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ALASKA STATE LEGISLATURE

Joint Meeting
Senate Resources and

House Oil and Gas
House Finance Room 519

Sunday, October 21,2007
1:00 p m.- 6:00 p.m.

AGENDA

SB 2001/HB 2001 - Oiland Gas Production Tax

Presentation by: Governor's Production Tax Team

Il - ACES Preserves Investment Clim ate
and

Sectional Analysis of SB 2001/HB 2001

Patrick G alvin, Com missioner, Dept, of Revenue

Tony Finizza, Consulting Economist

Cherie Nienhuis, Petroleum Economist, Dept, of Revenue
Kevin Banks, Acting D irector, Division of Oil & G as
Robert M intz, Preston G ates

M arcia Davis, Deputy Com missioner, Dept, of Revenue

(jUlllhunl CJktf 50IL



Sharon Long %U/k ¢ )<U>\ IT) /HIS

From: Konrad Jackson
Sant: Sunday, October 21, 2007 10:42 PM
To: Ken Erickson; Bud Curtis; Brodie Anderson; Cheryl Sutton; Christian Gou-Leonhardt; Crystal

Koeneman; Hannah McCarty; Jane Pierson; Linda Hay; Louie Flora; Mary Jackson; Rep. Beth
Kerttula; Rep. Bobh Buch; Rep. Jay Ramras; Rep. KurtOlson; Rep. Lindsey Holmes; Rep.
Mark Neuman; Rep. Mike Doogan; Rep. Nancy Dahlstrom; Rep. Ralph Samuels; Rep. Scott
Kawasaki; Rex Shattuck; Ryan Jager; Sharon Long; Susan Wallen; Tom Wright; House
Records General email Account; Peg Warren; Suzi Lowell

Subject: FW: 10-21-07 meeting materials

Attachments: 10-21-07 -Banks final Revised2.ppt; 10-21-07 Finizza Final.ppt; 10-21-07 Packet
Information.doc; 10-21-07 Sectional -Mintz.ppt; Agenda.doc; Costs
presentation_cn_20071021L.ppt; Intro and Equal Value for Explorers.ppt;
NS_og_activitymap_apr07_200dpi.pdf; Annual Employment Eamings.pdf; Banks to Stedman

memo -Tax Comparison.pdf

Here is a better description and a complete!*) setofdocuments presented in today’s joint hearing:

In order of attachment:

‘Banks final revised”
Division of 0il & gas testimony given by Kevin Bank, Acting Director; beforejoint meeting of House 0il & Gas and

Senate Resources Committees on October 21, 2007.

“Finizza final..."
‘ACES”"Power Point presentation given by Dr. Tony Finizza, PhD, consulting economist for the Dept, of Revenue

and Patrick Galvin, Commissioner, Dept, of Revenue; before joint meeting of House Oil & Gas and Senate
Resources Committees on October 21,2007.

Ignore /delete the ‘packet information” attachment. No documents were available by publication time

“Sectional -Mintz"
Distributed by Robert Mintz, with K&L Gates, acting as consultant to Dept, of Revenue; No presentation of this

document was given during joint meeting of House Oil & Gas and Senate Resources Committees on October 21,

2007.
(This will be presented by Mr. Mintz at a later date)

“Costs presentation”
Power Point presentation given by Cherie Nienhuis, Petroleum Economist, Dept, of Revenue and Patrick Galvin,
Commissioner Dept, of Revenue; before joint meeting of House Oil & Gas and Senate Resources Committees on

October 21, 2007.

“Intro and equal.."
Administration's planned presentation agenda forjoint meeting of House 0il & Gas and Senate Resources

Committees on October 21, 2007,

“NS_Og,_,"
Alaska North Slope area oil & gas activity map presented by Kevin Banks, Acting Director, Div. Oil & Gas; before
joint meeting of House 0il & Gas and Senate Resources Committees on October 21,2007,

“Annual Employment.."
Annual Employment Earnings Report distributed by Representative Mike Doogan injoint House Oil & Gas and

Senate Resources Committees on October 21, 2007.
Img-X211429-0001 included in this mornings email can be deleted. Itis replaced witha more complete document
now titled ‘Annual Employment Earnings” (formerly known as img-X211434-0001). # X211429 isincluded as the



P*ge 2012

last page in thisdocument

“Banks to Stedman memo*
Distributed by Senator Stedman during joint House Oil & Gas and Senate Resources Committees on October 21

2007.
*An additional document will be forwarded as soon as | receive it. This was a short presentation by Rich
Ruggiero of Gaffney, Cline and Assoc.

Say good night Grade

Konrad Jackson
Staffto Representative KurtOlson
phone - 907-465-2693
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Productiton Tax Revenue

lnvolves Three Unknowns

Production
mPrice

m Costs - Operating

and Capital



006 PPT Co

CostAssumption Sources:
m Historical data from 2002 - 2004

B Published reports from consulting firm s
Consultations w ith industry

R eviewed by Legislature's

C onsultants



PPT Forecast Timelilne

Fall A ug N ov Feb Apr Aprr E stim ate
2005 2006 2006 2007 2007 2007 Nov 1,2007
1 S 1 e |12 £ — r —
PPT cost DOR Fall
True-Up DOR Fall
assum ptions Revenue tf £
returns R evenue
developed Forecast _
received rr- Forecast
and ground - 50C
from oil

truthed
com panies

HB 3001 First PPT
Fiscal N ote M onthly
issued, R eports DOR Spring
i Fall i
using a R eceived Revenue
2 t
005 cos Forecast

estim ates



How our Assumptions

Changed

Costs have been adjusted based on

actual PPT tax return filings

Costs are now expressed in nominal

dollars (have iIinflation component)

Additional data has become available on

w hich to base future costs



Capital Spending as Reported in PPT
Tax Returns, March 2007 and

2007 Forecast

Calendar Capital Spending in Alaska

Year in (millions nominal

2002 $1,296.7

2003 $1,186.8

2004 $1,136.9

2005 $1,268.0

2006 $1,665.3

S 2007 $1,817.0 I

2000
b mo
J 100
S 0000
| 110
1 16100
14100
00
(1)

Calendar Yaar



Cost Forecasts

North Slope Production and Costs FY 2008,

per HB 3001 Fiscal Note and Spring 2007 Forecast
HB 3001 Spring 2007

Fiscal Note Forecast
Production (barrels per day) 802,000 764,000
Operating costs ($millions) $1,076 $2,160
Capital costs ($millions) $1,052 $1,900
Total Costs $2,128 $4,060
Total Costs per Barrel $7.27 $14.56
Operating costs per barrel $3.68 $7.75

Capital costs per barrel $3.59 $6.81



Current Revenue

Estimated Production Tax Payments (in $millions)

¢

July 2007
Aug 2007
Sep 2007

A ctual

Total Payments - Quarter

less estinmrated aadits K&refuts
Total Quarter

1Production

1

July 2007
Aug 2007
Sep 2007
Average

L -
Pries

July 2007
Aug 2007

Average

$184.5
$213.5!
$166.7
$564.7,

C $514.7i)

mmBMs/day

0.724636
0.724564

, 0.658021

0.702407

$69.11
$75.93
$73.83

$72.96
|

‘$/bbl ANS WC

Forecasts

DOR Forecast

Three Month Tax Calculation

Average Price

Less Transport
Wellhead Value

Times production

Times days in Qtr

Total prod value

Less Royalty

Total value at Pt. of Prod.

Capex/bbl

Opex/bbl

Total Capex

Total Opex
Production Tax Value

Tax Rate

‘Tax b/f credits & progressivity
IProgressivity tax rate
Iprogressivity Surcharge

Tax before credits

Capex credits

Total after credits

fPercent Error

$72.96
-$6.44
$66.52
0.702407
92
$4,298.4
-$537.3
$3,761.1

$7.80
$8.35
$513.0
$525.0
$2,723.1)

22.5%1

$612.7)
2.0%

$54.5)
$667.2

($513°
i



Tools for Forecasting
Costs

B *Require costreporting (currentand
forecast)

B *Monitordata submitted to DOR

B *Monitor data submitted to other agencies
(e.g. plans ofdevelopment)

B Monitor publicly available inform ation
(e.g. economic indicators, labor and
m aterial costs)

¢+N e w Enhanced Tool Under ACES



Three Cost Forecasts

m Mid, Low, and High
B AIl Costs in Nom inal D ollars

B Forecasts reflect different
assumptions aboutunplanned
m aintenance costs, spending

behavior; notsimoply a + /- 20%

B Costs and investm ents re flect ol

price changes



Impact of Low, Mid, and Hi1gh

Forecasts on Tax Revenues

Cumulative Forecasted Production Tax Revenues, FY 08 ¢ 10, at $60/barrel ANS
WC, under Three Cost Scenarios

Md
Cost Scenarios



Forecast Adjustmentsu

~orecasting 1sa dynamic

D rocess

D O R adjusts price,

revenue, production

forecasts every 6 months

mCost forecasts to be

reviewed qguarterly and

adjusted as necessary

12



Forecasting Improved

Through ACES

mACES requires more complete
cost reporting, both monthly
and annually

mACES requires forward-
looking cost Information

mACES provides clearer rules
for defining lease

expenditures
mACES improves audit function




Costs Policy Implications

mCosts of production should
not be ignored In tax policy

mUnderstanding Industry costs
benefits the state

mCost sharing through credits
puts state In "'partnership’’
with industry



The Palin-Parnell Administration presents

> EX Alaska’s Clearand Equitable Share

ve«f mx?2ic3nn?9
October 21, 2007

L.i;;/ Updated: 1021-O7



ACES.

Alaska's Clear and Equitable Share

ACES Preserves Investment Clim ate

An Economic Evaluation

Anthony Finizza, Ph. D
October 21,2007



Alaska’s Clear and Equitable Share

Framework and Methodology for Analysis

VBbot 9UIbV ) 9uloV 109091~ t914 - VSH
Financial M etrics g[ol/\ to



nancial Criteria

Alaska's Clear and Equitable Share

Producer Econom ic M etrics

NPV - Net PresentValue (“Value today

of Project Cash Flows”)



Producer Point-of-View

Financial
Evaluation

Alaska Point-of-View

“Fairness”

Legacy Fields

“Reinvestment
Economics”

Net Cash Flow
NPV10

Marginal
Government
Take

Alaska's Clear

New Fields

“Investment
Economics”

Net Cash Flow
NPV10

Life Cycle
Discounted (10%)
Government
Take

and Equitable Share

Does the
project have
NPV>0 at
stress price?

Does the SOA
receive a fair
share of the
economic
profit?



V*i wm
'\H&Net Present Value (NPV)
e ?- 1. ~.~

Alaska’s Clear and Equitable Share

Present value of future cash flows including capital investment

This Is the “supreme” financial metric since a project with a
positive NPV adds value to the firm
- Value of the firm =PV of all future cash flows
=PV of cash flows from assets In place
PV of cash flows from future investments

Future cash flows discounted at rate that represents
uncertainty of cash flows and when they are expected

Ifa project generates cash in excess of that to compensate for
the risk taken, the value of the firm increases



Stylized Project Cash Flow Q CES

Net CaSh FlOW from PrOdUCtlon Alaska's Clear and Equitable Share

Year of Project
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Cash Flows for New Fields

A ACES

Alaska’s Clear and Equitable Share

Annual Net Ca<h How
o7?
> HJ i'%/ Vs i»>r'El-fr o Oiil;
A4S o rf 10it ui»l Ulti«jitf't
4321123456790 2BUISKITHONDAR2RBABXTB2D PR
Cpital and Qperating Gosts
V'W
PiNoction Yild



Producer View of Future O il Prices
ggngF ir

Alaska's Clear and Equitable Share

Producers have been “burned” by forecasts of high
oil prices in the past
The consequences oferror are not sym m etrical

Producers will test their projects againsta price path

that is below their “M ost Likely” view

- Theﬁounse the “official price view” as a speed limit to signal

cau
: tBoyp:_rri]éghr-iglEading’” they will have a suite of projects resilient

- Their price view lags the cuyrent market price by as much as
o- years as prices rise, and by 2 gears as prices fall.

- Current “best guess” view might be: $50/barrel
- Producers willalso “stress” test their projects at $40/barrel



T i
Common A ssum ptions U sed In A nalyses A( I E

Alaska's Clear and Equitable Share

used a common set of assum ptions:

For comparing results, we have

. Oil prices:
- B ase case price; $60

- Stress test price: $40

- A nalysis done at price continuum from $20 to $100

. Inflation: 3% per year

. Producer discountrate: 10% and 15% (results shown at 10% )

. State discount rate: 5% and 8% (results shown at 5% )



Consider Tax
Plans that fall
within a

Revenue Range:

$1400 - $2200 M
at $60

Are New Field
Economics
Preserved?

Is NPV10>0 at
$40 (stress test
prices)

Are Mature Field
Economics
Preserved?

Is NPV10>0 for
Reinvestment
Economics at $40
(stress test prices)

Alaska's Clear and Equitable Share
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Alaska's Clear and Equitable Share

=

Analysis of New Fields

MTNTIMPPPS

lag! r



A L R

KSoVen New-FieIfds Analysis

£ m e j$27 [V
Alaska's Clear and Equitable Share

Hypothetical fields based on operating and capital costs,
and production profiles of known field types

Source of information derived from publicly available
data, and industry information supplied in state agency
Interactions
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"Characteristics of Seven Fields
U)- mbr&m \"

Alaska's Clear and Equitable Share

A M edium heavy oil satellite in existing m ature unit
B: 0Offshore small reserves y.iit
C : Satellite in existing wunit

D : Rem ote field
E: New unit with very heavy oil
F: 0ffshore m edium reserves

6 @ N ew unit w ith large reserves

Reserves range from 40 to 300 M B

Various com binations of ow nerships am ong incum bents, sm all

producers, new entrants

mmmmm



Alaska's Clear and Equitable Share

Characteristics of the Seven Field s

Field A Field B Field C Field D Field E Field F Field G
Legacy Field .
Satellite . .
Stand Alone

Heavy OIl
Reserves (MMB) 80 60 40 200 100 120 320

Existing

OwnerShlp Existing N ew Existing N ew Existing N ew

Capital ($/B)  $11 $10 $11 $13 $16 $8  $5
Expense ($ | B) $7 %9 $8 $12 $8 $5 $6



Nl

Alaska’s Clear and Equitable Share

Net

- ACES: 10% Floor

- ACES: No Floor

- PPT (Status Quo)

- 35% Mature Fields /22.5% Other

Gross
- 13% / No credits
- 16% /With 20% credits
- 16% / No credits
- 19% /With 20% credits
- Back-end loaded progressive tax table /With 20% Credits

" All Models use a progressivity factor

i

<o V-



DESCRIPTION OF NEW FIELD MODEL AIaska’sCIear and tqunable é;are

TOTAL REVENUES: (VOLUME X ANS WEST COAST PRICE) DISCOUNTED NET CASH FLOW YEAR 1
Lass: JISCOUNTED NET CASH FLOW YEAR 2
Shipping
TAPS Tariff - + DISCOUNTED NET CASH FLOW YEAR 3
GROSS VALUE (AT THE POINT OF PRODUCTION) + DISCOUNTED NET CASH FLOW YEAR 4
Less: + DISCOUNTED NET CASH FLOW YEAR 5
Upstream Capital Costs
Upstream Operating Costs » ¢ DISCOUNTED NET CASH FLOW YEAR 6
DIVISIBLE INCOME +DISCOUNTED NET CASH FLOW YEAR 7
Less: ¢ DISCOUNTED NET CASH FLOW YEAR 8
Royalties =
+ DISCOUNTED NET CASH FLOW YEAR 9
TAXABLE INCOME FOR PRODUCTION TAX
+DISCOUNTED NET CASH FLOW YEAR 10

Less:
Production Tax » ¢ DISCOUNTED NET CASH FLOW YEAR

TAXABLE INCOME FOR INCOME TAX ¢ DISCOUNTED NET CASH FLOW YEAR

+ DISCOUNTED NET CASH FLOW YEAR

Less:

State Corporate Income Ta

Federal Corporate InuonuTax m ¢ DISCOUNTED NET CASH FLOW YEAR Last Yearm
NET CASH FLOW FOR A SINGLE YEAR NET PRESENT VALUE

17



AC

Alaska’s Clear and Equitable Share

New Field Tax Analysis - NPV Im pact

NET PRODUCTIONTAX SCENARIOS.....

Scanark> Rate Progressivity
[ )

Mature Other Investment _ T'vio e

FleWs Fields Trigger | Rats Credit | f~FMdA | FieldP | FMdC | EtfflJB | Ftow g f\ asT
ACES - 10% Floor 25.0% 25.0% 00020 10 eo 40 40 (900) 210 1.000
ACES - NO Floor 23.0% 120 60 40 40 (300) 210 1.00& *
PPT Status Quo 0.0025 180 50 60 afr <«2wn 520 -¢ ; 1,100
iliehNrtTax 0.0030 150 50 50 0 \ So0)' ' + 140 1.100

Other | Progressivity j Capital Industry NPVI& 107 ati40/bbl reaIANSWC(mmiL/t

Incentives | I Investment |
| Credit. || FleMA | FieldB | FWdC LF,

Low Rate-Na Credits 00020
00020

FormerTax ho ELF

High Rate Rat Tax

SMino Seal* Tax Table SYr Holiday
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Alaska's Clear and Equitable Share

:letd Tax Analysis - NPV Impact
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radle Grave” Government Share of Pre-Tax Incom e

Discounted at 10% @ $60 (Applicable to New Fields)
|
mmmt .0 .

M edian Government Take By Tax Structures
M edian

(Mid-Point)

All Governm ents 48 %
Profit Sharing Governm ents 76 %
Tax Royalty Governm ents 50%

Norway 81%

68% to 74%

Alaska - ACES Six Potential New Field s
(M edian 70% )

65% to 72%

Alaska - PPT Six Potential New Fields
(M edian 68 % )

UK 51%

Gulf of M exico 48 %

Source: PFC Study September 2007, Alaska data by DOR "



Discounted (10%) Government Take % of Divisible Income

i 'np*j5uaM (sOf/.

CES

Discounted Government Take $60 X
* @ Alaska’s clear and E(MJ table Share

Tax gﬁzoyalty Fiscal Regimes (excluding GOM)

2nd Qiiaftlle \\ >I{} ;( *'3rd Quart,,e

cm ; .-Hr'Kipc;luOTIlc 101:01

J vS: Ifilloh 'jfi:

HS mif . Imees ' )Si' tufi'} (

Projects
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Conclusions

. New Fields would likely not be

tax system
. Credits essential

. A CES levels the playing

new entrants

Alaska's Clear and Equitable Share

developed under a gross

field for small producers and

- 100 cents on the dollar for credits

Can monetize losses at sam e

rate as large producers



Alaska's Clear and Equitable Share

A nalysis of M ature Fie ld s



7 Economic Evaluation of Mature Fields ! C E S

Alaska's Clear and Equitable Share

Hampered by lack of specific knowledge

Recognize that reinvestment requires
substantial capital

Considertwo modes:

- Harvest: allow field to decline naturally (15% decline)
- Reinvestment: invest to stem decline (3% decline)

Treateach mode as a separate (mutually
exclusive) project

Compare the NPV of Reinvestment with the
NPV of Harvest



toid Scenarios

Alaska's Clear and Equitable Share

Reinvestm ent Mode (3% decline)

W ED G E

Harvest Mode (15% decline)



Legacy Field Reinvestm ent Com parison @ $40

(64 VEQVERW S Lo
aNMHMASSSbMiMWMM

Alaska's Clear and Equitable Share

Sustain Production Harvest Mode Difference
Mode
Decline Rate 3% per year 15% per year
Oil Produced (mm 2026 854 1172
Barrels)
NPV10 ($M) NPV10 ($M) NPV Difference Implied Investment
(M) Decision
Net Cases:
ACES 8235 6893 1342 Reinvest
PPT(SQ) 9176 7133 2042 Reinvest
35% tax rate 8022 6130 1892 Reinvest
Gross Cases:
13% + no credits 6860 7207 (348) DO NOT Reinvest
16% + no credit 6248 6889 (641) DO NOT Reinvest
16% + 20% credit 7180 7027 152 DO NOT Reinvest
19% + no credit + no 6246 6706 (460) DO NOT Reinvest

progressivity

mP

Assumes: 20 year horizon, OPEX+CAPEX=$5/BOE for Harvest, $15/BOE for Reinvestment. All cases assume 26
proaressivitv unless noted.



How Much of a $1.00 Oil Price Increase is

Captured by Producer
(Mature fields - In production >10 years) A C E S

Alaska's Clear and Equitable Share

Governmental Tax Structures

Median
(Mid-Point)

All Governments 570
Production Sharing Governments 150
Tax Royalty Governments 570
Norway 220
Alaska - ACES 350
Alaska - PPT (Status Quo) 390

UK 500

Gulf of Mexico 570

Source: PFC Study, September 2007. Alaska data by DOR using FY 2008 estimates



Marginal Government Take @ $60
Tax & Royalty Tax Regimes (excluding GOM)
Mature Fields

f.oe p>1f?2-J i®™ *f 1 Alaska Legacy'

muouD\/O%

100%

90%

80%

70%

60%

50%

40%

S]ftefrrp
30%

20% | farsKese- o0 - M- 0 0 ftS:E | \ :
10% _
O — — - ¥ — I

0%
P75 P50 P25
Projects
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Sensitivity to Alternative Assumptions

AC

N 60 Alaska’s Clear and Equitable Share

North Slope Production Tax Revenues in M illions of Dollars

Relative to A CES

FY FY FY FY FY FY

2008 2009 2010 2008 2009 2010
A CES 1421 1977 2170 - - -
ACES w/ 22.5% rate 1320 1748 1928 -102 -229 -242
ACES w/ PPT Progressivity 1356 1826 2011 -65 -151 -159
ACES w/ TIE Credits in 1315 1789 1972 -107 -188 -198
ACES w/ credits all in first year 1324 2003 2160 -97 26 -9
ACES w/ 27% rate 1503 2160 2363 81 183 194

ACES w/ 30% rate 1625 2435 2653 203 458 484
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Acting Director
Division of Oil and Gas

October 21,2007

Alaska Department of
Natural
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(separate” targets and
ding the time alio s from 50 days to 540 days
[AS 43.55.025(K)] Vo

ACES maintains 40% credits for wells
North Slope: drilled more than 25 miles from an existing unit
Cook Inlet: drilled more than 10 miles from an existing unit
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ACES extends time to submit requested data [AS 43.55.025(1)]

Credits are to be remitted only after the state has received the
data [AS 43.55.025(1)]






North Slope O il and Gas Activity 2006 - 2007 Sﬁ:rr ;Jﬁsf;sz;f?&/-
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W hat is expectation as to

initial investm ent?

e Simple answer - As soon as

possible!

e Rule ofthumb - from date
of first production plus:

> Oil - 3 to 6 years

> Gas - 5 to 9 years
(combination of higher costs

and lower B O E)

Gaffney One & Associates

th

e

80

60

30

20

10

0.0

tim e

to

re cover

October 2007



Other Countries - P SZC

e Production Sharing Contracts

> Recovery of costs is commonly known as “Cost Oil”

> Range of annual cost recovery varies
« Some put no cap on cost recovery
+ Others may cap cost recovery at say, 40% of revenue
> To compensate for particular situations the recovery m ay
be ‘tweaked’
. Uplift
* Share of First Tranche Petroleum (aka Royalty)

« The “tweaks”are to provide some compensation for the

time value ‘loss’of longer recovery times

f,,.,v Clme & Associates
October 2007



Other Countries - Tax & Royalty

e Basically speed of deduction and credits
> Depreciation period
« 1,3,10 years
> Depreciation method
« Straight line
« Declining balance
« Depletion (based on production to remaining reserves)
> Credits

« An additional deductions equal to a percentage of

gualifying investment

CaAnp. Clme 8 Associates
October 2007



A nother key Iim pact

e The “Ring Fence” can provide very different value to

the oil company

> Consolidated by taxing district (e.g. the entire State of

Alaska)

« Immediately write off against other income stream s

* Progressive system s provide possible increased benefit
> Ring Fenced say by individual field or reservoir

*+ Usually have to wait until a discovery is turned into a
development and revenue starts before the oil company

can begin to recover their costs

Cafy-ipy C'me & Associates
October 2007



Attractiveness of
Exploration Credits



Alaska Exploration Investm ent Cred.its

e One ofthe stated goals is to attract new exploration,
new investment

e How does Alaska compare to other regimes?
> Compares very favorably on a global basis

> State / Feds effectively becomes a major ‘investor’

e« Comes close to leveling the playing field between
incumbents and new entrants

> A feature that is not available in most countries

> Uswually there is a high barrier to entry



A laska is offering

e Depending on parameters such as start date and
distance from other existing oil and gas units and
wells, investors can:
> Earn credits of 20% up to 40% ofqualifying expenditures

Deduct money spent against current state and/or federal

income tax liability
e« Ifno current PPT/ACES income can request and receive
loss carry forward credits

> Achieve favorable potential outcome after State/Federal
Income Tax impactis considered

+ Contractor share - 21 to 36%

+ State/Federal share - 64 to 79%

Cime & Associates
October 2007






Exam ple of tim ing of take

e Assumptions
> Investment of 20
>1 0 years of flat cash flow = 100
10 per year

Overall State gets 68, Oil Co gets 32

e How does timing impact IRR (Internal rate of return),
IOC NPV and State NPV?

~ gffop, Cline & Associates
October 2007



Case 1- IRR 10%

Ettftr ~

IOC NPV1IO =0 State NPV5 = 52

100%

Oil Com pany

Cagney Cline & As80cT



Case 2 - IRR 14%

 |OC NPV10 = 2.2 State NPV5 = 50,7

100%

90%
80%
70%
60%
50%
40%
30%
20%

10%

Gaf*npV cime & Associates
October 2007



Case 3 - IRR 19%

e |OC NPV10O = 4 state NPV5 = 49.5

100%
%
80%
0%
60%
0%
40%
3%
20%
10%

0%

>nffnpy Cline & Associated
October 2007



C ase 4 - IR R 26 %

IOC NPV1IO = 5.7 State NPV5 = 49.3

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

Cime & Associates

October 2007
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Production Tax Revenue
Involves Three Unknowns

mProduction
mPrice

mCosts —Operating
and Capital



2000 PPT Costs

C ost A ssum ption S ources:

m Historical data from 2002 - 20014

m Published reports from consulting firm s

C onsultations w ith in d u stry

R eview edd by Legislature's

C on sultants fcCoy\ 1 j Navew ek j
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How our Assumptions
Changed

Costs have been adjusted based on

actual PPT tax return filin g s

Costs are now expressed in nom inal

dollars (have inflation com ponent)

A dditional data has becom e available on

w hich to base future costs



Capital Spending as Reported in PPT
Tax Returns, M arch 2007 and

2 00 7 Forecast

Calendar Capital Spending in Alaska

Year in (millions nominal
2002 $1,296.7
2003 $1,186.8
2004 $1,136.9
2005 $1,268.0
2006 $1,665.3

1 2007 $1,817.0 B



Cost Forecasts

North Slope Production and Costs FY 2008,
per HB 3001 Fiscal Note and Spring 2007 Forecast
I{—CIL!%*339>QX% Spring 2007
Fiscal Note Forecast

Production (barrels per day) 802,000 764,000
Operating costs ($millions) $1,076 $2,160
Capital costs ($millions) $1,052 $1,900
Total Costs $2,128 $4,060
Total Costs per Barrel $7.27 $14.56
Oyperating costs per barrel $3.68 $7.75

Capital costs per barrel $3.59 $6.81



Current Revenue Forecasts

Actual DOR Forecast
IEstimated Production Tax Payments (in (millions) Three Month Tax Calculation
July 2007 $184.5 Average Price $72.96
1 Aug 2007 $2135 | ess Transport -$6.44
Sep 2007 $166.7 Wellhead Value aM
Total Payments - Quarter $564.7 Times production 0.702407
less estimated credits arefunds  * Q@ Times days inQtr . 82
Total Quarter t $514.7) Total prod velue  §----- $4,298.4
Less Royalty -$537.3
$roduction mmBbls/day Total velue at Pt. of Prod. $3,761.1
July 2007 0.724636
Aug 2007 0.724564 Capex/bbl $7.80
j  Sep 2007 0.658021 j Opex/bbl $8.35
w ~02,000 |. Average 0.702407 Total Capex $513.0
Total Opex $525.0
X Price j$/bbl ANS WC Production Tax Value $2,723.1f
July 2007 $69.11
'Aug 2007 $75.93 Tax Rate 22 5%
Sep 2007 $73.83; | Tax b/fcredits & progressivity $612.71
Average $72.96 _Progressivity tax rate 2.0%
IProgressivity Surcharge $54.5j
Tax before credits $667.2!
Capex credits + -3:E eu”h US341
1 o otal after credits ($513.3 )



Tools for Forecasting
Costs

m *Require cost reporting (currentand

forecast)

m *M onitor data subm itted to D OR

m *M onitor data subm itted to other agencies

(e.g. plans ofdevelopm ent)

m M onitor publicly available inform ation
(e.g. economic indicators, labor and

m aterial costs)

¢New Enhanced Tool Under ACES



Three Cost Forecasts

A Il C o s ts i N N om in al D olla rs

F o re casts re fle ct diffe re n t

assum ptions about unplanned

m aintenance costs, spending
behavior; not sim ply a + /- 20 %
C osts and in vestm ents reflect o il

p rice ¢ h anges

10



Impact of Low, Mid, and High
Forecasts on Tax Revenues

Cumulative Forecasted Production Tax Revenues, FY (8-10 at $o0/arrel ANS
WC, under Three Cost Scenarios

Md .
Cost Scenarios



Forecast Adjustments

mForecasting Is a dynamic
process

mDOR adjusts price,
revenue, production
forecasts every 6 months

mCost forecasts to be
reviewed quarterly and
adjusted as necessary

12



Forecasting Improved

Through ACES

mACES requires more complete
cost reporting, both monthly

and annually

mACES requires forward-
looking cost Information

mACES provides clearer rules
for defining lease

expenditures
mACES improves audit function



Costs Policy Implications

mCosts of production should
not be ignhored In tax policy

mUnderstanding Industry costs
benefits the state

mCost sharing through credits
puts state In ""partnership™
with Iindustry
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Alaska

-cjstnai Classification
TOTAL INDUSTRIES

TOTAL GOVERNMENT
FEDERAL GOVERNMENT
STATE GOVERNMENT
LOCAL GOVERNMENT
PRIVATE OWNERSHIP

GOODS-PRODUCING

natural RESOURCE * MINING

Agriculture, Forestry, Fishing, Hunting

""" Crop Production
1112 Vegetable & Melon Farming
1114 Greenhouse, Nursery, efc.
1119 Other Crop Farming

++2 Animal Production
1121 Cattle Ranching. Fanning
1125 Animel Aguacu ture
1129 Cther Animal Production

forestry & Logging
“ 3L Tirrber Traci Operaiions

+'- Fishing, HJntmg Trapping
1141 Fishi

" Agncuture Forestry Support

Z" Oi &Gas Extraction
Z~Z 1/mng. Except Ol 4 Gas
2121 Coal

2122 Meta Ore
2123 Nonmretallic Mineral. Quarrying

2¢1 ifinmg Sjpport Activities

Zaiu trt Dl

Stjtmj r lr‘«T g%aﬂ

Mo Eami
\Workforee

«

Oof
Units

2370

182

8

18538

3483

QHBLY B B Ronk 88 88 oBLB LEog B

mlums Bde D
logrent.

Ressarch &

Jan
Emp

Annual Employmant & Earnings

January ¢« Decen her 2003

Feb
Emp

Mar
Emp

Apr
Emp

May
Emp

28121 284453 287 706 289592 303400

06 K201

16450 1644

23815 24411

PP 4136

198066 22252

31498 3H0OEO

1034 105/

677 819

Ve 108

18 19

0 37}

0 0

180 214

6 7

12 26

2 2

36 a2

36 42

&0 3

&0 3

24 17

0 0

5 4

19 13

o647 9726

2534 251

121 138

159 76

1141 112

A 100

5742 587
St

8

16787

28742

41618

H 7

10780

5 8

©
N NaoB ool B8 WYY obs

83345

1672

24990

41,643

206247

3430

1074

B
R

©
88 Bour 3 ] BN BB

n

8384

17304

28204

42326

219586

37,774

11,106

B8 808 g0 BB (B 8 ¥ad

2

June
Emp

311,032

.73

17937

370

37,066

1094

R Ry 8

®

Rl Jﬁ 5 BuoR 99 38 8

ap
4

July
Emp
B8R

6656

17949

B3

5224

242237

B
=

B

B8

& 8 g.pg e B8 B8 Bl

DN
ot

NJ—‘
S8

Aug
Emp
310151

6332

17,774

23048

27500

241,829

4084

[S
R
B
§

@ % BN Ja 8B Nglmgi oRs

N

Sept
Emp

Oct
Emp

Nov
Emp

313323 2888 280542

K426

17,74

2431

40371

24876

8 o.p 0 38 Bk oBgE B

©

2517

7 4
64 1663
A58 24448
4608 4132
216063 207,110
40186 AA7
10566 10208
1076 88
4 101
3 9
106 a2

0 0

25 215

5 5

25 28

5 2

50 478
50 478
$9) 9]

&% &b

3 0

0 0

4 5

7 K7
948 93B
2565 2523
144 136
a2 s
1186 1148
1% 146
540 5406

Dec Average Total Avg Mo
Emp Mo. Emp Eamings Eamings
287537 296876 *11091168266 *3113
468 7607 *3206483928 *33B2
1680 17106 *9B3412Z7 4547
2020 2415%  *9BIMBA8 325
41407 B4AHB *1317.006453 *2855
2600 21710 *7.83663430 *3026
3,151 P13 2170640867 *4623
10081 10711  *886519947 *6,839
7 1130 5877471  *3356
119 71 3302563 *1613

17 3

(0% ™

0 0
20 27E75 *8O0O6ND  *2,689

5
18 26; 8677904 *2708
2

30 539 25308806  *3719
30 50 2538606 *3719
A 70 *%180761 *7,367
A o) 180761 *7,367
] 15¢] 20865653 *32A4

0 4

4 5

2 “
9310 952 *8R6eR4HB *7,310
255 2980 *B37L766 S106%6
13 149 AT 555

& 8L
112 1173 *81,017507 *575%5

B 175
5453 558  *18HM839 *6236
Rev,sad. 10/20/2004

Page 1



Annual Employment & Earnings
January - December 2004

Alaska

o of Jan Feb Mar Apr May  Jure July Aug Sept Oct Nov Dec Average Total Avg Mo
roustnal Classification Units Emp Emp Emp Emp Emp Emp Emp Emp Emp Emp Emp Emp Mo. Enp Eamings Eamings
TOTAL INDUSTRIES 20708 2223065 286637 20046 2U7%6 3698 311330 316623 316856 3196 U7 2610 2B21 1,35 F11,637,946%6 3218
TOTAL GOVERNMENT 1907 8082 8L750 &89 3001 K713 72988 66713 6886 8618 X471 264 6B P04 B2BLN072  B477
FEDERAL GOVERNMENT 471 16463 1650 16634 1693 17272 18033 18084 178%H 17536 169%7 16741 1696 17175  $002017658 #4813
STATE GOVERNMENT 787 23913 24188 24611 24704 2BH5 294 2B5B 2806 A6l 4365 24406 4333 A0 6486801 B3R
_OCAL GOVERNMENT 649 40476 402 454 43 4496 3Bl B16 2705 431 41139 4118 41374 3780 $L341L606613  RIH
SRIVATE OWNERSHIP 18801 200453 203878 207217 211,75 223272 238401 249910 247,990 238208 2230 212926 21028 2231 $330413624 K16

300DS-PRODUCING 34%6  HA0B BIB BB HB3 P03 450 5% 51458 4660 4157 H718 RML 406/4 R2BE4730 $4633
VITURAL RESOURCE 4 MINING 45 976 10086 1034 1079% 11077 111 11,38 11462 11,10 10743 1040 1056 10741 $68124483 $7,278
Agriculture, Forastry, Fishing, Hunting 4 55 666 B3 1113 139 1FHB 1346 137 1249 108 0°) &l 100 40983 RWOL
te’ C-op Production 16 8 B 117 jieZy 26 i) 219 7 18 18 a B 167 $511129 $1,753
1112 Vegetable & Molon Farming 2 16 16 16 19 43 &b 73 A4 s 37 5 19 3B
1114 Greenhouse, Nursery etc. “ a2 v 101 ) 2 210 176 143 19 al 6 n 129
1119 Other Crop Farming 1 0] 0 0 0 0 0 0 0 0 0 0 0 0
+  Animal Production p:3) 161 28 X0 ol 20 39 <78 33 FHl n 24 jfe! 28 8BBEA R6E6L
1121 Cattle Ranchii j, Farming 2 3 3 3 6 7 6 9 8 8 8 5 5 6
1123 Poultry, Egg Production 1 1 1 1 2 0 4 2 4 2 2 0 0 2
1125 Animel Aguaculture 2 1% .07 A il 31 37 i 39 35 7 217 177 23 $B671458 6B
1129 Otner Animal Production 2 2 2 2 2 2 2 2 2 6 4 2 2 3
: -o-estry & Logging 0 1B 1 2 Sec] 53 576 3 58 514 510 12 453 864 $0221,043 63
1131 TinDer Tract Operations 0 1B .78 > 3 53 576 543 58 514 510 12 453 a4 210483 $363
1 -ishmg. Hunting. Trapping 50 6 58 &0 53 67 58 80 18 PD a7 0 66 73 HBR2243  $730
"141 Fishing 50 (53] =3 60 &6 67 3 t3¢) 1B D 74 50 &b 3 31 S RN AC 07
+: Agriculture. Forestry Support 2 z pA] A o) n 18 m m B & 2 51 83 RM9B  $3013
'151 Crop Production 1 0 0 0 4 4 10 7 8 9 0 0 0 4
+152 Animal Production 3 4 4 5 5 17 17 2 2 20 n r 13 3
'153 Forestry 16 L] 19 2 0 = a & aL 67 51 Y] B 2 ®X518H6 $3633
Miming o 9201 9420 9471 9683 9748 983 992 1016 981 968 91 974 96X  $WHEWH0  $7,710
1~' Oi &Gas Extraction 3] 2472 2481 2472 2471 2458 2523 2537 2561 252 2560 2587 2604 2521 $3H1 1713 $11610
2*- Mning, Except Oil 4 Gas 67 123 120 1297 13% 132 145 149 1463 130 1FHB 130 132 138 $BW762337  HB7H
221 Coal 1 & & 8 D 8 B o] b A b B R
2122 Metal Ore Z 118 1110 1114 1115 1106 1145 1161 11% 115 1097 1106 1194 110 $MP92010 $58%6
2123 Nonrretaiiic Mineral. Quarrying Ce) a < 0] 3} e 10 197 15 12 11 1% 18 t2¢] 1%
Z~- Mining Support Activities (o2} 54% 5600 572 586 5%¥8 585 596 6111 599 579 5686 5703 584 5174980 A4S
- W i X i Revised: 9/14/2006
tw mxaras%mrevlse
zi ihjm%Tdd -ammgs and Averace Mo Eamirps colunms isale toarfortidity, data, s pressad Page 1
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Alaska
['OjsIrial Classification
TOTAL INDUSTRIES

TOTAL GOVERNMENT
FEDERAL GOVERNMENT
STATE GOVERNMENT
-OCAL GOVERNMENT
=»RIVATE OWNERSHIP

iDODS-PRODUCING

1viTURAL RESOURCE ft MINING

Agriculture, Forestry, Fishing, Hunting
1 Crop Production
1112 Vegetable & Melon Farming
1114 Greenhouse, Nursery, etc.

* Animal Production
1121 Cattle %nchlng, Fannlng
1123 Pourtha/ Egg Product
1125 Ani Aquamlture
1129 COther Animal Production

'y Forestry & Logging
1133 Logging
113 Forest Nurseries

' a Fishing, Hunting, Trapping
1141 Fisi.ng

" Agriculture, Forestry Support
1151 Crop Production
1152 Animal Production
1153 Forestry
Mining
" QOil & Gas Extraction
J Mining. Except Ol & Gr
2121 Coal

2122 Metal Ore
2123 Nonmetallic Mireral, Quarrying
2": Mning Suppmﬁctivities
lwut
Siahu %

ugre Aldal

AH%MO Eamr@e lurs ijeio

#ol
Units
2725

194

1929

3528

8 E8B,d B B Ron® B8 .80 WBLLR Bus B 8

Jan

Enp

Annual Empl
January -»

Feb
Emp

Mer
Emp

upr
Emp

- it&Earninf
.ember 2005

ey
Emp

283078 292486 296849 301’ 313460

80,33

1651

H 16

B
B

N ©
88 8 8 BroY 98 083 nBord pra B

_I_\
I_\
8

o
N

%@
g

81,938

16573

2425

41,150

37080

&
=
S
[
&

107

8 é Brok 88 o8 WBonl Brr 3

N

£

ity; cata, B yoressad

3 St

54

16631

24658

41,306

8334

16708

24924

41,712

213255 217,789

38006

g BEo8 B o§§ Nmom% SIS1s) g

B

B
g5

3233

Qe 8 B8 o888 wBonN BxE 5

1415

6127

8333

17,020

2445

41,718

230107

40547

11,416

508 33 o8 wlo.l BN B

P P NDB
ERaf B R

§

June
Emp

July
Enmp

Aug
Ermp

Sepl
Enp

2032 3B 3I51A 35646

27

17671

2330

3176

245165

47071

[=
&
R
=t

1

4

8 sora BB BB Hon8 BB &

B
R

B
B8 8 B 8ro9 un rIH L Bo. B BuB

PN

oy
8

B8R

S

6,148

66138

17,700

23577

24861

5
3

B

5853 B

§
g

8,20

17,640

3211

28428

25915

430

12224

B

re 8 BR B8 wont BeR

BB

81,86

1730

24,707

243810

4883

12192

S

BNo8 3 off ~Bond aal 8

1,

10

2]
162

3 R 8508 BE 88 m@oHQ Bafg

662

Cct
Emp
300082

8919

1663

24104

41576

S
&
@
&

8
5

§§§9§§§

Nov

Emp
0273

746

16576

24,102

41,468

28527

BBod 88 oBB L8onk 2ng § g

Dec Average
Emp Mo. Emp
297,228 07,757 $12219141,373

507

16562

2460

AN\295

24721

Q
@

g8
=
3

1,

2 BBl 3 okB LBound InE

2

70349

16973

24193

3B1R

42,662

Y4B 8 RR w§§ w@obg EQE é

r N DB
g8 R &

128
%

6345

Total

Avg Mo

Eamings Eamings

$3416,506,08

$1,016 217,424

$1,023120221

$1,377,167,3A

$860263634

$2,523374,008

$1,042,508961

$2492873
$3249546

$B8042A

$8B63H271
$21,383422

$6,937,514
$6937,514

$2113007

$1,839060

$1,000016,089
$322,916 222
$111,013187

$06408749
$506,086690

$330

$358

.90

B354

$3006

8212

$,90

$7507

8334
$1,7%5

$713

8729
BeA

06,7
B

204

#1114

$7,.24

$12116
$%6,012

%6133

6,647

Revised: 6/6/2006
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&<« f 'of-*>*
Annual Employmant & Wages

jo/zt/oj
January - December 2006

Alaska
. o *o/ Jan Feb Mar May  Jure uy  — Sept Oct Nov Dec Average Total  Avg Mo
naustrial Classification Units Enmp Emp Enmp < Emp Emp Emp - Emp Emp Emp Emp Mo. Emp Eamings Eamings
TOTAL INDUSTRIES 21,520 292499 298675 303413 308174 0546 3RM8 30018 30266 BL497 312426 06206 303003(314,139) $12986737,135  $3445
TOTAL GOVERNMENT 198 78N 819B3 X&B7 &5H BHB B4NO 628 0077 4713 K321 8274 18 M55 3510156841 36/
FEDERAL GOVERNMENT 460 16212 1622 16434 16431 16783 1744 1740 17264 17077 1634 16175 1640 16700 $1,018636308 65083
STATE GOVERNMENT 87 2434 2611 25011 H5268 506 407 2380 23648 B247 505 HIR A6 2452 $L048B3907 $3653
LOCAL GOVERNMENT 716 40345 41080 41412 418% 41,719 3HI9B 24978 28166 40149 41052 40997 4080 3B2B $L41666626 B0
PRIVATE OWNERSHIP 19527 213508 21672 220556 24630 2H6,H8 25540 262790 261,180 24924 229906 22331 220810 234624 $047553026 3D
GOODS-PRODUCING 3497 H7H6 3B[BEWO 30919 4064 42410 51282 57451 HEB S00R2 4248 D717 B0 M4l 77120215 $H2A0
NATURAL RESOURCES 4 MINING I 15 1190 1238 13128 13466 1384 13785 13980 1395 13500 1345 13334 13196 $1,251082215 $7,900
Agriculture, Forestry, Fishing, Hunting 140 477 &3 1037 1187 122 1286 1241 11% P26 737 56 99 $3614030 3173
v*  Crop Production 16 8 ) i 197 x r 233 18 140 13 ™ 100 13 $3313830 $L697
1112 Vegetable & Melon Farmng 3 15 17 18 k4 % A o a3 % 51 ce) D 45
1114 Greenhouse, Nursery, etc. 13 6L 13 16 27 18 7 15 B &b 6 ) 18
1*2 Animal Production 2 167 197 246 8 20 <02 39 i 2 %6 214 17n X4 853426 6P
1121 Cattle Ranching, Farming 1 7 6 5 2 2 3 2 2 2 1 1 2 3
1125 Animel Aquacu ture 2 157 13 238 289 2% 2% 4 337 8 4 212 w2 23 $83%6113 78
1129 Other Animal Production 2 3 3 3 2 2 3 3 2 2 1 1 1 2
3 For&et_Fy Logging 3 1w 21 400 439 433 50 470 474 456 P24 30 s A $7,786482 $B38H
1131 Tirrber Tract Operations 1 2 2 2 3 8 9 10 3 © n 8 0 7
1130 Forest Nurseries 1 0 0 0 0 0 il 3 3 13 0 0 0 4
1133 Logging il 1/ 319 407 436 a5 480 47 48 4231 = <ol s 373 $17418634 $38%H
*14 Fishing, Hunting, Trapping 48 7 18 19 3B 49 & 180 47 118 & 20 48 67 $463980 35530
1141 Hshing 48 7 18 19 ] 29 & 180 g 118 & 0 48 67 #463980 50
*.5 Agriculture. Forestry Support 19 3 7] 53 0 83 (0% A &b a0 0 0 =3 73 ®009673 A
1151 Crop Production 2 0 0 0 5 3 9 2 3 8 0 0 1 4
1152 Animal Production 5 Y A 2 2 ) b 33 3 > 3 A 2 3
1153 Forestry 2 21 20 2 H 48 57 “ P b ] 3] 5] 3] $1689103 $3946
Mmtng 24 14 1122 1155 12000 1220 1252 1240 12719 1270 1264 1268 1288 12247 $,214911.85 8267
211 Oil & Gas Extraction H 2713 2™ 274 2815 280 295 293 2% 292 2990 3004 306 $19200313 $12087
2111 Qil & Gas Bxtraction 3] 2713 2754 274 2815 289 295 2903 2% 292 290 3004 308 [SSO  $#1920313 $12087
212 Mining, except Oil & Gas 70 152 1616 1640 162 1716 182 182 181 169¥ 173 178l 187 174 $4018145 6671
2121 Coal 4 m m ol 119 15 16 10 21 15 10 124 123
2122 Metal Ore D 138l 1417 143 144 1453 158 156 1:|1 152 1487 198 1621 1858 $12714449 HBAR
2123 Nonretallic Mineral, Quarrying 6 0 ;] 3 119 148 18 17 161 15 1w B yz 4
i P
»»pm?:‘an T OBy Revised: 8302007
3a-<s Tod Eanings ad Aerace Mb adunrsdetoaniViantdity. ciaan spoesed
Qp/\km"ldLstnadV\ukhee Reaearth and Arelyss Saian - e Od™ 1
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M EM ORANUDUM State of Alaska

DEPARTMENT OF NATURAL RESOURCES DIVISION OF OIL AND GAS
TO: Senator Bert Steadman DATE: May 18, 2007
Co-Chair Senate Finance Committee
FILE NO
THRU:
TELEPHONE: 269-8800
FROM: Kevin Banks SUBJECT: Royalty and Tax Incentives

Acting Director Presentation to Senate
Finance 4-25-07

On Thursday, April 25, 2007,1gave a presentation to the Senate Finance Committee about the
various royalty and tax incentives that are now available to the oil and gas industry in Alaska. As
| indicated during my testimony, | was unable to prepare a formal slide presentation on short
notice. Instead, | promised the committee that | would follow-up with a memo that would
summarize my presentation. Here is the summary.

The catalogue of royalty and tax incentives now offered by the state of Alaska are available to
any qualified company willing to commit to exploring and developing the state’s oil and gas
resources. It should be noted that, while there is a growing interest to find natural gas in
anticipation of the North Slope gasline, the principal target of these incentives on the North Slope
has been the exploration and development ofoil. These incentives are sought after by explorers
and developers who face a commercial landscape where access to regulated oil pipelines in the
state is not constrained and where the oil pipeline version ofrolled-in rates is available.

Explorers want incentives for marginal oil prospects even though the transportation cost, as a
proportion ofthe market value of oil, is relatively small. Commercializing gas is challenged by
the relatively higher cost of transportation as a proportion of market value. To illustrate this
point, consider that the combined marine transportation and TAPS tariff is about S7.00 per barrel
for ANS crude oil that sells in the U.S. West Coast for more than $60.00. Contrast this with a
$2.00 - $2.50 per mmBtu tariffon ANS gas that today sells for $6.50. On an energy equivalent
basis, the cost of transportation for gas is two-to-three times the cost of transportation for oil.

The division has incorporated all of the incentives that are currently available in the prospect
modeling done in our economic analysis of AGIA. Because they are available to every company,
these incentives, by themselves, do not favor the explorer/developers vis-a-vis incumbent
producers. To provide pipeline access for these players, the terms in AGIA are required.

During the hearing on April 25,2007 committee members were given a list of the royalty and tax
incentives now offered by the state. Some ofthese incentives are particularly focused on
different regions in the state. During my testimony, | focused on those that applied to the North

Slope.



DIRECTED INCENTIVES
Exploration Incentive Credits (EICS)

AS 38.05.180(i) provides royalty and tax credits for up to 50 percent of drilling costs on a
lease or 50 percent of seismic costs on unleased state lands. This provision allows DNR to
incorporate the credit as part of a lease offered in our conventional lease sales. Since the state
began offering EICs under this program, 22 exploratory wells qualifying for credit have been
drilled on state leases. This has resulted in approximately $60 million in credits for exploratory
drilling since 2004. There have been no applications for geophysical EICs.

AS 41.09.010 provides royalty and tax credits for up to 50 percent of drilling and seismic
costs on unleased state and non-state lands. It also provides up to 50 percent of the seismic costs
on lands within an exploration license area. The program is capped at $500,000 per project with
a total program cost capped at $30 million. Data acquired under this program must be made
public after two years. This provision expires on July 1, 2007.

Exploration Tax Credits

AS 43.55.025 provides an incentive credit for work performed between July 1, 2003 and
July 1, 2016. The applicant may receive a production tax credit of 20 percent ofdrilling costs if
the well is more than 3 miles from an existing oil and gas well or more than 25 miles from an
existing unit (more than 10 miles from a unit in Cook Inlet). An applicant who meets both
conditions may receive a credit 0f40 percent. An applicant may also receive a credit for 40
percent of seismic costs if outside of an existing unit.

For income tax, AS 43.20.043 provides an incentive of up to 10 percent of the qualified
capital investment costs for any oil and gas activity south of68° latitude. The program applies to
cost expended after the program was initiated on June 30, 2003 and is capped at 50 percent of the
taxpayer’s tax liability. Carry-forwards are allowed. These credits can be transferred if the entire
business ofthe taxpayer is sold. The credit ceases to apply once production starts. The applicant
cannot “double dip” other tax credits offered by the state.

Royalty Reduction/Modification

AS 38.05.180(j) provides three opportunities to modify royalty rates on a lease: to
encourage development and production in a field or pool that would not otherwise be developed,
to provide for a lower royalty rate where a field has shut in; or provide a lower royalty rate to
extend field life. In the first instance, the royalty rate cannot go below 5 percent and must
include a mechanism that accommodates for changes in price and may include a mechanism for
changes in production rates, costs, etc. The royalty rate may be reduced to as low as 3 percent in
the second and third instances.

Royalty modification under this statute has been approved only once, for leases at the
Oooguruk Unit development project (2006). No production has occurred to-date at Oooguruk.



Royalty modification for Oooguruk reduced total state revenues by S| 11 million and added 8.4
percentage points to the producer’s IRR (including PPT; see below.)

Cook Inlet Platform Royalty Relief

AS 38.05.180(f)(6) provides for a sliding scale royalty rate between a low of5 percent
and the lease rate depending on per-barrel production rates measured over a three month period
on platforms and selected units within the Cook Inlet basin. The table below illustrates how the

royalty rates are set.

Dolly, Grayling, KinBSalmon, Steelhead
<1200 Bpd =5% 1200-1300 Bpd =7%  1300-1400 Bpd =85%  1400-1500 Bbl =10%  >1500 Bpd = 12.5%

Baker, Dillon, “A”, “C”

<975 =5% 975-1100 Bpd =7% | 1100-1200 Bbl =8.5% 1200-1350 Bpd =10% | >1350 =12.5%
Granite Point, Anna, Bruce, and West McArthur River Unit
<750 =5% 750-850 Bpd = 7% | 850-1000 Bbl =8.5% |1 1000-1200 Bpd =10% | >1200 =12.5%

The Baker and “A” platforms have been shut-in. All other platforms arc still in production.

Discovery Royalty

AS 38.05.180(f)(4) provides for a discovery royalty of 5 percent on leases issued before
1969. This discovery royalty is now rarely available because most of the leases where this

discovery royalty may apply have expired.

AS 38.05.180(f)(5) provides for a 5 percent royalty rate in the following six fields in the
Cook Inlet: Falls Creek, Nicolai Creek, Starichkof, North Fork, Redoubt Shoals, and West
Foreland. In order to receive this incentive, the fields must be in production by January 1,2004.

Lease Valuation Modification

AS 38.05.180(aa) substitutes for the lease term that requires the lessee to pay royalties
based on the “higher-of’ actual proceeds, market value, or the actual proceeds of other lessees in
the same field. Instead, the value ofroyalty production sold by the lessee to a utility will be
based on the contract price.

AS 38.05.180(ee) substitutes for the lease term that requires the lessee to pay royalties
based on the “higher-of’ actual proceeds, market value, or the actual proceeds of other lessees in
the san.e field. Instead, the value of royalty production sold by the lessee to a chemical fertilizer
plant will be based on the contract price.

PPT INCENTIVES

Tax Ceiling based on the Economic Limit Factor



AS 43.SS.011(j) and (K) provides that the tax payer will pay no more than the tax it would
owe under the severance tax and ELF system. Applies to production only in the Cook Inlet.

Qualified CapEx Credits

AS 43.55.023(a) provides a 20 percent transferrable tax credit under PPT for qualified
capital expenditures.

Loss Carry-Forward Credits

AS 43.55.023(b) provides 20 percent transferrable tax credits under PPT for capital
expenditures if the taxpayer is unable to take advantage of the qualified capex credits in any year.

Transition Investment Expenditure Credits

AS 43.55.023(i) provides a non-transferrable tax credit based on 20 percent of the capital
expenditures incurred by the taxpayer between 2001 and 2006. The amount taken as a credit
under this section may not exceed 10 percent of the taxpayer’s qualified capital expenditures
incurred during the calendar year for which the credit is taken.

Frontier Basin Production Credit

AS 43.55.023(a) provides a non-transferrable tax credit of up to $6 million for production
south of68° latitude and outside of the Cook Inlet basin. This credit will sunset in 2016.

Small Producer Credit

AS 43.55.023(c) provides for a non-transferrable tax credit of up to $12 million for small
producers. The tax credit is based on a sliding scale: a producer whose statewide production is
50,000 barrels per day or less qualifies for the full $12 million tax credit, at 100,000 barrels per
day the credit amount falls to zero.

As part of its evaluation of both the Oooguruk Unit and Nikaitchug Unit royalty modification
applications, DNR examined the impact of the PPT and the PPT tax incentives on new
development economics. In both cases, the producer will pay more taxes on an undiscounted
basis but, when discounted, the cash flows to the producer are significantly enhanced. For
example, at DNR’s mean price ($33) the Oooguruk the producer NPV(10) rose by nearly $90
million and 6.5 percentage points were added to the producer IRR. Similarly, the Nikaichuq
producer will realize a $?26)million in tax savings (discounted) with similar increases in

producer IRR.
PROGRAM INCENTIVES

Exploration Licensing



AS 38.05.132 provides the authority to the DNR commissioner to award an exploration
license of up to 500,000 acres in return for a work commitment from the licensee. The licensee
pays no bonus bid, only a one-time $1.00 per acre fee, and no rental. The license may eventually
be converted to a conventional oil and gas lease upon expiration of the license. Normal oil and
gas lease obligations will apply at that point, i.e., a 12.5 percent minimum royalty rate, rent, and
term. DNR has issued four licenses in three basins since the inception of this program, two in
Susitna basin (both in 2003), and one each in Nenana (2002) and Copper River (2000) basins.
Additionally, a license was issued but not executed by the licensee in the Bristol Bay basin
(2004).

Nonconventional Gas Incentive

AS 38.05.180(n)(2) provides that the commissioner may award a lease for only gas and
offer a 6.25 percent royalty and reduced rent if the lease is located in a region where gas from the
lease does not compete with gas produced from conventional oil and gas leases, i.e., gas supplied
to the Red Dog mine.

FEDERAL OUTER CONTINENTAL SHELF LEASES

The U.S. Department of the Interior, Minerals Management Service, has offered leases in the
Beaufort Sea that provides a royalty suspension volume (RSV), the initial volume of production
that is free of royalty. The RSV differs by lease size and location. Zone A is near existing
infrastructure in the central part of the Beaufort Sea planning area; Zone B include ?areas east
and west of the existing infrastructure and the deep water. The lessee receives the benefit of the
RSV only if it successfully discovers and develops oil on the lease.

Lease Size Zone A Zone B
< 771 Hectares (-2000 ac) 10 MMB 15 MMB
771 -1541 ha (2000- 3800 ac) 20 MMB 30 MMB
> 3800 ha (3800 ac) 30MMB 45 MMB

The RSV program is subject a price ceiling $39 per barrel, sustained for a year and adjusted
for inflation (the 2004 ceiling = $41.47 per barrel). At this level, the lessee must pay royalty on
all of the oil produced from the lease. Ifthe price of oil falls below $21 per barrel through a
quarter, the lessee pays no royalty and the royalty-bearing volumes suspended during this time do
not count against the RSV.

There is no similar incentive program offered on federal lands within the NPRA.
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