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Abstract

The principal findings and conclusions | presented at the Noel Wien Library on July 1, when |
was invited on short notice to share my views on SB 21, counter the claims of the Senate
majority that the legislators conducted “exhaustive” review before passing SB 21. The charts
and documentation | provided in these prepared remarks constitute evidence of legislative
review shortcomings that included:

o failure to consider the implications of clear, incontrovertible data from a chart using data
reported by ConocoPhillips showing that company’s remarkably steady North Slope
profitability under the ACES regime;

o failure to consider the significance of the dramatic increase in oil prices — and field costs
— in the fifteen years since 1998;

e failure to consider the historical pattern and consequences of cost over-charges and
revenue underpayments by major North Slope producers;

o failure to gather information on reserves and place that data in perspective; and

e undue reliance on over-simplified charts, demonstrated by acceptance without serious
guestion of a pair of distracting and misleading charts presented to committees by
ConocoPhillips at four separate hearings.

These deficiencies — the primary focus of my prepared remarks — constitute an empirical
demonstration that legislative review of petroleum tax policy issues might be more accurately
characterized as one-sided and slipshod. In any event, lack of legislative discussion of the
issues raised in this slide presentation suggests that the work of the legislative majorities in
both houses regarding the major tax cuts and policy changes embodied in SB 21 was far
from thorough.

At the conclusion of this presentation | also discussed my view that repeal of SB 21 would be
preferable to implementation. Even if one accepts the glittering generality that “we must do
something” to address the challenges faced by the state and North Slope producers, it has
not been demonstrated that the sweeping policy changes imposed by that bill are (a)
necessary, (b) practical or (c) preferable to making relatively minor changes to the existing
ACES regime. | believe that reversing fundamental features of the state petroleum tax policy
on the basis of inadequate data will generate continued uncertainty about Alaska’s tax future,
while the major changes in the state tax system imposed by SB 21 will increase the difficulty
of assessing outcomes. In light of these concerns, it is my belief that relatively minor
changes to the existing ACES system would better serve Alaska’s long-term public interests
in continued petroleum development.

— For documentation and additional information on subjects covered, see: Richard A. Fineberg, SB 21 and
Petroleum Revenue Policy: Six Subjects Requiring Further Consideration, April 4, 2013 (rev. April 8, 2013;
posted July 17, 2013).
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The Disappearing Chart: Game Plan

ConocoFhillips Alaska | egislature and Administration
1. The “Hurricane” Chart 6. Net Revenue “Take”
ConocoPhillips Profitability, 2006-2012 FPercentage of Government Take
2. ACES progressiviw takes the upside 7. 0Qil Prices and Costs
ConocoPhillips and Alaska Eamnings per Barral 1998 — 2013 The Shift o $100 per Barrel
3. ACES Marginal Industry Share 8. North Slope Reserves
Progressivity Effect — Government and Industry The Importance of Gaology and
Shares at ANS West Coast Qil Price ($/hhl) Economies of Scale
4. The Combined Effect 9. State Auditing Problems
Distracting & Misleading Charts “MNothing Could be Further from the Truth”

5. Investmentin Alaska Has Remained Flat 10. The Big Three
Investment has tripled in the Lower 48 Produce almost all ANS oil,
own almost all of TAPS

11. Conclusions: What Do We Know?
What Happened to the Hurricane Data?

Good evening. Thank you all for coming. I'm Richard Fineberg. Let’'s
roll up our sleeves and get down to work. The name of my talk is THE
DISAPPEARING CHART. | hope this subject will be worth your while.
As you can see, the outline breaks into two parallel sets of five
subjects, followed by my conclusions (item 11). | plan to talk for
about half an hour, leaving an hour for questions. This is a process
analysis, and | hope my experience in oil and gas policy will help me
break new ground for many of you. For this reason, | hope you will
hold your questions until I've laid that groundwork. This issue has
many facets to consider, so you might want to write down your

guestions; we can refer back to the slides as needed.

As you know, there’s a whole lot of controversy over this subject.
After SB 21 passed on the last day of the session, we had dueling
press conferences. At the Senate majority conference, Senator Lesil

McGuire (R-Anc) called the session “the absolute best.” The next
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day, at a Democratic press conference Senator Johnny Ellis (D-Anc)
declared it to be “one of the worst legislative sessions in memory.” A
Senate majority briefing claimed that SB 21 “went through an
exhaustive committee process in the Senate before going to the
House for review,” receiving consideration in 28 committee meetings
and more than a dozen hours of floor debate in the Senate alone. .
The story of the disappearing chart, which | happen to have created,
contradicts the legislative majority’s claim. By tracing the history of
that chart and two ConocoPhillips charts that effectively replaced it,
this report presents empirical proof that the legislative majorities
pushed the controversial bill through on a fast track, speeding past

major economic and administrative issues.

The legislative majority placed undue reliance on vague, over-
simplified and poorly sourced economic charts that distract from basic
information indicating that the tax cut may not be necessary, without
discussing the clear markers of ConocoPhillips North Slope
profitability under ACES. Instead, ConocoPhillips, the North Slope’s
largest producer, introduced two charts with misleading information
early in February, to a committee headed by a long-time
ConocoPhillips employee. During the session these ConocoPhillips
charts made the rounds to three other key committees, including
resource committees in both houses, both headed by legislators with
industry ties. With billions of dollars in high-priced oil revenue riding
on the fine print of the 30-page rewrite of the state’s production tax
statute, the different fates of these charts tells an important story.

Let's get to it.
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| first presented the disappearing chart on the cover of a 2011 report
| prepared without funding and submitted to legislators. That chart
tracks ConocoPhillips Alaska’s and global profits since the
iImplementation of the cost-based, progressive state production tax in
2006. I've updated it twice since then. Based on the company’s
annual 10-K reports to the federal Securities and Exchange
Commission (SEC), this chart graphs the contrast between the
company’s sizeable and relatively steady annual profits from its
Alaska operations against the erratic profits — and losses —

ConocoPhillips has realized on its rest-of-world holdings.

The Disappearing Chart (Updated June 2013)
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In this chart, the company’s annual global earnings, as reported to

the SEC, resemble the steep walls of spectacular gorge on the south


http://www.finebergresearch.com/pdf/april2011oiltaxreport(rev).pdf
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side of the Alaska Range known as Hurricane Gulch, midway
between Fairbanks and Anchorage. In contrast, ConocoPhillips
Alaska’s profits follow the Parks Highway, which cruises smoothly
over the gulch on a high, steel-arch bridge built in 1971. For this

reason, | came to call this chart the “Hurricane Gulch” chart.

This informative chart shows that since 2006 ConocoPhillips Alaska
profits ranged from $1.5 billion to $2.3 annually and soared over the
company’s erratic global performance earnings, which plummeted to
a staggering rest-of-world net loss of more than $16 billion in 2008.
Between 2007 and 2009, ConocoPhillips reported net profits from
Alaska of approximately $6 billion — an average $2.0 billion per year.
In contrast to these steady Alaska profits, over that three-year period
the chart shows that ConocoPhillips barely broke even. In other
words, during this period ConocoPhillips lost as much from its rest-of-

world holdings as the company made from Alaska.

Because British Petroleum and ExxonMobil are not required to
produce Alaska-specific data and do not do so, ConocoPhillips data
privides an important indicator of North Slope profitability. And
because this chart is based on data the company reports annually to
the SEC, this information rises above conflicting claims to provide
compelling evidence that ConocoPhillips and similarly situated North
Slope producers do not need the tax cut mistakenly granted by the
state Legislature. But to the best of my knowledge, the legislative
record shows that the tax cut advocates paid little or no attention to
the ConocoPhillips profits information shown in this straight-forward

profits chart. Hence the title, “The Disappearing Chart.”
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Before examining the ConocoPhillips charts that effectively filled this
void, background information on the subjects in the right-hand column
of the game plan (items 7 through 10) is in order. It is important to
understand these economic and geological factors if you want to help
formulate and evaluate North Slope economic policy. But the state
does a lousy job of providing public information on these subjects and

the charts that replaced the Hurricane Gulch chart are not going to

tell you much about these things. The public is being kept pretty

much in the dark.

The Disappearing Chart: Game Plan

ConocoFhillips
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4. The Combined Effect
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11. Conclusions: What Do We Know?
What Happened 1o the Hurricane Data?

First, Oil prices and costs (Game Plan Item #7). The world of oil

prices, shown in the brown line rising to the right in the next chart,

has changed dramatically since 1998. Between 1984 and 1998, oil

prices were in the $20 range. Since then, prices have risen

dramatically and we are now in the $100 per barrel range. This is a
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state chart | filled in to show approximate field and transportation
costs in the lower right-hand corner (in red); above that line, net
revenue (oil price minus costs — the dashed blue line) is split between
industry and government. The vertical, dashed blue line is the major
source of the industry profits. Under these economic circumstances,
auditing costs and prices is of major importance to determine
profitability — particularly for Alaska'’s oil tax regime, which has been

cost-based since 2006.
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As | reported shortly before SB 21 passed (see my April 8 report,
Sections 1 and 6), statements by Department of Revenue officials
indicate auditing is not working — and that the officials may not

understand the audit process. (This is Game Plan Subject #9.)
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Geological characteristics (Game Plan Subject #8) that will either
enable or impede petroleum production are important to
understanding petroleum economics. A critical term in assessing
economic viability is proved reserves, or the amount of discovered oll
that can be produced using conventional technology. The current
estimate of over 6 billion barrels of North Slope proved reserves,
cited in May by the State Assessment Review Board (SARB), would
appear to create economies of scale for oil already discovered, with
some infrastructure already in place. It should be noted that the
SARB determination review was critical of the Department of

Revenue for failing to use court decisions estimating future reserves.

The state Department of Natural Resources isn't publishing North
Slope reserve estimates either. In 2010 that department’s Division of
Oil & Gas annual report listed 5.1 billion barrels of oil reserves by field,
based on the Dept. of Revenue’s 2010 in-house forecast. But in 2011
that North Slope reserves estimate quietly vanished from the
division’s report, replaced by a 2005 U.S. Geological Survey estimate
of “Undiscovered, Technically Recoverable, Conventional Oil and
Gas.” The shift to older data on undiscovered resources does not
seem consistent with the Division of Oil & Gas report’s stated top
goal: “to produce high quality data, analyses and interpretations, and

decisions that are relevant, consistent, defensible and timely.”
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Division of Oil & Gas Lists Undiscovered Resources (2011)

Alaska Statewide Summary of Assessments of Undiscovered, Tachnically Recoveralde Reseurces, Conventional Ol and Gas
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Another important factor to consider is the consolidation of the North
Slope (Game Plan Item #10). The last time | checked, three
companies controlled approximately 95% of North Slope production
and were in the process of increasing ownership of TAPS from 95%
to 100%. TAPS is of great economic value to its owners because it is
a key link to market and a provider of guaranteed profit, even at low
oil prices. TAPS is also an historical source of overcharges. To
ensure that the North Slope is open for business and that TAPS
overcharges — an historical fact — do not rob the state of production,
royalty and income tax revenue while penalizing competition, this is
also a critical development factor. (See the statement from the
Regulatory Commission of Alaska’s 2002 TAPS decision on the next

slide, which was upheld by the state Supreme Court in Feb. 2008.)
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Unrefunded TAPS Overcharges, 1977-1996 (RCA Finding, 2002)

“...TSM [TAPS Settlement Methodology] has, on a cumulative basis,
provided the Carriers with an opportunity to recover $9.9 billion more than
their costs as determined by the DOC [Depreciated Original Cost] revenue
requirements....In 1997 dollars, the net present value of the cumulative
stream of revenue requirement differences is $13.5 billion....”
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The importance of TAPS tariffs was underscored in 1996 when
Archie Dunham, president and CEO of Conoco Inc., the only
independent field operator on the North Slope (at Milne Point) until

his company left Alaska in 1993, told 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.

Dunham and Conoco would return to the North Slope six years later,
merging with Phillips Petroleum in 2002 — two years after Phillips

acquired ARCO'’s Alaska holdings, which the company subsequently
expanded from a 22.29% stake in TAPS to 28.29%. Because TAPS
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profits are included in the transportation costs subtracted from the
price of oil to determine the production tax base, these benefits
accrue to the owners, at the expense of the state and non-owner
shippers. Note also: the guaranteed, regulated profit that TAPS
delivers to its owners with every barrel of crude oil the pipeline
delivers is a hedge against low oil prices that independent developers

do not share.

Now we turn from background to the story of the disappearing chart.
In October 2012 the Anchorage Daily News and the Fairbanks Daily
News-Miner carried the Hurricane Gulch chart on ConocoPhillips
Alaska’s strong annual returns, which | submitted with opinion articles
supporting state senators who were asking serious questions about
North Slope policy. The ConocoPhillips Alaska response by Vice-
President for External Affairs Scott Jepsen two weeks later contained

this statement:

Those who want to leave ACES unchanged frequently cite
ConocoPhillips’ earnings reports to support their arguments by
comparing ConocoPhillips’ Lower 48 earnings to its Alaska earnings.
But that is an apples-to-oranges comparison. In the Lower 48, natural
gas and natural gas liquids make up a large part of ConocoPhillips’
portfolio. Those products have lower value and margins than oil,
especially after recent steep declines in natural gas prices.
Conversely, the vast majority of our production in Alaska is oil,
which has a relatively high value.

If North Slope oil has “a relatively high value” and ConocoPhillips
currently makes consistent profits from Alaska, why are tax cutsn
eeded? Jepsen attempted to answer with a chart depicting North
Slope revenue on a per-barrel basis. In my estimation, that chart

(shown on the following page) is defective in several respects.
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The numbers show why oil tax reform is needed: ConocoPhillips
has a profit, but state takes much more

By Scott Jepsen

Nov 02, 2012 | 887 views | 4 =/ |8 “0 | o | b
ConocoPhillips Earnings Per Barrel Relative to the State, 2007-2011
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— Fairbanks Daily News-Miner (Community Perspective), Nov. 2, 2012 (This chart also

appeared in the Anchorage Daily News [Compass], Oct. 27, 2012, headed “Alaska’s oil
taxes work against more North Slope production.”)

The ConocoPhillips response chart has three salient deficiencies:

. By focusing on earnings per barrel, the ConocoPhillips chart
diverts attention from the company’s total annual profits from
Alaska (shown clearly in the Hurricane Gulch chart).

. By focusing on the state’s larger share of North Slope crude net
revenue at high prices, the response chart further distracts from
the company’s extraordinary annual profits from Alaska.

. This chart ignores company earnings elsewhere, as well as
cost data — important factors in determining North Slope

competitiveness and calculating profitability.
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Three and a half months after responding to the Hurricane Gulch
chart, ConocoPhillips presented the same deficient chart to a
legislative committee in Juneau. Returning to the outline of tonight’s
discussion, background information necessary to understanding
North Slope economics appears in the right-hand column, while
subjects relating to ConocoPhillips appear in the left-hand column,

immediately beneath the disappearing Hurricane Gulch chart.

The Disappearing Chart: Game Plan

ConocoFhillips Alaska | egisiature and Administration
1. The “Hurricane” Chart 6. Net Revenue “Take"
ConocoFhillips Profitability, 2006-2012 Percentage of Government Take
2. ACES progressivity takes the upside 7. Qil Prices and Costs
ConocoPhilips and Alaska Earnings per Barrel 1998 — 2013 The Shift o 5100 per Barrel
3. ACES Marginal Industry Share 8. North SIDpE Reserves
Progressivity Effect — Government and Industry The Importance of Gaology and
Shares at ANS West Coast Qil Price (§/bhl) Economies of Scale
4. The Combined Effect 9. State Auditing Problems
Distracting & Misleading Charts “Nathing Could be Further from the Truth”

5. Investmentin Alaska Has Remained Flat 10. The Big Three
Investment has tripled in the Lower 48 Froduce almost all ANS oil,
own almost all of TAPS

11. Conclusions: What Do We Know?
What Happened o the Hurricane Data?

When the ConocoPhillips response to the Hurricane Gulch data was
presented to the Senate TAPS Throughput Committee on Feb. 5,
2013, that chart immediately followed a confusing and misleading
companion chart. Together, these two charts made the legislative
rounds, appearing with the suite of company slides presented to three
other legislative committees considering SB 21. Here’s the first

legislative version of the response chatrt.
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Earnings Per Barrel — ConocoPhillips Alaska and State of Alaska
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This chart, essentially identical to the November 2012 response chart,

appears immediately after the following mislabeled bar chart that
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shows government and industry shares of marginal revenue at

various prices.

ACES Marginal Industry Share

Government and Industry Marginal Share in Alaska
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As noted earlier, these charts first appeared together in testimony
presented to a committee headed by long-time ConocoPhilllips
employee, freshman Senator Peter Miccichi, who is the
superintendent of that company’s Kenai LNG facility. At the session-
end Senate majority press conference, Senate President Charlie
Huggins praised Miccichi as the hard-working freshman senator who
“had the first opportunity to touch the oil tax bill.” Huggins noted that
“the end product [of the tax bill] was a reflection of his shaping and
his skill.” He did not mention Senator Miccichi’'s ConocoPhillips

connection.

Discussion of the unusual role Senator Miccichi and his committee
played in the enactment of SB 21 is beyond the scope of tonight’s
discussion and is therefore reserved for future consideration.
However, it should be noted that before the company representatives
testified Feb. 5, Miccichi carefully handed his gavel to his co-chair,
noting that he was doing so to avoid the appearance of conflict of
interest because he worked for the same company that employed the
people who were about to testify. However, he added, he would
continue to engage in dialogue with them. Apparently Miccichi was
operating on the premise that paying lip service to conflict of interest

makes the conflict go away.

When Scott Jepsen took the stand to present ConocoPhillips views of
North Slope production challenges to the Senate TAPS Throughput
Committee February 5, he was accompanied by Finance VP Bob

Heinrich. The ten-slide suite presented by the ConocoPhillips Vice
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Presidents was short on data but long on claims that included the
repeated statement that ACES “[p]rogressivity takes the upside and
discourages investment,” while the original version of SB 21 “does
not contain sufficient investment incentives for legacy fields to offset
Alaska’s high cost environment.” The slides acknowledge that
“billions of barrels” remain at Prudhoe, Kuparuk and Alpine, described
as the “lion’s share” of current and estimated future production. The
ConocoPhillips slides also claim that “’Easy Oil’ in the Legacy Fields
iIs Gone” and Alaska is not competitive with other prospects due to
factors that include prospectivity, costs, time to production and

(ConocoPhillips’ punch line) Alaska'’s high taxes.

To sort through these paradoxical generalities, it is necessary to pay
attention to the complex factors that determine the course of future
petroleum development — and to the details of state petroleum
administration. In this case, attempts at quantification reveal that both
the distracting per-barrel earnings chart and the companion bar chart

are off-target.

In the cluttered earnings per barrel response chart discussed above,
a vestige of the profitability reported in the “Hurricane Gulch” chart is
barely recognizable, while ConocoPhillips masks its extraordinary
Alaska profitability by shifting from annual to per-barrel profit figures
and omitting reference to the company’s erratic global earnings
record. To begin unraveling the mysteries of these two charts, here

are three questions regarding fundamental information about
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ConocoPhillips profitability that Miccichi and his committee did not

ask:

Legislators did not ask Jepsen to comment on his previous
admission that ConocoPhillips Alaska returns outperformed the
company’s Lower-48 results because “the vast majority of our
production in Alaska is oil, which has a relatively high value,”
compared to the Lower 48, where natural gas and natural gas
liquids predominate, with “lower value and margins than oil,
especially after recent steep declines in natural gas prices.”
Nor did they ask Jepsen to respond to the observation (in my
October 2012 press article on the Hurricane Gulch chart) that a
different, forward-looking set of ConocoPhillips data, also filed
annually in accordance with SEC requirements, indicates that
the company expects that its future Alaska investments will
outperform its investments in other parts of the world.
Additionally, they did not ask why ConocoPhillips co-presenter
Heinrich mischaracterized the company’s Alaska earnings
between 2007 and 2011 as “flat,” when that chart data shows
that during this period ConocoPhillips Alaska’s per-barrel
income increased from $21 to $24 per barrel. During that five-
year period the 14% Alaska increase in profits roughly doubled

the federal chained price inflation increase.

Turning now to the bar chart on ACES progressivity, which appeared

immediately before the earnings per barrel chart in two committee

hearings (Senate TAPS Throughput, Feb. 5, and House Finance,

April 8) and on the same slide in two others (Senate Resources, Feb.
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20, and House Resources, March 26), with the bar chart appearing
immediately above the response chart showing effects on

ConocoPhillips and state per-barrel shares between 2007 and 2011.

Senate Resources Committee, Feb. 20, 2013
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This confusing and misleading companion chart, which shows
government and industry shares of marginal revenue at various
prices, creates the impression that under Alaska’s progressive ACES
regime, company revenue from the North Slope production
diminishes as oil prices rise from $80 to $130 per barrel. In fact,
however, closer analysis reveals that this chart shows that the

opposite is the case.

The ConocoPhillips companion chart consists of eleven vertical
revenue bars of equal height; within each bar the industry’s profit is
shown in green, creating a green swath across the chart that
diminishes as the state share of net revenue — shown in red —
increases. At first glance, that swath in the companion chart therefore
lends apparent support to Jepsen’s arguments about the rising costs
of new technology and the need to cut taxes. But the impression
created by the companion bar chart is misleading due to two factors:
the ambiguous definition of marginal revenue and faulty chart axis

labeling.

Using a definition of marginal revenue that is not provided on the
chart, Conoco’s co-presenter Heinrich testified that the bars in the
companion chart represent $5 per barrel increments rather than total
net revenue value. It should be noted, however, that other petroleum
experts use the term “marginal”’ quite differently, defining marginal
revenue as the difference between total revenue and assumed costs.
Under this definition, if a barrel of oil sells for $100 and its costs are

estimated at $40, then marginal revenue is $60. Consequently, in this
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case, the net revenue to be split between the host and the producer
would be twelve times greater than the $5 increment the chart

actually shows, according to Heinrich’s testimony.

But the chart did not include this critical definition. Failing to clarify
this ambiguity, the faulty vertical axis labeling shows only
percentages of marginal revenue (not dollar values), while the oill
prices appear on the horizontal axis, directly beneath the eleven
vertical bars. Due to the omission of a $5 dollar scale on the right-
hand vertical axis, the chart labels combine to erroneously suggest
that each vertical bar in this chart shows total net revenue per-barrel
at the prices shown directly beneath the eleven bars, rather than the
$5 per barrel increment. Heinrich’s use of a different definition can be
justified, but the chart’s lack of clarity on this important distinction

cannot.

When the ConocoPhillips labeling defects are understood, the green
swath in the bar chart shows that as oil prices rise from $80 to $130
per barrel the industry continues to receive additional net revenue
with each incremental $5 per barrel price increase. Even though the
green portion of each $5 bar represents a smaller industry share of
the windfall gain as prices rise, ConocoPhillips still shares in the
increase. Put otherwise: despite the impression created by the poorly
labeled bars, as prices rise between $80 and $130 per barrel

ConocoPhillips makes more money — not less.
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Even when the labeling SNAFU is cleared up, this chart still has
problems: Apart from the misimpression the ambiguously labeled
bars creates, this chart does not tell viewers how production tax
credits that offset the tax paid affect the chart results; nor is it clear
which companies would benefit most from these credits. Additionally,
it should be noted that the progressivity effects on the $5 incremental
additions to the production tax base shown in this ConocoPhillips
chart:

. affect only the production tax rate shown on the chart;

. are partially offset by state and federal income taxes; and

. have no effect on other key factors (field expenditures, royalty

and property taxes).

For these reasons, if correctly labeled and calculated the effects on
total net revenue (approximately $60 per barrel when oil sells for
$100 per barrel) would be significantly less than the company
revenue reductions on the increments due to price increases ($5 per

barrel).

To summarize the unusual story of the charts on ConocoPhillips
North Slope profitability: The distracting and illusory pair of
ConocoPhillips charts received by the Senate TAPS Throughput
Committee Feb. 5 was subsequently presented to three separate
legislative committees dealing with SB 21, while the depiction of
ConocoPhillips profit data shown in the “Hurricane Gulch” chart was
notably absent from the 2013 legislative scene. The fact that this pair

of defective slides appeared before four separate committees without
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serious challenge calls into question the quality of the legislative

majority’s review and approval of SB 21.

Two more charts before we wrap up: Here’s another ConocoPhillips
chart arguing that a tax cut is necessary. | have two problems with
this chart: (1) This chart also refers to a piece of the economic picture
without looking at the important nuts and bolts of North Slope costs
and profitability — reserves, economy of scale, existing infrastructure,
to name a few. (2) In light of the consolidation of North Slope
production in the hands of three companies, is the state vulnerable to
the possibility that one or more of these companies could be

withholding investments in order to force the state to reduce taxes?
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The Disappearing Chart: Game Plan

ConocoPhillips Alaska Leqislature and Adiministration
1. The “Hurricane” Chart 6. Net Revenue “Take”
ConocoPhillips Profitability, 2006-2012 Percentage of Government Take
2. ACES progressivity takes the upside 7. Oil Prices and Costs
ConocoPhillips and Alaska Earnings per Barrel 1998 — 2013 The Shift to $100 per Barrel
3. ACES Marginal Industry Share 8. North Slope Reserves
Progressivity Effect — Government and Industry The Importance of Geology and
Shares at ANS West Coast Oil Price (3/bbl) Economies of Scale
4. The Combined Effect 9. State Auditing Problems
Distracting & Misleading Charts “Nothing Could be Further from the Truth”

5. Investment in Alaska Has Remained Flat 10. The Big Three
Investment has tripled in the Lower 48 Produce almost all ANS oil
own almost all of TAPS

11. Conclusions: What Do We Know?
What Happened to the Hurricane Data?

| am troubled by what | believe is the Legislature’s undue reliance on
oversimplified charts. Here’s a sample of the charts the Legislature is
using as a policy guide: Government share of net revenue, or

government “take.” This metric does not necessarily determine

AVERAGE GOVERNMENT TAKE
AT $100/BBL

Regime Competitiveness: Average Government Take at 3100/bbl

Avernge Dovemmant Take of Clobal Fiscel Regmen ot § 3100401
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—  PFC Energy, "Regime Competitveness: Average Government Take at 3100 / bbl” (from PFC Energy, “Alaska
Hydrocarbons Fiscal Systems Analysis, © January 2013; presented to the Alaska House Resources Committes
by Commissioners Daniel 5. Sufvan [DNR] and Bryan Butcher [DOR], im "0il Tax Reform — Amesting TAPS
Throughput Decine” (slide presentation), March 28, 2013, Slide 15).
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whether an Alaska tax cut is needed to compete with investments in
the Lower 48, or elsewhere in the world. International petroleum
expert Daniel Johnston, who is widely known and respected for the
charts he has developed making global comparisons of government
and industry shares of net revenue take from petroleum development,
counsels that this benchmark for evaluating the economic
attractiveness of a petroleum fiscal system is a tool that should not be

used without careful examination of other factors.

Finally, I'd like to make a few quick comments and recommendations.

Then we’ll take short break and go to questions.

The Disappearing Chart: Game Plan

ConocoPhillips Alaska eqgisiature and Administration
1. The “Hurricane” Chart 6. Net Revenue “Take”
ConocoPhillips Profitability, 2006-2012 Percentage of Government Take
2. ACES progressivity takes the upside 7. Oil Prices and Costs
ConocoPhillips and Alaska Earnings per Barrel 1998 — 2013 The Shift to $100 per Barrel
3. ACES Marginal Industry Share 8. North Slope Reserves
Progressivity Effect — Government and Industry The Importance of Geology and
Shares at ANS West Coast Qil Price ($/bbl) Economies of Scale
4. The Combined Effect 9. State Auditing Problems
Distracting & Misleading Charts “Nothing Could be Further from the Truth”

5. Investment in Alaska Has Remained Flat 10. The Big Three
Investment has tripled in the Lower 48 Produce almost all ANS oil,
own almost all of TAPS

11. Conclusions: What Do We Know?
What Happened to the Hurricane Data?

First, It should be clear from what we have seen that the legislative
majority’s carefully orchestrated chaims of of exhaustive review and

an open public process are nothing but political puffery: a sham.
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ConocoPhillips Alaska’s extraordinary profitability record under the
ACES tax regime appears to contradict the claim that continued tax
breaks are necessary to enhance North Slope development
prospects. While uncertainty is always a problem looking forward,
information gaps, divergent estimates and audit problems indicate
that the state clearly needs better numbers to assess our future.
Since (1) ConocoPhillips is the only “Big Three” company that is
required to break out details of its Alaska operations and (2) there is
no reason to assume that the that ConocoPhillips North Slope
production economics vary significantly from those of partners British
Petroleum and ExxonMobil, it should be clear that more attention is

needed.

While the Democratic minorities deserve credit for their efforts, it
would be a mistake to regard this policy issue as an inter-party
squable. Look at the two veteran Republican senators who spoke out
against their party colleagues (two of whom work for ConocoPhilllips

and several of whom were inexperienced freshmen).

State budget needs should not be cited as justification for increasing
(or cutting) state oil taxes for two reasons:

The outcome of North Slope production future is determined
principally by the geological and economic realities; state budget
needs do not change geological realities..

Due to the strong current of anti-government sentiment these
days, attempts to justify increasing oil taxes to fund government

spending is apt to engender more opposition than support.
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Here are my policy recommendations:

1. Repealing SB 21 to return to the existing (cost-based and
progressive) ACES state production tax system established in 2006-
2007 will be simpler for both government and industry to implement
than trying to implement SB 21

A. If production taxes are determined to be excessive at certain
prices, minor modifications to the ACES system (for example,
putting a cap on progressive tax increases at the necessary
prices) can be simply enacted without destroying the virtues
and benefits to the industry of the cost-based and progressive
system installed after extended deliberations in 2006 and 2007,

B. Implementation of the numerous technical tax changes in SB
21 will (1) hamper operation of the already overloaded state
data and revenue collection systems and (2) impede policy
analysis by adversely impacting comparisons to data gathered
under the current system’s different categories.

C. Because uncertainty threatens investment, the sooner
corrections to ACES that will deliver just and reasonable returns
to industry and the state can be determined and installed, the
better.

2. The Competitiveness Review Commission provisions should be
replaced by a statutory oversight board mandated to objectively
analyze problems associated with (a) state gathering of information
on production economics and revenue collection and (b) the unusual

geological and geographic characteristics of North Slope production.
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A. Uncertainty regarding fiscal questions created by the
inadequate review of state petroleum policy issues and the
failure to establish an authoritative data base to inform oil and
gas policy deliberations combines with the bias toward the
major producers that may inhibit potential investors.

B. The need for an objective analysis board — rather than
cheerleaders — is particularly acute under current
circumstances, in which (1) three producing companies control
approximately 95% of North Slope production and own an even
larger percentage of the Trans-Alaska Pipeline and (2) in most
provinces production declines are often accompanied by the
entrance of smaller companies with different skill sets and
economic requirements than major producers.

C. In light of Legislative failures to validate source data and
examine the implications of the administrative problems the
review board should be mandated to assure (1) unbiased
assessment of the systemic improvements to the state oil and
gas revenue system. necessary to deal with the economic and
geological realities of declining North Slope Production and (2)
maximum feasible production levels within that framework
through just and reasonable returns.

D. To facilitate formulation and review of state oil and gas policies,
the state should switch petroleum data systems to a calendar-
year reporting basis to facilitate analysis of state data in relation
to (1) other petroleum-related reports, (2) economic reports

and (3) historical and future trends.
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3. Citizens should create an independent, ad hoc organization to
consider the following questions regarding the formulation of state oil
and gas policy:

A. Did industry influence on legislative policy deliberations (1) lead
to the oversight and policy formulation failures experienced
during the recent consideration of ACES and SB 21 and/or (2)
warrant revision of the established state conflict of interest
policies?

B. Is the 90-day legislative session compatible with the need to
protect the public interest in (1) careful formulation and (2)

thorough review of oil and gas policies?

Thank you for your attention and patience. We've covered a lot of

technical ground and I'd be happy to take questions.

The text of the author’'s remarks, accompanied by the interspersed slides, were
presented at the Noel Wien Library (Fairbanks, Alaska, July 1, 2013) and the Mad
Hatcher's Restaurant (Wasilla, Alaska, July 8 and 9, 2013).

For documentation and additional information on subjects covered in these informal talks,
see: Richard A., Fineberg, SB 21 and Petroleum Revenue Policy: Six Subjects Requiring
Further Consideration, April 4, 2013 (rev. April 8, 2013; posted July 17, 2013).

For additional background on Alaska oil tax issues, see Richard A. Fineberg,
Establishing a Rational Foundation for Review, Formulation and Implementation of
Alaska’s Oil and Gas Fiscal Policy, April 7, 2011 (rev. 2012).
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