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Testimony of Reaourco Devolopmont Council on MB 207
An Act rotating to tho reduction of royalties reserved to the state to 

encourage production of oil and gas from marginal fiolds 
Senate Resources Committee April 21, 1905

Good afternoon My name is Carl Port man, Communication • Director of the Resource Oevolopmont Council for Alaska. Inc. On behalf of ROC. thank you for ihe opportunity to lostify on HB 20/.
RDC it e proponent of e strong oil and gas industry and has 
worked to advance incentives that will encourage the industry to 
exp’oro for new oil fields m Alaska end to bring into production existing reserves Oil rovonoot account for 65 percent of stato 
revenues and one In every three Jobs in Alaska. As o*l production and revenues deckno. so will the number of Alaska jobs supponnd 
by petroleum rovenuts
Sustaining industry investments In Atatka projects rt in the best 
mt#ros!s of (hi: state Hal of the oil production projected for 2000 
and beyond is bated on investments yet to be made As a roeoft. 
the outlook tor tolurt production and revenuot could be worse man current project-ons rf investments are mado ei*e*he re
Alaska is at a compettve dtedvanisge in snrach/x) captai investments because of fwgh transportation, exploration and 
devotopment costs, long toad Unes. cnjde od characterised that 
rtscount North Slope 04 compared to omer crudes and a state 
revenue structure that takes a bigger share of prott* Moreover, 
the opportune#* that do ei'st on me North Stop# contest of marginal new oJ toVH or marginal projects wOhin anti ng folds 
In this global emnronmenf. companies ere becoming increasingly 
selective in choosma wtveh proyocts to pursue Projects that Are funded ato mose onennrj the highest returns Age nt* the fewest n * *
What we need to a fresopy lo overcome these dsadvattaget. lo 
make Alaska more oompet&ve In the world market so that more donan are invested here in this emerging ere of msrp*w*l oa sold 
development me strategy must be based on the team concept ■ to  
imperative that the o l Industry and tha State of Alaska wo k
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togothor as a loom to ovorcomo tho challenges and capturo the potential for now Investments. revenues and jobs.
HB 207, the royalty adjustment legislation, will encourngo teamwork and is o step toward making our collective share of oil rovonue6 grow. Floxibibly In setting royalty torms for marginal Holds will holp attract Investment capital and maximize long-term benofits to tho stote. HB 207 Is a tool that tho State can uso to enhance the compotitivenoss of projects whose funding might otherwise go abroad.
Tho legislation bofore you is also an important hodge Industry noeds against the risk of low cil prices. Low prices Is a risk the industry cannot effoctivoly mnnngo aJono. As you know. Alaska production is espodaity vulnorable to low price* due to the current structure of ttAte taxos end royoftios. MB 207, however, would help to minimize tho Industry's exposure to low pricos and onhanco prospects for making development moro viablo.
flexibility ir royalty torms would encourage the stato and tho industry to work togothor to thange tho economic equation for marginal fields. And by working looother to identity win-win solutions, we can all cam. and in the procoss. bring on new oil folds, extend Ihe hfe of existing fiolds and build a strongor economic base for the future.
Wodung together to reach shared goats is more Important than over bocauso so much of Alaska's future production will come from marginal folds -  accumulations mat voukl bo developed if thoy woro in the lower-cost and lower-risk environment of the Lower 46. HB 207. however, is e step in the right droction. it sends a dear sgnal tivat Alaska elms to be competitive in tho world market to attract the investments necessary to develop N* oil end gas potential It pr**det tho nenfrtty needed in working w.th investors on a caso by case basis to make now development e reekty.
HOC strongly supports this loQtsiebon. Thank you for the opportunity to comment
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CS FOR l i l t  207(FIN)AM QUESTIONS & ANSWERS

A. Purpose

I. What, generally, does the b ill accomplish?

This legislation amends current law to give the Commissioner of the Department o f 
Natural Resources (DNR) authority to grant royalty reduction for fields that have been 
delineated, but not produced. The current law allows the commissioner to grant royalty reduction 
to prolong the economic life of u field or to reestablish shut-in production. The b ill requires that 
the applicant make a clear and convincing showing that any reduction meets certain requirements 
and is in Ihc I*cst interests of the state. As part of the application the commissioner shall require 
the applicant to provide financial and technical data (which may be kept confidential at the 
request o f the applicant) to assure that the requirements arc met and that a royalty reduction is 
warranted. I f the commissioner determines that a third-party analysis of the submitted data is 
necessary, then he may require that the applicant pay for this analysis. This b ill also provides 
that if relevant factors change in the future, then the commissioner may raise the royalties that 
were previously reduced. The commissioner must condition royalties if  oil price changes.

These reductions may be applied only if  one o f the three "trigger events" is met:
• Fields that arc delineated, but not previously produced, to allow production (hat 

would not otherwise be economically feasible.
• Oil and gas fields whose economic life may be prolonged in light of increasing costs 

in (lie later stages of production.
• Reestablishing commercial production of shut-in oil or gas that would no: otherwise 

be economically feasible.

Ilc fo ic approving any royally reduction, the commissioner must issue written findings 
assuring compliance w ith the requirements of this section and that the best interests o f the state 
ore preserved The legislation also requires the commissioner to give notice of his preliminary 
findings and determination lo the legislature and public, and allow for comment before adopting 
final findings and determination. The current committee substitute also states that the 
commissioner shall offer to provide the I .BA: A committee a review of the preliminary findings 
ami determination.

2 Why is a change in Ihc law necessary ?

A change is necessary for three reasons, l i n t ,  a change w ill help to nuke Alaska 
more competitive on a worldwide basis for oil companies’ investment dollars The legislation 
would give the commissioner greater flexibility than exists under current law and authority lo 
reduce live royally rate on fields that have been delineated, but have mu previously produced oil 
im gas Second, it would change the economic standard for a reduction for a mature field to a



point-forward or incremental analysis from a historical investment analysis which is not relevant 
to a decision whether to abandon or continue producing a field. Third, it would clarify the 
authority to reduce royalty under AS 38.05.180 (j) & (p).

Ii. Standards

I. The "best interest" standard seems vague. Should the legislature define the criteria that must 
he considered in making a best interest decision? Should the legislature maintain the 
requirement in existing law that the commissioner must find that the "state has obtained the 
maximum economic return that is compatible with allowing a reasonable rate of return for the 
lessee"?

Before talking about further defining the best interest standard, there already is a clear 
limit on the commissioner’s authority. The current statute permits the commissioner to grant 
royalty reduction only if one of two trigger events is met. As discussed above, the legislation 
would add a third trigger event -- a delineated field that would not otherwise be economically 
feasible to produce. Only if  (hat showing is met, which must be met by clear and convincing 
evidence, is the commissioner authorized to even consider whether he should grant royalty relief.

If the commissioner makes a finding that one of the trigger events has been met, then 
he must decide whether the reduction would he in the best interest of the slate before a reduction 
would be granted. This standard, or a similar standard, is used throughout the statutes without 
explicit criteria set forth. For example, AS 38.05.1S0(p) gives the commissioner authority to 
unitize oil and gas leases i f  lie determines it is necessary to "secure the public interest."

Importantly. DNR has already discussed the best interest standard in connection w ith 
Conoco’s royalty reduction application. In a published decision document, then Commissioner 
Mein/e noted that the "public interest finding (docs) not simply weigh cash gains and losses to 
the slate government" although he determined that lost revenues to the state government would 
he approximately four times greater than the sum of additional royalties to the stale government. 
The commissioner considered: (1) the effect on the total royalties that w ould be paid; (2) the 
additional projected recovery of oil; (3) the ability o f the project to render a positive cash flow; 
(4) the desirability of encouraging further investment that has a direct benefit to the state; (5) the 
effect o f additional production on TAPS throughput; and (6) the benefits o f additional 
employment. Ai i minimum, the commissioner would consider tliesc factors in making any 
decision.

The legislature, of course, remains Iree to put sideboards or restraints on Ihc 
commissioner s discretion, but any sideboard or icstraint could effectively restrain ilic 
commissioner's ability to craft practical relief for a given field or reservoir. The current version 
of the b ill requites live commissioner to change the royalty rate if  live pnee of oil changes.



Finally, DNR opposed an amendment to reinstate the "maximum possible economic 
return to the state" standard. DNR believes that the economic standard set forth in the trigger 
events is adequate. Moreover, the maximum economic standard is an impossible standard to 
define, let alone meet.

2. Why does the legislation change the standard for royalty reduction for mature producing 
fields?

The legislation actually clarifies the confusing old standard o f reasonable rate o f 
return on total investment. The old standard is unworkable for fields in the later stages of 
production. For these fields, the analysis should be based on expected future costs and future 
revenues. Past profitability Ikls little to do with the decision to produce or abandon a field today 
or tomorrow. Abandonment decisions are based on a point-forward analysis, not historical 
performance.

3. Why docs the legislation change the standard of persuasion from "clear" to "clear and 
convincing"?

The "clear and convincing" standard is a term of art in the law which has been defined 
by the courts and has an accepted definition. A "clear" standard has not been so embraced. This 
lead to a dispute between DNR and Conoco & Oxy in their application for royalty reduction.
The issue was pending before the superior court, but had not been decided, when the parties 
settled. The change was made in hopes of avoiding litigation.

•I. The legislation is non-specific about when and how the royalty could increase. Shouldn't it Ik  
more specific?

This provision is basically the same as existing law. Specifying when and how Ihc 
royalty must increase would take away flexibility. Presumably, the commissioner’s decision 
would provide for an increase if prices increase oi costs decrease. Ilowcvcr under the governor’s 
b ill, there would be flexibility to tailor the terms to the specific frets. The commissioner’s final 
finding or determination would include the terms providing for me increase.

5. What docs Ihe term "delineated" mean? Should the term be defined in the statute?

DNR believes that the term "delineated" is a term ol art in the industry. Its generally 
accepted definition is that there is sufficient knowledge of the aerial extent, volume, and 
productivity of the field to allow a lessee to decide w bother to proceed wilh development and 
production, including determining costs to develop and produce the field. In other words, 
delineation is the process by which a resource in a previously discovered accumulation makes the 
transition to "reserves." Reserves arc resources demonstrated with reasonable ccrlainly to Ik  
recoverable from a know n accumulation under existing economic and operating conditions.



The requisite information varies from field to field and no specific test would suffice 
for all fields. The information pertinent to making the decision would include drilled wells, 
seismic data and interpretations, and engineering data on the reservoir's characteristics, including 
well flow test data of sufficient duration to provide estimates o f future development well 
productivity.

DNR believes that any attempt to specifically define "delineated" would likely create 
as many problems as it solves.

6. What do the terms "field" and "pool" mean?

The meaning of the term "field" was disputed in the Conoco & Oxy application 
process. DNR defined the term to include all reservoirs or pools underlying the lease or unit 
area. "Pool" means an underground reservoir containing a common accumulation o f oil or gas. 
Each zone o f a general structure which is completely separated from any other zone in the 
structure is covered by the term "pool." The terms "pool" and "field" mean the same thing when 
only one undciground reservoir is involved, but "field" - unlike "pool" - may relate to two or 
more pools. To prevent future disputes, and to increase flexibility, the b ill references both "field" 
and "pool."

7. Can the royalty reduction apply to a single pool on a given lease, as compared to all 
production from the lease?

The legislation would give the commissioner that discretion. If there had been 
production from one pool in a field, but not another pool, the commissioner would have authority 
to consider a royally reduction only for some or all o f the second pool if  it had been delineated. 
Future discoveries or developments on the lease would not be automatically granted a reduction.

On leases that have been developed, such as Ihe Kuparuk-Wesl Sak situation. DNR 
wants the latitude to consider royally reductions for the West Sak reservoir, while retaining the 
original royalty rate for the deeper Kupanik reservoir.

8. Would the royalty reduction be granted for the entire field or unit area?

The reduction, if granted, would be granted on a lease by lease basis. The lease or 
unit agreement establishes the royalty rate, and it is the lease or unit agreement that needs to be 
amended if the royally rate is to be changed. Of course, the reduction could apply to all leases 
within the unit area.

9. Would the b ill allow Ihc Commissioner to reduce the royally rate at the state's largest fields, 
including Prudhoc Hay?

I



© No. The new trigger event in the b ill would not allow a royalty reduction for a field 
like Prudhoc Bay. Both gas and oil have been produced and sold from that field. Consequently, 
it could not qualify under the new trigger event of a delineated, but not produced field. Simply 
pul, a reduction is not necessary to get the field developed. At some point in the distant future 
when the field is in steep decline, Prudhoc Bay may become eligible for a reduction under one of 
the other two trigger events contained in the current royalty reduction statute.

10. What does the term "reasonable rate o f return" mean in the current legislation?

DNR recommends dropping the term. This term led to serious disagreements 
between an applicant and DNR. DNR felt obliged to adopt an objective standard which could be 
applied consistently regardless of the vagaries of an individual company’s financial planning 
standards. Recognizing that neither the state's oil and gas leases nor statutes guaranteed a 
company a specific rate of return, or any return at all, Commissioner I Icinze adopted a standard - 
the return on a 91) day Treasury b ill - which provided a positive real rate of return, but did not 
provide an excessive profit at the expense of the state's royalty share. Other potential rates 
considered by DNR included: (1) the individual company's cost of capitol plus a marginal profit; 
(2) a public utility type rate of return; (3) the economic yardstick used by DOB to determine i f  a 
field is commercially developable; (4) the long-term bond yield; and (5) the rate allowed by DOR 
in determining reasonable shipping rales for severance tax purposes. As noted previously, once a 
field is developed (i.e., major investments sunk) any revenue in excess of operating costs is 
sufficient to keep the field in production.

C. Appealability & Confidentiality

I . The non-appealability clause seems unusual. Why is it in the bill?

flie  clause has two purposes: The first is to make clear that the statute docs not 
confer on a lessee a right or entitlement to a royalty rcduc Even if the lessee makes a 
showing that the lessee could not economically produce the .ic ld , there is no duty on behalf of 
the commissioner to grant royalty relief. DNR makes a business judgment whether the state 
would rather have production on a reduced royalty basis or take back the leases and attempt to 
relet them. Moreover, the commissioner may have to consider other factors, such as the effect on 
the bidding process and on the environment, in determining whether a royalty reduction should 
he granted.

There is some federal law on Ihc subject o f royalty reductions on federal leases.
Under federal law the Secretary o f Interior has authority to reduce a lease’s royalty rate under 
certain circumstances But federal law holds that:

(There are) no circumstances which require BI.M to reduce royalty. Under 
the: tatutc, no entitlement to such a reduction can ever arise. BLM

5



remains free to accept the economic consequences o f denying royalty 
relief, which may vary from case to case .... The discretionary authority 
conferred by (the federal royally reduction statute) enables BLM to 
exercise prudent business judgment to accept the alternative that best 
protects the economic interest of the United States as owner of the mineral 
resources.

Peabody Coal Co.. 93 IBLA 317, 326(1986) (emphasis added).

Given that there is no entitlement or no right to a royalty reduction, the second 
purpose is to preclude expensive, time consuming litigation, which can have no basis, by the 
applicant whose application has been denied. The intent o f the provision is to preclude the 
applicant from appealing. The courts have rejected an argument that there is a constitutionally 
guaranteed minimum right of judicial review where the "administrative activity ...involves the 
grant or denial or a privilege which the state government is free to allow or withhold in its 
discretion ...." Cooper. State Administrative Law 677 (1965). The Department of Law believes 
that the commissioner's determination regarding a royalty reduction application would fall into 
that category and thus the court would likely give effect to a provision precluding judicia l review.

The general rule, according to Professor Davis, one o f the foremost authorities on 
administrative law, is that:

| l)f a statute unequivocally precludes judicia l review of an agency action, 
and jud ic ia l review is sought on any basis other than a claimed violation of 
a constitutional right, the Court w ill give statute effect.... When the scope 
and effect of an explicit statutory limit on jud icia l review is less clear, 
however, and the Court perceives a significant risk o f unfairness i f  the 
statutory limit is given broad effect, the Court sometimes strains to 
interpret the limit narrowly.

Davis. Administrative Law. §17.8 at 155. The court could read into the finality provision an 
implied exception permitting review of constitutional questions, questions regarding the 
jurisdiction o f the agency and the regularity of its procedure, questions affecting the existence of 
property rights, questions involving bad faith, or questions regarding fraud. Cooper, supra at 
679.

The Alaska Supreme Court has stated that a "legislative statement o f finality is one 
which we w ill honor lo the extent that it accords with constitutional guarantees." K & I. 
Distributors. Inc. v. Murkowski. 486 P.2d 351. 357 (Alaska 1971). It is likely that the court w ill 
attempt to whittle down any finality language to si/e to fit the court's sense o f fundamental 
fairness. In other words, a statement o f finality w ill not prevent the court from reviewing the 
decision to assure compliance with the due process clause under the Alaska constitution. 
Nevertheless, a finality provision w ill mean that any review of a royalty reduction decision w ill

6



be much more limited than the broad review o f an agency decision required by the Alaska 
Administrative Procedure Act. For example, the court would not review each factual finding to 
see that it is correct, or even that it is supported by substantial evidence. The court would only 
examine the commissioner's decision to determine whether it has "passed beyond the lowest limit 
of the permitted zone of reasonableness to become capricious, arbitrary or confiscatory." ]d. at 
358. Given this, we believe that it is less likely that a disgruntled lessee would appeal and. 
therefore, more likely needless court expense would be saved.

2. Should the commissioner's t ecision be subject to legislative review?

The administration ( ocs not object to some type o f legislative oversight. The 
administration believes that the legislature could request a briefing even without a specific 
provision in the bill. The administration notes that at least one company has opposed a proposed 
amendment which would have provided for a confidential briefing by the commissioner o f the 
legislature.

3. Why docs the bill contain confidentiality provisions?

Tiie confidentiality provision in the b ill is no different than existing law. The purpose 
of this provision is to protect a company's competitiveness relative to other companies. 
Obviously, a company which has spent millions of dollars to acquire geological, geophysical, and 
engineering information regarding a potential oil field does not want that information revealed to 
other companies. Furthermore, releasing financial information about the company would reveal 
ihc company’s underlying economic philosophy regarding exploration and development and, 
thus, disadvantage the company with respect to its competitors. The confidentiality provision 
actually promotes the disclosure of complete and frank information to the state. Given industry's 
testimony at the hearings, it is likely that without a confidentiality provision for new fields, no 
company would apply for royalty relief and the benefits of the bill would be lost. Nevertheless, 
the b ill allows the company lo disclose its information to the public if  it desires.

I). M iscellaneous

I . Why does the legislation delete the provision in former law that the commissioner shall adopt 
regulations?

Such a provision is unnecessary and would delay the implementation of any new 
program. Under current law, the commissioner already has the authority to adopt regulations 
necessary to carry out the purposes o f the Alaska Land Act. AS 38.05.020(b)(1). There are 
already existing regulations which define the procedure for submitting an application for 
reduction under AS 38.05.180(j). 11A AC 83.185. DNR would plan to amend those regulations 
to deal with the proposed changes in the statute. PNR. however, does not want to be required to



implement regulations because that could delay implementation o f any new statutory changes. 
The current law allows the commissioner to adopt regulations if needed.

2. Do you have any concerns that the legislation w ill undermine the competitive bidding 
process?

The commissioner w ill have to consider this issue in determining whether a reduction 
is in the state's best interest. Certainly, i f  the royalty rate is the bid variable this is a very real 
concern. In general, the closer the reductions to the time o f the bid, the greater the concern. That 
is one of the reasons why the former law provided for a two year production requirement. That 
requirement, however, proved unworkable and the legislature dispensed with that requirement in 
1990 to allow the commissioner more flexibility.

The proposed amendment tries lo balance the need to protect the bidding process with 
the need to get marginal fields timely developed. For example, a reduction cannot take place 
until the lessee at least does delineation work. In other words, the commissioner could not grant 
a reduction the day alter the lease sale. More importantly, the commissioner cannot grant a 
reduction unless the lessee makes a clear and convincing showing that absent relief the field 
would not otherwise be economically feasible. In making that determination and deciding 
whether granting relief would be in the state's best interest, the commissioner w ill have to 
examine whether other potential lessees would develop or produce the field without royalty 
relief.

The Alaska Supreme Court has recognized a competitively bid government contract 
can be amended under certain circumstances without jeopardizing the competitive bid process. 
Kenai Lumber Co.. Inc. v. IxRcschc. 646 P,2d 215, 220-22 (Alaska 1982). Importantly, every 
state oil and gas lease contains a royalty reduction so all competitive bidders were on notice that 
the royalty could be reduced under appropriate conditions.

4. Is it legally required that the permanent fund be held harmless?

Probably not. but a concern has been raised. Article IX. Section 15. provides that:
"At least twenty-five per cent of all mineral lease rentals, royalties, royalty sale proceeds ... 
received by the state shall be placed in a permanent fund." The Department of Law believes 
that the most likely interpretation o f the constitutional provision is the permanent fund gels 25f  ̂
o f whatever the state gets and if  the state gets a lesser or greater royalty for that matter, the 
permanent fund gets 259< o f that amount.

An argument can be made that the provision means the permanent fund gets 25'r of 
the original royalty rate specified in the lease and the legislature or the commissioner cannot 
change the amount, at least for the permanent fund. The Department of Law docs not believe 
that such an argument would be persuasive to a court. There have been statutory and lease 
provisions providing for royally reduction in one form or another since statehood. These



provisions were in effect at the time the permanent fund provision took effect and no special 
provision was enacted to keep the permanent fund whole in that instance. Consequently, we 
believe the permanent fund takes its 25% share subject to the possibility that the royalty share 
may be reduced. In short, the permanent fund gets at least 25% of whatever the state receives.

A good example would be the administration of the former royalty reduction statute 
(which still applies today on some of the older leases). That statute provides for reduction o f the 
royalty rate to 5% on a lease where a discovery is made. In that ease, the permanent fund has not 
been held harmless or kept whole. The permanent fund gets 25% of the reduced rate, no more or 
no less.

The current committee substitute deletes the permanent fund hold harmless provisions 
which were in the b ill as originally introduced. Regardless o f whether the bill contains hold 
harmless provisions, the administration supports a floor for any reduction that does not exceed 
75%' of the applicable royalty rate.
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Commissioner Ilc inzc’s Decision on Conoco's Application for Royalty Reduction

Article re Federal Legislation to Provide Royally Relief for New Production O ff Alaska



VER SIO N S OF THE
ROYALTY R EDUCTIO N STATU TE

1959 Statute

SLA 1959, Chapter 169, Article VIII, S 2 
Leasing of Mineral Lands

Sec. 2. No person, association, or 
corporation, except as herein provided, shall 
take or hold coal leases or permits during the 
life of such lease on Alaska lands....Tha 
Commiasloner, for the purpose of encouraging 
the greatest ultimate recovery of coal, oil, 
gas, oil shale, phosphate, sodium, potassium, 
and sulphur, and in the intoroot of 
conoervation of natural resources, is 
authorized, after public hearing, to waive, 
suspend, or reduce tho rental, or minimum 
royalty, cr reduce the royalty on an entire 
leasehold, oi on any tract or portion thereof 
segregated for royalty purposes, whonovor in 
his judgment it is necessary to do so in ordor 
to promote development, or whonovor in his 
judgment the leases cannot be successfully 
opsrated under the terms provided thoroin. In 
the event the Commissioner, in the interest of 
conservation, shall direct or shall assent to 
the suspension of operations and production 
under any lease granted, any payment of 
acreage rental or of minimum royalty 
prescribed by ouch lease likewise may be 
suspended during ouch period of suspension of 
operations and production; and the term of 
such lease shall bo extended by adding any 
such suspension period thereto.



1978 S t a t u t e
SLA 1978, Chapter 155, Section I

AS 38.05.180 (j) To prolong the economic life 
of an oil and gas field, the commissioner 
shall adopt regulations for all bidding 
methods to allow reduction of royalty on 
leases within the field to compensate for 
increasing coots in the later stages of 
production decline. The commissioner may not 
grant a reduction of royalty until two years* 
initial production from the field has occurred 
and each lessee requesting the reduction has 
made a clear showing that the revenue from all 
hydrocarbonoproduced from the field is 
insufficient to produce a reasonable rate of 
return with respect to that lessee's total 
inveotment ;n the field.

1990 Statuto

SLA 1990, Chapter 124. Section 3

AS 38.05.1B0 (J) To prolong the economic life 
of an oil and gas field cr to reestablish 
commercial production of shut*in oil or gaG 
that would not otherwise be economically 
feasible, the commissioner shall adopt 
regulations to allow reduction of royalty or 
leases. The commissioner may not grant a
reduction of royalty unless the lessee 
requootir.g the reduction makes a clear showing 
that the rovenuo from the l o a n e e ' s  share of 
all hydrocarbons produced from the field lo 
and io likely to continue to be insufficient 
to produce a reasonable rate of roturn with 
respect to the lessee's total investment ;n^ 
the field. The cocmisr.ioner may condition a |  
royalty reduction granted under this
subsection in any way necessary to protect tho 
state's interest including restoration of the 
state's royalty share in the event of an J
increase in the «.^ace of oil or gas. aefore
approving a royalty reduction. the 
commissioner shall make a written finding that 
the state has obtained the maximum possible 
economic return that is compatible with 
allowing a reasonable rate of economic return 
for the lessee, and send copies of the finding 
to all members of tho legislature.



VE R S IO N S  OF THE
U N IT IZ A T IO N  STATUTE

1960 Statute

SLA 1960, Chapter 61, Section 18

{Formerly AS 38.05.180 (m))For the purpose of 
more properly conserving the natural resources 
of jny oil or gas pool, field, or like area, 
or any part thereof (whether or not any part 
of said oil or gas pool, field, or like area
10 then Gubject to any cooperative or unit 
plan of development or operation), lessees 
thereof and their representatives may unite 
with each other, or jointly or separately with 
others, in collectively adopting or operating 
under a cooperative or unit plan of 
development or operation of such pool, field, 
or like area, or any part thereof, whenever 
determined and certified by the Commissioner 
to be necessary or advisable in the public 
interest. Tho Commissioner is thereunto 
authorized, in hia discretion, with the 
conoenc of the holders of leases involved, to 
establish, alter, change, or revoke drilling, 
producing, rental, minimum royalty, and 
royalty requirements of 3uch leases a id to 
make such regulations with reference to such 
leaoes, with like consent on the part of the 
leasees, in connection with the institution 
and operation of any such cooperative or unit 
plan as he nay determine necessary or proper 
to secure the proper protection of the public 
interest. The Commissioner may provide that
011 and gao leases issued under this 
ouboection shall contain a provision requiring 
the leooec to operate under ouch a reasonable 
cooperative or unit plan, and he may prescribe 
such a plan under which ouch a lessee shall 
operate, which shall adequately protect all 
partioo in interest, including Alaaka.



1978 S t a t u t e
SLA 1970, Chapter 155, Section 1

AS 3 0.05.180 fp) Vo conserve *he natural 
resources of all or a part of an oil or ga», 
pool, fiold or liko area, tha lessees and 
their representatives may unite with e»ch 
other, or jointly or separately with others, 
in collectively adopting or operating under a 
cooperative or a unit plan of development or 
operation of the pool, field, or like area, or 
a part of it. when determined and cortified by 
the commissioner to be necessary or advisable 
in the public interest. The commissioner nay. 
with the consent of the holders of leases 
involved, establish. change. or revoke 
drilling, producing, and royalty requlreaenta 
of the leases and adopt regulations with 
reference to the leases, with like consent on 
the part of the lessees, in connection with 
the institution and operation of a cooperative 
or unit plan as he determines neceeeary or 
proper to eecure the proper protection of the 
public interest. The commissioner nay require 
oil and gas leases issued under this section 
to contain a provision requiring the lessee to 
operate under a reasonable cooperative or unit 
plan, and he nay prescribe a plan under which 
the lessee must operate. The plan must 
adequately protect all parties in interest, 
including the state.
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ROYALTY REDUCTION PROVISION  
state of M a s * *  Cepartnont o f Natural M ao ur e ta  

.'oopotltiv* Oil A Oa a Lease fom a

Kemai r r  minimum royalty may be waived, sutpendcd. or reduced, or royalty mav be reduced 
on all of said land or auy tract oi portion thereof segregated for rovaltv purpose* if Leitor 
finds that such relief is necessarv fo the purpose of encouraging the greatest ultimate recovery 
of oil or gas and is in the interest of conservation of natural resources and either that such 
relief is necessarv in order to promote development or that the lease cannot be successfully 
operated under the terms provided herein.
DHIH-A r o v la o d  8 / 2 7 / 7 9
After two vein ' initial production from the field in which the leased area is located has 
occurred, the State mav reduce Lessee t obligations to pay rovaltv on ail of the leased area or 
on anr tract or portion thereof segregated for rovaltv purposes upon fl) request by lessee and 
12) a dear showing by Lessee that the revenue from all oil. gas and a«socuted substances 
produced from the field is insufficient to produce a reasonable rate of retu rn with respect to 
Lester s total investment in the field.
2M EM -1 -79 -A  r o v lo o d  11/5/7**
After two (2) years initial production Irom the field in which the ieased area is located haa 
occurred, the State, in its discretion, may reduce Lessee s obligations to pay royalty on all of 
(hr leased area or on anv tract or portion thereof segregated for royalty purposes upon (1) 
request bv Lessee. (2) a clear showing by Lessee that the revenue from all oil, gas and 
associated substances prouuced from the field it insufficient to produce a reasonable rate of 
return wnh respect to Lessee's total investment in the field, and (3) a dear showing by Lessee 
that a reduction in royalty will increase total production from the field.
n X E X - 4 - 8 1  r s v l i . d  8 / 2 3 / 8 1

After initial production for tiro vein  from the field in which the leased or unit area it located 
haa occurred, the State, in its discretion, may reduce Lessee s obligations to pay rovaltv on all 
of the leased area o r on any tract or ponton thereof legregated for royaitv purposes upon (1) 
request by (aster. (2) a dear showing by Lessee that the revenue from all otL gas and 
associated substances produced from the field is insufficient to product a reasonable rate of 
return wr*b respect to the Lessee's total investment in the field, and (3) a dear showing by the 
Lessee that a reduction in royalty will increase total pr duction from the field.
ONE 1 0 * 4 0 3 7  r e v le a d  9 / 9 0
tea tee mav request a reduction of royalty in accordance with the applicable statutes and 
regulations in effect on the date of application for the reduction.'

OL* 1

'TK!* v * r t lM  «*• i w i n C Avafuac. i l l )  in  tor* 090 M O IU  (or d»H *3
to redoes jo in t >«*••• l e t m n  tho Itoto  and tno A rc tic  dlop* aofiona l
: « lfo r i l lc o  I No wdu n * at rvnkv prr**b to AS2C ilu il U  biwuU *d< o A3RC* •ffrvafc #4 
U m o .  am wdw iw  ad rv rtk r  fr re U r  to ike Sum ik*U U  rtfarwU sn tkM  Um Sum « H f* I
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diaeovrrv^Vi^^l ? / , n O Y A L T y  ron D JSCO VCTY. II U u h  ihiU dnll on raid l a n d  and maka tha lint
instead ol Vh* ra?« « , 1 Qtt4nuUM •« ceowcical structure. tha royaltr rata ,nder thia Jesse »n»IJ.
(O v . r v  Anri £  Paricnph II. ha fiva per cant for a period of ton j m n  follow,n« tha data of »ucn dls-
S S S e m e m o r  F T  ,ft*JI b# "** •""*  •" * » "■ »0»> »>• »  «»»« “ «• •• commuted £  . uit
•Il ^ ui nnit ^  by Leaaor ai provided tn tha regulations. tha fiva per cent royalty rata ahali apply t
all. but only, tha production allocated to thia Iraaa under tuch aetcetncnu 7

# doeeo3'or R 0 Y A LTY. Rental or minimum royally may be waived, lutpendcd. or re-
l m e r  fird. thlT °° *U of l»«*d or any traet or portion thereof tecrrrated for royalty purpoaea If

, w  **• burpeao of cncourafme tha creates! uiumate recovery of oil or (aa 
tWwainnmii * coo— nrotioa  of natural resources end either that auch -ellef Ii neceaaary in order to promote
teveiocment or that the leaae cannot be successfully operated under tho trrma orovtded herein. •

. ,vJ‘ I*-..K C /0 V '*rt" n *rrr• kt tbo option of Leasor. whleh m a y  be eaemted from lima to time upon not
!?i . n.otic* *° Leaaea. Leaser elect* to take Hi royalty in kind. Letaee tha 11 deliver frea of chsrea (on
*T~„ . *?il '! ,̂*°r •n<* Le**»e mutually acre* upon I to Lcaaor or to tuch Individual, firm. Mr torpor-
i*®" . ^ y  . <nfJ* •** ^ a l t y  oil and/or cat produced and aaved from aid land. Such oil and/or (aa snail
Yj .j P  merchantable condition. Letaee shall. if neccttary. furnish Horace for royaltr oil frso of charca for
.* ., f i  ....***? °*. calendar month in which the oil la produced from said land: provided, that Leaae* 
shall not fce held liable for lots or deatruetton of royalty oil and/or cas from cause* beyond Lessee t reasonable control. 
Should Letaee dehydrate or clean the oil or cat produced Irom said land. Letaee shall be entitled to aa allowance of 
the actual coat el dehydrating or cieantnc said royalty oil or cat.
.. **• R O Y A L T Y  IM VALUE. At the option of Lessor, which m a y  be eaemted from time to lima upon not leaa
’. ” 11 * monthi notice to Leaae*. and in lieu of royalty in kind. Lease* shall pay to Lcaaor the field market pne* or value 
11 ... . rol? ,,y o U and/or cat. A U  royalty that m a y  become payable in money lo Leaaor shall b* paid
* *  *1 lttr o t lh* calendar month foilowtnc the month In which ihe oil or cat ia produced. The payments 
T r y  accompanied by copse* of run tickets or other satisfactory evidence of sales, shipments, and amount* ol fToaa
product ion • #
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6. If ouch oil, gas or associated substances 
aro aold away from the leased or unit area, the volume weighted 
averago price for oil of liko grade and gravity, gas of like kind 
and quality or associated substances of like kind and quality 
roceived by othar producers in tha uame field or area from 
the purchasers thereof less tho volume weighted average coat to 
those othar producers of transportation away from the loased 
or unit aroa to the point of dollvory.

E. Minimum Value Determinations. Tha Stato nay 
determine which of tno metnoos contained in paragraph III.D.l. 
throuqh 6. above shall be used to establish the valuo of royalty 
oil and gas, and associated substances, for purposes of computing 
royalties payabla under this lease. Each such determination 
shall bo nado only after Lossoe haa been given notice and a 
reasonable opportunity to bo heard.

F. Reduction of Royalty. After two years' 
initial production irem tno tield in which the lcasea area 
is located has occurred, the Stato may reduce Lessee's 
obligations to pay royalty on all of tho leased area or on jj* 
any tract or portion thereof segregated for royalty purposes
upon (1) request by Lossoo and (2) a clear showing b/ Lessee 
that the ravenuo frora all oil, gas and associated substances 
produced from the field Is insufficient to produco a reasonable 
rate of return with respect to Lessee's total investment in 
the field.

G. Payments. All paymonts to the Stato undor 
this lease shall be made payable to the State in tho manner 
directed by the Stato, and shall bo tondered to the State at 
D«partr«nc of Natural R f o u r c e a .  323 Eaac Fourth A v t n m .  Anchorage.
Altana -^01 , or to any depository designated by tno
Stato with at least sixty (60) days' notice to Lessee.

IV. LEASE OPERATIONS.

A. Plan of Operations.

”1. No lease operations otnor than surface 
reconnaissance may be undertaken by Lessee, its agents or 
assiqns, on the loosed area, excopt in conformity with a 
plan of operations approved by the State. Lossee shall file 
four (4) copies of application for approval of its proposed 
plan of operations to the State. j

2. The application shall set forth a detailed 
proposed plan of operations, including but not limited to 
statements and maps or drawings sotting forth each of tho 
following:



9. REDUCTION OF ROYALTY. A»i»f two 121 vaara' production Irom tna tldd In which in* laatad arta it located hit 
•Jtcwtffd, lh* Slat*. in it i diacratron, m*y rvttuc* Lvnvv i  obligation! to oay rovaltv on a-l o l tha laaaad era* or on anv ttact o r  portion tnaraot 
ttgrggatto lor rovaltv ourwma upon III uauart bv leu**, 121 ( tlaer mowing bv Lai*** mat tna rawnua Irom ail oil, gat ana ataocuttd 
in bitan cat ptooucm Irom m« field u intulflcient to oroduc* a rtaaonaota rata o l raturn witn raaoact to Lauaa't tout invaatmant in tna liald, 
and (31 a clear mowing bv Ltuaa tnat a raouetion in rovauv will incraea* total production trom in* llald.

10. ROYALTY IN VALUE. Unlati tn* State aiactl to racarv* all or a portion o l i l l  royalty in hind at provided in Peraoraoh 12 
ijaiow. Lana* mail pay to ma Suta tna vaiu* o l all rovauv oil, gai ana mocutad lubitancat ai oaiarmmad unoar Paragraph 11 baiow. Hovaitv 
uard in vaiua mall ba Ira* and dear o l all Itata aipantai land anv portion o l tuen aapaniaa which •• mcurtad away Irom tn* taaand araal, 
nciuding. but not limitad to. aapaniaa lor taoaration. claaning, danvdranon, gatnaring, uitwatar duooaai. and praoanng tha oil. gaa or 
ataoctatad tuottancaa tor tranaoortation o il tha laaaad arta. A ll rovaltv mat mav btcoroa pavatxa m money to tna Statt anail ba paid on or 
iralor* tna laat day o l ma rattndar month following ma month In winch tna o il.ga i or aaaociatad aubatancaa ara produced. Rovaltv oavmanti 
inaii ba accompanied by cooiaa o l run ticketa or aucn otntr information relating to valuation o l rovaltv aa tng State mav raouira. which mav 
include, but ia not iimitao to. tvTOanc* ol teiea, miomanta, and amount* o l groaa oil, gaa end ttaocutad tubttuncat produced.

11. VALUfi. (a) Foe purpoaaa o l computing royaitraa due under tnia laaaa. tng value o l royeitv oil. gaa or aaaociatad aubatancaa 
mail not ba ia«i man tna ntgnata ol:

II) in# held one* actually racarvad bv La uaa tor aucn oil. gaa or attocutad eubrtancae:
121 Laaaa* a ooataa one* m tn* Held I or aucn oil. gat or tiiociatad aubatancaa:
131 ma volume wargntao average held one* actually racarvad by other producer* la tn* aam* liald or arta lor oil of like 

-,'*o* and gravity, gaa of bh* hind and ouantv or ataooatad aubatancaa ot Ilk* hind and ouantv at in* time aucn oil. gaa or ataooatad aubatancaa 
»'* rvn ffad  Irom m* tataao or unit are* or aucn gaa la dalnrarad to an ■ itraction plant it tuch a plant ti located on tn* laaiad or unit era*;or 

141 m* volume weighted average poirtd one* in tn# lit ld  o l othar produceri in tn# aama liald or area tor oil o l Ilk# grad* 
and gravity, gat of l>h* hmd tnd ouantv or ataooatad tubttmctt o l Ilka kind and ouantv at tn* time tuch oil. gaa or aitociatad tubttanca* era 
•amoved Irom tn# taatao or unit art* or tuch gaa it delivered .0 an attraction plant il tuch a plant ti located on tn# laaaad or unit ara*.

10) II Oil, gaa or ataooatad tubttrorat *r* told awav If on  tn* laaaad or unit ara*. in* trrm 'Yield one*' In tuboara _i#ih 1*1 
aoov* mail ba I •* actual or<c* lor aucn oil. gai or at too a I ad tubttanca* rteaivad Irom tn* ourcrtatar Iharaol lata tn* actual ecu ol 
tranaoortation away trom tn# taatao or unit area to tn* point ot dan vary

Ic) M.mmum value Oatarmmattont Tha S u it  may atttvnm minimum vaiuat lor ourootet Ol computing rovaitiaa on otl.gta 
or attooatao motuncat cotemed irom mu taata, w>m controaranon bong gtvan to in* pne* actually racarvad bv Lata**, to tn* one* or prtcat 
cod in m* tarn* t.anj or araa lor oroducnon o l nh* ouantv. to potted prtcat. to oneat received bv Lata** eno/or otnar producart irom aaua 
occurring avrav Irom ma trtaad araa. ano to omar ratavmi mat tart Caen men dtttrmmanon will ba mao* on tv altar Lataa* ntt baan given 
'Otic* #«d a rtttonao** oooonumtv to b* naarrj. Under mu provitron.it it •aorattiy agrtao mat .n* minimum tram* o l rovaltv o il. gaa or 
attocutad tutMtancaa uooar m il Nate may not necattartiy aouai in# one* ol men oil. gat or attocutad lubitancat.

• 2. nO YALTY  IN KINO, fa I At tna Stata'a option. **r»icn mav oa aaarcitad Irom time to nm* upon noi i#t» man at# 18) nrontn*’ 
none* to latiaa. Ltttaa man dabvar mi or a portion o l tn* Slat* t rovauv oil. gaa or attocutad lubtiancai prooucad Irom ma laaaad ara* m 
kind. Delivery man be on ma laaaad area or at a p<ac* mutublv agraad to bv tn* S u it  ano Ltttaa. and mail ba to tn* Star* or to any individual. 
•*rm or rorporttron eat>gnat*d bv m* Suta.

lb) Rovauv wi. gaa o r  attocuua tubitmcat oanvaud in hind man ba on.varad m good and martnantac*a condition and b* ol 
cvpalvn* ouantv. #nr| man b* tra* and ciaar ot ail leave evoenaet land any portron o l aucn avoanaat wn.cn art incurred ana/ Irom tn* M UM  
araal. mctudmg. but "Ot l.m-t*d to. avoanaat lor taoarttron. earning. omvOranon. garnering, tairwgtar diiootaJ. and preparing m# orf. gaaor 
ataooatad aubatancaa lor trtmoortatron o il m* itaaad area.

Id  Alter having grvan not<g o l it l inttntron to ilk* , or attar having tahtn. i l l  royalty oil. gaa or attocuud aubatancaa in kind, 
tn* Suta. at itt option and woon m  18) men mg* none* to Lti***. may *i*ct to rttana a dill*r*nt portron or non* o l Itl rovaltv m kind. If, 
u*u»*a federal raguutrona. m* lattor a taking o l rovairy od. gaa or attocutad aubaiancaa in vaiu* craatat a tuop«i*rpurtna»*r rvutiomnro. 
lataa* naraba n a m  ita rgkt to contmwt rr rev■w rovairv oil. gaa or attocutad tubttancat under tuch a rautronmro. and lurmar agrvat that it 
wdl raouvr* any owrrnatara ot tna rovauv ou. gaa or attocutad twbitanraa to iiaawua » m  any men ngntt.

13) L iuaa man fmruvt tturaga 'or rovauv ou aryj natural gat iroudt produced trom tn* iratad or umt area to tn# um* aatant 
tnat inaaa prpwoav n o rm  'or Latiaa a ma«t o i pit a no nr turn gat trowdt. Latiaa m o l not bt l u M  'oa tn* lott or prttrvctron o ' atorvo 
•ovattv ou and natural aaa iguda 'rom rawtea barond Laaaa a rartonaou ccntrpi.

13 R tC O n O I laaaa* man kaao *no n*v* mi ita ooauaaron booaa *no racorot anowmg tn* orvaroomant and production iroctuduig 
•r cor 01 o' drvaroomant ano oromattron a • pan in i  and d.no*tigri ot ad ou. gaa and attocutad twOtltncai prooucad trom m* tatted ara* Lett#* 
man earn, i ma stata or tea aganta to taanun* tucn boot a ano recorot at an raatonaoia timat. t v d i book* and racoroa o l o r  m oon* « i  and 
preoixtion mutl gmoanv matnoda and tac*mrou*t mat tvul tniur# ma moat accurate frgvrtt Itiaorvaoiv *r* iati*a without reou-r.ng Ltau* to 
prowda taoarata ta-vaga amt/oa mama lor atm wail. Lataa* mail wie atanoard and conoatant accounting piocaourat waucti art common to tng 
■n^atry

14 APFCRT'ONMINT OF RO YALTY  FROM APPROVf 0  UNIT. Thf landownar a rovauv mar* o l tha umt production arlocattd 
'•  taoaraiary onwad tract mail ba regarded a* rovairv to ba matnbuted ko and among, oa tna proceeoa o l It ruro to, ma u n d u n in . 
’ •a* ano twar o l a* u v t avoanaa and tra* o ' any iron foe it Under m>a prowbon. ma Stata t rovairv m*r* o l any wvwt production allocated to 
m* tataavi i  n  man ba rataroao aa rev*<tv to b* Odi'bvtad to.or m* proceed* o l it oaro lo. tn* Star*. Ira* and c***r ot an imn naanaa  land 
any lu n o i  ot mm n n « i t t  im m  •• mcurtad awav trom mg wmt araal. mctudmg. put not tuwtad to. atpantat lor taoaratron. ctaanmg, 
oeavydraiion gamarmg. m in e r .  d>took*i a<*d on  oar mg mi. gat or eamcutio tubttancat 'or tren mortal »on p it the unit are*, and tra* o ' any 
i an lor it

I t  P A V U fN T f Au pavmanta to m* State undar pwi lata* m u  b* mao* pavtbt* to tn* Suta m m* mannar practadbv m* Stata. 
and man ba rawparad to m* Itata at
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_ ANCHOR ACC, A V A IK  A W7V0I
oa to any oaoputuvy n u a M iW  bv ma V ita  w-m at **att m  tv ICO) d tv i ngr<* to Laura

18 FLAN OF O f f  RATIONS U l No r * m  ooaratroni oinaa man auriaao urunne ttanc# may ba undrrtevtt by Lataa*. itt aoanta 
a* *i»-mi on tn* taatao araa, avcaot m conlerm.iv wun a plan o l oparatront approved bv ma Stata. Laaaa* m*« tit* wnn d a  State 'mar 141 
t m m  ot h i ape-tatron lor i r o o v  of m  oropotad plan o ' eparairona

ib l Tn* apaa.tamrt m a i **t term a datmad proortad man ot ooaratrona n t y p g .  but not tmuiad to. ataiamantt and maaw 
ot prawmgt aattmg form awn o i m* iiytnwmg it | tha taouanca and achopvv* p i tn* eporatroni p a a o tH  io  b* c a r iM M  on tn* itaaad araa;
1 J l protected wae 'W v rw rn n  aaaociatad wun mg praootod coargt«a*t. mttudmg. but net nvwiad to. m* tocatron and d w gn et won mat 
~«wn«i otat watar tucdwat bw<‘dmgt reant. utu.iiat autmea and p i omar tacUinat m v u trv  «e* aapaeratron. oaraioorvant and anRrtnan 
at t*ia laaaad a t t  i3> man# lor it ita rn a v  a l in# leeaad araa upon ma rowpunan gt obaratron* or pnaaaa marvoi' and (*• a m w a ia n  et
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37. REDUCTION OF ROYALTY, After initial production lor two vran Irom t.<* field m vyr»*<n the keeaao or unit 
tree * located nee occurred, tha mam. m ice d'tcrvron. mar reduce tne L n m  I obtleetione to pay rovaltv oo an of the 'm m  arm or on o t  
tract or portion of the M M  area m m >  for rovwrv p u to o m  uooo III n ou cce  bv the t m ae. 121 (  dear m orwog try the U M  m et the 
menua Irom all oil. gaa. and a w « M  m w i  oroducad Irom tne field d meutfWent to oroouoa a reeeomc lt  rate o l return m lh remact to 
the Letaee t total iT ia M M t  at tne Held, ana 131 a dew enoewndbv the ceteee met a reduction at rovaltv m il I n o m  total production Irom 
the Held.

IN WITNESS WHEREOF the partiee have aeeewted ttua leaae affectno aa o l the day of .19

LESSEE STATE OF ALASKA

By:

Title!

THE UNITED STATES OF AMERICA I
I m . AeanowMgemem of Leamr

STATE OF ALASKA |

Thle mruliee that on the dev of IB . before me, a notary oubiic In end lor the State of
Alette, duly commreeionad and mom. penonwty aooeartd
to me enomt to be me pervon nno eeecuted the forego** leaae on behalf of the State of AJeeha. who. alter be** outy mom according to tea. 
tttreo to me unoer oetn trvit he or me haa euthontv punuent to lew to • recun the forego** u m  on oeneH ol the State o l AJaeM. ectu* 
through me Oeoertmant o l Natural Heeouroee. and that ha or tna aiecuwo the i w m  treetv and voluntarily ae tna act ano oeed o l the S u m  ol 
Aiaaea ano lor tne Oeoertmant o l Natural Httouroet.

WITNESS my hand and official

Notary Fubiic m and for Aiaaaa 
My oommtaion eaove*

INSERT NOTARY A O m f lr t t f t o lm N T  OF LESSEE'S SIONATURB MERE.
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(3 ) th# Ih m * ' •  poatad pnee in th# fie ld o r a raa  (o r tha oil, gaa, or aaaociatad a u b tu n o ia ;or
(4 ) tha volum*-w**gbt*d average o f tha th raa hlghaat poatad pdooa In tha aama fiald or 

nraa ot tha othar p roducer* in tha aam a (laid o r araa (o r oil o f Nka g rada and gravity, gaa of Ilka kind and quality, or 
aaaociatad sub sun oe s  o» Hka kind and quality at tha tima tha o il. gaa . o r aaaociatad aubatancaa a /a aokj or ramovad 
Irom tha laaaad or unit a raa  o r tha gaa in dakvarad to an  extraction p lant l( that plant la locatad on tha laaaad o r unit 
n raa; if (tiara ara la ta  than thraa pnoaa poatad by o thar produoara . tha ' fuma-waigbtad avaraga will ba cakxMatad 
uatng tha la taa r numbar n( prtcaa poatad by othar produoara at tha (laid o r a raa .

(b ) l( oil. gaa , or aaaociatad aubaUnoa* a ra  a d d  aw ay from  tha laaaad or unit a raa . tha (arm *ftald 
pnoa* In subparagraph (a ) abova will ba  tha cash  valua ot all conaidaration raoatvad by tha taaaaa o r othar produoar 
from tha ourcnaaar ot tha a t . gaa , o r aaaociatad aubatancaa. la aa  tha raaaonab ia  coata of transportation away Irom tha 
laaaad o r u n t araa to tha point o ( aaia . Tha *raasonaNa ooata o l transportation ’  a ra  aa  dadnad In 11 AAC 8 3 .2 2 8  and 
11 AAC 6 3 2 2 9  aa thoaa ragulauona a mat on tha altactrva data o f thia la aaa .

(c l In tha avant tha taaaaa doaa not aad In an arm 'a-lanqth transaction tfta oil. gaa, o r aaaociatad 
aubatancaa. tha tarm *flald pnoa ' In aubparagrapha (a ) and (b ) abova  will m aan  tha pnoa tha lessen would expect lo  
raoaiva for tha ok. g aa . o r assoc ia ted  aubatancaa it tha taaaaa did aad tha od. gaa. o r aaaociatad aubatanoaa In an 
nrm'a-Ungih transaction . m lnua raaaonab ia ooata ot tranaportatlon aw ay from  tha iaaaad or unit a raa  to tha poin, ot aala 
or othar diaooaition. Tha laaaaa  muat cUtermm* thia pnoa In a  conataiant and  logioal manrwr using in form sacn 
avaiiabU lo  tha laaaaa and  raport that phoa to tha state.

(d ) Tha atata m ay aatabdah minimum vaJuaa (o r tha purpoaaa ot computing royaltiaa on o l .  gaa. 
or aaaociatad aubatancaa obtainad Irom  thia laaaa . with oonatdambon being givan to tha pnca actuaMy raoatvad by tha 

to  tha pdoa o r  pnoaa p a d  In tha aam a fir Id o r  a raa  (o r production oi Hka quality, to poatad prtcaa, to prioaa 
ftoa rvad  by tha laaaaa a rrV o r o thar produoara from  saiaa oocum ng aw ay from tha laaaad  araa , and/or to othar raievant 
m atu re . In a tUbdah lng minimum va luaa . tha nu t#  m ay uaa. but la not limited to . tha mathodology lo r determining 
'pravailmg valua* aa da lln ad  In 11 AAC 8 3 2 2 7 .  Each minimum va lua  determ ination wiH ba mada onry a ltar tha laaaaa 
has baan qrven notioa and a  raaaonab ia ooportunrry to ba  haard  U nder this provision. It la axpraaaly ao raad  that tha 
minimum vnlua o l roya lty oil, g a s , o r a ta o o a ta d  aubatancaa undar tWa laaaa m ay not naoasaanly aqua/, and may 
o -o aad . tha pnca o f the od. r a a . o r caaocu tad  aubatancaa.

3 7 . RO YALTY  IN VALUE . Except to tha a x u m  that tha atata a la o u  to raoaiva ail o r a portion oi ha 
royalty In kind a s  provided In Pa rag raph  3 8  bakrw. tha laaaaa a h a l pay to  tha a u ta  that valua o l all royalty od. gas , and 
A taocu tao aubsunoaa aa  dau rm tnad  undar Parag raph 3 8  ab ova . R oy a lly  paid In valua wd ba ftaa and cfaar oi aH 
laaaa a ip anaaa  (and an y  portion o f thoaa axpanea* that la tocum rd aw ay irom  tha U asad  a raa ), Inducing, but not 
!imh#d to. axpanaaa lo r  separating , cUervnq, dahydrabon. g s thaoog , sa itw au r d .ipcaa i, and p raparrw  tha od, g ra , or 
aaaociatad luba tanoaa lo r transportation oft tha laaaad a ra a . AJ roya lty that m ay baooma payabla In m onay to tha 
State o l AJaaka muat b a  pwd on  o r b a lo ra  tha laat day  oi tha ca ianoa r m onih M towing tha month In which tha o l .  gaa, 
o r a aaod aU d  aubatanoaa a ra  p roduoad . Tha amount o l a l  roya lty  In vaiua paym anu  which ara not paid whan Am 
undar thia laaaa o r w h kh  a ra  subeequentfy cU te rm red  to  ba d u a  aa tha resu lt oi a  redeUrm toatfon wd bear Intaraat 
Irom tha d a u  tha oM gabon  accrued, until h la paid In M L  a* a  variab le  a m u a i rath aquaI to 1 2 5  paroant ptua tha prime 
r a u  aa  am ounoad  Irom  flrna to  oma by tha Bank of America. S a n  Francisco , Californ ia . Roya lty paym anu must ba 
eooompanUd by nuch Into-mabon raU tlng to  valuation oi royalty aa  tha atata m ay raq u ra  which may knduda. b u  la not 
Bmkad to. ru t  tk k aU . av ldanca o l aaiaa , a rtpm anu , and am ounts o l groaa o l .  gaa . end e **oc i» kd  nX a trn o a a  
produced. trA

381 RO YALTY  W  K IN D , (a ) At tha a u ra 's  option , which m ay ba axa rdaad  Irom ema to nme upon • ^ r“>
not Uaa than 9 0  days ’ n o ton lo  tha le s se e , tha U saaa  a h a l de ltvor a* o r a portion o l tha i t i t i a  royalty c4. gaa . o r *  *..■** ^  
a ta o oa tad  tuO tUnoaa p rcduoad Irom tha U aaad  a raa  in kind. D akvary w il ba on  tha laaaad a raa . unrt a raa . o r  a t a 
piao# mutually ag reed to  by tha aU ta  and  tha U aaaa . and muat b a  de live red  to tha 6 U le  oi A laska t r  lo  tn y  In rfv& r*  . ,t **j r ' 
firm, o r corporation deexjrurted by tha a ta u .

(b ) Roya lty  od, g aa , o r associated aubatan c aa  de livered in kind muat be dakvarad In gcc* • d 
marcnantabU condrton . o i pdpaan* quality, arto traa and d e a r  o l t i  le e e r  axpanaaa (and  any ponton oi thoaa exp* . ,.*n 
m oa ted  away trom tha  U aaad  a ra a ), Including, but n o t limrtad to . expense#  (o r  eepa rstng , c lea ring , dehyd ra lte i, 
gathering, saltwater dtapoasi. and  preparing tha Ot. gaa. c r  aaaoom ad  aubatanoaa tor aanepo rueon  ort tfta u aaad araa .

(o ) A lter having given nodoa o l Its insertion to  taka , cr a lta r having taken its royalty oIL gaa . o r 
associated aubatanoaa In lin d . the a ta u . at Ka opaon an  j  upon 9 0  days' nodoa to  toe Uaaaa . m ay elect to r to e h a  a 
dtoerant person o r none  o f ka roya lty in kind. If. undar Is Per a.1 regUatione . tha taking o l royalty od. gaa. cr aaaocia tad
tktoatanoes to vaiua by  tha a u ta  c reates a  auppser-purchaser raiationahlp . tha U aaaa haraby waVaa ka rlgN  to
o o rtn u #  lo  rto a rv s  roya lty o l .  gaa. o r assoc ia ted  aubatanoaa under that raladonaMp, and fu to e r rg raaa  that It w il 
raq u ra  any purchaser* o l  tha roya lty o l .  gaa . or aaaociatad aubatanoaa hkaw u* to waive any euppdet-ourcneeer rights 

(d ) TTm U aaaa  a h a l (urrsah storaqe tor ruyaiiy oil. gaa  and associated aubatancaa proA ioed from 
tha U aaad  o r unit a ra a  to  tha aam a extant that tha u a a a a  prov ide* storage tor tha U aaa a a  a hare o l o t . gaa and 
saaocsatad tubstanoea . Tha U aaaa  a h a l not ba liab le lo r the Io ta  o r  destruction o I a tor ad royaky o l .  gaa and 
associated auosuncaa  Irom  cauaaa beyond to# U aaaa  a ab4ky to  contro l.

(a )  If a stata roya lly  pu rchaser re fu se#  o r  lo r  any  reason  fa la  to  taka de tva ry  o l o t. gaa. or 
aaaociatad substances, o r  In a n  em ergency , ana with as much n o oo *  to  the U aaaa  as is pracecal ot raaaonabia undar 
tha c v c u n su n o a e . th# auri* m ay aiaot i.rtoout panaky to  urtoartto fo r  up  to aix months a l  a  e p c rio n  o I to* a m *  a 
royalty on  od. gaa , or a aaocu tad  aubatanoaa produoad Irorr, to* U a a a d  o r un* a ra a  and taken to Wnd. Tha a ta u  a r l^ it 
to unoerWt U tm kad to toa  po raon  o f roysrty od. gaa. o r aaaociatad aubatanoaa tost tha royalty purchaser ratoead or 
t-JWd to taka Oedvery o f. o r th * portion nec e s sa ry  to m eat tha em ergency cona tion . UndsA ftso od, gaa, a  aaaoeaalad 
t U a t s m  may ba rsc o v e rsd  by toe tu tu  r t  e  t z h  rate r e t  le  c z z ts d  1 3  f c r c : . 4  e f ItJ t c p t y  h i : r : i t  i f * rn  o f on ly  
produceon at th* am*  A  toa undartft raoovsry .

3 8 . R B D lk m O N  O F  RO YALTY . L aaaa* may raquaa f a  reduction oi roya lly  to aooordano# wkh to* 
a ip lo a b U  tu tu ta *  and ragUattona to a ftao f on to* date of appkoabon lo r tha raductton.

i
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D ECISIO N  OF THE COM M ISSION ER  
ON CONOCO'S  A P P LIC A T IO N  FO R  RO YALTY REDUCTION

Conoco, Inc. submitted an application to the State or Alaska 

Department of Natural Resources (DNR). That application requested 

that the State's royalty share of oil and gas produced from the 

Kuparuk River formation underlying five Milne Point leases be 

reduced from twenty percent to five percent.

Conoco's application was analyzed by the staff of the Division 

of Oil and Gas. Mark Myers, Petroleum Geologist, conoucted a 

puoiic hearing cn the application, then prepared a Recommenced 

Decision cn Conoco's application. The Recommenced Decision was 

accompanied by, and incorporated by reference, an economic analysis 

of the application prepared by Edward Phillips, Petroleum Economist 

(retired).

Normally, the Commissioner of the DNR would act on a 

recommended decision without further input from Conoco. However, 

Conoco requested and was grantee thirty days in which to comment on 

the Recommended Decision. Conoco's comments consisted of fifty-one 

pages of toxt and twenty pages of affidavits, ail of which have new 

been reviewed by this Commissioner.

As Commissioner, I hereby adopt the Recommended Decision as 

the final decision of DNR, subject to the additional findings and 

conclusions sot forth in the remainder of this Final Decision.

In this Final Decision I do not undortake to address every 

alleged fact and argument raised by Conoco in its final comments. 

The sulk of Conoco's final comments simply state alleged facts and 

arguments which the hearing officer found inaccurate, unsupported.
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or unpersuasive m  his Reccmmended Decision, and which I, too, fird 

inaccurate, unsupported, and unpersuasive. However, portions cf 

Conoco's final comments suggest basic misunderstandings which may 

be cleared up by a few snort words here.

First, the Milne Point Unit Agreement is not an agreement 

between the State of Alaska and Conoco. It is an agreement between 

all parties owning a working interest or overriding royalty 

interest in any lease within the Milne Point Unit. The State of 

Alaska is not a parry to the Unit Agreement; rather, it simply 

approved the Agreement, subject to certain non-negotiable 

contortions. Conoco's allocation that paragrapns 1 (Enaolinc Act 

ana Regulations), 14 (Royalty Settlement), and 18(h) (8) (Reduction 

of Royalty) of the Unit Agreement were the result of intricate 

negotiations between the State of Alaska and Conoco is not 

supported by the record. Nor is Conoco's allegation of linkage 

between paragraph 14 (increasing the royalty rate from 12.5 percent 

to 20 percent) and paragraph 19(h)(8) (limiting the availability of 

royalty reduction).

Seccnd, pursuant to paragraph 14 cf the Milne Point Unit 

Agreement, only five of the leases within the Milne Point Unit are 

buraened with a twenty percent royalty rate.: The remaining leases 

within the Unit have a 12.5% royalty rate. Sue paragraph 13 ( h ) (0) 

of the Milne Point Unit Agreement, by its terms, applies equally to 

all applications for royalty reduction, whether the royalty rate of 

the subject lerses is 12.5 percent or 20 percent. If there was the

These five leases would have expired for failure to drill 
but for the State's approval of the Milne Point Unit Agreement.



linkage between paragraphs 14 and 1 3 ( h ) (8) which Conoco suggests, 

then I would expect paragraph 13(h)(8) to set forth two sets of 

criteria for royalty reduction, one applicable to leases with a 

12 " percent royalty rate, and another for leases with a 20% 

i alty rate.

Third, while the Milne Point Unit Agreement may be the only 

unit agreement which provides for a royalty rate of twenty percent, 

numerous oil and gas leases issued during the time period in which 

the Milne Point Unit Agreement was approved also provide for a 

twenty percent royalty rate. Mo special provision was made by 

statute, regulation, agreement, :r lease to treat differently 

applications for royalty reduction cn leases bearing a twenty 

percent royalty rate from applications for royalty reduction on 

leases bearing a 12.5 percent royalty rate.

Fourth, even if paragrapn 13(h)(8) of the Milne Point Unit 

Agreement governed Conoco7s application (AS 39.05.180(j) and (p) 

having no force or effect), paragraph 19(h) (8): (a) makes relief

discretionary, and (b) requires a clear showing cy Conoco that the 

revenue from all oil and gas produced from the field is 

insufficient to produce a reasonable rate of return cn Conoco7s 

total investment in the field. Following the reasoning sec forth 

in the Reccmmended Decision, I find that: (a) it would fce an abuse

of my discretion to grant tho royalty reduction requested because 

it is not in the public interest, and (b) Conoco has failed to make

3



a clear showing that its revenue from che field is insufficient to 

produce a reasonable rate of return on its total investment in the 

field.

Fifth, AS 28.05.130 (j) is not being applied retroactively. It 

was incorporated by reference in tha Milne Point Unit Agreement. 

It is being applied to an application submitted after the statute's 

effective date. And it did not materially and adversely impact

Conoco such as to constitute an impairment of contract.

Sixth, footnote 15 cf Conoco's comments indicates that ► K n «•••!*

Recommended Decision used as a reasonable race of return "rurr

T-Sill races, which are ... I . m  real terms.” In fact. the

Reccmmended Decision used . 1 3  a reasonable rate of return the

average of the Treasury Sill rates for the life of the Milne Point 

Unit (1980-1909), wnich average rate acproximates six percent per 

annum in real terms.

Seventh, when Conoco submitted an application for royalty 

reduction in 1985, it requested relief under AS 28.05.190(p). AS 

38.C5.180(p) sees not require two years production before relief 

can be granted. However, Conoco's application was also burdened by 

the requirements of paragraph 19(h)(6) of the Milne Point Unit 

Agreement. That paragrapn requires two years of production before 

royalty reduction can be granted. Conoco had not produced for two 

years from the Milne Point Unit until February 1990. Therefore, if 

for no ether reason. Conoco'a 1905 application had to be denied 

because Conoco had not then produced for two years.



Eighth, puolic utility law and :il ana gas law can to 

distinguished on grounds other than the costs of capital for 

utilities and oil ana gas producers. A puDiic utility often has a 

single profit center; if its economic return is insufficient, its 

entire operation nay cease. For that reason, public utility law 

seeks to guarantee a return adequate to assure continuing services 

from what is often the sole source for those services. Conversely, 

the na^or oil producers, including Conoco, have nultipie profit 

centers. Should Conoco fail to obtain what it cnnsidors to be an 

adequate return cn a single profit center--cucr. as the Milne Point 

•Jnit— Zonoco's ether ore-profit an le ventures virtually assure 

Ccncco's continued existence. 9ut even if Conoco failed to 

survive, the public's supply cf oil and gas is not dependent cn a 

single producer. Therefore, neither this Stato's oil and gas 

leases nor the royalty reduction statutes need guarantee an oil 

producer a specific rate of return, or any return at all. I find 

that no guarantee of a rate of return was intended by the 

legislative or executive branches of this State's government.

In addition to clarifying the foregoing setters, I heresy 

supplement the Recommended Cecision's public interest finding. 

Contrary to the assertions cf Conoco, tho puolic interest finding 

did not simply weigh cash gains and losses to the state government. 

The Reccmmended Cocisicn determined that lost revenues to the atato 

government would fce approximately four times greater than the sum 

of additional royalties to the state government nlus the total



valua of tho m c r a a s o  m  production assured by royalty reduction.*’ 

Tho r.eccmnonaod Decision also gave weight to additional, though 

speculative, production which nay result from tho royalty 

reduction. However, the Recommended Cocislon did not specifically 

or fully address certain feasible benefits of royalty reauction, 

prooably duo to their speculative and minute nature. Those 

benefits include the following:

First, if future :eisaic acquisition and interpretation 

supports Conoco's current sooiogic napping, and tho State reduces 

its royalty to five percent, Conoco will trill two additional 

procuctior. wells wnicr.. cased on loncco's expectations, would 

produce approximately 2 million additional barrels of oil (chance 

factor times estimated reserves in tho two largest fault blocxs). 

This places the maximum rtssible additional benefit produced by the 

royalty reduction at 4.2 million carrels (3 million carrels of new

1 The Recommenced Decision, at page 13. states:

Assuming first that the average wellhead value for 
oil produced from tho Kuparux Formation is S12 per carrel 
arc the State's royalty is reduced from 20% to 5%. the 
State will lose £64.000,000 in royalties cn oil produced 
during the r.ext twenty-two years, and g a m  5?20,000 in 
royalties cn oil produced twenty-two to twenty-five years 
from now. Total recovery cf additional production under 
a reduced royalty rate is estimated to be 1.2 million 
barrels cf oil valued at S14.4OO.C0O.

Assuming that the average wellhead value is S22 per 
carrel and the State's royalty is reduced from 29% to 5%. 
the State will leso S109.COO.COO m  royalties :n oil 
produced curing the next twenty-two years, m o  j a m  
Jl,220.000 ;n royalties on oil producoc twenty-two to 
twenty-five years from now. The total incremental volume 
of oil that would be achieved through a reduction in 
this case would be valued at S26.4CO.COO,



re servos plus *..2 million carrels sue oo three extra years of 

proauctioni . The royalty value to tno State of tne speculative 

additional 2 million carrels of oil at a 522 per carrel well head 

value is approximately S3.2 million. Consequently, ;f royalty 

reduction was granted, tne State would forego 3109 million in 

royalties to g a m  up to 34.5 million in royaltioa from additional 

production.

Second, royalty reduction is virtually certain to increase 

production Cy 1.2 million carrels, ind may increase it Cy an 

additional 2 million carrels. Tne Trar.s-Alasxa Pipeline transports 

2 million carrel cor :ay. :.-.e mtilisn. tvo-nunoroo tnousann

carrels would fill tne line for li.4 ncurs. Three million carrels 

would fill tne line for 25 hours. Tho sum cf tne two volumes would 

fill tne line for ;ust 50.4 hours.

Third, additional production from the Kline Point Vnit could 

mean additional ‘ o c s . Sated cn Ccnoc.'s statement that it may ce 

aole to increase production in the event cf a royalty reduction cy 

drilling two additional wells, I estimate tnat no more m a n  thirty 

additional workers would Ce employed far a period no greater than 

one month.

I n  weighing tho costs and benefits of royalty reduction, 

foregone royalties, additional royalties, and additional production 

can ce quantifies. at least in a relative senee. Assigning collar 

values to pipeline fill ana additional ;sce is more difficult. Yet 

clearly these Benefits are insufficient to overcome tne phenomenal 

costs of ; r a n t m g  the royalty reduction requested cy Tonoco.



Tnoreroro. even after c o n a i d o r m a  tenefits not rjantifioa or 

exproisly addressed in tno Reccwtenaed Decision. I conclude tnat it 

is r.oc in tno public interest to grant tbo royalty roduction 

roqueitea by Conoco.

Subject to tbo foregoing, tno Recommended Deciaion on Conoco's 

application for royalty roduction for tno Mllr.o Point Unit ia 

nereoy adopted aa tno final Decision of tno Department of Natural 

Reaourcoa.

STATE Cf ALASKA. CEPARTyXNT Cf 
NATURAL PJESCURCES



RECOMMENDED DECISION OF THE COMMISSIONER OF 
NATURAL RESOURCES REGARDING THE CONOCO 

APPLICATION FOR ROYALTY REDUCTION ON ADL 47433, 
47434. 47437, 47438, AND 28231 (KUPARUK 

PARTICIPATING AREA: MILNE POINT UNIT).
12/28/90

F ind ing  und Recom m endation

Conoco has applied for a reduction of its royalty from 20 percent to five 
percent on Kupanik Formation oil produced from the Milne Point Unit. 
Given the short history of the field, the information provided in Conoco’s 
application and its public comments on the application fail to: ( I ) provide 
a clear showing that its revenue over time will not allow for a reasonable 
rate of return: (2) demonstrate with any certainty that the requested 
reduction will significantly prolong the life of the field: or (3) demonstrate 
that the requested reduction would secure the proper protection of the 
public interest.

A clear showing of a failure to achieve a prc-dctcrmincd rate of return 
over time requires accurate forecasting of oil prices over nearly two 
decades, as well as a clearer understanding of the potential total production 
from Milne Point, both with and without royally reduction, than is 
currently available. Hie difficulty of reliably quantifying the latter is 
demonstrated by Conoco'* reported decision to proceed shonly with 
Schrader Bluff production with the goal of ultimately tripling average 
daily production from the unit. On its face, it is difficult to argue the need 
for royally relief at this time for a field which pays no severance tax. and 
for which the economics will be dramatically altered in die very near 
future by the operator's decision to pursue development of these shallow 
oil sands.

You have die discretion to approve a royalty reduction when it is 
determined to be in the state's best interest. However, our analysis of the 
potential benefits which may be gained years hence from the forbearance 
of substantial state royalties for the next twenty years or so. does not



appear to support such a finding in Conoco's ease, f o r  the reasons 
discussed more fu lly both below in the accompanying confidential 
Appendix I . I recommend that you deny Conoco's application on these
bases.

The department's analysis o f Conoco's application clearly illustrates the 
need for a policy that limits royalty relief to those instances where 
sufficient objective factual data, including production revenues and 
development expenses, arc available to establish that llic reduction o f  the 
state's royalty share will both prolong production and result in benefits 
which arc demonstrably in the state's interest. In addition to maintaining a 
continuous, though reduced, royalty stream, those benefits could include 
continued employment, additional capital investments in wells and 
production facilities (to increase the total recovery o f  nil from the fie ld) 
and other factors.

Although Conoco's application fails to make a clear showing o f  its inability 
to achieve a reasonable rate o f  return over time or o f  being in die state's 
best interest, our review o f  its application did point out several concerns 
common lo any application fo r roya lly reduction under the existing 
statutes. These include defining “ reasonable rate o f  return" consistently 
and objectively for royalty reduction purposes, and structuring any 
reduction so as to be effective in achieving the desired results without 
unduly diminishing the stale's royalty interest.

Based upon our analysis and using Conoco's application as an example. I 
recommend an alternative approach from that advocated by Conoco for 
setting a reasonable rate o f  return, and provide documentation to support 
the use o f such a standard for evaluating future applications. I f  you agree 
with the use o f  the rate o f  return test which is suggested. 1 recommend that 
the division prepare appropriate draft regulations and notice them for 
public comment and hearing so that future applicants who may he affected 
have the opportunity to comment on the drafl regulations.



I . U iic h c f .u u m l . a a t l  J L n irm ln a i im

Conoco Inc. Im applied for a reduction of die State of Alaska's royalty intcrcM in 
oil and gas production from the Kuparuk River Participating Area of the Milne 
Point Unit. In its application. Conoco requests that die State's royally interest in 
its production from the Kuparuk formation only, underlying ADLs 47433. 
47434. 47437. 47438. and 28231. be reduced from 20% to 5%. Conoco has not 
requested a royally reduction for production from the Schrader Bluff Formation, 
which lies above the Kupamk Formation throughout much of the Milne Point 
Unit.

Conoco submitted its formal application for royally reduction in February 1990. 
However, the application was not determined to be substantially complete until 
July 1990. As provided for under 11 AAC 83.185. a public hearing on the 
application was conducted by the depanmcnt on August 28. 1990. Conoco 
continued to submit documents in suppon of its application through October 9, 
1990. Conoco's application has been evaluated under, alternatively. AS 
38.05.18(Xp). AS 38.05.180(j). as it existed al the time the Milne Point Unit 
Agreement was executed and at the time Conoco's application was submitted, and 
AS 38.05.180(j). as amended in 1990 by MB 128. effective September 12.1990.

Two key terms used in these statutes need to be clearly defined in order to make a 
royalty reduction determination. These terms arc discussed in Parts II. III. and 
IV. Pan III defines Ticld." as used in the royalty reduction context. Pan IV 
analytes what constitutes a "reasonable rate of return." Pan V specifies why a 
decision to grant royalty relief it discretionary, not mandatory. Pam VI. VII, 
and VIII address each of the three statutory provisions listed above, as they apply 
to Conoco's application. Pan IX refutes Co«toco's aisenion that Paragraph 
18(h)(8) of the Milne Point Unit Agreement controls disposition of its application 
for a royalty reduction. Finally, this document concludes with a brief summary 
of this finding and recommendation.

This document is accompanied by Appendix I. an economic analysis of rates cf 
return, the cost of capital. Conoco's confidential financial data, and the costs to 
the siate of a royalty reduction as pmjMtvrd by Conoco in this instance. Appendix 
1 was prepared b> Fd Ihilltps. Petroleum «.conomut (retired) for the Division of



On and Gas. Although Appendix I supports the conclusions readied herein, it 
cannot be part o f  the public record o f  this recommended decision. It must 
remain confidential due to its extensive references to Conoco’s proprietary 
information and data which arc entitled to confidentiality under state statutes.

I I .  D e f i n i t i o n s

Two key terms used in the statutes need to be clearly defined in order to make a 
royalty reduction determination. These terms arc reasonable rate o f  re tu rn , 
and field. Since these terms lack statutory definitions for the purposes o f  royalty 
reduction, and since no previous requests fo r royalty reduction have been 
granted, these (emu arc examined with respect to this application. In its August 
27. 1990 supplemental brief Conoco attempted to define the terms reasonab le 
rate o f  re tu rn  and field and presented arguments why the department should 
be bound by the definitions in its review o f  Conoco’s application. The following 
two sections will explain why, in my opinion. Conoco’s proposed definitions arc 
inappropriate and must be rejected. Additionally, these sections will provide 
alternative definitions o f  these terms and demonstrate why these definitions arc 
appropriate fo r royalty reduction analyses.

i n .  D d i n i i i u a . u f . a J E i d i l

AS 38 .05 .180(j). before and after amendment by l l . t i .  128. and paragraph 
18(h )(8 ) o f  the Milne Point Unit Agreement restrict royalty relief to instances in 
which the " fie ld - w'ould not otherwise produce a reasonable rate o f  return. AS 
38 .05 .180(j) before amendment also requires dial the relief prolong ’’f id d "  life. 
AS 38 .05 .180(j) after amendment by H .B. 128 requires that cither the relief be 
necessary to prolong - fie ld" life or restore shut-in production. Neither the 
royally reduction statutes o r the Unit Agreement define "field ~

Conoco, in its supplemental brief submitted on August 27. 1990, stated its 
belief that, fo r the purpose o f  royalty reduction, the Milne Point leases 
contain two separate oil fields, the Kuparuk River and Schrader B lu ff  
"I'iclds." It based its argument on the fact that the two oil pools are 
vertically separated, have different reservoir properties, and will require



different production techniques. Additionally. Conoco's brief states that 
the definition it offers is identical to the definition o f  "field" used in Texas 
oil and gas law. Conoco's argument for 'ronsidcring the Schrader B lu f f 
and Kuparuk River oil pools as separate uclds is summarized by the 
following statement: "Geologically distinct fields will also be economically 
distinct, and therefore o f  little utility in assessing the economics o f  each 
other." (Supplemental Brief o f  Conoco and Oxy USA Inc. p.25).

To support its interpretation o f  the definition o f  "field" Conoco referenced 
Wotton v. Hush, 261 P.2d 256 (Ca l. 1953), in which fo r  the purpose o f  
well spacing requirements, an administrative officer o f  the California 
Division o f  Oil and Gas testified that "a field has conic to be considered as 
that expanded area from the region o f  initial production to the limits o f  
productivity in all lateral directions; and that within a given field there was 
no structural connection or drainage to o r from other fields." It should 
also be noted that unlike Milne Point, the fields in the Wotton ease were 
geographically (laterally) separated and not at different depths on the same 
leases. The Wotton ease dealt with the issue o f  well spacing 
requirements. Appropriate well spacing is ideally determined by internal 
reservoir properties including porosity, permeability, heterogeneity, 
viscosity o f  oil. reservoir thickness, reservoir pressure, fluid contacts, and 
other factors. These properties arc certainly unique to each pool and/or 
reservoir and often vary within the same pool or reservoir. A definition 
o f  "field" that is applicable fo r determining production rates, well spacing, 
participating areas, internal company development plans, tax credit for 
enhanced oil recovery, etc. may not lie applicable o r even appropriate to 
royalty reduction. This is the ease with the definition proposed by Conoco.

Conoco argues that its definition is consistent with that used by industry. 
However, this argument is not persuasive since there is no consistent use o f 
the term "field" within industry. For example, the Kuparuk River 
Formation within the Kuparuk River Oil Field consists o f  two separate 
reservoir intervals, the A and C  sands o f  different geologic age 
(Valanginian vs. llautcrivian). Additionally, the sands arc vertically 
separated by a major regional unconformity, were deposited in different



dcpositional settings, and have very different reservoir properties. In spite 
o f  these different properties neither industry nor the State differentiates 
these producing intervals when they refer to the Kuparuk River O il Field.

For the purpose o f  royalty reduction, the depanmcnt must define "fie ld" in a 
matter that: ( 1 ) is consistent with the intent o f  the royalty reduction statutes, 
regulations, and, to the extent feasible, the Milne Point Unit Agreement; (2 )  is 
founded on accepted geologic and engineering principles; (3 )  can be applied 
impartially to all applicants fo r royalty reduction; and (4 ) will generally result 
reproducible results when applied by different qualified petroleum geologists.

A royalty reduction application under AS 38 .0 5 .180(j) must comply with 
11 AAC 83.185, which requires the application to:

... ( 2 ) state location and status o f  a ll past and present activities on the 
lease; (3 ) include a detailed report o f  a l l production during the six 
months preceding the filing o f  the application; (4 )  contain a detailed 
statement covering the entire life o f  the lease showing all expenses 
and costs o f  operating the lease, including all royalties and 
overriding royalties and all income from all produced minerals from 
the lease;

(Emphasis added). This regulation evidences the department's 
interpretation o f  "field" as c lea r ly  referring lo all reservoirs underlying 
the lease.

This interpretation is consistent with earlier comments in a October 9.
1984 letter to Conoco from Division o f  O il and Gas Director Kay Brown 
in which she stated, "the division has no statutory definition o f  'field'..." 
ana listed three possible geologic definitions o f  "field." "Field may refer 
( 1 ) to a common source o f  supply, pool, or reservoir; ( 2 ) to multiple 
reservoirs vertically separated; o r (3 )  to multiple, partially overlapping 
individual reservoirs...."

Further support for the department’s interpretation o f  "fie ld" comes from 
the definition o f  "field" used by another state regulatory agency, the Alaska 
O il and Gas Conservation Commission (AOGCC). While AOGCC's



definition o f  "field" docs not govern an application for royally reduction, it 
is indicative o f  a definition accepted by industry in some settings. For the 
AOGCC, "field" is defined by AS 31 .05 .170 (5 ), which states:

"field" means a general area which is underlain o r appears to be 
underlain by at least one pool, and includes the underground 
reservoir containing oil and gas: and the words "pool" and "field" 
mean the same thing when only one underground reservoir is 
involved, but "field" unlike "pool" may relate lo two or more 
pools...

For the purpose o f  royalty reduction requests, the department 
defines "field" as encompassing the lateral limits o f  productivity o f  all 
reservoirs or pools within the Milne Point Unit regardless o f  vertical 
stratification o f  reservoirs or pools underlying a lease o r leases. This 
definition meets the standards set out earlier: ( I )  is consistent with the 
intent o f  llic royalty reduction statutes, regulations, and to the extent 
feasible, the Milne Point Unit agreement: (2 )  is founded on accepted 
geologic and engineering principles; (3 )  can be applied impartially to all 
applicants for royalty reduction; and (4 )  w ill generally result in 
reproducible results when applied by different qualified petroleum 
geologists.

This definition allows the depanmcnt to consider ail the relevant 
information with regard to royalty reduction. Commonality o f  production 
and transportation facilities and well bores, as well as shared information 
and economy o f  scale provided by having multiple stacked reservoirs under 
a single lease arc important factors in the development o f  an oil field. Not 
only do multiple stacked reservoirs have lower development costs, but their 
development also entails lower risk wells. For example, wells can be 
plugged back and produced from the shallower horizon, i f  the deeper 
horizon is not produced due to faulting, lack o f  net pay, well bore damage, 
depletion o r other factors. The department's definition o f  "field" is similar 
to that used by AOGCC in that it considers multiple vertica lly  separated 
pools o r reservoirs underlying the same lease or leases a single "field."
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Utilizing a definition that encompasses all reservoirs o r pools within the Milne 
Point Unit ulso helps minimize the incentive for the operator and lessees to 
manipulate production and/or costs from individual reservoirs within the Unit for 
the purposes o f  affecting royalty reduction applications.

Note that the department's definition docs not prohibit the commissioner from 
granting selective re lief to individual pools or reservoirs, or even individual 
leases. In this ease, the ability to do so is clearly stated by die Milne Point Unit 
Agreement and not prohibited by statute.

iv. IMimiipn-ttf.Ryastfnablc-.Kalg vf - Return

Similarly, regardless o f  whcdicr one is guided by State law or the Milne 
Point Unit Agreement, there is the potential for serious disagreement 
between die applicant and the department regarding what constitutes "a 
reasonable rate o f  return" for the purpose o f  evaluating a royalty reduction 
request. Without providing objective standards, both AS 38 .0 5 .180(j) and 
the Milne Point Unit Agreement leave it up to the commissioner to define a 
reasonable rate o f  return fo r royalty reduction purposes. Against this 
backdrop, the department has an obligation to adopt a standard that is 
objective and which may be applied consistently without regard to die 
vagaries o f  the financial planning standards o f  individual companies .
Furthermore, the standard should provide a positive real rate o f  return 
(more than inflation), yet not a llow for excessive profit at the expense o f  
the state’s royalty share.

Conoco has argued in its August 27, 1990 supplemental brief and in 
testimony at the public hearing, that, at a minimum, a reasonable rate o f  
return, fo r royalty reduction, should be defined as the cost o f  capital to the 
company plus a marginal profit. There arc obvious problems with this 
standard. First o f  a ll, such a standard would vary widely from company to 
company. O f  the eight major North Slope producers examined, Conoco 
had the highest cost o f  capital at a nominal rate o f 12.75%. Based upon 
information available to the department, other North Slope producers’ cost 
o f  capital ranged from a low o f 9 .26%  (O xy ) to a high o f  10.26%
(ARCO ). Additionally, proprietary financial data o f  this sort are generally



not directly available to the public, rates arc difficult lo  monitor over time, 
and many projects arc internally financed by the companies.

Thus, defining a reasonable rate o f  return standard as the individual firm's 
cost o f  capital is not acceptable since it treats every firm differently. Such 
a standard would provide a different level o f  re lief based upon the 
company, regardless o f  the field. To protect the state’s interest, royalty 
relief should be based on the economics o f  the field and not on a company's 
real o r perceived internal financial characteristics. Further, the standard 
should be impartially applicable to all lessees. A reasonable rate o f  return 
that is independent o f  the particular company financing involved should be 
adopted to avoid possible manipulation o f  in-house economics simply for 
royalty reduction purposes.

In its August 27, 1990 supplemental brief, Conoco cites a number o f  public 
utilities law eases in support o f  its proposed definition o f rate o f return. 
These eases arc intended to demonstrate examples where the most strict 
standard for a reasonable rate o f  return is the cost o f  capital. However, for 
royalty reduction purposes, these arc invalid analogs. A public utility is 
granted a rather generous (but capped) rate o f  return since it is regulated 
and at the same time must compete with unregulated firms in the capital 
market. Also, a public utility docs not have an opportunity to make large 
profits in other settings, as docs a large, privately owned integrated oil 
company such as Conoco. Neither Conoco’s prices nor its costs arc 
regulated by a public agency therefore, Conoco has no regulated limits on 
its potential profitability.

It is the potential for large profits that allows Conoco, o r any other oil and 
gas lessee for that matter, to take the risks inherent in wildcat exploration 
and oil field development. This provides a freedom o f  operation not 
granted to a public utility. It is therefore on ly proper that a more 
conservative standard for rate o f  return be applied to Conoco, and other 
lessees, in determining whether, and to what extent, a reduction in the 
state’s royalty share o f  production is appropriate. When all the arguments 
arc stripped away, the stated purposes o f  the royally reduction statutes arc 
to prolong the economic life o f  the field and protect the public interest, not



to guarantee the state’s lessees a minimum rate o f  return on every field 
which they choose to develop

Standards other than those suggested by Conoco arc available to define a 
reasonable rate o f  return. For example, the economic yardstick used by 
the United States Geologic Survey and the U.S. Department o f  Energy in 
recent studies has been an after-tax rate o f  return o f  8%. Referring to the 
development o f  North Slope reserves in Economics and the National O il 
and Gas Assessment, The Case o f Onshore Northern Alaska (In press 
Atlanasi, Bird, and Mast) the authors state "Fields were considered 
commercially developable i f  a discounted cash flow analysis showed that an 
after-tax return o f  8 percent could be achieved. A l the time o f  the 
assessment, the 8 percent hurdle rate was being used by the U.S.
Department o f  Energy’s Energy Information Administration in the national 
energy base ease forecasts (Jon Rasmussen, Energy Information 
Administration, oral communication)."

Another potential yardstick fo r defining a reasonable rate o f  return is the 
standard used by the State o f  Alaska Department o f  Revenue (D O R ) in 
determining reasonable shipping rates fo r North Slope crude fo r the purpose o f  
calculating severance tax obligations. Shippers arc allowed the Gross National 
Product deflator (GNPd) plus two percentage points return to capital as allowable 
expenses (profits). For the 1980-1989 period, the GNPd fe ll short o f  the 90  day 
Treasury bill rate by 4.4 percentage points. Otherwise stated, DOR has allowed, 
as a reasonable rate o f  return, a rate which is, on average, 2.4 percentage points 
less than the 90  day Treasury bill rate.

The standard which I recommend the department choose to define a "reasonable 
rate o f  return" fo r the purposes o f  this application is the rate o f  return for a 90 
day Treasury B ill. The basis for this recommendation is more fu lly set out in the 
text o f  Appendix 1. For the period o f  1980-1989 the real rate o f  return fo r the 
90  day bill was approximately six percent. This standard compares favorably 
with other potential standards examined by the department.



V. PisccLliunan ..Salurc.flLRwallv IkdiKliun

A well established rule of interpretation specifics that "may" refers to 
discretionary action, while "shall" dictates mandatory action. Similarly, "may 
not" constitutes a mandatory prohibition.

AS 38.05.18Q(p) states the commissioner "may ... change ... royalty 
requirements ...." Paragraph 18(h)(8) o f the Milne Point Unit Agreement 
provides that the State "may reduce Lessee's obligation to pay royalty ...." Thus, 
both AS 38.05.180(p) and paragraph 18(h)(8) o f the Milne Point Unit Agreement 
permit royalty reductions, but they do not mandate royalty reductions, except 
where a denial o f a royalty reduction wou 1 be arbitrary or unreasonable.

AS 38.05.18()(j), both before and after amendment by MB 128, mandates 
promulgation of regulations governing applications for royalty reduction: "the 
commissioner shall adopt regulations ...." However, the regulations arc "to 
allow reduction o f royally ...." The word "allow," like "may," is permissive, 
not mandatory. AS 38.05.180(J), both before and after amendment by HB 128, 
then uses mandatory language to specify one instance in which royalty reduction 
is not allowed: "The commissioner may not grant a reduction o f royalty" 
unless the applicant has made a clear showing that its revenue from the field is 
insufficient to produce a reasonable rate o f return on its total investment in the 
field. In short, while AS 38.05.180(j) contains some compulsory directives, it 
also permits denial o f an application where not unreasonable or arbitrary to do 
so.

V I .  K v a lu n t i o n  o f  A n n l i c a t i o n  U n d e r  A S  3 8 . 0 5 . 1 8 f l ( n )

AS 38.05.180(p) states:

To conserve the natural resources o f all or a pan o f an oil or gas pool, 
field, or like area, the lessees and their representatives may unite with each 
other, or jointly or separately with others, in collectively adopting or 
operating under a cooperative or a unit plan o f development or operation



o f the pool, field or like area, or a part o f it, when determined and 
certified by die commissioner to be necessary or advisable in the public 
interest. The commissioner may, with the consent o f the holders o f 
leases involved, establish, change, or revoke drilling, producing, and 
royalty requirements of the leases and adopt regulations with 
reference to the leases, with like consent on the part o f the lessees, in 
connection with the institution and operation o f a cooperative or unit plan 
as the commissioner determines necessary or proper to secure 
the proper protection o f the public interest.

(Emphasis added).

Conoco's application, as initially submitted, represented that the Milne Point Unit 
Kuparuk Formation had an expected field life of twenty-five years, three years o f 
which have almost elapsed. 'Hie original application did not indicate that the field 
life would be lengthened, or more oil produced, should Conoco be granted the 
royally relief requested. Subsequently, Conoco amended its application, to 
clarify that if the State reduced its royalty to 5%, Conoco would produce 1.2 
million barrels more than it would otherwise produce in the three years 
following the first twenty-five years o f production.

In evaluating Conoco's application, the department must determine whether the 
public interest would best be served by the State's receipt of a 20% royalty over a 
remaining field life o f twenty-two years, or by the State's receipt o f a 5% royalty 
over a remaining field life o f twenty-five years and the production o f an 
additional 1.2 million barrels o f oil twenty-two to twenty-five years from now. 
This determination cannot be made without reference to the wellhead value of 
Milne Point oil.

It is impossible to accurately calculate the wellhead value o f production occurring 
over the next twenty-two to twenty-five years. The impossibility o f the task is 
exemplified by the wide range o f values for oil produced from the Kuparuk 
Formation in the Milne Point Unit in 1990 alone, when the reported wellhead 
value tripled between July and September. However, die department is able to 
model the effects in a gross sense by selecting a low estimated average value and a 
high estimated average aluc, then calculating the costs and benefits o f granting 
the requested royalty reduction should values approaching either o f these 
extremes prove accurate.



In this analysis, the: department selected a low average wellhead value o f $12 per 
barrel and a high average wellhead value o f $22. These wellhead values were 
chosen to represent possible average wellhead values for the entire life o f the 
field. These wellhead values roughly correspond with United States West Coast 
average prices o f $20 and $30 per barrel, respectively.

Assuming first that the average wellhead value for oil produced from the 
Kuparuk Formation is $12 per barrel and the State’s royalty is reduced from 
20% to 5%, the State will lose $64,000,000 in royalties on oil produced during 
the next twenty-two years, and gain $720,000 in royalties on oil produced 
twenty-two to twenty-five years from now. Total recovery o f additional 
production under a reduced royalty rate is estimated to be 1.2 million barrels of 
oil valued at $14,400,000.

Assuming that the average wellhead value is $22 per barrel and die State’s royalty 
is reduced from 20% to 5%, the State will lose $109,000,000 in royalties on oil 
produced during the next twenty-two years, and gain .$1,220,000 in royalties on 
oil produced twenty-two to twenty-five years from now. The total incremental 
volume of oil that would be achieved through a reduction in this ease would be 
valued at $26,400,000.

Under both scenarios the cost o f the royalty reduction to the State is roughly four 
times the combined value of the benefits, including the state’s royalty share.
These analyses were conducted in constant 1989 dollars. Obviously, had they 
been done in present value terms, the disparity between costs and benefits would 
have been even greater.

But there arc other benefits which may be obtained by reducing the royalty rate 
to 5%. By letters dated May 16 and October 9, 1990, Conoco committed to 
expand its 3-D seismic program, and. dependent on the outcome o f the seismic 
program, possibly drill two additional wells to evaluate three regions o f the 
Kuparuk Formation within the Milne Point Field. These wells would be targeted 
to delineate the resource potential o f several small fault blocks and/or the down- 
dip limit o f the field. Conoco first termed the magnitude o f reserve additions 
attributable to these operations as "totally speculative." Subsequently, Conoco



provided reserve estimates for one of die three regions and risk factors for ail 
three regions. Based on die relatively low reserve estimate, coupled with the risk 
factor, the conditional nature of the commitment to drill, and ownership interests 
o f other parties in the reserves, the department concludes that die potential 
incremental benefits o f royalty reduction arc insufficient to lip the scales in favor 
o f granting the reduction requested.

Based on the extraordinary value o f lost royalties, die modest benefit o f a 1.2 
million barrel increase in production, and the highly speculative benefits o f 
Conoco's commitment to additional exploration and development activities, il is 
extremely difficult to make a finding that granting the royalty reduction which 
Conoco requests is either necessary or proper to secure the proper protection of 
the public interest.

V II. Evaluation o f Application Under AS 38.05.18Q(ih P rio r to
AmendmentJ)y IIP 128 in.

AS 38.05.180(j), as it existed at the time the Milne Point Unit Agreement was 
executed and at the time Conoco's application was submitted, stated:

AS 38 .05.18 0 (j) "To prolong the economic life o f an oil 
and gas field, the commissioner shall adopt regulations for all 
bidding methods to allow reduction o f royalty on leases within the 
field to compensate fo r increasing costs in the later stages o f 
production decline. The commissioner may not grant a reduction 
o f royalty until two years' initial production from the field has 
occurred and each lessee requesting the reduction has made a clear 
showing that the revenue from all hydrocarbons produced from the 
field is insufficient to produce a reasonable rate o f return with 
respect to that lessee's total investment in the field."

(Emphasis added).

As with AS 38.05.180(p), relief under AS 38.05.180(j) is discretionary.
However, the department should not exercise its discretion in favor o f royalty 
reduction unless the reduction is in the public interest. For the reasons discussed 
in Part VI, above, granting the royally reduction as requested by Conoco is not in 
the public interest.



To qualify for relief under AS 38.05.180(j), an applicant must establish that the 
relief requested: (1) follows two years initial production from the field: (2) will 
prolong the economic life of the field; (3) will compensate for increasing costs in 
the later stages o f production decline: and (4) is necessary to produce a 
reasonable rate o f return on the applicant's total investment in the field.

Conoco submitted its application for royalty reduction immediately following two 
years o f cumulative production from the Kupamk Formation o f the Milne Point 
field; therefore, the requirement o f two years initial production from the field 
has been met. 1 lowcvcr, Conoco has not established that the requested royalty 
reduction will significantly prolong the economic life of the field. While the 
field life might be extended by three years, more than twenty years in the future, 
the number o f years added is not rclcvant-thc number of additional barrels 
recovered is. Conoco's unconditional commitment to increased production is 
limited to 1.2 million barrels. This volume represents less than 2%  o f the 
estimated production for the Kuparuk Fonnation, and an even lesser percentage 
o f estimated production for die Milne Point field. Given the cost to the State of 
the royalty reduction requested, the amount o f potential new production 20+ 
years hence is almost inconsequential in both absolute and relative terms.

Having failed the second part o f a four part test for royalty reduction under AS 
38.05.180(j), it is unnecessary to examine elements dircc and four. However, 
brief mention o f the two remaining elements is appropriate. AS 38.05.180(j) 
restricts royalty reduction to instances in which it will compensate for increasing 
costs in die later stages o f production decline. First, die department has received 
no information thak would indicate the Milne Point field is in the later stages of 
production decline. To the contrary, Conoco has announced plans to develop the 
Schrader B luff Formation within the Milne Point with the ultimate goal o f at least 
doubling production. Second, the department interprets this requirement as 
limiting the amount o f relief which may be granted to that amount necessary to 
offset the increase in costs. It is impossible to ascertain whether royally relief 
granted after three years o f production in a field with an estimated field life o f 
twenty-five to twenty-eight years would compensate for, and be commensurate 
with, increasing costs in the later stages o f production decline. Given the 
volatility o f future oil prices and the remoteness o f late-stagc costs, the



department should not conclude that this standard would be met by granting the 
requested royalty reduction at this time.

Finally, AS 38.05.!80(j) requires the applicant to make a clear showing that the 
revenue generated by die field is insufficient to produce a reasonable rate o f 
return on the total investment in the field. A clear showing requires evidence 
which is precise, explicit, and which directly establishes the point, it is very 
difficult, if not impossible, to provide such evidence here, since the Milne Point 
field is in die very early stages of production. Use o f estimated value, 
production, and cost data for the remaining twenty-two to twenty-five year life of 
the field adds a high level of uncertainty to determining the long-term validity of 
any purported "need” for Conoco’s royalty rcductic n. Particularly disturbing is 
the unreliability inherent in estimating the value o f oil to be produced over the 
next twenty-two to twenty-five years. As mcntior"d earlier, this unreliability is 
dramatically underscored by the tripling o f reported wellhead values from the 
Milne Point Unit between July and September 1990.

Fstimating revenue from future production is further complicated by a lack o f 
knowledge regarding die potential volume and value o f future production from 
other pools in the Milne Point field, such as the Schrader B luff Formation, as 
well as by price and technology sensitive enhanced oil recovery- techniques which 
may significantly increase total production from all reservoirs or pools within the 
Milne Point field.

On die other hand, since much of the major field facility development has already 
occurred, the cost estimates for the remaining field life are easier to approximate. 
According to the data submitted by Conoco on June 13. 1990, about 87% o f the 
capital investment in field facilities has been completed, leaving only relatively 
minor capital investment expenses to be estimated. This, however, docs not 
include the costs associated with Schrader Bluff development and production.

In short, the department may reasonably conclude it impossible to make a clear 
showing that the revenue generated by the Milne Point field over its entire life 
will be insufficient to produce a reasonable rate o f return on the total investment 
in the field when but a small fraction o f the minimum estimated field life has 
transpired.



In conclusion. Conoco's application should not be granted as requested under AS 
38.05.180(j) (as it existed before amended by HU 128). Conoco has not 
established that reducing the royally n 'c on the Kuparuk Formation from 20% to 
5% would significantly prolong the life o f the Milne Point field. A minimal 
extension o f the field at a very high cost to tire State is not in die public interest. 
Furthermore, the uncertainties inherent in estimating revenue and cost* for the 
next twenty-two to twenty-five years allow the commissioner to conclude that 
Conoco cannot adequately show either the magnitude of increasing costs in the 
later stages o f production decline or total field life rate of return.

V III. Evnluatitm of Application Under AS 38.Q5J8Q(ih Amended
Hv HU 128 in 1990

AS 38.05.180(j) was amended by HU 128. effective September 12. 1990. It now 
reads:

To prolong the economic life o f an oil and gas field or to 
reestablish commercial production o f shut-in oil o r gas that 
would not otherwise he economically feasible, the commissioner 
shall adopt regulations to allow reduction o f royalty on leases. The 
commissioner may not grant a reduction o f royalty unless the lessee 
requesting the reduction makes a clear showing that the revenue from the 
lessee s share o f all hydrocarbons p;oduced from the field is and is likely 
to continue to be insufficient to produce a reasonable rate o f return with 
respect to the lessee’s total investment in the field. The commissioner 
may condition a royalty reduction granted under this subsection in any 
way to protect the state’s interest, including restoration o f the state’s 
royalty share in die event o f an increase in the price o f oil or gas.
Before approving a royally reduction, the commissioner shall make a 
written finding that the state has obtained Ihe maximum possible 
economic return that is compatible with allowing a reasonable 
rate o f economic return fo r the lessee, and send copies o f the 
finding to all members o f the legislature.

(Fmphasis added).



A* wilh AS 38.05.180(p), and AS 38.05.180(j) prior lo its amendment by HB 
128, relief under the amended Mindard is discretionary. ‘Hie department, 
however, should not exercise its discretion in favor o f royalty reduction unless 
the reduction is demonstrated to be in the public interest. For the reasons 
discussed in Part VI. above, granting royally reduction as requested by Conoco, 
in this instance is not in the public interest.

Under AS 38.05.180(j) as amended by HB 128. royalty relief cannot be granted 
unless it will either prolong the economic life o f an oil and gas field or 
reestablish commercial production o f shut-in oil or gas that would not otherwise 
h r economically feasible. 1 1 k  royalty reduction requested by Conoco will not 
substantially prolong the economic life o f die Kuparuk Formation or Milne Point 
field for the reasons discussed in Part V II. above. Nor is the Kuparuk Formation 
shut-in as it was for several months before Conoco submitted its application. 
Therefore. Conoco's application fails these alternative requirements of AS 
38.05.18(Hj). as amended by HB 128.

As 38.05.180(j). as amended, also retains the requirement of a clear showing that 
revenue from the Held is insufficient to produce a reasonable rate o f return on 
total field investment. The department's analysis o f this requirement is the same 
under both the former AS 38.05.180(j) and its cunent amended version. (See 
Part V II. above).

The 1990 amendment to AS 38.05.180(j) specifics that an application for royalty 
reduction cannot be approved unless the commissioner makes a written finding 
that the State has obtained the maximum possible economic return that is 
compatible with allowing a reasonable rate o f economic return for the applicant. 
Due to volatile oil prices, risks inherent in oil and gas production, and uncertain 
future costs, the depanmcnt cannot find that the State will obtain its maximum 
possible economic return without providing for the recapture o f foregone 
royalties tn the event a lessee ultimately achieves more than a predetermined 
reasonable rate of return. However, in this instance the depanmcnt need not 
craft a limited or conditional royally relief, since the royally relief requested is 
inappropriate for other reasons, as discussed above.



IX. Milne_r.fllm.-t:ail Acrccincnl. Paragraph lUlliHtf)
Conoco argues in its August 27, 1990 supplemental brief that paragraph 18(h)(8) 
of cite Milne Point Unit Agreement governs its application for royalty reduction; 
and that AS 38.05.180 (p) and ( j) apply only to the extent that they arc not 
inconsistent with the unit agreement. Paragraph 18(h)(8) states;

Reduction of Royalty. After two years' initial production from the field 
in which the leased area is located has occurred, the State may reduce 
Lessee's obligations to pay royalty on all o f the leased area or on any 
tract or poriion thereof segregated for royalty purposes upon ( I )  
request by lessee and (2) a clear showing by Lessee that the revenue 
from all oil. gas and associated substances produced from the field is 
insufficient to produce a reasonable rate o f return with respect to 
Lessee's total investment in tire field.

Conoco's argument that paragraph 18(h)(8) prevails where inconsistent with AS 
38.05.180(p) or ( j) appears to be based on an incomplete reading o f paragraph 1 
o f the Unit Agreement, which states;

The Alaska 1-and Act... and all valid and pertinent oil and gas statutes and 
regulations including the oil and gas operating statutes and regulations in 
effect as o f the effective date hereof or hereafter issued thereunder 
governing drilling and producing operations, not inconsistent with the 
terms hereof or the laws o f the State o f Alaska arc hereby accepted 
and made a part o f this agreement.

(Hmphasis added). Conoco chooses to ignore that all statutes not inconsistent with 
the laws o f the State of Alaska are incorporated by reference in the Unit 
Agreement. Since the statutes are die laws o f die State o f Alaska, they cannot be 
inconsistent w ith the laws of the State o f Alaska (except to the extent that one or 
more statutes are contrary* to the United States or Alaska constitution).
Therefore. AS 38.05180(j) and (p) arc incorporated by reference in the Unit 
Agreement, and are thus every bit as much a pan o f the Unit Agreement as is 
paragraph 18(h)(8).

In any case, a state agency is without authonty to enter into an agreement in 
conflict with applicable statutes. Thus, even without an explicit incorporation of



Alaska's statutes by reference in Paragraph 1 o f the Milne Point Umt Agreement, 
the statutes control when in conflict with the Unit Agreement.

X. S.U in nULLE
In this instance, I have recommended that the requested royalty reduction 
should be denied under AS 38.05.180(p). (j), and (j), as amended by II.B. 
128 since the department concludes that Conoco has failed to demonstrate:

(1) that granting the requested royalty relief will be in the public 
interest;

(2) that reducing the royalty from 20% to 5% will significantly 
prolong the economic life o f the field; and

(3) a clear showing that its revenue from oil, gas. and 
associated substances produced from the field is insufficient
to produce a reasonable rate o f return with respect lo Conoco’s 
total investment in the field.

The statutes and regulations do not discuss the quantity or quality o f data 
needed to demonstrate a clear showing (though, obviously, "clear 
showing" is a high standard) that Conoco's revenue from the field is 
insufficient to produce a reasonable rate of return with respect to i»s total 
invr- mem in the field. Similarly, the statutes and regulations do not list 
precisely the quantity or quality o f data needed to demonstrate that the 
economic life o f the field will be significantly prolonged by a royalty 
reduction. These determinations must be made by the commissioner based 
on the discretionary power granted by the statutes, department regulations, 
and the Milne Point Unit Agreement. However, it becomes apparent that, 
especially in the ease o f a field such as Milne Point, with only a few years 
o f production history, determining the long term profitability o f the field 
with any certainty is virtually impossible.



In order to thorough’ y evaluate Conoco's application, an extensive 
financial, economic, and technical analysis was completed by the 
department. While 1 recommend that the department deny the application, 
this analysis provides a groundwork for evaluating future royalty reduction 
requests since this was the first request completely processed by the 
department.

Even though it is recommended that Conoco's application for a royalty 
reduction to 5% be denied, the division felt obligated to carefully analyze 
the data submitted to determine if an alternative approach for royalty 
reduction could be developed which would meet the statutory 
requirements. Among the possibilities examined were a sliding scale 
royalty based on wellhead value, short term relief, relief down to a floor 
o f 12.5% and combinations o f these three methodologies. These limited 
and/or conditional alternatives to a complete denial were determined to be 
unacceptable since in all eases examined, even ignoring Conoco’s failure to 
make a clear showing, the estimated return to the state and public was 
substantially less than the estimated revenue lost by the state in forgone 
royalty. Therefore, even a limited or conditional royalty docs not appear 
to be in the public interest at this time.



Mozambique gas field marked for development
Morambtqur s slat* owned Empreva 
'.'aoonal de Hnirocarboneto* dc Mo- 
cambtqur (ENH) and South Atnca * 
Sasoi Ltd.. Johannesburg. plan a $700- 
«50 million (omt held development 
protect

I'ande ( i i  held tn Mozambique, 
which lie* 20 km inland and 600 km 
northeast ol Maputo, will be devel­
oped lo supply gas bv pipeline to 
market* in the Johannesburg area.

A Saioi olficul aaid Argentine com­
pany I’luipctrol SA ha* been brought 
in a* operator ot held development. A 
pipeline company alto It being tought
10 tom m the protect with a minonrv 
interest in the held

Pipeline companies have been ap­
proached bv ENH and Sasoi. which 
cspect to select a partner tn Septem­
ber ENH and Sasof expea to begin 
development at soon at the ppeline 
partner ts chosen

Pande held mterott* have not been 
settled, although ENH and Sato! will 
almost cenamlv be mator sharehold­
ers under a production thanng agree­
ment
Panto fttd

Pande field wat discovered bv Gulf
011 Corp. in 1961. but development 
wat hampered by Mozambique s un­
stable political situation, said protect 
financial adviser Morgan Grenfell U 
Co. Ltd . London.

The bank satd ENH began appraisal 
ol Ihe field in IW  and cord*.deo *n 
1991 that held development was via­
ble. An agreement with Satoi in Feb-

i tuarv 1992 wat said to be kev because 
i Mozambique s gat market It small.

While Satd it Itkelv to invest tn 
the upstream held development.”  
satd the bank, "lit most important role 
will be to offtake motl of the gat 
under a long term take or pay con­
tract. develop the local market, and 
build the dtttnbutson system."

Eleven wells drilled to far have 
proven Pande held reserves to be 
abr-it 1.7 Id  of gas. The gas is taid to 

1 be ry. high tn methane content with 
no sulfur. Saaot said further appraisal 

I Jnllmg ts planned, with the intent to 
confirm more reserves before develop­
ment proceeds

Morgan Grenfell said reserves dis*
1 covered to date are expected to sup­

port protected market demand for at 
i least 20 vears.

Gas pcnine
The ENH-Setol combine plans to 

lay a 90S km pipeline trom Pande held 
to Serunda. 100 km east o l Johannes- 
burg. About two thirds ol the line will 
be tn Mozambtque and the rest in 
South Africa.

Morgan Grenfell said the proposed 
pipeline route is via the Ressano Car- 
cuiKomanpoort border crossing, with 
a spur line to Durban and offtake* fo 
Nctspnnt. Ngodwana. Bethal. and 
Pretoria and a lateral line to Maputo.

Two spur line options are being 
considered: a 605 km line from Res­
sano Gama lo Durban via Maputo 
and a 540 km line from Bsdplaas in the 
Transvaal to Durban with a separate

spur to Maputo.
Capital cost of the pipeline is esti­

mated at 5400-500 million, including 
compressors Line diameters will 
range Irom 16 to 24 in.

Design, procurement, construction, 
and commissioning ot the system are 
espected to take about 25 months.
Enrgy inarfcots

Morgan Grenfell estimates South 
Africa's total pnmarv energy demand 
ts 84 million metnc lons/year of oil 
equivalent. Coal o  estimated to pro­
vide 60% and is used to produce elec­
tricity. gasoline, diesel fuel, and fuel 
fU»The Johannesburg area is said lo 
hold 45% of South Atnca s urban pop­
ulation and 45% of the country's In­
dustrial capaatv

The South Alncan energy market 
expeas sigmbcant growth rates in 
coming yean, and consumen are ea­
ger to investigate the use of gas," 
Morgan Grenfell said.

Detailed matket surveys conduct­
ed recently by Sasoi suggest a penetra­
ble market for gas of 64 bef/year. most­
ly tn the paper, metals, miners! pro­
cessing, and chemicals sea o n .”

The bank said 76% of potential gas 
customer* currently use coal, with gas 
denied from coal the second Largest 
energy source.

Total gas use in the Maputo area is 
predicted to reach 19 bd/year bv 2010. 
with neartv 15 bd/vear being required 
for power generation and the remain­
der tor industry. •

Deepwatei* royalty relief to get Clinton support
The Clinton adnuniatntson a  prepar­
ing to support US. legislation that 
would provide royalty rebel tor new 
derpwater production and any pro­
duction oil Alaska.

M l White, deputy secrets nr ot the 
Department of Energy, told the Senate 
energy committer the administration 
will support a bdJ the panel hat ap­
proved but then quaLfted that sup­
port

White eipinned the administration 
could not support the deepwairr— 
more than 200 m -re lie f bill and a 
separate proposal (or a IVbM t o  cred­
it for d reps* * ter -roduction The ad­
ministration will study the latter mea­
sure and report back to Congress 
soon

White, who sits on a White House < 
•ask force studying energy issues, aaid

the bill 'makes enae.” bat to approve 
leepwater relief. wKch would grant a 
royalty holiday until operators recover 
their cost of developing otherwise un­
economic fields, and a 15 credit might 
be "overkill ”

Sen. Bennett Johnston |D-La ). en­
ergy committee chairman, argued ihe 
two proposals are not mutually exclu­
sive because the legislation would not 
apply to protects that were cxherwm 
economic to develop Johnston aaid he 
soon will pies* for action on the bill by 
the lull Senate.

Thomas H. Neel. CNG Producing 
Co. chief executive ottscef. told the : 
(omnuttre. TTd* ts an innovative ap­
proach which would provide the eco­
nomic incentive to develop already 
discovered domestic hydrocarbons 

"It would be parucuiarty important

to companies tike CNG. Ihc Urge in­
dependents which are becoming so 
important tn the gull but do not have 
financial resources of the major*."
Ottor i P BW

The energy committee bill also 
would order Ihe Minerals Manage­
ment Service not to revise the present 
area-wide leasing ivstem in the cen­
tral and western Gull of Mexico. MMS 
ts reviewing fMStible change* to its 
leasing approach

And the bill has a provision lo 
amend ihe 1990 Od Pollution Act so 
it* od ipdl insurance requirement* 
would apply only to offahore lacslitle* 
and allow MMS to mandate less Ihan 
the 5150 million of insurance required 
in the ongtnal bill.

A ss is tan t Interior See. Robert Arm-
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The H on o ra b le  G a il P h illip s  
S p eake r o f  the House 
A la sk a  State Leg is la tu re  
State C ap ito l 
Juneau . A K  9 9 8 0 1 -1 1 8 2

D ea r Speake r Ph illip s :

U n d e r the au th o rity  o f a n  III . see 18. o f  the A laska  C onstitu tion . 1 am  han sm itting  a b i ll 
re la tin g  to the reduction o f  lo y a lt ie s  rese rved  to the state to cncou iagc o the rw ise  
uneconom ic  p roduction  o f  o il and gas from  m arg ina l fie ld s  and to p ro lo n g  the p roduc tion  
li fe  o f  dec lin ing  fie lds .

T he  b i l l w ou ld  change ex isting  ro y a lty  reduction  p rov is ion s  to g rant the com m iss ion e r o f  
the D epartm ent o f  N atu ra l Resources g rea te r d isc re tion  to p rov ide  ro y a lty  r e l ie f  to  lessees 
when necessa ry  and c la r i fy  the com m issione r's au tho rity  to grant such re lie f unde r va riou s 
p rov is ion s  in A S  3 8 .0 5 .1 8 0

The p roposed  changes w ill icqu irc  the lessee to m ake a  c lca i and conv inc ing  show ing  that 
a ro y a lty  reduc tion  is necessary and is in the best in terest o f the state. The c om m iss ion e r 
m ay cond ition  granting o f  a ro y a lty  reduc tion  in any w ay  necessary to protect the state ’s 
best in terests , such as increasing the state's ro y a lty  share i f  the p rice  o f  o il o r  gas rises .

F in a lly , the b i ll m ain ta ins the ro y a lty  con tribu tion s to the perm anent fund so  that the fund 
w ou ld  neve r rece ive a ro y a lty  less than that p rov ided  under ex isting  statutes.

I urge y ou r fa v o rab le  action on this b i ll

Sincerely

G ove rn o r
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CS F O R  (in 207 (F 1N )A M  Q U E S T IO N S  & A N S W E R S

A. Pu rpose

I. What, generally. docs the >ill accomplish?

This legislation amends current law  to give the Comm issioner o f  the Department o f  
Natural Resources (D N R ) authority to grant roya lly  reduction for fie lds that have been 
delineate 1. hut not produced. The current law a llow s the comm issioner to grant royalty reduction 
to pro long Ihc economic life  o f  a fie ld o. to reestablish shut-in production. The b ill requires that 
the applicant make a clear and convincing showing that any reduction meets certain requirements 
and is m the best interests o f  the state. As part o f  the application the comm issioner shall require 
the applicant to provide financial and technical data (which may be kept confidential at the 
request o f  »!(c applicant) to assure that the requirements arc met and that a roya lty reduction is 
warranted. I f  the comm issioner determines that a third-party analysis o f  the submitted data is 
necessary, then he may require that the applicant pay fo r this analysis. This b ill a lso provides 
that i f  relevant factors change in the future, then the comm issioner may raise the royalties that 
were previously reduced. The comm issioner must condition royalties i f  o il price changes.

These reductions may be applied on ly  i f  one o f  the three "trigger events" is met:
• Fields that are delineated, but not previously produced, to a llow  production that 

would not otherwise Ik* econom ica lly feasible.
• O il and gas fie lds whose econom ic life  mas be prolonged in light o f  increasing costs 

in the later stages o f  r.roduction.
• Reestablishing commercial production o l shut-in o il o r gas that would not otherwise 

be econom ically feasible.

Before approving any roya lty reduction, the comm issioner must issue written findings 
assuring compliance with the requirements o f  this section and that the best interests o f  the state 
arc preserved. The legislation a lso  requires the comm issioner to give notice o f  his prelim inary 
findings and determination to the legislature and public, and allow  fo r  comment before adopting 
final findings and determ ination. The current committee substitute a lso states that the 
comm issioner shall o lfe r  to provide the LB& A  committee a review o f  the prelim inary findings 
and determination.

2 W hy is a change in the law necessary '

A change is necessary» *r three reasons. First, a change w ill help to make A laska 
more competitive on a worldw ide basis fo r o il companies’ investment do lla rs. The legislation 
would give the comm issioner greater flex ib ility  than exists under current la *  and authority to 
reduce the royalty rate on fie lds that have been delineated, but have not previously produced o il 
o r gas Second, it would change the econom ic standard fo r a reduction fo r a mature fie ld  to a
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point-forward o r incremental analysis trom a historical investment analysis which is not relevant 
to a decision whether to abandon o r continue producing a Held. Third, it would c la rify  the 
authority to reduce royalty under AS 38 .05 .1 80  ( j )  & (p ).

B . S tand a rd s

I. The "best interest" standard seems vague. Should the legislature define the criteria that must 
Ik  considered in making a best interest decision? Should the legislature maintain the 
requirement in existing law that the comm issioner must find that the "state has obtained the 
maximum economic return that is compatible with a llow ing a reasonable rate o f  return fo r the
lessee"?

Before talking about further defining the best interest standard, there already is a clear 
lim it on the comm issioner’s authority. The current statute permits the comm issioner to grant 
roya lty reduction on ly  ;f one o l two trigger events is met. As discussed above, the legislation 
would add a third trigger event •• a delineated fie ld  that would not otherwise Ik  econom ica lly 
feasible to produce. O n ly  i f  that showing is met. which must be met by clear and convincing 
evidence, is the comm issioner authorized to even consider whether he should grant roya lty re lie f.

I f  the comm issioner makes a finding that one o f  the trigger events has been met. then 
he must decide whether the reduction would *k  in the best interest o f  the state before a reduction 
would Ik  granted. This standard, o r a sim ila r standard, is used throughout the statutes without 
explicit criteria set forth, f o r  example. AS 3 8 .0 5 .180(p ) gives the comm issioner authority to 
unitize o il and gas leases i f  he determines it is necessary to "secure the public interest.”

Importantly. DN R  has already discussed the best interest standard in connection with 
C on iK o ’s roya lty reduction application. In a published decision document, then Comm issioner 
Hcinzc noted that the "public interest finding (docs) not simply weigh cash gains and losses to 
the state government" although he determined that lost revenues to the state government would 
be approximately fou r times greater than the sum o f  additional royalties to the state government. 
Hie comm issioner considered: ( I ) Ihc effect on Ihc total royalties that would Ik  paid; (2 ) the 
additional projected recovery o f  o i l; (3 ) the ab ility o f  the project to render a positive cash flow ; 
(4 ) the desirability o f  encouraging further investment that has a direct benefit to the state; ( 5 )  the 
effect o f  additional production on TA PS throughput; and (6 )  Ihc benefits o f  additional 
employment. At a m inimum , the comm issioner would consider these factors in making any 
decision.

The legislature, o f  course, remains free to put sidewards o r restraints on the 
comm issioner’s discretion, but any sideboard o r restraint could e ffective ly restrain the 
commissioner's ability to craft practical re lie f fo r a given fie ld o r reservoir. The current version 
o f  ihc b ill requires the comm issioner to change the roya lty rate i f  the price o f  o il changes.
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Fina lly . D N R  opposed an amendment to reinstate the "maximum possible economic 
return to the state" standard. DN R  believes that the econom ic standard set forth in Ihe trigger 
events is adequate. M oreover, the maximum econom ic standard is an impossible standard to 
define, let alone meet.

2. W hy docs the legislation change the standard fo r royalty reduction fo r mature producing 
fie lds?

The legislation actually c larifies the confusing o ld  standard o f  reasonable rate o f 
return on total investment. The o ld standard is unworkable fo r fie lds in the later stages o f  
production. For these fie lds, the analysis should lie based on expected future costs and future 
revenues. Past pro fitab ility has little to do with the decision to produce o r abandon a fie ld today 
or tomorrow . Abandonment decisions arc based on a point-forward analysis, not historical 
performance.

3. W hy does the legislation change the standard o f persuasion from  "clear" to "clear and 
convincing"?

The "clear and convincing" standard is a term o f  an in the law which has been defined 
by the courts and has an accepted definition. A "clear" standard has not been so embraced. This 
lead to a dispute between DNR and Conoco A: O xy in their application fo r royalty reduction.
The issue was pending before the superior court, but had not been decided, when the parties 
settled. The change w as made in hopes o f  avoiding litigation.

4. The legislation is non-specific about w hen and how the royalty cou ld increase. Shouldn't it be 
more specific?

This provision is basically the some as existing law. Specifying when and how the 
royalty must increase would take away flex ib ility . Presumably, the comm issioner s decision 
would provide fo r an increase i f  prices increase o r costs decrease. However, under the governor’s 
b ill, there would be flex ib ility  to tailor the terms to the specific facts. Hie comm issioner’s final 
finding or determination would include the terms providing fo r the increase.

5. What docs the term delineated ’ mean? Should the term  be defined in the statute?

DN R  believes that the term "delineated” is a term o f  art in the industry. Its generally
accepted definition is that there is sufficient know ledge o f  the aerial extent, volume, and
productivity o f  the fie ld to allow a lessee to decide whether to proceed with development and
production, including determ ining costs to develop and produce the fie ld . In other words.
delineation is the process by which a resource in a previously discovered accumulation makes the
transition to reserves. Reserves are resources demonstrated with reasonable certamtv to be#
recoverable from  a known accumulation under existing econom ic and operating conditions.



The requisite in form ation varies Irom  Held to fie ld  and no specific test would suffice 
fo r a ll fie lds. The information pertinent to making the decision would include drilled wells, 
seismic data and interpretations, and engineering data on Ihc reservoir’s characteristics, including 
well tlow  test data o f  sufficient duration to provide estimates o f  future development well 
productivity.

D N R  believes that any attempt to specifica lly define "delineated" would like ly  create 
as many problems as it solves.

6. What do the terms "fie ld " and "poo l" mean?

The meaning o f  the term fie ld" was disputed in the Conoco &  O xy application 
process. DN R  defined th'* term to include ail reservoirs o r poo ls underlying the lease o r unit 
area. "P oo l” means an underground reservoir containing a common accumulation o f  o il o r gas. 
Each zone o f  a general structure which is completely separated from  any other zone in the 
structure is covered by the term poo l." The terms "pool" and "fie ld " mean the same thing when 
on ly  one underground reservoir is involved, but "field" - un like "poo l" - may relate to two or 
more pools. To prevent future disputes, and to increase flex ib ility , the b ill references both "fie ld" 
and "pool."

7. Can the royalty reduction apply to a single pool on a given lease, as compared to all 
production from  the lease?

The legislation would give the comm issioner that discretion. I f  there had been 
production from  one pool in a fie ld , but not another poo l, the comm issioner would have authority 
to consider a royalty reduction on ly  fo r some o r a ll o f  the second poo l i f  it had been delineated. 
Future discoveries o r  developments on the lease would not be automatically granted a reduction.

On leases that have been developed, such as the Kuparuk-W cst Sak situation. DN R 
wants the latitude to consider royalty reductions fo r the West Sak reservoir, while retaining the 
orig inal royalty rate for the deeper Kuparuk reservoir.

8. W ou ld  the roya lty reduction be granted fo r the entire fie ld or unit area?

The reduction, i f  granted, would be granted on a lease by lease basis. 'Hie lease or 
unit agreement establishes the roya lty rate, and it is the lease o r unit agreement that needs to be 
amended i f  the royalty rate is to be changed. O f  course, the reduction cou ld apply to a ll leases 
within the unit area.

W ou ld the b ill a llow  the Comm issioner to reduce the royalty rate at the state s largest fie lds, 
including Prudhoe Bay?
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No. The new trigger event in the b ill would not a llow  a roya lty  reduction fo r a field 
like Prudhoc Bay. Both gas and o il have been produced and sold from  that fie ld . Consequently, 
it could not qualify under the new trigger event o f  a delineated, but not produced fie ld . S imply 
put. a reduction is not necessary to get Ihc fie ld developed. At some point in the distant future 
when the field is in steep decline. Prudhoc Bay may become e lig ib le fo r a reduction under one o f 
the other two trigger events contained in the current roya lly  reduction statute.

10. What does the term "reasonable rate o f  return" mean in the current legislation?

DN R  recommends dropping the term. This term led to serious disagreements 
between an applicant and DNR . DNR  felt obliged to adopt an objective standard which cou ld be 
applied consistently regardless o f  the vagaries o f  an individual co- ipany's financial planning 
standards. Recognizing that neither the state's o il and gas leases i >r statutes guaranteed a 
company a specific rate o f return, o r any return at a ll. Comm issioner I lein/.c adopted a standard -  
the return on a 9 0  day Treasury b ill -  which provided a positive real rate o f  return, but did not 
provide an excessive profit at the expense o f  the state's roya lty share. O ther potential rates 
considered by DN R included: 11 > the individual company's cost o f capitol plus a marginal profit; 
(2 )  a public utility type rate ot return: (3 ) the econom ic yardstick used by D O E  to determine i f a 
fie ld is commercia lly developable; i4 )th c  long-term  bond yie ld ; and (5 )  the rate a llowed by DOR 
in determining reasonable shipping rales fo r severance tax purposes. As m ted previously , once a 
fie ld is developed (i.e .. m ajor investments sunk) any revenue in excess o f  operating costs is 
sufficient to keep the fie ld in production.

C . A ppea lab ility  & C on fid en tia lity

1. The non-appealability clause seems unusual. W hy is it in the b ill?

The clause has two purposes: The first is to make clear that the statute docs not 
con fer on  a lessee a right o r entitlement to a roya lty reduction. Even i f  the lessee makes a 
showing that the lessee could not econom ically produce the fie ld , there is no duty on beha lf o f  
the comm issioner to grant royalty re lie f. DN R  makes a business judgment w hether the stale 
would rather have production on a reduced roya lly  basis o r lake back the leases and attempt to 
relet them. M oreover, the commissioner may have to consider other factors, such as the effect on 
the bidding process and on the environment, in determining w hether a roya lty  reduction should 
be granted.

There is some federal law on the subject o l roya lty reductions on federal leases.
Under federal law the Secretary o f  Interior has authoriiv to reduce a lease's roya lty rate under 
certain circumstances. Hut federal law holds that:

(There arc) no circumstances which require B I.M  to reduce royalty . Under
the statute, no entitlement to such a reduction can ever arise. B LM



remains free to accept the econom ic consequences o f  denying royalty 
re lie f, which may vary Irom  ease to e a se .... The discretionary authority 
conferred hy (the federal roya lly  reduction statute) enables BLM  to 
exercise prudent business judgment to accept the alternative that best 
protects the econom ic interest o f  the United States as owner o f  the mineral 
resources.

Peabody Coa l C o .. 93  IB LA  317 . 326 (1 9 8 6 ) (emphasis added).

G iven that there is no entitlement o r no right to a royalty reduction, the second 
purpose is to preclude expensive, time consuming litigation, which can have no basis, by the 
applicant whose application has been denied. The intent o f  the provision is to preclude the 
applicant from  appealing. The courts have rejected an argument that there is a constitutionally 
guaranteed m inimum right o f  jud icia l review where the "administrative activity ...invo lves the 
grant or denial or a privilege which the state government is free to a llow  o r w ithhold in its 
discretion ...." Cooper. State Administrative Law 677  (1 9 6 5 ). The Department o f  Law believes 
that the commissioner's determination regarding a royalty reduction application would fa ll into 
that category and thus the court would like ly  give effect to a provision precluding jud icia l review .

The general ru le, according to P ro fessor Davis, one o f  the foremost authorities on 
adm inistrative law. is that:

| l ] f  a statute unequivocally precludes jud icia l review o f  an agency action, 
and judicial review is sought on any basis other than a claimed violation o f  
a constitutional right, the Court w ill give statute effect ... When the scope 
and effect o f  an explicit statutory lim it on jud ic ia l review is less clear, 
however, and the Court perceives a significant risk o f  unfairness i f  the 
statutory' lim it is given broad effect, the Court sometimes strains to 
interpret the lim it narrow ly.

Davis. Adm inistrative L iw . §17.8 at 155. The court cou ld read into the finality provision an 
implied exception permuting review o f  constitutional questions, questions regarding the 
ju risd iction o f  the agency and the regularity o f  its procedure, questions affecting the existence o f  
property lights, questions invo lv ing bad faith, o r questions regarding fraud. Cooper, supra at 
679 .

The A laska Supreme Court has stated that a "legislative statement o f  finality is one 
which we w ill honor to the extent that it accords with constitutional guarantees." K  & L 
D istributors. Inc v. M inkow sk i. 4 8 6  P .2d 351 . 357 (A laska 1971). It is like ly  that the court w ill 
attempt to whittle down any finality language to si/c to lit the court’s sense o f  fundamental 
fairness. In other words, a statement o f  fina lity w ill not prevent the court from  reviewing the 
decision to assure compliance with the due process clause under the A laska constitution. 
Nevertheless, a fina lity provision w ill mean that any review o f  a roya lty reduction decision w ill
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be much more lim ited than the broad review o f an agency decision required by the A laska 
Administrative Procedure Act. For example, the court would not review each factual finding to 
see that it is correct, o r even that it is supported by substantial evidence. The court would on ly  
exam ine the commissioner's decision to determine whether it has "passed beyond the lowest lim it 
o f  the permitted zone o f  reasonableness to become capricious, arbitrary o r confiscatory." Id. at 
358 . G iven this, we believe that it is less like ly  that a disgruntled lessee would appeal and. 
therefore, more like ly  needless court expense would be saved.

2. Should the commissioner's decision be subject to legislative review?

The administration docs not object to some type o f  legislative oversight. The 
administration believes that the legislature could request a briefing even without a specific 
provision in the b ill. The administration notes that at least one company has opposed a proposed 
amendment which would have provided fo r a confidential briefing by the comm issioner o f  the 
legislature.

3. W hy does the b ill contain confidentiality provisions?

The confidentiality provision in the b ill is no d ifferent than existing law. The purpose 
o f  this provision is to protect a company's competitiveness relative to other companies. 
Obviously , a company which has spent m illions o f  do lla rs to acquire geological, geophysical, and 
engineering in formation regarding a potential o il fie ld docs not want that information revealed to 
other companies. Furthermore, releasing financial in formation about the company would reveal 
the company’s underlying econom ic philosophy regarding exp loration and development and, 
thus, disadvantage the company with respect to its competitors. The confidentiality provision 
actually promotes the disclosure o f  complete and frank in form ation to the state. G iven industry's 
testimony at the hearings, it is like ly  that without a confidentiality provision fo r new fie lds, no 
company would apply fo r royalty re lie f and the benefits o f  the b ill would be lost. Nevertheless, 
the b ill a llow s the company to disclose its information to the public i f  it desires.

I ) .  M isce llaneous

I. W hy docs the legislation delete the provision in fo rm er law that the comm issioner s'tall adopt 
regulations?

Such a provision is unnecessary and would delay the implementation o f  any new 
program. Under current law. the comm issioner already has the authority to adept regulations 
necessary to earn' out the purposes o f  the A laska Land Act. AS 38 .05 .020 (b )( 1). There arc 
already existing regulations which define the procedure fo r submitting an application tor 
reduction under AS 3 8 .0 5 . l8 ( ) ( j ) .  11 AAC 83 .185 . DN R  would plan to amend those regulations 
to deal with the proposed changes in the statute. D N R . however, docs not want to ho required to

7



implement regulations because that could delay implementation o f  any new statutory changes. 
The current law allows the comm issioner to adopt regulations i f  needed.

2. D o  you have any concerns that the legislation w ill undermine the competitive bidding 
process?

The comm issioner w ill have to consider this issue in determ ining whether a reduction 
is in the state's best interest. Certainly, i f  the royalty rate is the hid variable this is a very real 
concern. In general, the c loser the reductions to the time o f  the bid. the greater the concern. That 
is one o f  the reasons why the form er law provided fo r a two year production requirement. That 
requirement, however, proved unworkable and the legislature dispensed with that requirement in 
1990 to a llow  the commissioner more flexib ility .

The proposed amendment tries to balance the need to protect the bidding process with 
the need to get marginal fie lds timely developed. For example, a reduction cannot take place 
until the lessee at least does delineation work. In other words, the comm issioner could not grant 
a reduction the day after the lease sale. More importantly, the comm issioner cannot grant a 
reduction unless the lessee makes a clear and convincing showing that absent re lie f the field 
would not otherwise be econom ically feasible. In making that determ ination and deciding 
whether granting re lie f would he m the state's best interest, the comm issioner w ill have to 
examine whether other potential lessees would develop o r produce the fie ld  without royalty 
relie f.

The A laska Supreme Court has recognized a competitively bid government contract 
can be amended under certain circumstances without jeopardizing the competitive bid process. 
Kenai Lumber C o .. Inc. v. Ix ’ Resche. 64b  P.2d 215, 220 -22  (A laska 1982). Importantly, every 
state o il and gas lease contains a roya lly  reduction so a ll competitive bidders were on notice that 
the roya lty could be reduced under appropriate conditions.

4. Is it legally required that the permanent fund be held harm less?

Probab ly not. but a concern has been raised. A rticle IX . Section 15, provides that:
At least twenty-five percent o f  a ll m ineral lease rentals, royalties, roya lty  sale proceeds ... 

received by the sta te shall he placed in a permanent fund." The Department o f  Law believes 
that the most like ly  interpretation o f  the constitutional provision is the permanent fund gets 25CI- 
o f  whatever the state gets and i f  the suite gets a lesser o r greater roya lty fo r that matter, the 
permanent fund gets 2 5 fr  o f  that amount.

An argument can be made that the provision means the permanent fund gets 2 5 ^  o f  
the orig inal royalty rate specified in the lease and the legislature o r the comm issioner cannot 
change the amount, at least for the permanent fund. The Department o f  Law does not believe 
that such an argument would be persuasive to u court. There have been statutory and lease 
provisions providing fo r royalty reduction in one form  o r another since statehood. These
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provisions were in effect at the time the permanent fund provision took effect and no special 
provision was enacted to keep the permanent fund whole in that instance. Consequently, we 
believe the permanent fund takes its 25%  share subject to the possib ility lhal the roya lly  share 
may be reduced. In short, the permanent fund gets at least 25%  o f whatever the state receives.

A good example would be the administration o f  the fo rm er royalty reduction statute 
(which still applies today on some o f  the o lde r leases). That statute provides tor reduction o f  the 
roya lty  rate to 5%  on a lease where a discovery is made. In that ease, the permanent fund has not 
been held harmless o r kept whole. The permanent fund gets 25%  o f the reduced rate, no more o r 
no less.

The current committee substitute deletes the permanent fund hold harm less provisions 
which were in the b ill as orig ina lly  introduced. Regardless o f  whether the b ill contains hold 
harm less provisions, the administration supports a tloo r fo r  any reduction that does not exceed 
75%  o f  the applicable royalty rate.
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The Honorable Carl Mooes House of RepresentatlveoState (laplfni
Juneau. AK 00801-1183

Dear Representative Mosca:
The Department of Commerce and Economic Dcvelopm-mt strongly supports your efforts to harmonize State and federal seafood safety regulations In your proposed 
House Bill 206.
This legislation seeks to hove State regulations mirror new fe d c ra lly -m a n d A le d  seafood inspection regulations as well as international regulations. This will improve the ability of tbs Alaska seafood industry to successfully compete In the domestic and 
international marketplace.
The bill requires that Alaska seafood Inspection regulations be consistent with the Hazard A n a ly s is  at Critical Control Points (HAACP) Inspection regulations recently 
promulgated by FDA. HAACP regulations were developed by FDA to standardize and Improve seafood safety regulations. Similar regulate y  development has occurred In the EU. By harmonizing Alaska seafood safety regulations with those in the global marketplace. Alaska seafood processors can better market products across state lines and international boundaries.
please coll un this office for any further assistance we can offer In support of this 
proposed legislation.

Sincerely. y

Donna Parker Fisheries Specialist

Doportmont Position
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M a r c h  21, 1995

BX  FAX COMMUNICATION TO :
C h o r y l  Sutton, Staff Fishorlea Specialist 
O f f i c e  of R e p r e s e n t a t i v e  Carl K. Moaoo 
Fax No. 907-465-3445

D a a r  Mo. Sutton,

W e  are w r i t i n g  to express our strong support for H o use 3111 No. 208, 
n o w  b e f o r e  the S t a t e  of Alaska Legislature, House of R e p r e s e n t a t i v e s .

W e  feel that this B i l l  is of vital Importance to the seafood 
i n d u n t r y , n o t  o n l y  to  protect its integrity, but al s o  to  ensure that 
on l y  the safest products produced by the Alaska s e a food industry are 
o f f e r e d  for sale to tho public. It is important that future q u a l i t y  
a s s u r a n c e  p rograms followed by  the Alaska seafood i n d u s t r y  be 
c o n s i s t e n t  with, the Hazard Analysis Critical C o n trol Points (HACCP) 
r e g u l a t i o n s - b e i n g  proponed by  the federal Food and Dr u g  
A d m i nistration. H ouse Bill No. 208 accomplishes this objoctive.

Sincerely, 
UNIS

Joe Frazil 
Director of Q u a l i t y  seurance

cc: M r . R i c k  L a u b e r , Pacific Seafood Processors A s s n . - J u n e a u
Mr. Roger DeCaap, Nation Food Proceeoors A e e n . - S e a t t l e  

~  ’ Mr. L. John lanl-UhiSaa

**- i.- *’ 1'• *w . •*
.* » ' / •  • • ., * * . •, 

< n jw » *  me.
-I A - fd iJU  • r  '-lHOO Mw»w* to e  Brm . PQ. »9«rVt». p*r»*cny HCTMTl* 30*5 W M tri W  CK45 J*J-' HO
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Dutch Harbor Seafoods, Ltd.
15110 N orthoetf 90th St root ^
P .O . Qck 97049 -
Redmond, W whington 98073-9740 
(2 00 ) 881-8181 FAX (20b ) 882-1680

M a r c h  22. 1995

BY F A X  C O M M U N I C A T I O N  TO«

Cheryl Sutton, S taff Flsharies Specialist 
O f f i c e  of Representative Carl Z. Moses 
F ax No. 907-465-3445

D e a r  Me. Sutton.

On b e h a l f  of Dutch Harbor S e a f o o d s , Ltd.. I vant to express our full 
s u p port for House Bill No. 208, vhich has been introduced in the ■ 
3tate of Alaska House of Representatives.

I feel that this Bill is extronely important to the seafood 
industry. The pu b l i c  d e m a n d s , and deserves, assurance that safe 
s e a food products will ba the onl7 products coming from our industry. 
H o u s e  Bill No. 208 ensures that all processors, large and small, will 
implensant q u a l i t y  control/quality assurance programs that m e e t  this 
demand. It is equally important that futuro quality assurance 
p r o g r a m s  folloved by the Alaska seafood industry be c o n s i s t e n t  with 
the Ha z a r d  Analysis Critical Control Points (HACG?) regulations b e i n g  
p r o p o s e d  b y  the federal Food and Drug Administration. House 3 1 1 1  No. 
208 accomplishes this objective as sell.

Sincerely,

Richard C. White 
President

ce: Mr. R i c k  Lauber, Pacific Seafood Processors A s s n . - J u n e a u
Mr. R o g e r  DeCamp, Nation Food Processors As s n . - S e a t t l e  
Mr. L. John Iani-UnlSea

_ %

TUTfiL P . J 2
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P R O D U C E R ® ,  P R O C E S S O R S  A  M A R K K T R R ®  O P  P R E M I U M  Q U A L I T Y  S E A F O O D ®

SEAFOOD PRODUCERS C O LD  STORAGE , INC.

DATB: 3/22/95

TO: Carl Mosea, R epresentative

A T T K :

F R O M i  T i n  N o r t h r o p ,  P l a n t  M a n a g e r

MESSAGE: R e p r e s e n t a t i v e  Moaao,

We support Houuo Bill 208. It la important to ua th a t  w e  

not have to react to two d i f f e r e n t  ooto of r e g u l a t i o n s  c o v e r i n g  

the some sit u a t i o n * i n  our industry, if y o u  riuod a n y t h i n g  from 

us, please c o n t a c t  ua.

OfPICI: 2078 ROEDER AVTL • IWLLJNQMAM, WA  98210 
PHONI P0t) 71*0130 • PAX POP) 73*0013

PLANT: 007 KATUAN • SITKA. ALASKA W «
PHONE(W7)747 Mil • PAX(907)7*7-3200
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March 21, 1995
' 1A  PAX

The Honorable Carl Moses 
Alaska House o f Representatives 
Capital Building, Room 204 
Juneau, Alaska

Re: HQUSEJBILL 2.Q8
Dear Representative Moses:

Please be advised that Ocean Beauty Seafoods, Inc. supports your bill requesting a 
change in the current ADEC statutes to incorporate the Food and Drug 
Administration's “ Seafood Safety”  HACCP proposal.

You and your fellow representatives should be commended for your efforts to 
harmonize the regulations that affect Alaska's seafood products on an international, 
national, and state level. Your efforts in HB 208 will allow for a safe food product 
produced in Alaska to compete in all markets.

Very truly yours,

OCEAN BEAUTY SEAFOODS, INC.

and Government Relations

JY:mai

cc: William Terhir, Executive V J\ Sl C.O.O,

noow.EWN0 5T *pa«ca7w»*ta«m£.y»*s4i^OTC5NineT • posjzjwmq • mjc act)



Regional Special ties Select Provisions

Eyak Packing Company
Cannery Direct Mail O rder .  , QQr

Sm oked & Canned Alaska Sa lm on o f Finest Quality MAR o I  laSD

^ f o /

c  s t r n  feV .v*W «J) i*> —

Vĵ .̂ 0.0 *, \oo  f\LAS\<n*J <bvov3«Ji h>*<Q O * .
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P.O. Box 1131 • Cordova, Alaska 99574 • 800.424-5399 • 907^4-3300 • Fox: 907^24-5303
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32 9  3 3 3  ra d ia n  Street 3ltka, Alaska 9 9 6 3 8

3/22/95

«
R e p r e s e n t a t i v e  Ca r l  E. Moaaa 
A l a a k a  State Legislefcure

Dear Carli

Oo f o r t u n a t e l y  f w e  w i l l  b« unable to attaad or partake in the 
t e l e c o n f e r e n c e  h o a ring today. The S i tka S o u n d  Seine S a c  Roe 
B a r r i n g  F i s h e r y  i a  r a p idly approaching.

We  do however, w a n t  to go on record and state that S i t k a  S o u n d  
Seafoods, Inc. bo t h  endorses and supports House Bill Bo. 208. 
Pl e a s e  c o n t a c t  us if yon need any a d d i tional support in w r i t i n g .

Sinoerely,

t arold K. T h o m p s o n  
President, SSS

G a i l  B . S t r o m n o
SSS Government Compliance

(9071 747-0662 7UOXX (9(77) 747-Kine
Tsia. 000-48-391 8881X7000 5X 1 _____

® £3T" nu Q N  AND fBCZXM 1A1WOM. 000. 8LXCX OOD. HAUMTT, WOCX TtSt, OLAM. KBUtNC

TCTPL P.01
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( j f a j f l l
Q o a J T o o d  o o m p a n y

<20 .MARINE WAY • P.O. OOX 1637 
KODIAK, ALASKA 99615 
TELEPHONE; mn <86-5799 
FACSIMILE. (907) <06-4079

March 22, 1995

Cheryl Sutton c/o Carl Moses 
House of Representatives, Alaska State Legislature 
State Capitol 
Juneau AK 99801-1182

Re: H8 208

Dear Ms. Sutton:

I would like you to know that East Point Seafoods fully supports the above- 
mentioned bill.

It will allow the seafood processors of Alaska to operate under one set of rules 
that will Insure all seafood produced within the state will be safe and wholesome.

Sincerely

Charles L. Jensen **•
Manager, Gov't RelatJons/Quallty Assurance

r*dax» o f txm Polni CmtxU Pacific 3tmmp, Trail ric flc  O p tm , 
AUttun Salmon. HilOiui and rmam KLvf, Snow, and Duodena* Crab
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Ocean Beauty Seafoods, Inc.
ST. ELIAS DIVISION

PO  BOX 548 • CORDOVA, ALASKA 99574 • (907) 424-7171 . FAX (907) 424-5514 
PO  BOX 70739 • SEATTLE. WASHINGTON 98107 • (206) 285-6800 • FAX (206) 281-0820

M a r c h  30. 1 9 9 5

R e p r e s e n t a t i v e  lari M o s e s  

■ S t a n *  C a p i t o l  
Juneau. A l a s k a

30.0 0 2. -'-132

Rep. C a r l  M o s e s :

T h i s  l e t t e r  i s  an a c k n o v  1 ecgne.n t of s u p p o r t  uf 3. 2 0 8  as it i s

c u r r e n t l y  w r i tt en . ~ h i s  S i l l  w i l l  Or i.ig H A C 2 ?  r e g u l a t i o n s  in 

l i n e  f o r  A. 3. S. Z. , ?. 0. A. , and t.oe 2. J. . It -3 g c o d  to 3e.- t h e  

s t a t e  r e c o g n i s e  t h e  n e e c s  f o r  n c r e  3i n p l e .  r a t h e r  t h a n  t o r e  

c o m p l e x  r e g u l a t i o n s .  T h i s  w i l l  he - p  in k e e p i n g  c o s t s  down, l e a d  
to l e s s  d u p l i c a t i o n  of e f f o r t ,  a n d  e n s u r e  t h a t  p r o d u c t  w i l l  n e t  

o e  r e j e c t e d  o a s e d  on t e e n n i r a l i t i e s .  T h i 3  3 l 11 h a s  v i o e  s u p p o r t  

f r o m  t h e  i n d u s t r y .

'Map S y m m o n d s

C B S T - S t .  Z l i  as D i v i s i o n

R e n  R o e m n i - d t

!lcrth °ai:ific P r o c e s s o r s

Bi l l  S l i d e r t
T i l v e r l i n i n g  S e a f o o d s

S y l v i a  l . m g e  

Tanner*/ a o w

G e r a l d  M a s o l i n i  

Z y a k  P a c k i n g

R o g e r  S t i l e s
G r e a t  P a c i f i c  S e a f o o d s
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KODIAK FISH COMPANY
I'/V  A llliu ic r F /V  P rov id e r 

P. Q. Box 469 
KodUL. AUmLi 996)5-0469

April 23, 1995

The Honorable Loren Leman 
Chairman
Senate Resources Committee 
Alaska State Legislature

Subject: HB 208 - Relating to plans o f  operaiion for seafood processing facilities.

Dear Senator Leman:

I wish to urge the Senate Resources com rrifee to expedite passage o f  this bill. Its 
purpose is to climinato duplication o f  rulemaking between the State o f  Alaska and the 
Food and Drug Administration - both sets o f rules arc designed to produce the same 
result Without this bill, all seafood processing businesses in the State - Licludlng small 
ones such as ours - will be faced with development o f  two different ami highly complex 
plans. By placing HACCP regulations in State regulation, everyone's job  is aised State 
and federal regulators arc using the same standard, industry has a ainglc set o f  regulations 
and is producing one plan. In addition, HACCP regulations being finalized by FDA  have 
undergone an exhaustive period o f  public comment, agency review and industry scrutiny.

HB 208 may be the only piece o f  legislation dealt with this session which is a no brainer.
It costs nothing, saves industry money and results in no loss o f  consumer protection. It 
has received wide support from all segments o f  the industry and is also supported by the 
Department o f  Environmental Conservation.

Thank you fo r the opportunity to comment. I wished to testify at tomorrow's hearing but 
have a prior commitment. 1 hope these rcmarka which I am fixing to your office will be 
received and reviewed in a timely manner

Sincerely,

TERESSA  M. KANDTAN1S 
Vico President

P IIO txL 907-486-6 .>01 
PAX <y>?-466-?6«7



DIVISION OF LEGAL SERVICES

LEGISLATIVE AFFAIRS AGENCY 
STATE OF ALASKAr907) 465-J36'or 465-2450 

FAX 1907) 465-2029 
Moil Stop SI01 ISO Seward Street. Suite 409 Juneau. Alaska 99301-210S

M - E V L Q .R A N .p r .M February 15, 1995

S U B JE C T : Summary o f  certain statues relating :o  :hc wholcsomeness o f  food 
products (W o rk  O rder N o. ? -L SO l58 \C )

T O : Representative Carl M oses 
Attn: Cher/I Sutton

F R O M : George L'termohl 
Legislative Couns

This memorandum summarizes certain statutes governing the wholesomeness o f  food 
products.

A S D 3 .0 5 .0 11 sets out the authority o f  the comm issioner o f  environmental conservation to 
issue orders, regulations, permits, quarantines, ana embargoes relating to labeling o f  meat, 
sea food , and poultry; examination and inspection o f  meat, dsn, and pou ltry  advertised fo r 
sale, enforcement o f  quality assur ance plans; inspection fo r pests and infested food  products: 
coopera tion  with federal and state agencies; regulation o f  dir farm ing; and monitoring o f  
aquatic farms and aquatic farm products.

AS 93 .05 .020 sets out the duties o f  the commissioner o f  environmental conservation in regard 
to inspecnon o f  food animals, dsn, and pouitry, prohibiting the transportation and saic o f  fo od  
produos that do not meet state standards: regulating the labeling and production o f  miik and 
miik products; esiabiismng an inspection program fo r reindeer, designating points o f  entry fo r 
livestock and poultry into the state; and establishing a scheduie o f  fees fo r  services provided 
by the state veterinarian.

AS 03 .05 .925  provides mat a person may not ooerate a seafood processing establishment o r 
vessel without a seafood processing permit and an approved plan o f  operation.

A S 0 3 .0 5 .9 2 6  provides that the .Alaska Seafood Marketing Institute may design an 
’ inspection ' seal mri a "premium quality1' seal. The commissioner o f  environmental 
conservation shall authorize the use o f  the seals by seafood processors who meet 
requirements established by the commissioner.

AS 03.Q5.Q35 prohibits the mislabeiing o f  frozen foods. Meat, ash, o r  pou ltry  that have been 
tb zen  must be labeled as frozen food and may not be sold o r  reorcscntcd as mesh food. The 
commissioner o f  environmental conservation shall adopt regulations fo r  the labeling o f  frozen



Representative Carl Moses 
February 15, 1995 
Page 2

meat, dsn, and poultry and for the inspection o f  meat. fish, and pou ltry  to determine whether 
they had been frozen.

AS 03 ,05 .040 provides that the comm issioner o f  natural resources and the commissioner o f  
environmental conservation may, as appropriate, enter a storehouse, warehouse, cold storage 
plant, packing house, slaughterhouse, retail store, o r other place to inspect agricultural, 
fisheries, o r  aquatic farm products.

AS 03 .0 5 .0 5 0  provides that the comm issioner o f  natural resources o r  the commissioner o f  
environmental conservation, as appropriate, may declare an agricultural o r tisnenes product 
that violates provisions o f  AS 03 .05 , o r regulations adopted under AS 0 3 .0 5 , to be a public 
nuisance injurious to the pub':c interest. Such products may not be moved and arc subject 
to the directions o f  the appr pnatc commissioner.

AS 03 .1 )5 .090 provides that a person who vio lates AS 03 .05  o r  a regulation, order, 
quarantine, o r pe.mit issued under AS 03 .05  is guilty o f  a class A  misdemeanor

AS r. 20.021) estabiisncs what is adulterated food .

AS r . 2 0 .0 40  establishes when food  is m isiabded.

AS 1~’ .20 .ii50  provides that the comm issioner o f  environmental conservation may issue 
permits governing the manufacture, processing, o r packing o f  a class o f  food , i f  such pertr-ts 
arc necessary to protect the public hcaith from  food  contaminated with m icroorganisms that 
cannot be idemtried as a dangerous food  product aider the product enters commerce.

AS 1“  2 0 .0 6 0  provides that the commissioner o f  environmental conservation may suspend 
a permit issued under AS 17 2 0 .0 50 , i f  the comm issioner tinds that the terms o f  the permit 
arc bemg violated. The commissioner may reinstate the permit i f  the terms o f  the permit have 
been saushed.

AS 1 " .2 0 .0 "0  provides that the comm issioner o f  environmental conservation may inspect a 
factory o r estaoiishmcnt that holds a permit under AS 17 20 .050 .

A S  1**,20.180 provides that the Department o f  Environmental Conservation and the 
Department o fHeaith and Social Services maj adopt regulations as nccessaiy to enforce the 
.Alaska Food , D rug and Cosmetic Act (A S  17 2 0 ).

A S r , 20 ,200  provides that the commissioner o f  environmental conservation shall have free 
access to a factory, warehouse, o r establishment where foods are manufactured, processed, 
packed, o r held ’ o r introduction into commerce in o rde r to inspect the facility fo r  compliance 
with .\S  17 20  and to collect samples fo r examination.



Representative Carl Moses 
February 15, 1995 
Page 3

A S 17 .20 ,2 30  provides that the commissioner o f  environmental conservation may place an 
em bargo on food that the commissioner has probable cause to believe is adulterated o r so 
misbranded as to be fraudulent o r  dangerous.

AS 1” .2 0 .2 4 0  provides that the commissioner o f  environmental conservation shall petition 
the superior court fo r  a libel fo r condemnation o f  food  embargoed under AS 17 20 .230 .

AS 17 .20 .250 provides that the commissioner o f  environmental conservation shall destroy an 
embargoed food product a fie r the superior court enters a decree under AS 17 20 .240 .

AS 1 " 2 0 .2 6 0  provides that food subject :o  an embargo and to a decree o f  the superior court 
may be returned :o  a person fo r relabeling o r turther processing i f  the adulteration o r the 
mislabeling can be cured by relabeling or turther processing. The person who claims the food  
fo r rclaoeiing o r tiinhcr processing shall pay the costs o f  the commissioner o f  environmental 
conservation to supervise the relabeling o r  turther processing and shall post sufficient bond 
tc assure that the food  is brought into compliance with AS 17 20.

AS P  2 0 .2 7 0  provides that commissioner o f  environmental conservation shall immediately 
destroy, condemn, o r render unsalable as human food any meat, seafood, poultry, vegetable, 
fru it, o r other penshabie article in any room , building, vehicle, o r other strucoire that is 
unsound o r contains a filthy, decomposed, o r puma substance o r a substance t.iat may be 
poisonous o r  hazardous to the public health.

A S I " . 2 0 .2 8 0  provides that the commissioner o f  environmental conservation may apply to 
the superior court fo r an injunction to prevent certain acts prohibited under AS 17 20 .290 .

AS 44 .46 .0 20  sets out the duues o f  the Department o f  Environmental Conservation including 
the adoption o f  regulations fo r the prevention and con tro l o f  public nuisances, regulation o f  
sanitation and sanitary pr miccs in the interes f  public heaith, and standards o f  cleanliness 
and sanitation in connection with the construe m, operation, and maintenance o f  a camp, 
cannery, fo od  handling establishment, fo od  manufacturing establishment, and other 
establishments where lack o f  sanitation may create a condition that causes disease.

A S 46 ,03 .1 00  - i6 .0 3 .1 2 0  provides fo r the issuance, modification, o r termination o f  a permit 
fo r  the disposal o f  waste material o r waste water.

I f  I  may be o f  fu rther assistance, please advise.

G U .g ic  
95*145  glc
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LEGISLATIVE AFFAIRS AGENCY 
STATE OF ALASKA

DIVISION OF LEGAL SERVICES

130 Seward Street. Suite 409 Juneau. Alaska 99801-2105

M E M O  R A N P l M April 6, 1995

S U B JE C T : Sectional Summary o fC S H B  2 0 8 (F SH ); An Act relating to seafood
processing permits and hazard analysis critical contro l point plans; and 
relating to seafood processing plans o f  operation and quality assurance 
plans.

T O : Representative Carl Moses
Attn: Cheryl Sutton

F R O M : George Utcrmohl
Legislative Couns'esel

Th is memorandum is a sectional summary o fC S H B  2 0 8 (F SH ), an Act relating to seafood 
processing permits and hazard analysis critical contro l point plans, and relating to seafood 
processing plans o f  operation and quality assurance plans

As a prelim inary matter, note that a sectional summary o f  a bill is not an authoritative 
interpretation o f  the bill. The bill itse lf is the best statement o f  its contents.

Section 1 o f  the bill amends AS 03 0 5 .0 1 1 (a )(8 ) to a llow  the commissioner o f  environmental 
conservation to enforce hazard analysis critical contro l point programs fo r  seafood 
processing.

Sec tion  2 o f  the bill amends AS 03 .25 0 2 5 (a ) to eliminate the requirement that a seafood 
processing plan o f  operation be incorporated into the seafood processing permit and be 
renewed annually.

Section 3 o f  the Fii’ repeals ?nd reenacts AS 03 .05  0 2 5 (b ) in o rder to provide that a scalood 
processing establishment o r  vessel must have a plan o f  operation that lias been approved by 
the Department o f  Environmental Conservation, unless the establishment o r  vessel is engaged 
in the production o f  a fresh o r frozen seafood product. Once the plan o f  operation is 
app roved by the department, the plan does not need to be reviewed again until there is a 
change in the operation o f  the establishment o r vessel o r the product produced o r the process 
conducted at the establishment o r vessel that necessitates a change in the plan.

Sectional Analysis



Representative Carl Moses 
April 6, 1995 
Page 2

Section 4 o f  the bill repeals and reenacts AS 03 05 0 2 5 (b ) in o rder to provide that a seafood 
processing establishment o r vessel must have an written hazard analysis critical contro l point 
contro l plan

Section 5 o f  the bill grants a temporary exemption from  the provisions added by sees. 2 and 
3 o f  this bill in order to provide a smooth transition fo r the implementation o f  this bill

Section 6 o f  the bill provides that secs. I and 4 o f  the bill take effect on the effective date o f  
regulations adopted by the federal Food and L iu g  Administration that establish procedures 
fo r processing o f  fish and fishery products in accordance with hazard analysis critical contro l 
point principles.

GU .Im b :k lb  
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House Bill 208

Sonato Rosourcos • April 24, 1995

Mr. Chairman and members of ihe committee, my name is Cheryl 
Sutton, aide to Representatrve Carl Moses and I will be testifying on his be1 alf 
today

House Bill 208 seeks to harmonize the state regulations for plans of 
operation of seafood processing facilities with federally mandated FDA 
regulations. The new program involves state-of-the-art inspection technology 
called Hazard Analysis Cntical Control Point or HACCP The HACCP program 
was first developed by Pillsbury for use by the NASA space program. At 
present, FDA is moving forward in consultation with tho seafood industry in 
their rule-making process

HACCP takes a proac.ive approach to food safety by adopting preventive 
measures to avoid food safety hazards The program establishes critical 
control points throughout the process whore a hazard could occur It then 
monitors these control points to provide for safe product development Other 
systems respond after the fact They generally examine or tost product after 
they are finished It becomes much more difficult to correct a problem after the 
fact rather than by monitoring the process through each control pemt and 
responding to make corrections before the product is comple.od

. ft:*-- ».. . rr>» • H.C’ " o r  -<a n • ««r*4 WCX.I"
U W  K  • V 4 V > I  • • tOj*" • II 1 C A O  • </>*«>• •



House Bill 208 will replace the current plan of operation required by DEC 
with a HACCP plan which will mirror the federal rula. The current requirements 
for a plan of operation will remain in place until the federal rule is adopted. In 
addition to providing a better program for food safety, the HACCP program will 
provide a single standard utilized worldwide for commerce.

House Bill 208 is supported by the Alaska seafood industry and the 
Department of Environmental Conservation. It has a zero fiscal note.

Janice Adair, DEC Director of Environmental Health, is on line in 
Anchorage. Also. Kit Ballentme, Program Coordinator for Environmental Health 
is here in Juneau. In addition, we have several seafood industry members who 
would like to lend their support to the bill.

I have been contacted by seafood industry folks ranging from fishermen 
to moms and pops to large processors of Alaska seafood and have had 
unanimous support for this bill. Representative Moses would respectfully 
request your support and passage from committee This bill provides a 
forwaid look for the seafood industry and the state. It will improve the quality of 
seafood safoty m production resulting m safe Alaska seafood products in the 
world market. Thank you


