


INITIAL SECTIONAL SUMMARY
3IX195 by Krcit/cr, Committee Aide

SB 112: "An Act establishing a discovery royalty credit for the
lessees of state land drilling exploratory wells and making the first
discovery of oil or gas in commercial quantities."

Section 1. Makes the first discovery royalty credit applicable
under the exploration licensing program passed last year (SB 150).
The royalty shall be reduced to five percent for the first 10 years
following the date of first discovery of oil or gas in commercial
quantities. NO definition of "commercial quantities” or "date of
discovery" and how that is determined. Commercial quantities has
different meaning than paying quantities- recover operating costs.
Commercial quantities - need to recover investment, development,
and production costs.

Section 2.: Adds back into statute the ability for the commissioner
of the Department of Natural Resources to allow a royalty reduction
of 5% for the first 10 years on oil or gas leases on state land. After
10 years, the royalty reverts to the leasing method chosen by the
commissioner (A-G).
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Sponsor Statement for:
Senate Bill 112: Discovery Royalty

When SB 112 was introduced by the Senate Resources Committee it was written for
discussion purposes as the law had been when it was repealed in 1969 (1, CH 65 SLA
1969), recognizing that such terms as "in commercial quantities", "geologic structure" and
"first discovery" would have to be discussed regarding their current relevance.

These vague terms resulted in litigation over the previous discovery royalty program. The
committee has worked closely with the Department of Natural Resources and industry to
write legislation that narrows the opportunity for litigation over who is awarded a discovery
royalty under this proposal.

The new program is intended to reward not only the first person to drill a well resulting in a
new discovery, but that person must also complete the well - resulting in production. The
discovery royalty provision is available to all Cook Inlet Sedimentary Basin future leases
and to non-producing, non-unitized leases entered into before the effective date of the acL

Lessees with leases under the old discovery royalty program may choose either that
program or the new program, but not both.

It is die sponsor’s intent that this legislation will encourage new activity in the Cook Inlet
region.
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Official Business Juneau AK 99801

MEMO
TO: Jack Chcnoweth, Legal Services
via fax: X2029 this page only
FROM: Annette Krcitzcr, Aide to M
Senate Resources Committee
DATE: March 18, 1996
RE: CS 1>2(RES): Discovery Royalty

Please create a FINAL Resources committee substitute for SB 112 using 9-LS0808NK
dated March 15, 1996.

There were no other changes to the bill. Please deliver the FINAL to Senator Leman's
office. Room 115 of the Capitol.
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MEMO

TO: Senator Pcarcc, Vice Chairman
Senator Halford
Senator Fnr.k
Senator Tayior

THROUGH: Senator Loren Leman, Chairman

FROM: Annette Krcitzcr, Aide to
Senate Resources Committee

DATE: March 18,1996

RE: CS SB 112(RES)

Attached is the Committee Substitute which incorporates the amendments made in Senate
Resources to SB 112. Please let me know if the language beginning on page 3, line 25
through the end of the bill is nfil consistent with your interpretation of the amendments.

I will request a final committee substitute to be read across for Wednesday (March 20) and

initiate a request to the Senate Finance Committee for a hearing if there arc no
discrepancies.



9-LS0808\K*

CS FOR SENATE BILL NO. 112(RES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY THE SENATE RESOURCES COMMITTEE

Offered:

Referred:

Sponsors: SENATE RESOURCES COMMITTEE

A BILL
FOR AN ACT ENTITLED
"An Act establishing a discovery royalty credit for the lessees of state land

drilling exploratory wells and making the first discovery or oil or gas in an oil

or gas pool in the Cook Inlet sedimentary basin."

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

N* JjCaa>-v- | Vg -
e Section 1. AS 38.05.134 is amended to read:* h<

Sec. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the . "fA./

commissioner determines that the work commitment obligation set out in an oil andl

gas exploration license issued under AS 38.05.132 has been met. the commissioner

bPrilla

off\ *n.v"
shallconvert to one or more oil and gas leases all or pan. as the licensee may indicate, ! J* *"

of the areadescribed in the exploration license that remains after the relinquishments,
removals, or deletions required by AS 38.05.132(d)(2). A lease issued under this
section
(1) is subject to the acreage limitations imposed by AS 38.05.140(c);
(2) is subject to AS 38.05.!1S0(j) - (m). (0) - (u). and (x) * (2);

of* CSSB 112(RES
wsr [QTC "r.dtroiryti zzistez text EMCKETSS] ( )
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(3) must be conditioned upon a royalty in amount or value of not less
than 12.5 percent of production, except that the lessee who, proceeding under
ASJA05.PI - 38,05.134Lundcr a lease issued in the Cook Inlet sedimentary basin
who is_ccrtiflcd by the commissioner to he the first to drill a well discovering oil
or,ms in a previously undiscovered oil o gas noo» shalLpav a royalty of five
percent on all production of oil or gas from that pool attributable to that lease for
a_periQd.ofiQ _y?are-fQllQ*ing the date of discovery of that pool, and thereafter
the royalty payable on nil production of oil or gas from the pool attributable to
(hnLkase shnlLbc.dctermincd and payable as specified in the lease: the payment
QLIht flve.Dercent_i:Qyaltv.under_this oarngnipiiisjnithorircd only to a holder of
a lease who meets the requirements of As 38.05.180(0(4).

(4) must include an annual rent of S3 per acre or fraction of an acre
initially paid to the state at inception of the lease and payable annually after that until
the income to the state from royalty under that lease exceeds the rental income to the
state under that lease for that year, and

(S) is subject to other conditions and obligations that are specified in
the lease.

e Sec. 2. AS 38.05.180(0 is amended to read:

(0 Except as provided by AS 38.05.131 - 38.05.134. the commissioner may
issue oil and gas leases on state land to the highest responsible qualified bidder aj
follows;

(LL. the commissioner shall issue an oil and gas lease to the successful
bidder determined by competitive bidding under regulations adopted by the
commissioner: bidding I. BIDDING] may be by sealed bid or according to any other
bidding procedure the commissioner determines is in the best interests of the state;

(2L whenever (- WHENEVER), under any of the leasing methods listed
in this subsection, a rovalty share is reserved to the state, it shall be delivered in pipeline
quality and free of all lease or unit expenses, including but not limited to separation.
cleaning, dehydrauon. gathenng, salt water disposal, and preparation for transportation
off the lease or unit area;

(3) following ( FOLLOWING] a pre sale analysis, the commissioner

may choose at least one of the following teasing methods:

CSSn UN RES) 2%
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(A) [(D) a cash bonus bid with a fixed rovalty share reserved to
the state ofnot less than 12,5percent in amount or value of the production

removed or sold from the lease;

Hi) [(2)) a cash bonus bid with a fixed royalty share reserved to
the state ofnot less than 12.5percent in amount or value of the production
removedor sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

HD [(3)) a fixed cash bonus with a royalty share reserved to die
state as thebid vanablebut no less than 12.5 percent in amount or value of the
production removed or sold from the lease:

HD [(4)) a fixed cash bonus with the share of the net profit
derived from the lease reserved to he state as the bid variable;

IE) [(5)) a fixed cash bonus with a fixed royally share reserved
to thestate ofnot less than 12.5 percent in amount or value of the production
removed or sold from the lease with the share of the net profit derived from the
lease reserved to the state as the bid variable:

IE) 1(6)) a cash bonus bid with a fixed royalty share reserved to
the state based on a sliding scale according to the volume of production or other
factor but in no event less than 12J percent in amount or value of the production
removed or sold from the lease;

HD ((7)) a fixed cash bonus with a royalty share reserved to the
state based on a sliding scale according to the volume of production or other
factor as the bid vanable but not less than 12.5 percent in amount or value of the
production removed or sold from the lease;

(4>_nnt*UtmandioE a requirement in the leasing method chosen of
ajninimnm fixed royalty ?harc. on and after a date that IsJ8Q davs following the
gflgtllyg. da(c_*?f_thH _Acli_the lessee under a lease issued in the Cook Inlet
ttdimcman fraiin-whglictmflcd by the commissioner to be the first to drill a well
discovering oil or gas in a previously undiscovered oil or gas oool shall pav a
BttflUv of five percent on alt production of oil nr from that pool attributable to
IhflLlcase for a period of 1Q yean following the date of disco*vi. , blt; -1 »

thereafter the royalty parable on all production of «ii or gas from ;hc pool

. > CSSD 112JRES)
' m».Te "Hiiw:ind /MUID rtXT txkerxTzD)



11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
21

ailrihtUablc.to.IhaU eagPJibit)Uiej letcrmincd nndjiaynbtc as specified in the lease:
lhg-rgduccd royalty, authorizedJ>y this paragraph is subject to the following; j
(AL_a LeMee_iS eligible to nav the reduced royalty authorized
hyJhis narngrnph.oniY.iLtlic_ic«ce is the first to drill a well discovering oil
0r gas in a previously undiscovered oil or gas oool:
ffi)— only, ope rgductjpn_qgL royalty authoriyed by this
paragraph may he.allowed on each lease that Qualifies for reduction of
royalty under this paragraph;
vl 7= (c) _if. under this paragraph, application is made for a royalty
*DV_JYV,,,ig* aj reduction for a lease that was entered i .a before the date that is 180 days
following the effective date of this Act, the cOMmissioner may approve the
aPDllgfltlon.nnlY.iLQIUhe.datc referred to »n this subparagraph, the lease
Was a nonproducing lease that Was not committed to a unit approved hv the
* cpmmis.rioncr.undfUmLpf-this section, that is not pari of a unit under (n»
) or_(q) nfanis_segtjQn._and.that Nas not been made part of a unit under

> w

AS 31.05;

(PUif-fDDlicatlon for a royalty reduction is made under this
paragraph for a lease on wMch.il disgQven_n?valtY was claimed or may he
dalmed under the discovery royalty provisions of former AS 38.05.180(a) In
Effertd«QIE. MRY-$t195@ihs.gQmmb3ittnsLihnll dsaltoy the.applicitiOn
undenthls Dflragraph unless the.aPDlirant wajv” the right to claim the right
to n reduced.royalty under the discovery rovaltv. provisions of former
As 38,05.180(a) in_effcgtd?cfore May 6, 1969; and

(E).JIK.gQmmtatoncr shall AdOpt nrsulattoru sctting.QUI.'hc
Handatds”critgria®ajid.dsflnitlQn? of tcrmuhat. apply \9 impkmcm.lhe

filing of applications for, and the review and certification of. discovery oil
and gas royoltyLccaifigfltionj under thisparagranh.

CSSO 112(RES)
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AMENDMENTS ADOFFED IN 3/11/96 SENATE RESOURCES
COMMITTEE TO VERSION F OF SB 112: Discovery Royalty
(Chenowcth 3/9/96)

Amendment #1

1) See attached (The committee gave staff fairly broad author! y to continue to work with
the Department to lighten language in the bill to reflect its purpose as a discovery royally
provision and to bring it back for Wed. 3/13). This amendment was altered slightly alter
funhcr discussion with the department and begins after (3) must be conditioned upon a
royalty in amount or value of not less than 12.5 percent of production, except that the
Icssccjwho”prpcccding under AS 38.05.131-38.05.134. under a lease issued in the Cook
Inlet scdimcntary.basin whais certified byjhcj»smmi&>ioncr.to be the first to drill a well
discovering.oil or gas in a previously, undiscovered oil or gas pool shall pav i royalty of
five percent on all production of oiLpr.gasfrom that pool attributable to that lease for a
period of 10 vcarc following the dale of discovery of that pool, and thereafter the royalty
m ablc-on till production ofoil or gasJrem the pool amity’table to that lease shall be
determined and-Dayable as specified in the lease. The payment of the five percent royalty
undcLthis paragraph is authorized onlv to a holder of a lease who meets the requirements of
AS_38A)5T8Q(f)(4).

2) Parallel language had to be added in AS 38.05.18(X0(4) as follows:
Page 2. Line 32 through Page 3, Line 9:

following "commissioner to"
(HAVE MADE] be the first to drill a well (DISCOVERY OF*) discovering oil or gas in
(COMMERCIAL QUANTITIES FROM1 a previously undiscovered oil or gas pool
shall pay a royalty of five percenton all (LEASE) production of oil or gas from that pool
attributable to that lease for a period of 10 years following the date of discovery of that pool
(OIL OK GAS IN COMMERCIAL QUANTITIES IN THE POOL, AS
CERTIFIED BY THE COMMISSIONER,) and thereafter the royalty payable on all
(LEASE) production of oil or gas from the pool attributable to that lease shall be
determined and payable as specified in the lease; a lessee is eligible to pay the reduced
royalty authorized by this paragraph only if the lessee (MAKES) is the first to drill a well
(DISCOVERY OF) discovering oil or gas in (COMMERCIAL QUANTITIES
FROM) a previously undiscovered oil or gas pool within five years of the effective date of
the lease; the commissioner...

Amendment #2 (INCORPORATED ABOVE)
3) Page 3, Lines 2-3:

or gas pool shall pay a royalty of five percent on all (LEASE) production of oil or
gas from that pool attributable to that lease for a period of 10 years following the date of
discovery of oil or gas

Page 3, Lines 5%6:
thereafter the royalty payable on all (LEASE) production of oil or gas from the
pool aittlbuUhlc.1Q Ihai lease shall be determined...

Amendment #3 (became moot with the language the committee adopted in Amendment
#1 above and the parallel language found in CS SB 112 version G).

3) Replace "in commercial quantities" throughout the bill and any amendments adopted by
the committee with the phrase "capable of prtxlucing in commercial quantities".

Amendments (or SH 112 1



Amendment #4

4) Not adopted by the committee as written, but instructions were given to the committee
staff to work with the Department to bring an amendment before the committee
Wednesday, 3/13/96 to allow Discovery Royalty to be applied to all nonproducing leases
and future leases as of die effective date of the bhill.

AMENDMENTS ADOPTEL IN 3/13/96 SENATE RESOURCES
COMMITTEE TO VERSION G OF SB 112: Discovery Royalty
(Chcnowcth 3/13/96)

Amendment #1
1) Page 4 ,Line 3: Following "undiscovered oil or gas pool"

DELETE: [WITHIN FIVE YEARS OF THE EFFECTIVE DATE
OF THE LEASE;]

Amendment #2

2) The committee adopted a conceptual amendment to limit discovery royalty to one
application per lease. It doesn’t matter how many partners are involved - only one
discovery royalty will be allowed on the lease.

Amendment #3

3) The committee adopted a conceptual amendment to include nonunitized leases in the
applicability section. However, a later amendment rewrote the applicability section and
appears as Amendment #5.

Amendment #4

4) The committee wants to plainly state that on leases carrying the former discovery
royalty provision, if a lessee applies under this new Discovery Royalty, the old program
cannot also be used.

Amendment #5

5) The committee adopted an amendment to the effect that the provisions of AS
38.05.180(0(4) added by sec. 2 of thi., Act, apply only to leases in the Cook Inlet
sedimentary basin and the Act is effective on all non-producing, non-unitized leases (sec
Amendment #3) and future leases that arc certified first discovery by the commissioner six
months after the effective date of the Acl

AmrmrimmU for SH 112
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AMENDMENT #1

OFFERED IN SENATE RESOURCES
TO: CS SB 112 (LS0808VF)
DATE: 3/11/%

Page 1, Line 5:
Following Section 1. Insert:
AS.35.05.134,is.amcj)dcd to read; _

- Scc”38.05.134. .CONVERSION TO LEASE, If the licensee requests and the
commissioner determines that the work commitment obligation set out in an oil and Has
exploration license issued underAS 38.05.132 has been met, the commissioner sha
convert to one or more oil and gas leases all or pan, as the licensee mav indicate, of the area
described in the exgloratlon license that remains after the relinquishments, removals, or
deletions required bv AS 38.05.132(d)(2). A lease issued under this section

llis-supicct Ipjhc acrcauc limitations imposed bv AS 38.05.1401c).

2Lts subicct toAS 38.05.18Q(i) - (m). (05) - (u). and (x) - (zri

~(3) must be condiiioned.upon aroyaltyjn amount or yaluc.oinotless than

12.5.perccnioLpioductiPiL except that thclcsscc.wiio. pioccedire-under AS 38.05.131-
38,05.134" I ndcLUlease issued in the Cook Inlet sedimentary basin who is certified bv the
commissioner to hayc made the first discovery of oil » ﬂas infrommercial Quantities fern a
Prchou_st,undllscovered.ou.m.us pool shall pay aroyally of five percent on all lease
raduction of oil or eas from tut pool for a period oLLO years followm%, the dale of
discovery cloil.oLgas in.fommercial quantmcs in the.FooI. as certified by the
commissioner, and thereafter dleroyalrpayable_o_n ail lcasc-production.oLoil or ess from
the pool shall be determined and payable ‘as.spccified in,die lease. The ’paymen_t oi.the rive
percent royalty under this paragraph is *mbonzedonly to.nbolder ol a leascjviiQJDccisilic
remiircmenis.of.AS 38.03.180(f)F4).



FACTS RE; FQBMER,PJSCO.VEFiy RQYALT.It

F-Qtm.Qi.P.eJinltlon

5% royalty for any production from a lease in tho first 10 years following
the discovery of oil and gas in commercial quantities in a geologic
structure.

Ujneilng

1937 « 1946. 1950 * 1958: Regulations under Federal Mineral Leasing
Act establish discovery royalty for Alaska only.

1959: Alaska Land Act codifies federal regulation language into state
statute; state lease form copies statute’s language.

1962: Cook Inlet drilling races result in two blowouts: 45 days; 14
months. State grants discovery royalty for both.

1963: State regulations adopted.

1969: State legislature abolishes discovery royalty (ch 65. SLA 1969).

Contentious

Many disputes, some over leases that never produced during the
discovery royalty period.

Three Alaska Supreme Court decisions re: discovery royalty:

e Pan American. 455 P.2d 12 (Alaska 1969) (challenge by competitor)
e Union Qil. 526 N2d 1257 (Alaska 1974) (denial of certification)
e Union Oil. 574 J.2d 1266 (Alaska 1978) (denial of certification)

Many administrative decisions by DNR.

LiUfladion | Admil?istratiy,*ApfigiiLissi'JLS

What constitutes “first discovery", and is spud date rolovant?

What are "commercial quantities’, and is a controlled well test necossary?
What is a "geologic structure?"

What is the “discovery date?"

Does a recovery royalty apply to production from all zones in a leaso?



ISSUES BE; REINSTATEMENT QF DISCOVERY ROYALTY

The merils of reinstating tho discovery royalty should be evaluated in the context
of incentives for all the stages of exploration and production:

e Vigorous acquisition of land interests that give tho right to explore for oil
and gas.

« Prompt exploration of acquired land.

e Early production of discovered fields.

e Full production from declining reservoirs.

Discovery Royalty was a method of encouraging early production of discovered
accumulations. It supplemented the leases’ fixed primary term as a method of
encouraging production. The Administration’s efforts to amend AS 38.05.180())
* royalty reduction = would encourage production of marginal fields.

Discovery Royalty in Alaska was contentious, provoking strife between
competing lessees, and between lessees and the State. Discovery Royalty, in
comparison to the conflict it provoked, was arguably of low effectiveness.
Lessees could not count on receiving a discovery royalty.

Discovery royalty proposal could be modified to encourage vigorous
acquisition, exploration and production of state lands without the ambiguities

inherent in the former discovery royalty:

* Blanket 5% royalty for the 10 year primary term of new leases.

e Fixed 5% royalty for the first five years of production from any loases
located more than 5 miles from existing production.

* Fixed 5% royalty for the first five years of production from any new unit
located more than 3 miles from existing production.

The former discovery royalty statute was implemented by regulations
establishing application procedures and defining various relevant terms.
Should any new statute address those issues, or leave them for regulation?

Tho former discovery royalty statute was made effective by leasa provisions.
Should any new provisions be available for current leases, or only for leases
issued in the future?
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jSglf) A laska S tate L egislature

Stale Capitol
Official Business luneau AK 99801

MEMO
T0. Jack Chenowcth
Legal Counsel
FROM: Annette Kreitzer, Aideto /.
Senate Resources Committed 1
DA1E: March 15, 1996
RE: CS for SB 112 (RES)

Please prepare a Senate Resources committee substitute with the following changes. These
changes arc to version G dated March 13,1996.

Amendment #1
1 Page 4, Line 3. Following "undiscovered oil or gas pool"
DELETE: |WITHIN FIVE YEARS OF THE EFFECTIVE DATE

OF THE LEASE;]

Amendment #2

2) The committee adopted a conceptual amendment to limit discovery royalty to one
application per lease. It doesn't matter how many partners arc involved - only one
discovery royalty will be allowed on the lease.

Amendment #3

3) The committee adopted a conceptual amendment to include nonunitized leases in the
applicability section. However, a later amendment rewrote the applicability section and
appears as Amendment #5.

Amendment #4
4) The committee wants to plainly state that on leases carrying die former discovery
royalty provision, if a lessee applies under this new Discovery Royalty, the old program
cannot also be used.

Amendment #5

5) Ti>e committee adopted an amendment to the effect that the provisions of AS
38.05.180(0(4) added by see. 2 of this Act, apply only to leases in the Cook Inlet
sedimentary basin and die Act is effective on all non-producing, non-unitized leases (see
Amendment #3) and future leases diat are certified first discovery by the commissioner six
months after the effective date of the Act. As 1understand this amendment, the
program begins six months after the effective date of the uct. This
amendment deletes the (i version language of Section 3 and replaces it with
the language offered herein, (page 4, lines 8-17).



Additional Suggestionsto CS SB 112 from Ken Boyd/DNR

1 Docs the committee intend to allow more than one discovery royalty per lease? (Could
have more than one well) Or, does the committee want to leave this to DNR to define in

regulation?

2. In the Applicability Section: Need to include non-unitized with non-producing.

3. Docs die committee want to make plain tiiat one can't use die old program if die new
program applies? (Still leases out there with Old Discovery Royalty on diem). Programs

would be conflicting according to Boyd.

Il
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9-LS0808\G *
Chenoweth
3/13/96

c s F O R S EN A TE B IL L N O 112 (R ES)

IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY THE SENATE RESOURCES COMMITTEE

Offered:
Referred:

Sponsors): SENATE RESOURCES COMMITTEE

A B I L L
F O R A N A C T EN T I T L E D

A n At establishing a discover y royalty credit for the lessees o f state

B E 1T E N A CTETD B Y T H E LEG ISLATURE o F T H E S T A T E o F A L A S K A :

* Section 1. AS 38.05.134 is amended to read:

Sec. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the
commissioner determines that the work commitment obligation set out in an oil and
gas exploration license issued under AS 38.05.132 has been met. the commissioner
shall convert to one or more oil and gas leases all or part, as the licensee may indicate,
of the area described in the exploration license that remains after the relinquishments,
removals, or deletions required by AS 38.05.132(d)(2). A lease issued under this
section

(1) issubject to the acreage limitations imposed by AS 38.05.140(c);
(2) issubject to AS 38.05.180()) - (m), (0) - (u), and (x) * (7.);

. . -1- CSSB 112(RES)
' I'r.derlir.td (EELETEV TEXT DRACKETEER
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(3) must be conditioned upon a royalty in amount or value of not less
than 12.5 percent of production, except that thejessee who, proceeding under-r
A'S 38.05.131 v38.05.134 under a lease issued in the Cook Inlet sedimentary basin
V holds_ceftifi.ed. ,hy the.com missioner to he the first to drill a well discovering oil
or gas in a previously undiscovered oil or gas pool shall nav a royalty of fivp
ILercent_on _al_Il_pj:ioductton of oil or .gas from that pool attributable to that lease fo
a period of 10 years following the date of discovery of that pool, and thereafter
the royalty payable on all production of oil or gas from the pool attributable to
that lease shall he determ ined and payable as specified in the lease;: the paymen:t
of the five percent rovaltv under this paragraph is authorized onlv to a holder of
a lease who meets the reqguirements of AS 38.05.180(f)(4):

(4) must include an annual rent of S3 per acre or fraction of an acre
initially paid to the state at inception of the lease and payable annually after that until
the income to die state from royalty under that lease exceeds the rental income to the
state under that lease for that year; and

(5) is subject to other conditions and obligations that arc specified in
the lease

* sec 2 A'S 38.05.180(0 is amended to read
(o Except as provided by AS 38.05.131 - 38.05.134, the comm issioner m ay
issue oil and gas leases on state land to the highest responsible qualified bidder as
follow s:

(1) the commissioner shall issue an oil and gas lease to the successful
bidder determ ined by com petitive bidding under regulations adopted by the
comm issioner; bidding ( B IDDING] may be by sealed bid or according to any other
bidding procedure the commissioner determines is in die best interests of the state:;

(2) whenever ( W HENEVERTI], under any of the leasing methods listed
in this subsection, a royalty share is reserved to the state, it shall be delivered in pipeline
quality and free of all lease or unit expenses, including but not Iimited to separation,
cleaning, dehydration, gathering, salt water disposal and preparation for transportation
off the lease or unit area:;

(3) follow ing ( FOLLOW INGT] a pre-sale analysis, the comm issioner
may choose at least one of the following leasing methods

CSSB 112(RES)
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1A 2 ((1)] a cash bonus bid with a fixed royalty share reserved to
the state of not less than 12.5 percent in amount or value of the production
rem oved or sold from the lease;

O H ((2)] a cash bonus bid with a fixed royalty share reserved to
the state of not less than 12.5 percent in amount or value of the production
rem oved or sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

i£ 1 [(3)] a fixed cash bonus with a royalty share reserved to the
state as the bid variable but nr* less than 12.5 percent in amount or value of the

r

production removed or sold from the lease:;

1D ] ((4)] a fixed cash bonus with the share of the net profit
derived from the lease reserved to the state as the bid variable;

(E) [(5)] a fixed cash bonus with a fixed royally share reserved
to the state ofonot less than 12.5 percent in amount or value of the production
removed or sold from the lease with the share of the net profit derived from the
lease reserved to the state as the bid variable;:

(F) [(6)] a cash bonus bid with a fixed royalty share reserved to
the state based cn a sliding scale according to the volume of production or othe
factor but in no event le- than 12.5 percent in amount or value of the production
rem oved or sold from the lease:

(6> [(7)] a fixed cash bonus with a royalty share reserved to the
statebased ona sliding scale according to the volume of production or other

factor

as the bid variable but

production removed or sold
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* Sec. 3. APPLICABILITY OF SEC. 2 The provisions of AS 38.05.180(f)(4), added by

sec. 2 of this Act, apply only to leases in the Cook Inlet sedimentary basinlthat i
<

IR
(1) were entered into before the effective date of the regulations, adopted by the

commissioner of natural resources under AS 38.05.180(0(4) to implement the Filing of

applications for and the review and certification of discovery of oil and gas royalty certifications

under that paragraph, and that are nonproducing leases on that effective date; or

(2) are entered into on or after the effective date of the regulations adopted by

the commissioner of natural resources under AS 38.05.180(0(4) to implement the filing of

applications for and the review and certification of discovery oil and gas royalty certifications

under that paragraph.

CSSB 112(RE5)
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A laska S tate L egislature

State Capitol

Official Business Juneau AK 99801
MEMO
TO: Jack Chcnowcth ). A
Legal Counsel \"& 1
FROM: Annette Krcitzer, Aideto (M
Senate Resources Committee
DATE: March 12,1996
RE: CS for SB 112 (RES)

Please prepare a Senate Resources committee substitute with the following changes. These
changes arc to version F dated March 9, 1996. />/_. -1(-" ' et > [V
t{ \,I../II f 1>

) Page 1, Line 5:

Following Section 1 Insert:

AS 38.05.134 is amended to read:

Sec. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the
commissioner dctcrmin sthat the work commitment obligation set out in an oil and gas
exploration license issued under AS 38.05.132 has been met, the commissioner shall
convert to one or more oil and gas leases all or part, as the licensee may indicate, of the area
described in the exploration license that remains after die relinquishments, removals, or
deletions required by AS 38.05.132(d)(2). A lease issued under this section

(1) is subject to the acreage limitations imposed by AS 38.05.140(c);

(2) is subject to AS 38.05.180()) - (m), (0) - (u), and (X) - (2);

(3) must be conditioned upon aroyalty in amount or value of not less than
12.5 percent of production except that die lessee who, proceeding under AS 38.05.131-
j &Q5.134"undcnalcasc issued m thc Cook Inlet sedimentary basin who is certified bv the
commissioner to be theJlrst to drill a well discovering oil or gas in apreviously
undiscovered oil or gas pool shall pav aroyalty of five percent on all production of oil or
gas from that pool attributable to that lease for a period of 10 years following the date of
discovcry.of that pogl and thereafter die royalty payable on all production of oil or gas
fiom the pool attributable to that lease shall be dctct Tiincd and payable as specified in the
IcascHigjaymcem of die five pcreem royally under t'”SP arap h isauthorized only to.a
holder.of.a'lease who meets die requirement$ of AS M [IttU ifiM h

2) Page 2, Line 32 through Page 3, Line 9:

following "commissioner to"
(HAVE MADE] fec the first to drill awell [DISCOVERY OF) discovering oil or gas in
(COMMERCIAL QUANTITIES FROM) a previously undiscovered oil or gas pool
shall pay aroyalty of five percent on all (LEASE] production of oil or gas from that pool



attributable to that lease for a period of 10 years following the date of discovery of lhai pool
[OIL OK OAS IN COMMERCIAL QUANTITIES IN THE POOL, AS
CERTIFIED BY TIIE COMMISSIONER,] and thereafter the royalty payable on all
[LEASE] production of oil or gas from the pool attributable to that lease shall be
determined and payable as specified in the lease; a lessee is eligible to pay the reduced
royalty authorized by this paragraph only if the les- r IMAKES] is the first to drill awell
[DISCOVERY OF] discovering oil or gas in [COMMERCIAL QUANTITIES
FROM] a previously undiscovered oil or gas pool within five years of die effective date of
the lease; the commissioner...

3) See. 2. APPLICABILITY. Hic.provisiMs.of AS.IS.OIlIIW Q m added,by.Sec.
1 of this Act apply to then existing non-producing leases and tomcsvieascs in the Cook
Inlet sedimentary basin entered into after the effective datcofregulations promulgated bv
die Department under AS 38.05.180(0(4).

4) As all of these amendments arc to the F version, the sections will have to be
renumbered and "applicability” will have to be changed to refer to the appropriate secuon.
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Chcnowcth
3/9/96

CS FOR SENATE BILL NO. 112( )

I'N T I I1E LEGISLATURE O F T H E S T A TE O F A L A S K A

N IN ETEENTH LEGISLATURTE =+ SETCOND S E SS 10N

BY

OfTcml:
R eftrird:

Spoiuorfi): SENATE RESOURCES COMMITTEE

A BILL
FOR AN ACT ENTITLED
"An Act establishing a discovery royalty credit for the lessees of state land
drilling exploratory wells nnd making the first discovery of oil or gas in an oll

or gas pool in the Cook Inlet sedimentary basin."
BE IT ENACTED BY THE LEGISLATURE OF THE ST sTE OF ALASKA:

e Section 1 AS 38.05.180(0 is amended to read:

(0 Except as provided by AS 38.05.131 « 38.05.134. the commissioner may
issue oil and gas leases on state land to the highest responsible qualified bidder as
fail*?*;;

il the commissioner shall Issue an oil and gas lea;c to the successful
bidder determined by competitive bidding under regulations adopted by the
commissioner: bidding [. BIDDING] may be by scaled bid or according to any other
bidding procedure the commissioner determines is in the best interests of the state;

i21 whenever ( WHENEVER), under any of the leasing methods listed
in this subsection, a royalty share is reserved to the state, it shall be delivered in pipeline

B CSSB U2t )
gy - \'niSarlint) [SCLTTZS TexT IMCKZTtS/
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guality and free of all lease or unit expenses, including but not limited to separation,
cleaning, dehydration, gathering, salt water disposal, and preparation for transportation
off the lease or unit areg;

(3) following [ FOLLOWING] a pre-sale analysis, the commissioner
may choose at least one of the following leasing methods:

£AL [(1)] acash bonus bid with a fixed royalty share reserved to
the state of not less than 12.5percent in amount or value of the production
removed or sold from the lease;

(B) [(2)] acash bonus bid with a fixed royalty share reserved to
the state of not less than 12.5percent in amount or value of the production
removed or sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

(©) [(3)] a fixed cash bonus with a royalty share reserved to the
state as the bid variable but no less than 12.5 percent in amount or value of the
production removed or sold from the lease;

(D) [(4)] a fixed cash bonus with the share of the net profit
derived from the lease reserved to the state as the bid variable;

(E) 1(5)] afixed cash bonuswith a fixed royalty share reserved
to the state of not less than 12.5 percent inamount or value of the production
removed or sold from the lease with the share of the net profit derived from the
lease reserved to the state as (he bid variable;

(F) [(6)] a cash bonus bid with a fixed royalty share reserved to
the state based on a sliding scale according to the volume of production or other
factor but in no event less than 12.5 percent in amount or value of the producuon
removed or sold from the lease;

Id ((7)1 afixed cash bonuswith a royalty share reserved to the
slatebas.;d on a sliding scale according to the volume of production or other
factor as the bid variable but not less than 12.5 percent in amount or value of the
production removed or sold from the lease;

(4) no(whh>tanding_a_iTQu]rcmcnlJR the leasing method chosen of
a minimum fhed rayidhL3harc. the lessee under a lease Issued In the Cook Inlet

sedimentary basin who Is certified by thc.commtaloncr to have made the first
|

CSSB 1121 ) 2
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discovery of oil or gas in commercial quantities from i previously nndiscflyercdoil
or gas nool slinll pay a royalty of five percent on oil lease production of oil or gas
from that nooi for a.pcrtod ofJQ”can..fojto>yin.g_thedat.€.of discovery, of 0il or @B
in commercial Quantities_in_<he_pQoj"s_gcrtined_hy_Jhc commissioner, ,nirl
thereafter (he royally payable on nil lease production of oil or from the nooi
shall be determined and payable as specified in (he lease; a lessee is eligible to nay
the reduced royalty authorized hv this paragraph only if the lessee makes the first
discovery of oil or gas in commercial quantities from a previously undiscovered oil
or gas nool within five years of the effective date of the lease; the_cormnlssioncr
shall adopt regulations setting outJhc stnndards”®cntrnji* and definitions of terms
that apply to implement the filing of applications for, and the review and
certification of. discovcry_oil and cnsjmn]ty_certifications_undcr this paragraph.
13 » See. 2. APPLICABILITY. The provisions of AS 38.05.180(0(4), added by see. 1 of this

© © N o g b~ W N
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14 Act, apply only to leases in the Cook Inlet sedimentary basin that arc entered into on or after

15 the effective date of this Act.
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A laska S tate L egislature

Slate Capitol
sssssss Juneau AK 99801

A°M EN DM EN T #1

OFFERED IN SENATE RESOURCES
TO: CSSB 112(LS0808SF)
DATE: 3/11A6

Page 1, Line 5:
Following Section 1 Insert:

AS 38.05.134 is amended to read;

Sc4J 8.Q5J34.. CONVERSION TO LEASE. If the licensee requests and the
commissioner dctcnnincs that the work commitment obligation set out in an oil and fris
exploration license issued under AS 38.05.132 has been met, the. . fssioner shall
convert to one or more oil and eas leases all or part, as the Ilcensee mav |nd|cate of the area
described in the exploration license that remains after the relinquishments, removals, or
deletions required by. ASIM5J32(dI(2). A lease issued under this section
fl) is subicct to the acreage limitations imposed bv AS 38.05.140(c):
(2Lis_subicct to AS 38.Q5.180(i) * (m). (o) - (u). and (X) - (2);
------------------ (3) must be conditioned upon arovaltv in amount or value of not less than
12J.flcrceni.of orpduciioliCACCDt that the Ics:cc who, proceeding under AS 38.05.131-
38.05.134. under a lease issued in the Cook Inlet sedimentary basin who is certified bv the
commissioner to have made the first discovery of oil or gas in commercial quantitic; from a
previously undiscovered oil or ms pool shall pav aroyalty of five percent on all lease
production of oil or ms from that pool for a period of 10 years following the date of
discovery of oil or gas in commercial Quantities in the pool, as certified bv the
commissioner, and thereafter the royalty payable on all lease production of oil or gas from
the pool shall be determined ana payable as-spctificd inihc lease. The payment of the five
pciccnLJOvallv.undcL this paral?raph is authorized only to a holder of alease who meets the

requirements.ofAS_38.Q:il8tKTl(.4L
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Chenowcth
3/11/96

OFFERED IN THE SENATE
TO: Draft CSSB 112( )

Page 3, line 9, after 'pool™

Delete v itnin rive years of the etfective date of the lease-r

Page 3, lines 13 - 15
Delete all material and insert:
"* Sec. 2. RETROSPECTIVE APPLICABILITY. The provisions of AS 38.05.180(0(4),
added by sec. 1 of this Act, arc retroactive and apply to discoveries of oil or gas in

commercial quantities on leases in the Cook Inlet sedimentary basin made on or after

January 1 1991."



The effect of this amendment will be to set it up so current leaseholders in the Cook
Inlet Basin wll fall within this royalty bill.

Without this amendment, current leassholders will not re-invest in their fields or
work to bring on new fields. This consequently, will not bring jobs and growth to
the Cook Inlet area, which this bill is designed to to.



A laska S tate L egislature

State Capitol
Juneau AK 99801

MEMO
TO Jack Chenowcth, Legal Counsel
via fax: X 2029 this page only
FROM: Annette Krcitzecr, Aide to
Senate Resources Commit
DA'IE: March 9, 1996
RE: CSSB 112 (RES)

Please prepare a draft Committee Substitute for SB 112 using the following language. The
changes arc to the LSO808NC version dated March 4, 1996. | have to leave the office at
12:30 p.m., however, my home phone number is 790-3136. I'll take the file with me.

TITLE CHANGE: Page 1, Line 1 Following "lessees of state land" INSERT:
iaJdic-CtokMcisrdimcmary basin

e 1, Line 6: See. 38.05.134. CONVERSION TO LEASE. As to licenses in thr Cook
Juki scdimenLirxfiasimif the licensee...

Page 2, Lines 1-7:
DELETE all.

Insert: than 12.5 percent of production, except that a lessee, who, proceeding
under AS 38.05.131i38.0Q5.13-4.is certified bv the commissioner to have made, within five
years of the effective date of die lease, the first discovery of oil or gas in commercial
Quantities from a previously undiscovered daq! willbe eligible to pay areduced royalty of
fiveDcrcent on all lease production from that pool for a period of 10 years following the
date of discovery-certified bv the commissioner. Thereafter, the royalty payable on all
DioducUQnironi.thc-.DQAQI.in which die first discovery was made will be determined as

specificd-in, die lease;

Page 3, Lines 21-29:
DELETE all.

Insert: 141 notwitltstanding a requirement in die leasing method chosen of a
minimum fixcdrovaltv share, alessee,who is certified bv the commissioner to have made,
within five vcars of the effective date of the lease, the fust discovery of oil or gas in
commercial quantities from a previously undiscovered pool in the Cook Inlet sedimentary
basin will be eligible to cav areduced rovalivroffiyg percent on ell lease production from
dial pool for a period of 10 veais following the date of discovery certified by the
commissioner. Thereafter. thc_rovaltv payable on all production from the pool in which die
first discovery .was made wiUbedetcmiined as specified in the lease. The commissioner
shall adopt regulations defining die definitions, standards, and criteria to be used in
implementing the filing of applications and the review and certification of requests for
discovery royalty certification under AS 38.05.13-1(3) and AS 38.05.180(f).
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Chcnowcth
3/4/96
CS FOR SENATE BILL NO. 112( )
IN THE LEGISLATURE OF THE STATE OF ALASKA
NINETEENTH LEGISLATURE - SECOND SESSION
BY
Ottered:
Referred:
Sponsor(s): SENATE RESOURCES COMMITTEE
A BILL
FOR AN ACT ENTITLED 5.V
»<'f

A n Act establishing a discover y royalty credit for the lessees o f state land

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

°
* Section 1 AS 38.05.134 is amended to read: h K -:,X -k
See. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the
commissioner determines that the work commitment obligation set out in an oil and gas
exploration license issued under AS 38.05.132 has been met. the commissioner shall
convert to one or more oil an. gas leases all or pan, as the licensee may indicate, of the
area described in the exploration license that remains after the relinquishments, removals,
or deletions required by AS 38.05.132(d)(2). A lease issued under this section
(I> is subject to the acreage limitations imposed by AS 38.05.140(c);
(2) is subject to AS 38.05.180() - (M), (0) - (u), and (X) - (2);

(3) must be conditioned upon a royalty in amount or value of not less

- CSSB 112( )
tfgy-Tfrxe 1JHd»rlin*J (CELETED TEXT BMCKETEDI
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than 125 percent of production, .cxcepMhat the lessee who, proceeding under

AS 38.05.131 - 38.05.134. makes the first discovery of oil or gas

Bifflh a- the term is. defined In AS 31.05.170, shall pay a royalty on all production

tinder the lease of five percent for the primary term of the lease following the date

flLdjsfioyery. and.thereafter the royalty shall he as determined under this paragraph;
iLgLtafi flv? regent royalty tinder this paragraph is authorfred only to |

aldipldciLQf.a lease who meets th

(4) must include an annual rent of $3 per acre or fraction of an acre

© © N O gl A W N

10
11
12

14

16
17

B &

21
22
23
24
25
26
27
28
29
30

32

initially paid to the state at inception of the lease and payable annually after that until
th e incom e to the state from royalty under that lease exceeds the rental incom e to the
state under that lease for that year; and
(5) is subject to other conditions and obligations that arc specified in the
lease
Sec. 2. A S 38 0 5 180 (0 is am ended to read
(o Except as provided by A S 38.05.131 - 38.05.134 the commissioner may
issue o il and g as leases on state land to the highest responsible qualified bidder as
follows:
;
(1) the comm issioner shall issue an oil and gas lease to the successful
bidder determ ined by com petitive bidding under regulations adopted by the
comm issioner: bidding [ B IDDINGTI] may be by scaled bid or accoruing to any other

bidding procedure the comm issioner determines is in the Lest interests of the state;

(2) whenever ( W HENEVERTI], under any of the leasing methods listed
in this subsection, a royalty share is reserved to the state, it shall be delivered in pipeline
quality and free of all lease or unit expenses, including but not Iimited to separation,

cleaning,

o ff the

may choose

CSSH 112( )

lease or unit area;

dehydration, gathering, salt water disposal, and preparation

(3) follow ing ( FOLLOMW INGTI] a pre-sale analysis,

the state

rem oved

at least one

of the follow ing leasing m ethods

(A) [(1)] a cash bonus bid with a fixed royalty

o f not less than 1

2

5 percent in amount or value

or sold from the lease;

(B) [(2)] a cash bonus bid with a fixed royalty

W Ir«Xr cdvrilintd
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th lease f to1 th 30 percen t reserve d ot th state

(£} [(3)] f d h bonus wi th yalty hare reserve d ot th
tat th bid varia b1 but 1 th 12.5 percen t m t 1 f th
p d ti m d Id from th lease:

(D] [(4)1 fixed sh bonus wi th th h f
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£EEL [(5)] fixed h bonus wi th f d yalty hare reserve d
t th tat f t th 12.5 percen t in  am oun t foth p d t
eeeeee d Id from th 1 with th h f th top fit derived from th
lease reserve d ot th tat th bid varia bl

(F) [(cHl h b bid with f d yalty
th late b d lid g 1 rding to th lum fop d t th
f tor but [ th 12.5 percen t m t 1 f th p d t
rem ove d Id from th lease;

(0) [(7)] f d h bonus wi th yalty hare reserve d ot th
tateb d lid g d g to th Tu m f prod t th
fact th bid varia ble but tol th 12.5 percen t m t 1 f th
p d ti m d 1d f m the lease;

L4)_notwjthstandinu_a_re<iuircment_in the leasing method chosen of
a minimum fixed rovaltv share, the holder nf n lease who makes the first discovery
tflm
a rovaltv on all production under the lease of five percent

of oil or gas Jpjfl Qjl fr

termQfihelffISt- following the date of discovery and thereafter the royalty shall he

determined and payable under .., of this subsection: .
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A laska S tate Legislature

State Capitol
O fficial Business Juneau AK 99801

M E M O

T O : Jack Chenowocili, Legal Counse/]
via fax: X 2029 *f
FROM : Annette Kreitzer, Aide to ( >n

Senate Resources Committed

D ATE: M arch 2, 19 %
R F : Comm ittee Substitute for S B 112: Discovery Royalty
Please pr pare a draft Senate Resources Comm ittee Substitute for S B 112, Discovery
Royalty, with the follow ing provisions
1) Page 3, Lines 21-22 arc fine until we get to "oil or gas in com m ercial quantities in a
geologic structure”. This language needs to be changed so that the new provision allow s
for first discovery of an oil or gas pool as defined by Alaska O0il and Gas Conservation
Com m ission (AS 31.05.170( 11)) shall pay a royalty on all production under the lease of
five percent for the primary term of the lease follow ing the date of discovery and thereafter
the royalty shall be determined and payable under *3)

There is a problem with using the phrase "oil or gas in a geologic structure",
because it is an undcfinablc term which was adopted at statehood from federal law
Technology has moved the oil/gas industry and the Department of Natural Resources

farther and farther away from the effective use of that phrase

The reason for inserting the phrase “primary term of the lease" is that the intent o f
this legislation is to: get people out exploring (which is why itcontinues to be tied to the
exploration licensing program); since primary terms run 7-10 years, it forces the issue of
working a lease, rather than silting on it, and hopefully ensures a quicker return to the state.
2) This legislation should apply to new leases only A's you arc aware, the discovery
royalty provision still exists in leases issued prior to the repeal of that provision in 1969. If
we are not specific that this provision applies to leases entered into after the effective date of
the Act, DN R 's concern is that there will be an issue of whether the program is retroactive
3) The old regulations under the previous discover)* royally program required a
“statement of discovery” for the royalty reduction to be granted This would eliminate
problems of dual companies drilling on the same lease and both trying to claim first

discovery for the same pool.

Thank you for your assistance Please .all me at 465 -0907 if you desire further

clarification



PROPOSED AMENDMENT TO
SB 112: Discovery Royalty

Page 3, lines 13-15:
DELETE ALL MATERIAL

Insert:

See. 2. APPLICABILITY. The provisions of AS 38.05.180(f)(4), added by see.
1of this Act, apply to both non-producing leases and to new leases in the Cook Inlet
sedimentary basin that were entered into on or after the effective date of regulations
promulgated by the Department under AS 38.05.180(0(4).



Alaska State Legislature

Session: Interim:
Slate Capilol 716 W 4lh Avenue
Juneau AK 99801-1182 MEMO Anchorage AK 99501-2133
TO: Ken Boyd, Deputy Director
Division of Oil and Gas, DNR
rfi
I-ROM: Annette fi. Kreilzer, Committee Aide”Jf— e

Senate Resources Committee

DATE: March 9, 1995

575: *********?P**Jc';'*%c**P*i*lsc*ggi\cI*eJX**agyvéi!w**girg'gii}*************************

1) SB 112 has been scheduled for Wednesday, March 15 and
Friday March 17 in Senate Resources. The Wednesday hearing would
be mostly background and the division answering questions about
the ramifications of reinstating this credit.

2) | have asked the legislative reference library for the legislative
record pertaining to the repeal of the credit by CH65 SLA 1969. I've
been told it's going to be skimpy. Docs your Division/Department
have any information on why it was repealed? Any position papers,
etc.?

3) What leases currently carry the old provisic ?

4) Wh. * known fields could possibly be impacted by
reinstatement of the credit?

5) Do you have any maps which would help illustrate these
points?

6) Take a deep breath.



Alaskan Oil and Gas Discoveries
Since Prudhoe Bay

Oil Fields Discovery Date First Production Operator
I

Redoubt Shoal 9/68 NA Amoco
Kuparuk River 4/69 12/81 ARCO
Kuparuk River West Sak 4/69 8/83 ARCO
Milne Pt.- Kuparuk 8/69 10/85 BP Exploration
Milne Pt.- Schrader Bluff 8/69 3/91 BP Exploration
North Prudhoe Bay 4/70 9/93 ARCO
Beaver Creek 12/72 12/72 Marathon
Pt. Thompson 9/75 NA Exxon
Prudhoe Bay-West Beach 7176 4/93 ARCO
Endicott 3/78 6/86 BP Exploration
North Star Unit 1/84 NA BP Exploration
Niakuk/W. Niakuk* 4/85 4/94 BP Exploration
Point Mcintyre** e 3/88 9/93 ARCO
West McArthur River 12/91 8/93 Stewart Petroleum

"Niakuk received Discovery Royalty Benefit, expired 3/95.
**Pt. Mclntyre is receiving Discovery Royalty Benefit, expires 2/98.

Gas Fields
Kavik 11/69 NA Amoco
Kemik 6/72 NA Forest Oil
Lewis River 9/75 9/84 Cities Service/Unocal
Stump Lake 5/78 6/90 Chevron/Unocal
Pretty Creek 2/79 11/86 Chevron/Unocal
North Trading Bay Unit 10/79 4/80 Texaco

Walakpa 2/80 9/92 Huskv
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COOK INLET BASIN

DATA SUMMARY

FQR

STATE OF ALASKA HOUSE OF REPRESENTATIVES

1.BASIN DESCRIPTION

2. BASIN SIZE

3. OIL & GAS FIELDS

4. ESTIMAIEPTQmMmM
PROVED
RECQ-y.EBABIE,
RESERVES

FINANCE COMMITTEE HEARING
RE: SENATE BILL 112
APRIL 22, 1996

PAfiU

The Cook Inlet Basin is an intermontane
sedimentary basin trending NE-SW, bounded
by the Southern Alaska Range and the
Chugach Mountains and is roughly
coextensive with the present Cook Inlet
wators and immediately surrounding terrain.

It is an important hydrocarbon producing area
containing numerous individual oil and gas
fields.

It is approximately 200 x 70 miles and
contains 9,000,000 (+/-) surface acres.

(Oil) 7 producing fields
(Gas) 22 total fields (11 producing; 11 shut-
in)

(Oil) 1.35 Billion Bbls. (BBO)
(Gas) 6 6 Trillion Cu. Ft. (TCF)



5. ESTIMATED (Oil) 120 million BO (MMBO)

REMIALNIfiG-Pil QVEQ (Gas) 1.9 TCF
RECOVERABLE
RESERVES

6. ESTIMAIEP. (Oil) 1.00 Billion Bhls (BBO)
UNDISCOVERED OIL (Gas) 2.0 TCF

& GAS RESERVES
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PART!!

Cook Inlet Basin « Discovery Rates
& Historical Oil & Gas Reserves

PLATE "A" is appended comparing yearly exploratory wells drilled during tho
"discovery royalty" period of 1959 - 1969 versus the recent period of 1985 - 1395.
During the "discovery royalty" period a total of 174 exploratory wells were drilled; in
the latter, "non-discovery royalty' period 16 were drilled. This represents a decrease

in exploration of 92%.

The appended PLATE "B": COOK INLET PRODUCING OIL FIELDS illustrates that prior
to 1959, one field, Swanson River, was discovered with estimated ultimate reserves
of 235 MMBO. During tho "discovery royalty” period (1959-69) discoveries were
made with an estimated ultimate recovery of 1,060 (1.06 BBO). Subsequentto 1969,
two discoveries have been made which will aggregate less than 30 MMBO.

Note abo that tho fields discovered in 1957 - 1969 are approximately 91% depleted.



30

1959
1985

60
86

Plate "A"
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PARTIN

Estimate of Undiscovered Oil & Gas Reserves

Geological estimates of undiscovered basinal reserves include basic estimates of:
basin size and volume of potential reservoir rock, further quantified by consideration
of: reservoir quality, volume of potential source beds, hydrocarbon content and
thermal maturity of the source rocks, structural history of the basin and any known
post-depositional or diagenetic changes in the reservoir rocks.

Various studies incorporating some or all of these parameters have been made and it
is a generally held opinion that the Cook Inlet generating process, or "oil kitchen"
generated considerably more hydrocarbons than can be accounted for in presently
known resources. The unaccounted for or undiscovered portion of these reserves will
not be found primarily in large, easily identifiable structural traps, but will be
concentrated in more subtle traps: stratigraphic pinchouts, sub-thrust fault blocks,
and diagenetically influenced reservoirs.

Exploration for these reserves will require a deeper geological understanding of
historical basin processes, utilization of sophisticated seismic and other exploration
systems and innovative drilling and completion techniques.

This will be an expensive search but the technology and will exists to do it. Only in
this manner will these reservoirs be found.

Based upon private studies it is estimated that a reasonable figure of expectation for
undiscovered oil and gas reserves iu: 1.0 BBO and 2.0 TCFC. This would represent
a replacement of 74% of tho known oil reserves and 30% of the gas produced to
date.



Plate “C’
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PART-1.V

Estimate of State of Alaska
Rovaltv Values Attributable to
Undiscovered Oil & Gas Reserves

Assuming that tho ostimate of 1.0 BBO and 2.0 TCFC <PART Ill, supra) is reached,
and on average constant woll-hoad price of $15.00 per barrel for oil and $1.70 per
MCF of gas is maintained, thoso reserves would have a gross undiscounted value of
$15.0 billion to the oil and $3.4 billion to the gas for a total of $18.4 billion.

However, only a portion of the wells drilled would constitute "discovery wells";based
upon estimatos of future field (and discovery tract) size, it is ostimated that tho
"discovery royalty" of 5% would apply to no more than 20% of all wells drillod.

TABLE "A" is appended setting forth Alaska royalty calculations for oil and gas
reserves both "discovery royalty" and " regular royalty".

Noto that the average royalty percentage received by the State of Alaska would be
11%. Tho total calculated value of thoso oil and gas royalties is: $2.024 Billion.



Table "A"

Estimated Value to State of Alaska
Royalties on Undiscovered Oil Gas
Reserves - Cook Inlet Basin

ITEM OlIL GAS
Total Reserves 1.0 BBO 20TCF
Gross Value (Revenue) $15.0 Billion $3.4 Billion

($15/BO and $1.70/MCF)

Alaska Royalty $150 Million $34 Million
On 20% "Discovery"
Portion (5%)

Alaska Royalty $1.5 Billion $340 Million
On 80% "Non-Discovery"

Portion (12.5%)

Total Alaska Royalty $1,650 Billion $374 Million
(Gross Undiscounted Value)

Average Alaska Royalty 11% 11%

Total Value Alaska $2,024 Billion
Oil & Gas Royalty



PART V

Ancillary Economic Benefits to
Increased Exploratory. WolLRate

Tho most obvious benefit to increased drilling is the creation of Immediate jobs in and
around the drilling operation. This would include primary drilling personnel and, as
wells wore brought on line, would also include personnel for production operations.
At all times, supportjobs (e.g. camp cook snd catering, road maintenance, etc) would
become available. Those positions would be filled by local Alaskans.

Tho economy will benefit from injections of new dollars into the (local) capital stream
and of course, real economic value will be created and tax bases increased.

It is estimated that each well drilled will create approximately 75 new jobs each of
which will receive an average of $60,000 (+/-) per year. Each calendar year of
drilling activity per rig can therefore be anticipated to provide $4,500,000 in real
capital infusion, or approximately $1,875,000 per individual well. This amounts to a
total of $28,125,000 (+ /*) in direct payroll attributable to 15 exploratory wells.



PART VI

Summary & Conclusions

From tho foregoing data it may be concluded that:

1) The Cook Inlet Basin is an important Alaskan hydrocarbon producing basin.

2) Presently known oil resorvos of 1.35 Billion Barrels of Oil (BBO) are
approximately 91% deplotod.

3) During tho years 1959 - 1969 a "discovery royalty" provision was in effect.
During this period approximately 81% of the known rosorvos were

discovered.

4) Discovery rates are tied directly to exploratory well rates. During 1959 -
1969 a total of 174 exploratory wells were drilled resulting in oil discoveries
aggregating in excess of 1 Billion barrels of oil. During the recent period of
1985 - 1995 atotal of 16 exploratory wells were drilled (a decrease of 92%)

resulting in discoveries aggregating only 30 MMBO

5) It is estimated that the Cook Inlet Basin contains undiscovered reserves
aggregating at least 1.0 BBO and 2.0 TCFG.

6) State of Alaska royalties received from these reserves would total
approximately *2.024 Billion.

7) Substantial economic benefits will accrue to local economies. Each

exploratory well drilled will create approximately 75 new jobs and
approximately *1,875,000 in capital infusion on the local level.

WALTER D. WELLS
CERTIFIED PETROLEUM GEOLOGIST

Amorican Association of Petroleum Geologists - CPG #3214
American Institute of Professional Geologists <« CPG #6993
Alaska - CPG #AA-307



Data Sources

Field discovery dates were taken from the: 1994 Statistical Report Alaska Oil & Gas
Conservation Commission.

Production data and estimates of remaining discovere Jreserves were taken from the:
March. 1995 f Istorical and Protected Oil & Gas Consumption - Alaska Department of
Natural Resources - Division of Oil & Gas.
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SENATE BILL NO. 112
IN THE LEGISLATURE OF THE STATE OF ALABKA
NINETEENTH LEGISLATURE -FIRST SESSION
BY THE SENATE RESOURCES COMMITTEE

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

A BILL
FOR AN ACT ENTITLED

"An Act eetebVthing a dUcovory royalty for the leasees of state land located ir Cook
Inlet Beain, Alaska's oldest petroleum producing province, who drill sxplorr;ory welts
and make the first dbcovery of oil and/or gas in commercial quantities."

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

(cc) The holder of a lease who drills and makes tha first discovery of oil and/or gas
in commercial quantities in a%eolo ic structure shell pay a royalty on all production
under the lease of five percent for the first 10 yeare following'the date of discovery
end thereafter the royalty ehall be payable as 0r|ﬁmally provided In such lease at date
of issue: provided, however, that such lesse shall not upon expiration of said 10 year
period he d squahﬁed from benefit under othor available royalty reduction or Incentive

programs, if any, for which it may qualify.

The provisions of tt.Is section shaM apply only to discoveries made after January 1,
1991 within the Cook Inlet sedimentary basin, offactive upon date of discovery. Any
previous royalty payment* paid subsequont to such d|scoverX date which™ arg in
excoss of the five percent rodyaltly provided hereunder, shall constitute a credit against
future royalty payments under this section.
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SENATE BILL NO. 112
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - FIRST SESSION
BY THE SENATE RESOURCES COMMITTEE

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

A BELL
FOR AN ACT ENTITLED

"An Act establishing a discovery ro'yalty fredltj for the lessees of state
r..« * > SEDH< > B~ ¢

£rillin£] exploratory wells and”?jnaiungJ the first discovery of oilAor gas in

commercial quantities."”

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

i o * Jcon- («C) Q p
* Section |. AS 38.05.(134) ts amcndedAo trad:

Oct.'38.05.134: CONVERSION TO LEASE. If the boensec requests aw tW
commiSricoer determines that the work commitment obligation set ou”Jirtn oil and
gas cxpiorarionTitoo”eissucd under AS 38.05.132 has been”ordtfdjc commissioner
shall convert to one or morc'oiL"nd gas leases all or’pdCas the licensee may indicate,
of ihc irea described in the cxplorado™pndcUiat remains after the relinquishments,
removals, or deletions nequir*MtfAS 38.05"38<4}(2). A lease issued under this
section

*s subject to the acreage limitanons imposed by X3705.140(c);
12).1i nbiectto AS 38.05.180(1) - (m). (0). (U, and (x)

SBOIUA J. jb j2
v.w T*Pt V»<netln,<i IDLUTCO Ttxt 8HACXCTTDI
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1 (J) raiisroc Conditioned upon a royalty in amount or viiue of not less
2 than\2.5 percent of producrion*wctDt that the letter who,
3 f.I131.i_38,QS,134,. rnahca thc.flra discovery of oil or gas in commqg”aj
4 QianHKe"i_a_£eglogic structiicetiiflILfliivALrQyairY on dl production und”r the
5 lease of nv~rctnt for the tint 10 yean Mowing, the date of tiacoyfr-v and
S thereafter the >PYa»v shall In n determined under this oar
7 (4) Nmusr include an annuel rent of $3 per acre or fract»6n of an acre
8 initially paid to the sVc at inception of the lease and payable annually after that ur.dl
9 the income to the state rapm royalty under dial lease exceeds the pwtal income to the
10 suite under that lease for that year, and
11 (5) isjiutjeci\™ other conditions and obligates char are specified in
12 the lease. ,
13 Sec 2. AS 38.05.180(0 is amended H? read:
14 (O Except as provided by A$\38.05.13| * 38f05.134. the commissioner may
15 issue oil and gas leases on. state land u”die highysc responsible qualified bidder gj
16 folia*3;
17 fP_ Ok wnuniMontr .afialfiaiuc an oil and °as toae to the
18 svcecgful bidder determined by compctim/e biding under regulations adopted by the
19 commis3ioncr;_bidding (. BIDDING! any be by scidcd bid or according to any other
20 bidding procedure the commissioner’determines is in the best interests of the state;
21 121 whenever [. IWHENEVER), undeiMuiy of the leasing methods
22 listed in this subsection, a royalty share is reserved to theSute. it shall be delivered
23 in pipeline quality and free of ail lease or unit expenses, incldtjing but not limited to
24 separation, cleaning, debyjfration, gathering, salt water disposal\nd preparation for
25 transportation off the le”se or unit area;
26 IP . f2Hbwing - FOLLOWING] a pre-sale analysis, th\coramissioner
27 may choose at leaj< one of the following leasing methods:
28 L&l ((1)] acash bonus bid with a fixed royalty shaj*rcscrved
29 to the/hate of not less than 12.5 percent in amount or value of the proopcuon
30 removed or sold from the lease;
31 ) X Lulostki— tviljle, i Ji pltdy

su e 2. 5*01114
fluf. ftic US|&trhrt]t toiirrto rcxr skackktzoi .
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1 £ \m the sute of not less thin 12.5 percent in amount or value of the producoc
2 rerhoved or sold from the lease and a fixed share of the net profit derivc"om
3 the leaSe of not less than 30 percent reserved to the state;
4 \ I£) [(3) afixed cash bonus with aroyalty share reserved to the
5 state as the brtkvariablc but no less than 12.5 percent in amoyrit or value of the
6 production removed or sold from the lease;
7 1121 (wl afixed ash bonus with thd'share of the net profit
8 derived from the lease rogrved to the sute as the bid variable;
9 1E21(5)1 afixbd cash bonus wto a fixed royalty share reserved
10 to the state of not less than 12.sWcenrih amount or value of the production
11 removed or sold from the lease wiubdne share of the net profit derived from
12 the lease ’:eserved to the state ayhe bitN~riable;
13 (E2 [(6)d acajrfi bonus bid a fixed royalty share reserved
14 to the state based on a sljmng scale according nv the volume of production or
15 other factor but in np'cvent less than 125 percent®™ amount or value of the
16 production rcmoyttl or sold from the lease;
17 A c) ((7)] afixed cash bonus with aroyalty iW reserved to the
18 state baspd on a sliding scale according to the volume of prtwgcnon or other
19 facty” the bid variable but not less than 12.5 percent in amounrgr value of
20 Aproduction removed or >old from the lease;
o1 AT (cO [ liidiriyjibgalgdij f t t i w y oo
22 * wnmwwiifi tfrjffifocr of a lew who”naitf the first
23 discovery of o iffi as in commercial quantities m a geologic structure shall oav
24 a rovaltv on all prodoctionunder the lease of five percent fat the first 1Q vean
25 fQitoy.thi&frLC-dafr gf.dlacflvtt*.and tfrerattmUre n?yaity.3haltte jk H rfwintitn |
26 Pivibtcjjtm<er ¥ thift-attocebtm]j - o I»e>.<«l  m- U«
n A fo 0c <l #«ac * Wi <O»iN trgs fo [le]] f
I D [ ¥4 X 4P/, A
i-1U liifci tc  rS.i fti rei f oy, V.».<» »»
ret it. mft\*—"Tlr~v>  JLU k¢ <« AT
</[mm - [t A X | MDD i,
i?2*| rom f- 1 , . [«»>» Vi<  «».<»
*fCTTTT.j... »o .
SBO1L2A » »/ S¥TET'~

r«AC «Jnntilj.rpi 1QLLI713 rrjrr rhacrit rrm
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SENATE BILL NO. 112
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - FIRST SESSION

BY THE SENATE RESOURCES COMMITTEE
Introduced: 3/7/95
Referred: RES. FIN

A BILL
FOR AN ACT ENTITLED
"An Act establishing a discovery royally credit for the lessees of state land

drilling exploratory wells and making the first discovery of oil or gas in

commercial quantities."”

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

* Section I. AS 38.05.134 is amended to mad:

Sec. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the
commissioner determines that the work commitment obligation set out in an oil and
gas exploration license ;ssucd under AS 38.05 132 has been met; the commissioner
shall convert to one or more oil and gas leases all or pan, as the licensee may indicate.
of the area described in the exploration license :hat remains after the relinquishments.

removals, or deletions required by AS 38.05.132(d)(2). A lease issued under this

section
(1) s subject 10 the acreage limitations imposed bv AS 38 05.140(c);
[2) is subject to AS 38.05.1SOtj) « (m). (0) - (u), and <X) * (2);
SBO1I2A of¥ SB 112

-«.I tjodmr! [OtUTSO TCX7 MACXITTDI
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(3) must be conditioned upon a royalty in amount or value of not less
than 125 percent of production, except that the lessee who, proceeding under
AS 38.05.131 - 30.05.134, makes the first discovery of oil or gas In <3?mmercigl
guantities in a geologic structure 3halLpay_aiQyaKY_Qn 3l)_pr9ductipn.u;nter (he
lease of five percent for the first 10 yean following,the..date.,of. discovery and

thereafter the rovaltv shall be as determined undcr-tJha.flaragragii;

(4) must include an annual rent of 53 per acre or fraction of an aae
initially paid to the state at inception of the lease and payable annually after that until
the income to the state from royalty under that lease exceeds the rental income to the
state under that lease for that year, and

(5) is subject to other conditions and obligations that are specified in

the lease. .o

» Sec. 2. AS 38.05.180(f) is amended to read:

(0 Except as provided by AS 38.05.131 «38.05.134. the commissioner may

issue oil and gas leases on state land to the highest responsible qualified bidder 35

fttlflgg|
(1) the -CQjnrrmsiQngr Jhaii issue .an .qi) and 235 lease
successful . .« « . . determined by competiuve bidding under regulations adopted by the
commissioner, bidding (. BIDDING1 may be by scaled bid or according to any other
bidding procedure the commissioner determines is m the best interests of the state;
(2) whenever ( WHENEVER!, under any of the leasing methods
listed in this subsection, a royalty share is reserved to the state, it shall be delivered
in pipeline quality and free of all lease or unit expenses, including but not limited to
separation, cleaning, dehydration, gathering, salt water disposal, and preparation for
transportation off the lease or unit area;
13) following ( FOLLOWING] a pre-sale analysis, the commissioner
may choose at least one it the following leasing methods:
(A) KDI 4 bonus bid with a fixed royalty ihare reserved
to the state of not less than 12.5 percent in amount or value of the production

removed or sold from the lease;

()| acash bonus bid with a fixed royalty share reserved

SB 112 L) SB0112A

Pt IDCUT Q0 TCX7 BRACFCTCDI
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19
20
21

22
23

25

26

to the state of not less than 12.5 percent in amount or value of the production
removed or sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

1C) [(3)1 afixed cash bonus with a royalty share reserved to the
state as thebid variable but no less than 125 percent in amount or value ofthe
production removed or sold from the lease;

(D) ((4)] a fixed cash honus with the share of the net profit
derived from the lease reserved to the state as the bid variable;

(E) ((5)] afixed cash bonus with a fixed royalty share reserved
to the state of not less than 12.5 percent in amount or value of the production
removed or sold from the lease with the share of the net profit derived from
the lease reserved to the state as the bid vanab'e;

(FQ ((6)1 a cash bonus bid with a fixed royalty share reserved
to the state based cn a sliding scale according to the volume of production or
other factor but in no event less than 12.5 percent in amount or value of the
production removed or soid from the lease:

(M1 afixed casn bonus -with a royalty share reserved :o the
state based on a sliding scale according to the volume of production or other
factor as the bid variable but not less than 12.5 percent in amount or value of
the prod .non removed or soid from the '.case;

<1 notwithstanding a rcquirementJdn the>asin£_mgmQdJ-Ji<gglL

of a minimum fixed royqgltv share, the holder .of 4_k3K"to_mach-Lhe_firrt

disc verv of oil or gas in commercial Quantities in a geologic structure shalLpav

n rovallv pn_all production under the lease .ifjive percent for the Hrst (fl-VogaES

following the date of diKovgr*andJhcrrjfter the rovijM/Mh gll.LKjKiiP Piim Liind

oavahle under <3>of tills junction.

SUOI12A

o} SB 112
w* fociirro trxr macvctzsi



ALASKA STATE LEGISLATURE
HOUSE OF REPRESENTATIVES
RESEARCH AGENCY

Pouch Y. Suit Cipiiol
Catuki 99111
(907, 44)0991

March 11, 1986
VEMORANDUM

TO:  Representative Andre Marrou

FROM:  Gre™he”Kcts™/*
Legislative Analyst

RE: 011 and Gas Olscovery Royalty Incentive
Research Request 86-126

You requested us_ to Prowde information about a former provision In
State statute which allowed a lessee to pay a reduced royalty on,P_ro-
duction for ten years following the dlscover% of commercial quantities
of oil or gas. Specifically, you wanted to know:

* when and why the provision was dropped;

« how successful the provision was wltn respect to encouraging
exploration;

 State revenue “lost* because of the reduced royalty; and

 State revenue ultimately gained because of the production
%f' comme&mal quantities” which would otherwise not have been
iscovered.

Brief History of the Olscovery Royalty

The so cal.ed ‘'discover rog/altg[* ?rovision was dropped from Alaska
Statute In 1969 (S I, Ch. 65, SLA 1969). Prior to Its deletion, the
provision was as follows:

"...the holder of a lease who drills and rakes the first dis-
cover¥ of oil or 7as In commercial quantities In a geologic
structure shall pay a royalty on all production under the lease
of five percent for 10 years™ following the date of discovery and
thereafter the ro altg rate shall be not less than 12-1/2° per-
cent..." [AS 38.05.180(a)]
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This condition, which allowed a lessee to pay a reduced royalty to the
State, stems from similar provisions on federal leases In Alaska datlng
back to enactment of the Mineral Leasing Act of 1920. The reduce
royalty was unique to Alaska and was Intended to provide special Incen-
tives "to encourage oil and gas production In Alaska. A discovery roy-
alty provision was adopted by the territorial government and subséquent-
ly ‘Incorporated Into Alaska Statute In the Alaska Lands Act of 1959,

According to Mark Worcester, the Assistant Attorney Genera] who handled
the most recent legal dispute (In the earl)ﬁ 19803{_ regarding discovery
royalty In the Kuparuk River oil field, the provision was aPparen_tly
dropped In the late 1960s because 1t: 1) was not a useful Incentive
for oil and gas exgloratlon; 22 was costing the State money; 3) created
an administrative burden tor the State; and 4) generated considerable
disputes between the State and the oil and gas companies In Cook Inlet
oil and gas fields. To the best of our knowledge, no specific study
%Ha{yztl,ng the effect of the discovery royalty provision was prepared at
at” time.

Attachment A presents a list of the ten discovery wells which were
ranted a discovery royalty by the State. These wells occur 1In el%ht
ook Inlet fields "discovered " In the early to mid 1960s and In the
Prudhoe Bay and Kuparuk oil fields which were discovered In the late
1960s.  Some of the dlscoveq[ well requests were contested by other oil
companies or by the State. The Cook Inlet well Grayling No. 1-A (Unlon-
Marathon), for’ example, was discovered in 1965 and finally granted the
discovery royalty In 1082 after more than a decade of ||t|?at|on._ Much
of the legal dispute In Cook Inlet revolved around the defermination of
wnether a discovery well occurred in an "unknown geologic structure"
when the area had already been rather extensively explored.

About the tine tie discovery royalty provision was dropped In 1969, It
was becommgi apparent that ‘the Brovmon could begin to cost the State
a great deal because: 1) the Prudhoe Bay State No. | well had been
?ranted the reduced. rofyalt and 2) tne Ugnu No. 1 had just discovered
he Kuparuk River oil field. In retrospect, the discovery royalty pro-
vision was used for production from only eight wells statewide for an
average period of 5 and 1/3 years.

Olscovery Royalty as an Exploration Incentive

The discovery royalty provision has been characterized as providing
an Incentive to explore only to the extent that It encoura?ed a com-
pany to drill In a F)artlcular formation before Its competifors rather

than an Incentive which Justified exploring that possible formation In
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the first place.l |In ether words, the provision generally affected the
timing of drilling In a prospective area after the decision to explore
had been made.

The Cook Inlet discoveries listed In Attachment A occurred during the
Ferl_od of extensive oil and gas exploration of the many separate geo-
0gic structures in the_re?lon. It appears unlikely that the discovery
royalty provision was instrumental in encouraging” exploration heyond
\{viig)antswas already warranted based on preliminary geophysical Investiga-

The discovery royalty did provide some incentive to develop, produce
and market discovered commercial quantities of oil or _%as as quickly as
possible. However, the Incentive to produce was quite small because
the reduced royalty provision applied only to the single lease where
the discovery occurred.  In the ‘initial unitization covering the 63
leases In the Kuparuk River Unit, for example, only 0.0206 percent of
the oil produced was allocated to the discovery lease.® Generally,
hydrocarbon quality, ease of extraction, the cost of transportation,
and market value were much more significant factors inthe decision to
develop an oil or gas field.

In 1978, a provision for exploration incentive credits was Included in
the extensive revision of“Alaska's oil and gas leasing statute LIAIaska
Statute 38.05.18011)]. The Commissioner of the Oepart.”nt of Natural
Resources can provide credits--of up to 50 percent of the cost of
exploratory drilling or geophysical work—to be apPlled against royal-
ties, rentals or severance taxes payable to the State. According t0 Ed
Phillips, Petroleum Economist for the department, the current explora-
tion Incentive credits (EICs) provide a much more significant Inducement
to drill than the old discovery royalty provision.” Not only are EICs
applicable to any exploratory "‘well” drilled by a lessee, but partners
in the exploratory well (who may or may not be owners of that sPecmc
lease) may also receive EICs proportional to their. involvement. The
EICs provide for immediate recoverr of a sizable portion of the explora-
tory costs (e.q. 30 to 40 percent) because the credits can be applied

existing rental, royalty, or severance tax obligations.

Affidavit of C.Y. "Chit- Chatterton (Commissioner of the Aljsks Oil
and Gas Conservation Commission) In the Kuparuk River discovery roy-
alty court case (8P Alaska et. al. v~ State of Alaska).

"Affidavit of Ed Phillips (Petroleum Economist for the Alaska Deaprt-
iwr.l of Natural Resources) in 8 Alaska et. al. v. State of Alaska.
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State Revenue Loss/Gain Under the Discovery Royalty Provision

Unfortunately, no report exists which summarizes the revenue given up
by the State because of the reduced royalty payments for production
from the eight aforementioned discovery wells. ~Litigation over two of
the wells lead to cash settlements by the State of "836 million in the
late 1970s (the Grayling No.l well) "and $950,000 In the early 1980s
(the Ugnu No. 1well¥.
In order to determine the lost revenue, one would have to obtain monthlg
royal% reports for each specific field during the period  1966-197
from the Department of Natural Resources.3 Specific Information neces-
sary would include:

+ the monthly total production for each field;

« the percent of monthly production allocated to each discovery
well; and

+ the monthly average in-value price for each field.

There is also no report estimating the revenue ultimately gained by the
State as_a result of the discovery royaltg provision. ‘As"mentioned in
the previous section of this memorandum, this provision was not the key
factor leading to the exploration and discovery of new oil and gas
fields. We suggest, therefore, that there has Deen no revenue gain to
the State which™ could be specifically attributed to the diScovery
royalty provision.

Under the current exploration Incentive credits sgstem, the Department
of Natural Resources had certified (as of August 1985) $28.4 million In
exploration costs incurred at five wells as eligible for EICs (Attach-
ment B). These EICs represent a future revenue Toss to the State since
the companies can deduct the credits from royalties, rentals and taxes
once production commences from any of the five wells.

. t t * t o

| hope this Information 1s useful. Please call me if you have any
questions or would llxe me to provide further Information.

&K

Attachments

3At this timi, It is uncertain whether royalty records dating back to
the 1960s would be available from archives.
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Discovery Weils Granted the State Discovery Royalty Provision
(Department of Law)
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tinmc of (fel

Falls Creel
ifnl f. tto. 1

ill ddle Ground
Shoal llo. 1

ttjjb Inlet State
Ho. 1

Beluga Itlvcr
Unit No. 1

(Irani tc Point
Ho. 1

Trading Hay
Ho. 1-A

Cray 1Ilng Ho.
1-A

H'gfclal CrteU
SIrWe Ho. 1

Prudhoe Bay
State Ho. 1

ligmi Ho. 1

Lessee

(proncnt ADI.
names) Ho.
Chevron 00590
ARCO

All 17595
Cclly

Phillipu

Phi 111po 17589
Chevron 17599
ARCO

Shell

llobl | 1H761
Union

Union 18731
Marathon

Union 17594
liaratlion

Texaco 17598
Superlor

ARCO 28303
Exxon

BP. Soliia 25633
ANCO

IAHU T no.
PAGE

Dulc of
Dincovury
4-10-61

6-10-62

0-21-62

12-1-62

5-16-65

5-23-65

9-29-652

4-28-66

12-19-67*

4-7-69

’

Flrut

Al f 1dnvl
or claim
of dtof
covery '
12-3-63

11-12-62

11-12-62

9-17-63

5-21-65

6-18-65

10-28-65

5-23-66

3-26-68

9-15-69

Date Ol
written

chy

2-10-64

|-15-63

11-24-66

12-19-62

9-14-65
B-27-65
1-19-82
8-19-66

4-7-69

NEVEV:

F.ffeet lvc
il.ito

of the
10-ycur
discovery
royalty
5-1-61

G-10-62

9-1-62

1-1-61

6-1-65
6-1-65
10-1-65
5-1-66
1-1-68

5-1-69

Commence-
moot of
commcr-
clnl pro-
duct lon

7
none

5-67

1-67

10

10-67

10-68'
10

6-20-77

il

12-13-81

Date \2\I
royalty
replaced 5z
discovery
royalty

rate

no royalty
ever paid

12

6-10-77?

9-72

1-73

6-75

6-75

10

10-75

no production
after 1972

1/78

J?"Z royalty paid from
the first
date of production

12-13-81,

13

Ferlod
royalty
actually
reduced

never used

6 years,?
1 month

3 ycoro,
6 months
6 years,
10 months
8 years,

I month

8 years,
5 months

8 years,
I month

no more than
about 4 years

6 months,
Il dayn

never used
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litilco flI'j act forth In tha respective public notices unless otherwise specifled

lifrr.c Is from the Affidavit of first discovery. See Exhibit 7A to Affidavit of William Van Alen

11S fy S«Sr?iriion*1D2C2ibS?VI5"~ 1967.~ M1tCh ‘2> [96U' tI,C dcclBI°" e«ntinB tho discovery royalty found that the ,!|ff,y,r

Sec Exhibits 1A, 7A, A, AA, 5BA, B6A, 7A, OA, 9A, and 10A to Affidavit of WIlllain Van Alen.
and Exhibits 211 and 91) to Affidavit of Ponalne Clitl

7E and 81) to Affidavit of William Van Alen,
related documents. See Exhibits 3P to Affidavit

t, 2 dlt': ootlnintod  based upon dates I(()f

|lee Exhibits 1C *D. 5D 61),
a? IX tl,
william Van Alen and Exhlblts 3C and 3D to the Affidavit of Porialno Cla

respective decisions fronting discovery except in the case of Grayling 1-A. where no date war. provided and
*

Date provided for in
from the royalty settlement calculations. See Affidavit of Ed Park.

fhe date was derived
Sec Affidavit of C. V. "Chat" Chutterton and Exhibit 1-1) to Ullllum Vcr. Alen Affidavit.
Sec Affidavit ol Harry Kuglor.

See Exhibit 5E to Affidavit of Romalnc Clark.
See Affidavit of Edward W Park.

See Appellants brief ut page 27.

See Aflld.ivlt ot Edward W Park. Presumably the switch

frofnOtllol's?r'iialfl«d roxi,,ty rpr°rt (11-72) reflects payment ot 12SX.
the commencement date of the .liaenvery royalty date.

from the 5Z discovery royalty to the 12*Z royalty occurred 10 years after

See Affidavit of Edward W. Park,

EXHIBIT NO. -]
PAGE . 4 oF
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ADL

343109

344010

344033
355005

345126

GRAND TOTAL

EXPLORATION INCENTIVE CREDITS
Report Month:

WELL
G-2 Well

Leffingwell

J-1 Well
Long Island Weil

Totek Hills

COMPANY

Exxon
Sohio
BPAE

Arco
Union

Exxon

Exxon
Sohio

Arco Alaska

August 1%5

CERTIFICATION
DATE

10/5/h3
12/27/83
10/5/83

10/2/84
10/2/64

10/31/84

11/14/84
11/14/84

8/02/bh

=

= o Y I [ NCWSNGS
oo ~olI©o
oo ko
oo rTuIo

&>
[EEEN
o
()

oL =~y O

a4
——
oo

o o OO o [eplep) (Salp Sl N |
[Sa] OO o [ Y ro~o
[F%)

- - i

>
=3
L Y |
—

$28,398,432.61

Source: Alaska Department of Natural Resources, Division of Oil and Gas
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Register 51. October 1974

t/ie payment Was determmed in accordance with
the rental or acreage figure stated in tne lease or
In a bill, decision, NOtICE Qr letter by the division
of Iands and-the figure is found to bo in error, or
e director. finds that the deficienc wa?
otherW|se justifiable and not due to a ldck o
reasonable” diligence on tho part 0 f the lessee,
the Iease shall be telnstatedl tho erssee correct?

eme}ncg within 7 receipt o
notlceo e|C|ency f 20/74, Reg.
Authority: AS 38.05.020

AS 38.05. 035b(2)
AS 38.05.145(a

11 AAC 83.180. DEFAULT, %) a) Whenever the
lessee of a lease on which there is no well
capable of _producing oil or gas in paqu
uantities fnils to comply with any provision o
the lease or appllcable regulatlons Othenthari the
payment of rental and the failure to comply
contlnues For 60 daP/s after recelpt of notlce t0
the lessee of tho a| ure to comply, the director
may terminate the |ease by ma|||ng notice of the
termination to  the lessee. Termination is
effective upon giving tho notice.

(b) . Whenever the lessee of a lease on which'

there is a well_capable of producing oil or gas in
paglmg quantltles fails to_comply with any of IItr,
visions .0of the lease-Or applicable re?ulatlons
and the failure continues fora period u 60da¥
following notice to the lessee of the fajlure
comply, "tiic lease may be conceited by judicial
proceedln?s instituted” for that purpose’in any
court. of competent AUTISdI tion havm?
Jurisdiction gver the land covered the lease 0
any part of if. (FIT. 9/20/74, Re

Authority: %S 3%1 05.020

ARTICLE
DI

Section

200.  Discovery lease

205, Discovery royolt y ty definitions

210. Dlscover}/ royalty filing requirement*

215, Certification aftér compliance and
application

220.  Cancellation

225, Termination.

230.  F'vc|™p.ATi0,|by>pOroyAlty

MAY | J 1585

DIMSION (P OlL & GAS
ANCHORAGE, ALAS."a
2S8E295i06 ‘AN X\j

NATURAL

M CW 110 JO AIG

11 AAC s3
Il AACss

|| AAC LEASE.
operator who By time and dao Tlrst encoim

sufficient evidence of oil or gas in a partlel

coo Ic structure.covered by any state ml <
%sc |ssue([t prior to Ap rlt/28 y1967 to o

*the operator dil |gent|y to contlnue Ingood fa
testmg roworkm% drilling or other erat|
ﬁn that lease, whether in esameJt orotj
oles, In a rt to establish UCJOn
or gas In t e same structure, | quall |ed 0l
dlscover¥ well codification under' the terms
said state lease If he. completes a well n
.ostaMs)csniffld?jigiria.c/jiicM.quant”?
In tho samo~zonc in ‘which oil or gas was’ ||
.cncotmtcicti. (hit. 9/2U//4~ Keg. 513
Authority: “AS 38.05.020

A Jh 08 fap

11 AAC 83.205. DISCO\Z/ERY ROYAL!

DEFINITIONS. In sees200-230 of title clupt
and appllcable provisions In state leases

"dlscoverr“ means the first aceeptab
ewdence ina drilling well of the existence of 0
or gas which can Pe produced In cOmmcrcI

quantities uftcr well completion;

&2) "geolor.ic structure" means uny structur:
and/or "~ stratlgraphic entrappmg mechanist
continuing one” or more intervals, zones, s.ratr
formations, or fault blocks. which has tli
negessar Rhysmal characterl?tlcs to accumul. it
and prevent” the escape of oil or gas; It I
intended that this definition be similar to tha
uacd by tire United States Geological Survey. it
the admml%tratlono the federal Peral Loasml
Act of February 25, 1920 (41 Slat. 437),

amended:

(33 "completed well" means a well which !
eased and controlled and in  which
underground work lias been, finished, and the

well is'capable of producing oil or ms;

(4) "commercial Quantities" means those
amounts of oil or gus which alter well
completion would appear to a reasonable and
prudent operator to he suff|0|ent to., quiver

CiL-diiiling, f-nmpiMmp  Tfll
uuuuuuuuu an additional well on the same
geologic |tructurn at nri oflset location with*a'

RESOURCES

" feasonable qu irio the operator, if a market

were available:

11-259

AGU 11b700)

OE:El 03H S6-80-HW
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5y, "comjlliticc” means the Alaska Oil ojul bein

Gas_Conservation Committee as defined in 11
AAC 22,510 of (lie Alaska Oil and Gas

Conservation Regulations. (Eff. 9/20/74, Keg.
5) Authority: AS 38.05.020

AS 3805 145(2)

] AS 38.05.180

[l AAC 83.210. DISCOVERY ROYALTY

FILING REQUIREMENTS, (a? To establish

priority as to time and date of discovery, an
operator must furnish the committee with a

#

SWorn Bfatemeﬂt and substantiatiOH evidence, |

acceptable to the committee, that o1l or gas lias
been encountered in sufficient showing to cause
? reasonable and prudent gperator to conduct
urther operations in an effort to complete a
well Jn the discovery zone so that the well can
be tested for potential oil or gas Productlon In
commercial quantities. The “statement must
include the time and date of first discovery, tiic
exact location of the well, the precise interval of
discovery, and tiie Alaska Division of Lands
lease number on which the well is located. The

+ statement shall be furnished to the committee as
soon as possible, but not later than 30 days after
tlie date claimed for the discovery.

(b) To establish and prove oil or gas in
commercial quantities, the operator sitall

(1) conduct a potential test of the discovery
zono within one year after completion of @
discovery well;

(2) notify the committee or its designated
representative five days in advance ot the
scheduled . potential ~ test and  furnish
transportatjon (if requestedt) for a designated
representative of (he commiftee to witnéss the
test; the committee may ot its option or at the
option of its demﬁnated representative waive the
W|_tnessm% of the lest and require sworn
evidence To establish the results of the test: the
sworn, evidence . shall be delivered to the
committee or its designated representative
within 30 days after tho test.

c) To establish (lie geologic structure from

which the oil or pit con be produced, the
operator must furnish pertinent data to the
committee which will enable it to determine cho

geologic structure from which the oil or gas ii

NATURAL RESOURCES

Il AAC 83.205
11AAC 83.215

roduced. This may Include, but is not
||m|t%dp ' IdaYa. RdaLdepJh. cas

to, geophysic n
records, peﬂorgthl%n aata, electricJogs,. drﬁﬂng
and mud lo™'corc analyses, sample cuttln(t;s an
thercol, together with any other records and
Interpretations tho operator deems pertinent.
Tlus data sitall be supplied within 90 days after
the date of the potentjal test required in (b) of
tlus section. (Eff, 9/20/74, Reg. 51)

Authority:” AS'38.05.02
gl4

AS 3
AS 38.05.18
11 AAC 83.215. CERTI I(llA |[ON AFTER

FICAT
COMPLIANCE ~AND APPLICATION. ~ After

L

compliance with sec. 210 of this ch

operator mny am>)y, tniJir rilrrdw for discovery
Well certification. Within KLdays Qf tcceiui 0f

T>arrr1J?I?~IuB3 arid the operator's inlcrprctation

8.05.020
805145(a)
8.05.180

J he request, the director will pubifish notice of

tiic~ application allowing 30" days for any™
interested party toTobrcgf to or “protest  the
application. It no protest or objection is received
b?/ the director, the director will, within 70 da%/s
after the receipt of.anannlientioh. either certify’
the well as in (1) or deny the CPpIIC&tJOﬂ asin
(3) of tliis section. If any protest or qbjection is
made, it must be submitted in writing to the
director within the specified 30 day" period.
After recelPt of the protest or objection, the
director will advertise ‘and bold an open public
hearlng in accordance with the Alaska Land Act

AS 38.05) and_in accordance with the Alaska

dministrative  Procedure Act (AS 44.62.300 -
44.62.630). Within 30 days after the heating,
the director will do one of the following:

(1) certify the well in question a first
discovery, well which lias established oil or qas in
commercial (?ua,ntltles In (name geooac
structure) as of (time) on (date), end specify the
dale of commencement of the 10 year-5 percent

"~ discovery royalty term, which date shall be the

first 0f the next month aftei the established date
of initial discov rg; after discovery, wdj®
certinention.-no 0thér wcl|. reenrdiess ofjwhen
LrilN i—ii  cliciblo—Tfor— comidciallon for
certification for the same geologic structure;

(2) continue the hearing at a later specified

11-20
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NATURAL RESOURCES

11 AAC 83
11 AAC 83

(3) deny tile application fOr ducovery well Ogj cement. (Eff 9/20/74, Reg. 51)

certification, (ETC 9/20/74, Reg. 51)
Authority: AS 38.05.020
AS 38.05.145(a)
AS 38.05.180

11 AAC 83.220. CANCELLATION. IT. after
discovery well certification, any information
supplied to the committee is proven false or
erroneous and the information would have
affected the decision of the director to the
extent tiiat the original application for
certification would have been denied, the
certification shall immediately be revoked. A
certification may also be revoked when it is
determined that the error was caused by failure
to disclose Iull and complete knowledge
available to the operator at tho time of
application for certification. Afier a certification
is revoked, royalty payment of VA percent on
production prior to revocation in due and
payable, and 1214 percent royalty on nil
subsequent production shall be paid. Should the
royalty due not bo paid on demand, the state
will take legal steps to cancel the lease involved.

(Eff. 9/20/74, Reg. 51)
Authority: AS 38.05.020

AS 38.05.145(a)

11 AAC 83.225. TERMINATION. In the event
of the termination of a discc/cry lease for any
cause, the five percent discovery royalty
terminates and will not he allowed or reinstated
on the same geologic structure. (Eff. 9/20/74,
Reg. 51)

Authority: AS 38.05.020
AS 38.05.145(a)
AS 38.05.180
[ ]

I AAC 83.230. FIVE PERCENT
DISCOVERY ROYALTY. A "First Discovery
Well Certification” secures the five percent
royalty rights for the holder of the state lease on
which the well is located on all production from
alt zones, strain, formations and structures under
and witiiin the exterior boundaries of the lease.
If, before or after discovery well certification,
the statr lease on which tho wall is located is
subject to or mode a part of a development unit
or pooling or consolidation contract, the five
percent discovery royally rate will apply only to
the production allocated to (he lease under the

Authority: AS38.05.03i
AS 38.05.14:
AS 38.05.18t

ARTICLE 3. UNITIZATION

Section

300. Application for designation of area
305. Designation: effect

310. Draft of agreement

315.. Rntre of prospecling and produclion

. 320. Parties

325. Sigunfures

330. Counterparts

335. Unit operators

340. Approval of unit .igieetncnt
345. Modification of unit agreements
350. Approval of federal units

355. Applications

360. Notation of approval

365. Unit bonds

370. Segregated leases

I AAC 83.300. APPLICATION FC
DESIGNATION OF AREA. An application f
designation of an area as logically subject
development undct a unit agreement and f
determination of the depth of a test well may |
filed by any proponent or a unit agreement. T|
application must be accompanied by

(1) a map or diagram on a scale ot not le
than one inch to one mile outlining the ore
sought to be designated, indicating federal, slat
and privately owned lands by distinctly
symbols or colors and identifying Alaska least
and lease applications by serial numbers;and

(2) geologic information, including th
result; and interpretations of dny gcophysic:
surveys and any other avaijlable informatin
Showing that unitization It NECessary an
ndvinble in the public interest; If requested
geologic and geophysical information furnisher
with the application will be treated a
confidential. (Eff. 9/20/74, Reg. 51)

Authority: AS 38 05.070
AS 38.05.145(0

Il AAC 83JU5. DESIGNATION: EFFECI
The designation of on area docs not crcjte ar
exclusive right to submit a unit agreement foi
the area, nor preclude the inclusion of the ares
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FISCAL NOTE

STATE OF ALASKA BILL NO. CSSB112(RES)

1996 LEGISLATIVE SESSION
Revision Dale: Original Dept Affected: Natural Resources

Titlo: An Act establishing a discovery royalty credit ~ BRU: Resource Devolooment
for Ino lessees of slate land drilling exploratory wells and.. Component:  Qil & Gas Development
Sponsor: Senate Resources

Requestor: Senate Finance Component Serial No. 439

Expendituros/Revenues (Thousands of Dollars)
OPERATING EXPENDITURES........... FY9?9 PV98 p?98 oL rvo| oL0

Personal services 1.0 91.0 . . 91 0
travel

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEOUS
TOTAL OPERATING 910 91 0 91.0 91.0 91.0

CAPITAL EXPENDITURES 00 0.0 0.0 0.0 0.0
[CHANGE INREVENUES ) i ~ | I I I

FUND SOURCE (Thousands of Dollars)

1002 Pederai Receipts
1003 GF Match
1004 GF

1005 GF/PrHo%ram Receipts
1006 GF/MHTIA

910 910 91.0 90 90

Other

TOTAL 910 91.0 91.0 91.0 91.0
Estimate of any current year (FY96) cost: S none
POSITIONS

PUIE-TIME

1
PART-TIME 0
TEMPORARY 0

ANALYSIS: (Attacn a separate page if necessary

1 1 1
9 G
0 0 0 "

T702

91.0

91.0
0.0

91,0

91.0

oo

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

conditions for leases in Cook Inlet Sedimentary Basin.

It is apparent that the discovery royalty incentive has h)reviously been geared toward frontier exploration. In frontier

areas, tho geologic nsk of dnllmg an unsuccessful we : :
operator prior to dnlling. The element of risk was used by tno state as an important yard stick for determinin
some previous discovery royalty decisions in Cook Inlet “Cook Inlet was a frontier basin in the 1950's and 1

8

is high, since little geological information is available to the

eligibility m

60's

However, today, due to a Ion% istory of exploration and production, ge_olo%]ists consider Cook 'nlet a mature petroleum
province. Almost all wells drilled or state land in Ccok Inlet are drilled in close proximity to other wells containing known
oil or gas and should ho considered step-out wells and not wildcat exploration wells - Step-out weds have relatively low

exploration risk when compared to wildcat exploration wells.
X f.

Prepared by Ken Boyd. Director N2 Phono Z69-6600
Civisionl Oil A Gas N s Oate i2-Mar-B6
Approved by Commissioner™-- ' * ' . - -

s syr;iv'< - Dale 22-M*r-S6
Agency Naturg"Kbsources & 7/ ~

CSSOn; mprcPaHw TOPROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICIN;.

For further distribution nformaUon cad the Governor's legrsiat/vo Office

R



FISCAL ANALYSIS CSSB112(RES) continued..

Based on past exPerience. SB 112 will be very difficult to administer. Due to the issuance of pre-1970 conditional leases
and the holding of other pro-1970 leases b¥ unitization, the stato has many curront leases that still have a contractual
right to a discovery royalty under the repealed program. As of January 1995. the state has 340 active leases that
currentIK retain the discovery royalty provision, and the Division of Qil and Gas still actively manages the program.
Linder the previous discovery royalty program, thirteen applications were made for wells in Cook Inlet Basin, eight of
which were granted and five were denied. Many of these applications wore granted or denied only after years of

litigation.
Although SB 112 attempts to eliminate man% ofh the administrative problems with tho old discovery royalty program,
ot

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

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

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

<C33>n: XISM, V2Mc«l od



Alaska State Legislature

State Capitol
Official Business Juneau AK™ 99801

MEMO

TO: Nico Bus/DNR (X3886)
Chuck Logsdon/Rcvcnuc/0Oil & Gas Audit (278-5026)
via fax: 5 pages

FROM: Annette Kreitzcr, Aideto / M.
Senate Resources Committor

DATE: March 18, 1996
RE: Fiscal notes to CS SB 112(RES): Discovery Royalty
Please create new fiscal notes to the Resources committee substitute for SB 112 using 9-

LS0808YK dated March 15,1996 (attached). This CS was passed from committee March

13.
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9-LS0808\K *
Chcnowcth
3/15/96

CS FOR SENATE RILL NO. 112(RES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY THE SENATE RESOURCES COMMITTEE

Offered:
Referred:

Sponsor(s): SENATE RESOURCES COMMITTEE
A RILL

FOR AN ACT ENTITLED
1 "an Act establishing a discovery royalty credit for the lessees of state land
s- drillingexploratory wells and makingthe first discovery of oil or gas in an oil

3 or gas pool in the Cook Inlet sedimentary basin."”

4 RE IT ENACTED RY THE LEGISLATURE OF THE STATE OF ALASKA:

5 + Section 1. AS 38.05.134 is amended to read:

6 See. 38.05.134. CONVERSION TO LEASE. If the licensee requests and the
7 commissioner determines that the work commitment obligation set out in an oil and

8 gas exploration license issued under AS 38.05.132 has been met, the commissioner
9 shall convert to one or more oil and gas leases all or part, as the licensee may indicate,
10 of the area described in the exploration license that remains after the relinquishments,
11 removals, or deletions required by AS 38.05.132(d)(2). A lease issued under this
12 section

13 (1) is subject to the acreage limitationsimposed by AS 38.05.140(c);

14 (2) is subject to AS 38.05.180(j) - (m). (0) - (u), and (x) - (z);

-1- CSSB 112(RES)
Ht* Text Underlined IDELETED TEXT BRACKETED!
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(3) must be conditioned upon a royalty in amount or value of not less
than 12.5percent of production, excent that the lessee who, proceeding under
AS 38.05.131 -38.05.134. under a lease issued in the Cook Inlet sedimentary basin
who is_ccrtific(l by the commissioner to be the first to drill a well discovering oil
or gas in a previously undiscovered oil or gas pool shall nav a royalty of five
percent on all production of oil or gas from that nool attributable to that lease for
a period of 10 years following the date of discovery of that nool. and thereafter
the royalty payable on all production of oil or gas from the nool attributable to
that lease shall he determined und payable as specified in the lease; the payment
of the five percent royalty under this naracruph is authorised only to a holder of
a lease who meets the requirements of AS 38.05.180(0(4);

(4) must include an annual rent of S3 per acre or fraction of an acre
initiallypaid to the state at inception of the lease and payable annually after that until
the income to the state from royalty under that lease exceeds the rental income to the
state under that lease for that year; and

(5) is subject to other conditions and obligations that arc specified in

the lease.

* Sec. 2. AS 38.05.180(0 is amended to read:

(0 Except as provided by AS 38.05.131 - 38.05.134, the commissioner may
issue oil and gas leases on state land to the highest responsible qualified bidder as
follows:

(1) the commissioner shall issue an oil and ggg lease to the successful
bidder determined by competitive bidding under regulations adopted by the
commissioner: bidding ( BIDDING) may be by scaled bid or according to any other
bidding procedure the commissioner determines is in the best interests of the state;

(2) whenever [ WHENEVER), under any of the leasing methods listed
in this subsection, a royalty share is reserved to the state, it shall be delivered in pipeline
quality and free of all lease or unit expenses, including but not limited to separation,
cleaning, dehydration, gathering, salt water disposal, and preparation for transportation
off the lease or unit area,;

(3) following ( FOLLOWING) a pre-sale analysis, the commissioner

may choose at least one of the following leasing methods:

CSSB 112IKES) -2-
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1A) [(N] a cash bonus bid with a fixed royalty share reserved to
the state of not less than 125 percent in amount or value of the production
removed or sold from the lease;

(B) [(2)] a cash bonus bid with a fixed royalty share reserved to
the state of not less than 12.5 percent in amount or value of the production
removed or sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

£0Q [(3)] a fixed cash bonus with a royalty share reserved to the
state as the bid variable but no less than 12.5 percent in amount or value of the
production removed or sold from the lease;

(0) [(4)] a fixed cash bonus with the share of the net profi
derived from the lease reserved to the state as the bid variable;

(E) ((5)d a fixed cash bonus with a fixed royalty share reserved
to the state of not less than 12.5 percent in amount or value of the production
removed or sold from the lease with the share ofthenet profitderived from the
lease reserved to the state as the bid variable;

(F) [(6)] a cash bonus bid with a fixed royalty share reserved to
the state based on a sliding scale according to the volume of production or other
factor but in no event less than 12.5 percent in amount or value of the production
removed or sold from the lease;

(G) [(7)] a fixed cash bonus with a royalty share reserved to the
state based on a sliding scale according to the volume of production or other
factor as the bid variable but not less than 12.5 percent in amount or value of the

product on removed or sold from the lease;
(4) notwithstanding a requirement in the leasing method chosen o

a minimum fixed royalty share, on and after a date that is 180 davs following the
effective date of this. Act, the lessee under_a lease issued in the Cook Inlet
sedimentary basin who is certified hv the commissioner to be the first to drill a well
discovering,Qil_or_gas_In a. previously undiscovered oil or gas nool shall pay a
royalty of five percent on all production of oil nr gas from that pool attributable to
that lease for a period of 10 years following the date of discovery of that pool, and
thereafter the royalty payable on all productionofoil or gas from the nool

-3- CSSB 112(RES)
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attributable to that lease slwll he determined nnd_MM>ie_a s specified Jn thcjcase;

the red

uced royalty authorized by this paragraph is subject to the following:

(A) a lessee is eligible to nay the reduced royalty authorized
hv this paragraph only if the lessee is the first to drill a well discovering oil
or gas in a previously undiscovered oil or gas pool;

(B) only one reduction of royalty authorized hv this
paragraph may he allowed on each lease that qualifies for reduction of
royalty under this paragraph:

(Q if. under this paragraph, application is made for a royalty
reduction for a lease that was entered into before the date that is 180 days
following the effective date of this Act, the commissioner tnav approve the
application only if. on the date referred to in this subparagraph, the lease
was a nonproducing lease that was not committed to a unit approved hv the
commissioner under (m) of this section, that is not part of a unit under (p)
or (a) of this section, and that has not been made part of a unit under
AS 31.05:

(D) if application for a royalty reduction is made under this
paragraph for a lease on which a discovery royalty was claimed or may he
claimed under the discovery royalty provisions of former AS 38.05.180(a) in
effect before May 6. 1969, the commissioner shall disallow the application
under this paragraph unless the applicant waives the right to claim the right
to a reduced royalty under the discovery royalty provisions of former
AS 38.05.180(a) in effect before Mav 6. 1969; and

(K) the commissioner shnll adopt regulations setting out the
standards, criteria, and definitions of terms that annlv to implement the
filing of applications for, and the review and certification of. discovery oil

and gas royalty certifications under this paragraph.

CSSB U2(RES) *x

Virv Text Vnd*rI>n*d [DELETED TEXT BRACKETED]



StewartPetroleum Company

Denali Towers North, Suite 1300
2550 Denali Street, Anchorage, “laska 99503
(907) 277-1004 + FAX (907) 274-0424

I
\Y

J/IA . IN

TESTIMONY
of
WILLIAM R STEWART
before the

OIL AND GAS POLICY COUNCIL

MAY 25, 1995

Chairman Wunnicke and members of the Oil & Gas Policy Council, my name is
Bill Stewart, President of Stewart Petroleum Company. | have 26 years of oil and
gas industry experience in Alaska. Our company is a small Alaska based
independent oil and gas exploration and production company active in Alaska and
seven other states. Our primary area of interest within Alaska is Cook Inlet Basin.
In late 1991. we were fortunate in discovering the West McArthur River Oil Field,
a field of significant size on the west side of Cook Inlet. We are in die
development stage at the present time. With apipeline system in place, production
of two wells is underway and a third well is currently drilling below 14,000" from

an onshore location to an offshore bottom hole location.



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

undoubtedly following up on natural oil seeps that still exist there today.

Back to modern times, | feel qualified because of my Alaska experience to discuss
why we have very few independents here and what might attract more of them to
the State. In general terms, | believe we have very few independents here for
three basic reasons. Those reasons arc Alaska’s natural obstacles, it’s man-made

obstacles and its high operating costs.

1 Natural Obstacles
The natural obstacles include the obvious factors of climate, remoteness, and
logistics. These are significant problems faced by both independents and
major companies but they can be handled through proper planning. Without
proper planning Alaska is very unforgiving. Independents without

experience here fear these obstacles.

2. Man-made Obstacles
The man-made obstacles include lack of available lands (due to scarcity of
fee lands, massive public interest land withdrawals in the form of riders to

the Alaska Native Claims Settlement Act of 1971 and a State leasing system



which is restricted to competitive leasing only) as well as the regulatory rain
forest which exists here. | mentioned earlier that we operate in seven other
states. None of those states even begin to approach the kind of
governmental micro management of oil and gas operations that we have
here. Independent companies much larger than mine are afraid of the

process and choose not to operate here.

3. High Operating Costs
The high operating costs are a function of both the natural obstacles and the
man-made obstacles mentioned. I'm not sure which is the greatest
contributor to these costs. Investment in our own project at West McArthur
River exceeds S50 million since 1991. Significant returns arc just now

beginning to he realized.

Fortunately, the story is not all bad at this point. |I'm encouraged by the efforts
of Governor Knowles toward attracting industry investment in Alaska and in
forming this Council. 1'm encouraged by the efforts of Commissioner Burden to
streamline ADEC. |[I'm also encouraged by die oil and gas incentive programs
being explored by the Alaska Legislature. At this point | would like to suggest
several possible incentive programs, which may or may not be of interest to major

companies, but which would definitely be of interest to independents, as follows:

1 Royalty Reduction (Existing Fields)
I've been travelling for the past couple of weeks but | understand a final
revision of the royalty reduction bill (MB 207) has passed both the House,
and the Senate and is awaiting signature by die Governor. Basically, | feel
that while the reasoning behind that legislation is to be commended, it is (as

a practical matter) far too complex.



It’s the sort of thing that endless audits and lawsuits are made of. While
both major companies and the State of Alaska arc perhaps well equipped for

endless audits and lawsuits, independents are not.

It the opportunity should arise again, | would support a much simpler
approach to royalty reduction. Such an approach would involve a
predetermined formula based on production much like the ELF formula
which has been in place for years. ELF effectively reduces the tax burden
for smaller fields by application of the predetermined formula. A similar
arrangement for royalty reduction would be a tremendous incentive for new
activity for companies large and small who arc operating smaller fields, at

least small by Alaska standards.

2. Discovery Royalty
The State of Alaska had a discovery royalty program in effect until its
abolishment in the early 1970’s. Under the program, royally burden (on the
discovery lease only) was reduced from 12.5% to 5% for a period often
years. Any and all wells located on the lease received the reduction.
Perhaps this program or some variation thereof could be reinstated. The
incentive created would result in more aggressive development schedules.
Coordination with the Royalty Reduction Program discussed earlier would

be involved.

mi Acrease Avnilahility
At about the same time the discovery royalty program ceased to be. all State

lands were classified for competitive bid only and prior non-competitive

4



programs were eliminated. The Federal government and many oil producing
states maintain non-competitive leasing programs. The mentality in Alaska
has been to maximize lease bonuses. It can be better for both industry and
State if those dollars go into exploration and development activities resulting
in long term production of oil and gas. Non-competitive programs could
include openings for over-the-counter Filing in relatively unexplored areas
and a simultaneous filing program similar to the Federal program in other
states. Parcels which do not receive bids at competitive sale could be
reclassified non-competitive. It is always possible that new geological

thinking will evolve and result in new activity on such parcels.

4- .Simplification of.P.crmuung

| mentioned Alaska’s regulatory rain forest earlier. The permitting system
is overwhelming and often involves interagency conflict. Our operation has
involved more than 40 permits to date and numerous field inspections both
announced and unannounced. The system deters activity by the independent
sector. Changing the system will not be easy. A "lead agency" concept for
oil and gas may be a solution but not if it is simply another layer of
regulation. The lead agency (probably Alaska Oil & Gas Conservation
Commission) would eliminate or replace the existing permitting functions of
other agencies and provide "one stop shopping” for industry. Also,
reasonable time limits for issuance or rejection of a permit are needed.
Considerable resistance to those concepts will be received from middle
and lower level officials in the agencies. It is our experience that, while the
Governor and the department heads may be working toward positive

changes, the message docs not filter down to the lower levels. We have

5



experienced on a number of occasions in our permitting efforts that the

lower level officials do not simply "carry out policy"as would be expected.

They "make policy" and that policy is usually "stop" or "no". These
officials, of course, do not have the "answerability" of the elected or

appointed officials above.

5, Reduce DEC Financial Responsibilities Requirements
These requirements were created in the wake of the Exxon Valdez incident.
Even with the reductions enacted in 1994 by the Legislature, the required
coverages arc very hard to come by for a small company, especially with the
Direct Access" provision required under insurance policies. By the way,
we have elected to exceed the required coverages at West McArthur River

but that was a business decision which may not be applicable in all cases.

6, Development Funding Programs
With Alaska’s high cost of operating. State funding for development
activities could significantly encourage exploration and hopefully more
discoveries by die independent sector. A development loan program, which
would be available only after discovery in paying quantities and would not
be for exploration purposes, would encourage a&Jrcssive development and
benefit both the State of Alaska and industry. | know from experience that
oil and gas operations do not fit the AIDA programs. A new funding

mechanism would be required.

As indicated earlier, our project at West McAithur River has involved more than

$50 million in investment to date. During periods of drilling, approximately 40

6



full time on-site jobs arc crca'-d together with approximately 20 support jobs in
Anchorage and Kenai. Pipeline construction involved approximately 30 full time
on-site jobs and 15 support jobs. After full development of the field, about 15
permanent on-site and support jobs will be involved in the producing operation.
In addition to the taxes and royalties involved, the employment created by

operations such as ours can only be good for Alaska’s economy.

Despite the obstacles, independents can function in Alaska, but these types of
incentives arc needed. As an independent producer, we arc in touch with many
oilier independent producers. There are roughly 10,000 members in IPAA, die
Independent Petroleum Association of America. Most of the IPAA members will
never venture to Alaska, but in the wake of our success, we arc beginning to hear

expressions of interest from quite a few.
Thank you for inviting me to appear today. We look forward to continued work
with the Council and wc 3rc prepared to assist with specific language to

accomplish these suggested changes. In the meantime, I'll try to answer any

questions you may have.

STEWART PETROLEUM COMPANY

May 25, 1995



§ 31.05.170 Alaska Statutes § 31.05.170

Sec. 31.05.170. Definitions. In this chapter, unless the context
otherwise requires

(1) "und"™ includes "or" and "or” includes "and™;

(2) "correlative rights™ mean the opportunity afforded, so far as it is
practicable to do so, to the owner of each property in a pool to produce
without waste the owner's just and equitable share of the oil or gas, or
both, in the pool; being an amount, so far as can be practically
determined, and so far as can practicably be obtained without waste,
substantially in the proportion that the quantity of recoverable oil or
gas, or both under the property bears to the total recoverable oil or gas
or both in the pool, and for such purposes to use the owner's just and
equitable shure of the reservoir encrp

"commission” means the Alnska Oil and Gob Conservation
Commission;

(4) "cubic foot™" of natural gas means the volume of gas contained in
one cubic foot of space measured at a pressure base of 14.65 pounds
per square inch absolute and a temperature base of GO degrees
Fahrenheit;

(6) "field" means a general area which is underlnin or appears to be
underlain by at least one pool, and includes the underground reservoir
containing oil or gas; and the words "pool” and "field” mean the same
thing when only one underground reservoir is involved, but "field"
unlike "pool” may relate to two or more pools;

16) "gas" includes all natural gas and all hydrocarbons produced at
the wellhead not defined as oil;

<7) "landowner" means the owner of the subsurface estate of the
tract ofTected;

18) "oil" includes crude petroleum oil and other hydrocarbons
regardless of gravity which are produced at the wellhead in liquid
form and the liquid hydrocarbons known as distillate or condensate
recovered or extracted from gas, other than gas produced in associa-
tion with oil and commonly known as casinghead gas;

19) "owner" means the person who has the nght to dnll into and
produce from a pool und to appropriate the oil and gus the person
produces from a pool for that person and others;

110) "person” includes a natural pet*on, corporation, association,
partnership, receiver, trustee, executor, administrator, guardian,
fiduciary or other representative of any kind, und includes a depart-
ment. agency or instrumentality of the slate or a governmental
subdivision of the state;

inthistructure is covered by th* term “pdolV
112) “producer” means tho owner of a well or wells capable of
producing oil or gas or both.



fiK  Cof\j

Senator Loren Leman
SB 112
Senate Resources Committee

This is additional
Credit.

Please pul this information in your committee packet for SB
112.

information for SB 112: Discovery Royalty



/ y>Ckjrry Mt

fliojvi.

ALASKA DEPARTMENT OF NATURAL RESOURCES
IN THE MATTER OF THE APPLICATION
FOR DISCOVERY ROYALTY BY THE UNION
OIL COMPANY OF CALIFORNIA AND
MARATHON OIL COMPANY (ADL 17594)
State of Alaska
Department: of Natural Resources
I
OPINION IN SUPPORT OF DECISION
This decision concerns the application made by the
Union Oil Company of California and Marathon Oil Company, co-
lessees cf state oil and gas lease ADL 17594, for discovery well
certification of the Grayling; No. I-A well. On January 19, 1982,
| issued a written decision confirming my November 13, 1981,
determination which granted the application. This opinion

contains my findings and conclusions which support the discovery

royalty award to Union and Marathon.

In order to provide a context for the issues addressee
by this decision, a chronological review of all pertinent events
also will be presented. This review covers (1) the geologic
evolution of Cook Inlet and the formation of the features which
produced che hydrocarbons at issue, (2) antecedent federal laws
and regulations concerning discovery royalties and geologic
structures, (3) <che laws and programs adopted by Alaska at
statehood, (4) the leasing and development of Cook Inlet for oil
and gas purposes, and (5) the sequence of discovery royalty

applications and awards considered under the state discovery

ACL .3415-1



royalty program. Finally, thi3 decision will evaluate the

Union-Marathon application and the issues pertaining to it.

l. INTRODUCTION.

On May 9, 1965, Union Oil Company of California and its
partner, Marathon Oil Company ("Union-Marathon"), commenced a
well, Trading Bay No. 1, in Cook Inlet on state lease ADL 18731.
This well was plugged and abandoned the same day because the
surface casing being set in the well parted. On May 10, Union
commenced the Trading 3ay No. 1-A well from the same location.
At the time, the State of Alaska had an incentive program in che
form of a discovery royalty to encourage oil and gas development
in che state. A discovery royalty reduced the normal 12.5Z
royalty rate to 5Z for ten years from the dace of "discovery" for
all production from the lease where a lessee had made che first
discovery of commercial hydrocarbons on a new geologic structure.
Sec. 18, Ch. 30, SLA 1964.— Union-Marathon's Trading Bay No.
1-A well encountered commercial quantities of oil in what became

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

*/ The applicable law at the cine was AS 38.05.1bO(a). The
relevant provisions of this law were first enacted as
subsection 7, section 3, article VIII, chapter 169, SLA
1959, which was amended by section 18, chapter 30, SLA 1964.
Legislative amendment in 1967 fMrmitoA che discovery
royalty program, which was al3oTTshcd in 1969. 1967 Alaska
Sess. L., ch. 91, 5 2» 1969 Alaska Sess. L., ch. 65, § 1.
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royalty for this lease by the Department of NaturalResources

("department”) on August 27, 1965.

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

18731

It is at this point chat che controversy giving rise to
this decision began. Under the law, only one discovery ’eoyalty
could be issued on any new geologic structure found_Ju>—contain
commercial hydrocarbons. 11 AAC 83.215(1) (repealed November 9,
1979).- The dispute has centered around whether che Trading Bay
and McArthur River fields arc separate geologic structures, which
would permit discovery royalty certification of both the Trading
Bay No. L-A and Grayling No. 1-A wells, or are l'oth part of a

single dominant geologic structure, in which case approval of

Formerly 11 AAC 505.745(a).
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Union-Marachon's application on the Grayling Mo. 1-A well would

not be permissible.

On January 26, 1966, the department issued a decision
denying che Union-Marathon discovery royalty application for the
Grayling Mo. 1-A well on the ground chat insufficient information
existed to determine that che Trading Bay and McArthur features
were not part of a single structure. Specifically, department
geologists were concerned thaL shallow productive sand3 might
continuously overlap the larger Hemlock reservoirs on both
features, even chough the Hemlock zones appeared to be separated

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

Although che scant geologic data at the time prevented
a definitive conclusion on che overlap questions, discovery
royalty regulations required chat information in support of an
application be filed within 90 days after the well had been
tested for commercial quantities (which had taken place from
Novemb\e;r 6 -6, 1965). 11 AAC 33.210(c) (repealed November 9,

1979).- The denial was based on che information submitted

within chat 90-day time frame.

On February 14, 1966, Union-Marachon petitioned the

department for reconsideration and interpretation of its decision

*/ Formerly 11 AAC 505.744.



of January 26, 1966, denying <che GrayLing No. 1-A discovery
royalcy applicacicn. Their pecicion was made ac lease partially
in response _to encouragemenc from members of che deparcmenc.
Because of disagreemenc wichin che deparcmenc over procedural and
subscancive quescions relacing co discovery royalties, no reply
was given uncil October 31, 1963, ac which poinc che commissioner
granted Union-Marachon 60 days in which co submit more informa-
tion. On December 30, 1968, Union-Marachon filed additional
geologic information developed during che period since January
1966 and requested <chac che maccer be sec for hearing. On
February 26,. 1970, chen natural resources commissioner Kelly
established a hearing dace of April 17, 1970, but notified
Union-Marachon chat only the information filed or developed
wichin che original 90-day period would be considered. At che
hearing, Union-Marachon submitted more new geologic information,
and thereafter sent che commissioner a letter seating why he
should consider che evidence acquired after che original 90-day
period had expired. On October 7, 1970, Commissioner Kelly
issued a decision denying Union-Marachon's application for che

discovery royalty based on che evidence submitted wichin che

90-day period.

Union-Marachon chen sought review in che superior
court, which remanded che matter co the commissioner for a new
decision, including a statement of che basis for che decision.

On February 17, 1972. che commissioner reaffirmed his earlier

5

A«0 13*1535



decision on che basis chac insufficient information was submitted
within the 90-day period co determine whether or not there were
two separate- structures. Union-Marachon again sought review in

superior court. The court dismissed the appeal, on grounds of

lack of jurisdiction. Union-Marathon chen appealed to che
supreme court which reversed on the jurisdictional issue and
remanded the case for further consi leration. Union Oil Co. of

Cal. v. State Deot. of Mat. Resources. 526 P.2d 1357 (Alaska
1974). On remand che superior court concluded that che commis-
sioner of natural resources could not legally consider che
after-acquired evidence and that the original decision was
sustainable on che basis of che evidence ;ubmitted within the
90-day period. From that decision, entered July 31. 1975,

Union-Marathon again appealed co che supreme court.

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

all the data submitted.



In compliance wich che supreme court:'s order, | firsc
deccrmincd that che 90-day Ilimitation, as applied co che appii-
cancs in thifrcase, was*unreasonable./-\' Thereafter, | received
additional evidence concerning che issue of whecher che Grayling

1-A well was che firsc discovery of oil or gas in a new geologic

scruccure.

Wich che goal in mind of suscaining Commissioner
Kelly's decision, several officials of che Alaska Deparcmenc of
Law (including chen deputy attorney general Wilson L. Condon and
chen assiscanc accorneys general Susan A. Burke and Jeffrey B.
Lowenfels) undercook an extensive effort co gather evidence which
would challenge <che validity of Union's and Marathon's claims.
As pare of this effort, chey traveled extensively chroughouc che
United Scaces and conduccea numerous interviews wich federal
officials employed by che Uniced Scaces Deparcmenc of che Interior,
including che Uniced Scaces Geologic Survey ("USGS"), who were
intimately familiar wich implementation of che federal discovery
royalcy program and che concept of a "known geologic scruccure of
a producing oil and gas field" ("KGS"). |Interviews were conducted
wich Interior official in Washington, D. C., and USGS officials
in Langley, Virginia; Casper, Wyoming; Denver, Colorado; and Los
Angeles, California. Among chose federal officials interviewed

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

* See Part VI of this opinion.



Branch of USGS and author of USGS Circular 419, which purported
to codify USGS practice in administering the KGS system. Inter-
views were also conducted within Alaska with state officials from
the departments of Revenue and Natural Resources who were familiar

wich che state's discovery royalty program.

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

contains copies of che relevanc affidavits (Appendix D). Volumes
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Il - VII are an extensive compilation of che correspondence and

ocher documents which are summarized in Volume 1.

Beginning March 13, 1960, | held a hearing co enable
che applicancs co submic addicional evidence in support of cheir
application. In preoaracion for chac hearing, | had reviewed che

following materials:

1. che Summary of Documents and appendices;
2. che documents referred co in che summary g
3. a videotape of a deposition of Emnecc A. Finley

and che exhibits submitted ac chac deposition;

u. che maps submitted in support of che applications
fcr discovery cercificacion of Union-Marachon's Trading Bay State
No. 1-A well, Union-Marachon's Kuscacan No. 1 -and 1-A wells,
Aclancic Richfield's Wesc Foreland Unit No. 3 well, Texaco’s
Trading 3ay No. 1 and 1-A wells, and che Grayling No. 1 and 1-A

wells;

5. information subnicccd in support of che applica-
tion for discovery well cercificacicn of Aclancic Richfield's
Trading Bay Scace No. 1 well, including: che baroid mud log and

dual induction lacerolog subnicccd wich the affidavit of

ijC  13<.1S".9



establishment of priority as co time and dace on June 7, 1967,
che materials submitted co che Oil ana Gas Conservation Committee
on September-27, 1967, co establish a separace geologic scruc-
cure. including an evaluacion of che mechanical logs (Exhibit 1),
a scruccure contour map (Exhibit 2), a struccural cross section
-- A-A* (Exhibit 3), completion information drafted on an ele'c-
cric log (Enclosure 1), and a core analysis -- cores 1-10 (Enclo-
sure 2); additional information supporting che application
transmitted on December 30, 1968, including a structure contour
map (Exhibit 1), an east-west cross section -- A-A" (Exhibit 2),
and an east-wesc cross seccicr. -- 3-B° (Exhibit 3); and exhibits
presented ac che hearing before che commissioner of natural
resources on April 16, 1970, including a struccural contour map
of che Hemlock formation in che Trading Bay and North Trading 3ay
fields (Exhibit 1) and a struccural concour map of che Hemlock
formacion showing producing crends in che Cook Inlet Basin

(Exhibit 2);

6, all materials submitted by Union-Marachon through
March 13, 1980, including che "blue box" and accompanying
geologic reports; the light blue folders submitted at che
April 17, 1970, hearing; and Volume 111 of che green folders,
dated September 28, 1979, including che redrawn maps which were

submitted later; and

7. all available information from “Union-Marachon's
Trading Bay State No. 2 and No. 3 wells which were drilled in the

10-
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Lace summer of L965 and Union-Marachon's A-20 v/elL drilled from

their Monopod PLacform on July «, 1977.

Also in preparation for che hearing, | interviewed Tcm
Marshall, a petroleum geologist formerly employed by che scacl:e
Oil and Gas Conservacion Commiccee. regarding scace administra-
tive practices relating to discovery royalty applications and his
understanding of Cook Inlet geology; William Van Alen, a petroleum
geologise from che Alaska Oil and Gas Conservacion Commission, on
che scructural history of the Trading Bay area; and William Van
Dyke, a reservoir engineer employed by che division of minerals
and energy management, regarding his incerprecacion of che well

daca in scace files and Union-Marachon's incerprecacion of chac

daca as depicted in cheir exhibits.

Ac che hearing testimony was given by Thomas Wilson,
Jr. , who worked as a geologise for Marathon Oil Company and had
participated in joinc Union-Marachon exploratory work in che Cook
Inlet area since 1958 (he discussed the results of Marachon's
exploratory and drilling work in che Trading 3ay and McArthur
River fields from 1959 through 1965); Richard A. Lyon, who worked
as che Alaska District Exploration Manager for che Union Oil
Company from 1963 through 1966 (he gave his perceptions of
Alaska's discovery royalty program and its impact on Union's
early exploration efforts in Alaska); Robert C. Warchen, who

worked as a geologist for Union Oil Company -(he presented a

~11-
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compilation of all geologic inforrlnation collected in che area by
Union and Marachon co dace, including updaced geologic informa-
tion noc previously submitted Co che scace); Kenr.ech Zerda, a
reservoir engineer for Union Oil Company (he compared che reser-
voir characceriscics of che McArchur River and Trading 3ay
fields); Gerould H. Smith, a geochemisc employed by Union (he
compared che geochemical characceriscics of che oil found ac
Trading Bay wich che oil found ac McArchur River); Ed Hall, a
geologise from Union (he presented maps he had prepared based on
examples of KGSs he had collected from several USGS offices);
Charles M Schwartz, a geologise in charge of Union’s exploration
and production activities in Alaska (he compared the physical
characceriscics of che two fields and hypothesized regarding che
struccural growch of these areas); and Joseph David "Red" Cerkel,
Jr., a retired geologist who had served as chief of che Minerals
Classification Branch of che USCS. Tom Cook, chen director of
che division of minerals and energy management; K. Daniel Hinkle,
Marachon Oil Company's attorney; and Arden Page and John Sedwick,

Union Oil Company's attorneys, also attended che hearing.

On April 23, L981, | cook testimony from William Van
Alen, who gave a presentation on che geologic history of the Cook
Inlet sedimentary basin and formation of the ancestral Trading
Bay anticline (summarized in Parc Il of this opinion) and Thomas
R. Marshall, who discussed che application of the Greater Trading

Bay Structure concept to the award of discovery-royalcies by the

=12-
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Oil and Gas Conservacion Committee. Also present were Assistant

Attorney General Michael E. Arruda, Mr. Page, and Mr. Sedwick.

As a result of the efforts of the Department of Law and
Union-Marathon, examination of «che issues in this case was
extremely thorough. For the reasons sec forth in my decision,
however, | determined that this matter should be resolved in

favor of the applicants.

More specificaily, | determined chac there is suffi-
cient subsurface information to determine chac che McArthur River
feature, on which che Grayling 1-A welLl 1is located, is not
overlapped by che previously certified Trading 3ay feature and,
furthermore, is a separate geolLogic scruccure wichin che meaning

of chen applicable 11 AAC S3.2C0 and 11 AAC 33.205(2) (repealed
x|

November 9, 1979).- On this basis, che application for
discovery well <certification of che Grayling 1-A well was
granted.

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

The Trading 3ay and McArthur River geolLogic features

which are the subject of this case are located wichin che Cook

Inlet sedimentary basin, a major oil and gas province.

*/ Formerly 11 AAC 505.74 and 11 AAC 505.741(b7\ respectively.

-13-
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PAGES 13-22 ARE AVAILABLE FROM KEN BOVD, DNR/DO&G. THESE
PAGES CONTAIN GEOLOGIC INFORMATION FROM THE EARLY
JURASSIC PERIOD TO THE PLEISTOCENE PERIOD.

A SUMMARY OF THESE PAGES IS ON PAGE 23, WHICH FOLLOWS THIS

PAGE.



[N Summary

In summary, che Cook Inlec 3asir. as we knew i: coday
began wich che deposicion of wvolcaniclascic tnacerials (che
Talkeecna formation) nearly 200 million years ago. Appro:cicacely
175 million years ago, sedimencs and organic maccer were deposiced
in Che Tuxedni Group, which became che source rock for nose of
che hydrocarbons in Cook Inlec. Over che succeeding 100 million
years, addicional coarse materials were deposiced in che area
which experienced che alcerr.acing uplift and subsidence, moun-
tainous fornacicn and folding conducive co generating che lateral
and vertical compression and geothermal heat required for che
formation of pecroleum hydrocarbons in che Tuxedni source rock.
Ac or slightly before che beginning of Tertiary time (65 million
years ago) and thereafter, che area experienced (1) dovmwarping
of che Cook Inlec crough exposing che westward and eastward ends
of the Tuxedni source rock and forcing che migration of oil
upwards; (2) che creation of che present day Alaska, Chugach and
Kenai mountain ranges, creating a further deposicional environ-
ment in Cook Inlec beginning wich che Larinide revolution; (3)
deposition of sedimentary materials constituting che West
Foreland formation and the Kenai group, which became che reser-
voir rock formations receiving upv/ara migrating oil from che

exposed Tuxedni source rock; (4)general easc-wasc folding of

-23-
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stracigraphic layers in che Cook Inlec Basin caused by moun-
tain formation and <che wunderchruscing of «che North Pacific
Oceanic Place, initially establishing norrh-souch #nciclines
which became encrapping mechanisms for hydrocarbons and, through
further foldings, steepening <che flanks of those anticlines
(including Trading Bay) to che point chac reverse faulting
occurred; (5) che counterclockwise rotational movement of che
Alaskan (North  American) Continental Place and subjacent
thrusting of «che North Pacific Oceanic Place causing right-
lateral scrike-slip faulting along major regional faults (for
example, tho Castle Mountain fault) and similar movements along
subordinate faults (for example, che Bruin Bay and Trading Bay
faults). The last of these forces caused che upper portion of
what was once a single Trading 3ay anticline co migrate eastward
approximately three and one-half miles. Therefore, through che
composite action of folding, reverse faulting, normal faulting
and scrike-slip faulting occurring over che past 25 million
years, che Trading Bay anticline has evolved from a simple fold
into a complex scruccure wich che Trading Bay field portion

offset from che McArthur River Field portion.
I11. ANTECEDENT FEDERAL LAWS AND REGULATIONS.

Alaska statutes and regulations adopted ac statehood
provided for a discovery royalty co be awarded to a lessee that

was che firsc to encounter commercial quantities of oil and gas

.24 -



on a new geoLogic scruccure. Neither che concepc of a discovery
royalty nor of using che term "geolLogic scruccure™ for oil and
gas regulacory purposes was wichouc precedenc. The cerm "KGS"
had been used by che USGS since L920 co decernine whecher Land
would be leased competitively or noncompecicively for oil and glas
purposes. From 1937 co 1958, che cerm "geologic scruccure” was
used for purposes of escablishing reduced royalties on
noncompetitive leases under regulations implementing che Alaska
Oil Proviso of che Federal Mineral Leasing Acc of 1920.

Therefore, che use by federalofficials of che cerm "geologic
scruccure™ and che federal discovery royalty provide some
background for incerprecacion of chc provisions of Alaska law

contesced in this case.

*/ A discovery incentive program was iniciaced by che
federal government in 1942 co encourage pecroleum
discoveries in <che interest of national defense. This

program, authorised by che so-called O'Mahoney Amendment to
che Mineral Leasing Acc on December 24, 1942, Pub. L. No.
832, Stac. 1080 (1942), placed a 12% percent ceiling on
royalty races for discoveries of a "new oil or gas field or
deposit.” The amendment had che effect of reducing
royalties cn oil anc gas production. The federal programi
was, in many ways, much ea.ier co administer chan che
scacc's "new geologic structure” program because it was
administered in a way that Jlooked only co whccher a,
discovery was made in a new "deposit." See Appendix 1. The-
concepc of a separate field or deposit is much more easily
defined chan chc concept of a separate geologic structure.
The United States Deparcmenc of the Interior n5<7er adopted
specifications <co administer this program until it was
further amended in 1946. The six diagrams in Appendix 1 of
this decision entitled "Possible Interpretations Under Acc
of December 24, 1942." clearly illustrate how chc program
was in fact administered. ~
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A Compecicive-N'onr cmpecicive Leasing Determinations.

In 1920 Congress passed the Federal Mineral Leasing
Acc, 41 Scat. 137 (1920), which was che organic scacute governing
oil and ga3 leasing in che Uniced Scaces. Under che acc, land
could be leased for oil and gas purposes either competitively or
noncompecicively. The law required chac land be leased compeci-
cively if ic were located on a KGS. From chen on, USGS geolo-
gises followed petroleum exploration accivicies in che Uniced
Scaces. drawing and piacring KGSs as new discoveries were made.
Oil and gas rights co land noc covered by a KGS could be obtained

noncompecicively.

Although che USGS plocced hundreds of KGSs over che
years after 1920, no regulations defining a KGS were adopted
until 1970. In 1959, however, Emmect A. Finley authored a
document entitled, "The Definition of Known Geologic Structures
of Producing Oil and Gas Fields"” (Circular 419).. This document

was considerec che principal reference in making KCS determina-

tions .

B. Discovery Royalties.

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

rirod the secretary of chc Uniccd Scaces Department of the

-26 -
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Interior co establish special Lowered royalty rates on leases
issued in the State of Alaska in order to encourage oil and gas
development in this frontier area. Although regulations imple-
menting che Alaska Oil Proviso were amended several times (which
usually changed <che lowered royalty formula), by 1950 th%y
provided for payment of a 52 royalty (compared co che normai
12.5") for ten years following the dace of discovery by any
lessee chac made the first discovery of oil or gas in commercial
quantities in a new geologic structure. The Alaska Oil Proviso
was virtually identical co a provision of che discovery royalty
statute enacted by che Alaska legislature in 1959 except that the
Proviso applied to noncompetitive land only. The Alaska Oil

Proviso was repealed in L958.

In summary, at the cime of statehood, che cerm "known
geologic structure” had been wused by che USGS «r\nce 1920 to
determine whether Jland would be leased competitively or non-
compecitively. Durir.3 che same period, che -term "geologic
structure ' had been wused for purposes of awarding discovery
royalties under che Alaska proviso, but on noncompetitive leases

onlv.

IV. DEVELOPMENT OF A STATE DISCOVERY ROYALTY PROVISION.

Because <che territorial government had no land to

manage, territorial land officials had liccle~’experience wich
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land management, including oil and cas leasing. Wich the ap-
proach of statehood, these officials began the massive prepara-
tion necessary for che transition from territorial status and the
problems which statehood would bring, including problems asso-
ciated wich the receipt of immediate title to 45 million acres of
tide and submerged land and che selection of 103,350,000 acres of

upland.

In order co assume their new responsibilities, territo-
rial officials began developing programs for <che selection,
management, ana disposal of scace land and its resources.
Special attention x"as given co che leasing and management of land
containing oil and gas resources because of its potential for
generating revenue for the cash-poor scace. The major concern
was development of a well-conceived leasing program which would

avoid land speculation in areas of oil and gas potential.

During the two years before statehood, there was
continued activity by territorial officials debating the provi-
sions to be included in the Statehood and Alaska Land acts. Much
of che discussion centered on the extent co which che scace would
competitively lease Iland wich oil and gas potential. Although
che territorial land board recreated from its initial proposal co
competitively lea il sedimentary basins, their final proposal
required competitive leasing on a broader scale chan che federalv

acc had. There also was considerable discussion regarding
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adoption or a discovery royalcy program by che scace. The oil
industry advocaced ics adoption on che ground chac che federal
royalcy program had accracced the industry co Alaska in che firsc
place.
|
The Alaska Land Acc passed in 1959. Unlike che federal
acc which Ilimiced compecicive oil and gas leasing co land con-
taining a KGS, che scace acc required compecicive leasing on land
known or believed co concain oil or gas. The scace acc also
contained a discovery royalcy provision virtually idencical co
che cerms of che Alaska Oil Proviso. Under this provision a
lease holder chac drilled and made che firsc discovery of oil or
gas in commercial quancicies in a geologic scruccure could be
rewarded by paying a discovery royalcy of only five percenc of
che value of oil and gas excracced for che firsc cen years, afcer i
which che normal race of 12% percent was applicable. The new
scace oil and gas leasing form also contained a provision which
repeaced verbacin che discovery royalcy provision included in che

Sscace acc.

V. IMPLEMENTATION OF THE STATE'S DISCOVERY ROYALTY PROGRAM i
THE COOK INLET REGION.

A Early Leasing Activity.

Although Alaska received a large entitlement of land ac

statehood, this was a nonliquid asset. The scace was cash poor
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and unable <co aclequacely operate che government and provide
essential public services. To obtain che revenue needed co run
Che new scace, scace officials quickly began implementing pro-
grams which would generate cash from che land. High on cheir
list of activicies was oil and gas leasing, as evidenced by che
quick succession of legislation (che Alaska Land Acc was signed
on May 2, 1959), regulations (effective September 15, 1959), and

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

From 1959 through 1966 che scace conducted 17 comped-
tive oil and gas lease sales. All major oil discoveries and most
major natural gas discoveries in Cook Inlet were made on leases
sold at che sevench and ninth lease sales (held on December 19,
1961 and in July of 1962, respectively). Virtually all subse-
quent discovery royalcy determinations involved leases sold in

chese cvo sales.

Most land opened by che scace for oil and gas explora-
tion, development, and production activities in the upper Cook
Inlet area was leased by a small number ofoil companies in
combination. Pan American Petroleum Corporation and its partners
(che Pan American group) leased by ¢ar che greatest amount of
acreage in che sevench and ninth competitive lease sales. The
SRS group (consisting of <che Shell Oil Company, che Richfield Oil
Company, and che Standard Oil Company of California) acquired che

second largest amount of acreage. Union "Oil  Company  of
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California and Marachon Oil Company, as partners, acquired four
leases in chese sales and a fifth by assignment. Union also

acquired an inceresc in two ocher leases in partnership wich

Mobil. Texaco and Superior cogecher obtained three leases.
Aclancic Refining Company obtained eighc leases. 9
B. Initial Exploratory Efforcs Affecting Land in che

Se.ench and Minch Compecicive Oil and Gas Lease

Sales.

Given che large amount of land leased by the Pan Am
group and che SRS group in che sevench and ninch compecicive oil
and gas lease sales and che close proximicy of chese leases to
one anocher, it was likely chac chese two groups would compete
for discovery royalcy awards if oil or gas werefound in che
area. During che summer of 1962, even before che ninth lease
sala was held, four wells (two by che Pan Am group and two by che
SRS group) were commenced co cesc che pocencial of che leases in

this area.

On May 15, 1962, the Pan American group spudded its
Middle Ground Shoal State Mo. 1 well from a drilling barge on
lease ADL 17595 in the area now known as che Middle Ground Shoal
Field. This well blew out oneweek lacer whileit was being
drilled ac a depth of 1,132feet. It was brought under control

on che same day. While being drilled at a depCh of 5,216 feet,
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che well blew ouc again upon encountering a high pressure gas
zone. The well remained ouc of concrol for 45 days, and a larce
gas flow erupted through che inlec floor 700 feec from che well.
During this period Pan Am pumped inco che well 25,265 barrels of
mud and lose circulacion material, 16,430 sacks of cemenc, 975
sacks of Cal Seal, and a large quancicy of diesel gel cemenc,
copped off byburlap sacks, parachutes, gravelL, sand, and saw-
dusc.Finally, on July 25, 1962, che well was controlled. Ic

was chen plugged and abandonei.

On,May 30, 1962, Shell, as operacor for che SRS group,
spudded a well, Scate No. 1, on lease ADL 17582. This well was
drilled roughly halfway between whac is now known as che Middle
Ground ShoalField and Cook Inlec Gas Field. The well was
drilled co a depth of 14,401 feec and compleced on Sepcember 14,
1962 . Alchough shows of oil were found in various tescs of che

well, no commercial discovery was made.

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

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

controlled by pumping salt water down the relief well.

Gn April 19, 1962, at an onshore location on a federal
lease adjacent to lease ADL 17599, the Standard Oil Company qf
California, as operator for the SRS group, spudded a well. The
well was tested on December 1, 1962. On December v, Standard
announced that it had discovered what became known as che Beluga

River Gas Field.

C. Development of che Discovery Royalcy Regulations.

The drilling of chc four wells describee above led
representatives of the Pan Am group and che SRS group to ask che
department about the policies and procedures for making discovery
royalty awards. The state, as lessor, and che oil companies, as
lessees, were all faced wich <che sane problem: neither che
statute authorizing discovery royalcy awards, the regulations
adopted <co implement <che scacuce, nor che scace lease form
defined what was meant by the terms "firsc discovery,” "commer-

cial quantities,” or "geologic scruccure.”

The need co define che terms "first discovery” and
"commercial quantities™ was brought co a head by che advent of
Pan Atn's two blowouts. This situation made plain chac che scace

had implemented a discovery royalcy program without adequately
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considering the praccical problems which materialize after a
program is pur. into practice. After four wells had been drilled,
the department began to attempt to untangle che confusion which
the lack of specifics in the regulations had created. There
followed extensive exchanges of memoranda, position papers, and
other communications among members of che department, oil com-
panies, and the Western Oil and Gas Association as they attempted
to work ouc acceptable solutions. Concurrently, Pan American
applied for discovery royalcy awards for leases covered by che
two wells that had blown ouc che previous summer, and SRS applied
for a discovery royalty for che gas discovery in their 3eluga
River well (Appendix o summarizes all scace discovery royalcy
applications in Cock Inlec). While che department did not want
co make hasty discovery royalcy awards, state officials were also
concerned that drilling races would result from che department's
failure co answer essential questions on discovery royalty awards
where there was mixed ownership of leases over a potencialL
scruccure.

Furcr.er confusion occurred wichin che deparcmenc
because of differing views on the problems caused by che absence
of detailed discovery royalty regulations. While aware of the
problems relating co the definitions of "firsc discovery,”
"commercial quantities,” and "geologic scruccure,” the commis-
sioner's office was also concerned about whether a discovery
royalcy award applied co all production from wichin che lease
all production from only a particular pool or interval, or all
production frcm wichin che exterior boundaries of che discovery

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

v

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

involving this term h?d not yet arisen.

A hearing was heLd in June of L963 co consider new
department draft regulations put ouc ac the end of May. After
che hearing some revisions were made. The final regulations were
filed in July and became effective in August. Those regulacitns

read as follows:
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505.73 Royalty.

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

505.74 Discovery Lease.

Any operator who by time and dace first
encounters sufficient evidence of oil and/or

gas in a particular geologic scruccure
covered by any State oil and gas lease co
cause said operator diligently to continue in
good faith testing, reworking, drilling or

ocher operations on said lease, whether in
the same hoLe or ocher holes, in an effort to
establish production of oil and/or gas in che
same structure shall be qualified for a
discovery weii certification under the terms
of said scace Lease should he complLete a welLL
and establish production in commercial
guantities in che same zone in which oil
and/or gas was firsc encountered.

505.741 Definitions.

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

(a) "Discovery" shall be che firsc accept-
able evidence in a drilling well of che
existence of oil and/or gas which can be

produced in commercial quantities after well
completion.

(b) "CeclLogic Structure"” shall be any
structural and/or scratigraphic entrapping
mechanism containing one or more intervals,
zones, strata, formations, or fault blocks
which has che necessary physical characceris-
cics to accumulate and prevent the escape of
oil and/or gas. It is intended that chc
meaning shall be similar co that as used by
the United Scaces Geological Survey in che
administration of che Federal Mineral Leasing
Acc of February 25, 1920 (41 Stac. 437) as
amended.
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(u)  "Corr.pi.ened Well" shall be a well which
is cased, controlled and in which all under-
ground work in connection therewith has been
finished and such well is capable of produc-
ing oil and/or gas.

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

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

market were available.

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

505.742 Establishment of Priority as to
Time and Date.

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

ations in an effort co complete a well in rhe
discovery zone so chac such woll can be
tested for potential oil and/or gas produc-
tion in commercial quantities. Such state-

ment must include the time and date of first
discovery, the exact location of che well
concerned, the precise interval of discovery
and the Alaska Division of Lands lease number
on which said welLL is located. Such state-
ment should be furnished co che Committee as
soon as possible, but r.oc later chan thirty
(30) days after <che date claimed for che
discovery.

505.7i3 Establishment of Commercial Quanti-
ties . ~

To escablish and prove oil and/or gas in
commercial quantities, operator must: (a)
Concucc a pcccncial test of che discovery
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zone wichin one year after completion of a
discovery well, (b) Notify che Committee or
its designated representative five days in
advance of such scheduled potential test and
furnish transportation (if requested) for a
designated representative of the Committee co
witness such tesc. The Committee may ac its
option or ac chc option of its designated
representative waive che witnessing o*f che
tesc and require sworn evidence to establish
results of said tesc. Any such sworn evi-
dence shall be delivered to che Committee or
its designated representative within thirty
(30) days after such test.

505.744 Establishment of Geologic Struc-
ture .

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

Committee which will enable it to determine
che geologic structure from which the oil
and/or gas is being produced. This may

include but 1is not Ilimited co, geophysical
data, total depth, casing records, perfo-
ration daca, electric logs, drilling and mud
logs, ~core analyses, sample cuttings and

sample logs, and che operator's interpreta-
tion chereof, together wich any ocher records
and interpretations che operator deems

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

505.745 Certification After Compliance and
Application.

Attar compliance wich Sections 505.742
through 505.744 inclusive, che operator may
apply <co the Director for discovery well
certification. Wichin ten (10) days of
receipt of such request che Director will
publish notice of such application allowing
thirty (30) days for any interested party co

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

(70) days after che receipt of an applica-
tion, either certify the well as in (a) or
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deny che appiLeacion as in (c) of chis
seccion. If any procesc or objeccion is made
ic muse be submicced in writing co che
Director wichin che specified chircy (30) day
period. After receipt of said procesc or
objeccion che Director will advertise and
hold an open public hearing in accordance
wich che Alaska Land Acc (AS 38.05) and in
accordance wich the Alaska Administrative
Procedures Act (AS 44.62.300 - AS 44.62.630).
Wichin thirty (30) days after such hearing
che Director will do one of che following.
(a) Certify che well in question a first
discovery well which has established oil
and/or gas in commercial quantities in (name
geologic structure) as of (time) on (dace),
ana specizy cne aace of commencement or che
10 year 5 per cent discovery royalcy cerm
which dace shall be che first or che next
succeeding month from che established dace of

initial discovery. After discovery weil
certification, no ocher well. regardless of
when drilled, shall be eligible for

consideration for <certification as co the
same geologic structure.

(b) Continue che hearing ac a later specified
dace.

(c) Deny che application for discovery well
certification.

505.746 Cancellation.

Ac any cime arcer discovery well certifica-
tion should any information supplied to che
Committee be later proven false or erroneous
and such information would affect the -deci-
sion of che Director co che extent chac che
original application for certification would
have been denied on such basis, che certi-
fication shall be immediately revoked. Such
action also may be taken when ic is deter-
mined that error was caused by failure to

disclose full and complete knowledge avail-
able co che operator ac che cine of applica-
tion for certification. After such certi-

fication 1is revoked royalty payment of 7 1/2
per cent on production theretofore shall be
immediately due and payable and 12 1/2
per cent royalcy on all subsequent production
shall be paid. Should che royaLcy due not be
paid on demand, che Scace shall cake legal
steps to cancel the lease involved.
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505.747 Termination.
In che evenc or cne termination of a dis-
covery Lease for any cause, che 5 per cent

discovery royaLcy terminates and will not be
allowed or reinstated on che same geolLogic
scruccure.

5C5.748 Five Per Cent Discovery Rov.iltv.

A "Firsc Discovery Well Cercificacion ' shall
secure che 5 per cenc royalcy rights for the
holder of che Stace lease on which such well
is locaced on all production from all zones,
strata, formations and structures wunder and
wichin che exterior boundaries of said lease.
If ac any time before or after discovery well
certification, che Stace lease cn which such
well is Locaced is subject co or made a part
of any developmenc unit, pooling or consoli-
dation <concracc. che 5 per cenc discovery
royalcy race shall apply only co che produc-
tion allocated <co said lease under such
agreement.

In 1973 chc state's discovery royalcy regulations were?”
recodified. 11 AAC 84.152 -- 11 AAC 84.168 were che discovery
royalcy provisions applicable co compecicive leases and
11 AAC 84.407  -- 11 AAC 34.422 were che discovery royalcy
provisions applicable to noncccpecitive leases. In 1974 chese
two secs of regulations were combined into one sec of discovery
royalcy provisions generally applicable co all oil and gas
leases, 11 AAC 83.200 -- 11 AAC 83.230. These regulacions were

repealed on November 9, 1979.

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

Middle Ground Shoal Discovery Royalcy Award.



In May of 1963 theSRS group spuddeda well in chc
Middle Ground Shoal area immediately to che south of the lease on
which Pan An had drilled the gas blowout the previous year and
for which Pan Am and ics partners had been awarded a discovery
royalcy in January. The firsc day the new regulations on dif-
covery royalties were in effect, SRS filed an affidavit of firsc
discovery based on encountering oil sancs in various intervals in
che area. Their applicacicn was denied by che department in

December of 1963.

SRS requested reconsideration by <che department and
concurrently filed a document claiming chac Pan Am's discovery
award wasnoc vaiid because che well was a blowout and, there-
fore, ought cobe revoked. Several documents were filed on both

sides.

The department issued a decision in May of L965 uphold-
ing che originaldiscovery royalcy award co Pan Am and denying
Shell's petition. This matterwas then appealed co chc courts.
In 1969 che Alaska supreme court upheld che deparcmenc's deci-
sion. Pan American Petroleum Coro, v. Shell Oil Co.. 455 P.2d 12

(Alaska 1969).

E. Discovery Royalty Awards for North Cook Inlec,

Beluga River, and Falls Creek.
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l. North Cook Inlec award.

On"November 12, 1962, the dace Pan American had applied
for discovery award for chc Middle Grouna Shoal No. 1, Pan Am
also applied for a discovery award on ADL 17589 on che basis of
che Cook Inlec No. 1 blowouc. The deparcmenc decided noc co acc
on chis application until after che discovery royalcy regulations

went into effect.

In August of 1963 (after che new regulations became
effective) , Pan Am was informed chac a pocencial tesc co verify
che existence of commercial quantities would be required. No

testing was possible until che summer of 1964.

In the interim Shell protested any award of discovery
benefits co Pan Am for the Cook Inlet No. L weil and spudded a
well on the lease immediately to the north of the lease where Pan

Am had drilled chc Cook Inlec No. 1 and No. 1-A wells.

In June and July of 1964, chc Cook Inlec No. I-A well
was tested by Pan Am. In December of 1964, Pan Am was granted a
discovery royalty for lease ADL 17589 based on the discovery made
in chc Cook Inlet No. 1 well and che potential test of che Cock

Inlec No. 1-A well.

2. Beluga River and Fails Creek awards.



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

over this application at the same cime as the deliberations on

che adoption of che discovery royalcy regulations were occurring.

In May of 1963 che SRS group applied for a discovery
royalty tor lease ADL 00590 on the basis of the gas riiccovprv
made in che Falls Creek Unit Number 1 well in April of 1961.
‘rthen che department decided co defer action on both che Fills
Creek and Beluga River applications wuntil after the discovery
royalty regulations were adopted, The SRS group objected chac ic

was being created unfairly.

In September and October of 1963, che SRS group reap-
plied for Bp’uga discovery certification. Ic was awarded on che
same day chac the SRS application for che Middle Ground Shoal oil

discovery was denied.
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In December of 1963 an application was submitted for

the Falls Creek Lease. Ic was processed underthe r.ew regu-

lations, and a discovery royalty award was made on February 18,

1964.
|
F. Application for and Award of Discovery Royalcy
Certifications in the Trading Bay, McArthur River, and

Nicolai Creek Areas.-

1. Introduction.

In 1965, for <che firsc tine, offshore wildcat wells
were drilled along the west shore of Cook Inlec on leases issued
during the seventh and ninth competitive lease sales. Mobil and
Union drilled che Granite Point No. 1 well on lease ADL 18761
from April 5, 1965, co August 5, 1965. The well resulted in
discovery of the Granite Point oil field. The companies applied
for Idiscovery royalcy for the lease, which was awarded on

September 14, 1965.

*/ A map depicting che cop of che Hemlock gelogic formation and
illustrating app .cations for discovery royalcy awards in
che Trading Bay and McArthur River areas is attached to this
opinion as Appendix 3. Appendix 2 should be referenced co
locate chc Nicolai Creek area for which a discovery royalty
award was also sought.
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During chis same drilling season Union (on behalf of
itself and its co-lessee, Marachon) drilled four wells in che
Trading Bay-McArthur River area. These wells and others which
followed encountered oil in almost every instance in reservoirs
contained in the Hemlock formation, which also contained thle
major oil reservoirs in che MiddLe Ground Shoal and Swanson River

fields.

A number of exploratory wells were drilled in che
Trading Bay-McArchur River area during the 1966 drilling season.
Filings for five of these wells were made with che state, which

initiated the discovery royalty certification process.

2. Application for and award o: a discovery royalcy
certification for che Union Traaing 3av Mo. L-A

well.

On May 9, 1965,Union, on behalf .of itself and
Marachon, spudded che firsc well on lease ADL 13731. The well
(Trading BayMo.1) was drilled co a depth of 747 feec. The
casing parted ac a depcn of 126 feec while it was being sec in
che well, and the well was plugged and abandoned. On May 23,
1965, Union spudded another well from che same location, Trading
Bay No. L-A. In drilling chis well Union discovered oil in che
Trading Bay field. The well was completed ac a depth of 6,832
feec on June 25, 1965. —
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Union and Marathon applied for a discovery royaltv for
lease ADL 1S731 based on this discovery. The department found
that Union and Marathon had adequately established a discovery
dace of May 23, 1965, and that the potential tesc conducted on
June 17, 1965, had established that the Trading Bay No. 1-A well
was capable of producing commercial quantities. The department
also found chat che Trading Bay feature was a separate scruccure.
The application for chis discovery award was processed and

certified on August 27, 1965.

3. Application for a discovery royalty certification

of che Grayling No. 1-A well.

Union and Marachon drilled two more wells from lo-

cations on lease ADL 18731 after che Trading 3ay No. 1-A dis-

covery. In che late summer of 1965 the drilling barge which had
been used c¢o drill <chese wells was moved to lease ADL 17594
immediately co che south, also a Union-Marachon lease. Union

commenced the Grayling No. L well here on September 2, 1965. As
a result of mechanical problems enccunccrcd in che early stages
of drillin':, che well had co be plugged and abandoned ac a depth
of 817 feec.

Grayling No. i-A was commenced immediately and tested
for commercial quantities from November 6 <co November 8, 1965.
An application for discovery royalcy certification was submitted

on November 15 and amended on November 19. O0Q and gas sands
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were encountered intermittently in this well iron depths of 3,305
feet to 9,770 feec. including a 400-fooc pay interval from 9,370

co 9,770 feec in che Hemlock cone.

The department found chat the date of discovery for chle
Grayling Mo. I-A well was October 24, 1965, and that commercial
quantities had been encountered within c¢he Hemlock zone. How-
ever, for che firsc cime since che discovery royalty program was
commenced, there was a serious question as to whether the dis-

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

issued on January 26, 1966, concluded:

Insufficient subsurface information exists co
determine chac the McArthur River feature on

which the Grayling Mo. I1-A well is located is
not overlapped by che previously certified
Trading 3av geologic feature. Thus, che well
does not satisfy che requirement for being a
discovery well on a geologic scruccure
previously wuncertified, and the application
on che Crayling Mo. 1-A well is hereby
denied.

On February 10, 1966, a meeting took place in Anchorage
between Union-Marachon officials and deparcmenc officials to
discuss che decision denying Union-Marathon's request for dis-
covery certification. In one meeting Tom Marshall of the
division of mines and minerals cold Union-Marachon officials thac
he was concerned about the possibility chac shallow productive
sands continuously overlaid both <c¢he Trading Bay scruccure and

the Grayling structure. Marshall also <cold one of <che oil

47-

AJU 13*lo0O/



company representatives that his view of che McArthur River
application relied heavily on che "dominant structure conceoc"
referred to tn USGS Circular 419. Another meeting was held wich
Erie Mathis, chief of che minerals section of the division of
lands, who encouraged Union and Marathon to request time co
submit additional evidence. f

Or. February 14, 1966, Union filed a document wich the
division of lands entitled, "Petition for Reconsideration and
Interpretation of Decision of <c¢he Director of <che Division of
Lands Dated January 26, 1966, in <c¢he Matter of Discovery Well
Certification Grayling Mo. 1-A well -- ADL 17594." In chis
petition Union requested <chac applicable regulations be inter-
preted to permit Union <c¢o ‘.ubmic additional and supporting
information ac a later <cime c¢r co allow reconsideration by che
director of his decision on <c¢. ¢ basis of additional supporting
information <chen available, including wevidence satisfying the
criteria used for che determination of geologic structures by che

USGS in administering the Miner .1 Leasing Acc of February 25,

1920.

Erie Mathis prepared a proposed decision responding co
Union's petition. He conferred with Tom Marshall about it before
sending ic <co the commissioner. The proposed decision denied

Union's request for reconsideration on che ground that che
state's oil and gas leasing regulations would not permit ic.

However, chc proposed decision permitted Union <c¢co submit any
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additional supporting information and authoriced an award of
discovery royalty if that information established that Grayling
No. 1-A was -on a separate geologic structure. This proposed

decision was never issued.

Beginning on February 16, 1966, Ton Marshall provided
Jin Williams, director of che division of mines and minerals and
chairman of che Oil and Gas Conservacion Committee, wich a series
of reports regarding his February 11 meeting wich Union-Marachon.
In chese reports Marshall seated thac che ciscussicn was limiced
co che scace's incerprecacion of the definition of geologic

structure and chac USGS Circular 419 was che principal basis used

for determining geologic scruccure. He ouclined a number of
problems regarding the definicion of geologic scruccure,
including che complicating effects of scracigraphically

controlled production, dominant scruccure. trends of folding, che
incerprecacion and accuracy of seismic records, and che absence
of subsurface daca.

In  his reports Marshall reiterated thac che main
problem wich <c¢he Grayling application was the occurrence of
undefined scracigraphic traps in che shallow horizons. He felt
chac ic would be a mistake co award a discovery royalty for che
Grayling well before c¢hc excenc and concinuicy of chose <craps
were known. He mentioned che ocher problem of determining how
much vercical displacement along faulcs 1is required co separate

geologic structures, and wondered whac development of che field
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would provide sufficient subsurface information to resolve this

problem.

Marshall also said that the procedures used by che USGS
in determining KGSs were discussed and chac che point was made

chac <che scace regulations did r.oc allow <che scace c¢co make "a
cencacive determination regarding geologic structure, unlike

federal regulations which allowed federal officials co delineace

an undefined KGS. He noced chac scace officials were without che
benefit of surface geology available co persons working in
uncovered wupland areas. He explained chac <che USGS makes its
final KGS decerminacion afcer an .valuation of all controlling

factors, buc chac like information was noc available Co che scace
wich respect co che Trading Bay and "cArchur River areas ac chis

cime.

On March 2, 1966, che commissioner of natural resources
responded c¢o Earl Mathis' suggested reply <c¢o Union-Marachon's
pecicion for reconsideration. In his response che commissioner

concluded chac there were cwo separate geologic structures pre-

sent, buc expressed concern about <che problem of one lease
covering a portion of <c¢wo separate structures ~-- an entirely
different issue chan chac being dealc wich by Marshall, Williams,
and Machis. He fclc <chac c¢hc cime limit imposed by che regu-

lations <could be circumvented iif <che pecicion were accepted by

chc commissioner rachcr chan che division of lanHs, thus enabling
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a study of the problem to be made. He also indicated that che
accorney general had been requesced <co review che question of
whecher a five percent royalcy would apply co che encire lease if
a discovery well were drilled in a new scruccure where che area
of <che lease also covered a second scruccure thac had been
previously certified as a discovery on a different lease. Ic ils
apparenc from <chis opinion requesc <chac <che commissioner was
concerned wich lease boundaries (che legal incerprecacion of che

words all production from <che lease™) racher <chan a quescion

involving che boundaries of a geologic scruccure.

On Augusc 26, 1966. an opinion was issued by che
accorney general’s office which resolved <c¢he quescion of lease
boundaries. The conclusion was chac all production from che
lease should enjoy che benefits of discovery royalty even chough
it were derived from a scruccure which was previously che subjecc
of a discovery royalcy on another lease. However, che principal
questions of whecher or noc Trading Bay and McArthur River were

separate structures was noc addressed by chis opinion.

There was no further accive consideration of chc

Union-Marachon application until 1966.

4. Discovery royalcy cercificacior. of c¢hc Nicolai

Creek Scace No. 1 well.
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Secause che cerr. of che leases |Issued in che sevench
and ninch compecicive sales was five years, chere were a larre
number of wells drilled and several discovery well cercificacion

applicacions filed in che 1966 drilling season.

The firsc discovery royalcy requesc in che 1966 drill-
ing season came for a well drilled by Texaco -- Nicolai Creek
Scace No. 1. Texaco had spudded chis well in che fall of 1965.

On May 23, 1966, Texaco submicred wevidence in supporc of an

April 28, 1966. prioricy dace. In early May che well was cesced
andfound <co be <capableof producing commercial quancicies of
gas.Texaco applied for discovery wellcercificacicn on June 13,

1966, which was approved on Augusc 19, 1966.

5. Discovery affidavit for che SAS Foreland Channel

Scace No. L well.

On June 10, 1966, Shell (on behalf of icself, Scandard
Oil of California, ar.d Aclancic Richfield) filed an affidavic of
firsc discovery for che SAS Foreland Charnel Scace No. 1 well.
No pocencial cases were conducted on chis well, ana no discovery

cercificacion applicacion was filed.

6. Discovery affidavic forche Pan Ara North Redoubc

Well No. 1.
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Pan An drilled che North Redoubc Well No. 1 for che Pan
Am group in <che spring and summer of 1966. According co che
affidavic filed cr. June 23. 1966, che depch in chac well corre-
sponded very closely c¢o che Hemlock discovery in Union's Grayling
No. 1-A well. Alchough geologic scruccure boundary infcrmaci(_)n
and evidence of commercial quancicies were submicced in ear'ly
September, Pan An did noc actually apply for discovery royalcy
cercificacion.

7. Applicacicn for discovery royalcy cercificacion of

che Kuscatan No. 1-A well.

Meanwhile, Union had been drilling <che Kuscacan No. 1
well on Union-Marachon’s Jlease ADL 13729, imnediacely <co che
south of chair Grayling Lease. This well ;;as drilled co 11,600
feec during April, May, ar.d June L966. Union filed affidavits co

escablish priority of cime and dace of discovery for chis well.
During c¢he period August 5 co 7, 1966, a commercial quancicies
case was witnessed by che scacc. On September 6. 1966, Union
formally applied for discovery cercificacion. One week Lacer
Unicr. withdrew che application pending submission of addicicr.al
information, which was submicced on October 7, L966. Union
withdrew <chis application in December 1966 before any accion on

ic had been taken by che deparcmenc.
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8 . Application for discovery royalty certification of

the West Foreland Unit No. 3 well.

Aclancic Richfield drilled che Wesc Foreland Unit No. 3
well on lease ADL 13777 inco che upper lefc arm of che McArthur
River Hemlock reservoir. On August 3. 1966, an affidavic ‘of
firsc discovery was filed in support of*a July 25, 1966, dis-
covery dace wich <che Oil and Gas <Conservacion Commictee. A

commercial quancicies cesc was conducted on August 16, 1966.

On September 23. 1966, Aclancic Richfield submicced ics
geologic scruccure boundary evidence c¢o che Conservacion Commic-
cee. In an explanatory Leccer which accompanied chis evidence,
Aclancic Richfield explained why ic believed che Hemlock reser-
voir, in whac ic labeled che "Foreland Field,"” was separate from
chc Hemlock reservoir encountered by Union in Grayling No. 1-A.
The explanation <claimed <chac a barren syncline separated che
Hemlock field wencouncered by <che Grayling 1-A .well from chac
encountered by che Wesc Foreland Unic No. 3 well and chac che
hydrocarbon accumulation in che McArchur River scruccure was noc

in communication wich chac of Wesc Foreland No. 3.

On September 30, 1966, Aclai.ric Richfield formally
applied co chc division of lands for cercifiwacion of discovery
royalcy of che Wesc Foreland Unic No. 3 well. On che basis of

chis submission, there was furcher discussion wichin che
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deparcmenc on che definition of geologic scruccure and whecher

che concepc of dominant scruccure, originally advanced by Tom

Marshall from USGS Circular 419, was che besc incerprecive
approach co solving chis issue.

|

On December 9, L1966, a decision was issued by che

director of <che division of Jlands denying Aclancic Richfield's

request for discovery royalcy cercificacion on c¢he ground chac

che well was on che Greater Trading 3av scruccure for which a
discovery royalcy had been previously awarded. He made chis
decision notwithstanding <che face <chac che earlier denial of

Union-Marachon's applicacion was on <c¢hc basis <chac <chere was
insufficient evidence c¢o determine whecher che Trading Bay and
McArthur River features were separate scruccures. On December 30
Aclancic Richfield filec a pecicion for reconsideracicn of chc
director's decision. There was discussion wichin che department

on whecher and when c¢o consider che pecicion for reconsideration

(Aclancic Richfield was in favor or delay until furcher informa-
tion from drill raporcs from subsequent operations became avail-
able). Like che Union-Marachon request for reconsideration,

chere is no indicacion in che record chac any choughc was given

to che matter uncil a year later.

9. Applicacion for discovery royalcy certification of

Texaco’s Trading Bay Scace No. L well.
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In chelace summer of 1966 Texaco, on behalf of icseif
and Superior OilCompany,commenced che Trading Bay Scace No. 1

well on leas'e ADL 17597. On September 27, 1966, che well was

cesced for commercial quancicies. This tesc also served as che
basis for an affidavic of firsc discovery. The well was drilled
through che oilbearing cones in boch che Kenai and Hemlock

formations.

On March 7, 1967, denial of Texaco's applicacion was
issued by che director of che division of lands on che grounds
chac che We%l was noc capable of producing oil in commercial
quancicies and chac ic was locaced on <che Greacer Trading Bay

scruccure on which discovery cercificacion was previously

granced.
10. Applicacion for discovery royalty cercificacion of
Aclancic Richfield's Trading 3ay Scace Mo. 1 well.
Anocr.er discovery was claimed in c¢he McArthur River-
Trading Say area in che summer of 1967. This claim was made by

Aclrncic Richfield for che Trading Bay Scace tlo. 1 well on lease

ADL 34531. According co che affidavic of firsc discovery,
evidence of firsc discovery was encountered in <che well on
June 7, 1967. The well was drilled into che Hemlock accumulation

norch of che McArthur River Hemlock reservoir on che dovnchrovm

side of <che Trading Bay faulc. Aclancic Richfield named chis
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accumulation the Ivan Bering Field. A commercial quantities test

was conducted on June 25, 1967. Application for discovery

royalty certification was filed on September 27, 1967. The
application was then considered by state officials.

|

The decision of the Oil and Gas Conservation Committee

issued to the division of lands recommended that certification be

denied on the ground that drilling the Trading Bay State Mo. 1

well had noc resulted in the first dif.overy on a new geologic
structure. The relevant portion of the <committee's decision
stated:

Section 5 0 5 . - Establishment of Geologic

Structure*: Lc is cr.c opinion of c¢ne Oil ana

Cas Conservacion Committee chac che lvan

Bering Fieid discovered by chc Trading Bay

Scate »1 well is controlled by a fault or

faults associated wich che Greater Trading

Bay Scruccure. Inasmuch as a discovery

royalty was previously awarded co che Trading

3av Scruccure. che Ccmniccee does noc

consider thac che Trading 3ay Scate -/l well

is che firsc discovery on che dominant

geological scruccure.

On December 7, 1967, <che decision denying Aclancic
Richfield's applicacion for discovery royalty cercificacion of
che Ivan Bering field was issued. 3vieccer daced December 21,
1967, Aclancic Richfield requested reconsidcracion of che deci-
sion rejecting their application and permission c¢co submic addi-

tional data. This pecicion was supplemented on December 28,

1967,
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11. Applicacion for discovery royalty certification

for Redoubt Shoal Mo. 2.

There was one more discovery well certification appli-
cacion considered by the state for a well drilled in the Trading
Bay wvicinity. In the summer 0f1968, Pan American drilled

Redoubt Shoal Unic Mo. 2 well on lease ADL 29690. This well was

drilled into a Hemlock accumulation u 1/2 miles south of che
McArthur River Hemlock reservoir. An affidavic to establish
priority of discovery was filed in early October 1968. The
formal application for discovery certification was filed on
November 12. The committee concluded chat commercial quantities

had been encountered buc ch3t the Redoubt Shoal feature was a
downfaulced nose subsidiary c¢c che Trading Bay dominant geologic
structure which had been previously awarded a discovery royalcy.
Pan American filed a notice of appeal co che superior court on
February 19, 1969, buc che appeal never proceeded to a disposi-

tion on chc merits.

12. Reconsideration of <c¢he Grayling Mo. I-A, Wesc
Foreland Unit Mo. 3, and Atlantic Richfield
Trading 3ay Scace Mo. 1 applications for discovery

royalcy certification.

Aclancic Richfield's applicacion for reconsideration of

the denial of discovery royalcy certification +tor chc discovery
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in che Ivan Bering fieid prompted Pedro Dencon, <chief of che
minerals seccion of che division of lands, <c¢o change his mind
abouc how much cime should be given <co discovery cercificacion
applicants to prove che boundaries of geologic structures. On
January 29, 1968, he wrote co chen Commissioner Thomas E. Kelly
chac che cutoff period established by che regulations provided ta
reasonable cime period, chac holding discovery royalcy applica-
tions in abeyance would cause serious financial administrative
problems, and <chac no evidence gachered afccr che <cine limit
should be accepced. He was concerned chac if <che period were
unlimited, some companies would concinue co demand refunds or
credit many years afcer che ten year cerm from firsc encounter

had expired, wich severe adverse effeccs on scace fiscal plan-

ning.

On October 31, 1968, che commissioner sent ouc three
decisions wich respect <co chese three long-standing discovery
royalcy applications, L'nion-Marachon's Grayling 1-A (ADL 17596),
ARCO's VTesc Foreland :io. 3 (ADL 13777) and ARCO's Traaing 3ay
Scace Il'o. 1 (ADL 35631). Each of these decisions provided as

follows:

1. On chc basis of che information available ac chis
cime, che Director'3 decision was proper.

2. Adequate <cime has been allowed c¢he applicant co
submic supporcing information as requested in
choir pecicion for reconsideration.

3. Thac applicant's request for an opportunity co
submic supporcing information is reasonable.
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Therefore, che applicant is granced 60 days from
receipt of this decision in which co supply supporting
information or to schedule a hearing ac a cime mutually

agreeable to che scace and <che applicant. If no
supporcing information or hearing is scheduled wichin
the time allowed, che Director's decision will be
affirmed.

Aclancic Richfield filed a letter, three exhibits, cwo
i

enclosures, and a copy of <che notice describing che well tests

ending July 1, 1967, wich Commissioner Kelly in response to these

decisions on December 26, 1963. The letter suggested a meeting
with state officials co discuss and develop technical daca
supporting <che applicacion. The technical daca submitted with

this ieccer Included Exhibit 1, an evaluation of mechanical logs;
Exhibit 2, a structure contour map; Exhibit 3, a structural cross
section A-A"; Enclosure 1, well completion information drafted on
an electric log; and Enclosure 2, a core analysis -- cores 1-10.
They all pertained to lease ADL 37531 and the |Ivan Bering field
and purported to show chat che field was on a separate structure
from both <chc Trading Bay and McArthur River fields. Aclancic
Richfield filed nothing wich respect to lease ADL 18777 and che
Wesc foreland Unit No. 3 well. These letters were followed up on
January 26, 1963, wich a legal brief from Theodore F. Stevens and
Russell H. Holland, representing Aclancic Richfield. The brief
was almost word-for-word the same as che one filed a year earlier
in support of Aclancic Richfield's discovery royalcy applicacion

for the West foreland Unic No. 3 well.
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On December 30, 1968, Union supplemented their applica-

tion for certification of the Grayling No. 1-A well by filing a

blue box which was labeled. "Appendix Geologic Reports and
Exhibits." In the box were maps and exhibits and a narrative
interpretation explaining the maps and exhibits. Union requesteld

that che matter be sec for a hearing ac the earliest possible

time.

On January 9, 1969, Pedro Denton forwarded to che
commissioner his arguments on why c¢he 90-day time limit on

geologic structure information ought co be strictly enforced.

On February 7, 1969, Atlantic Richfield was notified
thac the decision of December 9, 1966, denying discovery certi-
fication of che Foreland field was affirmed because nc additional

information had been submitted.

On June 5, 1969, the Oil and Gas Conservation Cccnittee
informed the director of lands chat they had reviewed che docu-
ments and exhibits submitted to che division of lands on
December 30, 1968, and found chat this additional information did
noc warrant a change in che committee's original decision dated
January 1, 1966. This letter was signed by Tom .Marshall and 0.
K. Gilbrcch, Jr. The results of the review were never forwarded

to Union-Marachon.
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No further action was taken cn cither Union's or ARCO’s
application wuntil February 26, 1970. At thac time the ccnnis-
sioncr sent- ouc decisions to both Atlantic Richfield and
Union-Marachon establishing hearing daces of April 16, 1970, and
April 17, 1970, for <che pending certification applications. In
this notice Commissioner Kelly notified both secs of applicants
Chac his review would be Ilimited to information which was filed

wichin che original 90-day period.

The Aclancic Richfield hearing was conducted on
April 16, 1970. At che hearing additional information was
presented co show chat the |Ivan Bering field was one of several
entrapping mechanisms on separate structures, each of which

should be entitled to discovery royalty certification.

The Union-Marachon hearing was conducted on che next
day. At chis hearing Union and Marathon introduced a light blue
folder full of new exhibits corresponding with Volumes 1 and 2 of

che exhibits later submitted c¢cn September 28, 1969.

On Jur.e 8, 1970, Unicn-Marachon sent Commissioner Kelly
a letter stating <che legal reasons why he should look ac che
after-acquired evidence. Pedro Denton chen sent che commissioner
a copy of his January 7, 1969, notes which argued thac after-

acquired evidence should be disregarded.
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In  August of 1970 <che Conservation Committee sent
Commissioner Kelly a memorandum which concluded thac che original
Union-Marathon decision was correct. Pedro Denton chen drafted a
decision c¢o send <c¢o Union-Marachon which contained a lengchy
justification for disregarding the after-acquired evidence. The
commissioner did noc sign Pedro Denton's proposed decisionl.
Rather, he signed a final decision prepared by che Attorney
General's office. This decision, again denying Union-Marathon's

application for discovery certification, was sent on October 7,

1970.

On November 5, 1970, che chief of minerals forwarded co
che commissioner for signature a proposed decision denying
Atlantic Richfield’s discovery royalty applicacion for ADL 35431.
The commissioner signed che decision on December 3, 1970, and che

decision was sent to Atlantic Richfield.

13. Judicial review of the decisions denying discovery
royalty for Union's Grayling No. I-A well and

Aclancic Richfield's Trading Bay Scate No. 1 well.

Both Union-Marachon and Atlantic Richfield appealed to
che courts. Union and Marachon sought review of che
commissioner's October 7, 1970, decision in <che superior court,
which remanded che matter co che commissioner for a new decision

including a statement of <che basis for <ch<r decision. The
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commissioner issued a decision on February L7, L972, denying
discovery well cercificacion on <che grounds <chac insufficient
information ‘'had been submicced wichin che 90-day period

prescribed by che regulations <co determine whecher che Grayling

well was on a separate geologic scruccure and chat wevidence
submitted after che 90-day period could noc be considered. The
companies again sought review in che superior court which
dismissed che appeal on the ground chac che court lacked
jurisdiction. Union-Marachon then lodged their firsc appeal wich

che supreme court, which reversed and remanded che matter for
further consideration. Union Oil Co. of Cal. r. Stace Deot. o:

Nat. Resources. 526 P.2d 1357 (Alaska 1974).

On remand, che superior court affirmed che administra-
tive decision and concluded thac <che <commissioner <could noc
legally consider che after-acquired evidence offered by the
applicants, chac che commissioner had noc granted then the right
to submic after-acquired data, and chac chc director's decision
denying discovery royalty certification was clearly sustained by
che evidence. Union-Marachon appealed co che suprone court for
che second cine. The court concluded chac che commissioner could
legally consider after-acquired evidence and remanded the natter
co che commissioner for a determination of the reasonableness of

che 90-day limit and co receive additional daca and rule upon che

basis of all daca submitted if, under <c¢hc circumstances, che
limit were found co be unreasonable,. Union Oil Co. of
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Cal. v. Stace Peat, of Mac. Resources. 574 p.2d 1266 (Alaska

1978).

The Atlantic Richfield case was stayed in the superior
court by stipulation pending resolution of <c¢he Union-Marathon
applicacion. Aclancic Richfield Co. V. State Deoc. of Mac

Resources. Mo. 3AI1J-70-3789 Civ.

VI. THE 9(1-DAY LIMITATION.

In .ics 1978 decision <che supreme <court addressed che
quescion of whecher chc commissioner has che power c¢o consider
new evidence of geologic scruccure which is supplied after che
90-day deadline westablished by 11 AAC 505.744 (recodified as
11 AAC 33.219(c) (repealed November 9, 1979). The <court con-
cluded chac che unreasonableness of che 90-day Ilimitation could
noc be answered on che basis of che record before ic. Therefore,
it ordered chac Union-Marachon be given che opportunity on remand
co demonstrate chac che 90-day limitation, as applied co

them in chis case, was unreasonable.

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

1272-74. These factors included cht advantages of finality, che
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desire for stability, the ir.porrar.ee of administrative freedom to
reformulate policy, the extent of party reliance upon the first
decision, the- degree of care or haste in making the first deci-

sion, and the general equities of each problem, among others.

| determined this issue without affordihg
Union-Marathon the opportunity to demonstrate <chat che 90-day
limitation, as applied to them was wunreasonable. My consid-
eration of <che factors raised by <che supreme court led to my
conclusion thac | should waive che 90 day limitation and consider
daca submitted after that period where chac data contains evi-
dence of facts in existence at the time the original decision was

made. I reached chat conclusion for che following reasons.

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

denial as an enforcement mechanism.
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2. Agencies often request additionalspecified
informaci- n if the information in the original submittal is not
sufficient to provide grounds for a firm decision. In this case,
che applicable regulations plainly did noc guarantee conclusive
determinations in every instance because che evidence in supportil
of a geologic structure determination was largely left c¢o the 1
discretion of the applicant. For example, 11 AAC 83.210(c)
(repealed November 9, 1979)-/ scaces thac this evidence may
include chc "operator's interpretation™ of geophysical and ocher
specified daca ir. addition c¢o <che daca itself. Other chan a
definition of the <cerm "geologic structure,”™ there are no sec
criteria escaolishing <che guidelines for che scace’s decision.
11 AAC 33.200 - 11 AAC 33.230 (repealed November 9, 1979).—

The exercise of some lacitude in che handling of each application
is therefore implicit in the ccncenc of these regulacions. Unaer
the circumstances, an extension of <cime <co submit additional
evidence would noc be considered unusual as a matter of agencyv
practice. Moreover, <che supreme courc strongly suggesced chac
chere would be no prejudice to the public interest in considering
daca obcained after <che ?0-day period where <che daca (inchis

case subsurface gcology) would noc change over <cine. See 574

P.2d ac 1273.

* [/ Formerly 11 AAC 505.744.

*» [/ Formerly 11 AAC 505.74 -- 11 AAC 505.741. -
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3.During che early years of <che discovery royalcy

program in Cook Inlec, che government had little or no
Information ocher <chan the daca submitted by the applicant. In
che case of the Grayling No. 1-A application, Union-Marachon

submitted during the 90-day peiod unusually complete information
which included a cross-sectional incerprecacion of che data. Ic
was this <c¢ross section which led Tom Marshall co postulate a
possible overlap in che shallow Middle Kenai sands extending into
the Trading 3ay feature. See Section V.F.3 above. This was only
an hypothesis; later-acquired evidence proved ic to be incorrect.
Nevertheless. Marshall’s hypothesis led the deoartmenc co deny
che discovery royalcy application on che ground chat insufficient
subsurface information existed to decemine <chat <c¢he McArthur
River feature was noc overlapped by <che previously certified

Trading 3ay geologic scruccure.

It is only logical co permit che submission _~of
additional evidence when (1) che applicant submitted wunusually
detailed information originally, (2) che ‘information generated
possible doubt about the validity of the applicacion buc could
noc be proved, (3) che government could only deny che application

based on insufficient (rather chan contrary) evidence wich”~fche 90-

day period, and (4) che regulatory requirements governing

submission of evidence were vague and judgmental. In order to

establish procedural finality, <che government could have sec a

cutoff dace for any further evidence. "However, while
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Union-Marachon appealed che initial denial of January 26, 1966,
on February 4, 1966, che Deparcmenc cook no accion ac all for 24
years, ac which <c¢ime ic granced Union 60 diys <co submic more
information. On December 30, 1963, Union submicced addicional

information and requesced a hearing.

The deparcmenc did noc hold a hearing wuncil April 17,
1970, almosc five years afcer <che 90-day period had elapsed.
Half a year afcer che hearing, on October 7, 1970, che commis-
sioner summarily affirmed che original decision. His decision
was appealed.co che superior court, which remanded che maccer co
che commissioner for a new decision, including che basis for che
decision. On February 17, 1972, che commissioner denied certi-
fication on exaccly che same grounds -is che original 1966 deci-
sion, namely chac insufficient informacion was submitted during
che 90-day period co determine whecher Grayling Mo. 1-A was on a

separate scruccure.

In  summary, although che scace’s decision noc ¢co
consider evidence beyond che 90-day period may initially have

been reasonable, by virtue of ics subsequent behavior it has

waived any opportunity <co <confine additional evidence <c¢co a
limited period. Further, che discovery royalcy program was
repealed in 1969, so chore is a limited potentially adverse

precedent r* consider.
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Therefore, it is appropriate co consider ail geologic
evidence submicced by Union-Marachon in <conjunction wich chis
case co determine whecher <chey are encicied co a discovery
royalcy on <che grounds <chac che McArthur River feacure is a

separate geologic scruccure from che previously certified Trading

Bay geologic scruccure.

VII. GEOLOGIC STRUCTURE.
A. Applicable Law.
%

AC che <cime <chac Union-Marachon applied for discovery
well cercificacion of cheir Grayling Mo. L-A well, chc holder of
a scace oil and gas lease chac drilled and made che firsc dis-
covery of oil or gas in commercial quancicies in a geologic

scruccure could be rewarded by paying a discovery royalcy of only
five percent for che firsc cen years, afcer which che normal race
(12 L/2 percent of <che value of che oil and gas produced) was
applicable. AS 33.05.130(a). The percinenc portion of

AS 33.05.130(a) provided:

che holder of a lease who drills and

makes <che firsc discovery of oil or gas in
commercial quantities in a geologic structure
shall pay a royalcy on ail production unaer

che lease of five per <cenc for 10 vyears
following <c¢he dace of discovery and there-
after che royalcy race shall be noc Less chan
12 1/2 per cenc.

(Emphasis supplied.)
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The regulations contained at 11 /VAC 33.230 (reoealed
November 9, 1979) (formerly 11  AAC 505.74— L1 AAC 505.748)
specified the procedures for proving the three elements required
by AS 33.05.130(a) for discovery well certification: dace
of discovery, commercial quantities, and geologic structurel.
11 AAC 83.210(c) (repealed November 9, 1979) (formerly
11 AAC 505.744) specified the procedure for establishing geologic
structure, the only criterion ac issue here. The relevant
portion provided:

To establish che geologic structure from

which c¢he oil or gas can be produced, che

operacor must furnish pertinent data co che

committee which will enable ic to determine

the geologic scruccure from which che oil or

gas is being produced. This may include, buc

is not limited <c¢o, geophysical data, total

depth, casing records. perforation daca.

electric Logs, drilling and mud logs, core

analyses, sample cuttings and sample logs ar.d

the operator's interpretation thereof,

together wich any other records and interpre-

tations che operator deems pertinent. this

daca must be supplied wichin 90 days afcer

che dace of che potential tesc as required in

(b) of this section.

Additional guidance was provided by 11 AAC 83.205(2)
(repealed November 9, 1979) (formerly 11 AAC 505.741(b)), which
defined che tern "geologic scruccure™ as:

any structural and/or scracigraphic entrap-

ping mechanism containing one or more in-

tervals, tones, strata, formations, or fault

blocks which has che necessary physical

characteristics co accumulate and prevent che

escape of oil and/or gas. It is intended

chac che meaning shall be similar co chac
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used by <che Uniced Scaces Geological Survey
in che'administration of che Federal Mineral
Leasing Acc of February 25, 1920 (41 Scac.
437) as amended.

The discovery royalcy syscem 'fas curcailed and finally
abolished by Legislacive anendnencs in 1967 and 1969. 1967

Alaska Sess. L., ch. 97, 8&2; 1969 Alaska Sess. L., ch. 65, 8§I1.

B. Historic Background.

In 1959 Alaska was a cash-poor scace. Ac chis cine,
exploicacion of che scare's oil and gas resources was choughc co
be che besc avenue for renecying chis situation. The cash would

come from bonuses from lease sales and from royalties from leases
producing hydrocarbons in commercial quantities. An active
leasing program and aggressive exploration activities by lessees
were therefore desired goals. Againsc chis background che
state's discovery royalty program (which made ics first appear-
ance as section 3(7), article VIII, chapter 169, SLA 1959) was
adopted to provide a substantial incentive to oil companies to
come _to Alaska (which was, at the cine of statehood, a frontier
area from <che standpoint of ics oil and gas potential) and
conduct exploratory drillinz operations for and proluce oil and

gas on state leased land.

The discovery royalcy program was plainly successful.

lc is obvious from che attention devoted Co including che dis-
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covery rovalty program in che 1959 Alaska Land Acc, <chc accive
parcicipacion of oil companies in chc drafting of che discover*/
royalcy regulations, and che dispuces among che companies over

controversial awards chac discovery royalcy provided an incentive

for oil companies Co come co Alaska. It is also evident thac the
discovery royalcy program generated drilling races betweeln
competing companies on neighboring leases. Undoubtedly, Cook
Inlec would have been explored and developed by che oil comoanies
even without the discovery royalcy program. However, che scace's

discovery royalty program definitely accelerated exploration and
development activities on state oil and gas leases, thus heloing
co satisfy che state's objective of obtaining cash as quickly as
possible afcer statehood co fund che state government and finance

che provision of essential public services.

C. Decision Criteria.

In considering che issue of geologic structure, there

were several approaches suggested in the course of che hearings

which | did noc consider a valid basis for determining che issue.
Firsc, | did noj~_ use ,,che predeposicion approach
advanced by Mr. Uilliam Van Alen. Under chis approach Mr. Van

Alen constructed a paleoscructure map depicting the greater
Trading Bay feature ac chc <cime hydrocarbons were deposiced in

che reservoir rock. This paleoscructure map “was constructed
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using all available well daca by (1) rescoring -all fault blocks
co che positions they occupied before faulting cook place, (2)
undoing the effects of compression acting on che scruccure, and

(3) restoring che location of sediments co their original posi-

tion. The result was thac Mr. Van Alen demonstrated che
existence of anancescral Trading Bay anciciinc dating batk
approximately 60 million vyears. The Trading Bay and McArthur

River features which exist today evolved from a once undtsccrced
anticline similar in general appearance co chac ac Middle Ground
Shoal. Uere | co adopt Mr. Van Alen's approach, | would deny che
Union-Marachon applicacion on c¢he ground thac both <che Trading
Bay Mo. 1-A and Grayling Mo. 1-A wells penetrated features che

origin of which was a single anticline.

I have accepted che accuracy of Mr. Van Alen's paleo-
struccure map as well as his outstanding analysis of che general
development of Cook Inlet geology notwithstanding some contrary
interpretations submitted by Union-Marachon. However, | do noc
believe chac the existence of an ancescral Tracing Bay anticline
is pertinent to chis decision. Given the incentive nature of che
discovery royalty program, ic is ny belief chat the determination
should be mada on the basis of che geology as it existed ac che
time of che alleged discovery, regardless of whecher chac geology
was substantially different at an earlier period in cime.
Otherwise, the program night noc have accomplished ics purpose of

encouraging the discovery of new geologic structures.
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Second, | did noc employ chc K6S concepc used by che
USGS in <che adminiscracicn of che Federal Mineral Leasing Acc of
February 25,7 1920. 41 Scac. 437, as amended, as described furcher
in USGS Circular 419. Thac che KGS concepc is noc disposicive
of che issue is demonscraced by che confliccing cescimony of
Emcece Finley and Joseph David "Red" Cerkel, boch formerly
serving as chief of che Minerals Classificacion Branch of che

USGS, che agency responsible for making KGS deccrninacions.

3ased wupon well complecion reporC3 fc.om <chc original
Trading Bay No. 1-A well, Mr, Finley drew che KGS boundary around
che 7000 fooc <concour (cssencially describing <che Trading Bay
feacure). When shown che well complecion reporcs from che ocher
Trading 3ay wells andche Grayling No. [I-A well, Mr. Finley
scaced <chac USGS practice would have been <c¢co extend <che KGS
boundary <c¢o encompass boch areas. Thus, his opinion was chac
only one KGS would have been drawn around che Trading Bay and
McArchur River features by che USGS. Mr. Finley adhered co chis
conclusion even afcer reviewing Union’s afcer-acquircd evidence
graphically displaying che best current geologic understanding of

che Trading 3ay and McArchur River fields.

However, based.on che information available ac che cine

of Union-Marachon's discovery royalcy applicacion for che

Grayling No. 1-A well, Mr. Cerkle testified chac he would have
placed an undefined KGS around each feature. ‘Then presented with
-75-
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che updated infornacion, he cescified chac ic was sufficient Co
completely define <che areas and warranted cheir formal promul-

gation as cwo separate defined KGSs.

Further, Mr. Ed Hall, a wicness appearing cn behalf of
Union-Marachon, systematically reviewed USGS KGS decerninaciohs
in various oil and gas provinces around che United Scaces and
demonstrated conclusively chac USGS \raccice varied substantially
from area <co area. He proved chac eicher Mr. Finley's or Mr.
Cerkle's approach mighc have been wused in <chis case. Moreover,
che KGS concepc was used by che USGS co make decerninacions as c¢o
whecher lands would be leased compecicively or noncompecicively,
noc for discovery royalty awards. The compecicive determination
is considerably less crucial chan a decision as c¢o whecher a
lessee is co receive a discovery royalcy award, and substantial

flexibility in applying che KGS for ics original intended purpose

is accepcable, since che principal effecc is on prospeccive
racher chan existing lessees. This may explain why che UGS did
noc feel compelled co issue Circular 419 wur.cil 1959 despice che

use of che KGS concepc in thousands of compecicive/noncompecicive
determinations since 1920, and the observation in Circular 419
chac no phrase in the 1920 Mineral Leasing Acc "has resulted in
more speculation as to ics precise meaning chan che phrase ‘known
geologic scruccure of a producing oil and gas field."" In
essence, chc KGS concepc was far less precise chan che cask ic

was expected to accomplish in circumstances such as presented by



chis case. Ic worked adequacely isi obvious cases and noc well

all ir. closer ones. Therefore, while che auchors of Alaska's
discovery royalcy—statute and regulations nay have incended co
follow federal practice, <che KGS concepc did noc provide suffi-

ciently specific criceria to properly found a decision.-"

A chird approach which did noc presenc a sufficicnec
basis for dccerainacion of chis case was chc "doninanc scruccure'’
concepc used by che department during che early 1960s on a number
of discovery royalcy applications. This concern, developed by
Thomas Marshall, was used as chc basis for rejecting discovery
royalcy applications filed by Aclancic Richfield for certifica-

tion of ics Uesc Foreland Unic Mo. 3 and Trading 3ay Scace Mo. |

wells, by Texaco for ics Trading Say Scace Mo. | well, by Amoco
for <che Redoubt Shoals well, and by Union-Marachon for che
Grayling Mo. I-A well. Ail of <chese appiicadons exccpc che

Crayiing applicacion were rejected on che basis chac che geologic
scruccure on which each well was locaced was pare of che pre-
viously certified Greater Trading 3ay geologic scruccure. The

Grayling application was rejected on chc basis thac insufficient

* / In addition, none of che regulations implementing chc Alaska
Oil Proviso, che federal counterpart co Alaska's discovery
royalcy program, ever used che term "known geologic scruc-
cure of a producing oil and gas field." Rachor, like
Alaska's discovery royalcy provision, che cerm "geologic
scruccure™ was used. There is, therefore, no express
applicacion of che Circular 419 KGS raechodohjgy contained in
either federal or scace Law governing discovery royalties.
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subsurface information existed <c¢co determine whether or noc che
McArchur River feacure was overlapped by che Greacer Trading Say

scruccure.

Mr. Marshall cescified chac chis approach was designed
co creac essencially incacc anticlinal areas as dominant struc-
tures for purposes of aggregating discovery royalcy applications.
It was devised in response <c¢o che ‘inherent ambiguity of che
discovery royalcy statute. The scacucc provided for the award of
a discovery royalcy co che firsc well drilled on a new "geologic
scruccure™ which, from <che standpoint of geology, <could be as
large as Cook Inlec or as snail as a nicrofold. Two competing

objectives needed to be reconciled in che context of chc inherent

ambiguity of the statute: (1) che provision of a sufficiently
strong incentive co encourage che oil industry co venture expedi-
tiously into a frontier oil and gas province, and (2) che need co

avoid a discovery royalcy approach which would result in che
award of a discovery royalcy for every new accumulation of oil

chat was found.

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

meshed the competing objectives mentioned above. However, all of



che ocher anticlines in COOk Inlet are relatively intact and
undisturbed: the Trading Bay/McArthur River features constitute a
geologic exception <co the pactern of reservoirs discovered in
Cook Inlec. The "dominant scruccure™ concept is sinply overly
general <co provide a conclusive answer to a situation where
a once single anticline was subsequently severely compressed,
distorted, and offset into cwc distinct features. As a result,
che "dominant scruccure"”™ concepc does noc provide a sufficient
basts co deny a discovery royalcy award solely on a finding chac
a well is locaced on che same essentially incacc anticlinal area

as a previously certified discovery well.

Consequently, in order to determine whether che
Grayling Mo. 1-A well was drilled on che same "geologic scruc-
cure™ as che Tracing 3ay Go. 1-A well, there must be an inquiry

based on a common sense analysis of chc purposes of che discovery
royalty program. I have determined that this inquiry must have

two parts:

Praririllir.q Zxocctocicr:: Did che lessee's opportunity
to drill che Grayling Go. I-A well on <c¢he McArchur RLvecr pros-
pect. based on chc information available ac che cime chc decision
was made, constitute a. proposition of sufficient risk with
respect ro che possible discovery of a new reservoir such chac
che scace would wish <co encourage ic by providing a discovery

royalcy incentive?
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Pose"drilling Verification: Did che geologic evidence
generated afcer che Crayl*r.g No. L-A well was drilled cend co
confirm che lessee's initial belief —chac <c¢che McArchur River
feacure was reiacively distinct from che Trading Bay feacure. and
chac a decision <co drill conscicuced a risk which should be

rewarded by granting che discovery royalcy incentive?

The Predrilling Expectation inquiry is necessary
because <che discovery royalcy incentive operates ac che time a
lessee is faced wich a decision <co commence a well on a new
orosoecc. If che geologic information chen available indicated a
magnitude of difference 1in tr.e characteristics of che Trading Bay
and McArchur River features, the potential award of a discovery
royalcy could substantially influence che outcome of the decision
on whecher 3r.d when co drill chc well, which was che purpose of

the discovery royalcy program.

The Pcst-drillir.g Verification inquiry is required co
demonstrate chac chc Precrilling Expectation, as contained in che
lessee'd geologic interpretation of che area, was noc seriously
in error as a result of substandard evaluation efforts and chac a

distinct structure has been discovered.

The Prcdrilling Expectation factor is important;
reliance solely on geologic information acquired Ilong after a

well has been drilled to adjudicate an application would render
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che discovery royalcy concepc a mere sporting proposition. The
Pose-drilling Verification factor is equally necessary; inade-
quate geophys-ical evaluation ac the time of a decision co drill a
well could make a gamble out of whac would be a virtual certainty
for a prudent lessee, and the incentive would be promoting
inefficiency. Therefore, boch inquiries muse be satisfied to

juscify che discovery royalcy award.

D.  Analysis
1. Predrilling Expectation. The decision by I'nion-
Marachon c¢o drill che Grayling No. 1-A well was accompanied by

sufficient risk wich respecc co discovery of a new major reser-
voir. given che informacion available ac che cime, as co juscify
che provision of an incencive by <che scace. for che following

reasons:

a. Union-Marachon*s recognition of

of cwo separata feacuras in che Trading Bay area resulted from
daca provided by their 1959 offshore seismic survey of Cook
Inlec. The results of offshore gas exploder seismic surveys
conducted in 1960-1961 in preparation for a 1961 scace lease sale
further defined these <c¢wo structures. At thi3 time, the com-
panies assigned separate code names to both prospects. Although
evidence indicated that Union-Marathon was aware of the discovery

royalcy implications inherent in <chc designation of c¢wo scruc-
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cures racher chan one colleccive Trading 3ay scruccure, ic is
apparenc chac che companies considered <chese separace feacures
wich differing characceriscics. Mr. Richard Lyon cescified chac
che seismic daca on che Trading Bay feacure consiscenclLy showed a
sharply defined and accraccive pocencial encrapping mechanism.
The daca for McArchur River, however, was Less consiscenc. While
indicacing che presence of an ancicline which mighc be a
considerable reservoir, che ancicline was shallow and less well
defined wich a subscancial possibilicy chac insufficienc closure
exiscea Co concain any hydrocarbons which mighc have been
produced. As a resulc, Union-Marachon bid <cen cimes <che bonus
money co acquire che cracc overlying che Trading 3ay feacure as

ic did for che cracc covering che McArchur River feacure.

b. Seismic work done in 1963 and 1966 f
defined chese cwo prospeccs and was used co locace sices for cesc
wells. Predrilling incerprecacions of chis seismic daca showed
che exiscence of cwo feacures separaced by faulcir.g and a syn-
clir.e ac boch <che shallow and deep horizons. In 1966 separace
ATEs (auchorizacions for expendicure) were prepared for manage-
ment approval or che cesc wells co be drilled on each geologic
prospecc. Mr. Lyon cescified <chac chc presence of a discovery
royalcy provided him wich addicional supporc wichin his company

in che ccmpecicion co obcatn AFE3 for boch wells.



C. In 1965 <chree wells (including che Trading

Bay No. I1-A discovery well) were drilled co Locace che accumu-
Lacion iimir-s of che Trading 3ay scruccure and co define che
boundaries of cheTrading Bay scruccural crap. Whileche Trading

Bay discovery did confirm <chac che Hemlock was a producing zone
1

wichin ac lease pare of che colleccive Trading Bay area as it was

elsewhere in Cook Inlec. <che evidence of subscancial faulcing

becween Trading Bay and McArchur River (and cherefore che likeli-
hood of noncommunicacion becween any produccive zones) was, if
anyching, reinforced. Moreover, doubcs regarding closure of che

McArchur River ancicline were in no way diminished.

d. While ic may have been togiscicaily ccnve-
nienc for Union-Marachon c¢o move ics drilling barge souch from
Tracing Bay <co driil <che Grayling No. 1-A well, Tom Marshall

cescified chac chis accion definicely represenced a scepping ouc
by Union-Marachon inco an area of very considerably uncercaincy.
Ic muse be remembered chac che seismic daca and even well daca ac
chis poinc were very scarce and relacively unreliable. Moreover,
all of che weils in chis area were offshore, and chere was no
surface geology which <could be wused <co assise in confirming
Jeismic daca incerprecacions. Mosc imporcanc, alchough ic s
difficulc co appreciace now chac placforms are a roucine pare of
che landscape, Cook Inlec was a froncier area during che years
shorcly afcer scacehood. Wich che presence of ice, severe cides,

and highly adverse weacher condicions, chere was“no assurance



chac chc area would be successfully developed even if hydro-
carbons were presenc. lc was viewed, cherefore, much as che
Beaufort Sea'or che Chukchi Sea are looked ac now as pocencial

oil and gas provinces.

e. While che Hemlock zone which produced oil ac
Trading Bay was considered prospective, Union-Marachon were more
attracted by structures ac shallower horizons. Thus, the prime
target with respect co pocencial reservoir rock was different ac

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

f. In summary, c¢he McArchur River prospect was
very much <che type <chac <che scace would have wanted co have
explored. The area was definitely doubtful despite a discovery
ac Trading 3ay, buc che pocencial recurns were large given che
size of che prospecec. Seismic daca existing ac che cine before
Che drilling of <che area indicaced c¢wo separace prospects of

considerably different characceriscics and risk, and would have

been so viewed by any competent lessee. Under chese circum -
stances . che applicacion of an incentive <c¢co obcain <early and
expeditious drilling of the McArchur River prospecc was plainly

*
in che scace's inceresc.-

*/ Whecher che discovery royalcy program actually caused or
influenced Union-Marachon's decision co drill che Grayling
1-A well is irrelevant. To deny an award based on che face
chac che particular lessee would have drilled che well
anyx~ay for ics own reasons would be unjuscl*/’punitive. The

quescion is whecher there was sufficienc risk or doubc
regarding success chac Che scace would have wanced co
encourage an affirmative decision co drill.
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2. Pose-DrillLine Verificacion. The afCer-acauire
evidence submicced by Union-Marachon demonstrates chac che
sicuacion occurring ac che Pre-Drilling Expectation scage was as
perceived, and chac che risk involved ac che cime justified che
applicacion of <che discovery royalcy incentive. In face, che
afcer-acquired evidence subscanciaces chat che separateness a;d
differing characceriscics of che respeccive reservoirs was
scmewhac greater chan believed in 1965. This conclusion is
warranted by che following faccors:

a. Evidence presenced by <che applicant denon-
scraces chac chere is no overlap in any gas or oil formation
becween che Trading 3ay and McArchur River feacures.

b. The extensive number of wells drilled in che
intervening area becween <che Trading Bay and McArchur River
feacures cscablishes chac chere is no communication becween
hydrocarbon accumulations in eicher of che feacures.

c. Although boch <c¢he Trading Bay and McArchur
River feacures possess oil bearing sands in che Hemlock
formacion, <chere are boch gas (above D zone) and oil (Wesc
Foreland) producing horizons in che McArchur River feature which

are noc present in che Trading Bay feacure.



d. The geochemistry for McArthur River
carbons differs significantly for parafins, aronacics, and

napnhenes fr5m chac discovered ac Trading 9ay.-

e. The area becween che Trading Bay and McArchur
River feacures s cransecced by a massive strike slipfaulc. The
area wichin c¢he Trading 3ay feacure which ac <che <cine of che
ancescral anticlLine was opposite che McArchur river feacureis now
3 1/2 miles co che ease. Moreover, chere is a very large
displacement of the Hemlock cone co che excenc chacic is 3,500

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

lc is che lasc factor which is most persuasive. When
looking ac che oil and gas fields discovered in Cook Inlet, they
are nearly ail readily aiscernable and incacc anticlines wich
primarily a single defined reservoir wichin each. One discovery
royalcy was awarded for each of chese anticlines, t/hile nearly
all of chese anticlines contain some local faulting, no discovery

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

* [/ While che applicant claimed chac chis resulted from differ-

ent geologic origins of Trading Bay and McArchur River, it
is my opinion chat <che McGoon and Claypool report (refe-
renced in Exhibit | to Mr. Van Alen's *testimony) is more
likely correct. lc is cheir belief that wvariations in
geochemistry resulted from differing bacterial deterioration
races of accumulated hydrocarbons during the post-
deposition stage rather chan from a cocaily different
geologic origin in <che context of source rock. However,

chis decs noc affecc my conclusion <chac che once existing
Trading Bay ancescral ancicline developed into two very
distinct structures.
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basis chat local faulting created separate structures (in fact,
most applications initially filed on this basis were later
withdrawn). The greater Trading 3ay/McArthur River area, however,

is the one heavily distorted and displaced ancicline in Cook

Inlet, che only one in which major oil accumulations are divided
by a large regional fault (in fact, <c¢he only regional fault
present in Cook Inlec), and substantially offset in wvertical

distance as well.

In the context of Cook Inlec geology, the pattern of
discovery royalty awards, che purpose of che discovery royalty
system, and che potential risk of drilling on the McArthur River

feacure (which appeared very different from <che Trading Bay

feacure before drilling and was confirmed co be very different
afcer drilling) justifies the conclusion chac (1) boch che
Predrilling Expectation and Post-drilling Verification analyses

confirm che propriety of applying a discovery royalcy from che
standpoint of che purpose of che program, (2) McArthur River s,
therefore, a separate geologic structure from the scruccure ac
Trading 3ay wichin chc meaning of che discovery royalcy statutes
and regulations, and (3) Union-Marathon is, therefore, entitled
co a discovery royalcy award for all production from lease ADL

17594.

Juneau, Alaska.

ueoiirQ~rrfayns” /
Deputy Corranissioner
Department of Natural Resources
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nal sponsor: The Rules Committee
J™qucat of tho Governor

Offer.::: J,-10/69

THE SENATE BY THE COMMERCE COMMITTEE
CS FOR SENATE DILL NO. 81
IN THE LEGISLATURE OF THE STATE OF ALASKA
SIXTH LEGISLATURE - FIRST SESSION
A BILL
an Act entitled: "An Act relatingto oil and gao leases; and providing
for anefftotlvo date."
IT ENACTED BY THE LEGISLATURE 0? THE STATE OF ALASKA:
* Section 1. AS 38.05.180(a) is amended to read:
(a) All tide and submerged lands, mental health lands, school
lands, and university lands shall be leased by competitive bidding,
and whenever oil or ga3 13 discovered In commercial quantities, the
commissioner shall determine the extent of the area of lands In addltlor
to tide, submerged, mental health lands, school, or university lands
in the same general area of the discovery well which, by reason of
tho discovery, the commissioner reasonably believes to be capable
of producing oil or gas, and the additional lands shall be leased to
the highest responsible qualified bidder by competitive bidding undor
general regulations, in unité of not exceeding 2,560 acres (except
that tide and submerged lands shall be leased in units of not exceeding
5,760 acres), which shall be as nearly compact in form as possible,
upon the payment by the lessee of such bonus as may be accepted by
the commissioner and ofsuch royalty as may be fixed in tho lease
which shall not be less than 12 1/2 per cent in amount or value of
the production removed or sold frerr. the lease. [HOWEVER, THE HOLDER
OF A LEASE WHO DRILLS AND MAKES THE FIRST DISCOVERY OP OIL OR OAS IN
COMMERCIAL QUANTITIES IN A GEOLOGIC STRUCTURE SHALL PAY A ROYALTY ON

ALL PRODUCTION UNDER THE LEASE OP FIVE PER CENT FOR 10 YEARS FOLLOWINO
THE DATE OF DISCOVERY AND THEREAFTER THE ROYALTY RATE SHALL BE HOT
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uSS3 T"AN 12 1/2 PER CENT, PROVIDED, HOWEVER, THAT THE ROYALTY RATES
POR THE FIRST DISCOVERY IN ANY UNPROVEN AREA OF THE COOK INLET SEDI-*
MENTARY BASIN SHALL HOT BF LESS THAN 12 1/2 PER CENT UNLESS THE COM-
MISSIONER SPECIFICALLY PROVIDES THAT SUCH ROYALTY SHALL BE LESS AT

TIME SUCH LANDS ARE OFPERED FOR LEASE AND IN NO EVENT SHALL SUCH
ROYALTY BE LESS THAN FIVE PER CENT.] AIl lands othor than those above
provided to bo leased by competitive bidding nay be leased competitive
or noncompetifclvely as determined by the commissioner to be In the bes
Intorest3 of the state. Noncompetitive leases shall be Issued In unit
of not exceeding 2,560 acres In any one lease. Noncompetitive leases
shall bo conditioned upon the payment by the lessee of a royalty of

12 1/2 per cent In amount or value of the production removed or oold Vv
from the lease. [HOWEVER, THE HOLDER OP A LEASE WHO DRTLLS AND MAKES mm
THE FIRST DISCOVERY OF OIL OR GAS IN COMMERCIAL QUANTITIES IN A QEOLOO-’
IC STRUCTURE SHALL PAY A ROYALTY ON ALL PRODUCTION UNDER THE LEASE OP
PIVE PER CENT FOR 10 YEARS FOLLOWINO THE DATE OP DISCOVERY AND THERE- ,
AFTER THE ROYALTY RATE IS 12 1/2 PER CENT.] Competitive leases issued
under this subsoctlon shall be for 10 years except that in the Cook
Inlet sedimentary basin. leases shall be for a primary term of not more
than 10 years and not less than five years at the discretion of the i
commissioner, and shall continue so long thereafter as oil or gas Is *
produced in paying quantities. Noncompetitive leases Issued under this
subsection shall be for a primary terra of five years and shall continue
no long thereafter as oil or gas Is produced In paying quantities. [Ifi
drilling has commonced on the expiration date of the primary tom of
the lease and is continued with reasonable diligence, such operations
to Include redrllling, sidetracking or other means necessary to reach
the originally proposed bottom holo location, the lease shall continue

In effect until 90 days after drilling hao ceaoed and for so long
58 81 am H , ]



thereafter an oil or gao la produced In paying quantities. If all or
part of the lands covered by the leaae are lands that have been se-
lected *y tho state under lawg of the United Staten granting lands to
the atate and a patent has not been Iscued thereon, a conditional icaao
may be Issued. However, no term extenrlon may be granted for the
period during which the leaae waa conditional.[CONDITIONAL LEASE WAS
ISSUED THEREON, THE TERM OP THE LEASE SHALL BE EXTENDED FOR A PERIOD
EQUAL TO THE PERIOD DURINO WHICH THE LEASE WAS CONDITIONAL]

* Sec. 2. This Act takes offect on tho day after its passage and approve

or on tho day It becomes law without approval.

_3. CSSB 81 am H
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AN ACT
gaetlgting to oil and gas leases; and providing for an effective

M ITENACTED BY THE LEGBIATUEE Of THE STATE O f ALASKA;
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wan called to order at 11:?70 a.m.

tlidreM his objection. There being no further
amendment No. "3 war. adopted.

R by l'elme:

line 6: Strike "period" and add "provided the

%gpllcant nhall have complied with
00.00.110(0)"

Rr.i. Reirne moved and acked unanlmoun concent »hal amendment
No, Abo adopted. Hr. Nuesn objected. Hr. nuerm withdrew
hte objection. Hr. Tweet objected. Vr. Tweet withdrew bin

ARk thRptedhere being no further objection, nmrndrwnt No.

Rrn. Relrne moved nnd acked unanimous concent that COMMITTEE
SUBSTITUTE HoR ROUTE RILL NO. 332 amended be considered en-

grossed, advanced to third rendlngi and placed on final pan-
nage, There being, no objection, 1t wan no ordered.

GRMYKITEE SYRSTITUTE FOR ROUTE PILL NO. 33? amended was read

The question being "Shall COMMITTEE 3UBSTITUTF. FUR HOUSE
BLLL H,lO §§||o%‘?{‘é’99998?? the Noune7" The roll wan called
Yean: J? - Am’-rson, Danfleld, Relrne, I'oardmin,

Porer, Rradner, Bronson, Cornellun,
Croft, Deveau, Ellanon, Nuena, Narrln,
Haugen, Rennley, Hfllntrand, Holman,
Holm, Jacknon, bay, McOIIl, McVeigh,
Hlller, Orteek, lauknn, Reever, Rrttlr,
Tackett, Schwann, Tweet, TIllllon, Young.

Nayn: 5 - Fink, Frrttula, Metcalf, Ray, Saasara.

Escused: 3 - Chance, Mosea, Tcratrovich.

And so," COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 33? amended
§esdretfte House and was referred to the Chief Clerk for en-

Hr Ouesa roved and arked unanimous consent that the House

(r)%JeCt[I Rt%or%ugg Havedr ng Fommlttees There telog no

REfI'RTS nr TTAHMHd COMMITTEES

CS3B The Finance Cormtttre has hid C°KMIT7tE TI'RTTITUTF. FOR SHI-

ATE DILL HO. 01 (relaMng to ctl and raa lIcises) under con-
sideration and a majnrlty of the nenhera ©r the coerlltee
reeomrndn It do pats with the following a-endment’

amendment Ho. |by the Finance rom ltte « :

Tare J, lines 1 ttrough A Restore deleted eaterlal on
linen 1 through Aending
with the word AVR

Fage J, line a: |Insert following material after AVD

"patent has not teen Issued thereon,
a conditional lease ray be issued.

April 16, 1960 HUt/T1 JhtIRNAL

However, no tertn extenclon may lie CSSR
granted for the period during whloli 01
the leanc wan conditional.”

The report wan nlgned by Mr. Roy, Chairman, and concurred
In by Ray, Croft, Bradner, Tackett, Haugen and Borer.

COMMITTEE SUBSTITUTE FOR SENATE BILL NO. 01 wan referred
to tho Rules Committor for placement on the calcndnr.

CONSIDERATION OF PALlLY CALENDAR (continued)
SECOND PEADINN OF SENATE BILLS.

COVMITTEE SUBSTITUTE FOR SENATE BILL NO. i91 (relating to LSTI)
property egempt from execution) was read the necond time 191
with the Judiciary Committee report (pngen 710 - 71d of the

Journol).
amendment Ho. 1 by the Judiciary Committee:

fnge 1, linen 1A, 17 and 10: Delete "a single pernon"
and Innert In 1ta place
"he la not tlm head of a

family."

Hr, Cornel lua moved and naked unnritnoun connent that amend- USSR
ment No. 1 be adopted. There being no objection, amendment I'M
No. 1 wan adopted. nE!
Mr. Cornelius moved nnd asked unanlmoun consent that COMMIT-

TEE SUBSTITUTE FOR SENATE RILL NO. 191 amended by the House
be connldered «ngroaned, advancedto third reading nnd pieced
on rinal paas.ge. There being noobjection, It wan aoor-

dered.

COVMMITTEE SUBSTITUTE FOR MOUSE BILL MO. 191 amended by the
House was read the third time.

The question being: "Shall COMMITTEE SUBSTITUTE FOR HOUSr
BILL NO. 191 amended by the Mouse pans the |louae7"” The roll
wav called with the following result:

Yeas: ?9 - Anderson, Bsnfleld, Beirno, Poardmjn,
Bronson, Cornelius, Croft, Devesu, rib*,
duesn, Haugen, Honaley, Ho),man, llolr,
Jackson, F.ay, Kerttuln, Metcalf. Hiller,
Moaea, Orbeck, Faukan, Reevon, Retttg,
Tackett, Sansara, Schwnrm, Sweet, Young.

Nays: 6 - Borer, Bradner, Ellason, Narrln,
II' 11ntrand, Tllllon.

Chance, Medlll, McVeigh, Reratrovich,
Pay.

Fscused: 5

Hr. Ellason changed Mn vote froe yea to nay.

And so, COMMITTEE SUBSTITUTE FOR SENATE BILL NO. 191 an»nded
by the House passed the Koue» and was referr-d to the Chief

Clerk for engrossment.

SFKATt DILL MO. !6 (relating to the rtfhta of Inltlstlvr, 3D

referendum and recall reserved to the people of the
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And »o0, HOUSE KILI, 110. J'Il pnsnod the lloune.

Mr. fttty moved nnd nr.ked unanimous consent that the roll coll
on the pnnnnpe oT HOUSE DILI. HO. 31 he conrldered the roll

coll on the effective dole clause, There helm* no objection,
It won no ordered.

HOUSE Ktl.L 110. JM *03 referred to the Chief Clerk Tor en-
pronnment.

IIOJIR LI, HO.iTi frclatlnp to the examination for communl-
cable diseases of persons In custody) van read the neeond
time with the Health, Welfare nnd Education Committee report
(pope 333 of the Journal) nnd the .ludlclary Committee report
(papes 7'tj - T>< of the Journal).

Mr. Cornelius moved and ar.ked jnanlmoun connent that COMMIT-
TEE SUBSTITUTEFOB HOUSE KIM, 11). 2?73 he adopted In lieu or
HOUSE 111Ll. 110.?73. Mr. fluess objected. Mr. Huesn withdrew
hir. objection. There belnp no rurther objection, COKMTIF.K
SUBSTITUTE »CH HOI'A KIM, 110. 27 3 wer, adopted.

Mr. Cornellun moved and .inked unanlmoun connent that COMMIT-
TEE SUBSTITUTE ion HOUSE DILL no. ?7) he considered en-
rronsed, advanced to third readlnr and placed on final pan-
nape. There beinp no objection, It wanno ordered.
COVMMITTED r.miSTITtm HOD IIOSl: 11tL  1/O. ?73 wnn rend the
third time.

The question helnp: "Shall COMMILTTII SMHSTITUTF «'OD HOUSE
KILL HO. i*73 pass tlie lloune?" The roll wa! called with the
followlrtp renult!

feua: T? - Anderson, Pnnfleld, Belrne, hoardmnn,
Kronnon, Cornelius, leveau, Fink, Ouenr.,
Harris, llaupen, HIlllntrnnd, Hnhnan,
Holn, Fay, Kertluln, McOIIll, Detealf,
Miller, Moses, Orheck, I*ratrovich.
Hay, Fettlp, Sucketl, Schwa**, Swect,
TIlllon, Younr.

Hays: r,- Korer, Uradner, Croft, Ill.neon, peever,

Cc- Chance, llennley, dack-on, McVeirn,
faukan, Saasara.

r<.. no, ruicTITirrr. roB IHONSB DILL ho. ?7i passed
the | House and wanreferred to the Chief Clerk Tor rnrronc-
nenl.

Excused:

SFVUU RFAT I17d nr r! ATl HIM'

COMKITTEl SUB3TITI.7K HIM SENATE DII.L HO. (relallnr to oil
and ran leases; ant providlnr Tor an effective dale) was
read the second tire with the resources Committer repor*
Ipape *.11 or the Journal) and the Finance committee rm| .,r*
fpiipea 7TH - 7?i, or the Journal).

amendwen* Ho, | ty the Flrionte Cemntlte*--

Fare » lir.e- | threu te-mrr deleted material on
lire' | tl,r'"urh * endtnc
fl'li *he wnrd AHIIL

April 17, TI/C.

Innert the followinr material «P’r
AHI!  "patent han not leeei Innurd
thereon, a condit ional lease may ie
Innued. However, no term oxten on
may he pranted for the period durlnr
which the leone wan conditional."”

Pare ', line*

Mr. Croft moved and anked unanlmoun consent that amendment
Ho. 1 he adopted. Mr. Kay objected. Mr. Kay withdrew hlo
objection. There helnp no rurther objection, amendment llo.

1 won adopted.

Mr. Croft moved ond oaked unnnlnoun conaent that COMMITTEE
SUB.'TITUTK KCH SENATE KILL HO. Hi amended by the lloune be
considered rnpronned, advanced to third readlnp nnd placed
on final panr.ar.e. Mr. Fink objected. Mr. Fink withdrew Ida
objection. Mr. Hcfllll objected. Mr. McOIll withdrew hin
objection, mere helnp no further objection, It was no or-

dered .

COMMITTEE SUBSTITUTE FOB SENATE KILL HO. Hi amended by the
House wnn read the third time.

The question helnp: "Shall COMMITTEE : UKS.TITUTE FOH SENATE
KILL HO. Hi omended by the House pans the House?" Th* roll
wnn called with the following result:

Yeas- 3? - Anderson, Bnnfteld, Belrne, hoardmnn,
Horer, Bradner, I/ronson, Cornel lu-,
Croft, feveau, Ellason, Pink, Cue- ,
Harris, llaupen, Ill11strand, lloln, Kay,
Ferttulo, McOIIl, Metcair, Moses,
Orheck, ferntrovleh. Hay, Heeven,
pettlp, SacVett, Sehvam, Sweet,

Tllllon, Yojfip.
Hays* 1 - Miller.

Moused: 7 - Chance, Hensley, Hchr.an, Jackson,
HcVelph, faukan, Samara.

And so, COMMITTEE SUBSTITUTE FOB SI.HATI KILL NO, Hi ->"-nde,j
by the llou-e panned the House.

Mr. Que.-in roved and anked unanimous consent that tl.e roll
call on the pannape O COMMITTEE SUBSTITUTE FOH SrhATF DILI.
HO. Hi areiided by the House be considered the roll call on
the effective dot" clause. There helnp no objection, It
was so ordered.

COMMTTI I "UPSTITtITK FOP SENATE DILI HO, *1 amended by the
House wer. reTrrred to tlie Chief Clerk Tor enprosnment.

Mr, McQl11 i i ti hi .-
P TRRE PROATORE ToB " Fh5R KA 6" b} " aendéd ¢ “the
House.

Mr. C->me|iu* pave riot |[ee of reconsideration of hlr v"t> on
CnMMITTI | SUKStnUTr. Ef H ."EIIATf Ktl.L NO* Ej amended tv |’**
llou e.

SMIATE KIM. HU. 1H7 aer.|jed (r’latlnp to thyme,,l rheraitPlt
anl prnvldinr for an rfrretlve date) war read the -ecrnd

tire wlt». if,e Health, Welfare and Education Cormiiirr report
fpare **U nr tl-e Journal) atvl the Cr.-**eree Coerltter re|ert
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January Id.
Aim*, If Il In aKri’itili' with the members of the
llona" ond Senate, | would sug.genl ) p.m., tliln

unme date, an the »In< for presentation or the
budget message and 1969*1970 budget appropriation
til Il to a Joint nrnnlort of thr Loginlaturc.

I Join with all Alaskans In wishing the members
or the Plrnt Session of the risth Stile l.egta-
hituro u productive am, rewarding amnion.

Host personal regards.

Sincerely youra,

s/ Keith It. Hiller
Kr|'lh 'it. Miller
flovernor"

m-..; A", prom tiik iiou’K

A message dated January 30, 1969, was read requesting
tli  Senate meet In Joint resalon January 10, 1969,
at 11:00 a.m. to hear the O'.vernor'o State of Affiles
metsage, and at j;09 p.m. to recrive the Governor's

budget (wear*age.

eni' r Hammond r iv | und anfeij onanlmour f nient ttiat
u nEsniir.” trui mlll«l to the House accepting their
Invl* it lon. Ttiei-" being re Il.Jectlon, it was no
rlere I

eii.il ¥ Mamnon 1r iv | .ind aake.i unantnous consent that
a re;-.age be sent to tti* Mouse asking It to Join with
the Senate Lkn,Inviting "Vngreaspan Howa[d V¥ P|E|b0Ck

« 1104 | ature Feorlar

L1 meLrme Leqis y
In, I'lhu There t. Ing « objection, "It was so orler"1,
Senat r IM igett requested r’mwd .'on to be eicmel
fr "ill of the nate fro*, t ).,/ until Konday,

fel.rutry t TI *e telng no objectton. It was no ordered.
mile isr.Mi.irr

rue >criliry r.| rt-1 that StHATL CrdICUHI'HIT RK-'OlJJ-

Tlotl 1ll. ii.unoi log tie la'e fc. t. "Mob” Martlett)
i1l imin ere. tl/ »ngie I, tgiel iy t*e TtesMrnt
and ..i>rotary ai i trar-»Ittr.| t (Im House Tor their

Cons ldeem 111.
b™"ti 'l A’ nil'™ A i <K toATt tu"!H.trrioils

MA-r. rotp’ifoht 'IT ni  L™ri 9 HJ. | by senator t'egtch.

Jji.uary id, lyily HEMATE JOUTINAL

rapivuulng concern of the Legislature for nound oil nnd
gi> 'ionserv.il lon practices In Alaska nnd directing that a
slulJy to made, was read the Drat time and referred to the
Resources Committee.

IHTPOtJUCTIOH AVD RKPKHKIICK OP S.KIIATE (t1LLS

SLIIATE IJILLL HO. 80 by Senator B. Phillip#, entitled:
"An Act relating to tho state museum."

was read the first time nnd referred to the State Affairs
Coaail ttoe.

SLIATK MILL HO. Rl by the Rules Committee by request Of
the (Jovernor, entitled:

"An Act relating to oil and gas leases; nnd providing
for an effective dale.”

was read the first tire nnd referred to the Resources
Cor/nlttee.

The Governor's transmittal letter covering SENATE MILL
119. 81 Is as follows:

"Jonuary it, 1969

Tlu» Honorable Jay S. llumnond
Chairman, Senate Rules Committee
Ali-kn Mate Legislature

Juneau, Alaska 99001

lu-ar Nr. Chairman:

Pursuant to Mat." Law nnd the Uniform Rules of the
t-.glolnture, 1 im transmitting herewith n till
entitled 'An Act relating to oil nnd gas leones;
and providing for an erf-etlvr date.*

Thin amendment eliminates ttie extension of term on
the leaae Tor londn on which the State hns only
tentative approval at the tl*e of leasing. A con-
ditional lease pas often been ;onntdercd by most
eo-| intr as drillable title and the fact of ron-
Ultlonallty 1 no detriment to development or the
lej-e*. 3c,mo leases fiave eilended to |9 years. 1
r-u 1 tt.at the State did not eontcrplate nor intend
for a lessee to be entitled to hold a lease beyond
a I'n year primary ’era. This- bill also reverts to

> >mtrra ii ind gas lIras*, nt thr
discretion of the ti'parisent. The shorter irro
will hasten drvejr.fiscnt and drilling activities In
miny are*- and will open up rore ipportur.lt l«* for
ojl kr stales and Indc| endents not presently
art tv* ,r. Alaska, by causing the land to be released
at an earlier date,

Mhcrrely yours
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VIt il 'K (wo reaulutions WON referred lo the Rule#

F\[I

tnnllli/r for plaCCllx nt Oil the COlendut’,

I'M The .'Hate Arr.ilm Commitlee hua had SENATE CONCURRENT

-_—3

1})

n»R
i<

RESOLUTION 110. 1 (study of Alaskan natives' employment)
h i t' conatclerntlon arid the committee recommend#

*i ilo pass. Tin* report was signed by Senator Eng.itrom,
iliitimm, und concurred In by Senator# Koslmky, Merdea,
ttiitruvich and Blodgett,

SENATE CONCURRENT RESOLUTION 110. 7 was referm| lo the
Rules Committee for placement on lie- calendar.

Senator Uleaflet t moved and aaked unanimous consent
that lil-l name tie added aa a sponsor on SENATE COHCUIIRENT
bWQFéJJION llo. 7. Tltere Pelhr no objection, t* wi- :.o

Tlie .Hale Affalrs Connttiee bus had SENATE 1*111 110. 10,

(rt. Jtm oft.,i. pUtIetll under consideration and the
n*litei ncom eiei it d pass. Tne r'*port was alflned

by enator Inc,iron, Clmlrmin, and concurrel In b

enit i Merde , ltulrovich, Koaloaky and Blodgett,

MAI'K Kit.l. 110. In*, uni referred to tie- Mule- Committee
f o ill eirent I tlie J1 111 .

it™* ' it*~ aff.iirr Committee has had SENATE Kili1. 110 1JJ
(IMi-.m Right# ' mmlsili.nl m er consideration ani the
oJtter lIrene., fid" It 4 Tlie report W 31plied
l. i, it*.r In* 'i.m,CIi.iIi m, anl concurrel In Ly
eiit’t putnvicli, Hi'rle ind Blodgett, p* w..ii-urilng
*%»i. eenalor v .Insky t<.i,--i nd>: "0 nut |u -.M

oJIA7. HILL Ho. 1Jt wr refrrred In the Mule:. Committer
f"e placement em tlie al'-ndar.

Tici itl Affair Co-vilitf has hal CCI'MITTM "WK".TITUTt.
toi ikit 1 JOIN ei.t. r llo. i, i-. fHatlquo !l Cemetery
| Anlet | lie k> 1'M-r.It Inn Ud lie- eumnltte re<on-
— i it P, ti. He- |<pur| was s lrii, ttﬁllemtor
M is,, 'hi',iin( ,ml f| urtel In b T hull'Vich
o M ky ™ k! y o1

FilT 1 L'TICr 1100 |, ..,

ui, n T m*t t the Rule Committer f | | lae.*r< i.t m> the

lle]. I,r.

lit, Aff.ilt '.Viwlttr. b. hid 207 I JOINT hi [OIIfTIO
. It |(|MVM>f|I Ktv ".lirt , the lite :>(* p.
K,i 11+m 1 hi.let |It| t i il the — %|1le| t< |H|ell
[t 0 i Tin tii ft wi Ifi.i I by Jin,tor tnfl'-lton,

', »1lajn, ._jnt.# urre lin 1/ ii.atnr- Herdr*, Kutrovlch,
. Jl l(y ||*| I'it lice, t.

SENATE JOURNAL
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HOlleK JOINT RESOLUTION NO. in won referred to the lluloa |||‘]R
Cummlttce for [>Ineemerit on the calendar. a

Ibe Statu Affairs Committee Inin had IIOUSK CONCURRENT NR
RESOLUTION NO. 0 (commending Senator Oruenlng) under
cnir.ilderail on nnd Urn meor.ml Itoe rccommenda It do pans.

riv report was signed by Senator Kngntrom, Chairman,

aid concurred In by Senator.™ Koalouky, Herden anil

Kutrovich. Not concurring was Senator Blodgett, who had

no recnmnendut loll,

HOUSE CONCURRENT RESOLUTION NO. C wao referred to the Rillen
Cornel I tee for placement on the calendar.

Thu Pittance Committer lias had SENATE RILL NO. 70 575
(appropriating. *r Legislative Affair# Agency) under
consideration and the committee recommends It be replaced
with COKNITTI I SUBSTITUTE FOR SENATE RILL NO. 70, with
the same title, and that the Committee Substitute do

Tie* rrp rt was alRned by Senator V. fhtlllpn,
Chairman, and concurred In by Senntora Lewlr., Bradshaw
eml HngglnnJ. Nut concurring wan Senator Hiller who hud
tio recommendation.
~ENATK MILL NO. 70 wsn referred to the Rules Committee for
Ihi.mi.i mi it.,, calendar.
The H<..>iurceii Committee hua had SENATE RILL NO. 81 (oil ?)'i
and ra 1 inenl under eon.mlderation and the committee

recommendlt do pn », wit.ii the following amendment:

Page Hue (i: "and the area north of the crent
of tne Brook# Range between tt*e
Arctic Ocean and the Alur.ku-
C.invlo border, arid *11 state-
+mWfieJ luildc seaward ', f this area.”

Page .*, IIf . Place period after "1? 1/." |*% rrnt,v
and delete remainder of sentence
which end# mi line 8 with the

wot!., "lean than five per cent."”
l'ug, ., line i; after word jlgaae#," Insert "In
Ti>* report wi Ig'.ed by "en.itor laltvr, Clialrman, and
eon ** | lit i*y eiiatur . * lutr 11et|

la" "lid .11 Infand. IEt 'OfICMrring was .'.enaler
(hrl 11m *n, uii " bid i.n recommend Inn.

NI RILL N . i wa ‘'eiirrej i the c*-m.r = Cc.slttfn.
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"mil nr Engslron moved itri'l asked utimilmnu.'i consent ttint
eIn Judiciary Committee report to adopted. There

ee Ini', no otjocl lon, the report wnn adopted ihno

iu.pt lug the amendment offerml hy the Judiciary Com-
rill too Ipage JOj ol- the Journal)’

"here holni' no rurther amendments, Senator Hammond
70.1 and naked unanimous connent that 3EIATE 1(111,
Illo. ti, urn, ho con.ildorod engrossed, advancoil to third
pending and placed on final pannage, There being no

Object 1nil, It win so ordered.

JLFIATH hIll, HO. 7J, an, was load the third time.

ri.o gno.itlon being: ".".hall 3ENATE hlil.l, llo. 73, nm,
fri.itl nal rnreal Income) pasn the "en.ite7H The roll
wjs taken with the following reault:

V'.in: 1* Reg!cl., Blodgett, llutrovlch,
Christlanaen, Erigalron, llagglond,
liner..nd, Jor.ephaon, Koalonky,
Mordcr., Miller, Palmer,

V. Phillips, Poland, Rader,
Thomasi Ziegler and b. lull Ups.

Nays: | Bradshaw.

Absent: 1 Lewis.
And so, SENATE HO. 73, am, passed the Senate.
BIAT: hil.l. HO. 1i, am, war. referred to the Secretory

for o,,tro3nmen* .

SENATE Itll.L HO. Si (oil and gas lenses) wna read the
second time.

on.itor llogglanl moved and asked unanlmoun consent
that the Commerce Committee report be adopted, thus
adept INR  COMMTIEE MISTITUTE FOB SENATE [(Itd. NO. 81.
:rnalor Hiller bjecled. :enator Miller withdrew his
object lon. Ther* being no further objection, the
'nmwrce Committer rr| ort wna adopted, thus alading
«OMMIrTEE HP."7ITUTI Kd! 3I.NATE hll.L HO. 81.

*here being no anendrenl-., Senator llar.mond moved and
taked unanimous connent that CCMNITTEE SUBSTITUTE

r Mv.tHATE HIM. HO. <! be eonalderrd engrossed, advanced
r third feuding ir.) place.| on fltial pasang'*. Witloiut
bjeellnn, Il was so rd'fej.

r.rmrm: sureruute kgii senate bill no. bi wa- rind
of< third time.

"V question f-li.g: Mall COMMTTI I. SUBSTITUTE KOH
. LNATE Utl.L HO. 11 foil ar.J gas lca.ae.ml pass ttir
r»> r J( »r taken with tlie following r’.'ult:

i» I'Vich, Blodgett, Brad mu,
Titrnvicli, Christian e».,
Err.Ton, Hagglat 1, n.imc.-r.j,

cpl.son, gr.mlosky, C'rJ. .,
M 1Xke, laimer, V. Phltill,

(*.land, Rader, Tl mas, Zlegir-r
I » rnlenr

March 11, 1i") SENATE JOURHM.

lInyn: 0 ﬁa

Abaent: | Lewis. 81

And :it), COMMITTEE SUUSTITUTE FOR SENATE BILL NO. ni
passed the Senate.

Senator Hammond moved and anked unanimous consent that

the roll call rin the passage of COMMITTEE SUBSTITUTE: FOR
SENATE hll.I. NO. 81 be considered the roll call on the
effective dote clause. Without objection, It was so ordered.

COMMITTEE SUUSTITUTE Foil SENATE HILL NO. 01 was referred
to the Secretary for eng.rosamcnl.

SENATE. BILL HO. .00 (search warrants) was read the second  SI)
time. 700

There being no amendments, Senator II'mmond moved and
asked unanimous consent that SENATE hll.I, HO. 70b be
considered ongroined, advanced to third reading nnd
placed on final passage. Without objoctlon, it was no
ordered.

SENATE, hll.l. HO. 700 was read the third lime.

The question being.: "Shall SENATE DILI. HO. 708 (search
warrants) pass the Senate?" The roll was taken with the

following result:

Veas: 15> hegtch, Blodgett, Bradshaw,
hittrovich, Christiansen, Engstrom,
llaggland, Hammond, Joaephaon,
K'.slosky, Merdes, Miller, Palmer,
V. Phillips, Poland, Rader, Thomas,
Ziegler ond B. Phillips.

Nays: 0
Absent: 1 Lewis.
AnJ so, SENATE BILL NO. 703 passed the Senate.

SENATE: BILL ho. 7n0 wis referred lo the Secretary for
engrossment.

3ENA7L DILI. HO. 718 (single Judicial ballot In each SB
Judicial district) was real the second line. T

There being no amendments. Senator Hammond moved nnd
asked unarimoos consent that SENATE BILL HO. 718 be
considered engrossed, advanced to third reading and
(laced on flrnl passage. Without objection. 1t was so

urd< r- d.

TE- |a* lion being: "Shall SENATE BILL HU. .'18 (single
Judicial ballet In each Judicial district) pass the
*m»1'5"  The rill was tukrti with the following result:
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M Anrnnii')" dated An*!' 1 IV, 1909, wa, read, nt.it lur.
, 5 the House has I'MJC'l SENATE HIM, HO. t.vj. ".EIATE

JOtIIT RESOLUTION 110. JO and SENATE COIICURHOMT
%4 RESOLUTION 110. JO nnd returning nan.-.

SENATE Ut 11 110. ?v>. nCfIATI .TOIfIT RESOLUTION 110.
on-J senate conco*itbKHT resolution in. 30 were
referred to the Secretary Tor enrollment.

C'SU Anernnre (latel April 1V, 1969, wan real, matin,” fh«
ul House hnn panned COMMITTEE SUUSTITUTE F1* "KIAT. will
flo. 1l (relnlinr to oil nn-1 (ton lessen) with the

Tollowl nr. amendment mil returning mime.

Rice 3, lri".* 1 through A Restore dolitel -aterlil
on linos 1 through A nudlti,: with AN),

Rare 1, line A Insert the following material art
Allt): " it"til h-M not fceei, ir.ruei tt.efrofi,
n rontlt tonal lenso m,y Lo Issued. How-
ever, no tern extension n-iv to- printed
for tlie fieri,>'| MrInr willoh lho lease -'as
conditional."

Senator h.atncr novel that the Senile concur Iti th’
House ameninent u C9»,ITTLK SODtTITJTt: u u “llIAi:
MILE 110. 01. :>ustor Kngnlrom nb'ecled.

eSenator Dutrovich novel =il naked un mim?uu Lii. -i
that tho House nejsae.. relating to 19" ITTEK FUM
STITUTE FOR SENATE 0111 *10. fl| he he) | «

legislative day Tor action ty tlie .Senate. There t-li.r
no objection, It wan =>ordered mil 'tie >ep,.» n .

war. Instructed to reproduce the iReii-Jnenls for

till ".rthutloll to all Senators.

Ct'S aner.mre dated Aprit 19, 1969, atnting tie- ft«ii- hid

n*. Fan.tel COVMMITTEE 30TH7ITUTI *OH SENATE hi EE TU. 1V
(pale-*)IRulea) lInteror.t allowed on ludgnent ) with t'o-
Toll owlno amendment mil returning sane, tiis »eee«l:

HOUSE COMMITTEE SIMSTITUTE KO! CVMTIEI T.'1. VI
for senate MEL no. no.

Tlie question being: "Shall tl»e Senate csn ir Jo IV
House nnrndnent to COMMITTEE SUR'TITUTI. 'O* T.SATE
UILL. 1O, 1jf (i»ul"nP* On voice vet*., tle

Senatr concurred, and the Secretary was Instra'tel to
r.o lirorn the House

IICS  110U3L COMM T/KE SUBSTITUTE F9P CO""ITTIK SUMSTtTVTE

r-.-H fo "Ell MEE NO. 1t< wan referred to tho Secretary
li% or enrol [aent.

AI'IE J1, 1999 3EHATE JOURNAL

A nor.saRe dated Apeli to, 1969, was rend, ntallfig the
lloune has panned COMMITTEE SUUSTITUTE FOR SENATE MLE
HO. 1A, amended, (electrlcol naTety) wlththe Tollowluk
amendment and returning name:

HOUSE COMMITTEE SUUSTITUTE FOR COMMITTEE SUUSTITUTE
FOR "ENIATE RIEL HO. 1A

Senator Thomas moved that thr Senate concur In the lloune
amendment.

The question being,: "Shall the Seriate concur In the
House amendment to COMMITTEE SUUSTITUTE POR SENATE I)IEE
110. IA, am?” On voice vote, the Senate fnlled to con-
cur In the House amendments.

The Secretary was Instructed to so Inform the House and
request that the House recede from its omendnont.

A mo.annge dat d April 19, 1979, wan read, stating the
House _has pe jed COMMITTEE SUUSTITUTE *OR SENATEDIEE
HO. 17A (at- e manpower trainlnr program) with the
following b vndnent, awJ returning name:

Page ?, line 9: Change one to three

Pape ?, line 10: ChanRe one to three

PaRe 2, line 11: Add s to member (twice In line)

Page .*, line 1»- Chanre one to three
Senator Hammond moved that the Senate concur In the
House amendments to COMMITTEE S'jJRSTITHTE FOR CERATE
DILE HO. 17A.
The question brine: "Shall Hie Senate concur In the
House amendments to C M’ITTEE SUUSTITUTE FOR SEIIATE

RII.LE 110. 17A?" On voice vote, the Senate concurred,
and the Secretary wis Instructed to so notlrv the House.

COMMITTEE SUUSTITUTE for SLIATK UILI. HO. 1/A, an I, CSSO
was referred to the Secretary for enrollment. arL/AI\I

A message dated April 19. 1969, wir. read, statlnr, the
llou-.e has passed the following resolutions, nnd they
ire herewith transmitted for consideration:

HOUSE COHCURPEHT RE30LUTIOH HO. ‘ji

HOUSE JOJHT PL.SOLUTIOII IP). 93

HOUSE COIICUPIIEMT RESOEUTIOH 119. '/ amended
PIRST REAUIHO ADD REPEPEUCE 0P HOUSE RKSOLUTI S..

HOUSE COIICUHREHT “ESOLUTIOII MO. ‘j2 by “e.,5ra. Eerttula
nnd Paukan, directing the Eetflaiatlve Council to
conduct u ntudv cn the reindeer Industry, wan read the
rir * ’lre and referred to tlie Resources Cor.mittee.
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Juneau, Alaska April 22,

Klghty-.11 nth Day

Pursuant to adjournment the Senate wan called to order
Iy President Phillips nt i* I~ p.m.

Roll call Bhowed nil members present.

The prayer, offered by the Chaplain, the Reverend Ralph

Wegener, follows:

"Our heavenly wather, the Author of all freedom,
we |n thin hour do thank Thee lor the Croat

Land In which we live and for all Ila Panic free-

dom!. ‘'day this freedom mean for ua that we are

1969

u responsible people, each having special Interests,

and yd living In the hop" that a better tomorrow

Is actually possible. Way it mean that varying
opinions muy grow and live side by side and also
flow freely.

We ask Thy divine blessings on this Tenate.
Cause the members of this body to deliberate,
to debate, and to decide as Individualistic,
aeir-rellant, property-owning cltlsens

who are enlightened and aroused as they live In
this atmosphere of freedom to seek to solve our
comrgon problems and to provide for our common
good.

We ask this, humbly grateful for Thy many blessings

we do even now enjoy. In the Ileaned favlor's
precious name. Amen."

Tlie Secretary cert, riel as to the correctness of the
Journal for the elehtv-flfth legislative day In

accordance with the rules, ‘‘cnatar Hammond moved and
asked unanimous consent that the Journal be approved
un submitted. Without objection, It was so ordered.

Tie- message dated April 1J, 1x*> relating to COMMITTEE
JOISTITUTK ron 1tMATfc HILL MO. Ul (page 7bA of the
lournal) was read again with the House amendments.
This message had been held one legislative day for
study.

Tr-nutor Palmer moved and a-ked unanimous consent thm
the Cen.ite concur In the House amendments to co**VITTKh

C131-
81
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SUBSTITUTE FOR SENATE HILL )I(). 81 (relating to oil
nnd gas lenses). There being no objection, It vino
$o or'lepcil; and the Secretary was Instructed to no
Inform the lloune.

COMMITTEE SUBSTITUTE FOR SENATE BILL NO. 31, nm II,
wan referred to the Secretary for enrollment.

A message dated April 21, 1969* wan rend, stating the
lloune has pnnned SENATE JOINT ntSOLUTION NO. >j
nnd SENATE BIEL NO. i 35 and returning name.

SENATE JOINT RESOLUTION NO. 85 and SENATE HILL NO.
735 were referred to the Secretary for enrollment.

A message, dated April JI, 1969, wan rend, transmitting
the enrolled copier, of the following resolutions
for the signatures of the President and Secretary!

MOUSE JOINT RESOLUTION NO. 5
HOUSE JOINT RESOLUTION NO. 6
HOUSE JOINT RESOLUTION NO. 5" ar
HOUSE JOINT RESOLUTION NO. "3
HOUSE JOINT RESOLUTION NO. 85
HOUSE JOINT RESOLUTION NO. 3.

The enrolled copies of the above resolutions were
signed by the President and Secretary and returned
to the Mouse.

A message dated April 21, 1969, wan real. Stating
the House has passed COMMITTEE SUBSTITUTE FOB
EMATE PILL NO. ii (Judiciary), amended, with the
following amendment, and returning same'

HOUSE COMMITTEE SUBSTITUTE FOR COMMITTEE SUBSTITUTE
FOR SENATE BILL NO. 23 .13 amended bv the Hour-;
the amendments follow:

Page 1, line 11; Insert after "operates",
the words: "or drives".

Page 1, lines 16, 19 and 20: Insert
"operating or" before the
word "driving". iMlet*
"or In actual physical
control c*4m

.Senator 'lhvrui; moved that the Senate ccntur In the
House amendment# to CT'MITTEK SUBSTITUTE rn” EIATE
HILI NO. si1 ("illclary). On voice vote, th" serial”
did not concur In the Mouse amendments. Th*
S.e-pctary wa; Instructed to so inform the Nome

aril ask It to recede from its amendment.

SENATE JOURNAL
April @i, 1969

A message dated April 21, 1969. was read, ntnttng
the House has passed HOUSE JOINT RESOLUTION NO. 67,
am, and transmitting same.

rm.e.T RKADLIid AND REFERENCE OK HOUSE RESOLUTIONS

HOUSE JOINT RESOLUTION HO. 57, am, by Messrs. Metcalf
and Rettlg requesting the construction of two additional
sea-traln clip facilities at the Port of Seward, was
read tho first time nnd referred to the State ArTnlrs
Committee.

COMMUNICATIONS
"April 19. 1969

The Honorable Brad Phillips
President of tho Senate
Alaska State Senate

Juneau, Alaska

Dear Brad:

I wish lo express my appreciation nnd thanks to
you and all my friends In the Senate. 1 have
spent many happy birthdays, but the Senate
blrhday party on Tuesday topped then all.

Again, many thanks to you, the other senators
and the Senate staff nenebers who made the
celebration possible.

Sincerely,

5/ Mark Jacobs, Sr.
"ark Jacobs, Sri™

Senator Hammond moved nnd asked unanimous consent
that th” Secretary send a r.essnge to the House
requesting the members to meet In Joint session with
the Senate members at 3:09 p.m. Thursday, April ?3,

1969, to consider the confirmation O recent appointments

by the Governor. There being no objection, It was so
ordered: the Secretnry was Instructed to transmit the
melange.

REPORTS OF STAMPIN'! COMMITTEES

wa

57
an






N«meof
Well

Falla Crock
UnitNo 1

Middle
Oround
Shod No. 1

Cook Inlet
State No. 1

Beluga
River Unit
No. 1

Granite
Point No, |

Trading Bay
No. I-A

Grayling
No. I-A

NichoUi
Creek State
No. |

Leaaec
(present
immci)
Chevron

ARCO

AMOCO
Getty
Phillips

Phillips
Chevron
ARCO

Shell

Mobil
Union

Union
Marathon

Union
Marathon

endosure 24

COOK INLET DISCOVERY ROYALTY APPLICATIONS

Date of
written Effective
Firat deciaion dale of the Commence-
Affidavit or granting 10-yeai mentof
ADL Date of claim ofdia- diacovery diacovery commercial
Number 1&isaxsn «ygy roviitv royalty production
00590 4/10/61 12/3/63 2/18/64 5/1/61 None
1759S 6/10/62 11/12/62 1/15/63 6/10/62 5/66
17589 8/21/62 11/12/62 11/24/64 9/1/62 3/69
17599 12/1/62 9/17/63 12'19/62 1/1/63 3/68
18761 5/16/65 5/21/65 9/14/65 6/1/65 5/67
18731 5/23/65 6/18/65 8/27165 6/1/65 1/67
17594 9/29/65 10/28/65 1/19/82 10/1/65 10/67
17598 4/28/66 V23'66 8/19/66 V1/66 10/68
APPLICATIONS DENIED
Ktmeofv.'tU ADL Number

Trading Bay N\ landNo. 2

Shell Middle Ground Shoal

W. FortUnd Unit No. 3

Redoubt Shoal No. 2

Trading Bay Slate No. 1

17597

18754

1*777

29690

35431

Date
121/2%
royalty
replaced 5%
diacovery

rayilty-nlc

No royalty
ever paid

6/10/72

9/72

1/73

6/75

6/75

10/75

No
production
after 1972

Period

royalty
actually
reduced

Never uaed

6yeara
1 month

3 yeara
6 month*

4 yean
IOmontha

8 yean
1 month

8 yean
5 mo ithi

8yean
1 month

About 4
yean
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N O R T H S L O P E

D I's C O V E R Y R O Y A LT Y A PPLICATIO N S

Date of Status of

Ceasriaet W oo wen Field-Name Applicant Application Application
28303 Prudhoc Bay State Hl PrudhoeBay ARCO 3/12/68 Granted
25633 Ugnutfl Kuparuk ARCO-BP 417169 Granted
34633 Sag Delta #4 Endicott BP 2/14/78 Granted

.34635 Niakuk #5 Niakuk BP 4/7/85 Granted
28297 Pt. Mclntyre #3 Pt. Mclintyre ARCO 5/12/89 Granted
25906 Milne Point G-I Milne Point Conoco 12/7/89 Denied
Note:

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

Enclosure 25
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COm~CO

Tom Prinl«r 0co Inc.

Division Mmxgpr %%11 %Street
Surte 200
Anchorege, AK99S03

September 7, 1989

HECE ' X$ti

Hr. James Eason >Cr<61989
Director, Division of Oil and Gas

Department of Natural Resources o*ff"crrd %,
P. 0. Box 7034

Anchorage, AK 99510-7034

Dear Mr. Eason:

Pursuant to paragraph 12 of lease AOl 25906 and 11 AAC 83.210(a), Conoco Inc.
is submitting the attached Statement of First Discovery of O0il and Gas in
Commercial Quantities in a Geologic Structure precedent to filing an application
for discovery royalty for ADL 25906.

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

As required in 11 AAC 83.210(b), Conoco will undertake production tests in well
no G-I to establish that oil and gas has been discovered 1in commercial
quantities. This testing will take place in the latter half of September, 19E9,
and we will furnish you sufficient notice and transportation (if requested) for
a representative of your department to witness the testing. The geologic data
required in 11 AAC 83.210(c) will be furnished 1in a timely manner.

If you need additional Information concerning this Statement, please contact Al
Hastings at 564-7650. Conoco respectfully requests that the information

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

vision Manager

AEH( )
File 500.58.08

Enclosure 26
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December 7, 1989

Hr. James Eason

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

Anchorage, Alaska 99510*7034

Dear Hr. Eason:

Pursuant to 11 AAC 83.215, Conoco Inc., as Operator of the Hilne Point Unit and
the sole Working Interest Owner of ADL 25906, requests discovery well certifica*
tion for Well No. G-1I. Conoco 1is in compliance with the filing provisions of
11 AAC 83.210.

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

Attached to this application 1is a brief discussion of the Pre-Drilling
Expectation and the Post-Orilling Verification for Wen No. G-1. This discussion
summarizes the other criteria that have been used im» he more recent discovery
royalty decisions.

Very truly yours.

Division Hanager

AEH(Jr)
Attachment
file 500.58.08
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DEIWRTM ENTOFXAT(JKAL RESOURCES

WAITCR LHICKQOL.. GOVERNOR

POOX
BB Apsgemoe

01VISION OF OIL AND GAS

CERTIFIED MAIL
RETURN RECEIPT REQUESTED

April , 1991
DECISION
Conoco, 1Inc. oil and Gas Lease
Suite 200 ADL 28297
3201 C Street Milne Point Unit

Anchorage, Alaska 99503

MILNE POINT UNIT G-I

WELL DENIED CERTIFICATION

AB A DISCOVERY WELL

The Division of Oil and Gas (division) hereby denies
certification of the Milne Point Unit G-I well (G-I) as a
discovery well. As discussed in greater detail below, this
denial is based on the determination that overwhelming
evidence, including that submitted by Conoco, Inc. (Conoco),
clearly establishes that the G-I well fails the essential
"first discovery" requirement. The Shallow Oil Sands (SOS)
and the larger structure of wnich it is a part was clearly
discovered by previous exploration, and was publicly known.
Previous discovery is evidenced by: (1) several hundred
earlier exploratory, Kuparuk River Unit and Milne Point Unit
well penetrations which yield substantial electric log and/or
core data to recognize the accumulation, and (2) previous
successful flow tosts of the accumulation from at least five
other wells in the Milne Point Unit, and a pilot project
within the Kuparuk River Unit. The division's evaluation is
supported by the geological, geophysical, and engineering
information submitted by Conoco, as well as by in-house data.

Enclosure 27



THE.HISTORICAL BACKGROUND

The legal bagi3 for the discovery royalty

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

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

Although this provision was subsequently repealed, it was in
effect when ADL 25906 was issued. Paragraph 12 of the lease
describes the discovery royalty provision as follows:

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

the rates prescribed in Paragraph 11, be five
percent zor a period of ten years following tho

date of such discovery, and thereafter the
royalty rates shall be those prescribed in
Paragraph 11. If this lease is committed to a

unit agreement approved or prescribed by Lessor
as provided in tho regulations, the five percent
royalty rate shall not apply to all, but only,
tho production allocated to this lease under such
agreement.

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

11 AAC 505.74 - 11 AAC 505.748. They were subsequently
amended and renumbered as 11 AAC 83.200 - 11 AAC 83.230. In
January 1980, these regulations were repealed. In

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

Lease History
Humble oil and Refining Company and Richfield Oil Corporation,
in a 50-50 partnership, purchased Oil and Cas Lease ADL 25906

on December 9, 1964 at Competitive Oil and Gas Lease Sale 13.
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The lease was issued as a conditional lease effective March
1, 1965, with a ten-year primary term and a fixed royalty rate
of twelve and one half percent. Humble later became Exxon
Corporation (Exxon), and Richfield became ARCO Alaska Inc.
(ARCO). ADL 25906 was added to the Milne Point Unit during
the second expansion of the Unit, effective June 1, 1983.
Conoco acquired Exxon's interest in the lease on July 28, 1987
and ARCO's interest on November 2, 1988. Conoco currently
retains 100 percent working interest and ownership in ADL
25906.

Four wells have been drilled on ADL 25906. The first well

drilled on the lease was the Milne Point Unit G-I, which was
spudded on August 10, 1989 and completed on August 22, 1989.
The well was drilled to a measured depth of 4745 feet. The
operator logged, <cored, and tested the Shallow Oil Sands

(SOS), which were, as anticipated, productive. Subsequently,
three additional development wells have been drilled on G pad
and four well each on H, I, and J pads.

Discovery Royalty Application History

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

Division staff net with Conoco representatives on January 24

and February 6, 1990 to discuss the application. On Novembor
1990, Conoco submitted additional geological and geophysical
data in support of its claim. On December 10, 1990, after

division technical staff determined that the application was
completo, tho division published notice and separately mailed
notice of the discovery royalty application to known
potentially interested parties.

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



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

DIBCPSBION
The G-1 veil did not make a first discovery.
The fatal deficiency of the application, demonstrated
unequivocally by materials submitted by Conoco itself, is the
absence of any "first discovery." The location and

distribution of the SOS have been known for almost two
decades. Published maps of the geologic structure and the oil

accumulation for the SOS existed prior to the drilling of the
Milne Point G-1 well. The application itself makes clear that
the operator of the G-I well had a pro-drilling expectation
that the well would in fact penetrate a productive pool within
the same geologic structure and interval as had been
penetrated by hundreds of other wells within the Milne Point
and Kuparuk River Units. In light of the amount of available
information prior to drilling, it is clea- that the G-I well
can best bo described as Conoco's first planned production
well within the SOS. Below are listed a few of the facts

demonstrating that the structure containing tho SOS was
discovered long before the G-1 well.

0O The East Ugnu No. 1 Well

In 1969, twenty years before the G-I well was drilled, the
East Ugnu Mo. | well discoveredl two structures containing
hydrocarbons: the deeper Kuparuk Formation (which forms the

basis of production from both the Kuparuk River Unit and the
initial participating area of tho Milne Point Unit), and a
shallower structure (which contains the intervals Conoco
refers to as the SOS). The shallower structure was tested and

flowed heavy oil at a rate of 20 barrels per day.
The East Ugnu Ho. 1 well is located four and three-fourths
miles to the southwest of the G-I well. The geologic isopach

and structure naps, cross sections and interpreted seismic
data supplied by Conoco show that the SOS, present in both the

1 Based upon this discovery by the East Ugnu Ho. 1 Well,
the owners of ADL 25633 were granted discovery royalty rights
for any production of oil and gas and associated hydrocarbons
attributed to that lease from any zone of production,
including the shallow sands, during the first ten years after
tho date of discovery, i.e.. for the period from May 1, 1969
through April 30, 1979.



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

Pe3ervoir3 found in these environments typically contain
multiple stacked and partially isolated sands. The individual
sand bodies which make up the SOS clearly demonstrate this
reservoir heterogeneity. However, geological, geophysical,
and engineering data indicate that, disregarding localized
reservoir discontinuities and small faults, the SOS reservoir
is continuous between East Ugnu No. 1 and Milne Point G-I.

O <Conocols discover/ royalty certification application

On December 7, 1989, <Conoco filed its application for

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

The risk of geologic nonsucccss for the shallow

sands at Milne Point is small. Sufficient
reaional data in existence before the drilling of
r No. G-I minimized the risk of not finding

the geologic structure.

The next paragraph of the document generally discusses the SOS
in the Milne Point Unit and the West Sak in the Kuparuk River
Unit as the same structure, and estimates that in excess of
$150 million had been expended in drilling, testing and pilot
project work. The document bluntly <characterizes the
difficulty with establishing sustained production from the SOS
prior to the G-1 well as a "completion and production problem,
and not a question of finding sufficient in-place
hydrocarbons."

Th- attachment to the application goes on to state that pre-
drilling expectations were confirmed:

The post drilling confirmed that the basic
geologic structural definition before drilling
commenced was correct. Minor changes in sand
thickness and fluid content slightly altered oil
in place values.

This proves beyond any doubt that Conoco did no.. discover the
structure. It knew to a high degree of confidence and
specificity what it would encountor.



0 The application for a participating irea for
production from the SOS

On November 16, 1989, Conoco applied to the Division of Oil
and Gas for establishment of a participating area within the
Milne Point Unit for purposes of production of hydrocarbons
from the SOS. That application states that "The Shallow Oil
Sands have been tested by six wells within the Milne Point
Unit." The G-1 well was drilled in 1989. Of the other five,
one, the A-1 well, was drilled in 1980, and the four others
were drilled in 1982.

Nothing suggests that the SOS tested in the Milne Point G-I
well contains oil or reservoir rock of significantly better
quality or quantity than ravealed 1in the five previously
tested wells within the Milne Point Unit. Thus, even without
any consideration of the many wells drilled into and testing
the SOS in the Kuparuk River Unit, Conoco's own submissions
reveal the fact that five prior wells within the Milne Point
Unit drilled into and tested the SOS many years prior to
Conoco's claimed "first discovery."

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

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

The Shallow Oil Sands (SOS) of Milne Point
comprise 17 ‘individual beds that are readily
traced between 22. wells in and around the Milne
Point Unit. The type log for the SOS at Milne

Point i3 Conoco's A-1 well. ... Although these
sunds were originally found in 1969 bv the SOCAL
Kavearak 32-25 well, the nearby A-1 well wa3
chosen as the type well because of its modem

(1981) (sic] well log suite.

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



This quotation is also significant because of its use of the

A-1 well as the type well. Although well logs from 1939 G-
1 well (the claimed discovery well) were available, Conoco
chose well logs from the nearby 1982 A-lI well for purposes of

discussion of the geology.

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

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

0 Information submitted _in support of r.P.ya.jty.
=betin
In support of its efforts to obtain a royalty reduction for

production from the Milne Point Unit (separate from this
discovery royalty application), Conoco previously submitted

to the Division a copy of a Conoco document entitled "Initial
Development Plan for the Shallow oil Sands in the Milne Point
Unit." This document, prepared in 1985 (four years before
the G-I well was drilled), described the "wealth of

information™ that had been compiled and analyzed about the
SOS. Page IV-1. While the document concluded that there was

a need for furthur delineation, it nonetheless described the
geology, made estimates of oil in place, and described
production methods and scenarios. See, e.g., pages II-1 and
-2

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

Tho shallow oil sands havo always been targeted

for development after the Kuparuk zone was fully
developed and excess facility capacity became
available.

Page I1V-6.



Conoco misapprehends the "commerciallty issue.

In the "Pre-drilling Expectation and Post-drilling
Verification”™ discussion submitted with the December 7, 1989
application for discovery royalty certification, Conoco

appears to suggest that risks relating to "completion and
producing techniques, and crude price and perceived price

stability™ are somehow pertinent to the issue of whether
Conoco's G-I well made the "first discovery of oil or gas in
commercial quantities in a geologic structure."” I disagree

for the following reasons.

First, the statute and lease term speak in terms of commercial
quantities. The basic information about the quantity and
quality of hydrocarbons was known before the G-I well was
drilled. As noted above, the well only resulted in "minor"
or "slight"™ adjustments to Conoco's pre-drilling estimates.
In short, there is nothing about the drilling of the asserted
discovery well that could be characterized as a discovery of
a heretofore unknown quantity of oil.

Second, Conoco argues that no well has been certified as
capable of producing in "paying quantities”™ prior to the G-
1 well. This argument is irrelevant. There is no evidence

that any other party has ever sought a "paying quantities"
determination for a well targeted for the SOS. Moreover, the
"paying quantities” determination i3 made only for particular
purposes, unrelated to the discovery royalty issue. See.
8n"3”, Pan American Petroleum Coro, v. Shell oil Co.. 455 P.2d
12, 23-24 (Alaska 1969).

Third, the risks Conoco faces in putting the SOS into

production are production related, not discovery-related
risks. Conoco stresses the "costs of continued
experimentation with completions, the risks concerning oil
prices and transportation costs."” While these are genuine
risks, they are not discovery risks, were not unique to this
well, and the G-l well did not resolve those risks. 2 These

Conoco explicitly states that the "[pjroduction
history also verified that the completion technique utilized
in G-1 will not provide the long term completion needed for
full scale development. Additional experimentation with
completions will be required before economic development is
a reality."” Thus the G-I well, besides not being the
discovery well for the SOS, did not resolvo all production-
related impediments either. It is just as clear that there

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



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

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

development was determined by factors wunrelated to any
discovery efforts made by means of the G-I well.

The statute was changed to explicitly focus on discovery
rather than commercial production.

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

with a royalty fixed by the Commissioner, with
the approval of the Attorney General and the
Commissioner of Mines, at not less than five
percentum c?\) the first ten years of ngw
production. and twelve and one-half percentum
(12%) each year thereafter

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

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

provided that a royalty of not less than five
percentum (5%) for the first ten years will be
allowed the first producer in a new_ar_ea.

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

In 1959, the legislature rejected the wearlier incentives
triggered by commencement of production, and restricted the
five percent royalty to the lease wupon which a "first
discovery of oil and gas in commercial quantities in a
separate geologic structure"”™ is made. Section 7, ch. 169 SLA
1959. This leaves no room to award a discovery royalty in
this case. Tho risks and costs of commencing production
(whether "new production™ generally or as the "fir3t producer
in a new area") were rejected by the legislature as a basis
for a reduced royalty. The legislature replaced an incentive



tied to commencement of production with an incentive tied to
‘efirst discovery." Tho division has no authority to attempt
to circumvent that clear intent.

CONCLUSION

The intent of the repealed statute was clearly to provide an
incentive to discover and place on production new fields in
previously untested structures. The statute foremost required
the holder of the lease to "drill and make the first
discovery™ in a geologic structure (AS 38.05.180 repealed).
Conoco exposed the fact that the G-1 well is not a discovery
well in the attachment to its December 7, 1989 application by
stating "The risk of geologic nonsuccess for the shallow oil
sands at Milne Point is small."

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

Director
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January 16, 1992

DECI8ION
Conoco, Ino. : Oil and Gas Lease
Suita 200 i ADL 25906
3201 c otraat : Milne Point Unit

Anchorage, Alaska 99503

DECISION AFFIRMING DIRECTOR'S DENIAL OF DISCOVERY
CERTIFICATION BASED ON MILNE POINT UNIT G-1 WHELL

I have carefully reviewed the decision ("Decision™) of the Director

of the Division of Oil and Gas denying a "discovery royalty”™ to
Conoco, Inc. ("Conoco™). The Decision concludes that Conoco's G-I
well in the Milne Point Unit did not qualify the lease for an award
of the reduced "discovery royalty"” rate because the well did not
make a "first discovery of oil or gas in commercial quantities in
any geologic structure."” In essence, the Decision concludes that

both the existence of the geologic structure (referred to variously
as the "Schrader Bluff Formation™ the "West Sak,” and the "Shallow
Oil Sands" ("SOS")) and the quantities of oil accumulated in the
structure were known prior to the drilling of the well. The
Decision determined that it was most accurate to describe the G-I
Well as "Conoco's first planned production well within the SOS"
(Decision it 4, emphasis added), not as a "discovery well."

I have also carefully reviewed Conoco's appellate brief. Conoco
does not deny that the structure had previously been discovered
tnrough the drilling of other wells, and that prior exploration had
yielded confirmation that the structure contained a large
accumulation of oil. Brief of Appellant ("Br.") at 1-2, and 3 at
n.l. 2££ also Affidavit of Alan Hastings, paragraph 10 ("Hastings

Aff."), where it admitted that in 1985, four years before the G-I
Well wbb drilled, a study by the Milne Point Unit had estimated

that there were "over 366 million barrels of oil in place” on the
lease at issue alone. In light of this admission that the G-I Well
broke no new exploration ground, it is not surprising that Conoco
tries to diminish the significance and common sense meaning of the
"discovery" requirement. Thus, Conoco argues that the Kkey
requirement is not a discovery at all, but rather the mere drilling
of the first well that establishes "commercial quantities." The

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



Deaieion Affirming Director®a Denial of Discovery
Certification Based on Milne Point Unit G-1 Well
January 16, 1992

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

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

The former statute and regulations intended to encourage the
diaoovery of new oil bearing structures and onoe a new discovery is
made, to encourage rapid development of and produotion from the
structure.

The plain language of AS 38.05.1B0(a) shows that the legislature

intended to encourage drilling to discovery previously unknown oil
bearing structures and once a discovery is made, to encourage rapid
development ¢f and production from the structure. "Discover™ means
to "be the first to find, learn of, or observe." Am. Her.
Dictionary 376 (1970). In this instance, it means to find an oil
bearing structure, not previously known. This requirement is
emphasized by the term " first discovery.” Importantly, the statute
ties tho finding with "drill(ing)". Thus, the statute obviously
seeks to encourage exploratory drilling. The statute also plainly

encourages rapid production by limiting the reduced rate to a ten
year poriod following the date of discovery.

The Alaska Supreme Court has stated that tho former regulations
implementing the statute specified the three elements required by
the statute for discovery well certification: date of discovery,
commercial quantities, and geologic structure. See Union oil Co.
v. State. 574 P.2d 1266, 1269 (Alaska 1978). The regulations
suggest that these elements are separate and distinct, and can be

established at different times. When read as a whole these
regulations foster the dual purposes of the statute—to encourage
exploratory drilling and rapid production.

The regulations define the date of discovery elemont as the date
that an operator first finds oil or, in the exact of languago of
the regulations, "first encounters sufficient evidence of oil or
gas in a particular geologic structure™. 11 AAC 83.200. This
event starts the running of tho ten year reduced rate period. 11

AAC 83.215. At this point, tho operator is not required to show
that the evidence is sufficient to prove production in commercial
quantities, only that the evidence is enough to <cause the
reasonable operator to continue operations. In ordor to preserve
his priority, he must provide a sworn statement of the first
encounter within thirty days of the encounter.

/r*\



Deoision Affirming Director®s Denial of Discovery
Certification Based on Kilns Point Unit G-I Wall
January 16, 1992

The regulations do not require the operator to provide evidonco of

the second element, commerciality, until later. This is consistent
with the reality that an operator first encounters or discovers
oil, and then tests or evaluates a find to determine whether it is
commercial. £££ Shoni_Uranium Corp. v. Federal-Radrock Gas Hill

Partners. 407 P.2d, 712 (Wyo. 1965) ("Upon the discovery .
there was an implied obligation on the part of the lessee to do
whatever was necessary under the circumstances (1) to ascertain
whether the deposit existed in commercial quantities; and (2)

thereafter to reasonably develop™) (deletions in original). Tho
regulations provide that the operator must continue to work
diligently to "complete a well in the discovery zone . . . that can
be tested for . . . commercial quantities." 11 AAC 83.210. The

second event occurs when the operator establishes <commercial
guantities. 11 AAC 83.210(b)(1).

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

Conoco's argument equating tho "first to drill and discover oil"
with the "first to produce oil" is inconsistent vith the statute's
plain language and would frustrato its purposes.

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

G-1 well wan not tho first well to discover oil in tho SOS
structure. Both thr East Ugnu No. 1 well and the A-I well had
encountered oil Ic g before the G-I well. Conoco argues that the
discovery requirement and tho commercial requirement 3hould bo
collapsed into one test. It asserts that who discovered the oil i3
irrelevant. Br. a. According to Conoco, in order to be the
discovery well, the well itsolf must be shown to be "capable of
production in commercial quantities." Br. 8.1 Thus, discovery

1 I need not address whether the repealed regulations are
binding or not Conoco's argument, which 1is premised on the
regulations continued validity and on Conoco's interpretation of
former 11 AAC 83.205(1) which defined ™"diacovery."™ ignores the
entire context of tho regulations and is nonsensical. Under the

regulations, tho first or initial diacovery of a discovery zone in
a structure ia the first oncounter. 11 AAC 83.210. Tho commercial
quantities test of the zone may bo demonstrated in tho first
encounter well or a later woll in tho same structure. 11 AAC

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

Conoco's interpretation would change the statutory language whoever
"drills and makes the first discovery™ to whoever "first completes
a production well." The Decision pointed out, this would in
essence make the statute read as it formerly did in the territorial
days. It would reward purely production risks as opposed to
discovery and production risks. As discussed in the preceding
section, discovery royalty was intended to reward those who
successfully undertook the geologic and economic risks associated
with exploration tied to rapid development. While oil prices, cost
of production, and efficiency of production influence when an
accumulation of oil may be brought into production and what level

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

Conoco's incorrect reading of 11 AAC 83.205 ignores the provisions
of 11 AAC 83.200, .210, and .215, all of which contemplate that
discovery and commercial quantities nay be shown at different times
and in different wells. Reading 11 AAC 83.205(1) consistently with
these other provisions, "first acceptable evidence in a drilling
well of the existence of oil or gasMrefers to the first encounter
while tho modifying clause "which can be produced in commercial
quantities after well completion™ refers to the requirement that &
woll in the structure must meet the commercial quantities test. It
is noteworthy that 11 AAC 83.205 does not require that the well
which provides tho first acceptable evidence bo tooted or produced.
11 AAC 83.205(1) refers to whether the structure can ba produced in

commercial quantities and refers to a future test in some well, not
necessarily tho well providing the first acceptable evidence of
oil. The commercial quantities tost only confirms that the first
encounter has not the statutory requirement of a "discovery of oil
or gas in anv geologic structure.” AS 38.05.180(a) (emphasis
added). This is consistent with the division's and industry's
twenty year history with discovery royalty that "discovery occurs
upon the first encounterment of oil and gas, not upon the date of
adrill atom tost confirming the extent of the discovery of oil and

gas." See Niakuk 34635 No. 5 Certified as Discovery Well ADL 34635
Conditionally Granted Fivo Percont Discovery Royalty (September 2,
1988) at 5.

L
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of profits or loss the producer may enjoy, they do not determine
when a "discovery" has taken place, or change the quantity of oil
that has been discovered. Conoco's interpretation would frustrate
the statute's dual purposes.

Conoco's interpretation would allow the oparator to choose his
discovery well and thereby manipulate the date of discovery to

frustrate the rapid production intent of tho statute. Since the
ten year reduced rate commences on the date of discovery, an
operator, who encountered a good show of oil, could delay the

commencement of the period by delaying completion of testing of
commerciality to coincide as <closely as possible with the
initiation of actual production.

Conoco's interpretation would also lead to absurd results as
illustrated by a hypothetical example. Assume that lessees A and
B purchased adjoining leases over the same prospect. However, only
lessee A undertook the costs and risks of exploration, discovering
a large accumulation. Assume, however, that the low quality of the
oil and the high cost of production rendered it wuneconomic to
produce tho accumulation at forecasted oil prices. Further, assume
that after the results of lessee A's discovery efforts became
public, a war in the mideast caused large price increases.
Finally, assume this causes both lessee A and lessee B to commence

drilling in order to produce oil from this known accumulation.
Under Conoco's theory, lessee B would be credited with making the
"first discovery of oil in commercial quantities in a geologic
structure™ if it were first in completing its well, despite the

fact that lessee A had actually undertaken the discoveiy risks some
years earlier, and lessee B did nothing except more quickly respond
to a changed economic opportunity. This makes no sense.

The decision in Joseph I. O'Neill. Jr. 77 Interior Dec. 181, IBLA
70-39 (1970), supports my interpretation. In that caso an argument
similar to Conoco's argument that "discovery of oil and gas in
commercial quantities™ moans "a well that is capablo of production
in commercial quantities”™ was rejected by the fodoral Board of Land
Appeals. The Mineral Leasing Act provided that leases segregated
from a primary lease would be extended for two years from tho dato

of "discovery of oil or gas in paying quantities” wupon any other
segregated portion of the lease. The Board of Appeals rejected an
argument that a woll capable of producing oil or gas in paying

quantities was required before an extension would be granted.
Aftor stating-that "discovery”™ means "to find something not known
before” the Board refused to read into the statute a predicate of
a well capablo of producing in paying quantities. ld. at 61. It
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stated that if Congress wanted to inpose such a requirement, "it
could have easily so provided. It did not." Id. at 62.

Likewise, had the legislature intended to reward only production,
it could have easily awarded a reduced royalty to the first

producor in the structure Ilike the Territorial legislature did.
But, it did not. I will not equate discovery with production.

As explained in detail in tho Decision, tho G-I well did not make
the first discovery of oil and gas in the SOS structure.* Conoco
know not only of the existonco of oil bearing structure, but also
tho supergiant size of tho accumulation, boforo it drilled. It did

not boar any exploratory risk.

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

The G-I well was hardly tho first well into tho SOS that yielded
"acceptable evidence™ of commercial quantities in the discovery
zono. As explained in the Decision, many wells, including Conoco's

own A-I, B-2, A-3, and N-1B wells, drilled and tested earlier in
the SOS yioldcd that evidence. I find that the flow rates from
potential tests in several of Conoco's earlier wells yielded
acceptable evidence that oil could "bo produced in commercial
quantities.” Furthermore, Arco's pilot program in the SOS

structure demonstrated that the structure was currently commercial,

1 Conoco cites two other discovery royalty applications in

support of its idea that "first discovery" is different from "first
oncountor.” Neither of tho cited cases assist Conoco. It is true
that Point MclIintyre No. 3 was certified despite the fact that
earlier wells had penetrated tho structure. However, it is clear
that merely penetrating the structure does not constitute a first
disco.ery. In the caso of Point Mclntyre, the operators of the

wells making those eauiar penetrations (the Point Mclintyre No. 1
and No. 2 wells) failed to acquire sufficient evidence of a

discovery before abandoning the wells as dry holes. Such
corroborative data might have included open-hole logs, tests, or
core data from the discovery intervals. This sharply contrasts
with the circumstances extant with Conoco's knowledge regarding the
SOS, where over a billion barrels of oil wars known to exist from
prior exploratory drilling.

In the case of tho Sag Delta No. 3 well, it oncour.icrcd

productive interval at all.
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cilbeit only marginal. See DeRuiter, Hash & Wyrick, Solubility and
Displacement Behavior of Carbon Dioxide and Hydrocarbon Gases with
a Viscous Crude Oil, SPE 20523 (1990).*

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

Even under conoco's interpretation of "discovery"™ any benefit from
discovery realty would have expired before the drilling of the G-I
well.

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

Both regulations 11 AAC 83.200 6 210 refer to the first oncountor
of oil and gas. 11 AAC 83.210 states

to establish priority as to the time and date of
discovery, an operator must furnish the committee
with a sworn statement and substantiating evidence
acceptable to the committee that oil or gas has
been encountered in sufficient showing to cause a
reasonable and prudent operator to conduct further

operations in an effort to complete a well in the
discovery zone so that the well caj be tested for
potential oil or gas production in commercial
qguantities. The statoment must include the time

and dato of first discovery

1 Conoco misunderstands thu commerciality test as defined in

the regulations. Conoco would requiro actual commercial
development as the only method of satisfying tho <commercial
quantities tost. Br. 5. Tho regulations only requiro a potential
test which would in tho future load to one additional well with a
reasonable profit if a market existed. 11 AAC 83.205. No actual

development is required.
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It is clear that "first discovery™ refers to first encounter in
this regulation.

Regulation 11 AAC 83.215 states that "the date of commencement of
the 10 year-5 percent discovery royalty term shall be the first of
the next month after the established date of initial discovery."

It is clear that "initial discovery"™ in this regulation refers to
the same event referred to in 11 AAC 83.210 as "first discovery,"”
namely first encounter of the discovery zone. 11 AAC 83.215 bases
tho date of initiation of the 10 year reduced royalty on this date,
which is distinct from tho date in which a well establishes oil in
commercial quantities. Both the division and the industry have

consistently accepted that the ten year period begins to run from
the date of first encounter, not confirmation or establishment of
commercial quantities. See Niakuk. supra at 5. Therefore, evon if

| were to accept Conoco's claim that the G-I well established
commercial quantities in the SOS structure (which | do not), tho
date of commencement of reduced royalty would be controlled by the
date of first encounter. Indisputably the date of first encounter

or initial discovery of the SOS occurrod more than ten years prior
to the drilling of the G-I well and subsequunt initiation of SOS
production ADL 25906. Therefore, none of tho production from this
lease would be entitled to a reduced royalty.

Conclusion

The discovery royalty expressly rt »ards the cno who makes a "first
discovery,"” not the one who is " first into production.”™ | know the
differonco between discovery and production. Conoco knew when it
drilled the G-1 woll what tho structure was, and, to a high degree
of precision, tho quantity and quality of the oil accumulation that

would be encountered. Conoco faced not the risks of a dry
exploration hole, but the economic risks associated with taking
bomoono olso's discovery into production. It is not my role as
lease manager on behalf of the citizens of the state to transform
tho discovery incentive into solely a production incontive.
Thoroforo, | affirm the Decision of tho director.

Harold C. Heinze
Commissioner






MONIHLY SAVINGS ATTRIBUTABLE TO THE DISCOVERY ROYALTY PROVISION

lixampl< Month: JULY 1994

Field Savings

Niakuk/Lisbumc 5198,768.00
Point Mcintyre 5534,118.00
North Prudhoc Bay S$51.587 00
TOTAL S784,473.00

Enclosure 28





