


SENATE COMMITTEE REPORT
First Committee of Referral

DATE: 4/2/96 FURTHER: Finance

DATE TURNED INTO OFFICE:
The Resources  Committee considered ~ CS FOR HOUSE BILL NO. 325(FIN) am
Relating to modification of royalty to encourage production from an oil pool containing heavy oil; efd.

and recommends: Senate Bill:

sametltle
fiAbo replaced withbCVA CS_ H532$ (XS ) { | e tltBe||
Ifausc Bi
f ] adopt previous CS [tT'Same title
echnical tide
[ ] attached amcndment(s) ew: SCR*
[ ] adopt Letter of Intent by _ .Committee
[ ] further referral to the . Committee
SIGNING QQ PASS I'HIHrecommendations
CHAIR: CHAIR
NEW FISCAL NOTE(S): PREVIOUS FISCAL NOTE(S):*
Department Date  Zero Fiical Department D«te  Zero  Fttcal
Vo oo/
" Qnd))

| )APPROPRIATION ~ no fhcal note JImlude fbcal note* accompanying Govrroor'a bill



SENATE CS FOR CS FOR HOUSE BILL NO. 325IRES)
IN THE LEGISLATURE OF THE STATE OF ALASKA
NINETEENTH LEGISLATURE - SECOND SESSION

BY THE SENATE RESOURCES COMMITTEE

OfTecrcd:
Referred:

SporuorU): REPRESENTATIVE GREEN

A BILL
FOR AN ACT ENTITLED
"An Act relating to modification of royalty to encourage production from an

oil pool containing heavy oil; and providing for an clTcclive 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 payable at a rate of
two percent, 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 baseline, as follows:

(1) under this subsection, the reduction in payment of royalty applies
(A) only to the portion of the lessee’s reported royally, as may
be later adjusted, before any field cost deduction, as calculated for the month of
production, for ihc first 450 bands of daily production of heavy oil from the
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well, the royalty value of which docs not exceed St5 per barrel as estimated at
the lease automatic custody transfer meter & which custody is first transferred
into a common earner pipeline;

(B) only if the initial drilling of the well from which the heavy
oil is produced began on or after July 1. 1996. and before July I. 2006; for
purposes of this subparagraph, “initial drilling *docs not include plug-backs of
existing wells, sidetracks from existing wells, multi-lateral or dual completions
of existing wells, or sidetracks of rcdnllcd wells;

(C) only to heavy oil produced during the first 1.823 days of well
operation after the initial production of oil from the well, as reported to the
Alaska Oil and Gas Conservation Commission; for purposes of this
subparagraph, "initial production” means production following initial drilling;

(D) for a well only if the lessee

(i) submits with its royally report lor the first month for
which the reduction in royalty payment under (A) « (O of this paragraph
is claimed and with subsequent royalty repons for so long as the
reduction continues, oil gravity test results performed dunng the penod
for which the royalty rcpon is filed demonstrating that the oil tested is
heavy oil; the oil gravity test must be in accordance with the standards
for measurcmci.. and testing set out in the regulations of the Alaska Qil
and Gas Conservation Commission; the oil gravity test must be conducted
at quarterly intervals except that, for oil that, when tested, has a weighted
average of 19 degrees APl gravity or greater, the oil gravity test must be
conducted not less often than monthly; and

(if) maintains, for a penod of at least six sears after the
last day of the royalty payment reduction authon/cd by this subsection,
records of production that show the actual dale that (tolling of the well
staned. the daily production from the well, and the APl degree gravity
data, and allows the department to inspect the records dunng regular
business hours; and

(E) only if the deepest producing perforation of the well from
which heavy oil is produced is shallower than $.000 feet;
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(2) by taking a reduction in the payment of royalty under this
subsection, the lessee waives any nght that the lessee might otherwise have under its
lease, unit agreement, or other agreement with (he state to deduct, against royalty due
the state, any field costs associated with the production of the heavy oil for which the
reduction is taken;

(3) when a reduction in payment of royalty is obtained on the
production of heavy oil under this subsection, for a penod of 20 years after the last
day on which a royally payment reduction is taken under this subsection, the lessee
may not apply for further adjustment of royalty, whether through contract or a
provision of law authoneing a royalty modification, on the production of oil from the
well for which a reduced royalty was taken under this subsection;

(4) for purposes of calculating the first 450 bands per day of daily
production of heavy oil from a well, the 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.

(5) in this subsection.

(A) 'field costs' includes the kare or unit expenses identified
in (0 of this section.
(B) 'heavy oil* means orl having a weighted average equal to
or less than 20 degrees API gravity as the term "API gravity” is defined in
AS 43,53.900
* See. 2. This Act takes cffeci immediately under AS 01.10 070(c)
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Alaska State Legislature
Senate Resources Committee

State Capitol
lunrauAK"™ W80I
MEMO
TO legal Services
via fax: X2029 this page only
FROM: Annette Knbtrrr. Aide to ik
Scrute Resource* Committee

DATE: April 22, 19%
RE: CS 1B 323: Nonh Slope Heavy Oil Royalty Modification

Please draft a FINAL Resources committee substitute fee MB 323 using 9 LSI 122V/ with
the following amendments:

) Page 2. Line | following well
INSERT: well. not exceed §15

per Ninel *iih value Mtuiaicd *i thclcw c Auaumiuc CwtwhlivuufajnactilAbenc
cimofly u fim raufam limparomnMUjrocLPigdiac.
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SENATE CS FOR CS FOR HOUSE BILL NO. J25(RES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BV TICK SENATE RESOURCES COMMITTEE

Offcrrd!
Refrmtl:

Sponton.c REPRESENTATIVE GREEN

A BILL
FOR AN ACT ENTITLED
"An Act relating lo modification of royalty to encourage production from an

oil pool containing heavy oil: and proriding for an efTcctive date."

BE IT ENACTED BV THE LEGISLATURE OF THE STATE OF ALASKA:

» Section 1. AS 38.03.1SO it amended by adding a new subsection to read:

(dd) Notwithstanding any other provision cf this section or any provision in

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

establishes an obligation to pay royalty on production, royalty is payable at a rate of

two percent, under the conditions and to the extent described in this subsection, for the

production of heavy oil that is removed or sold from a tease or leases located north
of the Umiat baseline, as follows:

(1) under this subsection, the reduction in payment of royalty applies

<Al only to the portion of the lessee s repotted royally, as may

he later adjusted, before any field cost deduction, as calculated for (he month of

production, for the first 450 hands ot daily production of heavy oil from the
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well that does not exceed $15 per barrel;

(D) only if the initial drilling of the well from which the heavy
oil is produced began on or after July I. 1996. and hefore July . 2006; for
purposes of this subparagraph, “initial drilling" does not include plug-hacks of
existing wells, sidetracks from existing wells, multi-lateral or dual completions
of existing wells, or sidetracks of rcdnllcd wells.

(C) only to heavy oil produced dunng the first 1.825 days of well
operation after the initial production of oil from the well, as reported to the
Alaska Oil and Gas Conservation Commission; for purposes of this
subparagraph, “initial production" means production following initial drilling;

(D> for a well only if the lessee

(+) submits with its royalty report for the first month for
which the reduction in royalty payment under (A) * (O of this paragraph
is claimed and wnh subsequent royalty reports for so long as the
reduction continues, oil gravity test results performed dunng the penod
for which the royalty report is filed demonstrating that the oil tested is
heavy oil; the oil gravity test must be in accordance with the standards
for measurement and testing set out in the regulations of the Alaska Oil
and Gas Conservation Commission; the oil gravity test must be conducted
at quarterly intervals except that, for oil that, when tested, has a weighted
average of 19 degrees API gravity or greater, the oil gravity test must be :
conducted not less often than monthly; and

(i) maintains, for a penod of at least six sears after the
last day of the royalty payment reduction authorized by this subsection.
records of production that show the actual date that drilling of the well
started, ihc daily production trom the well, and the API degree gravity
data, and allows the department to inspect the records dunng regular
business hours; and

(E) only if the deepest producing perforation of the well from
which heavy oil is produced is shallower than 5.000 feet.

(2) by raking a reduction in the payment of royally under this
subsection, the lessee wanes any nght that the lessee might otherwise have under its
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|tAie. 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
reduction is taken;

(3) when a reduction in payment of royalty is obtained on the
production of heavy otl under this subsection, for a penod of 20 years after the last
day on which a royalty payment reduction is taken under this subsection, the lessee
may not apply for further adjustment of royalty, whether through contract or a
provision of law authorizing a royalty modification, on the production of oil from the
well for which a reduced royalty was taken under this subsection:;

(4) for purposes of calculating the first 450 banels pa day of daily
production of heavy oil from a well, the production from dual completions and other
forms of multiple completions m a well is to be added together and counted as
production from a single well.

<5) in this subsection.

(A) ‘field costs* includes ihe lease or unit expenses identified
in tO of this section.

(B> "heavy oil* means oil having a weighted avaagc equal to
or less than 20 degrees API gravity as the term "API gravity * is defined in
AS 43 55900

e Sec. 2. This Act takes effect immediately unda AS 01.10070(c).
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Alaska State Legislature
Senate Resources Committee

State Capitol
Official Business lunrauAK 99801
MEMO
TO: Ugal Services
via fax  X2029 (his page only
FROM: Annette Krrit/cr. Aideto 0

Senate Resources Committee

DATE April 20. 19%
RE CSHB 323: North Slope Heavy Oil Royally Modification

Please draft a Resources committee substitute foe HB 325 using 9-1-S1122MJ (HB0325d)
with the following amendments.

) Page 2, Line 3;
delete
(ACTUAL)

2) Page 2, ée e e
t

WO0)
Insert:
i

3)  Page 2, tines 2K-29:
DELETE ALL MATERIAL

Insert:
(17 only if the deepen producing perforation of the sell from *h

the heavy oil is produced ii shallower than 3.000 feet

4)  Page3.Lines3 7.
DELETE ALL MATERIAL
Insert:

7
hu* |0|funaer?nsu”v|t g%@rﬁ%&%f%%?nog é(F e a'giedavon

fatiror further ai qyally, yhciher through tomr*! o tar? taaoc\}rhrg n{PV\P Py
authonnng aroyaW nm |catlgn Xn){Pe productlorgo}oﬂqfrrom the\xgl[ ursahlcha
reduced myally vm akcn under ihu lufcaceim

3) Page 3.

15001
uQ

Insert:



Alaska State Legislature

C TO REPRESENTATIVE GREEN (Jeff Logan); and td KEN BOYD;

cs* arc (he amendments proposed for IIlIl 325. Please look over and lei
me know if you have further suggestions, comments or if you disagrti'friilritol
OfftdallHoMMamcndmecnls. AK  (X4907) Juneau AK 998A1
MEMO
T0. Legal Services

via fax: X2029 this page only

FROM: Annette Krciuer, Aide to
Senate Resources Committee

DATE: April 20. 19%
RE: CSI1B325: North Slope Heavy Oil Royally Modificatkm

Please draft a Resources committee substitute for 118 325 using 9-LS1 12iMJ (HB0325d)
with the following amendments:

1) Page 2. Line 3:
DELETE:
(ACTUAL)

2)  Page 2,Unc 22
DELETE:

3)  Page 2, Lines 28-29;
DELETE ALL MATERIAL

e {ilraly i eckenctpodingpefoetoncf e el fom i

the heavy oil u produced u iallQVig dun 3.0W f«L

4)  Page 3. Lines 3*T.
PELETE ALL MATERIAL
nscn:

_ (3> when a reduction in fiivmem of royalty is obtained on the
pnxlucimn of heavy oil under this subsection, for a pcnoil of 20 years after the last dav on
which a rovaliv pasmcni reduction is taken under this subsection; the lessee tmv not apply
fur anv lurther adiustment of nr, illv. whether through con“act or anv provision of law
aujhonm aHroyaltg/ nLahIka ifli. tm the produciicn d sallrom ihc yicll for vihich |
reduced royalty was taken under this subsection.

5)  Page 3. lane §:
DELETE
(500

Inten:
m

~ 1A'



f

1) Page 1, line 15 set the $J5 per barrel level as the point below which heavy oil will
qualify for reduced royally. At what point is it intended that the S15 price be measured?

'n L<)JJt. A *<ut YA5X w A
2) Page 2, line 22— why was a two year period selected for production records retention
rather than using the same period for which the state has audit rights for taxes and

royalties?

3) Page 3. line 8—the 500 barrel limit needs to be changed to 450, as amended on the
Mouse floor.

Page 3. line 9— provides that, for the purposes of calculating the volume of oil to which
royalty reduction applies in wells with dual compilations, production is to be added
together. What happens if oil with a higher gravity is blended with lower gravity oil to
produce a blend that is higher gravity than the low gravity oil, but lower than the 20
degrees API cut-off under the hill?



Proposed Amendment to C.SIIIJ2S(FIN) um
Amend P. 3. 1s. 3-7 as Follows:

(3) when a reduction in payment ofroyalty is obtained on the production of heavy
oil under this subsection, for a period of 20 years after the last day on which a royalty
payment reduction is taken (ALLOWED) under this subsection, the lessee may not
(CLAIM OR OBTAIN THE BENEFIT OF AN| apply for anv further adjustment of
royally. whether throuuh contract or any provision of law authorizing a royalty
modification, on the production of heavy oil from the well for which a reduced royalty was
taken under this subsection (UNDER CONTRACT OR ANY OTHER PROVISION OF
LAW AUTHORIZING AROYALTY MODIFICATION)

i <t f"CI(iI t ].'1 1



Rationalefor Proposed Arerdirent to CSIHTHHI 325(1:IN) am

In the House Finance Committee. 1B 325 was amended to ensure that, it'a lessee
claimed the legislation's five-year incentive for a new heavy oil well, it could not. after
those live years, seek an additional royalty reduction on continued heavy oil production
from that well ~ The prohibition would last 20 years

HB 325 benefits the state because, in return for materially improving project
economics through a five-year reduced royalty, the state would receive full royalties— at
cither 12 5% or 20%-over the remainder of the projected 40-year field life of the
development. The Finance Committee amendment was aimed at assuring that those full
royalties were actually received alter the five-year incentive period ended

Unfortunately, by barring a lessee from claiming any reduced royalty on the
"production of oil" for 20 Years the Finance Committee seems to have prohibited anK
reduced royalty for any ol productlon in Alaska, and not just the heavy oil for which the
mceﬁtlve was taken  The proposed amendment coniines the prohibition to its intended
reac



Replace the language on p. 2. Is 28-29 with the following language

(if) only if the deepest producing perforation of the well from which the heavy oil
is produced is shallower than 5,000 feet,
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OXY USA Inc.
Presentation to the Senate Resources Committee
CSHB 325(FIN) am
April 17, 1996



M ilne
Beaufort Sea
Tract 14
Schrader Bluff Ol
Accumulation
lhoc Bay
Kuparuk River Unit Unit

Schrader Bluff Oil Accumulation



Typical Heavy OIl Well Economics
Base?: on the 5 best wells to date In Tract 14

‘Companies will generally
consider any field
uneconomic if the gross
project value is negative
at adiscount rate of about
18V " (pg 120. Arthur D.

Rate of Return, % Payback PertitJ. jm [>.V foductt* 3MM



The Effect of Royalty Suspension on Schrader
BIUF" BEconomics

$100

$0 E
% @)
(4] QD
N $100 =
g 2
g $200

$300

RaltofKttmin,% I'nibatkPtnod.ynlIKCproJact) W

W/O 5 year suspension m With 5 year suspension



Where the Revenues from Heavy Oil Development Go

OXY Per Well Economic* (in million*)

As pfosgntod to tho Oil AGas Policy
Profit Council, and tho Houso Oil & Gas.
Resources and Finance Committees

0.115
: Operating !jahor and
Income Taxel Materiah
Overhead, Coil of
Capital and Risk
Notaltin Direct Tain

Drilling, Alternated

Injection Welland

Share of Pacilitin
Coin



Projected Profit from Each $4 Million Well and
Facility Investment Under Various Scenarios

CSHB 325 (0il &
Gas)

450 bbls/day. 2*
royally for 6 years

450 bbls./day.
royally for 8 years

CSHB 325 (PIN) am
100 bbls./day; 0
royally Igr Sayears |-_W P

300 bhlIsVday. 29P
royally for 5 years

X 20 40 60 BO 100

In thousands ofdollars if* a discount

120



Barrel* per d& of initial production

1000
900
800
7100
600
500
*100
300

200

100

O XY's Economics Assume
That Technolo
Improvements W
Increased Production Rates

NOTE: The projected 430

bbl /day initial rate for new

production is based on the
average initial production rates
of the best five Tract 14 wells

Averaﬁie
of A
Wells

Well »L

g1ica!
Il Yield

Well #11

Well #21

Actual Tract 14
Initial Procluction

mAssumed Initial
Pro ucﬂoq from
New Development

NOTE Wells I. 11 and 21 sserc actual
Tract 14 well* Because new wells will
likely have a similarly broad range of
initial production rates, the assumed
initial rates for new development arc
those that would have to be achieved to
yield a4JO bbl/day average initial rate
for all new production



History of ANS Heavy OH Development Costs

In dollars per barrel



Two Paths for Schrader Bluff

$450
$400
5350
$300
$250

$150
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$50
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Rovalties from Initial

evelopment of
Projected Schrader Bluff
RoKaIgies from (With 5-year
Schrader Bt Royalty
(Without Royalty Suspeénsion)
Suspension)



Alaska Resident Private-Sector Jobs Created by Schrader
Bluff Development

5 Alaska Resident T A Hosdent Alaska Resident Private
Private Sector Payroll  owvolopmont Sector Payroll From
From Development Production: "$7.43 million
0 Phase: $171 million annually
OVer nine years
i 322 Total Alaska Rosidont

Indtrecl/Vundof Jobs
Dunng Dovolopmont

Jobs Attributable to
Production

200

irxliroct/VofKXx Jobs

150 - Throughout Production
Diroct Industry Jobs

During Dovoloprnont

Diroct Industry Jobs

100 : Throughout Production

50
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ATTORNEYS AT LAW

Simpson. Tillinghast, Sorensen ft Lorenson
A PROFISSIONAI CORPORATION

ON! UALASKA PLA/A. MflU 300

ILSLH tONC4 NBAUCJI
tUNLAU, ALASKA 99801

AONAID V. 10KISUN
i LOWDIN

| epo5 UvPoON PHONE 19071 5M-1400

srnnN [ vorinun TAX 19071 S5Bfi*30M>

ION K IItUNCHAST

April 19. 19%

The Honorable Loren Leman
Alaska Slate Seriate

State o f Alaska

Senate Resources Committee
Capitol Huilding. Room 113
Juneau. Alaska 99X01

Re CSIIH ?25(I IN)am
Dear Senator Leman

During llouse debates mi [IM 325 (relating to heavy oil). <).\Y USA Inc was
asked why the discretionary relief process established in MI) 207 last session was not
adequate to encourage development of Alaska's heavy oil reserves In response. 0.W
submitted the enclosed letter, which we're otfering for your consideration in connection
with Senate Resources Committee deliberations on the legislation

| hank you in advance for your time spent reviewing the enclosed correspondence
Sincerely.

SIMPSON. [l LINCilIAS |

enclosure



UTCRNEYS a: law
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V PROFESSIONAL [TaPORMICN
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li-ILIl 1CSasiAICH
r LCWNUN WNIAU. UAIRA COftOl
| sanruu. trails
BXD StMSON PHOM 10071 586-1400
PAT -0071 566-3065

TIPHIN t SCRINSIN
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February 2. 1996

The Honorable Joe Green

Alaska State House ot Representatives
State Capitol. Room 24

Juneau. Alaska 99801-1182

Re Application ofHB 207 to Hcaw Oil
Our File No 8402

Dear Representative Green

OXY USA Inc COXY") 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
arc confident that HB 207. as it currently exists, cannot he used to fashion an ctTcenve
AN'S heavy oil incentive  To cure the problems associated with HB 207. as it applies to
AN'S heavy oil. wc believe that last year's law wouid 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
jnmary purpose ot HB 207 OXY. in fact, entered the debate over hcaw oil orjy 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 thai
considered HB 20" last session. DN'R Commissioner John Shively stressed that HB 207
was only a tentative beginning, and that more concrete initiatives would follow \s
Commissioner Shiveiv explained to the Senate Resources Committee

~ fhere are a \artery or ideas about Howto provide the otl
indium wnh the incentive to develop marginal oil fields.



IMPSON. IILUNGHAIT. iCREN'SEN ft LCRENSEN. P.C.  The Hongighe oo 1
Page 2

HB 29" was a compromise effort thin can he implemented
ilns sear. as opposed to other ideas that can he studied by
the (iovernor V()il and Gas Policy Commission (sic/.

Minnies, Senate Resources (‘ommntee. Apnl 22. 1995 at 8 Commisioner Shively made
the same point to your committee

(Shively/ said the Administration believes there are a
number </ things which can be done, boili in the state s
best interest and in the oil industry's best interest, to help
encourage greater oil development. He noted part o f that
nun he June now bin the bulk ofthat will be done through
the Miul the <inventor s Oil and Gas Policy Council will
he conduciiny over the next severalyears.

Minnies. House Resources <ommntee. March 32, 1995 at 3. emphasis added As
Commissioner Shiveiv explained to the House Oil and Gas Committee. HB 207 was
simply a quick first step from a new administration

(Shnely/ wild, he thinks there are other roads, and
some oilier additional legislation. He stated it was his
decision at ilns point, given the newness of the
Administration, that this is something we can do this year.
However, she Governor has appointed the Oil and Gas
Policy Council, and one o f their responsibilities is to look
at other methods of providing incentives for oil
development andfor a healthy oil industry. He then stated
they consiaer this to bejust thefirst step
Minutes. House O il and Gas Committee. March 9. 1995 at 4 !

Heavy oil. in particular, was excluded from the HB 207 debate Last Apnl. OXY
sought the advice of hoth the administration, and the legislature, on the most appropnatc
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

Similarlv. Commissioner Shively told the Senate Finance Committee that
( numaer or ideas Na\l seen proposej to provide incentives
'or aevetopment Of marginal fields in Alaska Early in inn
administration the proposed royalty incenmr was determined
to he lomihmg we could do this \ear while the oil and gas
policy commission (sic/ examines other methods or making the

note more CoeretItlve, internationally

Minutes Senate Finance Commuter. May |. 1995
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separatclv, 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, thr;U«h HB 207 or any other means That interest rc-cnforces DNR's long-
held view that, under the existing fiscal environment, heavy oil development isn't likely to
occur2/ The effort, unfortunately, is procrustcan 3t The goals of HB 325 can't be
forced into HB 207's structure for six reasons:

|. Schrader B luffis ineligible under M | 207

Mr Boyd is correct that HB 207 docs not authorize royalty relief in all

circumstances, but rather under only three tightly -defined conditions. Mr Boyd argues

at the >ccond of those cbeumstances -thc 'Declining Field" circumstance set out in AS
W5 1SOfjjl 1)(BI-might D& made to fit Schrader Bluff 4°

The 'Declining Field" clause in HB 207 was intended to apply to older fields that
arc reaching their economic limit because production is declining, and per-barrcl costs arc
correspondingly rising It is. in shon. 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, arc apparent
from three different angles

It The lannuage ofthe clause. BY its terms, the clause allows royalty reliefonly
11) to 'prolong the life" ofan oil field, and (2) "as costs per bairel increase "

The purpose of HB 325 is not to "prolong ' Schrader Bluffs 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 deselopment 0 f an essentially untapped field

\s 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 Blutf) would be abandoned in 2006. while that agency's Spring. 1995 forecasts predicted
unit abandonment in 2011  Neither forecast assumed any hcaw oil development, save for the
minor production (Jowing from the Tract 14 pilot project Some projected hcaw 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

Procrustes, vou Il recall, was the villainous son of Poseldon who forced travelers to fit into his
wooden hed bv stretching them on a rack, o cutting off their limbs

Mr Bovd bnetlv argues that the third circumstancc-where rovalt relief mav be 3ranted to

reestablish production of shut-in oil"--might also be avallmg There is no shut-in production at
Schrader Bluff, and. throuEh the Tract 14 pilot wells, the field produces and sells 3.000 bbls /dag

Indeed, one would think that, if anv of HB 207's three bases for royalty relief were applicable
to Schrader Bluff, it would be what Mr Bovd calls the "New Pool" clause of AS
*K05 IXOtjHIHA) However. Mr Bovd concedes that this basis is unavailable because it excludes
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Moreover, "costs per barrel" arc not increasing at Schrader Bluff, as they arc in
Cook Inlet where constant operating expenses arc being spread over fewer and fewer
barrels  To the contrary, one essential goal of BP's and O XY's pilot efforts has been to
reduce per barrel costs, and. as BP has testified before your committee, continued
decreases In per barrel costs arc as essential to field development as is an effective

legislative incentive

b. HB 207\ legislative history. ~Commissioner Shively explained to the Senate
Finance Committee that th "Declining Field" clause was only intended to cover "fields
that are declining or abou to be shut in." 6/ 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 aecncv said, covered-

Ul iiiiu cas fields whose economic life may be
prolonged in light of increasing costs in the later stages o f
production

CSfor HB 207(1 IStAM QUESTIONS AND ANSWERS." (hennaftcr "DNR Paper”)
undated at I. emphasis added These were what the agency called "mature producing
fields." */or what Chair Rokeburg more directly described as "old uneconomic fields...e g

Cook Inlet v

The administration and the legislature knew what the "Declining Field" clause
encompassed The clause was directed at Cook Inlet fields, and not initial development of

ANS heavy oil

c. Prior DNR precedent MB 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 DNF 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 ofafield or
to reestablish shut-in production

v field that has previouslv produced oil or gas for sale” The statute thus fails to account for
new fields fiom which some production has occurcd fiom lest or pilot drilling ~ Whether that
mission was intentional or inadvertent, it's still nonetheless fatal to Schrader Bluffs eligibility
-nder HB 207

Minutes Senate Finance Committee. Mav 8. 1995

Id at 2
Memorandum. Chair Rokeburg to Memoen o fSenate Finance Committee. May 5. 1995 at 2.
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DNR Paper at |. emphasis added Indeed. DNR often cited its pre-existing authority under
the Declining Field clause as a defense to claims that HB 207 gave the agency excessive
discretion Granting royalty reliefunder the Declining Field clause. Commissioner Shively
told the House Qil and Gas Committee, "is really not something new to the office." o1
Indeed, and as Mr Boyd explained to the Senate Finance Committee, the Conoco/OXY
royalty reliefapplication had heen decided under that clause. 10/

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 he 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. 3nd the inherent
uncertainties in forecasting the future price of oil made it impossible for Conoco to make
‘he recimsite "clear showing of entitlement to relief Said the hearing officer

It is impossible to ascertain whether royalty relief
granted after three years ofproduction in afield with an
estimated field life of twenty-five to twenty-eight years
would compensate for. and be commensurate with,
increasing costs in the later stages ofproduction decline.
Given the volatility offuture oil prices and the remoteness
oflate stage costs, the department should not conclude that
this standard would be met by granting the requested
royalty reduction funder the Declining Field clause] at tins
time.

h is very difficult, if not impossible, to provide such
(‘clear / evidence here, since the Milne Pointfield is in the
\cry early stages o fproduction.

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

- 11) the Deciinmu Field clause, accordinc to DNR. was simplv transferred into HB

Minutes House (hi ana Gas (.ommntee March 9. 1995 at 4
Minutes Senate Finance Committee May 8. 1995
Recommenced Decision ot the ilommissioner o fNatural Resources Regarding the Conoco
4ppiicanon tor Royalty Reduction on ADL 47422. 47424 47427. 47428. and 28221 tKuparuk
Participating Area. Milne Point Unitj INCrcinattcr "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 hy
an even more sinngeni “clear and convincing showing” requirement; -/ and

(3) Schrader Bluffs potential 41-year field life is nearly twice as lom* 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. 11B 207 Docs Not Allow Royalty Suspensions

Mr Boyd has suggested an amendment to HB 207 that might obviate Schrader
Bluffs eligibility problem However, amending HB 207's eligibility requirements would
no: lessen any of the other difficulties inherent in relying on that statute

The first of these other problems is HB 207's mandatory 3% royaltv tloor for
Declining Fields AS 38 05 1S0(j)(4)(B),

As our white paper explains (see n. 2. ante), hcaw oil fields are materially different
from the kinds of fields considered in the debate over HB 207  Their initial production
rates arc low, however, production fi.cn declines quite gradually thereafter, and the field
enjoys a remarkably long life-in Schrader Bluffscase, an estimated 41 -years

Thus, and as the white paper demonstrates, the State of Alaska would likely earn
considerably more royally income from a five-year royalty suspension at the outset of
Froduction (which is what HB 325 envisions) than from a reduced royalty spread over the
ife of the field (as HB 207 envisions)

Indeed, the white paper estimates that the State of Alaska would lose about
$800.000 per well if it imposed a 5% field rovaltv under HB 207 rather than enacting HB
325 1d. at 39. Chan 16

As the while paper also discusses. Anhur D Little, in its repon to the 04 and Gas
Policy Council, faulted .Alaska for insisting on a one-sizc-fits-ali royalty policy that is
insensitive to the pccularities of pamcular marginal fields. HB 207's royalty tloor mav
make sense as a general proposition, but it disserves both the public’s and industry's
intctest in developing hcaw oil In this respect, then. HB 207 proves Anhur 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

V AS 3805 18U<))2)
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/11, HB 207 Addresses Only Lease-Based Royalty Relief

HB 207 only authorizes royalty relief for leases and unitized interests. AS
38 05.187)1 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 oil wells, or
production from other oil-bearing fc mations 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 arc the best
measure of whether the heavy oil property as a whole requires the incentive

HB 207's lease-based approach docs not seem suited to the kind of targeted relief,
and targeted safeguards, contained in HB 325.

IV. 1IB 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-current yield on a risk-free 90-day
US Treasury bill conoco Decision at 10

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-bills9

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 0fHB 325

Our white paper lists seven cntcna for any effective heavy oil incentive HB 207
fails each of these three

a Immediacy. As I3P has testified before your 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 Conoco/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, }i/
we believe that one year is a more realistic minimum;

(b) cCertainty. 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 opcn-enc.'-d "public interest” standard.  AS
38 05.180fj)(3)(A)  As a result, no prudent investor would commit capital on the
assumption that adequate relief under HB 207 would be granted To the contrary, any
investment decision made in 1996 would necessarily assume that relief would ultimately be

denied, and

(c) Credibility. Our white paper argues that any heavy oil incentive should draw
on Successful experience in other oil producing jurisdictions. The Arthur D Little report
called royalty suspensions a tried and successful tool to stimulate investment in marginal
fields, and the white paper lists the United States, and seven producing states, as
jurisdictions that have employed royalty and tax suspension to do just that. In Texas
alone, a high-cost gas well tax suspension resulted in a 400% increase in gas wells drilled,
and 104,000 additional employment vcars, over the suspension’s four-vcar history. 1. at

35

Conversely, Alaska's discretionary royalty reduction historv is less encouraging
There has been only one such completed process, and after nearly four vears of agency
and court proceedings, the principal applicant-Conoco-sold its interest in Milne Point

and left the state

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 3 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 arc: (1) preparation of preliminary and final findings; (2)
a mandatory 30-dav public comment penod; (3) possible selection of an Independent consultant.
?) preparation and agenev review of the consultant's report; (4) agenev ludits. (5) possible
egislative committee review, and (6) gubernatorial review
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admonition is pertinent  Alaska, for too long, has built its royalty policies around large,
profitable fields rut by large interest holders As a result, the gene pool of Alaska’s oil
Industry continues to shrink, and reliance on HD 207 to spur ANS heavy oil development
would do nothing to reverse that trend

17. HH J25 Enhances the Legislature's Kale in .Setting State Royalty Policy

HB 325 rctlccts the belief that. Mhere it is possible to Jo so, the legislature itself
should set royalty policy That wasn't possible with HB 207, since its broad scope
encompassed too manv varying situations to admit of direct legislative management,

HB 325. on tnc other hand, focuses only on asingle, well-understood development
challenge  As a result, it invites a rcasscnion 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 tnat ANS heavy oil is unlikely to be developed without an
effective incentive 1 A better opportunity for direct legislative involvement is. in our
view, unlikely to pretent itself

On behalfof OXY. let me extend our thanks for th* consideration that | know you.
and the House Resources Committee members, will give to the thoughts expressed in this
letter 1f you or any committee member have any further questions. plcar dc*'* hesitate

to contact me

Sincerely,
SIMPSON. TILLINGHAST. SORENSEN &. LORENSEN

I/ .

* For vcars. the deﬁartments efNatural Resources and Revenue took that position, and nothing
has changed since the Spring of 1995 when that view was last articulated For their part,
companies such as BP. OXY. Arco and Conoco have invested over $270 million in ANS heavy ol
pilot protects over the past decade If. for example. Schrader BlutT could be economically
developed without changes in the state s fiscal structure, its owners wt>uld have plauuv scired the
opportunity to recover that investment a Ion% tune ago  Our white paper discusses the technical,
logistic and economic hurdles associated with heavy il development ui detail, and wc v 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
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DEPARTMENT OF NATURAL RESOURCES _
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Apnl 22,1996

The HonorAble Loren Leman _
Chairman, Scnoie Resources Committee
Alaska State Legislature

Stile Capito! Building. Room 113
Juneau, AK 99801

MAIL STOP 3100

Dear SemInr Leman

The division would like to make a feW comment! regarding HB 325 to (he Senate Resources
Committee. Tlic divbiuo pointed out many issues pertaining to HB 325 in its letter to
Representative Hanley daud February 13.1996. (Attachment I). While some of the problem-oneas
addressed In the letter have been resolved, many of (he division's comments are srill pertinent, and
the division is prepared to address try questions the committee may have regarding that letter or this.

Heavy OU Economica for the Milne Total Projrct ILas Not Been Independently Analyzed.

As You may be aware. Representative Hanley requested d as die division perform an economic
analysis of (he effect of HB 325 nn royalties from (he Schrader B luff formation within the Milne
Totnt Unit (MTU). In a hearing before the House Finance Committee, both OXY USA Inc. (Oxy)
and BP Exploration (Alaska) Inc. (BPXA) offend to male available to tha division the backup
Information -upporting ibetr economic claims in their testimony and White Paper dated January
22.1996. 7 . backup would have allowed the diviaion to perform a proper, and independent,
economic analysts for the House Finance Committee. Ihe division formally requested the
backup on February 9.1996. Oxy submitted a (confidential) response on March 7. The response
was lacking in some details which OXK said BPXA would supply, and some of O i/a
assumptions seemed questionable to the division,

BPXA responded oo April 6. two months after the division's request (and a week after the bill
passed out of the House) HPV A provided a lot of data, but their response lacks an economic
model and any caplanaiiun (In contrast to what BPXA provided In Ibe discussion of the Northsur
economies) shoot how the data provided translate to the economic conclusions presented us a
(cotfideada.’) summary sheet M orrow, the division har not had the opportunity to meet with
BPXA geologist*, tngineers, and commercial staff to discus* the rea*onabltr.*aa of assumptions
like reserve cuJmaas. recovery rates, -apical costs, operating costs, and effects of new
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technology on development. Comuiissiuncr Shively and | met with Bruce Pollcky of BPXA and
discussed some of these issues. In order to expedite the division's analysis, | asked Mr. Policky
to provide a "Northstar type" spreadsheet analysis for the MPU dala under die provisions of the
current form of HB 325 &)ecause the data which BPXA did provide aisumed a former version of
the bill, e.g., 500 barrels of oil per day and zero percent royalty). The division has not received a
response. Simply put, the division is unable to provide the Senate Resources Committee the
level of economic analysis that it has provided the committee in the Northstar hearings.1

Preliminary Analysts Shows the Milne Point Heavy Oil Project Meet* the Companies’
Hurdle Rates.

The division does not necessarily endorse the 15 percent hurdle rate which Oxy and BPXA claim
that they need.* Nevertheless, the division's preliminary review of Oxy'a information suggests
that the Milne Point heavy oil project for Oxy a‘opears to exceed the 15 percent hurdle rate
without any royalty relief. BPXA'a confidential summary sheet shows that at least under one
scenario the Miine Point heavy oil project for BPXA would exceed the 15 percent hurdle rate
without any royalty relief. The division awaits further information from the companies before
reaching its conclusion.

HR 325'sFennomlc Effect on Heavy Oil Dwvaloprnent In Other Unit* Ha* Not Reen
Analyzed al AlL

The division his not performed any economic analysis on the effect ot HB 325 on heavy oil
development in the West Sak/Schradcr Bluff accumulation in the Kuparuk River Unit (KRU) or

InUrsrungIY, Oxy hu axae/tad that ¢St tuu should grant heavy ml incentive* bccaaac the United
Statu Department of luicnur (DOD UU. The DOI took no action, however, until the United SUlai
Department of fcnergy (DOE) perl rned a detailed ccooocuc uulycu. conducted over atwo year Penod. of
the effects of the Prnp_ovd incentives on federal kvim u  The analysis cowc'.udad it.* »*nU royalty
revenue* might b* radjcad, overall federal icvcaxi would fncrtaae. rurhermnrt. bated oa the aaalfot.
the relief applied k. Caltfonua heavy oil prodocooa and did not apply to Wyooua< production because
exgandlngnthe rogram would have Tesulted ia meost to the government Mcnrover. ualika tha progosal in
HB 31S. th* DO! rrgulauoo mu a sliding teal* wtih iS* roYaltg tat* al 12J% si an AP graylta(of 0. and
applies 1oprefertuj ntba dun individual wells. finally. the Soa* and Tttbal koyilty Audit CoctrranM.
which include* me suit of Alaska, opposed this move by the DOI because the¥ felt that there had been an
inadeouatt showing nf rand and 0 ate rrw.vaai would b*d/~taud A copy of i FmWa) Rsg.uar
announcing ih* ndcpoon of th final role U provided aa AttathmeM 2. .

Kd Behm of OXY utufted &hat be did not know lus own company's com of capital and that
overhead was not included ia Oay'i kow vcy Without knomag this tafofmauoe. it it impossible in
determine acompany'* *hord'a ran ™ U- the* Whit* Papar ai pupae 1)11, BPXA and Os&_mu Uul the
hurdl* rau na built on four eomponrna .. (I) The so* of capital(2) Ovtrteud «(9) Risk —(and a)
front Theyalio state that -these four ‘hurdle rate compcorcucoohu to rtu.wt atUaai a 15% protected
rate of return horn any new invtatmroi If Ur Behm dna* wm know Sit oww com of capssefl) and
nvisrwad. whM was ifa basis for it* 13« hardlarasa? 1LBPXA and Osy have differs** coal of capital anJ
ovarhaad. shouldn't ihcu bardic rsus be different*
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that accumulation in the Prudhoe Bay Unit (PBU), nor has it been asked to do so. Both units
have heavy oil at depths less than 5,000 feet, the cunem cut-offin I1B 325. Mr. Bebm of Oxy
testified that the West Sak/Schrader Bluffaccumulation in the KRU is the same type of sands os
that In the MPU. He further eercted that the technology to develop the accumulation in the
KRU would be the same asin the MPU. ARCO Alaska Inc. (AAl), the operator of KRU, has
neither testified to the legislature nor presented information to the division regarding the bill's
effect on KRU heavy oil development. Ken Thompson, AAI president, lias publicly indicated
that AAl may begin some heavy oil development in the KRU in the near future. BPXA is a major
lease owner In the KJRU.

BPXA, the operator of the West end of the PBU where heavy oil is located, has neither testified
to the legislature nor presented information to the division regarding the hill's effect on heavy oil
development in the PBU. John Denis, BPXA's supervisorof PBU new business development,
has stated in print that initial heavy oil production in the PBU could begin as early as 1997. early
enough to take advantage of the HB 325'$ provisions. A copy of the article describing BPXA's
plans for heavy oil at the PBU is provided as Attachment 3.

[1B 325 Fails to Adequately Address innovation

The information presented by BPXA and Oxy shows that the cost of developing heavy oil has
been dramaticalg reduced over a very short period of time. A*cording to BPXA and Oxy, in
1984, heavy oil development costs were $135.00/barrel. Only five Vears later, development costs
were reduced to S9.30/barrel, a 93 percent reduction. Current development costs arc
52.75/birrel, a70 percent reduction from 1989. BPXA estimates costs could fall to as low as
$1.80/barrel, another 35 percent reduction. HB 325, however, has a ten year sunset even though
new technology and other innovations should dramatically improve heavy oil economics in the
vary near future. Indeed, BPXA and the DOE arc spending $10.6 million under a cooperative
agreement to study Schrader Bluff-Milne Pent heavy oil development at a research facility in
Oklahoma. A copy of an article discussing  research project is provided as Attachment 4.
Under HB 325. even if current and future cost reduction efforts decrease the costs to the point
where Schrader Bluff U much more competitive, the state will not receive any royalty for the first
five yeart production for new wells drilled over the next ten years

[IB 325 Does Not Provide for Alaska Illre.

In the Northstar debate, the Senate Resources Committee has expressed concern over the Alaska
hire provisions in the proposed amendments to the Northstar leases HB-325 contains no local
hire provision whatsoever. An analysis of royalty reduction for heavy oil under HB*207 would

allow the commissioner full flexibility to negotiate local hire terms.
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If Hcaw Oil Development Would Not Occur Without Royalty Relief, Then HB207 Is the
Proper Vehicle.

The royalty exemption in HB 325 is inflexible. The reliefis awarded without any showing of any
economic necessity. This is especially imponai *in light of BPXA's statement that it may not
need royalty relief and it may very well continue .'orwrj-d with heavy oil development even it
receives no royalty incentive. [I1B 325 docs not provide the state with any upside potential. It
docs not require any commitment to employ Alaska residents. It docs not guarantee any
development. These are all faetors which the commissioner of the Department of Natural
Resources would consider in deciding whether to grant royalty relief under HB 207.

The administration is committed to having Alaska's oil resources developed in an
environmentally and economically sound manner. It is entirely possible that some form of royalty
reliefwill be needed to assist in getting our heavy oil resources developed. | would strongly
suggest that the last two weeks of legislative session is not the most opportune time to create a
new royalty policy for several billion barrels of heavy oil. While the division continues to believe
that HB 207 is the proper vehicle for granting heavy oil relief if it is warranted, the hext course of
action may be to have industry, the State and interested legislators meet after session to craft a
workable and sensible solution. As described above, the Department of Interior took a long, hard
look before deciding on aroyalty reIief{(Jackage. Even if you believe that HIB-207 Is not the right
vehicle, we still owe the people of Alaska a carefv', thorough analysis of the facts before
launching into a "one sicc fils all" royalty reduction policy.

Wc will be pleased to work with the committee to help resolve this important issue.

Sincerely,

Director
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February 13. 1991t

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

State Capitol. Room 507
Juneau, AK 99801-1182
MAIL STOP 3100

Dear Representative Hanley:

Several statements have been made recently regarding the merits of 11B 325 and the Department
of 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. 1991t. the white paper dated
January 22. 199ft. by BP Exploration (Alaska) Inc. ("BP") and OXY. and testimony presented to
the House Finance Committee on February S. 199ft. Some of the statements that have been made
are inaccurate and. m some instances, arc in error. | would like to address these statements and
assumptions and point out some issues that should also be considered m evaluating HB 325

A Little Background on 'Heavy Oil. 'lleavy oil,'as defined in [IB 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 of North Slope heavy oil in the ground is
enormous; it compares in volume to the oil originally in place in the Prudhoe Bay Unit ("PBU")
Sadlcrochit reservoir. It is. however, found in shallower, thinner deposits and it is much more
viscous (less able to flow) than other North Slope oil. The State owns at least one eighth royalty
in this resource (some ofti.c leases have a one fifth royalty), and the resource and its
infrastructure are subject to all the applicable taxing autlionties o f the state and local
governments.

Hie known accumulations'areas on the North Slope o f'heavy oil’ that would app . to qualify
for this proposed royalty exemption include (i 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 B luff formation
in the Milne Point Unit ("MPU"), and the West Sak sands in the western pan of the PBU. (2)
the Heavy QiLTar Zone of the Sadlcrochit formation within the PBU; and (3) portions of the
H?dami Unit and the Point Thomson Unit  No heavy oil accumulations are known in the Cook
Inlet area
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The Schrader Bluff in the MPU and the Ileavy Qil/Tar Zone of the Sadlcrochit formation within
the PBU would be able to take advantage of the 11B 325 exemption immediately. Any
production from Badami and Point Thomson is uncertain. The KRU and PBU do not have
facility sharing agreements m place to permit production of oil from the West Sak sands through
the existing KRU (Kuparuk formation) facilities and PBU (Sadlcrochit formation) facilities

The Division docs not know if the heavy oil in the Schrader Bluff 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. has stated that it plans to continue to work on heavy oil development even if there arc no
incentives granted. Although oil price will always be the primary driver m 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. Know ledge gained from Iravy oil projects in more temperate climates is
ofsome use. but on the North Slope cold temperatures decrease the ability of the heavy oil to
(low or be produced to the surface.

Even when production space hecomes available in the KRU. West Sak development will
presumably compete with higher producing projects. Using today's proven technology, a scry
good West Sak or Schrader Bluffwell produces 300-400 BOPD In contrast, a new marginal well
in the KRU (Kuparuk .otmation) produces 800 BOPD A new- well in the marginal parts of
PBU (Sadlcrochit) produces 1000 BOPD

bpvNific.voimmriiLiicgJiding.llig.ciuptfscd 1P 223-tolalm n

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 trovision that would
condition the royalty exemption to require the lessees to reinvest the foregone royalty dollars in
"heavy oil" projects in Alaska Dus inflexibility may also mean that when the five (51years arc
over, the royalty will return to its original rate causing the operator to cease 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 (ax If this legislation passes, the state would
receive no economic return (no taxes and royalties) from the first 3(<0 bpd per well of "Hmvv oil"
This may raise a constituti »nal lisuc about the legislature go mg away the state's i m
violation of Article VIII. section 2 of the Alaska Constitution Die mandate again.-, -ach
'giveaways' is embodied in Ab 3K 05 IKO(a)< KA
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3. | he legislation would apparently circumvent any negotiated agreements (unit agreements
or litigation settlement agreements or 11B 207 royalty reduction agreements) between the state
and lesscc(s) regarding the obligation to pay royalty. For example, effective December 30, 1993.
the State and O XY (one of the MPU owners) entered into an agreement to settle to certain
litigation betw een 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 Stalc/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, in
order to qualify for the royalty exemption, ‘daily production from a well' should mean continuous
production from a well over a 24 hour period.

D The definition of the term "weir 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 wcllborcs
count as two or more separate wells? Would a dual completion count as two separate wells?
Would a si Ictrack drilled in 1999 from a well drilled in 1997 restart the five year clock?

6 The current wording of [1B 325 uses the phrase "value at the wellnead, net of eligible field
cost deductions " I: is difficult to determine what value is being referenced For State royalty
purposes, the value is determined at the appropriate LACT meter for all cuncm North Slope
royalty payors pursuant to the royalty settlement agreements. Field cost deductions arc 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, the value should be measured
at the | ACT meter before any field cost deductions

Further, there is no obvious reason nor is any evidence presented as to why a "wellhead
value" of SI500 should be the tngger for returning the royalty to its original rate. Such a value
vceim quite high compared to the LACT meter values seen over the past few years A
Department of Revenue economist has testified that this S15.00 value would be approximately
521 50 (money of the day. ANS West Coast) and the only time this pnee has been reached sit cc
1987 was during the Kuwait War Given that the legislation also includes an inflation factor, I
appears unlikely that the SI5 00 threshold will ever be invoked

8 The possibility exists that structural locations within the Kuparuk Formation in the KRU
and the Sadlcrochit formation in the PBU produce ‘heavy oil," that is. these reservoirs produce oil
with a gravity of 20 degree APl or less Is it the intent of the legislation to exempt portions of
these refers oirs from the payment of royalty"

9 Asdescribed above, where reservoir fluid properties vary across the structure, the
legislation creates a situation where wells are drilled in locations to take advantage of the royalty
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exemption and not in locations for more efficient reservoir management/recovery. Incentives
should not be put in place that distort the efficient use of resources. This was definitely a
consideration when the federal government proposed its heavy oil incentive. The BLM recently
promulgated a rule (effective March 11. 1996) 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 of weighted average gravity also encourages maximum recovery
from all wells within a property by removing the economic advantage o f selective production.

10.  Thought should be given to the administrative buruen created by the above situation.
Incentives should not be put into place that allow "gaming the system" by selective production
of wells on a lease with "heavy oil". Increased oversight would be required to monitor individual
well production tests, fluid sampling from the individual wells, laboratory lluid analysis
procedures, 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 royally, assuming a $10.00/bbl LACT meter oil value:

jy JBOPD x 0.125 royalty rate x SIO/BO x 365 days'yr = S22H.125 yr
(If the royalty 20 percent, the royalty amount ° $365.000/yr]

12 \Nhat motivation do the lessees have to increase production higher than 500 BOPD if by
doing so they arc "penalized" by a royalty?

13 Ifthe heavy oil well' arc so marginal!) economic that, underan 11B 207 application, plus
or minus 3% (the minimum royalty under 11B 207) is significant, how can those wells ever be
competitive againr' other projects in large companies such as BP?

14, What message would this incentive send to the public and :0 other marginal resource
producers if the heavy oil producers arc 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 reliefand 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 (hat

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 ofa contract between BP and OXY USA Inc,,
..0XY pays BP about SI00.000 a year under the contract, said BP
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spokesman Paul Laird, but BP lias to apply for a royalty reduction
to keep the money coming. ...

BP pays the state a 20 percent royalty *one out of every five
barrels ofoil 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 arc not going in for royalty reliefor restructuring for Milne,"
Palmer said in an interview last week. "It's not needed."..

"BP calls request for cut a formality," 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 o f development.
However, wc plan to continue with our work on heavy oil even if there are no new
incentives. If there arc incentives, then wc believe that the pace of development
could be accelerated.

"UP 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 that there is "something of a consensus”
that "ANS heavy oil is unlikely to be developed without an effective incentive." Tillinghast, page
9. Another industry 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.

| hope the State resists the temptation to create a myriad of
targeted incentives to prop up uneconomic production or attract
ephemeral or inconsequential investment Whatever ends up being
adopted or enacted should be substantive and apply uniformly to
the entire industry. Wc arc not now, and have never heen
advocates of legislation or regulation that tends to provide
economic "incentives" to a special class of operator or to one type
of production. Wc arc. m fact, uncomfortable when the playing
field is anything but level. We arc willing to compete with
anybody as long as the ground rules arc reasonable and universal.

[emphasis in original] Presentation to the Governor's Qil and Gas Policy Council, September 7,
5
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15, Ifindeed, 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 arc unwilling to commit also at this
time? 11B 325 is fiscally inefficient, if measured by the conclusions reached in a recent study for
the Department of Revenue on behalfof the Oil and Gas Policy Council, because it is not profit
based, and because it allows a royalty reduction where none is needed. See Arthur D. Little/John
(iault, "Review of International Competitiveness of Alaska’s Fiscal System," Preliminary Report
for the State of Alaska. Department of Revenue, September, 1995. The evidence to date,
discussed above, suggests that BP docs not need a royalty reduction and BP has testified that BP
may go forward with the project even without the incentive Testimony of Bruce Policky, BP,
February 8. 1996. House Finance Committee. The I3P/OXY white paper suggest that a 15
percent rate of return will make a project "competitive." OXY has stated 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 3 percent higher than O XY's rate of return, which would put it at 14.8-15.8 without
the incentive: competitive already under OX Y's standards.

16, If the hue motivation of tnis incentive is to more quickly recover development costs, the
Legislature might consider ¢ net profit share structure or other profit-based system. Profit-based
systems arc progressive, rather than regressive, and fiscally efficient. See Arthur D. Little/John
(iault. "Review of International Competitiveness of Alaska's Fiscal System," Preliminary Report
for the State of Alaska, Department of Revenue, September. 1995.

QMiimenis.cn Mr Tillimdi*fekncr

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, The Governor's Oil and Gas Policy Council, which is charged with investigating and
proposing such incentives, has not 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 1B 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 11B 207 was to allow separate "pools” within a "field"
to be granted royalty relief. The specific example used on a 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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royalty reduction while the Kuparuk pool, which underlies West Sak, might not qualify.1
Although Mr. Tillinghast's letter on behalfof O XY suggests that the Schrader B luff pool within
the MPU cannot qualify 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.

It is not the fact that Schrader Bluff field contains heavy oil that appears to cause O XY difficulty
in approaching reliefunder 11B 207. By prior agreement with the State, 0XY 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/Statc Settlement
Agreement. The fact that the timing of the pool's life docs not, to OXY apparently, neatly fit
into any of the three categories of HB 207 may be a symptom but not the root cause 0f OXY's

problem.

Other marginal fields without heavy oil production undoubtedly fall within such a 'gray' area also.
|f 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 ofan oil or gas field or pool
as costs per barrel or barrel equivalent increase or to allow
for production ofa heavy oil pool, which is defined as on
oil pool that prduygs.gnide.9il QLiiwcishtcd avgqgg
gravitY-pLLtf t 0 ws (American Petroleum InsPtmci or
Its?, 1w a ftfd ttf SQ.dggrecsfahrenhcit; or

20.  No application for royalty' reliefin the Schrader B luff pool under the 1B 207 provisions
has been rejected as improper under the HB 207 provisions. |If 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 harrel for Schrader Bluffoil are expected to increase. Therefore,
opinions by some that Schrader Bluffoil cannot be granted relief under the existing statute appcr
premature.

21, Mr. Tillinghast's discussion of the Conoco royalty reliefapplication is incomplete. The
Conoco and OXY applications for royalty reliefwere initiated under the prc-HB 207 statutes.
When the department denied the applications. Conoco and O XY appealed the agency decisions
and initiated an independent action in the superior court. This independent superior court action
slowed the agency appeal and when Conoco and O XY's independent action reached me Alaska

* Forexample “On leaves that have been developed, such as Ihc Ku_ilaruk-_vv_est Sak situation, DNR wants ihc
latitude to consider royalty reductions for the West Sak reservoir, while retaining the original roy_aItY rite for the
deeper Kuparuk reservoir " Page J, DNR's Briefing Paper for Senate Resources Committee (April 1995)

1
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Supreme Court, it was rejected. Litigation takes time, no question about it. and the tale of the
prior Conoco/OXY royalty 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 1B 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 arc clearly disproved. Conoco made us own decisions
about investing and managing Milne Point and about leaving the state.

22, Mr. Tillinghast assumes that a T-bill interest rate would be imposed on a new royalty
reliefapplication. That was the rate determined by the department under the prc-11B 207 statute
to be representative of a return that might be expected for a field where the major capital
investments have already been made, not a field at the beginning of its development and
production life. Not only does the department now have different statutory authority, but
nothing would constrain it to apply that rate of return to different scenarios.

23. M. Tillinghast's statement that this proposal does not give any incentive to "production
from other oil-bearing formations in the unit" (Tillinghast, page 6. part 111) 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 7°APS tarifffor all of
BP's other North Slope production. An incentive therefore results.

The BP 0 XY white nancr dated Jairarv 22. 199(>,

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 4 1years;
therefore, the up front five year royalty suspension comprises a much larger percentage of the
individual well life than it docs 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.

20.  The white paper's authors assume that the State would choose a flat 5 percent royalty as
the reliefalternative offered. The State is not constrained to that particular figure, indeed,
flexibility is one of the advantages ofthe I1B 207 provisions. In any case, the current royalty
reduction floor is 3 percent.
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21, The analysis assumes that the well costs equal the average costs ofTract 14 wells through
1991, This cost does not then take into account sit mficant savings touted by North Slope
operators like BP from 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
address the cost for BP as the new operator and a party with significantly more North Slope
drilling and operating experience than OXY or Conoco. The analysis does 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 acnievements so far: from SI35MM
for 13 wells and associated facilities at West Sak to SI26MM for 22 wells and associated
facilities at Tract 14. BP/OXY's Wlute 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 [1B 325, even if current and future cost reduction efforts
decrease the costs to where Schrader Bluffis much more economically competitive, the State will
not receive any royalty for the first five years ofany well's production.

2X.  The analysis assumes that 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,
It also does not account for any efficiencies or economics o f scale gained by increasing the size of
the project and by gaining more experience or technology.

29.  Ilie analysis assumes that O XY is the appropriate corporate model to use to determine
what rate o f return may be expected from this project. In fact, it is likely quite the opposite.
OXY has not only the minority share of the working interest (8.81%) but it also does 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 that have a 20
percent royalty rate).

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

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

31, As discussed above in paragraph 9, the fedcial 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. It will be effective on March 11, 1996. See S
FR 4748 (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." 81 FR 4748,
Moreover, achieving the maximum economic return is not the primary focus of the federal
program. 81 FR 4750.

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's sovereign powers, to raise revenue based on the existence of a
property or activity within a certain area 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, trie State would be giving away property with
no showing of economic need to do 50, 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. The federal revenues arc only increased as a
result of increased income and other taxes. Further, in the federal program, the waived royalties
th.it the federal government is predicted to recoup as federal taxes will not necessarily ‘flow
through' to the affected state. There is no assurance that reliefafforded under the 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 reliefafforded will be reinvested in Alaska.

HB 325 does not guarantee the State anything in exchange for 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 o f 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 thejobs they say will be created.

Nor is there any commitment to build modules for the MPU in Alaska. Under 1B 207, the
commissioner could insist on these types of commitments before granting royalty relief. HB 325
grants reliefwithout any commitment.

The white paper authors also refer to Scott Goldsmith's study of the impact on the Alaskan
economy in general if royalty reliefwere granted.

. v Contrary to what the white paper authors would imply. Mr. Goldsmith's study did not
assume a royalty suspension; it assumed a fiat 6 percent royalty.

10
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37, The Goldsmith study predicted numerousjobs being created by such royalty relief.
According to the white paper, the Goldsmith study predicts that the State will add 27 additional
State governmentjobs during the development phase and 10 additional State governmentjobs
during the field life. It is unclear that the additional state governmentjobs arc a real ‘henefit' to
society; they might be a cost instead. These jobs arise as a response to a predicted increase in
demand for government services imposed by the population impact of a marginal development.
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 industryjobs were created, there is no guarantee that the Alaskans would
be hired for them and there is no guarantee that fabrication of equipment and facilities needed
would be done in Alaska.

Summary.  To briefly sum up a lengthy discussion, the Division of Oil and Gas maintains
that any royalty reduction or royalty exemption for the production of "heavy oil" should be
based on need. In the long run, a heavy oil incentive like that proposed in HR 325 should result
In greater state revenues through the increased production and development of the resource. HR
325 does not meet these goals. Ry imposing mandatory blanket reductions, there may be
insufficient relief to leases in truejeopardy, 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 required to award a royalty reduction under the existing HR 207
provisions assures that the royalty reduction is necessary to stimulate development.
Furthermore, a HR 207 royalty reduction may be conditioned to respond to changing market
conditions (price), and changes in capital and operating costs as technology improves, and may
include other provisions tailored to reliefapplied for. The Division maintains its
recommendation that, if any legislative change is necessary to encompass pools such Schrader
Rluff, the easiest, most effective change should be through a simple amendment to the existing AS
35.05.180(j) provisions.

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

Very truly yours.

Director
Division of Oil and Gas

1
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An Opportunity to Develop Alaska's Heavy O il Resources...

. Summary
Underlying the Milne Poim and Kuparuk River unirs on Alaska's North Slope is
a scries of shallow, heavy oil sands that form the largest proven, undeveloped oil field

in the United States If development of those sands were economic, a billion or more

barrels of oil could Ik recovered Shallow Oil Sands Nomonclaturo

Beneath the Milne Point Unit alone.

n HENHFpoWaTririMrTruimport Ki“ria Nom Sic*

in the Schrader Bluff Formation, there ore

about 300 million barrels of recoverable lﬁétvéy
heavy oil '/ Initial development of that

resource would entail drilling some 230

wells over a nine-year, labor-intensive

development period, with peak production

reaching at least 45.000 bands per day

According to the University of Alaska, that

activity would spawn
Chart |

0 capital development expenditures of 5550 million, of which
61%. or about $.11* million, would be ipentin Alaika.

7 S8 1ktinger and pitton. Milng Point Si hrader Bluff Finding the hew to Two Billion Bar-h.

SPF *02X0 (available through HP Kiploraiion (Alaska! Inc) The Schrader HIufi sands, in
relation both to orher heavy oil sands at Milne Point and che West Sak Sands ai the Kuparuk

Riser Unit, are depicted inChan |



0 Production expenditures of $601 million spread over a 41-
yearfield life, of which 85%, or about $511 million, would
he spent in Alaska:

0 Around 360 new high-paying jobs during the development
phase, and 134 new high-paying jobs during 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 sectorjobs created during the development
stage as a result of this increased economic activity, and 25
new public sector jobs created during the 41l-year
production phase. [

And that. UAA projects, would flow solely from initial development of Schrader
Bluff alone. All tolled, there arc nearly 26 billion barrels of heavy oil underlying
existing North Slope units-making ANS heavy oil a resource comparable to Prudhoc
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 its production poses a challenge

to industry and governments worldwide '/ 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 OdDevelopment: The Economic Impact." December. 1995.

7 Because heavy oil fields arc "lest attractive," Arthur D. l.utle recently told the Governor®s 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 Alaika. Department of Revenue. September, 1995 {“Little
Report'l at 138. Guatamala. (or example, imposes a lower royalty on heavier oil. according to a
sliding scale based on the oil"s viscosity F.cuador does the same thing Id. at 139-40. The U.S.

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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invested nearly $270 million in the past decade tackling the technical barriers to lilting
heavy oil from the cold, unconsolidated sands of the North Slope.

From an engineer's viewpoint, that pioneer effort succeeded. Complex and
innovative completion technology was developed that can pull heavy oil from those
sands at a sustained rate. But from an investor's eye, the pilot projects remain
unconvincing. Initial flow rates from Schrader Bluff heavy oil wells have averaged only
275 barrels per day-far below the economic margin in 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 Intenor. Bureau of Land Management, has also proposed reduced royalties for
heavy oil production, again on a sliding scale basis. 60 Federal Reglster 18081 (April 10, 1995).
7 By companson. initial production rates from individual Prudhoc Bay wells reached 25.000
bblsVday. Even initial produ.Mon of lighter oil froi*. Milne Point's Kuparuk fonnation-which
observers uniformly acknowledge to be at the ANS margin-averaged 862 hblVday.

7 DNR. Historical and Projected Oil and Cas Consumption, March, 1995 at 6-7. The same
conclusion was reached in the Spring. 1995 Department of Revenue ("DOR") forecasts. DOR.
Revenue Sources Book, Spring. 1995 at Table 24 (base case).

The Fall. 1995 DOR forecasts use a different approach for predicting future revenues
from undeveloped ANS resources. Those Fall. 1995 forecasts include consiocrably more near-
term production from a variety of speculative projects such as North Star, Schrader Bluff,
Mikkclson Bay and Colville River Delta than did the Spnng. 1995 DOR projections, although
even here Schrader Bluff production isn't projected to peak, at 45.0<X) bblsyday. until 2005.
Revenue Sources. Fall. 1995. Table 22. The forecasts* Schrader Bluff figures begin with the
unit's business plan projections for Schrader Bluff development discussed in Section Il{A),/><>5/,
then risk-discount those projections by about 251*, (cont'd)

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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That discouraging forecast, however, needn't necessarily he, 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, 1996.
When the suspension ended, royalties would return to the full lease rate. 7 The

suspension would apply only to the first a00 bbls./day of production from each well.

The Pall forecasts’ methodology reflects the assumption that some development from
various problematic ANS resources will likely occur, and that by spreading that reglonal
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. 1d., 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 pan. 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 occurcd between the Spring and Fall of 1995 to wanant an
about-face in the state’s longstanding belief that, Under the fiscal status quo. ANS heavy oil
development will likely not happen in tin foreseeable future. No technological or production
breakthroughs occurcd between the Sjnng and Fall forecasts, and the Fall. 1995 DOR
projections’ "long range price forecast i almost identical to last spring’s.* Revenue Sources.
Fall. 1995, cover letter at 1.

For all these reasons, the Fall. 199.0 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 Explonion (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 production.

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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Any partnership should benefit each partner equally, and this proposal was
tailored to accomplish that goal. For example:
From the state's perspective:

0 Given the unusually long life of heavy oil fields-in Schrader
Bluff's case, an estimated 41 ycars-thc 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 ofthefield;

0 The cost ofadministering the incentive is negligible;

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

0 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;

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

0 Byfashioning a specific incentive targeted to a single important
resource, the state needn [ re-invent overall state royalty policy
or risk unintended consequences elsewhere.

Converse Iy./ro M the investor’s perspective:

0  The incentive is targeted at the initial years ofproduction, and
is therefore especially effective in allowing recoverV of the
lessee's capital investment in a reasonable period o ftime;

0 The incentive would be available immediately;
0 because the incentive is granted by operation of law, its

availability is certain, and serious investment decisions can be
made in reliance on it; and

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
PAGE 5



0 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 arc an important public asset, and there arc no risk-
fiec options for managing it, One possibility, of course, is to wait things out, hoping
for some unexpected, sustained oil price increase, or some tcchnologi;al advance, that
would make heavy oil development attractive without any incentives. lowcver:

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

0 In the case 0fANS 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
February. 1994 production forecasts predicted that Milne Point
would be abandoned in 2006, while that agency's 1995
projections pegged the unit's abandonment date at 2011; [ and

0 History has proven that progress in tackling the challenge of
ANS heavy oil development is very' much a child 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

1

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

1,
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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.

$350

The issue raised by

g  $300

this paper is how to

i» $250
optimize the public's retum | $200
on a significant asset It is | 21%8
not about trading jobs for $50

%

royalties As this paper will

explain, and as Chart 2

illustrates, the underlying Chart2. V

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

proposes

'l Source ABpllcable royalty rates were applied to: ( DNRsSpnn?( 1995 production forecasts
for Schrader Bluff, discussed ante', then to (2) Iessee 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 Rook's base case Dollars expressed arc nominal

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY 0Oil. RESOURCES
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Every management option available to the state carries its own mix of risk and
potential reward. We believe that a careful balancing of those options will lead

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

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURéﬁE%
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II. Background: Milne Point and
Heavy 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
198()*s by Conoco Inc.. Chevron and

OXY USA Inc. ("OXY"). In late

North Stop* FUtdi and Afilne Unit Outline

Chart 3

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

Production Formations at Milne Point

Chart4

0Xxy

Milne Point produces 28,(XK)
barrels of oil daily from three
formations (Chart 4):

Kuparuk (24,000 bbl./day).
Kuparuk production hxs been the
unit's mainstay since production

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.

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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Sag River (500-1000 bbls./day).  In 1995, an initial long, horizontal well was
drilled into this deepest of Milne Point formations. The well has produced only 500*
1000 bbl./day because of the extraordinary amount of water produced from the
formation. The API gravity of Sag River oil is about 35 degrees; and

Schrader 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 Bluff oil ranges from 14*20 degrees. The con panics' efforts to overcome the
roadblocks to development of this resource arc discussed in subsection (D). post.

II. The Unit's Economic Setting.

In-and of itself, development of Schrader Bluffs heavy oil is a marginal
proposition. Compounding the challenge is .he fact that the unit from which that oil
would be produced has been plagued by economic difficulties since its inception,
including;

0 tjiw Production Rates. When Prudhoe Bay began
production, its wells yielded up to 25.000 bblsVday.
Initial rates from Milne Point's most productive
formation-the Kuparuk--averaged only 862 bbl/day.
and daily well production has declined at an annual
rate of 15-20% eversince. Milne Point, in fact, has the
lowest per well prttduction rates of dly major unit on
the North Slope:

0 High Royalties. Because ofa special royalty surcharge
imposed on eight Milne Point leases at the lime of unit
formation (see Appendix A). HP pay\ a 20* royalty on
its 9/./9% interest in those eight leases. Virtually all

other ANS production, including OXY's share of Milne
Pointproduction, is subjectto a 12.5*k royalty.

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

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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Getting Heavy Oil to Market is Expensive

AIASKA
North Star
Un»
Kuparuk
Unit _ .

jnoo Bay |

unit
APt
TANKER
TOTAI 56 14

Chart 5

transportation costs on the North Slope BP shares in
those pipelines rexenues. however, and except for an
8.81% interest in the Milne P0|ntP|peI|np. OXY does not
4m income that OXY earns from its North Slope
endeaxors must come from Milne Point nellhead
rexenues. and

0 Production Challenges.  Exen Kuparuk Formation
production has required costly uaterfloodtng from the
I>Uiiet 0f production

| it vtithin this economic environment that BP and OXY hate faced the

challenge of developing the unit** heavy oil rctourcet

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RES% CE)ES



C. The Difficulties ofProducing 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 prudhoc Bay to 25-35 degrees at
Cook Inlet.
"Heavy oil" is generally defined as crude oil with an API gravity of 20 degrees
or less. */ 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 m the southeast comer of
the Milne Point Unit
Thick as it is. heavy oil
stubbornly resists lifting, and both
downholc  stimulation  and
mechanical lifting techniques are
invanably needed to bring the oil

09an

SCHRADER BLUFF
to the surface Compounding the AP Cravities

problem on the North Slope »s Chart 6

V' For esample. 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
%rawty of 20 degrees or less 26 USC S6I3A(cX6XF) And. the US Department of Interior.

ureau of l.and Management, employs a 20-degree threshold for its pending heavy oil royalty
relief proposal 60 Ttderal ftrgiitrr 31663 (June 16. 1995)

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESSKSEEISZ



reservoir temperature. At depths o( 50(X) feel or less, the cold Arctic subiu‘facc chills
the oil to unpractically low temperatures

Moreover, in Schrader Bluffs ease live 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, otl/wuicr separation
becomes especially difficult Once separated, moreover, heavy oil's viscosity, and its
relative paucity of more valuable lighter hydrocarbon fractions, makes heavy oil less
valuable in the market.

Heavy oil wells arc notoriously slow producers And though heavy oil fields
enjoy correspondingly long field lives, slow initial production rales considerably impair
the investor's ability to recover its capital investment in a commercially reasonable
time

Schrader Bluffs heavy oil is ihus triply disadvantaged <I) 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 Ninth Slope lessees have invested hundreds of millions of
dollars trying to make a go of this uncooperative resource

I> Indutlry't Efforti to Develop ASS Hear} Qil.

The initial slab at ANS heavy oil came not at Milne Punt, but rather at the
adjacent Kuparuk Kiser Unit, which is operated hy Arco Alaska Inc t"Atvo~) The pnrc

at Kuparuk Kiser is potentially even greater than Milne Pomt's While Schrader Hluff

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
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might produce 300 million barrels of heavy oil. Kuparuk River's West Sak Sand* could
eventually produce two or more times that amount

Beginning in September. 19X4. Arco invested S135 million drilling 13 wells into
the West Sak Sands, and building associated facilities, before abandoning that pilot
protect in December. 19W» About | million banels were ultimately prodticcd from that
endeavor, which meant that the project's development ccntv were about SI3Vhbl

It took industry five jears to try again, this time at Schrader lllufv At Milne
Point's Tract 14. Conoco. Oicsron and OXY insestcd about SI2ft million on 22 hcav>
oil wells and associated facilities "V The project's ctpccted tecosery of at least 13 X
million banels translates into a I Cfold improsement in per bancl insestment costs oser
Arvo's West Sak effort from SI 3tyhM to S9 Xkbbl

The Tract 14 pita was an cscrctte in ingenuity To keep sand from the
wellhorr. the companies instilled special gtasel filters To heal the oil as n im¢
through the permafrost /roe. heat trace elements were wrapped to the production
tubing The reservoir was fractured to stimulate producing, and an eledrn

submersible pump was added d<mnhrdc to lift the oil chatt 2

+ Cawsa. fhrstwn a«] OXY bw jht (wmJwiNf espntu* to brai c« tkr [W | (SLi juv feoet
OXY. to pnt«iviw, has k-wg been a trader m 401‘kn,<>(| UMKnaiisr litim]| ta bras>
ml. paitfcuUitj la CaMonwa « tor OXY <mw brasj cul prt*prrtrt
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Even S0.
development costs
of *9 kvhbi %i||
made the eterctsc
uneconofme.  and
initial  flow rales
from Tract 14 wells

onl) averaged 275

soa»00 fctar ttoacsom

_ 0<**(’:» ' »(?S e{>
i

<*yfF titC«< SUMRSUt "MW

CA'tC
ruewe

Cltorr 7

Nds/day And so. at the end of 1991. further drsrlopmrni of Schrader Bluff stopped

It resumed again in 1994 with HP's acquisition of mapwity ownership in the

unn One hcasy oil well was drilled in 1994, and. in 199V BP and OXY invested $55

million inm new wells, some well rrcompletu’ns and additional technical study

While evaluation of the 1993 drilling isn't complete, we sk»iron that

0 4Aiw<n in tethn*dog\ and better ?eologu infornmtion hale

made initial fUm ratei of MJOdOObtdt

Ja\ print*al and

0 Other myae nm%tntnmal methtnli of itimnla/mg Arms otl
fiworn began muter insertion into
SehtaJer Bluff melli in IV9? mtthmil pnnen tmeett to date
Hottumtal drilling mhieh impttnrt lifting hai been tried at

ptmimituf are ttnptoctiial

Sehntdei Bluff mith mtted renin

Sieantftoodmg a nmmmon

tenner* teehnnfwe in the fimet 4M un i feauNe on the S'otth
Slope for em tnmmental itnd pro* tn at reaumi

Ktprrvrntr thus suggests that any dramatic technological breakthrough that

would greatly impruse ANS heasy orl well producittity is unlikely in the foreseeable

future f\rf simply, engineermg. while it has Nought full dcselofnvnt of ScNader Bluff

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES

PAGE IX



near the bnnk. 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 ol

development

I
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1. The Con\rquence\ of Schrader Illu ff Development

Ultimately. HP and OXY expect to recover at least 13,5 million barrels of heavy
oil from the Tract 14 pilot project Conversely, underlying Milne Point arc about 300
million banels ol reasonably recoverable heavy oil  As one might expect, development
of that resource would resonate throughout Alaska’seconomy

A. The Parameten of Development.

DNR's Spnng. 1995 production forecasts for Milne Point portray a unit

peaking at 65.000 bblAlay
in 1999, then sharply
declining until the unit is
abandoned in 2011 "/ As
Chan H illustrates, with
development of Schrader
Bluffs heavy oil. the unit's

profile looks lifferent Vv

'V Hntorual and Protected Oil and Gat coniwnpraur. warch. 1sss at6-7

"t The components of Milne Point production depicted in the chart include (11 At Acquisition *
This compmcnt rrOect* Mtlnc Point production existing when HP acquired majority ownership
ol the wunit at the end ol 199J. (2) Development Underway*" is principally composed of
additional Kuparuk formation production from the northwest comer of the unit. 3 "Cascade 7
refers to an accumulation lying to the southeast of the urui Production from that tease will be
routed through Milne Poinf* processing facilities. <4i "Growtl.””refers to a number of planned
expansion projects, and (5) "Schrader Development/ of course, rrfers lo the unit*s heavy oil
resources Without Schrader Bluff development, the companies project peak pnxluction in 1998

99 of about 80.UUU bbts/day-a forecast more opcimtrtk than D SR 3% projections Milne Point"s
central processing facilities are being expanded to accomodate that increased production

Currently, the unit pmduces only 21.000 bbl /day-a limit dictated in part by the current capacity
of the unit"s pnxctung facilities 0n the other hand (he 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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It and when the projccl becomes commercially feasible, ihc Milne Point Unit
business plan envisions (hat 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 cosi 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.

/1. The Economic Impacts of Schrader B |uff Development.

|. 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. V 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 projccl. those impacts
included:

0 233 direct oil industry jobs created during the nine-year

development phase. "I Ofthose jobs. 157 would he performed in
Alaska, and I'1S would hefl”Gd 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;

7 the ananyin. entitiea "'HEAVY Oil Development: The Economic Impact" . avairasie on
I’CQUEVt from either UAA or BP

"/ for die development phase, the UAA report expresses ils projections in "man-years of
employment™ for the entire nine year development phase. To translate that number into "jobs."

the total man-years tn the ease of direct industry jobs. 2098 man-years) was divided by nine.
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0 All tolled, 322 new private sectorjobs filled by Alaska residents
during ihc development phase, out of a total of 361 new private
scclorjobs performed in Alaska; and

0 An Alaska resident payroll of $171 milion during Ihc
development phase, out of a total Alaska payroll of $206.5
million. "I because Milne Point is a remote location, and because
the jobs created by Schrader Bluff development are skilled, the
average salary for each new direct oil industry job would be
SIOO.000Mr.

Because the core infrastru lure is already in place at Milne Point, the impacts of
development-related employment \ould begin to be felt within months of the
companies' commitment to the endeavor. Potentially, if that commitment is made early
enough in 1996. the resultantjobs and payroll during the development phase would fuel
the Alaska economy from 1996 through 2004,

Enhanced production would then commence in 1997. From that year, and until
the year 2037. the UAA analysis projects that, throughout the period. Alaska would
experience:

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

0 An additional 76 new indirect and vendorjobs created
in Alaska,;

0 AIll tolled, 134 new private sector jobs created in
Alaska, of which 122 would be held by Alaska
residents; and

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

"/ 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

o AlaskaResident 7ot Aleskaneaont Alaska Resident Privato
Privato Sector Payroll ’ Soctor Payroll From
From Development Production: $7.43 million
% Phase: $171 million annually
OVer nine years
259 I- Total Alaska RoskJent
Jobs Attrtoutablo to
Production

200
150
100

N

0

Chart9

2. State Revenue Impacts
As Chart 2 indicates, the state can expect to receive $365 million more in
royalties than DNR's Spnng. 1995 production forecasts would yield - if the passage of
HB 325 stimulates development of Schrader Bluff vV For its pan. and as Chan 10
illustrates. UAA looked at the aggregate of royalty and tax revenues that the state could
expect to receive from initial Schrader Bluff developmeni UAA projects that the state

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

"I Again, ihc $365 million figure i* expressed in nominal dollars
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for increased government expenditures UArt" Projected Stale Reunite* From

Initial I*win>menl oT Schrader IU'itf, With

a 5*Vear Royalty Suspcminn

occasioned by the substantial increase in hirriarsti
private sector employment), as a result of
initial field development 7

One element of that ,.ct gain warrants
special  attention. Schrader  Bluff
development would cause a proportional
increase in TAPS pipeline throughput Fett et Ser
occasioned by up to 45(XX) bbl/day of chart 10
Schrader Bluff heavy oil travelling through it Declining ANS production in the 21si
century will cause upward pressure on per-barrcl TAPS tariffs  As more Schrader Bluff
oil passes through the TAPS line, the tariff on an ANS crude decreases, and the
resultant wellhead value onan ANS crude- increases.

That, in turn, results in higher state royalties on an ANS production UAA
estimates, in this regard, that if Schrader Bluff were developed, the state would cam
between S65-584 million in additional royalty income fromo// ANS production during
Schrader B luffs field life

3. Public Sector Employment

UAA projects that the economic activity generated by Schrader Bluff

development will occasion S97 million in public sector costs over the life of the field

To a large extent, that translates into new public sectorjobs.

"I 1f TAPS pipeline throughput were lower than that scenario envisions. UAA™ revenue and net
revenue projections are. respectively. S425 million and $J29 million
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UAA estimates that development will directly result in 27 additional state
government jobs during the development 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 sectorjobs--
state and local-would be spawned by this multiplier effect during field development,
while 15 additional new public sectorjobs would be generated by the multiplier effect

throughout 41 years of field production.

I
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IV. The Economics ofSchrader B lu ffDevelopment

A. The Kate of Return Necessaryfor Schrader B lu ff Development.

$550 million--the capital necessary to develop Schrader Bluff--is a considerable
investment. And as Arthur D Little recently reminded the Oil & Gas Policy Council,
"(cjompanics will review and compare all opportunities available to them worldwide,
(and) governments are competing on a global basis to attract risk investment " 7

The benchmark by which .

"Hurdle Rate" - The Minimum Rate of Return
the attractiveness of Schrader B luff Necessary to Justify Capital Investment
investment will be measured is the
"hurdle rate." which represents the
minimal projected rate if return : ia
necessary to warrant consideration A
among the companies’ investment
options  That rate, in turn, is built
on four components (Chart 11):

0 The cost of capital. Chart!l
Corporations acquire
investmentfunds in one oftwo
ways--borrowing, or attracting equity investment The cost of capital is the

weighted average ofthe company’s bond interest rates and cost ofequity. !

0 Overhead Any new, investment must bear its rerasite share ofthe corporation's
overall overhead costs such as corporate management.

+/ tattle REPOrt ar o

"' Marino, Handbook of Capital Expenditure Management al 93 (1986) The cost of equity
capital includes more than just dividends paid The cosi of capital for common stock, for
example, consists of "the expected total rcium from di dend yield anJ capital gains.” Block
and Hirt, Foundations of Financial Maiuigement. App 11A (1989); emphasis added
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0 Risk. "[IJn orderfor investors to take more risk they must he compensated by
larger expected returns...U.S. Treasury bills may be considered a riskless asset.
When viewed in this context, an investor must achieve an extra return above that
obtainable from a Treasury bill in order to induce the assumption ofmore risk." ;
‘7 and

0 Profit. No enterprise invests without the expectation ofsoi  oofit.

In today's market, and as Chart 11 suggests, tncse four "hurdlerate”
components combine to require at least a 15% projected rate of return from any new
investment-~ benchmark validated by the Little Report:

Companies will generally consider any field
uneconomic if the gross project value is negative at a
discount rate o fabout 15Z.

[O ill companies generally lookfor a rate of return of
about 15%...Proje ts with lower returns usually do not

generate enough profits to encourage companies to
commit time and resources to their development.

Little Reportat 120. 122.

Passing the hurdle rate does not guarantee investment capital hecause, as Arthur
D. Little reminded us. any investment must still compete with often lucrative worldwide
opportunities. The hurdle rate is a qualifying lime, net a checkered flag--it is only
enough to warrant the prospect's consideration by corporate policy-makers.

The hurdle rate is therefore a conservative measure of Schrader Bluffs
prospects, and also a conservative measure of the effectiveness of any development

incentive.

! Foundations of Financial Management, 0p. cii N .19; see also In the Matter ofthe Filing of
Revised Tariffs h\ Cook Inlet Pipeline Co., Alaska Public Utilities Commission, January 14. 1985
at 26 (additional rate of return allowed because of nsk that oil prices may drop in the fu arc).
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H. Schrader M uffs Projected Rate o f Return.

To forecast the likely rate of return from Schrader Bluff development, OXY
seems the fairest candidate since, unlike other North Slope producers, OXY's revenues
from Schrader Bluff production will come solely from wellhead rcvenucs--OXY does
not share in significant downstream pipeline, tanker or refinery profits.

For its presentation to the Qil & Gas Policy Council in tune, 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 only those five best
producing wells.

In other words, OXY assumed that the technological innovation and be lcr
geologic data gained through five years of experimentation at Schrader Bluff would
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: T

0 Well costs equal to the average costs of Tract M's 21 wells:

0 The existing 12.5% state royalty, and historically-based tax
payments:

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

0 Facilities costs from the operator's 1995-1997 business
plan.

T As noted previously, ihc Fall. 1995 Department of Revenue long-range pnee forecasts are
virtually identical lo ihc Spring, 1995 forecasts. Seen 5. ante

AN OPPORTUNITY TO DEVELOP ALASKA'S HEAVY OIL RESOURCES
PAGE 25



The results arc depicted in Chart 12. In short, the projections show a:

0 12.87c projected rate of return. The projection thus falls
naterially short ofthe 157 hurdle rate;

Typical Heavy Oil Well Economics

Based on the 5 best wells to date in Tract 14

¥
20"
18
6 | 12.8
14
12
10

;\)Ol\) I~ oo

Halt o fHfturn H r.ntkxk Ponod >n AW*PrtOuM iV fif

Chart 12

0 6.5-year payout period. Five years is a commercially
reasonable fime for proHect payout The extended payout
period is g function of course, of the inadequate rate o
return; an

0 Negative discounted cash flow at 157c. As Arthur D Little
observed, jefompanies will generally consider any field
uneconomic if the gross project value is negative at a
discount rate ofabout 157

The numbers shouldn't be surprising As we've seen, the state itself has long
that development of Schrader Blufl is unlikely And. despite
ANArco's investment ol SI15 million in the Kuparuk River
Unit's West Sak sands.
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AConoco's and OXY's investment of S126 million in the Tract
14 pilot projert; and

=>HP's investment of an additional SIS million m pilot drilling,
rceomplctions 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 Chan 8 illustrates, full Schrader Bluff development is integral
to prolonging the cntito unit's economic life. There seems, in sum. no good reason for

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

LTI T
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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 pan.

inc pnvatc 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 arc seven cntena that should shape the

outcome

0 Specificity. As Section IHCHD/ discussed. ANS heavy oil

development presents unique challenges that are best met by a
royally structure tailored to the peculiarities of the resource
Rewsﬂmg general stale roYaIty policy in order to spur heavy
0il development maK_ teld a result that it overbnmd or
insufficient, or which risks unintended consequences
elsewhere,

For esample, last year the legislature rewrote Alaska's
%eneral Boltcx on oil and gas royalty relief. Ch 85. SIA
995. HR 207 From a statewide perspective, the legislation
set a positive time for encouraging public/industry
artnership: in developing Alaska's marginal reserves
owever, the heavy oil initiative that may best suit
development of that resource-a five-year royaltg suspension--
would be impossible under that legislation - HR 207 requires
a minimum 5% royalty for every year  production from new
fields. /anda new field is eligible for reliefonly if there has
tteen no commerrtal pn*ductumfrom thatfield *7

HoTi of these limitatums mav male considerable tense
generallv  However, with respect to heavy ml especially, the

f7 AS HOS jwVijvJ.A,
"I AS uos IMxjMitoakU) 0 *C hewr ktin »h._V\I\ "« » ( heavy miair pmJixes
jivt *»kJtsoen Schradrr Itlufft Trait 14 ptku pn*|Ki
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minimum royalty requirement of HIl 207 fails to account for
the fact that heavg oil wells invariably: (I have low Initial
roduction rates: but (2) prmiuce for an unusually Iong time.
hus, the state may--and in this case apparently wtll-enefil
more from a royalty structure that assesses 12.57-20%
royalties commencing in the sixth year of produilton, than

from a structure that im&uises. say. a 57 royalty throughout
field life. See Section VICH6-7), post. 7

C Relevan%y. The task here is to materiaJ(ij improve the
projetted rate of return from the considerable capital
Investment necessary hr develop ANS heavy oil reserves.
Some royalty initiatives are aimedal lowering operating costs
in order to prolong or renew production from declining welts.
7 Here, the targets are quite different: 111 |mprovmg thr
return on new investment; and (2) reducing the perwd for
recovering that investment to a commercially reasonable one

0 Certainty. Companies are unlikely to make serums investment
decisions on the mere FOSSIbIlIty_ of a favorable rolyalty
structure A royalty structure established by operatimt of law.
rather than one dependent on thr uncertain outcome of an
administrative prmeedmg. is considerably more likely to
favorably influence investment choices

0 Immediacy. ~ There is a window if opportunity for
development of ANS heavy oil resenes-one that will last imly
to long as 11 the current infrastructure at Milne Pmnl and
KuPtsruk River remamt operational; and (21 the TAPS line It
able tocarry heavy mlat reasonable per barrel tanfjs

~ DNR has projected, as recently as Match. 1995. that
Milne Pmnt will be alsuuloned in 2011 That dms not mean,
tumever. that Alaska has 15 seats to debate h.m r m| For
esample integral to the ultimate economic viabshtv sf heavy
ml development is the assumption th»t. over a connderable
poritmi iif heavy mlfield life, production costs can he slutted

"7 Thr frUtaonthtp <4 Mil 207 to thr tttwrt ratted by thu papc* u Jiu wuel further > Ap”ndit

A e s

7 int, tat etifi pe it thr behind 111 M » heaty nl iD)dc irpibtM u
Hwtr trfuUttcnt. which would rtoNtih i tUJtr Mteak rv)tk) M hra»> ot wrlit. tatroJrd
to "place IMvanrrunxil thwt to otl wrllt had in pnktwa. pttntir an Kotuotc
tmrotor to tmpkmrot cnhanrJ otl tttotrry ptofevtt. m | delay the pfcifftof of thor wrllt oMil
the tnatimetti amruM ol Koamiull) mmttahk otl can hr obtained Iran thr ftxnwi M

rru= UlleJrralRettsUt a imvir <aei 10, v
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with other, conventional oil production from the same unit.
And. as discussed in Section I. ante, the current momentum
that has driven the 1994-95 pilot drilling and technical
studies at Milne Point risks being lost 1f the project's
economic prospects remain discouraging:

0 Credibility. Simply pul, 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 impact of any
development initiative. On the other hand, if it is apparent
that a given proposal would leave project economics below
the competitive threshold, there is nothing gained by the
exercise-and perhaps considerable to lose.

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

H. The Proposed Initiative-A Five-Year Royally Suspension on New Heavy
OH Wells.

This paper, and HB 125. propose thal Ihc stale suspend royalties, for the first five
years of production, on the first 500 hairels 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 Suiptnsion. The suspension would be applied separately for each
new heavy oil well drilled  When each well achieved five years production, full
It%a{e tolfaltlcs-ol either 12 J*T or 207 --would apply to all future priHluclionfrom

at we

Recause new heavy oil wells would /v drilled over a nine-war development
penod. their would thus be no sudden shiftfrom royalty free to ro?;alty burdened
pioduclion Rather, field royalties would be phased in beginning in the sixth year of
development, «n Chart IS illustrates
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ADDITIONAL. PRODUCTION FROM HEAVY 0il

BY
DEVELOPMENT YEAR

ooooooooooo

VM

Chan /.»

Thr five-year limitation coincidei hnh the penod that mott imetton cimsider
the longest reasonable time « recmer capital costt

The 500 bbls./day limitation. 500 barrels per da\ is at good a noeimg definition
as any of a marginal Alaska North Slope oil *fll Ifa nm ANS hems ml nell it
able to achieve productum in excess of that ceiling, that additional productum
nould be subject tofull lease royalties

_ANS experience suggests that no* heavy ml welts Probabb{ non t reach this
ceﬂmg Even initial productum ratesfrom Schnuler Bluff's Trail 14 nells averaged
only 275 bbls /day. and the five ben Tract 14 neilitm nhtch OXY t ectmomu
forecast discussed in Sectum V. » o premised- -averaged about 4Mhbls/Jav

Thr Umiiation to New Welts. ~The purpose of this initiative is to encourage
additional development of ANS heavy oil retenet As a result the Proposal d<¥|
not affect productum from «/i\ non existing nell. nor doei it afint even nen
productum from otherformatumt such as Kuparuk or Sag Burr

The Geographic Umiiation to the North Slope.  The economic anJ technical
conditions on nhtch the proposal is based are unique to Alaska * North Slope
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- Application ofthe Seven Criteria to the P'opotcd Royally Sutpentlon.

Among any number of pmible roy«liy vtruciurc*. lhc five-year royally

*u*pcn*ion *ccnn to be*t «an*fy each of the k v h cnicna dmuvved in vubvcclion (A)
[. The Specificity Criterion

The technical and economic challenge* fxing development of ANS heavy oil
are unique, and by confining Ihe proposal'* vcope lo new heavy otl wed* on ihc North
Slope, legivlalion can be carefully tailored lo Ihovc pcculannc*

Through lhai kind of tpecifictly. ihc propova) addrcvvc* one of the drawback* of
Ala*ka‘% fivcal vyvicem nolcd in Arthur 1) Little** report lo the (hi Al cav Policy
Council Alavka. until now. ha* maintained a one *uc fit* all royalty vtructure On the
ONE hand. L.ittlc found that thi* vyvtem hav been good to companic* producing targe,
profitable field*- indeed. Ata*ka rank* in the lop quarter of oil producing junvdiction*
worldwide in that re*pect lItt]e Rep**Tt at 1%0

(>n ihc other hand. Alatka't uniform vytiem rank* poorly in erKouraging
invc*tment in marginal field* |d

Utile™ finding* prove the obviou* when verting vtaiewide policy. the legtvlaiive
and evecutive branche* are inevitably drnen by the policy™ impact on targe field* vuch
a* ftudhoc Hay The tprtiftc propova! env tvioned in thi* paper avoid* that, an tenable*
Alatka lo take a more *urg»cal approach lo loyalty pdicy

2. The Relevamei Criterion
According to Arthur 1) Lank. Alavka * final regime "i* not finally efficient.”

and in fad tank* Ilih out of 101 final *ylicit* *n*dicJ worldwide in it* impact on field
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rate of return  IJttle Report at 10. 150. "The Alaskan terms." moreover, "do not
provide any incentive for the development of marginal field*" |d at 172

The rc'Vton is this Alavka demand* money up front, before the field recovers it*
capital investment, irrespective of the impact of that demand on the field's ability to
recover ttv investment within a commercially reasonable time |d at 91 ("A single
royalty rate.” L.ttle concluded, "can make marginal field* uneconomic lo develop ")

By suspending royalties at die outset of production, rather than spreading a
reduced royalty over the field's life, the proposal targets the critical capital recovery
period, which Uttle found Alaska to have heretofore ignored

Moreover, and a* Chari 15. A€, illustrates, given the typical production profile
of a heavy oil well, targeting initial capital recovery, instead of spreading relief over
field life, benefits the stale a* well Because production will be initially low. but
sustained over an extraordinarily long period with an unusually gradual decline rate, the
state con expect lo receive full lease royalties for a majority of total well production

J. The Certainty Criterion

The proposal lequires no application or agency review- The suspension is

imposed by operation of law upon the occurrence of objectively-measured events,
d. The Immediacy Criterion

The suspension will be immediately available for any new heavy ml well drilled
on the North Slope afier June 50. 1996. And. at least at Schroder Bluff, industry is
capable of responding to the initiative quickly Because the infrastructure necessary for
additional Schrader Bluff development is in place, additional heavy od drilling could

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

Roynlly suspensions. Artht.: [). Lit'lc concluded, "will encourage field
development.” and arc "particularly cffc live for marginal fields" when they arc tied to
specific amounts of production Ultle Report at 192. As Ihc following table indicates,
production tax and royally suspcm ions have served as a principal tool for oil producing

jurisdictions seeking lo encourage investment in marginal properties; */

linwiuiiiiniiiinitii

*7 Mon oil producing stales do not themselves own significant oil-producing property, and ihus
the pnxhxtion or severance tax is the principal xouicc of those states* lake As a result,
suspensions enacted in other states generally apply to the severance las. mher than to privately*
collected toy allies
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Production Tax and Royalty Suspensions in Other Jurisdictions

Jurisdiction UmmniUjtrReted Lenzth of Suspension
United States Gulfof Mexico deep-water  Variable, depending on
wells water depth
Texas High-cost gas wells 10years
Utah Wildcat wells First 12 months
Utah Development wells First 6 months
Oklahoma Horizontal wells Until payout
Oklahoma Enhanced oil recovers' Until payout
projects
Montana Horizontal wells First 1S months
Mississippi Discovery wells First 5 years
Mississippi Re-activated wells First 3 years
Kansas Tertiam{ projects and Ufe of the project
shallow wells
Kansas Discovery wells First 12 years
Arkansas Discovery wells First 5 years

According lo 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 [tefore enactment of the incentive;

0 $4 122 hillion more in natural gas produced in the state
over the periml;

0 5240 million in additional sales tax revenues generated
over the periiul;

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. 3/

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 hbls./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

o=~ &Bo wr;ng*

Il'ah no royalty suspension Hi/Ar 5T SUSpension

Chart N

'/ Source TCXEli Railroad Commotion. "Extension of Tax Incentive for the Production of
Certain High Cost Cos. " undated (1994)
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Chari 15 shows (hat ihc suspension proposal also reduces the capital recovery

period close to a commercially reasonable five years.

The Effect of Ro¥ ty Sus ension on Schrader
BIuff'Eco

al
f m ICS

Gawih
|m| W/05 year susponsioo  mmmWith 5 year °usponaton

Chart 15

The five-year suspension thus seems SUffiCient to al least make Schrader Bluff
development competitive with other industy investment opportunities It appears to put
that endeavor over the hurdle ratc-an accomplishment that, as discussed ante, does not
guarantee funding, but docs lift the usually fatal burden of bearing bclow-hurdlc rate
economics.

It docs so. however, by the thinnest of margins, suggesting that the proposal
satisfies the necessity criteria as well  Thai's perhaps best illustrated by the SI 15.000
positive net discounted cash flow projected on Chan 15. which is presented on a per-
well basis With each new heavy oil well costing perhaps S2 million, that SI 15.000

translates into slightly more than a 5** profit for any given well
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The suspension proposal's fit with the necessity critcria-that is. with the concept
that the state should leave nothing on the lable-can he seen in three other ways:

/. Built-in safeguards. The proposal's 500 bbls./day ceiling, for example,
protects the state in the event that an engineering breakthrough enables heavy oil
producers to pull more oil through new ANS heavy oil wells. If any technologically-
driven windfall occurs during the suspension period, the state will receive full lease
royalties from the added production.

Maoreover, 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 ficld--to. say. 5%-would expose the state to that risk for over 40 years. And.
the consequence of that difference is magnified by the fact that both oil prices and the
state of technology are more predictable in the short run than over a four-decade period.

Similarly, if enhanced recovery techniques ultimately allow more total
production than is now estimated, the state would enjoy full lease royalties from that

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

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

Schrader Bluff
development over the
hurdle rate.  On a
nominal dollar basis,
however, the stale's
royalties over the life
of the field would be
considerably less.
Because of their low
initial production rates
and slow decline rates,

heavy oil wells arc

HB 325 Meets the Necessary and
Sufficiency Criteria....

5Ym Royaly SuspmVon (HB 325) VS 5* Royaly lottte MAISIM

W

¢ D RatoofRetum

0 B

b
15.9

ft p

D .

unm 5'i Royally

Tadpawdl roydties, udsoounted

© IIBM \Rycdy
Chart 16

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

production than to a reduced royally over the life of the field

2. 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 S425 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 partners
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For its part, industry has already contributed about S270 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 sec a positive net cash flow

from its heavy oil partnership sooner than will its industry partners.
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M. Codusion

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 dchate--a debate that,
given the magnitude of the resource, warrants legislative involvement.  And that
discourse is likely to yield the best possible answer if it remains guided by three
overriding issues:

0 Are Alaska's heavy ail reserves IikeIY to he developed in the near
future even withouit any stimulus on the stale's part?

o If not, then.do the benefits of immediate development, and the
risk of waiting, warrant a sgemal state/industry partnership to
develop those Tesources now? and

o If immediate development is in the public interest, whatform 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 hetween potential partners should be,
sends an encouraging signal about the direction of Alaska's economic climate into the

next century.
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Appendix A; Some (%uestions Ahout the Heavy Ol
Five-Year Royalty Suspension Proposal

+ Why don't companies_ with heavy oil reserves simply use the process established
Rty IR TR 5. LA T8 ply tse thep
1

. HB 207 authorized discretignaly royalty relief in three instances: (1) for new
mar?lnalf_lelds: (2) to restore shut-in production: and (3) to Prolonlg the economic ife
of older fields. A newfield is eligible for relief only.if “the field or 8ool has not
previously produced oil or gasfor sale." as 38,05. ISQ())()(C). About 3,000 bbls./clay
arc_producedfrom Schrader Bluffs Tract 14 pilot RYOJGC'[. ~SChrader Bluff would thus
be ineligible for "new marglnalfleld" relief, and the remaining basesfor relief under
HB 207are simply inapplicable.

For its part. Arco_did produce and sell ailfrom its West Sak Sands pilot project
at the Kuparuk River Unit, but has since abandoned that production. Arco, therefore,
might be eligiblefor reliefunder HB 207 "lo 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 betfer suited--from both
Industry ‘s and the state's (Pc,rspectlve-to sRur additional heavy ol _develogs)ment than a
reduced royalty overfield life. HB 207, however, requires & minimum 3-5% royalty
throughout’ the life of the field.  AS 38,05.180()(4). "Royalty suspensions, then, are
categorically excluded under that legislation.

Of course. HB 207 could be amended. It shouldn 't be. for these reasons:

1 Asa general statement of state royalty policy. HB 207 sets a proactive tone
forfuture state/industry’ cooperation in sus_talnln? laska's oil and gas industry into the
21si century. It was landmark legislation in tha resPect-creanve foyalty management
has long been discussed in Junedu, but there liadn t been much coricrete action. HB
207 isan accomplishment that does not need revisiting:

2. On, the other hand, HB 207 did not purport to solve every' development
challenge facing the stale and the oil m,dustr%'. That is why. for exariple, Governor
Knowles charged his Oil A Gas Policy Council to address additional royalty
management issues after the law had passed. Specifically, the state made a consCious
choicg, 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 ina general law sich 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 Oil A Gas Policy Councll, one-size-fits-all policies, which were necessarily
developed with largerfields in mind, may actually impair development of smaller or
unus%Jalfftlﬁlttjs. The peculiar challenges facing ANS heavy oil development are ample
proof of that.

. Lastly, resorting to_discretionary ager:l%_ relief would satisfy neither the
certainty nor immegiaCy criteria that, as the white paper explains, are critical to
stimulating heavy oil development during the current window of opportunity presented
by exlstln% unit Infrastructures, reasonable TAPS pipeline_tariffs, and the momentum
occasioned by the Tract 14 pilot project and HP's 1994-5 drilling program.

Q. Milne Point alreacly pays no severance fax hecause of the economic limit factor.
ISn 7 royalty reliefasking too much?

Arthur Il) Little, in his report to the Oil A Gas Pohgy Council, concluded that
Alaska's r_oyaly structure was "fiscally inefficient," an pa,rtlcularly{ harmful to
marginal fields,” because it demanded high payments before a field could recover its
capital investment.

. Foritspart, 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 0il development, the progressive policies of the severance tax are
undermined by a regressive royalty policy. “Thatfac ar?uesforcon3|stencybetvveen the
twofiscal regimes. ~The current 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 oll reserves is unlikely to occur unless the state revisits. its royalty
structure for that resource-a fact corroborated by: (1) the industry’s inability 10
develop. the resource, despite investing $270 million_in pilot drilling; and (2) DNR'S oil
?roducnon rojections.  Whether royalty re,structunn%_ls "tog much" ofa price to pay
0 develop that resource is. of course; thé ultimate question. Given, however, that:

(1) the state is likely to receive only s60 million in royaltiesfrom Schrader Bluff
production if DNR's production estimates prove true; while

(2) the state may receive 5425 million in ro¥a|ties if the roKaItY suspension
proposal s enacted, and'de\elopment of Schrader BluTfs reserves resuhantly occurs.

it would seem that the state would not be paying much ofa price at all.
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Q. OXY received a roYaIIy reduction through a 1994 sclticmenl agreement that
restricted its right to applyfor additional reductions from DNR. fsnvOXY's support
ofa royalty suspension ar end-run around that agreement?

The 1994 settlement agicement returned OXY's Milne Taint royalties to the
same rate that the stale had promised when OXY's predecessors acquiredan interest in
the Milne Point Jeases bycom; elitive bid in 1969. " The lease royalty rate was. andfor
OXY Is now again, 12.5%

Several years after acquiring those leases, Conoco (which was then the unit
%ﬂerator) 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 lapse, unless the companies
agreed to increase the royalty on eight unit leasesfrom 12 5% to 20%.

I late |9S5. after oil prices had coIIaBsed the companies aprli_ed lo DNR to
reduce the unit's royalties. At the time, DNR believed that Milne Point warranted
relief, especially tg|ven the unusually hlr?h 20% royalty that some unit production now
hore, buf also felf that that it was legally precludédfrom granting relief until the unit
had produced oilfor two years.

. In January, 1957, the Milne Point Unit wes shut-in-DNR having concurred that
continued operation of the unit posed an unwarranted economic hardship.

Production resumed in Agnl, 1959, and when two years' total production had
been achieved in February’. 1990, Conoco and OXY again ag?lled for a_ reduced
royalty. . In two separate decisions issued on April 2L and™22. 1991, DNR denied those
applications. Conoco and OXY then appealed those denials to Alaska Superior C >ut
7

The litigation lastedfor over three years. In December, 1993, and after an
unsuccessful eight-year effort to reach a_royalty agreement with the state. Conoco sold
Its interest in Milne"Point to RP Exploration (Afaska) Inc.. as did Chevron,

... OXY maintained its minority' 8.81% interest in the unit, and in July, 1994 the
litigation sett! d OXY's royalties” were relumed to the same '12.5% rate that Alagka
had promised OXY's predecessors back in 1969, when the leases were issued. T

setflement, however, was_ personal To OXY. . BP remained obligated--und remains
g%g tee% t||er;1|g S—-to pay a 20% royalty on its majority share of produCtion from the eight

Sectio | 5.3 of the settlement agreement also restricted OXY's ability to apply to
DNRfor royalty reguctlons. Thatc‘a Se reads. by o apply

'/ Conoco Inc. v. Stale of Atmia. Department of Natural Resources, 1JU-9|*797Civ.; OXY USA
Inc v. State of Alada. Department of Natural Resources. 1JU*9|»79SCiv.
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Notwithstanding Raragraph [fithRH) of the MPU
Agreement and any otherwise appllcable law. OXY cannot
8pl yfor any reduced royalty. (1) for any of the leight

20% leases /. durlng the rémaining I|e0 tﬁeMPU or 12)
for any other liquid hydrocarbon pnnluction from the
MPU. Tor five years from the effective date of this
agreement.

By hoth its. terms and intent, the agreement does not attempt to limit the
le |s|aturesauthor|g 0 set sIate royalty policy. Rather, this clause was inserted after

arlies agreed that neither wished 0 reenact the 4 12 vears of costly
admlnlstratlve proceedln?s and subsequent litigation, consumed by thése discretionary
royalty reduction applications.

And in any event, the question is acadetn.r, because if HR 325 |s enacted the
state will still enﬂoy thefull benefit of its bargain. The proposal would apply only to
new heavy oil wells drilled after June 30. 1996 1)5R's production projections have, as
recently & March, 1995, assumed thatfuture Schrader Rqufgroductlon will be Timited
to the umtere existing Tract 14 pilot project.  Thus, HR 325 would not affect any
production_ that DNR Delieved would incur when it entered into the settlemerit
agreement in 1994 -

In the scheme 0 thmgs this question is tangentlal to the healy oil debate-after
all. OXY owns but an S SI% Interest in ong heavy oilfield  Moreaver, one needs lo
remember that the initiative for this discussion came not from OXY. butfrom the state
itself. OXY was muted to participate in the debate over stale oil policy initialed by the
introduction of HR 207 and creation of the Oi| a Gas Policy Council, and if has aIwaK
been forthcoming on this countin its, discussions, with both, the administration and t
legislature. . OXY. like an¥one IS subject to new luws. and it welcomes the opportunity
t0°exercise its right toparticipate in public debate over oil and gas legislation

'/ Indeed, when the tettlement agreement wat entered into, DNR wat not only projecting that no
limber development ol Schrader Illoll would occur he>ond the Tract 14 pilot pn>jcci~H had
concluded that the Milne Point Unit at a whole would he abandoned in the tear 200h DNR.
Hiitoncal and Projected O il arui Gat Cimiumptum. Pehruary. 1994 at h-7
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Q: How can we be assured that, if this initiative passes, our heavy oil reserves will
actually be developea?

the white paper explains, impiusing Schrader Bluff's economic qutiook will
not quarantee r positive investment decision It wdl only allow Schrader Bluff to
compete with other investment opportunities  Actual fundmg IS always a function of
loadable budgetfunds, the quality of competing prospects, and other variables.

Industry, howeser. does hase a considerable stale infollowing through First, it
has already invested about 5270 million in heavy oil pilot projects- an investment it
would plainly like to recoup Secimd, lessees with heavy oil reserves dirfeel some sense
of urgency. “They know that, given the nﬁht economic climate. ANS heavy qil reserves
are more’ valuable now than” perhaps they'll exer be  There is an existing on site
Infrastructure rum; transportation costs are tolerable, and the momentum spawned by
the Tract 14 RI|O'[ project and HP's recent dnlhng roxides a stimulus to additumal
development that may Wwell evaporate ina climate of disinterest

.. ouccessful dexelopment of North Slope heavy oil is dependent on industry 's
ability to increase production rates and lower ?nnluc ion costs, and the state's. interest
In crafting a workable royalty structure  Sectum 11 of the white paper explains how
Industry, |_s_m_eet|n%e|ts obligations in that resP_ect, and by enactment of an effectsxe
ro¥a|ty_|n|t|at|v_e,t stale would have dime all it can  In"that event, heavy oil would
not Ire'lightly disregarded by inustry

FinaII_){, one should remember that the royalty suspension would appIX solelv to
new heavy oil wells drilled after June 30. 1996 ° I Schrader Bluff or other ANS heavy
0il reservés aren't developed, the stale loses nothing

Q: Why isnv(hisjust another indi. <ry giveaway?

. Bear in mind, in this respect, that the state "gives" nothing unless industry
contributes lo thepartnership by heavily investing in heavy oil development

But. yes, if the stale concludes that Schrader Bluffand the Kuptiruk Ktver Unit's

West Sak sands util I|ke|¥ I*e developed while existing unit infrustructuret renunn

operational while TAPS tariffs renuun reasonable. and while esisting development

gp%mfgrt]utrr& gel_rlseveres, then the royaltv suspension propouil is a giveaway, and the state
U

8]‘:'[}!.1( QXY owns only an 11X1% interest in Schrader Bluff, why is it so interested in all
IS’

. To begin with, heavy ml is something 0f a cause Celebre for OXY It is a
nationwide fotler in developing creative methitis for litting heavvoil
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. Anil Milne hum_b OXY's core asset in Alaska OXY is the only original Milne
Point pann ipan| remammgi and Its perseverance over 15 difficult yearS refects a
stubborn commutment lo realfting that unit'sfull potential

. Andfrankly, that is all lo Alaska's adsanlagc. The gene poo! of Alaska's oil
industry s shrinking, and iluil't unhealthy - Conoco ?(ave UP on Alaska in 199}. and
other companies have nmsicerably reduced their Alaska pretence, Iaymgl_o,ff hundreds
of Alaska employees over the past several years The energetic parlici/Hition of new.
Independent companies in Alaska's eamomy should be encouraged-both for its irwn
sake, and to senda clear message that Alaska welconses active, involved newcomers
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SIMP-SON. TiLLINCHAST. SORFNStN 8 LORENSIN. P.C.

The Relalions| iBO fI1t 12510 the Three Categories ofRoyalty
eliefAvailable Voder 1111 20

lilt 2tI7%Subsection A Relief—Fncourogement of Sew Marginal Fields

This relief is authorized bY' AS 3805 IHHMIWA) (as amended by MB 207) In
one sense, this “ Subsection A relief serves the same purpose as MB 325-t0 _encouraqe
capital investment in ness, marginal fields However. Subsection A reliefis available only
if "the field or pool has not prewoush{ produced oil or gas for sale" AS
18 05 I80ﬂj MIH AHii) BP and OXY currently produce, and sell, about 1.400 bbls /day of
Schrader BlufToil from their Tract 1J pilot project, and Arco produced and sold West Sak
Sands oil from Us pilot piojcct in the Kup.ituk River |'mt

As nresult, neither fic'd is eligible liu Subsection A relief 11
Subsection It Reliet—Prolonging the | ife of the Field

Relief is available under tins subsection io “prolong the ble of an otl or gas field "
AS 1805 ISotjXIHB) Relief can only he cmMed under tins subsection if the lessee
demonstrates In “clear and _convmcngi evidence" that field life svill be prolonged, and the
reliefwould he "in the I»esl interests of the state

Rovaln reliefon these %_round:, Ere-dates MB 207, and the precedent established
b> Conoco and ()XN & application to change the special loyally surcltarge for Kuparuk
formation production from the Milng Print Cnil-Inc only oil and gas rovaltv reduction
application ever processed In DNR-illusKatcs bow narrowly the agencv has interpreted
this type of relief >

Tl tiist impediment to relief' under this clause is tune Conoco first applied lot
Milne Point rovaltv reliefin [*>KV ushering in five years of administrative and legislative
dchatcv Conoco and OXY reapplied for relief under the Milne Point | nil Agreement in
IWO. I)NR Commissioner Han/e denied those applications in April. 1*. attd two years
0 f subsequent litigation linallv ctilnunatcviina | * settlement

As OXY luv viklin ll*e past. the pstssdnlits of discrclimwm rovaltv rebel under MB Jo7 would
n't provide a sulticicrU capital investment incentive to spot further development of SchraJci Blurt
even if OXN were eligible for it Ihc <wh (smtl liere is Out like possibihlv of oKaming Kali tins
kind of diseielMNUis relief at»J Ik' automatic suspension of Mil 12* d.v»n | esisl because
Schrader Blurt is ineligible

CiVkvo and OX V lud applied to |)NK under a v|vcial relief provision in Ihc Milne INmiu I hit
Agreement to amend the lovallv prmokwh > tlut agtcvmeni-wlueh included a 7 V* rovalis
surcharge abovc*and*hesond the 12 leave rmalts ii’ .P L-stcver. »h»H- t5* decide die
vtatipamc lesiuesls unskt \S *8 ** |vi|i which is the statute amciwJco i >.
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While, niter passage of IlU 207, applications under Subsection B tuny not take
nine years, neither docs history suggest that they will be decided quickly

More of a barrier arc the substantive limitations that DNR has placed on this type
of relief The liist is the economic test-whclhcr relief is necessary to “prolong the
economic life of the field * DNR has defined this test as an “operating loss test

At some /nym In an m| field's Inter life the prodiiciinn
[eWnue. excludln%the royally barrglsg, mil not he sufficient In
ensvr nil the cash costs; anil o/h'rations may cense absent
royally reduction

'/ An operating loss test is a conservative benchmark, since it looks only to current
operating balances, and disregards the question of whether the lessee has recouped, or will
recoup, its capital investment And. in this regard, remember that the lessee must
prove a future operating loss by "clear and convincing evidence  DNR Iras ruled that it is
impossible for the lessee to make a “clear and convincing" showing except at the very end
of field life That’s because, according to the agency, any economic analysis done earlier
in a field’s life would necessitate reliance on projections of future oil prices, and the
resultant revenue estimates would be neither “"clear" nor "convincing" Hecommended

Decision at i

Kven were a lessee to surmount the economic test, the "best interest" test would
remain, DNR has interpreted this test rather strictly, demanding, in quantifiable terms, a
tret 0IFECt benefit 1o the state” D\It DECISION at 1. emphasis added  Additional
investment and'or revenues that will "clearly” and “convincingly” llow directly to the stale
as a result of the rovaltv relief must exceed the valug of the rovallies lost through the
lower royally rate |d. see also lieumiinended DeciSIOn at 15-10  Since lessees, at the
very end of field life, will likely not be making considerable new capital investments even if
relief is granted (but will merely be trying to hold on for a few more years), the state is
likely to find a "net direct benefit" only if the lessee has demonstrated, clearly and
convincingly, that a reduced royalty will prolong production past the field s natural
otherwise ccononomic life

IKusnm of rh, | 'nnwiiwiiHH-r ttf W niim [Itesouncs Kegar,ting the n.X) | X1 In, An/ifuiiiion
for KoynUy UCNONONAD!Y 3'3.i) /i j~i)~ j'idn i»v/ XV / rAi/viml /artiii/wwijj
Are,i Milne I'nmi | mil April 17. P> al 1 | DNR Deeisitxi' |

To the extent llut DNR wvmilJ consider the lessee’s return on investment in granting relief under
this subsection. DNR alto dcciikxl. hi live Conoco and OXY eases, llut a lessee earns a reasonable
rate of rciunt if ifsc rate al least equals the then-current return on rok-free *msla\ I/ S treasury
notes IUiomnuiuted /Vioion ol the t'ommitanner of Amur,it It, tonnes Hegtirdmg i/ie (I\Y
Al In, A/'plnutimt ftsr Hnmliy Iteduthtm on API 1'D) D-DS on,l Jvi'V/
thu/sind I'noi,i/suing Aren Mdne NUM Thni December 2% 14** at lo ('Recommended
Dceitnm r
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Subsection C Relief-Reestablishing Shut-in Rnnhtetion

One predicate to this reliefis ih.it the Held must huvc been shul*in  Suspending oil
production operations, and leaving the pads, wells and facilities in a condition amenable to
resumption of production, is a rare event It requires DNR approval, and-given the
considerable cost of starling-up oil production nnew-is not an action lightly taken
Indeed, we arc aware of only two instances where oil production has been shut-in. and
then later resumed (1) Milne Point in the mid-1980's. and (2) South Middle Ground
Shoal Held, for one year in the 1990's

Moreover, even in these unusual cases, the operator must still establish that royalty
relief to reestablish shut in production would be “in the best interests of the state " This
would require operators to clearly and convincingly demonstrate the same “net direct
benefit" to the state that DNR has established as a condition to Subsection R relief

. a W

It seems rather sensible to prohibit a lessee from obtaining relief both under HR
325 and HR 207's Subsection A. since both laws are aimed at essentially the same
purpose--encouraging capital investment m new fields  Subsection R. however, is a
different matter, and the legislature will plamlv need lo take a hard look at the interplay
between that subsection and HR 325

Suppose, for example, that HR 325 results in full development of the Schrader
RlutV field Beginning in year 0. that will result in considerable royally income to the slate
that it would not have received but for HR 325 Assuming a field life of 20 years, the
state would continue to receive that mcome-at a royalty rate of 12 5° .-for at least the
next 12-13 years Royalty relief would not be available under Subsection R during that
geriod, cspeciallv in fight of DNR's decision in the Conoco case See Ih”us,t>n I
nusecHH It. ahnv.

Near the end of field life, however, the state may be convinced that Schrader
RlutVs field life could be extended, say from 20 to 22 years if. under Subsection R.
royalties were reduced from 12 to 5%« Plainly, the stale would vield a net direct
benefit by gaining two additional years of royalty income, and in our view the legislature
should consider retaining that flexibility in HR 325 itself

*/ The minimum royally allowable under Subsection 1i i 3:« AS <xo' ImihiM tnlti



Introduced by:  Governmental Affairs
Date introduced:  Apnl 8. 1996
Date passed:
Date transmitted:

RESOLUTION 96-9408.2

ARESOLUTION B\ THE GREATER FAIRBANKS CHAMBER OF
COMMERCE SUPPORTING THE STATE OF ALASKA INCENTIVES FOR
THE DEVELOPMENT OF NORTH SLOPE HEAVY OIL RESERVES.

WHEREAS, the production from Prudhoc Bay has declined over 40 percent and the total
North Slope production has declined over 25 percent: and

WHEREAS, the North Slope contains in excess of 20 hillion bands of heavy oil; and

WHEREAS, the oil industry has spent in excess of $250 million during the past 10 years
to economically produce North Slope heavy oil.

NOW THEREFORE BE IT RESOLVED that the Greater Fairbanks Chamber of
Commerce urges the State o f Alaska to support (implement) incentives for the development ot
heavy oil on the North Slope

PASSED on Apnl 1996 by the Greater Fairbanks Chamber of Commerce Board of
Directors.
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