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Juneau, Al aska
POSI TI ON  STATEMENT: Presented a briefing titled "Field
Devel opnent: What Drives Exploration and Devel opnent Deci sions?"

ACTI ON NARRATI VE

CHAIR VIC KOHRI NG cal l ed the House Special Conmttee on Ol and
Gas neeting to order at 5:03:25 PM Representati ves Kohring,
Dahl strom Gardner, and Sanuels were present at the call to
order. Representative MQuire arrived as the neeting was in
pr ogr ess.

OVERVI EW - DEPARTMENT OF REVENUE

5:04: 54 PM

DAN DI CKINSON, Director, Tax Division, Departnment of Revenue,
said that |ast year, the state's general fund (G-) brought in
$2.4 billion, of which $1.1 billion were from royalties, and

about $1 billion from taxes. O the taxes, about $700 mllion
were from the production tax and the other $300 mllion were
from property taxes and incone taxes. He noted that there are

about $300 nmillion in state revenues that are not associated
with oil and gas. Focusing on the production tax, he explained
that it is calculated by multiplying four values: the well head
value of oil, the nonroyalty barrels, 15 percent, and the
Economic Limt Factor (ELF). He clarified that the ELF is a
nunber between zero and one; therefore if the ELF is zero the
whol e calculation beconmes zero, and if the ELF is one the
conpany pays the full 15 percent. He said that the ELF was
placed in the equation because [the state governnent] did not
want the production tax to be the increnental cost that shut a
well in. The effect has been that if a field has high costs the
ELF goes to zero; if a field is producing nore barrels than are
needed to cover costs, the ELF is greater than zero and there is
a tax.

5:09:22 PM

MR, DICKINSON stated that the ELF is really a proxy for the
production that the company needed to cover its costs, including
transportation costs, tariffs, and the wellhead val ue. The
conpany is allowed to deduct all of those downstream costs but
not any of the costs at the production field, where investors
may have invested tens of billions of dollars. At the fields
the conpanies use the ELF to have the oil [production] tax free
if the production is below the ELF.
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5:10: 31 PM
MR. DI CKI NSON sai d:

It's only the production above the economc Iimt that
bears a tax, and the nore barrels you have above the
economc limt, the higher the tax on you.... So the
notion of the ELF was, it was a proxy and it was going
to shield the volume of oil that was required to cover
the direct operating costs....

MR. DI CKINSON nentioned that in 1989, a second exponent was
added to ELF to take into account field size so that a |arge
field |like Prudhoe Bay, which was producing about 1.6 mllion
barrels a day (b/d), would bear a high tax, and a small field
woul d bear little or no tax. He stated that after this change,
the taxes on Prudhoe Bay and Kuparuk went up, and taxes on all
the other fields went down.

5:12: 21 PM

MR. DICKINSON said that in 2005 there were only three fields
that were paying significant production tax: Prudhoe Bay, Al pine
and North Star each had ELFs of about 0.8. The next highest ELF
is Kuparuk with an ELF of about 0.1, which is considerably |ower
than 0. 8. He expl ai ned, "Wat can happen with exponentials is
smal | changes in the inputs make huge changes in the result.”

MR. DI CKINSON remarked that 2005 was the first year in which
about half of the [oil] production on the North Sl ope was bel ow

the economc Ilimt. "In other words,” he said, "half the
production on the North Slope was needed to cover the cost on
the North Slope." He stated that according to the prediction
made by Departnent of Revenue (DOR), as nuch as 80 percent of
the oil on the North Slope will not have a production tax by the
year 2020.

MR. DICKINSON said that in the early 1990s the ELF for Prudhoe
Bay was close to one, but it has been slowy declining every
year since then as production falls. This sane trend applies to
the ELFs for all the other North Slope oil fields, with a slight
raise predicted in 2010 when the Point Thonpson field is planned
to cone online. He said that every year there is less oil found
in Prudhoe Bay and nore oil found elsewhere; therefore the
wei ght ed average between the two |eans nore heavily towards the
"el sewhere" category.
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5:17:39 PM

MR. DI CKI NSON expl ai ned the concept of Best Well Produces, which
is the production function that the [oil industry] wuses to
maxi m ze the anmount of oil that can be put into the Trans- Al aska
Pi pel i ne System (TAPS). He said, "[The oil conpanies] |ook at
all the wells that they have [that] could be producing, or that
are producing, and they try to find the one that's going to put

the nost ... oil in the Iine." Production facilities, which are
needed to turn well fluid into quality oil, are presently
constrained by the amount of gas they have to handle. Ei ght
billion cubic feet per day (cfd) [of well fluid] goes into the
central conpression plant, he noted, "and the ability to handle
that ... is what is the real constraint on the ability to
produce gas on the North Slope.” He said that the [oi

i ndustry] wants to shut in a well that is producing a |ot of gas
and not rmuch oil, and bring on a fresh new well that wll

produce a lot of oil and not nuch gas.
5:20: 01 PM

MR. DI CKI NSON poi nted out that the anount of gas increases over
time for any well and said:

When you start out you're getting a lot of oil, you
take the gas off, you reinject it, you put it back in
and what happens is you find the gas/oil ratios

[GOR] go wup, and they go up phenonenally. ... In
general the wells that they're finding they want to
shut in are the wells in Prudhoe Bay. ... Under the

tax system [DOR decided that] if a well or a field or
an entity is producing a lot of oil and it's strong,
if it has a lot of production above the economc
limt, then it has to pay a lot of tax. A robust
field should be able to bear sone tax. And those are
the wells that [the oil conpanies] are saying, :
"These robust wells are the wells that we actually
want to shut in." Then you go out to a satellite
These satellites are relatively fresh; they' ve been
di scovered in the last couple of years and by fresh |

guess | just nean they have a low [GOR. Now
according to our tax system these wells mght have a
zero ELF or a very low ELF. Qur tax system said
[that] these wells are sonehow di sadvantaged... [and]

need help from our tax system or otherwi se they won't
pr oduce. That was the theory behind the ELF. And
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[the oil conpanies] are saying, ... "Let's take a well
that apparently under our tax system needs support -
we're going to call it the Best Well and we're going
to bring it on line and we're going to shut down one
of these supposedly robust wells in the mddle of
Prudhoe Bay." And fundanentally that ... doesn't seem
to be what was intended by the ELF.

5:21: 38 PM
MR. DI CKI NSON sunmmari zed:

[ The oil conpanies] are already treating all the wells
that feed into the comon production facilities at
Prudhoe Bay, t he satellites and t he initial
participating area, all those wells are being treated
to a common production function and they are saying,
"Sonme wells we don't think ought to be producing", but
those are the wells that according to our tax system
are the Best Wlls, the wells that can afford the
hi ghest tax. And they're saying the wells they want
to bring on are the wells that our tax system was
sayi ng needed encouragenent. And that's why | ooking
at it you say, "There's been a msmatch between the
tax systemand the way it's operated.”

5:22:25 PM

MR. DI CKINSON turned attention to the idea of giving incentives
to the oil industry [in order to encourage them to explore and
develop in Al aska]. He remarked that the state needs to have

effective incentives that produce the desired results. He said,
"It was [DORs} analysis looking at this that in fact that was
not what was going on in Prudhoe Bay."

MR. DI CKI NSON descri bed ELF as an inperfect proxy. He said that
though it would have been nore pertinent before the 1989 ELF
changes, this notion is still wuseful. To apply this idea, a
conpany would take the proxy for its costs, build it into a
volunetric function, and then decide how good a proxy it is. He
presented a sinplified exanple of the use of ELF as a proxy: if
a conpany is producing 600 barrels per day (b/d) that can be
sold for $10 per barrel, the total revenue would equal $6, 000.
If the actual costs were $3,000 then the profit would equal
$3, 000. If the price doubled to $20 per barrel, then the
conpany would be making $12,000, but nost of the costs
associated with producing a well are not tied to energy costs,
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he expl ai ned. Therefore while the actual costs stay at $3, 000,
the profits actually triple to $9, 000.

5:25:53 PM

MR, DICKINSON reiterated that when ELF is used as a proxy for
costs, 50 percent of production, or 300 barrels, wll cover
costs while 300 barrels will be given back to the sharehol der or
will be used for further investnent. |In that case, he said that
the conpany will get $6,000 tax-free because it can sell 300
barrels to cover its cost. In sunmary, he said that as prices

go up, the conpany is allowed a |larger proxy cost for its actual
cost even though the actual cost stays roughly the sane. When
prices halve the ELF drops |lower and the conpany wouldn't be
able to conpletely cover actual costs. However the barrels that
the conpany could sell for its costs would cover $1,500 worth of
costs, or half of its costs, and the barrels that are sold for
profit would also drop to $1,500. He remarked that this is a
much snaller effect, and that "when you're halving things you're
going to end with a smaller effect than when you' re doubling
them”

MR. DI CKINSON stated, "The statutes say that the DOR has the

authority to aggregate or, if it's appropriate, to segregate,
but basically to redefine ... the boundaries of what we'll use
for calculating the ELF. In other words, we're supposed to find
a ... production set ... that has an identifiable economc limt
factor...." He referred to the statute AS 43.55.013(j) and
said, "[The statute] specifically says that we can aggregate
certain |eases, properties, or portions of them"” He explained

that, effective February 1, 2005, [the adm nistration] conbined
six satellite fields with the Prudhoe Bay initial participating
area (I PA) for production tax purposes.

5:29: 04 PM

MR. DI CKINSON said there were three reasons why the departnent
decided to exercise its discretion and ask the producers to

aggr egat e. He said, "The first [reason] was essentially an
argunent which 1'lIl just call Substance Over Form We believe
that the field is being operated as a single unit. If what

you're driving at with the ELF is to try to isolate costs,

if in fact the field has a single set of costs, then you ought
to recognize that; it ought to be treated as a single unit for
purposes of ELF. ... W believe that brought it nore in line
with the intent of the original legislative intent."
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5:30: 01 PM

MR. DICKINSON said that the second reason for the [Prudhoe Bay

aggregation] change is due to neasurenent concerns. He
expl ained that satellite fields that share production facilities
do not have neters on the individual pipelines; the oil is only

nmetered when leaving the facility. Therefore the conpani es mnust
estimate the volune of oil comng from each individual area, and
he stated, "If you can't figure out how nuch is com ng from each
then you ought to sinply treat themas one."

5:33: 56 PM

MR. DI CKI NSON expl ained that the third reason for the ELF change
is the persistent high oil price. He said:

If you think back to the purpose of trying to say that
production below the economc |limt was tax-free and
production above the economic |limt should bear sone
tax, and in the ELF as it's now [constituted]...,
there was no way to plug price in there.... It was

just sinply a proxy.

MR. DICKINSON referred to a graph on slide 11 of a handout
titled, "Economic Limt Factor, AS 43.55" which denonstrates
that oil prices have been higher than usual recently. He said
that economsts believe that "since 1999 we have been in a
different world than the world that cane before that." The
average price since 1999 has been double the average price of
oil from 1986-1999. He opined that this is an era of high
prices and the standard for the economic limt ought to change.

MR. DI CKI NSON cont i nued:

It ought to be reflective of the fact that the
economc limt, the amobunt of oil you need to produce
to cover your costs, is going to be |ower when prices
are high.... One of the things we've observed ... is
that prices have been persistently high; they' ve
stayed high for five years. W don't think this is a
transi ent phenonenon.. .. As the [DOR] thought about
this application and what we ought to do, price played
a role and the persistent high prices were a part of
t hat .

5:36: 28 PM
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MR. DICKINSON referred to slide 8 of the handout, which was a
graph depicting volune of oil production over tine. He
expl ai ned that Prudhoe Bay was an extraordinary field that was
substantially larger than the second |argest field. He poi nted
out that in the early years the Al askan tax system was desi gned
and focused on Prudhoe Bay, but over tinme other fields have
pl ayed a larger and larger part in oil production on the North
Sl ope.

5:38: 04 PM

MR. DI CKI NSON pointed out that the DOR has been tasked by the
governor to determ ne how Al aska conpares with other countries
in conpeting for [oil industry investnents]. He said that DOR
has collected nine studies that rate Alaska's conpetitiveness

each conpleted wthin the past decade with different
met hodol ogi es. He briefly reviewed the studies, pointing out
that one study showed that Al aska was the | east conpetitive area
of eight areas studied while another study determined that 85
percent of the areas studied were less conpetitive than Al aska
and 15 percent were nore conpetitive. He said that generally,
Alaska is in the md to high range; there are nore places that
are unconpetitive conpared to us than there are conpetitive
pl aces.

5:40: 22 PM

MR. DICKINSON directed attention to data released in the Wod
Mackenzie study titled "G obal Ol and Gas Risks and Rewards
2004". He posited that the price of oil affected how the study
rated Al aska's conpetitiveness. He pointed out that Al aska was
the | east conpetitive when the oil price was $13 per barrel, and
as the price went up, Al aska becane nore and nore conpetitive.
For exanple, at $16 per barrel for oil, Alaska was 71 percent
conpetitive; at $22 per  barrel, Alaska was 81 percent
conpetitive.

MR. DI CKI NSON expl ai ned that at high oil prices Alaska is one of
the best places to do business, and at low prices it is one of
the worst places to do business. He said that Alaska has a
regressive system at low prices Alaska takes a very high
percentage and at high prices it takes a very |ow percentage

He opined that this was a conscious aspect of the design to
ensure cash flow to the state regardl ess of oil price.

5:44: 35 PM
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CHAI R KOHRI NG asked why the oil conpanies aren't devel oping nore

than they are since the oil prices are currently high. He
commented, "I'm not seeing a nmjor upsurge in their investnent
in the state here, so it suggests to ne that maybe ... the

picture is not as rosy as it's being pointed out by these
studi es and by your analysis."

MR. DICKINSON replied that perhaps projects are not being
evaluated at these high prices; they're being evaluated at
stress prices, a lower price, so conpanies are enjoying the
"windfall"™ but nobody is planning on this kind of price |eve

cont i nui ng. He said that [DOR] believes that there wll be a
hi gher than normal price in the future. He admtted that he too
is nystified as to why there hasn't been nore devel opnent
recently; he expected nore investnent at this point.

5:46: 23 PM

CHAIR KOHRING raised the issue of costs associated wth
developing a field before it actually cones online. He said
that when conpanies are exploring they aren't necessarily going
to find oil; they're going to have a few dry wells and so there
are potentially a lot of costs that have to be consi dered.

MR. DI CKI NSON agreed and stated his belief that two years ago
the governor and the legislature made the decision to pay for 40
percent of the costs of certain kinds of exploration, and 20
per cent for ot her Ki nds. He stated t hat i ndustry
representatives have suggested that the state cut back on
restrictions and nake this incentive apply to any kind of
drilling or exploration. He opined that intervening at the
exploration end can have a nore profound effect than intervening
as the ELF does, during the production end.

5:48: 26 PM

REPRESENTATI VE GARDNER asked what the tax structure is in other
pl aces and how it conpares to Al aska's.

MR, DICKINSON said that tax structures can be categorized in
many  ways. He gave the exanples of regressive versus
progressive systens, and project deals where rates are set on a
proj ect - by- proj ect basis. He said that sone areas tax profits
that are being expatriated; if the conpany is willing to invest
noney in the country [it can keep all the noney], but if the
conpany intends to take the nobney out of the country, the
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country places a high tax on it. He opined that [tax
structures] are fairly fluid and changi ng.

5:52:11 PM

REPRESENTATI VE MCGQUI RE remarked that when the ELF was conceived
the idea was to encourage conpanies to continue investing in
Al aska and to use the resources as efficiently as possible. She
asked if [DOR] has conpleted any analysis regarding what wll
happen in future devel opnent.

MR. DI CKI NSON r esponded:

Every vyear ... there is [an] ... ever-increasing
anount of new oil in there so we have to be very
sensitive to the fact that we still believe that our
forecast has events that we think are going to occur

and the future developnents on the line wll
occur. So yes, we are doing that analysis. ... It's
not a single dinension, it's not as if you can say ...
"Hgh tax - no developnment, low tax - lots of
devel opnment.” It's how you craft it, how you | ook at
it. W made a technical decision based on what were

the facts in front of us that we thought was the
appropriate way to tax this field.

5:54:36 PM

MR. DICKINSON nentioned that the president of ConocoPhillips
Al aska, Inc. sent a letter to the governor asking for [ELF]
rulings on the satellite fields at Alpine so that they can "do
their econom cs".

MR. DI CKINSON stated that nost of the oil conpanies are capita
constrained, but wll invest capital where they think they'l]l
get the best return over tine. He opined that the conpanies
will want to have a portfolio, and perhaps they wll "invest
sone in places that have a lot of upside and then sone in other
pl aces where they expect not to get a huge upside but ... where
the take will not be so great during the |ow prices.”

5:56: 08 PM
REPRESENTATI VE MCGUI RE stated that very often [the |egislators]
don't understand the full i nplications of their pol i cy

deci si ons. She noted that in 1989 a change was nmade to ELF to
encour age devel opnent of some marginal fields. She said, "Here
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we are analyzing a very inportant, profound policy decision that
you've made on the admnistrative |evel that could have
inplications that we won't see until 20 years from now. " She
stated that she would have expected oil conpanies to have
invested nore in Alaska in recent years with prices being high

since at the high end conpanies nake nore noney in Al aska. She
then asked if the [DOR] considered creating other incentives to
encourage nore investnents in Al aska.

5:58:11 PM

MR. DI CKINSON stated that these are issues that DOR has been
trying to figure out for years. He rem nded the comm ttee that
the legislature passed an exploration incentive recently, plus
House Bill 61 which "put additional credits behind a devel opnent
in Cook Inlet". He said,

There are small things, ... we'll have to wait sone
years to figure out how successful they were, but
there are things that can be done, [the |egislature
has] done sone, we've thought of them they're
strictly within the sense of what we could propose to
the Ilegislature. It's [DOR s] belief that the
investnments that are [on the North Slope] are not
going to be negatively inpacted as a consequence of

this. ... W believe, if folks are continuing to bring
on wells of this natural, they wll continue to do
that, particularly at the current price regine. ... |
would not necessarily say that ... the folks who
designed the ELF in 1989 ... got what they expected.
.. A lot of the focus was on stand-alone

production facilities. What has happened over tine

is, when you share costs, when you can bring on
production and then take production facilities that
already exist on the North Slope and put that
production into them that that's not what folks
cont enpl at ed.

6: 01: 20 PM

CHAI R KOHRI NG remarked that there are other major fields up on
the North Slope such as Kuparuk and Alpine, and they have
satellite fields around them too that are like smaller versions
of Prudhoe Bay. He expressed concern that perhaps [the
admnistration's decision to aggregate Prudhoe Bay wth its
satellites] will set a precedent and be extended to the other
ar eas. He asked for further explanation as to why the
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admnistration decided to make a change to the Prudhoe Bay
satellites.

MR. DI CKI NSON answer ed:

In our regulations there's a process set forth that
says a taxpayer who is concerned about the future
devel opment can apply to us and get an advanced letter
ruling ... that says "W will not aggregate this field

., essentially giving them sonme certainty about at
| east that aspect of their production of the taxes.

MR. DI CKINSON nade the general observation that those letters
generally do apply to a great deal of production in fields such
as MIne Point and Kuparuk. He stated, "[DOR was] very careful
that when we took this step, ... we did not overturn ... deny

any of the applications that we had ... taken and agreed to
not aggregate with."

6: 03: 27 PM

CHAI R KOHRI NG opined that a stable tax policy was inportant to
give the oil industry a chance to predict the future with sone
certainty. He commented that he thinks other oil conpanies are
concerned about whether this change will be applied to their
fields and satellite fields as well.

MR. DI CKINSON agreed with Chair Kohring, but argued that if
facts and situations change, a tax policy shouldn't be static or
frozen. He commented that he thought the people who wote the
ELF gave the DOR certain discretion to [nmake changes if needed].
Having said that, he noted that having a consistent policy is
i nportant.

6: 05: 18 PM

REPRESENTATI VE SAMUELS asked if the ruling not to aggregate
Kupar uk had been nmade recently.

MR. DI CKI NSON answered that when requests have been nade under a

t axpayer confidenti al expect ati on, DNR has kept t hem
confidential . He stated, "A series of ... fields have been
added, so ... there have been a series of decisions; ... West

Sak and Tabasco are older, Tarn and Mltwater over the | ast
coupl e of years.™
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REPRESENTATI VE SAMJELS asked why Kuparuk was not aggregated
whi | e Prudhoe Bay was aggregat ed.

MR. DI CKINSON stated that Kuparuk's satellite wells are six to
ten mles apart, whereas Prudhoe Bay has nunerous wells on the
sanme gravel pad, wth each well going dowmn to a different field.
He remarked that the producers mght say that the wells are
still thousands of feet apart underground, but he said:

Nonet hel ess, if you're focusing on the superficial,

what's on the surface, on the econom cs of putting
together the systens, | think you'll see that that's a
very different situation. ... In Kuparuk there is a
slight difference in ownership. It's not huge, but
there's a slight difference in ownership between the
satellites and the nother field. So anytine ... they
want to go use a production facility they' ve got to
deal with the fact that these are slightly different.

One of the things that we saw happening in Prudhoe

is, up until 2000, the satellites were owned at very
different percentages than the nother field, and that
inpeded a lot of the devel opnent. One of the

reasons that the producers got together and created
what's called an equity redeterm nation and rearranged
everything so that everybody owned the same percentage
of everything, was to stop those kind of fights and

make sure that ... everyone was aligned.
6: 08: 40 PM
REPRESENTATI VE MCGUI RE asked, "Is it also possible that this
adm nistration feared that ConocoPhillips and others had acted

in reliance on letters that you issued to mneke business
deci si ons?"

MR. DI CKINSON stated that the DOR has never rescinded or altered
letters that it previously issued. He asked for clarification
of the question.

REPRESENTATI VE MCGUI RE remarked, "I just wondered if it was a
case of that conmpany getting ... to you first ... and asking the
guestion in advance, where maybe BP and Exxon today kind of w sh
t hey woul d' ve asked the question about Prudhoe Bay and gotten it
inwiting as well."

MR. DI CKI NSON answer ed,
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To go to your |ast hypothetical, they probably did but
| don't want to go to the first part and say that

therefore that first part follows. ... Cearly if you
read the regulation ... it was contenplated that these
woul d be issued beforehand, in other words, if it's

going to be a factor in the decision to invest then
you have the opportunity to get it before and to
insist on getting the letter before you make your
i nvest nment .

6:11: 02 PM

MR. DI CKI NSON encouraged the conmttee nenbers to exam ne the
table on slide 16 of the handout that included information such
as field name, daily production, nunber of oil wells, ELF,
production per well, and taxable daily production. Looki ng at
the slide, he pointed out that Kuparuk, which is produci ng about
155,000 b/d through 450 wells, has an ELF of about 0.17. He
conpared this data to Al pine, which produces about 100,000 b/d,
and to Northstar, which produces about 65,000 b/d. He commented
that Alpine and Northstar, which have a total of 46 wells,
t oget her produce about as nuch oil as Kuparuk, which has 450
wel | s. Because Alpine and Northstar are producing such high
vol une of oil out of so few wells they have high ELFs.

6: 13: 40 PM

CHAI R KOHRI NG comment ed that he disagrees with the DOR, and said
that he hoped [the commttee] can figure out a way to help the
industry with incentives. He remarked that there nust be sone
way "we can stabilize the whole situation and make them feel
like they're welcone here to do business; they're not going to
be subject to unstable tax policies.”

OVERVI EW - DEPARTMENT OF NATURAL RESOURCES

6: 14: 49 PM

BILL VAN DYKE, Permitting/Unit Administrator, Division of GOl
and Gas, Departnent of Natural Resources, referred to a handout

titled, "Field Devel opnent - - What Drives Expl orati on and
Devel opnent Deci si ons?". He pointed out that slide 1 was a
geological slide depicting nultiple oil pools, sone shallow,
sone deep, in a given area. He remarked that in Prudhoe Bay

there is one very large oil pool in addition to the snaller
ones. He explained that if there was only one small oil pool in
an area, perhaps no one would develop that area; but if there
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were four pools it would be nore likely that a conmpany would

drill in that area. He said, "The smaller pools at the top
they're nore or less icing on the cake because, as in Prudhoe
Bay, the big oil pool supported the initial developnent. ... The
smaller pools ... can be supported by the previously installed

infrastructure."”

MR. VAN DYKE explained that a conpany can access multiple oil
pools from a single drill site. He said, "Sone of these real
high tech wells these days [can] reach out |ong distances and
access relatively small pockets of oil."

6:19: 22 PM

CHAIR KOHRI NG asked if the technology exists to drill from
outside of the Arctic National WIdlife Refuge (ANWR) into the
area and not disturb the surface at all.

MR. VAN DYKE stated that there are sonme places where wells have
been drilled five mles horizontally, but such wells are very
expensi ve.

CHAI R KOHRI NG remarked, "That m ght dispel the whole argunent as
far as the environnentalists are concerned, as far as
destruction of wildlife and potential spills if we just drilled
on this side of the border and just ran directional wells five
or ten mles into ANVR "

6: 20: 06 PM

MR. VAN DYKE stated that at the western end of the Prudhoe Bay
unit there are drill sites that access nultiple oils pools. He
turned to the slide 3 of the handout to show a generalized
geol ogi cal cross-section of the central North Sl ope. The fifth
slide was a map of the Prudhoe Bay field, which he said covers

about 248,000 acres and has over 100 individual oil and gas
| eases in it. He remarked that the map shows that the main
Prudhoe Bay oil pool covers alnbst the whole wunit. The

satellite pools are nuch smaller than the main pool and are
scattered around the unit area.

MR VAN DYKE then turned to slide 6 of the handout which

depicted a map of the Prudhoe Bay unit surface facilities. He
coormented that Prudhoe Bay is a small <city, or industrial
conpl ex. Slide 7 is another map of the Prudhoe Bay unit

depicting the shared facilities, which include gathering
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centers, flow stations, power plants, and a gas-handling
conpl ex.

6: 25: 06 PM

CHAIR KOHRI NG asked if there is a danger of losing gas in the
process of reinjecting it and if the gas wll be easily
accessible in the future.

MR. VAN DYKE responded that the gas is reinjected back into the
Prudhoe Bay gas cap where there has been a gas accunulation
already in place for mllions of years.

6:26: 33 PM

MR. VAN DYKE pointed out that in 1977 there were nultiple |eases
[in Prudhoe Bay] owned by different conpani es or conbinations of
conpani es. He rem nded the commttee that the large main oi
pool spreads underneath all of the |leases, so all |essees own a
piece of the main pool and they each got their fair share of
production fromtheir |eases. However this approach didn't work
for devel opnent of the snaller satellite pools. He pointed out
that a conpany that discovered a small pool but didn't have
interest in the surface facilities was in a bind because the
conpanies that do own the surface facilities don't really have a
reason to help the small conpany.

MR. VAN DYKE expl ai ned:

People realized early on at Prudhoe Bay that there
were lots of these satellite pools. It's not that
they've just been discovered in the last five years;
people drilled through these satellites over the

years, since the discovery of Prudhoe Bay, literally.
And so they realized early on that there has to be a
better way to do business. And there were a |lot of

negotiations over the year and finally in the year
2000 there was a successful <conclusion to those
negotiations and it was a comobn equity agreenent.
And what that neans is that ... every conpany owns the
sanme interest in every |ease. They figured out

what interest was fair for each conmpany to own in each
| ease instead of owning separate |eases. And now t he
conpanies don't care where the satellites are, they
don't care where the gas cap is for Prudhoe Bay, where
the oil rimis for Prudhoe Bay, they own the sane
interest in everything and they also own the sane
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interest in the facilities on the surface. So now ..
it's fine for the best satellite to produce first
because everyone owns a common interest in everything.

And there are a few exceptions ... there are a few
facilities in Prudhoe Bay that the conmon equity
agreenent does not cover, but they are ... in the
mnority.... Wth this comobn equity agreenent at
Prudhoe Bay ... the conpanies really have aggregated
their interests; they've taken all of their |ease
interests and nerged theminto one big pot. Everybody
owns the sane interest in everything. And it really

changed the way business is done at Prudhoe Bay; |
don't think it's any coincidence that, starting in the
year 2000 after this common equity agreenment, that you
just see the satellite production blossom at Prudhoe
Bay, because before that there was a | ot of comrerci al

negotiation that went back and forth ... really on
access to surface facilities. The people that owned
the satellite interests could drill them they had the
right to drill their |eases, they' ve always had that
right and they'll continue to have that right, but
they didn't have the right to use the ... surface
facilities. And nowthat is ... not an issue.
6: 30: 59 PM

MR. VAN DYKE remarked that the commobn equity agreenent has
beconme "kind of the way to do business on the North Slope these
days," and now simlar agreenents have been made at other units.
He opined that the agreenents really hel p business.

6: 31: 33 PM

MR. VAN DYKE turned attention to slide 10, which contained
i nformati on on ownershi p percentages.

MR VAN DYKE, in response to a query from Representative
Gardner, explained that the PA on the slide stands for
"participating area", which is how the Departnment of Natural
Resources (DNR) describes the separate pools. He stated:

It is inmportant from a |ease standpoint which |eases
are included in which pools because they may have
different royalty rates; they nmay have net profit

share provisions on sone and not the other. Even
though the owners have a combn equity across
Prudhoe Bay, there still my be different royalty
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provi si ons for t he di fferent pool s and t he
participating areas are the way we identify the pools.

6: 33: 10 PM

MR. VAN DYKE commented that slide 12 contains a stratigraphic
colum depicting the types of geology at different depths of the
North Sl ope. In response to Chair Kohring, he confirmed that
the heavy oil is nostly found in sandstone.

MR. VAN DYKE said that slide 13 contains a map of satellite

fields in the Prudhoe Bay wunit. He pointed out that the
satellites are at the west end of the unit and they overlie each
other, so the same drills sites can be used to drill multiple
wel | s. He remarked that the sharing of facilities is very
i nportant.

MR. VAN DYKE explained that slide 14 titled, "Miltilateral
Vel | bore Conpletions”, depicts a "fancy nultilateral well"” wth
several arnms that could be reaching the sane area in a given oi
pool or different pools entirely. He commented that this type
of well is expensive to drill, but it produces a lot nore oi

than a conventional well.
6: 36: 02 PM
MR. VAN DYKE sai d:

Slide 15 ... shows the different satellite pools
within Prudhoe Bay wunit ... from a mp view or
| ocation surface view. Mst of the satellites are out
there at the west end and production goes into
Gathering Center 2 along with a |Iot of the production
from the main pool at Prudhoe Bay. Then the gas is
all sent over to the ... central gas facility in the
central conpression plant.

6:36: 40 PM

MR. VAN DYKE returned to the beginning of the handout and
st at ed:

| tried to jot down sone ideas on what drives
investnment ... up on the North Slope ... and | don't
think there's any doubt about it that it's the chance
to nmake a profit, at |east under the system we have
here in Alaska. ... [The State of Al aska |eases]
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land out to third parties and ... to for-profit
conpanies, and they're up there to nmke some noney.

It's no different than Wal Mart or Al aska Airlines.
They're accountable to their shareholders. ... Wat's
different in their business nodel is that they have to
go in assumng that there are going to be a l|lot of

failures, at least in the exploration stage ... and a
few successes. But if that ... is built into your
busi ness nodel to start with, you can still be quite
successful; you just have to plan that you're going to
drill some dry holes. That's just part of the
busi ness.

6: 37: 45 PM

CHAIR KOHRI NG commented, "Let's hope they continue to achieve
good profits but let's make it win-win so we can get some noney
as well for our treasury."

MR. VAN DYKE gave a brief overview of the oil and gas |ifecycle:
expl oration, delineation, devel opnent, and then production.

MR. VAN DYKE, in response to Chair Kohring, stated that he was
not sure when wells began to be drilled on the North Slope, but
he said that the drilling started south of Prudhoe Bay. He said
that [the explorers] got their leads in the Brooks Range and
then fol |l owed them north.

MR. VAN DYKE returned to the topic of the oil and gas life cycle
and sai d:

This life cycle ... is repeated over and over and you
build on your existing infrastructure and you build on
your added know edge. You gain information over tine
and in sone cases you gain a conpetitive position,

if you have better contracts W th drilling
contractors, or you brought your own drilling rig up
there, maybe you can do business a little better than
the guy next door. ... And this is what we're trying
to foster: getting nore people involved in this cycle
and ... keeping it continuing.... The facts change,
conditions change. ... W have a l|lot of people that
buy |eases; nost of those |eases don't get drilled.
If you look at the statistics, ... nobst |eases at the
end of their primary term ... expire; they cone back

to the state and we | ease them again. And then sone
of them do get drilled and they're dry holes, and they
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get turned back in to the state. Some projects
progress towards developnment, but just don't ever
quite get there. And then sone projects go into
devel opnent and they get shut in because sonething
happened, because of the risk involved and production
j ust wasn' t quite what fol ks t hought . C
Qpportunities change, business practices change, and
econon cs change. I don't think it's sonething that
you want to fault the Al aska system for, it's just
part of the normal business practice.

6: 40: 43 PM

MR. VAN DYKE then turned to the topic of risk on the North
Slope. He remarked that during the exploration phase there is a
lot nore risk because, regardless of predictions, a conpany
doesn't really know if there is oil until it drills a well. He
stated that for people in the oil and gas business, risk is a
part of everyday |ife, and conpanies are constantly benchmarking
and revisiting their operations because conditions change over
time. He said:

An enhanced oil recovery project that didn't |ook
profitable a few years ago nmaybe does | ook profitable
NoWw. O in-field drilling opportunities. O these
Prudhoe Bay satellites. ... It's not that the oil
wasn't there; ... there wasn't a commercial way to get
it produced and use the surface facilities at the
tinme. There is today and those satellites are
producing ... close to 50,000 barrels a day.
6:42:29 PM

MR. VAN DYKE continued discussing the topics outlined in the
handout. He remarked:

What's going to separate the winners from the |osers?
Certainly there is no sinple answer to that. But
again | think, under the system we have today, [oil
and gas conpanies] are going to have to make a profit.
If they're going to nove forward on a project or
expand a project they're going to do it because they

can make a profit. ... D fferent conpanies neasure
profit differently. There's al | sorts of
i ndicators.... When [the conpanies] are |ooking at a
proj ect, whet her it's a satellite pool or an
exploration well, ... they're going to look at ... the
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size of the oil accunul ation, because that's going to
affect their total cash flow They're going to |ook
at the flow rates from the wells, because ... that
affects the timng of the cash flow ... They're also
going to look at the ... location [relative] to
existing infrastructure and access to existing
infrastructure. ... Things on the North Slope have
changed in that regard recently too, because there are
these facility-sharing agreenments now, there are

commopn equity agreenents. The infrastructure 1is
avail able now, and there are ... commercial contracts
out there where third parties can understand what it
will take to access that infrastructure.

6: 43: 49 PM

MR. VAN DYKE remarked that there are sone big oilfields on the
North Slope that have not been devel oped; they are offshore of
ANVR in relatively deep water in the federal Quter Continenta
Shel f (OCS) area. He opined that the fields are big but very

renote and therefore will be expensive to develop, "and so today
they just sit there.” Additionally there is sone very viscous
oil in the Ugnu formation around Kuparuk, Prudhoe Bay, and M ne

Point, but he said that it's not economc to develop today.
Returning to the topic of wells offshore of ANWR he said,
"Those accunul ations, probably even if they had a zero tax and a
zero royalty ... those fields are probably uneconom c to devel op
today. ... There's not a whole |lot the government can do other
than to pay soneone to produce them"

6: 45: 34 PM

MR. VAN DYKE opined that oil and gas conpanies need to have a
good cash flow nodel that incorporates risk, and they need to

evaluate the risks properly. He commented that the conpanies
also need to make a profit, but profit is different for each
conpany. He said that the conpanies all forecast price

differently and evaluate the risks differently.
ADJ OQURNVENT
There being no further business before the commttee, the House

Special Conmmttee on QI and Gas neeting was adjourned at
6:47:58 PM
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