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PART!!

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

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

in exploration of 92%.

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

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

Estimate of Undiscovered Oil & Gas Reserves

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

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

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

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

Based upon private studies it is estimated that a reasonable figure of expectation for
undiscovered oil and gas reserves iu: 1.0 BBO and 2.0 TCFC. This would represent
a replacement of 74% of tho known oil reserves and 30% of the gas produced to
date.
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PART-1.V

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

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

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

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

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



Table "A"

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

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

($15/BO and $1.70/MCF)

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

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

Portion (12.5%)

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

Average Alaska Royalty 11% 11%

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



PART V

Ancillary Economic Benefits to
Increased Exploratory. WolLRate

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

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

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



PART VI

Summary & Conclusions

From tho foregoing data it may be concluded that:

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

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

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

discovered.

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

resulting in discoveries aggregating only 30 MMBO

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

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

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

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

WALTER D. WELLS
CERTIFIED PETROLEUM GEOLOGIST

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



Data Sources

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

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

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

A BILL
FOR AN ACT ENTITLED

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

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

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

programs, if any, for which it may qualify.

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

NINETEENTH LEGISLATURE - FIRST SESSION
BY THE SENATE RESOURCES COMMITTEE

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

A BELL
FOR AN ACT ENTITLED

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

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

commercial quantities."”

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

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

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

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

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

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

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

NINETEENTH LEGISLATURE - FIRST SESSION

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

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

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

commercial quantities."”

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

* Section I. AS 38.05.134 is amended to mad:

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

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

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

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

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

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

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

the lease. .o

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

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

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

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

removed or sold from the lease;

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

SB 112 L) SB0112A

Pt IDCUT Q0 TCX7 BRACFCTCDI
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to the state of not less than 12.5 percent in amount or value of the production
removed or sold from the lease and a fixed share of the net profit derived from
the lease of not less than 30 percent reserved to the state;

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

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

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

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

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

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

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

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

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

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

oavahle under <3>of tills junction.

SUOI12A

o} SB 112
w* fociirro trxr macvctzsi



ALASKA STATE LEGISLATURE
HOUSE OF REPRESENTATIVES
RESEARCH AGENCY

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

March 11, 1986
VEMORANDUM

TO:  Representative Andre Marrou

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

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

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

* when and why the provision was dropped;

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

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

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

Brief History of the Olscovery Royalty

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

"...the holder of a lease who drills and rakes the first dis-
cover¥ of oil or 7as In commercial quantities In a geologic
structure shall pay a royalty on all production under the lease
of five percent for 10 years™ following the date of discovery and
thereafter the ro altg rate shall be not less than 12-1/2° per-
cent..." [AS 38.05.180(a)]



Representative Marrou
March 11, 1986
Page Two

This condition, which allowed a lessee to pay a reduced royalty to the
State, stems from similar provisions on federal leases In Alaska datlng
back to enactment of the Mineral Leasing Act of 1920. The reduce
royalty was unique to Alaska and was Intended to provide special Incen-
tives "to encourage oil and gas production In Alaska. A discovery roy-
alty provision was adopted by the territorial government and subséquent-
ly ‘Incorporated Into Alaska Statute In the Alaska Lands Act of 1959,

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

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

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

Olscovery Royalty as an Exploration Incentive

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

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

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

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

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

existing rental, royalty, or severance tax obligations.

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

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

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

+ the monthly total production for each field;

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

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

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

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

. t t * t o

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

&K

Attachments

3At this timi, It is uncertain whether royalty records dating back to
the 1960s would be available from archives.



ATTACHVENT A

Discovery Weils Granted the State Discovery Royalty Provision
(Department of Law)
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tinmc of (fel

Falls Creel
ifnl f. tto. 1

ill ddle Ground
Shoal llo. 1

ttjjb Inlet State
Ho. 1

Beluga Itlvcr
Unit No. 1

(Irani tc Point
Ho. 1

Trading Hay
Ho. 1-A

Cray 1Ilng Ho.
1-A

H'gfclal CrteU
SIrWe Ho. 1

Prudhoe Bay
State Ho. 1

ligmi Ho. 1

Lessee

(proncnt ADI.
names) Ho.
Chevron 00590
ARCO

All 17595
Cclly

Phillipu

Phi 111po 17589
Chevron 17599
ARCO

Shell

llobl | 1H761
Union

Union 18731
Marathon

Union 17594
liaratlion

Texaco 17598
Superlor

ARCO 28303
Exxon

BP. Soliia 25633
ANCO

IAHU T no.
PAGE

Dulc of
Dincovury
4-10-61

6-10-62

0-21-62

12-1-62

5-16-65

5-23-65

9-29-652

4-28-66

12-19-67*

4-7-69

’

Flrut

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

11-12-62

11-12-62

9-17-63

5-21-65

6-18-65

10-28-65

5-23-66

3-26-68

9-15-69

Date Ol
written

chy

2-10-64

|-15-63

11-24-66

12-19-62

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

4-7-69

NEVEV:

F.ffeet lvc
il.ito

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

G-10-62

9-1-62

1-1-61

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

5-1-69

Commence-
moot of
commcr-
clnl pro-
duct lon

7
none

5-67

1-67

10

10-67

10-68'
10

6-20-77

il

12-13-81

Date \2\I
royalty
replaced 5z
discovery
royalty

rate

no royalty
ever paid

12

6-10-77?

9-72

1-73

6-75

6-75

10

10-75

no production
after 1972

1/78

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

12-13-81,

13

Ferlod
royalty
actually
reduced

never used

6 years,?
1 month

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

I month

8 years,
5 months

8 years,
I month

no more than
about 4 years

6 months,
Il dayn

never used
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12

litilco flI'j act forth In tha respective public notices unless otherwise specifled

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

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

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

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

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

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

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

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

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

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

See Appellants brief ut page 27.

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

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

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

See Affidavit of Edward W. Park,

EXHIBIT NO. -]
PAGE . 4 oF



ATTACHVENT 8

Exploration Incentive Credits Certified
oy the State of Alaska



ADL

343109

344010

344033
355005

345126

GRAND TOTAL

EXPLORATION INCENTIVE CREDITS
Report Month:

WELL
G-2 Well

Leffingwell

J-1 Well
Long Island Weil

Totek Hills

COMPANY

Exxon
Sohio
BPAE

Arco
Union

Exxon

Exxon
Sohio

Arco Alaska

August 1%5

CERTIFICATION
DATE

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

10/2/84
10/2/64

10/31/84

11/14/84
11/14/84

8/02/bh

=

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

&>
[EEEN
o
()

oL =~y O

a4
——
oo

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

- - i

>
=3
L Y |
—

$28,398,432.61

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

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

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

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

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

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

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

Authority: %S 3%1 05.020

ARTICLE
DI

Section

200.  Discovery lease

205, Discovery royolt y ty definitions

210. Dlscover}/ royalty filing requirement*

215, Certification aftér compliance and
application

220.  Cancellation

225, Termination.

230.  F'vc|™p.ATi0,|by>pOroyAlty

MAY | J 1585

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

NATURAL

M CW 110 JO AIG

11 AAC s3
Il AACss

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

sufficient evidence of oil or gas in a partlel

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

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

A Jh 08 fap

11 AAC 83.205. DISCO\Z/ERY ROYAL!

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

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

quantities uftcr well completion;

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

amended:

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

well is'capable of producing oil or ms;

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

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

RESOURCES

" feasonable qu irio the operator, if a market

were available:

11-259

AGU 11b700)

OE:El 03H S6-80-HW



.4 Recister 51, October 1974

5y, "comjlliticc” means the Alaska Oil ojul bein

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

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

AS 3805 145(2)

] AS 38.05.180

[l AAC 83.210. DISCOVERY ROYALTY

FILING REQUIREMENTS, (a? To establish

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

#

SWorn Bfatemeﬂt and substantiatiOH evidence, |

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

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

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

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

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

c) To establish (lie geologic structure from

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

geologic structure from which the oil or gas ii

NATURAL RESOURCES

Il AAC 83.205
11AAC 83.215

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

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

Authority:” AS'38.05.02
gl4

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

FICAT
COMPLIANCE ~AND APPLICATION. ~ After

L

compliance with sec. 210 of this ch

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

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

8.05.020
805145(a)
8.05.180

J he request, the director will pubifish notice of

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

AS 38.05) and_in accordance with the Alaska

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

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

"~ discovery royalty term, which date shall be the

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

(2) continue the hearing at a later specified

11-20

/00 \J Cjoccosioo ‘on m
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NATURAL RESOURCES

11 AAC 83
11 AAC 83

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

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

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

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

AS 38.05.145(a)

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

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

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

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

ARTICLE 3. UNITIZATION

Section

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

310. Draft of agreement

315.. Rntre of prospecling and produclion

. 320. Parties

325. Sigunfures

330. Counterparts

335. Unit operators

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

355. Applications

360. Notation of approval

365. Unit bonds

370. Segregated leases

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

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

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

Authority: AS 38 05.070
AS 38.05.145(0

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

11-291
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THE FOLLOWING PAGES MAY
NOT FILM LEGIBLY BECAUSE OF
THE POOR QUALITY OF THE ORIGINAL
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FISCAL NOTE

STATE OF ALASKA BILL NO. CSSB112(RES)

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

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

Requestor: Senate Finance Component Serial No. 439

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

Personal services 1.0 91.0 . . 91 0
travel

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS. CLAIMS

MISCELLANEOUS
TOTAL OPERATING 910 91 0 91.0 91.0 91.0

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

FUND SOURCE (Thousands of Dollars)

1002 Pederai Receipts
1003 GF Match
1004 GF

1005 GF/PrHo%ram Receipts
1006 GF/MHTIA

910 910 91.0 90 90

Other

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

PUIE-TIME

1
PART-TIME 0
TEMPORARY 0

ANALYSIS: (Attacn a separate page if necessary

1 1 1
9 G
0 0 0 "

T702

91.0

91.0
0.0

91,0

91.0

oo

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

conditions for leases in Cook Inlet Sedimentary Basin.

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

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

8

is high, since little geological information is available to the

eligibility m

60's

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

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

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

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

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

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

R



FISCAL ANALYSIS CSSB112(RES) continued..

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

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

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

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

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

<C33>n: XISM, V2Mc«l od



Alaska State Legislature

State Capitol
Official Business Juneau AK™ 99801

MEMO

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

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

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

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

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

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

NINETEENTH LEGISLATURE - SECOND SESSION
BY THE SENATE RESOURCES COMMITTEE

Offered:
Referred:

Sponsor(s): SENATE RESOURCES COMMITTEE
A RILL

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

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

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

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

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

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

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

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

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

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

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

the lease.

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

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

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

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

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

may choose at least one of the following leasing methods:

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

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

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

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

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

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

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

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

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

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

the red

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

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

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

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

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

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

and gas royalty certifications under this paragraph.

CSSB U2(RES) *x
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StewartPetroleum Company

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

I
\Y

J/IA . IN

TESTIMONY
of
WILLIAM R STEWART
before the

OIL AND GAS POLICY COUNCIL

MAY 25, 1995

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

an onshore location to an offshore bottom hole location.



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

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

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

obstacles and its high operating costs.

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

experience here fear these obstacles.

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

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



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

process and choose not to operate here.

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

beginning to he realized.

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

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

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

a practical matter) far too complex.



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

endless audits and lawsuits, independents are not.

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

least small by Alaska standards.

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

be involved.

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

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

4



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

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

4- .Simplification of.P.crmuung

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

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

5



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

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

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

appointed officials above.

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

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

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

mechanism would be required.

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

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

6



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

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

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

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

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

questions you may have.

STEWART PETROLEUM COMPANY

May 25, 1995



§ 31.05.170 Alaska Statutes § 31.05.170

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

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

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

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

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

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

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

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

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

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

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

inthistructure is covered by th* term “pdolV
112) “producer” means tho owner of a well or wells capable of
producing oil or gas or both.
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Senator Loren Leman
SB 112
Senate Resources Committee

This is additional
Credit.

Please pul this information in your committee packet for SB
112.
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ALASKA DEPARTMENT OF NATURAL RESOURCES
IN THE MATTER OF THE APPLICATION
FOR DISCOVERY ROYALTY BY THE UNION
OIL COMPANY OF CALIFORNIA AND
MARATHON OIL COMPANY (ADL 17594)
State of Alaska
Department: of Natural Resources
I
OPINION IN SUPPORT OF DECISION
This decision concerns the application made by the
Union Oil Company of California and Marathon Oil Company, co-
lessees cf state oil and gas lease ADL 17594, for discovery well
certification of the Grayling; No. I-A well. On January 19, 1982,
| issued a written decision confirming my November 13, 1981,
determination which granted the application. This opinion

contains my findings and conclusions which support the discovery

royalty award to Union and Marathon.

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

applications and awards considered under the state discovery

ACL .3415-1



royalty program. Finally, thi3 decision will evaluate the

Union-Marathon application and the issues pertaining to it.

l. INTRODUCTION.

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

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

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

-



royalty for this lease by the Department of NaturalResources

("department”) on August 27, 1965.

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

18731

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

single dominant geologic structure, in which case approval of

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

not be permissible.

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

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

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

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

within chat 90-day time frame.

On February 14, 1966, Union-Marachon petitioned the

department for reconsideration and interpretation of its decision

*/ Formerly 11 AAC 505.744.



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

discovery royalty based on che evidence submitted wichin che

90-day period.

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

On February 17, 1972. che commissioner reaffirmed his earlier

5
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decision on che basis chac insufficient information was submitted
within the 90-day period co determine whether or not there were
two separate- structures. Union-Marachon again sought review in

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

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

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

Union-Marathon again appealed co che supreme court.

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

all the data submitted.



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

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

scruccure.

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

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

* See Part VI of this opinion.



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

wich che state's discovery royalty program.

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

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

ocher documents which are summarized in Volume 1.

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

following materials:

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

and che exhibits submitted ac chac deposition;

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

wells;

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

dual induction lacerolog subnicccd wich the affidavit of

ijC  13<.1S".9



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

(Exhibit 2);

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

submitted later; and

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

10-

AGC 1341a?;



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

their Monopod PLacform on July «, 1977.

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

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

daca as depicted in cheir exhibits.

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

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

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

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

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

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

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

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

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

favor of the applicants.

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

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

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

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

The Trading 3ay and McArthur River geolLogic features

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

Inlet sedimentary basin, a major oil and gas province.

*/ Formerly 11 AAC 505.74 and 11 AAC 505.741(b7\ respectively.
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PAGES 13-22 ARE AVAILABLE FROM KEN BOVD, DNR/DO&G. THESE
PAGES CONTAIN GEOLOGIC INFORMATION FROM THE EARLY
JURASSIC PERIOD TO THE PLEISTOCENE PERIOD.

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

PAGE.



[N Summary

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

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

-23-

13*1503



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

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

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

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

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

contesced in this case.

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

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

05—
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A Compecicive-N'onr cmpecicive Leasing Determinations.

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

noncompecicively.

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

was considerec che principal reference in making KCS determina-

tions .

B. Discovery Royalties.

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

rirod the secretary of chc Uniccd Scaces Department of the

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

Proviso was repealed in L958.

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

onlv.

IV. DEVELOPMENT OF A STATE DISCOVERY ROYALTY PROVISION.

Because <che territorial government had no land to

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

upland.

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

avoid land speculation in areas of oil and gas potential.

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

acc had. There also was considerable discussion regarding

-28-
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adoption or a discovery royalcy program by che scace. The oil
industry advocaced ics adoption on che ground chac che federal
royalcy program had accracced the industry co Alaska in che firsc
place.
|
The Alaska Land Acc passed in 1959. Unlike che federal
acc which Ilimiced compecicive oil and gas leasing co land con-
taining a KGS, che scace acc required compecicive leasing on land
known or believed co concain oil or gas. The scace acc also
contained a discovery royalcy provision virtually idencical co
che cerms of che Alaska Oil Proviso. Under this provision a
lease holder chac drilled and made che firsc discovery of oil or
gas in commercial quancicies in a geologic scruccure could be
rewarded by paying a discovery royalcy of only five percenc of
che value of oil and gas excracced for che firsc cen years, afcer i
which che normal race of 12% percent was applicable. The new
scace oil and gas leasing form also contained a provision which
repeaced verbacin che discovery royalcy provision included in che

Sscace acc.

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

A Early Leasing Activity.

Although Alaska received a large entitlement of land ac

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

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

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

chese cvo sales.

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

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

acquired an inceresc in two ocher leases in partnership wich

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

Se.ench and Minch Compecicive Oil and Gas Lease

Sales.

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

this area.

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

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

was chen plugged and abandonei.

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

well, no commercial discovery was made.

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

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

controlled by pumping salt water down the relief well.

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

River Gas Field.

C. Development of che Discovery Royalcy Regulations.

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

cial quantities,” or "geologic scruccure.”

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

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

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

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

v

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

involving this term h?d not yet arisen.

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

read as follows:
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505.73 Royalty.

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

505.74 Discovery Lease.

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

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

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

505.741 Definitions.

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

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

produced in commercial quantities after well
completion.

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

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

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

market were available.

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

505.742 Establishment of Priority as to
Time and Date.

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

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

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

505.7i3 Establishment of Commercial Quanti-
ties . ~

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

505.744 Establishment of Geologic Struc-
ture .

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

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

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

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

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

505.745 Certification After Compliance and
Application.

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

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

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

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

consideration for <certification as co the
same geologic structure.

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

(c) Deny che application for discovery well
certification.

505.746 Cancellation.

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

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

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

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

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

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

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

repealed on November 9, 1979.

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

Middle Ground Shoal Discovery Royalcy Award.



