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mission

The Division of Oil and Gas
manages lands
for oil, gas,and geothermal
exploration and development
in a fair and transparent manner
to maximize prudent use of resources
for the greatest benefit of all Alaskans.



introduction

“The Division of Oil and Gas manages lands for oil, gas, and geothermal explora-
tion and development in a fair and transparent manner to maximize prudent use
of resources for the greatest benefit of all Alaskans.”

This mission, based on statutes created for us by the Alaska Legislature, means the
Division is involved in every stage of oil, gas and geothermal exploration and de-
velopment from identification of potential hydrocarbon resources through leasing,
exploration and development management, unitization, production, and disman-
tlement, removal, and restoration of state lands.

This work is guided by Governor Sean Parnell’'s comprehensive strategy to stem
the declining flow of oil through the Trans-Alaska Pipeline and secure Alaska's
future. The Division of Oil and Gas employees provide the expertise o manage this
world-class business with a strong sense of professionalism and a healthy respect
for the fact that nearly 90 percent of State revenues are received due to their ef-
forts.

The following pages describe these efforts in more detail, and infroduce to you
some of the accomplishments of the Division of Oil and Gas in 2012. The work we
do in an environment where technological advances and fluctuations in world
markets create an ever-changing context provides us with ongoing opportunities
to expand our horizons in order to fulfill our constitutional mandate.

| am proud to consider the team at the Division of Oil and Gas my colleagues,
and | look forward to another year of challenges, improvements, and growth.

Sincerely,

William C. Barron
Director
Division of Oil and Gas



The Governor’s Strategy to

Secure Alaska’s Future

to increase the flow through the Trans-Alaska Pipeline
System to 1 million barrels per day in a decade

e Increase production by making Alaska
more competitive

* Ensure the permitting process is
structured and efficient

e Facilitate and incentivize the next
phase of North Slope development

* Promote Alaska’s resources and positive
investment climate to world markets




strategic plan

The Division of Oil and Gas Strategic
Plan has as its goal to make an already
well-functioning division of highly quali-
fied professionals info an even more effi-
cient feam. Over the past two years, the
strategic planning effort has involved
employees on all levels. The resulting
Strategic Plan is a living document that
will continue to grow and expand as it
helps guide our work.

In 2012, the Division moved to refine
and implement strategies identified in
the plan. Some of the improvements
that have come out of this effort are:

* Expanded outreach to industry and
investors world-wide in coordination and
cooperation with other state agencies,
with the goal of informing about op-
portunities that exist in our resource-rich
state, using new outreach methods and
improving the use of ones we have pre-
viously used successfully

* Improved internal communication
and communication with other agen-
cies

* Improved introduction process for
new employees

e A structured internship program has
been drafted but not yet approved

* All employees will receive perfor-
mance evaluations in 2012

* |nitial steps have been taken toward
creating a better-functioning document
management system

* A comprehensive training plan for
the division ensures the Division's training
budget is spent in the most urgent and
important areas

* The Division has started implement-
ing a project management approach
where appropriate

* A mapping of our work products, the
first step toward better document man-
agement, has been finalized

» Continued and expanded mapping
of work processes and relating process-
es back to statutes and regulations in
order to ensure consistency and accu-
racy

Developing and improving the Divi-
sion’'s people, processes, infernal and
external communication, and products
are all key to making effective use of
our resources and managing our work
in the most efficient way possible. Con-
tivously invoking the laws guiding our
work guarantees that our work stays on
task.

Goals

GOAL 1 (Product): The Division will strive to produce high quality data, analyses and inter-
pretations, and decisions that are relevant, consistent, defensible, and timely.

GOAL 2 (Communication): The Division will foster an environment of open communication

with all stakeholders.

GOAL 3 (People): The Division will cultivate and support a diverse workforce of highly-

skilled employees.

GOAL 4 (Process): The Division will develop a detailed map of workflow process to help
identify critical functions and optimize operation efficiencies.

GOAL 5 (Leadership): The Division will work to inspire confidence in decision making and
guidance while promoting continuous improvement and developing new leaders.
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division of oil and gas

i"?l

The Division of Oil and
Gas is the agency
within state govern-
ment that is respon-
sible for the leasing

of state lands for all,
gas, and geothermal
exploration.

We do this by imple-
menting innovative
new programs to en-
courage exploration
on state and private
lands, and by working
with other agencies,
local communities,
and industry to fulfill
the Alaska Constitu-
tion’s mandate to
“encourage the set-
tlement of its land
and the development of its resources
by making them available for maximum
use consistent with the public interest.”

The Alaska Constitution also calls on
us to utilize and develop our natural
resources “on the sustained yield prin-
ciple, subject to preferences among
beneficial uses.”

From the beginning of statehood,
Alaska has welcomed and encour-
aged responsible resource develop-
ment, which is today evidenced both
by the responsible methods our oil and
gas industry conducts its exploration
and development across the state,
and in the way the Division of Oil and
Gas, asingle piece of the inter-agency
network, works with industry and the
public to educate and inform all par-
ties of what we require, so that resource
development can be performed in a
predictable, safe, and environmentally
responsible manner.

North Slope.

Photo: Christina Holmgren-Larson

Members of the Resource Evaluation section reviewing subsurface data from the

The Division of Oil and Gas ensures the
continued inflow of approximately 90%
of state revenues through monitoring
and auditing lease and unit agreement
operations, including oil and gas rental
and royalty payments and promotion of
new opportunities for the development
of royalty oil and gas.

The Division of Oil and Gas manages
the state’s oil and gas resources with
a current staff of 80, including highly
specialized technical experts with many
years of experience in industry.

Led by the Director’'s Office, the Divi-
sion works in asset teams, pulling fo-
gether the experts needed from differ-
ent sections in order to manage each
different task or issue.

Among our professionals are: Petro-
leum Land Managers, Petroleum Geo-
physicists, Petroleum Geologists, Petro-
leum Engineers, Petroleum Economists,
Commercial Analysts, Natural Resource
Specialists, Accountants, and Auditors.
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2012
sections and achievements

2012 was a year of continued change
for the Division. We worked on approvals
for exploration activities for the state’s first
shale oil exploration project and saw the
first two exploration wells drilled. A second
jackup rig arrived in Cook Inlet, which
involved the Division in lease plans of op-
erations. Like last year, a record number
of unit applications put increased pres-
sure on our unit managers as well as our
ResourceEvaluation section.

We planned and executed five suc-
cessful lease sales, resulting in significant
revenue to the state and, for the first time
in three years, bids received on tracts in
the North Slope Foothills.

Division staff worked on overseeing the
State’s interest in Hilcorp’s acquisitions
of Cook Inlet properties and associated
lease transfers, as well as the conversion
of a major exploration license into leases.

In line with the he Administration’s efforts

Photo: Courtesy of Randy Bates

State of Alaska representatives visit Great Bear Petro-
leum’s Merak #1 exploration well in September 2012.
From left to right, Director Brent Goodrum, DNR-DLMW:;
Melissa Head, DNR-DMLW; Pat Galvin, Great Bear; Kyle
Smith, DNR-DOG; Deputy Commissioner Lynn Kent, DEC;
Commissioner Cora Campbell, ADF&G; Director Randy
Bates, ADF&G Habitat; Deputy Commissioner Bruce
Tangeman, DOR.

to boost North Slope oil production, the Division has engaged in a significant outreach
effort to industry and investors, providing information and education on the State’s
world-class hydrocarbon resources through frade shows, webinars, and personal meet-

ings with industry representatives.

With the increased workload, the Division has also worked on optimizing available and
developing new technology in an effort to make our work more efficient and better

serve our customers, internal and external.

Approximately 75 percent of Division staff went through project management train-
ing during the spring of 2012, and we are gradually moving to a project management
model for those projects that are not already mapped out and handled as repeating

processes.

For overview purposes, our 2012 achievements are listed section by section. While pri-
mary responsibility for leading any particular project usually resides within one specific
section in the division, many projects are the result of a collaborative effort between
many different sections. So, for example, while the Units section’s report counts the
number of unit applications handled in 2012, each unit application evaluation is han-
dled by a team consisting of staff from Units, Leasing, Permitting, and Resource Evalua-

fion.
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resource evaluation

Providing the Geological, Geophysical,
and Engineering Data

The Resource Evaluation section’s
goal is to achieve “regulatory and re-
search excellence through geological,
geophysical, and engineering analy-
sis”. The experts in this section of the Di-
vision of Oil and Gas provide objective
and in-depth interpretations of tech-
nical data relating to oil and gas and
geothermal exploration and production
throughout Alaska, supplying the solid
scientific basis needed for the Division
to make decisions on managing state
lands. The group collects and maintains
a vast and diverse collection of both
confidential and public domain data.
It uses this data, within the strict con-
fidentiality guidelines defined by law,
to enhance both internal and public
understanding of Alaska’s fossil energy
and geothermal resources.

Key regulatory functions of the Re-
source Evaluation section include anao-
lyzing industry applications regarding
units and participating areas; evaluat-
ing the prospectivity of lands included in
lease sales, exploration licenses, or other
lond management actions; collecting,
interpreting, and managing geotechni-
cal exploration data submitted under
the terms of state land use permits and
production tax credits; and performing
technical reviews for royalty modifica-
tion applications. When appropriate,
Resource Evaluation works with con-
sultants to build and audit static and
dynamic reservoir models to understand
the distribution of in-place and recover-
able hydrocarbons — the basis for de-
termining equitable production alloca-
tions. In addition, the section’s technical
expertise informs dozens of other steps in
the Division of Oil and Gas’ land man-
agement process. The Resource Evaluo-
tion section works closely with the Divi-
sion’s Units, Leasing & Permitting, and

Photo: Christina Holmgren-Larson

Pipeline and seismic camp on North Slope

Commercial sections, as well as with
the Department of Revenue’s Tax Divi-
sion, developing the technical findings
that factor info numerous oversight and
incentive decisions.

From a research perspective, Resource
Evaluation geoscientists and engineers
execute special projects as needed to
inform both the public and policy mak-
ers within state and federal government.
Recent examples include reports and
briefing presentations on remaining nat-
ural gas resources in the Cook Inlet re-
gion, the potential for shale oil resource
development on the North Slope, and
the impact of changing technology on
exploring and developing the ANWR
coastal plain.

Finally, geologists and geophysicists
from the Resource Evaluation section
engage in ongoing collaborative re-
search projects led by geologists from
the Energy Section of the Alaska Division
of Geological & Geophysical Surveys.
These efforts rely on a powerful synthesis
of detailed stratigraphic and structural
outcrop studies, surface geologic map-
ping, and subsurface well and geophys-
ical interpretation to generate valuable
new insights into Alaska’s resource
potential. Recent and current projects
have focused on the North Slope foot-
hills and Colville foreland basin, the
Alaska Peninsula back-arc basin, and
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the Mesozoic to Cenozoic evolution

of the Cook Inlet forearc basin and
the adjoining Susitna basin. Additional
studies are planned in Alaska's Inte-
rior, to evaluate sedimentary basins as
potential in-state sources of natural gos.
These integrated field and subsurface
studies promote exploration, and serve
as the basis for much of the section’s
outreach efforts to inform new poten-
fial explorers about the rich untapped
resources in our state.

2012 achievements

Of the section’s many duties, analyzing
oil and gas resources in the subsurface
of lands managed by the Division is its
chief regulatory function. During the
2012 fiscal year, the section’s geologists,
geophysicists, and engineers provided
the subsurface technical evaluations
underpinning a number of unit actions
and exploration license decisions signed
by the Director or Commissioner. The
number of such decisions varies from
year to year due to factors that are out
of the Division’s hands, but all require
subsurface technical understanding.

* Unit Actions: See p. 18-19

* Exploration License Applicatfions: Two
decisions for new licenses approved
and issued (Susitna V and Holitna), as
well as discussions with two other parties
(confidential) who opted to withdraw
their applications.

Additional achievements of the
Resource Evaluation section in 2012:

*The section is responsible for DNR's
adjudication of applications for Depart-
ment of Revenue tax credits to incentiv-
ize exploration. Support staff collects,
inventories, and issues completeness
determination memos for fechnical
datasets submitted to the Division in as-
sociation with these applications. Of 25
completeness determinations issued in
2012, 23 were for exploration wells and
two were for geophysical/geological

12
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Heavy transport right outside Deadhorse.

surveys. Additional adjudication efforts
are not captured by this count, such

as preparing pre-authorization findings,
and reviews of multi-year and other in-
complete projects not yet ready for final
determinations.

* AOGCC records show 113 develop-
ment and service wells and 14 explorao-
tion and stratigraphic test wells were
completed in Alaska during 2012. During
the year, Resource Evaluation techni-
cians logged in and archived 1539 indi-
vidual well data items (for example, CDs
or DVDs containing multiple well logs or
reports), reflecting the steady stream of
technical data flowing into the Division.

* The section provided technical testi-
mony to the Alaska legislature in com-
mittee hearings on a variety of resource
development issues. The section also
responded to numerous requests for
input on new legislation, such as the es-
tablishment of new tax credits for explo-
ration in key frontier basins in interior and
southern Alaska.



Photo: Steve Schmitz

Caribou herd by pipeline, North Slope

* Resource Evaluation provided written
analyses summarizing the oil and gas
potential of numerous parcels through-
out Alaska, where excess State-selected
lands were under consideration for relin-
quishment by multiple agencies.

» Geologists analyzed and documented
the petroleum potential of State lands

in areas subject to Best Interest Findings
updates.

* Engineering staff continued to lead
the interagency Shale Task Force, com-
mitted fo anticipating and resolving im-
pediments to responsible development
of shale-hosted petroleum resources.

* The section was instrumental in the
Division's outreach to industry, investors,
and the Alaska public, providing techni-
cal presentations, distributing supporting
information, and organizing small-group
discussions to forge connections with
more than 30 companies interested in
learning more about Alaska’s oil and
gas resources. Much of this effort has
been conducted in Houston, Texas,
targeting both U.S. and international
companies ranging in size from small
independents to super-maijors.

» Geoscientists provided evaluation

of resource potential to the Division's
interdisciplinary work group tasked with
designing areawide lease sale terms,
optimizing tract sizes, bundling and
work commitments of key fracts, etc.

* The section advanced collaborations
with geologists from the Alaska Division
of Geological and Geophysical Surveys
and U.S. Geological Survey, in particu-
lar outcrop-based field studies, using
subsurface data to improve surface
geologic mapping and basin models.
Emphasis during 2012 focused on Cook
Inlet Mesozoic and Tertiary pefroleum
systems, where recent research is tak-
ing shape as peer-reviewed technical
publications slated for release in 2013
and 2014.

» Resource Evaluation staff worked

with others in the Division to defend the
State’s interest in federal land manage-
ment actions. Examples include highly
restrictive withdrawals of formerly leas-
able acreage in the National Petroleum
Reserve — Alaska, proposed expansions
of wilderness designations the Arctic Na-
tional Wildlife Refuge 1002 Area without
consideration of oil and gas resource
potential, and oversight of the Roads to
Resources — Foothills West EIS process.

exploration licenses &
best interest findings

Research and Public Input on Possible
Exploration and Development

In April of each year, the Division ac-
cepfts applications for exploration licens-
es for oil, gas, and geothermal energy.
After an application is received, the
Division starts a fact-finding process to
determine whether it is in the best inter-
est of the state to award such a license.
The result of this process, which involves
information gathered by the Division’s
own experts and information from other
agencies, municipalities, Native corpo-
rations, non-government organizations,
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and the public, is called a Best Interest
Finding. In this, the Division evaluates the
possible results of issuing the requested
exploration license and issues a prelimi-
nary finding on whether to award the
license.

The preliminary finding is subject to a
public comment period of at least 60
days. During this period, the Division
often conducts public meetings to pro-
vide an opportunity for residents in the
proposed license area to submit their
comments orally. Comments may also
be submitted in writing. All comments
become part of the public record and
are included in the Final Best Interest
Finding. After all public comments have
been given due consideration, the Di-
rector issues his Final Finding on whether
to issue an exploration license.

Exploration licenses can be awarded for
areas of the state outside of the Divi-
sion’s five existing oil and gas develop-
ment areas. Exploration licenses that are
issued evaluate the impact of suggest-

ed exploration and provide measures
to mitigate any reasonably expected
impact on the area.

The Division offers different programs
authorizing Exploration Incentive Cred-
its (EICs) to encourage exploration on
state land.

Areas where oil and gas development
is already in existence are covered by
Areawide Best Interest Findings. These
are the Alaska Peninsula, Cook Inlet,
Beaufort Sea, the North Slope, and the
North Slope Foothills. The Division pub-
lishes a new Best Interest Finding for
each of these areas every ten years.
These Findings, and the process of writ-
ing them, are subject to the same stat-
utes and regulations as the Best Interest
Findings for exploration licenses, except
that they are subject to annual updates
and revisions in light of any new and
substantial information that might come
available.

Following is the areawide lease sales
process and estimated schedule:

FIVE-YEAR OIL AND GAS LEASING PROGRAM
AREAWIDE LEASE SALES PROCESS AND ESTIMATED SCHEDULE
2013 2014 2015 2016 2017
Areawide
JFMAMJJASONDlu FMAMJIJJASONDluFMaAMIJJASsSONDlyFMAMIUASONDl FMAMYU U A S ON
Alaska Peninsula N s cHHE _F_S N s cHE FLUNE cHE BLRE ciE
Alaska Peninsula BIF P El ERORE
Cook Inlet F:;N s cHE _F-_S-N s ciE E-;N s cHeE :F;_N s cHE
Cook Inlet BIF PH—E :;-" N[ |s
Beaufort Sea C[E z-g-N S CHE _F;N S CIE _E;N s CIE iN S C[—E _;S-N s
North Slope cHE -ESN s cHE F:;N s c| |e iN s c Ei _F_;N s
North Slope BIF [ P—E _;_ __-_ N |s
North Slope Foothills ic|—E F_S N s cHe F_S N s cHEe N s cHE F_S_ N |s cHE _F§ N s
BIF = New best interest finding
C = Call for new information -
o rnewl ! Ten-Year Best Interest Finding
E= Public comment period ends R
. Estimated Release Schedule
F = Issue final finding
FS = Issue supplement to the finding (if any) 2014 Alaska Peninsula (due 2015)
e o s 2015 N S v 206
po| iminary best interest find 2017 Cook Inlet (due 2019)
= Issue preliminary best interest finding 2019 Beaufort Sea (due 2019)
S 2 Hold sale 2021 North Slope Foothills (due 2021)
!____1 = Public process

Revised 11/14/12
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lease sales &
lease administration

Conveying State Lands for
Exploration and Development and
Performing Landlord Functions

To provide predictable circumstances
for resource development in known re-
source areas, the Division conducts an-
nual scheduled Lease Sales for tracts of
land that are available for leasing within
the Areawide Lease Sale Areas. These
five areas convey state land for explora-
tion and development.

After a Lease Sale, the Division initiates
the title work, legal descriptions, and
survey reviews of the fracts which have
received bids. Once all regulatory re-
quirements are met, the lease is issued.

Once a lease is issued, the Division’s
Lease Administration section performs
“landlord functions” through track-
ing lease payments, handling revenue
and billing, assignments, segregation or
segmentation of leases, and expiration,
surrender, and termination of leases.

In 2012, the Leasing section issued de-
cisions of no substantial new information
for all of its existing best interest findings,
and began developing a new finding
for the Alaska Peninsula areawide.

Also, the legislature approved funding
for a new position to write regional ex-
ploration license determinations. Con-
sideration of petroleum potential was
used to define the determination areas.
The regions are defined as southcentral,
interior, northwest, and delta areas.

The new employee was hired in Oc-
tober, 2012, and is currently drafting a
preliminary determination for the south-
central region of the state.

It is expected to take up to 18 months
to produce a final determination. Once
a determination is in place however, it
remains in effect until withdrawn by the
commissioner. Determinations will form
the basis of exploration license proposal
findings.

An exploration license proposal was
submitted for the Copper River Basin in
April 2012. A notice of intfent fo evaluate
the proposal, receive comments, and
request for competing proposals was
published July 25, 2012. No competing
proposals were received.

The Nenana Basin exploration license
expired in September 2012, and is cur-
rently in the process of being converted
to leases.

Following is the regional exploration
license determination process and esti-
mated schedule for 2013-2017:

REGIONAL EXPLORATION LICENSE DETERMINATION PROCESS AND ESTIMATED SCHEDULE

2013 2014
Regional Area D ipti

2015 2016 2017

JFMAMJ JASOND

JFMAMUJ JASOND

JFMAMJ JASONDJJFMAMIJ JASONDIJFMAMIJI JSOND

Southcentral P E F

Interior |

Northwest

Delta

E = Public comment period ends

F = Issue final determination

| = Request information from agencies
P = Issue preliminary determination

2015 Interior
2017 Northwest
2018 Delta

Regional Exploration License
Determination Proposed Issuance Dates

2014 Southcentral
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Geothermal

Geothermal leasing and prospecting
permits are handled differently. Based
on available geologic information and
indications of interest, land may be des-
ignated for a competitive lease sale or
for noncompetitive prospecting permits
for geothermal exploration and devel-
opment.

DNR has held a total of three geother-
mal lease sales, all for areas along the
southern flanks of Mount Spurr, located
about 40 miles northwest of Tyonek. The
first two sales, held in 1983 and 1986,
did not result in any development. In
2006, amid renewed interest in Alaska’s
geothermal resource potential, DNR
received requests from industry to make
Mt. Spurr available for geothermal leas-
ing again.

On September 10, 2008, DNR held the

Lease Sales

Mount Spurr Geothermal Lease Sale No.
3. and received 20 bids on all 16 avail-
able tracts, generating $3,527,073.34 in
bonus bids.

Ormat Technologies, Inc. acquired 15
geothermal leases, located approxi-
mately 75 miles west of Anchorage on
the flanks of Mt Spurr volcano, in the
2008 lease sale.

After four years of exploratory drill-
ing, Ormat is currently in the process of
relinquishing 8 of their leases, totalling
18,096.08 acres.

DNR has also received interest in geo-
thermal resource development on
Augustine Island, located in lower Cook
Inlet. DNR is currently in the process of
evaluating the area. A finding to de-
termine whether it is in the state’s best
interest to offer the area for geothermal
leasing is in progress.

In 2012, 31 bidding groups participated in lease sales with bids on 166 sale tracts.
The section processed 183 valid bids tfotaling over $21 million in fees and payments

2012 Sale Results

Sale Date Acres High Bonus Status
Leased Bids
Alaska Peninsula 2012 May 16, 2012 0 $0 No bids
received

Beaufort Sea 2012W November 99,200 $1,781,235 Preliminary
2012

Cook Inlet 2012 May 16, 2012 197,795 $6,865,835 Preliminary

North Slope 2012W November 165,179  $11,497,178 Preliminary
2012

North Slope Foothills November 7, 46,080 $961,920 Preliminary

2012 2012

Totals: 508,254 $21,106,168
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authorizations for surface activities

120

M Lease Plan of Operations
100 P

B Multiple Land Use Permit
Unit Plan of Operations

B Geothermal Plans of Operations
80

60

2000 2001 2002 2003 2004 2005

LLkLLL l 1

2008

2006 2007 2009 2010 2011 2012

The drop in number of Lease Plans of Operation is explained by the rise in Unit Plans of Operation: During 2012, more
Plan of Operations applications came from operators of units than single leases.

permitting

Ensuring That Oil and Gas Activities
Comply with Land Management Statutes
and Regulations, and the Terms of the
Oil and Gas Lease

When a company wants to initiate ex-
ploration or development on state land,
it must submit a Plan of Operations. The
Division is responsible for determining the
completeness of the plan and issuing
approvals with appropriate conditions
for environmental protection and safe
operations.

These practices apply to oil, gas and
geothermal activities on exploration

licenses, leases or within units, and .en-
sures the proposed activity addresses all
the mitigation measures identified in the
lease or Best Interest Finding. Routine site
inspections are conducted to monitor
compliance with approvals.

This secftion is also responsible for ensur-
ing that proper bonds or other securities
are in place before surface activities
are started. Lease Plans of Operations
generally require a $100,000 bond for in-
dividual lease operations, or a statewide
bond of $500,000. Additional bonding
requirements may be applied in unusual
circumstances relative to abandonment

obligations.




statewide unitization and production
1960-2012

35 4

**2012 numbers
include unit actions
up till Nov. 15,2012
30 A
25 -"’J"
20 m Unit Applications
m Approved
M Units starting production
15 - ® Withdrawn/Denied
B Terminated
10 A
5 -
0 T T T T T 1
1960-69 1970-79 1980-89 1990-99 2000-2009 2010-2012**
units approve contraction and expansion of
Participating Areas, tract allocations,
Promoting Conservation, Preventing and other unit issues. They also oversee
Waste, and Protecting All Parties expansions, contractions, and termina-

When lessees propose to commit leas- fion of unifs.
es to a unit, Unit Managers in the Division 2012 achievements

evaluate the unit application and ne- Unit actions involve not only the units
gotiate the terms of the Unit Agreement  section, but are a cooperative effort

in order fo promote conservation of all  petween several different sections,
natural resources; prevent economic including (but not always limited to) the
and physical waste; and protect all Units, Commercial, Resource Evalua-
parties of interest. Unit managers con- tion, Permitting, and Leasing sections.

sider environmental costs and benefits, The total number of unit Opp"cgﬂons

geological, geophysical and engineer-  processed in 2012 equals the number of

ing characteristics of the reservoir, prior applications processed between 2000
exploration activities, and economic and 2010.

costs and benefits to the state. * Unit applications: 6 (one approved,

Unit managers review updated unit one denied, one withdrawn, three in
plans of exploration and development,  progress)

18



* Unit expansions/contractions: 3 (1
approved (Exp), 1 pending (Exp)1 vol-
untary (Cont))

* Unit terminations: 2 (1 voluntary, 1
by terms of unit agreement)

e Unit extensions: 3 approved

* PA Applications: 2 (2 pending)

* PA Expansions/Contractions: 1

* PA Redeterminations: 2 finished, two
ongoing

* Plans of Exploration/Plans of Devel-
opment: 51 (All either approved, par-
tially approved, or pending)

e Plans of Tract/Lease Operations: 9
(Approved, ongoing)

* The North Slope has nine (?) units
currently in production from a total of 59
processed unit applications from 1968-
2012

Since 1968,

* Average time to production for a
North Slope unit has been 54 months
(includes high and low outliers)

* Out of 44 formed units on the North
Slope, 32 have been terminated (5 units
exist without production)

* 18 unit applications were either de-
nied or withdrawn

commercial section

Helping Maximize Value

The Commercial Section provides
cross-cutting support to the Division in its
entirety to fulfill the constitution’s goal of
maximizing the use of Alaska’'s natural
resources by providing economic exper-
tise.

The overall mission of the Commercial
Section is to maximize value given the
state’s ownership, regulatory, and legal
positions. Primary responsibilities of the
Commercial Section include royalty
modification, gasline support work,
Royalty-in-Kind contract negotiations,
Royalty Settlement Agreements, sup-
porting state tariff litigation and settle-
ments, and improving the competitive
environment.

The Commercial section also provides
economic analysis such as project eco-
nomics, market structure, optimization
and price and cost assessments. It also
supplies the expertise to support policy,

legislative, and regulatory decisions by
analyzing market implications of laws,
regulations, and contract provisions,
and works on negotiation strategy and
support.

2012 key achievements

As of November 15, 2012, the Commer-
cial Section is negotiating one Royalty
Settlement Agreement reopener with
ConocoPhillips. Royalty Settlement
Agreement reopeners are the result
of provisions in the three primary ANS
royalty settlement agreements, allowing
the state and its lessees the opportunity
to change portions of the royalty oil
valuation methodology, and to resolve
disputes and avoid costly and time-con-
suming litigation.

The State or the affected producer
may exercise some of these reopen-
ers at any time with no limits on when,
or how many times, a reopener can
be initiated. Other reopeners may only
be exercised once every one to three
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When assets change hands, the asso-
ciated risk profile may also change. The
Commercial Section provided analysis
to the DNR Commissioner to support the
negotiation of the financial assurances
agreement (FAA) for the transfer of
Marathon’s Cook Inlet assets to Hilcorp.
The FAA is a tool that can be used to
help manage the State’s risk exposure
should the lease holder not be able to
meet his financial obligations as outline
in the lease.

In 2012, the governor requested that
the Producers reexamine the strategic
direction of the large diameter gasline
and reconsider an LNG export proj-
ect. The Commercial Section provided
commercial analysis as new data was
provided to the State. This is an on-going
evaluation as concept selection has not
yet narrowed the concepts to a single
preferred option.

royalty audit

Making Sure the State Receives Full
Value of Royalty Payments

The Division's Audit Section is tasked
with making sure the state receives the
full value associated with royalty pay-
ments.

This section conducts audits under
a number of different authoritative
guidelines including Royalty Settlement
Agreements, Lease Agreements, Alaska
Statutes and the Alaska Administra-
tive Code. Audits examine volumes,
values, and costs claimed as deduc-
tions against a lessee’s royalty or Net
Profit Share lease filing, such as marine
operating and capital expenses, lease
operating and capital expenses, and
pipeline tariffs.

The Royalty Audit section also con-
ducts federal audits and compliance
reviews through a contract with the
Department of Interior's Office of Re-
sources Revenue.
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Kuparuk from the air. Photo: Lori Yares, DOG

These audits are conducted under au-
thoritative guidelines and standards that
apply to federal leases, such as Govern-
ment Auditing Standards and the Code
of Federal Regulations. This program
ensures that lessees correctly pay the
royalties due from oil and gas produc-
tion on federal leases where the state
has a revenue share.

The Division of Oil and Gas obtained
the authority to audit in 2003. Since
then, 56 audits have been issued, and
an additional $151.9 million has been
collected as a result.

The Division of Oil and Gas Audit Sec-
fion conducts audits of State royalties
and net profits and Federal royalties
received from leases within Alaska. AS
38.05.036 provides the authority to con-
duct State royalty and net profit audits.
Federal royalty audits are conducted
under a contract with the Department
of Interior’'s Office of Natural Resources
Revenue. The State receives 27% - 90%
of the federal royalty payments from
federal leases within Alaska.

Royalties owing the State and the Fed-
eral governments are calculated under
a variety of leases, agreements, statutes
and regulations. Because a royalty filing
provides information at a summary level,
It is important to audit the details that
support the filing to ensure that royalties
have been correctly calculated and
reported in the royalty and net profit
payments. In conducting an audit an



Auditor may look at oil and gas valua-
tion, costs associated with the franspor-
tation of oil and gas, and exploration,
development and production costs.

There are currently five Oil and Gas
Revenue Auditors, one Oil and Gas
Revenue Specialist and one Audit Man-
ager in the Division of Oil and Gas Audit
Section.

In FY 2012 the Section issued 5 audits
and collected an additional $10.2 mil-
lion in royalties and net profits. Audit
recoveries in FY 2012 represent 6.7% of
the total royalty and net profit audit
recoveries since 2003.

Seven audits were initiated or opened
in calendar year 2012, and payments
received against audit claims over
the calendar year totaled $10.2 million.

petroleum systems integrity
office (psio)

Ensuring safe and reliable petroleum
development in Alaska

The Petroleum Systems Integrity Office
(PSIO) is the lead state agency for over-
sight of facilities, equipment, and infra-
structure for the sustained production
and transportation of oil and natural gas
resources in the state.

The PSIO was established in 2007 by
executive order of the governor to:

1. Ensure that oil and gas infrastruc-
ture is designed and maintained in a
safe and environmentally sound manner
in compliance with state law

2. Minimize economic impacts of
unplanned interruptions in oil and gas
production to the ongoing functions of
state government

3. Avoid premature abandonment
of oil and gas infrastructure and waste
of state resources

4. Ensure efficient and effective
oversight of oil and gas industry practic-

Photo: Christina Holmgren-Larson

The trucks might be big, but they yield to wildlife.

es by utilizing existing state government
structures and processes to the maxi-
mum extent possible.

Through designated agency liaisons,
PSIO leads interagency efforts to evalu-
ate industry system integrity perfor-
mance. Designated agencies, to the
extent authorized by state regulations,
require oil and gas producers and
operators to provide comprehensive
descriptions of current practices of qual-
ity control, quality assurance, monitor-
ing, and inspection used to ensure the
integrity and reliability of oil and natural
gas facilities, equipment, infrastructure
and activities.

The goal of PSIO is to provide a com-
prehensive and cost-effective ap-
proach to statewide oil and gas over-
sight activities, and to address any
gaps in oversight. PSIO is tasked with
ensuring that overarching quality man-
agement programs are in place and
followed, both within the industry and
within the involved state agencies. The
PSIO makes recommendations to the
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commissioner of ADNR regarding gaps,
findings and issues that address the reli-
ability and system integrity of oil and gas
infrastructure.

During 2012 the PSIO was reorganized
to place emphasis on higher risk issues
on state lands. The risk profile of the
state’s petroleum infrastructure is in-
creasing due to aging infrastructure and
the arrival of new operators, who may
have varying levels of integrity manage-
ment and quality assurance systems in
place.

PSIO utilized various unit agreement
provisions and oil and gas lease require-
ments as authority to oversee the integri-
ty of petroleum systems of the operators
of these units and leases. These require-
ments require operators to develop units
“in accordance with good engineering
and production practices”; and oper-
ate leases by “carry(ing) on all opera-
tions hereunder in a good and work-
manlike manner in accordance with
approved methods and practices...”,
and to “exercise reasonable diligence
in drilling, producing, and operating
wells on said land...”. However, without
specific standards, these broad legal
requirements could lead to objections
to PSIO’s assessment of various opera-
tors’ integrity management systems and
difficulty enforcing industry compliance
with minimum quality management
standards.

In order to provide more clarity to the
industry on compliance requirements,
PSIO submitted legislative proposals in
2012 through the Executive branch that
would grant PSIO statutory authorities.
The executive order that established
PSIO did not grant statutory or regula-
tory powers. The legislative proposals
would grant PSIO with statutory author-
ity fo require the oil and gas industry
to establish adequate system integrity
standards, and allow PSIO to monitor
quality assurance efforts by industry to
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ensure that system integrity standards
are maintained.

information technology (IT)

The past year was a busy year for the
Information Technology Team within
the Division of Oil & Gas. Two primary
activities consume the beftter part of
available technology resources: Royalty
Accounting, and Lease Sales.

Over the course of the last twelve
months the IT Team continued to pro-
vide support to the Royalty Accounting
section, implementing new automated
royalty validation functions, and pro-
cessing of millions of individual royalty
filing records.

Additionally, recent changes in the bi-
annual lease sale required systems that
allow frontline staff to administer and
manage sales in completely different
ways than had historically been done.

Over the next year the IT Team looks
forward to enhancing and streamlining
the permitting processes conducted
by the Division of Oil & Gas, and to find
new ways to meet both old and new
business challenges.

geographic information
systems (GIS)

The GIS Section is responsible for main-
tenance, development, management
and coordination of the Division’s spa-
tial data in the form of GIS databases,
cartographic print products and map
presentations. As a tech support group
for the Division of Oil and Gas, the GIS
group works with all sections of the Divi-
sion to provide geospatial data and
services that help manage the State’s
oil and gas assets in the most efficient
manner possible.

Our goal is to provide accurate geo-
graphical, database, and related infor-
mation services and make cartographic
tools available to help DOG staff make



The Division of Oil and Gas Map Viewer is one of the many products created by the division’s GIS group

better decisions. GIS team plays an
essential role in the Annual Area wide
Lease Sales. The maps produced by the
division representing lease and unit geo-
spatial data are used by potential bid-
ders in making their bidding decisions.
On lease sale day, the sealed bids are
opened and read aloud, as a presenta-
tion created by our team, displays the
lease sale fract map.

Our team also creates public outreach
material for national conferences and
exhibitions in which the Division repre-
sentatives participate. The cartographic
and associated presentation material,
supporting graphics, posters and DVDs
we create for NAPE and AAPG confer-
ences become useful take home ma-
terial for potential lessees and others
interested in oil and gas development in
Alaska.

We maintain a daily updated GIS sec-
tion page on the Division of Oil and Gas
website which serves as an easy access
portal for public to download oil and
gas spatial layers. This year we devel-
oped and deployed an interactive
public web map application on our Divi-
sion’s website . This new app does away
the hassle of downloading data, instead
letting the viewer directly interact with
our layers with different base maps while
displaying tabular and identity informa-
tion for the selected resource or layer.

Looking forward, the top priorities of
the GIS section are creating cross plat-
form maps and apps with enhanced
spatial data interactivity and ease of
use for the end user while continuing
to provide tried and tested mapping
solutions to support DOG's day to day
operations and information exchange.
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royalty accounting

Tracking Payments Due the
Landowner

The Royalty Accounting Section maintains all records for reported values and
volumes of oil and gas produced in the state. It processes royalty reports from les-
sees and unit operators, monitoring monthly production volumes, royalty values,
and amounts paid to the state. Royalty Accounting keeps track of royalty owner-
ship and makes sure the state receives its proper allocation of royalty revenue from
each producing property.

Royalty Accounting is also responsible for reconciling a plethora of different re-
ports, and reports monthly allocations and distributes revenue to the General Fund,
School Fund, Permanent Fund, and Constitutional Budget Reserve Fund.

The “Oil and Gas Royalty” chapter (next page) explains our work as well as lists
our 2012 achievements.

24



oil and gas royalty
introduction

The state of Alaska receives a royalty of approximately 12.5 percent of the oil and gas
produced from its leases. The state may take its royalty share of production “in-kind" or
“in-value.” When the state takes its royalty share in-kind (RIK), it takes possession of the
oil or gas and sells it directly to a refinery or other end user. The Commissioner of Natural
Resources may sell the RIK oil or gas in a competitive auction or through a noncompeti-
tive sale negotiated with a single buyer. When the state takes its royalty-in-value (RIV),
the state’s lessees who produce the oil or gas market the state’s share along with their
own share of production. The lessees remit cash payments on a monthly basis for the
state’s RIV share. The value assigned to the State’s RIV is determined either under a roy-
alty settlement agreement formula or under the terms of the lease.

Over the last 30 years the state has taken about one-half of its royalty oil as RIK and
sold it to in-state refineries. Pricing terms are targeted to provide the state a value that
is higher than would have been received had the royalty been taken in value. Unit
agreements require that when the state elects to take RIK it must provide 90 days’
notice of a percentage of royalty to be taken in kind, rather than a specific number
of barrels to be taken in kind; the uncertainty as to future production volumes makes a
precise specification of RIK deliveries impossible.

These in-state sales have provided an important supply security, thereby stimulating
Alaska's refining industry by providing long-term supplies of oil to each of the state’s two
refineries that sell refined products to Alaskans.

Net Profit Share Leases

The State has approximately 20 active net profit share (NPS) leases. These leases pro-
vide, in addition to royalty revenues, a percentage of lease net profits after all devel-
opment and operating costs are recouped. As of the end of FY 2012, eight of the NPS
leases have reached payout status and the State is receiving a monthly payment of its
share. Active NPS leases that have reached payout are in the Duck Island Unit, Milne
Point Unit, and the Colville River Unit.

Royalty Volumes and Values

The following graphs depict oil and gas volumes for FY 2000 through 2012. The first
graph “North Slope and Cook Inlet Oil Volumes™ indicates the decline in oil production
through this fime period.

PLEASE NOTE that the graphs on the following pages (pages 24-27) in this chapter contain numbers for Fiscal Year
2012, while most other graphs show numbers for Calendar Year 2012. The reason for this is that production and
revenue numbers for Calendar Year 2012 are not finalized and available for publication until March 2013.
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Sources and Distributions of Division Revenues

The Division's primary sources of revenues are from royalty from state lands and NPS
lease payments. Other sources are rents, bonus bids and commitment and storage
fees which are received through the Leasing section. Other sources are royalties and
rentals from federal lands and interest on amounts due. The pie chart below depicts the
composition of the $2.934 billion in tfotal revenues received by the Division during fiscal
year 2012.

$5,580,400 Interest Sources of Division Revenue

$14,774,700 FY 2012

Rents/Bonus Bids

$105,007,200 Net
Profit Share Leases

$11,315,000 Federal
Leases

M Rents Bonus Bid, Commitment &
Storage Fee

m NPSL

™ Royalty

M Federal Leases

M Interest

The Division is responsible for the correct allocation of revenues to the various state
funds in accordance with statute and regulation. Royalty and lease revenues are allo-
cated among the general, permanent, school and constitutional budget reserve funds
based on a number of factors. The graph below depicts how the 2012 calendar year
revenues of $2.818 billion were distributed.

Distribution of Division Revenue
FY 2012
$701,300 Const.

Budget Reserve Fund
$904,896,700

Permanent Fund

M General Fund

M School Fund

® Permanent Fund

B Constitutional Budget Reserve
Fund

$14,775,600
School Fund

23



production

north slope

North Slope Annual Average Daily Oil and NGL Production (BOPD)
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Through October 2012
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North Slope Cumulative Oil and NGL Production (BBL)
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M Endicott
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1) The Division of Oil and Gas does not maintain production numbers or make forecasts. The of-

ficial source for production numbers is the Alaska Oil and Gas Conservation Commission (http://
doa.alaska.gov/ogc/index.html). The official state source for production forecasts is the Depart-
ment of Revenue (http://dor.alaska.gov/).

2) Production numbers on pages 29-31 include production until October 31, 2012.

29



cook inlet

1,000,000

100,000

Cook Inlet Annual Average Daily Oil and NGL Production (BOPD)
Through October 2012

Q
& 10,000 f
@ @ Oil+NGL
1,000 +—-
100 ——————
O S N S SR S VRO SR SN R SN VRN R ) LT S & > GRS
R L o L A G S A R . S S RN LR S RS R
DN N N N NN N NN N NN SN M N SN N N SN SN N S e ) e e M )
Cook Inlet Cumulative Oil and NGL Production (BBL) *Through October 2012
1,600,000,000
1,400,000,000
1,200,000,000
1,000,000,000 West McArthur River
= Trading Bay
= Swanson River
E‘ 800,000,000 1 Redoubt Shoal
' Middle Ground Shoal
W McArthur River
W Hansen
600,000,000 = Granite Point
m Beaver Creek
400,000,000
200,000,000
0
I
g




Cook Inlet Annual Average Daily Gross Gas Production (MMCFD)

Through October 2012
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Please note: The graphs above show gross production and does not include storage.
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exploration wells

Alaska Exploration Wells: 1940 to Present (as of October 2012%)
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development wells

Cook Inlet Development Wells by Year (as of October 2012*)

North Slope Development Wells by Year (as of October 2012*)
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Cook Inlet Oil and Gas Activity 2012

State of Alaska, Department of Natural Resources, Division of Oil and Gas, December 2012
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Hilcorp
Acquired all of Chevron’s Cook Inlet assets effective
January 1, 2012. Final approvals pending for acquisition of
Marathon’s entire Cook Inlet portfolio. Hilcorp positioned as

operator of more than 25 fields and gas storage facilities.

o [}
s - !:L Cook Inlet Energy
Drilled Otter 1 to 5,600'; cleaning out
frac stimulation in Beluga Fm gas
interval. Planning second Otter well to
7,500’ to test Tyonek Fm, and a well to
test Olsen Creek prospect to southwest.

Ivan
River

NW Cook Inlet

Apache

first Cook Inlet well,

Kaldachabuna 2 on CIRI acreage.
g i

| Drilling their

North Cook Inlet

/4?/ e Furie

E:;’,g’; Re-entered KLU-1 in Kitchen Lights Unit and deepened to

Apache 7 15,298’ using Spartan 151 jack-up. Drilled KLU-2 & 2A
Continuing 3-D seismic operations in large Kitchen sidetrack, testing Beluga Formation gas zones. Currently
areas using nodal technology for offshore, E permitting platform, subsea gathering lines, and onshore facility.

onshore, and transition zone acquisition.
= g Bay,

NordAq Energy

Environmental impact statement

in progress for potential 6-well
development at Shadura.

S Middle
i & Gro
NordAq Energy s Shoa
Drilled Tiger Eye Central 1 well in
2012 targeting Tyonek and
Hemlock Formations.

#

Buccaneer
Drilling third well in Kenai Loop field,
with planned TD of 13,000°. Plans 2-3
additional wells in 2013. Field currently
producing 6 MMCF/D from KL-1 well.

Cook Inlet Energy
Installed Miller 35 rig on Osprey CINGSA/Enstar
platform; workover of RU-3 well Gas storage reservoir in Sterling C sands in
for fuel gas, potential sales gas. s, Cannery Loop field now operational; first
withdrawals in November, 2012; 2.45 BCF
withdrawal expected for Q1/2013.

-
=T 4 ConocoPhillips
W Continued shipments of LNG
= from Nikiski facility to Asia __ Enstar-Chugach-ML&P
during 2012. Export license Utilities foresee gas imports in 2014-15 to meet
expires March 2013 peak seasonal demand swings; evaluating liquified
= and compressed natural gas options.
Hilcorp
~ Current Plan of Development for Ninilchik Unit
includes gas well workovers and potential
future testing of deeper oil prospectivity.
Wells Drilled 2012
Wells Drilled 2011
Creek Unit. Public comment
period ends December 21, 2012. - Wells Drilled 2010

Existing Wells Approved for Gas Storage

Cook Inlet 9 9
Geothermal Leases
Susitna Exploration License Area #2
Units

Armstrong
Two gas wells scheduled for late 2012 drilling 7\ Alaska Seaward Boundary
Buccaneer
Endeavor jack-up undergoing winterization 5 e
in Homer for drilling up to two wells at
Cosmopolitan, then wells at Southern
Cross and NW Cook Inlet Units in 2013.
0 5 10 Miles
| IS E—
i . r




State of Alaska

Department of Natural Resources
Division of Oil & Gas

Cook'Inlet Unit
'Land;and Lease
Working Interest
Ownership

CooklInlet

["] State, Producing mll Gas Storage Lease
State, NonProducing [ Producing Field

] Federal, Producing /7] Non-Producing Field
B2 Federal, NonProducing ¢ Platform

2] Joint Federal / State, Producing #%.» Alaska Seaward Boundary
mll Native, Producing (Outer Continental Shelf Boundary)
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