Good Morning. I’m Carri Lockhart, Alaska Production Manager for Marathon Oil Corporation. I want to thank you for inviting me to come address this group today. I hope you all are enjoying this brilliant weather. Since moving from Texas last year, my family and I have been patiently waiting for an Alaskan summer! 
Brief pause

Today I want to address two things with you in the brief time we have together --- natural gas supply reliability in South Central Alaska, and Marathon’s ongoing efforts toward ensuring natural gas reliability. 

While our focus today is on South Central Alaska, these topics are not unique to Alaska or even the U.S.  It is clear that we are all part of a global energy market that is inextricably linked together regardless of geography.  We live in a very dynamic world where commodities are influenced globally and markets face extreme volatility. For many years, Alaskans have enjoyed unusually low natural gas prices and the market was thought to be isolated and disconnected from the effects of broader energy market influences.  But as supply and demand have tightened in this area, global influences are felt. Alaskans, like virtually all other consumers of energy products have experienced the wild upward swings as well as the dramatic reductions. It is my view that some level of change is warranted in recognition of our connection to this global marketplace in order to ensure continued long-term natural gas reliability in Alaska.  I’d like to address our view of achieving reliable natural gas.

Natural Gas Supply

Cook Inlet has transitioned from a production region with a significant over hang in natural gas supply and deliverability to a region that is in current supply and demand balance. For decades a great luxury existed with the over abundance of natural gas (that was a by-product from oil exploration). Production obligations were easily met, producers shouldered the peak demand requirements, and unusually low prices were enjoyed by the consumer. Today, the outlook is quite different. A supply gap is lurching on the horizon and Cook Inlet is in a current state of stress in terms of deliverability and peak demand.   Let me explain. Natural gas supply refers to the volume of gas available under the current production plans and market state. It is often characterized longer term such as an annual basis. Deliverability on the other hand is the rate of natural gas delivery at any specific time and place. Deliverability is an instantaneous reaction. For example, when you turn your stove on you have gas.


· Flip to Slide 4-

This graph is the most current forecast available from the Department of Natural Resources.  It shows the Cook Inlet Natural Gas Production supply on an annual basis and it also depicts the estimated annual demand by area utilities. At the current market size, the forecast would suggest annual production supply is at equilibrium with annual market demand within the next five years. This is recognized by many, thus the emphasis on the various pipeline projects in play to deliver gas from the North Slope and/or foothills area into South-Central Alaska. 
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This next slide represents the natural gas production in Cook Inlet by vintage. Twenty-five percent of the total natural gas production in Cook Inlet is from completions since 2005. 
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For Marathon, approximately 50% of our working interest production is from completions during this same period and nearly 90% is from completions since 2000. It is noteworthy to point out the declines by vintage and the fact that the recent level of capital investment in Cook Inlet has not offset the current decline. For those not intimate with oil and gas field development, it is far from an exact science. An abundance of uncertainties exist and as you continue to exploit and develop fields, lower recoveries and higher risk profiles result. Simply put, you reach the point of diminishing returns. The only way to slow the overall decline is to expand into new areas and develop new opportunities through risked capital spend. 
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Each producer has a unique portfolio of assets and associated production profile.  These differences must be recognized and embraced by the customers and area stakeholders. Commitments made in prior decades likely cannot be repeated point forward.
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These first slides generate dialogue on annual supply, but they only tell a partial story. The immediate matter for concern is the overall peak deliverability. This next slide shows the production (red line) versus actual sales (blue line). In recent years the inlet has experienced market reduction leading to a very small market, relatively speaking. We should note that the total peak deliverability rate is falling as is the overall production flexibility noticed by the narrowing separation between the actual sales vs. production. It is also important to note that the wells drilled over recent years have not offset the current decline overall in the inlet. Now considering peak daily demand over 400 MMCFD, this trend suggests that the overall system will be (or is) extremely challenged in meeting peak demand during the coldest winter periods point forward under the current circumstances. 

So, we have two issues at hand– a more immediate deliverability gap and a future supply gap. With these challenges, how do we ensure energy reliability? I believe it requires new investment, not only in new production projects, but also storage/peaking mechanisms, infrastructure for transmission -- which has been lacking investment in more traditional midstream activities such as pipeline compression, and regulatory utility backup systems -- and we must provide proper consideration to projects on the demand side such as power plant efficiency projects and consumer conservation. The focus must be on creating the means to attract new investment into this highly regulated, small-market area. 

Attracting new investment is not easy however. Exploration and development projects are based on the ability to manage or mitigate risk – subsurface risk, drilling and completion risk, capital efficiency, market risk, environment risk, regulatory risk, fiscal risk, etc. The greater the overall project risks, the higher the return expectation by the investor. 

Factors that investors consider in seeking appropriate compensation for the risk they assume include market access, market driven pricing and transparency. In Cook Inlet, the regulatory process for LNG exports and sales to regulated entities are subject to unduly burdensome procedures. The procedures may be well intended but in our view have been subjected to inconsistent regulatory guidance and bias and have been influenced by a number of provincial commercial interveners with narrow self-serving focus, which eliminates any potential reward for risk taking, and as a result, places the public at risk for supply reliability. For example, over the past 4-1/2 years Marathon has been unable to secure regulatory approval of key gas supply contracts we freely and fairly negotiated and entered into with Enstar, thus lessening the incentive to further develop gas beyond the current contractual obligations. To illustrate my point, in the APL V contract with Enstar, Marathon committed 60 BCF for 10 years which would have met all of Enstar’s unmet requirements through 2016. This contract was rejected by the regulatory commission. In APL VI we committed 38 BCF for 5 years, again rejected by the commission. Our most recent attempt, APL VII, involved a commitment up to 8 BCF for two years, leaving the utility a supply gap starting in 2011.  A two year line of sight on a secure contract makes it very difficult to justify long term projects such as exploring for new resource. Exploration projects in Cook Inlet can take 4 or 5 years between seismic and first production. 
Ladies and gentlemen, in your view does this trend facilitate more or less energy reliability overall for South-Central Alaska? How well does this outcome serve the long-term needs of the consumer? I believe a mix of contract terms and service provided is beneficial to the overall market and if allowed to continue, this current trend will bring more uncertainty to the market on both sides – demand and supply. 

In the past, producers in Alaska have taken on the onerous of full service contracts and these commitments were made under very different production scenarios. Providing full peaking deliverability is increasingly difficult technically, not to mention the significantly growing and unacknowledged cost to provide such seasonal and needle peaking service. To explain, natural gas wells are not efficient when cycled. Any time certain wells are shut-in or choked to reduce flow, they are at risk of water encroachment which can result in a loss in deliverability and total recoveries. Those of you familiar with the geology and reservoir drive mechanisms in Cook Inlet understand this significance. Although producers have traditionally committed to full-delivery requirements, this is not just a producer obligation point forward. Other parties must accept ultimate responsibility for addressing and managing their own customer needs. We have seen progression of this thinking. Unfortunately, recognition by one or two parties will not achieve the necessary results. Regulators, and policy makers must take time to understand the issues at hand and collaborate to instigate necessary material changes. 

What do these natural gas deliverability issues mean to you right here in South Central Alaska? 

Our natural gas reliability is at risk…And…it is due to a host of reasons including but not limited to access, inefficiencies across the value chain, inefficient power generation in particular, political issues, and a lack of conservation. The inlet overall has made little progress towards a global solution and one thing is for sure – maintaining the status quo will have unintended and undesirable consequences. 

So, what has Marathon done to help ensure reliable natural gas supplies for our customers?

Marathon has operated in Alaska for more than 54 years -- even before statehood.  

- Flip to Slide 10 -
We operate 9 fields and produce roughly 140 MMCFD or approximately 40% of the natural gas production in Cook Inlet. We also service approximately 35-40% of the utility needs including the Department of Defense, part which is serviced with a long-term contract signed in 1988 that terminates in 2018. We value working with all stakeholders -- including our working interest partners, the State and utilities -- toward ensuring improved natural gas supply security for our customers. To illustrate this, over the past 6 years alone, Marathon has invested more than $450 million capital in the Cook Inlet. 
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As the most active driller on the Peninsula, we have drilled or participated in 76% of the gas production wells drilled in Cook Inlet over the past three years. 
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The natural gas production from these new completions is not insignificant and Marathon has been the largest contributor in recent years. 
- Flip to Slide 14 -

In fact, unlike any other company we built a fit-for-purpose rig specifically for drilling onshore Cook Inlet.  We have also developed the patented EXCAPE technology that has enabled us to successfully complete and produce the tight Beluga reservoirs. This technology allows us to fracture stimulate multiple zones under simultaneous operations, significantly reducing the completion time from weeks to days.  

Several years ago Marathon chose to develop storage or other mechanisms to assist us in meeting the needs of our customers during winter peak demand. In addition we have committed significant capital in our facilities to ensure we are efficient and maintain excellence in safety and environmental stewardship. For example, we built a first class grind and inject facility in our Kenai operations. This facility allows us to handle drilling and production solids and fluids rather than shipping elsewhere.

Marathon is also a significant contributor to South Central Alaska economy. We have over 200 employees and contract personnel carrying out our daily operations, and these are high paying, skilled positions that bring positive economic benefit to the area. Our people are driven, passionate, and do what it takes to ensure we deliver on our commitments in a Safe-Clean-Responsible manner. We are proud of our long-standing business relationship in the community and our demonstrated track record of helping meet the energy needs of local markets and citizens. 

As I mentioned earlier, the current market situation has forced companies to further prioritize capital programs. The Alaska region for Marathon is no exception. I anticipate roughly a 40 to 60% reduction in the number of producing wells that we will drill compared to recent years. The tentative plans include continued development in our major fields – Beaver Creek, Kenai Gas Field and Ninilchik. In addition, we are progressing efforts on our Sunrise exploration project. These developments will ensure that we continue to meet current contractual obligations. Any additional drilling and capital work beyond this will be limited until we have a clear line of sight on the ability to freely negotiate and successfully secure approvals where required on new gas contracts.  

For Marathon, we invest in order to ensure high reliability to our customers, yet at the same time we must strive to find ways to manage subsurface technical risk, operational risk and escalating cost of operations, as well as the market volatility and uncertainty. These all must be managed in a way that enable projects in Cook Inlet to effectively compete with other global projects in our portfolio for finite funding - especially in the challenging economy that we are facing today.  Projects in Alaska must compete with projects elsewhere in our portfolio.

In closing, 

Going forward, the market is going to need a higher degree of coordination between all participants and a transition of deliverability obligations away from the producers.  Decades of abundant supply has driven behaviors, created expectations, and perhaps even influenced the ability to adapt. Maintaining status quo will result in unintended and undesirable consequences in the not too distant future. Peak deliverability is declining and market demand continues to be destroyed.  Stabilizing and maintaining supply and reliability will not be possible without vision, commitment, cooperation, collaboration, process efficiencies, and appropriate action by all. It is not an obligation by one party nor can any one party solve the problem. It is a shared supply and demand responsibility. Together, we must establish the proper regulatory framework and incentives to attract new investment for exploration, development and production of natural gas. Simultaneous, we must define proper incentives and regulatory oversight to drive energy efficiency and conservation. Any solution takes a desire to understand the very complex issues at hand. Solutions will not come from shifting blame or arbitrarily assigning responsibility from party to party.  Nor will solutions come from focusing on any single part of an integrated system in isolation. We at Marathon have a long-standing commitment to be a good partner with industry, government, regulators and the community to help find and implement appropriate solutions to the challenges we all face.  

Thank you all for your kind attention and for giving me the opportunity to share my thoughts with you today. 

