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IN THE HOUSE BY THE FINANCE COMMITTEE

CS FOR HOUSE BILL NO. 889 (Finance)
IN THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the sale of royalty oil by the
State of Alaska to Doyon, Ltd.; and providing for an
effective date.™
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The "Agreement for the Sale and Purchase of Royalty O0il
[between the State of Alaska and Doyon, Ltd." (dated February 26, 1982) which
is referred to in the Department of Natural Resourcesl "Review of Alaska
[Royalty OQOil Policy and Findings for Proposed Disposition of Royalty Oil"
(dated February 26, 1982) as "Doyon 1," 1is approved and ratified provided
that by October 1, 1982, the governor makes a written finding that financing
for the refinery required by Article 111, Section 3.4 of the Agreement for
the Sale and Purchase of Royalty Oil between the State of Alaska and Doyon,
Ltd., has been obtained and that the project is otherwise imminent and viabl

* Sec. 2. This Act takes effect immediately in accordance with AS 01.10

070(c).

CSHB 889 (Fin)
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Original sponsor:- Rules/Governor Offered: 4/7/82
Referred: Finance

BY THE SPECIAL"GAS »

IN THE HOUSE i COMMITTEE
CS FOR HOUSE BILL NO. 889 (Cac Plpefrfrn®
IN THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the sale of royalty oil by the

State of Alaska to doyon, Ltd.: and providing for an
effective date/*
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The "Agreement for the Sale and Purchase of Royalty Oil
between the State of Alaska and Doyon, Ltd." (dated February 26, 1982) which
is referred to in the Department of Natural Resources®" "Review of Alaska
Royalty P 1 Policy and Findings for Proposed Disposition of Royalty Oil"
(dated February 26, 1982) as "Doyon 1," 1is approved and ratified provided
that by October 1, 1982, the governor makes a written finding that financing

for the refinery required by Article 111, Section 3.4 of the Agreement for

the Sale and Purchase of Ro

Ltd., has been obtained A
Lfcd-n- pii«<»l»nnnn n+ nnlnn n -wftnwnnf -In r>1t-\%or
Mapr.n Alaoka mFf-1nr<TTy m *.t-hn-rny«1l »y nil | TTEHv Mapi’D Alygfrally Muy 17,
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* Sec. 2. This Act takes effect immediately in accordance with AS 01.10.°

070(c).
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Introduced: 3/29/82
Referred: Special Gas Pipeline
Committee and Finance

BY THE RULES COMMITTEE BY
REQUEST OF THE GOVERNOR

IN THE HOUSE
HOUSE BILL NO. 889
IN THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the sale of royalty oil by the

State of Alaska to Doyon, Ltd.; and providing for an
effective date.”
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The "Agreement for the Sale and Purchase ofRoyalty Oil
between the State of Alaska and Doyon, Ltd."™ (dated February 26, 1982) which
is referred to in the Department of Natural Resources®" "Review of Alaska
Royalty Oil Policy and Findings for Proposed Disposition of Royalty Oil"
(dated February 26, 1982) as "Doyon 1," is hereby approved and ratified.

That agreement provides that it is void if Doyon, Ltd. or its assignee pur—
chases or gains a controlling interest in either the Mapco Alaskarefinery or

the royalty oil contract with Mapco Alaska by May 1, 1982.

* Sec. 2. This Act takes effect immediately in accordance with AC 01.10.

070(c).
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TESTIMONY OF TIM WALLIS
PRESIDENT, DOYON, LIMITED

ROYALTY OIL CONTRACT
Juneau, Alaska
\pril 7, 1982
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My name 1is Tiro Wallis and 1 am president of Doyon, Limited.

Thank you Mr./Madam Chairman and members of the Committee

for the opportunity to testify on SB 880 and HB 889 concerning

ratification of the royalty oil sales contract between the State

of Alaska and Doyon, Limited.

Our contract represents the first concrete attempt by

an Alaska-owned company to break into the in-state refining

business. As such, the issues 1inherent in your decision to

ratify are straight forward. It is my intent today to provide

you with a status report of our project and to answer all your

guestions. Hopefully, this will assist you in your decision—

making process. And, it will assist Doyon in proceeding with

the most beneficial project underway 1in the interior today.

PROJECT STATUS

By way of background, Mr. Chairman, during the past

2C months, Doyon has been actively investigating various

oil and gas projects in order to find a way to minimize the impact



of fuel costs to residents throughout the interior region of

Alaska. Our investigations and studies have included new re—

fineries at the Yukon River, Valdez, Fairbanks and the Lower 48.

We investigated acquiring existing refineries. We"ve conducted

detailed feasibility studies on methane distribution for Fairbanks

and we®"ve advanced what we view as the only common sense approach

to moving natural gas liquids from Prudhoe Bay to processing

sites in Alaska. It was not without, considerable preparation

that we committed to the present refinery project at North Pole.

In November, 1981, Doyon, Limited signed a lump sum,

turnkey contract with Litwin Engineering and Constructors for

construction of a distillation refinery with a throughput of

30,000 to 35,000 BPD. Furthermore, the key components, 1i.e.,

crude tower and furnace, are sized for 50,000 BPD. The product

slate will be JP-4, commercial jet fuel, gasoline, home heating

oil and diesels. The economic feasibility of the project is

in large part based upon the absence of gasoline manufacturing



capturing a modest share of the other refined product markets.

The project was scheduled for fast track completion 1in

December, 1982. However, primarily due to Chevron USA and

the state not reaching an agreement on the return oil, and

rapid readjustment of crude supply prices, we have rearranged

the priorities of the tasks to complete the project by as—

signing priority to the sale of the return oil from the refinery.

This rearrangement is partly dictated so that long-term

financing can be negotiated under such advantageous terms as

will benefit Doyon and our customers.

Engineering and design are 90% complete. Doyon presently

owns all of the key refinery components which are, for the most

part, skid mounted and ready for shipment to Alaska. Doyon also

owns the refinery site, a 75-acre tract at North Pole, adjacent

to the trans-Alaska pipeline and an existing refinery. All work



The final air
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permit is expected to be issued in the next 10 days. This

represents a substantial investment by Doyon and a strong

financial commitment to the project.

GENERAL CONCERNS

During the period of time from November, 1981 through

February, 1982, Doyon negotiated with the Department of Natural

Resources to arrive at the contract that is before you.

CHANGED CIRCUMSTANCES

It cannot be over-emphasized that Doyon plans to proceed

with its refinery project. When we signed the royalty contract

on February 26, 1982, our completion date was December, 1982.

Now it is June, 1983 - an 18-month construction schedule

instead of the fast tracked 12-month schedule. On March 6,

it was reported that we put the project on "hold.”™ This was

a poor choice of words. It has been interpreted to mean that

we stopped all work on our project when in fact we have not.

We simply changed emphasis on the tasks needed to complete
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work 1is being completed on

the reformer, heat exchangers and Frude skids which include
the main processing unit. A better choice of words would
ha\/e been that our change in emphasis necessitated an ex—
tension of the schedule for project completion from December
until June. The change of emphasis resulted from various
circumstanccs.

."oremost, our contract was predicated on the Department
of Natural Resources®" desire to sell our return oil to Chevron
By the time we learned that the Chevron contract would not be
signed, the world oil surplus and rapid price decline made it
much more difficult to sell the return oil.

Consequently, Doyon 1is presently negotiating with several
companies to sell the return oil. But because we are dealing
in a current "buyer®s market,"™ it is more difficult than

it was six months ago.
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important factors in financing our project. In order to

[ ] .- . [ ] . HEEe_~ . - . ..
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successfully negotiate the sale of the return oil, it is

" .m: . "

imperative that we have it to sell. TH?E is why any sug-
£ , . e £-mV e 1i$ -
gestion that the contract not be approved until financing is
in place is a Catch-22 situation. The fact i1s that the contract
requires Doyon S refinery to be operational by December, 1983.
Nothing has changed to prevent Doyon from complying with this
requirement. For the aforementioned reasons, we"ve slipped
the schedule to a more nearly normal time line. And this time
line is within the scope envisioned in the contract.

It appears that the length of the construction schedule
is being confused with the depth of commitment Doyon has made

to the refinery. We should not be penalized for not meeting

a fast track schedule that was achievable only if all things
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n summary, Mr. Chairman
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of this magnitude that all of its elements are interdependent.

Financing 1is dependent on cash flow. Cash flow is dependent on
sales contracts. Sales contracts are dependent on supply
contracts. They are all dependent on a business organization

with the skill to unify the diverse requirements for each

element. The absence of any one element only serves to make

achievement of the other elements more difficult. IT the royalty

oil contract is not approved and deferred until next year, then

it may be impossible to complete the other interdependent

elements. It costs the state nothing to approve the contract,

but disapproval may cost the people of the state all that could

be gained from a competitive Alaskan-owned refinery.

In keeping with the legislature®s and administration®s

policy to encourage in-state use of royalty oil, | request

your approval and passage of H.B. 889 and/or S.B. 880.
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WHEREAS, the State of Alaska, through the Commissioner of m

- 4 \V " " eses, © " _ShPe

the Alaska Department of Natural Resources,-ﬁnd Doyon, Ltd, have

.

entered into an "Agreement for the Sale and Purchase.of Royalty

Oil" dated the 26th day of February 1982;” and

WHEREAS, 1in accordance with AS 38.06.055(Ca) the = -
* - ol Rt

Commissioner of Natural Resources may not enter-into a sale,v.;w

exchange, or other disposition of oil or gas or of"the rights or"./y\U?~

waiver of the rights to receive future production of .royalty o1l W*
or gas under AS 38.05-183 without the prior approval; of the

Legislature. - and . >

WHEREAS, according to AS 38.06.055(Ca), . a sale, ex--
change, encumbrance, or other disposition of oil-or gas or of the ok
rights or waiver of the rights to receive future production of,."/.

royalty oil or gas may not be made by the commissioner of natural

o |
resources under AS 38.05-183 without prior review of the proposed

- - L] ° ° - T -—® e e ° q.’ V,\
sale, exchange, encumbrance or other disposition by “the board. A "
written recommendation of the board on the proposed sale, exchange, V

encumbrance or other disposition of oil or gas or of the rights, or
waiver of the rights*"to receive future production®™ of royalty.-oil

or gas shall be submitted to" the legislature at the time a"." =
resolution approving the proposed sale, exchange, encumbrance ory ~

other disposition is introduced in the legislature™; and m'l* 1]

WHEREAS, 1in accordance with AS 38.06.0*10(a), the beard shall
(2) "hold public hearings on proposed sales, exchanges, or other .

disposals of royalty oil or gas to determine whether the proposals

comply ®ith AS 38 .06.070; ==
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.from the commiissiomen” of natural resources.the above mentioned V-W-PP™*

recommend to the legislature
proposed sale, exchange
(A) the oil or gas that is obtained by the state as royalty A
under AS"38.05-182; or ° e "W A d "Fk e 1 0 & S
(B) the rights to receive future, oil or gas production under " r?7”J

state leases™”™; and e

WHEREAS> the board did, on February 26, 1982, meet and receive".-_; ™-i

LY

agreement with Doyyom-as well” %s a document eﬁtitledrj{femﬁew of "1
0 - R » - — -
r

oo o t:- e “ -

Alaska Royalty-0il Policy and Findings on Proposed Disposal of =~ "-Ji-P/ "I

State Royalty Oil" dated February 24, 1982 and the board did act
- * - * * _* ‘ __’_|__/ ’_; i

and call publié hearings, in accofdance with tH; regulationg
outlined 3 AAC 56, in Anchorage on March 15j 1982 and Fairbanks on
March 16, 1982 and received public comment pertinent to .to this"
agreement; and y . .o o* P_*.
*o ok - * * kT ke *

WEREAS, .in accordance with AS 38.06 and AS 38.05, the *
commissioner of natural Tesources 1is required to submit to the *
board, in writing,"certain Findings or Determinations-relating to
the disposal of oil and gas royalty interests and the board has -

received the required Findings and Determinations; and - ...P

WHEREAS, the board members have had the opportunity to review.
s , . . . - - ' Meae "V
the agreement, related Findings and Determinations and Public * y.yv.Pi:9

Testimony during the period February 26, 1982 until March 25, 1982;

.and L] - “ L] - - e > - '_ - - _*

WHEREAS, the board did, on- March "25, 1982, meet to discuss the =~

> * * 3 o o 3

agreement, related Findings and Determination, and Public Testimony

to insure that this disposal is in accordance with the statutory



"Basic Principles and Policies™ as outlined in the boardfs develop

ment plan, and ; ;e

THEREFORE, the board finds as follows:

that, the commissioner of natural resources has followed
the board policies and applicable statutes and regulations

relating to the .Gisposal of oil and gas royalty interests.

that the board favors increased in-state use "of. iIts;

royalty Interests such as construction of a new refinery.

3. that the board disagrees that the sale of the royalty oil
.interests to Doyon, Ltd. as per the agreement 1is in the
best interest of the state because
(a) -that financing and therefore timing of the proposed

e projectis currently uncertain and it is not in the
state ™ best interest*to conclude a contract hhtil

the project 1is ready to move forward. - <

(b) the provision for delayed payment of the reservation

fee according to paragraph 2.10 of the contract

creates an unacceptable bias against competitors. -

AND THEREFORE BE IT RESOLVED THAT the Alaska Royalty Oil and , -
Gas Development Advisory Board recommends to the Twelfth Alaska -«
Legislature that the "Agreement"for the Sale and Purchase of Royalty

Oil" between.the State of Alaska and Doyon, Ltd., dated February 26,-

1982 be DISAPPROVED. ee*

Board Memberr)ortTeip{EHOE£AT moved the adoption of
the Resolution. Board Member lomlOiU-idLIrisS- -~ seconded.

The vote was as follows:
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State of Al aska b
OFFICE OF THE GOVERNOR

JCSEAO

March 29, 1982

The Honorable Joe L. Hayes
Speaker of the House
Alaska State Legislature
Pouch V

Juneau, AK 99811

Dear Mr. Speaker:

Under the authority of art. I, sec. 18 of the Alaska
Constitution, I am transmitting two bills which provide
legislative coproval of royalty oil contracts. One bill

covers the contract between the state and Tesoro Alaska
Petroleum Company, and the other bill covers the contract
between the state and Doyon, Ltd.

These econtracts are described in great detail in the
238-page "Review of Alaska Royalty Oil Policy and Findings

for Proposed Disposition of Royalty O0il," issued by the
Department of Natural Resources on February 26, 71982.

Copies of these findings and a 14-page summary of these
findings have previously been made available to the legis—
lature and individual Jlegislators for review. The Doyon
contract submitted for approval is a contract referred to in
the findings as "Doyon I."

These contracts are being submitted for legislative approval
for two reasons. First, although this administration has
always taken the position that the statutory requirement of
legislative approval of royalty oil contracts is unconsti—
tutional (AS 38.06.055), as a matter of comity 1 have always
respected the legislature™s desire to have a direct voice in

major disposals of royalty oil. Therefore, these contracts
contain provisions requiring approval by the legislature
before they become effective. Second, these bills would
ratify the agreements for the sale of oil. This rati—

fication would cure any procedural defect that may have
occurred in the process of entering into these contracts.

Although we Dbelieve that all necessary steps have been
taken, the statutes and regulations governing the disposal
of royalty oil represent often conflicting desires and
goals, Dboth procedural and substantive. For example, even



if statutorily requiring legislative approval were constitu—
tional, the present statutes provide, on the one hand, that
the legislature is to approve the <contract by enacting
legislation (AS 38.06.055(a)), but, on the other hand, they
also provide that a report of the Royalty Board "shall be
submitted for legislative review at the time of (sic) reso—
lution for legislative approval of a proposed disposition of
royalty oil and gas 1is 1introduced 1in the legislature”™ (AS
38.06.070(c)) - Since legislative approval is required
anyway as a matter of contract, |1 believe it only prudent to
present these contracts for legislative approval and rati—
fication at this time.

Hammond
nor
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THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE

FISCAL NOTE
REQUEST
Bill/Resolution No. tp r«q
Title Act relatingTo the sale ot royalty oil by the State of Alaska to Doyon.
Requested by House Resources Date A/7/82

FISCAL DETAIL

Agency Affected Natural Resources/Revenue . .

Program Category Affected Royalty Payments/Severance Tax Payments

BRU, Program, Or Subprogram(s) Affected

(Note:*1f more than one budget component is affected, separate line-item
amounts and funding .for each component in the analysis section.)

EXPENDITURES (Thousands of Dollars)

° FY 82 FY 83 FY 85 FY 86 FY 87

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
COMMODITIES
EQUIPMENT

LAND & STRUCTURES
GRANTS,CLAIMS,ETC.

Revenues Lost 0 0

TOTAL

FUNDING (Thousands of Dollars)

GENERAL FUND
FEDERAL FUNDS
OTHER (Specify Source)

POSITIONS

FULL TIME
PART TIME
TEMPORARY

1v.

ANALYSIS (See Fiscal Note Preparation Instruction, Section 111)

DATE April 7. 1982 .PREPARED BY House Special Gas p-jppHnp Committee
AGENCY

Original: Legislative Finance PHONE

CC:

Budget and Management
Prime Sponsor (First Legislator Named)

33-001 (Rev. 12/81)



legislature

House of Representatives

NLAF Office of The Majority Leader Pouch V
State Capitol
Official Business Juneau, Alaska 99811

April 7, 1982
MEMORANDUM

T0: Al Adams
Finance Committee Chairman

FROM: Rick Halford
House Special Gas Pipeline Committee Chairman

SUBJECT: O Fiscal Note for HB 889

The House Special Gas Pipeline Committee has moved HB 889 "An Act
relating to the sale of royalty oil by the State of Alaska to Doyon,
Ltd.; and providing for an effective date."” - with a 0 Fiscal Note.

However, the Commissioner of Natural Resources has assured this
Committee that he will forward to your Coirmittee, an extensive detailed

fiscal analysis to accompany the 0 Fiscal Note, for your review and
consideration.



Original sponsor: Rules/Governor Offered: 4/7/82
Referred: Finance

BY THE SPECIAL GAS
IN THE HOUSE PIPELINE COMMITTEE

CS FOR HOUSE BILL NO. 889 (Gas Pipeline)
IN THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the sale of royalty oil by the
State of Alaska to 1iJoyon, Ltd.j and providing for an
effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The "Agreement for the Sale and Purchase of Royalty O0il
between the State of Alaska and Doyon, Ltd." (dated February 26, 1982) which
is referred to in the Department of Natural Resources®™ "Review of Alaska
Royalty Oil Policy and Findings for Proposed Disposition of Royalty Oil"
(dated February 26, 1982) as "Doyon 1," i.s approved and ratified provided
that by October 1, 1982, the governor makes a written finding that financing
for the refinery required by Article 111, Section 3.4 of the Agreement for
the Sale and Purchase of Royalty Oil between the State of Alaska and Doyon,
Ltd., has been obtained. That agreement provides that it is void if Doyon,
Ltd., or its assignee purchases or gains a controlling interest in either the
Mapco Alaska refinery or the royalty oil contract with Mapco Alaska by May 1,
1982.

* Sec. 2. This Act takes effect immediately in accordance with AS 01.10.-

070(c).-

@B @)
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m- M Introduced: 3/29/82
Referred:. Special Gas Pipeline
Committee and Finance
;0w - )
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BY THE RULES COMMITTEE BY -
IN THE HOUSE REQUEST OF THE GOVERNOR
HOUSE BILL NO. 889 ) .
- Cmym VAR 0
IN THE LEGISLATURE OF THE STATE OF ALASKA &
TWELFTH LEGISLATURE - SECOND SESSION
A BILL
For an Act entitled: "An Act relating to the sale of royalty oil by the
State of Alaska to Doyon, Ltd.; and providing for an
effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. The "Agreement for the Sale and Purchase ofRoyalty O0il
between the State of Alaska and Doyon, Ltd." (dated February 26, 1982) which
is referred to in the Department of Natural Resources®™ "Review of Alaska

Royalty Oil Policy and Findings for Proposed Disposition of Royalty Oil"
(dated February 26, 1982) as "Doyon I," is hereby approved and ratified.

That agreement provides that it is void if Doyon, Ltd. or 1its assignee pur—
chases or gains a controlling interesc in either the Mapco Alaskarefinery or
the royalty oil contract with Mapco Alaska by May 1, 1982.

* Sec. 2. This Act takes effect immediately in accordance with AS 01.10. m

070(c) .-



Department of Natural Resources

Commissioner®"s Office

March 15, 1982



l. Summary of Proposed Contracts
o o v . H.- *

TESORO ALASKA PETROLEUM

The contract with Tesoro Alaska. Petroleum is for the sale of
24 .533% of the State > prudhoe Bay. royalty oil. (about 46,000
b/d) for a 12 year term at the in-value price. Tesoro 1is
required” to process the royalty oil in its Nikiski refinery
anduse 1i1ts best efforts to market theproducts in-state.
Exchanges of royalty oil for other crude(recognizingthe
limited ability of its refinery to run ANS crude) 1is per—
mitted provided theexchanges are of equal value. Deducted
from the 46,000 b/dis the amount of Cook Inlet royalty
crude Tesoro receives at any time from its existing contract
with the State. Tesoro agrees to continue to evaluate the
possibility of expanding its refinery, including the con—
struction of petroleum coking capacity. The State retains
an option on all residual oil products (including any petro-
.leum coke) produced from the Nikiski refinery. Tesoro may
vary the volume taken at any.time up to the maximum volume,
but pays a reservation fee on the portion unused. The

contract may be terminated on nine months "notice by Tesoro.



The State has executed two separate and mutually exclusive
contracts with Doyon jtd. Doyon contract #1 is for the sale
of 10.677% of the State®"s Prudhoe Bay royalty production
(approximately 19,000 b/d) for a 12 year term at the 1in-
value price. Deliveries of any oil under this contract are
contingent on the construction of a major new refinery at
Fairbanks by December of 1983 and the marketing of products
therefrom. IT the refinery is not operating by that time,
the contract automatically terminates. Doyon 1is required to
process the royalty oil at the Fairbanks refinery and to use"
its best efforts to market the products in-state. The State
retains an option on all residual products. Doyon may vary
the volume taken up to the maximum volume, and-may terminate
the contract on nine months notice. The reservation fee
system, a common feature of all the contracts, 1is deferred
for four years as a concession to Doyon®"s status as a new
refinery entering an existing market. The 10.677% figure
represe ts the net barrels retained, by Doyon from processing
the maximum royalty oil which can be run through the facility
(around 48,000 b/d), on the assumption that the State will
take back the return oil and resell it to another Purchaser
(Chevron). If the State does not take the return oil, the.

sale would be for 26.667% (the full refinery charge), and

_Doyon would be responsible for disposing of the return oil.
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In the event Doyon acquires a controlling interest in the
Mapco refinery prior to May 1, 1982, Doyon contract #1 goes
out of existence and the Doyon.contract #2 continues. If
Doyon should acquire Mapco ™ plant at a later date, it must
elect to either continue Doyon contract #1 or take the
existing Mapco contract. However, Doyon may take the Mapco
volume under the Doyon contract #1 (with the maximum volume
not to exceed its total -Fairbanks refining capacity) under

limited circumstances, but it must still build a new Refinery.

Doyon contract #2 is for the sale of 9.067% of the State %
Prudhoe Bay royalty production (about 17,000 b/d) for a 12
year term at the in-value price, on the assumption that
Doyon acquires a controlling interest in the Mapco refinery
and contract prior to May 1, 1982 (in which case the Doyon
contract #1 expires). -The volume sold under this contract,
when combined with the volume committed under the existing
Mapco contract, equals the gross, refinery charge of the
existing Fairbanks refinery. The concessions granted Doyon
under contract #1 in recognition of-their status as a new
entrant are not included in contract #2 since they would be
supplanting Mapco as the owner of the existing Fairbanks
refinery. The State retains an option on all residual
products, and has an opportunity.to gain access to the"

return oil for resale to a downstream purchaser”.



A contract has not yet been consummated by the State with
Chevron USA. However, the State has made a firm offer to
Chevron for the sale of 20.267% of the State"s Prudhoe Bay
royalty oil (about 38,000 b/d) for 12 years at the in-value
price. About 18,000 b/d would be processed at Chevron®s
Nikiski refinery, yielding a specified level of products
(including asphalt) which Chevron must use its best efforts
to market in-state. The other 20,000 b/d would be processed
by Chevron in California and returned to Alaska as finished
products in the form of a specified products slate (including

aviation gasoline).

Chevron would be required to evaluate both expansion of its
Nikiski refinery and its products handling and marketing
facilities in Western Alaska. In the case of a West Coast
crude shortage, Chevron would have to meet Alaska product
requirements first. Chevron would also have to continue to
supply at competitive prices all local Alaska markets 1in

which 1t is the sole supplier. Further, Chevron would grant
to the State an option to purchase up to 400,000 tons annually
of petroleum coke. IT the coke was unavailable because of"
existing contractual commitments, Chevron would be required

to assist the State in locating other supplies. .The option
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Tesoro contract.

Still Under Consideration:

SUNEEL ALASKA

Suneel Al- *a has requested up to 15,000 b/d of royalty oil
for 10 years to be used to exchange for petroleum coke for
blending with Alaska coal exported to Korea from the Usibelli
Mine 1in Healy. The Department is determining whether a sale
of royalty oil to Suneel 1is necessary and in the State's
interest, or whether enhancement of Alaska coal exports can
more practicably be served by the reservation of an option

by the State on petroleum coke from another party (assignable
to any Alaska coal exporter) or by other arrangements for

procuring supplies.

PROVIDENT/KODIAK INDUSTRIES

Provident has requested up“"to 50,000 b/d for 20 years to be

used in a refinery to be constructed 1in Arizona. No interim



CHEVRON U.S.A

A contract has not yet been consummated by the State with
Chevron USA. However, the State has made a firm offer to
Chevron for the sale of 20.267% of the State"s Prudhoe 3ay
royalty oil (about 38,000 b/d) for 12 years at the in-value
price. About 18,000 b/d would be processed at Chevron®s
Nikiski refinery, yielding a specified level of products
(-including asphalt) which Chevron must use its best efforts
to market in-state. The other 20,000 b/d would be processed
by Chevron in California and returned to Alaska as finished
products in the form of a specified products slate (including

aviation gasoline).

Chevron would be required to evaluate both expansion of 1its
Nikiski refinery and its products handling and marketing
facilities in Western Alaska. In the case of a West Coast
crude shortage, Chevron would have to meet Alaska product
requirements first. Chevron would also have to continue to
supply at competitive prices all local Alaska markets in “
which 1t is the sole supplier. Further, Chevron would grant
to the State an option to purchase up to 400,000 tons annually
of petroleum coke. If the coke was unavailable because of
existing contractual commitments, Chevron would be required

to assist the State in locating other supplies, .The option



in a somewhat isolated market and the methods of financing
the refinery, .the Department is also reviewing the profit
share mechanism. Since this 1is an export contract, it is
not in the Stat*1ls interest to make the sale absent a

substantial premium. Futhermore, the State must assess the

potential adverse market effects of a sale of this nature.

1. Solicitation and Royalty Oil Available

The initial solicitation for this disposal was issued oh
February 6, 1981, and was later amended on July 31, 1981.

The solicitation requested proposals to purchase royalty oil
for in-state processing, 1in-si:ate supply.of petroleum products,
or other proposals in the best interests of the State.
Twenty-seven companies responded prior to the September 1,

1981 deadline. The. proposals generally fell into three -«
categories: in-state processing, export with supply of
products back to the State, and strictly export (in some

cases with ancillary benefits to.the State).

All of the State"s royalty oil from Prudhoe Bay and Kuparuk

(approximately 197,500 b/d at current production levels) was



1
15% of State royalty production committed to Mapco Alaska

and Gold;n Valley Electric Association under "their 1978
contracts. Cook Inlet royalty crude oil is committed to
Tesoro Alaska Petroleum (.approximately 9, 000 b/d). The
statutes governing royalty oil sales are AS 38.05.182- 783

and AS 38.06.

I1l. Procedures

Initial meetings were held with each company in October to
review their proposals. Letters were sent to each company
setting forth the basic criteria to be used by the State 1in
evaluating proposals. The State also revised its standard
royalty contract and invited .each proponent to make recom—
mendations on that contract, including the"price term_.me"ch-
anism. After consultation with the Royalty Board, an initial
round of eliminations took place in which the proposals of
the following companies were rejected: A Ruddy Petina oil
Company, Alaska Interior Resources Company, Alaska Oil
Company, American Mining and Manufacturing Corp., Amoco
Supply and Trading Company, Arco Petroleum Products Company,
Ashland Petroleum Company, Exxon Company, Koniag, Inc., and

Sohio Alaska Petroleum Company.



Negotiations continued through December and January. During
the course of the necr”giations, the following companies
withdrew voluntarily from further consideration: Alaska
Pacific 01l and Refining, Amerada Hess, American Mexican
Petroleum Corp., Dow Chemical Company, Northwest Holdings,
Nikiski Offshore, Sealaska, Tanana Valley Refining, Tosco

Corporation and Union OQil.

In addition, mutually satisfactory agreements could not be.

reached with Mapco Alaska and Shell Oil Company.

The Department consulted with the Royalty Board at each

critical stage of the negotiations.

The Department has submitted three contracts to the Royalty
Board ai of February 26, which will be forwarded to the
Legislature with the Board®"s recommendation after public
hearings are conducted on March 15-16. One of the contracts
is with Tesoro Alaska Petroleum and two are with Doyon, Ltd.
Negotiations are continuing with Chevron USA, and an agree—
ment with Chevron may be forthcoming during this legislative
session. The Department is still continuing discussions
with Suneel and with Provident/Kodiak. Industries, but has
not vet determined whether a sale to either of those parties

is in the best interest of the State.



1v. Effects of In-Kind Sales on State

In conjunction with this disposition, the Department reviewed
the workings of domestic and crude oil markets to more fully
understand the context in which State royalty oil sales

would be made. This review of the market factors affecting
the value of Alaska North Slope crude verified that the in-
kind taking of royalty oil (as opposed to leaving, it in-
value with the North Slope producers} may have a significant
adverse 1impact on the State of Alaska®s revenue receipts 1Iin

the form of lowered royalty payments and severance taxes.

The basis for the calculation of State severance taxes and
royalty receipts is the price received by the North Slope
producers for all of the ANS crude they market. Transportation
charges and pipeline tariffs are subtracted from the destination
sales price, leaving a "netback™ or "wellhead" price; the <
results are averaged for all producers by volume, yielding .a

weighted average field price upon which the calculations are

made . IfT the State leaves its royalty oil in-value to be



ANS crude oil 1is sold by the producers both in the West
Coast and Gulf Coast markets; about 850,000 b/d of the
1,600,000 b/d of ANS currently being produced goes to the
West Coast, with the remainder marketed in the Gulf. The
factor which impacts State revenues stems from the different
characteristics of the West Coast market, which have tradi—
tionally caused th * netback price from West Coast sales to
be significantly higher (as much as $3 per barrel), than for
sales in the Gulf of Mexico. Consequently, West Coast sales
by tht producers generally yield higher wellhead values (and
therefore higher royalty and severance tax payments) than

sales in the Gulf Coast.

ITf the State takes royalty oil in-kind and makes sales which
displace West Coast sales by the producers (which may often
be the case for sales to in-state refiners and suppliers),
the effect is to delete a substantial volume of the higher
netback West Coast sales from the calculation of the weighted
average TfTield price, thereby lowering that average and the
amounts received by the State in royalty and severance tax

payments. Were the State to take all of its nearly 200,000
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b/d in-kind and make sales comprised entirely of West Coast
placements, the State could lose in excess of $10 million
annually at the current West Coast/Gulf Coast netback price

differential.

There are, however, several factors which mitigate against
this potengial Ioss..-First, the State is not proposing to
take all of its royalty dil in-kind, but rather a maximum of
about 130,000 b/d out of its 197,500 b/d total. Second, not
all of the barrels sold pursuant to the contracts resulting
from this solicitation would be likely to displace West
Coast sales by the producers. Third, there 1is no guarantee
that tl.e West Coast/Gulf Coast netback differential will
persist, and several prospective changes 1in market character —
istics may at least cause the gap to narrow. Fourth, to the
extent royalty oil sales to in-state refiners perpetuate °
their existence, economic benefits from -the operation of

said refineries tend to offset any loss. Nevertheless, this
is a very significant consideration in assessing the State’s
interest in making royalty oil sales; absent the statutory
preference for sales to in-state refiners and suppliers, the
contracts which the Department would be presenting to the
Legislature might well be different.

Two other consequences of the West Coast/Gulf Coast netback

price differential deserve mention.

-11-



First, while the State always receives the legally preferred
in-value price for its royalty oil, purchasers of State
royalty oil get a significant price, break over their other
alternatives. The in-value price (.i.e., the-weighted average
price of all producer sales) 1is a mixed-market price (West
Coast and Gulf Coast) . Because of the West Coast/Gulf Coast
netback price differential producersl West Coast commercial
prices tend to be higher than the weighted average field

price upon which the State bases its contract price term.

As a result, an in-state refiner/supplier or other royalty

oil purchaser may obtain ANS crude oil forsubstantially
less (possibly inexcess of $1 per barrel) than it would

have to p=y if itwere purchasing from oneof the producers.
This explains the significant interest in purchases of State
royalty oil by all types of companies even in times ofe

plentiful supplies of crude oil.

Second, an export sale of royalty oil to a reseller (i.e., a
company with no West Coast refining capacity) places that
party in the position of having to essentially outmarket®the
North Slope producers in order to profit on the resale. If
adverse market circumstances place the reseller in the
position of having to make distress sales (as may have been
the case in 1980 for Alaska 01l Company and several of the
State"s royalty auction purchasers), a destructive and
.i1llogical price war may ensue which can adversely affect the

West Coast/Gulf Coast netback differential, as well as ANS
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severance tax payments. Therefore/ the State must be very
cautious in making sales to resellers and should not consum—

malgltransactions purely for

export
* >

absent a substantial.

3\ ' Yo w e

price premium, if at all.-

The foregoing market factors and implications with respect
to State finances are discussed in greater detail 1in Part

V(H) and Part VI (A) of the Findings document. 9

V. Policies on Disposition of Royalty Oil

After review of market factors, governing statutes, the
various proposals submitted, and other matters affecting the
.State®"s interest, the Department adopted the following
policies with respect to dispositions of royalty oil under

the current solicitation.

A Despite the potential adverse financial consequences
from in-kind takings discussed under the previous section,
it was determined that the preferences for in-state refining
and supply contained in the royalty statutes (AS 38.05..182-r
183; AS 38.06) took precedence over those considerations.

Consequently, this solicitation was approached as an oppor- e
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etunity to satisfy requirements of in-state refiners and to
entertain responsible proposals from in-state suppliers.
Concurrently, it was considered*that strictly export contracts
are not expressly favored by the statutes and that absent a

substantial premium cr other valuable consideration, they

are not in the*State"™s interest.

2. The possibility of a sale to the Strategic Petroleunm
Reserve (SPR) was explored, but mutually divergent economic
objectives precluded an agreement at present. The poten—
tiality of the Federal Government lifting the restriction
against foreign export of ANS crude was considered to be
sufficiently remote to render unnecessary”any preparatory

actions based on that contingency.

3. The Department recognized the State®s sometimes con—
flicting role as a government and as an"oil marketer. The
negotiations were substantially complicated because of the
Department®s desire to achieve procedural equity and sub—
stantive consistency in approaching the proposals. Concur—
rently, the State attempted to remain market neutral in the
negotiations because of the competitive relationship between
many of the proponents. The position taken-by the Department
on a common issue was the same with respect to .all similarly

situated parties.



The only exceptions were directed tov"ards the Doyon
proposal, where the Department believed that enhanced com-—
petition from a new entrant in the refining business warranted

1
some concessions to provide them with a realistic opportunity e

to compete. Other in-state refiners have received similar
treatmen£1dyring their br.etk-in period. i

*V mees o "V 7 e v " * e \%
4. The Department® agreed to become the 100% supplier of

crude oil to in-state refiners given sufficient contractual
guarantees regarding in-state processing and marketing of m
crude oil products. However, in view of the demand for

royalty oil during this solicitation, the Department was
constrained to limit sales to amounts which could be processed
in existing facilities. Sales for new refineries or expansions
of existing refineries were considered only where a company

had made a firm commitment to undertake the new facility or

expansion. ,

5. The Department attempted to limit the term of any
contracts to 8 years (the beginning of Prudhoe Bay decline)
Because of amortization requirements for the proposed new
Doyon refinery,- the maximum term was extended to 12 years
(estimated as the earliest date at which Prudhoe decline
might cause West Coast supply shortages, at which point a
maximum range of options with respect to royally oil dis—

position will be imperative).: Requests from various pro-
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Immee e .
ponents (including Doyon) for contract terms ranged up to, 20

years oOr more.

6. The Department carefully reviewed alternative pricing
mechanisms to determine if some of the undesirable side
effects of using producers®™ reported prices as the basis

of the price term could be avoided. It was readily apparent,
however, that shifting to a different mechanism was fraught
with risks to both the State and its royalty oil purchasers,
and that, the existing mechanism was preferable. This view
was confirmed by the comments solicited by the Department
from prospective purchasers on alternate pricing mechanisms.
The Department concurrently determined that there are no
circumstances under which the State®"s interest would be
served by a sale of royalty oil for less than the legally
preferred in-value price. However, the Department did not

request a cash premium from any in-state* refiner o. supplier.

7. The Department recognized that the State of Alaska is
one of the very few politically stable sources of long term
crude oil contracts anywhere in the world. Consequently,

the State must be wary of vague or impractical proposals
underlain by a primary interest simply in obtaining a crude
supply or using that supply to finance a development project.

Therefore, the Department notified all purchasers that no

-16-



3n ruture royalties,

act, were similarly

8. The Department attempted to avoid complicated perfor—
mance benchmarks such as those in the Alpetco contract which
were the source of misunderstanding and controversy; 1instead,
relatively simple and concise standards were employed.

Since interim taking is not allowed under any contract, the

benchmark issue is minimized further.

9. While the Department agreed to supply in-state refiners
with the maximum volume which could be run through their
facility, it also responded to their request that they not
be required to take the full volume at all times if market
circumstances dictated otherwise. In return for the fact,
.however, that the maximum volume would legally be committed
to the purchaser for the entire 12 year term (severely
limiting the State"s flexibility to devotq temporarily .
unused volumes to other purposes), an option fee is charged

to a purchaser on the difference between the maximum contract

volume and the volume actually being taken at a-given time.
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imize benefits to the State through several proposals
rather than concentrating on a single large scale project.
Wile it would Wave preferred 8 Have consummated more
agreements than has been®the case, current depressed market
conditions provide scant margins within which to negotiate
mutually beneficial transactions.. However, contracts are
being submitted for Tesoro (an in-state refiner) and* Doyon
(a new entrant in the Alaska refining business) to complement
the existing contract with Mapco, also an in-state refiner.
If an agreement is finally reached with Chevron, contracts
will exist with all present and immediately prospective

Alaska refiners.

11. The Department sought- from each prospective purchaser
possible avenues for reducing the burden of high fuel costs
in rural (especially Western) Alaska, it became evident,
however, that these high costs are primarily attributable to
the actual expenses incurred .in handling and distributing
eindividual cargoes of crude oil products to.numerous small
localities under adverse conditions, and that prices could
not be substantially reduced absent a direct subsidy.
Enhanced competition among refiners and in-state suppliers,
coupled with lowering crude oil costs should bring some

relief to Western Alaska in the immediate future, however.
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coal through the use of petroleum coke, the Department
sought options from all parties on residual products and any
petroleum coke produced by that party from its refining

- - - J -
facilities. It would be-the Department®s intention to make

the option available to any bonafide exporter of Alaska

coal.

13. Finally, the Department reviewed and revised its standard
royalty oil contract both to protect the State"s interest
(reflecting some past experiences with royalty sales) and to
achieve basic fairness. In addition, the Department endeavored
to approach all proponents on the basis of commercial realisnm
and to avoid asking purchasers to undertake obligations

which would be contrary to rational business principles.





