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TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES m i X «street, suite isso
ANCHORAGE. AL ASRA 905085046
DIVISION OF OIL AND GAS PHONE: (907) 2605734

February 13. 1996

The Honorable Mark Hanley
Co-Chair, Finance Committee
Alaska State Legislature

State Capitol, Room 307
Juneau, AK 99801-1182
MAIL STOP 3100

Dear Representative Ilanlcy:

Several statements have been made recently regarding the merits of HB 325 and the Department
or Natural Resources' position on HB 325. In particular, | refer to Jon Tillinghast's letter on
behalfof 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 testimony presented to
the House Finance Committee on February 8, 1996. Some ofdie sratcmcnrs that have been made
are inaccurate and, in some instances, are in error. | would like to address these statements and
assumptions and point out some 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’ of 20 degrees API or less, corrected to 60
degrees F. Heavy oil on the North Slope comprises one of the State's largest known,
undeveloped hydrocarbon resources. The volume ofNorth 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 (some ofthe leases have a one fifth royalty), and the resource and its
infrastructure are subject to all the applicable taxing authorities of the state and local
governments.

The known accumulations/areas on the North Slope of'heavy oil' that would appear to qualify
for this proposed royalty exemption include (1) a large continuous accumulation in the Schrader
Bluff formation that stretches across and into three different units and is called by the different
operators the West Sak sands in the Kuparuk River Unit ("KRU"), the Schrader Bluff formation
in die Milne Point Unit ("MPU"), and die West Sak sands in the western part of the PBU; (2)
the Heavy Oil/Tar Zone of the Sadlerochit formation within the PBU; and (3) portions of the
Badami Unit and the Point Thomson 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 Qil/Tar Zone of the Sadlerochit formation within
the PBU would be able to take advantage ofthe 11B 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 will always be the primary driver in the development
decision, the drilling, well completion and well production technology will influence any large-
scale development decision. Heavy 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 when 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 Bluffwell 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 comments regarding the proposed HB 325 legislation.

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. if 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 ofthe 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 Bluff production from the
MPU, this legislation, if 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 awell 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. The 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" 0f515.00 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 S15.00 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 agravity of 20 degree API or less. Is it the intent of the legislation to exempt portions uf
these reservoirs from the payment of royalty?

9. As described above, where reservoir fluid properties vary across the structure, the
legislation creates a situation where wells axe drilled in locations to take advantage of 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 arule (effective March 11, 19%) to reduce royalty rates for properties that
produced "heavy oil" with a gravity of 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 ofweighted 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
ofwells 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 If the state's royalty is eliminated, an individual "heavy oil" well producing 500 bpd would
not pay the following royalty, assuming a $1U.UUbbl 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 motivation do the lessees have to increase production higher than 500 BOPD if by
doing so they are "penali7ed" by a royalty”

13 If 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 of a contract between BP and OXY IISA Inc.,
...OXY pays BP about S100,000 a year under the contract, said BP
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spokesman Paul Laird, but BP has to apply tor aroyalty 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. "l ‘$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. |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:

1hope 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 noy. 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, development will probably take place regardless of the incentive, how can HB
325 possibly be a fiscally efficient measure and why should the State commit to giving up a right
to receive income from its property if the lessees involved are unwilling to commit also at this
time? HB 325 is fiscally inefficient, if measured by the conclusions reached in a recent smdy for
the Department of Revenue on behalf of the Oil and Gas Policy Council, because it ts not protit
based, and because it allows a royalty reduction where none is needed. See Arthur D. Little/John
Gault, "Review of International Competitiveness of Alaska's Fiscal System." Preliminary Report
for die State of Alaska. Department of 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. Testimony of Brucc Pohcky, BP,
February 8, 1996. House Finance Committee. The BP/OXY white paper suggest thata 15
percent rate of return will make a project "competitive,” OXY has slated that if the proposed
incentive is granted, it will achieve a rate of return of 15.9 percent and will likely go forward with
the project. Its rate of return without the incentive is 12.8 percent. BP testified that its rate of
return is 2 to 8 percent higher than OXY’s rate of return, which would put it at 1-1.8-15.8 without
the incentive: competitive already under OXY's standards.

16. IF the true motivation of this incentive is to more quickly recover development 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 Arthur D. Little/John
Gault, "Review of International Competitiveness of Alaska's Fiscal System,” Preliminary Report
for the State of Alaska, Department of Revenue, September, 1995.

Comments on Mr. Tillinghast's letter:

17. While it is true as Mr. Tillinghast states in his February 2, 1996 letter, that the
Department of Natural Resources supported HB 207 as the "first step” in implementing
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 Qil and Gas Policy Council, which is charged with investigating and
proposing such incentives, has nor proposed any incentives yet. Although 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 of HB 207 last year did not
specifically exclude heavy oil, as Mr. Tillinghast's letter would 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 number of occasions was the West
Sak, a heavy oil pool which is otherwise known as the Schrader Bluffpool. Commissioner
Shively testified that under the new provisions of HB 207, the West 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 behalfof 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.

J is not tire fact that Schrader Bluff field contains heavy oil that appears to cause OXY difficulty
in approaching reliefunder 11D 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)(1)(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. coiTCCted 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. |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 roya|ty reductions for the West Sole reservoir, while rctainmg the original royalty rate for the
deeper Kuparuk reservo (. Page d, DNR's Briefing Paper for Senate Resources Committee (April 1995).
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Supreme Court., it was rejected Litigation takes time, no question about it, and the tale of 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 reliefand 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 afield 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 I11) 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’Sother 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 of 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 IIB 325, even if 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.
li 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 B luff production and little if any about the
operator's internal long range plans. The while paper authors have incomparably more
knowledge and data on Schrader B luff 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:

3L As discussed above in paragraph 9, the federal program is applied on a property by
property basis, not on an individual well basis.
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32. The federal program has not yet started, [rwill be effective on March 11,1yt> 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.” S| 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, if 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 will never offset the foregone royalties. 1he 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' of 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 if 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 if the relief is granted, they will
continue producing heavy oil once the incentive ceases. There is no requirement of reinvestment
ofany 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 will 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 reliefwithout 3ny commitment.

The white paper authors also refer to Scott Goldsmith's study of the impact on the Alaskan
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 djObS being created b%/ such tuyaliyﬂrelief: ,
According to the white paper, the Goldsmith smdy predicts that the State will add “77additional
State governmenttjobs durmq die development phase and 10additional State government %obs
during the field life. It is unclear that the additional state government jobs are a real “henefit' 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 devequment.
What is the nature of thesejobs? Without royalty on the additional production, how will these
demands be met? What revenue will 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 quarantee that fabrication of equipment and facilities needed
would be done in Alaska.

Summary.  To briefly sum up a lengthy discussion, the Division of Oil and Gas maintains
that any Toyalty reduction or royalty exemption for the production of “heavy oil" should he
based on need. In the Ion% 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
3% does not meet Thesc 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 will be used to develop and operate the leases eligible for
the relief. The process réquired to award a royalty reduction under the existing HB 207
Erowsmns assures that the royalty reduction Is necessary to stimulate development.

urthermore, a HB 207 royalty reéduction may be conditioned to respond to changing market
conditions (price), and changes in capital and operating costs as technolo?y 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

38U5.180Y() provisions.

, _ _ 1
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 jf Qil and Gas
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M ilne Point Production Profile
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Two Paths for Schrader Bluff

450 -
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825C Royalties from. init:

Development of

$30: Projected Schrader Bluff

S250 * Royalties from (With 5-year
Schrader Bluff Royalty
(Without Royalty Suspension)
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“0¢ $425 million !
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W hat is ™" heavy oil"™?

Low gravity

Thick

Produces slowly over a long period of time

Disadvantaged in market place

Capital intensive

A focus of current debate on oil and gas incentives
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Previous Heavy O il Development

~Spent $13B Million on 13 wells and relatedfacilities
~Average producing ret  =250BOPD per well

Recovery —Q08million barrels before abandonment in 1986
~ Total Capital Investment = E16Miarre!
»Uneconomical



Schrader Bluff Ol
Accumulation

Kuparuk River Unit
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Schrader Bluff Oil Accumulation



Heavy Ol Wells Have Much Lower Initial | ionZates

Well Count
o Kuparuk Wells « Heavy Oil Wells



and injection Rates

Production
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Schrader Bluff Tract 14

Monthly Average Production

Oil Rale (BOPD) Water Injection Hale
(BWPD)

*

and Injection

Water Rate (BWPD)

History

% GOR (SCF/STB)

Gas Oil Ratio (SCF/STB)
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Vo

Spent a minimumoj $126 Mon 22 pads, etc.

"Average producing rale = 275 per

*Expected Recovery = 1.1.5 Million Barrels

"Total Investment = $9.30/BBL

"Uneconomical
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Rate of Return, Percent

"Hurdle R ate" -- The M inim um R ate

R eturn Necessary

to Justify C apital

Investm ent

"Margins: fields nave iow ievels of gross project value; Developments :=puirt e
RoOR --15%" (pg 122. Arthur D. Little Study/
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»
Conventjqnal fiscal systems are fiscally Inefficient

Company fw*
foalTu fUtum , >

; A Py (ko

flrtferr1? Lrtxf»

Conventional fiscal systems are fiscally inefficient:

. Under a traditional petroleum agreement (with fixed royalty and income tax rates unaer
a licence agreement or fixed cost and profit sharing under a production sharing
contract) the total government take and the oil company profitability change
considerably with the characteristics of the discovery (size and development cost) and
with oil prices.

. Tnis type of system is “fiscally inefficient” and has fallen into disfavour following the oii
price fall in 1986 and a worldwide trend towards smaller field discovery sizes.

. In a fiscally inefficient system:
- Smaller and higher cost fields will not be develooed as the profitability is too low to
attract oil companies.
- Larger and least expensive fieids will generate excessive profits for the comcanies:
the government take will be lower than it has the potential to be.
- Similar effects will be experienced if oil prices are unexpectedly high or low.

. Thus, uniform fixed rate fiscal systems produce non-uniform results which are
economically discriminatory:

- It is important to “tailor” the contractual terms so that the conditions offered are
attractive both for significant and for small discoveries and so that the long term
interests of host cour.tr/ and the investors are protected, for example, in the case or
wide variations in crude oil prices.



Typical Heavy 01l Well Economics

Based on the 5 best wells to date in Tract 14

"Companies will generally
consider any field
uneconomic if flie gross
project value is negative

a» a discount rate of about
ir.%." (pg 120, Arthur D.

Lillie SfiiOy)----mmmeeeen /
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W hat are we proposing?

MB 325 by Representative Green
Applicable to heavy oil production as defined by 26 U.S.C.
613A(c)(6)(F)
Applicable only to the Alaska North Slope
Suspension of royalty payments foreach new well for the:
- first five years

first 500 barrels of oil per day

A simple, automatic process



Suspension Incentives in O ther

Jurisdictions

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
discover/ wells (first 5 vears)



Texas " High - Cost Gas™" Incentive

B enefits Identifie d

*400% increase in the num@ber of wells
“* $4,122 Billion more in gas produced
$240 M illion in sales tax revenues generated

104,000 employment years created

$12 Billion in additional economic value

generated for Texas

Source: Texas Railroad Commission



T he E ffect of R oyalty S uspension on S chrader

B luff E conom ics
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North Slope Fields

Milne Point
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Development at Acquisition
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Schrader Bluff Developmen
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First production from pilot project in 1991,
16 producers ctnd 5 injectors drilled,

Low average initial well rate-275 bpd.
Completion technology advanced.
Notcommercially competitive, m

Development stopped ‘91.

4

t

History

»
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SCHRADER BLUFF TECHNOLOGY:
HEAVY OIL TEST BED
HIGH ANGLE FRAC PACKING oL TO

ELECTRIC SUBMERSIBLE PUMPING PROCESSING
HEAT TRACE TECHNOLOGY
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BOPD

Annual Average

Schrader Bluff Typical Well
Production Rate vs Time (years)



OF OlL / DAY

ANNUAL AVE. BARRELS
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TONY KNOWLES. GOVERNOR

DEPARTMENT OF NATURAL RESOURCES 5601 "C" STREET. SUITE 1380
ANCHORAGE. ALASKA 99503-59-18
DIVISION OF OIL AND GAS PHONE: (907) 269-878A

Januarv30. 1996

The Honorable Bill Williams
Alaska State Representative
State Capitol. Room 123
Jjuneau. Alaska 99801-1132

Dear Representative Williams:

You asked whether HB 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 HB 207 to heavy oil production, the administration would
s.mpptrt at aincndrrent ;0 HB 297 ;0 provide explicitly that itapplies to bea-y eir production

Subject t several provisions designed to protect the state’s interests. HB 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:

| To allow production from an il 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™).

i To reestablish production from a shut-in oil or gas pool (“'Shut-in Pool™).

For purposes of HB 207, heavy oil production is no different from any other type of oil production. In other
words, HB 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, itcould be granted royalty relief under HB 207.
For example, heavy oil production from ARCO*"s portion of the Schrader Bluff pool (which ARCO 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 Fieldor New Field.

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

In the divisions opinion, the Schrader BIuff pool does not meet the defmidon of a New Pool because the
Schrader BIuff production has been sold. Arguably, the Schrader BIuff pool meets the definition of a Shut-in
Pool. The Arco portion of the Schrader BIuff 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.

seceeqr Op *He - UFI" s85b» 1 ~ 2



The Honorable Bill Williams
January®30, 1996
Page 2

The most applicable definition t the Schrader BIuff pool is the Declining Pool definition, number 2 above.
Frst, 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 3 primary purpose "to allow for production that would not
be otherwise be economically feasible.” Itappears that HB 207 could be applied t heavy oil production from
the MiIne Point Unit.

Nevertheless, some of the companies and representatives have expressed concern about the applicability of
HB 207 t heavy oil production from the Milne Point Unit. To alleviate any concern about HB 2078
applicability to the Milne Point Unit, the administration would support an amendment to HB 207 to make
heavy oil explicitly included within die purview of HB 207 This could be accomplished by amending the

language inAS 38.05.180(J)()(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 t allow for the production from an oil pool containing heavv ail,
defined as production with American Petroleum Institute weighted average gravity of

20 degrees or less:or

Such an amendment is preferable to HB 325 because itwould subject any relief to the protection of the state’s
interests afforded by HB 207 Specifically, itwould require a complete and thorough economic analysis of
heavy oil royalty relief, which is lacking in HB 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. HB 207 would also provide for public and legislative comment before any relief s granted.
Finally, itwould allow any relief granted t be conditioned to change if the bases upon which the relief s

granted change.

By passing HB 207, the legislature adopted a consistent policy that would treat all players fairly and equally,
HB 207 allows for "fiscally efficient” royalty terms. HB 325 is not fiscally efficient because it is not sensitive
to profitability. It reduces tre, state§ royalty without a showing of necessity by the companies or a guarantee
of anything in retum to the state for granting relief. Despite the companies® contrary protestations, they can
have certainty of reliefunder HB 207 before making any investment.

Undeniably, HB 207 is not as administratively simple as HB 325 because it requires a complete review. The
long debate over HB 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 inHB 207, is lacking inHB 325.

- hope this information ishelpful toyou. Ifyou have any further questions, please feel free to call me.

Sincerely,

A. Boyd
Director
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Page 2 after line 30

insert ﬁF) for purgoses of defining field costs in this subparagraph, field costs include the—
bC- o= h  Mlined in AS 3805.180(f).

LAo \"r -CApcv'y"beio



LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 or 465-2450 STATE OF ALASKA
FAX (907) 465-2029 130 Seward Street, Suite 409
Mail Stop 3101 Juneau, Alaska 99801-2105
MEMORANDUM March 25, 1996
SUBJECT: CSHB 325(FIN) (Work Order No. 9-LS1122\)
TO: Representative Mark Hanley, Co-Chair

House Finance Committee
ATTN: Louanne Christian

FROM:

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

Amendment R.5 appears on page 3, as paragraph (ad)(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 ?oods" IS made at the
place designated, near the conclusion of (dd)(I)(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 de)(l) )(i), at the top of page 3

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

JBCiglc
96-150.9lc

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."



9-LS1122VR.7 u
Chcnoweth
3/19/96

AMENDMENT \

OFFERED IN THE HOUSE
T0: CSHB 325(0&6)

Page 1 line 10
Delete
Insert"” as follows:"

Page 1 lines 11-12:
Delete all material.

Page 1 line 13
Delete "AS 4355900. Under"
Insert "(1) under"

Page 1, line 14
Delete "(2)"
Insert "(A)"

Page 1 line 14 through page 2 line I

Delete "value at the weIIheaq? netfgfﬁwm (}3_'9 clqskdeducq@i%% o Uow: W

Insert “lessee’s reported royalty before any Yield cost deduction,”

Page 2, line 3
Delete "(A)"
Insert "()"

Page 2 line 5
Delete "(B)"
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24

9-LS1122\R.7

Insert "(ii)"

Page 2, lines 6 -7:
Delete "(A) of this paragraph™
Insert "(1) of this subparagraph”

Page 2 line &

Delete "(A) of this paragraph™

Insert "()) of this subparagraph™
Page 2, line 13

Delete "(2)"

Insert "“(B)"

After "actual";

Insert “initial"

Page 2 line 14 after “2006;"

Insert "“for purposes of this subparagraph, "actual initial drilling" does not include
plug-backs of existing wells, sidetracks from existing wells, multi-lateral or dual completions
of existing wells, or sidetracks of redrilled wells;"

Page 2 line 15
Delete "(3)"
Insert “(C)"

Page 2 line 16 after "start of:
Insert “initial"

Page 2 line 17 after "Commission;":
Insert "for purposes of this subparagraph, “initial production” means production
following initial drilling;"



9-1S1122VR.7

1 Page 2 line 18

2 Delete "(4)"

3 Insert "(D)"

4 Page 2 line 19

5 Delete "(A)"

6 Insert "(1)"

7 Page 2 line 201

8 Delete "(1) -(?) of this subsection
9 Insert "(A) - (C) of this paragraph”
10 Page 2 line 26.

1 Delete "(E)"

iV Insert "(ii)"

13 Page 2 line 30, after "hours":
4 Insert

(2) by taking an exemption from the payment of royalty under this
subsection, the lessee waives any right that the lessee might otherwise have under its
lease, unit agreement, or other agreement with the state to deduct, against royalty due
the state, any field costs associated with the production of the heavy oil for which the
exemption is taken; and

(3 in this subsection, “heavy ail" means oil having a weighted average
equal to or less than 20 degrees API gravity as the term "API gravity" is defined in
AS 4355900"

RRSISBER BB
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CS FOR HOUSE BILL NO. 325(0&G)
INTHE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE -SECOND SESSION
BY THE HOUSE SPECIAL COMMITTEE ON OIL AND CAS

Offfered: 1/24/% .
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:

* Section 1 AS 3805180 is amended by adding a new subsection to read:

(ad) Notwithstanding any other provision of this section or any provision in

a lease, unit agreement, or other agreement between a lessee and the state that
establishes an obligation to pay royalty' on production, royalty is not payable, under the
conditions and to the extent described in this subsection, for the production of heavy

oil that is removed or sold from a lease or leases located north of the IJmiat baseline.
For purposes of this subsection, "heavy oil" means oil having aweighted average equal
to or less than 20 degrees API gravity as the term "API gravity" is defined in

AS 4355900. Under this subsection, the exemption from payment of royalty applies
(1) only to the portion o 'he value at the wellhead, net or eligible field

REEREB o om-wo u»n

HB0325b
Now Text Underlined [



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 3,
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 150f 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 18% days of well
operation after the start of production of oil from the well, as reported to the Alaska Ol
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 Qil 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- HB0325b
New Text Underlined (DELETED TEXT BRACKETED)]



An Opportunity to Develop

Alaska’s Heavy Oil Resources...

BP Exploration (Alaska) Inc.
OXY USA Inc.

January 22,1996



An Opportunity to Develop Alaska’s Heavy Oil Resources...

[. Summary
Underlying the Milne Point and Kuparuk River units on Alaska’s North Slope is
a series of shallow, heavy oil sands that form the largest proven, undeveloped oil field
in the United States. I development of those sands were economic, a billion or more
barrels of oil could be recovered. Shallow Oil Sands Nomenclature
Beneath the Milne Point Unit alone,
in the Schrader Bluff Formation, there are
about 300 million harrels 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 45000 barrels per day.
According to the University of Alaska, that
activity weld spawn:

0 Capital development e_xFendituresof$550 uiliion, of which
61%, or about $333 million, 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 inChart L



0 Production expenditures of $60J million spread over a 41-
%earfleld_ life, of which 85%, or about $511 million, would
e spent in Alaska;

0 Around 360 new high-paﬁing jobs during the development
phase, and 134 new hlg -parlng jobs durln? the 41-year
production phase. 75-80% of those jobs would befilled by
Alaska residents, resulting in additional Alaska resident
payroll of $171 million throughout the development phase,
and $7.4 million annually during the production phase; and

0 65 new public sector jobs created during the development
stage as a result of this increased economic activity, and 25
new public sector jobs created during the 41-year
production phase.'/

And that, UAA projects, would flow solely from initial development of Schrader
Bluff alone. All tolled, there are nearly 26 billion 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 oil 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 3 Oil
& Gas Policy Council, "changes in [government] fiscal terms may be necessary.”” Arthur D.
Little/John Gault, "Review of International Competitiveness of 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 3 viscosity. Ecuador does the same thing. Id. at 139-40. The U.S.

AN OPPORTUNITY TO DEVELOP ALASKA'SHEAVY OILRESOURCES
PAGE 2



invested nearly $270 million 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 Darrels 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 tojustify 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 Milne
Point would produce no more heavy oil 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).
By comparison, initial production rates from individual Prudhoe Bay wells reached 25,000
bbls./day. Even initial production of lighter oil from Milne Point 3 Kuparuk formaticn-which
observers uniformly acknowledge to be at the ANS 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 atTable 24 (base case).

The Fall, 1995 DOR forecasts use a different approach for predicting future revenues
from undeveloped ANS resources. Those Fall, 1995 forecasts include considerably more near-
term production from a variety of speculative projects such as North Star, Schrader BIuff,
Mikkelson Bay and Colville River Delta than did the Spring, 1995 DOR projections, although
even here Schrader BIuff production isnT projected to peak, at 45,000 bbls./day, until 2005.
Revenue Sources, Fall, 1995, Table 22. The forecasts Schrader BIuff figures begin with the
unit 3 business plan projections for Schrader Bluff development discussed in Section I11(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 Oil & 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, 199
When the suspension ended, royalties would return to the full lease rate. @ The

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

The Fall forecasts’ methodology reflects the assumption that some development from
various problematic ANS resources will likely occur, and that by spreading that reg|0na|
prognosis over several prospects on a risk-discounted basis, the forecasts can paint a rough
picture of plausible future production from the region as a whole without staking that projection
on the fate of any one particular field. Id., see p. 19. Indeed, the forecasts do not purport to
conclude that development of any single marginal prospect will or will not be economic.

Inclusion of Schrader Bluff in that mix of regional possibilities is encouraging, since it
seemingly reflects a growing recognition that, with an improved economic environment, 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 Summer of 1995, both before the Oil &
Gas Policy Council and the legislature.

On the other hand, nothing occured between the Spring and Fall of 1995 to warrant an
about-face in the state’s longstanding belief that, under the fiscal status qud, ANS heavy oil
development will likely not happen in the foreseeable future. No technological or production
breakthroughs occured between the Spring and Fall forecasts, and the Fall, 1995 DOR
projections’ “long range price forecast is almost identical to last spring’s.” Revenue Sources,
Fall, 1995, cover leuer at 1.

For all these reasons, the Fall, 1995 DOR forecasts shouldn’t be viewed as heralding any
reversal in the state’s outlook for Schrader Bluff development in the absence of some change in
the fiscal environment.

7 At Milne Point, for example, BP Exploration (Alaska) Inc., which owns 91.19% of Milne
Point, would pay 12.5% on production assigned to some leases, and 20% on production assigned
to others. OXY USA Inc., which owns the remaining 8.81% of the unit, would pay 12.5% on its
share of pioduction.
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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 morefrom
incentives granted only for a finite period at the outset of
production, rather than from more gradual incentives granted
over the life of thefield;

The cost of administering the incentive is negligible;

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

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

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

Byfashioning a specifc 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 ofproduction, and
is therefore especially effective in allowing recovery of the
lessee’s capital investment in a reasonable period of time;

The incentive would be available immediately;
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
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o Available economic and technical information suggests that this
incentive will, in fact, materially improve the attractiveness of
investing in ANS heavy oil development.

Alaska’s heavy oil reserves are an important public asset, and there are no risk-
free options for managing it. One possibility, of course, is to wait things out, hoping
for some unexpected, sustained oil price increase, or some technological advance, that

would make heavy oil development attractive without any incentives. However:

o As Arthur D. Little recently warned the Oil & Gas Policy
Council, a "wait and see” strategy runs i s own risks, since at
some point the Trans Alaska Pipeline will no longer be
available at a reasonable per-barrel tariff, ifat all;

0 In the case of ANS heavy oil, that risk is compounded by thefact
that, even with incentives, heavy oil development may be
economic only because it can share an existing infrastructure at
Milne Point and Kuparuk River. In this respect, DNR's
Februmg, 1994 production forecasts Eredmted that Milne Point
would be abandoned in 2006, while that agency's 1995
projections pegged the unit's abandonment date at 2011; Vand

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

i

7 DNR, Historical and Projected Qil and Gas Consumption, February, 1994 at 6-7; March, 1995
at 6-7.
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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 Two Paths for Schrader Bluff
Governor Knowles will at

least assure that  the

$450

decision is purposeful. 5400

The issue raised by ™
this paper is how to ;zzz
optimize the public’s return ° 8200 -
on a significant asset. It is - :z
not about trading jobs for $50 -

50 -

royalties. As this paper will

explain, and as Chart 2

llustrates, the underlying Chart2. /

premise of this proposal is that the state will 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

DrOPOSES.

V Source: Applicable royalty rates were applied to: (1) DNR’s Spring, 1995 production forecasts
for Schrader Bluff, discussed ante; then to (2) lessee projections of likely future production from
initial Schrader Bluff development. Projected oil prices were taken from the Alaska Department
of Revenue’s Spring, 1995 REVENUE SOUrces BOOK'S base case. Dollars expressed are nominal.
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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 will lead

decision-makers to look carefully at the kind of tailored incentive contained in HB 325.
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/1. Background: Milne Point and
Heaw Ol
A An Overview of the
Milne Point Unit
The Milne 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 Paint produces 28000
barrels of oil daily from three

Production FormationS at Milne Point

formations (Chart 4).
Kuparuk (24,000 bblday).
Kuparuk production has hbeen the
unit’s mainstay since production
Chart 4 commenced in November, 1985
With an American Petroleum Institute (“API”) gravity of 22-24 degrees Kuparuk oil’s
quality is slightly heavier than other principal ANS crudes;
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Sag River (500-1000 bbls./day). I 1995 an initial long, horizontal well was
drilled into this deepest of Milne Point formations. The well has produced only 500
1000 hbl./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 Bluff (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 BIuff oil ranges from 14-20 degrees. The companies’ efforts to overcome the
roadhlocks to development of this resource are discussed in subsection (D), post.

B. The Unit’s Economic Setting.

In-and-of itself, development of Schrader Bluffs heavy oil is a marginal
proposition. Compounding the challenge is the fact that the unit from which that oil
would be produced has heen 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, infact, has the
lowest per well production rates of any major unit on
the North Slope;

0 High Royalties. Because ofa 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 of 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
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Getting Heavy Oil to Marketis Expensive

ADB
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 oil resources.
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C. The Difficulties of Producing Heavy Oil.

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 Milne Point, Alaska’s
currently-produced crudes range from 22-30 degrees at Prudhoe Bay to 25-3 degrees at
Cook Inlet.

“Heavy oil” 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 Milne Paint Unit.

Thick as it is, heavy oil
stubbornly resists lifting, and both
downhole  stimulation  and
mechanical lifting techniques are
invariably needed to bring the oil

. SCHRADER BLUFF
to the surface. Compounding the 0 Sand

API Gravities

problem on the North Slope is Chart 6

’l  For example, the Internal Revenue Code allows companies to claim a favorable percentage
depletion allowance for “heavy oil” production, which the code defines to include oil with an API
gravity of 20 degrees or less. 26 U.S.C. 8613A(c)(6)(F). And, the U.S. Department of Interior,
Bureau of Land Management, employs a 20-degree threshold for its pending heavy oil royalty

relief proposal. 60 FCeral Register s1663 (une 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 Bluffs case the heavy oil is entrained in unconsolidated
sand. As the oil is lifted, sand comes with it, choking the well bore and fouling the well
pump.

Heavy oil’s specific gravity is close to water’s; as a result, oil/water separation
becomes especially difficult. Once separated, moreover, heavy 0il’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 @ commercially reasonable
time.

Schrader Bluffs heavy oil is thus triply disadvantaged: (1) it shares the
unpleasant attributes of heavy oil 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 Milne 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 Milne Point, but rather at the
adjacent Kuparuk River Unit, which is operated by Arco Alaska Inc. (“Arca”). The prize

at Kuparuk River is potentially even greater than Milne 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.

10 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
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Chart 7

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 9eologic information have
made initialflow rates 0f300-400 bbls./day practical; and

0 Other, more conventional methods of stimulating heavy oil
groductlon are impractical.  Conoco began water injection into
chrader 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
Slopefor environmental and pirm 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
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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 oail

development.

T
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///, The Consequences ofSchraderB luffDevelopment

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 of 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.l

- 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 of Schrader BluffDevelopment.

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. 8 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 IJobs Created during the nine-year
development phase. ¥ Of thosejohs, 157 would be performed in
Alaska, and 118 would befilled by Alaska residents;

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

W The analysis, entitied HeaVy Oil Development: Tre Economic Impact,” is availabte on
request from either UAA or BP.

W 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 sectorlobs filled by Alaska residents
during the development phase, out of a total 0f 361 new private
sectorjobs performed in Alaska; and

0 An Alaska resident payroll of $171 million during the
development phase, out 0f a total Alaska payroll of $206.5
million. & Because Milne Point is a remote location, and because
the jobs created by Schrader Bluff development are skilled, the

$100,000/yr.

average salary for each new direct oil industry job would be

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, Alaskawould

experience:

0 58 new long-term direct oil industryjobs in Alaska, of

which 46 would be held by Alaska résidents;

0 An additional 76 new indirect and vendorjobs created

in Alaska:

0 All tolled, 134 new grivate sector jobs created in
would be held by Alaska

Alaska, of which 12
residents; and

0 A total Alaska resident, private sector paYroII increase
of $7.43 million/year, out of a total Alaska private

sector payroll increase of $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.

Alaska Resident Prlvate-Sector Jobs Created by Schrader
Bluff Development

AlaskaResident Tl Aslaresdrt Alaska Resident Private
™ Prvate SectorPayroll By Sector Pay ol
From D ve?o mgnt Production:; $7 43 million
Phase: %171 ilion annually
Over nine years
Ircirec\értty Jobs Resit
DuirgDeaaet - Raddion
Ircirecthverctr Jobs
Cirect Irclry Joks Thagrot Rred dlion
Duirg Dadqmert
ThogatHian
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. B  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

6 Again, the $365 million figure is expressed in nominal dollars.
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for increased government expenditures UAA's Projected State Revenues From
InltiHI Development of Schrader Illuff, With

occasioned by the substantial increase in “r'ﬁ%fd%h‘j%%m”

private sector employment), as a result of

initial field development. [7

One element of that net gain warrants
special  attention. Schrader  Bluff
development would cause a proportional
increase in  TAPS pipeline throughput o e
occasioned by up to 45000 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 all ANS crude decreases, and the
resultant wellhead value on all ANS crude increases.

That, in turn, results in higher state royalties on all 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 all 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.

. 1f 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 Ih" * 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.

M
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IV. The Economics ofSchrader B luffDevelopment.

A. The Rate ofReturn Necessaryfor Schrader BluffDevelopment.

$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,
“[rJompanies 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

"Hurdle Rate" — The Minimum Rate of Return

the attractiveness of Schrader Bluff Necessary to Justify Capital Investment
investment will be measured is the .
“hurdle rate,” which represents the Rk
minimal projected rate of return
necessary to warrant consideration
among the companies' investment %g

options. That rate, in turn, is built

on four components (Chart 11):

0 The cost of capital Chart [1
Corporations ac?uwe
Investmentfunds in one of two

ways—horrowing, or attracting equity investment. The cost of capital is the
welghted average of the company's bond interest rates and cost of equity; "/

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

s Little Report at o _ _

o Marino, HaNAbook of Capital Expenditure Management at 93 (1986). The cost of equity
capital includes more than just dividends paid. The cost of capital for common s'ﬁ)ck, for
example, consists of “the_expected total return from dividend yield and Caplta gains.” Block
and Hirt, FOUNdations of Financial Management, app. 114 (1989); emphasis added.
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0 Risk. "[lIn orderfor investors to take more risk they must be compensated by
larger expected retumns...U.S. Treasury' bills may be considered a riskless assef.
When viewed in this context, an investor must achieve an extra return above that
%btalgable from a Treasury bill in order to induce the assumption of more risk." ;

an

0 Profit. No enterprise invests without the expectation of some profit.

In today’s market, and as Chart Il suggests, these four “hurdle rate”
components combine to require at least a 15% projected rate of return fromany new
investment-a benchmark validated by the Little Report;

Companies will generally consider any field

uneconomic if the gross })rOJect value is negative at a
discount rate of about 15%.

[Oilkcom anies generally lookfora rate of return of

about 15%... roLects with lower returns usually do not
generate, enoug proflts ) en,couragie companies {0
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—t 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 Plpellne C0,, 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 Bluffs Projected Rate of 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, initialflow rates
from the Tract 14 pilot project have averaged only 275 bbls./day. Thefive 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 onIy 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 of
Revenue's Spring, 1995 base case revenueforecasts; v

0 Well costs equal to the average costs of 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 Flacilities costs from  he operator's 199'-1997 business
plan.

W As noted previously, the Fall, 1995 Department of Revenue long-range price forecasts are
virtually identical to the Spring, 1995 forecasts. 98¢ 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 of retun. The projection thus falls
materially short of the 15% hurdle rate;

Typical Heavy Oil Well Economics
Based on the 5 best wells to date in Tract 14

Raeoffeum H PyfeckPoiod ys ONCPodload saw

Chart 12

0 6.5-year pa}/_out period, Five years is a commercially
reasonable time for proHect payout. The extended payouit
period is a function, 0
return; and

0 Negative discounted cashflow at 15%.  Arthur D. Little
observed, “[cjompanies will generally consider any field
uneconomic if the gzross project value is negativé at a
discount rate ofabout 15%.”

course, of the inadequate rate of

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:

AArco’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.

I
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V. Legislation to Improve the Economics of Developing Alaska's Heavy Oil
Resource

A. The Criteriafor 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 Sectlon,II(C)-(D? discussed, ANS heavy oil
development presents unique challenges that are best met'by a

royalt,Y_ structure tailored to the peculiarities of the resource,

Revisi mg general state ro?/alty pollcy in order to spur heavy

oil development ma%_ }/]le i

insufficient, or  whic

elsewhere.

For example, last year the legislature rewrote Alaska's
eneral Eollc on oil and ?as_royally relief.  Ch. 85, SLA
995: HB 207, From a statewide perspective, the legislation

set a positive tone for encouraging public/industry
artnerships i developing, Alaska’s” marginal = reserves.
owever, the heavy oil “initiative that may best suit
development of that resource-afive-year royaltg suspension-
would be impossible under that legislation. " HB 207 requires
a minimum 5% royalty for evely year ofproduction from new
fields, - /and a néwfield is eligiblefor reliefonly if there has
been no commercial productionfrom thatfield.

d a result that is overbroad or
risks  unintended  consequences

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

5 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 of HB 207 fails to account for
the fact tha heavg oil wells invariably: (1) have low initial

roduction rates; but (2) produce for an unusually _Ion% time.

hus, the state may-and in this case apparently will--penefit
more from a royalty structure that assesses J2.5%-20%
royalties commencing in the sixth year of 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 of retun from the considerable capital
Investment necessary to develop ANS heavy oil reserves.
Some royalty initiatives are aimed at Jowering operating costs
In order'to prolong or renew productionfrom’ declining wells.
9 Here, the targets are quite different; (1) |mprovgng the
return on new investment: and (2) reducing the period for
recovering that investment to a commercially reasonable one.

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

0 Immediacy. ~ There is a window of opportunity for
development of ANS heavy oil reserves-one that will ast only
s0 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-barre| tariffs.

~ DNR has projected, as [ecentl¥ 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 of heavy
oil development is the assumption that, over a considerable

portion of heavy oilfield life, production costs can be shared

¥ 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 Feceral Register at 18081 (April 10, 1995).
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with other, conventional oil production from the same unit
And, as discussed in Section |, 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
marginalfields in other oil producingjurisdictions.

0 Sufficiency. = No one can guarantee the _mPact of any
development initiative. On the other hand, if it is apparenit
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 if 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.

il W lEla The Proposed Initiative—A Five-Year Royalty Suspension on New Heavy
il 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 separatelyfor each
new heavy oil well drilled. When each well achieved five Iyears production, full
{%a%e rol?/altles—at either 12.5% or 20%—would apply to all future production from

at well.

Because new heavy oil wells would be drilled over a nine-year development
period, there would thus be no sudden shiftfrom royalty-free to rozalty-burdened
production. Rather, field royalties would be phased in beginning in the sixth year of
development, as Chart 13 illustrates.
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0

ADDITIONAL PRODUCTION FROM HEAVY OIL
BY
DEVELOPMENT YEAR

Chart 13

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

The 500 bbls./day limitation. 500 barrels per day is as good a working definition
as anY of a marginal Alaska North Slope oil well. 1fa new ANS heavy oil well is
able to achieve production in excess of that ceiling, that additional” production
would be subject tofull lease royalties.

_ANS experience suggests that new heavy oil wells probably won't reach this
celllng. Even initial production ratesfrom Schrader Bluffs Tract 14 wells averaged
only 275 bbls./day, and the five best Tract 14 wells—en which OXY's economic
forécast, discussed in Section V. was premised-averaged about 430/bbls./day.

The Limitation to New Wells. The purpose of this initiative is to encourage
additional development of ANS heavy oil reserves. As a result, the Proposal does
not affect Productlon from any now-existing well: nor does it affect even new
productionfrom otherformations such as Kuparuk or Sag River.

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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C. Application ofthe Seven Criteria to the Proposed Royalty Suspension.

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 ail
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. o}

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
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rate of return, Little Report at 10, 150. “The Alaskan terms,” moreover, “do not
provide any incentive for the development of marginal fields.” ld. 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. ld. 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

LLRRILRRITSRTIORTTII]

‘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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Production Tax and Royalty Suspensions in OtherJurisdictions

Jurisdiction Investment Targeted Length of Suspension

United States GulfofMexico deep-water ~ Variable, depending on
wells 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 Until payout
projects
Montana Horizontal wells First 18 months
Mississippi Discovety wells First 5 years
Mississippi Re-activated wells First 3years
Kansas Tertiar){ projects and Life of the project
shallow wells
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 of high-cost gas wells
drilled annually in Texas above the number drilled
annually before enactment of the incentive;

0 $4,122 hillion 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 generatedfor the
state of Texas over the period. 1/

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 Effect of Royalty Suspension on Schrader Bluff
Development Decisions

With no royalty suspension With 5yr suspension

Chart 14

/ SOUFCE: Texas Railroad Commission, Extension of Tax Incentive for the Production of
Certaln 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.

The Effect of Royalty Suspension on Schrader
Bluff Economics

Rale ofRetum, % Payb:s\ck Period, yrz DNCproduc_ed SAf
AWVO 5 year suspension  WWNWIth 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

£ConoMmIcs.

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 oail
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 toOther Incentives.  AsChart 16 shows, a 5%royalty

reduction on new heavy oilwells, extending over thelifeof each well,would also push

Schrader Bluff
development over the HB 325 Meets the Necessary and
Sufficiency C riteria...
hurdle rafe, On a 5 Year Royalty Suspension (HB 325) vs. 5% Royalty for the Well's Ufa
nominal dollar basis, 4: 20
D =
however, the state’s o ®
| 14
royalties over the life PU 12A1
10
of the field would be B _ 9 U
ss0  (oifper-wellroyalties, undiscounted
considerably less. 62000

$1,500

Because of their low W §m

initial production rates %

HB3S 5iRydy

and slow decline rates, Char: 16
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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VI, Conclusion

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:

o AreAlaska's heavy oil reserves Iikelkl to be developed in the near
future even without any stimulus on the state's part?

o Ifnot, then do the benefits of immediate development, and the
risk of waiting, warrant a sgemal state/industiy partnership to
develop those Tesources now? and

o Ifimmediate 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.

AN OPPORTUNITY TO DEVELOP ALASKASHEAVY OIL RESOURCES
PAGE 41



Appendix A; Some QUestions About the Heavy Qil
Five-Year Royalty Suspension Proposal

Q: Why don 7 companies with heav% 01l reserves simply use the process established
last year in HB 207 (Ch. 85, SLA 199%)

~ HB 207 authorized discretionaiy royalty relief in three instances: (1) for new
mar?maltlelds: (2) to restore shut-in production; and (3) to PlenP the economic life
of older fields. A newfield is eligible for relief only if “the field or Bool has not
previously produced oil or gasfor sale." AS 38.05.J80(j)(1)(C). About 3,000 bhls./day
are producedfrom Schrader Bluffs Tract 14 pilot RijeCt. ~Schrader Bluff would thus
be ineligiblefor "new marginalfield" relief, and the remaining basesfor relief under
HB 207are simply inapplicable.

For its part, Arco did produce and sell oilfrom its West Sak Sands pilot profject
at the Kuparuk River Unit, but has since abandoned that production. Arco, therefore,
might be eligiblefor reliefunder HB 207 “to reestablish production of shut-in oil.”

However, HB 207 imposes another barrier. As the white paper explains, afive-
year royalty suspension at the outset of production seems hetter suited-from both
mdustlg’s and the state's Cloe,rspectlve-to saur additional heavy oil develogment than a
reduced royalty overfield life. HB 207, however, requires & minimum 3-5% royalty
throughout the life of the field.  AS 38.05.180(j)(4). Royalty suspensions, then, are
categorically excluded under that legislation.

Ofcourse, HB 207 could be amended. It shouldn 7 be, for these reasons:

1 As a general statement of state royalty policy, HB 207 sets a proactive tone
forfuture state/industry cooperation in sus_talnmg Alaska's oil and gas industiy into the
21st century. It was landmark legislation in tha resPect-creatlve royalty management
has long béen discussed in Juneau, but there hadn't been much coricrete action. HB
207 is an accomplishment that does not need revisiting;

2. On_the other hand, HB 207 did not purport to solve evely development
challenge facing the state and the oil m,dustlz. That is vmay for 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 séparately 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 of smaller or
unus%Jalfftlﬁl(%ls. The peculiar challenges facing ANS heavy oil development are ample
proof of that.

~ Lastly, resorting to_discretionary agencK, 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 of opportunity presented
by existing unit Infrastructures, reasonable TAPS 8|pellne_tar|ﬁs, 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 of the economic limit factor.
ISn'troyalty reliefasking too much?

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

_ For itspart, Alaska's severance tax cures that problem, and becomes sensitive to

field productivity, through the ELF. However, in the case of marginal endeavors such
as ANS heavy oil development, the progressive policies of the severance tax are
undermined by a regressive roya[ty policy. Thatfact ar(Tiuesfor consistency between the
twofiscal regimes. “The curret inconsistency is a problem, then, butfor reasons other
than the question suggests.

The white paper shows that, even with application of the ELF, development of
Alaska's heavy ol reserves is unflkely to occur unless the state revisits its royalty
structure for that resource-a fact corroborated hy: (1) the industiy's inability t0
develop. the resource, despite investing $270 million in pilot drilling; and (2) DNR'S ol
production projections.  Whether royalty restructuring is “too much” ofa price to pay
to develop that resource is, of course, thé ultimate question. Given, however, that:

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

(2) the state may receive $425 million in ro?/alties if the roralt}/ suspension
proposal 1s enacted, and development of Schrader Bluff's reserves resultantly occurs,

it would seem that the state would not be paying much ofa price at all.
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Q: OXY received a roYaIty reduction through a 1994 settlement a8reement that
restricted its right to applyfor additional reductions from DNR. Isn't OXY's support
ofa royalty suspension ari 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 b/ competitive bid in 1969. ' The lease royalty rate was, andfor
OXY Is now again, 12.5%.

Several f)]/ears after acquiring those leases, Conoco (which was then the unit
operator) and the other unit participants applied to DNR toform the Milne Point Unit,

e state, however, informed the companies that it would not approve the unit
agreement, and would allow the Milne Point leases to Iaopse, unless the companies
agreed to increase the royalty on.eight unit leasesfrom 12.5% to 20%.

In late 1985, after oil prices had collaBsed,_the companies applied to DNR to
reduce the unit's royalties. At the time, DNR believed that Milne_ Point warranted
relief especially ?wen the unusually hlﬁ]h 20% royalty that some unit production now
bore, but also felt that that it was legally precludedfrom granting relief until the unit
had produced oilfor rwo years.

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

Production resumed in A8H|, 1989, and when two years' total production had
been achieved in Februaiy, 1990, Conoco and OXY again agglled for a reduced
royalty. - In two separate decisions issued on April 21 and22, 1991, DNR denied those
applications. Conoco and OXY then appealed those denials to Alaska Superior Court,
a

The litigation lasted for over three years. In December, 1993, and after an
unsuccessful eight-year effort to reach a,royaltr 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
||t|gat|on 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
setflement, however, urn personal to OXY. BP remained obligated—and remains
OPf“gte% tloday-to pay a 20% royalty on its majority share of production from the eight
affeCted leases.

Section 5.3 of the settlement agreement also restricted OXY's ability to apply to
DNRfor royalty reductions. That clause reads:

.+ Conoco Inc, v, State of Alaska, Department of Natural Resources, uu-e1-797civ.; OXY USA
Inc. v. State of Alaska, Department of Natural Resources, uu-e1-7esciv.
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Notwithstanding Raragraph _18(h?(8|) of the MPU
Agreement and any otherwise applicable law, OXY cannot
aBE)Iy for any reduced royalty: (1) for an% of the [eight
20% Ieasesl]1...du_r|ng the remaining life of the MPU; or%Z)
for any other liquid hydrocarbon production from the
MPU, Tor five years from the effective date of this
agreement.

. By both its_terms and intent, the agreement does not attempt to limit the
Ie(%lslature_'s authority to set state royalty poliCy. Rather, this clause Was inserted -pry
both. parties agreed that neither “wished to reenact the 4 172 years ¢ Oy
administrative, proceedmg_s, and subsequent litigation, consumed by thése disci,  naiy
royalty reduction applications.

And in any event, the question is academic, because if HB 325 is enacted, the
state will still en*oy the full benefit of its bargaln. 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 thatfuture Schrader qufgroducnon will be limited
to the Unit's Rre-emstln% Tract 14 pilot project. Thus, HB 325 would not affect any
production that DNR Delieved would ocCur when 1t entered into the Settlemerit
agreement in 1994, /

In the scheme of thln}qsL 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 for this discussion came notfrom OXY, butfrom the state
itself. -OXY was invited to participate in the debate over state oil p0_||cy initiated by the
introduction ofHB 207 and creation of the Oi| & Gas Policy Council, and it has alwaKs
been forthcoming on this count in its discussions with both the administration and the
legislature. OXY, like an}/_one, i 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

conclude1 that the, Milne Point Unit as a whole would be abandoned in the year 2006. DNR,
N i’

Historical and Projected Oil and Gas Consumption, February, 1994 at 6-7.
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Q. How can we be assured that, if 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 fundln% is always a function of
available budgetfunds, the quality of competing prospects, and other variables.

Industiy, however, does have a considerable stake infollowing through. First, it
has already invested about $270 million in he_aV){] oil pilot projects—an investment it
would plainly like to recoup. Second, lessees with heavy oil reserves dofeel some sense
of urgency. "They know that, given the rlﬂht 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 aré tolerable; and the momentum spawned b
the Tract 14 pilot project and BP's recent dnlhnc}; rovides a stimulus to additional
development that may well evaporate in a climate of disinterest.

_Successful development of 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 Il of the white paper explains how
industiy |_s,m,eet|n% its obligations in that resPect, and by enactment of an effective
royalty initiative, the state would have done all it can. In"that event, heavy oil would
not be lightly disregarded by industiy.

Finally, one should remember that the royaltg suspension would appIX solely to
new heavy oil wells drilled after June 30, 1996, "I Schrader Bluff or other ANS heavy
il reseiwes aren 7 developed, the state loses nothing.

Q: Why isn7thisjust 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 Bluffand the Kuparuk River Unit's
West Sak sands will ||ke|¥ be developed while existing unit infrastructures remain
operational; while TAPS tariffs remain reasonable; and while existing development
nﬁ]omlednturrgj pe{severes, then the royalty suspension proposal is a giveaway, and the state
shouldn 7 do it

Qf:ﬂl]]‘ g)XY owns only an 8.81% interest in Schrader Bluff, why is it o interested in all
of this’

~ To begin with, heavy oil is something of a cause celebre for OXY. It is a
nationwide leader in developing creative methodsfor lifting heavy oil.
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~ And Milne Point is OXY's core asset in Alaska. OXY is the only original Milne
Point participant remalnln% and its perseverance over 15 difficult years refects a
stubbormn commitment to realizing that unit'sfull potential,

 Andfrankly, that is all to Alaska's advantage. The gene pool of Alaska’s ol
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
of Alaska employees over the past several years. The energetic parficipation of new,
independent companies in Alaska’s economy should be encouraged—both for its own
sake, and to senda clear message that Alaska welcomes active, involved newcomers.
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AMENDMEN
OFFERED IN THE HOUSE BY REPRESENTATIVE BROWN
TO: CSHB 325(0&G) " J

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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CSHB8 325 Fiscal Note Analysis
February 13, 1996
Page 2 of 2

Analysis of Eill/Prcgram Effects

This revised fiscal note is prepared 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
promote a particular economic activity is uncertain. This revised fiscal note presents two
alternative outcomes for heavy oil royalty holiday as applied to the Schrader Bluffs using the
Department of Revenue Fail 1995 forecast production, wellhead price and well assumptions.
This analysis does not include the '/Vest Sak heavyoil production from the Kuparuk unit which
in the Fall Forecast is assumed to begin in a small way (.012 million bbl/day) in FY 2003.

Scenario #1 Scenario 42
Holiday Ensures Large Scale Heavy Oil OevelODment Wculd Have Occurred
Development Which wculd Otherwise Without Koiiday
Not Occur
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 10
2002 0 -1S
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
since no significant added royalty income will flow into the treasury until well into the next
decade. At the same time Scenario #2 could be characterized a potential revenue loss
scenario and effectively puts a price tag on the likely subsidy to Schrader heavy oil production
using the Department of Revenue production assumptions.

Note neither of these scenarios is based on the maximum potential oil production scenarios
presented in industry documents during testimony on this legislation.
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AMENDMENT

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 ail 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

| farther suggest two "housekeeping™ amendments: q\j q

Page 2, line 10 Chr'TOI-/'C-&rVY'erYV

delete "“finished goods"
insert "industrial commodities”

Page2 line22 Qp r~°A -Cn d COT

insert after the word "performed": AN

Vi.*laPt?\ . A (AoQ "

1continue to have concerns with the overall approach taken in the legislation and the proposed 500
k/d, S15b and 10 year open window trigger points. | 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 -— do-P -
A-'Kenneth A Boyd * () °

Director 0\\

Bk

2
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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
"An Act authorizing exemption from payment of royalty for initial production of
a portion of the heavy oil produced from wells on the Arctic Slope; and

providing for an effective date.”
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

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

oil that is removed or sold from a lease or leases located north of the Umiat baselineTJ H 11 ov/-1

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

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

(AS 43.55.900. Under]this subsection, the exemption from payment of royalty applies
(fc) [(1j only to the portion of the (value at the wellhead, net of eligible field

~ itiltc'i rtfict( «/»ee»

HBO325b -1- CSHB 325(05G)
New Text Underlined [DELETED TEXT BRACKETED]
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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 /I ( (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 dur?i#ng each calendaf 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 Ff?bE)uary 15 of each calendar year* calculate and
9 apply to the amount set out inl(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 199
12 is the reference base index;

13 £S 1(2)_’only if the actua fFIJri]Iing of the well from which the heavy ail is
14 produced _bggan on or after July 1, 1996, and before July 1, 2006; f Fg?r *yri-t f | eIt 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 reportegd,to the Alaska Qil
17 and Gas Conservation Commissionand ~ E 'V' ' ™ 'Axn o (-

is ILL 1" “or awe on*y "essee

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 A-\A?\/\ermption continues, oil gravity test results performed during the period for
23 : whj”tkje royalty report is filed demonstrating that the oil tested is heavy oil; the
24_\°\\ 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)jmaintains, 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  ¢-"a
31 *Sec. 2. This Act takes effect immediately under AS 01.10.070(c).

CSHB 325(0&G) 2 HBO325b
New Text Underlined [DELETED TEXT BRACKETED]



Alaska State Legislature
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Representative Joe Green
Duma 10

Sponsor Statement

y>

HB 325 - Heavy Oil Royalty Holiday

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 ail.
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Mr. John Morgan Mr. Edward J. Rehm
BP Exploration (Alaska) Trc 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 SO0.72/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 awcll-by-wecll basis. For example, M.
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
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Director
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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 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 would have differing degrees of economic and public sector
impacts, the general conclusion about the significance of developing 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 fishing, 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 first tangible steps toward overcoming our competitive disadvantages by working together. This
includes efforts such as last year's legislation that encourages development of new, economically
marginal oil fields.

This study is another step in the cooperative process. |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.

Sincerely,
James A. Palmer

Dicector, Extemnal Affairs
Alaska



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 stages of
its evolution, it would be inappropriate to interpret this analysis as a study of the

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 of the existing wells. The 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 $84 million. Forthe 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 atax
base which could be tapped 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
support 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 5B compares the state's natural resource revenues from various
resources with the state's resource management expenditures 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 substantial revenues are available to

contribute to the general costs of government.
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IFIGURE 1A. MARGINAL FIELD ECONOMIC EFFECT
RESIDENT EMPLOYMENT
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FIGURE 2. MARGINAL FIELD PRODUCTION REVENUES
SENSITIVITY TO PRODUCTION, WELLHEAD PRICE, AND ROYALTY RATE
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FIGURE 3. STATE REVENUES AND EXPENDITURES:
LIFE OF THE FIELD
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FIGURE 4. STATE REVENUE "DIVIDEND"

VARIATION IN RESERVES, PRICE, AND ROYALTY RATE
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;FIGURE 5A. ANNUAL MARGINAL FIELD PRODUCTION REVENUES
;COMPARISON TO TOTAL REVENUES FROM OTHER RESOURCES
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CALIFORNIA INDEPENDENT PETROLEUM-ASSOGfATION

MinCiice 1112 Sred, Suite 30, Scorarerto, CASR14 « 64471177 FaxA6-447-1144
Jeiuotiog BEvrometd Affars Gice 501 Trudun Aene, #119, Blesfidd CAZI0 956333119 « Fax8b633-3191

June 21, 1995
JUL 05 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 of 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 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 (916) 447-11S5 if | may be of assistance in your
deliberations on this proposal.

Sincerely,
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Tre \bice of Interior Alaska

W est Sak’s oil
powerful magnet

Giant field
draws 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
Al Hastings, who worked for Co-
raco 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-
sional committee the
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 0s r

WEST SAK: THE ELUSIVE BONANZA

Sourct: AICE AUtU I Epicy»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 halfbillion 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

Dividend time: when dreams

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 Visqucen
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

INSIDE

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

Supply of pumpkins

every year since 1980, to cover
day-to-day bills. Nearly two-
thirds say they'll save some,
while nearly one-in-four Alaskans
S’Tlly they spend, spend, spend it
all.

Among the spenders: Ex-
pliorers Norman and Carolyn
Muegge Vaughan, who are chip-
ping away at debt from their an-
tarctic treks. Among the savers:
US. Sen. Ted Stevens, whose
family puts their checks toward a
college fund for 14-year-old
daughter, Lilly.

[BS)
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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-

"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, | had as many
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for Heavy Oil

O
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,"

Conoco's $126 million
Schrader Bluff investment
started pumping in 1991. At its
height, the prolects 22 wells

Oil. Pogo A7

become reality

PUTEKI

as six dogs in the garage pan of
the house. This year, | built them
their own building.”

Abit 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 hmwﬁ
n

S
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OIL: Giant West Sak draws money

Continued from P»g* Al

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
ofnew 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 improvement 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 Lithe 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
atyour expense.

Not only is heavy oil more dif-
ficult to extract, it yialds less ga-
soline and other 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*5year 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 testimony to
strengthen arguments that
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 BIuff
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.

"l 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.”

&t SPFORT SHOW

Saturday, October 7,10 a.m. to 6 p.m.
Sunday, October 8,11 a.m. to 4 p.m.
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ular when the airline quit flying
in Alaska. "Thla year, | 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 wouldnt dare
move from rainy Southeast and
risk losing tho inspiration for his
books.

Stralny, who’ 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 that 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. | 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.

AKilling frost Sept. 23 did in a
lot of the late-setting fruit, he
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.

"l 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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makers It would be possi
ble for Alaska to produce

By |AN MADER
The Associated Press

JUNEAU - The legisla- more oil
ture's oil consultant gave day.
lawmakers a surprisingly State

bullish

about Alaska's oil-produc-
ing potential
coming decade.

M assachusetfs-bascd
Cambridge
search Associates told law-

report Wednesday

during the

Energy Re-

Chuck Logsdon

lief for oil companies.
But industry critics said
the forecast may show that

A10  Anchorase Dally News THURSDAY, MARCH 30, 1995

in 2005 than to-

economist
said the

e 0il

. m SURPRISES UNLIKALY: An-

alysis predict slable North Slope
crude prices for the year. D-1

make marginal Alaska oil
fields feasible.

potential between 2000 and
2010 from North Slope oil
currently deemed
marginal, such as Badami

report probably took into royalty giveaways pro- fields

account a trend toward posed by Gov. Tony

greater tax and royalty re- Knowles and many law-
makers are not needed to In

C -.mbridge

Bay and West Sac.

a presentation to
House and Senate finance
committees, Cambridge oil

indicated

tion starting in 2002. Pro-
duction would peak in 2005
at a rate somewhat higher
than this year,
ginning another decline.
"AH the graphs I've ever
seen have lines just going
straight

e Alaskas oil outgut_risin

expert' Ann-Louisc

Hittle

Alaska’s current decline in  showed lawmakers graphs
production likely would be indicating a surge in poten- choragc,
offset by new. production tial North Slope produc-

before be-

down. This one

PRICE 50 CENTS

goes down and then up,"
said Sen.' Tim Kelly, R-An-

who saw the

graphs but not the presen-
tation. “It’s certainly good
news for Alaska."

Hittle
forecasts
ments of world oil supplv
and demand,

said company
involve assess-

and tcchn -

Please soo Back Pago, OIL

OIL: Legaslatre’s aasuant gnes lrgtview o future prodLctaon

| Continued from Page A-1

logical advances.

After checking with
Cambridge officials, Hittle
declined to tell a .reporter
whether the forecast took
into account proposed
changes in Alaska's royal-
ty structure, or whether
the production likely
would become profitable
even without such royalty
breaks.

“l do not want to get
involved in polities,”
Hittle said. *I don’t want
to Answer ybj” .question.”

Oil companies, the
Krfdwles administration
and many state'Jawmakers
currently agree that com-
panies need royalty breaks
in order to make produc-
tion possible.at several
Alaska oil field?.

Royalty, now' usually at
12.5 percent, )5 the oil that
companies must turn over

to the state in return for
producing here, in addition
to excise and income taxes.

Bills introduced by
Knowles and amended by
lawmakers would give the
natural resources, commis-
sioner wide authority to
temporarily or permanent-
ly reduce royalty, on a
case-by-case basis, as low
as zero.

What the state sacrifices
in revenue it would gain
by guaranteeing oil-indus-
try jobs for Alaskans,
Knowles says. . >,

Rep. David Firijkelsteitt;*

D-Anchorage, said- the
Cambridge forecast was
good news for Alaska, but
that it increased his skepti-
cism about aspects of the
royalty legislation.

"It makes it doubly
clear to me that we don’L
need to allow royalty re-
duction to go down to zero,
ever.”

adminjstratidrfandMidft*statejadkers

oTde& 6Tm akn

Richard Fineberg, oil ad-
viser to former Gov. Steve
Cowper and a critic of the
royalty proposals, said
Cambridge may not have
considered royalty changes

)Wts forecast.

mK?'Tn the past they have
tended to not factor in cur-

rent Alaska political dia-
logue,” Fineberg said.’
Fineberg has testified

that Alaska oil production
— which gives the state
about 85 percent of its an-
nual revenues — is not .in
as severe a decline as is
traditionally assumed. He

m/\seydrajrAlasl(a. oil fieldsfim

maintains oil companies
exaggerate their need for
royalty reduction..

"The wolves cry only
when they think they can
frighten you and get re-
wards, out .of tjiat fright,"
Fineberg said.' "Here, the
legislature's: own consul-
tant iscoming in with fore-
casts that are even more
optimistic than mine. It’s
forecasts like this that lead
us to want to see a substan-
tive case being- made for
royalty relief, rather than
rhetoric.”

On one chart in the Cam-
bridge report, total Alaska

production potential is
pegged at 1.71 million bar-
rels per day this year, 1.35
million in 2000 and 1.73
million in 2005.

Another chart indicates
in a footnote that produc-
tion figures for 2005 as-
sume development of Bad-
ami Bay, West Sak, North
Star, Gwydyr Bay, Point
Thompson, Hammerhead,
Tern Island and Colville
Delta fields.

Production and infra-
structure at Badami would
be a key to developing
many -other fields on the
list, Hittle told lawmakers.

BP Exploration (Alaska)
Inc., majority owner of
Badami, has so far been
unsuccessful in its at-
tempts to get royalty
breaks it says would be
needed to make that field
workable. Company
spokesman Jim Palmer
said a royalty break would

be just one of many factors
that must fall in place be-
fore the field could begin
producing.

"If this stuff’s going to

.come on, why do you need

the incentives? Well, to say
that (his is going to come
on regardless of other vari-
ables would be absurd,"”
Palmer said. "It’s more
complicated than that.”

Logsdon, the stale oil
economist, said Cambridge
probably did not consider
specific bills before the leg-
islature. But he said the
company likely would
have assumed there would
be some tax and royally
breaks for oil companies in
coming years.

"When they forecast, it’s
mostly trend extrapola-
tion. If the trend is govern-
ments reviewing changes
on the tax side — well,
that’s going on every-
where," 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 are Norman Rokeberg chairman,
Representative  Gary Davis, Representative Bill ~ Williams,
Representative Scott Ogan, and Bettye are you on line, can you
hear us?

REP. B. DAVIS: Yes | am

REP. ROKEBERG.  Representative Bettye Davis at the
Anchorage LIO and thanks for being here Bettye.

REP. B. DAVIS: You bet.

REP. ROKEBERG: We have a quorum of the Oil and Gas
Committee that is present.

REP. BRICE: Mr. Chair I'd like to be recognized as being
here as well.

RET. ROKEBERG: I'm sorry, my apologies Tom.  Mr. Toni
Brice is also here. Good. | need new glasses. Tom | didn't
get that right, right.

REP. BRICE: I'Il let it go this time.

REP.  ROKEBERG. Right, sorry to -- on the calendar today
we have House Bill 325 authorizing suspension of payment of a
portion of royalty due the state for initial production of
heavy oil from wells on the Arctic Slope. On teleconference
today we have Representative Bettye Davis and hopefully Chuck
Logsdon from the Department of Revenue and Mr. Ken Boyd of the
-- Director of Qil -- the Oil and Gas Division.

-1 -



ol = L

-~ O

(0]

10
11

12

13
14
15
16
17
18
19

20
21

22

23
24
25

[THIS PORTION NOT REQUESTED]
Tape 1, Side B

REP. ROKEBERG: . . . The Chair recognizes the attendance
of Representative Finkelstein at 10:05.  Good morning Dave.
Thank you Mr. Phillipi. Bev Ward did you have short statement?

MS. WARD: Actually Mr. Chairman we hadn't planned to
read it aloud. It is the same testimony that we gave In
November and we made copies for the Representatives of that.
We still support the bill with small changes (indiscernible).

REP. ROKEBERG: Thank you very much.  Mr. Ken Boyd, the
Director of Oil and Gas, are you online sir?

(Via teleconference)

MR. BOYD: Yes Mr. Chairman.

REP. ROKEBERG.  Would you please proceed with your
testimony, sir?

MR. 30YD: Yes, Mr. Chairman. For the record my name is
Ken Boyd. I'm the Director, Division of Oil and Gas. Now Mr.
Chairman | was going to do a voice check to you. Am | coming
through loud and clear, too loud and clear, or what?

REP. ROKEBERG: No it's pretty good, a little choppy but
We can hear you.

MR, BOYD:  All right, again we'll move a little bit
closer to the mike. With me is (indiscernible - cuts out)....

REP. ROKEBERG. That's too loud.

MR. BOYD: withthe Department of Law, Bill Va

Dyke, Petroleum Manager and Mike Kotowski who is the Unit
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Manager. Both Bill and Mike are petroleum engineers with the
Division of Oil and Gas.

Mr. Chairman, we just have a couple of comments. The
committee needs to realize that this bill will result in -- in
no royalty for five years per well and there will be no taxes.
The bill doesn't provide for any clear and convincing showing;
or any economic analysis. If you recall last year in the,
debate with HB 207 we spent a lot of time talking about the]
standards we needed to grant royalty relief and one of the'
things we talked about a lot was to be able to -- the need
really to show -- to have a clear and convincing showing that a
company needs this royalty relief.

The presentation by OXY and -- and -- and BP does not
provide an economic analysis It does provide some numbers and
some assumptions | presume. | don't know that these
assumptions would be the same for any other operator on the
North Slope. And even if you make the assumption that this is
need then there's no basis for the term selected to cure this
assumed need.  The $15 netback, the 5 year term, the $500
barrels are all picked but with no -- no basis selected. And
it also would assume that, | presume, that the economics for
all the companies are the same for every field. Having said
that there are some unintended consequences, | think, heie. Do
these same assumptions hold that the heavy oil lake of Prudhoe
Bay, the heavy oil of the Kuparuk field, and West Sak, heavy
oil of Bedombi (ph), and Point Thompson.  These fields also
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contain heavy oil and this bill the way it's crafted applies to
all those fields, yet you've heard testimony from no one on
anything except Schrader bluff.  There is clearly no assurance
that the companies will do anything at all at least at Schrader
bluff. ~ There certainly is no assurance that they'll do
anything after five years. There's no assurance that
additional royalty relief wouldn't be sought after the fifth
year. In shcrt, Mr. Chairman, the administration's position is
we believe HE 207 is a better vehicle to craft royalty
reductions.  You can do a clear and convincing and detailed
economic analysis to determine need. | am not saying there
isn't a need or that itisn't avaluable tool.  There s
nothing  (indiscernible) todo. [I'mjust -- all I'm saying is
that we -- you've pickeda bunch of assumptions and made a
bunch of  assumptions withno basis.  So the Department's and
administration's position is we believe that HB 207 remains the
the -- the tool to use for royalty reductions.  Thank you

Mr. Chairman.  Mr. Chairman, | think as far as | -- just one
more thing. If you want some more specifics vie talked about
what is a well and to side track accounts and dates. | don't

know that the assurance of somebody testimony -- testifying,
one company gives us much assurance that in fact side tracks,
or multilaterals or other wells are not in fact separate wells.
So | just wanted to add that. We have some other assumptions
in our bill analysis. | won't get into the details but we're
here to answer any questions the committee might have.

I
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REP. ROKEBERG. Does anyhbody else on your phone hook up,
Mr. Boyd, chat wanes Co testify from your Department?

MR. BOYD: Mo, Mr. Chairman. We'll -- we'll be available
to answer any questions but somebody else may have something to
say at that time.

REP. ROKEBERG. ~ Are there questions of Mr.  Boyd?
Representative Finkelstein.

REP. FINKELSTEIN: Thank you, Mr. Chairman. Mr. Boyd I'm
- I'm not as confident as | wasn't at the November hearing, |
was out of town. The -- in the -- in the discussions you've
had about this has anyone pointed out any provisions of the
royalty reduction law we have in place now that won't
adequately address these situations? | realize there's a floor
In some cases but other than that minor difference is there
anything else out there that has been pointed out that would --
would arguably keep the royalty reduction provision from being
used?

MR. BOYD: Mr. Chairman, Representative Finkelstein, the
floor is right. | mean we believe the 3 percent floor -- you
know -- at the maximum, it depends on how you look at it as a
whole.  The other provisions that would not woik at least --
for OXY and only OXY would -- would be the provision under the
settlement of the royalty reductions that | believe Mr. Benton
referred to earlier, he said there would be no -- no effect.
Well the effect would be that this bill -- (indiscernible)
after this bill they would not be able to use HB 207.  Our
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leases chat were changed from 20 percent to 12 and a half and |
think that was 7, these -- the bill as presented here, of
course gets rid of that provision and they would be able to use
it. So | guess the one piece that they wouldn't -- wouldn't be
able to use would be to use bi-oxyaental on those
(indiscernible).

REP. FINKELSTEIT: Thank you Mr. Chairman.

REP. ROKEBERG.  Other questions of Mr. Boyd? Mr. Boyd
the fiscal note you provided, could you walk us through your
methodology on that? ['ll get it out here. Let's see here,
this is the one that you're estimating a per well change in
revenues of $228,000 per well per year.

MR. BOYD: Yes, Mr. Chairman. What we did was take the
500 barrel per day maximummultiply it by 12-1/2 percent
royalty rate multiply it times a net factor of $10 a barrel
multiplied by 365 days a year. It's just a -- a benchmark. It

it just - it just sets a number that shows what the
royalty -- what's the royalty -—— what's the royalty the state
would not collect per well over that period of time.

REP. ROKEBERG.  But if there are no wells are drilled
here we're not losing anything, is that correct?

MR. BOYD: That's correct.

REP. ROKEBERG:  So thisisn't even the halfa loaf we're
talking about under 207, this is a zip loaf or something?
Would that be a fair analysis?
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MR. 30YD: | have no guarantee and you have received no
guarantee that any wells would be drilled no matter what you do
under any bill or any provision of anything.

REP. ROKEBERG: Do -- Representative Williams?

REP. WILLIAMS:  Yeah what did you call -- first I'd like
to get either something written from your office on your
reasons about why 207 would go along with this to take care of
heavy oil.

MR. 30YD: Mr. Chairman, Representative Williams, | beg
your pardon if I've interrupted you but you're breaking up.

REP. ROKEBERG: Speak up Bill.

REP. WILLIAMS: | would first of all like somethina'
written from your office stating why 207 would -- how 207 would
affect the -- the heavy oil. | have a question and answer
about heavy oil that the five-year royalty suspension from --
in the white paper which | haven't had a chance to study. As
far as saying that after five years or during the five years
that the -- wewill be able to assure -- be assured that ARCO,
or 3P, or any oil company out there that would like to come in,
there's no -- there's no guarantee in -- in anything. Well |
guess the old saying the only guarantee we have is taxes and
death, what type of guarantee are you talking about?

MR. BOYD:  Mr. Chairman and Representative Williams |
talk to you about no guarantee either. I'm saying that HB 207
says that wecan to allow for production that would not
economic -- otherwise be economically feasible and it goes on,
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in doesn't limit it to heavy oil or not to heavy oil It just
allows the commissioner to make that determination based on a
real economic analysis. If at the end of the day we may craft
something that still doesn't provide them any need or we may
provide them the need and they still may not develop it. |
mean they said here if you had this bill which they claim will
give them the relief they seek that they still may not develop
the field.

REP. WILLIAMS: ~ They're not -- is ~-- they are not
developing the field today?

MR. BOYD:  But they are working on the field today,
Representative Williams. | mean they are drilling wells and
they are making production what I'm saying is under 207 if they
see the need ail 207 does is remember from the long -- the long
years we've had is -- Is a mechanism for the state to look at
the numbers on which t.heir assumptions are based and then craft
some sort (indiscernible - speakerphone covered hy paper)

REP. WILLIAMS:  Would you -- will you be able to get ne
something written on your reasons why the -- 207 would affect
would work in this area?

MR. BOYD: | can do it Representative Williams.

REP. WILLIAMS: Okay and | guess going back to BP's paper
here, The Risk of Project Development Delay, would 207 affect
any of this -- this area? Do you have BP's explana -- paper in

front of you? It's @ .o
MR. BOYD: | do Representative Williams.
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REP. WILLIAMS:  Okay, the last page of Risk of Project
Development Delay, would ...

MR. BOYD: The last page?

REP. WILLIAMS: Yes. And on top of it it has the Risk of
Project Development Delay.  Would 207 delay anything in this
area from -- according to their operating........

MR. BOYD: Mr. Chair and Representative Williams, | mean
there would be the application process and the analysis process
which takes time.

REP. WILLIAMS: How -- how much time?

MR. BOYD: It's hard to say. It depends on how clear and
convincing their argument is right cut of the hox, whether ve
use consultants, perhaps, to  come in and -- you know
IS money here.  With more people doing analysis, we have a
limited staff, | would say 3 to 6 months, and that's a guess.

REP.  ROKEBERG: Further auestions? Representative
Finkelstein.

REP. FINKELSTEIN:  Thank you Mr. Chai>-rman.  Mr. Boyd,
what's the entire history of applications from the industry
under either the old royalty reduction provisions or the new
ones for reductions for these type of fields?

MR. BOYD: Mr. Chairman and Representative Finkelstein |
don't have that exact -- that information in front of me. As |
recall there were several applications in Cook Inlet, Texaco,

Marathon comes to mind.
REP.. FINKELSTEIN: FOrth e i
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MR. BOYD: ~ Beg your pardon, Mr. Chairman, stand by. |
have some

REP.  FINKELSTEIN: ~ Well could I -- [I"[l make the
question simpler.  How about for North Slope fields what's --
how many times have the companies applied for royalty reduction
under the old provisions ok the new provisions?

MR. 30YD:  Well Mr. Chairman, RepresentativeFinkelstein,
just one,the Conocc/Oxy application of some years ago.

REP. FINKELSTEIN:  And -- and no one has applied under
the new provisions yet to see how they will work and what the
time frame will be?

MR BOYD:  Mr. Chairman, Representative Finkelstein,
that's correct nobody has applieu.

REP. FINKELSTEIN: Okay, thank you Mr. Chairman.

REF. ROKEBERG: Mr. Boyd, the follow up on that question.
As | recall of the -- of the -- actually few but several
royalty reduction applications made under section (j) that
there was never any -- the state has never granted any kind of
a royalty reduction under the prior statutory regime, is that
correct?

MR. BOYD: No, Mr. Chairman. We -- the royalty reduction
was granted under the settlement actually on the -- I'm going
to say seven leases are -- |'Il say seven leases that Oxy has
the  reduction wasto 20 percent and 12 percent with the
provisions then they would not apply for -- again for a royalty
reduction.

- 10 -



o o B W

-

10

12

13
14
15
16
17
18

19
20
21

22

23
24
25

REP. ROKEBERG. Well | -- buc even in Cook Inlet there
was never a gran** of royalty reduction is that correct?

MR.  BOYD: There was never an application. | was
mistaken, there was anapplication and then it was withdrawn.

REP. ROKEBERG: Withdrawn, that's correct.  And -- and
the victims of the other one are sitting here. Thank you very
much. Any ether questions? Representative Finkelstein.

REP. FINKELSTEIN:  Thank you Mr. Chairman. But just to
point out again we spent hours and hours debating those issues
here, revised the law and we've new got new provisions that no
applications have ever been submitted under. | just want to
make sure that's the case.

REP.  ROKEBERG: Weil Mr. Boyd the way this statute is
written it -- it is net discretionary on the part of the
commissioner or does not require the Governor's approval, is
that correct?

MR. BOYD: Mr. Chairman are you talking about HB 3257

REP. ROKEBERG: That's correct.

MR BOYD: As far as | can tell, no.

REP.  ROKEBERG: It's self-executing therefore your
department nor even a company that would be -- come under the
guise of this particular statute would not have to expend any
money to review anapplication is that correct?

MR BOYD:  Mr. Chairman only the -- the administrative
costs -- you know -- the way you have it crafted now with the
- the adding in the PTI index and some of those things but |

- 11 -
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mean it's -- it -- I'd have to say it's a minor administrative
cost.

REF. ROKEBERG:  Yeah this is really basically self-
executing. Youknow when you say --you know -- you care to
venture a guesswhata six -- 3 to 5 month review of a 207
application would cost just your department?

MR. BOYD: No,Mr. Chairman, | can't do that. | don't
know the answer to that.

REP. ROKEBERG: Okay.

MR. BOYD: | don't know also what effect it would have on
the statethough if you did net do chat sort of economic
analysis.

REP. ROKS3ERG: And further the analysis of the -- well
the testimony today showed that the state stood to -- to gain
some S350 million in otherwise foregone royalties from this
particula: scheme. Would yon buy into that type of analys*jI
whether the numbers are exactly right but aren't the long-range
potentials for further royalty revenues to the state greater
under this particular bill than no bill at all?

MR. 30YD: Mr. Chairman, there are absolutely no way fori
me to answer that question.

REP.  ROKEBERG: Any other questions of Mr.  Boyd?
Representative Finkelstein.

REP. FINKELSTEIN:  Thank you Mr. Chairman. Just to get
the theme behind this wasn't -- and | think Mr. Boyd you were
one of the proponents of this theme last year, wasn't the theme

- 12 -
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last year sort of when all these same questions came up that
it's the ability of the administration with discretion under
lav/ to make these kinds of decisions. That every time | and
others propose limitations on that discretion on the royalty
reduction bill the response was no, that's better left to each
situation, negotiations necessary and that that's what we have
a Department of Natural Resources and a Division of Oil and Gas
for? Wasn't that the theme last year and isn't that a little
contradictory to what we're doing today?

MR. 30YD: Representative Finkelstein, | certainly hope"
not. What I'm saying is that it is specific in each instance
ana here is an instance. And | think :ts proper now that this'
be done. | don't think we've ever testified to anything
different under K3 207.

RE?. FINKELSTEIN: ~ Well -- well my argument is just it
seems to me we're losing the ability that the legislature took
on last year -- the legislature gave the department to make
these kind of decisions that just sort of trust the department,
we'll make good decisions which was the-theme last year is now
being lost in sort of turn it all over -- will eliminate any
administrative discretion.

MR 30YD: Mr. Chairman, Representative Finkelstein, |
think that's absolutely true.

REP. FINKELSTEIN: Thank you Mr. Chairman.

REP. ROKEBERG:  Thank you. Next we'd like to hear from
Mr. Chuck Logsdon. Chuck are you on line there sir?

- 13 -
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MR. LOGSDON: Yes, I'm here, Mr. Chairman.

REP. ROKEBERG: Well go ahead and give us your testimony,
look forward to it please.

MR. LOGSDON: Okay.  Really --1 didn't really have much
to add what's been statedby Mr. Boyd of DNR. OQur fiscal note
Is really done quite simply. It's based on what we were
assuming in the fall of '94 -- fall '95 forecast for production
and royalties from the straight or lest production.  The
production assumptions that we used bear as closely as possible |
the current development plans of the industry and they're based
on direct communications with theinvolved developers and
public statements and we do have access to some proprietary
data. The negative fiscal note really just reflects what would
happen if we were to redo the forecast with those same
development plans what the heavy oil would be exempt  from
royalties. And that's what the revenue in fact issue is based

upon.  That's really all | have tosay about the bill, Mr
Chairman, and | can he available to answer any questions,
obviously.

REP. ROKEBERG: So your -- your note -- fiscal note of a
negative 50 some million dollars is really prospective and
based on the development plans that were provided by BP. Is

that correct?
MR. LOGSDON: | can expect it -- that we were -- that w-

had the ability to obtain that kind of information, yes.
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REP. ROKEBERG.  And the -- but they don't include
potential development of 230 additional wells over a period of
7 to 5 >ears on the-- just the Schrader bluff alone. Is that
-- that correct, youdidn't take that into account?

MR. LOGSDON: That's correct.

REP. ROKEBERG: ~ MNov; you've heard testimony here today
that the -- the prospective revenues of some $60 million should
be as much as $425 if this legislation went forward and the
field investment did take place as contemplated inthe Schrader
bluff area. Do you-- would you agree that thatwould be at
least a -- a fair analysis of the potential revenue gains in
the future if this amount of development took place?

MR. LOGSDON. | really haven't had the opportunity tc
evaluate that -- the -- those -- those assumptions and | -- it
would be, | think, premature of me to comment on whether or not
that number is accurate until we have a chance to look at the
assumptions.

REP. ROKEBERG: ~ Well | understand that but just in the
terms of it conceptually don't we know our priority that that's
going to happen, that we're going to gain more here if in fact
they go ahead with their development?

MR. LOGSDON. ~ Well -- you know -- | mean the issues is,
of course, fraught with uncertainty and oil prices would
probably be the main driver of the whole induction decision
anyway and just try to estimate the revenue you would -- you
would have to have some consensus about where you thought oil

- 15 -
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prices were going. And | -- | believe that this is just one of
those unanswerable type questions. It makes this kind of

analysis question so very difficult. Certainly you could come
up with a scenario which would underpin that -- that number
see, just as you suggested but whether would be my own personal
best guess or whether it fell in within the range. | don't
know that that's -- that -- | -- | have just -- am unprepared
to answer that.

RE?.  ROKEEERG: Other  questions? Representative
Finkelstein?

REP. FINKELSTEIN:  Thank you Mr. Chairman. | -- | know|
too that vcur question requires the assumption that HB 207's
provisions don't work because if they do work then -- then
there would be some return to tne state under the status quo.
Mr. Logsdon on a broader economic analysis one of the arguments
that's being made is even if there's no return to the state and
even if we will make less than we will under the royalty
reduction provisions in current law chat somehow th:s will be
good because it's going to bring about ail this activity and
even in the short term, we're going to make money somehow
because we're going to have more activity going on. Have --
does your department get involved at all -- | suppose
suppose that you don't, cn looking at what other benefits are
out there?  Because obviously you don't make any money on
income tax, obviously we don't make any money on sales tax,
Isn't in the bigger sense this new generated activity if there

- 15 -
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IS no income to the state from any royalties or taxes isn't itj|
a net loss in pub -- public services provided?

MR LOGSDON:  Mr. Chairman, Representative Finkelstein, I!
actually we are very tightly focused on strictly the petroleum |
revenue issue.  Obviously the study that was done by Doctor
Goldsmith and others have made estimates of what heavy oil
development could mean in terms of their overall economic
impact. | -- we have just not -- we have not looked at that’
generally speaking -- we're -- that the focus has been very
tightly cn the impact on the petroleum revenue side.

RE?. FINKELSTEIN: Thank you Mr. Chairman.

REP. ROKEBERG: Mr. Logsdon in the committee substitute,
I'm not sure /cu had an opportunity to look at that, but it
sets forward a well-head price of $15 which is | believe the
reported royalty value type of a number. Could -- would you
care to comment on that as a circuit breaker price for
suspension of the -- any -- any royalty exemption and you --
would you agree that that would be a -- a fair price to use?

MR. LOGSDON. ~ Mr. Chairman, | -- | believe that it is
that kind of modification that would be aporooriate to preserve |
a blanket five-year type royalty holiday for any production and
and | also believe that it's -- you know -- 1it's possible
that these sorts of royalty modifications should -- could be
accomplished under the -- through the Department of Natural
Resources but certainly that -- that would be a step in a
direction that would truncate the risk the state would have for

- 17 -
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instance In a case of a price slide which occurred for a
lengthy period cf time during the five-year holiday.

REP. ROKEBERG: ~ And doyou think the $15 -- does that
relate to like the federal $24 WTI price and could that be a!
pretry fair comparison.

MR. LOGSDON.  Compared to -- what is it -- what's the)
federal government's cap again?

REP. ROKEBERG. $24 WTI.

MR. LOGSDON:  Okay, well let's see -- chat would take us.
to -- actually it wculd be -- that would actually be a probably
in -- in the ball park considering the -- the quality of the
heavy oil and the additional transportation costs to -- to move
it to the pipeline and the entire pipeline tariff, that'sjI
orobably in the ball park of the number that's somewhat!
consistent with the federal cap.

REP. ROKEBERG.  And justone last thing, there -- there's
a difference between the fall forecast for '95 and the spring
forecast, particularly relates to the -- the peripheral smaller
fields including Schrader bluff as pointed out  for the
committee members on p~ e 3 of the white paper. Would you care
to comment on the different methodology used?

MR. LOGSDON. | --as far-- | -- | don'thave the -- |
don't have that white paper in front of me, as far as | know
the -- the difference between the spring and the fall would be
a function of any adjustments made in -- in the development
schedule  for the Schrader bluffs is a result of our

- 13 -
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[END OF REQUESTED PORTION]
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Very good.
Hearing none, thank you very much sir,

investigation into the development planning for that -- that

Further questions of Mr.

appreciate



W hatis "heavy oil"?

Low gravity

T hick

Produces slowly over a long period o ftim e
Disadvantaged in m arket place

C apital intensive

A focus ofcurrent debate on oil and gas incentives



Previous Heavy O il Development

«Spent $135 M illion on 13 wells andfacilities
*Averageproducing rate = 250 B O P D per well

e Expected Recovery =1 million barrels
e Totallnvestment = $135/Barrel

e Uneconomical

Source: SPE 30289, "Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels", 6/95



Previous Heavy O il Experience
Conoco/Tract 14

*Spenta minimum of$126 M illion on 22 wells,pads, etc.

Average producing rate =275 BOPD per well

*Expected Recovery = 13.5 M illion Barrels

Totallnvestment = $9.30/BBL

e Uneconomical

Source: SPE 30289, "Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels", 6/95. Reserves determined from
decline curve analysis.



Suspension Incentives in O ther

Jurisdictions

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)
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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 fields. 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
this resource from abandonment.
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.

lllustrations at end of paper
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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 BlufffWest 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
variable API gravities, covering over 32,000
acres (50 square miles). This challenging
reservoir is one of the largest undeveloped
accumulations in North America, and with even

modest recoveries, reserves must be
considered substantial.

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 considered wuneconomic until the
CONOCO partnership crystallized 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
stratigraphic equivalent of Milne
Schrader Bluff. Commencing production in
September 1984, an estimated $135 million

was invested in 13 wells and processing
facilities. Significant 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 completion efficiency
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
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recovered. Approximately $126 million he
been invested in 22 wells, four pads, roac
power lines, and pipelines. As with the We
Sak pilot, this project lost money and failed
meet key development hurdles for commerci
viability: sufficient well productivity at low capit
costs.

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 varyir
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
locally common, often associated wr
concentrations of bivalve debris.

The wupper "N* sands consist of multip
reservoir layers varying in thickness between
and 15 feet, with 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 north-northeast and progressive
downdrop the reservoir to the northeas
Depths range from 3500 feet - 4500 feet. Fault
generally producing offsets between 20-1!
feet comp«.lmentalize 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 hydrocarbon 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 volurne factor (about 1.04-
1.08 rbbl/stb),

high average viscosity (30 to 70 cp at
original conditions).

The live oiis 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 hydrocarboiis contain no
hydrogen sulfide, and very litle 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 hydrocarboun
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.

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 / 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.

PRESENT

Completions
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 O-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 techniques 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 b'2cks when
several production wells were converted to
water injectors and two additional injectors were
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
secticn.

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 BOPD per well with an average GOR 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, RFT pressures
are obtained in the Schrader Bluff from wells
drilled to the deeper Kuparuk formation. This
pressure information provides valuable data for
monitoring depletion 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,
compaction, 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 waterflcod support is consicered key tc
large-scale planning.

Milne Point's Schrader Bluff contains more than
2 billion barrels of oil. The Schrader Bluff, over
the entire North Slope, contains more than 16
biliion barrels. An additional 10 bilhkon barrels
resides in the informally named Ugnu sands
overlying the Schrader Biuff. 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 evaliation,
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 CO2 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 rizcoveries, although capital costs for
compressors, facilities, and r 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, and 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
sticcess 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 to 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 fracture 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.

Environment*al Considerations

Operations on the North Slope of Alaska are not
"business as wusual* when it comes to
eavironmental 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.

T RS
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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 perrnits obtained for each of these
entities.

The nature of the tundra wetlands and its
assoclated flores 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 simultaneously 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
under consideration to improve production
rates. In addition, drilling and completion
methods and costs are being challenged 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
maintenance, 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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ATTORNEYS AT LAW

SIMPSON, TILLINGHAST., SORENSEN & LORENSEN
A PROFESSIONAL CORPORATIOM

LESLIE LONGENBAUCH ONE SEALASKA PLAZA. SUITE 3C0
RONALD W LORENSEN IUNEAU, ALASKA 9980|
. MERRI WDEN

t :LE;Q ];Lmlgafoqne PHONE (907) 586|400
; ! ) FAX 1907) 586- 3065

STEPHEN F. SORENSEN
ION K. TILLUNCHAST

January 16, 1996

Ms. Shirley Armstrong

Office of Rep. Norman Rokeburg
Room 110, State Capitol
Juneau, Alaska 99801

Re: Enclosed Price Ceiling Examples
Our File No.: 840.1

Dear Shirley:

Enclosed are the BLM and IRS incentive price ceiling examples that [ mentioned
to Rep. Rokeburg yesterday, and that he requested. [I've marked the ceiling language in

blue pen.

Sincerely,

SIMPSON, TILLINGHAST, SORENSEN & LORENSEN

—_—

Jon ¥. Tillinehast
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Proposed Rules

DEPARTMENT OF THE INTERIOR (DOI)
Bureau o' L and Management (BLM)

453 CFR Part 31wy

[WO-0lu-4110-02 14
RIN 1004-AC26

Promotion of Development. Reduction of Rovalty on Heavs Ol
ol FR 51063
DATE Fnday. June 16, 1993
ACTION Nouce of proposed rulemaking. notice of reopening of comment period

SUMMARY On April 10. 1993, the Bureau ot Land Management (BLM) published in
the

Federal Reuister (60 FR 18081) a notice of proposed rulemaking to amend the
regulations related to the wainer. suspension. or reduction of rental.

rosalty. or minimum rosalty en “heavy wil” (crude oil with a gravity of less

than 20 degrees) The notce allowed a comment period of 60 days. closing on

June 9. 993

The Department of Energy ( DOE) 15 currently d=veloping new information on the
potential impacts ot the proposed rule DOE is focusing particularly on the
etfects of raising the qualifving crude oil gravity to more than 20 degrees [n
order to allow all interested parties sutticient time to review the new DOE
intormation. BLM is reopening the comment period for an additional 30 davs
Information on the DOE findings is available trom Dr John Bebout. at the
address shown below under FOR FLRTHER INFORMATION CONTACT

DATES Comments should be submitied by July 17, 1995 Comments received or
postmarked after the above date may not be considered in the decisionmaking
process on the tinal rule

ADDRESSES Comments should be sent to Director (140), Bureau of Land \Management,




Room 3555, 1849 C Street, NW ., Washington. DC 20240 Comments can also be sent
to internet' WO | 40/@attmail com Please include "attn AC26" and your name and
return address in your internet message Comments will be available tor public

review at the above address during regular busimess hours (7 45am 1o 4 (3

p m ). Mondav through Fridav

FOR FURTHER INFORMATION CONTAC T Dr John W Bebout, Bureau ot Land

\Manauement
(310). 1849 C Street. N\W . Washington. DC 20240 (202) 432-0340

\Micheal A Ferguson,

Acting Assistant Director. Resource | se and Protection
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[FR Doc 93-14785 Filed 6-13-95, 8 43 am|

BILLING CODE 4130-84-P
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FEDERAL REGISTER
Vol 00, No 68

Proposed Rules

DEPARINENT OF THE INTERIOR (DOY)
Bureau ot Land Management (BLM)

45 CFR Part 5100

[WO-010-00-4110-2411]
RIN 1004-AC20

Prometion of Desetopment. Reatctuon of Rovalty on Heavy Ol
o) FR 18081
DATE Monday. Apnl 10, 1993

ACTION Proposed rule

To view the next page. ivpe np™ TRANSMIT
Tu vieww a specitic page. transnut p™ and the page number, ¢ u p*|

..............................................................................

SUMMARY The Bureau of Land Manauement (BL M) o5 1ssuiny this proposed rule to

amend the regulations relating to the waiver. suspension. or reduction of

re. tal, royalty, or minimum royalty This amendment would establish the

conditions under which the operators ot properties that produce “heavy oil” ;
tcrude oil with a gravity of less than 20 degrees) can obtain a requction in the w‘:\lw
royalty rate This ‘ tion is being taken to encourage the operators of Federal Mf-% @ e
heavy oil leases dagplace marginal or uneconomical shut-in oil wells back in rl' Ve v
production. provide an economic incentive (0 implemarn: enhanced ol recovery (st A,W"'U&T#
projects. and delay ' he plugging ot these wells until the maximum amount of

economically recoverable oil can be obtained from the resenoir or tield The

BLN1 believes that this wnendment will result in substantial additional revenue

tor the States and Federal Government. increase the cumulatiye amount of

domestic oil production from existing wells, increase the percentage ot vil &>

recovery from presently deseloped resenyoirs minimize the necessity ot drilling

new wells with their a {ditional environmental impacts, assist in reducing the

national balance ot trade deticit, and help promote stability in the jobs and




services related to the domestic oil industry

DATES Comments should be submitted by June 9, 1995 Comments postmarked atter
this date may not be considered as part of the decisionmaking process in
issuance of a final rule

A\DDRESSES Comments should be sent to Director ¢ 140). Bureau ot Land
\lanagement. Room 3333 \Main [ntenior Building, 1349 C Street, N W . Washington.
D C 20240 Comments will be available tor public review in R2om 3333 at the
above address during regular business hours (7 45 am to4 13 pm ), Monday
through Friday '
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FOR FURTHER INFORMATION CONTACT Dr John W Bebout. Bureau of Land
\anagement. '
(202) 452-0540

SUPPLEMENTARY INFORMATION Existing section 3103 4-1 of Title 43, Code of
Federal Regulations. provides two forms ot Federal oil and gas royalty

reduction on a case-byv-case basis upon application, and tor stripper wells In

order 1o encourage the ureatest ultimate recovery of oil or yas and in the

interest of conservarion. the Secretary. upon a determination that it is

necessarv to promote developrmient. or that a lease cannot be successtully

operated under the terms provided therein. may reduce the rovalty on an enure
leasehold or any portion thereot” The provision concerning stripper well

properties allows rovalty reduction for properties that produce an a\erage of

less than 135 barrels of il per eligible well per well-day

The Bureau of Land Management (BL\) has reason to belies e that additional
rovalty reliet for producers ot heavy crude oil may be necessany to maintain
current levels ot des 2lopment, promote imvestment in enhanced recosvery efforts.
and encourage maximum recovery of the resource, thus warranting royalty
reduction under Section 39 of the Mineral Leasing Act (30 L S C 209)

Fluctuating oil pnces, combined with high production costs. have resulted in
an uncertain economic future for producers of [ow gravity crude ol ~.s recently
as last January, Calitornia producers or heavy crude were spending between\3 9
and 8 1040 produce 4 barrel of crude a1l that was tvpically selling Tor Between
$ 8 3073nd § 9 per barrel (tfrom data provided by the Conservation Cormnmission of
Cantorma Oil and Gas Producers) \When depreciation. depletion. and
amortization costs were considered. nearly 69°, of the state's production was
uneconomic and more than |3.000 industry and industry-related jobs were at risk
(California Independent Petroleum Association)

Heavy crude oil prices have recently risen to the point that the immediate
crisis in California has passed Many of the heavy oil properties remain only
marginally economic. however, and are vulnerable to future down-turns in oil
prices As many as two-thirds of the marwinal properties could be lost during a
period ol sustained low vil prices « \ational Petroleum Council Commutree on
\larginal Wells‘Executive Summany-Dratt) The danger in losing these wells is
that, although production tfrom individual wells may be small. their collective
loss would be signiticant. The United States would lose the opportunity 1o take
advantage of new technologies being developed by the Department of Energy (DOE)
and industry, and the remaining recoverable reserves would be lost




This propused rule would preserve the contribution of marginal producers ot
heavy crude oil to the national reserve base As a result of this relief, more
wells should stav on line (even 1n periods ot depressed oil prices). fewer
recoverable reserves should be lost. and there will be less adverse economic
impact on States and local communities

Fhe DOE has modeed the BLAI's proposed rovalty rate reduction tor heavy
crude ol 1t 1s DOE's cunclusion that the proposal will benefit all producers
ot heavy oil while remaiming revenue neutral to all oil producing States except
Calitorma (Califormia contains the majority of the nation’s heavy ol
reserves) Assuming a West Texas Intermediate Crude oil price ot $ 20 per
barrel-a price consistent with recent oil markets-the proposal can be expected
to increase recoverable reserves in California by around 72 percent. from 132 8
million barrels to 228 5 million barrels
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A provision of the proposed rule provides tor the termination ot indiv idual
rovally reductions should the-averaye price of West Texas Intermediate C rude cnl [g*v*" :
rise to a level greater than S 24 per barrel tor a period of at [sast 6 )
consecutive months This proﬂsﬁ)n is Intended to ensure that [7T3082]

~Toyalty refief 15 omy provided during periods of low market prices

The proposed rule establishes a sliding scale royalty rate for gualifying
heavy-oil-producing properties The sliding scale is intended to somewhat offset
the reduced prices paid for oil as oil gravity decreases. The reduced rovalty -j®
rate applies to qualitving heavy oil properties rather than individual wells,

“Because production I1s normally not measured tor individual ol wells, and is
based on the average gravity of the oil weighted by the production of heavy ml__{ Ao
trom each well within the property A weighted average gravity 1s used to ’a_cﬂn. o
prevent gravity manipulation by selectively producing wells on a property with e ﬁ'
heavier gravity crude Using a weighted average of oil gravity encourages 7 (?"‘
maximum recovery from all wells within a property by removing the economic
advantage of selective production i

The rule provides that either the operator (as defined at 43 CFR 3100 0-5) or
the pavor (as defined at 30 CFR 208 2) must calculate the weighted average
uravity of the oil-measured on the American Petroleum Institute (API)
scale-produced from a property every | 2 months to determine the appropriate
royalty rate In no case, however, would the royalty rate exceed the rate
established by the terms ot the lease

The section amended by tlus proposed rule also provides for rovalty rate
reductions tor stripper oil wells Many provisions of this proposed rule are
essentially the same uas the provisions of the existing regulations that pertain
10 stripper wells, except that rererences to “stripper well" have been replaced
with “heavy o1l well " The similarity betw een the existing provisions pertaining
to stripper wells and the provisions ot this proposed rule could allow tor some
restructuring of section 43 CFR 3103 4-1 to reduce the overall regulatory text
and to increase clarity The public is invited to comment on v iether
reorganizing 43 CFR 3103 4-1 should be considered in preparing the final neavy
oil royalty reduction rule

The principal author ot this proposed rule is Dr John W Bebout. Senior
Technical Specialist. Fluids Group. assisted by the Regulatory Management Team,
Bureau ot Land \Management

It is hereby determined that this rule does not constitute a major Federal
action significantly atfecting the quality of the human environment and that no



Jetailed statement pursuant to Section 102(2(C) ot the Navonal Environmental
Policy Act of 1969 (42 U S C 4332200115 required

This rule has been reviewed under Executive Order | 2800

The BLM has determined that this rule will not have a significant economic
eflect on a substantial number ot small entities under the Regulatory
Flexioility Act (5 U'S C n01 et seq ) This 1s because the proposed royalty
rate reduction is voluntary. requires no additional paperwork. and applies to
all operators regardless ot size Additionally the BLM has determined. under
Executive Order 12630, that the rulemaking will not cause a taking ot private
property
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Fhe BLM has certitied that these regulatons meet the apphicable standards
provided in sections 2(a) and 2(b)2) of Executive Order 12778

Mhe information collection reguiremeits of this rule have beer approved by
the Ottice of Management and Budyet under 44 U S C 3301 et seq and assigned
clearance numbers 1010-0090 and [0U4-0143

List of' Subjects tor 43 CFR Part 3100

Land Manaeement Bureau. Public 1.ands-mineral resources. Oil and gas
production. Mineral rovalties

On March 30, 1995 an outdated version ot this proposed rule was published in
the Federal Rewsster 160 FR 10424) by nustake That proposed rule publication 1s
nereby withdrawn, and this version 1s published n its place

For the reasons stated in the preamble. and under the authorities cited

below. Part 3100. Group 3100. Subchapter C. Chapter [l of Title 43 ot the Code
of Federal Regulations is proposed 1o be amended as set torth below

PART 3100--OIL AND GAS LEASING

| The authority cizauon for part 31 continues to read as tollows

Authority 30U SC 18l.etseq. 30L SC 331-359
Subpart 3 103--Fees. Rentals and Rosalty

2 Section 3103 4-1 is amended by revising paragraph (b)(1). redesignating
paragraph (e) as paragraph (). and adding new paragraphs (e) and (1) to read as

tollows

@ 3103 4-1 -- Waiver. suspension. or “zduction of rental. rovalty or minimum
rovalty

(b) 1) An application for the benetits under paragraph (a) ot this section on
other than stripper vil well leases or heavy il properties must be tiled by the
operatur pavor 1n the proper BL\I cttice |t must contain the serial number of
the leases. the names of the record utle holders, operating rights owners




(sublessees). and operators for each lease. the description of lands by leval
subdivision and a description of the rehief reuested

== & & ® ®

fe) 1) A heavy oil well properts isyny Federal lease or portion thereof
. e — »
o alty Ses 1 o0 a, Or Jd unit participating

area, operated by the same operator. that produces crude oil with a weighted
average uravity of less than 20 deyrees as measured on the American Petroleum
Institute (API) scale

(7) An oil completion is a completion from which the energy equivalent of the
oil produced exceeds the energy equisalent ot the gas produced (including the
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entrained liquetiable hydrocarbons) or any compienion producing oil and less
than o) MCF of vas per day

(1) Heavy oil well property rovalty rate reductions will be adminisiered
according to the tollowing requirements and procedures

(1) The Bureau of Land Management requires no specific application rorm for
the benetits under paragraph (a) of this section tor heavy oil well properties
Howeser. the operator/pavor must notity. in wnting, the proper BLM otlice that
it is seeking a heavy oil rovalty rate reduction The letter must contain the
serial number of the atfected leases (or. as appropriate. the communitization
agreement number or the unit agreement name). the names of the operators tor
each lease. the calculated new rovalty rate as determined under paragraph (1)(2)
of this section. and copies of the Purchaser's Statements (sales receipts) to
document the weivhied average AP| yravity for a properny,

(2) The operator must deternune the weighted average AP gravity for a
property by averaginy (adjusted to rate of production) the API uravities
reported on the operator's Purchaser's Statement for the last 3 calendar months

preceding the operator's wrntten notice ot intent to seek a royalty rate
reduction. during each of which at least one sale was held This is shown in the

tollowing 3 illustrations

(i) It a propeny has oil sales every month prior to requesting the rovalty
rate reduction in October of 1994, the operator must submit Purchaser's
Statements tor July, August. and September of 1994,

(i) If a propenty has sales only every 6 months. during the months of March
and September. prier 1o requesting the rate reduction in October ot 1994, the
[*18083) operator must submit Purchaser's Statements for the months ot
September 1993, and March and Septemnber 1994, and

(ini) If'a propenty has mulnple sales each month. the operator must submit
Purchaser’s Statements for every sale for the 3 entire calendar months

immediately precediny the request for a rate reduction

(3) The tollowing equation must be used bv the operatoripayor tor calculating

the weTghted average API wravity tor a heavy oil well property
e o
(VOXGU=V2ING[2 = V(n]xG[n])  Weighted Average
----------------------------------------------- = API gravity for
V[1]=V[2])=\V[n] a propeny




Where

VI - \verage Production tbblst of Well =1 over the last 3 calendar months of

sales

V(2] - Average Producton tbbls) of Well 22 over the last 3 calendar months of

sales

\[n] = Average Production (bbls) ot each additional well (V[3]. V[3]. ete ) over
the last 3 calendar months ot sales

G[1] = Average Gravuy rdegrees) ot oti produced from Well =1 over the last 3
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calendar months ot sales

GI2] = Average Gravity (degrees) ot oil produced from Well #2 over the last 5
calendar months ot sales

G[n] = Average Gravity (deurees) of each additional well (G[3]. G[4]. etc ) over
the last 5 calendar months ot sales

Example Lease "A" has 3 wells producing i the tollowing averaye rates over
3 sales months with the tollowing associated average gravities Well =1, 4,000
bbls. 13 dewrees APL. Well 22, 0000 bbls. 21 deurees API. Well 83, 2,000 bbls.
|4 degrees AP1 L sing the equation above-

(4000 13) =(6.000 x 21y = (2unix 14y 17 2 Weighted Average
(4.000 - 6.000 - 2.000) APl gravity tor property

(4) For those properties subject 1o ¢ communitization agreement or a unit
participating area. the weighted average API oil gravity for the lands dedicated
to that specific communitization agreement Or unit participating area must be
determined in the manner prescribed in paragraph (f)(3) ot this section and
assigned to all propenty subject to Federal rovalties in the communitization
agreement Or unit participating area

(£) The operator pavor must use the tollowing procedures in order to obram a
rovalty rate reduction under this section

(1) Qualitving rovalty rate deternunation

({A) The operator’payor must calculate the weighted average APl gravity for
the property proposed tor the royalty rate reduction in order to verity that the
property qualifies as a heavv oil well property

(B) Properties that have remoyed or sold oil less than 3 times in their
productive life may still qualify tor this rovalty rate reduction However. no
turther reductions will be granted unnil the property has a sales history ot at
least 3 production months (see paragraph (H)(3)(1ii) of this section)

(i1) Calculating the qualitving rovalty rate [f the Federal leases or
portions thereof (e ¥ . communitization or unit agreements) qualitv as heavy
vil property, the operator;pavor must use the weighted average APl graviry
rounded down to the nearest whole degree (e ¢ . |1 7 degrees APl becomes | |




devrees). and determine the appropuiate rovalty rate from the tollowiny table

Ruovalty Rate Reduction

tor Heavy Oil

\\ ¢ruhted

Rovalty

averawe APl rate

LraVI
(deurees)

s

(percent)

W 12— O
-_—ld d
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(i) New rovalty rate effective date The new royalty rate will be ettective
un the tirst day of pruduction 2 months after BLM receives notitication by the
operator pavor The rate will apply to all oil production from the property for
the next 12 months [Fthe APl oil uravity is 20 degrees or ureater. the
rovalty rate will be the rate in the lease terms

e
=
o 7
o3
v

(iv) Royalty rate determinations in subsequent years (A) At the end ot each
| 2-month period. beginning on the tirst day of the calendar month the royalty
rate reduction went into effect. the vperator pavor must determine the weighred
average APl ol gravity for the property tor that period The operator/payor
must then determine the rovalty rate tor the tollowing year using the table in
paragraph ()(3)(i1) of this section

(B) The operator’pavor must compare the newly determined rovalty rate to the
imiual qualitving rovalty rate The operator:payor must notify BLM ot its
determinations under this paragraph and paragraph (A) of this «

3103 1-4(H(3)iv) The new royalty rate will not become etfective until the
irst day of the second month atier BLM receives notification. and will remain
etfective for |2 calendar months Notitication must include copies of the
Purchaser's Statements (sales receipts) and be mailed to the proper BLM office
[ the operator does not notitv the BLM of the new rovalty rate within 60 days
after the end ot the subject | 2-month period. the royalty rate tor the heavy

oil well propenty wili return to the rate in the lease rerms

(v) Prohibition Any heavy oil property reporting an APl average oil gravity
determined by BLM to have resulted trom any manipulation of normal production or
adulteration of oil sold from the property will not receive the benetit of a
rovalty rate reduction under this paragraph (1)

(v1) Certitication The operator/payor must use the applicable royalty rate
when submitting the required rovalty [*18084] reports/payments to the




\linerals Management Service (MMS) i subnutting royalty reports payments using
a rovalty rate reduction authorized by this paragraph (1). the operator/payor

must certifv that the APl oil gravity tor the imual and subsequent | 2-month

periods was not subject to manipulation or adulteration and the rovalty rate was
determined in accordance with the requirements and procedures ot this paragraph

(

(vil) Agency action [t an operator:pavor incorrectly calculates the
rovalty rate, the BL\I will determine the correct rate and notity the
operator'payor in writing Any additional rovalties due are pavable immediately
upon receipt of this notice  The BLA will assess late payment or underpaynent
chares in accordance with 30 CFR 218 102 The BLM will terminate a royalty rate
reduction for a property if BLM determunes that the API oil yravity was
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manipulated or adulterated by the operatoripayor Terminations of royalty rate
reductions tor individual properties will be etfective on the etfective date of

the rovalty rate reduction resulting trom a mampulated or adulterated AP oil
uravity so that the termination will be retroactive to the effective date of the
improper reduction The operator-payor must pay the difference in royalty
resulting trom the retroactin e application ot the non-manipulated rate The BLM
will assess late payment or underpavment charges in accordance with 30 CFR
218 102

(6) The BLM(may juspend or terminage all rovalty reductions granted under
this paragraph (f) Tpon 6 month's notice in the Federal Register when BLM
determines that- —_—

——

(1) The average o1l price remams abose S 24 per barrel uver a period of 6
consecutive months (based on the West Texas Intermediate Crude average posted 4_,\/
prices and adjusted for intlanion using the implicit price deflator tor gross N
national product with 1991 as the base \ear), or P

+

-
-

(i) Atter September 10, 1997, the rovalty rate reductions authorized by this L A

C
7 o w
paragraph (f) have not been ettective in reducing the loss of otherwise ‘W o )

recoverable reserves. This will be determined by evaluating the expected versus C’:;Lu)kr dl*""
the actual abandonment rate. the number of enhanced recovery projects. and the @ ~ n*
amount of operator reinvestment that can be attributed to this rule

(7) The heavy oil well property rovalty rate reduction applies to all Federal
oil produced from a heavy otl property

(3) It the lease royvalty rate is lower than the benefits provided in this
heavy oil well property rovalty rate reduction program, the lease rate prevails

(9) It the property qualities for a stripper well property rovalty rate
reduction. as well as a heawvy oil well property reduction. the lower ot the 1wo
rates applies

( 10) The operator:payor must separately calculate the rovalty for gas
production (including condensate produced in association with gas) for oil

completions using the lease rovalty rate

(11) The minimum royalty provisions of' @ 3103 3-2 will continue to apply

- wm x N =




Dated April 4, [Y93

Bob \rmstrong.
Assistant Secretary ot the [nterior
[FR Doc 95-8702 Filed 4-7-93. 8 45 am|
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SUMNMIARY The Bureau of Land Management (BLM) 1s 1ssuing this proposed rule to

amend the regulations relating to the waiver, suspension, or reduction of
rental. royalty. or minimum royalty This amendment would establish the
conditions under which the operators ot properties that produce “heavy oil"
(crude oil with a gravity of less than 20 degrees) can obtain a reduction in the
rovalty rate. This action is being taken to encourage the operators ot Federal
heavy oil leases to place marginal or uneconomical shut-in oil w2lls back in
production. provide an economic incentive to implement enhanced oil recovery
projects, and delay the plugging ot these wells until the maximum amount of
economically recoverable oil can be obrained from the reservoir or tield. The
BLM believes that this amendment will result in substantial additional revenue
tor the States and Federal Government, increase the cumulative amount of
domestic oil production from existing wells, increase the percentage of oil
recovery trom presentlv developed reservoirs, minimize the necessity of drilling
new wells with their additional environmental impacts, assist in reducing the
national balance of trade deticit. and help promote stability in the jobs and




services related to the domestic oil industry

DATES Comments should be submitted by May 30, 1995 Comments postmarked atter
this date may not be considered as part of the decisionmaking process in
issuince ot a ftinal rule

ADDRESSES Cumiments should be sent to Director ( 140), Bureau ot L.and
VManagement. Room 3333 Main Intenor Buiiding, 1849 C Street, N W . Washington,
D C 20240 Comments will be available tor public review in Room 5553 at the
above address duriny regular business hours (7 43am to4 15 pm ), Monday
through Friday
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FOR FLRTHER INFORMATION CONTACT Dr John W Bebout. Bureau of Land

\lanayement,
1202) 452-0340  [*16425]

SUPPLEMENTARY INFORMATION Ewisting section 3103 4-1 of Title 43, Code of
Federal Regulations, provides two torms of Federal oil and vas royalty

reduction on a case-by-case basis upon applicatton, and tor stripper wells In

order to encourage the greatest ultimate recovery of oil or gas and in the

interest of conservation. the Secretary, upon a determination that it is

necessary to promote development. or that a lease cannot be successtully

operated under the terms provided theremn, may reduce the rovalty on an entire
leasehoid or any portion thereot” The provision concerming stripper well

properties allows rovalty reduction tor properties that produce an average of’

less than 13 barrels of oil per eligible well per well-dav

The Bureau of Land Management  BL\I) has reason to believe that additional
rovalty relief for producers ot heavy crude oil may be necessan' 1o maintain
current levels of development. promote inyvestment in enhanced recovery etforts.
and encourage maximum recoven ol the resource. thus warranting royalty
reduction under Secuion 39 ot the Vineral Leasing Act (30 U S C 209)

Fluctuating oil prices. combined with high production costs. have resulted in
an uncertain economic future tor preducers ot low gravity crude oil As recently
as last January, Calitornia producers of heavy crude were spending between S 9
and $ 10 to produce a barrel of cruge oil that was typically selling for between
S8 50 and S 9 per barrel (from data provided by the Conservation Commission of
California Oil and Gas Producers) \\ hen depreciation. depletion, and
amortization costs were considered. nearly 09%5 of the state's production was
uneconomic and more than 13.000 industry and industrv-related jobs were at risk
(Califormia Independent Petroleum Association)

Heavy crude oil prices have recently risen to the point that the immediate
crists in Californmia has passed Many ot the heavy oil properties remain only
marginally economic, however. and are vulnerable to future down-turns in oil
prices As many as two-thirds of the marginal properties could be 'ost during a
period of sustained low vil prices 1 National Petroleum Council Committee on
Marginal Wells'Executive Summaryv-Draft) The danger in losing these wells is
that, although producrion trom individual wells may be small, their collective
loss would be sigimiticant The United States would lose the opportunity to take
advantage ol new technologies being developed by the Department of Energy (DOE)
and industry, and the remaining recos erable resen es would be lost




his proposed rule would preserve the contribution ot marwinal producers of
neavy crude vil to the nattonal reserve base s o result ot this relief, more
wells should stav on fine (even in pertods ot depressed oil prices), fewer
recoverable reseryes ~hould be lost. and there will be less adyerse economic
mpact on States and local commuimues

The DOE has modeled the BLALs proposed rovalty rate reduction tor heavy
srude oil (s DOF's conclusion that the proposal will benetit all producers
1 heavy ol while remanmg revenue neutral to all vil producing States except
Calirorma (Calitorni contams the majorits ol the nation's heavy il
reserves) Assuming a West Texas Intermediate Crude oil price of'S 20 per
barrel-a price consistent with recent oil markets-the proposal can be expected
to Increase recoverable reserves in Calitorma by around 72 percent. trom 132 8
million barrels to 228 3 mullion barrels The increase in recoverable reserves
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will ultimately result in a 33 percentincrease in Federal revenues (rovalties
and individual and corporate tases) and a 49 percent increase 1n Calitorma
State revenues

A provision of the proposed rule provides for the termination of individual
rovalty reductions should the average price of West Texas Intermediate Crude oil
rise to a level greater than S 28 per barrel for a period of at least 6
consecutive months This provision is intended to ensure that royalty reliet is
only provided during periods of low market prices

The proposed rule establishes a shding scale rovalty rate for qualifving
heas v -uil-producing properties  The shding scale is intended to somew hat orfser
the reduced prices paid for wi as oil wravity decreases The reduced rovalty
rate applies to qualtving heavy oii properties rather than individual wells,
because production 1s normally not measured for individual oil wells. and is
based on the average uravity of the vil weighted by the production of heavy ail
from each well within the property A weizhted a\verage gravity is used 1o
prevent gravity manipulation by selectively producing wells on a property with
heavier gravity crude Using a weigzhted average ot oil gravity encourages
maximum recovery from all wells within a property by removing the economic
advantage of selective production

The rule provides that either the uperator (as defined at 43 CFR 3100 0-5) or
the payor (as defined at 30 CFR 208 2) must calculate the weighted average
aravity of the oil-measured on the American Petroleum Institute (API)
scale-produced from a property evers |2 months to deternune the appropriate
rovalty rate The rovalty rate for years subsequent to the initial 12 month
period will be the lesser of the newly calculated royalty rate or the royalty
rate determined for the iniual vear This provision is necessary to avoid
discouraging additional investment in enhanced recovery and workovers that may
have the collateral effect of increasing the wravity of the oil produced trom
the propenty [n no case. however. would the rovaln rate exceed the rate
established by the terms of the lease

The section amended by this proposed rule also provides tor rovalty rate
reductions for stripper oil wells Many provisions of this proposed rule are
essennially the same as the provisions of the existing regulations that pertain
to stripper wells. except that reterences 10 "stripper well" have been replaced
with "heavy oil well * The similarity betw een the existing provisions pertaining
to stripper wells and the provisions of this proposed rule could allow tor some
restructuring of section 43 CFR 3103 4-1 10 reduce the overall regulatory text
and to increase clarity The public 1s nvited to comment on whether




reorgamizing 43 CFR 20 3 de 1 should be considered m prepanng the tinal heavy
otl rovalty reduction sule

['he principal author of thus proposed ruie s Dr John W Bebout. Semor
Techmcal Specialist. Division ot Flund Minerals, assisted by the statt of the
Division of Legnslatien and Regulaton Management, Bureau of Land Management

It 1s hereby determined tnat this rule Joes not constitute a major Federal
action sigmiticanthy arfecting the qualuy ot the human environment and that no
detailed statement pursuant to Section 102 1 2)C'y of the Natonal Environmental

L ]

Policy Act ot 1969 (421 S C 4332121 15 required
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This rule has been reviewed under Executive Order 12860

Me BLAI has deternuned that this rule il not have a sigmiticant economic
etfect on a substantial nuinber of small enties under the Revulaton
Flexibihty Act (31 N C nul el seq ) s s because the proposed rovalty
rate reduction is voluntdr .. requires no additional paperwork, and applies o
all operators regardless ot size Additionally the BLM has determined, under
Executive Order 12630. that the rulemaking will not cause a taking ol private
property [*16426]

The BLM has certitied that these regulations meet the applicable standards
provided in sections (2 and 2tby 21 of Executive Order 12778

Mhe intormation collection requitements ol this rule have been approved by

the Ottice ot Management and Budget under 44 U S C 3301 et seq and assigned
clearance numbers 1010-0090 and 1104-0 145

List of Subjects tor 43 CFR Part 3100

Land Management Bureau. Public Lands-mineral resources. Oil and vas
production. Mineral royalties

For the reasons statea m the preamble, snd under the authorities ciied
melow. Part 3100, Group 310w, Subchapter C. Chapter 11 of Title 43 of the Code
2t Federal Regulations 1s proposed to be amended as set torth below
PART 3100--OIL AND GAS LEASING
| The authority citation for part 3 100 conunues to read as tollows
Authority 30U SC I8l.erseq. 0L SC 351339
Subpart 3103--Fees. Rentals and Royalty
2 Section 3103 4-1 is amended by revising paragraph (b)( | ). redesignating

paragraph (e) as paragraph (g). and adding new paragraphs (e) and (f) to read as
rollows

@ 3103 4-1 -- Waner, suspension. or reduction of rental. royalty or minimum
rovalty




by An application tor the abos e benetits on other than stripper ol well
eases 1 eavy ol properties must be tiled by the operator payor in the proper
BLM office It must contan the serial number ot the leases, the names of the
recor 4 utle holders, vperating riuhts owners (sublessees), and operators tor
cach rease, the description ot lands by legal subdivision and a description of

the renet requested
« = 4 ® %=

(e) 1) A heavy uil weil property is any Federal lease or portion thereot
segrevated tor rovalty purposes. 1 communitization area, or a unit
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participating area. operated by the same operator. that produces crude oil with
4 weighted average uravity of less than 21 degrees as measured on the American
Petroleum [nstitute (AP scale

(2) An ol completion 1s a completion from wluch the energy equivalent of the
oil produced exceeds the enerwy equivalent ot the vas produced (including the
entrained liquetiable hydrocarbons) or any completion productng ol and less
than 60 MCF of vas per day

(1) Heavy oil well property royalty rate reductions will be administered
according to the following requirements and procedures

i 1) The Bureau of Land Management requires no specitic application form for
the benefits under paragraph (a) of this section for heavy oil well properties.
However. the operator payor must notify. in writing. the proper BLM office thar
it 15 seehing a heavy oil rovalty rate reduction The letter must contain the
serial number of the atlected leases (or. as appropriate. the communitization
sureement number ur the unit agreement name)., the names ot the operators for
each lease. the calculated new royalty rate as determined under paragraph (£)(2)
of this section, and copies of the Purchaser's Statements (sales receipts) to
document the weighted average AP yravity for a property

12) The operator must determine the weighted average APl gravity for a
property by averaging (adjusted to rate of production) the APl gravities
reported on the operator s Purchaser's Statement tor the last 3 calendar months
preceding the operator's written notice of intent to seek a royalty rate
reduction. during each ot which at least one sale was held This is shown in the
tollowing 3 illustrations

(i) If a property has oil sales everv month prior to requesting the royalty
rate reduction in October of 1994, the operator must submit Purchaser's
Statements for July. August, and September of 1994,

(i) I a property has sales only every 6 months, during the months of March
and September. prior to requesting the rate reduction in October o' 1994, the
operator must subnut Purchaser's Statements for the months of September 19935,
and \larch and September 1994, and

(iii) If a property has multiple sales each month. the operator must submit
Purchaser's Statements for everv sale tor the 3 entire calendar months
immediately preceding the request for a rate reduction




(3) The tollowing equation must be used by the operator/ payor tor
calculating the weighted average APl wravity for a heavy oil well property

CVINXGUH)=VI2ING2D=(V[NG[n])
---------------------------------------------- = Weighted Average API gravity
VIH=V[2] N [n] for a property

Where

\'[1]=Average Production (bbls) of Well =1 over the last 5 calendar months ot
sales

V[2]=Average Production (bbls) of Well #2 over the last 3 calendar months of
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sales

V[n]=Average Production (bbls) ol each addiwonal well (V[3], V(4] etc ) over
the last 3 calendar months ot sales

G[ | |=Average Gravity (degrees) ot oil produced trom Well 1 over the last 3
calendar months ot sales

G[2]=Average Gravity (deurees) of o1l produced trom Well #2 over the last 3
calendar months ot sales

G[n]=Average Gravity (degrees) ot each addinunal well (G[3], G[4]. etc ) vver
the last 5 calendar months ot sales

Example Lease "A" has 3 wells producing at the tollowing average rates over
3 sales months with the tollowing associated aserage vravities Well =1, 4,000
bbls. 135 degrees API. \Well =2, 6000 bbls. 21 degrees API, Well =3. 2,000 bbls.
14 degrees APl Using the equation aboye-

(4.000X13)+(6.000X21)=(2.000X 14)
-------------------------------- =17 2 Weighted Average APl gravity for
(+.000-6.000-2.000) property

(4) For those properties subject to a communitization agreement or a unit
participating area. the weighted average API oil gravity for the lands dedicated
to that specific communitization agreement or unit participating area inust be
derermined in the manner prescribed in paragraph (1)(3) ot this section and
assigned to all propeny [*16427] subject to Federal rovalties in the
communitization agreenient or unil participating area

(5) The operator/payor must use the tollowing procedures in order 1o obtain a
rovalty rate reduction under this section

(i) Qualifying rovalty rate determinarion

(A) The operator/payor must calculate the weighted averawe API wravity for
the property proposed for the rovalty rate reduction in order to verify that the
property qualities as a heavy o1l well property

(B) Properties that have removed or sold oil less than 3 times in their
productive life may still qualify for this royalty rate reduction. However, no
further reductions will be granted until the property has a sales history of at




least 3 production sionths (see parigraph (003 () of this section)

(1) Calculating the qualitving royalty rate It the Federal leases or
pertions thereot (¢ & . communitization Or umit agreements) quahty as heavy
o1l property. the operator pavor must use the weighted average APl gravity
rounded down to the nearest whole deuree (e w . |1 7 dewrees API becomes ||
Jdeyrees), and deternune the appropriate rovalty rate from the tollowing table

Rovalty Rate
Reduction tor
Heavy Oil
W\ eighted Rovalty
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dverage  rawe

APl (percent)
wravity
(Jeurees)

0 03
) | 4
S g
9 3l
10 39
I 48
12 56
I3 63
|4 T4
|3 g2
6 91
|7 99
I8 108
19 16
20 125

(iii) New rovalny rate effective date The new rovalty rate will be effective
on the first day of production 2 months atter BLM receives notification by the
operator/payor. The rate will apply to all oil production from the property for
the next 12 months 1fthe APl ail gravity is 20 degrees or ureater, the
royalty rate will be the rate in the lease terms.

(iv) Rovalty rate determinations in subsequent years

(A) At the end of each 12-month period. beginning on the first dav of the
calendar month the royalty rate reduction went into effect, the operator;payor
must determine the weighted average APl oil gravity for the property for that
period The operator:pavor must then determine the royalty rate tor the
following year using the table in paragraph ()(3)(ii) of this section.

(B) The operator/payor must compare the newly determined royalty rate to the
initial qualifving rovalty rate The operator/payor must notify BLM of its
determinations under this paragraph and paragraph (A) of this @

3103 1-3(f)(5)iv) The lower of the two rates will be used for the new |2-month
period The new royalty rate will not become effective until the first day of

the second month atter BLM receives notitication, and will remain effective for
|2 calendar months “Noutication must include copies ot the Purchaser's
Statements (sales receipts) and be mailed to the proper BLM oftice. It the
operator does not notify the BLM of the new royalty rate within 60 days atier




the end of the subject 12-month period. the rovalty rate tor the heavy oil well
property will remain at the previous rovalty rate until the next 12-month
anniversary

(C) The rovalty rate will never exceed the heavy oil property rovalty rate
calculated during the tirst qualifying period unless and until BLM terminates
all heavv oil rovalty rate reductions under paragraph (1)(6) (i) or (i) ot this
section

(v ) Prohibition Any heavy oil property reporting an AP| average oil gravity
determined by BL\I 1o have resulted from any manipulation of normal production or
adulteration of a1l suld from the property will not receive the benetit of a
rovalty rate reduction under this parawraph (1)
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(vi) Certification The operator payor must use ihe applicable royal rate
when submitting the required royalty reports/payments (0 the \linerals Management
Service (MMS) In submutting royalty reports:payments using a royalty rate
reduction authorized by this paragraph (1), the operator/payor must certity that
the API oil gravity tor the initial and subsequent |2-month periods was not
subject to manipulation ur adulteration and the royalty rate was determined in
accordance with the requirements and procedures of this paragraph ()

(vii) Auency action If an operator/payor incorrectly calculates the
royalty rate, the BLM will determine the correct rate and notity the
operator/payor in writing Any additional royalties due are pavable immediately
upon receipt of this notice The BLM will assess late payment or underpayment
charges in accordance with 30 CFR 218 102 The BLM will teriminate a royalty rate
reduction for a property it BLMI determines that the AP1 oil gravity was
manipulated or adulterated by the operator/payor Terminations of royalty rate
reductions for individual properties will be effective on the ettective date of
the royalty rate reduction resulting trom a manipulated or adulterated APl oil
gravity so that the termination will be retroactive 1o the etfective date of the
improper reduction. The operator/payor must pay the difference in royalty
resulting from the retroactive application of the non-manipulated rate. The BLM
will assess late payment or underpayment charges in accordance with 30 CFR
218 102

(6) The BLM may suspend or terminate all rovalty reductions grant:d under
this paragraph (1) upon 6 month's notice in the Federal Register when BLM
determines that-

(i) The average oil price remains above $ 28 per barrel aver a period of 6
consecutive months (based on the West Texas Intermediate Crude average posted
prices and adjusted for inflation using the implicit price deflator for gross
national product with 1991 as the base year), or

(ii) After September (0. 1997, the rovaliy rate reductions authonzed by this
paragraph (1) have not been not eftfectve in reducing the loss ot otherwise
recoverable resenves resulting from wells being shut in or abandoned.

(7) The heavy oil well property rovalty rate reduction applies 1o all Federal
oil produced from a heavy oil properny

(8) If the lease rovalty rate is lower than the benetits provided in this
heavy oil well property rovalty rate reduction program, the lease rate prevails.




(9) If the property qualifies for a stripper well property royalty rate
reduction, as well as a heavy oil well property reduction, the lower ot the two

rates applies

(1)) The operator pavor must separately calculate the rovalty for gas
production (including condensate produced 1n association with gas) for oil
completions using the lease royalty rate

(11) The minimum royalty provisions of @ 3103 3-2 will continue to apply

~—
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§3103.3-1

the effective date of this regulation, of
A petitlon to reinstate a lease under
§3108.2-0 of this title; and

(N Each succeeding time a specillc
lense |8 reinstated under §3108.2-3 of
this title, the annusl rental on that
lease shull increase by an additional 35
per acré or frection thereof for leases
that were originally lsaued non-
competitively and by an additional 310
per acre or fraction thereofl for leases
that were originally lssued competi-
Lively.

(53 FR 17353, May 16, 1988 and 51 PR 22847,
June 17, 1984}

£§3103.3 Royaltles,

$3103.3-1 Hoyally on production,

{a) Royalty on production shall be
payable only on the mineral Intsrest
owned by the United States. Royalty
shall be pald In amount or value of the
production removed or sold as follows:

(1) 12'% percent on all leases, Includ-
Ing exchange and renewal leases and
leases legued In lleu of unpatented oil
placer mining clalms under §3108.24 of
this title, lssued after December 22,
1947, except:

(1) Lenses Issued aftar December 22,
1987, resulting from offers to lease or
bida filed on or before December 22,
1987, which are subject to the rales In
effect on December 22, 1987; and

(1) Lewses lnsued on or bafors Decem-
ber 22, 1967, which are subject to the
rates contained In the leasa or in regu-
Iations at the time of (ssuance;

(3) 16% percent on noncompetitive
leasss reinstated under §3108.2-1 of this
title plus an additional 2 psrcentage-
point increase added for sach succeed-
[ng reinstatement;

(3) Not less than 4 percentage polnta
above the rate used for royalty deter-
mination contained in the leass that Is
reinatated or In force at the time of ls-
suancs of tho leass that s reinstated
for competitive leasss, plus an addl-
tional 2 percentage-point incresss
added for each succeeding reinstate-
ment.

(b) Leasea that qualify under specific
provisions of the Act of Auguat 8, 1948
(30 U.8.C. 2283) may apply for a limita-
tion of & 12V percant royalty rats.

43 CFR Ch, Il (10~1-94 Ecition)

{t) The average production per wel)
per day for oil and gas shall be deter.
minhed pursuant to 43 CFR 1162.7-4,

(d) Payment of a royalty on the he-
llum component of gas shall not con-
vey the right to extract the hellum,
Applications for the right to extract
helium shull be made under part 16 of
this title.

153 FR 22834, June 17, 1988)

§3103.3-2 Minimum royalties.

fw) A minimum royalty shall be pay-
able at the expiration of emch leass
yoar beginning on or after a discovery
of oil or gus in paying quantities on the
lands leased, except that on unitized
leases the minimum royalty shall be
payable only on the partiolpating wcre-
aye, at the following rates;

(1) On leases [ssued on or after Au-
gust 8, 1946, and on those lssued prior
thereta if the lessee fllea an slection
under section 15 of the Act of August B,
1946, & minimum royalty of $1 per acre
or fracction thereof in lieu of rental, ex-
cept as provided In paragraph (a)2) of
thia section; and

(2) On lenses Issued (rom offers MNled
after December 22, 1587, and on com-
petitive lenses |zsued from successful
bida placed at oral auctions conducted
alter Decembar 22, 13987, a minimum
royalty In lieu of rental of not less
than the amount of rental which other-
wise would be required for that loase
year,

(b) Minimum royalties shall not be
prorated for any lands In which the
United States owns a fractional Inter-
est but shall be payable on the full
acreage of the leass,

(c) Minimum royaltiss and rentals on
non-participating acreage shall be pay-
able Lo the Service.

(d) The minimum royalty provisions
of this section shall be applicable to
loases reinstated under §3108.2-3 of this
title and leases isausd under §3108.34
of this title.

(48 FR 33882, July 22, 198, ac amended at 4
FR 1161, Mar, 77, 1984; 48 FR 3088, July 20,
1984; 53 PR I8N, June 17, 199)
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pweou of Land Management, Interior
33103.4 Promotion of development.

§3103.4-1 Walver, suspension or re-
duction of rental, royaity or minl-
mum royalty.

a) In order Lo encourage the greatest
glumate recovery of o1l or gas and in
the Interest of conservation, the Sec-
retary, upon & determination that it is
necessary to promote development or
that tho leasea cannot be successfully
operated under the terma provided
therein, may walve, suaspend or reduce
the rental or minlmum royalty or re-
duce the royalty on an entire lewse-
hold, or any portion thereof.

(bX1) An application for the above
benefits on other than stripper oil well
properties shall ba filed In the proper
BLM office. it shall contain the serial
numbers of the leases, the names of the
record title holders, operating righta
ownurs (sublessses), and operators for
each leass, the deacription of lands by
legal subdivision and & description of
the rellef requested.

(2) Each application shall show the
number, location and status of each
well drilled, & tahulated statement for
each month covering & period of not
Joss than 6 months prior to the date of
flling the application of the aggreyate
amount of oll or yas subject to royalLy,
the number of wells counted as produc-
ing each month and the average pro-
duction per well per day,

13) Every application shall contain a
detalled stalement of expenses and
coals of operating the entire leass, the
Income from the gale of any production
and all facta tending to show whether
the wella can be succesafully operated
upon the (ixed royaity or rental. Where
the application Is for a reduction In
royalty, full information shall be fur-
nished as to whether overriding royal-
ties, payments out of production, or
similar Interests are paid to othera
than the Unitsd States, the amounta so
paid and sfforts made to reduce them.
The applicant ahall also file agree-
menta of the holdera to a reduction of
al] othar royaltiea or similar paymenta
from the leasshold Lo an agETegals not
In exossa of one-half the royaltiea due
the Unitad States.

(eX1) A stripper well proparty s wny
Federsl lease or portion thereof seg-
regatod for royslty purposes, &

§3103.4-1

COMMUNILIZALION Agreement, or &4 par-
ticipating area of & unit agreement, op-

eratéed hy the same operator. that pro-

duces an average of less than 15 barrels

of oIl per eligible well per well-day for

the qualifying period.

(2) An eligible well 15 an o1l well that
produces or an injection well that in-
jeets and 1s integral to production for
any penod of time during the qualify-
ing or subsequent 12-month pariod

(3 An o1l completion is a completion
fram which the energy equivalent of
the o1l produced exceeds the energy
equivalént of the gaa produced (includ-
ing the entrained llquid hydrocarbonai
or any completion producing oll and
less thun 60 MCF of gas per day.

(4) An injeceion well 1s & well that in-
jecta a Muid for secondary or enhanced
vil recovery, including ressrvolr pres-
sure maintenance operations,

(d) Stripper ot well property royalty
rate reduction shall be administered
according to the following require-
ments and procedures,

(1) An application for the benefits
under paragraph (ay of this section for
stripper oil well properties 18 not re-
quired,

12) Total oyl production (regardiesa of
disposition) for the subject period (rom
the ehigible wells on the property Is Lo-
taled «nd then divided by the total
number of well days or portions of
days, both producing and injectiop
days, as reported on Form MMS-3160 or
MMS53054 (or the eligible wells Lo de-
termine the property average daily
production rate. For those propertigs
in communitization agreements and
participating areas of unil agreements
that have allocated (not actual) pro-
duction, the production rate for all all-
yible well(s) o that spscific
communitization agreamant or partici-
pating area |s detarmined and shall be
aasigned Lo that allocated proparty in
that communitisation agreemsnL or
participating area,

(3) Procedures to be used by operator.

(1) Qualifying detarmination,

(A) Calculate an aversge daily pro-
duction rata for the property In order
to verify that the property qualifies as
A sLripper property.

(B) The initial qualifying period for
producing properties Is the pariod Au-
gust 1, 1990, through July 21, 1991, For
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the properties that were shut-in for 12
consecutive months or longer, the
qualifying period la rie 12-month pro-
duction period immedlately prior to
the shut-in. If the property doea not
quallfy during the initial qualllying pe-
riod, It may Jater qualify due to pro-
duction decline. In those cases, the 12-
month qualifying period will be ths
first consecutive 13-month period be-
ginning after August 31, 1890, during
which the property gualifies.

(1) Qualifying royalty rate calcula-
tion. If the property qualifies, usa the
production rute rounded down to the
next whole number (e.g., 6.7 bacomes 8)
for the yualifying period, and apply the
following formula to detsrmine the
maximum royalty rata for oll produc-
tion from the Fedaral leases for tha life
of the program.

Royalty Rate (%) = 0.5 + (0.0 » the aversge
dally production rate)

The formula-calculated royalty rats
shall apply to all ofl production (except
condensats) from the property for the
first 12 montha. The rata shall be sffec-
Live the Mrst day of the production
month after the Minerals Management
Service (MMS) receivea notification. If
the production rate Is 15 barrels or
greatar, the royalty rata will be tha
rats in the lsass terma.

(111} Outyears royalty rats caloula-
tions,

(A) At the end of sach 12-month pe-
riod, the property aversge deily pro-
duction rate shall be determined for
that period. A royalty rate ahall then
be calcnlated using the formula In
paragraph (dN3Xi1) of this section.

(B) The paw calculated royalty rate
shall be compared to ths qualifying pe-
riod royalty rats. The lower of the two
rataa shall be used for the current pe-
riod provided that the operator notifies
the MMS of the new royalty rats. The
new royalty rats shall not become ef-
fective until tha first day of the month
aftar the MMB recelves notification.
Notification shall be recsived on Porm
MMB-43T7 and mailed to Minerals Man-
agemant Bervice, P.O. Box 17110, Den-
ver, CO 0417, If the operator does not
potify the MMBS of the naw royslty mts
within 80 days aftar the end of the sub-
Ject 12-month period, the royalty rats
for the property shall revert back to

43 CFR Ch. lI (10-1-94 Edition)

the royalty rate established us Lthe
qualiflying period royalty rate, effec-
tive at the beginning of Lhe current 12-
month period.

(C) Tha royalty rute shall never ex-
cead the caloulated quelifying royalty
rate for the |ife of Lthis program,

(lv) Prohibition. For the qualifying
period and any subssquent 12-month
period, the production rats shall be the
result of routine operational and eco-
nomlc factors for that period and for
that property and not the result of pro-
duction manipulation for the purposs
of obtaining & lower royalty rate. A
production rate that is determined to
have resulted [rom production manipu-
Iation will not receive the benefit of a
royalty rate reduction,

(v} Certificatian. The applicable roy-
alty rate shall be usad by the operator/
payor when submitting the requirsd
royalty reporta/payments to MSS, By
submitting royalty reporta/paymuonts
using the royalty rate reduction bene-
fits of this program, the opsrator cer-
tifies that the production rate for the
quelifylng and subsaquent 12-month pe-
riod wes not subject to manipulation
for the purpose of obtaining the banefit
of a royalty rate reduction, and the
royalty raie was calculaved In accord-
ance with the instructions and proce
durea In thess regulations, '

(vl) Agency action, If a royalty rate
In Improperly caloulated, the MMS will
calculata the correct rate and Inform
the operator/payors. Any additional
royalties dus are payabls Immediataly
upon notification. Lats payment or
underpayment chargea will be assessesd
in accordance with 30 CFR 218,103, The
BLM may terminats a royalty rats re-
duction If It Is determined that the
production rats was manipulated by
the operator for the purpose of recasiv-
Ing & royalty rate reduction. Termi-
pations of roya!ty rats reductions will
be effective on the effective date of the
royalty rats reduction resulting from
the manipulatad production rata (i.e.,
the termination will be retroactive to
the effective date of the Improper re-
duotion). The opsrator/payor shall pay
the difference in royalty resulting from
the retroactive application of the
unmanipulated rate, Lats payment or
underpayment charges will be assssssd
In accordance with 30 CFR 218.108.

350

Bureau of Lond Management, inferior

"’m The royaity rats reduction provi-
ston for stripper well propertiss shull
" 1o effective aa of Octobar 1, 1982. If the
oil price, adjusted for inflation by BLM
and MMS, using the Implicit price
deflator for gross national product
with 1091 aa the base year, remains on
, average above 328 per barrel, basad on
West Texas Intermediate crude average
posted price for a period of 6 consecu-
tive months, the benefits of the royalty
rate reduction under this section may
be terminated upon 6 months' notice,
published in the FEDERAL REGISTER.
(51 The Secretary will evaluate the
- affectiveness nf the atripper well roy-
alty reduction program and may 4L any
ume after September 10, 1997, termi-

§3103.4-1

nate any or all royaity reductions
granted under this section upon &
months notice.

(6; The stripper well property royalty
rate reduction benefits shall apply to
all o1l produced rom the property.

(7) The royalty for gas production
{including liguids produced 1n associa-
tion with gas) for o)l completions shall
be calculated separately using the
lease royalty rate

181 If the lease royalty rate |s lower
than the benefits provided 1n this strip-
per oil property royalty rate reduction
program, the lease rate prevails.

(9) ‘The minimum royalty provisions
of §3101 3-2 apply.

1101 Examples
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§1.431
2 26 CFR Ch, | (4-1-98

$1.43-1 Certification

(a) Petroleumn enginesr's cartific
o cartification of a
111 lo general.
13) Timing of vercificacton.
mlﬁ:!:oc;:nunt ol certificktion,
perator's continusd cert
o Ification of a
(1) In general.
(12) Timing of certification,
‘all:l;c:nun!t of certification.
otice of project terminatl
] (1) 1a general. e
12) Timing of notice.
delaéc‘:nunt of notice.
1 allurs o submit c
fe) Effactive date. o

§1 13-1  Effective date of regula
[T.D. 8348, 57 FR 84923, Nov. 23, 189

$1.43-1 The enhanced oll
credit—yeneral rules.

(a) Claining the credit—{
The enhancad ol recnvar}lfl::o:n
“credit”) ls ik component of the
::fl Weneril businesa credit, A

AL OWne wn operatin
et (us defined In Il.dliiﬁlﬂ.l?‘.
erty muy clalm the credit for q
enhanced oll recovery costa (aa
scribed in §1.434) pald or Incurred
the taxpuyer in connection with
qualified enhanced oil TECOVEry pr
(aa described In §1.43-2) unde o
with respect to the property. A
payer that does not own an ope,

(

f1.434 Quulified enhanced oil recovery costs

in) Qualiiying coats,
t;} In yeneral,
(3) Coata puld or Incurr
ed for an msser
which Ia used to Implement mare than
one yualified enhanced oil recavery
project or for other activitius
(b Costs defined,
:;: le:'llllloﬂ:urr.ury Injectant expenses
tangible drilli
o ng and development
14) Tangible property costs
14 Examplos.
L Primary purpose,
thiin ganeral,
::I Tlur!.luv Injectant oy,
) Inta
o ngible drilling and development
(4) Tangible property coats
{5) Otfshora drilling piatforms.

clalm the credic. To the extent a o
included In the current year hual
credit under section 38{b) Is un
under sectiun 38, the credic is
back or forward under Lhe section
buatngss credit carryback
carrytorward rules.

(2) Eramples, The following exam

INustrate the principle
iy plea of this

Erample . Credit for operatin

7 min
el owner. lo 1992, A, the owner of a:‘;‘
Ing mineral Intersst In & property, begise

(6) Examples Aualifisd anha projec

5 cad oll recov

(d) Coats pald b il y
) Con pald or Incurred prior to first (njec. CYCll€ steam. B, who owns na intareat in

property, purchasss and placss

sLaam generator, B ullap.\ |un.::..::1:
Uses &8 & Larclary Injectant described |o
tion 193, Bacause A owns an operating
eral Intacent in the property with respect
which the project s undertaken, A
clalm u credit for the cost of Lhe |;lun
though B owne the steam gonerator uu.d
produce steam for the project. B may

t;} I; gensral.
{2) Firat injectlon after filing of
::;‘;a‘m' an costs are a]lu:lbl:.wm Noi
et Injsctlon more than N
At S maonthy
o lnuu.rrm.“ Laxable year couts are paid
(4) Injections |u volumes legs
than th .
umes specifled In the project plan. .

to%m’:: :'o‘r_""' & credit for B's costs becauss B
t;’ Aoti-abuse rule. WO;::;',.“ Oparaviag minersl intarset in
( ;rucr:et: pald or Incurrsd to soquire a ":.’:anpu 2. Credit for operating mineral
(3) Examples, wner, C and D ars partners in CD, &

oership thac owns aa operating m

targat in s property. In |093, 'CD':::‘IIU
qualified enhanoed oll recovery project using
cyclic staam. D purchasss a staam ganers
and salls steam Lo CD. Because CD owns
operating mineral Interest iz the pro
with respect o which the project ls u
taken, CD may olaim & credit for the ooes of
the steam. Although D owos the steam gee-
SrALor used Lo produce steam for the project.
D may oot claim a credit {or the costs of Lhe
Slaam gensrator becauss D paid thess onsis

156

F1.43-5  At-risk limitation, {Recervod]

1434 Elaciiom oul of section 41,
{a) Election to have thes cred
g) gy It not apply,
) Tims for mak.ag the alect!
o,
13) Manosr of making the slectios,

(b
:l:ln:u“ by partosrships and 8 corpore-

mineral interesl in a proparty may

gevenue Service, Treasury

apacity other than that of an operating
» :m jnterest uwner.

by Ampul of the credil. A taxpayer's
it Is an wmount equal to 15 percent
Lhe axpayer's quelified enhanced vil
gvery costs for the Luxable yekr, re-
ayced bY the phaae-out amount, if any,
Lerermined under paragraph (c) of this
'f::u:nuse-oul of the credit uy crude oil
es  Iincreaas—(1) In generul. ‘The
“mount of the credlt (determined with-
ut regerd Lo this parsgraph (c)) for
raxahle year I8 reduced by an
umount which besars the same ratio to
.pe amount of the credit (determined
Cihout regard to this paragraph (ch)

";1.1 The amount by which the rel-
erence price determined under section
~+d¥2)C) for the calendar year imme-
dately preceding the calendar year in
which the taxubly year beging excueds
o1 (as adjusted under paragraph (chd)
of this section); bears Lo
111) 6.

= 2) [nflation udjustmeni—n) In generul.

For any taxable year heginning n o
calondar year after 1991, an amount
equal to 528 multiplied by the inflution
wustment factor s substituted for
(he 328 amount under paragraph
ielnl) of this section.

(1} Inflation uadjustment factor. For
purposes of this paragraph (c), the in-
fatlon adjustment factor for any cal-
endar year Is a fraction, the numeritor
of which i1a the GNP Implicit price
defator for the preceding calendar
year and the denominator of which 18
the GNP Implicit price ieflator for
180, Tha “"GNP impllcit price defator'
i the first ravision of the impllicit
peice deflator for the grosa national
product as computed and published by
the Secretary of Commarcs. As early as
practicable, the Inflation adjustment
iactor for esch calendar year will be
published by the Internal Revenue
-I‘-'vil'vlca in the Internal Revenue Bul-
etin.

{3) Eramples, The following examples
llustrate the principles of thia para-
graph (ch

Erample |. Rajerence price eceeds 18 In
M3, E, the awnser of an opsrating mineral (o
tatest In & property. incurs 2100 of qualified
sohanced oll recuvery costa. The referenve
price for 1991 determined under section

§1.43-1

ModuanCiois 530 and the inflation adjustment
factor for 1992 15 |. E's credit (or 1992 devar-
mined withoul regard Lo Lhe phase-out for
crude oll price incresaes \s 315 (3100 = 15%, 1o
determining E's cradit, the credit Is reduced
by 35 (315 = (530 - 1128 « LIv8), Accordingly,
E's ceadit for 1992 13 3104815 - 85).

Erample ? Inflution ddjustment, lo 19869, F.
the owner of an operating mineral Intarest in
& property. incurs 3400 ol qualifled enbnoed
wil recuvery costs. The 1992 refersnce prica is
M, and the 1950 inMation sdjusument faceor
13 1 10 F's credit (or 1960 determined witbout
regard Lo tns phass-out for cruds oil prics Io-
creases is 31515100 « 15%) Lo detarminiog P's
cradit, 350 80 11.10 = 5381 subatituted for 228,
and the credlc \s reduced by M 1315 < 54 -
130 80161 Accordingly, F's credit for 1980 s 5
1515 - ¥

(d) Reduction of associated deduc-
(oni—{1) In generul. Any deduction al-
lowable under chapter | for an expendi-
ture taken into account in computing
the amount of the credit determined
under paragraph (b} of this section 1a
reduced by the amount of the credit At-
tributable to the axpenditure.

12) Certain deductiony by an integrafed
o1l company. For purposes of determin-
\ng the intangible dnilling and develop-
ment costs that an integrated vil com-
piin  must capitalize under section
291(b1. the amount allowahle as & e
duction under section 26Hcl 13 Lhe de-
duction allowable after paragraph
(dint) of this section I3 applied. See
§1.43-tbnd) textent LO which Inte-
grated o1l company intangible doilling
and development cosLs are qualified en-
nanced oil recovery costal

(e) Busis adjusiment. For purposes of
subtitle A. the increase in the basiy of
property which would tbut for this
paragraph (e)) result from an expendi-
ture witk respect to the property is re-
duced by the amount of the creditl de-
termined under parsgraph ib) of this
section 4ttributable to the expendi-
ture

() Passthrough entity bass adjust-
meni—i 1) Partnert’ inlevests in d pariner-
ship. To the extant & partnershlp éx-
penditure 18 not deductible under para-
graph (dil) of thia section or does not
increass the basis of proparty under
puragraph fer of thia saction, the ex-
penditure Ia traated 4s an sxpenditure
described lo section To8a¥INB) lcon-
corning decreasea Lo baais of partoer-
ship interssta). Thus, the adjusted
buses of the partnera’ interestia in the
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TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES 351 "C" STREET, SUITE 1330
1 yCHORAGE, ALASKA 99303-5948
DIVISION OF OIL AND GAS PHONE. (907) 269-8734

February 9, 1996

Mr. John Morgan Mr, Edward K. Behm

RP Exploration (Alaska) Inc. OXY USA Inc.

900 East Benson Boulevard 6 Desta Dnive, Suite 6000
P.O. Box 196A12 P.O. Box 50250

Anchorage, Alaska 99519-6612 Midland, Texas 79710-023(
Dear Sirs:

BP Exploration {Alaska) Inc. ("BP") and OXY USA Tnc ("OXY") have made
rcpresentations to the House of Representatives iu suppert of I1B 325 conceming the
feasibility of heavy oil development in the Milne Point Umt, Schrader Bluff Participating
Area in both a “white paper” dated January 22, 1996, and in testimony to the Housc
Subcommuttee on Qil and Gas, the House Resources Committec and the House Finance
Committee, Further, BP and OXY offercd to make detailed back-up data available to the
Division of Oil and Gas. As a result. the Division has been asked by members of the
Alaska State Legislature to revicw the economics of heavy oil development at the Milne
Point Unit in order to cvaluate the provisions of HB 325. On February 8, 1096, the
Division received from OXY a summary sheet 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
rovalty reduction reyuest aud the information BP provided to assist the Division in
evaluating BP's cconomics for anather field.

In order to perform the requested review, the Division will need detailed and
comprehensive data from BP und OXY supporting the analyscs that both companies have
previously presented. This data must cover both the full Schrader Blutt pool
development and, because the proposed legislution is currently structurcd on a per-well
basis, the per-well economics of the Schrader Bluff pool. In hath cases, the companies
should provide the incremental company cconomics that ate projected to aceruc to the
projcet through facility sharing arrangements, pipeline taniffs, tax henefits, cic. 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 Mr. Edward J. Behm
BP Exploration (Alaska) Inc. OXY USA Inc.

February 9, 1996

Per-well economiucs. ‘T'he “Critical Assumptions’ sheet provides a summary guide (o the
kind and detail of information required by the Division. Supporting data necessary
:ncludes:

l Production and Revenues: the historical data for each Schrader Blutf well,
including initial production rates, decline rates and per-well rescrves, plus all back-up data
supporting the chart presented in RP's Finance Committec presentation on February 8,
1996 ("BP's Presentation”) entitled "Schrader Blufl Typical Well Pruducuon Rate vs
Time (vears)."

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 staternent
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 the results of the well

performance and technical study reterred to i BP's Presentation as soon as it is available,

o) Supporting data for the dry hole cost assumption of §6.80% of producing well
costs and for the 90% success rate assumption.

4. Back-up data and analysis for the $0.72/bbl associated facility cost, including an
explanation of the calculation nsed. This component should be also thoroughly
documenred in the Schrader Blufl development economics.

3 Complete detail and analysis for the $2,20/bbl operaling cxpense estimate and a
detailed explanation of the 30.50/bbl for fixed per-well operating expense. The operaning
expenses should also be thoroughly documcnted in the Schrader Blull poul development
economics. Forecasts of both this component and item 4 above must be supported by

historical (actual) data.

6. Complete detail and analysis tor OXY's calculation of 0.6% severance tax and
8.0% property tax percentages caleulated 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 thosc values plus the supporting detail.

Schrader BInff 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, M,
Palicky testified that development of the Schrader Bluff pool weuld require upgrading of
the central production facility serving all horizons in the unit. BP and OXY should cach
provide the Division with the complete analysis of the whole project, including any
documentation describiag the "full development scenario” of 350-400 wells presented 1n
0OXY's Critical Assumption sheet versus any documentation describing the 230 well

P, 03/05
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M. John Morgan Mr. Edward J. Bechm
BP Exploration (Alaska) Inc. OXY TUSA Inc.
Februury 9, 1996

development scenario representzd 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 ecisionmakers who
would ultimately commut 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 Blutt production. Potential areas
of nisk should bc identificd and an cxplanation of how they were incorporated into the
assessment.

(Other Information Needed.

I Any BP documents prepared for the purpase of seeking financial approval and
commitment to acquire its interest i the Milue Point Unit including any pro fornu
finance memoranda.

2. Copies of all AFEs (both accepted and rejected) for any capital expendinires
relating to the Schrader Bluff pool including the $15MM expenditures for the recent 6
new wells, well comyletions, and additional technical 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 other
financial criteria required by the company's evaluation, corporate, tederal and state income
tax rates, cost of capital, and Schrader Bluff contribution to company incremental
cconomics. 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 ycar pay back periods, the $115M
net discounted cash flow, negative S307M discounted cash flows. and the total per-well
ruyalties undiscounted of $1843M and $1,040M were calculated in the white paper,
Please provide a calculation of the toral 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 ratc of reun varies 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 OXYY Business
Plan related to Schrader Bluff pool development.

6. Provide BP and OXY's actual marine transportation ¢ost per barrel and a
description of the differences between BP and OXY's ransportation costs.

AF3 |
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1 The Arthur D. Linle siudy cited in the BP/OXY white paper states that a TAPS
owner has a $1.00/bbl 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 Febrary 8, 1996, to the House Finance Committee that
currently the Milne Point Unit CPF is running at capacity at 235MBD with Kuparuk
production; that they intend to add 40MBD in the next few weeks for Kuparuk
production; that they intend to add 10MBD capacity in 1997 for Caseade/Kuparuk
production; and that they would then need to add an additional 15MBD capacity fur
Schrader Bluff production. Please provide a detailed schedule of production versus
capacily for the MPU CPF specifically explaining the capacity schedule as it relates to
the production curve for the 230 well developinent scenario that shows a peak of
45MBD. If not derailed above already, please provide a detailed capital investment
schedule for the two Schrader Bluff pool development scenarios.

If vou wish the Division to maintain any of the information submitted as confidential,
please mark each page "confidential,” submit such infonmation mn a sealed envelope
separate from non-confidential information, and provide a statement describing the
authority under which the Division may maintamn the information confidential. If vou
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,
Suitc 1380, Anchorage, Alaska, 99503-5948. Because we are dealing with the Legislature
in a public forum, any communications should be made in writing.

Very truly yours,

e

Kenneth A, Boyd g
Director, Division of Oil and Gas

cc:  Commissioner Jokn Shively, Department of Natural Resources
Representative Vark Hanley, Co-Chair, House Finance Committee,
Alaska State Legislature
Jim Palmer, BP Exploration (Alaska) Inc.

P. 05/05




I YUSE COMMITTEE REPOI

ga)ltc Referred: April 28, 1995 FURTHER REFERRALS: Resources
Date of Committee Action: /@5&0 Sy
The HOUSE SPECIAL COMMITTEE ON OIL AND GAS Committee considered: 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 committee substitute 05 HEB3RS (O¢G-) BT a new title

[ ] additional referrai to Committee
[ ] attached amendment(s)

ADOPTS: Letter of Intent

ATTACHES NEW FISCAL NOTE(s):  pe) APPROVES PREVIOUS: (DepDaie)

[x] fiscal note(s) (D SVE. (= m'?- [ ] fiscal note(s)

[ ] zero fiscal note(s) [ ] zero fiscal note(s)

DNP | NR | AM

<.

SIGNING WITH RECOMMENDATIONS
‘-;m-@g ﬁz—"\ I
A7

L] 3
LT a0,
et o A

LD A

I AVAY

7 v o Zyid £
I

IS

o¥

L
-

-

— e

i
s
CHAIR'S SIGNATURE /IL.H /47 = bl {

I




O - - Al T

) OUSE COMMITTEE REPC_.T \
Date Referred to Committee: January 24, 1996 FURTHER REFERRALS:
Date of Committee Action: '2-/ -7 / 01 b

The RESOURCES Committee considered: _ 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 committee substitute CSHB 325 (0+6) [X] a new title
[ ] additional referral to Committee

[ ] attached amendment(s)

ADOPTS: : Letter of Intent
ATTACHES NEW FISCAL NOTE(s): (Dept) APPROVES PREVIOUS: (DepuDaie)
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James A, Paimer
Director
External Aflairs

BP EXPLORATION Alaska

BP Explaration (Alaska) Inc
900 East Benson Boulevard
PO Box 196612

November 10, 1995 Anchorage. Alaska 99519-6612
(907) 5645435

Representative Joseph Green

Alaska State Legislature

716 W. Fourth Avenue, Suite 350

Anchorage, Alaska 99501-2133

Earlier this year, BP Exptoration (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 woula have differing degrees of economic and public sector
impacts, the general conclusion about the significance of aeveloping 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 fishing, 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 5B 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 first tangible steps toward overcoming our competitive disadvantages by working together. This
includes efforts such as last year’s legislation that encourages development of new, economically
marginal oil fields.

This study is another step in the cooperative process. | 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,

Sincerely,

N\t
]ar’;es , Palmer

Diceclor, External Affairs
Alaska

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 stagas of
its evolution, it would be inappropriate to interpret this analysis as a study of the
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 of the existing wells. Tha 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 royaity 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 $84 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 tapped 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
support 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 cleariy consistent
with the total revenues to the state from most other natural resources.

Finally, Figure 5B compares the state’s natural resource revenues from various
resources with the state’s resource managemeit exp 2nditures 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:.al revenues are available to
contribute to the general costs of government.
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FIGURE 1A. MARGINAL FIELD ECONOMIC EFFECT]|
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|FIGURE 2. MARGINAL FIELD PRODUCTION REVENUES|
SENSITIVITY TO PRODUCTION, WELLHEAD PRICE, AND ROYALTY RATE
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\ FIGURE 3. STATE REVENUES AND EXPENDITURES:
LIFE OF THE FIELD
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FIGURE 4. STATE REVENUE "DIVIDEND"

VARIATION IN RESERVES, PRICE, AND ROYALTY RATE
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"FIGURE 5A, ANNUAL MARGINAL FIELD PRODUCTION REVENUES
.COMPARISON TO TOTAL REVENUES FROM OTHER RESOURCES
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CALIFORNIA INDEPENDENT PETROLEUMASSOGIATON

Main Office: 1112 "I" Streat, Suite 350, Sacramenlo, CA 95814 « 916-447-1177 » Fax 916-447-1144
Environmental Atfairs Office: 5201 Truxtun Avenue, #119, Bakerslield, CA 93309 « 805-633-3119 = Fax B05-633-3191

June 21, 1995 JuL 05 1995

Representative Joe Green
Alaska State Legislature
Alaska State Capitol
Juneau, Alaska 99801

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 3285, provided that Congress lifts the ban on the export of Alaskan North Slope rrude 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 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 eftective 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 (916) 447-1185 if [ may be of assistance in your
deliberations on this proposal.

Sincerely,

[ e

Danied P. Kramer
Executive Director




STATE OF ALASKA e
1996 LEGISLATIVE SESSION FISCAL NOTE —HB325

Revision Date: Dept. Affected: Revenue

Title: Royalty Suspension: N, Slope Heavy Off BRU: Reverwe Operations

Component:  Oll and Gas Audit

Sponsor: Representative Green

Requestor:  H(O&G) Committee COMPONENT SERIAL NO. 115

Expendilures/Revenues: (Thousands of Dollars)

OPERATING EXPENDITURES FY 97 FY 98 FY 99 FY 00 FY 0l

FY 02

PERSONAL SERVICES

TRAVEL

CONIRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MSCELLANEOUS

TOYAL OPERATING 0.0 0.0 0.0 0.0 0.0

0.0

[ CAPITAL EXPENDITURES I | ! [ | |

[ CHANGE IN REVENUES ( y 3 -1,800.0 | -2,4000 | 57000  -11,0000]  -12,000.0]

-24,500,0

FUND SOURCE (Thousands of Dollars)

10012 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Recelpts

1037 GF/Mental Health

Other

TOTAL 0.0 0.0 0.0 0.0 0.0

0.0

Estimale of any current year (FY96) cost $
POSITIONS:

FULL-TIME

PART-TIME

TEMPORARY l

ANALYSIS: (AMach a separate page it necessary)

(See Attached Analysls)

Prepared by: an ~ Phone: 276-1343 ext, 265

Division; dil & Gas A . | »'hl / Date: 1/19/96
Date: 1/19/96

Approved by Commissioner:

Department of Revenue
PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information call the Govemor's Legisiative Office

Agency:

I;.LEG:HBA25.XLS




HB 325 Fiscal Note Analysls
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Analysls of Blll/Program Effects

~
This blll has two maln parts. The first addresses the abiliity of the Commissioner of ihe

Department of Natural Resources to modify the payment of royalty on leases, and the
second suspends the royalty obligation for wells producing less than 500 barrels a day of
Alaska North Slope (ANS) heavy all for five years of production.

The Department of Revenue Fall 1995 forecast assumptions for Alaska North Slope heavy
oll production, wells, and revonues FY 1997 to FY 2002 Is contalned In the following table:

Production Wells Severciice Tax Royalties
1997 3000 bb/d 14 0 $1800 thousand
1998 4000 16 0 2400
1999 5700 22 0 5700
2000 11100 42 0 * 11000
2001 18100 65 0 12000
2002 24500 85 0 24500

The blll would effectively reduce projected heavy oil royalties to zero.

:.LEG:HB325.XLS
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Representative Joe Green

RISTIT &

Sponsor Statement

HB 325 - Heavy Oil Royalty Holiday

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.




U3, 22,46 11:38 Brau7s025204 KUYALLY ACCl, @ouue voy

TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES 3601 "C" STREET, SUITE 1350
ANCHORAGE, ALASKA 99503-5948
DIVISION OF OIL AND GAS PHONE: (907) 269-8784

March 22, 1996

The Honorable Mark Hanley
Alaska State Representative
State Capitol, Room 507
Juneau, Alaska 99801-1182
MAIL STOP 3101

FAX 1-907-465-2418

Dear Representative Hanley:

I received the proposed amendments from your office on March 19. These amendments do two
things (other than "housekeeping").

First, they clarify that only new grass roots wells are eligible for royalty relief, and, further, they
describe what types of other "well operations" will 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, 1 suggest
the following amendment to round out the concepts you propose:

~ 50 s nge 2, afler line 30 ;'ﬂ:—

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."

Second, 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:

\,LB Page 2, after line 30 = 5
‘P\’ éoo oS

insert "(F) for purposes of defining field costs in thlS subparagraph, field costs include+he-
\ e@5S <. o asessoutlined in AS 38.05.180(f)."

Loy .| -r- —E,N'_ oS
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.

S\a=2\90
ATYTTAMMNen T 2
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The Honorable Mark Hanley
Alaska State Representative
March 22, 1996

Page 2
e

I further suggest two "housckeeping" amendments: {
Page 2, line 10 W ]\‘k

delete "finished goods"
insert "industnal commodities"

N ¢l
Page 2, line 22 = O @C\,O @Qg
insert after the word "performed": Q}S\(\U@

"at least once monthly"
1 6 e e—

I continue to have concerns with the overall approach taken in the legislation and the proposed 500
b/d, $15/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,

Director

032296mh.kb i )




ATTORNEYS AT LAW

SIMPSON, TILLINGHAST, SORENSEN & LORENSEN
A PROFESSIONAL CORPORATION

LESLIE LONGENBAUCH CONE SEALASKA PLAZA, SUITE 300
ROMALD W. LORENSEN IUNEAU, ALASKA 99801
L. MERRILL LOWDEN
E, BUDD SIMPSON

STEPHEN F. SORENSEN
JION K. TILLINGHAST

PHONE (907) 586-1400
FAX [907) 586-3065

February 22, 1996

The Honorable Mark Hanley

Alaska State Representative
Co-Chair House Finance Committee
State Capitol, Room 507

Juneau, Alaska 99801-1182

Re:  HB 325; Royalty floor
Qur file: 553.7

Dear Representative Hanley:

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)  witha 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 bill’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%/G-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 royalty 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
commercial five-year standards. See White Paper, p. 37. Any 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
fall, 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 Lo 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 a longer period. See WWhite Paper, p. 35. '/ Indesd, the Arther D. Little Report
specially mentioned royalty suspensions as an effective vehicle for encouraging investment
in marginal fields. /d. at 34. In sum, a royalty suspension would be consistent with
precedent and prevailing wisdom. The approach envisioned by a “floor” would nol be.

2. A foor’s impact on state revenues. On a nominal dollar basis, the
rovalty suspension maximizes state revenues from heavy oil development. %/ This is
because heavy oil wells: (a) have low initial production rates; (b) decline very slowly; and
(c) have unusually long lives. Indeed, in the White Paper OXY showed that, for these
reasons, the state 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. White Paper, p. 39.

As a result, it is in the state’s interest to front-load the incentive, and have it expire
at the earliest 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 production 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.

[fyou have further questions on this matter, please do not hesitate to ask.

' It’s true that most of these other incentives suspend a state’s severance tax, rather than
rovaltics. 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 forms the principal
government “take” from oil preduction,

*/ It remains our understanding that the State of Alaska generally predicates its economic
analyses on nominal dollars.
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Sincerely,

SIMPSON, TILLINGHAST,
SORENSEN & LORENSEN
/
/ / P { /
f\ .

~_

Jon K. Tillinghast

cc: Rep. Joe Green /
Rep. Norman Rokeburg (
Members, House Finance Committee

JKT:1g
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ATTORNEYS AT LAW

SIMPSON, TILLINGHAST, SORENSEN & LORENSEN

A PROFESSIONAL CORPCRATION
ONE SEALASKA PLAZA, SUITE 300

LESUJE LONGENBAUCH
JUNEAU, ALASKA 99801

RONALD W. LORENSEN
L, ggsﬁh;?:ﬁw PHONE (907) 586-1400
3 FAX (907) 586-3065
STEPHEN F, SORENSEN
JON K, TILLINGHAST

February 2, 1996

The Honorable Joe Green

Alaska State House of Representatives
State Capitol, Room 24

Juneau, Alaska 99801-1182

Re: Anplication of HB 207 to Heavy Qil
Our File No.; 840.2

Dear Representative Green:

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 of HB 207 to accomplish the goals of HB 325. In summary, we
are confident that HB 207, as it currently exists, cannot be used to fashion an effective
ANS 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 HB 207.

To begin with, OXY very much agrees with Mr, Boyd that HB 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 HB 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 207 was a compromise effort that can be implemented
this year, as opposed o other ideas that can be studied by
the Governor's Qil and Gas Policy Commission [sic].

Minutes, Senate Resources Committee, April 22, 1995 at 8. Commisioner Shively made
the same point to your committee:

[Shively] said the Administration believes there are a
number of things which can be done, both in the siate's
best interest and in the oil industry's best interest, to help
encourage greater oil development. He noted part of that
may be done now but the bulk of that will be done through
the siudy the Governor's Qil and Gas Policy Council will
be conducting over the next several years.

Minutes, House Resources Commiltee, March 32, 1995 at 3, emphasis added. As
Commissioner Shively explained to the House Oil and Gas Committee, HB 207 was
simply a quick first step from a new administration:

[Shively] said, he thinks there are other roads, and
some other additional legislation. He stated it was his
decision, at this point, given the newness of the
Administration, that this is something we can do this vear.
However, the Governor has appointed the Oil and Gas
Policy Council, and one of their responsibilities is to look
at other methods of providing incentives for oil
development, and for a healthy oil industry. He then stated
they consider this to be just the first step.

Minutes, House Qil and Gas Committee, March 9, 1995 at 4, '/

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

'/ Similarly, Commissioner Shively told the Senate Finance Committee that:
A number of ideas have been proposed to provide incentives
Jor development of marginal fields in Alaska. Early in this
administration, the proposed royally incentive was determined
to be ‘something we could do this year' while the oil and gas
policy commission [sic] 2xamines 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 the 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 existing fiscal environment, heavy oil development isn’t likely to
occur. 2/ The effort, unfortunately, is procrustean, */ The goals of HB 325 can’t be
forced into HB 207’s structure for six reasons:

I Schrader 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)(1)(B)--might be made to fit Schrader Bluff. */

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. The language of the clause. By its terms, the clause allows royalty relief only:
(1) to “prelong the life” of an oil field; and (2) “as costs per barrel...increase.”

The purpose of HB 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. 3

*/ As our white paper, An Opportunity to Develop Alaska's Heavy Oil Resources, explains,
DNR'’s Spring, 1994 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. Meither 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.

/' 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, There is no shut-in production at
Schrader Bluff, and, through the Tract 14 piiot wells, the field produces and sells 3,000 bbls./day.
%/ Indeed, one would think that, if any of HB 207’s three bases for royalty relief were applicable
to Schrader Bluff, it would be what Mr. Boyd calls the “New Pool” clause of AS
38.05.180())(1)(A). However, Mr. Boyd concedes that this basis is unavailable 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
redure 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 207’s 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.” %/ The clause, the Commissioner added,
addressed only fields “that might be abandoned” (id.), and DNR’s position paper on HB
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 felds whose economic life may be
prolonged in light of increasing costs in the later stages of
production.

“CS for HB 207(FIN)AM QUESTIONS AND ANSWERS," (herinafter “DNR Paper")
undated at 1; emphasis added. These were what the agency called “mature producing
fields," 7/ or what Chair Rokeburg more directly described as “old uneconomic fields...e.g.
Cook Inlet.” */

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.

¢. 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 grant
royalty reduction to prolong the economic life of a field or
to reestablish shut-in production.

any field that has “previously produced oil or gas for sale.” The statute thus fails to account f r
new ficlds from which some production has occured from test or pilot drilling, Whether that
omission was inientional or inadvertent, it’s still nonetheless fatal to Schrader Bluff's eligibility
under HB 207,

81 Minutes, Senate Finance Committee, May 8, 1995,

"/ Id. at 3.

¥/ Memorandum, Chair Rokeburg to Members of Senate Finance Committee, May 5, 1995 at 2.
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DNR Paper at 1; emphasis added. Indecd, 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, Commissioncr Shively
told the House Qil and Gas Committee, “is really not something new to the office.” °/
Indeed, and as Mr. Boyd explainad to the Senate Finance Committee, the Conoco/OXY
royalty relief application had been decided under that clause, '/

The Conoco decision, in which Conoco and OXY were denied any adjustment to
the special royalty surcharge imposed on some Milne Point production at the time the
Milne Point Unit 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:

It is impossible to ascertain whether royalty relief
granted after three years of production in a field with an
estimated field life of nwenty-five 1o twenty-eight years
would compensate for, and be 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 department should not conclude that
this standard would be met by granting the requested
royalty reduction [under the Declining Field clause] at this
time.

It is very difficult, if not impossible, to provide such
[‘clear'] evidence here, since the Milne Point field is in the
very early stages of production. "'/

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 transferred into HB
207:

?| Minutes, House Oil and Gas Committee, March 9, 1995 at 4.

') Minutes, Senate Finance Committee, May 8, 1995,

"'/ Recommended Decision of the Cummissioner of Natural Resources Regarding the Conoco
Application for Royalty Reduction on ADL 47433, 47434, 47437, 47438, and 28231 (Kuparuk
Participating Area, Milne 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; '/ 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,

Mr. Boyd’s suggestion that the future development of ANS heavy oil be
adjudicated under the Declining Field clause does not give ground for optimism.

II. HB 207 Does Not Allow Royalty Suspensions

Mr. Boyd has suggested an amendment to HB 207 that might obviate Schrader
Bluff’s 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 these other problems is HB 207°s mandatory 3% royalty floor for
Declining Fields. AS 38.05.127(j)(4)(B).

As our white paper explains (see 1. 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 Bluff's case, an estimated 41-years.

Thus, and as the white paper d.monstrates, the State of Alaska 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 frcm a reduced royalty spread over the
life of the field (as HB 207 envisions).

Indeed, the white paper estimates that the State of Alaska would lose about
5800,000 per well if it imposed a 5% field royalty under HB 207 rather than enacting HB
325. Id. at 39, Chart 16.

As the white paper also discusses, Arthur D. Little, in its report to the Oil and Gas
Policy Council, faulted Alaska 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 and industry’s
interest in developing heavy oil. In this respect, then, HB 207 proves Arthur D. Little’s
point, and it also underscores the wisdom of Commissioner Shively’s repeated cautions to
the legislature that HB 207 was never intended to address every oil and gas incentive
issue.

2/ AS 33.05.180(j)(2).
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III. HB 207 Addresses Only Lease-Baszd Royalty Relief

HB 207 only authorizes royalty relief for leases and unitized interests. AS
38.05.180(j)(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 heavy oil wells. In
so doing, it denies any incentive to production from pre-existing heavy cil wells, or
production from other oil-bearing formations in the unit. In this way, it ensures that
incentives are offered only when they serve the 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 whethe: 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.

IV. HB 207 is Burdened By an 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-ci:ient yield on a risk-free 90-day
U.S. Treasury bill. Conoco Decision at 0,

OXY thought this an unreasonable standard, If an investor can earn the same rate
of return from: (1) a risk-laden oil venture; or 2) a T-bill, why would that investor not
simply purchase the T-bills?

This standard was imposed by a prior administration. However, 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 Three 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 application for
heavy oil in as few as three months. However, given that:
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(1) Alaska’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, ©*/
we believe that one year is a more realistic minimum;

(b) Certainty. As you know, HB 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
38.05.180(j)(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

(¢) Credibility. Our white paper argues that any heavy oil incentive should draw
on successful experience in other oil producing junsdictions. 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% increase in gas wells drilled,
and 104,000 additional employment years, over the suspension’s four-year history. /d. at
35

Conversely, Alaska’s discretionary royalty reduction history is less encouraging.
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 statc,

Besides its certainty, HB 325, in contrast to HB 207, benefits from its simplicity,
As we’ve seen, the only prior completed royalty reduction proceeding in Alaska consumed
15 months before the agency. As would be the case with HB 207, each individual lessee
was required to present a complete, lessee-specific economic case. Even though it owned
but an 8.81% interest in Milne Point, OXY was forced to bear six-figure fees and costs
associated with the application, as well as a considerable disruption of company
operations.

Independent companies with smaller interests in Alaska, 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

¥/ Among the steps required by HB 207 are: (1) preparation of preliminary and final findings; (2)
a mandatory 30-day public comment period; (3) possibie selection of an independent consultant;
(3) preparation and agency review of the consultant’s report; (4) agency audits; (5) possible
legislative committee review; and (6) gubematorial 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.

VI. HB 325 Enhances the Legislature’s Role in Setting State Royalty Policy

HB 325 reflects 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. '/ 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 kave any further questions, please don’t hesitate
to contact me,

Sincerely,

SIMPS\PN, TILLINGHAST, SORENSEN & LORENSEN
L,

i f il

Til]inggst

"/ 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 nillion 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 cconomic hurdles associated with heavy oil development in detail, and we’ve heard no
one suggest that the case was overstated.
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cc: Senator Loren Leman
Representative Norman Rokeburg
The Hon. John Shively
Mr. Kenneth A. Boyd
Members, House Resources Committee




. Alaska Environmental Lobby, Inc. FURPAL G
! P.O, Box 22151 Juncau, Alaska 99802 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 problem of 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
problem is a broader apyplication, make sure the State's best
interest 1s served,




Retroactive changes to leases are unfair advantages to
individual companies, harming competition, and 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 many models of shared risk at the
investment 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

Diserice 10

February 2, 1996

Mr. Ken Boyd, Director

Division of Qil & Gas
Department of Natural Resources
3601 "C" Street, Suite 1380
Anchorage, Alaska 99503

Mr. Boyd,

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.

[ 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 HB325.

As I stated after your testimony on HB 32¢ last Friday, the incentives offered
in HB 325 are not discretionary. I believe this is the most 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 diminish.

The committee substitute offered by the Oil & Gas Committee adequately
protects the state with a limited window of opportunity, and a production and
price ceiling above which the full royalty applies. The issue of a miniraum
royalty has been discussed, and it may be possible to discuss this issue further,
as an amendment to HB 325, or as a modification to AS 38.05.180(j).
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Mr. Ken Boyd
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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.

Sincerely,

/Representative Joe Green, Co-Chairman
House Resources Committee
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TONY KNOWLES, GOVERNOCRA

DEPARTMENT OF NATURAIL RESOURCES 3601 “C” STREET, SUITE 1330
ANCHORAGE. ALASKA 99503-3048
DIVISION OF OIL AND GAS PHONE: 1907} 269-8754

January 30, 1996

The Honorable Bill Williams
Alaska State Represeatative
Statc Capitol, Room 128
Juneau. Alaska 99801-1182

Dear Represcruative Williams:

You asked whether HE 207. passcd last session, could be used to grant rovaly relief for the production of
“heavy oil.” The division's short answer is ves. Nevertheless. bezause of the concermns expressed in the
hearing on January 24 about tha applicability of HB 207 to heavv oil production, the administration would
aupport an amendment to HB 207 to provide explicitly that it applies o heavy a1l production.

Subjeet to several provisions designed to proteet the state's interests, HB 207 grants authority o the
commussioner of the Deparmment of Nawrul Resources to modify the existing rovalty rate "to allow for
production that would not othenwise be economically feasible” for anv one of three types of oil or eas pools.
In essence. the three are

Py L. To allow production from an oil or gas pool that has been delineated, but
i has not previously produced ("New Paol").

2 To prolong the ¢conomic life of an oil or gas pool as costs per barrel or
harrel equivalent increase ("Decelining Pool") .

3, To reestablish production from a shut-in o1l or gas pool ("Shut-in Pool").

For purposes of HB 207, heavy oil production is no different from any other tvpe of oil production. In other
words, HB 207 would apply whether the oil production consisted of heavv, medium. or light production, If
a company wished to produce heavy oil from a Shut-in Pool, it could be granted royalty relief under HE 207.
For example, heavy o1l production from ARCO's portion of the Schrader Bluff pool (which ARCO calls West
Sak) that has been shut-in could be eranted rovalty relicf. The same would be true for heavy oil production
from a Declining Ficld or New Ficld.

Oxy and BP have a specific concern about whether heavy oil production from the Schrader Bluff pool within
the Milne Point Unit could qualifv under HB 207, Again the issus is not whether heavy oil production could
qualify; rather it 1s whether the Sclrader Blull pool fits within one of the three types of peols listed in HB
207.

In the division's opinion. the Schrader Bluff pool does not meet the definition of a New 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 currentdy shut-in, The Tract 14 pilot project for
production from the Oxy and BP portion was shurin from 1992 (v 1994, II the production remains
uneconomic, as the companies asserted in their tesnmony and the pilot project was stopped. the Schrader
Bluff pool would clearly qualify as a Shut-in Pool.
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The most applicable definition to the Schrader Bluff pool is the Declining Pool definition, number 2 above,
Firs\, granting rovaley relicl could “prolong the economic life o the Schrader Bluft pool production.
Second. the cosis per barrel increase with heavy oil production, Mast importantly, granting relief, assuming
1t was Justified, would be consisten: with HB 207's primary purposc "to allow for production tial would nor
be otherwise be cconomically feasible.” It appears that HB 207 could be applied to heawy oil production from
the Milne Point Unit.

wevertheless, some of the companics and representatves have cxpressed concern about the applicability of
HB 207 (o heavwy oil production from the Milne Paint Unit. To alleviate any concern about HB 207's
applicability to the Milne Point Unit, the administration wouid support an amendment o HB 207 to make
heavy o1l explicitly included within the purview of HB 207. This could be accomplished by amending the
language in AS 38.05.1800)(1)(B) to read as follows:

(B) w prolong the cconomic life of an oil or gas ficld or pool as costs per barrel or barrel
equivalent increase or 1o allow for the production from an ail pool containing heavy oil,
defined as production with American Petroleum Institute weighted averspe gruvity of
20 degrees or less; or

Such an amendment 15 preferable to HE 325 because it would subject any relief 1o the protection of the state's
mnterests allorded by HB 207, Specifically, it would require a complete and thorough economic analysis of
heavy oil rovalty relief, which is lacking in HB 323 Tndeed, no state agency has been given the derailed
backup data that preswnably supports the cconomic asscrtions contaimed in the white paper prepared by BP
and Oxy. HB 207 would also provide for public and lcgislative comment before any relief is granted.
Finallv, 1t would allow any relief granted to he conditioned to change if the bases upon which the reliof is
granted change.

By passing HB 207, the legislature adopted a consistent policy that would treat all players fairly and equally.
HB 207 allows for "fiscally cfficiont” royalty terms. HD 325 is not fiscally e{ficicnt because it is not sensitive
10 profitability, It reduces the state’s royally without a showing of necessity by the companies or a guarantee
of anything in return to the state for granting relief, Despiic the companies’ contrary protestations, they ¢an
have certainty of relief under HB 207 before making any investment.

Undeniably, HB 207 is not as administratively simple as HB 323 because it requires a complete review, The
long debate over HB 207 last scssion conyinced me that although both the legislature and the governor want
expedited development of Alaska's oil and gas resources, thev want this done with proper scrutiny. This
scratiny, clearly presenr in HB 207, is lacking m HB 325,

[ hope this infonnation is helpful to vou. If vou have any further questions, please feel free to call me.

Sincerely,

AN
¢nncth A, Boyd
Director
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TONY KNOWLES, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES s6c r ¢+ At LIEtm
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February o, 1996

Mr. John Morgan Mr. Edward K Behm

BP Exploration (Alaska) Inc. OXYUSAInc.

900 East Benson Boulevard 6 Desta Drive, Suite 6000
P.0.Box 196612 P.0. Box 50250
Anchorage, Alaska 99519-6612 Midland, Texas 79710-0250
Dear Sirs:

BP Exploration (Alaska) Inc. ("BP") and OXY USA Inc ("OXY") have made
representations to the House of Representatives in support of 11B 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 Qil and Gas. the House Resources Committee and the House Finance
Committee, Further. BP and OXY offered to make detailed hack-up data available to die
Division of Oil and Gas. As a result, die Division has been asked by members of the
Alaska State Le8|slature to review the economics of heavy oil development at the Milne
Point Unit in order to evaluate die provisions of HB 325, On February § 1996, the
Division received from OXY a summary sheer titled “Critical Assumptions.” More
information is needed to provide background to the hottomline 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 detailedand
comprehensive data from BP and OXY supportlng_the analyses that both companies have
previously presented. This data must cover both die full Schrader Bluff pool
development and, hecause the proposed legislation is currently structured on a per-well
basis, the per-well economics of the Schrader Bluffpool. In both cases, the companies
should provide the incremental company economics |hai arc projected to accrue to the
project through facility sharing arrangements, pipeline tariffs, tax benefits, etc. We
recoqmze that each company's economic assessment is different, and so each company
should provide its own analysis of these impacts.
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Per-well economics The “Critical Assumptions” sheet provides a summary guide to the
klnld 3nd detail uf information required by the Division. Supporting data necessary
includes:

1 Production and Revenues: the historical data for each Schrader Bluffwell,
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 s,
1996 ("'BP's Presentation”) entitled "Schrader BlulTTypical Well Prodluction Rate vs

Time (years)."

2. Drilling and equipment costs: historical data for each Schrader Bluffwell, 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 thet, drlllln? 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 86.5% of producing well
costs and for the 90% Suiccess 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 operatln%;
expenses should also be thoroughly documented in the Schrader Bluff BOOI developmen
economics. Forecasts of hoth this component and item 4 above must be supported by

historical (actual) data.

6. Complete detail and analysis for OXY's calculationof ~ 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, M.
Policky testified that development of the Schrader Bluff pool would require uggradmg 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 3s0-400 Wells presented in
OXY?s Critical Assumption sheet ycrsus any documentation describing lire 230 well



FEEF09-96 FRI 19:24 DIV OF OIL AND GAS FAX HO. 9075623852 P. 04705

Mr. Jolni Morgan _ Mr. Edward J. Bchm
sp Explorarion (Alaska) inc OXY USA Inc.
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development scenario represented in the BP's Presentation in a chart titled "Additional
Production From Heavy Qil by Development Year." Included in this information should
be the same kind of analysis that would be presented to corﬁorate 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
ofrisk should be identified and an explanation of how they were incorporated into the

assessment.

Other Information Neede 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 re'éected?vlfor any capim! expenditures
relating to the Schrader Bluff pool mc_lude the SI'sMM 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 companr'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 Sso7M 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,
ar;d 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 o/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 snd a
description of the; diffcrent.es between BP and OXY's transportation costs.
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7. The Ardiur D. Linle study cited in the BP/OXY white paper states that a TAPS
owner has a $1.00/net advantage over anon-TAPS owner . Ifeither 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 s, 1996, to the House Finance Committee that
currently the Milne Point Unit CPF is running at capacity at 25 MBD 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
groductlon; and that they would dien need to add an additional 15MBD capacity fur
chrader 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 shows a peak of
45 MBD. I not detailed above already, |olease 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 conficlential,
please mark each page "confidential," submit such information ma sealed envelope
separate from non-confidential information, and provide a statement describing die
authority’ under which die Division may maintain the information confidential. 1f you
have arly questions about the analyses or data to be provided, please address themiin
writing to Kevin Banks. Petroleum Economist. Division of Oil and Gas, 3s01 C Street.
Suite 1380, Anchorage, Alaska, 99503-5948. Because we arc dealing widi the Legislature
ina public forum, any communications should be made in writing.

Very truly yours,

Director, Division of Qil and Gas

cc.  Commissioner John Shively, Department of Natural Resources
Representative Mark Hanley, Co-Chair, House Finance Committeg,
Alaska State .Legislature
Jim Palmer, BP Exploration (Alaska) Inc.
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February 13. 1996

M. Robert F Stalnalcer

Director of Retirement & Benefits
S[Satearqtf AlatskafAd '[ t
eartment 0 Mministration
Drvrsron ?Retrrement Benefits
OX 110203
Juneau, AK 99811-0203

Re: National Guard and Naval MilitiaRetirement System

Dear Bob:

r. the June 39, 1904 actuarial valuation repari for the syatem we recommended a
J ction In the 25-year amortization errgg #or un?un eé [nabrlrtres ?orﬂowrn
Htrodﬁrctron ofalu R ¥m retirement benefi op‘ron ]hrs was due to the f ct

tat a arge proportion 0 retrrees ave recentyeected mp sums at retirement.

%e ted reducin te eriod to ft ¥ears which Is.th eag oximate ar\f]erage
ex ec ese h retirement for the current active m (i)ersh
va uation d ose att is reduction In t eamortrzatron erio woud [ crease

the past servi ce cost h abofut 5600000, resultrng Qatota contrrbutron o
approximately s2.6 million for fiscal years 1997 and 1908

The valuatjon drsclosed that the funding ratio as of June 3o, 1994vvtas 17.2% In
other worgs. 17.2% oO I refsentvalu of accumulate benefrts ndedb
assets, Grvent e low eve the fund Ing ratio, we recommend that the
contribution of $.e 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
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