SENATE FI NANCE COWM TTEE
March 15, 2012
9:06 a. m

9: 06: 19 AM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 9:06 a.m

VEMBERS PRESENT

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

Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thonmas

VEMBERS ABSENT

None

ALSO PRESENT

CGerald Kepes, Partner, Head of Upstream & Gas, PFC Energy;
Senator Joe Paskvan; Senator Cathy G essel; Senator Hollis
French.

PRESENT VI A TELECONFERENCE

Janak  Mayer, Manager , Upstream & @as, PFC Energy,
Washi ngton, D.C.

SUMVARY

SB 192 O L AND GAS PRODUCTI ON TAX RATES: Presentation by
PFC Ener gy

SB 192 was HEARD and HELD in commttee for
further consideration.

#sb192
SENATE BILL NO. 192




"An Act relating to the oil and gas production tax
and providing for an effective date."

9:08:44 AM

Co- Chai r Stedman stated that this was the initial
presentation by PFC Energy and that nore detailed
i nformati on woul d be provided in subsequent presentations.

GERALD KEPES, PARTNER, HEAD OF UPSTREAM & GAS, PFC ENERGY,
related that PFC Energy was an expertise consultancy that
dealt exclusively with oil and gas. He explained that PFC
Energy was a global, 150 nenber consultancy that was
focused on the nexus between governnents and industry. He
acknow edged that oil and gas were governnment businesses
and that conpanies needed to learn work w thin governnent
structure.

Co-Chair Stedman requested a definition of the term
"upstreamt. M. Kepes replied that upstreamreferred to al
activities associated with the exploration and production
of oil and gas. He furthered that wupstream included all
onshore, offshore, deep water, and other activities.

9:10: 52 AM

M. Kepes began a Power Poi nt presentation titled
"di scussion slides: Alaska Senate Finance Commttee" (copy
on file), and discussed the slide on page 3 titled "fisca
regime design: finding the intersection of efficiency and
conpetitiveness."

* Fiscal regine design is fundanmentally about
maxi m zing State revenues, subject to two
i nportant constraints:

e Efficiency: Not distorting investnent
choi ces, or preventing marginal investnents
t hat woul d ot herw se have been nmade

» Conpetitiveness: There is a global market for
upstream dol | ars

M. Kepes explained that conpetiveness was an inportant
part of the context of fiscal reginme design and that any
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upstream opportunity had to conpete globally wth other
opportunities.

M. Kepes discussed the slide on page 4 titled "fiscal
regime design: finding the intersection of efficiency and
conpetiveness." He shared that an overly efficient fisca
regime, which had a governnent take that was too high,
would result in a loss of conpetitiveness and investnent.
He furthered that if the governnment take was |owered too
far, the objective of maximzing governnent take would be
lost. He related that the challenge was to find the "sweet
spot"” between conpetiveness and efficiency, given the other
factors.

9:13:41 AM

M. Kepes spoke to the slide on page 5 titled "relative
government take (definition)." He explained that in the
context of the presentation, "governnent take" referred to
the "relative government take". Relative governnent take
represented the total governnent take over the "divisible
i ncone. "

Di visible I ncome equals G oss Revenues | ess costs,
i ncludi ng capex and transportation costs.

Government Take includes all paynents the governnment
mandates in its function as a sovereign

* Royalties

* Land rental fees, property taxes
* Production taxes

* Incone taxes

Gover nnent Take does not i ncl ude anount s t he
government earns via a direct equity stake

M. Kepes discussed the slide on page 6 titled "fixed
royalty systens: i nefficient, but potentially highly
conpetitive."

« Gven varying project costs, and varying prices,
fixed percentage royalty systens are inefficient
because they distort investnent, making previously
econoni ¢ projects unecononic at a given price
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« Covernnent Take froma fixed royalty system can
be very high when costs are high or prices are
low — 100% i n the exanple of project 5

e In high price environnments, however, fixed royalty
systens can be very conpetitive

» Covernnent Take can be very | ow when prices are
hi gh, or costs are low — only ~33%in the
exanpl e of project 1

M. Kepes stated that the slide illustrated a 30 percent
fixed royalty system on five different projects that had
varying costs; it showed a fiscal system design that was
very conpetitive, but was not efficient from the state's
point of view He pointed out that the black horizontal
line on the chart was at 30 percent. He related that
project 5 was a high cost devel opnent, while project 1 had
a low cost. He furthered that in the case of project 5, the
system was very efficient, but that it was probably not
very conpetitive

M. Kepes explained the slide on page 7 titled "profit-
based fiscal systens: nore efficient, but may be Iless
conpetitive."

e A Profit-Based fiscal system may be:

e A contractual arrangenent, such as a
Production Sharing Contract

* A tax which applies to revenues | ess costs

* Such systens can be capabl e of raising greater
revenue, while reducing inefficiency:

e Inlowoil price environnents, or high cost
environnents, Profit- Based Systens are | ess
likely to make nmargi nal projects non-econom c

e By capturing nore rent in high oil price

environnents, or |ow cost environnents, however,
they may al so not conpete with royalty regi nes:
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* Projects 1 and 2 would be significantly nore
attractive to undertake under a royalty
regi me

M. Kepes related that a profit-based fiscal system was
nore efficient in terns of generating nore incone for the
state, but that it nmay be less conpetitive. He stated that
the chart depicted a 50 percent profit-based tax on five
different projects and that it showed the divisible incone
t hat was available fromthe scenario's projects.

Co-Chair Stedman requested a clarification of the term
"rent". M. Kepes replied that rent was the divisible
income and that it reflected the amount of revenue that the
state would accrue. He added that the "normal return on
capital" represented the anount of noney that was returned
t he investor.

M. Kepes summarized that slides 6 and 7 illustrated the
poi nt of efficiency versus conpetiveness and that they were
exanpl es of two end nenber cases. M. Kepes reiterated that
it was a challenge to find the proper conbination of
ef ficiency and conpetitiveness.

9:18:11 AM

M. Kepes stated that upcom ng slides would conment on and
anal yze the gl obal business environnent for the Al askan oi
and gas sector. He explained that Al aska, |ike any other
oil and gas sector, did not sit in a vacuum

M. Kepes discussed the slide on page 9 titled "fixed-
royalty jurisdictions in US. Lower 48 are a key conpetitor

to Alaska for investnent dollars.” He related that the
slide nade a very inportant point and that it exam ned the
global oil players' aggregated sources and uses of cash

flow. He stated that the graph on the left hand side of the
slide showed that the listed conpanies had an aggregate
cash surplus in the mjority of the regions that they
invested in. He pointed out that during the 2003 to 2005
period, the upstream cash flow for conpanies in Europe and
North America was nuch higher than the capital being spent
in the two regions and that there was a substantial cash
surplus; over the three year period, conpanies generated
$50 billion of upstream cash flow prem um of the capital
that they had spent in the two regions. He pointed out that
Sub Saharan Africa was the only area on the slide that was
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in cash deficit from 2003 to 2005; during that tine period,
conpanies in Sub Saharan Africa were generating slightly
| ess upstream cash flow than they were spending on capita
expendi t ur es.

M. Kepes referenced the chart on the right hand side of
the slide and stated that the North American investnent
area had changed radically for the |large, global oi
conpanies from 2008 to 2010; during this period, North
America was no |longer generating surplus cash flow, but
instead had a cash deficit of $50 billion to $60 billion.
He expl ai ned that devel opnents in the shale plays[There are
two definitions for "play” in relation to oil activity: The
extent of a petroleumbearing formation; also, it is the
activities associated wth petroleum developnment in an
area.]in the Lower 48 were responsible for the change in
North America's oil investment climate; as a result of the
change, the larger, global oil conpanies had conpletely
shifted their onshore investnent strategies in the region
He offered that it was inportant to know where the capita
from the global oil conpanies was going, specifically
regarding the three major producers on the North Slope. He
concl uded that the investnent opportunities for the onshore
U.S. had changed and that the change was an inportant part
of the context regarding how conpanies made investnent
deci si ons.

M. Kepes declared that the Lower 48 was "a very Kkey
conpetitor to Alaska for investnent dollars", specifically
regarding the large, global oil conpanies.

9:23: 06 AM

M. Kepes discussed the slide on page 10 titled "all eyes
on the price, but what about cost.” He stated that the
slide showed that over the last ten years, a |lot of
attention had been on the devel opnments in the price of oil,
but that there had not been nuch focus on the changes to
costs. He furthered that the graph on the slide depicted
the total spending for the gl obal exploration and
production (E&P) sector, the Brent Index price of oil, as
well as the costs for exploration and developnent. He
stated that onshore devel opnment costs, which were indexed
to 100 in the year 2000, had increased to approxinmately 60
percent to 70 percent over that nunber. He pointed out that
unit cost inflation had been occurring since the year 2000
and that it was occurring at a higher rate in offshore
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projects; however, both onshore and offshore exploration
and devel opnment costs were substantially higher than they
were in the year 2000. He stated that it was inportant to
note that the price of oil and the price of gas at the punp
were very visible, but that sonetines the associated costs
were not so visible; he pointed out that this was part of
the global environment in the context of the investnent
deci si ons that conpani es nade.

M. Kepes discussed the slide on page 11 titled "Al aska's
days of "easy oil" are gone: high costs and hi gh governnent
take present challenges.” He related that the slide was
meant to bring observations into focus, nake conparisons,
and nmake sone points about costs. He reiterated that Al aska

was in a global oil market and referenced the previous
slide's figure that the global industry would spend
approximately $600 billion on E& in 2012. He stated that
the slide showed that Alaska was a "somewhat to

substantially" higher cost environnment in conparison to
other oil sectors in the Lower 48; capital expenditures for
Al aska conventional oil were approximately $17 to $18 per
barrel and the operating expenditures in the area were
al nrost as high. He related that the slide provided specific
cost data for unconventional shale plays in the Lower 48
and for onshore, conventional E&P activities in Texas and
Loui siana. The Bakken shale oil play in North Dakota was a
high cost play, but was not as high cost as Alaska. He
specified that Haynesville was primarily a shale gas play
and that the Barnett play contained gas and oil .

9:27: 35 AM

Co-Chair Stedman referenced the "new conventional” Al askan
oil on slide 11 and inquired how Alaska' s "conventional"
oil costs would conpare to other sectors on the slide. M.
Kepes replied that for infill drilling or new opportunities
in the currently producing areas, the costs would be
"closer to what you see here between the unconventional
Bakken and maybe even around the Haynesville or less." He

concluded that the <costs for drilling in and around
exi sting production on the North Slope were substantially
| oner than the costs for "new conventional" oil in Al aska.

Senator O son asked for a clarification on slide 10. He
noted that the header on the slide stated that oil prices
woul d increase by 450 percent and queried if this neant
that the price of oil would be in excess of $500 per
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barrel. M. Kepes replied that the oil price on the slide
was an index price and that it was based on the price in
the year 2000. He explained that the prediction was a 450
percent increase to the $15 or $16 per barrel price of oil
in the year 2000. He stated that PFC Energy thought oil
prices could "drift" higher, but that it also saw "a bit of
softness” in that price as well. He urged that PFC Energy
was not forecasting that oil prices would be $400 or $500
per barrel.

9:29: 20 AM

Senator Thonmas inquired if revenue was considered a cost in
the chart on page 10. M. Kepes responded that Al askan
state revenues were not considered on the chart and that
the chart's costs reflected capital expenditures.

Co-Chair Stedman interjected that the costs on slide 10
were aggregate nunbers. M. Kepes responded that Co-Chair
Stednman was correct and pointed out that PFC Energy's
dat abases covered the entire industry and exam ned gl obal
costs in aggregate. He reiterated that the nunbers
represented an aggregate amount and that there would be
specific areas where costs did not increase as nuch, as
wel | as areas where costs increased at a higher rate.

M. Kepes discussed the slide on page 13 titled "cost
assunptions underlying fiscal analysis."

 Two key forms of analysis have been undertaken on
project economcs and government take levels in
this presentation

» Existing Producer Analysis exam nes the econom cs
of the fiscal regime for an existing producer,
producing 200 nb/d in 2012, with a 6% annual
production decline rate, and with the follow ng

cost s:
« $12/ flowi ng bbl operating expenditure
« $5/ flowing bbl nmaintenance capita
expendi ture
* New Devel opnent Anal ysi s exam nes t he
devel opnment-forward |ifecycle economcs of the

fiscal reginme for the developnent of a new 10
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nb/ d devel opnent for a producer without existing
base production. Assunmed costs are:

e $17/ flow ng bbl operating expenditure

* $17/ bbl reserves devel opnent capita
expendi ture

« $1/ flowng bbl rmaintenance capita
expendi ture

M. Kepes related that the cost figures for the existing
producer analysis were germane to Co-Chair Stedman's
earlier question regarding how "conventional" Al askan oi
woul d conpare to other sectors on slide 11. He explained
that the costs in Alaska for the existing producer analysis
on slide 13 were lower than the costs for the viscous and
new conventional oil on slide 11

9:32:16 AM

Co-Chair Stedman asked for a definition of "flowing oil."
M. Kepes responded that flowing oil referred to the cost
of a barrel of oil in production; it was exclusive of other
cost factors outside of production and was specific to a
field actual |y producing.

M. Kepes continued to speak to slide 13 and related that a
production | evel of 10,000 barrels per day (bbl/d) would be
indicative of a 65 mllion to 75 mllion barrel field. He
furthered that the costs associated wth the new
devel opment analysis were substantially higher than the
costs in the existing producer anal ysi s. The new
devel opnment analysis exam ned new devel opnents that were
away from existing infrastructure and did not include
activities like infill drilling.

M. Kepes shared that the next four slides sinulated the
exi sting producer and new devel opnent scenarios for the
Al aska's Clear Equitable Share (ACES) and the Petroleum
Production Tax's (PPT) tax reginmes, both as proposed and as
enact ed.

M. Kepes explained the slide on page 14 titled "PPT as
originally proposed (existing producer)” and related that
the slide showed an analysis of PPT as it was originally
proposed. He discussed the graph on the top left hand
corner of the slide and stated that it was based on an
exi sting producer that was producing 200,000 bbl/d. The
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black line represented the "after tax cash flow" He
referenced the table in the upper mddle portion of the
slide and stated that "PPT as originally proposed" had a
net present value (NPV) of just over $20 billion at an oi
price of $100 per barrel. He observed that the larger table
to the right showed that the governnment take reached about
60 percent through the internmediate price ranges. He
reiterated that the slide examned PPT as originally
proposed, under the existing producer scenario.

M. Kepes discussed the slide on page 15 titled "PPT as
enacted (existing producer)" and stated that it showed an
anal ysis of PPT as it was enacted, under the sane producing
scenario as the previous slide. He switched back and
forward between slides 14 and 15. He noted that under "PPT
as enacted", the governnent take was 72 percent to 74
percent conpared to the 60 percent governnent take figure
from slide 14. He related that the NPV on slide 15 was
approximately $17 billion and that it had decreased by
about $3 billion over the Ilifetime of the field in
conparison to the NPV on slide 14. He concluded that there
could be differences in how a fiscal system was proposed
and how it was enact ed.

9: 36: 08 AM

M. Kepes explained the slide on page 16 titled "ACES as
proposed (existing producer)" and stated that it showed an
analysis of ACES as it was proposed, under the sane
produci ng scenarios as the two previous slides. "ACES as
proposed” generated a NPV of $6.6 billion and had a
government take ranging from 68 percent to 74 percent.

M. Kepes discussed the slide on page 17 titled "ACES as
enacted (existing producer)" and stated that it showed an
analysis of ACES as it was enacted, wunder the sane
produci ng scenarios as the three previous slides. "ACES as
enacted” had governnment take of 75 percent to 83 percent
and a NPV of about $4.5 billion; the NPV had declined by
about $1.5 billion fromthe NPV in the previous slide.

M . Kepes explained the slide on page 18 titled
“l'imtations on price upside: a probabilistic approach.” He
stated that the slide showed PPT as proposed, PPT as
enact ed, ACES as proposed, and ACES as enacted for existing
base production, under the sanme producing scenarios as the
four previous slides. He stated that ACES as enacted was
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represented by the dark blue line and related that it was a
progressive tax reginme. The red bar graph on the bottom of
the slide forecasted the probability of oil prices being
within $30 per barrel to $230 per barrel over the lifetine
of the field. He observed that PPT as originally proposed,
whi ch was represented by the dark yellow Iine, was neutra
in terms of progressivity. He stated that changes to PPT
and subsequent changes to ACES had generated nore
progressive tax reginmes, which had a higher governnent take
at higher oil prices.

9:38:41 AM

Co- Chair Stedman asked for a definition of "EV'. M. Kepes
replied that EV was the expected value of all future cash
flows for the listed projects, under the |isted producing
scenarios. He further explained that the EV would be
reflective of all aggregated cash flows that were generated
over a 30 year period.

Co- Chair Stedman observed that the EV for PPT as proposed
was $22.862 billion and that the EV for ACES as enacted was
$14.988 billion; he noted the difference between the two
figures and inquired where the mssing funds were going

M. Kepes replied that the noney went to the State of
Al aska and the federal governnment and clarified that the EV
on the slide represented the values for the investing
consortium

9:40: 08 AM

M. Kepes discussed the slide on page 19 titled
"limtations on price upside: a probabilistic approach.” He
expl ained that the previous slide was based on an existing
producer that was producing 200,000 bbl/d; however, slide
19 represented a new developnent, which was producing
10,000 bbl/d in a 65 mllion to 75 mllion barrel field. He
noted that a new devel opnent woul d have higher associated
costs and reiterated that the EV was reflective of the
values to the investnent consortium Under this scenario,
PPT as proposed would generate an EV of $236 mllion in
conparison to the $12 mllion EV that would be generated by
ACES as enacted. He stated that a higher governnent take
was occurring at higher oil prices because of the
progressivity of the ACES fiscal regine; furthernore, a new
devel opnent existed in a "rmuch higher"” cost environnent.
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M. Kepes explained the slide on page 20 titled "ACES
inmpact on oil-price upside, and on high cost devel opnent
econom cs." The slide exam ned how ACES inpacted the upside
to high oil prices, particularly regarding high cost
devel opment economics. He reiterated that Al aska was a high
cost environnment. He referenced the overall cost increases
to the industry at Jlarge and offered that it was
appropriate to look specifically at the high cost
devel opnent econom cs regarding new devel opnent production
scenarios. He noted that a new devel opnent was based on a
production |evel of 10,000 bbl/d in a 65 mllion to 70[75]
mllion barrel field. Under this scenario, a new
devel opnent in the ACES regine, which was reflected by the
dark yellow line, achieved a positive NPV at an oil price
of $100 per barrel; a project like this would presumably
not be pursued when the price was under $100 per barrel
because the conditions nmade it uneconom c. He pointed out
that the profitability of base production under ACES, which
was reflected by the dark red line, was nuch higher than
the profitability of a new developnent wunder ACES. He
pointed out that the dotted blue and green lines showed a
representation of possi bl e changes to t he ACES
progressivity structure and that the two lines showed the
high inpact of the changes to the project economcs of a
high cost investnent scenario. He concluded that under
ACES, the base production on the North Slope was attractive
and profitable, but that there was an issue of higher costs
i n new devel opnents.

9:44: 43 AM

M. Kepes related that the next section of slides exam ned
the global conpetitiveness of ACES and offered that the
state needed to be aware that the market for E&P investnent
dol | ars was gl obal

M. Kepes discussed the slide on page 22 titled "regine
conpetitiveness: average governnent take." He stated that
slides 22 through slide 25 showed the average and margi na
government takes at an oil price of $100 per barrel and
$140 per barrel of oil.

Co- Chair Stednan asked for a brief explanation of where PFC
Energy had received the data for slide 22. He explained
that there were simlar presentations, which used data that
did not include production tax. He pointed out the
i nportance of knowing what information was in the slides
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and where the data had cone from M. Kepes replied that
the data cane from PFC Energy's gl obal databases, which PFC
Energy had been constructing for over 25 years. He stated
that PFC Energy's slides differed from other presentations
the commttee had seen, both in the specificity of the
fiscal structures and the specificity of the opportunity
sets in the localities in question. He further explained
that a simlar analysis mght use a generic size field to
calculate the returns or governnent takes in 60 different
government jurisdictions. He offered that an anal ysis that
applied a generic, 100 mllion barrel field in a fiscal
system and region |ike New Zeal and, where the field size
was closer to 10 mllion barrels, did not generate useful
conparative knowl edge. He concluded that PFC Energy's
anal ysis used field sizes that were specific to the target
| ocations; furthernore, the fiscal system estinates were
inclusive of property taxes, costs, and other parts of the
government take structure that were particular to that
jurisdiction.

Co-Chair Stedman stated that there had been confusion
during previous presentations regarding the inclusion or
exclusion of private royalties in calculations and asked
for a clarification regarding how PFC Energy calcul ated

royalties. M. Kepes responded that in all cases, PFC
Energy included royalties in its calculations. Even when a
royalty accrued to private Iland owners, PFC Energy

considered it part of the governnent take because the
royalty was not available to the investnment consortium He
poi nted out that in nost of the world, very little oil and
gas production was taking place on private |land and that
t he onshore Lower 48 was unique in that respect; 97 percent
of shale play production activity in the US. was on
privately held land. He concluded that the matter of
private royalties was a "big issue", but that it nostly
applied to the onshore Lower 48.

9:50: 09 AM

M. Kepes continued to discuss slide 22 and stated that it
showed the costs, field sizes, and fiscal tax structures
that were specific to the localities; the slides did not
i nput generic field sizes or generic costs. He offered that
PFC Energy's nethod gave a better neasure of what actually
occurred in the jurisdictions. He pointed out that the
Organisation for Economc Co-operation and Devel opnent
(CECD) countries were labeled in yellow He noted that OECD
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countries generally had a | ower governnment take, while non-
CECD countries tended to have a higher governnent take. He
commented that oil and gas tax policies differed in design;
some policies were designed to generate revenues for a
governnent, while some were structured to provide energy
"f eedstocks" for an econony.

M. Kepes continued to speak to slide 22 and stated that it
showed, at a price of $100 per barrel, the governnent take
of the ACES Al askan new devel opnment and existing producer
scenarios relative to other tax reginmes around the world

He added that the field sizes and production levels for the
specific Alaskan scenarios were as outlined in previous
sl i des.

9:52:17 AM

Co- Chair Stednman pointed out that there had previously been
work done that conpared Al aska to other tax reginmes and
mentioned in particular a conparison to the North Sea. He
observed that at an oil price of $100 per barrel, Norway
had a slightly higher governnent take than the Al askan
exi sting producer scenario, but that the two regions were
pretty close in that respect. M. Kepes replied that Co-
Chair Stedman was correct and that Norway was directly in
the mddle in terns of governnment take relative to the
Al askan exi sting producer and new devel opnent scenari o0s.

Co-Chair Stedman furthered that there had been prior
testinmony indicating that the government take for existing
production should range from 70 percent to 75 percent, and
poi nted out that the existing producer scenario on slide 22
was at government take of 73 percent. M. Kepes comrented
that Norway was a standout in conparison to other OECD
countries because it had two national oil conpanies that
hel d equity stakes in oil and gas production and that as a

result, Norway was generating additional incone via the
national oil conpanies. He added that the revenue generated
via Norway's nationally owned oil conpanies was not

included with the governnent take on slide 22. He pointed
out that there were other factors at play that were not
reflected in the slide and that aspects such as
conpetiveness, the nunber of operating investors, or the
participation of nationally owned conpanies were not
repr esent ed.

Senat e Fi nance Comm tt ee 14 03/15/12 9:06 A M



Co-Chair Hoffman queried why the slide did not show the
exi sting producer and new devel opnent scenarios for other
countries, such as Norway. M. Kepes responded that PFC
Energy had the requested data and could provide it in the
future

9:55:26 AM

Co-Chair Stedman requested that PFC Energy provide the
committee with a slide that reflected existing production
scenarios and another slide that showed new devel opnment
scenarios. M. Kepes responded that PFC Energy could run
the separate slides based on 200,000 bbl/d and 10,000 bbl/d
of production, but that the information generated m ght not
be very applicable. He related that in sone cases, within
specific localities, there were no 200,000 bbl/d fields; in
other instances, a 10,000 ©bbl/d field would not be
econonic. He stated that in the case of the Norwegian
operating environnent, a 10,000 bbl/d field would not be
economc as a stand-alone developnent. He offered that
using the exact sanme field sizes as the Al askan scenari os
woul d generate a l|less applicable analysis. He concluded
that PFC Energy could design a specific analysis that was
appropriate to the localities, which would nore closely
reflect the reality on the ground. Co-Chair Stednan
observed that the commttee wanted the information that was
presented to be "as reality based as possible."

Co- Chair Stednan asked for an explanati on of how PFC Ener gy
factored in very small oil wells, such as stripper wells in
Texas. M. Kepes replied that the U S. probably had the
nost conplex sets of applicable tax reginmes due to the
nexus between private, federal, and state |ands. He added
that regarding stripper wells, fiscal terns on private
| ands were often were nore stringent for investors than the
ternms on public lands. He noted that King Ranch, Texas
consisted entirely of privately held land and that the
region mght have a governnent take in excess of 50 percent
or 60 percent. He concluded that typically, fiscal terns on
private |ands were higher than the terns on federal or
state | ands.

9:59: 00 AM

Senator Egan asked how a small well for an Al aska existing
producer would conpare to the other Ilocalities on the
slide. M. Kepes referred back to slide 20 and replied that
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a small well in Alaska would probably be in the form of an

infill well, which was tied to existing infrastructure and
was not a stand-alone development. He furthered that a
smaller well in Alaska could also be in the form of an
ol der well t hat was reentered or reconst ruct ed. He

expl ai ned that some of the original producing wells were 35
to 40 years old and that the producers sonetines reused

these wells with "coiled tube" drilling rigs, which had a
| ower operating cost; He added that for an Al aska existing
pr oducer, these types of projects were relatively

profitable and would generate a governnent take of around
70 percent as inplied on the slide's dark red Iine.

M. Kepes continued to speak to slide 20 and pointed out

that investing in existing production, infill drilling, and
replacing old wells were very profitable activities for
conpanies. He <concluded that wunder ACES, investing in
existing infrastructure was "quite profitable”, but that

the challenge was the higher cost of new production in
Al aska.

10: 02: 01 AM
AT EASE

10: 07: 52 AM
RECONVENED

10: 08: 09 AM

M. Kepes explained the slide on page 23 titled "regine
conpetiveness: average governnent take." He stated that the
slide exam ned the average governnent take of different
regines at $140 per barrel. He related that wunder this
anal ysis, both the ACES new devel opnent and ACES existing
producer scenarios had gone up in governnent take relative
to the other reginmes on the slide. He observed that both of
t he ACES scenarios had a higher governnment take than Norway
on the slide.

M. Kepes discussed the slide on page 24 titled "regine
conpetitiveness: margi nal governnent take." He related that
slide showed the marginal governnent take, which exam ned
the difference in government or investor take when the
price of oil increased $1 per barrel. On a marginal take
basis and an oil price of $100 per barrel, the ACES new
devel opment and ACES existing producer scenarios were even
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hi gher [when conpared to the average governnment take],
relative to the other jurisdictions on the slide.

Co-Chair Stedman referenced coments that were nmade in a
prior presentation, which had indicated that Argentina had
a 100 percent marginal governnent take at an oil price of
$60 per barrel or over. He requested M. Kepes to comment
on Argentina and inquired why conpani es would invest there.
M. Kepes replied that as a result of export tariffs and
other nore conplicated factors, Argentina had created an
environment where very little investnent was occurring. He
expl ai ned that the 100 percent marginal governnment take in
Argentina nmaximzed efficiency from a governnent take
perspective, but that it resulted in a non-conpetitive
environment with "alnbst no investnent." He noted that
there were political battles currently occurring in
Argentina over the issue of its high marginal governnent
t ake.

10: 11: 14 AM

JANAK  MAYER, MANAGER, UPSTREAM & GAS, PFC ENERGY,
VWASHI NGTON, D.C. (via teleconference), stated that a
particular aspect of Argentina's tax structure that was
peculiar to the country was its export tax; the tax limted
exported oil to a specific nmaxinmum price level. He
concluded that investing in Argentina' s export tax regine
was "very undesirable" and noted that there had been a
correspondi ng i npact on investment levels in the country.

Co-Chair Stedman observed that there seened to be a
rel ati onship between the prospectivity of regional basins
and how jurisdictions' tax structures were organized. He
noted that Ireland was at the bottom of slide 24 and

i nquired how much oil Ireland had. M. Kepes responded that
Ireland did not have "nmuch oil" and explained that
prospectivity was not well represented on the slide. He

stated that generally, the |ower governnment take systens
existed in jurisdictions where prospectivity was |low He
explained that governnents wth |ow prospectivity oi

basins had to offer "sonme of the best fiscal terns
available to investors on the planet” in order to attract
nore investnent. He stated that there had been no
commercial production to date in Geenland' s frontier play.
He pointed out that in Geenland, despite the high cost
environnment, a single conpany had been attracted to the
very | ow governnent take and had drilled seven "dry hol es”
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of fshore. [dry hole: An exploratory or developrment well
found to be incapable of producing either oil or gas in
sufficient quantities to justify conpletion as an oil or
gas wel |]

M. Kepes concluded that generally, higher governnent take
regi mes had substanti al known reserves or hi gh
prospectivity; at a mninmum higher governnent take systens
had known or existing commercial production.

M. Kepes discussed the slide on page 25 titled "regine
conpetitiveness: nmarginal government take" and stated that
it showed the nmargi nal governnent take of the global fisca
regimes at a price of $140 per barrel of oil.

Co-Chair Stedman noted that there had been clains that
Al aska's governnment take was the highest in the world and
inquired if that was true. M. Kepes responded that Al aska
did not have the world' s highest governnent take and that
Tur knmeni stan had the hi ghest governnent take on slide 25.

10: 15: 47 AM

M. Kepes stated that slides 26 and 27 exam ned anot her way
of looking at progressivity and that the slides showed the
mar gi nal governnment take mnus the average governnent take
for the sane regines that were in previous slides.

M. Kepes explained the slide on page 26 titled
"benchmar ki ng progressivity for a range of global regines."”
He noted that at an oil price of $100 per barrel, Colunbia
was at the top of the slide and was a highly progressive
regime in ternms of the inpact of higher prices on
governnent take. He pointed out that the ACES existing
producer scenario was just underneath Colunbia on the
slide.

Co-Chair Stedman queried if the regines on the bottom half
of the slide were regressive systens, in which the
government takes went down as prices went up. M. Kepes
responded in the affirmative and added that in a regressive
system as oil prices went up, a larger proportion of the
di visibl e income when to the investor.

10: 17: 08 AM
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Co-Chair Stedman asked if the state could nanipulate the
upper part of the graph by changing the base tax rate and
the slope. He further inquired if decreasing the state's
progressivity, increasing its base tax rate, and keeping
its cash flow the same would "shorten those bars" and drive
the progressivity closer to zero. M. Kepes replied in the
affirmative and offered that Janak Mayer might have
comments to add.

Co-Chair Stedman asked if M. Myer had any comments on
slide 26. M. Mayer replied that Colunbia was a progressive
reginme, but that it was progressive on a mnuch |ower base
rate of governnent take. He referenced previous slides, in
which Colunbia was in the bottom half of global fiscal
regimes in terns of governnent take. He offered that just
| ooking at progressivity was only one part of the equation
and that progressivity in relation to the basic |evel of
government take was a critical factor to exanmne. He
concluded that in contrast to OECD countries, Alaska's
regime had a relatively high governnent take and had a
significant progressivity feature.

Co-Chair Hoffrman stated that the comrmittee was trying to
encourage new devel opnent and new oil in the pipeline. He
noted that there was a large cost spread between new
devel opnments and existing producers under ACES and queried
if the sane disparity between the two scenarios existed in
ot her oil producing countries.

Co- Chair Stedman asked PFC Energy to include the requested
information in future slides that it was preparing for the
comittee.

M. Muyer stated that the disparity in costs between
exi sting developnments and new production was particularly
important for Al aska due of the inpact of the deductibility
of capital expenses and the production tax credit. He
clarified that a new producer had no prior production and
that as a result, new developnents did not have a
production base against which to wite-off capital credits
or net operating loss credits. He offered that the
inability to use the deductions was the principle reason
why the government take was significantly higher in
Al aska's new devel opnents than with existing production. He
added that the difference in progressivity between new and
exi sting producers was a result of the actual governnent

Senat e Fi nance Comm tt ee 19 03/15/12 9:06 A M



take being higher for new developnents, while nmarginal
rates stayed the sanme for both new and exi sting producers.

10: 20: 52 AM

M . Kepes spoke to the slide on page 27 titled
"benchmar ki ng progressivity for a range of global regines”
and stated that it showed the sane analysis as the previous
slide, but at an oil price of $140 per barrel; under this
anal ysis, Turkmenistan had the highest progressivity. He
pointed out that a "big take away" from slides 26 and 27
was that all of the Lower 48 reginmes were regressive
regi mes and that when the price of oil went up, nore of the
divisible inconme in the Lower 48 went to the investor
consortium

Co-Chair Stedman commented that Al aska differed from other
jurisdictions in its land ownership and tax structure. He
furthered that it was his understanding that that nost of
North Anmerica had a tax and royalty system while Al aska
had a hybrid system of tax and royalty, plus a concession
system M. Kepes responded that Co-Chair Stednman was
correct.

Co- Chai r Stedman requested a clarification of t he
differences in land ownership and tax structure between
Al aska and the Lower 48.

M. Kepes stated that 97 percent of the shale play
activities in the Lower 48 were on privately held |and and
that each of +the private land holdings could have a
different fiscal structure. He pointed out that private
land owners did not offer capital credits and did not
incentivize conpanies to nmake large investnents. Many of
the investnents were increnental for smaller, privately
held tracks; investnents wunder this scenario mght be
spread out over a large area of land, a long period of
time, and involve nmultiple land owners. He explained that
Al aska had a concession system while the Lower 48 had
| eases that were conditional and had a shorter tinme frame.
He stated that |ease holds in the Lower 48 had conditiona
| anguage, which specified that investnent had to take place
within a certain period of time or the |ease would revert
back to the land owner; relinquishnment provisions were in
place to insure asset liquidity and require conpanies to
invest. He concluded that the nature of the duration of
| ease hold agreenments in the Lower 48 were different than
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t he concession agreenents in Al aska. He noted that the size
of the leases in the Lower 48 were usually smaller than the
leases in Alaska. He explained that in the case of
Louisiana's private land hol dings, there m ght be hundreds
on land owners involved in a play that was simlar in size
to the "footprint for the North Sl ope."

M. Kepes addressed the slide on page 28 titled "ACES -
effective as a harvest area fiscal regine."

* ACES appears to work well as a “harvest” regine

e Existing nmature fields remain profitable,
including capital work required to achieve
~6% decline (renewal capex)

e Maxinmum ‘rent’ extracted from a declining
production base is captured for the state

e ACES inhibits the devel opment of new projects and
resources that mght help stem or even reverse
t he decline

e ACES is not progressive with regard to
costs, so high governnent take applies
even to very high cost projects

 Existing system of capital <credits etc
appears to do nore to encourage ‘renewal
capex’ than it does new production
spendi ng

e Progressivity can have a nmjor detrinenta
i npact on breakeven prices for high-cost
projects at current oil prices

10: 26: 19 AM

Senator Thomas noted that the production decline had been
in place prior to ACES being enacted, but that ACES had
been blamed for the lack of investnent. He observed that
prior to ACES, concerns had already been raised over the
age and constraints of the facilities in Prudhoe Bay, "as
well as the pipeline situation that has arisen." He
furthered that the industry mght have been |ooking at
projects that were ainmed at reversing the decline around
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the sanme that ACES was enacted and inquired whether ACES
had unfortunate timng. M. Kepes replied that he was not
in a position to comrent on the political process at the
time. He offered that the natural rate of production
decline on the North Slope was roughly 15 percent a year
and that quite a bit of capital was spent to maintain a 6
percent rate. A lot of capital was going towards replacing
old infrastructure, some of which was over 30 years old. He
furthered that significant capital was being used for
things that did not generate new production, but that
mai ntained the decline rate. He stated that the question
was whet her Al aska wanted to increase production above a 6
percent rate of decline.

M. Kepes responded to Senator Thomas' second question and
stated that there was a timng issue involved. He pointed
out that much of the capital equipnment on the North Slope
was 35 years old and needed to be replaced. He stated that
anot her timng aspect was the age of the North Sl ope Basin;
as the basin ages, the opportunities in the field becone

hi gher cost and nore |imted. He furthered that
i mprovenents in production technol ogy and mat uri ng
resources had resulted in a different investnment picture
for Al aska. He poi nt ed out t hat t he i nvest ment
opportunities had also changed throughout the world and
that there was a "massive shift of capital”™ from West

Africa and Alaska to the Lower 48. He offered that the
shift in capital was a "driver" that was not present 10
years ago. He concluded that timng was an issue and that
he "would not conclude that ACES was responsible for
everything." He offered that ACES was a very appropriate
regime for an area in harvest nobde. He observed that under
ACES, the governnent was getting a higher percentage for
every barrel that was being produced and that the industry
was nmaking profit on existing production. He added that
wi thout respect to the long-term inpacts of the production
decline, ACES was wrking for the state and renained
profitable for industry. He stated that ACES worked well in
a harvest area situation. He offered that the question
facing the state was whether it wanted a different result
and how the system coul d be changed to encourage grow h.

10: 34: 13 AM

Co-Chair Stedman related that he had directed the
Legislative Finance Division to prepare historical data of
Al aska's oil basin for PFC Energy and that there would be a
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presentation in the conmmittee based on the data; the
presentation would determ ne the value of the basin, the
funds that had gone to the state fromthe basin, as well as
a rough calcul ation of what the governnent share had been

He furthered that in the future, there would also be a
presentation that would parcel out the current production

the presentation would show the increnent that was being
spent to keep the North Slope's natural decline rate of 15
percent at the <current rate of 6 percent and would
identify, relative to current production, what was needed
to nmove the decline rate to mnus one percent, zero
percent, or plus one percent. He pointed out that there
would be a discussion on policy after the conmttee had
seen the tw presentations. He noted that the current
presentation was "laying the foundation" and that the
conmmttee would |look at the subject matter in greater
detail at a later date.

Co-Chair Hoffman referenced the bullet point on the |ower
half of slide 28 and inquired if M. Kepes had any
recommendations to address ACES inhibitions on devel oping
new projects. He queried if there should be a different tax
structure for new projects. M. Kepes replied that the
different ways to approach the issue were laid out in |later
slides, but that PFC Energy had not nade a specific
recommendati on yet.

10: 37: 23 AM

Co-Chair Stedman pointed out that he had provided PFC
Energy with the packet on the "tax holiday", which Senator
Wagoner had worked on in the Senate Resources Conmittee. He
noted that PFC Energy was currently  working on
incorporating the tax holiday docunent and the "$10
al l omance"”, which was in the current version of SB 192,
into future nodels. He furthered that the substance of the

current bill, options from comrittee nenbers, options from
the Senate Resources Conmittee, and new ideas from PFC
Energy would all be considered. He concluded that the
cormittee would be open for concept discussions and that
the discussions would be "a subject in and of itself" in
heari ngs.

M. Kepes observed that PFC Energy had not yet conpleted
its analysis on the "gross mninmum tax", but that it had
conpleted its analysis on the "$10 dollar, new oi

all owance." Co-Chair Stedman stated that the "floor"[in
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reference to the gross mninmm tax] subject matter was in
fl ux, and that changes wthin the system had a
corresponding inpact on the floor. He offered that the
floor would probably be one of the last itens that the
comm ttee would work on

M. Kepes continued to speak to slide 28. He stated that
the slide depicted the ACES base production in the dark red
and the ACES new devel opnents in the dark yellow The slide
conpared the progressivity in ACES to progressivity of a
neutral and a regressive regine.

* ACES appears to work well as a “harvest” regine

 Existing mature fields remain profitable,
including capital work required to achieve
~6% decl i ne (renewal capex)

« Maximum ‘rent’ extracted from a declining
production base is captured for the state

e ACES inhibits the devel opnent of new projects and
resources that mght help stem or even reverse
t he decline

 ACES is not progressive wth regard to
costs, so high governnent take applies
even to very high cost projects

* Existing system of capital credits etc
appears to do nore to encourage ‘renewal
capex’ than it does new production
spendi ng

* Progressivity can have a major detrinental
i npact on breakeven prices for high-cost
projects at current oil prices

M. Kepes noted that the dark yellow |ine suggested that a
new devel opnent wunder ACES, which was based on 10,000
barrel s per day of production in a 65 mllion barrel field,
broke even at $100 per barrel.

10: 43: 38 AM
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M. Kepes discussed the slide on page 29 titled "options to
spur new devel opnents.” He stated that PFC Energy had |aid
out three broad approaches to encourage new devel opnents,
under the assunption that ACES had challenges regarding
hi gher cost, new developnments. He observed that each
approach had its advant ages and di sadvant ages.

 Approach: Uniformlowering of Governnent Take

* I nplenmentation Opti ons: Bracketi ng,
Reduced base rate, | ncr eased
progressivity t hreshol ds, Reduced
progressivity rates, and Progressivity
caps

« Advantages: Does not require increased
conplexity of the fiscal structure, My
not pr esent opportunities for
sinplification

+ Disadvant ages: I ncentivizing new high
cost resources through this nethod al one
requires giving substantial "rent" back
to producers on the mature producing
assets

e Approach: differentiation between old and new
producti on

* Inmplenmentation Options: Allowance for
new oil, Switching in part away from net
profits taxation to gross revenue taxation
to enable different t ax rates for
di fferent producti on streans wi t hout
separate cost accounting and tax returns,
and the use of sone conbination of
definitions for increnental producti on
above the base decline rate(regulator-
agreed new prograns and new areas)

* Advant ages: Al | ows signi ficant
reductions in governnent take on new and
costlier developnments (including heavy
oil etc.) wthout requiring significant
reducti ons on mature and produci ng assets
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* Di sadvant ages: Adm ni strative
difficulties around definitions of "new
producti on”

 Approach: enhancenents to cost progressivity of

ACES
e | nplenmentation Opti ons: Changes to
all owabl e cost deduction or credits
nmechani sm etc. to provide greater
"uplift"™ for high capital and operating
costs whi |l e restricting negati ve
production tax in marginal cases,

Enhancenent to royalty relief

» Advantages: Does not require structura
changes away from ACES

» Disadvantages: Increases already high
conplexity and opacity, My exacerbate
probl em of poor cost control
i ncentives, I ncreases |ikelihood of

uni nt ended consequences, Li kely less
significant inpact than new production
differentiation.

M. Kepes discussed the advantages of the first approach on
the slide and related that nore conplex fiscal structures
are not generally to the advantage of governnents. He
furthered that it was PFC Energy's global experience that
conpani es invested what was needed in order to understand
the conmplexity of the fiscal terns that existed. He
expl ai ned that a conpany generally had a better capacity to
understand and manage its side of a conplex fiscal regine
than the governnent had capacity to adm nister the system
He shared that enhancenents to royalty relief, which was an
option under the third approach, could be granted on an
"i nvest nent by i nvest ment basi s" for hi gher cost
devel opnent s.

10:49: 34 AM

Co-Chair Stednan requested a definition of "uplift." M.
Kepes responded that wuplift was often part of a cost
recovery or credits nechanism and explained that it nmeant
that a conpany received a higher credit realized for each
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$1 of capital that was spent. He offered that if a conpany
spent $2 billion, an uplift mechanism on costs night be
that for every $1 spent, the conpany received tax credits
or advantages that were worth $1.20; the 20 cents on the
dollar is a wuplift. He stated that there were cost or
capital wuplifts in other fiscal environnents and that the
uplifts were usually part of production sharing mechani sns.

M. Mayer added that wuplift gave credits, such as the
capital credits under ACES, as a mnmechanism for naking a
fiscal reginme nore progressive with regards to costs.

M. Kepes continued to speak to slide 29. He discussed the
second disadvantage of the third approach and clarified
that an entity was not getting the targeted inpact of
granting credits if it was unsure what the credits would be
used for. He spoke to the third disadvantage of the third
approach and related that it was not good to have a system
that rewarded high cost operators or operators who nay not
be as focused on cost control as others; a systemlike this
could result in investnments being nade that m ght not have
occurred ot herw se.

10: 53: 54 AM

Senator MQ@ire requested that anmendnent B.7, which was
from the Senate Recourses Conmittee, be included the next
time PFC Energy presented nodels to the commttee. She
specified that the amendnment would nake the HB 110 approach
of bracketing and reducing the progressivity rate apply
only to new production. She requested advice from PFC
Energy on how to define new production.

Co-Chair Stedman stated that PFC Energy was going to do an
analysis on progressivity and that bracketing would be a
di scussion item He referenced that there were at |east two
amendnments in the Senate Resources Conmittee and that there
were a nunber of ways to approach bracketing. He noted that
future presentations would examne the effects of slope
changes, base tax adjustnents, and triggers. He furthered
that the presentations would not be in the direction of the
bill in front of the commttee, but that the commttee
would look at all of the options. He offered that
presentations mght cover sonething that was already in the
bill, sonmething that was changed, or mght be a whole new
concept. He added that he had already net with PFC Energy
regarding the direction of future discussions and that "at
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the end of the day," the state needed to make sure it was
counting its net cash flow He referenced earlier conments
regarding the producers' high level of sophistication and
related the inportance of the state understanding its own
fiscal regine.

10: 56: 23 AM

Senator Thomas asked for a clarification on slide 28. He
referenced the "renewal capex" on the slide and the
i ncreased exploration activity that was currently occurring
on the North Slope. He queried what the |ikelihood was of a
sophi sticated oil conpany meking significant investnents,
W t hout understanding the existing tax system in Al aska.
M. Kepes requested a clarification of the question.

Senator Thomas inquired why Al aska would see increased
activity from conpanies that had opportunities elsewhere
around the world. He furthered that sonme conpanies had
claimed that they did not fully understand Al aska's tax

system at the tinme, but that conpanies had still purchased
or leased large tracks of land and had made significant
investnments; he inquired if this scenario seened |ikely.

M. Kepes offered that there were one or two cases where
conpanies were not fully aware of the commerci al
arrangenents that were required to comrercially devel op
reserves, at the tine they took the exploration |icenses.
He opined that the exploration tax credits and incentives
for exploration within ACES nmke it "appear to be a
reasonably attractive proposition.” He stated that the
comments on slide 28 were not offered with respect to the
exploration activities that Senator Thonmas was referring
to. He noted that conpanies had been attracted to the
incentives for exploration activity under ACES. He observed
that if an explorer nade a 65 mllion barrel discovery, the
challenge to the conpany becane how it would tie that
production into existing infrastructure and what comerci al
arrangenents needed to be made with the existing operator
of the evacuation infrastructure; furthernore, comercial
arrangenents like this could be an unknown in terns of
costs and could be less attractive than nore apparent
aspects. He furthered that it <could be difficult to
calculate commercial developnment costs during an initial
expl oration decision and offered that these unknown costs
could change a 65 mllion barrel success into a sub-
mar gi nal econom c investnent. He pointed out that the nmjor
and independent oil conpanies had different investnent
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criteria and that they mght take different types risks. He
offered that it was possible that a conpany would invest in
a project that offered a lower return because it believed
t hat subsequent opportunities would be nore profitable. He
concluded that a conpany not wunderstanding what it was
getting into can and does happen. However, in reference to
the situation that Senator Thomas had inquired about, he
opined that the conpanies had |ess of an understandi ng of
what it took to be comrercial success versus an exploration
success because of the "access to infrastructure issue.”

SB 192 was HEARD and HELD in commttee for further
consi derati on.

#
ADJ QURNVENT
11: 02: 32 AM

The neeting was adjourned at 11:02 AM
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