SENATE FI NANCE COW TTEE
February 25, 2010
9:05 a.m

9: 05: 33 AM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 9:05 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senat or Johnny Ellis

Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thomas

VEMBERS ABSENT

None

ALSO PRESENT

David Wod, Consultant, Legislative Budget and Audit;
Senator Joe Paskvan; Senator Gary Stevens; Senator John
Coghi | |

PRESENT VI A TELECONFERENCE

None
SUMVARY
2010 Ol and Gas Production Tax Revi ew

AGAS | SSUES and ALASKA' S FI SCAL DESI GN

9:05:41 AM

DAVI D WOOD, CONSULTANT, LEAQ SLATI VE BUDGET AND AUDI T,
referred to a handout entitled, "Gas |ssues and Al aska's
Fiscal Design" (copy on file). He provided information
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about his work history. He reviewed topics he covered in
the previous presentation. The issue which received the
nmost attention was effective cross subsidy between gas and
oil in the progressivity conponent and its inpact at high
oil prices, mxing low margin gas with high margin oil, and
the effect of significantly reducing the tax revenue to the
state, especially when oil to gas price ratios were high,
and gas to oil volunmes were high

M. Wod reported that he used a nodel derived from a
Departnment of Revenue nodel which he adapted to show
gas/oil calculations rather than just oil calculations. It
was clear from the nodel that the "dilution effect"” took
pl ace. He stressed the inportance of the need to run multi-
year cash-flow scenarios to analyze fiscal take from a
gasline. He said that he is putting together a nodel to
show a wi de range of potential scenarios.

9:12: 30 AM

M. Wod continued his presentation from the previous day,
beginning with slide 44. He ternmed the presentation the
Al aska Gas Fiscal Mdel (AG-FM, but pointed out that the

nodel could accurately address oil issues, as well. He
noted that the slide shows the structure of the nodel: the
multi-year and nulti-scenario fiscal integrated upstream

and downstream performance cash fl ow nodel

M. Wod turned to the Alaska gas fiscal nodel (AGFM -
slide 45, which shows a range of |egacy fields as well as
hypothetical fields. He pointed out the inportance of the
yel | ow boxes which depict a scenarios macro, a sensitivity
macro, and a gas tax macro. The nodel is able to |look at a
w de range of price scenarios for gas and oil, in addition
to production rates, timng, and field inputs. The nodel is
designed to | ook at itens in detail.

9:14: 44 AM

M. Wod explained that AG-M now evaluates in-state gas
scenarios - slide 46. The downstream conponents can be
reconfigured to nodel gas export routes and potential in-
state routes. The nodel is conplex because it covers a
forty-year period.

M. Wod turned to slide 47 which shows the dashboard
control sheet: high level controls: spinners and graphics.
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The top graphic shows the multi-year <cash flow in
undi scounted terms. It can also show discounted terns. It
breaks out the various fiscal elenments to show how nuch of
the revenue is comng from royalty, base production tax

progressivity, and property tax. There was a decline in the
|atter years in this scenario.

M. Wod described the pie chart at the bottom of the
slide. It sunmarizes the multi-year cash flow into a
snapshot that shows an average for the life of the
scenario. He pointed to the significance of royalties and
the base production tax for Al aska. Progressivity provides
anot her conponent. In a higher price scenario progressivity
will provide a slightly different conponent. The purpose of
the nodel is to be able to | ook at the range of scenari os.

9:17: 48 AM

M. Wod observed that another part of the scenario is the
downstream as depicted in slide 48 - dashboard control
sheet: dynam c graphics and summary results. It shows an
i nt egrated nodel of upstream and downstream el enents.

M. Wod showed a nodel which depicts the contributions of
each fiscal element to Alaska's take for the total North
Slope slide 49. The graphic shows Alaska's fiscal
conmponent s undi scount ed.

9:19:46 AM

M. Wod explained slide 50, which shows that Al aska North
Sl ope production and reserves are domnated by three
corporations. The nodel shows the conpany hol di ngs of Exxon
Mobi |, BP, and ConocoPhilli ps. Slide 51 shows ANS
production profiles forecast by AG-M for BP. The nodel
provides the ability to see the inpacts of various elenents
in the fiscal design to the corporate positions.

M. Wod discussed slide 52 - hypothetical field cases
eval uated. He pointed out that in his report to Legislative
Budget & Audit in Decenber of 2008 he did not |ook at the
| egacy fields. He only | ooked at hypothetical gas fields in
order to try to establish the significance of various
fiscal conponents. The inportant point is to look at it
from a range of perspectives and fields. The slide
describes five non-associated natural gas fields and five
oil fields with associated gas. The point is that it is
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inmportant to exam ne the inpacts of fiscal design changes
froma range of perspectives.

9:21:44 AM

M. Wod stated that a key conponent is the sensitivity of
an Al aska gas field to project and nmarket variables - slide
53. As the gas price increases, so does the net present
value of the producer's share. He said the interesting
aspect on the graph is the Capex curve, which is | ess steep
than the operating cost curve. The reason is due to the
i mpact of investnent credits. The nodel is a way of show ng
the success of the investnment credits, which play a
significant role in keeping projects economc.

9:23: 23 AM

M. Wod noted that base case hypothetical field nodels
reveal high-level inplications for governnent take - slide
54. He stressed the difference in governnent take of oil
fields conpared to gas fields and the inpact of the Al aska
fiscal design. The governnent take of destination value for
a stand-alone oil field is about 60 percent. For a gas
field it is about 30 percent. The difference is the high
cost of getting gas to market.

M. Wod related that the difference in net take between
oil and gas is about 75 percent for oil and about 67
percent for gas. These figures are not exceptional by
i nternational standards. Many conpanies around the world
have governnment takes in excess of 80 percent. The
criticismthat the Al aska fiscal design is punitive doesn't
hol d up.

M. Wod showed a nodel of a large gas field: division of
destination value - slide 55. He noted that 42 percent of
the destination value is taken up by transportation costs.
A major difference between gas and oil fields is the high
cost of getting gas to nmarket.

9:26:11 AM

M. Wod discussed a large oil field: division of
destination value - slide 56. Transportation costs are |ess
significant than for gas.
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M. Wod turned to slide 57 - conponents of Al aska state
take for a large gas field. The graph shows the significant
conponents in ternms of raising revenue for Al aska.
Royalties and the base production tax at nmedium |evel
prices account for two-thirds of Alaska's take. He noted
that the conbined progressivity tax or CPT is a small
conponent, only 4 percent.

M. Wod conpared the previous price scenario to a large
oil field on slide 58 - conponents of Al aska state take for
a large oil field. In this scenario CPT is nuch |arger at
31.7 percent.

9:28:17 AM

M. Wod listed his conclusions and reconmendati ons. Slide
60 lists his approaches to fiscal design that can inprove
performance and credibility. He stressed one elenent as the
key conclusion: drive progressivity fiscal elenments for gas
wth gas PTV (not boe). He suggested isolating the gas
conponent .

9:30: 43 AM

M. Wod talked about the need to clarify and optimze
fiscal revenue streans from NG.'s. He suggested considering
state equity involvenent in strategic infrastructure
projects. He stressed pronoting cost disclosure and control
with some fiscal incentives. Finally, he said to apply tine
constraints to new | eases to devel op resources.

9:32:51 AM

Senator Thomas requested nore historical information in
order to have context for considering the future. That
woul d also allow for incentives. M. Wod thought it was a
good suggestion. He commented that there was a peak in oil
that can be used to see what m ght have happened if a gas
line was in place during those two years. He surm sed that
the state would have received a substantially |ower anount
of production tax, had the gas |line been in place at past
gas prices.

Co-Chair Stedman summarized that the request is for a
summary of market prices for the |last two years.

9:36: 15 AM
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Co-Chair Stedman turned to slide 13 - latest US
government forecast shows high oil to gas price ratios
through to 2035. He asked what the probability was that
projection of oil to gas ratios could be inaccurate. M

Wod replied that the graph has been put together using
Energy Information Authority (EIA) annual energy outlook
2010 forecast. He suggested that there is no certainty that
the forecast is accurate. If for only three years the price
is higher, there is an inpact of billions of dollars of
revenue to the state. He voiced concern if price spikes
were to happen. Looking back to 2008 s price spike, the
revenue benefits to the state were quite substantial.

9:39:17 AM

Co- Chair Stedman asked for further information about slide
12 - US. oil to gas price ratio and the range of fiscal
designs. He wondered how often in the past spiking has
occurred. M. Wod said that from 1996 to about 2006 the
price ratio was below ten. In all of the remaining period
it has been above ten consistently. He reported that since
May - June 2007 the price ratio was below 10 for only four
nmont hs. Since March 2009 it has been above 10 and above 20
for several nonths. He did not think the |evel would return
to 6, but the state should be planning for ratios above 10
and for spikes.

Co- Chair Stedman thought the current ratio was at 15. M.
Wod noted that there had been several nonths above 20 in
the last six nonths. Co-Chair Stedman commented that the
i ssue had noved beyond a theoretical exercise. M. Wod
agr eed.

#
ADJ OURNVENT

The neeting was adjourned at 9:42 AM

Senat e Fi nance Committee 6 02/ 25/ 10 9:05 A M



