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J o h n  W .  K a t z ,  C o m m i s s i o n e r  - 3 -  J a n u a r y  5, 1 9 8 2

R e :  S t a t u s  o f  M i s c e l l a n e o u s

h a n d  U s e  P e r m i t  R e g u l a t i o n s  

L i t i g a t i o n

I n  t h e  m e a n t i m e ,  o n  S e p t e m b e r  2, 1 9 8 1 ,  E x x o n

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

M L U P  r e g u l a t i o n s .  E x x o n  v. K a t z , A l a s k a  S u p e r i o r  C o u r t  N o .  
3 A N  8 1 - 6 0 4 1  C I V .  I n  i t s  c o m p l a i n t ,  a n d  t h r o u g h  i t s  m e m o r a n d a ,  

E x x o n  s e e k s  t h e  i n v a l i d a t i o n  o f  t h e  M L U P  r e g u l a t i o n s  o n  t h e  

s a m e  g r o u n d s  a d d r e s s e d  b y  t h e  s u p e r i o r  c o u r t ' s  f i n a l  j u d g m e n t  

i n  C h e v r o n  v. L e R e s c h e , w i t h  t h e  a d d i t i o n a l  c l a i m s  t h a t :  (a)

t h e  M L U P  r e g u l a t i o n s  w e r e  n o t  a d o p t e d  i n  a c c o r d a n c e  w i t h  t h e  

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

A c t ;  a n d  (b) t h e  M L U P  r e g u l a t i o n s  c o n s t i t u t e  a n  i m p e r m i s s i b l e  

t a k i n g  w i t h o u t  j u s t  c o m p e n s a t i o n  u n d e r  t h e  A l a s k a  a n d  U n i t e d  

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

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

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

v. K a t z , h a s  b e e n  c o m p l e t e d  a n d  o r a l  a r g u m e n t  h a s  b e e n  s c h e ­

d u l e d  f o r  J a n u a r y  8, 1 9 8 2 .

L e s s  t h a n  t w o  m o n t h s  a f t e r  E x x o n ' s  c o m p l a i n t ,  o n

O c t o b e r  2 9, 1 9 8 1 ,  U n i o n  O i l  C o m p a n y  o f  C a l i f o r n i a  ( " U n i o n " )

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

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

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

c h a l l e n g e d  b y  E x x o n  a n d  t h e  c o n d i t i o n s  a t t a c h e d  t o  U n i o n ' s  

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

e x p l o r a t i o n  d a t a  a n d  i n f o r m a t i o n  a r e  i n v a l i d .  U n i o n  i s  a l s o  

s e e k i n g  a n  i n j u n c t i o n  a g a i n s t  t h e  D e p a r t m e n t ' s  e n f o r c e m e n t  o f  

t h e s e  r e g u l a t i o n s .  U n i o n  O i l  C o m p a n y  o f  C a l i f o r n i a  v . S t a t e , 

A l a s k a  S u p e r i o r  C o u r t  N o .  3 A N  8 1 - 7 4 7 3  C I V .

I n  i t s  c o m p l a i n t ,  U n i o n  s e e k s  t h e  i n v a l i d a t i o n  o f  t h e  

M L U P  r e g u l a t i o n s  o n  f o u r  b a s i c  g r o u n d s :  1) t h e y  a r e  o u t s i d e

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

N a t u r a l  R e s o u r c e s ;  2) t h e y  a r e  i n c o n s i s t e n t  w i t h  s t a t u t e s  

r e l i e d  u p o n  f o r  t h e i r  a d o p t i o n ;  3) t h e y  w e r e  n o t  p r o p e r l y  

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

P r o c e d u r e s  A c t ;  a n d  4) t h e y  w e r e  r e t r o a c t i v e l y  a p p l i e d  t o  
U n i o n ' s  p e r m i t .
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J o h n  W .  K a t z ,  C o m m i s s i o n e r  - 4 -  J a n u a r y  5, 1 9 8 2

R e :  S t a t u s  o f  M i s c e l l a n e o u s

L a n d  U s e  P e r m i t  R e g u l a t i o n s  

L i t i g a t i o n

T h e  s t a t e  d e f e n d a n t s  h a v e  d e n i e d  U n i o n ' s  c l a i m s  a n d  

h a v e  f i l e d  a t h i r d  p a r t y  c o m p l a i n t  a g a i n s t  A R C O  O i l  a n d  G a s  

C o m p a n y  a n d  A R C O  E x p l o r a t i o n  C o m p a n y  f o r  d e c l a r a t o r y  j u d g m e n t  

b e c a u s e  t h e  A R C O  c o m p a n i e s  a n d  U n i o n  j o i n t l y  c o n d u c t e d  g e e  p h y ­

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

s u b m i s s i o n  r e q u i r e m e n t s  o f  t h e  M L U P  r e g u l a t i o n s .  I n  t h e i r  
t h i r d  p a r t y  c o m p l a i n t ,  t h e  s t a t e  is  s e e k i n g  a j u d i c i a l  v a l i ­

d a t i o n  o f  t h e  M L U P  r e g u l a t i o n s  o n  t h e  s a m e  g r o u n d s  U n i o n  h a s  

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

g r o u n d s .

F i n a l l y ,  o n  D e c e m b e r  17 , 1 9 8 1 ,  t h e  D e p a r t m e n t  o f

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

d e c l a r a t o r y  j u d g m e n t  a g a i n s t  S h e l l  O i l  C o m p a n y ,  G e o p h y s i c a l  

S e r v i c e  I n c o r p o r a t e d ,  a n d  M o b i l  O i l  C o r p o r a t i o n . T h e  

D e p a r t m e n t ' s  c o m p l a i n t  s e e k s  a d e c l a r a t i o n  t h a t  a m e n d m e n t s  t o  

t h e  M L U P  r e g u l a t i o n s  a n d  t h e  c o n d i t i o n s  a t t a c h e d  t o  t h e  d e f e n ­

d a n t s '  p e r m i t s  r e q u i r i n g  t h e  s u b m i s s i o n  o f  c e r t a i n  g e o p h y s i c a l  

e x p l o r a t i o n  d a t a  a n d  i n f o r m a t i o n  a r e  v a l i d .  I n  i t s  a c t i o n ,  
t h e  D e p a r t m e n t  i s  s e e k i n g  a j u d i c i a l  v a l i d a t i o n  o f  t h e  M L U P  

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

a b o v e  l i t i g a t i o n .

D u e  t o  c h e  n e a r  i d e n t i t y  o f  issu>~ r a i s e d  b y  the. p a r ­

t i e s  i n  E x x o n  v. K a t z , U n i o n  v. S t a t e , S t a t e  v. A R C O , a n d  

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

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

f e r e n c e  w i t h  J u d g e  D a n i e l  M o o r e ,  o n l y  t h e  U n i o n  v. S t a t e , 

r' ta t e v . A R C O , a n d  S t a t e  v. S h e l l  c a s e s  w e r e  o r d e r e d  c o n s o l i ­

d a t e d  . ( J u d g e  M o o r e  is a s s i g n e d  t o  a l l  t h e  M L U P  c a s e s  i n  t h e

s u p e r i o r  c o u r t . )  T h e  E x x o n  v. K a t z  a c t i o n  w i l l  p r o c e e d  ir.de-

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

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

o f  a n y  o t h e r  c o m p a n i e s  r e f u s i n g  t o  c o m p l y  w i t h  t h e  M L U P  
r e g u l a t i o n s .
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J o h n  W. Katz, C o m a  finer -5- J a n u a r y  5, 1982

R e :  S t a t u s  o f  M i s c e l l a n e o u s

L a n d  U s e  P e r m i t  R e g u l a t i o n s  

L i t i g a t i o n

p e n d e n t l y  of these gases, with oral a r g u m e n t  to be h e l d  as 
scheduled on J a n u a r y  ir, 1982.

Ju d g e  M o o r e  indicated that a d e c i s i o n  would be r e n­
dered in the E x x o n  v. Katz a c t i o n  w i t h i n  two weeks of oral 
argument. In the remaining c o n s o l i d a t e d  actions, a m o t i o n  for 
full s u mmary judgment will be filed by the state p a r t i e s  
during the week of J a n u a r y  11, 1982. If b r i e f i n g  occurs under 
the timing p r o v i s i o n s  of the Civil Rules, it is p o s s i b l e  that 
oral a r g ument may be he ld during the first or second week of 
February. Hopefully, these cases will reach the Alaska 
supreme court so that the court may c o n s i d e r  them in tandem 
with the C h e v r o n  v. L e R esche appeal b e core the court recesses 
for the summer.
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B e l t z  R o o m  

2 L 1  C a p i t o l

M E M B E R S  P R E S E N T

S E N A T O R  F A H R E N K A M P  

S E N A T O R  F I S C H E R  

S E N A T O R  G I L M A N  

S E N A T O R  M U L C A H Y  

S E N A T O R  S T U R G U L E W S K I  

S E N A T O R  BR AD L F. Y

M E M B E R S  A B S E N T  

S E N A T O R  E L I A S O N

T h e  C o m m i t t e e  w a s  b r i e f e d  o n  F i s h e r i e s  b y  R o g e r  P a i n t e r ,

E x e c u t i v e  D i r e c t o r  o f  U n i t e d  F i s h e r m e n  o f  A l a s k a  a n d  R i c h a r d

ii. L a u b e r , A l a s k a  M a n a g e r ,  P a c i f i c  S e a f o o d  P r o c e s s o r s  A s s o c i a t i o n .

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

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

h a s  m o r e  t h a n  d o u b l e d  a n d  t h e r e  h a s  b e e n  a s h i f t  to f r o z e n  

s a l m o n .  J a p a n  is t h e  p r i m a r y  p u r c h a s e r  o f  A l a s k a ’s s e a f o o d  

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

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

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

d i f f i c u l t i e s .  H e  f u r t h e r  i n d i c a t e d  t h a t  t h e  m a r k e t i n g  of  

A l a s k a ' s  s e a f o o d  n e e d s  to b e  e x p a n d e d  i n  t h e  U n i t e d  S t a t e s .

H e  s u g g e s t e d  t h a t  t h e  s t r i k e  i n  B r i s t o l  B a y  l a s t  s e a s o n  w a s  

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

a b o u t  m a r k , i  c o n d i t i o n s .  H e  s u g g e s t e d  t h a t  t h e  S t a t e  s h o u l d  

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

h e l p  a v o i d  a n o t h e r  s t r i k e .

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

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

t h e  w o r k  is d e m a n d i n g .  T h e i r  l a s t  m e e t i n g  l a s t e d  2 1 / 2

m o n t h s .  S i n c e  t h e i r  w o r k  l o a d  is so s t a g g e r i n g ,  he  s u g g e s t e d

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

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

f i s h  t i c k e t s .  U n t i l  r e c e n t l y  t h e r e  w a s  a t w o  y e a r  l a g  in 

p r o c e s s i n g  t h e  t i c k e t s .  A t  p r e s e n t ,  t h e  p r o c e s s i n g  o f

Ii



S E N A T E  R E S O U R C E S  C O M M I T T E E  

J a n u a r y  28, 1 9 8 1  

P a g e :  2

'

t i c k e t s  is l e s s  t h a n  a y e a r  b e h i n d .

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

u s e r s .  H e  d i d  n o t  w a n t  to  s e e  t h e  s u b s i s t e n c e  l a w  r e p e a l e d  

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

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

H e  i n d i c a t e d  t h a t  s o m e  o f  t h e  f a c t o r s  i n h i b i t i n g  f i s h e r i e s  

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

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

R i c h a r d  B. L a u b e r  t o l d  t h e  C o m m i t t e e  t h a t  p r o b a b l y  t h e  

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

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

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

o f  'ihose i n t e r p r e t i n g  t h e  o r i g i n a l  l a w s  i s  a s e v e r e  p r o b l e m .  

G o v e r n m e n t  a g e n c i e s  m a k e  l i t t l e  e f f o r t  to f o l l o w  t h e  o r i g i n a l  

l e g i s l a t i v e  i n t e n t .

I n  d e s c r i b i n g  A R R C  h e  i n d i c a t e d  t h a t  h e  f e l t  t h a t  a s t a t e  

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

e n t e r p r i s e .  A R R C  s h o u . d  o n l y  b e  a l e n d i n g  a g e n c y .

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

r e o r g a n i z a t i o n  o f  t h e  D e p a r t m e n t  o f  C o m m e r c e  a n d  E c o n o m i c  

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

g r e a t  b e n e f i t  to  t h e  i n d u s t r y .
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T h e  S t a t e ' s  5 - Y e a r  O i l  a n d  G a s  L e a s i n g  P l a n

D i c k  W i l s o n .  M a n a g e r ,  A l a  s k a / P a c i f i c  E x p l o r a t i o n  D J v i s i o n ,  E x x o n , 

e x p r e s s e d  s u p p o r t  f o r  t h e  S t a t e ' s  5 - y e a r  p r o g r a m  a n a  s u g g e s t e d  

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

f e d e r a l  s a l e s .  E x x o n  o p p o s e s  a n y  r e q u i r e m e n t  t h a t  G & G 

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

b e  p r o v i d e d  to t h e  S t a t e  p r i o r  to  a l e a s e  s a l e ,  o r  t h a t  G & G 

d a t a  b e  u s e d  b y  t h e  S t a t e  to d e t e r m i n e  a t r a c t ' s  v a l u e .  R a t h e r ,  

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

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

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

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

B o b  K r o p s c h n t, E x p l o r a t i o n  M a n a g e r  f o r  A l a s k a  f o r  C h e v r o n , 

e x p r e s s e d  s u p p o r t  f o r  t h e  S t a t e ' s  5 - y e a r  p r o g r a m ,  b u t  s e e s  t h e  

s t a t e - i m p o s e d  N o v e m b e r  to M a r c h  d r i l l i n g  w i n d o w  a s  a p r o b l e m .  

C h e v r o n  p r e f e r s  t h e  c a s h  b o n u s  b i d d i n g  w i t h  r o y a l t i e s  o f  1 /8  

o r  1 / 6 ,  w i t h  t h e  i n d u s t r y  n o m i n a t i n g  t r a c t s  t h e y  w i s h  to b i d  

o n .  K r o p s c h o t  f e e l s  d i s - i n c e n t i v e s  m u s t  b e  r e m o v e d  to i m p r o v e  

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

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

R o g e r  H e r r a r a ,  S o h l o, f i n d s  t h e  S t a t e ' s  5 - y e a r  p r o g r a m  r e a s o n a b l e  

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

a n d  l a b e l e d  t h e  s e a s o n a l  d r i l l i n g  r e s t r i c t i o n  a d J s - i n c e n t i v e .
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S e n a t e  R e s o u r c e s  C o m m i t t e e  

F e b r u a r y  2 6 ,  1 9 8 2  

P a g e  2

L a r r y  V a v r a ,  U n i o n  O i l  o f  C a l i f o r n i a , f i n d s  t h e  p r e s e n t  

p e r m i t t i n g  s y s t e m  c u m b e r s o m e ,  a n d  u r g e d  p a s s a g e  o f  S B  8A.

T h e  m e e t i n g  w a s  a d j o u r n e d  a t  3 : 0 0  p . m .

P l e a s e  f i n d  a t t a c h e d  t h e  w r i t t e n  c o m m e n t s  of  C h e v r o n ,  A R C O ,  
a n d  E x x o n .
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D a n  H i n c k l e  

D i v i s i o n  A t t o r n e y  

M a r a t h o n  O i l  C o m p a n y  

P. 0. B o x  2 3 8 0  

A n c h o r a g e ,  A l a s k a  9 9 5 1 0

D e a r  D a n :

O n  F e b r u a r y  8 t h  J o h n  K a t z ,  C o m m i s s i o n e r  O l t h e  D e p a r t m e n t  

o f  N a t u r a l  R e s o u r c e s ,  w i l l  b e  b r i e f i n g  t h e  C o m m i t t e e  o n  t h e  

S t a t e ' s  F i v e - Y e a r  O i l  a n d  G a s  L e a s i n g  P r o g r a m .

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

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

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

P r o g r a m .

A d d i t i o n a l l y ,  I a m  h o l d i n g  a h e a r i n g  to g a t h e r  t h i s  

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

T h e  d a t e  w e  h a v e  s e t  i s  F e b r u a r y  2 6, 1 9 8 2 ,  a t  1 : 3 0  p . m . ,  i n  

t h e  B e l t z  R o o m  - 2 1 1  C a p i t o l .  S p e c i f i c a l l y ,  w e  w o u l d  l i k e  

y o u r  c o m p a n y ' s  t h o u g h t s  o n :

1. T h e  F i v e - Y e a r  O i l  a n d  G a s  L e a s i n g  P r o g r a m ;

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

b e i n g  u t i l i z e d ;

a) W h a t  i s  o f  b e n e f i t  a n d  w o r k i n g ;

b) W h a t  i s  c u m b e r s o m e  a n d / o r  b u r e a u c r a t i c :  a n d ,

3. T h e  S t a t e ' s  l e a s i n g  p o l i c y .
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A L A S K A : 5 - Y E A R  OIL & GAS L E A S I N G  PROGRAM 

R. E. K R OPSCHOT

C c  ~ . r » *  tov* FEBRUARY 26, 1982

Thank y o u  for the o p p o r t u n i t y  t o  t e s t i f y  in y o u r  " 5 - Year Oil & Gas Leasing 

Program" hearings. M y  name is B o b  Kropschot a n d  I am E x p l o ration M a n ager 

for Alaska for Chevron. I have spent the last 26 y e a r s  e x p l o r i n g  for oil f or 

Chevron, beginning w i t h  the e a r l y  days o f  e x p l o r a t i o n  on the Kenai Peninsula 

through various parts o f  the U n i t e d  States and the world.

My comments will c o v e r  two areas;

1. The first c o n c e r n i n g  the 5 - y e a r  scheduile as presented to the 

legislature, and

2. The second to prerpnt Chevron's comments relative to some o f  the 

questions t h a t  wer e  r aised by the C o mmittee members during the 

hearing on F e b r u a r y  8, 1982.

Following are comm e n t s  c o n c e r n i n g  the proposed schedule:

1. We feel the strategy o f  m i x i n g  the h i g h e r  risk frontier areas with 

areas ne a r  proven oil fields and having lo w e r  risk is appropriate.

Such a mix provides o p p o r t u n i t i e s  for all segments o f  industry,

large and small, to pa r t i c i p a t e  as well as spread their capital between 

m a t u r e  and f r o n t i e r  areas.

2. T he Department should be complimented for its emphasis on the neei to 

establish a predictable sale schedule to assist in meeting the needs of 

Alaska and the Nat'on.
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3 -  A d d i n g  the Camden Bay sale in 1986 m a y  pose problems. The offsetting 

Federal Arctic National Wildlife Refuge cannot be leased prior to 

lat.e-1986 due to the terms of the Alaska National Interest Lands 

C o nservation Act. Assuming normal slippage o f  sales, it would probably 

be a d visable to schedule the state sale about one y e a r  later in 1987.

An a l ternate strategy would be to encourage federal legislative change 

to a c c e lerate the assessment of the Refuge's potential and move that 

possible sale ahead. The 1986 Camden Bay sale could then be left as
j

proposed.

I was fortunate to be able to attend the Commissioner's presentation of his 

proposed 5 -year plan to the Resources Committee on February 8, 1982. I 

would like to present Chevron's thoughts on some o f  the questions that came 

up at that meeting:

Those questions included:

1. How does activity by independent operators in Alaska compare with 

the Lower 48?

2. What are policy roadblocks holding up evaluation of present leases?

3. What is the outlook for production when Pruanoe Bay begins to decline 

in about 1988?

4. What are the effects of different types o f  leasing systems on 

future production?
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5. What is the situation on seismic data release?

These are difficult questions to a n s w e r  and I don't presume we can fully do it 

but I would like to present some facts that m ay give some insight.

Let me start w i t h  the first question: ,:How does the activity by independent 

operators in Alaska compare with the Lower 48?" The independent operator is 

not as active in Alaska as in the Lower 48 due to the high costs and risk and

long delay time to first production. There is no shortage of drilling rigs or

seismic crews at the present t me. The costs to work in most areas o f  Alaska 

are very high. Chevron has drilled four dry holes on our Arctic Slope Regional 

Corporation leases in the foothills of the Brooks Range. They cost over $140 

million. We fortunately had partners in some o f  them to share the cost. We 

are currently drilling a fifth well. Needless to say, truly wildcat arias

like this and some of y o u r  sale areas are not the kind of project an organization

with relatively limi.ed capital w o u l d  undertake. Seismic crews on the slope 

cost some $2 million a month. Production of 50 tu 100 miles a month reflects

• 4 . ■ *
costs of $20,000 to $40,000 per mile. Th'.s cost is also similar to shallow

water and mud flat data we gathered in the Cook Inlet prior to the recent

state sales. Costs for similar depth wells and seismic in the Lower 48 are 

per well
$2.5 million/and $10,000 per mile. The exceptional cos''? n Alaska make it 

difficult for the independent to operate alone. I would add though we die Did 

with an independent operator on some of the Cook Inlet tracts. I think y o u  will 

find that many majors include responsible smaller operators in their 0CS and 

state bidding. Competing companies do need a very large resource base to 

sustain them for the long period between initial exploration and production. 

Prudhoe Bay was discovered in 1968 and a period o f  9 years went by until the 

first production in 1977.
AGO 8 8 6 3 9 7



I would like to address the second question next, which asks "What are the 
policy roadblocks holding up the elevation of present leases?" The acreage 
leased in the 1979 Beaufort Sea sale is worth examining. Two factors have 
delayed the evaluation of those leases. The first is the matter of the suit 
before the State Supreme Court to invalidate those leases, which really isn't 
a policy roadblock. It is difficult to invest any significant sum of money 
in evaluating the leases when the possibility exists that they would be judged 
invalid. We have taken the risk and participated with Sohio in the Challenge 
Island well and are drilling with our partners a well on Jeanette Island.
Other companies have taken the risk also. The second problem relates to the 
state-imposed drilling window from November 1 through March 31. It is diffi­
cult to plan drilling operations for only that five month winter drilling 
period. Even if discoveries are made, delays in developing may make the pro­
jects uneconomic. We are hopeful this onerous and in our opinion unnecessary 
provision will be eliminated in the near future.

Now I would like to address the tî rd question, which relates to the outlook 
for production w' Prudhoe Bay begins to decline in 1987-89, as currently 
forecasted. It te typical of basins worldwide to find only one huge
oil field and t i fields of far lesser magnitude. As production from
the major field beings to decline, it is extremely difficult to keep the total 
production up. In the Central Sumatra area of Indonesia, the huge Minas field 
produced at a level approaching 500,000 barrels a day for several years and 
by adding the smaller nearby discoveries the production reached 1 million

AGO 886398
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barrels a day, but shortly thereafter Minas, the major controlling factor, 
began to decline and no matter how many more nearby discoveries were made 
production has never reached the million barrel a day figure again. The 
production in that area now has dropped to approximately 700,000 barrels 
a day and can be expected to continue its gradual decline.

In Alaska the problem of keeping the production level up is compounded by 
the remoteness of so many areas, and the long lead times required to bring 
a discovery on production. I think the chances of finding another Prudhoe 
Bay size field Alaska controlled lands on the North Slope are extremely 
slight. Therefore, if the state's current production is to be maintained, 
it will be necessary to provide for early evaluation of the remaining 
prospective areas. There is no better way to do this than by encouraging 
industry to aggressively explore the Alaska lands. Perhaps my discussion 
on questions 4 and 5, which follows, will shed more light on this subject.

Concerning question four, "What are the effects of different types of leasing 
systems on future production-, this subject was studied by the federal 
government and their results were published 1n the January 26, 1982 Federal 
Register. That study examines 22 OCS sales where four different bidding 
systems were used.

The federal government's goal is to utilize systems that "encourage expeditious 
exploration of frontier areas and which provide adequate incentives for 
efficient and diligent production in developed regions." They also include 
objectives such as assuring fair market value, maintaining competition, and 
protecting the environment.
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In reviewing the past sale results, they compared the customary .̂te-sixth
royalty with the bid variable being the bonus bid against:

1. Fixed bonus, royalty variable.

2. Fixed 1/3 royalty, bonus variable.

3. Sliding scale royalbonus variable.

4. Fixed net profit share, bonus variable.

Their preliminary conclusions state that:

1. Most alternates showed no meaningful differences in competition.

2. No indication that the government share of the expected economic return 
on tracts leased will increase with the alternate systems.

3. Royalty bidding gave the sharpest contrast, but it was decided to 
discontinue that system because:

. a. Rates of some winning royalty bids were "sufficiently high to
make substantial production losses very likely." A high royalty 
bid means the mininvim economically developable field size must 
also be higher.

AGO 886400



b. Investment at risk may be so low that "tract owners will have 
greatly reduced incentives to explore and develop those tracts."

4. The fU'ed 1/3 royalty may result in frontier area tracts not receiving 
bids. They do not intend to use it in frontier areas because of the 
urgent need to avoid dis-incentives.

5. The sliding scale royalty system is difficult to design due to the 
uncertainty of price changes. It was not being recommended because 
it could provide a dis-incentive to the investments needed to achieve 
higher production.

6. The fixed net profit share system might have some merit in assuring 
competition in higher cost areas by reducing front-end investment if 
the lessor could earn a normal profit before sharing returns with
the government. However* the benefits can be "offset by administrative 
and accounting burdens on both lessees and the government."

The federal government is suggesting comments on bidding systems for various 
OCS areas and in Alaska is proposing cash bonus bidding as the variable with 
royalties of 1/8 or 1/6. In some of the high cost areas, the fixed net profit 
share with a cost recovery program may be used in place of the 1/8 royalty 
with bonus bidding recommendation.

In summary, the trend in federal leasing appears to be away from systems that 
can provide dis-incentives to early and aggressive exploration and development,

.4
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back to the standard bonui bid variable with lower fixed royalties. Their 
experience indicates that generally non-bonus bidding and high royalties 
discourage timely exploration and development of potentially productive 
acreage.

The final question, concerning seismic data release, relates to the whole subject 
of oil and gas exploration. Even though the major companies normally have more 
data available to them than the smaller operators, more than one-half of the

\n. \ \ov>£<i HP.-

discoveries.̂ re made by the "independents" without the large data bank. It is 
not just the data bank available that finds oil but rather the opportunity for 
various ideas to be brought to bear on the subject. I feel that the State of 
Alaska runs a real chance of slowing rather than expediting the assessment of 
its oil and gas potential when it undertakes a major effort to determine the 
potential of its exploratory areas and then tailors a bidding system and sale 
schedule based on those results.

On this subject, I would like to mention another review under way by the 
federal government. This relates to a February 5, 1982, Federal Register 
Notice about pre-sale evaluation of tracts in the OCS to insure that bidders 
pay fair market value. The Notice states that;

1. There are gains to the government if the costs of tract evaluation 
can be reduced.

2. The economic efficiency of exploration and development can be 
improved by relying more fully on the leasing market and less on 
government decision making to determine which tracts are leased.
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I would recommend that you consider letting industry do some of the costly 
and highly inexact pre-sale work for you by letting them nominate tracts 
they wish to bid on and then letting their high bid by the bonus bid fixed 
royalty system determine the tract value. This system takes the cost and 
risk out of the hands of the taxpayer and provides a favorable climate to 
encourage early evaluation and development.

In summary, I would suggest that items 3 and 4 of. the State Leasing Strategy 
which is on page 12 of”' be carefully reviewed in light of the .
information I have mentioned. Long-term fiscal planning is a very necessary 
process and should be based on proven and potential reserves. The possible 
discoveries cannot be reliably quantified. However, by providing a climate 
that encourages industry to make that evaluation at an early date, the future 
production projections will be more reliable.

Thank you for this opportunity to address you. I will try to answer any 
questions you have.
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G. T. W i lk in so n  
V ice  P r e s i d e n t  
E x p lo r a t i o n  O p e r a t i o n s  - A la sk a

February 24, 1982

Senator Bettye Fahrenkamp 
Chairman, Resources Committee 
Alaska State Legislature 
Pouch V  (MS-3100)
Juneau, AK 99S11

Pear Senator Fahrenkamp:

ARCO Exploration Company has reviewed the State Five-Year 
Oil and Gas Leasing Program, dated January 1982. As the 
Program states at several junctures, all Alaskans benefit 
from a fixed and predictable leasing program. As you are 
aware, this predictability is integral to an effective 
exploration program, and we are heartened by the Depart­
ment of Natural Resources sharing of this concern. In 
this regard, the Department has been more responsive in 
adhering to the sale schedule»

The Five-Year Leasing Program represents a commitment on 
the part of the state to allow systematic and consistent 
exploration of the most promising areas ir t.he state. In 
order to help ensure successfi 1 exploration efforts, 
especially in remote, high-cost, high-risk areas, we feel 
that the Department of Natural Resources should offer ten- 
year leases with cash bonus bidding and, to the extent 
feasible, coordinate federal OCS sales with state near­
shore sales. We also „rge the Department to replace the 
Chukchi Sea sale (No. 44) on the schedule. While it is 
recognized that operating conditions in this area are 
harsh, the near-shore area may be considerably easier for 
exploratory operations than tracts in deeper water sched­
uled to be leased Ly the federal government (OCS Sale 
No. 85, scheduled for February of 1985).

Again, we are encouraged by the efforts of the Department 
of Natural Resources to develop and adhere to the Five- 
Year Leasing Program.

Thank you for the opportunity to comment.

Very truly yours,

✓7 y
G. T. Wilkinson

cc: Mr. John Katz - Commissioner Dept, of Natural Resources
Ms. Beverly Ward 
Mr. Dave Harbour

AncO  Exploration Company Is a Division ol AllanllcRlchlloldCompany AGO 8^6404



TESTIMONY ON 

FIVE-YEAR OIL AND GAS LEASING PROGRAM 

AND THE STATE OF ALASKA'S LEASING POLICY

BY

RICHARD D, WILSON 

MANAGE®.

ALASKA/PACIFIC EXPLORATION DIVISION 

EXXON COMPANY, U.S.A.

BEFORE THE

STATE OF ALASKA 

SENATE RESOURCES COMMITTEE

JUNEAU, ALASKA 

FEBRUARY 26, 1982
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Madame Chairman and Members of the Committee. I am D|
Manager OFjjSI&k Alaska/Pacific Exploration Division located
in Houston. I am responsible for all of Exxon7s exploration
ACTIVITIES IN THE PACIFIC OFFSHORE AND IN ALL OF ALASKA/ BOTH 
ONSHORE AND OFFSHORE. I APPRECIATE THE OPPORTUNITY TO BE HERE 
TODAY AND PRESENT THE VIEWS OF MY COMPANY ON THE STATE OF
Alaska's Five-Year Leasing Program and the leasing policy of 
the State.

Exxon sffipgfil j k and has supported in previous testimony before 
this Body and in comments to the Department of Natural Re-
SOURCES/ THE CONCEPT OF THE “
PROGRAMV A FIRM PROGRAM ALLOWS COMPANIES TO PLAN THE MOST 
EFFICIENT USE OF LIMITED AMOUNTS OF MANPOWER AND RESOURCES IN 
PREPARING FOR LEASE oALES, MOREOVER/ WITH SUFFICIENT PLANNING 
TIME/ THE STATE WILL BE ASSURED OF HAVING THE MAXIMUM NUMBER OF 
PARTICIPANTS IN A SALE. THIS INCREASES THE STATE'S REVENUE, 
ENSURES THE RECEIPT OF FAIR MARKET VALUE FOR THE LEASES/ AND AC­
CELERATES EXPLORATION. IF A FIVE-YEAR LEASING PROGRAM IS TO BE 
OF SIGNIFICANT BENEFIT .0 PROSPECTIVE BIDDERS AND TO THE STATE
of Alaska, the State must adopt a schedule and then stick to it . 

With resdect to the five-year leasing program itself, Exxon
BELIEVES THAT THE MOST EFFECTIVE AND EFFICIENT SCHEDULING OF

'§§£§$, Where appropriate, joint State/Federal lease sales
SHOULD BE CONDUCTED. LACK OF COORDINATION WILL RESULT IN
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DUPLICATION OF EFFORT AND CAN CREATE SIGNIFICANT OPERATIONAL 
PROBLEMS IN THE EXPLORATION AND DEVELOPMENT OF ADJACENT STATE
and Federal areas. This is particularly true if the same
PROSPECTIVE GEOLOGICAL STRUCTURES UNDERLIE BOTH AREAS. IN 
ADDITION/ BASED ON OUR PAST EXPI ORATION EXPERIENCE/ THERE IS A 
HIGH CHANCE OF THE STAHL'S SALE AREA BEING CONDEMNED IF ADJACENT
Federal acreage is leased and drilled before the State sale is 
held. This SIMPLY reflects THE high risk of finding any oil and
GAS IN A PARTICULAR AREA.

In written comments to the DNR last November on the proposed 
revision of The Five-Year Oil and Gas Leasing Program/ Exxon
PROVIDED COMMENTS ON SPECIFIC SALES WHICH I WILL NOT REITERATE 
AT THIS TIME. FOR THE CONVENIENCE OF THE COMMITTEE/ YOU WILL 
FIND A COPY OF THOSE COMMENTS ATTACHED TO EACH COPY OF TODAY'S 
PRESENTATION WHICH I HAVE FURNISHED TO YOU.

I WOULD ALSO LIKE TO BRIEFLY DISCUSS THE STATE'S OIL AND GAS 
LEASING POLICY, AS IT RELATES TO THF. STATE'S PERCEIVED NEED TO 
ACQUIRE GEOLOGICAL AND GEOPHYSICAL DATA (G&G DATA) PRIOR TO A 
LEASE SALE.

INTERPRETATIONS OF G&G DATA PROVIDE SPECULATIVE ESTIMATES OF

AGO 8864-07



TRACT RESOURCE POTENTIAL. THESE ESTIMATES CAN VARY WIDELY 
AMONG QUALIFIED EXPLORATIONISTS AS EVIDENCED BY THE WJJE RANGES 
IN BIDS SUBMITTED IN STATE AND FEDERAL LEASE SALES. THERE IS 
NO PRECISE WAY/ SHORT OF DRILLING/ TO DETERMINE THE VALUE OF A 
TRACT. FOR A GIVEN TRACT/ IN DECIDING WHETHER TO BID/ AND AT 
WHAT LEVEL/ WE CONSIDER A VARIETY OF FACTORS IN ADDITION TO G&G 
INFORMATION INCLUDING COSTS/ TECHNOLOGY/ ECONOMIC AND PRICE 
FORECASTS/ TIMING AND TRANSPORTATION SYSTEMS. BECAUSE THE 
CHANCES OF ACHIEVING COMMERCIAL PRODUCTION FROM AN AREA DE­
CREASE AS EXPLORATION AND DEVELOPMENT COSTS INCREASE/ AN ESTI­
MATE OF RESOURCE POTENTIAL CANNOT BE THE SOLE BASIS FOR BID 
DECISIONS. AN EXAMPLE OF THE FEDERAL GOVERNMENT'S FAILURE TO 
CONSIDER ADEQUATELY ALL CRITICAL FACTORS IN REJECTING LEASE 
SALE BIDS OCCURRED IN OCS LEASE SALE NO. 59 HELD LATE LAST YEAR.
In this Mid-Atlantic Sale, the large disparity between the
GOVERNMENT'S AND INDUSTRY'S EVALUATION OF TRACTS CAUSED THE 
USGS TO REJECT ALMOST HALF OF THE 98 HIGH BIDS. THE REJECTIONS 
IN THAT SALE AND THE RESULTING DELAY OF EXPLORATION, CAUSED 
CONSIDERABLE CONCERN TO EVERYONE INVOLVED, INCLUDING THE GOV­
ERNMENT.

- 3-
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The sI lection of' tracts to be offered in a lease sale should be

WILLING TO NOMINATE TRACTS WHEN GIVEN THE OPPORTUNITY. A 
SELECTION PROCESS IN WHICH INDUSTRY NOMINATES TRACTS AND THE 
DNR/ AFTER CONSIDERATION OF RELEVANT ENVIRONMENTAL FACTORS/ 
MAKES THE FINAL TRACT SELECTION BASED ON THESE NOMINATIONS 
BENEFIT BOTH THE STATE AND THE BIDDERS AT A LEASE SALE. SUCH 
AN APPROACH TO LEASE SALE TRACT SELECTION WOULD ELIMINATE THE
State's need to conduct costly and time-consuming analyses of
G&G DATA PRIOR TO THE SELECTION OF TRACTS. THE FREQUENCY OR 
INFREQUENCY WITH WHICH INDIVIDUAL COMPANIES NOMINATE A GIVEN 
AREA WOULD PROVIDE THE STATE A GOOD INDICATION OF THE COMPANIES' 
INTEREST IN THE VARIOUS PROPOSED SALE AREAS. ALSO/ EXPLORATION 
AND DEVELOPMENT OF THE STATE'S OIL AND GAS RESOURCES WOULD BE 
EXPEDITED THROUGH THE TIMELY LEASING OF THOSE TRACTS IN WHICH 
I DUSTRY EXH’BITED A HIGH INTEREST.

Turning now to bidding systems/ we urge the State to return to
THE USE OF

WOULD EL'lffl TATfc 5 Nl IffiSSBSrO DETERMINE WHICH
BIDDING SYSTEM TO EMPLOY. IT IS EXTREMELY "NLIKELY THAT THE
State's ultimate revenues from net profit share leases will
EQUAL OR EXCEED THE RETURN WHICH WOULD HAV«_ BEEN GENERATED BY 
USE OF CASH BONUS BIDDING FOR THESE LEASES. IN RECOGNITION OF 
THIS PROBABILITY/ THE FEDERAL GOVERNMENT HAS NEVER USED NET 
PROFIT SHARE AS THE BID VARIABLE. IN FACT/ OCS LEASES AWARDED
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IN FRONTIER AREAS SINCE 1973 HAVE GENERATED IN EXCESS OF FOUR 
BILLION DOLLARS IN BONUS REVENUE. TO DATE/ NO PRODUCTION HAS 
RESULTED AND ONLY ONE POTENTIALLY COMMERCIAL DISCOVERY HAS BEEN 
MADE ON THESE FRONTIER LEASES. THUS/ IT APPEARS THAT THE PUBLIC 
WOULD HAVE OBTAINED ESSENTIALLY NO RETURN HAD A CONTINGENCY 
PAYMENT BIDDING METHOD BEEN EMPLOYED INSTEAD OF CASH BONUS 
BIDDING.

Exxon views the State's continued use of bidding systems which

of the State's natural resources. These contingency payment 
systems reduce the incentives to explore untested tracts and 
ultimately to develop marginal fields. They involve a rela­
tively SMALL "UP-FRONT" FINANCIAL COMMITMENT BY BIDDERS AND 
PROVIDE A REDUCED PROFIT EXPECTATION TO LESSEES. THE NET PROFIT 
SHARE SYSTEM/ IN PARTICULAR/ PLACES MAJOR ADMINISTRATIVE AND 
ACCOUNTING BURDENS ON BOTH LESSEES AND THE STATE.

THE ECONOMIC AND ADMINISTRATIVE DISADVANTAGES INHERENT IN THE 
USE OF THESE CONTINGENCY PAYMENT SYSTEMS ARE IN CONTRAST TO THE 
NUMEROUS ADVANTAGES OF CASH BONUS BIDDING. FIRST/ THE DESIRE 
TO MAXIMIZE THE RETURN ON THE CASH BONUS INVESTED PROVIDES A 
STRONG INCENTIVE TO THE SUCCESSFUL BIDDER TO RAPIDLY/ EF­
FICIENTLY AND ECONOMICALLY EXPLORE AND DEVELOP ITS LEASE. 
SECOND/ CASH BONUS BIDDING PLACES THE RISK/ THAT HYDROCARBONS 
IN COMMERCIAL QUANTITIES WILL NOT BE FOUND/ ON INDUSTRY WHERE

- 5-
AGO 8864-10



IT BELONGS, RATHER THAN ON THE STATE. WITH NET PROFIT SHARE 
BIDDING, THE STATE BEARS A MAJOR PORTION OF THE EXPLORATION RISK 
BECAUSE THE FAILURE TO MAKE A DISCOVERY OF HYDROCARBONS IN 
COMMERCIAL QUANTITIES MEANS NO COMPENSATION TO THE STATE. WE 
BELIEVE THAT SUCH RISK-TAKING, WITH ITS RESULTANT REWARDS OR 
LOSSES, IS MORE PROPERLY THE PROVINCE OF PRIVATE ENTERPRISE 
THAN IT IS THE STATE'S. FINALLY, THE CASH BONUS SYSTEM IS

administer.

With respect to the determination of bid adequacy, we :*:lj£ve
THAT COMPETITIVE BIDDING BY COMPANIES
RECEIPT OF FAIR MARKET VALUE, WE ARE IN THE BUSINESS OF 
EVALUATING RESOURCE POTENTIAL ,.ND RISKING LARGE AMOUNTS OF 
MONEY BASED ON SUCH EVALUATIONS. COMPETITION WITHIN A SALE 
AREA, RATHER THAN THE STATE'S ARBITRARY EVALUATION BASED ON 
PRE-SALE G&G DATA, SHOULD BE THE PRIMARY DETERMINANT OF THE 
ADEQUACY OF A BID. SUCH COMPETITION WILL ENSURE THE STATE A 
FAIR RETURN FOR ITS POTENTIAL OIL AND GAS RESOURCES.

There are additional factors which contribute to pjp&ws a
TIMELY EXPLORATION AND DEVELOPMENT PROGRAM IN THE STATE OF
Alaska. One major obstacle to this goal current.y under review 
by Commissioner Katz is the present seasonal drilling restric-
^H fllN  EXPLORATION ACTIVITIES. EX\ON BELIEVES THAT A DECAuL 
OF SAFE OPERATIONS IN THE ARCTIC DEMONSTRATES THE ABILITY TO 
OPERATE IN A SAFc AND ENVIRONMENTALLY ACCEPTABLE MANNER.

- 6-
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Al a s k a  i s  s t i l l  e s s e n t i a l l y  a  f r o n t i e r  a r e a  w h e r e  l i t t l e

EXPLORATORY D R I L L I N G  HAS OCCURRED.  THE SHORTENED D R I L L I N G  

SEASON NECESS I TATES  A LONGER TIME FRAME FOR THE D R I L L I N G  OF 

EXPLORATORY WELLS AND THE SUBSEQUENT DEL INEAT ION  OF ANY D I S ­

COVERY MADE.  T H I S  FURTHER DELAYS THE DEVELOPMENT AND PRO­

DUCTION PHASE OF O I L  AND GAS OPERAT IONS .  SUCH DELAYS W I LL  HAVE 

A S I G N I F I C A N T  IMPACT ON THE STATE ECONOMY BY REDUCING THE

S t a t e ' s  c a s h  f l o w .

I n c l o s i n g ,  I  w o u l d  l i k e  t o  e m p h a s i z e  t h a t  e a c h  o f  t h e  i s s u e s

WE HAVE D I S CU SS ED  TODAY -  THE F I V E - Y E A R  LEAS ING  PROGRAM; THE

s t a t e ' s  l e a s i n g  p o l i c y  a s  i t  r e l a t e s  t o  t h e  u s e  o f  G&G d a t a  i n

MAK i ; ‘ r  TRACT SE LE CT IO NS ,  CHOOSING A B I D D I N G  SYSTEM AND DE­

TERMIN ING  THE ADEQUACY OF A B I D ;  AND SEASONAL D R I L L I N G  RE ­

S T R I C T IO N S  -  ALL W I LL  HAVE A S I G N I F I C A N T  IMPACT ON THE T IM ING  

OF FUTURE EXPLORATION AND DEVELOPMENT AND SUBSEQUENT REVENUES

t o  t h e  S t a t e  o f  Al a s k a . One  o f  t h e  m a j o r  p u r p o s e s  o f  e s ­

t a b l i s h i n g  A F I V E - Y E A R  LEAS ING SCHEDULE WAS TO PROV IDE  A PLAN 

WHICH WOULD F A C I L I T A T E  THE ORDERLY  AND E X P E D I T I O U S  INVENTORY 

AND DEVELOPMENT OF ALASKA 'S  PETROLEUM RESOURCES .  OUR PROPOSALS 

WOULD HELP ACHIEVE T H I S  PURPOSE .

I  APPREC IATE  THE OPPORTUNITY TO EXPRESS  SOME OF EXXON'S  VIEWS

o n  t h e  F i v e - Y e a r  O i l  a n d  Ga s  L e a s i n g  P r o g r a m  a n d  t h e  S t a t e  of  

Al a s k a ' s  l e a s i n g  p o l i c y . I  w i l l  b e  h a p p y  t o  a n s w e r  a n y

QUEST IONS YOU MAY HAVE AT T H I S  T IME OR SUBMIT FURTHER WRITTEN

c o m m e n t s  t o  t h e  Co m m i t t e e . T h a n k  y o u  f o r  y o u r  a t t e n t i o n .

- 7-
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R E : S t a t e ' s  5 - Y e a r  O i l  a n d  G a s  L e a s i n g  P r o g r a m

D A T E :  M a r c h  2 9 ,  1 9 8 2

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

M a r a t h o n  O i l  C o m p a n y  in r e s p o n s e  to o u r  i n v i t a t i o n  f o r  

c o m m e n t s  o n  t h e  S t a t e ' s  5 - Y e a r  O i l  a n d  G a s  L e a s i n g  P r o g r a m .
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A K. Daniel HinkleDivision Attorney 
Production, U.S. & Canada

Marathon 
Oil Company

P.O. Box 2380 Anchorage, Alaska 99510 
Telephone 907/274-1511
M a r c h  23, 1982

S e n a t o r  B e t t y e  F a h r e n k a m p  
Se n a t e  R e s o u r c e s  C o m m i t t e e  
A l a s k a  S t a t e  L e g i s l a t u r e  
Po uch V (MS 1300)
J u n e a u  AK 99811

Re: Al a s k a  5 - Y e a r  Oil and Gas L e a s i n g  P r o g r a m
A t t a c h m e n t s  to M a r a t h o n  Oil C o m p a n y  C o m m e n t s

De a r  S e n a t o r  F ahrenkamp:

The a t t a c h e d  e n c l o s u r e s  listed b e l o w  were i n a d v e r t e n t l y  
o m i t t e d  f r o m  M a r a t h o n  Oil C o m p a n y ' s  w r i t t e n  comment® on the 
Al a s k a  5 - Y e a r  Oil a n d  Gas L e a s i n g  Program, s u b m i t t e d  to the 
Se n a t e  R e s o u r c e s  C o m m i t t e e  by letter d a t e d  M a r c h  19. 1982.

1. R e q uest for C o m m e n t s  on the O u t e r  C o n t i n e n t a l  Shelf 
B i d d i n g  S y s t e m  of Oil a n d  G a s  L e ase Sales, Federal 
Register, Vol. 47, No. 17, J a n u a r y  26, 1982,
pp. 3613-3621.

2. L e t t e r  from Ma r a t h o n  O i l  C o m p a n y ' s  Vi c e  P r e s i d e n t  
R. R. Burke, dated 23 F e b r u a r y  1982 to the D e p a r t­
ment of I n terior re C o m m e n t s  on O C S  B i d d i n g  S y s t e m s  
for Oil and G a s  Lease Sales.

3. S e c r e t a r y  Watt's " bruary 5, 1982 Release and No t i c e  
of R e q u e s t  for R e c o m m e n d a t i o n s  on Fair M a r k e t  V a l u e  
of O C S  Leases. (You a l r e a d y  have been s u p p l i e d  a 
copy of Mr. B u r ke's reply, d a t e d  3 M a r c h  1982.)

4. Le t t e r  to S e c r e t a r y  Watt from R. R. Burke, d a ted 18 
S e p t e m b e r  1981 re Rejection of Bids in Recent South 
A t l a n t i c  O C S  SaLe No. 56.

Again, we thank you for the o p p o r t u n i t y  to su b m i t  c o m­
men t s  and trust you will pardon the o m ission of the e n c l o s e d  m- 
a t o r i a l .

Ve r y  truly your.s

K. D a n i e l  Hinkle

K D H : m r  
E n c s .

xc w/encs.: John Katz, C o m m i s s i o n e r
D e p a r t m e n t  of N a t u r a l  R e s o u r c e s
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Department of the InteriOT 
As»2;eant Secretary, Lead end Ueter Resources

Request for Cw-.aent on Outer Contlnentnl Shelf 
Bidding Systems for Oil end Gee Lease Salee I

SUMMARY . ' ,

Specific cosaenta are requested on the concept of a proposed planning guide­

line for Outer Continental Shelf (OCS) bidding sy s tem. The Oepartaent of 

the Interior (D01) la pursuing a policy which encourages expeditious explor­

ation of frontier (wildcat) areas and which provides adequate Incentives for 

efficient and dlllgeot production In developed regions. Other objectives 

Include tha provision of Incentives to lsprove technology, tha assurance of 

receipt of fair market value by tha g ov erment, the aalntenanca of conpetl- 

tlon, and the protection pf the environment. An exsnple of a proposed bidding 

ayatema guideline. In s^trlx fora, distinguishes each geographic and geologic 

coat area In recognition of tha variance of relative bidding system perfoiasnca. 

This Inquiry Is dlreoted towards bidding systems for »alea starting In aid 1982 

and thereafter lAilch/follow pant and planned experiments with thr alternative 

systems established' In regulations promulgated by the Drpartaent of Energy (DOE). 

If a final guideline fa Issued, axpnrlnentatlon with certain ayntans any be dis­

continued while others would be taatcd further... Tha guideline concept would 

ba canaiatant with the Department's new "streamlining" approach of offering larger 

areas for lease. More tine would be avallnhlo for planning purposes and a bidding 

aystem dtotgn would ba provided for large groupa of treats within an entire region 

ae opposed to individual tract dealgnntlona, t... ; • -

* hfl,,.. | I

I
'-t

< PURPOSE AND SCOPE :

The choice of bidding eyeteaa potentially affects (1) tha receipt of fair sarkat

value, (2) the economic efficiency end physical recovery of resources, (3) the

level of competition, (4) the distribution of risks between leasee and lessor,

and (S) administrative coat* to the leasees and tha lessor. The bidding systems

differ In the manner in which perceived rleke are shared between leasees and

lessors. There rre two baolc risks: geologic (the probability that hydrocarbons

exist) and economic (the probability that hydrocarbons can be developed et a

profit to leaaeea). The bidding eyateae have one or sore fixed component* end
\

one variable component. The bidding variable may be a cash bonus, a work 

commitment or a contingency pereeacagii (royalty, oct profit share). ,

, The relationship between the Initial payment and the contlogeocy

percentage Influences the distribution of risks between the leeeeeend' lessor, 

and tha distribution of revenues obtained from production.

Experiments for alternative bidding systems have been conducted In 22 - •*

OCS please aalaa. Four of tha aim systems established by DOE regulation have 

been teated. Future teats are planned for the remaining OCS sales tn 

calendar year 19^1 and early 1912. . A summary of paat and futura experiments 

' la'presented lb a following section. • Tha Ik.. , tment recognizee tha need

i
to anu'vea tha Initial phases of 'xperlmintatloq and dlract futura ttlta *

t
toward thnsa systems which of'.er tha greatest promise to nest tha goals

prtacrihed in tha OCS l«nd>. Act (OCSIA),. Moreover, « consistent, reliable ., '
•f* ,•

policy la necessary for prudent lnvsstaent ilanotng by industry,. 1 .'.

Tha next phase of tasting seeks to sv.ld a random diffusion of numerous,- 

unprovcn systems which jay be inconpatlblt for»t\* purposes of unitization of 

adjacent tracts. Certain syatras may be eliminated. (tom futura testing because 

■ ‘..either, (1) paat experiments Indicate, (lie ax, anted cast# do pot Juatl/f possible
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gains,. #r (2) untested lysteai may be determined to present undue risk* to the 

objective* of the OCS Lend* Act. ■ ,

It rhould bo noted tbit « (ln*l analysis of the Impacts of the 

teated alternative systems must ultimately avalt ao obaervatloo of the 

■ffecta on exploration, developaent, and production declalona. Howevur, ’

thla doea not mean that teata ahould continue u n t i l *  flntl analysis 1* 

coepleli. It may be dealrabl* to dlacontlnue tenting after an Initial - •

aanple la deeaed aufflclent. If, In the future, the analysis conclude*'' 1

that ■ particular system enhance* our achievement of the goal* cited above.

It mi) be detaralned that further leaalng under thae ayatea la beneficial.

The Departaent of the Interior currently plana to have aubatantlally 

completed soma teatlng of the aoat p rrolelog alternative ayatema by the end of -!1.. 

calendar year 19(1. At that time * aufflclent aenpla alte for thoae ayateaa < 

aay have been offered for leaae ao that statistically significant result*

I • ! * * . '
could ba obtained. The analyala of tha untaated ays ten* la continuing and,

tha Department vlll Inform Intareated member* of tha public of tha reaulta *■

they become available. i. ( • , ' •...   ' , f*4 '

Tha purpoaa of thla Inquiry la to focua on tha naxt phaaa of bidding . ,

aya’em development for nalca atartlng In mid 1992 and thereafter. - A matrix

of ayateat which offer tha greateat contribution to our goala vlll be developed • 1

*a a guideline f>r planning purpose*. An exaapl* of a oatrlx la Included In ..

thla notice. After receipt of conoenta, ve plan to publiah a.flnal matrix which ; •

vlll aerva »■« a policy baea for a p e df l e aale dealgna. Ve recognize that specific

condition* or new Information and aoalyat* may warrant the (election of different
. • • •• .. ■) 

ayatema than thoae outllnej, Hoveve ., every effort vlll ba madelo-Inform lnterearad

i A • ; .  i ' v .’ .M u . V  . . .

partlea of our bidding aystem.rlans. ’ Tha goal* of thl* approach *r* to provld* 

adequate Information to tha public and to ahara tha necesaary axpertlaa In 

order thae conalatent and efficient ayateaa are aelected.

BACKGROUND INFORMATION.' > . * ••

Tha OCS Landa Act provldea the Secretary of tha Interior with the authority to 

laaue oil and gaa leaaea by competitive bidding on tha aubmerged landa of tha 

OCS. Blddera submit blda In response to a leaea sale offering for particular - 

tracts under tha tern* and conditions specified In a Notice of Sale and 

published In the Federal Register. . The bidding system used determines tha . 

method by which aucceaaful high blddera pay the Dnlted States for the leaaa.

The bidding aystem or ayateaa used by DOI In each OCS leaae sale 

are chosen from thoae authorized by tha OCSLA and prescribed by Department 

of Energy (DOE) regulation (10 CFR fart 376). The Secretary of Energy 

also has the authorl.y to disapprove the proposed bidding ayateaa'aclactad ' 

by DOI prior to Issuance of the final Notice of Sale. ,, . ,.

Section 8(a) of the OCSLA provldea that bidding shall be by sealed •

bid. ind, at.the discretion of the Secretary of the Interior, on tha, 

basis of tha following types of systeaal i ■.

■ • ii‘ *. • *. I . ■ ‘' , i\(t‘
( "(A) cash bonus bid with a royalty at not leaa than 12-1/2 par centum .

fixed by tha Secretary In amount or valua of tha production saved,

. removed, or soldi . : •, • ,t _ . *' ‘‘ *

(B) variable royalty bid baaed on I par centun In amount or value of 

the prodictlon saved, removed, or sold, with, either a fixed work 

. commitment baaed on a dollar amount for exploration or a fixed ceah

. bonue as determlnad by the Secretary, or both) . . . . . .  ' ‘ .•

f «. •tv
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(C) cash bonus bid. or work commitment bid based on a dollar aoount

for exploration vlth a fixed cash bonus, and a diminishing or sliding 

royalty baaed on such formulae a* the Secretary shall determine as 

equitable to encourage continued production from the lease ares as

resources diminish, but not leas than 12*1/2 per centum at the begin­

ning of the leaae period In amount or value of the production saved, 

removed, or sold) . . . . . .

(D) caah bonus bid with a fixed share of the net profits of oo leas

than 30 per centua to ba derived from the production of oil *od gas

>. * i  Jt ,
from the leaae areas . . * • ». j. e-l J.

(E) fixed caah bonus with the net profit ahara reserved as the M.S >•••'

. * • • . i .
variables * . ..

• . . , , •• .
(F) caah bonus bid with a royalty at no less than 12-1/2 per centum 

fixed by the Secretary In amount qr value of the production saved,

removed, or sold and fixed per centum share of net profits of no

lea* than 30 par cantum to be dorlved from the production of oil and 

gas from tho leaae areas . i .

(C) work commitment bid based on a dollar amount fnr exploration with

a fixed caah bonus and a fixed royalty In anount or value of the .
* f , ( 1 . . . •

production caved, reaoved, or aold; o r  *? * ** v  "r r
f * *• •’ •* • * *■ , a

(II) anbject to the rcqulrenents c. paragraph (A) of thli aubaaotlon, 

coy modification of bidding iyatens authorised In aubparagrapha (A) . 

through (C), or any other aystena of bid variables, tenoa and conditions 

' w W n  the Secretary detanvlnea to ba useful to accomplish the purpoao 

and policies of thla Act, except that no such bidding aysttta pc •. 

Modification ahall have aora than ona bid variable,"

. ‘ "S" r\r \V| ;
• • * • ./••*, . I* U t l i ' :  I  f  a(;

" "• imI e • , •*••%*■x-'' jr«; »
. . . ‘ • m eX« Vla.i ,< (i 4 % auis* % .p I .

. . *-V .* ry«n
...«« i* I

Tha Departnanc of Enerjy haa latued regulation* for the following 

ayatea*:

(1) Caah bonus bl ., fixed royalty;

*
(2) Royalty bid, fixed ceeh .bonuaj

',3) Cash bonus bid, sliding seal* royalty)

(4) Cash bonus bid, fixed net profit share)

(5) Net profit ahare bid, fixed caah bonus) and

(6) Work commitment bid, fixed cash bonus, fixed royalty, '

The statute . squires that at least 20 percent, but not more than £0 percent 

of the total arav offered each year b* alternatives to a caah bonus bid, tlxad 

royalty ayatea (ayatea A  In cha O C 3 Land* Act). i

RECORD Of EXPERIMENTATION

A.'̂  Statistics for past aalea The use of bidding system* other . 

than tha conventional caah bonus bid, fixed 16—2/3 percent royalty . 

systea began with OCS Ssle 36 In the central Culf o( Mexico (COM) In 

1974, and testing has be.' conducted In a total of 22 OCS leaaa aalea as 

of December 4, 1901. Tha following tabla displays thla record of experl- • 

|> mnntatlon by bidding system. .. , ' • , .
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from these detailed analyses, vhlch might not be readily apparent from the 

aggregate date shown above, ouggeit that meat cf tha alternative bidding • 

ayatema have produced no statistically oeaolngful difference* In Industry 

ciwpetltlon In comparison t<> tha conventional caah bonus, fixed 16-2/3 

percent royalty system. Alio, there htvs been no Indications that theaa 

alternative bidding s y s t e m  havi. resulted In an Increased govirnseot sbar* 

of the expected economic returns op tracta leased.' The prellidnary 

findings ror each bidding ayatea regarding Industry competition and ' 

effects o n exploration, developmaot, and production ara further dlocuased * 

In the followlrg paragraphs. The Intention of caci- of thesa ayatema la to 

Increase competition by requlrlog higher contingency payment* and reducing

froot-end bonuses, llo effect o o  the gov*Tnment_ehard,.of_tha expected___

econoale profit has bean obaarvad and la not addresaed.

1. Royalty Bidding. Of tha (.ltcnatlva syaltas tested } y  DOI 

tlua fer, the royalty bidding ayatea raaclta appear to depict the •* ■ 

sharpest contraat to tha Conventional Of* leaelog ayatea, On the surface, , 

algnlflcant Increase* In competition for trecte of.'eted under thla ■ 

i ayatea were evident, particularly lp Sale 16 uhlch rtqulred only nnaloat 

bonne payments. However, thars ara concerns (agardln| this aystem, 

which hsva resulted In our proposal tc discontinue tta vas. Flrat, tha

royalty fates submitted b y awl_nnlng bidders In Salat 36 and Cl vers   .

sufficiently high to make substantial prrluclton loanee vary l i ke l y__

high royalty aaaana tha mlkimum economically developable field alia must r 

htghar In order for exploration and development to proceed and for marginal 

f U l d a  to ha dcvelepcd. Sal nd, tha ulnner of a^royalty M d  tract, partic­

ularly In th* .rata of ooly a nominal flxad cash bonus, haa little Investment 

at rlak compared to othar successful_blddcrs under alternative n y a t n a  for 

similar tracta. Such rlak may ba to low that tract ovntis will.have _ s

(3W-< ' .V 
P.^-b,' a-*,, , . , 
■la I • ■ 'vt . • . .■ *• *•<i\v ki-v.. Ha.tf,V V"s-1 ' v  •'

ye a" .’.i,:-.i' I". *Av

a t, • , < ’• > i &/y.. W|dv. )iaA' lOijn.VVtVd#-) ■
< . . V . ■

greatly reduced I n e e nt l vM  Jo^*plor)^*nd_dey*lop_theea tracte. Tha leaaaa 

la likely to delny exploration for many reaaona. Including Speculation, 

o r hopee that anothar devtloper on a nearby tract will prove or dleprovt 

reaourcaa of the royalty bid tract. Becam e  tha expected losses In production 

fraa theaa affects are likely to be substantial, It. la not anticipated-thau. 

this eyateo will be u e e d l n  future.OCS.aalae.

2. Fixed 33-1/3E Royalty. Prallmlnary findings from actual fast* 

Indicate that thla ayatea may have only modest beneficial affacta oo
I

competition for OCS .leaae*. Furthermore, alaulatloa analysis haa ahoun

'. ' !.that th* use of thla ayattm for lower valued tr*ets_or fur tractji In frontier

areas nay result In tracta not receiving hid* and may yield algnlflcant
....... - .— #»»*•»• *■ • ‘ •—    .. ...... ^

production loaita due to the higher royaltlee. Btceuae of the geologic

- uncertainty asaoclatcd with most of th* araaa to ha of’tarsd In future OCS '

' lease tales, It Is antlelpattd that tha ye* of thla system will he H a l t e d

'* to the tracts with lower coeta and batter resource prospects whar* higher

, _ ■' '• rlak sharing la .desirable. At prtaant, wc do not with to ttat this ayatea in

• ' 1982 atlas because ot the urgent need.to avoid production and exploration.;.,

' dlalncantlvaa.' ' ' ,t- •' ■ •• • >••■' . •• -  ' ■— * j
- • a • * « ( *a .. I a •

3. SIIdlnx Scale Koyalty. In genarel, this system haa had no 

. ' ' significant statistical tflact on competition In compsrleon to the

> conventional flxad 16-2/3 percent Toyalty system.' Thla haa probably ' *

* Y  ' ‘ resulted from the conservative speciftcatlona of tha sliding scale formula*' .

• >’ 1 'used thus far, to order to reduce potential production affects. Thus,

•" I* proapactIv* blddera may havt aaaeaard a low probability that tha majority '
* I

1 of tracta offared under thla ayatea uoOld produce quantities of oil and gaa

It aufflclent to Incur a royalty rata hlghsr than, tha 16-2/3 parcant minimus rata,

.V ’1 ' 'In thla case,'they would hsva concalvtd thla aystem to be Idanttcal to tha
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Of these bidding •yatens, the Cash Bonus Bid, Flxed^l2-l/2^percent_ 

royalty systea haa only been used In one previous OCS sale. Sale 36.

Tha use of thla ayatea has been recoaoended for certain deep water 

tracts for Sale 36 and Sale 39. These tracts are expected to require 

substantially higher exploration, development, and production costs, as well 

is lonb r times before initial production. In comparison to shallow water 

tracts. DOI snalyses Indicate that the alnlaua developable discovery oa a 

ttract in such deep water areas under a fixed 12-1/2 percent royalty system 

would be about U  percent less than for the same tracts under a fixed 

16-2/3 percent royalty system. Aa a result, norc tracts nay be explored and 

developed. In addition, the lower royalty rate system Is expected to !

yield mors rspld production rates and higher economic profits. It li n o t _____

anticipated, however, ilhst the slightly larger cash bonus bids associated with 

i louer royalty calc will algntflcanlly reduce competition, alnce the higher 

costa for exploration and development are the primary restraint) to competition. * 

01 tha ramalnlng ttstt planned for 1981 and early 1991, the Caah 

Esnug Bid, Flxad Fro; t Shirt teata Include apectflc variation# In dealgn. These 

eret

Sale ■

bidder can lncraaae hie cham e  of obtaining ..q.gract by .submitting higher 

hide with llttle_flnapflsl ji'Mmltoent. At high profit ahare_jatea, tha 

Incentive to explore la^ralaclvely low and ahould production enaue,.It.will 

generally oc'cur at too alow <> pace. All of the etrengthe and weakneaaea

already dlaeuaaed on the fixed net profit ahare ayatea are elao applicable 

to a variable net profit ahate approach In addition to the problem) Juat 

mentioned. Finally, If the recovery factor ls_too_hlgh relative to the 

^  profit ahare rate, there may be an Incentive for flrca to make uneconomical

formula
. V. t . j />C,M • .< li

59 HFSR - JOTt CRF . 1 , 5 0
67 • • > • « ' SPSR - iOTj CRF « .30. And

HFSR - 401; CRF - 1.00 . . i : p  . t ' . w , ; . -
Tlieae teats will permit a broader analytic on the performance of this aystem.

I C. Untested Systems 

Tha OOC hre promulgat 

which havt not been tested nod are, at present, not planned for futura testing.

*• .' •• -i t l  * f |tA A  lift;, pi.

Tha OOC has promulgate! regulations on the following alternative ayateaa

• expenditure# to take advaotsgc^oF'the-recoverjr'fe'ifure. —  ; '

i* ** , *. • , *1 \ - .» 1

2. Work Coamltment lidding. Fixed Bonus, Fixed Royalty The u j o r  goal of 

experimentation with alternative ayateaa la to encourage Increased competition

through reduced front-end tonuaea. The purpose of thla aystem la to achieve

* . • • ■ • 1 •1 ■< ‘ 1 
. auch an Improvement In coopttltlon b y  nltlgatlng rlak-averaa behavior. However,

/ ,  , finis must coe lit in expenditure equal to ths estimated cash bonus plug

expected exploration eoata. ■ .Payments would he deferred until coata arc expended

o C  until tha account'la voluntarily cloied before the commitment la satisfied.

Another objective of thla ayatem la to expedite exploration by peralttlog

'r'credits for actual expendlturuaand thereby farcing Intensive exploration. ...

1 However, thla craatca an lnrenMve_(2t_fJrE}_SO_wa#.ta_txpendlturoe_tn'avold p a y

'• nenta to the government.' The result would ha 9 certain mlaallocatlon of valu- ’*•

j • i able resources? In or.ier to ptcvaot auch .an outcome Sett Ion 8(a) (7) (8) of tha
’. . ) * . » * •  * ,i • *

b- CCSLA prdvldea'that only 50'pet t en C of ' qu H l^ y ln i  akpjoratlon expendlturae be, '• ■ - • ■ •
■; Included to eetlafy tha connttmint. Despite thla provlalon, our analyala

■ 111*

1. Hat Profit Share Bid. Fixed Cash Bonui A possible venallt of thla 

t y a t m  la the encouragement of competition bacauae of Its louer caah bonus, but 

11 nay ilao produce profit abate bids that ata excessively high,. This problem
I • f i . v . .. .»•«------

m y  result from an Improperly defined coat recovery feature, and'becauee a
. . ■ ■ ■ ■ • ..7

I" • . J

/; lndtcetee_._potontlel_for;|he_dtllllng of exploratory walla whichn 

(!• wlae;be economic.--.  ____   .. ...

wlilch -would ’nof'other-

.W

*1 '• * *« ' l' .» f  ̂ 1* f- ' •'___ *' ' • ' * • *_• __________________________
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H A T U X  OP BASE H Y S T W S  • . . •
\ *. . •

Th* following example matrix la to acrve aa a guideline for the aelec- 

tlon of bidding ayateaa In each geographic area. X  ley varlabte lo the 

determination olf the appropriate nyatea la the relevant coat function, for 

tha area Involved. Exploration, development, and production declalons, aa 

well an bid aubmlaalon, ara baaed on tha relatlonahlp_ot the coat_functloa_ 

with respect to an expected revauue profile. Tha contingency component 

of tha bidding ayatea can be viewed aa a direct addition to the coat 

curve and thus Influences the optlaal private levt** of investment in explor­

ation and developaent and resulting ratea of production. In frontier and

deep water areas, coata eay be at auch extreme levels that substantial

resources nay |,o undeveloped If contingency payments ara added at the margin.

In the no re developed and low coat areas, moat rcnourcea vlll ba developed

irrespective of Che contingencies aince revenues usually allow higher

contingencies to ba added ^efore production la affected or before tha minimal

economic field alxa la Increased. In addition, there la soma theoretically

optlaal percentage of profits which cay ba extracted before production losses

are generated. If It la a goal of our bidding aystem to avoid negative impacts*

to production. It becoaee’necessary to dellgn’ayattas which yield the government

this optimal fraction of proflta. Thus, the analysis must concentrate on cost

and revenue functions. .  \ » • . . •’
For these reasons we propose a matrix which differentiates bidding .

ayatema by gunerallsed coat areas and water depth. After analyala of the

coaaents received, a final guideline may be published If the matrix ll , . ^

deemed to be a useful planning tool, j . . . - j

• • \
!  f x i x p l e  B i d d i n g  S y a t e a  K a t r f . r  •

,  'i ,

W a te r  Dep th

* .* **•

».

G e o g r a p h i c  A r e n ( M o  m e t e r 5O-2O0 m » t e r 200-AOO n e t e r c n o e  m e t e r

C e n t r a l ,  U e a t c r n ,  
a n d  L a a t e r n  C o If  o f  •
M ex ico  Ca«h Bonua Aid

F lx a d  1 / 6  R o y a l t y
i

4 '  * • •
Caah Bonua Bid Caah  Bonua l i d  
F ix e d  1 / 6  R o y a l t y  F ix e d  1 / 6  o r  1 / 8  

R o y a l t y

Caah  Bonua B id  * 
F ix e d  1 / 8  R o y a l t y  
F lx a d  F r o f l t  S h a r a

N o r t h e r n  and  
S o u t h e r n  C a l i f .

Caah Bonua Bid 
f i x e d  1 / 6  R o y a l t y

C j» h  Bonua i l ld . Caah Bonua Bid 
T l x e d  1 / 6  Rt y a l t y  F ix e d  1 / 6  R o y a l t y

Caah Bonua Bid 
r i x e d  1 / 6  o r  1 / 8  Ro> 
F ix e d  P r o f i t  5 h a r e

F o r t  I o n  o f  N o r th
A t l a n t i c  -  N o r t h e r n  Caah Bonua Bid 

C e o r g a s  Bank f i x e d  1 / 6  R o y a l t y
C aah  Bo n u t  B'.d Caah Bonua Bid 
F ix e d  1 / 8  R o y a l t y  F ix e d  1 / 8  R o y a l t y  

F ix e d  P r o f i t  Sh.

Caeh  Bonua Bid 
F ix e d  1 / 8  R o y a l t y  
F ix e d  P r o f i t  S h a r a

K i d .  S o u th  and 
N o r th  A t l a n t i c  
( e x c e p t  N o r t h e r n  
G e o r g e i  Bank)

Caah Bonua Bid 
f i x e d  1 / 6  R o y a l t y

t •,'] • • • • ' ' #  i

Caah Bonua M d  
R tx e d  1 / 6  R o y a l t y

. . .  f

C ts h  Bonua Bid 
F ix e d  1 / 6  o r  1 /6  

R o y a l t y  
F ix e d  P r o f i t  Sh .

'Caah  Bonua Bid 
F ix e d  1 / 8  R o y a l t y  •

F ix e d  P r o f i t  S h a r a  •

S o u th  A l a s k a  
( I n c l u d e • Cook 1 
I n l e t ,  Shu me gt o,  
K o d i a k ,  C u l f  
o f  A la a k a )

Caah l j n > i  Bid 
f i x e d  1 / 6  R o y a l t y

* 1 ‘ •* '

Caah Bonua Bid 
F ix e d  1 / 6  R o y a l l y

* • • *
(  ■

■ • *■

Caoh Bonua Bid 
f i x e d  1 / 6  o r  t / S  

R o y a l t y

M . . .  ' :

N/A

t * .  ; /  .
*

N. A l e u t i a n ,  
b a v a r i a n ,  and  
N o r to n  B a t i n a

Caah Bonua Bid 
f l a o d  1 / 6  R o y a l t y

Caah Bonua Bid 
f i x e d  1 / 8  R o y a l l y

I*

C u b  Bonua Bid 
F lx a d  1 / 8  R o y a l t y

Caah Bonua a i d  
F l a e d  1 / 8  R o y a l t y  
F ix e d  P r o f i t  Sha rn

b i a p l r  f i e l d

i • » ->.

Caah Bonua Bid 
F ixe d 1 / 6  R o y a l l y

• i

Caah Bo.iue Bid 
F ix e d  1 / 8  R o y a l f y  
F ix e d  P r o f i t  S h a r e

Caah Bonua l i d  
F ix e d  1 / 8  R o y a l t y  
F ix e d  P r o f i t  S h a r a

. M/A

B arr ow  Ar ch 6  Caxh Bonua l»ld 
Hope l a a l n  • f i x e d  1 / 8  R o y a l t y

Ctal t  Bonua l i d  Caah Bonua Bid 
F in e d  1 / 8  R o y a l t y  F lxa d 1 / 8  R o y a l t y  
F ix e d  F r o f l t  S he r . i  F ix e d  P r o f i t  S h i r t

*  Holei .> W i t r e  t h e  p r o f i t  a h a r e  ayat eca l a  l l a t a d  I t  may i l a o ' b e  u a e d  I n  c o m b i n a t i o n  w i t h  a  
f i a c d  r o y a l t y  ( S y a t r a  F I n  t h e  OCS Landa A c t ,  a* a o e n d a d ) ,

. , ,  . ■ . .
*  V  Th ea a a r c a a  c o r r e s p o n d  t o  t h o i e  d e s i g n a t e d  o o  t h . i  J u l y ,  1981 P ro p o a e d  5 - Y e a r  OCS O i l  a n d

Caa L e a s i n g  S c h e d u le * 9.
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* In addition to water depth, there ere several factors which nay
r* ' * ’* ' * ■

affect the level of oil and gae exploration, developsent, and .. .l ,

production coata for aach OCS area. Theae Include dlatance to.ahore,’; f

• • a • * ■"* * **• •• , •
physical field dlnanalona, production characterlatlcf, quality of oil J  ^ . 

and 8Ja, geologic surface conditions, and cllnptlc eleuenta. These 

influences have beeo considered In the bidding eystera L'ecocanendatlons" 

shown In tha above aatrlx and included In the analysis wherever possible.*- 

SPECIFIC QUESTIONS , ; >  ! .

To ssslst in thla detarelnatlon of policy direction regarding

bidding systeos, the following questions are presented to all * j !
• *! .*•••*•I • * *1 * * »

lntersated persons. Stespondanta are invited to of far coanenta on * i' ;j *

these specific lssueaj or any other topics g e m a n o  to bidding systdns •’ * a

which nay be appropriate to use lo future OCS lease sales. • .
- a * • t

1. Is Yht publication of a baae case «Atrlx useful as S (scans of ln f om l og  
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R. R. Burke
Vice President
Production Exploration, U .S . & Canada

Marathon 
Oil Company

Findlay, Ohio 4 5 8 4 0  
Telephone 419 /422-2121

February 23, 1982

Assistant Secretary, Land and Water Resources Department of the Interior Washington, D.C. 20240
ATTENTION: David Russell
RE: Comments on Outer Continental Shelf Bidding Systems for Oil and Gas LeaseSales
Dear Sir:
This letter constitutes the comments of Marathon Oil Company ("Marathon") in response to the Department of the Interior's ("Department") request for comment on Outer Continental Shelf bidding systems for oil and gas lease sales ("Request for Comment"), 47 Fed. Reg. 3613-3621 (January 26, 1982). Marathon welcomes the opportunity to comment and commends the Department's efforts to aiandon experimentation with bidding systems that contain serious deficiencies. We also commend the Department's efforts to provide early guidelines as to the bidding systems to be \ised for a large group of tracts within a region as opposed to designating bidding systems on an individual tract basis.
General Comments
In the Record of Experimentation section of the Department's Request for Comment, the Department outlines the serious deficiencies inherent in various "alternative" bidding systems. Marathon agrees that these bidding system's are seriously deficient and supports the Department's preliminary decision to abandon future experimentation with them. Furthermore, Marr.thon urges that the following systems not be used in future sales:

1. Royalty Bidding2. Fixed 33 1/3% Royalty3. Sliding Scale Royalty4. Net Profit Share Bid, Fixed Cash Bonus5. Work Commitment Bidding, Fixed Bonus, Fixed Royalty
With respect to Fixed 33 1/3% Royalty, the Department states: "At present, we do not wish to test this system in 1982 sales because of the urgent need to avoid production and exploration disincentives." Marathon urges that this bid system not be used beyond 1982. The urgent need to expedite oil and gas exploration and production will not be materially decreased in only one yea>". In addition,
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use of a bidding system which is a disincentive to oil and gas exploration and production will contribute to fewer discoveries and less production of oil and gas, thus resulting in higher prices to the public. Finally, significant use of this bidding 'ystem in the OCS could set a "standard" which may be applied to lands other tian the OCS, resulting in greatly exaggerated exploration and production disincentives throughout the nation.

Specific Comments
1. Publication of a base case matrix.

We support the publication of a base case matrix and believe it will provide more time to efficiently plan for exploration activities and prudent investment schedules.
2. Use of additional bidding systems.

We do not consider systems other than those included in the base case matrix to be worthy of future uie.
3. Bidding systems as a function of water depth and location.

We support the concept that bidding systems be, in part, a function of water depth and location. We further support the area and water depth delineations proposed . We strongly urge the Department to apply these criteria in a flexible manner, however, using the same bidding system on contiguous tracts as much as possible to promote joint exploration and unitization of tracts.
4. Suggested changes in the proposed bidding systems.

We suggest that the Department use a 1/8 royalty for water depths of 200-400 meters in Northern and Southern California and South Alaska. Fjrthermo ’e, we suggest that the royalty should not exceed 1/8 in all water depths exceeding 400 meters.
5. Bidding systems as a function of acreage type.

We do not support the concept of choosing bidding systems on a tract by tract basis as a function of whether acreage is of the wildcat, development, or exploratory type. believe this could create production delays and problems in unitization, particularly in frontier areas.
6. Viability of fixed net profit share system.

We agree that a cash bonus bid/fixed net profit share system may promote exploration and production, particularly in deep water and in hostile 
environments, provided the net profit share percentage and capital recovery factor are set at appropriate levels. We agree in general with the base case matrix as stated.
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None of Marathon's fixed net profit share leases is as yet a producing lease. Marathon, therefore, does not have actual experience with the administrative costs arising out of the fixed net profit share accounting regulations. Marathon agrees, however, that efforts should be made to minimize the administrative burdens on lessees and the government.
In addition, Marathon believes that the cash bonus bid should be eligible for capital recovery, particularly in water depths exceeding 400 meters (such water depths probably will require untried production systems other than normal bottom-fixed platforms) and in ice areas of northern waters.The National Petroleum Council's report on "U.S. Arctic Oil and Gas", December, 1981, contains estimates that in Arctic areas at least 9 to 14 years will be required between a lease sale and commencement of production. This report states that regional transportation systems are very sensitive to the actual econcnic consequences of each Arctic region; hence, this time factor could be even longer for initial discoveries in given regions.These long delays before any recovery of initial investment, i.e., cash bonus bid, could deter exploration and development unless the initial investment is eligible for capital recovery.
Also, we suggest that the capital recovery factor be applicable to all platforms, and development plan wells on all platforms, in addition to the first platform. Without this change in the system, it is probable that the first platform may be economically attractive but subsequent platforms may not be. This could greatly deter complete development of individual fields and could be a significant disincentive to the economic justification of regional transportation systems in a given region.

7. Profit share parameters suited to each region.
We believe the blowing net profit share parameters nv*e appropriate, provided the capital recovery factor is applicable to ' e cash bonus paid and all platforms and development plan wells on those platforms.

Geographic Area
Gulf of Mexico
Northern and Southern Calif.

Water Depth (Meters)
0-50 50 - 200 200 - 400 400+

50% CRF 1.0
40% CRF 1.5

N. Georges Bank
Atlantic except N. Georges Bank 
N. Aleutian, Navarin and

40% 1.5
40% 1.5 40% CRF 2.0

40% CRF 1.5

Norton Basins 30% CRF 2.5
Diapir Field
Barrow Arch and Hope Basin

30% CRF 3.0 30% CRF 3.0
30% CRF 3.0 30% CRF 3.r
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We appieciate the opportunity to comment on these matters and again wish to compliment the Department's efforts to accomplish the goal of expeditinq exploration and development of the nation's OCS resources.
Yours very truly,

RRB:UKS:bg
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vjoor rcra ooteb ccjmnnrrAL ehtlt oil n o  cxs u a s r s
Secretary of the latarior J im i  Watt s.nDOuoced today • call by tha 

n*vlv crested Minerals Management Service for rKOaatatUtloal oo procedures 

to b* utilised by th* Departaent la evaluating bidding an th* Outer 

Continental Shelf (CCS) to oasur* r»c*ipt lay th* Anericscn public of fair 

Burbot value fox landa leas'd by the Departaant.

Tha request v u  published in today'a Federal Recintor describing 
tha procedures followed by th* Department ip fh* paat and a rang* of 
option* Including thre* alternative method* for assuring fair »ark*t 
value for OCS tract*.

Constants ar* to be auhsdtted no latar than 12100 noon on Marc* 8,
1982. Th* notice also requested cooraanta oo propoaed special bid acceptance 
criteria that voold ba appU -abl* in frontlax araaa of th* OCS.

•The equitable and officiant determination of fair »ar)c*t valo* of 
bids for OCS tract* L * a mjor *t*p involved in streaalining crar OCS 
leasing program, *sald Secretary Watt. *X belirv* v* vill profit froc 
th* 'fim and recocaandatlon* a t th* public* th* regulated Industry and 
F»<5*ral, Et^te, and Local gor*EE»*ntal entities, all of vhcac Z encourage 
to respond to th* call for advice," th* Secretary aald.

Th* evaluations of OCS tracts could la* pcrforord by the Department's 
Minerals Management Eervio* (MHS) , vhieh ̂ roJ established by the Secretary 
on January 19, 19E2, to replac* the former Conservation Division of th*
U.S. Geological Surrey.

Coenenta on tha Secretary's proposals should be forvarded to Mr.
Hill iaa P. Pendley, Acting Director, Minerals Management Service, *ooa 
6651, Main Interior Building, lBth and C. Streets, K.W., Washington,
D.C. 20240.
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UNITED STATES 
DEPARTMENT OF THE INTERIOR 
Minerals Management Service 

Tract Evaluation Procedures to Assure Receipt of 
Fair Market Value for Outer Continental Shelf 

Oil and Gas Leases

AGENCY: Minerals Management Service, Interior.

ACTION: Request for comments.

SUMMARY: The Department seeks to identify the most efficient,
•practicab.e, and reliable method or methods of tract evaluation for 
purposes of assuring receipt of fair market value of lands it leases 
for oil and gas exploration, and development on the Outer Continental 
Shelf (OCS) pursuant to the OCS Lancs Act 43 U.S.C. 1801 et seq.
This solicitation is necessary to obtain comments and recommendations 
from representatives of Federal, State, and local governmental agencies, 
industry, and the public. Current tract evaluation procedures and 
three options are presented for comment.

DATES: Comments must be submitted in writing and received 1n Room 6651,
Main Interior Building by 12:00 noon, EST, March 8, 1982.

ADDRESSES: Comments may be mailed or delivered to Mr. William P. ’endley,
Acting Director, Minerals Management Service, Room 6651 , Main Intenor 
Building, 18th and C Streets N.W., Washington, D. C. 20240.

FOR FURTHER INFORMATION CONTACT: Mr. Robert L. Rioux, (703) 860-7581,
(FTS) 928-7581, or Mr. James N. Parrish, (703) 860-7835, (FTS) 928-7835.
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CURRENT TRACT EVALUATION PROCEDURES: The Secretary of the Interior
is required by law to assure that the Federal Government receives 
fair market value for the lands leased and the rights conveyed when 
leasing OCS resources. See 43 U.S.C. 1344(a)(4)(Supp. II 1978).
Under past- procedures all high bids received for OCS leases are 
examined to determine whether or not they constitute fair market 
value. The high bids submitted are compared with the presale estimate 
of value assigned to each tract by the Minerals Management Service (MMS), 
(formerly the Conservation Division of the U.S. Geological Survey).

MMS utilizes a "Monte Carlo Analysis Method" to obtain a 'range of 
values" to determine MMS' presale estimate of value for each tract.
The Monte Carlo simulation method has been considered appropriate for 
the evaluation of oil and gas exploratory prospects because of the 
uncertainty of the data which must be used 1n the evaluations. The 
following is a description of the Monte Carlo method:
1. MMS estimates the range and distribution of possible values of 
each variable that will affect the ultimate outcome of the oil and 
gas venture.
2. One valu* from the estimated distribution of each variable 
is selected at random and the tract value is computed using this 
combination of variables. This computation determines one point
in the final distribution of possible tract values, A second value 
from the distribution of each of the variables is then selected at 
random, and the resulting tract value is computed to determine the 
second point 1n the distribution of possible tract values.
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3. This process is repeated, each time with a set of values 
selected from the estimated distribution of each variable.

The mean of these values and the dry hole costs are then subjected to 
a risk factor to determine the presale estimate of value for a tract. 
The risk factor reflects the quality and quantity of the data used 
in determining the characteristics of the prospect, as well as the 
past successes and failures encountered in the geologic trend. Thus, 
while the quality and quantity of data available to evaluate offshore 
tracts are important, the Monte Carlo simulation method of evaluation 
provides a means for determining a reliable presale estimate of 
value even in the case of uncertainty regarding the precise measure 
of a particular variable.

The Department of the Interior (DOI) currently uses t..ree major 
criteria for determining the adequacy of bids. The Monte Carlo 
simulation ms'hod provides two presale estimates of value for each « 
tract--the mean range of values (MROV) and the discounted mean range 
of values (DMROV). The MROV represents the Government's presale 
estimate of value for a given tract. The DMROV represents a value 
estimate reflecting revenue delays to the Government if the bid is 
rejected, i.e., it represents the present value of leasing the tract J 
at a later time. The third criterion, which 1s prepared by the 
Bureau of Land Management (BLM), is the average evaluation of 
tract (AEOT), which is the average of all bids received on a 
tract, Including the Government's presale estimate of value. The

3
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AEOT is the mechanism whereby market prices and competition are 
implicitly considered. If a bid exceeds the MROV or the DMROV, the 
bid is almost always accepted. If the bid is below both the MROV 
and DMROV, the bid is then compared to the AEOT. In determining 
whether the AEOT is a reliable criterion to assess the receipt of 
fair market value in a particular instance, MMS and BLM consider, 
among other things, (1) the number of bids on a tract, (2) the 
reliability of the evaluation data, and (3) the existence of an 
anomalously low bid on the tract.

The current procedure for tract evaluation 1s, in essence, an attempt 
to provide a separate, additional nonmarket, and hence artificial, 
estimate of the value of each tract offered. Tract value estimation 
involves geophysical and geological mapping and analysis coupled 
with an elaborate and complex, and by Its nature arbitrary, computer 
program. An established procedure has been developed for the use of 
such tract value climates in recommending bid acceptance or rejection. 
These procedures, in part, adjust for the information contained in 
other bids to reduce the chances that bids will be rejected, not 
because they are too low, but because the tract value estimate is 
too high. The Inherent uncertainty in any nonmarket, and hence 
artificial, estimate of a tract's value raises serious questions 
about the wisdom and effectiveness of a strategy that incurs substantial 
costs for tract value estimates in an attempt to determine what specific 
high bids do not constitute fair market value.
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STREAMLINED EVALUATION APPROACHES: One of the proposals for stream­
lining and accelerating the (££ leasing process is to increase reliance 
on the marketplace and the presence of competitive bidding for offered 
tracts, rather than to rely on a Government established presale 
evaluation on every tract, as the primary means of assuring receipt 
of fair market value.. There are clear gains in.the internal efficiency 
of the Department's leasing activities if the costs of tract evaluation 
can be reduced. More importantly, the economic efficiency of explor­
ation and development can be improved by relying more fully on the 
leasing market and less on Government decisionmaking to determine 
which tracts are leased. Greater reliance on the free market and 
competitive bidding for assurance of receipt of fair market value reduces 
the likelihood that exploration of a prospect will be unnecessarily 
delayed because of a bid rejection that was based on artificial and 
uncertain assumptions.

However, the tract evaluation system may have added an additional 
deterrent to discourage systematic underbidding and collusion by, 
in effect, introducing the Government as an additional bidder.
This assurance while subject to the same deficiencies has been con­
sidered important on drainage, proven, or development tracts on which 
one bidder has potentially superior information.

Although a strong case can be made that the lease market itself 
assures receipt of fair market value, there would appear to be a 
benefit from continuing an appropriately sized and designed effort

5
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to review at least some of the bids received. Substantial changes 
in bidding patterns or the limited availability of information on 
resource prospects could provide opportunities for some bidders to 
gain from underbidding or collusion. An evaluation process is 
needed that will provide assurance that fair market value will be 
received for leases even if such opportunities should arise. A review 
procedure that provides a credible and cost-effective deterrent 
against underbidding and collusion would effectively meet this need.

In the OCS program, the market value of "the lands leased and rights 
conveyed" clearly depends on the oil and gas prospects of the tracts, 
the expected prices of oil and gas, the costs of OCS operations, 
the supply of leases and substitutes, and the financial, market, and 
technological characteristics of potential bidders. The market value 
of leases is not the market value of the oil and gas eventually 
discovered or produced, but the value of the right to explore, and, . 
if there is a discovery, develop and produce, subject to a wide array 
of constraints. The market value of a lease is its value at the time 
it is offered, given conditions at that time. It 1s not necessarily 
the same as the value of the lease at a later time.

6

AGO 886434



In summary, to assure receipt of fair market' value for the rights 
conveyed by an OCS lease, the Secretary must determine that the 
payment received for the lease is the price that i ,, or would be, 
set by a market which is sufficiently competitive to yield fair 
transactions between buyers and sellers. We define fair market 
value as the amount at which property would change hands between a 
willing buyer and a willing seller, neither being under any compulsion 
to buy or sell and both having reasonable knowledge of the relevant 
facts. We believe I he following guidelines should be reflected in 
any procedure adopted:
1. In deciding how to assure receipt of fair market value, the 
Secretary should consider ar weigh a variety of objectives and 
factors enumerated in the; C nds Act as amended, Including costs, 
administrative burdens, and delays in exploration.
2. Bid rejection decisions should be based on evaluations so 
as to be defensible as not arbitrary and capricious.
3. Tract evaluations should be done postsale to avoid the excessive 
and unnecessary workload involved in evaluating tracts on which bids 
are not received.
4. Competition in the lease market should be used as a principal 
basis for accepting bids as fair market value.
5. Random selection of tracts for evaluation should be used in 
establishing a deterrent against underbidding and collusion.

7
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The DOI is in the final stages of developing a procedure to conduct 
postsale evaluation of a portion rather than all tracts receiving 
bids. A consideration in designing this procedure will be the effect 
on Government revenues for a given evaluation technique.

In designing a system, the costs of tract evaluation and bid rejection 
must be weighed against the benefits. Two types of costs are being 
considered. The first is the cost of the evaluation procedure itself. 
The second is the cost of the delay in resource exploration and 
development that results when a high bid is rejected. The income 
expected to be generated by the development of the resources of a 
tract must be discounted to reflect the effects on the productivity 
of the economy of delaying the availability of valuable resources.
The extent of the delay caused by rejection of a bid depends on the 
timing of the next sale, assuming of course that it will be bid on 
and leased at that time.

OPTIONS; The DOI is in th: final stages of reviewing options with ' 
regard to evaluation practices for OCS lease sales. Three options 
are under active consideration which present a range of considerations. 
Option 1 reflects reliance upon competition at a three or more bid 
level for bid acceptance with perhaps no sampling; or a 5 percent 
random sample of these bids combined with a 30 to 60 percent sample 
of one and two bid tracts which could be random, or part random and 
part based on predetermined criteria. Analys s of tracts sampled could 
be based partially on comparative analysis.
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Option 3 would place more reliance upon Monte Carlo quantitative 
evaluations for a sample of prospects sufficient to cover about 
60 percent of the tracts receiving bids.

Option 2 would combine elements of Options 1 and 3 through a phased 
screening process. 001 analysis to date has focused on this option.
An initial screen would provide for acceptance of all high bids 
on structures having tracts which receive three or more valid 
bids, unless they contain drainage, proven or development tracts, 
or are selected for further evaluation by MMS and BLM in c 2:5 percent 
sample using predetermined criteria or selected in an additional 
5 percent random sample. Subsequently, an evaluation of sampled 
tracts may be made using comparative analyses. A final screen 
would employ Monte Carlo techniques.

A description of proposed procedures to Implement each of these 
three options is presented in the following section. Respondents 
should consider the following problems in commenting on any of 
the three options:
(1) Workload implications with resultant Government expense of 
proposed sample sizes.
(2) Difficulty i;a applying comparative analyses that are credible 
and yield consistent predictable results without simply adding an 
element of layering between use of competition and quantitative 
analysis.
(3) Most of the technical effort involved is employed in mapping 
to define the nature of the prospect or structure and in developing

9

AGO 886437



10

input for the Monte Carlo model. Increased reliance on competition 
avoids these two high workload areas. Comparative analyses are 
dependent on quantitative evaluations to identify possible candidates 
for rejection.
(4) Evaluations of one tract on a structure or prospect will require 
mapping of the entire structure or prospect. Sample size should 
therefore reflect all tracts on a structure or prospect basis.

EXAMPLES: The following are examples of proposed procedures for
each of the three options under consideration. Various combinations 
are of course possible. Respondents may address each of the three 
options and/or any other evaluation procedures they choose to recommend.
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Option 1 - Primary Reliance on Competition

This option focuses on evaluating few-bid tracts and relying on competition
shown on many-bid tracts to give confidence of receipt of fair market value.
This option employs the following steps:

Step 1 - Apply "noise bid" criteria to all bids received to discount for 
anomalously low, speculative, or random bids.

Step 2 - Accept 100 percent of the high bids on tracts receiving three or 
mere valid bids. Alternatively, subject all tracts receiving 
three or more bids to a 5 percent random sample.

6Step 3 - All tracts on a structure or prospect containing a tract receiving 
three or more bids, unless randomly selected in Step 2, would be 
deemed to be competitively bid and accepted.

Step 4 - Subject a sample of 30 to 60 percent of all tracts receiving 
one or two bids to a comparative (qualitative) evaluation.

■

All tracts on a structure or prospect would be included in 
the sample.

Step 5 - Accept bids on all structures not sele .ed abov* for sampling.
Accept bids where there 1s no identifiable structure or prospect 
associated with tracts receiving at least minimum bids.

Step 6 - If the structure or prospect 1s evaluated, accept all high bids 
1f the sum of all tract (or structure) evaluations done by MMS 
does not. exceed the sum of the high bids for the structure or 

• prospect value.

11
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Questions:
1. Should the Government rely on the market alone to assure receipt of 

fair market value (i.e., accept high bids on tracts without evaluation) 
or should it review (evaluate) a sample of tracts receiving bids?

2. Should tracts be selected for evaluation randomly or according Co 
predetermined criteria (selective)? Should the sample be split between 
random and selective tracts? If so, how?

3. How large a sample should be selected for evaluation? Should it be between 
25-60 percent of all tracts bid on? Is a 5 percent random sample sufficient 
to prevent and/or detect collusion and systematic underbidding?

4. If selectively sampled, what, if any, of the following or other criteria 
should be used?
a. The adequacy and availability of geological and geophysical data 

for further evaluation of certain tracts in a timely and cost- 
effective manner.

b. MMS interpretations of geological and geophysical data which
are available may clearly indicate that certain tracts or groups

, »of tracts can be judged to have no identifiaole structure. These 
tracts would not be included 1n the sample.

c. Competition for certain tracts or competition for the sale in
general may be deemed sufficient to warrant that the structure(s)
not be included in the joint sample. A greater reliance can be
placed on the market especially if the number of bids 1s high,
even if it is possible that an independent evaluation would

%generate a high value. Where possible, competition should be 
judged‘relative to available MMS data.
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d. The history of a tract as evidenced by past offering, leasing,
rejection, and exploration may be the basis for nonselection.

. Past high bids and past evaluations may be considered in 
conjunction with current high bids.

e. Unique bidding patterns specific to a sale may indicate that 
companies view geologic trends in a different ma than MMS, 
and therefore, MMS my wish to carefully review possible alter­
nate interpretations. In addition, where specific bidders may 
differ substantially from other bidders further evaluations may

• be recommended. Structures containing a pattern of anomalously 
bid tracts would be selected for further evaluation.

f. Selection will focus a greater proportion of the evaluation on
tracts receiving fewer bids. If systematic underbidding is to be
deterred, percentage guidelines for each bid category would be 
flexible and permit sale specific considerations. Generally, 
unless predetermined departmental criteria indicate a necessity 
for further evaluation, structures containing tracts receiving

, i

three or me~e bids will be considered to represent adequate 
competition and will be deemed to be acceptable.

g. Present value delays in Government receipts associate with the 
time consumed by an evaluation will be considered. Structures
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containing tracts receiving high front-end bonuses will be 
more carefully compared to other selection criteria than lower 
bid tracts, if all other factors are equal.

Should all tracts selected be evaluated on a structure or prospect basis?

At what level should the bid cutoff point Indicating adequate competition be? 
At three bids? Higher? Lower?

Would one or two bids be adequate competition for assuring receipt of 
fair market value if there is a particular number of bidders in a sale?
For example, if there were 20 active bidders in a sale and only one bid 
is received on a tract or structure, does this represent a zero bid by 
all other participants? If yes, how many bidders would constitute a 
competitive sale? What combination of number of bids received on a 
tract with the number of bidders in a sale assures receipt of fair market 
value? Should the number change from frontier areas to developed areas- 
or not?

If a comparative evaluation process is used to recommend acceptance 
•or rejection of bids on tracts selected for evaluation, what methods 
could be employed? The use and efficacy of such methods should 
be di scussed.

Would a comparative evaluation process be sufficient as a basis for 
bid rejection or should a comprehensive economic, resource (quantitative) 
evaluation be done?
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10. Should the high bids on the tracts on a structure ot* prospect be accepted 
if the sum of the high bids received exceeds the Government's value
for the entire structure or prospect?

11. On which basis .iould the Government attempt to assure receipt of
fair market value—(1) on each tract leased, (2) each structure leased, 
or (3) for the entire sale area taken as a whole?

12. What is the value of and the potential problems associated with having 
the high bidder(s) on one tract, in effect, subsidize the high b1d(s) 
on other tracts, as would happen when all the high bids on a structure 
are accepted if the sum of the high bids exceeds the sum of the i r,act 
values on the structure?

13. If at least one tract on a structure 1s determined to be competitively 
bid, should the high bid on all other tracts on the structure or 
prospect be accepted?

14. How should a "structure" or "prospect" be defined? Closing contour? 
Reasonable development and operating unit? Other?

15
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Preliminary Eva7uation

Step 1. Apply noise bid criteria to bids received in sale to discount 
speculative or random bids.

Step 2. Accept all high bids on structures having tracts which received three 
■ or more bids unless the structures contain drainage, proven, or 
development tracts or are selected for further evaluation by MMS 
and BLM in a 25 percent sample of all tracts receiving bids selected 
on the basis of predetermined criteria (see Option I, question 4) or 
selected in an additional S percent random sample. The selection of 
tracts r further evaluation will be m?Je on a structure or
prospect basis, i.e., all tracts on a sampled structure or prospect
will be further evaluated.

The following definitions apply to these tracts:
Drr̂ nage Tract - £ tract which has a nearhy well whicf is capable of ,

producing oil or g*s, and the tract could suffer if 
>nd vihen such a well is placed on production. The 
r e s e r v o i r  interpreted to extend under the drainage 
tract to some extent.

Proven Tract - A previously leased tract which is now expired but
contains known oil and/or gas reserves. Volume of 
reserves may or may not be known.

16
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Development Tract - A tract which has nearby wells with indicated
hydrocarbons and which is not indicated to have 
a productive reservoir extending unchr the tr  t.
There should be some Indication that some par of 
the tract is on the same general structure as the 
proven productive well or wells. •

Comparative Evaluation
Step 1. All tracts not recommended for acceptance in the Initial phase 

may be considered for a comparative evaluation. These will in­
clude all tracts receiving bids on (1) structures containing tracts 
identified as drainage, proven, or development; (2) structures

*

having no tracts receiving three or more bids; and (3) structures 
selected on the basis of predetermined criteria or as part of a 
random sample. The comparative screening process is designed 
to expeditiously and efficiently identify tracts for which bid 
acceptance recommendations are appropriate without the need for 
a detailed engineering and economic discounted cash flow evaluation.

, rThis testing process involves comparison of the high bid value 
with acceptable bids on tracts on comparable structures and/or 
resource economic values calculated presale for hypothetical 
tracts with similar geologic and other physical characteristics 
such as resource potential, areal extent of potential reservoirs, 
depth to ootential reservoirs, probable producing characteristics, 
water depth, and distance from shore.

17
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If, based upon this comparison, the high bid for a tract 1s favorable, 
1t will be recommended for acceptance. Failure of a high bid to 
meet comparative evaluation criteria will not result in a bid 
rejection recommendation, but in a further quantitative evaluation.

Step 2. All high bids on a structure or prospect will be accepted if they 
exceed the value or value judgment placed upon the structure or 
prospect as determined by this comparative evaluation.

Quantitative Evaluation

All tracts not previously recommended for acceptance will undergo a 
detailed Monte Carlo type discounted cash flow analysis. Bid acceptance 
rejection decisions will be based upon the MROV, DMROV, and AEOT,

Questions
1. (a) Whac are the appropriate techniques for sampling tracts or structures

to be evaluated?
(b) Advantages and disadvantages of selective vs. random sampling?
ĉ) What are appropriate selection criteria?
(d) What is a sufficient sample size to deter and/or detect collusion 

and systematic underbidding?
2. Should all bid acceptance/rejection decisions on a structure or prospect 

be based upon the same criteria, such as sufficient competition, a 
comparative analysis, or a quantitative evaluation?

3. How should a "structure" or "prospect" be defined? Closing contour? 
Reasonable development and operating' unit? Other?

s

1 8
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4. On which basis should the Government attempt to assure receipt of

fair market value--(l) on each tract leased, (2) each structure leased, 
or (3) for the entire sale area taken as a whole?

5. What is the value of and the potential problems associated with having 
the high bidder(s) on one tract, in effect, subsidize the high bid(s) 
on other tracts, as would happen when all the high bids on a structure 
are accepted if the sum of the high bids exceeds the sum of the tract 
values on the structure?

6. If at least one tract on a structure is determined to be competitively 
bid, should the high bid on all other tracts on the structure or 
prospect be accepted?
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Option 3 - Reliance on quantitative evaluation employing Monte Carlo 
techniques on tracts covering a sample of prospects.

This option would employ two steps:

Step 1. A sample of tracts would be selected to be evaluated utilizing
predetermined criteria developed by MMS and BLM (see Option 1,
question 4). All tracts on a prospect or structure would be 
included in the sample to be evaluated. The sample would equal 
about 60 percent of the tracts receiving bids. The stnple would 
be drawn in a manner that includes a substantial portion of tracts 
receiving three or four bids, even if that means a slight reduction 
in the sample of tracts receiving one bid.

Step 2. Complete a Monte Carlo type quantitative evaluation of each
tract included in the sanple.

Questions

1. (a) What are the appropriate techniques for sampling tracts or structures
i

to be evaluated?
(b) Advantages and disadvantages .of selective vs. random sampling?
(c) What are appropriate selection criteria?
(d) What is a sufficient sample size to deter and/or detect collusion 

and systematic underbidding?

2. Should the percentage be varied with bid level? If so, how should it
vary?

s
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3. Should the sample be entirely selective?' Part selective and random, 
or totally random?

ALTERNATIVE BID ACCEPTANCE CRITERIA FOR FRONTIER AREAS: Applicable to 
all of the above options is the consideration of special bid acceptance 
criteria for frontier areas in the OCS.

Three of the purposes of the OCS Lands Act are: (1) to make OCS
resources available to meet the Nation's energy needs as rapidly as 
possible, (2) to balance orderly development with environmental 
protection, and (3) to insure that the extent of oil and natural gas 
resources is assessed at the earliest practical time. Since as much 
as one-third of the Nation's undiscovered oil and gas resources are 
estimated to underlie the OCS and much of the OCS is in frontier 
areas where little detailed geological information exists because it 
is available only through the drilling of boreholes, it is critical 
that new frontir- areas be quickly explored. A principal return 
obtained by leasing these tracts expeditiously is the information 
gained from increased exploration and the resultant reduction 1n 
risks in subsequent offerings. In addition, decisionmaking is 
enhanced due to improved data. Finally, orderly development will 
be enhanced in the XS which increases efficiency and Government 
receipts. The following potential alternative methods for incor­
porating the goals relating to expeditious and orderly exploration 
and development into our fair market value criteria are offered for 
comment.

21
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1. Reduce the reservation price by an estimate of the value of

Information. Since this value is greater in frontier areas, these 
tracts are more likely to be accepted. This reduction would be 
based on accepted, nonarbitrary methods of estif'tlng the decrease 
in risk of subsequent offerings and the alternative costs of obtain­
ing such information.

2. Reduce the reservation price by the efficiency benefits due to 
orderly development. The rejection of a bid may have a negative 
impact on the efficient development of adjacent tracts. Production 
may not be feasible unless a large group of tracts are leased.
Government revenues may be reduced if efficient development 1s
impaired. Delays in development of entire units may be attributable 
to individual tracts. These types of costs would bo subtracted from 
our MROV's.

3. Incorporate the uncertainty of MMS information in frontier areas •
into the criteria. A distinguishing feature of frontier areas 1s the
greater range of the estimated resource values and exploration and 
development costs for a given tract compared to the more developed 
regions. This is largely due to the greater uncertainty for many
of the parameters. At present, a reliability rating is provided for 
each tract but this rating has not been used as a bid acceptance or 
rejection criterion since 1t 1s based on subjective interpretations 
of the MMS definitions for each rating. An explicit method of 
incorporating this uncertainty Into our criteria couid be developed 
and evaluations in frontier areas where*Information is tenuous would
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receive less weight. One technique would be to assign an uncertainty 
based on the standard deviations of the MMS values and use this to j
weight the MROV within the AEOT. This would provide a greater weight 

| to the market in frontier areas. Other techniques include use of the
median, range of values or use of specific statistical intervals 
around the MROV.

GENERAL QUESTK To assist in the determination of policy 
direction regarding OCS tract evaluation procedures, each respondent 

| is requested to offer comments with regard to each of the three
options presented, any additional options that may be offered, and 
alternative frontier area bid acceptance criteria. Respondents may 
wish to recommend options beyond those described as currently under 
consideration by the Department in this notice. In describing or 
recommending options other than those presented in this notice, 
respondents are requested to provide sufficient details so that 
distinctions can be made between the options involved, and so that 

I all the options can be fully evaluated. Respondents are specifically
requested to address the following general questions with regard to 
each option:

1. What bid level is an adequate Indicator of competition?

2. What sample size should be employed for evaluation purposes?

3. What credible comparative or qualitative analyses could be 
employed for use under each option?

«
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What afiact would adoption of each option have on:
(a) Bidding strategies or patterns?
(b) Bid amounts?
(c) Competition?
(d) Exploration?
(e) Development ani Production?
(t> Governmental Revenues?
(9) Administrative burdens?
(h) Detection of systematic underbidding and collusion?

5. Contingency payments represent a related problem in determining 
tract values, especially where comparative methods are employed.
How should such contingent payments be taken Into account 1n deter­
mining fair market value?

6. What is an appropriate minimum submissible per acre bid for 
OCS lease tracts? Should that bid vary by region, by evaluation 
approach, by contingency payment, or by any other factor?

Acting Director Date
William P. Pendley
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Vice P re i ! i« i t
Production exploration, U .S . & Canada

Marathon 
Oil Company

Findlay, Ohio 4 5 8 4 0  
Telephone 419/422-2121

September 18, 1981

James Watt
Secretary of the Interior 
Department of the Interior 
Interior Building 
Washington, D.C. 20240

Subject: Rejection of Bids in Recent South Atlantic OCS

Dear Mr. Watt:

Marathon has commented in the past on t h e .Department 
of Interior's ("Department") practice of rejecting legiti­
mate high bids for OCS tracts because the amount of the bid 
is too low when compared yith the Department's evaluation 
of that particular tract. Marathon has opposed this
practice and has urged the Department to abandon it.
Because of the recent rejection of seven high bids in the
Department's South Atlantic Sale No. 5b, including one on
which Marathon was a joint bidder, Marathon feels compelled 
to again comment on this practice and urge the Department 
to abandor it.

Apparently, the Department of Interior's reason for 
evaluating tracts and rejecting bids based on those evalua­
tions is "to insure the public a fair and equitable return, 
on the resources of the Outer Continental Shelf" as mandated 
by Congress in section 102 of the Outer Continental Shelf 
Lands Act Amendments (43 U.S.C. §1802). Marathon, however, 
believes that Department of Interior ev luations are 
unnecessary to insure the public a fair and equitable 
return. Also, rejection of bids based o n  those evaluations 
is unfair and conid impede development of the nation's OCS 
resources, finally, rejection of high bids could result in 
the nation receiving less for its OCS resources than if all 
legitimate high bids were accepted.

1 Letter from R. R. Burke, Vice President, Production 
Exploration, U.S. and Canada to Director, Office of 
OCS Program Coordination, Office of Assistant 
Secretary -- Policy, Budget, and Administration, 
Department of t Interior, dated May 22, 1981.

Sale No. 5b
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James Watt
S e p t e m b e r  18, 1981
Pag e Tw o

The fact that a high bid is lower than the Department's 
evaluation simply does not mean the bid does not represent 
fair market value for the tract. The only true assessment 
of fair market value of a particular OCS tract is the value 
given it by expert oil and gas explorationists forced to 
place a value on it in a free market, competitive bid 
situation after evaluation of the tract.^ In such an 
environment, there is simply no reason whatsoever for tract 
evaluations or rejections of bids. Indeed, to reject a 
bid as too low is tantamount to askir. * as many as 50 or 
more experts for their opinion of an item's worth, having 
them agree that it is not worth over a certain sum, and 
then rejecting their assessment as too low because one 
other expert, no more qualified, believes a higher assess­
ment is more accurate. Of course, this simply does not 
make sense.

The ultimate value of any tract is never known prior 
to actual exploration and development. The presale value 
of a tract is nothing more than a scientific estimate.
Even when numerous potential oidders utilize essentially 
the same geological and geophysical raw uata prior to a 
lease sale, the interpretation of tnat data and hence the 
estimated presale value of each tract varies widely among 
potential bidders. A cursory review of bidding in other 
sales indicates that differences in presale evaluations by 
potential bidders cause some tracts to receive bids from 
some companies while other potential bidders do not bid on 
these tracts at all. The inaccuracy of presale evaluations

2 Marathon notes that the sale of OCS leases does not 
take place in an environment of true free-market 
competition. While there are many bidders for OCS 
leases, the United States government is the only 
seller of those leases. The government, therefore, 
has a monopoly on OCS leases. This may '•xplain to a 
large degree why, as indicated at pages 8 through 
10, below, the government has been able to extract 
more than fair market value for its OCS leases.

3 Although a tract may receiv . o.ily one bid in any given 
sale, this does not mean that only one expert has 
evaluated that tract. Many mere experts have evaluated 
the tract. The fact that only one company chose to 
bid means that the other experts set the relative 
value of the tract so low as to not warrant submission of bid.
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James Watt 
September 18, 1931 
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is even more vividly demonstrated by the extremes of bid 
levels placed on the same tract. Frequently the same tract 
will receive dollar bids ranging from hundreds of thousands 
to tens of millions. In addition, an independent study 
made under contract for the U.S.G.S. analyzed 1,223 leases 
in the Gulf of Mexico issued in 17 OCS lease sales held 
over the years 1954 - 1969. The study determined that of 
the 1,223 individual leases, 62® were abandoned without  ̂
production and another 155S were productive but unprofitable. 
The inescapable conclusion is that the successful bidders' 
presale evaluations were totally wrong with respect to 
nearly two-thirds of the leases issued. Seventy-seven 
percent of presale evaluations were greatly in error since 
those evaluations resulted in bids for xeases which proved 
to be either worthless or failed to provide a profit.

T1 2 facts surrounding the Department's recent rejection 
of bids in South Atlantic Sale No. 5b once again illustrate 
that evaluation of tracts and bid rejections are unnecessary 
and unfair. In that sale, the U.S.G.S. estimated the total 
value of the tracts receiving bids at $216,026,666 .0 The 
total sum of thechigh bids for those tracts, was 
$363,329,953.80. Viewed as a whole, the Department 
received high bids for those traces far in excess of its 
own evaluation. In spite of this, it singled out seven 
tracts (Nos. 022, 026, 027, 064, 065, 096, and 097) and 
rejected the high bids for those tracts. Marathon was a 
high joint bidder on Tract Mo. 022. Although the Depart­
ment does take into account the average of all bids plus 
its evaluation in determining whether to reject a bid, in 
each case the Department's higher evaluation was the 
determinative factor with respect to the bid rejection.

As with other OCS sales, however, there is simply no 
reason to assume that the Department's evaluations are any

"Competition and Performance in OCS Oil and Gas Lease 
Sales and Lease Development, 1954-1969," Walter J. 
Mead and Phillip E. Sorenson. March 1, 1980, under 
U.S.G.S. Contract Mo. 14-08-001-16552.

Letter of "Notification to High Bidders, Outer Con­
tinental Shelf Lease Sale No. 56," of H. P. Sleverding, 
Acting Manager, New Orleans Outer Continental Shelf 
Office, dated August 14, 1981.
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more accurate than industry's evaluations of those tracts.
In fact, a review of the bidding in Offshore Lease Sale No.
56 points out the tenuous nature of presale lease evaluations, 
This review shows that the amount by which high bids for 
tracts exceeded the next highest bid ganged from $76,124,000 
on Tract 017 to $17,000 on Tract 072. .

That portion of the sale receiving the most bids and 
the highest evaluation (by both bidders and the Department) 
consisted of 22 contiguous tracts (Tracts 006 through 027) 
on a single geologic structure as shown in the attached 
Map One. Marathon evaluated the entire geologic structure 
and; with two other companies, bid on eight tracts. The 
Marathon group was high bidder on five of the tracts, with 
its high bids totalling $225,765,000. This was almost 
double the Department's $121,252,609 total evaluation of 
the same five tracts. The Department nevertheless singled 
out one of these tracts, Tract 022, and rejected the 
Marathon group's bid for that tract as too low.

Tract 022 received the following four bids, placed by 
eight companies.

Mobil
Amerada Hess 
Marathon

$6 ,721,000

Union
Conoco Inc,

4 ,613,000

Tenneco Oil

Gulf
Amoco

1,490,000

615,453

The bids averaged $3,359,363. No other company bid on 
Tracu 022, even though other companies bid on nearby tracts 
and of necessity evaluated Tract 022. The Marathon group's 
high bid was nevertheless rejected because the Department 
valued the tract at an astounding $32,970,736. There is 
simply no reason, however, to assume that the Department's

The data in this letter regarding Offshore Lease Sale 
No. 56 is taken from the Offshore Oil Scouts Association  ̂
"Offshore Lease Sale No. 56 Preliminary" and "Offshore 
Lease Sale No. 56 Company Bid Summary," both issued in 
August, 1981.
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evaluation is more accurate than the evaluations of the 
eight companies which submitted bids and the other companies 
which apparently decided that Trac4 022 was not attractive 
enough to warrant any bid. Clearly, the Department's 
interpretation is out of step with the interpretation upon 
which Marathon's bid was based and the interpretations of 
other companies evaluating Tract 022.

By comparison Tract 017, located three miles north on 
the same structure, received the following seven bids, 
placed by fourteen companies.

Mobil $103,775,000
Amerada Hess
Marathon

Chevron 27,651,000
Union
Conoco Inc.

Shell 21,887,000
Cities S-Co.

Getty 1,109,000

Gulf 615,453
Amoco

Murphy 237,883
Odeco 0 <4 G Co.

Tenneco Oil 144,849

The Department valued Tract 017 at $29,049,168. Here
the high bid was far higher than the Department's. The
Department accepted the bid.

The bid distributions on Tracts 022 and 017 clearly
show the tenuous nature of presale evaluations. Certainly
the bid distributions do not indicate enough accuracy to 
warrant rejection of legitimate high bids submitted in a 
competitive environment because the De partment's evaluation 
of a particular tract is higher than industry's.

The bid rejections are even more disturbing when one 
compares the high bids on the most valuable tracts on the
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geologic structure (Tracts 012 - 019, 021 - 024, 026, and 
027) to the Department's evaluation of those tracts. This 
review shows that industry undervaluation of the geologic 
structure represented by these tracts was not the real 
cause of the bid rejections. Industry submitted high bids 
for those tracts totalling $305,278,000, compared to a 
total Department evaluation of $162,597,293. Rather, the 
real cause of the bid rejections was that the industry's 
perceived relative value of individual tracts on the large 
geologic structure was different from the Department's.

The attached Maps One and Two show this to be the case. 
These show that the Department interpreted the geologic 
structure and assigned values to individual tracts based on 
Cuat interpretation. Industry, as a part of the bidding 
process, did exactly the same thing and submitted high bids 
totalling much more than the Department's evaluation of the 
entire geologic structure. These evaluations are dependent 
on the seismic data coverage and geometry, application of 
various computer processing and analytical techniques, and 
the resulting interpretations utilising sound geologic 
principles. The many variables involved in this process 
cause significant differences in the relative values placed 
on individual tracts even though the general area of a 
large geologic structure may be quite similar among the 
various interpretations. It is unreasonable, therefore, to 
assume that the single Department interpretation is "more 
accurate and correct" than those made by industry.

As Map Two clearly shows, the interpretation made by 
the Department placed the high value tracts south and east 
of the industry's interpretations. For example, industry > 
placed less relative value on Tracts 019, 022, 024, 026, 
and 027. Consequently, industry bid less for those tracts 
than the Department's evaluation. By comparison, industry 
perceived the tracts to the north and west (Tracts 012,
013, 014, 015, 016, 017, 018, 021, and 023) as having more 
relative value than did the Department. Consequently, 
industry high bids for those tracts far exceeded the 
Department's evaluations. In short, the Department re­
ceived high bids for the entire structure far in excess of 
what it could have hoped for, but at different locations 
than it expected. Different interpretations as to location, 
not undervaluation, was the cause of the bid rejections.

James Watt
S e p t e m b e r  18, 1981
Page Six

7

7 Those tracts on the structure which received a high
bid or Department evaluation in excess of $1,000,000.
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Because of the many variables involved, in any off­
shore sale interpretations as to the detail of each and 
every tract will vary greatly, even though interpretations 
as to tre overall character of a large geologic structure 
may be quite similar. In turn, the estimated relative 
values of the individual tracts based on these interpre­
tations will also vary greatly. In fact, there will be as 
many different estimated values as there are different 
interpretations. Industry, through the process of inter­
preting data, evaluating tracts, and submitting bids or 
deciding not to submit bids, arrives at a collective 
evaluation of specific tracts through the competitive 
bidding process. There is no reason not to accept this 
collective evaluation, the high bid, in each and every 
case.

Apparently, the Department currently assumes its 
single interpretation of a large geologic structure, and 
its estimated relative values of individual tracts based 
thereon, is essentially "correct", as evidenced by the 
rejection of bids in Offshore Lease Sale Mo. 5b. As long 
as the Department continues in this assumption, it can be 
expected that in future sales bids for certain tracts will 
be accepted while bids for certain other tracts on the same 
geologic structure will be rejected, not because industry 
has undervalued the structure taken as a whole, but simply 
because different interpretations of data have resulted in 
the Department's distributing the entire structure's value 
among the individual tracts differently than industry does 
through the competitive bidding process. In short, if a 
high bidder is lucky, the Department's interpretation will 
place a lower relative value on the tracts that bidder 
perceives as having higher relative values. If a high 
bidder is unlucky, the Department's interpretation will 
place a higher relative value and reject the high bids for 
the tracts that bidder, and the rest of the companies 
evaluating those tracts, perceives as having lower relative 
values. Chance, more than anything else, will determine 
whether a high bid is rejected or accepted. The Department's 
system of tract evaluation and bid rejection, therefore, 
3imply does not operate in a manner designed to insure 
receipt of fair market value and is unnecessary and unfair.

The Department's unnecessary rejection of bids could 
even reduce tha amount of money the Department, and ultimate­
ly the public, receives for the structure involved in 
Offshore Lease Sale No. 56. If, the structure is drilled 
before Tract 022 is leased and such drilling indicates
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Tract 022 is not valuable, the government will have lost 
$6,721,000 simply because it refused to accept as indicating 
fair market value a legitimate high bid submitted in a 
competitive environment. In fact, the government may very 
well accept less even before exploratory drilling occurs.
For example, in Offshore Lease Sale No. 62, held Novemoer 18, 
1980, Marathon and its joint bidders submitted a bid of 
$3,811,963 for Tract 62-66. This was the only bid sub­
mitted. It was rejected because the Department valued the 
tract at $21,703,136. In Offshore Lease Sale No. 066, held 
July 21, 1981 before any nearby drilling had occurred, the 
Department reoffered the same tract and accepted a bid 
placed by another company of $2,230,000. The Department 
had reduced its evaluation from $21,703,136 to $2,058,474.

In the initial sale the industry interpreted Tract 
62-66 and placed a value on it in a competitive environment. 
The Department duplicated the industry's efforts and placed 
a far higher value on the tract. In the end, however, 
apparently the Department realised its former evaluation 
was far too high. It did so too late, however, and cost 
the public $1,581,963. In short the Department's system of 
tract evaluation simply duplicates industry efforts, and 
does not insure the public fair market value for the 
nation's OCS resources.

Also, the Department's unnecessary rejection of bids 
could impede exploration of this structure. This structure, 
located ir. 3500 feet of water, will logically bo explored 
jointly by the contiguous lease owners. This minimizes • 
costs and risks, in accordance with good oil field practices.
The lessees of the contiguous tracts are now faced with the
choice of deferring drilling until Tract 022 is leased or 
conducting exploratory drilling which evaluates this tract, 
as well as their own, at no cost to the ultimate owner of 
Tract 022. If drilling is delayed, the end result will be 
slower and less efficient development of the nation's OCS 
oil and gas resources.

Finally, section 102 of the Outer Continental Shelf 
Lands Act Amendments (43 U.S.C. §1802) states that one of 
the Amendments' purposes is "to insure the public a fair 
and equitable return on the resources of the Outer Con­
tinental Shelf." However, this does not mean that the
Department of Interior must obtain the maximum amount of 
revenue it can from each and every lease viewed as a single 
entity. Rather, the Department is charged with insuring a 
fair and equitable return from the entire OCS taken as a 
whole. The mandate surely does not require tract-by-tract 
evaluation and bid rejection which, as indicated above,
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could result in the public's receiving less than if all 
legitimate high bids were accepted by the Department.

In addition, the tract-by-tract approach ignores the 
normal operation of oil and gas exploration and development. 
It must be recognized that when the oil industry bids on OCS 
leases, it is not the same as bidding on a tangible good the 
value of which can be readily assessed in terms of its 
potential return on investment. When a manufacturing 
company invests in capital goods, it fully expects to earn 
a profit on each individual investment. However, when 
an oil company invests in OCS leases, it cannot readily 
assess the potential return on each individual investment.
In fact, an oil company can expect that a majority of its 
individual OCS investments will be total losses. The oil 
company must rely on high profits from some individual 
investments to pay for the losses on the others.

A few tracts may ultimately be highly profitable, 
which would result in an unusually high rate of return when 
calculated on a single lease. But it is just such an 
expectation that constitutes the economic justification for 
any company to participate in exploration of the OCS. High 
profits from a successful lease are needed to absorb the 
costs, bcth lease bonus paid to government and exploratory 
costs, for the vast majority of leases that fail to be 
profitable. It is only the high profit lease that can 
provide an adequate rate of return calculated on the 
aggregate of any company's OCS exploration efforts, both 
successes and failures. The fact that a company achieves a 
high rate of return on one lease does not mean, therefore, 
that the United States is not receiving "a fair and equit-' 
able return on the resources of the Outer Continental Shelf 
[taken as a whole]."

In fact, the Mead and Sorenson study referred to at 
page 3 indicates that the federal government has captured 
much more than "fair market value" for OCS leases in the 
Gulf of Mexico. As indicated earlier, Mead and Sorenson 
analyzed 1223 leases issued in 17 OCS lease sales in 
the Gulf of Mexico held over the years 1954 - 1969. The 
study determined that 6 Z % of all leases were abandoned 
without production and another 15% were productive but were 
not economic. For all 1223 leases, the average internal 
rate of return was 11.43% before corporate income tax.
This return is far below the average return (1954-1976) of 
all U.S. manufacturing corporations of 19.8lf«. Of course, 
oil and gas exploration and development in the OCS entails 
much more risk than manufacturing operations. This study
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reve .Is that industry has made an inadequate rate of return 
on the OCS and that the federal government, therefore, has 
captured much more than its "fair market value."

All of these Gulf of Mexico sales were conducted in 
areas which were offshore extensions of the existing 
producing areas onshore Texas and Louisiana. Greater 
presale geologic data was available; hence, these sales had 
much lass risk than those in frontier areas such as 
the South Atlantic. The table below indicates that only 
one out of 50 or more leases in frontier areas can be 
expected to be profitable. Exploratory drilling results in 
these areas conclusively show that industry has thus far 
obtained a negative return on investment.

Date of 
Frontier Areas Sale

Eastern Gulf of 1973 
Mexico

California 1975

Gulf of Alaska 1976

Mid-Atlantic 1976

Lower Cook Inlet, 1977 
Alaska

South Atlantic 1978

TOTALS

Mo. of 
Leases 
Issued

87

56

76

93

87

^3

442

Bonus Paid 
to

Government
($MM)

1,490

417 

559 

1,127 

398 

1 0 0  

4 ,092

Results of 
Drilling 
to 6-1-61

No Production 
Found

Only 3-4 Leas 
May be Profi

Mo Production 
Found

3 Leases M?y 
Be Profitable

No Production 
Found

No Production 
Found

6-7 Leases May 
Be Profitable

In summary, the record shows that tract evaluation and 
bid rejection are unnecessary to insure the public fair 
market value for OCS oil and gas resources. In fact, the 
public has received more than fair market value for those 
resources. In addition, bid rejection is unfair and could 
deter early exploration of tracts if lessees are faced with 
the choice of evaluating unleased land in which they ow. 
no interest or deferring exploration until the unleased
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land is leased at a subsequent sale. Finally, because of 
the inconclusive and highly speculative nature of tract 
evaluations, as indicated by the record, such evaluations 
are simply a waste of valuable Department resources and 
time.

Marathon believes the recent South Atlantic sale again 
clearly points out the unnecessary and arbitrary nature of 
Department of Interior tract evaluations and bid rejections 
based on those evaluations. Marathon respectfully urges 
the Department to abandon this practice and to accept all 
legitimate high bids for OCS tracts in the future.

Sincerely,

R. R. Burke 
Vice President 
Production Exploration 
United States and Canaua

cc: H. P. Sleverding
Acting Manager 
Bureau of Land Management 
New Orleans Outer Continental Shelf Office 
Hale Boggs Federal Building 
500 Camp Street 
New Orleans, Louisiana 70130
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6

217,000

142,843

7

456,000

142,348

3 9

217,000 456,000

142,848 142,343

0 1

515,000 623,000

142,848 142,848

2 13

2,340,000 6,840,000

142,843 142,843

4 15

8,120,000 23,512,000

~— - 142,343 7,554,377

16 17

16,600,000 103,775,000

431 ,150 29,049,163

13 19

26,374,000 33,130,000

2,175,935 39,569,312

20 21 22 R

650,000 53,627,000 6,721 ,000

142,848 12,108,516 32,970,736

23 24

3,600,000 7,515,000

142,843 i9,549,824

25 26 R 27 R

21-7,000 4 ,800,OOC 3,324,000

142 ,348 5,757,68: 12,3^8,693

7 bids with 14 companies

4 bids with 8 companies

L E G E N D

X = Tract No. R = 

High bid

U.S.G.S. Mean Rang? 

AGO

Rejected

of Values



12 13

. 5 2 . 3

Total Industry bids on 14 listed 
tracts = $486,316,571

Total USGS Evaluation on 14 listed 
tracts - $162,597,253

r.compasses those tracts that Industr 
evaluated as at least 10% of total 
geologic structure.

ncompasses those tracts that USGS 
evaluated as at least 10% of total 
geologic structure.

A G O  8 8 6 4 6 5
L E G E N D  A G

X = Tract !lo.
R = Rejected

I n d u s  1 1 y t r a c t  b i d s  l o  t o t  
i n d u s t r y  b i d s  o n  14 t r a c t s * .

U S G S  E v a l u a t i o n  t o  t o t a l  O' 
E v a l u a t i o n  o f  14 t r a c t s .



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

—  I N F O R M A T I O N  F O R  A  R E E V A L U A T I O N  —

J a n u a r y  15, 1 9 8 2  *

S o h i o  A l a s k a  P e t r o l e u m  C o m p a n y  
P o u c h  6 - 6 12
A n c h o r a g e ,  A l a s k a  9 95 02

* N E W  M A T E R I A L  ADDED: F E B R U A R Y  12, 1982.
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As documented in this paper, two very different rationales were used 
to support the imposition of a restriction disallowing drilling from March 
31 to November 1 on leases obtained by oil companies and Alaska Native 
Regional Corporations in the 1979 Federal/State of Alas a eaufort Sea 
Lease Sale. For the Federal government, it was a concern for the 
endangered bowhead whale. Specifically the government wanted more infor­
mation about the b o w h e a d s 1 migration routes in the, sPrlI?9 fall in
relation to the lease sale area and more knowledge about the interaction 
of bowhead whales and oil activity.

Extensive research has been conducted in the past two years to 
address these two important concerns. Again, as documented herein, the 
results of the research show that the lease area is not critical to the 
continued existence of the bowhead whale. During the spring migration, 
the bowhead whales follow a far-offshore route, remote from the lease sale 
area by approximately 60 miles. In the summer, they feed among the 
ships and gravel islands where exploration is being conducted m  Canada s 
Beaufort Sea. During September and October, the bowhead whales migrate 
north of the lease sale area in waters of 10 fathoms and deeper. A total 
of only six bowheads were observed in the lease area in 1979, and on..y 
three bowheads were sighted within the lease area in 1980. Significantly, 
during the fall migration, bowheads are also relatively insensitive to

s o u n d .

Further, there is no evidence that bowheads can not or do not adapt 
to operations on a gravel island. The evidence from research conducted 
in the Beaufort Sea in Canada during the summer show.: instead that bowheads 
are neither attracted to nor repelled by the physical presence of an 
artificial island nor are they apparently disturbed by the sounds that are 
oroduced from operations on and around a gravel island. The activities 
on and around the islands included the operation of a lar9e suction dredge, 
a barge camp, tug boats and crew boats. These research results from the 
Bureau of Land Management studies in Canada cannot be dismissed on the 
grounds that bowheads may be more sensitive while migrating in the fa_l 
than they are while feeding prior to the fall migration. Feeding and 
migration are both important. Neither Inupiat whaling using motor boats 
or commercial whaling in the past has caused the bowheads in the Arctic 
to alter their traditional course during the fall migration.

III. SUMMARY AND CONCLUSIONS

T h e r e  is a l s o  r e l e v a n t  n e w  i n f o r m a t i o n  c i t e d  h e r e i n  i n d i c a t i n g  tnat 
the b o w h e a d  p o p u l a t i o n  m a y  be i n d e e d  h e a l t h i e r  t h a n  p r e v i o u s l y  t h o u g h t .  
A d d i t i o n a l l y ,  the e v i d e n c e  s h o w s  t h a t  w h a l e s  do  n o t  v a c a t e  a r e a -  b e c a u s e  

of s o u n d s  p r o d u c e d  b y  b o a t s  or b y  s e i s m i c  o p e r a t i o n s ,  thouc a 
d e l i b e r a t e l y  s t e e r e d  i n t o  a p o d  o f  w h a l e s .  the\ w i  1 - s e p a r a t e  ~.u en 
r e g r o u p  in a m a t t e r  o f  s e v e r a l  h o u r s .  In s u m m a r y ,  this p a per  pi. e s _ n  s an 
d o c u m e n t s  the  e x t e n s i v e  r e s e a r c h  th at  ha s b e e n  c o n c u ^ u e c  o a n s w e r  ne 

c o n c e r n s  a b o u t  the b o w h e a d  w h a l e ,  a nc  the r e s u l t s  sr.o^ a. *- “ .
r e a s o n  to c o n t i n u e  th e d r i l l i n g  r e s t r i c t i o n  on a c c o u n t  of the o o w h e a c  

w h a l e .
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