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Difficulties in Existing Fiscal Structure

« The incorporation of progressivity into the Profit-Based Production
Tax (Net) in ACES creates three significant problems

— Large-scale gas production at low gas prices could in the future
significantly reduce production tax revenue from existing oil production

= Resolving this problem within the framework of ACES requires significant
complexity
= Approach to decoupling in CSSB 192 requires ability to split costs between
oil and gas production, creating high degree of administrative burden, and
limiting capacity of state to effectively audit
— Combination of high credits with high tax rates can produce excessive
levels of support for certain spending, and weak incentives for cost
control
= Effective After-Tax rate of Government support for exploration can be over
100% at high price levels
— Options for incentivizing new production are limited, and relatively
complex

= Proposed incentives within existing framework focus on either allowances to
reduce Production Tax Value , or revenue exclusions (tax holiday)
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Summary of Progressive Severance Tax (Gross) Structure

« A Progressive Severance Tax (Gross) option would instead remove
progressivity from the Profit-Based Production Tax (Net), instead
levying this tax at the flat, base rate of 25%

« To retain an element of progressivity, a new Progressive Severance
Tax (Gross) would then be added to the system. The tax would:

— Be non-deductible for Profit-Based Production Tax purposes
— Be levied on gross production (net of royalties)
— Be levied solely on ol

— The tax would use a progressivity structure not dissimilar to that under
the current system, with progressivity coefficients that apply at different
thresholds.

* The proposed Progressive Severance Tax would use the following
parameters:
= No severance tax below $65 Gross Value at Point of Production (GVPP)
= Progressivity of .25% commencing at a threshold of $65 GVPP

= At $125 GVPP, a tax rate of 15% is reached. At this point, progressivity is
reduced to 0.05%

= Progressivity is capped at 20%
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Benefits of Progressive Severance Tax (Gross) Structure

* By removing progressivity from the Profit-Based Production Tax
(Net), and having the progressive element of the structure be a
Progressive Severance Tax (Gross), two things become much
easier to achieve

— The issue of gas production reducing production tax revenue ceases to
be a problem without progressivity in the Profit-Based Production Tax

= Complex provisions to split costs between oil and gas production under
CSSB 192 are thus no longer required

— Much of the issue of excessive spending support ceases to be a

problem
= Even with 40% exploration credit, effective after-tax Government support for
exploration flat at 65%

— Significant incentives can be provided to new production, by eliminating
or reducing the Progressive Severance Tax (Gross) for new production

« A wide range of levels of government take can be achieved using
this structure, depending on the parameters applied
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FY 2013 Revenue Comparison
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FY 2013 Revenue Comparison
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FY 2013 Revenue Comparison
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FY 2013 Revenue Comparison — Adjusted for Credits Not

Claimed Against Current Production
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Impact of Rising Operating Costs

Revenue Difference Between ACES and Progressive Severance Option under Different
Opex/bbl Assumptions
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Data on Operating Costs
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Impact of Inflation

« Under ACES, thresholds and coefficients for progressivity are
specified in nominal terms, without indexation

— As a result, when economics over the long-term rather than just 2013
are examined, we see the effects of ‘bracket creep’ or ‘stealth tax’

— Inreal terms, as prices increase, thresholds for progressivity decrease,
and the higher take that comes with progressivity occurs at lower and
lower price levels

« Similarly, unless progressive severance thresholds are indexed to
inflation, progressive severance will apply at steadily lower
thresholds over time

— Indexing thresholds will also go some way to addressing the cost
sensitivity issue
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Incentives for New Production

« Significant incentives can be provided to new production, by
eliminating or reducing the Progressive Severance Tax (Gross) on
any combination of:

— Production from new areas

— Production from new plans of development (determined through the
regulatory process to be for “new production™)

— Production above a fixed decline rate

* One possibility for a reduced rate of Progressive Severance Tax is:
— No severance tax below $65 Gross Value at Point of Production (GVPP)
— Progressivity of .05% commencing at a threshold of $65 GVPP
— Progressivity capped at 5%
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Production Above a Decline — Fixed v Annual Calculation

mbld Production Above Rolling Average Decline, Determined Annually mbld Production Above Fixed 6% Decline
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