Component — Oil, Gas and Mining

Contribution to Department’s Mission

The Oil, Gas and Mining section provides legal advice and representation to state departments, boards, and
commissions to insure that the state receives the maximum benefit from development of its oil, gas, and mining
resources.

Core Services

» The Oil, Gas, and Mining section provides legal advice and assistance to the state on oil, gas, and mining-related
disputes. The section also advises state agencies on oil and gas royalty, net profit shares, and tax issues and on
development of state oil, gas, and mining resources. The section monitors and protests tariffs charged for
pipeline transportation, and provides legal advice to state agencies concerning the development of state oil, gas,
and mineral resources.

# The section provides legal services to ensure the integrity of the state's fiscal system, including issues related to
Alaska North Slope crude oil destination values, allowable transportation costs, net profit shares, property {axes,
production taxes, and corporate income taxes. Most of the state's operating revenues are derived from oil and gas
corporate, property, and production taxes and royalties on Alaska North Slope crude oil.

e The section provides legal services related to other oil and gas development issues including tariff monitoring and
disputes with the owners of the TransAlaska Pipeline System (TAPS) and other oil pipelines in Alaska,
assessment and collection of unpaid royalties from oil and gas producers, development of a gas pipeline, and
participation in federal litigation that affects development in the National Petroleum Reserve of Alaska or Alaska’s
Outer Continental Shelf.

¢ The section contracts with outside counsel and expert consultants on large or complex oil and gas cases as well
as legal services related to lease sales, drafting and interpreting oil and gas statutes and regulations, pipeline
right-of-way issues, and oil and gas conservation, development issues, and reservoir engineering.

Major Component Accomplishments in 2012

e Point Thomson. The section represented the Department of Natural Resources (DNR) in a large number of
proceedings related to DNR’s decision to terminate the Point Thomson Unit (PTU) due to lessees’ failure to
commit to production, notwithstanding massive hydrocarbon reserves that had been known for decades.
The section successfully achieved a resolution of the PTU disputes with the execution of a settlement
agreement in March 2012. The lessees are moving forward with development of the PTU including their
commitment to spending billions of doflars on development of an initial production system (IPS), and
production in the Unit by the winter season of 2015-2016. The IPS will produce approximately 10,000 barrels
per day of condensate, which will ship to TAPS in a new common carrier pipeline to be built by the PTU
lessees. The dry gas produced will be re-injected into the reservoir.

o Royalty Cases. The section advised DNR in audits of BP over its net profit share lease payment obligations in
the Milne Point Unit and also in the Duck Island Unit for 2006 and 2007.

® The section spent a significant amount of time helping DNR evaluate a major dispute over production
allocation worth tens of millions of dollars. The section participated in a one-week hearing involving the
dispute and is waiting for a decision from the DNR hearing officer.

e The section assisted DNR in developing a methodology for implementing the field or area royalty valuation
provisions of new form leases. The section is also assisting DNR with drafting proposed royalty modification
regulations.

® Production Taxes. The section assisted the Department of Revenue (DOR) at informal conference and
before the Office of Administrative Hearings in complex litigation against major oil and gas producers
regarding the department’s decision to aggregate properties for calculating the taxpayers’ production tax.
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® Corporate Income Taxes. The section represented the DOR in negotiating settlement of a number of
corporate income tax disputes, which resulted in a total of about $900,000 in additional taxes, penalties, and
interest in FY2012, and has assisted DOR in collecting $3.5 million in taxes so far in FY2013. The section
successfully defended the DOR'’s assessment of an additional $13 million in corporate income taxes, interest,
and penalties against Tesoro Corporation for tax years 1994-1998 before the Alaska Superior Court. Tesoro
appealed the superior court’s decision fo the Alaska Supreme Court, and oral argument took place
September 16, 2012. A decision is pending.

e The section represented the DOR in administrative proceedings that resulted in a favorable decision by the
Office of Administrative Hearings that Schiumberger Technology Corporation owed more than $1 million in
additional taxes for tax years 1998 — 2000, which was upheld by the superior court. Schlumberger appealed
that decision to the Alaska Supreme Court and briefs will be filed in the fall of 2012.

® Property Taxes. The section successfully defended the DOR'’s 2011 TAPS property tax valuation
methodology before the State Assessment Review Board in May 2011. The section also represented the
DOR in litigation over the TAPS 2006 through 2010 property tax assessments. The state has received tens
of millions of dollars in additional property taxes as a result of the superior court decisions in the 2006-2009
tax appeals.

® QOuter Continental Shelf (OCS). Oil development on the OCS is another instance where the section plays an
increasingly significant role. Attorneys from the section intervened in the case of Native Village of Point
Hope et al v. Salazar et al. and Alaska Eskimc Whaling Commission, et al. v. Salazar et al.  The plaintiffs
chalienged Exploratory Plans for drilling in the Beaufort and Chukchi Seas in summer 2010. The state filed
briefs in support of the environmental review and approval of the Exploration Plans by the Bureau of Ocean
Energy Management, Regulation, and Enforcement (BOEMRE), and appeared before the court at hearing.
The Ninth Circuit Court of Appeals denied the plaintiffs’ petition. A request for en banc review by a larger
panel of the Ninth Circuit was denied.

e The section continued to represent the state as an intervener in Native Village of Point Hope, et al. v. Salazar,
et al, in U.S. District Court for the District of Alaska in which plaintiffs challenged Lease Sale 193 in the
Chukchi Sea. The state supported parties’ requests for a timely decision by BOEMRE onremand. The
state also supported lessee’s request to continue allowing seismic testing pending BOEMRE's decision.
Success in allowing such activities in the OCS impacts the state by creating hundreds of jobs for the
immediate seismic testing and exploratory drilling work and potentially tens of thousands of jobs from
eventual production. Success will also increase property tax revenues for the state and local communities. In
addition, oil discovered in the OCS off Alaska’s North Slope in the Beaufort and Chukchi Seas, will go to
market through the TAPS. An increase in throughput in TAPS—or in any other pipeline built to ship OCS
oil—will lower the unit cost for all Alaskan oil, which results in more state royalties and production taxes from
oil developed on state lands. The monetary impact for the state, while very speculative at this stage, is
nonetheless likely to be in the tens, if not hundreds of millions of dollars during production.

o Gas Storage. The section assisted the DNR with leasing and other actions necessary for the Cook Inlet
Natural Gas Storage Alaska (CINGSA) project, the first third-party gas storage facility proposed for Cook Inlet.
The section is representing DNR in a case relating to ownership of the pore space used to store gas in a
situation in which the surface estate is owned by a municipality, but the subsurface is owned by the state.

o Mining Regulation. The section has intervened on the state’s behalf in federal litigation concerning federal
mining claim rules that will affect the mining industry in Alaska.

° Mining Appeal. The section is advising DNR on several matters involving coal leases.

o Regulations. The section provided substantial legal assistance to the DOR related to implementation of
regulations establishing reasonable transportation cost deductions and to the development of new regulations
to address significant issues of data that must be submitted for forecasting and determination of what types of
activities -exploration, development or production - are receiving production tax credits. The section is also
advising DNR with respect to royalty modification regulations for oil and gas leases.
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2012 Legislative Session. The section assisted the DOR in drafting major oil and gas production tax
legislation introduced by the governor to provide an alternate lower tax rate for production from previously
undeveloped properties and an incremental progressivity tax rate for all production to increase the
development of oil and gas resources. The section also assisted the DOR in responding to amendments to
the governor’s bill and to bills introduced by legislators, including legislation designed to encourage new
production and continued development of current fields. The section also assisted with a major in-state
gasline bill.

Alaska Gasline Inducement Act (AGIA). The Department of Law continued to assist in the state’s
implementation of the AGIA license for a gas pipeline project from the North Slope to markets. The AGIA
licensee, TransCanada Alaska, is evaluating the viability of a large-diameter liquefied natural gas (LNG)
pipeline to tidewater in Alaska that would allow for natural gas exports to the Pacific Rim and gas for in-state
use. The section advises DOR and DNR concerning the AGIA licensee’s participation, along with the North
Slope gas producers, in the LNG option study. '

Key Component Challenges

TransAlaska Pipeline System (TAPS). The Oil, Gas, and Mining section expends substantial efforts to
monitor the TAPS tariffs and to monitor and participate, where appropriate, in state and federal regulatory
oversight of the tariffs of all common carrier oif and gas pipelines operating in the state. This vigilance can
earn the state millions of dollars in royalties and production taxes each year. Further, as production of oil
and gas from current deveiopments declines in Aiaska, the state's participation in tariff regulation is becoming
more important in encouraging additional producers to invest in exploration of new areas in the state, by
ensuring fair transportation rates and access to existing pipeline infrastructure for production from new fields.

The section will continue working on cases involving disputes between TAPS shippers, TAPS carriers, and
the state over the valuation of crude oil under the TAPS Quality Bank, which is a system for adjusting crude
oil values to account for the different qualities of crude oil and refinery return streams that are commingled in
the TAPS common stream. These cases concern decisions of the FERC and RCA and the section currently
awaits action by FERC on remand from a decision of the United States Court of Appeals for the DC Circuit.

The section provides legal support for and represents the Pipeline System Integrity Office (PSIO), which
oversees the maintenance of facilities, equipment, and infrastructure for the sustained production and
transportation of oil and natural gas resources in Alaska, in cooperation with other state and federal agencies.

The section provides legal support for and represents the State Pipeline Coordinator’s Office (SPCO), which
monitors and facilitates the development and sound operation of pipelines on state land.

North Slope Gas Pipeline-Related Issues. The section continues to provide legal support to assist in
arrangements to construct a gas line to transport Alaska North Slope gas to markets in and out of Alaska. The
known gas resource on Alaska’s North Slope is huge. The potential gas resource on unexplored lands on
the North Slope is much larger. Developing this resource is one of the most promising opportunities to
strengthen and support Alaska’s economic future. The section also continues to work closely with the
Governor’s Office and the Departments of Natural Resources (DNR) and Revenue (DOR) to provide legal
assistance in implementation of the Alaska Gasline Inducement Act (AGIA) license, including due diligence on
the AGIA license implementation: costs, reimbursements, compliance, proposed commercial and financial
arrangements, matters related to fiscal certainty, confidentiality issues and analysis on constitutional and
other state law issues and federal permit and licensing issues.

Tax Cases. The section is pursuing hundreds of millions of dollars in past-due taxes, interest, and penalties
that are owed by oil and gas producers and other corporate taxpayers to the state. At this time, the section is
representing the DOR in an appeal to the Alaska Supreme Court by Tesoro Corporation of a superior court
decision resulting in additional tax liabilities, interest, and penalties of about $13 million. The section is also
representing the DOR in an appeal to the Alaska Supreme Court by Schlumberger Technology Corporation of
superior court decision in the department’s favor worth over $1 million in additional tax and interest. A major
production tax case, which is before the Office of Administrative Hearings, is an appeal of the DOR’s decision
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to aggregate properties within the Prudhoe Bay Unit for purposes of determining the Economic Limit Factor
(ELF). The ELF appeal stems from a January 2005 decision by the DOR to aggregate satellite producing
areas with the Prudhoe Bay producing areas for purposes of calculating the ELF. The section is also
representing the DOR in a number of confidential tax disputes at the administrative level.

® The section provides support and represents the DOR in appeals from annual oil and gas property tax .
assessments, including assessments based on valuation of TAPS for 2006-2009. The appeal of the 2010
superior court decision relating to the 2006 TAPS property tax assessment, in which Judge Gleason affirmed
DOR'’s assessment methodology, will be argued in the Alaska Supreme Court in December 2012, On
December 30, 2011, Judge Gleason issued a decision that affirmed the DOR’s 2007-2009 assessment
methodology for TAPS and, based on new cost and North Slope oil reserves studies presented at trial,
significantly increased the TAPS value to $8.94 billion for tax year 2007, $9.64 billion for 2008, and $9.25
billion for 2009. Both the Municipalities and the TAPS Owners appealed Judge Gleason’s decision to the
Alaska Supreme Court.

e The section will continue to provide legal assistance to the DOR to develop regulations requiring detailed
reporting of expenditures related to production tax credits designed to further encourage the development of
oil and gas reserves. The section will also assist the DOR as it reviews the current Mineral Licensing Tax
and the current mining license regulations to determine if changes are needed to address new technologies
for resource extraction techniques.

® Royalty Cases. The section represents the DNR in royalty disputes and works with DNR in royalty
negotiations to ensure that the state receives its fair share of royalties and net profit share from production of
Alaska oil and gas resources. This work also includes handling related development and production sharing
disputes. Much of the work is transactional in nature and concerns negotiating modifications to existing
Royalty Settlement Agreements, audits, and claims. But the section must litigate or arbitrate some claims in
order to recover the amount due to the state and to defend against unreasonable claims. Litigation and
arbitration inevitably involve developing expert opinions, which require a long lead time. The section also
manages expert witnesses that analyze transportation costs, allowances for return on capital, sales data, and
royalty settlements, markets, destination values, development issues, and reservoir modeling.

® In addition to dispute resolution, legal advice is provided to DNR on a variety of issues that are related to
royalty and net profit share, such as confidentiality requirements, contract construction, whether payments
meet legal requirements, and implementation of lease valuation provisions. The state has Royalty
Settlement Agreements with all the major producers that cover most of the Alaska North Slope DL-1 leases in
production as of the early 1990s. These Royalty Settlement Agreements all contain formulas for determining
the state’s royalty share. These formulas may be modified through an arbitration proceeding called a
reopener. Typically there are several reopeners a year. Currently, the section is working on a major
production allocation dispute that began in 2009. In addition, a marine transportation cost reopener will be
initiated in FY2013. The Royalty Settlement Agreements also provide for arbifration proceedings to resolve
disputes about whether past payments were consistent with the then existing applicable agreement.

® Unitization, Participating Areas and Lease Development. The section assists the DNR in its efforts to
develop and produce from state oil and gas leases. This involves a number of different issues associated
with unitization, participating area formation, farm-out agreements, and lease and tract operations. This work
often requires negotiations and may result in appeals. One matter in this category is the North Slope Point
Thomson Unit (PTU) litigation. In 2005, DNR defaulted the PTU for failure to commit to production,
notwithstanding massive hydrocarbon reserves that had been known for decades, and terminated the unit.
The PTU matter involved a number of superior court and administrative proceedings, all of which were stayed
pending final decision in the consolidated appeals from the unit termination. The proceedings included a
separate Supreme Court appeal on damages, eight Appellate Rule 602 appeals to the superior court, and one
administrative proceeding before the Department of Administration, all regarding unit termination. There were
also proceedings in the superior court regarding permits and Alaska Qil and Gas Conservation Commission
compulsory unitization. The section successfully achieved a resolution of the PTU disputes in a settlement
agreement executed in March 2012, and the PTU operator and other lessees are working on development of
the unit. '
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Leasing. The section assists the DNR in a variety of leasing issues every year from lease sales and protests
to drafting and negotiating lease terms. The section also assists DNR with natural gas storage leasing.

LNG Export License Extension. The section assists the DNR and the Governor's Office in responding to
requests to export LNG from the Kenai LNG facility to foreign markets.

Mining. The section assists the DNR in litigation regarding mineral royalties, mining rights, and rights
regarding surface occupancy of mining claims. The section also assists the DNR in complying with federal
statutes regulating surface mining, including legal review for the use of reclamation funds, and drafting
agreements with operators fo insure compliance with state and federal reclamation requirements.
Additionally, the section advises and assists the Division of Mining in drafting bonding agreements, permits,
leases, best interest findings, proposed legislation, and regulations.

Alaska Qil and Gas Conservation Commission. The section advises and represents the Alaska Oil and Gas
Conservation Commission (AOGCC) with respect to all aspects of the Commission’s oversight of oil and gas
drilling, development, production, and metering and reservoir depletion. The oversight is intended to prevent
waste, maximize ultimate recovery, protect correlative rights, and protect underground freshwater. The
section will continue to work with AOGCC on matters involving proposed statutory and regulatory
amendments, the issuance of orders and decisions, and the conduct of hearings and enforcement actions.
The section will also continue to represent AOGCC in judicial challenges to AOGCC actions.

Significant Changes in Results to be Delivered in FY2014

No changes are anticipated.

Statutory and Regulatory Authbrity

AS 44.23.020

Contact: Martin T. Schultz, Chief Assistant Attorney General
Phone: (907) 269-5100

Fax: (907) 269-8644
E-mail: martin.schultz@alaska.gov
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et e
FY2012 Actuals FY2013 FY2014 Governor
Management Plan

Non-Formula Program:

Component Expenditures:

71000 Personal Services 4,018.8 3,331.8 3,343.8
72000 Travel 94.5 73.0 73.0
73000 Services 8,483.6 10,426.7 7,973.0
74000 Commodities 68.1 54.2 54.2
75000 Capital Outlay 14.7 0.0 0.0
77000 Grants, Benefits 0.0 0.0 0.0
78000 Miscellaneous 0.0 0.0 0.0
Expenditure Totals 12,679.7 13,885.5 11,444.0
Funding Sources:

1004 General Fund Receipts 10,851.3 12,258.6 9,817.1
1007 Interagency Receipts 350.8 149.3 : 149.3
1105 Alaska Permanent Fund Corporation 1,477.6 1,477.6 1,477.6

Receipts
Funding Totals 12,679.7 13,885.5 11,444.0

Description Master FY2012 Actuals FY2013 FY2014 Governor
Revenue Management Plan
Account
Unrestricted Revenues
Unrestricted Fund . 68515 674.1 0.0 0.0
Unrestricted Total 674.1 0.0 0.0
Restricted Revenues .
Interagency Receipts 51015 350.8 149.3 149.3
Permanent Fund Earnings 51373 1,477.6 1,477.6 1,477.6
Reserve Account
Restricted Total 1,828.4 1,626.9 1,626.9
Total Estimated Revenues 2,502.5 1,626.9 1,626.9
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Total unds

Unrestricted Designated  Other Funds Federal
Gen (UGF) Gen (DGF) Funds
FY2013 Management Plan 12,258.6 0.0 1,626.9 0.0 13,885.5
Adjustments which will
continue current level of
service:
-Reverse Oil and Gas -5,000.0 0.0 0.0 0.0 -5,000.0
Outside Counsel
(Non-Gasline)
-Reverse Gas Pipeline -2,000.0 0.0 0.0 0.0 -2,000.0
Outside Counsel and
Experts
-Reverse Oil and Gas -1,453.7 0.0 0.0 0.0 -1,453.7
Litigation (Non-Gasline)
Sec30(b) Ch5 SLAZ2011
P164 L6 Lapses 6/30/2013
-FY2014 Salary and Health 12.2 0.0 0.0 0.0 12.2
Insurance Increases
Proposed budget
increases:
-Restore Outside Counsel 4,000.0 0.0 0.0 0.0 4,000.0
for Specialized Expertise in
Oil, Gas and Mining Issues
-Restore Outside Counsel to 2,000.0 0.0 0.0 0.0 2,000.0
Support Oversight of
Alaska Gasline Inducement
Act Licensee
FY2014 Governor 9,817.1 0.0 1,626.9 0.0 11,444.0
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Authorized Positions Personal Services Costs
FY2013
Management FY2014

Plan Governor | Annual Salaries 2,283,844

Full-time 27 27 | Premium Pay 0
Part-time 0 0 | Annual Benefits ; 1,224,448
Nonpermanent 0 0 | Less 4.69% Vacancy Factor (164,492)
__ Lump Sum Premium Pay 0

Totals 27 27 | Total Personal Services 3,343,800

Anchorage Fairbanks

Accounting Clerk 0 0 1 0 1
Analyst/Programmer V 1 0 0 0 1
Asscc Attorney 1 0 1 0 2
Assoc Attorney i 1 0 0 0 1
Attorney 1l 2 0 1 0 3
Attorney IV 2 0 2 0 4
Attorney V 5 0 2 0 7
Attorney Vi 1 0 0 0 1
Law Office Assistant | 1 0 0 0 1
Law Office Assistant Il 1 0 0 0 1
Micro/Network Spec 1l 1 0 0 0 1
Paralegal i 3 0 0 0 3

0 0 1 0 1

Procurement Spec HI

Totals

-
@0
o
>+
(=
N
~
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