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1 . Introduction

The United States represents the exception rather than the rule in its
adoption of competitive mechanisms for allocating oil and gas rights on public
lands . The United Kingdom , Norway , Canada , Australia and the Middle East oil
producers have all preferred non- competitive systems . These systems may be

classified into two categories : filing (or " free entry " ) procedures and dis

cretionary (or negotiated ) systems .

1

2. Filing Systems

The distinguishing feature of these systems is the opportunity presented

to each private operator to obtain exclusive exploration and/or production

rights for oil and gas on public lands simply by lodging an application , at
nominal cost . Additional obligations may also be imposed , such as location

of a claim , survey of the area in question , and registration of the claim ,

but these are generally insignificant . What is important is that the init
iative in obtaining rights rests solely with the private operator . The

government has no active role in the allocation process . Examples of filing

systems for oil and gas rights may be found in Canada , in the northern and

3
offshore regions under the jurisdiction of the federal government² , and in

Alberta (until 1 July 1976 ) . Many more instances occur in the field of hard

rock mining.

Problems encountered with filing systems are numerous while advantages are

few . The major difficulties include (a) inefficiency (b ) loss of potential

government revenue , and (c ) lack of control over location of oil and gas

operations .

(a) Inefficiency . Filing systems promote inefficiency by providing an

incentive for exploration before it is required . Each operator is aware of the

fact that , in order to obtain . rights over prospective acreage , he must be the



- 2

first to make an application . He is therefore encouraged to apply earlier than

he would in the absence of this "competitive " element . This factor in itself

need not lead to inefficiency if the cost of obtaining the rights is negligible .

However , a common characteristic of filing systems is the obligation imposed

upon private operators to spend fixed amounts in approved exploratory work each

year in order to maintain the rights in force . This requirement causes pre

mature expenditure on exploration .

It is sometimes suggested that exploration should take place at the earliest

possible date , in order to provide information about the resource . While it is

true that information is useful , it must be recognized that information is

obtained at a cost . A dollar spent on exploration today amounts to more than

a dollar spent next year . Accordingly , premature exploration reduces the

ultimate value of the resource in production .

Another argument made in favour of filing systems proceeds on the ground

that the cost of any inefficiency is borne by the private operator rather than

the government . Since the major companies explore in many jurisdictions other

than Alaska , it is claimed that encouragement of premature exploration merely

attracts dollars from other places to be spent in Alaska (with consequent

benefits to the local economy) . The difficulty with this approach is that it
too overlooks the fact that exploration expenditures are taken into account in

assessing the value of the resource . And it is that value which provides the

opportunity for government revenue . In the end result , it is the government

which suffers the cost of premature exploration .

Another problem with filing systems is that they do not ensure that rights

are awarded to the most efficient operator. The company which is first to

recognize the potential of an area need not be the one to develop it at least

If rights are transferable among operators without restriction ( a. cost .
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feature usually absent from filing systems because of opposition to "speculative "

gains ) the most efficient operator may ultimately acquire the acreage by purchase .

But this may well be a costly process which again leads to inefficiency and waste .

(b) Loss of Government Revenue . Under a filing system , a private operator

has an incentive to apply for oil and gas rights in respect of an area as soon

as that area takes on a positive value , however small. Thereafter , any increase

in value of the area flows to the private operator rather than the government .

. The discovery process for oil and gas causes frequent reappraisals of the

value of areas , often upwards . A successful well drilled on one block upgrades

the potential of adjoining areas . A government which allocates blocks on a

restricted basis , retaining nearby areas until their potential is better known ,

is in a position to benefit from these information "spillovers" .

a filing system allows private operators to reap these unearned rewards . An

illustration is provided by the different allocation systems in force in Alaska

and the Canadian north at the time of the Prudhoe Bay discovery . Alaska was in

a position to sell adjoining acreage at considerable benefit to government

revenue . In Canada the filing system allowed private operators to acquire

prospective acreage on a first- come , first-served basis . The area under permit

more than doubled ( from 190 to 440 million acres ) between 1968 and 1970 .

There can be no doubt that the filing system precluded the Canadian government
5

4

from vast revenues .

In contrast ,

It is not surprising that the Canadian filing system was suspended in 1970 ,

with a view to widespread revision . However , in 1977 that process has still
6

not been completed . This illustrates another feature of filing systems : they

allow private operators to acquire rights long before development may be

contemplated . A change in external circumstances ( such as occurred with the

enormous increases in world oil prices during 1973 and 1974 ) may destroy the
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underlying assumptions upon which the rights were issued . Nevertheless , the

government finds itself in a position where many of its options are foreclosed.

It may be driven to new forms of taxation by an inability (or unwillingness ) to

revise the rights structure .

(c) Lack of Control Over Location . Since a filing system places the

initiative regarding allocation of oil and gas rights squarely upon the private

operator , the government has little opportunity to control the siting of

exploration and production . Oil and gas operations are thereby afforded pri

ority in situations of land use conflict . This situation is plainly incon

sistent with government responsibility to take account of a wide range of

social , economic and political factors , such as impact on local communities

and protection of the natural environment .

The principal advantage claimed for filing systems is that the minimal role

of government implies correspondingly small administrative cost .

but the argument proceeds upon a highly restrictive view of cost . If account

is taken of the losses of potential government revenue flowing from the above

inefficiencies and inequities , it appears beyond doubt that filing systems are

very expensive to the public .

Finally , it may be noted that the original proponents of filing systems , the

Canadian and Albertan governments , have recently abandoned them . The proposal

for changes in oil and gas rights in the Canadian northern and offshore regions

adopts competitive bidding as the allocation mechanism , as does the new Alberta

regime which took effect on July 1 , 1976 .

This is so ,

3. Discretionary Systems

Characteristic of discretionary or negotiated systems is the fact that the

administrator is placed in a position of choosing among applicants for oil and

gas rights in specified areas . The government retains a very high measure of
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control over private operators : it nominates the areas available for acquisition ,

determines the time at which such areas become available , selects the operator

for each area , and (usually ) lays down the terms and conditions upon which

rights are acquired . In the result , there are often considerable variations in

rights among operators in different areas . Examples of discretionary systems

are found in Norway , the United Kingdom , Australiaia , and most OPEC countries .

Disadvantages inherent in these systems are ( a) the potential for graft ,

(b ) inefficiency , ( c ) administrative difficulties and ( d ) loss of government

revenue .

(a) Graft . It is unnecessary to say much about the opportunity for graft

and corruption presented by a system which vests wide descretion in a public

official to deal with resources of considerable value . It is not suggested that

this has been a failure of the Norwegian , United Kingdom or Australian systems .

However , the potential must be recognized and , if such a system is adopted , an

appropriate review mechanism included to take account of this factor.

(b) Inefficiency. The inefficiency arising under discretionary systems

is derived from the fact that the private operator selected for each area is

not necessarily the least cost operator. Of course , this result is to a degree

intentional : it simply represents the price paid for the opportunity to imple

ment government policy . The difficulty lies in quantifying that price . In

the absence of a bidding procedure , the government is unable to ascertain how

much potential revenue it is forgoing in order to promote its chosen policies .

(c) Administrative Difficulties . This factor is closely related to the

previous one . The administrator is placed in a position where he must choose

among applicants . On what basis should the choice be made ? Undoubtedly the

legislature may specify guidelines or criteria . Inevitably , though , the

administrator will require considerable information regarding the geology of



- 6 -aka

the area , exploration and production costs , marketing and pricing factors

(to name but a few ) in order to apply those guidelines . The difficulty is

compounded by the fact that the only source of such information is likely to be

the companies themselves . Perhaps it is not surprising , therefore , that some

countries which rely upon discretionary allocation have opted for creation of

a government corporation to participate in all phases of exploration , development

and production , not just as a means of obtaining revenue but also to provide

the information necessary to administer the system . The United Kingdom and

Norway illustrate this trend .

(d) Loss of Government Revenue . Unless the government is confident that

it can design a production tax which is entirely successful in taking account of

differing geological , cost and location factors among fields (all of which

influence the ultimate value of production) , discretionary systems involve a

loss in government revenue . This loss may indeed be large . In 1971 the United

Kingdom experimented with bonus bidding for 15 blocks in the North Sea. The

revenue obtained , more than 37 million pounds , became a source of government

embarassment as people were not slow to calculate how much potential revenue

may have been lost on the 848 blocks previously issued " free " by the discre
10tionary method .

Advantages claimed for discretionary systems flow from the control retained

by government . The allocation process may be manipulated to achieve policy

objectives , such as preference for domestic operators (apparent in the U.K.

system) and priority for small rather than large corporations . The only

response to be made to this claim is to inquire , at what cost?

Supporters of discretionary allocation also point out that it avoids " front

end load" the commitment of substantial capital sums by private operators

long before production (and cash flow ) begins . However , it is not the only

--



method for dealing with this problem . A competitive allocation system may be

designed where cash bcnuses are intentionally small because the system also

employs production-based taxes or charges designed to collect the greater part
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of government revenue .

Finally , there is no doubt that discretionary allocation , if combined with

negotiated work commitments , may provide a means of subsidising exploration .

The problem lies in deciding whether , accepting that a subsidy has been judged

to be desirable , this method represents the most efficient form of subsidy .

This is unlikely to be the case . The cost to government revenue is unas certained ,

so that the success of the programme is difficult to evaluate . Moreover , it
has been shown that if a government is prepared to give up cash bonuses in order

to stimulate exploration , work commitment bidding will generate greater explor
11

ation expenditure .

4 . Conclusion

In summary , it is suggested that competitive allocation of oil and gas rights

over public lands has considerable advantages over non- competitive mechanisms ,

on both efficiency and equity grounds . Competitive allocation need not be

inccnsistent with other government objectives , such as avoidance of front- end

load . Part of the strength of a competitive system is derived from the fact

that it places reliance upon private operators to evaluate different areas.
(although government should not be precluded from calculating reserve bids ,

which inplies that government obtain the information necessary for this task ) .

Moreover , competitive allocation may be the only way (short of ex post assess

ment ) of taking account of all factors which determine the value of areas . When

used in combination with other taxes and charges , bidding provides a measure of

the effectiveness of the entire revenue system. When the level of bids uni

formly rises , the government receives a signal that revision of future taxation
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arrangements may be necessary ( the converse also holds ) . Lastly , and perhaps

most significantly , competitive allocation adds a measure of political accept

ability (and thereby stability) to a system designed for public resources .
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