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DALE BAGLEY

      MAYOR
To:

Pete Sprague, President



Members of the Kenai Peninsula Borough Assembly

Thru:

Dale Bagley, Borough Mayor

From:

Bill Popp, Oil & Gas Liaison

Date:

November 7, 2002

Subject:
Oil & Gas Industry Issues and Activities Report

The following is an initial analysis of the various oil and gas issues and activities affecting the Kenai Peninsula Borough that I have been evaluating during the last three months.  It is my intention that this initial report will provide a baseline for future discussions regarding KPB oil and gas issues.

Natural Gas

Cook Inlet natural gas has long been a plentiful source of inexpensive energy for utilities, raw material for industrial users and a key tool for extended oil production in mature oil fields.  Historically, over 8.6 trillion cubic feet (tcf) of natural gas has been discovered in the Cook Inlet Basin through the year 2000.
  Currently, known reserves of Cook Inlet Basin natural gas are estimated at 2.3 tcf .
  This is the equivalent of a projected 10 year supply at current levels of demand if new reserves are not identified and developed.  Nationally, regional reserves of natural gas average a 7 to 9 year supply.

Currently, the Southcentral region consumes an average of 220 billion cubic feet of natural gas annually.
  85% of south-central electricity is generated using 34 bcf of natural gas annually.
  Natural gas utilities in the south-central also consume 28 bcf of natural gas annually. Over 60% of the population of the state of Alaska rely on a steady supply of reasonably priced natural gas produced from the Cook Inlet basin, the majority of which is produced within the Kenai Peninsula Borough, for heating and lighting their homes and businesses.  Over 130 billion cubic of that total is consumed by the Phillips LNG facility (78 bcf) and the Agrium urea plant (54 bcf).  The remaining balance of natural gas consumption is used by oil companies for enhanced oilfield production.

Cook Inlet Basin natural gas reserves and production activities have become a point of concern for the Administration.  Recently developed reserve and production statistics
 estimate that known reserves of natural gas in the Cook Inlet Basin may begin to decline in 2003 and that decline curve will accelerate in dramatically during the proceeding 8 years leading to a near complete depletion of known gas reserves in the Cook Inlet Basin by 2012 unless new reserves are developed.  Immediate effects of this potential decline may be felt in the market as early as this winter, with the possibility of supplies being outstripped by demand during peak use days if the Southcentral region incurs protracted stretches of subzero temperatures.  This potential shortfall would require the curtailment of production activities at either the Phillips LNG plant or the Agrium Urea production facility during these peak demand times.  The shortage issue will likely become more pronounced by 2006 unless new reserves are brought on line.  The economic impacts of these potential shortages for the Kenai Peninsula Borough are of specific concern to the Administration.

Within the Kenai Peninsula Borough, industrial users of natural gas are key employers.  330 people are employed directly by the Agrium urea facility and the Phillips LNG plant, and approximately 650 are employed through support companies and other companies that rely directly on business from these two facilities.
  Nearly 1,000 jobs are directly at risk if these facilities were to close down due to potential natural gas supply shortages in the coming years.  

Of even more concern is the fact that the export license for the Phillips LNG facility expires in 2009.  This is the same year that the 10 year natural gas supply contracts between Agrium and Unocal also expires.  The Kenai Peninsula Borough relies heavily on the Agrium and Phillips facilities as major sources of property tax revenues.  These two facilities combined generate nearly $3.0 million in annual property tax revenues, or almost 11% of all projected property taxes to be collected by the Kenai Peninsula Borough in FY 2003.  Additionally, payroll and supply purchases from these two facilities exceeded $130 million.

While it is true that Cook Inlet Basin natural gas reserves exceed the national averages for the lower 48 states, Cook Inlet is a relatively closed natural gas market with finite local supplies of natural gas that will eventually restrict the continued economic growth of the local economies of the region unless new supply streams and reserves are developed.  Solving the long-term Cook Inlet Basin natural gas supply situation will need to be achieved through multiple efforts.  

Foremost is the need to promote continued exploration and production of new reserves of Cook Inlet natural gas.  Government estimates of remaining conventional natural gas reserves yet to be discovered in the Cook Inlet Basin range from 1.0 tcf to 3.4 tcf .
  New exploration efforts by Marathon Oil Company, UNOCAL, Aurora Gas, Northstar Energy and ConocoPhillips and other smaller exploration companies are ongoing and have met with varying levels of success and will likely continue in the coming years.  At best, these efforts will extend current reserves 5 to 15 years beyond 2012, based on government projected consumption patterns and estimated potential reserves.  It should be noted that in a number of news stories in the last 12 months many companies that have exploration lease interests in the Cook Inlet Basin have estimated substantially higher potential new finds of natural gas that could range as high as several trillion cubic feet beyond government estimates.  Keep in mind that these estimates are highly speculative in nature and should be taken into consideration cautiously when estimating future reserves of natural gas.

A longer term solution will likely require the importation of natural gas from areas outside the Southcentral region.  Alaska North Slope (ANS) natural gas, with proven reserves of 35 tcf and estimated potential reserves as high as 100 tcf, is a likely source of natural gas.  However, ANS natural gas faces numerous hurdles before it could reach south-central markets.  A pipeline built solely to deliver to Southcentral is not economically viable when potential market demands are weighed against the capital costs associated with this type of project.  The more likely scenarios to deliver ANS natural gas to the Southcentral region entail either an export pipeline to a Cook Inlet tidewater LNG facility or a spur line from a larger pipeline project to Valdez or the lower 48 states through Canada.  The key hurdle these options must overcome is the delivered cost of ANS natural gas to the export or lower 48 markets and, to a lesser degree, to the Southcentral region.  As an example of the pricing challenges facing ANS gas delivered to the Southcentral region, the ENSTAR average residential price was $3.66 per thousand cubic feet (mmcf) in 1999.
  Recent estimates range the comparable delivered cost of ANS natural gas to the south-central region at prices ranging between $5.03 to $5.71 per mmcf.
  Efforts will need to be made to reduce, where ever possible, the delivered price of ANS natural gas to the Southcentral region if this option is going to prove to be a viable answer to the long-term gas supply needs of the Southcentral region.

Other potential options to address future natural gas demands are being explored to varying degrees.  Foremost is the effort to develop shallow coalbed methane as a potential new source of natural gas.  This is a new technology to Alaska and is still experimental in nature.  The process involves multiple shallow wells drilled into a given coal seam, all within a comparatively small footprint.  Water is removed from the coal seam which causes the coal to begin to emit methane.  The methane is then pumped from the well and gathered into a central processing point where it is cleaned, pressurized and then delivered to market.  Shallow coalbed methane is an important source of natural gas in the lower 48 states, especially in Wyoming and Colorado.  Efforts to evaluate and develop this type of natural gas in Alaska have just begun in the Wasilla area.  Evergreen Resources (Alaska) Corporation, a coalbed methane producer with successful developments in Colorado, is developing the Pioneer unit near Wasilla.  Initial drilling is on-going, with testing and evaluation of flow rates and production costs continuing for the next 18 months before a final decision will be made on the economic viability of the project.

The Kenai Peninsula Borough’s economy is inextricably connected to natural gas.  The ability to provide cost effective heat and electricity for our homes and businesses, raw materials for our key industries, and the ability to attract new industries to the Kenai Peninsula Borough are all dependent on the availability of long-term supplies of reasonably priced natural gas.  The Kenai Peninsula Borough must continue its efforts to promote the development of sustainable and inexpensive supplies of natural gas for the future needs of the citizens and communities of the Kenai Peninsula Borough.  This will be especially true in the coming sessions of the Alaska State Legislature and the United States Congress.  With the changing political landscape in both Alaska and Washington, DC, legislation that is key to developing new natural gas supplies for the Borough will be addressed by both governments.  It is imperative that the Kenai Peninsula Borough is involved in these upcoming debates to promote our interests.

Oil

The Kenai Peninsula Borough is the birth place of the oil and gas industry in Alaska.  Since the discovery of the Swanson River oil fields in 1957, the Cook Inlet Basin has produced over 907 million barrels of oil.
  Production reached its peak in 1973 at nearly 83 million barrels for the year.  Since 1973, production has declined at an accelerated rate to just 11.5 million barrels in 2001.  The Cook Inlet Basin is now recognized as a ‘mature’ oil region.  This means that the likelihood of finding new oil deposits of similar size to those found in the 1960’s is unlikely.  However, new exploration and production technologies, including advanced direction drilling and 3-D seismic techniques,  have made it more likely that some significant new oil reserves will be found and developed.  A case in point is the Redoubt Shoals Field.  This area had previously been explored without success.  It was the advent of new seismic and drilling technology that finally lead to the largest discovery of oil in the Cook Inlet Basin since the mid-1980’s.  Redoubt Shoals is now expected to begin production in the near future and will raise overall Cook Inlet oil production to more than 20 million barrels per year, the most significant increase in oil production levels since 1983.  These new technologies are also being used to improve production in existing oil fields and will help to extend the life expectancy of those fields to a significant degree.

New oil prospects under development are few at this time.  Most efforts are focused on reworking existing fields to improve or extend existing production wells.  The two most notable new exploration and production efforts include the previously mentioned Redoubt Shoals field under development by Forest Oil Company and the Cosmopolitan prospect currently being explored by ConocoPhillips near Anchor Point.

Forest Oil has faced a number of challenges in bringing Redoubt Shoals into production.  Located off the West Forelands in upper Cook Inlet, this field was originally under lease by Force Energy, which went bankrupt before the field could be brought on line.  Forest Oil picked up the rights to this project and eventually installed the Osprey platform to complete development and begin production of the field.  Forest has faced several legal challenges since beginning the project that have resulted in delays completing the necessary drilling and ramp up to production.  Five wells have or are being drilled as part of the initial development of the field using directional drilling technology.  Oil production is expected to begin within the next few weeks.

ConocoPhillips is currently in the initial exploration stages of developing the Cosmopolitan prospect located offshore near Stariski Creek north of Anchor Point.  Using directional drilling from onshore, ConocoPhillips has drilled an initial exploration well to a point just over 3 miles offshore.  This project is what as known as a “tight hole,” meaning that no information is being released about the initial findings of the first exploration well.  However, a second exploration 

well has been proposed by the Alaska ConocoPhillips management and is awaiting approval by ConocoPhillips corporate headquarters.  If approved, the second well will likely be drilled in early 2003 and will delineate the prospects potential for economic oil production.  If this well provides positive results, then ConocoPhillips could begin development and production efforts by late 2003.

Other prospects for future oil exploration in Cook Inlet are tentative at this time.  The most likely source of new oil prospects will reside within the Federal Waters of the Outer Continental Shelf (OCS).  Located in waters that begin off of Ninilchik and end near the entrance to Cook Inlet, the Federal government is currently developing a new leasing plan for the Cook Inlet OCS.  Initial estimates project that there is between 400 and 500 million barrels of recoverable oil and 500 to nearly 900 billion cubic feet of recoverable natural gas located within the OCS.  The values of these reserves are estimated to range between $852 million and $1.7 billion.
  The initial proposal is for two lease sales to take place in 2004 and 2006.  The draft environmental impact statement (EIS) is expected to be completed this month and the final EIS and determination is scheduled to be completed by November, 2003.

While it is obvious that oil exploration and production will never be what it was 30 years ago, there are still tremendous opportunities for new exploration in Cook Inlet.  A number of issues must be addressed first to encourage that development.  Chief amongst those issues is the regulatory permitting process that controls new oil and gas development.

Regulatory Issues

Regulatory reform and streamlining has become a prominent issue of the oil and gas industry in recent years.  Based on several contacts I have made with industry representatives, it is the perception of the oil and gas industry that the regulatory and permitting processes of the State of Alaska have become so cumbersome, capricious and confusing that it is deterring new development rather than guiding and controlling it as was originally intended.  Permitting processes have become too complex, contradictory and illogical from the industry’s perspective.  Additional complaints include the lack of clear process lines to follow and the lack of knowledgeable agency representatives that are adequately educated in the permitting processes, which results in erroneous information being disseminated that eventually derails the permitting process of a given project and costs the applicant thousands of dollars in lost time and duplicated efforts to obtain necessary permits.

On the flipside, I have met with representatives of a number of state and federal regulatory agencies to discuss this issue from their perspective.  They expressed some agreement on a number points, including the very complex nature of the permitting process and the often conflicting nature of permit stipulations from one agency to the next.  On the other hand, it was a common complaint that applicants often did not submit complete information required for their applications.  Another complaint was the abuse of the permitting process by using it as a strategic tool to misdirect competitors by submitting multiple drilling or exploration permits for areas the applicant has no intention of ever using, which, to paraphrase the agency comments on this point, has at times clogged the system with frivolous applications that waste limited agency resources.

Permitting has become a major bone of contention for all concerned.  My personal perspective is that the system is seriously flawed.  In trying to analyze this issue, I have found what I believe is a clear way to show how flawed the system is.  

I have posed to everyone I have spoken with in both the oil and gas industry and in the regulatory agencies one simple question.  Can you draw for me a flow chart of the entire permitting process for a new oil well or gas well?  I have emphasized that I didn’t care if the piece of paper needed to draw this flow chart was a foot long or ten feet long.  To date, having posed this question to everyone I have met with from both industry and government, no one has been able to produce such a flow chart.  

Clearly, if you can’t draw it out, how can you understand it and how do you know it works?  And how can an indefinable process be deemed efficient and responsive to both the industries involved and the public?  In my opinion, until this process can be set down on paper in a clear, logical and understandable manner, permitting will continue to deter new development of oil and gas reserves in the State of Alaska and in the Cook Inlet Basin.

Industry Profile

I will not be performing specific analysis of the various support and exploration companies in this report, and instead will give a brief overview of current trends.

At this time, the Cook Inlet Basin is in a state of flux.  Activities have slowed down dramatically in recent months and it appears that trend will continue through at least next spring, even in the face of $25 per barrel oil.  Any number of factors are contributing to this perceived slow down including the changing political situation at the State and Federal level, the increasing costs to explore and produce oil in Cook Inlet, and the extremely competitive nature for exploration dollars in the world wide market.  In general, comparing the cost of doing business in Cook Inlet and Alaska with other locations in North America and around the world, Alaska is finding itself at a competitive disadvantage.  This can be seen to a degree in the recent decisions by Unocal to reevaluate their activities in Cook Inlet and shut in two older offshore platforms.  Unocal as a corporation is going through a corporate wide realignment based on focusing on larger prospects that hold lower risks and higher potential returns.  Where this will lead Unocal in its current evaluation of its Cook Inlet assets is yet to been seen.

At this time, Cook Inlet appears to be entering into a period of realignment and regime change in the oil and gas industry.  Companies such as Marathon Oil Company are emerging as the new leaders in exploration and production in the Cook Inlet Basin.  New independent companies, such as Aurora Gas and Northstar Energy, are at various stages of acquisition and development, which is shifting the previous balance of production and lease ownerships more in favor of smaller, leaner independent exploration companies.  This may bode well for future exploration and production, but in the interim there will be growing pains that may have adverse effects on the local support industry and workforce.  It is my recommendation that the Kenai Peninsula Borough be proactive through out this process so as to mitigate where possible any adverse effects of this realignment process.  Encouraging changes in the permitting processes, advocating for new incentives for exploration and development of marginal oil and gas fields, and encouraging new development in the region are all possible responses that the Kenai Peninsula Borough can offer to help promote a stronger oil and gas industry in the Cook Inlet Basin and Alaska.

KENAI PENINSULA BOROUGH


Oil and Gas Office
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Soldotna, Alaska 99669-8250


BUSINESS:  (907) 262-6355         FAX:  (907) 262-6762
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