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MINUTE ITEM
4.  (CONSULTING BOARD REVIEW OF OIL AND GAS LEASES - W. 0. 2653.)

Following presentation of Calendar Item 24 attached, Mr. C. H. Keplinger
appeared on behalf of Dr. Herman H. Kaveler and the firm of Keplinger and
Wanenmacher, oil consultants, and reviewed the recommendations outlined in
the final report, copy of which is attached.

The report was teken under submiseion with the understanding that the
consultants and representatives of industry will be consulted further prior
to 7 .1 determination of an oil and gas leasing policy.

Mr. Kirkwood guestioned if, in msking the recommendation for having an
adequate staff, the consultants had in mind any specific changes that should
be made, to which Mr. Keplinger replied that the recommendation contemplated
having an engineering and geclogical staff as strong as possible, because
the data availlable to the Commission is confidential and the Commission must
rely on its own staff to interpret it.

Assemblyman Allen Miller offered the services of the Assembly Judielary
Subcommittee on Tidelands at any future working meeting held for the purpose
of reviewing the recommendations on oil and gas leasing policy. The Chairman
assured Mr. Allen that he and the members of his committee would be given an
opportunity to study all reports and to participate in further discussions
before a final -decision is made.

Mr, Paul K. Home -of the Public Lands Committee of the Western Oll and Gas
Assoclation reported that while the oil industry's committee had met on

two separate occasions with Dr. Kaveler and Mr. Wanenmacher on Mr. Keplinger
for discussion, there were some points of difference; however, as the members
of the oil industry had had the final report of the consultants for only a
short time, they had not had an opportunity to consolidate an industry view-
point. He asked thet the industry be given an opportunity, at or prior to
the next meeting of the Commission, to submit reasons for its difference in
viewpolnt from the recommendations of the consultants. The Chairman assured
Mr. Home that this opportunity would be given to him and to the members of
his committee.

Following further discussion, and upon suggestion of the Chairman, it was
agreed that the Executive Officer, the consultants, representatives of
industry, and members of the Legislative Subcommittee would hold an informal
meeting the latter part of the week of February 24, in Sacramento, with the
details to be worked out by the Executive Officer, and with &as many of the
members of the Commission as possible to be in attendance. Approximately a
week later a regular Commission meeting 1is to be held, at which time Iinal
analyses will be presented for action.

Attachment
Calendar Item 24, including
Report of Consultants (17 pages)
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INFORMATIVE
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(CONSULTING BOARD REVIEW OF OIL AND GAS LEASES - W. 0. 20653.)

N On Jeauary 13, 1958 (Minute Item 4, pages 3732-373%4) Dr. H. Kaveler and
R Mr. J. Wanenmacher of the fimm of Keplinger and Wanenmacher presented progress
renorts on surveys undertaken for the Commission on oil and gas lessing pro-
cedures to secure the best interests of the State under existing law. At
that time the Commission directed that final reports of the consultents be
. made public not later than the next meeting date of the Commission. Copies
TR of the final joint report of the consultants have been distributed to all
R organizations—in attendance at the January 13 meeting, to the Western 0il
and Gas Association for further distribution to the assoclation membership,
and to Assemblymen Bruce F. Allen, Phillip Burtonm, Richard Hanne and Allen
Miller, members of ths Assembly Juvilciary Subcommitiee on Tidelands. Dr. H.
Kevélar snd Mr. C. H. Keplinger will be availsble to review the joint report
for the Commission.

A épecial subcommittee of the Western Oil and Gas Association have prepared
and submitted & draft of proposed lease form and representatives of industry
have requested an opportunity to present statements on specific phases of
the o0il and gas leaging policy under consideration.
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_ KEPLINGER & WANENMACHER HERMAN H. KAVELER
Consulting Petroleum Engineers Petroleum Engineering and
Tulsa, Oklahoma Menagement Consultant
Tulsa, Oklshoma

February 3, 1958

State Lends Commission
State of California

IN RE: Recommended Tideland
0il and Gas Leasing Policy

Gentlemen:

Thig final report setting forth recommendations in respect to
tideland oil and gas leasing policy which the Commission has under consid-
eration is a joint report of the consultants.

Appreciation is expressed to the Commission, to the Director
and his staff, and to the sub-committee of the Lands Committee of the
Western 0il and Gas Associatlon for courtesies extended the consultanis
during their investigstion of the problen.

The purpose of this report is to assist the Commission in de-
termining general policy, procedure, and form of lease calculated to* +to
the "best interest" of the State as lessor »f petroleum minersle on tiue-
lands. The problem presented is not readily resolved. Many words could
te written were one to undertake a full discussion of the circumstances that
incline opinion in one direction or the other. The bases for the numbered
recommendations made herein are given in orief statements in respective
like numbered paragrephs in the bsdy of this report. :

RECOMMEINDATIONS

Cur recommendations concerning tideland oil and gas leasing
policy are:

I, Leasing policy must be flexible and adjusted to circum-
stancz and the facts existing in respect to any area from
time %o time, since there is no way to know beforehand
whether or not a tract of land will be "dry", "marginal
or "highly productive", as tidelands offer no more or no
less an attractive venture for discovery of oil resexrves
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and. for profit then dii the upland areas except for the addi-
tionsl expense of tideland operations. The over-all problen
of leasing tidelands is not substantially different than would
be the leasing of uplands under similar circumstances. The

- Conmission can do no more than exercise its best business

' Judgment within the limits of statutory authority, since there
is no formula that can remove the speculative or risk element
in the search for and development of oil and gas production.

II. The Commission should maintain an sdequate steff to pro-
vide its own source of interpretation of the facts that are
developed in respect to any tract proposed to be leaged, and
in respect to producing operstions on State lands.

III. ZLands should be leased only on request of prospective bidders
& except vhen development drilling is required to offset drain-
= age from State lands, and, leasing as to any separate struc-
ture should be "step-wise" -- giving wildcat tract leases
first, with a portion of the land reserved for leasing as proven
or probably productive in the event of discovery on any
‘ separate structure.

IV. The lands should be classified as "wildcat and exploratory"
or as “proven or probably productive” for the Commission's
purpose ol TLixing leass teims.

V. Wildeat sereage should be leased in tracts from 1-1/2 to 2
miles wide along the shore by 3 miles long (seaward), in the
range of 2880 to 3840 acres in size; =i, proven or probably
productive tracts should be leased in the range of 140 to
1920 acres in size with & 3-mile seaward dimension except
vhen immediate or anticipated circumstances dictate larger
or smaller size leases.

VI. Lezses on wildcat lands should be awerded on the basis of a
¢a8h bonus bid. Leases on lands considered proven or prob-
ably produciive should be offered on the basis of a royalty
bid where the lease also specifies & first-year annusl rental
in an smount sufficient to be a cash bonus in sddition.

VII. "Commencement of drilling operations" should be earth
¢ boring for the purpose of completing an operating well; 120
days should be granted as time oetween wells under the cone-
B tinuous drilling clause; time between wells should be counted
g commencing the dsy that drilling operations reach total depth

of the well last drilled; the drilling term of wildcalt leases
- ‘ should be 3 years, and, for proven or probably productive
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VIII.

I,

X1,

XIiT.

LIv.

XV,

XVI.

XVII.

“Thére should be no provis

leases, less than 3 years.

The Commission should offer wildcat leases on a cash bid
with a specified royalty of P/(5 +.01 P) with a specified
maximum not in excess of 40 to 50%; and, proven or probe
ebly productive leases on a royalty bid factor for the
formula P/(3 + .01 P) with a specified maximum of 100%

and an appropriately high first-yeer rental specified. The
minimum royelty should at all times be 16-2/3% since the
Commission cannot re-negotiate royalties in the stripper
stage or in the case of -otherwise uneconomic royalty burden.

Gas and gas product royalties in wildcat leases should be at
20%, and, for proven or probably productive lands at 33-1/3%.

No provision to share cost of dehydration of oil should be
made.

The right to determine well-head prices for purpose of deter-
mining royalty due under any State lease should be reserved
to the Commission in every lease.

The right to take royalty in kind at specified points of delivery
at any time should be reserved in every lease.

, sion in ghy lesse for the State's
participetion in fubure investment or ekpensg of any required
or advissble lease operation.

Leasing of the available 54,000 acres in Senta Barbara
County should be initisted by granting not more than 5
segregated non-contiguous leases each covering 2880 to 3840
acres offered on & cash bonus bid and the remaining acreage
should be held pending developments.

The draft of a lease as proposed on February 11, 1958 by
Western Oil and Gas Association should te adopted except
for conflicting recommendations made in this report.

The Commission must exercise its right to reject bids found
to be insufficient in bonus or royaliy because it can only
determine what lesseces will offer for a lease after bids are
received on one basisg only.

"Average~production~per-well-per day" for purposes of

computing royalty due on oil shoul’t be determined on the
basis of monthly oil production, calendar days in the month,
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XVIII.

the number of bona fide "producing" wells as determined
by the Commission, days each such producing well oper-
ates, and counting operated injection wells as producing
wells if such injection wells were previously approved by
the Commission. Dually completed wells completed on
approvel of the Comuission would be counted asg & pro-
ducing well for each separate zone that gualifies as a
“producing” well. - -~ - -

BEvery lease should define "zones" or "pools" or "common
reservoirs"” as synonymous terms meaning a stratum of
porous, permeable rock containing a common accumulation

of 0il or gas constituting a separate source of supply from
any other zone, poocl or common reservoisr, for the pur-
poses that such a definition is required.

Regpectfully submitted,

Herman H. Kéveler

KEPLINGER #oiD WANENMACHER

By

J. M. Wanenmacher

By

C. H. Keplinger
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I. THE BASIC FACT

0il iz widely distributed in the earth. It may accumulate in
commerciel quantity only in areas bemeath which there is porous, perme-
gble rock so disposed as to form a suitable subsurface trap for petroleum.
Its presence in commercial guantity must be discovered by the lakorious
and often expensive process of boring a hole. Geologist, seismologist,
engineers, or even "doodle-buggers"--do not-find .oil. No.one knows where
oil is. The geologist may know of lithologic circumstance favorable to its
accumulation, but real knowledge of the presence or absence of oil at any
locality is estsblished only by the drill., The "dry hole" rznord of the oil
industry is evidence of the fact. 0il men, in their pecuiisxr way, do not
advertise their failures. Their talk is always of the "bonenza" well. The
penalty for that characteristic viewpoint is that the public usually misunder-
stands the importance of the risk of dry holes in searching new areas and
new structures for oil.

There is the additional fact that all “"wildcat'discoveries are
not bonanzas, and often bonanza wildset discoveries are not indicative of a
loarge field. There is also uncertainty about the areal extent of -a newly
discovered field, and, the quantity of oil prospectively recoverable per
acre of preductive ares. What a newly discovered field will emount. to
must bYe estat ! hed by the drilling of development wells and by perform-
ance of the respective reservoir itself.

It would obviously be to the best interest of the State if all
lands ultimately found to e "dry" or "marginal" in reserves had been
leased for e high cash bcaus, and all lends ultimetely proven highly pro- “
ductive had been leased for & high royalty. But, an oil and gas lease is & :
contract concummated before the fact is known. This is true of wildeat
lands in particular. No one can know beforehand what an exploratory
drilling venture will establish as a fact. That is often true of so~called
“proven" lands adjcining discovery wells even on structures competently
explored by the best geologic techniques.

The consequence of the uncertainties over wildcat drilling
ventures, ana/or the profitable reserve-in-place in extension drilling of
so-called proven areas, is ‘that the Commission must exercise best judg-
ment in the face of known circumstance. There will never be a basis for
an ebsolute determination of the choice to be made in the issuance of eny
lease. The concept of “right and wrong" in leesing oil and gas lands is a
post facto privilege. The Commission must judge before the land is
drilled and st the time an invitation to bid is issued whether a lease should
command a high cash or a high royalty to sexrve the best interest of the S
State, Just as the prospective lessee must judge the lease terms under e
which he will risk his capital resources under any leases to be offered by ‘
the Btate,




y oo
Qg

KEPLINGER & WANENMACHER HERMAN H. KAVELER

There is inevitebly a contest of judgment between lessee and
lessor. And, there are at least two important general considerations.
Prospective oil and gas lands must be explored ara developed before the
regource can be reduced to a thing of value. A successful leasing policy
must encourage development. The best interest of the State may not be
L served by a policy exacting always a large bonus or sn unduly high royalty
~ if such a policy creates circumstances that drive investors to only limited )

, exploretion of prcspéctive 1ands ~Sound policy would lead-to-exploration- - - - .- - ---FS
and development of all the lands of the State under the best terms to the |
lessor that accomplishes this result. Secondly, there is the matter of
lease terms that permit a léssee to 4o the right kind of & job in recovering
all of th: oil cviiXable to economic recovery. Policy would not be sound
if the teyms of a lease led to wasteful practices or to premature sbendon-
ment of an oil producing property.

A summary viewpoint, is that the Commission cannot adopt a
fixed specifie formulu to guide 1Y in the leasing of lands, Rather, there
nmust be exercise of judgment under e general policy, and the provisions
of any lease must be drawn according to circumstances existing at the time
the lends are offered for lease. A sound leasing policy must be fiexible.

O The test of any leasing policy is its long range result. A single event is
not & test because of the extreme degree of uncertalnty associated with the
result of any drilling venture. The frequency of discovery of oil (the
success ratio of wildecat wells) is amply demonstrated. by the cumulated
statistics of the Californis petroléum producing industry: There is no
reason to expect that drilling on the tidelands will have any different aspect,
from a discovery and production viewpoint, than was upland drilling. The
cost of a tideland drill site is a factor that must be taken into account in
estimating what lease terms will be attractive to industry.

II. IMPORTANCE OF A STAFF

The Commission properly has authority and should exercise

its right to all the information obteined under exploration permits and from
wells drilled on State lands. Such information must be assembled and
competently interpreted in order that the Commission msy be guided in
the exercise of judgment. It is a matter of importance, if not of necessity,
for the Commission to have and to maintain an adequate staff to keep it
informed in respect to the exploration and development of its mineral
resource. The Commission should be in a position of having its own inter-
pretation of the informetion that applies to the evaluation of any tract pro-
pos=ad to be leased. The fact that information respecting the drilling and
completion of wells is by statute private information, available only to the
Commission in noninterpreted foxm, makes it more important than in

. other Jjurisdictions for the Commission to have a staff sufficient to keep it

. | : =6~ | | 3793
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well advised on developments on State lands. Further, the Commission
needs a stalf to properly enforce the terms of any lease issued by the State.

I1II. WHEN TO LEASE

. .. As a matter of principle, except when it is necessary to de-
velop State lands to prevent drainage by offset development, the Commis-
sion should follow the policy of offering lands only on request of one or
more prospective bidders; and then only such lands as permit "step-wise"
leasing on any one prospect or known siructure.

IV. LAND CLASSIFICATION

The Commission should classify lands, at least for its own
purposes in leasing and fixing lease terms, either as 'wildcat" or as
"proven or probably productive'.

‘ Wildcat or "exploratory” lands would be those embracing an
area where drilling is réquired to establish the existance of a structural
feature and the presence o. absence of commercisl oil or gas production.

Proven or probably productive %eads would be those embracing
part of a geologic structure proven productive by previous drilling. The
uncertainties associatéd with the areal extent and productivity of prospective
extensions of any known pool will require various classifications of proven
lands which will be reflected in the terms of each lease offered in respect
to any so-called proven lands.

V. SIZE AND SHAPE OF IEASED TRACTS

The statutory limitation on the size of any single tideland lease
1s 5,760 acres (Sec. 6871.4). Each lease should extend in one dimension
3 miles seaward from the shoreward boundary and be 1—1/2 to 2 miles wilde
(2880 to 3840 acres) for land classified as wildcat or exploratory, and, for
proven ‘or probably productive lands, from 3/4 to 1 mile wide (1440 to 1920
acres) with a 3-mile seaward length.

The benefit of preventing corridors on the seaward side of
any tract and eliminating the question of the accessibility of the seaward
side of any structure by upland drilling has sufficient merit to dictate the
3-mile seaward dimension of any tract. The fact that only a part of a tract
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extending 3 miles seaward may be structurally favorable, causing only
part of the acreage in the tract to be regarded as possibly productive, is
objectionable only in that a cash bonus bid on & per<acre cf lease basis
would be less then the per~-acre bonus if only the favorable portion of a
productive tract were includnd, thereby giving a false impression of the
actual bonus paid to those not advised of the facts.

S When subsurface structures are sharp end have a strike
- ~ " parallel to the shore lime, thére i§ & So thé Problem of including enough- - - - -~
' productive area {and prospectively recoversble oil) in a lease to justify
the investment ir a drill site offshore. This must be taken into account in
setting the width of the lease.

. It is obvious that no one can set down a final rule in respect

to lease size, particuarly in respect to proven or probably productive
acreage. The Commission's decision for tracts in this category must be
guided by what is found by the wildecat discovery well and the development
drilling on the wildcat tract.

The size of wildcat tracts (2880 to 3840 acres) recommended
.. in this section is reasonable es & starting point. The Commission might
find cirecumstances that would dictste wildcat lease sizes up to the statutory
maximum or even less than 2880 acres, though the latter is not likely.

The same comment would apply to the recommendation that
proven or probably productive lands might be leased in larger than 1920-
acre tracts or smaller than 1440 acres. The Commission would have o
o consider the existing circumstences and also consider possible probiems
; in the next succeeding lease offering whenever any lease on & proven pro-
ductive structure is offered.

Therefore, the size of the proven or probably productive
lease recommended herein is nobthing more abt present than an effort to give
expression to a recommended general policy of step-wiseé leasing whereby
wildecat lands would be leased in larger blocks, end proven or probably
productive lands would be leased in smaller blocks. And the Stete would
take its chance that the wildeat block would be drilled with no resvlting
deprecistion of the ultimate value of the offsetting lands held back over the
entire aree ultimabely to be leased.

VI. ALTERNATIVE BASES OF BIDDING

The alternatives offered the Commission (Sec. 6827) are to
awerd & lease on the basis of "...the highest cash bonus, in addition to
. sabisfying all other provisions of the lease..." -- vhere other provisions
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of the lease would include (for purposes of immediste discusaion) the size
end description of the lsnds covered by the lease, a sliding scale royalty
of not less then 16-2/3% to a maximum percentage if specified in the invi-
tation to bid, and an ammual rental as sgpecified in the invitation to bid of
not less than $1.00 per acre. Royalty on gas would be sgpecified and be not
less than 16-2/3%. This is the type of ¥mse recommended for wildcat or
exploratory lands. Alternatively, a lease may be issued on the basis of

—————— 2 the -highest rate of royalty in addition to satisfying all other provisions

of the lease...", which is recommended as the type of lease thal would be
to the best interest of the State in respect to lands proven or probably pro-
ductive, provided, thet the amviual rental provision be used in g menner to
insure atv least a substantial cash payment as one of the specified "other
provisions" of the lease.

Any bidder on s royalty basis would adjust a royalty bid to be
consistent with any direct cash payment required in the lease. Neverthe-
less, it appears to be better judegment, in the face of the uncertainties
assocliated with the determination of whether or not a lease is proven or
probebly productive, or highly productive or marginal, to obtein for the
State a cash sum as partial consideration in every lease issued. If a cash
bonus could not be specified in a royalby bid lease, then the annusl rental
for thé first year could be set &t an sppropriate sum so that the cash bonus
paid would b2 technically regarded as the Pirst-year rental. This is the
procedure recommended for proven or probably productive land leasing.

The amount of money to be specified as a first-year rental
{for purposes of a cash bonus requirement) in e royalty-bid lease must be
g matter of judgment on the part of the Conmission in thé face of the cir-
cumstances existing at the time the particular lands are offered for lease.

In respect to any untested area or structure, the best interest
of the State would be served by first issuing leases covering a part of the
area or structure for wildcat drilling. After the wildcat leases are tested
the Commission will have information to judge the terms to be specified in
8 leage covering sdjacent lands.

VII. COMMENCE DRILLING AMD
CONTINUOUS DRILLING CLAUSE

Sec. 6829.1 provides for a "drilling term" of not more than 3
years, within which time lessee must "...commence operations for the
drilling of a well..." The drilling term may be extended by the Commission.

It is recommended that every lease define "commence opera-
tions for the drilling of a’'well" as earth boring with the intention of
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completing an operating well according t6 accepted practices in the event

oil and gas are found in commercial quantity, so as to exclude for this

purpose any operations on the lease that are operations for investigative N
purposes or operations preliminary to the commencement of boring to

complete a preoducing well.

It is recommended that the lease require continuous drilling
wntil Tease obligations are met, allowing 120-days-bebween—wells-unless
the time be extended by the Commission, &and, that the time between wells
be counted from the day that drilling to total depth ceases in the last well
drilled.

A drilling term of 3 years in all wildcat leases and a lesser
term for proven or probably productive land lzases is recommended.

VIII. WHAT ROYALTY ON OIL?

The Legislature has prescribed a sliding scale royalty be-
ginning at not less than 16~2/3% for oil. The Commission may fix &
ninimum and 2 maximum royalty o be specified in the invitetion to bid,
and must determine the sliding scale formula based upon the average
production of oil per well per dey.

A sliding scale formula would not in itself insuve a "high"
royalty in fact. As a practicel matter, whether by design or not, the
average production per day per well can be held to rates of royalties in
the range of 25% or less on the average rather than to rates in the higher
ranges of royalties that a sliding scale formula on its face might suggest.

If "nigh" royelty were considered appropriate and to the
best interest of the State, the only device that could be used to accomplish
that type of 'royalty would be to set & high minimum royalty or to rely upon
both a high minimum royalty and a high bid royalty-multiplying-factor.

The Commission must glve considerstion to an important fact in weighing
the advisabili.y of setting a high minimum royalty in & royalty-bid lease,
No lessee can acconmplish his primary responsibility, namely, the re-
covery of the maximum amount of oil in any known pool, if the royalty
rate applying to low volume (stripper production) is substantislly in ex-
cess of 16-2/3%., The Commission cannot emend a lease in respect to
royalty provisions in the event an operator finds himself operating at a
lose due to burdensome excessive royalty. It would be to the best inter-
est of the State to follow a policy that would insure maximum ultimate
econonic recovery of oil and gas. Abandonment of a producing property
for economic reasons hecause of & royalty burden would create waste of

& valuable resource.
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An additidnal consideration is the fact that the Legislature
has given the Commission authority to at least encourage secondary re-
covery operations, if not to require secondary recovery operations, under
Sec. 683%0. It would certainly be to the best interest of the State if all the
tideland pcols susceptible to secondary recovery operations were subjected
to that method of operation. The additional cost and expense of secondary

I recovery operations should be solely on the lessee, who may not be in a

position to carry om such—operations-in the average or less than average
pool if a minimm royalty were set at too high a level.

Another consideration that bears upon the question is the
benefit to the State of obtaining a substantial cash consideration for every
lease lssued. For wildcat lands this would bhe s cash~bonus-bid; for pro-
ven or probably productive lands the cash would come from a specified
first-year rental. The amount of cash realized in either case would bear
some direct reletion to the royalty provision.

And finally, there is the important consideration that the
State would find it extremely difficult to impose controls that would force
an operator to operate wells at the maximum rate at vhich they could be
producted without waste, when it is obviously to the advantage of the lessee
to produce wells under a sliding scale royalty at the lower rate of produc-
tion per well per day.

Accordingly, the recommended sliding scale royalty formula
on oil to be specified in wildcet leases is the following:

O
5 + 0.01 P

with a maximum royalty specified in the bid of not to exceed 40 to 50%, which
formule would produce royalty as follows:

Production

Bbls/Well Percentage
Per Day Royalty
100 or less 16.67
200 28.6

300 37.6

500 or more 50.0

For leases classified as proven or probably productive, the
" recommended sliding scale royalty form is:

= m x (Bid Factor)
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- Vith specified meximum royslty of 100% &long with sufficient cesh con~
sideragtion in the form of a specified first-yeer annual rentel, which
formuls would produce the following royalty schedule for a hid factor of

one:
Production
Bbisf/Welk ~ - ——Percentage—
Per Day Royalty ,
60 or less 16.67 e
160 25 L
- 200. Lo C
- 300 50.5 ' =
~ 200 62.5 :
750 T1.3

In our opinion, the first-year rental under a royaliy-bid lease should
always be high enough to avoid a royalty bid so high that premature aban-
‘ donment of the leasehold would result.

IX. ROYALTY ON GAS AND PRODUCTS FROM GAS

The recommended royalty on gas and products from gas is
20 to 33-1/ 3%, the fommer for wildcat leases and the latter for proven or
probably productive leases when circumstance justifies the maximum.

X. -ALLOWANCE FOR DEHYDRATION

The Comaission should continue its recent policy of making
no allowance for dehydration of oil or gas.

XI. SELLING PRICE FOR ROYALTY PURPOSES

Each lease should provide that the well-head selling price
for purposes of determining royalty due on both oil and gas saved snd sold
e the well-head price as determined by the Commission at any time and’

from time to time adopting, in substance, the like provision in Federal
lessés (Title 30 CFR 221.47) stipulating that the Commission in the deter-
mination of well-head price shall take into account posted field prices (if
eny), actusl selling price if to a third party, prices paid elsewhere in the
State, bonuses paid (if any), and allowable transportation costs (if eny) -
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for oil or natural gas of similar qualit& and location.

The Commission should require certified copies of sll con-
tracts or pertinent parts of contracts pertaining to any sale of oil or gas
from any State lease.

PR ——

XII. TAKING IN KIND

Fach lease should provide for the receipt of royalty oil or
gas in kind, at the option of the State at any time and from time to iime,
conditiorned upon the taking of gas as produced, and require storage for
2 days current production of the State's share of the oil produced in taunks
at locations at the place of delivery of lessee's share of the oil produced.

XIII. LEASE PROVISION COMMITTING LESSOR T0 .
PARTICIEATE IN INVESTMENT AND EXPENSE

The Commission should not include in any lease provisions
requiring the State to share in the cost of investment or operating expense
for any gas or water injection pressure maintenance operations on any
lease, If expenditures for prevention of subsidence or increased recovery
are found to be necessary, the circunistances existing at the time should
determine what the State should or should not do.

XIV. LEASING PROCEDURE RE SANTA BARBARA

If the Commission adopted the general policy herein recom-
mended, the approximately 54,000 acres of tidelands from Elwood to
Guadalupe in Santa Barbara County would be leased in & step-wise manner
by the issuance of not more than 5 segregated and non-contiguous tracts
on a wildeat acreage basis; the principal terms of the lease would be:

Spec! fied Provisions Acres: 2880 to 3840

Annual Rental: $1.00 per acre

Driiling Term: 3 years

Royalty Rate: P/(5+.01P) with 16-2/3%
min. and 40 to 50% max.

Bid Provision Cash bonus
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Leasing of any additional tracts would be withheld until such time as the
results of drilling on one or more of the 5 selected tracts are avallsble.
Additional lands would be offered at an opportune time on & wildeat basis
or on a proven or probably productive basis.

The terms of a lease covering proven or probably produc-
tive lands would be determined at that future time, but, by way of com-
parigon to i1llustrate the recommended pollcy, the terms might be:

Specified Provisions Acres: 1440 to 1920 (or more)
Annual Rental: 1lst year to be de~
texmined, snd, thereafter $50

per acre
Drilling Term: I1ess than 3 years

Bid Provision A multiplier to royalty rate formula
P/(3+.01P) but not less than 16-2/3%
royalty.

XV. THE FORM OF LEASE

The consultants have had two meetings with representatives
of the Public Lands Committee of the Wesiern 0il and Gas Association for
the purpose of discussing lease form and lease provisions. The Associa-
tion will present a draft of a lease identified as "Draft Proposed to Com-
missién February 11, 1958", which draft meets with our approval except
for differences between it and recommendestions made herein, and except
for certain matters that involve legal questions or administrative policy
not in the province of the consultants. |

XVI. REJECTING BIDS

The legislabture very properly geve the Commission authority
to reject all bids. Since the Commission has only the strictly limited
means of receiving sealed hids as the means for determining what interest
prospuctive lessees have in any tract, or of determining what the "market"
will offer for a lease at any time, it is more important then ever that the
Commission not hesitate at any time to reject all bids when the blds re=-
ceived fall below an scceptable level in cash bonus or royalty (or both
cousidered together).
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AViI. DETERMINATION OF PRODUC-
TION PER WELL PER DAY

Every lease should reserve to the Commission the right to
determine at any time and from time to time the number of producing
wells to be counted each month for the purpose of determining the pro-
duction per well per day used in the sliding scale royalty formuls for oil.
The Commission should regard as & producing well for this purpose only
a well which produces in any month an amount of oil or ges sufficient to
pay for the cost of its operation.

The Commission should also count as & producing well for
the purpose of oi? royalty computation all wells operated in any month as
gas or water injection wells under any reservoir pressure maintenance
plan approved by the Commission.

The Commission should continue its policy of determining
rate of oil production on the basis of monthly production and operated
producing well-days.

Dually coﬁpleted producing wells approved by the Commis-

sion should be countéd as @ producing well for each zone that meets the
Commission's test of a producing well in any month,

XVIIT. DEFINITION OF ZONES AND POOLS

For purposes of granting permits for dual completion, or,
for determining obligations for development and for meeting cffsetting
drainege, the lease should define "pools” or "common reservoirs” as a
stratun of porous, permeable rock containing & common accumulstion
of 0il or gas and constituting a separste scurce of supply separated from
eny other common source of supply by impermeable rock (Sec. 6830).

SUMMARY

The viewpoints expressed in this report may be briefly
samarized as follows: A leasing policy is recommended, which in
principle =~

(a) Reserves some lands for leasing until wildeet drilling
has established the presence of oil or gas on a geologic
structure:




.

(b)

(e)

(a)

(e)

(£)
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Provides for step-wise leasing of wildcat lands for
high cash bonus, and, any resulting proven or prob-
ably productive lands on a high royalty basis, pro-
vided that the latter lands alsc carried an appropriate
cash paynment consideration in the form of a first-year
rental;

Measures the success of leasing policy over the long
rather than short term, recognizing that some re-
served lands will be shown to be dry or merginal; that
high royalty bids in the form recommendzd on the
possibly few proven lzases to be offered will, in the
long run, out weigii the loss of bonuses that might
otherwise have been collected on lands withheld had
they been leased as wildcat lands;

Considers the high sliding scale royalty bid without any
cash consideration as not to the best interest of the
State; and the high sliding scale royalty bid as not in-
suring a high royalty payment; and, too Ligh royalty

a5 leading to premature ebandonment, waste, and

loss of rcyslty when a pool or field nears marginal
status;

Recognizes that the provisions of any lease must be
formulated on the basis of circumstence existing from
time to time, and the Commission must adopt a flexible
rather than a fixed policy; and

Is based on the necessity for the Commission to exercise
its right to reject all bids, and to re-offer the lands
when the highest bid on the basis offered does not eppear
to be to the best interest of the State.
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