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H e r e , h o w e v e r ,  a r i s e s  a n o t h e r  haza r d .  C o n s u m i n g  s ta t e s  w o u l d  

like n o t h i n g  b e t t e r  th a n  to c a p t u r e  oi l  a n d  gas r e s e r v e s  in A l a s ka ,  

s u b j e c t  to m a n d a t o r y  d e l i v e r y  at r e g u l a t e d  low pric e s .  A  p a r a m o u n t  

c o n s i d e r a t i o n  in l e a s i n g  p o l i c y  s h o u l d  a l w a y s  be to b l u n t  the i m pa c t  of 

r e g u l a t i o n  b y  the F P C  a n d  the FEA, a g e n c i e s  w h o s e  p o l i c i e s  s e e m  c a l c u­

lated to e f f e c t  a l a r g e t r a n s f e r  o f  w e a l t h  f r o m  p r o d u c e r s  to c o n s u m e r s .  

T h e r e  n e e d  be no s e n s e  of g u i l t  a b o u t  this. C a l i f o r n i a  has no m o r e  c l a i m  

o n  the r e s o u r c e s  of A l a s k a  t h a n  A l a s k a  has o n  the r e s o u r c e s  of C a l i­

fornia; a n d  if C a l i f o r n i a  d i d  h a v e  s u c h  a cl a i m ,  u n d e r p r i c i n g  gas and oil 

w o u l d  be a m o s t  i n e f f i c i e n t  w a y  to a s s e r t  it. W e  are no t  s u g g e s t i n g  that 

A l a s k a  e x p l o i t  c o n s u m e r s  in a m o n o p o l i s t i c  way; w e  are, r a t he r ,  

s u g g e s t i n g  that A l a s k a  a v o i d  b e i n g  e x p l o i t e d  b y  c o n s u m e r s  in a m o n o p s o -  

n i s t i c  w a y  b y  c o n s u m e r s  w i t h  the c l u b  of f e d e r a l  p o w e r  at t h e i r co m m a n d .

D e a l i n g  w i t h  v e r t i c a l l y  i n t e g r a t e d  c o n c e r n s  (with d e d i c a t e d  

r e s e r v e s  d e s i g n a t e d  for s p e c i f i c  p l a n t s  and c o n s u m i n g  r e g i o n s )  lends 

i t s e l f  to this k i n d  of e x p l o i t a t i o n .  L o n g - t e r m  leases d e d i c a t e d  to 

c o s t l y  p i p e l i n e s  f i n a n c e d  b y  c o n s u m e r s  m a k e  the S tate v u l n e r a b l e .  The 

s h o r t e r  the t erm o f  the lease, the later it is w r i t t e n ,  and the m o r e  the 

S t a t e  d e p e n d s  on the f ree m a r k e t ,  the s t r o n g e r  is its po s i t i o n .  Al l  

t hese are c o m p l e x  and r a m i f y i n g  q u e s t i o n s  b e y o n d  our p r e s e n t  scope. The 

p r e s e n t  p o i n t  is that the y u r g e n t l y  r e q u i r e  a t t e n t i o n  w h e n  a l e a s i n g  

p o l i c y  is b e i n g  formed.

C l o s e r  to home, a c c e s s  to an y  c o m m o n  c a r r i e r  p i p e l i n e  n e e ds  to 

be a g g r e s s i v e l y  a s s u r e d  b y  e x e r c i s e  o f  the g ood o f f i c e s  o f  the State. 

A t t o r n e y  Joh n  L am o n t  has i n d i c a t e d  that e q u a l  a c c e s s  to c o m m o n  c a r r i e r
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p i p e l i n e s  is far f r o m  a u t o m a t i c  (Lamont, 1974). In o r d e r  to s e l l  

a d d i t i o n a l  N o r t h  s l o p e  l e a s e s  the S t at e  c l e a r l y  m u s t  guarantee, p o t e n t i a l  

b u y e r s  full and e q u a l  a c c e s s  to the p i p e l i n e .  In the e v e n t  t h a t  

p r o d u c i n g  c a p a c i t y  m a y  e x c e e d  t r a n s p o r t i n g  ca p a c i t y ,  the f o r m u l a  fcr 

a l l o c a t i n g  c a p a c i t y  n e e d s  to b e  s p e c i f i e d  in a d v a n c e.  S e c o n d - c l a s s  

t r e a t m e n t  for n o -.*.owners o f  the lin e  w i l l  r e s u l t  in s e c o n d - c l a s s  b i d s  for 

State l e a s e s .

The c h o i c e  of a b i d  v a r i a b l e

T h e r e  s h o u l d  be a b i d  v a r i a b l e .  T h e r e  s h o u l d  b e  an a u c t i o n  at 

some p o i n t  in the l e as i n g  p r o c e s s .  O t h e r w i s e  w e  a r e  b a c k  at a n o n c o m p e t­

itive s y s t e m  w i t h  its p r o p e n s i t y  t ow a r d s  p r e m a t u r i t y  or " s o o n e r i s m . "  W e  

no w  a s k  w h i c h  of the l e a s i n g  e l e m e n t s  m a k e s  the b est b i d  v a r i a b l e .

An a r g u m e n t  for c h o o s i n g  the r o y a l t y  as the v a r i a b l e  is tha t  a 

s l i d i n g  s cale is n e e d e d  to m a k e  hi g h  r o y a l t y  r a t e s  t o l e r a b l y  w o r k a b l e ,  

and one w a y  of m a k i n g  the s c a l e  s l i d e  is to let the b i d d e r s  d e c i d e  w h a t

the r a t e  is to be.

The t ro u b l e  is, v a r i a b l e  r o y a l t i e s  w i l l  s l i d e  o n  e x  ant e

e x p e c t a t i o n s  r a t h e r  than ex p o s t  d i s c l o s u r e s .  If we do op t  for s l i d i n g

r o y a l t i e s ,  it w o u l d  be mor e f e a s i b l e  in m y  o p i n i o n  to b a s e  t h e m  on 

o b j e c t i v e  ex p ost c o n d i t i o n s  such as de e th ,  location, size, p r e s s u r e ,  

b e a r i n g  s t r e n g t h  of s u r f a c e,  l e n g t h  of w o r k i n g  season, a n d  so on.

T h e  same c o n s i d e r a t i o n s ,  pro and con, a p p l y  to p r o f i t  s h a r e

b i d d i n g  in s o m e w h a t  le s s e r  degre e .

W h e n  we get to the r e n t  s hare e l e m e n t  t here is no n e e d  for any

s l i d i n g  scale. S l i d i n g  s c a l e s  are s i m p l y  m e a n s  to m a k e  r o y a l t y  an d
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p r o f i t  s h a r e  syst e m s  m o r e  n e a r l y  a p p r o x i m a t e  r en t  s h a r e  s y s t e m s .  T h e  

idea is to c a p t u r e  as c l o s e  to 100 p e r c e n t  of the r e n t  as the State can. 

T h e r e  is no n e e d  to s e t t l e  f o r  less b e c a u s e  r ent is a s u r p l u s  a b o v e  

n e c e s s a r y  p a y m e n t s  for c o s t s  a nd  i n c e n t i v e s .  It is e x a c t l y  th e v a l u e  

i m p u t a b l e  to the n a t u r a l  r e s o u r c e  w h i c h  the S tate c o n t r i b u t e s  to the 

p r o d u c t i o n  p r o c e s s .

T h e  b o n u s  m a k e s  a l o g i c a l  b i d  v a r i a b l e  b e c a u s e  it is h a r d  to set 

in a n y  o t h e r  w ay. It is no t  a  p e r c e n t a g e  of a n y t h i n g  f i x e d  or kn o wn .  To  

be sure, it c o u l d  b e  set e q u a l  to the S t a t e ' s  a p p r a i s a l ,  b u t  this is 

b a s e d  on i m p e r f e c t  k n o w l e d g e  ex^ a n t e . A n  a d d i t i o n a l  a d v a n t a g e  o f  t h e  

b o n u s  as the b i d  v a r i a b l e  is f a m i l i a r i t y  and cust om .

T h e  p r o b l e m  w i t h  the b o n u s  b i d  v a r i a b l e  is that w h a t e v e r  is 

v a r i a b l e  m a y  tend to i n c r e a se  ove r  time in r e l a t i v e  i m p o r t a n c e  and w e  are 

t r y i n g  to get a w a y  fro m  h e a v y  r e l i a n c e  on b o n u s e s .  We m a y  s o l v e  this 

p r o b l e m  e a s i l y  b y  t y i n g the b o n u s  and the r e n t a l  t o g e t h e r  at a f i x e d  

p e r c e n t a g e ,  w i t h  the r e n t a l  b e i n g  . hig h  p e r c e n t a g e  of  the b o n u s .  If the 

p e r c e n t a g e  w e r e  50 p e r c e n t  the b o n u s  b i d  w o u l d  be c o n v e r t e d  to a r e n t a l  

b i d  w i t h  a d o u b l e  r e n t a l  pai d  in y e a r  1.

An a n n u a l  ren t  has m o s t  of the good q u a l i t i e s  of a b o n u s  w i t n  f-w 

of its f a ilings. W e  w o u l d  r e c o m m e n d ,  t herefore, that the r e n t - t o - b o n u s  

r a t i o  be set q u i t e  high. Indeed, the m a i n  r e a s o n  for r e t a i n i n g  the b o n u s  

e l e m e n t  at al l  is its fa m i l i a r i t y .

If w e  c h o o s e  to let the ad_ v a l o r e m  c h a r g e  (AVC) be a large 

e l e m e n t  in s u b s e q u e n t  lease income, there is a t t r a c t i v e n e s s  in u s i n g  the 

same rat e for b o t h  the c h a r g e  and the r e n t - t o - b o n u s  ratio, let's s ay  25
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T h e n  t he r e  m a y  b e  a s m o o t h  t r a n s i t i o n  f r o m  th e  b o n u s  bi d  as the

v a l u a t i o n  to a n  a s s e s s m e n t  of  r e s e r v e s  as the b a s i s ,  m a i n t a i n i n g

4
25 p e r c e n t  r a t e  o n  e ach.

If w e  c h o o s e  a h i g h  d e l a y  r e n t a l  and a s y s t e m  of p r o d u c t i o n - b a s e d  

p a y m e n t s ,  we c a n  p r o b a b l y  i m p r o v e  o n  the p r e s e n t  c o n c e p t  o f  letting the 

d e l a y  r e n t a l  l apse w h e n  p r o d u c t i o n  is s h o w n  to be c o m m e r c i a l l y  f e a s i b l e .  

T h i s  c o n t a i n s  an a r b i t r a r y  e l e m e n t ,  p e r m i t t i n g  t o k e n  p r o d u c t i o n  or t o ke n  

s h o w s  o f  p r o d u c i b i l i t y  to t e r m i n a t e  the r e n t al .  It m i g h t  be b e t t e r  to 

let the r e n t a l  c o n t i n u e  and  b e  c r e d i t a b l e  a g a i n s t  p r o d u c t i o n  p a y me n t s .  

T his w i l l  pose a n o t h e r  a r b i t r a r y  d e c i s i o n  later o n  w h e n  p r e s s u r e  is 

d r o p p i n g  and p r o d u c t i o n  f a l ling, b ut  later a r b i t r a r y  d e c i s i o n s  are less 

h a r m f u l  than e a r l i e r  a r b i t r a r y  d e c i s i o n s  and in this c a s e  p r o b a b l y  less 

c o n s e q u e n t i a l .

p e r cent.

b a s i s  of 

the same

^ L o o k i n g  fart h e r  ahead, the S t a t e  m a y  w i s h  to c o n s i d e r  a c t u a l l y  t r a n s­

fer r i n g  land title, and go out of the l e a s i ng  b u s i n e s s .  The L e g i s l a t u r e  

c o u l d  c r e a t e  a s p e c i a l  c l a s s  o f  p r o p e rt y ,  to wit, oi l  and gas r i g h t s  

t r a n s f e r r e d  to p r i v a t e  h a nd s  a f t e r  the d a t e  of l e g i s l a t i o n ,  s u b j e c t  to a 

25 p e r c e n t  ad_ v a l o r e m  p r o p e r t y  tax. Th e  p r o p o s e d  s y s t e m  w o u l d  lend 

L tself to a smo ot h  t r a n s i t i o n  f r o m  p u b l i c  to p r i v a t e  p r o p e r t y ,  w i t h o u t  

t here b e i n g  a n y  g i v e a w a y  e l e m e n t .
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D. Timing Lease Sales

Ou r  p o s i t i o n  o n  this q u e s t i o n  has n e w  b e e n  f o r e s h a d o w e d  a t  s e v e r a l  

points. W e  w i l l  only s u m m a r i z e  an d  r e c a p i t u l a t e  here.

D e c i s i on s  a b o u t  t i m i n g  l e a s e  s ales e n t a i l  the f o l l o w i n g  s e q u e n c e :

1. Th e S t a t e  m u s t  d e t e r m i n e  w h i c h  leas i n g  p r o c e d u r e  and 

m e t h o d  of r e p a y m e n t  it w i l l  u s e  b e f o r e  it is p o s s i b l e  to d e t e r m i n e  

r a t i o n a l l y  the o p t i m a l  timing of lease sales.

2. P o t e n t i a l l y  l e a s a b l e  lands s h o u l d  be r a n k e d  a c c o r d i n g  

to " r i p e n e s s "  or m a t u r i t y  for lease sale. Thi s  r a n k i n g  w i l l  be 

roughly in the o r d e r  of val u e .  E c o n o m i s t s  g e n e r a l l y  a g r e e  that it 

m a k e s  s e n s e  to use the b e s t  r e s o u r c e s  first, but v a lu e  is n o t  the only 

c r i t e r i o n  no r  is It u n a m b i g u o u s  s i n c e  it c o u l d  m e a n  a lue per acre, 

v a l u e  per barrel, v a l u e  per w e l l  or v alue per parcel. The c o r r e c t  

c r i t e r i o n  does not i n v o l v e  these a m b i g u i t i e s ,  b e c a u s e  it is a p e r c e n t a g e.

We are d i s c u s s i n g  the v a l u e  of the S t a t e ' s  s h a r e  of the 

income fro m  the lease an d  n o t  the v a l u e  of the lea s e h o l d interest.

We m e a n  the p r e s e n t  v a l u e  or d i s c o u n t e d  ca s h  f l o w  of the S t a t e ' s  share. 

This reduces it to a u n i t a r y  figure. It w i l l  be a s u b s t a n t i a l  j o b  to 

m a k e  these e s t i m a t e s  and to a t t a c h  a p p r o p r i a t e  legrees of c e r t a i n t y  to 

them. This job is i n de e d  i m p o s s i b l e  so long as p r e l e a s i n g  e x p l o r a t i o n  

is a m o n o p o l y  of the p o t e n t i a l  lessees and the i n f o r m a t i o n  is not 

s h a r e d  w i t h  the State. The S t a t e  m u s t  buy or o t h e r w i s e  a c q u i r e  m o r e  

in f o r mation. P r o f e s s o r s  Ro o n e y  and N o r g a a r d  both addr e s s  this vital 

p o i n t  (Appen d i xe s  G and E).
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T h e  n e x t  s t e p  is to a r r i v e  at a f o r e c a s t  of h o w  ra p i d l y  

w e  a n t i c i p a t e  the p r e s e n t  v a l u e  of the S t a t e ' s  s h a r e  w i l l  be rising.

This is n o t  a m y s t e r i o u s  c o n c e p t .  If w e  h a d  a s i m p L e  bonus b i d d i n g  

s y s t e m  it w o u l d  m e a n  h o w  fast w e  e x p e c t e d  that bonus bids w o u l d  be 

rising. If w e  h a v e  a S t a t e  p a r t i c i p a t i o n  s y s t e m  it m e a n s  that w e  c a l c u­

late the p r e s e n t  v a l u e  o r  D C F  of a n t i c i p a t e d  S t a t e  r e v e n u e s , f i r s t  on the 

a s s u m p t i o n  that w e  b e g i n  the p r o c e s s  this y e a r ,  s e c o n d  on the a s s u m p t i o n  

that w e  b e g i n  n e x t  y e a r ,  third on the a s s u m p t i o n  that w e  b e g i n  the y e a r  

a f t e r  that, and so on.

T h i s  all m i g h t  be d o n e  by hu n c h ,  but it w o u l d  be m u c h  

b e t t e r  to lay the w h o l e  p r o c e s s  o u t  e x p l i c i t l y  on p a p e r  in a very s y s t e m­

atic way w i t h  all the a s s u m p t i o n s  b e i n g  stated. This w i l l  i n v o l v e  a 

s u b s t a n t i a l  a m o u n t  of w o r k  the first f e w  times, but s p e c i a l i z e d  p e r s o n­

nel may q u i c k l y  b e c o m e  f a m i l i a r  w i t h  the ro u t i n e s  i n v o l v e d  and  d e v o t e  

m o s t  of their time to the fe w  q u e s t i o n s  of j u d g m e n t  w h i c h  h a v e  to be 

f a c t o r e d  in.

3. Th e  basic c r i t e r i o n  for r i p e n e s s  is n o w  a s s e s s a b l e .  We 

c a l c u l a t e  each y e a r  the a n t i c i p a t e d  p e r c e n t a g e  g r o w t h  in the p r e s e n t  

v a l u e  of the S t a t e ' s  i n t e r e s t  In the lease. So long as this f i g u r e  is 

h i g h e r  than the r e l e v a n t  i n t e r e s t  ra t e  the time is s t i l l u n r i p e  for 

selling.

Thi s is a very d i f f e r e n c e  c r i t e r i o n  f rom a " h i g h  d i s p l a y  

of i n t e r e s t "  by the i n dustry. I t  is likely that tie " s o o n e r "  i n t e r e s t  

w i l l  be h i g h  at a time w h e n  s o o n e r s  a n t i c i p a t e  f u t u r e  v a l u e s  to be r i s i n g  

at a very h igh p e r c e n t a g e  rate. They w o u l d  like to g e t  in o n  the fast
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p a r t  of the g r o w t h  curve, but t h e r e  is n o  a d v a n t a g e  in this f o r  the State.

In c a l c u l a t i n g  the S t a t e ' s  share, w e  m u s t  be s u r e  to d e d u c t  

all a s s o c i a t e d  c os t s  and f i g u r e  o n l y  the net v a l u e  of the S t a t e ' s  share. 

Th e  gross o h a r e  w i l l  al w a y s  be g r o w i n g  at a s l o w e r  p e r c e n t a g e  r a t e  than 

the ne t  share, so if w e  focus o n  the g r o s s  w e  w i l l  s e l l  too soon.

We sh o u l d  add S t a t e  tax c o l l e c t i o n s  to the gr o s s ,  b u t  be

su r e  to s u b t r a c t  a s s o c i a t e d  p u b l i c  c o s t s  f r o m  the total to a r r i v u  at the 

net. A d d i n g  taxes w i t h o u t  s u b t r a c t i n g  p u b l i c  c o s t s  w i l l  c a u s e  us to 

s ell too soon.

We  sh o u l d  r e s i s t  the b l a n d i s h m e n t s  of those w h o s e  i n c o m e s 

are our costs. T h e i r  i n t e r e s t  w i l l  be to u r g e  us to sei l  b e f o r e  the 

time that is o p t i m a l  for the State.

We s h o u l d  no t  a c c e p t  the a r g u m e n t  to s p e e d  u p  s e l l i n g  so

that d e v e l o p m e n t  can o c c u r  b e f o r e  c o s t s  of d e v e l o p m e n t  r i s e  further.

No cos t  of d e v e l o p m e n t  is r i s i n g  a n y w h e r e  like as fast as the v a l u e  of 

oil in the ground, a fact d o c u m e n t e d  e a r l i e r .  Th e  w e l l h e a d  p r i c e  of 

j w a n s o n  R i v e r  Oil in 196 1  was $ 1 . 5 0  a barrel. If we p r o d u c e d  that oil 

b e g i n n i n g  today, f i f t e e n  y e a r s  later, a nd  ha d  it c l a s s i f i e d  as n e w  oil 

and sold it for $1 2 . 0 0  a barrel, th*t is an e i g h t f o l d  i n c r e a s e  in f i f t e e n  

years, w h i c h  w o r k s  out to 15 p e r c e n t  pe r  a n n u m  c o m p o u n d e d .  Th e S t a t e  can 

b o r r o w  m o n e y  at a m u c h  lower rate than that.

We should n o t  g i v e  in to the p r e s s u r e  a p p l i e d  by " s o c n e r s "  

w h o  see the v a l u e  of their map files d e p r e c i a t i n g  w i t h  each p a s s i n g  

year. Th e  S t a t e  owes them n o t h i n g .
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We s h o u l d  n o t  t hink that s e l l i n g  for top d o l l a r  w i l l  tend to 

s c r e e n  o u t  le a n er  firms. Lean, e f f i c i e n t  firms c a n  pay w e l l  fo r  s o m e t h i n g  

they c a n  s e l l  quick l y .  It is long w a i t i n g  p e r i o d s  that 3 c r e e n  o u t  lean 

firms: they w o r k  w i t h  i m p a t i e n t  m o n e y .  W e  c a u  a l s o  r e d u c e  the p ri c e  of 

e ntry by s h r i n k i n g  the siz e of the u n i t s  w e  well, as the p r i c e  per ba r r e l  

goes up. The later we sell the m o r e  p r o f i t  is to be m a d e  on e a c h  b a r r e l  

and the f e we r  b a r r e l s  it r e q u i r e s  to m a k e  a v i a b l e  o p e r a t i o n .

We sho u l d  r e m a i n  c o n s t a n t l y  a w a r e  that the o w n e r s  of the 

p i p e l i n e  h a v e  m u c h  less i n t e r e s t  than the S t a t e  doe s  in w a i t i n g  for h i g h e r  

prices. S i n c e  they o w n  the p i p e l i n e  and the costs are m o s t l y  fixed, their 

v a l u e  for oil is at V a l d e z  w h i l e  our s  is at Prudhoe. Th e  p e r c e n t a g e  i n­

cr e a s e  in v a l u e  at P r ud h o e  w i l l  al w ay s  be g r e a t e r  than the p e r c e n t a g e  

i n c r e a s e  at V a l d e z  b e c a u s e  of the l e v e r a g e  effect.

In f o r e c a s t i n g  n eeds for p r o d u c t i o n  fr o m  n e w  Leases, the 

S t a t e  should b ear in m i n d  the f i n d i n g  f ro m  o t h e r  areas that the majorr 

i n c r e m e n t  to n e w  r e se r v e s  eac h  y e a r  does not com e from n e w  d i s c o v e r i e s  

but from the r e v a l u a t i o n  of p r o v e n  r e se r v e s  on e x t a n t  leases (Lovejoy 

and Homan, 1967).

4. The a p p r o p r i a t e  i n t e r e s t  rate for the S t a t e  to us e  sho u l d 

be no h i g h e r  than its b o r r o w i n g  rate and m i g h t  be lower if the S t a t e  has 

surp l u s  funds w h i c h  It is being fo r c e d  to invest in v e n t u r e s  of q u e s t i o n­

able m a r g i n a l  p r o d u c t i v i t y  m e r e l y  in o r d e r  to do s o m e t h i n g  w i t h  the 

Pe r m a n e n t  Fund. The S t a t e  should add a " s h a d o w  c o s t "  to Its i n t e r e s t  

rat e  to a c c o u n t  for its f r e e d o m  f r o m  its own S t a t e  and local taxes. It 

does * <t m a k e  s e n s e  for the S t a t e  to in v e st  c a p i t a l  or w i t h h o l d  as s e t s
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e a r n i n g  4 p e r c e n t  f rom its o w n  c i t i z e n s  w h o  m i g h t  be e a r n i n g  5 percent, 

w h e r e  the e x t r a  1 p e r c e n t  goes to pay S t a t e  a n d  local taxes. But as to 

the extra 3 or 4 p e r c e n t  r e q u i r e d  to p a y  fe d e r a l  taxes, that is a n o t h e r  

que st i o n .  This is 99 p e r c e n t  l e a k a g e  f r o m  the S t a t e  and so, as a m a t t e r  

of S t a t e  policy, s h o u l d  n o t  be c o n s i d e r e d .  F e d e r a l  p o l i c y  is s o m e t h i n g  

else, bu t that is n o t  ou r  p r e s e n t  c o n c e r n .

5. J u s t  as there is an o p t i m a l  time to s ell leases, so there

is an o p t i m a l  time to b e g i n  p r e l e a s i n g  e x p l o r a t i o n .  W h e r e  the S t a t e  is

%
c o n t r a c t i n g  this out, the time to b e g i n  s h o u l d  be c a l c u l a t e d  e s s e n t i a l l y  

in the same wa y  as the time of s e l l i n g  leases. Thi s  w i l l  n e c e s s a r i l y  be 

d o n e  on a m u c h  lesser b ase of i n f o r m a t i o n .

6. At the time of lease a u c t i o n s  the S t a t e  s h o u l d  se t  a 

r e s e r v a t i o n  price. T h e  Pu b li c  Land La w  R e v i e w  C o m m i s s i o n  f ound that 

w h e r e  all bids w e r e  r e j e ct e d ,  they w e r e  s u b s t a n t i a l l y  h i g h e r  at the nex t  

auction. P r o f e s s o r  N o r g a o r d ' s  a n a l y s i s  ( A p p e n di x  E) p i n p o i n t s  this as 

one of the m o s t  n e e d e d  reforms.

7. The S t a t e  s h ou l d  g i v e  some c o n c e r n  to m a i n t a i n i n g  a steady 

flo w of lease sales, but s h o u l d  no t  Let that d o m i n a t e  policy. For one 

thing, it tends to f o l l o w  a u t o m a t i c a l l y  fro m  the c r i t e r i a  s u g g e s t e d.

T h a t  is, a bulge in lease sales w i l l  o v e r l o a d  the i n d u s t r y  and reduce 

p r e s e n t  bids and create, therefore, an e x p e c t a t i o n  of h i g h e r  f u t u r e  bids.

An a r t i f i c i a l l y  c o n t r i v e d  3teady flo w  in the face of roller 

c o a s t e r  w o r l d  prices is not a d v i s a b l e .  It is e x t r e m e l y  c o s t l y  in lost 

reven u e s  and one of i s  m a j o r  effe c ts  is to h e l p  the l a r g e s t  firms o v e r­

com e  their d i s e c o n o m i e s  of scale, that is, t'leir large c o m m i t m e n t  of
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fixed ca p i t a l .  S m a l l e r ,  m o r e  f l e x i b l e  firms are b e t t e r  a b l e  to m o v e  in 

and o u t  and take a d v a n t a g e  of u n s t a b l e  c o n d i t i o n s.

S o m e t h i n g  a l o n g  the line of the p r o c e d u r e  s k e t c h e d  above 

has b e e n  a t t e m p t e d  by Kalt e r ,  T y n e r  a n d  H u g h e s  in their " A l t e r n a t i v e  

En e r g y  L e a s i n g  S t r a t e g i e s  and S c h e d u l e s  fo r  the O u t e r  C o n t i n e n t a l  

S h e l f "  (Kalter, £ t  a_l., 1975). I do n o t  v o u c h  for e v e r y t h i n g  in the 

K a l t e r  r e p o r t  and I b e l i e v e  it leaves o u t  som e of the steps s p e c i f i e d ,  

y e t  1 r e c o m m e n d  it as a f i r st  ste p  towards d e m o n s t r a t i n g  h o w  to apply 

these pr o c e d u r e s .

A p a r t i c u l a r  p r o b l e m  in the c o n t e x t  of c u r r e n t  federal 

price c o n t r o l s  is the n e e d  to w a t c h  fe d e r a l  r e g u l a t o r s  c a r e f u l l y  w i t h  

their t e n d e n c y to d i s c r i m i n a t e  a g a i n s t  w h a t  they call "old o i l . "  In 

m a n y  n a t u r a l  r e s o u r c e  tenure q u e s t i o n s  there is a g r a n d f a t h e r h o o d  

p r i n c i p l e  of f a v o r i t i s m  a p p lied. This indeed is the basis of 

" s o o n e r i s m . "  F e d e r al  p r i c e  c o n t r o l  of oil and gas has taken exac t l y  the 

o p p o si t e  tack, a r e v e r s e  g r a n d f a t h e r h o o d  prin c i pl e ,  w i t h  n e w  pr o d u c e rs  

being allovoi b e t t e r  p r i c e s  than old p roducers. So long as we may e x p e c t  

this r e g u l a t o r y  p h i l o s o p h y  to c o n t i n u e ,  the i n t e r e s t  of the S t at e  

o b v i o u s l y  is to d e f e r  leas i n g  c o m m i t m e n t s  longer than o t he r w i s e .  This 

c o n s i d e r a t i o n  r e i n f o r c e s  o t h e r  a r g u m e n t s  for d e f e r r a l  of leasing and 

ar g u e s  s t r o n g l y  for w i t h h o l d i n g  lands from lease. This w o u l d  no t  be an 

a n t i s o c i a l  g e s t u r e  towards the lower 48, but a d e f e n s i v e  p o s t u r e  forced 

on the S t a t e  ny a c o u n t e r p r o d u c t i v e ,  u n e c o n o m i c a l ,  and i r r at i o n a l  

Federal p o l i c y  to w h i c h  the S t a t e  has no c h o i c e  but a dapt as best it can
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T h e  S t a t e  s h o u l d  g u a r d  a g a i n s t  L o s i n g  c o n t r o l  of its ow n  

p r i o r i t i e s  by b e i n g  f o r c e d  int o  d r a i n a g e  s a l e s  a l o n g  the b o u n d a r i e s  of 

fede r a l  and n a t i v e  lands. S o m e  ar e  b o r n  d e c i s i v e ,  s o m e  a c h i e v e  d e c i s i v e­

ness, and s ome h a v e  d e c i s i o n s  th r u st  u p o n  them, o f t e n  by o t h e r s  w i t h  

o t h e r axes to grind. T h e  S t a t e  s h o u l d  p u s h  for e a r l y  r e s o l u t i o n  of 

u n c e r t a i n  tenures: n a t i v e  o v e r - c l a i m s  and S t a t e  s e l e c t i o n s .  I t  sh o u l d 

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

m o r e  oil- and g a s - p r o n e  lands it s e l e c t s ,  the g r e a t e r  its d e c i s i o n­

m a k i n g  role in the m e r g y  i n d u s t r y . W h e t h e r  the r e c r e a t i o n  industry, 

one a l t e r n a t i v e ,  w i l l  b e  e q u a l l y  c o n s e q u e n t i a l  in a f u t u r e  of h i g h e r  

en e r g y  and t r a n s p o r t a t i o n  c o s t s is a q u e s t i o n  to w h i c h  S t a t e  o f f i c i a l s  

3 h o u l d  g i v e  m u c h  thought.

A n o t h e r  a r g u m e n t  for d e f e r r i n g  lease sales is the S t a t e ' s  

d e s i r e  to e x t r a c t  m o r e  tax r e v e n u e  f rom the w i n d f a l l s  at P r u d h o e  Bay. 

H e a v y  taxes on p e t r o l e u m  in c o m e  r e c e i v e d  by p r i v a t e  firms w o u l d  be borne 

by the S t a t e  in lower bids for n e w  leases. If there is to be a period 

of h i g h  t a x a t io n  of c o r p o r a t e  i n c o m e  fro m  p e t r o l e u m ,  it w o u l d  be w ell 

not to sell m a n y  n e w  leases u n t i l  this p h a s e  shall h a v e  end d.
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E. P r o c e d u r a l  I m p l i c a t i o n s :  Administrative L o a d  and S t a f f  Needs

We m a y  n o w  s u m m a r i z e  and r e c a p i t u l a t e  ou r  o b s e r v a t i o n s  a b o u t  s t a f f  

n e e d s .

P ast p o l i c y  has b e e n  d o m i n a t e d  and l i m i t e d  by a t r a d i t i o n a l  

e m p h a s i s  on econo m y  of staff. S a l es  p o l i c y  o v e r  a c o n s i d e r a b l e  per i od  

wa s  d o m i n a t e d  by the s h o r t - r u n  c a s h  n e e ds  of the State, a p a s s i v e  p o s t u r e  

o f r o n m a n a g e m e n t .  T h e s e  t r a d i t i o n s ar e  i n a p p r o p r i a t e  n o w  that the S t a t e ' s  

oil and gas as s e t s  h a v e  b e c o m e  so large and are r i p e n i n g  i n t o  e ven 

h i g h e r  values.

Y e t  the L e g i s l a t u r e  is a p p r o p r i a t e l y  c a u t i o u s  a b o u t  p l u n g i n g  a h e a d  

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

d i s c r i m i n a t i n g  j u d g m e n t s  as to w h a t  is m o s t  requ i r e d .  O ne  n e e d  n o t  look 

far for e x am p l e s  of v a l u a b l e  p u b l i c  r e s o u r c e s  w h o s e  a d m i n i s t r a t i o n s  eat 

up m u c h  of the rents that m i g h t  be r e t u r n e d  to the T r e a s u r y .

E c o n o m i s t s  are a w a r e  of a s e r i o u s  p e r c e p t u a l  bias, h o w e v e r ,  w h i c h  

m a k e s  m o s t  pe o p l e  m o r e  a w a r e  of p ad d e d  p a y r o l l s  thjn p a d d e d  c a p i t a l  

budgets, the latter b e i n g  in g e n e r a l  a w o r s e  p ro blem. T h e  c a p i t a l -  

i n t e n s i v e  and l a n d - i n t e n s i v e  bias of b u r e a u c r a c i e s  is e a s i l y  e x p l a i n e d :  

o n c e  c a p i t a l  is a c q u i r e d  and c a p t u r e d,  its a n n u a l  cos t  no l o n g e r  a p p e a r s  

in the budget. P a yrolls, o n  the other hand, a r e  a r e g u l a r  c a s h  ou t flow, 

hi g hl y  v i s i b l e  and m u c h  ea s i e r  to J u m p  on, fa i r l y  or not.

A  r e c o m m e n d a t i o n ,  therefore, is to m a k e  a c o n s c i o u s  e f f o r t  to c o m­

pen s a t e  for this bias. An e x c e l l e n t  way  is to m a i n t a i n  a c o n s t a n t  a p p r a i s a l  

of the v a l u e  of the as se t s  d i s p o s e d  o v e r  by the b u r e a u c r a c y  and im p o s e  a
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" s h a d o w  m o r t g a g e "  o n  the a g e n c y  e q u a l  to the a p p r a i s e d  v a l u e  of its 

resou r c e s .  If we d i s c o v e r  that the a n n u a l  v a l u e  of the n o n l a b o r  input, 

m e a s u r e d  in this way, is m u c h  g r e a t e r  than the c o s t  of the p e r s o n n e l  w e  

are u s i n g  to a d m i n i s t e r  it, it w i l l  g i v e  us a b e t t e r  p e r s p e c t i v e  o n  the 

p o t e n t i a l  p r o d u c t i v i t y  of a d d i t i o n a l  p e r so n n e l .

H a v i n g  said that w e  s t i l l  w a n t  to e c o n o m i z e  on p e r s o n n e l .  This 

does n o t  m e a n  u n d e r p a y i n g  them, w h i c h  is one of the m o r e  e x p e n s i v e  

" e c o n o m i e s "  k n o w n  to p u b l i c  a d m i n i s t r a t i o n .  It does m e a n  a d o p t i n g  those 

leasing m e t h o d s  w h i c h  i n v o l v e  the l e a s t  lost m o t i o n .  L o s t  m o t i o n  results 

w h e n  the b a s i c  l e a s i n g  c o n c e p t  fails to bind the lessee and the l e s s o r  

in a c o m m u n i t y  of inte r e s t .  Th e  c h e a p e s t  l ea s i n g  m e t h o d  to a d m i n i s t e r  

is the o n e  w h i c h  sets u p  the l east con fl i c t .

Hig h r o y a l t i e s  rat e po or l y  on this score. The S t a t e  s h a r e s  in the 

gross i n c o m e  but n o t in the costs. The S t a t e  is a l a n d l o rd  a d m i n i s t e r i n g  

a s h a r e - c r o p p i n g  system. H i s t o r i c a l  e x p e r i e n c e  w i t h  s h a r e c r o p p i n g  shows 

that s u c c e s s f u l  lan d l o r d s  alwa y s  o v e r s e e  m a n y  d e ta i l s  of t heir t e n a n t s’ 

op eratio n .  The y  h a v e  to r e q u i r e  the tenant to a p p l y m i n i m u m  a m o u n t s  of 

labor and c a p i t a l  per acre. Thus, a roya l t y  s y s t e m  leads i n e v i t a b l y  

towards w o r k  c o m m i t m e n t s ,  w i t h  e x t e n s i v e  S t a t e  i n t e r v e n t i o n  into o p e r a­

ting d eci s i o n s , w h i c h  in turn p r e s u p p o s e s  large s t a f f  r e q u i r e m e n t s .

Thus, the roya l t y system, w h i c h  at f irst seems so simp l e ,  is n o t  s i m p l e  

to a d m i n i s t e r  s u c c e s s f u l l y .

The n e x t  ste p  beyond r o y a l t y is p r o f i t  s h ar i n g .  This in turn 

re q u i r e s  c o n s t a n t  a u d i t i n g  of e x p e n d i t u r e s .  S t a f f r e q u i r e m e n t s  her e  may 

be c o m p a r e d  w i t h  I n t e r n a l  R e v e n u e  S e r v i c e  r e q u i r e m e n t s  In the k i n d  and
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q u a n t i t y  of p e r so n n e l *  Som e  s t a f f  r e q u i r e m e n t s  c o u l d  bt o b v i a t e d  by 

b o r r o w i n g  i n f o r m a t i o n  from the f e d e r a l  agency. Ho w e v e r ,  the k i n d  of 

informat' r e q u i r e d  for the n e t  p r o c e e d s  a p p r o ac h ,  p r e s u p p o s e d  v i t L  

individu,.^ leases, m i g h t  be d i f f i c u l t  to obta i n.  I n  a d d i t i o n ,  f e de r a l  

tax r e t u r n s  a r e  limi t e d  by the p e c u l i a r  i n s t i t u t i o n s  of f e d e r a l  t a x a t i o n  

of oil  a n d  gas, w h i c h  w e  do n o t  w i s h  to emulate.

If w e  u s e  a p r o f i t  s h a r e  s y s t e m  or a r e n t  s h a r e  s y s t e m  w h e r e  the 

i n t e r e s t  r a t e  is g u a r a n t e e d ,  w e  m u s t  s o l v e  c o m p l e x  p r o b l e m s  a b o u t  the 

u s e f u l  lives and d e p r e c i a t i o n  p a t h s of c a p i t a l  asse t s .  Ma n y  of these 

are t r e a t e d  as c u r r e n t  ex p e n s e s  for fede r a l  p u r p o s e s  so that w e  c a n n o t

si m p l y  b o r r o w  the f e d e r a l  rules, e v e n  if w e  re g a r d them as w e l l  c o n c e i v e d

in the f i r s t  place.

An a d v a n t a g e  of the f r o n t - e n d  re c o v e r y  s y s t e m  is that w e  do n o t

hav e  to d e c i d e  a b o u t  d e p r e c i a t i o n  lives and paths.

All. cos t  s h a r i n g  sc h emes, h o w e v e r ,  pose us a c h o i c e  b e t w e e n  two 

evils. We m a y  s u b m i t  to e x p l o i t a t i o n  through c o s t  p a d d i n g  o r  w e  m a y  b ui l d  

u p  a large a u d i t  s t a f f  w h o s e  job is to trace d o w n  the e n d l e s s  and m i n d -  

b e n d i n g  m a z e  of a v o i d a n c e  d e v i c e s  w h i c h  may be and h a v e  b e e n  u t i l i z e d  

to t ra n s f e r  p r o f i t s  to c o n t r o l l e d  c o m p a n i e s  e l s ew h e r e .

If w e  o p t  for the ad v a l o r e m  c n a r g e  a p p r o a c h , v e  n eed to s t a f f  up a 

large a p p r a i s a l  s e c t io n .  We nee d  a staff of p r o f e s s i o n a l  a p p r a i s e r s  

s u p p o r t e d  by a d d i t i o n a l  r e s e r v o i r  ar ineers. On the o t h e r  hand, we c a n  

d i s p e n s e  w i t h  the a u d i t o r s  and w e  neec be i n v o l v e d  in i m p o s i n g  w o r k  

c o m m i t m e n t s  o n  less ;s. A p p r a i s a l  itself is a s p e c ie s  of audit, and 

the ad v a l o r e m  c h a r g e  impo s e s  its o w n  kin d  of w o r k  c o m m i t m e n t  on the
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p e r s o n  w h o  has to pay it. W h e r e  the a d m i n i s t r a t i o n  of c o s t  s h a r i n g  m a y  

be c o m p a r e d  w i t h  the I n t e r n a l  R e v e n u e  S er v i c e ,  the a d m i n i s t r a t i o n  of the 

ad v a l o r e m  c h a r g e  m a y  be cocnpred w i t h  p r o p e r t y  tax a s s e s s m e n t .

W h e t h e r  w e  c h o o s e  r o y a l t i e s  o r  c o s t  s h a r i n g  or ad valorem charge, 

we  c u t  i n t o  p r i v a t e  m o t i v a t i o n  to e x p l o r e  the u n d e r g r o u n d  and w i l l  n e e d  

to a l l o c a t e  s o m e  c a s h  tc a c q u i r e  the i n f o r m a t i o n  in o t h e r  w a y s ,  e i th e r  

in-house, or by c o n t r a c t i n g  o u t  e x p l o r a t i o n ,  or by R o o n e y ' s  E x p l o r a t i o n  

E x p e n d i t u r e  B i d d i n g  ( A p p e n d i x  G). E i t h e r  w ay, the a p p r o p r . a t i o n s  c o m­

mi t t e e  w i l l  see the c a s h  o u t f l o w  a n d  h a v e  to u s e  i n f e r e n c e  an d  a n al y s i s  

to be p e r s u a d e d  that the bids r e c e i v e d  f o r  S t a t e  p r o p e r t y  ar e h i g h e r  as 

a result. We s h o u l d  g u a r d  a g a i n s t  the r e s u l t i n g  p e r c e p t u a l  bia s  leading 

us to o v e r e s t i m a t e  the costs r e l a t i v e  to the gains.

T h e  n e x t  s tep in e l i m i n a t i n g  a d m i n i s t r a t i v e  c o s t s  is to m o v e  back 

to an ex ant e s y s t e m  w i t h  e m p h a s i s  o n  the bid b onus a n d / o r  a c o r r e s p o n d i n g  

d elay rental. T h e s e  s y s t e m s  a p p e a r  to r e l i e v e  us of s o m e  a d m i n i s t r a t i v e  

burden.

Note w ell, h o w e v e r ,  that in o r d e r  to time s ales p r o p e r l y  w e  n eed the 

s e r v i c e s  of an a p p r a i s a l  staff, e v e n  if w e  us e  a s i m p l e  bonus system.

We need to be able to set a reservatior. p r i c e  in c ase the bids are all 

too low, and a b o v e  all w e  n e e d  to k n o w  the rate at w h i c h  p r o b a b l e  sales 

p rices a r e  i n cr e a s i n g ,  in o r d e r  to k n o w  the o p t i m a l  rime to sell. We 

w o u l d  o b v i a t e  the s i m p l e r  a p p r a i s a l  task of v a l u i n g  r e s o u r c e s  ex post 

d i s c o v e r y  and d e s c r i p t i o n ,  but m a k e  m o r e  c r i t i c a l  the m o r e  d i f f i c u l t  

task of a p p r a i s a l  b e f o r e  d i s c l o s u r e  of o u t c o m e s .
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An  a p p r a i s a l  s t a f f  is a l s o  n e e d e d  to a s s e s s  e n v i r o n m e n t a l  i m p a c t s  

w h i c h  ma y  be m e a s u r e d  as the d i f f e r e n c e  in the v a l u e  of p r o p e r t y  b e f o r e  

and a f t e r  the impact.

Our m o s t  u n a m b i g u o u s  s t a f f i n g  r e c o m m e n d a t i o n  is, th erefore, the 

c r e a t i o n  an d s t a f f i n g  of an a p p r a i s a l  s e c tion. A p p r a i s a l  g e t s  r i gh t  to 

the h e a r t  of the r e n t - c o l l e c t i n g  b u s i n e s s  w h i c h  is to d i s t i n g u i s h  h i g h -  

c o s t  d e p o s i t s  f r o m  l o w - c o s t  d e p o s i t s .  It g ets r i g h t  to the h e a r t  of 

timing l e as i n g  sales w h i c h  is p u t t i n g  a v a l u e  on the S t a c e ' s  s h a r e  and 

its rate of g r ow t h .  It gets to the m a t t e r  of e n v i r o n m e n t a l  impa c ts  as 

j u s t  m e n t i o n e d .  I t  s u p p l i e s  a n  i n v e n t o r y  to be u s e d  in p l a n n i ng .  I t  is 

a m e a n s  of c o l l e c t i n g  and o r g a n i z i n g  i n f o r m a t i o n  in the m o s t  g e n e r a l l y  

u s e f u l  way.

W h a t e v e r  l e a s i n g  m e t h o d  is sel e c t ed ,  s t a f f  r es o u r c e s  s h o u l d  be set 

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

on every sale. H o w  did w e  do? W h a t  m i s t a k e s  did we m a k e 7  H o w  can  we 

avoid them n e x t  time? F e w  of us w o u l d  w e l c o m e  i n t e n s i v e  s c r u t i n y  of all 

our p a s t  d e c i s i o n s  and u n d e r s t a n d  the r e l u c t a n c e  of o t h e r s  to be s i m i l a r l y  

s c r u t i n i z e d .  Y e t  we all r e c o g n i z e  the p o t e n t i a l  v a lu e  in s u c h  r e v i e w  

w h e n  a p p l i e d  to o t h e r s ,  like the s u r g e o n  w h o  Jus t  took o u t  ou r  k id's 

tonsils. It w o u l d  be d e si r a b l e ,  therefore, to i n s t i t u t i o n a l i z e  the 

p o s t m o r t e m  r e v i e w  proc ed u r e .

W h i l e  these are all i m p o r t a n t  m a t t e r s  an e x c e s s i v e  c o n c e r n  w i t h  

them w o u l d  be p r e m a t u r e  at this time. The f irst p r i o r i t y  is to l e g i s l at e  

basic b u s i n e s s l i k e  g u i d e l i n e s  for m a n a g i n g  the S t a t e ' s  e x t r e m e l y  v a l u a b l e  

resou r c e s .  No a d m i n i s t r a t i o n  c a n  p e r f o r m  any be t t er  than its l e g i s l a t i v e
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m a n d a t e  a l lo w s  a n d  an e x c e s s i v e  c o n c e r n  w i t h  a d m i n i s t r a t i v e  q u e s t i o n s  

at this time w o u l d  i n t e r f e r e  w i t h  p u t t i n g  full  p r i o r i t y  on  the larger 

q u e s t i o n  of s p e c i f y i n g  the b a s i c c o n c e p t u a l  g u i d e l i n e s  and c r i t e r i a  for 

b u s i n e s s l i k e  m a n a g e m e n t .
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C o m p a r i s o n s  of leas i n g  a l t e r n a t i v e s  and taxation a l t e r n a t i v e s  h a v e  

b ee n  m a d e  t h r o u g h o u t  this R e po r t .  We w i l l  n o t  repeat, b u t  b r i n g  o u t  

p oints n o t  m a d e  e l s ew h e r e .

V a r i o u s  l ease e l e m e n t s  h a v e  their c o u n t e r p a r t s  in v a r i o u s  t a x ation 

e l ements, b u t  a lease is a b i n d i n g  c o n t r a c t  w h i c h  c a n n o t  be u n i l a t e r a l l y  

c h a n g e d  by fut u r e  l e g i s l a t u r e s ,  u n l i k e  a tax. A  lease ca n  d i s c r i m i n a t e  

a g a i n s t  i n t e r s t a t e  c o m m e r c e  u n l i k e  a tax (for example, by a l l o w i n g  

d e d u c t i o n  of i n- S t a t e  c o s t s  b u t  n o t  o u t - o f - S t a t e  costs). A  lease is an 

i n t e r e s t  in real e s t a t e  f r o m  w h i c h  the S t a t e  can r e s e r v e  all m a n n e r  of 

powers to itself, w h i c h  it can  h a r d l y  do w h e n  i m p o si n g  a '.ax.

A  lease d i f f e r s  fro m  m o s t  f a m i l i a r  taxes in that it is in r e m , that 

is it is a t t a c h e d  to a p iece of real e s t a t e  rather than b e i n g  Iji p e r s o n a m , 

that is an o b l i g a t i o n  of i n d i v i d u a l s  as such. W h i l e  this d i f f e r e n t i a t e s  

It from m o s t  taxes, it m a k e s  it s i m i l a r  to the p r o p er t y  tax w h i c h  is also 

in r e m .

Any attempt to us e the c o r p o r a t e  Income tax in lieu of a n  a d e q u a t e  

leasing po l i c y m e e t s  w i t h  o n l y  l i m i t e d  succ e s s  beca us e  the tax is in 

p e r s o n a m , and r e q u i re s  an a u d i t  of all the a f fa i r s  of the c o r p o r a t i o n ,  

and r e q u i r e s  i n t e r s t a t e  sharin g ,  and is s u b j e c t  to the i n t e r s t a t e  c o m m e r c e  

clause. T h e  a l t e r n a t i v e ,  "ne t p r o c e e d s "  tax, has been c r i t i c i z e d  by 

Z i e f m an  and A i n s w o r t h .  ( Z i e f m a n  and Ainsw o rt h ,  1977).

The tax I n s t r u m e n t  that we see as m o s t  c a p a b l e  of s u b s t i t u t i n g  for 

leasing p o l i c y  w o u l d  be a s p e c i a l , c l a s s i f i e d  property tax to be i m p o s e d
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e i t h e r  o n  l e a s e h o l d  intere~ in o i l  a n d  gas, or o n  title to oil an d  gas 

a f t e r  that had b e e n  p a s s e d  f r o m  the S t a t e  to a p r i v a t e  buyer. Thi s  w o u l d  

c l o s e l y  r e s e m b l e  the p r o p o s e d  ad^ v a l o r e m  charge, b u t  w o u l d  b e  s u b j e c t  to 

fu t u r e  c h a n g e s  of rates s i n c e  the p r e s e n t  l e g i s l a t u r e  c a n n o t  biu d  f u t u r e  

le g i s l a t u r e s  in tax m a t t e r s .
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G. Tentative Recommendations

R e c o m m e n d a t i o n s  a r e  o f f e r e d  t e n t a t i v e l y  by l i s t i n g  a l t e r n a t i v e  

leas i n g  e l e m e n t s  in w h a t  the c o n s u  . .nt n o w  b e l i e v e s  to be t h e i r  o r d e r 

of p r e f e r e n c e .  T his l i s t i n g  is n o t  d e s i g n e d  to p e r s u a d e.  On the 

c o n t r a r y ,  it m a y  s e r v e  to p u t  r e a d e r s  o n  n o t i c e  of the c o n s u l t a n t ' s  

p e r s o n a l  j u d g m e n t s  w i n c h  ma y  h a v e  u n c o n s c i o u s l y  a f f e c t e d  his m a r s h a l i n g  

of the a r g u m e n t s .  No r  is ou r  p o s i t i o n  ready to be c h i s e l e d  in stone.

T h i s  is a c o m p l e x  n e w  fiexd; w e  h a v e  a lot to l e a r n  and the c o n s u l t a n t  

r e s erves the r i g h t  to c h a n g e  hi s  m i n d  s u b j e c t  to n e w  i n f o r m a t i o n  and n e w  

i n s i g h t s .

I w o u l d  s c r e e n  ou t  the s y s t e m s  b a s e d  on ex ant e  f o r e c as t s ,  and go 

w i t h  one of the ex p o s t  s y s t e m s .  T hi s  m e a n s  p r i m a r i l y  t hat I w o u l d  no t  

c o n t i n u e  d e p e n d i n g  ou  a h i g h  f r o n t - e n d  bonus. This is n o t  b e c a u s e  of any 

u n i v e r s a l  a n t i p a t h y  to b o n u s e s .  I n  the a n a l o g o u s  m a t t e r  of timbar sales 

f r o m  federal fo r ests, I p r e f e r  the bonus s y s t e m  as p r a c t i c e d  by the BLH 

in p r e f e r e n c e  to a sturapage r a t e  b a s e d  o n  s c a l e d  vol u m e as p r a c t i c e d  by 

the Fo re s t  S e r v i c e .  S t a n d i n g  t i m b e r  ma y be c r u i s e d  w i t h  t o l e r a bl e  a c c u r a c y  

b e f o r e  bids ar e m a d e  and a c c e p t e d ,  and the p e r i o d  of time i n v o l v e d  is or 

c a n  be short.

H e r e  on the o t h e r  hand, we a r e  d e a l i n g  w i t h  r e s o u r c e s  m u c h  less w e l l  

k n o w n  in a d v a n c e  an d  w h o s e  e x t r a c t i o n  e x t e n d s  ove r  two o r  three decades 

f o l l o w i n g  the i n v e s t m e n t  in the bonus. Even a fi v e - y e a r  con t r a c t,  as 

u s e d  in s ome f o r e s t  sales, s c r e e n s  out m an y  w o r t h y  o p e r a t o r s  w i t h o u t  

a c c u m u l a t e d  w e a l t h  and w o u l d  m u c h  b e t t e r  be p a y a b l e  on the i n s t a l l m e n t
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plan to avoid this problem. To require bidders to pay in advance for an 

unknown possibility of acquiring a 20- or 30-year supply is virtually to 

substitute wealth for productivity as the effective basis of allocation. 

The possession of g r e a t  w e a l t h  suggests there may have been past p r o d u c­

tivity, although predation and privilege are also sources of wealth.

It is no guarantee of present or future productivity.

W h a t e v e r  s y s t e m  is c h o s e n  it n e e d s  to be a c c o m p a n i e d  by v i g o r o u s  

inquiry i n t o  the t r a n s f e r  p r i c e s  b e i n g  u s e d  as the basis of v a l u a t i o n .

If costs are to be ma d e  deductible the same holds true in spades.

I w o u l d  p l a c e  g r e a t e s t  e m p h a s i s  on that le^.se e l e m e n t  I h a v e  c a l l e d  

the ad v a l o r e m  c h a r g e  (AVC). As i n d i c a t e d  earlier, u s e  of this e l e m e n t  

d e t r a c t s  from the m o t i v a t i o n  for e x p l o r a t o r y  d r i l l i n g  and this n ee d s  to 

be c o m p e n s a t e d  for. A  h i g h  a n d  r i s i n g  d el a y  rental is r e c o m m e n d e d .

If w e  w i s h  to r e t a i n  the f o r m  and te r m i n o l o g y  of the b onus system, 

we c ould d e s c r i b e  this as a lo w  s i g n a t u r e  bonus paid on the i n s t a l l m e n t  

pla n f o l l o w e d by a h i g h  p r o d u c t i o n  bonus or d i s c o v e r y  b o nu s  w h o s e  s ize 

d e p e n d s  o n  the flo w of p r o d u c t i o n .

To s t r e n g t h e n  the S t a t e ' s  han d  in c p p r a i s a l  and m i n i m i z e  c o n c e a l m e n t  

of r e s e r v e s  It w o u l d  be d e s i r a b l e  to a c c o m p a n y  this s y s t e m  w i t h  a p r o g r a m  

of S t a t e - f i n a n c e d  c o n t r a c t  e x p l o r a t i o n  w i t h  p u b l i c i t y  of findings. 

( A p p e n d i x  E and A p p e n d i x  G) T his is not, however, a b s o l u t e l y  n e c e s s a r y .  

We could h a v e  AVC postlv jsirtg, w h i l e  c o n t i n u i n g  to rely o n  the p r e s e n t  

s y s t e m  of pri v a t e l y  f i n a n c e d  p r e l e a s i n g  expl or a t i o n .

An ad v a l o r e m  c h a r g e  (AVC) at a hig h  rate o b v i a t e s  r e s e r v a t i o n s  of 

a c r e a g e  for the p u r p o s e  of g e t t i n g  top d o l l a r  a t  d r a i n a g e  sal?s. A V C
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My s e c o n d  c h o i c e  w o u l d  be p r o f i t  sharing, w i t h o u t  f r o n t - e n d  r e c o v e r y  

or r e c o v e r y  of i n t e r e s t  at a g u a r a n t e e d  rate. This is a c o m p r o m i s e  a mong 

the pros and c ons of d i f f e r e n t  s y s t e m s .  R o y a lt i e s ,  on the o n e  hand, 

im p o s e  too m u c h  d e a d w e i g h t  loss as the la n d l o r d  shares r e v e n u e s  w i t h o u t  

s h a r i n g  the cos^s. S h a r i n g  costs, o n  the o t h e r  hand, in a h i g h  d e g r e e  

at a h i g h  r ate is n o t  a d m i n i s t r a b L e .  T h e r e  w i l l  be e x c e s s i v e  p a d di n g .

P r o f i t  s h a r i n g  is s o m e w h a t  !ess p a d d a b l e  and hence, w i t h  s e v e r e  

pol ic i n g ,  w o u l d  be w o r k a b l e .  S i n c e  costs ma y  be w r i t t e n  o f f  a g a i n s t  

royal t i e s ,  b u t w l t h o u t  i n t erest, its bia s is m o s t l y  a g a i n s t  c o s t s w h i c h  

are i n c u r r e d  long b e f o r e  they r e s u l t  in i n c r e a s e d  p r o d u c ti o n .  We h a v e  

n o t e d  that there is too m u c h  of that anyway, that s e v e r a l  f a c t o r s  c o n s p i r e  

to s t r e t c h  out the p e r i o d  b e t w e e n  i n v e s t m e n t  and r e c o v e r y  o f  c ap i t a l .

T h e r e  is a s u b s t a n t i a l  p o l i c i n g  b e n e f i t  to c o m p e n s a t e  for the social, 

c o s t  of n o t  letti n g  i n t e r e s t  c o s ts  be d e d u c t i b l e  a g a i n s t  p r o d u c t i o n  

payments. I n t e r e s t  c o s t s  are i n v i s i b l e  to m o s t  people, and s o m e w h a t  

m y s t e r i o u s ,  and not so easily p e r c e i v e d  as padding. M o s t  p e o p l e  p e r c e i v e  

p a d d i n g  in terms of p u t t i n g  r e l a t i v e s  on the payroll, f e a t h e r b e d d i n g ,  

g i r l f r i e n d s ,  a n d  o t h e r  l a b o r - r e l a t e d  o f f enses. T hese are h i g h l y  v i s i b l e  

and e a s i l y  u n d e r s t o o d ,  hence likely to be o v e r s t r e s s e d  r e i t i v e  to p a d d i n g  

of i n t e r e s t  pay m e n ts .  But c a p i t a l  c a n  be lazy, too, and unde redly wil l  

be if i n t e r e s t  p a y m e n t s  ar e  g u a r a n t e e d .  P r o f i t  s h a r i n g  a void this p ro blem.

My third c h o i c e  is a v a r i a b l e  r o ya l t y  w i t h  rates v a r y i n g  a c c o r d i n g  

to a v a r ie t y  of o b j e c t i v e  c r i t e r i a  w h i c h  c o u l d  be c o m b i n e d  in a point 

system. Rates w o u l d  be h i g h  w h e r e  c os t s  a r e  low and vice versa. It w o u l d

assures that the State will collect these surpluses anyway.
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not do simply to assume that volume of flow is the only important factor 

affecting costs and to hnve a sliding or step scale increasing with flow. 

Several other cost factors, probably including several not even alluded 

to in our previous discussion, need to be entered into the formula. Wc 

could remove the future shift effect by limiting the term of the lease 

to about 25 years or less.

The a d v a n t a g e  of this s y s t e m  o v e r  act u a l  d e d u c t i o n  of c a s h  e x p e n s e s  

is the a b se n c e  of o p p o r t u n i t i e s  for paddi n g . R o y a l t y  rates w o u l d  be lo w  

w h e r e  the c h a r a c t e r i s t i c s  of d e p o s i t s  i n d i c a t e d  that a p r u d e n t  o p e r a t o r  

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

b e t t e r  Uian this s t a n d a r d  w o u l d  r e a p  the rewa rd s  of their ;wn e f f i c i en c y .

The s y s t e m  c ould be p r o g r e s s i v e l y  a m e n d e d  and i m p r o v e d over the y e a r s  

as e x p e r i e n c e  i n d i c a t e d  that the c o s t  of o v e r c o m i n g  c e r t a i n  h a n d i c a p s  had 

bee n o v e r e s t i m a t e d  or u n d e r e s t i m a t e d .

I n  s o m e  w a y s  this s y s t e m  r e s e m b l e s  the AVC, being b a s e d  on an o u t s i d e  

o b j e c t i v e  a p p r a i s a l  of the d i f f e r e n t i a l  v a l u e  of d i f f e r e n t  de p osits. It 

is s o m e t h i n g  like h a v i n g  the L e g i s l a t u r e  play the role of a s s e s s o r  w h e n  

it sets up the p oi n t  syst e m.  W h e t h e r  this is p r a c t i c a b l e  is partly a 

q u e s t i o n  of h o w  m a n y  v a r i a b l e s  there are w h i c h  a f f e c t  c osts o f  p r o d u c t i o n .

If there ar e  only a fe v  w h o s e  e f f e c t s  on costs can be a c c u r a t e l y  s p e c i f i e d  

then this s y s t e m  m i g h t  be w o r k a b l e .

My fo u r t h  c h o i c e  w o u l d  be f r o n t - e n d  r e c overy. This is p r e f e r a b l e  to 

g u a r a n t e e i n g  a rat e  of i n t e r e s t  b e c a u s e  fast recovery Is so m u c h  m o r e  

i m p o r t a n t  to lean firms than to r i c h  ones. This s y s t e m  is to be c o m p a r e d  

w i t h  the p r i v i l e g e  of e x p e n s i n g  c a p i t a l  i n v e s t m e n t s  for income tax p u r p o s es .
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The problem is that any capital expenditure could be written off immediately 

against a flush producer, opening the door to extensive goldplating and 

dissipation of rent. Auditing problems are not insurmountable: there 

is a limit to the credulity of any auditor as to w h a t  may legitimately be 

justified in expending to develop a specific mineral deposit, and auditors 

would be highly specialized in the oil and gas business.

If either the profit-share, variable royalty, or front-end recovery 

system is adopted it needs to be preceded by a substantial delay rente

to commit the lessee to performance.

We w o u l d  n o t  r e c o m m e n d  r e t u r n i n g  to the n o n - c o m p e t i t i v e  or o t h e r  

c l a i m - s t a k i n g  system. We w o u l d  n o t  r e c o m m e n d  h i g h  f r o n t - e n d  b o n uses. We 

w o u l d  no t  r e c o m m e n d  e x c l u s i v e  r e l i a n c e  on a n n u a l  rent a l s  d e t e r m i n e d  ex 

a n t e . We ar e  m i l d l y  e n t h u s i a s t i c  a b o u t  u n i t i z a t i o n ,  b t p r e f e r  a two-

tier s y s t e m  c o u p l i n g  i n d i v i d u a l  o p e r a t i o n  of tracts w i t h  o v e r a l l  r e s e r v o i r

m a n a g e m e n t  s u b j e c t  to c o n t r o l  by lessees t hemselves, and e n c o u r a g e d  by the 

S t a t e  to m a x i m i z e  d i s c o u n t e d  c a s h  flo w  for the group. An e f f e c t i v e  two- 

tier s y s t e m  m i g h t  p e r m i t  p a r c e l s  to be s m a l l e r  than now, a s u b j e c t  we 

h a v e  n o t  ex p l or e d .

We w o u l d  not o b j e c t  to p u t t M g  a n  u p p e r  limit on the a c r e a g e  c o n­

trolled by any one lessee, b u t  r e g a r d  this as d i f f i c u l t  to enforc e ,  

s o m e w h a t  a r b i t r a r y ,  a nd  p r o b a b l y  u n n e c e s s a r y  if o t h e r  s u g g e s t e d  c h a n g e s  

are made. We w o u l d  n o t  o b j e c t  to leases' b e i n g  s u b j e c t  to an a n t i t r u s t  

imp ac t  e v a l u a t i o n  by the A t t o r n e y - G e n e r a l ,  a l t h o u g h  w e  v i e w  this as 

legalistic, p o t e n t i a l l y  a r b i t r a r y ,  and less d e s i r a b l e  than g e n e r a l i z e d  

i n c e n t i v e s  d e s i g n e d  to e n c o u r a g e  c o m p e t i t i o n .
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We b e l i e v e  that l i a b i l i t y  for e n v i r o n m e n t a l  d a m a ge s  d o w n s t r e a m  

f rom a lease should be a lien o n  the l e a s e h o l d  i n t e r e s t  (not o n  the 

S t a t e ' s  int e r e s t ) u p  to the full v a l u e  o f  the l e a s e h o l d  i nt e r e s t ,  p r o­

vided the dama g e s  o c c u r  in Alaska. I t  w o u l d  be d e s i r a b l e  for this lien 

to e x t e n d  to all the lea s e h ol d  interests h e l d  by the c o m p a n y  c o m m i t t i n g  

the damages, i n t r o d u c i n g  a p r o g r e s s i v e  element into r i s k  liab i l i ty .

Leases s ho u l d  be t r a n s f e r a b l e .  All i n f o r m a t i o n  g e n e r a t e d  o n  S t a t e -  

o w n e d lands should be r e s e r v  i to the S t a t e  and m a d e  p u b l i c  i m m e d i a t e l y .  

T h e  S t a t e  sho u l d e x t e n d  its g o o d  o f f i c e s  in the for m  of a g u a r a n t e e  to 

all l e a s e h o l d e r s  that they may h ave e q u a l  a c c e s s  to coninon c a r r i e r  t r a n s­

por t a t i o n .  D i f f e r e n c e s  a m o n g  d i f f e r e n t  l e a s e h o l d e r s  on the s a m e  s t r u c t u r e  

as to d e s i r e d  rates of p r o d u c t i o n  are to be r e s o l v e d  by t r a n s f e r s  fro m  

those p r e f e r r i n g  s l o w e r  rates to those w h o  prefer fa s t e r  r a t e s  at a field 

p r i c e  to be set by S t a t e  a u t h o r i t y ,  b a s e d  on a n  a p p r a i s a l  of true m a r k e t  

value.

Various Lesser r e c o m m e n d a t i o n s  on a v a r i e t y  of poi n t s  h a v e  been 

m a d e  from  time to time as we p r o ce e d e d .

We b e l i e v e  the m e a s u r e s  r e c o m m e n d e d  w o u l d  c o n s t i t u t e  an e f f e c t i v e  

r e s p o n s e  to the c h a l l e n g e  of oi l  and gas leas i n g  po l i c y in Alaska.
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A c k n o w l e d g m e n t s

I w i s n  to t h a n k  m a n y  p e o p l e  w h o  h a v e  g i v e n  of t h e i r  time a n d  ideas 

to help m a k e  this R e p o r t  a m o r e  u s e f u l  p r o d u c t .  T h e  i n i t i a t i v e  of the 

C o m m i s s i o n e r  of N a t u r a l  R e s o u r c e s ,  G u y  M a r t i n ,  his o r g a n i z a t i o n a l  input, 

a n d  his c o n t i n u i n g  i n t e r e s t  a i d  s u p p o r t  a r e  p a r t i c u l a r l y  a p p r e c i a t e d .

In a d d i t i o n,  there has b e e n  e x c e l l e n t  s u p p o r t  from the A s s i s t a n t  

C o m m i s s i o n e r ,  J a c k  R o d e r i c k ,  a nd  th e  D N R  staff: 0. K. G i l b r e t h ,  P e d r o

D e n t o n ,  P a t  Dobey, and H o y l e  H a m i l t o n ,  p a r t i c u l a r l y .

G r e g g  E r i c k s o n  and F r e d  B o n e s s  of the L e g i s l a t i v e  A f f a i r s  A g e n c y  

hav e b e e n  m os t  h e lp f u l .  I feel e s p e c i a l l y  s u p p o r t e d  b y  the s e v e r a l  y ea r s  

of n r i o r  r e s e a r c h  c o n d u c t e d  b y  G r e g g  E r i c k s o n ,  all o f  w h i c h  ha s b e e n  m o s t  

h e l p f u l .

T i m e  has b ee n  f r e e l y  g i v e n  by J a m es  Rhode, D a v i d  K n u d s o n ,  T h o m a s  

W i l l i a m s ,  B a r b a r a  S o r e n s o n ,  an d  V i n c e n t  W r i g h t .  I a l s o  b e n e f i t e d  f r o m  an 

e a r l y  m e e t i n g  w i t h  the L e g i s l a t i v e  I n t e r i m  C o m m i t t e e  on O i l  and Gas 

L e a s i n g  and T a x a t i o n ,  a t t e n d e d  b y  S e n a t o r s  Croft, Huber, a n d  Pola n d,  and 

R e p r e s e n t a t i v e s  A n d e r s o n ,  Davis, a n d  M a lo n e .

A l a s k a  c i t i z e n s  o u t s i d e  of g o v e r n m e n t  w h o  ha v e  g i v e n  h e l p f u l  c o u n s e l  

are Rob e r t  Atwo o d ,  Jamie Love, T i n a  S t o n o r o v,  Peg T i l e s t o n ,  and A r l o n  

T u s s i n g .

O u t s i d e  o f  Alas k a,  I have b e n e f i t e d  f r o m  the a d v i c e  of large n u m b e r s  

of i n f o r m e d  p e o p l e  of w h o m  I w o u l d  p a r t i c u l a r l y  m e n t i o n  E u g e n e  C o r r i g a n ,  

E x e c u t i v e  D i r e c t o r  of the M u l t i s t a t e  T a x  C o m p a c t ;  P r o f e s s o r  R o b e r t  

Kalt e r ,  C o r n e l l  U n i v e r s i t y ;  P r o f e s s o r  D u n c a n  Harkin, U n i v e r s i t y  of 

W i s c o n s i n ;  P r o f e s s o r  W i l l i a m  Lord, U n i v e r s i t y  of C o l o r a d o ;  P r o f e s s o r

Mason Gaffney Economic Policy Analysis



S t e p h e n  Smith, U n i v e r s i t y  o f  W i s c o n s i n ;  Dr. J o h n  W i l s o n  o f  J o h n  W i l s o n  

A s s o c i a t e s ,  W a s h i n g t o n ,  D .C . ;  Dr. W i l l i a m  P e n d l e t o n  o f  the F o r d  

F o u n d a t i o n ;  P r o f e s s o r  W a l t e r  M e a d , U n i v e r s i t y  o f  C a l i f o r n i a ,  S a n t a  

B a r b a r a ;  R o b e r t  P a s c h a l l ,  C a l i f o r n i a  S t a t e  B o a r d  of E q u a l i z a t i o n ;  R o n a l d  

W e l c h ,  C a l i f o r n i a  S t a t e  B o a r d  o f  E q u a l i z a t i o n  ( retired); P r o f e s s o r  A l b e r t  

C hurc h ,  U n i v e r s i t y  o f  N e w  M e x i c o ;  P r o f e s s o r  Delwo: th G a r d n er ,  G i a n n i n i  

F o u n d a t i o n ,  B e r k e l e y ,  C a l i f o r n i a ;  P r o f e s s o r  A n t h o n y  C l u n i e s - R o s s ,  U n i v e r­

s i t y  of Papua, N e w  G u i ne a ;  P r o f e s s o r  Don Kash, U n i v e r s i t y  of O k l a h o m a ;  

P r o f e s s o r  S t e p h e n  C h e u n g ,  U n i v e r s i t y  of W a s h i n g t o n ;  L o r e n  S i v e r ts o n ,  

D e p a r t m e n t  of E c o n o m i c  D e v e l o p m e n t ,  G o v e r n m e n t  o f  B r i t i s h  C o l u m b i a ;  

P r o f e s s o r  F r e d  P e t e r s o n ,  C o u n c i l  of E c o n o m i c  A d v i s o r s ;  and Dr. J ac k  

S t o c k f i s c h ,  A m e r i c a n  P e t r o l e u m  I n s t i t u t e .

I h a v e  b e n e f i t e d  f r o m  an e n o r m o u s  v o l u m e  o f  w r i t t e n  w o r d s ,  o n l y  pa r t  

of w h i c h  ar e  a c k n o w l e d g e d  in the text. S ome p a r t i c u l a r l y  h e l p f u l  w o r k s  

h ave b e e n  s e v e r a l  a r t i c l e s  b y  G r e g g  E r i c k s o n ;  S t e p h e n  M c D o n a l d ' s  b o o k  on 

"Oi l a n d  Gas C o n s e r v a t i o n " ;  L o v e j o y  an d  H o m a n  on " E s t i m a t i n g  M i n e r a l  

R e s e r v e s " ;  the P u b l i c  L a n d  La w R e v i e w  C o m m i s s i o n  R e p o r t ,  q u a r t e r b a c k e d  b y  

D u n c a n  H a r k i n  at the U n i v e r s i t y  of W i s c o n s i n ,  d e a l i n g  w i t h  Alask a ;

S t e p h e n  C h e u n g ' s  b o o k  o n  "The T h e o r y  of S h a r e  T e n a n c y " ;  Gale J o h n s o n ' s  

e a r l i e r  s e m i n a l  a r t i c l e  on the same s u b j e c t ;  the r e p o r t  of P r o f e s s o r s  

Kalter, Tyner, and Hu g h e s  to the D e p a r t m e n t  of the. I n t e r i o r  on OCS 

l e a s i n g  p o l i c y  and s c h e d u l i n g ;  the C a l i f o r n i a  S t a t e  A s s e s s o r ' s  handbook, 

"G u i d e  to M i n e r a l V a l u a t i o n " ;  the r e c e n t  L i b r a r y  of C o n g r e s s  s u m m a r y  of 

a l t e r n a t i v e  l e a s i n g  m e t h o d s  b y  U s e e m  and L i n d a h l ;  the r e p o r t  of the 

J a c k s o n  C o m m i t t e e ;  tue V a n  P o o l l e n  r e p o r t  on the e f f e c t  o f  d i f f e r e n t
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r a t e s  o f  e x t r a c t i o n  f r o m  the S a d l e r o c h i t  r e s e r v o i r ;  the T a n z e r  r e p o r t  to 

the S t a t e  L e g i s l a t u r e ;  the L i p t o n  s t a t e m e n t ;  the w o r k  of C a m p b e l l  W a t k i n s  

on t he  e c o n o m i c s  of o i l  r e s e r v o i r  d e v e l o p m e n t ;  a n d  M a r t i n  S t e r n ' s  paper, 

"A F o l i c y  Impact M o d e l  for the S u p p l y  of D e p l e t a b l e  R e s o u r c e s . "  A l l  of 

t h e s e  h a v e  p r o v e d  to b e  f e r t i l e  s o u r c e s  o f  i n f o r m a t i o n  and i deas a l o ng  

w i t h  m a n y  o t he r  w o r k s  too n u m e r o u s  to list, some of w h i c h  n o  d o u b t  s h o u l d  

be l i s t e d  on the s a m e  l e v e l  w i t h  t h o s e  a l r e a d y  m e n t i o n e d  if m e m o r y  o n l y  

s e r v e d  a n d time w e r e  l ong e n o u g h .

S p e c i a l  m e n t i o n  is d u e  to P r o f e s s o r  G u y  P h i l l i p s ,  U n i v e r s i t y  of 

C a l i f o r n i a ,  R i v e r s i d e ,  w h o  r e s e a r c h e d  r e c e n t  ch a n g e s  and p r o s p e c t i v e  

c h a n g e s  in f e d e r a l  t a x  p o l i c y  r e l a t e d  to oi l  and gas.

F i n a l l y ,  I m u s t  t h a n k  m y  a s s o c i a t e s ,  P r o f e s s o r  M i c h a e l  C r o m m e l i n ,  

P r o f e s s o r  R i c h a r d  N o r g a a r d ,  and P r o f e s s o r  R o b e r t  R o o ne y ,  w h o s e  w o r k  is in 

the A p p e n d i x e s  to this  R e p o r t.  In a d d i t i o n  to this i n d e p e n d e n t  r e s e ar c h ,  

t hey i m p r o v e d  m y  m i n d  b y  f r e q u e n t  c o n s u l t a t i o n .  T h e y  a d d e d  m a n y  ideas to 

the f i n a l  R e p o r t  and s u b t r a c t e d  s e v e r a l  b a d  ones. F i n a l  res o n s i b i l i t y  

for the Repor t ,  h o w e v e r , r e s t s  w i t h  the author.
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I n t r o d u c e d :  2 / 1 7 / 7 8
R e f e r r e d :  R e s o u r c e s  a n d  F i n a n c e

BY T H E  R U L E S  C O M M I T T E E  BY
I N  T H E  H O U S E  R E Q U E S T  O F  T H E  G O V E R N O R

H O U S E  B I L L  MO. 85 4  

IN T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

T E N T H  L E G I S L A T U R E  - S E C O N D  S E S S I O N  

A  B I L L

F o r  an  A c t  en t i t l e d :  "A n  A c t  r e l a t i n g  to the l e a s i n g  a n d  e x p l o r a t i o n  o f

s t a t e land for o il  a n d  gas d e v e l o p m e n t . "

B E  IT E N A C T E D  B Y  TH E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

S e c t i o n  1. A S  3 8 . 0 5 . 1 8 0  is r e p e a l e d  a n d  r e - e n a c t e d  to read:

Sec. 3 8 . 0 5 . 1 8 0 .  O I L  A N D  G A S  L E AS I N G .  (a) T h e  l e g i s l a t u r e  finds

that

(1) the p e o p l e  of  A l a s k a  h a v e  an i n t e r e s t  in the d e v e l o p­

m e n t  of  the s t a t e ' s  o i l  and gas r e s o u r c e s  to

(A) m a x i m i z e  the e c o n o m i c  r e c o v e r y  of th e  r e s o u r c e s ;

(B) m i n i m i z e  the e x p l o i t a t i o n  of these n a t u r a l  r e s o u r c e s

in prot'' " C i o n  of the p u b l i c  interest;

(C) m a x i m i z e  c o m p e t i t i o n  a m o n g  p a r t i e s  s e e k i n g  to 

e x p l o r e  and d e v e l o p  the r e s ou r c e s ;

(D) m a x i m i z e  us e  of A l a s k a ' s  h u m a n  r e s o u r c e s  in the 

d e v e l o p m e n t  of the reso u r c e s ;

(2) it is in the beat i n t e r e s t s  o f  the s t a t e  to e n c o u r a g e

a n  a s s e s s m e n t  of  its oi l  a n d  gas r e s o u r c e s  a n d  to u l l o w  the m a x i m u m

f l e x i b i l i t y  in the m e t h o d s  o f  i s s u i n g  leases to

(A) r e c o g n i z e  the m a n y  v a r i e d  g e o g r a p h i c a l  r e g i o n s  of 

the s t a t e  a n d  the d i f f e r e n t  c o s ts  of e x p l o r i n g  f or  oil and gas in 

t h e s e  r e g ions;

(B) r e c o g n i z e  the n e e d  for s t i m u l a t i n g  d e v e l o p m e n t  in 

p a r t i c u l a r  r e g i o n s  of the state;

(C) m i n i m i z e  the a d v e r s e  impact o f  e x p l o r a t i o n ,  d e v e l o p -
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ment, p r o d u c t i o n ,  a n d  t r a n s p o r t a t i o n  a c t i v i t y  o n  the e n v i r o n m e n t  

of the state;

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

tion a n d  f r o m  m a r g i n a l  e c o n o m i c  oil and gas p r o d u c t i o n .

(b) Th e  c o m m i s s i o n e r  s h a l l  p r e p a r e ,  review, r e v is e ,  an d  m a i n t a i n  

an oil  a n d  gas l e a s i n g  p r o g r a m  as f o l lo w s :

t u r e  for its i n f o r m a t i o n  w i t h i n  10 days a f t e r  the c o n v e n i n g  o f  e a c h  

r e g u l a r  s e s s i o n  of the l e g i s l a t u r e .  T h e  l easi p r o g r a m  m u s t  i n d i c a t e  

as p r e c i s e l y  as p r a c t i c a b l e  the size, timing, a n d  l o c a t i o n  of l e a s i n g  

a c t i v i t y  w h i c h  the c o m m i s s i o n e r  d e t e r m i n e s  w i l l  b e s t  m e e t  s t a t e  n e e d s  

for the f o l l o w i n g  f i v e - y e a r  period. T h e  c o m m i s s i o n e r  s h a l l  e s t a b l i s h  

the ti m i n g  a n d  l o c a t i o n  o f  leasing, to t h e  m a x i m u m  e x t e n t  p r a c t i c a b l e ,  

so as to o b t a i n  a b a l a n c e  b e t w e e n  the p o t e n t i a l  for e n v i r o n m e n t a l  

d a m a g e,  the p o t e n t i a l  for the d i s c o v e r y  o f  oil an d gas a n d  the p o t e n­

ti a l  for a d v e r s e  i m p a c t  on the l ocal c o m m u n i t i e s  in the state.

c o m m i s s i o n e r ,  a l e a s e s h a l l  be i s s u e d  if it is for an a r e a  i n c l u d e d  in 

the l e a s i n g  progr a m ;  h ow e v e r ,  l e a s i n g  m a y  c o n t i n u e  u n t i l  J a n u a r y  1, 

1 9 8 0  or u n t i l  a p r o g r a m  is p r e p a r e d ,  w h i c h e v e r  is sooner, a n d  l e a s i n g  

u n d e r  (t) of this s e c t i o n  m a y  be e x c e p t e d  fro m  the l e a s i n g  p r o g r a m  if 

the c o m m i s s i o n e r  f inds it to be in the b e s t  i n t e r e s t s  of th e  state.

l e a s t  o n c e  e a c h  year, at w h i c h  tim e  he m a y  r e v i s e  a n d  r e a p p r o v e  the 

program.

(D) m a x i m i z e  s t a t e  r e v e n u e  f r o m  p r o f i t a b l e  oi l  a n d  gas

(1) T h e  l e a s i n g  p r o g r a m  shall be s u b m i t t e d  to the l e g i s l a

(2) A f t e r  the l e a s i n g  p r o g r a m  has b e e n  p r e p a r e d  by the

(3) T he  c o m m i s s i o n e r  s h a l l  r e v i e w  the l e a s i n g  p r o g r a m  at

(4) The c o m m i s s i o n e r  shall, b y  r e g u l a t i o n ,  e s t a b l i s h  p r o c e­

d u r e s  for

(A) r e c e i p t  a n n s i d e r a t i o n  o f  n o m i n a t i o n s  fo r  a n y  
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A  l e s s e e  w h o  f a i l s to d i s c h a r g e  a w o r k  c o m m i t m e n t  in its e n t i r e t y  is 

l i a b l e  to the s t a t e for the u n d i s c h a r g e d  p o r t i o n  of the c o m m i t m e n t .

At his d i s c r e t i o n ,  the c o m m i s s i o n e r  m a y  t e r m i n a t e  th e w o r k  c o m m i t m e n t  

if he f i n d s  tha t  the w o r k  w o u l d  be u n n e c e s s a r y  or c u m u l a t i v e .

(i) At his d i s c r e t i o n ,  the c o m m i s s i o n e r  m a y  e n t e r  into an a g r e e­

me n t  w h e r e b y ,  w i t h  the c o n s e n t  of the lessee, the s t a t e ' s  r o y a l t y  

s h a r e  of o i l  a n d  gas p r o d u c t i o n  m a y  be s t o r e d  or r e t a i n e d  in s t o r a g e  

by the lessee, or the c o m m i s s i o n e r  m a y  e n t e r  i n t o  an a g r e e m e n t  w i t h  

o n e  or m o r e  of the a f f e c t e d  f i e l d  l ea s e  h o l d e r s  to t r a d e  c u r r e n t  

r o y a l t y  p r o d u c t i o n  f r o m  a f i e l d  for a l ik e  amount, kind, a n d  q u a l i t y  

of f u t u r e  p r o d u c t i o n ,  on the c o n d i t i o n  that the s t a t e  r e c e i v e s  b a c k  

its s t o r e d  or t r a d e d  r o y a l t y  s h a r e  d u r i n g  the first h a l f  of the e s t i­

m a t e d  f i e l d  lif e  or n o  l ater t h a n  15 y e a r s  a f t e r  s t a r t  of p r o d u c t i o n ,  

w h i c h e v e r  is sooner.

(j) A n  oi l a n d  gas lease m u s t  c o v e r  a r e a s o n a b l y  c o m p a c t  a r e a  

no t  e x c e e d i n g  5 , 76 0  acres, an d  m u s t  be for a p e r i o d  o f  five ye a r s.

Th e  c o m m i s s i o n e r  m a y  g r a n t  a l ease for a ter m  g r e a t e r  tha n  f i v e  y e a r s  

but not to e x c e e d  10 years, w h e r e  he finds that the l o n g e r  p e r i o d  is 

n e c e s s a r y  to e n c o u r a g e  e x p l o r a t i o n  an d  d e v e l o p m e n t  in a r ea s  w h e r e  

e n v i r o n m e n t a l  c o n d i t i o n s  s e v e r e l y  r e s t r i c t  o p e r a t i o n s .  A n  o i l and gas 

l e a s e shall be a u t o m a t i c a l l y  r e n e w e d  if a n d  f o r  so long t h e r e a f t e r  as 

o i l  o r  g a s  is p r o d u c e d  in p a y i n g  q u a n t i t i e s  f r o m  the l e a s e  or, if the 

l e a s e  is c o m m i t t e d  to a u n i t  a p p r o v e d  by the c o m m i s s i o n e r .  A lease 

i s s u e d  u n d e r  this s e c t i o n  c o v e r i n g  land on w h i c h  t here is a w e l l  

c a p a b l e  of  p r o d u c i n g  oil or ga s  in p a y i n g  q u a n t i t i e s  does no t  e x p i r e  

b e c a u s e  the l e s s e e  fails to p r o d u c e  oil o r  gas u n l e s s  the l e s s e e  is 

a l l o w e d  r e a s o n a b l e  time to p l a c e  the w e l l  on a p r o d u c i n g  status. U p o n  

r e n ewal, the c o m m i s s i o n e r  m a y  i n c r e a s e  l ease r e n t a l s  so l ong as the 

i n c r e a s e d  r e n t a l  r a c e  does n o t  e x c e e d  150 per cen t  of the r a t e  for the
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p r e c e d i n g  year. T h e  c o m m i s s i o n e r  m a y  p r o v i d e  b y  r e g u l a t i o n  a n d  in t h e  

l e a s e  tha t  the l e s s e e  m a y  e a r n  p r o d u c t i o n  r i g h t s  only to the d e p t h  

d r i l l e d  at the b e g i n n i n g  o f  p r o d u c t i o n  f r o m  the lease. If d r i l l i n g  

h a s  c o m m e n c e d  o n  the e x p i r a t i o n  d a t e  of the p r i m a r y  t e r m  of the lease 

a n d  is c o n t i n u e d  w i t h  r e a s o n a b l e  d i l i g e n ce ,  i n c l u d i n g  s u c h  o p e r a t i o n s  

as r e d r i l l i n g ,  s i d e t r a c k i n g ,  or o t h e r  m e a n s  n e c e s s a r y  to r e a c h  the 

o r i g i n a l l y  p r o p o s e d  b o t t o m  h o l e  location, the l e a s e  c o n t i n u e s  in 

e f f e c t  u n t i l  90 d a y s  a f t e r  d r i l l i n g  has c e a s e d  a n d  for so l o n g  t h e r e­

a f t e r  as oil or gas is p r o d u c e d  in p a y i n g  q u a n t i t i e s .

(k) Th e  c o m m i s s i o n e r  m a y  e s t a b l i s h  by r e g u l a t i o n  that a f t e r  a 

w e l l  has b e e n  p l u g g e d  an d  a b a n d o n e d ,  the r e n t a l  r a t e  w h i c h  w a s  in 

e f f e c t  d u r i n g  the y e a r  o f  a b a n d o n m e n t  is m a i n t a i n e d  for the r e m a i n d e r  

o f  the term. R e n t a l  is p a y a b l e  in a d v a n c e  an d c o n t i n u e s  u n ,-!l i n c o m e  

to the s t a t e  f r o m  r oy alty, n e t  profit, or e x p l o r a t i o n  w o r k  c o m m i t m e n t  

e x c e e d s  r e n t a l  i n c o m e  to the s t a t e  for that year; a f t e r  th e  r e n t a l  

i n c o m e  s c h e d u l e  has b e e n  e x c e e d e d  for t hree c o n s e c u t i v e  yea r s ,  the 

r e n t a l  t e r m i n a t e s.  O i l  an d  gas leases s hall p r o v i d e  for p a y m e n t  to 

the s t a t e  of r e n t a l  on the f o l l o w i n g  basis:

(1) for the first year, $ 1 . 0 0 p e r  acre;

(2) for t he  s e c o n d  year, $ 1 . 50  per acre;

(3) for the t h i r d  year, $2.00 pe r  acre;

(4) for the f o u r t h  year, $ 2 . 5 0  p e r  acre;

(5) for the f ifth year, $ 3 . 0 0  pe r  acre.

(1) U p o n  t i m e l y  a p p l i c a t i o n  as p r o v i d e d  by r e g u l a t i o n ,  the s t a t e  

m a y  issue to the h o l d e r  of a f e d e r a l  or p r i v a t e  lease, a s t a t e  s h o r e -  

l a n d s l ease c o v e r i n g  land w i t h i n  the e x t e r i o r  b o u n d a r i e s  of the f e d e r a l  

or p r i v a t e  lease w h i c h  has b e e n  e x c l u d e d  o n  the b a si s  o f  n a v i g a b i l i t y  

or w h i c h  is l a t e r  a d m i n i s t r a t i v e l y  or j u d i c i a l l y  d e t e r m i n e d  to be 

s h o r e l a n d .  T h e  t e r m  of s u c h  a s t a t e  s h o r e l a n d  l e a se  s h a l l b e  the s a m e  
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as the t e r m  of th e  f e d e r a l  or p r i v a t e  lease, b u t  m a y  n o t  e x c e e d  fiv e  

y e a r s .

(m) T o  c o n s e r v e  the n a t u r a l  r e s o u r c e s  of al l  or a p a r t  o f  a n  oil 

o r  gas pool, field, or l ike area, w h e t h e r  or no t  the p a r t  is then 

s u b j e c t  to a c o o p e r a t i v e  or u n i t  p l a n  o f  d e v e l o p m e n t  or o p e r a t i o n ,  

l e s s e e s  a n d  t h e i r  r e p r e s e n t a t i v e s  m a y  u n i t e  w i t h  e a c h  oth e r , o r  j o i n t l y  

or s e p a r a t e l y  w i t h  othe rs ,  in c o l l e c t i v e l y  a d o p t i n g  o r  o p e r a t i n g  u n d e r  

a c o o p e r a t i v e  o r  a u n i t  p l a n  of d e v e l o p m e n t  or o p e r a t i o n  o f  the pool, 

field, or like area, or a p a r t  of it, w h e n  d e t e r m i n e d  a n d  c e r t i f i e d  b y  

t h e  c o m m i s s i o n e r  to be n e c e s s a r y  or a d v i s a b l e  in the p u b l i c  int e r es t .

T h e  c o m m i s s i o n e r  may, w i t h  the c o n s e n t  of the h o l d e r s  o f  l e a s e s  

inv ol v e d ,  e s t a b l i s h ,  change, or r e v o k e  dr i l l i n g,  p r o d u c i n g ,  r e n t a l  

m i n i m u m  r o y a l ty ,  a n d  r o y a l t y  r e q u i r e m e n t s  of the lea s e s a n d  a d o p t  

r e g u l a t i o n s  w i t h  r e f e r e n c e  to the leases, w i t h  like c o n s e n t  o n  the 

p a r t  of the lessees, in c o n n e c t i o n  w i t h  the i n s t i t u t i o n  an d  o p e r a t i o n  

o f  a c o o p e r a t i v e  or u n i t  p l a n  as he d e t e r m i n e s  n e c e s s a r y  o r  p r o p e r  to 

s e c u r e  the p r o p e r  p r o t e c t i o n  of the p u b l i c  interest. T h e  c o m m i s s i o n e r  

m a y  r e q u i r e  o i l  a n d  gas l e a s e s  i s s u e d  u n d e r  this s e c t i o n  to c o n t a i n  n 

p r o v i s i o n  r e q u i r i n g  the l e s s e e  to o p e r a t e  u n d e r  a r e a s o n a b l e  c o o p e r a­

tive or u n i t  plan, an d  he m a y  p r e s c r i b e  a p l a n  u n d e r  w h i c h  the l e s s e e  

m u s t  o p e rate. T h e  p l a n  m u s t  a d e q u a t e l y  p r o t e c t  al l  p a r t i e s  in i n t e r e s t , 

i n c l u d i n g  the state.

(n) A p l a n  a u t h o r i z e d  by (m) of this section, w h i c h  i n c l u d e s  

l and o w n e d  by the state, m a y  c o n t a i n  a p r o v i s i o n  v e s t i n g  the c o m m i s­

sioner, or a pers o n ,  c o m m i t t e e ,  or s t a t e  a g e n c y  w i t h  a u t h o r i t y  to 

m o d i f y  f r o m  t i m e  to tim e the r a t e  of p r o s p e c t i n g  a n d  d e v e l o p m e n t  a n d  

th e  q u a n t i t y  a n d  r a t e  of p r o d u c t i o n  u n d e r  the plan. A l l  le a s es  

o p e r a t e d  u n d e r  a p l a n  a p p r o v e d  or p r e s c r i b e d  by the c o m m i s s i o n e r  are  

e x c e p t e d  in d e t e r m i n i n g  h o l d i n g s  or c o n t r o l  u n d e r  sec. 14 0 of  this
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ch a p t e r .  T h e  p r o v i s i o n s  of this s e c t i o n  c o n c e r n i n g  c o o p e r a t i v e  or 

u n i t  p l a n s  a r e  in a d d i t i o n  to, a n d  do n o t  a f f e c t  A S  31.05.

(o) P r o d u c i n g  a c r e a g e  o n  a k n o w n  g e o l o g i c  s t r u c t u r e  of a p r o d u c­

ing oil or gas f i e l d  is e x c l u d e d  f r o m  c h a r g e a b i l i t y  as a g a i n s t  the 

a c r e a g e  l i m i t a t i o n  p r o v i s i o n s  of sec. 140 o f  this chapter.

(p) W h e n  s e p a r a t e  t r a c t s  c a n n o t  b e  i n d i v i d u a l l y  d e v e l o p e d  a n d 

o p e r a t e d  in c o n f o r m i t y  w i t h  an e s t a b l i s h e d  w e l l - s p a c i n g  or  d e v e l o p m e n t  

p r o g r a m ,  a lease, or a p o r t i o n  of a lease, m a y  be p o o l e d  w i t h  o t h e r  

land, w h e t h e r  or n o t  o w n e d  by  the state, u n d e r  a c o m m u n i t i z a t i o n  or 

d r i l l i n g  a g r e e m e n t  p r o v i d i n g  for a n  a p p o r t i o n m e n t  o f  p r o d u c t i o n  or 

r o y a l t i e s  a m o n g  the s e p a r a t e  tra c t s  of l and c o m p r i s i n g  the d r i l l i n g  or 

s p a c i n g  uni t  w h e n  d e t e r m i n e d  by the c o m m i s s i o n e r  to be in the p u b l i c  

int e r e s t.  O p e r a t i o n s  or p r o d u c t i o n  u n d e r  the a g r e e m e n t  ar e  c o n s i d e r e d  

as o p e r a t i o n s  or p r o d u c t i o n  as to e ac h  l e a s e  c o m m i t t e d  to the a g r e e m e n t .

(q) T h e  c o m m i s s i o n e r  may, on c o n d i t i o n s  w h i c h  he p r e s c r i b e s ,  

a p p r o v e  dri l l i ng ,  or d e v e l o p m e n t  c o n t r a c t s  m a d e  by one or m o r e  l e s s ee s  

o f  oil or gas leases, w i t h  o n e  or m o r e  p e r s o n s ,  when, in his d i s c r e t i o n ,  

the c o n s e r v a t i o n  o f  n a t u r a l  r e s o u r c e s  or the p u b l i c  c o n v e n i e n c e  or 

n e c e s s i t y  r e q u i r e s  it or the i n t e r e s t s  o f  the s t a t e are be s t  served.

A l l  l e a s e s  o p e r a t e d  u n d e r  a p p r o v e d  d r i l l i n g  or d e v e l o p m e n t  c o n t r a c t s ,  

a n d  i n t e r e s t s  u n d e r  them, ar e  e x c e p t e d  in d e t e r m i n i n g  h o l d i n g  or 

c o n t r o l  u n d e r  sec. 140 of this c h a pt e r .  D r i l l i n g  or d e v e l o p m e n t  

c o n t r a c t s  m a y  include, at the d i s c r e t i o n  of the c o m m i s s i o n e r ,  p r o­

vi s i o n s  a u t h o r i z i n g  the s t a t e  to s h a r e  in the c osts of e x p l o r a t i o n #

(r) To  a v o i d  w a s t e  or to p r o m o t e  c o n s e r v a  Ion of n a t u r a l  r e s o u r c e s  

the c o m m i s s i o n e r  m a y  a u t h o r i z e  the s u b s u r f a c e  s t o r a g e  of o i l o r  gas 

w h e t h e r  or n o t  p r o d u c e d  f r o m  s t a t e  land, in l and lea s e d  or s u b j e c t  to 

l e a s e  u n d e r  this s e c tion. T h i s  a u t h o r i z a t i o n  m a y  p r o v i d e  for the 

p a y m e n t  of a s t o r a g e  fee or r e n t a l  on the c t o r e d  oi l  or gas, or,

HB 854 -10-
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i n s t e a d  o f  th e  fe e  or r e n t a l ,  for a r o y a l t y  o t h e r  t h a n  t h a t  p r e s c r i b e d  

in the l ea s e  w h e n  the s t o r e d  o i l  or gas is p r o d u c e d  in c o n j u n c t i o n  

w i t h  oil or gas n o t  p r e v i o u s l y  p r o d u c e d  in p a y i n g  q u a n t i t i e s .

(s) E a c h  o i l  or ga s  l e a s e  i s s u e d  b y  the s t a t e  m u s t  c o n t a i n  a 

p r e v i s i o n  r e q u i r i n g  th e  l e s s e e  to f u r n i s h  the D e p a r t m e n t  o f  L a b o r  a 

q u a r t e r l y  r e p o r t  r e g a r d i n g  the e m p l o y m e n t  of s t a t e  r e s i d e n t s  o n  the 

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

n e c e s s a r y  to i m p l e m e n t  this s u b s e c t i o n .  No l e a s e  i s s u e d  u n d e r  this 

c h a p t e r  is v a l i d  u n l e s s  it c o n t a i n s  p r o v i s i o n s  r e q u i r i n g  the e m p l o y­

m e n t  of q u a l i f i e d  A l a s k a  r e s i d e n t s  in a c c o r d a n c e  w i t h  AS  3 8 . 4 0 . 0 3 0 ,  

a n d  c o m p l i e s  in all r e s p e c t s  w i t h  the r e q u i r e m e n t s  o f  ch. 4 0  of this 

t i t l e .

(t) N o t w i t h s t a n d i n g  an y  o t h e r  p r o v i s i o n  of this s e c tion, land 

w h i c h  has b e e n  o f f e r e d  f o r  l e a s e  w i t h i n  the p r e v i o u s  fiv e  y e a r s  but.
t*2|>e>«v U- u j y i T/ —

w h i c h  r e c e i v e d  n o  bi d s  at c o m p e t i t i v e  s a l e  m a y  be, -a-fe— i n 

<n o f t>h<*- £ o m»tyhreiqrrgr, 1 nrnmdi y ..of fer e  d for lease, u n d e r  r e g u l a t i o n s  

a d o p t e d  b y  him, u p o n  t e r m s a p p e a r i n g  m o s t  a d v a n t a g e o u s  to the state, 

i n c l u d i n g  l e a s i n g  n o n c o m p e t i t i v e l y . Th e  c o m m i s s i o n e r  sh a l l  us e  a 

s l i d i n g  s c a l e  r o y a l t y  b a s e d  u p o n  su c h  f o r m u l a e  as he d e t e r m i n e s  t:o be 

in the p u b l i c  i n t e r e s t  b u t  n o t  less than 12 1/2 p e r  c e n t  at the b e g i n­

n i n g  of p r o d u c t i o n  f r o m  the l e a s e  in a m o u n t  or v a l u e  o f  the p r o d u c t i o n  

r e m o v e d  or s o l d  f r o m  the l e a s e  or u n i t  a r e a  e n c o m p a s s i n g  the lease. A 

l e a s e  m u s t  p r o v i d e  for p a y m e n t  to the s t a t e  o f  r e n t a l  bu t  n e e d  n o t  

a d h e r e  to che r e n t a l  s c h e d u l e  in (k) o f  this s e c t i o n  n o r  to the 5 , 7 6 0 -  

a c r e s - p e r - l e a s e  l i m i t a t i o n  in (j) o f  this section. T h e  l e a s e  t e r m  m a y  

no t  e x c e e d  f ive y e a r s  e x c e p t  as p r o v i d e d  in (j) and ( k ) .

(u) T h e  c o m m i s s i o n e r  may, by r e g u l a t i o n ,  r e s t r i c t  j o i n t  b i d d i n g  

-by ma'jor or m u l t i - n a t i o n a l  o i l  a n d  g a s  companies'^to e n c o u r a g e  c o m p e t i — •(e
tion.
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(v) T h e  s t a t e  has the r i g h t  to p u r c h a s e  not m o r e  tha n  16 2/ 3  p e r  

c e n t  of the v o l u m e  o f  oil an d  up to 1 0 0  p e r  cent of the v o l u m e  o f  gas 

p r o d u c e d  f r o m  a l e a s e  i s s u e d  in a c c o r d a n c e  w i t h  this s e c tion, at the 

r e g u l a t e d  price, or, if n o  r e g u l a t e d  p r i c e  a p p lies, at the fair 

m a r k e t  v a l u e  at the p o i n t  of sale, e x c e p t  that any oil or gas o b t a i n e d  

b y  th e s t a t e  as r o y a l t y  o r  ne t  p r o f i t s  s hall be c r e d i t e d  a g a i n s t  the 

a m o u n t  that m a y  be p u r c h a s e d  u n d e r  this subsec t i o n .  O il  a n d  gas 

p u r c h a s e d  u n d e r  this s e c t i o n  m a y  be u s e d  by  the s tate in the same 

m a n n e r  as it u s e s  its r o y a l t y  o i l  a n d  gas.

(w) A  l e s s e e  o r  p e r m i t t e e  c o n d u c t i n g  any e x p l o r a t i o n  for, or 

d e v e l o p m e n t  or p r o d u c t i o n  of, o i l  or ga s  o n  state lan d  sh a l l  p r o v i d e  

th e  c o m m i s s i o n e r  a c c e s s  to all d a t a  o b t a i n e d  fro m  that a c t i v i t y  and 

s h a l l  p r o v i d e  c o p i e s  of s p e c i f i c  data, as the c o m m i s s i o n e r  m a y  request.

* Sec. 2. A S  3 8 . 0 5 . 1 3 5 ( b )  is r e p e a l e d  a n d  r e - e n a c t e d  to read:

(b) W h e n  m i n e r a l s  are to b e  leasrd, in a d d i t i o n  to any o t h e r  

n o t i c e  given, n o t i c e  m u s t  a l s o  b e  g i v e n  as p r o v i d e d  in secs. 305 and  

345 o f  this chapter.

*  Sec. 3. A S  3 8 . 0 5 . 1 4 0 ( c )  is a m e n d e d  to read:

(c) No p e r s o n  m a y  t ake or h ol d  at one time p h o s p h a t e  lea s e s  on 

s t a t e  l a n d s  e x c e e d i n g  in the a g g r e g a t e  1 0 , 2 4 0  acres. No p e r s o n  m a y  

lak e or h o l d  s o d i u m  leases or p e r m i t s  d u r i n g  the life of s o d i u m  leases 

on s t a t e  lands, e x c e e d i n g  in the a g g r e g a t e  a c r e a g e  5,120 a c r e s ^  e x c e p t  

t h a t  the c o m m i s s i o n e r  may, w h e r e  it is n e c e s s a r y  in o r d e r  to s e c u r e  

the e c o n o m i c  m i n i n g  of s o d i u m  c o m p o u n d s ,  p e r m i t  a p e r s o n  to take or 

h old s o d i u m  leases or  p e r m i t s  for up to 15 ,3 6 0  acres. No p e r s o n  m a y  

t ake or h o l d  at a n y on e t i m e  oil or ga s  leases e x c e e d i n g  in the a g g r e­

g a t e  5 0 0 , 0 0 0  a c r e s g r a n t e d  on tide a n d  s u b m e r g e d  lands, a n d  2 0 0 , 0 0 0  

[500,000] a c r e s  on al l  la n d  [LANDS] o t h e r  tha n  tide and s u b m e r g e d  land  

[ L A N D S ] , i n c l u d i n g  le a se s  h e l d  b o t h  as le s s e e  a n d  u n d e r  o p t i o n  or

- 1 2 -
I1R 854

*



e

1

2

3

4

5

6

7

8

9

10 

11 

12

13

14

15

16 

' 17

18

19

20 

21 

22

23

24

25

26

27

28 

29

/

M M
o p e r a t i n g  a g r e e m e n t  f r o m  othe r s .  A  p e r s o n  has. 

e f f e c t i v e  d a t e  of this A c t  to c o n f o r m  co

ars f r o m  the

- a g r e u p l a n d

li m i t a t i o n .  W h e r e  m o r e  t h a n  a s i n g l e  p e r s o n  f io W s - a t T  i n t e r e s t  in a n  

o i l  or gas lease, e a c h  p e r s o n  s h a l l  be c h a r g e d  o n l y  w i t h  tha t  p e r c e n t a g e  

of the total a c r e a g e  w h i c h  c o r r e s p o n d s  to its p e r c e n t a g e  s h a r e  of the 

t o t a l  b e n e f i c i a l  i n t e r e s t  in the lease.

* Sec. 4. AS 3 8 . 0 5 . 1 4 5 ( b )  is r e p e a l e d .
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D E P A R T M E N T  O F  N A T U R A L  R E S O U R C E S

OFFICE OF THE COMMISSIONER

F e b r u a r y  17, 1977

11TH FLOOR, STA 7F OFFICE BLOG. 
POUCH M  -  JUNEAU SSI11

%
T h e  H o n o r a b l e  J a y  S. H a m m o n d  
G o v e r n o r  o f  A l a s k a  
P o u c h  A
Ju neau, A l a s k a  99811 

D e a r  G o v e r n o r  Hammond:

T h e  f o l l o w i n g  r e p o r t  r e g a r d i n g  S t a t e  oil and gas l e a s i n g  
has b e e n  p r e p a r e d  by the D e p a r t m e n t  of N a t u r a l  R e s o u r c e s  
as a p a r t  o f  a j o i n t  A d m i n i s t r a t i o n - L e g i s l a t u r e  e f f o r t  
to e v a l u a t e  the p r e s e n t  l e a s i n g  s y s t e m  a n d  to e x p l o r e  
a l t e r n a t i v e s  for the future. T h e  o v e r a l l  s t u d y  effort, 
for w h i c h  I s e r v e d  as P r o j e c t  D i r e c t o r ,  a l s o  i n c l u d e s  
o t h e r  D e p a r t m e n t  d o c u m e n t s , the r e p o r t s  of i n d e p e n d e n t  
c o n s u l t a n t s  a n d  m i s c e l l a n e o u s  o t h e r  i n f o r m a t i o n .

Th e  i n f o r m a t i o n  in this report, a n d  the e n t i r e  study, 
is i n t e n d e d  to s e r v e  as b a s i c  b a c k g r o u n d  m a t e r i a l  to 
i l l u m i n a t e  a l t e r n a t i v e  S t a t e  o b j e c t i v e s  a n d  l e a s i n g  
m e t h o d s  w h i c h  m a y  be d e s i r a b l e  for the future. A l t h o u g h  
some c o n c l u s i o n s  are r e a c h e d  in p a r t s  of the v a r i o u s  
studies, no final c o m p r e h e n s i v e  c o n c l u s i o n s  o r  p o s i t i o n s  
h a v e  b e e n  r e a c h e d ,  p e n d i n g  f u r t h e r  a n a l y s i s  of the r e s u l t s  
of the s t u d y  p r o j e c t  a n d  d i s c u s s i o n  thereof.

T h e  c o m p l e x i t y  a n d  i m p o r t a n c e  of the oil and gas l e a s i n g  
issue for the f u t u r e  of the S t a t e  has thus far s u s t a i n e d  
an ideal l e v e l  of c o n s t r u c t i v e  c o o p e r a t i o n  b e t w e e n  the 
A d m i n i s t r a t i o n  a n d  L e g i s l a t u r e ,  a n d  I am h o p e f u l  that 
this r e p o r t  w i l l  c o n t r i b u t e  to an i n f o r m e d  o u t c o m e  on 
this matter.

V e r y  t ruly yours,

G u y  R. M a r V i n  
C o m m i s s i o n e r
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FOREWORD

This report has been prepared in response to Departmental and Legislative 

interest in the methods and policies of competitive leasing of state lands 

for oil and gas purposes. A fairly complete history has been compiled 

showing pertinent information on past practices of the State. Summaries 

of ull lease sales, bonuses, rentals, receipts and results of drilling 

and royalty awards are discussed. As a result of this report, it can 

be concluded that some types of bidding will theoretically yield greater 

income to the State under specific circumstances than other types will. 

From strictly a monetary point of view, this study reveals that four 

major factors will determine which method of bidding would be most 

advisable for the State to follow. The amount of income to be derived 

by the State will be determined by the level of risk, the size of the 

reservoir, the cost of exploration and development, and the value of the 

oil at the wellhead.

This report has revealed some areas that require further study and this 

will be done in the coming months. For example, the study reveals that 

with current economic, royalty, and tax conditions, the minimum size field 

that an oil and gas operator can afford to look for in Alaska must exceed 

55 million barrels in close in areas such as Cook Inlet and could be 

100 million barrels or more in remote areas. Also since special cases 

arise from marginal fields, more detail analysis should be made of effects 

of reducing .jyalties to encourage production in sub-economic fields.

Since the purpose of this report is to show variations that can result 

from various types of bidding most of the emphasis is on types of bidding



other than the cash bonus system. It should not be construed however, 

as condemning cash bonus bidding nor recorrmending any alternate type of 

bidding. The analyses are presented merely to show relative income under 

specific sets of assumed conditions. A change in some of the input factors 

can give substantial changes in results.

Risk is the most significant of the variables which would affect income 

to the State. In unknown, undrilled, untested areas, where the information 

level is low the risk will be extremely high and these analyses indicate 

that the cash bonus bidding method would yield greater inccme to the State. 

As more information becomes available and as the risk decreases, the 

method which yields the greatest monetary return revolves around some type 

of royalty bidding. After a discovery is made, any open acreage on the 

structure in essence becomes drainage acreage, risk will be low and royalty 

or some other type of bidding may yield a far greater income to the State 

than the cash bonus type of bidding. Somewhere then between the extremes 

of no information and maximum information the method yielding the greatest 

income probably will switch from cash bonus bidding to some other type 

of bidding. A significant result of this study indicates that state 

income can be increased for all leasing methods studied by using a 

percentage acreage option which is withholding a portion of the structure 

for later leasing. Other types of bidding are discussed to accomplish 

other purposes.

There are increasing pressures on government to secure more information 

about state lands and to know more about the possibilities of petroleum 

occurrences before the lands are leased, These analyses have been made 

on the assumption that more information will be available to the State

ii



and if those conditions exist we feel that the values shown give reliable 

indications of benefits to be derived from one method as compared to 

another method of bidding.

Risk is dependent on the amount of information available to industry and 

income to the State is dependent on the knowledge industry has in an area. 

This study assumes that geological and geophysical information is available 

to the State at a level above that which it now has. Obtaining this 

additional information will require expenditure of larger sums of money 

than in the past. The reader is cautioned not to use the values shown 

as indicative of all conditions, because as mentioned above, significantly 

different results are obtained as input factors change. The uncertainty 

of crude oil prices in remote areas could cause input parameters to change 

* significantly with corresponding changes in analysis results. Therefore, 

the information presented is to compare one method of bidding versus 

another method of bidding for a specific set of circumstarces.

Administrative costs and number of personnel can vary greatly depending 

on the leasing method used. An ad valorem type of leasing could cost 

up to $240,000 more per year to administer where a net profits system 

might add $500,000 with the same number of operators and leases as we now 

have. In Alberta it is pointed out that 100 people administer 50,000 

lease agreements and 60 people are involved with auditing in a cost 

sharing leasing system.

From an administrative cost standpoint, the present method of operation 

results in the lowest total operating cost at about $1.1 million per year. 

Depending on the level of data acquisition and analysis, costs will increase



from the present quarter million dollars per year. To obtain adequate 

seismic data for managing an area of 100 miles by 15 miler. will cost 

from $70,000 to over $1,500,000. The present budget contains $110,000 

for the purpose in FY 73.
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DESCRIPTION OF LEASING METHODS IN HB854

Currently, the State of Alaska's leasing system is a cash bonus bid with a 
minimum fixed royalty of 12.5 percent. The methods outlined below include 
the present system with different fixed royalties, sliding scale royalty with 
bonus bid, sliding scale royalty bid with fixed bonus, net profit share bid 
with fixed bonus, royalty bid with fixed bonus and exploration work commit­
ment. The basic elements of these methods are summarized below.

(1) Bonus Bid With Fixed Royalty
Bonus bid with fixed royalty is the system currently used by the State of 
Alaska. In a lease sale, the winning bid for a tract is the one which makes 
the highest sealed or auctioned cash bonus bid. There is also a minimum 
royalty of 12.5 percent. An advantage of this system is that government re­
ceives revenue regardless if there are economical quantities of oil or gas 
found and/or produced. To avoid eafly termination of production, royalties need 
to be Flexible during a field's declining years.

(2) SIiding Scale Royalty With Bonus Bid (or Sliding Scale Bid with Fixed Bonus) 
Under this system, the government receives a cash bonus bid and a sliding
scale royalty. We used 12.5 percent as a minimum figure and 62.5 percent as a 
ceiling wherein the rate in any period is dependent upon the production of that 
period.

The royalty rate is graduated in much the same manner as the federal personal 
income tax. Table I gives two examples a sliding scale royalty schedule.
The royalty is progressive, that is, the rayalty on additional production 
increases. For example, in the South Central Area, the initial 500 barrels 
pay a royalty of 12.5 percent, the next 500 barrels pay 25 percent. The 
royalty rate increases by 12.5 percentage points per 500 barrels until 2000 
barrels of output are achieved. All production beyond 2001 barrels pays a 
royalty of 62.5 percent. Thus, if production reaches 5000 barrels, the average 
royalty rate is 50 percent. In the limit, the average rate would converge 
towards 62.5 percent as daily production continues to increase.

As field productivity declines and well production falls, the producer backs 
down 'he schedule and royalties decline. In order to optimally exploit the 
field, the royalties should decline to zero near the end of field life.
Actually, final rates of five or six percent would result in minimal early 
shut down.



TYPICAL SLIDING
TABLE I 
SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Royalty For Specific Produc
Daily Average Incremental Producing Royalty
Prod. Rate Royalty Rate Rate Production
(Bbls./day) (%) (Bbls./day) (Bbls./day)

-500 12.5 500 62.5
501-1000 25.0 1000 187.5
1001-1500 37.5 1500 375.0
1501-2000 50.0 2000 625.0
2001-2500 62.5 2500 937.5

3500 1562.5
4500 2187.5
5000 2500.0

Average 
Royalty Rate
~ W )

12.50 
18.75
25.00 
31.25
37.50 
44.64 
48.61
50.00

Daily Average 
Prod. Rate

* NORTH**SLOPE AREA

Royalty For Specific Producing Rates 
Incremental Producing Royalty Average 
Royalty Rate Rate Production Royalty

(Bbls./day) (%) (Bbls./day) (Bbls./day) (%)

-1000 12.5 1000 125 12.50
1001-2000 25.0 2000 375 18.75
2001-3000 37.5 3000 750 25.00
3001-4000 50.0 4000 1250 31.25
4001 and above 62.5 5000 1875 37.50

7000 3125 44.64
9000 4375 48.61

10000 5000 50. Of

Note: The Sliding Scale Royalty Schedule for the North Slope area is sign fi-
cantly higher than for the South Central area because the higher North 
Slope operating costs result in a much higher economic limit.

Hopefully, this illustration clarifies the relationship between production 
rates and royalty rates.

Greater flexibility in setting the initial rate is the major advantage of this 
system while not running the risk of an uneconomically (for Industry) high royalty 
rate. On the other hand, to achieve an overall lower royalty payment, a company 
might spread out production over a longer period of time. Usually, however, 
because of the time value of money and increased operating costs, oil companies 
generally try to accelerate production.

- 2 -



(3.) Met Profit Share Bid With Fixed Bonus
A small fixed bonus is required as earnest money. The bonus is low enough to 
encourage producers to bid a high net profit share while permitting profitable 
development.

(4) Royalty Bid With Fixed Sonus
This system utilizes the same method to calculate fixed bonus as described for 
Net Profit Share. The bid parameter is a function of production instead of net 
profits. Since the bonus is fixed, interested parties bid on the royalty rate 
that the government is to receive. The advantage of royalty bidding is that 
little front end money is needed by Industry. However, this could encourage 
speculation causing an overbid. Royalty bidding should encourage more competi­
tion among bidders and may allow the smaller companies a better chance of 
winning the tract.

(5) Work Commitment With Fixed Bonus, Royalty or Net Profit Share
The government itemizes the performance criteria such as the rate and amount 
of work to be performed on each tract. The total bid specified in dollar terms 
and a portion of the bid used for exploration and development activities. This 
system gives the government some control over the rate and extent of resource 
development.
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O b j e c t i o n s  to M B  8 5 4 -  
O i l  a n d  G a s  l e a s i n g  Bi ll

P r e d i c t a b i l i t y ,  c e r t a i n t y  a n d  a n  a c c e p t a b l e  p o l i t i c a l  c l i m a t e .  
T h e s e  cire the t h r e e  t h i n g s  the p e t r o l e u m  i n d u s t r y  l o o k s  for 
i n  a n  a r e a  a t t r a c t i v e  f o r  e x p l o r a t i o n .

I c o n t e n d  it is t h e  a v a i l a b i l i t y  of land, n o t  the m e t h o d  b y  
w h i c h  l a n d  is o f f e r e d ,  that is t h e  c r i t i c a l  c o n s i d e r a t i o n .
I n  o t h e r  w o r d s ,  A l a s k a  w i l l  b e c o m e  m o r e  a t t r a c t i v e ,  less s u b j e c t  
to s e v e r e  c r i t i c i s m  by the i n d u s t r y ,  o n c e  l a n d  is m a d e  a v a i l a b l e  
f o r  l e a s i n g .  T h e  m e t h o d s  of pleasing w i l l  q u i c k l y  b e c o m e  s e c o n d a r y .

T h i s  c o n t e n t i o n ,  of c o u r s e , ' w i l l  be d i s p u t e d  b y  t h e  i n d u s t r y .
T h e y  w i l l  a r g u e  t h a t  b e c a u s e  t.he l a w  a l l o w s  a d m i n i s t r a t o r s  
t o  c h o o s e  f r o m  a  w i d e  v a r i e t y  o f  l e a s i n g  m e t h o d s  the i n d u s t r y  
w i l l  r e m a i n  u n c e r t a i n  a b o u t  w h a t  to e x pe ct. I c o n t e n d  t h a t  
t h e  i n d u s t r y  w i l l  be g i v e n  p l e n t y  of a d v a n c e  n o t i c e  of w h a t  
m e t h o d  w i l l  be u s e d  in a  s a l e  a n d  w i l l  t h e r e f o r e  h a v e  e n o u g h  
t i m e  to p l a n  f i n a n c i a l  s t r a t e g y .

I n d u s t r y ' s  c o n t e n t i o n  t h a t  A l a s k a  m u s t  c o m p e t e  w i t h  o t h e r  
a r e a s  in t h e  w o r l d  w i t h i n  c o m p a n y  b u d g e t s  is, o f  c o u r s e ,  c o r r e c t .  
T h i s  d o e s  n o t  m e a n ,  however, t h a t  A l a s k a  h a s  to s e t t l e  o n  
o n e ,  o r  p e r h a p s  two, l e a s i n g  m e t h o d s  so a s  to m a k e  the A l a s k a  
b u d g e t  d o l l a r  c o m p e t e  w i t h i n  a p a r t i c u l a r  c o m p a n y .  T h e  
c o m p a n y  c a n  e s t i m a t e  how m u c h  A l a s k a ' s  p r o s p e c t i v e  oil is w o r t h  
to t h e m  a n d  c a n  c a l c u l a t e  h o w  m u c h  w i l l  be s p e n t  o n  a p a r t i c u l a r  
s a l e  b a s e d  o n  t h e  m e t h o d  of l e a s e  o f f e r i n g ,  a l o n g  w i t h  a 
m u l t i t u d e  o f  o t h e r  c o n s i d e r a t i o n s .  M y  b a s i c  a s s u m p t i o n ,  o f  
c o u r s e ,  i s  t h a t  the oil is h e r e  and, e v e n t u a l l y ,  the  c o m p a n i e s  
w i l l  c o m e  J o o k i n g  for it.

W h i c h  b r i n g s  m e  b a c k  to m y  f i r s t  point. C e r t a i n t y  a n d  p r e d i c t­
a b i l i t y  w i l l  be e s t a b l i s h e d  o n c e  the i n d u s t r y  is c o n v i n c e d  tha t 
a r e g u l a r ,  s t a b l e  p r o c e d u r e  for o f f e r i n g  o i l  a n d  g a s  l a n d s  h a s  
b e e n  e s t a b l i s h e d  b y  Alaska. O n c e  lands a r e  a v a i l a b l e  a n d  
a d m i n i s t r a t o r s  a r e  d i r e c t e d  to o f f e r  l e a s e s  to the p u b l i c ,  m o s t  
o f  t h e  p r e s s u r e  w i l l  relax.

I n d u s t r y ' s  o b j e c t i o n  to the two r e p o r t s  to the l e g i s l a t u r e  b y  
t h e  e x e c u t i v e ,  I think, d r a m a t i z e s  m y  point. I t h i n k  t h e  i n d u s t r y  
w i l L  e v e n t u a l l y  a c c e p t  the 5 - y e a r  l e a s i n g  p r o g r a m  a s  a g i a n t  
s t e p  t o w a r d  p r e d i c t a b i l i t y  and, e v e n  t h o u g h  g i v e n  w i d e  p u b l i c  
a c c o u n t a b i l i t y ,  w i l l  c o m e  to b e l i e v e  that t he r e p o r t  w i l l  n o t  
r e s u l t  i n  m o r e  governmental, i n t e r f e r e n c e .  I n d u s t r y  looks,
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h o w ever, I t h i n k  o n  the a n n u a l  l e a s i n g  m e t h o d  r e p o r t  as a w a y  
for the l e g i s l a t u r e  to p r o b a b l y  w o r k  its w a y  into the d a y - t o -  
d a y  l e a s i n g  d e c i s i o n s  b e s t  l e f t  to the g o v e r n o r .  T h e y  f e a r  
" p o l i t i c s "  i n  l e a s ing, and I a m  less sure o f  this o n e  t h a t  I 
a m  the l e a s i n g  p r o g r a m  report.

T h e  u n d e r l y i n g  c r i t i c i s m  o f  HB 854 y o u  w i l l  hear, I b e l i e v e ,  is 
t h a t  A l a s k a  is " e x p e r i m e n t i n g "  w i t h  l e a s i n g  m e t h o d s .  W e  a r e  
s a i d  to be t r y i n g  to a d a p t  all the g o o d  f e a t u r e s  u s e d  in o t h e r  
s t a t e s  a n d  j u r i s d i c t i o n s  a n d  a r e  t r y i n g  to m a k e  t h e m  w o r k  
w h e r e  t h e y  v/ere n o t  d e s i g n e d  to work. A l a s k a  is f r o n t i e r ;
A l a s k a  is d i f f e r e n t ,  g o e s  the a r g u m e n t .

I b e l i e v e  I w a s  t o  take the fir st c u t  at a c o m p r e h e n s i v e  r e v i e w  
o f  A l a s k a ' s  o i l  a n d  g a s  l e a s i n g  l a w  f o l l o w i n g  Dr. G a f f n e y ' s  
study. I d o  n o t  c l a i m  i n f a l l i b i l i t y  b u t  I d o  c l a i m  to h a v e  
w e i g h e d  the m a n y  c o n s i d e r a t i o n s  w h i c h  m a k e  A l a s k a  like a n d  u n l i k e  
o t h e r  j u r i s d i c t i o n s .  As I H a v e  t o l d  you, I h a v e  t r i e d  to c o n­
front, h e a d - o n ,  the q u e s t i o n  of t h e  q u e s t i o n  of the n u m b e r  o f  
p a r t i c i p a n t s  in e x p l o r a t i o n  in Alaska . Y o u  h a v e  m e n t i o n e d  
the c o n c e p t  o f  " i n c e n t i v e s " ,  a t  l e a s t  as it a p p l i e s  to i n f o r m a t i o n ,  
and I h a v e  i n d i c a t e d  that w h e r e a s  i n c e n t i v e s  a r e  n o t  d i r e c t l y  
d e a l t  v/i th i n  t h e  l e g i s l a t i o n  I t h i n k  we m a y  g e t  t h e r e  in the 
future.

So, w i t h  t h a t  b a c k g r o u n d  l e t  m e  s e t  f o r t h  the rationiile f o r  
a n d  s o m e  of t h e  a n t i c i p a t e d  o b j e c t i o n s  to H B  854.

S e v e r a l  c o n c e p t s  w e r e  e x a m i n e d  a n d  r e j e c t e d .  F o u n d  to b e  n o t  
a p p l i c a b l e ,  a t  l e a s t  at thi s time, are the s o - c a l l e d  d u a l­
le a s i n g  s y s t e m  (Ted Stevens' a m e n d m e n t  to S - 9 ) , C o n g r e s s  m a y  
y e t  i n c l u d e  s o m e t h i n g  like it in O C S  l e g i s l a t i o n .  Also, the 
c o n c e p t  w h i c h  i n v o l v e s  d i s t i n g u i s h i n g  b e t w e e n  e x p l o r a t i o n  
l e a s e s  a n d  t h o s e  d e v e l o p m e n t  a n d  p r o d u c t i o n  a c t i v i t i e s  w h i c h  
w o u l d  be a l l o w e d  a f t e r  oil o r  gas is d i s c o v e r e d .  W e  h a v e  n o t  
i n c l u d e d  t h i s  c o n c e p t  b e c a u s e  w e  b e l i e v e  that A l a s k a  c a n  k n o w  
b e f o r e  it o f f e r s  its land for d r i l l i n g  w h a t  d e v e l o p m e n t  a n d  
p r o d u c t i o n  a c t i v i t i e s  it e x p e c t s  to take p l a c e . ( I n c i d e n t a l l y ,  
the c o n f e r e n c e  c o m m i t t e e  o n  S-9 a n d  1IR 1614 is s c h e d u l e d  
s h o r t l y . )

W e  e x a m i n e d  t h e  "ante" v e r s u s  "post" r o y a l t y  impact. T h e  
p o s t  (after) c h a r g e  is the e c o n o m i c  r e c o m m e n d a t i o n  Dr. M a s o n  
G a f f n e y  d r e w  in his study o f  F e b r u a r y ,  1977 for the l e g i s l a t u r e .
Dr. G a f f n e y  c o n c l u d e d  that the ideal w a y  for a g o v e r n m e n t  (any 
lessor) to d e t e r m i n e  its e c o n o m i c  r e n t  w a s  to d e t e r m i n e  s u c h  
r e n t  a fter a d i s c o v e r y  at the p r i c e  t h e n  e x i s t i n g  a n d  b a s e d  
u p o n  the s i z e  of the fi eld d i s c o v e r e d .  D e t e r m i n i n g  the v a l u e  
o f  t h e  f i e l d  a f t e r  the d i s c o v e r y  is m u c h  l i k e  the p r e s e n t
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c a l c u l a t i o n s  o f  the r e s e r v e s  tax. Its nev/ness, b e i n g  u n t r i e d  
a n d  the u n s e t t l i n g  e f f e c t  its i n t r o d u c t i o n  a n d  a p p l i c a t i o n  w o u l d  
h a v e  h a d  o n  e x p l o r a t i o n  a c t i v i t i e s  in A l a s k a  w e  f e l t  w o u l d  be 
p r i m a r i l y  n e g a t i v e .  Also, w e  f e l t  t h a t  t h e  l e g i s l a t u r e  c o u l d  
f o l l o w - u p  o n  Dr. G a f f n e y ' s  r e c o m m e n d a t i o n s  if t h e y  w i s h e d .
C a n a d a ,  i n  i t s  n e w  law for l e a s i n g  o f  t h e  N o r t h  a n d  o f f s h o r e ,  
h a s  p r o p o s e d  a " p r o g r e s s i v e  i n c r e m e n t a l  r o y a l t y "  s i m i l a r  in 
c o n c e p t  to Dr. G a f f n e y ' s  a d  v a l o r e m  c h a r g e .  P e r h a p s ,  it w i l l  
b e  in A l a s k a ' s  future.

W e  e x a m i n e d  t h e  i n c e n t i v e  p r o g r a m s  e x i s t i n g  in t h e  P r o v i n c e  
o f  A l b e r t a ,  a n d  o t h e r  j u r i s d i c t i o n s ,  a n d  d e t e r m i n e d  t h a t  a l ­
t h o u g h  s o m e  i n c e n t i v e s  m a y  be n e e d e d  in the f u t u r e ,  t h e y  
s h o u l d  n o t  b e  d e a l t  w i t h  in this bill. G i v i n g  d i r e c t  tax a n d  
o t h e r  i n c e n t i v e s  to e x p l o r a t i o n  o p e r a t o r s  m a y  be n e c e s s a r y ,  
p a r t i c u l a r l y  to s t i m u l a t e  the m u c h  n e e d e d  g e o l o g i c a l  a n d  g e o ­
p h y s i c a l  i n f o r m a t i o n  data, £ u t  w e  f e l t  f u t u r e  l e g i s l a t u r e s  
c o u l d  d e a l  w i t h  t h i s  basic p o l i c y  c h a r g e .  R a t h e r  than i n c e n t i v e s ,  
w e  b e l i e v e  the p a c e  of e x p l o r a t i o n  c a n  b e s t  b e  d e t e r m i n e d  
a t  the t i m e  a n d  b y  the te rms of the o r i g i n a l  lease. And, as 
I n o t e  l a t e r ,  t h e  w o r k  c o m m i t m e n t  l e a s e  m e t h o d  c a n  be u s e d  
t o  o f f e r  i n c e n t i v e s .

W e  e x a m i n e d  t h e  t r e n d s  all o v e r  the w o r l d  t o ward g o v e r n m e n t s  
r e t a i n i n g  o w n e r s h i p  i n t e r e s t s  (equity) in leases, a n d  t oward 
g o v e r n m e n t - o w n e d  a n d  o p e r a t e d  e x p l o r a t i o n  c o m p a n i e s .  We r e ­
j e c t e d  b o t h  o f  t h e s e  ideas for A l a s k a .  E q u i t y  i n t e r e s t s  in 
l e a s e s  m a k e s  n o  s e n s e  so long a s  t h e  s t a t e  has the f l e x i b i l i t y  
to d e a l  w i t h  t h e  meiny and v a r i e d  l e a s i n g  s i t u a t i o n s  w h i c h  w i l l  
c o n f r o n t  it. G o v e r n m e n t  s p o n s o r e d  e x p l o r a t i o n ,  if a t  all, 
c a n  b e  a c h i e v e d  b y  c o n t r a c t  w i t h  i n d u s t r y  r a t h e r  than by b u ­
r e a u c r a t s .

A g a i n ,  the p e t r o l e u m  industry, n o t  u n l i k e  a n y  b u s i n e s s ,  n e e d s  
c e r t a i n t y  a n d  p r e d i c t a b i l i t y  in o r d e r  to b e  c o m f o r t a b l e  d o i n g  
b u s i n e s s .  A  " s t a b l e  and p r e d i c t a b l e  l e a s i n g  p o l i c y "  - T o m  
K e l l y .  " T h e  i n d u s t r y  wil l i n i t i a l l y  t e n d  to g o  w h e r e  i t ’s 
w a n t e d  a n d  a n  o r d e r l y  c o n t r a c t  a n d  d e p e n d a b l e  l e a s e  sale 
s c h e d u l e  w o u l d  u n d o u b t e d l y  p r o v i d e  a n  i m p e t u s  to f u r t h e r  
e x p l o r a t i o n  in t h e  state" - P e n n z o i l .

T h e  s t a t e ' s  n e e d  f o r  a flexible, c o m p r e h e n s i v e ,  a l l - i n c l u s i v e  
m e a n s  of l e a s i n g  a p p e a r s  to c o n f l i c t  w i t h  t he i n d u s t r y ' s  d e s i r e  
Cor p r e d i c t a b i l i t y .  One c o m p a n y  (Chevron) in an i n f o r m a l  p a p e r  
w e n t  so f a r  as to s a y  that g i v i n g  t h e s e  m a n y  a l t e r n a t i v e s  to 
the s t a t e  (HB 854, b e f o r e  a s i g n i f i c a n t  c h ange) a m o u n t s  to 
" o v e r k i l l "  a n d  m a k e s  A las ka a n  " e x p e r i m e n t a l  l a b o r a t o r y  in 
o i l  a n d  g a s  l e a s i n g . "  T h e y  c o n c l u d e  b y  s a yin g: "We c o n s i d e r
t h i s  to b e  c a p r i c i o u s " .

In the n a m e  o f  p r e d i c t a b i l i t y  a n d  c e r t a i n t y ,  o i l  o p e r a t o r s  o f  
s i z e  a l m o s t  w i t h o u t  e x c e p t i o n  o p t  for the c a s h  b o n u s  b i d  w i t h  
a f i x e d  r o y a l t y  a s  the p r e f e r r e d  l e a s i n g  m e t h o d .  T h e y  w a n t
t i t l e  <~: i  n m l  a c  H r» n r l— m cv r - H— r i I  1 1-3 * 1 *-----------------------------
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I b e l i e v e  A l a s k a  n e e d s  a f l e x i b l e  l e a s i n g  l a w  so t h a t  it m a y  
a d j u s t  to c h a n g e s  a s  t h e y  occur. T h e  w o r l d ,  n a t i o n a l  a n d  A l a s k a  
e n e r g y  a n d  o i l  a n d  g a s  f u t u r e  is in a s t a t e  o f  f l u x  a n d  w i l l  
r e m a i n  s o  f o r  t h e  two d e c a d e s  for w h i c h  t h i s  b i l l  is d e s i g n e d  
t o  a c c o m o d a t e .  N o  o n e  c a n  b e  sure w h a t  f u t u r e  d e v e l o p m e n t s  
i n  e n e r g y  w i l l  b e  a n d  p a r t i c u l a r l y  in A l a s k a  w h e r e  e x p l o r a t i o n  
c o n d i t i o n  a r e  so d i v e r s e .

A l a s k a  is n o w  o n e  o f  the l a r g e s t  o i l  o w n i n g  e n t i t i e s  in the 
w o r l d .  It v/ill b e  d e a l i n g  w i t h  p e t r o l e u m  m a t t e r s ,  d i r e c t l y ,  
f o r  at l e a s t  the n e x t  two d e c a d e s ,  p r o b a b l y  m u c h  longer.
I t ' s  i m m e d i a t e  f u t u r e  d e p e n d s  in l a r g e  p a r t  o n  h o w  it d e a l s  
w i t h  p e t r o l e u m  m a t t e r s .  As such, it s h o u l d  b e c o m e  f a m i l i a r  
w i t h  m o s t  o f  the a l t e r n a t i v e  m e t h o d s  it c a n  u s e  to c o n t r o l  
p e t r o l e u m  e x p l o r a t i o n .  HB 854, w e  b e l i e v e ,  o n c e  it is e n a c t e d  
a n d  in o p e r a t i o n  w i l l  p r o v i d e  the i n d u s t r y  the c e r t a i n t y  it 
r e q u i r e s .  A d m i t t e d l y ,  it c a l l s  for S t a t e  l a n d  to b e  o f f e r e d  
b y  m e t h o d s  i n c l u d i n g  b u t  a l s o  o t h e r  t h a n  b o n u s  b i d  w h e r e  f e a s i b l e .  
T h e  bill i n t r o d u c e s  m o r e  a l t e r n a t i v e s  than n o w  e x i s t ,  b u t  o n c e  t h e s e  
m e t h o d s  a r e  in p l a c e  a n d  have b e e n  used, w e  b e l i e v e ,  m o s t  u n­
c e r t a i n t y  w i l l  d i s a p p e a r .

O n e  last w o r d  o n  f l e x i b i l i t y .  In a d d i t i o n  to t h e  S tate, the 
F e d e r a l  g o v e r n m e n t  a n d  N a t i v e  R e g i o n a l  C o r p o r a t i o n s  w i l l  b e  
l e a s i n g  l a n d  f o r  o i l  a n d  gas e x p l o r a t i o n  for t h e  n e x t  s e v e r a l  
d e c a d e s .  T e r m s  a n d  c o n d i t i o n s  u n d e r  w h i c h  l e a s e s  a r e  i s s u e d  
b y  these eiititi.es w i l l  i n c l u d e  all the v a r i a b l e s  a d d r e s s e d  
in HB 854, and, u n d o u b t e d l y ,  more. To p r o t e c t  its i n t e r e s t  
a n d  to o p e r a t e  e f f e c t i v e l y  in this c o n s t a n t l y  c h a n g i n g  e x p l o r a t i o n  
p i c t u r e ,  the S t a t e  n e e d s  a f l e x i b l e  l e a s i n g  l a w  b y  w h i c h  to 
r e s p o n d .

F o l l o w i n g ,  a r e  a n  i t e m i z e d  l i s t  of the o b j e c t i o n s  w h i c h  I 
a n t i c i p a t e  w i l l  b e  m a d e  to H B  854.

1. T e r m  o f  5 y e a r s .  All o p e r a t o r s  w a n t  a  l e a s e  t e r m  as long 
as p o s s i b l e .  In H B  854, C o m m i s s i o n e r  c a n  g o  u p  to 10 
y e a r s  if " e x t r e m e  c o n d i t i o n s ,  etc." e x i s t .  T h e  m a j o r s  
u s u a l l y  k n o w  w h a t  they i ntend doing w h e n  t h e y  bid and 
lease. T h e  s m a l l e r  c o m p a n i e s  w i l l  a r g u e  t h a t  t h e y  need 
m o r e  t i m e  to p u t  d r i l l i n g  b l o c k s  t o g e t h e r .  T h e  S t a t e’s 
i n t e r e s t  is to h a v e  le ases e x p l o r e d  a n d  it is n o t  in 
h a v i n g  l e a s e d  a c r e a g e  o n  the b o o k s  p a y i n g  r e n t a l s  only.
D e a l s  c a n  b e  m a d e  in five years. D r i l l i n g  s h o u l d  
p r o c e e d  as s o o n  as possible, or the l a n d  s h o u l d  be 
o f f e r e d  a g a i n  to a m o r e  a g r e s s i v e  o p e r a t o r .

T h e  t i m e  b e t w e e n  C o o k  Inlet l e a s e  s a’ as in 1 9 6 2  a n d  1965 
u n t i l  f i r s t  p r o d u c t i o n  was b e g u n  f r o m  M i d d l e  G r oun d,



M E M O R A N D U M  P a g e  5 
To: L e R e s c h e  
From: R o d e r i c k  
Re: H B  854

M c A r t h u r ,  T r a d i n g  B a y  a n d  G r a n i t e  P o i n t  a v e r a g e s  u n d e r  
4 y e ars. N o t e  this is p r o d u c t i o n , n o t  b e g i n n i n g  d r i l l i n g  
d a t e .  A v e r a g e  time f r o m  s a l e  to d r i l l i n g  in N e w  M e x i c o  is 
6 y ears .

A s  I h a v e  i n d i c a t e d  b e f o r e ,  X b e l i e v e  t h i s  is t h e  m o s t  
i m p o r t a n t  t e r m  in t h e  lease. T h e  idea l w o u l d  b e  f o r  the 
c o m m i s s i o n e r  to h a v e  d i s c r e t i o n  to set the l e n g t h  o f  
t h e  lease, b u t  I do n o t  b e l i e v e  the l e g i s l a t u r e  o r  
t h e  i n d u s t r y  w o u l d  a c c e p t  s u c h  d i s c r e t i o n a r y  a u t h o r i t y .

2. M e t h o d s  o f  l e a s i n g

a. R o y a l t y  b i d d i n g  c r e a t e s  n o  i n c e n t i v e  to d e v e l o p e  
le a s e s  ( C h e v r o n ) . T h i s  is p a r t i c u l a r l y  t r u e  if 
" s u r r o u n d i n g  l e a s e h o l d  w e r e  s u c h  t h a t  e a r l y  
e v a l u a t i o n  was l i k e l y "  - ( C h a m p l i n  P e t r o l e u m ) .
S a m e  lack of i n c e n t i v e  a r g u m e n t  is s a i d  to a p p l y  
to h i g h  n e t  p r o f i t s  a n d / o r  w o r k  c o m m i t m e n t .

L o s s  of r e v e n u e  t o  state, too r i s k y  a n d  p r e m a t u r e  
s h u t d o w n  p r o b l e m  - (SE A l a s k a  E m p i r e  e d i t o r i a l ;  a 
r e p r i n t  o f  F a i r b a n k s  N e w s - M i n e r  e d i t o r i a l ,  1 9 7 7 - n o  
date) R u m o r  has rt t h e  U S G S  in A n c h o r a g e  (Jones, 
et  al) d o n ' t  like r o y a l t y  b i d d i n g  a n d  D O I  f o r c e d  
it o n  So. C o o k  I n l e t  sale. B u t  A R C O ' s  f i r s t  
l o c a t i o n  a p p e a r s  to b e  o n  a  r o y a l t y  tract,

b. W o r k  c o m m i t m e n t  is f a u l t e d  for s e v e r a l  r e a s o n s .  
E c o n o m i s t s ,  i n c l u d i n g  G r e g g  E r i c k s o n ,  s e e  i t  as 
s t i m u l a t i n g  a c t i v i t y  w h i c h  the m a r k e t p l a c e  w o u l d  
n o t  o t h e r w i s e  r e q u i r e .  In fact, it c a n  b e  u s e d  to 
s t i m u l a t e  e x p l o r a t i o n  and, s p e c i f i c a l l y ,  to a c q u i r e  
e x p l o r a t i o n  i n f o r m a t i o n  in a r e a s  w h i c h  o t h e r w i s e  
m i g h t  n o t  be e x p l o r e d .  T h e r e  c a n  b e  an e l e m e n t  of 
i n c e n t i v e  in thi s m e t h o d ,

Torn K e l l y  sees t h e  u s e  of w o r k  c o m m i t m e n t s  as p r e­
em p t i n g  small c o m p a n i e s .  (It is i n t e r e s t i n g  to n o t e  
that C h e v r o n  f a v o r e d  t h e  v/ork c o m m i t m e n t  so long as 
the b o n u s  or r o y a l t y  w a s  fix ed a nd the w o r k  c o m m i t m e n t  
w a s  the s o l e  b i d d a b l e  f a c t o r ) . K e l l y  s e e s  it 
d i s c o u r a g i n g  the p r o m o t i n g  of p a r t i c i p a t i o n s  (partners?) 
in d r i l l i n g  d e a l s  b e c a u s e  the a m o u n t  of d o l l a r s  b i d  
has b e e n  fixed. F r a n k l y ,  I d o n ' t  q u i t e  u n d e r­
stan d  his a r g u m e n t ,  a n d  c o n t r a r y  to h u r t i n g  the s m a l l  
c o m p a n i e s ,  I b e l i e v e  it c o u l d  b e  u s e d  to e n c o u r a g e  
them to explore. K e l l y  b e l i e v e s  a w o r k  c o m m i t m e n t  
w o r k s  b e s t  w h e n  it is n e g o t i a t e d  a n d  I a g r e e  w i t h
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him, b u t  w e  a g r e e  that it is u n l i k e l y  t h a t  the 
A l a s k a n  l e g i s l a t u r e  a n d  p u b l i c  w o u l d  c o n d o n e  n e­
g o t i a t e d  l e a s e  terms b y  p u b l i c  o f f i c i a l s ,  (unlike 
r o y a l t y  s a l e s .)

N o  m e n t i o n  is m a d e  of s l i d i n g  s c a l e  r o y a l t y  b y  a n y  
o f  t h e  A O G A  p a r t i c i p a n t s  or c o m p a n i e s  w h o  r e p l i e d  
t o  y o u r  letter. A l l  i n  the d e p a r t m e n t ,  i n c l u d i n g  
E a s y  G i l b r e t h  a n d  P e d r o  D e n t o n  (from p a s t  m e m o r a n d u m  
i n  f ile ), f e e l  this is a m o s t  s a t i s f a c t o r y  a n swer.
V7e a r e  p r e p a r i n g  s e v e r a l  s l i d i n g  s c a l e  e x a m p l e s  f o r  
t h e  C o o k  I n l e t  a n d  the N o r t h  S l o p e  so a s  to f o c u s  
o n  t h e  f a cto rs w h i c h  m u s t  b e  t a k e n  into c o n s i d e r a t i o n  
i n  s e t t i n g  the a p p r o p r i a t e  s c a l e  for an area,

N e t  p-'ofit w i l l  b e  o b j e c t e d  to b e c a u s e  it g e t s  the 
g o v e r n m e n t  into t he o i l  c o m p a n y ' s  b o o k s  a n d  it w i l l  
w i l l  b e  m o r e  c o s t l y  to a d m i n i s t e r .  E c o n o m i s t s  
L i p t o n ,  E r i c k s o n ,  et al w i l l  a r g u e  i t  r e t u r n s  the 
m o s t  to the state.

M o s t  e c o n o m i s t s  w i l l  agree, I b e l i e v e ,  it is the b e s t  
w a y  if "gold p l a t i n g  " c a n  b e  c o n t r o l l e d ,  b u t  t h e r e  
s e e m s  to b e  d i s a g r e e m e n t  as to w h e t h e r  i t  is b e s t  
u s e d  w h e r e  r i s k s  a r e  h i g h  or low. G o v e r n m e n t  
e n c r o a c h m e n t  w i l l  u n d e r l i e  the o p p o n e n t ' s  a r g u m e n t s .

3. T h e  a c r e a g e  l i m i t a t i o n  of 2 0 0 , 0 0 0  a c r e s  o n  s t a t e  u p l a n d s  
( r a t h e r  t h a n  p r e s e n t  500,000) h a s  b e e n  o b j e c t e d  to t h u s  
f a r  o n l y  b y  a few majors.  T h e  r e d u c t i o n  in the m a x i m u m  
is o b v i o u s l y  a i m e d  a t  the l a r g e r  c o m p a n i e s ,  a n d  w e  s h o u l d  
so s t a t e  d i r e c t l y .  (A l i s t  of s t a t e  l e a s e h o l d i n g s  as 
o f  2 / 1 0 / 7 8  is a t t a c h e d ) .

. S o m e  b a c k g r o u n d  m a y  be helpful. No o t h e r  s t a t e  .that I 
a m  a w a r e  of, has a n  a c r e a g e  l i m i t a t i o n .  But no o t h e r  
s t a t e  is A l a s k a ' s  size nor h a s  a n y  s t a t e  tens of m i l l i o n s  
o f  a c r e s  a v a i l a b l e  to lease.

T h e  F e d e r a l  g o v e r n m e n t  has a n  a c r e a g e  m a x i m u m  for its 
l a n d  w i t h i n  e a c h  state. D u r i n g  A l a s k a ' s  t e r r i t o r i a l  
d a y s  the F e d e r a l  o i l  and g a s  a c r e a g e  l i m i t a t i o n  in 
A l a s k a  w a s  1 0 0 , 0 0 0  acres. In o t h e r  s t a t e s  it w a s  
4 6 , 0 8 0 .

A f t e r  1961, A l a s k a ' s  r o s e  to 3 0 0,00 0 in the N o r t h e r n  
d i s t r i c t  ( a p p r o x i m a t e l y  n o r t h  of the Y u k o n  River) and
3 0 0 , 0 0 0  in the S o u t h e r n  d i s t r i c t .  T h e s e  a p p l y  today. 
P r e s e n t l y  the a c r e a g e  l i m i t a t i o n  is 2 4 6 , 0 8 0  a c r e s  of 
F e d e r a l  l e a s e s  per state, o t h e r  than Alaska.

c .

d.
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F i n a l l y ,  n o t e  that in HB 854 c o m p a n i e s  are g i v e n  f i v e  
y e a r s  f r o m  the e f f e c t i v e  d a t e  o f  t h e  a c t  to c o m p l y  
w i t h  the 2 0 0 , 0 0 0  a c r e  maximum.,

H o p e f u l l y ,  a  l esse r u p l a n d  a c r e a g e  m a x i m u m  in A l a s k a  
w i l l  a c t  as, 'albeit a small, i n c e n t i v e  for c o m p a n i e s  
o t h e r  t h a n  the m a j o r s  n o w  h e r e  to e x p l o r e  i n  A l a s k a ,

4. T h e  s t a t e ' s  r i g h t  to p u r c h a s e  up to 16 2/3% of t h e  o i l
a n d  100% of the g a s  w i l l  be o p p o s e d  o n  the g r o u n d s
t h a t  i t  is a n e g a t i v e  i n c e n t i v e  f o r  i n t e g r a t e d  c o m p a n i e s  
w h o  w i s h  to find and use the oi] a n d  gas. W e  s h o u l d  
be c a r e f u l  o f  this one, b u t  s u f f i c e  to say t h a t  in 1 9 7 2
N e w  M e x i c o  p a s s e d  a s i m i l a r  l a w  (N. M e x i c o  c a n  p u r c h a s e
100% o f  g a s  a n d  o i l ) , w h i c h  t h o u g h  n e v e r  e x e r c i s e d  o r  
t e s t e d  in court, r e m a i n s  o n  t h e  b o o k s ,  (a c o p y  a t t a c h e d ) .

5. R e n t a l s  m a y  be o p p o s e d  as b e i n g  t o o  h i g h ,  The a u t h o r i t y  of 
t h e  c o m m i s s i o n e r  to up the r e n t a l  a t " l e a s t  150% e a c h
y e a r  o n  s h u t - i n  l e ases m a y  b e g i n  to b i n d  the o p e r a t o r  
w i t h o u t  a m a r k e t ,  b u t  there is no e a s y  a n s w e r  to the 
s h u t - i n  f i e l d  u n l e s s  w e  i n v e s t i g a t e  s o m e t h i n g  like 
the r e s e r v e s  tax c o n c e p t ,  w h i c h  I d o n ' t  b e l i e v e  w i l l  
s o l v e  the problem.

6. L e a s e s  o f f e r e d  n o n c o m p e t i t i v e l y  a f t e r  r e c e i v i n g  no b i d s  
a p p e a r  to b e  f a v o r e d  b y  the i n d u s t r y .  T o m  K e l l y  c o m m e n t s  
t h a t  s u c h  l e a s e s  s h o u l d  b e  o f f e r e d  i m m e d i a t e l y  ( a u t o m atically?) 
a f t e r  the c o m p e t i t i v e  sale.

P l e a s e  n o t e  that HB 854 ( t ) , as w r i t t e n ,  a l l o w s  the 
c o m m i s s i o n e r  three o p t i o n s .  He c a n  o f f e r  t r a c t s  i m m e d i a t e l y ,  
at a n y  t i m e  up to 5 y e a r s  a f t e r  r e c e i v i n g  no bid s, o r  
n o t  a t  all. If he i n t e n d e d  to o f f e r  t racts n o n c o m p e t i t i v e l y  
i m m e d i a t e l y  after a c o m p e t i t i v e  s a l e  he w o u l d ' s o  a n n o u n c e  
i n . t h e  n o t i c e  of the c o m p e t i t i v e  sale.

T h e  p r o b l e m  i n h e r e n t  in g i v i n g  t h e  a d m i n i s t r a t o r  this 
m a n y  o p t i o n s ,  it w i l l  be argued,  is t h a t  u n p r e d i c t a b i l i t y  
w i l l  o c c u r .  U nless the o p e r a t o r  k n o w s  b e f o r e  hand t h a t  
he c a n  f i l l  o u t  his b l o c k  of a c r e a g e ,  he is at a d i s t i n c t  
d i s a d v a n t a g e .  The a d m i n i s t r a t o r  s h o u l d  take t h e s e  m a t t e r s  
into c o n s i d e r a t i o n  b e f o r e  lie n o t i c e s  a sale.

M i l t o n  L i pton,  G r e g g  E r i c k s o n  and o t h e r s  m a y  o p p o s e  this 
o p e n - e n d e d  a u t h o r i t y  to lease n o n c o m p e t i t i v e l y  f o l l o w i n g  
an u n s u c c e s s f u l  c o m p e t i t i v e  s a l e  o n  t h e  g r o u n d s  t h a t  a n  
a d m i n i s t r a t o r  n i g h t  rig a c o m p e t i t i v e  sale so t h a t  it 
w i l l  n o t  e l i c i t  bids so that a n  i m m e d i a t e  n o n c o m p e t i t i v e  
l e a s e  c a n  b e  awarded. I d o n ' t  t h i n k  s u c h  a h i t - a n d - r u n  
t r a n s a c t i o n  can e x i s t  t hese da ys, p a r t i c u l a r l y  w i t h  H B  
8 5 4 ’s p u b l i c  d i s c l o s u r e  p r o c e d u r e s ,  but, p e r h a p s ,  I ' m  
too naive.
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7. S e a l e d  b i d s  or oral  a u c t i o n  o r  s l i d i n g  s e a l e d  b i d s  
(like A l b e r t a ) . H3 854 p e r m i t s  the c o m m i s s i o n e r  to us e 
a n y  o r  a l l  of these. S e a l e d  b i d s  w i l l  be m o s t  c o m m o n l y  
used. T h e y  are e a s y  to a d m i n i s t e r .  O r a l  b i d d i n g  is 
u s e d  i n  Nev; M e x i c o  a n d  C o l o r a d o .  C h a m p l i n  r e c o m m e n d s  
o r a l  b i d d i n g  o n  "low p o t e n t i a l "  l a n d  so as to a v o i d  
p r e p a r i n g  b i d  f o r m s  and " l e a v i n g  m o n e y  on the t a b l e . "
N e w  M e x i c o ,  on the c o n t r a r y ,  u s e s  o r a l  b i d d i n g  a b o u t  50%

• o f  the t i m e  w h e n  it o e r c e i v e s  t h a t  t h e r e  w i l l  b e  a l o t  
.. • o f  c o m p e t i t i o n  in a sale. A b o u t  50% o f  th e t i m e  N e w

M e x i c o  o f f e r s  t r a c t s  by s e a l e d  bid.

A l b e r t a  a l l o w s  b i d d e r s  to s l i d e  b i d s  from o n e  t r a c t  
t o  a n o t h e r  i n  a sale. Thus, if b i d d e r  A's s e a l e d  b i d  
f a i l s  t o  w i n  on t r a c t  1, he c a n  d i r e c t  his b o n u s  be 
s l i d  t o  t r a c t  2, a n d  so on.

T o m  K e l ly, w h e n  c o m m i s s i o n e r ,  h a d  h i s  s taff i n v e s t i g a t e  
t h i s  s l i d i n g  bid m e t h o d  in A l b e r t a  in h o p e s  t h a t  it 
m i g h t  b e  u s e d  for the 1969 P r u d h o e  B a y  $900 m i l l i o n  sole. 
T h e  i d e a  w a s  r e j e c t e d  b e c a u s e  the i n d u s t r y  o b j e c t e d  on 
t h e  g r o u n d s  that it w o u l d  c a u s e  too m u c h  u n c e r t a i n t y  
s o  c l o s e  to the time o f  sale. S c o r e  o n e  for c e r t a i n t y .

• O b v i o u s l y ,  the a d v a n t a g e  to the s t a t e  w o u l d  be t h a t
m o r e  m o n e y  w o u l d  be p a i d  a t  the s a l e  if b i d s  w e r e  a l l o w e d  
to slide. B e f o r e  a c t u a l l y  u s i n g  t h i s  system, A l b e r t a ' s  
p r o c e d u r e s  s h o u l d  be s t u d i e d  a gain.

8 . B y  r e g u l a t i o n ,  the l e s s e e  m a y  e a r n  o n l y  to the d e p t h  
d r i l l e d ( j ) .  I e n v i s i o n  tha t the s t a t e  w o u l d  n o t  i n v o k e  
t h i s  r i g h t  until it felt d e e p e r  h o r i z o n s  c o n t a i n e d  
o i l ,  a n d  then w o u l d  g i v e  the l e s s e e  a r e a s o n a b l e  t i m e
to e x p l o r e  deeper. If the l e s s e e  f a i l e d  to d r i l l  d e e p e r ,  
t h e  d e e p e r  h o r i z o n s  w o u l d  be o f f e r e d  a t  a c o m p e t i t i v e  
l e a s e  sale. A l b e r t a  w o k e  u p  to this p r o b l e m  late a n d  
s o l v e d  it b y  c h a n g i n g  terms o f  e x i s t i n g  l ease c o n t r a c t s  
w i t h  a l l  t h a t  p o l i t i c a l  c o n t r o v e r s y .

J w i l l  a s k  P e t e r  F r o e h l i c h  to r e s e a r c h  w h e t h e r  this 
i s s u e  o f  d r i l l i n g  d e e p e r  m i g h t  not b e  s o l v e d  b y  tightening- 
u p  t e r m s  o f  the l e a s e  form to r e q u i r e  d u e  d i l i g e n c e  
b y  the o p e r a t o r  at the r e q u e s t  of the state.
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CHAPTER 26 

AN ACT ’ .

J U X A T I K C  T O  S T A T E  L A N D S ;  R E Q U I R I N G  T H E  COMJf lSS IO NER  O F  P U B L I C  L A N D S  

T O  R E S E R V E  C E R T A I N  R I C H T S  T O  T H E  S T A T E  IN L E A S E S  O R  O T H E R  C O N V E Y A N C E S  

O P  S T A T E  L A N D S  C R A N T I N C  A N Y  I N T E R E S T  I N  O R  RIC1ITS T O  M I N E R A L S  O F  

WHAT SO EVE R.  R I N D ,  I N C L U D I N C  O I L  A N D  C A SJ  P R O V I D I K C  T O R  A  W A I V E R  O F  T H E  

R E Q U I R E D  R E S E R V A T I O N ;  P R O V I D I N C  F O R  D I S P O S A L  O T  R E S E R V E D  K t N E R A L S .

B E IT □ (ACT ED  BY T H E  L E G I S L A T U R E  Or T H E  S T A T E  O P  N E W  M E X I C O :

S e c t i o n  1. C O M M I S S I O N E R  O F  P U B L I C  L A N D S  T O  R E S E R V E  C E R T A I N  

R I C H T S  T O  T n E  S T A T E  IN L E A S E S  O R  O T H E R  C O N V E Y A N C E S  O F  A N Y  H I N E R A L  

I N T E R E S T S  O R  R I C H T S  T O  M I N E R A L S  IN S T A T E  L A N D S . —  In a n y  l e a se  or

oilier c o n v e y a n c e  o l e t a c e  l an d * g r a n t i n g  a n y  I n t e r e s t  In or r i g h t s  t o

e l n e r a l s  of w h a t s o e v e r  V l n d ,  I n c l u d i n g  o i l  a n d  gas, I n  t h Q j c  la nd *  

e e r c u t e d  b y  the coerxl ssl on er of p u b l i c  la nd s  n f t e r  t h e  e f f e c t i v e
• •

d a t e  o f t hi s  s e c t i o n ,  t h e  f o l l o w i n g  r e s e r v a t i o n  of l i g h t s  to the 

s t a t e  s h a l l  b e o a d e !  " T h e  s t a t e  h as  « c o n t i n u i n g  o p t i o n  to f r c h a s e  

at a n y  t l o c  and f r o o  t i n -  to d o e ,  a t  t he eiarVct p r i c e  p r e v a i l i n g  In 

t he  a r en  o n  the d a t e  of p u r c h a s e ,  all o r  p a r t  o f  a n y  o l n e r n l s  ( s p e c i f y  

the o l n e r a l s )  t h a t  m j y  b e  p r o d u c e d  f r o m  the l a n d s  c o v e r e d  b y  this 

l e a s e (or o t h e r  con veyance)."..

S e c t i o n  2. W A I V E R  O F  R E Q U I R E M E N T S  F O R  R E S E R V A T I O N  O P  R I C H T S  IN 

L E A S E S  O R  C O N V E Y A N C E  T O R  S P E C I F I C  M I N E R A L S — P R O C E D U R E S  F O R  W A I V E R . —

A. T h e  c o a m l s * l o n e r  of p u b l i c  l a n d s  m a y  v n l v r  by w r i t t e n

o r d e r  t h e  r e s e r v a t i o n  o f  r i g h t *  r e q u i r e d  u n d e r  S e c t i o n  1 of t hi s  a c t

0
In r e s p e c t  to a n y  s p e c i f i c  a l n e r a l .  o t h e r  t h a n  f o s s i l  f u el s , f o r  w h i c h

K’-RCS/HB 4*1
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t h e r e  Is n o  s i g n i f i c a n t  c o n s u m p t i v e  u s e  w i t h i n  the a ta t c,  but *urt 

o r d e r  m a y  b e  o a d e  onlyt

(1) a f t e r  w r i t t e n  n o t i c e  Is m a i l e d  b y  c e r t i f i e d  ns

a t  l e a s t  t w e n t y  d ay a  b e f o r e  the h e a r i n g  r e q u i r e d  by P a r a g r a p h  (I)- 

• • 

t h i s  s u b s e c t i o n  t o the g o v e r n o r ;

(2) a f t e r  n o t i c e  of the h e a r i n g  r e q u i r e d  by Par.igr<

(3) of t h is  s u b s e c t i o n  li p o s t e d  in t he sam e m a n n e r  as n o t i c e  of

p u b l i c  s a l e  of m i n e r a l  l e a s e s  Is r e q u i r e d  to b e  p os ted  u n d e r Seetlc

? - « - 3 4  N M S A  1953;

(3) a l t e r  a p u b l i c  h e a r i n g  on t he  i s s u e  of w a i v e r  

u n d e r  this a u b s e c t i o n  h a s  b e e n  h e l d  by the c o m m i s s i o n e r  of p u b l i c  

lan d s o r h l «  d e s i g n a t e d  r e p r e s e n t a t i v e  In a c c o r d a n c e  w i t h  p r o c ed u re  

a d o p t e d  b y  the c o m m i s s i o n e r  of p u b l i c  l ands; and

. (*) if t h*  c o r m l s s l o n e r  of p u b l i c  land* finds a f t e r

c o n s i d e r i n g  the e v i d e n c e  p r o d u c e d  at the h e a r i n g  that a w a i v e r  o f  t 

p r o v i s i o n  w o u l d  b e  In the b e st  I n t e r e s t s  of t he trust fccnetlc1»rlea 

c o n s i d e r i n g  l o n g - r a n g e  and s h o r t - r a n g e  b e n e f i t s ,

D. A  w a i v e r  g r a n t e J  u n d e r  S u b s e c t i o n  A  of th is s e c t i o n  

s h a l l  b o l i m i t e d  to s d e f i n i t e  p e r i o d  of time n o t  to e x c e e d  f i ve  

y cer t.  W a i v e r s  m a y  b e  r e n e w e d  b y  the c o m m i s s i o n e r  but o n l y  a f t e r  

f o l l o w i n g  the p r o c e d u r e  r e q u i r e d  u n d e r  S u b s e c t i o n  A  of this s e c t i o n  

S e c t i o n  3. D I S P O S A L  O P  M I N E R A L S  BY COIPIISSIONER O P  P U B L I C  L A N  

— T h e  c o m m i s s i o n e r  o f  p u b l i c  l and s s ha l l d i s p o s e  of any m i n e r a l s  

r e s e r v e d  u n d e r  t h i s  act at the b e s t  p r i c e  a v a i l a b l e  In o r d e r  to'jalf 

tht m a x i m u m  b e n e f i t  for th e t r ust  b e n e f i c i a r i e s . ___________________________



STATE'S RIGHT TO PURCHASE 
OIL & GAS III HB 854

The State has the right in HB 854(v) to purchase not more than 16 2/3% of the 

oil and up to 100% of the gas at the regulated price or fair market value at the 

point of sale. The right to purchase is needed to protect the "in kind" taking 

of its royalty by Alaska, a sale of said royalty, and a subsequent reduction of 

the royalty in the later stages of production (d).

New Mexico, 1973, enacted a law which gives it the right to reserve an option to 

purchase at any time at the prevailing marke* price any or all minerals, including 

oil and gas, produced from State land. Thus, Mew Mexico may purchase 100% of 

the oil and gas found on State land.

Whereas the New Mexico Commissioner is authorized to waive the reservation 

option with respect to any specific mineral, he may not do so for oil or gas.

The Act, Chapter 26 of the Session Laws of 19/3, has never been exercised by New 

Mexico; thus no opportunity has been giv^n to test its constitutionality.

If Alaska were to reserve an option to purchase up to the amount of the royalty, 

fixed or bid, an equivalent net profit share would have to be determined.



LEASING METHODS EXAMINED

BUT NOT INCLUDED IN HB 854

The so-called "dual leasing" system which would authorize the State 
to issue separate exploration and production leases. Senator Ted 
Steven's amendment to S-9 would permit the exploratory lessee to 
share witn the government (Federal) the costs of the exploratory 
drilling program, which would be managed by the lessee, in exchange 
for a share of the revenues received by the government from a 
subsequently issued production lease.

The Administration believes that the State can know before it 
offers its land for drilling what development and production activities 
it expects to take place.

Dr. Mason Gaffney's ad valorem charge, or a "post" royalty system 
versus the "ante" systems in MB 854. In other words, the state 
determines its take before discovery, not after. Other governments, 
like the Canadian national, are going to the "post" systems, i.e. 
"progressive incremental royalty<"

Incentives. There are no direct incentives to lessees contemplated
in HB 854, except that "work commitment" would allow cash bonuses
not to go to the government but inst'ad used by industry for exploration.

Government equities in leases or state-owned and operated exploration 
companies are not envisioned in HB 854.

Oil Payment Bidding - shift royalty to rental.
r

Performance System which provides government with the authority to 
specify the exact rate and extent of resource development.

Share Bidding or Phillips Plan. Bonus bids are entered for the entire 
structure instead of for a specific tract. Based on their equity in 
the field, each company receives a percent of the profits or losses with 
a maximum percentage participation by any one company.

Alberta's so-called "checkerboard" leasing system wherein a reservation 
holder may apply for leases over not more than 50% of the area in the 
reservation in a checker-board pattern. These leases convey the right 
to produce and sell the Crown's oil and gas, and the government retains 
the right to alter unilaterally the terms and conditions of the arrangement.



SUMMARY OF ACREAGE LIMITATION 
CHANGE IN MB 854

The acreage any one State lessee may hold is 500,000 acres upland and

500,000 acres offshore. HB 854 reduces the uplands to 200,000 acres. This 

is to help increase the number of upland lessees by limiting the holdings 

of the larger major oil companies. Offshore holdings will be unaffected.

No other state that we are aware of has an acreage limitation. But no 

other state is Alaska's size nor has any state tens of millions of acres 

available to lease.

/

The Federal government has an acreage maximum for its uplands within each 

state. During Alaska's territorial days the Federal oil and gas acreage 

limitation in Alaska was 100,000 acres. In other states it was 46,080 

acres.

After 1961 the Federal maximum for Alaska rose to 300,000 acres iri the 

Northern district (approximately north of the Yukon River) and 300,000 in 

the Southern district. These apply today. There is no Federal acreage 

limitation on the Outer Continental Shelf. Presently, the acreage limitation 

is 246,080 uplands acres of Federal leases per state, other than Alaska.

HB 854 grants companies five years from the effective date of the act to 

comply with the 200,000 upland acre maximum.

A list of major leaseholdings as of February, 1978, (showing uplands and 

offshore holdings of those companies which now exceed 200,000 acres) follows:



—
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(as of March 13, 1978

COMPANY ACRES

ARC0 403,151.21

UNION 287,032.83

PHILLIPS PETROLEUM 243,227.94

EXXON 158,627.>3

TEXACO 156,027.03

SOHIO PETROLEUM ' 135,588.28

BP ALASKA 103,218.99

CITIES SERVICE 140,071.58

CHEVRON 126,493.55

AMOCO 126,134.64

MOBIL 120,375.19
j

MARATHON OIL 71,533.36

BEARD OIL 71,260.49

SHELL OIL 40,603.10

GETTY 29,857.30

SUN OIL 27,453.87

356,882.86 acres of uplands 
51,268.35 offshore 

408,151.21 total

233,138.75 uplands 
53,894.08 offshore 

287,032.83 total

80,332.74 uplands 
162,895.20 offshore 
243,227.94 total



DESCRIPTION OF LEASING METHODS IN HB854

Currently, the State of Alaska's leasing system is a cash bonus bid with a 
minimum fixed royalty of 12.5 percent. The methods outlined below include 
the present system with different fixed royalties, sliding scale royalty with
bonus bid, sliding scale royalty bid with fixed bonus, net profit share bid
with fixed bonus, royalty bid with fixed bonus and exploration work commit­
ment. The Kasic elements of these methods are summarized below.

(1) Bonus Bid With Fixed Royalty
Bonus bid with fixed royalty is the system curr-.ntly used by the State of 
Alaska. In a lease sale, the winning bid for a tract is the one which makes 
the highest sealed or auctioned cash bonus bid. There is also a minimum 
royalty of 12.5 percent. An advantage of this svster.. is that government re­
ceives revenue regardless if there are economical quantities of oil or gas 
found and/or produced. To avoid early termination of production, royalties need 
to be flexible during a field's declining years.

(21 Sliding Seaie_ Royalty With Bonus Bid (or Sliding Scale Bid with Fixed Bonus) 
Under this system, the government receives a cash bonus bid and a sliding
scale royalty. We used 12.5 percent as a minimum figure and 62.5 percent as a
ceiling wherein the rate in any period is dependent upon the production of that 
period.

The royalty rate is graduated in much the same manner as the federal personal 
income tax. Table I gives two examples of^a sliding scale royalty schedule.
The royalty is progressive, that is, the royalty on additional production 
increases. For example, in the South Central Area, the initial 500 barrels 
pay a royalty of 12.5 percent, the next 500 barrels pay 25 percent. The 
royalty rate increases by 12.5 percentage points per 500 barrels until 2000 
barrels of output arc achieved. All production beyond 2001 barrels pays a 
royalty of 62.5 percent. Thus, if production reaches 5000 barrels, the average 
royalty rate is 50 percent. In the limit, the average rate would converge 
towards 62.5 percent as daily production continues to increase.

As field productivity declines and well production falls, the producer backs 
down the schedule and royalties decline. In order to optimally exploit the 
field, l.ht! royalties should decline to zero near the end of field life.
Actually, final rates of five or six percent would result in minimal early 
shut down.



TABLE I
TYPICAL SLIDING SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Daily Average 
Prod. Rate

Incremental 
Royalty Rate

Royalty For Specific Producing Rates 
Producing Royalty Average 
Rate Production Royalty

(Bbls./day) (%) (Bbls./day) (Bbls./day) 00

-500 12.5 500 62.5 12.50
501-1000 25.0 1000 187.5 18.75

1001-1500 37.5 1500 375.0 25.00
1501-2000 50.0 2000 625.0 31.25
2001-2500 62.5 2500 937.5 37.50

3500 1562.5 44.64
4500 2187.5 48.61
5000 2500.0 50.00

NORTH SLOPE AREA

Royalty Tor Specific Producing Rates
Daily Average 
Prod. Rate

Incremental 
Royalty Rate

Producing
Rate

Roya 1 ty 
Production

Average 
Royalty

(Bbls./dayT ■ m ' (Bbls./day) (Bbls./day) (%)

-1000 12.5 1000 125 12.50
1001-2000 25.0 2000 375 18.75
2001-3000 37.5 3000 750 25.00
3001-4000 50.0 4000 1250 31.25
4001 and above 62.5 50007 1875 37.50

7000 3125 44.64
9000 4375 48.61
10000 5000 50.00

Note: The Sliding Scale Royalty Schedule for the North Slope area is signifi­
cantly higher than for the South Central area because the higher North 
Slope operating costs result in a much higher economic limit.

Hopei ally, this illustration clarifies the relationship between production 
rates and royalty rates.

Greater flexibility in setting the initial rate is the major advantage of this 
system while not running the risk of an uneconomically (for Industry) high royalty 
rate. On the other hand, to achieve an overall lower royalty payment, a company 
might spread out production over a longer period of time. Usually, however, 
because of the time value of money and increased operating costs, oil companies 
generally try to accelerate production.



(3) Net Profit Share Bid With Fixed Bonus
A small fixed bonus is required as earnest money. The bonus is low enough to 
encourage producers to bid a high net profit share while permitting profitable 
development.

(4) Royalty Bid With Fixed Bonus
This system utilizes the same method to calculate fixed bonus as described for 
Net Profit Share. The bid parameter is u function of production instead of net 
profits. Since the bonus is fixed, interested parties bid on the royalty rate 
that the government is to receive. The advantage of royalty bidding is that 
little front end money is needed by Industry. However, this could encourage 
speculation causing an overbid. Royalty bidding should encourage more competi­
tion among bidders and may allow the smaller companies a better chance of 
winning the tract.

(5) Work Commitment With Fixed Bonus, Royalty or Net Profit Share
The government itemizes the perfcrmance criteria such as the rate and amount 
of work to be performed on each tract. The total bid specified in dollar terms 
and a portion of the bid used for exploration and development activities. This 
system gives the government some control over the rate and extent of resource 
development. f

-3-



TWO VIEWS ON BIDDING STRATEGIES

WEALTH MAXIMIZING STRATEGIES FROM THE STATE'S VIEWPOINT

The choice of bidding method cannot be made 0 1 1 the basis of any single criteria 
but is the result of evaluating a number of factors including but not limited to 
the potential economic payoff and physical characteristics of the lease area. 
HB854 offers essentially four leasing schemes: (1) Bonus Bid - Fixed Royalty,
(2) Royalty Bid - Fixed Bonus, (3) Net Profit Bidding with Fixed Bonus,
(4) Work Commitment with Bonus Bidding. These options will be briefly evaluated.

Bonus Bid - Fixed Royalty

If the royalty is fixed at 12-^%, there is no reason to use this option. It is
of historical value only. At higher fixed royalties, it has some merit, but the
higher fixed royalty means a lower bonus bid which is supposedly the advantage 
of the system. Private discount "atcs are too high for bonus bidding to be
advantageous to the State. For example, a brief examination of an annuity table
suggests that increases in the discount rate rapidly diminish the present value 
of a future income stream. This income stream can be interpreted as the dis­
counted net revenues resulting from the potential discovery and development of 
an oil field. Table II illustrates the discount rate effect.

Table II
Present Value of an Annuity of $1 Million 

(Values in 10°$}

Number of Years Discount Rates
6% 10% 14% 16% 18% 20%

20 $11,470 $8,514 $6,623 $5,929 $5,353 $4,870
30 13.765 9.427 7.003 6.177 5.517 4.979
N 16.67 10.00 7.14 6.25 5.56 5.00

From the State's viewpoint, a 6% discount rate may properly reflect the present 
value of the income generated by the potential oil discovery The industry, 
on the other hand, is likely to discount the future net income stream at much 
higher rates, say 20%. Thus, the maximum bid under ideal circumstances would be 
$5 million for an income stream that would yield net revenues of cn million per 
year in perpetuity. Perpetuity is longer than the life of Prudhoe Bay.

Royalty Bid - Fixed Bonus

Relatively easy to administer - reduces risk and front end filter to the private 
sector. With sliding scale, most early shut down problems are avoided. The fact



that the State receives a revenue stream over a 20 year time horizon also is 
an attractive feature. The Beaufort Sale is an ideal candidate for a royalty 
bidding scheme.

Net Profit Bidding

This is very attractive from a risk sharing point of view. All risks (geologic, 
exploration, development, and production costs as well as product price) are 
shared with the industry. Would increase exploration and development in remote 
high risk areas. May be useful where there is low probability of bid find.
Under ideal circumstances (political) is the best of all possible options but 
does have serious administrative problems.

Work Commitment

Cases where State wants information and is willing to specify type of information 
desired. Good for high risk areas in remote locations. May also be used where 
the State wants more information before putting structures up for competitive 
bidding scheme.

On balance, the royalty bidding schemes represent a substantial improvement 
over bonus bidding and are administratively tractable. Given the time to build 
the expertise, it may be advisable to shift to profit sharing or ad valorem 
schemes.

MULTIPURPOSE STRATEGIES 

Bonus Bids

Bonus bidding should be applied in cases where the State has either:
t

(a) A very great amount of knowledge'* about the resource, or
(b) The prospect is of extremely high risk, the lessor has little 

knowledge of the resource and expected value revenues would 
be marginal.

The first case (a) where tracts might be offered for Bonus Bidding could be that 
of a drainage or near drainage situation where the State wished to maximize its 
near term discounted revenues. It would be advisable to not offer all of the 
tracts for bonus bidding, but to withhold a percent of acreage to be sold at 
a later date, (Report 2-77). Also, since royalty and other bidding methods have 
shown to offer higher expected value revenues for lower risk cases it could be 
advisable to mix royalty bidding with the bonus bidding, a practice followed by 
the Federal Government in the recent Cook Inlet OCS sale.

In the second case (b), that of extreme high risk, bonus bidding can be used as 
a filter to determine the value of marginal tracts. This is discussed under the 
section on (t) low potential, high risk and previously leased.



Report 2-77 indicates that for very high risk cases all bidding methods approach 
the same level of expected value income for the State. In cases of small and 
marginal potential reservoirs the bonus bid method with its ease of administration 
might afford optimum State revenues. Report 2-77 also indicates that in probability 
of success percents of 1 percent or less bonus bids could afford higher revenues, 
but the State should ensure that leasing under such high risk cases only occurs 
when sufficient knowledge is gained to indicate that the land to be leased is of 
such a low potential. For example, a geologic structure as large as the Prudhoe 
Bay anticline may have had a high degree of risk before it was drilled but its 
potential to hold enormous reserves was there. Bonus bidding should not have 
been used in that instance.

In summary, bonus bidding can be used when:

(1) Very small potential reservoirs are expected;

(2) Extreme risk is expected and the gaining of sufficient knowledge
to determine the presence of reservoirs is unwarrented because of
marginal to low potential indications.

(3) A sliding royalty should be considered in all bonus bid cases;

(4) This method could be used in a mixture with other methods such as
royalty bidding;

(5) Also, in general, this method should only be considered when leasing 
in the less desirable state areas, i.e. those below the top 10 rank.

Royalty Bidding - Fixed Bonus
4'

Report 2-77 indicates that royalty biddingand profit sharing deliver the highest 
expected value revenues to the State of all bidding methods. It is particularly 
effective where the probability of occurrence is high (i.e. low risk) and 
especially when the expected reservoirs are large. A sliding scale should be 
added in the declining production years to eliminate the problem of premature 
shut down. Cases for royalty bidding would be when:

(1) The State has enough knowledge to assess the size of potential traps.

(2) Potential reservoirs are not extremely small or of extreme risk.

The Beaufort Sea sale is a good example of a case for using Royalty bidding 
on tracts. In general, this method should bo considered when leasing in the top 
10 leasing areas on the desirability scale.

Not Profit Bidding

Met; profit bidding would be most advantageous when costs and oil prices are in 
a state of extreme fluctuations making economic predictions unreliable. In 
remote high risk areas, this method might attract stronger bids than the royalty



or the bonus bid method.

Of the 35 potential State leasing areas, this method might be used to advantage 
on those areas below the top 10 in desirability.

Work Commitment

(See section (t)).

This bidding method can be best used where the State has a large (i.e. 100,000+ 
acres) area of probable low potential where industry has shown a general lack 
of interest in exploration and leasing. By offering a large area for lease to 
one lease owner, the State provides an extra incentive to undertake exploration 
and the State ensures the exploration by making the bid variable.

This method would be used in remote low potential high risk areas. Some of the 
State's 3 mile limit lands such as Area IX might be applicable to this method.

Low Potential & High Risk and Previously Leased Section (t)

On the basis of exploration knowledge, lack of interest by industry and reason­
able analysis, the department may determine that lands have very low potential 
for oil and gas.

As a means of encouraging the evaluation and possible development of these low 
potential lands, the department could:

(1) Offer the lands for competitive lease using a bonus bid with sliding
royalty. A minimum bid equal to the first year's rentals could be
used to filter the bids. This should give a check on the potential
of the lands. The sliding royalty would act as a safeguard for very
low value bonus bid tracts if a discovery is made later on the lands.

}
(2) On tracts that receive no acceptable bids, the commissioner could hold 

a non-competitive similtaneous drawing after proper notice (30 days). 
Tracts not receiving applications for the drawing could then be opened 
for over the counter applications. Tracts could be offered at fixed 
50<£/year rentals, 5 year terms. A sliding scale royalty would be used 
in all cases to provide a revenue safeguard against luture potential 
discoveries.

(3) In some cases, all tracts not receiving acceptable bids could be 
aggregated into large blocks (100,000 acres or more) and offered for 
work commitment bidding or development contracts.



RESULTS OF LEASING MODEL SIMULATION 0 10% RISK AND LOW COST REGION

OIL CO. PROFIT

EXPECTED VALUE STATE 

STATE INCOME

INCOME

Leasing
Method

Oil Rec 
MNi/Bbls. *Total *PW 0 10% *Bonus Royalty

BONUS, ROYALTY & TAXES 
*Total *PW 0 6% *P>W 0 10'

BONUS 12->#
I. 137.6 72.6 14.7 .5 27.6 61.2 24.9 14.6
II. 633.8 376.3 93.2 48.1 127.0 338.9 171.6 118.7
III. 5238.1 3189.1 697.2 385.3 1048.1 2807.0 1347.8 917.1

BONUS 12--'$
Acreage Withheld (initial sale) 
II. 633.8 1524.8 289.9 179.9 533.5 1408.3 711.0 490.4
III. 5238.1 17905.3 2950.6 1780.0 6079.1 15900.8 7510.1 5035.4

BONUS 25%
I.
II.

uneconomic 
633.6 316.9 77.9 38.5

• 's.

292.5 445.1 214.3 141.8
III. 5236.9 2698.2 582.8 316.3 2095.7 3693.4 1681.2 1091.1

SLIDING
ROYALTY

I. 137.6 71.1 14.2 .1 31.0 63.9 26.2 15.4
II. 633.9 274.6 64.7 30.0 344.8 519.8 249.0 161.3
III. 5238.5 1388.6 265.1 117.1 4891.8 6046.5 2591.7 1563.3

ROYALTY
I. 137.5 70.0 14.1 0.0 33.1 65.7 26.6 15.5
II. 632.6 178.9 42.4 15.0 547.9 688.9 311.4 193.4
III. 5230.1 1400.5 281.0 125.0 4861.2 6024.1 2555.6 1544.1

NET PROFITS
II. 634.0 169.8 40.4 15.0 567.0 706.6 318.6 197.1



RESULTS OF LEASING MODEL SIMULATIONS 9 90% RISK AND LOW COST REGION

EXPECTED VALUE STATE INCOME

NET PROFITS 
I. 137.7 271.6 38.6 2.5 1054.8 1295.5

OIL CO. PROFIT STATE INCOME

Leasing
Method

Oil Rec 
MM/Bbls. *Total *PW (? 10% *Bonus Royalty

BONUS, ROYALTY & TAXES 
*Tota1 *PW 0 6% *PW 0 10%

BONUS 12 h%
I.
II.
III.

137.6
633.8

5238.1

635.0
3247.7

27716.2

98.6
585.0

4452.9

44.5
377.5
2709.9

24.9
1143.3
9433.1

603.4
3012.2

24630.1

275.2
1520.2

11618.3

180.8
1048.0
7780.9

BONUS 252
T 1 .
II.
III.

137.4 
633.6 
5236.9 '

523.1
2737.5

23473.1

79.2
492.6
3746.7

30.6
308.9
2228.6

49.7 
2285.9 

.1 §861.8

815.5
3984.8

32734.2

358.0
1917.6

14723.2

226.8
1267.6
9443.5

SLIDING
ROYALTY

I.
II.
III.

137.6
633.9

5230.5

622.1
2376.0

12200.0

95.5
407T6
1832.0

42.1
256.1
820.6

279.0
3103.4

44026.2

628.4
4678.2
54260.4

287.2
2249.0

23201.8

188.1
1461.2

14001.0

ROYALTY
I.
II.
III.

136.8
629.2
5216.7

308.4
495.3
5666.5

42.9
80.5

836.4

2.5
15.0

125.0

972.7
7261.1
58312.9

1219.5
8216.0
66525.9

516.4
3665.7

27704.6

314.2
2238.2

16370.0

530.8 323.7
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RESULTS OF LEASING MODEL SIMULATION 0 100% RISK (PERFECT CERTAINTY) & LOW COST REGION

EXPECTED VALUE STATE INCOME

OIL CO. PROFIT STATE INCOME (105)

Leasing
Method

Oil Rec 
MM/B bis. *Total *PW 0 10% *Bonus Royalty *Total *PW 0 6% *PW 0 10%

BONUS +
12-h% ROYALTY

I. 137.6
II. 633.8
III. 6238.1

705.6
3608.6

30795.8

109.6
650.0

4947.7

49.4
419.4
3011

27.7
1270.3

10481.2

670.4
3346.9

27366.8

305.8
1689.1
12909.2

200.9 
1164 ..4 
8644.4

BONUS +
25% ROYALTY

I.
II.
III.

137.4
633.6
5236.9

581.2
3041.7
26081.2

88
547.3

4163

34
343.2

2476.2

55.2
2539.9
20957.6

906.1
4427.6
36371.1

397
2130.7
16359.1

251
1408.4
10492.8

SLIDING
ROYALTY

I.
II.
III.

137.6
633.9

5238.5

691.2
2640
13555

106.1
452.9
2035.6

46.8
284.6
911.8

310
3448.2
489.8

698.2
O O P ,

60289.3

318.9
2498.9

25778.9

209
1624.4
1556.7

ROYALTY
BIDDING

I.
II.
III.

136.8
629.2

5216.7

342:. 7 
550.3 

6296.1

47.7
89.4

929.3

2.8
16.7
138.9

1080.8
8017.8
64792.9

1355
9128.9

73917.7

573.8
4073
30782.2

349.1 
24S6.9 
18188.9

NET PROFITS
I.
II.

137.1
634.0

301.8
482

42.9
79.6

2.8
16.7

1172
8243.4

1439.4
9299.7

598.7
4125.1

359.7
2506.6



  .......
r v ' i .  Kcuprcu & u s u i  co. iuoc u  t . u . W T 5 5 T

H I m i

« J W

111 i! ! I!! i ■;:! i i ‘ • 1! * i * *
•M' l  *'• :
Hi !!h

l i h t u t :  i m r a n

f !'. f t p ; !
' »! !  i i k r

1 i J  . - L

Lt;p jhli
i t  EL

Ml.: r ' l i l

1 i
M

H i m- ‘■ I ; I t l v  r ; r ; ![,-'!■

V M+j-14 • ; 1 . .;•!;'•!!! I il'i!
.. ,-uU.LJ I-’ «J t • 11 *4 IJ i-* '• • '• w*.' w * . j li.i. *. wU..

!!ii! i i iiiiiili: Ljijj !l i!j
i ; i • i ; : ; ; l; ; : i J L . ! I :: i t .!.

: u I ! : lv ! ! ; i . i i ! ; ! , ! v : ;  I i i !  : R T  I i.i d v r

‘HI !

, C « J

i i t !

KCO I M  j

: ,  I. , j • i . i » . . i i . . ; i r, i » ; *. • ' . i . >

M l i p  pJ! Al ! >  h l i l  I I I '  • h i  h i !  M

in iM L iU J j

in n fjl 
: i : ; : i i

h : :111: ■ • i; h i .111 i ' ' ■ 1;i ;:i. Lr:-i.■In! r* ■,;il- if:! ; , , | . I . ' j j ! • 1 ; • I I I I J ty > j . I ( | |

M i : t  ' l ' : h i ! * ;  'i'^ '\'r \'.i \\\\ ! h i  i i . M j11 -  , \ ..  _  j j . .  . L . . i } . i i ».■ « • ' i— 11 '.• >
j v » • • •, ■ * ■ • * • ■ I f  : •• M • • • * • I'M • • 1 If J . ‘ * I

i - l ' V : . : ;  ; i  l i  I : •• I P ’ / i M

■. I ! .
i .11.;<-

: i j ' ^ h

I cc

[ ' i l l  
i i  n w /i! .ItLi. I.:LI

'• i i . ! ! i :ii 
r h - . V V !
•' i n v \ ; : ! * : , • >
i H -  ?\\!

T O M

nr^TT;! i=«.• ■ iPliihT ! pi-
i l i a : . ) . J . L *  *.! l i i i j i : }. :.■ i  !I * I . . .  . i . . • » l.» | * - I . I i » I .

I>0

i I ! .  , . .  i j ; ,  . . . » j , ,  . I ; • I H  !

.  i i  ■ ; : Lr J  i Mi.; i i p  | i j  ! i

a , . : l ! . .  1 : 1 : . . ; ! ,  : *_ l ! : . I L ! j
i m . . • • 1 1 . • • * . .  • ;

M i ' : " p V . _• : •  i • 1P [ i .!h i l l ! .

j
. . _L| .« |. 
I •*

I;
rji •* • . i •1:' i1 • • • • •! •

: : i :

< c

■i • i i i

.L

if
til

.U-Ui.U.I

iiL ! I

• i l l

! I I

i.i.

I.:: . j !  ..* J.
:;.il:1 I •' ■ ’ II'rrt.SMBlVl',
h i ' ' !  

i ; l [ ! ' ! ; i

n r r

h ■ : nil , 11! ■ >*  i; i i   L.Jx,!. •!!; 1L1 Lai .tiA IlJlli

' .i n
. . i

i l l !

LL'l ULiJUi.,
i i  • i *

r n '

I h

m m .‘.U: l;1, hhjli i rrrt M h  h'iiH1!
h M l . !  ! : ' ‘' 111 i i!! !  i | [ j
iT t i  i l l  M l j . ' 1

. . i ^  .

• i i : - '  ! • ' ] .  i | h

V . i , r  • , : i  , ; i

•1: i! i;:: : I * 
11:11 i,!: I • I.!
iii In ■

m
iif!l|.

1 . I . .  II 1 i I M J 4
11;1 hi!;

. I h

M d i i  i!f!l! i! !::R|:ii; ii'iji!ji■ , • ‘ssi. in i'll?!;

U ' 1
f ! l;l '

f h . r  
m i !  Mii . i . i

Hill 111 I
Hii

i l l .
4 ,.

MM
U.LL ‘I'll

• * * i

, M , I • 1; 111M : :
i.... 11. i! : 11. •. , 1!.. I 11 . I. it I n  . I I , .  * .{ »

M m . i, i . ,  i | i i i . i
I I 1 !.'l! , '

[IL

i i:!i

ii hi 
IT!1 j
; • I!i1!| | ; ■' i
:L:Jli-Lli 'lil.'l'J :

!i!!ll Ii ii'h I'iijli'iM: :'i 
I1:.!!1,!! ijiiii:! lillSj . i

FO ii V-tiW-tS tO te lX i '  / V £ / / A * ' * '  

/)T •?.->% CHAS'CL oi' 

S U C C F S i , .

I C m  16 VC # MS
’I  f



COMPARISON OF STATE INCOME 
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