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ACTI ON NARRATI VE

1:33: 21 PM

CHAIR HOLLIS FRENCH <called the Senate Judiciary Standing
Commttee neeting to order at 1:33 p.m Present at the call to
order were Senators Welechowski, Paskvan, Coghill, and Chair
French.

Poi nt Thonson Settl enent Agreenent

1:34: 06 PM

CHAI R FRENCH announced the business before the conmttee would
be a review of the Point Thonmson settlenent agreenent. He
provi ded a backdrop for the discussion by reviewing three news
articles. The first was from 1992 when Governor Hi ckel began to
tal k about changing the rules for state oil and gas |easing
because conpanies were "sitting on gas fields such as Point
Thonmson, which could play a crucial role in the gas pipeline
project."” The second article was from 1998, and was about the
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state being satisfied with the 15" plan of devel opnent that
ExxonMobi| submtted for developnment of the yet undevel oped
Poi nt Thonmson field that was created in 1977. The third article
was from 2004 when ExxonMbbi l agreed to begin drilling
devel opment wells in the field by June 15, 2006 or face
automati c surrender of the acreage plus a $20 mllion penalty.
The article said that ExxonMobil recently backed away from pl ans
for a possible $1 billion project to nove Point Thonson |iquids
down the Trans Alaska O Pipeline because further evaluation
showed the project wasn't commercially viable wthout a
conpanion pipeline to the Lower 48 that could carry the gas
reserves.

He introduced fornmer oil and gas director Mark Mers as the
first presenter.

1:36:55 PM

MARK MYERS Ph.D., CPG representing hinself, described his 25
year history as a petrol eum geol ogi st working on the North Sl ope
in both exploration and devel opnent. He served as the director
of the Division of Gl and Gas from January 2001 until Novenber
2005, and in that role ultimtely defaulted ExxonMbil for
failure to devel op

MR. MYERS said it's not possible to understand the settlenent
agreenent w thout understanding the details of the very conplex
gas condensate and oil field. He confirmed that he was only
using public data and enphasized the inportance getting
briefings from experts in the fields of geology, engineering,
and economcs to understand the significance of the concluding
information. He also enphasized the inportance of getting the
best |egal support possible from attorneys who are experts in
oil and gas |aw.

MR. MYERS said his presentation would have four parts: 1) a
techni cal discussion of the details of the Point Thomson field;
2) a description of a few previous devel opmrent commtnents; 3)
the current settlenent; and 4) a summary.

1:42:09 PM

MR. MYERS described Point Thonmson as the remaining crown jewel
on the North Slope on state |ands. The conbined reservoirs may
contain nore than 1 billion barrels of technically recoverable
oil and condensate, and 7 trillion cubic feet of technically
produci ble natural gas. The field has two nmmjor reservoir
integrals — the Flaxman Sands and the Thonson Sands. The Fl axman
Sands was discovered in 1975 and is a conventional oi
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reservoir. Although there are no public estimates of the tota
anount, safe estimates of this reservoir are in the range of
several hundred mllion barrels. The Thonmson Sands reservoir
contains large volunmes of retrograde condensate, oil and natural
gas. He explained that a retrograde condensate field is under
very high pressure and nost of the hydrocarbons are in a gaseous
state. But when those hydrocarbons are taken to the surface at
at nospheric pressure, much of it is liquids that tend to have
hi gher val ue sweet-1i ke crudes.

Poi nt Thonmson nomnally has gaseous state liquids along wth
natural gas in place, and it also has liquid oil at the base of
the formation. He described it as a sandw ch; the base beneath
the field is water, followed by oil, followed by condensate with
a little oil mxed in and natural gas mxed in the condensate.
The pressure is about 10,000 PSI, which is equivalent to about
five times the pressure of a scuba tank. This is good, but also
chal I enging. Because of the high pressure, the entire Point
Thomson field can be produced with perhaps 10 percent of the
wells it would take to produce a simlar Al pine-type field. It
is technically feasible to cycle a field of this pressure.

Because it's a high pressure retrograde condensate field, the
way it's produced determines dramatically how mnuch of the
hydr ocar bons are recoverable. Mre than al nost any other type of
field, this one is critically sensitive to the production, the
well, and facility design. It's inportant for the state to
understand the consequence of various production scenarios and
that sone techniques bring in a lot nore oil and |iquids than
ot hers, he said.

1:48: 54 PM

SENATOR W ELECHOWSKI asked him to discuss the significance of
the Alaska Ql and Gas Conservation Conmm ssion (AOGCCO)
classifying Point Thomson as an oil field rather than a gas
field.

MR. MYERS explained that the AOGCC by default calls Point
Thomson an oil field because of the amunt of oil in the
liquids, and it wll protect that field with respect to the
rules that relate to oil. That default ruling could change over
tinme and different rules would be applied to those pools.

SENATOR PASKVAN asked if the high price of oil relative to gas

was a reason to continue to classify Point Thonmson as an oil
field.
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MR. MYERS said the AOGCC is supposed to consider only physica

waste, but he presunmes that the nore valuable oil is the nore
concerned the conmm ssion would be about |[oss of |iquids and that
nmechani sms that would strip gas rapidly and not produce oil to
t he maxi mum shoul d not be approved. He noted that he included in
the presentation two docunents that were witten by the AOGCC
chai rman di scussing how a condensate field works and supporting
the classification as a gas field. The article witten in 2006
indicated sone frustration that if the operators wanted to use
it as a gas field they should have approached the conmm ssion
earlier. M. Mers said the AOGCC believes as he does that there
is plenty of time to cycle the gas to produce the oil and
produce the gas at a later tine.

1:54:08 PM

MR. MYERS reviewed the key findings of the 2008 PetroTel Inc

study indicating that unless the Thonmson Sands are devel oped
using full field gas cycling, the mgjority of the recoverable
condensate and oil wll be wasted. The Departnment of Natural
Resources comm ssioned the study and provided the data. Over 70
full field nodel sinulations were run using a range of val ues.

He explained the two najor ways to produce a field. One is to
produce the field as a gas field in a process called bl ow down.
The second way is called full field cycling. The liquids are
stripped out after depressurizing and the gas re-injected to
keep the reservoir pressure up. A version of that is being done
at Prudhoe Bay in enhanced oil recovery using water alternating
with gas. He said the consequence of blowi ng down the reservoir
is that nmuch (at |east 50 percent and perhaps nore) of the
condensate falls out of solution and is permanently |ocked in
the reservoir. Production is also |lost when the gas drops out
into solution because it reduces the overall perneability of the
reservoir.

One nodel run indicates that wth blow down only 26 percent of
the in place condensate is recovered, or 127-156 mllion stock
tank barrels (mstb) of condensate. If the field is cycled for
20 years followed by blow down, 76 percent of the condensate is
recovered, or 370-450 nmstb. This is a difference of 50 percent
or 243-323 mmstb of additional |iquids recovered. At today's oi
prices, saving 243 mllion barrels of condensate is equivalent
to nore than half the value of the permanent fund.

MR. MYERS said PetroTel also nodeled only 3-16 percent of the

oil or 30-150 mmstb of oil is produced in blowng down the
reservoir. By conparison, full field cycling for 20 vyears
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foll owed by bl ow down produces 43 percent of the oil or 250-400
mrstb. This is a difference of about 200 mrstb of additional
oil. He said there are challenges to recovering the oil and
nobody knows how nmuch can be recovered, but the scenarios run by
PetroTel indicate that 300-500 mrstb of additional oil are
recovered by cycling and nost of the gas can be recovered 20
years later. How the Point Thomson reservoir is produced makes a
difference of billions of dollars to the state, and there are
al so the chal |l enges of physical and econom c waste to consider.

1: 59: 50 PM
SENATOR PASKVAN recapped that he was advancing the notion that
gas should be re-injected into the Point Thonmson reservoir for
the next 20 years to produce oil, and then the gas could be
extract ed.

MR. MYERS said yes; that nethod is logical economcally and
nmakes sense because there isn't a gasline. "In fact, in alnost
any scenario | could draw up for a gasline, you have plenty of
tinme to cycle for 20 years before you're going to need Thonson
gas for a gasline.™

2:01: 08 PM

MR. MYERS di scussed four reasons the state and the producer may
not agree on the nmethod of production even if they agree on the
geol ogy, engineering, technology and costs. First, cycling costs
nore noney up front, and in sone cases the increnental oil
recovery mght give a lower rate of return on the field.

CHAIR FRENCH talked about the specialized equipnent and
associ ated chall enges to cycle an extrenely high pressure field.

MR. MYERS sai d another reason there may not be agreenent is that
the | essee/ producer bears much of the devel opnent and production
costs, although under ACES the state probably gives credit for
about 50 percent of the developnment costs in a field Iike Point
Thonmson. Also, DNR has a mission and |egal requirenent as the
resource steward and regulator to protect the public interest,
pronote conservation, and prevent the physical and economc
waste, primarily through 11 AAC 83. 303(a).

He said one would generally assunme that if cycling were feasible
and econom c that the state would strongly argue for it. He said
he did that as director of oil and gas when he defaulted
ExxonMobi|l for failure to do the cycling project they commtted
to do a year or two earlier.
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MR. MYERS highlighted another potential reason for disagreenent
on the nmethod of production. The state of Al aska doesn't have
another option if it loses its resources, whereas a producer has
ot her investnment options. It's not a criticismto recognize that
their economc interest is served at a higher rate of return and
that optionality is very valuable. Hypothetically, a conpany
that has other investments that have simlar rates of return
m ght defer investnment in Point Thonmson because of not having a
mar ket for the gas, but present the case that gas is the highest
use. The state logically wants developnment now, whereas the
| ease holder with many options may choose to keep the option
val ue of the | ease as the highest priority.

He said it's an inportant point that even given the sane
technical information, econom cs and know edge base, a producer
may have a different view than the state or any other subsurface
owner. There's only a partial alignnment of interests.

2:05:18 PM

SENATOR PASKVAN summari zed that the state risks permanent | oss
of the oil resource if does not re-inject the gas, but if it
first cycles the gas for 20 years to produce the oil it can then
recover the gas.

MR. MYERS said that's right, but a small anpbunt of gas is |ost
because of the energy used to cycle. He added that full field
cycling was ExxonMobil's plan in 2001, and as oil and gas
director his perspective was that it nade sense to see the
cycling cone earlier.

He displayed a bl ock diagram of the geol ogy of the Point Thonmson
area and directed attention to the |ands on the east and central
side of the Thonson Sands reservoir that are delineated in the
settlenment. The west side of the field is unknown and there's
only speculation as to how large it is.

2:07: 42 PM

MR. MYERS said the Point Thonson Unit (PTU) was formed in 1977
Eleven wells were drilled in 1979-1983 and no nore were drilled
for a significant period of tinme. He said he was oil and gas

director in 2001 and ExxonMobil agreed through an expansion
agreenent to test drill the western edge of the field and
commence devel opnment drilling by June 2006 or pay a $20 million

penalty. They were required to conplete 7 devel opnent wells by
June 2008 or pay [$27 mllion in] damages and increased royalty
rates. The target of that production effort was about 75,000
barrel s of condensate/day. It was a full field cycling project.
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MR MYERS said that in 2003 ExxonMbil decided it wouldn't
drill. Wien it was clear that there was no common ground and the
pl an of devel opment was unacceptable, he put the unit in default
in 2005. He confirmed the Chair's observation that the 7
devel opnent wells were never drilled.

In 2009 Conmi ssioner Irwin agreed to reinstate 2 of 31 |eases

and ExxonMobil agreed to drill PTU 15 and PTU 16. He rel ayed
t hat Comm ssi oner I rwin represents t hat ExxonMbbi |
unconditionally commtted to drill the tw wells by 2010. As
agreed, ExxonMobil drilled and tested the wells and began

permtting the pipeline to produce for a small scale cycling
proj ect .

2:10: 46 PM

He di splayed ExxonMobil's 2008-2014 clear and commtted tineline
for the Point Thonson project and the POD addressing DNR s
requests. He highlighted that the POD commits to three oil and
gas delineation wells and additional wells, and the tineline
indicates the delineation program drilling will be conpleted
[ before m d-year 2012].

CHAI R FRENCH asked who prepared the slides.

MR. MYERS said the slides were prepared by ExxonMbil in late
2008. He reviewed the commtnents through 2014.

2:11: 48 PM

The Current Settl enent

MR. MYERS described the current settlenent as critical and
extraordinarily significant.

CHAIR FRENCH observed that the settlenent springs from
litigation that essentially began when M. Mers put the unit in
default in 2005.

MR. MYERS said that's correct. Then Comm ssi oner Menge confirned
t he deci sion and ExxonMobi | appeal ed.

CHAI R FRENCH asked if it's fair to say that the 2012 settl enent
represents the culmnation of those 7 years.

MR. MYERS said he was the first to default, but he was in a |ong

line of frustrated oil and gas directors that wanted to see the
Poi nt Thonson field devel oped.
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He said it's inmportant to note that many of the issues addressed
in the settlenent are normally reserved for and resolved through
statute and regulations wusing established public processes.
However, the data that supports the decision making isn't
avai l able so he can only interpret pieces in the settlenent.

He reviewed sone of the major issues in the settlenent. First,
DNR is relinquishing its authority under 11 AAC 83.303(a) to
manage the wunit for a significant period of tinme. Al the
devel opnment options are at the sole discretion of the working

interest owners (WO. In this settlenent the state is not
determ ning whether blowing down the field is acceptable or
cycling it on a small scale is acceptable. Responding to a
question, he explained that ExxonMobil is the operator and the

WGOs are all the conpanies that own a partnership in the field
and are actually payi ng devel opnment costs.

2:15:23 PM
SENATOR COGHILL asked him to expand on the explanation of
relinquishing the authority to nanage the unit.

MR MYERS said a lot of the traditional processes that go
through the POD like the approval process, the wunitization
process, the process of producing a participating area for
production are all either agreed to in the docunent or are at
the discretion of the producer, and DNR will not participate in
t he process.

2:16: 36 PM

SENATOR W ELECHOWBKI asked if he can envision any scenario where
it would be in the state's best interest or even constitutiona
for the state to relinquish its authority to nanage a unit.

MR. MYERS said, "Honestly, no." but a reason would be to get out
of the court case. The prevention of physical and econonc
waste, appropriate developnent of a field, and protecting the
rights of all parties all require the state to have authority in
deci sion naking as the subsurface owner. The |essee is obligated
to neet the ternms of their lease and follow the statutes and
regul ations. He said there's a natural tension, but in all cases
it's better for the state to manage according to statutes and
regul ati ons.

SENATOR COGHI LL asked if AOGCC retained its authority.

MR. MYERS said yes, but its authority is a little different
because it does not represent the state as subsurface owner.
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SENATOR COGHI LL said he just wanted to nake sure the commi ssion
wasn't out of the picture.

MR. MYERS added that under the settlenment agreenent, DNR
generally agrees not to oppose any proposal before the AOGCC
wi th the working interest owner.

SENATOR COGHI LL asked if the POD is still in effect under the
settl ement agreenent.

MR. MYERS said there is a POD, but wuntil about 2019 the
requirenents are basically waived for nost of the critical
i ssues generally regulated under the plan. He continued to say
that other pieces in the settlenent relate to the typical
conditions under which the state gets economc benefit fromits
oil and gas. One of the options is for the DNR comm ssioner to
take gas in kind rather than in value. This is unusual. Normally
there is a finding, a public process, and Royalty Board approval
for a royalty in kind sale. The Al aska Stranded Gas Devel opnent
Act (ASGDA) had |anguage to do this, but it would have gone
t hrough the | egislative approval process.

2:21:15 PM
SENATOR W ELECHOWBKI questioned why that woul dn't be good.

CHAIR FRENCH asked for a layman's explanation of royalty in
val ue conpared to royalty in kind.

MR. MYERS explained that the state has the right under its
| eases to take its royalty share in value (noney). There is a
conplicated series of rmarket baskets and settlenments to
determ ne that value, and the state may pay tanker and pipeline
tariff structure costs on the oil, but it basically gets the
rough equival ent of what the producer sells the oil for.

Under royalty in kind the state assumes responsibility for its
royalty share of the oil as it l|eaves the unit. However, the
state historically hasn't taken physical possession of the oil,
electing instead to put a royalty sale forward for purchase of
its oil on the North Slope. Flint Hlls, for exanple, has
purchased a huge anmount of the state's oil on the North Sl ope,
thereby assuming the responsibility for shipping. There is a
very detailed and specific process including a finding and
acceptance by a Royalty Board in order for the state to do that.
And the state is required to get at least, if not nore, value in
kind fromthe sale than if the oil was left in val ue.
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MR. MYERS said one of the cases under the settlenent agreenent
is that the gas that's produced will be shipped to and cycled in
Prudhoe Bay. The state agrees to take the gas in kind even
though it really has no market for the gas, and it agrees to pay
field costs on that gas. He said he didn't know why that was
part of the agreenent.

2:23:46 PM
SENATOR W ELECHOWSKI asked if this could conceivably cost the
state a | ot of noney.

MR. MYERS said the state agreed to take its gas in kind wthout
a market so a lot of valuation questions are wthout answers

The state will own a lot of gas that's cycling in Prudhoe Bay,
and it wll pay fuel costs on that gas. Watever nmarket the
state eventually has wll depend on the pipeline that's built.
He relayed that when he was director of oil and gas he was very
constrained and careful in royalty sales to follow a formal
process that had Royalty Board bl essing.

2:25: 07 PM
SENATOR PASKVAN asked if taking gas in kind with no market would
expose the state to storage costs.

MR. MYERS said he didn't believe so, but the state has the
liability of owning the gas until it's sold, and it has field
cost obligations that have yet to be negoti ated.

SENATOR COGHILL asked if the gas could be significant to
recovering oil at Prudhoe Bay.

MR. MYERS replied there certainly could be sone gain, but the
countervailing argunent is that there are lots of ways to
mai ntain pressure at Prudhoe Bay. He nentioned water flood, CO
injection, and increasing the «cycling rate as alternative
nmechani sns.

SENATOR COGHILL comented on its value along the Ri chardson
H ghway corri dor.

2:27:34 PM

MR. MYERS continued to highlight issues in the settlenment. The
deferral of taxes on the gas injected into Prudhoe Bay is an
indication of how broad the settlenent is. Also, there are a
nunber of options under which contraction of the unit is not
automatic if there is no drilling.
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It is also highly unusual that there is no technical calcul ation
or review to figure out how nuch oil and gas 1is being
contributed from which |ease. That allocation matters to the
state and producer because each lease has a different royalty
rate and |essees own different parts. The responsibility for
approving that tract allocation belongs to DNR  but the
agreenment lets the producers make the call on at |east the
initial participating area. This relates to plans of producing,
not to keeping the acreage.

2:30: 22 PM

MR. MYERS questioned the validity term in the statenent that
says the DNR comm ssioner has determned that the terns of the
agreenent are necessary or advisable to protect the public
interest. This nmeans that DNR has determ ned that whatever way
the producers decide to produce is in the best interest of the
state. This disregards the fact that the different production
nmechani sns nean very different economcs to the state.

SENATOR PASKVAN asked if that agreenment has to be determ ned
valid under the settlenent.

MR. MYERS replied the agreenment is already nade, even though the
three alternatives have very different outcones to the state

Anot her questionable provision is that DNR will not oppose an
application to the AOGCC to blow down the reservoir provided it
is consistent with applicable state law and the settlenent
agreenent, which says the highest and best use is to get a
gasl i ne.

2:31:55 PM

MR. MYERS described the definition of "major gas sale" as
unusual and problematic, because 500 ntf/day is on the scale of
a bullet gasline. It is nine tines less than the proposed AG A
gasline and six tinmes smaller than the proposed LNG projects.
G ven the gas reserves at Prudhoe Bay, there's sufficient gas
for a 3 bcf line until 2040 and for a small line it's actually
2146. He questioned why the agreenent is linked to Point Thonmson
contributing to a nmajor gas sale, and why the state used the
definition of such a small amunt of gas relative to the scale
of gas that's already avail able at Prudhoe Bay.

SENATOR PASKVAN, referring to an earlier point, asked if the
settlenment says that [DNR] wouldn't oppose [an application to]
blow down the Point Thonson reservoir despite the |oss of
hundreds of mllions of barrels of oil.

SENATE JUD COW TTEE -12- April 27, 2012



MR. MYERS affirmed that under the settlenment DNR will not oppose
an application to the AOGCC that 1is consistent wth the
agreenent, which includes bl ow down, and follows state | aws.

2:34.06 PM
SENATOR W ELECHOWNSKI commented that DNR would say AOGCC is the
backstop to protect the state.

MR MYERS said the statutes and regulations say that both
agencies have responsibilities that sonetinmes overlap, but DNR
has a wi der mandate and a rmuch nore critical role and authority
for the developnment of the field in general. Because of the
econom c interest responsibility, DNR also has a nuch broader
technical staff than the AOGCC. The AOGCC is a quasi-judicial
agency that was created in this and other states as an
i ndependent party to equally protect the correlative rights of
all parties, because DNR is conflicted as |andowner. The AOGCC
conmm ssioners are appointed differently and have different
responsibilities. For exanple, DNR has no nore standing in front
of the AOGCC than does ExxonMobil.

SENATOR W ELECHOWBKI drew an anal ogy between the court and the
guasi-judicial AOGCC with regard to protecting interests, and
observed that the settlenent renoves DNR from the role of
protecting the state's interest.

MR. MYERS responded that the AOGCC protects the public interest
the same way a court does, but that DNR has no nore standing
before the AOGCC than does a private individual or company. By
conparison, the law provides a fair anount of deference to DNR
in ternms of its responsibility as a subsurface owner and
regul ator. The agencies also have different functions. DNR has a
stronger environnental role with respect to |and nanagenent and
conservation, whereas the AOGCC has an inportant responsibility
with down hole safety. He spoke of balancing the parties’
correlative rights while still protecting the | andowner.

2:38.:45 PM

SENATOR COGHI LL expressed interest in seeing where the agreenent
supersedes statutory authority. He also questioned whether
removi ng gas from Point Thonmson would bl ow down the reservoir or
if it was a reasonabl e amount.

MR. MYERS said at 500 ntf/day there is absolutely no need for

Poi nt Thonmson gas early on. At 3 bcf/day there would be need for
nore mtigation, but there wouldn't really be challenges until
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4500 ncf/day. At that point it would be reasonable to take 1
bcf/day from [Point Thonson] and 3500 ntf/day from Prudhoe Bay.
The old AOGCC rule allows 2 bcf/day from Prudhoe Bay, and the
settlenent draws the line at one-fourth of that so it shouldn't
be a problemw th the AOCGCC.

2:41: 39 PM

MR. MYERS displ ayed devel opnent options called Alternatives A,
B, C, and D and opined that there may be many other allowable
options because of the way the definitions and parts of the
settl enent work together.

Alternative A defines "sanction” of a nmjor gas sale as any
pi peline that has a volune greater than 500,000 nctf/day. It
doesn't require building it or even connecting the pipeline to
Poi nt Thomson. A pipeline from Prudhoe Bay off the North Slope
qualifies as a major gas sale.

Alternative B is a cycling project that only requires 20,000 or
30,000 barrels per day depending on the type of conpression used
in field. He said he believes the field is capable of nuch nore
than that based on the reservoir studies and the previous work
done in 2001. He opined that this will result in the |loss of oi
because there won't necessarily be production for 50-60 years
and because parts of the reservoir won't be reached. Full field
cycling costs nore noney, but there isn't an option for that.

[Alternative Cis a cycling project for enhanced Prudhoe Bay oi
recovery and gas for in-state use.]

He said he believes that wunder Alternative D, if ExxonMbi
spends $2 billion they don't have to produce at all from Point
Thomson and can keep nost of the acreage. If at a later date
they coomt to study a cycling project or a nmajor gas sale they
can keep basically all the acreage. Abandonnent appears to be
per m ssi bl e.

2:44: 41 PM

MR. MYERS expressed surprise about the use of the terns "w thout
appeal ." The settlenent talks about |osing acreage wthout
appeal, but paragraph 5.1.4 appears to allow appeal to the

superior or suprene court. He commented that the |anguage in the
agreenent appears to allow a trenendous anount of discretion.

2:45: 30 PM
MR. MYERS provided the foll ow ng sunmary points:
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* None of the three devel opnent scenari os mexim ze econom C
oil and gas recovery. They all could, and if produced wll
lead to significant physical and economc waste of the
resource

e The settlenent provides several pathways that require
l[ittle or no actual production.

e The settlenent renmoves DNR s authority to manage the field
t hrough normal devel opnent procedures.

e Sone of the settlement ternms indicate fewer wells than
ExxonMobi| seenmed willing to drill previously.

* None of the contenplated gas pipelines will require gas
from Point Thonmson for decades and, depending on the size
of the pipeline, it could be 120 years before it's needed.
Under any of the scenarios for an LNG project, the earliest
that Poi nt Thonmson gas woul d be needed is 2040, which neans
that there is plenty of tinme for full field cycling.

* The royalty in kind provisions are inexplicable, and there
is no finding process.

e This is a major oil and gas decision of the decade, and it
was made wi thout rmnuch public process. Gven the breadth of
the issues and the normal use of public processes, it's
surprising what is contained in the settlenent agreenent.

e Damages were an integral part of +the 2001 expansion
agreement. Monetary consequences at |east conpensate the
state for lost time and effort. Under the settlenent, the
consequences and |oss of acreages are either mnimal or
nonexi st ent .

MR. MYERS concl uded that it really does matter how Point Thonson
is produced, and the state ought to nmaintain a significant role
in that determnation rather than leaving it as an option for
t he producer under a settlenent.

2:47.36 PM
CHAI R FRENCH asked if he would have signed the deal if he had
been conm ssi oner.

MR MYERS said no, but he was not inpugning the current
conmi Ssi oner .

SENATOR PASKVAN asked if he believes the Point Thonson
settlenent is in the best interest of the state of Al aska.

MR. MYERS said his stewardship belief is strong and he wants the

oil to be developed in a way that would allow his kids to see
the benefit of the state developing its resources to the nmaxi mum
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benefit to the people. He acknowl edged there is a counter
argunent, but he would have done nore reservoir sinulations, a
full field economc nodel, and made a determi nation that the
rate of return on the cycling project was reasonable. If it
wasn't reasonable but there was economc value, he would have
entertained options for royalty relief. He would also have
sought devel opnent beyond what Comm ssioner |Irwin secured under
the | ease agreement, and he would have | ooked for sonething nore
akin to the previous agreenents.

2:50: 33 PM
SENATOR W ELECHOWNSKI asked for an estimate of what it woul d cost
the state if ExxonMbbil were to choose to blow down the

reservoir as opposed to full field cycling.

MR. MYERS replied he didn't have a nunber, and then tal ked about
what factors would go into the cal cul ation

SENATOR W ELECHOWMSKI asked if the state could potentially |ose
$12 billion.

MR. MYERS suggested that DNR or DOR mght be able to do those
cal cul ations but the nunmbers are staggering in scale because of
the size of the field and value of oil. He also nentioned the
value of the alignnment agreenent and the value of the Brookian
section, both of which could be significant.

2:54.:10 PM
CHAI R FRENCH r ecessed t he neeti ng.

3:01: 50 PM
CHAIR FRENCH reconvened the neeting and recognized Craig
Ri chards as the next presenter.

3:02:11 PM
CRAI G RI CHARDS, Attorney, Anchorage, AK, said he represents Bill
Walker in an appeal filed on April 17, 2012 that asked

Conmmi ssioner Sullivan to reconsider his decision to enter into
t he Poi nt Thonson settl enent agreenent.

CHAI R FRENCH asked when he first |earned about the settlenent
agr eenent .

MR. RICHARDS replied he |learned about it on March 30, 2012, when

it was announced in a press conference held by the conm ssioner
and governor.
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CHAIR FRENCH asked if he had know edge of the negotiations
before that tine.

MR. RICHARDS replied he saw suggestions in the news that the
parties were working on a deal over the last year or so, and
that there was a rush in late March to neet the deadline the
governor set in his State of the State Address. He said he
wasn't privy to any of the specifics.

CHAIR FRENCH asked what happened after the settlenment was
announced.

MR. RICHARDS said he and M. Walker read the agreenent several
tinmes, and with each subsequent reading nore red flags were
raised. M. Walker ultimately decided that the deal had to be
appeal ed. Because of the 20-day appeal deadline, M. Wlker's
appeal was about the l|ast chance to keep the issue alive to
create some public process.

MR RICHARDS said he wuld focus on why he believes the

settlement is illegal and how it exceeds the comm ssioner and
attorney general's authority to enter into. He would address
some of the specific terns of the deal in order to discuss

concerns about its legality. He acknow edged that his readi ng of
some or all of the provisions and their intent may be incorrect.

He stated that as an attorney he found the docunment to be
confusing and difficult to understand, because it is conplex and
in many instances it is not clear on its face. For exanple, the
recitals do not fully reflect the substance of the deal. In
particular, Section 1.6 talks about the Initial Production
System (IPS) that appears to commt to [produce approxinately]
10,000 barrels per day [of condensate.] But subsequent readings
make it clear that other paths provide that the unit can be
mai ntai ned where no developnent occurs. He described the
recitals as a rosy version of the agreenent.

3:05:48 PM
CHAIR FRENCH asked if the settlenment agreenment trunps the
operating | anguage in the recitals.

MR. RICHARDS responded that the nore specific wll control the
general in nost instances.

CHAIR FRENCH asked if the normal expectation is that the
recitals would conformto the agreenent.

SENATE JUD COW TTEE -17- April 27, 2012



MR RICHARDS said yes or you would expect to see them used
differently. It's common for recitals to be a description of the
background w thout a summary of the deal. In this case the
recitals had both background and |ight summaries of what the
deal contenplated. This isn't generally done because it causes
conflict between the recital and the substance of the deal.

He said another concern with the drafting of the settlenent
docunent is lack clarity. For exanple, if ExxonMbil chooses to
nmeet one option of work conmtnments with the 10,000 barrel per
day project, a nmajor point is whether or not they spend $2
billion. If they spend $2 billion they get to keep a portion of
22 leases no matter what, whereas if they spend less than $2
billion they get |ess acreage. But the $2 billion is defined as
backdated to 2007, so it's unclear whether or not that threshold
was already net. The spending comm tnment doesn't have accounting
rules and is defined so broadly that previous work done on a

maj or gasline or bullet line or Prudhoe Bay re-injection project
could conceivably count toward that $2 billion. Because of the
lack of clarity he assunmes that the $2 billion threshold is net

as a matter of course.

MR. RICHARDS said a final drafting concern relates to sone of
the definitions in the docunent. The |largest concern is that the
definition of a "major gas sale” is not the definition that is
commonly understood and used in the industry in Alaska. The
docunent defines a major gas sale as greater than 500 ntf/day,
whereas the Prudhoe Bay operating agreenent defines a nmmjor gas
sale as 2 bcf/day. He described the change as a head scratcher.

He said the magnitude of the deal is sweeping in terns of what
it attenpts to do and the value of the resources. Point Thonson
is one of the l|argest undeveloped oil and gas fields in the
world and the |eases are sone of the nobst val uable undevel oped
| eases in North America, if not the world.

3:10: 49 PM

MR. RI CHARDS sai d he considered ExxonMobil's history of delaying
devel opnent and decided to look for the paths through the
agreenent that allow the options to do the least. The first is
to undertake the 10,000 barrel/day IPS Project that ExxonMobi
agreed to in 2009 to maintain 2 leases. I|If they undertake that
project and spend $2 billion, they retain nmost of the unit. They
will get an additional 20 Ileases for no additional work
commitnments in one of the richest oil and gas fields in the
wor |l d. Because of that 10,000 barrel s/day production, ExxonMbbi
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and the other WGOs wll own the wunit in perpetuity wth
virtually no additional work conmmtnents.

The other path of |east resistance option is to sanction a major
gas sale. He said his reading of that is that there has to be a
maj or gas sale of nore than 500 nctf/day and there has to be
sanctioning. Sanction is defined in the context of a nmjor gas
sale, but it's not a firm definition and doesn't have the
requi renents he would expect to see. For exanple, internal
commtnments have to be in place but it's not clear whether they
can be revocable. Also, there is no clarity as to the timng of
the commtnents. He opined that the only part of the definition
of "sanction"” that has teeth 1is the federal permtting
requirenent. |If they federally permt for a mjor gas sale,
they've met the obligations with no work (wthout the 10,000
barrel s/day) to maintain the unit through 2020 and restart the
POD process back to 2005. Although the new POD process is |ess
favorable to the state.

He said the last point is that there doesn't have to be
production out of Point Thomson. A bullet line permtted to
Prudhoe Bay with no connecting infrastructure between Prudhoe
Bay and Point Thonson neets the requirenents to nmintain the
unit and restarts the POD process through 2020. He noted that
this was M. MWer's reading as well.

3:14: 27 PM

MR. RICHARDS said this deal pre-conmts the state to allow ng
the WOs to choose between a nunber of options to develop the
field in the future. The state has pre-committed itself to |ease
di spositions, field developnent terns, and royalty and tax
commercial ternms under various devel opnent scenarios. He said
his personal opinion is that the agreenent is inconsistent with
Al aska law in a nunber of ways.

He said the first legal concern is lack of public notice and
corment. Art. 11X sec. 10 of the Al aska Constitution provides
that the state may not dispose of |easehold interests wthout
public notice and the opportunity to comrent. The Al aska Suprene
Court in the Baxley case indicated that DNR could renegotiate
terms of oil and gas l|leases in confidence and still neet the
public notice clause of the constitution, because of |egislative
approval after the fact. He opined that renegotiating |ease
terms and dispositions with no public coment or |egislative
approval is extrenely problematic under Al aska | aw.

3:16: 09 PM
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MR RICHARDS said what past deals wth British Petroleum
ExxonMobi| and Conoco Phillips have in common is the nmassive
public process and grinding debate about what is in the state's
best interests versus the producer's best interests. Then there
is either admnistrative or Jlegislative action to get to
resolution. He cited the North Star I|eases and Baxley as
exanples and opined that it was the legislative approval that
made the agreenents legally binding on the state.

He expressed particular concern with the way this agreenent was
made public and the associated nmulti-year litigation dism ssed.
As far as he can tell based on the clerk's stanp and records
filed with the clerk, this settlenment agreenment was entered into
by the attorney general on March 28th and all the other parties
by March 29th. It was filed with the superior court at 3:20 p.m
on March 29th and the settlenment agreenent was approved and the
case dismssed by 4:30 p.m that sane day.

3:19: 01 PM
CHAIR FRENCH asked if he was saying it was agreed to within 60
m nutes of its filing.

MR. RI CHARDS replied, "Based upon the stanp of the clerk it does
appear that superior court Judge Brian Cark had this agreenent
before himfor |ess than an hour, assum ng he approved it by the
cl ose of business at 4:30. It's possible he approved it late ...
but in less than a day and it | ooks |ike naybe |ess than an hour
this was, in secret, brought to the court, all the cases
di sm ssed, and the deal announced the next day." He questioned
why the Point Thonmson litigation would be dism ssed before the
public had an opportunity to review the settlenent. He suggested
the adm ni strati on should answer that question.

MR. RICHARDS said the second |egal concern is that there are
established processes for the state pre-conmtting to waivVving
its right to take royalty in value and there are processes for
di sposing of royalty in kind. To forgo royalty in value for a
long period of tinme for this large anmount of gas and to so
heavily encunber the royalty in kind rights it seenms clear it
woul d require Royalty Board and | egi sl ative approval.

CHAI R FRENCH asked him to remnd the conmttee who the Royalty
Board is.

MR. RICHARDS explained that it's a board that was specifically

created to nmake sure that the state doesn't enter into a royalty
contract without a formof public process.
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He said the third legal concern is that this is a DNR agreenent
that enconpasses tax issues yet the DOR comm ssioner has not
signed the docunent. Another provision says that production from
Point Thomson that is re-injected into Prudhoe Bay won't be
assessed the ACES severance tax until it is produced out of
Prudhoe Bay. It also provides in express terns that the state
won't tax that gas twice. The issue is that Art. IX sec. 1 of
the Al aska Constitution prohibits contracting away the power to
tax. He noted that in 2006 sone cited that as the fundanenta

constitutional problemw th the Stranded Gas Devel opment Act. It
contracted away the power to tax.

The fourth legal issue with the agreenent is that DNR is
forgoing its regulatory oversight function under 11 AAC 83. 303.
The settlenment allows the WOs to decide the future course of
devel opment for the field wthout public interest findings. He
noted that the Wil ker appeal letter lists, on pages 11-13, sone
of the areas where regulatory authority was abrogated, and an
alternative process put in place by contract.

He said the core concept is that before many unit actions can
occur it's necessary to get the conmissioner's stanp of
approval, and for many of those things the need for the stanp is
gone. From a |egal perspective, that's probably one of the
bi ggest problens the settl enent agreenent has, he said.

3:25:39 PM

MR. RICHARDS said ExxonMobil has |long argued that the state by
contract can change the departnent's regulatory obligations, but
the Al aska Suprenme Court disagreed. He read excerpts from the
2001 ExxonMobil case that said the departnent should never need
to contract in violation of its own regulations because it has
the authority to change its regulations so long as the new ones
have a reasonable basis and are wthin the scope of the
Legi slature's del egati on of powers to the departnent.

He said he doesn't wunderstand, given the explicit instruction
from the Alaska Supreme Court in the context of the wunit
regul ati ons, how many of the provisions that pervade through the
settl ement agreenent are | egal.

MR. RICHARDS said the next area of |egal concern relates to the
provision in paragraph 4.9 that says that within 90 days of the
effective date, the comm ssioner preapproves any changes in the
WO alignment. He said it appears to have the practical effect
of preapproving the runored but yet to be announced transfer of
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Chevron's interest in Point Thonson. That's problematic for a
nunber of reasons the first of which is that major realignnents
of lease sales wthin units have a public consequence and it's
been held a nunber times that departnment approval is necessary.
He cited the resolution of BP' s attenpt to acquire Arco Al aska
as an exanple of the concept that unit realignnments have to be
approved by the comm ssi oner.

He questioned the authority of the comm ssioner to pre-agree
wi t hout having seen the agreenments and w thout having done best
interest findings to ExxonMobil, Conoco Phillips, or BPs
acqui sition of Chevron, if that has in fact occurred.

3:29:12 PM

MR. RICHARDS said the last major |legal concern is that this deal
abrogates regulatory authority and probably exceeds the current
|l egal authority of the comm ssioner so it needs to be approved
by the Legislature. He cited the Baxley case and the Al aska
Stranded Gas Devel opnent Act (ASGDA) as evidence. In Baxley the
saving grace for the BP in-state deal was |egislative approva
and the process that went along with it. One chapter in the
ASCDA contract was the maintenance of Point Thomson and while it
didn't succeed there it appears that simlar goals have been
reached through this settlenent agreenent.

MR. RICHARDS reviewed the attorney general's April 26, 2012 that
disagreed with his and M. Wilker's interpretation of the
settlement agreenent. The attorney general said paragraph 5.8 of
the agreement constitutes public interest findings and because
it's a settlenent agreenent those public interest findings are
not appealable. M. Richards said this agreenent was negoti ated
and the court cases dism ssed before the deal was made public.
There are preapprovals and changes in regulations for a decade
to cone, and it appears that it is not appeal able by the public.
"As an Alaskan citizen, | am concerned about the lack of public
process,"” he stated.

3:32: 55 PM

SENATOR W ELECHOWSKI asked if the executive branch has the
authority to agree to waive its statutory obligations in a
settl ement agreenent.

MR. RICHARDS said he didn't believe so. He offered the caveat
that his critique was not aimed at any one individual and that
he was an outsider with no financial interest in the deal. His
hope was to shine light on the process and outcone so that an
inquiry would be done to determne whether or not the deal is
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legal, and if it is legal whether it's in the best interest of
Al askans.

Recess from3:34 p.m to 3:39 p.m

CHAIR FRENCH reconvened the neeting and introduced Attorney
CGeneral GCeraghty.

3:40: 00 PM

M CHAEL C. GERAGHTY, Attorney GCeneral, Departnent of Law (DAQ),
said he appreciates the opportunity to conmment on the previous
testimony and would like to subnmt a nore conplete witten
response.

CHAIR FRENCH assured him that his witten coments would be
distributed to both the commttee and the public.

ATTORNEY GENERAL GERAGHTY stated the foll ow ng:

The authority of the attorney general to settle
l[itigation involving the state is plenary. The Al aska
Suprene Court addresses the issue in 1975. "Under the
cormmon |law an attorney general is enpowered to bring
any action which he thinks necessary to protect the
public interest, and he possesses the corollary power
to make any disposition of the state's Ilitigation
which he thinks best. This discretionary control over
the legal business of the state, both civil and
crimnal, includes the initiation, prosecution and
di sposition of cases. Wen an act is conmmtted to
executive discretion, the exercise of that discretion
within constitutional bounds is not subject to the
control or review of the courts. To interfere wth
that discretion would be a violation of the doctrine
of separation of powers."

This view has been reiterated and applied in a nunber
of cases and a nunber of attorney general opinions
since 1975. Those opinions point out that dependi ng on
the circunstances, the decision to conpronise or
settle a case is often a collaborative effort with the
af fected executive branch agency. For exanple, in 1996
an opinion by the attorney general advised the then
conm ssioner of revenue WIson Condon about the
conprom se of taxes assessed agai nst several operators
at Prudhoe Bay. Anobng other things, the opinion noted
that it is not "appropriate to articulate a static
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standard of review for the attorney general to review
of a departnent recommendation to conpromise a tax
assessnent. Each individual conpromse wll vary in
many salient factors, including the degree to which
t he conprom se involves questions of l|law, policy, and
fact. The effect on the public interest, including the
dol l ar amount at issue and the effect on future tax
collections and the Ilevel of analysis which the

depart nment has appl i ed in arriving at its
recommendation are all considerations. The presence or
absence of these factors wll determ ne whether the

attorney general's review should be nore independent
or nore deferential.”

Later in that sane opinion (opinion nunber 5 issued in
1996), it was noted that "As the current conmm ssioner
of revenue you are extraordinarily well versed in the
legislative history or the statutes in question. It
would be foolish to adhere to judicial notions of
standards of review and independently review a matter
whi ch you possess special expertise nerely because the
matter could technically be classified as |egal rather
than policy. Because we are both nenbers of the
executive branch, | believe that | can choose to defer
to you on this legal question w thout conpromsing ny
duty to protect the public interest.”

3:43: 47 PM
ATTORNEY GENERAL GERAGHTY stated that it was his opinion that
the Point Thonson litigation was a mgjor inpedinent to the

commercialization of Alaska's natural gas. The settlenent
achieved things the state sought in the POD process like firm
deadlines and commtnents for the developnent of the Point
Thomson wunit (PTU) and consequences to the owner if those
commtnments aren't nmet. Many of the consequences upon breach are
automatic and w thout any right of appeal. The settlenent also
lays to rest the argunent advanced by the operators that
devel opnent of the field is not economc wthout a ngjor
gasl i ne. Acknow edgi ng that many obstacles and issues remain, he
opi ned that any progress would have been inpossible until the
i ssue of the ownership of the |leases and the tinely devel opnent
of the unit was established.

3:47:11 PM

ATTORNEY GENERAL GERAGHTY di sputed sone of the statenents nade
in previous testinony, the first of which was that soneone el se
woul d have negotiated a better deal. Al so, the negotiations were
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not a secret. In fact, he was infornmed that Comn ssioner
Sullivan briefed at |east one conmttee. He also disagreed that
t he Baxl ey case and the ExxonMobil case apply. None of the facts
support the claim of alleged violations of |aw and no other
cases were cited in the request for reconsideration. A lot was
sai d about unconstitutional disposal of state |lands, but it was
uncl ear what interest in lands was being referred to because the
Poi nt Thonson |eases were sold 30 years ago. M. Mers did
termnate the leases in 2005 but by hanging on ExxonMobi
arguably never |ost those |eases. He maintained that there was
no di sposal of state |lands. There were nodifications to PODs and
participating areas, but that does not require |legislative
approval. He said the foregoing points out sone of the
fundanental flaws in the previous anal yses.

3:52: 05 PM

ATTORNEY CGENERAL GERAGHTY directed attention to the 2005 anended
decision (tab 7), and highlighted the use of the terns "nmay" and
"theoretically" in the explanation of the findings under
"Pronote the Prevention of Econom ¢ and Physical Waste." He said
he woul d defer to the DNR representatives on sonme of the points,
but he had difficulty reading M. Mers' findings with sone of
the sweeping statements and conclusions he was arriving at in
his testinony today.

He read from the Wl ker appeal on page 10, paragraph 7 titled
"Terms of Taxation on Injected Gas Are Established by Contract."
He said it's silly to say that paragraph 4.16 of the settl enent
"attenpts to establish terns of future taxation by contract." He
urged the committee to consider everything else that was said
today in the context of that comment because it's enblematic of
the entire anal ysis.

ATTORNEY GENERAL CERAGHTY asked for the opportunity to submt
nore conplete coments in witing.

CHAIR FRENCH said it was a fair request that would be honored.

3:57:23 PM

SENATOR PASKVAN said he had two basic questions. The first was
why the state would agree to take royalty in kind rather than
royalty in value. The second was why the agreenent renoves the
DNR comm ssioner's ability to oppose any proposal before the
ACCCC.

ATTORNEY GENERAL GERAGHTY said he would defer to the DNR
representatives on the royalty in Kkind issue, and his
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understanding regarding AOCGCC is that DNR s right to protest is
not forfeit if sonmething is occurring that is inconsistent with
state | aw.

SENATOR PASKVAN asked about the procedural posture of the case
in light of the comment that there would be a remand one way or
the other. Hi s understanding was that the case was settl ed.

ATTORNEY GENERAL GERAGHTY replied he neant to say that if there
was no settlement there would be a remand and the litigation
cycle would go on for an undeterm ned period of tine.

CHAIR FRENCH clarified for the listening public that there would
be no remand; this case was settled

ATTORNEY CGENERAL GERAGHTY said his intention was to conpare
where the state would be if it hadn't settled, and to highlight
that overwhel mi ng uncertainty is a reason to settle a case. Each
party negotiates the best deal possible.

4:01: 33 PM

SENATOR PASKVAN asked why the agreenent changes the customary
definition of a "major gas sale" from 2 bcf/day to 500 nctf/day,
and how that connects to Point Thonson.

ATTORNEY GENERAL GERAGHTY deferred to the DNR representatives.

SENATOR W ELECHOWBKI referred to the coment about briefings and
relayed that his office contacted Conm ssioner Sullivan siXx
times within a three nonth period to get a confidential briefing
on Point Thonmson, all to no avail. He asked if it was accurate
that the settlenent agreenent was approved by the court wthin
an hour of the filing. He also asked why the Legislature wasn't
briefed given the high level of interest and promse of
confidential briefings.

4:05: 39 PM

ATTORNEY GENERAL GERAGHTY replied the dismssal of the case and
the post settlenment notions were handl ed by outside counsel, and
he wasn’'t involved. He deferred to Comm ssioner Sullivan about
the briefings beyond the fact that he did tell the conmttee
that the negotiations were going on. He opined that it was with
good reason that the franmers of the constitution did not have
the Legislature sign off on settlenments. He said he respects the
Legi slature's oversight role, but he's never been a fan of
trying to negotiate sonmething in public.
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4:08: 04 PM

CHAI R FRENCH rel ayed that he received a |letter from Conm ssioner
Sul livan expressing deep regret at not being able to attend the
hearing today. He said he knows that the conm ssioner is a
passi onate advocate of the Point Thonson settlenment agreenent
and would I|ike nothing nore than to defend it before the
conmittee.

SENATOR W ELECHOWSKI cited AS 38.06.055 and questioned why the
state agreed to take its royalty in kind w thout approval by the
Royalty Board and the Legi sl ature.

ATTORNEY GENERAL GERACHTY said there has been no delivery of
royalty in kind gas, but he would defer to the DNR
representatives for further comment.

SENATOR W ELECHOWSKI cited Il AAC 83.303(a) and asked if giving
devel opnent decisions to the WGs and renoving the ability of
DNR t o appeal to AOGCC adheres to that regulation.

ATTORNEY GENERAL GERAGHTY said yes; AOGCC has lost none of its
authority to prevent waste from occurring and DNR has not given
up the ability to participate if what is at issue is contrary to
law. M. Myers' opinion in 2005 regarding the waste scenari o was
specul ati ve.

SENATOR W ELECHOWSKI cited paragraph 5.7 of the settlenent
agreenent and expressed hope that the AGs interpretation was
that 11 AAC 83.303(a) does apply and DNR could oppose an
application to the AOGCC if there was waste.

ATTORNEY GENERAL GERAGHTY said there are two qualifications to
DNR not participating. One is that what is under consideration
is consistent with the agreenent, and the other is that it is
consistent with applicable state |aw.

SENATOR W ELECHOWSKI expressed hope that all the parties agree
with that interpretation.

4:13:35 PM
SENATOR COGHILL asked for confirmation that keeping the |eases
was dependent on conpleting the POD.

ATTORNEY CGENERAL CERAGHTY deferred the question to the DNR
representatives.
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CHAI R FRENCH read excerpts of paragraph 5.1.4 on page 52 of the
settlement agreenent. He asked if he would agree that the state
m ght be litigating whether or not $2 billion had been spent or
other factual matters relating to the devel opnent of the terns
of the settlenent agreenent.

ATTORNEY GENERAL CERAGHTY said he would agree that sone
potential breaches of the agreenent would allow either party to
go to arbitration

CHAIR FRENCH thanked him for appearing on short notice and
recogni zed the DNR representatives.

4:16: 26 PM

JOE BALASH, Deputy Conmi ssioner, Departnment of Natural Resources
(DNR), relayed that he was appearing in place of Conm ssioner
Sul livan because of the slight possibility that an issue raised
by M. Richards nay be remanded to him by a judge. He expl ai ned
that his role in the policy debate dates back to 2005 when he
worked as legislative staff. In 2006 he transitioned into the
governor's office as a nenber of the gas team and in 2010 he
noved into a decision-making position of as deputy comm ssioner
of DNR

He enphasi zed that he supported every decision |eading up to the
settlement and w thout reservation he supports the settlenment as
in the state's interest.

4:17:16 PM

JON  KATCHEN, | nt er - gover nnent al Coor di nat or, Departnment  of
Nat ur al Resources (DNR), stated that when he joined the
Department of Law (DOL) in 2007 he was assigned to the Point
Thomson matters of [litigation. In 2010 he transferred wth
Comm ssioner Sullivan to DNR and continued to be involved in the
settl ement negoti ati ons.

4:17:53 PM

MR. BALASH expl ained that he would use sone of the slides from
t he Power Point presentation that Conm ssioner Sullivan delivered
several weeks ago for illustrative purposes. He described the
presentation format. First he would discuss the structure of the
agreenent, how it works and protects the state's interests. Next
he would talk about the technical plan enbedded wthin the
agreenment and how it wll assist all parties in identifying the
optimal path for developnent. Finally he would speak about the
state's interests, why settlenent of the litigation is in the
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state's interest and why this settlenent agreenment in particular
isin the state's interests.

4:20: 24 PM

MR. BALASH stated that the overarching structure and fundanent al
prem se enbedded wthin the agreenment is that this is the
state's land the | essees are obligated to explore, develop and

ultimately produce the field. If the field isn't put into
production the state gets the |land back. This is w thout appeal,
even if they spend $2 billion. The operators have to undertake

certain activities to earn back portions of the |eases and
retain title.

He described the agreenent as a series of commtnents

timelines, and agreed-upon consequences for failure. These are
clearly spelled out and various scenarios are identified within
the agreenent to make clear the understanding at the tine the
agreenent was settled. The agreenment has three basic stages
through the end of this decade. The initial production phase
runs from now until the end of 2015, and if there is no initia

production system (I PS) or production or sanction of a nmjor gas
sale, everything returns to the state w thout appeal. The second
stage, which occurs between 2016 and 2019, is the period during
whi ch the operator and the other WGs will develop plans to put
the field into further production. That tinmefrane includes a
commitment to submit a POD and produce the Brookian oil in the
unit. If there is no approved PCD by 2018, that particular
acreage returns to the state.

4:23: 01 PM

MR. BALASH di splayed a block map of the PTU and expl ai ned that
the Brookian Unit is located in Area F. M. Katchen volunteered
that the block map is Exhibit Din the settlenent agreenent.

CHAI R FRENCH asked for an explanation of the provision on page
18, paragraph 4.2.2.3 of the settlenent agreenent, and why year
2007 was sel ect ed.

If the WGOs Abandon the IPS Project and have incurred
costs for Point Thonmson Devel opnent during the period
bet ween year-end 2007 and year-end 2015 of $2 billion
or nore, then only acreage listed in Area E and Area F
on Exhibit C shall be released to the State W thout
Appeal at year-end 2015.

MR. BALASH said the intention is for there to be inmmediate
consequences in year 2015 if the IPS is abandoned.
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CHAI R FRENCH observed that the WGs only | ose Area E and Area F,
not the entire unit.

MR. BALASH said that's correct, but if there is no additiona
work on the field or it's not put into production another way or
if none of the other renedies are undertaken, the state gets it
all back in 2019.

MR. KATCHEN said the decision was that they were entitled to
earn sone acreage for a tenporary period but if the WGOs abandon
the IPS Project, what the state will get back w thout appeal is
at least Area E and Area F in 2015.

CHAI R FRENCH commented that the assunption is that they agree
with DNR s definition of "abandoned the IPS Project"” and the
anount of noney spent.

MR. KATCHEN responded that the state will get back Area E and
Area F even if they spend $2 billion. He said another point that
both M. Myers and M. Richards raised is that they don't really
| ose acreage if a mpjor gas sale is sanctioned in 2016, 2017 or
2018, but the language in paragraph 4.5.7 on page 29 of the
agreenent is unequivocal. Any acreage that contracts from the
PTU under the abandonnment provision shall not be recommitted to
t he PTU.

CHAI R FRENCH asked the neaning of "recommtted" in that context.

MR. KATCHEN replied it means the acreage is gone and there's no
way to get it back into the wunit. He disagreed with the
characterization that the abandonnent provision is illusory and
that the acreage cones back with the sanction of a nmjor gas
sal e.

SENATOR W ELECHOWSKI revi ewed the consequences of abandonnent
provisions in paragraphs 4.2.2.1-4.2.2.3 that include the $2
billion spending requirenent. He asked how nuch the WGs have
spent to date.

MR. KATCHEN said the anount that's been nentioned publicly is
about $1 billion. Responding to Senator French's earlier
guestion about why cost accounting for the $2 billion threshold
starts in 2007, he explained that's when the WGOs started work
on the I PS Project.
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SENATOR W ELECHOMNSKI asked how he would define "have incurred
costs.”

4:28:45 PM

MR. KATCHEN replied DNR s wunderstanding is that those are
devel opnent costs at Point Thonson that are submtted to the
ot her working interest owners of the field.

SENATOR W ELECHOWBKI asked if that definition was included in
the settl enent agreenent.

MR. KATCHEN replied paragraph 4.2.2.4 has to be read together
with the definition of Point Thonson devel opnment to understand
what costs can be clained for the $2 billion expenditure.

MR. BALASH said year 2019 and beyond is the final or reckoning
stage when DNR can begin to settle out the acreage that wll
contract out of the unit. At that point DNR will know what the
WGOs have or have not done or conmtted to financially and
contractual ly.

4:31:50 PM

MR. BALASH said the foundation of the settlenent agreement is
the initial production system (IPS), and the technical plan
enbedded within the agreement itself is essentially what was
proposed in POD nunber 23 that was rejected in 2008 by then
Comm ssioner Irwin. H's primary concern was how he would know
that the operator would actually drill the wells and put in the
facilities and pipeline and start cycling 200 nctf/day and yield
10, 000 barrel s/day of condensate. He wasn't confident that would
actually take place. He was also concerned about what would
happen after the IPS was put into production because it wasn't
clear that the size or nethod of <cycling was going to be
optimal. Hi s assessnent was that the IPS was the right technical
approach to understanding the field and how it was going to
perform The AOGCC reservoir engineer conm ssioner, Cathy
Forester, concurred with his assessnent.

4:34: 47 PM

MR. BALASH said that when M. Mers highlighted the work done in
2008 by PetroTel, he put the conmittee's attention on a study
that did not take into account econom c or physical constraints.

SENATOR PASKVAN asked M. Balash precisely what he neans by
"econom c constraints" because he was concerned about the
potential loss of the oil resource by an earlier as opposed to
| ater bl ow down of the reservoir.
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MR. BALASH said he was referring to the costs of drilling wells
and installing facilities wthout year-around road access as
well as the cash flows induced by the ultimte production and
recovery of the hydrocarbons. He relayed that DNR was granted
access to ExxonMbil's confidential data room subsequent to the
2008 study and that caused both DNR and PetroTel to change their
concl usi on about the | oss of |iquids.

4:38:45 PM
SENATOR PASKVAN questioned how economic constraints factor in
the issue of putting oil at risk.

MR. BALASH said the operator and the working interest owners
will have to satisfactorily denonstrate to both DNR and AOGCC
that ultimate Iiquid recovery is not being wasted.

MR. BALASH said the settlement agreenent clearly and directly
addr esses t he t wo primry concerns Comm ssi oner lrwin
articulated when he rejected POD nunber 23. A binding
contractual obligation for the WGs to follow through on the IPS
schedul e is enbedded as an exhibit wthin the agreenent, and can
be used in the event there is a disagreenent as to whether or
not the WOs are pursuing the project diligently and
expedi tiously.

CHAIR FRENCH read the definition of IPS on page 8 of the
agr eenent .

“Initial Production Systemt or "IPS'" neans the gas
cycling facilities designed with capacity to produce
and re-inject (cycle) 200 mllion cubic feet of gas

per day utilizing reciprocal conpression and with the
objective of a mninmm of 10,000 barrels per day of
condensate for delivery into the Trans Al aska Pipeline
System (" TAPS").

He asked if that would be the m ninum the state could expect to
get .

MR. BALASH said yes, but it's inportant to point out that while

there is a very real expectation that 200 ncf/day wll result in
10, 000 barrel s/day of condensate recovery, there is no guarantee
and less recovery wll not be a reason for declaring
abandonnent .

SENATE JUD COW TTEE -32- April 27, 2012



CHAIR FRENCH asked about the potenti al ci rcunstance  of
recovering only 5,000 barrel s/day of condensate.

MR. BALASH replied "that is going to tell us an awful |ot about
how the field can be recovered."”

CHAI R FRENCH sai d that wasn't the question.

MR. KATCHEN added that nobody thinks the yield wll be just
5,000 barrels/day and if it only produces that anount there wll
be serious questions about the viability of full field cycling.
But technically if they produce 200 nctf/day of gas, they're in
conpliance with the agreenent, he said.

4:43: 56 PM

SENATOR PASKVAN nentioned an earlier description of the basin as
a layered sandwich with water at the bottom He asked if the
agreenent includes a requirenent as to extraction points and if
| ocation mght make a difference as to quantities of |iquids
t hat m ght be produced.

MR. KATCHEN said there is a requirenent that they drill the two
wells fromthe Central Pad, which is close to Area A Later the
contractual requirenment is to drill the West Pad well, but there

is no requirement to bring that production to the Central Pad.
If there are problenms with the two wells that are cycling the
gas, DNR s understanding is that they will be supplenented by
bringing Area B, the West Pad, into production.

There is no requirenent as to specific locations to drill wells
for additional production, and everyone agrees that the real
focus is the Thonson Sands reservoir. As M. Mers testified,
there are real questions about the oil rimand its productivity.

SENATOR W ELECHOWSKI read an excerpt from paragraph 4.16.1 on
page 40 that exenpts from taxation, gas that is injected at the
time of its production. He asked if the current law is that gas
is taxed when it's produced.

MR. BALASH expl ained that when gas is produced to the surface
and noved to another area of the state and injected for purposes
of enhanced oil recovery, it is not subject to production tax.
He said the agreenent in this provision is that the sky is bl ue,
meani ng that the current law will not be reinterpreted.
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CHAI R FRENCH asked who woul d keep track if gas was pulled out of
a lease that has a 20 percent royalty and injected into a |ease
that has a 12 percent royalty.

MR. BALASH said he'd tal k about the royalty provisions shortly.

MR. KATCHEN added that ExxonMbil wanted it abundantly clear
that this is the law and it wll apply to the gas and DNR
agreed, thus the sky is blue coment. He said the fear that the
agreenent contracts away the right to taxation is m spl aced.

4:51: 06 PM

MR. BALASH di scussed how the settlenent agreenment satisfies the
concerns with POD nunber 23. He said one of the nore inportant
provisions related to the IPS stage is that the WGOs nay not
rely on economc argunents for not pursuing the devel opnent of
the IPS. He said this was a big "qgulp" for the operator and the
other WOGOs because the costs wll be significant on this
devel opment .

MR. KATCHEN directed attention to paragraph 4.2.1 on page 17 of
the settlenent agreenent that in part says the "economcs or
costs of the IPS Project cannot be used as a rationale or
justification for not conpleting the IPS Project.” M. Mers
tal ked about the operator backing away in 2000-2001 because of
econoni cs, but under this provision that is no | onger an excuse.

4:53: 06 PM

MR. BALASH explained that with the startup of the IPS the WOGs
earn Area A and Area B on the PTU block map. Start-up is a
defined term in the agreenent and it neans that hydrocarbons
have to go into the pipeline and make their way to Punp Station
One. Once there is production at Point Thonmson the agreenent
spells out that the WGs will commt to additional production
under one of three alternatives.

MR. BALASH said Alternative A is the sanction of a mmjor gas
sale. That 1is defined in the agreement as a project that
delivers nore than 500 ntf/day of gas, but DNR believes it wll
| ead to sonething nmuch higher. He explained that 500 ntf/day was
arrived at in the previous admnistration because it represented
100 percent nore than the volunme of gas that could be used in-
state for power and to heat hones. The idea is to develop an
export project to commercialize these resources, but a nuch
greater volune than 500 ncf/day of gas will be needed to satisfy
t he demands of the three big conpanies.
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4:57:41 PM
CHAI R FRENCH asked him to explain again, in the context of that
| ast sentence, why the nunber is so | ow

MR. BALASH replied it's because it's an agreement with the WGCs
at Point Thomson who by thensel ves won't necessarily be the ones
to sanction a pipeline. It mght be the state that sanctions a
pi peline and it was decided that 500 ncf/day is a threshold that
goes beyond anything the state is doing for itself, as an export
l'ine.

CHAI R FRENCH commented that 500 nctf/day is half or one-fourth
t he vol une needed to nake it econom cally viable.

MR. BALASH agreed and added that DNR anticipates there wll
ultimately be a nuch larger project than that threshol d.

4:59:43 PM

CHAI R FRENCH asked for assurance that the state doesn't pay for
a bullet line that gets ExxonMbil off the dinme on Point
Thonson.

MR. BALASH said he finds it hard to believe that either this
Legislature or this admnistration would be party to letting
ExxonMobi| and their WGOs off the hook in this agreenent.

5:01: 14 PM

MR. KATCHEN added that it m sconstrues the agreenent to say that
the producers don't have to do anything once they sanction a
maj or gas sale. The reality is that it is an express requirenent
to then submt a POD and develop the gas. He cited paragraph 10
of the wunit agreenment and paragraphs 4.6 and 4.6.1 of the
settl enent agreenent as evi dence.

5:02: 27 PM

SENATOR W ELECHOWSKI expressed concern about giving ExxonMbil
the alternative to neet their comtnents by what appears to be
a blow down of Point Thonmson. He referenced slide 13 of the
presentation that describes Alternative A

MR. KATCHEN interjected that the devel opnent alternatives cone
after the IPS Project.

SENATOR W ELECHOASBKI questioned how it is that Point Thonson can
be so critical to the gas pipeline when DNR agreed that
ExxonMobi|l need only commt 500 mllion cubic feet/day to a gas
pipeline. He also asked if the settlenent agreenent allows

SENATE JUD COW TTEE - 35- April 27, 2012



ExxonMbbil to neet its commtnents by taking 500 million cubic
feet/day of gas from Point Thonson and sending it in a snal
di aneter line to Prudhoe Bay for injection.

5:04: 37 PM

MR. BALASH said to do that the WOs would have to denonstrate to
DNR and the AOGCC that it would not waste liquids. If it happens
that Point Thonmson gas is noved to Prudhoe Ban and injected, it
wll be because the AOGCC ultimately determned that doing so
would result in greater liquid recovery on balance. He
reiterated that DNR retains the ability to appear before the
AOGCC to oppose an application by the WGs if it does not neet
state | aw

SENATOR W ELECHOWNSKI asked if he agrees that under Alternative
A, "mpjor gas sale" could be defined as a small dianeter
pi peline from Point Thonmson to Prudhoe Bay for the purpose of
enhanced recovery of oil from Prudhoe Bay.

5:06: 25 PM

MR. KATCHEN said no; that developnment plan is nore |ike
Alternative C. Alternative A is for a major gas sale off the
Nort h Sl ope.

SENATOR W ELECHOWSKI asked if the AOGCC has ever allowed a cross
subsidization of one unit to another when it interpreted the
waste provision and requirenent to get the maximum benefit for
t he resource.

MR. BALASH said no, but DNR believes the AOGCC could take that
i nto consi derati on.

MR. KATCHEN added that it raises the question of do you |ook at
maxi mum recovery and benefit to the state from that individua
field or fromthe North Slope as an integrated whol e.

5:08:11 PM

CHAIR FRENCH said the conmttee expects to get supplenental
testinmony from DOL and because of tine constraints DNR may el ect
to submt witten testinony as well.

MR. BALASH described Alternative B - expanded |iquid production
into TAPS - as a "lip of the funnel" situation. It requires an
addi tional 20,000 barrels/day (30,000 bpd total) of condensate
recovery into TAPS. DNR believes that if the WGOs are going to
undertake the effort and expense to put the additional 20,000
barrels/day into the pipeline, they'Il go well beyond that
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vol une. Wether they'll go as far as 70,000 barrels/day is yet
to be determ ned.

MR. BALASH discussed the inportant points of Alternative C -
expanded liquid production into TAPS, -enhanced Prudhoe Bay
recovery, and gas for in-state use. He said the WGOs will have
to denmonstrate the nmerits of this alternative to both DNR and
the AOGCC, including conprehensive information sharing with DNR
Wth regard to the questions about the state taking its royalty
in kind rather than in value, he explained that if Point Thonson
gas is used for enhanced oil recovery at Prudhoe Bay its val ue
woul d be quite Iow. Rather than taking a very low value for the
gas at that tinme, the agreenent was for the state to take the
gas in kind and retain the discretion to market that gas at its
choosing. DNR believes this is a benefit because for the first
time the state will be in a position to actively nmarket a
significant volunme of North Slope gas in and around the Prudhoe
Bay infrastructure.

5:14:59 PM

MR. KATCHEN added that it's ironic that this is being criticized
as being like the ASGDA, because the agreenent establishes that
if there is a major gas sale the state may switch back and take
the royalty in value. He cited paragraph 4.16.2.2(b) on page 43
as evidence. He said another critical elenment is that the gas
will be available in 2019.

MR. BALASH said the commtnment to Alternative C nust take place
by year 2019, but the novenent of gas from Point Thonson to
Prudhoe Bay wi |l probably be a couple of years after that. The
agreenent also obligates the WGOs to approximte the vol une of
gas that would conme over from Point Thonson if the state elects
to market it.

MR. KATCHEN pointed out that subsection (iii) on page 46 says
the state is not responsible for field costs for the RIK gas
delivered to the PTU, which is contrary to what M. Mers said.
Subsection (c)(i) on page 48 says the state may elect to take
its royalty share in kind or in value after a major gas sale.

5:20: 01 PM
SENATOR W ELECHOWBKI asked for further explanation because the
| ast sentence on page 46 says the state will be responsible for

field costs for Point Thonson gas produced after project start-
up of a major gas sale.
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MR. KATCHEN said that provision only triggers if and when there
is a major gas sale.

SENATOR PASKVAN asked if the decision as to a snmll dianeter
pipeline or a large dianeter pipeline will not be nmade until
2019.

MR. BALASH replied the decision on what project to sanction and
t he deci sion on devel opnent of an LNG project to tidewater could
reasonably be made in |ate 2015.

SENATOR PASKVAN comented that anything the Legislature mght do
bet ween now and year-end 2015 potentially inpedes the decision
under the settlenent agreenent for when a mmjor gas sale would
occur.

MR. BALASH said if anybody sanctions a major gas sale between
now and 2019, the WGs are required to produce a POD for the
devel opment of Point Thonson.

MR. KATCHEN added that if full field cycling is viable and
concurrently there is sanction of a major gas sale, the WGs can

still do full field cycling. They aren't required to produce the
gas. Also, the volune has to be nore than 500 mllion cubic
feet.

5:24:26 PM

SENATOR PASKVAN asked if a major gas sale off the North Slope,
whether it's a small or large diameter pipeline, is a decision
that will be made by the WGOs between | ate 2015 and 2019.

MR. BALASH replied it could be but it doesn't have to be.
SENATOR PASKVAN asked if the WGOs will make the deci sion.
MR. BALASH replied anybody can sanction a najor gas sale, but

[
will depend on their ability to attract gas or custoners to fil
t hat pi peli ne.

t
|

5:25:36 PM

SENATOR PASKVAN asked if a decision tonorrow to build an in-
state gas pipeline from Prudhoe Bay going south would conflict
with this settlenment agreenent.

MR. BALASH replied the state could sanction a pipeline under the
terms of this agreenent, but he didn't believe it would do so

SENATE JUD COW TTEE - 38- April 27, 2012



knowing it would obviate some of the obligations for fuller
devel opnment under the agreenent.

SENATOR PASKVAN said that nmeans the decision to build a large or
smal |l dianeter pipeline fromthe North Slope going south should
not be made until the end of 2015 at the earliest, and probably
bet ween 2016 and 2019.

MR. BALASH said he expects the decision will be made after 2015
and his hope is that it will be private conpani es that make that
decision. This agreenent is to step toward working together in
the nmutual interest to commercialize the North Slope and realize
t he associ ated benefits.

SENATOR PASKVAN asked why wunder this agreenment the pipeline
would potentially be developed wunder the AGA statutory
f ramewor k.

MR. BALASH replied it's inportant for a nunber of reasons the
first of which is that the pipeline has to operate in a way that
is consistent with the state's interests.

SENATOR PASKVAN questioned why a nmmjor gas sale wunder the
settlement agreenent is defined as 500 ntf/day when the AGA
structure is so nmuch | arger

MR. BALASH offered to neet to di scuss the nmatter.

5:30: 37 PM

CHAIR FRENCH said the major gas sale definition fromthe Prudhoe
Bay Unit Operating Agreenent inplies a certain flow rate |eaving
the North Slope, whereas the definition in paragraph 2.16 on
page 9 of the settlenment agreenent does not have a flow capacity
requi renent. He asked for an expl anation.

MR. KATCHEN expl ained that once a mmjor gas sale is sanctioned,
the producers have the ability to choose the other devel opnent
options. However, gas won't be flowing once the sanction
happens.

CHAI R FRENCH asked himto submt the answer in witing.

5:33:44 PM
MR. BALASH di scussed the choice to settle and whether or not the
state's interests were satisfied. In 2006 the estimte to

navigate the litigation was 3-5 years, but it didn't take into
account an adverse decision by Judge deason in 2007. In 2010
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she issued a decision that was devastating to the state's
ability to manage its oil and gas fields. An inportant elenent
of the settlenment agreenent was that the decision was vacated
with prejudice. At the end of the litigation and assumng the
| eases were termnated, they would be |eased to new operators.
Optimstically, first production out of Point Thonson would be
somewhere in 2025. Under the settlenent agreenent, first
production wll be in 2015. That ten years 1is critically
inportant to the state and the overall developnment of the North
Sl ope resource, he concl uded.

5:37:34 PM

MR. KATCHEN concluded by saying he was troubled about the
representations about the |ack of public process because it was
nore than anple and both M. Walker and M. Richards submtted
hundreds of pages of docunents during the proceedings that all
relate to this devel opnment.

5:38: 59 PM

There being no further business to conme before the commttee
Chair French adjourned the neeting at 5:38 p. m
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