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ACTI ON NARRATI VE

3:30:39 PM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Commttee neeting to order at 3:30 p.m Present at the call to
order were Senators French, M cciche, Bishop and Chair G essel.

SB 21-O L AND GAS PRODUCTI ON TAX

CHAI R A ESSEL announced SB 21 to be up for consideration and to
start the Departnent of Revenue would walk through the
conplexities of progressivity.

3:32: 08 PM

M CHAEL PAW.OASKI, Petroleum Systens Advisor, Ofice of the
Comm ssi oner, Departnment of Revenue (DOR), Juneau, AK, said the
intent of the presentation was to give nenbers a general walk
t hrough of the actual mathematics of how progressivity works and
then to talk about sonme of the issues that the departnment has
identified in progressivity that have caused concern. He noted
that a lot of these issues are about the aggressivity of the
progressivity, specifically about the math of the equation in
the current system

He said he would first walk through the calculation of the
production tax liability and then second how the basic
progressivity calculation works; and finally go through what the
adm nistration has identified as sone of the problenms with it.
He invited M. Stickel to walk through calculating the
production tax liability.

SENATE RES COWM TTEE - 3- February 15, 2013



3:34: 06 PM

DAN STI CKEL, Assistant Chief Econom st, Departnent of Revenue
(DOR), Juneau, AK, said the basic calculation of the ACES tax
l[iability is: production tax value tinmes your tax rate mnus
your credits. Production tax value is: the value at plant
production (volunme of oil and gas produced tines the wellhead
val ue) . In <calculating the wellhead value you subtract:
transportation costs to get it to market, operating (Opex) and
capital (Capex) expenditures in the year earned in calculating
production tax value (the tax base). The base rate is 25 percent
plus an additional .4 percent for every $1 per barrel that the
production tax val ue exceeds $30/barrel up to $92.50/ barrel, and
then at $92.50 that turns into a .1 percent slope. The credits
are subtracted from that (primarily the 20 percent credit on
capital expenditures as well as snall producer credits and
transitional credits).

MR. PAW.OABKI said the progressivity function itself is found in
AS 43.55.011(g). He reiterated that the progressivity doesn't
begin to get <calculated until production tax value exceeds
$30/ barrel of oil (deducting transportation costs). As soon as
it goes past $30 a barrel, the tax rate increases .4 percent per
$1 until the production tax value exceeds $92.50/barrel when it
flattens out. The maxinmum tax rate of the progressivity portion
is a 50 percent tax, which when conbined with the base tax is 75
percent. Progressivity itself is calculated nonthly and it is a
single statewi de calculation on all oil and gas revenues.

3:36: 03 PM
SENATOR M CCICHE asked if there are any eligible transition
expenditures that are still in use.

MR. PAW.OANBKI replied that he would get back to himon that, but
he understood that those are repealed in SB 21.

3:36: 54 PM
SENATOR DYSON j oi ned the conmitt ee.

MR. PAW.OABKI said the basic calculation as it appears in the
2012 Fall Revenue Sources Book begins with the base assunption
of 170,262,000 barrels of taxable production (royalty oil not
i ncluded). The equation begins with an ANS Wst Coast price of
$109. 61/ barrel as forecast by the departnment. Transportation
costs of $8.81/barrel are subtracted fromthat, which results in
$100. 80/ barrel gross value at the point of production (wellhead)
of . The deductible |ease expenditures are subtracted from that
to arrive at the production tax value. So, the Fall Revenue
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Sources Book shows an operating expenditure of $16.32/ barrel and
a capital expenditure of $19.61/barrel, for a production tax
val ue of $64.87. The base tax of 25 percent is applied against
that production tax value. So the base production tax in the
exanple would be around $16.22/barrel. Those are the basic
nunbers to begin to calculate the progressivity function.

Calculating the progressivity function begins wth the
production tax value of $64.87/barrel mnus the $30/trigger,
which results in a value of $34.87. Because that production tax
is less than $92.50, the anmpbunt of the percentage increase
applied to this nunber is .4 percent. So, $34.87 tinmes .4
percent is roughly the equivalent of 13.95 percent (therefore
the progressivity in this exanple is 13.95 percent). This 13.95
progressive tax is then applied to the production tax val ue per
barrel of $64.87 (not the $34.87). So, $64.87 tines 13.95
per cent equal s $9. 05/ barrel ; therefore the  $9.05/barrel
progressive tax plus the 25 percent base tax of $16.22 results
in a $25.27/barrel production tax (before the credits are added)
multiplied by the taxable production results in $4,302, 000, 000
in production tax revenue.

3:40: 04 PM

SENATOR FRENCH said it struck himthat for all the wailing and
gnashing of teeth about progressivity it accounts for just $9
out of $109/barrel of oil, and it doesn't appear to be a
dom nant aspect of the taxation system He asked where the gross
val ue at point of production is on the North Sl ope.

MR. STICKEL answered that includes all of the netback costs,
everything that it takes to get from the unit boundary to the
destinations: the feeder pipelines, TAPS tariff and tinker
tariff.

SENATOR FRENCH asked if it is just upstream of the pipeline tie-
in or downstream of the production facility. Do the feeder pipes
count between the production facility and the pipeline or no?

MR. STICKEL replied that it depends on whether it's a regul ated
pipeline or if it's within a unit boundary and he offered to get
a technical definition.

SENATOR FRENCH said he understood that it is  basically
downstream of the production facility (after everything has been
taken out) but before the feeder pipe; vyet it's called a
wel | head pri ce.
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MR. PAW.OAMSKI commented that the wellhead is generally for
calculating royalty. There is a general synergy between the
poi nt of production and the well head, but they are not the exact
same nunber because of getting different treatnent under the tax
- particularly when it cones to the allowable deductible costs
for a shipper that has an affiliated owership in the TAPS (that
gets a regul ated treatnment by the Departnent of Revenue).

3:42:23 PM
Some of his prelimnary observations about the progressivity
mechani sm wer e

-It increases the overall tax rate as the overall profitability
rises. The progressivity in the production tax itself is one
conmponent of the overall fiscal system After that is
cal cul ated, then state and federal incone taxes are also |evied
on the remaining net profit of a barrel.
-Progressivity is conpany specific and each conpany will have a
di fferent exposure because progressivity is sensitive to:

-the oil price

- spendi ng

- production
-Progressivity is only one part of what nakes the overall system
progressive; it is not a factor at all at low oil prices ($30
net). He explained that the conbination of credits and
progressivity creates the linear slope that is different than
the slope in SB 21. They don't want people to forget about the
credits while talking about progressivity in the overal
picture, and this presentation wll only talk about the
progressivity.

SENATOR DYSON conmented that progressivity isn't triggered until
you get $30 over the conbination of Capex, Opex and
transportation costs, but once it is triggered, it goes back al
the way to the Capex and Qpex.

MR. PAW.OANSBKI agreed and added that it's inportant to note that
in the beginning of calculating the progressivity, $64.87 mnus
$30 gives one a nunber that is used to deternmine the tax rate,
not the nunber that the tax rate is applied against. The
production tax value is the nunber against which both the 25
percent base tax and the progressive tax rate are applied
agai nst .

3:45: 28 PM

Next M. Pawl owski wal ked them through the sensitivity of the
progressivity function exanple based on the sane nunbers but
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changing one nunmber in the equation, increasing the capital
spending by $500 nmillion. In this exanple, the exact sane
transportation costs results in the sanme gross val ue at point of
production; the deductible |ease expenditures and the operating
cost are the same at $16.32, which raises the Capex/barrel to
$22.55 dropping the production value from $64.87 to $61.93. The
base tax is reduced from the previous exanple by 25 percent
against the $61.93 which results in $15.48. Calculating
progressivity starts with $61.93/barrel (instead of $64.87). So,
doing the sane wal kthrough: $61.93 mnus $30 equals $31.93.
Since that $31.93 is less than $92.50, that is nultiplied by .4
percent, which results in a progressive tax rate of 12.77
percent, which is applied to the $61.93, which results in the
progressive tax of $7.91/barrel. So, one sees as capital
spendi ng goes up, the production tax value has dropped, as has
t he correspondi ng cal cul ation of the progressivity.

The conbi nation of the progressive tax and the base tax results
in $23.39/barrel (before credits) mltiplied by the taxable
producti on. That shows state revenues decl i ni ng to
$3, 983, 000, 000. Therefore, in looking at the inpact just from
the progressivity, of spending $500 nmillion in capital, state
revenues went down $319 million before considering the cost of
credits (simlar to what Econ One presented earlier).

3:48: 24 PM
He said the departnent's prelimnary observations were:

-Progressivity based on the net production tax incentivizes
spendi ng.

-The level of the incentive depends on the price of oil and the
cost structure of the investor not the relative economcs of the
project. The $319 nmillion is a function of the operating and
capital costs per barrel, the price of oil in the market and,
therefore, not |I|inked directly to a specific project or
i nproving the overall econom cs.

-The value of this deduction often exceeds the credits. In other
words, when we think of 20 percent of $500 million, what we see
is really $100 mllion. So, $500 mllion in capital spending
woul d accrue $100 million in credits; and in this exanple, $319
mllion worth of buy down value in the progressivity equation

So, because of the price of the oil in the cost structure, the
value of the progressivity buying down is actually nuch higher
than the value of the credit.

-This benefit is only available to an incunbent producer that
has a tax liability and doesn't create a level playing field
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with new entrants accounting for the difference in governnent
take levels for a new entrant versus an i ncunbent producer.

3:49:12 PM

SENATOR FRENCH said he would add "in Alaska" to the first bullet
poi nt, "progressivity based on the net production tax
incentivizes spending - in Alaska." If that extra $500 nillion

IS spent overseas, then Al aska gets not hing.

MR. PAW.OASKI responded that Al aska would get the additional tax
revenue of that spending going el sewhere.

SENATOR FRENCH said his only other point was that M. Paw owski
had sel ected the nunber of $500 million, but in reality which of
the oil conpanies doing business in Alaska would increase their
capi tal spending by that nuch.

MR. PAW.OWSKI replied that it wuld be easy to foresee a
conbi nation of conpanies currently doing business in Al aska
doing it or sone of the newer entrants. He thought it was a
fairly reasonable nunber and it was a round nunber to use as an
exanpl e.

SENATOR FRENCH asked if he agreed that a $500 mllion increased
in capital spending in one year would be a significant increase.

MR. PAW.OABKI answer ed absol utely.

3:51:41 PM
SENATOR M CClI CHE asked if the small producer credit would offset
t he benefit.

MR. PAW.OABKI answered that it offers a definite benefit to the
smal | producers at $12 mllion/year, but one that 1is not
commensurate to the scale of the upfront buy down.

SENATOR M CCI CHE said he thought that would be alnost a direct
offset for the small quantities the small producers are
produci ng, but he could be wrong.

MR. PAW.ONBKI offered to work with him on the econom cs of that
premse. H's next exanple took the same $500 nillion but
decreased the oil price by $10 (using $99.61 instead of
$109.61), the same transportation costs, but the gross value at
the point of production is |ower ($90.80), because of starting
from lower oil prices; the sane operating expenditures of
$16. 32/ barrel and sane capital expenditures of $22.55/barrel and
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that resulted in a production tax value of $51.93/barrel. The
base tax 25 percent would be  $12.98. Calculating the
progressivity from that $51. 93, m nus  $30, results in
$21.93/barrel. Again, since it's below $92.50, $21.93 tinmes .4
percent results in a progressive tax rate of 8.77 percent;
$51.93 tinmes 8.77 percent equals approximtely $4.56/barrel.
Therefore, the $4.56, plus $12.98 base tax results in a
$17. 54/ barrel production tax before credits, multiplied by the
taxable production. Running the sane equation wthout the
addi ti onal spending derives revenues of $3, 265, 000, 000.

He explained that one sees the benefit of the deduction of that

additional $500 mllion in spending at a higher oil price was
worth $319 nillion, but the oil price falling $10 reduced the
val ue of that deduction to $279 nillion. This illustrates that

the value of the deduction is largely dependent on the price of
oi | when the deduction occurs.

He observed:
-Since the value of a deduction is dependent on the price of

oil, it's very difficult for a conpany to predict its value,
especially with long lead tine projects. So, if the value of
one's benefit depends entirely on the price of oil in the year
you happen to be spending the capital, |ooking out 3-5 years for

an investnment is a different thing than |ooking at the near
term next year. And given the degree to which that benefit can
fl uctuat e, t hat is a fundament al problem within t he
progressivity structure.

-The reduction in taxes is tenporary, since as soon as the
spending is done the tax rate rises back to the higher rate.
-This effect can potentially <create msalignnents anongst
working interest owners in the sanme field. For instance, if one
working interest owner is spending and another isn't, then the
value of the increnental spending to that conpany that 1is
already spending will be less than to the one that isn't
(because of where they are in their progressivity equations).
Again, the value is based on an equation and not the project
econonmics that they are all working on together.

3:56:25 PM

SENATOR FRENCH sai d he knew the point he was getting at, but he
must be really careful in expressing it. Wrking interest owners
in the sanme field have to be aligned when they make investnent
deci sions or they don't happen; Prudhoe Bay requires unanimty.

MR. PAW.OWNSKI said he appreciated the clarification. Because
unanimty is needed to nove forward in sone of these fields, one
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of the participants may be in a different tax place than the
others, so there may be an actual material benefit to one of the
working interest owners to wait to harvest that progressivity
benefit as opposed to another. He thought that was offset to a
| arge degree by how they actually can |ook at the value of that
deduction in planning out into the future. However, for short
term there could be a difference in the working interest owners
for the nmaintenance spending and capital infrastructure and
those types of things. This is not a mjor problem wth
progressivity but just a potential concern that he saw in
runni ng through the scenari o.

3:58: 24 PM

SENATOR DYSON asked why one of those conpanies couldn't have an
opportunity to increase production significantly with expenses
on their portion of the |ease.

MR. PAW.OASBKI answered that it goes back to what Senator French
tal ked about; at the margin things can be done by an individua
conpany within a | ease depending on the actual structure of that
working interest in the relationship of the unit agreenent, but
for bigger decisions having different tax rates with nmultiple
conpanies that are all working together can potentially create
pr obl ens.

SENATOR DYSON asked if it's not dependent on what part of the
field they own.

MR. PAW.OABKI answered no; their individual tax rates depend
basically on their overall activity in Alaska not at the field
level. So, in that a conpany may have different activities than
their other partners, they will be in different tax places, and
that creates an interesting question of how that actually works
in practice and if the progressivity creates ©potential
m salignnments. He said the admnistration was consistently
concerned about where the potential msalignments are in the
current tax system

SENATOR DYSON said he was talking about the different |eases
t hey own and whet her or not they can produce nore oil.

MR PAWOMNBKI said he would invite M. Balash to talk about
actions within the units.

4:00:46 PM

JOE BALASH, Deputy Conmm ssioner, Departnent of Natural Resources
(DNR), said that type of scenario is one they may have seen 15
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years ago with nmultiple operators in the same unit at Prudhoe
Bay. But after the nerger between BP and Arco the operatorship
was consolidated into the hands of a single conmpany. His
understanding of how the wunit operating agreenment functions
between the owners is that a single operator carries the
responsibility of the day-to-day business and then brings
forward projects to the other working interest owners for
approval through the AFE process.

4:01:45 PM

MR. PAW.OWSKI nmade a final observation that the state gives a
greater incentive to a conpany spending noney at high prices
than at |lower prices for the sanme expenditure - the opposite of
what is needed to nmke projects economic - if you are purely
|l ooking at it from the progressivity perspective in terns of
what the state is giving as a benefit.

He turned to another exanple of what happens in the
progressivity equation when a conpany cuts its costs. In this
exanpl e he went back to the $109.61/barrel (W) and instead of
i ncreasing spending he cut spending by $5/barrel. So, $109.61
m nus the same transportation costs for a gross value at the
point of production (GVPP) of $100.80. The sane Opex of
$16. 32/ barrel but this tinme a Capex of $14.61 gives a higher
production tax value of $69.87 than the initial exanple
($64.87), but all that has changed is the $5 less in capital
spendi ng. The base tax goes up to $17.47 (25 percent against
$69.87 is nore than 25 percent against $60.47).

4:03:41 PM

In calculating the progressivity, he said one starts with the
production tax value (PTV) of $69.87 mnus $30 tines .4 percent
resulting in a progressive tax rate of 15.95 percent. Miltiplied
against the $69.87 results in $11.14/barrel and adding that to
the base tax results in $28.61/barrel production tax (before
credits).

Going back to the first exanple before the $5 less in capital
was spent; taxes were $25.27/barrel; now they are $28.61/ barrel.
Therefore, a reduction in capital cost per barrel of $5 actually
leads to a tax increase of $3.34/barrel. Wth progressivity the
producer keeps $1.66 of the $5 in cost savings; wthout
progressivity the producer would keep $3.75 of the $5 in cost
savings. The purpose of this illustration was to show that
cutting costs and increasing taxes can lead to distortions in
deci si on- maki ng and behavi or.
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MR. PAW.OWSKI said technology allows one to do the same thing
cheaper, but with progressivity that could actually lead to tax
increases; it's just the nature of the mathematics of the
progressivity itself. It creates the sane effect as cutting
costs because it increases the production tax value and
therefore, the progressive tax rate.

He said according to the admnistration's consultant, simlar
things that reduce the production tax value reduce the tax rate
and there is a nuch stronger incentive to keep costs under
control w thout progressivity.

Next he said M. Stickel would wal k through what happens when
there is a major gas sale, which has been tal ked about over the
years as "de-coupling."

4:05:51 PM

MR. STICKEL said he picked a nice round nunber for this exanple
of 1 bcf/gas/day at a price of $8 and a transportation cost of
$4.50/ mbtu. On a barrel of oil equivalent basis he used the
ratio of 6:1 oil to gas and this would just illustrate one
potential set of nunbers for a gas sale to show what the inpact
of the gas sale is.

He expl ained that the average price per barrel of oil equivalent
actually drops by including the gas. A $48/barrel of oi
equivalent is the gas destination value, and on a barrel of oil
equi valent basis, the transportation costs increase and the
total gross value at point of production per barrel of oi
equi val ent becones $79.79. Wth the sane per barrel of oi
equi val ent | ease expenditures, one's production tax value per
barrel of oil equivalent under ACES drops to $43.86 from $64. 87
from before the gas sale; the base tax (25 percent) wll
increase a little to $10.97.

4:08:10 PM

MR. PAW.OAMSKI explained that the de-coupling dilemma was a
probl em that was thoroughly discussed in the 26th Legislature

it is exacerbated by the aggressive net-based progressive
function, and it's when a high value product (light oil) is
bl ended with a |ow value product (gas), because you are noving
is the blended price of the two commodities together, which
wal ks through the equation in the relationship to progressivity
in the sane way as a reduction in price would naturally.

Adding the 1 bcf/gas/day (lower value product) to the higher
value light oil leads to a lower oil value per barrel of oi
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equi valent and functionally reduces the state revenues before
credits from $4, 302, 000,000 to $3,096,000,000. So, bringing the
| ow value gas on |ine when you have a net based progressivity
reduces revenue to the state. The values are drug down because
they are |inked together.

4:09:42 PM
SENATOR M CCI CHE referred to slide 17 with $109 ANS pri ce.

MR STICKEL said they assunmed the $109 for the oil being sold
and averaging in the $8 per 1/btu gas; and on a barrel of oil
equi val ent basis the weighted average price is $93.39. The way
the ACES tax works, if you have a nmmjor gas sale, that gas is
converted to barrel of oil equivalent on the ratio of 6
mbt u/ gas equal to 1 barrel of oil

MR. PAW.OASKI said what they see happening is 170,262,000

barrels produced at $109. 61/ barrel; then they're seeing
60, 833, 333 barrels of oil equivalent produced at $48/barrel. So,
that |ower value gas blended wth the higher value oil is all

rolled together into the net calculation which leads to a |ower
overall price for the total product stream

4:11: 24 PM
SENATOR M CCI CHE asked why transportation costs go up if they
are averaged together; it's a pretty substantial junp.

MR. PAW.OABKI replied because the cost of noving the gas is in
relationship to the value of the gas nuch higher than it is for

nmoving a barrel of oil. The tariffs on any gas pipeline would
generally be nmuch higher as a portion of the value of the
product than it is for noving the liquid oil. In this exanple,

they see transportation costs of $4.50 on an $8/gas price versus
transportation costs of $8.81 for oil on $109 price. It's just a
function of it being nmuch nore expensive to nove a much | ower
val ue product. And when all of that rolls in together, one sees
a substantial reduction in state revenue when the gas is
produced alongside the oil. That's because the overall value of
al | of it has Dbeen Dbrought down and that .4 percent
progressivity noves the total value down. So rather than a
progressive tax of 13.95 percent, you nove to a regressive tax
of 5.55 percent. And the tax rate drops dramatically as opposed
to just producing the oil.

4:12: 39 PM
Hi s general summary was that progressivity is fundanmentally not
sinmple, and that is because:
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-1t reduces the cash margin per barrel in ways that |eaves
Al aska unconpetitive. That is where the administration started
to ook at the inpacts of progressivity. Once you are in the | ow
spendi ng, cash generation phase of these long life tine
projects, progressivity goes up.

-1t is highly sensitive to price, making it difficult to predict
for the state of Alaska and taxpayers. So if a taxpayer is
| ooking forward to a long term investnent, any benefit from
progressivity is basically dependent on what the price of oil
happens to be when that investnment is made. It my work for
short term decisions, but not well for |ong ones.

SENATOR BI SHOP commented that it seenms that it could take a
comobn sense approach out of when a producer would actually
woul d want to do their front end work to get nore oil out of the
field, because at high prices the math doesn't work as well as
at lower prices, making it |ess advantageous to develop a field
fromthe investor's perspective.

MR. PAW.OASKI agreed and added that the higher prices nmake it
worse than the |lower prices fromthe investor's perspective. It
creates msalignnent potentially in that it incentivizes
spendi ng, because that short term decision is easy to make under
the progressive system The tax rate is changing nonthly not
annually and if an investor is looking at a long term- 3-5 year
-Bi g spending investnment, |ooking through the lens of a tax rate
that is changing nonthly over that entire time period based on
oil prices which no one has any control over is not easy.

-1t creates msalignnents between working interest owners based
on individual spending prograns.

-1t incentivizes spending but not necessarily investnents that
| ead to production

-It nutes the incentive to save costs or utilize technol ogy.

-1t creates and exacerbates the de-coupling dil ema.

4:16: 29 PM
SENATOR M CCICHE said progressivity exacerbates it, but it

doesn't elimnate the high cost of transportation off the North
Sl ope.

MR. PAW.OASBKI said that was correct.

SENATOR G ESSEL thanked M. Pawl owski, M. Stickel and M.
Bal ash.

4:17:06 PM
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CHAIR G ESSEL announced the comittee would next hear from
consultant Janak Mayer wth PFC Energy. He would discuss
conpetitiveness and answer questions that were submtted through
the letter of intent that was witten by the TAPS Throughput
Commttee. She also nentioned a quote from Jean Colbert an
econom st and mnister of finance under King Louis XIV of France
in 1619, that anused her: "The art of taxation consists in so
pl ucking the goose as to get the nost feathers with the | east
hi ssi ng."

4:18: 00 PM

JANAK MAYER, Upstream WManager, PFC Energy, consultant to the
Legislature on oil and gas taxation and fiscal reform for the
State of Alaska, said that PFC Energy consults specifically in
the field of oil and gas. They | ook at questions of above-ground
risk in oil and gas operations that covers a wde range of
things from geopolitics to understanding the dynamcs of oil and
gas narkets, supply and denmand in different countri es,
commercial strategies of mgjor national and internationa
conpanies, and questions of project economcs and fisca
structures.

4:19: 50 PM

Putting things in context, M. Myer said he would look at a
couple of very sinple sensitivities of future cash flows from
petroleum to the State of Alaska that are outside of governnent
take under the fiscal system The biggest one is the price of
oil. For exanple in a hypothetical world of a steady $140 price
and looking at the current declining forecast, revenue to the
state fromoil and gas taxation could be as high as $12 billion
a year or as low as $2 billion. But a $60 price could create "a
massi ve variation that dwarfs everything else that we mght talk
about in terns of either new production or fiscal systens change
or any of the rest."

SENATOR FRENCH asked if his state take of at $140/barrel in 2022
figures were strictly ACES or royalty and everything el se.

MR. MAYER answered they were the entire state take.

SENATOR FRENCH asked him to explain his conment that "the
potential variation 1is even greater since production also
responds to price."

MR. MAYER explained that this analysis holds production steady,

but in reality, production is deeply respondent to price. In a
| ow price environment very few new projects are economc, don't
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get sanctioned and don't go ahead. Lots of things that are
included in the current DOR forecast wouldn't go ahead in a
$60/ barrel sustained world: wells becone non-econonmic earlier,
production gets shut in earlier than it would otherw se. The
inverse is true in a very high price environment: wells keep
producing longer, it's worth investing in new liquids handling
capacity and other things that currently constrain production in
a way that is not at the nonent. So, this already enornous range
of future revenues is nmuch greater if one considers that
production al so responds to price.

4:24:31 PM

He said the other nmjor determnant is the level of future
production and in the context of declining North Slope
production, the rate of that decline. For instance, rather than
the 6 percent decline forecast we had only a 3 percent decline
or worse, a 9 percent decline, there is a good $4 billion in
di fference between those two possible 2022 worl ds.

SENATOR FRENCH asked why he started cal culating the production
at 2017, because DOR forecasts a 2.6 percent production decline
bet ween 2013 and 2014, 3.7 percent between 2014 and 2015 and 3.6
percent decline between 2015 and 2016, rnuch |ower nunbers than
he used. Aren't the near nunbers usually nore accurate than the
out nunbers for production forecasts?

MR. MAYER answered that was a reasonable statenent but the
furthest out nunbers don't include results of exploration or
other things, which in the right price and fiscal environnment
m ght cone on line. The reason he started at 2017 onward is by
thinking of this in the purely hypothetical context if through a
fiscal change it were possible to stinulate new production and
what would be a reasonable timefrane for that to happen. It
won't happen tonorrow, but it m ght happen by 2017.

4:27: 06 PM

SENATOR FRENCH comented that as we get out that far he just
wanted to nmake sure we keep our feathers in our down conforter
and not in theirs.

MR. MAYER said he was thinking about what sort of new production
woul d need to conme on line as a result of a change to nmake back
| ost revenue in the future.

4:28:48 PM
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SENATOR FRENCH said he would be asking for these nunbers
constantly, because he was very concerned about net loss to the
state in reducing oil taxes and he didn't know that it could be
made up given the time value of nobney. You can reduce taxes to
zero and North Slope investnment can go crazy at the same - and
the State of Al aska starves.

MR. MAYER said it's the npbst the inportant question to be
asking, but unsatisfactorily there is an enornmous limt to the
science, but one can take the science further than it has been
taken so far.

SENATOR M CCICHE said fiscal ternms can artificially create a
high or low cost environnment and asked if he considered fisca
ternms in creating his anal ysis.

MR. MAYER responded that fiscal terns either inprove or detract
from project economics and that is why they were having this
di scussion; and this is a hypothetical about if the proposed
change was sufficient enough in terns of inproving project
econonmics to create substantial future production and what that
mght look like in ternms current revenues.

4:31: 24 PM

| nherent to this discussion is oil price. It's not only the key
determ nant of Alaska's future revenues, it was in many ways the
substance of the last presentation about progressivity, because
Al aska currently has a highly progressive system that responds

very dramatically to changes in oil price. It seened worth
presenting a few slides about the question of the global oil
price environment in the future and if it will be $200 or $60.
There is no such thing as an accurate oil price forecast,

because ultimately no one knows, but they can talk about trends
and the major structural factors shifting things in one way or
another that mght lead to an over or under-supplied gl obal
trade market.

It's also of relevance, M. Mayer said, because it ties into
sonething else that is a key factor in talking about fiscal
systens, which is the biggest shock of the last five or ten
years: the dramatic change in production in North America. It's
rel evant both because the fixed royalty is relatively |ow
particularly at high price jurisdictions in the Lower 48 that
are key conpetitors at the nonent for investnent dollars, and
the production comng from that has the potential to have
significant inpact on prices in the future. In 2003 through 2005
dollars harvested in North America were reinvested el sewhere in
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the world (mmjor international conpanies in Sub-Sahara Africa)
and payi ng back sharehol ders.

In the last recent couple decades, suddenly, North America is an
overall investnent destination anong international oil and gas
conpani es, because of t he extraordi nary revol ution in
unconventional production like the shale play and oil sands in
Canada, but not in Al aska.

4:35:51 PM

MR. MAYER explained in the context of the overall profile of US
oi |l production US over the last nore than half century (referred
to by PFC as the Geat Anerican Energy Reset) was in steady
decline since the late 1960s. The extraordinary reverse in that
trend cane from the technol ogical revolution in shale production
conbined with high oil prices. The sorts of growth com ng out of
the Lower 48 conbined with what PFC sees conming on |ine between
now and 2020 is really conparable and greater than the growth in
production that occurred in the post war years.

4:37: 07 PM
SENATOR M CClI CHE asked if he knew the decline rate generally in
US energy from 1984 until 2007/8.

MR. MAYER answered that he didn't have that information. In the
context of what this means for future oil prices in the world
mar ket for crude, demand cones from final products, whether that
is in the form of transportation fuels or from being in al nost
every economc good that anyone uses, and from the refineries
ultimately. How that demand is nmet could be described as two
buckets of supply: all of the supply that cones from non- OPEC
countries without a say in the price versus the |arge producing
countries that coordinate output through the auspices of OPEC,
but as a result have sone degree of say in setting what the
future price of oil wll be.

4:39:21 PM

In looking at the structural factors in the world oil nmarket,
M. Myer explained that first one looks at what is comng on
line in non-OPEC sources over the foreseeable future and what
that nmeans for the OPEC crude and the sorts of decisions that
OPEC is going to be making, and one sees quite extraordinary
growt h based on projects that have been sanctioned and comi ng on
line over the next decade and nore. That conmes from a range of
sources: a substantial wedge is in oil shale, a lot of which is
in North America, and sonme oil sands in Canada along with |ess
obvi ous sources of growmh in natural gas |iquids and condensates
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that actually cone from OPEC producing countries but aren't part
of OPEC (places like the enornous fields that wll soon be
comng on line in the deep water Pre-salt off of Brazil) and a
range of sources of new production comng on |ine between now
and 2020 and 2025, that wll create substantial challenges for
OPEC as they | ook to coordinate and bal ance supply and demand.

SENATOR FRENCH asked himto explain the subheading on slide that
says, "In the past production not affected by price swngs," and
why that isn't a contradiction wth slide 2 saying how
production al so responds "deeply" to price.

4:40: 58 PM

MR. MAYER answered that that particular subheading was put
together by an oil markets coll eague and he would like to defer
that answer to him But in part it's the balancing function in
world oil market that the past has not been a factor of non- OPEC
supply; it's been nuch nore a question of delivery policy by
OPEC- produci ng countries. Those delivery decisions are not nade
on project economcs; they're made on the interests of OPEC
produci ng countries and are not a function of whether they can
economi cally produce but rather what |evel of revenue they need
to bal ance their budget's external deficit.

SENATOR DYSON asked what nmkes the nakers of the chart so
optim stic about biofuel grow h.

MR. MAYER answered the substantial growh one sees so far and

the fact t hat bi of uel s is reaching a turning poi nt
technol ogically speaking, and noving from corn and soy based
products that have relatively limted net energy value after

accounting for the fossil fuels that went into creating themto
crops that don't conpete with food crops fromgrass to al gae.

4:44:. 27 PM

He said that shale was a relatively small wedge of the total in
rising non-OPEC supply, but to view it in the context of the
traditional role of Saudi Arabia in balancing the world by
ei ther increasing or decreasing production to nmeet certain price
| evel goals, shale oil is now forecast to reach 4 mllion
barrels by the end of the decade, which is alnost double the
| ast Saudi supply swing. It's interesting to think about in the
context of shale as a form of production that is particularly

respondent to oil price, because it consists of drilling so many
relatively small |ow producing wells that have high initial
production and decline very dramatically - so that the way one
mai ntains shale production is by drilling and drilling. That
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nmeans that shale nore than any other resource is respondent in a
very short tinmeframe to oil pricing - because you either dril

or you don't depending on whether it's economc to do so or not.
In that sense, shale oil production joins the ranks of potential

short term gl obal oi | suppl y/ demand bal ances that were
traditionally either made up of Saudi Arabia producing or not
producing or things like the International LNG Association or

the US Strategic Petrol eum Reserves stocks. PFC thinks that OPEC
has yet to grasp the scale of its inpact on its role, as it is
only now beginning to address the consequences of rising
production in Irag.

4:46: 25 PM

MR. MAYER said that Iran has recently decreased its production
as a result of sanctions. If that is held flat for the next
several years and |ooking at what will conme on line out of Iraq

over that period and the com ng shock of all the new non-OPEC
supply coming onto the narket between now and 2020, neans if
Saudi Arabia were to take its traditional approach and be the
country (because it has the |owest cost of production) to be
able to swing with demand and absorb it all they would have to
go from producing 9 mllion barrels/day to producing 5 mllion
barrel s/day, which is hard to see how they wll be able to
economcally do so. And if they aren't, that has substanti al
inplications for the direction of crude prices between now and
2025.

4:47:52 PM

He related that as US production has nore inpacts on oil price,
particularly shale, that also in many ways increases the
volatility of where things could head - both about the inmmediate
responsi veness of shale production to changes in the price
signal but also because of how easy it is to be disrupted in
sone ways, because the very steep decline from an individual
shale well can be 50-60 percent in the first year. This neans
one has to keep drilling and as you keep drilling the overall
decline in terns of annual production gets steadily steeper and
conpounds. He showed a slide of the Bakken Shale by vintage of
wells drilled that illustrated how nore wells have to be drilled
every year in order to keep the production growing along wth
changes in things like the price that can lead very dramatically
to an imediate change in production in a way that hasn't
necessarily been the case in the past.

Someone asked what a breakeven price for shale production in

Lower 48 is and the short answer is there is on one breakeven
price for shale production in the Lower 48, and M. Myer said
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there is an extraordinary variation. The reason for that is that

while it generally costs about $8 nmillion to drill a shale well
what you get for that varies "nmassively" depending on where in
the play you are drilling it and the initial productivity of the

wel | that you get as a result.

MR. MAYER said if one separates wells drilled - for instance, in

the Bakken - into quintiles of the nost productive down to the
| east productive, the nost productive well it makes sense to
drill even at $41 or $44 in the Bakken if you include the cost
of the acreage that goes with the well. It doesn't nmake sense

for the | east productive until prices are north of $126. That is
sinply a function of the -enornpbus variation and initia
productivity that comes with these wells.

SENATOR FRENCH said they were given several presentations on
Capex and Qpex costs in the Bakken and asked how this jibes with
the Opex and Capex cost estimates of $21/barrel all in in North
Dakot a and t he Bakken.

MR. MAYER replied that these are phrased in different and nore
granular ternms, the nore granular terns being used to create his
estimate of $8 mllion - nore or less - to drill a well at
certain fixed and variable costs to operate it. He also noted
that this nore granular analysis considered that both acreage
and royalty rates vary dramatically across the plane of well
productivity and a highly productive, highly economc well can
support a royalty rate of up to 18 percent in the Bakken and up
to 25 percent in the Eagleford and prem um costs for acreage.

A lower productivity well can support acreage costs and royalty
rates that are much |ower than that, because no one would be
willing to pay them That is also the case at Eagleford in the
context of fiscal systens benchnmarking, because a |ot of people
| ook at reports of 25 percent or higher royalty in sonme of the
shale plays and think that 1is actually quite a serious
government take. The conparison is only partly fair because only
a very limted nunber of |eases get signed with royalty rates,
because only a very limted nunber of |eases have the sorts of
econoni cs that can support them

SENATOR FRENCH said he wasn't sure he understood that answer and
it sounds like this is an overly sinplistic view - to give him
one fixed Capex and Opex when he sees a nuch broader range given
the productivity of the wells.
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MR. MAYER responded that there is alnbst no range on the cost
front. It's going to cost on the order $7.5 mllion to drill a
well in the Eagleford whether or not it's productive and
operating costs will be simlar. But Senator French was right on
a per barrel basis, those costs being greater for a |ow
productivity well than for a high productivity well, because the
barrels over which those costs are anortized are substantially
different. H's analysis took a particular average, probably a

second quintile well, and generalized it.

4:54: 37 PM

A third exanple for a nore nargi nal play where you need to have
a first quintile well at current prices to be worth drilling is

the Granite Wash in the Panhandl e of Texas. Wat this neans for
future crude prices, M. Myer said they could think about this
in ternms of sources of potential upside and sources of potenti al
downside. On the upside, strong globally economc growh wll
obviously lead to strong demand and a tightening supply/demand
bal ance and upward pressure on prices; simlarly whether the
various geopolitical events could renove substantial barrels
from the market (another Libya-type event or a confrontation);
lots of things could lead to enornous spikes in the oil prices
and sustain prices that are higher.

He said there are also an enornous nunber of downside risks to
the oil price outlook. The "Anmerican energy reset" was an
enormous boom in US production that is now supporting production
from nost of the world's incredible demand growh and | eaving
relatively little room for additional growh from other
countries. And there is probably greater Ilikelihood at this
poi nt of econom c slowdown whether because of ongoing weakness
in the Eurozone, here in the US and China than there is of
enornmously robust global growh (the challenges he laid out in
terms of the difficulties ahead for OPEC s traditional role and
what they do in the wake of all the new non- OPEC supply).

Wth specific relevance to Alaska, M. Myer said, there is the
guestion of if it wll continue to receive the premum of WI,
for instance, that it has received for the |ast couple of years
as WIl has traded at a discount to Brent or could various things
conbine to nean that actually that US Wl discount extends nore
broadly across the country. There are a nunber of things, at
least in a world and in the US where production growh was
robust enough that it could increasingly neet its own demand
t hat can cause that to be the case.
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SENATOR BI SHOP asked what inflation in Europe does to oi
producti on.

MR. MAYER replied that ultimtely economcs of oil production
are economcs in real terns rather than nomnal terns. Inflation
may inpact the price in which barrels are equated, although US
inflation has a much bigger inpact on that than anything, but it
doesn't change the fundanental econom cs of whether production
is economc or not. Demand affects price, but that is severa

steps renoved from inflation wunless one gets into "very
difficult territory."

4:58: 24 PM

Finally, in response to a particular question he was asked in
the other chamber, but is relevant in thinking about this, was:
VWat is the potential floor for ANS Wst Coast crude? In the
short term you could see prices in the $30/barrel range. It's
not absurd to think about where prices have been between My
2008 and now. A chart of prices ordered highest to | owest showed
the relative lengths of tinme in no particular chronol ogical
order that have been spent at different price |levels. Cbviously,
on the furthest right, dips occurred around |ate 2008/ 09 where
price levels got down to the $40s. Prices that |ow would require
substantial gl obal oversupply like a conbination of OPEC getting
things conpletely wong in terns of managing supply and denmand
and boom ng US production. And the oil price wouldn't stay there
for long, because to begin with, as seen from the breakeven
prices on shale, there is no shale production that is going to
be econom c at those prices and production would rapidly fall in
a short period of tine.

In the nedium to long term assuming the US remains an
integrated part of a global crude oil market, it's hard to see
crude oil prices go nuch lower than $70/barrel as the | ower
possible imt to where crude oil prices could go.

5:01: 33 PM

He said there five key problens with ACES:

- One is that overall high levels of governnent take reduces
conpetitiveness for capital especially at high prices.

- The high marginal tax rates reduces incentives for spending
control

- The conplexity of the system makes neaningful econonic
anal ysis and conparison relatively difficult.

- There is significant state exposure in |low price environnments
at hi gh-cost devel opnents.
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- The inmpact of large-scale gas sales have a substantial
potential inpact on tax rates in a way that seens |ike sonething
t hat one woul d design out of intention.

5:03:21 PM

Benchmar ks:

At $80/bbl, ACES is at the highest end of government take
conpared to other jurisdictions in the CECD or anywhere else in
the US in terns of conventional production, although it's
quite possible unconventionals mght see high governnent take
sol ely because of the relatively higher cost structure conpared
to conventional production - conbined with a fixed royalty
(which, because it's a regressive regine, neans that at |ow
prices and high costs you can get high governnent take).

At $80/bbl for a new devel opment on a standal one basis (not part
of the overall cash flow of an existing producing conpany) ACES
is already the second highest |evel of governnent in the OECD
and above the average for production sharing contracts around
the world. Testinony on the question of progressivity from the
departnment prior to this presentation indicated that governnent
take is substantially lower for an existing producer. This has
been nodeled with two reasons for that in mnd: the biggest is
the question of the inpact of being able to claim capital
expenditures (in this case just capital expenditures from base
production not from new devel opnment because that is not being
i ncl uded) but against your tax liability. Another source of the
difference is that consistent wth the approach that Econ One
takes, which is sensible, they have included for new devel opnent
a 16.67 percent royalty rather than the 12.5 percent, which is
nore common on the base, and which accurately reflects what one
sees in the actual data under ACES.

SENATOR FRENCH asked if any of his nodels take into account the
effects of royalty nodifications that are available iif a
devel opment is shown to be stressed financially.

MR. MAYER replied no; and at $80/bbl npst devel opments woul d not
have royalty relief.

SENATOR FRENCH said the reason they don't see nuch royalty
relief is because they couldn't denonstrate any economc
difficulty to the DNR - basically.

MR. MAYER replied that mght be the case. This is only one

metric anong many that are inportant as a way of conparing
regimes for conpetitiveness where Al aska stands.
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SENATOR FRENCH sai d he woul d probably ask himto run sonme graphs
with royalty relief, because it mght be instructive for folks
to be able to see how nmuch you can nove down in take if royalty
relief is granted.

CHAIR G ESSEL said Alaska doesn't offer nuch royalty relief in
reality.

MR. MAYER replied to the extent that Al aska does offer royalty
relief, it's not unique anong any jurisdictions in doing so, but
it's not sonething that would be very easy to nodel since it's
nore about specific circunmstances than sonething one can easily
run through a nodel

5:08: 22 PM

MR. MAYER said ACES at $100/bbl for a new devel opnent and 16. 67
percent royalty is substantially above Norway and is the highest
in the OECD and getting into the conmpany of countries |Iike
Angol a, Turkneni stan, and Azerbaijan. ACES for the existing
producers noves up to the second highest in the CECD after
Norway, and is approaching the average for production sharing
contracts reginmes around the world. ACES for a new devel opnent
is now close to Norway, but only because Norway has noved up not
the other way around; for an existing producer second in the
CECD behind Norway and above the overall average at that price
| evel

5:09: 03 PM

At $120/bbl, ACES for a new developnent is close to Norway,
again, but only because Norway has noved up and not the other
way around, and for an existing producer - again second in the
CECD behind Norway and above the overall overage at that price
| evel for production sharing contract regines.

5:09:40 PM

MR. MAYER noved to Senator French's question about net incone
per barrel for ConocoPhillips because they are the only conpany
that splits out Alaska as a separate reporting region and said
that these are not all of ConocoPhillips reported categories (he
selected the major ones and particular ones for which there is
nore tinme series for a backward |ook). The biggest conparison is
how nuch higher the net inconme per barrel in Alaska is than it

is in the Lower 48 and why ConocoPhillips is investing there and
not here. In answer to that he said the net income per barrel in
Alaska is conmparable to what net incone per barrel for
ConocoPhillips is in many other parts of the world. But the
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first thing to notice is that the stacked bars add up to tota
revenue supporting the categories of inconme, production taxes,
operating cost s, depl eti on, depreci ati on, anortization,
exploration expenses and finally - once all those things are
taken out - what's left is incone per barrel for the producer.

So, the first thing you notice is that the biggest reason for a
difference in net inconme per barrel of oil equivalent (BOE)
bet ween Al aska and the Lower 48 for ConocoPhillips is that they
get half of the revenue froma BCE in the Lower 48 that they do

in Alaska and the reason is that ConocoPhillips/Lower 48
production is overwhelnmngly gas as opposed to alnobst entirely
oil in Alaska. That in turn is a function of various decisions
including the particularly ill-fated one to have acquired

Burlington Resources in the mddle of the |ast decade and having
paid a premum price at the top of the gas price in the US -
seei ng an ongoi ng heavy denmand for gas and not seeing what was
about to come. As a result they have a very heavy gas-based
portfolio that doesn't produce a |lot of revenue for each barre
of oil equivalent.

5:12: 25 PM

This conparison tells you Ilittle to nothing about new
investnent. If the question is, given how nuch greater net
incone per barrel is in A aska than in the Lower 48 and why
ConocoPhillips isn't therefore doing nore of that, the question

is doing nmore of what. To begin wth ConocoPhillips isn't
invested in the Lower 48 because the senior nanagenent 1is
deranged and wants to destroy its value; it's because they see
enornmous opportunities in liquid rich plays that have econom cs
that are very different than the base portfolio of gas
producti on.

Simlarly, if one looks at their relatively high net inconme per
BCE in Alaska and asks why they wouldn't want nobre nature
| argely depreciated assets that were all paid for 20 years ago
and are now harvesting a nice cash flow, there isn't any nore of
that. And by definition, nmature regions produce incone because
the costs were paid 30 years ago and nost of the depreciation is
gone and you get relatively a lot of income fromthem But that
is not indicative of what the opportunities are for new
investnment in new projects. Yes, ConocoPhillips net incone per
BCE is relatively high in Al aska versus the Lower 48, not
particularly remarkable conpared to other regions, and not at
all indicative of the question of economcs in new investnent,
which is why they are currently investing enornous anmounts in
liquids or shale plays in the Lower 48 and | ess so here.
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5:14: 31 PM

SENATOR M CCI CHE asked if he hadn't been able to determ ne a way
to give them a conparison based on barrel of oil (BO as opposed
to BCE.

MR. MAYER responded if one is to |imt one's analysis to
publically available data, the way conpanies report is by
revenue overall; however, they report production by oil versus

gas. So, there isn't a good way for publically reported data to
split where the revenue conmes from

SENATOR M CCICHE said the legislature uses these nunbers and
they are displayed on the paper as though they nean sonething
that they should consider, and it would be nice to have apples
to apples for a conparison

MR. MAYER replied that this data cones from a subscription set,
a service that PFC Energy offers, which 1is precisely by
conparing international oil conpanies to each other and it would
be very nice to be able to conpare apples to apples, but
unfortunately the nature of conparing conpanies' publically
reported data is that it's very rarely possible and you have to
make the best of what you can do.

SENATOR DYSON asked when the equipnent in a mature field has
been depreciated if the owner can wite that depreciation off
against their incone taxes along with non-depreciated equi pnent
that got a huge deduction agai nst their business taxes.

5:17: 06 PM

MR. MAYER said that was correct, but on the other hand
depreciation also reduces your taxable incone, which is
ultimately effectively the sane as what is reported here in
terms of net incone per barrel. In that sense, one of the
reasons why the Lower 48 |ooks bad other than the nuch |ower
revenue that is being received is because there is substantially
nor e depreciation.

He noved on to the question of high marginal tax rates and
incentives for spending control. To Jlook sinply at the
production tax conponent of the reginme, ACES has two different
steps of progressivity: the .4 percent rate that extends from
$30/ barrel of production tax value to the shallower rate that
starts at $92.50/barrel of production tax value. Because it's an
unbracketed system every dollar increase in the price increases
the rate that is applied to all of the previous dollars of
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production and you get an slightly counterintuitive spike in a
very high marginal rate of tax so that every dollar of oil price
increase very dramatically increases your tax rate to the point
that the marginal dollar between $91/barrel of production tax
value and $92/barrel of production tax value essentially is
taxed at a marginal rate that is close to 90 percent. So,
novenents along the price curve in either direction from there
have a dramatic inpact on the level of tax that is paid. That
means because production tax value is not on the oil price, that
there are various ways of noving along that curve. One is a
change in the oil price; another is a change in costs that can
be deducted to reduce production tax value per barrel, which
lets one shift down that steep curve and into a |ower marginal
and average rate of tax. This point was particularly well nmade
by Econ One in their presentation two days ago on slide 23
nodel i ng additional spending given an initial background |eve
of spending and what that does to a producer's tax liability in
different oil price environments and how enornously different
that inpact is at higher oil price environnents, such that when
you reach $120/barrel that 95 percent, effectively on an after
tax basis, has been essentially recouped as a function of
reduction in tax. So that, in particular for relatively snal
l[imted term spending (that can be financed from the cash flows
of the business unit) it doesn't need to be evaluated in terns
of performance in a wide range of economi c environnents and the
fundanmental economics of a project, it's easy to see why this
can provide a significant incentive for wundertaking projects
that one mght not otherwi se undertake if one had to finance
their cost.

5:20:21 PM

SENATOR FRENCH asked if he was aware of any projects on planet
earth as an exanple of how industry is taking "perverse
i ncentives" and wasting noney on the North Sl ope.

MR. MAYER replied no; it's nmuch easier to look at incentives. In
terms of gold plating, a good exanple of a reginme designed to
encourage gold plating spending was a particular production
sharing contract in India that is a subject of challenges by the

| ndi an government. It gets very difficult even at that |evel
when there is a particular accusation to get down to say this
was accurate spending or not. It's alnbst never possible for

governments to identify what was reasonable spending and what
wasn't, because they don't have the resources or capacity to do
so. \What can be done is try to design a regine that doesn't
incentivize it in the first place.
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5:22:19 PM
SENATOR FRENCH commented that he was afraid that reginme would
| eave hi mw thout many feathers.

MR. MAYER said on the question of conplexity and why the
econom cs of new devel opnents don't that |ook fantastic for an
exi sting producer and as a result why they're not all nadly
investing in every opportunity that they get, one interesting
conparison is |ooking at a new devel opnent on a standal one basis

versus an increnental capacity (50 mllion barrel/day,
$16/ barrel Capex) devel opnent - taking the costs and revenues of
an existing base producing conpany, layer on the cost of

revenues of the new devel opnent, and run that through the node

and get the cash flow results, then conpare that to the cash
flow results from just base production and subtract the base
production from the conbined and look at the difference. His
charts | ooked very simlar to Econ One charts in terns of what
different netrics look like on an increnmental basis. One sees a
small significant difference in government take, but a nore
substantial difference in present value, but then there is
enornous difference in internal rate of return: the basic reason
being that viewed on the increnental basis when you're | ooking
at the inpact of spending after tax what you're |looking is "buy
down" or the ability of spending to lower the tax rate on the
base production. Because of the cash flows, a lot of the
spending is being returned in the formof |ower tax, despite the
fact that there may be high governnment take and therefore,
relatively little cash flows from the investnent. Overall you
can get a high internal rate of return, because actually
engineering one isn't very difficult. You just need to reduce
the initial capital to a point. That doesn't nean you're
creating a project with large anmounts of economic value; it just
nmeans that you're on an after tax basis investing relatively
little enough that the limted cash flows you get provide you
with a high internal rate of return.

5:25:57 PM
SENATOR FRENCH asked if this was the difference between an
i ncunbent producer and a new producer.

MR. MAYER replied yes. The nost inportant thing about this is
that increnental economics are inportant for a range of reasons:
they are inportant to conpanies but they are vital to the state,
because from the state's perspective it really is foregoing
revenue conpared to what it would otherwise get of the high
| evel of governnent take under ACES in return for investnent.
The question is what it gets for that. And the reason he says
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increnental analysis is inportant but not the only thing is
because it's absolutely one thing that conpanies look at in
maki ng i nvest ment deci si ons.

He stressed that oil conpanies look for two things and that
ultimately they are in the business of putting |arge anmounts of
capital to work in order to get large anounts of future cash
flow from those large and efficient investnments. The fact that
one can engineer a situation where they get a great interna
rate of return purely on an architect's basis doesn't by itself
make an investnment conpelling - in particular when it nust
conpete with a whole range of other projects internationally in
a portfolio. Sinply on a standalone basis, a project needs to
make sense economcally and if it passes that threshold and has
the benefit of buying down your tax rate, that is great and
probably pushes it forward in the queue, but the fundanental
purpose of investing in a major oil and gas project, of spending

nore than $1 billion, is not to purchase tax equity; it's to get
substantial rewards in return. It's also an investnent that
needs to work over decades and over a broad range of price
environnments. Whereas a system like ACES will get one absurd
rates of return (90 percent) on an increnental basis, but it
will do that as long as the oil price is exactly $120 for the

rest of the project life. But that isn't the real world and not,
therefore, the way projects are eval uated.

On the one hand ACES is a system that on an architect's basis
gives back a lot of cash conpared to the high Ievel of take the
system is designed for in return for spending, but it's not
clear that in doing so it substantially incentivizes new
production investnent. It's much easier to see how in any given
year one could spend on a particular bit of maintenance; one
isn'"t looking at the 30 year economics. It's nuch easier to see
how the effective rate is an incentive for spending, and by and
| arge what they have seen over the |ast several years has been a
gromh in spending but not a growth in spending about new
devel opnent. And he thought the question of the difference
bet ween standal one versus increnental analysis goes a |ong way
to understanding that.

5:30: 51 PM

Another netric one can consider, a really inportant one, is
return on capital enployed. There is alnbst no nore inportant
way at the highest possible level in terns of how Ilarge
international oil conpanies are viewed by the market in terns of
their capability than return on capital enployed as an overall
measurenent of efficiency of how well managenent is used. It is
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a netric that is conpletely unaffected by any of the architect's
benefits that come from buy down. A $50-plus billion |large scale
investnment in a North Slope gas devel opnent is a good exanpl e.

5:33:25 PM
SENATOR M CCI CHE asked if he was saying there is very little
value given to credits in overall evaluation of projects in the
board room

VR. MAYER answered that much  nore inpact comes from
progressivity and buy down, but they are only one part of the
picture. |If the fundanmental standal one econonics of the project
don't meke sense, having the state provide credits to nmake it
economic won't meke any difference. The nobst pessimstic
interpretation one could put on that is the idea of Al aska
returning a lot of noney that would otherwi se be taken in in the
form of revenue under the system in the hope of inproving
econoni cs of nmaking investnment in new production nore viable and
actually getting very little for doing so.

5:35: 56 PM

So, drawing from the sane key things that have driven the
previous two issues: high marginal rates that reduce incentives
for spending control and potentially can mean talking cross
purposes in what is incentivizing production also «create
signi ficant exposure for the state both in low price
environnments and for high cost devel opnents. There is no better
way of explaining this than the Econ One slide he had already
presented: the basic point being that particularly with the
hi ghest cost possi bl e devel opnents, on an increnental basis they
actually reduce the tax burden for the conpany undertaking it by
nore than the value that they create for the state and in that
sense the state is inproving that value, at l|east on an
incremental basis, to its own detrinent.

SENATOR DYSON asked where it says dollars per BOE what the
dol | ars were.

MR. MAYER answered the four charts are all neasuring returns
but to the producer and the state in ternms of net present val ue
at a 12 percent discount rate per barrel of oil equival ent.

5:38:02 PM

SENATOR DYSON asked if the dollars running up the vertical axis
was noney in the conpanies' pocket or the states'.
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MR. MAYER said the top two were from the perspective of the
conpany (left is an incunbent and on the right a new producer).
The bottom axis is the crude price and lateral axis is a
guestion of val ue.

SENATOR FRENCH nentioned that in the upper left corner ACES
significantly inproves the MPV to an incunbent producer versus
no production tax.

MR. MAYER said that was correct, but it does so on an
increnental basis and it doesn’t change the underlying econom cs
of the project, and it does so at enornpbus cost to the state.

SENATOR FRENCH asked if ExxonMobil, ConocoPhillips, BP would be
subj ect to increnental econom cs.

MR. MAYER replied that was only one way of viewing the problem
and only one lens through which to screen econom c opportunity.

SENATOR FRENCH said that i nvest nment in Alaska is up
substantially in the last few years and it's expected to go up
again next year according to the DOR s Revenue Sources Book by
about $500 million. That's a 37 percent increase!

MR. MAYER referred him back to his coments about the type of
spending that is occurring that is going to naintaining existing
facilities. That kind of spending can be financed out of the
cash flows of existing operations versus spending that has to
conpete with an international portfolio for capital and face the
nunmer ous screens and hurdl es one has to in order to do that.

SENATOR FRENCH sai d next year capital spending would increase in
Al aska by 37 percent and asked if that was good.

MR. MAYER answered unless it's spending to create new production
that is not necessarily the case.

CHAIR G ESSEL remarked that M. Myer had nmade that point
several tines.

SENATOR FRENCH said he wasn’'t quite sure, because he already
said he is unaware of spending on the North Slope that is being
m sdirected. So, he has to believe that the oil conpany
investors are spending noney on the North Slope towards making
nmore production, but M. Myer seens to be resisting that and he
didn't know on what basis.
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MR. MAYER responded there are a couple of reasons: this is a
mature basin in decline and one where the nmmjor capital
investnments were made to last 20 years and have substantially
outlived that. A lot of spending needs to go on just to maintain
exi sting production, and one would expect at this point in a
basin's life to see rising expenses; spending like in field
drilling prograns and things that don't have challenged
econom cs that are profitable to do and are going on today. The
guestion is if one wants to go beyond that to actually try to
turn around production decline, what economcs of substantial
new investnents that have to conpete in a conpany's portfolio
for capital look like, and the answer to that is they are not
occurring now and when you conpare even increnental econom cs on
many counts except for IRR they are not necessarily conpetitive
with other regines, particularly when you |ook at pure
st andal one econom cs of the projects. In many cases they don't
make a | ot of sense.

SENATOR FRENCH said that was an excellent answer, but he was
still curious about the quality of spending on the North S| ope
and how M. Mayer was able to tell himit's not being spent on
things that will turn around the production decline.

5:44:02 PM

SENATOR M CCICHE said they had asked staff to calculate the
val ue of the production that had been returned to the state for
the checks to new entrants that had returned 5 percent of the
North Slope overall production. The state has expended a
significant amount of effort and hundreds of millions of dollars
in trying to create a secondary producer base that may or nmay
not result in investnment ever that results in additiona
producti on.

He wanted to nmake sure they didn't continue focusing on spending
that is not related to production and seened very unlikely to be
related to significant production in the future. They were
trying to collect sone data on what the state has spent on very
tiny increnents of new production and said, "I think we're
upside down and I don't think it's a good way to do busi ness."

MR. MAYER said finally the whole idea because production tax is
|l evied on a btu equivalent basis (treats oil and gas as the sane
thing based on their heat content) and pulls them together in
terms of a conpany's gross revenue and production value after
al l onances, that on a per barrel basis |arge scale sale of gas
has the ability to substantially reduce production tax value and
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is a feature that would not have cone about through intended
desi gn.

5:45:54 PM

To address these five key problens he listed the available
sol utions.

-Addressing the overall high |evels of governnent take that is
about the base rate can be tackled by reducing, bracketing,
capping or elimnating progressivity.

-In ternms of incentives for spending control under marginal tax
rates, one can reduce, bracket, or elimnate progressivity or
reduce or elimnate credits.

-In ternms of conplexity, other than the question of overal
sinplifying the system design, it seens that what one wants to
do is to get rid of a lot of the interaction of progressivity
with credits to create a system that doesn't hand back a |ot of
cash for things that don't actually fundanentally inprove
proj ect econom cs and when it comes to the question of the very
different economcs for a new developnent, particularly when
there is no possibility of increnental analysis to try to even
out the disparity.

-The question of state exposure in low price environments for
hi gh- cost devel opnents reveals the sane sorts of questions, in
particular the question of reducing, elimnating sonme or all
credits. One can elimnate the ability to claimthe credits from
the state treasury and require them to be taken from future
production, and there are various ways if they are going to be
carried forward to production that one can do that by either
keeping their value constant or trying to maintain their tinme
val ue of noney.

-In ternms of the question of |arge scale gas sales on tax rates,
sonme of the other solutions, such as sinply reducing, bracketing
or capping the rate of progressivity, don't do a lot to change
this feature. The things that would get rid of the de-coupling
probl em are either elimnating progressivity altogether, keeping
it in place but on a gross rather than a net basis, or finding
some other way |like a gross revenue exclusion simlar to one in
SB 21, but a progressive one rather than a flat one.

5:50:41 PM

He said the solution SB 21 chooses is elimnating progressivity,
getting rid of the capital credit and naking the net operating
loss credit one that is carried forward to production in a way
that tries to maintain its value, and inproving econonics for
new devel opnents through the gross revenue excl usion.
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Com ng back to the benchmarking slides, M. Muyer said that at
$80/ barrel (assuming costs in the new developnment for an
exi sting producer that are essentially the cost structure seen
in a mature producing field at Prudhoe Bay), SB 21 is basically
about the sanme at $80/barrel as ACES. It would be slightly worse
a little bit |ower because of the effect of taking the credits
away.

Under SB 21, the new developnent is the |owest because despite
the inpact of taking the credits away it has the gross revenue
exclusion. So for an entirely new devel opnment in an entirely new
producing area even at $80/barrel from a governnent take
perspective it's substantially lower. That disparity only grows
as one noves up through the price deck until at $120/barrel, for
the existing producer and the new devel opment is just over the
63 percent government take mark under SB 21 - a nmuch nore even
range between the two of them

5:51:43 PM

VWhat it doesn't show is that the inpact of taking the credit
away is the point at which SB 21 goes from being a tax increase
to a tax decrease and that it can happen at very different price
| evel s depending on the level of capital spending that is going
on by the conpany involved. So, for base production with only
$10/ barrel in Capex at anything above $75/barrel it's a tax cut;
bel ow $75/barrel it's a tax increase. This ties back to the
guestion of a possible floor price for ANS Wst Coast that he
started wth.

If one is involved in a capital intensive new project - whether
that's at Point Thonmson or taking sanction on a nunber of new
projects - if one is a smaller new producer, still very much in
t he devel opnent phase of an asset - the price at which this is a
tax increase is substantially higher. If he 1is spending
$25/ barr el in Capex, then it's only when prices reach

$110/ barrel that this actually reduces governnent take.

SENATOR FRENCH asked if an established producer at Prudhoe Bay
with all costs anortized is on the red line, is it a tax
increase? But it's a tax decrease at anything above $80/barrel?
If you're trying to produce heavy oil or shale you' re further
out because of higher prices and it doesn't get to be a tax
break until it gets to $110/barrel ?

MR. MAYER said that was correct. |If one has substantia
satellite developnents in Kuparuk that are currently going on,
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those are also things that take one's capital spend above that
to sonewhere in the $15-20 range.

SENATOR FRENCH asked if you are Great Bear looking at this, you
go "oh oh."

MR. MAYER answered yes at current prices and said that concl uded
his presentation.

CHAI R G ESSEL t hanked M. Mayer.
[SB 21 was held in committee.]

5:55: 27 PM

There being no further business to cone before the commttee,
Chair G essel adjourned the Senate Resources Standing Conmittee
meeting at 5:55 p.m
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