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SENATE

FU RTH ER :

5 /1 9 /7 8

Mr. President: 

The C o m m i t t e e  on

D a t e :

RESO U RCES has had CSKB 854 (Fin)

leasing and exploratio n of state land for oil and gas development

under c o n s i d e r a t i o n  and (a m a j o r i t y  of the committee) (the committee 

reports it b a c k  as follows)

( ) r ecom mends it do pass ( ) recomm ends it do not pass

( ) r ecom mends it do pass w i t h  attached amendment(s)

( ) r e commends it be r e p l a c e d  w i t h  CS for ! ' ■ V

and _____________________________________ ( ) n e w  title ( ) same title

( ) A N D  attaches a L e t t e r  of Intent ( ) New Fiscal Note

( ) reports it b a c k  w i t h o u t  r e c o m mend ation 

( ) and recommends it be refer r e d  to the Committee
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C O M M E N T S  F R O M  A N  E C O N O M I C S  P E R S P E C T I V E  O N  

H O U S E  B I L L  N O .  3 5 4  

I N  T H E  L E G I S L A T U R E  I N  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

b y

W a l t e r  J .  M e a d  

P r o f e s s o r  o f  E c o n o m i c s  

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 ,  C a l i f o r n i a  

M a y  1 5 ,  1 9 7 3

AGO 546796 ^



T h i s  a n a l y s i s  w i l l  c o n c e n t r a t e  a t t e n t i o n  o n  m a j o r  

i s s u e s  o f  H o u s e  B i l l  N o .  8 5 4  o n  w h i c h  e c o n o m i c  a n a l y s i s  c a n  

s h e d  s o m e  l i g h t .

I n  g e n e r a l ,  i t  i s  c l e a r  t h a t  t h e  B i l l  i s  p a t t e r n e d  

a f t e r  p r o p o s e d  a m e n d m e n t s  t o  t h e  O u t e r  C o n t i n e n t a l  S h e l f  

L a n d s  A c t  o f  1 9 5 3  n o w  b e i n g  c o n s i d e r e d  b y  t h e  U . S .  C o n g r e s s .

T h e r e  i s  a n  i m p l i e d  a s s u m p t i o n  t h a t  t h e  S t a t e  o f  A l a s k a  c a n  

b e n e f i t  b y  f o l l o w i n g  W a s h i n g t o n ' s  l e g i s l a t i v e  l e a d .  A l m o s t  

e v e r y  E c o n o m i s t  s p e c i a l i z e d  i n  e n e r g y  e c o n o m i c s  w h o  h a s  

r e v i e w e d  t h e  r e c o r d  o f  f e d e r a l  e n e r g y  l e g i s l a t i o n  h a s  c o n c l u d e d  

t h a t  a h a l f - c e n t u r y  o f  f e d e r a l  i n t e r f e r e n c e  i n  t h e  e n e r g y  i n d u s t r y  

h a s  b e e n  c o u n t e r p r o d u c t i v e .  S u c h  i n t e r f e r e n c e  h a s  n o t  s e r v e d  

t h e  g e n e r a l  w e l f a r e .

E n c l o s e d  a s  A p p e n d i x  A i s  a r e p r i n t  o f  my  o wn  a n a l y s i s  

o f  P r e s i d e n t  C a r t e r ' s  N a t i o n a l  E n e r g y  P r o g r a m .  T h i s  a n a l y s i s  

i n c l u d e s  a n  a p p r a i s a l  o f  p a s t  F e d e r a l  e n e r g y  p o l i c i e s .  T h e r e  

i s  n o  e v i d e n c e  i n  t h e  r e c o r d  t o  i n d i c a t e  t h a t  t h e  S t a t e  o f  

A l a s k a  w i i 1 b e n e f i t  i n  a n y  w a y  f r o m  f o l l o w i n g  t h e  l e a d  o f  t h e  

F e d e r a l  g o v e r n m e n t  i n  t h e  e n e r g y  p o l i c y  a r e a .

W i t h  r e s p e c t  t o  f u t u r e  j o i n t  s t a t e - f e d e r a l  l e a s e s  i n  t h e  

B e a u f o r t  S e a ,  t h e  S t a t e  o f  A l a s k a  i s  l i k e l y  t o  c o m m i t  a 

s t r a t e g i c  e r r o r  i f  i t  a d o p t s  l e a s i n g  p o l i c i e s  p a r a l l e l  t o  t h e  

r e v i s e d  O C S  b i l l .  I f  A l a s k a  a n d  t h e  F e d e r a l  g o v e r n m e n t  h a v e  

n e a r l y  i d e n t i c a l  l e a s i n g  p r o v i s i o n s ,  t h e n  t h e  F e d e r a l  g o v e r n m e n t  

i s  l i k e l y  t o  d e t e r m i n e  l e a s e  p o l i c y  f o r  t h e  j o i n t  s a l e s .

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

t h e n  A l a s k a  i s  m o r e  l i k e l y  t o  d e t e r m i n e  t h e  o u t c o m e .  As  w i l l  

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

y i e l d  l e s s  E c o n o m i c  R e n t s  t o  g o v e r n m e n t .  T h i s  l o s s  i n  i n c o m e  

i s  o f  l i t t l e  c o n c e r n  t o  t h e  F e d e r a l  g o v e r n m e n t ,  b u t  i s  o f  

g r e a t  c o n c e r n  t o  t h e  S t a t e  o f  A l a s k a .  I f  t h e  a r g u m e n t s  m a d e  

b e l o w  a r e  a c c e p t a b l e ,  t h e n  t h e  S t a t e  o f  A l a s k a  w o u l d  b e  w e l l  

a d v i s e d  t o  r e t a i n  i t s  p r e s e n t  l e a s i n g  s y s t e m .

I .  B I D D I N G  A L T E R N A T I V E S

H o u s e  B i l l  N o .  3 5 4  p r o v i d e s  t h e  C o m m i s s i o n e r  w i t h  a 

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

a n a l y s i s  we w i l l  c o n c e n t r a t e  a t t e n t i o n  o n  f o u r  b i d  v a r i a b l e s .

( 1 )  B o n u s ,  ( 2 )  R o y a l t y ,  ( 3 )  P r o f i t - S h a r e  a n d ,  ( 4 )  W o r k - C o m m i t m e n t  

b i d d i n g .  E a c h  o f  t h e s e  f o u r  b i d  v a r i a b l e s  i s ,  i n  t u r n ,  p a i r e d  

w i t h  a v a r i e t y  o f  f i x e d  p a y m e n t  r e q u i r e m e n t s .

B e f o r e  d i s c u s s i n g  e a c h  o f  t h e s e  l e a s i n g  a l t e r n a t i v e s ,  

i t  w o u l d  b e  u s e f u l  t o  i d e n t i f y  t h e  b a s i c  e c o n o m i c s  i n v o l v e d .

T h e  o i l  a n d  q a s  r e s o u r c e s  i n  t h e  g r o u n d  b e l o n g  t o  t h e  p e o p l e  

o f  t h e  S t a t e  o f  A l a s k a .  I n  t u r n i n g  o v e r  t o  l e s s e e s  r i g h t s  

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

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

w h a t  e c o n o m i s t s  c a l l  t h e  " e c o n o m i c  r e n t " .  T h i s  i s  t h e  

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

t o t a l  n e c e s s a r y  c o s t  o f  e x p l o r a t i o n ,  d e v e l o p m e n t ,  a n d  p r o d u c t i o n ,  

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

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

i n  F i g u r e  1 .
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B e c a u s e  o u t l a y s  a n d  i n c o m e s  f l o w  a t  d i f f e r e n t  p o i n t s  

i n  t i m e ,  i t  i s  n e c e s s a r y  t o  u s e  c o m p a r a b l e  v a l u e s .  T h i s  i s  

d o n e  t h r o u g h  t h e  p r o c e s s ,  o f  d i s c o u n t i n g  f u t u r e  d o l l a r s  t o  a 

c o m m o n  p o i n t  i n  t i m e .  ( U s i n g  a 1 0 %  d i s c o u n t  r a t e ,  $ 1 . 1 0  

n e x t  y e a r  i s  w o r t h  o n l y  $ 1 . 0 0  t o d a y . )  I n  o r d e r  t o  a v o i d  t h e  

" a p p l e s  a n a  o r a n g e s "  p r o b l e m ,  a l l  r e v e n u e s  a n d  o u t l a y s  r e p r e s e n t e d  

i n  F i g u r e  1 a - ' e  s h o w n  a s  " D i s c o u n t e d  P r e s e n t  V a l u e s . "

T h e  v e r t i c a l  d i s t a n c e  i n  t h e  d i a g r a m  r e p r e s e n t s  t h e  

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

g i v e n  o i l  o r  g a s  l e a s e .  T h e  m i d d l e  s e g m e n t  o f  t h e  f i g u r e  

r e p r e s e n t s  t h e  " n e c e s s a r y  c o s t s "  o f  e x p l o r i n g  f o r  a n d  p r o d u c i n g  

o i l  a n d  g a s  f r o m  a l e a s e .  H o w e v e r ,  p a y m e n t s  t o  t h e  g o v e r n m e n t  

a r e  n o t  i n c l u d e d  i n  t h e s e  c o s t s .

T h e  R O I  s e g m e n t  o f  t h e  f i g u r e  r e p r e s e n t s  t h e  R e t u r n  

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

T h i s  R O I  i s  a s s u m e d  t o  b e  a n e c e s s a r y  m i n i m u m  a s  d e t e r m i n e d  

b y  c o m p e t i t i o n .

T h e  r e s i d u a l  r e v e n u e ,  a f t e r  a l l  n e c e s s a r y  c o s t s  

i n c l u d i n g  n o r m a l  p r o f i t ,  i s  t h e  E c o n o m i c  R e n t  c o l l e c t i b l e  

b y  t h e  l a n d o w n e r .

F i g u r e  1 i s  c o n s t r u c t e d  o n  t h e  a s s u m p t i o n  t h a t  

m a x i m u m  e f f i c i e n c y  i s  o b t a i n e d .  I f  a l e a s i n g  p o l i c y  i n t r o d u c e s  

i n e f f i c i e n t  o p e r a t i o n s ,  t h e n  c o s t s  w i l l  b e  h i g h e r  t h a n  n e c e s s a r y  

a n d  E c o n o m i c  R e n t  w i l l  b e  r e l a t i v e l y  l o w .  I t  i s  i m p o r t a n t  

t o  r e a l i z e  t h a t  t h e  t o t a l  r e c e i p t s  o f  t h e  g o v e r n m e n t  f r o m  a n  

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

m a x i m u m  o b t a i n a b l e  E c o n o m i c  R e n t .  R e n t  i s  m a x i m i z e d  o n l y

AGO 546799



Total Revenue

D i s c o u n t e d

P r e s e n t

V a l u e s

N e c e s s a r y

C o s t s

e x c l u d i n g

pa ym e n ts

t o

g o v e r n m e n t

AGO 54*800



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

t h e n  c o l l e c t s  a l l  o f  t h e  e c o n o m i c  r e n t .

( 1 )  B o n u s  B i d d i n g

U n d e r  b o n u s  b i d d i n g  a s i n g l e  l u m p  s u m  i s  o f f e r e d .

T h e  p r i n c i p a l  a d v a n t a g e  o f  t h e  b o n u s  b i d  v a r i a b l e  i s  t h a t  i t  

i s  t h e  m o s t  e f f i c i e n t  s y s t e m  a v a i l a b l e .  I f  t h e  b o n u s  p a y m e n t  

i s  n o t  a c c o m p a n i e d  b y  a f i x e d  r o y a l t y  p a y m e n t ,  i t  d o e s  n o t  

i m p o s e  o n  e a c h  b a r r e l  o f  o i l  ( o r  g a s )  p r o d u c e d  a c h a r g e  w h i c h  

r e p r e s e n t s  p a r t  o f  t h e  e c o n o m i c  r e n t  p a y m e n t .  T h e  o n l y  c h a r g e s  

a g a i n s t  e a c h  u n i t  o f  o u t p u t  i s  t h e  r e a l  e c o n o m i c  c o s t  ( l a b o r ,  

e l e c t r i c i t y ,  m a i n t e n a n c e )  o f  p r o d u c i n g  a n o t h e r  b a r r e l  o f  o i l .  

T h i s  i m p o r t a n t  f a c t  l e a d s  t o  e f f i c i e n t  b u s i n e s s  j u d g m e n t s  

c o n c e r n i n g  i n v e s t m e n t s  i n  s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y ,  a n d  

t h e  o p t i m u m  s h u t  d o w n  p o i n t  w h e n  a w e l l  a p p r o a c h e s  e x h a u s t i o n .

S i n c e  o n l y  a l u m p  s u m  p a y m e n t  t o  t h e  g o v e r n m e n t  i s  

r e q u i r e d ,  t h i s  s y s t e m  i s  i n e x p e n s i v e  t o  a d m i n i s t e r .  T h e  

l e s s  t h e  a d m i n i s t r a t i o n  c o s t ,  t h e  g r e a t e r  i s  t h e  e c o n o m i c  r e n t  

c o l l e t i b l e  b y  t h e  g o v e r n m e n t .

F i n a l l y ,  b e c a u s e  t h e  o p e r a t o r  r e c e i v e s  t h e  r e s i d u a l  

v a l u e  a f t e r  t h e  b o n u s  p a y m e n t  a n d  a l l  e c o n o m i c  c o s t s  o f  o i l  

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

i n c e n t i v e  t o  o p e r a t e  h i s  l e a s e  e f f i c i e n t l y .

M a x i m u m  e f f i c i e n c y  s h o u l d  b e  o f  i n t e r e s t  t o  a l l  

s e g m e n t s  o f  s o c i e t y ,  a n d  e s p e c i a l l y  t o  t h e  p e o p l e  o f  A l a s k a  

a s  t h e  r e s o u r c e  o w n e r s .  M a x i m u m  e f f i c i e n c y  m e a n s  t h a t  r e s o u r c e  

( c o s t )  i n p u t  i s  m i n i m i z e d  r e l a t i v e  t o  p r o d u c t  o u t p u t .  T h i s  i s  

a g o a l  o f  c o n s e r v a t i o n .  W i t h  m a x i m u m  e f f i c i e n c y ,  t h e  S t a t e
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o f  A l a s k a  w i l l  r e c e i v e  t h e  h i g h e s t  p o s s i b l e  p a y m e n t s .  M a x i m u m  

e f f i c i e n c y  a l s o  p r o d u c e s  l o w e s t  p o s s i b l e  c o s t s  t o  c o n s u m e r s .

T h e  a b o v e  p o i n t s  c a n  b e  i l l u s t r a t e d  b y  r e f e r e n c e  t o  

F i g u r e  1 .  T h e  R O I  i s  l i m i t e d  b y  c o m p e t i t i o n  i n  t h e  l o n g  r u n .

I f  i n e f f i c i e n c y  i s  b u i l t  i n t o  t h e  l e a s i n g  s y s t e m ,  t h e m  t h e  

" N e c e s s a r y  C o s t s "  s e c t o r  o f  F i g u r e  1 w i l l  b e  l a r g e ,  r e d u c i n g  

E c o n o m i c  R e n t  a v a i l a b l e  t o  t h e  s t a t e .  S i m i l a r l y ,  i f  t h e  

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

t h e  l e s s e e ,  t h e n  E c o n o m i c  R e n t s  a r e  a ^ a i n  l o w e r e d .  A n y  

u n n e c e s s a r y  a d m i n i s t r a t i v e  c o s t s  p a i d  f o r  b y  t h e  s t a t e ,  

c o m e  o u t  o f  t h e  E c o n o m i c  R e n t s  d i r e c t l y .

T h e  c o r r e s p o n d i n g  d i s a d v a n t a g e s  o f  b o n u s  b i d d i n g  

a r e  t w o - f o l d .

F i r s t ,  b o n u s  b i d d i n g  r e q u i r e s  " f r o n t  e n d  m o n e y . "

T h e  l u m p  s u m  b i d  m u s t  b e  p a i d  b e f o r e  d r i l l i n g  h a s  i d e n t i f i e d  

a n y  r e s e r v e s .  T h e r e  m a y  b e  a n t i - c o m p e t i t i v e  c o n s e c u e n c e s  

a r i s i n g  f r o m  t h i s  " f r o n t  e n d  m o n e y "  p r o b l e m .  S m a l l e r ,  l e s s  

w e l l  f i n a n c e d  f i r m s ,  m a y  n o t  b e  a b l e  t o  p a r t i c i p a t e  i n  

b i d d i n g  c o m p e t i t i o n  t o  t h e  e x t e n t  t h a t  t h e y  m i g h t  w i s h .  H o w e v e r ,  

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

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

b e e n  a b l e  t o  e n t e r  e v e n  t h e  e x p e n s i v e  O C S  l e a s e  a u c t i o n s  

t h r o u g h  j o i n i n g  w i t h  o t h e r  s m a l l  f i r m s  a n d  w i t h  l a r g e  f i r m s .

I n  o r d e r  t o  r e d u c e  t h e  " f r o n t  e n d  m o n e y "  e v e n  f u r t h e r ,  

t h e  S t a t e  m i g h t  c o n s i d e r  i n t r o d u c i n g  a s c h e d u l e  o f  d e l a y e d  

p a y m e n t s .  T h e  o n l y  r i s k  t h a t  t h e  S t a t e  w o u l d  u n d e r t a k e  t h r o u g h  

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

o b i i  g a t i  o n .

O i l  e x p l o r a t i o n ,  d e v e l o p m e n t  a n d  p r o d u c t i o n  i n  a 

h o s t i l e  e n v i r o n m e n t  r e q u i r e s  a h i g h  d e g r e e  o f  t e c h n o l o g i c a l  

e x p e r t i s e  a s  w e l l  a s  f i n a n c i a l  a n d  o p e r a t i o n a l  i n t e g r i t y .

T h e  c o m p a n i e s  w i t h  t h i s  l e v e l  o f  t e c h n o l o g i c a l  e x p e r t i s e  

a r e  g e n e r a l l y  f i n a n c i a l l y  r e s p o n s i b l e  f i r m s .

S e c o n d ,  t h e r e  i s  n o  o n e - t o - o n e  r e l a t i o n s h i p  b e t w e e n  

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

a n d  g a s  r e s e r v e s  u l t i m a t e l y  f o u n d .  I n  t h e  e x t r e m e ,  t h i s  

p r o b l e m  i s  i l l u s t r a t e d  b y  t h e  P r u d h o e  B a y  l e a s e  w h e r e  p r o b a b l e  

v a l u e  e x c e e d s  t h e  b o n u s  p a y m e n t  ( a n d  a l l  f u t u r e  r o y a l t y  a n d  

s e v e r a n c e  p a y m e n t s )  b y  a l a r g e  a m o u n t ,  a n d  b y  t h e  D e s t i n  

A n t i c l i n e  o f f s h o r e  f r o m  F l o r i d a  w h e r e  t h e  b o n u s  p a y m e n t  wa s  

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

w e l l s  t h e r e  i s  u s u a l l y  n o t  a p e r f e c t  m a t c h  b e t w e e n  o u t l a y  a n d  

i n c o m e .  H o w e v e r ,  r e c e n t  r e s e a r c h  o n  F e d e r a l  O C S  l e a s e s  s h o w s  

t h a t ,  i n  t h e  a g g r e g a t e ,  u n d e r  b o n u s  b i d d i n g ,  w i t h  a f i x e d  

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

p a y m e n t s  t o  t h e  g o v e r n m e n t ,  o n  t h e  o n e  h a n d ,  a n d  t h e  d i s c o u n t e d  

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

t h e  o t h e r  h a n d .

E v i d e n c e  f r o m  O C S  L e a s i n g . T h e  r e c o r d  o f  p r o d u c t i o n  

f r o m  a l l  8 3 9  l e a s e s  i s s u e d  b y  t h e  F e d e r a l  g o v e r n m e n t  i n  t h e  

G u l f  o f  M e x i c o  r e g i o n  o f  t h e  O u t e r  C o n t i n e n t a l  S h e l f  b e t w e e n
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t h e  y e a r s  1 9 5 4  a n d  1 9 6 2  h a s  b e e n  a n a l y z e d . !  T h i s  r e c o r d  s h o w s  

t h a t  o f  t h e s e  8 3 9  F e d e r a l  l e a s e s ,  5 2 2  ( 6 2 % )  p r o d u c e d  o n l y  

d r y  h o l e s .  A n o t h e r  1 3 2  ( 1 6 % )  l e a s e s  w e r e  p r o d u c t i v e  b u t  

u n p r o f i t a b l e .  O n l y  1 8 5  ( 2 2 % )  w e r e  p r o f i t a b l e .  E f f e c t i v e  

c o m p e t i t i o n  r e q u i r e s  t h a t  t h e s e  p r o f i t a b l e  l e a s e s  p r o d u c e  

r e v e n u e  f l o w s  s u f f i c i e n t  t o  c o v e r  n o t  o n l y  t h e i r  o w n  f u l l  

c o s t s  b u t  t h e  b o n u s  a n d  e x p l o r a t i o n  c o s t s  o f  a l l  d r y  h o l e s  a s  

w e l  1 .

T h e  r a t e  o f  r e t u r n  t h a t  a l l  l e s s e e s  e a r n e d  o n  t h e i r  

i n v e s t m e n t  ( b o n u s ,  e x p l o r a t i o n ,  d e v e l o p m e n t ,  e t c . )  i n  t h e s e  

l e a s e s  h a s  b e e n  e s t i m a t e d .  P r e c i s e  i n f o r m a t i o n  o n  a l l '  l e a s e s  

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

t o g e t h e r  w i t h  o i l  a n d  g a s  p r o d u c t i o n  b y  y e a r  t h r o u g h  1 9 7 6 .

T h e  v a l u e  o f  s u c h  p r o d u c t i o n  i s  a l s o  k n o w n  w i t h  p r e c i s i o n .  

E s t i m a t e s  w e r e  m a d e  o f  p r e - l e a s e  g e o l o g i c a l  a n d  g e o p h y s i c a l  

e x p l o r a t i o n  c o s t s ,  p o s t - l e a s e  e x p l o r a t i o n  c o s t s ,  d e v e l o p m e n t  

o u t l a y s ,  a n d  p r o d u c t i o n  c o s t s .  F o r e c a s t s  w e r e  m a d e  o f  o i l  

a n d  g a s  p r o d u c t i o n  f r o m  1 9 7 7  t h r o u g h  p r o j e c t e d  c l o s e d o w n  

o f  e a c h  w e l l .  I n  a d d i t i o n ,  o i l  a n d  g a s  p r i c e s  a n d  c o s t s  

o f  p r o d u c t i o n  w e r e  f o r e c a s t .  W i t h  t h e s e  o u t l a y s  a n d  i n c o m e  

f l o w s ,  t h e  r a t e  o f  r e t u r n  e a r n e d  b y  l e s s e e s  h a s  b e e n  e s t i m a t e d .  

T h e  r e s u l t s  s h o w  t h a t  l e s s e e s  e a r n e d  a 9 . 5 %  r a t e  o f  r e t u r n  

b e f o r e  t a x 3 s o n  t h e i r  i n v e s t m e n t .  T h i s  R O I  i s  l o w  r e l a t i v e

1 R .  0 .  J o n e s ,  W.  J .  M e a d ,  a n d  P .  E .  S o r e n s e n ,  " F r e e  
E n t r y  i n t o  O i l  a n d  G a s  P r o d u c t i o n  a n d  C o m p e t i t i o n  i n  t h e  U . S .
O i l  I n d u s t r y , "  N a t u r a l  R e s o u r c e s  J o u r n a l ,  J u l y ,  1 9 7 8 ,  f o r t h c o m i n g .
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t o  c o m p e t i t i v e  p e r f o r m a n c e  e l s e w h e r e  i n  t h e  U . S .  e c o n o m y .  T h e  

i n t e r p r e t a t i o n  o f  t h e  r e s u l t s  i s  a s  f o l l o w s :

1 .  C o m p e t i t i o n  f o r  F e d e r a l  l e a s e s  f r o m  1 9 5 4  t h r o u g h  

1 9 6 2  w a s  i n t e n s e .

2 .  T h e  f e d e r a l  g o v e r n m e n t  r e c e i v e d  m o r e  t h a n  a 

" F a i r  M a r k e t  V a l u e "  f o r  t h e s e  l e a s e s .  T h i s  d o e s  n o t  m e a n  t h a t  

t h e  F e d e r a l  g o v e r n m e n t  r e c e i v e d  a l l  o f  t h e  E c o n o m i c  R e n t  w h i c h  

m i g h t  b e  c o l l e c t e d  u n d e r  m o s t  e f f i c i e n t  c o n d i t i o n s .  A s  w i l l  

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

i n t r o d u c e s  s o m e  e c o n o m i c  i n e f f i c i e n c y  t h e r b y  r e d u c i n g  t h e  

c o l l e c t i b l e  E c o n o m i c  R e n t s .

3 .  T h e  b o n u s  b i d d i n g  s y s t e m ,  i n  t h e  a g g r e g a t e ,  i s  

a n  e f f e c t i v e  m e t h o d  o f  c o l l e c t i n g  E c o n o m i c  R e n t .

( 2 )  R o y a l t y  B i d d i n g .

U n d e r  r o y a l t y  b i d d i n g ,  i n t e r e s t e d  p a r t i e s  b i d  a 

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

f o r  e a c h  a n d  e v e r y  b a r r e l  o f  o i l  o r  t h o u s a n d  c u b i c  f e e t  o f  

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

r o y a l t y  b i d d i n g :

F i r s t ,  p a y m e n t s  t o  t h e  g o v e r n m e n t  c o r r e s p o n d  w i t h  

p r o d u c t i o n .  I f  a l e a s e  i s  f o u n d  t o  b e  d r y ,  t h e n  n o  p a y m e n t s  

a r e  r e q u i r e d .  I f  a l e a s e  i s  h i g h l y  p r o d u c t i v e ,  t h e n  p a y m e n t s  

c o r r e s p o n d  w i t h  t h e  v a l u e  o f  p r o d u c t i o n .  R o y a l t y  i s  c a l c u l a t e d  

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

p r o d u c t i o n  a t  w e l l h e a d .
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S e c o n d ,  i n  t h e  a b s e n c e  o f  a f i x e d  b o n u s ,  n o  " f r o n t -  

e n d "  p a y m e n t  i s  r e q u i r e d .  T h i s  m a y  s t i m u l a t e  a d d i t i o n a l  

c o m p e t i t i o n .  F i r m s  a r e  a b l e  t o  o b t a i n  l e a s e s  w i t h  n o  p a y m e n t  

b e i n g  m a d e  t o  t h e  g o v e r n m e n t  p r i o r  t o  p r o d u c t i o n  f r o m  s u c h  

1 e a s e s .

H o w e v e r ,  t h e r e  a r e  a l s o  s u b s t a n t i a l  d i s a d v a n t a g e s  

a r i s i n g  o u t  o f  a r o y a l t y  b i d d i n g  s y s t e m .

F i r s t ,  r o y a l t y  b i d d i n g  i s  i n e f f i c i e n t  f o r  t h r e e  

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

g r o s s  ( n o t  n e t )  w e l l h e a d  v a l u e .  I t ,  t h e r e f o r e ,  r e q u i r e s  a 

s i g n i f i c a n t  p a y m e n t  t o  t h e  g o v e r n m e n t  i n  a d d i t i o n  t o  t h e  

r e a 1 c o s t  o f  p r o d u c i n g  e v e r y  b a r r e l  o f  o i l  o r  t h o u s a n d  

c u b i c  f e e t  o f  g a s .  T h e  f i r s t  i n e f f i c i e n c y  i s  d u e  t o  

p r e m a t u r e  a b a n d o n m e n t  o f  l e a s e s .  T h e  p r o b l e m  i s  i l l u s t r a t e d  

i ri  F i g u r e  2 .  T h e  S t a t e  o f  A l a s k a  c u r r e n t l y  r e q u i r e s  a 1 2 . 5 %  

f i x e d  r o y a l t y  p a y m e n t  f r o m  o i l  a n d  g a s  p r o d u c t i o n .  I n  a d d i t i o n ,  

t h e  S t a t e  i m p o s e s  a s e v e r a n c e  t a x  o n  p r o d u c t i o n .  T h i s  t a x  

h a s  t h e  s a m e  e f f e c t  a s  a r o y a l t y .  T h e  t w o  p a y m e n t s  t o g e t h e r  

a r e  s h o w n  i n  F i g u r e  2 a s  a 2 0 %  r o y a l t y  c h a r g e .

C o s t s  o f  p r o d u c t i o n  a r e  l o w  i n  t h e  i n i t i a l  p h a s e  

o f  r e s e r v o i r  l i f e .  W i t h  t h e  p a s s a g e  o f  t i m e ,  r e s e r v o i r  

p r e s s u r e  d e c l i n e s  a s  e c o n o m i c a l l y  r e c o v e r a b l e  o u t p u t  i s  

p r o d u c e d .  I n  t h e  a b s e n c e  o f  a n y  r o y a l t y  c h a r g e ,  p r o d u c t i o n  

w o u l d  b e  c a r r i e d  t o  p o i n t  Q ] . B e y o n d  t h a t  p o i n t ,  t h e  c o s t  

o f  p r o d u c i n g  a n  a d d i t i o n a l  u n i t  o f  o u t p u t  i s  h i g h e r  t h a n  i t s  

v a l u e .  A t  p o i n t  Q i  ,  t h e  v a l u e  o f  t h e -  r e s o u r c e s  u s e d  u p  t o  

p r o d u c e  t h e  l a s t  b a r r e l  o f  o i l  i s  e x a c t l y  e q u a l  t o  t h e  v a l u e
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o f  t h e  o i l  p r o d u c e d .  S o c i a l  w a s t e  w o u l d  r e s u l t  f r o m  p r o d u c t i o n  

b e y o n d ,  o r  s h o r t  o f ,  t h i s  p o i n t .

W h e r e  a 2 0 %  c o m b i n a t i o n  r o y a l t y  a n d  s e v e r a n c e  t a x  

i s  l e v i e d ,  p r o d u c t i o n  w o u l d  b e  t e r m i n a t e d  a t  Q 2 . I f  b i d d i n g  

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

t o  h i g h e r  l e v e l s .  F i g u r e  2 i l l u s t r a t e s  a 4 0 %  c o m b i n a t i o n  r o y a l t y  

a n d  s e v e r a n c e  t a x .  W i t h  t h i s  p a y m e n t ,  t h e  p r o p e r t y  i l l u s t r a t e d  

i n  F i g u r e  2 ,  w o u l d  b e  a b a n d o n e d  a t  Q 3 . T h u s  a r o y a l t y  l e a d s  

t o  p r e m a t u r e  a b a n d o n m e n t  o f  v a l u a b l e  r e s o u r c e s .  I t  i s  c o r r e c t  

t o  d e s c r i b e  t h i s  a s  " p r e m a t u r e  a b a n d o n m e n t "  b e c a u s e  t h e  

r o y a l t y  p a y m e n t s  a r e  m e r e l y  t r a n s f e r  p a y m e n t s  f r o m  t h e  o p e r a t o r  

t o  t h e  g o v e r n m e n t .  T h e y  a r e  n o t  t r u e  e c o n o m i c  c o s t s  i n  t h e  

s e n s e  t h a t  l a b o r  a n d  m a t e r i a l s  a r e  e c o n o m i c  c o s t s .

R e t u r n i n g  t o  F i g u r e  1 ,  t h e  e f f e c t  o f  p r e m a t u r e  

a b a n d o n m e n t  o n  E c o n o m i c  R e n t  c a n  b e  s h o w n .  B e c a u s e  t o t a l  

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

i f  n o  r o y a l t y  w e r e  r e q u i r e d ,  t h e  T o t a l  R e v e n u e  c o l u m n  w o u l d  

b e  l o w e r  t h a n  s h o w n  i n  t h e  d i a g r a m .  B u t  n e c e s s a r y  c o s t s  

a n d  p r o f i t s  ( R O I )  w o u l d  b e  r e d u c e d  o n l y  s l i g h t l y .  T h e r e f o r e ,  

p r e m a t u r e  a b a n d o n m e n t  c a u s e s  E c o n o m i c  R e n t s  t o  b e  l o w e r  t h a n  

t h e i r  p o t e n t i a l .  T h i s  m e a n s  t h a t  t h e  p e o p l e  o f  t h e  S t a t e  o f  

A l a s k a  s a c r i f i c e  m o n e y  i n c o m e  d u e  t o  a r o y a l t y  p a y m e n t  

r e q u i r e m e n t .  S o c i a l  c o s t s  a r e  b o r n e  b y  a l l  o f  t h e  p e o p l e .

T h i s  i s  a l w a y s  t h e  r e s u l t  w h e n  s c a r c e  r e s o u r c e s  a r e  w a s t e d .

I n  t h e  r o y a l t y  c a s e ,  t h e  h i g h e r  t h e  r o y a l t y  p a y m e n t ,  t h e  

g r e a t e r  t h e  l o s s  i n  E c o n o m i c  R e n t .
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W h e r e  b i d d i n g  t a k e s  p l a c e  o n  t h e  b a s i s  o f  a r o y a l t y -  

p a y m e n t ,  t h e  l o s s  t o  g o v e r n m e n t  i n  E c o n o m i c  R e n t  a n d  t o  t h e  

p e o p l e  o f  a n a t i o n  i n  l o s t  r e s o u r c e s  c a n  b e  s u b s t a n t i a l .

A n  8 0 %  r o y a l t y  p a y m e n t  w h e n  o i l  i s  p r i c e d  a t  $ 1 0 . 0 0  p e r

b a r r e l  a t  w e l l h e a d  r e q u i r e s  a p a y m e n t  t o  t h e  s t a t e  o f  $ 8 . 0 0

p e r  b a r r e l .  T h i s  m e a n s  t h a t  w h e n  r e a l  e c o n o m i c  c o s t s  r e a c h  

$ 2 . 0 0  p e r  b a r r e l ,  t h i s  r e a l  c o s t  t o g e t h e r  w i t h  t h e  $ 8 . 0 0  

t r a n s f e r  p a y m e n t  r e s u l t s  i n  e x t r e m e l y  e a r l y  a b a n d o n m e n t .

T h e  s e c o n d  i n e f f i c i e n c y  i n  r o y a l t y  p a y m e n t s  a r i s e s  

f r o m  t h e  f a c t  t h a t  s o m e  s m a l l e r  f i e l d s ,  w h i c h  w o u l d  b e  

p r o f i t a b l e  t o  o p e r a t e  u n d e r  l o w  o r  z e r o  r o y a l t y  p a y m e n t s ,  

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

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

a n d  w o u l d  n o t  b e  d e v e l o p e d .  T h i s  r e s u l t s  i n  a m o n e t a r y  l o s s

t o  t h e  S t a t e  o f  A l a s k a ,  a n d  a s o c i a l  c o s t  t o  t h e  e n t i r e  n a t i o n .

A t h i r d  i n e f f i c i e n c y  a r i s i n g  o u t  o f  r o y a l t y  p a y m e n t s  

i s  t h a t  t h e y  r e d u c e  t h e  i n c e n t i v e  o f  o p e r a t o r s  t o  i n v e s t  

i n  m o r e  i n t e n s i v e  m a n a g e m e n t  o f  t h e i r  r e s e r v e s .  F o r  e x a m p l e ,  

s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y  i n v e s t m e n t s  i n  s o m e  c a s e s  

w i l l  n o t  b e  u n d e r t a k e n .  W i t h o u t  r o y a l t y  p a y m e n t s ,  s o m e  o f  

t h e s e  i n v e s t m e n t s  m i g h t  r e t u r n  a n  a t t r a c t i v e  r a t e  o f  r e t u r n ,  

s a y  2 0 %  R O I ;  w h e r e a s  w i t h  r o y a l t y  p a y m e n t s  t h e  R O I  m i g h t  f a l l  

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

n o t  b e  u n d e r t a k e n .

I n  t e r m s  o f  F i g u r e  1 ,  f o r e g o i n g  r e c o v e r y  i n v e s t m e n t s  

r e d u c e  T o t a l  R e v e n u e  b e l o w  t h e  o p t i m u m  l e v e l  w i t h  t h e  r e s u l t  

t h a t  E c o n o m i c  R e n t s  a r e  l e s s  t h a n  w h a t  c o u l d  b e  c o l l e c t e d  u n d e r  

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

s u c c e s s i v e  r e d u c t i o n  o f  r o y a l t y  t o  z e r o .  E v e r y b o d y  g a i n s  

f r o m  r e d u c i n g  r o y a l t i e s  t o  z e r o  r e l a t i v e  t o  f i x e d  r o y a l t i e s .  

P r o f i t s  t o  t h e  o p e r a t o r  w o u l d  i n c r e a s e ,  a d d i t i o n a l  r o y a l t i e s  

w o u l d  a c c r u e  t o  t h e  S t a t e ,  b e c a u s e  p r e m a t u r e  a b a n d o n m e n t  w o u l d  

b e  a v o i d e d ,  e m p l o y m e n t  w o u l d  b e  h i g h e r ,  a n d  t h e  n a t i o n  w o u l d  

r e c e i v e  a d d i t i o n a l  o i l  p r o d u c t i o n  a t  s o c i a l  b e n e f i t s  w h i c h  

a r e  g r e a t e r  t h a n  s o c i a l  c o s t s .

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

i t  m a y  s i m p l y  t i e  u p  l e a s e s  w i t h o u t  c o s t  t o  t h e  l e s s e e .

W i t h  n o  b o n u s  p a y m e n t ,  h e  m a y  h a v e  n o  i n v e s t m e n t  w h a t s o e v e r  

i n  t h e  l e a s e .  H e  h a s  o n l y  a c o m m i t m e n t  t o  p a y  r o y a l t i e s  i n  

t h e  e v e n t  o f  p r o d u c t i o n .  T h i s  i s  a f r e e  o p t i o n  t o  b u y .  I f  

o t h e r  l e s s e e s  a r e  n e a r b y  w h o  h a v e  i n v e s t e d  b o n u s e s  i n  l e a s e s  

a n d  a r e  e n g a g e d  i n  e x p l o r a t o r y  a c t i v i t y ,  t h e  l e s s e e  w i t h  a 

r o y a l t y  l e a s e  w i l l  p r o b a b l y  c h o o s e  t o  w a i t  f o r  t h e  r e s u l t s  

o f  d r i l l i n g  b y  o t h e r s .  H o w e v e r ,  i f  a s m a l l  f i x e d  r o y a l t y  

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

t h e  r o y a l t y  l e s s e e  h a s  l e s s  o f  a n  i n c e n t i v e  t o  d o  n o t h i n g .  

H o w e v e r ,  a p u r e  b o n u s  b i d  p r o v i d e s  a m a x i m u m  i n c e n t i v e  t o  

p r o c e e d  q u i c k l y  w i t h  e x p l o r a t i o n .

I n  a n  e c o n o m i c  s e n s e ,  a n y  r o y a l t y  s h o u l d  b e  r e d u c i b l e  

t o  z e r o  p r i o r  t o  a b a n d o n m e n t .  T h e  U . S .  I n t e r i o r  S e c r e t a r y  h a s  

a u t h o r i t y  t o  d o  t h i s ,  b u t  h a s  n e v e r  e x e r c i s e d  h i s  a u t h o r i t y  

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

o b j e c t i v e  w a y  t o  i n e x p e n s i v e l y  d e t e r m i n e  w h e n  r o y a l t i e s  s h o u l d
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b e  e l i m i n a t e d .  I f  b i d d e r s ,  a t  t h e  p o i n t  o f  l e a s e  s a l e ,  - -  

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

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

o n  t h e  l e a s e .  C o m p e t i t i o n  f o r  t h e  l e a s e  w i l l  f o r c e  t h e m  t o  

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

a n d  t h e  S t a t e  w o u l d  c o l l e c t  i n c r e a s e d  E c o n o m i c  R e n t s .

H o u s e  B i l l  N o .  8 5 4  a l s o  p r o v i d e s  f o r  a s l i d i n g

r o y a l t y  s c a l e ,  " a c c o r d i n g  t o  t h e  v o l u m e  o f  p r o d u c t i o n . "  I f  a

s l i d i n g  s c a l e  i s  u s e d ,  t h e  i n e f f i c i e n c i e s  a n d  c o n s e q u e n t  l o s s e s  

i n  E c o n o m i c  R e n t  a n a l y z e d  a b o v e  w o u l d  s t i l l  a p p e a r .  A n y  i n v e s t ­

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

r e t a r d e d .  S u c h  i n v e s t m e n t s  c a u s e  o u t p u t  t o  i n c r e a s e ,  a n d  

t h e r e f o r e  i n c u r  h i g h e r  r o y a l t y  o b l i g a t i o n s .  T h e  n e t  e f f e c t  

w o u l d  s t i l l  r e d u c e  t h e  R O I  o n  t h e  i n v e s t m e n t .  I n  c a s e s  w h e r e  

t h e  R O I  i s  s h i f t e d  f r o m  a t t r a c t i v e  t o  u n a t t r a c t i v e  o r  n e g a t i v e  

l e v e l s ,  t h e  s t a t e  w o u l d  s u f f e r  a l o s s  o f  E c o n o m i c  R e n t s .  F u r t h e r ,  

e x p e n s i v e  a d m i n i s t r a t i v e  c o s t s  a r e  i n c u r r e d .  T h e r e  i s  nr> 

e f f i c i e n t  a n d  o b j e c t i v e  m e a n s  o f  s e t t i n g  s l i d i n g  s c a l e

r o y a l t y  r a t e s .  I f  r o y a l t y  r a t e s  a r e  m a d e  p u r e l y  a f u n c t i o n  o f

p r o d u c t i o n ,  t h e n  t h e  o p e r a t o r  h a s  a n  i n c e n t i v e  t o  r e d u c e  

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

t h e  E c o n o m i c  R e n t .  G o v e r n m e n t ’ a d m i n i s t r a t o r s  m a y  t r y  t o  

a v o i d  t h i s  p r o b l e m  w i t h  c a r e f u l  s u r v e i l l a n c e  o f  t h e  o p e r a t o r  

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

r o y a l t y  r a t e s .  B u t  t h i s  r e q u i r e s  e x p e n s i v e  a d m i n i s t r a t i o n .

T h e  c o s t  o f  t h i s  b u r e a u c r a c y  m a y  b e  s h o w n  i n  F i g u r e  

1 a s  a n e g a t i v e  c h a r g e  a g a i n s t  E c o n o m i c  R e n t .  A r e l a t i v e l y

AGO 546811



h i g h  l e v e l  o f  r e n t  m i g h t  b e  c o l l e c t e d ,  b u t  s o m e  o f  i t  w i l l  

b e  d i s s i p a t e d  i n  a d m i n i s t r a t i v e  c o s t s  a n d  w i l l  n o t  a c c r u e  

t o  t h e  p e o p l e  o f  A l a s k a .  I n  a d d i t i o n ,  t h e  l e s s e e s  m u s t  a l s o  

m a i n t a i n  s t a f f  p e r s o n n e l  i n  o r d e r  t o  d e v e l o p  a n d  a n a l y z e  

d a t a ,  a n d  n e g o t i a t e  w i t h  t h e i r  g o v e r n m e n t  c o u n t e r p a r t s .

T h i s  r a i s e s  c o s t s  t o  t h e  l e s s e e  b e y o n d  t h o s e  w h i c h  a r e  

r e p r e s e n t e d  t o  b e  " n e c e s s a r y  c o s t s "  i n  F i g u r e  1 .  T h i s  m e a n s  

t h a t  E c o n o m i c  R e n t s  a r e  d o u b l y  r e d u c e d  a n d  p a y m e n t s  a v a i l a b l e  

t o  t h e  S t a t e  d e c l i n e  e v e n  f u r t h e r .

I n  s u m m a r y ,  r o y a l t y  p a y m e n t s  r e s u l t  i n  r e d u c e d  

e f f i c i e n c y  a n d  t h e r e f o r e  i n  r e d u c e d  E c o n o m i c  R e n t s .  T h e  

l a r g e r  t h e  r o y a l t y  p a y m e n t s ,  t h e  g r e a t e r  t h e  l o s s  i n  

E c o n o m i c  R e n t .  S l i d i n g  s c a l e  r o y a l t y  r a t e s  w i l l  a v o i d  

p r e m a t u r e  a b a n d o n m e n t  i f  t h e y  a r e  r e d u c e d  t o  z e r o  a t  a p p r o p r i a t e  

p o i n t s .  H o w e v e r ,  s l i d i n g  s c a l e  r o y a l t i e s  a r t i f i c i a l l y  d i s c o u r a g e  

i n v e s t m e n t s  i n  s e c o n d a r y  a n d  t e r t i a r y  r e c o v e r y ,  l e a d  t o  a b a n d o n ­

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

w a s t e f u l  a d m i n i s t r a t i o n  c o s t s ,  a l l  o f  w h i c h  l o w e r  E c o n o m i c  

R e n t s  a v a i l a b l e  t o  t h e  S t a t e .

( 3 )  P r o f i t - S h a r e  B i d d i n g .

L i n d e r  p r o f i t  s h a r e  b i d d i n g ,  e a c h  b i d d e r  o f f e r s  a 

p e r c e n t  o f  t h e  n e t  p r o f i t  f o r  e a c h  l e a s e  t o  b e  p a i d  t o  t h e  

S t a t e .  T h e r e  a r e  f o u r  p o s s i b l e  a d v a n t a g e s  o f  p r o f i t  s h a r e  

b i d d i n g  a s  f o l l o w s :

F i r s t ,  i t  i s  a n  i m p r o v e m e n t  o v e r  r o y a l t y  b i d d i n g  i n  

t h a t  t h e  p r o f i t  s h a r e  t o  b e  p a i d  t o  t h e  S t a t e  i s  b a s e d  o n
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n e t  i n c o m e  ( p r o f i t )  r a t h e r  t h a n  g r o s s  i n c o m e .  T h i s  m e a n s  

t h a t  a s  a f i e l d  a p p r o a c h e s  e x h a u s t i o n ,  i t s  p r o f i t  d e c l i n e s  

t o w a r d s  z e r o .  U n l e s s  t h e  p r o f i t  s h a r e  b i d d i n g  s y s t e m  a l s o  r e q u i r e s  

a f i x e d  r o y a l t y  p a y m e n t ,  t h e  p r o b l e m  o f  p r e m a t u r e  a b a n d o n m e n t  

i s  a v o i d e d .

S e c o n d ,  p r o f i t  s h a r e  b i d d i n g  a v o i d s  t h e  f r o n t  e n d  

l o a d i n g  p r o b l e m  t h a t  i s  c h a r a c t e r i s t i c  o f  b o n u s  b i d d i n g ,  u n l e s s  

p r o f i t  s h a r e  b i d d i n g  i s  p a i r e d  w i t h  a f i x e d  b o n u s  r e q u i r e m e n t .

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

a n d  p r o f i t s  a c c r u e  t o  t h e  o p e r a t o r .  I n  t h e  a b s e n c e  o f  

f r o n t  e n d  p a y m e n t s ,  s m a l l e r  l e s s  w e l l  f i n a n c e d  o p e r a t o r s  m a y  

e n t e r  t h e  b i d d i n g  c o m p e t i t i o n  a n d  p o s s i b l y  w i n  l e a s e s .  As  

i n d i c a t e d  i n  t h e  a n a l y s i s  a b o v e  ( p a g e  8 ) ,  t h i s  p r o b l e m  i s  

o f  m i n o r  i m p o r t a n c e  f r o m  a c o m p e t i t i v e  p e r f o r m a n c e  v i e w p o i n t .

T h i r d ,  p a y m e n t s  c o r r e s p o n d  w i t h  b e n e f i t s .  D r y  

h o l e s  r e q u i r e  n o  p r o f i t  s h a r e  p a y m e n t .  C o n v e r s e l y ,  t h e  

o c c a s i o n a l  r i c h  d i s c o v e r y  p r o d u c i n g  h i g h  p r o f i t s  r e s u l t s  

i n  l a r g e r  p a y m e n t s  t o  t . , e  S t a t e .  T h i s  w o u l d  a v o i d  s o m e  

o f  t h e  p o l i t i c a l  e m b a r r a s s m e n t  a s s o c i a t e d  w i t h  t h e  P r u d h o e  

B a y  s i t u a t i o n .

F o u r t h ,  h o p e f u l l y ,  a p u r e  p r o f i t  s h a r e  b i d d i n g  

a r r a n g e m e n t  m a y  c o n s t r a i n  o v e r - z e a l o u s  r e g u l a t o r s  a n d  e n v i r o n ­

m e n t a l i s t s  f r o m  i m p o s i n g  u n e c o n o m i c  c o s t s  o n  o i l  e x p l o r a t i o n  

a n d  p r o d u c t i o n .  U n d e r  t h e  p r o f i t  s h a r e  s y s t e m ,  a n y  e c o n o m i c  

w a s t e  i s  c l e a r l y  s h a r e d  b y  t h e  o p e r a t o r  a n d  t h e  g o v e r n m e n t .
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R e t u r n i n g  t o  F i g u r e  1 ,  w h e n  u n n e c e s s a r y  c o s t s  a r e  

i m p o s e d  o n  o p e r a t o r s  a f t e r  â  1 e a s e  s a l e  h a s  t a k e n  p i  a c e , b o t h  

t h e  R O I  a n d  t h e  E c o n o r i c  R e n t  s e g m e n t s  o f  t h e  c h a r t  a r e  

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

e n g a g e s  i n  s u c h  p o s t - b i d d i n g  p r a c t i c e s ,  b i d d e r s  w i l l  q u i c k l y  

l e a r n  t o  a n t i c i p a t e  a r e p e t i t i o n  i n  s u b s e q u e n t  s a l e s .  S u c h  

e x p e c t a t i o n s  w i l l  b e  f a c t o r e d  i n t o  f u t u r e  b i d  c a l c u l a t i o n s  

s u c h  t h a t  i n  s u b s e q u e n t  l e a s e s  t h e  e n t i r e  c o s t  o f  u n e c o n o m i c  

i • e g u 1 a t i o n s  i s  b o r n e  b y  t h e  g o v e r n m e n t  i n  t h e  f o r m  o f  r e d u c e d  

E c o n o m i c  R e n t .

T h e r e  a r e  a l s o  s u b s t a n t i a l  d i s a d v a n t a g e s  i n v o l v e d  

i n  t h e  p r o f i t  s h a r e  b i d d i n g  s y s t e m .

F i r s t ,  w h i l e  t h e  l a y m a n  m a y  c o n s i d e r  c o m p u t a t i o n  o f  

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

f a c t ,  a w i d e  v a r i e t y  o f  a c c e p t e d  a c c o u n t i n g  p r o c e d u r e s  a r e  u s e d .  

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

( 1 )  B i d d i n g  m a y  t a k e  p l a c e  o n  a n  a c c o u n t i n g  c o n c e p t  

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

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

t o  o b t a i n  n e t  p r o f i t .

( 2 )  N e t  p r o f i t  m a y  b e  d e f i n e d  a s  o p e r a t i n g  p r o f i t s  

i n  w h i c h  f i x e d  c o s t s  a n d  o v e r h e a d  a r e  n o t  a l l o w e d  a s  r e p o r t a b l e  

e x p e n s e s .

W i t h i n  e a c h  g e n e r a l  c l a s s i f i c a t i o n  a m u l t i t u d e  o f  

p r o b l e m s  i m m e d i a t e l y  a p p e a r .  F o r  e x a m p l e :  ( 1 )  T h e  p r o c e s s  a f

t r a d i n g  o i l  b e t w e e n  s e p a r a t e  c o m p a n i e s  i s  w i d e s p r e a d  i n  t h i s  

i n d u s t r y ,  a n d  a n  a r m ' s  l e n g t h  s a l e  o f  o i l  m a y  n o t  t a k e  D i a c e .
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P r i c e s  m u s t  b e  c a r e f u l l y  a n a l y z e d .  T h i s  r e q u i r e s  u n n e c e s s a r y  

a d m i n i s t r a t i v e  e x p e n s e  b y  b o t h  l e s s e e  a n d  l e s s o r .  ( 2 )  W h e r e  

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

w i t h  o i l  e x p l o r a t i o i  a n d  p r o d u c t i o n ,  i t  i s  l i k e l y  t o  d o  s o  o n  

l e a s e s  i n v o l v i n g  p r o f i t  s h a r e  p a y m e n t s  r a t h e r  t h a n  o n  o t h e r  

c o m p a n y  p r o d u c t i o n .  ( 3 )  W h e r e  a c o m p a n y  h a s  a m i x t u r e  o f  h i g h l y  

e f f i c i e n t  a n d  l e s s  e f f i c i e n t  d r i l l i n g  r i g s  o r  d r i l l  s h i p s ,  

i t  i s  l i k e l y  t o  u s e  t h e  p o o r  e q u i p m e n t  o n  t h e  p r o f i t  s h a r e  l e a s e  

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

( 4 )  W h e r e  a c o m p a n y  n e e d s  t o  t r a i n  c r e w s  i n  d r i l l i n g  a n d  r e s e r v o i r  

d e v e l o p m e n t ,  i t  i s  l i k e l y  t o  d o  i t s  t r a i n i n g  o n  p r o f i t  s h a r i n g  

l e a s e s .  ( 5 )  " G o l d - p l a t i n g "  i s  l i k e l y  t o  o c c u r  o n  p r o f i t  s h a r e  

l e a s e s  w h e r e  t h e  s h a r e  p a i d  t o  g o v e r n m e n t  i s  h i g h  a n d  t h e  

r e t a i n e d  s h a r e  i s  l o w .  E v i d e n c e  o f  t h i s  p r a c t i c e  m a y  b e  

f o u n d  i n  t h e  L o n g  B e a c h  ( W i l m i n g t o n )  f i e l d  w h e r e  p r o f i t  s h a r e s  

p a i d  t o  t h e  g o v e r n m e n t  a r e  e x t r e m e l y  h i g h .  ( 6 )  I n  p r o f i t  

s h a r e  l e a s e s ,  p u b l i c  r e l a t i o n s  e x p e n d i t u r e s  a r e  l i k e l y  t o  b e  

h i g h .  T h i s  w i l l  b e  p a r t i c u l a r l y  t r u e  w h e n  e x p e n d i t u r e s  f o r  

P .  R .  p r o d u c e  b e n e f i t s  f o r  t h e  l e s s e e  c o m p a n y  a s  a w h o l e .

( 7 )  I n  t h e  e v e n t  o f  s u p p l y  s h o r t a g e s  s u c h  a s  o c c u r r e d  i n  

1 9 7 3  a n d  1 9 7 4 ,  a v a i l a b l e  s u p p l i e s  a r e  l i k e l y  t o  b e  a l l o c a t e d  

t o  n o n - p r o f i t  s h a r e  l e a s e s  f i r s t .

C o m p a n i e s  d i f f e r  i n  t h e i r  l e v e l  o f  e f f i c i e n c y .  I n  

o r d e r  f o r  t h e  S t a t e  t o  s e l e c t  t h e  h i g h e s t  b i d d e r  i t  s h o u l d  

e v a l u a t e  p r o b a b l e  e f f i c i e n c y  o f  e a c h  c o m p e t i n g  b i d d e r .  W h i l e
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t h i s  i s  d e s i r a b l e ,  i t  i s  a l s o  e x p e n s i v e  a n d  p r o b a b l y  i m p o s s i b l e .  

B u t  i t  m e a n s  t h a t  t h e  h i g h  p r o f i t  s h a r e  b i d d e r  i s  n o t  n e c e s s a r i l y  

t h e  o p e r a t o r  t h a t  w i l l  p r o d u c e  t h e  m o s t  E c o n o m i c  R e n t  f o r  t h e  

S t a t e .

I n  o r d e r  t o  a v o i d  t h e  p r o b l e m s  l i s t e d  a b o v e ,  a s  w e l l  

a s  o t h e r s  n o t  l i s t e d ,  t h e  S t a t e  w i l l  p r o b a b l y  d e t e r m i n e  t h a t  

i t  m u s t  c a r e f u l l y  p o l i c e  l e s s e e  o p e r a t i o n s .  T h i s ,  c f  c o u r s e ,  

r e q u i r e s  a d d i t i o n a l  a d m i n i s t r a t i v e  c o s t s .  A g a i n  i n  t e r m s  

o f  F i g u r e  1 ,  o n e  s h o u l d  e x p e c t  n o t  o n l y  t h e  n e c e s s a r y  c o s t  

o f  p r o d u c t i o n  t o  b e  i n c u r r e d ,  b u t  a l . „ o  u n n e c e s s a r y  c o s t s  a s  

w e l l .  B u t  t h e s e  c o s t s  r e d u c e  t h e  E c o n o m i c  R e n t s  a v a i l a b l e  

t o  t h e  S t a t e .  A l s o ,  t h e  a d d e d  p o l i c i n g  f u n c t i o n  b y  t h e  S t a t e  

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

f o r  o u t  o f  t h e  S t a t e ' s  E c o n o m i c  R e n t s .  F u r t h e r ,  b e c a u s e  t h e  

i n t e r p r e t a t i o n  o f  p r o f i t  i s  d i f f i c u l t ,  o n e  m u s t  e x p e c t  

l i t i g a t i o n  o f  d i s p u t e s .  T h i s  r e q u i r e s  e x p e n s i v e  a t t o r n e y  f e e s  

a n d  c o u r t  c o s t s  f o r  b o t h  t h e  o p e r a t o r  a n d  t h e  g o v e r n m e n t .  A l l  

o f  t h e s e  e x p e n s e s  f u r t h e r  r e d u c e  a v a i l a b l e  E c o n o m i c  R e n t s .

S e c o n d ,  i n  a d d i t i o n  t o  t h e  p r o f i t  s h a r e  b i d ,  o n e  

m u s t  a l s o  c o n s i d e r  t h e  c o r p o r a t e  i n c o m e  t a x  f o r  i t  t o o  i s  

a p r o f i t  s h a r e  p a y m e n t .  W i t h  p e r c e n t a g e  d e p l e t i o n  a l l o w a n c e  

t o t a l l y  p h a s e d  o u t  f o r  a l l  i n t e g r a t e d  o i l  c o m p a n i e s  a n d  

r e d u c e d  f o r  s m a l l e r  n o n - i n t e g r a t e d  f i r m s ,  t h e  c o r p o r a t e  i n c o m e  

t a x  w i l l  a p p r o a c h  a 4 8 %  e f f e c t i v e  r a t e  a t  t h e  f e d e r a l  l e v e l .

A n y  s t a t e  i n c o m e  t a x e s  w i l l  i n c r e a s e  t h i s  r a t e  e v e n  f u r t h e r .

U s i n g  a 4 8 %  c o r p o r a t e  i n c o m e  t a x  p a i r e d  w i t h  a 3 0 %  p r o f i t  s h a r e
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b i d  r e s u l t s  i n  a n  e f f e c t i v e  p r o f i t  s h a r e  ( o r  t a x )  r a t e  o f  6 3 v 6 % .  

T h u s ,  o u t  o f  e v e r y  a d d i t i o n a l  d o l l a r  s a v e d  t h r o u g h  e f f i c i e n c y , 

t h e  c o m p a n y  r e t a i n s  3 6 . 4 < £ .  W h e r e  a n  8 0 %  p r o f i t  s h a r e  b i d  

i s  n a i r e d  w i t h  a 4 8 %  c o r p o r a t e  i n c o m e  t a x ,  t h e  e f f e c t i v e  t a x  

r a t e  i s  8 9 . 6 % .  T h i s  l e a v e s  o n l y  1 0 . 4 4  o n  t h e  d o l l a r ,  a s  a 

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

m a x i m u m  e f f i c i e n c y .  I n  t e r m s  o f  F i g u r e  1 ,  e x p e n s e s  w i l l  b e  

h i g h e r  t h a n  n e c e s s a r y  w i t h  t h e  r e s u l t  t h a t  E c o n o m i c  R e n t s  

a v a i l a b l e  t o  t h e  S t a t e  a r e  s a c r i f i c e d .

T h i r d ,  a s  i n  t h e  c a s e  o f  r o y a l t y  p a y m e n t s ,  p r o f i t  

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

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

p r o j e c t s ,  a n d  s e c o n d a r y  r e c o v e r y  i n v e s t m e n t s .  S o m e  s u p e r ­

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

o v e r .  T h e  l o s t  n e t  b e n e f i t s  a r e  b o r n e  b y  t h e  S t a t e  i n  t h e  

f o r m  o f  r e d u c e d  E c o n o m i c  R e n t s ,  a n d  b y  a l l  c i t i z e n s  i n  t h e  

f o r m  o f  r e s o u r c e  w a s t e .

F o u r t h ,  f u r t h e r  e x p e r i m e n t  w i t h  p r o f i t  s h a r e  b i d d i n g  

i s  n o t  n e e d e d .  I n s t e a d  o f  e n g a g i n g  i n  s u c h  w a s t e f u l  b i d d i n g  

p r a c t i c e s ,  r e s e a r c h e r s  f r o m  t h e  S t a t e  o f  A l a s k a  c a n  e a s i l y  

e x a m i n e  t h e  L o n g  B e a c h  r e c o r d .  I n  t h a t  c a s e  t h e  p r o f i t  

s h a r e  b i d  f o r  t h e  l a r g e s t  o p e r a t i n g  i n t e r e s t  a m o u n t e d  t o  

9 4 . 5 6 %  o f  a c c o u n t i n g  p r o f i t  b e i n g  p a i d  t o  t h e  S t a t e .  W h i l e  

t h i s  m a y  s o u n d  g o o d  f o r  t h e  l e s s o r ,  t h e  p r o f i t  s h a r e  r e t a i n e d  

b y  t h e  l e s s e e  ( a f t e r  p r o f i t  s h a r e  p a y m e n t  t o  t h e  S t a t e ,  

a f t e r  m a n a g e m e n t  f e e ,  a n d  a f t e r  i n c o m e  t a x e s )  i s  o n l y  0 . 7 5 % .

I n  e f f e c t ,  t h e r e  i s  n o  e f f i c i e n c y  i n c e n t i v e .
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A s  a s u b s t i t u t e ,  t h e  D e p a r t m e n t  o f  O i l  P r o p e r t i e s -

o f  t h e  C i t y  o f  L o n g  B e a c h  h a s  d e v e l o p e d  a 5 0  p e r s o n  p e r m a n e n t

s t a f f  t o  s u p e r v i s e  a n d  p o l i c e  t h e  o p e r a t o r s .  A d m i n i s t r a t i v e

i n t e r f e r e n c e  w i t h  t h e  o p e r a t i o n  o f  t h e  f i e l d  b e c o m e s  a

n e c e s s i t y .  T h e  L o n g  B e a c h - W i 1 m i n g t o n  c o n t r a c t  p r o v i d e s  t h a t

T h e  C i t y  M a n a g e r . . .  s h a l l  e x e r c i s e  s u p e r v i s i o n  
a n d  c o n t r o l  o f  a l l  d a y - t o - d a y  u n i t  o p e r a t i o n s . . .  
a n d . . .  s h a l l  m a k e  d e t e r m i n a t i o n s  a n d  g r a n t  
a p p r o v a l s  i n  w r i t i n g  a s  h e  m a y  d e e m  a p p r o p r i a t e  
f o r  t h e  s u p e r v i s i o n  a n d  d i r e c t i o n  o f  d a y - t o - d a y  
o p e r a t i o n s  o f  t h e  F i e l d  C o n t r a c t o r ,  a n d  t h e  
F i e l d  C o n t r a c t o r  s h a l l  b e  b o u n d  b y  a n d  s h a l l  
p e r f o r m  i n  a c c o r d a n c e  w i t h  s u c h  d e t e r m i n a t i o n . . . .

A s p o k e s m a n  f o r  o n e  o p e r a t o r  h a s  s t a t e d  t h a t  " H a s s l e

a f t e r  h a s s l e  h a s  d e v e l o p e d  r e g a r d i n g  c h a r g e s  t o  t h e  n e t  p r o f i t s

a c c o u n t . "2 A l l  o f  t h e  p r o b l e m s  o u t l i n e d  a b o v e  c a n  b e

v e r i f i e d  i n  t h e  L o n g  B e a c h  s i t u a t i o n  i n c l u d i n g  t h e  " g o l d - p l a t i n g "

p r o b l e m .

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

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

b i d d i n g ,  i t  h a s  i t s  o w n  s e t  o f  s e r i o u s  p r o b l e m s .  E c o n o m i c  

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

t h e  S t a t e  w o u l d  b e  s u b s t a n t i a l l y  l o w e r  u n d e r  p r o f i t  s h a r e  

b i d d i n g  t h e n  u n d e r  b o n u s  b i d d i n g .

( 4 )  W o r k  C o m m i t m e n t  B i d d i n g .

L i n d e r  t h i s  s y s t e m  t h e  b i d d e r  w o u l d  s p e c i f y  i n  d e t a i l  

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

e x c h a n g e  f o r  a l e a s e .  P r e s u m a b l y  t h i s  m e a n s  t h a t  t h e  b i d d e r

2 W.  J .  M e a d ,  " F e d e r a l  P u b l i c  L a n d s  L e a s i n g  P o l i c i e s . "  
Q u a r t e r 1 y  o f  C o l o r a d o  S c h o o l  o f  M i n e s , O c t o b e r ,  1 9 6 9 ,  p .  2 1 2 .
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p r o g r a m .

T h e  d i s a d v a n t a g e s  o f  t h i s  s y s t e m  a r e  o v e r w h e l m i n g .

F i r s t ,  i t  i s  q u e s t i o n a b l e  w h e t h e r  t h e  C o m m i s s i o n e r  

a n d  h i s  s t a f f  w i l l  b e  i n  a p o s i t i o n  t o  d e t e r m i n e  t h e  m o s t  

e f f i c i e n t  w o r k  p r o g r a m .  I f  i t  s e l e c t s  a n y  p r o g r a m  o t h e r  t h a n  

t h e  m o s t  e f f i c i e n t  o n e ,  t h e n  E c o n o m i c  R e n t s  a r e  r e d u c e d  a s  

p r e v i o u s l y  i l l u s t r a t e d  w i t h  r e f e r e n c e  t o  F i g u r e  1 .

S e c o n d ,  e x p e r i e n c e  i n  N o r t h  S e a  w o r k  p r o g r a m  b i d d i n g  

h a s  s h o w n  t h a t  w h e n  i t  b e c o m e s  k n o w n  w h a t  t y p e  o f  w o r k  c o m m i t m e n t  

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

c o n c e n t r a t e  t h e i r  e f f o r t s  a n d  c o r r e s p o n d i n g  d o l l a r  a m o u n t s  

i n  t h a t  d i r e c t i o n .  I n  t h e  e a r l y  N o r t h  S e a  l e a s e s  i t  b e c a m e  

k n o w n  t h a t  t h e  b i d d e r  o f f e r i n g  t o  d r i l l  t h e  m o s t  h o l e s  w o u l d  

w i n  t h e  l e a s e s .  T h e  r e s u l t  w a s  e x c e s s i v e  d r i l l i n g .  B u t  t h i s  

p r a c t i c e  r e d u c e d  E c o n o m i c  R e n t s  a v a i l a b l e  t o  t h e  B r i t i s h  

g o v e r n m e n t .

T h e r e  i s  n o  p r a c t i c a l  w a y  t h e  n u m b e r  o f  w e l l s  t o  

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

o f  w e l l s  t o  b e  d r i l l e d  m u s t  b e  d e t e r m i n e d  a s  e x p e r i e n c e  i n  

d r i l l i n g  a s p e c i f i c  l e a s e  i s  g a i n e d .  S i m i l a r l y ,  o t h e r  

c h a r a c t e r i s t i c s  o f  a w o r k  p r o g r a m  c a n  b e s t  b e  d e t e r m i n e d  

a f t e r  t h e  p r e s e n c e  o r  a b s e n c e  o f  r e s e r v e s  h a s  b e e n  d e t e r m i n e d .

T h i r d ,  i f  t h e  w i n n e r  i s  d e t e r m i n e d  o n  t h e  b a s i s  o f  

t h e  d o l l a r  a m o u n t  o f  h i s  w o r k  c o m m i t m e n t ,  t h e n  t h e  S t a t e  

s a c r i f i c e s  r e c e i p t  o f  a l l  o r  p a r t  o f  a c a s h  b o n u s  a n d  r e c e i v e s  

i n  e x c h a n g e  o n l y  a w o r k  c o m m i t m e n t .  I f  b i d d e r  s e l e c t i o n  i s
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t h e n  t h e r e  i s  n o  o b j e c t i v e  w a y  i n  w h i c h  t h e  w i n n e r  c a n  b e  

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

g o v e r n m e n t  o f f i c i a l s .

F o u r t h ,  a n y  w o r k  c o m m i t m e n t  m u s t  b e  p o l i c e d .  A d ­

m i n i s t r a t o r s  m u s t  c a r e f u l l y  m o n i t o r  a l l  p r o v i s i o n s  o f  t h e  w o r k  

c o m m i t m e n t  t o  a s s u r e  c o m p l i a n c e .  C o n s e q u e n t l y ,  a d m i n s t r a t i v e  

c o s t s  w i l l  b e  r e l a t i v e l y  h i g h .  C o r r e s p o n d i n g l y ,  t h e  l e s s e e  

m u s t  m a i n t a i n  a d d e d  s t a f f  i n  o r d e r  t o  n e g o t i a t e  w i t h  g o v e r n m e n t  

s t a f f .  F u r t h e r ,  c o s t i n g  o u t  t h e  d o l l a r  v a l u e  i s  a n  e x p e n s i v e  

p r o c e s s .  I f  t h e  S t a t e  i s  t o  s e l e c t  t h e  w i n n e r  o n  t h e  b a s i s  

o f  t h e  h i g h  d o l l a r  a m o u n t ,  t h e n  i t  m u s t  v e r i f y  t h e  c o s t s  

c l a i m e d .  A l l  o f  t h i s  a d d e d  a d m i n i s t r a t i v e  c o s t  c o m e s  o u t  

o f  E c o n o m i c  R e n t s .

F i f t h ,  a m i n o r  a m o u n t  o f  s p e c i f i c  w o r k  p r o g r a m s  c a n  

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

f o r m s  w i t h o u t  r e s o r t i n g  t o  a w o r k  c o m m i t m e n t  p r o g r a m .  T h i s  

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

s p e c i f i c  r e q u i r e m e n t s .  I n  a n y  e v e n t ,  s p e c i f i c  w o r k  r e q u i r e ­

m e n t s  s u c h  a s  e n v i r o n m e n t a l  s a f e g u a r d s  s h o u l d  b e  j u s t i f i e d  

b y  e v i d e n c e  t h a t  t h e i r  b e n e f i t s  e x c e e d  t h e i r  c o s t s .  U n l e s s  

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

c o s t s  a s  s h o w n  i n  F i g u r e  1 .  E c o n o m i c a l l y  u n j u s t i f i e d  e n v i r o n ­

m e n t a l  o r  o t h e r  w o r k  r e q u i r e m e n t s ,  i n  t h e  l o n g  r u n ,  s i m p l y  

r e d u c e  E c o n o m i c  R e n t s  a v a i l a b l e  t o  t h e  S t a t e .
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T h e r e  i s  n o  n e e d  for t h e  S t a t e  o f  A l a s k a  t o  e x p e r i m e n t  

w i t h  t h e  w o r k  c o m m i t m e n t  b i d d i n g  f o r m .  T h e r e  i s  a b u n d a n t  

e x p e r i e n c e  i n  b o t h  B r i t i s h  a n d  N o r w e g i a n  N o r t h  S e a  e x p e r i e n c e .  

T h i s  e x p e r i e n c e  h a s  b e e n  e v a l u a t e d  b y  K e n n e t h  D a m . 3 D a m  

r e p o r t e d  t h a t  " t h e  d i s c r e t i o n a r y  s y s t e m  t u r n s  o u t  t o  b e  a m o s t  

e x p e n s i v e  s u b s i d y . "

W h i l e  m o s t  o f  t h e  B r i t i s h  e x p e r i e n c e  h a s  b e e n  u n d e r  

a d i s c r e t i o n a r y  s y s t e m  i n  w h i c h  a w o r k  p r o g r a m  h a s  b e e n  

s p e c i f i e d ,  t h e  B r i t i s h  l e a s e d  1 5  b l o c k s  b y  c o m p e t i t i v e  b o n u s  

b i d d i n g  i n  1 9 7 1 .  I f  t h e s e  b l o c k s  h a d  b e e n  l e a s e d  b y  t h e  

d i s c r e t i o n a r y  s y s t e m ,  t h e  B r i t i s h  w o u l d  h a v e  f a i l e d  t o  r e c e i v e  

3 7  m i l l i o n  p o u n d s  ( $ 9 0  m i l l i o n )  t h e  t o t a l  a m o u n t  o f  t h e  b o n u s  

b i d s .  T h e  o n l y  o f f s e t t i n g  g a i n  t o  t h e  g o v e r n m e n t  w o u l d  b e  

t h e  i n c r e m e n t a l  v a l u e  o f  t h e  w o r k  p r o g r a m .  H o w e v e r ,  i t  i s  

p r o b a b l e  t h a t  t h e  o p e r a t o r s  w o u l d  h a v e  e n g a g e d  i n  a n  o p t i m a l  

w o r k  p r o g r a m  w i t h o u t  b i d d i n g  a s p e c i f i e d  w o r k  c o m m i t m e n t .

T h e  w o r k  c o m m i t m e n t  b i d d i n g  s y s t e m  i s  p r o b a b l y  t h e  

m o s c  e x p e n s i v e  i n  t e r m s  o f  l o s t  E c o n o m i c  R e n t s .  W h i l e  H o u s e  

B i l l  N o .  8 5 4  p r o v i d e s  f o r  a f i x e d  c a s h  b o n u s ,  o r  f i x e d  

r o y a l t y ,  o r  f i x e d  s l i d i n g  s c a l e  r o y a l t y ,  o r  f i x e d  n e t  p r o f i t s  

s h a r e  i n  a d d i t i o n  t o  t h e  w o r k  c o m m i t m e n t ,  i t  i s  h i g h l y  

u n l i k e l y  t ha«.  f i x e d  p a y m e n t s  w o u l d  h a v e  a v a l u e  t o  t h e  p e o p l e  

o f  A l a s k a  e q u a l  t o  a b o n u s  b i d  i n  t h e  a b s e n c e  o f  t h e  w o r k  

c o m m i  t m e n t .

3 K .  W.  D a m ,  O i l  R e s o u r c e s . C h i c a g o :  U n i v e r s i t y  o f
C h i c a g o  P r e s s ,  1 9 7 6 .
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T h e  w o r k  c o m m i t m e n t  o p t i o n  p r o v i s i o n  i n  t h e  

F e b r  j r y  1 7 ,  1 9 7 8  d r a f t  h a s  b e e n  r e p l a c e d  b y  a n  e x p l o r a t i o n  

i n c e n t i v e  c r e d i t  s y s t e m .  T h i s  s y s t e m  h a s  m a n y  o f  t h e  s a m e  

p r o b l e m s  l i s t e d  a b o v e .  I f  5 0 %  o f  t h e  c o s t  o f  d r i l l i n g  o r  

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

t h e n  t h e  a f t e r - p a y m e n t s  a n d  a f t e r - t a x  c o s t  o f  d r i l l i n g  a n d  

e x p l o r a t o r y  w o r k  b e c o m e s  c h e a p  f o r  t h e  l e s s e e .  T h i s  l e a d s  

t o  w a s t e f u l  d r i l l i n g  a n d  e x p l o r a t i o n .  T h e  p e o p l e  o f  A l a s k a  

p a y  t h e  b i l l .

I I I .  C O N C L U S I O N S

E c o n o m i c  a n a l y s i s  i n d i c a t e s  t h a t  s e a l e d  b o n u s  

b i d d i n g  w i t h o u t  a f i x e d  r o y a l t y  i s  t h e  m o s t  e f f i c i e n t  s y s t e m  

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

p a y a b l e  t o  A l a s k a .

P a s s a g e  o f  H o u s e  B i l l  N o .  8 5 4  w o u l d  a p p e a r  t o  

c o n v e r t  a r e a s o n a b l y  e f f e c t i v e  b o n u s  b i d d i n g  s y s t e m  p r e s e n t l y  

i n  u s e  i n  A l a s k a ,  i n t o  a s y s t e m  w h i c h  w i l l  v i r t u a l l y  g u a r a n t e e  

a l o s s  o f  E c o n o m i c  R e n t s .  T h i s  b u r d e n  w i l l  b e  b o r n e  b y  t h e .  

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

e n t i r e  n a t i o n  i n  t h e  f o r m  o f  i n e f f i c i e n t  u s e  o f  s c a r c e  r e s o u r c e s .



S T A T E M E N T  OF 
S O U T H E R N  C A L I F O R N I A  GAS C O M P A N Y  

P A C I F I C  GAS AMD E L E C T R I C  C O M P A N Y  AMD 
 P A CIFIC ALAS KA LMG ON HB 854

My n a m e  is N o r m a n  G o r s u c h  a nd I am the r e g i s t e r e d

r e p r e s e n t a t i v e  for S o u t h e r n  C a l i f o r n i a  Gas Company, Pacific 

Gas a n d  E l e c t r i c  C o m p a n y  and P a c i f i c  A l a s k a  L N G . We are 

v e r y  s e r i o u s l y  c o n c e r n e d  about p a r a g r a p h  Z on page 11 of

State the r i g h t  to p u r c h a s e  as m u c h  as all of the volume 

of gas p r o d u c e d  fro m a lease i s s u e d  by the State  for 

in state use. Arguably, b e c a u s e  o f  a p o s s i b l e  a m b i gui ty 

in the lang uage, this right can be e x e r c i s e d  subsequent 

to the e x e c u t i o n  of the lease c o n t r a c t  w i t h o u t  notice 

h aving b e e n  g i v e n  prio r to the l e a s e 1 sale.

A f f i l i a t e s  of these c o m p a n i e s  are now  a c t i v e l y  

eng. ,ed in f i n a n c i n g  d r i l l i n g  for gas r e s e r v e s  by oil 

c o m p a n i e s  h o l d i n g  leases l o cated in the C o o k  Inlet area. 

In a d d i ti on, Pacific  Gas and E l e c t r i c  C o m p a n y  is a 

p a r t n e r  in a lease r e c ently a c q u i r e d  at the Lower Co ok 

Inlet s a lQ he ld by the F e d e r a l  Govern m e n t .  To date, 

these c o m p a n i e s  have e x p e n d e d  $ 3 5 ,0 0 0 , 0 0 0  in p ayme n t s  to 

p r o d u c e r s  to fund the d r i l l i n g  of gas wells in the Cook 

Inlet area. In addition, these c o m p a n i e s  plan to e xpend 

another 1 $ 3 5 ,0 0 0 , 0 0 0  over the next few years in similar 

v e n t u r e s ;

the p r o p o s e d  legislation. That p a r a g r a p h  w o u l d  grant the

Pa c i f i c  Gas and E l e ctric  a n d  S o u t h e r n  Califo r n i a
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Gas C o m p a n i e s  are the largest p u b l i c  gas supply  utilities 

in Calfiorni a. T o g e t h e r  they have d e l i v e r e d  as much as 

5 b i l l i o n  c u b i c  feet of gas p e r  d a y  in C a l i f o r n i a  to 

r e s i d e n t i a l  and c o m m e r c i a l  customers. A r e c e n t  staff 

report by the C a l i f o r n i a  Public U t i l i t i e s  C o m m i s s i o n  

found that b o t h  u t i l ities s houl d e x p e d i t e  the a c q u i s i t i o n  

of f u ture gas s u p plies in Alaska. The Public Utilities 

C o m m i s s i o n  S t a f f  m o s t  p a r t i c u l a r l y  u r g e d  r a p i d  pursuit 

by these c o m p a n i e s  of their C o o k  Inlet L i q u i f i e d  Natural 

Gas project. This project c o n s i s t s  of a p r o p o s e d  facility 

in Kenai to l i q u i f y  and ship 400 m i l l i o n  cubic feet of 

gas per day to these comp anies in California. The capital 

i n v e s t m e n t  in 1 9 7 7  dollars p r o j e c t e d  for this facility 

and r e l a t e d  p i p e l i n e s  is $850,000, 000. This proje ct 

will not r e q u i r e  any State f i n a n c i n g  nor does the project 

r e q u i r e  the S t a t e  r o y a l t y  gas in C o o k  Inlet to make it 

e c o n o m i c a l l y  feasible. At the p r e s e n t  time, these c o m­

panies have u n d e r  c o m m i t t m e n t  a p p r o x i m a t e l y  8 0 0 billion 

cubic feet of gas i ' \ the Cook Inlet area. T h e y  will need 

a p p r o x i m a t e l y  1 . 3  t r i l l i o n  cubic feet for the first phase 

of the p r o j e c t  w h i c h  w ould be for 2 0 0 m i l l i o n  cubic feet 

of LNG per d a y  w i t h  a total of a p p r o x i m a t e l y  3.6 trillion 

cubic feet for a 400 m i l l i o n  cubic feet per day throughput. 

It Is c o n t e m p l a t e d  by both c o m p a n i e s  that all of these gas 

r e s e r v e s  w i l l  be found by an a g r e s s i v e  gas d r i l l i n g  p r o g r a m  

in the C o o k  Inlet area. These c o m p a n i e s  are also  c o m m itted 

to invite the gas d i s t r i b u t i o n  p u b l i c  u t i l i t i e s  in the Cook
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Inlet a r e a  to p a r t i c i p a t e  ir. any of these v e n t u r e s  if 

those c o m p a n i e s  so desire. A s u b s i d i a r y  of A l a s k a  I n t e r­

state C o m p a n y  is c u r r ently p a r t i c i p a t i n g  in a pro spect 

b e i n g  d r i l l e d  at S t u m p  Lake.

S o u t h e r n  C a l i f o r n i a  Gas C o m p a n y  and P a cific  Gas 

and E l e c t r i c  have plans to c o n ti nue to e x p l o r e  for gas 

r e s e r v e s  in s o u t h e r n  Alaska. L o n g  r a n g e  p lan s contemplate 

the p u r c h a s e  of gas d i s c o v e r e d  in s o u t h c e n t r a l  A l a s k a  and 

a c o m m i t t m e n t  of the gas to this a n d  future LNG projects.

P a r a g r a p h  Z w o u l d  e f f e c t i v e l y  f r u s t r a t e  the plans 

of these c o m p a n i e s  in several ways a n d  a d v e r s l y  affect gas 

ex p l o r a t i o n  a n d  d e v e l o p m e n t  in S o u t h c e n t r a l  Alaska, First, 

these c o m p a n i e s  are f i n a n c i n g  this e x p l o r a t i o n  p r o g r a m  to 

o b t a i n  g u a r a n t e e d  gas supplies. T h e y  w o u l d  not benefit 

from the r e c e i p t  of m o n e y  from the S t a t e  for the a c q u i s i t i o n  

of the gas s u p p l i e d  from State leases. Furth e r m o r e ,  under 

a r u l i n g  by the C a l i f o r n i a  Public U t i l i t i e s  Commission, 

the gas c o n s u m e r s  of these two c o m p a n i e s  pay in their gas 

rates the c a r r y i n g  charges on the c a p i t a l  i nvest ment 

re q u i r e d  to fund this d r i l l i n g  in e x p e c t a t i o n  of the gas 

coming to C a l ifornia. Second, this p r o v i s i o n  in future 

gas leases would e f f e c t i v e l y  deny f i n a n c i n g  for this Cook 

Inlet p r o j e c t  and oth er L N G  v e n t u r e s  should  they m a t e r i a l i s e  

as no le nder will advance capital if the p r o ject is not 

as sured of a gas supply. Third, this p r o v i s i o n  would
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e f f e c t i v e l y  f r u s t r a t e  c e r t i f i c a t i o n  by the F e d e r a l  Energy 

R e g u l a t o r y  C o m m i s s i o n  of this p r oject and any future gas 

p r o j e c t s  s i m p l y  b e c a u s e  the a p p l i c a n t  s e e k i n g  a certificate 

from the F e d e r a l  E n e r g y  R e g u l a t o r y  C o m m i s s i o n  could not 

g u a r antee  a s u p p l y  of gas so long as the State a r g ua bly 

has an o p t i o n  to p u r c h a s e  as m u c h  as all of it in all 

future leases. Fourth, if a well p r o s p e c t  a fter being 

drilled  shows a low p o t e n t i a l  for oil but a hi gh p otential 

for gas, it is u n e c o n o m i c  for the oil p r o d u c e r  to develop 

that gas f i e l d  u nle ss a public u t i l i t y  funds d e velopment  

costs for the p u r p o s e  of a c q u i r i n g  the gas f r o m  the 

producer. Fifth, there is no economi c i n c e n t i v e  for oil 

p r o d ucers  and d r i l l i n g  com panies to dri ll for gas in the 

Cook Inlet are a a n d  in s o u t h c e n t r a l  A l a s k a  g e n e r a l l y  

because there is no market for such gas at this time.

The C o o k  Inlet LNG project  p r o p o s e d  by these c o m­

panies when c o n s t r u c t e d  and in operation , w i l l  provide 

a self s u s t a i n i n g  m a r k e t  for this gas a n d  future LNG 

projects w h e n  c o m p l e t e d  would p r o v i d e  m a r k e t s  for future 

gas discoveries.

Sixth, the e x i s t e n c e  of this p r o v i s i o n  effectively 

en c u mbers the a b i l i t y  of any lessee to sell gas to anyone 

if the state could a r g u a b l y  come in and e x e c u t e  its purchase 

right at any time d u r i n g  the gas p r o d u c t i o n  phase. The 

lessee would in no way be able to f i n a l i z e  a sale of the 

gas from the lease.
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O b v i o u s l y ,  the f u n d i n g  of e x p l o r a t i o n  gas wells 

in A l a s k a  by t hese u t i l i t i e s  adds to the p r o v e n  gas r e s erves 

under state l a n d s  a nd inc reases future state suppl ies of 

royalty  gas. It also incr eases future i ncome to the state 

from its s e v e r a n c e  taxes, ad v a l o r e m  oil a n d  gas p r o p e r t y  

taxes and income taxes.

We urge the d e l e t i o n  of p a r a g r a p h  Z of the bill 

as it r e l a t e s  to the state's gas p u r c h a s e  option.

At a m i n i m u m  we urge the i n c l u s i o n  of l a n g uage in 

p a r a g r a p h  Z s i m i l a r  to that c o n t ained in the House R e s o u r c e s  

Committee v e r s i o n  of the bill w h i c h  p l a c e s  an absol u t e  

percen tage l i m i t a t i o n  on the amount of gas w h i c h  can be . 

p u r c h a s e d  by the state p u r s uant to this p r o v i s i o n  and makes 

it clear that this o p t i o n  must be e x e r c i s e d  or made known 

to the lease b i d d e r s  no later than the date of the a n n o u n e -  

rnent of the lease sale. These p r o v i s i o n s  w o u l d  elimi n a t e  

the a m b i g u i t y  w h i c h  does now exist in the s e c t i o n  and avo id 

any possibl e i n t e r p r e t a t i o n  that this right w ould be e x e r­

cised a f t e r  the lease was issued and a c c e p t e d  by the • 

lessees. In a d d i t i o n  by p l acin g an a b s o l u t e  p e r c e n t a g e  

limita t i o n  on this right to purchase, c o m p a n i e s  can p l a n  

to receiv e at least the b a l a n c e  of the gas from a lease 

for p u r pose s of bidding, financing and o p e r a t i o n s  planning.
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IN THE HOUSE BY THE RULES COMMITTEE BY 

REQUEST OF THE GOVERNOR

HOUSE BILL NO. 854 

IN THE LEGISLATURE OF THE STATE OF ALASKA 

TENTH LEGISLATURE - SECOND SESSION 

A  BILL

For an Act entitled: "An Act relating to the leasing and exploration of

state land for oil and gas development."

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

Section 1. AS 38.05.180 is repealed and re-enacted to read:

Sec. 38.05.180. OIL AND GAS LEASING, (a) The legislature finds

that

(1) the people of Alaska have an interest in the develop-

i
ment of the state's oil and gas resources to

(A) maximize the economic recovery of the resources;

(B) minimize the exploitation of these natural 

resources protection of the public interest;

(C) maximize competition among parties seeking to 

explore and develop the resources;

(D) maximize use of Alaska's human resources in the 

development of the resources;
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NOTE: Suggestions to language are underlined in draft below, which

also contains unchanged sections from original bill (at left). Although 

we reproduce many unchanged sections from the original bill below without 

specific suggestions, it should be understood that this does not constitute 

an endorsement of the language or the concepts involved, as we discuss many 

problems generally in the commentary preceding this addendum. We reproduce 

these sections only to facilitate reading of the language and comparing it 

to the original. In some cases we will note a specific deletion from the 

original bill, which is intended to draw the reader's attention to a 

specific problem with the original section.

- 1 -

Section 1. AS 38.05.180 is repealed and re-enacted to read:

Sec. 38.05.180. OIL AND GAS LEASING. (a) For the purpose of 

establishing the baBic policy of the state for the development of its 

oil and gas resources the legislature finds that

(1) the people of Alaska have an interest in the develop­

ment of the state's oil and gas resources to

(A) maximize the recovery of Alaska's resources consistent 

with the economic and energy needs of Alaska and the rest of the United 

States;

(B) encourage pronpt exploration and competition among 

parties seeking to explore and develop the resources;

(C) maximize use of Alaska's human resources in the 

development of the resources;



(2) it is in the best interests of the state to encourage 

an assessment of it~ oil and gas resources and to allow the maximum 

flexibility in the methods of issuing leases to

(A) recognize the many varied geographical regions of 

the state and the different costs of exploring for oil and gas in 

these regions;

(B) recognize the need for stimulating development in 

particular regions of the state;

(C) minimize the adverse impact of exploration, develop­

ment, production, and transportation activity on the environment
,1

of the state;

(D) maximize state revenue from profitable oil and gas 

production, while minimizing revenue from unsuccessful exp' ra­

tion and from marginal economic oil and gas production.

(b) The commissioner shall prepare, review, revise, and maintain 

an oil and gas leasing program as follows:

SUGGESTED REVISION OF HOUSE BILL NO. 85.4

(2) it is in the best interests of the state to allow flexibility in

w m  ■

the methods of issuing leases, where consistent with the findings stated in

(1) above, and to encourage industry to assess, explore, develop and produce 

those areas of state lands which are likely to contain significant oil and 

gas resources and wh i c h  are found to be compatible w i t h  such activity, in 

accordance with a publicly reviewed leasing program so structured as to 

permit all interested parties to rely on its consistent implementation 

once formulated and adopted. Such plan shall:

(A) recognize the many varied geographical regions of the

state and the different potential in such areas with respect to en­

vironmental values, oil and gas potentials, exploration and develop­

ment costs, and economic needs of these areas and balance these 

competing values as nearly as possible in the best interest of the state.

(B) maximize state revenue potential from areas which appear

to offer the possibility of profitable oil and gas development.

(b) The commissioner shall prepare, review, revise, and maintain an 

oil and gas leasing program consistent with the above findings as follows:

I -
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ture for its information within 10 days after the convening of each 

regular session of th^ legislature. The leasing program must indicate 

as precisely as practicable the size, timing, and location of leasing 

activity which the commissioner determines will best meet state needs 

for the following five-year period. The commissioner shall establish 

the. timing and location of leasing, tothe m a x imum extent practicable, 

so as to obtain a balance between the potential for environmental 

damage, the potential for the discovery of oil and gas and the po t e n­

tial for adverse impact on the local communities in the state,

(2) After the leasing p r o g r a m  has been prepared by the 

commissioner, a lease shall be issued if it is for an area included in 

the leasing program; however, leasing may continue until January 1,

1980 or until a p r o gram is prepared, whichever is sooner, and leasing 

under (t) of this section may be excepted from the leasing program if 

the commissioner finds it to be in the best interest of the state.

(3) The commissioner shall review the leasing program at 

least once each year, at which time he m ay revise and reapprove the 

program.

(4) The commissioner shall, by regulation, establish 

procedures for

to the legislature for its information within 10 days after the convening 

of each regular session of the legislature. The leasing p r o gram must in­

dicate as precisely as practicable the size, timing, and location of leas­

ing activity which the commissioner determines will best meet state needs 

for the following five-year period. The commissioner shall establish 

the timing and location of leasing, to the maximum extent practicable, so 

as to obtain a balance between the potential for environmental damage, the 

potential for the discovery of oil and gas and the potential for adverse

impact on the local communities in the state.

(2) The commissioner may lease lands for oil and gas development until 

July 1, 1980 or until a program is prepared and adopted by him, whichever 

is sooner.

(3) The commissioner shall establish the conditions and stipulations 

under which each tract in a sale area may be leased and prepare sample 

lease documents as required. No lease stipulation or condition may be 

subsequently altered except upon a finding by the commissioner that the

change is required for substantial and significant reasons and that w i t h­

out the change the s t a t e’s interests would be materially and adversely 

affected. The commissioner shall, by regulation, establish procedures for
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(A) receipt and consideration of nominations for any a r i a  to
be offered for lease or to be excluded from leasing;

(B) public notice of and participation in development of the 

leasing program;

(C) review by federal and local government agencies which may 

be affected by the proposed leasing;

(D) consultation with local governments, oil and gas lesssees 

and permittees, and others engaged in activity on state land;

(E) coordination of the program wi t h  the management program 

developed under the Coastal Zone Management Act of 1972; and

(F) the use of the capabilities and resources o all state 

agencies in preparation of the leasing program, and for the provision 

by agencies to the commissioner of any nonproprietary information he 

requests.

(5) At the time the commissioner submits the leasing program 

to the legislature, as required by (1) of this subsection, he shall also 

submit to the legislature for its information, a report concerning the 

use of the various leasing methods provided for in (c) of this section. 

The report must include:

>
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offered for lease or to be excluded from leasing;

(B) public notice of and participation in development of the 

leasing program and the form of the lease for each s a l e .

(C) review by appropriate federal and -locai>vgovernment agencies

which may be affected by the proposed lease s a l e ;

(D) consultation with affe£tied-itreaT'~governments, oil and gas 

lessees and permittees, and others engaged in activity on state land;

(E) coordination of the program with the management program 

developed under the Coastal Zone Management Act of 1972; and

(F) the use of the capabilities and resources of all state 

agencies in preparation of the leasing program, and for the provision by 

agenciec to the commissioner of any nonproprietary information he requests;

(G) any other matters required by law for the disposition of oil 

and gas rights on state lands.

(4) At the time the commissioner reports the status of the current 

leasing program to the legislature, as required by (1) of this subsection, 

he shall also report to the legislature the use of the various leasing 

methods provided for in (c) of this section. The report must include:



(A) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  h e l d  d u r i n g  t h e  p r e -  

c e e d in g  c a l e n d a r  y e a r  and  t h e  b i d d i n g  m ethod o r  m ethods u t i l i z e d ;

(B) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  to  b e  h e l d  t h e  

f o l l o w in g  y e a r  and  t h e  b i d d i n g  method o r  m ethods to  b e  u s e d ;

(C) t h e  b e n e f i t s  and c o s t s  a s s o c i a t e d  w i t h  c o n d u c t i n g  

l e a s e  s a l e s  u s i n g  t h e  v a r i o u s  b i d d i n g  m e thod s ;

(D) t h e  r e a s o n s  why a p a r t i c u l a r  b i d d i n g  method was 

s e l e c t e d ;  and

(E) i f  a p p l i c a b l e ,  th e  r e a s o n  why more th a n  50 p e r  c e n t  o f  

th e  a r e a  l e a s e d  i n  t h e  upcom ing y e a r  was o r  i s  t o  be l e a s e d  u nd e r  one 

p a r t i c u l a r  b i d d i n g  m ethod .

SUGGESTED REVISION OF HOUSE BILL 854

(A) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  h e l d  d u r i n g  t h e  p r e c e e d i n g

f i v e  c a l e n d a r  y e a r s  and t h e  b i d d i n g  method o r  m e thods u t i l i z e d ;

(B) t h e  s c h e d u l e  o f  a l l  l e a s e  s a l e s  to  be h e l d  d u r i n g

t h e  b a l a n c e  o f  t h e  c u r r e n t  l e a s i n g  p rog ram  and th e  b i d d i n g  method o r  

m ethods t o  be u s e d ,  i f  d e t e rm in e d ;

(C) t h e  b e n e f i t s  and c o s t s  a s s o c i a t e d  w i t h  c o n d u c t i n g  l e a s e  

s a l e s  u s i n g  t h e  v a r i o u s  b i d d i n g  m e thod s ;

(D) t h e  r e a s o n s  why a p a r t i c u l a r  b i d d i n g  method was s e l e c t e d ;

(E) d e l e t e d

-5-



( c )  The com m is s io n e r  may i s s u e  o i l  and  g a s  l e a s e s  on s t a t e  l a n d  t o  t h e  

h i g h e s t  r e s p o n s i b l e  q u a l i f i e d  b i d d e r  d e t e rm in e d  by  c o m p e t i t i v e  b i d d i n g  

u nd e r  r e g u l a t i o n s  a d o p te d  by  t h e  c om m is s io n e r .  B id d in g  may be by s e a l e d  

b id  o r  a c c o r d i n g  t o  any  o t h e r  b i d d i n g  p r o c e d u r e  t h e  com m is s io n e r  d e t e r ­

m ines i s  i n  t h e  b e s t  i n t e r e s t s  o f  t h e  s t a t e .  W henever, u n d e r  an y  o f  t h e  

l e a s i n g  m e thods l i s t e d  i n  t h i s  s u b s e c t i o n ,  a  r o y a l t y  s h a r e  i s  r e s e r v e d  to  

t h e  s t a t e ,  i t  i s  f r e e  o f  a l l  l e a s e  o r  u n i t  e x p e n s e s ,  i n c l u d i n g  b u t  n o t  

l im i t e d  t o  s e p a r a t i o n ,  c l e a n i n g ,  d e h y d r a t i o n ,  g a t h e r i n g ,  s a l t  w a t e r  

d i s p o s a l ,  and p r e p a r a t i o n  f o r  t r a n s p o r t a t i o n  o f f  t h e  l e a s e  o r  u n i t  

a r e a .  F o l lo w in g  a p r e - s a l e  a n a l y s i s ,  t h e  c om m is s io n e r  may ch o o se  

a t  l e a s t  on e  o f  t h e  f o l l o w in g  l e a s i n g  m e thod s :

SUGGESTED R E V I S E 1 OF HOUSE ]BILL NO l i M k -  , .

‘

m
( c )  The com m is s io n e r  may i s s u e  o i l  and g a s  l e a s e s  on s t a t e  l a n d  to  t h e  

h i g h e s t  r e s p o n s i b l e  q u a l i f i e d  b i d d e r  d e t e rm in e d  by c o m p e t i t i v e  b i d d i n g  u n d e r  

r e g u l a t i o n s  a d o p te d  by  t h e  c om m is s io n e r .  B id d in g  may b e  by s e a l e d  b i d  o r  

a c c o r d i n g  t o  any  o t h e r  b id d i n g  p r o c e d u r e  t h e  c om m is s io n e r  d e t e rm in e s  i s  in  

t h e  b e s t  i n t e r e s t  o f  t h e  s t a t e  and i n s u r e s  f a i r n e s s  to  a l l  p a r t i c i p a n t  u  

W henever, u n d e r  any  o f  t h e  l e a s i n g  m e thods l i s t e d  i n  t h i s  s u b s e c t i o n ,  a 

r o y a l t y  s h a r e  i s  r e s e r v e d  t o  t h e  s t a t e ,  i t  i s  f r e e  o f  a l l  l e a s e  o r  u n i t  

e x p e n s e s ,  i n c l u d i n g  b u t  n o t  l im i t e d  t o  s e p a r a t i o n ,  c l e a n i n g ,  d e h y d r a t i o n ,  

g a t h e r i n g ,  s a l t  w a t e r  d i s p o s a l ,  and p r e p a r a t i o n  f o r  t r a n s p o r t a t i o n  o f f  t h e  

l e a s e  o r  u n i t  a r e a .  F o l low in g  a p r e - s a l e  a n a l y s i s ,  c o n d u c te d  u n d e r  r e g ­

u l a t i o n s  r e q u i r e d  by ( 3 ) ,  t h e  c om m is s io n e r  may c h o o s e one o r  more wf t h e  

f o l l o w in g  l e a s i n g  m ethods o r  a d o p t  any o t h e r  method c o n s i s t e n t  w i t h  th e  

l e g i s l a t i v e  f i n d i n g s  i n  (a )  (1) w h ich  i n s u r e s  b a s i c  f a i r n e s s  to  a l l  r e s p o n ­

s i b l e  q u a l i f i e d  b i d d e r s ,  b u t  i f  a  sy s tem  o t h e r  th a n  bonus b i d d i n g  i s  to  be 

u s e d ,  t h e  c om m is s io n e r  must f i n d  t h a t  ( i )  bonus b i d d i n g  w i l l  n o t  a c h i e v e  th e  

b e s t  i n t e r e s t s  o f  t h e  s t a t e  and ( i i )  h i s  ( h e r )  s e l e c t e d  method w i l l .
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(A) a c a s h  bonus b i d  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d

to  t h e  s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f

t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  t h e

l e a s e ;

(B) a  c a s h  bonus b i d  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

t o  t h e  s t a t e  b a s e d  on  a s l i d i n g  s c a l e  a c c o r d i n g  to  vo lume o f  p r o d u c ­

t i o n  b u t  i n  no e v e n t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  

t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encom­

p a s s i n g  t h e  l e a s e ;

(2 ) r o y a l t y  b i d d i n g

(A) a f i x e d  c a sh  bonus v d t h  a  r o y a l t y  s h a r e  r e s e r v e d  to  

t h e  s t a t e  a s  t h e  b i d  v a r i a b l e  b u t  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  

amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  

u n i t  a r e a  e n c om pa s s in g  t h e  l e a s e ;

(B) a f i x e d  c a s h  bonus w i t h  a  r o y a l t y  s h a r e  r e s e r v e d  to  

t o  t h e  s t a t e  b a s e d  on a s l i d i n g  s c a l e  a c c o r d i n g  t o  t h e  vo lume o f  

p r o d u c t i o n  a s  t h e  b i d  v a r i a b l e  b u t  n o t  l e s s  th a n  12 1 /2  p e r  c e n t

i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o ld  from  t h e  

l e a s e  o r  u n i t  a r e a  e n com pas s in g  t h e  l e a s e ;

■ 1  .....
SUGGESTED REVISIONS OF

(1 ) bonus b i d d i n g

(A) a c a sh  bonu s  b i d  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  o f  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  

removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  e n c om pa s s in g  t h e  l e a s e ;

(B) a  c a s h  bonus b id  w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  t o  t h e  

s t a t e  b a sed  on a  s l i d i n g  s c a l e  a c c o r d i n g  to  volume o f  p r o d u c t i o n  b u t  i n  no 

e v e n t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  r e ­

moved o r  s o l d  from  th e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  t h e  l e a s e ;

(2 ) r o y a l t y  b i d d i n g

(A) a  f i x e d  c a s h  bonus w i th  a r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  a s  t h e  b id  v a r i a b l e  b u t  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount
i

o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o ld  from  t h e  l e a s e  o r  u n i t  a r e a  

en com pa s s in g  t h e  l e a s e ;

(3 ) a  f i x e d  c a s h  bonus w i t h  a r o y a l t y  s h a r e  r e s e r v e d  t o  t h e  

s t a t e  b a s e d  on a s l i d i n g  s c a l e  a c c o r d i n g  to  t h e  vo lume o f  p r o d u c t i o n  a s  

t h e  b id  v a r i a b l e  b u t  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  

t h e  p r o d u c t i o n  removed o r  s o ld  from  th e  l e a s e  o r  u n i t  a r e a  e n com pas s in g  

t h e  l e a s e ;

HOUSE BILL NO. 854
—— —
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(A) a  c a s h  bonus b i d  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  to  t h e  

s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o r  

removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  t h e  l e a s e  and a 

f i x e d  s h a r e  o r  t h e  n e t  p r o f i t  d e r i v e d  from  t h e  l e a s e  o f  n o t  l e s s  t h a n  30 

p e r  c e n t  r e s e r v e d  t o  t h e  s t a t e ;

(B) a  f i x e d  c a s h  bonu s  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e ­

r i v e d  f rom  t h e  l e a s e  r e s e r v e d  t o  t h e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(C) a  f i x e d  c a s h  bonus w i th  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

to  t h e  s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  th e  

p r o d u c t i o n  removed o r  s o l d  from t h e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  t h e  

l e a s e  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from  t h e  l e a s e  r e s e r v e d  

t o  t h e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(D) t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from a  l e a s e  r e ­

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

t h e  p u rp o s e  o f  t h e  A la sk a  P e rm anen t Fund u nd e r  AS 3 7 .1 0 .0 6 5 ;

(4 ) a work commitment b id  w i t h  a f i x e d  c a s h  b o n u s ,  o r  a  f i x e d  

r o y a l t y  o r  a  f i x e d  s l i d i n g  s c a l e  r o y a l t y  o r  a  f i x e d  n e t  p r o f i t s  s h a r e  

r e s e r v e d  to  t h e  s t a t e ,  o r  any  c o m b in a t io n  o f  t h e s e  m e th o d s ,  a t  t h e  d i s ­

c r e t i o n  o f  t h e  c om m is s io n e r ,  w i t h  a  work commitment s t a t e d  i n  a  d o l l a r  

amount a s  t h e  b id  v a r i a b l e ;  how eve r , i n  no e v e r t  may a r o y a l t y  s h a r e
>S
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(A) a  c a s h  bonus b id  w i t h  a  f i x e d  r o y a l t y  s h a r e  r e s e r v e d  t o  t h e

s t a t e  o f  n o t  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  

removed o r  s o ld  f rom  t h e  l e a s e  o r  u n i t  a r e a  en com pa s s in g  th e  l e a s e  and a 

f i x e d  s h a r e  o r  t h e  n e t  p r o f i t  d e r i v e d  from th e  l e a s e  o f  n o t  l e s s  t h a n  30 

p e r  c e n t  r e s e r v e d  t o  t h e  s t a t e ;

(B) a f i x e d  c a s h  bonus w i th  t h e  s h a r e  o f  t h e  n a t  p r o f i t  d e ­

r i v e d  from th e  l e a s e  r e s e r v e d  t o  th e  s t a t e  a s  t h e  b i d  v a r i a b l e ;

(C) a  f i x e d  c a s h  bonus w i t h  a f i x e d  r o y a l t y  s h a r e  r e s e r v e d  

to  t h e  s t a t e  o f  n o t  l e s s  th a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  o f  th e  

p r o d u c t i o n  removed o r  s o l d  from  th e  l e a s e  o r  u n i t  a r e a  e n com pa s s in g  th e  

l e a s e  w i t h  t h e  s h a r e  o f  t h e  n e t  p r o f i t  d e r i v e d  from  th e  l e a s e  r e s e r v e d  

to  t h e  s t a t e  a s  t h e  b id  v a r i a b l e ;

(D) th e  s h a r e  o f  th e  n e t  p r o f i t  d e r i v e d  from  a l e a s e  r e ­

s e rv e d  to  t h e  s t a t e  u n d e r  t h i s  s u b s e c t i o n  i s  r o y a l t y  s a l e  p r o c e e d s  f o r  

th e  p u rp o s e  o f  t h e  A la sk a  Pe rm anen t Fund u n d e r  AS 3 7 .1 0 .0 6 5 ;

(4) a  work commitment b i d  w i th  a f i x e d  c a s h  b o n u s ,  o r  a  f i x e d  

r o y a l t y  o r  a f i x e d  s l i d i n g  s c a l e  r o y a l t y  o r  a f i x e d  n e t  p r o f i t s  s h a r e  

r e s e r v e d  to  t h e  s t a t e ,  o r  any c o m b in a t io n  o f  t h e s e  m e th o d s ,  a t  t h e  d i s ­

c r e t i o n  o f  th e  c om m is s io n e r ,  w i t h  a work commitment s t a t e d  i n  a d o l l a r  

amount a s  th e  b i d  v a r i a b l e ;  how eve r , i n  no e v e n t  may a r o y a l t y  s h a r e



r e s e r v e d  t o  t h e  s t a t e  b e  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  

o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encompass­

i n g  t h e  l e a s e .

(d )  To p r o lo n g  t h e  e c o n om ic a l  l i f e  o f  an  o i l  and gas f i e l d ,  t h e  com­

m i s s i o n e r  s h a l l  a d o p t  r e g u l a t i o n s  f o r  a l l  b i d d i n g  m ethods t o  a l l o w  r e d u c -  

t i o n  o f  r o y a l t y  to  com pen sa te  f o r  i n c r e a s i n g  c o s t s  i n  t h e  l a t e r  s t a g e s  o f  

p r o d u c t i o n  d e c l i n e .  The com m is s io n e r  may g r a n t  su ch  a  r e d u c t i o n  o f  

r o y a l t y  so  lo n g  a s  t h e  r e d u c e d  r o y a l t y  b e g i n s  nc so o n e r  t h a n  two y e a r s  

a f t e r  i n i t i a l  p r o d u c t i o n  from  t h e  l e a s e .

( e )  The com m is s io n e r  may, i n  h i s  d i s c r e t i o n ,  d e f e r  any  p a r t  o f  t h e  

payment o f  a  c a sh  bonuB, u n d e r  (c )  o f  t h i s  s e c t i o n ,  a c c o r d i n g  t o  a 

s c h e d u l e  announced  a t  t h e  t im e  o f  t h e  announcemen t o f  t h e  l e a s e  s a l e ,  

b u t  s u c h  payment s h a l l  be made i n  t o t a l  no l a t e r  th a n  f i v e  y e a r s  from 

t h e  d a t e  o f  t h e  l e a s e  s a l e .

>
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r e s e r v e d  t o  t h e  s t a t e  be  l e s s  t h a n  12 1 /2  p e r  c e n t  i n  amount o r  v a l u e  

o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  u n i t  a r e a  encom pass ­

i n g  t h e  l e a s e .

(d) To p r o lo n g  th e  econom ic l i f e  o f  an o i l  and gas f i e l d ,  t h e  c om m is s io n e r  

s h a l l  a d o p t  r e g u l a t i o n s  f o r  a l l  b i d d i n g  m ethods to  a l l o w  r e d u c t i o n  o f  r o y a l t y  

o f  l e a s e s  w i t h i n  t h e  f i e l d ^ o  com pen sa te  f o r  i n c r e a s i n g  c o s t s  i n  t h e  l a t e r  

s t a g e s  o f  p r o d u c t i o n  d e c l i n e .  The com m is s io n e r  may n o t  g r a n t  su ch  a r e d u c ­

t i o n  o f  r o y a l t y i n i t i a l  p r o d u c t i o n  from th e  f i e l d  h a s  o c c u r -

ing^trhat-r e d  and e a ch  l e s s e e  r e q u e s t i n g  t h e  r e d u c t i o n  h a s  made a c l e a r  show in 

t h e  r e v enu e  from  a l l  h y d ro c a rb o n s  p rodu c ed  from th e  f i e l d  i s  i n s u f f i c i e n t  

to  p ro d u c e  a r e a s o n a b l e  r a t e  o f  r e t u r n  w i t h  r e s p e c t  to

in v e s tm e n t  t h e r e i n
‘I

( e )  D e le te d
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( f )  The com m is s io n e r  may p r o v i d e  f o r  t h e  e s t a b l i s h m e n t  o f  a  d r i l l i n g  

I n c e n t i v e  c r e d i t  s y s tem  whereby a l l  e x p l o r a t o r y  w e l l s  w i l l  e a r n  c r e d i t  

b a sed  on t h e  f o o t a g e  d r i l l e d  and th e  r e g i o n  i n  w h ich  t h e  w e l l  i s  s i t e d .

The c r e d i t  fo rm u la  u s e d  s h a l l  p r o v i d e  to  t h e  company d r i l l i n g  th e  w e l l  

c r e d i t s  e q u a l  t o  no more th a n  one h a l f  o f  t h e  c o s t  o f  t h e  w e l l .  Such 

c r e d i t s  c an  be u sed  f o r  a b i d  i n  t h e  s t a t e  l e a s e  s a l e ,  o r  f o r  r o y a l t y  

paym en ts  o r  l e a s e  r e n t a l  p aym en ts .

■ '

1 * » *• *I ,
I

( f )  The c om m is s io n e r  may w i th h o ld  a c r e a g e  f rom  l e a s i n g  i n  a  

p a r t i c u l a r  l e a s e  s a l e .

D e l e t e d
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(g )  The c om m is s io n e r  s h a l l  a d o p t  r e g u l a t i o n s  g o v e rn in g  t h e  c a l c u ­

l a t i o n  o f  n e t  p r o f i t s  f o r  l e a s e  s a l e s  u n d e r  ( c ) ( 3 )  o f  t h i s  s e c t i o n ^ I n  

t h e  e v e n t  o f  any d i s p u t e  b e tw e en  t h e  s t a t e  and a  l e s s e e  c o n c e r n in g  t h e  

c a l c u l a t i o n  o f  t h e  n e t  p r o f i t s  u n d e r  t h e  r e g u l a t i o n  a d o p te d  u n d e r  t h i s  

s u b s e c t i o n ,  t h e  b u r d e n  o f  p r o o f  i s  on t h e  l e s s e e . ^

(h ) The c om m is s io n e r  s h a l l  a d o p t  r e g u l a t i o n s  g o v e rn in g  t h e  e x p l o r ­

a t i o n  work commitment l e a s i n g  method u nd e r  ( c ) ( 4 )  o f  t h i s  s e c t i o n .  The 

com m is s io n e r  s h a l l  r e q u i r e  e i t h e r  ( i )  a  c a s h  d e p o s i t  f o r  20 p e r  c e n t  o f  

th e  work commitment o r ,  ( i i )  a  p e r fo rm an c e  bond , i n  fo rm  and s u b s t a n c e

and w i t h  a  s u r e t y  s a t i s f a c t o r y  to  t h e  c om m is s io n e r ,  i n  t h e  p r i n c i p a l  amount 

o f  20 p e r  c e n t  o f  t h e  e x p l o r a t i o n  work commitment a s s u r i n g  t h e  com m is s io n e r  

t h a t  t h e  commitment w i l l  b e  f a i t h f u l l y  d i s c h a r g e d  i n  a c c o r d a n c e  w i t h  t h i s  

s e c t i o n ,  t h e  r e g u l a t i o n s ,  and t h e  l e a s e .  A l e s s e e  who f a i l s  t o  d i s c h a r g e  

a work commitment i n  i t s  e n t i r e t y  i s  l i a b l e  t o  th e  s t a t e  f o r  th e  u n d i s ­

c h a rg e d  p o r t i o n  o f  t h e  commitment. At h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  

may t e rm i n a t e  t h e  work com m ittm en t i f  h e  f i n d s  t h a t  t h e  work would be 

u n n e c e s s a r y  o r  c u m u la t i v e .

>8
vn

*so

(g) The com m is s io n e r  s h a l l  d e f i n e  a l l  te rm s  and  a d o p t  a l l  r e g u l a t i o n s

n e c e s s a r y  f o r  a  r e a s o n a b l e  u n d e r s t a n d i n g  and e v a l u a t i o n  o f  a  p a r t i c u l a r  

b i d d i n g  method p r i o r  to  t h e  p u b l i c  announcem en t o f  t h e  te rm s  o f  p ro p o se d

s a l e  em p loy ing  t h a t  m e thod*

(h) D e l e t e d .

-1 1 -
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( i )  At h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  may e n t e r  i n t o  an a g re em en t 

w he reby , w i t h  t h e  c o n s e n t  o f  t h e  l e s s e e ,  t h e  s t a t e ’ s r o y a l t y  s h a r e  o f  o i l  

and g a s  p r o d u c t i o n  may be s t o r e d  o r  r e t a i n e d  i n  s t o r a g e  by t h e  l e s s e e ,  o r  

t h e  c om m is s io n e r  may e n t e r  i n t o  a n  ag re em en t  w i t h  one o r  more o f  t h e  

a f f e c t e d  f i e l d  l e a s e  h o l d e r s  t o  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  from  a 

f i e l d  f o r  a  l i k e  amoun t , k i n d ,  and q u a l i t y  o f  f u t u r e  p r o d u c t i o n ,  on t h e  

c o n d i t i o n  t h a t  t h e  s t a t e  r e c e i v e s  b a c k  i t s  s t o r e d  o r  t r a d e d  r o y a l t y  

s h a r e  d u r i n g  t h e  f i r s t  h a l f  o f  t h e  e s t im a t e d  f i e l d  l i f e  o r  no l a t e r  

t h a n  15 y e a r s  a f t e r  s t a r t  o f  p r o d u c t i o n ,  w h ic h e v e r  i s  s o o n e r .

>
6)
O

Ul
*
O '
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( i )  A t h i s  d i s c r e t i o n ,  t h e  c om m is s io n e r  may e n t e r  i n t o  an  ag re em en t  

w he reby , w i th  t h e  c o n s e n t  o f  t h e  l e s s e e ,  t h e  s t a t e ' s  r o y a l t y  s h a r e  o f  o i l  

and gas p r o d u c t i o n  may b e  s t o r e d  o r  r e t a i n e d  i n  s t o r a g e  by  t h e  l e s s e e ,  o r  

t h e  c om m iss io n e r  may e n t e r  i n t o  an ag re em en t  w i t h  one  o r  more o f  t h e

a f f e c t e d  f i e l d  l e a 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  from  a

f i e l d  f o r  a  l i k e  amoun t , k i n d ,  and q u a l i t y  o f  f u t u r e  p r o d u c t i o n ,  on t h e  

c o n d i t i o n  t h a t  t h e  s t a t e  r e c e i v e s  b a c k  i t s  s t o r e d  o r  t r a d e d  r o y a l t y  

s h a r e  d u r i n g  t h e  f i r s t  h a l f  o f  t h e  e s t im a t e d  f i e l d  l i f e  o r  no l a t e r  th a n

15 y e a r s  a f t e r  s t a r t  o f  p r o d u c t i o n ,  w h ic h e v e r  i s  s o o n e r .
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( j )  An o i l  and g a s  l e a s e  must c o v e r  a  r e a s o n a b ly  compact a r e a  n o t  ex ­

c e e d in g  5 ,7 6 0  a c r e s ,  and m ust b e  f o r  a  p e r i o d  o f  f i v e  y e a r s .  The commiss­

i o n e r  may g r a n t  a  l e a s e  f o r  a  te rm  g r e a t e r  t h a n  f i v e  y e a r s  b u t  n o t  to  

ex c e ed  ]0 y e a r s ,  w here  he f i n d s  t h a t  t h e  l o n g e r  p e r i o d  i s  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  and deve lopm en t i n  a r e a s  where  e n v i r o n m e n t a l  c o n -  

d i d i t o n s  s e v e r l y  r e s t r i c t  o p e r a t i o n s .  An o i l  and gas l e a s e  s h a l l  be 

a u t o m a t i c a l l y  renewed  i f  and f o r  so lo n g  t h e r e a f t e r  a s  o i l  o r  g as i s  

p ro d u c e d  i n  p a y in g  q u a n t i t i e s  from t h e  l e a s e  o r ,  i f  t h e  l e a s e  i s  com­

m i t t e d  to  a  u n i t  a pp rov ed  by t h e  com m is s io n e r .  A l e a s e  i s s u e d  unde r  

t h i s  s e c t i o n  c o v e r i n g  l a n d  on which t h e r e  i s  a  w e l l  c a p a b l e  o f  p ro d u c in g  

o i l  o r  g a s  i n  p a y in g  q u a n t i t i e s  does  n o t  e x p i r e  b e c a u s e  t h e  l e s s e e  f a i l s  t o  

p ro d u c e  o i l  o r  gas u n l e s s  th e  l e s s e e  i s  a l low ed  r e a s o n a b l e  t im e  to  p l a c e  

th e  w e l l  on a p r o d u c in g  s t a t u s .  Upon r e n ew a l ,  t h e  c om m is s io n e r  may i n c r e a s e  

l e a s e  r e n t a l s  so  lo n g  a s  t h e  i n c r e a s e d  r e n t a l  r a t e  do es  n o t  ex ceed  150

p e r  c e n t  o f  t h e  r a t e  o f  t h e  p r e c e d in g  y e a r .  com m is s io n e r  may p ro v id e

by r e g u l a t i o n  and  i n  t h e  l e a s e  t h a t  t h e  l e s s e e  may e a r n  p r o d u c t i o n  r i g h t s  

o ^ ly  to  t h e  d e p th  d r i l l e d  a t  th e  b e g in n in g  o f  p r o d u c t i o n  from  th e  l e a s e . " j  

I f  d r i l l i n g  h a s  commenced on th e  e x p i r a t i o n  d a t e  o f  th e  p r im a ry  te rm  o f  th e  

l e a s e  and i s  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 c e ,  i n c l u d i n g  such  o p e r a t i o n s  

a s  r e d r i l l i n g ,  s i d e t r a c k i n g ,  o r  o t h e r  means n e c e s s a r y  to  r e a c h  t h e  o r i g i n a l l y  

p ro p o s e d  b o t tom  h o l e  l o c a t i o n ,  t h e  l e a s e  c o n t i n u e s  i n  e f f e c t  u n t i l  90 days 

a f t e r  d r i l l i n g  h a s  c e a s e d  and f o r  so  lo n g  t h e r e a f t e r  a s  o i l  o r  g a s  i s  p r o -
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(h )  An o i l  and gas l e a s e  must c o v e r  a r e a s o n a b l y  compact a r e a  n o t  e x ­

c e e d in g  5 ,7 60  a c r e s ,  u n l e s s  t r a c t  s i z e  i n  a d j a c e n t  l a n d s ,  e c onomic o r

£gpio.Ri£ai_factors, relating to that locality require a larger..area.._jBud.

must have  a te rm  o f  t e n  y e a r s .  The com m is s io n e r  mav n r n n t  a l e a s e  f o r  a 

te rm  l e s s  th a n  t e n  y e a r s ,  b u t  n o t  l e s s  th a n  f i v e  y e a r s ,  and o n ly  where th e  

c om m is s io n e r  f i n d s  t h a t  e n v i r o n m e n ta l  and econom ic c o n d i t i o n s  do n o t  

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 . An o i l  and gas l e a s e  s h a l l  be  a u t o m a t i c a l l y  

renewed i f  and f o r  so  lo n g  t h e r e a f t e r  a s  o i l  o r  gas i s  p roduced  i n  p a y in g  

q u a n t i t i e s  from th e  l e a s e  o r ,  i f  t h e  l e a s e  i s  com m it ted  to  a u n i t  a p p ro v ed  

by t h e  c om m is s io n e r .  A l e a s e  i s s u e d  u n d e r  t h i s  s e c t i o n  c o v e r i n g  l a n d  on 

w h ich  t h e r e  i s  a  w e l l  c a p a b l e  o f  p r o d u c in g  o i l  o r  gas i n  p a y in g  q u a n t i t i e s  

doe s  n o t  e x p i r e  b e c a u s e  t h e  l e s s e e  f a i l s  to  p ro du ce  o i l  o r  g a s  u n l e s s  th e  

l e s s e e  i s  a l low ed  r e a s o n a b l e  t im e  to  p l a c e  th e  w e l l  on a p ro d u c in g  s t a t u s .  

Upon r e n ew a l ,  t h e  com m iss ion e r  may i n c r e a s e  l e a s e  r e n t a l s  so lo n g  a s  t h e  

i n c r e a s e d  r e n t a l  r a t e  does n o t  ex ceed  150 p e r  c e n t  o f  th e  r a t '  f o r  th e  p r e

c e d in g  y e a r .  I f  d r i l l i n g  h a s  commenced on th e  e x p i r a t i o n  d a t e  o f  th e  p r i ­

mary te rm  o f  th e  l e a s e  and i s  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 c e ,  t a k in g

i n t o  a c c o u n t  t h e  l i m i t a t i o n s  imposed on d i r l l i n g  o p e r a t i o n s  by A la s ’c»in e n ­

v i r o n m e n t a l  c o n d i t i o n s  and i n c l u d i n g  such  o p e r a t i o n s  a s  r e d r i l l i n g ,  a i d e -  

t r a c k i n g ,  o r  o t h e r  means n e c e s s a r y  to  r e a c h  t h e  o r i g i n a l l y  p ro po sed  b o t tom  

h o l e  l o c a t i o n ,  t h e  l e a s e  s h a l l  c o n t i n u e  i n  e f f e c t  u n t i l  90 day s  a f t e r  d r i l  

l i n g  h a s  c e a s e d  and f o r  so  lo n g  t h e r e a f t e r  a s  t h e r e  i s  a w e l l  t h e r e o n  

c a p a b l e  o f  p ro d u c in g  o i l  o r  gas in  p a y in g  q u a n t i t i e s .



(k) The c om m is s io n e r  may e s t a b l i s h  by  r e g u l a t i o n  t h a t  a f t e r  a  w e l l  h a s  

b een  p lu g g e d  and  ab andon ed , t h e  r e n t a l  r a t e  w h ich  was i n  e f f e c t  d u r i n g  

th e  y e a r  o f  abandonm en t i s  m a in t a i n e d  f o r  t h e  r em a in d e r  o f  t h e  t e rm .  

R e n t a l  i s  p a y a b l e  i n  a d v an c e  and c o n t i n u e s  u n t i l  income t o  t h e  s t a t e  from 

r o y a l t y ,  n e t  p r o f i t ,  o r  e x p l o r a t i o n  work commitment e x c e e d s  r e n t a l  income 

t o  t h e  s t a t e  f o r  t h a t  y e a r ;  a f t e r  t h e  r e n t a l  income s c h e d u l e  h a s  b e en  

e x c e ed ed  f o r  t h r e e  c o n s e c u t i v e  y e a r s ,  t h e  r e n t a l  t e r m i n a t e s .  O i l  and 

gas l e a s e s  s h a l l  p r o v i d e  f c r  paymen t t o  t h e  s t a t e  o f  r e n t a l  on t h e  

f o l l o w in g  b a s i s :

(1) f o r t h e f i r s t  y e a r , $1 .00  p e r  a c r e ;

(2) f o r t h e s e c o n d  y e a r , $1 .50  p e r  a c r e ;

(3) f o r t h e t h i r d  y e a r , $2 .00  p e r  a c r e ;

(4) f o r t h e f o u r t h  y e a r , $2 .50  p e r  a c r e ;

(5) f o r t h e f i f t h  y e a r , $3 .00  p e r  a c r e ;

2VISION OF HOU:
-

( i )  The c om m is s io n e r  may e s t a b l i s h  by r e g u l a t i o n  t h a t  a f t e r  a w e l l  h a s  

b e en  p lu g g e d  and ab andon ed , t h e  r e n t a l  r a t e  w h ich  was i n  e f f e c t  d u r i n g  t h e  

y e a r  o f  abandonm en t i s  m a in t a i n e d  f o r  t h e  r em a in d e r  o f  t h e  t e rm .  R e n ta l  

i s  p a y a b l e  i n  a d v an c e  and  c o n t i n u e s  u n t i l  income t o  t h e  s t a t e  from r o y a l t y ,  

n e t  p r o f i t ,  o r  e x p l o r a t i o n  work commitment e x c e e d s  r e n t a l  income t o  t h e  

s t a t e  f o r  t h a t  y e a r ;  a f t e r  t h e  r e n t a l  income s c h e d u l e  h a s  b e en  ex ceeded  

f o r  t h r e e  c o n s e c u t i v e  y e a r s ,  t h e  r e n t a l  t e r m i n a t e s .  O i l  and g a s  l e a s e s  

s h a l l  p r o v id e  f o r  paymen t t o  t h e  s t a t e  o f  r e n t a l  on t h e  f o l l o w in g  b a s i s :

(1) f o r t h e f i r s t  y e a r , $1 .00  p e r a c r e ;

(2) f o r t h e se c o n d  y e a r , $ 1 .5 0  pe : a c r e ;

(3) f o r t h e t h i r d  y e a r , $2 .00  p e r a c r e ;

(4) f o r t h e f o u r t h  y e a r , $ 2 .50  p e r  a c r e ;

(5) f o r t h e f i f t h  y e a r , $3 .00  p e r a c r e ;
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(1) Upon t im e l y  a p p l i c a t i o n  a s  p r o v id e d  by r e g u l a t i o n ,  t h e  s t a t e  

may i s s u e  t o  t h e  h o l d e r  o f  a  f e d e r a l  o r  p r i v a t e  l e a s e ,  a  s t a t e  s h o r e -

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

o r  p r i v a t e  l e a s e  w h ich  h a s  b e e n  e x c lu d e d  on  t h e  b a s i s  o f  n a v i g a b i l i t y  

o r  w h ich  i s  l a t e r  a d m i n i s t r a t i v e l y  o r  j u d i c i a l l y  d e t e rm in e d  t o  be  

s h o r e l a n d .  The te rm  o f  su ch  a s t a t e  s h o r e l a n d  l e a s e  s h a l l  b e  t h e  same 

a s  t h e  t e rm  o f  t h e  f e d e r a l  o r  p r i v a t e  l e a s e ,  b u t  may n o t  ex c e ed  f i v e  

y e a r s .

( j )  Upon t im e l y  a p p l i c a t i o n  a s  p r o v id e d  D y r e g u l a t i o n ,  t n e  s t a t e  may 

i s s u e  t o  t h e  h o l d e r  o f  a  f e d e r a l  o r  p r i v a t e  l e a s e ,  a s t a t e  s h o r e l a n d s  

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

p r i v a t e  l e a s e  w h ich  h a s  b een  e x c lu d e d  on t h e  b a s i s  o f  n a v i g a b i l i t y  o r  

w h ich  i s  l a t e r  a d m i n i s t r a t i v e l y  o r  j u d i c i a l l y  d e t e rm in e d  t o  be s h o r e l a n d .  

The t e rm  o f  su c h  a  s t a t e  s h o r e l a n d  l e a s e  s h a l l  be t h e  same a s  t h e  te rm  o f  

t h e  f e d e r a l  o r  p r i v a t e  l e a s e .
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(m) To c o n s e r v e  t h e  n a t u r a l  r e s o u r c e s  o f  a l l  o r  a  p a r t  o f  an  o i l
■

o r  g a s  p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  w h e th e r  o r  n o t  t h e  p a r t  i s  t h e n  

s u b j e c t  t o  a  c o o p e r a t i v e  o r  u n i t  p l a n  o f  d ev e lo pm en t o r  o p e r a t i o n ,  

l e s s e e s  a nd  t h e i r  r e p r e s e n t a t i v e s  may u n i t e  w i t h  e a ch  o t h e r ,  o r  j o i n t l y  

o r  s e p a r a t e l y  w i t h  o t h e r s ,  i n  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  o f  d ev e lo pm en t  o r  o p e r a t i o n  o f  t h e  p o o l ,  

f i e l d ,  o r  l i k e  a r e a ,  o r  a  p a r t  o f  i t ,  when d e t e rm in e d  and c e r t i f i e d  by 

t h e  c om m is s io n e r  t o  b e  n e c e s s a r y  o r  a d v i s a b l e  i n  t h e  p u b l i c  i n t e r e s t .

The c om m is s io n e r  may, w i th  t h e  c o n s e n t  o f  t h e  h o l d e r s  o f  l e a s e s  

i n v o l v e d ,  e s t a b l i s h ,  c h an g e ,  o r  r e v o k e  d r i l l i n g ,  p r o d u c i n g ,  r e n t a l  

minimum r o y a l t y ,  and r o y a l t y  r e q u i r e m e n t s  o f  t h e  l e a s e s  and  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  t o  t h e  l e a s e s ,  w i t h  l i k e  c o n s e n t  on t h e  

p a r t  o f  t h e  l e s s e e s ,  i n  c o n n e c t i o n  w i t h  t h e  i n s t i t u t i o n  and o p e r a t i o n  

o f  a  c o o p e r a t i v e  o r  u n i t  p l a n  a s  h e  d e t e rm in e s  n e c e s s a r y  o r  p r o p e r  t o  

s e c u r e  t h e  p r o p e r  p r o t e c t i o n  o f  t h e  p u b l i c  i n t e r e s t .  The c om m is s io n e r  

may r e q u i r e  o i l  and  g a s  l e a s e s  i s s u e d  u n d e r  t h i s  s e c t i o n  t o  c o n t a i n  a 

p r o v i s i o n  r e q u i r i n g  t h e  .Lessee t o  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 t i v e  

o r  u n i t  p l a n ,  and  he  may p r e s c r i b e  a p l a n  u n d e r  w h ich  t h e  l e s s e e  m ust 

o p e r a t e .  The p l a n  m u s t  a d e q u a t e ly  p r o t e c t  a l l  p a r t i e s  i n  i n t e r e s t ,  

i n c l u d i n g  t h e  s t a t e .

U)

JS

(k) To p rom o te  t h e  m ost e f f i c i e n t  d ev e lo pm en t o f  t h e  n a t u r a l  r e s o u r c e s  

o f  a l l  o r  p a r t  o f  an o i l  o r  g a s  p o o l ,  f i e l d ,  o r  l i k e  a r e a ,  w h e th e r  o r  n o t  

t h e  p a r t  i s  t h e n  s u b j e c t  t o  a c o o p e r a t i v e  o r  u n i t  p l a n  o f  d e v e lo pm en t  o r  

o p e r a t i o n ,  l e s s e e s  and  t h e i r  r e p r e s e n t a t i v e s  may u n i t e  w i th  each  o t h e r ,  o r  

j o i n t l y  o r  s e p a r a t e l y  w i t h  o t h e r s ,  i n  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  o f  d ev e lo pm en t o r  o p e r a t i o n  o f  t h e  p o o l ,  

f i e l d ,  o r  l i k e  a r e a ,  o r  a p a r t  o f  i t ,  when d e t e rm in e d  and c e r t i f i e d  by the 

c om m is s io n e r  t o  be  n e c e s s a r y  o r  a d v i s a b l e  i n  t h e  p u b l i c  i n t e r e s t .  The 

com m is s io n e r  may, w i t h  t h e  c o n s e n t  o f  t h e  h o l d e r s  o f  l e a s e s  i n v o l v e d ,  

e s t a b l i s h ,  ch an g e , o r  r e v o k e  d r i l l i n g ,  p r o d u c i n g ,  r e n t a l  minimum r o y a l t y ,  

and r o y a l t y  r e q u i r e m e n t s  o f  t h e  l e a s e s  and  a d o p t  r e g u l a t i o n s  w i th  r e f e r e n c e  

t o  t h e  l e a s e s  w i th  l i k e  c o n s e n t  on t h e  p a r t  o f  t h e  l e s s e e s ,  i n  c o n n e c t i o n  

w i t h  t h e  i n s t i t u t i o n  and o p e r a t i o n  o f  a c o o p e r a t i v e  o r  u n i t  p l a n  a s  he 

d e t e rm in e s  n e c e s s a r y  o r  p r o p e r  t o  s e c u r e  t h e  p r o p e r  p r o t e c t i o n  o f  t h e  

p u b l i c  i n t e r e s t .  The com m is s io n e r  may r e q u i r e  o i l  and ga? l e a s e s  i s s u e d  

u n d e r  t h i s  s e c t i o n  t o  c o n t a i n  a  p r o v i s i o n  r e q u i r i n g  t h e  l e s s e e  t o  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 t i v e  o r  u n i t  p l a n ,  and he may p r e s c r i b e  a p l a n  

u n d e r  w h ich  t h e  l e s s e e  m ust o p e r a t e .  The p l a n  must a d e q u a t e ly  p r o t e c t  

a l l  p a r t i e s  i n  i n t e r e s t ,  i n c l u d i n g  t h e  s t a t e .
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(n) A p l a n  a u t h o r i z e d  b y  (m) o f  t h i s  s e c t i o n ,  w h ich  i n c l u d e s  l a n d  

owned by t h e  s t a t e ,  may c o n t a i n  a p r o v i s i o n  v e s t i n g  t h e  com m is s io n e r ,  

o r  a p e r s o n  com m it te e ,  o r  s t a t e  a g en cy  w i th  a u t h o r i t y  t o  m od ify  from  t im e  

t o  t im e  t h e  r a t e  o f  p r o s p e c t i n g  and  d ev e lo pm en t and t h e  q u a n t i t y  and  r a t e  

o f  p r o d u c t i o n  u n d e r  t h e  p l a n .  A l l  l e a s e s  o p e r a t e d  u n d e r  a  p l a n  a p p ro v ed  

o r  p r e s c r i b e d  by t h e  c om m is s io n e r  a r e  excep t-ed i n  d e t e rm in in g  h o l d i n g s  o r  

c o n t r o l  u n d e r  s e c .  140 o f  t h i s  c h a p t e r .  The p r o v i s i o n s  o f  t h i s  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  o r  u n i t  n l a n s  a r e  i n  a d d i t i o n  t o ,  and  do n o t  

a f f e c t  AS 3 1 .0 5 .

(o) P r o d u c in g  a c r e a g e  on  a  known g e o l o g i c  s t r u c t u r e  o f  a  p ro d u c in g  

o i l  o r  g a s  f i e l d  i s  e x c lu d e d  from c h a r g e a b i l i t y  a s  a g a i n s t  t h e  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  o f  s e c .  140 o f  t h i s  c h a p t e r .
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(1) A p l a n  a u t h o r i z e d  by ( j )  o f  t h i s  s e c t i o n ,  which i n c l u d e s  l a n d  

owned by t h e  s t a t e ,  may c o n t a i n  a p r o v i s i o n  v e s t i n g  t h e  c om m is s io n e r ,  o r  

a  p e r s o n ,  c om m i t te e ,  o r  s t a t e  a g en cy  w i t h  a u t h o r i t y  t o  m od ify  from  tim e  

t o  t im e  t h e  r a t e  o f  p r o s p e c t i n g  and d ev e lo pm en t and t h e  q u a n t i t y  and 

r a t e  o f  p r o d u c t i o n  u n d e r  t h e  p l a n .  A l l  l e a s e s  o p e r a t e d  u n d e r  a  p l a n  

ap p ro v ed  o r  p r e s c r i b e d  by t h e  com m is s io n e r  a r e  e x c e p te d  i n  d e t e rm in in g  

h o l d i n g s  o r  c o n t r o l  u n d e r  s e c .  140 o f  t h i s  c h a p t e r .  The p r o v i s i o n s  o f  

t h i s  s e c t i o n  c o n c e r n in g  c o o p e r a t i v e  o r  u n i t  p l a n s  a r e  i n  a d d i t i o n  t o ,  and  

a r e  s u b j e c t  t o  t h e  s t a t e ' s  a u t h o r i t y  t o  p r o h i b i t  w a s te  o f  o i l  and g a s  i n  

AS 3 1 .0 5 .

(m) P ro d u c in g  a c r e a g e  on  a known g e o l o g i c  s t r u c t u r e  o f  a p ro d u c in g  

o i l  o r  g a s  f i e l d  i s  e x c lu d e d  from c h a r g e a b i l i t y  a s  a g a i n s t  t h e  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  o f  s e c .  140 o f  t h i s  c h a p t e r .



(p) When 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 lo p e d  and 

o p e r a t e d  i n  c o n f o rm 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  o r  d e v e lo pm en t  

p ro g ram , a  l e a s e ,  o r  a p o r t i o n  o f  a  l e a s e ,  may b e  p o o l e d  w i t h  o t h e r  l a n d ,
i

w h e th e r  o r  n o t  owned by t h e  s t a t e ,  u n d e r  a  c o m m u n i t i z a t i o n  o r  d r i l l i n g  

a g r e em en t  p r o v i d i n g  f o r  an  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  o r  r o y a l t i e s  

among t h e  s e p a r a t e  t r a c t s  o f  l a n d  c o m p r i s i n g  t h e  d r i l l i n g  o r  s p a c i n g  

u n i t  when d e t e rm in e d  by t h e  c om m is s io n e r  t o  be i n  t h e  p u b l i c  i n t e r e s t .  

O p e r a t i o n s  o r  p r o d u c t i o n  u n d e r  t h e  a g r e em en t  a r e  c o n s i d e r e d  a s  o p e r a t i o n s  

o r  p r o d u c t i o n  a s  t o  each  l e a s e  com m it ted  t o  t h e  a g r e em en t .

(q) The c om m is s io n e r  n a y ,  on  c o n d i t i o n s  wh ich  h e  p r e s c r i b e s ,  a p p ro v e  

d r i l l i n g ,  o r  d e v e lo pm en t  c o n t r a c t s  made by one  o r  more l e s s e e s  o f  o i l  o r  

g a s  l e a s e s ,  w i t h  one o r  more p e r s o n s ,  when, i n  h i s  d i s c r e t i o n ,  t h e  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  o r  t h e  p u b l i c  c o n v e n ie n c e  o r  n e c e s s i t y  r e q u i r e s  

i t  o r  t h e  i n t e r e s t s  o f  t h e  s t a t e  a r e  b e s t  s e r v e d .  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 ro v e d  d r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s ,  and i n t e r e s t s  u n d e r  them , 

a r e  e x c e p t e d  i n  d e t e rm in in g  h o l d i n g  o r  c o n t r o l  u n d e r  s e c .  140 o f  t h i s  

c h a p t e r .  D r i l l i n g  o r  d ev e lo pm en t c o n t r a c t s  may i n c l u d e ,  a t  t h e  d i s ­

c r e t i o n  o f  t h e  c om m is s io n e r ,  p r o v i s i o n s  a u t h o r i z i n g  t h e  s t a t e  t o  s h a r e

i n  t h e  c o s t s  o f  e x p l o r a t i o n .
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(n) When s e p a r a t e  t r a c t s  c a n n o t  be  i n d i v u d u a l l y  d e v e lo p e d  and o p e r a t e d  

i n  c o n f o rm i ty  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  o r  d ev e lo pm en t p ro g ram , a 

l e a s e ,  o r  a p o r t i o n  o f  a l e a s e ,  may be p o o l e d  w i th  o t h e r  l a n d ,  w h e th e r  o r  

n o t  owned by t h e  s t a t e ,  u n d e r  a c o m m u n i t i z a t i o n  o r  d r i l l i n g  a g re em en t  

p r o v i d i n g  f o r  a  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  o r  r o y a l t i e s  among t h e  s e p a r a t e  

t r a c t s  o f  l a n d  c o m p r i s in g  t h e  d r i l l i n g  o r  s p a c i n g  u n i t  when d e t e rm in e d  by 

;he com m is s io n e r  t o  be i n  t h e  p u b l i c  i n t e r e s t .  O p e r a t i o n s  o r  p r o d u c t i o n  

u n d e r  t h e  a g re em en t  a r e  c o n s i d e r e d  a s  o p e r a t i o n s  o r  p r o d u c t i o n  a s  t o  each  

l e a s e  c om m it ted  t o  t h e  a g r e em en t .

(o) The com m is s io n e r  may, on c o n d i t i o n s  w h ich  he  p r e s c r i b e s ,  a p p ro v e  

d r i l l i n g ,  o r  d ev e lo pm en t c o n t r a c t s  made by one o r  more l e s s e e s  o f  o i l  o r  

g a s  l e a s e s ,  w i t h  one  o r  more p e r s o n s ,  when, i n  h i s  d i s c r e t i o n ,  t h e  c on ­

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  o r  t h e  p u b l i c  c o n v e n ie n c e  o r  n e c e s s i t y  

r e q u i r e s  i t  o r  t h e  i n t e r e s t s  o f  t h e  s t a t e  a r e  b e s t  s e r v e d .  A l l  l e a s e s  

o p e r a t e d  u n d e r  app ro v ed  d r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s ,  and i n t e r e s t s  

u n d e r  them a r e  e x c e p te d  i n  d e t e rm in in g  h o l d i n g  o r  c o n t r o l  u n d e r  s e c .  140 

o f  t h i s  c h a p t e r .  D r i l l i n g  o r  d e v e lo pm en t  c o n t r a c t s  may i n c l u d e ,  a t  t h e  

d i s c r e t i o n  o f  t h e  c om m is s io n e r ,  p r o v i s i o n s  a u t h o r i z i n g  t h e  s t a t e  t o  s h a r e  

i n  t h e  c o s t s  o f  e x p l o r a t i o n .
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( r )  To a v o id  w a s te  o r  t o  p rom o te  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 ,  

t h e  c om m is s io n e r  may a u t h o r i z e  t h e  s u b s u r f a c e  s t o r a g e  o f  o i l  o r  g a s  

w h e th e r  o r  n o t  p ro d u c e d  f rom  s t a t e  l a n d ,  i n  l a n d  l e a s e d  o r  s u b j e c t  t o  

l e a s e  u n d e r  t h i s  s e c t i o n .  T h is  a u t h o r i z a t i o n  may p r o v id e  f o r  t h e  

paym en t o f  a  s t o r a g e  f e e  o r  r e n t a l  on t h e  s t o r e d  o i l  o r  g a s ,  o r  i n s t e a d  

o f  t h e  f e e  o r  r e n t a l ,  f o r  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  i n  t h e  

l e a s e  when t h e  s t o r e d  o i l  o r  g a s  i s  p ro d u c e d  i n  c o n j u n c t i o n  w i t h  o i l  o r  

g as n o t  p r e v i o u s l y  p ro d u c e d  i n  p a y in g  q u a n t i t i e s .

( s )  Each o i l  o r  g a s  l e a s e  i s s u e d  by t h e  s t a t e  m us t c o n t a i n  a  p r o v i s i o n  

r e q u i r i n g  t h e  l e s s e e  t o  f u r n i s h  t h e  D epa r tm en t o f  L abo 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  t h e  employment o f  s t a t e  r e s i d e n t s  on t h e  l e a s e d  p r o p e r t y .  The 

c om m is s io n e r  o f  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  t o  im p lem en t t h i s  

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  t h i s  c h a p t e r  i s  v a l i d  u n l e s s  i t  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  t h e  employment o f  q u a l i f i e d  A la sk a  r e s i d e n t s  i n  

a c c o r d a n c e  w i t h  AS 3 8 .4 0 .0 3 0 ,  and  c om p l ie s  i n  a l l  r e s p e c t s  w i t h  t h e  r e q u i r e ­

m en ts  o f  c h .  40 o f  t h i s  t i t l e .
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(p) To p rom o te  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 ,  t h e  c om m is s io n e r  may 

a u t h o r i z e  t h e  s u b s u r f a c e  s t o r a g e  o f  o i l  o r  g a s  w h e th e r  o r  n o t  p ro d u c ed  from

s t a t e  l a n d ,  i n  l a n d  l e a s e d  o r  s u b j e c t  t o  l e a s e  u n d e r  t h i s  s e c t i o n .

T h i s  a u t h o r i z a t i o n  may p r o v i d e  f o r  t h e  payment o f  a  s t o r a g e  f e e  o r  r e n t a l  

on t h e  s t o r e d  o i l  o r  g a s ,  o r ,  i n s t e a d  o f  t h e  f e e  o r  r e n t a l ,  f o r  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  i n  t h e  l e a s e  when t h e  s t o r e d  o i l  o r  g a s  i s  

p ro d u c e d  i n  c o n j u n c t i o n  w i th  o i l  o r  g a s  n o t  p r e v i o u s l y  p ro d u c e d  i n  

p a y in g  q u a n t i t i e s .

(q) Each  o i l  o r  g a s  l e a s e  i s s u e d  by t h e  s t a t e  m ust c o n t a i n  a p r o v i s i o n  

r e q u i r i n g  t h e  l e s s e e  t o  f u r n i s h  t h e  D ep a r tm en t o f  L abo 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  t h e  employment o f  s t a t e  r e s i d e n t s  on  t h e  l e a s e d  p r o p e r t y .  The

com m is s io n e r  o f  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  t o  im p lem en t t h i s  

s u b s e c t i o n .  No l e a s e  i s s u e d  u nd e r  t h i s  c h a p t e r  ^ s v a l i d  u n l e s s  i t  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  t h e  employment o f  q u a l i f i e d  A la sk a  r e s i d e n t s  i n  

a c c o r d a n c e  w i t h  AS 3 8 .4 0 .0 3 0 ,  and com p l ie s  i n  a l l  r e s p e c t s  w i t h  th e  

r e q u i r e m e n t s  o f  c h .  40 o f  t h i s  t i t l e .



( t )  N o tw i t h s t a n d in g  any  o t h e r  p r o v i s i o n  o f  t h i s  s e c t i o n ,  l a n d  w h ich  h a s  

b e en  o f f e r e d  f o r  l e a s e  w i t h i n  t h e  p r e v i o u s  f i v e  y e a r s  b u t  w h ich  r e c e i v e d  

no b i d s  a t  c o m p e t i t i v e  s a l e  may b e ,  a t  t h e  d i s c r e t i o n  o f  t h e  c o m m is s io n e r ,  

im m ed ia t e ly  o f f e r e d  f o r  l e a s e ,  u n d e r  r e g u l a t i o n s  a d o p te d  by  h im , upon 

t e rm s  a p p e a r i n g  m ost a d v a n ta g e o u s  t o  t h e  s t a t e ,  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 .  The com m is s io n e r  s h a l l  u s 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 di

upon s u c h  f o rm u la e  a s  h e  d e t e rm in e s  t o  b e  i n  t h e  p u b l i c  i n t e r e s t  b u t  n o t  

l e s s  t h a n  12 1 /2  p e r  c e n t  a t  t h e  b e g in n i n g  o f  p r o d u c t i o n  from  t h e  l e a s e  

i n  amount o r  v a l u e  o f  t h e  p r o d u c t i o n  removed o r  s o l d  from  t h e  l e a s e  o r  

u n i t  a r e a  e n com pa ss in g  t h e  l e a s e .  A l e a s e  m us t p r o v i d e  f o r  paymen t to  

t h e  s t a t e  o f  r e n t a l  b u t  n eed  n o t  a d h e r e  t o  t h e  r e n t a l  s c h e d u l e  i n  (k )  o f  

t h i s  s e c t i o n  n o r  t o  t h e  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  i n  ( j )  o f  t h i s  

s e c t i o n .  The l e a s e  t e rm  may n o t  ex ceed  f i v e  y e a r s  e x c e p t  a s  p r o v id e d

( t )  N o tw i th s t a n d in g  any  o t h e r  p r o v i s i o n  o f  t h i s  s e c t i o n ,  l a n d  w h ich  h a s  

b een  o f f e r e d  f o r  l e a s e  w i t h i n  t h e  p r e v i o u s  f i v e  y e a r s  b u t  w h ich  r e c e i v e d  

no b i d s  a t  c o m p e t i t i v e  s a l e  may b e ,  a t  t h e  d i s c r e t i o n  o f  t h e  c om m is s io n e r ,  

im m ed ia te ly  o f f e r e d  f o r  l e a s e ,  u nde r  r e g u l a t i o n s  a d o p te d  by h im , upon 

te rm s  a p p e a r i n g  most a d v a n ta g e o u s  to  t h e  s t a t e ,  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 .  The c om m is s io n e r  s h a l l  u se  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  

upon su ch  fo rm u la e  a s  he d e t e rm in e s  t o  be i n  t h e  p u b l i c  i n t e r e s t  b u t  n o t  

l e s s  t h a n  12 1 /2  p e r  c e n t  a t  th e  b e g in n in g  o f  p r o d u c t i o n  from  t h e  l e a s e  

i n  amount o r  v a l u e  o f  th e  p r o d u c t i o n  removed o r  s o ld  from  t h e  l e a s e  o r  

u n i t  a r e a  e n com pas s in g  t h e  l e a s e .  A l e a s e  m ust p r o v i d e  f o r  payment to  

t h e  s t a t e  o f  r e n t a l  b u t  n eed  n o t  a d h e r e  to  th e  r e n t a l  s c h e d u l e  i n  (k) o f  

t h i s  s e c t i o n  n o r  to  t h e  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  i n  ( j )  o f  t h i s  

s e c t i o n .  The l e a s e  t e rm s  may n o t  ex ceed  f i v e  y e a r s  e x c e p t  a s  p r o v id e d
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*S ec . 2 . AS 3 8 .0 5 .1 3 5 (b )  i s  r e p e a l e d  and  r e - e . i a c t e d  t o  r e a d :

(b) When m in e r a l s  a r e  t o  be  l e a s e d ,  i n  a d d i t i o n  t o  any  o t h e r  

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

345 o f  t h i s  c h a p t e r .

*S ec . 3. AS 3 8 .0 5 .1 4 0 ( c )  i s  amended t o  r e a d :

(c) No p e r s o n  may t a k e  o r  h o ld  a t  one t im e  p h o s p h a te  l e a s e s  on 

s t a t e  l a n d s  e x c e e d in g  t h e  a g g r e g a t e  10 ,240 a c r e s .  No p e r s o n  may t a k e  o r  

h o ld  sod ium  l e a s e s  o r  p e rm i t s  f o r  up t o  15 ,360 a c r e s .  No p e r s o n  may t a k e  

o r  h o l d  a t  any one  t im e  o i l  o r  g a s  l e a s e s  e x c e e d in g  i n  t h e  a g g r e g a t e

200 ,000  (500 ,000) a c r e s  g r a n t e d  on t i d e  and submerged l a n d s ,  and 400 ,000  

a c r e s  on  a l l  l a n d  (LANDS) o t h e r  th a n  t i d e  and  submerged l a n d  (LANDS), 

i n c l u d i n g  l e a s e s  h e l d  b o t h  a s  l e s s e e  and  u n d e r  o p t i o n  o r  o p e r a t i n g  a g r e e ­

men t from  o t h e r s .  A p e r s o n  h a s  f iv a _ y .£ a r s  from t h e  e f f e c t i v e  d a t e  o f

t h i s  A c t t o  con fo rm  t o  tfrh 2 0 0 ,0 0 0 -a c r e -< ip la n d  l i m i t a t i o n .  Where more t h a n  

a  s i n g l e  p e r s o n  h o ld s  an i n t e r e s t  i n  an o i l  o r  g as l e a s e ,  e a c h  p e r s o n  

s h a l l  b e  c h a rg e d  o n ly  w i t h  t h a t  p e r c e n t a g e  o f  t h e  t o t a l  a c r e a g e  wh ich  

c o r r e s p o n d s  t o  i t s  p e r c e n t a g e  s h a r e  o f  t h e  t o t a l  b e n e f i c i a l  i n t e r e s t  i n  

t h e  l e a s e .

*S e c .  4 . AS 3 8 .0 5 .1 4 5 (b )  i s  r e p e a l e d .
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(b) When m in e r a l s  a r e  t o  b e  l e a s e d ,  i n  a d d i t i o n  t o  any o t h e r  

n o t i c e  g i v e n ,  n o t i c e  m ust a l s o  be g iv e n  a s  p r o v id e d  i n  s e c s .  305 and 

345 o f  t h i s  c h a p t e r .

*S ec . 3 . AS 3 8 .0 5 .1 4 0 ( c )  i s  amended t o  r e a d :

(c) No p e r s o n  may t a k e  o r  h o ld  a t  on e  t im e  p h o s p h a te  l e a s e s  on 

s t a t e  l a n d s  e x c e e d in g  t h e  a g g r e g a t e  10 ,240  a c r e s .  No p e r s o n  may t a k e  o r  

h o lu  sod ium  l e a s e s  on s t a t e  l a n d s ,  e x c e e d in g  i n  t h e  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  t h e  c om m is s io n e r  may, where i t  i s  n e c e s s a r y  i n  

o r d e r  t o  s e c u r e  t h e  econom ic m in in g  o f  sodium  compounds, p e rm i t  a p e r s o n  

t o  t a k e  o r  h o ld  sod ium  . le a s e s  o r  p e rm i t s  f o r  up t o  15 ,360 a c r e s .  No 

p e r s o n  may t a k e  o r  h o ld  a t  any  one t im e  o i l  o r  g a s  l e a s e s  e x c e e d in g  i n  

t h e  a g g r e g a t e  500 ,000 a c r e s  g r a n t e d  on t i d e  and submerged l a n d s ,  and

400 ,000 a c r e s ,  on a l l  l a n d  (LANDS) o t h e r  t h a n  t i d e  and submerged l a n d

5S)-> i n c l u d i n g  l e a s e s  h e ld  b o th  a s  l e s s e e  and u n d e r  o p t i o n  o r  

o p e r a t i n g  a g r e em en t  from o t h e r s .  Where more th a n  a s i n g l e  p e r s o n  h o ld s  

an i n t e r e s t  i n  an o i l  o r  g a s  l e a s e ,  e a ch  p e r s o n  s h a l l  be c h a r g e d  o n ly  w i th  

t h a t  p e r c e n t a g e  o f  t h e  t o t a l  a c r e a g e  wh ich  c o r r e s p o n d s  t o  i t s  p e r c e n t a g e  

s h a r e  o f  t h e  t o t a l  b e n e f i c i a l  i n t e r e s t  i n  t h e  l e a s e .

*Sec . 4 .  AS 3 8 .0 5 .1 4 5 (b )  i s  r e p e a l e d .

*Sec. 2. AS 38.05.135(b) is repealed and re-enacted to read:



(u) The commissioner may, by regulation, restrict joint bidding 

by major or multi-national oil and gas companies to encourage competition.

(v) The State has the right to purchase not more than 16 2/3 per cent 

of the volume of oil and up to 100 per cent of the volume of gas produced 

from a lease issued in accordance with this section, at the regulated price, 

or, if no regulated price applies, at the fair market value at the point 

of sale, except that any oil or gas obtained by the state as royalty or 

net profits shall be credited against the amount that may be purchased 

under this subsection. Oil and gas purchased under this section may be 

used by the state in the same manner as it uses its royalty oil and gas.

(w) A lessee or permittee conducting any exploration for, or develop­

ment or production of, oil or gas on state land shall provide the commis­

sioner access to all data obtained from that activity and shall provide 

copies of specific data, as the commissioner may request.
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(delete)

(r) The commissioner may reserve the right to purchase not more than 

16 2/3 per cent of the volume of oil and gas produced from a lease issued 

in accordance with this section, at the regulated price, or, if rio r a -  

egulated price applies, at the fair market value at the point of sale, 

except that any oil or gas obtained by the state as royalty or net profits 

shall be credited against the amount that may be purchased under this sub­

section. Oil and gas purchased under this section may be used by the 

state in the same manner as it uses its royalt” oil and gas.

(s) A lessee or permittee conducting any exploration for, or develop­

ment or production of, oil or gas on state leases shall provide the comm­

issioner access to all noninterpretive data obtained from that cictivity 

and shall provide copies of specific noninterpretive data, as the commis­

sioner may request. Such data shall be held confidential by the com­

missioner upon request of the lessee or permittee as provided in 

AS 38.05.035. The commissioner shall, by regulation, establish proce­

dures for each office where such data is filed governing access to and

the safekeeping of the data.
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How to Bid for Offshore Rights

Several systems have been proposed to replace the present 
"bonus-bid” method of assigning leases on offshore oil pros­
pects to developers. Of these, Professor John W. Dcvnnncy 
III of M.I.T. opts for "percentage-of-excess-profits" bids (s e e  
p . 42). Other proposed arrangements include work obliga­
tion permits and various forms of royalty bid.iing.

The Work Obligation Permit Plan
Under the work obligation permit plan, developers would 
submit exploratory and provisional drilling plans for a given 
tract. The government would choose the developer with the 
most aggressive, best-considered plan, and the developer 
would then be responsible for agreed-upon amounts of royal­
ties and/or lease rentals. Under this system, used currently by 
the Norwegians and the British in the North Sea, the great 
bulk of any economic rent would be transferred to the de­
veloper, and a portion of this rent would be returned to the 
public in the form of corporate income taxes. Of the possible 
methods reviewed here, this is cleatly the most favorable to 
the developer.
Administering this method to maximize national income 

depends on the skill and honesty of administrators. There arc 
temptations for prospective developers to submit work plans 
which represent ovcr-dcvclopmcnt of the resource so they 
will be judged the most aggressive, and administrators will 
have to be wise cnoug.i to recognize such over-development 
and refuse it. The decisions to be made in choosing the 
"best" work plan arc necessarily judgemental, and they are 
an open invitation to the influence of special interests and 
even to corruption.
But beyond the possibilities of incompctcncy or corruption 

which may result in loss of national income is the basic fact 
that most of the economic rent goes to the developer. Profes­
sor Dcvnnncy concludes that work obligation permitting is 
clearly not desirable, from a nondeveloper point of view. In­
deed, as soon as it became clear that economic rent was as­
sociated with North Sea oil, the British and Norwegians 
moved away from this practice.

Royalty Bidding
Royalty bidding involves competitive bidding on a share of 
the actual gross revenues —  generally a percentage of market 
value —  associated with the resource. This method has long 
been used in state sales of rights, and the federal government 
experimented with it in the Gulf of Mexico in 1974.
Compared with bonus bidding, royalty bidding transfers 

some of the risk prior to exploratory drilling from the de­
veloper to the public. This helps maintain competition 
among bidders, for large amounts of up-front capital arc not 
necessary, and the need for large bidding combines disap­
pears.
However, there arc other problems. While the method 

could theoretically give most of the revenues from offshore 
oil to the public, it could also reduce the total si/e of the 
offshore oil pie. This is because the royalty bid, unlike the 
bonus bid, affects the developer’s marginal expenses. For in­
stance, if a developer overestimates production from a cer­
tain tract, lie v ill freeze himself into a royalty bid that makes 
it unprofitable for hint to develop the smaller, and thus more 
expensive, oil find that is actually made. He will refuse to de­
velop it, and the national income will suffer. This risk may 
especially affect secondary and tertiary production from a

tract; such oil will be more expensive than primary oil but 
still less costly than foreign crude.
Proponents of royalty bidding offer two possible resolu­

tions of this dilemma —  re-leasing and renegotiation. The 
former proposes that if a developer decides not to producc^a 
tract he must turn it back to the government, with all equip­
ment intact, and the government may lease the tract anew, 
presumably to a different developer at a lower royalty. This 
would discourage expensive techniques to enhance oil recov­
ery, because the original leaseholder may choose merely to 
take out the flush production before releasing a tract back to 
the government. This will be rostly to the public, since proc­
esses for secondary and tertiary recovery of oil must begin 
early in a field’s life to be most effective. There is also the 
possibility of excessive administrative costs associated with 
the negotiations necessary for re-leasing.
Advocates of renegotiation propose that if a developer 

feels he cannot develop a field at his bid royalty, he should be 
able to present ! is evidence to the regulatory body which 
should be empowered to grant him a decrease if it finds his 
presentation viable. The obvious problems here are in the 
regulatory body’s verification of the developer’s data. The 
capital-intcnsiveness of offshore oil makes any estimate ex­
tremely sensitive to the cost of capital, and that information 
fs often confidential.
Other potential problems introduced by renegotiation in­

clude temptations for developers to “goldplate” a project 
since additional expenses could come off the royalty —  i.e., 
out of the public’s pocket. A developer might deliberately bid 
high initially in order to obtain a tract, anticipating that he 
will renegotiate later; and he might go through a whole scries 
of renegotiations as his costs for enhanced recovery tech­
niques begin to appear.
Some have suggested a compromise between bonus bid­

ding and royalty bidding, in which developers would enter a 
“high” fixed royalty plus a bonus bid of up-front payments. 
This would decrease the size of bonus bids and aid competi­
tion, say its advocates. Unfortunately, this presents the same 
can of worms as straight royalty bidding.

Installment bonus bidding has also been suggested. This 
means a developer would pay his bonus in three installments 
—  immediately, after three years, and after five years. He 
could surrender the lease before the Inst two payments if 
things failed to work out. But this presents the same pie- 
reducing problems as royalty bidding; if a developer origi­
nally bid $600 million and after exploratory drilling found 
oil worth only $350 million, he would abandon the tract 
rather than pay the final installments even though national 
income would be increased by $350 million if '.he find were 
developed.
There arc advantages, however, in installment bonus bid­

ding. There is an automatic re-leasing provision, which could 
assure that tracts were re-opened for development; and the 
marginal costs of the oil are not affected, which means that 
the developer has incentives to invest early in enhanced re­
covery.

However, the massive amounts of up-front mo.icy in­
volved in even a one-third installment payment of a bonus 
bid will probably still frighten away many bidders. And 
many bidders would increase their total bonus bids consider* 
ably, knowing that they could thus avoid paying additional 
installments.
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ALBERTA, CANADA
Exploratory Drilling Incentive System

A report from Alberta Energy and 
Natural Resources stales the exploratory 
drilling incentive principles adopted for 
wells spudded between Jan. 1,1978 and 
March 31, 1981 were announced by the 
government last fall and will be defined 
in detail in the Exploratory Drilling Incen­
tive Regulation, 1978 when it is issued in 
the near future.

This regulation, however, may not be 
available to industry prior to the com­
mencement of the drilling activity it af­
fects. Accordingly, the essential details 
respecting the forthcoming program are 
described herewith.

The department expects that the prin­
ciples and details outlined here will be 
incorporated, without a change in mean­

ing, into the 1978 Regulation. If, however, 
such a change does occur, the 1978 
Regulation would, of course, take prec­
edence. •

(1) Commencement Date ot the Forth­
coming Piogram

As previously indicated, an incentive 
exploratory well in good standing will be

DRILLING CREDIT AREAS <)
BOUNDARY OF FOOTHILLS DRILLING CREDIT Al EA
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subject to the 1978 Regulation if it com­
mences drilling on or after Jan. 1, 1978. 
This provision will not be affected if the 
licensing or certification date is before 
1978.

(2) Drilling Credit Arjas
Figure 1 shows the drilling credit areas 

as they will be defined under the 1978

Regulation. The Plains and Foothills 
Areas have not been changed. The sub­
sisting Northern Area, however has been 
divided into the new Central and North­
ern Areas shown by the illustration. The 
boundary between the two new areas 
was defined by the Department on the 
basis of well cost data and topographic 
and access considerations.

Figure 2 is provided for the conveni­
ence of industry to depict the '.regular 
eastern boundary of the Foothi’is Are.v A 
similar map was issued by the Boaro in 
1974.

(3) Drilling Credit Schedules
Drilling credits under the 1978 Regula­

tion will be determined from Schedules F

SCHEDULE F
Applicable to the Class A Interval of an Incentive Exploratory

Well that Commences Drilling on or after January 1, 1978

The Class A interval of an incentive exploratory well that com ­
mences drilling on or after January 1, 1978 shall bo determined 
by the Board as the interval below the depth of 2,000 feet that

(i) has not been duplicated by a drilled and abandoned well 
within one and one-half miles.

(ii) occurs moro than 500 foot below the base of the deepest 
accumulation of crude oil or natural gas that in the opinion 
of the Board has been ponetrated by another well within 
threo miles, and

(IS) occurs immediately below tho base of the member or for- 
malion containing the deepest oil sands deposit that in (ho 
opinion of the Board may undorlie tho location of tho said 
Incentive exploratory well.

Whero neither (ii) nor (iii) above applies, t 1 Class A interval 
shall be determined from the depth of 2,0u0 feet to the total 
depth of ttie said inconlivo exploratory well.

Basis (or Crodlt, 
Basis lor Crodil Basis lor Credit Northern and

Plains Area_______ Central Area_______ Foothills Areas
Cumula- Incro- Curnula- Incro- Cumula- Incro-

Depth.
Fool

llvo
Dollars

manial
I/Foot

live
Dollars

muntal
5/Fool

tivo
Dollars

manlat
J/Foot

2,000 0 20 0 30 0 40
3,000 20,000 18 30,000 25 40,000 35
4,000 38,000 18 55,000 25 75,000 40
5,000 50,000 20 80,000 25 115,000 35
6,000 76,000 24 105,000 35 150,000 35
7,000 100,000 30 140,000 40 165,000 50
6,000 130.0CO 40 180,000 50 235,000 65
9,000 170.000 55 230,000 70 300,000 60

10,000 225,0)0 75 300,000 90 380,000 100
11,000 300,000 100 390,000 liO 480,000 120
12,000 400,000 110 500,000 160 600,000 180
13,000 510,000 160 660,000 200 780,000 210
14,000 6 70,(XX) 210 860.000 240 990.000 260
15,000 080,'XX) 280 1,100.000 350 1.250,000 350
16,000 1,160,1)00 340 1,450.000 400 1,600.000 425
17,000 1.500.000 500 1.850.000 550 2,025,000 575
18,000 2,000 000 500 2,400.000 550 2.600.000 575

Figuro 3
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SCHEDULE G

Applicable to tho Class B Interval of an Incentive Exploratory
Well that Commences Drilling on or after January 1, 1978

The Class B interval of an incentive exploratory well that com ­
mences drilling on or alter January 1,1978 shall be determined 
by the Board as the interval below Iho deplh of 2,000 leel that

(i)has boon duplicated by a drilled and abandoned well 
within ono and ono-half miles.

(ii) occurs moro than 500 feel below tho baso of the deepest 
accumulation of crudo oil or natural gas that in tho opinion 
of Iho Board has been penetrated by another woll within 
throe miles, and

(iii) occurs immediately below tho baso of Iho mombor or for­
mation containing the deepest oil sands deposit that in Iho 
opinion ol the Board may underlie Iho location ol the said 
Incentivo oxploralory woll.

Whero neither (ii) nor (iii) above applies, the Class B interval 
shall bo determined from the dopth of 2,000 Icet lo Iho total 
depth of Iho said incentive exploratory well.

Bade lor Crodil 
Ruins Aroa

Basic lot Crodil 
Conlral Aroa

Basis lor Crodil, 
Northern and 
Foothills Areas

Cumula- Incro- Cumula- Incro- Cumula- Incro-
Depth,
Fool

live
Dollars

mental
S/Foot

live
Dollars

mental
$/Fool

live
Dollars

monlol 
SIF oot

2,000 0 15 0 20 0 28
3,000 15,000 14 20,000 20 28,000 29
4,000 29,000 14 40,000 20 57,000 29
5,000 43.000 14 60,000 19 86,000 24
6,000 57,000 18 79,000 26 110,000 30
7,000 75,000 25 105,000 30 140,000 40
8,000 100,000 30 135,000 40 1B0.000 45
9,000 130,000 40 175,000 50 225.000 60

10,000 170,000 55 225,000 05 285,000 75
11,000 225,000 65 290,000 90 360,000 95
12,000 . 290,000 90 380,000 120 455,000 125
13,000 380,000 120 500,000 150 580.000 155
14,000 500,000 160 650,000 100 735.000 190
15.000 660.000 210 830,000 270 925,000 275
16,000 870,000 270 1,100.000 300 1,200,000 310
17.000 1,140,000 360 1,400.000 400 1.510.000 420
18.000 1,500,000 360 1,900,000 400 1,930,000 420

Figure 4 
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and G (Figures 3 and 4). The schedules 
rellecl the government's decision to 
exclude the upper 2,000 feel from Ihe 
(orlhcorning program, and lo increase 
Ihe credils lor qualifying wells deeper 
lhan.aboul 3.500 feel. For wells greater 
than 5,000 (eet in depth, Ihe increase is 
between approximately 25 and 45 per­
cent, the dillerence being justified by the 
Department’s comprehensive well cost 
study. An exception applies to the new 
Northern Area, lor which credit in­
creases at certain depths exceed 45 
percent to correspond with Foothills 
credits.

(4) Royalty Exemptions
(4.1) Eligibility
Crude oil or gas production must 

originate Irom a Class A or Class B inter­
val to qualify lor a royalty exemption. 
Production from any source shallower 
than 2,000 feet will thus not qualify lor 
royally exemption under Ihe 1978 Regu­
lation. An exception lo Ihe loregoing ex­
clusion is lound under the following cir­
cumstances: II convenlional crude oil is 
produced Irom a source ’.hallower than

2,000 leet in the new Northern Area, and 
i( the 2,000-fool interval would have qual­
ified as Class A or Class B lootage pur­
suant lo the 1574 Regulations, Ihe crude 
oil production will be eligible for the nor­
mal royalty exemption applicable to 
deeper production.

(4.2) Duration
The royalty exemptions authorized 

under the 1978 Regulation will app'y to 
the initial 60 crude oil-producing months 
or the initial 12 gas-producing months at 
the well, commencing with the first 
month in which the crude oil or gas 
would otherwise be subject to royalty 
payment.

Additional details concerning these 
and other principles relating to the lorth- 
coming program wili be spccilied in the 
197b Regulation. !f any questions arise 
alter the 1978 Regulation is sludied, they 
may be referred to J. R. Pow or F. Phillips 
of the Energy Resources Conservation 
Board, if they pertain lo the certification 
of a well or the determination of its Class 
A or Class B interval, or to C. R. Smith or 
E. Saldanha of the Department, if they 
are concerned with establishing credit or 
granting royally exemption. □
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Four Articles from Mineral Leasing as an Instrument 

of Public Policy, British Columbia Institute for 

Economic Policy Analysis, 1977j

1. Gregg K. Erickson, "Work Commitment Bidding"

2. Dale R. Jordan, "Petroleum Leasing in British Columbia"

3. Walter J. Mead, "Cash Bonus Bidding for Mineral Resources"

4. /rlon R. Tussing, "The Role of Public Enterprise"
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Work Commitment Bidding
GREGG K. ERICKSON

One result o f  the growing concern in the United States over energy matters 
has been an increased attention to public policies governing the 
development o f Outer Continental Shelf (OCS) oil and gas resources. The 
institutional structure under which all such development has thus far taken 
place was established in 1953 by the Outer Continental Shelf Lands A c t .1 
This unamended statute provides the Secretary o f  the Interior with authority 
lo  sell oil and gas leases to the public on the basis o f cash or royally bids 
offered at scaled bid auctions.

The practice o f  the United States government since the first such sale in 
1954 has been to offer relatively small quantities o f offshore acreage on an 
irregular basis, soliciting always cash rather than royalty rate bids. In recent 
years, the rate at which acreage has moved to market has been accelerating. 
However, the average per acre bonus received by the government has also 
increased, partially reflecting worldwide supply conditions. The fact that 
bids arc received in scaled envelopes has resulted in the winning bid being 
two, three, or several times the amount o f the next highest bid.

Among criticisms o f present policy is the' assertion that this method o f 
lease allocation diverts undesirably large amounts o f J.on t-end money into 
the coffers o f the government landowner, money that could, would, and 
should otherwise be used for development o f  the resource itself.1 One 
possible remedy would involve implementation o f the existing statutory 
authority to substitute royalty rate bids, with fixed and presumably low 
cash bonuses. The problems created by royalty bidding, principally the 
premature shutdown effect and the potential for speculator induced 
misallocalion o f leases, have been well discussed in the literature. More 
importantly, they are well understood by persons influencing both public 
and private mineral resource management policies.’

An alternative proposed remedy to this same perceived problem is less 
well understood. Based in part on the method o f  lease allocation used in the 
offshore areas o f  the United Kingdom , it would allocate exploitation rights 
to the firm that would commit itsqlf to spending the greatest sum in 
developing the resource. Scaled bids would be solicited as under the present 
system, but instead o f cash the bid variable would be the work commitment. 
Proponents o f this system claim that it will divert money the government
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62 Gregg K . Erickson

landowner would otherwise receive via bonuses into exploration and 
development expenditures.* These additional increments o f  expenditure, it is 
further suggested, will increase future production to such an extent that the 
government landowner will be able to recoup the foregone bonus income in 
the form o f  the consequentially increased royalty and tax revenue. Ancillary 
benefits in the form o f employment, resource self-sufficiency, and improved 
trade balances are also sometimes claimed or alluded to.

T o  an economist these arguments may not seem too  persuasive. 
Nevertheless, no one appears to have devoted much effort to analyzing the 
economic implications o f  such a system, and certainly not .in a form that 
would be comprehensive to the noncconomist policy maker.5 This is 
unfortunate not only because o f the substantial public and private interests 
involved; the system has significant implications for minerals other than 
petroleum and in places other than the United States OCS . The purpose 
here is to provide such an analysis.

EVALUATION OF WORK COMMITMENT BIDDING

In evaluating something new the first step is usually to establish a 
standard against which it can be measured. In this context, the system o f 
competitive cash bidding has long attracted economists concerned with the 
problem o f natural resource allocation, not only as an ideal against which 
the performance o f other systems might be measured, but as a practical and 
proven technique for bringing resources into productive employment.

Under an idealized competitive cash bidding arrangement, bidders 
determine the amount they can afford to offer for a mineral lease by a very 
simple process: they subtract their expected costs o f  extraction from their 
cxpeclcd icvenucs. The resulting residual is the maximum the prospective 
bidder can offer for the tract without buying himself an expected loss. 
Competition, o f course, implies that multiple firms will be preparing bids 
on each tract.

Assuming no uncertainty about the amount o f oil to be found or the price 
that oil will eventually bring, and disregarding the time value o f money, the 
firm with the lowest expected costs o f  extraction will be capable o f 
submitting the highest, and thus the winning, bid. This is good from  society’s 
standpoint, since it means that the resource will be developed with the 
minimum expenditure o f scarce goods and services. The resource’s contribu­
tion to economic welfare will be greater than it would have been had the tract 
been awarded to any o f the other, less efficient bidders.

Under a work commitment system each prospective bidder will be 
asking himself: What is the maximum amount I can promise to spend on the 
development o f this tract and stiil expect to break even? Since any cash bonus
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Work Commitment Bidding 63

that would have been offered to acquire a tract under the traditional system is 
no longer necessary, the amount o f  that bonus may clearly be diverted to the 
work commitment without raising costs beyond thebrcakeven point. What is 
not quite so obvious, however, is that the amount a bidder will promise to 
spend under the commitment system will exceed the sum o f  the cash bonus 
and the amount that he would have allocated to development o f  the tract 
under the cash bom's system.

This follows from the fact that any additional increment o f  expenditure 
can almost always be spent in way that will bring about some increase in 
output from the tract and a corresponding increase in revenue.

This is most easily demonstrated with a numerical example. Let us 
assume that a prospective bidder, in determining how much o f  a cash bonus 
he can offer for an oil and gas lease on a hypothetical tract A , has calculated 
the relationship between expenditures on development o f  the tract and 
expected production , and that the results oi his calculations appear as 
plotted in Figure 1.

The vertical axis in this graph (and those that follow ) measures dollars 
expended in the tract’s development, dollars that we assume will be spent 
for construction o f a platform and the .drilling from it o f wells. The 
horizontal scale measures the output that results from that expenditure, 
denominated in millions o f barrels o f oil. The relationship between those 
barrels o f output and the revenue they bring their producer (at an assumed 
price o f  $10 per barrel) is shown, through appropriate choice o f  scales, by 
the dashed 45° straight line running upward to the right. By this means, the 
vertical scale can be used to show the valuc o f  output as well as the cost o f 
production.

In Figure 1, the point closest to the origin indicates that with one 
platform and one well this operator would expend $6 million (vertical scale) 
producing an output o f 550,000 barrels o f  oil, worth S5.5 million 
(determined by the intersection o f the 45“ line with a line drawn vertically 
from .55 million barrels). Moving upward and to the right, each subsequent 
point reflects scriatum the increases in expenditures and output resulting 
from the drilling o f  additional wells.

The general shape o f the curve defined by these points is characteristic o f 
situations where one major input to the productive process (in this case 
land) is held constant, while other inputs (in this case wells) are varied. The 
output curve originates at the lower left hand corner, but it rises vertically at 
first because the initial input o f investment is unproductive: a platform and 
oil well costs a certain amount, and an expenditure o f anything less than 
that threshold amount produces no oil. The cost o f  subsequent wells is 
assumed to be SI million, no matter how many wells arc drilled, creating a 
curve that looks like a staircase where each increment o f  cost (representing a 
new well) creates a new step. The fact that the staircase steepens as we move
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Work Commitment Bidding 65

lo  the right is a reflection o f the diminishing returns, in terms o f  oil 
produced, to each additional well drilled into the fixed geographic area 
encompassed by the lease.

Naturally the prospective bidder will be looking for the point on this 
output curve that puts his costs as far below the 45° line (his output-rcvcnue 
function) as possible. As shown in Figure 1, the maximum cash bid this 
operator could afford to make on tract A  (and still expect to break even) is 
S3 million, which— if he is the winner— would require him to drill three 
wells.

Consider now the situation this bidder would face were a work 
commitment bidding system adopted. The question that now confronts 
him is: How much can 1 spend (or how many wells can 1 drill) on tract A  
and still break even? The answer is clearly $14 million (representing nine 
wells), indicated on the right side o f Figure 2 by the output curve for tract 
A .

If he bidder wins tract A under a work commitment system, his oil 
output will be 1.4 million barrels (Figure 2) as compared to the 1.1 million 
barrels (rigure 1) that lie would have produced had he won the tract in a cash 
bonus sale.

If the success o f a mineral resource management policy is measured by 
the physical quantities o f the mineral educed from the earth, the work 
commitment bidding is clearly superior. A  resource’s contribution to 
economic welfare, however, is not its total output (whether measured in ' 
dollars or physical quantities) but is the residual left over when the costs o f 
all inputs to the productive process (other than the resource itself) arc 
subtracted from the value o f the outputs. In the case o f tract A this residual 
is maximized at S3 million, when the value o f  the inputs is $8 million. As the 
input expenditure is increased above this optimum point, the residual— the 
resource’s potential contribution to economic welfare— is gradually 
dissipated until, at the point where the value o f inputs reaches $14 million, 
there is no more residual left to be dissipated.

In this particular example, the increase in output that would result from a 
switch to work commitment bidding ($3 million) happens to equal the 
amount o f the residual. This coincides with the fact that the expenditure o f 
each additional SI million above $8 million (three wells) contributes exactly 
$500,000 to revenue. If the incremental conttibution o f  the fourth and 
succeeding wells were greater, for example $750,000, the slope o f the output 
curve traced by these points would be flatter, as shown by the squares in 
figure 3, and the increase in production from a switch lo commitment 
bidding would be much greater. T o  put it another way, it would lake twice as 
large an increase in expenditure to dissipate the S3 million residual.
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