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TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES m i  x «street, suite isso
ANCHORAGE. ALASRA 99503-5946 

DIVISION OF OIL AND GAS PHONE: (907) 269S734

February 13. 1996

The Honorable M ark Hanley 
Co-Chair, Finance Committee 
Alaska State Legislature 
State Capitol, Room 307 
Juneau, AK 99801-1182 
MAIL STOP 3100

Dear Representative Ilanlcy:

Several statem ents have been made recently regarding the merits of HB 325 and the Department 
or Natural Resources' position on HB 325. In particular, I refer to Jon Tillinghast's letter on 
behalf o f  OXY USA Inc. ("OXY") to Rep. Green dated February 2, 1996, the white paper dated 
January 22, 1996, by BP Exploration (Alaska) Inc. ("BP") and OXY, and testim ony presented to 
the House Finance Com mittee on February 8, 1996. Some of die sratcmcnrs that have been made 
are inaccurate and, in some instances, are in error. I would like to address these statements and 
assumptions and point out som e issues that should also be considered in evaluating HB 325.

A Lirtle Background on 'Heavy Oil. 'Heavy oil,’ as defined in HB 325 and in federal regulations, 
focuses on crude oil with a weighted average gravity’ o f  20 degrees API or less, corrected to 60 
degrees F. Heavy oil on the North Slope comprises one o f  the State's largest known, 
undeveloped hydrocarbon resources. The volume o fN orth  Slope heavy oil in the ground is 
enormous; it compares in  volume to the oil originally in place in the Prudhoe Bay Unit ("PBU") 
Sadlerochit reservoir. It is, however, found m shallower, thinner deposits and it is much move 
viscous (less able to flow) than other North Slope oil. The State owns at least one eighth royalty 
in this resource (som e o f  the leases have a one fifth royalty), and the resource and its 
infrastructure are subject to all the applicable taxing authorities o f  the state and local 
governments.

The known accum ulations/areas on the North Slope o f 'h eav y  oil' that would appear to qualify 
for this proposed royalty exemption include (1) a large continuous accum ulation in the Schrader 
B luff formation that stretches across and into three different units and is called by the different 
operators the W est Sak sands in the Kuparuk River Unit ("KRU"), the Schrader B luff formation 
in die Milne Point Unit ("M PU"), and die W est Sak sands in the western part o f the PBU; (2) 
the Heavy O il/Tar Zone o f  the Sadlerochit formation within the PBU; and (3) portions o f  the 
Badami U nit and the Point Thom son Unit. No heavy oil accumulations are known in the Cook 
Jnlet area.
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The Schrader Bluff in the MPU and the Heavy Oil/Tar Zone of the Sadlerochit formation within 
the PBU would be able to take advantage of the I IB 3 5 exemption immediately. Any 
production from Badami and Point Thomson is uncertain. The KRU and PBU do not have 
facility sharing agreements in place to permit production of oil from the West Sak sands through 
the existing KRU (Kupanik formation) facilities and PBU (Sadlerochit formation) facilities.

The Division does not know if the heavy oil in tire Schrader B luff formation in the MPU or KRU 
will ever be produced on a large commercial scale. ARCO has indicated that it may begin 
development of the West Sak in the near future. BP, the largest working interest owner in the 
MPU, h3S stated rhat it plans to continue to work on heavy oil development even if there are no 
incentives granted. Although oil price w ill always be the primary driver in the development 
decision, the drilling, well completion and well production technology will influence any large- 
scale development decision. H eavy oil production projects undertaken so far have been small 
demonstration projects. Knowledge gained from heavy oil projects in more temperate climates is 
of sonic use, but on the North Slope cold temperatures decrease the ability of the heavy oil lu 
llow or be produced to the surface.

Even w'hen proiuction space becomes available in the KRU, West Sak development will 
presumably compete with higher producing projects. Using today’s proven technology, a very 
good West Sak or Schrader Bluff well produces 300-400 BOPD. In contrast, a new marginal weil 
in the KRU (Kuparuk formation) produces 800 BOPD. A new' well in the marginal parts of 
PBU (Sadlerochit) produces 1000 BOPD.

Specific com m ents regarding the proposed HB 325 leg islation .

1. A heavy oil royalty exemption pursuant to HB 325 may avoid the HB 207 process, but it 
may expose the state to revenue losses it might not have to incur. The currently proposed 
royalty exemption is inflexible. There is no discretion in this legislation and no requirement to 
justify the economic necessity for the royalty exemption. There is no provision that would 
condition the royalty exemption to require the lessees to reinvest the foregone royalty dollars in 
"heavy oil" projects in Alaska. This inflexibility may also mean that when the five (5) years are 
over, the royalty will return to its original rate causing tie operator to ccasc production (shut-in 
the well).

2. Further, the first 500 bpd of heavy oil production would be exempt from royalty 
payment with this legislation. Under the current oil and gas production tax statutes, AS 43.55, 
the first 300 BOPD are exempted from production tax. i f this legislation passes, the state would 
receive nu economic return (no taxes and royalties) from The first 300 bpd per well of "heavy oil". 
This may raise a constitutional issue about the legislature giving away the state's resources in 
violation o f Article VIII, section 2 of the Alaska Constitution. The mandate against such 
'giveaways' is embodied in AS 38.05.180(a)(1)(A).

•
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3. The legislation would apparently circumvent any negotiated agreements (unit agreements 
or litigation settlement agreements or HB 207 royalty reduction agreements) between the state 
and lessee(s) regarding tire obligation to pay royalty. For example, effective December 30, 1993, 
the State and OXY (one of the MPU owners) entered into an agreement, fn settle to certain 
litigation between the parties. As part of this settlement agreement, the parties negotiated limits 
on future royalty reductions in the MPU. With respect to Schrader B luff production from the 
MPU, this legislation, i f passed, would circumvent the Article 5 provisions of the State/OXY' 
settlement agreement.

4. The legislation should define ’daily production from a well' to prevent an operator from 
producing a well less than 24 hours in a day to qualify for the exemption. In other words, m 
order to qualify for the royalty exemption, 'daily production from a well' should mean continuous 
production from a well over a 24 hour period.

5. The definition of the term "well" needs to be addressed in the legislation. Is a sidetrack of 
an existing well a new well that qualifies for the royalty- exemption? Do multi-lateral wcllbores 
count as two or more separate wells? Would a dual completion count as two separate wells? 
Would a sidetrack drilled in 1999 from a well drilled in 1997 restart the five year clock?

6. T he current wording of I1B 325 uses tlic phrase "value at the wellhead, net of eligible field 
cost deductions." It is difficult to determine what value is being referenced For State royalty 
purposes, the value is determined at the appropriate LACT meter fur all current North Slope 
royalty payors pursuant to the royalty settlement agreemenis. Field cost deductions are allowed 
only in certain circumstances under the State's leases and royalty settlement agreements. 
Therefore, no wellhead value is ever calculated. The proposed legislation does not detail what 
field cost deductions are eligible but for logic and conformity sake, tire value should be measured 
at the LACT meter before any field cost deductions.

7. Further, there is no obvious reason nor is any evidence presented as to why a "wellhead 
value" of 515.00 should be tire trigger for returning the royalty to its original rate. Such a value 
seems quite high compared to the LACT meter values seen over the past few years. A 
Department of Revenue economist has testified that this $15.00 value would be approximately 
$21.50 (money of the day; ANS West Coast) and the only time this price has been reached since 
19S7 was during the Kuwait War. Cjiven that the legislation also includes an inflation factor, it 
appears unlikely that the SI5.00 threshold will ever be invoked.

8. The possibility exists that structural locations within the Kuparuk Formation in the KRU 
and the Sadlerochit formation in the PBU produce 'heavy oil;' that is, these reservoirs produce oil 
with a gravity of 20 degree API or less. Is it the intent of the legislation to exempt portions uf 
these reservoirs from the payment o f royalty?

9. As described  above, w here reservo ir fluid properties vary  across the structure, the 
legislation creates a  s ituation  w here w ells axe drilled  in locations to take advantage o f  the royalty
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exemption and not m locations for more efficient reservoir management/recovery. Incentives 
should not be put in place that distort the effioeiK use of resources. This was definitely a 
consideration when the federal government proposed its heavy oil incentive. The BLM recently 
promulgated a rule (effective March 11, 19%) to reduce royalty rates for properties that 
produced "heavy oil" with a gravity o f 20 degree API or less. The royalty reduction applies to 
producing properties (such as leases, units, etc.) rather than to individual wells, and is based on 
the weighted average gravity of the oil produced by all wells on the property. Weighted average 
gravity was used to prevent gravity manipulation by selective production of wells with heavier 
crude on a property. The use o f weighted average gravity also encourages maximum recovery 
from all wells svitJuu a property by removing the economic advantage of selective production.

10. Thought should be given to the administrative burden created by the above situation. 
Incentives should not be put into place that allow "gaming the system" by selective production 
of wells on a lease with "heavy oil". Increased oversight would be required to monitor individual 
well production tests, fluid sampling from the individual wells, laboratory fluid analysis 
piocedures, etc.

11. The heavy oil royalty exemption offers a cash incentive to the lessees on a single well 
basis I f the state's royalty is eliminated, an individual "heavy oil" well producing 500 bpd would 
not pay the following royalty, assuming a $ 1 U.UU/bbl LACT meter oil value:

500 BOPD x 0.125 royalty rate x S10/BO x 365 days/yr = $228,125/yr 
(If the royalty = 20 percent, the royalty amount - S365,000/yr]

12. What m otivation  do the lessees have to increase production h igher than 500 BOPD i f  by 
doing so they are "penali7ed" by a royalty ’’

13 I f the heavy oil wells are so marginally economic that, under an HB 207 application, plus
or minus 3% (the minimum royalty under HB 207) is significant, how can those wells ever be 
competitive against other projects in large companies such as BP?

14. What message would this incentive send to the public and to other marginal resource
producers if the heavy oil producers are given blanket relief without any requirement to show 
economic need? This is especially important in light of the fact that BP has stated that it docs 
not need royalty relief and it plans to continue forward with Schrader Bluff development even if 
it receives no royalty incentive. Regarding BP's pending application for royalty reduction, BP 
was quoted as saying that

But BP says it isn't, serious about the application and doesn't 
expect the state to approve it. It was submitted only to comply 
with the terms o f a contract between BP and OXY I ISA Inc.,
...OXY pays BP about S 100,000 a year under the contract, said BP
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spokesman Paul Laird, but BP has to apply tor a royalty reduction 
to keep the money coming. ...

BP pays die state a 20 percent royalty - one out of every five 
barrels of oil produced - on the eight leases involved in the 
application; it wants that rate cut to 12.5 percent, or one in every 
eight barrels....

"We are nor going in for royalty relief or restructuring for Milne."
Palmer said in an interview last week. "I '$ not needed."...

"BP calls request for cut a formalitv," Anchorage Daily News (Stan Jones) pages D-6.7, April 
21,1995.

On state incentives in general, BP has stated that incentives affect only the pace of development:

What we have said is that fiscal terms will influence the pace of development. 
However, we plan to continue with our work on heavy oil even if there arc no new 
incentives. I f there are incentives, then wc bciicve that the pace of development 
could be accelerated.

"BP says state incentives will set the pace for North Slope oil development," Letter by James A, 
Palmer, Director, External Affairs, BP, Anchorage Daily News. February 7, 1996.

BP's position contradicts Mr. Tillinghast's statement, dial there is "something of a consensus" 
that "ANS heavy oil is unlikely to be developed without an effective incentive." Tillinghast, page
9. Another indusnv player, new to Alaska, Anadarko Petroleum Corporation ("Anadarko"), also 
contradicts Mr. Tillinghast's statement of consensus. This past fall, John Seitz, Vice President, 
Exploration at Anadarko told the Oil and Gas Policy Council that:

1 hope the State resists the temptation to create a myriad of 
targeted incentives to prop up uneconomic production or attract 
ephemeral or inconsequential investment. Whatever ends up being 
adopted or enacted should be substantive and apply uniformly to 
the entire industry. We are not no^y. and have never be’ a 
advocates of legislation or regulation that tends to orovidc 
economic "incentives" to a special class of operator or to one type 
of production. We ar% in fact, uncomfortable when the playing 
field is anything but level. We are willing to compete with 
anybody as long as the ground rules arc reasonable and universal.

[emphasis in original] Presentation to die Governor's Oil and Gas Poliev Council, September 7, 
1995.
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15. If indeed, developm ent will probably take place regardless o f  the incentive, how can HB 
325 possibly be a fiscally efficient m easure and why should the State com m it to giving up a right 
to receive income from its property if  the lessees involved are unw illing to commit also at this 
time? HB 325 is fiscally inefficient, if measured by the conclusions reached in a recent smdy for 
the Departm ent o f  Revenue on behalf o f  the Oil and Gas Policy Council, because it ts not pro tit 
based, and because it allows a royalty reduction where none is needed. See A rthur D. Little/John 
Gault, "Review o f  International Com petitiveness o f Alaska's Fiscal System." Preliminary Report 
for die State o f  Alaska. Departm ent o f  Revenue, September, 1995. The evidence to date, 
discussed above, suggests that BP does not need a royalty reduction and BP has testified that RP 
may go forward with the project even without the incentive. Testim ony o f  Brucc Pohcky, BP, 
February 8, 1996. House Finance Committee. The BP/OXY white paper suggest that a 15 
percent rate o f return will make a project "competitive," OXY has slated that i f  the proposed 
incentive is granted, it will achieve a rate o f return o f  15.9 percent and will likely go forward with 
the project. Its rate o f  return without the incentive is 12.8 percent. BP testified that its rate o f  
return is 2 to 8 percent higher than OXY’s rate o f  return, which w ould put it at 1-1.8-15.8 without 
the incentive: com petitive already under OXY's standards.

16. IF the true m otivation o f  this incentive is to more quickly recover developm ent costs, the 
Legislature might consider a net profit share structure or odier profit-based system. Profit-based 
systems are progressive, rather than regressive, and fiscally efficient. See A rthur D. Little/John 
Gault, "Review o f  International Com petitiveness o f  Alaska's Fiscal System," Preliminary Report 
for the State o f  Alaska, Department o f Revenue, September, 1995.

Comments on Mr. Tillinghast's letter:

17. While it is true as Mr. T illinghast states in his February 2, 1996 letter, that the 
Departm ent o f  Natural Resources supported HB 207 as the "first step" in im plementing 
incentives for marginal oil fields, it docs not logically follow that HB 325 is required to be the 
second step or is the correct second step.

18. 'Hie Governor's Oil and Gas Policy Council, which is charged with investigating and 
proposing such incentives, has nor proposed any incentives yet. A lthough heavy oil was one 
issue discussed by the Oil and Gas Policy Council, the Council did not propose HB 325.

19. The discussions and debate leading to the enactment o f HB 207 last year did not 
specifically exclude heavy oil, as Mr. Tillinghast's letter w ould imply. In fact, the very reason 
why the language "or pool" was added to HB 207 was to allow separate "pools" within a "field” 
to be granted royalty relief. The specific example ur 'd  on 3 num ber o f  occasions was the West 
Sak, a heavy oil pool which is otherwise known as the Schrader B lu ff pool. Com missioner 
Shively testified that under the new provisions o f  HB 207, the W est Sak could qualify for
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royally reduction while the Kuparuk pool, which underlies West Sak, might not quality.1 
Although Mr. Tillinghast's letter on behalf of OXY suggests that the Schrader Bluff pool within 
the MPU cannot quality for royalty reduction under AS 38.05.180(j) (the HB 207 reduction 
provisions), his statements contradict the actions of BP. BP submitted a royalty reduction 
application (currently suspended) for the MPU, including production from Schrader Bluff.

Jt is not tire fact that Schrader Bluff field contains heavy oil that appears to cause OXY difficulty 
in approaching relief under I ID 207. By prior agreement with the Slate, OXY is barred from 
applying for royalty reduction at Milne Point field for five years from July 1994 on some leases 
and for the life of the unit for eight specified leases. See Section 5.3 of the OXY/Scate Settlement 
Agreement. The fact that the timing of the pool’s life does not, to OXY apparently, neatly fit 
into any of the three categories of HB 207 may be a symptom but not the root cause of OXY's 
problem

Other marginal fields without heavy oil production undoubtedly fall within such a 'gray' area also. 
If indeed necessary, the most efficient "fix" is an amendment to the HB 207 provisions. The 
Division proposes that this could be accomplished by amending the language in AS 
38.05.180(j)(l)(B) to read as follows:

(B) to prolong the economic life of an oil or gas field or pool 
as costs per barrel or barrel equivalent increase or to allow 
for production of a heavy oil pool, which is defined as an 
nil pool that produces crude oil of a weighted average 
gravity of 20 decrees (American Petroleum Institute) or 
less. coiTCCtcd to 60 degrees Fahrenheit, or

20. No application for royalty relief in the Schrader Bluff pool under the HB 207 provisions 
has been rejected as improper under the HB 207 provisions. I f the lessees truly will not go 
forward with any further development or operations in the Schrader Bluff pool, then any relief 
applied for and granted would be to "prolong the life of the pool." OXY provides no information 
on how or if the costs per barrel for Schrader Bluff oil are expected to increase. Therefore, 
opinions by some that Schrader Bluff oil cannot be granted relief under the existing statute appear 
premature.

21. Mr. Tillinghast's discussion of tire Conoco royalty relief application is incomplete. The 
Conoco and OXY applications for royalty relief were initiated under the pre-HB 207 statutes. 
When the department denied the applications, Conoco and OXY appealed the agency decisions 
and initiated an independent action m the- superior court. This independent superior court action 
slowed the agency appeal and when Conoco and OXY's independent action reached the Alaska

1 For example: "On leases that have been developed, such as the Kuparuk-Wcst Sak situation, DNR wants the 
latitude to consider royalty reductions for the West Sole reservoir, while rctainmg the original royalty rate for the 
deeper Kuparuk reservo\t." Page d, DNR's Briefing Paper for Senate Resources Committee (April 1995).

7
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Supreme Court., it was rejected Litigation takes time, no question about it, and the tale o f the 
prior Conoco/OXY roy3ity reduction application would have been much shorter had the agency 
appeal been allowed to proceed and the premature action in superior court not been initiated and 
litigated. The current HB 207 provisions do not allow such litigation. Moreover, time has 
vindicated the agency’s decision. BP purchased Conoco's interest in Milne Point Unit and has 
since then invested over $200 million and increased production by 25% without any royalty 
relief, further, according to the current operator, BP, production is expected to triple within the 
next few years, again without royalty relief. Any claims that Conoco left Alaska because it 
needed royalty relief and could not get it are clearly disproved. Conoco made its own decisions 
about investing and managing Milne Point and about leaving die state.

22. Mr Tillinghast assumes that a T-bill interest rate would be imposed on a new royalty 
relief application. Thar was the rate determined by the department under the pre-HB 207 statute 
to be representative of a rerum that might be expected for a field where the major capital 
investments have already been made, not a field at the beginning of its development and 
production life. Not only does the department now have different statutory authority, but 
nothing would constrain it to apply that rate of return to different scenarios.

23 Mr. Tillinghast's statement that tins proposal docs not give any incentive to "production 
from oilier oil-bearing formations in the unit" (Tillinghast, page 6. part III) is inaccurate. 
Production from the Schrader Bluff pool will, to a certain degree, lower the per barrel cost of 
production within the unit by spreading the gross costs over a larger volume, which would 
increase the economic life of the other pools involved. It will also lower the TAPS tariff for all of 
BP’S other North Slope production. An incentive therefore results.

The BP/OXY white naner dated January 22. 1996.

24. The paper discusses a pool life of 41 years for Schrader Bluff but proposes royalty 
suspension for individual wells. Mixing well economics and field economics results in an 
inaccurate analysis. Most o f the wells will not have a productive life of anywhere near 41 years; 
thcrefurc, the up front five year royalty suspension comprises a much larger percentage of the 
individual well life than it does of the total pool life.

25. Well by well economics do not reflect the integrated field economics. Any field 
undoubtedly has at least a few marginally economic wells; that does not necessarily put the entire 
field in need of royalty relief.

26. The white paper's authora assume that the State would choose a flat 5 percent royalty as 
the relief alternative offered. The State is not constrained to that particular figure; indeed, 
flexibility is one of the advantages of the HB 207 provisions. In any case, the current royalty 
reduction floor is 3 percent.
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27. The analysis assumes that the well costs equal the average costs of Tract 14 wells through 
1991. This cost does not then take into account significant savings touted by North Slope 
operators like BP frum advances in drilling since 1991 (when drilling on Tract 14 by Conoco 
ceased) such as using coiled tubing units and multi-lateral completions. The analysis docs not 
addr ess the cost for BP as die new operator and a party with significantly more North Slope 
drilling and operating experience than OXY or Conoco. The analysis docs not project that the 
operator will most certainly be attempting to reduce costs through increased experience levels in 
the future. The white paper touts significant cost reduction achievements so far: from S135MM 
for 13 wells and associated facilities at West Sak to 5126MM for 22 wells and associated 
facilities at Tract 14, BP/OXY's White Paper, page 14. Unless the lessees have abandoned all 
efforts at cost reduction, further increases have most likely been achieved since 1991 and should 
continue into the future. Under I IB 325, even i f current and future cost reduction efforts 
decrease the costs to where Schrader Bluff is much more economically competitive, die State will 
not receive any royalty for the first five years of any well's production.

28. The analysis assumes dial operating costs remain the same as those in 1995. This 
presumes that 1995 was an "average" year in spite of the fact that operatorship had just changed. 
Ii also dues nut account for any efficiencies or economies of scale gained by increasing die size of 
the project and by gaining more experience or technology.

29. The analysis assumes that OXY is die appropriate corporate model to use to determine 
what rate of return may be expected from this project. In fact, it is likely quite the opposite.
OXY has not only the minority share of die working interest (S.S1%) but it also docs not own 
downstream interests which would benefit from additional production. It would appear to be 
inappropriate to concentrate on royalty relief for that small interest owner when the majority 
interest owner (91.19%) would at the same time receive additional unaccounted for benefits for 
additional production (its downstream benefits and a royalty holiday on leases diat have a 20 
percent royalty rate).

3U. The white paper refers several times to the DNR production forecast that includes 
Schrader B luff production. It must be noted that the DNR forecast is u very general forecast 
based on minimal information about future Schrader Bluff production and little i f any about the 
operator's internal long range plans. The while paper authors have incomparably more 
knowledge and data on Schrader Bluff than the DNR personnel and DNR's forecast is based on 
announced or existing development plans, not on speculative development.

The white paper refers to the new federal heavy oil incentive program and other state marginal 
well incentive programs. Several points need to be clarified here:

31 As discussed above in paragraph 9, the federal program is applied on a property by
property basis, not on an individual well basis.

9
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32. The federal program has not yet started, [r will be effective on March 11,1 yyt>. See 81 
FR474S(Feb. 8, 1996).

33. The federal program does not eliminate all royalty because "that would jeopardize the 
[Department of Interior's] efforts in securing a fair return for public land resources." SI FR 4748. 
Moreover, achieving the maximum economic return is not the primary focus of the federal 
program. 81 FR4750.

34. The other state programs are almost all tax incentives. There is no mention of what the 
corresponding royalty owners gave as incentives, i f anything. A taxing authority imposes taxes 
pursuant to the government'.'; sovereign powers, to raise revenue based on the existence of a 
property or activity within a certain urea at a certain time. A royalty owner, on the other hand, 
is essentially receiving payment in return for allowing the lessee to take the minerals pursuant to 
a contract (the lease). In essence, under HB 325. the State would be giving away properry with 
no showing of economic need to do so, and furthermore, with the knowledge that the lessees have 
no obligation to do anything in return.

35. Analysis of the federal heavy oil incentive program suggests that application of federal 
royalty policies to state royalty policies does not necessarily  benefit the state and that increased 
production w ill never offset the foregone royalties. 1 he federal revenues are only increased as a 
result of increased income and other taxes. Further, in the federal program, the waived royalties 
that the federal government is predicted to recoup as federal taxes will not necessarily 'flow 
through' to die affected state. There is no assurance that relief afforded under tiic federal program 
will be used to benefit lands within the borders of the state that foregoes the royalties and under 
HB 325, there is no assurance that the 'benefit' o f the relief afforded will be reinvested in Alaska.

I ID 325 does not guarantee the State anything in exchange fur the incentive. There is no 
guarantee the companies will go forward with heavy oil production  i f the incentive is granted. 
There is also no showing that they will not go forward without it; in fact, as discussed below, 
quite the contrary. There is no commitment by industry that i f the relief is granted, they will 
continue producing heavy oil once the incentive ceases. There is no requirement of reinvestment 
of any of the earnings in further heavy oil production or research in Alaska. Moreover, there is 
no commitment by industry that Alaskans will be hired for the jobs they say w ill be created.
Nor is there any commitment to build modules for the MPU in Alaska. Under HB 207, the 
commissioner could insist on these types of commitments before granting royalty relief. HB 325 
grants relief without 3ny commitment.

The white paper authors also refer to Scott Goldsmith's study of the impact on the A laskan  
economy in general if royalty relief were granted.

36. Contrary to what the white paper authors would imply, Mr. Goldsmith’s study did not 
assume a royalty suspension; it assumed a flat 6 percent royalty.

10
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37. The Goldsmith study predicted numerous jobs being created by such tuyaliy relief. 
According to the white paper, the Goldsmith smdy predicts that the State will add 7.7 additional 
State government jobs during die development phase and 10 additional State government jobs 
during the field life. It is unclear that the additional state government jobs are a real "benefit' to 
society; diey might be a cost instead. These jobs arise as a response to a predicted increase in 
demand for government sendees imposed by the population impact of a marginal development. 
What is the nature of these jobs? Without royalty on the additional production, how w ill these 
demands be met? What revenue w ill pay for the additional state government jobs?

Moreover, even if  these industry jobs were created, there is no guarantee that the Alaskans would 
be hired for them and there is no guarantee that fabrication of equipment and facilities needed 
would be done in Alaska.

Summary. To briefly sum up a lengthy discussion, the Division of O il and Gas maintains 
that any royalty reduction or royalty exemption for the production of "heavy oil" should he 
based on need. In the long run, a heavy oil incentive like that proposed in HB 325 should result 
in greater state revenues through the increased production and development of the resource HB 
325 does not meet Ihesc goals. By imposing mandatory blanket reductions, there may be 
insufficient relief to leases in true jeopardy, windfalls to those without need of the relief, and an 
inability to insure that any cost savings w ill be used to develop and operate the leases eligible for 
the relief. The process required to award a royalty reduction under the existing HB 207 
provisions assures that the royalty reduction is necessary to stimulate development.
Furthermore, a HB 207 royalty reduction may be conditioned to respond to changing market 
conditions (price), and changes in capital and operating costs as technology improves, and may 
include other provisions tailored to relief applied for. The Division maintains its 
recommendation that, if  any legislative change is necessary to encompass pools such Schrader 
Bluff, the easiest, most effective change should be through a simple amendment to the existing AS
38.U5.180(j) provisions.

t
This letter covers numerous issues; nevertheless, if  you have further questions (or answers), 
please don't hesitate to contact me.

Very truly yours,

"Kenneth A. Boyd / 
Dircclur
Divisioi j f  O il and Gas
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W H O  I S  O C C I D E N T A L  O I L  

A N D  G A S  C O R P O R A T I O N ?

* Oil & gas part of Occidental Petroleum Corporation

Large independent in the MY, no refining or marketing 
operations

' No financial interest in LAPS

" Operator of Heavy Oil properties in California

" The last original owner in Milne Point Unit with around 9%
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T w o  P a t h s  f o r  S c h r a d e r  B l u f f

S450 - 

$ 4 0 0  - 

S25C

$ 3 0 :

S250 -*

S I50 -!

■ 1 0 0

o o .

P r o je c t e d  
Royal t ies  from 
S c h r a d e r  Bluff 

(W ithou t  Royalty 
S u s p e n s i o n )

0

Royalt ies  from. init: 

D e v e lo p m e n t  of 
S c h r a d e r  Bluff 

(With 5-year 

Royalty 
S u s p e n s i o n )

$425 m i l l io n  !
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W h a t  i s  " h e a v y  o i l " ?

L o w  g r a v i t y  

T h i c k

P r o d u c e s  s l o w l y  o v e r  a  l o n g  p e r i o d  o f  t i m e  

D i s a d v a n t a g e d  in m a r k e t  p l a c e  

C a p i t a l  i n t e n s i v e

A  f o c u s  o f  c u r r e n t  d e b a t e  o n  o i l  a n d  g a s  i n c e n t i v e s

•  •



S C H R A D E R  B L U F F
0  Sand 

API Gravities



P r e v i o u s  H e a v y  O i l  D e v e l o p m e n t

* Spent $135 Million on 13 wells and related facilities

* Average producing ret = 250 BOPD per well

Recovery — 0,8 million barrels before abandonment in 1986

* Total Capital Investment = $169/liar re!

» Uneconomical

* * -)\r ■ in ** • •• i .



S c h r a d e r  B l u f f  O i l  
A c c u m u l a t i o n

Kuparuk River Unit

J -TAJ

Schrader Bluff Oil Accumulation



Heavy Oil Wells Have Much Lower Initial l ion1 rates

W e ll C o u n t  

• K u p a ru k  W e l ls  «  H e a v y  O il W e l ls
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P r e v i o u s  P l e a v y  O i l  E x p e r i e n c e

V : • . '

S p e n t  a m i n im u m  o j  $ 1 2 6  M  on 22  pads, etc.

' A v e r a g e  p ro d u c in g  rale  =  2 7 5  p e r

* E x p e c te d  R e c o v e ry  =  1.1.5 M i l l io n  B arre ls  

" Total I n v e s tm e n t  =  $ 9 .3 0 / B B L  

" U n eco n o m ica l
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Conventional fiscal systems are fiscally Inefficient

o
Pro|i  PrmtuoilJty (Pm T«xl

f lr t fe r r  I? L rt± f»

C o n v e n t i o n a l  f i s c a l  s y s t e m s  a r e  f i s c a l ly  in e f f i c ie n t :

• Unde r a trad itiona l pe tro leum agreem en t (w ith fixed roya lty and incom e tax rates unaer 
a licence agreem ent o r fixed cost and pro fit sharing unde r a production sharing 
contract) the total gove rnm ent take and the oil com pany pro fitab ility change 
conside rab ly w ith the characteris tics o f the d iscove ry (size and deve lopm en t cost) and 
with oil prices.

• Tnis type o f system is “fisca lly ine ffic ien t’' and has fa llen into d is favou r fo llow ing the oii 
price fa ll in 1986 and a worldw ide trend towards sm a lle r field d iscove ry sizes.

• In a fisca lly ine ffic ien t system :
-  Sm a lle r and h ighe r cost fie lds will not be deve looed as the pro fitab ility is too low to 

a ttrac t oil com panies.
-  La rge r and least expensive fieids will genera te excessive profits fo r the com can ies: 

the governm ent take will be lower than it has the po tentia l to be.
-  S im ila r effects w ill be experienced if oil prices are unexpected ly high or low.

• Thus, uniform fixed rate fiscal system s produce non-un ifo rm  resu lts which are 
econom ica lly d iscrim ina to ry :
-  It is important to “tailor'’ the contrac tua l te rm s so tha t the cond itions offe red are 

a ttrac tive both fo r sign ificant and fo r small d iscove ries and so tha t the long term 
in te rests of host cou r.tr/ and the investo rs are pro tected , for example , in the case or 
w ide varia tions in crude oil prices.



T y p i c a l  H e a v y  O i l  W e l l  E c o n o m i c s

B a s e d  o n  t h e  5  b e s t  w e l l s  t o  d a t e  i n  T r a c t  1 4

" C o m p a n ie s  w il l  g e n e r a lly  

c o n s id e r  a n y  f ie ld  

u n e c o n o m ic  if  f l ie  g r o s s  

p r o je c t  v a lu e  is  n e g a t iv e  

a» a d is c o u n t  ra te  o f  a b o u t  
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W h a t  a r e  w e  p r o p o s i n g ?

M B  3 2 5  b y  R e p r e s e n t a t i v e  G r e e n

A p p l i c a b l e  t o  h e a v y  o i l  p r o d u c t i o n  a s  d e f i n e d  b y  2 6  U . S . C .  

6 1 3 A ( c ) ( 6 ) ( F )

A p p l i c a b l e  o n l y  t o  t h e  A l a s k a  N o r t h  S l o p e

S u s p e n s i o n  o f  r o y a l t y  p a y m e n t s  f o r  e a c h  n e w  w e l l  f o r  t h e :

- f i r s t  f i v e  y e a r s  

f i r s t  5 0 0  b a r r e l s  o f  o i l  p e r  d a y

A  s im p l e ,  a u t o m a t i c  p r o c e s s



S u s p e n s i o n  I n c e n t i v e s  i n  O t h e r  

J u r i s d i c t i o n s

Texas
high-cost gas (10 year exemption)

U t a h

wildcat wells (first 12 months) 
development wells (first 6 months)

Oklahoma
horizontal wells (until payout) 
enhanced oil recovery projects (until payout)

Montana
horizontal wells (first 18 months)

Mississippi
discovery wells (first 5 years) 
re-activated wells (first 3 years)

Kansas
tertiary projects (for life of project) 
shallow wells (for life of project) 
discovery wells (first 12 years)

Arkansas
discover/ wells (first 5 vears)



T e x a s  " H i g h  -  C o s t  G a s "  I n c e n t i v e

B e n e f i t s  I d e n t i f i e d

*  4 0 0 %  i n c r e a s e  i n  t h e  n u m b e r  o f  w e l l s

‘  $ 4 , 1 2 2  B i l l i o n  m o r e  i n  g a s  p r o d u c e d

$ 2 4 0  M i l l i o n  i n  s a l e s  t a x  r e v e n u e s  g e n e r a t e d

1 0 4 , 0 0 0  e m p l o y m e n t  y e a r s  c r e a t e d

$ 1 2  B i l l i o n  i n  a d d i t i o n a l  e c o n o m i c  v a l u e  

g e n e r a t e d  f o r  T e x a s

Source: T exas Railroad Com m ission
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T h e  E f f e c t  o f  R o y a l t y  S u s p e n s i o n  o n  S c h r a d e r  

B l u f f  E c o n o m i c s

Kate o f Kettirn, % Payback Period, yrs DNC produced, fi\1

■ W /O  5 y e a r  s u s p e n s io n  F i  W ith  5 y e a r  s u s p e n s io n  
m  n

$100

$0

-$100

-$200

-$300

Net 
Cash, $M
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u m u la t iv e  C a s h  F lo w s  F r o m  
F u l l  D e v e lo p m e n t
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N o r t h  S l o p e  F i e l d s
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S c h r a d e r  B l u f f  D e v e l o p m e n t  H i s t o r y

#
4

% A
\

* \
V

• F i r s t  p r o d u c t i o n  f r o m  p i l o t  p r o j e c t  i n  1 9 9 1 .

• 1 6  p r o d u c e r s  c t n d  5  i n j e c t o r s  d r i l l e d .

• L o w  a v e r a g e  i n i t i a l  w e l l  r a t e - 2 7 5  b p d .

• C o m p l e t i o n  t e c h n o l o g y  a d v a n c e d .

• N o t  c o m m e r c i a l l y  c o m p e t i t i v e .  ■
„ »

• D e v e l o p m e n t  s t o p p e d  ‘9 1 .
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S C H R A D E R  B L U F F  T E C H N O L O G Y :

H E A V Y  O I L  T E S T  B E D  
H I G H  A N G L E  F R A C  P A C K I N G  

E L E C T R I C  S U B M E R S I B L E  P U M P I N G  
H E A T  T R A C E  T E C H N O L O G Y

WELL
CASING

ELECTRIC SUBMERSIBLE PUMP

-7  FRAC PftC

OIL TO 
PROCESSING
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Ultimate project scope remains uncertain
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(300 million bbls recovered; 230 wells drilled over seven years)
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Project economics placed at risk
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T ONY  K N O W L E S .  G O V E R N O R

D E P A R T M E N T  O F  N A T U R A L  R E S O U R C E S

DIVISION OF OIL AND GAS

5601 "C" STREET. SUITE 1380 
ANCHORAGE. ALASKA 99503-59-18 
PHONE: (907) 269-878A

Januarv30. 1996

The Honorable Bill Williams 

Alaska State Representative 

State Capitol. Room 123 
juneau. Alaska 99801-1132

Dear Representative Williams:

You asked whether H B  207. passed last session, could be used to grant royalty relief for the production of 

"heavy oil." The division's short answer is yes. Nevertheless, because of the concerns expressed in the 
hearing on January 24 about the applicability of H B  207 to heavy oil production, the administration would

s.rpptrt at: aincndrrent ;o H B  297 ;o provide explicitly that it app lies to bea-y e i! production

Subject to several provisions designed to protect the state's interests. H B  207 grants authority to the 

commissioner of the Department of Natural Resources to modify the existing royalty rate "to allow for 
production that would not otherwise be economically feasible" for any one of three types of oil or gas pools. 

In essence, the three are:

I To allow production from an oil or gas pool that has been delineated, but

has not previously produced ("New Pool").

2. To prolong the economic life of an oil or gas pool as costs per barrel or

barrel equivalent increase ("Declining Pool").

j . To reestablish production from a shut-in oil or gas pool ("Shut-in Pool").

For purposes of H B  207, heavy oil production is no different from any other type of oil production. In other 

words, H B  207 would apply whether the oil production consisted of heavy, medium, or light production. If 

a company wished to produce heavy oil from a Shut-in Pool, it could be granted royalty relief under H B  207. 
For example, heavy oil production from ARCO's portion of the Schrader Bluff pool (which A R C O  calls West 
Sak) that has been shut-in could be granted royalty relief. The same would be true for heavy oil production 

from a Declining Field or N e w  Field.

Oxv and BP have a specific concern about whether heavy oil production from the Schrader Bluff pool within 
the Milne Point Unit could qualify under H B  207. Again the issue is not whether heavy oil production could 
qualify; rather it is whether the Schrader Bluff pool fits within one of the three types of pools listed in H B  
207.

In the division's opinion, the Schrader Bluff pool does not meet the defmidon of a N e w  Pool because the 

Schrader Bluff production has been sold. Arguably, the Schrader Bluff pool meets the definition of a Shut-in 
Pool. The Arco portion of the Schrader Bluff pool is currently shut-in. The Tract 14 pilot project for 

production from the Oxy and BP portion was shut-in from 1992 to 1994. If the production remains 
uneconomic, as the companies asserted in their testimony and the pilot project was stopped, the Schrader 

Bluff pool would clearly qualify as a Shut-in Pool.

• ••••or op *Bi«* - Ufl" »*»!>.• 1 ~ “2



The Honorable Bill Williams 

January'30, 1996 

Page 2

The most applicable definition to the Schrader Bluff pool is the Declining Pool definition, number 2 above. 

First, granting royalty relief could "prolong the economic life off the Schrader Bluff pool production. 

Second, the costs per barrel increase with heavy oil production. Most importantly, granting relief, assuming 

it was justified, would be consistent with HB 207’s primary purpose "to allow for production that would not 

be otherwise be economically feasible." It appears that H B  207 could be applied to heavy oil production from 
the Milne Point Unit.

Nevertheless, some of the companies and representatives have expressed concern about the applicability of 
H B  207 to heavy oil production from the Milne Point Unit. To alleviate any concern about H B  207’s 

applicability to the Milne Point Unit, the administration would support an amendment to H B  207 to make 
heavy oil explicitly included within die purview of H B  207 This could be accomplished by amending the 

language in AS 38.05.180(j)( I )(B) to read as follows:

vB) to proiong die economic life of an oil oi gas fieid or pooi as costs per barrel or barrel 
equivalent increase or to allow for the production from an oil pool containing heavv oil, 
defined as production with American Petroleum Institute weighted average gravity of 

20 degrees or less: or

Such an amendment is preferable to H B  325 because it would subject any relief to the protection of the state's 

interests afforded by H B  207 Specifically, it would require a complete and thorough economic analysis of 

heavy oil royalty relief, which is lacking in H B  325. Indeed, no state agency has been given the detailed 

backup data that presumably supports the economic assertions contained in the white paper prepared by BP 

and Oxv. H B  207 would also provide for public and legislative comment before any relief is granted. 

Finally, it would allow any relief granted to be conditioned to change if the bases upon which the relief is 
granted change.

By passing H B  207, the legislature adopted a consistent policy that would treat all players fairly and equally, 
H B  207 allows for "fiscally efficient" royalty terms. H B  325 is not fiscally efficient because it is not sensitive 

to profitability. It reduces the, state’s royalty without a showing of necessity by the companies or a guarantee 

of anything in return to the state for granting relief. Despite the companies' contrary protestations, they can 
have certainty of relief under H B  207 before making any investment.

Undeniably, H B  207 is not as administratively simple as H B  325 because it requires a complete review. The 
long debate over H B  207 last session convinced me that although both the legislature and the governor want 

expedited development of Alaska's oil and gas resources, they want this done with proper scrutiny. This 
scrutiny, clearly present in H B  207, is lacking in H B  325.

. hope this information is helpful to you. If you have any further questions, please feel free to call me.

Sincerely,

A. Boyd 
Director
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Page 2, after line 30 ..

insert "(F) for purposes of defining field costs in this subparagraph, field costs include the— 
b-C’- (D<~~ h ^^lined in AS 38.05.180(f)."
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L E G A L  S E R V I C E S

(907) 4 6 5 -3867  or 46 5 -2 4 5 0  
FAX (907) 46 5 -2 0 2 9  
Mail S top  3101

DIVISION OF LEGAL AND RESEARCH SERVICES 
LEGISLATIVE AFFAIRS AGENCY 

STATE OF ALASKA
130 S ew ard  S tree t, Suite 409  

Ju n e a u , A laska 99801-2105

M E M O R A N D U M March 25, 1996

S U B JE C T : CSHB 325(F1N) (Work Order No. 9-LS1122\U)

T O : Representative Mark Hanley, Co-Chair 
House Finance Committee 
ATTN: Louanne Christian

F R O M :

Inserting amendment R.7 threw off the places of insertion of all other material. Here's a road 
map through the b ill addressing how the other provisions were treated.

Amendment R.5 appears on page 3, as paragraph (dd)(3).

Ken Boyd's suggested treatment of the measure of the 500 barrels per day appears on page 
3, as paragraph (dd)(4).

His "for purposes of defining field costs" amendment is set out as (dd)(5)(A), part of the 
paragraph setting out relevant definitions.

Substitution of reference to "industrial commodities" for "finished goods" is made at the 
place designated, near the conclusion of (dd)(l)(A)(ii) near the middle of page 2.

The conceptual amendment to require monthly testing and reporting of heavy oil having a 
19+ API gravity appears at the conclusion of (dd)(l)(D)(i), at the top of page 3.

I sought to include materials at logical places. If  my treatment of these materials is at 
variance with instructions, please advise.

JBCiglc 
96-1SO.glc

Enclosure
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Page 2, after line 30

insert “(E) for purposes of calculating the first 500 banels per day of production from a well, 
production from dual completions and other forms of multiple completions in a well is to be 
added together and counted as production from a single well."
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3/19/96

A M E N D M E N T  \

OFFERED IN  THE HOUSE 
TO: CSHB 325(0&G)

1 Page 1, line 10:
2 Delete
3 Insert", as follows:"

4 Page 1, lines 11-12:
5 Delete all material.

6 Page 1, line 13:
7 Delete "AS 43.55.900. Under"
8 Insert "(1) under"

9 Page 1, line 14:
10 Delete "(1)"
11 Insert "(A)"

12 Page 1, line 14, through page 2, line 1:
13 Delete "value at the wellhead, net of eligible field cost deductions," i j  . ^
14 Insert "lessee’s reported

15 Page 2, line 3:
16 Delete "(A)"
17 Insert "(i)"

18 Page 2, line 5:
19 Delete "(B)"

wellhead, net of eligible field cost deductions."u . . w wu £> +n1PtW Va-t. ir  A t c 6 ■ (yj o  u o  c V t
-ted royalty before any Yield cost deduction,"

-1-



1 Insert "(ii)"

2 Page 2, lines 6 - 7:
3 Delete "(A) of this paragraph"
4 Insert "(i) of this subparagraph"

5 Page 2, line 9:
6 Delete "(A) of this paragraph"
7 Insert "(i) of this subparagraph"

8 Page 2, line 13:
9 Delete "(2)"

10 Insert "(B)"
11 After "actual":
12 Insert "initial"

13 Page 2, line 14, after "2006;":
14 Insert "for purposes of this subparagraph, "actual initial drilling" does not include
15 plug-backs of existing wells, sidetracks from existing wells, multi-lateral or dual completions
16 of existing wells, or sidetracks of redrilled wells;"

17 Page 2, line 15:
18 Delete "(3)"
19 Insert "(C)"

20 Page 2, line 16, after "start o f:
21 Insert "initial"

22 Page 2, line 17, after "Commission;":
23 Insert "for purposes of this subparagraph, "initial production" means production
24 follow ing initial drilling;"

9 - L S 1122\R.7
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1 Page 2, line 18:
2 Delete "(4)"
3 Insert "(D)"

4 Page 2, line 19:
5 Delete "(A)"
6 Insert "(i)"

7 Page 2, line 20:
8 Delete "(1) - (?) of this subsection"
9 Insert "(A) - (C) of this paragraph"

10 Page 2, line 26:
11 Delete "(E)"
12 Insert "(ii)"

13 Page 2, line 30, after "hours":
14 Insert
15 (2) by taking an exemption from the payment of royalty under this
16 subsection, the lessee waives any right that the lessee might otherwise have under its
17 lease, unit agreement, or other agreement with the state to deduct, against royalty due
18 the state, any field costs associated with the production of the heavy oil for which the
19 exemption is taken; and
20 (3) in this subsection, "heavy oil" means oil having a weighted average
21 equal to or less than 20 degrees API gravity as the term "API gravity" is defined in
22 AS 43.55.900"

9-LS1122VR.7

-3-
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CS FO R HOUSE BILL NO. 325(0& G )

IN T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A

N I N E T E E N T H  L E G I S L A T U R E  - S E C O N D  S E S S I O N

BY THE HOUSE SPECIAL COMMITTEE ON OIL AND CAS
Offered: 1/24/96 
Referred: Resources, Finance
Sponsor/s): REPRESENTATIVE GREEN

A B ILL

FOR AN ACT ENT ITLED

1 "An Act authorizing exemption from payment of royalty for in itia l production of

2 a portion of the heavy oil produced from wells on the Arctic Slope; and

3 providing for an effective date."

4 BE IT  ENACTED  BY TH E  LEG ISLATURE OF THE STATE OF ALASKA:

5 * Section 1. AS 38.05.180 is amended by adding a new subsection to read:
6 (dd) Notwithstanding any other provision of this section or any provision in
7 a lease, unit agreement, or other agreement between a lessee and the state that
8 establishes an obligation to pay royalty' on production, royalty is not payable, under the
9 conditions and to the extent described in this subsection, for the production of heavy

10 oil that is removed or sold from a lease or leases located north of the IJmiat baseline.
11 For purposes of this subsection, "heavy oil" means oil having a weighted average equal
12 to or less than 20 degrees API gravity as the term "API gravity" is defined in
13 AS 43.55.900. Under this subsection, the exemption from payment of royalty applies
14 (1) only to the portion of 'he value at the wellhead, net of eligible field

HB0325b
Now T e x t  U n d e r l i n e d  [



cost deductions, as calculated for the month of production, for the first 500 barrels of 
daily production of heavy oil from the well, that, for the period beginning on

(A) the effective date of this section and until December 31, 
1996, does not exceed $15 per barrel; and

(B) the first day of the calendar year during each calendar year 
beginning January 1, 1997, does not exceed the amount specified under (A) of 
this paragraph as adjusted for inflation or deflation; in making the adjustment, the 
department shall, not later than February 15 of each calendar year, calculate and 
apply to the amount set out in (A) of this paragraph a change in the dollar 
amount to the extent of the change in the producer price index for finished goods 
compiled by the United States Department of Labor; the index for January 1996 
is the reference base index;

(2) only if the actual drilling of the well from which the heavy oil is 
produced began on or after July 1, 1996, and before July 1, 2006;

(3) only to heavy oil produced during the first 1,825 days of well 
operation after the start of production of oil from the well, as reported to the Alaska Oil 
and Gas Conservation Commission; and

(4) for a well only if the lessee
(A) submits with its royalty report for the first month for which 

the exemption from royalty payment under (1) - (3) of this subsection is claimed 
and with subsequent royalty reports at quarterly intervals for so long as the 
exemption continues, oil gravity test results performed during the period for 
which the royalty report is filed demonstrating that the oil tested is heavy oil; the 
report must be in accordance with the standards for measurement and testing set 
out in the regulations of the Alaska Oil and Gas Conservation Commission; and

(B) maintains, for a period of at least two years after the last day 
of the royalty payment exemption authorized by this subsection, records of 
production that show the actual date that drilling of the well started, the daily 
production from the well, and the API degree gravity data, and allows the 
department to inspect the records during regular business hours.

* See. 2. This Act takes effect immediately under AS 01.10.070(c).

CSHB 325(0&G) -2-
New Text Underlined (DELETED TEXT BRACKETED]

HB0325b



A n  O p p o r tu n ity  to  D e v e lo p  
A l a s k a ’s  H e a v y  O il  R e s o u r c e s .. .

BP Exploration (Alaska) Inc. 
OXY USA Inc.

January 22,1996



An Opportunity to Develop A laska’s Heavy Oil Resources...

/. Summary

Underlying the M ilne Point and Kuparuk River units on Alaska’s North Slope is 

a series of shallow, heavy o il sands that form the largest proven, undeveloped o il field 

in the United States. II development of those sands were economic, a b illion or more 

barrels of oil could be recovered.

Beneath the M ilne Point Unit alone, 

in the Schrader Bluff Formation, there are 

about 300 m illion barrels of recoverable 

heavy oil. '/ Initial development of that 

resource would entail drilling some 230 

wells over a nine-year, labor-intensive 

development period, with peak production 

reaching at least 45,000 barrels per day.

According to the University of Alaska, that 

activity w e ld  spawn:

0 Capital development expenditures o f  $550 uiliion, o f  which 
61% , o r about $333 m illion, would be spent in Alaska;

'/ Sec Bidinger and Dillon, Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels, 
SPE 30289 (available through BP Exploration (Alaska) Inc.). The Schrader Bluff sands, m  

relation both to other heavy oil sands at Milne Point and the West Sak Sands at the Kuparuk 

River Unit, are depicted in Chart 1.

Shallow Oil S a n d s  Nomenclature



0 Production expenditures o f  $60J m illion spread over a 41- 
year fie ld  life, o f  which 85% , o r about $511 million, would 
be spent in Alaska;

0 Around 360 new high-paying job s during the development 
phase, and 134 new high-paying job s during the 41 -year 
production phase. 75-80%  o f  those jo b s  would be f i l le d  by 
Alaska residents, resulting in additional Alaska resident 
payro ll o f  $171 m illion throughout the development phase, 
and $7.4 million annually during the production phase; and

0 65 new public sector job s created during the development 
stage as a result o f  this increased economic activity, and 25 
new public sector jo b s  created during the 4 1 -year 
production phase .'/

And that, UAA projects, would flow solely from initial development of Schrader 

B luff alone. A ll tolled, there are nearly 26 b illion barrels of heavy oil underlying 

existing North Slope units-making ANS heavy oil a resource comparable to Prudhoe 

Bay. Successful initial development of Schrader Bluff could well result in technology 

transfers to other heavy oil lessees, and development of additional heavy oil deposits on 

the North Slope.

For the time being, however, and save for some minimal production from a 

Schrader Bluff pilot project, Alaska’s heavy oil resources aren’t being developed. 

Heavy o il is a thick and uncooperative substance, and i's production poses a challenge 

to industry and governments worldwide. 7 For its part, Alaska’s oil industry has

7 University of Alaska Anchorage, School of Public Affairs and Institute of Social and 

Economic Research, “Heavy Oil Development: The Economic Impact," December, 1995.
7 Because heavy oil fields are "less attractive,” Arthur D. Little recently told the Governor’s Oil 

&  Gas Policy Council, "changes in [government] fiscal terms may be necessary.” Arthur D. 

Little/John Gault, "Review o f International Competitiveness o f Alaska's Fiscal System," 
Preliminary Report for the State of Alaska, Department of Revenue, September, 1995 ("Little 
Report") at 138. Guatamala, for example, imposes a lower royalty on heavier oil, according to a 
sliding scale based on the oil’s viscosity. Ecuador does the same thing. Id. at 139-40. The U.S.

A N  O P P O R T U N I T Y  T O  D E V E L O P  A L A S K A ’S  H E A V Y  O I L  R E S O U R C E S
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invested nearly $270 m illion ii. the past decade tackling the technical barriers to lifting 

heavy oil from the cold, unconsolidated sands of the North Slope.

From an engineer’s viewpoint, that pioneer effort succeeded. Complex and 

innovative completion technology was developed that can pull heavy oil from those 

sands at a sustained rate. But from an investor's eye, the pilot projects remain 

unconvincing. Initial flow rates from Schrader Bluff heavy oil wells have averaged only 

275 barrels per day-far below the economic margin ir, this hostile working 

environment. 7

As a result, additional Schrader Bluff development is not expected to yield the 

minimal rate of return necessary to justify the requisite capital investment. Indeed, over 

the past several years, and through the Spring of 1995, the state itself has largely written 

the resource off-at least for the foreseeable future. The Alaska Department of Natural 

Resources’ March, 1995 oil production forecasts, for example, concluded that M ilne 

Point would produce no more heavy o il over the next 20 years than that currently lifted 

from the unit’s small pilot project. 7

Department of Interior, Bureau of Land Management, has also proposed reduced royalties for 

heavy oil production, again on a sliding scale basis. 60 Federal Register 18081 (April 10, 1995). 
7 By comparison, initial production rates from individual Prudhoe Bay wells reached 25,000 

bbls./day. Even initial production of lighter oil from Milne Point’s Kuparuk formaticn-which 

observers uniformly acknowledge to be at the A N S  margin-averaged 862 bbl./day.

7 DNR, Historical and Projected Oil and Gas Consumption, March, 1995 at 6-7. The same 

conclusion was reached in the Spring, 1995 Department of Revenue ("DOR”) forecasts. DOR, 

Revenue Sources Book, Spring, 1995 at Table 24 (base case).
The Fall, 1995 D O R  forecasts use a different approach for predicting future revenues 

from undeveloped A N S  resources. Those Fall, 1995 forecasts include considerably more near- 

term production from a variety of speculative projects such as North Star, Schrader Bluff, 

Mikkelson Bay and Colville River Delta than did the Spring, 1995 D O R  projections, although 

even here Schrader Bluff production isn’t projected to peak, at 45,000 bbls./day, until 2005. 

Revenue Sources, Fall, 1995, Table 22. The forecasts’ Schrader Bluff figures begin with the 

unit’s business plan projections for Schrader Bluff development discussed in Section III(A), post, 
then risk-discount those projections by about 25%. (cont'd)

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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That discouraging forecast, however, needn’t necessarily be, and this paper 

proposes a special royalty structure for new ANS heavy oil development that may 

materially change project economics. The proposal was developed in response to the 

invitation extended to Alaska’s private sector by Governor Knowles and his O il & Gas 

Policy Council to explore new partnerships to guide Alaska’s economy into the 21st 

century.

The proposal, embodied in HB 325, would suspend royalties for the first five 

years of production from any new ANS heavy oil well drilled after June 30, 1996. 

When the suspension ended, royalties would return to the full lease rate. 6/ The 

suspension would apply only to the first 500 bbls./day of production from each well.

The Fall fo recasts’ m ethodology reflects the assum ption that som e developm ent from 
various problematic A N S resources will likely occur, and that by spreading that regional 
prognosis over several prospects on a risk-discounted basis, the forecasts can paint a rough 
picture o f  plausible future production from the region as a whole  w ithout staking that projection 
on the fate o f  any one particular field. Id., see p. 19. Indeed, the forecasts do no t purport to 
conclude that developm ent o f  any single marginal prospect will o r  will not be economic.

Inclusion o f  S chrader  B luff  in that m ix  o f  regional possibilities is encouraging, since it 
seem ingly  reflects a g row ing  recognition that, with an im proved econom ic environm ent, ANS 
heavy oil is a potentially developable  resource. That recognition, in part, may be attributable to 
the considerable  attention that heavy oil received in the S um m er o f  1995, both before the Oil & 
Gas Policy Council and the legislature.

On the other hand, nothing occured betw een the Spring and Fall o f  1995 to warrant an 
about-face in the s ta te’s longstanding belief  that, under the fiscal status quo, A N S heavy oil 
developm ent will likely not happen in the foreseeable future. No technological o r  production 
breakthroughs occured betw een the Spring and Fall forecasts, and the Fall, 1995 D O R  
pro jec tions’ “long range price forecast is a lm ost  identical to last sp r ing’s.’’ Revenue Sources, 
Fall, 1995, cover leuer at 1.

For all these reasons, the Fall, 1995 D O R  forecasts shou ld n ’t be viewed as heralding any 
reversal in the sta te’s ou tlook  for Schrader B luff  developm ent in the absence o f  som e  change in 
the fiscal environment.

7  At M ilne Point, for exam ple, BP Exploration (Alaska) Inc., which ow ns 91 .19%  o f  Milne 
Point, w ould  pay 12.5% on production assigned to som e leases, and 20%  on production assigned 
to others. OXY USA Inc., which owns the remaining 8.81%  o f  the unit, would pay 12.5% on its 
share o f  pioduction.

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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Any partnership should benefit each partner equally, and this proposal was 

tailored to accomplish that goal. For example:

From the state’s perspective:

0 Given the unusually long life of heavy oil fields—in Schrader 
Bluffs case, an estimated 41 years—the state benefits more from 
incentives granted only for a finite period at the outset of 
production, rather than from more gradual incentives granted 
over the life of the field;

0 The cost of administering the incentive is negligible;

0 Suspensions have proven to be an effective tool in other oil 
producing jurisdictions to spur development o f marginal fields.
The state would be treading on proven ground;

6 Only new heavy oil wells would benefit from the incentive, and
for years now the state has assumed that no new heavy oil 
development will occur in the foreseeable future. A.9 a result, 
the revenues contemplated by the state's various royalty 
agreements would be unimpaired;

0 The short period of the incentive minimizes the state’s exposure
to unanticipated oil price increases or technological 
breakthroughs that might make heavy oil development more 
profitable. The state's window of exposure would be five years 
for each well, rather than over a 41-year field life; and

0 By fashioning a specif c incentive targeted to a single important 
resource, the state needn’t re-invent overall state royalty policy 
or risk unintended consequences elsewhere.

Conversely, from the investor’s perspective:

0 The incentive is targeted at the initial years of production, and 
is therefore especially effective in allowing recovery of the 
lessee’s capital investment in a reasonable period o f time;

0 The incentive would be available immediately;

0 Because the incentive is granted by operation of law, its 
availability is certain, and serious investment decisions can be 
made in reliance on it; and

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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0 Available economic and technical information suggests that this 
incentive will, in fact, materially improve the attractiveness o f  
investing in ANS heavy o il development.

A l a s k a ’s h e a v y  o il  re s e rv e s  a r e  a n  i m p o r t a n t  p u b l i c  a s se t ,  a n d  th e re  a r e  n o  r i s k ­

f re e  o p t io n s  for  m a n a g in g  it. O n e  p o s s ib i l i ty ,  o f  c o u r s e ,  is  to w a i t  th in g s  o u t ,  h o p in g  

fo r  s o m e  u n e x p e c te d ,  s u s ta in e d  o il p r i c e  in c re a s e ,  o r  s o m e  t e c h n o lo g ic a l  a d v a n c e ,  th a t  

w o u l d  m a k e  h e a v y  o il d e v e lo p m e n t  a t t r a c t iv e  w i th o u t  a n y  in c e n t iv e s .  H o w e v e r :

0  As Arthur D. Little recently warned the O il & Gas Policy 
Council, a  "wait and see”  strategy runs i s own risks, since at 
some point the Trans Alaska Pipeline w ill no longer be 
available at a reasonable per-barre l tariff, i f  at a ll;

0 In the case o f  ANS heavy oil, that risk is compounded by the fac t 
that, even with incentives, heavy o il development may be 
economic only because it can share an existing infrastructure at 
Milne Point and Kuparuk River. In this respect, DNR's 
Februaiy, 1994 production forecasts predicted that Milne Point 
would be abandoned in 2006, while that agency’s 1995 
projections pegged the unit's abandonment date at 2011 ; Vand

0 Histoiy has proven that progress in tackling the challenge o f  
ANS heavy o il development is very much a c ’’ild  o f  momentum. 
Discouraging results have, time and again, led to years o f  
inactivity as interest inevitably turns to more cooperative 
resources. See Section 11(D), post. Putting ANS heavy o il on 
the public back burner may leave it there f a r  longer than 
decision-makers intended.

/////////////////////////

7 DNR, Historical and Projected Oil and Gas Consumption, February, 1994 at 6-7; March, 1995 
at 6-7.

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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It’s time to make a decision about Alaska’s heavy oil Even if the ultimate 

choice is to wait and see, 

the debate initiated by 

Governor Knowles w ill at 

least assure that the 

decision is purposeful.

The issue raised by 

this paper is how to 

optimize the public’s return 

on a significant asset. It is 

not about trading jobs for 

royalties. As this paper w ill 

explain, and as Chart 2 

illustrates, the underlying 

premise of this proposal is that the state w ill receive more royalties from heavy oil 

development by adopting the incentive than by maintaining the status quo. Indeed, if 

the state’s policy-makers conclude otherwise, there is little sense doing what this paper 

proposes.

V Source: Applicable royalty rates were  applied to: (1) D N R ’s Spring, 1995 production forecasts 
for S chrader Bluff, discussed ante; then to (2) lessee projections o f  likely future production from 
initial Schrader Bluff  development. Projected oil prices were taken from the Alaska D epartm ent 
o f  R evenue’s Spring, 1995 Revenue Sources Book's base case. Dollars expressed are nominal.

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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Every management option available to the state carries its own mix of risk and 

potential reward. We believe that a careful balancing of those options w ill lead 

decision-makers to look carefully at the kind of tailored incentive contained in HB 325.

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
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/ / . Background: Milne Point and 
Heavy Oil

A. An Overview of the 
Milne Point Unit.

The M ilne Point Unit lies 12 

miles west of Prudhoe Bay. Chart 3.

The unit was developed in the 

1980’s by Conoco Inc., Chevron and 

OXY USA Inc. (“OXY”). In late 

1993, Conoco and Chevron sold their interest in the unit to BP Exploration (Alaska) Inc. 

(“BP”), and today 91.19% of the unit is owned by BP, and the remaining 8.81% by

OXY.

Milne Point produces 28,000 

barrels of oil daily from three 

formations (Chart 4).

Kuparuk (24,000 bblJday). 
Kuparuk production has been the 

unit’s mainstay since production 

commenced in November, 1985. 

With an American Petroleum Institute (“API”) gravity of 22-24 degrees Kuparuk o il’s 

quality is slightly heavier than other principal ANS crudes;

Production Formations at Milne Point

Chart 4
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Sag River (500-1000 bbls./day). In 1995, an initial long, horizontal well was

drilled into this deepest of M ilne Point formations. The well has produced only 500- 

1000 bbl./day because of the extraordinary amount of water produced from the 

formation. The API gravity of Sag River oil is about 35 degrees; and

Schrader B luff (3,000 bbl./day). Current production from this formation’s 

heavy oil reserves comes from a pilot project initiated in 1990. The API gravity of 

Schrader Bluff oil ranges from 14-20 degrees. The companies’ efforts to overcome the 

roadblocks to development of this resource are discussed in subsection (D), post.

B. The Unit’s Economic Setting.

In-and-of itself, development of Schrader B lu ffs heavy o il is a marginal 

proposition. Compounding the challenge is the fact that the unit from which that oil 

would be produced has been plagued by economic difficulties since its inception, 

including:

0 Low Production Rates. When Prudhoe Bay began 
production, its wells yielded up to 25,000 bbls./day.
Initial rates from Milne Point's most productive 
formation-the Kupanik-averaged only 862 bbl./day, 
and daily well production has declined at an annual 
rate of 15-20% ever since. Milne Point, in fact, has the 
lowest per well production rates o f any major unit on 
the North Slope;

0 High Royalties. Because of a special royalty surcharge 
imposed on eight Milne Point leases at the time of unit 
formation (see Appendix A), BP pays a 20% royalty on 
its 91.19% interest in those eight leases. Virtually all 
other ANS production, including OXY's share o f Milne 
Point production, is subject to a 12.5% royalty;

0 High Transportation Costs. As Chart 5 illustrates, Milne 
Point oil must travel through three pipelines to reach 
tidewater at Valdez, and resultantly pays the highest

AN OPPORTUNITY TO DEVELOP A LA SK A ’S HEAVY OIL RESOURCES
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G e t t i n g  H e a v y  O i l  t o  M a r k e t  is  E x p e n s i v e

A-96

Chart 5

transportation costs on the North Slope. BP shares in 
those pipelines revenues; however, and except for an 
8.81% interest in the Milne Point pipeline, OXY does not.
Any income that OXY earns from its North Slope 
endeavors must come from Milne Point wellhead 
revenues; and

0 Production Challenges. Even Kuparuk Formation 
production has required costly waterflooding from the 
outset of production.

It is within this economic environment that BP and OXY have faced the 

challenge of developing the unit’s heavy o il resources.
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The thickness, or viscosity, of crude oil is related to its gravity-the lower the 

gravity number, the heavier and thicker the oil. Outside of M ilne Point, Alaska’s 

currently-produced crudes range from 22-30 degrees at Prudhoe Bay to 25-35 degrees at 

Cook Inlet.

“Heavy o il” is generally defined as crude oil with an API gravity of 20 degrees 

or less. 9 / As Chart 6 shows, the 

North Slope’s heavy oil resources 

range from less than 14 degrees in 

the Kuparuk River Unit to 20 

degrees in the southeast comer of 

the M ilne Point Unit.

C. The Difficulties o f  Producing Heavy Oil.

Thick as it is, heavy oil 

stubbornly resists lifting, and both 

downhole stimulation and 

mechanical lifting techniques are 

invariably needed to bring the oil 

to the surface. Compounding the 

problem on the North Slope is

SCHRADER BLUFF
O Sand 

API Gravities

Chart 6

’/  For example, the Internal Revenue Code allows companies to claim a favorable percentage 
depletion a llowance for “heavy oil” production, which the code defines to include oil with an API 
gravity o f  20  degrees or less. 26 U.S.C. §6l3A (c)(6)(F). And, the U.S. Department o f  Interior, 
Bureau o f  Land M anagem ent, em ploys a 20-degree threshold for its pending heavy oil royalty 
relief proposal. 60 Federal Register 31663 (June 16, 1995).
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reservoir temperature. At depths of 5000 feet or less, the cold Arctic subsurface chills 

the oil to impractically low temperatures.

Moreover, in Schrader B lu ffs case the heavy o il is entrained in unconsolidated 

sand. As the oil is lifted, sand comes with it, choking the well bore and fouling the well 

pump.

Heavy o il’s specific gravity is close to water’s; as a result, oil/water separation 

becomes especially difficult. Once separated, moreover, heavy o il’s viscosity, and its 

relative paucity of more valuable lighter hydrocarbon fractions, makes heavy oil less 

valuable in the market.

Heavy oil wells are notoriously slow producers. And though heavy oil fields 

enjoy correspondingly long field lives, slow initial production rates considerably impair 

the investor’s ability to recover its capital investment in a commercially reasonable 

time.

Schrader B luffs heavy o il is thus triply disadvantaged: (1) it shares the 

unpleasant attributes of heavy o il generally; (2) the reservoir’s shallow depth and 

unconsolidated sand impose yet additional engineering challenges; and (3) its 

development suffers all the economic handicaps facing M ilne Point as a whole.

Even so, Alaska’s North Slope lessees have invested hundreds of millions of 

dollars hying to make a go of this uncooperative resource.

D. Industry’s Efforts to Develop ANS Heavy Oil.

The initial stab at ANS heavy oil came not at M ilne Point, but rather at the 

adjacent Kuparuk River Unit, which is operated by Arco Alaska Inc. (“Arco”). The prize 

at Kuparuk River is potentially even greater than M ilne Point’s. While Schrader Bluff
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might produce 300 million barrels of heavy oil, Kuparuk River’s West Sak Sands could 

eventually produce two or more times that amount.

Beginning in September, 1984, Arco invested $135 million drilling 13 wells into 

die West Sak Sands, and building associated facilities, before abandoning that pilot 

project in December, 1986. Abou 1 million barrels were ultimately produced from that 

endeavor, which meant that the project’s development costs were about $ 135/bbl.

It took industry five years to try again, this time at Schrader Bluff. At Milne 

Point’s Tract 14, Conoco, Chevron and OXY invested about $126 million on 22 heavy 

oil wells and associated facilities. *°/ The project’s expected recovery of at least 13.5 

million barrels translates into a 15-fold improvement in per barrel investment costs over 

Arco’s West Sak effort-from $135/bbl. to $9.30/bbl.

The Tract 14 pilot was an exercise in ingenuity. To keep sand from the 

wellbore, the companies installed special gravel filters. To heat the oil as it rose 

through the permafrost zone, heat trace elements were wrapped to the production 

tubing. The reservoir was fractured to stimulate production, and an electric 

submersible pump was added downhole to lift the oil. Chart 7.

I0/ Conoco, Chevron and OXY brought considerable expertise to bear on the 1991 pilot project. 
OXY, in particular, has long been a leader in developing innovative lifting techniques for heavy 
oil, particularly in California, where OXY owns heavy oil properties.
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Even so, 

development costs 

of $9.30/bbl. still 

made the exercise 

uneconomic, and 

initial flow rates 

from Tract 14 wells 

only averaged 275

bbls./day. And so, at the end of 1991, further development of Schrader Bluff stopped.

It resumed again in 1994 with BP’s acquisition of majority ownership in the 

unit. One heavy oil well was drilled in 1994, and, in 1995, BP and OXY invested $15 

million in six new wells, some well recompletions and additional technical study.

While evaluation of the 1995 drilling isn’t complete, we do know that:

0 Advances in technology and better geologic information have 
made initial flow rates o f 300-400 bbls./day practical; and

0 Other, more conventional methods o f stimulating heavy oil 
production are impractical. Conoco began water injection into 
Schrader Bluff wells in 1992, without proven success to date. 
Horizontal drilling, which ivmroves lifting, has been tried at 
Schrader Bluff with mixed remits. Steamflooding, a common 
recovery technique in the Lowe - 48, isn 't feasible on the North 
Slope fo r  environmental and pirn ical reasons.

Experience thus suggests that any dramatic technological breakthrough that 

would greatly improve ANS heavy oil well productivity is unlikely in the foreseeable 

future. Put simply, engineering, while it has brought full development of Schrader Bluff

WELLCASING

SCHRADER BLUFF TECHNOLOGY
HEAVY OIL TEST BED 

HIGH ANGLE FRAC PACKING 
ELECTRIC SUBMERSIBLE PUMP 

HEAT TRACE TECHNOLOGY
OIL TO 

PROCESSING

IIiii■i; i f

| PERMAFROST |j 
| 1800-2200' j|

'GRAVEL 
FSAND FILTER 
'FRAC PAC

ELECTRIC SUBMERSIBLE PUMP

Chart 7
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near the brink, may also have reached the point of diminishing returns. What happens 

from here is largely an economic question.

And it’s a question worth pursuing, given the considerable benefit, to both the 

public and private sectors, of realizing the fullest possible return on heavy oil 

development.

/////////////////////////////
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Ultimately, BP and OXY expect to recover at least 13.5 million barrels of heavy 

oil from the Tract 14 pilot project. Conversely, underlying Milne Point are about 300 

million barrels of reasonably recoverable heavy oil. As one might expect, development 

of that resource would resonate throughout Alaska’s economy.

A. The Parameters o f Development.
DNR’s Spring, 1995 production forecasts for Milne Point portray a unit 

peaking at 65,000 bbl./day
Milne Point Production Profile

in 1999, then sharply 

declining until the unit is 

abandoned in 2011. “/ As 

Chart 8 illustrates, with 

development of Schrader 

Bluffs heavy oil, the unit’s 

profile looks different.I2/

///, T h e  C o n s e q u e n c e s  o f  S c h r a d e r  B l u f f  D e v e l o p m e n t

"/ Historical and Projected Oil and Gas Consumption, March, 1995 at 6-7.
'V The components of Milne Point production depicted in the chart include: (1) “At Acquisition." 
This component reflects Milne Point production existing when BP acquired majority ownership 
of the unit at the end of 1993; (2) “Development Underway" is principally comprised of 
additional Kuparuk formation production from the northwest comer of the unit; (3) “Cascade" 
refers to an accumulation lying to the southeast of the unit. Production from that lease will be 
routed through Milne Point’s processing facilities; (4) “Growth" refers to a number of planned 
expansion projects; and (5) “Schrader Development," of course, refers to the unit’s heavy oil 
resources. Without Schrader Bluff development, the companies project peak production in 1998- 
99 of about 80,000 bbls./day-a forecast more optimistic than DNR’s projections. Milne Point's 
central processing facilities are being expanded to accomodate that increased production. 
Currently, the unit produces only 28,000 bbl./day--a limit dictated in part by the current capacity 
of the unit’s processing facilities. On the other hand, the companies’ forecasts do mirror DNR’s 
projections of a sharp decline in unit production after 1999, absent development of Schrader 
Bluff.
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If and when the project becomes commercially feasible, the Milne Point Unit 

business plan envisions that initial development of Schrader Bluff would involve 

drilling some 230 wells, and constructing new surface facilities and pads, over a nine- 

year development period, with a total capital cost of $550 million. Once producing, 

those wells would peak at 45,000 bbls./day, and production would decline only 

gradually, giving the field a 41-year life.

Over the 41-year period, production expenses would average $15 million 

annually, totalling $600 million over the field’s life,

B. The Economic Impacts o f Schrader B lu ff Development.
1. Private Sector Employment

The University of Alaska Anchorage has authored an economic impact analysis 

of the initial development scenario in the Milne Point business plan. I3/ Employing the 

impact methodology developed by Professor Scott Goldsmith, the analysis charted both 

the direct and indirect employment and fiscal consequences of Schrader Bluff 

development. Looking first at the development phase of the project, those impacts 

included:

0 233 direct oil industry jobs created during the nine-year 
development phase. 14/  O f those jobs, 157 would be performed in 
Alaska, and 118 would be filled by Alaska residents;

0 142 indirect or spin-off Alaska private sector jobs, and an 
additional 62 jobs fo r  Alaska industry vendors, created during the 
development phase alone;

IJ/ The analysis, entitled "Heavy Oil Development: The Economic Impact," is available on 
request from either UAA or BP.
I4/ For the development phase, the UAA report expresses its projections in “man-years of 
employment” for the entire nine year development phase. To translate that number into “jobs," 
the total man-years (in the case of direct industry jobs, 2098 man-years) was divided by nine.
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0 All tolled, 322 new private sector jobs filled by Alaska residents 
during the development phase, out o f a total o f 361 new private 
sector jobs performed in Alaska; and

0 An Alaska resident payroll o f $171 million during the 
development phase, out o f a total Alaska payroll o f $206.5 
million. /5/  Because Milne Point is a remote location, and because 
the jobs created by Schrader Bluff development are skilled, the 
average salary for each new direct oil industry job would be 
$100,000/yr.

Because the core infrastructure is already in place at Milne Point, the impacts of 

development-related employment would begin to be felt within months of the 

companies’ commitment to the endeavor. Potentially, if that commitment is made early 

enough in 1996, the resultant jobs and payroll during the development phase would fuel 

the Alaska economy from 1996 through 2004.

Enhanced production would then commence in 1997. From that year, and until

the year 2037, the UAA analysis projects that, throughout the period, Alaska would

experience:

0 58 new long-term direct oil industry jobs in Alaska, o f 
which 46 would be held by Alaska residents;

0 An additional 76 new indirect and vendor jobs created 
in Alaska;

0 A ll tolled, 134 new private sector jobs created in
Alaska, o f which 122 would be held by Alaska
residents; and

0 A total Alaska resident, private sector payroll increase 
o f $7.43 million/year, out o f a total Alaska private 
sector payroll increase o f $8.58 million/year.

IS/ All dollar figures expressed in the UAA report are in constant 1995 dollars.
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The private sector employment impacts forecast in the UAA report are 

summarized in Chart 9.

A la s k a  R e s i d e n t  P r l v a t e - S e c t o r  J o b s  C r e a t e d  b y  S c h r a d e r  
B l u f f  D e v e l o p m e n t

350- Alaska Resident 
Private Sector Payroll 
From Development 
Phase: $171 million 

over nine years

Total Alaska Resident 
Jobs During 
Development

Alaska Resident Private 
Sector Payroll From 

Production: $7.43 million 
annually

ResidentIndirect/Vendor Jobs 
During Development -

Production

Indirect/vendor Jobs 
Throughout ProductionDirect Industry Jobs 

During Development
Direct Industry Jobs 

Throughout Production

Chart 9

2. State Revenue Impacts 
As Chart 2 indicates, the state can expect to receive $365 million more in 

royalties than DNR’s Spring, 1995 production forecasts would yield-//the passage of 

HB 325 stimulates envelopment of Schrader Bluff. I6/ For its part, and as Chart 10 

illustrates, UAA looked at the aggregate of royalty and tax revenues that the state could 

expect to receive from initial Schrader Bluff development. UAA projects that the state 

would receive $444 million in revenues, and a $348 million net return (after accounting

l6/ Again, the $365 million figure is expressed in nominal dollars.
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for increased government expenditures 

occasioned by the substantial increase in 

private sector employment), as a result of 

initial field development. I7/

One element of that net gain warrants 

special attention. Schrader Bluff 

development would cause a proportional 

increase in TAPS pipeline throughput 

occasioned by up to 45,000 bbl./day of Chart 10
Sclirader Bluff heavy oil travelling through it. Declining ANS production in the 21st 

century will cause upward pressure on per-barrel TAPS tariffs. As more Schrader Bluff 

oil passes through the TAPS line, the tariff on a ll ANS crude decreases, and the 

resultant wellhead value on all ANS crude increases.

That, in turn, results in higher state royalties on a ll ANS production. UAA 

estimates, in this regard, that if Schrader Bluff were developed, the state would earn 

between $65-$84 million in additional royalty income from a ll ANS production during 

Schrader Bluffs field life.

3. Public Sector Employment 
UAA projects that the economic activity generated by Schrader Bluff 

development will occasion $97 million in public sector costs over the life of the field, 

To a large extent, that translates into new public sector jobs.

,7/ If TAPS pipeline throughput were lower than that scenario envisions, UAA’s revenue and net 
revenue projections are, respectively, $425 million and $329 million.
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UAA estimates that development will directly result in 27 additional state 

government jobs during lh." • evelopment phase, and an additional 10 state jobs lasting 

over the field's 41-year producing life. UAA also believes that second and subsequent 

rounds of public sector employment gains will be realized as the economic impact of the 

enterprise compounds itself. UAA concluded that 38 additional new public sector jobs— 

state and local-would be spawned by this multiplier effect during field development, 

while 15 additional new public sector jobs would be generated by the multiplier effect 

throughout 41 years of field production.

/////////////////////////////
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A. The Rate o f Return Necessary fo r  Schrader B lu ff Development.
$550 million-the capital necessary to develop Schrader Bluff—is a considerable 

investment. And as Arthur D. Little recently reminded the Oil & Gas Policy Council, 

“[r]ompanies will review and compare all opportunities available to them worldwide, 

[and] governments are competing on a global basis to attract risk investment.” ‘V 

The benchmark by which 

the attractiveness of Schrader Bluff 

investment will be measured is the 

“hurdle rate,” which represents the 

minimal projected rate of return 

necessary to warrant consideration 

among the companies' investment 

options. That rate, in turn, is built 

on four components (Chart 11):

0 The cost o f capital.
Corporations acquire
investment funds in one o f two 
ways—borrowing, or attracting equity investment. The cost of capital is the 
weighted average o f the company's bond interest rates and cost o f equity; '"/

0 Overhead. Any new investment must bear its requisite share o f the corporation's 
overall overhead costs, such as corporate management;

I V .  T h e  E c o n o m i c s  o f  S c h r a d e r  B l u f f  D e v e l o p m e n t .

1S/ Little Report at 9.
I9/ Marino, Handbook of Capital Expenditure Management at 93 (1986). The cost of equity 
capital includes more than just dividends paid. The cost of capital for common stock, for 
example, consists of “the expected total return from dividend yield and capital gains." Block 
and Hirt, Foundations of Financial Management, App. 11A (1989); emphasis added.

"Hurdle Rate" -- The Minimum Rate of Return 
Necessary to Justify Capital Investment

Prora
Risk

Cost of CipHsl

Chart I I
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0 Risk. "[IJn order fo r  investors to take more risk they must be compensated by 
larger expected returns...U.S. Treasury’ bills may be considered a riskless asset. 
When viewed in this context, an investor must achieve an extra return above that 
obtainable from a Treasury bill in order to induce the assumption o f more risk." ; 
10/  and

0 Profit. No enterprise invests without the expectation o f some profit.
In today’s market, and as Chart II suggests, these four “hurdle rate”

components combine to require at least a 15% projected rate of return from any new

investment-a benchmark validated by the Little Report:
Companies will generally consider any field 

uneconomic if the gross project value is negative at a 
discount rate o f about 15%.

[O il] companies generally look fo ra  rate o f return o f 
about 15%...Projects with lower returns usually do not 
generate enough profits to encourage companies to 
commit time and resources to their development.

Little Report at 120, 122.

Passing the hurdle rate does not guarantee investment capital because, as Arthur 

D. Little reminded us, any investment must still compete with often lucrative worldwide 

opportunities. The hurdle rate is a qualifying time, not a checkered flag—it is only 

enough to warrant the prospect’s consideration by corporate policy-makers.

The hurdle rate is therefore a conservative measure of Schrader Bluffs 

prospects, and also a conservative measure of the effectiveness of any development 

incentive.

:o/ Foundations of Financial Management, op. cit. n. 19; see also In the Matter of the Filing of 
Revised Tariffs by Cook Inlet Pipeline Co., Alaska Public Utilities Commission, January 14, 1985 
at 26 (additional rate of return allowed because of risk that oil prices may drop in the future).
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B. Schrader B lu ffs  Projected Rate o f Return.
To forecast the likely rate of return from Schrader Bluff development, OXY 

seems the fairest candidate since, unlike other North Slope producers, OXY’s revenues 

from Schrader Bluff production will come solely from wellhead revenues-OXY does 

not share in significant downstream pipeline, tanker or refinery profits.

For its presentation to the Oil & Gas Policy Council in June, 1995, OXY 

projected its rate of return from something of a best case. For example, initial flow rates

from the Tract 14 pilot project have averaged only 275 bbls./day. The five best of

those 21 wells managed initial rates of between 300-600 bbls./day, and OXY’s 

projections assumed initial flow rates equal to the average of only those five best 

producing wells.
In other words, OXY assumed that the technological innovation and better 

geologic data gained through five years of ex, lentation at Schrader Bluff wonld 

yield the highest plausible reward.

To those production forecasts were applied:

0 Projected oil prices drawn from the Department o f
Revenue's Spring, 1995 base case revenue forecasts; ‘V

0 Well costs equal to the average costs o f Tract 4 ’s 21 wells;
0 The existing 12.5% state royalty, and historically-based tax 

payments;
0 Projected operating expenses taken from the unit's 1995 

estimates; and
0 Facilities costs from he operator’s 199'-1997 business 

plan.

11 / As noted previously, the Fall, 1995 Department of Revenue long-range price forecasts are 
virtually identical to the Spring, 1995 forecasts. See n. 5, ante.
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The results are depicted in Chart 12. In short, the projections show a:

0 12.8% projected rate o f return. The projection thus falls 
materially short o f the 15% hurdle rate;

T y p i c a l  H e a v y  O i l  W e l l  E c o n o m i c s

B a s e d  o n  t h e  5  b e s t  w e l l s  t o  d a t e  in T r a c t  1 4

Rale of Return. H Payback Period, yrs DNC Produced. SAtfl/

Chart 12
0 6.5-year payout period. Five years is a commercially 

reasonable time fo r  project payout. The extended payout 
period is a function, o f course, o f the inadequate rate of 
return; and

0 Negative discounted cash flow at 15%. Arthur D. Little 
observed, “ [cjompanies will generally consider any field 
uneconomic if the gross project value is negative at a 
discount rate o f about 15%.”

The numbers shouldn’t be surprising. As we’ve seen, the state itself has long 

felt that development of Schrader Bluff is unlikely. And, despite:

^A rco ’s investment of $135 million in the Kuparuk River 
Unit’s West Sak sands;
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=> Conoco’s and OXY’s investment of $126 million in the Tract 
14 pilot project; and

=> BP’s investment of an additional $15 million in pilot drilling, 
recompletions and technical studies in 1995,

the only heavy oil produced today on the North Slope flows from those limited 

experimental endeavors. Schrader Bluff heavy oil sits beneath a convenient unit 

infrastructure. And, as Chart 8 illustrates, full Schrader Bluff development is integral 

to prolonging the entire unit’s economic life. There seems, in sum, no good reason for 

not developing that field, save for its inability to cross the hurdle rate threshold.

///////////////////////////////
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V. Legislation to Improve the Economics o f Developing Alaska’s Heavy Oil 

Resource
A. The Criteria fo r  legislation.
Development of Alaska's heavy oil resource is a shared challenge. For its part, 

the private sector has invested nearly $270 million over the past decade in a determined 

effort to increase production and reduce production costs.

For its part, the state will affect heavy oil investment decisions most directly 

through the royalty structure that it imposes. In tailoring that structure to optimize the 

public’s return on heavy oil development, there are seven criteria that should shape the 

outcome:

0 Specificity. As Section II(C)-(D) discussed, ANS heavy oil 
development presents unique challenges that are best met by a 
royalty structure tailored to the peculiarities o f the resource.
Revisiting general state royalty policy in order to spur heavy 
oil development may yield a result that is overbroad or 
insufficient, or which risks unintended consequences 
elsewhere.

For example, last year the legislature rewrote Alaska's 
general policy on oil and gas royally relief. Ch. 85, SLA 
1995; HB 207. From a statewide perspective, the legislation 
set a positive tone fo r  encouraging public/industry 
partnerships in developing Alaska’s marginal reserves.
However, the heavy oil initiative that may best suit 
development o f that resource-a five-year royalty suspension- 
would be impossible under that legislation. HB 207 requires 
a minimum 5% royalty fo r eveiy year o f production from new 
fields, " /and a new field is eligible fo r  relief only i f  there has 
been no commercial production from that field. 23/

Both o f these limitations may make considerable sense 
generally. However, with respect to heavy oil especially, the

52/ AS 38.05.180(j)(4)(A).
*7 AS 38.05.180(j)( 1 )(A)(ii). As we have seen, about 3,000 bbls./day of heavy oil are produced 
and sold from Schrader Bluffs Tract 14 pilot project.
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minimum royalty requirement o f HB 207 fails to account fo r 
the fact that heavy oil wells invariably: ( I )  have low initial 
production rates; but (2) produce fo r an unusually long time. 
Thus, the state may-and in this case apparently will--benefit 
more from a royalty structure that assesses J2.5%-20% 
royalties commencing in the sixth year o f production, than 
from a structure that imposes, say, a 5% royalty throughout 
field life. See Section V(C)(6-7), post. ’V

0 Relevancy. The task here is to materially improve the 
projected rate o f return from the considerable capital 
investment necessary to develop ANS heavy oil reserves. 
Some royalty initiatives are aimed at lowering operating costs 
in order to prolong or renew production from declining wells. 
:5/  Here, the targets are quite different: (1) improving the 
return on new investment; and (2) reducing the period fo r  
recovering that investment to a commercially reasonable one.

0 Certainty. Companies are unlikely to make serious investment 
decisions on the mere possibility o f a favorable royalty 
structure. A royalty structure established by operation o f law, 
rather than one dependent on the uncertain outcome o f an 
administrative proceeding, is considerably more likely to 
favorably influence investment choices.

0 Immediacy. There is a window o f opportunity fo r  
development o f ANS heavy oil reserves-one that will last only 
so long as: (1) the current infrastructure at Milne Point and 
Kuparuk River remains operational; and (2) the TAPS line is 
able to cany heavy oil at reasonable per-barrel tariffs.

DNR has projected, as recently as March, 1995 that 
Milne Point will be abandoned in 2011. That does not neon, 
however, that Alaska has 15 years to debate heavy oil. For 
example, integral to the ultimate economic viability o f heavy 
oil development is the assumption that, over a considerable 
portion of heavy oil field life, production costs can be shared

37 The relationship of HB 207 to the issues raised by this paper is discussed further in Appendix
A.
”/ This, for example, is the purpose behind BLM’s proposed heavy oil royalty regulations. 
Those regulations, which would establish a sliding-scale royalty for heavy oil wells, are intended 
to “place marginal or uneconomical shut-in oil wells back in production, provide an economic 
incentive to implement enhanced oil recovery projects, and delay the plugging of these wells until 
the maximum amount of economically recoverable oil can be obtained from the reservoir or 
field." 60 Federal Register at 18081 (April 10, 1995).
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with other, conventional oil production from the same unit.
And, as discussed in Section I, ante, the current momentum 
that has driven the 1994-95 pilot drilling and technical 
studies at Milne Point risks being lost if the project's 
economic prospects remain discouraging;

0 Credibility. Simply put, Alaska should look to initiatives that 
have proven successful in spurring capital investment in 
marginal fields in other oil producing jurisdictions.

0 Sufficiency. No one can guarantee the impact o f any 
development initiative. On the other hand, if it is apparent 
that a given proposal would leave project economics below 
the competitive threshold, there is nothing gained by the 
exercise—and perhaps considerable to lose.

0 Necessity. The state should entertain economic incentives 
only i f it concludes that the initiative will yield the state, and 
the public, a net economic benefit. Inherent in that 
philosophy is the proposition that the state should do no more 
than is reasonably necessary to induce the targeted activity.
The state, in short, should not leave money on the table.

B. The Proposed Initiative—A Five-Year Royalty Suspension on New Heavy 
Oil Wells.

This paper, and HB 325, propose that the state suspend royalties, for the first five 

years of production, on the first 500 barrels of heavy oil produced from each new heavy 

oil well drilled on Alaska’s North Slope after June 30, 1996.

The essential attributes of the proposal include:

0 The Five-Year Suspension. The suspension would be applied separately fo r  each 
new heavy oil well drilled. When each well achieved five years' production, fu ll 
lease royalties—at either 12.5% or 20%—would apply to all future production from 
that well.

Because new heavy oil wells would be drilled over a nine-year development 
period, there would thus be no sudden shift from royalty-free to royalty-burdened 
production. Rather, field royalties would be phased in beginning in the sixth year o f 
development, as Chart 13 illustrates.
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A D D ITIO N A L PR O D U CTIO N  FROM  HEAVY OIL
BY

D E V E L O PM E N T  YEAR

Chart 13

The five-year limitation coincides with the period that most investors consider 
the longest reasonable time to recover capital costs.

0 The 500 bbls./day limitation. 500 barrels per day is as good a working definition 
as any o f a marginal Alaska North Slope oil well. I f  a new ANS heavy oil well is 
able to achieve production in excess o f that ceiling, that additional production 
would be subject to fu ll lease royalties.

ANS experience suggests that new heavy oil wells probably won't reach this 
ceiling. Even initial production rates from Schrader Bluffs Tract 14 wells averaged 
only 275 bbls./day, and the five best Tract 14 wells—on which OXY’s economic 
forecast, discussed in Section IV. was premised-averaged about 430/bbls./day.

0 The Limitation to New Wells. The purpose o f this initiative is to encourage 
additional development o f ANS heavy oil reserves. As a result, the proposal does 
not affect production from any now-existing well; nor does it affect even new 
production from other formations such as Kuparuk or Sag River.

0 The Geographic Limitation to the North Slope. The economic and technical 
conditions on which the proposal is based are unique to Alaska's North Slope
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Among any number of possible royalty structures, the five-year royalty 

suspension seems to best satisfy each of the seven criteria discussed in subsection (A):

1. The Specificity Criterion
The technical and economic challenges facing development of ANS heavy oil 

are unique, and by confining the proposal’s scope to new heavy oil wells on the North 

Slope, legislation can be carefully tailored to those pecularities.

Through that kind of specificity, the proposal addresses one of the drawbacks of 

Alaska’s fiscal system noted in Arthur D. Little’s report to the Oil & Gas Policy 

Council. Alaska, until now, has maintained a one-size-fits-all royalty structure. On the 

one hand, Little found that this system has been good to companies producing large, 

profitable fields-indeed, Alaska ranks in the top quarter of oil producing jurisdictions 

worldwide in that respect. Little Report at 150.

On the other hand, Alaska’s uniform system ranks poorly in encouraging 

investment in marginal fields. Id.
Little’s findings prove the obvious: when setting statewide policy, the legislative 

and executive branches are inevitably driven by the policy's impact on large fields such 

as Prudhoc Bay. The specific proposal envisioned in this paper avoids that, and enables 

Alaska to lake a more surgical approach to royalty policy,

2. The Relevancy Criterion
According to Arthur D, Little, Alaska’s fiscal regime “is not fiscally efficient,” 

and in fact ranks 48th out of 101 fiscal systems studied worldwide in its impact on field

C. A p p l i c a t i o n  o f  t h e  S e v e n  C r i t e r i a  t o  t h e  P r o p o s e d  R o y a l t y  S u s p e n s i o n .

AN OPPORTUNITY TO DEVELOP ALASKA’S HEAVY OIL RESOURCES
PAGE 32



rate of return, Little Report at 10, 150. “The Alaskan terms," moreover, “do not 

provide any incentive for the development of marginal fields.” Id. at 172.

The reason is this: Alaska demands money up-front, before the field recovers its 

capital investment, irrespective of the impact of that demand on the field’s ability to 

recover its investment within a commercially reasonable time. Id. at 91 (“A single 

royalty rate," Little concluded, “can make marginal fields uneconomic to develop.”)

By suspending royalties at the outset of production, rather than spreading a 

reduced royalty over the field’s life, the proposal targets the critical capital recovery 

period, which Little found Alaska to have heretofore ignored.

Moreover, and as Chart 13, ante, illustrates, given the typical production profile 

of a heavy oil well, targeting initial capital recovery, instead of spreading relief over 

field life, benefits the state as well. Because production will be initially low, but 

sustained over an extraordinarily long period with an unusually gradual decline rate, the 

state can expect to receive full lease royalties for a majority of total well production.

3. The Certainty Criterion
The proposal requires no application or agency review. The suspension is 

imposed by operation of law upon the occurrence of objectively-measured events.

4. The Immediacy Criterion
The suspension will be immediately available for any new heavy oil well drilled 

on the North Slope after June 30, 1996. And, at least at Schrader Bluff, industry is 

capable of responding to the initiative quickly. Because the infrastructure necessary for 

additional Schrader Bluff development is in place, additional heavy oil drilling could 

begin within months of the proposal’s enactment.
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5. The Credibility Criterion.

Royalty suspensions, Arthur D. Little concluded, “will encourage field 

development," and are “particularly effective for marginal fields" when they are tied to 

specific amounts of production. Little Report at 192. As the following table indicates, 

production tax and royalty suspensions have served as a principal tool for oil producing 

jurisdictions seeking to encourage investment in marginal properties: 2Y

iiin iiin iiiiiu iiu iiiiiii

‘7  Most oil producing states do not themselves own significant oil-producing property, and thus 
the production or severance tax is the principal source of those states’ take. As a result, 
suspensions enacted in other states generally apply to the severance tax, rather than to privately- 
collected royalties,
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P r o d u c t i o n  T a x  a n d  R o y a l t y  S u s p e n s i o n s  i n  O t h e r  J u r i s d i c t i o n s

Jurisdiction Investment Targeted Length o f Suspension
United States Gulf o f Mexico deep-water 

wells
Variable, depending on 

water depth
Texas High-cost gas wells 10 years
Utah Wildcat wells First 12 months
Utah Development wells First 6 months

Oklahoma Horizontal wells Until payout
Oklahoma Enhanced oil recovety 

projects
Until payout

Montana Horizontal wells First 18 months
Mississippi Discovety wells First 5 years
Mississippi Re-activated wells First 3 years

Kansas Tertiary projects and 
shallow wells

Life o f the project

Kansas Discovery wells First 12 years
Arkansas Discovety wells First 5 years

According to the Texas Railroad Commission, its 10-year production tax 

suspension for high-cost gas wells netted that state, for the period 1989-93:

0 A 400% increase in the number o f high-cost gas wells 
drilled annually in Texas above the number drilled 
annually before enactment o f the incentive;

0 $4,122 billion more in natural gas produced in the state 
over the period;

0 $240 million in additional sales tax revenues generated 
over the period;

0 104,000 new additional employment years created over the 
period; and
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0 $12 billion in additional economic value generated fo r the 
state of Texas over the period. 11 /

As originally enacted, the Texas incentive was to expire in 1996, Based on its 

fiscal track record, the Texas legislature renewed the incentive this past year for an 

additional six years.

6-7. The Sufficiency and Necessity Criteria 
As Chart 14 indicates, the five-year, 500 bbls./day royalty suspension moves 

Schrader Bluffs rate of return from the 12.8% projected by OXY to 15.9%.

The E ffect of R oyalty Suspension on S ch rad e r B luff 
D evelopm ent Decisions

With no royalty suspension W ith 5 yr suspension

Chart 14

”/ Source: Texas Railroad Commission, "Extension of Tax Incentive for the Production of 
Certain High Cost Gas, " undated (1994).
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Chart 15 shows that the suspension proposal also reduces the capital recovery 

period close to a commercially reasonable five years.

T h e  E f f e c t  o f  R o y a l t y  S u s p e n s i o n  o n  S c h r a d e r  
B l u f f  E c o n o m i c s

. > -5307 ~~7Ll------------------------------------------------------
Rale of Return, % Payback Period, yrz DNC produced SAf

Aw W/O 5 year suspension wm With 5 year suspension

Chart 15
The five-year suspension thus seems sufficient to at least make Schrader Bluff 

development competitive with other industy investment opportunities. It appears to put 

that endeavor over the hurdle rate-an accomplishment that, as discussed ante, does not 

guarantee funding, but does lift the usually fatal burden of bearing below-hurdle rate 

economics.

It does so, however, by the thinnest of margins, suggesting that the proposal 

satisfies the necessity criteria as well. That’s perhaps best illustrated by the $115,000 

positive net discounted cash flow projected on Chart 15, which is presented on a per- 

well basis. With each new heavy oil well costing perhaps $2 million, that $115,000 

translates into slightly more than a 5% profit for any given well.
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The suspension proposal’s fit with the necessity criteria—that is, with the concept 

that the state should leave nothing on the table-can be seen in three other ways:

1. Built-in safeguards. The proposal’s 500 bbls./day ceiling, for example, 

protects the state in the event that an engineering breakthrough enables heavy oil 

producers to pull more oil through new ANS heavy oil wei's. If any technologically- 

driven windfall occurs during the suspension period, the state will receive full lease 

royalties from the added production.

Moreover, and by the very nature of the suspension proposal, the state is better 

assured a full share of any increased profits caused by either technology or 

unanticipated oil price increases. With full lease royalties commencing in each well’s 

sixth year of production, the state’s risk of losing its full share of any unanticipated 

profits ends after five years. Conversely, simply reducing the lessee’s royalties over the 

life of the field-to, say, 5%-would expose the state to that risk for over 40 years. And, 

the consequence of that difference is magnified by the fact that both oil prices and the 

state of technology are more predictable in the short run than over a four-decade period.

Similarly, if enhanced recovery techniques ultimately allow more total 

production than is now estimated, the state would enjoy full lease royalties from that 

increased production, since it would occur later in field life.
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2. Comparison to Other Incentives. As Chart 16 shows, a 5% royalty

reduction on new heavy oil wells, extending over the life of each well, would also push

Schrader Bluff

development over the 

hurdle rafe, On a 

nominal dollar basis, 

however, the state’s 

royalties over the life 

of the field would be 

considerably less.

Because of their low 

initial production rates 

and slow decline rates, 

heavy oil wells are 

better suited, from a landlord’s perspective, to a finite royalty suspension at the outset of 

production than to a reduced royalty over the life of the field.

3. Return to the State. This paper began with Chart 2, which compared: (1) the 

$60 million in royalties that the state could expect to receive from the limited Schrader 

Bluff production forecast by DNR in the Spring of 1995; to (2) the $425 million in 

royalties that the state could receive from development of Schrader Bluff under the 

unit’s business plan, even with a five-year royalty suspension.

The suspension proposal would thus seem to meet the essential test of a 

successful partnership--considerable net benefit to both partr ,rs.
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For its part, industry has already contributed about $270 million to that 

partnership through the Schrader Bluff and West Sak pilot projects. And most recently, 

BP won a $1.6 million U.S. Department of Energy Grant-to which BP will add $9 

million--to further refine heavy oil recovery technology.

Moreover, if development occurs, BP and OXY will contribute another $550 

million capital investment, and on a project basis won’t recover that investment for at 

least seven years. Thus, the state, which will begin receiving full lease royalties on 

initial wells at the beginning of the project’s sixth year, will see a positive net cash flow 

from its heavy oil partnership sooner than will its industry partners.
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Some decision about Alaska’s heavy oil reserves will be made this year-since, 

as we’ve seen, even a decision to do nothing carries its own risks, and ought to be a 

conscious choice, if that’s the choice made, indeed, waiting-to-see may present the 

highest stakes of all, since it is the only alternative that risks losing the entire resource.

Governor Knowles has provided a critical catalyst for this debate-a debate that, 

given the magnitude of the resource, warrants legislative involvement. And that 

discourse is likely to yield the best possible answer if it remains guided by three 

overriding issues:

0 Are Alaska's heavy oil reserves likely to be developed in the near 
future even without any stimulus on the state's part?

0 If not, then do the benefits of immediate development, and the 
risk of waiting, warrant a special state/industiy partnership to 
develop those resources now? and

0 If immediate development is in the public interest, what form of 
royalty structure will best meet the seven criteria discussed in 
this paper?

Irrespective of the outcome, the fact that the State of Alaska is about to have 

such a business-like discussion, as discussions between potential partners should be, 

sends an encouraging signal about the direction of Alaska’s economic climate into the 

next century.

V I .  C o n c l u s i o n
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Appendix A: Some Questions About the Heavy Oil 
Five-Year Royalty Suspension Proposal

Q: Why don 7 companies with heavy oil reserves simply use the process established 
last year in HB 207 (Ch. 85, SLA 1995).

HB 207 authorized discretionaiy royalty relief in three instances: (1) fo r  new 
marginal fields: (2) to restore shut-in production; and (3) to prolong the economic life 
o f older fields. A new field is eligible fo r relief only i f  “ the field or pool has not 
previously produced oil or gas fo r sale." AS 38.05. J80 (j)(l )(C). About 3,000 bbls./day 
are produced from Schrader Bluffs Tract 14 pilot project. Schrader Bluff would thus 
be ineligible fo r "new marginal field" relief, and the remaining bases fo r relief under 
HB 207 are simply inapplicable.

For its part, Arco did produce and sell oil from its West Sak Sands pilot project 
at the Kuparuk River Unit, but has since abandoned that production. Arco, therefore, 
might be eligible fo r relief under HB 207 “ to reestablish production o f shut-in oil. ”

However, HB 207 imposes another barrier. As the white paper explains, a five- 
year royalty suspension at the outset o f production seems better suited-from both 
industiy’s and the state's perspective-to spur additional heavy oil development than a 
reduced royalty over field life. HB 207, however, requires a minimum 3-5% royalty 
throughout the life o f the field. AS 38.05.180(j)(4). Royalty suspensions, then, are 
categorically excluded under that legislation.

O f course, HB 207 could be amended. It shouldn 7 be, fo r these reasons:
1. As a general statement o f state royalty policy, HB 207 sets a proactive tone 

fo r  future state/industry cooperation in sustaining Alaska’s oil and gas industiy into the 
21 st century. It was landmark legislation in that respect-creative royalty management 
has long been discussed in Juneau, but there hadn’t been much concrete action. HB 
207 is an accomplishment that does not need revisiting;

2. On the other hand, HB 207 did not purport to solve eveiy development 
challenge facing the state and the oil industiy. That is why, fo r example, Governor 
Knowles charged his Oil & Gas Policy Council to address additional royalty 
management issues after the law had passed. Specifically, the state made a conscious 
choice, last session, to address heavy oil development separately through the Council 
and the responsible legislative committees; and

3. As discussed in the white paper, ANS heavy oil development presents unique 
economic and technical issues that are best addressed on their own. The terms and 
limitations in a general law such as HB 207 are sensible as a statewide rule-given the



myriad circumstances they will govern. However, and as Arthur D. Little suggested to 
the Gil & Gas Policy Council, one-size-fits-all policies, which were necessarily 
developed with larger fields in mind, may actually impair development o f smaller or 
unusual fields. The peculiar challenges facing ANS heavy oil development are ample 
proof o f that.

Lastly, resorting to discretionary agency relief would satisfy neither the 
certainty nor immediacy criteria that, as the white paper explains, are critical to 
stimulating heavy oil development during the current window o f opportunity presented 
by existing unit infrastructures, reasonable TAPS pipeline tariffs, and the momentum 
occasioned by the Tract 14 pilot project and BP's 1994-5 drilling program.

Q. Milne Point already pays no severance tax because o f the economic limit factor. 
Isn ’t royalty relief asking too much?

Arthur D. Little, in his report to the Oil & Gas Policy Council, concluded that 
Alaska’s royalty structure was “fiscally inefficient," and particularly harmful to 
marginal fields, because it demanded high payments before a field could recover its 
capital investment.

For its part, Alaska's severance tax cures that problem, and becomes sensitive to 
field productivity, through the ELF. However, in the case o f marginal endeavors such 
as ANS heavy oil development, the progressive policies o f the severance tax are 
undermined by a regressive royalty policy. That fact argues fo r consistency between the 
two fiscal regimes. The current inconsistency is a problem, then, but fo r  reasons other 
than the question suggests.

The white paper shows that, even with application o f the ELF, development o f 
Alaska's heavy oil reserves is unlikely to occur unless the state revisits its royalty 
structure fo r that resource-a fact corroborated by: (1) the industiy's inability to 
develop the resource, despite investing $270 million in pilot drilling; and (2) DNR's oil 
production projections. Whether royalty restructuring is “ too much” o f a price to pay 
to develop that resource is, o f course, the ultimate question. Given, however, that:

(1) the state is likely to receive only $60 million in royalties from Schrader Bluff 
production if DNR's production estimates prove true; while

(2) the state may receive $425 million in royalties if the royalty suspension 
proposal is enacted, and development o f Schrader Bluff’s reserves resultantly occurs,

it would seem that the state would not be paying much o f a price at all.
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Q: OXY received a royalty reduction through a 1994 settlement agreement that 
restricted its right to apply fo r  additional reductions from DNR. Isn ’t OXY’s support 
o f a royalty suspension an end-run around that agreement?

The 1994 settlement agreement returned OXY’s Milne Point royalties to the 
same rate that the state had promised when OXY’s predecessors acquired an interest in 
the Milne Point leases by competitive bid in 1969. The lease royalty rate was, and fo r 
OXY is now again, 12.5%.

Several years after acquiring those leases, Conoco (which was then the unit 
operator) and the other unit participants applied to DNR to form the Milne Point Unit. 
The state, however, informed the companies that it would not approve the unit 
agreement, and would allow the Milne Point leases to lapse, unless the companies 
agreed to increase the royalty on.eight unit leases from 12.5% to 20%.

In late 1985, after oil prices had collapsed, the companies applied to DNR to 
reduce the unit's royalties. At the time, DNR believed that Milne Point warranted 
relief especially given the unusually high 20% royalty that some unit production now 
bore, but also felt that that it was legally precluded from granting relief until the unit 
had produced oil fo r rwo years.

In Januaiy, 1987, the Milne Point Unit was shut-in-DNR having concurred that 
continued operation o f the unit posed an unwarranted economic hardship.

Production resumed in April, 1989, and when two years' total production had 
been achieved in Februaiy, 1990, Conoco and OXY again applied fo r  a reduced 
royalty. In two separate decisions issued on April 21 and 22, 1991, DNR denied those 
applications. Conoco and OXY then appealed those denials to Alaska Superior Court.
7

The litigation lasted fo r over three years. In December, 1993, and after an 
unsuccessful eight-year effort to reach a royalty agreement with the state, Conoco sold 
its interest in Milne Point to BP Exploration (Alaska) Inc., as did Chevron.

OXY maintained its minority 8.81% interest in the unit, and in July, 1994 the 
litigation settled. OXY's royalties were returned to the same 12.5% rate that Alaska 
had promised OXY’s predecessors back in 1969, when the leases were issued. The 
settlement, however, urn personal to OXY. BP remained obligated—and remains 
obliged today-to pay a 20% royalty on its majority share o f production from the eight 
affected leases.

Section 5.3 o f the settlement agreement also restricted OXY’s ability to apply to 
DNR fo r royalty reductions. That clause reads:

'/ Conoco Inc. v. State of Alaska, Department of Natural Resources, UU-91-797Civ.; OXY USA 
Inc. v. State of Alaska, Department of Natural Resources, UU-91-79SCiv.
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Notwithstanding paragraph 18(h)(8) o f the MPU 
Agreement and any otherwise applicable law, OXY cannot 
apply fo r  any reduced royalty: (1) fo r  any o f the [eight 
20% leases]...during the remaining life o f the MPU; or (2) 
fo r any other liquid hydrocarbon production from the 
MPU, fo r  five years from the effective date o f this 
agreement.

By both its terms and intent, the agreement does not attempt to limit the 
legislature's authority to set state royalty policy. Rather, this clause was in s e r te d  - p r y  

both parties agreed that neither wished to reenact the 4 1/2 years c , ‘dy 
administrative proceedings, and subsequent litigation, consumed by these disci, naiy 
royalty reduction applications.

And in any event, the question is academic, because if HB 325 is enacted, the 
state will still enjoy the fu ll benefit o f its bargain. The proposal would apply only to 
new heavy oil wells drilled after June 30, 1996. DNR's production projections have, as 
recently as March, 1995, assumed that future Schrader Bluff production will be limited 
to the unit’s pre-existing Tract 14 pilot project. Thus, HB 325 would not affect any 
production that DNR believed would occur when it entered into the settlement 
agreement in 1994. '/

In the scheme o f things, this question is tangential to the heavy oil debate-after 
all, OXY owns but an 8.81% interest in one heavy oil field. Moreover, one needs to 
remember that the initiative fo r this discussion came not from OXY, but from the state 
itself. OXY was invited to participate in the debate over state oil policy initiated by the 
introduction o f HB 207 and creation o f the Oil & Gas Policy Council, and it has always 
been forthcoming on this count in its discussions with both the administration and the 
legislature. OXY, like anyone, is subject to new laws, and it welcomes the opportunity 
to exercise its right to participate in public debate over oil and gas legislation.

V Indeed, when the settlement agreement was entered into, DNR was not only projecting that no 
further development of Schrader Bluff would occur beyond the Tract 14 pilot project—it had 
concluded that the Milne Point Unit as a whole would be abandoned in the year 2006. DNR, 
Historical and Projected Oil and Gas Consumption, February, 1994 at 6-7.
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Q: How can we be assured that, i f  this initiative passes, our heavy oil reserves will 
actually be developed?

As the white paper explains, improving Schrader Bluff's economic outlook will 
not guarantee a positive investment decision. It will only allow Schrader Bluff to 
compete with other investment opportunities. Actual funding is always a function o f 
available budget funds, the quality o f competing prospects, and other variables.

Industiy, however, does have a considerable stake in following through. First, it 
has already invested about $270 million in heavy oil pilot projects—an investment it 
would plainly like to recoup. Second, lessees with heavy oil reserves do feel some sense 
o f urgency. They know that, given the right economic climate, ANS heavy oil reserves 
are more valuable now than perhaps they’ll ever be. There is an existing on-site 
infrastructure now; transportation costs are tolerable; and the momentum spawned by 
the Tract 14 pilot project and BP ’s recent drilling provides a stimulus to additional 
development that may well evaporate in a climate o f disinterest.

Successful development o f North Slope heavy oil is dependent on industry’s 
ability to increase production rates and lower production costs, and the state's interest 
in crafting a workable royalty structure. Section I I  o f the white paper explains how 
industiy is meeting its obligations in that respect, and by enactment o f an effective 
royalty initiative, the state would have done a ll it can. In that event, heavy oil would 
not be lightly disregarded by industiy.

Finally, one should remember that the royalty suspension would apply solely to 
new heavy oil wells drilled after June 30, 1996. I f  Schrader Bluff or other ANS heavy 
oil reseiwes aren 7 developed, the state loses nothing.
Q: Why isn 7 this just another industry giveaway?

Bear in mind, in this respect, that the state "gives” nothing unless industiy 
contributes to the partnership by heavily investing in heavy oil development.

But, yes, if the state concludes that Schrader Bluff and the Kuparuk River Unit’s 
West Sak sands will likely be developed while existing unit infrastructures remain 
operational; while TAPS tariffs remain reasonable; and while existing development 
momentum perseveres, then the royalty suspension proposal is a giveaway, and the state 
shouldn 7 do it.

Q: I f  OXY owns only an 8.81% interest in Schrader Bluff, why is it so interested in a ll 
o f this?

To begin with, heavy oil is something o f a cause celebre fo r  OXY. It is a 
nationwide leader in developing creative methods fo r  lifting heavy oil.

APPENDIX A
PAGE 5



And Milne Point is OXY's core asset in Alaska. OXY is the only original Milne 
Point participant remaining, and its perseverance over 15 difficult years refects a 
stubborn commitment to realizing that unit’s fu ll potential.

And frankly, that is all to Alaska's advantage. The gene pool o f Alaska’s oil 
industiy is shrinking, and that’s unhealthy. Conoco gave up on Alaska in 1993, and 
other companies have considerably reduced their Alaska presence, laying off hundreds 
o f Alaska employees over the past several years. The energetic participation o f new, 
independent companies in Alaska’s economy should be encouraged—both fo r  its own 
sake, and to send a clear message that Alaska welcomes active, involved newcomers.
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OFFERED IN THE HOUSE BY REPRESENTATIVE BROWN
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Page 1, line 10, after "baseline.":

Insert "When an exemption from payment of royalty is obtained on the production of 

heavy oil under this subsecdon, for a period of 20 years after the last day on which a royalty 

payment exemption is allowed under this subsecdon a lessee may not claim or obtain the 

benefit of an adjustment of royalty on the production of oil under contract or any other 
provision of law authorizing a royalty modification."
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C S H 8  325 Fiscal Note Analysis 
February  13, 1996 
P a g e  2 of 2

Analysis of Eill/Prcgram Effects

This revised fiscal note is p repared  to illustrate more specifically the potential revenue impacts 
of the bill. To a large extent the revenue  outcome of any legislation which is designed  to 
prom ote  a  particular economic activity is uncertain. This revised fiscal note p resen ts  two 
alternative outcom es for heavy oil royalty holiday a s  applied to the Schrader Bluffs using the 
D epartm ent of Revenue Fail 1995 fo recast  production, wellhead price and  well assum ptions. 
This analysis d o e s  not include the '/Vest Sak heavyoil production from the Kuparuk unit which 
in the Fall Forecast is a s su m e d  to begin in a small way (.012 million bbl/day) in FY 2003.

Scenario  #1
Holiday E nsures  Large Scale Heavy Oil 
D evelopm ent Which wculd Otherwise 
Not Occur

Scenario 42
OevelODment Wculd Have Occurred 
Without Koiiday

Incremental Royalty Imoact Incremental Royalty Impact
(Millions S) (Millions S)

1997 0 0
1998 0 -0.3
1999 0 -2
2000 0 -7
2001 0 ' ! O
2002 0 -IS
2003 1 -22
2004 2 -25
2005 7 -21
2006 12 -15
2007 19 -10
2008 19 -7
2009 23 -3
2010 25 -1

Clearly if the holiday is needed  to attract the investment, the payoff to the State is long term 
s ince  no significant added  royalty incom e will flow into the treasury until well into the next 
d e c a d e .  At the s a m e  time Scenario  #2 could be characterized a potential revenue loss 
scenar io  and  effectively puts a price tag on the likely subsidy to Schrader heavy oil production 
using the Departm ent of Revenue production assum ptions.

Note neither of these  scenarios is b a s e d  on the maximum potential oil production scenarios  
p re se n te d  in industry docum ents during testimony on this legislation.
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2/9/96

A M E N D M E N T

OFFERED IN THE HOUSE BY REPRESENTATIVE BROWN
TO: CSHB 325(0&G)

Page 1, line 10, after "baseline.":

Insen "When an exemption from payment of royalty is obtained on the production of 
heavy oil under this subsecdon, for a period of 20 years after the last day on which a royalty 

payment exemption is allowed under this subsecdon a lessee may not claim or obtain the 

benefit of an adjustment of royalty on the production of oil under contract or anv other 
provision of law authorizing a royalty modification."
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The Honorable Mark Hanley 
Alaska State Representative 
March 22, 1996 
Page 2

I farther suggest two "housekeeping" amendments: q\jq

Page 2, line 10 C h r 'T O l-/ 'C -& rV Y ', e  rY V

delete "finished goods" 
insert "industrial commodities"

Page 2, line 22 Q p  r ^ ° A  -C ̂  d  C O T

insert after the word "performed": ^  ^ ^  O

V \ . * l a P t ? \  . A  ( A o Q ^

1 continue to have concerns with the overall approach taken in the legislation and the proposed 500 
b/d, S15/b and 10 year open window trigger points. I still believe that HB-207 is the proper vehicle 
to determine both the need for, and level of, royalty relief. Heavy oil has an important role to play 
in the future on the north slope. Hopefully we can continue to discuss our differences and reach a 
common understanding.

Sincerely,

M h S - —  d o - P -  _________________
^-'Kenneth A. Boyd  ̂ ( )

Director

032296nili.kb
o\\

v>-
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CS FOR HOUSE BILL NO. 325(0&G)

IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION

BY THE HOUSE SPECIAL COMMITTEE ON OIL AND GAS

OfTcred: 1/24/96 
Referred: Resources, Finance

Sponsor(s): REPRESENTATIVE GREEN

A BILL 

FOR AN ACT ENTITLED

1 "An Act authorizing exemption from payment of royalty for initial production of

2 a portion of the heavy oil produced from wells on the Arctic Slope; and

3 providing for an effective date."

4 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

5 * Section 1. AS 38.05.180 is amended by adding a new subsection to read:

6 (dd) Notwithstanding any other provision of this section or any provision in

7 a lease, unit agreement, or other agreement between a lessee and the state that

8 establishes an obligation to pay royalty on production, royalty is not payable, under the

9 conditions and to the extent described in this subsection, for the production of heavy

10 oil that is removed or sold from a lease or leases located north of the Umiat baselineTJ H  I1' > ov/- ■

11 jjFor purposes of this subsection, "heavy oil" means oil having a weighted average equal

12 to or less than 20 degrees API gravity as the term "API gravity" is defined in)

13 (AS 43.55.900. Under]this subsection, the exemption from payment of royalty applies
14 (fc) [ ( lj  only to the portion of the (value at the wellhead, net of eligible field

~’ itiltc'i r t f i c t (  « /»••»  f. C'.ii"

HB0325b -1- CSHB 325(0&G)
New Text Underlined [DELETED TEXT BRACKETED]



1 cost deductions! as calculated for the month of production, for the first 500 barrels of

2 daily production of heavy oil from the well, that, for the period beginning on
3 / ( (A)] the effective date of this section and until December 31,

4 1996, does not exceed $15 per barrel; and
/ \  \ #

5  ̂ i .(B)' the first day of the calendar year during each calenda£_year
6 beginning January 1, 1997, does not exceed the amount specified underj(A) of

7 this paragraph/as adjusted for inflation or deflation; in making the adjustment, the
8 department shail, not later than February 15 of each calendar year* calculate and

r 0)
9 apply to the amount set out in I (A) of this paragraph; a/chringe in the dollar

10 amount to the extent of the change in the producer price index for finished goods
11 compiled by the United States Department of Labor; the index for January 1996

12 is the reference base index;
s ^ —, Clf *' : J

13 £ 1 (2) only if the actualfiTrilling of the well from which the heavy oil is
14 produced began on or after July 1, 1996, and before July 1, 2006; f o r * r-t f ■

.  . pi yi. . e -t-"  i
15 (U (3) only to heavy oil produced during the first 1,825 days of well

16 operation after the start of production of oil from the well, as reported, to the Alaska Oil
.—  . _ wS*

17 and Gas Conservation Commission;'and E ' v ' ' * 'A*'' ; ’ ( -

is  IL L 1 ^  ôr a we^ on*y êssee
19 <\ (A) submits with its royalty report for the first month for which
20 the exemption from royalty payment under!(l) - (3) of this subsection is claimed
21 and with subsequent royalty reports at quarterly intervals for so long as the
22 -\A>w2xemption continues, oil gravity test results performed during the period for

^ 0 ^  \  .

23 , whj^tkje royalty report is filed demonstrating that the oil tested is heavy oil; the
2 4__\°\\ report must be in accordance with the standards for measurement and testing set
25 out in the regulations of the Alaska Oil and Gas Conservation Commission; and
26 ( \  L  f(B) j maintains, for a period of at least two years after the last day
27 of the royalty payment exemption authorized by this subsection, records of
28 production that show the actual date that drilling of the well started, the daily

29 production from the well, and the API degree gravity data, and allows the
30 department to inspect the records during regular business hours/ 'ey c-  ̂a

31 * Sec. 2. This Act takes effect immediately under AS 01.10.070(c).

CSHB 325(0&G) -2-
New Text Underlined [DELETED TEXT BRACKETED]
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Representative Joe Green
Duma 10

CO'CHAlfl RESOURCES COMMITTEE VICE CHAIR. JUDICIARY1 COMMITTEE MEMBER STATE AFFAIRS COMMITTEE
FINANCE SUBCOMMITTEES UEPT OF NATURAL RESOURCES UEPT OF COMMERCE a ECONOMIC DEVELOPMENT DEPT OF ENVIRONMENTAL CONSERVATION

Sponsor Statement
y  >

HB 325 - H eavy Oil Royalty H oliday

HB 325 allow s the producers of heavy oil to forgo the paym en t of 
royalty  to the state on the first 500 barrels of heavy oil p ro d u ced  each 
day, for a period  of five years. The heavy oil considered in this bill is 
a thick, tar-like hydrocarbon  that is m ore difficult to p roduce than  
the lighter, m ore conventional oil and  gas. The pu rpose  of 
su sp en d in g  the royalty  is to encourage the lessees of heavy oil 
deposits to do  field research and hopefully develop the m axim um  
am oun t of recoverable oil in a tim ely m anner.

HB 325 requ ires no application, the suspension is autom atic. In o rder 
to receive the suspension the producer m ust sim ply subm it 
docum en ta tion  to DNR certifying tha t the oil p ro d u ced  m eets the 
defin ition  of "heavy oil" and  m onitor the p roduction  rate to satisfy 
the requ irem ents in  the bill.

H B  325 sends a message to potential investors world-wide that the

19th Alaska Legislature supports the development of heavy oil.



F53-09-96 FRI 19:24 DIV OF OIL AND GAS FAN NO. 9075623852 P. 03/05

Mr. John Morgan Mr. Edward J. Rehm
BP Exploration (Alaska) Tnc. OXY USA Inc.
February 9, 1996

Per-well economics. The "Critical Assumptions” sheet provides a summary guide to the 
kind and detail of information required by the Division. Supporting data necessary 
includes:

\ Production and Revenues: the historical data for each Schrader Blulf well,
including initial production rates, decline rates and per-well reserves, plus all back-up data 
supporting the chart presented in RP's Finance Committee presentation on February 8, 
1996 ("BP's Presentation") entitled "Schrader Bluff Typical Well Production Rate vs 
Time (years)."

2. Drilling and equipment costs: historical data for each Schrader Bluff well, plus an 
analysis of the cost reduction trends including any documents supporting the statement 
made in BP’s Presentation that the 1995 Schrader Bluff development program has 
demonstrated that drilling costs have been reduced, that completion costs have remained 
constant, and that ESP life has been improved. Provide tire results of the well 
performance and technical study referred to in BP's Presentation as soon as it is available.

3. Supporting data for the dry hole cost assumption of 86.80% of producing well 
costs and for tire 90% success rate assumption.

4. Back-up data and analysis for the S0.72/boi associated facility cost, including an 
explanation of the calculation used. This component should be also thoroughly 
documented in the Schrader Bluff development economics.

5. Complete detail and analysis for the 52.20/bbl operating expense estimate and a 
detailed explanation of the S0.50/bbl for Fixed per-well operating expense The operating 
expenses should also be thoroughly documented in the Schrader Bluff pool development 
economics. Forecasts of both this component and item 4 above must be supported by 
historical (actual) data.

6. Complete detail and analysis for OXY's calculation of 0.6% severance tax and 
8.0% property tax percentages calculated on revenue, including an explanation of why 
revenue was used instead of tire oil value and property assessment. If BP has different 
values, please provide those values plus the supporting detail.

Schrader Bluff pool development. It is the Division’s understanding that the decision to 
develop the Schrader Bluff is not made on a wcll-by-wcll basis. For example, Mr. 
Pnlicky testified that development of the Schrader Bluff pool would require upgrading of 
the ccniral production facility serving all horizons in the unit. BP and OXY should each 
provide the Division with the complete analysis of the whole project, including any 
documentation describing the "full development scenario" of 350-400 wells presented in 
OXY’s Critical Assumption sheet versus any documentation describing the 230 well



BP EXPLORATION

Jam es A. Palmer
Director 
Exlernal Allairs 
Alaska

November 10, 1995

BP Exploration (Alaska) Inc 
900 East Benson Boulevard 
P 0 Box 196612 
Anchorage. Alaska 99519-6612 
(907) 564-5435

Representative Joseph Green 
Alaska State Legislature 
716 W . Fourth Avenue, Suite 350 
Anchorage, Alaska 99501-2133

Dear Representat

Earlier this year, BP Exp+bration (Alaska) commissioned a study on the econom ic impacts of marginal 
o il field development in Alaska. Conducted by the Institute of Social and Economic Research, the 
results o f the study were presented to the State of Alaska O il and Gas Policy on June 5, 1995.

A lthough specific marginal fields would have differing degrees of econom ic and pub lic sector 
impacts, the general conclusion about the significance of developing marginal o il fields is important 
to note.

"Marginal o il field development in Alaska can generate jobs and income for Alaska workers, 
sales for Alaska businesses, and an increase in the state tax base more than sufficient to offset 
any additional costs to government from resource management and pub lic service 
requirements from population increase."

Add itiona lly , when compared to the state's natural resource revenues and management expenditures 
o f fishing, lands, w ild life , m ining and timber, the marginal oil field is the on ly case where resource 
management costs are covered by the revenues generated, and the substantial revenues are available 
to contribute to the general costs of the government (see Figure 58 in attached summary).

As you know , the o il industry faces a variety of competitive challenges it must overcome in order to 
attract the funds it needs to survive and grow in Alaska. Together w ith the state, we've begun to take 
our first tangible steps toward overcom ing our competitive disadvantages by work ing together. This 
includes efforts such as last year's legislation that encourages development of new, econom ically 
marginal o il fields.

This study is another step in the cooperative process. I thought you wou ld appreciate receiving a 
copy of the executive summary for your in itia l examination. If you wou ld like a copy of the entire 
report, please feel free to give me a call at 564-5435.

Sincerely,

James A. Palmer 
D irector, Externa 
Alaska

James A. Palmer 
Dlcector, External Affairs



MARGINAL OIL FIELD DEVELOPMENT: 
THE ECONOMIC IMPACT

EXECUTIVE SUMMARY

Marg ina l oil fie ld deve lopm en t in A laska can genera te jobs and income fo r 
A laska w o rke rs , sales fo r A laska businesses, and an increase in the sta te tax base 
more than su ffic ie n t to o ffs e t any add itiona l cos ts to gove rnm en t from  resource 
m anagem en t and pub lic se rv ice requ irem en ts from  popu la tion increase.

Th is conc lus ion is based on an ana lysis using ex is ting in fo rm a tion abou t the 
econom y and pub lic sec to r com b ined w ith  a desc rip tion o f a hypo the tica l marg ina l oil 
fie ld . In rea lity , each marg ina l fie ld w ou ld have d iffe re n t cha rac te ris tics , and the actua l 
e conom ic and pub lic se c to r e ffe c ts w ou ld d if fe r from  the descrip tion in th is study . 
H ow eve r, g iven the econom ics o f fie ld deve lopm en t, th is s tudy dem ons tra tes th a t the 
genera l conc lu s ion s are co n s is te n t w ith  a broad range o f assum ptions abou t both fie ld 
ch a ra c te r is tic s and the econom y.

The purpose o f th is s tu d y is to prov ide a fram ew o rk fo r ana lysis o f the 
econom ic e ffe c ts o f new , small m arg ina l oil fie lds w h ich may be typ ica l o f new 
pe tro leum  ind u s try a c tiv ity in A laska . The ana lys is is generic and hope fu lly w ill lead 
to m ore deta iled and spec ific stud ies where app rop ria te . Some o f the in fo rm a tion used 
to deve lop the param e te rs fo r the ana lysis com e from  the ongo ing s tu d y o f the 
Badam i oil fie ld on the North Slope. Since th a t p ro je c t is on ly in the earliest stages of 
its e vo lu tio n , it w ou ld be inapp rop ria te to in te rp re t th is ana lys is as a s tudy o f the 
Badam i p rospec t.

The s tu d y exam ines a hypo the tic a l marg ina l oil fie ld on the North Slope w ith 
an tic ipa ted recove rab le reserves o f 100 m illion barre ls o f oil. We assume a to ta l 
d eve lo pm en t budge t o f $320 m illion , m os t o f w h ich wou ld be spent in a tw o -yea r 
period du ring w h ich the in itia l we lls w ou ld be drilled , the pipe line cons tru c ted , the 
m odu les fab rica ted and p u t in to place, and the opera ting fa c ility bu ilt. P roduction 
w ou ld subsequen tly con tinue ove r a 20-yea r period at a cos t o f $320 m illion . In the 
early p ro du c tio n years, the drilling o f w e lls w ou ld con tinue and a fte r year 5, the 
d rillin g a c tiv ity w ou ld sw itc h to w o rko ve rs o f the ex is ting we lls . The purpose o f these 
deve lo pm en t and p roduc tion co s t figu res is to ca lcu la te econom ic e ffe c ts , and they 
shou ld n o t be in te rp re ted as re fle c tin g the actua l cos ts associa ted w ith any particu la r 
fie ld .

A lth o ugh some expend itu re s , in pa rticu la r modu le fab rica tion and equ ipm en t fo r 
the m odu les and p ipe line , w o u ld be purchased outs ide the sta te , much o f the w o rk 
w ou ld be carried o u t ons ite du ring both fie ld deve lopm en t and produc tion . These tasks 
inc lude site p repa ra tion , p ipe line and modu le ins ta lla tion , and well d rilling ; and all have 
a large labo r com ponen t. During p roduc tion the opera tion o f the fie ld and drilling 
w ou ld con tin ue around the c lo ck so the num ber o f w o rke rs employed w ou ld be 4
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t im e s the num ber o f jobs to be done ons ite . The deve lo pm en t and p ro du c tio n jobs 
w ou ld requ ire h igh ly tra ined and skilled w o rke rs so w ages w ou ld be high and some 
spec ia lized jobs w ou ld , o f necess ity , be filled by w o rke rs from  Outs ide . Based on 
cu rre n t expe rience , the share o f jobs go ing to res iden ts w ou ld be h igh , b u t some 
w o rke rs w ou ld choose to live ou ts ide the sta te .

O the r cos ts assoc ia ted w ith fie ld deve lo pm en t and p ro du c tio n w ou ld genera te 
sa les , em p loym en t, and payro lls fo r A laska vendo rs p ro v id in g supp lies , equ ipm en t, 
and se rv ice s to the ow ne r com pany , the oil se rv ice com pan ie s do ing the co n tra c t 
d rillin g and o th e r w o rk , the con s tru c tio n con tra c to rs , e tc . A large po rtio n o f the 
econom ic e ffe c t o f m arg ina l fie ld deve lo pm en t w ou ld com e from  the rec ircu la tio n 
w ith in  the econom y o f the h igh payro lls paid the North Slope w o rke rs . These payro lls 
w ou ld genera te sales, jobs , and ta x base in the com m un itie s w he re the Slope w o rke rs 
live .

F igure 1 sh ow s the size and com pos itio n o f A laska em p lo ym en t and payro ll 
w h ic h the deve lo pm en t and p roduc tion o f the fie ld w ou ld genera te a fte r sub tra c tin g 
ons ite job s like ly to be filled by non res iden ts . Field deve lo pm en t w ou ld be spread ove r 
seve ra l yea rs , so the num ber o f annual average jobs p roduced in the peak yea r w ou ld 
be abou t 500 w ith  a payro ll o f $25 m illion . As the figu re sh ow s , the m a jo rity o f those 
jo b s w ou ld be o ffs ite  in vendo r businesses, in the com m un itie s w he re the w o rke rs 
res ide , and in the pub lic sec to r. During p ro du c tio n the num be r o f jo b s w ou ld fa ll to 
unde r 2 5 0 fo r an average yea r, and the pa tte rn again is th a t m os t o f the jobs w ou ld 
be o ffs ite . H ow eve r, in bo th the deve lo pm en t and p ro du c tio n phases, the payro lls are 
co n cen tra te d ons ite .

The actua l econom ic im pac t in a real s itu a tio n w ou ld depend on the 
deve lo pm en t and p rodu c tio n plan as w e ll as the res iden t share o f em p lo ym en t and 
pu rchase o f o the r inpu ts . But once the fie ld size has been es tim a ted , the budge t and 
w ith  it the econom ic e ffe c t w ou ld be cons tra ined w ith in  a n a rro w ly de fined range. 
Basica lly the budge t m us t be econom ica lly feas ib le , and the econom ic e ffe c t w ou ld 
f lo w  from  th a t budge t. W h ile the econom ic e ffe c ts are c lea rly de fined once the 
deve lo pm en t s tra te g y has been iden tifie d , the revenues th a t the fie ld w ou ld gene ra te 
are m uch less so since th e y are sens itive to ac tua l, ra the r than an tic ip a te d , 
p ro d u c tio n , w e llhead price , and the tax and ro y a lty ra tes in p lace .

The range o f va ria tio n o f s ta te revenues from  p ro du c tio n , p rim a rily ro ya ltie s b u t 
a lso the s ta te share o f the p rope rty ta x and the co rpo ra te incom e ta x , in response to 
va ria tio n in these param e te rs is show n in Figure 2 . For exam p le , if ove r its life the fie ld 
w e re to p roduce 150 m illion barre ls, the we llhead averages $8 .31 (1 9 95 $) and the 
ro y a lty ra te is 6% , p rodu c tio n revenues w ou ld be $84 m illion . For the range from  low  
to  high p rice , p ro du c tio n , and roya lty , the range o f p ro du c tio n revenues is $29 to 
$328 m illion .

T w o o the r sou rces o f revenue, from  the "fu ll p ipe line e ffe c t" and the payro lls 
gene ra ted by the new  jobs , are less vo la tile and s ig n if ic a n t. A dd in g p ro du c tio n from  
a marg ina l fie ld to  the ex is ting th ro u g h p u t o f the A lyeska p ipe line m arg ina lly reduces
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the ta r if f on ex is ting th ro u g h p u t and increases its we llhead va lue . Th is "fu ll p ipeline 
e ffe c t" w ou ld increase severance ta x and ro ya lty revenues from  p roduc tio n from  all 
N o rth Slope fie lds . The payro ll genera ted by the marg ina l fie ld a c tiv ity rep resen ts a tax 
base w h ich cou ld be tapped to pay some o f the sta te gove rnm en t cos ts imposed by 
the new w o rke rs and the ir fam ilies . A lthough the sta te cu rre n tly has no veh ic le to 
a llow  these w o rke rs to pay fo r some o f the pub lic se rv ices the y rece ive , the tax 
capac ity rep resen ted by th e ir payro ll shou ld be inc luded as a po ten tia l revenue source.

The cos ts to s ta te gove rnm en t from  marg ina l fie ld deve lopm en t cons is t o f 
m anagem en t cos ts such as env ironm en ta l m on ito rin g , ta x aud itin g , e tc ., and more 
im po rta n tly the cos ts o f p ro v id ing se rv ices fo r the fam ilies o f the new w o rke rs both 
ons ite and in A la ska 's urban cen te rs . These cos ts can be d iv ided in to those w h ich 
su p po rt oil in d u s try fam ilie s , vendo r fam ilie s , and o the r p riva te and pub lic w o rke rs in 
the urban cen te rs . The pub lic m anagem en t cos ts are abou t $7 m illion , and the 
popu la tio n -re la te d cos ts are abou t $ 4 .4 m illion , to ta lin g abou t $51 m illion .

These pub lic se c to r cos ts are con tras ted w ith the range o f revenues w h ich the 
fie ld cou ld p roduce ove r its life in Figure 3. Sub trac ting the cos ts from  the revenues 
y ie lds a range fo r the sta te revenue "d iv id e nd " (Figure 4 ), w h ich is the ta x base 
genera ted by the m arg ina l fie ld over and above the am oun t necessary to pay fo r the 
cos ts o f s ta te gove rnm en t im posed by the fie ld . The "d iv id e nd " ranges from  $1 to 
$30 0 m illion depend ing upon p roduc tion , price , and ro ya lty rate.

F igure 5A show s the range o f p roduc tion revenues in troduced as Figure 2, 
conve rted to an annua l equ iva len t. It con tra s ts the po ten tia l range o f revenues fo r the 
m arg ina l fie ld w ith the to ta l annual revenues to the sta te genera ted by o the r natura l 
resou rces based on a recen t ana lys is o f the sources o f sta te revenues prepared by 
Leg is la tive Research in 1993 . The range fo r the marg ina l oil fie ld is clea rly cons is ten t 
w ith  the to ta l revenues to the sta te from  m ost o the r na tu ra l resources.

F ina lly, Figure 5B com pares the s ta te 's natura l resource revenues from  various 
resou rces w ith  the s ta te 's resou rce m anagem en t expend itu res fo r those same natura l 
resou rces . The m arg ina l oil fie ld is the on ly case where resource m anagem en t costs 
are cove red by the revenues genera ted , and the subs tan tia l revenues are availab le to 
co n tr ib u te to the genera l cos ts o f gove rnm en t.
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IF IGURE 1A. MARG INAL FIELD ECONOM IC EFFECT
RESIDENT EMPLOYMENT
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; FIGURE 5A. ANNUAL MARGINAL FIELD PRODUCTION REVENUES 
;COMPARISON TO TOTAL REVENUES FROM OTHER RESOURCES
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C A L IFO R N IA  IN D E P E N D E N T  P E T R O L E U M -A S S O G fA T IO N
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Main Office: 1112 "I* Slreel, Suite 350, Sacramento, CA 95814 • 916-447-1177 
Environmental Affairs Office: 5201 Truxtun Avenue, #119, Bakersfield, CA 93309

Fax 916-447-1144 
805-633-3119 • Fax 805-633-3191

June 21, 1995
JUL 0 5 1995

Representative Joe Green 
Alaska State Legislature 
Alaska State Capitol 
Juneau, Alaska 99S01

RE: CIPA Support for HB 325, the “Heavy Oil Royalty Suspension” Bill 

Dear Representative Green:

The California Independent Petroleum Association (CIPA) wishes to express its strong support 
for HB 325, provided that Congress lifts the ban on the export o f  AJaskan North Slope crude oil 
which appears likely to happen soon. CIPA represents over 550 production, exploration and 
service companies operating in California.

This measure proposes a simple yet effective incentive for independent producers, including those 
in California, to invest in heavy oil projects in Alaska. As you know, approximately two-thirds o f  
California’s oil production is heavy oil and this state’s producers know only too well the difficult 
investment climate for heavy oil and the large role incentives can play in stimulating such activity.

Simplifying the process o f  obtaining incenvtives is critical for the independent producer because o f  
limited manpower resources. And in order to be an effective inducement to increase activity, the 
incentive must significantly affect an independent’s economics. HB 325 appears to accomplish 
both o f  these goals.

Please do not hesitate to contact me at (916) 447-11S5 if I may be o f  assistance in your 
deliberations on this proposal.

Sincerely,
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W est S ak ’s oil 
pow erful m agnet
Giant field 
d raw s money, 
but not profits
By BRIAN O'DONOGHUE 
Staff Writer
Like mythic knights tugging on 
the sword in the stone, North 
Slope oil producers keep 
reaching, without payolT, for the 
tantalizing rewards locked in 
the shallow sands of Alaska'-, 
West Sak.

“There's a cojplo billion bar­
rels of that heavy oil in place. 
That’s a pretty big target," said 
A1 Hastings, who worked for Co- 
r.aco during thai producer’s 
costly pilot project tapping the 
gigantic Held of thick, cold 
crude.

BP Exploration recently esti­
mated West Sak might contain 
as much os 16 billion ban-els of 
heavy oil. This July Arco execu­
tive Scott Kerr told a congres- 
s io n a l  c o m m it te e  th e  
formation's “oil-in-place exceeds 
10 billion barrels, which mokes 
it larger than ths Kuparuk field 
but smaller than Prudhoe Bay."

The staggering size of West 
Sak, and the similar Ugnu 
sands, has caused some environ­
mentalists to view the North 
Slope's heavy oil formations us 
sleeping giants, whose develop­
ment could offset Prudhoe's de­
clining production. Those 
opposed to permitting explora­
tion inside the Arctic National 
Wildlife Refuge point to Wes 
Sak's proven reservoir os r

WEST SAK: THE ELUSIVE BONANZA

Sourct: Aice  AUtU I f  £«pi<y »i>on

ready alternative source of oil 
reeded to keep the trans-Alaska 
pipeline in business.

But , .oducers, who've al­
ready lost hundreds of millions 
on West Sak, and state experts 
say tho costa and technological 
problems associated with the 
Slope's heavy nil formations 
make recovery prospects specu­
lative at best. “Even under our 
most optimistic scenario,” Kerr 
said, "we anticipate oil reserves 
in the range of a half billion bar­
rels—a significant number but 
substantially less than the giant 
fields to which West Sak is often 
compared."

Alaska's oil and gas division 
shares that cautious asses­
sment.

“We look at it as a big re­
source but not a big proven re­
serve," said division petroleum

Gina Moor*

expert Bill Van Jyke. "It's a 
lot of oil and there is some pro­
duction, but the individual 
wells just don't produce at a 
very high rate.”

Money down the hole 
Beginning in 1981 Arco 

spent nino years and some 
$200 million sinking 13 wells 
into West Sak. The company 
pumped more than a million 
barrels of oil, before admitting 
defeat, Kerr told the Senate Na­
tural Resources Committee.

"The pilot project was a tech­
nical success but an economic 
failure," he said. "The cost... 
was too high to continue produc­
tion from even the best part of 
the West Sak formation. The 
pilot was abandoned in 1986 
and production never resumed."

By all accounts, the best com­
mercial prospects reside in the

Tho coal, thick oil Is wormod with o system similar to hoot tope.
Powor it _ Control Cablo

Conoco, tho field's previous owner, hod trouble with tho send burning up it's S 100,000 pumps. 31

J 2 7/8" Tubing Hanger
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HIGH TECH 
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OP is using o grovel screen to filter sand from thick oil at Schiadar Bluff,

Electrical Submersible Pump (ESP)

Gravel Pock 
Scroor.

eastern portions of West Sak's 
300-squaro-mile field, whet s the 
oily sands rest 4,000 to 4,500 
feet below the surface, or about 
3,000 feet above Kuparuk. Co­
noco and, more recently, BP Ex­
ploration. have attempted to 
cash in on the heavy oil using 
their Milne Point facility to sink 
wells into the section of the field 
known os Schrader BluIT.

"It's deeper in the ground, so 
the temperature is a littlo 
warmer," BP’s field asset ma-

0*»*
nager, Howard Maysori, said of 
the heavy oil accessible through 
Milne's wells. "So it flows a 
little easier."

But any advantage is relative, 
Mayson said. Even in BP’s 
sweet comer, West Sak's heavy 
oil "flows 40 times worse than 
Prudhoe Bay,"

C onoco's $126 m illion 
Schrader Bluff investm ent 
started pumping in 1991. At its 
height, the project’s 22 wells 

'  Soo Oil. Pogo A-7

Dividend time: when dreams become reality
By ROSANNE PAGANO 
Associated Press Writer

ANCHORAGE—'Tho calendar 
says autumn but for Alaskans it’s 
the windfall time of year, when 
permanent fund dividends arrivo 
and—if you're Ambler writer 
Nick Jans—visions of Visquccn 
dance through your head.

"Basically, my dividend check 
defrayed the packing and loading 
costs for the air charter that all 
my building supplies came in 
on." said Jans, a magazine co­
lumnist and nature book author

who teaches school during the 
day, writes at night and builds 
his new house in between.

Tho charter itself cost $13,000, 
Jans said. The home, with its 
tongue-and-groovc flooring, cu­
taway loft and view of the Kobuk 
River headwaters, ought to be 
ready by Thanksgiving. "This," 
he says, "is a real house."

The annual dividend—which 
this year totals $990—is the stuff 
Alaska’s dreams are made on.

State surveys show that about 
half of us use tho check, paid

every year since 1980, to cover 
day-to-day bills. Nearly two- 
thirds say they'll save some, 
while nearly one-in-four Alaskans 
say they spend, spend, spend it 
all.

Among the spenders: Ex- 
lorers Norman and Carolyn 
uegge Vaughan, who are chip­

ping away at debt from their an­
tarctic treks. Among the savers: 
U.S. Sen. Ted Stevens, whose 
family puts their checks toward a 
college fund for 14-year-old 
daughter, Lilly.

pli
Mi

"My divid nd is going right 
into the dog barn," said top- 
ranking Iditarod Trail mushor 
PeeDee Jonrowe.

The building at Jonrowe's 
Willow kennel is a just-finished 
two-stoiy affair, with an apart­
ment for her dog handler above 
and a warm sleeping nroa for her 
team below.

"I'm so excited," Jonrowe said 
at the prospect of being able to 
keep her arthritic dogs comfy in 
the 24-foot-by-24-fool insulated 
barn. "Last year, I had as many

as six dogs in the garage pan of 
the house. This year, I built them 
their own building."

A bit of basking is what former 
Anchorage school board member 
Theresa Obermcyer has in mind 
with her family's six checks—one 
each for her and her husband, 
Tom, and their four children, 
aged 9 to 13.

Obermcyer says last year she 
parlayed the dividends into Mar- 
kAir travel coupons, but the 
move made her somewhat unpop- Sm DREAMS, Pogi A-7

IN SID E Supply of pumpkins r Great pumpkin
i i  • ~r j x-\ I i ." 11*! * 1 • ----1—“



Fa!, banks Daily News-Miner, Sunday, October 8,1995

O I L :  G i a n t  W e s t  S a k  d r a w s  m o n e y  D R E A M S  P U M P K I N :
Continued from P»g* A-1 
added a grand total of 3,300 bar­
rels a day to the company's Milne 
Point production. The effort was 
undermined by a costly series of 
equipment breakdowns. The 
worst problems arose with the 
submersible pumps inserted at 
the bottom of tho well shafts to 
force the thick oil to the surface.

' ‘Conoco's pumps were lasting 
from one day to a couple of 
months,” said Bruce Policky, ax- 
ploitation manager of BP Explo­
ration , which bought out 
Conoco’s Milne Point investment 
in 1993. “Sand would come in, 
just plug up the pump, and the 
motor would burn out."

Each of the long narrow 150 
horsepower pumps is "worth the 
better part of $100,000," ac­
cording to Mayson. The dollar- 
value of that loss is magnified by 
the difficulty of inserting replace­
ments deep In the well. "So 
that's why you want them to last 
as long as you can."

Conoco's appetite for West Sak 
oil was curbed by the continuing 
pump failures. "We needed about 
a two-year-pump run to keep 
costs down for a chance at being 
economic,” recalled Hastings, 
who now serves as oil and gas di­
rector for CfRI, a regional for- 
profit native corporation.

Schrader Bluff chief John 
Dillon is one of several Conoco 
employees who stayed on with 
BP when the field changed 
hands. "We've had the benefit of 
all of their mistakes," he said. 
"It’s all part of the learning 
curve."

BP’s team has managed to 
boost Milne’s heavy oil produc­
tion to about 4,000 barrels a day, 
with individual wells now ave­
raging about 200 barrels daily, or 
less than one-third the output of 
most Kuparuk wells. A mixture 
of new and old tricks is evident in 
BP’s current West Sak ctfort,

A warming device, similar to 
heat tape, prevents freeze ups os 
the thick oil passes through some 
2,000 feel of permafrost. Gravel 
filters inserted at the bottom of 
each well restrain the eands like 
b coffee filter.

"We haven't had a (pump) fai­
lure since we've been running the 
field," Mayson said. "We have 
two wells where the pumps are 
approaching five years. We'd like 
to see five year runs be the rule 
of the day."

Individual well o . ;  it has 
shown im provem ent from 
blasting water down into the for­
mation, a technique known as 
Fracpack, which penetrates and 
opens a pathway ior the oil's re- 
*- val, Policky Baid. "All of that 
sZ’id fractures and creates on in­
terstate highway back to tho

Schrader Bluffs operators are 
considering other innovations, in­
cluding injection of bacteria, 
Dillon said. "The idea is to put 
friendly bugs down into wells and 
see if we can change some of the 
oil qualities."

Bugs Li the  goo
The slope’s heavy oil isn’t just 

colder than' the crude presently 
filling the pipeline. Even at room 
temperature, West Sak oil is 
thick and viscous, less gassy and

possessing fewer so-called lighter 
petroleum ends. These qualities 
are due, in part, to a bio-degrada- 
tlon process, which Dillon attri­
butes to "bugs" naturally 
present in West Sak’s shallow 
formation. "Tho lighter ends of 
the oil are being attacked by bac­
teria. Essentially tha bugs are 
eating and enjoying themselves 
at your expense. ‘

Not only is heavy oil more dif­
ficult to extract, it yialds less ga­
soline and o ther premium 
products, reducing its value to 
Slope producer’s by about 60- 
cenla-a-barrel. "More of it ends 
up as heating oil," Mayson said.

Given the Investment disin­
centives, some lawmakers are 
talking about cutting producers a 
break on Alaska’s heavy-oil. Rep. 
Joe Green, R-Anchorage, has in­
troduced legislation to declare a 
"royalty holiday" qualifying 
wells.

"There's a significant reserve 
of heavy oil if we can make it 
more profitable," Green said. 
"There might be more interest 
from producers if they knew they 
could recoup their investment 
faster, say, in a 4*5 year period."

Green's bill is scheduled for a 
hearing later this month.

The state’s natural resources 
chief, John Shively, said heavy oil 
formations are suited to the 
royalty adjustments Lawmakers 
authorized last session.

"We developed tho royalty in­
centive bill with things like West 
Sak in mind," Shively said. "It’s 
a well-delineated pool, where you 
could look at the economics and 
make a decision. Developing tech­
nology might allow the state to 
capture the up side as well, the 
commissioner noted, referring to 
the provisions for raising royal­
ties if a marginal field becomes a 
money maker.

Richard Fineberg, on indepen­
dent North Slope environmental

and oil policy analyst, contendn 
that producers downplayed West 
Sak's .potential in tbeir recent 
congressional testim ony to 
s treng then  argum ents th a t 
ANWR oil is needed to shore up 
the viability of the trans-Alaska 
pipeline,

“Given all the problems it 
(West Sak) faces, Arco first said 
prices had to be $35 per barrel," 
Fineberg noted. “Then it was 
$25. Now at $20 they're looking 
at it again. Why do we presume 
they can't overcome the bar­
riers?"

Journalist Debbie Miller, who 
coven North Slope oil issues and 
opposes ANWR development, 
urged Congress to heed the bul­
lish assessment from Occidental, 
one ' of BP's Schrader Bluff 
partners.

"The West Sak formation is a 
sleeping giant," Miller told Sen. 
Frank Murkowski’s committee. 
“If the reason for invading the 
refuge is to find oil, we’ve already 
found it near Prudhoe Bay.”

Arco is weighing a now West 
Sak pilot project, spokesman 
Ronnie Chappell said last week. 
“No decision’s been made. We’re 
at the point in our planning cyclo 
where people are putting forward 
their projects for next year's 
spending.”

But Mayson cautions that no 
one, including BP, has proven 
that money can be made on West 
Sak oil.

"Arco and Conoco spent more 
than $120 million apiece. Essen­
tially they lost that money and 
we haven’t made a go of it yet," 
Mnyson said. "In early 1997 wo'll 
come to the decision point on 
whether or not we can make the 
case for the next level of produc­
tion.

"I personally think that if we 
don’t make a go of it, majcr com­
panies will go cold on West Sak 
for tho next decade."
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ular when the airline quit flying 
in Alaska. "Thla year, I want to 
go to Hawaii,” she said. "That 
really sounds iun."

Sitka-based detective novel 
writer John Straley has sun on 
his mind, too, but wouldn’t  dare 
move from rainy Southeast and 
risk losing tho inspiration for his 
books.

Stralny, who’s lived In Sitka 
since 1977 and has receivod every 
dividend issued from Alaska's oif- 
wealth uavings account, says this 
year he’s investing in ultra-bright 
lights th a t ward off dark 
thoughts brought on by Alaska’s 
dark winters.

Usually, the family's checks go 
into general income. "This year, 
I’m going to buy lampe," said 
Straley, who's at work on a se­
cond book for Bantam pub­
lishing. "If that doesn’t work, 1 
just might get a whole collection 
of aloha shirts and shorts and 
walk around town in them. I al­
ways get gloomy in wintertime."

In Juneau, Susan Knowles 
says family rules don't change 
just because her husband was 
elected governor. This year's 
checks will once again go into an 
education savings account for tho 
couple's three children.

"There’s usually a bit of dis­
cussion," Knowles said Friday as 
she recalled the wheedling she 
and Gov. Tony Knowles wad6 
through each year when the chil­
dren report how their friends are 
allowed to spend $50, or $100, or 
$200 out of their dividend.
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pollen, bees took a long break <
from the heat, and heat-stressed 
flowers didn’t want to open, 
Eaatburn explained. The result ‘
was fewer pumpkins, or small 
ones that were easily devoured by ,
fungi.

A killing frost Sept. 23 did in a -
lot of the late-setting fruit, he 1
added.

There’s one bit of comfort, he 
noted. The canning pumpkins 
used for Thanksgiving pies are a 
different species and weren't hit 
aa hard.

In other big pumpkin states 
such as Pennsylvania and New 
York, the large growers who in­
vested in irrigation made it 
through the summer, averting an 
out-and-out shortage. Still, 
pumpkins are generally smaller 
and more expensive, because of 
the lower yields and higher pro­
duction costs.

"I know from some of the 
things I’ve seen on the national 
level that they are evidently in 
short supply across the country," 
said Bill Troxell, executive secre­
tary of the Pennsylvania Veget­
able Growers Association. "We 
certainly aren't going to have any
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Advisers see Alaska’s oil output rising
Legislature’s consultants say marginal North Slope fields likely to offset decline after 2000
By IAN MADER
The Associated Press

JU N EA U  -  The legisla­
tu re 's  oil c o nsu ltan t  gave 
law m akers  a su rpris ing ly  
bullish report  W ednesday 
abou t A laska 's  oil-produc­
ing p o ten t ia l  d u r ing  the 
coming decade.

M a s s a c h u s e t f s - b a s c d  
C a m b r id g e  E n e r g y  R e ­
search Associates told law ­

m ak e rs  I t  would  be poss i­
b le  fo r  A lask a  to  p roduce  
m ore oil in  2005 th a n  to ­
day.

S t a t e  • o i l  e c o n o m is t  
Chuck Logsdon said  the 
report  p robab ly  took into 
accoun t  a t r e n d  to w a rd  
g rea te r  tax  and  ro y a l ty  re ­
lief fo r  oil com panies.

B u t  in d u s try  crit ics  said 
the  forecast m ay  show  th a t

■ SURPRISES UNLIKELY: An­
alysis predict slable North Slope 
crude prices for the year. D-1

r o y a l t y  g iv e a w a y s  p r o ­
p o s e d  b y  G ov . T ony  
Knowles and m any  law ­
m ak e rs  are  not needed to 
m a k e  m arg inal  A laska  oil 
fields feasible.

C - .m bridge in d i c a t e d  
A la sk a ’s current decline in 
production  like ly  would be 
offset by new . production  
po ten t ia l  betw een 2000 and  
2010 from N orth  Slope oil 
f ie ld s  c u r r e n t ly  deem ed  
m arginal, such as B adam i 
B ay  and West Sac.

In  a p r e s e n t a t i o n  to 
House and S ena te  finance 
committees, Cam bridge  oil

expert ' Ann-Louisc H ittle  
showed law m akers  graphs 
ind ica ting  a surge in p o ten ­
tial N orth  S lope produc­
tion s ta r t in g  in 2002. P ro ­
duction would peak  in 2005 
at a  r a te  som ew hat h igher 
than  th is  year, before be­
g inning a n o th e r  decline.

"AH the  graphs I 've  ever 
seen have  lines ju s t  going 
s t r a ig h t  dow n . T h is  one

goes dow n and then  up ,"  
said Sen.' Tim Kelly, R-An- 
c h o ra g c ,  w h o  sa w  the  
graphs b u t  no t the  p resen­
ta tion . “ I t ’s certa in ly  good 
news for A lask a ."

H i t t l e  s a id  c o m p a n y  
fo re c a s ts  in v o lv e  a s se s s ­
m ents  of world oil supplv 
and dem and , and tcchn -
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logical advances.
A f t e r  c h e c k in g  w i t h  

C am bridge  officials, H i t t le  
declined to  te l l  a . repo r te r  
w h e th e r  the  forecast took  
i n t o  a c c o u n t  p r o p o s e d  
changes in A la sk a 's  ro y a l­
ty s truc tu re , or w h e th e r  
t h e  p r o d u c t i o n  l i k e l y  
w ou ld  becom e p r o f i t a b l e  
even w ithou t  such ro y a l ty  
breaks.

“ I do not w an t  to  get 
i n v o lv e d  in  p o l i t i e s , ”  
H it t le  said. *'I don ’t  w a n t  
to Answer y b j ^  .question."

O il  c o m p a n ie s ,  th e  
K rfdw les  a d m i n i s t r a t i o n  
and  m an y  s ta te 'Ja w m a k e rs  
cu rren tly  agree th a t  com ­
pan ies  need roya l ty  b rea k s  
in o rd e r  to  m ak e  p roduc ­
t io n  p o s s i b l e . a t  s e v e ra l  
A laska  oil field?.

Royalty , now' u sua lly  a t  
12.5 percent, )5 the  oil th a t  
companies m ust  tu rn  over

to the  s ta te  in re tu rn  fo r  
p roducing  here, in add it ion  
to excise and income taxes.

B i l l s  i n t r o d u c e d  by  
K now les and  am ended by  
law m a k e rs  w ould  give th e  
n a tu ra l  resources, com m is­
s io n e r  w ide  au th o r i ty  to 
tem p o ra r i ly  o r  p e rm a n en t­
ly reduce royalty , on a 
case-by-case basis, as  low 
as zero.

W hat the s ta te  sacrifices 
in revenue  i t  would gain 
by  guaran tee ing  oil-indus- 
t r y  j o b s  f o r  A la s k a n s ,  
K now les says. •. >;,

Rep. D avid Firijkel’s te itt ;*  
D -A n c h o ra g e ,  s a id -  th e  
C a m b r id g e  fo re c a s t  w as  
good new s fo r  A laska , b u t  
th a t  i t  increased his sk e p ti ­
cism abou t  aspects of the 
roya l ty  legislation.

" I t  m a k e s  i t  d o u b ly  
c lear  to  me th a t  w e  d o n ’L 
need to a llow  roya l ty  r e ­
duction to go dow n to zero, 
eve r .”

Richard F ineberg , oil ad ­
viser to fo rm er Gov. S teve  
Cowper and  a critic  of the  
r o y a l t y  p ro p o s a ls ,  s a id  
Cam bridge  m a y  not h a v e  
considered ro y a l ty  changes
in  its  forecast.»V V
■K?'Tn the  p a s t  they  have  
tended  to not fac tor  in cur­
r e n t  A laska  political d ia ­
logue,” F ineberg  s a i d . '

F in e b e rg  has  te s t i f ie d  
t h a t  A laska  oil production  
— which gives the  s ta te  
abou t  85 percen t of i ts  a n ­
nual revenues — is no t .in 
as  severe a decline as is 
t rad itionally  assum ed. He

m a in ta in s  o il  c o m p a n ie s  
exaggerate t h e i r  need for 
royalty  r e d u c t io n . .

" T h e  w o lv e s  c ry  on ly  
w hen they th in k  they  can 
frighten you  an d  get r e ­
wards, out .of t j ia t  f r ig h t ,"  
F ineberg s a id . ' "H e re ,  the  
le g is la tu re 's :  ow n  c o n s u l ­
ta n t  is com ing in  w ith  fore­
casts th a t  a re  even  m ore  
optim istic  th an  m ine . I t ’s 
forecasts l ike  th is  th a t  lead 
us to w a n t  to see a su b s ta n ­
tive case being- m ade  for 
royalty  relief, r a th e r  than  
rhetoric ."

On one c h a r t  in the  C am ­
bridge report, to ta l  A laska

p r o d u c t io n  p o t e n t i a l  is 
pegged a t  1.71 m illion  b a r ­
rels p e r  day  th is  year, 1.35 
m illion  in 2000 and 1.73 
m illion  in 2005.

A no the r  ch a r t  indicates 
in a footnote th a t  p roduc ­
tion  figures for 2005 a s ­
sum e deve lopm ent of B ad ­
ami Bay, West S ak ,  N orth  
S tar,  G w y d y r  B ay , Point 
T h o m p so n ,  H a m m e rh e a d ,  
Tern  Island and  Colville 
Delta  fields.

P ro d u c t io n  a n d  i n f r a ­
s tru c tu re  a t  B adam i would 
be  a k ey  to developing 
m any  - o th e r  f ie lds on the 
list, H it tle  told law m ak ers .

B P E x p lo ra t io n  (Alaska) 
Inc . ,  m a jo r i ty  o w n e r  of 
B adam i, has  so fa r  been 
u n s u c c e s s fu l  in  i t s  a t ­
t e m p ts  to  g e t  r o y a l t y  
b reaks  i t  says  w ould  be 
needed to m ak e  th a t  field 
w o r k a b l e .  C o m p a n y  
s p o k e s m a n  J im  P a l m e r  
said  a royalty  b rea k  would

be ju s t  one of m any  factors  
th a t  m ust fall in place b e ­
fore the  field could begin  
producing.

" I f  th is  s tu f f ’s go ing  to 
. come on, w hy do you need 

the  incentives? Well, to  say  
th a t  (his is going to come 
on regard less of o th e r  v a r i ­
ables would be a b s u rd ,"  
P a lm e r  sa id .  " I t ’s m o re  
com plicated  than  th a t . "

Logsdon, the  s ta le  oil 
economist, sa id  C am bridge  
p robab ly  did no t consider  
specific b ills  before the  leg­
is la tu re .  B u t he sa id  the  
c o m p a n y  l i k e l y  w o u ld  
ha v e  assum ed there  w ould  
be  some tax  and roya l ly  
b reak s  for oil com panies in 
coming years .

"When they  forecast, i t ’s 
m o s t ly  t re n d  e x t r a p o l a ­
tion. If the  trend  is g o v e rn ­
m ents  reviewing changes 
on the  tax  side — well, 
t h a t ’s g o in g  on e v e r y ­
w here ,"  Logsdon said.
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HOUSE SPECIAL COMMITTEE ON OIL & GAS 
January 23, 1996, 9 :00  a.m.

Tape 1, Side A
REP. ROKE3ERG: Present a re Norman Rokeberg chairman,

Rep re sen ta t ive  Gary Davis , R ep resen ta t ive  B i l l  W i l l iam s , 
R ep re sen ta t ive  Scott  Ogan, and Bettye are you on l i n e ,  can you 
hear us?

REP. B. DAVIS: Yes I  am.
REP. ROKEBERG: Represen ta t ive  Bettye Davis a t  the

Anchorage LIO and thanks f o r  being here Bettye .
REP. B. DAVIS: You bet .
REP. ROKEBERG: We have a quorum o f  the O i l  and Gas

Committee that i s  p resen t .
REP. BRICE: Mr. Chair I ' d  l i k e  to  be recogn ized as being

here as w e l l .
RET. ROKEBERG: I 'm s o r r y ,  my apo log ies  Tom. Mr. Toni

B r ic e  i s  a l s o  here . Good. I  need new g la s s e s .  Tom I  d id n ' t  
get tha t  r i g h t ,  r i g h t .

REP. BRICE: I ' l l  l e t  i t  go t h i s  time.
REP. ROKEBERG. R igh t ,  s o r r y  to  - -  on the ca lenda r  today

we have House B i l l  325 a u th o r i z in g  suspension o f  payment o f  a 
p o r t i o n  o f  r o y a l t y  due the s ta t e  f o r  i n i t i a l  p roduc t ion  o f  
heavy o i l  from we l ls  on the A rc t ic  S lope . On te le con fe rence  
today we have Rep resen ta t ive  Bettye Davis and h o p e f u l l y  Chuck 
Logsdon from the Department o f  Revenue and Mr. Ken Boyd o f  the 
- -  D i r e c t o r  o f  O i l  - -  the O i l  and Gas D iv i s i o n .

-  1  -
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[THIS PORTION NOT REQUESTED]
Tape 1, Side B

REP. ROKEBERG: . . . The Chair  recogn izes the attendance
o f  Rep resen ta t ive  F in ke ls te in  a t  1 0 :0 5 .  Good morning Dave. 
Thank you Mr. P h i l l i p i .  Bev Ward d id  you have sho r t  statement?

MS. WARD: Ac tua l ly  Mr. Chairman we hadn't p lanned to
read i t  a loud . I t  i s  the same test imony tha t we gave in
November and we made copies f o r  the Rep resen ta t ives  o f  t h a t .  
We s t i l l  support the b i l l  with sma l l  changes ( i n d i s c e r n i b l e ) .

REP. ROKEBERG: Thank you ve ry  much. Mr. Ken Boyd, the
D i r e c t o r  o f  O i l  and Gas, are you o n l in e  s i r ?

(Via te lecon fe rence )
MR. BOYD: Yes Mr. Chairman.
REP. ROKEBERG: Would you p lease  proceed with your

test imony , s i r ?
MR. 30YD: Yes, Mr. Chairman. For the reco rd  my name is

Ken Boyd. I 'm the D i rec to r ,  D i v i s i o n  o f  O i l  and Gas. Now Mr. 
Chairman I was going to do a vo ice  check to  you. Am I  coming 
through loud and c le a r ,  too loud and c l e a r ,  o r  what?

REP. ROKEBERG: No i t ' s  p r e t t y  good, a l i t t l e  choppy but
we can hear you.

MR. BOYD: A l l  r i g h t ,  again w e ' l l  move a l i t t l e  b i t
c l o s e r  to  the mike. With me i s  ( i n d i s c e rn ib l e  - cuts o u t ) ..........

REP. ROKEBERG: That's too loud .
MR. BOYD:  with the Department o f  Law, B i l l  Van

Dyke, Petro leum Manager and Mike Kotowski who i s  the Unit

- 2 -
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Manager. Both B i l l  and Mike are petro leum engineers  with the 
D iv is ion  o f  O i l  and Gas.

Mr. Chairman, we ju s t  have a coup le o f  comments. The 
committee needs to r e a l i z e  that t h i s  b i l l  w i l l  r e s u l t  in - -  in 
no r o y a l t y  f o r  f i v e  yea rs  per we l l  and the re  w i l l  be no taxes . 
The b i l l  doesn ' t  p rov ide f o r  any c l e a r  and convincing showing;

i.
o r  any economic a n a ly s i s .  I f  you r e c a l l  l a s t  yea r  in the , 
debate with HB 207 we spent a l o t  o f  time t a l k i n g  about the j

istandards we needed to  grant r o y a l t y  r e l i e f  and one o f  the 
things we t a lk ed  about a l o t  was to be ab le  to - -  the need 
r e a l l y  to show - -  to  have a c le a r  and conv inc ing showing tha t  a 
company needs t h i s  r o y a l t y  r e l i e f .

The p re sen ta t io n  by OXY and - -  and - -  and BP does not 
p rov ide an economic a n a ly s i s  I t  does p rov ide  some numbers and 
some assumptions I presume. I  d on ' t  know tha t  these 
assumptions would be the same f o r  any o th e r  o p e ra to r  on the 
North S lope. And even i f  you make the assumption tha t  t h i s  is  
need then t h e r e ' s  no bas is  f o r  the term s e le c te d  to  cure th i s  
assumed need. The $15 netback, the 5 yea r  term, the $500 
b a r r e l s  are a l l  p icked but with no - -  no b a s is  s e le c ted .  And 
i t  a l s o  would assume tha t ,  I presume, tha t  the economics f o r  
a l l  the companies are the same f o r  eve ry  f i e l d .  Having sa id  
tha t there a re  some unintended consequences, I  th in k ,  he ie .  Do 
these same assumptions ho ld that the heavy o i l  la k e  o f  Prudhoe 
Bay, the heavy o i l  o f  the Kuparuk f i e l d ,  and West Sak, heavy 
o i l  o f  Bedombi (ph) , and Point Thompson. These f i e l d s  a l s o
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1 con ta in  heavy o i l  and t h i s  b i l l  the way i t ' s  c r a f t e d  app l ie s  to 
a l l  those f i e l d s ,  ye t you've heard test imony from no one on 
anyth ing except Schrader b l u f f .  There i s  c l e a r l y  no assurance 
tha t  the companies w i l l  do anything at a l l  a t  l e a s t  a t  Schrader 
b l u f f .  There c e r t a i n l y  i s  no assurance tha t  t h e y ' l l  do 
anyth ing a f t e r  f i v e  y e a rs .  There 's  no assurance that 
a d d i t i o n a l  r o y a l t y  r e l i e f  wou ldn't be sought a f t e r  the f i f t h  
y e a r .  In shc r t ,  Mr. Chairman, the a dm in i s t r a t i o n ' s  p o s i t i o n  is  
we b e l i e v e  HE 207 i s  a b e t t e r  v e h ic le  to c r a f t  r o y a l t y  
r e duc t io n s .  You can do a c l e a r  and conv inc ing and d e t a i l e d  
economic an a ly s i s  to  determine need. I am not say ing there 
i s n ' t  a need o r  tha t  i t  i s n ' t  a v a lu ab le  t o o l .  There is
noth ing ( i n d i s c e rn ib le )  to  do. I'm j u s t  - -  a l l  I 'm saying is
tha t  we - -  you've picked a bunch o f  assumptions and made a
bunch o f  assumptions with no b a s is .  So the Department's and
adm in i s t r a t i o n ' s  p o s i t i o n  i s  we be l ie ve  tha t  HB 207 remains the 
- -  the - -  the t o o l  to use f o r  r o y a l t y  r educ t ion s .  Thank you 
Mr. Chairman. Mr. Chairman, I  th ink as f a r  as I  - -  j u s t  one 
more th ing .  I f  you want some more s p e c i f i c s  v/e t a l k e d  about 
what i s  a w e l l  and to  s ide t ra c k  accounts and da te s .  I don't 
know tha t  the assurance o f  somebody test imony - -  t e s t i f y i n g ,  
one company g ives us much assurance tha t  in  f a c t  s ide  t ra c k s ,  
o r  m u l t i l a t e r a l s  o r  o th e r  w e l l s  a re not in  f a c t  sepa ra te  w e l l s .  
So I  j u s t  wanted to add th a t .  We have some o th e r  assumptions 
in  our b i l l  a n a ly s i s .  I won't get in to  the d e t a i l s  but we're 
here to  answer any ques t ions  the committee might have.

-  4  -
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REP. ROKEBERG: Does anybody e l s e  on your phone hook up,
Mr. Boyd, chat wanes Co t e s t i f y  from your Department?

MR. BOYD: Mo, Mr. Chairman. W e ' l l  - -  w e ' l l  be a v a i l a b l e
to answer any questions but somebody e l s e  may have something to 
say a t  tha t  time.

REP. ROKEBERG: Are the re  ques t ions o f  Mr. Boyd?
Rep resen ta t ive  F in k e l s t e in .

REP. FINKELSTEIN: Thank you, Mr. Chairman. Mr. Boyd I'm
- -  I 'm not as con f ident as I wasn't a t  the November hea r ing , I 
was out o f  town. The - -  in  the - -  in  the d is cu ss ion s  you've 
had about t h i s  has anyone po in ted  out any p ro v i s io n s  o f  the 
r o y a l t y  reduct ion law we have in  p lace now tha t  won't 
adequate ly  address these s i t u a t i o n s ?  I r e a l i z e  t h e r e ' s  a f l o o r  
in some cases but o the r  than tha t  minor d i f f e r e n c e  i s  the re  
anything e ls e  out there tha t  has been po in ted  out tha t  would - -  
would a rguab ly  keep the r o y a l t y  reduc t ion  p ro v i s i o n  from being 
used?

MR. BOYD: Mr. Chairman, R ep resen ta t ive  F in k e l s t e i n ,  the
f l o o r  i s  r i g h t .  I mean we b e l i e v e  the 3 percent f l o o r  - -  you
know - -  at the maximum, i t  depends on how you lo o k  a t  i t  as a 
whole . The o the r  p ro v i s io n s  tha t  would not woik a t  l e a s t  - -  
f o r  OXY and on ly  OXY would - -  would be the p r o v i s i o n  under the 
se t t lemen t  o f  the r o y a l t y  reduc t ions  tha t  I  b e l i e v e  Mr. Benton 
r e f e r r e d  to e a r l i e r ,  he sa id  the re  would be no - -  no e f f e c t .  
We l l  the e f f e c t  would be tha t t h i s  b i l l  - -  ( i n d i s c e rn ib l e )  
a f t e r  t h i s  b i l l  they would not be ab le  t o  use HB 207. Our

-  5 -
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th in k  tha t  was 7, these - -  the b i l l  as presented here , o f  
course gets  r i d  o f  that p ro v i s io n  and they would be ab le  to  use 
i t .  So I guess the one piece tha t  they wouldn't - -  wou ldn't be 
ab le  to  use would be to  use b i - o x y a en ta l  on those 
( i n d i s c e r n i b l e ) .

REP. FINKELSTEIT: Thank you Mr. Chairman.
REP. ROKEBERG: Other ques t ions o f  Mr. Boyd? Mr. Boyd

the f i s c a l  note you provided , cou ld  you walk us through your 
methodology on tha t?  I ' l l  get i t  out here . L e t ' s  see here, 
t h i s  i s  the one tha t you ' re  e s t im a t ing  a per w e l l  change in 
revenues o f  $228 ,000 per w e l l  pe r  y e a r .

MR. BOYD: Yes, Mr. Chairman. What we d id was take the
500 b a r r e l  per  day maximum m u l t i p l y  i t  by 12 -1 /2  percent
r o y a l t y  r a t e  m u l t ip ly  i t  times a net f a c t o r  o f  $10 a b a r r e l  
m u l t i p l i e d  by 365 days a yea r .  I t ' s  j u s t  a - -  a benchmark. I t

i t  j u s t  ----  i t  j u s t  se ts  a number tha t shows what the
r o y a l t y  - -  what's the r o y a l t y  -----  what's the r o y a l t y  the s ta te

19 would not c o l l e c t  per w e l l  over tha t  p e r io d  o f  time.
20 REP. ROKEBERG: But i f  the re  a re no w e l l s  a re  d r i l l e d
21 here we're not l o s in g  anything, i s  tha t  c o r r e c t ?
22 MR. BOYD: That 's  c o r r e c t .
23 REP. ROKEBERG: So th i s  i s n ' t  even the h a l f  a l o a f  we're
24 t a l k i n g  about under 207, th i s  i s  a z ip  l o a f  o r  something?
25 Would tha t  be a f a i r  an a ly s is ?

-  6 -



1

2

3
4
5
6 

7 
S 

9
10

11

12

13
i d

MR. 30YD: I have no guarantee and you have rece ived  no
guarantee tha t  any w e l l s  would be d r i l l e d  no matte r what you do 
under any b i l l  o r  any p ro v is ion  o f  anyth ing .

REP. ROKEBERG: Do - - Represen ta t ive  W i l l iams?
REP. WILLIAMS: Yeah what d id  you c a l l  - -  f i r s t  I ' d  l i k e

to  get e i t h e r  something w r i t ten  from your o f f i c e  on your 
reasons about why 207 would go a long with th i s  to  take care o f  
heavy o i l .

MR. 30YD: Mr. Chairman, R ep re sen ta t ive  W i l l i am s ,  I  beg
your pardon i f  I ' v e  in te r rup ted  you but y ou ' re  b reak ing  up.

REP. ROKEBERG: Speak up B i l l .
|REP. WILLIAMS: I  would f i r s t  o f  a l l  l i k e  somethina

w r i t t en  from your o f f i c e  s ta t in g  why 207 would - -  how 207 would 
a f f e c t  the - -  the heavy o i l .  I  have a ques t ion  and answer

i s  about heavy o i l  tha t the f i v e - y e a r  r o y a l t y  suspension from - -
16 in  the white paper which I  haven't had a chance to  study . As
17 f a r  as say ing tha t a f t e r  f i v e  yea rs  o r  during the f i v e  years
18 tha t  the - -  we w i l l  be ab le to assure - -  be assured tha t  ARCO,
19 o r  3P, o r  any o i l  company out the re  tha t  would l i k e  to  come in,
20 t h e r e ' s  no - -  t h e re ' s  no guarantee in  - -  in  anyth ing . Wel l I
21 guess the o ld  saying the on ly  guarantee we have i s  taxes and
22 death, what type o f  guarantee are you t a l k i n g  about?
23 MR. BOYD: Mr. Chairman and R ep re sen ta t ive  W i l l iams I
24 t a l k  to  you about no guarantee e i t h e r .  I 'm saying tha t  HB 207
25 says tha t  we can to a l low  f o r  p roduc t ion  tha t  would not

economic - -  o therw ise be economica l ly  f e a s i b l e  and i t  goes on,
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in doesn 't  l im i t  i t  to  heavy o i l  o r  not to  heavy o i l  I t  ju s t  
a l low s  the commissioner to  make that de te rm ina t ion  based on a 
r e a l  economic a n a ly s i s .  I f  a t the end o f  the day we may c r a f t  
something that s t i l l  doesn 't  p rovide them any need o r  we may 
p rov ide them the need and they s t i l l  may not deve lop i t .  I 
mean they said here i f  you had th i s  b i l l  which they c la im  w i l l  
g ive them the r e l i e f  they seek that they s t i l l  may not develop 
the f i e l d .

REP. WILLIAMS: They're not - -  i s  - -  they are not
deve lop ing the f i e l d  today?

MR. BOYD: But they are working on the f i e l d  today,
Rep resen ta t ive  W i l l iam s .  I mean they are d r i l l i n g  w e l l s  and 
they are making p roduct ion what I'm saying is  under 207 i f  they 
see the need a i l  207 does i s  remember from the long - -  the long 
years  we've had i s  - -  i s  a mechanism f o r  the s t a t e  to look  at 
the numbers on which t .heir assumptions a re based and then c r a f t  
some s o r t  ( i n d i s c e rn ib le  - speakerphone covered by paper)

REP. WILLIAMS: Would you - -  w i l l  you be ab le  to get me
something w r i t t en  on your reasons why the - -  207 would a f f e c t  
- -  would work in t h i s  area?

MR. BOYD: I can do i t  Represen ta t ive  W i l l iam s .
REP. WILLIAMS: Okay and I  guess going back to  BP's paper

here , The Risk o f  P r o je c t  Development De lay , would 207 a f f e c t  
any o f  t h i s  - -  t h i s  area? Do you have BP's explana - -  paper in
f r o n t  o f  you? I t ' s  a ...................

MR. BOYD: I  do Representat ive W i l l iam s .
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1 REP. WILLIAMS: Okay, the l a s t  page o f  R isk o f  P ro je c t
Development Delay, would ...................

MR. BOYD: The l a s t  page?
REP. WILLIAMS: Yes. And on top o f  i t  i t  has the R isk  o f

P r o j e c t  Development De lay . Would 207 de la y  anyth ing in  th i s  
a rea from - -  according to  t h e i r  o p e r a t i n g ...................

MR. BOYD: Mr. Chai r  and Rep resen ta t ive  W i l l iam s ,  I mean
the re  would be the a p p l i c a t i o n  p rocess and the a n a ly s i s  process 
which takes time.

REP. WILLIAMS: How - -  how much time?
MR. BOYD: I t ' s  hard to say. I t  depends on how c l e a r  and

conv inc ing t h e i r  argument i s  r i g h t  cut o f  the box, whether v/e
use con su l ta n t s ,  perhaps, to come in  and - -  you k n o w   time
i s  money here . With more people doing a n a ly s i s ,  we have a 
l im i t e d  s t a f f ,  I  would say 3 to  6 months, and t h a t ' s  a guess.

Fu r th e r  aues t ions? Rep resen ta t iveREP. ROKEBERG:
F i n k e l s t e i n .

REP. FINKELSTEIN: Thank you Mr. Chai>-rnan. Mr. Boyd,
what's the e n t i r e  h i s t o r y  o f  a p p l i c a t i o n s  from the indus t ry  
under e i t h e r  the o ld  r o y a l t y  reduc t ion  p ro v i s ion s  o r  the new 
ones f o r  reduct ions  f o r  these type o f  f i e l d s ?

MR. BOYD: Mr. Chairman and Rep resen ta t ive  F in k e l s t e in  I
d on ' t  have tha t exact - -  tha t  in fo rm a t ion  in  f r o n t  o f  me. As I 
r e c a l l  the re  were s e v e ra l  a p p l i c a t i o n s  in  Cook I n l e t ,  Texaco, 
Marathon comes to mind.

REP.. FINKELSTEIN: For t h e ......................
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MR. BOYD: Beg your pardon, Mr. Chairman, stand by. I
have some

REP. FINKELSTEIN: Wel l  cou ld  I  - -  I ' l l  make the
quest ion  s imp le r .  How about f o r  North S lope f i e l d s  what's --  
how many times have the companies app l ie d  f o r  r o y a l t y  reduct ion  
under the o ld  p ro v i s io n s  ox* the new p ro v i s io n s ?

MR. 30YD: Wel l Mr. Chairman, R ep re sen ta t ive  F in k e l s t e in ,
j u s t  one, the Conocc/Oxy a p p l i c a t i o n  o f  some yea rs  ago.

REP. FINKELSTEIN: And - -  and no one has app l ied  under
the new p ro v is io n s  yet to see how they w i l l  work and what the
time frame w i l l  be?

MR. BOYD: Mr. Chairman, Rep re sen ta t ive  F in k e l s t e in ,
t h a t ' s  c o r re c t  nobody has app l ieu .

REP. FINKELSTEIN: Okay, thank you Mr. Chairman.
REF. ROKEBERG: Mr. Boyd, the f o l l o w  up on tha t  ques t ion .

As I  r e c a l l  o f  the - -  o f  the - -  a c t u a l l y  few but s e v e ra l  
r o y a l t y  reduc t ion  app l ic a t i o n s  made under s ec t ion  ( j )  that
the re  was never any - -  the s ta t e  has never g ranted any k ind o f  
a r o y a l t y  reduc t ion  under the p r i o r  s t a t u t o r y  regime, i s  that 
c o r r e c t ?

MR. BOYD: No, Mr. Chairman. We - -  the r o y a l t y  reduct ion
was g ranted under the se tt lement a c t u a l l y  on the - -  I 'm going 
to  say seven le a se s  are - -  I ' l l  say seven le a se s  tha t  Oxy has 
the reduc t ion  was to 20 percent and 12 percent with the
p ro v is io n s  then they would not app ly  f o r  - -  again f o r  a r o y a l t y  
r e d u c t i o n .
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REP. ROKEBERG: Well I  - -  buc even in Cook I n l e t  the re
was never a gran** o f  r o y a l t y  reduct ion  i s  tha t  c o r r e c t ?

MR. BOYD: There was never an a p p l i c a t i o n .  I was
mistaken, the re  was an app l ic a t i o n  and then i t  was withdrawn.

REP. ROKEBERG: Withdrawn, t h a t ' s  c o r r e c t .  And - -  and
the v ic t ims o f  the o th e r  one are s i t t i n g  here . Thank you ve ry  
much. Any e th e r  quest ions? Rep resen ta t ive  F in k e l s t e in .

REP. FINKELSTEIN: Thank you Mr. Chairman. But j u s t  to
po in t  out again we spent hours and hours debating those issues 
here , r e v is ed  the law and we've new got new p ro v is io n s  tha t  no 
ap p l i c a t i o n s  have ever been submitted under. I j u s t  want to 
make sure t h a t ' s  the case.

REP. ROKEBERG: Weil Mr. Boyd the way t h i s  s ta tu te  is
w r i t t en  i t  - -  i t  i s  net d i s c r e t i o n a r y  on the p a r t  o f  the
commissioner o r  does not requ i re  the Gove rno r 's  app rova l ,  i s  
tha t  co r re c t ?

MR. BOYD: Mr. Chairman are you t a l k i n g  about HB 325?
REP. ROKEBERG: That 's  c o r r e c t .
MR. BOYD: As f a r  as I can t e l l ,  no.
REP. ROKEBERG: I t ' s  s e l f - e x e c u t in g  th e r e f o r e  your

department nor even a company tha t  would be - -  come under the 
guise o f  t h i s  p a r t i c u l a r  s ta tu te  would not have to expend any
money to review an a p p l i c a t i o n  i s  tha t  c o r r e c t ?

MR. BOYD: Mr. Chairman on ly  the - -  the adm in i s t ra t iv e
cos ts  - -  you know - -  the way you have i t  c r a f t e d  now with the 
- -  the adding in  the PTI index and some o f  those th ings but I
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mean i t ' s  - -  i t  - -  I ' d  have to say i t ' s  a minor adm in i s t r a t iv e  
c o s t .

REF. ROKEBERG: Yeah th i s  i s  r e a l l y  b a s i c a l l y  s e l f -
execut ing . You know when you say - -  you know - -  you care to
ventu re a guess what a s i x  - -  3 to 5 month rev iew o f  a 207
a p p l i c a t i o n  would cost j u s t  your department?

MR. BOYD: No, Mr. Chairman, I  c an ' t  do t h a t .  I don 't
know the answer to  th a t .

REP. ROKEBERG: Okay.
MR. BOYD: I  don 't  know a ls o  what e f f e c t  i t  would have on

the s ta t e  though i f  you did net do chat s o r t  o f  economic
a n a l y s i s .

REP. ROKS3ERG: And fu r th e r  the a n a ly s i s  o f  the - -  we l l I
the test imony today showed that the s t a t e  s tood to  - -  to  gain 
some S3 50 m i l l i o n  in  otherwise fo regone r o y a l t i e s  from th i s
p a r t i c u l a :  scheme. Would yon buy in t o  tha t  type o f  a n a ly s * j

I
whether the numbers are e x a c t ly  r ig h t  but a r e n ' t  the long-range 
p o t e n t i a l s  f o r  f u r t h e r  r o y a l t y  revenues to  the s t a t e  g re a te r  
under t h i s  p a r t i c u l a r  b i l l  than no b i l l  a t  a l l ?

I
MR. 30YD: Mr. Chairman, there a re  a b s o lu t e l y  no way f o r i

me to  answer tha t  ques t ion .  I
REP. ROKEBERG: Any o the r  ques t ions  o f  Mr. Boyd?

Rep resen ta t ive  F in k e l s t e in .
REP. FINKELSTEIN: Thank you Mr. Chairman. Jus t  to  get

the theme behind th i s  wasn't - -  and I  th in k  Mr. Boyd you were 
one o f  the proponents o f  th i s  theme l a s t  yea r ,  wasn't the theme
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l a s t  yea r s o r t  o f  when a l l  these same quest ions came up that 
i t ' s  the a b i l i t y  o f  the adm in is t ra t ion  with d i s c r e t i o n  under 
lav/ to  make these kinds o f  d ec is io n s .  That eve ry  time I  and 
o th e rs  propose l im i t a t i o n s  on tha t d i s c r e t i o n  on the r o y a l t y  
r educ t ion  b i l l  the response was no, t h a t ' s  b e t t e r  l e f t  to  each 
s i t u a t i o n ,  n ego t ia t ion s  necessary and that t h a t ' s  what we have 
a Department o f  Natura l Resources and a D iv i s io n  o f  O i l  and Gas 
f o r ?  Wasn't tha t the theme l a s t  yea r  and i s n ' t  tha t  a l i t t l e  
c o n t r a d ic t o r y  to what we're doing today?

MR. 30YD: Rep resen ta t ive  F in k e l s t e in ,  I  c e r t a i n l y  hope '
no t .  What I'm saying i s  tha t i t  i s  s p e c i f i c  in  each instance

iana here i s  an ins tance . And I th ink : t s  p roper now tha t  th i s  
be done. I don ' t  th ink we've eve r  t e s t i f i e d  to  anything 
d i f f e r e n t  under K3 207.

RE?. FINKELSTEIN: Wel l - -  w e l l  my argument i s  j u s t  i t
seems to me we're lo s in g  the a b i l i t y  tha t the l e g i s l a t u r e  took 
on l a s t  year - -  the l e g i s l a t u r e  gave the department to  make 
these kind o f  dec is ions tha t  j u s t  s o r t  o f  t r u s t  the department, 
w e ' l l  make good dec is ions  which was the-theme l a s t  y e a r  i s  now 
being l o s t  in  s o r t  o f  turn i t  a l l  ove r - -  w i l l  e l im in a t e  any 
adm in i s t ra t iv e  d i s c r e t i o n .

MR. 30YD: Mr. Chairman, Represen ta t ive  F i n k e l s t e i n ,  I
th in k  t h a t ' s  a b s o lu te ly  t ru e .

REP. FINKELSTEIN: Thank you Mr. Chairman.
REP. ROKEBERG: Thank you. Next we'd l i k e  t o  hear from

Mr. Chuck Logsdon. Chuck are you on l i n e  the re  s i r ?
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2

MR. LOGSDON: Yes, I'm here, Mr. Chairman.
REP. ROKEBERG: Well go ahead and give us your testimony,

lo o k  fo rward to i t  p lease .
MR. LOGSDON: Okay. R e a l l y  - -  I d id n ' t  r e a l l y  have much

to add what's been s ta ted  by Mr. Boyd o f  DNR. Our f i s c a l  note
i s  r e a l l y  done quite s imp ly . I t ' s  based on what we were 
assuming in the f a l l  o f  '94 - -  f a l l  '95 f o re c a s t  f o r  p roduct ion 
and r o y a l t i e s  from the s t r a ig h t  o r  l e s t  p roduc t ion .  The
p roduc t ion  assumptions tha t we used bear as c l o s e l y  as p o s s ib le  j 
the cu r ren t  development p lans o f  the indu s t ry  and th e y ' r e  based 
on d i r e c t  communications with the invo lved  deve lope rs  and
pub l ic  statements and we do have access to some p r o p r i e t a r y
da ta .  The negative f i s c a l  note r e a l l y  j u s t  r e f l e c t s  what would 
happen i f  we were to redo the f o r e c a s t  with those same 
development p lans what the heavy o i l  would be exempt from
r o y a l t i e s .  And th a t ' s  what the revenue in f a c t  issue i s  based 
upon. That 's  r e a l l y  a l l  I  have to  say about the b i l l ,  Mr.
Chairman, and I can be a v a i l a b l e  to  answer any ques t ions ,  
o b v iou s ly .

REP. ROKEBERG: So your - -  your note - -  f i s c a l  note o f  a
negat ive  50 some m i l l i o n  d o l l a r s  i s  r e a l l y  p ro spec t iv e  and
based on the development p lans that were p rov ided by BP. Is  
tha t  c o r r e c t ?

MR. LOGSDON: I can expect i t  - -  tha t  we were - -  tha t  w_-
had the a b i l i t y  to  obta in  tha t kind o f  in fo rm a t ion ,  yes.
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REP. ROKEBERG: And the - -  but they don ' t  inc lude
p o t e n t i a l  development o f  230 a d d i t i o n a l  w e l l s  ove r  a pe r iod  o f 
7 to 5 >ears on the - -  j u s t  the Schrader b l u f f  a lone .  I s  that
- -  tha t c o r r e c t ,  you d id n ' t  take tha t i n t o  account?

MR. LOGSDON: That's  c o r r e c t .
REP. ROKEBERG: Nov; you've heard test imony here today

tha t the -- the p rospec t ive  revenues o f  some $60 m i l l i o n  should 
be as much as $425 i f  t h i s  l e g i s l a t i o n  went fo rward and the 
f i e l d  investment d id  take p lace as contemplated in  the Schrader
b l u f f  a rea . Do you - -  would you agree tha t  tha t  would be at
l e a s t  a - -  a f a i r  a n a ly s i s  o f  the p o t e n t i a l  revenue gains in 
the fu tu re  i f  t h i s  amount o f  development took p lace?

MR. LOGSDON: I  r e a l l y  haven't  had the oppo r tun i ty  tc
eva lua te  that - -  the - -  those - -  those assumptions and I  - -  i t  
would be, I th in k ,  premature o f  me to  comment on whether o r  not 
tha t  number i s  accurate u n t i l  we have a chance to  look  at the

17 assumptions.
18 REP. ROKEBERG: Wel l I understand tha t  but j u s t  in the
19 terms o f  i t  c oncep tua l ly  don 't  we know ou r  p r i o r i t y  tha t  t h a t ' s
20 going to  happen, tha t we're going to  ga in  more here i f  in  f a c t
21 they go ahead with t h e i r  development?
22 MR. LOGSDON: Well - -  you know - -  I  mean the issues i s ,
23 o f  course , f r augh t  with un ce r ta in ty  and o i l  p r i c e s  would
24 p robab ly  be the main d r i v e r  o f  the whole induc t ion  dec is ion
25 anyway and j u s t  t r y  to estimate the revenue you would - -  you 

would have to have some consensus about where you thought o i l
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p r i c e s  were go ing . And I  - -  I b e l ie v e  tha t  t h i s  i s  j u s t  one o f 
those unanswerable type ques t ions . I t  makes t h i s  kind of 
a n a ly s i s  ques t ion  so ve ry  d i f f i c u l t .  C e r t a in l y  you could come 
up with a scena r io  which would underpin tha t  - -  tha t  number 
see, j u s t  as you suggested but whether would be my own persona l 
best guess o r  whether i t  f e l l  in  w ith in  the range. I  don't 
know that t h a t ' s  - -  tha t - -  I - -  I have j u s t  - -  am unprepared 
to  answer t h a t .

RE?. ROKEEERG: Other ques t ions?  Representat ive
F in k e ls t e in ?

REP. FINKELSTEIN: Thank you Mr. Chairman. I - -  I know |
too tha t vcur ques t ion  requ i re s  the assumption tha t  HB 2 0 7 's 
p ro v i s io n s  don ' t  work because i f  they do work then - -  then 
the re  would be some r e tu rn  to tne s ta t e  under the s ta tu s  quo. 
Mr. Logsdon on a broader economic a n a ly s i s  one o f  the arguments 
t h a t ' s  being made i s  even i f  t h e re ' s  no r e tu rn  to  the s ta te  and 
even i f  we w i l l  make le s s  than we w i l l  under the r o y a l t y  
reduc t ion  p ro v i s io n s  in cu r ren t law chat somehow th: s w i l l  be 
good because i t ' s  going to bring about a i l  t h i s  a c t i v i t y  and 
even in the sho r t  term, we're going to  make money somehow 
because we're going to have more a c t i v i t y  going on. Have - -  
does your department get invo lved at a l l  - -  I  suppose 
suppose tha t  you don ' t ,  cn look ing a t  what o th e r  b e n e f i t s  are 
out the re? Because obv iou s ly  you don ' t  make any money on 
income tax , o b v io u s ly  we don't  make any money on s a le s  tax, 
i s n ' t  in  the b igge r  sense th i s  new generated a c t i v i t y  i f  there
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i s  no income to the s t a t e  from any r o y a l t i e s  o r  taxes i s n ' t  i t j
|

a net l o s s  in pub - -  pub l ic  s e rv ic e s  provided?
MR. LOGSDON: Mr. Chairman, Represen ta t ive  F in k e l s t e in ,  I  I

I
a c t u a l l y  we are  ve ry t i g h t l y  focused on s t r i c t l y  the petro leum I 
revenue is sue .  Obvious ly the study that was done by Doctor 
Goldsmith and o thers  have made estimates o f  what heavy o i l  
development could mean in terms o f  t h e i r  o v e r a l l  economic

!impact. I  - -  we have j u s t  not - -  we have not looked at that 
g e n e r a l l y  speaking - -  we're - -  tha t the focus has been very 
t i g h t l y  cn the impact on the petro leum revenue s id e .

RE?. FINKELSTEIN: Thank you Mr. Chairman.
REP. ROKEBERG: Mr. Logsdon in the committee s u b s t i t u t e ,

|

I'm not sure /cu had an oppo r tun i ty  to lo o k  a t  th a t ,  but i t 1 
s e ts  fo rward a we l l -head p r i c e  o f  $15 which i s  I b e l i e v e  the 
re p o r t e d  r o y a l t y  va lue type o f  a number. Could - -  would you 
care to  comment on tha t as a c i r c u i t  b reake r  p r i c e  f o r  
suspension o f  the - -  any - -  any r o y a l t y  exemption and you - -  
would you agree that tha t  would be a - -  a f a i r  p r i c e  to  use?

MR. LOGSDON: Mr. Chairman, I  - - I b e l i e v e  tha t  i t  i s
tha t  k ind o f  m od i f ica t ion  tha t  would be a p o ro o r i a t e  to  p reserve jI
a b lanke t  f i v e - y e a r  type r o y a l t y  h o l id ay  f o r  any p roduc t ion  and 
- -  and I a l s o  b e l ie ve  tha t i t ' s  - -  you know - -  i t ' s  p o s s ib le  
tha t  these s o r t s  o f  r o y a l t y  mod i f ica t ions  shou ld - -  cou ld be 
accomplished under the - -  through the Department o f  Natu ra l 
Resources but c e r t a i n l y  tha t - -  tha t would be a s tep  in a 
d i r e c t i o n  tha t  would t runcate the r i s k  the s t a t e  would have f o r
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ins tance  in a case o f  a p r i c e  s l i d e  which occu rred  f o r  a
leng thy  pe r iod  c f  time during the f i v e - y e a r  h o l id a y .

REP. ROKEBERG: And do you th ink  the $15 - -  does that
r e l a t e  to  l i k e  the f e d e ra l  $24 WTI p r i c e  and cou ld  tha t  be a ! 
p r e t r y  f a i r  comparison.

MR. LOGSDON: Compared to - -  what i s  i t  - -  what's the )
|

f e d e r a l  government's cap again?
REP. ROKEBERG: $24 WTI.
MR. LOGSDON: Okay, w e l l  l e t ' s  see - -  chat would take us.

to  - -  a c t u a l l y  i t  wculd be - -  tha t would a c t u a l l y  be a p robab ly  
in  - -  in  the b a l l  park cons ide r ing  the - -  the q u a l i t y  o f  the 
heavy o i l  and the a d d i t i o n a l  t r a n s p o r t a t i o n  costs  to - -  to  move 
i t  to  the p ip e l in e  and the e n t i r e  p ip e l i n e  t a r i f f ,  t h a t ' s j

I
o rob ab ly  in the b a l l  park o f  the number t h a t ' s  somewhat!
c on s is ten t  with the f e d e r a l  cap.

REP. ROKEBERG: And j u s t  one l a s t  th ing , the re  - -  t h e r e ' s
a d i f f e r e n c e  between the f a l l  f o r e c a s t  f o r  '95 and the sp r ing
f o r e c a s t ,  p a r t i c u l a r l y  r e l a t e s  to the - -  the p e r ip h e r a l  sm a l le r  
f i e l d s  inc lud ing  Schrader b l u f f  as po in ted  out f o r  the
committee members on p~ e 3 o f  the white paper . Would you care
to  comment on the d i f f e r e n t  methodology used?

MR. LOGSDON: I - - a s  f a r - -  I  - -  I  don ' t  have the - -  I
d on ' t  have that white paper in f r o n t  o f  me, as f a r  as I  know
the - -  the d i f f e r e n c e  between the sp r ing  and the f a l l  would be 
a fu n c t io n  o f  any adjustments made in  - -  in  the development 
schedu le f o r  the Schrader b l u f f s  i s  a r e s u l t  o f  our

-  1 3 -
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i n v e s t ig a t i o n  in t o  the development p lann ing  f o r  tha t - -  that 
p a r t i c u l a r  f i e l d .

REP. ROKEBERG: Very good. Fu r th e r  quest ions o f  Mr.
Logsdon? Hearing none, thank you v e ry  much s i r ,  app rec ia te  
your test imony .

[END OF REQUESTED PORTION]

- 1 9  -



W h a t  i s  " h e a v y  o i l " ?

L o w  g r a v i t y  

T h i c k

P r o d u c e s  s l o w l y  o v e r  a  l o n g  p e r i o d  o f  t i m e  

D i s a d v a n t a g e d  i n  m a r k e t  p l a c e  

C a p i t a l  i n t e n s i v e

A  f o c u s  o f  c u r r e n t  d e b a t e  o n  o i l  a n d  g a s  i n c e n t i v e s



Previous Heavy O il Developm ent

•  S p e n t  $ 1 3 5  M i l l i o n  o n  1 3  w e l l s  a n d  f a c i l i t i e s  

• A v e r a g e p r o d u c i n g  r a t e  =  2 5 0  B O P D p e r  w e l l

•  E x p e c t e d  R e c o v e r y  =  1  m i l l i o n  b a r r e l s

•  T o t a l  I n v e s t m e n t  =  $ 1 3 5 / B a r r e l

•  U n e c o n o m i c a l

Source: SPE 30289, "Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels", 6/95



Previous Heavy O il Experience
C o n o c o / T r a c t  1 4

*  S p e n t  a  m i n i m u m  o f  $ 1 2 6  M i l l i o n  o n  2 2  w e l l s ,  p a d s ,  e t c .

•  A v e r a g e  p r o d u c i n g  r a t e  = 2 7 5  B O P D  p e r  w e l l

*  E x p e c t e d  R e c o v e r y  =  1 3 . 5  M i l l i o n  B a r r e l s

•  T o t a l  I n v e s t m e n t  =  $ 9 . 3 0 / B B L  

e  U n e c o n o m i c a l

Source: SPE 30289, "Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels", 6/95. Reserves determined from 

decline curve analysis.



S u s p e n s i o n  I n c e n t i v e s  i n  O t h e r  

J u r i s d i c t i o n s

Texas
high-cost gas (10 year exemption)

Utah
wildcat wells (first 12 months) 
development wells (first 6 months)

Oklahoma
horizontal wells (until payout)
enhanced oil recovery projects (until payout)

Montana
horizontal wells (first 18 months)

Mississippi
discovery wells (first 5 years) 
re-activated wells (first 3 years)

Kansas
tertiary projects (for life of project) 
shallow wells (for life of project) 
discovery wells (first 12 years)

Arkansas
discoverv wells (first 5 vears)



SPE 30289

Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels

C. R. Bidinger*; J. F. Dillon, BP Exploration (Alaska) Inc.
* SPE Member

Copyright 1995, Society ol P»trot«um Engineer j. Inc,
Thii ptpar wu pr»par«d lot prtnnlaikyi al !ti» Inttmational Htavy OH Symposium nek) in Calgary. Alcana. Canada, 19-21 June1995.
Thu paper was aelecied lor presenlaiion by an SPE Program Commitlee (oflowing reviawolinlormalionconlainod m an abslracl aubmmad by Ihe auihor(s), Contains ol the paper, as presemad. have not been reviewed by the Society ol Petroleum Engineers and are subiected lo correction by Ihe author)*). The material, at presented, does not necessarily railed any position ol the Society ol Petroleum Engineers, ns oftears. or members Papers prasenled al SPE meelmgs are subject lo publication review by Ediional Commmees ol Ihe Society ol Pelioieum Engineers, Permission lo copy is reslncted lo an absirad ol not more men 300 worda. Idustralions may not be copied. The absirad shook) comam conspicuous acknowtedgmani ol whaie and by whom lha paper is ptes.nted. Wrile Librarian, SPE, PO Bos 633636. Richardson. TX 75003-3036. U.S.A. (Facsimile 214-952-9435).

ABSTRACT

Milne Point, North Slope Alaska, contains in 
excess of 2 billion barrels original oil in place 
(OOIP) in the shallow , Late Cretaceous, 
Schrader Bluff Formation. This resource is part 
of a larger accumulation in excess of 26 billion 
barrels OOIP overlying many of the deeper 
producing fie lds. A small waterflood pilot 
presently produces 3300 barrels of oil per day 
(BOPD) of 19 API oil from 2650 acres in Milne 
Point. Initial average well productivity's of 350 
BOPD, low by North Slope standards, coupled 
with current cost, performance, and fiscal 
conditions, render the resource uneconomic. A 
multi-pronged approach dealing with well 
productivity, drilling and facility costs, and 
development incentives is underway to save 
th is re s o u rc e  from  a b a n d o nm en t. 
Technological and contractual innovations are 
considered keys to success. Which keys fit the 
lock will determine the development of billions 
of barrels of recoverable oil.

Illustrations at end of paper

INTRODUCTION
Milne Point is located approximately twelve 
miles west of Prudhoe Bay on the North Slope 
of Alaska (Figure No. 1). BPXA acquired Milne 
Point from the majority owners, CONOCO and 
Chevron, and began operating the field on 1 
January, 1994. Occidental Petroleum continues 
to maintain a minority working interest in the 
field. The field currently produces 28,000 BOPD 
primarily from the Kuparuk Formation, one of the 
main North Slope reservoirs. The Schrader 
Bluff accumulation overlies this deeper horizon. 
BPXA has initiated a significant challenge to 
commercialize this Schrader Bluff reservoir 
following earlier attempts by CONOCO at Milne 
and by ARCO to the south and west of Milne, in 
the reservoir interval known informally as West 
Sak.

THE RESOURCE

The shallow Schrader Bluff/West Sak/Ugnu 
reservoirs overlie the main reservoirs at the 
Kuparuk River, Milne Point, and Prudhoe Bay 
fields. With 26 billion barrels of oil in place, 
these shallow pools are larger than the North 
Slope's Prudhoe Bay. The Milne Point portion 
of this resource(Figure No. 2), the subject of this 
paper, consists of a stacked sequence of
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reservoirs with variable oil water contacts and recovered. Approximately $126 million he
variable API gravities, covering over 32,000 been invested in 22 wells, four pads, roac
acres (50 square miles). This challenging power lines, and pipelines. As with the We
reservoir is one of the largest undeveloped Sak pilot, this project lost money and failed
accumulations in North America, and with even meet key development hurdles for commerci
modest recoveries, reserves must be viability: sufficient well productivity at low capit
considered substantial. costs.

SHALLOW SAND NORTH SLOPE 
HISTORY

The Schrader Bluff discovery well at Milne 
Point, Kavearak Point 32-25, was drilled by 
Standard Oil of California with partners, Mobil 
and Phillips in mid-1959. Although a deeper 
horizon was tested, the shallower intervals were 
only logged. Additional drilling concentrated on 
the deeper horizons, but the accumulations 
were cons ide red uneconom ic until the 
CONOCO pa rtn e rsh ip c rys ta llized and 
committed to development in the early. 1980's. 
Milne Point #1 was the first to test the shallower 
interval, yielding 125 BOPD of 19 degree API oil 
by drill stem test. The partnership developed 
the deeper Kuparuk Formation starting in 1985, 
leaving the Schrader Buff until later.

Arco's West Sak pilot at the Kuparuk River Unit 
attempted to produce from roughly the 
stra tig raph ic equ iva len t of Milne Poin t's^ 
Schrader Bluff. Commencing production in 
September 1984, an estimated $135 million 
was invested in 13 wells and processing 
facilities. S ignificant additional investments 
were made in reservoir studies and project 
design. The production wells averaged 120 
BOPD without stimulation and about 250 BOPD 
after fracture stimulation. About 0.8 MM barrels 
were recovered before the pilot was abandoned 
in December 1986. Difficult reservoir fluid 
properties (high oil viscosity), unconsolidated 
sands, and low com p le tion e ffic ie n cy 
contributed to the project's low productivity.

CONOCO's Schrader Bluff pilot at the Milne 
Point commenced production in March 1991. 
The pilot was producing about 3,300 BOPD at 
the end of 1993 when BP acquired the Milne 
Point Unit. At this point, the 12 producers 
averaged 275 BOPD/well of 19 degree API 
gravity crude and about 3 MM barrels had been

RESERVOIR CHARACTERISTICS

The Schrader Bluff consists of Late Cretaceou 
near shore marine sand sequences, informa; 
referred to as the "N" and "O" sands. Tf 
individual reservoir units are predominant! 
very fine to fine grained, moderately sorte 
unconsolidated quartz sands with vary ir 
amounts of accessory minerals, mainly ro< 
fragments, mica and glauconite. The reserve 
units are amalgamations of storm deposi 
redistributed, for the most part, below wa\ 
base. Bioturbation, and burrows are common 
some intervals whereas, others display fine 
laminated bedding, suggesting more rap 
sedimentation. Calcareous interbeds a 
loca lly common, often assoc ia ted wr 
concentrations of bivalve debris.

The upper "N* sands consist of multip 
reservoir layers varying in thickness between 
and 15 fee t, w ith permeabilities rangir 
between 5 millidarcies to 5 darcies. The lowt 
"O* sands consist of two main sand bodies the 
although are finer grained than the "N" sand: 
are generally more massive and competen 
These sands are more continuous ar 
correlative across the North Slope than tf 
thinner, more discontinuous "N" interval. Tt 
"O" sands thickness varies between 10 to 35 
with permeabilities between 10 millidarcies ar 
1 darcy. The average porosity in all sand uni 
varies between 25 to 28 percent.

The formation dips gently north-northeast at 
rate of approximately 170 ft per mile. Tf 
resulting monocline is broken by numeroi 
faults of variable displacement, most of whic 
trend no rth -no rtheas t and progressive 
downdrop the reservoir to the northeas 
Depths range from 3500 feet - 4500 feet. Fault 
generally producing offsets between 20-1! 
feet comp«.1mentalize the reservoir to son
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degree. This coupled with stratigraphic 
discontinuities, can hydraulically isolate 
individual reservoir units. 

The fracture gradient is between 0.66-0.70 psi/ft 
with an overburden stress gradient of 0.85 psi/ft. 
The estimated net confining stress is between 
1000 to 1300 psi. 

OIL CHARACTERISTICS 

The Schrader Bluff Pool is understaturated by 
about 500 psi and correspondingly has no gas 
cap. The initial average reservoir pressure is 
1750 psig at 4000 ft true vertical depth subsea 
with an average reservoir temperature of 81°F. 
These pressures are only slightly higher than 
the local hydrostatic pressures. Currently, the 
average reservoir pressure is between 1400 to 
1750 psi depending on producing fault block. 

The hya(Qcarbon quality varies between the N 
and O sands, the deeper O sand containing a 
better-quality crude than the N sand. The N 
sand oil gravities range from 14° to 19° API with 
viscosities between 40 and 140 centipoise(cp). 
The oil gravities and viscosities improve in the O 
sands, oil gravities typically falling between 18° 
to 21.5° API with viscosities from 30 to 45 cp. 
Figure No. 3 shows the anticipated API gravity 
variations across the Schrader Bluff formation. 

In general, the PVT properties of the Schrader 
Bluff hydrocarbons bear a resemblance to 
conventional heavy oil systems, namely: 

• low API gravities (14-220), 
• low gas oil ratio(GOR )(100-200 scf/stb;, 
• low oil formation volume factor (about 1.04-

1.08 rbbl/stb), 
• high average viscosity (30 to 70 cp at 

original conditions). 

The live oils of the Schrader Bluff are dominated 
by the C7 + fractions (67 mole percent on 
average). This corresponds to an exceedingly 
small amount of C2-C6 intermediate 
hydrocarbons and suggests high bio­
degradation. The hydrocarb011s contain no 
hydrogen sulfide, and very liti.le quantities of 
carbon dioxide or nitrogen. The gas 
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composition is primarily methane. The 
formation water contains approximately 27,000 
ppm total dissolved solids, with an average 
salinity of 20,000 ppm NaCl equivalent. 

In common with fluid systems from shallow and 
soft sands, the Schrader Bluff hydrocarbon 
properties exhibit significant variations across 
sand bodies. This variance is seen vertically, 
from sand to sand, and laterally within one sand 
as it is traced down dip. The mapped variance 
is poorly understood at this time. 

PRESENT DEVELOPMENT 

A localized Tract 14 pilot project was initiated in 
1991, developing approximately 2560 acres 
(Figure No. 2). Roads, pipelines and general 
facilities to support 4 pads were constructed and 
presently support 23 deviated wells (Figure No. 
4). A limited waterflood was initiated in March 
1992 The reservoir is currently developed on a 
spacing that varies from 160 acre to 80 acres. It 
is anticipated that development will be 
ultimately be equal to, or less than, 80 acres. 

RESERVOIR I FIELD PERFORMANCE 

Drilling 
Drilling and completion costs comprise one of 
the major cost levers being aggressively 
worked. Historical drilling and completion costs 
averaged $2.3 MM per well. Changes in the 
casing program have resulted in significant cost 
reductions. Current drill and completion costs 
average $1.6 MM, a 30 percent savings. Work 
is underway to reduce these costs further. 

CompleUons 
Typical completion design includes 2 7/8" 
tubing with an electrical submersible pump 
(ESP) and a wellbore heat trace system 
preventing freezing in the permafrost section of 
the wellbore. (Figure No. 5). Sand control 
methods are required to insure long ESP run 
lives. Wells where 0-sands have not been 
controlled have produced varying quantities of 
sand, leading to premature ESP failures. 

Gravel packs, pre-packed screens, and frac­
packed sand control technique~ have been 
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employed to determine the most cost effective 
and least damaging completion. The future 
challenge is to improve frac-packing technology 
and reduce completion costs. 

Offtake History 
Commercial production from Schrader Bluff 
began in March 1991 . Waterflood was initiated 
in March 1992 in four different fault r• :>cks when 
several production wells were converted to 
water Injectors and two additional injectors wer(3 
drilled. There are twenty three (23) wells in 
Tract 14 region; 2 horizontal producers, 15 
active conventiona! producers, of which 4 are 
shut-in because of ESP failures, 5 injectors and 
1 well that was never completed due to faulted 
section. 

Initial production averaged approximately 350 
BOPD. The initial gas oil ratio averaged 
180 scf/stb with watercuts generally less than 1 
percent. Currently, the average production rate 
is 200 BO.PD per well with an average GOA of 
450 scf/stb. The watercut has increased to 14 
percent. The most productive wells of the field 
have cumulative volumes of 0.5 MMstbo. 
Cumulative production to date is approximately 
4.1 MMstbo representing approximately 1.4 
percent of original oil in place within the Tract 
14 region. The field decline rate is 6 percent 
per year (Figure No. 6). 

Completion designs limit reservoir surveillance 
activities. Therefore, alternative data acquisition 
methods are used. For example, AFT pressures 
are obtained in the Schrader Bluff from wells 
drilled to the deeper Kuparuk formation. This 
pressure information provides valuable data for 
monitoring depJetion in the different sands. 

Reserves 
Reservoir volumetric analysis quantifying oil in 
place, as complex as it might be, is one of the 
more straight forward estimations regarding the 
Schrader Bluff. Actual reservoir connectivity 
due to stratigraphy and sedimentology, as well 
as structural compartmentalization, complicate 
the picture. Therefore, sweep efficiency will be 
highly variable and in some areas, ineffective. 
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Additional efforts are focused on quantifying the 
effects of three drive mechanisms providing 
energy to the reservoir: solution gas , 
compacti~n, and water drives. Initial 
performance is attributed to solution gas drive, 
followed by contributions from compaction and 
water support. The ultimate necessity and 
timing of waterflood support is consit~ered key to 
large-scale planning. 

Milne Point's Schrader Bluff contains more tilan 
2 billion barrels of oil. The .Schrader Bluff, over 
the entire North Slope, contains mor~ than 16 
billion barrels. An additional 1 O billion barrels 
resides in the informally named Ugnu sands 
overlying the Schrader Bluff. The oils in this unit 
have progressively lower API gravities 
corresponding to increased bio-degradation. 
The associated higher viscosities, coupled with 
the lower temperatures as one approaches the 
permafrost at 1500-2000 feet, renders 
recoveries from this resource more problematic. 

Assuming waterflood support, and limiting 
production to existing producers, modeling 
indicates recoveries exceeding 16 percent. 
Applying these recoveries to original oil in place 
yields greater than 320 MMstbo with fieldwide 
development. This first generation model will 
be replaced with a more refined simulato · being 
developed to assist in reservoir evall1ation , 
planning and maintenance. 

EOR Recoveries 
The reservoir and oil characteristics of the 
Schrader Bluff make it a prime candidate for 
various enhanced oil recovery (EOR) projects. 
Among the methods that have passed initial 
screening are Air Injection (In-situ Combustion) , 
various floods, such as C02 or natural gas 
liquid projects, and to a lesser degree, steam 
flooding. Each of these methods has its own 
advantages and disadvantages, with varying 
probabilities of success. Several methods 
might ultimately be employed in different parts 
of the field, depending upon local reservoir and 
oil character. 

Scoping models of these processes yield 
possible incremental recoveries from 12-40 
percent over those recovered by waterflood. 
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These models indicate that air injection yields 
the highest mcoveries, although capital costs for 
compressor-3, facilities, and r1 completions are 
anticipated to be significant. Extremely tight 
environmental compliance on the North Slope 
is another significant consideration in what 
processes ultimately move from modeling to 
fisld testing. 

CHALLENGES 

Presently, the Schrader Bluff and the total 
shallow oil accumulation of 26 billion barrels in 
the greater North Slope area, do not favorably 
compete for international development funds. 
Contributing factors are: elevated North Slope 
facility and drilling costs; costs associated with 
environmental protection, presently inflexible 
fiscal terms; all coupled with production rates, 
low by North Slope standards. The combination 
yields net rates of return and paybacks that are 
unattractive under current economic conditions. 

Assuming constant economic factors such as 
royalty rates, and oil prices, main challenges to 
unlocking large-scale development include: 

1) driving down front end capital costs 
associated with drilling and facilities to 
levels, comparable with Canadian and 
northern tier Lower 48 operations, 
through design, operational 
innovations, 3nd judicious contractual 
agreements, 

2) accelerating initial production and 
modifying decline curves on a per well 
basis through innovative completion 
techniques and reservoir 
management, 

3) maximizing ultimate recovery through 
reservoir management and to a lessor 
degree, enhanced oil recovery 
methods. 

If such challenges can be met, the keys to 
success will have been found. 

Costs 
Cost savings have already been realized In 
many areas including: casing programs, well 
head hardware, hydraulic fracture designs, 
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analysis of hole sizing, facilities design, 
piggybacking on existing facility designs, 
utilizing surplus equipment from other North 
Slope assets, pad design, fit for purpose rigs, 
logging costs,. workover costs, and investigation 
of coil tubing ;ompletions. 

In addition, general operating and overhead 
costs are prime targets for reduction. As an 
example, the workover cost of replacing a failed 
ESP, universally utilized at Milne Point, has 
been reduced by half. Furthermore, costs are 
expected to be reduced to one third of the 
original costs within the year. The frequency of 
ESP replacement, a significant operating 
expense, has also seen improvement with 
expected runlives increasing from 3 to 5 years. 

Well Productivities 
Well productivities are primarily keyed ~o net 
pay, oil viscosity, completion design, and ESP 
runlives. Whereas, net pay and oil viscosity are 
variables somewhat beyond control, gains 
have been made in completion design, and all 
operational aspects of ESP's. 

Recent innovative hydraulic fr~cture designs 
involving pumping large volumes in short time 
frames, achieving wide fracture width with 
minimal propagation, have yielded the highest 
productivity index to date. These rates, while 
pushing the envelope of existing equipment, 
have the potential of increasing initial 
production rates by a factor of 2 to 3. 

Environme11•;11 Considerations 
Operations on the North Slope of Alaska are not 
•business as usual 11 when it comes to 
ei wironmental concerns. In these times of 
heightened awareness, Milne Point is located in 
a place where this awareness is focused. 
Alaska contains a high percentage of our 
protected lands within the United States. Over 
50 % of the total acreage devoted to Parks or 
Refuges fall within Alaska, and with this high 
concentration, goes a heightened responsibility. 
As stewards of the environment in which we 
work, we must be diligent in our protection of 
this resource. This stewardship comes with a 
cost, however, and this cost is substantial. 
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Due to land ownership, lease conditions, and 
legislation, the North Slope is regulated by 
three layers of government, the North Slope 
Borough, the State of Alaska, and the United 
States government. As a result, regulations 
must be followed, studies conducted, reports 
filed and permits obtained for each of these 
entities. 

The nature 01: the tundra wetlands and its 
associated flora and fauna drives many aspects 
of operations, all to minimize impact: facility 
design, waste disposal, drill pad site selection, 
road construction, and timing of operations with 
regard to temperature and wildlife cycle. These 
costs are necessary for doing business in a 
responsible manner. But, the costs are 
considerable and put an additional economic 
burden upon any successful development. 
Being fully committed to our environmental 
responsibilities, and simultaneousfy striving to 
find keys to unlocking this resource, crystallizes 
an environmental challenge: finding ways to 
fully protect the environment by reducing the 
foot print, and thereby, reducing overall costs. 

PRESENT DEVELOPMENT PLANS 

The 1995 Schrader Bluff program includes 
drilling as many as 5 wells from the existing 
Milne Point pad infrastructure to achieve higher 
production rates at lower drilling and completion 
costs. Non-conventional wells and large scale 
frac-packs are two examples of technologies 
undE1r consideration to improve production 
rate8. In addition, drilling and completion 
methods and costs are being challen~ad and 
alternative drilling fluids are being evaluated to 
minimize completion and formation damage. 

In conjunction with this drilling program, a 
comprehensive reservoir and fluid study is 
underway to more fully understand 
performance. This work is fully cross­
disciplinary and interlinks at many levels. 
(Figure No. 7) As well as integrating existing 
data, conventional core and downhole fluid 
samples are being taken to further this analysis. 
Much of this data will be the basis for a fullfield 
simulator being constructed to assist in reservoir 
management and evaluation. 
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Development . scenarios for collection and 
processing facilities are being evaluated. The 
aim is to efficiently collect production from 
potentially hundreds of new wells, while 
increasing facility capacity to process the 
flowstreams. Several alternatives are under 
consideration, including debottlenecking the 
central processing plant and 'partial processing' 
of produced fluids at well pads. 

The desire to minimize surface impact by 
centralized pad design dovetails with cost 
reduction. However, this drives up drilling costs 
and complicates field development, and 
maintenanc-3, as it requires highly deviated 
wells. As the iterations involving development 
strategy, facility design and drilling costs are far 
from unique, choosing the final solution will be a 
challenge in its own right. 

EOR processes are being screened and 
scoping analyses will be conducted to evaluate 
incremental recoveries. However, primary and 
secondary recovery, coupled with cost, are the 
main Schrader Bluff economic drivers. 
Enhanced oil recovery is not considered a key 
to unlocking the Schrader Bluff resource. As 
presented in this paper, the keys are closer at 
hand. 
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Figure 4 - Tract 14 Well Location Map 
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Figure 5 - Generic Schrader Bluff Completion 

Figure 6 - Monthly Average Production History 
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SL "'\t.\ l..\RY The Bureau of Land \tana~emem \BL \11 :s1s:;uing chis prop0sed rule to 
.imend the regulations relating to che '" aiver. suspension. or reduce ion of 
re. cal. royalty. or minimum royalty This amendment would escablish cht! 
conditions under which che operators of properties that produce "heavy oil" 
1 crude oil " .. ith a gravity of less than :o degrees) can obtain a reauction in the 
royalt~ rate Thi~tion is being taken to encourage the operators of Federal 
hea.,·y oi l leases ~lace marginal or unt!conomical shut-in oil \\ells back in 
production. pro .. 1d~ an economic 111centi\ e 10 imple111~r 1 ' enhanced otl riCOvery 

projects. and dela\· he plu~i;in~ 0f these! '"ells until the m~mum amount of 
economically reco,erable oil can be obtained tTom the resef'\Otr or tield The 
~L~t believes that this ~mendment \\ ill result in substantial add111onal re'venue 
for the States and federal Government. increase the cumulati\ e amount of 
domestic oil produccion from existing '" c:lls. increase the percentage of oil Q?:> 
recovery From present!\ de\ eloped re:;en airs minimize 1he necessity of drilling 
new v.ells v.1th their a.tditional environmental impacts. assist in reducing the 
national balance of 1rade ddic11. and help promote stability in the jobs and 



:;ervices related to the domestic oil industry 

DA TES Comments should be submitted b~ June 9. 1995 Comments postmarked after 
this date mav not ht· ..:1rn~1dered as part or' the decisionmaking proc~ss in 
l'lSuarn.:e or' a tinal ruk-

.\DORESSES C~H11111c11h :-;hould be :>ent to Director t 140l. Bureau of Lrnd 
\ lanagement. Roum '' '~ . \ tain I nienor Building. 1349 C Street. N W . \\ ashington. 
DC 202..tlJ Com111~:111s "'II be J\t1ilable for public re-.iew in R1om 5555 at the 
abo" e address durin~ regular business hours I 7 .t) a m to -t 15 p m ). ~1onday 
through Friday 
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FOR Fl:RTHER l~FORMATIO'-i CO:'\ r .l.CT Dr k'hn \\ Bt!bl,ut. Bureau uf Land 
\lanagement. 
{ :o:) 452-0340 

SL'PPLEME'.'JTARY fNFORMA TIOS E'\1sting sernun 310.1 J-1 l1fTitle 4.1 . Code of 
Federal Regular ions. pro ... ides t'-"O forms ot' Federal oil and g:l.s ro~ alty 
~t!duction on a ..:ast! ·b~·case basis upon application. and for stripper v.dls In 
0rder to encourage the greatest ultimate recovery of oil or ~as and in the 
interest of conserv£J·:on. the Secretary. upon a determination that 11 is 
necessary to promote development. or that a lease cannot be succl.!sstl.ill~ 
operated under the terms provided therein. ma~ reduce the ro~·alry on an enttre 
leasehold or any ponion thereof The pro ... is1on cuncerning stripper ~1!11 
propenies allo\ ... s ro\·alty reduction r'or properties 1 hat produce an d\ t!rage of 
lt!SS than 15 barrels ur' oil per eligible \\ell per wellvday 

The Bureau of Land \lanagemem t BL \I 1 has reason to belie' e that additional 
ru~ alt~ rel ief 1\..>r produ~c:rs of ht!a\ ~ crude uil ma~ be necessar~ 10 maimatn 
.:urrent le·.-els of de' :·lopmem. prumute "'' estment in enhanced reco\ ery etfons. 
lnd encourage maximum reco...,ery of the resource. thus warranting royalty 
reduction under Section 39 of the \.lineral Leasing Act t30 L· SC 209) 

F~ctuating oil prices. combined v.ith high production costs. have resulted in 
an uncertain economic future for producers ot' low gravity crude 011 /i.s rec tly 
as last January. California producers or' heavy crude "ere spending between S <> 
J ~ rodu-:e .i barrel of ~rude Jil that \\as typ1ca y se ing e \\een 
'5 3 50 and S <> per barrel {from data pru-.ided y t e onsef'\at1011 ornm1ss1on of 
( J!11'vr:11J Oil .:ind Gas Producers 1 \\hen oepreciation. depletion. and 
.1momzauon costs \\ere considered. nearly o9~~ of the state's production was 
uneconomic and more than 13.000 industry and industry-related jobs "'ere at risk 
1 California I ndepenJent Petroleum Association 1 

Heavy crude oil prices have recently risen to the point that the immediate 
crisis in California has passed \.I any of the hea\'y oil properties remain only 
marginally economic. however. and are -.ulnerable to future dm' n-turns in oil 
prices As man~ as C\ .. o-thirds ot' the marg.mal properties could be lost during a 
period ur susia1ned Iv\' uil pnces 1 \.ational Petroleum Council Committee on 
\larginal Wells.·E"e(uti\ e Summa~-Drati I The danger in losing these \\ells is 
that. although produc11on from indi\idual \\ells may be small. their collective 
loss v.ould be significant. The Lnited States \\Ould lose the opportunity to take 
advantage of new technologies being developed by the Depanment of Energy (DOE) 
and industry. and the remaining recoverable reser\'es v.ould be lost 



fh1s prupust'd rule \H>uld preser\ e the contribution of marginal producers of 
ht!aw crude a1I to th~ nauonal resef"\e base: As a result of this relief. more 
\\ t!lls should 5tav on linl! I 1!\ t!ll 1n periods or' depressed oil prices). fewer 
recovt!rable resen es :>hnuld bt! lost. \Ind tl1t!re '' 111 bt! less :tlh cr:;e economic 
impact on States and kh.:al ... \_,mmun1ti~s 

fhc: OUE has modt'1cu the BL \l's propust!<.l royalty rate reduction for hea .. y 
..:ruJt! uil ll 1-> DOE's ..:unclus1on char the proposal v.ill benetit Jll producers 
.._11· ht!:l\ ~ oil \\hilt' rt'ma111ing re\'enue neu1ral 10 all oil producing Sratt!s c:~cept 
Clllforn1a 1(Jlir'orn1a ..:onca1ns the majorny ot'the na11on's hea .. y oil 
resef"\·es) Assuming a West Texas Intermediate Crude oil price of$ 20 per 
barrt!l-a price consistent .... uh recent oil markets·the proposal can be expected 
to increase reco-.erable reserves in California by around n percent. from 13::! 8 
million barrels 10 22:S ~ rnrll"'n ~Mrel5 
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~ pro\'1s1on or the ro osed rule ro" ttks for the term1nat11J11 01' indi' idual 
roval · · ns should thc!--4.¥era •e rn:e nr' West Texas ruenned1ate Crude oil 
nse lO a level greater tha 11 S :~ .r barrel for a period of at r~sl O ) 

~unsecutl'•e months This pro~n is intended to ensure tha1 ('1Sos:1 
ro~ alty relief is Oltty'provided during periods of low market prices 

The proposed rule establishes a sliding scale royaltv rate for qualifying 
hea...,y-oil-producing properties The sliding scale is imended to some~nat offset 
the reduced prices paid for oil as oil graviry decreases. The reduced royalty · ~~ 
rate applies to ualitVinll heavv oil pro enies rather th:rn individual \\ell s. 
ecause production 1:; normallv nm measured for individual l)ll \\ ells. and is 

based on 1he a"erage gra\ity of the oil '"e1gh1ed by 1he prl1du~uon of heavy oi~ l\:ol.1-
1 ..i~,__; 

from each ,.,.ell ''11h1n the propen~ . .\ \\e1ghted a1,.erage gra \ 1t\ 1s used to ~c.l · '/-.Lt...'-

prevent gravity manipulation by selecrively producing wells on a propeny \'vith J..>--.-
heavier gravity crude Ls1ng a '"cigh1ed average of oil gra\ it~ encourages ( r 
maximum recover; from all ,.,.ells .. ,.ithin a prope11y by removing the economic · 
ad' ant age of selecti\ e production __..) 

The rule provides chat either the operator I as defined at 43 CFR 3100 0-5) or 
1he pa~or (as derined at 30 CFR 203 2) must calculate che ''eighted ;nerage 
gravit) of the oil-measured on the Am~ncan Petroleum Institute (API) 
scale-produced from a propeny e\ ery I ~ months to determim: the appropriate 
royalty rate In no c:ise. ho .. ,e..-e.-. \vOuld the royalty rate e.xceed the rate 
established b~ the ~c!rms of the lease 

The section amended by chis proposed rule also pro\'ides for royalty rate 
:-edu.:tions for stripper 0i l \\ells \fan~ pm\ 1~ions of this propos~d rule are 
essential I~ the same :is 1he pro' ision:i 0f the e.xisting regulations that pertain 
10 :it ripper .... elb. c\cep1 tha1 n:rt!rences 10 "stripper well" ha1,e been replaced 
·.\1th "hea"~ 0tl \\ell" The similamy bet,,een the existing provisions penaining 
co stripper wells :ind the provisions of this proposed rule could allo" for some 
restructuring of section 43 CFR 3 I 03 4- 1 to reduce the O'verall regulatory te:<t 
and to increase clarity The public is invited 10 commenc on \. iether 
reorganizing 43 CFR 3103 4- 1 should be considered in preparing the tinal heavy 
oil royalty reduction rule 

The principal author 0f this proposed rule is Dr John \.\. Bebout Senior 
T echn1c::il Specialist. Flu1d:i Group. ;1ss1ste<l b~ the Regulatory \ tanagement Team. 
Bureau ur" lJnJ \ lanagemenc 

II is hereby determined chat this ntle does not constitute a major Federal 
action signiticantly affecting the quality of the human environment and that no 



Jt!tailed s1a1cmen1 puhu.uu l'-' Se(ll\.Hl I 1J:1: II CI uf the '.,\lll>rtal Ell\ 1ronmcntal 
Pohcv Act of I l)o~J 1~2 L' ~ C ~ .i .1:1:ul"11 rs required 

This rule has been rcv1ev.ed under Executt\e Order I :Soo 

The BLM has determined ch:ic this rule \\ tll not ha\ e a s1gnitican1 economic 
effect on a substanual number of small eni1ues under the Regulatory 
Fle'<ibility Ace ( 5 L. S ( •)•~I et seq 1 This 1s because the proposed royalty 
rate reduction is 1,oluntary. requ ires n0 :idditional paperwork. and applies to 
all operators regardlt!ss or" size -\dd!t!011all~ 1he BLM has determined. under 
E't:!cutive Order I 2o:lu. 1h.11 the rulema~1ng \~ill not cause a taking ot'privace 

property 
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rhe BL\ 1 has ~C:rtlticd I h:tt I ht:se rc::gulilllUlh lllt!t:t th..: appli(.lble )tandard:­
!'rQ\. ldc!d in st:c tions :1.11 and :1b )( 2111r' F.,t:1.:u11 -. c: Ordc:r 1:--~ · 

rht:: 1nformatiu11 ~ullt!i.:tlUll rc!llldl 1.'1111.::::' • 11° th1:, I ule ha\ c! bl't:I! apprtl\ t:d b\ 

1 he Otlice of Managemt::n! and Budget undt::r -1-l L' S l' I~() I c::t seq :tnd assigned 
.:learan(e numbers I 0 I 0-UUl/0 and I uv-1-<J 1-t ~ 

List uf Subjects for .t 3 CFR Pan 3100 

Land \1anagement Bureau. Public I .and:;-mineral resources. Oil and gas 
prl1du~t1on. \ lineral rl'~ al ties 

Un \larch 30. I \N:' . an 0u1d:ued 'e1":i1t111 ur' this proposed rule '' as published in 
the Federal Reg1s1er t oO FR I t--l :-l 1 b' 1111stakt! That proposed rule publicauon is 
!iereb~ v.ithdra"•n. and this 'ers1011 is published in its pla~e 

For the reasons stJted in che pr~:imbk .ind under the authoriries cited 
bdo". Pan 3100. Group 3100. Subchapter C. Chapter ti of Tic le -U of the Code 
0r' Federal Regula11011s is proposed tu be amended as set forth belo,-. 

Pl.RT .ll <JU--OIL ..\\0 G..\S LE . ..\Sl\.G 

I The au thorit\ <.:1:auon fur pan >:' ·1 ' .:omim1es tu re:id ilS tiJllO\\S 

..\uchorit\ 30 L' S C 181. ec seq . 30 LS C 351-359 

Subpart 3103--Fees. Rentals and Ro~alc~ 

: Se12t1un 3 I O.l ~-I is amended h re\ 1sing paragraph lb)( I). redesignaring 

pJragraph ( e 1 l~ paragraph 1g1. .uh1 .:1ddmg ne'' paragraphs 1 e .1 and (I) co read as 
t'Ollov .. s 

~ .1103 4- 1 -- Wai\er. suspension . ._1r ·.:duction of renta l. ro~·nll~· or minimum 
ro~alty 

.... "" ... 
t b I( I) ..\n applica tion for the bt:n~tits u11Jer paragraph I a) of this section 0 11 

vther than scripper uil \\ell leases ur he:l\ ~ ui l propenies must be tilt!d by the 
~>perat~.wpa~ur 111 the proper HL \I \»tlke 11 111u:1t contain the serial number of 
the leases. the names uf the record mle holders. uperating rights o~ners 



1 ::;ublessees l. and operators for eal.'.h lease. the descri;:>1ion of lands b~ legal 
subd ivision Jnd a description Gf the reht!t' ret ;uest~d 

.. .... . 
n~ F~ 1.kral lease or pon 1on thereof 

>e~re~ared for ro~· a!ty pµrposs:s ,1 .;p01111µ 0111za11b)n area. 9r .1 unit pamc1pat ing 
:irea. operated b~ the same operator. 1ha t prl'duces crude oil with a weighted 
average gravity of less than 20 degrees JS measured on che American Petroleum 
Institute (AP[ ) scale 

t ~ l .-\n oil rnmpleuon 1s a completion from \\ hich the energy equivalent of the 
~i ii produt:ed c:\.:et!d~ tile ~ncrg~ cqut' .1k11t 1.it' til t! gas produced (including. the 
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i:r11rn1nt!d liquctiable h~drn(:trbons) or am (1Jm p1 t!lll'n producing utl anu less 
1hJn t-1) \1CF 0f gas per day 

tt) Hea\y oil \\cll property royalty rate rcducuons \\ill be administered 
according to the follu"•ing requ1remt!nts and pro(cdures 

( I) The Bureau ot' Land \1anagement requires no spec1tic application form for 
the benetits under paragraph (a) of this sec11on for heavy oil v.ell properties 
Howe\ er. the operator1payor must norify. 1n wnung. the proper BL\I otlice that 
it is seeking a heavy oil royalty rate reduction The letter must contain the 
seri;d number of the affected lea5es l or. as apprupri;ite. the communitization 
.tgreement number or the unit agreement name). 1he names of th~ operators for 
each lease. the -:Jkul:iced ne\ .. ro~alty race as determined under paragraph ( t)(: I 
of this :;c::ct1on. ::ind Cl'ptes ~'!'the Purchaser's Statements 1sales receipts) to 
document the \\i:r!.!htcd a\era;.e .\Pl !.!ravm for a propert\ 

(2> The 0per:itor must determine the \\eighted average API gra .. ity for a 
property by a"eraging (adjusted to rare of production) the API gra.,,ities 
reported on the 0perator's Purchaser's Statement for the last 3 calendar monrhs 
precedin~ the operator's \Hltten notice of intent to seek a royalcy rate 
reduction. during each of\\ hich at lea'it one sale was held This 1s s~O\\ n in the 
following 3 illustrations 

1i1 Ir' l property has oil sales e\ e~ month prior to requesting the ro~alty 
rate reduct1on in October or· I \J94 . the operator must submit Purchasds 
Statemc:it:> for Jul:- . .\ugu:'t. Jlld September of I \°'194 . 

I ii) If l prope:-ty has sales uni~ c\ e~ b months. during the months of \larch 
and September. pn0r :u requesting the race reduction in October of 1994. the 
( · I 8083] operator must :>ubmit Purchaser's Statements for the month:> or' 
September 1993 . • 1nd \larch and September 1994. and 

1iii1 Ir' a prupen~ has mu1t1ple sales each month. the operator must submit 
Purchaser's Statem~nts for eve~· sale for the 3 c::ntire calendar months 
rmmediacely preceding the request r'or .1 rate reduction 

t 3 J The follo~ing equation must be used bv the operacor;payur for calculating 
the \\le1 \er:HLe API !.!ra\'itv for a hea\y oil \ .. ell propeny 

t \'[I ]xG( l ]1-1\'[2]xG(2]1-1 V(11]xG(n]) \\'eighted A\·erage 
-----------------------------------------------= . .\Pl gra vit ~ tor 

\'(I J-V(:! j-\'[ n I a property 



Where 

\'[I! - \\.ernl.!c l'roJu-:t i11111bbl~1 Cll ' \\cll =I '-''.:r tht! last 3 ..:al~ndar 11wnrhs ~1r' 
.;ale~ 

\ l2l · .\\l!ra;!c IJ r1 1dlh.: ,111 tbbl::I/ ut'\\c:ll =2 U\l'r the last 3 ..:alendar months ut' 

sales 

\ '(nl = . ..\verage Produc110111bbls11)t'each JJditional v.ell t\'[31. \'l~J . t!IC) U\l!r 

rhe last 3 ~alendar munihs ut' ~alt!s 

G( 1 I = .1. verage Gr:i' 11~ 1 degrees I of u•i produced from Well =I o" er the last 3 
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G(:I = ·\\ eragc: Gr.1\llv 1Jt!:=rc:es11.lf0il ~'r1.,du\.'.cd from Well is:? O\c:r tile I.1st 3 
calendar months of s.1lt!s 

G[nJ = .\verage Gra\llY (dcgreesJ of each add111onal \1,ell (G[J J. G[~ J. etc J u\er 
lhe last 3 calendar months of.sales 

Example Lease ".\" h.1s 3 \\ells pr0du~1ng .11 the follo\1itng a\ erage rates over 
3 sales months \Atllh the followin~ :tssoc1ated average gravities Well :JI. 4.000 
bbls. I 3 degrees .-\Pl. Well :;2 . t"llt)n hbls. 21 degrees :\Pl. Well #3. ::.ooo bbls. 
1~ degrees API Lsing rhe equa11011 a!"lme-

r4 1JOO' IJl -( b.IJOU ~ 21J- 12.'J'".I' 1-11 17 2 \\'eighted Average 

I -LOOO - o.000 · 2.000) 

1-i) For those properties subject to .i co111111unitization agreement or a unit 
pamc1pating area. the \veighted a\ erage .\Pl oil gra\ ity for the lands dedicated 
to that specitic communitizauon agreement or unit panicipating area must be 
determined in the manner prescribed m paragraph ( t)( 3 l of this section and 
assigned to all property subject to Federal royalties in the communitization 
=igreement or unit pJrticipating area 

15' The opt!rator pa~or must use the follo\A.ing proct!dures in ordt!r 10 obtain a 
royalt~ rare reduction under this seclion 

l 11 Quali~ing ro~ ally rale dett!nn111acro11 

1 ...\)The operator1payor must calculate che \1;eigh ted a\ erage API gra\.ity for 
lhe property proposed for the ro!ahy rare reduclion in order to ,·erir) that the 
property qualifies as a hea1,·~ oil \\ell propeny 

1 Bl Properties that ha"e remO\ ed or sold oil less than 3 times in their 
productive life may still quali~ for this rc .. "l~alty rate reduction However. 110 

further reductions \\ill be granted until the proµerty has a sales h isto~ of at 
least 3 production months ( se~ paragraph ( t)( ~ H iii) of this seer ion) 

(ii) Calculating the qualifying royalty rate If the Federal leases or 
portions thereof ( e g . communitization or unit agreements) qualify as heavy 
uil property, the operalOrtpayor must use the \-.eighced average API gravi1~ 
rounded down to the nearest ...,hole degree te g. 11 7 degrees .-\Pl becomes 11 



R\'' alt\ Rate RedU1.:t1\lll 
:0r Ht!.I\ \ Oil 

\\ <! 1 ~h1eJ Rm alt\ 
.1, l!rJg~ .\Pl r~ue 

~ra\ 11' I per.:1!111 I 
1degrees1 

C' 0 5 
I~ 
" ., 
3 I 
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11) .1 <I 

! I .o; 
• • 

:: 'o ~ ;)_.o . ~ 
; ~ f~ ~ #--~ i::I J.~ -. . 
I' ~ 2 ~,... IOV"'1f ,>~ 
:~ ~~ t+fl ~.C\lj ,, \i-'l(j(Y'\ 
18 108 ~\.~_, 
19 116 "' 

c '.!O 12 5 7 s LM ~ .5 

11iiJ '-e\\ ro~ally r~1e etfo.:11\c .:1atl:! The ne'~~t~· rare \\ill be effecti\e 
vn 1h~ tirs1 da~ vf pr0duc11un 2 11H.1111hs atier BL\I rece1\cS 1101itication by 1he 
dperaror payur The r:lte '"ill appl~ IO all oil production from the propeny for 
the next 12 months It' the A Pl oil ~ra" 11~· is 20 degrees or greater. the 
royalt~ rate will be the rare Ill the lease terms 

I iv) Royalty rate dererminations 111 subsequenr years (A> :\! the end of each 
12-month period. beginning on the tirst day of the calendar month the royally 
rate reduction , ... e111 into effect. the '"'pera1or pa!·or must determine the '"eiglued 
,1\ erage . .\Pl otl gra\ 11~ for 1he pr0pen~ for that period The operatort pa~·or 
must then determine the royalty rate for the following year using the table in 
paragraph ( t)( ~){ii> of this section 

1 Bl The upera1or1payor must compare the newly de1erm1ned royalty rate w the 
1n1ual qualifying ro~alty rate The opera1or:payor must notify Bl\1 of i1s 
determinations under this paragraph and paragraph t . .\ J of this <}· 
3103 l--Ht)t5Hiv1 The new royally rate \\ill not become effective umil the 
tirst day of the second month atter BL\1 receives notitication. and ~ill remain 
effective for 12 calendar months 'otitication must include copies of the 
Purcha:,,ds Statements tsales rect!ip1s1 and be mailed to the proper BL\t otlice 
It' the operator does not notify the Bl~ I of l he new royalry rate within 60 days 
alter the end of the subject I :-month period. the royalty rate for the heavy 
oil \\ell property\\ iii return to the r:ue in the lease terms 

1' J Prohibition Any heavy oil propen~ reporting an ~Pl a·;erage oil gravit1 
determined b~· BL\I 10 have resulted from an~· manipulation of nonnal production or 
Jdulteration of oil sold from the pro pen~ \\ill not receive the benetit of a 
ro~ alt~ ra1e reduction under !111S paragraph It) 

1' 11 C enitication The operator1payor 111usc use 1he applicable royalty rate 
when submitc ing the required ro~·alty [ • 18084 J reponSJpayments 10 the 



.\linerals Mana~emc111 Service I \l\IS 1 Ir· '>ubm1t1in~ royalt' repon::i. µaymen1s usrng 
a royalt:-i ra1e reduc111Jn authorized b-.· this paragraph ( t). the operator/payer 
must cenify that lht! . .\Pl uil gra1,1ty for the 1n1ttal and subsequent I ~-momh 
periods v.as not sub1ect tl1 111ampulat1011 \,r .1dultera1ion and the royalty rate was 
determined in accordance "'1th 1hc requ1r~111en1s and procedures nt' this paragraph 
( t) 

t \ 1i) .-\gency aclt\Hl If an uperator:pa\ ur 111~orrectl\ calcul:\les th~ 
ru~alty rate. che BL \I ,,111 Jeterrrnne the ..:urrc:(t rate .11H.l notify the 
~1pcracor · pa~or 111 '' n1111~ .\11~ ;1dJ11ion,1I ru~alties due an: pa~able mmiediately 
upon receipt of this no11..:1: fhe BL\I ,, ,11 assess la;e paymt!nt or u11derpaymem 
..:harges in accordan..:e '"11h 30 CFR :! IS I IJ::'. The BL\I will 1enmna1e a royalty rate 
reduction for a propcmy if BL\1 determines that the API od gra\'it~· ,..,as 

... 



PAGE l!J 
60 FR I 308 I . • I 8U84 

manipulated or adulterated b~ tht: operatort p~~ur Tt:rminations of royal!:. ratt: 
reductions for ind1v1dual propemes will be dlecuve on the effective date of 
the royally rate reduction resulting from a manipulated or adulterated .\Pl oil 
gra\1ty so that the termination \ll ill be retroactive to the etlecme date of the 
improper reduct1011 The operator·paylir must pay 1he difference in royalty 
resulting from the retroacm e appl1ca11011 of the non-manipulated rate The BL~1 
\\lill assess late p;i~ mem or underpayment charges in accordance ~ith 30 CFR 
218 102 

I ( o) The BLM~USP.end or termi~ all royalty reductions granted under 
this paragraph (f) upon 6 mnnrh's notke i11 the Federal Register '"hen BL\.1 
Jecermines that- .. 

\ \ 1 i l The Jverage 01' price rerna111s .1b0' e 5 :~ per barrel o>. er a period of o 
', consecut1\e months (based nn the \Vest Te"(as Intermediate Crude average posted _.,-'v 

prices and adjusted for inthtion using the implit:ic price detlawr for gross ~ ~ 
national product v.1th 1991 as the base ~e:iri. or ,,_ ,_p-j~ ~ 

- - ol'-~ ~~~-
tii) · mber 10 1997 therovalrvratereducrionsauthorizedb\ chis V"~'V' 'f'l".J,r,;.'u, 

£.aragraph (t) have not been effecri-.e in reducin1£ the loss of ot erw1s~ ~ if" V · 
recoverable reserves. This will be Jetermined by evaluating che expected 1,ersus e..JLf • ~ c). oJI"" 
the actual abandonment rare. the number of enhanced reco 1, ery projeccs. and che o+ . ~· 
:imount of operacor reinvestment that can be attributed to thi~ rule 

17 1 The heav! oil well propeny ro!alty rate reduction applies to all Federal 
uil produced from a hea\~ uil property 

1 SI If che lease royalty rate is lov.er 1han the benefits provided in 1his 
heav:. oil \veil propeny royalty rate reducti0n program. the lease rare prevails 

(9) If the propen~ qualities for J stripper \i.ell propeny royalt~· rare 
reduction. as well as a heav~ uil \\ell prnpeny reduction. che ltmer of the two 
rates applies 

1I 0) The operator1payor must :ieparntely calculate rhe ro}alty for gas 
production (including condensate produced in association \\ ith gasJ for 011 

completions using the lease royalty rare 

1 I J 1 The minimum royalcy pro\ isions or' E 31 03 3-2 \'viii continue ro apply 

... "' .. .. 
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SL'\.l\IAR'i fhe Bureau of Land \lanagemenc 1BL\l11s issuing this proposed rule to 

amend che regula11ons relating. co che \\ aiver. suspension. or reduction of 
rencal. royally" or minimum royalty This amendment would establish the 
conditions under \i.hich the operators of properties that produce "heavy oil" 
I crude oil with a gravity of less than 20 degrees) can obtain a reduction in the 
royalty rate. This action is being taken to encourage the operawrs of Federal 
heavy oil leases to place marginal or uneconomical shu1-in oil \1.-dls back in 
production. provide an cccmomic mcentive to implement enhanced oil recovery 
projeccs. and delay the plugging of these wells until the maximum amount of 
t!conom1call\ recO\·erable oil can be obrained from the reservoir or tield. The 
BL\1 belie1,.es thac 1his amt!ndment will result in substantial additional revenue 
for the States and Federal Go1,,ernment. increase the cumulative amount of 
domestic oil production from existing \veils. increase the percenrage of oil 
reco\'ery from presently de\. eloped rcserYoirs. minimize the necessity of drilling 
new wells with their additional environmental impacts. assist in reducing the 
national balance of trade deficit. and help promote stability in the jobs and 



sen. tees related Ill 1 ht.! dnrnt!sllc 1>il industry 

D.\ fES C0mme111:\ -.h(ndd ht! -;ubmittcd hv \ lay 30, 11>95 Comments postmarked arter 
1 ht~ Ja1 c ma~ n1 It h: ". ·1b1dered .1~ pan ' 1 t' the dl!c1s1011111a~ 111g proct!ss in 

' ~"uance of a rinal ruk · 

.\DORE SS ES C. '1 11111cn1:1 ~hould be sl!nt 1u Director 1 1-lO I. Bureau 1)f Land 
\fanagemenc. Room ~ ~ ~ 5. \lain In terior BuliJing. 13-l<> C Street. N \V . \Vash1ngton. 

DC 20240 Commenrs \\111 be available for public re\le\\, in Room 5555 ar the 
:ibo\e address dunn~ regular business hours 1-: -l5 am ro -l 15 pm l. \londay 
1hrough Friday 
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Sl'PPLE~1E!'ITAR Y INFOR\1.-\ TIO'- E ''sting Sc( ti On 310.1 4-1 of Title ·-L'. Cude of 
Federal Regulat ions. pro-. ides t\\O forms of Federal oil :ind gJs royalty 
reduction on a case·b~ ·case basis upon .:ipplicauon. and for smpper "Welis in 
order co encourage the ~reatest ultimate reco .. ery of oil or gas and in the 
interest of conserva1ion. the Secretary. upun a determination 1hat 11 is 
necessary to promote de\·elopment. 0r that a lease cannot be successfull y 
operated under the 1erms pro\ 1ded therein. ma~· reduce the ro:v-alty on an enure 
leasehoid or an~ ponion thereof The pro\ 1s11.)11 concerning. stripper \\ell 
propenies allows royalty reduction for properties that produce an a .. erage of 
less than 15 barrels of oil per eligible \1,. ell per \.\ell -da:-' 

The Bureau of Land Management 1 BL\ll has reason to belie1,e that addiuonal 
royalty relief for producers uf hea' ~ crude oil may be necessary to maintain 
current le .. els of develoµmenr. promote im estment in enhanced recovery efforts. 
and encourage maximum reco\er: of the resource. thus \\ arraming royalt} 
reduction under Se(t1u11 390t'1he \ li11eral leasing Act ( .10 Li S ( 209) 

Fluctuating oil price:>. c0111bined "11h high production costs. have resulted in 
an uncertain economic fucure for prcducers of low gravity crude oil As recently 
as last January. California r roducers vf heavy crude were spending bc!meen S 9 
Jnd S I 0 to produce a barrel or' ~rJae vii that \\as typically selling for bel\'veen 
5 3 50 and S 9 per barrel l from data pro" ided by the Conservation Commission of 
California Oil and Gas Producers 1 \\ hen depreciation. depletion. and 
amortization costs were considered. nearl ~ 09° o of the state's production was 
uneconomic Jnd more chan 13.00U industry 31ld industry-related jobs v.ere at nsk 
(California I ridependem Petroleum -\ ssociat ion) 

Hea\.y crude oil prices have recently risen to the poinr that the imrr.ediate 
~risis in California has passed \ tany 0f the heavy oil propenies remain only 
marginally economic. however. and are \Ulnerable to future down-turns in oil 
prices As many as two-thirds of the marginal propenies could be !ost during a 
period of sustained lo" uil prices 1 \auonal Petroleum Council Committee on 
\1arginal Wells:Executi\e Summary-Drati) The danger in losing these wells is 
that. :tit hough production from 111di\ 1duul \\ells may be small. their collective 
loss \\Ould be sig111ticant The Lnited States \\0uld lose the opponuni ty to take 
advantage of ne\\ 1echnologies being de\ eloped by the Department of Energy I DOE) 
Jnd industry, and the remaining reco"erable reser\eS \.\Ould be lost 



rt11s prop\1,c<l rult ''uuld presc.:r' c 1he cor11rih111lm of mar~111al producers of 
;1e.1\ 1, ..:rude L>tl to 1 ht.• 11,11w11al re":>en e b:l:ic.: ·\3 .1 rc.:sult uf this relief. more~ 
,, dis should stay llfl l111e I e'en in penu<l-; 11 1' depressed oil prices). le\\ er 
~t'(O\t:rable resenc.:' ,IJuuld be los1. .1nd :here \\Ill be k,.., ad,erse eL'llllomic 
: mpa~r 1..'n '.:it.111..·s .111d l\ical ..:11mmu11111e':> 

The DUE h.1:i m1'1.kleu the BL \l''l prL'Pl "c.:J r,1,:llt~ rate reduction for heav~ 
,: ;-uJe \.>ti II IS Q()f'"., .:.i11\.'.llt:\l\ll1 lhal the proposal -. .. ill benetit all producers 
·r' l1eJ\~ utl \1.htlt' : .: :~ 1;1111111~ rc\ellue 11c::t11r:il lL> illl otl producing. States except 

!.'.d1t'ornia 1 L11tforn1.1 ..:011w111s the 111a10rn' 1>1° tht! nauu11·s he.t\ 1, oil 
~est!l"\t!SI .-\ssumin~ J \Vest Texas lntern1ed1ate Crude uil price ufS :o per 
barrel-J price ..:uns1sce111 , ... ,111 recc111 oil mar~et~-1he proposal ~an bt! expected 
to increase recoverable reserves in Cal ifornia by around 72 percent. from I 32 8 
rnllliL1n barrels 10 :::> 5 1111lli\111 b:lrrel.; The increase in reco\erable reser.es 
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, .. 111 ul11matt!lv resul1 1n a .i~ p1:!rc~111 1n~rt!aSt! in Federal revenues truyalllt!S 
and ;11d1\1duJI J11J l..'.11rpurate 1axes1 and :i -N perct!11t increase in (alifon11a 

'\t.ite re' enut'.~ 

.\ provision or' the propused ru 11! pro" ides fM the termination of individual 
royalty reductrons should rhl! a"erage price of West Texas lmermediate Crude oil 
rise co a level grearer than S :s per barrel for a period of at least o 
consecutive months This provision 1s iml!nded to ensure that royalty rdief is 
only provided during periods of IO\\ market prices 

The pmpc1c:ed rule es1ablt=-hes a ~l1cii11~ scale rnvalty rate for qualit\ing 
hea' ~ -1.11l-µruJt.~ 1 11g proµ~rtlc!\ fhe ~hdin~ :i~ale is intemled to some"hnt offset 
tile rcdu~t:J prices p;,mJ ri.i r 1.11i :is ~111~r:t'11~ decreases The reduced royalt~ 
rat!! applies to qualt1\i11g !lea'' utl pruperues rather than 1mJi \ idual \\ells. 
because producuon 1s normaliy not mc::asun!d for indi' idual oil wells. and is 
based on the average gra" ity of thl! 1.'il ., ... eighted by the production l)f hea\ y oil 
from each well \\ithin the proper!~ A ''e1ghted ;l\ erage g.ra'tit~ is used to 
prevent gravity manipulation by selecti' dy producing wells on a properly with 
hea,·ier gravity cnide Using a '"eighted ;l\ erage of oil gravity encourages 
maximum reco\e0 from all '"ells \ .. ithin 3 property by removing the economic 
ad.,.antage of :>elecmc production 

The rule pro\ 1de~ that either che uperator 1 :ts detined ac 43 CFR 3100 0-5) or 
the payer 1as Jetined at 30 CFR : •JS : I must calculate tht! \\eighted a1verage 
~rJ\ it~ of the oil-measured 0n lhe . .\merican Petroleum Institute (:\Pl) 
scale-produced from a propt!l1~ e\·er: I: months to determine the appropriate 
r0yalry rate The ro~ alty rate for ~ears ~llbsequenr to the ini tial I: month 
penod v. ill be the lesser of the ne, ... 1~ .::tlculated royalty rate or the royalty 
rate determined for the initial ~ear This pro" ision is necessary to avoid 
discouraging :tdditional investment in enhanced reco,ery and , .. orkovers that ma;.' 
ha"e the ..:vllateral effect of increasing. the gra .. it~ of the oil produced from 
the propeny In 110 ~:ise. ho\\e\er. \\t>uld the ro~alt~ rJh! e'<ceed the rate 
establi:;ht!d b~ the terms of the le;ise 

The section amended by this proposed rule also provides for ro~·alty rate 
reduct ions for stripper oil wells \1any pro.,.isions of this proposed rul~ are 
essenuall~· the same as the provisions ot' the e'<isting regulations that penain 
to stripper '"ells. except that references to "stripper '"ell" have been replaced 
'"ith "heavy oil '"ell" The similarity bel\\een the existing prmisions pertaining 
tt> stripper \\ells and the provisions of this proposed rule could allo'" for some 
restructu ring. of section 43 CFR 3 I 03 ~ - 1 10 reduce the overall regulatory text 
and to increase clarity The public is invited to comment on whether 



r1.•l1r~an1zin!; -I~ ( r:R : : : -1-1 -.lhitilJ h.· 1."'ll'llOt'red 111 µr-.!p;1r1n~ the tinal ht'a\y 
\111 rl)\:tltv redu..:111111 :uk 

rile! µrin..:1pal Jullh.'r Llr" !l11-. p1"t1µu..,t'J 1 t1 :1.• t'I Dr J1Jlt11 \\ 1:ku1Jut. St'111ur 
Tc!chnical Spec1all~t D1\1:;i.•11 ur"Flu1d \11111.:rals. ·'""'~ted b;v the ~ 1 atr '"1t'1he 

1)1, l'ilull l)f Lc:~i-.lat j \'11 Jnd Rt!~tilat1.1f\ \l,111a!:?e111ent. Bureau of lJnJ \lanagl.!ment 

11 is ht'rt:b\ Jc! tcrm111t'd 111.I! 1h1:i rule Jl1cs not (1J11srnu1e a maJor Federal 
let ion s1gn1ticanch .irlec1 1n:: d1t' 1.1ual1t~ \)f the human t'1w1 ronment and that no 
detailed statemeni pur:iua111 11.l St'(tion I 1 • : 1: )( C 1 0f the \;ational E1w1ronmental 
Poli(~ -\(t of 1\101.11-1: I ~ C -13 ~:1:11C111s rt'qu1red 
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This rule h.1, nccn revle\1. t:d und~r F. ~eCUll\l' Order I 2860 

rhc:! BL \I has dc1cr1111m:d 1ha1 1h1s ruk ·.1.111 not ha"c:! J s1gn1tic:1111 eco11urnic 
~rl~cc 1.rn d subs1.11111.il 11u1:1hc:!r l)r' .. mall c111111~s under !he:! Regula1u0 
Flc\1bil11~ ~cl 1~ l -. l . '>''' c:1 :>c:!q l rl11'i 1s becat1se 1he proposed ro~;1l1y 
1a1c:! rc:!d uc11on 1s \ulu111.u · •. require:> nu Jdd111u11al paperwork. and applies to 

Jll operators regardlt!Ss uf size ~d di tionall~ rhe BL\1 has detenmnc::d. under 
Executive Order I 2b30. that 1he rulc!making \'- ill not cause a taking of private 
propeny [ 11 I642b J 

The BL \I has certitied that these regulations meet the applicable '\tandards 
pro\1ded in sections 2(J / ;ind :1 b11 : 11•t' E\eculi\e Order 1 ~ 778 

fhc 11H0rma11u11 \.'.ullc:!t.:Uun rcqw1cn1c111s ut'1h1s rule ha\c: been appn1'cc.l b~ 
1 he Ot1icc: ur" \ lanagc:11lelll and BuJgc:!I undc:!r 44 L S C 3 ~()I c:!I sc!q Jnd a~,,1gm:d 

1.'.lc:!arance m1111bers 1tJ10-tJ090 and 11)114 -0 14~ 

List of Subjects for -D CFR PJn 3 I 00 

Land \lanageme111 Bureau. Public LJnds-mineral resources. Oil and gas 
production. \l inernl ro!ahies 

Fur 1he ie:i :iurb '.)1a1cu 111 :he preambk. JllJ under the auchortt1c!:i cned 
:-elO\\ . PJn J luCi. Gruup .111.11J. ~ubch;1p1er <.".Chapter 11ut'Tirle4.l l)f the Code 
,_, :· Fcder:il Regula110ns 1s pr01.h.1:icC1 to b1:: a111e11ded as '.)cl forth belO\\. 

PART; 100--0 IL A~D GAS LEAS l'.\G 

! The authority citation for part 3 100 conunues ro read as follo" .. s 

-\uthority 30 L' S ( ISi. c:!t sc:!q . .10 LS C ~51-359 

Subpart .1 I 03--Fees. Rclllals and Ro~ all' 

: Section 3103 4-1 is amended by re\ 1:i111g paragraph t b H I 1. redesig.nating. 
paragraph ( e) as paragraph t gJ. and adding new paragraphs le) and <t) to read as 
rbllov.s 

~ 3 I 0 3 4-1 -- Wai\ er. suspension. or reduction of remal. ro~alty llr minimum 
rovaltv 



.. ... 
1b11 I 1 ·\11 appli~at11.H1 f\ll' 1hc:: .1buH' l'l.'llclit::. \Ill uther than stnpptr oil , .. ell 

\ .:asc-. 1 hc::a'' \1d pnJ~'cl'tlt:"S 1mi-.1 bt.: tik,i 11' the 0per:it1.' r pa~or 1p the prnpc::r 
HL \1 otfo.:t: It 11n1'11.:\1111.un1hc:: -sen.ii m1111hl.'r of the lt!:tst:s. the names of th~ 
re..:"' J :1tk hol<lt:r ... . ,1pt.:rat111::: ~ i ':!llls 0~1, nt!1~1 ... ublessees I. and 0pt!ra10rs for 
1::1..:h icJ:>c . the dt:,.:n~111,1 11 of lands tw le~!al ... ubdivision and a descrip1i1.,111.11· 
111..: rc:11c:t requc~t..:d 

.... . . 

1 e )I ! 1 ..\ hea\·~ 1.1il \\ cil pro pcm~ is any Federal lease or ponion thereof 
.,egregated for ro~alt\ ~'lll'jh.!:'1.'S . . 1 .:,,111mu1111ization area. ur a unit 
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µ.1nic1pJting area. upc:ratl!d by thl! .,;1ml! 1lpl!ral\ll '. cha: produl.:I!=> (rudl! 011 with 
.1 \\l!1ghtc!d J'.erage gr;l'.ity of less thJn : 11 dcgrcc:s as measured on tl11! American 
Pc:trolc::um lns11tu1e 1 AP!) sc:tle 

1: I -\n lHI compklllln 1s a completion frtHll \\ h1(h the energy l!quivalent of the 
vii prnJuced exceeds the energy equivalc!lll uf the! ~as produced (including the 
t!11tra1ned liquetiablc! hHiru(arbonsl or an\ (umplc:tion producing 011 and less 
than oO .\ICF of gas per day 

( t) Heavy oil well property royalty rate reductions will be administered 
according to the folk'l\\ing rc!quirements and procedures 

1 I I The Bureau <.)t' Land \lanagement requires no speci tic application form for 
chi! benerits under paragraph 1a1 0r.tl11s se(tion for hea .. y oil "ell properties. 
Hv\\C:\ er. the operator payer must nout~. 111 '-"riting. the proper Bl\1 otlice that 
:1 is sed.1ng a hc:a"' oil ro~alty rate rc:durn011 The lettc::r must ~omain the 
;,c:n:tl numbl!r of 1he atfo.:tcd le:tst:~ I 01 . :\'.\ appn.'prime. the communit ization 
.1greemc:m number ur the: unit agrec:nh!nt name). the names ut' the operators for 
each lease. the calculated ne\ .. royalt~ rate as determined under paragraph ( t)(2) 
of this section. and copies of the Purchaser's Statements l sales receipts) to 
document the v.eighted a\erage API gra .. ity for a property 

, : I The operator must determine the \\,eighted average API gravity for a 
propen: by a .. eraging 1 adjusted to rate of production} the . .\Pl gra\·i1ies 
reported on the operator 5 Purchaser's Statement for the last 3 .:alendar months 
preceding the 0per;110r's \Hltten notice 0f imenr to sP.ek a royalty rate 
rduc: ion. Ju ring t:;id1 ot' \\ h1ch '1t least one sale \\as held This is shown in the 
r011u'\ ing :1 illustrations 

1 i) If a property has oil sales e\·ery month prior to requesting the royalt~ 
rate reduction in October of I 99~. the operator must submit Purcha:)c!r's 
Statements for July. August. and September of 1994: 

11i) If J pro pert~ has :>ales 0111~ e\ ery b momhs. during the months of \1arch 
nnd September. prior to requesting the rate reduction in October ot I C)<)4. the 
.. iµer JI.Jr lllU:)[ ~ubmll Purchasc:r's St:tte111e111s for the momhs ur September 1993. 
Jnd \larch and St!ptember I •N-1. and 

(iiiJ Ira property has multiple sales each month. the operator must submit 
Purchaser's Scatements for event sale for the 3 entire calendar months 
immediately preceding the request for a rate reduction 



I .I J The follo\.lrtll~ t!quation mu:;t bt! ust!d by !ht! 0pera1or1 payor for 
calcularing the weighted average API gr;ivny for a heavy oil well propeny 

1\'[1 JXG[ I j)-\'[ ~I \ (i(1 p-1 \'[ n J\G[ n JI 
-------------------------------·- ·--------····= Wt!tghlt!U Average .\Pl gravity 

\.'[ 1 J-\'[:~ I·\ I 11 I 1'ur a prupt!rl\ 

Wht!rt! 

\ '( 1 J=Average Pr0duc11on 1bbls1 ,11· Well :: I U\er the last 3 calendi\r months of 
sales 

V(2]=Average Production (bblsl of Well #2 over the last 3 calendar months of 



P.\GE lo 

Vl n J= .\ verage Producuun \ bbls) 01· ~ach JJd11 ll11lal "di ( \ 'l-' I. \'[ .. q. etc ) uver 
the last 3 calendar months ~,f sales 

G[ 1 J= Average Gravit v t degrees 1 ur" oil produced from Well ;: I U\ er the last 3 
calendar momhs of salt!S 

G(:'.j=.\verage Grnvtty 1degrees1 of oil prodm:ed from Well #'1 O\er the last 3 
~alendar months of sales 

G[n}=A,erage Gra'vtt~ 1Jegrees1 of ead1 Jddiuunal '"di IG[3J. G[4J. etc) uver 
the last 3 calendar months 0i' sales 

t::.xample Lease "A" has 3 \\ells producing at the following aH~rage rates over 
:; sales months with the follu,.,.ing associated :l\ erage gravities Well :; I. ~.000 
bbls. 13 degrees ..\Pl. \\.'el l =2. 6000 bbls. 21 degrees API. Well =3. 2.000 bbls. 
1..i degrees API Lsing the equation abu,·e· 

1..i.ooox 1J)T(o.ooox~1> -<~.ooox1 ~ > 

................................... = 17 '.! Weighted Average .~Pl gravit~ for 
l-l.OOO-o.000-~.000) propen~ 

(-l) For those propenies subject to a communitization agreement or a unit 
participating area. the ''eighted a\erage .\Pl oil gravity for 1he lands dedicated 
to that specific communitization agret!mem or unit panicipating area must be 
determined in the manner prescribed in paragraph \ t)(3) of this section and 
assigned to all pr1Jpeny [• lo~27J subject to Federal royalties in th~ 
.:ommu111t1zatio11 agreement 0r u1111 panicipating area 

( 5) The operatori' payor must use the follo ..... ing procedures in order to obtain a 
royalty rate reduction under this section 

(i} Qualifying royalty rate determination 

t A) The operator1payor must calculate the v.eighted average API gravity for 
the propeny proposed for the royalty r:ue reduct ion in order to verif~.- that the 
property qua lities as a hea\'~ oil v.ell prop1m~ 

t B) Propenies that have removed or sold oi l less than 3 times in their 
productive life may still qualify for this ro~alty rate reduction. Ho"ever. no 
further reductions will be granted until the property has a sales history of at 



le .1 ·;i ; product 11.111 1: 11111! h:> ts~~ para~1.1ph 11·n "/( iii) oft his stcllon 1 

111 ) Calculating the qual irying royalt~ 1 at t! It" the Federal leases or 
peniuns thereof I e g . ~ommun111zat1on or u11 11 agreements) quali fy as heavy 
oil propc!rt y. the op~rat or· payer must use the weighted average API gravity 
rounded down to the nearest \1ohule th.:~rte tt! g . 11 7 degrees API becomes 11 
J~grees). Jnd determine the apprnprtati.: ro\ :11ty rate from the t'ol loYting table 

Rv\'alt\' Rate 
Reduction for 

Heavy Oi l 
\\ eighted Ro~alt~ 
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:!\ l:!rJl!t= ratt= 
-\Pl 1 percent J 

gra .. 11~ 
1 Jegrees) 
0 f.I 5 
~ I ~ ' 
8 

., ., 

9 3 I 
10 3 9 
11 ~ 8 
12 5 6 
I .l b 5 
I~ ~ ~ 

I~ 8 2 
lb \) I 

17 \) ') 

18 10 s 
19 11 6 
20 11 s 

(iii) \e\\ royal!~ rate etfecti\'e date The nevi royally rate will be etfecti\ e 
on the tirst day of production 2 months a tier B LM receives no ti tication by the 
upc!ra1or1payor. The rate will apply to all oil production from the propeny for 
the next I~ months If the :\Pl oil gravity is 20 degrees or greater. the 
royalty race \\ill be the rate in che lease terms. 

1i\'1 Royalty race determinations in subsequem years 

(:\)At the end of each I '.!-monrh period. beginning on the first day of the 
\:alendar month the royalt! race reduction went into effect. the operator/payer 
must determine the ,.,eighted average . .\Pl oil gravity for the propeny for that 
period The operacor:payor must then determine the royalty rate for the 
follov.-in~ year using the table in paragraph (t)( 5 )(ii) of this section. 

I B) The operatorlpayor must compare the ne" ly determined royalty rate to the 
initial qualifying royalty rate The operacor/payor must notify BLM of its 
determinations under this paragraph and paragraph (A) of this t!jl 
3103 l-4(t)(5)(iv) The IO\\er of the two rates will be used for the new 12·month 
period The ne\\ royalty rate will not become effective umil the tirsl day of 
the sec:ond monrh after BL\I receives 1101iticarion. and "'ill remain etTecti\e for 
I~ \:alendar months ~ot1tication mu!'l include copies of the Purchaser's 
Statemc:ncs \sales receipts) Jnd be mailt!d 10 the proper BL:\'I otlice. If the 
0perator does nm nocit)' the BL~ t of the new royalty rare within 60 days an er 



th~ ~nd 0f the suh1c1.:1 I 2-month pcri1.Hi. 1ht.· rnvalty ra1e for the heavy oil well 
prop~ny will r~ma111 .1t th«:: previous r\.'\:tltv rat ~ ltntil the ne'lt 11-momh 
ann1 \ ersarv 

tC) rhe royally rate v.tll ne .. er c..;ceed the hea .. y 011 propeny royalty rate 
(alculated during the tirst qualifying p~n0d unless and until BLM terminates 
all heavy oil royalty rare reductions u11Jer para~raph (t)(6) (i) or (ii) of this 
section 

1' 1 Prohibition .\nv heavy oil property reporting an API average oil gravity 
determined by BL \I 10 ha\ e resulted from any manipulation of normal production or 
aduhera1ion of oil :'1.ild from 1he pro pert~ "ill not receive the benefit of a 
ro~ ally rate reduction under this para~rJph ( t) 
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1 \ ' I) Ct!rtiticat ion The op~r:ttor · pa:·or must use the applicabh! ro~alt~ rate 
\\ ht!n submi11ing 1he required royaltv report St payments to the \ linc:rals \1anagemem 
')t!rv1ce < ~MS) 111 submitting royalty r!!pons.-payments using .l royalt~ r:Ht! 
ri::duction authonzc:d b~ this paragraph ( n. the operator/payor must cemty that 
1he API oil gravit~ for the initial and subsequent I :?-month periods \I.as not 
subject to manipulation ur adulteration and the royalty rate was determined in 
accordance with the requirements and procedures of this paragraph ( t) 

(vii) Agency action If an operator/payer incorrectly calculates the 
royalty rate. the SLM will determine the correct rate and notil)· the 
operator/payor in v.riting Any additional royalties due are pa~·ahle immediately 
upon receipt of this no1ice The BL~1 v.ill assess late payment or underpayment 
charges in accordance wi1h 30 CFR : 18 I 02 The BLM will terminate a royalt~ rate 
reduction for a propen~ 1f BL~ I determines that the API oil grJ\ ity \\as 
manipulated or adulterated by 1he operator:payor Terminations ")f royalty rate 
reductions for individual properties \1till be t!ll~r.tive on the etlecli\ e date of 
the royalty rate reduction resulting from a manipulated or adulterated API oil 
~ravity so that the termination will be retroactive to the etfecti\'e date of the 
improper reduction. The operator/payer must pay the difference in royalty 
resulting from the retroacti ve application of the non-manipulated rare. The BLM 
~ill ass'!ss late paymem or underpayment charges in accordance ''-ith 30 CFR 

~ 18 102 

( 6 J The BLM may suspend or lerminate all royalty reductions grantr.!d under 
lhis paragraph (t) upon o month's notice in the Federal Register \\ hen BLM 
determines that-

( i) The average oil price remains abo\'t! 5 ~8 per barrel over a period of 6 
consecutive months t based on the West Texas Intermediate Crude average posted 
prices and adjusted for intlation using the implicit price detlator for gross 
national product with I \)C) 1 as the base year), or 

I ii) Atier Septemlier IU. I l19-:'. the rnyalt\ rate reduct ions authorized by this 
paragraph tt) ha1ot! 110t bt!t:n nu1 ..:tl'el.'.ti\ e in reducing. the loss of othen"ise 
recoverable reserves resulting from \\dis being shut in or abandoned. 

( 7) The heavy oil well propeny royalty rate reduction applies to all Federal 
oil produced from a hea-.y oil propeny 

( 8) If the lease royalty rate is lower than the benetits provided in this 
hea11y oil well property royalty rate reduction pro~ram. the lease rate prevails. 



IC)) If the propeny qualities for a st rippl!r \"ell propeny royalty rate 
reduction. as well as a heavy oil \\ ell prnperty reduction. the lower of the two 

rates applies 

l It.I) fhe operawr pavur must ':it!pararel~ ~i1kul:ue the royalty for gas 
µrl•duct1u11 ( includ111g 1.:undensate prucJu.:ed 111 ass0c1ation ~ith gas) for oi l 
.:umplettons using thl.! lease roya lt ~ rate 

( I I) The minimum royalty pro" isions of@ 3103 J-: will continue to apply 

••••• 

·• 'l 
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the ertectlve d&l11 of thl• rearu laUon, of 
• peti t ion to r111nat11.te a lean under 
13108.N of thl1 title; and 

1() Ea.ch auccaedJnlf time a specific 
le11.118 I• re1natated under t 3Ul8.:hl or 
thla title, the annu•l rental on that 
lea.se shllll Increase by •n &ddltlonal ~ 
per acre or fraetlon thereof for leuea 
throt wer11 orlrlnally luued non­
competltlvely and by an &ddltlonal SID 
per acre or fraction thareor for Jeuea 
tho.L wertl orllflnally luued competi­
tively. 

I~ FR I~. May " · l!IM and b3 lo'R %21:11, 
J11n111, 1 ... 1 

t3103.3 Royahlet. 

13103.3-1 Royally oa procluclloa. 
(a) Royalty on production 1hall be 

""yable only on the mineral lntereat 
owned b1• the United Stat.ea. Royalty 
ahr.11 be paid In amount or Vall.le of the 
production removed or eold u rollow1: 

(1) 121h percent on a ll leuea, lnclud­
lnr axchr.nre and renewal leaae1 l\nd 
lea.aea l111ued In lleu or unpatented oll 
pl11.eer mln1nr cla lma under 13108.2--4 of 
thl• title. l11u1d after December 22. 
IN!, except: 

Ill Leuea luued atter December 22, 
19'1. re1ulttnr rrom otfer1 to leue or 
blda nled on or before December 22, 
1917, which a.re 1ub11ct to tbe rain In 
etrect on December 22, 1917; &nd 

Ill) Leuea laeuad on or before Decem­
ber ~. 1817, which ..,.. aubJect to the 
rat.ea contained In tbe le ... or In reru· 
la tlon1 at tha time or luu.ance; 

(2) I~ percent on aoacompeUtlve 
leue1 relnetated under 13IOl.2-3 of thl1 
title plua an &ddltlonal 2 percentac•· 
point looreue &dded for MCb 1ucceed­
ID1 relnatatemant; 

<31 Not 1111 tb&D 4 percent.ace polora 
above the rat.e Wiid for royaJty deLtr­
mlnatlon contained In the leue t hat la 
relnat.ated or la force at the time of 1 .. 
1uance or tho , .... t hat le relaa&&ted 
for compet.lt.lve 1....... plu1 an &ddJ· 
tlonal 2 peroaatac .. polnt lncreue 
&dded tor •Mila aucceedlns relnatate­
ment. 

lb) Leuel c.bat qualify under epeolnc 
P10Vl1lou or Ule Act of AUl\llt I, 1141 
(30 U.s.c. 2313> ma1 apply for a l1111lt&­
tlon or a Jll~ percent ro1&Jt1 rate. 

A3 CFR Ch. II (10-1-9~ Edition) 

t1:l The avera~e producLlon per wen 
per day ror oil and ica.:1 shall be deter­
m111ed pursu1.nt lo 13 CFR 3162.7-4. 

Cd) Payment of a royalty on the hc­
llum component o( lf&.:s 11hall not con­
vey the right to extract. th1: ht!llum. 
A ppllcatlon~ for the rl&ht to eura.ct 
hollum sh111l Ile made under part 16 or 
this title. 

I~ FR 221311. J1111e 11, 191111 

13103.3-2 Mlalmum royaltl-

Clll A m1111mum royalty ehall be pay. 
able at tho expiration of e&eh Jea.ao 
Yet.r be11 innlng on or after a dlacovery 
or oil or r a.s in paylnlf quantities on the 
Janda leued, "xcept that on unitized 
leuea the minimum royaJty ahall be 
payable only on tha partlolpatln& llcre­
&¥0, at the Collow1111 ratee: 

(1) On leue1 la.sued on or after Au­
ru•t 8, 1946, and on those luued prior 
thereto If tho lel!IM!e fllee an election 
under 1ect1on 15 of th11 Act or Auiruat B, 
1916. a minimum royalty or I I per a.ere 
or fraction thereof In lieu or reoi.al , H· 
cept u provided In paracrapb ta){2) of 
thla eectlon; and 

<21 On leuea laaued from offera nled 
after December 22, 1981, 111d on com­
petitive leun laaued from aucceaat\JI 
blda placed at oral auctlone conduct6d 
after Decembar ~. 1987, a minimum 
roy&Jty In lieu or rental or not I• 
Ulan the amount. or reat&J • hlcb otber­
wlu wouJd be required for that leue 
year. 

(bl Minimum royaltlea ahall not be 
prorated for r.ny landa Jn which the 
United State• owna a ll"Mltlonal Inter· 
eet but ahall be payable on the (uJI 
acreare of the laa.ae. 

(c) Mlnlmwn royaJUH 1114 rental• on 
non-partlclpatlnr acreaae ebaJI IM pay­
able to the S."lce. 

(d) The minimum royaJty Pl'OYl1lona 
of thl1 eecLl011 1b11l be applicable to 
leuee relnacated under UlOl.J..3 oc Lbl1 
rJtle 1114 1 .... luutd under UJOI,,._.. 
of th.11 UtJe. 

ltl rR - · J1111 22, 1913, .. iuneacl..t u • 
n II.,, Mar, :n, 19M; ti PR ..... JllJJ ». 
llN; Ila Pa ... June 17. 1•1 
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1ui.au ~Land Monogement, lnleriof 

• :JJO:l.-6 Promotloe ot develop111eat. 

tJtOS.•-1 Waiver, eU8pea1ion cw ,... 
diactloa of real.II, royalty or mlal· 
1111&• royalty. 

, 111 In order to en.:oura.re the irreateat 
uluniate recovery of 011 or gas and In 
the Interest of conaervauon. the Sec· 
rct11 ry. upon a determination that It h1 
nc1:ellllllfY to promote devl!lopment or 
that tho lease. cannot be aucceasfully 
operated under the terma provided 
therein. may wa.lve. auepend or reduc~ 
tll" renLll or minimum royalty or n:· 
du<:e the royalty on t.n t:ntlr11 leui:· 
hold. or any portion thereof. 

1bl( I) An application for the above 
1ie11ent.a on other tht.a 1tr1 pper 011 wull 
111opertlee 1hall be filed In the propur 
BLM omce. It •hall contain the eerlal 
numben or the leue11, the n~•• of the 
record title holden, operaunc rlarhu 
own.in 11ubleueea1, and operatoD for 
each lieue. the deacr lpllon or lands by 
le1al subctlv11lon and a deacriptlon or 
the relleC requeated. 

121 Each t.ppllcatlon ahall show tt.e 
number. locatlon and status or each 
well drilled, a Lahul r.ted statement for 
e1ch month cover1nr t. penod or noL 
loaa th.an 6 montha prior to the date .iC 
flllnll the appllc11.L1on of the il111Crei:ate 
amount or oil or wu aub1ect tn roy~lty, 
the number or well• counted u produc­
lnlf each month and the averf&it pro­
duction per well per day. 

(3) Every •ppllcatloo ahall contain a 
der.alled 11.&tement or expeneu and 
c Oll.I of opera tlnir the entire leue. the 
Income from the lllle of any production 
and all racca tendlDI to ahow whether 
the well• can be 1ucc111fuUy operated 
upon the Claed roy&lty or rental . Where 
the r.ppUcatton 11 for a reduction In 
royalLJ, tull Information 111&11 be fur· 
nlr.btd u to wbewr oven1dJna royal· 
Llee, paymtnt.I out of production, or 
almllar lnter11t.1 ..,.. l)llld to otben 
t.b111 Ule United Scatee, tbo amou11t.110 
paid llld enorta made to reduce them. 
Tile appllcanL aball aJIO Ole ..-i­
menta of Ule holden to a reduction of 
all oU..r ro1alt111 or almllar paymenui 
Crom &lie 1 .... bold to an ..sregate 1101. 
In es- of on•baJC th• roy&ltl11 due 
tbe U11.Uad Stai.. 

(c l(l) A 1trlpper well pcopertY 11 any 
rederal leut or portion thereof .. , . 
r11al.Od for royalty Pllf'POMI, a 

§3103.A-I 

curnmunlt1ut1on J1.1rreement. or " par· 
t1clpat1ng uea& of" unit &4(nement. up­
eratetl hy the Slime operator. that pro­
duce:i .tn averaice of lesa than 15 barrela 
or Oii per ell.-ahle well per well·day for 
the quallfy1n1t period. 

121 .\n elleihle well 1s " " 011 well that 
produces or o\n 1n1e.:t1on well that 1n-
1e.:ts .inil as anteirral to production lor 
llnV ptnod uf ume tlunnar the qualify. 
10.: or sub.e11uent 12·month period 

C31 .-\n 011 completion 1s il compleuon 
from which the eneriry eciu1valt:nt of 
the 011 pro11uced u ceeda the entrvY 
equivalent nl the ICM produced llnclud· 
lnlf the enLrained liquid bydrocarbon11 
or any completion producing ull am! 
tesa thlln 60 MCF of 1o..s per day. 

14) An 1n1tr.uon well 11 a well t hat In· 
1ect.1 a n uad for seco11dary or enhanced 
ual recovery, 1ncludlnr reeervolr pres· 
1urn rnalnteno&1h:<: opel'atlona. 

ldl !:)trapper 011 well property royal ty 
rate reduction •hall be adm1111atered 
accordlnlf to the followanr require· 
menu and procedur.,s. 

Ill An &ppllcataon for the! benonu 
under paraicr11ph 1a1 or this ~tctaon tor 
stripper 011 well properuea as not re­
qu1rec1. 

1~1 ToUI Oii production lre1111,rdleu of 
Jlspcmuon I for the sub1ect (>olrlod from 
the td11e1ble wella on the property la to· 
1.ale1I o&nd then divided by the tor.al 
numller uf well days or portion• of 
da.ya, bolla proJ11c1n1e ot.nd 1n1ectlon 
1lay1, 3.11 reporte•l on Form MMS-3160 or 
~M~ for the ellr1ble well• to de · 
termlne the properly averace daily 
production r•te . f'or thoae properth11 
1n commun1t1zat1on acreemeata r.nd 
partlclpatlnar • reu of umt ..,.reemenu 
that have allocated (not r.ctuall pro· 
dUCllOD, the productlOD rate tor aJ I • II· 
~ble well(• ) 10 Ulat 1pectn c 
communltu.au.on ...... meat or partlcl· 
patlnr area 1s det.ennlMd &!Id •ball be 
uelrned LO that t..llocat.ed property la 
Wt communJU.Uon -.reemeot or 
partlCl p&tlnlf Ari&. 

(3) Procedureti to be UMd by op11rac..or: 
Ill QuallfylDf datMmiD&tlon. 
(Al CalcuJaLe ao aHraf• d&Jly pro­

duction rate for the property In order 
t.o verify wt th• proopert.y qua.llOea u 
t. etr1pper property. 

IBI Tb• hiJtl&l ql1&111)1ns l)lrtod Cor 
produc1111 propertlee 11 tlle per1od Au· 
run 1. tlllO. t llrou,b Jilly 31, 1991. For 

349 
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the propertlee that were shut-In for 12 
conMcutlve montha or loqer, the 
quallfyl111 period 11 t'.le 12-month pro­
duction period lmm11dla tely prior to 
the ehut-ln. If the property doee not 
qualify dur1n1r the Initial quallfylnr pe· 
rlod , It m•Y later qualify due to pro· 
ductton decline. In thoM cues. the 12· 
month qualll'Ylnli period will be Lht1 
ClrtL conaecutlve 12-month period be· 
rlnnlnr after A~uat 31 , 1890, durlnf 
which the property qual10e1. 

(II) Quallfy1111 royalty rate calcula · 
tton. It th11 proper ty quaun ... uae the 
production rate rounded down t o the 
next whole number <e. r .• s:r becom11 61 
for the quallfylnw period, ud apply the 
followlnlJ rormul& r.o de"8rmlne the 
mt.idmum royalty rate for oil produc­
tion from the Federal leuu for \!le life 
or the protrram. 

Royalty Rate C%1 = 0.$ '"(0.1 • Lll• n•~• 
dally productloo rat.ti 

The formula~lcuJat.ed royalty rate 
shall apply to all oil production (ucept 
condenaate l from the property ror the 
nnt 12 munth•. Th• rate 1h&ll be ertec· 
LIVI the rlnt day or the production 
month t.fter the Mlnerala Man1Ctment 
St1rvlc1 IMMSl recelvH notification. Jr 
the production rate 11 15 barrel• or 
""'at.er. the royalty rat.I wlll bt the 
rate In th• 1- t.trma. 

(Ill) Outy1&r1 royalty rat.a caloula­
tlona. 

IAI At the end or e&eh 12-mont.b pe­
riod , the property aver .. • ck.llr pro­
duction rat.I •hall be detarmlned for 
that ~rlod. A royalty rate ahalJ t.IMD 
be calculated uellll' th• !onnula ID 
~pb (d)(3)(1t) oC tbl1 llOtlon. 

(8 ) TM DIW calollla&.ed royalty rate 
ahaU be compand '°cu qualU~llll' s-­
rlod royalty rate. nie lower or U.1 wo 
ratll &hall be l&Md for the CW'T9nt s-­
rlod provided &bat tu opera'°r notlD• 
Uae MM8 of LA• DIW roiraltir rate. Tll• 
DIW roiral&lf rac. allall DOt btcomt eC· 
CtoUYI llDUl t.be ftnt claJ oC t.bl month 
after tb• NMB reoel'• notJnaataon. 
NotlncatJon &hall be ....:elved on Porm 
MM8""""" and llllJlld tD MJDtrall Man· 
.,amen& a.moe, P .O. Bo• nuo. Dea· 
ver, CO 1112l'r. U th• open.tor do. no& 
notlfY the MMB or cu new roJallY rr.tl 
wlUaln 80 clay1 att.r the end or ti\• eul>­
jeot 12·month period. tbt roralt.J ratl 
for t he property ah&.11 ninrt b&ok to 

a 17 

the royalty rate ear.abll1hed 11.11 t be 
q11allCylhlJ pttlod royalty rat.II, 11rfec­
tlve at the be(tnnlhlJ or I.be current 12· 
month period. 

(C) The royalty r11te 1hall never u ­
c11ed t he calculated 11uallfyl111 royalty 
rate for the lire of thl1 prorram. 

(Iv) Prohibition. For the quallfY1nrt 
JM1rlod and any eubaequent 12·montb 
period, the production rate 1hall be the 
reeult of ruutlne operationa l and eco­
nom ic ractora for that period anti Cor 
that property and not the r11ult o r pro­
duction m&nlpulatton ror the purpoee 
o r obt.alnlng a lower royalty rate. A 
production rate that la tle!A!nnlned to 
have rt1Ulled from production manipu­
lation wlll not receive the benefit or• 
royalty rate reduction. 

(V) Certification. The applicable roy­
al~y rate 1hall be uatd by the operator/ 
payer when aubmlttlnir the r~qulrad 
royalty report111peyment1 to MS8. By 
aubmlttlnl' royalty r11porU11p&ymont.a 
111lnr the roya lty re.IA! reduction beoe-
11 IA of thla prQf?'&m, the open.tor cer­
tln11 that th• production rate for tb1 
qua llrYlntr anll 1ubeeq11ent 12-month pe· 
rlod we• not eubJeot to manlpulatton 
Cor the pur1)0M or obt.alnln1 the benefit 
of a royalty rate ,,,ductlon, and the 
royalty rau. wu calcula!A!d In accord· 
ance W".lth the lnatructlon• and proce­
dure1 In tbeM r1rulaLloD1. 

(vi) A.rency a.ctlon. U a royalty rau 
I• Improperly calouJated, tbe MMS will 
calculatt the cornet rat.I and lnfonn 
the operr.t.or/payon. Any addJUooal 
royalt111 due are pay1bl1 lmmld.lately 
upon noUftoatlon. Lace payment or 
underpairment charfM •Ill be -4 
In accorclanct With 30 OFR 2.IUCD. 'ne 
BLM m&Y terminate a royalC.J race re­
ducLlon II It 11 det.ennintd th.at tbe 
production rate wu manipulated by 
tb• operator ror the PW1lOll oC rectlv· 
lq a roira!c.y rate reduotloD. T•nnl· 
naUou or royeJty race 1'9duotlou "111 
be efCecc.tve on t.be etreotlve clatl of t.b• 
royalty ra&a rlductJon ruult.1111 trom 
the manlpula&.ed product.ion rate (I .e ., 
t.be termination •Ill be 1'9CIOMltl'8 tD 
tb• effective cla&e oc the Improper rw· 
diaoLlonl. Th• operatortpayor ehall pay 
tb• dlfferenct ID royalty reeulUlll' from 
the rwtl'Oactt VI appUcac.lon or the 
llDJTlllll pulat.td ra t.e. Late pairme 11 t or 
udarpayment charf• will be UMMICI 
ID accordance wltb 30 CPR 211. lCD. 

Bur.au oC Land~. '"*'°' 
r-(41 The royalty rate reduction prov1-

:ilon ror 1trlpper well propertl•• •h•ll 
' lJe .iffectlYe u of October l , 192. If lht: 

011 price, adJuated for tnnatlon by BLM 
, and MMS, ualnlJ the lmpllclC. price 

tleOator ror arou natlonAI product 
wah 1991 &1 the buo year, remains on 

1 aver•IJe above S28 per barrel. bued on 
Weet Tua1 lnlermedlate c rude t.Yera1te 
posted price for a period of 6 consecu­
uve month•, the bendlU of the royally 
rale reduction und~r this :1ect1un may 
b& termina ted upan 6 months' nouce, 
publ11hed In th• F£1>1UlAL RWl&Tl!ll. 

1~1 1'he Secre tary wlll «!Valuate the 
'errecuveneu of thti u rlppo:r well roy· 

.i.lty reduct ion prC)iram and may .1 l .i.ny 
time aru r September 10. 199'1. terrn1-

§llOU-1 

nate any or a ll royalty reduction• 
1Jranted under tll!1 ttcuoo up0D 6 
month• DOllce. 

(61 The su'lpper well property royalty 
rate reduction beneCILS 1hall apply to 
11.ll oil produced from the property. 

17! Tbe ro1111.l l Y tor IJU produc tion 
llnclucllnii ll11u1ds produced 1n ueccla• 
lion with 11 a:s 1 for 011 compleuon1 aha II 
be cnlculaleJ si:puately usin11 th~ 
le1Ase royalty r:ue 

181 If the le.i.3~ ro~·alty rate 1s lower 
thlln the 1>tne(11s prov1deJ 1n this strll>" 
per 011 property roy.i. ltY rate rtJu.:t1on 
protcnun, the lea.l>.: rate pn?v11ls. 

191 ·rttt m1n11num ro}"lllty provts1on~ 
or t :iio.13-'2 ... pply . 

1101 ~:xa.mph:~. 
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t 
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f / .IJ·J C:tru/1cat1011, 

fa) Pu.roleum en111n .. r'a certlllcatton 
proJect. 
111 la l•Derlll. 
Il l Tlmln1 or •:ortlllcuton 
131 Content of certtnc~tlo~. 

lb> Operator'• ton t1nuatl cortllle&tlon 
proJact. 
ti> In ltDtral. 
121 Timi-. or ct rtlflcallon. 
Ill Cont.eat or ctrtlllcatlon 

101 Nouct ot swoJ• Ct termination 
1111• rntnl. · 
121 Tl mint' ot nollc•. 
131 Coni.tnt ol nouce. 

tdl F'allurt to aubtntt certification 
1e1 £rrectlve cSaw. · 

or a 

ul a 

f l .IJ-1 Q11o1llflllt cnllo"ctd otl rt cuuerv COiis. 

ca > Qualllytnr ua11.t. 
Ill IA 1•n•ral. 
121 h~~tt P•ld or lncurreU ror an uaet 

w . c la u"d to Implement more than 
one ttuallllotl •nhancoil oil recover 
~roJect or ror o th•r acttviuoa Y 

1b1 t;o1ta ll•lln•a . 
c I• Quallrttd tertiary lnJ•<:Lilnt upen 
t21 lntanslble tlt1llln1 and deveto"p'~·ent 

l!C)d'-t. 

tar •ran11ble 1>rorertY cons 
H t E:umploa. · 

1u1 l'r1n1ou·y purpose. 
111 In uneral. 
C21 Tertiary l111ectant co•ui 
rl~~~~f1t'lbl• <lrllllnr a~d dtvelopm~nt 
co 1'aarlbl • property cona 
151 Olf1llor• drllllna platlor~ 
lll&umplH. ' 

td~l~ta ii-.ld or Incurred prior to Ont IDJec· 

111 In r•n•ral. 
121 Pint IDJactlon attar Ollnr or nturo ror 

ta&ablt l'•t COlt·I art &llOlfllble 
131 tint lnJectlon more than 38 month» 

II i.tr oJo.. ,,r t.aaabl• nar co• 1.11 are ""'Id 
llrloownd. ,... 

1411Ajecltlo11& hi volum .. l•u tban t he vol· 

11
:i=,.-:c.!.ntd ID ""- llfOJect plao. 

It ) OUi.r NI•. 
Ill ADll·•-- rule. 
CJ) C:O.ta paid or Incurred to a~ulr• 1 PfOJ.c!t. ...... • 
ll>&aampl .. , 

ll. IJ-S Ai.ruk ll111111111on. /lll~lllld/ 

fl .4M £1.cuo~ OUU/ #CIUJ'll IJ. 
1 ·:1~:~.0D~~~vr, tile Ct941t DOL ·~y. 
Ill '11ma tM ma~- tlM olecuoo 

tb~':UW.:~= O( maklDI tM elect!~. 
tlou. 111 pattoerelllaa a nd 8 corpora. 

11 IJ- 1 l::t/te11ue date o/ rf(lu/oll • ,. 116~1 n• othrr dian that or •n opera t1n• 

(T:o aoa. ~1•'R6411'l3. Nov. 2:1. 111921 • ..-1 unarut u"'ner. 
t 

1 
-:, ,.rnc""'' uf lht crtdll. A taxpayer's 

.43-1 The eabanc~d oil _ 11 , 15 111 iamount equAI to 15 perc. ent 
c redll-'1t11Deral rulra. ~ :rru • \II ~ h d I GI Ult t;\itpa.yer's qua. leu t!ll Anet 01 

lAI Clu1m1n11 the cmlit-d) Jn oi·trY coat.a ror the LUl\ble year. re-
'I'he ~nhAno111I oil recovery e r.lit ~ctd by the phue·out amount, If a ny. 
"credit") la it component of t he ( ~icrmined under pa.r11.11r11.ph tc1 oC this 

:J8 iiencm11 b11al11ea11 crt1dlt. A r.a1,_,31 • .,cuun. 
tha t ow1111 11.n operulnir mlntnrJ ~fcl p11aJt·OUI of the etedll OJ crude 011 
eat (&a defined In tt.81 ... 2(b)) lo a ,ncrJ 1"crtu11-<ll In 111nnul. Thci 
erty m•y claim tile credit ror q ""aunt of the credit tde tcrmlned w1th-
enhanced nil recovery coiu ( ut re11ard to thl• pt.ral(raph I c II !or 
terlhtd In U.1~1 paid or lncurraa.c. &I>:/ t:ua!!le yea r II reduced by .1n 
the l.1Xpayer In connection wl~ unount which 1>11t.r11 the sam1: ratio to 
qualicted enhanced oil recovery pr ht ,unount or the credit 1deterrmne1I 
<aa described In t l.i~2) unde 0 I ~~out rctrard to thlB paravraph 1c11 
with reapeot to th ll property A _ 
payer that doe& not own an 

0
·pe 111 Th• amount uy which the rel· 

mtner11I Interest In 11 property ma 1rcnce price determined under ~i:tlon 
claim the credit. 1'1l the extent a: :91dM2llCI Cor the calendar yea r 1mm11· 
Included In the currant year buat dlaltiY precedlna< th• ca lendar yel\r 111 
c red l t unde r aucuon 38!bl 11 IUI • k!Ch the tanbhl year beiitns ucueds 
under se.:tlun 38. the credit 11 gi tu ad1ust11d under parlll!raph tcll'.!I 
back or !orward under the sectlOll , or thl• s11ctlon1; bear• to 
buatness crecllt carrybac lr l inl S6. 
carryforward rules. -· 121 /n/lulwn ud1wlmn11-111 In on1erol. 

12) f:ru111p/e1. 'l'he follnwinir llll&m ror any taxable year heK1nn1111C tn ct 
Illustrate the prlnclplea or thl calendar year alter 1!191 . an a m ount 
icraph 111.1. 1 equal to 128 multiplletl by the innutllltl 

w1111tm11nt riactor I• suh~tltuted !or 
1b1 m 11mount under paraKraph 
1cMIXll of thl• ~ctton . 

e1umplt /. C:rtall /Or O/)nQl1ng "'lllnal I 
"' ownrr. Jn 19'2, A. the owner or an 
1nr mln1ral latar• tt In a propeny i:., 
Quallrt1d onb&nc.d oll t-covecy ~ • 
CJCllC •IA&m. 8 , •bo O• OI DO ln~tMttlD 
Pt'OPIRJ, pun:iia- and placea ID ""Ice 
•team 11•nerator. 8 Hiia A •team •bl~ 
~ .. , u • tattlary lnJactaot deacnb.ca ID 

OD 111:1. IMC&UN A own1 ao Opttatl 
eral lnterHt la the propettJ wltb r Of 
•lllcll tbe proi.ct I• und•ttalrtn ":-Ct 
clalm • ~redlt tor th• con or tbe .~ 
Uiourh e owne u11 •team u nirator U..:. 
produce Ji.tam ror tb• Pt'l>Ject 8 
claim a credit tor R'• c0tt.1 ~-'°': 
DOt O• D &O Opttatlot mloHal I property. D-t la 

f r.a11tple l . ~ ... I /or QJWfOll"9 1111ncral 
a OWlltr. C &cad D a.re pa.rto.n In CO • 
ael"llllp tbat owna ao operat1n1 m1o'era.1 
tarfet In • property. In 1112 CO IM 

-
t \.'3-1 

l!ltll11l11C1 is Uhntl tb• 1nOat1on e.41u1ttn•ot 
/actor ror l!Wl 1s I. E 's crt Jlt lor 19'2 tltt.er· 
1n1ncd w11bout roicard to Ult plallt-OUt for 
crude oil price mcna..1 11SI)11100 •I~''•'· ID 
ilti.cnnintnlf E' ' Ltelllt. th• credit 11 raduttd 
by ~UIS• 1PO · llll • 111/tl. AccordlDt lJ , 
c·~ cnJ11 ror 1991ts 110 1 11~ - ~•· 

£1omple ! /nfl~Ct~~ u111~1llMlll . In IWJ. F. 
the owner ol an lll)tra tlnl mineral lni.trtlt 1n 
.. ptOp.irt'/ , incurs 1100 Ill quallf11<I 1uba11Ct(J 
011 ncuvcry co,u. 'T'h• l!lt'l roleranc• price 11 
a:l4. anti tr.• 19!13 1nnat1on all1u1unt nt (acuir 
,. I 10 P't ~redlt tor 1193 cuwmun..a wnbo11t 
nrartl to ~DI pbul•OUL (or U\ltlt 011 prtc• ID· 
creuu '•JI) 1SIOO • l>'M IA dnerm1n1ac P's 
cradlt, CO IO 11.10" 1311 11111111tltu1Ad roe GI. 
anti tb• •rtlllt 11 1'9duced 11r • Ill) • 10t -
$30.110161 .\ccordlatlr. F ' t cr..tlL lor 1m 11 n 
I ll~ • 1.!11 

(d I RtdUCllOll of CUJOC141td dcduc· 
11on1-l ll In grneTul. Any deduction al · 
lowallle under chapte r I ror an upendl · 
ture tallen Into account in computlnlf 
t he amount QC the credit detennined 
unller pAr•iira ph 1 bl o r thll aec tlon is 
r111luced by tile amount or the .:reJlt oo\l• 

tnb11table to tbe upendttun. 
I'll t.."<tlGIO ckdUCll01U bil G" llllfOhlltU 

1111 r11mpon11. For purpoaea o r dttermtn· 
1nl( we 1ntant11 ble dr1lllnc and .tevelop­
ment .:osts that an lntel(r&ted 01 I coin· 
P'•n must 1:np1tahie under secuon 
291lb•. the .i.rnount .i.llowahle u o1 Jo?· 
du.:111111 under ~ect100 ·~c1 15 the tit· 
duc t1on .i.llowabl• :i.Cter par0A4traph 
1dlll1 oC this section 1s applied. Seo? 
I l .i3-ltb11>!1 1utent to wh1cll rnte· 
tir:atell 011 company 1ntao11ble dr1\l ln1< 
.i.nd development i:osu are quallOtd en· 
hanced 011 "'covery co1u 1. 

le1 Bum ud1uslmtnl . For purposes of 
s11btltl11 A. the increue In the bull nl 
property which would 1but ror this 
parairaph lell rtault rrom •n upendl· 
ture w1tt. reapect tci the property 11 re· 
duced by the amount o r the credit de· 
termined under p&J'Mr&Pb lbl oC thl1 
section .i.ttnbutable to the e1peod1· 
tu re . 

11uallfl1il •ab&noecl oll recave,.Y .,.. I ~ 1181 ' 
cyclic ataam. o pun:huee a • 

0 
.cit 

Hd Ulll lttlln to 00 •- ttamct>feDtta 
O •• ' -.a\119 OWM 

pera .. 111 mlnetal Int.Iran la Ill• Pl'O 
•lib r•pact '° w111c11 tbl Pt'Oltct 18 " 
taho. CD mo olalm 1 cndlt rtw u. - ti 
Ult •taam. Ah.aouab o owu Ui. -
orator Uatd to produc.1 lt41&m fOF tile ~ 
D mey Dot clalm a credit ror Ule c:oe:Vof:; 
11 .. am 1•n•rat.or !>9u111111 D peld u.- ot:.-. . 

1111 /n/lnUon ud111Jlmml /oc1or . Fnr 
purpotee oC thla p&J"UT&ph CCI. the Ill· 
nation adJuatment Cector for any cal· 
t ndar year I• a ru.ctlon. the numern tor 
or which 11 the CNP lmpllc1t prict: 
deOuor for the precedlnr co.lender 
year and the denomina tor or which 1a 
tbe CNP Implicit price 1lelluor ror 
l llO. The "GNP 1mpllclt pncc: deOator" 
11 the flrat r11v1alon oC the 1mpllolL 
or1ce deOator ror the 1rro11 nationa l 
product u computed and publlahed by 
tbe Stcr.tatY or Commerce. Aa early u 
pra.ctlcable. the lnna tlon allJuatmant 
!&ct.or Cor each calendar year will be 
publ11h1d by th• lnterual Revenue 
Service In the lnt.ernnl R4svenue Bui· 
l1t1n. 

131 £rompltJ. The rollow1n1 eu.mplc~ 
tlluatrate tile prlnclplea or thle par:i. · 
wr•vh 1c1. 

111 fa.ulhrouoh n111111 bcuu o1d1usl · 
m1n1-111Parinru' 1n1nu1J 1" u parlntr· 
Jl11p. To the uunt a p1rtn1nhlp o· 
pendllure la not deductible under para· 
gr:iph 1dltll oC tltl• aectlon or do .. not 
1ncreue the bull oC property uoder 
pur1111ra ph (Ill OC thll Motion. tbe O · 
pttnd1tur1 11 treated &11 an 11pendlture 
described ID MCtlOD 10fOl(2l(81 (con· 
cc rn1111 dtcre&M• to t>u11 or partaer · 
:thlP 1nt11'1111.&I. 1"1111.1. I.ha ad,11.&1Ud 
biues 01 t)\e p111.ntr1' 1ntereeta in tha 

£10111Jlk / . 1U/ 11tnrt pflct urttd• Ill In '* · £. Ult o"ner or en openul~ m1nanl 1n• 
i.r11t In a property. 111c11re 1100 of que lllle.J 
IDll&.nctd oll n co .. r)' co1ta. Th• r•l• re"''" 
Pl'lC• '°" 1•1 J1Ltrm1111<1 UDll•r ··~•hlll 
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TONY KNOWLES, GOVERNOR 

DEPARTMENT OF NATIJRAL RESOURCX5 

DIVISION OF OIL ANO GAS 

]{,.~ / ~c" SfRl::J::r. Sl../ITE UdO 
.-:.'1::HOR..tGE. ALASKA 99503-5948 
PlfONE. (907) 269-8784 

Mr. John Morgun 
RP Exploration (Abska) Inc. 
900 East Benson I3oukvard 
P.O. Box J 9hn I 2 
Anchorage, Alaska 995 l 9-6612 

Dear Sirs: 

f~bru:iry 9, 1996 

Mr. Edward K. Behm 
OXY USA inc. 
6 Dczta Drive, Suite 6000 
P.O. Mox 50250 
:'viidlund, T ~xas 79710-0250 

BP Explor.ition (Ala~b) Inc. ("BP") and OXY liSA Tnc ("OXY") have m:i<.le 
rcpresentacions to the House of Represtnlati vc:i iu support of HB 325 conecming the 
feosibility of hl!avy oil development in the Mih1e Poi."lt Unit, Schr:ider Bluff P:irticipatmg 
Area m both a "white paper" dJted January 22, 1996, and in 1c:s1imuuy ro the House 
Subcomm1ttcc on Oil nnd Gas, che House Resources Committee and the House Finance! 
Committee. Fw-ther. 8P and OXY offered co make deca1led back-up <lata available to the 
Division of Oil and Gas. As a result. the Division has been ask~d by members of the 
Ala~ka State Leg1slarure to review the economics of heavy 011 developm1:nl at the :Vtilnc 
Point Unit in order to evaluate the provisions of HB 325. On Fl?bruary 8, 1996, the 
Division received from OXY a summary sheet titled "Critical Asswnptions." More 
infom1atiun i~ needed to provide background to the bortomline figures presented so far, 
similar to the infonnatioi1 OXY previously provided for its prior Milne Point Unir 
royalty reduction rc4ucst aud the inform.ltion BP provided to assist the Divi~ion in 
ev:iluating BP's economics for another field. 

In order to perfom1 the requestt~d review. the Division wlll need derailed and 
comprehensive data from BP ;,md OXY supporting the analyses that both companies have 
previously p~escnted . This data mu~. cover both the full Schrader Blutl pool 
development and, because the proposed lcgi!:iluliou i~ currently structured on a pcr··Well 
basis, the p~r-well economics of the Schrader Bluff pool. Jn hnth cases, the comparues 
should provide the incremenral company economics lhaL aic projected to accrue to the 
project through facility sb:uing 3rrangements, pjpcline tariffs, tax henefits, \:tc. We 
recognize that each company's economic assessmt:nL is different, and so each company 
should provide its own analysis of these impacts. 

" '\ " . . . .. . 
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Mr. John Morgan 
BP Exploration (Alaska) fnc. 
February 9, 1996 

FAX NO. 9075623852 

Mr. Edward J. Rehm 
OXY USA Im;. 

Per-well econonucs. The "Cntical Assumptions" sheet provides a summary guide co the 
kind and detail of information required by the Division. Supporting data ncce!izary 
:ncludes: 

Production and Revenues: the historical data for each Schrader Blutl well, 
i11clucling initial production rates) decline rates and per-well rcscr1cs, plus all back-up data 
supporting the chart presented in RP'$ Finance Committee presentation on February 8, 
1996 (''BP's .f>i'cscmation") entitled "Schrader BluffTyph.:al Wdl Prudu~liuu Rate v:'> 
Time (years). '1 

2. Drilling and equipment costs: historical data for each Schradel' Bluff well. plus an 
analysis of the cost reduction trends including any documents supporting tht: :.;tat~m1.:nt 
made in BP's Presentation that the 1995 Schrader Bluff development program has 
demonstrated that drilling costs have been reduced, that completion cosrs have remained 
constant, and that ESP life has been improved. Provide the results of the well 
performance and technical study reterred to m 8l''s l'resentation as soon as it is available. 

:1 . Supporting data for the dry hole cost assumption of ~6.~0% of producing well 
cos1s and for the 90% success rate assumption . 

.+. Back-up data and analysi:i for the $0.72/bbl associated facility cost~ including an 
explan.1tion of 1hc c:tlculation u~ed. This component should be also thoroughly 
documented in the Sctuader BluiT <l~v1elupmcut economics. 

5. Complere detail and analysis for the S2.201bbl op1::raling expense estimate aud a 
detailed ~.xplan:ition of the $0.50/bbl for fixed per-well operating expense. The operating 
expenses should also be thoroughly documented in the Schrader Bluff pool ucvtlopm~ut 
economics. Forecasts of both this component and item 4 above must be supported by 
historical (actual) data. 

6. Complete detail and analysis for OXY's calculation of0.6% severance tax and 
8.0% property tax percentages cillculated on rev~nue, including an explanation of why 
revenue was used instead of the oil value and propexty assessment. If BP has different 
valuc!s, please provide those values plus the supporting detail. 

s~hr.iin~r Rluff nool cievelocmcnt It is the Division's understanding that the decision to 
develop the Schrader Bluff is uot made on a well-by-well basis. for example, Mr. 
Pol icky testified that development of the Schrader Bluff pool wc.uld require upgradmg of 
the l:t."Illral pro<luction facility serving all horizons in the unit. DP and OXY shou1d each 
provide the Division with the complete analysis of the whole project, including any 
documcmtaliun describing the "full development scenario" of 350-400 wells presented in 
OXY'~ Critical Assumption sheet versus any documentation describing the 230 well 

2 
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Mr. JolU1 ~organ 
BP Explorarion (Alaska) Inc. 
February 9, 1996 

FAX NO. 9075623852 

Mr. Edward J. Behm 
OXY l;SA lnc. 

dt?velopmeot scenario represent~d in the BP's Presentation ma chart titled "Addition.11 
Production from Heavy Oil by Development Year." Included in this information should 
be the same kind of analysis th:it would be presented to corporate , ·\~cisionmakers who 
would ultimately commn resources to the development of rhe Schrader Bluff pool. 
Additionally, please provide the economic iltlalysis of facility expansion and the w3.y that 
such capital expendintres are to be allocated to Schrader Bluff production. Potential are:ls 
of risk should be identified llnd an explanation of how they were incorporated into the 
assessment. 

Other Tnform:itinn Neeci~rl . 

l . Any BP documents prep:lred for the purpose of seeking financial approval and 
commitment to ac:quirt: its inL1.m~::,l in lhc Milm: Point UHit including ;my µto fbrrua 
finance memoranda. 

1. Copies of all AF Es (both accepted and rejected) for :iny c;ipital expcndinires 
relating to the Schrader Bluff pool including chc S 15MM expendirures for th~ rt:c:t:nt 6 
new wells, well comt.•letions, and additional teclmical study. 

3. Internal documents that explain the company's approval and sanction process for 
a maJor investment. including economic hurdle parameters, IRR, NPV, PW, any orhcr 
finnncial crit~riu required by the company's evaluation, corporate, federal and state income 
tax rates, cost of capital. and Schrader Bluff contribution to company incremental 
economic:;. NOTE: DP has already provided all but the Schrader Bluff contribution to 
company incremental economics and need not duplicate infonnation provided. 

4. · From OXY, an EXCEL-type spreadsheet (on disk to speed analysis) detailing 
how the 12.8 and 15.9 rates of return, the 6.5 and 5.4 year pay back periods, the $11 SM 
net discounted ca~h flow, ~egative $307M discounted cash flows. and the total per-well 
ruyalti~s w1discouuted of$ l 843M and 51,040M were Galculated ]n the white paper. 
Please provide a calculation of the total per-well royalties using the fifteen percent 
discount rare that OXY used for its own internal analysi~. 

From BP, all documents supporting Mr. Policky's testimony to the House 
Finam;e Commitree that BP's race ofrerurn varies 2-3% higher than OXY's rate of return, 
and an EXCEL-type spreadsheet (on disk to spe~d analysis) of the C<,lcularion of the rate 
ofrerum. 

5. Bf''s 1995-·1997 Business Plan dated 9/30/94 and any other BP or OXY Business 
Plan related to Schrader Bluff pool development. 

6. Provide BP .ind OXY1s actual marine transportation ~ost per barrel and a 
description of the differences between BP and OXY's rranspo11ation costs. 

3 
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FEB-09-96 FRI 19!25 DIV OF OIL AND GAS FAX NO. 9075623852 
• 

Mr. John Morgan 
BP E:<p/oJation (Alaska) Inc. 
F ehru:uy 9, 1996 

Mr. Edward .J. Behm 
OXY USA Inc. 

7. The Anhur D. Linle smdy cired in the BP/OXY white paper states that a TAPS 
owner h3s ::i S l .OO;bbl :idvant:ig~ over anon-TAPS owner. If ~ither BP or OXY do~s not 
agree with thar proposition please provide the relevant calculation along with rhe 
:>upporting docum~nt:ition. 

8. Mr. Policky testified on Febru:lry 8, 1996, to the House Finance Committee thut 
currently the Milne Point unit CPF is running at capacity at 25MBD with Kuparuk 
production; that they intend 10 add 40MBD in the next few weeks for Kuparuk 
production; that they intend to add 1 OMRO capacity in 1997 for Cnsr.:ide/T< \1pan1k 
production; aud rbat cbey would tlltn nt:t:d to add au additioual l 5MBD capat:ily for 
Schrader Bluff production. Please provide :i detailed schedule of production versus 
1:apat:iLy for th1: MPC CPF spt:t:ifically t!.tplaining. th~ capadcy scheduk as it relates to 
the production curve for the 230 wdl dt:velopm~nt scenario that shows a peak of 
45MBD. lf nor derailed above already, pleast! provide a detailed capital investment 
schedule for the two Schrader Bluff pool development scenario~. 

If you wish the Division to maint:iin any of the information submitted as confidential, 
please mark each page "confidential," submit such infonnation ma scaled envelope 
separate from non-confidential information, and provide a statement describing the 
authority under which the Division may maintam tbe information confidential. If you 
hnve o.ny questions ilbout ilie nnnlyses or data to be provided, please address them in 
writing to Kt!vin Banks. Petroleum Economist Division of Oil and Gas. 360 l C Street. 
Suite 1380, Anchorage, Alaska, 99503-5948. Dccausc we are dealing wid1 the Legislature 
in a public forum. any commwtications should be made in writing. 

Very truly your~, 

{fJµ,°'-1-1 
Kenneth A. Boyd 
Du-ector, Division of Oil :ind G3s 

cc: Commissioner John Shively, Department of Natural Resources 
RC?resentative :Vlark Hanley, Co-Chair, House Finance Committee, 

Alaska St:ite Legislature 
Jim .Palmer. HP Exploration (Alaska) lnc. 

P.05/05 



I 'USE COMMI'ITEE REPOI , 
(7) 
Date Referred: April 28, 1995 FURTHER REFERRALS: 

Date of Committee Action: ~~/,t,, 
The HOUSE SPECIAL COMMITTEE ON OIL AND GAS Committee considered: 

Resources 
Finance 

HB 325 

HOUSE BILL NO. 325 ROYALTY SUSPENSION: N. SLOPE HEAVY OIL 

"An Act authorizing suspension of payment of a portion of the royalty due the state for initial production of 
heavy oil from wells on the Arctic Slope." 

recommends it be replaced [ ] the same title 
with the following t:ommiUee substitute __ ..;::.{'_.,Q.._· ..... tl.i......;a,,,i6;....3=..;..:J.-.S';;::;....;i(..,()._t._6-::ir;;...,,,i) __ [)(J' a new title 

( ] additional referral. to -------- Committee 
[ 1 attached amendment(s) 

ADOPTS: Letter of Intent ----------
A TT ACHES NEW FISCAL NOTE(s): <Depc> APPROVES PREVIOUS: 

[)<J fiscal note(s) Q ·">Alf:.. ~ ])oR_ [ ] fiscal note(s) 

[ ] ~ fiscal note(s) [ ) ~ fiscal notc(s) 

SIGNING WITH RECOMMENDATIONS DP DNP NR AM 



~> .OUSE COMMITTEE REPL_ .. T 
Date Referred to Committee: January 24, 1996 FURTHER REFERRALS: 

Date or Committee Action: J./ t /°I (o 
{ 

The RESOURCES Committee considerP.d: RB 325 

HOUSE BILL NO. 325 ROYALTY SUSPENSION: N. SLOPE BEA VY OIL 

"An Act authorizing suspension of payment of a portion of the royalty due the state for initial production of heavy oil 
from wells on the Arctic Slope." 

recommends it be replaced [ ] !he ~ title 
with the following committee substitute ___ C_ S .... H_B ........ 3._1._5'_,L,_o_-1-&_) ____ ~]a fill!: tide 

( J additional referral to Committee 
r I attached amendment(s) 

ADOPTS: Letter of Intent 

A IT ACHES NEW FISCAL NOTE(s): 10ept, APPROVES PREVIOUS: ~> 

r ~ nscal note(s) {j)cvtfiscal notc(s) r<cv f DN Q 
{ /J/~/g lo 

[ j ~fiscal note(s) [ ] !&!Q fiscal notc(s) 

SIGNING WITH RECOMMENDATIONS DP DNP NR AM 



BP EXPLORATION 

November 10, 1995 

Representative Joseph Green 
Alaska State legislature 
716 W. Fourth Avenue, Suite 350 
Anchorage, Alaska 99501-2133 

Jamu A. P1lmer 
01rec1or 
External At lairs 
Alaska 

BP Exolorat1on (A1asl(a) ll')c 
900 East Benson Boulevard 
P 0 Elo~ 196612 
Anchorage. Alaska 99519·66 t 2 
(907) 564·5435 

Earlier th is year, BP E ration (Alaska) commissioned a study on the economic impacts of marginal 
oil field development in Alaska. Conducted by the Institute of Social and Economic Research, the 
results of the study were presented to the State of Alaska Oil and Gas Policy on June 5, 1995. 

Although specific marginal fields woulci have differing degrees of economic and public sector 
impacts, the general conclusion about the significance of oeveloping marginal oil fields is important 
to note. 

"Marginal oil field development in Alaska can generate jobs and income for Alaska workers, 
sales for Alaska businesses, and an increase in the state tax base more than sufficient to offset 
any additional costs to government from resource management and public service 
requirements from population increase: 

Additionally, when compared to the state's natural resource revenues and management expenditures 
of fish ing, lands, wildlife, mining and timber, the marginal oil field is the only case where resource 
management costs are covered by the revenues generated, and the substantial revenues are available 
to contribute to the general costs of the government (see Figure 58 in attached summary). 

As you know, the oil industry faces a variety of competitive challenges it must overcome in order to 
attract the funds it needs to survive and grow in Alaska. Together with the state, we've begun to take 
our fi rst tangible steps toward overcoming our competitive disadvantages by working together. Th is 
includes efforts such as last year's legislation that encourages development of new, economically 
marginal oil fields. 

Th is study is another step in the cooperative process. I thought you would appreciate receiving a 
copy of the executive summary for your initial examination. If you would like a copy of the entire 
report, please feel free to give me a call at 564-5435. 

encl: 
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MARGINAL OIL FIELD DEVELOPMENT: 
THE ECONOMIC IMPACT 

EXECUTIVE SUMMARY 

Marginal oil field development in Alaska can generate jobs and income for 
Alaska workers, sales for Alaska businesses, and an increase in the state tax base 
more than sufficient to offset any additional costs to government from resource 
management and public service requirements from population increase. 

This conclusion is based on an analysis using existing information about the 
economy and public sector combined with a description of a hypothetical marginal oil 
field . In reality, each marginal field would have different characteristics, and the actual 
economic and public sector effects would differ from the description in this study. 
However, given the economics of field development, this study demonstrates that the 
general conclusions are consistent with a broad range of assumptions about both field 
characteristics and the economy. 

The purpose of this study is to provide a framework for analysis of the 
economic effects of new, small marginal oil fields which may be typical of new 
petroleum industry activity in Alaska. The analysis is generic and hopefully will lead 
to more detailed and specific studies where appropriate . Some of the information used 
to develop the parameters for the analysis come from the ongoing study of the 
Badami oil field on the North Slope. Since that project is only in the earliest stag1~s of 
its evolution, it would be inappropriate to interpret this analysis as a study of tile 
Badami prospect. 

The study examines a hypothetical marginal oil field on the North Slope with 
anticipated recoverable reserves of 100 million barrels of oil. We assume a total 
development budget of $320 million, most of which would be spent in a two-year 
period during which the initial wells would be drilled, the pipeline constructed, the 
modules fabricated and put into place, and the operating facility built. Production 
would subsequently continue over a 20-year period at a cost of $320 million. In the 
early production years, the drilling of wells would continue and after year 5, the 
drilling activity would switch to workovers ot the existing wells. Th~ purpose of these 
development and production cost figures is to calculate economic effects, and they 
should not be interpreted as reflecting the actual costs associated with any particular 
field . 

Although some expenditures, in particular module fabrication and equipment for 
the modules and pipeline, would be purchased outside the state, much of the work 
would be carried out onsite during both field development and production. These tasks 
include site preparation, pipeline and module installation, and well drilling; and all have 
a large labor component. During production the operation of the field and drilling 
would continue around the clock so the number of workers employed would be 4 
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times the number of jobs to be done onsite. The development and production jobs 
would require highly trained and skilled workers so wages would be high and some 
specialized jobs would, of necessity, be filled by workers from Outside. Based on 
current experience, the share of jobs going to residents would be high, but some 
workers would choose to live outside the state. 

Other costs associated with field development and production would generate 
sales, employment, and payrolls for Alaska vendors providing supplies, equipment, 
and services to the owner company, the oil service companies doing the contract 
drilling and other work, the construction contractors, etc. A large portion of the 
economic effect of marginal field development would come from the recirculation 
within the economy of the high payrolls paid the North Slope workers. These payrolls 
would generate sales, jobs, and tax base in the communities where the Slope workers 
live. 

Figure 1 shows the size and composition of Alaska employment and payroll 
which the development and production of the field would generate after subtracting 
onsite jobs likely to be filled by nonresidents. Field development would be spread over 
several years, so the number of annual average jobs produced in the peak year would 
be about 500 with a payroll of $25 million. As the figure shows, the majority of those 
jobs would be offsite in vendor businesses, in the communities where the workers 
reside, and in the public sector. During production the number of jobs would fall to 
under 250 for an average year, and the pattern again is that most of the jobs would 
be offsite. However, in both the development and production phases, the payrolls are 
concentrated onsite. 

The actual economic impact in a real situation would depend on the 
development and production plan as well as the resident share of employment and 
purchase of other inputs. But once the field size has been estimated, the budget and 
with it the economic effect would be constrained within a narrowly defined range. 
Basically the budget must be economically feasible, and the economic effect would 
flow from that budget. While the economic effects are clearly defined once the 
development strategy has been identified, the revenues that the field would generate 
are much less so since they are sensitive to actual, rather than anticipated, 
production, wellhead price, and the tax and royalty rates in place. 

The range of variation of state revenues from production, primarily royalties but 
also the state share of the property tax and the corporate income tax, in response to 
variation in these parameters is shown in Figure 2. For example, if over its life the field 
were to produce 150 million barrels, the wellhead averages $8.31 (1995 $) and the 
royalty rate is 6%, production revenues would be $94 million. For the range from low 
to high price, production , and royalty, the range of production revenues is $29 to 
$328 million. · 

Two other sources of revenue, from the "full pipeline effect" and the payrolls 
generated by the new jobs, are less volatile and significant. Adding production from 
a marginal field to the existing throughput of the Alyeska pipeline marginally reduces 
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the tariff on existing throughput and increases its wellhead value. This "full pipeline 
effect" would increase severance tax and royalty revenues from production from all 
North Slope fields. The payroll generated by the marginal field activity represents a tax 
base which could be tappe.d to pay some of the state government costs imposed by 
the new workers and their families. Although the state currently has no vehicle to 
allow these workers to pay for some of the public services they receive, the tax 
capacity represented by their payroll should be included as a potential revenue source. 

The costs to state government from marginal field development consist of 
management costs such as environmental monitoring, tax auditing, etc., and more 
importantly the costs of providing services for the families of the new workers both 
onsite and in Alaska's urban centers. These costs can be divided into those which 
suppart oil industry families, vendor families, and other private and public workers in 
the urban centers. The public management costs are about $7 million, and the 
population-related costs are about $4.4 million, totaling about $51 million. 

These public sector costs are contrasted with the range of revenues which the 
field could produce over its life in Figure 3. Subtracting the costs from the revenues 
yields a range for the state revenue "dividend" (Figure 4), which is the tax base 
generated by the marginal field over and above the amount necessary to pay for the 
costs of state government imposed by the field. The "dividend" ranges from $1 to 
$300 million depending upon production, price, and royalty rate. 

Figure 5A shows the range of production revenues introduced as Figure 2, 
converted to an annual equivalent. It contrasts the potential range of revenues for the 
marginal field with the total annual revenues to the state generated by other natural 
resources based on a recent analysis of the sources of state revenues. prepared by 
Legislative Research in 1993. The range for the marginal oil field is clearly consistent 
with the total revenues to the state from most other natural resources. 

Finally, Figure 56 compares the state's natural resource revenues from various 
resources with the state's resource managem.:!nt exp3nditures for those same natural 
resources. The marginal oil field is the only case where resource management costs 
are covered by the revenues generated, and the substan-~;~~I revenues are available to 
contribute to the general costs of government. 
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CALIFORNIA INDEPENDENT PETROLEUM-ASS©GIATION 
Main Office: 1112 ·1· Street, Suite 350, Sacramento, CA 95914 • 916-447-1177 • Fax 916-447·1144 
Environmental Affairs Office: 5201 Truxtun Avenue, #l 19, Bakersfield, CA 93309 • 805-633·3119 • Fax 905-633·3191 

June 21. 1995 

Representative Joe Green 
Alaska State Legislature 
Alaska State Capitol 
Juneau, Ali\ska 9980 I 

RE: CIPA Support for HB 325, the "Heavy Oil Roynlty Suspension" Bill 

Dear Representative Green: 

JUL 0 5 1995 

The California Independent Petroleum Association (CIPA) wishes to express its strong support 
for HB 325, provided that Congress lifts the ban on the export of Alaskan North Slope crude oil 
which appears likely to happen soon. CIP A represents over 550 production, exploration and 
service companies operating in California. 

This measure proposes a simple yet effective incentive for independent producers, including those 
in California, to invest in heavy oil projects in Alaska. As you know, approximately two-thirds of 
California's oil production is heavy oil and this state's producers know only too well the difficult 
investment climate for heavy oil and the large role incentives can play in stimulating such activity. 

Simplifying the process of obtaining incenvtives is critical for the independent producer because of 
limited manpower resources. And in order to be an effective inducement to increase activity, the 
incentive must significantly affect an independent's economics. HB 325 appears to accomplish 
both of these goals. 

Please do not hesitate to contact me at (9 16) 447- 11 85 if I may be of assistance in your 
deliberations on this proposed. 

Sincerely, 

I ~IE-
Dan' P. Kramer 
Executive Director 



STf..TE OF ALASKA FISCAL NOTE BIU NO: HB325 
1996 LEGISLATIVE SESSION 

Revtslon Dote: Dept. Affected: Revenue 
----~~----~---- ...-.------.--------~-~ Tlt1e: Royalty SWpenslon: N. Slope Heavy OR BRU: Revenue Operattons 

____________________ Component: Oii crd Gos Audit 

Sponsor: Reprnentatlve GrMO 
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HB 325 Flscal Note Analysis 
Page2 

Analysis of Biii/Program Effects 
/ 

This bill has two main parts. The first addresses the ablllty of the Commissioner of the 
Department of Natural Resources to modify the payment of royalty on leases. and the 
second suspends the royalty obllgatton for wells producing less than 500 barrels a day of 
Alaska North Slope (ANS) heavy oll for five years of production. 

The Department of Revenue Foll 1995 forecast assumptions for Alaska North Slope heavy 
oll production. wells, and revonues FY 1997 to FY 2002 ls contained In the following table: 

1997 
1998 
1999 
2000 
2001 
2002 

Production 

3000bb/d 
400) 

5700 
11100 
18100 
24500 

Wells 

14 
16 
22 
42 
65 
85 

Severr.mce Tax 

0 
0 
0 
0 
0 
0 

Royatttes 

S 1800 thousand 
2400 
5700 

. 11000 

12000 
24500 

The bill would effectively reduce projected heavy oil royatttes to zero. 

l:LEG:HB325.XLS 
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HB 325 allows the producers of heavy oil to forgo the payment of 
royalty to the state on the first 500 barrels of heavy oil produced each 
day, for a period of five years. The heavy oil considered in this bill is 
a thick, tar-like hydrocarbon that is more difficult to produce than 
the lighter, more conventional oil and gas. The purpose of 
suspending the royalty is to encourage the lessees of heavy oil 
deposits to do field research and hopefully develop the maximum 
amount of recoverable oil in a timely manner. 

HB 325 requires no application, the suspension is automatic. In order 
to receive the suspension the producer must simply submit 
documentation to DNR certifying that the oil produced meets the 
definition of "heavy oil" and monitor the production rate to satisfy 
the requirements in the bill. 

HB 325 sends a message to potential investors world-wide that the 
19th Alaska Legislature supports the development of heavy oil. 
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DEPARTMENT OF NATURAL RF.SOURCES 

March 22, 1996 

The Honorable Mark HanJcy 
Alaska State Representative 
State Capitol, Room 507 
Juneau, Alaska 99801-1182 
MAIL STOP 3101 
FAX 1-907-465-2418 

Dear Representative Hanley: 

DIVISION OF OIL AND GAS 

TONY KNOWLES, GOVERNOR 

360/ flC" STREET. SUJ1'E 1380 
ANCHORAGE. AL4SKA 99503-5948 
Pl/ONE: (907) 269-8784 

I received the proposed amendments from your office on March 19. These amendments do two 
things (other than 11housekeeping'1) . 

First, they clarify that only new grass roots wells are eligible for royalty relief, and, further, they 
describe what types of other 11well operations" "'~11 not be considered for relief. As with any list, it 
is impossible to contemplate every variation of well type or well operation (nor can it envision future 
technology). Nonetheless, I believe this gives a pretty clear message as to what the legislative intent 
is. This intent is further clarified by the new "initial production" language;: you inserted. I suggest 
the following amendment to round out the concepts you propose: 

Pr6o ~ge 2, after line 30 

/ 

insert "(E) for purposes.of calculating the first 500 barrels per day of production from a well, 
production from dual completions and other forms of multiple completions in a well is to be 
added together and counted as production from a single well. 11 

S<mnd, they clarify that "field cost" deductions will not be allowed from any royalty free production 
of heavy oil. The bill does not define "field costs." 1 suggest the following amendment to clarify 
what I believe your intent is: 

J'y \ _ oO ~~ Page 2, after line 30 
,-, CJ -\""""\.,o °';).'L 

insert 11(F) for purposes.of defining field costs in this subparagraph, field costs include~ 
~A-::, -c.. c r-- J!lnts outlined in AS 38.05.180(f)." 

l...LV\ ~ -'t"" ~ P<..<l~ 
The bill appears to suggest "reported royalty" will be the actual royalty. This needs further 
clarification, and I will work with the legislature to come up with more appropriate language . 

• ,i ,., • • •• 

a \$.~\<1'-.D 
A'1"" r-~ ~ \,m~ '°"' T 'd.. 
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The Honorable Mark Hanley 
AJaska State Representative 
March 22, 1996 
Page 2 

l(ll L.\: .1 1 :H.<.l . 

I further suggest two ''housekeeping" amendments: 

Page 2, line 10 ~ "i 
delete "finished goods" 
insert "industrial commodities" 

Page 2, line 22 

insert after the word "performed": 
"at least once monthly" 

\C\ Gr 

I continue to have concerns with the overall approach taken in the legislation and the proposed 500 
bid, $15/b and 1 O year open window trigger points. I still believe that HB-207 is the proper vehicle 
to determine both the need for, and level of, royalty relief. Heavy oil has an important role to play 
in the future on the north slope. Hopefully we can continue to discuss our differences and reach a 
common understanding. 

Sincerely, 

~yd 
Director 

032296mh.kb 



ATTORNEYS AT LAW 

SIMPSON, TILLINGHAST, SORENSEN g LORENSEN 
A PROFESSIONAL CORPORATION 

LESLIE LONGENBAUCH 

RONALD '¥i'. LORENSEN 

L. MERRJll LOWDEN 

E. BUDD SIMPSON 

STEPHEN F. SORENSEN 

JON K. TILLINGHAST 

The Honorable Mark Hanley 

February 22, 1996 

Alaska State Representative 
Co-Chair House Finance Committee 
State Capitol, Room 507 
Juneau, Alaska 99801-1182 

Re: HB 325; Royalty floor 
Our file: 553 . 7 

Dear Representative Hanley: 

CNE SEAl.ASKA PLAZA. SUITE 300 

JUNEAU, ALASKA 99801 

PHONE I 907) 586-1400 

FAX (907 ) 586- 3065 

The purpose of this letter is to share OXY USA Inc.'s ("OXY") views on the 
option of creating a royalty floor in HB 325. Under this option, royalties would not be 
suspended for a period of 5 years; rather, royalties during an initial development period 
would be reduced to 2 or 3 percent. As the attached chart indicates, if the committee's 
desire is still to craft an effective incentive--that is, one that appears calculated to push 
heavy oil development over the 15 percent hurdle-rate threshold--then: 

( 1) with a 2 percent "floor," the incentive period would need to be extended to 
six years from the initial drilling of each new well; and 

(2) with a 3 percent ·'floor," the incentive period would be eight years. 

OXY believes that a royalty floor would make HB 325 a materially less effective 
incentive without yielding any corresponding revenue benefits to the state. For these 
reasons, we would oppose its inclusion in the l'!gislation. To explain: 

1. A floor>s impact on the bilJ>s effectiveness as an incentive. The 
purpose of HB 325 is to spur capital investment in new heavy oil drilling by: (a) 

· improving each well's rate of return; and (b) reducing the capital recovery period to a 
commercially reasonable term. Either a 2%/6-year, or 3%/8-year, "floor" would yield the 
same rate of return as a 5-year suspension--as the attached graph illustrates. However, by 

· extracting royal ty payments at the outset of production, a floor would impair initial cash 
flow and resultantly prolong capital recovery. As you know, even a five-year royalty 
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suspension yields a 5.4 year projected capital recovery period--still longer than the 
eomrnercial five-year standards. See White Paper, p. 37. A11y material adverse impact on 
that already-marginal recovery period could adversely affect investment decisions. 

Moreover, a floor would increase the investor's risk to declining oil prices. With 
the bill's $15/bbl. ceiling, the state is protected from high-side risk. However, if oil prices 
tall , the resultant losses to the operator would be aggravated by the need to pay a royalty 
on gross production value. The increased risk occasioned by a royalty floor during the 
capital recovery period will undoubtedly be considered by investment decision-makers. 

For these reasons, jurisdictions seeking to encourage new capital investment (as 
opposed to prolonging an exiting field's economic life) have uniformly chose to suspend 
payment obligations at the outset of development, rather than spread reduced payments 
over n longer period. See White Paper, p. 35. 1 

/ Inde•ed, the Arther D. Little Rerorr 
specially mentioned royalty suspensions as an effective vehicle for encouraging investment 
in marginal fields. Id. at 34. In sum, a royalty susp~:nsion would be consistent with 
rrecedent and prevailing wisdom. The approach envisioned by a "floor" would nol be. 

2. A fl oor's impact on state revenues. On a nominal dollar basis, the 
royalty suspension maximizes state revenues from heavy oil development. 1 I This is 
hec:iuse heavy oil wells: (a) have low initial production rates; (b) decline ve1y slowly; and 
(c) have unusually long lives. Indeed, in the White Paper OXY showed that, for these 
reasons, the stale would receive $800,000 more in royalties for each well under a royalty 
suspension than from a five-percent royalty over the life of the field. While Paper, p. 39. 

As a result, it is in the state's interest to front-load the incentive, and have it expire 
al the earliesr possible time. 

HB 207 requires a 3-5% royalty floor. That is because that law's drafters had in 
mind more conventional oil fields with perhaps a 20-year field life, and a 20% annual 
production decline. In these more typical situations, the state does have a clear interest in 
capturing a share of initial action. Conversely, with a 41-year field life, and only a 10% 
annual pt eduction decline rate, the state gains nothing, and at some point actually loses 
revenues, by dragging out an incentive simply for the purpose of capturing a share of 
initial production. 

ff you have further questions on this matter, please do not hesitate to ask. 

1 I It's tntc that most of these other incentives suspend a state's severance tax, rather than 
royalties. However, and as the White Paper explains, this is only because oil production in other 
states generally occurs on private land, and therefore the severance tax fonns the principal 
government "take" from oil production. 

~I ft remains our understanding that the State of Alaska generally predicates its economic 
analyses on nominal dollars. 
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Rep. Norman Rokeburg 

Sincerely, 

SIMPSON, TILLINGHAST, 
SO~NSEN & LORENSEN 

(__ I 
....... . -

Jon K. Tillinghast 

( 
Members, House Finance Committee 

JKT:tg 

Rep. Murk Hanley 
2/22/96 
Page 3 



ATTORNEYS AT LAW 

S IMPSON, TllLINCHAST, SORENSEN 8 LORENSEN 
A PROFESSIONAL CORPORATION 

FEB 0 2 1996 

LESLIE LONCENDAUCH 
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E. BUDD SIMPSON 
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JON K. TILLINGHAST 

The Honorable Joe Green 

February 2, 1996 

AJaska State House of Representative:; 
State Capitol, Room 24 
Juneau, Alaska 99801 -1182 

Dear Representative Green: 

Re: Aoplication of HB 207 to Heavy Oil 
Our File No.: 840.2 

PHONE 19071 586· 1400 

FAX (907) 586-3005 

OXY USA Inc. ("OXY") has asked us to respond to Division of Oil and Gas 
Director Kenneth Boyd's January 30, 1996 letter to Representative Bill Williams 
regarding the possible use ofHB 207 to accomplish the goals ofHB 325. In summary, we 
are confident that HB 207, as it currently exists, cannot be used to fashion an effective 
Ai'iS heavy oil incentive. To cure the problems associated with HB 207, as it applies to 
ANS heavy oil, we believe that last year's law would need to be amended to substitute the 
process and substance of HB 325 for the discretionary procedures set out in BB 207. 

To begin with, OXY very much agrees with Mr. Boyd that 1-lB 325 furthers the 
"primary purpose" of HB 207. OXY, in fact, entered the debate over heavy oil only in 
response to Governor Knowles' invitation to the private sector to explore new 
partnerships to develop Alaska's untapped energy resources. 

However, HB 207 was never intended as the sole, nor even the principal vehicle 
for accomplishing that goal. Before each of the several legislative committees that 
considered I-IB 207 last session, DNR Commissioner John Shively stressed that HE 207 
was only a tentative beginning, and that more concrete initiatives would follow. As 
Commissioner Shively explained to the Senate Resources Committee: 

There are a variety of ideas about how to provide the oil 
industry with the incentive to develop marginal oil fields. 
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HB 20i was a compromise effort that can be implemented 
this year, as opposed to other ideas that can be studied by 
the Governor's Oil and Gas Policy Commission [sic]. 

Minutes, Senate Resources Committee, April 22, 1995 at 8. Comrnisioner Shively made 
the same point to your committee: 

[Shively} said the Administration beUeves there are a 
number of things which can be done, both in the state's 
best interest and in the oil ind11st1y 's best interest, lo help 
encourage greater oil developmem. He noted part of that 
may be done now b1:t the bulk of that will be done through 
the swdy the Governor's Oil and Gas Policy Council will 
be co11d11cli11g over the next several years. 

Minutes, House Resources Commiltee, March 32, 1995 at 3; emphasis added. As 
Commissioner Shively e:<plained to the House Oil and Gas Committee, HB 207 was 
simply a quick first step from a new administration: 

[Shively] said, he 1hi11ks there are other roads, and 
some other additional legislation He stated ii was his 
decision, al this point, given the newness of the 
Administration, that this is something we can do this year. 
Howe\.'er, the Governor has appointed the Oil and Gas 
Policy Council, and one of their responsibilities is to look 
al other methods of providing ince/1/ives for oil 
development, and/or a healthy oil industry. He then stated 
they consider this to be just the first step. 

lvlin11tes, House Oil a11d Gas Commillee, March 9, 1995 at 4. 1 I 

Heavy oil, in particular, was excluded from the HB 207 debate. Last April, OXY 
sought the advice of both the administration, and the legislature, on the most appropriate 
vehicle for addressing heavy oil incentives. At the time, both felt that HB 207 was the 
wrong vehicle for that endeavor, and that the heavy oil issue should instead be treated 

1 I Similarly, Commissioner Shively told the Senate Finance Committee that: 
· A number of ideas have been proposed to provide incentives 

for developmenl of marginal fields in Alaska. Early in this 
administration, the proposed royalry incentive was determined 
to be 'something we could do this year' while the oil and gas 
policy commission {sic} 2.mmines other methods of 'making the 
state more competitive, internationally." 

Minutes, Senate Finance Committee, May 8, 1995. 
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separately, over the interim, through the Oil and Gas Policy Council and the appropriate 
legislative committees. 

OXY appreciates lhe administration's interest in encouraging heavy oil 
development, through HB 207 or any other means. That interest re-enforces DNR's long­
held view that, under the exjsting fiscal environment, heavy oil development isn't likely to 
occur. 2 I The effort, unfortunately, is procrustean. 3 I The goals of HB 325 can't be 
forced into HB 207's structure for six reasons: 

L Sc/trader Bluff is ineligible under HB 207 

Mr. Boyd is correct that HB 207 does not authorize royalty relief in all 
circumstances, but rather under only three tightly-defined conditions. .Mr. Boyd argues 
that the second of those circumstances--the "Declining Field" circumstance set out in AS 
38.05.180(j)(l)(B)--mjght be made to fit Schrader Bluff. 4 I 

The "Declining Field" clause in HB 207 was intended to apply to older fields that 
are -eaching their economic limit because production is declining, and per-barrel costs are 
correspondingly rising. It is, in short, the Cook Inlet clause, and was never intended to 
apply to stimulate initial development of new fields that had experienced only pilot drilling. 

The limitations of that clause, and its inapplicability to Schrader Bluff, are apparent 
from three different angles: 

a. TJze language of the clause. By its terms, the clause allows royalty relief only: 
( 1) to "pre long the life" of an oil field; and (2) "as costs per barrel... increase." 

The purpose of HE 325 is not to "prolong" Schrader Bluff's field life, for at the 
moment (and save for a pilot project) there is nothing to prolong. HB 325's purpose, 
rather, is to encourage initial development of an essentially untapped field. 5 I 

~I As our white paper, An Opportunity 10 Develop Alaska's Heavy Oil Resources, explains, 
DNR 's Spring, l 99t1 production forecasts concluded that the entire Milne Point Unit (inclusive of 
Schrader Bluff) would be abandoned in 2006, while that agency's Spring, 1995 forecasts predicted 
unit abandonment in 2011. Neither forecast assumed any heavy oil development, save for the 
minor production flowing from the Tract 14 pilot project. Some projected heavy oil development 
first appeared in the Department of Revenue's Fall, 1995 forecasts because of methodology 
changes that were unrelated to the actual likelihood of Schrader Bluff development. 
3 

/ Procrustes, you'll recall, was the villainous son of Poseidon who forced travelers to fit into his 
wooden bed by stretching them on a rack, or cutting off their limbs. 
~ I Mr. Boyd briefly argues that the third circumstance-where royalty relief may be granted to 
"reestablish production of shut-in oil"--might also be availing. 111ere is no shut-in production at 
Schrader Bluff, and, through the Tract 14 pilot wells, the field produces and sells 1,000 bbls./day. 
5 I Indeed, one would think that, if any of HB 207's three bases for royalty relief were applicable 
to Sehr;:ider Bluff, it would be what Mr. Boyd calls the "New Pool" clause of AS 
38.05.1800)( I )(A). However, Mr. Boyd concedes that this basis is unavail::ible because it excludes 
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Moreover, "costs per barrel" are not increasing at Schrader Bluff, as they are in 
Cook Inlet where constant operating expenses are being spread over fewer and fewer 
barrels. To the contrary, one essential goal of BP's and OXY's pilot efforts has been to 
redur.e per barrel costs, and, as BP has testified before your committee, continued 
decreases in per barrel costs are as essential to field development as is an effective 
legislative incentive. 

b. HB 2071s legislative history. Commissioner Shively explained to the Senate 
Finance Committee that the "Declining Field" clause was only intended to cover "fields 
that are declining or about to be shut in." 6 I The clause, the Commissioner added, 
addressed only fields "that might be abandoned" (id.), and DNR's position paper on I-m 
207 made it clear that the clause was aimed only at providing relief at the end of a field's 
life. The clause, the agency said, covered: 

Oil and gas f e/ds whose economic life may be 
prolonged in light of ,·11creasi11g costs in the later stages of 
production. 

"CS for HB 207(FIN)A1\4 QUESTIONS AND ANSWERS," (herinafter "DNR Paper") 
undated at 1; emphasis added. These were what the agency called "mature producing 
fields," 7 I or what Chair Rokeburg more directly described as "old uneconomic fields ... e.g. 
Cook Inlet." 8 I 

The administration and the legislature knew what the "Declining Field" clause 
encompassed. The clause was directed at Cook Inlet fields, and not initial development of 
ANS heavy oil. 

c. Prior DNR precedent HB 207 added only one category of fields eligible for 
royalty relief--Mr. Boyd's "New Pools," the most frequently cited example being the 
Badami field. As DNR consistently reminded the legislature, the Declining Field clause 
pre-dated HB 207: 

The current law allows the commissioner to gram 
royally reduction to prolong tlze economic life of a field or 
to reestablish shut-in production. 

any field tliat has "previously produced oil or gas for sale." The statute thus fails to account f. r 
new fields from which some production has occured from test or pilot drilling. Whether that 
omission was in:entional or inadvertent, it's still nonetheless fatal to Schrader Bluff's eligibility 
under HB 207. 
6 I Mtn11tes, Senate Finance Committee, May 3, 1995. 
7 /ld.at3. 
*I lvlemorandum, Chair Rokeburg to Members of Senate Finance Committee, May 5, l995 at 2. 



SIMPSON, Tll.lINCHAST, SORENSEN [1 LORENSEN, P. c. The Honorable Joe Green 
February 2, 1996 

Page S 

DNR Paper at l; emphasis added. Indeed, DNR often cited its pre-existing authority under 
the Declining Field clause as a defense to claims that HB 207 gave the agency excessive 
discretion. Granting royalty relief under the Declining Field clause, Commission~r Shively 
told the House Oil and Gas Committee, "is really not something new to the office." 9 / 

Indeed, and as Nfr. Boyd explained to the Senate Finance Committee, the Conoco/OXY 
royalty relief application had been decided under that clause. 10 I 

The Conoco decision, in which Conoco and OXY were denied any adjustment to 
the special royalty surcharge imposed on some 'tvlilne Point production at the time the 
Nlilne Point Unjt was formed, concluded that relief could not be granted under the 
Declining Field clause until near the very end of field life. Until then, any prognosis about 
field economics would be dependent on projections of future oil prices, and the inherent 
uncertainties in forecasting the future price of oil made it impossible for Conoco to make 
the requisite "clear" showing of entitlement to relief. Said the hearing officer: 

fl is impossible to ascertain whether royally relief 
granled afler three years of production in a field with an 
estimated field life of twenty-five to twe111y-eigh1 years 
would compensate for. and he commensurate with, 
increasing costs in the later stages of production decline. 
Given the volatility of future oil prices and the remoteness 
of late stage costs, the depar1ment should not conclude that 
this standard would he met by granting 1he requesled 
royalty reduction [under the Declining Field clause] at this 
time. 

fl is very difficult, if not impossible, to provide such 
['clear'} evidence here, since the Milne Poi/I/ field ;s in the 
very early stages of production. 11 I 

The Declining Field clause, DNR ruled, was available only 'to Cook Inlet fields, 
where but a few production years remained. Younger fields were ineligible. And given 
that: 

( 1) the Declining Field clause, according to DNR, was simply 1 ransferred into HB 
207: 

9 I Minutes, House Oil and Gas Commilfee, March 9, 1995 at 4. 
10 I Minutes, Senate Finance Commillec, May 8, 1995. 
11 

/ Recommended Decision of the c_,..,1missioner of Natural Resources Regarding the Conoco 
Application for Royalty Reduction on ADL ./7433, 47434, 47./37, 47438, and 28231 (Kupamk 
Participating Area. lvfilne Point Unit) (hereinafter "Conoco Decision"), December 28, 1990 at 
15-16. 
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(2) the former standard of requiring a "clear" showing was replaced in HB 207 by 
an even more stringent "clear and convincing showing" requirement; 12 I and 

(3) Schrader Bluff's potential 41-year field life is nearly twice as long as the 
Kuparuk Formation field life at issue in the Conoco decision, 

M.r. Boyd's suggestion that the future development of ANS heavy oil be 
adj1Jdicated under the Declining Field clause does not give ground for optimism. 

IL HB 207 Does Not Allow Royalty Suspensions 

Mr. Boyd has suggested an amendment to HB 207 that might obviate Schrader 
Bluffs eligibility problem. However, amending HB 207's eligibility requirements would 
not lessen any of the other difficulties inherent in relying on that statute. 

The first of chese other problems is HB 207' s mandatory 3% royalty floor for 
Declin!ng Fields. AS 38.05.1 ~ ~ G)(4)(B). 

As our white paper explains (seen. 2, ante), heavy oil fields are materially different 
from the kinds of fields considered in the debate over HB 207. Their initial production 
rates are low; however, production then declines quite gradually thereafter, and the field 
enjoys a remarkably long life--in Schrader Blutrs case, an estimated 41-years. 

Thus, and as the white paper d .. ..,,onstrates, the State of AJaska would likely earn 
considerably more royalty income from a five-year royalty suspension at the outset of 
production (which is what HB 325 envisions) than frc'TI a reduced royalty spread over the 
life of the field (as HB 207 envisions). 

Indeed, the white paper estimates that the State of AJaska would lose about 
$800, 000 per well if it imposed a 5% field royalty under BB 207 rather than enacting HB 
325. Id. at 39, Chart 16. 

As the white paper also discusses, Anhur D. Little, in its report to the Oil and Gas 
Policy Council, faulted AJaska for insisting on a one-size-fits-all royalty policy that is 
insensitive to the pecularities of particular marginal fields. HB 207's royalty floor may 
make sense .as a general proposition, but it disserves both the public's aod industry's 
interest in developing heavy oil. In this respect, then, HB 207 proves Arthur D. Little's 
poin~, iind it also underscores the wisdom of Conunissioner Shively' s repeated cautions to 
the legislature that HB 207 was never intended to address every oil and gas incentive 
issue. 

12 I AS 33.05.180(j)(2). 
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Ill. HB 207 Addresses Only Lease-Bas!!d Royalty Relief 

HB 207 only authorizes royalty relief for leases and unitized interests. AS 
38.05.1800)(1). It does not envision royalty relief targeted to individual wells that may be 
owned by several lessees. 

HB 325, conversely, purposefully targets only individual new heaV'/ oil wells. In 
so doing, it denies any incentive to production from pre-existing heavy oil wells, or 
production from other oil-bearing formations in the unit. In this way, it ensures that 
incentives are offered only when they serve th~ bill's primary purpose--to encourage new 
heavy oil drilling. 

Also, HB 325's five-year suspension limit applies on a per well basis, so that the 
state can begin receiving royalties early in the field's development. And it imposes its 
500/bbl./day cap on a per well basis, because individual well production rates are the best 
measure of whethei" the heavy oil property as a whole requires the incentive. 

HB 207' s lease-based approach does not seem suited to the kind of targeted relief, 
and targeted safeguards, contained in HB 325. 

JV. HB 207 is Burdened By <m Unrealistic Economic Test 

In the Conoco decision, the hearing officer concluded that an oil company should 
invest in a prospective oil and gas development, and needs no incentive, if it projects a rate 
of return from that venture at least equal to the then-CL ; 1 c:nt yield on a risk-free 90-day 
U.S. Treasury bill. Conoco Decision at ' a. 

OA.'Y thought this an unreasonable standard. If an 1rvestor can earn the same rate 
of return from: (1) a risk-laden oil venture; or f2) a T-bill, why would that investor not 
simply purchase the T-bills? 

This standard was imposed by a prior administration. Howe.ver, nothing in HB 
207 expressly altered that standard. And unless and until DNR reconsiders the matter, this 
standard remains a formidable obstacle to any worthwhile development incentive. 

V. HB 207 Fails to Achieve Tlzree Other Goals of HB 325 

Our white paper lists seven criteria for any effective heavy oil incentive. HB 207 
fails each of these three: 

a. Immediacy. As BP has testified before you, committee, there is a window of 
opportunity for developing ANS heavy oil that, as experience has shown, may pass 
quickly. Mr. Boyd has testified that DNR could complete an HB 207 applicatio11 for 
heavy oil in as few as three months. However, given that: 
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( l) AJaska's only prior royalty reduction proceeding, the Conuco/OXY 
Milne Point proceeding, required 15 months to complete simply at the agency level; and 

(2) HB 207's process is considerably more complex than prior law's, 13 I 

we believe that one year is a more realistic minimum; 

(b) Certainty. As you know, BB 207 accords DNR considerable discretion. 
Indeed, no matter how compelling the applicant's economic case, DNR remains free to 
deny or limit relief under an open-ended "public interest" standard. AS 
38.05. I 80G)(3)(A). As a result, no prudent investor would commit capital on the 
assumption that adequate relief under HB 207 would be granted. To the contrary, any 
investment decision made in 1996 would necessarily assume that relief would ultimately be 
denied; and 

(c) Credibility. Our white paper argue:: that any heavy oil incentive should draw 
on successful experience in other oil producing jurisdictions. The Arthur D. Little report 
called royalty suspensions a tried and successful tool to stimulate investment in marginal 
fields, and the white paper lists the United States, and seven producing states, as 
jurisdictions that have employed royalty and tax suspension to do just that. In Texas 
alone, a high-cost gas well tax suspension resulted in a 400% increa5e in gas wells drilled, 
and I 04,000 additional tmployment years, over the suspension's four-year history. Id. at 
35. 

Conversely, Alaska's discretionary royalty reduction history is less encouragir.g. 
There has been only one such completed process, and after nearly four years of agency 
and court proceedings, the principal applicant--Conoco--sold its interest in Milne Point 
and left the stat .... 

Besides its certainty, HB 325, in contrast to HB 207, benefits from its simplicity. 
As we've seen,, !'he only prior completed royalty reduction proceeding in Alaska consumed 
I 5 months before the agency. As would be the case with BB 207, each individual lessee 
was required to present a complete, iessee-specific economic case. Even though it owned 
but an 8.81 % interest in Milne Point, OXY was forced to bear six-figure fees a;1d costs 
associated with the application, as well as a considerable disruption of company 
operations. 

Independent companies with smaller interests in AJaska, or with only prospective 
interests in the state, will not be attracted to our state by potentially complex 
administrative proceedings with uncertain outcomes. Once again, Arthur D. Little's 

13 
/ Among the steps re'1:.iired by HB 207 are: (l) preparation of preliminary and final findings; (2) 

a mandatory 30-day public comment period; (3) possibie selection of an independent consultant; 
(3) preparntion and a.~ency review of the consultant's report; (4) agency audits; (5) possible 
legislative committee review; and (6) gubernatorial review. 
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admonition is pertinent. Alaska, for too long, has built its royalty policies around large, 
profitable fields run by large interest holders. As a result, the gene pool of Alaska's oil 
industry continues to shrink, and reliance on HB 207 to spur ANS heavy oil development 
would do nothing to reverse that trend. 

VL HB 325 Enlzaw.:es the Legislature's Role in Setting State Royalty Policy 

HB 325 reflect~ the belief that, where it is possible to do so, the legislature itself 
should set royalty policy. That wasn't possible with HB 207, since its broad scope 
encompassed too many varying situations to admit of direct legislative management. 

HB 325, on the other hand, focuses only on a single, well-understood development 
challenge. As a result, it invites a reassertion of legislative involvement in this sphere, if 
the legislature chooses to take that opportunity. In part, that's because there seems 
something of a consensus that ANS heavy oil is unlikely to be developed without an 
effective incentive. 1 ~ I A better opportunity for direct legislative involvement is, in our 
view, unlikely to present itself. 

* * * 

On behalf of OXY, let me extend our thanks for the consideration that I know you, 
and the House Resources Committee members, will give to the thoughts expressed in this 
letter. If you or any committee member r.ave any further questions, please don't hesitate 
to contact me. 

Sincerely, 

STh1P~N, TILLINGHAST, SORENSEN & LORENSEN ) . 

/ ) ) ~------
Jon ·~ Tilling~st 

14 I For years, the departments atural Resources and Revenue took that position, and nothing 
has changed since the Spring of 1995 when that view was last articulated. For their part, 
companies such as BP, OXY, Arco and Conoco have invested over $270 million in ANS heavy oil 
pilot projects over the past decade. If, for example, Schrader Bluff could be economically 
developed without changes in the state's fiscal structure, its owners would have plainly seized the 
opportunity to recover that investment a long time ago. Our white paper discusses the technical, 
logistic and economic hurdles associated with heavy oil development in detail, and we've heard no 
one suggest that U1c case was overstated. 
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Alaska Environmental Lobby, Inc. 
P.O. Box 22151 Juneau, Alaska 99802 

Phone: 907-463-3366 
Fax: 907-463-3312 

HB 325 Royalty Holiday on Heavy Oil 

Alaska's Constitution requires that the State and its officers 
maximize the value of state resources. It is the obligation 
of the Administration and the Legislature to support the 
constitution and maximize the value of Alaska's resources 
consistent with the public interest, for the maximum 
benefit of its people, not corporations who do business 
here. 

Major changes to existing leases and royalty agreements 
should be negotiated in public. The supporting data for 
decisions should be public. As shareholders, Alaskans 
each have the right and responsibility to pay close attention 
to the decisions made by our "board of directors" (the 
Legislature) Our democratic system demands that the 
public has access to the basic information about the 
decision effecting us. Without this it will be impossible for 
anyone to ever know i~ the constitutional obligation to 
maximize the value of the state's resources has been 
fulfilled. Legitimate decision will always be able to 
withstand public scrutiny. 

It is rarely good public policy to craft laws that favor one 
company over another. But, it is worse to, in the guise of 
solving the proble1n 0f a small independent oil producer, 
with out ownership of TAPS, or shipping give away the 
farm. If HB 325 is designed to help OXY petroleum only, 
then craft it so narrowly that only they benefit. If, the 
problen1 js a broader ap1.11icati on, n1ake sure the State's best 
interest is se n ·cd. 

·. , , ,, , ... ' f.,l \\.I "·I' ~ .. . . . \ ' . ' . I".,., ... l .,. ' ·.. . . ': ··" . ·. 
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Retroactive changes to leases are unfair advantages to 
individual companies, harming competition, anJ possibly 
neglecting the State's best interest. 

To accommodate the economic difficulties of developing 
heavy crude the State should never forgo the royalty 
completely. With some royalty being paid, there is a 
formal relationship and interest in the health of the well by 
the owner (State) and the producer (lease holder). 

In many businesses, (film, music, TV) royalty negotiations 
are standard. There are rnany models of shared risk at the 
investn1ent level, but, over the life of the project all 
royalties are paid. Benefit now, pay later, but, you should 
come back and pay. 

As the chairman of House Oil and Gas said on 1/23/96, 
" .... (it's) self executing". But, I urge you not to shoot 
Alaska in it's future earnings. 
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Representative Joe Green 

February 2, 1996 

Mr. Ken Boyd, Director 
Division of Oil & Gas 
Department of Natural Resources 
3601 "C" Street, Suite 1380 
Anchorage, Alaska 99503 

Mr. Boyd, 

Dimicc 1;; 

C-'·CHAIA. RESOURCES ::C'.'~llTTEE 
'/ICE CHAIR, JUDICIARY CO'.~'.UTTEE 

~J.E'.IBER. STATE AFFAIRS CO'.!MITTEE 

FINANCE SUOCOM~.'IT":"EES 

DEPT. OF NATURAL RES.'.;URCES 

DEPT. OF COMMERCE 1 ECO>:C'.'IC OEllELOl"l,iE'<T 
DEPT OF ENVIRONMEN TAL ~o·:seRllATlo;i 

Thank you for the copy of your letter responding to Representative Bill 
Williams' questions about the applicability of AS 38.05.180 (j) in reducing the 
ro:·alty for heavy oil. 

I appreciate the position you and Commissioner Shively share on heavy oil 
incentives, and as well, I appreciate the proposed amendment language 
offered; however, I feel that neither AS 38.05.180(j), nor the proposed 
amendment achieves the goal I set when I introduced HB· 325. 

As I stated after your testimony on HB 32t; last Friday, the incentives offered 
in HB 325 are not discretionary. I believe this is the m~st important aspect of 
the bill. To allow DNR to have discretionary authority to grant the royalty 
reduction would introduce an unacceptable degree of uncertainty. As you 
well know, in the eyes of investors, uncertainty equals risk, and risk is the 
major element we are attempting to ciiminish. 

The committee substitute offer~d by the Oil & Gas Committee adequately 
protects the state with a limited window of opportunity, and a product~on and 
price ceiling above which the full royalty applies. The issue of a minii~um 
royalty has been discussed, and it may be possible to discuss this issue fl~_rther, 
as an amendment to HB 325, or as a modification to AS 38.05.180(j). ~ 
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I remain open to proposals to amend AS 38.05.180 (j) to clarify that it can be 
used to adequately reduce the risk of producing heavy oil to interested 
potential developers. ,: iowever, at this time I still feel that the certainty of an 
automatic royalty reduction is necessary and therefore cannot support 
discretionary uncertainty in HB 325. 

/

Representative Joe Grr~en, Co-Chairman 
House Resources Committee 
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TONY KNOWLES. GoVeRNOR 

DEPARTMENT OF NATURAL RESOURCES 

fanuary JO~ 1996 

The Honorable Bill \'.l./illiams 
Alaska Sc:ttt: Reprc:;cnrmivc 
Staie Capitol, Room 12S 
Juneau. Alaska 99RO l-1182 

Dear R!prescn1ati\'e \Villianis: 

DIVISION OF OIL AND GAS 

3601 "C STREET. S~'/TE JJ80 
.~:\'CHOR..{GE. ..IUSKA 905DJ-30J.', 
PHO.VE: f')O~i 269-87S./ 

You :lskcd whether HE 207. passed Inst session, could be: U!icJ to ~ninl royally relief for the production of 
"heavy oil." The diYis1on's shon answer is yes. .'.\e\'e11hcless. bc:ause of the concerns expressed in the 
hearing on January 24 about th~ ;ipplicabilily of HB 20i to hc::l\y oil prociuccion. the :idminisrnition would 
suppo11 an amendment 10 HB 207 to pro~vide l.'.::\µlil:itl~· that il applies 10 !1e:l\y ml production. 

Subject to several prnrnnons designed to protect the state's interests:, H 8 '.207 i;rnnts :iuchonry to the 
commissioner r;if the Dopa.mncnt of ?'-foturul Rcsourc~s co modify rhe existing royally r:ite "to nllow for 
producuon that would not otherwise be e::onomicall~ feasible" for :my one of three types of oil or gas r.ools. 
In essence. the rhrec ar~ · 

t. To allow produ::non from an oil or gas pool cJ1at has been delineated. bur 
has noc pre,·iou.c;ly produced ("New Pool''). 

'> To prolong !he economic lifo of an oil or gas pool as costs per barrel or 
h:tm'!I equivalent increase (''Declining Pool") . 

3. To reestablish production from a shut·in oil or gas pool (''Shut-in Pool''). . . . ... 

For purposes of HB 207, hcayy oil production is 110 diffcm:-nl from any other type of oil producrion. Tn other 
words, HB 207 would apply whether che oil production consisrcd of heavy~ mcdiwn. or light production. If 
a company wished to produce hea·vy oil from a Shut-in Pool, it could b~ granted royalty relief under HB 207. 
For cxnmplc, hco"r)' oil production from ARCO's portion of the Schrader Bluff pool (which ARCO c:ills \Vest 
Sak) that has been shut-en could be granted rovalty relief. The same would be true for hea'y oil production 
from a Dedining Field or New Field. 

Oxy and BP have 3 specific concern about whether heavy oil production from the S<!hrad<ar Bluff pool wirhin 
the Milne Point Unit could qltali(v under HB 207. Again the issue is not whether heavy oil producuo11 could 
qunlify; r:ithcr it is '\\·hcthcr the Sc1m1llc:r Bluff pool ti ts with.in one of the chrcc types of pools listed in HB 
~07. 

In the division's opinion: the S-chradcr Dluft' pool does 1101 meet the dt:fmition of a New Pool because the 
Schrader Bluff production has been sold. Arguably, the Schrader Bluff pool meets rhc definition of a Shut-in 
Pool. The Arco portion of the Scltr:ider Bluff pool is cnrrendy shut-in, Tho Tr:tct 14 pilot proj~ct for 
production from the O:q· and BP portion was sh1.1c- i.i1 fron1 1992 lo 1994, lf lhl! production remains 
Wleconomic, as the companies asserted in their testimony :md the pilot oro.icct was stopped. thr SchrJder 
Bluff pool would clearly qu3fjfy :ls a Sh•1t-in Pool. 
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The mo~t ;ipplicable definition to the Schrader Bluff pool is the Declining Pool definition, number 2 above, 
Fir:il, grru1ting royalty relic;C wuld "prolong che economic life of' the Schrader Bluff pool production, 
Second, the com per barrel increase with hc3Yy oil production. Mosr 1mporranrly, granting relic( :issuming 
Lt was j 11~t1ftcd, would be consist<?m with HB 207':; primnry purpose "to allow for production Lhul would nor 
be otherwise ue economically feasible." It appears that HB 207 could be applied to heavy oil production from 
the Milne Point lnit. 

~~e v1:rlht:lcss, some of the companies and representatives have expressed concern about the applicability of 
HH 207 (O heavy oil production from the ~tilne Point L'nit. To alleviate any concem :iboul HB 207\1 
:ipplicability to the Milne Point Unit, the administr.ltion wouid support un amendment m HB 207 to make 
heavy oil explicitly included wnhin the pW"\'iew of HB 207. This could be accomplished by amending the 
l::mguage in AS 38.05.1 SO(j)(l )(B) lo read as follow~ : 

(8 ) w prolong the economic life of an oil or gas field or pool as costs per barrel or b:irrel 
~QUl\'alent increase or to :\llow for th~ ornt!urtinn from an oil nnol cont~ininc hcav\' oil, 
defin~d :1!\ production with American Petroleum Institute weighted ::n·era1•c \:ravicv of 
:w dt:~rccs or less; or 

Such an amendment i:; prefor;iblc to HB 325 because it would Sr.lbjcct auy rdid lo lhc protection of the state's 
interests .~ffonied by HB 207. Specifically, it would require a complete J.11d U1orough economic analysis of 
heavy oil royalty relief. which is lacking in HB 325 Tndeed, no sttite agency has been given the detailed 
backup data that presumably supports the economic ilsscrtions comai.ited in the whilt: pnper prepared by BP 
.:snd Oxy. HB 207 would also pro\'ide for public and legislative comment before any relief is granted. 
finally, it would allow any relief gr:mtcd to he condirioncd. to change if the bases upon which the rcliGf is 
granted change. 

By passing HB 207, the legislature :idopted a consist<mt policy that would rre:it :ill playars foirly •md equally. 
HB 207 allows for "fiscally ctficicnt" roy'1lty terms. HD 325 is not fiscally c-Oicicm because it is not sensitive 
rn profitability. It reduces the state's royalty w1thout a showing of necessity by the companies or a guarantee 
of anything in return to the state for granting relief. Despite the companies' contrary protest:icions, they CM 

h:we certainty of relief uridcr HB 207 before making any investment. 

Gndeniably. HB 207 is not as adminiscrativcly ~imple as HB 325 because it requires a complete re\·iew. The 
long debate over HB 207 last session convinced me that although both the k:gislarure and the governor want 
cxpeditcu <.11.:vclopment of Alaska's oil and gas resotU'ccs, they want this done with proper scrutiny. 1l1is 
scrJtiny, clearly present in HB 207, is lad .. ir.e in HB 325. 

r hope rhis infonnation is helpful to you. If you have any further questions, please feel free to call m~. 

Sincerely, 

. \ _A(j(5~ 
' ~nncth A. Doyd , 
.Director · 
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February 9 , 1996

Mr. Edward K. Behm 
OXY USA Inc.
6 Desta Drive, Suite 6000 
P.O. Box 50250 
Midland, Texas 79710-0250

Mr. John Morgan 
BP Exploration (Alaska) Inc. 
900 East Benson Boulevard 
P.O.Box 196612 
Anchorage, Alaska 99519-6612

Dear Sirs:

BP Exploration (Alaska) Inc. ("BP") and OXY USA Inc ("OXY") have made 
representations to the House of Representatives in support of IIB 325 concerning the 
feasibility of heavy oil development in the Milne Point Unit, Schrader Bluff Participating 
Area in both a “white paper" dated January 22, 1996, and in testimony to die House 
Subcommittee on Oil and Gas. the House Resources Committee and the House Finance 
Committee. Further. BP and OXY offered to make detailed back-up data available to die 
Division of Oil and Gas. As a result, die Division has been asked by members of the 
Alaska State Legislature to review the economics of heavy oil development at the Milne 
Point Unit in order to evaluate die provisions of HB 325. On February S, 1996, the 
Division received from OXY a summary sheer titled “Critical Assumptions." More 
information is needed to provide background to the bottomline figures presented so far. 
similar to the information OXY previously provided for its prior Milne Point Unit 
royalty reduction request and the information BP provided to assist the Division in 
evaluating BP's economies for another field.

In order to perform the requested review, the Division will need detailed and 
comprehensive data from BP and OXY supporting the analyses that both companies have 
previously presented. This data must cover both die full Schrader Bluff pool 
development and, because the proposed legislation is currently structured on a per-well 
basis, the per-well economics of the Schrader Bluff pool. In both cases, the companies 
should provide the incremental company economics lhai arc projected to accrue to the 
project through facility sharing arrangements, pipeline tariffs, tax benefits, etc. We 
recognize that each company's economic assessment is different, and so each company 
should provide its own analysis of these impacts.
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Mr. John Morgan 
BP Exploration (Alaska) Inc.

Mr. Edward J. Behin 
OXY USA Inc.

February 9, 1996

Per-well economics The “Critical Assumptions” sheet provides a summary guide to the 
kind and detail uf information required by the Division. Supporting data necessary 
includes:

1 Production and Revenues: the historical data for each Schrader Bluff well, 
including initial production rates, decline rates and per-well reserves, plus all back-up data 
supporting the chart presented m BP's Finance Committee presentation on February 8, 
1996 ("BP's Presentation") entitled "Schrader BluITTypical Well Production Rate vs 
Time (years)."

2. Drilling and equipment costs: historical data for each Schrader Bluff well, plus an
analysis of the cost reduction trends including any documents supporting the statement 
made in BP's Presentation that the 1995 Schrader Bluff development program lias 
demonstrated that, drilling costs have been reduced, that completion costs have remained 
constant, and that ESP life has been improved. Provide the results of the well 
performance and technical study referred to in BP's Presentation as soon as it is available.

3 Supporting data for the dry hole cost assumption of 86.S0% of producing well
costs and for the 90% success rate assumption.

4. Back-up data and analysis for the associated facility cost, including an
explanation of the calculation used. This component should be also thoroughly 
documented in the Schrader Bluff'development economics.

5 . Complete detail and analysis for the operating expense estimate and a
detailed explanation of the for fixed per-well operating expense. The operating
expenses should also be thoroughly documented in the Schrader Bluff pool development 
economics. Forecasts of both this component and item 4 above must be supported by 
historical (actual) data.

6. Complete detail and analysis for OXY's calculation of severance tax and 
property tax percentages calculated on revenue, including an explanation of why

revenue was used instead of the oil value and property assessment. If BP has different 
values, please provide those values plus the supporting detail.

Schrader Bluff pool development. It is the Division's understanding that the decision to 
develop the Schrader Bluff" is not made on a well-by-well basis. For example, Mr.
Policky testified that development of the Schrader Bluff pool would require upgrading of 
the central production facility serving all horizons in the unit. BP and OXY should each 
provide the Division with the complete analysis of the whole project, including any 
documentation describing the "full development scenario" of 350-400 wells presented in 
OXY’s Critical Assumption sheet ycrsus any documentation describing lire 230 well

2
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Mr. Jolni Morgan Mr. Edward J. Bchm
B P  Exp/orarion (Alaska) inc OXY USA Inc.
February 9 , 1996

development scenario represented in the BP's Presentation in a chart titled "Additional 
Production From Heavy Oil by Development Year." Included in this information should 
be the same kind of analysis that would be presented to corporate decisionmakers who 
would ultimately conn ,;t resources to the development of the Schrader Bluff pool. 
Additionally, please provide the economic analysis of facility expansion and the way that 
such capital expenditures are to be allocated to Schrader Bluff production. Potential areas 
of risk should be identified and an explanation of how they were incorporated into the 
assessment.

Other Information N eede f

1. Any BP documents prepared for the purpose of seeking financial approval and 
commitment to acquire its interest in the Milne Point Unit including any pro forma 
finance memoranda.

2 . Copies of all AJFEs (both accepted and rejected) for any capirn! expenditures 
relating to the Schrader Bluff pool including the SI 5MM expenditures for the recent 6 
new wells, well completions, and additional technical study.

3 . Internal documents that explain tire company's approval and sanction process for 
a major investment, including economic hurdle parameters, IRR. NPV, PW, any other 
financial criteria required by the company's evaluation, corporate, federal and state income 
tax rates, cost of capital, and Schrader Bluff contribution to company incremental 
economics. NOTE: BP has already provided all but the Schrader Bluff contribution to 
company incremental economics and need not duplicate information provided.

4 . From OXY, an EXCEL-type spreadsheet (on disk to speed analysis) detailing 
how the 12.8 and 15.9 rates of return, the 6.5 and 5.4 year pay back periods, the $115M 
net discounted cash flow, negative S307M discounted cash flows, and the total per-well 
royalties undiscounted of S1843M and S1,040M were calculated in the white paper. 
Please provide a calculation of the total per-well royalties using the fifteen percent 
discount rate that OXY used for its own internal analysis.

From BP, all documents supporting Mr. Policky's testimony to the House 
Finance Committee that BP's rate of return vanes 2-3% higher than OXY’s rate of return, 
and an EXCEL-type spreadsheet (on disk to speed analysis) of the calculation of the rate 
of return.

5 . BP's 1995-1997 Business Plan dated 9/30/94 and any other BP or OXY Business 
Plan related to Schrader Bluff pool development.

6. Provide BP and OXY's actual marine transportation cost per barrel 3nd a 
description of the; diffcrent.es between BP and OXY's transportation costs.

J
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Mr. John Morgan Mr. Edward J. Behm
B P  Exploration (Alaska) Inc, OXY USA Inc.
February 9 , 1996

7 . The Ardiur D. Linle study cited in the BP/OXY white paper states that a TAPS 
owner has a $1.00/1)61 advantage over a non-TAPS owner . If either BP or OXY does not 
agree with that proposition please provide the relevant calculation along with the 
supporting documentation.

8. Mr. Policky testified on February 8, 1996, to the House Finance Committee that 
currently the Milne Point Unit CPF is running at capacity at 25MBD with Kuparuk 
production; that they intend to add 40MBD in the next few weeks for Kuparuk 
production; that they intend to add 10MRD capacity in 1997 for Cascade/Kupanik 
production; and that they would dien need to add an additional 15MBD capacity fur 
Schrader Bluff production. Please provide a detailed schedule of production versus 
capacity fur the MPU CPF specifically explaining the capacity schedule as it relates to 
the production curve for the 230 well development scenario that show-s a peak of 
45MBD. If not detailed above already, please provide a detailed capital investment 
schedule for the two Schrader BlufTpool development scenarios.

If you wish the Division to maintain any of the information submitted as confidential, 
please mark each page "confidential," submit such information m a sealed envelope 
separate from non-confidential information, and provide a statement describing die 
authority' under which die Division may maintain the information confidential. If you 
have any questions about the analyses or data to be provided, please address them in
writing to Kevin Banks. Petroleum Economist. Division of Oil and Gas. 3601 C Street. 
Suite 1380, Anchorage, Alaska, 99503-5948. Because we arc dealing widi the Legislature 
in a public forum, any communications should be made in writing.

Very truly yours,

Director, Division of Oil and Gas

cc: Commissioner John Shively, Department of Natural Resources
Representative Mark Hanley, Co-Chair, House Finance Committee, 

Alaska State .Legislature 
Jim Palmer, BP Exploration (Alaska) Inc.
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February 13. 199(5

Mr. Robert F, Stalnalcer 
Director of Retirement & Benefits 

State of Alaska

Department of Administration 
Division of Retirement &  Benefits 
P.O. Box 110203 
Juneau, AK 99811-0203
Re: National G u a r d  a n d  Naval Militia Retirement S y s t e m

Dear Bob:

lr. the June 30, 1994 actuarial valuation report for the 5yatem we recommended a 
reduction in the 25-year amortization period for unfunded liabilities following the 
introduction of a lump sum retirement benefit option. This was due to the fact 
that a large proportion of retirees have recently elected lump sums at retirement. 
We suggested reducing the period to 10 years, which is the approximate average 
expected future service to retirement for the current active membership. The 
valuation disclosed that this reduction in the amortization period would increase 
the past service cost by about 5600,000, resulting in a total contribution of 
approximately 52.6 million for fiscal years 1997 and 1998.

The valuation disclosed that the funding ratio as of June 30, 1994 was 17.2%. In 
other words. 17.2% of the present value of accumulated benefits is funded by 
assets. Given the low level of the funding ratio, we recommend that the 
contribution of $2,6 million be implemented as soon as possible. The sooner this 
accelerated funding is implemented, the sooner we can expea the funding ratio to 
return to levels which are financially sound

Please do not hesitate to call. Bob, if you have any questions or comments.
~  1 gards,

Peter L. Godfrey, PIA, ASA. EA, MAAA 
Principal

ftXA.rtVffrAUIUJ’LO

c: Mr. Brian R. McGee
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