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A s s u m e  t h a t  2 6 . 9 %  i s  t h e  r a t e  t h a t  w i l l  

b e  p a y a b l e  b e f o r e  f u r t h e r  c a p i t a l  

i n v e s t m e n t  d e c i s i o n s  a r e  m a d e  . . .

. . . i n  t h i s  e x a m p l e  $ 8 0 0  m i l l i o n

~3flney. O n e  & Asso^a'es



C a p i t a l  S p e n d i n g  H a s  A n  I m p a c t  O n

R a t e ,  T o o  . . . . Vs

Tax Rate By Field Within A Company - As Affected By Portfolio Blending,
Capex And Tax Credit
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This reduces the rate payable to 25.5%

How ?

Gaffney, Cline & Associates
31 October 2007
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$ 8 0 0  m i l l i o n  a m o u n t s  t o  $ 6 . 2 6  P e r  

B a r r e l  B a s e d  O n  T h i s  P o r t f o l i o
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31 October 2007



T h e  $ 6 .2 6  P e r  B a r r e l  C a p i ta l  I n c r e a s e s  

“ C o s t s ”  A n d  L o w e r s  T h e  T a x  R a te

P r e -C a p e x  M arg in
P o rtfo lio  P ro fitab ility
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ia‘:Ve/, Cine & Associates
31 October 2007



T h e r e  I s  A n o t h e r  W a y  T o  L o o k  A t  

T h i s ,  T h o u g h

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

28.4% 27.5%
25.0%

27.3% 26.9%

22.5%
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25.5%

Existing X Y Z Avg Blended Capex Post
Reservoirs Capex

It is  th e  s a m e  a s  s till p a y in g  th e  b le n d e d  ra te  o f  26 .9%  o n  th e  p o r tfo lio  p ro d u c tio n  

(o r  h a v in g  an  e f fe c t iv e  ra te  o f  28 .4%  o n  E x is t in g  R e s e r v o ir s  .. d o w n  to  1 8 . 9 %  o n  F ie ld  Z )

a n d  A la s k a  p a y in g *  38 .6%  o f  th a t  $800 m illio n  c a p ita l

T h is  38 .6%  is  h ig h e r  th a n  th e  B le n d e d  ta x  ra te  ... a n d  is  a  fu n c t io n  o f  th e  c a p e x  p e r  

barre l a n d  th e  o v e r a l l p o r t fo lio  c o s t  a n d  m a rg in  s tru c tu re

Capex

Gaffney, Cline & Associates

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

31 October 2007



L o o k  A t  T h e  T a x  S y s t e m  T h r o u g h  T h e

A m o u n t  O f  T a x  P a y a b l e  . . .

4 ^ %

Tax  A l locab le  By F ie ld  W ith in Portfolio

2,500

2,000

A s in d iv id u a l  f ie ld s ,  t h i s  p o r t fo l io  w o u ld  p a y  j u s t  o v e r  $ 2 ,0 3 2  m illion  in P P T

) a “ r a y , O n e  & Associates
* fro m  PPT o n ly  -  d o e s  not include State and Federal tax effects

31 October 2007



P o r t f o l i o  E f f e c t s  L o w e r  T o t a l  T a x

Tax  A l locab le  By F ie ld  W ith in Portfolio

2,500 —

Individual Field B lended

P u ttin g  all f ie ld s  in o n e  p o r t fo lio  ( c o m p a n y )  lo w e r s  th is  to  $2Bn  ...

... a  s a v in g  o f  $ 32 m illio n

Gainey Cline & Associates 31 October 2007



T h e  B i g  W i n n e r  T h o u g h  I s  C a p e x

Tax Al locable By Field Within Portfolio
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In th is  e x a m p le  th e  S ta te  p a y s  $309 m illio n  (38.6%) o f  th e  c a p ita l 

(th e  p e r c e n ta g e  w ill v a r y  b a s e d  o n  o ve ra ll p o r tfo lio  n e t m a rg in  p e r  barre l)

T h e  $309 m illio n  c a n  b e  a llo c a te d  a s  $215 m illio n  fro m  re d u c in g  ta x a b le  in c o m e  a t 

26 .9%  a n d  $94 m illio n  fro m  lo w e r in g  th e  ra te  fro m  26 .9%  to  25.5%

Saffney. Clme & Associates
31 October 2007



B u t  W a i t !  T h a t  I s  N o t  A l l  . . . .

Tax  A l locable  By F ie ld  W ith in  Portfolio
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In v e s tm e n t  C r e d its  T a k e  a fu r th e r  $160 m illio n  (20%  o f  $800 m illio n )

fro m  th e  ta x  p a y a b le



A f t e r  I n v e s t m e n t  C r e d i t s  . . .

T a x  R a te  B y  F ie ld  W ith in  A  C o m p a n y  -  A s  A ffe c te d  B y  P o rtfo lio  B le n d in g ,

C a p e x  A n d  T a x  C red it
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. . . t h e  e f f e c t iv e  ta x  r a te  is  lo w e re d  f u r th e r  t o  23%*

Gaffney, Cline & Associates
* In this example

31 October 2007



P P T  I s  R e a l l y  A  T a x  O n  N e t  C a s h

F l o w  P e r  B a r r e l

... or, a tax on net r e v e n u e s  that are not reinvested ...

Operating Margin 
Per Barrel
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(after 
reinvestment)

$52

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



H o u s e  O i l  &  G a s  C o m m i t t e e

G ro s s  P ro g re s s iv ity  A m e n d m e n t

' ne & Assce;ufes



P r o g r e s s i v i t y

• P P T

>  Tax rate increases 0.25% for every dollar that net cash 
flow per barrel exceeds $40Ml a v/nr17 \

• H o u s e  O & G  A m e n d m e n t

> 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 j p i K y
> Applied to the gross value at the point of production



P P T  P r o g r e s s i v i t y

T a x  Rate B y  F ie ld  W ithin A Com pany - A s Affected By Portfo lio  B lend ing

Existing
R eservo irs

Avg Blended

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

Gaffney, Cline & Associates
31 October 2007



H o u s e  O i l  &  G a s  P r o g r e s s i v i t y

Tax Rate By Field Within A Company - As Affected By Portfolio Blending
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The bulk of the increased burden in this case is being borne by
the lower margin fields ...

Reservoirs



H o u s e  O i l  &  G a s  P r o g r e s s i v i t y

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

Existing
Reservoirs

Avg Blended

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  P r o g r e s s i v i t y
'SS

Tax  A l locable  By F ie ld  W ith in Portfolio
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Under PPT progressivity this portfolio would
"[at $80 ANS West Coast....

$2 Bn before the capital investment

inf'ney Cline & Associates
31 October 2007
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H o u s e  O i l  &  G a s  P r o g r e s s i v i t y
~  ~ ^ V Q id -0 ^ *  ^

Tax  A llocable  By Field Within Portfolio
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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*

LVfney. Cline & Associates
‘ Before S tate  and Federal tax im pacts

31 October 2007



C o n c l u s i o n s

• A  n e t ta x  o n  th e  m a rg in  is  a ta x  o n  th e  re ta in e d  c a s h 
f lo w  a n d  n o t ju s t  a ta x  o n  s im p le  p ro f i ta b il i ty

• C o rp o ra te  r in g  fe n c e  fo r  p ro d u c t io n  ta x  a llo w s  th e 
e ffe c t iv e  ra te  to  v a ry  b e tw e e n  m o re , a n d  le s s , 
p ro f ita b le  f ie ld s

• M o re  a g g re s s iv e  n e t p ro g re s s iv ity  p ro v id e s  a 
g re a te r  d if fe re n t ia t io n  o n  th e  e ffe c t iv e  ra te  th a n 
s im p le  g ro s s  p ro g re s s iv ity

> Less/lower taxes at low margins
> More/higher taxes at high margins

jaffney Cline & Associates
31 October 2007
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C o n c l u s i o n s  -  P r o g r e s s i v i t y

• P ro g re s s iv ity , b a s e d  o n  “ n e t” , as  m a n ife s te d  in  th e 
P P T /A C E S  s tru c tu re  is  m o re  re s p o n s iv e  to 
in d iv id u a l f ie ld  p ro f i ta b il i ty  th a n  th a t  in  a “ g ro s s ” 
s tru c tu re

• G re a te r p ro g re s s iv ity  (ra is in g  th e  m a x im u m  ra te  a n d 
/ o r  s lo p e ) c a n  a c h ie v e  e ve n  g re a te r  d if fe re n t ia t io n

>  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

I. , '■  ” ft :-=■— • • « ■— wit” " »■  ........— *—np— " t —   i

Gaffney. Clme & Associates
31 October 2007
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P r o p o s e d  r e v i s i o n s  t o  t h e  P P T

O c to b e r  1 8 , 2 0 0 7

P r e s e n t a t i o n  t o  

T h e  A l a s k a  L e g i s l a t u r e

1



O v e r a l l  R e c o m m e n d a t i o n

I w o u ld  s t ro n g ly  re c o m m e n d  n o t  to 
m a k e  a n y  c h a n g e s  in  th e  P P T  la w , 

o th e r  th a n  th e  t ra n s p a re n c y 

p ro v is io n s .

C h a n g in g  ta x e s  s u b s ta n t ia lly  e v e ry 

y e a r  c re a te s  a n  im a g e  o f  s e r io u s 

f is c a l in s ta b il ity  th a t  c o u ld  d a m a g e  

in v e s to r  c o n f id e n c e  in A la s k a .
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O v e r a l l  R e c o m m e n d a t i o n

T h e  c u r re n t  la w  a lr e a d y  p ro v id e s 

fo r  a  re v ie w  m e c h a n is m  b y  2 0 1 1 .

T h e  y e a r  2 0 1 1  is  th e  a p p ro p r ia te 

t im e  to  m a k e  s u c h  re v is io n s 

b e c a u s e  a t th a t  t im e  th e  f irs t  a u d its 

w ill h a v e  b e e n  c o m p le te d  a n d  f in a l 

a n d  re lia b le  in fo rm a tio n  w o u ld  b e 

a v a ila b le .



Table 5.26. W EST SAK

Undiscounted Government Take (Income only)

WTI WTI Gas Price Heavy oil price

US$ Can] Can] Can] COST-7 COST-6 COST-5 COST-4 COST-3 COST-2 COST-1 

20 22.73

30 34.09

40 45.45

50 56.82

60 68.18 

70 79.55

80 90.91

90 102.27 

100 113.64

Current System

]2.84
$3.79
$4.73
$5.68

$14.35 
$24.32 j 
$34.28 
$44.25 
$54.22

$7.58
$8.52
$9.47

$74.15
$84.11

59.68%
59.81%
60.66%
61.83%
63.24%
64.74%
66.21%

59.60%
59.81%

61.87%
63.39%

66.35%

60.22%
59.54%
59.83%
60.64%
62.02%
63.53%
65.02%
66.50%

59.56%
59.49%
59.72%
60.69%
62.18%
63.68%
65.15%
66.59%

59.31%
59.45%
59.62%
60.83%
62.34%
63.80%
65.24%
66.70%

59.27% 59.19%) 
59.21% 59.09%: 
59.66% 59.77% 
60.98% 61.09% 
62,45% 62.53%.
63.88% 64.02% 
65.36% 65.53% 
66.86% 67.04%

4



Current System
Table 5.27. WEST SAK

5% Discounted Government Take (Income only)

WTI WTI Gas Price Heavy oil price

Can $ Can $ Can $ COST-7 COST-6 COST-5 CQST-4 COST-3 COST-2 COST-1

H P W
69.77% 63.56% 61.41% 60.49% 59.82%
61.60% 60,94% 60.45% 59.75%. 59.31%
60.95% 60.44% 60.00% 59.82% 59.76%
61.15% 60.96% 60.95% 60.96% 60.91%
62.29% 62.31% 62.35% 62.32% 62.25%:
63.68% 63.71% 63.70% 63.63% 63.66%
65.05% 65.06% 65.02% 65.03% 65.12%
66.43% 66.39% 66.39% 66.47% 66.58%

20 22.73 $1.89 $14.35

30 34.09 $2.84 $24.32

40 45.45 $3.79 $34.28

50 56.82 $4.73 $44.25

60 68.18 $5.68 $54 22

70 79.55 $6.63 $64.18

80 90.91 $7.58 $74.15

90 102.27 $8.52 $84.11

100 113.64 $9.47 $94.08

64.13%
61.80%
61.83%

63.65%

66.35%

61.32%
61.48%
62.28%
63.66%
65.02%
66.38%



Current System
The current system is designed to be 
sensitive to costs and thereby make the 
investment in heavy oil developments 
attractive.

The current system was is also designed 
to be price progressive.
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C u r r e n t  S y s t e m

The PPT credits encourage investments 
by new investors in new oil and gas 
exploration and development and to 
encourage re-investment by existing 
companies. Tne PPT is therefore a 
consolidated system.

The main goal is to reduce the decline of 
oil production.



mm i n

T r a n s p a r e n c y

The transparency provisions related to cost 
projections, publication of data, short term audits 
and an exempt class for auditors seem good 
provisions.

They should be strongly supported.

These changes can be implemented now.



PPT amendments
In c a s e  th e  A la s k a  L e g is la tu re 

d e c id e s  th a t  it w a n ts  to  c h a n g e  th e 
P P T  a n y w a y , I w o u ld  a d v is e 

b a s in g  s u c h  a m e n d m e n ts  o n  m y 

e a r l ie r  re c o m m e n d a t io n s  c o n ta in e d 

in  th e  re p o r ts  o f:

- -  F e b ru a ry  1 4 , 2 0 0 6

--  M a rc h  5 , 2 0 0 6  a n d

-  M a y  1 , 2 0 0 6



In m y  F e b ru a ry  1 4 , 2 0 0 6  re p o r t  I 

re c o m m e n d e d  a 2 5 %  P P T  ra te .

Since, this recommendation was made 
government takes have increased in the 
US GOM and Ireland and several 
developing countries. Alberta will also 
increase government take as a result of 
the royalty review.
I therefore reconfirm this 
recommendation

PPT Amendments

1 0
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P P T  A m e n d m e n t s

In m y  F e b ru a ry  1 4 , 2 0 0 6  re p o r t  I 

d id  n o t  re c o m m e n d  th e  s o -c a lle d 
c la w b a c k  p ro v is io n . In te rn a lly , I 

a d v is e d  s t ro n g ly  a g a in s t  th is 

p ro v is io n . It d o e s  n o t m a k e  s e n s e 

to  re w a rd  a  c o m p a n y  fo r  p a s t 

in v e s tm e n ts .

T h e re fo re  d e le t in g  th e  T ra n s it io n a l 

In v e s tm e n t  E x p e n d itu re s  c re d its  is 

a g o o d  s te p .

1 1



PPT Amendments
In m y  M a rc h  5 , 2 0 0 6  re p o r t  (w h ic h 

w a s  w r it te n  a f te r  th e  2 0 /2 0  c o n c e p t 

h a d  b e e n  d e c id e d  b y  th e  G o v e rn o r ) 

I r e c o m m e n d e d :

A price progressive Basic Production Tax 
based on the gross value of production 
in a d d itio n  to  the PPT.
The price progressive Basic Production 
Tax would be deductible from the PPT.

1 2



PPT Amendments
T h e  p r ic e  p ro g re s s iv e  B a s ic 

P ro d u c t io n  T a x  w a s  b a s e d  o n  th e 

fo llo w in g  fo rm u la :

B P T  ra te  =  (W T I - 5 0 )  x  0 .2 5 %

A t  th e  c u r re n t  p r ic e  o f  $  8 4  p e r 

b a rre l W T I th is  w o u ld  b e  e q u a l to 

8 .5 %  o n  th e  g ro s s  v a lu e  o f  o il a t 

th e  p ro d u c t io n  p o in t.
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P P T  A m e n d m e n t s

I b e lie v e  th a t  p r ic e  p ro g re s s iv e 

fe a tu re s  b a s e d  o n  th e  g ro s s  v a lu e 

o f  th e  p ro d u c t io n  a re  m o re  e f fe c t iv e 
th a n  fe a tu re s  b a s e d  o n  n e t.

I recently recommended a similar 
severance tax to the Alberta royalty 
review panel and this recommendation 
was accepted. The Alberta Government 
is now considering these 
recommendations.



T h e  c u r re n t  p ro g re s s iv e  fe a tu re  in 

th e  P P T  la w  b a s e d  o n  th e  n e t 

v a lu e  is a n  in e ffe c t iv e  m e c h a n is m . 

It is  h ig h ly  u n p re d ic ta b le  a n d 

s u b je c t  to  c o s t  v e r if ic a t io n 

d if f ic u lt ie s . B r in g in g  th e  p r ic e 

d o w n  fro m  $ 4 0  to  $  3 0  is  a 

re la t iv e ly  w e a k  m e a s u re . I d o  n o t 

re c o m m e n d  th is .

PPT Amendments

15
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PPT Amendments
I th e re fo re  re c o n f irm  m y 

re c o m m e n d a t io n  fo r  a  p r ic e 
p ro g re s s iv e  fe a tu re  b a s e d  o n  g ro s s 

in  a d d it io n  to  th e  2 5 %  P P T  R a te .

H o w e v e r , s u c h  a  fe a tu re  w o u ld 

n e e d  to  h a v e  a  m o d if ie r  in th e 

fo rm u la  in  o rd e r  to  s o fte n  th e 

im p a c t  o n  h e a v y  o ils .



PPT Amendments
T h e  M a y  1, 2 0 0 6  re p o r t 

re c o m m e n d e d  th e  G ro s s  R e v e n u e 

E x c lu s io n  ( “ G R E ” ) fo r  p ip e lin e  g a s 

(n o t  fo r  c o n d e n s a te s  a n d  liq u id s )  o f 

6 4 %  o f  th e  g ro s s  v a lu e  o f  th e  p r io r 

to  th e  a p p lic a t io n  o f  th e  P P T  fo r 

g a s  o th e r  th a n  fro m  C o o k  In le t.

G a s  th a t  n e e d s  to  b e  t ra n s p o r te d 

o v e r  lo n g  d is ta n c e s  h a s  v e ry 

d if fe re n t  e c o n o m ic s  th a n  o il.



-----

M o s t ju r is d ic t io n s  th a t  n e e d  to 

e x p o r t  g a s  o v e r  la rg e  d is ta n c e s 

h a v e  a  g o v e rn m e n t  ta k e  th a t  is 

lo w e r  fo r  g a s  th a n  fo r  o il. If A la s k a 

w a n ts  to  c o m p e te  w ith  a  g a s 

p ro je c t  in te rn a t io n a lly ,  it h a s  to  s ta r t 

w ith  a  re a s o n a b le  f is c a l s y s te m  fo r 

g a s .

I th e re fo re  re c o n f irm  m y  G R E  

re c o m m e n d a t io n s .

PPT Amendments
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F a i l u r e  t o  f o r e c a s t  c o s t  

i n c r e a s e s

M u c h  d is c u s s io n  to o k  p la c e  a b o u t 

th e  s o -c a lle d  fa i lu re  to  fo re c a s t  c o s t 

in c re a s e s . In th is  re s p e c t  I lik e  to 

e m p h a s iz e  th a t  I p ro v id e d  th e 

L e g is la tu re  a m p le  a n d  p re c is e 

w a rn in g  a b o u t  c o s t  in c re a s e s .

T h e  fo llo w in g  th re e  s lid e s  a re 

re p e a t  s lid e s  o f  m y  p re s e n ta t io n s  in 

2 0 0 6 .
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May 10, 2006 slide: Alaska Gas 
Project

C o st overrun r isks
The econom ic  eva lu a tion s a re  based  on 
a $ 21 billion p ro jec t a s  orig ina lly  
p resen ted .

H ow ever, cost have a lre ad y  e sca la ted  
significantly, in particu la r s tee l p rices and 
reg iona l e sca la tion  in A lberta .

2 0



May 10 slide: Alaska Gas Project
H uge risks

The combination of gas price 
risk and cost overrun risk 
creates a possibility that the 
project may not be built over 
the next decade even with a 
stranded gas contract.



June 15 slide: Risk Assessment: 
Summary

In summary the view of EconOne is:
50% cost overrun -  very low probability 
FIF low gas price -  very low probability 
Project uneconomic -  very low probability

My view is:
50% cost overrun -  very likely 
FIF low gas price - fair probability 
Project uneconomic -  fair probability

2 2



Failure to forecast cost 
increases

D e sp i te  th e  fac t  th a t  I p red ic ted  
s tro n g  c o s t  in c r e a s e s  g en e ra l ly  a n d  
in ternationally , th e re  w a s  no  
e v id e n c e  in ea r ly  2 0 0 6  of s tro n g  
local inflationary p r e s s u r e s  on  th e  
North S lo p e  ( a s  c o m p a re d  to  
A lberta , for in s tan ce ) .



Failure to forecast cost
increases

T h e re fo re , I b e lieve  that it is im perative 
to ca rry  out sound  audits p rior to 
reach ing  any conc lu s ion s on w hether 
c o s ts  w ere  significantly under estim ated 
o r not.
It m ight ve ry  well be that com pan ies 
o ve r-d ec la red  their costs  fo r their first 
P P T  dec la ra tion s and that a fte r p rop e r 
aud its the re venu es to A laska  will be 
rev ised  upward.


