strong words, but | could not recommend
tNOPEIF_) teprht])geedmg with Northstar development without a change in the

We have been very open with the DNR on Northstar and have even

BroRosed some passible a?reements that would protect the interests of
oth the Slate and BP. But they require legislation. With legislation, we
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believe we would be negotiating with the State before year end. Delay of
legislation or failure to includeNPSL would defer the development of
Northstar by 1-2 years and, because of that, delay production and
revenue from Northstar by 1-2 years. |fail to see’how that is in the best
Interest of the State.

Are there other marginal accumulations on the North Slope that
could be developed in the near term? Absolutely. Will their
development be encouraged by this legislation? [don't know, they are
notmafur enough for us to tiaveflclear fiew of their economic value. |
certainly do not expect that all will

What is in it for the State of Alaska? The State of Alaska, stands to
benefit greatly from these developments, and from their timely
development.” At Badami, we project State revenues (using current State
price forecasts) of upwards of S350 mm (royalty, severance, ad valorem,
Income taxes), plus jobs and the infusion of several hundreds of millions

of oIIarsofagditionaI Investment during development. Investment in
and revenues from Northstar are similar.

When we look beyond the specifics for Badamj and Northstar, the

Proposed Ie%slanon has the potential of sendin% a strong messa%e to the
ndustry, to"Houston, to Los Angeles and to London, a méssage that

Alaska wants to work cooperatively with Industry to encourage
investment and new development; that Alaska wants to compete. Not
passm,? legislation this year or passing the _vvron% legislation will send the
opposite message. We believe that this bill is both nécessary' and
beneficial to the state and to industry’, but it must be in a useful formal.
The House version was carefully considered and would work. The Senate

version would not work.

| have tried to be open, direct and candid with you here today, just as w
would be with the State in a negotiation. Those of you who know me,
know that is my style and. it is BP's style. Like it or not, the State and the
Industry' have much to gain by improved openness and. cooperation and
we look forward to a long and mutually beneficial relationship.

Thank you for the opportunity to tes'ify.
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PIl&C 2. lings 1-2- We don’t helieve there is any go«xl reason to have
a sunset date for the Commissioner’s authority to enter into
agreements to modify royalties for new fields that aren’t yet in
production. As new fields continue to be discovered ?hopefully),
some ot them may well be suitable for modification of their royally
terms.  There is no guarantee these new fields will all be discovered
by any given sunset date, and OParticularly by January 31 1998 At
the very least, the sunset should be far enough in the future to give
the new program a reasonable lime to work — at least five years
But BP believes the best way to deal with this royalty-modification
Program it there arc problems with it in the future, is to amend the
aw or even repeal it if necessary, instead of using a sunset clause.

PJCC 2 iflC 2 (and everywhere ¢ |vC ufo-rc the phrase "pool pr
Cqllitin J2f .J field or P™ [l appears in the House version and is drirtr.|
ill-1hc drafl senate CS). the Senate version could have the effect of
d|scourag|n? investment and development by carefully removing the
words pool, or portion of a field or pool" everywhere they occur in
the House version, leaving only references m “field.*



This reflects ;i fundamental misunderstanding about how investment
decisions are made. Fields arc not economic monoliths, nor do we
view them that way. Each new investment in a field has to be
justified at the margin, on its own merits. The profitability (or
economic failure, for that matterL of prior investments in a field has
no bearing on the decision tomake the new investment or not. The
plain truth is that there arc investment opportunities that arc truly
marginal in all fields. In terms of competing for limited capital funds,
it is just as important to recognize this fact for opportunities in large
fields as il is to recognize it in the context of little fields.  Deletion of
the words "pool, or portion of a field or POOlH reflects a naive but
fundamental misunderstanding of the real world and how our
investment decisions arc made. They should be restored.

Page 2. lines  10-12:In the drafl CS royally modification for a field in
decline will be forbidden until the field is actually losing money.
Well before that time, investments to slow down the decline would
have to be made, but nothingcould be done then to modlfr the
royalty. In oi o words, anyhelp for declining lields would be too
little and too late to help the investment decisions that would slow
the decline. The House version does not make this mistake.

Page 2. lines 2~-32: These provisions do not reflect enough
attention to the restructuring of.royallié obligations.  Restructuring
does not necessarily mean reduction. For example, a fixed royally
could be converted into a sliding-scalc royalty rate based on price
levels.  Such a sliding scale could be designed so that the State's
royalty is the same overall if prices follow the State's mid-ease price
scenario in itsrevenue forecast.  That's not a reduction, it's asharing
of ice risk.  But itis one that ?reatly helps the competitive
attractiveness of a prospect in Alaska, where hllgh transportation
costs give us a unique degree of vulnerability to low prices. A price-
based sliding-scaie royalty would afford relief just when we need it
most, and thus improves the attractiveness of an Alaskan investment
by reducing its economic risk.

Moreover, since the application to modify a royalty is filed before the
investments arc made and before anyone knows how well the
investments will actually perform, errors in the assumptions about
how- they will work can run both ways — not just against the State as
the draft CS seems to fear. ~ The House version is more even-handed
in its treatment of changes from what either side expected. Thus, the
language in lines 27-32 on page 2 of the draft CS should be replaced

April 28. ITO 4:20 PM



wilh the language in the House version, starting with “provide for" in
line 26 on page 2 of CSIIB 207(FIN)am and running through the end
of line 32 on that page.

Page 3. lines 1-21.  BP recognizes the need for appropriate oversight
of the royaltﬁ restructuring program. The House passed version of
HB207 has three types of oversight. First, there is a thirty day public
comment period. Secondly, the legislators are given formal notice of
the , rcliminary findings on the first day of public comment period
allowing them  time to become involved if they decide it necessary.
Third, the commissioner of Natural Resources must offer to make a
presentation to LB&A regar_dmg the preliminary findings and
determination and the administrative process.

lhc legislators will clearly be aware of any royalty modification
agreement and will be able to receive input from their constituencies
and a_pEIy pressure to the commissioner as they see aBproprlate.
The risk of an unacceptable deal 8omg forward would be minimal.
Provisions elsewhere in the drafl CS provide for timely review by
the Legislative Budget and Audit Committee hefore the Commissioner
makes a final decision on a royally modification request. That is the
right lime and the right way for the Legislature to make known to
the Commissioner any reservations it may have about the deal. The
requirement of obtaining hgislative approval will cause excessive
and needless delay and uncertainty in concluding royally
a?reements. |f such an agreement were reached in principle just
after the Legislature adjourned, it could not be finalized until it is
approved in the next Session, which would be at least eight months
later and perhaps almost twelve. For these reasons BP believes lines
[-21 on page 3 of the draft CS should simply be deleted.

Page 3. lines 12-17; The draft committee substitute automatically
terminates any rogalty adjustment for new marginal fields on
December 31, 2002. How docs this benefit the State? Why should
royalty agreements for new fields expire after 2002 while identical
agreements that might be made for fields in decline or for shut-in
fields would have no expiration date? Limiting the time when a
royally modification can be in effect, whether 1t applies to some
fields or to all. makes little sense — especially if the modification is a
restructuring instead of an outright reduction.

Page 3. lines 22-23: This is a new provision, forbidding any
assignment of a royalty agreement from one lessee to a potential
new lessee. The Sectional Analysis for the drafl CS docs not explain
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why the State should he concerned about this, nor can BP figure out
what the stale interest is that needs to he protected this wa% .
Rather, we see a good reason not to ban such assignments: Banning
them would make it more difficult to take in new partners to share
the risk in @ new development, and that could keep new
developments from happening. In any event, BP sees no reason why
the State's interest — whatever it may he — would not he fully
Brotected hy requiring any assignment to be reviewed and approved
F the Commissioner “hefore it can be made, instead of banning them
altogether. ~ So, cither these lines should be deleted, or the words
"without the commissioner's Horlor approval” should be inserted after
the word "assignable” and before the semicolon at the end of line 23.

Pane 3. lines 27-31: This subparagraph (A) conflicts with
subpa_ragiraph (1) that immediately follows. QA) says financial and
technical data must be disclosed to the extent the Commissioner
determines them to be relevant to the decision to enter a royally
modification agreement.  But gB) says that information must be kept
confidential under AS 38.05.0 5(a)(9% upon the lessee’s request. It
can't be hoth. Either the information” will be kept confidential, or it
won't.  Given that the Legislative Budget and Audit Committee can
review a deal before it is consummated — including the confidential
information in an executive session — BP believes there will be
adequate oversight of the process in a timely fashion, without forcing
lessees to choose between s_eekl_ng? a royalty modification and giving
up proprietary and confidential information in order to do so. Thus,
we recommend deletion of lines 27-31 in their entirety and of the
“(B)" in line 32 on page 3 of the drafl CS.

Page 4. lines 4-8: This material relates to the independent contractor
who is to advise the Commissioner at the lessee's expense in
reviewing the lessee's application for a royalty modification. The
draft CS deletes a provision in the House version aIIowmﬂ the lessee
to choose the contractor from a IP of three offered by the
Commissioner.  That provision s..ikes a reasonable balance to keep
either party from_tryln? to get an undue advantage over the other
through the selection of this independent advisor. ~ The draft CS also
deletes a provision in the House version making clear that the
Commissioner, not the lessee, controls the scope of .vork of the
advisor.  This provision, too, is needed to keep balance as the advisor
works for the Commissioner.  Accordingly, BP believes this material
in the draft CS should be re,olaced with the material appearing in
lines 16-22 on page 3 of CSIIB 207(EIN)am.
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Pape 4. line 12: The 60-day period for public comment adds an
element of delay in the process. Thirty daﬁs is sufficient — after all,
the required public comment period for the very regulations to
implement this legislation is only 30 days.

Pape 4. line 14 to p. 5. line |; These highly detailed "best interest"
findings arc a laundry list of litigation issues to challenﬁe a
Commissioner's decision to modify a royalty. Some of them — such as
"the projected social effects of the proposed royalty adjustment" or
"the projected effects of the proposed royalty adjustment upon
existing or potential new commercial enterprise, competition, and
patterns of investments within the state" — would reguwe extensive
speculation and conjecture by the Commissioner in order to address
them.  The Commissioner's decision should be made on the basis of
facts as they arc known at the time, not on wild conjecture or
speculation of only margmal relevance.  Moreover, to the extent any
of these factors would be material to the Commissioner's decision,
they would be addressed anh/way by the Commissioner in the course
of explaining the basis for that decision. These provisions should
therefore be deleted as unnecessary and potentially harmful to the
program.

Pape 5. line -I:  The words "to protect confidential information" should

be inserted immediately after the word “appropriate” at the
beginning of the lir\

Page 5. lines 27-28: The "(A)" at the beginning of line 27 and the
Iohr_ase “that docs not. under $4)(A)(I) of this subsection, require
egislative approval." should all be deleted at the same time as the
rest of the provisions re ating to legislative veto are deleted.

Page 6. lines 2-3: By making the Commissioner's decision final only
as to the applicant, the draft CS creates a strong presumption that
everybody else may - to challenge that decision. The whole
;ﬁurpos.e In making the decision final is to cut down on litigation.
his, instead, would invite it. Therefore, the phrase *, as to the
roya|ty adjustment applicant," should be deleted.

Page . lines 4-21: All of subpai . (B) should be deleted as part
of (he general deletion of provisions relating to legislative veto, and
the remaining subparagraghs should be redesignated accordingly. I
addition, the phrase "or (B)" on line 18 should he deleted because it

refers to the subparagraph to be deleted .
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Stould Bc.Qcarly Eramaland thsi&cd
for Rovalty Relief Should Be CleaLJQ drc QwfigBLOIJhe Jk~ r~ (CSHB
207fFinJAmpage /. line 10) Particularly in view of the production trends
discussed ahove and the fact that industry statements about profitability fly in the
face of every published report of which 1am aware,4the process, the criteria and
the ease for royalty reliefshould be dearly defined and the ease should be part of
lite public record. This bill docs the opposite.  For example, where the existing
statute requires regulations to make procedures clear, this bill removes that

requirement.

2 Economic Cousidcnuiooa ShouldIndudc Analysis of Pipeline Profits
(CSHB 207[FIN]Am page 2, line 31 -Page 3, line 1)  Thin hill mandates
consideration of factors such as capital investment but may be rend to exclude
investment in pipelines. As mentioned above, ppclinc costs can be a major factor
affecting the development of new fidds and the continued production in existing
fields. Moreover, guaranteed profits to the pipdinc owners arc a significant factor
inllucncing production decisions that this language arguably rcquilSS the
Commissioner to ignore. You may choose to ignore this important aspect of North
Slope production economies; prospective producers will not. And you can het
needless litigation fees that die state will have to spend a bunch to counter industry
lawyers who arc certain to argue that the Legislature, by its cxdusioo of pipdinc
profits from its list, mended to exclude this factor.

luJ31ankcUM2Illld"3ktX. (CSHB 207[)FIH]JAm page 3, lines 15-16.)
The requirement that the Commissioner shall hold application material confidential
at industry' request contravenes the state's sunshine laws, common sense and
jurisprudence. The Alaskajudge who has probably reviewed more oil industry
documents than any oilier has thrice ruled against blanket grants of confidentiality

4 See: Ifcakin *19691. Oil Indmtrv Profitability in Alaafct. 1969 through 1987. p 2 fiodustrv

profit $42.6 billion. state share $29 3 billion); lemulative Research Agency f1993). Distribution

of Income from Ala»Im Oil and On Operations . .. p. 14 %1985 |adustr net mcome ESG billion.

1985 «Ule dc; revenue SU bdlloog Fmebr 1992T [o AlttUSp al s | FiPfth—
aie

1991 We* Const industry profits 495 er arre ?are S3K2 U|Ivm tV|I|C| (f d(1994r2
omea mucasLEaaomat A f I lr gms major fi ?
uQ rﬁer ond stale n§>er a xc %e e mate TATS| dustry proT|U0
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. rbthe SUile'a New evenue Forﬁca t De onstr te the NO[IIK
jr enerated an eneratmEq/ quw alent o Current TAPS
hroug put In Increase Pro uction Every D

A substantive case for royalty relief has not been made. To the contrary, new
evidence seems to puint in the opposite direction. Data in the Department of Revenue's
spring revenue forecast released Lst week greatly strengthen the argument that royally
relief may not be accessary.

1 Over the post decade, the stale's North Slope production forecast for 19%-
2010 Nas More than tripled. When forecast production is combined with increases in
acttr] production between 1sss and 1995 by 2010 the North Slope is now expected to
generate 6.2 billion more borrtls of oil than the Department of Revenue forecasted for
the 1ss6-2010 Period in 1985 That's more than ten years of additional North Slope
production at current levels. Put otherwise: Each and every day over the last ten years,
the current tax and royalty regime has generated one day more of production at 16
million barrels of oil per day than was forecasted in 1985 This trend of increasing
production (lil. slowed decline in production) was established in the face o*declining
prices, contradicting the dire warnings of industry and government studies in the late
1980 that said Alaska had seen the end of such increases 1 This trend was established
without royalty relief. This trend continues today The new state forecast increases
production for the 1996-2010period by 750million barrels over Uk previous semi-
annual suite forecast, issued last fall. Thai’s more than 20 million hanrls per day for an
entire year. On this basis, it seems reasonable o demand that a strong, substantive ease
for easing the state’s existing royalty relief provisions, as proposed in HB 207, must be
made before this bill is enacted,

A See tlinched ubic* | iirvu@b * (k¢ jritomjd graphi V-I thiougb V-4 nunnunnnf. Dept, of
Natural Resources fnrcranta in Rlchard A. Hnebcrg. -MaUu N'orth Slone Pmducrinn Pttynccli
ftftimimttv Analyin (a report prepared for ihc Nanb.TO .M«Ju tcviroomeoul Centfr. djL],

Feb 22, 1995).
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2 Marginal Fields. In the new forecast, production from undeveloped fields
between 199%and 2010increased by 18% despite a reduction in production from the
North Star prospect. Two factors here are worth noting. It is my understanding that in
the new Department of Revenue forecast. North Star was delayed in part to higher TAPS
tariffs. Could more effective management of pipeline tariffs be an important factor in
encouraging or stifling future production? Second, undeveloped fields account for
approximately three percent of total forecast production; even wilh a tripling from the
current levels, non-producing fields would comprise Irs than ten percent of total
|forecasted production.

3. Profitability. We arc told repeatedly that "[thc target s to get Arco Alaska and
BP Exploration to divert exploration and production dollars from foreign areas and put
them into marginal areas on the North Slope "2 This dialogue is weirdly bereft of facts.
Alaska's interaction with its meal-ticketand the economics of North Slope production arc
unique and dimly understood. Arco's North Slope profits arc so unusual, in fact, that in
considering the flight of domestic capital in 1991, a First Boston report isolated Arco's
results from other companies in a separate bor  In thai same study, BP was alone among
the internationals in bucking the trend or greater returns overseas than in the U.S.3 In
Alaska, we just don't get it Consider the hig, front-page presentation in the Anchorage
Daily News last spring, one of many on the hard times theme. That one had a color
graph showing a slide in Aico Alaska's profits fnom $/00million in 199010 $225million
in 1993 The graph excluded Arco's Alaska pipeline profits, csumated at over $100
million peryear. Even more important, the story failed to note that in 1993 Arco's
Lower-48 and overseas production endeavors fijfl $180million. Far from being a
millstone around Arco's neck, from this perspective Alaska appears to be Arco's lifeboat.

Inft . 4opc profitability ia apparently sufficient to induce the consistent
production increases (i.e., slowed decline) identified above. But the public dialogue in

2 ,appng New Oil/ AodmrafC la flL March 2, 1995. p. 8-7.

3 Finl Botloa Equity Research. * Auayuug (he Domestic Operation* of Intcmouotul Qil
Corepanics; E"ptauuug the Exodus of Capital," September 5, 1991, Rp. 2-13, gSee Richard A,
Finebag. North Slope Prefili *xI ftaduciino Pttrocett (prrpaml for the Alaska Stale LrpiUturcl.

Nov. 17, 1991. pp. 25-27))
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this area is blunted because North Slope producers steadfastly refuse to disclose
information that would justify its position.*

B. HB 207 contains serious structural defects

| believe it is unwise to grant royalty reduction without providing for dear and
unambiguous clarification on the public record of the necessity for that assistance.
Instead, CSHB 207 (FIN)Am deliberately shields the actions of the Commissioner of
Natural Resources from the public review that normally safeguards the public interest
provisions giving the Commissioner of Natural Resources new powers to grant royalty
relief thatar ill-concmed and unprecedented. It has been dearly and convincingly
documented in other North Slope revenue disputes that public policy evils nourish where
confidentiality erodes tix* chocks and balances and balances that normally protect the
public interest and keep the public process on a steady course.5

4 Last May. in tn "Open Leiter to the People of Alaska" published in nugcr Alaskan newspapers, BP
Alaska Presides! John Morgan stated that BP has pad more in taxes and royalties than it has taken out
in profits or cash flow. This statement ftics in the face of every public study of which | am aware. BP
lias refused repeated requests to pul oo the public record information that would substantiate its daini
(Sec attached oorrecpnodcnee; ia 1992 tad again in 1993. the importance of RP* rcfuud lo provide dear
Rlubhc dataon iu North Slope ogeratlons west dearly ddincai'xi for the Legislature in my 1992 report.

oith Slope Profits and fYodochon Proypccts [prepared under contract to the Senate Finance
Committee], Nov. 12 1992 and by the Legislative Research Agency. Distributioo o f! tcomefrom
Alaska Oil and Gas OncTatioas ... [Report No. 93.001], Sept. 15. 1993.)

3 laacurrentcue whose very existence would be hidden from the public had Exxon Corp. «oc been
required lo make some documents public io the United States Tax Court Exxon is asking for
retroactive tax (kxhd'ctions that the Internal Revenue Service has uid ccvild ultimately be worth 518 to
25 billion if applied to all North Slope producers. Exxon argues that ultimate abandonment of costs of
Piudhoe Bay arc deductible far faknd tax yean 1977 through 1984 under federal tax law because those
claims are both knowable and fixed (United States Tax Court Dockets No. 18618-89 and 18432-90). Ln
December 1994. the Alasv* Oil & Cm Association recommended that the state should datify what it
might require or the sbexkxixncnt of Prudhoc Bay. Irocicolly. Exxon was identified as the lead source
forthoi rtoomroaidTtion ("AOGA Briefmg Paper Lease Closure," presented to Knowlcs-Ulxaer
Transition Team Dec. 28.1994) The biaiaot cnotredictioa between Exxon’s position in separate
arenas is indicative of the kind of games that take place under the cloak of eoofidannality.

A xcoord example of public policy abases flourishing behind the veil of cooftdaitialiiy is the
1985 TAPS tariff settlcxacui. Due to confidentiality, Ice)’ elements of that sorry record were not
available lo (lie public until after (be settlement had been formally appsoscd  In one instance during
the Zidler stages of the TAPS saga, the Governor was briefed oa aa err toeous document Ihal was
subsequently removed from flit* at J replaced with an altered document, in apparent violation of Alaska
statutes (See Ridugd A. Hnefacrg. The 1985 Tiki’S Settlement: A Carte Study in die Effects of
Corpfidr-ntialirv on Information Av»Lihle to Drdritm M.xkcii m Oil and C.ru Rrvmrr DiiraUia
(prepared for die Alaaka State Legislature?, Feb. 5, 1990), pp. 30-36. For a later study ef a TAPS
settlement defect with cnannous state and federal revenue ccnsegnencces that was mrs-staiM and
consequently overlooked during the flawed 1985 settlement review process, see Richard A. Finchexg,
Hidden Billions: The TAPS DRAR JYovisjoo (report prepared fat SUu Stephens. Valdez, Alaska),

August 21, 1992.
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1 Procedures for Royalty RelicLShould Be dearly Ecungd and the Nex!
for Rovalry Relicf Should Be Clear to the QwisrsiiCifag tawrcc. (CSHB
207[Fin)Am page 1, line JO) Particularly in view of the production trends
discussed ahove and the fact that industry statements about profitability fly in the
face of every published report of which | am aware,6the process, the criteria and
the uisc foe royalty relief should be clearly defined and the case should be part of
the public record. This bill does the opposite. For example, where the existing
statute requires icgulations to make procedures clear, this bill removes that
requirement,

Economic Considerations Should Include Analysis oLBnelme ProQts,
(CSHB 207(FINJAm page 2. line 3) - Page 3, ling J) - This hill mandates
consideration of factors such as capital investment but may be read to exclude
investment in pipelines. As mentioned above, pipeline costs con be a major factor
affecting the development of new fields and the continued production in existing
fields. Moreover, guaranteed profits to the pipeline owners arc a significant factor
influencing production decisions that this language arguably rcouircs the
Commissioner to ignore. You may choose io ignore this impojtam aspect of North
Slope production economics; prospective produocrs will nor. And you can bet
needless litigation fees that the stale will have to spend a bunch to counter the
argument industry lawyers are certain to make that the Legislature, by its exclusion
of pipeline profits from its list, did not mean to exclude this factor.

3 Blanket Confidentiality. (CSHB 207[[FINJAm page 3. lines 1S-16.)
The rer lircment that the Commissioner shall hold application material confidential
at industry request contravene 'ic state's sunshine laws, common sense and
jurisprudence. The Alaskajudge who has probably reviewed more oil industry
documents than any other has thrioc ruled against blanket grants of confidentiality

6 SeC DeaLm (>9891. Qil Industry Pmffit.ibilirv »n Alaska. 19*9 throtigh 1987. p 2 (industry
profit $426 btllioo, stale share $293 biUion); Legislative Research Agency (1993). Pistnbutiro
oUoffiocaisintalfiLact and Gas Chmhans ... p. 14 (1985 industry net income $5.6 billion.
19S5 Slate net revenue $3] billioo). Rncherg (1992). p. 43. Alaska North Slope Oil Profits .

Rl/99_1 Weal Coast industry' profits $4.95 per band, state share $3.82), W'lscc-Oilleue 19"4%,
rVyjtr.pw-.vA of FTprtttinf Almit/i Cruae Oil p. 36 (April 1994 Wert Court m”jor Held wellhead

profits $2.66 per harrd, stale share $2.63 per barrel [cxdudea eTtimated TAPS industry profit* ef
$1.00 per bund v. cute taxe* erf approximately $030 per DAITElJ).
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on industry request. In view of the clearly established right of the public to know
what its officials arc doing, be said, the industry should make a showing that it is
necessary to hold documents confidential.7 As recently as 1990, after careful
review’ in three committees and despite strong industry opposition, the Alaska State
House voted unanimously to prohibit oil and gas settiements from extending
confidentiality beyond that already required by law.8 This bill reverses both
precedents.

4, Contractor Analysis. (CSIIB 207[[FINJAm page 3, lines 17-21)
Apparently throwing in the towel ona 20-year endeavor to establish and maintain
expertise within the stale system to protect the public interest in the inevitable
dialogue with industry, this bill sets up an unprecedented system in wliich the
Commissioner will rely instead on a contractor to die industry.

5 Review'. (CSIIB 207[FINJAmpage 3, line 24 throughpage 5, line 2)
The public review contemplated by the btest version of HB 207, although much
improved, is seriously flawed in two respects — first, by the unprecedented grant
of blanket confidentiality, discussed above, and secondly, by excessive reliance on
legislative review. With all respect, that route is notoriously ineffective. Let me
(ell you about one confidential oil and gas briefing in which | participated in this
very committee room (or the one next doot) several years back. Two legislators
— the most senior member of the Legislature and a member of this present body —
refused to participate because they could not accept the confidentiality requirements
imposed by the administration. The briefing continued behind dosed doors; |
watched as the Legislature was misinformed 00 issues | considered important |
was ordered silent by my bosses. When a clever response to a misdirected question
pulled the legislators off track, | could have spoken out; lo do so would have meant

7 The court specifically refused to boia nutnud confidential merely « the rcqucu of (be induitry.
wiiho-t a ShOWIng 1o r the need for confidentiality, because 'the public’s right to know whas the
executive branch s about* outweighed the industry's speculative asscrbou of 8ewsihte damage
resulting from the rrleane o f information about its business. “Memorandum Opinion and Order
No. 92-71 (Denying Motions by DP Eaptmarioa (Alula). Loc. for Continued In camera Treatment
of Cerudn Documents in Conn Record) * ANS Royally Litigation, f111-77-X47 Civil, May 27,
1992 (19 pp.). Thejudge reaffirmed that order lan month. *Order (penying Ntoiioas t0 Hie
Documents Under Seal)’, ANS Royalty Litigatiou. 1JU-77-847 Civil, Stareh 20.199S.

*HB 541, 1990. Several members of this body, then in tbo Jfouac. voted for the provision
limiting settlement confidential ity



FROM RICHNRD FIMEBERO 01.21.1993 02132 P.

Fineberg / Testimony on CSHB 207(FINIAm
April 20, 1995 (Page 6)

giving up myjob — and with it, the ability to directly influence other important
executive decisions then pending.9

6. Judicial Review. (CSIIB 207fFIN], Page 4, line s24-25)  Itueasy
tosee why the industry would like to remove judicial review; in view of the long
history of increased revenues the stale has obtained through the courts, one
wonders why the stewards of puWic resources would recommend this course of
action.

C.The current iipprouch to incentives is flawed.

In the policy arena, where the mission is to protect the public interest in both the
revenue stream and the environment, industry desires must be Uaanced against these
concerns. It is self-evident that any bill that incieases industry’ revenue at the expense of
the State Treasury will tend to stimulate production. The industry will, of course,
advocate such a measure. But even if the startling provision that automatically grants
confidentiality at lessee (producer) request were removedor replaced with
language that guarantees public access to information necessary to evaluation of public
policy, it remains to be demonstrated that this legislation is necessary, or that Il reflects
the wise stewardship of public resources mandated by the Alaska Constitution. In view
of the well-documented history of abuses of confidentiality that have found their way into
the public record, it makes little sense to allow die lessees, at their own initiative, to
prevent these materials from seeing the light of day.10

To summarize: Even if the defects discussed above were corrected, the case for
live proposed incentives would have yef to be made. This concludes my testimony; |
would be happy to answer any questions you may Itave, and | thank you for the
opportunity to testify.

9 While I customarily prevxk footnote* and documentation. I muu tuk you to accept thii general
dc«enptjno because I'am ccralnuxxJ by cortfidastiality requirements fmm iVnbfying (he cvenf.
Were the boding identified, you would fun] no committee tape or substantive record nf the

meeting —again due (o coufrdenbaliiy rcquirancuu

10 Aj the U.S. Supreme Court has otwerved. TVople do nor demand infallibility from then
latmutioTU. but it is difficult for thar to accept what they are prohibited from observing " (Richmond
Newspapers. Inc. v Virginia, 44K U.S. 555,572 11980]; quoted in Maniraodtan 92-71, QL flLL cover

page). To auxsnpbib the Governor's well-intcniioord desire lo reduce litigation, the I>pdatwr
might constdec totxniikang legislation that puli more information an (he public record —not leu
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CS FOR lilt 207(FIN)AM QUESTIONS & ANSWERS

A. Purpose
. What, generally, does the bill accomplish?

This legislation amends current law to give the Commissioner of the Department of
Natural Resources (DNR) authority to grant royalty reduction for fields that have been .
delineated, but not produced. The current law allows the commissioner to grant r.oyalty reduction
to prolong the economic life of u field or to reestablish shut-in production. The bill requires that
the applicant make a clear and convincing showmﬂ]that any reduction meets certain requirements
and is in Ihc I*cst interests of the state. As part of the aﬂphcanon the commissioner shall require
the applicant to provide financial and technical data (which may be kept confidential at the
request of the applicant) to assure that the requirements arc met and that a royalty reduction is
warranted. If the commissioner determines that a third-party analysis of the submitted data is
nece.ssarr, then he may require that the applicant ﬁay for this analysis. This bill also provides
that if relevant factors change in the future, then the commissioner may raise the royalties that
were previously reduced. The commissioner must condition royalties If oil price changes.

These reductions may be applied only if one of the three "trigger events" is met:

e Fields that arc delineated, but not previously produced, to allow production (hat
would not otherwise be economically feasible. o . .

e Qiland gas fields whose economic life may be prolonged in light of increasing costs
in (lie later stages of production. o _

e Reestablishing commercial production of shut-in oil or gas that would no: otherwise
be economically feasible,

~llcfoic approving any royally reduction, the commissioner must issue written findings
assuring compliance with the requirements of this section and that the best interests of the state
ore preserved  The legislation also re,(\uwes the commissioner to give natice of his preliminary
findings and determination lo the Ieﬁm ature and public, and allow for comment before adopting
final findings and determination. The current committee substitute also states that the
commissioner shall offer to provide the 1.BA: A committee a review of the preliminary findings
ami determination.

2 Why is a change in Ihc law necessary ?

A change is necessay for three reasons, lint, achange will help to nuke Alaska
more competitive on a worldwide basis for oil companies’ investment dollars  The legislation
would ?Jve the commissioner greater flexibility than exists under current law and authority lo
reduce live royally rate on fields that have been delineated, but have mu previously produced oil
im gas Second, it would change the economic standard for a reduction for a mature field to a



point-forward or incremental analysis from a historical investment analysis which is not relevant
to a decision whether to abandon or continue producing a field. Third, it would clarify the
authority to reduce royalty under AS 3805.180()) & ([%.

lI. Standards

. The "best interest" standard seems vague. Should the legislature define the criteria that must
he considered in ma_kmq a hest interest decision? Should the legislature maintain the
requirement in existing law that the commissioner must find that the “state has obtained the
|mamm})Jm economic retum that is compatible with allowing a reasonable rate of retum for the
essee™?

o Before talking about further defining the best interest standard, there already is a clear
limit on the commissioner’s authority. The current statute permits the commissioner to Frant
royal(tjy reduction only if one of two trigger events is met. As discussed above, the legislation
would add a third trigger event —a delineated field that would not otherwise be economically
feasible to produce. Only if (hat showmg is met, which must be met by clear and convincing
evidence, is the commissioner authorized to even consider whether he should grant royalty relief.

If the commissioner makes a finding that one of the trigger events has been met, then
he must decide whether the reduction would he in the best interest of the slate before a reduction
would be granted. This standard, or a similar standard, is used throughout the statutes without
explicit criteria set forth. Forexample, AS 3805.130(p) gives the commissioner authority to
unitize oil and gas leases if lie determines it is necessary to "secure the public interest."

Importantly. DNR has already discussed the best interest standard in connection with
Conoco’s royalty reduction application. Ina published decision document, then Commissioner
Mein/e noted that the "public interest finding (docs? not simply weigh cash gains and losses to
the slate government" although he determined that lost revenues to the state government would
he approximately four times 3reater than the sum of additional royalties to the stale government.
The commissioner considere él). the effect on the total royalties that would be.Fm ; (2% the
additional projected recovery of oil; (3) the ability of the project to render a positive cash flow:
(42 the desirability of encouraging further investment that has a direct benefit to the state; (5) the
effect ofadditional production on TAPS throughput; and (6) the benefits of additional
gmplpyment. Ai i minimum, the commissioner would consider tliesc factors in making any

ecision.

~ The legislature, of course, remains Iree to put sideboards or restraints on Ihc
commissioner s discretion, but any sideboard or icstraint could effectively restrain ilic .
commissioner's ability to craft practical relief for a given field or reservoir. The current version
of the bill requites live commissioner to change the royalty rate if live pnee of oil changes.



Finally, DNR opposed an amendment to reinstate the “maximum possible economic
return to the state" standard. DNR believes that the economic standard set forth in the trigger
events is adequate. Moreover, the maximum economic standard is an impossible standard to
define, let alone meet.

f2 |var)]y does the legislation change the standard for royalty reduction for mature producing
ields”

The legislation actuaIIY clarifies the confusing old standard of reasonable rate of
return on total investment. The old standard is unworkable for fields in the later stages of
production. For these fields, the analysis should be based on expected future costs and future
revenues. Past profitability s little to do with the decision to produce or abandon a field today
or tomorrow. Abandonment decisions are based on a point-forward analysis, not historical
performance.

3 Why docs the legislation change the standard of persuasion from “clear" to “clear and
convincing™?

The "clear and convincing" standard is a term of art in the law which has been defined
by the courts and has an accepted definition. A "clear" standard has not been so embraced. This
lead to a dispute between DNR and Conoco & Oxy in their application for ro?;alty reduction.

The issue was pending before the superior court, but had not been decided, when the parties
settled. The change was made in hopes of avoiding litigation.

o The legislation is non-specific about when and how the royalty could increase. Shouldn't it Ik
more specific?

This provision is basically the same as existing law. Specifying when and how Ihc
royal(tjy must increase would take away flexibility. Presumably, the commissioner’s decision
would provide for an increase if prices increase oi costs decrease. llowcver under the governor’s
bill, there would be flexibility to tailor the terms to the specific frets. The commissioner’s final
finding or determination would include the terms providing for me increase.

5 What docs Ihe term "delineated" mean? Should the term be defined in the statute?

DNR helieves that the term "delineated” is a term ol art in the industry. Its generally
accepted definition is that there is sufficient knqwled%e of the aerial extent, volume, and
productivity of the field to allow a lessee to decide whother to proceed wilh development and
production, including determining costs to develop and produce the field. In other words,
delineation is the process by which a resource in a previously discovered accumulation makes the
transition to "reserves." Reserves arc resources demonstrated with reasonable ccrlam_lx to lk
recoverable from a know naccumulation under existing economic and operating conditions.



~ The requisite information varies from field to field and no specific test would suffice
for all fields. The information pertinent to makmg the decision would include drilled wells,
seismic data and interpretations, and engineering data on the reservoir's characteristics, including
welldflowltest data of sufficient duration to provide estimates of future development well
productivity.

DNR helieves that any attempt to specifically define "delineated” would likely create
as many problems as it solves.

6. What do the terms "field" and "pool" mean?

The me_anin? of the term “field" was disputed in the Conoco & Oxy application
process. DNR defined the term to include all reservoirs or pools underlying the lease or unit
area. "Pool" means an underground reservoir containing acommon accumulation of oil or gas.
Each zone of a general structure which is completely separated from any other zone in the
structure is covered by the term "pool.” The terms “pool” and “field" mean the same thing when
only one undciground reservoir is involved, but "field" -unlike "pool* -may relate to two or
more pools. To prevent future disputes, and to increase flexibility, the bill references both “field"

and "pool."

7. Can the royalty reduction apply to asingle pool on a given lease, as compared to all
production from the lease?

~The legislation would %ive the commissioner that discretion. If there had been
Productlon from one pool in a field, but not another pool, the commissioner would have authority
0 consider a royally reduction only for some or all of the second pool if it had been delineated.
Future discoveries or developments on the lease would not be automatically granted a reduction.

On leases that have been develoFed, such as lhe Kuparuk-Wesl Sak situation. DNR
wants the latitude to consider royalllz reductions for the West Sak reservoir, while retaining the
original royalty rate for the deeper Kupanik reservoir.

8 Would the royalty reduction be granted for the entire field or unit area?

. The reduction, if granted, would be granted on a lease b! lease basis. The lease or
unit agreement establishes the royaItK rate, and It is the lease or unit agreement that needs to be
amended if the royally rate is to be changed. Of course, the reduction could apply to all leases
within the unit area.

9 Would the bill allow thc Commissioner to reduce the royally rate at the state's largest fields,
including Prudhoc Hay?



. No. The new trigger event in the bill would not allow a royalty reduction for a field
like Prudhoc Bay. Both gas and oil have been produced and sold from that field. Consequently,
it could not qualify under the new trigger event of a delineated, but not produced field. Simply
pul, a reduction is not necessary to get the field developed. At some Pomt in the distant future
when the field is in steep decline, Prudhoc Bay may become eligible for a reduction under one of
the other two trigger events contained in the current royalty reduction statute.

10 What does the term “reasonable rate of return” mean in the current legislation?

DNR recommends dro[%ing the term. This term led to serious disagreements
between an applicant and DNR. DNR felt obliged to adopt an objective standard which could be
applied consistently regardless of the vagaries of an individual company’s financial planning
standards, Recq?mzmg that neither the state's oil and gas leases nor statutes guaranteed a
company a specific rate of return, or any return at all, Commissioner |cinze adopted a standard -
the return on a Q) day Treasury bill - which provided a positive real rate of return, but did not
provide an excessive profit at the expense of the state's royalty share. Other potential rates
considered by DNR included: (1) the individual company’s cost of capitol plus a marginal profit;
$2) a public utility tYpe rate of retumn; (3) the economic yardstick used by DOB to determine if a
field 1s commercially developable; (4) the long-term bond yield: and (5) the rate allowed by DOR
in determining reasonable shipping rales for severance tax purposes. As noted previously, once a
field is developed ge major investments sunk) any revenue in excess of operating costs Is
sufficient to keep the field in production.

C. Appealability & Confidentiality
|. The non-appealability clause seems unusual. Why is it in the bill?

flie clause has two purposes: The first is to make clear that the statute docs not

confer on a lessee a right or entitlement to a royalty reduc ~—~ Even if the lessee makes a
showing that the lessee could not economically produce the .icld, there is no dutﬁ on behalf of
the commissioner to grant royalty relief. DNR makes a business judgment whether the state
would rather have production on a reduced royalty basis or take back the leases and attempt to
relet them. Moreover, the commissioner may have to consider other factors, such as the effect on
}]he b|do{|rag process and on the environment, in determining whether a royalty reduction should

e granted.

There is some federal law on Ihc subject of royalty reductions on federal leases.
Under federal law the Secretary of Interior has authority to reduce a lease’s royalty rate under
certain circumstances  But federal law holds that:

(There are) no circumstances which require BI.M to reduce rogalty. Under
the: tatutc, no entitlement to such a reduction can ever arise. BLM

5



remains free to accept the economic consequences of denying royalty
relief, which may vary from case to case... The d|scret|onarE authority
conferred by (the federal royally reduction statute) enables BLM to
exercise prudent business judgment to accept the alternative that best
protects the economic interest of the United States as owner of the mineral
resources.

Peabody Coal Co.. B IBLA 317, 326(1986) (emphasis added).

~ Given that there is no entitlement or no right to a royalty reduction, the second

purpose is to preclude expensive, time consuming litigation, which can have no basis, by the
applicant whose application has been denied. The infent of the Provmon Is to preclude the
applicant from appealing. The courts have rejected an argument that there is a constitutionally
guaranteed minimum _r|g1ht ofjudicial review where the "administrative activity ...involves the
grant or denial or a privilege which the state government is free to allow or withhold in its

iscretion ...." Cooper. State Administrative Law 677 $1965). The Department of Law believes
that the commissioner's determination regarding a royalty reduction application would fall into
that category and thus the court would likely give effect to a provision precluding judicial review.

~ The general rule, according to Professor Davis, one of the foremost authorities on
administrative law, is that;

|)f a statute unequivocally precludes judicial review of an agency action,
and judicial review is sought on anY basis other than a claimed violation of
aconstitutional right, the Court will give statute effect.... When the scope
and effect of an explicit statutory limit onjudicial review is less clear,
however, and the Court perceives a significant risk of unfairness if the
_statutorr limit is given broad effect, the Court sometimes strains to
interpret the limit narrowly.

Davis. Administrative Law. §178at 155 The court could read into the finality provision an
implied exception permitting review of constitutional questions, questions regarding the
jurisdiction of the agency and the re%ulanty of its procedure, questions affecting the existence of
Er%)erty rights, questions involving bad faith, or questions regarding fraud. Cooper, supra at

_ The Alaska Supreme Court has stated that a "legislative statement of finality is one
which we will honor lo the extent that it accords with constitutional %uarantees." K&l
Distributors. Inc. v. Murkowski. 486 P.2d 351. 357 (Alaska 1971). [t ||kel¥ that the court will
attempt to whittle down any finality language to si/e to fit the court's sense of fundamental
fairness. In other words, a statement of finality will not prevent the court from reviewing the
decision to assure compliance with the due process clause under the Alaska constitution.
Nevertheless, a finality provision will mean that any review of a royalty reduction decision will

6



be much more limited than the broad review of an agency decision required by the Alaska
Administrative Procedure Act. For example, the court would not review each factual finding to
see that it is correct, or even that it is supported by substantial evidence. The court would only
examine the commissioner's decision to determine whether it has "passed beyond the lowest limit
of the (E).ermnte_d zone of reasonableness to become capricious, arbitrary or confiscatory." Jd. at
38 Given this, we believe that it is less likely that a disgruntled lessee would appeal and.
therefore, more likely needless court expense would be saved.

2. Should the commissioner's t ecision be subject to legislative review?

~ The administration (ocs not object to some type of legislative oversight. The
administration believes that the legislature could re%uest a briefing even without a specific
provision in the bill. The administration notes that at least one qomgan has opposed a proposed
amendment which would have provided for a confidential briefing by the commissioner of the

legislature.
3 Why docs the bill contain confidentiality provisions?

~Tiie confidentiality provision in the bill is no different than existing law. The purpose
of this provision is to protect @ company's competitiveness relative to other companies.
Obviously, a company which has spent millions of dollars to acquire geological, geophysical, and
engineering information regarding a potential oil field does not want that information revealed to
other companies. Furthermore, re!easmF financial information about the company would reveal
ihc company’s underlying economic philosophy regarding exploration and development and,
thus, disadvantage the company with respect to its competitors. The confidentiality provision
actually promotes the disclosure of comPIet_e and frank information to the state. Given industry's
testimony at the heann?s, it is likely that without cqnfldennahtr provision for new fields, no
company would apply for royalty relief and the benefits of the bill would be lost. Nevertheless,
the bill allows the company o disclose its information to the public if it desires.

). Miscellaneous

. Why does the legislation delete the provision in former law that the commissioner shall adopt
requlations?

Such a provision is unnecessary and would delay the implementation of any new
program. Under current law, the commissioner already has the authority to adopt regulations
necessary to carry out the purposes of the Alaska Land Act. AS 3805, 20(b)$.1). There are
already existing regulations which define the procedure for submﬂtmgi an application for
reduction under AS 3805180(). 11AAC 83185 DNR would plan to amend those regulations
to deal with the proposed changes in the statute. PNR. however, does not want to be required to



implement regulations because that could delay implementation of any new statutory changes.
The current law allows the commissioner to adopt regulations if needed.

2 Do y?ou have any concerns that the legislation will undermine the competitive bidding
process’

o The commissioner will have to consider this issue in determining whether a reduction

I5 i the state's best interest. Certainly, if the royalty rate is the bid variable this is a very real

concern. In general, the closer the reductions to the time of the bid, the greater the concern. That

Is one of the reasons why the former law provided for a two year production requirement. That

requirement, however, proved unworkable and the legislature dispensed with that requirement in
to allow the commissioner more flexibility.

The proposed amendment tries lo balance the need to protect the biddinc}; Erocess with
the need to get marginal fields timely developed. Forexample, areduction cannot take place
until the lessee at least does delineation work. In other words, the commissioner could not grant
areduction the daK alter the lease sale. More importantly, the commissioner cannot ﬁram a
reduction unless the lessee makes a clear and convincing showing that absent relief the field
would not otherwise be economically feasible. In making that determination and deciding
whether granting relief would be in the state's best interest, the commissioner will have to
exlar?me whether other potential lessees would develop or produce the field without royalty
relief.

The Alaska SuPreme Court has recognized a competitively bid government contract
can be amended under certain circumstances without £8Pard|zmg1<the competitive bid process.
Kenai Lumber Co.. Inc. v. IxRcschc. 646 P.2d 215 220-22 (Alaska 1982). Importantly, every
state oil and gas lease contains a royalty reduction so all competitive hidders were on notice that
the royalty could be reduced under appropriate conditions.

4 15 it legally required that the permanent fund be held harmless?

Probably not. but a concern has been raised. Article IX. Section 15 provides that:
"At least twenty-five per cent of all mineral lease rentals, royalties, royalty sale rproceeds_...
received by the state shall be placed in a permanent fund." The Department of Law believes
that the most likely interpretation of the constitutional provision is the permanent fund gels 254
of whatever the state gets and if the state gets a lesser or greater royalty for that matter, the
permanent fund gets 23X of that amount,

~An ar(IJument can he made that the provision means the permanent fund gets 25'T of
the original royalty rate specified in the lease and the legislature or the commissioner cannot
change the amount, at least for the permanent fund. The Department of Law docs not believe
that such an argument would be persuasive to a court. There have been statutory and lease
provisions providing for royally reduction in one form or another since statehood. These



provisions were in effect at the time the permanent fund provision took effect and no special

grqwsmn was enacted to keep the permanent fund whole in that instance. Consequently, we
elieve the permanent fund takes its 25%share subject to the possibility that the royalty share

may be reduced. Inshort, the permanent fund gets at least 25%of whatever the state receives.

~Agood example would be the administration of the former royalty reduction statute
(which still apgges today on some of the older leases). That statute provides for reduction of the
royalty rate to S%on a lease where a discovery is made. In that ease, the permanent fund has not
beeln held harmless or kept whole. The permanent fund gets 25%of the reduced rate, no more or
no less.

. The current committee substitute deletes the permanent fund hold harmless provisions
which were in the bill as originally introduced. Re(ﬁardless of whether the bill contains hold
harmless provisions, the administration supports a floor for any reduction that does not exceed
3% 0f the applicable royalty rate.
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VERSIONS OF THE
ROYALTY REDUCTION STATUTE

1959 Statute

SLA 1959, Chapter 169, Article VIII, S 2
Leasing of Mineral Lands

Sec. 2. No person, association, or
corporation, except as herein provided, shall
take or hold coal leases or permits during the
life of such 1lease on Alaska lands....Tha
Commiasloner, for the purpose of encouraging
the greatest ultimate recovery of coal, oil,
gas, oil shale, phosphate, sodium, potassium,
and sulphur, and in the intoroot of
conoervation of natural resources, is
authorized, after public hearing, to waive,
suspend, or reduce tho rental, or minimum
royalty, cr reduce the royalty on an entire
leasehold, oi on any tract or portion thereof
segregated for royalty purposes, whonovor in
his judgment it is necessary to do so in ordor
to promote development, or whonovor 1in his
judgment the leases cannot be successfully
opsrated under the terms provided thoroin. In
the event the Commissioner, 1in the interest of
conservation, shall direct or shall assent to
the suspension of operations and production
under any Jlease granted, any payment of
acreage rental or of minimum royalty
prescribed by ouch lease likewise may be
suspended during ouch period of suspension of
operations and production; and the term of
such Jlease shall bo extended by adding any
such suspension period thereto.



1978 Statute
SLA 1978, Chapter 155, Section |

AS 38.05.180 (J) To prolong the economic life
of an oil and gas field, the commissioner
shall adopt regulations for all bidding
methods to allow vreduction of vroyalty on
leases within the field to compensate for
increasing coots in the later stages of
production decline. The commissioner may not
grant a reduction of royalty until two years*
initial production from the field has occurred
and each lessee requesting the reduction has
made a clear showing that the revenue from all
hydrocarbonoproduced from the field is
insufficient to produce a reasonable rate of
return with respect to that lessee®s total
inveotment ;n the field.

1990 Statuto
SLA 1990, Chapter 124. Section 3

AS 38.05.1B0 (@) To prolong the economic life
of an oil and gas field cr to reestablish
commercial production of shut*in oil or gaG
that would not otherwise be economically
feasible, the commissioner shall adopt
regulations to allow reduction of royalty or
leases. The commissioner may not grant a
reduction of royalty unless the lessee
requootir.g the reduction makes a clear showing
that the rovenuo from the ioanee's Share of
all hydrocarbons produced from the field 1o
and io likely to continue to be insufficient
to produce a reasonable rate of roturn with
respect to the lessee"s total 1investment ;M
the field. The cocmisr.ioner may condition aj
royalty reduction granted under this
subsection 1in any way necessary to protect tho
state®"s interest including restoration of the
state®s royalty share in the event of an J
increase in the «.”ace of oil or gas. aefore
approving a royalty reduction. the
commissioner shall make a written finding that
the state has obtained the maximum possible
economic return that is compatible with
allowing a reasonable rate of economic return
for the lessee, and send copies of the finding
to all members of tho legislature.



VERSIONS OF THE
UNITIZATION STATUTE

1960 Statute
SLA 1960, Chapter 61, Section 18

{Formerly AS 38.05.180 (m))For the purpose of
more properly conserving the natural resources
of jny oil or gas pool, field, or like area,
or any part thereof (whether or not any part
of said oil or gas pool, field, or like area
10 then Gubject to any cooperative or unit
plan of development or operation), lessees
thereof and their representatives may unite
with each other, or jointly or separately with
others, 1in collectively adopting or operating
under a cooperative or unit plan of
development or operation of such pool, field,
or like area, or any part thereof, whenever
determined and certified by the Commissioner
to be necessary or advisable 1in the public
interest. Tho Commissioner is thereunto
authorized, in hia discretion, with the
conoenc of the holders of leases involved, to
establish, alter, change, or revoke drilling,
producing, rental, minimum  royalty, and
royalty requirements of 3uch leases aid to
make such regulations with reference to such
leaoes, with like consent on the part of the
leasees, in connection with the 1institution
and operation of any such cooperative or unit
plan as he nay determine necessary or proper
to secure the proper protection of the public
interest. The Commissioner may provide that
011 and gao leases issued under this
ouboection shall contain a provision requiring
the leooec to operate under ouch a reasonable
cooperative or unit plan, and he may prescribe
such a plan under which ouch a lessee shall
operate, which shall adequately protect all
partioo in interest, including Alaaka.



1978 Statute
SLA 1970, Chapter 155, Section 1

AS 30.05.180 fp) Vo <conserve *he natural
resources of all or a part of an oil or ga»,
pool, fiold or 1liko area, tha lessees and
their vrepresentatives may unite with e»ch
other, or jointly or separately with others,
in collectively adopting or operating under a
cooperative or a unit plan of development or
operation of the pool, field, or like area, or
a part of it. when determined and cortified by
the commissioner to be necessary or advisable
in the public interest. The commissioner nay.
with the consent of the holders of leases
involved, establish. change. or revoke
drilling, producing, and royalty requlreaenta
of the leases and adopt regulations with
reference to the leases, with like consent on
the part of the lessees, in connection with
the institution and operation of a cooperative
or unit plan as he determines neceeeary or
proper to eecure the proper protection of the
public interest. The commissioner nay require
oil and gas leases 1issued under this section
to contain a provision requiring the lessee to
operate under a reasonable cooperative or unit
plan, and he nay prescribe a plan under which
the lessee must operate. The plan must
adequately protect all parties 1in interest,
including the state.
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ROYALTY REDUCTION PROVISION

state 0f Mas** Cepartnont Of Natur?l Maoureta
."oopotltiv* 0il A Oaa Lease [0Ma

OL*1

Kemai rr minimum royalty may be waived, sutpendcd. or reduced, or royalty mav be reduced
on all of said land or auy tract oi portion thereof segregated for rovaltv purpose* if Leitor
finds that such relief is necessarv fo the purpose of encouraging the greatest ultimate recoverK
of oil or gas and is in the interest of conservation of natural resources and either that suc
relief is necessarv in order to promote development or that the lease cannot be successfully
operated under the terms provided herein.

DHIH-A rovlaod 8/27/79

After two vein' initial production from the field in which the leased area is located has

occurred, the State mav reduce Lessee t obligations to pay rovaltv on ail of the leased area or

on anr tract or portion thereof segregated for rovaltv purFoses upon fIJ request by lessee and

12) a dear showing _b){ Lessee that the revenue from all oil. gas and a«socuted substances

ﬁroduced from the field is insufficient to produce a reasonable rate of retu m with respect to
ester s total investment in the field.

JMEM-1-79-A rovlood 11/5/7**

After two (2) g/ears Ainitial production [rom the field in which the ieased area is located haa
occurred, the State, in its discretion, may reduce Lesseesoblégatmns to pay royalty on all of
(hr leased area or on anv tract or portion thereof segregated for royalty purposes upon (1)
request bv Lessee. (2) a clear showing by Lessee that the revenue from all oil, gas and
associated substances prouuced from the field it insufficient to produce a reasonable rate of
return wnh respect to Lessee's total investment in the field, and ()3) adear showing by Lessee
that a reduction in royalty will increase total production from the field.

axex-4-81 ISVII.A s/23/81

After initial production for tiro vein from the field in which the leased or unit area it located
haa occurred, the State, in its discretion, may reduce Lessee s obligations to pay rovaltv on all
of the leased area or on any tract or ponton thereof legregated for royaitv purlooses upon (1)
request by (aster. (2) a dear showing by Lessee that the revenue from all otL gas and
associated substances produced from the field is insufficient to product a reasonable rate of
return wrb respect to the Lessee's total investmentin the field, and (3) adear showing by the
Lessee that a reduction in royalty will increase total pr duction from the field.

ONE 10*4037 revlead 9/90

teatee mav request a reduction of royalty in accordance with the applicable statutes and
regulations in effect on the date of application for the reduction.

"TKI* v*rtIM «*e iw in C Avafuac. ill) in or* 090 MOIU (or d»H *3
to redoes joint >«*eee letmn tho Itoto and N0 Arctic dlop* aofional
:«|forillco INo wdu n *al rvnkv prr**b 10 AS2C ilu il U biwuU *d< o A3RC* ffrvafc #4

Um o.amwdw iw ad rvrtkr frreUr to ike Sum ik*U U rtfarwU sntkM Um Sum «H f* |
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diaeovrrvAVi™l 2/ ,n0YALTYy ron obJscovcTty. U uh ihiU dnll on raid land and maka tha lint
instead ol Vh* ra?« « , 1Qtt4nuUM e«  ceowcical structure. tha royaltr rata ,nder thia Jesse »wlJ.
v.rv Anri £ Paricnph Il. ha flva.pﬂ’cganr*for a period of ton ymn follow,n« tha data of »ucn dls-
e X"l »\ >y » o " «e e commut i
§‘§ §i %nriq: fgmor i @-Eea’gt’::‘]af# rovidgd i tha re ulatl)ons. tha fiva per cent royaltcflorata aﬁgllf'appp);tt
. but only, tha production allocated to thia lraaa under tuch aetcetncnu
doeeo3or ROYALTY. Rental or minimum royally may be waived, lutpendcd. or re-
Imer fird. thiT <==*U of bx¢d or any traet or portion thereof tecrrrated for royalty purpoaea If
,W **e burpeao of cncourafme tha creates! uiumate recovery of oil or (aa
tWwainnmii * coo— nrotioa of natural resources end either that auch -ellef li peceaaary in order to promote
teveiocment or that the leaae cannot be successfully operated under tho trrma orovtded herein. .
. ME .KC/0V ®t'n*rrrekt tbo option of Leasor. whleh may be eaemted from lima to time upon not
12i . notic* *> Leaaea. Leaser elect* to take Hi royalty in kind. Letaee thall deliver frea of chsrea (on
*T~, . 21l "1 M9r en<* Le**»e mutually acre* upon | to Lcaaor or to tuch Individual, firm.Mr torpor-
i*®" . Ny o <nfJ* «** "alty oil and/or cat produced and aaved from aid land. Such oil and/or (aa snail
Yj .jP . merchantable condition. Letaee shall. if neccttary. furnish Horace for royaltr oil frso of charca for

x f | ey Bt calendar month in which_the oil la produced from said land: provided, that Leaae*
shafl not fee held liable for lots or deatruetton of royalty oil and/or cas from cause* beyond Lessee t reasonable control.
Should Letaee dehydrate or_clean the oil or cat produced Irom said land. Letaee shall be entitled to aa allowance of
the actual coat el dehydratlna or cieantnc said royalty oil or cat.

.. *e ROYALTY _IM At the option of Lessor, which may be eaemted from time to lima upon not lesa
”. 7711* monthi notice to Leaae*. and in lieu of royalty in Kind. Lease* shall pay to Lcaaor the field market pne* or value

11 .. -rol?,.yoU and/or cat. AU royalty that may become payable in money lo Leaaor shall b* paid
* * _*1 ktr' 0ot Ih* calendar month foilowtnc the month In which ihe oil or cat iaproduced. The pa¥ments
Tr accompanied by copse* of run tickets or other satisfactory ewdencq:;a of sales, shipments, and amount* ol fToaa

production



t/ui-n

6. If ouch oil, gas or associated substances
aro aold away from the leased or unit area, the volume weighted
averago price for oil of liko grade and gravity, gas of like kind
and quality or associated substances of like kind and quality
roceived by othar producers in tha uame field or area from
the purchasers thereof less tho volume weighted average coat to
those othar producers of transportation away from the loased
or unit aroa to the point of dollvory.

E. Minimum Value Determinations. Tha Stato nay
determine which of tno metnoos contained in paragraph I11I1.D.I.
through 6. above shall be used to establish the valuo of royalty
oil and gas, and associated substances, for purposes of computing
royalties payabla under this lease. Each such determination
shall bo nado only after Lossoe haa been given notice and a
reasonable opportunity to bo heard.

F. Reduction of Royalty. After two years”
initial production irem tno tield in which the lcasea area
is located has occurred, the Stato may reduce Lessee's
obligations to pay royalty on all of tho leased area or on 1
any tract or portion thereof segregated for royalty purposes
upon (1) request by Lossoo and (2) a clear showing b/ Lessee
that the ravenuo frora all oil, gas and associated substances
produced from the field Is insufficient to produco a reasonable
rate of return with respect to Lessee"s total investment in
the field.

G. Payments. All paymonts to the Stato undor
this lease shall be made payable to the State in tho manner
directed by the Stato, and shall bo tondered to the State at
D«partr«nc OF Natural Rfourcea. 323 Eaac Fourth Avtnm. Anchorage.
Altana -"01 , or to any depository designated by tno
Stato with at least sixty (60) days®™ notice to Lessee.

IV. LEASE OPERATIONS.

A. Plan of Operations.

7. No lease operations otnor than surface
reconnaissance may be undertaken by Lessee, its agents or
assigns, on the loosed area, excopt in conformity with a
plan of operations approved by the State. Lossee shall file
four (4) copies of application for approval of its proposed
plan of operations to the State. ]

2. The application shall set forth a detailed
proposed plan of operations, including but not limited to
statements and maps or drawings sotting forth each of tho
following:



9. REDUCTION OF ROYALTY. Asi»f two 121 vaara' production Irom tna tldd In which in* laatad arta it located hit
«Jtcwtffd, Ih* Slat*. in iti diacratron, m*y rvttuc* Lvnvv i obligation! to oay rovaltv on a-l ol tha laaaad era* or on anv ttact 0 portion tnaraot
ttgrggatto lor rovaltv ourwma upon Il uauart bv leu**, 121 ( tlaer mowing bv Lai*** mat tna rawnua Irom ail oil, gat ana ataocuttd
inbitancat ptooucm Irom m« field u intulflcient to oroduc* a rtaaonaota rata ol raturn witn raaoact to Lauaa't tout invaatmant in tna liald,
and (31 aclear mowing bv Ltuaa tnat a raouetion in rovauv will incraea* total production trom in* llald.

10. ROYALTY IN VALUE. Unlati tn* State aiactl to racarv* all or a portion ol ill royalty in hind at provided in Peraoraoh 12
ijjaiow. Lana* mail pay to ma Suta tna vaiu* ol all rovauv oil, gai ana mocutad lubitancat ai oaiarmmad unoar Paragraph 11 baiow. Hovaitv
uard in vaiua mall ba Ira* and dear ol all Itata aipantai land anv portion ol tuen aapaniaa which s mcurtad away Irom tn* taaand araal,
nciuding. but not limitad to. aapaniaa lor taoaration. claaning, danvdranon, gatnaring, uitwatar duooaai. and praoanng tha oil. gaa or
ataoctatad tuottancaa tor tranaoortation oil tha laaaad arta. All rovaltv mat mav btcoroa pavatxa m money to tna Statt anail ba paid on or
iralor* tna laat day ol ma rattndar month following ma month In winch tna oil.gai or aaaociatad aubatancaa ara produced. Rovaltv oavmanti
inaii ba accompanied by cooiaa ol run ticketa or aucn otntr information relating to valuation ol rovaltv aa tng State mav raouira. which mav
include, but ia not iimitao to. tvTOanc* ol teiea, miomanta, and amount* ol groaa oil, gaa end ttaocutad tubttuncat produced.

11. VALUfi. (a) Foe purpoaaa ol computing royaitraa due under tnia laaaa. thg value ol royeitv oil. gaa or aaaociatad aubatancaa
mail not ba iaxi man tna ntgnata ol:

I1) in# held one* actually racarvad bv Lauaa tor aucn oil. gaa or attocutad eubrtancae:

121 Laaaa* aooataa one* m tn* Held lor aucn oil. gat or tiiociatad aubatancaa:

131 ma volume wargntao average held one* actually racarvad by other producer* la tn* aam* liald or arta lor oil of like
-,"*0* and gravity, gaa of bh* hind and ouantv or ataooatad aubatancaa ot Ilk* hind and ouantv at in* time aucn oil. gaa or ataooatad aubatancaa
»* rvnffad Irom m* tataao or unit are* or aucn gaa la dalnrarad to an mraction plant it tuch a plant ti located on tn* laaiad or unit era*;or

141 m* volume weighted average poirtd one* in tn#litld ol othar produceri in tn# aama liald or area tor oil ol llk# grad*
and gravity, gat of 1> hmd tnd ouantv or ataooatad tubttmctt ol llka kind and ouantv at tn* time tuch oil. gaaor aitociatad tubttanca* era
eamoved lrom tn# taatao or unit art* or tuch gaa it delivered .0 an attraction plant il tuch aplant ti located on tn# laaaad or unit ara*.

10) Il Oil, gaa or ataooatad tubttrorat *r* told awav Ifon tn* laaaad or unit ara*. in* trrm 'Yield one*' In tuboara _i#ih I*1
aoov* mail ba | * actual or<c* lor aucn oil. gai or attooalad tubttanca* rteaivad Irom tn* ourcrtatar lharaol lata tn* actual ecu ol
tranaoortation away trom tn# taatao or unit area to tn* point ot danvary

Ic) M.mmum value Oatarmmattont Tha Suit may atttvnm minimum vaiuat lor ourootet Ol computing rovaitiaa on otl.gta
or attooatao motuncat cotemed irom mu taata, w>m controaranon bong gtvan to in* pne* actually racarvad bv Lata**, to tn* one* or prtcat
cod in m* tarn* t.anj or araa lor oroducnon ol nh* ouantv. to potted prtcat. to oneat received bv Lata** eno/or otnar producart irom aaua
occurring avrav Irom ma trtaad araa. ano to omar ratavmi mattart Caen men dtttrmmanon will ba mao* ontv altar Lataa* ntt baan given
'Otic* #d a rtttonao** oooonumtv to b* naarrj. Under mu provitron.it it saorattiy agrtao mat .n* minimum tram* ol rovaltv oil. gaa or
attocutad tutMtancaa uooar mil Nate may not necattartiy aouai in# one* ol men oil. gat or attocutad lubitancat.

«2. nOYALTY IN KINO, fal At tna Stata'a option. **r»icn mav oa aaarcitad Irom time to nm* upon noi i#» man at# 18) nrontn*’
none* to latiaa. Ltttaa man dabvar mi or a portion ol tn* Slat* t rovauv oil. gaa or attocutad lubtiancai prooucad Irom ma laaaad ara* m
kind. Delivery man be on ma laaaad area or at a p<ac* mutublv agraad to bv tn* Suit ano Ltttaa. and mail ba to tn* Star* or to any individual.
<*rm 0 rorporttron eat>gnat*d bv m* Suta.

Ib) Rovauv wi. gaa 0l attocuua tubitmcat oanvaud in hind man ba on.varad m good and martnantac*a condition and b*0|
cvpalvn® ouantv. #nr] man b* tra* and ciaar ot ail leave evoenaet land any portron ol aucn avoanaat wn.cn art incurred ana/ Irom tn* MUM
araal. mctudmg. but "Ot I.m-t*d to. avoanaat lor taoarttron. earning. omvOranon. garnering, tairwgtar diiootaJ. and preparing rT#Off. gaaor
ataooatad aubatancaa lor trtmoortatron oil m* itaaad area.

Id Alter having grvan not<g ol itl inttntron to ilk*, or attar having tahtn. ill royalty oil. gaa or attocuud aubatancaa in kind,
tn* Suta. at itt option and woon m 18) menmg*none* to Lti***. may *i*ct to rttana a dill*r*nt portron or non* ol Itl rovaltv m kind. If,
uww*a federal raguutrona. m* lattor a taking ol rovairy od. gaa or attocutad aubaiancaa in vaiu* craatat a tuop«i*rpurtna»*r rvutiomnro.
lataa* naraba nam itargkt to contmwt [ revew rovairv oil. gaa or attocutad tubttancat under tuch a rautronmro. and lurmar agrvat that it
wdl raouvr* any owrrnatara ot tna rovauv ou. gaa or attocutad twbitanraa to ilaawua » m any men ngntt.

13) Liuaa man fmruvt tturaga 'or rovauv ou aryj natural gat iroudt produced trom tn* iratad or umt area to tn# um> aatant
tnat inaaa prpwoav norm ‘'or Latiaa a ma«t oi pit ano nrturn gat trowdt. Latiaa mol not bt luM ‘oa tn* lott or prttrvctron o' atorvo
~ovattv OU and natural aaa iguda 'rom rawtea barond Laaaa arartonaou ccntrpi.

13 RtCONOIl laaaa* man kaao *no n*v* mi ita ooauaaron booaa *no racorot anowmg tn* orvaroomant and production iroctuduig
ercorOl o' drvaroomant ano oromattron aepanin i and d.no*tigri ot ad ou. gaa and attocutad twOtltncai prooucad trom m™* tatted ara* Lett#*
man earn,i ma Sldld or tea aganta to taanun* tucn bootaano recorot at an raatonaoia timat. tvdi book* and racoroa ol 0 moon* « and
preoixtion mutl gmoanv matnoda and tac*mrou*t mat tvul tniur# ma moat accurate frgvrtt Itiaorvaoiv *r* iati*a without reou-r.ng Ltau* to
prowda taoarata ta-vaga amt/oa mama lor atm wail. Lataa* mail wie atanoard and conoatant accounting piocaourat waucti art common to tng
mn/atry

14 APFCRT'ONMINT OF ROYALTY FROM APPROVfO UNIT. Thf landownar arovauv mar* ol tha umt production arlocattd
‘e taoaraiary onwad tract mail ba regarded a* rovairv to ba matnbuted ko and among, oa tna proceeoa ol It ruro to, maundunin.
"eg* ano twar ol a* uvt avoanaa and tra* o' any iron foe it Under m>a prowbon. ma Stata t rovairv m*r* ol any wmit production allocated to
m* tataavi i n man ba rataroao aa rev*<tv to b* Odi'bvtad to.or m* proceed* ol it oaro lo. tn* Star*. Ira* and c**r ot an imn naanaa land
any lunoi ot mm nn«itt imm e mcurtad awav trom mg wmt araal. mctudmg. put not tuwtad to. atpantat lor taoaratron. ctaanmg,
Qeavlydre_liion gamarmg. m iner. d>took*i a<donoarmg mi. gat or eamcutio tubttancat ‘or trenmortal»on pit the unit are*, and tra* o' any
ian lor it

It PAVUfNTf Au pavmanta to m* State undar pwi lata* m u b* mao* pavtbt* to th* Suta m m* mannar practadbv m* Stata.
and man ba rawparad to m* Itata at

UtFARTUCNT OF NATURAL RISOURCCS
373 tAST FOURTH Avt'iuC
_ ANCHOR ACC, AVAIK A W7VOI
oa to any oaoputuvy nuaMiW bv ma Vita w-m at **att m tv ICO) dtvi ngr<* to Laura

18 FLAN OF O ffRATIONS Ul No [*M ooaratroni oinaa man auriaao urunne ttanc# may ba undrrtevtt by Lataa*. itt acanta
a* *i»-mi on tn* taatao araa, avcaot m conlerm.iv wun a plan ol oparatront approved bv ma Stata. Laaaa* m*« tit* wnn da State 'mar 141
tmm othi ape-tatron loriro o v of m oropotad plan o' eparairona

ibl  Tn* apaa.tamrt mai **t term a datmad proortad man ot ooaratrona n ty p g . but not tmuiad to. ataiamantt and maaw
ot prawmgt aattmg form awn oi m* iiytnwmg it | tha taouanca and achopw* pi tn* eporatronipaaotH io b*cariM M on tn* itaaad araa;
1J1 protected wee '"W vrw rnn aaaociatad wun mg praootod coargt«a*t. mttudmg. but net nvwiad to. m* tocatron and dw gn et won mat
~«wn«ij otat watar tucdwat ba<dmgt reant. utu.ilat autmea and pi omar tacUinat m vutrv «e*aapaeratron. oaraioorvant and anRrtnan
at t*ia laaaad a tt i3> man# lor ititarnav al in# leeaad araa Upon ma rowpunan gt obaratron* or pnaaaa marvoi'and (*»a m w aian et
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37. REDUCTION OF ROYALTY, After initial production lor two vran Irom t<* field m wnr#<n the keeaao or unit
tree * located nee occurred, tha MadM. m ice d'tcrvron. mar reduce tne Lnm | obtleetione to pay rovaltv oo an of the 'mm armorono t
tract or portion of the M M aream m > for rovwrv putoom uooo Ill noucce bv the t mae. 121 ( dear morwog try the U M met the
menua Irom all oil. gapa.andaw « M m w i oroducad Irom tne field d meutfWent to oroouoa a reeeomclt rate ol return mlh remact to
the Letaee t total iTiaM Mt at tne Held, ana 131 a dew ENOEWN0bv the ceteee met a reduction at rovaltv mil Inom total production Irom
the Held.

IN WITNESS WHEREOF the partiee have aeeewted ttua leaae affectno aa ol the day of .19

LESSEE STATE OF ALASKA

By:
Title!

THE UNITED STATES OF AMERICA |
I m. AeanowMgemem of Leamr
STATE OF ALASKA |

Thle mruliee that on the dev of 1B . before me, a notary oubiic In end lor the State of
Alette, duly commreeionad and mom. penonwty aooeartd
{0 me enomt to be me pervon nno eeecuted the forego** leaae on behalf of the State of Aleeha. who. alter be** outy mom according to tea.
tttreo to me unoer oetn trvit he or me haa euthontv punuent to lew to erecun the forego** u m on oeneH ol the State ol AJaeM. ectu*
through me Oeoertmant ol Natural Heeouroee. and that ha or tna aiecuwo the iw m treetv and voluntarily ae tna act ano oeed ol the sum ol
Aiaaea ano lor tne Oeoertmant ol Natural Httouroet.

WITNESS my hand and official

Notary Fubiic m and for Aiaaaa
My oommtaion eaove*

INSERT NOTARY AO m firttftolm NT OF LESSEE'S SIONATURB MERE.
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(3) th# Ih m *'s poatad pnee in th# field or araa (or tha oil, gaa, or aaaociatad aubtunoia;

(4) tha vqum*-w**gbt*d averagfe of tha thraa hlghaat poatad pdo?a In.tha aama fiald or
nraa ot tha othar producer* in tha aama (laid or araa (or oif of Nka grada and gravity, gaa of Ilka kind and quality, or
aaaociatad subsunoes o» Hka kind and ciuallt at tha tima tha oil, gaa. or aaaociatad aubatancaa a/a aokj or ramovad
Irom tha laaaad or unit araa or tha %aa nda Véarad to an extraction plant I( that plant |a locatad on tha laaaad or unit
nraa; If (tiara ara lata than thraa phoaa poatad by othar produoara, tha ' fuma-waigbtad avaraga will ba cakxMatad
uatng tha lataar numbar n( prtcaa poatad by othar produoara at tha (laid or araa. _

(b) I(0il. gaa, or aaaociatad aubaUnoa* ara add awag from tha laaaad or unit araa. tha (arm *ftald
Fnoa* In subparagraph (a) abova will ba tha cash valua ot all conaidaration rapatvad gt a taaaaa or othar produoar
rom tha ourcnaadr ot tha at, gaa, or aaagciatad aubatancaa. laaa tha raaaonabia coata of transportation awag Irom tha
laaaad or unt araa to tha point o aaia. Tha *raasonaNa ooata ol transportation’ ara aa dadnad In 11 AAC 83.228 and
11'AAC 63229 aa thoaa ragulauona amat on tha altactrva data of thia laaaa. _ , _

(c| Intha avant tha taaaaa doaa not aad In an arm'a-langth transaction tfta oil. gaa, or aaaociatad
aubatancaa. tha tarm *flald pnoa’ In aubparagrapha,(a% and (b) abova will maan tha pnoa tha lessen would expect lo
raoaiva for tha ok. %aa. or associated aybatancaa it tha taaaga did aad tha od. gaa. gr aaagciatad aubatanoaa In an
nrm'a-Ungih transaction. m{nua raaaonabia ooata ot tranaportatlon away from tha iaaaad or unit araa to tha poin, ot aala
or othar diagoajtion. Tha laaaaa muat cUtermm* thia pnoa In a conataiant and logioal manrwr using informsacn
avaliabU lo t alaaaaadanghrap(%rttthatp oatt%éh% state. oz (or 1 t g " |

: a atata may aatabdah minimum vaJuaa (or tha purpoaaa ot computing royaltiaa on l. gaa.
or aaaociatad aubatagt‘)aa obtainad Iro% tﬁla laaaa. with oonatgambon [Jem% %l?van to tha prica a ual%llly raoatvag bygﬁwa

t%th% pdoa orfnoaa g%d In tha aama firld or araa (or production 01 Hka quality, to poatad”prtcaa, to Prloaa
ftoarvad by tha laaaaa arrVor othar produoara from saliaa oocumng away from_tha laaaad araa, and/or to othar ralevant
mature. In atUbdahInq minimum valuaa. tha nut# ma}/ uaa. but la not limjted to. tha mathodology lor determmmg
‘pravailmg valua* aa dallnad In 11 AAC 83227. Each minimum valua determination wiH ba mada onrgf altar tha laaaa
has.baan"qrven n?noa and g raaaonabia ooportunrry to ba haard Under this provision. It la ax raa?ly aoraad that tha
minimum vnlua ol royalty oil, gas, or ataooatad dubatancaa undar tWa laaaa may not naoasaanly”aqua/, and may
0-0aad. tha pnca of the od. raa. or caaocutad aubatancaa. L .

.37 ROYALTY IN VALUE. Except to tha axum that tha atata alagu to raoaiva ?Il 0r a portion 0l ha

royalty In kind as provided In Paragraph 38 bakrw. tha laaaaa ahal paﬁ/ to tha auta that valua ol all royalty od. gas, and
Afaocutao aubsunoaa aa daurmtnad undar Paragraph 38 abova. Royally paid In valua wd ba ftaa and, cfaar 0 aH
Iaa%a alganaaa (and angl ortion of thoaa axgane * that la tocumrd dway irom tha Uasad araa), Inducing, but not
limh#d to. axpanaaa lor separating, cUervng, ahr rabon. gsthaoog, saitwaur d.ipcaal, and praparrw tha od, gra, or
aaaociatad lubatanoaa lor transportation oft tha laaaad.araa. AJ royalty that may baooma payabla [n monay to tha
State ol AJaaka muat ba pwd on'or balora tha laat day ol tha caianoar monih M towing tha month In which tha 01. gaa, i

or

or aaagdald aubatanoaa ara produoad. Tha amourit ol al royalty In vaiua paymanu which ara not pajd whan ‘Am
un(?ar thlaYaaaa or W?ﬁ(% ara gubeequer]tfy cUtermred to ba dyua %a tha res_Lﬂt)(l)l a redeUrmtoatfon w% lbear Intaraat
Irom tha dau tha oMgabon accrued, until i la paid In ML a* a variable amuai rath aqual to 125 ﬁ)aroant ptua tha prime
rau aa amounoad Irom firna to oma by tha Bank of America. San Francisco, California. Rozaty paymanu must ha

eooompanUd by nuch Into-mabon raUtlng to valuation ol rogalty aa tha atata may raqura which may knduda. bu la not
Bmhad té" rut ‘tkkaU. avldanca ol aaida, artpmanu, and amounts ol groaa’ol. gaa. end e**ocinkd nXatrnoaa

produce . _
381  ROYALTY W KIND, (a) At tha aura's option, which may ba axardaad Irom ema to nme upon *~r'>
not Uaa than 90 days' noton lo tha lessee ‘tha Usaaa ahal deltvor a* or a portion ol tha ititia royalty c4. gaa. or * *m* /A
ataooatad tuOtUnoaa prcduoad Irom tha Uaaad araa in kind. Dakvary wil ba on tha lagaad araa. unrt araa. ?r at a ,
Flao# mutually agregd t bP/ tgabaUta and tha Uaaaa. and muat ba delivered to tha 6Ule ol Alaska tr lo tny Inrfv&r* .t *r’
Irm, or corpofation deexjrufted by tha atau. _ , o
(b) Royalty od, gaa, or associated aubatancaa delivered in kind muat be dakvarad In gcc* « d
marcnantabU condrton. ol pdpgan* quality, arto traa and dear ol ti leeer axpanaaa (and an%/ ponton ol thoaa Exp*. ..
moated awzﬂ/ trom tha Uaaad araa), Inclu%m%, but not limrtad to. expense# agor eepars nr%, clearing, dehygralteu
gathering, saltwater dtapoasi. and preparing tha Ot. gaa. cr aaapomad aubatanoaa tor aaneporueon ort tfta u aaad araa.
, 0) Alter havmg gwen nodoa 0l Its insertion to(}akal, cr altar having taken its royalty olL gaa. or
associated aubatanoaa’In lind. the atau. at Ka opaon anJPupon 90 days' nodoa to toe Uaaaa. may elect’to rtoeha a
dtoerant person or none of ka roralty In kind. If. undar IsPeralregUatione. tha taking ol royalty od. gaa. cr aaaociatad
tktoatanoTs to vaiua by tha auta Creates a_auppser-gurchaser r |at|ﬁnah| . tha Uaaaa haraby waVaa ka rlgN to
oortnu# lo rtoarvs royvalt}/ ol. gaa. or associated aubatanoaa under that raladonaMp, and futoer rgraaa thatIt wil
raqura any purchaser* ol tha royalty ol. ?aa. or aaaociatad aubatanoag hkawu* to waive any euppdet-ourcneeer rights
. (d) TTm Uaaaa aha (urrSﬁh storaﬁe tor ruyau%/ 0|I.Sgtaa and assqciate aubat%ncaadqroAloed fro

tha Uaaad or unit araa to tha aama extant that tha uaaaa provide* storage tor tha Uaaaaa ahare 0l 0t. gaa an
saaocsatad tubstanoea, Tha Uaaaa ahal not ba liable lor ‘the lota or destruction ol atorad royaky ol. gaa and
associated auosuncaa |rom cauaaa bey?nd to# Uaaaa a b4k#y to control.

, (a) It a stata royally purchaser refuse# or lor any reason fala to taka detvary ol 0t. gaa. or
aaaociatad substances, or In an emergenc%/, ana with as much nooo* to'the Uaaaa as is pracecal ot raaaonabid undar
tha ?vcunsunoae. th# auri* m&ay aiaot i.rfoout ganaky to urtoartto for up to aix months al a e\APcrlon ol to* am* a
royalty on od. ?aa, 0r aaaocutad ‘aubatanoaa produoad-lrorr, to* Uaaad or un* araa and taken to Wnd. Tha atau a r|*it
to_unoerWt U tmkad to toa poraon of roysrty od. gaa. or aaaociatad aubatanoaa tost tha ro¥alty purchaser ratoead or
t-JWd to taka Oedvery of. or th* portion necessary to meat tha emergency conation. UndsATtso od, gaa, a aaaoeaalad
tUEtsm m% ba rscoversdg t?e tutu rte Tzh rate retle czztsd 13 ferc:.4 ef ItJ tepty hi:r:it if*rn of only
produceon at th* am* A toa undartit raoovsry. .
_ 38.  RBDIkmON OF ROYALTY. Laaaa* may raquaaf a reduction ol royally to aooordano# wkh to*
aiploabU tututa* and ragUattona to aftaof on to* date of appkoabon lor tha raductton.
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DECISION OF THE COMMISSIONER
ON CONOCO'S APPLICATION FOR ROYALTY REDUCTION

Conoco, Inc. submitted an application to the State or Alaska
Department of Natural Resources (DNR). That application requested
that the State"s royalty share of oil and gas produced from the
Kuparuk River formation underlying five Milne Point Ileases be
reduced from twenty percent to five percent.

Conoco"s application was analyzed by the staff of the Division
of 0Oil and Gas. Mark Myers, Petroleum Geologist, conoucted a
puoiic hearing cn the application, then prepared a Recommenced
Decision cn Conoco®"s application. The Recommenced Decision was
accompanied by, and incorporated by reference, an economic analysis
of the application prepared by Edward Phillips, Petroleum Economist
(retired).

Normally, the Commissioner of the DNR would act on a
recommended decision without further input from Conoco. However,
Conoco requested and was grantee thirty days in which to comment on
the Recommended Decision. Conoco"s comments consisted of fifty-one
pages of toxt and twenty pages of affidavits, ail of which have new
been reviewed by this Commissioner.

As Commissioner, | hereby adopt the Recommended Decision as
the final decision of DNR, subject to the additional findings and
conclusions sot forth in the remainder of this Final Decision.

In this Final Decision 1 do not undortake to address every
alleged fact and argument raised by Conoco in its final comments.
The sulk of Conoco"s final comments simply state alleged facts and

arguments which the hearing officer found inaccurate, unsupported.

[1anon 5



or unpersuasive m his Reccmmended Decision, and which I, too, fird
inaccurate, unsupported, and unpersuasive. However, portions cf
Conoco"s final comments suggest basic misunderstandings which may
be cleared up by a few snort words here.

First, the Milne Point Unit Agreement 1is not an agreement
between the State of Alaska and Conoco. It is an agreement between
all parties owning a working interest or overriding royalty
interest in any lease within the Milne Point Unit. The State of
Alaska is not a parry to the Unit Agreement; vrather, it simply
approved the Agreement, subject to certain non-negotiable
contortions. Conoco®s allocation that paragrapns 1 (Enaolinc Act
ana Regulations), 14 (Royalty Settlement), and 18(h) (8) (Reduction
of Royalty) of the Unit Agreement were the result of intricate
negotiations between the State of Alaska and Conoco 1is not
supported by the record. Nor is Conoco"s allegation of linkage
between paragraph 14 (increasing the royalty rate from 12.5 percent
to 20 percent) and paragraph 19(h)(@) (limiting the availability of
royalty reduction).

Seccnd, pursuant to paragraph 14 cf the Milne Point Unit
Agreement, only five of the leases within the Milne Point Unit are
buraened with a twenty percent royalty rate.: The remaining leases
within the Unit have a 12.5% royalty rate. Sue paragraph 13(h) (0)
of the Milne Point Unit Agreement, by its terms, applies equally to
all applications for royalty reduction, whether the royalty rate of

the subject lerses is 12.5 percent or 20 percent. |If there was the

These five leases would have expired for failure to drill
but for the State"s approval of the Milne Point Unit Agreement.



linkage between paragraphs 14 and 13(h)(8) which Conoco suggests,
then 1 would expect paragraph 13(h)(8) to set forth two sets of
criteria for royalty reduction, one applicable to leases with a
12 " percent royalty rate, and another for Jleases with a 20%
i alty rate.

Third, while the Milne Point Unit Agreement may be the only
unit agreement which provides for a royalty rate of twenty percent,
numerous oil and gas leases issued during the time period in which
the Milne Point Unit Agreement was approved also provide for a
twenty percent royalty rate. Mo special provision was made by
statute, regulation, agreement, :r lease to treat differently
applications for vroyalty reduction cn leases bearing a twenty
percent royalty rate from applications for royalty reduction on
leases bearing a 12.5 percent royalty rate.

Fourth, even if paragrapn 13(h)(8) of the Milne Point Unit
Agreement governed Conoco7s application (AS 39.05.180() and (p)
having no force or effect), paragraph 19(h) (8): (@ makes relief
discretionary, and (b) requires a clear showing cy Conoco that the
revenue from all oil and gas produced from the field is
insufficient to produce a reasonable rate of return cn Conoco7s
total investment in the field. Following the reasoning sec forth
in the Reccmmended Decision, 1 find that: (a) i1t would fce an abuse
of my discretion to grant tho royalty reduction requested because

it is not in the public interest, and (b) Conoco has failed to make



a clear showing that its revenue from che field is insufficient to
produce a reasonable rate of return on its total investment in the
field.

Fifth, AS 28.05.130 (j) is not being applied retroactively. It
was incorporated by reference in tha Milne Point Unit Agreement.
It is being applied to an application submitted after the statute®"s
effective date. And it did not materially and adversely impact
Conoco such as to constitute an impairment of contract.

Sixth, footnote 15 cf Conoco"s comments indicates that M
Recommended Decision used as a reasonable race of return "rurr
T-Sill races, which are ... 1. m real terms.”” In fact. the
Reccmmended Decision used .13 a reasonable rate of return the
average of the Treasury Sill rates for the life of the Milne Point
Unit (1980-1909), wnich average rate acproximates six percent per
annum in real terms.

Seventh, when Conoco submitted an application for royalty
reduction 1in 1985, it requested relief under AS 28.05.190(p). AS
38.C5.180(p) sees not require two years production before relief
can be granted. However, Conoco"s application was also burdened by
the requirements of paragraph 19(h)(6) of the Milne Point Unit
Agreement. That paragrapn requires two years of production before
royalty reduction can be granted. Conoco had not produced for two
years from the Milne Point Unit until February 1990. Therefore, if
for no ether reason. Conoco®"a 1905 application had to be denied

because Conoco had not then produced for two years.



Eighth, puolic utility law and :il ana gas law can to
distinguished on grounds other than the costs of capital for
utilities and oil ana gas producers. A puDiic utility often has a
single profit center; 1if its economic return 1is insufficient, its
entire operation nay cease. For that reason, public utility law
seeks to guarantee a return adequate to assure continuing services
from what is often the sole source for those services. Conversely,
the na”or oil producers, including Conoco, have nultipie profit
centers. Should Conoco fail to obtain what it cnnsidors to be an
adequate return cn a single profit center--cucr. as the Milne Point
Jnit- Zonoco"s ether ore-profitanle ventures virtually assure
Ccncco®"s continued existence. ut even if Conoco failed to
survive, the public®s supply cf oil and gas is not dependent cn a
single producer. Therefore, neither this Stato"s oil and gas
leases nor the royalty reduction statutes need guarantee an oil
producer a specific rate of return, or any return at all. 1 find
that no guarantee of a rate of vreturn was intended by the
legislative or executive branches of this State®s government.

In addition to clarifying the foregoing setters, 1 heresy
supplement the Recommended Cecision®"s public interest finding.
Contrary to the assertions cf Conoco, tho puolic interest finding
did not simply weigh cash gains and losses to the state government.
The Reccmmended Cocisicn determined that lost revenues to the atato
government would fce approximately four times greater than the sum

of additional royalties to the state government nlus the total



valua of tho mcraaso m production assured by royalty reduction.*~
Tho r.eccmnonaod Decision also gave weight to additional, though
speculative, production which nay result from tho royalty
reduction. However, the Recommended Cocislon did not specifically
or fully address certain feasible benefits of royalty reauction,
prooably duo to their speculative and minute nature. Those
benefits include the following:

First, if future :eisaic acquisition and interpretation
supports Conoco®"s current sooiogic napping, and tho State reduces
its royalty to five percent, Conoco will trill two additional
procuctior. wells wnicr.. cased on loncco"s expectations, would
produce approximately 2 million additional barrels of oil (chance
factor times estimated reserves in tho two largest fault blocxs).
This places the maximum rtssible additional benefit produced by the

royalty reduction at 4.2 million carrels (3 million carrels of new

1 The Recommenced Decision, at page 13. states:

Assuming first that the average wellhead value for
oil produced from tho Kuparux Formation is S12 per carrel
arc the State"s royalty is reduced from 20% to 5%. the
State will lose £64.000,000 in royalties cn oil produced
during the r.ext twenty-two years, and gam 5?720,000 in
royalties cn oil produced twenty-two to twenty-five years
from now. Total recovery cf additional production under
a reduced royalty rate 1is estimated to be 1.2 million
barrels cf oil valued at S14.400.C00.

Assuming that the average wellhead value 1is S22 per
carrel and the State"s royalty is reduced from 29% to 5%.
the State will 1leso S109.C00.C0O0 m royalties :n oil
produced curing the next twenty-two years, mo jam
JI1,220.000 ;n royalties on oil producoc twenty-two to
twenty-five years from now. The total incremental volume
of oil that would be achieved through a reduction 1in
this case would be valued at S26.4C0.C00,



reservos plus *..2 million carrels sue o0 three extra years of
proauctioni . The royalty value to tno State of tne speculative
additional 2 million carrels of oil at a 522 per carrel well head
value is approximately S3.2 million. Consequently, ;f royalty
reduction was granted, tne State would forego 3109 million in
royalties to gam up to 34.5 million in royaltioa from additional
production.

Second, royalty reduction is virtually certain to increase
production Cy 1.2 million carrels, 1ind may 1increase it Cy an
additional 2 million carrels. Tne Trar.s-Alasxa Pipeline transports
2 million carrel cor :ay. :-e mtilisn. tvo-nunoroo tnousann
carrels would fill tne line for li.4 ncurs. Three million carrels
would fill tne line for 25 hours. Tho sum cf tne two volumes would
fill tne line for ;ust 50.4 hours.

Third, additional production from the Kline Point Vnit could
mean additional ‘ocs. Sated cn Ccnoc."s statement that it may ce
aole to increase production in the event cf a royalty reduction cy
drilling two additional wells, 1 estimate tnat no more man thirty
additional workers would Ce employed far a period no greater than
one month.

In weighing tho costs and benefits of royalty reduction,
foregone royalties, additional royalties, and additional production
can ce quantifies. at least in a relative senee. Assigning collar
values to pipeline fill ana additional ;sce is more difficult. Yet
clearly these Benefits are insufficient to overcome tne phenomenal

costs of ;rantmg the royalty reduction requested cy Tonoco.



Tnoreroro. even after conaidorma tenefits not rjantifioa or
exproisly addressed in tno Reccwtenaed Decision. |1 conclude tnat it
is r.oc in tno public interest to grant tbo royalty vroduction
rogqueitea by Conoco.

Subject to tbo foregoing, tno Recommended Deciaion on Conoco"s
application for royalty roduction for tno MIlr.o Point Unit 1ia
nereoy adopted aa tno final Decision of tno Department of Natural
Reaourcoa.

STATE Cf ALASKA. CEPARTYXNT Cf
NATURAL PJESCURCES
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T ON
12/28/90

Finding und Recommendation

Conoco has applied for a reduction of its royalty from 20 percent to five
reent on Kupanik Formation ol produced from the Milne Point Unit.
Iven the short history of the field, the information provided in Conoco’s

application and its public comments on the aplohcatlon fail to: (1) provide

a clear showing that its revenue over time will not allow for a reasonable

rate of return %2) demonstrate with any certainty that the reguested

reduction will mgnn‘lcant_ly prolong the life of the field: or $_3) demonstrate
that the requested reduction wouldsecure the proper protection of the
public interest.

A clear showing of a failure to achieve a prc-dctermined rate of return
over time requires accurate forecasting of ol Pnces over nearlr wo
decades, as well as a clearer understanding of the potential total production
from Milne Point, both with and without roYaIIy reduction, than'is
currently available. Hie difficulty of reliably quantifying the latter is
demonstrated by Conoco'™ re_Ported decision to proceed shonly with
Schrader Bluff production with the goal of ultimately tripling average
daily procuction from the unit. On Its face, It Is difficult to argue the need
for \rl\%ally relief at this time for a field which pays no severance tax. and
for which the economics will be dramatically altered in die very near
fulture (tj)g/ the operator's decision to pursue development of these shallow

oil sancs.

You have die diiscretion to approve a royalty reduction when it is
determined to be in the state’s best interest.” However, our analysis of the
potential benefits which may be ﬂalned years hence from the forbearance
of substantial state royalties for the next twenty years or so. does not



appear to support such a finding in Conoco's ease, for the reasons
discussed more fully both below in the accompanying confidential
Appendix . | recommend that you deny Conoco's application on these
bases.

The department's analysis of Conoco's application clearly illustrates the
need for a policy that limits royalty relief to those instances where
sufficient objective factual data, including production revenues and
development expenses, arc available to establish that Ilic reduction of the
state's royalty share will both prolong production and result in benefits
which arc demonstrably in the state's interest. In addition to maintaining a
continuous, though reduced, royalty stream, those benefits could include
continued employment, additional capital investments in wells and
production facilities (to increase the total recovery of nil from the field)
and other factors.

Although Conoco's application fails to make a clear showing of its inability
to achieve a reasonable rate of return over time or of being in die state's
best interest, our review of its application did point out several concerns
common lo any application for royally reduction under the existing
statutes. These include defining “reasonable rate of return” consistently
and objectively for royalty reduction purposes, and structuring any
reduction so as to be effective in achieving the desired results without
unduly diminishing the stale's royalty interest.

Based upon our analysis and using Conoco's application as an example. |
recommend an alternative approach from that advocated by Conoco for
setting a reasonable rate of return, and provide documentation to support
the use of such a standard for evaluating future applications. If you agree
with the use of the rate of return test which is suggested. 1 recommend that
the division prepare appropriate draft regulations and notice them for
public comment and hearing so that future applicants who may he affected
have the opportunity to comment on the drafl regulations.



. Uiichcf.uuml.aatl JLnirmInaiim

Conoco Inc. Im applied for a reguction of die State of Alaska's royalty intcrcM in
oil and gas production from the Kuparuk River Participating Area of the Milng
Point Unit. " In its application. Conoco requests that die State's royally interest in
Its production from the Kugaruk formation only, underIYmB%A LS 47433,
47434, 47437, 47438, and 28231. be reduced from 20% to 5%. Conoco has not
requested a royal I% reduction for production from the Schrader Bluff Formation,

\L/}m'ltCh lies ahove the Kupamk Formation throughout much of the Milne Point
nit.

Conoco submitted its formal application for royally reduction in February 1990,
However, the application was not determined to be substantially complete until
July 1990, As provided for under 11 AAC 83.185. a public heanng on the
application was conducted by the depanment on Au%ust 28. 1990. Conoco
continued to submit documents in suppon of its application th_rouPh October 9,
1990. Conoco's a%)pllcatlon has been evaluated under, alternatively. AS
38.05.18(Xp). AS 8.05.180&). as it existed al the time the Milne Point Unit
Agreement Was executed and at the time Conoco's application was submitted, and
AS 38.05.180()). as amendled in 1990 by MB 128, effective September 12.1990.

Two key terms used in these statutes need to be clearly defined in order to make a
rglvaIFty reqluction oetermination. These terms arc discussed in Parts 1. 111, and
IV. Pan 11 defines Ticld." as used in the royalty reduction context. Pan IV
analytes what constitutes a "reasonable rate of return." Pan V specifies why a
decision to grant royalty relief it discretionary, not mandator% Pam VI. VI,
and VIII adoress each of the three statutory provisions listed above, as theK apply
to Conoco's application. Pan IX refutes Cotoco's aisenion that Paragraph
18(h)(8) of the Milne Point Unit Agreement controls disposition of its application
fora ro%/alty reguction. Flnal(ljy, this document concludes with a brief summary
of this finding and recommendation.

This document is accompanied by Appendix 1. an economic analysis of rates c
return, the cost of capital. Conoco's confidential financiar data, and the costs to
the siate of a royalt)é reduction as pmjMvrd by Conoco in this Instance. Appendix
1 was prepared > Fd Ihilltps. Petroleum «.conomut (retired) for the Division of



On and Gas. Although Appendix | supports the conclusions readied herein, it
cannot be part of the public record of this recommended decision. It must
remain confidential due to its extensive references to Conoco’s proprietary
information and data which arc entitled to confidentiality under state statutes.

I, Definitions

Two key terms used in the statutes need to be clearly defined in order to make a
royalty reduction determination. These terms arc reasonable rate of return,
and field. Since these terms lack statutory definitions for the purposes of royalty
reduction, and since no previous requests for royalty reduction have been
granted, these (emu arc examined with respect to this application. In its August
217. 1990 supplemental brief Conoco attempted to define the terms reasonable
rate of return and field and presented arguments why the department should
be bound by the definitions in its review of Conoco’s application. The following
two sections will explain why, in my opinion. Conoco’s proposed definitions arc
inappropriate and must be rejected. Additionally, these sections will provide
alternative definitions of these terms and demonstrate why these definitions arc
appropriate for royalty reduction analyses.

in. Ddintiiua.uf.aJEidil

AS 38.05.180(j). before and after amendment by I1.ti. 128, and paragraph
18(h)(8) of the Milne Point Unit Agreement restrict royalty relief to instances in
which the "field- w'ould not otherwise produce a reasonable rate of return. AS
38.05.180(j) before amendment also requires dial the relief prolong "fidd" life.
AS 38.05.180()) after amendment by H.B. 128 requires that cither the relief be
necessary to prolong -field" life or restore shut-in production. Neither the
royally reduction statutes or the Unit Agreement define "field ~

Conoco, in its supplemental brief submitted on August 27. 1990, stated its
belief that, for the purpose of royalty reduction, the Milne Point leases
contain two separate oil fields, the Kuparuk River and Schrader Bluff
"I'iclds." It based its argument on the fact that the two oil pools are
vertically separated, have different reservoir properties, and will require



different production techniques. Additionally. Conoco's brief states that
the definition it offers is identical to the definition of "field" used in Texas
oil and gas law. Conoco's argument for ronsidcring the Schrader Bluff
and Kuparuk River oil pools as separate uclds is summarized by the
following statement; "Geologically distinct fields will also be economically
distinct, and therefore of little utility in assessing the economics of each
other." (Supplemental Brief of Conoco and Oxy USA Inc. p.25).

To support its interpretation of the definition of "field" Conoco referenced
Wotton v. Hush, 261 P.2d 256 (Cal. 1953), in which for the purpose of
well spacing requirements, an administrative officer of the California
Division of Qil and Gas testified that "a field has conic to be considered as
that expanded area from the region of initial production to the limits of
productivity in all lateral directions; and that within a given field there was
no structural connection or drainage to or from other fields." It should
also be noted that unlike Milne Point, the fields in the Wotton ease were
geographically (laterally) separated and not at different depths on the same
leases. The Wotton ease dealt with the issue of well spacing
requirements. Appropriate well spacing is ideally determined by internal
reservoir properties including porosity, permeability, heterogeneity,
viscosity of oil. reservoir thickness, reservoir pressure, fluid contacts, and
other factors. These properties arc certainly unique to each pool and/or
reservoir and often vary within the same pool or reservoir. A definition
of "field" that is applicable for determining production rates, well spacing,
participating areas, internal company development plans, tax credit for
enhanced oil recovery, etc. may not lie applicable or even appropriate to
royalty reduction. This is the ease with the definition proposed by Conoco.

Conoco argues that its definition is consistent with that used by industry.
However, this argument is not persuasive since there is no consistent use of
the term “field" within industry. For example, the Kuparuk River
Formation within the Kuparuk River Qil Field consists of two separate
reservoir intervals, the A and C sands of different geologic age
(Valanginian vs. llautcrivian). Additionally, the sands arc vertically
separated by a major regional unconformity, were deposited in different



dcpositional settings, and have very different reservoir properties. In spite
of these different properties neither industry nor the State differentiates
these producing intervals when they refer to the Kuparuk River Qil Field.

For the purpose of royalty reduction, the depanment must define “field" in a
matter that: (1) is consistent with the intent of the royalty reduction statutes,
regulations, and, to the extent feasible, the Milne Point Unit Agreement; (2) Is
founded on accepted geologic and engineering principles; (3) can be applied
impartially to all applicants for royalty reduction; and (4) will generally result
reproducible results when applied by different qualified petroleum geologists.

A royalty reduction application under AS 38.05.180()) must comply with
11 AAC 83.185, which requires the application to:

.. (2) state location and status of all past and present activities on the
lease; (3) include a detailed report of all production during the six
months preceding the filing of the apﬂllcatlon; %4) contain a detailed
statement covering the entire life of the lease showing all expenses
and costs of operating the lease, including all royalties and
or\]/erlrldlng royalties and all income from all produced minerals from
the lease;

(Emphasis added). This regulation evidences the department's
interpretation of "field" as clearly referring lo all reservoirs underlying
the lease.

This interpretation is consistent with earlier comments in a October 9.
1984 letter to Conoco from Division of Qil and Gas Director Kay Brown
in which she stated, "the division has no statutory definition of 'field"..."
ana listed three possible geologic definitions of "field." "Field may refer
(1) to a common source of supply, pool, or reservoir; (2) to multiple
reservoirs vertically separated; or (3) to multiple, partially overlapping
individual reservoirs...."

Further support for the department’s interpretation of "field" comes from
the definition of "field" used by another state requlatory agency, the Alaska
Oil and Gas Conservation Commission (AOGCC). While AOGCC's



definition of "field" docs not govern an application for royally reduction, it
IS indicative of a definition accepted by industry in some settings.  For the
AOGCC, "field" is defined by AS 31.05.170(5), which states:

"field" means a general area which is underlain or appears to be
underlain by at least one pool, and includes the underground
reservoir containing oil and gas: and the words "pool™ and "field"
mean the same thing when only one underground reservoir is
mvcflved, but "field™ unlike "pool" may relate lo two or more
pools...

For the purpose of royalty reduction requests, the department

defines "field" as encompassing the lateral limits of productivity of all
reservoirs or pools within the Milne Point Unit regardless of vertical
stratification of reservoirs or pools underlying a lease or leases. This
definition meets the standards set out earlier: (1) is consistent with the
intent of llic royalty reduction statutes, regulations, and to the extent
feasible, the Milne Point Unit agreement: (2) is founded on accepted
geologic and engineering principles; (3) can be applied impartially to all
applicants for royalty reduction; and (4) will generally result in
reproducible results when applied by different qualified petroleum
geologists.

This definition allows the depanment to consider ail the relevant
information with regard to royalty reduction. Commonality of production
and transportation facilities and well bores, as well as shared information
and economy of scale provided by having multiple stacked reservoirs under
a single lease arc important factors in the development of an oil field. Not
only do multiple stacked reservoirs have lower development costs, but their
development also entails lower risk wells. For example, wells can be
plugged back and produced from the shallower horizon, if the deeper
horizon is not produced due to faulting, lack of net pay, well bore damage,
depletion or other factors. The department's definition of "field" is similar
to that used by AOGCC in that it considers multiple vertically separated
pools or reservoirs underlying the same lease or leases a single "field."



Utilizing a definition that encompasses all reservoirs or pools within the Milne
Point Unit ulso helps minimize the incentive for the operator and lessees to
manipulate production and/or costs from individual reservoirs within the Unit for
the purposes of affecting royalty reduction applications.

Note that the department's definition docs not prohibit the commissioner from
granting selective relief to individual pools or reservoirs, or even individual
leases. In this ease, the ability to do so is clearly stated by die Milne Point Unit
Agreement and not prohibited by statute.

Iv. IMimiipn-ttf.Ryastfnablc-.Kalg vf-Return

Similarly, regardless of whcedicr one is guided by State law or the Milne
Point Unit Agreement, there is the potential for serious disagreement
between die applicant and the department regarding what constitutes “a
reasonable rate of return" for the purpose of evaluating a royalty reduction
request. Without providing objective standards, both AS 38.05.180(j) and
the Milne Point Unit Agreement leave it up to the commissioner to define a
reasonable rate of return for royalty reduction purposes. Against this
backdrop, the department has an obligation to adopt a standard that is
objective and which may be applied consistently without regard to die
vagaries of the financial planning standards of individual companies .
Furthermore, the standard should provide a positive real rate of return
(more than inflation), yet not allow for excessive profit at the expense of
the state’s royalty share.

Conoco has argued in its August 27, 1990 supplemental briefand in
testimony at the public hearing, that, at a minimum, a reasonable rate of
return, for royalty reduction, should be defined as the cost of capital to the
company plus a marginal profit. There arc obvious problems with this
standard. First of all, such a standard would vary widely from company to
company. Of the eight major North Slope producers examined, Conoco
had the highest cost of capital at a nominal rate of 12.75%. Based upon
information available to the department, other North Slope producers' cost
of capital ranged from a low of 9.26% (Oxy) to a high of 10.26%
(ARCQ). Additionally, proprietary financial data of this sort are generally



not directly available to the public, rates arc difficult lo monitor over time,
and many projects arc internally financed by the companies.

Thus, defining a reasonable rate of return standard as the individual firm's
cost of capital is not acceptable since it treats every firm differently. Such
a standard would provide a different level of relief based upon the
company, regardless of the field. To protect the state's interest, royalty
relief should be based on the economics of the field and not on a company's
real or perceived internal financial characteristics. Further, the standard
should be impartially applicable to all lessees. A reasonable rate of return
that is independent of the particular company financing involved should be
adopted to avoid possible manipulation of in-house economics simply for
royalty reduction purposes.

In its August 27, 1990 supplemental brief, Conoco cites a number of public
utilities law eases in support of its proposed definition of rate of return.
These eases arc intended to demonstrate examples where the most strict
standard for a reasonable rate of return is the cost of capital. However, for
royalty reduction purposes, these arc invalid analogs. A public utility is
granted a rather generous (but capped) rate of return since it is regulated
and at the same time must compete with unregulated firms in the capital
market. Also, a public utility docs not have an opportunity to make large
profits in other settings, as docs a large, privately owned integrated ol
company such as Conoco. Neither Conoco’s prices nor its costs arc
requlated by a public agency therefore, Conoco has no regulated limits on
its potential profitability.

It is the potential for large profits that allows Conoco, or any other oil and
gas lessee for that matter, to take the risks inherent in wildcat exploration
and oil field development. This provides a freedom of operation not
granted to a public utility. It is therefore only proper that a more
conservative standard for rate of return be applied to Conoco, and other
lessees, In determining whether, and to what extent, a reduction in the
state’s royalty share of production is appropriate. When all the arguments
arc stripped away, the stated purposes of the royally reduction statutes arc
to prolong the economic life of the field and protect the public interest, not



to guarantee the state’s lessees a minimum rate of return on every field
which they choose to develop

Standards other than those suggested by Conoco arc available to define a
reasonable rate of return. For example, the economic yardstick used by
the United States Geologic Survey and the U.S. Department of Energy in
recent studies has been an after-tax rate of return of s%. Referring to the
development of North Slope reserves in Economics and the National Oil
and Gas Assessment, The Case of Onshore Northern Alaska (In press
Atlanasi, Bird, and Mast) the authors state "Fields were considered
commercially developable if a discounted cash flow analysis showed that an
after-tax return of s percent could be achieved. Al the time of the
assessment, the s percent hurdle rate was being used by the U.S.
Department of Energy’s Energy Information Administration in the national
energy base ease forecasts (Jon Rasmussen, Energy Information
Administration, oral communication)."

Another potential yardstick for defining a reasonable rate of return is the
standard used by the State of Alaska Department of Revenue (DOR) in
determining reasonable shipping rates for North Slope crude for the purpose of
calculating severance tax obligations. Shippers arc allowed the Gross National
Product deflator (GNPd) plus two percentage points return to capital as allowable
expenses (profits). For the 1980-1989 period, the GNPd fell short of the 90 day
Treasury bill rate by 4.4 percentage points. Otherwise stated, DOR has allowed,
as a reasonable rate of return, a rate which is, on average, 2.4 percentage points
less than the 90 day Treasury bill rate.

The standard which | recommend the department choose to define a "reasonable
rate of return" for the purposes of this application is the rate of return for a 90
day Treasury Bill. The basis for this recommendation is more fully set out in the
text of Appendix 1 For the period of 1980-1989 the real rate of return for the
90 day hill was approximately six percent. This standard compares favorably
with other potential standards examined by the department.



V. PisacUiunan ..Salurc.flLRwallv 1kdiKliun

A well established rule of interpretation specifics that "may" refers to
discretionary action, while "shall* dictates mandatory action. Similarly, "may
not" constitutes a mandatory prohibition.

AS 38.05.18Q(p) states the commissioner “may ... change ... royalty
requirements ...." Paragraph 18(h)(8) of the Milne Point Unit Agreement
Browdes that the State "may reduce Lessee's obligation to pay royalty ...." Thus,
oth AS 38.05.180(p) and para%raph 18(h)(8) of the Milne Point Unit Agreement
permit royalty reductions, but they do not mandate royalty reductions, except
where a denial of a royalty reduction wou 1hbe arbitrary or unreasonable.

AS 38.05.18()(j), both before and after amendment b( MB 128, mandates
promulgation of re?ulations governing applications for royalty reduction: "“the
commissioner shal adoPt requlations ...." However, the requlations arc "to
allow reduction of royally ..." The word "allow," like "may," is permissive,
not mandatory. AS 38.05.180(J), both before and after amendment by HB 128,
then uses mandatorK language to specify one Instance in which royalty reduction
Is not allowed: "The commissioner may not grant a reduction of royalty"
unless the applicant has made a clear showing that its revenue from the field is
insufficient to produce a reasonable rate of return on its total investment in the
field. In short, while AS 38.05.180(j) contains some comBuIsory directives, it
also permits denial of an application where not unreasonable or arbitrary to do
S0.

V. Kvaluntion of Annlication Under AS 38.05.18fl(n)

AS 38.05.180(p) states:

To conserve the natural resources of all or a pan of an oil or gas pool,
field, or like area, the lessees and thelr representatives may unite with each
other, or jointly or separately with others, in collectively adopting or
operating undér a cooperative or a unit plan of development or operation



of the pool, field or like area, or a part of it, when determined and .
certified by die commissioner to be necessary or advisable in the public
Interest. The commissioner may, with thé consent of the holders of

leases involved, establish, chanrqe, or revoke drilling, Producmg and
royalty requirements of the feases and adopt regufations with
referenice to the leases, with like consent gn the part of the lessees, in
connection with the institution and operation of‘a cooperative or unit plan
as the commissioner determines necessary or proper to secure
the proper protection of the public Interest.

(Emphasis added).

Conoco's application, as initially submitted, represented that the Milne Point Unit
Kuparuk Formation had an expected field life of twenty-five years, three years of
which have aimost elapsed. 'Hie original application did not indicate that the field
life would be lengthened, or more oil produced, should Conoco be granted the
royally relief requested. Subsequently, Conoco amended its application, to
clarify that if the State reduced Its royalty to 5%, Conoco would produce 1.2
million barrels more than it would otherwise produce in the three years
following the first twenty-five years of production.

In evaluating Conoco's application, the department must determine whether the

public interest would best be served by the State's receipt of a 20% royalty over a

remaining field life of twenty-two years, or by the State's receipt of a 5% royalty

over a remaining field life of twenty-five years and the production of an

additional 1.2 million barrels of oil twenty-two to twenty-five *ears from now.

Llh_ils dePte_rmin_a}tion cannot he made without reference to the wellhead value of
line Point oil.

It Is impossible to accurately calculate the wellhead value of production occurring
over the next twenty-two to twenty-five years. The impossibility of the task is
exemplified by the wide range of values for oil produced from the Kuparuk
Formation in the Milne Point Unit in 1990 alone, when the reported wellhead
value tripled between July and September. However, die department is able to
model the effects in a gross sense by selecting a low estimated average value and a
high estimated average aluc, then calculating the costs and benefits of granting
the requested royalty reduction should values approaching either of these
extremes prove accurate.



In this analysis, the: department selected a low average wellhead value of $12 per
barrel and a high average wellhead value of $22. These wellhead values were
chosen to represent possible avera%e wellhead values for the entire life of the
field. These wellhead values rougnly correspond with United States West Coast
average prices of $20 and $30 per barrel, respectively.

Assuming first that the average wellhead value for oil produced from the
Kuparuk Formation is $12 per barrel and the State's royalty is reduced from
20% to 5%, the State will lose $64,000,000 in royalties on oil produced during
the next twenty-two years, and gain $720,000 in royalties on oil produced
twenty-two to twenty-five years from now. Total recovery of additional
production under a reduced royalty rate is estimated to be 1.2 million barrels of
0il valued at $14,400,000.

Assuming that the average wellhead value is $22 per barrel and die State's royalty
is reduced from 20% to 9%, the State will lose $109,000,000 in royalties on oil
produced during the next twenty-two years, and gain .$1,220,000 in royalties on
il produced twenty-two to twenty-five years from now. The total incremental
volume of oil that would be achieved through a reduction in this ease would be
valued at $26,400,000.

Under both scenarios the cost of the royalty reduction to the State is roughly four
times the combined value of the benefits, including the state's royalty share.
These analyses were conducted in constant 1989 dollars. Obviously, had they
been done In present value terms, the disparity between costs and benefits would

have been even greater.

But there arc other benefits which may be obtained by reducing the royalty rate
to 5%. By letters dated May 16 and October 9, 1990, Conoco committed to
expand its 3-D seismic program, and. dependent on the outcome of the seismic
program, possibly drill two additional wells to evaluate three regions of the
Kuparuk Formation within the Milne Point Field. These wells would be targeted
to delineate the resource potential of several small fault blocks and/or the down-
dip limit of the field. Conoco first termed the magnitude of reserve additions
attributable to these operations as “totally speculative." Subsequently, Conoco



provided reserve estimates for one of die three regions and risk factors for ail
three re%ions. Based on die relatively low reserve estimate, coupled with the risk
factor, the conditional nature of the commitment to drill, and ownership interests
of other parties in the reserves, the department concludes that die potential
incremental benefits of royalty reduction arc insufficient to lip the scales in favor
of granting the reduction requested.

Based on the extraordinary value of lost roKaIties, die modest benefit of a 1.2
million barrel increase in production, and the highly speculative benefits of
Conoco's commitment to additional eleoration and development activities, il is
extremely difficult to make a finding that granting the roi/\alty reduction which
Conoco requests is either necessary or proper to secure the proper protection of
the public interest.

VI, Evaluation of Application Under AS 38.05.18Q(ih Prior to
Amendment))y 1IP 128 in.

AS 38.05.180(j), as it existed at the time the Milne Point Unit Agreement was
executed and at the time Conoco's application was submitted, stated:

AS 38.05.180H) “To prolong the economic life of an oil
and gas field, the commissioner shall adopt regulations for all
bidding methods to allow reduction of royalty on leases within the
field to compensate for increasing costs in the later stages of
production decline. The commissidner may not grant a reduction
ofro?/al(iy until tw? years' initial_production from the field has
occufred and each leSsee requesti %t e reduction has made a clear
showing that the revenue from all hydrocarbons produced from the
field 1s"nsufficient to produce a reasonable rate of return with

respect to that lessee's total investment in the field."
(Emphasis added).

As with AS 38.05.180(p), relief under AS 38.05.180()) Is djscretionav.

However, the department should not exercise its discretion in favor of royalty
reduction unless the reduction is in the public interest. For the reasons discussed
in Part VI, above, granting the royally reduction as requested by Conoco is not in
the public interest.



To qualify for relief under AS 38.05.180(), an applicant must establish that the
relief requested: (1) follows two years initial foroduction from the field: (2) will
prolong the economic life of the field:; (3(} will compensate for increasing costs in
the later stages of production decline: and (4) Is necessary to produce a
reasonable rate of return on the applicant’s total investment in the field.

Conoco submitted its ap£|ication for royalty reduction immediately following two
gears of cumulative production from the Kupamk Formation of the Milne Point
leld; therefore, the requirement of two years initial production from the field
has been met. Lowcvcr, Conoco has not established that the requested royalty
reduction will si%nificantl rolong the economic life of the field. While the
field life might be extended by three years, more than twenty years in the future,
the number of years added is not rclcvant-thc number of additional barrels
recovered is. Conoco's unconditional commitment to increased production is
limited to 1.2 million barrels. This volume represents less than 2% of the
estimated production for the Kuparuk Fonnation, and an even lesser ﬁercentage
of estimated production for die Milne Point field. Given the cost to the State of
the ro?/]alty reduction requested, the amount of potential new production 20+
years hence is almost inconsequential in both absolute and relative terms.

Having failed the second part of a four part test for royalty reduction under AS
38.05.180(j), it is unnecessary to examine elements dircc and four. However,
brief mention of the two remaining elements is appro’oriate. AS 38.05.180()
restricts royalty reduction to instances in which it will compensate for increasing
costs in die later stages of production decline. First, die department has received
no information thakwould indicate the Milne Point field is In the later stages of
production decline. To the contrary, Conoco has announced plans to develop the
Schrader Bluff Formation within the Milne Point with the ultimate goal of at least
doubling production. Second, the department interprets this requirement as
Iimitin%the amount of relief which may he granted to that amount necessary to
offset the increase in costs. It is impossible to ascertain whether royally relief
granted after three years of production in a field with an estimated field life of
twenty-five to twenty-eight years would compensate for, and be commensurate
with, Increasing costs in the later stages of production decline. Given the
volatility of future oil prices and the remoteness of late-stagc costs, the



department should not conclude that this standard would be met by granting the
requested royalty reduction at this time.

Finally, AS 38.05.!80(5]) rec1uires the applicant to make a clear showing that the
revenue generated by die field is insufficient to produce a reasonable rate of
return on the total investment in the field. A clear showing requires evidence
which is precise, explicit, and which directly establishes the point, it is very
difficult, if not impossible, to provide such evidence here, since the Milne Point
field is in die very early stages of production. Use of estimated value,

production, and cost data for the remaining twenty-two to twenty-five year life of
the field adds a high level of uncertainty to determining the long-term validity of
any purported "need” for Conoco’s royalty reductic n. Particularly disturbing is
the unreliability inherent in estimating the value of oil to be produced over the
next twentr-two to twenty-five years. As mentior"d earlier, this unreliability is
dramatically underscored by the tripling of reported wellhead values from the
Milne Point Unit between July and September 1990.

Fstimating revenue from future production is further complicated by a lack of
knowledge regarding die potential volume and value of future production from
other pools in the Milne Point field, such as the Schrader Bluff Formation, as
well as by price and technology sensitive enhanced oil recovery- techniques which
me_ly sign_iﬂca_ntla/ Increase total production from all reservoirs or pools within the
Milne Point field.

On die other hand, since much of the major field facility development has already
occurred, the cost estimates for the remaining field life are easier to approximate.
According to the data submitted by Conoco on June 13. 1990, about 87% of the
capital investment in field facilities has been completed, leaving only relatively
minor caﬁnal Investment expenses to be estimated. This, however, docs not
include the costs associated with Schrader Bluff development and production.

In short, the department may reasonably conclude it impossible to make a clear
showing that the revenue generated by the Milne Point field over its entire life

will be Insufficient to produce a reasonable rate of return on the total investment
in the field when but a small fraction of the minimum estimated field life has

transpired.



In conclusion. Conaco's application should not be granted as requested under AS
38.05.180(9) (as it existed before amended by HU 128). Conoco has not
established that reducing the royally n 'c on the Kuparuk Formation from 20% to
5% would significantly prolong the life of the Milne Point field. A minimal
extension of the field at a very high cost to tire State is not in die public interest.
Furthermore, the uncertainties inherent in estimating revenue ana cost* for the
next twenty-two to twenty-five years allow the commissioner to conclude that
Conoco cannot adequately show either the magnitude of increasing costs in the
later stages of production decline or total field life rate of return.

VIII. Evnluatitm of Application Under AS 38.05J8Q(iIh  Amended
Hv HU 128 in 1990

A8d38.05.180(j) was amended by HU 128, effective September 12. 1990. It now
reads:

To prolong the economic life of an oil and. gas_ field or to
reestablish” commercial production of shut-in” oil or gas, that
would not otherwise he economically feasible, the commissioner
shall adopt regulations to allow reduction of royalty on leases. The
commigsionermay not grant a reduction of royalty"unless the lessee
requestmﬁ the reduction’ makes a clear showirig that the revenue from the
lessee s share of all hydrocarbons p;oduced from the field is and is likely
to continue to be instfficient to produce a reasonable rate of return with
respect to the lessee’s total investment in the field. The commissjoner
may condition a royalty reduction granted under this subsection in any
way to protect the State's interest, ncluding restoration of the state's
roeyaltg share in die event of an increase in"the price of oil or gas.

Befor arpprovm a royally reduction, the commissioner. shall make a
written finding that the State has obtained Ihe maximum possible
economic return that is compatible with allowing a reasonable
rate. of economic return for the lessee, and send cdpies of the
finding to all members of the legislature.

(Fmphasis added).



A* wilh AS 38.05.180(p), and AS 38.05.180()) prior lo its amendment by HB
128, relief under the amended Mindard is discretionary. ‘Hie department,
however, should not exercise its discretion in favor of royalty reduction unless
the reduction is demonstrated to be in the Ioublic nterest. For the reasons
discussed in Part V1. above, granting royally reduction as requested by Conoco,
In this instance is not in the public interest.

Under AS 38.05.180(j) as amended by HB 128, royalty relief cannot be granted
unless it will either prolong the economic life of an oil and gas field or
reestablish commercial production of shut-in oil or gas that would not otherwise
hr economically feasible. 11k royalty reduction requested by Conoco will not
substantially prolong the economic life of die Kuparuk Formation or Milne Point
field for the reasons discussed in Part V1. above. Nor is the Kuparuk Formation
shut-in as it was for several months before Conoco submitted its application.
Therefore. Conoco's agaplication fails these alternative requirements of AS
38.05.18(Hj). as amended by HB 128.

As 38.05.180(]?1. as amended, also retains the requirement of a clear showing that
revenue from the Held is insufficient to produce a reasonable rate of return on
total field investment. The degartment's analysis of this requirement is the same
under both the former AS 38.05.180(j) and its cunent amended version. (See
Part VII. above).

The 1990 amendment to AS 38.05.180()) specifics that an application for royalty
reduction cannot be approved unless the commissioner makes a written finding
that the State has obtained the maximum possible economic return that is
compatible with allowing a reasonable rate of economic retum for the applicant.
Due to volatile oil prices, risks inherent in oil and gas production, and uncertain
future costs, the depanment cannot find that the State will obtain its maximum
possible economic return without providinﬂ for the recapture of foregone
royalties tn the event a lessee ultimately achieves more than a predetermined
reasonable rate of return. However, in this instance the dei)anmcnt need not
craft a limited or conditional royalg relief, since the royally relief requested is
Inappropriate for other reasons, as discussed above.



IX.  Milne_r.flim-t:ail Acrccinenl. Paragraph IUIliHt)

Conoco argues in its August 27, 1990 supplemental brief that paragraph 18(h)(8)
of cite Milne Point Unit Agreement governs its application for royalty reduction;
and that AS 38.05.180 (p) and (j) apply only to the extent that they arc not
Inconsistent with the unit agreement. Paragraph 18(h)(8) states;

Reduction of Royalty. After two years' initial production from the field
In - which the leased area is located has occurred, the State may reduce
Lessee's obligations to pay royalty on all of the leased area or 0n any
tract or poriion thereof g rePated for royalty purgoses upon (1)
request by lessee and (2) & clear showing by Lessee that the revenue
from all 01l gas and associated s lfstances Produced from the field is
Insufficient t0 produce a reasonable rate of return with respect to
Lessee's total investment in tire field.

Conoco's argument that paragraph 18(h)(8) prevails where inconsistent with AS
38.05.180(p()] or (]) appears to he based on an incomplete reading of paragraph 1
of the Unit Agreement, which states;

The Alaska 1-and Act... and all valid and pertinent oil and gas statutes and
requlations including the oil and gas operatmgi stafutes and Tegulations In
effect as of the effeCtive date hereof or herearter issued theretinder
?overnmg drilling and producing operations, not inconsistent with the
erms hereof or fhe laws of the State of Alaska arc hereby accepted

and made a part of this agreement.

(Hmphasis added). Conoco chooses to ignore that all statutes not inconsistent with
the laws of the State of Alaska are incorporated by reference in the Unit
Agreement. Since the statutes are die laws of die State of Alaska, they cannot be
inconsistent with the laws of the State of Alaska (except to the extent that one or
more statutes are contrary* to the United States or Alaska constitution).

Therefore. AS 38.05180(j) and (p) arc incorporated by reference in the Unit
Agreement, and are thus every bit as much a pan of the Unit Agreement as is

paragraph 18(h)(8).

In any case, a state agency is without authonty to enter into an agreement in
conflict with applicable statutes. Thus, even without an explicit incorporation of



Alaska's statutes by reference in Paragraph 1 of the Milne Point Umt Agreement,
the statutes control when in conflict with the Unit Agreement.

X. SUinnULLE

In this instance, | have recommended that the requested royalty reduction
should be denied under AS 38.05.180(p). (j), and (j), as amended by I1.B.
128 since the department concludes that Conoco has failed to demonstrate:

(1) that granting the requested royalty relief will be in the public
interest;

(2) that reducing the royalty from 20% to 5% will significantly
prolong the economic ife of the field; and

(3) aclear showing that its revenue from oil, gas. and
associated substances i)roduced from the field is insufficient
to produce a reasonable rate of return with respect lo Conoco’s
total investment in the field.

The statutes and regulations do not discuss the quantity or quaIitF of data
needed to demonstrate a clear showing (thougn, obviously, "clear
showing" is a high standard) that Conoco’s revenue from the field is
Insufficient to Eroduce a reasonable rate of return with respect to s total
Invr- mem in the field. Similarly, the statutes and regulations do not list
precisely the quantity or quallti; of data needed to demonstrate that the
economic life of the field will be significantly prolonged by a royalty
reduction. These determinations must be made by the commissioner hased
on the discretionary power granted by the statutes, department regulations,
and the Milne Point Unit Agreement. However, it becomes apparent that,
especially in the ease of a field such as Milne Point, with only a few years
of production history, determining the long term profitability of the field
with any certainty is virtually impossible.



In order to thorough'y evaluate Conoco's application, an extensive
financial, economic, and technical analysis was completed by the
department. While 1recommend that the defoartment deny the application,
this analysis provides a groundwork for evaluating future royalty reduction
requests since this was the first request completely processed by the
department.

Even though it is recommended that Conoco's application for a royalty
reduction to 5% be denied, the division felt obligated to carefully analyze
the data submitted to determine if an alternative approach for royalty
reduction could be developed which would megt the statutory
requirements. Amon%the possibilities examined were a sliding scale
royalty based on wellnead value, short term relief, relief down to a floor
of 12.5% and combinations of these three methodologies. These limited
and/or conditional alternatives to a complete denial were determined to be
unacceptable since in all eases examined, even ignoring Conoco’s failure to
make a clear showing, the estimated return to the state and public was
substantially less than the estimated revenue lost by the state in forgone
royalty. Therefore, even a limited or conditional royalty docs not appear
to be In the public interest at this time.
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04HCt 04 THE GOVERNCM

February 27. 1995

The Honorable Gail Phillips
Speaker of the House
Alaska State Legislature
State Capitol

Juneau. AK 99801-1182

Dear Speaker Phillips:

Under the authority of an 1Il. see 18. of the Alaska Constitution. 1am hansmitting a bill
relating to the reduction of loyalties reserved to the state to cncouiagc otherwise
uneconomic production of oil and gas from marginal fields and to prolong the production
life of declining fields.

The bill would change existing royalty reduction provisions to grant the commissioner of
the Department of Natural Resources greater discretion to provide royalty relief to lessees
when necessary and clarify the commissioner's authority to grant such relief under various
provisions in AS 38.05.180

The proposed changes will icquirc the lessee to make a clcai and convincing showing that
a royalty reduction is necessary and is in the best interest of the state. The commissioner
may condition granting of aroyalty reduction in any way necessary to protect the state’s
best interests, such as increasing the state's royalty share if the price of oil or gas rises.

Finally, the bill maintains the royalty contributions to the permanent fund so that the fund
would never receive a royalty less than that provided under existing statutes.

| urge your favorable action on this bill

Sincerely

Governor



CSFOR (in207(FIN)AM QUESTIONS & ANSWERS

A. Purpose
. What, generally. docs the >ill accomplish?

This legislation amends current law to give the Commissioner of the Department of
Natural Resources (DNR) authority to grant royally reduction for fields that have been
delineate 1 hut not produced. The current law allows the commissioner to grant royalty reduction
to prolong Inc economic life ofa field o. to reestablish shut-in production. The hill requires that
the applicant make a clear and convincing showing that any reduction meets certain requirements
and is m the best interests of the state. As part of the application the commissioner shall require
the applicant to provide financial and technical data (which may be kept confidential at the
request of »|(c applicant) to assure that the requirements arc met and that a royalty reduction is
warranted. If the commissioner determines that a third-party analysis of the submitted data is
necessary, then he may require that the applicant pay for this analysis. This bill also provides
that if relevant factors change in the future, then the commissioner may raise the royalties that
were previously reduced. The commissioner must condition royalties if oil price changes.

These reductions may be applied only if one of the three "trigger events" is met:

J Fields that are delineated, but not previously produced, to allow production that
would not otherwise Ik*economically feasible.

J Oil and gas fields whose economic life mas be prolonged in light of increasing costs
In the later stages of r.roduction.

] Reestablishing commercial production ol shut-in oil or gas that would not otherwise
be economically feasible.

Before approving any royalty reduction, the commissioner must issue written findings
assuring compliance with the requirements of this section and that the best interests of the state
arc preserved. The legislation also requires the commissioner to give notice of his preliminary
findings and determination to the legislature and public, and allow for comment before adopting
final findings and determination. The current committee substitute also states that the
commissioner shall olfer to provide the LB& A committee a review of the preliminary findings
and determination.

2 Why is a change in the law necessary"

A change is necessary»*r three reasons. First, achange will help to make Alaska
more competitive on a worldwide basis for oil companies’ investment dollars. The legislation
would give the commissioner greater flexibility than exists under current la* and authority to
reduce the royalty rate on fields that have been delineated, but have not previously produced oil
or gas Second, it would change the economic standard for a reduction for a mature field to a



point-forward or incremental analysis trom a historical investment analysis which is not relevant
to a decision whether to abandon or continue producing a Held. Third, it would clarify the
authority to reduce royalty under AS 38.05.180 (j) & (p).

B. Standards

. The "best interest" standard seems vague. Should the legislature define the criteria that must
lk considered in making a best interest decision? Should the legislature maintain the
requirement in existing law that the commissioner must find that the "state has obtained the
maximum economic return that is compatible with allowing a reasonable rate of return for the

lessee™?

Before talking about further defining the best interest standard, there already is a clear
limit on the commissioner's authority. The current statute permits the commissioner to grant
royalty reduction only ;fone ol two trigger events is met. As discussed above, the legislation
would add a third trigger event « a delineated field that would not otherwise 1k economically
feasible to produce. Only if that showing is met. which must be met by clear and convincing
evidence, is the commissioner authorized to even consider whether he should grant royalty relief.

|f the commissioner makes a finding that one of the trigger events has been met. then
he must decide whether the reduction would % in the best interest of the state before a reduction
would Ik granted. This standard, or a similar standard, is used throughout the statutes without
explicit criteria set forth, for example. AS 38.05.180(p) gives the commissioner authority to
unitize oil and gas leases if he determines it is necessary to "secure the public interest.”

Importantly. DNR has already discussed the best interest standard in connection with
ConiKo’'s royalty reduction application. In a published decision document, then Commissioner
Hcinze noted that the "public interest finding (docs) not simply weigh cash gains and losses to
the state government" although he determined that lost revenues to the state government would
be approximately four times greater than the sum of additional royalties to the state government.
Hie commissioner considered: (1) Ihc effect on Ihc total royalties that would Ik paid: (2) the
additional projected recovery of oil; (3) the ability of the project to render a positive cash flow;
(4) the desirability of encouraging further investment that has a direct benefit to the state; (5) the
effect of additional production on TAPS throughput; and (6) Ihc benefits of additional
employment. At a minimum, the commissioner would consider these factors in making any
decision,

The legislature, of course, remains free to put sidewards or restraints on the
commissioner's discretion, but any sideboard or restraint could effectively restrain the
commissioner's ability to craft practical relief for a given field or reservoir. The current version
of ihc bill requires the commissioner to change the royalty rate if the price of il changes.



Finally. DNR opposed an amendment to reinstate the "maximum possible economic
return to the state" standard. DNR believes that the economic standard set forth in Ihe trigger
events is adequate. Moreover, the maximum economic standard is an impossible standard to
define, let alone meet,

2. Why docs the legislation change the standard for royalty reduction for mature producing
fields?

The legislation actually clarifies the confusing old standard of reasonable rate of
return on total investment. The old standard is unworkable for fields in the later stages of
production. For these fields, the analysis should lie based on expected future costs and future
revenues. Past profitability has little to do with the decision to produce or abandon a field today
or tomorrow. Abandonment decisions arc based on a point-forward analysis, not historical
performance.

3. Why does the legislation change the standard of persuasion from "clear" to "clear and
convincing"?

The "clear and convincing" standard is a term of an in the law which has been defined
by the courts and has an accepted definition. A "clear" standard has not been so embraced. This
lead to a dispute between DNR and Conoco A: Oxy in their application for royalty reduction.

The issue was pending before the superior court, but had not been decided, when the parties
settled. The change was made in hopes of avoiding litigation.

4. The legislation is non-specific about when and how the royalty could increase. Shouldn't it be
more SPECIfic?

This provision is basically the some as existing law. Specifying when and how the
royalty must increase would take away flexibility. Presumably, the commissioner s decision
would provide for an increase if prices increase or costs decrease. However, under the governor's
bill, there would be flexibility to tailor the terms to the specific facts. Hie commissioner’s final
finding or determination would include the terms providing for the increase.

5. What docs the term delineated ' mean? Should the term be defined in the statute?

DNR believes that the term "delineated” is a term of art in the industry. Its generally
accepted definition is that there is sufficient knowledge of the aerial extent, volume, and
productivity of the field to allow a lessee to decide whether to proceed with development and
production, including determining costs to develop and produce the field. In other words.
delineation is the process by which a resource in a previously discovered accumulation makes the
transition to reserves. Reserves are resources demonstrated with reasonable certamty to be
recoverable from a known accumulation under existing economic and operating conditions.



The requisite information varies Irom Held to field and no specific test would suffice
for all fields. The information pertinent to making the decision would include drilled wells,
seismic data and interpretations, and engineering data on Ihc reservoir's characteristics, including
well tlow test data of sufficient duration to provide estimates of future development well
productivity.

DNR believes that any attempt to specifically define "delineated” would likely create
as many problems as it solves.

6. What do the terms "field" and "pool" mean?

The meaning of the term field" was disputed in the Conoco & Oxy application
process. DNR defined th™ term to include ail reservoirs or pools underlying the lease or unit
area. "Pool” means an underground reservoir containing a common accumulation of oil or gas.
Each zone of a general structure which is completely separated from any other zone in the
structure is covered by the term pool." The terms "pool" and "field" mean the same thing when
only one underground reservoir is involved, but “field" - unlike "pool" - may relate to two or
m%re poolls. To prevent future disputes, and to increase flexibility, the bill references both "field"
and "pool.”

7. Can the royalty reduction apply to a single pool on a given lease, as compared to all
production from the lease?

The legislation would give the commissioner that discretion. |f there had been
production from one pool in a field, but not another pool, the commissioner would have authority
to consider a royalty reduction only for some or all of the second pool if it had been delineated.
Future discoveries or developments on the lease would not be automatically granted a reduction.

On leases that have been developed, such as the Kuparuk-Wcest Sak situation. DNR
wants the latitude to consider royalty reductions for the West Sak reservoir, while retaining the
original royalty rate for the deeper Kuparuk reservoir.

8. Would the royalty reduction be granted for the entire field or unit area?

The reduction, if granted, would be granted on a lease by lease basis. 'Hie lease or
unit agreement establishes the royalty rate, and It is the lease or unit agreement that needs to be
amended if the royalty rate is to be changed. Ofcourse, the reduction could apply to all leases
within the unit area.

~ Would the bill allow the Commissioner to reduce the royalty rate at the state s largest fields,
including Prudhoe Bay?



No. The new trigger event in the bill would not allow aroyalty reduction for a field
like Prudhoc Bay. Both gas and oil have been produced and sold from that field. Consequently,
it could not qualify under the new trigger event of a delineated, but not produced field. Simply
put. a reduction is not necessary to get Ihc field developed. At some point in the distant future
when the field is in steep decline. Prudhoc Bay may become eligible for a reduction under one of
the other two trigger events contained in the current royally reduction statute.

10. What does the term "reasonable rate of return" mean in the current legislation?

DNR recommends dropping the term. This term led to serious disagreements
between an applicant and DNR. DNR felt obliged to adopt an objective standard which could be
applied consistently regardless of the vagaries ofan individual co- ipany's financial planning
standards. Recognizing that neither the state's oil and gas leases i > statutes guaranteed a
company a specific rate of return, or any return at all. Commissioner Ilein/.c adopted a standard -
the return on a 90 day Treasury bill - which provided a positive real rate of return, but did not
provide an excessive profit at the expense of the state's royalty share. Other potential rates
considered by DNR included: 11>the individual company's cost of capitol plus a marginal profit;
(2) a public utility type rate ot return: (3) the economic yardstick used by DOE to determine ifa
field is commercially developable; i4)thc long-term bond yield; and (5) the rate allowed by DOR
in determining reasonable shipping rales for severance tax purposes. As m ted previously, once a
field is developed (i.e.. major investments sunk) any revenue in excess of operating costs is
sufficient to keep the field in production,

C. Appealability & Confidentiality
1. The non-appealability clause seems unusual. Why is it in the bill?

The clause has two purposes: The first is to make clear that the statute docs not
conferon a lessee aright or entitlement to a royalty reduction. Even if the lessee makes a
showing that the lessee could not economically produce the field, there is no duty on behalfof
the commissioner to grant royalty relief. DNR makes a businessjudgment whether the stale
would rather have production on a reduced royally basis or lake back the leases and attempt to
relet them. Moreover, the commissioner may have to consider other factors, such as the effect on
tbhe biddir:jg process and on the environment, in determining whether a royalty reduction should

e granted.

There is some federal law on the subject ol royalty reductions on federal leases.
Under federal law the Secretary of Interior has authoriiv to reduce a lease's royalty rate under
certain circumstances. Hut federal law holds that:

(There arc) no circumstances which require BI.M to reduce royalty. Under
the statute, no entitlement to such a reduction can ever arise. BLM



remains free to accept the economic consequences of denying royalty
relief, which may vary Irom ease to ease... The discretionary authority
conferred hy (the federal royally reduction statute) enables BLM to
exercise prudent business judgment to accept the alternative that best
protects the economic interest of the United States as owner of the mineral
resources.

Peabody Coal Co.. 93 IBLA 317. 326 (1986) (emphasis added).

Given that there is no entitlement or no right to a royalty reduction, the second
purpose is to preclude expensive, time consuming litigation, which can have no basis, by the
applicant whose application has been denied. The intent of the provision is to preclude the
applicant from appealing. The courts have rejected an argument that there is a constitutionally
guaranteed minimum right ofjudicial review where the "administrative activity ...involves the
grant or denial or a privilege which the state government is free to allow or withhold in its
discretion ...." Cooper. State Administrative Law 677 (1965). The Department of Law believes
that the commissioner's determination regarding a royalty reduction application would fall into
that category and thus the court would likely give effect to a provision precluding judicial review.

The general rule, according to Professor Davis, one of the foremost authorities on
administrative law. is that;

|1]f a statute unequivocally precludes judicial review ofan agency action,
and judicial review is sought on any basis other than a claimed violation of
a constitutional right, the Court will give statute effect ... When the scope
and effect of an explicit statutory limit onjudicial review is less clear,
however, and the Court perceives a significant risk of unfairness if the
statutory' limit is given broad effect, the Court sometimes strains to
interpret the limit narrowly.

Davis. Administrative Liw. §17.8 at 155. The court could read into the finality provision an
implied exception permuting review of constitutional questions, questions regarding the
jurisdiction of the agency and the reqularity of its procedure, questions affecting the existence of
property lights, questions involving bad faith, or questions regarding fraud. Cooper, supra at
679,

The Alaska Supreme Court has stated that a "legislative statement of finality is one
which we will honor to the extent that it accords with constitutional guarantees." K & L
Distributors. Inc v. Minkowski. 486 P.2d 351. 357 (Alaska 1971). It is likely that the court will
attempt to whittle down any finality language to si/c to lit the court’s sense of fundamental
faimess. In other words, a statement of finality will not prevent the court from reviewing the
decision to assure compliance with the due process clause under the Alaska constitution.
Nevertheless, a finality provision will mean that any review of aroyalty reduction decision will



be much more limited than the broad review of an agency decision required by the Alaska
Administrative Procedure Act. Forexample, the court would not review each factual finding to
see that it is correct, or even that it is supported by substantial evidence. The court would only
examine the commissioner's decision to determine whether it has "passed beyond the lowest limit
of the permitted zone of reasonableness to become capricious, arbitrary or confiscatory." 1Id. at
358. Given this, we helieve that it is less likely that a disgruntled lessee would appeal and.
therefore, more likely needless court expense would be saved.

2. Should the commissioner's decision be subject to legislative review?

The administration docs not object to some type of legislative oversight. The
administration believes that the legislature could request a briefing even without a specific
provision in the bill. The administration notes that at least one company has opposed a proposed
amendment which would have provided for a confidential briefing by the commissioner of the

legislature.
3. Why does the bill contain confidentiality provisions?

The confidentiality provision in the bill is no different than existing law. The purpose
of this provision is to protect a company's competitiveness relative to other companies.
Obviously, acompany which has spent millions of dollars to acquire geological, geophysical, and
engineering information regarding a potential oil field docs not want that information revealed to
other companies. Furthermore, releasing financial information about the company would reveal
the company’s underlying economic philosophy regarding exploration and development and,
thus, disadvantage the company with respect to its competitors. The confidentiality provision
actually promotes the disclosure of complete and frank information to the state. Given industry's
testimony at the hearings, it is likely that without a confidentiality provision for new fields, no
company would apply for royalty reliefand the benefits of the bill would be lost. Nevertheless,
the bill allows the company to disclose its information to the public if it desires.

). Miscellaneous

.- Why docs the legislation delete the provision in former law that the commissioner s'tall adopt
requlations?

Such a provision is unnecessary and would delay the implementation of any new
program. Under current law. the commissioner already has the authority to adept regulations
necessary to earn' out the purposes of the Alaska Land Act. AS 38.05.020(b)( 1). There arc
already existing regulations which define the procedure for submitting an application tor
reduction under AS 38.05.18()(j). LLAAC 83.185. DNR would plan to amend those regulations
to deal with the proposed changes in the statute. DNR. however, docs not want to ho required to



implement regulations because that could delay implementation of any new statutory changes.
The current law allows the commissioner to adopt regulations if needed.

2. Do you have any concerns that the legislation will undermine the competitive bidding
process?

The commissioner will have to consider this issue in determining whether a reduction
IS in the state's best interest. Certainly, if the royalty rate is the hid variable this is a very real
concern. In general, the closer the reductions to the time of the bid. the greater the concern. That
is one of the reasons why the former law provided for a two year production requirement. That
requirement, however, proved unworkable and the legislature dispensed with that requirement in
1990 to allow the commissioner more flexibility.

The proposed amendment tries to balance the need to protect the bidding process with
the need to get marginal fields timely developed. Forexample, a reduction cannot take place
until the lessee at least does delineation work. In other words, the commissioner could not grant
a reduction the day after the lease sale. More importantly, the commissioner cannot grant a
reduction unless the lessee makes a clear and convincing showing that absent reliefthe field
would not otherwise be economically feasible. In making that determination and deciding
whether granting relief would he m the state's best interest, the commissioner will have to
examine whether other potential lessees would develop or produce the field without royalty
relief.

The Alaska Supreme Court has recognized a competitively bid government contract
can be amended under certain circumstances without jeopardizing the competitive bid process.
Kenai Lumber Co.. Inc. v. Ix'Resche. 64b P.2d 215, 220-22 (Alaska 1982). Importantly, every
state 0il and gas lease contains a royally reduction so all competitive bidders were on notice that
the royalty could be reduced under appropriate conditions.

4. 1s it legally required that the permanent fund be held harmless?

Probably not. but a concern has been raised. Article IX. Section 15, provides that:
At least twenty-five percent of all mineral lease rentals, royalties, royalty sale proceeds ...
received by the state shall he placed in a permanent fund." The Department of Law believes
that the most likely interpretation of the constitutional provision is the permanent fund gets 25CI-
of whatever the state gets and if the suite gets a lesser or greater royalty for that matter, the
permanent fund gets 25fr of that amount.

An argument can be made that the provision means the permanent fund gets 25 of
the original royalty rate specified in the lease and the legislature or the commissioner cannot
change the amount, at least for the permanent fund. The Department of Law does not believe
that such an argument would be persuasive to u court. There have been statutory and lease
provisions providing for royalty reduction in one form or another since statehood. These



provisions were in effect at the time the permanent fund provision took effect and no special

provision was enacted to keep the permanent fund whole in that instance. Consequently, we
believe the permanent fund takes its 25% share subject to the possibility Ihal the royally share
may be reduced. In short, the permanent fund gets at least 25% of whatever the state receives.

A good example would be the administration of the former royalty reduction statute
(which still applies today on some of the older leases). That statute provides tor reduction of the
royalty rate to 5% on a lease where a discovery is made. In that ease, the permanent fund has not
beeln held harmless or kept whole. The permanent fund gets 25% of the reduced rate, no more or
no less.

The current committee substitute deletes the permanent fund hold harmless provisions
which were in the bill as originally introduced. Regardless of whether the bill contains hold
harmless provisions, the administration supports a tloor for any reduction that does not exceed
5% of the applicable royalty rate.





