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Factors that Determine
Petroleum Investment

theinternatienal eil & gas Industry: determines

Wherne te)invest hased on three key. cliteria:

m the attractiveness ofi the geology

a the! fiscal terms applicable in the petreleum regime

s the other legall anadl regulatory: terms ofi the' petreleum
regime

e first twe factors define Investor Interest; the

thIralis a possible “brake™ en that Interest




"Fair Share"

the: geology: inrAllbertal Istwell knewn), and IS sufficiently  attractive: to
create the'very active Industry here

Alberta has established its fiscal terms; and conducts a competitive
system, for the awardl ofi ollf & gas rights ini a highly: competitive
envirenment

= signature beNUSES represent the excess ofi value: that industry Sees over:
the reyalties; taxes; fiees and income tax that applies

m It reflects the value off the resource in light of the attractiveness of the
geology.

conseguently; there canibe ne doubt that Alberta Is gettinglits: “fair
Shiare™ of oll' & gas revVeNUes vaseq o/ AIBErars geology. anad tie.
petroleum. regime. that thie: Goverment 1as creatéed.

the guestion then Is:

= does the Alberta petroletm regime reguire change: in light of new
circumstances

a Ifyes, how! te apply these changes




Creating or Amending a Petreleum
Regime

developing or altering a petroletm regime requires
assessing the state’s desires and geals

a key part off a petreleum| regime Is the fiscall system

With: over: 10001 different fiscal systems in 170 countries,
there are many: different appreaches te determining
“Government lake*

selecting| the right fiscall toels is properly: the domain of
PEtreleun| econemIsts, LUl

determining the  approach for a particular state reguires
ANSWENNG a Ser/és; or questions anout desired petreleum
policy

s these are guestions that are properly asked ofi the government
and' its citizens




Policy’ Issues; In Determining
“Goevernment Take™

IHeW. IS the: fiscal regime: designed: to:

s deal Withy Changes In: the: profitaniiily;of
PEtrGIEUM OPEratiens

s affect the g of the state's share: of
fevenue

5 Encoulfage: Ol discourage /atal lvestmen
and yacrementalinyvestiient

s share: geo/ogical Iisk hetWeen the: InVvestol
and gevernment




Govermment Take and Profitanility

When' the profitability: of el & gasi changes, how: sheuld
the gevernmeni's share off that profitability, change?

Reqgress/versystems give the state a lesser slare of profits When
profitability Increases

example: fixed gross, reyalty off 12.5%

Neutral/ systems| give the state the same share ofi profits When
profitakdility Increases

example: corporate Inceme: tax

Progressivesystems give the state aniincreasing share: of profits
When| profitability Increases

example: R factor systems
Hyorid systems involve: a blend of the above features

example: reyalty formulae, suchias; Alberta’s reyalty on conventional
oIl & @gas




Goevernment Tiake and Thming

At What time: IR the lihe oif the: Investment
dOEes the state Want o) FECEIVE! IS share?
s Front'Endl Load:

example: signature benus, reyalties

= Neutral

exaniple: corperate Inecome tax With fair
depreciation rates

x Back End LLead:
examplé: R fiactor systems




Goevernment Take and Encouraging
IRVestment

e what extent: dees the state want te
encourage /aaliavestmentin petreletm
ACUVIWES, and encourage: /acremental.

Jpvestment N pPetreleun activities?

= [nitial Ivestment Issues:
front end load

= Incrementall investment ISsues:
consolidation ofif tax & reyalty’ system




Goevernment Take and Risk Sharing

e What extent ISi the state: prepared te share in
e risks associated With ol & gas; actvities?

m [price risk

m COSt overrun rsk

capitall expenaitures
GpPEerating expenditures

m reserve risk
= economiec risk
5 gas market risk




ARSwering the Eour Questions

Allertas fiscal regime was last overhauled in the
19705

2 SUlsequent changes have been: relatvely minor
he fellewing slides; descrile:

a the presenters assessment (others may: differ) ofi hew,
the gevernment apparenty.answered these guestions
/e 19705 1n creatingl Alerta’s current royalty
fegime

these answers are “reverse engineered™ firomi the current
reyalty. regime

m oW the presenter, as a single citizenrof Alberta,
Would answer those questions feaay,




Answers tor Eiscall Policy: Questions

Q. Townat extent does the state want tolencourage
/AtalyRvestmentin: petreleum: activities, and encourage
jaerementalayvestmenting petreletmr actvities?

s A, Alberta 1970s: pOOY 10 average encouragement of initial
Investment™, and geed encouragement o Incremental

INVestment for conventionals; Very geodi encolragement for betn
I eIl sands

n Al Presenter 2007. ge0d te)Very geod encouragement of boeth
nitall and ncrementali investment

0Z. \When the profitability efi ol & gas changes, hew
sheuldrAllvertars shiare: of that profitanility: change?

n A2 Alberta 1970s: hybrid regressive

s AZ Presenter 2007. neutral to progressive

* Note: special royalty incentive programs have created targetted
encouragement of investment in selected situations




Answers tor Eiscall Policy: Questions

@3: At what time i the life: of the Investment
dogesithe state want to  receive itsi snare?

a A3, Alberta 19705s: fient end loaad (conventional),
pPack end lead (el sanads)

u A3, Presenter 2007 neutral to hack end lead

04. el What extent IS the state prepared to

share: in the rnsks associated With oill & gas

activities?

n A4 Alberta 19705: |6V risk to) state (conventienal)),
moderate: risk to; state (o1l sanas)

w A4 Presenter 2007: moderate risk to state




Why Might Allberta’s Answers be
Diiferent in 20077

Allpertars situation has changed
s No government deficit
a No public aeht

a moere mature, wealthy and ecenemically’ sephisticated
province

oIl & gas prices have changed Upwarditora degree: that
may’ Net have: been within the: planning invelved i the
current fiscal regime

it the Panelfdetermines that the answers te these
guestions In 2007 are not consistent with Allberta’s
current royalty regime, thenradjusting the: fiscal toels; 1s
apprepriate te reflect this

s suitable advice from petroleun econemists IS needed




The “Eiscal Toolhox” in a
Concession Regime

bonuses:

s signature benus
determined| by bidding
determined| by negoetiation
fixed by legislation
preduction; bonus; payable upen:
a discovery.
a commercial discovery.

the application for a development area or development
license

the start of therproduction
upon reaching certain pre-determined levels ofi production
upon reaching certain predetermined! levels off cumulative
preduction
rentals:
m fixed

m  variable over duration of the grant (i-e. exploration
phase; production phase, or bethy or varying over
time)

royalties:
m  fixed amount
m fixed pencentage of production

n sliding scale; based!onk
levellof field preduction
levelloft well preduction
cumulative production
levelloft well production and price
payoeut
“R* factor
“rate of return*
elapsed time
gravity: of the oil
royalty credits and holidays

net profit royalties

local market obligations

corporate income tax
m  fully'consolidated

rfing fenced by contract area, on a sector basis,
regionally; or nationally

n special rate for petroleum sector activities

special taxes, based on:

gress| revenues

SUltaxes

net revenues

internal rate ofi return

R=factors

uplifts with: combination| ofi theralheve concepts
EXCISE taxes

customs duties




Anl Example of Pessible Change to Alberta’s
Eiscal Regime: Signature Bonuses

Allberta awands petreleun rghts hased: on competitive: hidding using
a signature bonus as the hid critera

m this s part of the “firent end load™ that IS an undesirable feature for
IVestors

= |tiis alsera highly regressive. formi off Government Tiake, soranguably s
Undesirable for the state, depending oni its need for revenue today Vs,
future revenue needs, and appetite fior risk

The current environment for oll' & gas hasirecently resulted inilarge
INCreases In the signature hemnuses to the gevernment

s these are advamnce payments te the state for the grant ofi oil & gas
Hghts

IHowever, asia wealthy state, the Alberta government's “discount
rates Is; prokably about 5%, while industny’s Is; prokhably 15%

This means that the net present value to Alberta of futlre payments
IS much greater than they are to Industry

Let’s use Shell's recent acquisition ofi an oll sands lease as an
example




Shell' Ol Sands Lease Acquisition,
20)0]6

Shelllpaidi $465 millien to explere 219,000 acres of
potential ol sands reseurces

it Shell's: discount rate: Isi 15%, $465M teday: Is the same
as paying $83\V annually: for the next 25 years

it the Government's discount rate Isi 5%, the net present
Value of $83\V annually: for 25, years is $1.140MN

a pPetreleum regime that 1S ser heavily focussed onlfirent
endileaded paymenits by InVestors 1o, a wealthy/
government helds the petential fer “Win-Win* CAanges
that are'lseneficial to beth Alberta and InVestorns

the logic off a front end leaded system inf Alberta IS
guestionable




Comments on Bonuses

the: Shellfbonusiis an example of the success| of Alberta’s policy of
enceuragingl il sands development
m the Shelllease|s inrani area Where noe ene previously thought el sands
couldiber produced

Shellfprobably has developed technology: to extract oil sands, fromifriactured
carbenate reservoirs

m this represents a policy’ success, for Alberta, that will preduce benefits to
Allbertans

the suggestion that changes te) the bonus system| couldilead to
“Win-win™ Imprevements inr Alberta’s fiscal regimeris a result of
recent events:

only: recently’ have signature henuses grown to be very large

whenr Aliberta recently eliminatedi its debt, its “discount rate™ dropped,
S0 Its need fior “money: today™ vs. “money tomorrew™ has changed

therefore, the Panel’s mandate to assess Alberta’s petreleum regime Is
timely, but not everdue




Other Policy Issues

the guestions pesed akhoeve are the key guestions' that
shieuld e put te cltizens andla govermment invelved in
designing the fiscall compoRents; off a petreletin regime,
PUT there are many moere

sharing of the divisikle inceme

sharing of the: risks

respurce policy ehjectives

economic policy eljectives

administrative policy objectives

legal framewerk

stability’ of the Gevernment Take

alignment eff gevernment and' Investors Interests
NBV-handwidith! ter the investor
legal/contractual fiscall stalility ISsues

the Panell should consider these as well, to the extent
that they are within 1ts mandate




Ensurng that “Fair Share™ is Received

ifIt IS determined that changes to Alberta’s petroleum
fegime: are desiranble, please ensure that they create an
attractive environment fier Investment and re-investment
On a Wide range oifi EConemIc actors

= the benefits torAlbertansiof an active: and profitable oil industry.
are Immense

s oIl investors loek at glokhal epperiunities, and canl easily leave
s a durable regime is one: that Works, acress, a Wide range: of price,
cost and risk
ensurng that Allerta receives Its) “fiallr Snare™ GCeuUrs; By
conducting a competitive hid pPrecess: for the award ofi
rghts; IR an Industry: With many. players

= Industry will'enhance the fiscal terms (through bonuses or
otherwise) to bring the terms up te the appropriate “fair share™




Changing Trerms fior Existing
[AVESTMENL

[iF1t Is;determined that changes te: Allbertars petroleum regime: are
desirable; please e aware that changing terms fier ex/stiig.
IAvestment IS a risky: prepesition
s [NVestors are Wary: of the states that seek te henefit from the “prokliem
off the olselescingl hargain

SOME states give guarantees of fiscal stability

= |t has not been necessary for Alberta to do soibecause there:is a high
degree of trust that the gevernment Will net change terms fer existing
INVESLONS
ultimate. costs to a state from altering terms for existing Investors
are incalculanle;, huit potentially immense

as an Alberta citizen, the presenter dees not suppoert changing the
terms on existing investment in Alberta
s don't betray the trust that investers have in Alberta

a I change is needed, It should enly lbe on new iInvestment, with
grandiathering off existing investment




Backgreund Infermation: J. Jay Park

Jay Park 1s: anr Allberta lawyer practising demestic andl internatienall el & gas
law since: 1980

IHe has werked om ollf & gas transactions Canada as well as Allbania, Algera,
Azerbaljan, Brazil, Brunel, Cambodia, China, Colombia, Egypt, Equaterial
Guinea, Erance, Indenesia, liran, lirag, Kazakhstan, Kenya, Kuwalit, Lelhanon,
Cilbya, Mexico, New: Zealand, Niger, Nigeria, Oman, Pakistan, Peru, Russia,
SaudirArabia, Semalia, Sudan, Thailand, Trnidad, Ukramne, United Kingdem,
United States off America, Vietnam, Venezuela and Yemen, principally: for
Internatienall eil'companies, but alse fer gevermments, state ol companies
and mululateral agencies suchiass the Werld Bank

IHer has assisted governments and state oil companies in the design or
amendment ofi petroleum regimes in eight countries, Whose: total resources
comprise 49% ofi world ol reserves; and 33% ol Woerldl gas reserves

Jay as Been recegnized by Who's ihe: Legal, the Independent: research
partner of the' Internatienall Bar /Asseciation), as the werldis leading ol & gas
lawyerrini 2006 and 2007




