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reservoir temperature. At depths of 5000 feet or less, the cold Arctic subsurface chills
the oil to impractically low temperatures.

Moreover, in Schrader Bluffs case the heavy oil is entrained in unconsolidated
sand. As the oil is lifted, sand comes with it, choking the well bore and fouling the well
pump.

Heavy oil’s specific gravity is close to water’s; as a result, oil/water separation
becomes especially difficult. Once separated, moreover, heavy 0il’s viscosity, and its
relative paucity of more valuable lighter hydrocarbon fractions, makes heavy oil less
valuable in the market.

Heavy oil wells are notoriously slow producers. And though heavy oil fields
enjoy correspondingly long field lives, slow initial production rates considerably impair
the investor’s ability to recover its capital investment in @ commercially reasonable
time.

Schrader Bluffs heavy oil is thus triply disadvantaged: (1) it shares the
unpleasant attributes of heavy oil generally; (2) the reservoir's shallow depth and
unconsolidated sand impose yet additional engineering challenges; and (3) its
development suffers all the economic handicaps facing Milne Point as a whole.

Even so, Alaska’s North Slope lessees have invested hundreds of millions of
dollars hying to make a go of this uncooperative resource.

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

The initial stab at ANS heavy oil came not at Milne Point, but rather at the
adjacent Kuparuk River Unit, which is operated by Arco Alaska Inc. (“Arca”). The prize

at Kuparuk River is potentially even greater than Milne Point’s. While Schrader Bluff
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might produce 300 million barrels of heavy oil, Kuparuk River’s West Sak Sands could
eventually produce two or more times that amount.

Beginning in September, 1984, Arco invested $135 million drilling 13 wells into
die West Sak Sands, and building associated facilities, before abandoning that pilot
project in December, 1986. Abou 1 million barrels were ultimately produced from that
endeavor, which meant that the project’s development costs were about $ 135/bbl.

It took industry five years to try again, this time at Schrader Bluff. At Milne
Point’s Tract 14, Conoco, Chevron and OXY invested about $126 million on 22 heavy
oil wells and associated facilities. */ The project’s expected recovery of at least 13.5
million barrels translates into a 15-fold improvement in per barrel investment costs over
Arco’s West Sak effort-from $135/bbl. to $9.30/bbl.

The Tract 14 pilot was an exercise in ingenuity. To keep sand from the
wellbore, the companies installed special gravel filters. To heat the oil as it rose
through the permafrost zone, heat trace elements were wrapped to the production
tubing. The reservoir was fractured to stimulate production, and an electric

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

10 Conoco, Chevron and OXY brought considerable expertise to bear on the 1991 pilot project.
OXY, in particular, has long been a leader in developing innovative lifting techniques for heavy
oil, particularly in California, where OXY owns heavy oil properties.
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Even so,
development  costs
of $9.30/bbl. still
made the exercise
uneconomic,  and
initial ~ flow rates
from Tract 14 wells

only averaged 275
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Chart 7

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

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

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

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

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

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

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

Experience thus suggests that any dramatic technological breakthrough that

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

future. Put simply, engineering, while it has brought full development of Schrader Bluff
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near the brink, may also have reached the point of diminishing returns. What happens
from here is largely an economic question.

And it’s a question worth pursuing, given the considerable benefit, to both the
public and private sectors, of realizing the fullest possible return on heavy oail

development.

T
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///, The Consequences ofSchraderB luffDevelopment

Ultimately, BP and OXY expect to recover at least 13.5 million barrels of heavy
oil from the Tract 14 pilot project. Conversely, underlying Milne Point are about 300
million barrels of reasonably recoverable heavy oil. As one might expect, development

of that resource would resonate throughout Alaska’s economy.
A. The Parameters of Development.

DNR’s Spring, 1995 production forecasts for Milne Point portray a unit

peaking at 65,000 bbl./day

Milne Point Production Profile

in 1999, then sharply
declining until the unit is
abandoned in 2011. “/ As
Chart 8 illustrates, with
development of Schrader
Bluffs heavy oil, the unit’s

profile looks different.l

- Historical and Projected Oil and Gas Consumption, march, 1995 at 6-7.

'V The components of Milne Point production depicted in the chart include: (1) “At Acquisition."
This component reflects Milne Point production existing when BP acquired majority ownership
of the unit at the end of 1993; (2) “Development Underway" is principally comprised of
additional Kuparuk formation production from the northwest comer of the unit; (3) “Cascade”
refers to an accumulation lying to the southeast of the unit. Production from that lease will be
routed through Milne Point’s processing facilities; (4) “Growth" refers to a number of planned
expansion projects; and (5) “Schrader Development,” of course, refers to the unit’s heavy oil
resources. Without Schrader Bluff development, the companies project peak production in 1998-
99 of about 80,000 bbls./day-a forecast more optimistic than DNR’s projections. Milne Point's
central processing facilities are being expanded to accomodate that increased production.
Currently, the unit produces only 28,000 bbl./day--a limit dictated in part by the current capacity
of the unit’s processing facilities. On the other hand, the companies’ forecasts do mirror DNR’s
projections of a sharp decline in unit production after 1999, absent development of Schrader
Bluff.
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If and when the project becomes commercially feasible, the Milne Point Unit
business plan envisions that initial development of Schrader Bluff would involve
drilling some 230 wells, and constructing new surface facilities and pads, over a nine-
year development period, with a total capital cost of $550 million. Once producing,
those wells would peak at 45,000 bbls./day, and production would decline only
gradually, giving the field a 41-year life.

Over the 41-year period, production expenses would average $15 million
annually, totalling $600 million over the field’s life,

B. The Economic Impacts of Schrader BluffDevelopment.

1. Private Sector Employment

The University of Alaska Anchorage has authored an economic impact analysis
of the initial development scenario in the Milne Point business plan. 8 Employing the
impact methodology developed by Professor Scott Goldsmith, the analysis charted both
the direct and indirect employment and fiscal consequences of Schrader Bluff

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

included:

0 233 direct oil industry IJobs Created during the nine-year
development phase. ¥ Of thosejohs, 157 would be performed in
Alaska, and 118 would befilled by Alaska residents;

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

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

W For the development phase, the UAA report expresses its projections in “man-years of
employment” for the entire nine year development phase. To translate that number into “jobs,"
the total man-years (in the case of direct industry jobs, 2098 man-years) was divided by nine.
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0 All tolled, 322 new private sectorlobs filled by Alaska residents
during the development phase, out of a total 0f 361 new private
sectorjobs performed in Alaska; and

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

$100,000/yr.

average salary for each new direct oil industry job would be

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

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

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

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

the Alaska economy from 1996 through 2004.

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

the year 2037, the UAA analysis projects that, throughout the period, Alaskawould

experience:

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

which 46 would be held by Alaska résidents;

0 An additional 76 new indirect and vendorjobs created

in Alaska:

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

Alaska, of which 12
residents; and

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

sector payroll increase of $8.58 million/year.

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

summarized in Chart 9.

Alaska Resident Prlvate-Sector Jobs Created by Schrader
Bluff Development

AlaskaResident Tl Aslaresdrt Alaska Resident Private
™ Prvate SectorPayroll By Sector Pay ol
From D ve?o mgnt Production:; $7 43 million
Phase: %171 ilion annually
Over nine years
Ircirec\értty Jobs Resit
DuirgDeaaet - Raddion
Ircirecthverctr Jobs
Cirect Irclry Joks Thagrot Rred dlion
Duirg Dadqmert
ThogatHian
Chart 9
2. State Revenue Impacts

As Chart 2 indicates, the state can expect to receive $365 million more in
royalties than DNR’s Spring, 1995 production forecasts would yield-//the passage of
HB 325 stimulates envelopment of Schrader Bluff. B  For its part, and as Chart 10
illustrates, UAA looked at the aggregate of royalty and tax revenues that the state could
expect to receive from initial Schrader Bluff development. UAA projects that the state

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

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

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

private sector employment), as a result of

initial field development. [7

One element of that net gain warrants
special  attention. Schrader  Bluff
development would cause a proportional
increase in  TAPS pipeline throughput o e
occasioned by up to 45000 bbl./day of Chart 10
Sclirader Bluff heavy oil travelling through it. Declining ANS production in the 21st
century will cause upward pressure on per-barrel TAPS tariffs. As more Schrader Bluff
oil passes through the TAPS line, the tariff on all ANS crude decreases, and the
resultant wellhead value on all ANS crude increases.

That, in turn, results in higher state royalties on all Ans production. UAA
estimates, in this regard, that if Schrader Bluff were developed, the state would earn
between $65-$84 million in additional royalty income from all ANS production during
Schrader Bluffs field life.

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

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

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

. 1f TAPS pipeline throughput were lower than that scenario envisions, UAA’s revenue and net
revenue projections are, respectively, $425 million and $329 million.
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UAA estimates that development will directly result in 27 additional state
government jobs during Ih" * evelopment phase, and an additional 10 state jobs lasting
over the field's 41-year producing life. UAA also believes that second and subsequent
rounds of public sector employment gains will be realized as the economic impact of the
enterprise compounds itself. UAA concluded that 38 additional new public sector jobs—
state and local-would be spawned by this multiplier effect during field development,
while 15 additional new public sector jobs would be generated by the multiplier effect

throughout 41 years of field production.

M
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IV. The Economics ofSchrader B luffDevelopment.

A. The Rate ofReturn Necessaryfor Schrader BluffDevelopment.

$550 million-the capital necessary to develop Schrader Bluff—is a considerable
investment. And as Arthur D. Little recently reminded the Oil & Gas Policy Council,
“[rJompanies will review and compare all opportunities available to them worldwide,
[and] governments are competing on a global basis to attract risk investment.” V

The benchmark by which

"Hurdle Rate" — The Minimum Rate of Return

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

options. That rate, in turn, is built

on four components (Chart 11):

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

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

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

s Little Report at o _ _

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

an

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

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

Companies will generally consider any field

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

[Oilkcom anies generally lookfora rate of return of

about 15%... roLects with lower returns usually do not
generate, enoug proflts ) en,couragie companies {0
commit time and resources to their development.,

Little Report at 120, 122,

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

The hurdle rate is therefore a conservative measure of Schrader Bluffs

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

incentive.

o Foundations of Financial Management, op. cit. n. 19; See also In the Matter of the Filing of
Revised Tariffs by Cook Inlet Plpellne C0,, Alaska Public Utilities Commission, January 14, 1985

at 26 (additional rate of return allowed because of risk that oil prices may drop in the future).
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B. Schrader Bluffs Projected Rate of Return.

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

For its presentation to the Oil & Gas Policy Council in June, 1995 OXY
projected its rate of return from something of a best case.For example, initialflow rates
from the Tract 14 pilot project have averaged only 275 bbls./day. Thefive best of
those 21 wells managed initial rates of between 300-600 bbls./day, and OXY’s
projections assumed initial flow rates equal to the average of onIy those five best
producing wells.

In other words, OXY assumed that the technological innovation and better
geologic data gained through five years of ex, lentation at Schrader Bluff wonld
yield the highest plausible reward.

To those production forecasts were applied:

0 Projected oil prices drawn from the Department of
Revenue's Spring, 1995 base case revenueforecasts; v

0 Well costs equal to the average costs of Tract 4's 21 wells;

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

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

0 Flacilities costs from  he operator's 199'-1997 business
plan.

W As noted previously, the Fall, 1995 Department of Revenue long-range price forecasts are
virtually identical to the Spring, 1995 forecasts. 98¢ N 5, ante.
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The results are depicted in Chart 12. In short, the projections show a:

0 12.8% projected rate of retun. The projection thus falls
materially short of the 15% hurdle rate;

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

Raeoffeum H PyfeckPoiod ys ONCPodload saw

Chart 12

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

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

course, of the inadequate rate of

The numbers shouldn’t be surprising. As we’ve seen, the state itself has long
felt that development of Schrader Bluff is unlikely. And, despite:

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

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

the only heavy oil produced today on the North Slope flows from those limited
experimental endeavors. Schrader Bluff heavy oil sits beneath a convenient unit
infrastructure. And, as Chart 8 illustrates, full Schrader Bluff development is integral
to prolonging the entire unit’s economic life. There seems, in sum, no good reason for

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

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

A. The Criteriafor legislation.

Development of Alaska's heavy oil resource is a shared challenge. For its part,
the private sector has invested nearly $270 million over the past decade in a determined
effort to increase production and reduce production costs.

For its part, the state will affect heavy oil investment decisions most directly
through the royalty structure that it imposes. In tailoring that structure to optimize the
public’s return on heavy oil development, there are seven criteria that should shape the

outcome:

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

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

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

oil development ma%_ }/]le i

insufficient, or  whic

elsewhere.

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

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

d a result that is overbroad or
risks  unintended  consequences

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

5 AS 38.05.180(j)(4)(A).
*7 AS 38.05.180(j)(1)(A)(ii). As we have seen, about 3,000 bbls./day of heavy oil are produced
and sold from Schrader Bluffs Tract 14 pilot project.
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minimum royalty requirement of HB 207 fails to account for
the fact tha heavg oil wells invariably: (1) have low initial

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

hus, the state may-and in this case apparently will--penefit
more from a royalty structure that assesses J2.5%-20%
royalties commencing in the sixth year of production, than
from a structure that' imposes, say, a 5% royalty throughout
field life. See Section V/(C)(6-7), post. v

0 Relevancy. The task here is to materially improve the
projected rate of retun from the considerable capital
Investment necessary to develop ANS heavy oil reserves.
Some royalty initiatives are aimed at Jowering operating costs
In order'to prolong or renew productionfrom’ declining wells.
9 Here, the targets are quite different; (1) |mprovgng the
return on new investment: and (2) reducing the period for
recovering that investment to a commercially reasonable one.

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

0 Immediacy. ~ There is a window of opportunity for
development of ANS heavy oil reserves-one that will ast only
s0 long as; (1) the current infrastructure at Milne Point and
Kuparuk River remains operational; and (2) the TAPS line is
able to cany heavy oil at reasonable per-barre| tariffs.

~ DNR has projected, as [ecentl¥ as March, 1995 that
Milne Point will be abandoned in 2011. That does not neon,
however, that Alaska has 15 years to debate heavy oil. For
example, integral to the ultimate economic viability of heavy
oil development is the assumption that, over a considerable

portion of heavy oilfield life, production costs can be shared

¥ The relationship of HB 207 to the issues raised by this paper is discussed further in Appendix
A

”[  This, for example, is the purpose behind BLM’s proposed heavy oil royalty regulations.
Those regulations, which would establish a sliding-scale royalty for heavy oil wells, are intended
to “place marginal or uneconomical shut-in oil wells back in production, provide an economic
incentive to implement enhanced oil recovery projects, and delay the plugging of these wells until
the maximum amount of economically recoverable oil can be obtained from the reservoir or

field.” 60 Feceral Register at 18081 (April 10, 1995).
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with other, conventional oil production from the same unit
And, as discussed in Section |, ante, the current momentum
that has driven the 1994-95 pilot drilling and technical
studies at Milne Point risks being lost 'If the project's
economic prospects remain discouraging;

0 Credibility. Simply put, Alaska should look to initiatives that
have proven successful in spurring capital investment in
marginalfields in other oil producingjurisdictions.

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

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

il W lEla The Proposed Initiative—A Five-Year Royalty Suspension on New Heavy
il Wells.

This paper, and HB 325, propose that the state suspend royalties, for the first five
years of production, on the first 500 barrels of heavy oil produced from each new heavy
oil well drilled on Alaska’s North Slope after June 30, 1996.

The essential attributes of the proposal include:

0 The Five-Year Suspension. The suspension would be applied separatelyfor each
new heavy oil well drilled. When each well achieved five Iyears production, full
{%a%e rol?/altles—at either 12.5% or 20%—would apply to all future production from

at well.

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

ADDITIONAL PRODUCTION FROM HEAVY OIL
BY
DEVELOPMENT YEAR

Chart 13

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

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

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

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

The Geographic Limitation to the North Slope. The economic and technical
conditions on which the proposal is based are unique to Alaska's North Slope
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C. Application ofthe Seven Criteria to the Proposed Royalty Suspension.

Among any number of possible royalty structures, the five-year royalty

suspension seems to best satisfy each of the seven criteria discussed in subsection (A):
1. The Specificity Criterion

The technical and economic challenges facing development of ANS heavy ail
are unique, and by confining the proposal’s scope to new heavy oil wells on the North
Slope, legislation can be carefully tailored to those pecularities.

Through that kind of specificity, the proposal addresses one of the drawbacks of
Alaska’s fiscal system noted in Arthur D. Little’s report to the Oil & Gas Policy
Council. Alaska, until now, has maintained a one-size-fits-all royalty structure. On the
one hand, Little found that this system has been good to companies producing large,
profitable fields-indeed, Alaska ranks in the top quarter of oil producing jurisdictions
worldwide in that respect. Little Report at 150.

On the other hand, Alaska’s uniform system ranks poorly in encouraging
investment in marginal fields. o}

Little’s findings prove the obvious: when setting statewide policy, the legislative
and executive branches are inevitably driven by the policy's impact on large fields such
as Prudhoc Bay. The specific proposal envisioned in this paper avoids that, and enables
Alaska to lake a more surgical approach to royalty policy,

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

and in fact ranks 48th out of 101 fiscal systems studied worldwide in its impact on field
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rate of return, Little Report at 10, 150. “The Alaskan terms,” moreover, “do not
provide any incentive for the development of marginal fields.” ld. at 172

The reason is this: Alaska demands money up-front, before the field recovers its
capital investment, irrespective of the impact of that demand on the field’s ability to
recover its investment within a commercially reasonable time. ld. at 91 (“A single
royalty rate," Little concluded, “can make marginal fields uneconomic to develop.”)

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

Moreover, and as Chart 13, ante, illustrates, given the typical production profile
of a heavy oil well, targeting initial capital recovery, instead of spreading relief over
field life, benefits the state as well. Because production will be initially low, but
sustained over an extraordinarily long period with an unusually gradual decline rate, the
state can expect to receive full lease royalties for a majority of total well production.

3. The Certainty Criterion

The proposal requires no application or agency review. The suspension is

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

The suspension will be immediately available for any new heavy oil well drilled
on the North Slope after June 30, 1996. And, at least at Schrader Bluff, industry is
capable of responding to the initiative quickly. Because the infrastructure necessary for
additional Schrader Bluff development is in place, additional heavy oil drilling could

begin within months of the proposal’s enactment.

AN OPPORTUNITY TO DEVELOP ALASKA’SHEAVY OIL RESOURCES
PAGE 33



5. The Credibility Criterion.

Royalty suspensions, Arthur D. Little concluded, “will encourage field
development,” and are “particularly effective for marginal fields" when they are tied to
specific amounts of production. Little Report at 192. As the following table indicates,
production tax and royalty suspensions have served as a principal tool for oil producing
jurisdictions seeking to encourage investment in marginal properties: 2y

LLRRILRRITSRTIORTTII]

‘7 Most oil producing states do not themselves own significant oil-producing property, and thus
the production or severance tax is the principal source of those states’ take. As a result,
suspensions enacted in other states generally apply to the severance tax, rather than to privately-
collected royalties,
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Production Tax and Royalty Suspensions in OtherJurisdictions

Jurisdiction Investment Targeted Length of Suspension

United States GulfofMexico deep-water ~ Variable, depending on
wells water depth
Texas High-cost gas wells 10 years
Utah Wildcat wells First 12 months
Utah Development wells First 6 months
Oklahoma Horizontal wells Until payout
Oklahoma Enhanced oil recovety Until payout
projects
Montana Horizontal wells First 18 months
Mississippi Discovety wells First 5 years
Mississippi Re-activated wells First 3years
Kansas Tertiar){ projects and Life of the project
shallow wells
Kansas Discovery wells First 12 years
Arkansas Discovety wells First 5 years

According to the Texas Railroad Commission, its 10-year production tax
suspension for high-cost gas wells netted that state, for the period 1989-93:

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

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

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

0 104,000 new additional employment years created over the
period; and
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0 $12 billion in additional economic value generatedfor the
state of Texas over the period. 1/

As originally enacted, the Texas incentive was to expire in 1996, Based on its
fiscal track record, the Texas legislature renewed the incentive this past year for an
additional six years.

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

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

The Effect of Royalty Suspension on Schrader Bluff
Development Decisions

With no royalty suspension With 5yr suspension

Chart 14

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

period close to a commercially reasonable five years.

The Effect of Royalty Suspension on Schrader
Bluff Economics

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

Chart 15

The five-year suspension thus seems sufficient to at least make Schrader Bluff
development competitive with other industy investment opportunities. It appears to put
that endeavor over the hurdle rate-an accomplishment that, as discussed ante, does not

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

£ConoMmIcs.

It does so, however, by the thinnest of margins, suggesting that the proposal
satisfies the necessity criteria as well. That’s perhaps best illustrated by the $115,000
positive net discounted cash flow projected on Chart 15, which is presented on a per-
well basis. With each new heavy oil well costing perhaps $2 million, that $115,000

translates into slightly more than a 5% profit for any given well.
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The suspension proposal’s fit with the necessity criteria—that is, with the concept
that the state should leave nothing on the table-can be seen in three other ways:

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

Moreover, and by the very nature of the suspension proposal, the state is better
assured a full share of any increased profits caused by either technology or
unanticipated oil price increases. With full lease royalties commencing in each well’s
sixth year of production, the state’s risk of losing its full share of any unanticipated
profits ends after five years. Conversely, simply reducing the lessee’s royalties over the
life of the field-to, say, 5%-would expose the state to that risk for over 40 years. And,
the consequence of that difference is magnified by the fact that both oil prices and the
state of technology are more predictable in the short run than over a four-decade period.

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

increased production, since it would occur later in field life.
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2. Comparison toOther Incentives.  AsChart 16 shows, a 5%royalty

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

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

$1,500

Because of their low W §m

initial production rates %

HB3S 5iRydy

and slow decline rates, Char: 16
heavy oil wells are

better suited, from a landlord’s perspective, to a finite royalty suspension at the outset of
production than to a reduced royalty over the life of the field.

3. Return to the State. This paper began with Chart 2, which compared: (1) the
$60 million in royalties that the state could expect to receive from the limited Schrader
Bluff production forecast by DNR in the Spring of 1995; to (2) the $425 million in
royalties that the state could receive from development of Schrader Bluff under the
unit’s business plan, even with a five-year royalty suspension.

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

successful partnership--considerable net benefit to both partr ,rs.
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For its part, industry has already contributed about $270 million to that
partnership through the Schrader Bluff and West Sak pilot projects. And most recently,
BP won a $1.6 million U.S. Department of Energy Grant-to which BP will add $9
million--to further refine heavy oil recovery technology.

Moreover, if development occurs, BP and OXY will contribute another $550
million capital investment, and on a project basis won’t recover that investment for at
least seven years. Thus, the state, which will begin receiving full lease royalties on
initial wells at the beginning of the project’s sixth year, will see a positive net cash flow

from its heavy oil partnership sooner than will its industry partners.
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VI, Conclusion

Some decision about Alaska’s heavy oil reserves will be made this year-since,
as we’ve seen, even a decision to do nothing carries its own risks, and ought to be a
conscious choice, if that’s the choice made, indeed, waiting-to-see may present the
highest stakes of all, since it is the only alternative that risks losing the entire resource.

Governor Knowles has provided a critical catalyst for this debate-a debate that,
given the magnitude of the resource, warrants legislative involvement.  And that
discourse is likely to yield the best possible answer if it remains guided by three
overriding issues:

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

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

o Ifimmediate development is in the public interest, what form of
royalty structure will best meet the seven criteria discussed in
this paper?
Irrespective of the outcome, the fact that the State of Alaska is about to have
such a business-like discussion, as discussions between potential partners should be,

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

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

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

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

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

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

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

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

2. On_the other hand, HB 207 did not purport to solve evely development
challenge facing the state and the oil m,dustlz. That is vmay for example, (Governor
Knowles charged his Oil & Gas Policy Council to address additional royalty
management issues after the law had passed. Specifically, the state made a consCious
choice, last session, to address heavy oil development séparately through the Council
and the responsible legislative committees; and

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



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

~ Lastly, resorting to_discretionary agencK, relief would satisfy neither the
certainty nor immediacy criteria that, as the white paper explains, are critical to
stimulating heavy oil development during the current window of opportunity presented
by existing unit Infrastructures, reasonable TAPS 8|pellne_tar|ﬁs, and the’momentum
occasioned by the Tract 14 pilot project and BP's 1994-5 drilling program.

Q. Milne Point already pays no severance tax because of the economic limit factor.
ISn'troyalty reliefasking too much?

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

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

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

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

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

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

it would seem that the state would not be paying much ofa price at all.
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Q: OXY received a roYaIty reduction through a 1994 settlement a8reement that
restricted its right to applyfor additional reductions from DNR. Isn't OXY's support
ofa royalty suspension ari end-run around that agreement?

The 1994 settlement agreement returned OXY's Milne Point royalties to the
same rate that the state had promised when OXY's predecessors acquired an interest in
the Milne Point leases b/ competitive bid in 1969. ' The lease royalty rate was, andfor
OXY Is now again, 12.5%.

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

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

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

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

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

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

_ OXY maintained its minority 8.81% interest in the unit, and in July, 1994 the
||t|gat|on settled.  OXY's royalties ‘were returned to the same 12.5% rate that Alaska
had promised OXY's predecessors back in 1969, when the leases were issued.  The
setflement, however, urn personal to OXY. BP remained obligated—and remains
OPf“gte% tloday-to pay a 20% royalty on its majority share of production from the eight
affeCted leases.

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

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

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

And in any event, the question is academic, because if HB 325 is enacted, the
state will still en*oy the full benefit of its bargaln. The proposal would apply only to
new heavy oil wells drilled after June 30, 1996. DNR's production projections have, as
recently as March, 1995, assumed thatfuture Schrader qufgroducnon will be limited
to the Unit's Rre-emstln% Tract 14 pilot project. Thus, HB 325 would not affect any
production that DNR Delieved would ocCur when 1t entered into the Settlemerit
agreement in 1994, /

In the scheme of thln}qsL this question is tangential to the heavy oil debate-after
all, OXY owns but an 8.81% interest in one heavy oil field. Moreover, one needs to
remember that the initiative for this discussion came notfrom OXY, butfrom the state
itself. -OXY was invited to participate in the debate over state oil p0_||cy initiated by the
introduction ofHB 207 and creation of the Oi| & Gas Policy Council, and it has alwaKs
been forthcoming on this count in its discussions with both the administration and the
legislature. OXY, like an}/_one, i subject to new laws, and it welcomes the opportunity
to exercise its right to participate in public debate over oil and gas legislation.

V Indeed, when the settlement agreement was entered into, DNR was not only projecting that no

further development of Schrader Bluff would occur beyond the Tract 14 pilot project—it had

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

Historical and Projected Oil and Gas Consumption, February, 1994 at 6-7.
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Q. How can we be assured that, if this initiative passes, our heavy oil reserves will
actually be developed?

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

Industiy, however, does have a considerable stake infollowing through. First, it
has already invested about $270 million in he_aV){] oil pilot projects—an investment it
would plainly like to recoup. Second, lessees with heavy oil reserves dofeel some sense
of urgency. "They know that, given the rlﬂht economic climate, ANS heavy oil reserves
are more” valuable now than perhaps they'll ever be. There is an existing on-site
Infrastructure now; transportation costs aré tolerable; and the momentum spawned b
the Tract 14 pilot project and BP's recent dnlhnc}; rovides a stimulus to additional
development that may well evaporate in a climate of disinterest.

_Successful development of North Slope heavy oil is dependent on industry's
ability to increase production rates and lower production costs, and the state's interest
in crafting a workable royalty structure. Section Il of the white paper explains how
industiy |_s,m,eet|n% its obligations in that resPect, and by enactment of an effective
royalty initiative, the state would have done all it can. In"that event, heavy oil would
not be lightly disregarded by industiy.

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

Q: Why isn7thisjust another industry giveaway?

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

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

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

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

 Andfrankly, that is all to Alaska's advantage. The gene pool of Alaska’s ol
industiy is shrinking, and that's unhealthy. Conoco gave up on Alaska in 1993, and
other companies have considerably reduced their Alaska presence, laying off hundreds
of Alaska employees over the past several years. The energetic parficipation of new,
independent companies in Alaska’s economy should be encouraged—both for its own
sake, and to senda clear message that Alaska welcomes active, involved newcomers.
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AMENDMEN
OFFERED IN THE HOUSE BY REPRESENTATIVE BROWN
TO: CSHB 325(0&G) " J

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

Insert "When an exemption from payment of royalty is obtained on the production of
heavy oil under this subsecdon, for a period of 20 years after the last day on which a royalty
payment exemption is allowed under this subsecdon a lessee may not claim or obtain the
benefit of an adjustment of royalty on the production of oil under contract or any other

provision of law authorizing a royalty modification."
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CSHB8 325 Fiscal Note Analysis
February 13, 1996
Page 2 of 2

Analysis of Eill/Prcgram Effects

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

Scenario #1 Scenario 42
Holiday Ensures Large Scale Heavy Oil OevelODment Wculd Have Occurred
Development Which wculd Otherwise Without Koiiday
Not Occur
Incremental Royalty Imoact Incremental Royalty Impact
(Millions S) (Millions S)
1997 0 0
1998 0 -0.3
1999 0 -2
2000 0 -7
2001 0 10
2002 0 -1S
2003 1 -22
2004 2 -25
2005 7 -21
2006 12 -15
2007 19 -10
2008 19 -7
2009 23 -3
2010 25 -1

Clearly if the holiday is needed to attract the investment, the payoff to the State is long term
since no significant added royalty income will flow into the treasury until well into the next
decade. At the same time Scenario #2 could be characterized a potential revenue loss
scenario and effectively puts a price tag on the likely subsidy to Schrader heavy oil production
using the Department of Revenue production assumptions.

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

OFFERED IN THE HOUSE BY REPRESENTATIVE BROWN

TO: CSHB 325(0&G)

Page 1 line 10, after "baseline.":

Insen "When an exemption from payment of royalty is obtained on the production of
heavy ail under this subsecdon, for a period of 20 years after the last day on which a royalty
payment exemption is allowed under this subsecdon a lessee may not claim or obtain the
benefit of an adjustment of royalty on the production of oil under contract or anv other

provision of law authorizing a royalty modification."”
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The Honorable Mark Hanley
Alaska State Representative

March 22, 1996

Page 2

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

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

delete "“finished goods"
insert "industrial commodities”

Page2 line22 Qp r~°A -Cn d COT

insert after the word "performed": AN

Vi.*laPt?\ . A (AoQ "

1continue to have concerns with the overall approach taken in the legislation and the proposed 500
k/d, S15b and 10 year open window trigger points. | still believe that HB-207 is the proper vehicle
to determine both the need for, and level of, royalty relief. Heavy oil has an important role to play
in the future on the north slope. Hopefully we can continue to discuss our differences and reach a
common understanding.

Sincerely,

M h S -— do-P -
A-'Kenneth A Boyd * () °

Director 0\\

Bk
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CS FOR HOUSE BILL NO. 325(0&G)
IN THE LEGISLATURE OF THE STATE OF ALASKA

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

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

Sponsor(s): REPRESENTATIVE GREEN
A BILL

FOR AN ACT ENTITLED
"An Act authorizing exemption from payment of royalty for initial production of
a portion 0? the heavy oil produced from wells on the Arctic Slope; and

providing for an effective date."

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

* Section 1. AS 38.05.180 is amended by adding a new subsection to read:
(dd) Notwithstanding any other provision of this section or any provision in
a lease, unit agreement, or other agreement between a lessee and the state that
establishes an obligation to pay royalty on production, royalty is not payable, under the
conditions and to the extent described in this subsection, for the production of heavy
oil that is removed or sold from a lease or leases located north of the Umiat baselineTJ H 6
JjFor purposes of this subsection, "heavy oil" means oil having a weighted average equal
to or less than 20 degrees APl gravity as the term "API gravity" is defined inj
(AS 43.55.900. UndeFjthis subsection, the exemption from payment of royalty applies
[fty Jo3j only to the portion of the [value at the wellhead, net of eligible field
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Representative Joe Green

Sponsor Statement
%

HB 325 - Heavy Oil Royalty Holiday

HB 325 allows the producers of heavy oil to forgo the payment of
royalty to the state on the first 500 barrels of heavy oil produced each
day, for a period of five years. The heavy oil considered in this bill is
a thick, tar-like hydrocarbon that is more difficult to produce than
the lighter, more conventional oil and gas. The purpose of
suspending the royalty is to encourage the lessees of heavy oil
deposits to do field research and hopefully develop the maximum
amount of recoverable oil in a timely manner.

HB 325 requires no application, the suspension is automatic. In order
to receive the suspension the producer mustsimply submit
documentation to DNR certifying that the oil produced meets the
definition of "heavy oil" and monitor the production rate to satisfy
the requirements in the bill.

HB 325 sends a message to potential investors world-wide that the
19th Alaska Legislature supports the development of heavy oil.
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CS FOR HOUSE BILL NO. 325(0&G)
IN THE LEGISLATURE OF THE STATE OF ALASKA

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

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

Sponsor(s): REPRESENTATIVE GREEN
A BILL

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

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

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

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

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

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

(AS 43.55.900. Under]this subsection, the exemption from payment of royalty applies
(fc) [(1j only to the portion of the (value at the wellhead, net of eligible field
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1 cost deductions! as calculated for the month of production, for the first 500 barrels of
2 daily production of heavy oil from the well, that, for the period beginning on

3 /I ( (A)] the effective date of this section and until December 31,
4 1996, does not exceed $15 per barrel; and

5 /"i\ .(B)'\the first day of the calendar year dur?i#ng each calendaf year
6 beginning January 1, 1997, does not exceed the amount specified underj(A) of
7 this paragraph/as adjusted for inflation or deflation; in making the adjustment, the
8 department shail, not later than Ff?bE)uary 15 of each calendar year* calculate and
9 apply to the amount set out inl(A) of this paragraph; a/chringe in the dollar
10 amount to the extent of the change in the producer price index for finished goods
11 compiled by the United States Department of Labor; the index for January 199
12 is the reference base index;

13 £S 1(2)_’only if the actua fFIJri]Iing of the well from which the heavy ail is
14 produced _bggan on or after July 1, 1996, and before July 1, 2006; f Fg?r *yri-t f | eIt i
15 (U (3 only to heavy oil produced during the first 1,825 days of well
16 operation after the start of production of oil from the well, as reportegd,to the Alaska Qil
17 and Gas Conservation Commissionand ~ E 'V' ' ™ 'Axn o (-

is ILL 1" “or awe on*y "essee

19 <\ (A) submits with its royalty report for the first month for which
20 the exemption from royalty payment under!(l) - (3) of this subsection is claimed
21 and with subsequent royalty reports at quarterly intervals for so long as the
22 A A-\A?\/\ermption continues, oil gravity test results performed during the period for
23 : whj”tkje royalty report is filed demonstrating that the oil tested is heavy oil; the
24_\°\\ report must be in accordance with the standards for measurement and testing set
25 out in the regulations of the Alaska Oil and Gas Conservation Commission; and
26 (\ L f(B)jmaintains, for a period of at least two years after the last day
27 of the royalty payment exemption authorized by this subsection, records of
28 production that show the actual date that drilling of the well started, the daily
29 production from the well, and the API degree gravity data, and allows the
30 department to inspect the records during regular business hours/ 'ey  ¢-"a
31 *Sec. 2. This Act takes effect immediately under AS 01.10.070(c).

CSHB 325(0&G) 2 HBO325b
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Representative Joe Green
Duma 10

Sponsor Statement

y>

HB 325 - Heavy Oil Royalty Holiday

HB 325 allows the producers of heavy oil to forgo the payment of
royalty to the state on the first 500 barrels of heavy oil produced each
day, for a period of five years. The heavy oil considered in this bill is
a thick, tar-like hydrocarbon that is more difficult to produce than
the lighter, more conventional oil and gas. The purpose of
suspending the royalty is to encourage the lessees of heavy oil
deposits to do field research and hopefully develop the maximum
amount of recoverable oil in a timely manner.

HB 325 requires no application, the suspension is automatic. In order
to receive the suspension the producer must simply submit
documentation to DNR certifying that the oil produced meets the
definition of "heavy oil" and monitor the production rate to satisfy
the requirements in the bill.

HB 325 sends a message to potential investors world-wide that the
19th Alaska Legislature supports the development of heavy ail.
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Mr. John Morgan Mr. Edward J. Rehm
BP Exploration (Alaska) Trc OXY USA Inc.
February 9, 1996

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

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

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

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

4 Back-up data and analysis for the SO0.72/boi associated facility cost, including an
explanation of the calculation used. This component should be also thoroughly
documented in the Schrader Bluff development economics.

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

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

Schrader Bluff pool development. It is the Division’s understanding that the decision to
develop the Schrader Bluff is not made on awcll-by-wecll basis. For example, M.
Pnlicky testified that development of the Schrader Bluff pool would require upgrading of
the ccniral production facility serving all horizons in the unit. BP and OXY should each
provide the Division with the complete analysis of the whole project, including any
documentation describing the "full development scenario™ of 350-400 wells presented in
OXY’s Critical Assumption sheet versus any documentation describing the 230 well
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(907) 564545

Representative Joseph Green

Alaska State Legislature

716 W. Fourth Avenue, Suite 350

Anchorage, Alaska 99501-2133

Dear Representat

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

Although specific marginal fields would have differing degrees of economic and public sector
impacts, the general conclusion about the significance of developing marginal oil fields is important
to note.

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

Additionally, when compared to the state's natural resource revenues and management expenditures
of fishing, lands, wildlife, mining and timber, the marginal oil field is the only case where resource
management costs are covered by the revenues generated, and the substantial revenues are available
to contribute to the general costs of the government (see Figure 58 in attached summary).

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

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

Sincerely,
James A. Palmer

Dicector, Extemnal Affairs
Alaska



MARGINAL OIL FIELD DEVELOPMENT:
THE ECONOMIC IMPACT

EXECUTIVE SUMMARY

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

This conclusion is based on an analysis using existing information about the
economy and public sector combined with a description of a hypothetical marginal oil
field. In reality, each marginal field would have different characteristics, and the actual
economic and public sector effects would differ from the description in this study.
However, given the economics of field development, this study demonstrates that the
general conclusions are consistent with a broad range of assumptions about both field
characteristics and the economy.

The purpose of this study is to provide a framework for analysis of the
economic effects of new, small marginal oil fields which may be typical of new
petroleum industry activity in Alaska. The analysis is generic and hopefully will lead
to more detailed and specific studies where appropriate. Some of the information used
to develop the parameters for the analysis come from the ongoing study of the
Badami oil field on the North Slope. Since that project is only in the earliest stages of
its evolution, it would be inappropriate to interpret this analysis as a study of the

Badami prospect.

The study examines a hypothetical marginal oil field on the North Slope with
anticipated recoverable reserves of 100 million barrels of oil. We assume a total
development budget of $320 million, most of which would be spent in a two-year
period during which the initial wells would be drilled, the pipeline constructed, the
modules fabricated and put into place, and the operating facility built. Production
would subsequently continue over a 20-year period at a cost of $320 million. In the
early production years, the drilling of wells would continue and after year 5, the
drilling activity would switch to workovers of the existing wells. The purpose of these
development and production cost figures is to calculate economic effects, and they
should not be interpreted as reflecting the actual costs associated with any particular

field.

Although some expenditures, in particular module fabrication and equipment for
the modules and pipeline, would be purchased outside the state, much of the work
would be carried out onsite during both field development and production. These tasks
include site preparation, pipeline and module installation, and well drilling; and all have
a large labor component. During production the operation of the field and drilling
would continue around the clock so the number of workers employed would be 4
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times the number of jobs to be done onsite. The development and production jobs
would require highly trained and skilled workers so wages would be high and some
specialized jobs would, of necessity, be filled by workers from Outside. Based on
current experience, the share of jobs going to residents would be high, but some

workers would choose to live outside the state.

Other costs associated with field development and production would generate
sales, employment, and payrolls for Alaska vendors providing supplies, equipment,
and services to the owner company, the oil service companies doing the contract
drilling and other work, the construction contractors, etc. A large portion of the
economic effect of marginal field development would come from the recirculation
within the economy of the high payrolls paid the North Slope workers. These payrolls
would generate sales, jobs, and tax base in the communities where the Slope workers

live.

Figure 1 shows the size and composition of Alaska employment and payroll
which the development and production of the field would generate after subtracting
onsite jobs likely to be filled by nonresidents. Field development would be spread over
several years, so the number of annual average jobs produced in the peak year would
be about 500 with a payroll of $25 million. As the figure shows, the majority of those
jobs would be offsite in vendor businesses, in the communities where the workers
reside, and in the public sector. During production the number of jobs would fall to
under 250 for an average year, and the pattern again is that most of the jobs would
be offsite. However, in both the development and production phases, the payrolls are

concentrated onsite.

The actual economic impact in a real situation would depend on the
development and production plan as well as the resident share of employment and
purchase of other inputs. But once the field size has been estimated, the budget and
with it the economic effect would be constrained within a narrowly defined range.
Basically the budget must be economically feasible, and the economic effect would
flow from that budget. While the economic effects are clearly defined once the
development strategy has been identified, the revenues that the field would generate
are much less so since they are sensitive to actual, rather than anticipated,
production, wellhead price, and the tax and royalty rates in place.

The range of variation of state revenues from production, primarily royalties but
also the state share of the property tax and the corporate income tax, in response to
variation in these parameters is shown in Figure 2. For example, if over its life the field
were to produce 150 million barrels, the wellhead averages $8.31 (1995 $) and the
royalty rate is 6%, production revenues would be $84 million. Forthe range from low
to high price, production, and royalty, the range of production revenues is $29 to

$328 million.

Two other sources of revenue, from the "full pipeline effect" and the payrolls
generated by the new jobs, are less volatile and significant. Adding production from
a marginal field to the existing throughput of the Alyeska pipeline marginally reduces
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the tariff on existing throughput and increases its wellhead value. This "full pipeline
effect" would increase severance tax and royalty revenues from production from all
North Slope fields. The payroll generated by the marginal field activity represents atax
base which could be tapped to pay some of the state government costs imposed by
the new workers and their families. Although the state currently has no vehicle to
allow these workers to pay for some of the public services they receive, the tax
capacity represented by their payroll should be included as a potential revenue source.

The costs to state government from marginal field development consist of
management costs such as environmental monitoring, tax auditing, etc., and more
importantly the costs of providing services for the families of the new workers both
onsite and in Alaska's urban centers. These costs can be divided into those which
support oil industry families, vendor families, and other private and public workers in
the urban centers. The public management costs are about $7 million, and the
population-related costs are about $4.4 million, totaling about $51 million.

These public sector costs are contrasted with the range of revenues which the
field could produce over its life in Figure 3. Subtracting the costs from the revenues
yields a range for the state revenue "dividend" (Figure 4), which is the tax base
generated by the marginal field over and above the amount necessary to pay for the
costs of state government imposed by the field. The "dividend" ranges from $1 to
$300 million depending upon production, price, and royalty rate.

Figure 5A shows the range of production revenues introduced as Figure 2,
converted to an annual equivalent. It contrasts the potential range of revenues for the
marginal field with the total annual revenues to the state generated by other natural
resources based on a recent analysis of the sources of state revenues prepared by
Legislative Research in 1993. The range for the marginal oil field is clearly consistent
with the total revenues to the state from most other natural resources.

Finally, Figure 5B compares the state's natural resource revenues from various
resources with the state's resource management expenditures for those same natural
resources. The marginal oil field is the only case where resource management costs
are covered by the revenues generated, and the substantial revenues are available to

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

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

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

June 21, 1995
JUL 05 1995

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

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

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

This measure proposes a simple yet effective incentive for independent producers, including those
in California, to invest in heavy oil projects in Alaska. As you know, approximately two-thirds of
California’s oil production is heavy oil and this state’s producers know only too well the difficult

investment climate for heavy oil and the large role incentives can play in stimulating such activity.

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

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

Sincerely,
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Tre \bice of Interior Alaska

W est Sak’s oil
powerful magnet

Giant field
draws money,
but not profits

By BRIAN O'DONOGHUE

Staff Writer

Like mythic knights tugging on
the sword in the stone, North
Slope oil producers keep
reaching, without payolT, for the
tantalizing rewards locked in
the shallow sands of Alaska'-,
West Sak.

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

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

The staggering size of West
Sak, and the similar Ugnu
sands, has caused some environ-
mentalists to view the North
Slope's heavy oil formations us
sleeping giants, whose develop-
ment could offset Prudhoe's de-
clining production. Those
opposed to permitting explora-
tion inside the Arctic National
Wildlife Refuge point to Wes
Sak's proven reservoir 0s r

WEST SAK: THE ELUSIVE BONANZA

Sourct: AICE AUtU I Epicy»i>on
ready alternative source of oil
reeded to keep the trans-Alaska
pipeline in business.

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

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

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

Gina Moor*

expert Bill Van Jyke. "It's a
lot of oil and there is some pro-
duction, but the individual
wells just don't produce at a
very high rate.”
Money down the hole
Beginning in 1981 Arco
spent nino years and some
$200 million sinking 13 wells
into West Sak. The company
pumped more than a million
barrels of oil, before admitting
defeat, Kerr told the Senate Na-
tural Resources Committee.
"The pilot project was a tech-
nical success but an economic
failure," he said. "The cost...
was too high to continue produc-
tion from even the best part of
the West Sak formation. The
pilot was abandoned in 1986
and production never resumed."
By all accounts, the best com-
mercial prospects reside in the

Dividend time: when dreams

By ROSANNE PAGANO
Associated Press Writer
ANCHORAGE—Tho calendar
says autumn but for Alaskans it’s
the windfall time of year, when
permanent fund dividends arrivo
and—if you're Ambler writer
Nick Jans—visions of Visqucen
dance through your head.
"Basically, my dividend check
defrayed the packing and loading
costs for the air charter that all
my building supplies came in
on." said Jans, a magazine co-
lumnist and nature book author

INSIDE

who teaches school during the
day, writes at night and builds
his new house in between.

Tho charter itself cost $13,000,
Jans said. The home, with its
tongue-and-groovc flooring, cu-
taway loft and view of the Kobuk
River headwaters, ought to be
ready by Thanksgiving. "This,"
he says, "is a real house."

The annual dividend—which
this year totals $990—is the stuff
Alaska’s dreams are made on.

State surveys show that about
half of us use tho check, paid

Supply of pumpkins

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

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

[BS)

| ) )

eastern portions of West Sak's
300-squaro-mile field, whet s the
oily sands rest 4,000 to 4,500
feet below the surface, or about
3,000 feet above Kuparuk. Co-
noco and, more recently, BP Ex-
ploration. have attempted to
cash in on the heavy oil using
their Milne Point facility to sink
wells into the section of the field
known os Schrader BluIT.

"It's deeper in the ground, so
the temperature is a littlo
warmer," BP’s field asset ma-

"My divid nd is going right
into the dog barn," said top-
ranking Iditarod Trail mushor
PeeDee Jonrowe.

The building at Jonrowe's
Willow kennel is a just-finished
two-stoiy affair, with an apart-
ment for her dog handler above
and a warm sleeping nroa for her
team below.

"I'm so excited," Jonrowe said
at the prospect of being able to
keep her arthritic dogs comfy in
the 24-foot-by-24-fool insulated
barn. "Last year, | had as many
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TRICKS

for Heavy Oil

O
nager, Howard Maysori, said of
the heavy oil accessible through
Milne's wells. "So it flows a
little easier."

But any advantage is relative,
Mayson said. Even in BP’s
sweet comer, West Sak's heavy
oil "flows 40 times worse than
Prudhoe Bay,"

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

Oil. Pogo A7

become reality

PUTEKI

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

Abit of basking is what former
Anchorage school board member
Theresa Obermcyer has in mind
with her family's six checks—one
each for her and her husband,
Tom, and their four children,
aged 9 to 13.

Obermcyer says last year she
parlayed the dividends into Mar-
kAir travel coupons, but the

move made hmwﬁ
n

S
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OIL: Giant West Sak draws money

Continued from P»g* Al

added a grand total of 3,300 bar-
rels a day to the company's Milne
Point production. The effort was
undermined by a costly series of
equipment breakdowns. The
worst problems arose with the
submersible pumps inserted at
the bottom of tho well shafts to
force the thick oil to the surface.

"“Conoco's pumps were lasting
from one day to a couple of
months,” said Bruce Policky, ax-
ploitation manager of BP Explo-
ration, which bought out
Conoco’s Milne Point investment
in 1993. “Sand would come in,
just plug up the pump, and the
motor would burn out.”

Each of the long narrow 150
horsepower pumps is "worth the
better part of $100,000," ac-
cording to Mayson. The dollar-
value of that loss is magnified by
the difficulty of inserting replace-
ments deep In the well. "So
that's why you want them to last
as long as you can."

Conoco's appetite for West Sak
oil was curbed by the continuing
pump failures. "We needed about
a two-year-pump run to keep
costs down for a chance at being
economic,” recalled Hastings,
who now serves as oil and gas di-
rector for CfRI, a regional for-
profit native corporation.

Schrader Bluff chief John
Dillon is one of several Conoco
employees who stayed on with
BP when the field changed
hands. "We've had the benefit of
all of their mistakes," he said.
"It’s all part of the learning
curve."

BP’s team has managed to
boost Milne’s heavy oil produc-
tion to about 4,000 barrels a day,
with individual wells now ave-
raging about 200 barrels daily, or
less than one-third the output of
most Kuparuk wells. A mixture
ofnew and old tricks is evident in
BP’s current West Sak ctfort,

A warming device, similar to
heat tape, prevents freeze ups os
the thick oil passes through some
2,000 feel of permafrost. Gravel
filters inserted at the bottom of
each well restrain the eands like
b coffee filter.

"We haven't had a (pump) fai-
lure since we've been running the
field,” Mayson said. "We have
two wells where the pumps are
approaching five years. We'd like
to see five year runs be the rule
of the day."

Individual well o. ; it has
shown improvement from
blasting water down into the for-
mation, a technique known as
Fracpack, which penetrates and
opens a pathway Ior the oil's re-
*- val, Policky Baid. "All of that
sZ’id fractures and creates on in-
terstate highway back to tho

Schrader Bluffs operators are
considering other innovations, in-
cluding injection of bacteria,
Dillon said. "The idea is to put
friendly bugs down into wells and
see if we can change some of the
oil qualities.”

Bugs Lithe goo

The slope’s heavy oil isn’t just
colder than' the crude presently
filling the pipeline. Even at room
temperature, West Sak oil is
thick and viscous, less gassy and

possessing fewer so-called lighter
petroleum ends. These qualities
are due, in part, to a bio-degrada-
tlon process, which Dillon attri-
butes to "bugs" naturally
present in West Sak’s shallow
formation. "Tho lighter ends of
the oil are being attacked by bac-
teria. Essentially tha bugs are
eating and enjoying themselves
atyour expense.

Not only is heavy oil more dif-
ficult to extract, it yialds less ga-
soline and other premium
products, reducing its value to
Slope producer’s by about 60-
cenla-a-barrel. "More of it ends
up as heating oil," Mayson said.

Given the Investment disin-
centives, some lawmakers are
talking about cutting producers a
break on Alaska’s heavy-oil. Rep.
Joe Green, R-Anchorage, has in-
troduced legislation to declare a
"royalty holiday" qualifying
wells.

"There's a significant reserve
of heavy oil if we can make it
more profitable,” Green said.
"There might be more interest
from producers if they knew they
could recoup their investment
faster, say, in a 4*5year period."

Green's bill is scheduled for a
hearing later this month.

The state’s natural resources
chief, John Shively, said heavy oil
formations are suited to the
royalty adjustments Lawmakers
authorized last session.

"We developed tho royalty in-
centive bill with things like West
Sak in mind," Shively said. "It’s
a well-delineated pool, where you
could look at the economics and
make a decision. Developing tech-
nology might allow the state to
capture the up side as well, the
commissioner noted, referring to
the provisions for raising royal-
ties If a marginal field becomes a
money maker.

Richard Fineberg, on indepen-
dent North Slope environmental

and oil policy analyst, contendn
that producers downplayed West
Sak's .potential in tbeir recent
congressional testimony to
strengthen arguments that
ANWR oil is needed to shore up
the viability of the trans-Alaska
pipeline,

“Given all the problems it
(West Sak) faces, Arco first said
prices had to be $35 per barrel,"
Fineberg noted. “Then it was
$25. Now at $20 they're looking
at it again. Why do we presume
they can't overcome the bar-
riers?"

Journalist Debbie Miller, who
coven North Slope oil issues and
opposes ANWR development,
urged Congress to heed the bul-
lish assessment from Occidental,
one' of BP's Schrader BIuff
partners.

"The West Sak formation is a
sleeping giant,” Miller told Sen.
Frank Murkowski’s committee.
“If the reason for invading the
refuge is to find oil, we’ve already
found it near Prudhoe Bay.”

Arco is weighing a now West
Sak pilot project, spokesman
Ronnie Chappell said last week.
“No decision’s been made. We're
at the point in our planning cyclo
where people are putting forward
their projects for next year's
spending.”

But Mayson cautions that no
one, including BP, has proven
that money can be made on West
Sak oil.

"Arco and Conoco spent more
than $120 million apiece. Essen-
tially they lost that money and
we haven’t made a go of it yet,”
Mnyson said. "In early 1997 wo'll
come to the decision point on
whether or not we can make the
case for the next level of produc-
tion.

"l personally think that if we
don’t make a go of it, majcr com-
panies will go cold on West Sak
for tho next decade.”

&t SPFORT SHOW

Saturday, October 7,10 a.m. to 6 p.m.
Sunday, October 8,11 a.m. to 4 p.m.
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ular when the airline quit flying
in Alaska. "Thla year, | want to
go to Hawaii,” she said. "That
really sounds iun."”

Sitka-based detective novel
writer John Straley has sun on
his mind, too, but wouldnt dare
move from rainy Southeast and
risk losing tho inspiration for his
books.

Stralny, who’ lived In Sitka
since 1977 and has receivod every
dividend issued from Alaska's oif-
wealth uavings account, says this
year he’s investing in ultra-bright
lights that ward off dark
thoughts brought on by Alaska’s
dark winters.

Usually, the family's checks go
into general income. "This year,
I'm going to buy lampe," said
Straley, who's at work on a se-
cond book for Bantam pub-
lishing. "If that doesn’t work, 1
just might get a whole collection
of aloha shirts and shorts and
walk around town in them. | al-
ways get gloomy in wintertime."

In Juneau, Susan Knowles
says family rules don't change
just because her husband was
elected governor. This year's
checks will once again go into an
education savings account for tho
couple's three children.

"There’s usually a bit of dis-
cussion,” Knowles said Friday as
she recalled the wheedling she
and Gov. Tony Knowles wad6
through each year when the chil-
dren report how their friends are
allowed to spend $50, or $100, or
$200 out of their dividend.

JUST
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PUMPKIN
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pollen, bees took a long break
from the heat, and heat-stressed
flowers didn’t want to open,
Eaatburn explained. The result
was fewer pumpkins, or small
ones that were easily devoured by
fungi.

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

There’s one bit of comfort, he
noted. The canning pumpkins
used for Thanksgiving pies are a
different species and weren't hit
aa hard.

In other big pumpkin states
such as Pennsylvania and New
York, the large growers who in-
vested in irrigation made it
through the summer, averting an
out-and-out shortage. Still,
pumpkins are generally smaller
and more expensive, because of
the lower yields and higher pro-
duction costs.

"l know from some of the
things I've seen on the national
level that they are evidently in
short supply across the country,"
said Bill Troxell, executive secre-
tary of the Pennsylvania Veget-
able Growers Association. "We
certainly aren't going to have any
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makers It would be possi
ble for Alaska to produce

By |AN MADER
The Associated Press

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

bullish

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

M assachusetfs-bascd
Cambridge
search Associates told law-

report Wednesday

during the

Energy Re-

Chuck Logsdon

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

A10  Anchorase Dally News THURSDAY, MARCH 30, 1995

in 2005 than to-

economist
said the

e 0il

. m SURPRISES UNLIKALY: An-

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

make marginal Alaska oil
fields feasible.

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

report probably took into royalty giveaways pro- fields

account a trend toward posed by Gov. Tony

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

C -.mbridge

Bay and West Sac.

a presentation to
House and Senate finance
committees, Cambridge oil

indicated

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

e Alaskas oil outgut_risin

expert' Ann-Louisc

Hittle

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

before be-

down. This one

PRICE 50 CENTS

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

who saw the

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

Hittle
forecasts
ments of world oil supplv
and demand,

said company
involve assess-

and tcchn -

Please soo Back Pago, OIL

OIL: Legaslatre’s aasuant gnes lrgtview o future prodLctaon

| Continued from Page A-1

logical advances.

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

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

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

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

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

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

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

Rep. David Firijkelsteitt;*

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

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

adminjstratidrfandMidft*statejadkers

oTde& 6Tm akn

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

)Wts forecast.

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

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

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

m/\seydrajrAlasl(a. oil fieldsfim

maintains oil companies
exaggerate their need for
royalty reduction..

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

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

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

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

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

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

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

"If this stuff’s going to

.come on, why do you need

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

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

"When they forecast, it’s
mostly trend extrapola-
tion. If the trend is govern-
ments reviewing changes
on the tax side — well,
that’s going on every-
where," Logsdon said.
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HOUSE SPECIAL COMMITTEE ON OIL & GAS
January 23, 1996, 9:00 a.m.
Tape 1, Side A

REP. ROKE3ERG:  Present are Norman Rokeberg chairman,
Representative  Gary Davis, Representative Bill ~ Williams,
Representative Scott Ogan, and Bettye are you on line, can you
hear us?

REP. B. DAVIS: Yes | am

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

REP. B. DAVIS: You bet.

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

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

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

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

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

-1 -
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[THIS PORTION NOT REQUESTED]
Tape 1, Side B

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

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

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

(Via teleconference)

MR. BOYD: Yes Mr. Chairman.

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

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

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

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

REP. ROKEBERG. That's too loud.

MR. BOYD: withthe Department of Law, Bill Va

Dyke, Petroleum Manager and Mike Kotowski who is the Unit

- 2 -
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Manager. Both Bill and Mike are petroleum engineers with the
Division of Oil and Gas.

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

The presentation by OXY and -- and -- and BP does not
provide an economic analysis It does provide some numbers and
some assumptions | presume. | don't know that these
assumptions would be the same for any other operator on the
North Slope. And even if you make the assumption that this is
need then there's no basis for the term selected to cure this
assumed need.  The $15 netback, the 5 year term, the $500
barrels are all picked but with no -- no basis selected. And
it also would assume that, | presume, that the economics for
all the companies are the same for every field. Having said
that there are some unintended consequences, | think, heie. Do
these same assumptions hold that the heavy oil lake of Prudhoe
Bay, the heavy oil of the Kuparuk field, and West Sak, heavy
oil of Bedombi (ph), and Point Thompson.  These fields also

- 3 -
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contain heavy oil and this bill the way it's crafted applies to
all those fields, yet you've heard testimony from no one on
anything except Schrader bluff.  There is clearly no assurance
that the companies will do anything at all at least at Schrader
bluff. ~ There certainly is no assurance that they'll do
anything after five years. There's no assurance that
additional royalty relief wouldn't be sought after the fifth
year. In shcrt, Mr. Chairman, the administration's position is
we believe HE 207 is a better vehicle to craft royalty
reductions.  You can do a clear and convincing and detailed
economic analysis to determine need. | am not saying there
isn't a need or that itisn't avaluable tool.  There s
nothing  (indiscernible) todo. [I'mjust -- all I'm saying is
that we -- you've pickeda bunch of assumptions and made a
bunch of  assumptions withno basis.  So the Department's and
administration's position is we believe that HB 207 remains the
the -- the tool to use for royalty reductions.  Thank you

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

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

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

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

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

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

MR. BOYD: Mr. Chairman, Representative Finkelstein, the
floor is right. | mean we believe the 3 percent floor -- you
know -- at the maximum, it depends on how you look at it as a
whole.  The other provisions that would not woik at least --
for OXY and only OXY would -- would be the provision under the
settlement of the royalty reductions that | believe Mr. Benton
referred to earlier, he said there would be no -- no effect.
Well the effect would be that this bill -- (indiscernible)
after this bill they would not be able to use HB 207.  Our

- 5 -
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leases chat were changed from 20 percent to 12 and a half and |
think that was 7, these -- the bill as presented here, of
course gets rid of that provision and they would be able to use
it. So | guess the one piece that they wouldn't -- wouldn't be
able to use would be to use bi-oxyaental on those
(indiscernible).

REP. FINKELSTEIT: Thank you Mr. Chairman.

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

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

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

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

MR. BOYD: That's correct.

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

REP. ROKEBERG: Do -- Representative Williams?

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

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

REP. ROKEBERG: Speak up Bill.

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

MR. BOYD:  Mr. Chairman and Representative Williams |
talk to you about no guarantee either. I'm saying that HB 207
says that wecan to allow for production that would not
economic -- otherwise be economically feasible and it goes on,

-7 -
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in doesn't limit it to heavy oil or not to heavy oil It just
allows the commissioner to make that determination based on a
real economic analysis. If at the end of the day we may craft
something that still doesn't provide them any need or we may
provide them the need and they still may not develop it. |
mean they said here if you had this bill which they claim will
give them the relief they seek that they still may not develop
the field.

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

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

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

MR. BOYD: | can do it Representative Williams.

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

front of you? It's @ .o
MR. BOYD: | do Representative Williams.

- 8 -
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REP. WILLIAMS:  Okay, the last page of Risk of Project
Development Delay, would ...

MR. BOYD: The last page?

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

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

REP. WILLIAMS: How -- how much time?

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

REP.  ROKEBERG: Further auestions? Representative
Finkelstein.

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

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

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

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

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

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

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

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

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

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

- 10 -
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REP. ROKEBERG. Well | -- buc even in Cook Inlet there
was never a gran** of royalty reduction is that correct?

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

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

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

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

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

REP. ROKEBERG: That's correct.

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

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

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

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

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

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

REP. ROKEBERG: Okay.

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

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

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

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

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

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

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

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

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

REP. FINKELSTEIN: Thank you Mr. Chairman.

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

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

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

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

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

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

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

had the ability to obtain that kind of information, yes.

- 14 -
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REP. ROKEBERG.  And the -- but they don't include
potential development of 230 additional wells over a period of
7 to 5 >ears on the-- just the Schrader bluff alone. Is that
-- that correct, youdidn't take that into account?

MR. LOGSDON: That's correct.

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

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

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

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

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

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

RE?.  ROKEEERG: Other  questions? Representative
Finkelstein?

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

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

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

RE?. FINKELSTEIN: Thank you Mr. Chairman.

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

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

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

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

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

REP. ROKEBERG. $24 WTI.

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

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

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

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

investigation into the development planning for that -- that

Further questions of Mr.

appreciate



W hatis "heavy oil"?

Low gravity

T hick

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

C apital intensive

A focus ofcurrent debate on oil and gas incentives



Previous Heavy O il Development

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

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

e Uneconomical

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



Previous Heavy O il Experience
Conoco/Tract 14

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

Average producing rate =275 BOPD per well

*Expected Recovery = 13.5 M illion Barrels

Totallnvestment = $9.30/BBL

e Uneconomical

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



Suspension Incentives in O ther

Jurisdictions

Texas
high-cost gas (10 year exemption)

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

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

Montana
horizontal wells (first 18 months)

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

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

Arkansas
discoverv wells (first 5 vears)
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Milne Point Schrader Bluff. Finding the Keys to Two Billion Barrels
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ABSTRACT

Milne Point, North Slope Alaska, contains in
excess of 2 billion barrels original oil in place
(OOIP) in the shallow, Late Cretaceous,
Schrader Bluff Formation. This resource is part
of a larger accumulation in excess of 26 billion
barrels OOIP overlying many of the deeper
producing fields. A small waterflood pilot
presently produces 3300 barrels of oil per day
(BOPD) of 19 API oil from 2650 acres in Milne
Point. Initial average well productivity's of 350
BOPD, low by North Slope standards, coupled
with current cost, performance, and fiscal
conditions, render the resource uneconomic. A
multi-pronged approach dealing with well
productivity, drilling and facility costs, and
development incentives is underway to save
this resource from abandonment.
Technological and contractual innovations are
considered keys to success. Which keys fit the
lock will determine the development of billions
of barrels of recoverable oil.

lllustrations at end of paper
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INTRODUCTION

Milne Point is located approximately twelve
miles west of Prudhoe Bay on the North Slope
of Alaska (Figure No. 1). BPXA acquired Milne
Point from the majority owners, CONOCO and
Chevron, and began operating the field on 1
January, 1994. Occidental Petroleum continues
to maintain a minority working interest in the
field. The field currently produces 28,000 BOPD
primarily from the Kuparuk Formation, one of the
main North Slope reservoirs. The Schrader
Bluff accumulation overlies this deeper horizon.
BPXA has initiated a significant challenge to
commercialize this Schrader Bluff reservoir
following earlier attempts by CONOCO at Milne
and by ARCO to the south and west of Milne, in
the reservoir interval known informally as West
Sak.

THE RESOURCE

The shallow Schrader BlufffWest Sak/Ugnu
reservoirs overlie the main reservoirs at the
Kuparuk River, Milne Point, and Prudhoe Bay
fields. With 26 billion barrels of oil in place,
these shallow pools are larger than the North
Slope's Prudhoe Bay. The Milne Point portion
of this resource(Figure No. 2), the subject of this
paper, consists of a stacked sequence of



2 Milne Point Schrader Bluff: Finding the Keys to Two Billion Barrels

reservoirs with variable oil water contacts and
variable API gravities, covering over 32,000
acres (50 square miles). This challenging
reservoir is one of the largest undeveloped
accumulations in North America, and with even

modest recoveries, reserves must be
considered substantial.

SHALLOW SAND NORTH SLOPE
HISTORY

The Schrader Bluff discovery well at Milne

Point, Kavearak Point 32-25, was drilled by
Standard Oil of California with partners, Mobil
and Phillips in mid-1959. Although a deeper
horizon was tested, the shallower intervals were
only logged. Additional drilling concentrated on
the deeper horizons, but the accumulations
were considered wuneconomic until the
CONOCO partnership crystallized and
committed to development in the early. 1980's.
Milne Point #1 was the first to test the shallower
interval, yielding 125 BOPD of 19 degree API oil
by drill stem test. The partnership developed
the deeper Kuparuk Formation starting in 1985,
leaving the Schrader Buff until later.

Arco's West Sak pilot at the Kuparuk River Unit
attempted to produce from roughly the
stratigraphic equivalent of Milne
Schrader Bluff. Commencing production in
September 1984, an estimated $135 million

was invested in 13 wells and processing
facilities. Significant additional investments
were made in reservoir studies and project

design. The production wells averaged 120
BOPD without stimulation and about 250 BOPD
after fracture stimulation. About 0.8 MM barrels
were recovered before the pilot was abandoned
in December 1986. Difficult reservoir fluid
properties (high oil viscosity), unconsolidated
sands, and low completion efficiency
contributed to the project's low productivity.

CONOCO's Schrader Bluff pilot at the Milne
Point commenced production in March 1991.
The pilot was producing about 3,300 BOPD at
the end of 1993 when BP acquired the Milne
Point Unit. At this point, the 12 producers
averaged 275 BOPD/well of 19 degree API
gravity crude and about 3 MM barrels had been

Point's®

SPE 30289

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

RESERVOIR CHARACTERISTICS

The Schrader Bluff consists of Late Cretaceou
near shore marine sand sequences, informa;
referred to as the "N" and "O" sands. Tf
individual reservoir units are predominant!
very fine to fine grained, moderately sorte
unconsolidated quartz sands with varyir
amounts of accessory minerals, mainly ro<
fragments, mica and glauconite. The reserve
units are amalgamations of storm deposi
redistributed, for the most part, below wa\
base. Bioturbation, and burrows are common
some intervals whereas, others display fine
laminated bedding, suggesting more rap
sedimentation. Calcareous interbeds a
locally common, often associated wr
concentrations of bivalve debris.

The wupper "N* sands consist of multip
reservoir layers varying in thickness between
and 15 feet, with permeabilities rangir
between 5 millidarcies to 5 darcies. The lowt
"O* sands consist of two main sand bodies the
although are finer grained than the "N" sand:
are generally more massive and competen
These sands are more continuous ar
correlative across the North Slope than tf
thinner, more discontinuous "N" interval. Tt
"O" sands thickness varies between 10 to 35
with permeabilities between 10 millidarcies ar
1 darcy. The average porosity in all sand uni
varies between 25 to 28 percent.

The formation dips gently north-northeast at
rate of approximately 170 ft per mile. Tf
resulting monocline is broken by numeroi
faults of variable displacement, most of whic
trend north-northeast and progressive
downdrop the reservoir to the northeas
Depths range from 3500 feet - 4500 feet. Fault
generally producing offsets between 20-1!
feet comp«.lmentalize the reservoir to son



