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INTRODUCTION AND GENERAL COMMENTS


What is overlifting and underlifting?


“Overlifting” and “underlifting” are terms used in agreements among two or more parties with interests in production that describe situations where one or more of the parties has, in a given production period, taken more or less production than that party’s allocable share.  If a party takes more than its share, it has overlifted its production; if less, it has underlifted.  Generally speaking, when one party overlifts its production, one or more of the other parties will be underlifting—that is, receiving less than the share of production to which it is entitled.  

For an example let us assume two parties, A and B, have equal production interests in a field, so that each month each party is entitled to 50% of the hydrocarbon stream sold or removed from the field.  If A incurs marketing or transportation problems in a month, he may find at the end of that month that he lifted only 45% of the field’s production, while B has lifted 55%.  A has underlifted his production, while B has overlifted his.

 The parties with interests in production often agree in advance to the terms and conditions that govern the reconciliation that must occur in the event of overlifting or underlifting by the parties.  These are sometimes called balancing agreements.  Balancing may occur in a number of different ways, but perhaps the most common are by (1) adjusting the amount of production each party is entitled to lift in subsequent production periods, or (2) making cash payments.   

In our example, balancing could occur by having A take 55% of the next month’s production while B takes 45%.  Assuming the production for both months was equal, A and B each would have received their 50% share over the two-month period.  Alternatively, B—the overlifter—could simply pay A the cash value of the extra 5% of production that it had received that month.


The causes of overlifts and underlifts may include, but are not limited to:  marketing problems of one or more party; governmental action in the form of legislation or regulation; disruption or absence of facilities for accepting an owner’s share of production for some period of time; inability or refusal of a purchaser to take delivery of an owner’s share of production for some period of time; unanticipated cessation or decline or production; drainage; and variations among parties as to information, expectation, and risk aversion.  See Williams and Meyers, 11th ed., p. 78.


While overlifts and underlifts often occur because of unforeseen circumstances or slight hiccups in day-to-day operations, they can also be planned for and expressly negotiated.  For example, parties with varying interests in production from several pools in a field may use overlifts and underlifts, instead of cash payments, to align their equity interests across the field.  That is essentially what happened at Prudhoe Bay, among most of the working interest owners there, following the BP-ARCO merger and Phillips’ acquisition of ARCO’s Alaska assets.


What is the State’s interest in production at Prudhoe that might be “overlifted or underlifted?

The State, of course, has an interest in production from its North Slope leases.  With respect to gas, those leases give the State the right to a royalty share of the gas that is “produced and saved and sold or used off [the lease] . . ..”  Gas that is used for repressuring the reservoir, or for enhanced oil recovery, is not subject to a royalty obligation.  At Prudhoe Bay, the State’s royalty interest is generally 12.5%.

I.
OVERLIFTING


1)
Are there any statutory provisions that are relevant?  If so, what are they and why?


There are no statutory provisions that specifically address the State’s ability to overlift oil or gas.  Consistent with the general powers granted under the Alaska Land Act, AS 38.05, we believe the Commissioner of Natural Resources has inherent authority to negotiate an overlifting agreement with a producer or group of producers where the Commissioner concludes such an agreement furthers the best interests of the State.  Assuming the Commissioner intends to commit the overlifted gas to a royalty in-kind (RIK) sale, AS 38.06.055(a) becomes relevant, as it provides that the RIK contract must be approved by the legislature.


2)
Are there any lease provisions that are relevant?  If so, what are they and why?


The lease provisions that create the State’s royalty interest in gas and its right to take its royalty gas in-kind are relevant, in the sense that they describe the production interest that would be “overlifted.” 


3)
Is there an explicit right in any of the provisions?  If not, is there an implied right?


There is no express or implied “right” under the leases for the State to overlift gas produced from Prudhoe Bay.  


4)
Has the Prudhoe Bay Unit Agreement or any other agreement between the state and the producers modified any of our rights?


Nothing in the Prudhoe Bay Unit Agreement or any other agreement between the State and the producers has created a right for the State to overlift its gas.  If anything, these agreements reinforce the conclusion that the State has no “right” to unilaterally decide to take a quantity of gas that exceeds its royalty share of the gas stream that is currently being sold or used outside of the Unit.


5)
Assuming that under the current agreements or applicable law, there is a questionable right to take royalty in-kind before a major gas sale, is there a legislative fix that you could recommend?


The Department of Law cannot recommend a legislative fix at this time.  The State has not decided that taking a large volume of gas in-kind before a major gas sale is in the State’s best interests.  Moreover, the producers have indicated a willingness to discuss the terms of a gas balancing agreement with the State in the event it wishes to pursue an actual sale of gas to Netricity.  For its part, Netricity has also been talking to the producers about purchasing gas, and our understanding is that Netricity is currently working on a more detailed proposal that addresses some of the issues their initial proposal left unaddressed.  The question of whether the State should pursue the Netricity proposal alone therefore may become moot.  

Finally, while this may go without saying, legislation that would attempt to force the producers to provide the State a right under its leases that was not part of their original bargain is likely to run afoul of the Impairments of Contracts clause of the United States Constitution.


6)
In any event, what action has the administration taken to reach a voluntary gas balancing agreement with the producers so that the state could take its royalty gas in-kind before a major gas sale?


As indicated above, the producers have expressed a willingness to discuss such an agreement with the State.  However, my understanding is that Netricity has informed DNR that it wishes to pursue its options with the producers.  As a consequence, it has asked the State not to take any additional actions in furtherance of its initial proposal at this time.  This suggests that the need for a gas balancing agreement with the producers may never materialize.

II.
Underlifting


1)
Are there any statutory provisions that are relevant?  If so, what are they and why?


AS 38.05.180(l) specifically addresses the Commissioner’s authority to negotiate underlifting agreements.  It provides: 

Subject to the provisions of AS 31.05, the commissioner has discretion to enter into an agreement whereby, with the consent of the lessee, the state’s royalty share of oil and gas production may be stored or retained in storage by the lessee, or the commissioner may enter into an agreement with one or more of the affected field lease holders to trade current royalty production from a field for a like amount, kind, and quality of future production, on the condition that the state receives back its stored or traded royalty share during the first half of the estimated field life or no later than 15 years after start of production, whichever is sooner.

That statutory provision was adopted after the State negotiated the Prudhoe Bay Unit Agreement.  During the negotiation of that agreement, the State sought to include an express provision allowing it to underlift Prudhoe Bay production.  The State ultimately dropped that request.


2)
Is there an explicit right in any of the [lease] provisions?  If not, is there an implied right?

As with overlifting, there is no express or implied “right” under the leases for the State to underlift gas produced from Prudhoe Bay.


3)
Has the Prudhoe Bay Unit Agreement or any other agreement between the state and the producers modified any of our rights?

Nothing in the Prudhoe Bay Unit Agreement or any other agreement between the state and the producers has created a right for the State to underlift its gas.  As previously indicated, the State sought to include such a right in the Prudhoe Bay Unit Agreement, but was unsuccessful.  If anything, the State’s agreements with the producers reinforce the conclusion that the State has no “right” to unilaterally decide to take a quantity of gas that differs from its royalty share of the gas stream that is currently being sold or used outside of the Unit.


4)
Assuming that under the current agreements or applicable law, there is no right to delay taking royalty in-kind after a major gas sale, is there a legislative fix that you could recommend?


The legislature adopted the appropriate fix when it enacted AS 38.05.180(l).  As with overlifting, legislation that would attempt to force the producers to provide the State a right under its leases that was not part of their original bargain is likely to run afoul of the Impairments of Contracts clause of the United States Constitution.


5)
Would a gas balancing agreement between the state and the producers be necessary for the state to underlift?


Yes.


6)
Has the state ever entered into a gas balancing agreement with a producer?


Not on the North Slope and not to our knowledge in the Cook Inlet.  However, we are still reviewing historical records of oil and gas production in the Cook Inlet to see if the State ever entered such an agreement.

III.
LEASE TERMINATION


1)
If the Producers assert that a gas line cannot be built and fail to market the gas, can the state terminate the leases for breach of contract?


At Prudhoe Bay, where there are ongoing oil and gas production operations, the answer is almost certainly not.  


The question that has been posed really has two parts.  The first is whether the producers’ failure to build a gasline and market the gas constitutes a breach of their leases or other agreements with the State.  If so, the second part is whether termination of the leases is the appropriate remedy for that breach.


A decision by the producers’ not to build a gasline is unlikely to be a breach unless the State can show that the producers failed to exercise prudent business judgment in reaching that decision.  This standard is also referred to as (or perhaps is a sub-part of) the reasonable prudent operator standard, and generally requires the lessee to act in good faith, exercise competence in making business judgments, and give due regard to the lessor’s (the State’s) interests.


Assuming for the moment that the State could show that a decision not to build a gasline was the result of something other than prudent business judgment, the question of the appropriate remedy arises.  Generally speaking, whether termination of an oil and gas lease is an appropriate remedy will depend on the particular facts in a given case.  The general rule, however, is that a court will avoid remedies like termination where damages are adequate to redress the harm occasioned by the breach.  A court is highly unlikely, in our view, to consider termination an appropriate remedy where, as at Prudhoe Bay, there are substantial investments and ongoing production operations by the lessees.  It is also improbable, in our view, that the State would consider termination of the leases there to be in its best interests.



2)
Are there any other provisions in the lease which the state can use to terminate the leases if the Producers declare the gas uneconomic to market?


Putting aside the question of whether termination is the appropriate remedy if the State could in fact show a breach, there are several implied covenants in the leases that might be invoked under appropriate circumstances.  These include the implied covenant to reasonably develop the leases, the implied covenant to market, the implied covenant of diligent and proper operation, and the implied covenant of good faith and fair dealing.


3)
Assuming that the state does not approve the Producer’s plan of development for Prudhoe Bay because it is not in the state’s best interest, can the state terminate the Unit Agreement and the leases within that Unit?


If the producers’ fail to comply with a DNR-approved plan of development at Prudhoe Bay, DNR may declare the Unit in default.  11 AAC 83.374.  At that point it would be incumbent upon the State to seek appropriate relief from the courts.  For the reasons already articulated, the courts probably would not consider termination of the Unit and the underlying leases an appropriate remedy.  

IV.
PRUDHOE BAY UNIT AMENDMENTS


1)
Have there been changes in those agreements which affect the Producers’ obligation to develop gas resources in Prudhoe Bay?


No.  The producers have always had the obligation to develop Prudhoe Bay gas, assuming it is commercially reasonable to do so, and that obligation has not changed.


2)
Were there any provisions in older versions of those agreements that were an impediment to gas development?


I assume you are referring here to the disparate ownership interests held by the working interest owners in the Oil Rim and Gas Cap of the Sadlerochit Reservoir in Prudhoe Bay.  My understanding and belief is that these disparate ownership interests, and the agreements establishing these interests and the manner in which they would be operated, created no economic impediments to a major gas sale.  


More specifically, the Department of Revenue analyzed this question at length and concluded that there were no provisions in those agreements that created an economic disincentive for any working interest owner at Prudhoe to develop a gas project capable of supporting a major gas sale.  If such a project is economic, Revenue concluded that every working interest owner would have an incentive to participate in it.


It is nevertheless true that the source of each working interest owner’s incentives varied, depending upon that owner’s relative interests in the Oil Rim versus the Gas Cap.  Speaking in very rough terms, a Gas Cap owner’s incentives come primarily from the revenues generated by a major gas sale.  An Oil Rim owner, however, derives many of its benefits another way: once there is a major gas sale, some of the costs of running the field are shifted from Oil Rim owners to Gas Cap owners.  Nevertheless, at the end of the day, the incentives of these owners were aligned, even though their ownership interests were not.  Of course, the analysis becomes complicated, because every working interest owner at Prudhoe owns interests in both the Oil Rim and the Gas Cap.  


3)
Have those impediments been removed?


As indicated above, the claim that such impediments existed is not really accurate.  The substantial realignment of interests at Prudhoe Bay has, however, greatly simplified the analysis.  It has, moreover, created a situation where the economic incentives of the major producers are not only aligned, but also spring from exactly the same source.


4)
If impediments remain, can the State terminate the leases unless the Producers agree to remove those impediments?


Again, we do not agree that the term “impediments” is accurate.  To the extent that there were “misalignments” attributable to disparate ownership interests in the Gas Cap and the Oil Rim, those misalignments did not create an economic disincentive for a major gas sale.  In addition, the Department of Natural Resources approved the disparate ownership interests between the Oil Rim and the Gas cap as part of the Prudhoe Bay Unit Agreement.  It would not be appropriate to seek termination of the leases simply because the lessees have not completely realigned the interests that DNR previously approved.   
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