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Establishing a Rational Foundation

for Review, Formulation and Implementation

Of Alaska’s Oil and Gas Fiscal Policy

|. Starting Points

The impetus for this report is Governor Sean Parnell’s call for swift passage of HB110 to
reduce the state’s cost-based production tax. The governor hopes that this change might
make Alaska more competitive and induce more North Slope drilling. Otherwise, he
warns, “[w]e’re at risk of seeing irrevocable production decline, which threatens our
pipeline. Our state needs to increase our competitiveness and grow our economy.” The
crucial connection to TAPS was at center stage when Alyeska Pipeline Service
Company President Tom Barrett appeared before the House Finance Committee March
18. Describing the temporary TAPS shutdown in January of this year as a precursor to
the possible end of North Slope production due to Alyeska’s inability to handle low
throughput, Barrett urged legislators to act immediately to avert the problem by taking

action to put more oil in the pipeline.?

Proponents of the proposed production tax reduction argue that the progressivity factor,
enacted in 2006 with the shift to a cost-based tax and increased in 2007, takes such an
inordinate share of revenue at high oil prices that the state must ratchet that tax down —
immediately and drastically.® A business-oriented coalition has jumped squarely on

board this train. According to former University of Alaska President Mark Hamilton, “[t]he

! Statement of Gov. Sean Parnell, March 1, 2011 (http://gov.alaska.gov/parnell/press-room/full-
press-release.html?pr=5666).

2 Alan Bailey and Kristen Nelson, “Cooling of low-flow oil could disrupt pipeline operations —
TAPS: Alyeska chief warns of impending catastrophe for Alaska,” Petroeum News, March 27,
2011, p. 10 (and Anchorage Daily News, Mar. 26, 2011). See Sec. IV-B. for further discussion.

® Whether or not the industry helped set this tax cut campaign in motion, with the recent
presentations of ConocoPhillips officials, it is now clear that the industry has joined the parade of
tax cut advocates.
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choice is big money now, and no future, or a sustained economy that will provide more
l14

jobs and keep our workers and our children here.
Many of the arguments set forth by the supporters of HB110 fail to recognize the
premises that underlie the establishment of the ACES tax regime and the complexities
and the arcane geologic and economic factors that cloud the oil investment arena.
Different companies take different approaches to the twin uncertainties that confront oil
developers: the realities beneath the surface of the earth and the path of future oil
prices. Exactly how corporations deal with and these volatile variables to arrive at
investment decisions are matters of speculation. Against this complicated backdrop,
rational discourse is made more difficult by the anxiety that has accompanied reduced
North Slope production and throughput on TAPS, as well as the failure to recognize
important lessons from the state’s North Slope development history and shortcomings in

the state’s administrative system and its information base.

In an effort to provide a rational foundation for dialogue on Alaska’s petroleum fiscal
policy, special attention will be given to the public disclosures of ConocoPhillips (CP) for
two principal reasons:

e CP is one of three companies that, together, control roughly 95 percent of Alaska
North Slope (ANS) oil crude oil production and own a roughly similar percentage
of the Trans-Alaska crude oil Pipeline System (TAPS).®

¢ Under federal reporting requirements, CP reports publicly information relevant to
its Alaska operations and, therefore, to Alaska’s tax policy deliberations. However,
neither of the other two similarly situated companies — ExxonMobil and BP — are

required to break out the performance of their Alaska holdings.®

* See, for example, Dan Joling (Associated Press), “Business coalition urges Alaska oil tax fix,”
Washington Examiner, Feb. 23, 2011.

®> CP, which produces nearly 40% of North Slope crude oil and owns approximately 28.3% of the
Trans-Alaska Pipeline System (TAPS), is among the largest companies on the Fortune 500 and
the smallest of the three major transnational oil companies on the North Slope.

® Because CP is significantly smaller than the BP and ExxonMobil, CP’s Alaska holdings
therefore comprise a relatively larger portion of its holdings, triggering SEC disclosure
requirements under Securities and Exchange Commission and Federal Accounting Standards
Board guidelines (codified as SFAS 69).

This report does not intend to single out CP’s conduct for criticism. However, CP is
frequently mentioned because its required disclosures to SEC, key portions of which will be
discussed in subsequent sections of this report, have generated data of use for public policy
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The following background information is offered to supplement and help the reader
assess the significance of the facts, findings and recommendations presented in this

report:

In view of the large capital investment necessary to develop and bring northern
resources to market, large corporations are likely to be involved in Arctic development.
For this reason, it is not surprising that forty years after discovery of the largest oil field in
North America at Prudhoe Bay, all three of the major North Slope players show up high
on the corporation listings. In 2009, ExxonMobil ranked second on the Fortune 500 in
gross revenue ($285.1 hillion) and led the nation in profits ($19.3 billion). BP, a British
corporation, is not tracked on the Fortune U.S. listing, shows up just behind ExxonMobil
in the top 10 of the magazine’s Global 500, ranking fourth in both revenues ($284.6
billion) and profits ($16.6 billion). CP’s gross revenue ($139 billion) ranked sixth in the
U.S. and 17" globally in 2009, while that company’s net profits, notably erratic in the last

three years (see discussion in the next session) ranked 28" in the U.S.”

In response to the hue and cry for tax reduction at this time, the following introductory

comments represent my understanding of the views that prevailed during the October-
November 2007 special legislative session, when the ACES production tax regime was
enacted.® That measure featured trade-offs that enhance Alaska’s competitive position

by cushioning the industry on the downside of volatile oil prices in three significant ways:

analysis. Other facts and factors, largely overlooked in current dialogue over HB 110, will also be
addressed.

" See: “Top Companies: Most profitable,” Fortune, May 3, 010
(http://money.cnn.com/magazines/fortune/fortune500/2010/full_list/) and “GLOBAL 500: Our
annual ranking of the world’s largest corporations,” Fortune, July 26, 2010

(http://money.cnn.com/magazines/fortune/global500/2010/).

® These general comments reflect my first-hand understandings of the prevailing views expressed at the
time. (I participated in the ACES process as a consultant to the Alaska Department of Revenue during the
creation of the ACES proposal and the special session during which the proposal was significantly modified
and adopted. It should be noted, however, that during the ACES Special Session in 2007 my efforts were
almost solely focused on the section of that hill that dealt with Trans-Alaska Pipeline System tariffs [enacted
as AS 43.55.150 ]. | did not work on the tax rate or progressivity elements (which | now defend) and cannot
claim credit — or blame — for them.)
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e Because the state’s production tax is now cost-based, the industry pays taxes on
North Slope production only on revenues in excess of incurred costs, and only
after the company has recouped its costs. For this reason, many in the industry
supported switching to a cost-based tax just as the progressivity feature
increases the tax bite as oil prices rise, declining prices reduce the tax bite.

o Just as the progressivity feature increases the tax bite as oil prices rise, declining
prices reduce the tax bite.

e The panoply of production tax credits offered with the institution of the cost-
based, progressive production tax offers potential explorers and developers early

pay-back on expenditures, significantly reducing investment risk.

The state instituted these measures in 2006 and 2007 to share downside risks in
response to the industry’s desire to reduce investor exposure to volatile oil prices. In
exchange, when rising oil prices create windfall profits for the industry, the progressivity
factor the Legislature put into place with ACES in 2007 enables the state take in a larger
portion of that windfall revenue. In this case, the industry still receives an increase in

after-tax revenues without additional investment.

From the standpoint of state fiscal policy, through the progressive production tax
structure the state receives surplus revenue when oil prices rise, retaining surplus
revenue for use, as necessary, when revenues slump. The ACES tax framework is
consistent with principal revenue collection, retention and disposition mechanisms.?
Some observers may find it strange that the state government, having re-crafted its tax
policy to be responsive to volatile oil prices and changing conditions in the petroleum
world by sharing low-price risk, is now being asked to consider giving up revenue at high
oil prices in hopes of inducing increased exploration and development. Some critics of
HB 110 believe that instead of reducing production taxes, it might make more sense —
and would be more consistent with generally accepted policy — to continue with the
existing system, let the industry decide whether or not to take risks and focus instead on

fixing weaknesses in the state’s oil and gas management system.

° The Alaska Permanent Fund, established in 1976, and the Constitutional Budget Reserve Fund,
established in 1990, manifest this philosophy.
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Corporations would be happy to receive free money, but it does not necessarily follow
that reducing production tax would induce them to spend more money in Alaska to spur
more aggressive exploration and development. As the current tax debate has unfolded,
some state legislators have correctly observed that declines in both the North Slope
production and exploration efforts pre-date the institution of the cost-based production
tax instituted in 2006 and 2007. This historical look at petroleum development in Alaska
challenges the assertion that the increased bite of the cost-based production tax is

responsible for the recent decline in exploratory drilling.

Il. The ConocoPhillips Profitability Record

Figure 1, on the following page, suggests that Alaska continues to be a good place for
CP to invest. This chart, assembled from recent CP data, compares the company’s
profits from Alaska since 2006 to its overall performance. As shown in Figure 1, in
contrast to CP’s worldwide suite of investments, Alaska has been a consistent profit-
maker since 2006 (the year that Alaska initiated the cost-based production tax regime
the state administration now seeks to modify). This fact was shown most clearly in 2008,
when Alaska’s continued positive contribution to CP’s coffers helped offset CP’s

whopping overall loss of nearly $17 billion.*

100 major cause of CP’s overall loss in 2008 was that company’s write-down of its 2005
investment in Burlington Resources. According to Fortune, that natural gas play that proved
disastrous when natural gas prices collapsed to one-third the prevailing price when CP purchased
Burlington Resources. (See: “4. ConocoPhillips (Fortune 500 listing, 2009;
http://money.cnn.com/magazines/fortune/fortune500/2009/snapshots/327.html.)




Figure 1.

ConocoPhillips (CP) Alaska and Total Oil & Gas Profits and Losses, 2006 - 2010
$20,000 $20 Billion
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Sources: ConocoPhillips net income: CP 10-K report for 2010, filed Feb. 23, 2011 (p. 31). CP Alaska
Exploration & Production segment net income: 10-K reports for 2010, p. 40, and 2008, p. 41.

Research Associates, Ester, Alaska / March 2011
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As reported by CP, its Alaska exploration and production profits include both oil and gas
production. The reported profit figures therefore include CP’s 70% share in Cook Inlet
liquefied natural gas (LNG) export to Asia.'* In light of the facts that natural gas prices
significantly lag oil and CP has announced the shutdown of the Cook Inlet LNG facility
after 40 years of operation, it appears that the Cook Inlet contribution to CP’s Alaska
profits is declining; in this case, the North Slope oil share of reported profits would be

increasing.

Further support for the ACES progressivity structure from the producer’s perspective can
be derived from the operating data from which the summary results in Figure 1 were
taken. Between 2008 and 2010, CP’s reported annual production profits from Alaska
averaged between between 25.5% and 27.4% of the company’s total annual
expenditures. Most significantly, as oil prices rose in 2010, so did CP’s share of net

revenue from its Alaska operations. In contrast, CP’s rest-of-world results were erratic.*?

In sum, the current (2006 — 2010) CP operating data under the current ACES tax
regime, as shown in Figure 1, cast serious doubt on the putative need to reduce state

production tax progressivity.

' precise separation of CP’s Alaska oil and gas components was not possible. However, it is
estimated that natural gas production to barrels of oil equivalent indicates that approximately 90
percent of CP’s Alaska revenue is from North Slope oil.

2 For 2008 through 2010, here are the figures CP reported:

CP Exploration & Production 2008 2009 2010 Total
Alaska
Total Expenditures + Taxes  $9,9190 $5,644 $6,338 $21,172
Net Income $2,315 $1,540 $1,735 $5,590
Net Income (as % of Total
Expenditures + Taxes 25.2% 27.3% 27.4% 26.4%
Rest of World (excl. Alaska)
Total Expenditures + Taxes  $35,535 $21,421 $28,942 $85,898
Net Income $9,506 $1,962 $7,647 $19,115
Net Income (as % of Total
Expenditures + Taxes 26.8% 9.2% 26.4% 22.3%

See: ConocoPhillips, “Results of Operations,” 10-K Annual report pursuant to section 13 and
15(d), Feb. 23, 2011, pp. 149-151 (excerpted pages in Appendix D at back of this report).
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One analyst, citing the CP data set from which Figure 1 was derived, has suggested that
a principal reason investment in Alaska petroleum development has slowed is that when
oil prices rise, the progressive ACES production tax regime shrinks the percentage of
the additional income that companies retain.”* From a bottom-line perspective, in the
case of a short-term price oil price increase the industry takes in additional revenue
without incurring additional costs. The recipient of this windfall would be unlikely to focus
on the fact that the state takes a larger share of the marginal pre-tax income from higher
oil prices (an ACES trade-off, as noted above, for the state’s willingness to share the

investor’s low-price risk).

Based on Figure 2A on the following page, when the price of oil increases from $80 to
$90 per barrel under the existing ACES regime, industry after-tax profits increase by
approximately $1.97 / bbl. Annualized, | estimate that this price increase would yield

increased industry profits of approximately $467 million — more than $50,000 per hour.*

In this example, operating and capital costs (currently estimated to comprise
approximately one-third of the market price of oil and three times the amounts projected
when PPT was adopted in 2006), are held constant, reflecting the assumption that this

price spike did not further increase field costs.

13 see: Roger Marks, “Evaluation of ACES with HB 110 Proposal,” March 15, 2010, on-line slide
#13, (presentation to the House Finance Committee).

% This model may differ from those typically used by government personnel in three key
respects:

(1) A transportation profit element is added to industry profits at Line 6 and details of this tax
calculation are noted so that policy makers will be able to recognize and consider transportation
cost impacts on bottom-line results results.

(2) a tax credit is inserted at Line 11d for addition to industry profits (prior to calculation of
state and federal income tax); this element is added to industry profits at Line 13 and is also
subtracted from state total revenue at Line 14a.

[Both of these items are rough estimates.]

(3) Federal income tax is estimated at an effective tax rate of 21% rather than the nominal
rate (35%). (For discussion of differing federal tax rates, see: Richard A. Fineberg, The
Profitability and Economic Viability of Alaska North Slope and Associated Pipeline Operations,
April 27, 2005 [prepared for the Prince William Sound Regional Citizens’ Advisory Council], pp.
55-58.)



Figure 2A

ACES at $80 and $90 per Barrel: Estimated Bottom-Line and Marginal Net Revenue Take

ANS Crude Oil Market Price

|Steps To Estimate Net Revenue Take per barrel and Annualized Results $80/bbl. $90/bbl How Calculated
1) ANS Sales Price ($/bbl.) $80.00 $90.00 Assumed ANS Market Price
) ANS Production (Million Bbl/Yr) 237.3 237.3 (650,000 bpd * 365)
3) Gross Production Value (Million $) 18,980.0 21,352.5 Line (2) * Line (3)
4) Est. Marine + N. Slope "Feeder" P/L Tariffs ($/bbl.) $2.21 $2.21 ADOR, "Oil and Gas Production Tax Status Report to the Legislature," Jan. 18, 2011 (Chart 4)
5) Estimated TAPS Tariff ($/bbl.) $3.81 $3.81 ADOR, "Oil and Gas Production Tax Status Report to the Legislature,” Jan. 18, 2011 (Chart 4)
(6) Est. Transportation Profit (2.00/bbl.) $2.00 $2.00 Estimate for addition to state and federal income tax bases (lines 11 and 12)
7) Estimated Production Costs (Operating + Capital; $/bbl.) $23.00 $23.00  $80/bbl.: ADOR, Fall 2010 Revenue Sources , p. 36 (FY 2011 est. OPEX and CAPEX: $11.40 each)
8) Total Costs — $/bbl. $29.02 $29.02  (Line 4) + (Line 5) + (Line 7)
9) Wellhead Price ($/bbl.) $50.98 $60.98  (Line 1) - (Line 8)
(10)  Production Tax Calculation ($/bbl. or %):
a. Production Cost for Calculating ACES $26.29 $26.29  (Line 7)/0.875 (see notes below)
b. ACES Tax Base $53.71 $63.71  (Line 1) - (Line 10a)
c. Progressivity Surcharge Base $23.71 $33.71  (Line 10a) - $30.00 per barrel (per statute)
d. Progressivity Tax Factor 9.49% 13.49% (Line 10c) * 0.4% (per statute)
e. Production Tax Rate 34.49% 38.49%  25% + (Line 10d)
f.  Production Tax $18.52 $24.52  (Line 10b) * (Line 10e)
(11) State ANS Production & Pipeline Revenue — $/ bbl.:
a. Royalty $6.37 $7.62  (Line 9)*0.125
b. Est. Total State & local Property Tax (Production
+ TAPS) $1.26 $1.26 Estimated annual TAPS and North Slope property tax (includes municialities shares)
c. Production Tax $18.52 $24.52 Line 10f
d. Tax Credits $2.00 $2.00 Estimate does not represent actual credits (see notes below).
e. Estimated State Income Tax (Total) $2.71 $2.97 0.094 * ([(Line 6) + (Line 9) + (Line 11D)] -[(Lines 11a + 11b + 11c)])
(12) Estimated Federal Income Tax (Production + Transportation) — $/ bbl. $5.48 $6.01 0.21 * ([(Line 6) + (Line 9) + (Line 11D)] -[(Lines 11a + 11b + 11c + 11e)])
(13) Estimated Industry Net Profit (Production + Transportation) — $/ bbl. $20.63 $22.60 (Lines 1+6 + 36 - (Lines 9 + 11a+ 11b + 11c + 12 + 13)
Results
(14)  Production and Pipeline Net Revenue Split — $/ bbl.):
a. Total State Share (Production + P/L) $26.87 $34.38 (Lines 11a + 11b + 11c + 11e - (Line 11d)
State Percentage 50.7% 54.6% (Line 14a) / (Lines 14a + 14b + 14c)
b. Federal Revenue $5.48 $6.01 Line12
Federal Percentage 10.3% 9.5% (Line 14b) / (Lines 14a + 14b + 14c)
c. Total Industry Profits (Production + Transportation) $20.63 $22.60 Line 13
Industry Percentage 38.9% 35.9% (Line 14b) / (Lines 14a + 14b + 14c)
(15)  Annual Industry Revenue under ACES — $ Millions $4,893.8 $5,361.2 (Line 14c) * (Line 2)
(16)  Annual Industry Revenue Gain under ACES ($90.00 / bbl.
V. $80.00 / bbl.) — $ millions $467.5 (Line 15 @ $90.00/bbl.) - (Line 15 @ $80.00/bbl.)
Notes:
Line 6: Independent shippers pay pipeline tariffs out of pocket; for the major TAPS owners, who produce and transport roughly similar shares of North Slope crude oil, pipeline tariff charges represent
a transfer payment between subsidiaries. The transportation profit element, roughly estimated, is re-inserted at Lines 11b, 12 and 13 to calculate total industry profits and state and federal
income taxes more accurately. (This $2.00/bbl. figure is a rounded estimate, provided for illustrative purposes to note that TAPS owners realize a guaranteed profit on TAPS shipments.)
Line 10a:  This calculation reflects the fact that the ACES regime increases the allowable per-barrel cost deduction by one-seventh because the statute only covers non-royalty barrels.
Line 10c:  Effective rates calculated here match ACES rates shown by R. Marks, "Evaluation of ACES with HB 110 Proposal (March 15, 2011), slides 3, 4 and 32.
Lines 11b, 11d:  Detailed analysis of tax credits is beyond the scope of this worksheet. As noted at Line 6, these are rough estimates provided for illustrative purposes.
Line 12: The 21% federal income tax rate used for this calculation, represents an approximation. See Fineberg, The Profitability and Economic Viability of Alaska North Slope and Associated
Pipeline Operations (Prince William Sound Regional Citizens' Advisory Council, 2005), pp. 55-61, for discussion and additional data.
Line 13: The $10.00 per barrel price increase rmodeled here results in an Industry net profit increases by $1.97 per barrel, realized without additional cash outlays.

Research Associates, Ester Alaska (March 2011)
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This is the take-away message from Figure 2A: When oil production is already
profitable, a short-term increase in high oil prices creates windfall profits —

additional profit without additional investment — for the producer.

Even if field costs go up, under ACES everybody on the producing end wins.
Figure 2B looks at the possibility that if the $90.00 / bbl. price held for a year,
field costs might also rise. If additional field costs of (say) $3.00 / bbl. were
reported as prices remained high, the ACES field cost allowance would reduce
the state production tax bite so that the industry, under ACES, would still
retaining an additional $1.62 / bbl. from the $10.00 / bbl. increased oil price at
$22.25 / bbl (down from $22.60 / bbl.). At that rate for an entire year, the industry
would gain approximately $386 million — about $44,000 per hour.

The state, with a $2.57 / bbl. cut in its progressive gain, would shoulder the
preponderance of the $3.00 / bbl. cost increase but would still realize an increase
of $4.94 / bbl. ($1.25 billion). Just as the state gains on the high side when oil
prices rise, those gains are backed off when oil prices decline. As noted at the
outset of this report, the state’s larger share of windfalls can be understood as a
trade-off for industry-friendly tax mechanisms that include capital credits and

deferred revenue collections at low oil prices.

An important feature of this model is that it separates transportation profits from
production profits. Through this reporting mechanism, the effects of overlapping
ownership of production and transportation facilities (a characteristic of vertical

integration) can be observed.™

' The $2.00 / bbl. transportation profit estimate used in this example includes pipeline and
marine transportation (tanker) elements. In addition to TAPS, pipleline tariff profits include
regulated North Slope feeder pipelines. It should be noted that tariffs are the subject of litigation
and profit data are not readily available.



Figure 2B

ACES at $80 and $90 per Barrel: Estimated Bottom-Line and Marginal Net Revenue Take (Cost Increase Scenario)

ANS Crude Oil Market Price

|Steps To Estimate Net Revenue Take per barrel and Annualized Results $80/bbl. $90/bbl How Calculated
1) ANS Sales Price ($/bbl.) $80.00 $90.00 Assumed ANS Market Price
) ANS Production (Million Bbl/Yr) 237.3 237.3 (650,000 bpd * 365)
3) Gross Production Value (Million $) 18,980.0 21,352.5 Line (2) * Line (3)
4) Est. Marine + N. Slope "Feeder" P/L Tariffs ($/bbl.) $2.21 $2.21 ADOR, "Oil and Gas Production Tax Status Report to the Legislature," Jan. 18, 2011 (Chart 4)
5) Estimated TAPS Tariff ($/bbl.) $3.81 $3.81 ADOR, "Oil and Gas Production Tax Status Report to the Legislature,” Jan. 18, 2011 (Chart 4)
(6) Est. Transportation Profit (2.00/bbl.) $2.00 $2.00 Estimate for addition to state and federal income tax bases (lines 11 and 12)
) Estimated Production Costs (Operating + Capital; $/bbl.) $23.00 $26.00  $80/bbl.: ADOR, Fall 2010 Revenue Sources, p. 36 (FY 2011 est. OPEX and CAPEX: $11.40 each)
$90/bbl.: ADOR, Fall 2010 Revenue Sources + $3.00 per barrel
(8) Total Costs — $/bbl. $29.02 $32.02 (Line 4) + (Line 5) + (Line 7)
9) Wellhead Price ($/bbl.) $50.98 $57.98  (Line 1) - (Line 8)
(10)  Production Tax Calculation ($/bbl. or %):
a. Production Cost for Calculating ACES $26.29 $29.71 (Line 7)/0.875 (see notes below)
b. ACES Tax Base $53.71 $60.29  (Line 1) - (Line 10a)
c. Progressivity Surcharge Base $23.71 $30.29 (Line 10a) - $30.00 per barrel (per statute)
d. Progressivity Tax Factor 9.49% 12.11%  (Line 10c) * 0.4% (per statute)
e. Production Tax Rate 34.49% 37.11% 25% + (Line 10d)
f.  Production Tax $18.52 $22.37 (Line 10b) * (Line 10e)
(11)  State ANS Production & Pipeline Revenue — $/ bbl.:
a. Royalty $6.37 $7.25  (Line 9)*0.125
b. Est. Total State & local Property Tax (Production
+ TAPS) $1.26 $1.26 Estimated annual TAPS and North Slope property tax (includes municialities shares)
c. Production Tax $18.52 $22.37 Line 10f
d. Tax Credits $2.00 $2.00 Estimate does not represent actual credits (see notes below).
e. Estimated State Income Tax (Total) $2.71 $2.92 0.094 * ([(Line 6) + (Line 9) + (Line 11D)] -[(Lines 11a + 11b + 11c)])
(12)  Estimated Federal Income Tax (Production + Transportation) — $/ bbl. $5.48 $5.92  0.21*([(Line 6) + (Line 9) + (Line 11D)] -[(Lines 11a + 11b + 11c + 11e)])
(13) Estimated Industry Net Profit (Production + Transportation) — $ / bbl. $20.63 $22.25 (Lines 1+ 6 + 36 - (Lines 9 + 11a+ 11b + 11c + 12 + 13)
Results
(14)  Production and Pipeline Net Revenue Split —$/ bbl.):
a. Total State Share (Production + P/L) $26.87 $31.81 (Lines 11a + 11b + 11c + 11e - (Line 11d)
State Percentage 50.7% 53.0% (Line 14a) / (Lines 14a + 14b + 14c)
b. Federal Revenue $5.48 $5.92  Line 12
Federal Percentage 10.3% 9.9% (Line 14b) / (Lines 14a + 14b + 14c)
c. Total Industry Profits (Production + Transportation) $20.63 $22.25 Line 13
Industry Percentage 38.9% 37.1% (Line 14b) / (Lines 14a + 14b + 14c)
(15)  Annual Industry Revenue under ACES - $ Millions $4,893.8 $5,279.9 (Line 14c) * (Line 2)
(16)  Annual Industry Revenue Gain under ACES ($90.00 / bbl.
Vv.$80.00/bbl.) = $ millions =========================== $386.2 (Line 15 @ $90.00/bbl.) - (Line 15 @ $80.00/bbl.)
Notes: ($90.00/bbl. scenario modeled with a $3.00 / bbl. cost increase.)
Line 6: Independent shippers pay pipeline tariffs out of pocket; for the major TAPS owners, who produce and transport roughly similar shares of North Slope crude oil, pipeline tariff charges represent
a transfer payment between subsidiaries. The transportation profit element, roughly estimated, is re-inserted at Lines 11b, 12 and 13 to calculate total industry profits and state and federal
income taxes more accurately. (This is a rounded estimate, provided for illustrative purposes to note that TAPS owners realize a guaranteed profit on TAPS shipments.)
Line 10a:  This calculation reflects the fact that the ACES regime increases the allowable per-barrel cost deduction by one-seventh because the statute only covers non-royalty barrels.
Line 10c:  Effective rates calculated here match ACES rates shown by R. Marks, "Evaluation of ACES with HB 110 Proposal (March 15, 2011), slides 3, 4 and 32.
Lines 11b, 11d:  Detailed analysis of tax credits is beyond the scope of this worksheet. As noted at Line 6, these are rough estimates provided for illustrative purposes.
Line 12: The 21% federal income tax rate used for this calculation, represents an approximation. See Fineberg, The Profitability and Economic Viability of Alaska North Slope and Associated
Pipeline Operations (Prince William Sound Regional Citizens' Advisory Council, 2005), pp. 55-61, for discussion and additional data.
Line 13: The $10.00 per barrel price increase rmodeled here results in an Industry net profit increases by $1.97 per barrel, realized without additional cash outlays.

Research Associates, Ester Alaska (March 2011)
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These worksheets demonstrate the complexity of the factors at play as the critical
numbers go into the oil revenue number-crunching machine and interact to produce
bottom-line revenue figures — and the need to apply careful analysis to the oil and gas
policy issues that confront Alaska. Experience dictates: When working with the complex
of factors that determine the state, federal and industry shares of net revenue at varying
prices, similarly detailed analyses of the bottom-line consequences should be employed
to assess the significance of the points.

I1l. Declining North Slope Throughput and the Era of High Oil Prices

In view of the constant refrain that tax cuts are necessary to make Alaska competitive
and thereby arrest the production decline that threatens to shut down the Trans-Alaska
Pipeline, some observers may be surprised by the stability of CP’s annual profits from
North Slope crude oil production between 2006 and 2010. The tax reduction arguments
rest on the notion that “Alaska is simply not competitive.” Two propositions are

frequently offered to support this concern:

e The Trans-Alaska Pipeline “is two-thirds empty . . . [and] may be shut down
within a decade;” and

« “Investment dollars are by-passing Alaska for North Dakota, Alberta, Australia
and Russia.”*®

Tax reduction advertisements focus also on the historical fact that TAPS throughput is

down nearly 70 percent from the frequently-referenced ANS production peak of 1988

and North Slope production continues to decline (albeit more slowly than often stated).*’

From a fiscal standpoint, it should be noted that the dramatic rise in oil prices that began

in 1998 reflects an important, long-term upward price trend that opens the door to

18 Statements on the web site of the Make Alaska Competitive Coalition, a recently-formed ad hoc
lobbying group. (http://www.makealaskacompetitive.com/ ).

" There is, of course, little comfort in the fact that the North Slope decline is the natural result of
the aging of Prudhoe Bay, the largest producing field in North America’s history. But there is
nothing new or surprising in the fact that TAPS carries much less oil than it did at its peak. (More
than a quarter-century ago, in the mid-1980’s, the director of the state Office of Management and
Budget was trying to educate folks about the seriousness of the looming Prudhoe Bay decline,
just over the horizon.)
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information, presented below, that has bearing on both of the concerns of tax reduction

advocates.summarized in the preceding bullets.

The broad dimensions of the increase in oil prices are shown in Figure 3 on the following
page. This chart is particularly useful because it also displays the Trans-Alaska Pipeline
System tariff, the heavy blue line running across the bottom of the page. From cursory
inspection, one might be tempted to conclude that because the TAPS tariff now
comprises a small fraction of the per-barrel price of oil, pipeline costs are not significant
from a public policy standpoint; | beg to differ. In my estimation, the attention to TAPS in
the current policy deliberations, along with the perennial and protracted bouts of legal
arm-wrestling between independent shippers and industry over TAPS issues both testify
to the economic importance of TAPS. (Pipeline issues will be covered in the following

section.) .

The higher price of oil has significantly offset the economic effects of the reduction in the
volume of oil produced and shipped from Alaska. While oil prices remain volatile, many
informed observers believe that the world has entered an era that will sustain
significantly higher oil prices. Support for this view is found in the strong upward
trajectory of recent oil prices. Near the end of each of the last three decades, oil prices
tumbled sharply. But in 2008, instead of diving toward the single-digit range and
hanging out there for several months, oil prices bottomed out at a significantly higher
level (just under $40.00 / bbl. in nominal dollars), then quickly resumed an upward path.
Even when adjusted for inflation, during the decade between 2000 and 2009 the rising
price of oil (identified in Figure 3 as “ANS WC”) still averaged more than twice that of the

preceding decade.*®

8 ANS monthly price data and an inflation index (using the Gross Domestic Product [GDP]
deflator) are provided for reference in Appendix B.



Figure 3

Alaska North Slope Crude Oil Price v. TAPS Tariff, 1984 — 2009
(Nominal $ per barrel)
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Alaska Department of Revenue, Presentation to Senate Finance Committee, Feb. 16, 2010 (Slide 6).

— Research Associates, Ester, Alaska (May 2010)
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Acknowledging that “there is a lot of oil left in Alaska,” ConocoPhillips President Trond-
Erik Johansen told the Fairbanks Chamber of Commerce April 5 that “as the oil prices
have increased lately, that kind of oil gets more and more interesting” but “it costs much
more to get it out.” Therefore, Johansen said, CP investment to produce those barrels is

contingent on the state’s reduction of its production tax base.®

Mr. Johansen presented two outcomes to the policy debate over ACES revision. On one
side, he said, “we have the infrastructure. . . and we have the TAPS line.” Under the
right circumstances, he said, increasing TAPS throughput to 1.0 million bpd is a realistic
goal.’® On the other hand, he reiterated the frequently repeated concerns that Alaska

was losing to North Dakota and other locales with more favorable tax climates.

Although detailed analysis of North Dakota’s oil boom is beyond the scope of this report,
it can readily be observed that the large Bakken shale oil and gas reserves, now
booming there, were previously identified but lay dormant for an extended period until
the recent rising prices enabled the development of costly new technology.?* Suffice it
so say that the transition to an era of higher oil prices — a world-wide phenomenon
reflected in the price of ANS crude, as shown in Figure 3 — has enabled financing for the
development of shale oil and gas reserves elsewhere, but it does not necessarily follow

that Alaska’s fiscal regime is no longer competitive.

¥ From author’s notes. (Excerpts of Johansen’s remarks can be heard at “Newscast: Wed
4/6/11 00 [Dan Bross], KUAC Local News,
[http://www.publicbroadcasting.net/kuac/news.newsmain/article/0/0/1785466/KUAC.Local.News/
Newscast.Wed.4611]).

% n this regard, it should be noted that the Alaska Department of Natural Resources estimates
that even without continued exploration, existing North Slope fields contain an estimated 5.2
billion barrels of reserves for production between now and 2050. Alaska Department of Natural
Resources, “Oil and Gas Reserves, North Slope,” Alaska Oil and Gas Report, November 2009
(Updated May 2010), p. 8 (Table I.1).

L For background on the North Dakota boom, see: U.S. Geological Survey, Assessment of
Undiscovered Oil Resources in the Devonian-Mississippian Bakken Formation, Williston Basin
Province, Montana and North Dakota, 2008 (National Assessment Oil and Gas Fact Sheet), April
2008, and U.S. Energy Information Administration, Technology-Based Oil and Natural Gas Plays:
Shale Shock! Could There Be Billions in the Bakken?, November 2006.
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Also on the scary side, Johansen also stressed the point that if North Slope throughput
cannot be increased, cooler pipeline temperatures at low throughput rendered TAPS

vulnerable to shutdown by ice or wax blockage.

To help understand — and, hopefully, resolve — questions raised by Johansen’s
paradoxical presentation, in Figure 4 | have updated Figure 3 with price, field cost and
transportation cost estimates. At the far right-hand side of this chart | have inserted
approximations of field cost estimates (the red dotted lines near the lower right-hand
corner of the chart). The yellow box that appears at the center of the revised chart
provides sourcing and additional detail about the transportation and cost elements that
are subtracted from the market price of crude oil to determine the net price, which serves
as the production tax base. This graphic update (which utilizes the best estimates |
could find for critical inputs during the early days of these hearings) provides background

and perspective on the state fiscal regime, whose operation was depicted in Figure 2.

At the risk of calling attention to the obvious, | note that rising oil prices have greatly
expanded empty space on the vertical axis between the TAPS tariff (at the bottom of the
figure) and the volatile but upward-trending oil price (near the top); this development
creates significantly more room for fighting over the division of shares or excess revenue
from each barrel of that oil. To put this gap in hard-dollar terms: On average, each
barrel of ANS crude produced today is accompanied by another 600,000-plus; this adds
up to more than 200 million barrels per year. Therefore, if each inch on the vertical axis
of Figure equals about $30.00 per barrel, then possession of 100% of the revenue in that
inch would be worth more than $6.0 billion per year.?” Clearly, the amounts at issue on
the vertical axis of this chart warrant more detailed analysis than the tax reduction

proposals generally receive in the public process.

2 The gross value of that inch — approximately the drop in average price between 2008 and
2009 shown in Figure 2 — can be calculated as follows: $30.00 * (600,000 bbls.) = approximately
$18 million per day, or $6.57 billion ($6,570 million) per year. With that much revenue riding on
the oil price changes, one should not be surprised that the industry managers and their teams
utilize aggressive accounting and reporting practices to maximize their share of price windfall
gains.
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Consider in this regard a claim that Johansen made on one of his charts to support his
case that the Alaska'’s petroleum fiscal regime with the ACES tax structure was not
competitive. On that slide, Johansen said that CP would lose significant amounts of
money on its North Slope investments if oil prices dropped to $50.00 / bbl. At first cut, |
estimate that at that market price, a new barrel of North Slope crude oil would still show

a profit under ACES after absorbing an additional capital cost of $10.00 / bbl.*®

The 2010 addition to the oil price line that rises toward the top right corner of this chart
serves as a reminder of the importance, for policy purposes, of obtaining and using the
most current information available. When ADOR first presented Figure 3 early in 2010,
that chart gave the impression that the price of oil was still declining, continuing the
breaking in the upward trend that had prevailed since 1998. In fact, throughout 2009 oll
prices had increased rather steadily, with the December 2009 average ($75.19 per

barrel) nearly doubling the January average ($39.01).%*

The CY 2010 average price in Figure 4 displays the reversal of the temporary decline in
average prices during the second half of 2008. While the price of oil frequently fools its
forecasters, as of late March 2011, oil prices in excess of $100 / bbl. confirm the
continued upward price trend.?® In this regard, it should be noted that the state’s
practice of relying on fiscal year data puts Alaska out of sync with the rest of the world —
and, consequently, renders state analysts and policy makers vulnerable to missing or

misperceiving the significance of current data.

% | asked for copies of Mr. Johansen’s slides so that | could understand the basis for the results
he presented. A senior official with Mr. Johansen said the slides were on a flash drive and
promised to provide them; as of this writing, they have not yet arrived. | therefore offer this
observation provisionally and will correct it if | find | have misread or misunderstood the data Mr.
Johansen presented.

24 Examination of the monthly prices reported in Appendix B indicates that during 2009 the
monthly average price increased over the prior month by an average of nearly $6.00 per barrel
during eight months, declining in the remaining four months by an average of approximately
$2.50 per barrel.

% During the last week ANS has averaged approximately $117.00 /bbl. on the West Coast.

(Alaska Dept. of Revenue, “Crude Oil Prices — Bloomberg”
[http://www.tax.alaska.gov/programs/oil/dailyoil/dailyoil.aspx].



Figure 4 Alaska North Slope Crude Oil: Updating ADOR’s Chart with 2010 Price and Cost Data
(Nominal $ per barrel)
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The largest pre-tax elements filling the gap in Figure 4 between the price of oil
(averaging $79.28/bbl. in 2010) are the operating and capital field production costs
(identified in this chart as increasing from approximately $12.82 in fiscal year 2007 to
$19.81 in fiscal year 2010).%° These costs double to triple the transportation costs
shown here (depending on which year’s estimate one uses) and constitute significant
cost deductions under the PPT and ACES production tax regimes instituted,
respectively, in 2006 and 2007. These costs were further increased in hearing
presentations last month, when updated exemplary slides featured production costs of
$23.00 to $26.00 per barrel.?’

These striking cost increases are consistent with a national trend that represent a
striking reversal from two decades of production cost declines.?® When the state
adopted the first cost-based production tax in 2006, total production costs for FY 2008
were estimated at $7.27 per barrel; fifteen months later, when the ACES revision was
passed in November 2007, the FY 2008 cost estimate had doubled, to $14.56.%°

Reported ANS costs are currently running some 55% to 80% over the doubled figure. In

% The Department of Revenue's estimated FY 2010 operating and capital costs were presented
in the Alaska Department of Revenue Fall 2010 Revenue Sources Book, and in a January 2011
report to the Legislature, mandated in 2006 with the passage of the cost-based PPT, to review
and present findings on the impact of the production tax changes prior to the 2011 legislative
sessions (Commissioner Bryan Butcher [Alaska Dept. of Revenue], “Oil and Gas Production Tax
Status Report to the Legislature,” Jan. 18, 2011, p. 1 and slide 4).

7 see: Roger Marks, “History of Alaska’s Oil & Gas Production (Severance) Tax,” Feb. 9, 2011
(presentation to the House Resources Committee), on-line slide #8 and “Evaluation of ACES with
HB 110 Proposal,” March 15, 2010, on-line slide #3 and 24, (presention to the House Finance
Committee). Marks sources the Feb. 9 $23.00 / bbl. estimate to the Department of Revenue’s
Fall 2010 Revenue Sources Book for FY 11 and FY 12; his March 15 production cost estimate
adds another $3.00 bbl. The increase to $26.00 / bbl. represents a one-seventh increase in the
per-barrel estimate calculation for production taxes (shown in Figure 2B, above, at Lines 7 and
10a) to provide cost relief for royalty barrels (one-eighth of North Slope production), which are not
taxed. This increase is built into the ACES tax structure, despite the fact that royalty barrels are
not subject to taxation and, under lease terms, do not receive the benefit of the cost deduction
that the state has applied to production tax base since 2006.

%8 In April 1998, the press reported that according to U.S. Energy Information Administration data
the total cost of producing oil dropped from $14.61 in 1981 to $4.12 per barrel (Dirk Beveridge
[Associated Press], “Crude comes cut-rate; methods slash oil-finding costs,” Anchorage Daily
News, April 2, 1998, p. F-1).

# Alaska Department of Revenue, “The Cost Story,” Oct. 21, 2007 (presentation to the Alaska
State Legislature), slide 7.
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sum, during the five years since Alaska enacted the cost-based PPT production tax,
estimated production costs have increased 355% to 380% over the FY 2008 cost
estimates on which the PPT formula was reckoned in 2006. While discussing field cost

trends, it should be noted that there is often significant variation in regional costs.*

With these principal taxation factors now clearly delineated, the stage is set for a more

detailed look at TAPS tariff and low throughput issues.

IV. TAPS Economic and Low Throughput Issues

In the current campaign, TAPS comes to center stage as the fiscal and physically
challenged conduit to market. TAPS has assumed this role for three reasons: (1) the
pipeline’s size (and ability to generate profits), (2) its unusual ownership overlap with the
three major producers and (3) the fact that the continued operation of TAPS is
necessary for the delivery of North Slope crude oil to market. To understand the
convergence of these three characteristics and their significance, we begin this section

with a brief review of TAPS economics.

IV.A. TAPS Economics

Figures 3 and 4 show clearly that TAPS tariffs (per-barrel shipping charges) are dwarfed
by the trajectory of rising oil prices and the revenue that the North Slope delivers through
TAPS, even at reduced production levels. One picture may be worth many words, but it
is not necessarily the whole story. As in the case of establishing the distinction between
marginal v. bottom-line effects of the state’s fiscal regime, from a policy perspective it is
important to understand where TAPS fits into the big picture. Returning to the three
reasons above that propelled TAPS to prominence in this policy debate, the following
guestions underlie the economic consideration of TAPS issues: (1) Is TAPS merely
another ostensibly small economic item whose significance lies in the power of
multiplying per-barrel numbers by barrels delivered over the course of a year? (2) Is the

pipeline’s role as an income generator the only reason the TAPS owners spend so

%0 For additional background on rising production costs, see: U.S. Energy Information
Administration, Performance Profiles of Major Energy Producers, 2008, December 2009, pp. 10-
11 and 21 (Report No. DOE/EIA-0206[08]).
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much time in state and federal tariff proceedings (challenged primarily by independent
shippers), as well as administrative proceedings over property taxes (challenged
primarily by municipalities)? (3) In view of the pipeline’s vital role as a conduit to market,
how did it come to pass that the owners now find the pipeline in danger of being shut
down? A fourth question emerges from this line of inquiry: Does thlS understanding of

TAPS issues help identify the significance of other overlooked issues?

In considering the possibility of TAPS shutdown, it is important to note that tariff
regulatory provisions provide the pipeline owners with at least two significant financial
benefits that provide incentive for the producer-owners to continue production and

pipeline operations:

o TAPS operating income, guaranteed through rate-making proceedings, provides
TAPS owners with annual profits that constitute an additional hedge against low
oil prices; and

e The advanced collection of future dismantling funds (approximately $1.5 billion
since 1977) provides the TAPS owners with an accumulated cash balance today
estimated at $5.9 billion — an amount that is far in excess of estimated
dismantling costs requirements. This pot of gold — an artifact of the 1985 TAPS
tariff settlement agreement with the state — will continue to grow as long as TAPS

continues to operate, postponing dismantling).**

Another TAPS policy issue that warrants consideration is the history of excessive TAPS
tariff filings. This historical pattern — confirmed in both the 1985 TAPS tariuff settlement
agreement (which marked the resolution of an eight-year battle to lower tariffs) and the

RCA and FERC decisions in this decade (finding that the 1985 settlement methodology

31 Author’s estimate from FERC TAPS tariff proceeding files. For oblique footnote reference to
CP’s dismantling obligations (without mentioning or quantifying the cash for future outlays this
tariff item has generated), see CP’s 2010 10-K report at pp. 63 and 98. (For background
information on this and other TAPS economic issues, see articles and links on this writer's web
site at http://www.finebergresearch.com/tapsecon.html [FinebergResearch.com>The Oil
Patch>Trans-Alaska Pipeline System: Economics]).
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allowed tariffs that were, in fact, excessive) — suggests that the possibility that the TAPS

owners handicap independent shippers by overcharging them.*?

A recent state court ruling at once highlights the importance of the unusual economic
overlap between the major North Slope producers and the TAPS owners and calls into
guestion the notion that TAPS might shut down. In a June 2010 decision following an
extensively briefed, five-week trial in which municipalities on TAPS sought an increase in
TAPS valuation for property tax payments, Superior Court Judge Gleason Sharon L.
Gleason held that the replacement cost of TAPS — not the uncertain (and much lower)
future TAPS income stream — is the correct basis for determining property tax valuation.
Judge Gleason wrote:

The evidence at trial demonstrated that . . . the value of the remaining proven
reserves on the North Slope was approximately $350 billion. The value of those
proven reserves cannot be realized without TAPS, as it constitutes the only
viable means of transporting ANS product to market. Clearly, TAPS would be
replaced to realize the value of those proven reserves if necessary. The Owners
have asserted that TAPS’ economic value derives primarily from its tariff income
stream, and that TAPS was worth just $850 million ... .That proposed value for
TAPS is less than 1/4th of one percent of the approximate $350 billion value of
the remaining proven reserves on the North Slope as of the lien date. This Court
has concluded that the assessed value of TAPS is far greater . . .*

Judge Gleason’s decision strikes a serious blow to the heart of the widely-held
understanding that TAPS is correctly viewed as an independently operated profit center.

Perhaps this, more than the bottom line effect, is the reason the TAPS owners invest so

2 Until Conoco traded its Milne Point field to BP in 1993 and left Alaska, that company was the
only independent field operator on the North Slope (i.e., a field developer without an interest in
TAPS). Later, President and CEO Archie Dunham would comment to an interviewer:

“It broke my heart to trade Milne Point, but we had to do it. All the value of that property
was taken away from us in the pipeline tariffs. It was a valuable strategic lesson — just
look at why the producers in the Caspian are so worried.”

— (Leslie Haines [interviewer], “Getting to the Future First,” Hart’s Oil & Gas Investor,
August 1996 [Vol. 16, No. 8], p. 41.)

Dunham and Conoco returned to the North Slope through merger with Phillips Petroleum in 2002
(two years after Phillips acquired ARCO’s Alaska holdings, including its share of TAPS).

% Superior Court Judge Gleason Sharon L. Gleason, Decision Following Trial de Novo: 2006
Assessed Valuation of the Trans Alas