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to the determnations of oil and gas production tax val ues;
relating to oil and gas production tax credits including
qualified capital credits for exploration, developnent, or
production; making conform ng anmendnents; and providing for an
effective date.”

- HEARD & HELD
PREVI QUS COW TTEE ACTI ON
Bl LL: HB3001

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR
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04/ 23/ 12 (H) RES AT 9: 00 AM HOUSE FI NANCE 519

W TNESS REG STER

JANAK MAYER, Manager

Upstream and Gas

PFC Ener gy

Washi ngton, D.C.

PCSI TI ON STATEMENT: Speaking as the project nmanager who has
been hired by the Legislative Budget and Audit Commttee,
presented a Power Point, "Di scussion Slides: Alaska House
Resources Committee"” and answered questions during discussion of
HB 3001.

ACTI ON NARRATI VE
9: 07: 57 AM
CO CHAIR PAUL SEATON called the House Resources Standing

Commttee neeting to order at 9:07 a.m Representatives Seaton,
Feige, Gardner, Dick, Foster, Herron and P. WIson were present
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at the call to order. Representatives Kawasaki and Minoz

arrived as the neeting was in progress. In attendance from the
House Special Committee on Energy were Representatives d son,
Pruitt, Saddler, Lynn, Petersen, and Tuck. Also in attendance

were Representatives Austerman, Fairclough, Neuman, Thonas,
Thonpson, T. WIson, Doogan, and M|l er and Senator G essel.

HB 3001-O L AND GAS PRODUCTI ON TAX

9:08: 56 AM

CO CHAI R SEATON announced that the only order of business would
be HOUSE BILL NO 3001, "An Act relating to adjustnments to oil
and gas production tax values based on a percentage of gross
value at the point of production for oil and gas produced from
| eases or properties north of 68 degrees North |[atitude;
relating to nonthly installnent paynents of the oil and gas
production tax; relating to the determnations of oil and gas
production tax values; relating to oil and gas production tax
credits including qualified capital credits for exploration,
devel opnent, or production; making conform ng anendnents; and
providing for an effective date."

9:09:13 AM

JANAK MAYER, Manager, Upstream and Gas, PFC Energy, speaking as
the project nmanager hired by the Legislative Budget and Audit
Comm ttee, reported that PFC Energy is a global ener gy
consul tancy which specializes in oil and gas with a focus on
above ground risk, including fiscal terns, comrercial risk, and
geo-political risk. He explained that upstream refers to the
exploration and developnment of crude oil, as opposed to
downstream whi ch refers to the refined product.

9:10: 27 AM

CO CHAI R SEATON asked the committee to save any phil osophi cal
guestions until after the presentation.

9:11: 23 AM

MR. MAYER introduced a PowerPoint presentation entitled
"Di scussion Slides: Al aska House Resources Committee," which was
included in nenbers' packets. He then said he would provide a
brief background of Alaska's oil and gas conpetitive context,
particularly in terns of the current fiscal system in the
context of other hydrocarbon regines. Drawing attention to
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slide 3 entitled "Fixed royalty Jurisdictions in US Lower 48 Are
A Key Conmpetitor to Alaska for Investnment Dollars,” which
conpares the tinme periods, 2003-2005 and 2008-2010, for the
areas around the world where conpanies were taking cash and
significantly investing cash for a base of new production. He
stated that for nmuch of recent history, North Anerica and Europe
have been cash surplus regions of established production where

investnments have been nmde in the past. He noted that
essentially, conpanies harvested cash from those mature regions
and used it to build assets in new regions. During the first

half of this last decade, a notable cash deficit area was Sub
Saharan Africa where conpanies nade significant investnent in
pl ays, particularly in deep water Sub Saharan Africa. He
reported that in the last couple of years high oil prices and
the unconventional oil revolution in North America, the Lower
48, has created a remarkable turnaround from an exporter of cash
Wi thin conpanies' portfolios to a destination of cash. He
declared that there is now a lot of investnment in the Lower 48
to take advantage of the Lower 48 s onshore unconventional play.

MR. MAYER stated that the fiscal reginmes across the Lower 48 are
by and | arge fixed-percentage royalty regines. Five years ago
maj or conpetitor jurisdictions for investnent dollars were
likely to be developing countries with large production sharing
contracts in terns of their fiscal systenms, relatively high
| evel s of governnent take, and fiscal systens that negotiate
terms directly with conpanies. The significant difference today
is that one of the main conpetitive jurisdictions for Alaska is
the Lower 48 as a destination for cash and there, in the Lower
48, is significantly |ower governnent take. The aforenentioned
makes it nore difficult for Al aska to conpete w thin conpanies'
portfolios for investnent dollars.

9: 15: 37 AM

MR. MAYER noved on to slide 4 entitled "Al aska's Days of Easy
Ol Are CGone: Hgh Costs and H gh Governnent Take Present
Chal | enges” and stated that there are steadily rising costs of
oi | devel opment in Al aska. He listed the devel opnent cost for
New Light GI, Md-H gh Cost Developnent, and H gh Cost
Devel opnent in Al aska. He declared that capital costs of $17
per barrel and operating costs of $15 per barrel are reasonable
estimates for the existing infrastructure. However, for those
devel opments that are farther from existing infrastructure,
target snaller reservoirs, require horizontal wells or hydraulic
fracturing, or are reservoirs for viscous oil, the capital costs
increase to $25 per barrel. In fact, for developnents well
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outside of existing infrastructure toward the National Petroleum
Reserve- Al aska (NPR-A) the capital costs can be as high as $34

per barrel. In conparison, the Lower 48 capital costs for
conventional onshore plays is $2-$5 per barrel, with the total
operating and capital cost being |less than $10 per barrel. The

total [capital and operating] cost for unconventional oil plays
in the Lower 48, such as the Bakken or Eagle Ford, could reach
$20- $25 per barrel. Therefore, the cost for new devel opment in
Alaska is significantly nore expensive than the Lower 48,
regardl ess of the fiscal terns.

9:18: 23 AM

REPRESENTATI VE GARDNER expressed her understanding that Al aska's
very high costs had been a reason to nove to a net profits tax.
She asked if Texas, North Dakota, and Louisiana were based on a
net profits tax.

MR. MAYER replied that those states are on a fixed royalty
system with some variations in the royalty such that there is
greater predom nance of private |and. He declared that fixed
royalty systens can have high levels of governnment take when
costs are high and prices are |ow because from any given barre
a fixed percent is being taken. However, when costs are |ow and
prices are high, the fixed rate jurisdiction is nore attractive
than the net profit jurisdiction.

9:19: 53 AM

REPRESENTATI VE GARDNER asked if, in conparison, net profit
blunts the inpact of high cost. She pointed out that Alaska is
at risk when the price of oil falls, which was a trade off when
the tax structure was initiated. Therefore, Al aska would take
nmore at the high end and share the risk at the | ow end.

MR. MAYER stated that the inpact of a net profit system of the
sort that's in Alaska is to make the overall system relatively
neutral with regard to cost. The presence of a fixed royalty
conponent makes Al aska's system slightly regressive in terns of
cost because as costs increase, the governnent take may increase
slightly. However, fixed royalty systens are very regressive in
terms of cost, and thus the greater the costs, the higher the
government take. M. Myer agreed then that a net profit system
blunts some of the inpact [of high cost], but it is not a
progressive system with regard to cost. As costs increase,
government take does not decrease, and he stated that the |eve

HOUSE RES COW TTEE - 5- April 23, 2012



of governnment take in Alaska is high conpared to many other
regi mes.

9:21:41 AM

REPRESENTATI VE SADDLER asked to clarify that the referenced high
cost of developnent is not for viscous oil or future high cost
of devel opnent.

MR. MAYER expressed agreenent, adding that in the recent past
t here have been devel opnments within the range of the new I|ight
oil to the md to high cost. Although he was not aware of any
devel opnments at the high cost |evel, he suggested that there are
projects in the planning and eval uati on stages that could entai

t he hi gher costs. However, those projects are very chall enged,
he further suggested.

REPRESENTATI VE SADDLER asked for an exanple of an Alaska field
that would fall into the specified categories: new |ight, md-
hi gh cost devel opnent, and hi gh cost devel opnent.

MR. MAYER offered his guess that Nakaitchug and Oooguruk would
fall somewhere between the new light oil and md-high cost
devel opnent, but opined that the oil conpanies would need to
share the details. He anticipated that sonme of the viscous oi
projects planned within existing fields by the current operators
would also be in the md-high to high cost of devel opnent.
Simlarly, projects in NPRA as well as serious heavy oil
projects could fall in the high cost of devel opnent.

REPRESENTATI VE SADDLER asked if there are any exanples for new
light oil or md cost projects.

MR. MAYER responded that he did not have specific exanples for
new devel opnent, but characterized the estinated costs as a
reasonabl e benchmark based on ot her recent devel opnents.

9:24: 09 AM

CO CHAI R SEATON pointed out that the unconventional oil projects
of the Bakken and Eagle Ford and new light oil projects in
Al aska had the sane capital cost requirenments as specified on
the chart. He asked if the Eagle Ford and Bakken projects,
which required continuous drilling and capital costs, had

capital costs related to the graph.

HOUSE RES COW TTEE - 6- April 23, 2012



MR. MAYER replied that the figures on slide 4 were done on an
annual operating cost per barrel produced, but the capital costs
were based on per barrel of reserves. He pointed out that,
depending on the size of the reserve, spending could cone at the
front or be stretched out, which could significantly inpact the
proj ect econom cs. He stated that even though t he
unconventional projects have nmuch higher capital costs than
previously seen in the Lower 48, these costs were |ower than
many costs in the planning stages in Al aska. Q her than having
| oner capital costs than in Al aska, the Lower 48 projects have
the advantage of the capital costs being spread out over tine.
Therefore, with conparable costs between the new light oil and
t he unconventionals, it may |ook better for the unconventionals
because the capital spending is spread out over tine.

9: 26: 27 AM

MR. MAYER noved on to slide 5 entitled "Relative Governnent
Take, " which defined relative governnent take as governnent take
di vided by divisible income. He explained that divisible incone
is gross revenues less all the costs, including operating and
capital costs and transportation costs. The governnent take is
that portion of the divisible inconme renmaining after the private
conpany's take. Dividing the absolute governnent take by the
divisible inconme results in the percentage of the incone the
government receives on a project.

9: 28: 09 AM

CO CHAIR SEATON inquired as to when private royalty cones into
pl ay.

MR. MAYER clarified that the benchmark slides he w il present
today treats private royalties as though the private |andhol der
were governnment. From a conpany's perspective, funds that go to
a private | andhol der or the governnment are the same because they
are funds that the conpany does not receive.

REPRESENTATI VE P. WLSON asked how the private royalty can be
determ ned when, in fact, some of the contracts are private.

MR. MAYER said that although there are significant variations
between | eases with the private contracts, there are fairly well
docunented reasonable averages available for estimtions.
Therefore, M. Mayer used the reasonabl e averages and when there
was a question, he erred on the high side.
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9:30: 00 AM

MR. MAYER, addressing slide 6 entitled "Fixed Royalty v Profit

Based Fi scal Systens, " answered Representative Gardner's
guestion regarding the inpact of fixed royalty systens versus
net profit-based tax systens. He conpared the first exanple

whi ch depicted five different projects each with a 30 percent
fixed royalty to five projects with a 50 percent profit-based
t ax. He pointed out that these were five different projects
with five different cost |evels. He noted that each project
included capital cost, operating cost, normal return to a
private investor on capital, and economc rent or income surplus
required to achieve a normal return on the capital that 1is
soneti mes known as super profits.

MR. MAYER decl ared that the anpbunt of economic rent generated by
a project would vary enornously depending on the cost structure
of that project, and thus project one would generate a |ot of
economc rent while project five would generate a relatively
smal | anmount of economc rent. Referring to the graph of the 30
percent fixed royalty in ternms of five different cost structures
with five different projects for the same $100 per barrel price,
he pointed out that the black rectangles represent divisible
incone, that is all of the cash and none of the costs. The bar
graph depicts a line straight across the graph at 30 percent
fixed royalty, which is at the $70 because $30 of the $100

barrel of oil goes to the 30 percent fixed royalty. |In the case
of project one, then, there is a lot of economc rent and an
even larger portion is going to the private investor. In the

case of project five, all of the economc rent is being taken
through the 30 percent royalty as is all of the ordinary return
on capital. Clearly, that's a project that wouldn't nove
forward under this stylized regine because there is no economc
rent or even a basic ordinary return on capital to be nade.

MR. MAYER explained that part of the notion behind a profits-
based tax is that it elimnates the distorting inpact such that
there are relatively lower taxes on the highest cost projects
and relatively higher taxes on the |owest cost projects, which
generate the nobst economc rent. He noted that this is a
stylized profits-based system not |ike the Al aska system that
is progressive in regard to costs and may take even nore of the
rent in certain cases. "The anal ogy being, in a sense, to the
25 percent ... base profits tax in Al aska. If we inmagine a
system that was that at 50 percent with no other fiscal elenent,
that's sort of what we'd be | ooking at here,” he said.
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9:34:15 AM

MR. MAYER expl ained that the bar graph for the 30 percent fixed
royalty could be viewed as a percentage of a barrel of oil for
any given price per barrel, with each of the five projects
reflecting different oil prices. Therefore, the graph could be
viewed as the sane project with the sane cost structure in five
different price cases such that price case one would have very
high oil prices and price case five would have very low oil
prices. He reiterated that in a high oil price environnment
fixed royalty is nore attractive for investors, whereas the
profit-based tax is nore attractive in a lower oil price
envi ronnment because the tax is reduced as the available profit
is reduced. In that sense, the system on the [50 percent
profit-based tax] is nore econonically efficient, as it does not
distort the investnent choices as nuch. However, that does not
necessarily nean that it's conpetitive with what one can obtain
as a private investor in a jurisdiction with the investnent
profile of [projects] one, two, or three. M. Mayer opined that
that the aforenentioned is inportant in understanding how a
profit-based system particularly one with a relatively high
governnent take such as Al aska, |ooks as conpared to a fixed
royalty system el sewhere. A profit-based system wth a
relatively high governnent take is very attractive at |ower oil
prices, while less attractive, froma conpetitive standpoint, at
high oil prices, particularly when those jurisdictions have
relatively | ower costs.

9:36: 16 AM

REPRESENTATI VE GARDNER inquired as to the contextual definition
for rent and nornmal return of capital. She asked if nornal
return of capital is part of the profit or the cost.

MR. MAYER expl ained that normal return on capital differentiates
the perspective of accountants versus econom sts. For an
account ant, profit is what remains after the <costs are
subtracted from the incone; however, for an econom st profit is
what renmains after all the capital invested in the project,

including the physical structures and the working capital, is
subtracted [from the incone]. For an econom st, anything above
the normal return on capital is economc profit. Therefore, on

the bar graphs on slide 6 the yellow and red bars represent
accounting profit, but only the red bars are economc profit,
which is the sane as rent.
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REPRESENTATI VE GARDNER asked what risk was calculated for a
normal return on capital.

MR. MAYER explained that the required rates of return for
capital are connected to the levels of risk, with lower risk

investnments requiring lower rates of returns. He pointed out
that the standard benchmark is the U S. Treasury rate, which is
a conpletely risk-free rate of return on capital. Any rate of

return required above the guaranteed return is considered a risk
prem um The significantly higher rate of return required for
an oil and gas project located in a stable jurisdiction versus a
project that holds a US. Treasury bill is reflective of the
risk one is taking in wundertaking the project. Ther ef or e,
projects in jurisdictions that are viewed as riskier by
investors require significantly higher rates of return to
conpensate for the risk involved.

REPRESENTATI VE GARDNER asked for the benchmark of the U S
Treasury rate.

MR. MAYER replied that the rate varied depending on the
investnment time frame. He stated that, although 5 percent had
historically been financially used as a risk free rate of
return, the current economc environnent is a substantially
| ower rate.

MR. MAYER, in response to Representative Tuck, said that Al aska
is "progressive with regard to price, but not particularly
progressive with regard to cost.” He then turned to the bar
graph in ternms of the same project in five different cost
environments and suggested layering in Alaska's progressivity
woul d result in the diagonal bar curving down and taking nore of
the rent at the highest price environnent.

9:41: 33 AM

CO CHAI R SEATON surm sed that M. Mayer would be going into nore
detail on the Alaska price structure.

9:41: 52 AM

MR. MAYER, in further response to Representative Tuck, clarified
that he was referring to the chart entitled "lIncidence of a 50%
Profit-Based Tax on 5 Different Projects” on slide 6 with the
angled line being a fixed 50 percent of the profit for a given
proj ect . A system that is progressive with regard to price
would result in "1" being the highest price case that would
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yield the nobst economic rent such that 60-70 percent of the
[profit] is taken and perhaps | ess than 50 percent in the | owest
price case, "5". Therefore, the line would steadily increase
fromright to left to reflect nore economic rent in high price
environments, which is what nmekes it progressive in regard to
price. Alaska's systemis deliberately crafted such that at oi
prices net of cost above $30 per barrel, the share going to the
state through the petroleum profit-based tax (PPT) steadily
I ncreases. He stated that although this is progressive wth
regard to oil price, it is not progressive in the sane way for
cost . Therefore, as costs rise, the anmount of governnent take
stays the same and may, in certain circunstances, slightly
i ncrease as costs increase.

9:43: 20 AM

REPRESENTATI VE TUCK, recalling earlier testinony that a nornal
return of capital is about 15 percent, surmsed that the yellow
bl ock on the bar graphs on slide 6 is 15 percent of everything
below it.

MR. MAYER expressed agreenent that the yellow block is 15
percent of the capital costs, shown in green, with sone portion
of the ongoing working capital required to maintain the project.

9:44: 05 AM

REPRESENTATI VE HERRON asked how the bar graphs would change if
Al aska becane an investor, instead of approving the tax
reduction in the proposed | egislation.

MR. MAYER, directing attention to the equation on slide 5, said
t hat governnment take does not include the governnent earnings
directly froman equity stake. However, he said that governnent
take woul d be inpacted if the governnent, as Al aska does to sone
extent, provides tax credits as cost contributions to the
project with a correspondingly high tax rate afterward.

9:45: 27 AM

MR. MAYER offered a brief overview of slides 7 and 8, "Regine
Conpetitiveness: Average CGovernnent Take," which conpared Al aska
to a range of global fiscal regines at $100 per barrel of oil,
slide 7, and $140 per barrel of oil, slide 8. He directed
attention to the tw red bars, which represented the Al aska
take, under Alaska's Cear and Equitable Share (ACES), for new
oi | developnments and for an existing producer. He noted the
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di f f erence: an existing producer could claim capital costs
agai nst existing costs for production, while a new devel opnent
producer could only claimupfront incurred capital costs agai nst
net operating lost credit, which results in a slightly higher
government take. He stated that the yellow bars were al
Organi zation for Economc Cooperation and Devel opnent (CECD)
jurisdictions, which are devel oped, not developing, countries.
He explained that the benchmark analysis offers a range of
actual econom c nodel ed projects as opposed to how this exercise
is frequently performed in which a single stylized field is run
through a range of different regines. The idea, he specified,
is that in each regine there should be review of sonething that
conmes close to approximating the actual levels of cost, field
sizes, and etcetera in order to view representative devel opnent
for each of the basins in terns of field size, production,
costs, and the resulting governnment take.

9:48: 18 AM

MR. MAYER reported that oil price levels significantly below
$100 per barrel would reflect an inpact on fixed royalty
regines. He said when oil price was conpared at $100 per barre

and above, Alaska's fiscal regine was significantly higher than

all other COECD jurisdictions, wth the exception of Norway;
whereas, below $100 per barrel, ACES was conparable to nany
ot her jurisdictions. For an existing producer, [Al aska under

ACES] has the second highest |evel of governnent take in the
CECD countri es. At a price of $140 per barrel, the governnent
take [in Alaska] for an existing producer is about the same or
slightly above Norway and is slightly higher still for new
devel opnent . For oil prices higher [than $140 per barrel],

Al aska finds itself anmong the very highest taxing jurisdictions
in the world. He clarified that he had focused on $100 per
barrel and $140 per barrel as these were the npbst recent price
boundaries over the last few years. He stated that the fisca

reginme in Al aska had been designed for high Ievels of governnent
take for existing production, and 1is notably higher for
governnment take of new devel opnent in the Lower 48.

9:50: 32 AM

CO CHAI R SEATON requested a copy of this sane graph using an oi
price of $80 per barrel.

MR. MAYER agreed to do so.

9:50: 52 AM
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REPRESENTATI VE GARDNER inquired as to why Saudi Arabia, Kuwait,
and Iragq, which she opined to be sone of the |argest oi
producers in the world, are not included on the chart.

MR. MAYER expl ai ned that Saudi Arabia entirely owns and produces
its oil resource, and thus it is not relative to these other
fiscal regines. The aforenentioned is true, to sonme extent, in
Irag and Kuwait as well. Irag is a unique case because it has
recently invited service contracts with overseas oil conpanies
to invest capital and introduce new technology in an effort to
increase the oil production of long existing mature oil fields
that have been produced by the state. He offered his belief
that those [existing mature oil fields in Iraq] have a
relatively high level of governnent take, but that the fisca
structure rewards contractors for increases in production over
certain benchmark |evels. Conpanies have been willing to invest
in lrag because it is viewed as a long-term strategic
i nvest nment .

REPRESENTATI VE GARDNER asked whether Norway is a hybrid nodel
simlar to Al aska.

MR. MAYER concurred, declaring that, although Norway has high

|l evels of governnent take, it ensures ongoing investnent
regardl ess of the private sector appetite. Norway has a | arge,
sophi sticated national oil conpany, Statoil, which is a ngjor
participant in Norwegian oil devel opnent. Norway also has a

state equity arm Petoro, which also holds directly on behal f of
the state in those projects.

MR. MAYER, in response to Co-Chair Seaton, said that PFC Energy
has anal ysis of what HB 3001 | ooks like in conparison to ACES in
terms of governnent take. Although he did not have it in terns
of the benchmark chart [on slides 7 and 8], but he offered to
provide it.

REPRESENTATI VE SADDLER asked to al so see the countries ranked by
annual volunme of oil produced and cost of production.

MR. MAYER replied that it could be done, but it mght be a
significant process. He noted that there is a correlation
between desirability of hydrocarbon basins and Ilevels of
gover nment take.

9:55:43 AM
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VR. MAYER, referring to slide 9 entitled "Effect of
Progressivity on Price Upside," explained that the two graphs on
slide 9 reflect net present value (NPV) and internal rate of
return (IRR) over a range of wvarious price environnments. He
explained that the cost profile used is from the average North
Sl ope capital and operating costs directly from the Departnent
of Revenue (DOR) Revenue Sources Handbook and was graphed under
ACES versus with a flat 25 percent profits-based tax w thout any

progressivity. The graphs illustrate that under progressivity
as the price, economc rent, increases, the state is steadily
able to take nore and nore. The graphs use a relatively |ow
cost devel opnent and illustrate that the system works quite well

such that there is a 15 percent rate of return around the $60-
$70 price. As one reaches higher and higher price levels, the
idea behind the progressivity is that nore and nore rent is

taken for the state. 1In the |ow cost exanple, the inpact of the
state taking [nore] econom c rent should not inpact the economc
viability of the project. However, if one conpares this to a
nore neutral or regressive regine, a very econonm c project does
not al one make the project economc for capital. For exanpl e,
there are projects in the Lower 48 at high price environnments
t hat |l ook  nmuch better. Ther ef or e, the question of
conpetitiveness renains. He declared the basic lesson fromthis
chart to be: ACES worked very well, in a harvest regine, when

there were |ow developnent costs while nmaintaining existing
production from existing fields wth no significant new
i nvest nment .

10: 00: 31 AM

REPRESENTATI VE GARDNER expressed her understanding that the
desired outconme of the progressivity tax rate is to encourage
the industry to re-invest its profits in Al aska, rather than
el sewhere because their tax rates in Al aska would drop with each
dol lar re-invested. She asked for clarification regarding
whet her high prices were instead discouraging industry
i nvestnment and that industry would prefer a higher progressivity
rate in a harvest node rather than re-invest and decrease the
rate on everything.

10: 01: 20 AM

MR. MAYER, noting that there were the two approaches, said that
progressivity is an approach to encourage investnment such that
the high level of taxation could be lowered through re-
i nvest ment . The other approach would be for a |ower |evel of
governnent take with an upside for higher oil prices, which is
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nore desirable for capital investnent. Hi gh governnment take,
high costs, and the lack of an upside conbine to nmake Al aska
| ess conpetitive, he said.

REPRESENTATI VE GARDNER opined that this nmade sense for a new
i nvestnent, without a broad infrastructure.

CO CHAI R SEATON questioned whether progressivity would really
make a difference if conpanies had decided prior to the current
tax regine in Alaska that Alaska's mature oil basins were a
harvest regine.

10: 03: 44 AM

MR. MAYER rel ated that there are various gradations to determ ne
that a jurisdiction is a harvest region, even if the investnent
is limted to a |ow cost, easy investnent. The deci sion woul d
be nmade at the corporate level, in large part, because of the
interplay of costs and econom cs of a new investnent. However
the fiscal system is but one conponent. There are issues over
which the state has no control, including the cost environnent
and ot her conpeting uses of capital. He stated that the harvest
designation is not nade in the abstract, but is a function of
the other possible uses of capital, returns available on the
uses of <capital, and the returns available given the cost
structure and tax environnent in Alaska. The question would be
whet her Al aska is a place to invest and draw the capital in the
future, or to invest and draw cash now.

10: 06: 06 AM

CO CHAI R SEATON asked if those decisions had been nade prior to
the current tax system in Alaska on a low tax environnent, and
whet her |lowering the taxes would reverse the decision made in a
| ower tax environment.

MR. MAYER expressed his agreenent that the oil producers had
taken cash out of Alaska long before ACES was inplenented, as
Al aska was a cash surplus region. Therefore, he said he would
not suggest that the inplenentation of ACES created a harvest
system where none existed before. On the other hand, since [the
i npl ementation of ACES], oil prices have becone significantly
hi gher, technol ogi cal advances have been nmade, and the Lower 48
is no longer a harvest regine. The question, then, is whether
there are projects that mght be viable given the high oi
prices and technology in Alaska that are |ess viable because of
[ Al aska' s] fiscal system
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10: 08: 01 AM

CO CHAI R FEI GE questioned whether it is the fiscal reginme or the
actual field mechanics driving [Al aska] toward a harvest nbpde
when it could be nmoving in a different direction with the
current increase in oil prices.

10: 09: 29 AM

MR. MAYER noved on to slide 10 entitled "Low Cost Light Ql:

Hypot hetical 10 nb/d Project Cashflows ($13/bbl Capex, $10/ bbl

Opex)," which presents the stylized inpacts of cash flow for a
brand new devel opment with a cost structure of $13 per barrel

capital expense and $10 per barrel operating expense. He noted
that the horizontal axis is at zero and anything above it is
revenue, as depicted in the blue bars, whereas anything bel ow
the horizontal axis is capital developnent costs during the
initial years and then ongoing operating costs of $10 per
barrel . He specified that the black line is the after tax cash
flow (ATCF). The graph relates that in the early years, the
di fference between the negative capital expenditure bar and the
slightly |less negative ATCF |line is the inpact of the 20 percent
capital credit and the net overriding loss credit under ACES

He noted that this capital credit reduces the negative cash flow

in the early vyears, thereby inproving the overall project
econoni cs. However, if the costs are subtracted from the
revenue |[blue bar], that would anmbunt to all the cash the
proj ect produces. On the other hand, the ATCF [black line] to
the producer is "a relatively small portion of the overal

revenues generated fromthe project.” The difference in that is

that the operating and the capital costs have to be covered as
wel | as the alnobst 80 percent of the revenue that goes to either
the federal or state governnent, which is a significant anount
at $100 per barrel. The anmount left is the ATCF [black line] to
the producer that is shown at $100 per barrel in the graph, but
a small table on slide 10 indicates the NPV and IRR for oil at
$40, $60, and $100 per barrel. A hypothetical project, new
devel opment, at a cost structure equivalent to sone of the
current existing mature assets would result in a hurdle rate of
return at about $60 per barrel and $100 per barrel would | ook
quite attractive.

10: 13: 20 AM

MR. MAYER decl ared that this graph hypothetically reflects a new
devel opment with the cost structure of an existing field and an
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attractive rate of return at $100 per barrel. However, this
analysis for |IRR would be different for actual existing
production as there is no longer an [upfront] lunp sum creating
a return; the NPV would be higher, as there was no lunp sum
upfront investnment and only annual capital and operating costs.
The graph shows that this cost structure under ACES | ooks
relatively attractive.

10: 13: 56 AM

MR. MAYER noved to slide 11, "New Light G1: Hypothetical 10
nb/d Project Cashflows ($17/bbl Capex, $15/bbl Opex)," which
uses the sane production profile, but increases the capital
expenses to $17 per barrel and the operating expenses to $15 per
barr el

REPRESENTATI VE SADDLER requested clarification that the blue bar
bel ow the ATCF [black line] represents the producer's profit
and above the black line represents the governnent take.

MR. MAYER replied that, although governnent take is not shown
explicitly, divisible income is the difference when the red and
yellow bars are subtracted from the blue bar. The divisible
income is all of the cash a project generates.

REPRESENTATI VE SADDLER asked what the blue bar above the bl ack
I ine represents.

MR. MAYER replied that the blue bars represent the total revenue
for the project.

REPRESENTATI VE SADDLER agreed that he understood that the blue
bar is the total revenue, but he asked again for an explanation
of the blue bar above the ATCF [bl ack |ine].

MR. MAYER said that the black line itself represents the ATCF to
the private investor.

REPRESENTATI VE SADDLER asked again what was represented by the
bl ue bar above the ATCF bl ack |i ne.

MR. MAYER replied that the portion of the blue bars above the
black line does not represent anything specifically. He
explained that if the operating expenses [red bar] and the
capital expenses [yellow bar] are subtracted from the revenue
[blue bar], the difference between that result and the black
line, would be the governnent take. In this hypothetical case
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the governnment take would be a bit less than 80 percent of the
total.

10: 16: 31 AM

CO CHAIR SEATON stressed the need to better understand this
graph before noving forward with testinony.

10:17: 14 AM

MR. MAYER said that to explicitly plot governnent take as a
third cost conponent, along with operating and capital costs,
there would be another negative bar which would roughly
count er bal ance the blue revenue bar. He pointed out that, as
the result would not be as negative as the blue was positive,
the difference would be the ATCF black I|ine. He clarified that
the difference of the total of the operating cost, the capita
expense cost, and the governnent take with the revenue woul d be
the "cash that the producer thenselves gets."

10:18:11 AM

CO CHAI R SEATON surnised then that the blue bar is for revenue

and the cash for the producer is between the black ATCF |ine and
t he axis. He asked if the area of the blue bar above the ATCF
black line is equivalent to governnent take.

MR. MAYER replied that it is equivalent to governnent take plus
costs. In response to Representative P. WIson, he confirmed
t hat governnment take is not included on the graph.

REPRESENTATI VE TUCK related his understanding that the graph
doesn't include any tax structure or governnent take structure;
the graph, he surmsed, is not explicit to one taxation system
versus another rather it is total costs and expenditures.

MR. MAYER specified that the after tax cash flow (ATCF) Iline
which is based on ACES, is specific to a given tax structure.

10: 20: 20 AM

MR. MAYER directed attention to the graphs on slides 11, 12, and
13 that reflect the same production profile and revenue as slide
10, but each slide depicts increased operating and capital
expenses. Referring to the graph on slide 11 entitled "New
Light G1: Hypothetical 10 nb/d Project Cashflows ($17/bb
Capex, $15/bbl Opex)" that includes capital expenses of $17 per
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barrel and operating expenses of $15 per barrel, he determ ned
that the acceptable rate of return begins at the $100 per barrel
price, whereas any lower price is "actively destroying economc
val ues. " At $60 oil per barrel, the NPV is negative and the
rate of return is 9 percent, which is less than the 10 percent
discount rate that is used in this case. The graph on slide 12
entitled "Md-H gh Cost Project: Hypothetical 10 nb/d Project
Cashfl ows ($25/ bbl Capex, $15/ bbl Opex)" depicts capital
expenses of $25 per barrel and operating expenses of $15 per
barrel, and states that the rate of return at the $100 per
barrel price is only 11 percent. Finally, the graph on slide 13
entitled "H gh Cost Project: Hypothetical 10 nb/d Project
Cashfl ows ($34/bbl Capex, $15/bbl Opex)," reflects a capital
expense of $34 per barrel and an operating expense of $15 per
barrel, with a 7 percent rate of return at $100 per barrel. The
initial yellow bars depicting the capital being spent on the
project beconme nore and nore negative and to obtain a rate of
return on that a correspondingly relatively higher anount of
cash flow afterwards i s necessary. However, the cash flow only
changes marginally after the initial investnment, which is why
the very low rates of return are experienced. In fact, at $34
in capex per barrel, there is a negative NPV at a 10 percent
di scount rate, even at $100 per barrel of oil.

10: 22: 20 AM

CO- CHAIR SEATON, directing attention to slide 11 wth the
$17/ bbl capex, posed a scenario in which there is new |light oil
new field developnent with a 65 percent exploration tax credit
and convertible tax credit. He then asked if the exploration
tax credits would affect the 2011 and 2012 bars on the graph.

MR. MAYER responded that this graph depicts a devel opnent
forward basis and does not include exploration costs, only the
capital costs required for developnent and the resulting
revenue. He declared that the 20 percent capital credit and the
25 percent net operating loss credit should both be applied, but
he noted that, they my be applied with a vyear |Iag.
Furthernmore, wunder ACES, those credits are spread over two
years. He reported that the biggest inpact should cone in the
third year, 2013, after there have been a couple of years of
capi tal spendi ng.

10: 24: 11 AM

CO CHAI R SEATON pointed out that one provision of HB 3001 is
that the credit would be for one year, instead of spread over
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two years, which he surmised would nove the cash flow line
(indisc.) negative for the first tw years.

MR. MAYER agreed that for a new project it would rmake a snal
difference in the first couple of years.

REPRESENTATI VE TUCK related his understanding that on the graph
devel opment is represented prior to the blue bars and the blue
bars are producti on.

MR. MAYER expressed his agreement, but rem nded the conmttee
that there are ongoi ng capital expenses for drilling.

REPRESENTATI VE TUCK surm sed then that the blue revenue bars
reflect the usual peak and then subsequent decline as an oil
field noves into production.

MR. MAYER replied yes, noting that the decline would be nore
dramatic if it represented volune rather than revenues. The
graph is an illustration based on a nom nal cash basis, and thus
there is about 2.5 percent inflation, which offsets the actua
underlying decline of the production by the 2.5 percent
inflation and each year the value of the dollar is less and the
revenue fromit is 2.5 percent greater. He pointed out that the
graph is a stylized hypothetical profile which could |oo0k
di fferent under di fferent ci rcumst ances, or relative to
unconventional production fields. In certain places one may be
able to achieve a production profile with a faster and higher
peak and a faster decline, which is in many ways economcally
preferable. Such a situation would nmean that one could recover
cash nmuch faster, which inproves one's economc netrics.
However, production profiles for Oooguruk, for exanple, do not
| ook particularly like earlier "peakers" with sharp declines but
rather steadier producers with a shallower decline and a |ess
significant initial peak, which nmakes projects nore econonically
chal l enged than those with higher initial production. On the
ot her hand, the unconventional resource plays in the Lower 48
would require less initial capital for any given |evel of
spending but nobre ongoing capital spending throughout the life
of the project as nore wells are drilled, which is not
necessarily the case in conventional oil devel opnent.

10: 28: 04 AM

MR. MAYER, referring to slide 13, stated that as the yellow bar
[ capital expenses] increases the corresponding cash flow
[revenue] needed to offset the initial expenses needs to be
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hi gher, but is not. As is evidenced on the slide, the rates of
return and present values are steadily |ower. Referring to
slide 12, M. Mayer said that the $25 per barrel capital cost
was not attractive to oil producers, even at a price of $100 per
barrel, and, noting slide 13, said that $34 per barrel capita
cost is "actively destroying economc value," even at a price of
$100 per barrel.

10: 29: 05 AM

MR. MAYER, noving on to slide 14 entitled "Project Value Under
ACES: Cost and Price Sensitivity", conpared project present
value over tinme wunder a nunber of different cost cases,
including low cost light oil and capital costs of $17 per
barrel, $25 per barrel, and $34 per barrel. He pointed out
that, as costs increase, the break even points of these high
cost devel opnents increase, such that the $25 per barrel capita

cost did not break even until a price of alnobst $90 per barrel

In ternms of the internal rate of return, the graph entitled
"IRR" on slide 14 illustrates that a 15 percent rate of return
was not achieved until the price per barrel was $130-%$140,
whereas a constant governnent take would achieve a 15 percent
rate of return at a price less than $100 per barrel. He

declared that ACES works well for existing, mature, |ow cost,
light oil fields that capture the nobst economc rent for the
government from the production while ensuring that production
remai ns ongoi ng and econoni c. However, this structure could be
a significant inhibitor for devel oping new projects wth higher
costs.

10: 31: 27 AM

REPRESENTATI VE P. WLSON asked how nuch this would change at a
price of $120 per barrel.

MR. MAYER explained that the horizontal axis of each graph is
the oil price. The graphs illustrate the sensitivity of four
different projects of project value neasured by two different
economc netrics, NPV and IRR, in different price environnments
and what the specified price increase does to the project val ue.
The bending of the curve, he pointed out, is the inpact of the
progressivity such that the marginal benefit of each additiona
dollar is less and |ess.

10: 33: 00 AM
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MR. MAYER, in response to Representative P. WIson, explained

that when oil is priced at $120 per barrel, the economics is
challenging for all the heavier [oil] projects, except for |ow
cost light oil. For exanmple, in the $34 capex case it has yet

to break even on a 10 percent discount rate, and therefore it
has negative NPV at the $120 price per barrel.

REPRESENTATI VE P. WLSON opined that it wuld be easier to
understand this if the current prices were used.

MR. MAYER renmi nded the conmmttee that the aimof the chart is to
show a broad range of prices and how, as prices changes, the
value of the project is inpacted. The curvature is from the
progressivity, which takes away the upside of high oil prices.
The chart reflects that the higher cost cases inpact the basic
breakeven economics of the project, which makes it challenging
for a project to neet the basic hurdle rate for returns on
capital, not to nention being cost conpetitive with investnents
in other jurisdictions. In further response to Representative
P. Wlson, M. Myer explained that the IRR chart reflects a
healthy rate of return, approaching 25 percent, for the |ow cost
light oil project at a price of $120 per barrel, whereas the
nost expensive devel opnent, $34 per barrel for capital expenses,
results in less than a 10 percent rate of return on the project.

10: 36: 06 AM

CO- CHAIR SEATON related his wunderstanding that the chart
represents a stand-alone project. He also related his
under standi ng that under ACES, a high cost environment would be
witten off against existing production, which would |ower the
tax rate on the oil. He then asked how [ ACES] changes the chart
for incremental production at the higher tax rate when there is
no higher cost investnment to lower the overall tax rate by
| owering the marginal tax rate on progressivity.

MR. MAYER returned attention to slide 13 and said that it is
related to the inpact of the capital credits, particularly in
the early years when there is very little oil production. He
said that on a stand-alone basis, for a conpany with no existing
production, the nost credit that could be clained would be the
20 percent capital credit and the 25 percent net overriding |oss
credit. He stated that this would be the same for an existing
producer in a price environnment w thout progressivity; however

once the existing producer has triggered progressivity, the
capital could be witten down at a higher rate, because of the
hi gher rate that conmes with progressivity. He declared that in
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the first few years an ATCF |ine would appear |ess negative for
an existing producer if this was viewed as a stand-alone, wth
the ability to wite it off against the existing portfolio.

10: 38: 52 AM

MR. MAYER, in further response to Co-Chair Seaton, said that the
curves mght shift up a teeny bit if the existing production is
considered with higher costs and the marginal tax rate, but that
overall there would be no change in the deduction.

10: 39: 04 AM

REPRESENTATI VE GARDNER asked if the nodel for <capital and
operating expenses used by M. Myer is in anticipation of
reali stic expenses.

MR. MAYER expl ained that the figures were simlar, as they are
an average of all capital expenses divided by all production
across the North Slope in any given year. He allowed that the
average did hide a lot of variation, as projects would differ.
He explained that, for an aggregate analysis to the generated
revenue of a taxation system "plugging in that sort of average
nunber is a good way of getting an approxinate answer."
However, just |ooking at the aggregate did conceal the enornous
di sparity between the capital expenses required for existing and
new devel opnent s.

10: 41: 41 AM

REPRESENTATI VE GARDNER asked to verify that the evaluation and
calculation of NPV and IRR for a prospective investnent does not
include the state participation in capital costs. She al so
asked why that should be the case when the decision is not
i npacted by it.

MR. MAYER opined that project economics are determ ned by after
tax cash flow (ATCF), which credits definitely inpact. He
pointed out that Alaska is unusual as its credits are paid at
the outset, as opposed to being deducted from future production,
which has a significant inpact on project economcs. Al t hough
Al aska is a high governnment-take reginme, these upfront credits
work for |ow cost production.

REPRESENTATI VE GARDNER, confirmng that the pronpt paynent of

credits is "a plus in an evaluation,” asked whether [the
credits] are included in NPV or IRR
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10: 43: 06 AM

MR. MAYER established that the credits are included in the NPV
and the IRR and are inplied by the ATCF black line on the chart.
Directing attention to slide 13, he pointed out that to the
extent in the early years that the black Iine is not as negative
as the capital expenses is the positive inpact generated by the
credits and i nproves the economc netrics of the project.

CO CHAI R SEATON suggested that this same question be asked to
t he upconming oil industry wi tnesses for verification.

10: 44: 17 AM

REPRESENTATI VE TUCK, directing attention to slide 14, related
his understanding that the low cost light oil is equivalent to
the $13 per barrel costs. He then asked if all of the lines on
the graph are for newy devel oped fields or wells.

MR. MAYER replied that they represent newy devel oped fields at
different cost structures.

REPRESENTATI VE TUCK surm sed then that these aren't existing
fields but rather are fields in which the find is known and it
is set to be devel oped and cone onli ne.

MR. MAYER agreed, and explained that the red line for the |ow
cost light oil is used to conpare the hypothetical devel opnent
of a new project at that cost structure in order to be able to
conpare it to the other cost structures.

10: 45: 23 AM

MR. MAYER summari zed that slide 14 reflects ACES in various cost
envi ronment s. Moving on to slide 15 entitled "ACES - Effective
as a Harvest Area Fiscal Reginme," he declared that ACES works
well as a harvest reginme, particularly when the policy goal is
for maxi mum extraction and economc rent and the belief is there
is no significant additional oil production, regardl ess of price

or technol ogical advancenents. However, ACES inhibits the
devel opnent of new projects and resources that have higher costs
than the existing production base for a nunber of reasons. As

has been nentioned, ACES is not progressive with regard to costs
and it is a high governnent take system that has a high
government take, even for very high <cost ©projects. He
acknow edged that ACES has capital credits that go far in making
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a lot of existing capital work and takes projects from a 15
percent natural decline of fields to a 6 percent |evel.
Al t hough that conbined with the high governnment may encourage
some of the renewal capital expenditures, it is not enough for
new high cost developnment to be economic or conpetitive in a
broader gl obal conpany portfolio. Fur t her nor e, al t hough
progressivity can be effective in capturing maxinmum rent wth
| ow cost projects, it can have a "significant detrinental inpact
on break even prices and hurdle rates of return, and all the
rest for high cost projects at current oil prices."”

10: 47: 58 AM

MR. MAYER, noving on to slide 16 entitled "Options to Spur New
Devel oprent s, " suggested there are different appr oaches,
i ncl udi ng uni form | oweri ng of gover nnment t ake and
differentiation between old and new production. In order to
| oner the uniform governnent take one can bracket progressivity
as was the case with HB 110, increase the thresholds for

progressivity, reduce the coefficients on progressivity, cap
progressivity at different rates, or |lower the base rate tax.
He offered that there are some advantages to a |ower governnent
take; as ACES is already a conplex system thereby |owering the
government take would not add any increased conplexity or
anbiguity with regard to which projects apply for the various
tax regines. He declared that this <could even present
opportunities for sinplification.

10: 49: 50 AM

MR. MAYER then pointed out that a big disadvantage of proposed
HB 3001 is that incentivizing new high cost resources through
| onering governnment take alone would require | owering governmnent
take quite a lot, and thus give back substantial economc rent
on the already producing |owcost assets that were clearly
econoni c.

10: 50: 16 AM

MR. MAYER reflected that the sinplest approach, with the |east
anbiguity and possibility for msalignnment for unintentional
consequences, requires returning the npbst cash back for
activities that are currently econonic. An alternative to the
aforenentioned is to find ways of differentiating between old
and new production. He acknowl edged that it is relatively easy
to differentiate conpletely new production from areas that are
not currently in production, which is included in HB 3001.
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Al though it is nore difficult to differentiate existing
production that is the result of existing levels of investnent
in legacy fields versus production from increased investnent in
the legacy fields, it could be achieved by defining the base
decline rate and applying a significantly Ilower [|evel of
t axati on. The reqgulatory process could also be used to apply a
lower rate of tax, but not to the base production. The
advantage of the regulatory process is that it does not require
returning a lot of <cash for existing activities that are

currently econoni c. However, it S nor e conpl ex
adm nistratively and increases the opportunities for "perverse
incentives, whether that be ... alignnent of partners on

different projects ....

10: 53: 49 AM

MR. MAYER provided that there is a third option to further
enhance sone of the cost progressivity of ACES, although this
woul d al so increase the already high conplexity and opacity of
the system He declared that alnpbst any solution would
exacerbate existing problens of relatively poor incentives for
cost control that currently exist. He enphasized that there are
no perfect answers, as it is a policy trade-off between the
degree to which one is willing to return cash for currently
econom c activities versus the degree to which one tries to
avoid that and reaches greater conplexities and greater
i kelihood of "perverse incentives" by trying to create a system
that preserves as much cash as possible for the governnment while
provi di ng significant new incentives for devel opnent.

10: 55: 43 AM

The commttee took an at-ease from 10:55 a.m to 11:21 a. m

11:21:11 AM

CO CHAI R SEATON brought the conmittee back to order at 11:21
a.m

11: 21: 20 AM

MR. MAYER noved on to the section of the presentation entitled
"Analysis of HB 3001." He directed attention to slide 18
entitled "Options to Spur New Devel opnents,” which he decl ared
to be a range of inperfect options to spur new devel opnents,
with specific attention to the wuniform |lowering of governnent
take versus the differentiation between old and new production
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He stated that proposed HB 3001 overwhelmngly takes the
approach of wuniform |lowering of governnent take, but with nore
conplexity by putting in place a gross revenue exclusion that
applies in calculating the progressive tax. The overall effect
is to reduce the progressive tax on the existing base of North
Sl ope production. The legislation also includes an allowance
for new oil production areas outside the |legacy fields, which is
fromthe Senate's initiative at the end of the regular session

The allowance for new oil production areas outside the |egacy
fields uses a gross revenue exclusion at a lower rate, while
applying both to the 25 percent base tax and the progressive
tax, all of which results in the uniform |owering of governnent
t ake. He then turned to the approach of HB 3001 that offers
enhancenents to the cost progressivity of ACES and said it
increases the capital credit from 20 percent to 40 percent for
wel | capital expenses.

11: 23: 28 AM

MR. MAYER then directed attention to slide 19 entitled "HB 3001
- Main Aspects,” which specifies that the nmain aspects of HB
3001, as follows: a 30 percent gross revenue exclusion for
production from new North Slope fields, which would apply to the
calculation of both the 25 percent base tax and the progressive
tax amounts, but would not apply to the progressivity rate
calculation and would apply for 10 years; a 40 percent gross
revenue exclusion for all other North Slope production, which
would only apply to the calculation of the progressive tax
anount, not to the base tax or the progressivity rate
calculation and would apply indefinitely. Addi tional features
of HB 3001, are as follows: the maxi num progressive tax rate is
capped at 60 percent instead of 75 percent; the well |[ease
expenditure credit of 40 percent wuld now be applied to the
North Slope; and the capital credits could be redeenmed in a
single year rather than spread over two years.

11: 24: 44 AM

MR. MAYER reviewed slide 20 entitled "Understanding the Goss
Revenue Excl usions." He said that the franmework used by the
Department of Revenue (DOR) in the Revenue Sources Handbook
considers the total annual production and subtracts the royalty
barrels to reach the taxable barrels. He conpared the resulting
cal cul ati ons under ACES versus proposed HB 3001. The results
are the sane for the gross value at the point of production
(GVPP), which was the gross revenue from production mnus the
transportation costs. He explained that the capital and
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operating expenses were also deducted to determne the
production tax value (PTV), which is the same under ACES and
HB 3001 for both existing and new fi el ds.

11: 26: 29 AM

MR. MAYER pointed out that he had included the calculations for
both new fields and existing fields under proposed HB 3001 to
show how they would work and how they would differ from each
ot her and ACES. He pointed out that the bottom line [of the
chart] represents the likely revenue from the state in 2013
under ACES and HB 3001 for existing fields. However, the bottom
line of the [colum entitled "HB 3001 New Fields"] is a
hypot hetical bottom line that would apply if the reginme for new
fields was applied to all production. He clarified that the
[colum entitled "HB 3001 New Fields"] is included to illustrate
how the cal culation works. Wth a PTV of $12,385 million, under
ACES that is the PTV used in calculating the 25 percent base tax
amount and it's the anpbunt used in calculating the progressive
t ax. He then explained that 25 percent of $12,385 billion
amounts to about $3 billion under ACES and if the 16.72 percent,
which is the progressivity that would apply at the 2013 forecast
nunber, is multiplied by the PTV, it anmounts to a progressive
tax just over $2 billion and a total production tax before
credits of about $5.167 billion.

11:28: 08 AM

MR. MAYER said, in conparison to HB 3001, the calculation of the
25 percent base production tax is the sanme for both ACES and
HB 3001 for existing fields such that the $12,385 billion PTV is
nmultiplied by 25 percent, which anmbunts to $3,096 billion in
base tax. The difference, however, is the anobunt that's
cal cul ated for the progressive portion of the profits based tax,
which anmpunts to $12,285 billion under ACES and $5,423 billion
under HB 3001 [existing fields]. Under HB 3001, 40 percent of
the GVPP is taken from the PTV to reach $5,423 billion. As a
result, the progressive production tax under HB 3001 is much
less than wunder ACES, and thus the total production tax
liability before credits decreases from about $5.1 billion to $4
billion. Under [HB 3001] there is also an increase in the
credits, which he partly attributed to the question of claimng
credits for one year versus two years but nostly because of the

40 percent well credit. Therefore, the overall inpact to the
state ampunts to an estimated $4.7 billion of income to the
state in 2013 through the production tax in 2013 versus $3.2
billion under HB 3001 for existing production. In terns of
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calculating the exclusion for conpletely new areas, the
difference is that gross revenue adjustnent is calculated at a
| ower level of 30 percent rather than 40 percent but it applies
to both the production tax value as it is used to calculate the
base and the progressive tax. Therefore, the 25 percent base
production tax for existing fields is significantly |ower than
it is in the aforenentioned two cases because of the 30 percent
gross revenue exclusion. The progressive tax [under HB 3001 for
new fields] is higher than it is under HB 3001 for existing
fields but lower than it is under ACES because the 30 percent
exclusion but not the 40 percent exclusion applies. The fact
that it applies to the base as well as the progressive tax neans
that overall the tax liability is lower than is the case for
HB 3001 for existing fields. Ther ef or e, in the purely
hypot hetical case [HB 3001 for new fields] applying a regine
that would apply to all production would result in production
taxes of oil credits decreasing from $5.1 billion [under ACES]
to $4 billion [under HB 3001 for existing fields], and
ultimtely to $2.9 billion [under HB 3001 for new fields].

11:31: 30 AM

CO CHAIR  SEATON, referring to sl i de 19, rel at ed hi s
understanding that the 30 percent gross revenue exclusion does
not apply to the progressivity rate cal cul ati on.

MR. MAYER concurred, and stated that it applies to the
progressive tax but not to the rate calculation. He highlighted
the inportance of the fact that the 16.72 percent tax rate is
the sane for all three scenarios and that the price per barrel
is calculated by dividing a PTV by the nunber of available
barrels, which anmpbunts to PTV per barrel of $71.80. He said
that this calculation is done before the GVPP all owance, which
is the reason it does not affect the progressive rate. However,
in the new fields case [the 30 percent gross revenue excl usion]
does inpact the progressive tax because although the rate does
not change, the taxable base does by the 30 percent.

REPRESENTATI VE SADDLER inquired as to whether saying that the 30
percent gross revenue exclusion does not apply to the
progressivity rate calculation neans it does not apply to the
gross revenue as reduced by progressivity. In response to M.
Mayer, Representative Saddler clarified that he is referring to
new fi el ds.
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MR. MAYER replied that it applies to the calculation of the
progressive tax base, but it does not change the rate that is
cal cul ated through progressivity.

REPRESENTATI VE SADDLER surm sed then that the 30 percent applies
to the gross revenue, exclusive of the progressivity rate
cal cul ati on.

MR. MAYER clarified that the anpbunt of progressive tax paid is
| oner because the taxable base is less, even though the
percentage is the sane.

11:33: 57 AM

CO CHAI R SEATON surmnmised that 30 percent of the barrels are not
taxable and the rate cal cul ati on based on price does not change.

MR. MAYER expressed his agreenment, but noted that although 30
percent of the revenue is not taxable, the cost deduction that
came fromthose barrels remains.

11: 34: 22 AM

REPRESENTATI VE SADDLER, referring to slide 20, inquired as to
the basic assunptions of the hypothetical case presented for
HB 3001 new fi el ds.

MR. MAYER replied that the colum entitled "HB 3001 New Fiel ds"
is hypothetical in so far as there are no known fields producing
in 2013 that neet the criteria for new production under HB 3001.
Therefore, the figures nerely reflect how the cal culations work
as there is no production that is new

11: 35: 14 AM

CO CHAIR SEATON inquired as to whether the exclusion of 30
percent of the oil from taxation allows the cost to be offset
agai nst the other 70 percent and essentially beconmes an uplift
or escalation of costs by 30 percent. In other words, instead
of making that calculation on the production tax value, the 30
percent is taken prior to the costs and basically allows a 30
percent increase in the cost per barrel that will be taxed.

MR MAYER offered his belief that the "basic intuition of what

you said rings true to ne," although he expressed the need to
run a few nunbers before providing a conclusive answer.
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11: 36: 29 AM

REPRESENTATI VE TUCK returned attention to slides 16 and 18 and
the statenent that ACES inhibits the developnent of new
projects. He also recalled that it is possible for the State of
Al aska to go "upside down" on these tax credits. He questi oned
how that's not an incentive to go into these new oil fields.

MR. MAYER agreed that there could be cases in which the tax
credits, on a discounted basis, could outweigh the production
tax from those credits in the future. However, the governnent
take across the entire system still does not change very nuch
whether it is a low cost or a high cost project. He decl ared
that the initial investnent by the state through the tax credits
pays off through taxes and royalties on future production and in
alnost all cases the cash flows/incone from those revenue
streans is usually greater than the investnent fromthe credits.
For exanple, if the initial tax credits are considered a roughly
35 percent tax credit investnent in the project, the cash flows
from those are usually significantly greater than 35 percent of
ot her project cash flows, though the production tax itself in a
very high cost project may not be. That said, M. Mayer said
that he has not observed nmany cases of consistently high enough
costs that overall the value from the project, just in the
production tax, would not be greater than the initial credits.
He reminded the comrittee that high costs nean that there isn't
very much divisible inconme because much of the barrel is taken
out in costs. There is a cost and price case for which the 12.5
percent royalty alone would take all the divisible incone.
Therefore, sonme high cost projects need a |ower governnent take
than the system offers in order to be economc, but the problem
is providing incentives wthout sacrificing the overall
governnent take structure.

REPRESENTATI VE TUCK surnised then that it is a greater advantage
to an existing producer than to a new devel oper for investnent
in heavy oil.

MR. MAYER expressed agreenent, as there is a bigger benefit for
witing off those costs against an existing progressivity tax
base as opposed to the tax credits.

11:41: 04 AM

REPRESENTATI VE TUCK asked whether reserve taxes are a viable
option for increasing production.
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MR. MAYER answered that he is aware of reserve taxation as an
idea in principle, but not aware of many reginmes that practice
it. It is nmore common for jurisdictions to include into |ease
agreenents nore powerful relinquishnent clauses for devel opnent
within a given tine period or the rights to the asset are
rel i nqui shed. He said he has not seen enough nodeling on
reserve taxation to offer any insight to the efficacy of it.
However, he offered his belief that it is nore likely to have
adver se i npacts.

11:43: 31 AM

REPRESENTATI VE SADDLER, addressing slide 20, asked if there is
any significance to the red and blue colors assigned various
nunbers.

MR. MAYER explained that the idea is to illustrate in color
where there had been a change due to the application of the
al | owance. The three nunbers in red are the result of the 30
percent gross revenue exclusion applied to the base calculation
and the blue nunbers represent the resulting tax calculations,
whereas the bl ack nunbers are "conmmon across all regines.”

11:46:21 AM

MR. MAYER, returning to his presentation, directed attention to
slide 21 entitled "Purpose of G oss Revenue Exclusion Concept."
He began by highlighting that the ACES production tax is a
profit-based tax as it taxes wellhead revenue net of costs.
Under the ACES structure, varying the base amount of tax, the
progressive rates, or anything to do with the production tax for
different streanms of production is extremely difficult and would
require "ring fencing”" to allocate different costs to different
streans of production. The aforenentioned adds conplexity to
ACES. He reported that the basic concept of the G oss Revenue
Exclusion would allow a reduction in governnent take on sone
streans of production, but not others, wthout the requirenent
for "ring fencing." He explained that it could reduce the
progressive tax wthout having to account for the costs that
acconpany a particular asset, by subtracting the gross revenue
as an allowance in calculating the overall production tax
l[itability for a producer. The aforenentioned would be used as a
way to reduce the base in the progressive tax on a particular
stream of production that is desired to be incentivized. M.
Mayer remnded the conmmttee that the Senate worked the
aforenentioned into its legislation at the end of the regular
session as a way in which to address incentivizing conpletely
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new areas Wwthout ring fencing. However, if one wants to
utilize ring fencing, then progressivity can be reduced or
elimnated altogether for specific assets while maintaining a 25
percent base. If one wants to avoid ring fencing, the Goss
Revenue Exclusion is a wuseful concept to obtain simlar
econom cs over the life cycle by taking out the gross revenue
that conmes from a particular stream of production from the
producer's overall tax liability. He said that this would
provide a sinple manner in which to calculate the inpact of new
assets wthout needing to know what <costs went where

Interestingly, HB 3001 applies the gross revenue exclusion
across all North Slope fields. He noted that [the gross revenue
exclusion] was only applied to the progressive tax not the base
tax, which basically results in [owering progressivity. Draw ng
from his initial anal ysi s, he rel at ed t hat reduci ng
progressivity from.4 to .15 [percent] would result in about the
sane inpact as the 40 percent gross revenue allowance in
HB 3001, and would do so in a sinpler, nore transparent way.
The benefit of a gross revenue exclusion is the ability to only
apply the benefit to a specific stream of production and it is

easy to inplenment within the structure of ACES. "It seenms to
me, an odder way of achieving the aim of |owering government
take overall when one could achieve the sane aim just by

reduci ng the progressivity coefficient,” he opined.

11:51: 08 AM

CO CHAIR SEATON, referring to nodeling, inquired as to how
viewing a 30 percent exclusion as being equivalent to a 30
percent increase in costs is different than having a higher cost
field.

MR. MAYER answered that [viewing a 30 percent exclusion as
equivalent to a 30 percent increase] increases benefits to the
producer from the higher costs, particularly early on. For
i nstance, the overall economics of a 30 percent gross revenue
al l omance for new production under HB 3001 versus elimnating
progressivity wunder ACES for the wearly vyears 1looks fairly
simlar to the producer, in terns of net present value and
internal rate of return. However, the overall governnent take
on a discount basis is probably higher under the gross revenue
excl usi on because the inpact of the exclusion is that the cash
flow | ooks better in the early years. Capital expenses are
higher in the early years of production, while there are nore
operating costs in the l|ater years. He pointed out that the
hi gh capital expenses conbined with the gross revenue excl usion
results in low tax paynents in the early years. However, when
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all that is left is the operating cost, the level of tax paid is
probably nore than would be paid wunder ACES wth no
progressivity. The fact that the benefit is front |oaded to the
early years makes the project economcs |ook relatively good,
while the overall wundiscounted governnent take 1is probably
hi gher than it would be, for instance, under a flat 25 percent
base t ax.

11:53: 36 AM

MR. MAYER then turned to slide 22 entitled "FY 2013 Revenue
Conmparison," which charts the overall inpacts on revenue to the
State of Alaska from HB 3001 with oil prices ranging from $40 to
$200 per barrel. He listed the various categories to include

Production Tax, Total State Take, Total Governnent Take, Cash to
Conmpani es, and FY 2013 % CGovernnent Take. He then pointed to
the exanple in the chart of the revenue generated from the
production tax at $110 per barrel, which relates the revenue
gener at ed: Under ACES $4.782 billion; under HB 3001, without
the 40 percent well credit, $3.597 billion; under HB 3001, wth
the 40 percent well credit, $3.302 billion; and under HB 110,
$3.210 billion.

11:55:42 AM

REPRESENTATI VE TUCK asked whether the exanples are for existing
production or for new fields.

MR. MAYER replied that this is the same high |evel calculations
t he Department of Revenue presents in its Revenue Sources Book

in particular in the appendi x pages. "If one assunmes away all
of the data, all of the conplexity of different producers and
different fields and different costs, and just says 'W can get
pretty close to the overall tax liability here, from assum ng
all of this production conmes from one enornmous field with one

owner, with ... a cost that's equal to the average cost of the
Slope.'" In that case it's going to be around $13 a barrel in
capex and ... under $10 a barrel in opex, if you do it on a per

barrel rather than a per taxable barrel basis.”

11:56: 50 AM

REPRESENTATI VE SADDLER i nquired as to the amount of production.
MR. MAYER replied that the total production anount equals the

2013 DOR forecast of 555,000 barrels per day or annua
production of just over 200 mllion barrels.
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REPRESENTATI VE SADDLER surm sed then that slide 22 is a stylized
chart based on 555,000 barrels of daily production, wth a
capital expense of $13 per barrel, and an operating expense of
$10 per barrel.

MR. MAYER expressed his agreenent, and noted that these figures
were all based on Department of Revenue fiscal year (FY) 2013
f orecasts.

11:57:51 AM

MR. MAYER, continuing his review of slide 22, pointed out the
simlarity in the revenue generated by both ACES and HB 3001
wi thout the 40 percent well credit when oil prices are $60 per
barrel and below, as progressivity has not yet been triggered

The difference illustrated is the result of the increased
capital credit. He noted that the inpact is magnified as the
price per barrel increases, with a revenue difference of al nost
$4 billion between ACES and HB 3001 when the price of oil is
$200 per barrel. The inpact is greatest when the progressivity
IS greatest. He then directed attention to the FY 2013 percent
of Governnent Take columms, and explained the difference between
the take for the life cycle of a project and for a fiscal year

He explained that the life cycle of a project is inpacted by
inflation, but since the thresholds at which progressivity kick
in for ACES are not linked to inflation the inpact under ACES is
such that governnent take steadily increases over tinme as in
real terns the threshold through which progressivity Kkicks in
comes down. Therefore, the life cycle analysis of governnent
take for ACES is nore likely to be 82-83 percent, whereas for
only FY 2013 the high reaches about 78 percent for ACES. He
reiterated that the governnent take at the $60 barrel price is
the sane, about 66-67 percent, for HB 3001 wthout the 40

percent oil well credit. The 40 percent oil well credit in both
HB 110 and HB 3001 is what makes the difference at the $60
| evel . Still, HB 110 and HB 3001 look relatively simlar in

terms of overall government take, and therefore progressing at a
much | ower slope froma level in the md 60 percent to a maxi num
of about 70 percent versus ACES, which reaches 78 percent in the
hi ghest price cases.

12: 00: 51 PM

MR. MAYER, in response to Representative P. WIson, explained
that the columms entitled Total State Take represent the tota
take to the State of Alaska that is all of the conponents of the
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fiscal regime, including production tax, royalty, property tax,
state inconme tax, and federal incone tax. The federal incone
tax in Alaska is calculated assunming the nomnal rate of 35
percent .

12: 01: 21 PM

MR. MAYER addressed slide 23 entitled "FY 2013 Governnent Take
Conparison. " Conparing the governnent take in nore detail for
FY 2013, he pointed to the steeper upward slope of the ACES
graph until the percentage of take reached 75 percent and it
began to flatten. He then pointed out that the governnent take
for HB 110 and HB 3001 for existing production is very simlar,
especially for $100 per barrel and above although HB 3001 has
slightly | ower governnment take for existing projects in the $50-
$80 per barrel price range, which he attributed to the 40
percent well credit. Wth regard to new production, HB 3001
| ooks better than HB 110 at low price levels, but at higher
price levels of $120 per barrel there is a higher Ilevel of
government take than occurs for HB 110 for new production.

12: 03: 11 PM

MR. MAYER noved on to slide 24 entitled "$17/bbl Field: Project
Value Under Different Fiscal Options,"” and conpared the graphs
for NPV and IRR at $17 per barrel under various fiscal regines.

He noted that a flat tax would create a straight I|ine, as
opposed to the curved line from progressivity. He pointed out
t hat al | of the proposed <changes effectively reduces
progressivity and gets closer to the straight Iline. Al t hough

the $17 price per barrel does not nmake a huge difference in
terns of breakeven economics, the IRR is affected such that the
| evel at which the 15 percent rate of return is achieved noves
from about the $90 range to the $80 range, if the field is taxed
under the existing production |evel and down to the $70 range if
it is taxed wunder the rate for new production. Those
di fferences becone further magnified for the higher cost fields,
as shown on slide 25 entitled "$25/bbl Field: Project Value
Under Different Fiscal Options.” If the sanme exercise is
performed for the $25 per barrel field, the NPV10 breakeven when
the econom c value starts noves from $90 to $80 and then to the
hi gh $70s, depending upon which tax reginme is applied. Agai n,
there is a large difference at the level at which the 15 percent
rate of return is achieved, such that the $130-$140 per barrel
can decrease to $100 or $90 per barrel. Simlarly, in the
hi ghest case, a $34 per barrel field [as illustrated on slide 26
entitled "$34/bbl Field: Project Value Under Different Fiscal
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Options,"] the NPV10O breakeven was not achieved until $130 per
barrel. That price can be brought down to $100 or below in the
difference that is nade through progressivity. He attributed
that to the divergence such that the ACES |ine bends away due to
the high progressivity and the breakeven point is significantly
reduced as is the point at which the 15 percent IRR is achieved.
For a project this challenged, particularly on a stand-al one
basis without the benefit of some of the other benefits, the
economcs remain challenged at the various cost | evel s
presented, even under HB 110 or HB 3001 for new production. He
declared that this is the inpact on inproving the econom cs on
new hi gher cost devel opnent.

12: 06: 24 PM

MR. MAYER, referring to slide 27 entitled "40% Well Credits
Create H gh Levels of Governnment Support,” said the question of
how much revenue one is willing to forgo to have that inpact and
whet her that inpact should be targeted at new increnental
production as opposed to all production remains. He then spoke
about the high levels of effective governnment support which
occur under the 40 percent exploration credit conbined wth
progressivity under ACES, or the 40 percent well expenditure
credit. He reported that the tax benefit of witing off an
expense against the existing taxable production base, including
the ability to reduce the payable tax under progressivity, and
then include the 40 percent credit, would result in very high

| evel s of governnent support. For exanple, when the oil price
is $120 per barrel, under progressivity an approximately 50
percent production tax is being paid. Further, if a conpany

spends $100 million on work that qualifies for the credit and
can, in addition, obtain a 40 percent credit, the after tax cash
flow would only be worse off by 10 percent of the cost of the
well work, with the remaining 90 percent of expense covered by
the 40 percent credit or the 50 percent effective production tax
that the conpany is not paying on that amount. A 60 percent cap
rather than the 75 percent cap on progressivity results in
exceedi ng 100 percent when the price of oil reaches $210-%$220
per barrel. Overall, the 40 percent well credit creates very
hi gh | evel s of effective governnent support.

12: 09: 29 PM

CO CHAI R SEATON asked whether the state corporate inconme tax
reducti on would be added to this as well.
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MR. MAYER replied that he was unsure, as it would depend on what
portion of the spending is capitalized and hence, depreciated,
and what portion is expensed. To the extent that it is
capitalized and depreciated, it would be spread over a |onger
time and have a | esser inpact.

CO CHAIR SEATON surm sed that government support referred to
state dollars used in the project, whether they are offset by
reductions in property tax and credits.

MR. MAYER answered, "That's certainly one way of |ooking at it."
However, it is a view that the conpanies would not necessarily
agree with because they are spending the actual dollars. Still,
at the end of the year, when all the tax inplications cone to
bear, the after tax cash flow is only worse off by 10 percent of
the total cost at the $120 price per barrel.

12:11: 20 PM

CO CHAI R SEATON replied "if they're looking at it in those terns
when they are calculating the conpetitiveness of the project, do
all those ternms get added in on the conpetitiveness of the
project ...?"

MR. MAYER replied that the economc netrics of IRR and NPV are
i npacted when the after tax cash flow is mnimzed. To the
extent that this mnimzes the inpact on ACTF of significant new
spendi ng, of which only a small anount appears as a negative to
the conmpany, then it has a significant inpact on the ACTF for
the 1RR and NPV of that spending. He offered his belief that
there are other inportant economc netrics, including return on
capital enployed, are not affected. The return on capital
enployed is inportant to large oil and gas conpani es,
particularly of the sort that operate the mjor assets in
Al aska, that tend not to be "high growth conpanies" but rather
rely on the efficiency of their operations. One of the nost
i nportant neasures of efficiency, from the perspective of uses
of capital, which is frequently used in judging oil conpanies,
is the return on capital enployed. The question of inplicit
government support does not inpact that netric because it is
about what was spent, that is actual dollars the conpany spent
by the conpany wthout taking into account the after tax
benefits, and what return was gained fromit.

12: 13: 33 PM
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CO CHAI R SEATON surm sed that the effect on the conpetitiveness
of a project would be influenced by the structure of the
nodi fications to the entire fiscal regine.

MR. MAYER replied yes, but added that sonme economc netrics wll
be nore inpacted than others.

12:14: 17 PM

MR. MAYER, concluding with slide 28 entitled "Key Issues,”
summarized that the largest question with regard to proposed
HB 3001 is the nmerit of across-the-board reduction in governnent
take versus trying to limt a benefit from reduced governnent
take and possibly even greater reduced governnent take that is
limted to a nore targeted production stream An across-t he-
board reduction in governnent take is the sinplest approach and
avoids the potential for conplexity, adverse outcones, or
perverse incentives; however, it requires foregoing significant
revenue on activities that are currently economnc. The
alternative is a nore targeted approach that forgoes |ess
revenue on activities that are currently econom c, but also has
a greater risk of creating a less significant incentive or
creating particular perverse incentives or adverse outcones. He

noted that, although the current proposed across-the-board
reduction in governnment take would be about $1.2-$1.5 billion at
$110 per barrel, if the decline on the legacy fields could be

reduced from 6 percent to 2 percent by [proposed HB 3001], then
the revenue from FY 2020 onward could be higher than the current
proj ected scenario. Even with such a reduction in the decline
of the legacy fields, revenue until 2020 would be significantly
| ower than under maintaining the current tax structure; however,
there would be a cross-over point at which the possible reduced
decline could result in increased revenue.

12:17: 09 PM

MR. MAYER declared that this «critical question, which is
difficult to answer without the details that only the operators
have, is with regard to how viable it is to the decline from 6
percent to 2 percent. He opined that although it is "not beyond
the scope of imagining, but also far from certainty.” He
offered that the only alternative would be to differentiate
between existing and increnental production in the |egacy
fields, and t here are significant conpl exities and
admnistrative difficulties to doing this effectively so that
when the benefit is provided conpanies are able to run the
econonmi cs on their project applying the economcs that conme from
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that benefit rather than the econonics of the base production.
M. Mayer opined that the key issue with proposed HB 3001 is the
approach to take to reduce governnment take to stinmulate new
i nvestnments, while keeping in mnd that in the future with heavy
oil there may be even higher [production] costs and even greater
reductions in governnent take necessary to stinulate sone
things. There cones a point at which it is clear that one does
not want to apply a reginme, for exanple, that incentivizes heavy
oil to the light, highly econom c, existing production fromthe
base fields. He further opined that HB 3001 does not address
other key issues that have been raised wth ACES, such as oil
and gas decoupli ng. If there is large scale gas production,
because under ACES progressivity is assessed on a per Btu basis
based on the price of an average barrel or Btu equival ent barre

of production, at significantly |lower prices, then gas prices

vary far below oil parity. The aforenmentioned can reduce a
taxpayer's production tax value per barrel, and therefore
substantially reduce the anopunt of progressivity they pay. I n

effect, there would be a cross-subsidy between gas and oil such
that the sinple fact of gas production reduces the tax the
t axpayer pays on oil. This legislation does not address the
aforenmentioned issue nor does it address the issue of high
| evel s of spending support for particular activities through the
interaction of high credits wth progressivity, which has
principally been the case with the 40 percent exploration credit
in the past. The legislation only addresses [the 40 percent
exploration credit] in so far as it reduces the maxi num rate of
progressivity from 75 percent to 60 percent. Al t hough t hat
reduction in the rate of progressivity takes "the very worst of
it out ... there's a lot that still remins.” Furt her nor e,
taking the 40 percent credit probably contributes to that
probl em furt her.

12: 20: 48 PM

COCHAIR FEIGE, referring to the increnental and existing oil
production, asked whether the application of a credit or a
reduction in the gross value would have nobre inmpact on a
conpany's decision at the point of production or sone other
poi nt . He acknow edged that there is an increasing conplexity
for the various proposed points of application.

MR. MAYER stated that there are a nunber of issues to consider.
He explained that to sone extent the gross revenue allowance
avoids the conplexity of determning the costs to specific
fields and assets. He suggested that one way to target a
substantially reduced governnment take to a specific production
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stream and then differentiate between existing production and
new production would be to draw the decline curve using past
production data, <calculating the decline, and extending it

f orwar d. He pointed out, "The nore granular the |evel of
calculation is done at, the better the forecast one can
pr oduce. " He clarified that a decline curve using past
production data for specific wells is far nore accurate than
using the data for an entire unit or an entire conpany. He
considered that this analysis, although conplex, would only have
to be perforned once. He allowed that the conplexity would

arise for an investnent decision today knowing that there is the
potential for substantially reduced government take above a
target rate set by a decline curve, the question is where is the
[conpany] in relation to the target today. If a conpany is
al ready substantially over the target with a confortable buffer,
then any new investnent made can run on the lower rates for the
production over the decline curve. However, if a conpany is
substantially underneath [the target of the decline curve] or
even close to it and uncertain about the performance of sone of
the conpany's base assets, the conpany could think the decline
would be worse than the forecast predicts. There are many
ci rcunst ances under which a conpany, driven by caution, would be
nore likely to run its base case econonics using the governnent
take that applies below the |ine than above it.

12:27:14 PM

REPRESENTATI VE HERRON asked where Al aska would be ranked on the
bar graph on slide 7 should proposed HB 3001 pass.

MR. MAYER responded that although he would have to perform sone
analysis and get back to the conmttee, he offered his belief
t hat Al aska woul d be ranked close to the average governnent take
of "US - LA (Haynesville)."

12: 27: 55 PM

REPRESENTATI VE HERRON, referring to slide 23, recalled that |ast
year there was a proposed anendnent to HB 110 that would flatten
out ACES at a certain price per barrel. He asked if other
regi mes do the aforenentioned.

MR. MAYER replied that nany financial regines are neutral at
specified price levels, and many also have a steady downward
sl ope. He declared that it was easy to structure a financial
system with the cost paranmeters to achieve neutrality at a
speci fied | evel of governnment take.
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12:29:46 PM

REPRESENTATI VE PETERSEN, referring to slide 28, recalled the
comments regarding the high amunt of credits that would be

involved with the devel opnent of heavy oil, which should also
apply to shale oil devel opnment because of the significant anount
of drilling required to maintain production |evels of shale oil.

He then asked whether M. Mayer was suggesting that Al aska
shoul d propose a separate tax reginme for those types of oil
devel opnent s.

MR. MAYER, drawing from his limted work reviewing the likely
cost of [heavy oil and shale oil developnent], offered his
belief that the devel opnment of heavy oil and shale oil would
require a level of governnent take |lower than what is currently
proposed in HB 3001. Therefore, he surm sed that one would not
want a structure that applies one |evel of government take to
everything because that would result in applying a |ow |evel of
government take to existing profitable production.

12: 31: 09 PM

CO CHAI R SEATON hel d over HB 3001.

12:31: 16 PM

ADJ OURNVENT

There being no further business before the conmttee, the House
Resources Standing Commttee neeting was adjourned at 12:31 p. m
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