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MEMORANDUM

INTRODUCTION

For many years, Alaska taxed oil and gas production based on the ‘gross' wellhead
value of the oil and gas. In 2006, Alaska passed legislation putting into place a Petroleum
Production Tax (PPT) that essentially taxes production on the ‘net’ wellhead value of the oil and
gas. With government take under PPT significantly below forecasted expectations, the State is
again looking at possible changes to its petroleum fiscal policy. As part of the review of its oil
and gas fiscal systems, the State of Alaska has asked Gaffney, Cline and Associates (GCA) to
comment on its experience in working with many international governments on the relative
merits and shortcomings of 'gross’ tax structures versus ‘net’ tax structures.

In all but one country in the world, the state (government) owns the rights to all minerals.
Bar very minor exceptions, itis only in the United States that private individuals can own mineral
rights. In Alaska, the State owns the rights to minerals making it similar to other international

locations.

States then lease or grant those mineral rights to petroleum companies for a period cf
time either via some form of licensing, concession, service agreement or production sharing
agreement. In exchange for receiving the rights to exploit hydrocarbon resources, the oil
companies are generally obligated to share with the state the revenues received from the sale
of the extracted resources. In an ideal world, the oil companies recover their costs and a ‘fair’
return on those costs commensurate with the degree of risk taken in developing the licensed
acreage. The remainder of the cash flow - “Economic Rent" - would then flow to the

government.

While in discussions of what is a fair level of government take a couple question
inevitably arise:

> Why doesn’t the state just develop the resources itself?
> Why do governments routinely turn to private capital?

Most often, the State does not have the requisite skills, technologies or resources to
properly do so. Also, the capital required is significant. Many states do not have sufficient
capital while for those that do, state development of hydrocarbon resources may not be the
most efficient use of what is normally limited monetary resources.

Private capital is encouraged by giving investors the opportunity to expect returns better
than other alternatives on offer. Returns are provided by sharing benefits. Sharing of benefits
is a balance between a nation’s right to benefit as the resource owner, and private capital’s
need to refresh its capital and to provide a sufficient return to its investors.
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predictions further out in time are shown to be quite inaccurate when ultimately compared to the
actual prices in those times. The most accurate predictor of future prices was the NYMEX
commodity futures market for crude oil and gas. Even these forecasts only go out for five years
at most and the majority of petroleum projects are on production for a decade or longer.

The challenge clearly then is defining a petroleum tax system that responds to market
changes, not one based on predicted market conditions. Just as most ‘expert’ forecasts bear
little resemblance to actual prices, fiscal systems based on predicted results often find
themselves out of sync with actual realizations resulting in one or both parties seeking relief or

change.

Another consequence of systems attempting to collect 100% rent is that they usually
encourage a degree of "gold plating" as there are no incentives to keep costs down; in fact from
the oil company’s perspective additional ‘profit’ can only be earned by spending more as any
gains in efficiency would flow through to the state. Additionally, the cost of capital, while
generally measurable, varies by company, can vary by project and is also a function of a
number of economic factors.

Gross Tax

There are many different aspects to petroleum taxation worldwide, and many different
ways in which governments receive value for their minerals. At the macro-level the government
take mechanisms are either based on revenue (‘gross’) or profits (‘net’).

The most common form of a gross tax is royalty. The main reason governments like
royalty is that royalty provides the government with early and continuous cash flow. Royalty is
based on sales revenue received (with no deductions), making it simple to administer and to
audit. While royalty subjects the government to variations in product pricing it also insulates the
government from the varying cost structures and operating efficiencies of the different oil

companies.

Not surprisingly, royalty, and other gross taxes, are generally disliked by the oil
companies. The biggest issue with royalty, or for that matter any gross based tax, is that it is
not aligned with the way in which private companies operate. Oil companies make decisions on
the basis of profitability, not production. Gross taxes delay payout, do not differentiate between
profitable and unprofitable fields and, if no relief is granted, generally lead to premature
abandonment (or deferred development) of hydrocarbon reservoirs. In an effort to balance the
obligation to maximize recovery of hydrocarbons with the desire to capture 100% of the
Economic Rent, governments tend to write into their taxation policies a number of allowances or
exceptions in an effort to account for known or anticipated variations in cost structures.

For the most part, gross tax systems require legislative or regulatory change whenever
there are substantive changes in the market.

Net Tax

The most common form of a profit or net-based tax system is corporate income tax. For
many countries, this is the most common form of taxation and is levied against all industries, not
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such as this is aligned with the way in which private companies function and does away with the
need to offer up front concessions, investment credits and late life relief.

Attracting New Investment

New investment is necessary to keep oil field activity at the right level. In this regard,
countries compete against each other for the limited oil company dollars. Alaska is looking for a
fiscal system that will encourage the development of satellite, small and marginal fields as well

as its heavy oil resources.

A gross-based tax does not give credit for new investment, nor does it differentiate
between the various types of fields, levels of risk or relative profitability. To compensate,
allowances or exceptions are generally made. These allowances must be made well in
advance (in order to attract the investment dollar) and are based on best predictions at the time.

This is where a net-based system excels. Companies are allowed a deduction for their
investment dollar with the government sharing in the costs of that investment. If costs are
higher for one type of investment versus another, a net-based system is self-correcting in that it
allows a greater deduction for the higher cost development thereby limiting the need for
exceptions or allowances. In comparing net based systems, the rate of capital recovery

becomes important.

Fiscal Stability

The United Kingdom (UK) is a country often mentioned as having one of the most stable
fiscal systems; however, the UK has made more changes to its petroleum fiscal policy in the
past 30 years than almost every other country. The reason the UK is viewed as stable while
undergoing fairly constant change is that the modifications were responsive to changes in
market conditions. Total taxes were raised or lowered depending on market circumstances. In
short, the industry appears to view a flexible structure adapting to changing conditions as a

stable structure.

Net-based tax systems offer much more flexibility and resilience than gross-based
systems. Net-based systems also need less tinkering as many aspects of those systems are
self-correcting. However, good fiscal design without complementary institutional structures may
still not achieve the desired goals. The ultimate system chosen by any government is generally
within the administrative and audit capacity of its relevant institutions. So long as it gets access
to the right data and is ably administered and audited, a sophisticated net-based system will be
a more effective capturer of Economic Rents over the long run and should ensure that the
jurisdiction remains competitive for petroleum investment dollars.

In summary, net today is best practice; some countries are switching back to gross but
they are not systems to benchmark (Venezuela, Bolivia, etc.). If a regime is sophisticated
enough to have a net based corporate tax system (and almost all countries have one) then it is
sophisticated enough to administer a net based petroleum tax. Access to the right type of data

on a timely basis is key.
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What Is expectation as to the time to recover

Initial iInvestment?

e Simple answer - As soon as
possible!

e Rule of thumb - from date
of first production plus:
> Qil - 3to 6 years

> (Gas - Sto 9years
(combination of higher costs
and lower BOE)

Saffney Cline & Associates
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Other Countries - PSC

e Production Sharing Contracts

> Recovery of costs is commonly known as “Cost Oil”
> Range of annual cost recovery varies
e Some put no cap on cost recovery
e Others may cap cost recovery at say, 40% of revenue

> To compensate for particular situations the recovery may
be ‘tweaked’

e Uplift
e Share of First Tranche Petroleum (aka Royalty)

e The “tweaks” are to provide some compensation for the
time value ‘loss’ of longer recovery times

jaffney. Cline & Associates
October 2007
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Other Countries - Tax & Royalty

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

e An additional deductions equal to a percentage of
qualifying investment

Gaffney Cline & Associates
Oct4fe2007



Another key impact

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

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

e Immediately write off against other income streams
e Progressive systems provide possible increased benefit
> Ring Fenced say by individual field or reservoir

e Usually have to wait until a discovery is tured into a
development and revenue starts before the oill company
can begin to recover their costs

jaffney Cline & Associates
October 2007



Attractiveness of
Exploration Credits



Alaska Exploration Investment Credits

e One of the 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
> Usually there is a high barrier to entry

Gaffney, Cline & Associates
October 2007
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Alaska iIs offering...

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% of qualifying expenditures

> Deduct money spent against current state and/or federal
Income tax liability

e If no current PPT/ACES income can request and receive
loss carry forward credits

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

e Contractor share - 21 to 36%
e State/Federal share - 64 to 79%0

Gaffney Cline & Associates
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Example of timing of take

e Assumptions
> |nvestment of 20
=10 years of flat cash flow =100
e 10 per year
e QOverall State gets 68, Oil Co gets 32

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

Saffney. Cline & Associates
Oc 2007



Case 1-IRR 10%

e |OC NPV10 =0 State NPV5 =52
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Case 2- IRR 14%

e |IOC NPV10 =2.2 State NPV5 =50.7
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Case 3- IRR 19%
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e |IOC NPV10 =4 State NPV5 =49.5

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

0%

Gaffney, Cline &*Assi
October 2007



1 1175 WUUIINjpjpil

Case 4 - IRR 26%

—U jmggg K<»1 k-of e — — sssbibb

e |IOC NPV10 =57 State NPV5 =49.3
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Alaska’s Equitable Share

Some Further Thoughts
30 October 2007
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Topics

 What is the risk of raising state revenue share on
the existing producing reservoirs?
> Look at AOGA, BP and other industry data

 What are the goals or drivers for Alaska’s
Petroleum Fiscal System?

> List what we have discerned since arriving in Juneau
* Froma:..... foot viewpoint, what fiscal system

structure accomplishes the above goals with a
minimal need for intervention?

Gaffney Cline & Associates
30 October 2007



The Tipping Point



W here iIs the tipping point?

o Quite legitimately several legislators have asked
their advisors and the companies how far is just
right and how far is too far?
> The companies have complex decision making processes

with many external factors at play and can’t articulate
what impact a change in Alaska taxes will have

 Rock (Prospectivity) trumps Scissors (Fiscal) - Chevron
Scissors (Fiscal) cut Paper (Profit)
Paper (Buy Reserves) covers Rock (Develop Reserves)

. Consultants acknowledge that taxes are but one of many
factors that control decision making, and cannot say with
certainty what tax rate is just right

\ Gaffney Cline & Associates
30 October 2007



Testing the Tipping Point

* We can read lines, and between the lines, of
Industry testimony to construct a picture of the
Alaskan investment climate

> AOGA letter which reflects “the full consensus of the
members of the AOGA Tax Committee, with no dissent”

> BP’s very detailed presentation on Prudhoe Bay area
. Conoco’s useful insight on project economics

> And other information supplied by Anadarko, Chevron,
Exxon and Pioneer.

* Detalls presented were then double checked against
annual reports, SEC filings, analyst presentations
and other company press releases where available

Gaffney. Cline & Associates
30 October 2007



Overall Observations

 We agree with industry that there is significant
upside in reducing the decline from existing
producing assets

 The economics of reinvestment in producing assets
on the North Slope are extremely profitable

> Evaluated with actual costs, production and prices as
reported by BP

> Profitable even when tested against various stress points

Gaffney Cline & Associates
30 October 2007



AOGA Testimony to the House

In discussing the merits of HB 2001 versus PPT and the Administration’s concerns, we
must always keep in mind the real-world situation that Alaska faces. The greatest challenge that
confronts this generation of Alaskans and the next is the ongoing decline ofoil production,
which has been, is today, and promises to remain the cornerstone of the finances of state

government.

* The fiscal system chosen must recognize the
current and near-term importance of improving
production from existing assets.

Gaffney Cline & Associates
30 October 2007



AOGA Testimony - Recent Success

This gets us to investment in currently producing fields. Fortunately, there are invest—
ments that can be made, and are being made, in these fields to slow their decline. In the short
term, tins is in-fill drilling — thatis, drilling new wells into the portions of areservoir that are
between the wells that have already been drilled. This accelerates the drainage of oil from the
rock that currently lies in between existing wells. In-fill drilling last year contributed some
70.000 bands a day to production from the Prudhoe Bay field. To put this into perspective, a
70.000 barrel per day field would be the 4thlargest stand-alone field on the North Slope today.

 AOGA noted that North Slope field life could be
extended up to another .s years with continued
Investment

e The oil companies achieved -, ... bpd of
additional production from the ... drilling
program in Prudhoe Bay.



BP’s infill drilling program 0dd-
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Costlier Development

e Itis getting more expensive to develop a barrel of
reserves (BP Infill program)

2002 2003 2004 2005 2006

Capex 255 220 275 240 245
MMbls 120 90 80 60 50
$/bbl 2.13 2.44 3.44 4.00 4.90

e Contrast the above per barrel F&D costs with:
> $2 or less CAPEX for Prudhoe and Kuparuk to date
e $19bn to produce 9.5 bn bbls

> The P/K upside at $3.5(15%), $7.7 (6%), $12 (3%)

> Pioneer’s view of average F&D for Lower-48 of $14

30 October 2007



1DIIWIUP

5 Year Prudhoe Drilling Program

Drilling capex - ... %for added facilities/injection

CAPEX for Drill CAPEX for Drilling Program
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BP - Prudhoe Bay

Incremental Production
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BP Prudhoe Bay

Oil Company After Tax IRR
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BP Prudhoe Bay

Gaffney Cline & Associates

Oil Company NPV
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 Remains profitable at:
> 300% capex
> 200% opex
> 25% discount rate
., $50 ANS
> High progressivity

Gaffney Cline & Associates
30 October 2007



Overly Stressed Case

CAPEX for Drilling Program Incremental Production
300
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Oil Company NPV Oil Company After Tax IRR
100%
$3,500 90%
80%
$2,500 E 70%
| 60%
$1,500 J - 50%
> 40%
$500 2 30% ..
h l
2004 2005 2006 2007 2008 2009 2010 201(5500) 4nol.
(31.500) 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
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Model

Gaffney Cline & Associate's
30 October 2007



North Slope Potential

4 I-

. m | H Abp
Production Drives Revenue
0 .o .
Decline Rate 15% 6 % 3%
Produced Barrels 1.3 bn 3.9 bn 7.5 bn
Industry Investment $5 bn $25 bn $70 bn

Status quo

Built a generic model based on the above barrels
and investments

> Used indicated decline rates
> 250,000 bpd abandonment rate

Gaffney Cline & Associates
30 October 2007



Under PPT

lbp
Production Drives Revenue

0
Decline Rate 15 % 3
Produced Barrels 1.3 bn 7.5 bn
Industry Investment $5 bn $70 bn
 NPV10 =%$Bn *$15-$20 e« $30-$40 = $35-%$45
= NPVO =$%$Bn = $22-$27 e $55-$75 < $90-$125
« NPVO =3%$/bbl  $15-320 - $14-3$19 < $12-$17

~$80/bbl WT1, $70/bbl NS

30 October 2007



North Slope Abandonment

Impact OF Abandonment Rate On North Slope Recovery
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 Oil Company must show “reasonable certainty” about future
spending to be able to book reserves

. There Is pressure in the market place to declare ‘proved
reserves’ as soon as feasible -- important to shareholder and
analyst growth expectations

> |f the production volumes associated with the 6% and 3%
decline scenarios have already been booked as proved
reserves, then to not undertake the continuing investments
would require a significant write down of reserves

 Drilling program is so profitable that under even the most
extreme net tax structure, oil companies would want to
continue their reinvestment program.

Gaffney Cline & Associates
30 October 2007



Goals

Gaffney Cline & Associates



* Based on hearings, discussions and other dialog we see the
following as the goals you are trying to achieve in this special
session:

> Fields with larger profitability should be paying more taxes
> Encourage investment in existing units
* Reinvestment in producing assets

* Investment in new developments
Conventional
Unconventional (1.e. heavy ail)

> Encourage new investment outside legacy units

» Level playing field for incumbents and new entrants
> Durability

 Don’t want to be back “fixing’ things
> Build on prior tax dialogue

Gaffney Cline & Associates
30 October 2007



Encourage New Investment

e Fiscal system should encourage investment in new
fields

> |nvestment credits

> Net Operating Loss credits
* Aid to new entrants with no existing tax base

> Lower tax rate for fields with higher cost structure
 More distant from infrastructure
e« Heavy QOll
« Gas

* Is base rate low enough?

> Additional barrels down TAPS extends production from
existing reservoirs

Gaffney Cline & Associates
30 October 2007



e The Take

> Fair share of the high margins currently being realized
> Progressive structure to adapt to changes in:

* Price

* Production

 Cost

e The Give Back

> Encouragement to reinvest profits for more development
Inside legacy units

*G-affney Cline & Associates
30 October 2007



Key Point Easily Misunderstood

Price . Margin

Gaffney. Cline & Associates
30 October 2007



Price versus Margin

10
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&

Time - Natural Decline
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3 8 3

Oil vs Gas

Gaffney Cline & Associates
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Margin versus Price

o>z

Z

60 /0 80 100
Price - WTI

Gaffney Cline & Associates
30 October 2007



Maximum Rate

Existing

New Investment
High Cost Fields
Gas

Base
Rate

Margin

Gaffney. Cline & Associates
30 October 2007



The Net Tax Story



e Tax on net profits

o Contains progressivity feature that increases tax
rate with increasing profitability per barrel

* Ringfenced so that profit per barrel reflects a
company’s entire portfolio

Gaffney. Cline & Associates
30 October 2007



The Information Used

Gaffney Cline & Associates
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Based On $52/Bbl Profit...

Tax Rate Structure
(Incorporating Progressivity)

6><F./5N6

Profit Mergn (8d)

Gaffney Cline & Associates
30 October 2007



Progressivity

o “Net” taxes all fields at a single rate

> No, it taxes different fields or reservoirs based on their
iIndividual profitability

Gaffney Cline & Associates
30 October 2007



Understanding The Rate
structure



Start With A Portfolio Of One Investment

Initial Portfolio

250,000 PPT Rate on this would be
28.4%

200,000

wl

(@)

0, 150,000

C

&

0

3

1 100,000

ol
50,000

Existing Reservoirs

Gaffney Cline & Associates
30 October 2007



Now, Add Another Field

Expanded Portfolio

250,000 66 PPT Rate on these fields
Combined would be
65 28.290
200,000
64 Average Net Margin Is
S z $4.20
8§ 150,000 63 QZJ
C =
(0] >
62 E’
(ZI:.L 100,000 g
6l
50,000
60
59

Gaffney' Cline & Associates 30 October 2007



So, Does That Mean ITAm Paying

28.2% On Each Field 2

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

A0%
3%
Wb 284% 27 5% 28.2%
25%
20%
15%
10%
5%
0%
Existing Blended
Reservoirs
NoO...

Look at this in the way that companies look at it when they
make investment decisions

Gaffney Cline & Associates
30 October 2007



So, Does That Mean ITAm Paying

28.2% On Each Field 2

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

If I had just Existing Reservoirs, and
did not develop anything new, |
would pay tax on my profits at 28.4%

Gaffney. Cline & Associates
30 October 2007



So, Does That Mean ITAm Paying

28.2% On Each Field ?

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Blended
Reservoirs

If I had just Field X, Iwould pay tax
on my profits at 27.5% -
its margin is slightly lower

Gaffney Cline & Associates
30 October 2007
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So, Does That Mean IAm Paying

28.2%

On Each Field ?

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

27.5%

Existing
Reservoirs

Both fields together, the rate is

28.2%

However, this is not all.

-~ if....



So, Does That Mean ITAm Paying

28.2% On Each Field ?

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

28.2%

Existing Blended
Reservoirs

The mathematics of this reduction means that actually while
Existing Reservoirs continue to pay tax at a rate of 28.4%q
The effective rate on Field X is actually 27.4% ....

... less than it would be if it were developed stand-alone

Gaffney. Cline & Associates
30 October 2007



This Impact Can Be Seen In A

Broader Portfolio

Portfolio Production Rate and Net Margin

250,000 70
60
200,000
50
©
40 "
cd
| 100,000 61 30 &
o ’ 50 5
o 37 20 ~
50,000
I L ‘ 10
| |1 |
Z

Existing Reservoirs X Y

In this example we have four fields ...
.. One producing 200,000 bopd and
three others each producing 50,000 bopd but of decreasing profitability

Gaffney. Cline & Associates
30 October 2007



The Impact On The Lower Margin

Fields Is More Noticeable

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

40%
35%
30%
25%
20%
15%
10%

5%

0%
Existing X Y VA Avg Blended
Reservoirs

The progressivity can be seen through the lower effective tax
rate on lower margin fields



The Impact On The Lower Margin

Fields Is More Noticeable

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Exist.ng Blended
Rese* voirs

The effective rate on some lower-margin fields may even be
lower than the basic rate (22.5% in PPT)

This is manifested in the blended rate being lower than the
weighted average rate

Gaffney. Cline & Associates
30 October 2007



The Impact Of Capital
Investment



Cash Flow, Not Profit

PPT taxes aS! fields at a single rate

- No. II taxes different fields or reservoirs based on their
individual profitability

* |Is based on profit per barrel

> Not exactly, it is based on net cash flow per barrel after
capital investment (for future production)

Gaffney. Cline & Associates
30 October 2007



RememDber These Slides ?
Portfolio Profitalility
The portfolio on the previous

slides had a blended rate of
ANS West Coast $80/Bbl 26.994 not 25.5%0 ....

Tax Rate Structure
(Incorporating Progressivity)

$/881

Profit Margin (%Bbl)

7
Gaffney. Cline & Associates .
30 October 2007



Assume that 26.9% is the rate that will
be payable before further capital

iInvestment decisions are made

in this example $800 million

Gaffney Cline & Associates



Capital Spending Has An Impact On

Rate, Too

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

45%
40%

35%

28.4% 27.5% 27.3% 26.9%
25.0%

30%
250 22.5%
20%
15%
10%

5%

0%
Existing X Y z Avg Blended
Reservoirs

This reduces the rate payable to 25.5%
How ?

Gaffney. Cline & Associates 30 October 2007



$800 mMmillion amounts to $6.26 Per

Barrel Based On This Portfolio

Portfolio Production Rate and Net Margin

250.000

200.000

| 100,000
£

50,000

Existing Reservoirs



The $6.26 Per Barrel Capital Increases
“Costs” And Lowers The Tax Rate

n — 1IN A ! —

Portfolio Profitability
Pre-Capex Margin

Lifting
18
Tax Rate Tax Rate
26.9% 25.5%

Gaffney Cline & Associates
30 October 2007



There Is Another Way To Look At

This, Though

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

Existing X Y z Avg Blended Capex Post
Reservoirs Capex

It is the same as still paying the blended rate of 26.9%%60n the portfolio production
(or having an effective rate of 284%00n Existing Reservoirs .. down to 189%0n FHeld 2)
and Alaska paying™ 38.6%60f that $800 million capital

This 38.6%0is higher than the Blended tax rate ... and is a function of the capex per
barrel and the overall portfolio cost and margin structure

*from PPT only - does not include State and Federal tax effects

Gaffney. Cline & Associates
30 October 2007



Look At The Tax System Through The /j

Amount Of Tax Payable

Tax Allocable By Field Within Portfolio

2,500
2,000
1,50i

1,00)

As individual fit. Ids, this portfolio would pay just over 2,03 million in PPT

i *from PPT only - does not include State and Federal tax effects

H Gaffney Cline & Associates
30 October 2007



Portfolio Effects Lower Total Tax

Tax Allocable By Field Within Portfolio
2,500
2,000
1,500
1,000

500

Individual Field Blended

Putting all fields in one portfolio (conpany) lowers this to $2Bn ...
... asaving of $3 million

Gaffney Cline & Associates
30 October 2007



The Big Winner Though Is Capex
Tax Allocable By Field Within Portfolio

2,500
2,000
1,500
1,000

500

Inthis exanple the State pays $309 million (386%9 of the capital
(the percentage Will vary based on overall portfolio net margin per barrel)
The $309 million can be allocated as $215 million from reducing taxable income at
26.%0and $4 million from lowering the rate from 26.9%6to 25.5%6

Gaffney Cline & Associates
30 October 2007



But Weu ! That Is Not All

Tax Allocable By Field Within Portfolio
2,500
2,000
1,500

1,000 2,000

1,692
1,532

500

Individual Field Blended Investment

Investment Credits Take a further $160 million (20%60of $300 million)
from the tax payable

Gaffney Cline & Associates 30 October 2007



After Investment Credits

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

45%
38.6%
40%

35%

0 0 0 0
28.4% 27.5% 25 00t 27.3% 26.9% 25 50,
0%

22.5%

30%
23.0%
25%
20%
15%
10%

5%

0%
Existing X Y Z Avg Blended Capex Post Post Tax
Reservoirs Capex Cr

. the effective tax rate is lonered further to 2346



PPT Is Really A Tax On Net Cash

Flow Per Barrel

... or, atax on net revenues that are not reinvested ...

90
80
70

60

Operating Margin

Per Barrel o 2°
& Net Cash Flow
~ 40
Per Barrel
8 30 (after

20 reinvestment)

10 %2

0

Tax Rate
25.5%0

Gaffney; time & Associates

30 October 2007



House O1l & Gas Committee

Gross Progressivity Amendment



Progressivity

. PPT

. Tax rate increases 0.25% for every dollar that net cash
flow per barrel exceeds $40

e House O&G Amendment
> Maintains the PPT basic rate of 22.5%

> Adds a tax of 0.225% for every dollar that the gross value
at the point of production exceeds $50

. Applied to the gross value at the point of production

Gaffney Cline & Associates
30 October 2007



Tax Rate By Field Within A Company - As Affected By Portfolio Blending

26.9%

Existing X Y z Avg Blended
Reservoirs

The progressivity can be seen through the lower effective tax

rate on lower margin fields



House Oil & Gas Progressivity

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Blended

Reservoirs

The bulk of the increased burden in this case is being borne by

the lower margin fields

Gaffney Cline & Associates 30 October 2007



PPT Progressivity

Tax Allocable By Field Within Portfolio

2,500
2,000 TR
215
160
1,500
1000 2000
1,692 1532
309
500
Individual Field Blended Investment After Ccpex nfter Tax Credit

Under PPT progressivity this portfolio would pay $1,532 million
at $80 ANS W est C oast....

$2 Bn before the capital investment

Gaffney Cline & Associates 30 October 2007



House Oil & Gas Progressivity

Tax Allocable By Field Within Portfolio

2,500
2,000
1,500

1,000

500

Individual Field Blended Investment After Capex After Tax Credit

Under House O&G progressivity this portfolio would pay $1,727 miillion
-only $67 million before the capital investm ent

The net cost of the investment rises from $331 million to $460 million*

* Rofnrp statP and Federal tax impacts

[ Gaffney Cline & Associates--—--—- — N - y 30 October 2007



#l

Conclusions

A nettax on the margin is a tax on the retained cash

flow and notjust atax on simple profitability

Corporate ring fence for production tax allows the
effective rate to vary between more, and less,
profitable fields

More aggressive net progressivity provides a
greater differentiation on the effective rate than
simple gross progressivity

> |ess/lower taxes at low margins

> More/higher taxes at high margins

Gaffney Cline & Associates
30 October 2007



So Hj

Progressivity S5 ojdegng

e Progressivity, based on “net”, as manifested in the

PPT/ACES structure IS more responsive to
individual field profitability than that in a “gross”

structure

* Greater progressivity (raising the maximum rate and
|l or slope) can achieve even greater differentiation

> More tax on legacy investments benefits from current
higher prices - that will drop back if prices drop back

> Lower tax rates on higher cost / lower margin new
Investments

Gaffney Cline & Associates
30 October 2007



Aggressive Progressivity

Maximum R ate

E xisting

Tax
Rate

New Investm ent
High Cost Fields
G as

B ase

R ate

Margin

Gaffney. Cline & Associates

30 October 2007
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M EM ORANUD UM

RE:  Oil and Gas Reporting and Disclosure in Selected Countries

As part of the review of its oil and gas fiscal system, the State of Alaska is exploring
ways to improve the administration of its 'net’ based taxes. Many believe the State is at a
disadvantage to the oil companies in auditing their compliance as little data are routinely
provided to the State. As such, Gaffney, Cline and Associates (GCA) has been asked to
prepare a brief overview of how the acquisition, distribution and publication of oil company data
are handled in other oil and gas producing regimes.

SUMMARY

Provision by oil companies to host governments of detailed information pertaining to
petroleum licenses and activities thereunder is routine around the world, usually as a condition
of the license or contract under which the petroleum rights are granted. Certain data, including
costs, may also be required (or covered, as well) by fiscal regulations governing different forms
of taxation beyond general income tax provisions.

The information normally required to be provided encompasses the range from physical
samples to activity plans and operating and financial data. The fcrm of provision may vary, but
formats consistent with electronic data exchange are developed for certain information. Where
provided, data are generally at a well or field level of granularity.

Data provision is governed by various different confidentiality provisions, although
sharing between different state/govemment entities appears more the standard than the
exception. Basic geologic data are held confidential for periods of 2-5 years; although in some
circumstances this may be as long as 10 years.

Data on fields under development and producing fields tend to either be released
straight away, or are only released in aggregate form. For the most part, detailed data are only
released on historical field or well production. Historical capital and operating cost data tend to
be aggregated by country for disclosure, on an annual historical basis.

Limited amounts of data are also provided on a forecast basis. This is mixed between
aggregated data and field-level data. Most of the field data so offered is reserves, but Denmark
actually reports capital expenditure forecasts by field. No published forecast operating cost data

has been identified.

Field data are typically submitted pursuant to two time-based criteria: at the time field
exploration, appraisal or development plans are submitted, or a major revision to those plans is

UNITED KiNGDOM UNITED STATES SINGAPORE AUSTRALIA ARGENTINA MOSCOwW
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incorporated, and on an annual basis for tracking and monitoring. Typically both situations will
include production, capital and operating costs.

In its overview of reporting, GCA focused its efforts on reviewing practice in the
petroleum producing countries of the North Sea, Canada, and Timor-Leste (where GCA recently
assisted in the drafting of the Petroleum Act, the Petroleum Fiscal Act and associated
regulations, drawing on “best practice” from around the world), although selected other
examples are also included.

Considerable additional detail is available from websites and publications that go beyond
the overview here, and should be studied further before detailed laws and regulations are

drafted in Alaska.
DISCUSSION

Ownership of Data

Bar very minor exceptions, it is only in the United States that private entities own mineral

rights. In Alaska, the state owns the rights to minerals making it similar to all other international

locations.

States then lease or grant those rights to petroleum companies for a period of time either
via a license, concession, service agreement or production sharing agreement. In exchange for
receiving the rights to exploit (the state’s) hydrocarbon resources, the oil companies are
routinely obligated to provide the state with most, if not all, of the data related to their petroleum
operations. The legislation, regulations and contracts in most countries specify quite clearly that

the state owns all data obtained or produced as part of petroleum operations.

Timor-Leste shall have title to all data and information, whether raw, derived, processed,
interpreted or analysed, obtained pursuant to any Authorisation.

Some countries even go so far as to require that physical data, such as reservoir cores,

are kept in-country at a state controlled facility.

Data and information acquired during the course of Petroleum Operations may befreely
exported by Authorised Persons provided that the Ministry may require that an original,
or in the case of a core, rock, fluid or other physical sample, a usable portion of the
original, of all data and information, both physical and electronic, be kept in Timor-

Leste.

Submission of Data

A variety of regulations usually stipulate the manner in which data are to be transmitted
to the state. Physical data, such as cores or fluid samples, are packaged and labeled for long
term storage. These are shipped to a facility designated by the state.

Other data, such as seismic, logs, production and costs, are supplied in two forms. First,
the data are generally presented in the form of a routine report required by regulation. Reports
are generally submitted in a non-editable format to ensure their integrity. Second, all data are
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supplied in their 'raw' format, usually electronically, in a fully usable and editable format.
Regulations sometimes prescribe how this is to be done.

Material and information which the licensee, operator, contractor efc. possesses or
prepares in connection with planning and implementation of petroleum activities
pursuant to this Act shall be available in Norway and may be required to be submitted
free ofcharge to the Ministry or to anyone designated by the Ministry. Such material and
information shall be submitted in aformat decided by the Ministry to the extent this is
deemed reasonable. In this connection, the Ministry may also require analyses and
studies to be carried out.

Types of Data

As noted earlier, most states maintain ownership to all data acquired in the course of
petroleum operations. This data is then suppled to the state. The amount of data coming in is

not inconsequential and can add up fast.

Appendix | is a list of the types of data typically supplied to the state. Itis by no means
exhaustive or complete but is meant to be a representation of what is available.

Once obtained, information may be designated as confidential or commercially sensitive.
Depending on the nature of the data, it may be kept confidential for a period of time, usually 5 to

10 years.

Data Acquisition

Data Type Concessionaire

Entity
Seismic data 10 years 5years
Magneto metric / Gravimetric data 10 years 5years
Geochemical data 10 years 5 years
Well data 2 years 2 years

Example shown isfrom Brazil

Publication and Public Access

There is some variance in what a state chooses or is allowed to publish. The World
Bank-led initiative on transparency (the Extractive Industries Transparency Initiative) has many
countries rethinking their approach, but for the most part, countries still tend to keep most data
confidential or aggregated at a level so as to prevent any identification of individual pieces.

There are a couple of exceptions. Timor-Leste recently passed legislation that is
probably the most transparent of any government. By law the energy ministry in Timor-Leste is
obligated to publish or make available to the public:

(i)  copies ofall Authorisations and amendments thereto,whether or not terminated,;

(i) copies ofall unitisation agreements;

(i)  summaries of Authorisations (and amendments thereto, whether or not
terminated) and unitisation agreements;

(iv)  approved Development Plans;
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(v)  all assignments and other dealings consented to in respect of Authorisations,
subject to commercial confidence as to the commercial terms;

(vi)  all exemptions grantedfrom, or agreeing to a variation or suspension of, the
conditions ofan Authorization;

(vii)  all such reportsfrom companies acting in compliance with requirements under
the Act and Authorisations in such manner and detail as required by their
Authorisation and as provided by regulation; and

(viii) all such reports by Authorised Persons on payments relating to Petroleum
Operations made to the Government of Timor-Leste as are required by law.

The last item makes public all data (i.e. production rates, capital and operating costs)
related to the calculation of royalty, production share and profit oil.

Brazil, in an indirect manner, provides the means by which a knowledgeable person can
ascertain the operating costs per company per field.

The Brazilian petroleum regulatory agency displays regularly in its web site price,
production, royalties and windfall profit tax on afield-by-field basis. Based on this it is
possible to assess, indirectly, the production cost ofa givenfield. Once the windfall profit
tax is known it is possible to calculate the taxable basis. By deducting the taxable basis
from gross revenue minus royalties, the balance is total costs (capital plus operating).

North Sea Countries’ Reporting

All four of the key North Sea jurisdictions (United Kingdom (UK), Norway, Denmark and
Netherlands) have regulations and practices requiring companies to disclose information on a
detailed basis. This information includes well and seismic data, plus detailed development
plans / updates including production, capital and operating cost forecasts and annual updates /

forecasts of the same information.

While the information is supplied by the companies on a detailed, field-by-field (or where
required, well-by-well) basis, public reporting is much less detailed. Typically data will be
aggregated on a country-wide basis, although in some cases life-of-field numbers (reserves,
costs) may be reported. The main exception to this is historical production data, which is

generally available on a detailed basis.

Costs reported for regulatory purposes are typically at a field level, and exclude
overheads and other non-field allocated costs. Such costs would typically be incorporated in tax

filings, and be governed by taxpayer confidentiality.

While not official government data, all North Sea countries have had available very good
subscription-service data on a field-by-field basis. The services typically include full annual
historic and forecast production, capital and operating cost data, and field economics. While the
data sources incorporate all official public releases (from the state to official company
publications), they also benefit from “guidance” from the companies themselves. In the latter
cases, while not wanting to warrant data or even acknowledge its release, the companies find it
useful to see that it is reasonable as they themselves are consumers of the data sets on fields in

which they do not have an interest.
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The impact of these services is such lhat they are relied on heavily by investors and
planners alike. While no substitute for official data, they have proven to be a significant driver of
activity whereby new players can gain a good understanding of participants, the nature of oil
and gas fields, and costs prior to entering an area.

Availability of such reporting has now spread to several countries in the world, although
the accuracy of data may be variable from country to country, and subject to local

considerations regarding allowing data release.

UK

The UK has significant regulations covering requirements for the provision of data. This
is captured at a field level, both at the time of a Field Development Plan submission (and major
revision), plus on an annual or semi-annual survey basis. While collected by the Department of
Trade and Industry (DTI), and shared amongst Crown (Government) bodies, disclosure is more

limited.

Detailed information is made publicly available on well / field production data. However,
both cost (capital and operating) and fiscal (tax and royalty receipts) are disclosed only on an
aggregate basis. There are some exceptions where detailed data is provided to persons or
commercial organizations undertaking studies for Government bodies; however these are
provided under conditions of confidentiality and the underlying detail is not disclosed in the final

report,

Supplementary detail provided in Appendix Il shows the regulations and format of
information provision, and examples of disclosure (with the actual numbers generally being

available in tabular format as well).

Denmark

Denmark receives detailed field-by-field production and cost data on an annual basis,
although it has not standardized reporting by operator, reflecting principally that it only has five
operators in the country.

Public disclosure and reporting provides a mix of detail Country summaries of historic and
forecast data are provided, but so is investment detail on a field by field basis, (See Appendix

).
In addition, though, field by field summaries are provided which provide a good
background on historic, though limited future data.

Operating costs, on the other hand, are only reported on an aggregate basis.

Norway

Norway requires operators to provide detailed field production, capital and operating cost
forecasts as part of a development plan, and on an annual basis. Operators are required to
submit detailed production and cost forecasts each year in spreadsheet form to the Norwegian
Petroleum Directorate (NPD) (See Appendix IV).
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Each year the NPD will produce a long report on operations on the Norwegian
Continental Shelf, with a lot of production and cost data provided in aggregate form. In addition,
however, field summaries are also provided showing reserves and capital (expected total and
remaining) for both producing fields and fields in development. No annual-time series is
available, although analysis of several years' reports will allow a historic time-series to be

developed on a field-by-field basis.

Operating cost data is available only on a consolidated basis, as are statistics on
government revenues from royalties and taxes.

Netherlands

The Netherlands publishes similar information to the other North Sea countries with

regard to production data, although it tends to aggregate it on a license basis, thereby covering
possibly several fields rather than a single field. Resource estimates are published with an

onshore/offshore split, but not at a field or license detail level.

Historical fiscal revenues are detailed, but no cost information is readily discemable.

Such information is provided to EBN, a state-owned oil and gas company that is a
partner in all oil ad gas licenses. However, detailed information of all types is considered

commercially confidential and not disclosed publicly.

Canada (Nova Scotia and Newfoundland-Labrador)

Canada divides jurisdiction for oil and gas between the Provinces and Federal
government. The Western Provinces of Alberta, British Colombia and Saskatchewan each
administer their own regimes, while Frontier Lands and the Maritimes operate jointly with the

Federal government.

Nova Scotia and Newfoundland-Labrador have similar, though separate, regimes with
many common provisions, operating under join boards (Canada-Nova Scotia Offshore
Petroleum Board, and Canada Newfoundland-Labrador Offshore Petroleum Board).

The Provinces have strict hard-copy and electronic formatting requirements for all
technical data submissions. Detailed by field production reports are filed (and disclosed on a
monthly basis) in addition to a weekly progress report of all activities in licensed areas.

The Provinces’ Petroleum Boards are required to conduct a Public Review of the
Development unless the Board determines a review is not necessary in the public interest. The
guidelines for the contents of the Development Plan are relatively comprehensive.

An example of the information disclosure from the proposed development plan for Nova
Scotia's Deep Panuke field that is currently under consideration, and providing production
forecasts and indicative costs, is shown in Appendix V. Similar disclosure was made previously

for the Sable Island Gas Project.

An example of the data disclosure requirements in Newfoundland-Labrador is given in

Appendix VI.
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In addition to the comprehensive submission and disclosure requirements for the
development plan, both Atlantic Canada Provinces mandate public disclosure of all well and
geological data after specified periods between 2 and 5 years depending on the type of

information.

Attachments
Appendices I Types of Data
Il: UK Detail
Il Denmark Detall
IV: Norway Detail
V: Nova Scotia Detail
VI: Newfoundland-Labrador Detall
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TYPES OF DATA

EXPLORATION AND APPRAISAL

Joint Operating Agreements
Work Programs and Budgets
Seismic

Daily Drilling Reports

Logs

Well tests

Geological Models and Maps

DEVELOPMENT

Development Plans with Opex and Capex Projections
Contracts

Construction Progress Reports

Drilling Reports

Reservoir Characterization

RODUCTION

Work Programs and Budgets
Sales, Revenues and Pricing
Transportation Agreements
Sales Contracts

Production

Injection

Opex (as spent and forecast)
Capex (as spent and forecast)
Facility Maps and Studies
Safety and Environmental reports
Training and Development

ABANDONMENT

Apperdicss

Abandonment Plan and Budget
Progress Reports
Environmental Clean-up Assessment
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Gaffney, Cline A Associates

Figure 4. UK North Sea Expenditure 1970-2006
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Figure 6: UKCS Taxes 1991-2008
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Figure 30: UKCS Expenditure Forecast2003-2010
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Example ofspreadsheetform ofdata to be submitted with Field Development Plan or update.
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RCVICW OF GEOLOGY _
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Recove takasEIica_ fromtha cantial ﬁart of tha Dm Raid and from large aactioaa
of the flinla of the field. Particularly tha western flank of tha Dan Pield close to the
Haffoon Held, hat demonutrated good production properties

PRODUCTION STRATEGY o S
Recover)' hem thafield is beaed on tha rimultineous productionof oil andinjection
of water Water injectionwasinitiated in ~ and laterwater inaction wes intro
dveed In large sectionsof tha Reidl. The recovery of oil isoptimized ty flooding the

reservoirwith water to tha extant poseiHa

PRODUCTION KACHITUS .
Tha Dan Field eomprieus mmmellhead platformy a, o, E,F\ Fl and F” a combined

wellhead and pmceeiang platfcmy FF, ¢ ptocaeiing platformwith aflare teurey FC,
two g)étocessmg and accommodation platformy B and FC, and twop flarestocky C

artd

At the Den Field, than ire fagilrtias forrecevinj production fromtha adjacent Kraha

and Regnar utallte fields, aswell asfor receving %a_t produced at tha Hatfdan Field
The Dan inatal bttoni supply the Hatfoan Raid with lajection water

Atter final processing the oil is transported to there viathe rtsir platform, Gorm E

Tha ges is pri-procsastd and transportad to Tyra East for fi ngJ(Frocess n? Treated
procucttonwater from Danand its satell rte fielas is dischargedinto the tea

The Dan Field has accommodatien fad lities for 97 personson the FCplatform. The B
platform has accommodation facilit its for five persons

C1492.00
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Appendix IV:

Norway Detail
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Appendix V:

Nova Scotia Detail

(from Deep Panuke Development Plan)
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Table 6.1 Sales Gas Forecast j

P90 P50 P10 Mean
Year (10* (10 (10 (10*
anJ.il) (MMscfd)  auid/d) (MMscfd) smd/d) (MMscfd) xind/d) (MMscfd)

2110 5.7 0% 57 A1 5.7 2.0% 57 Al
01 85 300 84 300 85 300 85 300
2014 7.0 219 15 300 8.4 300 82 201
2013 45 159 6.4 228 84 300 62 219
_2HLL__ U__ _ufi 12 2o . 222 .—10 122
6J.1 Development Phase Expenditures

Estimates for the development phase include costs incurred by EnCana, as operator of the Project, from
the fourth quarter 2006 to first gas production, scheduled to occur in tlie fourth quarter of 2010.

The costs shown in Table 62 are for the M&NT option, and exclude any costs associated with the
MO PL', which will be included as ojterating costs payable during the production life of the Project

The SOEP Subsea Option would sec a reduction in the cost of the export pipeline during the
Development Phase. However, there would be an increase in operating costs for tariffs charged as a

result of using the SOEP pipetine. At this time, these costs arc not defined.

Table 6.2 Development Phase Expenditures CS Millions

2006
EnCana Project Management & Engineering 115
Subsea 1H
Export Pipeline 200
Drilling and Completions 160
Subtotal: 610
CantuiRvrur, Q0

700

Total Cost to First Gas

Apperdicss
C1492.00
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Newfoundland-Labrador Detail
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3.14 GUIDELINES FOR DEVELOPMENT PLAN (PART Q)

Part Il of the Development Plan should consist of the studies, analyses and
evaluations, or other information and proposals, in support of Part | of the Plan. In
accordance with the Acts, proprietary information provided in Part Il will not be

disclosed without the proponent's consent.

The Acts also require that pctrophysical. fluid, core and well testing data, analyses
and evaluations, be provided to the Board for reasons other than as part of the
Development Plan submission. If the proponent wishes to rely on this material to
support the Development Plan, the material should be referenced explicitly but
need not be resubmitted. The confidentiality status of such information will be

determined in accordance with the relevant provisions of the Acts.

The following are to be provided where applicable and when available:

» geological studies;

» geophysical studies;

m pctrophysical studies;

m reservoir engineering studies, including rock and fluid data and analyses, and
reservoir simulation studies;

« original oil and gas-in-place and recoverable reserves studies;

* production engineering information and studies;

» field hydraulic studies;

* production and transportation systems studies;

environmental studies and analyses;

plans for waste treatment .ind disposal;

development cost data and economic analyses of alternatives;

information related to matters of conservation, safety of operations and

pollution prevention; and,

m any other studies that were used in support of the Development Plar.

Arerics
C1492.00
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Topics

 What is the risk of raising state revenue share on
the existing producing reservoirs?

> Look at AOGA, BP and other industry data

e What are the goals or drivers for Alaska’s
Petroleum Fiscal System?

> List what we have discerned since arriving in Juneau

e From a 50,000 foot viewpoint, what fiscal system
structure accomplishes the above goals with a
minimal need for intervention?

Gaffney, Cline & Associates
31 October 2007
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W here is the tipping point?

e Quite legitimately several legislators have asked
their advisors and the companies how far is just
right and how far is too far?

> The companies have complex decision making processes
with many external factors at play and can’t articulate
what impact a change in Alaska taxes will have
= Rock (Prospectivity) trumps Scissors (Fiscal) - Chevron
o Scissors (Fiscal) cut Paper (Profit)
» Paper (Buy Reserves) covers Rock (Develop Reserves)
> Consultants acknowledge that taxes are but one of many

factors that control decision making, and cannot say with
certainty what tax rate Is just right

_ Gaffney Cline &Associates
31 October 2007



W#M TM

Testing the Tipping Point

e We can read lines, and between the lines, of
industry testimony to construct a picture of the

Alaskan investment climate

> AOGA letter which reflects ‘the full consensus of the
members of the AOGA Tax Committee, with no dissen_t”

> BP’s very detailed presentation on PFUélﬁﬁé/Pééi/ area

> Conoco’s useful insight on project economics

> And other information supplied by Anadarko, Chevron,
Exxon and Pioneer.

Details presented were then double checked against

annual reports, SEC filings, analyst presentations
and othercompany press releases where available

" Gaffney. Cline & Associates
31 O(‘.Ili?ber 2007
elll-»
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Overall Observations

o) .1 (O k , QntfCQ n
"We agree with industry that there is significant 1

upside in reducing the decline from existing
producing assets - - 7.

 bUIgpOG R3A z1e6

e The economics of reinvestment in producing assets
r
on the North Slope are extremely profitable *'

> Evaluated with actual costs, production and prices as
reported by BP

> Profitable even when tested against various stress points

5affney, Cline & Associates
31 October 2007



AOGA Testimony to the House

In discussing the merits ofHB 2001 versus PPT and the Adm nistration’s concerns, we
must always keep in mind the real-world situation that Alaska faces. The greatest cliallenge that
confronts this generation o f Alaskans and the nextis the ongoing decline ofoil production,
which has been, is today, and promises to remain the cornerstone o fthe finances o f state

government.

The fiscal system chosen mustrecognize the |,ga-

current and near-term importgnce of mprovﬂmf)gf”’iC )
V.ang

L
production from existing assets.



AOGA Testimony - Recent Success

T liis gets us to investment in currently producing fields. Fortunately, there are invest-
ments that can be made, and are being made, in these fields to slow their decline. In the short
tenn, tlus is in -fill drilling — thatis, drilling new wells mto the portions o fareservoir that are
between the wells that have already been drilled. This accelerates the drainage ofoil from the
rock that currently lies m between existing wells. In-f&ll drilling lastyear contributed some

70.000 barrels aday to production from the Prudhoe Bay field. To puttins into perspective, a
70.000 barrel per day field would be the 4thlargest stand-alone field on the North Slope today.

e« AOGA noted that North Slope field life could be
extended up to another 25 years with continued
iInvestment

e The oil companies achieved 70,000 bpd of
additional production from the 2006 drilling
program in Prudhoe Bay.

t*

31 October 2007



BP's infill drilling program

50% OfGPB's currant oil

tWInI production Is from drilling and

rig workover activity conducted
Oultui over the pastfour years

Observations?
herat
iy
i
GPB Well Investments 2002-2006
wWe> Jwv jiu: W JHW  JanOf

Base Production plus development and rig workover activit ~jm

23 40 «0 *3
BP House testimony page 12 Barrels (mmboe)



Costlier Development

It iIs getting more expensive to develop a barrel of
reserves (BP Infill program)

2.0 0 2 2.0 0 3 2.0 0 4 2.0 05 2.0 0 6

Capex 2 55 220 2 75 2 40 2 45

0
MMbIS 120 9 0 8 0 6 0 5 0 @
$/be 2 .13 2 .44 3 .44 4 .00 4 .90

e Contrastthe above per barrel F&D costs with:

> . orless CAPEX for Prudhoe and Kuparuk to date
= $. . bnto produce . : bn bbls

> The PIKupsideat$ - (%), $ .+ (%), .. ( %)
> Piloneer’s view of average F&D for Lower... of. ..

jaffney, Cline & Associates
31 October 2007
1 flit, »
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nugGL|A»uci it.uiiuc: fUGCfeq
Ngaipgo tiouj Hon * Pruoi.

S5 Year Prudhoe Drilling Program

Drilling capex - 300% for added facilities/injection

CAPEX for Dnll CAPEX for Drilling Program

1000 1000
900 900
800 800
700 700
600 600
500 500
“m 400 400
300
200
100
0

2002 2003 2004 2005 2006 2002 2003 2004 2005 2006 2007 2008 2009 20°

Gaffney, CIme & Associates
31 October 2007



BP - Prudhoe Bay

Incremental Production

300

N
200

CoO
g 150
50
0

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Revised from House version to fix plotting error

underlying financial data/results are unaffected
Gaffne Ci ne & Associates
310 2007



Oil Company After Tax IRR

90%
80%
70%
60%
50%

of Return

Rate

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 V°

Gaffney. Cline & Associates

%_cﬁlgg r 2007



BP Prudhoe Bay

Oil Company NPV

$3,500
$2,500

$1,500 «g

S
tn

$500

2004 2005 2006 2007 2008 2009 2010 201}$500)

($1,500)

h |«

31 October 2007
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Robustdrilling program @ u
Remains profitable at:
> ;00 % capex
> .00 Y% Oopex
> , 5 % discount rate
> o0 ANS . i roio sou i j00ii 005030 5044
> High progressivity

Gaffney Cline” "Assocates
31 October 2007



300

Incremental Production

& 250

1006
90%
80%

Oil Company After Tax IRR

31 October 2007



Model Demonstration

% QRGqg ingjCOfGqg qGqiiJG L9(G<k?
Hid *iIiAGciUiGLic

HfWIIlLr snqci pviaeg ou gje sipoAG psiLGjs

Simm dno

iugrie+LA jUAseiUJGU i $52 Pu $AOPU
3'8 pu A2 Pu

F&( I ivInj ;g\

«BL] . 4-

pb

#5120 WSETS a'WUdi'Ay
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Saffney. Cline A Associates
31 October 2007
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rr rrs""7k
North Slope Potential
. . | "bp
Production Drives Revenue\ «
Decline Rate 5 % 6% , %
Produced Barrels .5 bn ;5 bn s bn
Industry Investment s+ n I 0 s 1o N

Status quo

Built a generic model based on the above barrels
and investments

> Used indicated decline rates
> ,:9 50, Dpd abandonment rate

[IflH

31 October 2007

Gaffney Cline & Associates
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Under PPT

Production Drives Revenue

Decline Rate
Produced Barrels
Industry Investment

- $80/bbl WTI, $70/bbl NS

jaffney, Cline & Associates

15%
L bn
s bn

$15-$20

$ 22 T$271

$15-$20

6%
, 5 bn

25 bn
Status quo

$30 T %40
$§55 T 8§75

$ 14 -8 19

;s bn
570 bn

$ 35 $ 45
$ 90 $ 125

$12 $ 17

Bpeng 207



North Slope Abandonment

Impact Of Abandonment Rate On North Slope Recovery

Remaining Recovery (Billion Barrels)

200,000 150,000 100,000
Abandonment Rate (Bopd)



Summary

QI Company must show “reasonable certainty” about future
spending to be able to book reserves
> There is pressure inthe market place to declare ‘proved
reserves’ as soon as feasible -- important to shareholder and
analyst gromh expectations
> Ifthe production volumes associated with the : % and : %
decline scenarios have already been booked as proved
reserves, then to not undertake the continuing investments
would require a significant write down of reserves

Drilling program is so profitable that under even the most
extreme net tax structure, oll companies would want to
continue their reinvestment program.

Gaffney. Cline & Associates
31 October 2007
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G oals for Fiscal Design

t7 A 1L </ KA

Based on hearings, discussions and other dialog we (GCA)

see the following as the goals you are trying to achieve in
this special session:

.. Felds with larger profitability should be paying more taxes
, . Encourage investment in existing units
< Reinvestment in producing assets

e |nvestment in new developments

Conventional
Unconventional (i.e. heavy oil)

, . Encourage new investment outside legacy units

= | evel playing field for incumbents and new entrants
‘o DJrablllty -c.auGUTf iu ugm

= Don't want to be back fixing’ things
, . Build on prior tax dialogue

ja'frey, One & Associates
31 O%ober 2007
trv-Jm-y



11*

(3) Encourage New Investment

e Fiscal system should encourage investment in now
fields

> |nvestment credits *

> Net Operating Loss credits
= Ald to new entrants with no existing tax base

> Lower tax rate for fields with higher cost structure
= More distant from infrastructure
« Heavy Ql
= (Gas

e |Is base rate low enough? A

> Additional barrels down TAPS extends production from
existing reservoirs

Gaffney, Cline & Associates
31 October 2007



The Fiscal Design Challenge

M

e The Take
> (. ) Fair share of the high margins currently being realized
> Progressive structure to adapt to changes in:

 Production - ¥ /<
Cost

e The Give Back

> (. ) Encouragement to reinvest profits for more
development inside legacy units

Ga"fney. Cline & Associates
31 October 2007
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hLice - HA |
Price versus Margin

0 $10/bb1 cost $20/bbl cost $50/bbl cost
10 0
20 10
R
30 20
|
- *0 H'51|3%91F|
|
E — $0
Em-40. mMmm
Margin
60 50
70
60
70
Time - Natural Decline

New/D ifferent Development
Oil vs G as

Gaffney Cline & Associates
31 October 2007



Margin versus Price

Legacy New

Price - WTI

Gaffney Cline & Associates
31 October 2007



Pulled Into a single mechanism

Maximum Rate

New Investment
High Cost Fields
Gas

Base
Rate

Margin

Gaffney. Cline & Associates
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m **'  k mw'ip = I i]> [P mil mu Ifi npn I~ 1"'FP

PPT As Often Described

e Tax on net profits

e Contains progressivity feature that increases tax
rate with increasing profitability per barrel

Ringfenced so that profit per barrel reflects a
company’s entire portfolio

Gaffney. Cline & Associates
31 October 2007



The Information

Gaffney Cline & Associates

90
80
70
60

_ 50

30

20

10

Used

Portfolio Profitability

ANS West Coast $80/Bbl

alil

Tranaparuana Quality

18
Costs

Wiluulo M

- pguei
1JC>».G3SG2 {3X

— — A-GTI1-07v,

a |
31 October 2007
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Based On $52/Bbl Profit...

Tax Rate Structure
(Incorporating Progressivity)

Profit Margin ($/Bbl)

9
SO II

affney Clme & Associates
31 October 2007



Pro gress i v ity biouf fljsiLanj ($\bpj)

all fields at a single rate

axes different fields or reservoirs based on their
dual profitability j
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Start With A Portfolio Of One Investment

Initial Portfolio

250,000 PPT Rate %Zal would be
&/0

200,000
200,000

150,000

100,000

Oil Production (BOPD)

50,000

Existing Reservoirs

Gaffney. Cline & Associates
31 October 2007



miu.ai®u ..

1M em
Now, Add An
Expanded Portfolio
250,000 PPT Rate on these fields
Combined would be
28.2%
200,000
Average Net Margin Is
S $64.20
8 150,000
C
0
(@]
3
S 100,000
0.

31 October 2007



So, Does That Mean | A m Paying

28 .2 % 0O n E ach Fileld ?

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

m
27.5% 28.2%
. w
p:
fu
02 ijo \0
rOUJPI/JOCI 'iq
T 1
Existing Blended
Reservoirs
No....
oiCT 1 fr tm :  r N i GHRENEN

Look at this in the way that companies look at it when they
make investment decisions

Gaffney, Cline & Associates

31 Octoher 2007
*N7|w-1at - >
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2 8 .2

D o e s

%

O n

o m.iigfi

That Mean | A m Paying
Each Field ? I°M e

fc!3|g X I MOfilg D3A |3x
Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Blended

If I had just Existing Reservoirs, and
did not develop anything new, 1
would pay tax on my profits at 28.4%

31 October 2007



Existing Blended

Reservoirs

If 1 had just Field X, lwould pay tax
on my profits at 27.5% -
its margin is slightly lower

Gaflrey, ClIme & Associates 31 October 2007



So, Does That Mean | A m Paying

28 .2% O n E ach Field ? 01 .
ccxrrj,

ounufiG so f&y a r rr *f
Tax Rate By Field Within A Company - As Affected By Portfolio Blending
40°/c

Existing
Reservoirs

Both fields together, the rate is

28 .2%

However, this is notall...

barney Chne & Associates

3}’VOW biZOO?



So, Does That Mean | A m Paying

28 .2% O n E ach Field 7 ~ ~ 0,911

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Blended
Reservoirs

The mathematics of this reduction means that actually while
Existing Reservoirs continue to pay tax at a rate of 28.4%,
The effective rate on Field X is actually 27.4% ....

... less than it would be if it were developed stand-alone

Caffney, Cline & Associates
31 October 2007



This Impact Can Be Seen In A

Broader Portfolio

Portfolio Production Rate and Net Margin

o

o

o

=

c

8

©

= 61

£ 50

S 37 20
10

Existing Reservoirs X Y Z

In this example we have four fields ...
.. One producing 200,000 bopd and
three others each producing 50,000 bopd but of decreasing profitability

3rmey Clme & Associates
31 October 2007



The Impact On The Lower Margin £ m

Fields

Is More Noticeable

Tax Rate Bv Field Within A Comnanv - As Affected By Portfolio Blending

Existing X Y Z Avg Blended
Reservoirs

The progressivity can be seen through the lower effective tax
rate on lower margin fields



T

F

he Impact On The Lower Margin

lelds Is M ore Noticeable

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Blended

Reservoirs

The effective rate on some lower-margin fields may even be
lower than the basic rate (22.5% in PPT)

This is manifested in the blended rate being lower than the
weighted average rate

Saffney, Cline & Associates 31 October 2007
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Cash Flow, Not Profit

PPT taxes all fields at a siinaSe rate

s No, It taxes different fields or reservoirs based on their
individual profitability

e |Is based on profit per barrel

> Not exactly, Itis based on net cash flow per barrel after
capital investment (for future production) A

Gaffney, Cline & Associates



Remember These Slides ? jirwy

Portfolio Profitability

The portfolio on the previous
slides had a blended rate of
26.99%0, not 25.5% ....

Tax Rate Structure
(Incorporating Progressivity)

$/BBI

Profit Margin ($/Bbl)

Saffney, Cline & Associates *
31 October 2007



Assume that 26.9% is the rate that will
be payable before further capital

investment decisions are made

...in this example $800 million

~3flney. One & Asso”™a“es



Capital Spending Has An Impact On

Rate, Too .... Vs

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

45%
40%

35%

300 28-4% 27.5% 27.3% 26.9%
25.0%
250 22.5%

20%
15%
10%

5%

0%
Existing X Avg Blended
Reservoirs

This reduces the rate payable to 25.5%
How ?

Gaffney, Cline & Associates
31 October 2007



$800 million amounts to $6.26 Per

Barrel Based On This Portfolio

Portfolio Production Rate and Net Margin

250,000
60
200,000
o)
% 50 %
m
150.000 40 (%
S 5‘
§ 30 <
g 100.000 oD
o o:
8 20 w
50,000
0

Existing Reservoirs

Gaffney, Cline & Associates
31 October 2007



The $6.26 Per Barrel Capital Increases

“Costs” And Lowers The Tax Rate

Portfolio Profitability
Pre-Capex Margin

90
80
70
Lifting
CO Costs
50
ffl
** 40
30

20

10

Tax Rate Tax Rate
26.9%0 25.590

ia <Ve/, Cine & Associates

31 October 2007



There Is Another Way To Look At

This, Though

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

28.4% 27.5% 27.3% 26.9%

o5.0% 25.5%
22.5%
0%
Existing X Y z Avg Blended Capex Post
Reservoirs Capex

It is the same as still paying the blended rate of 26.9% on the portfolio production
(or having an effective rate of 28.4% on Existing Reservoirs ..down to 18.9% on Field 2Z)
and Alaska paying* 38.6% of that $800 million capital

This 38.6% is higher than the Blended tax rate ... and is a function of the capex per
barrel and the overall portfolio cost and margin structure

*from PPT only - does not include State and Federal tax effects
Gaffney, Cline & Associates 31 October 2007



Look At The Tax System Through The

A m ount Of Tax Payable

Tax Allocable By Field Within Portfolio

2,500

2,000

As individual fields, this portfolio would pay just over $2,032 million in PPT

*from PPTonly - does not include State and Federal tax effects
)a“ray, One & Associates
31 October 2007



Portfolio Effects Lower Total Tax

Tax Allocable By Field Within Portfolio

2,500 —

Individual Field Blended

Putting all fields in one portfolio (company) lowers this to $2Bn ...
.asaving of $ 32 million

Gainey Cline & Associates 31 October 2007



The Big Winner Though Is Capex

Tax Allocable By Field Within Portfolio

2,500
2,000 a4
C
1,500 1) d@
1,000 2,000
1,692
|
500 C T E D
i
Individual Field Blended Investment

In this example the State pays $309 million (38.6%) of the capital
(the percentage will vary based on overall portfolio net margin per barrel)
The $309 million can be allocated as $215 million from reducing taxable income at
26.9% and $94 million from lowering the rate from 26.9% to 25.5%

Saffney. CIme & Associates
31 October 2007



But Wait! That Is Not All

Tax Allocable By Field Within Portfolio

2.500

2,000

1.500

1,000

500

Investment Credits Take a further $160 million (20% of $800 million)
from the tax payable



After Investment Credits

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit

45%
40%
35%
30%
25%
20%
15%
10%

5%

0%
Existing X Y z Avg Blended Capex Post PostTax
Reservoirs Capex Cr

... the effective tax rate is lowered further to 23%*

* |In this example

Gaffney, Cline & Associates
31 October 2007



PPT Is Really A Tax On Net Cash

Flo w Per Barrel
.or, ataxon netrevenues that are not reinvested ...

90

80

10
70
) . 60
Operating Margin
Per Barrel m 20
m Net Cash Flow
25 40
$58 Per Barrel
30 (after
0 reinvestment)
0
Tax Rate
25.5%

Ga"fney. C"me & Assoc ales
31 October 2007



H ouse Oil & G as Comm itte e

Gross Progressivity Amendment

" ne & Assce;ufes



Progressivity

« PPT

> Tax rate increases 0.25% for every dollar that net cash
flow per barrel exceeds $40Ml avne7 \

e House O&G Amendment

> Maintains the PPT basic rate of 22.5%

> Adds a tax of 0.225% for every dollar that the gross value
at the point of production exceeds $50j pi K vy

> Applied to the gross value at the point of production



PPT Progressivity

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Avg Blended

Reservoirs

The progressivity can be seen through the lower effective tax
rate on lower margin fields

Gaffney, Cline & Associates
31 October 2007



H ouse Oil & G as Progressivity

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

40%
35%
30%
25%
20%
15%
10%

5%

0%

Reservoirs

The bulk of the increased burden in this case is being borne by
the lower margin fields ...



H ouse Oil & G as Progressivity

Tax Rate By Field Within A Company - As Affected By Portfolio Blending

Existing Avg Blended
Reservoirs

If all of the lower margin results from higher field operating costs
then clear regressivity can be seen as more tax is collected
and lower margin fields are actually taxed at a higher effective rate
than higher margin fields

Gaffney, Cline & Associates
31 October 2007



P

P T Progressivity S

Tax Allocable By Field Within Portfolio

2,500
2,000
1,500

1,000

Individual Field Blended Investment After Capex After Tax Credit

Under PPT progressivity this portfolio would
"[at $80 ANS West Coast....
$2 Bn before the capital investment

inf'ney Cline & Associates
31 October 2007



jrm

House Oil & Gas Progressivity  AVQid.0A* A

Tax Allocable By Field Within Portfolio

2,500
2,000
1,500 ' .
' nn ‘3
£9
1,000
'-—2'&37» 1.72V
500
Individual Field Blended Investment After Capex After Tax Credit

Under House O&G progressivity this portfolio would pay $1,727 million
-only $67 million before the capital investment
The net cost of the investment rises from $331 million to $460 million*

‘ Before State and Federal tax impacts
LVfney. Cline & Associates
31 October 2007



Conclusions

A nettax on the margin is a tax on the retained cash
flow and notjust a tax on simple profitability

e Corporate ring fence for production tax allows the
effective rate to vary between more, and less,
profitable fields

e More aggressive net progressivity provides a
greater differentiation on the effective rate than
simple gross progressivity
> |ess/lower taxes at low margins
> More/higher taxes at high margins

jaffney Cline & Associates

31 October 2007



Conclusions - Progressivity

e Progressivity, based on “net”, as manifested in the
PPT/ACES structure is more responsive to
individual field profitability than that in a “gross”

structure

e Greater progressivity (raising the maximum rate and
/ or slope) can achieve even greater differentiation

> More tax on legacy investments benefits from current
higher prices - that will drop back if prices drop back

> L ower tax rates on higher cost / lower margin new
Investments

Gaffney. Clme & Associates
31 October 2007





