IN THEZ SUPERIOR COURT FOR THE STATE OF ALASKA

1
2 FIRST JUDICIAL DISTRICT AT JUNEAU
3 |[STATE OF ALASKA, et al., )
)
4 Plaintiffs, )
)
5 vs. )
‘ )
8 ||AMERADA HESS, et al., }
)
7 Defendants. )
)
B [JARCTIC SLOPE REGICNAL CORP. )
)
9 Amicus Curiae. )
) Civil Action No. 77-847
10
1L MEMORANDUM OF DECISION AND ORDER
12 Refore the Court for determination at this time are Plain-
13 |[tiffs' Motion For Summazy Juégment and Cross—Motion For Partial
14 ||Summary Judgment and Defendants’ Cross-Motion For Partial Summa:
15 |[Judgment on certain issues concerning royalty payments to be mat
16 ||[to the State of Alaska on oil and gas leases.
17 It is Plaintiffs' contention that Alaska Constitution, Art.
18 |lcle VIII, Sections 2 and 12, AS 3B.05.180(a) and 31.03.110(h)
19 |prohibit Defendants from deducting from royalty payments any
20 |jcosts of "producing" gas and oil or, stated differently, any
21 (lcosts that arise prior to the gas or oil entering the Lease
22 |lAutomatic Transfer Meter (LACT Meter) where custedéy is trans-
23 |Iferred to the Trans-Alaska Pipeline System (TAPS). Plaintiffs'
24 |lprinciple reliance is on AS 3B.05.180(a) which reads in pertinel
25 |[part as follows:
23 ..and the additional lands shall be leased to the highest|
responsible gualified bidder by competitive bidding under
27 general regulations...upon the payment by the lessee of stl
bonus as may bDe accepted by the commissioner and of such |
28 royalty as may be fixed in the lease which shall not pe
less than 12-1/2 | per co nt in amount or wvaiue of the he produc
SGI_005472 23 removed or sold from t-e lease. (cmphasSis added.)
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upon the lessee to "produce" the o0il and gas prior to computins\l

royalty obligaﬁions. It is their contention that "production®




1 |lcannot be said to have occurred until the oil and gGas is in
2 ||marketable form, which is at the LACT meter, or with respect ¢
5 |lgas, the LACT meter's equivalent. Further, the term "producti
4 |\must be so interpreted because it is mandated by the Alaska
5 ||Constitution which provides that the legislature, and not an
8 )|administrative agency, is to set the terms of o0il and gas leas
7 ||in such a manner as to provide the maximum benefit to the cici
8 |of the State. Alaska Constitution, Article VIII, Sections 2 a
9 ([12.
10 ﬂl.)-éfen.da‘n'ts cé:ntandm‘t-ha;t the legislature delegated the
11l ||authority to determine the method of vazluing ‘royaltv payments
12 ((the Commissioner of Natural Resources and that such authority
13 ||exercised when the leases for Prudhoe-Bay were Issued to
14 ||Defendants. Those leases contain language that royaltv valuat
15 |[[occurs "at the well" when rovalty is taken "in wvalue”" by the
16 ||State. Defendants interpret "2t +the well” to mean some point
17 |lthe field before the LACT meter and before certain tresatment ¢
18 ||nave been incurred. - The net efiect of valuation at this earli
18 |ipoint would be to allow Defendants to deduct the above-mention
20 |costs prior to determining rovalty payments. Deifendants furth
21 llcontend that the lease provision controls when the State takes
22 (lits royalty "in kind." That provision specifically allows a’
23 |deduction for "cleaning and dehydrating" oil and gas prior to
24 ||computing royalty.
25 | Chronologically, this litigation was commenced on Septemb
26 ||1977, when the State filed a Complaint For Declaratory Judgmen
27 ||as to the basis for determining the State's royalty interest i
28 [gil. 2 Cconsolidated Anﬁwer was filed by lessee Defandants on

SGI_005473 259 loctober 13, 1977, with demand for a jury trial.
'E}(I-%'lﬂBiT 41 20 —eﬂmmﬁ&%e—sﬁ%eﬂ}eé—wended—eomphﬁt
- 31 |lseeking determination as to whether AS 31.05.110(h) and (i)
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results in giving the State a royalty of one—eighth of unit pc
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duction free and clear of unit expense. An Answer was filed oﬂ
November 18, 1977.

On November £, 1977, Plaintiffs filed a Motion Tor Summary|
Judgment on Count I of the Amended Complaint seeking judgmenz
that AS 3B.05.180(a), AS 31.05.110(h) and (i), and the Alaska
Constitution, Article VIII, Secticns 2 and 12 require thaz the
State's royalties be computed on. the basis of values at +he LAC
meter where the product is transfierred to TAPS.

On March 1, 1978, Defendants filed a Memorandum In Opposit
To Plaintiffs' Motion .For Summary Judgment and Cross-Motien For
Partial Summary Judgment, broadening the issuie to include cas al
well as oil royalties and seeking an interrretation ol the stat
when royal<y is taken "“in kind" as well as "in value." On Mayl
1978, Plaintiffs filed their Cross-Motion For Partial Summary
Judgment responding to Defendants' additicnal issues on royalty
taken "in kind" and on royalty gés.

On July 2, 1978, Brief Amicus Curiaes for Arctic Slope
Regional Corporation in Support of the State of Alaska's Motion
Tor Summary Judgment and in Opposition to Defendants' Motion Fo
Partial Summary Judgment was filed.

On August 31, 197B, Defendants filed their Reply Memorzndn

To State's Opposition To Defendants' Cross-Motion For Partizl

Summary Judgment, To State's Cross-Motion For Partial Summery

Judgment, and To Brief Amicus Curiae Of Arctic Slops Regional
&orporation. On Septembér 15, 1978, the State filed a Reply
Memorandum In Support Of State's Cross-Motion For Summary Judem
The parties presented ora; argument to this Court on Dec-
ember 11, 1978, Deputy Attorney General Wilson L. Condon and

Assistant Attorney General Robert M. Maynard argued con behalf o

EXHIBIT 1— 31

132
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the Defendants. <Thomas J. Brewer, Esquire, argued on behalf of

the Amicus Curiae.




1 All parties have agreed that there is no genuine issue of
2 [[material fact, and that summary judgment is thus oproper. The
3 [|"evidence" is found in appendices to =ach partiess' memoranda,
4 ||Plaintiffs' consisting of ten {10) volumes of textual material
5 and_over 700 documents. Memoranda and appendices exceed sever:
8 [[thousand pages.l Neither party disputes any of this evidencs.
7 Much of the documentary evidence is historical, rather the
8 llrelevant in a strict sense. In. total it does present the enti;
9 lichronology of events, central and peripheral, bearing on the
10 [|issues raised. The Court has not attempted to identify all
1l ||documents it deemed-relevant or persuasive. Unda;btedly some
12 {|@ocuments of egunal relesvance have been omitted, and some that
13 ||merely peripheral included. The Court's review of docume
14 |lextended to the whole, rather than just to documents to which
15 |lattention was directed.
1ls Due to the complexity of these proceedings, it is beneific
17 ||to first state what has fot been put in issue by the parties.
18 {relevant as this stage of the proceedings is the method to be
19 [|emploved in calculating allowable costs for xoyalty purposes.
20 || {Counts IV, V.) Nor is the Court called upon to consider what
2) |[costs are properly deductible by the Defendant if it is conclt
"22 ||that royalties are not to be based on the LACT meter. (Count
23 ||1TI1.) And while the lease pro&isions clearly have a bearing
- 24 |lthe issues of statutory construction now before the Court, th
25 ||parties have not moved for an interpretation of the lease its
26 |[to determine the point at which royalty is to be valued. ({(Co
27 |[11.)
28 The only issues before this Court are whether Alaska Con
29 *
AT : : 7  SGI_005475 =
The Court wishes to commend all counsel for the thoraughly i
51 || fessional manner in which they prepared and presented Lhis cs
Pags_ﬁi_oﬁ__L . both in amassing and organizing the material and in analyzinc

issues raised..
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1 ||tution, Article VIII, Section 2 and 12, and AS 3B.05.1B0(a) dig-
5 llallow f£ield cost deductions when royalty is taken "in kind" an@
5 [|["in value", or whether AS 31.05.110(h) on unitizatiocn applies to
4 ||lgive the State an automatic one-eighth royalty free and cleax of
5 [|field costs regardless of AS 3B8.05.180(a).
8 for reasons fully set forth below, this Court holds that AS
7 ||38.05.180(a) prohibits the field costs deductions claimed by the
g ![Defendants when rovalty is taken "in wvalue." The Courtc further
g ||[holds that "cleaning and dehvdration" costs are deductible with
10 |["in kind" royalty but that the Commissioner is prohibited Z=rom
11 [[collecting royalty "in kind" if the amount realized would be les
12 [|lthan if taken "in vealue." Because the Court's interpretation ofl
13 |[AS 38.05.180(a} is dispositive, an interpretation of 2S5 31.05.11
14 ||(h) is unnecessary and will not be =z2ddressed.
15 At the outset, the Court notes that it is exercising its
16 |independent judgment in reviewing the statute. Union Cil Co. v
17 ||Dept. of Revenue, 560 P.2d 21 (ARlaska 1977},
18 ‘where...the issues to be resolved turn on statutory inter-
pretation, the knowledge and expertise of the &gency is no'
219 conclusive of the intent of the legislature in passing a
statute. Statutory construction is within the scope of th
20 court's special competency, and it is our duty to consider
the statute independently. Id. at 23, citing State v. Ale
21 Corp., 541 P.28 730, 736 (Alaska 1975).
22 |[[In this case, the Court is not called upon by either party to
23 |[review action taken by a regulatory agency. The Court is asked
24 |[to interpret a statute and the Constitution. Notwithstanding t
25 |lsettled principles of law on cases of statutory interprezaztion,
26 ||Defendants urge this Court to adopt a reasonable basis test in
27 ||zeviewing whether the "oil and gas lease con<tracts reflect a
28 ||permissible interpretation of .180{a)." The Commissioner of
SGI_005476
~ 29 |[|[Natural Resources is in no better a position than this Court <«
=YX " -
EXFﬁBrr——JL—- 30 ||[determine the intent of the legislature whenn 1t &nacted Tt —
] t 31 ||porti of AS 38.05.180(a} that provides ";;.such royalty...sh
Page 5 of 2 portion (a}) P yaley.
32

not be less than 12-1/2 per cent in amount or value of product




1l [[removed or so0ld from the lease." Moreover, as will beceme clez
2 |[in the text of this opinion, the Court finds that the "in value
3 ||[provisions of the lease do not have the meaning ascribed to the
4 ||[by the Defendants, are ambiguous at best, and provide no guidan
S ||to the Court in interpreting the statute. One "weighty reason"
6 |[for rejecting the reasonable basis standard for review, assumir
7 ||its applicability at all, is where, as here, the administrative
8 |lagency charged with interpreting the statute fails to do sa.
S llKelly v. 2amarello, 486 P2.2d 906 (Alaska 1971). See also, Uda:
10 |lv. Tall.man, 380 ©.S. 1, 13 L.Ed.2d 616 (1965) ; Pan American
11 fPetroleum Corp. v. Shell 0il Co., 455 P.2d 12, 22 (Rlaska 1365
12 |lciting Unemployment Compensation Comm‘n. of Territorv of Alask
15 llv. Aragon, 329 U.S. 143, 91 L.EQ 136 (1946)."
14 Defendants assert that the terms of the lease which prov:
15 |[for royalty valuation “"at the well" when rovalty is taken "in
18 |value" and for "cleaning and éehydration" costs when royalty !
17 [taken "in kind" are controlling. This argument is pramisad or
18 ||the ground that the lease embodies the Commi ssionsr of Natura!
19 llResources interpretation of AS 38.05.180(a).
20 When a statute is ambiguous, the Court may give "some we:
21 |lto the administrative decision even when exercising (its) indu
22 |pendent review." Union 0il of California v. Dept. of Revenue
23 |ls60 ©.2d 21, 25 (Alaska 1977). Even though the administrativ
24 _interpretation is not controlling, it is of some importance i
25 ||the Court determines thét the Constitutional and statutory pr
26 visionls in guestion do not, on their face, mandate that the
27 ||1egislature establish royalty values. For purposes of argume
SGT 005477 28 llana tc.: ;arace the historical development of these leases, it
~ 1 29 lbe assumed that the Defendants correctly al lege that tl a-
—ERHIBH = — : -
T 30|lis ambiguous and that resort Eo adminmistrative interpretstic:
Page b of&i 31 Nnecessary. _
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The weight to be given to administrative interpretation




1 |lcontrolled by “"the thoroughness evident in its (the departmen<
2 |lconsideration, the validity of its reasoning, its consistency

3 ||lwith later pronouncements, and all those factors which give it
4 ||power to persuade, if lacking power to control." Skidmore V.

5 |[Swift and Company, 323 U.S. 134, 140; 83 L.EQ. 124, 129 (1944).I
6 |[Using this test as a measure and applying it %o the facts of tﬁ
.7 |lcase, it is apparent that the lease language of "at the well™ H
8 l[no fixed meaning and provides no assistance in intercreting th#
g listatute.

10 ".“'f;; B;;;;tggﬁt of Natural Resources gave no consideration

11 |lall to the phrase "at the well." The oil and cas lease form wi

12 |(|@drafted during the period irom September, 18958, to July, 1859,

13 {[the time Alaska was emerging from territorial status to statehe

}4 in la;e Septempeg, %958,_Evert Brown, Director of <he Terfitorﬂ

15 ||Land Board, travelled to various states for +he purpose of

16 |lcollecting sample gas and oil lease forms. (Docs. 19 to 23, 2

17 [|£to 29.) Less than two months later, on November 15, 1558, a sq

18 ||of proposed regulations and a draft lease form were completed.

19 |[The royalty provisions of this form were identical to those inl

20 ||lexistence in Wyoming. There was no provision for valuing roya:

21 [|"at the well", nor for allowing "treating and dehydration" cos'

22 ||After reviewing these forms, Phil Holdsworth (later Commission

23 ||lof Natural Resources) commented to a member of the Western 0il

24 |land Gas.Assqciation (WOGA) that the form was "similar to the

25 }ederal form now in use/ but somewhat simplified." (Doc. 53-1

28 |[This form recei&ed general approval at December 11-12, 1838,

27 |pearings beld in Anchorage. The now disputed rovalty provisio

28 ||were not mentioned at these hearings. -

SGI_005478 ‘ .

29 On November 18, 1958, after learning of the scheduled hea
EXHIBIT 1’ 30 -ings—Henry Weight, GeCcretaty oL WUGA, UNITHNFREYER IS essiste
page ~ ﬁ__J.{ 31 || to ﬁhe Land Board in preparing the lease forms. (Doc. 41-1.)

32 |[puring all of the above activities, WOGA subcommittee members
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were actively reviewing and recommending approximately 100 cha
in the State's proposed lease form. Two of these chances mark
the birth of the "at the well" language and @an allowance for
“treating and dehydration" costs when royalty is taken “in kin
(Doc. 1?6-6 & 7.)

On April 17, 1959, just two days after a new Land ‘Act pas
+he legislature, Commissioner Holdsworth contacted Paul XK. Hom
a member of the WOGA subcommittee and an employee oi Standard

Company of California (SOCAL), asking that he recommend a gual

th

ied individual who could assist in preparing the rasgulations
leases for administration of the Alaska Lands Act. (Docs. 137

and 138.)
Acting on- this reguest, Mr. Home prepared a memoranc ~h

was sent to Pillsbury, Madison and Sutro (Attention: Mr. Sicv

Nielson), a San Francisco law firm retained by SOCAL in oil an
2

gas matters. The memo, signed by W. H. Savage, read in perti

2
The following taken from Joseph C. Goulden's The Benchwarmers
(Ballantine 1974), presents a layman's view of the relat:ionsh:
between this f{irm and the oil interests:
'One of the pillars of the San Francisco financial éistri
physically as well as figuratively, is the massive Standa
0il Building, on Bush Streetc at the foot of Telegraph Hil
Here is headguartered one of the largest industrizl corpc
tions in the West. Standard permeates the political and
economic life of California. It pumps wVvast guantities of
oil from beneath California, and refines it and sells it
from retail outlets in every hamlet in the state. The sk
size of Standard means it has an inordimnate number of lec
problems. It sometimes splashes oil where oil does not

h belong. It gets into fights with competitors and its

franchised dealers. Its vehicles collide with other peor
vehicles. Workers are injured in its reifineries and szek
recompence.

Tucked away on the upper £floors of the Standard 0il Builé¢
is a law firm responsible for resolving as many of these
legal problems as possible. Pillsbury, Madison and Sutrc
i5 itself a power in California. With 1BD partners ' :
ciates, it is not only San Francisco's largest firm e

EXHBIT 1

"

_its best in_the opinion of many West Cozast lawyers, rerecs

~
A

Page _a__csf_il:i 31
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BY as50CLlatiOfl 15 a tenuous CONcept, buot PMS (AS Pirlsbm
Madison is known in lawyer's shorthand) is gonod enough tc
be counsel for Standard 0il and a host of other major
California corporations...and seldon does a (ay pass tha:
PMS lawver isn't in a state or federal court somewhere i1
California, rcpresenting one of its blue-chip clients."
at 42-43.



1 |[part as follows:
2 ..it is of the utmost importance that.. .the lease forms
...be prepared by someone who has an appropriate backecroun|
3 eyPerlenCE. and _horough knowledge both oI the requirsmenz
of the State and o the industry.
4 .
We know of no one better gualified to fulfill such reguire
5 ~ments than a representative of your firm...In this connect
if it is at all possible for your to do so, we would appre
8 ciate your maklng the services of Mr. James Wanvig availab
to the State of Alaska...
7 - .
..All of them (WOGA representatives) are in accord with t
8 foregoing proposal and agree...that it is imperative that
the initizl regqgulations and lease form with respect to oil
9 and gas matters be prepared by...someone who is more famil
with the reguirements and necessitities of.the industrv zh
10 anvone who 15 presently available in Alaska Lor SUCn turpc|
(Doc. 137.) (Emphasis added.)
11
So it came to pass that Mr. Wanvig (Pillsburg, Madison &
12
Sutre?; WOGA?; SOCAL?)was retained by the State of Alazska zs a
13 : o . _
“technical consultant”" 4o assist in preparing the oil and wmes
14 :
regulations and leases. (Docs. 141, 145.) Hoping that the Szl
15
of Alaska found Mr. Wanvig as "delightful and intelligent" as ¢
16
) Pillsbury, Madison & Sutro, he was sent o0ff to the hinterlands.
17 : \
(Doc. 146.) Mr. Wanvig was paid a contract wprice of §5,000, pi:
18 : . , |
travel, by the State of Alaska. Although Mr . Nielson made it
15
clear that WOGA was not paving for anything, WOGA was nonethel
20 S - '
billed for Mr. Wanvig's personal living expenses in the anount:
21
$1,778.17, which was apportioned among WOGA' s sixteen (16) oil,
22 : .
industry representatives who remitted their share to WOGA, whi
23 ' 3
in turn reimbursed Pillsbury, Madison & Sutro. (Doecs. 193, 1
24
L202.)
25
Mr. Wanvig relied on the lease draft prepared by the WOGA
26
27 \[3
Although Plaintiffs have been qulck to po;nt out that they ar
2B |Inot suggesting any "bad faith" on the part of actors herein,
SGT nonetheless a cvnic might suggest that this arrangement was nc
005480 29 [lunlikeé the farmer asking the fox how best to protect his chic}
Wher—the—tate—FosephRBudd, then with the Attorney General's Oi
30 sought comment Irom Mx. Wanvig regarding the—stateregulztiom
_ he had drafted and a Federal law, after receiving somec comnent
EXHIBIT 1 3L ||from Mr. Wanvig ancther partner in the firm responded that tht
13 could not comment on substantive matters, since they had tlie

Page _i._ofﬁ.’_

interested in the issue. (Doc. 216.}
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subcommittee when he bsgan his own drafrs. (Doc. 158.) Tt wil
be recalled that those forms were the first to contain the P2
"at the well" and to cresate an allowance for "treating and
dehydfation" costs when -oyalty was to be taken "in kinag."
(Docs. 126, 133-2, 158-1.) These leases differed, of course,
from the State's draft lease which did not include "at the well
language and disallowed, by its silence, "treating and dehydrz-+

4
costs. (Doc. 72-1.)

Mr. Wanvig's final érafts on competitive and noncompetitis
leases creatad sepafaﬁe provisions for "Rovalty in Value" arnd
“"Royalfy in Kind", but otherwise kept the WOGA language intzacs.

Mr. Wanvig did create some acdditional and more specific rovalt:

provisions, and in so doing, incorporated "at the well" 1 &
into ther provisions as well. (bocs 158, le4, 165.)

ThlS dra¢ was p*esented at a hearing held on July 9, 1¢5t
before the Department of Natural Resocurces. The most signific.

aspect of this hearing was that there was not one single reier
to the provision concerning royalty when taken “in value" by =T
State. The phrase "at the well", which is the focal point of
Defendants' argument, was never even menticned. The provision
allowing for “treating and dehydrating" deductions for oil and
gas taken "in kind" was briefly addressed and the total discus

was as follows:

HOLDSWORTH: Mr. Hoffman (El Paso Nat. Gas Prod. Co.) has
comment there. "It seems to me there might be situations in
which the reguirement that royalty oil and gas delivered in ki
'shall be in good and merchantable condition' might impose an
unnecessary burden on the lessee.”

SGI_ 005481

4 . .
That WOGA, and not the State, was responsible for the ir -t:
of "at the well" and "treating and dehydration® is also v,
in response to Defendants' oral arqument portrayal of the ataz!

exHizT L

Page [O of_?_'

31

as navaing lnsErtEﬁ—thesE—prUvtsrons——dtrectfx}—%essees—te—51&n
and now, having found the provisions not in the State's best
interest, sceking to renege. Perhaps counsecl is atrtempting t«¢
apply surrealism to jurisprudence, just as it has been appliet
in art and literature.
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SHAFER: You must clean your oil; you don't have ro &o it
free of charge to the State.

HOLDSWORTH: True, but the Federal reguires good znd mer-—
chantable condition, as I recall iz.

SKAFER: I think so.

WANVIG: We dién't intend to impose any hardship on a lass:
here.® (Doc. 189-95.)

After the hearings,  the royvalty provisions of the lease we
changed in two respects. First, the provision allowing for
"treating and dehydration" deductions for rovalty "in kind" wasl|

narrowed in that the word "“treating" was substituted by the worl

"cleaning." Secondly, this deduction was specifically extended.
to gag as well a5 pil. No other sicnificant chance was made in|
respect to the royalty prov*sxons as submitted by Mr. Wanvig.
Desplte the presence of "at the w;ll" language iﬁ the léas
and its short appearance in the form regulation (drcppeé prior
issunance of the Prudhoe Bav leases), the Department of Natural

Resources has never permitted field cost deductions. The First

lmolementatlon of the leases occurred with oil and gas d*s*oveq

D‘f shore in Cook Inlet where approximately ten or more compet
tive lease sales were held. Field cost deductions were not
claimed for many field operations and never permitted as to any
of them. The only deductions allowed by the State Qere for
transportatiop charges away from the field to distant markeﬁs.
(App. Vol. I, p. 56; Vol. II, Supp. E.)

3 In short, neither in the creation nor in the issuance of

these leases did the Department ever interpret them to allow fi

3 :
This interchange is presented for the sole purpose of demonst
ing the minimal amount of discussion of the royalty provisions
It is used for no other purpose, i.e., content, because the Co
is unable to decifer to whom the parties were referring when t
acknowledge a deductible cost for treating and dehydration. M

exHisiT __ 1

I oof 21

Wanviglscemment <hat TLhe lessees 1§ PreESEntlyY wlAwing —g ded

tion, followed by Mr. Shafer's comment that the “oil companies

do not have to clean their oil iree of charge to the State, do
suggest that the partles were not contemplating a deduction fc
cleaning.




1 ||field cost deductions. The first widely distributed documenga
2 |on administrative policy came in 1967 when the Departmenc off:
3 |ily announced to the oil industry that it would refuse to allow
4 ||field cost deductions. (Doc. 433.) Since this policy was
5 |announced after the issuance of the leases, it does not help t
8 |[resolve what, if -anything_, the Department had in mind when it
7 llissued those leases in 1958. For this reason, the 1967 annour
8 ment provides no meaningful guidance to the Court.
9 Fiﬁally) Defendants contend that "at the well" is the ap:
10 |priate language tc-a show the L\sﬁai custom in the industry for
11 ||allowing £ield cost deductions. It was for purposes of "clar:
12 ([fication and to conform lease provisions in the usual pra--ic:
13 {|in the industry"” that WOGR first insertsd the "at the wel..
14 |clause. (Doc. 126-7.) A review of the practices of other ju:
15 [[dictions shows that there is in fact no usual practice or cﬁs:
18 [jnotwithstanding the inclusion of “at the well” in the leases.
17 |[counsel for both sides have presented voluminous case citatio:
18 [|from cther jurisdictions interpreting this provision. {Deianu
19 |Memorandum In Opposition To Motion For Summary Judgment at 37
20 ||plaintiffs’' Reply Memorandum at 12-21>.) Some of those cases
21 st%md for the proposition that the lessee is permitted Lo ded
22 |certain field costs prior to determining rovalty payments.
23 |sartor v. United Gas Public Service, 173 So. 103 (La. 1937);
24 |Warfield Natvral Gas Co. v. Allen, 88 S.W.2d 989 (Xy. Ct. App
25 -1935); La Fitte Co. V. United Fuel Gas g, 284 F.Zd.BAS (6£h
26 |{cir. 1960). Other cases hold that "at the well" is ambiguous
27 |lprobably synonomous with "en the premises" and that the expen
SGT 005483 28 |claimed by the Defendants are not deductible. A Skaggs v. "eé
B 29 ||172 F:sSupp. 813 (E.D. Tex. 1959); Gilmore v. Superior Oi_.om
30 | 388 p.2a 602 (Kan. 1964). These cases would permit deductior
EXH]BIT—J— sl |for transportation costs away from the leased premises to dis
32
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markets, a cost not in issue in this case. Many of the cases




1 ||lcited by Defendants permitting field cost deductions do so on
o |lconstituent products but not on the crude 0il itself. Covle v.

5 ||Louisiana Gas and fuel Co., 144 So. 737 (La. 18932): Freeland v.
4 [Sun 0il Co., 277 F.2d 154 (5th Cir. 1932), cert. denied 364 V.S,

5 ||826 (1960). Without resorting to a lengthy discussion of all

8 |lcases cited by the parties, it suffices to say that this Court

7 {lcannot assign any Zixed definition to "at the well"™ on the basic

8 llof interpretations given by other jurisdictions.

5 Since this Court concludes that there was no azdministrativel
10 |linterpretation by Alagska officials and the parties concede that
11 ||there was no legislative interpretation of AS 3B.05.18B0, i+ is
12 |lnecessarv to look elsewhere for guidance.

13 Where legislation is ambiguous and has not been intecpreted
14 ||bv the legislature of the enacting state, an interpretztion of i
15 ||identical statute given by 2 foreign jurisdiction is persuasive
16 |jauthority. Menard v. State, 578 P.2d 966, 971, n. 10 (Alaska
17 ||1578). 2A Sutherland, Statutes and Statutory Censtruction, sec
18 |[52.02 at 325-30 (Sands Ed. 1975).

19 In 1954, the Federal Mining and Leasing Act, 30 U.S.C. 266
20 |lwas adopted. That Act provided royaltv paid to the {ederal

21 ||government under competitive leasing "shall mot be less than 12
22 ||1/2 per centum in amount or value of-producticn removed or sold
23 ||from the lease." This language, which forms the basis for the |
24 |lpresent litigation when gas and oil royalty is taken "in value®
25 .was lifted verbatim by the Alaska legislature when it adcopted ¢
26 |lalaska Land Act in 1959, AS 38.05.180({a}.

27 The Plaintiffs’ contention is that oil and gas cannot be

28 |deemed "produced"” within the meaning of the statute until the ¢

SGI_ 005484 29 |land gas is in some marketable form.s Federal cases suppor{: thi

30
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1 31 || The o0il industry has not always disputed the State's interpret
EXRIBIT _+ <2 tion of the term “production." When it wanted an exemprtion !re
3

_I_S_Df _Q_‘.

the ad valorum tax, it offered the following definition of "ch




1 ||interpretation.
2 In 1957, the Acting United States Solicitor issued an op:
5 ||in The Texas Company, 64 I.D. 76 (April 1957) holding that th
4 |lcost of compressing gas to the point where it could enter the
5 |ltransportation pipeline was not properly deducted from royali::
§ |[payments. The Solicitor found that the lessee had a duty to
7 ||"produce" the gas and since production could not be said to hi
g lloceusred until the gas was in a marketable form, the costs of
9 ||compression could not be deducted:
10 Until the gas from the wells is in such a condition that
can be sold in the market, it cannot be said that the le.
11 has fulfilled his obligations...The lessee has not shown
that the gas can be marketed at the pressure with which
12 comes from the wells.
13 In fulfillment of its expressed duty to market the
appellant had a contract for the sale thereocf. It agree:
14 deliver the gas at a given pressure presumably in order
sell the gas. + cannot reasonably expect the lessor to
15 assume the costs of meeting the lessee' s obligation in &
respect. (Quoted in California Comoany v. Seaton, 187
16 F.Supp. .-445, 451 (D.C., D.C. 1960).
17
6 con't
| ‘duction®: -
19 'facilities for the Separation of the Mixture of 0il, Wa
and Gas Produced at the Wellheam Are Part of the Process
20 Production.
21 ..the onshore treating facilities, including the measu
devices, are integrated, interdependent and an essential
22 part of the producing operation.’
23 ||The above was ‘in a memorandum prepared by Lawrence Wilson of
Union 0Oil's tax department. (Doc. 500-13, 18.) It was first
24 |reviewed bv Mr. Sigvold Nielson, of Pillsbuxry, Madison & Sutr
that same Mr. Nielson who presumably acted £favorably upcn WOG
25 |lurgent reguest to make Mr. Wanvig available to the State of
Alaska as a Technical Consultant on oil and gas regulations a
26 ||[lease forms. 1In reviewing the memo, Nielson made the followi
changes which appear in parenthesis:
27
...Fac*lltles Fcr the Separation of (the mixture of oil
28 water, and gas produced at) the Wellhead Are Part of the
sG Process of Production and Thereby Exempt from Ad Ve er
1005485 29 Tax. (Doc. 49%98-10.)
; *‘i?XFHEFF—_f_:*’__fﬁT'H__fEB—5EEms—tU—havE‘3grEEﬂ4wrth—thE“Stzte41;—rnterpretattnn*c
“"production.”
31
Page lL_‘i of __;, 7 : ‘
32 | see also 7 F.R. 4132, enacted July, 1942, and now codified i




1 This issue again arcose under leases issuved by the raderal
2 ||Government to the California Company for gas exploration in
5 ||souchern Louisiana. There, in an order issued on May 21, 1957
4 |[the Federal Government refused to permit a deduction fer the
5 llcosts of gathering, compressing and dehydrating the gas. The
8 |[Texas Company case was specifically affirmed by the Deputy
7 |[Solicitor of the Department of the Interior on February 20, lBS%
8 {|and by the Federal District Court. California Company v. Seatot]
9 {|187 F.Supp. 445, 452 (D.C. 1960), aff'd. sub nom California
10 ||Company v. Udall, 296 F.2d 384 (D.C. Cir. 1961).
11 Critical to the District Court's affirmance of the adainis
12 ||zrative céecision was an interpretation of the terms “"value" angé”
13 ”prodﬁction" 2s used in the Federal lease form and the statute.
14 ||The Court reasoned that the term "value" in the context ci the
15 ||statutory royvalty provision meant "estimated or assessed worth"
16 (|and that the term "production" included preparation fcr market:
17 . The staée of production was not reached by the przliminary
steps of exploration ard discoverv. Successiul explorztio
18 and discovery lay the bpasis for marketing of gas in such a
stage as to have a value and to command a price. 3Black's
19 Law Dicticnary defines ‘'produciion' in the political econo
R as 'the creation of objects which constitute wealth.' Geas
20 or oil connected with a pipeline or other means oif trans-
portation to market is an object which constitutes wealth.
21 California Company v. Seaton, supra, at 448-449,.
22 When this case went to the Court of Appeals, it had the
23 ||following comment on the term "production®:
24 | There is no quesﬁion as to the Secretary's authority to
Jrequire the payment of 12-1/2 per cent royalty 'value of
25 production'. The statute so provides.. .The hear: of this
controversy is the meaning of 'production'. Does it mean
26 the raw product as it comes from the well, no matter what
its condition? Or does it mean the product ready for the
27 market in and to which it -is being sold?
28 The premise for the Secretary's decision...was that, sinc
5GI 005486 0 .
i con o _ _ I
30 ||30 C.F.R. 221:47 which provides that "(u)nder no CLITUMSTanceEs
1 shall the value of production of any of said substances for th
EXHISIT L 32
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purposes of computing rovalcy be deened to be less than the ar
proceeds accruing to the lessee from the sale thereof or 1ess
than the value computed on such reasonable unit value as sha‘l

have been cdetermiped by the Secretary




1 the lessee was obliged to market the product, he was oblic
to put it in marketable concition: and that the 'productic
2 was the product in marketable condition. Theoretically, :
gas - any produc ion' - is 'marketabls'. We can assume
3 that if the price were low enough to justify capital exper
tures for conditioning eguipment, someone would undertake
4 buy low pressure gas having a high water and hydrocarbon
content. A lessee who sold unconditioned gas at such a
S price would in a rhetorical sense, be fulfilling his obli:
tion to 'market' the gas, and by thus saving on overhead ;
8 might find such business profitable. There is a clear
difference between 'marketing' and merely selling. For tli
7 former there must be a market, an established demand for
identiiied product. We suppose almost anything can be so.
8 if the price is no consideration. California Co. v. Udal
supra, at 384.8
9 - : . .
In short, oil and gas have no value until “produced", whi
10 .
means ready for sale. In the case of the Prudhoe Bay cperatic
11
that point occurs a2t the LACT meter. That the Alaskz legislat
12
was aware orf the federal interpretation of the term "prod ic
13 : . .
is evidenced not only by the adoption of the identical Feaeral
14 ‘
language zfter it had been interpreted in The Texas Companv, €
15
I.D. 74 (April 1957), but also because that interpretation wvas
18
put, into effect by the Federal Government at the Swanson River
17
Field prior to issuance of the Prudhoe Bay leases.
18 . .
The Swanson River oil field was discovered in 1937 and si
195
1960 crude oil has been transported from the £ield via pipelir
20 .
(equivalent to TAPS). While the field is Federally owned, the
21
State of Alaska receives 90% of the royalties collected. At 1
22
time since pipeline operations began in 1960 has the pipeline
23 )
company been permitted to deduct costs prior to oil entering
24 :
'LACT meter. This has been the consistent practice of the fed
25
Government and one which it is reasonable to assume the Commi
26
27 |7 :
Two oil and gas treatises cited by the State support this in
28 pretatxon of the term ‘production’. Covenants Implied in 0411
SGI 005487 and Gas Leases (24 Ed. 1942) (Merrill), section 85, staf <h
— - 29 costs 5 of prcparlng the product for market are the sole . In
- = = = - rrttvef—the—lessee—and cannat be—dgducted from_the comp.cat
S0 lof royalty value. 1In accord IS the view of Professer Kunti—
1 .. ||3 E. Kuntz, 0il and Gas, section 39.4 (1967) (Xuntz) who conc
EXHIBIT _£ 31 that the lessee is oblAgated to produce a marketable commodit
52 and marketalbility should be based on the condition or quality
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the gas or oil and not on its location.
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sioner of Natural Resources knew about when he entsred into the
leases at Prudhoe Bay. The Commissioner repeatedly stated that
it was his impression Alaska was following the Federzl model in
enacting its own statute. (Docs. 53-1, 140-2, 1B9-085.,)

Thus even assuming arguendo that the statute is ambiguous,
Defendants' interpretation does not stand up to critical analysil
However, the Court need nct rely on its interpretation, premiseﬂ
upon statutory amﬁiquity, in concluding that the claimed dedhctﬂ
are impermissible., .The Court is of the view that the statute iﬁ
not ambiguous. -

The s=Zatute mandates that the royalty be not less than 12-

1/2 per cent of production “"removed or socld from the lease." TI

Court agrees with the position of the Amicus Curiae that +this
lénguagé has & very plain and unambiguous meaning._ While th?
term “production" indicates what is to be valued for rovalry
purposes, the phrase "removed or sold from the lease" indicates
whéra the éroduct is to be valued. Since no gas or oil is sold
directly from the Prudhoe Bay lease, valuation must occur at the
place where the product is removed - i.e., metered into TAFS fo:
removal from the unit.

This was certainly the intention of the United State Congre
when it zdded the language "removed or sold from the l=ase" to
the Mineral Leasing Act in 1946. During Senate Subcommittae
hearings on the bill that amended the Mineral Leasing Act, the -

following testimony was given by the Vice-President of Seabecard

0il Corporation:

Recently, I have been advised that the Interior Department
is going to change that practice (computing royalty on the
basis of sales); that from now on Government lessees must
account for and pay-royalty not on the basis of the oil ant
gas removed from the lease, but on the basis of the produc
tion at the well.

EXHIBIT _L _
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The following recommendation was made to prevent the above-men-

tioned change: -
SGI_005488
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I would suggest for your consideration, therefore, the addi-
tion of the words "removed or sold from said lease" after
the word “"production"... (Hearings on S. 1236 3efore Subc. of
the Senate Commitiees on Public Lands and Survews, 79th
Cong., lst Sess., at 160.)

Congress' adoption of that language showed that it "intended to
insure that royalty would be due only on oil and gas "removed"

from the leasehold, not on total oil and gas produced at the

wall." Gulf Qil Corporation v. Andrus, 460 F.5upp. 15, 17 (D.C.
Cal. 1978), {decided on unrelated grounds).
Finally, and probably the most significant factor in this

Court's decision, is that this is not simply a case of interpreting

AS 38,05.180(a). That lesgislation came in direct response to two

critical constitutional provisions. Article VIII of the Alaska

Constitution provides in pertinent part as focllows:

SECTION 2: General Authority.
The legislature shall provide for the utilizatiogn, develiop-
ment, ané conservation of all natural resources belonging to

the State...for the maximum benerit of 1ts people. (Empr
added.)

's

SECTION 12: Mineral Leases and Permits.

The legislature shall orovide for the issuance, tvoes,
"terms of leeses for coal, oil, gas...Lease5 and permits
giving the exclusive right of exploration...may be zuthorized
Dy law. (Emphasis added.)

and

This Court nesd not decide the extent o the Commissionar's
authority to administer the provisions of AS 38.05.180{(a). It is
satisfied that such authority does not extend to detérmining the
amount of royalty obligations. These Constitutional provisions
reguire that the legislature set the terms of oil and gas leases
in such a manner as to.provide the maximum benefit for its people.
No "term" could be more critical to its people than the monetary

return realized on the depletion of their natural resources. If

"production" under AS 38.05.18B0(a) does not mean what the State
claims it means, then the legislature has impermissibly delegated
a constitutional duty to an administrative agency. The legislatu

did not do so. When the legislature determined that the Stat=

Tomdget—*13~1/2 per cent,.,.of production” is it apparent i

Y 1 ‘
EHBIT m 18- SGI_005489
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meant 12-1/2 per cent of a procduct, not 12-1,/2 par cent of scmé

thing that had no or negligible market value. With the excaptq
of California's "wet o0il", there is no market for crwvde oil in
its raw state. That the legislature was attempting to get the
best monevary deal for iis people is apparent from the pricing
provisions from the lease itself which provide that the highesq
of any three royalty valuaztions be paid. To accept the Defend%

argument would mean that theoretically the State could receive

12-1/2 per cent of nothing, in effect giving away its oil. Und
these circumstances, the Court has no difficulty in fellowing ﬁ

rule of law that statutes must be construed so as to avoid a

conflict with the constitution. Crowell v. Benson, 285 U.S, Zﬂ

62, 52 S. Ct. 285, 296 (1932); Blanchette v. Conn. Gen. Ins.
Corvps., 419 U.S. 102, 134, 95 s. Ct. 335, 355 (1974).

ﬁor does thé Court havé“any difficulty iﬁ construing:tgé-
lease so that it conforms to the statute and the Constitution.
When royalty gas and oil is taken "in value", its valuation pei
is at the LACT meter without deductions -for costs of procducing
the product. When royalty is taken "in kind", "cleaning and
cdehvération" costs are deductible. However, pursuant to Consti
tutional mandate, the State may not take royalty "in kind" unle
after said deductions, it will be in the best interests of the

State to do s6, which presumably means that it will be receivir

an amount at least as great as it would if the royalty was take
;in vai;e". This is the only interpretation which would compor
with the Constitutional reguirement that the legislature develc
the natural resources "for the maximum benefit of its people."

This interpretation is now codified in AS 38.05.182.

Although the State would have this Court declare any deduc

voird—onm—thegrount—that—the—adninistratien—agency—&cted—oucside

the écope of its authority (Plaintififs' Replv Memorandum In

Support Qf State's Motion For Summary Judgment at 42-50), such

-19-




holdéing is not necessary, Ior as the Plaintiffs also point out

1
2 [["when the State takes royalty in kind it is actually a competi-
3 |lwith the producers..." Plaintiffs' Reply Memorandum In Sucoor:
4 ||0f State's Cross-Motion For Summary Judgment az 8. II royalty
5 ||"in value" measured at the LACT meter is simply viewed as the
8 |lminimum 12-1/2 per cent royalty, the State is frea to take its
7 llrovalty "in kind" and market it if it can get a better dezl,
8 |lafter the specified deductions are allowed. Iﬁs positicn is
9 {{different than when it takes royalty "in value”; it has become
10 (lcompetitor. If market conditions are such that the State's
11 [lreturn on rovalty "in valune" is greater than if it went out in
12 ||the market with its "in kind" o0il, presumably it will not =zke
13 ||rovalty "in kind," since that would not be in the State': st
14 ||interests.
15 In summary, AS 38.05.180(a) is not ambiguous. The State
16 |lentitled to a minimum royalty of 12-1/2 per cent of "productic
17 ||removed or sold from the lease.” Field costs incurred prior =
18 ||LACT meter measurement are costs not incurred prior to remova.
19 ||sale, and are not generally deductible by lessees. Even if t!
20 ||statute is deemed ambiguous, resort to traditional rules of
2l ||statutory interpretation leads to the same result. Field cost
22 |lare costs of production. No administrative interpretation or
23 |[legislative history sucgests the result urged by Defendants.
24 (|{When the State elects to take its royalty "in kind", costs of
23 Lcleaning and dehydration" are deductible, the State in essen
28 | having become a market place competitor in the sale of a prod:
‘27 |constitutional and statutory limitations preclude the State f.
28 | taking royalty "in kind" unless it is in the best interests o
29 ||the State and for the maximum benefit of its people. T! u
.} o —
EXHIBIT __1 =77 ‘ o ~ -
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mean, and can be compatibly construed to mean that the brice
when the royalty is taken "in value"” is the minimum or floor
below which the agency may not go.

DATED &t Juneaun, Alaska, this = day of April, 1979,

Allen T. (:omp..orr’r
Superior Court Judge

CERTIFICATION

This will certify that on this E day of April, 1879,
mailed a true and correct copy of tha foregoing Order to:
Wilson L. Condon, Esquire
Thomas Brewer, Esquire
Robert Mavnard, Esquire
William 3. Rozell, Esguirse
Richerd 0. Gantz, Esguire
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Secretary to Judge Compton
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