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ACTI ON NARRATI VE

3:33:10 PM

COCHAIR JOE PASKVAN called the Senate Resources Standing
Commttee neeting to order at 3:33 p.m Present at the call to
order were Senators MQuire, French, Welechowski, Stevens, Co-
Chai r Wagoner and Co- Chair Paskvan.

SB 192-O L AND GAS PRODUCTI ON TAX RATES
PEC ENERGY PRESENTATI ON ON PROGRESSI VE FI SCAL STRUCTURES

3:33:51 PM

CO CHAI R PASKVAN announced that SB 192 was before the conmttee
and that PFC Energy woul d deliver a presentation [on progressive
fiscal structures.]

He related that Al aska has many conponents to its fiscal system
that are attractive across a spectrum of oil ©prices. For
exanpl e, anong the levers are |ow royalties; 50 percent or |ower
than the royalty in North Dakota or Texas. Al aska has attractive
credits, such as a 100 percent deduction for capi tal
expenditures in the year spent, plus 20 percent credit "on their
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bottom line." It's also called the "conparative front end
| oading index." Alaska also disproportionately shares in the
geologic risk and is one of the nost attractive locations in the
world. Also attractive to investors is the royalty nodification
conponent .

He questioned how Al aska will create a bal anced fiscal regine in
order to receive a fair return on its generous capital credits
to investors in the North Slope and on its disproportionate
geol ogi c ri sk.

3:37:12 PM

JANAK MAYER, Manager, Upstream and Gas, PFC Energy, introduced
himself as a legislative consultant hired by the Legislative
Budget & Audit Conmittee to analyze Alaska's current fiscal
structure and any proposed changes to the structure. One of the
requirenents is to build a conplex nodel of the current fiscal
structure and of a w de range of existing base production assets
with the potential for new production from new investnents.
Another task is to provide presentations to the |egislature.

He related that today's presentation wll cover three broad
areas: conpany behaviors and investnment decision nmeking, a
conceptual overview of progressivity, and how progressivity
wor ks in other jurisdictions and under ACES.

3:40: 50 PM

TONY REINSCH, Senior Director, Upstream and Gas Goup, PFC
Energy, said that his focus is on strategy, planning, and
positioning of |arge international and national oil conpanies in
t he upstream sector of both oil and gas.

He related that PFC has focused traditionally on the area of the

oil and gas sector that has been the weakest in terns of
conpany, government, and regulator analysis - the areas of
above-ground risk. These are areas such as conpetitor |andscape,
or who owns the resources, political, social, and econonic
risks, and policy and regulatory risks. He said that PFC advi ses
international oil conpanies (10OC s), national oil conpanies

(NOC s) and governnments on how these risks are unfolding
gl obal ly.

MR. REINSCH began by explaining |0OC decision making regarding
capital allocation, budget, and |ong-range planning. He related
that he plans to discuss conpany behaviors and decision naking,
especially regarding investnment decisions and decisions on
whet her to develop particular resources in the near termor to
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post pone devel opnent. He said he would also cover key netrics
including return on capital enployed (ROCE), net present value
(NPR) , and internal rate of return (IRR), as well as
consideration of asset netrics versus portfolio netrics and
di fferences between integrated versus non-integrated conpanies.
He said he would conclude with cash flow allocation and the
reall ocation of free cash flow within global portfolios as
projects and basins nove through various stages of devel opnent
to maturity.

SENATOR STEDMVAN j oi ned the commttee.

3:44:38 PM

MR, REINSCH explained that oil and gas conpanies follow a
st andardi zed process |linking the annual budget cycle to the |ong
range plan and corporate strategy. They follow an annual process
that is predictable. The timng has to do with filing reports
and drilling seasons.

SENATOR W ELECHOANSKI asked if PFC Energy works wth oi
conpani es and governments.

MR. REINSCH replied that PFC advises international oil and gas
conpani es, governnents, and national oil conpani es.

He continued to explain the capital allocation cycle within a
given conpany. The first quarter of the year is spent on
strategy review and updates about where the conpany is going in
the longer term That process carries through at the corporate
| evel for much of the year. The budget cycle begins in the third
gquarter and uses the strategies and long-range plan to create
the capital expenditures of the com ng budget.

3:47:18 PM

MR. REINSCH explained that slide 4 is an attenpt to capture how
conpanies look at the world during the planning and strategy
process. The process begins with a view of the world they wil
be working in; economc markets, energy supply, and geopoliti cal
considerations, leading to a view on oil and gas prices.
Conpani es then | ook at the basins in which they are operating or
may want to operate in the future. Next, they identify bl ockers,
enablers, gaps, and logjans to being able to acconplish what
they want to, and focus on conpetitor |andscape and markets.
From that anal ysi s, the conpany targets objectives and
identifies obj ecti ves. Finally, t he conpany identifies
strategies and wuses the Ilong-range plan to nake capita
i nvest ments.
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He turned to slide 6 to show corporate input assunptions on the
external environnent. Conpanies have business units that manage
operations in specific areas such as the @lf of Mxico, the
North Sea in the United Kingdom Al aska's Prudhoe Bay, Eagle
Ford Shale Gas, and Angola's deep water production. The wunits
are responsible for developing a long-range plan, a five year
pl an, and a budget. He continued to say "at corporate, those are
rolled up,” leading to a discretionary and non-discretionary
capital budget available for board approval. After the board
approves the budget, capital is allocated, the projects are
approved, and the progranms are execut ed.

3:51:26 PM

MR. REINSCH noved on to slide 8, which depicts the issue of how
to attract capital for a project within a corporate budget.
There are a nunber of considerations when determ ni ng whether an
oil conpany wll position, or continue to invest, in a
particul ar asset, basi n, or country. Sone of t hese
considerations are materiality, total capex exposure, and full-
cycl e econom cs/ netrics.

He continued to say that each project is broken down into
di screte investnent decisions, in the form of Project Approval
Requests (PAR s), creating a natural "state-gate" for capita
approval and allocation. Each stage-gate creates an opportunity
for the conpany to continue, amend, suspend, or exit/divest.
Each PAR has an authorization for expenditure (AFE) attached to
it. The sumof the AFE's in any given year is the budget.

3:54:22 PM

He related that slide 9 shows a programw th multiple activities
over nultiple years. He noted that discretionary capital cones
up for discussion and approval every year.

He discussed how conpanies neasure the performance of their
investments and decide to allocate capital to one activity
versus another - slide 10. Key to neasuring perfornmance are
growh, profitability, efficiency, cash flow, and ri sk.

CO CHAI R PASKVAN asked if, wthin any one conpany's decision-
maki ng process, 100 percent of the project approval request
woul d not be funded.

MR. REINSCH replied that with $100 oil, many conpani es were able
to fund all of their projects. Currently, not all activities are
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funded. Conpanies nust decide how to balance growh activity,
debt nmanagenent, and returning capital to sharehol ders.

3:58: 01 PM

MR. REI NSCH expl ai ned project selections and decision netrics -
slide 11. Energy conpanies enploy a variety of benchmarks or
metrics to rank investnment opportunities and to allocate
financial capital. Sone of the nore comon include: pay-out
period, internal rate of return, net present value, recycle
ratio, discounted and wundiscounted net cash flow profiles,
maxi mum negative cash flow exposure, net booked reserves, and
capex/ boe or cost per barrel of production capacity.

CO CHAIR PASKVAN inquired if there was a selection or decision
netric nost often used by a resource owner who is attenpting to
i npose a production tax.

MR. REINSCH said the ranking netric is the internal rate of
return (IRR) because it provides a relative ranking and
all ocation across a portfolio of projects. The owner of the
resource would be nore interested in the net present value (NPV)
as the ranking netric.

4:02: 15 PM

SENATOR W ELECHOWSKI asked if information such as the rate of
return or the net present value is readily available to the
resource owners in the countries PFC Energy has worked in.

MR. REINSCH explained that varies by country and regulatory
structure. He reported that it was surprising to find that in
the |east developed jurisdictions, in terns of governnent
institutional capacity, the standard for regulation and approval
is increasingly becomng the IRR which the conpanies are
required to provide.

SENATOR W ELECHOWSKI i nquired about the standard or average |IRR
for which a project is deened profitable or should go forward.

MR. REINSCH answered that in countries that are just beginning
oil and gas devel opnent, projects have IRR s of greater than 25
percent. IRR s becones |ess useful in nore mature jurisdictions.

MR. MAYER added that from the governnent's perspective, IRR s

happen nost in the |ess devel oped countries that have a strong
national oil conpany.
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MR. REINSCH turned to slide 12 - net present value, which is the
estimted value of a project when all future net cash flows are
di scounted to the present at an appropriate rate or discount
factor. He contrasted the advantages and disadvantages of NPV
The main disadvantage is that it is difficult to rank projects.

He explained slide 13 - internal rate of return, which is the
di scount rate that equates all future cash inflows to outflows
at a point in tine. He ~contrasted the advantages and

di sadvant ages of |IRR

He pointed out that corporations establish a "hurdle" IRR
nunber. Projects with IRRs in excess of the hurdle rate attract
budget capital, with those below the hurdle rate not funded. He
listed issues with IRR hurdle rates.

4:12:51 PM

SENATOR FRENCH stated the legislature spends a lot of tine
guessing what a conpany's IRR rate is in order to determne if
the state's investnments are sufficiently attractive. He
requested an exanple of what a good IRR rate would be for a
maj or international oil conpany.

MR. REINSCH said it varies by conmpany. A good rate would be an
IRR threshold at 15 percent or greater for a donestic
i nvestnment, or 20 percent for an international investnent.

He explained the third netric, the return on capital enployed
(ROCE), as described on slide 15. ROCE neans net profit before
interest and taxes, divided by the gross capital enployed, tines
100. The ROCE indicates how well nanagenent has wused the
i nvestnment nade by owners and creditors into the business. He
referred to two charts that depicted ROCE, one of global players
and one of international players.

He said that seldom is a conmpany able to perform at high RCCE
and high growmh; they nove in and out of those cycles. Upstream
ROCE is higher for the larger conpanies and is lower for the
i nt ernmedi ate conpani es because ROCE has a built-in capital bias.

He described some of the issues with ROCE. Initially, ROCE
penalizes an oil conpany for major capital investnents. Once the
projects are in place, there is a bias toward |arge asset
portfolios due to a material production cash flow.

4:17:57 PM
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VR. REI NSCH explained why fiscal changes inpact project
economics. It is rare to find a conpany able to perform at both
a high efficiency level, or high ROCE, and a high production
grow h | evel as neasured by changes in production. He used as an
exanple the increase in the United Kingdom supplenentary ring
fence charge, where the supplenentary profits tax of 20 percent
was increased to 32 percent. The inpact was a reallocation of
net cash flow from the contractor to the government with little
or no inpact on the developnent of the basin or the wells that
were drilled. The result was the governnent gave up a degree of
freedomin dealing with the price cycle. Wen the price cycle is
down, it is harder to attract capital

SENATOR FRENCH asked how the deductions and credits work in
Al aska when calculating IRR s

4:20: 27 PM
MR. REI NSCH expl ained that calculating IRR s are part of conpany
operations that are al nost inpossible to assess externally.

SENATOR FRENCH suggested that $1 billion would be the figure
used to calculate IRR

MR. REI NSCH agr eed.

MR. MAYER added that the nodeling work PFC Energy has undertaken
is aimed at looking at the entire base of existing production
for producers on the North Slope, as well as trying to
understand sonme of the possible new investnents, because it is
the interaction of all factors that determ nes the econom cs
under Alaska's system It is inportant to understand how the
credits play into the equation.

SENATOR FRENCH suggested that the figure of $400 mllion my
have to be used to calculate the IRR as wel | .

MR. MAYER agreed there would be an inmmediate tax benefit on the
$1 billion

SENATOR W ELECHOWNSKI asked for the date of slide 17. He noted
that oil production has increased in the British fields since
2011.

MR. REINSCH reported that the slide was introduced in the spring
or sunmmer of 2011.
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He turned to the issue of integration on slide 18. Both
integrations and de-integration are hot topics ever since
Marat hon and ConocoPhillips have both de-integrated their
downstream operations from their upstream operations. Both
conpanies nmaintain that integration hides value. De-integrated
entities are better capable of devel oping appropriate strategies
and appropriate execution of those strategies. He said there are
technical drivers for integration; however, the benefits can be
secured through contracts and partner agreenents. BP, TOTAL, and
Shell are divesting from Africa in favor of pure play refiners
and marketers.

CO CHAIR PASKVAN asked what M. Rei nsch  t hought about
integration of North Slope crude with the Wst Coast of the
United States.

MR. REINSCH opined that the maturity of the North Slope and of
the refining and marketing business in North Anerica creates a
situation much like the Canadian oil sands, where the conpanies
can either integrate refineries with the upstream operations, or
contract with third parties. North Slope crude would fall into
that sane category with other crude flows. Incentives to create
artificial barriers have eroded away.

4:28:16 PM

He turned to the issue of basin allocation and free cash flow
distribution. He described Alaska as a harvest area and said he
woul d di scuss what that neans regarding global portfolios, as
shown on slide 19. PFC Energy allocates conpany activities to
particul ar basins on the basis of whether those basins are core
to the conpany, and whether their focus area i s new venture.

He defined harvest area as an area that produces positive net
cash flow, wth investnent activity typically at or below

repl acenent level. Investing is done to maintain the cash flow.
There is a |limt to actual or perceived growh. He pointed out
that the oil industry has largely been built up by the

real l ocation of free cash flow from one basin to anot her.

MR. REINSCH defined the "sit and hold" category as an area with
a substantial resource base, but investnment has been del ayed due
to unattractive fiscal terns or significant above ground risks.
The conpany may hold large projects in this area but hold back
the pace of investnment wuntil the risk factors have been
addressed. He used the changes taking place in Libya, Sudan,
Chad, and Venezuel a as exanpl es.
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4:31:11 PM

SENATOR FRENCH noted that Al aska appears in the harvest area. He
wondered if jurisdictions cycle in and out of their status and
how qui ckly that happens.

MR. REINSCH clarified that the chart was not PFC s analysis. He
said that conpanies do cycle within base allocations in a couple
of ways. Harvest assets for one conpany can be a growth asset
for another conpany. Apache is such a conpany because they take
over assets, such as BP's, and use them for growh. Another
exanple is the UKs North Sea, which has been in harvest node
for decades. Chevron built the majority of its Asian portfolio
off of the free cash flow generated from Europe and Wst Africa,
just as those jurisdictions had been built by the free cash flow
generated from U. S. on-shore assets of Chevron.

SENATOR FRENCH gave a hypothetical exanple if the UK had decided
to drop their taxes to entice Chevron back into the UK, it
woul dn't have worked. Chevron was focused on a different part of
t he worl d.

MR. REI NSCH agr eed.

4:34:16 PM
CO CHAIR WAGONER requested nore information about Apache's
t akeover of BP' s assets.

MR. REINSCH reported that Apache first stemmed the decline of
the 40's Field and then they grew the production. The incunbent
conpany, BP, had the capability to do the sane thing, but they
had better prospects el sewhere.

CO- CHAI R PASKVAN sunmarized that BP turned to another area of
their diversified portfolio.

MR. REI NSCH agreed. BP ended up devel oping Deepwater in the Gulf
of Mexi co.

MR. REISCH turned to a chart on slide 20 that shows, over a
three year period from 2003 to 2005, the sources and uses of
cash flow on a regional basis for the largest international oi
conpanies. North Anmerica and Europe are the |argest generators
of net or free wupstream cash flow Sub-Saharan Africa 1is
begi nning to devel op as a deep water player.

He related that the second chart shows sources and uses of cash
fl ow between 2008 and 2010. It shows Sub-Saharan Africa as a net
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cash flow generator with the capital going to North Anerica.
There are substantial shifts in how capital is allocated across
portfolios on a gl obal basis.

MR. REINSCH described, on slide 21, Nexen, Inc. as a conpany
that initially built its North Sea assets from the cash flow
generated out to Yenen, and now the cash flow from Europe is
bei ng used to finance devel opnents in Canada. These noves can be
very rapid.

He discussed ExxonMbil's global areas of wupstream operations
as shown on slides 22 and 23.

4:38: 08 PM

MR. MAYER presented the principles of fiscal regine design. He
said he woul d address the concept of progressivity with enphasis
on progressive versus regressive fiscal regines, the rationale

for a progressive fiscal regi e, how the concept of
progressivity  works in a range of ot her hydr ocar bon
jurisdictions, and the problens in the applications of

progressivity. He shared a favorite quote by Jean Baptiste
Col bert, the Mnister of Finance under King Louis XIV of France.
Col bert said, "The art of taxation consists in so plucking the
goose as to get the nost feathers with the least hissing.” In
nore contenporary ternms, that art of taxation consists in
maxi m zing revenues, subject to two inportant constraints,
ef ficiency and conpetitiveness.

MR. MAYER said that efficiency is an absolute concept - the
degree of distortion in a taxation reginme is sonething "we can
assess solely in relation to ourselves.” There is a need to
exam ne the incidence of the tax under different price and cost
levels and to understand what conponents of the underlying
econom c activity are being taxed.

He explained that conpetitiveness is a relative concept and
requires us to examne our attractiveness in conparison to
others. There is a need to understand what other jurisdictions
we are conpeting wth for capital and to wunderstand whose
capital we are conpeting for, as well as how rates of return for
projects conpare to what our target investors can achieve in
ot her jurisdiction.

He said the goal is to find the intersection between efficiency

and conpetitiveness, and to find a regine that does not distort
investment with rates that are internationally conpetitive.
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4: 44: 58 PM

MR. MAYER showed slide 31 which depicts the efficiency of
supply, demand, and price. The graph on the right shows that the
supply curve is a series of various projects, such as five
different classes of oil regines. The point is that each has a
very different cost structure and very different economc
returns at a given oil price.

He used slide 32 to explain economc rent, the gap between the
cost required to ensure a normal return on capital and the price
recei ved

He related that slide 33 depicts the inpact of a 30 percent
royalty on the five projects. The royalty successfully captures
30 percent of the gross revenues from projects 1 - 4 for the
governnment. The tax, however, is highly distorting. Project 5 no
longer earns a normal return on capital; if it were a
prospective investnent, it would now have negative NPV and woul d
be cancelled. If the oil price were to fall, the 30 percent
royalty woul d make further projects non-econom c.

4:48: 29 PM
MR. MAYER defined relative governnent take as governnent take
divided by divisible income. Dvisible inconme is the gross

revenues |ess cost, including capex and transportation costs.
Government take includes all paynents the government nandates in
its function as a sovereign: royalties, land rental fees,

property taxes, production taxes, and incone taxes. Governnent
take does not include anmobunts the governnent earns in an
entrepreneurial function.

He turned to slide 35 to depict the relative governnent take
impact of a 30 percent royalty. The inpact of the royalty is
very different across different projects. For project 5 it is
100 percent, but for project 1, it is less than 30 percent. A
fixed percentage royalty is inefficient and highly regressive
with regard to costs - as costs increase, so does relative
government take. Royal ti es, however, are very sinple to
adm ni ster.

He noted that nore revenue could be created, not by taxing
production, but by the targeting of economc rent.

4:53:54 PM

M. MYER turned to a brief history of production sharing
contracts, as shown on slide 39. He said that ACES is in many
ways a reflection of a recent trend seen in tax/royalty regines
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around the world that have endeavored to capture a greater share
of rent, by replication many aspects of the economcs of a
production sharing contract (PSC). Until the 1960's and 1970's,
the global oil industry was domnated by tax/royalty type
concessions for oil and gas production. These were very sinple
to adm nister, and nmade sense so long as prices were reasonably
| ow and stable, and oil was easy to produce.

He related that, in many cases, relatively generous ternms for
oil conpanies reflected the colonial-era world in which the
concessions had been set. Rising nationalism in oil producing
countries saw the first noves away from this system OPEC was
formed in 1960, and Indonesia introduced the first "contracts of
work" with termnology and nechanics very simlar to later
PSC s. The 1973 Arab oil enbargo sent oil prices from $3 to
$12/bbl, dramatically eroding governnment take under tax/royalty
systens, as international oil conpany profits surged. This
resulted in the w despread rescission of existing of concessions
in major oil producing nations and the introduction of PSC s.

4:57:39 PM

MR. MAYER described the structure of a sinple PSC - slide 40.
Core to the concept of PSC is the differentiation between cost
oil and profit oil. Cost oil represents barrels of production
required to recover operating and capital costs. The remainder
of production is deened profit oil.

He related that the Ml aysi a-Thailand joint devel opnent area has
one of the sinplest PSC structures anywhere. It is not
regressive with regard to either price or cost. Because it
includes the normal return on capital in the tax base, it is
regressive with regard to econonmic rent.

He explained that nmany PSC-type regines include progressive and
regressive elenents. Many such systens incorporate regressive
elenments |ike fixed-percentage royalties. Sone reginmes add
progressivity to their profit-focused conponents to conpensate
for regressive elenents of the reginme to achieve a nore neutra
outcone. Oten application of progressivity has been taken
further, to focus on limting the share of rent received by
IOC's in high price environnents and maximzing relative
gover nnent take.

He said that tonorrows presentation would focus on how
progressivity works in a nunber of different reginmes and how it
includes a range of different nmetrics. He noted he would also
focus on progressivity under ACES.
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CO CHAIR WAGONER asked whether the presenters could explain
Al aska's total tax system to a new producer who was ready to
i nvest in Al aska.

MR. MAYER stated that Al aska has a very conplex tax system wth
different inpacts, depending on the existing production base and
the nature of a nunber of factors. He stressed that a generic
nodeling of ACES wouldn't tell the conpany the reality of the
field for a specific investnent.

5:05:51 PM

There being no further business to cone before the committee,
Co-Chair Paskvan adjourned the Senate Resources Standing
Commttee at 5:05 p. m

SENATE RES COW TTEE -14- February 16, 2012



