


activity in recent years, and subsequent high rates of discoveries since
it was introduced in 1974. This year, the program was extended, until 1981.
The system is simple and is based on a drilling credit which can be
earned by all exploratory wells and which varies according to the footage
drilled and the region drilled in. For example, under the Alberta systenm,
a well drilled to 8,000 feet on the North Slope could earn a credit of,
for example, $2 million, where a similar well on the Kenai Peninsula
might qualify for a $1.5 million credit. Deeper wells could earn
proportionately more, as would offshore wells. These credits could
be scheduled to equal approximately one-third to one-half of the
cost of a well in each region, and they could be used by the earning
company against bonus bids .in a State sale, or against lease rental
payments of royalty payments. The result could be an influx of
capital into Alaska, similar to what has taken place in Alberta. But
since the Commissioner would control the incentive program by regulation,
it would be capital that would be directed by the State to areas in
which the State wished exploration to occur.
Tb allcw the Commissioner the discretion to introduce such a drilling
credit system, we have taken the liberty of proposing general language
in section (f) that could be translated into detailed regulations for
a successful incentive program (see Page 10),
The system vould require control by the Department of Natural Re.sources,
but it could operate with less manpower than is needed for the policing
of net profit bidding or royalty-bidding systems. The benefits would
be tangible and immediate, and would probably exceed, in terms of new
revenues to Alaska, the theoretical and untried potential of royalty

or net-profits bidding.
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Terms and Regulations

On Page 11 of the draft, our proposed language in (G) would replace
(G) and (H) in the original bill. Our language would be simpler and would
accomplish the same purpose, we think.

Lease Terms

On Page 13 of the draft language, our new language in (H) would give
the Commissioner the option to have five-year lease terms, but only where
the Commissioner finds that environmental and economic conditions would
not severely restrict operations. The original language in the bill
requires a five-year lease unless severe environmental conditions require
a longer period.

In most parts of Alaska, severe environmental conditions and remote
exploration locations dictate that drilling and other exploration activity
be done only on a seasonal basis. A five-year lease term would therefore
place great strain on the operator in all parts of the State except for
Cook Inlet or Southern Alaska locations where work can proceed year-round.
Our proposed language would leave the 10-year lease term intact, although
the Commissioner would have the option for shorter terms where environmental
conditions.e permit.

Our proposed language would also give the Commissioner authority
to go to larger lease tracts if circumstances require, 1if, for example,

a work-coirmitment system is used.
90-Day Provision

Also on Page 13 of the draft language, we also amend section (H)
in language dealing with expiration of leases, to reflect unique Alaskan

environmental problems in the term "reasonable diligence.” This language
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deals with activities that an operator nay have underway at the time of
the expiration of a lease. We would like to see environmental conditions
taken into consideration by the Commissioner in delays that might affect
an operator.

Also in section (H) on Page 13, we would suggest amending the language
to reflect that a lease will be extended if there is a well capable of
producing oil and gas, rather than a well producing oil and gas, as in the
original language. Our reasoning is that there oould be situations where
a productive well has been drilled, but there are delays in building
transportion systems to actually take the oil away.

Commissioner®s Role in Conservation

On Page 17 of the draft, we propose new language that would clarify
an apparent ambiguity in the original language regarding the
Commissioner®s conservation regulatory authority under Title 31 over
pools unitized under this chapter. Our suggested language would
reinforce the Commissioner™s conservation authority, and would clarify
this language.

Noncompetitive Leasing

Sohio-BP has no corporate position on nonconpetitive leasing but
while some companies would like to have the option of nonconpetitive leasing
available, there may be situations where the State®s broader public interest
might not be served. Nonconpetitive leasing can invite speculation in
leases and in certain circumstances, there could be adverse environmental

effects.

AGO 546906



Joint Bidding Prohi-bitions

On Page 21 of the draft, the original language in the bill allows
the Commissioner to restrict joint bidding by "major and multinational
oil and gas conpanies™ (these terms are ncwhere defined). There are many
serious problems that are discussed extensively in Part I, Section 11l C
with respect to this provision. Based on the conclusions of the studies
cited in this section ("0il and Gas Leasing: How Competitive?"),* we would
suggest that it is neither necessary nor in the State®s interest ot restrict
joint bidding in any way. Such prohibitions not only restrict entry into
Alaska leasing, but also could reduce potential revenues from lease sales.
We would suggest deletion of this section from the bill.
State®s Right to Purchase Oil and Gas

Section (v) on page 21 in H.B. 854 wauld include in leases a provision
whereby the State “would be allowed to puchase up to 100 percent of any gas
discovered on State lands. This could be very harmful to the State in the
long run, as it could effectively eliminate the financing of exploration
programs by means of gas sale contracts. “lhese contracts have been
normal in Alaska, and in the past few years have contributed many millions
of dollars to oil find gas drilling. This source of investmentwould be cut
off and the proposed provision would only discourage exploration and the
purposeful search for gas.

Under the terms of this section, contractual conmitments would be impossible

to make because the lessee would have no certainty of ownership of gas and
would lose the right to dispose of his share of production to his best

advantage, which oould also be to the State®"s advantage. The result could

be an increase in the risks and costs of exploration.
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In accordance with statements made by Administration officials with
respect to the intent of the langugage in H.B. 854 relating to data
acquisition and confidentiality, we have amended (W) of H.B. 854 on rage 21.
Under our amended language in (s) on the same page, therefore, the Corrmissioner
is given access only to noninterpretative data which shall be held confidential
upon the request of the lessee or permittee as provided in AS 38.05.035.
Additionally, in our (s) section, we have added that the Gbrrtnissioner shelll,
by regulation establish procedures to govern access to and the safekeeping
of such data.

As to the usefulness of such data acquisition, we would refer you to
che analysis contained in PART I, Section IlIl A above ("Data Acquisition:
How Useful?"). This section additionally attempts to explain why data
acquisition by the government is frequently viewed as the first step that
inevitably leads to government drilling corporations.
Acreage Limitations

Section 3 AS 38.05.140(c) in H.B. 854 would limit any one company"s
onshore lease holdings to a limit of 200,000 acres. We would suggest that
this limitation may be unnecessary in reaching the objective of encouraging
competition and may, in fact, undercut the goal of maximizing competition
on State lands simply because some companies are now near or at the proposed
limit in terms of onshore acreage holdings. They would not be able to partici—
pate in future state sales for at least five years if this provision were

enacted.
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The limitation also seems to work against other objectives of H.B. 854.
For instance, the Department of Natural Resources, 1in its corrments on the
proposed work commitment bidding method, acknowledges that large areas on
the order of 100,000 acres are needed to make the type of bidding practical.
Such acreage would be low potential, high risk land which would not normally
be seriously considered for exploration. If the 200,000 acre maximum 1is
retained, no responsible coirpany could even bid on large vork commitment
parcels of this kind. Consequently, retention of this stipulation would
narrow the leasing options available to the State and vould be detrimental

to the responsible assessment of State land.
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I1. SUMMARY AND CCNCLUSICNS

In summary, we would offer these observations and conclusions:

1. H.B. 854 as currently drafted would create a State leasing
system biased towards experimentatibn with procedures that are new
and untried in Alaska. This may not be in the State®"s interest, be—
cause unusual leasing systems could 1lead to delays in petroleum
development that could have serious consequences on future State
revenues and Alaska®s contribution toward U.S. energy needs.

2. The United States faces a critical energy-iirport problem
that may have serious consequences for the Nation®s economy. Alaska
can contribute to the lessening of U.S. dependence on imported oil,
but long lead times and large investments are needed to develop new
petroleum discoveries in remote Alaskan locations. By enacting new
leasing legislation that could lead to unusual and untried lease
systems, the State oould inadvertently delay exploration and devel —
opment in remote Alaslnn areas with resulting consequences in the
global energy/economic sphere.

3. The State of Alaska faces a potentially serious revenue
situation in the late 1980°s as annual State expenditures increase
and oil production frcm the Prudhoe Bay field begins to decline. Again,
the long lead-times needed to find and develop new Alaskan oil discoveries
would indicate that exploration must proceed soon on state lands to provide

needed petroleum revenues.
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4. Alternative bidding systems proposed in H.B. 854, although also proposed
in OCS legislation now pending in Congress, have not had extensive use in
the U.S., nor in very many other places in the world. Experience with royalty
bidding in federal 0CS sales has been dissappointing, and the federal govern—
ment may now be reconsidering the use of alternate bidding systems other
than the competitive bonus-bid procedures.

5. The majority of academic literature that we have been able to find
supports the thesis that the traditional bidding methods have worked well
in the leasing of public lands for petroleum development. Academic experts
also seem to agree that alternative bidding systems present serious problems,
except when used in certain special situations.

6. We have offered in Attachment 1 suggested language that would,
we believe, improve many sections of H.B. 854, and give theC ommissioner
the flexibility he desires while at the same time encouraging the use of
proven leasing systems unless special circumstances dictate the need for
an alternate situation. Royalty-bidding in a drainage sale would be an
example.

7. We have suggested an exploration work-credit program similar to
a successful system used in Alberta that we believe would offer substantial

incentives for increased Alaska oil and gas exploration.
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LEASING METHOCS EXAj-UMED

BUT NOT INCLUDED IN MB 854

The so-called "dual leasing™ system which would authorize the State
to issue separate exploration and production leases. Senator Ted
Steven's amendment to S-S v/ould permit the exploratory lessee to
share with the government (Federal) the costs of the exploratory
drilling program, which would be managed by the lessee, in exchange
for a share of the revenues received by the government from a
subsequently issued production lease.

The Administration believes that the State can know before it
offers its land for drilling what development and production activities
it expects to take place.

Dr. Mason Gaffney's ad valorem charge, or a "post" royalty system
versus the "ante"™ systems in HB 854. In other words, the state
determines its take before discovery, not after. Other governments,
like the Canadian national, are going to the "post" systems, i.e.
"progressive incremental royalty."

Incentives. There are no direct incentives to lessees contemplated
in HB 854, except that "work commitment™ would allow cash bonuses
not to go to the government but instead used by industry for exploration.

Government equities in leases or state-owned and operated exploration
companies are net envisioned in H3 854,

0il Payment Bidding - shift royalty to rental.

Performance System which provides government with the authority to
specify the exact rate and extent of resource development.

« Share Bidding or Phillips Plan. Bonus hids are entered for the entire

structure instead of for a specific tract. Based on their equity in
the field, each company receives a percent of the profits or losses with
a maximum percentage participation by any one company.

Alberta's so-called "checkerboard™ leasing system whereina reservation
holder may apply for leases over not more than 50/. of the area in the
reservation in a checker-board pattern. These leases convey the right

to produce and sell the Crown's oil and gas, and the government retains

the right to alter unilaterally the terms and conditions of the arrangement.
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Fromi

Bleu Beathard, Anchorage

Proposed Amendments to HB 854
(In oriter of importance)

Section N, page <3, lines 20-25.
Delete first two sentences, replace with following:

An oil and gas lease must cover a reasonably compact

area not exceeding 5,760 acres and must be for a period
of ten years. The Commissioner may grant a lease for

a term less than ten years but not less than five years
if he finds that environmental conditions do not severely

restrict operations.

Section 3 AS 3£, 05.140(c), page 12, lines 5-15.

Delete remainder of this section startingwith sentence
that begins No persons may take or hold, and replace
with the following:

No persons may take or hold at any one time oil or gas
leases exceeding in the aggregate 500,000 acres granted
on tide and submerged Innas and 500,000 acres on all
lands other than tide and submerged lands, 1including
lenses held both as lessee and under optiou or operating
agreement from others. Where more than asingle person
holds an interest in an oil or gas lease, each person
shall be charged only with that percentage of the total
acreage which corresponds to its percentage share of the
total beneficial interest in the lease.

Section 0, page 7, line 20.

Amend as follows:

for tho fifth year andsubsequent years, $3.00per acre.

Section C, page 2.

Lino 10 delete words third andfourth, changeyears to year.
Line 12 delcte fourth.

Line 13 delete after the year.
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LEGISLATURE OF THE STATE OF ALASKA
TENTH LEGISLATURE

FISCAL NOTE

REQUEST HOUSE BILL NO. 354

Bill/Resolution No. . . .
Title Leagmg and exploratlon of state for nil and ¢m rip.vrGnpmant
Requested bv ~ Governo Date

Il FISCAL DETAIL
Agency Affected  Department of Natural Resources
Program Category Affected
Budget Request U'iil(s) Affected_

EXPENDITURES (Thousands of Dollars)

FY 78 FY 79 FY 80 FY 81 FY 82 FY S3

ion PERSONAL SERVICES

2on  TRAVEL

3on CONTRACTUAL

400 COMMODITIES

/too EQUIPMENT

r.nn LAND & STRUCTURES
700 GRANTS. CLAIMS. ETC

TOTAL

FUNDING (Thousands of Dollars)

GENERAL FUND 0 0 0 0 0 0
FEDERAL FUNDS

OTHER (Snocifv)

POSITIONS

FULL TIME 0 0 0 0 0 0
PART TIME
TEMPORARY

HI. ANALYSIS (See Fiscal Note Preparation Instructions, Sectjon 1II) .
Existing aJmlnlstratlve stafl are capa T o? eyafuatlng and_carrying out lease sales
under any of the proposed leasing methods within the reporting period unless the
number and volume of sale? |n,5|gn|f|cantly Iarg%r than ex;t)ec ed, Should net Proflts
or a post-discovery type leasing method be" used %the State, prior to productlon some
auditing and/or assessing functions will have to bo increased. However, some of these
serviceS are now being performed by Department of Revenue personnel in reserves tax
assessing, and by 1983, or thereabouts and beyond, when the Impact of production is

felt, may he intérchangeable with Natural Resources personnel.

IV. DATE February 6, 1978 PREPARED BY Jack. Roderickr__

AGENCY ....Sasourccs_
Original: Legislative Finance PHONE 279-5577
cc: Budget and Management
Prime Sponsor (hist Legislator Named) AGO 546856

33-001 (Rev. 12/77)



H 70

OFFERED IN THE M' Senace Resources BY Chatterton

TO: Senator Poland HlﬂEBH_L NO CSHB 815 fFinance)
SENATE BILL No,

Page: 7 and 9 Line: Pg. 7 - Lines 20 & 23
Pg. 9 - Lines 3,4 & 6

Page 7, Line 20
(a) Delete - (the unit) immediately preceding the word Production.

t
(b) Add - or lease immediately following the word tract.

Page 7, Line 23

Add - or lease immediately following the word unit.

Page 9, Line 3 & 4
(a) Delete - (the unit) 1immediately preceding the word Production.

(b) Line 4 - Add - or lease immediately following the word tract.

Page 9, Line 6

Add - or lease immediately following the word unit.



Add the following subsection to SCS CSHB 854 (Resources), renumber

the succeeding subsections accordingly, and adopt the thus amended

version as the Free Conference Committee Substitute for SCS CSHB 854.
() The commissioner may include in any oil and gas lease provisions
giving the state the right to purchase at the prevailing price an
amount of oil and an amount of gas equal to the percentage amounts
reserved In the lease to the state as royalty. The provisions shall
provide that the lessee shall be given the same notice of the
exercise of the option to purchase as is required for the state®s
exercise of its option to take royalty in kind. The commissioner
may not include these provisions in any lease unless the intention

to include it iIn the lease iIs stated iIn the final notice of sale

lissued not less than 30 days before the date of the sale.

>r,Dr knt>io/ec/qge
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- | THE LEGISLATURE OF THE STATE OF ALASKA
TENTH LEGISLATURE

FISCAL NOTE
1 REQUEST
Bill/Resolution No. '_"OUSE BILL NO. 354 _
Title leasing and exploration of land for nil and gar H*/rUnpmant
Requested bv ~ Governor Date’

Il FISCAL DETAIL

Agency Affected  Department of Natural Resources
Prodgram Category Affected
Budget Request Unit(s) Affected

EXPENDITURES  (Thousands of Dollars)

FY 78 FY 79 FY SO  FY &8l FY 82 FY S3

[1l. ANALYSIS (See Fiscal Note Preparation Instructions, Section |Il) _

Existing administrative statf are capable of evaluating and carrying out lease sales
under any of the proposed leasing methods within the reporting period unless the
number and volume of sales in_ significantly larger than expected, Should net profits
0r a post-discovery type leasing method be used bg the Slate, prior to production some
auditing and/or assessing functions will have to be increased. However, some of these
services are now beln% performed by Department of Revenue personnel in reserves tax
assessing, ard by 1983, or thereabouts and beyond, when the impact of production is
felt, may be intérchangeable with liatural Resources personnel.

V- DATE February 5, 1978 PREPARED BY Jack Roderick o
AGENCY ...Commj ssapnQV'* O tfice. Dept. Qi JTLALIS»Uruis_.

Original: Le%islative Finance PHONE  271%56ZZ
cc: Budget and Management ,
Prime Sponsor (Filst Legislator Named) ~qq 546660 *+

33-001 (Rev. 12/77)



LETTER OF INTENT

CSHB 85" (RESOURCES)

The Honorable Hush Malone
Speaker of the House
Alaska State Legislature

Dear Mr. Speaker:

The Resources Committee substitute for House Bill 857
makes numerous changes 1in the legislation as proposed by the
Governor. Two of these changes involve the deletion of the
following language:

1. Subsection (f) on page o.
2. In subsection (Jj) the following sentence (at the top
of page 8 in the original Dbill) - "The commissioner

may provide by regulation and in the lease that the
lessee may earn production rights only to the depth
drilled at the beginning of production from the
lease.”

The record should show that the committee S intent 1in
deleting these two items was not to limit the discretion of
the Commissioner of Natural Resources in these areas, but
simply the result of its determination that the authority
in both of these areas 1is implied, and does notrequire
special authorizing language in the bill.

dhé&

Alvin Osterback, Chairman
House Resources Committee
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Currently, the State of Alaska®"s leasing system is a cash bonus bid with a
minimum Fixed royalty of 12.5 percent. The methods outlined below include
the present system with different fixed royalties, sliding scale royalty with
bonus bid, sliding scale royalty bid with fixed bonus, net profit share bid
with fixed bonus, royalty bid withfixed bonus and exploration work commit-
ment. The basic elements of thesemethods are summarized below.

(1) Bonus Bid With Fixed Royalty

Bonus bid with fixed royalty is the system currently used by the State of
Alaska. In a lease sale, the winning bid for a tract is the one which makes

the highest sealed or auctioned cash bonus bid. There is also a minimum

royalty of 12.5 percent. An advantage of this system is that government re-
ceives revenue regardless if there are economical quantities of oil or gas

found and/or produced. To avoid early termination of production, royalties need
to be flexible during a field"s declining years.

(@ Sliding Scale Royalty With Bonus Bid (or Sliding Scale Bid with Fixed Bonus)
Under this system, the government receives a cash bonus bid and a sliding

scale royalty. We used 12.5 percent as a minimum figure and 62.5 percent as a
ceiling wherein the rate in any period is dependent upon the production of that
period.

The royalty rate is graduated in much the same manner as the federal personal
income tax. Table 1 gives two examples of a sliding scale royalty schedule.
The royalty 1is progressive, that is, the royalty on additional production
increases. For example, iIn the South Central Area, trie initial 500 barrels

pay a royalty of 12.5 percent, the next 500 barrels pay 25 percent. The
royalty rate increases by 12.5 percentage points per 500 barrels until 2000
barrels of output are achieved. All production beyond 2001 barrels pays a
royalty of 62.5 percent. Thus, iFf production reaches 5000 barrels, the average
royalty rate is 50 percent In the limit, the average rate would converge
towards 62.5 percent as daily production continues to increase.

As field productivity declines and well production falls, the producer backs
down the schedule and royalties decline. In order to optimally exploit the
field, the royalties should decline to zero near the end oT Ffield life.
Actually, final rates of five or six percent would result in minimal early
shut down.
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TABLE 1
TYPICAL SLIDING SCALE ROYALTY SCHEDULES

SOUTH CENTRAL AREA

Royalty For Specific Producing Rates

Daily Average Incremental Producing Royalty Average
Prod. Rate Royalty Rate Rate Production Royalty
(Bbls./day) ) (Bbls./day) (Bbls./day) {%)
-500 12.5 500 62.5 = 12.50
501-1000 25.0 1000 187.5 18.75
1001 -1500 37.5 1500 375.0 25.00
1501-2000 50.0 2000 625.0 31.25
2001-2500 62.5 2500 937.5 37.50
3500 1562.5 44 .64
4500 2137.5 48.61
5000 2500.0 50.00

NORTH SLOPE AREA
Royalty For Specific Producing Rates

Daily Average Incremental Producing Royalty Average
Prod. Rate Royalty Rate Rate Production Royalty
(Bbls./day) <%) (Bbls./day) (Bbls./day) ®"
-1000 12.5 1000 125 12.50
1001-2000 25.0 2000 375 13.75
2001-3000 37.5 3000 750 25.00
3001-4000 50.0 4000 1250 31.25
4001 and above 62.5 5000 1875 37.50
7000 3125 44 .64
- 9000 4375 48.61
10000 5000 50.00

Mote: The Sliding Scale Royalty Schedule for the North Slope area is signifi-
cantly higher than for the South Central area because the higher North
Slope operating costs result in a much higher economic limit.

Hopefully, this illustration clarifies the relationship between production
rates and royalty rates.

Greater fTlexibility iIn setting the initial rate is the major advantage of this
system while not running the risk of an uneconomically (for Industry) high royalty
rate. On the other hand, to achieve an overall lower royalty payment, a company
might spread out production over a longer period of time. Usually, however,
because of the time value of money and increased operating costs, oil companies
generally try to accelerate production.
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(/7 Net Profit Share Did With Fixed Bonus

A small fixed bonus is required as earnest money. The bonus is low enough to
encourage producers to bid a high net profit share while permitting profitable
development.

(4 Royalty Bid With Fixed Bonus

This system utilizes the same method to calculate fixed bonus as described for
Net Profit Share. The bid parameter is a function or production instead of net
profits. Since the bonus is fixed, interested parties bid on the royalty rate
that the government is to receive. The advantage of royalty bidding is that
little front end money is needed by Industry. However, this could encourage
speculation causing an overbid. Royalty bidding should encourage more competi-
tion among bidders and may allow the smaller companies a better chance of
winning the tract.

(5) Work Commitment With Fixed Bonus, Royalty or Net Profit Share

The government itemizes the performance criteria such as the rate and amount
of work to be performed on each tract. The total bid specified in dollar terms
and a portion of the bid used for exploration and development activities. This
system gives the government soma control over the rate and extent of resource
development.

AGO 54686<f



TWO VIEWS ON ENDPI; 13 STRATEGIES

WEALTH MAXIMIZING STRATEGIES FROM THE STATE’S VIEWPOINT

The choice of bidding method cannot be made on the basis ofany single criteria
but is the result of evaluating a number of factors including but not limited to
the potential economic payoff and physical characteristics of the lease area.
HB854 offets essentially four leasing schemes: (1) Bonus Bid - Fixed Royalty,
(2) Royalty Bid - Fixed Bonus, (3) Met Profit Bidding with Fixed Bonus,

(4) Work Commitment with Bonus Bidding. These options will be briefly evaluated.

Bonus Bid - Fixed Royalty

If the royalty is fixed at 12-*$, there iIsno reason to use this option. It is
.of historical value only. At higher fixed royalties, it has seme merit, but the
higher fixed royalty means a lower bonus bid which is supposedly the advantage
of the system. Private discount rates aretoo high for bonus bidding to be
advantageous to the State. For example, abrief examination of an annuity table
suggests that increases in the discount rate rapidly diminish the present value
of a future income stream. This income stream can be iInterpreted as the dis-
counted net revenues resulting from the potential discovery and development of
an oil field. Table 11 illustrates the discount rate effect.

Table 11
Present Value of an Annuity of %1 Million
(values in 10°%]~

Number of Years - Discount Rates
6% 10% 14% 16% 18% 20%
20 $11,470 $8,514 $6,623 $5,929 $5,353 $4,870
30 13.765 9.427 7.003 6.177 5.517 4_.579
N 16.67 10.00 7.14 6.25 5.56 5.00

From the State”s viewpoint, a 6% discount rate may properly reflect the present
value of the income generated by the potential oil discovery. The industry,

on the other hand, is likely to discount the future net iIncome stream at much
higher rates, say 20%. Thus, the maximum bid ..nder ideal circumstances s/™"ild be
$5 million for an income stream that would yield net revenues of on million per
year 1in perpetuity. Perpetuity is longer than the life of Prudhoe Bay.

Royalty Bid - Fixed Bonus

Relatively easy to administer - reduces risk and front end filter to the private
sector. With sliding scale, most early shut down problems are avoided. The fact
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that the State receives a revenue stream over a 20" year time horizon also is
an attractive feature- The Beaufort Sale is an ideal candidate for a royalty
bidding scheme.

Met Profit Bidding

This 1is wery attractive from a risk sharing point of view. All risks (geologic,
exploration, development, and production costs as well as product price) are
shared with the industry. Would increase exploration and development in remote
high risk areas. May be useful where there is low probability of bid find.
Under ideal circumstances (political) is the best of all possible options but
does have serious administrative problems.

Work Commitment J

Cases where State wants information and is willing to specify type of information
desired. Good for high risk areas iIn remote locations. May also be used where
the State wants more information before putting structures up for competitive
bidding scheme.

On balance, the royalty bidding schemes represent a substantial improvement
over bonus bidding and are administratively tractable. Given the time to build
the expertise, it may be advisable to shift to profit sharing or ad valorem
schemes.

MULTIPURPOSE STRATEGIES
Bonus Bids
Bonus bidding should be applied in cases where the State has either:

(& A very great amount of knowledge about the resource, or

(b) The prospect is of extremely high risk, the lesso. has little
knowledge of the resource and expected value revenues would
be marginal.

The first case (a) where tracts might be offered for Bonus Bidding could be that
of a drainage or near drainage situation where the State wished to maximize its
near term discounted revenues. It would be advisable to not offer all of the
tracts for bonus bidding, but to withhold a rerccnt of acreage to be sold at

a later date, (Report 2-77). Also, since royalty and other bidding methods have
shown to offer higher expected value revenues for lower risk cases it could be
advisable to mix royalty bidding with the bonus bidding, a practice followed by
the Federal Government in the recent Cook Inlet OCS sale.

In the second case (b), that of extreme high risk, bonus bidding can be used as

a filter to determine the value of marginal tracts. This is discussed under the
section on (t) low potential, high risk and previously leased.
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Report 2-77 indicates that for very high rise cases ail bidding methods approach
the same level of expected value income for the State. In cases of small and
marginal potential reservoirs the bonus bid method with its ease of administration
might afford optimum State revenues. Report 2-77 also indicates that in probability
of success percents of | percent or less bonus bids could afford higher revenues,
but the State should ensure that leasing under such high risk cases only occurs
when sufficient knowledge is gained to indicate that the land to be leased is of
such a low potential. For example, a geologic structure as large as the Prudhoe
Bay an4icline may have had a high degree of risk before it was drilled but its
potential to hold enormous reserves was there. Bonus bidding should not have

been used iIn that instance.

In summary, bonus bidding can be used when:
(1) Very small potential reservoirs are expected;

(2 Extreme risk iIs expected and the gaining of sufficient knowledge
to determine the presence of reservoirs 1is unwarrentad because of
marginal to lew/ potential indications.

(3 A sliding royalty should be considered in all bonus bid cases;

(@) This method could be used in a mixture with other methods such as
royalty bidding;

(5) Also, in general, this method should only be considered when leasing
in the less desirable state areas, i.e. those below che top 10 rank.

Royalty Bidding - Fixed Bonus .

Report 2-77 indicates that royalty bidding and profit sharing deliver the highest
expected value revenues to the State of all bidding methods. It is particularly
effective where the probability of occurrence is high (i.e. low risk) and
especially when the expected reservoirs are large. A sliding scale should be
added in the declining production years to eliminate the problem of premature
shut down. Cases for royalty bidding would be when:

(1) The State has enough knowledge to assess the size of potential traps.
(2) Potential reservoirs are not extremely small or of extreme risk.
The Beaufort Sea sale is a good example of a case for using Royalty bidding
on tracts. In general, this method should be considered when leasing in the top
10 leasing areas on the desirability scale.
Net Profit Biddin&
Nor profit bidding would be most advantageous when costs and oil prices are in

a state of extreme fluctuations making economic predictions unreliable. In
remote high risk areas, this method might attract stronger bids than the royalty

AGO 546867



or the bonus bid method.

Of the 35 potential State leasing areas, this method migirc be used to advantage
on those areas below the top !0 in desirability.

Work Commi tmer.t
(See section (b)).

This bidding method can be best used where the State has a large (i.e. 100,000+
acres) area of probable low potential where industry hac shown a general lack
of interest iIn exploration and leasing. By offering a large area for lease to
one lease owner, the State provides an extra incentive to undertake exploration
and the State ensures the exploration by making the bid variable.

This method would be used in remote low potential high risk areas. Some of the
State"s 3 mile limit lands such as Area IX might be applicable to th"s method.

Low Potential & High Risk am® Previously Leased Section (t)

On the basis of exploratio = knowledge, lack of interest by industry and reason-
able analysis, the department may determine that lands have.very low potential
for oil and gas.

As a means of encouraging the evaluation and possible development of these low
potential lands, the department could:

(1) Offer the lands for competitive lease using a bonus bid with sliding
royalty. A minimum bid equal to the first year"s rentals could be
used to filter the bids. This should give a check on the potential
of the lands. The sliding royalty would act as a safeguard for very
low value bonus bid tracts if a discovery is made later on the lands.

(@ On tracts that receive no acceptable bids, the commissioner could hold
a non-competitive similtaneous drawing after proper notice (30 days).
Tracts not receiving applications for the drawing could then be opened
for over the counter applications. Tracts could be offered at fixed
50C/year rentals, 5 year terms. A sliding scale royalty would be used .
in all cases to provide a revenue safeguard against future potential

discoveries.

(@) In some cases, all tracts not receiving acceptable bids could be
aggregated into large blocks (100,000 acres or more) arid offered for
work commitment bidding or development contracts.
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CSHB 898 am ALLOCATION TO AK FISHERIES DEVELOP —
MENT CORPORATION

CSHB 815 (Fin) OIL AND GAS CONSERVATION
THOMAS KRUEGER - EXXON

CSHB 854 (Fin) LEASING AND EXPLORATION OF STATE
LAND FOR OIL AND GAS DEVELOPMENT
JACK RODERICK
JOHN CARSON - CHEVRON

DAVIE MACE - SOHIO
ROGER HERRARA - SOHIO

ROD BOANE - EXXON
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-5V W. J. LEVY CONSULTANTS CORP.
30 ROCKEFELLER PLAZA
NEW YORK, N. Y. 10020

TIL. 212*386.9263 .4
ROOM 3232 CABLE "WALTLEVY"

eE 10 May 5, 1978

The Honorable Steve Cowpsr
Chairman

House Finance Committee
Alaska State Legislature
Pouch V - State Capitol
Juneau, AK 99811

Dear Steve:

I'd like to review- and a bit on my discussion last week
before youg, Committee with respect to CS for
House Bil ‘cifically the proposed exploration

incentive ycredit sys,i

You will recall that we had suggested the possibility that a
minimum work obligation be set out by the ( ommissioner on
every lease offered for competitive bidding. The purpose
would be to discourage speculative lease holding and to ensure
that the State will get the benefit of actual exploratory activity
by each successful bidder. Competing companies would, of
course, reckon on the minimum work obligations when they
calculate their bids.

We further suggested before your Committee that the explora-
tion incentive credit system (pp. 4-5) may not be an essential
incentive, particularly if there are work obligations and espe-
cially where prospects are attractive. In any event, the spe-
cific provisions of the bill look to be extremely awkward.

If the Legislature feels they should provide the Commissioner

with authority for an exploration incentive system, we think
you might alternatively consider something along the following
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lines. First, expenditures up to minimum work obligations
would not qualify. Second, beyond that minimum, additional
expenditures on drilling exploratory wells could qualify for
incentive credits. Credits could be related to footage and
region; credits should never exceed a specified percentage
of well cost -- as provided in the bill. Third, such credits
could be applied against lease rentals -- not only on the lease
where the well is drilled, but on any rentals accruing on
State leases. To the extent that exploratory drilling credits
exceed a company's accrued rentals, + ey might perhaps be
carried forward. This could be a somewhat simpler ap-
proach to an exploration incentive credit system. It woulj
apparently obviate the provision now in the bill whereby the
Legislature has to appropriate offsetting funds to reimburse
the Alaska permanent fund and the Alaska renewable re-
sources development fund.

The proposed credits for geophysical work or. State land
within two seasons of an announced lease sale look to be even
less necessary. We can appreciate a company's concern that
costly exploration outlays designed to provide information to
that company in advance of a scheduled lease sale may lose
its proprietary value if a lease sale is deferred and the period
of confidentiality expires. You may want to consider, there-
fore, that the period oe confidentiality shall be extended by the
Commissioner for work done on or proximate to areas sche-
duled for leasing if the lease sale is deferred beyond its
announced date -- but not beyond some limited extension, say,
12 to 18 months,

| hope these thoughts may be of interest. Don't hesitate to call
if we can be of any help.

Best regards.
Cordially,

s jL*
/pt Milton Lipton
cc: The Hon. Hugh Malone
The Hon. John Rader
The Hon. Kay Poland

Mr. Gregg Erickson
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GOVERNOR

DEPARTMENT OF NATURAL RESOURCES
MINERALSAND ENERGY MANAGEMENT 3211 4TH AVBNE- ANCHCRAGE S9501

July 1, 1977

To The Honorable Hugh Malone

Speaker of the House of Representatives
Box 9

Kenai, AK 99611

Dear Mr. Malone:

Inu Division of Minerals and Energy Management has been appointed the
lead agency in developing the Alaskan Petroleum Leasing System. A major
portion or the Leasing System is the development of policies and goals
which the Sy-tem will be expected to satisfy.

The staff of the division has prepared a preliminary list of possible
leasing policies and criteria for evaluation leasing methods (see
attachments). We are asking that all appropriate State and Federal
agencies, legislative committees, and private parties provide iInput to
the Alaskan Leasing System by reviewing the attached list, commenting on
them, and adding policies and criteria that may have been ommitted.

Because of the necessity of arriving at the final leasing system as
rapidly as possible, the time schedule for initial input into the policy
segment is very tight. Please send your comments to the Division of
Minerals and Energy Management at the letterhead address to the at-
tention of Kristina 0"Connor by July 15.

Thank you for your prompt attention to this very timely and important
matter .

Sincerely,

a f o /v )=

Joseph P. Green
Director
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OIL AND GAS LEASING PROGRAM

POLICY AND GOAL ANALYSIS
EXHIBIT 1.

PROPOSED POLICY AND GOALS FOR THE ALASKA LEASING SYSTEM

Nonrenewable resources should be developed when a net benefit accrues to
the State of Alaska, or as may become necessary from a national need.

I. ECONOMIC Leasing of state lands should provide economic
benefit to the state by providing direct revenue and by
contributing to the development of a broader business and
industrial base.

Al The value of resource .avenue to the state should exceed
the appreciation of the resource iIf left undeveloped
unless it becomes expedient tc develop from an overriding
need.

B. The state should receive true value from its resources.

C. Resultant development should contribute to development of
other related resources, industries and associated
businesses.

D. The state should encourage the reinvestment within Alaska
of revenues derived from leasing arid associated develop-
ment.

E. One of the benefits of the leasing program should be the
improvement arid/or establishment of transportation,
communication and related facilities

F. The Ileasing program must be stable and predictable for

the benefit of the state and industry.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

CRITERIA FOR EVALUATION OF LEASING METHODS

Encourage active exploration and development.

Receive equitable compensation for the State"s resources.
Maximize production from existing fie"ds, encourage development of
marginal Tfields, and use of enhanced jecovery projects, and dis-
couraging premature shut down of marginal production.

Encourage appropriate capitalization.

Encourage the State arid Industry to maximize discounted cash flow.
Encourage preleasing exploration but discourage duplication.
Promote bidding competition and increase numbers of bidders.
Allow the State to share good fortune of increased reserves and
value of crude oil.

State should realize only minimal income from dry structures.
State and industry to maximize advantages in Federal income tax
laws.

State to stabilize petroleum exploitation so that prospective
lesees can be sure 'ground-rules™ won’t be subject to frequent
change.

Leasing system to reduce industry risk by small front end filter.
Discourage speculation and over bidding.

State equity to be based on value of reserves discovered.
Maximize State control over amount of State"s revenue.

Minimize State control over iIndustry

State to maintain right to take royalty oil and gas in Kkind.
tffeciency of administration and operation.

Criteria for selection of successful bidders.
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OIL AND GAS LEASING PROGRAM

POLICY AND GOAL ANALYSIS
EXHIBIT 1.

PROPOSED POLICY AND GOALS FOR THE ALASKA LEASING SYSTEM

Nonrenewable resources should be developed when a net benefit accrues to
the State of Alaska, or as may become necessary from a national need.

1. ECONOMIC Leasing of state lands should provide economic
benefit to the state by providing direct revenue and by
contributing to the development of a broader business and
industrial base.

A. The value of resource revenue to the state should exceed
the appreciation of the resource if left undeveloped
unless it becomes expedient to develop from an overriding
need.

B. The state should receive true value from its resources.

C. Resultant development should contribute to development of
other related resources, industries and associated
businesses.

D. The state should encourage the reinvestment within Alaska
of revenues derived from leasing and associated develop-
ment.

E. One of the benefits of the leasing program should be the
improvement and/or establishment of transportation,
communication and related Facilities

F. The [leasing program must be stable and predictable for

the benefit of the state and industry.

AGO 547097



The system should attempt to maximize ultimate oil and gas
recovery consistant with sound economic practices and increase

State employment.

POLITICAL: The leasing program should result in improved political

harmony between local communities, state and federal government.

A. The leasing program should be compatible with development
plans prepared by community, federal and other management
groups such as native corporations and beneficial special
interest associations.

B. Industrial resources needed for development in Alaska and
distribution of the products should be planned to minimize

adverse impact on other states or regions.

SOCIAL: Leasing should serve to improve the social well-being of

Alaskan citizens.

Al The leasing policy should consider the effect a particular
resource development would have upon the desired lifestyle of
the majority of Alaskan people as well as upon local and
statewide historical and cultural values.

B. A demographic study to minimize or determine cost effective-
ness of the negative effects of resource development should be
made a part of the leasing study.

C. The leasing program should encourage such social benefits as
cultural and recreational activities; and improved medical,
communication, transportation facilities, and general life

style.
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

CRITERIA FOR EVALUATION OF LEASING METHODS

Encourage active exploration and development.

Receive equitable compensation for the State®s resources.
Maximize production from existing fields, encourage development
marginal fields, and use of enhanced recovery projects, and dis-
couraging premature shut down of marginal production.

Encourage appropriate capitalization.

Encourage the State and Industry to maximize discounted cash flow.
Encourage preleasing exploration but discourage duplication.
Promote bidding competition and increase numbers of bidders.
Allow the State to share good fortune of increased reserves and
value of crude oil.

State snould realize only minimal income from dry structures.
State and industry to maximize advantages in Federal income tax
laws.

State to stabilize petroleum exploitation so that prospective
lesees can be sure 'ground-rules™ won"t be subject to frequent
change.

Leasing system to reduce industry risk by small front end Ffilter.
Discourage speculation and over bidding.

State equity to be based on value of reserves discovered.
Maximize State control over amount of State"s revenue.

Minimize State control over industry

State to maintain right to take royalty oil and gas in Kkind.
Effeciency of administration and operation.

Criteria for selection of successful bidders.
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minimal environmental damage and should occur only where benefits

exceeds losses.

A.

The leasing program must minimize the adverse environmental
effects on subsistence and recreational hunting and fishing,
water and air pollution, and on asthetic values.

Industry is to be encouraged to use methods and technology to
minimize environmental problems and reduce need for scarce or
limited resources such as water and gravel.

Hydrocarbon development when possible should utilize those
renewable resources which are available so as to conserve and

delay the exhaustion of non-replaceable resources.

RESOURCE MANAGEMENT: Alaska®s resources should be developed only

if there is a need for the resource and only if the state receives

true value In return.

A.

Lease planning should consider the timing and maximum efficient
use of associated renewable and nonrenewable resources, (e.g.
fresh water and gravel on the North Slope, excess hydroelectric
power, etc.)

The Alaska Leasing System must be consistant with national and
Sta”e goals in the area of energy conservation and development

of alternate energy resources.
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GOVERNMENT INCENTIVES TO EXPLORATION

FIGURE 1

Alberta®s oil and gas resources extend over most of the province

and constitute a major source of energy. To expedite the location of such

resources, the Government of Alberta on July 28, 1972, approved the Natural

Resource Revenue Plan. A main feature of this plan was an increase in

annual revenues to the Government of about 70 million dollars commencing

in 1973. The Alberta government felt this to be a fair and reasonable

additional return to the citizens of Alberta for their ownership of a

depleting and non-mewable resource. This dollar figure has increased since

the initiation of the program due to the escalating price of crude oil.

To offset this increase in revenues frcm industry and to stimulate

increased exploratory activity in Alberta, the Government implerrented the

Exploratory Drilling Incentive System. The program has undergone several

modifications since it was introduced, but essentially consists of a monetary

credit for an exploratory well drilled for oil or gas. The credit

may be applied against taxes payable under The Freehold Mineral Taxation Act,
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royalties, rentals, fees and bonuses on petroleum and natural gas Crown
minerals rights. A producing incentive exploratory well may also qualify for

royalty or mineral taxation exemptions.

The Exploratory Drilling Incentive System is administered jointly by
the Alberta Department of Energy and Natural Resources and .*Alberta Energy
Resources Conservation Board. Determination of qualifying footage upon
completion or abandonment of the incentive exploratory well is &ade by the

Board. Determination of the credit to be established is made by tlie Department.

Due to the close relationship between geophysical and drilling activity,
it is found desirable to provide incentives for geophysical exploration. It
is considered vital to maintain a high level of geophysical work to ensure the

continuity of the search for new oil or gas reserves.

Therefore, the Alberta Govemmer , in taking a second step toward
maintaining the necessary level of petroleum activity in the province, implemented

on January 1, 1975, the Geophysical Incentive Program.

The credit for a geophysical incentive program is determined from a
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formula based on the number of miles of subsurface coverage recorded and

the geographical area in which the survey was conducted. The incentive

credits maybe applied against revenues owing to the Crown, for bonuses on

petroleum and natural gas, Crown mineral rights, fees, rentals, royalties

and freehold mineral taxes.

FIGURE 2

The Exploratory Drilling Incentive System was implemented on August 1,

1972, and was scheduled to be in existence for a period of five years terminating

on December 31, 1977.

After an extensive government task force study, an amendment was

introduced extending the Exploratory Drilling Incentive System to March 31, 1981.

At the time the Drilling Incentive program was implemented, it was
estimated that only 50% of ultimate oil and gas reserves in Alberta had been
discovered. Exploratory activity had declined and many companies with substantial
land holdings were apparently shifting their exploratory activity to the frontier
areas. For this reason, the Government tried to "tie-in" the Natural Resource

Revenue Plan with the Exploratory Drilling Incentive System to benefit those
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operators who undertook exploration in Alberta.

Between 1964 and 1969, the number of new field wildcat wells drilled

in Alberta maintained fairly high levels - about 500 wells per year. [In 1971,

this number dropped to about 300 wells per year.

A further indication of both the decline and shift in exploratory

activity was indicated by seismic crew activity in Canada. Seismic activity

dropped from a peak of 972 crew months in 1967 to a 1970 low of 724 crew months.

i
The shift of activity away from Alberta during 1970 and 1971 was of

greater significance. Frcm 1961 to 1967, close to 70% of Canada®s geophysical

activity occurred in Alberta. In 1968 and 1969, Alberta accounted for just over

60% of the total. In 1970, more Canadian seismic activity occurred outside

,"Jlbortxi than in Alberta.

There was a substantial drop in bonuses from the sale of Crown mineral

rights. During the period 1965 to 1969, these revenues averaged $100 million

per year. In 1970 and 1971, these revenues dropped to about $25 million per yea::.
[
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The Exploratory Drilling Incentive System, within the Natural Resource
Revenue Plan, was designed to stimulate the discovery of crude oil reserves
and shift exploratory activity back to the province by providing substantial

rewards to the wildcat entrepreneur.

The objective of the Exploratory Drilling Incentive System was to
encourage high risk exploratory drilling and increase the drilling activity
in rerote locations at a time when this type of drilling was declining in the
province. The tendency in Alberta was to explore in known and reasonably

accessible regions rather than stepping out in the search for new fields.

The Exploratory Drilling incentive System has }iad several amendments

since its original inception.

FIGURE 3
From August 1, 1972 to December 31, 1973, the program related to wells
that were classified by the Energy Resources Conservation Board as "New Field

Wildcats" under tire "Lahee" classification system. A formula was derived which

enabled the Fstablishment of a credit equalling approximately 30% of the cost
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of the well. The total footage of a new field wildcat qualified for incentive

credit. A five-year crude oil royalty "holidaywas granted.

During this 17 month period, $16 million in drilling credits were

earned by industry.

FIGURE 4

Frctn January 1, 1974 to December 31, 1974 the program was expanded to

include, along with the new field wildcats, about one-quarter of the more remote

new pool wildcats and deeper pool footage. Figure 4 shows the principles that

were adopted on January 1, 1974. The footage shown in white is known as Class

"A" footage and it earned as credits, approximately 40% of the total recognized

cost of the well. The Class "B" footage is applicable where a dry hole is

within one and one half miles of the well. Class "B" footage earned about 30%

support.

FIGURE 5

During this period, drilling costs were increased and a cost distinction

was made for wells located in the Foothills, Northern and Plains regions.
|
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These areas, as modified on February 26, 1975, are shown on Figure 5.

Added features included a two-year natural gas royalty "holiday" and

authorization for credits to be used to defray bonus payments tendered for

Crown oil and gas mineral rights. The credits could continue to be used to

offset payments due for royalty, rental or freehold mineral tax.

On January 15, 1974, the Alberta Petroleum Marketing Commission was

created. Prior to its creation incentive credits established could be used

by the holder to satisfy oil Crown royalty payments. This was discontinued

on January 15, 1974 by the Commission.

During this 12 month period, the credits amounted to roughly $20 million

and involved almost 600 wells.

From January 1, 1975 to December 31, 1977, the Government increased the

benefits of the Exploratory Drilling Incentive System by expanding recognized

well costs and by increasing the credit support for Class "A" and "B" footage

to approximately 50% and 37*5% respectively.
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FIGURE 6

Carrrnencing January 1, 1978 the drilling credit areas have been

redefined. The Plains and Foothills Areas are unchanged, but the former

Northern Area was divided into a Central and Northern Area. The boundary

imctween the two new areas was defined on the bais on well costs, topograpMc

and access considerations. The amendments also include the upper 2,000 feet

of sediments from vreceiving any incentive credit and increase the credits

for qualifying wells deeper than 3,500 feet.

For wells greater than 5,000 feet in depth, the incentive is increased

by 25% to 45% depending on the location of the well.

FIGURE 7

There has been a considerable increase in the number of exploratory wells

drilled in Alberta since inception of the incentive program in 1972. There were

1,058 exploratory wells drilled in 1972 compared with 2,303 drilled in 1977.

The number of wells qualifying for incentive footage in 1972 was 190 compared

to 1,215 in 1977. An increase is expected in 1978. The number of new pool
1
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wildcats and deeper pool tests have increased since the program began, but

the number of new field wildcats have declined.

FIGURE 8

The airount of exploratory footage drilled in 1977 exceeded all previous

years. Footage for new field wildcats remained similar to 1976 at 1% million

feee, new pool wildcats increased to sk million from 4k million feet in 1976,

and deeper pool tests increased to 3/4 million feet from 1/2 million feet.

The amount of footage certified under the program has increased since inception,

equally divided between New Pool Wildcats and New Field Wildcats. In 1977 a

total of 2k million feet were certified to receive incentive footage. This

figure shows an increase of 32% frcm the first full year the program was in

operation.

Normally, 100% of the new field wildcat footage, 20% of the new pool wildcat

footage, and 80% of the deeper pool test footage qualified for .incentive benefits.

FIGURE 9

The average well depths per year has shown a gradual decrease from the
i

period 1971 to 1976, but a slight upswing occurred in 1977. New field wildcats

10
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averaged 4,800 feet in 1977, new pool wildcats averaged 4,100 feet, and deeper

pool tests averaged 1,000 feet.

FIGURE 5

The majority of the exploratory footage drilled in 1977 was in the

Northern Areas. The toted, footage drilled here was 65% of the total exploratory

footage. Of this 65%, new pool wildcats constituted 65% and new field wildcats

36%.

Exploratory drilling in the Plains Area accounted for 31% of the total,

with new pool midcats forming 90% of the figure, and new field wildcats about

10%. Drilling footage in the Foothills Area constituted 4% of the total. Of

this 4%, half were classed as new pool wildcats and half as new field wildcats.

Deeper pool tests formed less than 10% of the total exploratory footage for

the province in 1977.

These figures indicate a shift of emphasis since 1976 frcm the Plains
Area to the more remote Northern Area. In both areas, the total footage of new
field wildcats lias taken a considerable drop frcm the 1976 figures. New field

wildcat footage in the Foothills Area has increased.

o .o 11
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Geophysical Incentive Program

On January 1, 1975, the Alberta Government implemented the Geophysical

Incentive Program to stimulate the level of seismic exploratory activty in

Alberta. The program was scheduled to terminate on March 31, 1978. This

program has been extended to March 31, 1980 through a recent amendment to the

Regulations. The Government recognizes the positive effects improved geophysical

techniques have on drilling success rates and feels geophysical work must be

encouraged to search for the less obvious hydrocarbon accumulations.

The Geophysical Incentive Program is administered by the Department of

Energy and Natural Resources.

Geophysical activities, primarily in the form of reflection surveys,

provide the initial technical basis on which many exploration "plays" for new

oil and gas deposits are planned. Such surveys have perforned a key role in

finding many of the prolific reef accumulations of hydrocarbons in the Alberta

plains. Geophysical data is essential to interpreting the complex rock structures

of the foothills which are expected to contain major new deposits of hydrocarbons.
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The Train features of the Geophysical Incentive Program are:
(@ The incentive will apply to seismic surveys certified after
January 1, 1975.
() Incentive credits are established in the name of the licensee
however, these credits may be allocated to partners sharing
in the cost of the seismic program.
FIGURE 10
The incentive credits are determined from a formula based on the number
of miles of subsurface coverage and the area in which the survey is conducted.
Surveys carried out in difficult terrain in the Foothills and Green Areas

receive alarger incentive credit than surveys carried out in the Plains region.

Thedetermination of credit for a certified geophysical incentive program
was calculated on the number of miles of minimum (400%) subsurface coverage by
the following equation:

Credit (dollars) = 500 K M

Where K is the incentive factor for different geographic areas in Alberta

where the program was conduted M is the number of miles of minimum subsurface

13
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coverage.

The incentive credits may be applied in the same manner as the exploratory
drilling incentive credits. A licensee may apply for the monetary equivalent
of the credit where he is not the owner of a mineral agreement or a freehold
mineral right.

Any geophysical information and data obtained pursuant to a geophysical
incentive program must be made available by the licensee to any person for a
period of not less than five years

(@ three years after the date the program was certified.

() at a cost to that person of 60$% of the credit determined for

each mile of minimum subsurface coverage.

Amendments to the Geophysical Incentive Program effective April 1, 1978,
reducing credit by 50% will result in a phase down of the program.

Credit (dollars) = 250 K M

"The minimum subsurface requirements have been increased requiring 600%

in the white and yellow area and 1200% in Foothills and Northern Areas.

AGO 546764

The total number of miles of subsurface coverage in 1977 that qualified

for incentive credit was 28,000 miles. This figure reflects tin increase of
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82% over the 1976 figure of 15,400 miles. Of this total, 16,105 miles was

in the Yellow-Plains Area, 7,994 miles was in the Green Area and 3,921 miles

was in the Foothills Area. These figures g€?-; an increase in activity in the

Yellow-Plains Area, a decrease in the Foothills Area and unchanged activity

in the Green Area.

FIGURE 12

This figure shows the crew activity from 1973 to 1978. In 1977 there

were 541 crew months of activity, compared with 193 crew months in 1975 the first

year the incentive program was in operation. The forecast is that the number

of crew months will continue to increase.

In 1976 and 1977, 90% of the programs conducted in the province were

certified under the Geophysical Incentive Program Regulations compared with 75%

in 1975. The amendments effective April 1, 1978 are expected to reduce the

number of programs submitted to the Department for credit. It is estimated

that 55% of the programs shot in Alberta will receive incentive credits.
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FIGURE 13

The Exploratory Drilling Incentive System and the Geophysical Incentive
Program were initially devised to reduce the burden placed on industry when
the Natural Resource Revenue Plan was initiated. The incentive programs were
meant to reduce the increased royalties owed on Crown oil and gas mineral
rights by financing a portion of the exploration costs. These incentive
costs have escalated considerably in the years since the inception of the

programs frcm a few million dollars to tens of millions of dollars per year.

The total costs to the Alberta Government for credit, royalty exemptions,
cash refunds and administration of the programs amounted to over $90 million in

1977

The cost for the Exploratory Drilling Incentive System in 1977 was
66.3 million dollars. This figure shows an increase over the 1973 costs of
12.7 million dollars. The credit established in 1978 is forecast to be $82 million.
During the same period royalty exemptions have increased from $0.04 million to
$6.3 million. It is forecast that royalty exemptions will reach $12 million

in 1978
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FIGURE 14

$21.9 million was established as credit in 1977 for the Geophysical
Incentive Program. This is an increase of mare than 300% over the credit
established in the first year the of the program. It is estimated that

$12 million will be established as credit in 1978.

The cash refunded has increased from $1.9 million in 1975 to $6.3
million in 1977. We believed that in 1978 cash refunds will total $4 million.
FIGURE 15

In 1973, toted, administration costs were $70,000 roughly $50,000 for
the ERCB and $20,000 for the Department. In 1977, these figures had risen
to about $200,000 - $125,000 for the ERCB and $75,000 for the Department. It
is expected that these figures will remain constant in 1978.

FIGURE 16

The revenue generated through sa3.es of Crown oil and gas mineral rights

has tripled frcxn 1972 to 1976. During 1977 sales increased frcxn $160 million

to $579.7 million. The forecast for 1978 is 400 million.
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We recognize three factors which nay exist when exploration is
supported by an incentive program.
(@ The activity may have occurred even if it had not been supported
by an incentive program.
({® The exploration activity was advanced to take advantage of the
programs before their scheduled termination dates.
(©) The activity may not be performed in the forseeable future without
incentive support.
The second and third considerations appear in the present situation
to be applicable. The programs have been directly responsible for the
discovery of large additional reserves and have encouraged high risk deep

drilling in the foothills region.

Although the definite effects of the programs on exploration activity
cannot be quantitatively assessed, the general trend lias shown a considerable

increase in exploration activity since inception of the programs.
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STATE"S RIGHT TO PURCHASE
OIL & GAS IN H3 854
The State has the right in HS 354(v) to purchase not more than 15 2/3:1 of the
oil and up to 100:1 of the gas at the regulated price or fair market value at the
point of sale. The right to purchase is needed to protect the "in kind" taking
of i1ts royalty by Alaska, a sale of said royalty, and a subsequent reduction of

the royalty in the later stages of production (d).

New Mexico, 1973, enacted a law which gives it the right to reserve an option to
purchase at any time at the prevailing market price any or all minerals, including
oil and gas, produced from State land. Thus, New Mexico may purchase 100" of

the oil and gas found on State land.

Whereas the New Mexico Commissioner is authorized to waive the reservation

option with respect to any specific mineral, he may not do so for oil or gas.

The Act, Chapter 25 of the Session Laws of 1973, has never been exercised by New

Mexico; thus no opportunity has been given to test its constitutionality.

IT Alaska were to reserve an option to purchase up to the amount of the royalty,

fixed or bid, an equivalent net profit share would have to be determined.
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TESTIMONY ON H.B. 854

Mr. Chairman, members of the carmittee, nr/ name is John Carson,
and 1 appreciate the opportunity to comnent on House Bill 854.

I"ve been a petroleun geologist for 22 years, and I"m presently
Division Geologist in Alaska for Chevron U.S.A., the principal domes—
tic oil and gas subsidiary of tire Standard Oil Company of California.
I"ve lived and worked in this state, and since 1965, I1"ve been actively
involved in all state lease sales and the two OCS sales in the Gulf
of Alaska and tire Laver Cook Inlet.

Chevron is aware of tire amount of preliminary work done by the
state administration and tire Department of Natural Resources in re—
searching and drafting this legislation.

We commend efforts in drafting legislation that proposes a five-
year leasing program for Alaska. We believe the state should be en—
couraged in its effort to establish and iraintain such a long-term
program, with appropriate industry participation.

Members of tire conmittee, the petroleun industry- as indicated
by its response to your solicitations- clearly desires a realistic
plan that can serve as the basis for an effective working relation—
ship between tire industry and tire state.

Frankly, we believe the proposed legislation will inhibit or
prevent orderly development of oil and gas resources in Alaska- to

tire detriment of tire state government, 1its taxpayers and my own industry.



I will say candidly that this legislation is untenable from our
point of view. If enacted into law, H.B. 85" would have a serious and
far-reaching impact on my own company, and would give us serious cause
to reconsider our exploration activities in the high-cost, high-risk
frontier state lands of Alaska.

The situation we face today reminds me of a quote 1 heal*d the
other day attributed to an executive of Walt Disney Productions, which
recently announced that it was abondoning its latest recreation com—
plex because of excessive and oppressive regulation.

Ihe Walt Disney executive blamed the end of the pioject on, and
I quote: "An irresponsible proliferation of delays, the neve®-ending
requests for more Irrelevant information and studies, and bureaucratic
sidetracking and meanderlngs into unreasonable alternatives."”

I realise this is the fix"st of many hearings on this legislation,
but H.B. 8I;”, as now written, would be counter-productive. It actually
would be a step backward at the very time our nation desperately needs
an effective oil and gas exploration program.

Generally stated, we object to provisions covering: (3) .he wide
variety of bidding methods to be employed;Q~the Commissioner3
access to all the lessee™s data, including proprietary data; (") the
state®s call on production short and restrictive lease term and condi-
tionsjQ~the need for the Commissioner to submit and defend his lease
plan before the legislature;”") the Commissioner®s right to ban joint

bidding by major companies; andw” reduced acreage cliargeability on

state uplands.
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Time does not permit me to discuss in detail each of the provisioas,
but I will attempt to outline our most significant objections:

First, the wide variety of bidding methods:

In advocating numerous bidding schemes— actually a shift from only
cash bonus bidding, a system that has worked well- the administration
hopes to maximize its financial return frcm state lands.

But Chevron believes a move away from the cash bonus method means
the perilous abandonment of a proven concept that has brought stability
to the state"s leasing program. Hie bonus system would be replaced by
an array of untested leasing methods, particularly .in the frontier areas.

We believe this provision, if enacted, will transform Alaska into
a trial-aud-error laboratory in oil and gas leasing. It means replacing
orderly development with uncertainty and the unknown. It"s not a gamble
Chevron feels is worth taking.

Before discussing each bidding system, all concerned parties should
be aware that a move away from cash bonus bidding will result in three
key developments:

First/) it will shift a substantial part of the burden of risk
from industry to the taxpayer.

(“ocog”™, 1t will serve as a substantial deterrent to exploration
and development, and

AThi”~P it will cause the rapid and constant growth of state agencies
to administer, evaluate and audit the leases and subsequent production.
lhis places increasing demands on taxpayers to support this bureaucracy.

Chevron believes these are unacceptable consequences which would

be intolerable to the taxpayers and leaders of this state.
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As you know, cash bonus bidding provides that leases be awarded
to the highest cash bonus bidder. This bonus is paid before the lessee
can proceed with exploratory drilling on the lease.

The other bid methods provide for bid variables such as royalty,
net profit, or work oorrmitment. In these cases, the state receives
nothing other than perhaps a snail fixed bonus at the time of leasing.
Other revenue is not forthcoming under the royalty and net profit
schemes unless there is production. Simply stated: No production, no

& Ppre "1 *
revenue.

In our opinion, cash bonus bidding is the only method that will
strongly encourage the petroleum industry to lease and explore the state
land.

We further believe that this method will result in the production
of the most oil and gas and consequently will provide the most revenue,
both to the state and the petroleum industry.

The other methods, employing biddable royalties anil net profits,
reduce the incentive to explore and produce. These alternatives, par—
ticularly in the case of biddable royalties, serve to shorten the econo—
mic life of the fields— resulting in less production and, therefore,
less revenue.

Cash bonus bidding is particularly advantageous to the lessor in
frontier areas of high risk. Most of Alaska®"s lands are in this category.

Now let"s compare other proposed bidding methods with traditional
cash bonus bidding. Because of time limitations, I can only touch
briefly on these, but | am prepared to go into more detail if questions

arise.
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Hie royalty bidding method, although it allows oil and gas com—
panies to acquire land with little cash, is a strong deterrent to early
drilling. Very simply, it is easier and cheaper to wait on others to
bear the risk and expense of exploratory drilling.

Having spent little capital to acquire the lease, an operator is
tempted not to spend a dime to evaluate the lease, hoping an adjacent
leaseholder may do it for him. Carried to the extreme, the effect of
this would be that no wells would be drilled to evaluate the leases.
"lhis same problem is inherent in the net profits system, which 1711
talk about shortly. On the other hand, when cash bonus is involved,
the winning bidder lias a strong incentive for early drilling tecause
his bonus investment is earning him nothing.

In cash tonus bidding the state assumes none of the risk but still
receives revenue from leases, whether or not they are productive.

fhe advantages of this system were clearly demonstrated a few years
ago in the sale of federal leases off the coasts to Mississippi, Florida
and louisinna. Successful bidders paid $743 million for several tracts
on one structure, the Destin Anticline, and spent over 10 million dollars
drilling seven dry holes on the structure--all at no cost to the tax—
payer. Under royalty or net profit bidding, the government would have
reccived nothing.

What would government have received if it had sold the Gulf of
Alaska on a royalty bid basis? T in the Tulf of Mexico case | pre—
viously cited, nothing. Should the taxpayer and the government be forced
to suffer the loss of more than one-half billion dollars- when to date,

no royalty appears forthcoming?
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The NPRA comes to mind as another exanple of an area adjudged to
possess high potential, but which so far is a disappointment. Again,

i.f sold on a royalty bidding method, the lessors would have received
nothing to date.

Let me emphasize that in all these cases, the areas were considered
extremely attractive to both the industry and government. These are
precisely the types of areas in which the state might be enticed to use
a royalty "> net profit bidding method. Yet none of these has led to
any discovery or government revenue.

Proponents of royalty bidding believe it encourages competition
among bidders and allows the small company and the independent improved
entry into oil and gas lease bidding. Cash bonus bidding usually is
blamed for tending to discourage small ccnpani.es from bidding.

This is not supported by the facts. Small companies gain entry
into the sale by joining with a larger company or with several oarer
smaller companies. In the recent lower Cook Inlet sale, independents
and smaller companies bid on royalty and cash tonus tracts with about
the same frequency as the majors. Of the 34 oonpanies which bid in
the sale, 18 were smaller companies, These 18 nude successful cash tonus
bids on 26 tracts, of which 13 were sold for more than one million dol—
lars. Moreover, the sitvt.11 campariies are represented in half of the top
tracts of the sale.

The second proposed bidding method we are concerned about is net
profit bidding. This system has nDst of the disadvantages of royalty

bidding plus two more: It requires a huge staff to administer and audit.
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For example, each property would require a battery of accountants to
audit tire companiesl production and costs. Just as in the case of roy—
alty bidding, the risks are passed on to tire government. Furthermore,
net profit bidding discourages cost-effective, efficient development
practices.

Work conmitment bidding is tire least onerous alternative to cash
bonus bidding mathods and would be beneficial., provided that it is
enforceable. We view “dris method with some caution because of the
uncertainty of tire conditions under which it might to imposed.

At this point, I would like to summarize wiry we believe a majority
of the industry prefers cash tonus as the tost method for both tire
state and tire energy explorers.

NFirst™we believe it is the foundation for all free enterprise
contract arrangements;
is lire simplest and easiest to determine and administer
by all parties;
(MihTrd~Xt 1s fair and equitable; by this | mean that all parties
travel at their own risk, aird finally,

The right to explore is paid Cor In advance.

In 1977 the Department of Natural Resources completed a report
entitled, "A Study of Petroleum Leasing Methods and Possible Alternatives.

H.B. 854 apparently is based on this study and its conclusions.
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In this study, a great deal of attention is given to the "percentage
of acreage option.” We assume this is the reason for granting the Com—
missioner authority to withhold acreage from any sale areas under Section
180 (c) (4) (f). Under this scheme, certain amounts of acreage would be
witrfheld from a sale so that following a discovery the state could
collect a windfall on drainage acreage sales. This is a workable approach
only if you know which acreage to withhold and on which structures. This
is rarely the case, as we saw in the MAFLA, Gulf of Alaska and NPRA.
Furthermore, industry cannot bid or drill on only portions of prospects
in high risk or high cost areas which predominate in Alaska.

I would like to make a few more comments about the Department of
Natural Resources® report. The one overriding conclusion of that study
was that a variety of oidding methods, widely employed, would increase
the state®s return from its commitment of oil and gas propert”0

T

Chevron believes this conclusion is biased against cash bonus
ding, and we feel that the odds are against anyone knowing all they need
to know to use the right method at the right time. The state, even if
armed with a skilled staff and large amounts of data, can hope to do
no better than an individual company in evaluating potential and risks,
and these companies are more often wrong than right in their appraisal

We believe the state®s report, and particularly its mail

against cash bonus bidding, 1is based on a few but major faulty economic

assumptions.
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First, the authors of the report assume that the industry will
make an 18 percent rate of return. Although this is very desirable,
and would not be out of line considering the high risk involved, past
experience shows that the industry has averaged no more than seven to
eight percent from OCS ventures which approximates Alaska lands,
according to several exhaustive studies. Fc  xample, in May 1977
Prof. Walter J. Mead of U.C. Santa Barbara testified before a U.S.

House of Representatives Comnittee that weighted average rate of return
from 184 leases issued in the Gulf of Mexico in 1957*-55 amounted to
only 7h percent before taxes. This sale period was selected because
these leases have a 20-year production history which provides a com=
prehensive data base.

Second, no reduction of state income was assumed in royalty cases,
but it almost certainly will occur. The economic limit of a field is
going to be greatly influenced by the amount of royalty. dhe higher
the royalty, the earlier the economic limit is reached. When an operator
can no longer produce oil or 61s profitably the result will be oil and
gas left in the ground and neither industry, nor the state, will mike
any money on it.

k # #

Next, 1 would like to turn to the provision of the bill that would
require the lessee or permittee to make available to the Commissioner all
data obtained from exploration and production activities on the lease or
permit. We believe this provision raises fundamental questions about
the appropriateness of the state"s entry into the exploration business,
and secondly, points to grave problems— from our point of view— about the

preservation of confidentiality.
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