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DEBUNKI NG O L | NDUSTRY MYTHS AND DECEPTI ON: THE
$100 BI LLI ON CONSUMER RI P- OFF

SKYROCKETI NG PRI CES, SKYROCKETI NG PROFI TS
&

A L COVPANY FAI RY TALES ABOUT WHY

EXECUTI VE SUMVARY

This report finds that the oil industry has exhibited a
| ong-term pattern of strategi c underinvestnent, m smanagenent of
capacity and the gam ng of gas prices. This is resulting in
record breaking costs for consuners at the punp and record profit
mar gi ns for industry. The report estimates that as a result of
anti-conpetitive practices, oil conpanies have achi eved nore than
$100 billion in excess profits, conpared to conparabl e Standard
and Poors Industrial conpanies. Finally, it points to failure on
the part of the Adm nistration and Congress to reign in an oi
i ndustry bent on profiting fromsupply and denmand pressures.

Maj or oil conpani es have

¢ achieved nore than $100 billion in excess profits from
2000 to 2005 as a result of anti-conpetitive
practices;

¢ strategically underinvested in refinery capacity to
ti ghten supplies and gain market power over gasoline
prices;

¢ carried out a deceptive and m sl eadi ng PR canpai gn
telling a huge profit story to Wall Street and a snall
profit story on Main Street;

¢ sought to blane factors other than their own behavi or
for higher consunmer gasoline prices.

The report exam nes overall profits in the industry and the
rate of on investnment in the sector. It highlights trends within
the industry that point to nmergers and consolidation by najor oi
and gas conpani es that have elimnated conpetition and provided
the trigger for strategic underinvestnent in refinery capacity,
whi ch has allowed refiners to earn ever higher margins on
gasoline. The report includes an analysis of the donestic



refining sector, |looking at the “donestic spread” - the |large and
vari abl e spread between the price of crude and the price of
product, which is set by local conditions |ike the nunber of
refineries, the extent of conpetition in refining markets, and
the strength of demand. It shows a direct |ink between |ong-term
structural changes and the behavioral changes in the industry,
drawi ng the connection between business strategies to increase
profitability and pricing volatility.

The report docunments the industry’ s |long standing public
rel ati ons canpaign to m slead the public and policymakers. It
shows that the industry tells very different stories on \Wall
Street and Main Street. On Wall Street oil conpanies point to
their soaring return on equity and cash flow as proof of their
huge profitability, while on Main Street they point to profit as
a percentage of sales and ignore cash flowto claimless than
stellar results. In our capitalist econony, as the conpanies
know, return on equity and cash flow are what matter since this
is what attracts capital and drives up stock prices. The
i ndustry’s earnings are astronom cal by historical standards.

To protect consunmers fromfurther price gouging by the
i ndustry, the report recomends the foll ow ng concrete policy
recomendati ons for addressing supply and demand si de influences
on gas prices. The recommendations i ncl ude:

» awndfall profits tax triggered by specific circunstances
Wi th increased revenue funnel ed back i nto expandi ng our
refining capacity and pronoting fuel efficiency.

» concrete steps for reducing fuel consunption through
aggressive, targeted i nprovenents to vehicle fuel
efficiency standards.

» setting requirenents that guarantee an increase in refining
and storage capacity to deal with the industry’s failure to
bui | d capacity and keep adequate stocks on hand by creating
strategic refinery and product reserves.

» mechani snms that prevent pricing abuse in the energy markets
including formation of a joint task force of federal and
state Attorney Cenerals to nonitor the structure, conduct
and performance of gasoline markets, wth an enphasis on
uni |l ateral actions that raise price.



. I NTRCDUCTI ON

A. THE NeveEr ENDING STory

In six of the past seven years, as gasoline prices have
soared to record |l evels several excuses have been offered at
different times, including the cost of crude oil,! refinery
out ages and nai nt enance, ? | ack of gasoline in storage,?
unexpect ed surges in demand,* or the weather. Two things are
constant, however, there is a shortage of refinery capacity and
oil conpany profits continue to go up, up and up

This year’ s scapegoat of choice — a shortage of ethanol - is
particularly m sleading. The oil conpany story starts with a
clever attenpt to make it appear that Congress nmandated an
i medi ate switch to ethanol,® which it did not. The Energy
Policy Act of 2005 requires refiners to utilize an increasing
percent age of renewable fuels. The Renewabl e Fuel s Standard that
ki cked in beginning January 2006 requires refiners to utilize at
least 4 billion gallons of renewable fuels, a target that was
surpassed in 2005 and there was no mandate to switch this spring.
But the oil conpanies, en nmass, chose to switch from MIBE to
et hanol after the governnment told themthat they could neet the
requi renents of the Clean Air Act however they wanted.?®

Once we set that record straight, we find a nore typica
story of oil industry m smanagenent. Failing to plan carefully,
t he conpani es have created a surge in demand for ethanol. Even
t hough they have known for a long tinme that ethanol nust be
handl ed differently than other additives, they did not prepare
their refineries or distribution facilities to make the shift in
an orderly and tinely fashion by arranging for transportati on and
storage.” Wth little conpetition, conpanies do not fear being
caught short, because each knows that when they raise prices,
there is no one to steal their custonmers. The result of this
m smanagenent is the anonaly of all anonalies, gas station
out ages in Texas.?®

It is not clear that there is a physical shortage of
et hanol ,° as capacity in the industry has been expandi ng
rapidly.® At the same tinme there have been an unusually high
nunber of refinery maintenance shut downs because the industry
| acks spare capacity. As a result of prior decisions by the oi
conpanies to close refineries and a 30-year refusal to build new



ones, the closure of three refineries on the GQulf Coast has
stretched the industry’'s limted capacity.

One thing that is certain is that the cost of ethanol being
added to gasoline sinply does not account for the huge surge in
prices. The head of the Energy Information Agency recently
admtted that the actual cost of ethanol could only add a few of
cents per gallon to the price of gasoline.! Instead, the huge
gasoline price run-up can be traced back to tight refinery
capacity, lower refinery operations, the rising cost of crude oi
and sharply higher refinery margins.

A simlar pattern of strategic actions and m smanagenent was
evident in the first price spike of the newmllenniumin the
upper md-West in the summer of 2000. A report by the Federa
Trade Conm ssion (FTC) noted:

The spi ke appears to have been caused by a m xture of
structural and operating decisions nmade previously
(high capacity utilization, low inventory |levels, the
choi ce of ethanol as an oxygenate), unexpected
occurrences (pipeline breaks, production difficulties),
errors by refiners in forecasting industry supply

(m sestimating supply, slow reactions), and deci sions
by firms to maximze their profits (curtailing
production, keeping avail able supply off the market). 2

The et hanol scapegoat, as the other scapegoats before it, is
sinply another effort by the major oil conpanies to distract the
public and policy nmakers fromthe underlying truth. On the other
side, calls for investigations of windfall profits and price
gougi ng identify the synptons, not the disease:

eThis is a concentrated industry that |acks conpetition
and has achi eved market power over price through
mergers and strategic decisions to keep refining
capacity tight.

Thus, the problemis not “just” supply and demand. The
problemis a market in which the forces of supply and demand are
too weak to prevent abuse of consuners.

e There is not sufficient conpetition on the supply-side
to force producers to expand capacity and alleviate
pressures on prices.



eDemand is so inelastic that, when prices are increased,
consuners cannot cut back sufficiently to cause oi
i ndustry profits to decline.

The major oil compani es get away w th market abuse because
they can and because policymakers from one Congress and one
admnistration to the next have done nothing to address the
fundanment al mar ket power probl em

B. OverviEW AND QUTLINE OF THE REPORT

The Consuner Federation of Anerica began pointing this
probl em out after the second gasoline price run-up of the new
mllenniumin early 2001.* The first price spike in md-2000
coul d have been an acci dent, even though there was evi dence, as
noted above, that a systematic problemwas afflicting the
industry. By the second price run-up the pattern was becom ng
clear. W called it a roller coaster and a ratchet. W have now
been through eight cycles and the cost to consuners has nounted

into the hundreds of billions of dollars.
Thi s paper updates that previous analysis. It starts with
an analysis of the donestic refining sector in Section Il. Wile

it is certainly true that the price for crude, and therefore the
profitability of both donmestic and foreign production (for which
the major oil compani es account for a significant portion), are
set by the global cartel, that is not true of refining. There is
a large and vari abl e spread between the price of crude and the
price of product, which is set by local conditions — the nunber
of refineries, the extent of conpetition in refining markets, and
the strength of demand. The evi dence shows that the oi

conpani es have turned the donestic U. S. refining sector into a
huge cash cow.

Section Il exam nes overall profits in the industry and the
rate of re-investnment in the sector. It estimates nore than $100
billion of excess profits. Two different approaches point to

this conclusion — first a conparison of the return on equity
earned by the oil conmpanies to the return on equity earned by the
St andard and Poors Industrial conpanies and second, a conparison
of capital expenditures to cash flow The industry is throw ng
of f and unable to absorb a huge quantity of free cash fl ow.

This massive windfall was far too |arge to hide behind the
et hanol illusion, so the oil conpanies have continued their
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broader public relations charade, which tries to nmake their
profits | ook average. Section IV shows that they tell very
different stories on Wall Street and Main Street. On Wall Street
they point to their soaring return on equity and cash flow as
proof of their huge profitability, while on Main Street they
point to profit as a percentage of sales and ignore cash flow to
claimless than stellar results. In our capitalist econony, as
t he conpanies know full well, return on equity and cash flow are
what matter since this is what attracts capital and drives up
stock prices. The industry’ s earnings are astronom cal by

hi stori cal standards.

. DOVESTI C REFI NI NG
A Dovestic Rerinng As A CasH Cow

The nost obvious indicator that we can use to see how
industry is mlking the refining sector is to exam ne the
“Donestic Spread.” The donestic spread is the difference between
the refiner acquisition cost of crude oil and the punp price, net
of taxes. That is, when we subtract taxes and crude costs from
the punp price, we isolate the share that donestic refining and
mar keting take in the final price. The bulk of this is for
refining.

It is also inportant to note that the refining sector is
|argely integrated with the producing sector. A small nunber of
| arge, integrated conpanies own both crude oil production and
refining operations and account for the bulk of the total
i ndustry. For these conpanies, the choice of where profits are
taken is a transfer pricing decision, but control of refineries
inatight market is the key to controlling price at the punp.

Exhibit 1 shows the donestic spread going back to January
1995.1* There was a small increase in 2000, followed by a |arger
spi ke in 2001. During the recession of 2002 the spread returned
toits historic levels. Since 2002, the spread has been above
the historic average and steadily rising. In the first quarter of
this year, it was over 30 cents per gallon above the historic
average. In March 2005, even before the dramatic price increases
of April, it was about 40 cents per gallon higher than the
hi stori c aver age.



EXHIBIT 1:
GASOLINE DOMESTIC SPREAD
(Pump Price Minus Taxes and Crude)
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Source: Energy Information Administration, Petroleum Data
Base.

One of the nost interesting ways to see how the conpani es
have used the donestic refining sector to drive up gasoline
prices is to conpare the inconme fromdonestic refining operations
to income fromforeign refining operations. |f the problemwere
really global then we woul d expect to see little difference
bet ween the donestic and foreign operations of these conpanies.
In fact there was a huge difference (see Exhibit 2). Donestic
U. S refining has beconme a najor profit center and cause of
I ncreasi ng prices.



EXHIBIT 2:
REFINING/MARKETING MARGIN — MAJOR OlIL COMPANIES
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Source: Energy Information Administration, Selected Financial
and Operating Data for a Consistent Set of Major Energy
Companies.

Net income increased for donestic U S. refining operations
fromjust over $1 billion in 2002 to al nost $24 billion in 2005.
It increased fromunder $1 billion for their foreign refining
operations to about $7 billion over that period.

Qut put of refining operations — called throughput in the
i ndustry —grew nodestly at both the donmestic and foreign
refineries. Thus, inconme per barrel of throughput at U S.
refineries grew nuch nore rapidly. This increase in incone cones
out of the consuner’s pocket in the price at the punp. The
conpani es have al nost doubled their rate of profit per barrel of
t hroughput on donestic refining conpared to foreign operations.



B. GCreating TicHT MarkeTs AND KEEPING THEM T1GHT

Docunents fromthe m d-1990s indicate how this cane about.
I ndustry officials and corporate officers were concerned about
how to reduce capacity, with observations such as “if the U S
petrol eumindustry doesn’t reduce its refining capacity, it wll
never see any substantial increase in refinery profits,” froma
Chevron Corporation docunment witten in Novenber 1995. A Texaco
official, in a March 1996 nmenorandum said refinery overcapacity
was “the nost critical factor” facing the industry and was
responsi ble for “very poor refining financial results.”?®

Even the National Energy Policy Devel opnment G oup forned in
response to the 2001 price spi ke recogni zed that the reduction in
capacity was the result of business decisions of oil conpanies.
Government did not choose to close refineries and carry nuch
| oner stocks, private businesses did.

Ongoi ng industry consolidation, in an effort to inprove
profitability, inevitably Ieads to the sale or closure
of redundant facilities by the new conbi ned ownershi p.
This has been particularly true of termnal facilities,
whi ch can lead to reductions in inventory and system
flexibility. Wile excess capacity may have deterred
sone new capacity investnents in the past, nore
recently other factors, such as regul ati ons, have
deterred investnent.

Wth oil conpanies nmerging and elimnating “redundant”
capacity, it should not be surprising to find that capacity has
becone tight.

A 2003 RAND study of the refinery sector reaffirned the
i nportance of the decisions to restrict supply. It pointed out a
change in attitude in the industry, wherein “[i]ncreasing
capacity and output to gain market share or to offset the cost of
regul atory upgrades is now frowed upon.”*® 1Inits place we find
a “nore discrimnating approach to investnent and supplying the
mar ket that enphasi zed maxi m zing margi ns and returns on
i nvestment rather than product output or market share.”?® The
central tactic is to allow markets to becone tight by “relying
on...exi sting plant and equi pnent to the greatest possible extent,
even if that ultimately nmeant curtailing output of certain
refi ned product.”?



| ndeed, many RAND di scussants openly questioned the
once-uni versal inperative of a refinery not “going
short” — that is not having enough product to neet

mar ket demand. Rather than investing in and operating
refineries to ensure that markets are fully supplied
all the tinme, refiners suggested that they were
focusing first on ensuring that their branded retailers
are adequately supplied by curtailing sales to

whol esal e markets if needed.

The Rand study drew a direct |ink between | ong-term
structural changes and the behavioral changes in the industry,
drawi ng the connection between business strategies to increase
profitability and pricing volatility. It issued the sanme warning
that the FTC had offered two years earlier — “Unl ess gasoline
demand abates or refining capacity grows, price spikes are likely
to occur in the future in the Mdwest and other areas of the
country.”??2 As Rand put it

For operating conpanies, the elimnation of excess
capacity represents a significant business
acconplishnment: low profits in the 1980s and 1990s were
bl amed in part on overcapacity in the sector. Since
the m d-1990s, econom c performance industry-w de has
recovered and reached record levels in 2001. On the
ot her hand, for consuners, the elimnation of spare
capacity generates upward pressure on prices at the
punp and produces short-term market vulnerabilities.
Di sruptions in refinery operations resulting from
schedul ed mai nt enance and overhaul s or unschedul ed
breakdowns are nore likely to lead to acute (i.e.
measured in weeks) supply shortfalls and price

spi kes. 23

The “record levels” of profitability in 2001 were achi eved
with income in the sector of about $12 billion. Income in 2005
was al nost twi ce as |arge.

A recent coment by the chairman of ExxonMobil reported in
the Wall Street Journal makes it clear that the industry
continues to behave in this anticonpetitive, anti-consunmer manner
and will do nothing to alleviate the pressure on the refining
mar ket .
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Exxon Mobil Corp. says it believes that, by 2030,
hybri d gasoline-and-electric cars and light trucks wll
account for nearly 30% of new vehicle sales in the U S
and Canada. That surge is part of a broader shift
toward fuel efficiency that Exxon thinks will cause
fuel consunption by North American cars and |ight
trucks to peak around 2020 — and then start to fall.

“For that reason, we wouldn’t build a grassroots
refinery,” in the US Rex Tillerson, Exxon s chairman
and chief executive, said in a recent interview Exxon
has continued to expand the capacity of its existing
refineries. But a new refinery fromscratch, Exxon
bel i eves, woul d be bad for |ong-term business. ?*

Ref i nery expansi on has not been sufficient to alleviate the
pressure on price and this business strategy is likely to keep it
that way for over a decade.

[11. A HUNDRED BI LLI ON DOLLARS OF EXCESS PROFI TS

A. ReETURN oN EoQui TY

The increase in profits of the major oil conpanies in 2005
was huge by any standard. The oil conpanies had an i ncone of
about $120 billion, which equaled the total of 1995-1999
i nclusive (see Exhibit 3).

Placing this huge increase in profits in perspective is a
chal l enge. The oil conpany executives like to point to profit as
a percentage of sal es because in a commodity business, where raw
materials are a |large part of costs, profits will ook small. In
a capitalist econony, however, it is return on equity that
matters, since this is the return that attracts capital
investnment. By this standard, the oil conpany profits have been
skyrocketi ng.

The Departnent of Energy noted in its nost recent
conpr ehensi ve anal ysis of The Performance Profiles of Mjor
Energy Producers (for 2004) that the major oil conpanies, known
as the FRS conpanies (large energy producers required to file in
t he Financial Reporting System, had experienced a sharp increase
in inconme and profitability driven by product price increases.
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EXHIBIT 3:
NET INCOME FROM PETROLEUM OPERATIONS OF MAJOR OIL COMPANIES
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Profitability — a neasure of a conpany’s or an

i ndustry’s net incone relative to the equity or capital
provi ded by investors — rose to 22.1 percent,
surpassing the previous peak of 21.1 percent in 1980.
The return on stockholders’ equity for the FRS
conpani es has been substantially higher than that of
the Standard & Poor’s (S&P) I ndustrial conpanies for 4
of the past 5 years, a trend not seen since the high-
price period of 1979-1981.2%

In Exhibit 4 we have added estimates of the 2005 return on
equity to the series presented by the Energy Information
Adm ni stration. In 2005, net inconme and return on equity
i ncreased by sharply. |In fact, 2004 and 2005 each set a record.
Four of the five nost profitable years since the oil enbargo of
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EXHIBIT 4:
RETURN ON EQUITY FRS COMPANIES AND S&P INDUSTRIALS 1973-2005
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Source: Energy Information Administration, Performance Profiles
of Major Energy Producers: 2004, March 2006, p. 3 for 1973-2004.
2005 estimated based on Energy Information Administration,
Financial News for Major Energy Companies, Fourth Quarter 2005,
Financial News for Independent Energy Companies, Fourth Quarter
2005; and Standard and Poors.

1973 have occurred since 2000. These huge increases are
excessive by several critical neasures.

The historic pattern over fifteen years, where oil conpanies
earned sonmewhat |ess than the S&P Industrials is, in fact, the
proper baseline. The return on equity should reflect the
underlying risk in the sector. Wall Street neasures riskiness by
the variability of profits (neasured by the Beta); the major oi
conpani es are well below the average by this neasure. The reason
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is that demand for oil is highly inelastic; it does not fluctuate
wi dely. Conpetition is weak and barriers to entry are high. As
aresult, the oil industry faces |less business risk than other

| ar ge conpani es.

Conpared to the return on equity in the 1985-1999 period, in
2000- 2005 the major oil conpani es have enjoyed a huge w ndf al
(see Exhibit 5). If we assune the average return in 1985-1999
conpared to the S&P Industrials in that period, the increase in
2000- 2005 is about $150 billion in excess profits. That
translates to over $200 billion in before tax profits, which is
what the consunmer pays. Even if we assune that the oil industry
shoul d have the same return on equity as the S&P Industrials, the
excess since the start of the 21t century woul d be about $100
bilion in after tax profits, or about $150 billion in prices paid
by consuners. By either neasure, it is a huge w ndfall.

B. Free CasH FLow

The profits are excessive in another sense. They are so
| arge that the industry sinply cannot or will not reinvest them
in the business (see Exhibit 6). The cash flow of the conpanies
— made up primarily of net inconme plus depreciation, has al so
skyrocketed. Capital expenditures have not.
Depreciation and net inconme are the return of and on capital.

EXHIBIT 5:
2000-2005 OIL INDUSTRY PROFITS ABOVE HISTORIC LEVELS:
(BILLIONS OF DOLLARS)

AFTER TAX BEFORE TAX
BASE
ROE EQUAL S&P INDUSTRIALS 97 145
1985-1999 AVERAGE 140 209

(S&P INDUSTRIALS MINUS 3%)

Source: Calculated by author, see text.

The increase in cash flow above capital expenditures since
2000 has been just over $100 billion. Thus, this is a good
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EXHIBIT 6:
CASH FLOW AND CAPITAL EXPENDITURES
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estimate of the excessive profits of the oil conpanies over the
peri od.

V. M SLEADI NG THE PUBLI C AND POLI CYMAKERS

There are two primary ways in which the oil conpanies
attenpt to divert attention fromthe reality of their excessive
profits. In their public relations canpaigns,

e they focus on profits as a percentage of sal es, but
never nention return on equity.

15



e They focus on total investnent but never nention
depreciation or cash flow.

While their public relations canpaigns ignore the nost
prom nent nmeasure of profitability, their representations to
stockhol der do the exact opposite, giving prom nence to the
true indicators of profitability.

A. ReTuURN oN EQui TY

The analysis in the previous section is based on the
i ndustry averages available in the federal reporting system and
focuses on return on equity. This issue has taken on an extrene
i nportance in the public policy debate over oil industry profits.
The focus on return on equity is inportant. |In fact, it is one
of the primary nmeasures that the oil conpani es use when they
describe their performance to stockhol ders.

For exanple, the opening paragraph in the Chairman’s Letter
to ExxonMobi | stockhol ders reads as foll ows:

2005 was an outstandi ng year for ExxonMbil w th net

i ncone of $36 billion, the highest in the history of
the Corporation. Return on average capital enpl oyed
increased to 31 percent. This success was spread
across the conpany with Upstream Downstream and

Chem cal Businesses all posting strong earnings. These
results denonstrate the strength of our busi ness nodel
and its ability to capture fully the benefits of a

r obust busi ness environnent. ?¢

There is no nmention of profits per dollar of sales as the
measure of financial performance in the letter, or anywhere el se
in the annual report. ExxonMbil’s Financial and Operating
Revi ew for 2005 gives even nore details declaring on page 3 that
“ExxonMbbil is the | eader of our industry.”?” The key financia
indicators that it lists are “Record earnings and operating cash
flow and “Industry-leading return on average capital enployed
(ROCE) of 31 percent.” On the next page is a graph entitled “ROCE
Leadership.” 28

The ExxonMobil busi ness nodel, described in a graph that
follows a couple of pages after the letter to investors points to
the investnent strategies and financial nunbers that are
i nportant (see Exhibit 7). These are not the nunbers that the
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i ndustry advertises to the public in its public relations
canpai gns.

The other oil conpanies do much the sane. The letter to
stockhol ders fromthe chai rman of ConocoPhilips starts with the
follow ng two paragraphs:

At ConocoPhilips we welconme the relentless challenge of
rai si ng sharehol der value. 1In 2005 we strived to neet
t hat chal |l enge by delivering good operational and
financi al performances, while investing in strong,

val ue-bui | di ng opportunities.

The conpany’s net income in 2005 was $13.5 billion, or
$9. 55 per share, conpared to $8.1 billion or $5.80 per
share, in 2004. This solid financial performance,
coupled with $2.5 billion debt reduction, boosted the
conpany’s return on capital enployed (RCOE) to 31.2
percent, conpared to 23.2 percent a year earlier.?®

EXHIBIT 7:
THE EXXONMOBIL BUSINESS MODEL

Disciplined
Investmant

Superior GROWTH IN
Cash Flow SHAREHOLDER Operational
VALUE

Industry-Leading
Returns

Source: ExxonMobil, Summary Annual Report 2005, p. 5.
17



The statenment in the second paragraph of the Chevron Texaco
letter to stockholders is simlar:

Qur financial performance reflects the capital
discipline that is necessary to create sustained val ue
and growh. Net incone in 2005 was $14.1 billion on
sal es and ot her operating revenue of $194 billion -
representing record levels in both categories. Return
on capital enployed was a strong 21.9 percent. 3

Thus, the first nmeasure of performance to which the conpany
points is return on capital. This nunber includes in the
denom nator both equity and debt. Return on equity tends to run
consi derably higher than return on debt. Return on capital
enployed in this industry tends to run higher than in other
i ndustries because the oil industry carries |less debt as a
percentage of total capital. Thus, for purposes of |ong-term
conparisons, return on equity is a better neasure, as it is not
affected by changes or differences in the debt/equity ratio.

In contrast, when the oil conpanies defend their profits in
public, they do not refer to this nunber. Instead, they point to
profits as a percentage of sales, which nmakes little sense when
used to conpare industries that have very different |levels of raw
material inputs. Howirrelevant is this ratio? In none of the
three cases cited did the chairman of the conpany bother to
report this ratio to stockhol ders, even though the nunerator and
the denom nator were cited in every letter. They just do not
bother to calculate the ratio because it has little rel evance.

In light of this, the constant and repeated® use of
different ratios on Wll Street and Main Street nust be seen as a
conscious effort to m slead the public.

B. Free CasH FLow

The second m sl eadi ng nunber that the industry uses in
public is total investnment that is not placed in context of cash
flow. For exanple, on the day ExxonMobil reported its profits,
it took out large ads in the nation’ s |eadi ng newspapers
inform ng the public that it has invested $74 billion since
2001.3% Chevron has run simlar a simlar ad.?33

We have al ready suggested that this nunber is msleading in
our discussion of cash flow and capital expenditures. 1In the
guot e above, note that ExxonMbil |isted operating cash flow as a
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second indicator of its superior financial performance. Wen the
conpani es tout their increases in capital spending, they ignore
cash fl ow. 3

To exam ne this issue in nore detail, we exam ned the cash
fl ow and capital spending of ExxonMbil, Chevron Texaco and
ConocoPhilips. These are the three major oil conpanies that
report on a consistent basis (BP and Shell are foreign registered
conpanies). In their letters to stockholders, the conpanies tend
to define their cash flow and capital expenditures very broadly
(see Exhibit 8).

EXHIBIT 8:
CASH FLOW AND CAPITAL EXPENDITURE
(ExxonMobil, Chevron, ConocoPhillips)
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Source: ExxonMobil, 2005 Financial & Operating Review, pp. 2,
23; Chevron, 2005 Supplement to the Annual Report, pp. 2, 6.
ConocoPhilips, Annual Reports 2005, p. 66, 2002, p. 65.
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As we observed for the entire industry, growh of cash flow
vastly exceeded capital expenditures for these three conpanies.
Cash flow increased by over 150 percent over the period, about
three tinmes as quickly as capital expenditures did. The oi
i ndustry was generating a huge quantity of free cash that was not
bei ng pl owed back into the industry. The absolute size of the
gap has beconme huge —$50 billion by 2005.

We can take a nore fine-grained | ook at this question from
t he bal ance sheets of the conpanies. W can focus narrowy
depreciation and incone, i.e. return of and on capital. W can
calculate the net new investnent in the industry by subtracting
depreciation fromcapital expenditure. Net new investnment is the
new capital invested in excess of depreciation (see Exhibit 9).
Bet ween 2001 and 2005, net new investnent in the industry

EXHIBIT 9:
NET NEW INVESTMENT AND NET INCOME
(Exxon Mobile, Chevron Texaco, ConocoPhillips)
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Source: ExxonMobil, 2005 Financial & Operating Review, pp. 2,
23; Chevron, 2005 Supplement to the Annual Report, pp. 2, 6.
ConocoPhilips, Annual Reports 2005, p. 66, 2002, p. 65.
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i ncreased by about $15 billion, from$7 billion to $23 billion,

whil e net incone increased by $44 billion, from about $20 billion
to about $64 billion. Over the period, net new investnment
total ed about $65 billion, net incone totaled about $185 billion.

Free cash is piling up at the conpanies at an astronom cal rate.

ExxonMobi| presents a figure for net investnment in property,
pl ant, and equi pnent that represents the outcone of the
cal cul ati on we have presented above (see Exhibit 9). It is
broken down for donestic and foreign operations and for upstream
(production) and downstream (refining and marketing) operations.
It covers the period fromyear-end 2001 to year-end 2005. It
tells a story that really contradicts its glow ng clai ns about
investnment. The total increase over the four years (since these
are year end figures, they represent investnents in 2002-2005)

EXHIBIT 10:
EXXONMOBIL NET INVESTMENT IN PROPERTY PLANT AND EQUIPMENT
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was about $18 billion, or about 25 percent of net incone over the
period. Note that investnent in U S. downstream operations has
been al nost flat, increasing a neager 3 percent. The increase in
downstream i nvestnent in property, plant and equi pnment represents
| ess than one-half of one percent of net inconme over the period.

V. CONCLUSI ON

A.  Avo b NG D sTRACTI ONS

Thi s anal ysis shows that the behaviors of the oil conpanies
are consistent with the statenment of the ExxonMbil CEO and the
overall pattern in the industry. They are generating phenonenal
returns but they are not investing significantly in refineries.
| ndeed, Exxon and the other conpanies enphasize “disciplined
investrment.”® In this industry with i nadequate facilities, a
| ack of conpetition and inelastic demand, for the consuner
“di sciplined i nvestnment” neans underinvestnent, tight markets and
price spikes. 36

Calls for windfall profits taxes and investigations into
price gouging will grab a |lot of headlines, while the nmajor oi
conpanies wll try to shift the blanme el sewhere. Both sets of
activities fail to address the underlying problem

Wndfall profits at the oil conpanies and price gougi ng by
refiners are synptons of a very dangerous di sease in the oi
industry — its anti-conpetitive, anti-consunmer market structure.

If we tax away the windfalls, it could offer consuners sone
imediate relief, but it will not do consuners any good in the
long term if we do not use the noney to inplenent public
policies that fundanentally change the underlying market
conditions. The idea of using windfall profits taxes to fund
rebates to consuners is attractive because househol d budgets have
been hamrered by rising prices, but we need to keep the orders of
magni tude in mnd (see Exhibit 11). Annual househol d gasoline
expendi tures increased by over $800 dollars between 1995-1999 and
2005. If the 2006 average price finishes at $2.75 a gallon, that
will add over $400 to the average household bill. A rebate of
$100, as has been di scussed, does not go very far in easing the
pain and it does nothing to solve the problem Nor does it
redress the grievance, as it anmounts to $10 billion, which is one
tenth of the excess profits.
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EXHIBIT 11:
HOUSEHOLD EXPENDITURES FOR GASOLINE
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Source: Bureau of Labor Statistics, Consumer Expenditure Survey,
various issues; Energy Information Administration, Petroleum
Prices;

Pushing the antitrust authorities to do investigations after
t hey have been so lax in approving nergers and antitrust
enforcement will likely not find “collusion.” The industry has
beconme so concentrated and | acking in conpetition that it has
been able to pursue a policy of under-investing in refineries for
so |l ong conpanies do not need to collude to increase prices.
They do so unilaterally and watch their brethren follow suit in
paral l el fashion, know ng that demand cannot respond. In short,
consuners are trapped between a small group of powerful non-
conpeting conpanies out to maxim ze profits and purposefully weak
governnmental authorities who consistently fail to strengthen or
enforce the | aw
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B. Errective Palicdes ForR THE Long- TERM

We need policies that change the market fundanmentals and we
cannot rely on the oil conpanies to do the job — their record of
underi nvest ment, m smanagenent and deception teach us ot herw se.

We need a strategic refinery reserve that is dedicated to
buil ding a strategic product reserve that is used to discipline
rising gasoline prices. The oil industry has failed to build
sufficient refinery capacity to handl e even routi ne mai nt enance.
The strategic purpose of the consolidation of the industry was to
elimnate conpetitive pressure and conpetitive behavior in the
refining sector. They have succeeded in gaining market power and
only capacity created outside their control can sol ve that
problem It never will build enough so that spare capacity puts
downwar d pressure on prices.

I n our 2004 report,3 we pointed out that we sinply cannot
produce oursel ves out of the problem yet that clai mkeeps com ng
back. Because donestic resources represent a very small share of
t he gl obal resources base and are relatively expensive to
develop, it is folly to pursue a supply-side solution to the
energy problem?3® The increase in the amount of oil and gas
produced in Arerica will not be sufficient to put downward
pressure on world prices; it will only increase oil conpany
profits. Wth a depleted, costly resource base that represents a
very small share of the global total, donmestic production sinply
cannot discipline the world price of oil.?3®

Further boosting the profitability of the petroleumindustry
W th access to “cheap” resources in environnmentally sensitive
areas would not increase production a great deal, nor will it
decrease prices to consuners. Over the past three years, the
donestic oil and gas industry has enjoyed a huge increase in
profitability, but the pricing abuse has gotten worse, not
abat ed.

A substantial part of the problem and the |ong-term solution
lies on the demand side in our vehicle fleet. The only hope, if
we can believe the CEO of ExxonMbil is to accel erate that
i nprovenent dramatically. The recent decision of the Departnent
of Transportation to raise the efficiency standard for trucks by
anmere 1l mle per gallon is a disgrace, based on an economc
anal ysis that assunmes gasoline price over the next five years
that are half what they are today.
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Qur 2001 report laid out an aggressive set of policy goals
t hat went unheeded. |In the past five years policy nmakers did
little to address the underlying problem and consuners have paid
a heavy price. The policy directions we outlined renmain the
directions we nust go as a nation. The key principles were as
fol | ows:

e Restore reserve margi ns by devel opi ng both efficiency
(demand-si de) and production (supply-side).

e |ncrease market flexibility through stock and storage
policy.

e Discourage private actions that nake markets tight/or
exploit market disruptions by countering the tendency
to profiteer by w thholding of supply.

e Pronpte a nore conpetitive industry.

e Address the disproportionate burden that rising energy
price place on | ower inconme househol ds.

The only thing that has changed is that we need to do nore
to nmove in these directions and faster to solve this problem

The one additional area in which the need for public policy
has becone apparent since the 2001 report is oversight over
financial comobdity nmarkets. These markets were “noderni zed” in
2001 and there is nmounting evidence that high volunme of trading,
volatility and risk are adding to the upward spiral of prices.?
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