


SENATE

3/29/62 FURTHF.R: _Finance
£*<//.& /firry

D a t e :  ■'///'/%''
Mr. P r e s i d e n t :  

T h e  C o m m i t t e e  on has had

sale of r o y a l t y  oil by the State of A l a s k a  to Doyon, Ltd.

u n d e r  c o n s i d e r a t i o n  a n d  (a m a j o r i t y  of the c o m m i t t e e )  (the c o m m i t t e e )  

r e p o r t s  it b a c k  w i t h  the f o l l o w i n g  r e c o m m e n d a t i o n s :

[ ]

[ ]

« r

[ ]

[ ]

[ ]

do p a s s  [ ] do n o t  pa s s

do p a s s  w i t h  a t t a c h e d  a m e n d m e n t s (s )

r e p l a c e  w i t h  CS for Y ' K O  ____________
an d  r e c o m m e n d s

i ] s a m e  t i t l e  
f ] n e w  t i t l e

A N D  a t t a c h e s  a " L e t t e r  of I n t e n t "  [ ] N e w  F i s c a l  N o t e

r e p o r t s  it b a c k  w i t h o u t  r e c o m m e n d a t i o n

r e f e r r e d  to t h e  C o m m i t t e e

M E M B E R S  S I G N I N G  
DO P A S S

M E M B E R S  H A V I N G  
O T H E R  R u C O M M E N D A T I O N S :

^ )
( /ht? )

y C , . . . >  V V — fas-   ---

/ /  . 
V ~ 7  / ^ 7  Y  /■ --

iU L

-—
C H A I R M A N

S 60 (Rev. 1 2 / 7 8 )  AGO 786146 \



IDENTIFICATION:

BILL NAME: "An Act relating to the sale ot royalty oil by the State of Alaska 
to Doyon, Ltd.; and providing for an effective date."

SPONS OR (S ):  Rules (Governor's request) R E L A T E D  BI LL S PENDING:

DA TE  I N T R O D U C E D : 3/29/82

R E F E R R A L S  Res ources

Finance
I N I T I A L  R E S E A R C H :

I N I T I A L  B I L L  S U M M A R Y  C O M P L E T E D  S U M M A R Y  BY L E G A L  DIVISION:
DEPT. O F  L A W  SUMMARY:

S P O N S O R  C O N T A C T E D  F O R  B A C K U P  F I S C A L  NOTE:
M A T E R I A L S :

A G E N C Y  RESPONSE:, _  O T H E R  I N T E R E S T E D  S E N A T O R S  OR

.-'V r ?  -i W t 6  \Y & .u f  ■ E P S • n o t i f i e d :

$W Jf. ■ M- tf'Vf 0 *6  K YW x'fy 'Kv V*rl v  V* • ' i
(v *

b a :k g r o u n d  RESEARCH:4 K = r r— —--.̂ -rr=. • ; 1 7  - ...J O.

S I M I L A R  B IL LS  I N T R O D U C E D  IN PREVIOUS LEGISLATURES:

R E S P O N S E S  F RO M  I N T E R E S T E D  PERSONS A N D / O R  GROUPS:

O T H E R  S T A T E  OR F E D E R A L  PRECEDENTS, 

H E / ^ T G  PREPRATION:t a r j n r ^ g r.'........

C H A I R M A N  BRIEFED:

S T A F F  ME MO  TO COMMITTEE: 

B A C K G R O U N D  M A T E R I A L  D I S T R I B U T E D  

LIST O F  WITNESSES:

REGULATIONS, LAWS:

DA TE  A N D  P LA CE  SET:

TELL, JNFERKNCE

P S A / P R E S S  R E L E A S E

S U G G E S T E D  A M E N D M E N T S / C S  DRAFTED:

AGO 786096



THIS A G R E E M E N T  entered into as of the Z  6  day of

, 198 2^, by and b e tween the STATE OF A L A S K A  ("Sell­

er") and DOYON, LTD., an A l askan  corporation ("Purchaser"),

A R T I C L E  I 

DEFINITIONS

As us ed in this Agreement, the following terns 

shall have the following meanings:

1.1 "C o m m i s s i o n e r " means the C o mmis sioner of the 

Alaska Department of Natural Resources.

1.2 "D a y " means a period of twenty-four (24) 

consecutive hours beginning at 12:01 a . m . , Alaska Standard 

T i m e .

1.3 "L e a s e s " means the oil and g p.a leases w h i c h  

are subject t:o the terms of the Unit Agreement.

1.4 "L e s s e e " means any person owning a w o r k i n g  

interest in any of the Leases.

1.5 "Hapco-Alaska  c o n t r a c t " means the "Agreement 

for the Sale and Purchase of State Royalty Oil" dated 

M arch 27, 1978, between Earth Resources C o m p any of Alaska 

and Seller, and, as of February 15, 1982, held by Mapco- 

Alaska, Inc.

1.6 "M o n t h " means the period beginning at 12:01 

a.m., Alaska Standard Time, or: the first day of the calt ndar
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m o n t h  and ending at the same time on the first day of the 

next succeeding calendar month.

1.7 "North Pole R e f i n e r y " means that ref inery 

located at North Pole, A laska and, as of February 15, 1982, 

owned by llupco-Alaska, Inc.

1.8 " O i l" or "crude o i l " shall have the same 

meaning as the w o r d  "oil" under the Unit Agreement.

1.9 " Point of D e l i v e r y " shall have the m e a n i n g  set 

out in Article 2.4.

" Royalty O i l " m eans the oil w h i c h  the Seller 

may take in-kind (amount) as its royalty u nder the Leases 

w h ether or not Seller has e l e c t e d  to take or is taking that 

royalty in-kind.

1.11 " Daily Royalty O i l " means the qu antity of 

Royalty Oil produced by the Lessees each day.

1.12 " Unit A g r e e m e n t " means the Prudhoe Bay Unit 

Agreement effective April 1, 1977, by and b e t ween Seller and 

the Lessees, as it nay be amended from time to time.

ARTICLE II 

SALE OF ROYALTY OIL

2.1 Q u a n t i t y . Seller agrees to sell to P urchaser 

and Purchaser agrees to buy from Seller up to that quantity 

of oil equal to 9.067% of the Daily Royalty Oil ("Maximum 

Quantity"). Upon at least nine (9) months w r i t t e n  n otice to 

Seller, Pu rchaser may increase or decrease the amount of oil 

to be tendered by Seller at the Point of Delivery, but the 

amount tendered by Seller u nder this Ag reement shall not
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exceed the M a x i m u m  Quantity. Seller w i l l  tender R o yalty  Oil 

under this Agreement, or P u r c h a s e r  m a y  reques t that Royal ty 

Oil be tendered by Seller under this Agreement, if and only 

if Seller w i l l  c o n c u r r e n t l y  be tendering the m a x i m u m  q u a n t i­

ty of Royalt y Oil that m a y  be tendered u n d e r  A r t i c l e  2.1 of 

the M a p c o - A l a s k a  contrac t (which is 15% of Daily Royalty Oil 

less amounts delivered  to G olden V alley E l e c t r i c  A s s o c i a­

tion, Inc. and less those m i n i m u m  quantities Seller must 

take in order to r e c e i v e  royalty reports from the L e s s e e s ) . 

It is u n d e r s t o o d  and a g r e e d  that the v o l u m e  of Daily Royalty 

Oil available to Se ller will vary and may be interrupted 

from t i m e - t o - t i m e , and depends upon a v a riety of factors, 

including the rate of p r o d u c t i o n  from the Leases. Seller 

disclaims and P u r c h a s e r  w a i v e s  any representation, covenant 

o r< warranty, express or implied, as to the specific quantity 

or the total or daily, monthly, average, or aggre gate volume 

of Royalty Oil to bo sold or tendered un der this Agreement. 

Seller warrants that it has good title to the oil tendered 

under this Agreement. Seller shall held the Purchaser 

harmless from all liens, encumbrances and valid adverse 

claims thao may affect the Royalty Oil at the time the 

Royalty Oil is tendered to the Purchaser.

If Purchas er has not taken the M a x i m u m  Quantity of 

oil w i t h i n  five (5) years after the effective date of this 

Agreement, Seller, at. its option, may p e rmanent ly decrease 

the M a x i m u m  Q u a ntity to the lesser of: (1) the greatest 

percentage of Daily Royalty Oil tendered by Seller w it hin

- 3 -
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that fi ve-year period, or (2) the maxinura am ount of cil that
V

tan be .processed at Purchaser' s r e f i n e r y  m in us a n  amount 

equal to 1 5 1 of the D aily Royalty Oil. The State's op cion 

to decrease the M a x i m u m  Q u a n t i t y  under this A r t i c l e  2.1 does 

not affect the amount of R o y a l t y  Oil to be t e n d e r e d  under 

the H a p c o - A l a s k a  contract. P u r c h a s e r  m a y  p e r m a n e n t l y  

de c re ase the M a x i m u m  Quant i t y  or terminate this A g r e e m e n t  

upon nine (9) months w r i t t e n  n o t i c e  to Seller.

Prudhoe Bay, or if Seller recovers u n d e r l i f t e d  or stored 

Ro yalty Oil, the quan tity of Royalty Oil rendered u nder this 

Ag r e ement shall be calcu l a t e d  as if no Royalty Oil was 

u n d e r l i f t c d  or stored or recovered.

L.2 Q u a l i t y . The P.oyalty Oil sold shall be the same 

quality as the oil delivered by the Lessees to the Seller at 

the Point of Delivery. It is u n d e r s t o o d  and a gr eed that the 

quality of the Royalty Oil sold may vary from time to time. 

Seller disclaims, and Purchaser waives, any guarantee, 

representation, or warranty, either expr*. jsed or implied, of 

the merchantability, fitness for use, or s ui tability for any 

partic u l a r  use or purpose, or otherwise, of any of the oil 

deliver ed under this A g r e ement or as to any specific, 

average or overall q u a lity or cha racteristic  of R o y alt y Oil 

to be sold or tendered under this Agreement.

oil tendered u nder this Agreem ent shall be equal to the 

amount that Seller w o u l d  have received from its Lesse es for

If Seller u nderlifts or stores R o yal ty Oil at

2.3 Price of the Royalty O i l . The price for the

- k -
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the Royalt y Oil tende r e d  if that royalty h a d  b e e n  p a yab le in 

money (taken in value) r ather t h a t a k e n  in kind, plus the 

Field Cost A l l o w a n c e  i n c u r r e d  by _nat oil as d e t e r m i n e d  

u nder the Prudhoe Bay Royalty Settle ment A g r e e m e n t  (dated 

April 1, 1980 for r e f e r e n c e  purpo ses only), w h i c h  was 

entered as part of a final j u d g m e n t  dated A ugus t 13, 1980 in 

State of Alaska, et al. v. A m e r a d a  Hess Corp., et a l . , 

(Superior Court for the State of Alaska, First J u d i c i a l  

District at J u n e a u ) ( " A m e r a d a  H e s s " )("Settlement A g r e e­

ment" ) ("Purchase Price"). The Purchase Price shall be 

determined by Seller b a s e d  u p o n  the reports s u b m i t t e d  by the 

Lessees for r o yalty  purposes or, w h e n  those reports are 

unavailable, incomplete, or inaccurate, upon information 

submitted by the Lessees for p r o d u c t i o n  tax or e t h e r  tax 

purposes, as may be a d j u s t e d  f r o m  time to time as pr ovided 

in this Agreement. Beyer will only be entitled to r e v i e w  or 

request m a t e r i a l  or i n f o r m a t i o n  w h i c h  is not confi d e n t i a l  

under state lav; or regulation.

The method, basis and amount of royalty due Seller 

wb 'n it takes its r o y a l t y  in v a l u e  from the Leases is 

presently the subject of litigation in f.nerada H e s s . One of 

the issues i nvolved is the p roper m e t h o d  to be u s e d  by the 

Lessees in calcul a t i n g  the state's royalty w h e n  that royalty 

is payable in money (in value;. Until there is a r esolution 

of that dispute through j u d i cial re solu t i o n  or settlement, 

the Purchase Price w i l l  be b a s e d  upon the c a l c u l a t i o n  of an 

amount per barrel equal to the per barrel v o l u m e  w e i g h t e d
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average of the in-value prices reported by the Lessees to 

Seller for royalty purposes or, w h e n  the roya lty reports are 

unavailable, incomplete, or inaccurate, up on inform ation 

submitted by the Lessees for produc t i o n  tax or other tax 

purposes, plus the Field Cost Allowance as d e t e r m i n e d  u n d e r  

the Settlement Agreement. Upon resol u t i o n  of each of the 

various issues that are or w i l l’ be involved in A m e r a d a  H e s s , 

adjustments will be made to previous payments in accordance 

w i t h  each resolution. If additional amounts are owed by 

Purchaser to Seller, interest on those amounts w i l l  be paid 

at a v a r iabl e interest rate w h i c h  is the h i gher of: (1) the 

prime rate as m a y  be a n n o unce d from time to time by The Bank 

of America, San Francisco, C alifo r n i a  plus three per cent 

(3%); or (2) the rate of r eturn as is r e a l i z e d  from time to 

'tine in the investment of the State of Alaska's general 

fund. Amounts owed from Seller to Purchaser shall be repaid 

at the rate set out in Article  5.6. Buyer will not v o l u n­

tarily intervene or otherwise  participate in Amera da Hess 

unless Seller expressl y consents to that p a r t i c i p a t i o n  in 

writing. A  settlement of Amera da llcss will be b i nding upon 

Buyer w h e t h e r  or not Buyer agrees w i t h  or consents to the 

terns of that settlement.

If any applic able law of the United States of America 

or any rule or reg ula t i o n  promulgated by a federal agency 

will, in the judgment of Seller, operate to p r o hi bit or 

prevent Seller from recei ving t.he full amount due under the 

above provisions, Buyer's obligation to pay the amount of

-6-
AGO 786102



the Purchase Price in excess of the amount p e r m i t t e d  will be 

suspended or a d j u s t e d  to the m i n i m u m  extent r e q u i r e d  for 

Seller to comply w i t h  that law, rule or regulation.

2.4 Point and Time of D e l i v e r y . Simultaneous w i t h  

receipt of its R o yalty Oil from its Lessees, Seller shall 

tender the oil to P u r c h aser at the point at w h i c h  Seller 

receives the R o y a l t y  Oil from its Lessees. That point as 

presently agreed to by Seller and its Lessees in Article 2.3 

of the Settlemen t A g r e ement is the custody transfer meters 

into the Trans A l a s k a  Pipeline System at Prudhoe Bay.

2.5 Passage of Title and Risk of L o s s . Title and 

risk of loss to the R o y a lty Oil cold under this A greement 

shall pass from Seller to Purchaser for all purposes w hen 

Seller tenders the oil at the Point of Delivery.

2.6 P u rchaser's R e s p o n s i b i l i t y . Pu rchaser shall 

be responsible for the oil after p a s ^ g e  of title. P u r­

chaser will indemnify and hold Seller harmless from and 

against any and all claims, costs, damages (including 

reasonably .'oreseeable consequential damages) , expenses or 

causes of action as a result of any loss, injury, or damage 

incurred by any party as a result of any transaction or 

event w h i c h  relates to the crude oil after :itle has passed 

to Purchaser.

2.7 "transportation A r r a n g e m e n t s . Purchas er shall 

make all ne ces s a r y  arrangements for transporting the oil 

sold under this A g r e ement from the Point of Delivery, 

including sa tisf a c t i o n  of line fill obligations and storage
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tank b o t t o m  requirements of the Trans A l a s k a  P i p e l i n e  

System,, if any.- If and as re quested b y  the Seller, and at 

the time or times r e q u e sted by Seller, P u r c h a s e r  shall 

submit specific information concerning the arrang e m e n t  it 

has mad e for tr ansp o r t a t i o n  of the Roya lty Oil sold under 

this Agreement through and away from the Trans A la ska 

Pipeline S y s t e m  and for the resale or other disposal of the 

P.oyalty Oil. Such information may include the specific 

tenders of oil made to the Trans A laska Pipeline S y s t e m  and 

identifi cation of tankers which  will transport the Royalty

Oil. In addition, Pu rchaser will provide Seller, if and as 

requested by Seller, w i t h  satisfactory evidence or 

reasonable assurance of the existence and conti n u i n g  v a­

lidity of adequate arrangements for the transp o r t a t i o n  or 

disposal of the Royalty Oil subject to this Agreement. 

Failure to proviuv; information, evidence or assurances 

r equested will, at Seller's election by notice to Purchaser, 

be a m aterial default under this Agreement.

2.8 Absolute O b l i g a t i o n s . The oblig .ons of 

Purchaser to accept, pay for, and arrange for t r a n s­

portation of the Royalty Oil tendered or sold unde r this 

Agreement are absolute * nd will not be e x cused or discharged 

by the operation of any disability of Purchaser, event of 

fo: :e majeure, im practicability of performance, change in 

conditions, or any other reason or cause.

2.9 D ate of First D e l i v e r y . On D e c e m b e r  1, 1982, 

or seven months after statutory approval as set forth in
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A r t i c l e  VI, w h i c h e v e r  is later, S eller w i l l  tender to 

Pu r c h a s e r  at the Point of Delivery the M a x i m u m  Quantity 

unless Purchaser, u nder the provisions of A r ticle 2.1, 

decreases the amount of Royalty Oil to be tendered.

2.10 Perfor m a n c e  Guaranty and R e s e r v a t i o n  F e e . If 

P u r c h a s e r  does not take the M a xim um Q u a n t i t y  on the Date of 

First Delivery, Purch a s e r  shall pay to Seller, in addi tion 

to the Purchase Price, an amount equal to 1.25% of the 

Purchase Price per b arrel  per day on the difference b e twee n 

the M a x i m u m  Q u a ntity and the actual q u a ntity  tendered to and 

a c c e pted by Pur chaser ("Actual Quantity") for each day 

P u r c haser does not take the Maximum Q u a n t i t y  on and after 

the Date of First Delivery. The payment of this fee shall 

end on the. day that Purchaser accepts delivery  of the 

Ma x i m u m  Quantity. \Jhen Purchaser accepts the M a x i m u m  

Quantity, all of the amounts paid u n d e r  this Article 2.10 

will be allowed to be credited against future payments for 

oil tendered u nder this Agreement e xcept for an amount to be 

retaine d by Seller equal tc .75% of the Purchase Price per 

b a r r e’, per day on the difference b e tween the M a x i m u m  

Quantity and the A ct ual Quantity for each day Purchaser did 

not take the M a x i m u m  Quantity on and after the Date of First 

Delivery. If Purchaser should thereafter decrease the 

amount of Royalty Oil to be tendered u n d e r  this Agreement, 

Purchase/, shall pay to Seller, in a d d i t i o n  to the Purchase 

Price, an amount equal to .75% of the Purchase Price per 

barrel per day after the date that the decrease in the
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amount of R o y a l t y  Oil to be tende red b y  Seller takes effect 

on the .difference b e t w e e n  the M a x i m u m  Q u a ntit y and the 

A ctual Quantity.

2.11 In-state P r o c e s s i n g . P u r c h a s e r  agrees that 

any and all of the R o y a l t y  Oil t e n d e r e d  under this Agreement 

shall be p r o c e s s e d  t h rough  Purchaser's ref inery n e a r  North 

Pole, Alaska, or shall be e x c h anged for other crude oil 

w h i c h  shall be p r o c e s s e d  at that refinery. "Process" means 

p r o d u c i n g  oil products in significant quantities, b u t  w h i c h  

quanti ties may be less than 3 2 1 of the v olum e of R o y a l t y  Oil 

tendered under this Agreement. "Exchang e" means: (1) direct 

trades of equal volumes of crude oil; (2) trades of crude 

oil involving either cash or v o l u m e  adjustments, or both, 

provided that those adjustments relate solely to quali ty or 

location differences; (3) sequential transactions in w h i c h  

P urchaser receives b a c k  crude oil from a party other than 

the party w h i c h  receives the Royal ty Oil in a trade from 

Purchaser; or (A) m a t c h i n g  purchases and sales of crude oil. 

The terms under w h i c h  Purchaser receives crude oil in any 

exchang e shall not d i ffer in any s ignifica nt term f r o m  the 

terms under w h i c h  P u r c h a s e r  delivered R o y alt y Oil except for 

terms w h i c h  adjust for differences in quali ty and location. 

Purchaser agrees that any trade or exchange shall not reduce 

the price to be paid to Seller and that trades or exchanges 

shall be at no cost or expense to Seller.
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Pu r c h a s e r ' s  o b l i g a t i o n  to process P o yalty Oil or 

e x c h a n g e d  oil in-state m a y  only be suspe n d e d  or excused 

under the provision s of A r t i c l e s  VIII and XI.

If Purchas er a n d  Seller agree to imple ment 

A r ticle 2.14, then "process" shall m e a n  p r o d u c i n g  oil 

product s in s i g n i f i c a n t  quantities, b ut w h i c h  m a y  be less 

than 80% of the v o lume of R o yal ty Oil t e n dered under  this 

Agreement.

S e lle r may, at its option, w aive the in-state 

p roces s i n g  r e q u i r e m e n t  in w hole  or in part, if Sell er is 

satisf ied that Purcnaser is using its best efforts to 

process the R o yalty Oil t e n dered or the oil e x c h a n g e d  for 

Royalty Oil tendered under this A g r e e m e n t  at P urchaser's 

r e f i nery and that the w a i v e r  w ould not be c o n t r a r y  to the 

under l y i n g  intent of the other p r o v i s i o n s  of this Agreement.

2.12 Best E f f o r t s . Purchaser agrees to use its 

best efforts to p r oduce a nd m arket in A laska an a mount of 

crude o i l  products from the Royalty Oil tendered under this 

A g r e e m e n t  not less in volume than 32% of the Royalty Oil 

tendered under this Agreement. "Crude oil products" does 

not include oil or oil products which are reinje c t e d  into 

the Trans A laska Pipeline System. Pu rchaser also agrees to 

use its best efforts to nomin a t e  no more than that a m o u n t  of 

Royalty Oil that will be n eces s a r y  to produc e and m a r k e t  

crude oil products in A l aska at least equal in volume to 32% 

of the R o yalty  Oil that will be tendered under this A g r e e­

ment from the R o y a l t y  Oil tendered under this Agreement. On 

or before the 20th day after the end of each m onth
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of the term of this A g r e e m e n t , the P u r c h a s e r  shall pro vide 

to the Sell er an a f f i davit c e r t i f i e d  by the P u r c haser 

stating the quant i t y  of crude oil p r o ducts p r o d u c e d  and 

m a r k o c e d  in the State of A l a s k a  f r o m  in-state proce s s i n g  of 

the Daily R o y a l t y  Oil t e n de red u n d e r  this Agreement.

If Purc haser and S eller agree to implement 

Article 2.14, then the above best efforts ob ligations shall 

apply to nominating, p r o d u c i n g  and m a r k e t i n g  crude oil 

products in A l a s k a  in an amount not less in v o l u m e  than 80% 

of the R o yalty Oil tendered u n d e r  this Agreement.

A  d e t e r m i n a t i o n  of "best efforts" under this 

Article shall include c o n s i d e r a t i o n  of P u rchase r's c a p a­

biliti es and the s u rroundin g b u s i n e s s  circumstances. 

Purchaser's obl iga t i o n  to use its best efforts include 

reasonable, diligent, and good faith efforts, but shall not 

require P urchaser to produce and m a r k e t  crude oil products 

in A l a s k a  at a loss. "Best efforts" wot Id, however, require 

Purchaser to produce and m a r k e t  products in A l a s k a  even 

though Purchaser coulr1 make a g r e a t e r  profit by another 

d ispo sition of the Royalty Oil or the products refined from 

that oil.

2.13 Future D i sp ositions of Royalty O i l . Seller 

recognizes that AS 38.05.183, w h i c h  governs dispos i t i o n  of 

Royalty Oil by the State of Alaska, est ablishes a statutory 

preference, for dispositions p r o p o s i n g  (1) in-state 

processing of Royalty Oil and (2) in-state supply of 

products g e n e r a t e d  from proce s s i n g  of Royalty Oil, in that
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dispositions of Royalty  Oil, P u r c h a s e r  w i l l  be a f f o r d e d  the 

consid e r a t i o n  c o nte mplated by AS 38.05.103.

2.14 Excha nge of Return O i l . Seller, c o n currently 

w i t h  this Agreement, is entering or attemp t i n g  to enter into 

arrange ments w i t h  other parties for the p u r c h a s e  of Royalty 

Oil. At the date of the signing of this A g r e e m e n t  all of 

the parties involved, inclitding Purchaser, are Doyon, Ltd. 

[ D o y o n ] , C h e v r o n  U.S.A., and Tesoro A l a s k a  P e t r o l e u m  Co., or 

their respective assignees.

It is u n d e r s t o o d  and agreed that D o y o n 1s refinery 

will not be able to convert crude oil to product on a 

one-to-one ratio. Rather, it is expect ed that the total 

amount of oil run through Doyon's refinery ["Gross Charge"] 

will be signif icantly greater than the v olume of oil p r o­

ducts produced. (Under the original arrangeme nt c o n t e m­

plated by the rest of this Article 2.14, the amount of oil 

tendered to D o y o n  by Seller will be less than D o y o n 1s Gross 

C h a r g e ) . That volume of oil left after the products have 

been p r o duced ["Return Oil"] will be r e i n j e c t e d  into the 

Trans A lask a Pipeline Syste m ["TAPS"]. This Return Oil may 

have a significant ly lower API gravity and other quality 

differences than the Royalty Oil delivered by the Lessees to 

S e l l e r .

Because different oils w i t h  different quality are 

inextricably i ntermixed during shipment, all oil transported 

through TAPS arrives at Valdec in the same condition. Thus
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a p e r s o n  reshipp ing the lower qual ity R e t u r n  Oil w i l l  end up 

w i t h  oil of a h i g h e r  q u ality at Valdez, and shippers of 

h i g h e r  q u ality  oil w i l l  end up w i t h  oil of a lower quality 

at Valdez. Consequently, the R e t u r n  Oil n a y  be r e q u i r e d  to 

pay an adjustnent fee relat ing to the di fferent and lower 

quality of the R eturn Oil. ["Quality Adjustment"].

Since the R e t u r n  Oil w o u l d  o t h e r w i s e  proba b l y  be

resold  to a third party for export from Alaska, Seller 

intends to have the R e t u r n  Oil u s e d  in-state if it is 

possible to do so. Therefore, in order to satisfy all of 

the purchasers' requirements  consistent w i t h  the public 

interest, Seller intends to dispose of a v o lum e of oil equal 

to 150% of the amount of Daily Royalty Oil tendered by 

Seller to Doyon ["Exchange Oil"] to C h e vron U.S.A.

It is r e c o g n i z e d  that ar rangements for the

transportation of oil through TAPS may vary over time, and 

that the exact form of the dispo s i t i o n  of the Exchange Oil 

may vary. \Jhatever f o r m  the transaction takes in its 

details, however, it is the intent and u n d e r s t a n d i n g  of the 

parties to the A g r e eme nt that:

1. Chevron U.S.A. must be p laced in a situation 

analogous to it bu ying Royalty Oil in volumes equal to the 

Exchange Oil at the Point of Delivery;

2. Doyon must not be exposed to paying more than 

the Purchase Price plus (a) if necessary, Quality A d j u s t­

ments on the Retu rn Oil that is E xchange Oil and (b) the 

tariff to Fairbanks on the n o n -Exchan ge Oil p u r c hase d by



3. If possible, Seller is legally included as a 

party in any t r ansaction that involves the transfer of 

Exchange Oil from D o y o n  to C h e v r o n  U.S.A., but at the same 

time Seller is not p laced at r i s k  in any transaction o c c u r­

ring after the Point of Delivery, and that the specific 

day-to-day arrangements are h a n d l e d  by Doyon and Chevron  

U.S.A.

It is recog n i z e d  that Doyon has the flexibi lity to 

increase or decrease tenders of R o yalty Oil or terminate its 

agreement prior to the end of its 12 year term, while 

Chevron U.S.A. may not change the amount of oil to be 

tendered by Seller, nor may Chevron U.S.A. terminate its 

agreement prior to the end of its 12 year term. In the 

event that Doyon decreases the q uantities to be tendered to 

it by Seller, Seller will m a k e  up the lesser quant ities of 

Exchange Oil sold t:o Chevron U.S.A. w i t h  additional volumes 

of Royalty Oil. Except for the terms of the immediately 

following paragraph, Seller agrees to cause the same terms 

as is set forth in this Article 2.14 to appear in Chevron 

U.S.A.'s agreement.

Therefore, if Purchaser notifies Seller prior to 

Hay 1, 1982, and Seller agrees (at its sole option) Seller 

and Purcha ser agree to exch ange an equal volume of crude oil 

at the Fairbanks Off-Take Point. If Purc haser so notifies 

Seller, then for the period ending December 1, 1994, the
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amount of Royalty Oil deli vered to P u r c h a s e r  under A r t i­

cle II of the llapco-Alaska contract shall not exceed 67, of 

the Daily R o y a l t y  Oil, and the Maximum. Quantity under this 

Ag r e e e m e n t  shall not exceed 3.627% of the Daily R o yal ty Oil. 

The v o l u m e  of oil e x c h anged shall be equal to 150% of the 

amount of D aily Royalty Oil tendered to Purchaser at the 

Point of D e l i v e r y  ("Exchange Oil"> unde r both the Mapco- 

Alaslca contract and this Agreement:. It is u nders t o o d  that 

the v o l u m e  transferr ed from Pu rchaser to Feller may be 

R eturn Oil. Any payment, fees, or other amounts owed to any 

person or entity by either Purchas er or Chevron  U.S.A. on 

account of a Quality Adjustment shall be paid by Purchaser. 

In addition, if Chevron  U.S.A. does not take the Exchange 

Oil then, upon at least seven (7) months notice to P u r­

chaser, Seller, at its option, may (1) cancel the exchange,

(2) increase the M a x i m u m  Quantity under this Ag reement to 

9.067% of the Daily Royalty Oil, and (3) reinstate A r t i­

cle II of the M v p c o - A l a s k a  contract:. Seller may cancel the 

e xchange and ..ncrease the M a x i m u m  Q uantities to be delivered 

under this paragraph only once. If Seller exercises this 

option, then Purchaser, w i t hin 10 cays of notice of the 

exercise of this option, may decrease the quantity of 

Royalty  Oil to be tendered by Seller in any amount on the 

date the option is to take effect, provided that Seller has 

at least 181 days notice of the decrease in the amount of 

oil to be tendered by Seller. If Chevron  U.S.A. fails to 

take the Exchange Oil and Seller does not ca?'icel the
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exchange and increas e the M a x i m u m  Quantities, then Seller 

will continue the e xchange u n d e r  the same terms and 

conditions as set forth in this A r t i c l e  2.14, except that 

the obligations and r e s p o n s ib ilities of Chevron U.S.A. may 

be assumed by anot her entity capable of p e r f o r m i n g  those

tasks. If there is a p e riod of time b e t w e e n  the failure of

Chevron U.S.A. to take the Exchange Oil and the a ssu mption 

of Chevron U.S.A.'s obligations by another entity, Seller 

will, at the option of P u r c h a s e r  on reasonab le notice, 

tender the Exchange Oil to Pur chaser at the Point of 

D e l i v e r y .

Seller may delegate the r e s p o n s i b i l i t y  for 

Seller's obligations to arrange for the exchange of oil 

u nder this section to another of Seller's purchasers of 

Royalty Oil. Further, Purchaser agrees that it will accept 

a delegation from Seller of the respo n s i b i l i t y  of arranging 

Seller's obligation to exchange crude oil under this section 

at the Fairbanks Off-Take Point to another p u r c ha ser from 

Seller of Royalty Oil as long as the res po n s i b i l i t y  does not

attach to a different volume than the v olume of E xchange

Oil.

The purpose of the above arrangement is to provide 

Doyon with s ufficient volumes to be able to produce crude 

oil products up to the amount of Royalty Oil tendered to 

Doyon at the Point of Delivery. The additional volumes 

needed to enable Doyon to produce those products will be 

sold to Chevron U.S.A. at the Point of Delivery. The
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exchange at the Fairbanks O f f - T a k e  Point will be a double 

e xchange of R.oyalty Oil f r o m  Chevron U.S.A. to S eller  w h i c h  

Seller w i l l  in turn exchange w i t h  Doyon. Seller w i l l  

receive an equal v ol ume of R eturn Oil from Doyon, w h i c h  

Seller w i l l  in turn e x c hange to Chevron  U.S.A.. The above 

exchanges w i l l  occur at the Fairbanks O f f - T a k e  Point. The 

"Fairbanks Off- T a k e  Point" is that point or points i m m e d i­

ately outside TAPS w i t h i n  the N o r t h  Star B o r o u g h  w h e r e  crude 

oil may be w i t h d r a w n  from TAPS or r e i n j e c t e d  into TAPS.

That point or points w i l l  be designated  by Doyon, p r o v i d e d  

that the point or points d e s i g n a t e d  by D o y o n  w i l l  m e e t  all 

requirements that may ba imposed b y  the interstate and 

intrastate tariffs of TAPS for the removal and r e i n j e c t i o n  

of oil. The d e s i g n a t i o n  of that point or points by Doyon 

will be made s u f fici ently in advance so that Sell er and 

Chevron U.S.A. will ha ve sufficient time to m a k e  t r a n s­

portation arrangements consideri ng the proced ures set by 

TAPS. If any dispute arises in the d e s i g n a t i o n  of a point 

or points by Doyon, Seller shall e x p ed itously d e s i gn ate a 

point or points after con sul t a t i o n  w i t h  the affect ed 

p a r t i e s .

It is the intent of the parties that C h evron 

U.S.A. and Doyon arc third party bene ficiaries of the 

exchange obligations of the other parties, and that each 

party will be liable to the other for damages s u f fer ed by 

the failure of a party to carry out an exchange o b l i g a t i o n  

including, but not limited to (1) damages suffered  by Doyon
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i n f o r m  Seller of any s i g n i f i c a n t  change in ownership of 

either the P u r c h a s e r  or any of its affiliates or parent 

company, and of any change in P u rchaser 's operations or 

agreem ents w h i c h  w o u l d  a p p r e c i a b l y  affect Purchaser's 

p e r f o r m a n c e  u n d e r  this Agreement.

3.3 F i n a n c i a l  S t a t e m e n t s . As soon as possible  

after the end of each fiscal year of Purchaser, and in any 

event w i t h i n  120 days thereafter, P u r c h a s e r  w i l l  furnish  to 

Seller, at P u rchaser 's sole cost and expense, complete 

financial statements in the f o r m  filed w i t h  the Securities 

and Exchange Commission.

3.4 O p tion to Purchase R e s i d . If Purc haser and 

Seller do not agree to implement Article 2.14 of this 

Agreement, then, subject to Purchaser's  existing contracts, 

P u r c haser  grants to Seller an o p tion to purchase all, or any 

quantity, of the resid ual oil ("resid") produced or refined  

from the Royalty Oil sold h e r e under or the oil exchanged for 

the R o y a l t y  Oil. Seller shall exerc ise this option  by 

giving P u r c h a s e r  w r i t t e n  notice nine (9) months in advance 

of p u r c h a s e  by Seller. The n otice  shall specify the 

quantit y Seller w i l l  purchase. T herea f t e r  Seller m a y  

increase, decrease, or terminate the q uantity of resid by 

giving w r i t t e n  notice nine (9) months in advance, and Seller 

may agai , subject to Purchaser's  existing contracts, 

commence purchases after having terminated such purchas e by 

giving w r i t t e n  notice nine (9) months in advance of Seller's 

purchase. Seller shall take the resid for a p eriod of at
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Purchaser warrants, represents, and agrees:

3.1 Good Standing and Due A u t h o r i z a t i o n . P u r­

chaser is, and at all times during the o p e r ation of this 

Ag r e ement shall remain, a c o r p o r a t i o n  q u a l i f i e d  to do 

business in, and in good  standing with, the State of Alaska. 

Purchaser has all n e c e s s a r y  corporate power to enter into 

this Agreement and t:o p e r f o r m  its covenants and obligations 

under this Agreement. All n e c e s s a r y  corporate action has 

been taken to a u t h or ize Purchas er's entering into this 

Agreement and p e r f o r m i n g  its covenants and obligations  under 

this Agreement.

3.2 Financial C o n d i t i o n . The financial i n f o r­

mat i o n  submitted to Seller is complete and correct and 

fairly presents Purchaser's financial co ndition at the time 

the information was submi tted to Seller. The financial 

information was p r e p a r e d  in a ccordance  w i t h  generally 

accepted accounting principle s consistently applied. Since 

the date the information was submitted, the condition, 

business and properties of P u r c h a s e r  have not been m a t e r i­

ally adversely a f f ecte d in any way. Purchaser agrees to 

inform Seller imm ediately if during the term of this A g r e e­

ment there is any m a t erial adverse change in the condition, 

business, or properties of Pu rchaser w h i c h  w o u l d  have an 

appreciable adverse effect on Purchaser's performance under 

this Agreement. Purchaser, in addition, will immediately

ARTICLE III

. REPRESENTATION AND OBLIGATIONS OF PURCHASER
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. , ,  , , . . . . . . . . . .  ....
becatise of a defaulc by Chevro n U.S.A. w h i c h  causes Seller

to r e quire D o y o n  to take and dispose of the Exchange Oil;

and (2) damages suffered by C h evro n U.S.A. becai'.se of the

failure of D oyon to exchange the Exchange Oil w i t h  Seller.

In addition, Purchaser  agrees to indemnify Seller for any

damage, loss, or payment to third parties borne by Seller if

Purchaser, for any reason, is u nable to make the exchange

or, if the respon s i b i l i t y  to arrange the exchange is

d elegated to Purchaser, if Purchaser fails to adequately

carry out that responsibility.

If, for any leason, the specific arrangement 

either for exchanging the Exchange Oil or for the payment of 

the Quality A djustment by Doyon either is not concluded by 

the signing of this Agreement  or, because of changed c i r c u m­

stances, becomes i mpracticable at any time thereafter, 

Purchaser agrees to use its best' efforts to negotiate an 

alternative arrangement w h i c h  places all parties in a 

positio n equivalent to the position described previously in 

this section. If after sixty (60) days a satisfactory 

arrangem ent is not concluded then, at the option of any 

aff cted party, the matter  shall be submitted to the C o m m i s­

sioner for resolution along the principles expressed p r e v i­

ously in this section. The Commissioner's resolution will 

be subject to the provisions of Article XXIII.
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least-nine (9) m onths unless the R o yalty Oil is run in 

Purchaser's refinery for a p e r i o d  of less than nine (9) 

months. In that case, Seller shall be o b l i g a t e d  to p u r chase  

resid only for that shorter p e r i o d  of time.

This option shall r e m a i n  in effect for the term of 

this Agreement. Failure to e x e rcise this option for any 

period of time shall not affect Seller's right to exercise 

the option at a later time. This option, in whole or in 

part and for any term, shall be free ly assignabl e by Seller 

and such assignment shall release Seller from all o b l i g a­

tions co receive or pay for the r esid sold under this 

option; provided, however, that P u r c h a s e r  shall have the 

right to demand of an assignee of Seller reasonable security 

for the resid sold to that assignee. If author i z e d  in an 

assignment by Seller, an assignee shall have the further 

right freely to assign that option, however, that assignment 

shall not i ' ',ase that assignee (or any subsequent assignee) 

of any responsibilities or liabilities to Purch a s e r  unless 

agreed to by Purc haser in writing.

Seller shall pciy the same price for resid as the 

highest price the Purchaser is offer ed for the same product 

from any other bona fide b uyer of the resid. In the event 

Purchaser has no similar offer to buy from a bona fide 

buyer, the price shall be Purchaser's posted price for a 

like grade of resid in effect on date of d e l ivery at its 

Worth Pole, Alaska, refinery, provided, however, that at no 

time shall the price be more than the cost of the Royalty
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Oil p u r c h a s e d  her eunder plus actual t r a n s portation  cost to 

North Pole, Alaska. Purch a s e r  shall have the right to 

supply a comparable or b e t t e r  quali ty of resid from any 

source, domestic or foreign, so long as the laid-in cost of 

the resid at Seller's i ntended d est ination does not exceed 

the laid-in cost b a s e d  up on Seller pu rchasing the resid at 

North Pole, Alaska. If Seller exercises its o ption under 

this A r ti cle 3 . A, then P u r c h a s e r  shall not be r e sponsible 

for any quality adjustment, if any, for the resid.

3.5 P e t r oleu m Coke. Purc haser agrees that if it 

modifies or expands its refine ry at North Pole, A l a s k a  so 

that the refinery is able to produce and handle p e t r o l e u m  

coke, Purch aser will at that time enter into good faith 

negotiations w i t h  Seller for an c ption to purchase that 

p e t r o l e u m  coke.

A R T I C L E  IV 

ME A S U R E M E N T S  AND TESTS 

A .1 M e asure ment Standards and P r o c e d u r e s . The 

quantity and quality of the crude oil sold under this 

Agreement shall be determ ined at the Point of Delivery. 

Procedures and methods for m e a s u r i n g  and metering the oil 

sold under  this Agreement shall be in accordance with the 

practices then in effect a*- Prudhoe Bay, Alaska.

A R T I C L E  V 

PAYMENTS AND A CCOUN T I N G

5.1 B i l l i n g . Seller will send "o Purchaser, on or
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b efore the tenth (10th) b u s ines s day of each m o n t h  after 

d e l i very of R o y a l t y  Oil, an invoice statement of accou nt of 

all Royalty  Oil e s t i mated to have b e e n  m e a s u r e d  at the 

custody transfer m e t e r  into the Trans A laska P ipeline System 

and tendered to P u r c haser un der this A g r e e m e n t  during the 

immedi a t e l y  pre ce d i n g  m o n t h  acc ording to the best i n f o r­

mat i o n  available to Seller, the estimated price or prices 

a pplic a b l e  to those deliveries, and the total amount due 

["initial billing"]. The estimates wil l be made by Seller 

a c c o rding  to the best i n for mation r e a s o n a b l y  available to 

Seller. .Seller may render its initial oilling to Purchaser  

b ased in part upon informaj^jon r eported by the Lessees to 

Seller and information p u b l i s h e d  by the U.S. government. 

Seller shall thereafter adjust its initial billing  under 

this Article  as soon as more accurate information concerning 

the quantity  and price or prices of R o y alty Oil d e l i ve red 

each month if available. Seller, however, shall not be 

requir ed to adjust the initial bill ing prior to the sending 

of the next month's invoice statement of account.

i 5.2 Initial A d j u s t m e n t . Aft er the rnont'* r invoice 

under Article 5.1, the subsequent m o n t h l y  invoice wil? also 

state Seller's initial adjustments to be made, if any, to 

the invoice rendered in the immediately preceding calendar 

month, in accordance w i t h  any additional or more accurate 

information w h i c h  may have become available to Seller. 

W h ether or not initial adjustments are made, however, 

s ubsequent adjustments may be made under Article 5.5.
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5.3 P a y m e n t . P u r c h a s e r  w i l l  m a k e  p a yment of that 

amount b i l l e d  under  this A r t i c l e  w i t h i n  ten (10) days after 

receipt of the invoice sta tement of account. Payment shall 

be m a d e  w i t h o u t  any deduction, set off, or w i t h h o l d i n g  in 

immediately available funds to Se ller at the following 

a d d r e s s :

Bank of America, NT & SA 
San Francisco, C a l i f o r n i a  
Securities Depart m e n t  3255 
Credit to:

State of A l a s k a  Investment Account

Payment m a y  be made in such other m a n n e r  or to such other 

address as Seller may specify in the invoice statement of 

account or by ot her w r i t t e n  notice. All other payments to 

be made u n d e r  this A g r e e m e n t  shall be p a i d  in the same 

manner. If payment is due on a Saturday, Sunday, or legal 

holiday  of the place w h e r e  payment is to be received, 

payment shall be made on the next following business day.

It is r ecognized  that Seller may bill, and that Purchaser 

will pay, amounts that are b a s e d  upon confide ntial i n f o r m a­

tion held or r eceived by S e l l c”. If confi dential i n f o r m a­

tion is used as the basis for a billing, then upon request 

Seller will furnish P u r c haser w i t h  the certified statement 

of the Commis s i o n e r  that the amounts b i l l e d  are correct 

b ased upon the best i nfor mation available to Seller. Except 

for obvious clerical mistakes, if a dispute c oncern ing a 

bill arises, it is agreed that Purchaser will pay the full 

ai.;ount b i l l e d  by Seller pending final reso l u t i o n  of the 

dispute. Upon final resolution, the amount paid will be
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r e f u n d e d  to the P u r c h a s e r  w i t h  interest, if such a r efund  is 

a p p r o p r i a t e .

\
5.4 Payment  to L e s s e e . Purchaser, at the request 

of Seller in the invoice statement of account or otherwise 

in writing, shall pay all or any porti on desi gnated by 

Seller of that p a ymen t r e q u i r e d  to be made to one or more of 

the Lessees at an address or addresses and in the m anner 

d e s i g n a t e d  b y  Seller. The paymen t w i l l  be made  w i t h i n  the 

time limit s p e c ified in A r t i c l e  5.3. Seller m a y  authorize 

and designate a third party to make the request and d e s i g­

nate the amount, m a n n e r  and pla ce of payment u n d e r  this 

provision. Unless othe rwise specified, the balance of the 

payment due, if any, and payment for subsequent months, 

shall be mad e in a ccordanc e w i t h  Article 5.3.

5.5 S ubsequent A d j u s t m e n t s . Purchaser a c k n o w­

ledges that m o r e  accurate information concerning the q u a n­

tity of or Purchase Price for Royalt y Oil tendered may 

subsequently become available to Seller. In the event that 

any such informatio n should subs equently become availabl e to 

Seller, Seller shall promp t l y  furnish a cor rected invoice 

statement of account to Pur chaser and the parties will 

adjust the amount b i l l e d  and pay or refund the amount of 

those adjustments.

In the event that Seller should render a corrected 

invoice to Purchaser, the parties will adjust the amount 

previo usly b illed accordingly. Any amount to be refunde d 

from Seller to Purchas er or paid from Purchaser to Seller
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wi l l  be p a i d  w i t h i n  f i fteen  (15) days after the date of the 

co r r e c t e d  invoice. The time for p a y i n g  an adjus tment will 

be different, however, w h e n  the adjust m e n t  concerns an 

amount last i nvoiced m o r e  than sixty (60) days b efore the 

corrected invoice, in w h i c h  case the amount will be p a i d  by 

P u r c haser or r e f u n d e d  by Seller, as the case may be, in 

equal m o nthl y installments over the same p e r i o d  of time as 

that over w h i c h  the ad jus t m e n t  a c c r u e d  or six (6) months, 

wh i c h e v e r  is the shorter period. No adjustmen t w i l l  be made, 

.more than twelve (12) months after the date of the last 

original invoice to w h i c h  the adj ustment relates, except for 

adjustments r e s u l t i n g  from (i) regula t o r y  or court 

proceedings (including appeals) commenced or pending during 

that twelve (12) m o n t h  period, w h e t h e r  or not Seller or 

Purchaser is a party to the proceeding, or (ii) bona fide 

tudits by Seller of any Lessee(s) commencin g at any time 

during the period six (6) years after the date of the last 

invoice to w h i c h  such adjustment relates, or any resolution 

of disputes arising out of those audits. A djustments due to

audits or regulatory p rocee dings or court proceedings may be 

made at any time. The provisions of this Article 5.5 will 

survive any terminat ion of this Agreement.

5.6 I n t e r e s t . Except for adjustments made upon 

resolutio n of Amerada Hess under Article 2.3, the amount of 

all sums w hich are not paid when due u nder this Agre ement or 

w h i c h  are subsequently det ermined to be due under an a d j u s t­

ment under Article 5.5, or refunds, shall be ar interest from
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the date a c crued until p a i d  in full at a v a r i a b l e  rate per 

annum equal to the prime rate as annou n c e d  from time to time

by the Bank of America, San Francisco, California, plus one

and o n e - q u a r t e r  percent (1.25%) per annum.

5.7 Late P a yment P e n a l t y . E xcept for u n i n t e n­

tional failures to pay, inc luding clerical mistakes or 

occurrences not w i t h i n  the reason a b l e  control of Purchaser, 

or insignificant underpaym ents, if Pu rchaser fails to make 

payment w i t h i n  one day of the date that payment is due, then

in a ddition to the amount due plus interest from the date

that payment was due until  the date of payment, Purchaser 

will pay an amount equal to one percent (1%) of the amount 

o w e d .

5.8 Payment to T h i r d  P a r t i e s . Seller may direct 

that P u r c haser pay any amount due or w h i c h  n a y  become due 

d irectly to a third party in the m a n n e r  and time as may be 

directed by Seller in w r i t t e n  notice to the Purchaser if, in 

the Seller's sole discretio.., the payment to the third party 

will assist Seller in m o n i t o r i n g  or enf orcing this A g r e e­

ment .

A R T I C L E  VI 

TER11

T e r m . This Agre ement shall become effective 

upon execu tion by the parties and (1) after enactment of 

legislation by the State of Alaska (including approval by 

the Governor) ap proving this Ag reement and (2) Purchaser has 

p urchased or otherwise  a c q uired a controlling interest in
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the N o r t h  Pole Refinery  or P u r c h a s e r  has g a i n e d  or acquired 

a cont ro l l i n g  interest in the M a p c o - A l a s k a  contract. This 

A g r e e m e n t  shall be null and ''•oid if it is not so approve d by 

S e p t e m b e r  1, 1982, or if, by M a y  1, 1982, Purchaser has not 

p u r c h a s e d  or acqui r e d  a c ontrolli ng interest in the North 

Pole R e f i n e r y  or Pu rchaser has not g ained  or acquired  a 

c o n t r o l l i n g  interest in the M a p c o - A l a s k a  contract. Subject 

to the other provisions contai ned in this Agreement,

Seller's ob ligation to sell and P u rchaser's obligati on to 

buy R o yalty Oil shall b e g i n  seven (7) m o nths after the above 

approva l or December 1, 1982, w h i c h e v e r  is later, and end 

De c e m b e r  1, 1994.

A R T I C L E  VII 

DEFAULT O R  T E R M I N A T I O N

7.1 D e f a u l t . If any one or more of the following 

events ("Events of Default") occur, then at Seller's option, 

Seller m a y  terminate or suspend its ob liga t i o n  to tender and 

sell Royalt y Oil and proceed to exercise any one or more of 

the rights and remedies p r o vided in this Agrenent:

(i) Except for obvious clerical errors, Purchaser 

does not pay in full any sum owed under this Agreement at 

the time wher payment is due? or

(ii) Purchaser fails to observe or p e r f o r m  any of 

its o ther convenants and obligations under Article II; or

(iii) Purchaser does not p e r f o r m  any act required 

or c o n t e m p l a t e d  under this A g r e ement  either; (a) the 

n o n p e r f o r m a n c e  continues for more than thirty (30) days
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after Seller has n o t i f i e d  the P u r c h a s e r  of Purchaser's n o n­

performance; or (b) P u r c has er h a d  failed to p e r f o r m  the same 

or any other act r e q u i r e d  or c o n t e m p l a t e d  u n d e r  this A g r e e­

ment d uring the immediately p r e c e d i n g  12 m o n t h  period; or

(iv) There is a m a t e r i a l  adverse change in 

Purchase r's condition, business or p r o p e r t y  w h i c h  a p p r e c­

iably affects the abi lity of the P u r c h a s e r  to p e r f o r m  any of 

its obligation s under this Agreement, and Purchaser is 

unable to give Seller adequate a s s u ran ce of continued 

p e r f o r m a n c e  either w i t h i n  f o u r t e e n  (14) days of a request 

for such an assurance or w i t h i n  such other shorter time 

p e r i o d  as Seller m a y  r e a s o n a b l y  r e quest u n d e r  the c i r c u m­

stances; or

(v) Any r e p r e s e n t a t i o n  or w a r r a n t y  mac' ’v 

Purchaser in this Ag reement proves to have been u.. e or 

incorrect in any m a t e rial respect a;, the time that the 

r epres e n t a t i o n  or w a r r a n t y  was made.

7.2 Failure to Pay D e b t s . If at any time P u r­

chaser becomes unable to pay any of its debts when those 

debts are due, or should o t h e r w i s e  b ecome insolvent (without 

regard to how that insolvency may be e v i d e n c e d ) , Purchaser 

will immediat ely give notice of that fact to Seller.

W h e t h e r  or not that notice is given, if Purcha ser becomes 

unable to pay any of its debts whe n those debts arc due or 

should otherwise become insolvent, Seller's obligati on to 

tender and sell Royalty Oil u n d e r  this Agreeme nt will 

automaticall y and immediately terminate w i t h o u t  any
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r equirement  of n otice or other a ction b y  Seller; h o w e v e r , 

P u r c h a s e r  w i l l  n e v ertheless be and r e m a i n  liable for paymen t 

and p e r f o r m a n c e  of all of its obliga t i o n s  and covenants 

under this Agreemen t w i t h  respect to R o y a l t y  Oil actually 

tendere d by Seller to and after any such termination.

W i t h i n  thi;.ty (30) days after r e c eipt of Purchaser's n ot ice 

or, if no n o t i c e  is given, after Seller o t h e r w i s e  becomes 

aware (as det ermined in Seller's sole discretion) of P u r­

chaser's in olvency, Seller w i l l  h a v e  the right, upon 

w r i t t e n  n ot ice to Purchaser, to r e i n s t a t e  all of Seller's 

and Buyer's obligations u n d e r  this A g r e e m e n t  retroact ively 

to the date of termination.

7.3 Seller's R e m e d i e s . Upon the occurr e n c e  of any 

Event of Default or if Seller's o b l i g a t i o n  to tender and 

sell Royalty Oil under this A g r e e m e n t  is terminated or 

suspended under Article 7.1 and 7.2, all obligations of 

Purchaser accrued but not otl erwise due and p?yable under 

this A g r e ement will immediately be due and p a y a b l e  in full. 

In addition, Purchaser will indemnify and h o l d  Seller 

harmless from and against all other liability, damages 

(including reasonably foreseeable c o n s e q u e n t i a l  damages), 

costs, losses and expenses (including reas on a b l e  attorneys' 

fees and disbursements) incurred by Seller and arising out 

of the Event of Default, termination, or suspension. Seller 

shall have the right cumula t i v e l y  to exer cise any and all 

other rights and remedies and to o btain all other relief 

available under applicable law or at equity, including
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discretion, m a y  arrange for any d i s p o s i t i o n  to third parties 

of R o yalty Oil to be tendered and sold under  this Agreement. 

Up o n  the occur rence of any Event of Default, the Purchaser 

is r e l e a s e d  from.the obligations set forth in Arti cles 2.11 

(In-State Processing) and 2.12 (Best Efforts) until the 

Event of D e fault no longer exists or the ob liga t i o n  of the 

Pu r c haser to take R o yal ty Oil u n d e r  this Agree m e n t  expires. 

If u p o n  occurrence of any Event of D e f ault the Seller makes 

arran g e m e n t  for d ispos ition to third parties of Royal ty Oil 

or if the Pur chaser is r e l e a s e d  from  A r t i c l e s  2.. 11 and 2.12, 

w h e t h e r  or not this Agreeme nt is terminated, Purchaser will 

n e v e r t h e l e s s  be and remain liable to Seller for the full 

amount of the Purchase Price for that R o yalty  Oil in excess 

of the Purchase Price over any amount or amounts received by 

Seller on account of that disposition, net of the expenses 

of that d ispos i t i o n  and for all other costs, expenses 

(including reasonable attorneys' fees and disbursements), 

damages (including reasonably for ese e a b l e  conseq uential 

damages) and losses incurred by Seller and arising out of 

the Event of Default or disposition.

7.4 Purchaser's Excl usive R e m e d i e s . Upon any 

b reac h of, or default in, the due and timely observance or 

p e rformanc e of any of Seller's covenants or obligations 

1 under this Agreement, Pu rchaser ackno wledges and agrees that 

Purchaser's remedies will not include a temporary
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sold u n d e r  the Agreement.

AR T I C L E  VIII 

D I S P O S I T I O N  OF OIL

8.1 D i s p o s i t i o n  of Oil Upon D e fault or T e r m i n a­

t i o n . P u r c h a s e r  acknowledges and agrees that under the Unit 

A g r e ement  and Leases Seller's e l e c t i o n  to take Royalty Oil 

in-kind can be r e v o k e d  or r e v e r s e d  only upon the s a t i s f a c­

tion of various conditions, including the giving of six (5) 

months n o t i c e  to return all or m o r e  than ten p e rcent  (10%) 

of Seller's then current nominations. P u r c h a s e r  a c k n o w­

ledges and agrees that Seller's election to invoke its 

rights to r e t u r n  to taking its R o yalty Oil in value on less 

than six (6) months notice, or to attempt to secure a w a i v e r  

of any c o n d it ion or requirement, is at Seller's sole and 

complete discretion. N o t w i t h s t a n d i n g  te rmination of this 

Agreem ent for default or for any other reason, including 

expira t i o n  or termin ation un der any p r o v i s i o n  contained in 

this Agreement, Purchaser shall continue to take and p u r­

chase Seller's Royalty Oil in the amount and for the price 

set forth in this Agreement for up to seven (7) months 

following terminatio n of this A g r e ement if Seller, in its 

discretion, so requires.

8.2 Inability to Receive O i l . If for any reason 

Purchaser is u nable  or refuses to accept or receive any 

R o y a l t y  Oil tendered under this Agreement, Purchaser shall
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nevert h e l e s s  be and r e m a i n  r e sponsibl e for the disposal of 

that R o y a l t y  Oil and for p ayin g the Seller for the oil as 

though it h a d  b e e n  r e c e i v e d  and accepted by Pu rchaser unless 

Seller, in its sole discretion, elects to w a i v e  this 

r e q u i r e m e n t .

8.3 No Right to Storage or U n d e r l i f t . Purchaser 

waives and disclaims any i nterest or right that it may 

assert to storage of R o yalty Oil, including by underl ift or 

o ther means, to w h i c h  Seller is or m a y  come to be entitled 

under the Leases or any other agreement.

A R T I C L E  IX 

W A I V E R

9.1 Waiver. The failur e of either party to insist 

upon strict perfor m a n c e  of any p r o v isio n of this Agreement 

shall not constitute a w a i v e r  of, or estoppel against, 

asserting the right to require that perfor m a n c e  in the 

future. A w a i v e r  or est oppel in any one instance shrill not 

constitu te a w a i v e r  01* estoppel w i t h  respect to a later 

breach of a similar n a t u r e  or otherwise. A  course of 

perfo r m a n c e  e s t a b l i s h e d  by a pa~ty shall also not estop the 

other party from c omplainin g of a later b r e a c h  similar in 

n a t u r e .

A R T I C L E  X 

V A L I D I T Y

10.1 ’’al i d i t y . If any provi s i o n  or clause of this 

A g r e e m e n t  or appl ication of this A g r e ement to any person or 

circumstance  is bold invalid, that invalidity shall not
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affect other provisions or a p pli cations of this A g r e e m e n t  

w h i c h  can be given  effect w i t h o u t  the invalid p r o v i s i o n  or 

application. If, however, an invalidity should oper ate to 

impair any m a t erial right or remedy of a p a r t y  to this 

Agreement, that party m a y  terminate this A g r e e m e n t  by notice 

to the other.

A R T I C L E  XI 

FORCE M A J E U R E  A N D  CHANGE IN CONDITION

11.1 Effect of Force Ma.jeure. Except for P u r­

chaser's obligations to make payment of m o n e y  for Royalty 

Oil tende red u nde r this A g r e ement  and. except for Purchaser's 

obligations to accept and dispose of R o yalty Oil, neither 

party shall be liable for any failure to p e r f o r m  the terms 

of this A g r e e m e n t  when the failure is due in w h o l e  or in 

substantial part to force rnajeure. The term "force majeurc" 

as applied to this A gree m e n t  shall mean acts of God, 

strikes, lockouts and industrial disputes or disturbances, 

civil disturbances, arrests and restraints from rulers or 

people, interruptions by g overnment or court orders or by 

present or future orders of any regul a t o r y  body h aving or 

asserting jurisdiction, acts of the public enemy, wars, 

riots, blockades, insurrections, inability to secure m a ­

terials by reasons of allocations p r omulgated  by auth or i z e d  

goveri ’ntal agencies, epidemics, landslides, lightning, 

e a r t h q v ' k e s , fires, storms, floods, washouts, explosions, 

breakage or accident to m a c h inery or lines of pipe, freezing 

of wells or pipelines, or any other event or condition,
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w h e t h e r  oi: the k i n d  h e r e i n  e n u m e r a t e d  or otherwise, not 

w i t h i n  the r e a s o n a b l e  control of the p a r t y  c l a iming the 

benefit of this excuse. If, however, any m a t e r i a l  

o b l i g a t i o n  of P u r c h a s e r  is e x cused  or s u s p e n d e d  b e c a u s e  of a 

claim of force m a j e u r e  for a p e r i o d  of 365 successive days 

or more, Seller w i l l  have the right to te rminate this 

Agreement. P r i o r  to the Seller exercising its right to 

terminate this A g r e em ent the Seller and P u r c h a s e r  shall 

enter into g o o d  faith n e g o t i a t i o n s  to restore, to the 

fullest extent possible, the Seller and P u r c h aser to the 

benefits and o b l i g a t i o n s  that exist ed u n d e r  this A g r e e m e n t  

before the o c c u r r e n c e  of the force m a j e u r e  condition.

11.2 R e s p o n s i b i l i t y . Upon the occur r e n c e  and 

discovery of an event p r o v iding the basis for a claim of 

force majeure, the p a r t y  m a k i n g  a claim shall n o ti fy the 

other party to this A g r e e m e n t  of its c l a i m  of force majeure. 

Upon the o ccu rrence of an eve it cons tituting force majeure 

that event shall, so fa.r as possible, be reme d i e d  w i t h  all 

reasonable diligence and dispatch. Except for Purchaser's 

obligations to m a k e  p a y ment of mone y for R o y a l t y  Oil t e n­

dered under this Agreement and except for Purchaser's 

obligati <11 to dispose of Royalty Oil, the o bligat ions of the 

disabled party to p e r f o r m  under this Agreement, insofar as 

they are a f f e c t e d  by that force majeure, shall be suspended 

from the time that force m a jeure occurs and for so long as 

the disability caused should have co ntinued had the party 

claiming the exi st e n c e  of the force m a jeure had remedied  the
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event p r o v i d i n g  the basis of the c l a i m  of force m a j e u r e  w i t h  

reasonable diligence and dispatch, and for no longer. The 

settlement of strikes or lockouts or i n d u s t r i a l  disputes or 

disturbances w i l l  be e n t i r e l y  w i t h i n  the d i s c r e t i o n  of the 

party h a v i n g  the difficulty, and the above requ ir e m e n t  that 

any force m a j e u r e  shall be r e m e d i e d  w i t h  d i l i g e n c e  ana 

dispatc h shall not r e q u i r e  the settlement of strikes, 

lockouts, or i ndustrial d i sturbanc es by a c c e d i n g  to the 

demands of any o p p osi ng p ar ty therein w h e n  such course is 

inadvisable in the sole d i s c r e t i o n  of the d i s a b l e d  party.

A R T I C L E  XII 

NOTICES

12.1 M e t h o d . All notices, requests, demands or 

statements shall be in writing, and m a y  be d e l i v e r e d  per-
I

sonally to the party to be n o t i f i e d  or may be sent by 

regist e r e d  or c e r t ified U n i t e d  States mail, postag e prepaid, 

w i t h  a r e turn receipt r e q u e s t e d  to such party. Notice 

deposited in the mail in this m a n n e r  shall be e f f e cti ve upon 

the expir ation of seven (7) days after it is so deposited. 

Notice given in any other m a n n e r  shall be e f f e c t i v e  only if 

and when received by the addressee. For the purposes of 

notice the addresses of the parties  to this A g r e e m e n t  shall 

be as follows:

If to Seller: State of Alaska
C o m m i s s i o n e r  of Natural Resources 
P ouch "M"
Juneau, A laska 99811
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and

C o m m i s s i o n e r  of Revenue 
P ouch "S"
Juneau, A l a s k a  99811 

and

Director, D i v i s i o n  of Minerals 
a nd E' jrgy Managetaent 

555 Cordova Street 
Anchorage, A l a s k a  99501

If to Purchaser:

T i n  Wallis
P r e s ident
Doyon, L i m i t e d
211 First Avenue
Fairbanks, A l a s k a  99701

12.2 Change of A d d r e s s . Each parry may change its 

address for noti ce by g i ving n otice of the change.

A R T I C L E  XII 

R ULES A N D  REGULATIONS

13.1 Rules and R e g u l a t i o n s . This A g r e e m e n t  is 

subject to all present an d future v a l i d  laws, orders, rules 

and regulations of the U n i t e d  States, the State of Alaska, 

and any duly c o n s t i t u t e d  agency thereof.

A R T I C L E  XIV 

S O V E R E I G N  P O W E R  OF THE STATE

14.1 S o v e r e i g n  Power of the S t a t e . Tbo-s A g r e e m e n t  

and its covenants shall not be interpreted as a limit on the 

exercise by the State of A l a s k a  of any of its s o v e re ign or 

regulatory powers, w h e t h e r  c o n f e r r e d  on the State b y  c o n s t i­

tution, statute or regulation, including but not limited to, 

its regulat ory power over the Leases. The exercise by the
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State of A l a s k a  of any sover eign or regulato ry p o w e r  will 

not operate or b e  d eemed to enlarge any rights of Purc haser 

or to limit or impair any obligations or liability of 

P u r c h a s e r  under this A g r e e m e n t  except for state statutes 

enacted after the effective date of this Agreem ent w h i c h  

have a direct and significant adverse affect on the ability 

of P u r c h a s e r  to p e r f o r m  an o b l i g a t i o n  under this A g r e ement 

other than the obligations to accept, dispose, and pay for 

R o yal ty Oil tendered under this Agreement.

AR T I C L E  XV 

SECURITY

15.1 L etter of C r e d i t . At least ninety (90) days 

before the Date of First Delivery, unless w a i v e d  by Seller, 

Purchaser shall v_ause to be f u r n ished  to Seller an i r r e v o c a­

ble stand-by letter of credit for the benefit of S e l l e i , 

issued by a state or n a t ional b a n k i n g  institution of the 

'Jnited State w h i c h  is a m e m b e r  of the Federal Deposit 

Insurance Corporat. -̂n and has an aggregate capital and 

s lrplus of not less than $100,000,000, or other banking 

instit u t i o - a cceptab le to Seller in its sole discretion.

The princ i p l e  face amount of the letter of creuit shall 

initially be $22,440,000. Tie letter of credit shall be 

substantiall y in a fo rm satisfactory to the Commissioner, 

but in any event shall not require any documents to be 

s ubmitted in support of drafts drawn against this letter of 

credit other rhan the c e r t ified statement of tne r ' ^mis- 

sioner or his designee and the A t t orne y General oi the State
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of A l a s k a  or h i s - d e s i g n e e  that Purchase r is liable to Seller 

for a sum equal to the amount of such draft, and that that 

sum is due and p a y a b l e  in full and has not b e e n  timely paid. 

In the event that Seller should have reasonabl e ground s for 

asserting any claims against P u c haser  under this A g r e e m e n t  

and does assert those claims in an aggregate amount in 

excess of t ;e a g g r e g a t e  p r i n c i p a l  face amount of the letter 

of credit tnen in effect, Purch a s e r  shall upon Seller's 

request (whether or n o t  P u r c h a s e r  may deny, reject or 

otherwise resist such claims) cause the principal face 

amount of the letter of credit to be increased by an amount 

equal to the excess. The pr incipal face amount of the 

letter of credit shall also be automat ically incr eased by 

Purchaser w i t h o u t  r e quest from Seller w h e n e v e r  the face 

amount is less than the e x p ected Purchase Price of sixty 

(GO) days of Royalty  Oil tenders under this Agreement, to an 

amount equal to the expec t e d  Purchase Price of sixty (60) 

days of Royalty Oil tenders. The principal face amount of 

the letter of credit m a y  be de creased by Purchaser upon 

approval of Seller if the face amotnt is less than the 

expected Purchase Price of sixty (60) days of Roy alty Oil 

tenders under this Agreement, to an amount equal to the 

expc ted Purchase Price of sixty (60) days of Roy alty Oil 

tenders. The C o m m i s s i o n e r  m a y  accept such other or 

additional security as hr-., in his sole discretion, considers 

adequate to protect Seller.
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A R T I C L E  XVI 

P R E F E R E N T I A L  H I R I N G  AND N O N - D I S C R I M I N A T I O N

16.1 C o m p l i a n c e  w i t h  A l a s k a  L a w . P u r c h a s e r  will 

comply w i t h  all ap plic a b l e  A laska statutes and r egul ations 

in effect at the time this Agree m e n t  becomes effective, as 

well as all amendments to them and subsequent e n a c t m e n t s , 

providing for p r e f e r e n t i a l  h i r i n g  of A l a s k a  resid ents and 

n o n - d i s c r i m i n a t i o n  a g ains t them.

16.2 Prefer e n c e  to Q u a l ified Alaska R e s i d e n t s . To 

the extent not s u p e r c e d e d  by or inconsistent w i t h  s u b s e­

quently enacted legis l a t i o n  or regulations, P u r c h aser will 

use its best efforts to assure that w o r k  done by or for it 

w i t h i n  the State of A laska in c onnection w i t h  this Agreement  

shall, to the extent they are available, w i l l i n g  and q u a l i­

fied, be p e r f orm ed by A las ka residents who at the time of 

their initial e mploym ent by Purchaser, *s contractors or 

subcontractors, fall w i t h i n  one or more ol the following 

employment target groups, as determined by the State or an 

agency or agencies designa ted by the State:

(1) " c h ro nically unem pl o y e d  resident,"  d e fine d as

e i t h e r :

(A) a resident who has been u n e m p l o y e d  for a 

m i n i m u m  of eight (8) months, cumulatively, of the twelve 

(12) months immediately p r e c eding the time of applic a t i o n  

for determinati on of status, so long as the individual's 

income for the 12-month period does not exceed $25,000; or
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a vailable under the A l a s k a  Employ m e n t  Security Act, AS 

23.20, w i t h i n  the (twelve) 12 months i m mediately p r e c eding 

the time at w h i c h  he makes the a p p l i c a t i o n  for c e r t i f i c a t i o n  4 

and is cu rrently not e l i g i b l e  for u n e m p l o y m e n t  benefits;

(2) " e c o n o m i c a l l y  d isad v a n t a g e d  resident," defined 

as a resident w h o s e  total h o u s e h o l d  income for the twelve

(12) m onths immedi a t e l y  p r e c e d i n g  the time of a pplic a t i o n  

for d e t e r m i n a t i o n  of status falls b e l o w  seventy  percent 

(70%) of the m i n i m u m s  set by the U.S. B ureau of Labor 

Statistics "lower livin g standa rd income level" as adjust ed 

for Alaska; and

(3) " t r a i n i n g - q u a l i f i e d  resident," defined as a 

residen: w h o , w i t h i n  the twelve (12) months immediately 

p receding the time of appli c a t i o n  for d e t e r m i n a t i o n  of 

status, has succe s s f u l l y  completed a p r o g r a m  of job training 

designed to q u alif y the resident for employ ment on projects 

carried out in conn ec t i o n  w i t h  this agreement.

16.3 A s s u r ance of Co m p l i a n c e . P u r c h a s e r  shall use 

its best efforts to assure that neither it, nor its c o n­

tractors and subcontractors, hire nonresidents w h e n  r e s i­

dents falling w i t h i n  one or more of the employment target 

groups set out in A r ticle 16.2 are k n o w n  to be available, 

w i lling and q u a l i f i e d  for employment for w o r k  p e r f o r m e d  in 

connection with this Agr eement w i t h i n  the State of Alaska.

16.A E x c e p t i o n s . The requirements of this Article 

do not apply to bona fide administrative, executive  or
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profes s i o n a l  employees of the Purchas er or its c o ntractors 

or subcontractors, as those terms are d e f i n e d  in 8 AAC 

15.910.

16.5 Collec t i v e  Bargainin g A g r e e m e n t s . In i m p l e­

menting the r e quirem ents of this Article, P u r c has er shall 

assure that it and its contractors  and s u b c o ntractors use 

their best efforts to includ e in all c ollective b a r g a i n i n g  

agreements w i t h  labor un ions covering w o r k  to be p e r f o r m e d  

in c on nection w i t h  this A g r e e m e n t  provisions that w i l l  

assure e mployment p r e f e r e n c e  to Alaska resi dents falling 

within the target groups set out in A r ticle  16.2 in a c c o r­

dance w i t h  the r e q u i r e m e n t s  of this Article.

16.6 N o n - d i s c r i m i n a t i o n . Pu rch a s e r  shall a ssure 

that n e i t h e r  it nor its contractors or subcon t r a c t o r s  engage 

in discri m i n a t o r y  p r a c tic es against A l a s k a  residents falling 

within the employ m e n t  target groups set out in A r t i c l e  16.2 

who are employed or s e eking employment b y  P u r c haser or its

-contractors or subcontractors. P r o h i b i t e d  d i s c r i m i n a t o r y  

practices include, but are not n e c e s s a r i l y  limited to:

(1; r e j e c t i o n  of a resident referred to an 

employer by a collective b a r g a i n i n g  agent in favor of a 

nonresident of similar qualifi cations in employmen t c o v e r e d  

by a collective b a r g a i n i n g  agreement;

(2) r e j e cti on of a resident in favor of a n o n­

resident of similar q u a l ification s in employment not covered 

by a collective b a r g a i n i n g  agreement;
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n o n r e s i d e n t  of simil ar qualifications; and

(A) d i f f e r e n t i a t i o n  in payment  of wages, salaries,

fringe benefits, and w o r k i n g  conditions b e t w e e n  a resident 

and n o nresid ent.

16.7 D e f i n i t i o n s . In this Article,

(1) " qu alified" means’ able, b y  education, training 

and e x p e r i e n c e  or c ombin a t i o n s  of them, to p e r f o r m  the 

duties ana satisfy the terms and conditions w h i c h  are usual 

in the o f f e r e d  employment, pro vided that the duties, terms 

and condi t i o n s  meet the reasonabl e standards of the industry 

as r e q u i r e d  of other employees per forming the same type of 

work in the industry; and

(2) " res ident" means a p erso n who

(A) except for brief intervals, m i l itary 

service, attend a n c e  at an educational or training i n s t i­

tution, or for absences for good cause, is p h y s i c a l l y  

present in the state for a peri od of at least 30 days 

immediat ely b e fore the time th_. person's status is 

determined;

(B) m a i n t a i n s  a place of residence in the

s t a t e ;

(C) has e stablish ed r e s i dency  for voting 

purposes in the state;

(D) has not, w i t h i n  the p e r i o d  of required 

residency, c l aimed r e s i denc y in another state; and
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that p e r s o n ' s  intent is to m a k e  A l a s k a  his or h e r  p e r m anent 

residence.

A R T I C L E  XVII

A P P L I C A B L E  L A W

17.1 A l a s k a  L a w . This A g r e e m e n t  shall be gc /erned 

by and c o n s trued  in a c c o r d a n c e  w i t h  the laws of the State of 

Alaska, e x c l u ding any c o n f l i c t - o f - l a w  rule or p r i n c i p l e  

w h i c h  m i g h t  refer such c o n s t r u c t i o n  to the laws of another 

state or country.

17.2 S u b m i s s i o n  to J u r i s d i c t i o n . Any legal action 

or p r o c e e d i n g  arising out of or r e l ating to this Agreement 

or for the enfor c e m e n t  of the covenants or o b l i g a t i o n  of 

either party must be i n s t i t u t e d  in a State court of general
i .

j u r i s d i c t i o n  sitting in the State of Alaska, and Purchaser 

hereby irrev ocably submits to the j u r i s d i c t i o n  of that court 

in any such action or proceeding.

A R T I C L E  XIII 

WARRAN T I E S

18.1 No W a r r a n t i e s . The p u r c h a s e  and sale of 

Royalty Oil under this A g r e e m e n t  is subject only to the 

warran ties of Seller e x p r essly  set forth in this Agreemen t 

and Seller disclaims and Purchaser w a i v e s  all other w a r­

ranties, express or implied in law, whatsoever.

A R T I C L E  XIX 

A M E N D M E N T

19.1 Amendment. This Agreem ent m a y  be
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w r i t t e n  i n s t r u m e n t  d u l y  e x e c u t e d  b y  the par ties to this 

Agreement. In addition, m a t e r i a l  amendments  to this A g r e e m e n t  

w h i c h  a p p r e c i a b l y  reduce the c o n s i d e r a t i o n  to S ell er m u s t  be 

approved by the L e g i s l a t u r e  of the State of Alaska.

A R T I C L E  XX 

SUCCES S O R S  A N D  A S SIGN S

20.1 G e neral P r o h i b i t i o n . No assignment, p l e d g e  or 

e n cumbranc e of this A g r e e m e n t  shall be made by e i t h e r  party 

w i t h o u t  first o b t a i n i n g  the w r i t t e n  consent of the other  

party. The C o m m i s s i o n e r  m a y  g r a n t  such con sent on b ehal f of 

the Seller. The C o m m i s s i o n e r  may, on behalf of the Seller, 

approve 111 advanc e the assignment, pledge, or e n c u m b r a n c e  of 

this A g r e ement under terms and c onditions required by the 

Commissioner. The C o m m i s s i o n e r  shall have sole and complete 

d iscr etion in g r a nting or d e n y i n g  a propos ed assignment.

Unless otherwi se agreed at the time of the C o m m i s s i o n e r ' s  

consent to the assignments, Purch a s e r  shall be and r emain 

liable for the p a y m e n t  of all sums owed or t herea f t e r  ow ed 

to Seller under this Agreement, w h e t h e r  or not those sums 

accrued before or after the assignment. The C o m m i s s i o n e r  

shall have sole and co mplete d i s c r e t i o n  in g r a n ting or 

d e nying a pro posed assignment, pledge or encumbrance.

Subject to the above requirements in this Article, this 

A greement will be b i n ding upon and inure to the b e n e f i t  of 

each of the parties and its successors and permitted  assigns.

In addition, e x c e p t  for the M a p c o - A l a s k a  contract, if Purchaser 

gains or acquires a c o n t r o l l i n g  inter est in an entity w h i c h  

has an agreeme nt w i t h  Seller for the sale of
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Royalty Oil ("Other Agreement"), then u p o n  at least one 

year's notice Seller, at its o pti on m a y  require  P u r c h a s e r  to 

terminate either this‘ Agr e e m e n t  or the O t her Agreement. The 

choice of w h i c h  Agreeme nt to terminate w i l l  be Purchaser's. 

Purchaser may request that Seller w a i v e  this o p tion  in 

advance of P urchaser g a ining a contro l l i n g  i n t e r e s t  in an 

entity w h i c h  has an agreement w i t h  Seller for the sale of 

Royalty Oil. The Commis s i o n e r  has sole and c o m pl ete d i s c r e­

tion in grant ing or d e nying the requested waiver.

A R T I C L E  XXI 

HEADINGS

21.1 H e a d i n g s . Hea dings used  in this A g r e ement 

are for convenience only and shall not affect the c o n­

struction of this Agreement.

A R T I C L E  XXII 

RECORDS

22.1 Preservation of R e c o r d s . Pu rchaser will 

preserve and m a i n t a i n  all books, accounts, and records 

relating to or arising out of the performance of this 

Agreement, including but not limited to the p u r c h a s e  or sale 

of Royalty Oil and its refined products, for a p e r i o d  of six 

(6) years. Purchaser will also m a i n t a i n  and p r e s erve all 

similar books, accounts, and records of w h i c h  it has p o s­

session b e l o nging to those third parties with w h o m  it 

contracts for the performan ce of various parts of this 

Agreement. Neither Purchaser nor Seller shall be required 

to • c.tain any records for more than six (6) years unless



r e t e n t i o n  of such records is s p ecifically r e q u i r e d  by 

applicab le law or regulation. Purch a s e r  shall either
. v • * • . ■ •'.* 'V >• : • .

r .- " •' • .
m a i n t a i n  its records w i t h i n  the State of A l a s k a  or make such 

records a v a i lable to Seller at Purchaser's pr incipal office 

in the State of A l a s k a  w i t h i n  thirty (30) days after w r i t t e n  

request by Seller.

22.2 I n s p e c t i o n  of Records of P a r t i e s . Purchaser 

and Seller w i l l  a ccord to each other and to their a u thorised 

agents, attorneys, and auditors during r ea sonable business 

hours access to any and all property, records, books, 

documents, a n d  indexes directly relating to the Purchaser's 

or Seller's p e r f o r m a n c e  of this A g r e ement and w h i c h  are 

under the control of the party from w h i c h  access is desired 

so that the other party m a y  inspect, pho tog r a p h  and make 

copies of that property, records, books, documents and 

indexes. In no event, however, shall Seller be required to 

disclose any information, data, or records w h i c h  are r e­

quired no be held conf idential by state lav? or regulation.

If the infor mation o b t ained by Seller may be h e l d  c o n­

fidential under state or federal law or regulation, P u r­

chaser may request that that information be held c o n f i d e n­

tial by Seller.

A R T I C L E  XXIII 

I N T E R P R E T A T I O N  OP TERI1S AND CONDITIONS

23..1 Commi s s i o n e r  finding and r e v i e w . In the 

event that there is a d i sa greement about the m e a n i n g  or 

a p plicatio n of a word, term, or condition in this Agreement,
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Purcha ser w i l l  p r esent the ar guments suppor t i n g  its v i e w  in
V

w r i t i n g  to the C o m m i s s i o n e r  for his consideration. The 

C o m m i s s i o n e r  w i l l  subsequently, w i t h i n  a reaso n a b l e  time, 

issue a finding on the m e a n i n g  or a p p l i c a t i o n  of the d i s­

puted word, term, or condition, an d setting forth  the basis 

for his conclusions. P u r c h a s e r  agrees to accept findings by 

the C o m missio ner u n d e r  this A r t i c l e  as long as there is 

substantial evidence suppor t i n g  the Commis s i o n e r ' s  findings.

DATED this 2 ^  day of , 198 2-i
SELLER :

THE STATE OF ALAS’tCA

PURCHASER:

B y :
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L E G I S L A T I O N  S U M M A R Y

SB 880: "An Act relating to the sale of royalty oil by the State
of Alaska to Doyon, Ltd.; and providing for an effective 
date. "

Sec. 1: Approves and ratifies che Doyon Alaska Royalty Oil
Contract, as presented by the Department of Natural
Resources. Specifies that the contract provides that 
it is void if Doyon gains a controlling interest in 
the Mapco Alaska refinery or the Mapco royalty oil 
contract by May 1, 1982.

Sec. 2: Immediate effective date.

P R I M E  S P O N S O R :  R u l e s  ( G o v e r n o r ' s  r e q u e s t )
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MEMBERS PRESENT

Senator Fahrenkamp 
Senator Gilman 
Senator Fischer 
Senator Mulcahy. 
Senator Sturgulewski

Representative
Representative
Representative
Representative
Representative

Halford 
Co 11 en 
Randolph 
Rogers 
Fanning

Hearing; Presentation by the Department of Natural Resources,
the Alaska Royalty Oil and Gas Development Advisory Board,
Doyon, Ltd,, and Tesoro Alaska Petroleum Co., on the
proposed Alaska royalty oil contracts.

Meeting with House Joint Committee on Oil and Gas

BETTYE FAHRENKAMP. Chairman
VIC FISCHER. Vice-Chairman
BRAD BRADLEY
DICK ELIASON
DON GILMAN
BOB MULCAHY
ARL1SS STURGULEWSKI

March 25, 1982 
5:00 p.m.

POUCH V 
STATE CAPITOL 

JUNEAU. ALASKA 99811 
(907) 465-3834 
(907) 465-3835

House Finance Committee Room 
Room 519 - Capitol Building

The meeting was called to order by Rep. Halford, Chairman.

Dick Lyon, Chairman, Alaska Royalty Oil and Gas Development Advisory 
Board, presented two resolutions passe.! by the Board, recommending 
that the Legislature approve the Tesoro contract, and disapprove the 
Doyon contract. Mr. Lyon stated that the function of the Board was 
to make the extensive contract negotiations as public as possible 
while still holding private negotiations. The conclusions of both 
resolutions were read into the record.

John Katz, Commissioner, Department of Natural Resources, presented 
the Tesoro contract for approval, with the full support of the 
administration. The Commissioner stated that the Department agrees 
with Board's recommendation on the Doyon contract, while disagreeing . 
with one of their premises for the recommendation. ^

in
Mr. Katz outlined the procedural criteria used by the Department ^
in its contract negotiations: that the decisions must be fair ®
and be perceived to be fair by all participants and the public; that 
there should be an effort to institutionalize the royalty oil and §
gas decision-making process; that there should be a clear paper trail <
documenting the decision-making process; that the process should



S e n a t e  R e s o u r c e s  C o m m i t t e e / H o u s e  J o i n t  O i l  a n d  G a s  C o m m i t t e e

M a r c h  25, 1982 
P a g e  2

increa.se r.he k n o w l e d g e  of a t a t e  r o y a l t y  o i l  and gas d e c i s i o n  m a k e r s ;  
t h a t  the s t a n d a r d  f o r m  for r o y a l t y  o i l  and gas c o n t r a c t s  s h o u l d  b e  
i m p r o v e d ;  t h a t  the D e p a r t m e n t  s h o u l d  i m p r o v e  its w o r k i n g  r e l a t i o n s h i p  
w i t h  the B o a r d .

T h e  c u l m i n a t i o n  of the e f f o r t  w a s  a v e r y  t o u g h ,  w o r k a b l e  c o n t r a c t  f o r m  
and the f i n d i n g s  d o c u m e n t .

C o m m i s i o n e r  K a t z  t e s t i f i e d  th a t  w h e n  he  c a m e  o n - b o a r d ,  the D e p a r t m e n t  
r e v i s e d  the p e n d i n g  s o l i c i t a t i o n  to r e f l e c t  the i n - s t a t s  p r e f e r e n c e  
in the s t a t u t e s .  T h e y  r e c e i v e d  29 r e s p o n s e s .  In a w i n n o w i n g  p r o c e s s ,  
t h e y  met w i t h  a l l  r e s p o n d e n t s  w h o  w a n t e d  to, m a d e  a s e r i e s  of f i n d i n g s ,  
and a l l o w e d  r e j e c t e d  r e s p o n d e n t s  a c h a n c e  to r e f u t e  the D e p a r t m e n t ' s  
c o n c l u s i o n s .  T h e y  c o n t i n u e d  n e g o t i a t i o n s  w i t h  8 or 9 s e r i o u s  p r o p o s a l s

Mr. K a t z  r e v i e w e d  the p o l i c i e s  a p p l i e d  in the n e g o t i a t i o n s :

1)

2 )
3)

4)

5)
6 )

7)

8 )

9)

10)
11)

12)

13)

14)

a c l e a r - - b u t  not a b s o l u t e — p r e f e r e n c e  for i n - s t a t e  t a k i n g  of 
r o y a l t y  o i l  and gas;
p a r i t y  b e t w e e n  all p a r t i e s  in t e r m s  of m a j o r  c o n t r a c t  c o n d i t i o n s ;  
a d o p t i n g  a w i e g h t e d  a v e r a g e  f i e l d  p r i c i n g  s y s t e m  for the N o r t h  
Sl o p e ,  w i t h  c o n t r a c t u a l  a d j u s t m e n t s  p e n d i n g  the r e s u l t  of the 
A m e r a d a  H e s s  l i t i g a t i o n ,  w i t h  3% a b o v e  the h i g h e r  of the s t a t e  
t r e a s u r y  r a t e  or the p r i m e  r a t e  to be p aid; 
a t w e l v e  y e a r  term;

r e t a i n  a s i g n i f i c a n t  u n c o m m i t t e d  v o l u m e  for f u t u r e  o p t i o n s ;  
e s t a b l i s h  an o p t i o n  fee to be p a i d  on c o n t r a c t u a l l y  c o m m i t t e d  oil 
not t a k e n  by the p r o c e s s o r ;
no i n t e r i m  t a k i n g - - n o  s t a t e  o i l  to f i n a n c e  a p r o j e c t  that w o u l d n ' t  
be o t h e r w i s e  f i n a n c a b l e ;
the s t a t e  is w i l l i n g  to be the 100% s u p p l i e r  of r o y a l t y  o i l  to 
i n - s t a t e  p r o c e s s o r s ,  to p r o v i d e  a s e c u r e  b a s e  for o p e r a t i o n s  and 
f u t u r e  e x p a n s i o n ;
r e t u r n  o i l - - o i l  that is le f t  at the end of the r e f i n i n g  p r o c e s s - -  
r e q u i r e s  the p a y m e n t  of a q u a 1 i t y p e n a l t y  if put b a c k  in the 
t rans A l a s k a  p i p e l i n e  for d o w n s t r e a m  use; 
a t t e m p t e d  to g a i n  c o n c e s s i o n s  for r u r a l  A l a s k a ;  
a t t e m p t  to u s e  r o y a l t y  oil to c o m p l e m e n t  c o a l  d e v e l o p m e n t  
t h r o u g h  the d e v e l o p m e n t  of p e t r o c o k e .
t h e r e  is a d e f i n i t e  n e g a t i v e  i m p a c t  on i n - v a l u e  p r i c e  and 
s e v e r a n c e  t a x e s  f r o m  A l a s k a n  oil d u e  to d i s p l a c e m e n t  of 
w e s t  c o a s t  oil, that c o u l d  a m o u n t  to $10 m i l l i o n  p e r  y e a r ,  
as a r o u g h  e s t i m a t e ,  but that this p o s s i b l e  l o s s  to the s t a t e  
is o u t w e i g h e d  by o t h e r  b e n e f i t s ;
r o y a l t y  o i l  s h o u l d  not be u s e d  as l e v e r a g e  to e n t e r  in t o  o t h e r  

than the p e t r o l e u m  m a r k e t ;
all c o n t r a c t s  s h o u l d  h a v e  a d e q u a t e  s e c u r i t y .
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C o m m i s s i o n e r  K a t z  m a d e  the f o l l o w i n g  o b s e r v a t i o n s :
1) that the D e p a r t m e n t  was n e g o t i a t i n g  the c o n t r a c t s  at a time w h e n  

t h e i r  l e v e r a g e  for n e g o t i a t i o n  c o u l d n ' t  ha v e  b e e n  w o r s e ;  t h e r e
is an o v e r s u p p l y  of oil, and p o t e n t i a l  p u r c h a s e r s  ha v e  a l t e r n a t i v e  
s o u r c e s  of supply; h o w e v e r ,  the state had a s a t i s f a c t o r y  a l t e r n a t i v e  
in that the s t a t e  c o u l d  let the p r o d u c e r s  take the oil i n - v a l u e  
and sell it for the state; the p r o d u c e r s  are the be s t  l o n g - t e r m  
m a r k e t e r s  of A l a s k a n  c r u d e  oil;

2) in some s i t u a t i o n s  it w o u l d  be to the s t a t e ' s  a d v a n t a g e  to o f f e r  
r o y a l t y  oil for p u r c h a s e  by c o m p e t i t i v e  a u c t i o n ,  but two f a c t o r s  
w o r k  a g a i n s t  it; first, a u c t i o n e d  oil w o u l d  d i s p l a c e  w e s t  c oast 
oil, w i t h  a n e g a t i v e  e f f e c t  on i n - v a l u e  and w e l l - h e a d  price; 
second, w h i l e  the s t ate did w e l l  in some c o m p e t i t i v e  s o l i c i t a t i o n s  
last summer, oil p r o d u c e r s  are s t ill the be s t  l o n g - t e r m  m a r k e t e r s  
of o i l .

C o m m i s s i o n e r  Katz s u m m a r i z e d  the c u r r e n t  st a t u s  of the c o n t r a c t  
n e g o t i a t i o n s .  T h e r e  are five c o n t r a c t s  still p e n d i n g .  The T e s o r o  
c o n t r a c t  is r e c o m m e n d e d  for a p p r o v a l .  The D o y o n  c o n t r a c t  w i l l  be 
r e c o m m e n d e d  for a p p r o v a l  if they can have the f i n a n c i n g  in p l a c e  
in a few w e e k s .  T h e r e  are three o t h e r  good p o s i b i l i t i e s  b e i n g  
n e g o t i a t e d ,  w i t h  C h e v r o n ,  P r o v i d e n t  Oil, and Suneel. T h e r e  are 
a n u m b e r  of q u e s t i o n s  to be a n s w e r e d  on the P r o v i d e n t  and S u n e e l  
c o n t r a c t  p r o p o s a l s .  The s t a t e  i n t e n d s  to c o m m i t  itself to a 
w r i t t e n  p r o c e s s  to a d d r e s s  these q u e s t i o n s ,  p r e p a r a t o r y  to f u r t h e r  
c o n t r a c t u a l  n e g o t i a t i o n s .

Bob M a y n a r d , A s s i s t a n t  A l a s k a  A t t o r n e y  Gen e r a l ,  a d d r e s s e d  the 
i s sue of p r i c i n g  s y stems. The " e x h i b i t  B" p u r c h a s i n g  s y s t e m  
a t t a c h e d  to the A l p e t c o  c o n t r a c t  p r e s e n t s  a r e g r e t t a b l e  p o s i t i o n  
w i t h  r e s p e c t  to the A m e r a d a  Hess l i t i g a t i o n ,  r e q u i r i n g  the p u r c h a s e r  
to pay the h i g h e r  of e i t h e r  the p r ice r e p o r t e d  to the state by the 
p r o d u c e r ,  or the a v e r a g e  of all o t h e r  p r o d u c e r  prices, r e s u l t i n g  
in a term h i g h e r  than the w e i g h t e d  a v e r a g e  p rice but lower than 
the h i g h e s t  price.

Th e  b a s i c  d i f f e r e n c e  b e t w e e n  the e x h i b i t  B p r i c i n g  ar.d the s y s t e m  
used in the p r o p o s e d  T e s o r o  c o n t r a c t  is that by the e x h i b i t  B s y s tem, 
A l p e t c o  paid the 3tate as if the state had won the l awsuit, and 
A l a s k a  w i l l  have to pay them b a c k  if the case is lost; T e s o r o  w i l l  
pay the state as if the s t ate had lost the lawsuit, and pay the s t a t e  
the d i f f e r e n c e  sho u l d  the state win.

C o m m i s s i o n e r  K a t z , in r e s p o n s e  to a q u e s t i o n  fr o m  S e n a t o r  F i s c h e r ,  
a d d r e s s e d  the issue of a l t e r n a t i v e  p r i c i n g  s ystems. T h e r e  are n e g a t i v e  
i m p a c t s  on s t ate r e v e n u e s  by u s i n g  the w e i g h t e d  a v e r a g e  f i eld price, 
but the c o n t r a c t u a l  a d j u s t m e n t s  p e n d i n g  r e s o l u t i o n  of the A m e r a d a  
Hess l i t i g a t i o n ,  w i t h  the 3% a b ove prime as p e c t  will r e c a p t u r e  the 
dif f e r e n c e .

All p r i c i n g  s y s t e m  a l t e r n a t i v e s  w e r e  e x a m ined, and e x h i b i t  B p r i c i n g  
was r e j e c t e d  for two b a s i c  reasons: first, the r e c a p t u r e  m e c h a n i s m
c u r r e n t l y  b e i n g  used is good; second, exhibit B p r i c i n g  i m p airs i n­
stat e  oil u t i l i z a t i o n  b e c a u s e  of the u n c e r t a i n t y  r e g a r d i n g  the p r i c e
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for long p e r i o d s  a f t e r  the a c t u a l  t r a n a c t i o n . To s e rve i n - k i n d  t a k i n g , 
the D e p a r t m e n t  felt the s t a t e  s h o u l d  d e v i a t e  from e x h i b i t  B pri c i n g ,  
r e c o g n i z i n g  that t h e r e  w i l l  be a d j u s t m e n t s  in the a f t e r m a t h  of the 
A m e r a d a  H e s s  l i t i g a t i o n .

J e f f  H a y n e s , D e p u t y  C o m m i s s i o n e r  of N a t u r a l  R e s o u r c e s ,  s t a t e d  that 
the m a r k e t  s i t u a t i o n  has c h a n g e d  c o n s i d e r a b l y  in the last t w e l v e  years, 
and w o u l d  c h a n g e  c o n s i d e r a b l y  in the next twelve. The b a s i c  d e c i s i o n  
r e g a r d i n g  the p r i c i n g  was to tie it to the p r ice that s e v e n - e i g h t h ' s  
of N o r t h  S l o p e  c r u d e  was sold for. T h e  t w o - t i e r  p r i c i n g  s y s t e m  is 
in p l a c e  for s p e c i f i c  and e c o n o m i c a l l y  j u s t i f i a b l e  r easons. It is 
p o s s i b l e  that e x h i b i t  B p r i c i n g  w i t h o u t  the A m e r a d a  Hess a d j u s t m e n t  
c o u l d  be a p r e m i u m  p r i c e  in t w e l v e  years; the s i t u a t i o n  c ould c h a nge; 
it is ha r d  to p r e d i c t .  G i v e n  the m a r k e t  i n f l u e n c e s ,  h o w e v e r ,  it is 
m o r e  l i k e l y  to be less. T h e  D e p a r t m e n t  b e l i e v e s  that its e s t i m a t e s  
are as a c c u r a t e  as p o s s i b l e .

C o m m i s s i o n e r  K a t z , in r e s p o n s e  to a q u e s t i o n  form S e n a t o r  F a h r e n k a m p ,  
s t a t e d  that there is no d i r e c t  a s s u r a n c e  that the lower p r i c e  to 
p r o c e s s o r s  w i l l  be r e f l e c t e d  in c o n s u m e r  costs. That sort of 
g u a r a n t e e  w o u l d  be d i f f i c u l t  to n e g o t i a t e .  That is why the D e p a r t m e n t  
c o n t i n u e s  to n e g o t i a t e  w i t h  D o y o n - - i t  is good for the s t a t e  to p r o m o t e  
c o m p e t i t i o n ,  to i n c r e a s e  b e n e f i t s  to c o n s u m e r s .

In r e s p o n s e  to c o m m e n t s  fr o m  Rep. H a l f o r d ,  C o m m i s s i o n e r  Katz p o i n t e d  
out that there is an i n h e r e n t  s t a t u t o r y  c o n f l i c t  b e t w e e n  m a x i m u m  
r e v e n u e s  for the state and the p r e f e r e n c e  for i n - s t a t e  use. In the 
case of the D o y o n  c o n t r a c t ,  there is no q u e s t i o n  that a n o t h e r  r e f i n e r y  
w o u l d  lead to s i g n i f i c a n t  p r i c e  c o m p e t i t i o n  in the g r e a t e r  r a i l b e l t  
area. T h e  t r a d e - o f f s  are d i f f i c u l t  to q u a n t i f y ,  but the D e p a r t m e n t  
w i l l  p r o v i d e  the l e g i s l a t u r e  w i t h  such figu r e s  for c o s t - b e n e f i t  
a n a l y s i s  as are a v a i l a b l e .

In r e s p o n s e  to q u e s t i o n s  fr o m  Rep. R o g e r s ,  C o m m i s s i o n e r  Katz st a t e d  
the l e g i s l a t u r e  s h o u l d  e n a c t  a s t a t u t e  to a p p r o v e  the c o n t r a c t s .  If 
D o y o n  can get f i n a n c i n g  s a t i s f a c t o r i l y  in p l ace in the next few we e k s ,  
the D e p a r t m e n t  w o u l d  r e c o m m e n d  l e g i s l a t i v e  a p p r o v a l .  If, h o w e v e r ,  
the l e g i s l a t u r e  e n a c t e d  l e g i s l a t i o n  a p p r o v i n g  the D o y o n  c o n t r a c t  w i t h­
out a d e q u a t e  f i n a n c i n g  ir. place, the D e p a r t m e n t  w o u l d  recor-mend that 
the G o v e r n o r  ve t o  the bill.

In r e s p o n s e  to f u r t h e r  q u e s t i o n i n g ,  Mr. Katz stated that if the D o y o n  
c o n t r a c t  is not a p p r o v e d  this s e s s i o n ,  the D e p a r t m e n t  w o u l d  c o n t i n u e  
to p u r s u e  it ov e r  the i n terim. The A t t o r n e y  G e n e r a l ' s  o f f i c e  a d v i s e s  
the D e p a r t m e n t  that this s o l i c i t a t i o n  can c o n t i n u e  u n t i l  t e r m i n a t e d  
at the C o m m i s s i o n e r ' s  d i s c r e t i o n .  C o m m i s s i o n e r  Katz w o u l d  like to 
b r i n g  this s o l i c i t a t i o n  to a c o n c l u s i o n  in the next few m o n t h s ,  w i t h  
an o u t s i d e  limit at the end of G o v e r n o r  H a m m o n d ' s  c u r r e n t  term. A f t e r  
that c o n d i t i o n s  wi l l  c h a n g e ,  and w a r r a n t  a new s o l i c i t a t i o n .
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T h e  D e p a r t m e n t  has b e e n  a d v i s e d  that T e s o r o  w o u l d  ha v e  to e n t e r  a new 
s o l i c i t a t i o n  for a d d i t t i o n a l  oil for e x p a n d e d  f a c i l i t i e s ,  su c h  as a 
h y d r o c o k e r .  T h i s  is also r e l e v a n t  in the light of the p o l i c y  on l y  to 
p r o v i d e  r o y a l t y  oil for " i m m i n e n t "  p r o j e c t s ;  w h i c h  is a n o t h e r  r e a s o n  
the D e p a r t m e n t  w a n t s  to t e r m i n a t e  this s o l i c i t a t i o n  in a t i m e l y  mann e r .
It was w i t h  this s i t u a t i o n  in m i n d  that the D e p a r t m e n t  r e t a i n e d  a 
q u a n t i t y  of oil for f u t u r e  op t i o n s .

D e p u t y  C o m m i s s i o n e r  H a y n e s  p o i n t e d  out that p a r a g r a g h  2.13 of the 
T e s o r o  c o n t r a c t  c o n t a i n s  a p r o v i s i o n  r e c o g n i z i n g  the s t a t u t o r y  p r e f e r e n c e  
for i n - s t a t e  use of r o y a l t y  oil and the m a n u f a c t u r e  of p e t r o l e u m  p r o d u c t s ;  
w h i c h  m e a n s  that T e s o r o  w o u l d  a u t o m a t i c a l l y  be i n v o l v e d  in future 
s o l i c i t a t i o n s .

C o m m i s s i o n e r  Katz st a t e d  that the c u r r e n t  s o l i c i t a t i o n  c ould be a m e n d e d  
simply, to a l l o w  c o n t i n u e d  n e g o t i a t i o n s  w i t h  Teso r o ,  and that the 
s t a t u t e s ,  w h i l e  f a v o r i n g  mass s o l i c i t a t i o n s ,  do a l l o w  for i n d i v i d u a l  
n e g o t i a t i o n s ,  w h i c h  c o uld be used to a l l o w  for s u p p l y  for f u r ther 
T e s o r o  e x p a n s i o n .

Bob M a y n a r d  p o i n t e d  out Chat it is a p r o b l e m  of w o r d i n g ;  T e s o r o ' s  
e x p a n s i o n  can't come u n d e r  the c u r r e n t  s o l i c i t a t i o n ,  but the s o l i c i t a t i o n  
can be a m e n d e d  to a l l o w  for it.

C o m m i s s i o n e r  K a t z , in r e s p o n s e  to q u e s t i o n  from Rep. Rogers, p o i n t e d  out 
chat if the state w a n t e d  to r e n e g o t i a t e  the c o n t r a c t  w i t h  Doyon, they 
c ould go about it two ways: (1) w i t h d r a w  the c o n t r a c t ,  ma k e  the d e s i r e d
c h a n g e s ,  and send it ba c k  t h r o u g h  the B o ard pro c e s s ;  or (2) the L e g i s­
latu r e  could w a i v e  that p r o c e d u r e  in the e n a c t i n g  l e g i s l a t i o n  for the 
r e n e g o t i a t e d  contract.

Mr. Katz stated that the r e t u r n  oil s i t u a t i o n  was not as s e r i o u s  a 
p r o b l e m  for p r o c e s s o r s  on the t r a n s - A l a s k a  p i p e l i n e ,  who can put 
r e s i d u a l  oil ba c k  into the line. The s tate has a good p o l i c y  of 
s e l l i n g  all title to r o y a l t y  oil at Pump S t a tion //I. The D e p a r t m e n t  
looked at c o o p e r a t i v e  a g r e e m e n t s  for D o y o n  to sell the re t u r n  oil to 
a d o w n s t r e a m  p r o c e s s o r ,  but the a r r a n g e m e n t s  did not w o r k  out. C h e v r o n  
d r o p p i n g  out of the n e g o t i a t i o n s  had a m a t e r i a l  e f f e c t  on the D o y o n  contract:

M a p c o ' s  r e t u r n  oil u nder e x i s t i n g  c o n t r a c t  is o w n e d  and sold by them. 
D e p e n d i n g  on m a r k e t  c o n d i t i o n s ,  this can e i t h e r  be a b e n e f i t  or a drag 
to the p r o c e s s o r .

D e p u t y  C o m m i s s i o n e r  Hay n e s  s t a t e d  that it d e p e n d e d  on the m a r ket; in the 
case of the F a i r b a n k s  r e f i n e r y ,  they can dump r e s i d u a l  oil ba c k  into the 
p i p e l i n e ,  and pay a q u a l i t y  p e n a l t y ,  but t'en sell it as A l a s k a  N o r t e  
S l o p e  (ANS) c r ude at V a l d e z ,  in c o m p e t i t i o n  w i t h  the p r o d u c e r s .  It has 
be e n  both a good and bad deal for them in past years. W i t h  the f a i l u r e  
of the C h e v r o n  to buy the r e t u r n  oil, D o y o n  wi l l  have to sell ANS crude.

J o h n  K a t z , in r e s p o n s e  to a q u e s t i o n  from Rep. C o t ten, p o i n t e d  out that 
a l t h o u g h  he did not a gree that it is c o n s t i t u t i o n a l l y  r e q u i r e d ,  the 
G o v e r n o r  has set a c l e a r  p o l i c y  that he w a n t s  a l e g i s l a t i v e  d e c i s i o n  for
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the a p p r o v a l  or d i s a p p r o v a l  of r o y a l t y  oil c o n t r a c t s

Bob M a y n a r d  p o i n t e d  out an a d d i t i o n a l  a d v a n t a g e  to s t a t u t o r y  a p p r o v a l ,  
that in d o i n g  5 0 , the L e g i s l a t u r e  w o u l d  be " r a t i f y i n g "  the c o n t r a c t s ,  
C u r i n g  any p r o c e d u r a l  faults that may h a v e  o c c u r r e d  up to that point.

J o h n  Ka t z  s t a t e d  that the s t a t e  is s e l l i n g  at the w e i g h t e d  a v e r a g e  of 
w h a t  all N o r t h  S l o p e  p r o d u c e r s  c h a rge. S o hlo ma d e  an o f f e r  to buy most 
of the r o y a l t y  oil at a g r e a t e r  than w e i g h t e d  a v e r a g e  p r ice for re s a l e  
to i n - s t a t e  p r o c e s s o r s ,  but p o l i c y  d i c t a t e d  that the s t a t e  c o u l d n ' t  
a l l o w  a p r i v a t e  c o n c e r n  to m a k e  w h a t  s h o u l d  p r o p e r l y  be p u b l i c  d e c i s i o n s  
r e g a r d i n g  s t a t e  r o y a l t y  oil.

In r e s p o n s e  to a q u e s t i o n  from S e n a t o r  F a h r e n k a m p ,  the C o m m i s s i o n e r  stated 
that the S u n e e l  p r o p o s a l  is s t i l l  a c t i v e ,  but not the h i g h e s t  p r i o r i t y .
The u n a n s w e r e d  q u e s t i o n s  on this p r o j e c t  w i l l  not be r e s o l v e d  in time 
for c o n s i d e r s - i o n  by this L e g i s l a t u r e .  If the q u e s t i o n s  c o uld be r e s o l v e d  
in time, the L e g i l s l a t u r e  w o u l d  have the o p t i o n  of a l l o w i n g  the c o n t r a c t  
to go t h r o u g h  the u s u a l  r o y a l t y  oil p r o c e d u r e ,  or w a i v i n g  the p r o c e s s  
in e n a c t i n g  l e g i s l a t i o n  this s ession.

S e n a t o r  H a l f o r d  n o ted that the D e p a r t m e n t  r e c o m m e n d s  that the L e g i s l a t u r e  
a p p r o v e  the T e s o r o  c . n t r a c t ,  and a p p r o v e  the D o y o n  c o n t r a c t ,  w i t h  a 
f o u r - y e a r  m o r a t o r i u m  on o p t i o n  fees, if a f i n a n c i n g  p a c k a g e  goes through. 
Two s e p a r a t e  p i e c e s  of e n a c t i n g  l e g i s l a t i o n  sho u l d  be i n t r o d u c e d .

J e f f  H a y n e s  p r e s e n t e d  a s u m m a r y  of h i g h l i g h t s  of bo t h  c o n t r a c t s :

The T e s o r o  c o n t r a c t  calls for the p u r c h a s e  of 4 6 , 0 0 0  b a r r e l s  per day, 
w h i c h  is about the m a x i m u m  the T e s o r o  r e f i n e r y  can handle. T e s o r o  
also c u r r e n t l y  c o n t r a c t s  for abcut 8 , 5 0 0  b a r r e l s  per day of r o y a l t y  
oil from the Co o k  Inlet. T h e s e  r e s e r v e s  are d e c l i n i n g .  T e s o r o  can 
v a r y  the a m o u n t  to be taken, up to 4 6 , 0 0 0  b a r r e l s  per day, on six m o n t h ' s  
n o t ice. The state can imp o s e  a p e r m a n e n t  t o p - l i m i t  e q u a l  to the g r e a t e s t  
a m o u n t  t a ken in the first five y e ars of the c o n t r a c t .  T e s o r o  can 
p e r m a n e n t l y  t e r m i n a t e  the c o n t r a c t  on nine m o n t h s  notice. The p r ice 
is the p r o d u c e r ' s  w e i g h t e d  a v e r a g e  field price, s u b j e c t  to a d j u s t m e n t  
as a re s u l t  of the A m e r a d a  Hess l i t i g a t i o n .  Any m o n e y  owed the state 
w o u l d  be paid at the h i g h e r  of the s tate t r e a s u r y  rate or the p r i m e  rate 
plu three per c e n t .  The c o n t r a c t  term is tw e l v e  years, and the oil is 
to be p r o c e s s e d  i n - s t a t e ,  w i t h  an e q u a l - v a l u e  e x c h a n g e  p r o v i s i o n .  The 
oil wi l l  have to be p r o c e s s e d  at the N i k i s k i  r e f i n e r y ,  and there are 
s t a n d a r d s  for h o w  mu c h  of c e r t a i n  p r o d u c t s  they shall produce. T e s o r o  
is c o m m i t t e d  to c o m p l e t i o n  of f e a s i b i l i t y  s t u dies for e x p a n s i o n ,  to 
i n c l u d e  a p e t r o l e u m  coker. The s t a t e  r e t a i n s  an o p t i o n  on the r e s i d u a l  
oil and p e c r o c o k e ,  and can a s s i g n  its use. The p e r f o r m a n c e  and 
g u a r a n t e e  r e s e r v a t i o n  s t r u c t u r e  is a fee paid to the state on c o n t r a c t u a l l y  
c o m m i t t e d  oil. if not a c t u a l l y  t a k e n - - a b o u t  f i f t e e n  cents per b a r r e l  per 
day. The s e c u r i t y  terms r e q u i r e  a let t e r  of cr e d i t  w o r t h  two m o n t h ' s  
s u p p l y  of oil. The A t t o r n e y  G e n e r a l ' s  O f f i c e  thinks that the l ocal hire 
p r o v i s i o n  in the c o n t r a c t  goes as far as the state is c o n s t i t u t i o n a l x y  
a l l o w e d .
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D o y o n  had two c o n t r a c t s  in the c o u r s e  of n e g o t i a t i o n s :  one to p u r c h a s e
the M a p c o  r e f i n e r y ;  one to b u i l d  a n e w  r e f i n e r y .  T h e  c o n t r a c t  to take 
o v e r  the M a p c o  r e f i n e r y  was w i t h d r a w n .

T h e  v o l u m e  of the D o y o n  c o n t r a c t  is 5 0 , 0 0 0  b a r r e l s  per day; the p r i c e  
and t e r m  a~e the same. The i n - s t a t e  p r o c e s s i n g  p r o v i s i o n  is s i m i l a r ,  
e x c e p t  that it i n c l u d e s  a d e f i n i t i o n  of a r e q u i r e d  s c h e d u l e ;  th e y  are 
r e q u i r e d  to bu i l d ,  op e n  and o p e r a t e  a n e w  r e f i n e r y  by D e c e m b e r  1, 1983, 
or the c o n t r a c t  w i l l  t e r m i n a t e .  T h e  c o n t r a c t  c o n t a i n s  a p r o v i s i o n  for 
a f u t u r e  n e w  r e f i n e r y  or new r o y a l t y  oil c o n t r a c t s ,  and c o n t i g e n c i e s  to 
c o v e r  the s t a t e ' s  i n t e r e s t s  s h o u l d  D o y e n  a c q u i r e  the M a p c o  r e f i n e r y .

In r e s p o n s e  to S e n a t o r  S t u r g u l e w s k i ,  Mr. H a y n e s  s t a t e d  that u n l i k e  the 
C h a r t e r  Oil c o n t r a c t ,  w h i c h  had m a n y  c o m p l e x i t i e s  and p r o c e d u r e s  for 
l e g i s l a t i v e  r e v i e w  of the fulfilment- of the c o n d i t i o n s  of the c o n t r a c t ,  
the D o y o n  p r o p o s a l  was not for a w o r l d - c l a s s  f a c i l i t y ,  and was s i m p l e r  
to track.

Bob M a y n a r d  p o i n t e d  out that the c o n t r a c t s  h a v e  a c o n f l i c t  c l a use, 
s i m i l a r  to the p r o c e d u r e  for a d m i n i s t r a t i v e  r e v i e w  of r e g u l a t i o n s ,  
w h e r e b y  c o n t r a c t  d i s p u t e s  or a m b i g u i t i e s  r e g a r d i n g  a term of the 
c o n t r a c t  s h a l l  be d e t e r m i n e d  by the C o m m i s s i o n e r  first, and that the 
b u y e r  must a d h e r e  to the C o m m i s s i o n e r ' s  d e c i s i o n ,  unl e s s  there is 
a p r e p o n d e r a n c e  of e v i d e n c e  to the c o n t r a r y .

The C o m m i t t e e  a d j o u r n e d  at 7:00 p.m.

S e n a t e  R e s o u r c e s  C o m m i t t e e / H o u s e  J o i n t  C o m m i t t e e  on  O i l  a n d  Gas

M a r c h  25 , 1982
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M e e t i n g  w i t h  H o u s e  J o i n t  C o m m i t t e e  on Oil and Gas
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S e n a t o r  F a h r e n k a m p  
S e n a t o r  G i l m a n  
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H e a r i n g : P r e s e n t a t i o n  by the D e p a r t m e n t  of N a t u r a l  R e s o u r c e s ,  the
A l a s k a  R o y a l t y  0.il and Gas D e v e l o p m e n t  A d v i s o r y  Board, 
Doyon, Ltd., and T e s o r o  A l a s k a  P e t r o l e u m  Co., on the 
p r o p o s e d  A l a s k a  r o y a l t y  oil c o n t r a c t s  ( c o n t i n u a t i o n  from 
M a r c h  25 , 1982 ) .

T h e  m e e t i n g  was c a l l e d  to o r d e r  by Rep. H a l f o r d ,  C h a i r m a n .

A v r u m  G r o s s , G e n e r a l  C o u n s e l  for D o y o n ,  Ltd., s t a t e d  that the c o n t r a c t  
had b e e n  n e g o t i a t e d  by D i c k  E d w a r d s  and M a r c o  P i g n a l b e r i .  D o y o n  has 
w o r k e d  since its i n c e p t i o n  to put t o g e t h e r  a c o m p e t i n g  r e f i n e r y  in 
F a i r b a n k s .  T h e y  h a v e  a c q u i r e d  the e q u i p m e n t  and c o m p l e t e d  the e n g i n  ■fng
and l a n d - a c q u i s i t  ion work, s i m u l t a n e o u s l y  n e g o t i a t i n g  w i t h  the s tate 
for “he last five or six m o n t h s .

Mr. G r o s s  b e c a m e  i n v o l v e d  in e a r l y  J a n u a r y .  At that point. D o y o n  had 
the o p p o r t u n i t y  to n e g o t i a t e  to p u r c h a s e  the N o r t h  Pole r e f i n e r y ,  and 
sw tched ov e r  to n e g o t i a t i n g  b o t h  c o n t r a c t s  w i t h  the state. N e g o t i a t i o n s  
for p u r c h a s e  c o l l a p s e d  a f t e r  a b o u t  six weeks. By this time, the sta t u s  
of the r e f i n e r y  c o n s t r u c t i o n  f i n a n c i n g  had ch a n g e d ,  The fi n a n c e r s  had 
p u s h e d  D o y o n  to p i c k - u p  the refinery. The r e t u r n  oil was the m a i n  
p r o b l e m  in n e g o t i a t i o n s ;  for e v e r y  30 , 0 0 0  b a r r e l s  to pass t h r o u g h  the 
r e f i n e r y ,  2 0 , 0 0 0  b a r r e l s  are r e t u r n e d  to the p i p e l i n e ,  and w o u l d  have 
to be sold by Doyon. M a r k e t i n g  that araout of oil w i t h o u t  a s u b s t a n t i a l  
loss is d i f f i c u l t .  T h e y  w e r e  o r i g i n a l l y  i n t e n d i n g  to d i s p o s e  of 
r e t u r n  oil to C h e v r o n  u n d e r  c o n t r a c t ,  but that c o n t r a c t  fell through.
T h i s  has b e e n  the m a j o r  snag in o b t a i n i n g  f i n a n c i n g ;  D o y o n  w i l l  ha v e
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a m u c h  b e t t e r  Id e a  of t h e i r  a b i l i t y  to d i s p o s e  o-f r e t u r n  oil in two to 
t h r e e  w e e k s .

Mr. G r o s s  n o t e d  that this is not a c o n t r a c t  like the A l p e t c o  c o n t r a c t ,  
w h e r e  D o y o n  c o u l d  m a r k e t  oil as it sees fit. The c o n t r a c t  r e q u i r e s  
D o y o n  to b u i l d  a r e f i n e r y  and get it on line by D e c e m b e r  1, 1983.
As a n e w  p r o j e c t ,  it is d i f f i c u l t ,  a m o u n t i n g  to a $100 m i l l i o n  i n v e s t m e n t  
in a w o r l d  oil s i t u a t i o n  not c o n d u c i v e  to m a j o r  i n v e s t m e n t .

Mr. G r o s s  s u g g e s t e d  that the L e g i s l a t u r e  put the D o y o n  c o n t r a c t  on ho l d  
for two or t h ree w e e k s ,  and D o y o n  w i l l  m a k e  a n o t h e r  p r e s e n t a t i o n  to 
the L e g i s l a t u r e  at that time.

In r e s p o n s e  to a q u e s t i o n  f r o m  Rep. H a l f o r d ,  Mr. G r o s s  s t a t e d  that he 
was s u r p r i s e d  at the A d v i s o r y  B o a r d ' s  r e a c t i o n  to the f o u r - y e a r  w a i v e r  
on o p t i o n  fees. Mr. T i m  W a l l a c e ,  P r e s i d e n t  of Doy o n ,  t e s t i f i e d  b e f o r e  
the B o a r d  in F a i r b a n k s ,  and was a s k e d  no q u e s t i o n  r e g a r d i n g  the w a i v e r .  
The n e g o t i a t i o n s  for the c o n t r a c t  to o k  5 m o n t h s ,  and D o y o n  m a d e  t r a d e­
offs to g a i n  this c o n c e s s i o n .  The on l y  w a y  to d e t e r m i n e  if the c l a u s e  
is i n d e e d  a n t i - c o m p e t i t i v e  w o u l d  be to do an a n a l y s i s  of M a p c o 's 
s i t u a t i o n .  To come "out of the b l ue" and pi c k  on one te r m  w i t h o u t  
c o n s i d e r i n g  the o t h e r  f a c t o r s  and the c o n d i t i o n s  of the M a p c o  c o n t r a c t  
is not a c o r r e c t  p r o c e d u r e .

In r e s p o n s e  to S e n a t o r  F a h r e n k a m p ,  Mr. G r oss r e c o m m e n d e d  that the 
L e g i s l a t u r e  put the c o n t r a c t  into l e g i s l a t i o n ,  and hold in c o m m i t t e e ,  
a w a i t i n g  f i n a n c i n g .  At some point, the L e g i s l a t u r e  w i l l  have to make 
a j u d g e m e n t  on the g o o d - f a i t h  and v i a b i l i t y  of the D o y o n  p r o p o s a l .
In the i n t e r i m  u n t i l  the r e f i n e r y  is c o m p l e t e d ,  the r o y a l t y  oil w o u l d  
be m a r k e t e d  by the p r o d u c e r s ,  at no loss to the state.

In r e s p o n s e  to Rep. R a n d o l p h ,  Mr. G r oss s.-.ated that the f i n a n c i n g  for 
r e f i n e r }  c o n s t r u c t i o n  had been in p l a c e  w i t h  the C o n t i n e n t a l  Ba n k  in 
C h i c a g o .  As tae e m p h a s i s  s h i f t e d  to n e g o t i a t i n g  for the M a p c o  r e f i n e r y ,  
the b a n k  m a d e  a f i n a n c i a l  c o m m i t m e n t  to the p u r c h a s e ,  and w i t h d r e w  its 
c o m m i t m e n t  to c o n s t r u c t i o n .  W h e n  it b e c a m e  c l e a r  that the p u r c h a s e  m i ght 
not go t h rough, the s i t u a t i o n  for c o n s t r u c t i o n  had c h a n g e d .  C o n t i n e n t a l  
w a n t e d  to c h a n g e  the terms and s e e k  i n v o l v m e n t  by o t h e r s  in the fin a n c i n g ,  
p r i m a r i l y  b e c a u s e  of the r i s k  i n v o l v e d  w i t h  the r e t u r n  oil. R e t u r n  
oil has b e e n  the m a j o r  d r a i n  on the N o r t h  Pole r e f i n e r y  p r o f i t s .  W h e n  
Mr. G r oss last s p o k e  to C o n t i n e n t a l ,  they w e r e  w i l l i n g  to f i n a n c e  a 
m a j o r  p o r t i o n  of the project., i n s i s t i n g  on the f i n a n c i a l  i n v o l v m e n t  
of o t h ers. If D o y o n  can find a w a y  to d i s p o s e  of the r e t u r n  oil, he 
se no p r o b l e m  in p u t t i n g  t o g e t h e r  a f i n a n c i n g  package.

In r e s p o n s e  to Rep. R o g e r s ,  Mr. G r o s s  st a t e d  that p r o v i s i o n  had be e n  
made to s t o r e  the p u r c h a s e d  e q u i p m e n t  u n t x l  f i n a n c i n g  was a v a i l a b l e ,  
and that o n - s i t e  w o r k  had b e e n  shut do w n  for the time being. If D o y o n  
is ab l e  to c o n t i n u e  w o r k  in this c o n s t r u c t i o n  season, they could have 
the r e f i n e r y  in ; 1 a c e b e f o r e  the D e c e m b e r  1983 d e a d l i n e .

S e n a t e  R e s o u r c e s  C o m m i t t e e / H o u s e  J o i n t  C o m m i t t e e  on O i l  a n d  Gas
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In res p o n s e  to Rep. C o t t e n ^ M r .  Gross.*-stated that not h a v i n g  the c o n t r a c t  
a p p r o v e d  u n t i l  the next l e g i s l a t i v e  s e s s i o n  w o u l d  c r e a t e  a p r o b l e m ,  in 
that the c o n t r a c t  Is a i n t e g r a l  part of the. f i n a n c i n g  p a c k a g e .  H o w e v e r ,  
the D o y o n  p r o p o s a l  is not a s p e c u l a t i v e  p r o p o s i t i o n ;  they are c o m m i t t e d  
to f o l l o w  t h r o u g h  on the p r oject.

Mr. G r o s s  s t a t e d  that T i m  W a l l a c e  was n e g o t i a t i n g  w i t h  s e v e r a l  oil 
c o m p a n i e s  for a c o n t r a c t  for the r e t u r n  oil. T h e r e  is the p r o b l e m  
c a u s e d  by the c u r r 1 ac oil glut. D o y o n  is not c o n c e r n e d  w i t h  m a k i n g  * 
a p r o f i t  on the r e t u r n  oil, but w i t h  a v o i d i n g  a loss. T h e  N o r t h  Pole 
r e f i n e r y  has had e n o r m o u s  lo s s e s  in the past, but has r e c e n t l y  made 
a r r a n g e m e n t s  to a v o i d  mo r e  s e r i o u s  losses.

J e f f  H a y n e s  s t a t e d  that the D e p a r t m e n t  ma d e  the f o u r - y e a r■op t i o n  w a i v e r  
c o n c e s s i o n  to D o y o n  as a new e n t r a n t .  The most d i f f i c u l t  p h i l o s o p h i c a l  
q u e s t i o n  in the n e g o t i a t i o n s  was r e c o n c i l i n g  b e i n g  t o t a l l y  m a r k e t  n e u t r a l  
and yet e n c o u r a g i n g  c o m p e t i t i o n .  The b o t t o m  line for the D o y o n  c o n t t a c L  
is the M a p c o  c o n t r a c t .  D o y o n  w o u l d  p r e f e r  to have the M a p c o  c o n t r a c c  
for c o m p e t i t i v e  r e a s o n s ,  but the M a p c o  o c n t r a c t  has p r o v i s i o n s  that are 
not r e c o g n i z e d  as b e i n g  in the best i n t e r e s t  of the s t a t e  at this time. 
T h e  D e p a r t m e n t  was u nder i n t e n s e  p r e s s u r e  fr o m  D o y o n  t h r o u g h o u t  the 
n e g o t i a t i o n s  to m a k e  c o n c e s s i o n s ;  but the only s i g n i f i c a n t  c o n c e s s i o n  
wa s  the w a i v e r  on r e s e r v a t i o n  fees.

Mr. H a y n e s  st a t e d  that t h ere was an a u v a n t a g e  to a refine' on the 
t r a n s A l a s k a  p i p e l i n e ,  in terms of r e t u r n  oil. T h e y  have to sell A l a s k a  
N o r t h  S l o p e  crude oil w i t h  a q u a l i t y  pen a l t y ,  rather than r e s i d u a l  oil, 
w h i c h  is a b i g g e r  pro b l e m .  The D e p a r t m e n t  tried to w o r k  out a d e a l  w i t h  
C h e v r o n  to use the r e s i d u a l  oil fr o m  the M a p c o  r e f i n e r y ,  w h i c h  w o u l d  have 
b e e n  to D o y o n ' s  a d v a n t a g e  on some o c c a s s i o n s ,  but M a i c o  d i d n ' t  w a n t  to 
give up their a b s o l u t e  r i g h t s  to the r e t u r n  oil, so the c o n t r a c t  fell 
th r o u g h .

D e p u t y  C o m m i s s i o n e r  H a y n e s  3 t a t e d  that in terms of D o y o n ' s  f i n a n c i n g ,  
the D e p a r t m e n t  was a p p l y i n g  the c r i t e r i a  that they w o u l d  c o n t r a c t  for 
r o y a l t y  oil only for p r o j e c t s  that w e r e  o p e r a t i n g  now or w e r e  imminent. 
T h e  D e p a r t m e n t  c o n c u r s  w i t h  the A d v i s o r y  B o a r d ' s  r e c o m m e n d a t i o n  to 
p o s t p o n e  the D o y o n  c o n t r a c t  if f i n a n c i n g  is njt in p lace In short order, 
but d i s a g r e e s  w i t h  the B o a r d ' s  s tand on the r e s e r v a t i o n  fee issue.

In r e s p o n s e  to S e n a t o r  F i s c h e r ,  Mr. E a y n e s  st a t e d  that it m i g h t  not be 
a p r r o p r i a t e  for the L e g i s l a t u r e  to pass an a p p r o v a l  bi l l  for the D o y o n  
c o n t r a c t ,  c o n d i t i o n e d  on a f i n d i n g  by the C o m m i s s i o n e r  or G o v e r n o r  that 
f i n a n c i n g  was in place, b e c a u s e  the D e p a r t m e n t  does net wa n t  to see a 
g r o u p  w i t h  a s u p p l y  c o n t r a c t  but no d e a l  put toget h e r ,  u s i n g  the c o n t r a c t  
as l e v e r a g e  for f i n a n c i n g .  T h e y  p r e f e r  to have the issue s e t t l e d  in the 
c o u r s e  of the L e g i s l a t u r e .

A v r u m  G r oss p o i n t e d  out that the c o n t r a c t  has a b u i l t - i n  time limit.
W i t h  the c o n s t r u c t i o n  s e a s o n  in F a i r b a n k s  b e i n g  wh a t  it is, if D o y o n
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c a n n o t  b e g i n  c o n s t r u c t i o n  ne x t  year, the new r e f i n e r y  m i g h t  not happen.
If the L e g i s l a t u r e  w e r e  to a p p r o v e  the c o n t r a c t ,  the time l i m i t  for 
c o m p l e t i o n  i3 b u i l t - i n .

Jeff H a y n e s , in r e s p o n s e  to q u e s t i o n s ,  s t a t e d  that there c o u l d  be p r o b l e m s  
w i t h  c o n d i t i o n a l  l e g i s l a t i v e  a p p r o v a l  of the contr a c t .  At so m e  p o i n t  a fter 
this s e s s i o n ,  s t r e t c h i n g  the s o l i c i t a t i o n  p r o c e d u r e  out w o u l d  be u n f a i r  
to o t h e r  p a r t i e s  to the n e g o t i a t i o n s .  The D e p a r t m e n t  has us e d  the 
s t a n d a r d  that p r o c e s s i n g  f a c i l i t i e s  must e i t h e r  be o p e r a t i n g  or imminent.
A s u p p l y  c o n t r a c t  w i l l  not ma k e  a p r o j e c t  v i a b l e  if it w e r e  not v i a b l e  
o t h e r w i s e .  In terms of c o n d i t i o n a l  a p p r o v a l ,  cue - r a t e  has to lo o k  at 
the o t h e r  p r o p o s a l s .  O t h e r s  w a n t e d  m o r e  b a r r e l s  for e x p a n s i o n ,  w h i c h  
c o uld y e i l d  mo r e  c o m p e t i t i o n .  The total amo u n t  r e q u e s t e d  a dded up to 
mo r e  than the state has- a v a i l a b l e t h e  s t d t e  r e j e c t e d  t h eir p r o p o s a l s .
It w o u l d  be u n f a i r  to them to e x t e n d  the time for D o y o n  too long.

D i c k  L y o n s , C h a i r m a n ,  A l a s k a  R o y a l t y  O i l  and Gas D e v e l o p m e n t  Board, 
s t a t e d  that in the B o a r d ' s  p e r s p e c t i v e ,  the i m m i n e n c y  of a p r o j e c t  was 
a concern. T h e y  did not wa n t  td c o m m i t  s t ate crude to any p r o j e c t  w h i c h  
w a s n ' t  g o i n g  forward. T h e r e  was the i ssue of c o m p e t i t i o n .  Bo t h  p r o p o s e d  
c o n t r a c t s — T e s o r o  and D o y o n — i n v o l v e  a b o u t  $1 m i l l i o n  per day in r o y a l t y  
oil. The c r ude w o u l d  be sold for d i s s i m i l a r  prices u n der s i m i l a r  
c o n d i t i o n s  and terras. If it we r e  a p r i v a t e  supp?.ier, and not the state, 
f e d e r a l  law w o u l d  p r o h i b i t  it.

In r e s p o n s e  to Rep. H a l f o r d ,  Mr. Lyons s t a t e d  that if the L e g i s l a t u r e  
we r e  to i n t r o d u c e  bills for both c o n t r a c t s ,  the Board c o uld meet in short 
o r d e r  to c o n s i d e r  a f i n a n c i n g  p a c k a g e  for the D oyon p r o j e c t ,  if one were 
to come f o r w a r d .

Rep. H a l f o r u  s t a t e d  that the L e g i s l a t u r e  should move f o r w a r d  w i t h  
both p r o p o s a l s  this s e s s i o n ,  and hear fr o m  the D e p a r t m e n t  of N a t u r a l  
R e s o u r c e s  and the A d v i s o r y  B o ard on the f i n a n c i n g  p a c k a g e  for Doy o n ,  
if one is f o r t h c o m i n g .

r . G r o a s  -sx-tirf-e-d that the L e g i s l a t u r e  is p r o b a b l y  Just ai. q u a l i f i e d  to 
j u dge on the m e r i t s  of a f i n a n c i n g  p a c k a g e  as the Board, and c o u l d  s peed 
the d e c i s i o n  p r o c e s s  by w a i v i n g  B o ard review.

D e n n i s  J u r i n , P r e s i d e n t ,  T e s o r o  A l a s k a  P e t r o l e u m  C o m p a n y ,  t e s t i f i e d  that 
T e s o r o  has the c a p a c i t y  to s u p p l y  o v e r  100 p e r c e n t  of the g a s o l i n e  
r e q u i r e d  in the s t ate at p resent. The c o m p a n y  s t a r t e d  in 1969 w i t h  
an 18,000 b a r r e l  per day r a p a c i t y  r e f i n e r y  in Kenai, and has e x p a n d e d  it 
to a l m o s t  i0 , 0 0 0  b a r r e l s  per day. T h e y  did it on the b a s i s  of a r e l a t i v e l y  
small Co o k  Inlet r o y a l t y  oil c o n t r a c t ,  and each e x p a n s i o n  a f t e r  i n c e p c i o n  
had no o t h e r  s u b s i d y  than an o p p o r t u n i t y  to buy r o y a l t y  oil on a 
c o m p e t i t i v e  basis.

Mr. J u r i n  st a t e d  that T e s o r o  was a r e s p o n d e n t  in the 1977, w h e n  the 
N o r t h  Pole r e f i n e r y  r e q u e s t e d  a contr a c t .  The T e s o r o  p r o p o s a l  was not 
a p p r o v e d ,  and T e s o r o  did nto p u s h  the issue, which, in h i n d - s i g h t ,  the 
c o m p a n y  sh o u l d  have. Due to rapid g r o w t h  t h r o u g h  a g g r e s s i v e  m a r k e t i n g ,  

T e s o r o  has p l a c e d  itself in a v u l n e r a b l e  posit i o n ,  w i t h  m o s t  of their
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s u p p l y  of c r u d e  c o m i n g  fr o m  f o r e i g n  s o u r c e s  and spot m a r k e t  p u r c h a s e s .
The C o o k  I n let s u p p l y  is d r o p p i n g  at a rate of a b o u t  one p e r c e n t  per month. 
The m a j o r i t y  of the s u p p l y  is e i t h e r  f o r e i g n  or d o m e s t i c  s h o r t - t e r m  
c o n t r a c t s ,  s u b j e c t  to i n t e r r u p t i o n .  T e s o r o  w a n t s  a r e l a t i v e l y  s e c u r a  
l o n g - t e r m  s u p p l y  c o n t r a c t  not s u b j e c t  to r a p i d  c h anges.

Mr. J u r i n  s t a t e d  that T e s o r o  is c o n s i d e r i n g  e x p a n s i o n  of t h e i r  f a c i l i t i e s .  
T h e y  b e g a n  r e s e a r c h  in N o v e m b e r ,  1981 on m a r k e t  g r o w t h  in A l a s k a ,  the 
p r o b a b l e  p ^ o d u c t - m i x  and p r e l i m i n a r y  e n g i n e e r i n g .  It is p o s s i b l e  that 
as m u c h  as 70,000 b a r r e l s  per day c o uld not be fully u t i l i z e d  u n t i l  1995, 
and T e s o r o  m i ght s e t t l e  on a b o u t  5 5 , 0 0 0  to 6 0 , 0 0 0  b a r r e l s  per day.' One 
p r i m a r y  c o n s i d e r a t i o n  in t heir p l a n n i n g  is w h a t  h a p p e n s  to the A d i s o r y  
B o a r d  r e c o m m e n d a t i o n s  here. A g a s o l i n e  p r o d u c i n g  r e f i n e r y  in F a i r b a n k s  
w o u l d  e f f e c t i v e l y  c l o s e  that m a r k e t  to T e s o r o  in the I n t e r i o r ,  as is the 
d i e s e l  and t u r b i n e  fuel m a r k e t  alr e a d y ,  due to p r o d u c t i o n  by the 
N o r t h  Po l e  r e f i n e r y .  It costs T e s o r o  e i g h t  to nine c e n t s  per b a r r e l  
to t r a n s p o r t  g a s o l i n e  to the I n t e r i o r ,  and an o n - s i t e  r e f i n e r y  their 
w o u l d  ha v e  an u n b e a t a b l e  competitiv. edge. T h e r e f o r e  the d e c i s i o n s  
here have a lot to do w i t h  w h a t  T e s o r o  b u i l d s  in the Kenai.

Mr. J u r i n  d i s c u s s e d  the r e t u r n  oil s i t u a t i o n .  The we s t  c o a s t  u t i l i t i e s  
are the l a r g e s t  users of r e s i d u a l  oil; they w i l l  have a b u n d a n t  s u p p l i e s  
:rom o t h e r  s o urces. T e s o r o  i n t e n d s  to c o n v e r t  the r e s i d u a l  oil to 
p e t r o c o k e  or use a h y d r o g e n a t i o n  p r o c e s s  to c o n v e r t  it to t u r b i n e  or d i e s e l  
fuel. T h e y  are c u r r e n t l y  r u n n i n g  a pilot p l ant project, on t h eir f e e d s t o c k s  
to test the p r o c e s s e s .  U n ion Oil R e s e a r c h  is the l i c e n s o r  of T e s o r o ' s  
first h y d r o c r a c k e r  in Kenai; they are n e g o t i a t i n g  w i t h  them for a p o s s i b l e  
s e c o n d  f a c i l i t y ,  and have e n g a g e d  e n g i n e e r s  for d e s i g n  i n v e s t i g a t i o n .

Mr. J u r i n  st a t e d  that Tesoro'*. c o r p o r a t e  f i n a n c e  group is m e e t i n g  w i t h  
f i n a n c i a l  i n s t i t u t i o n s  to d e t e r m i n e  the best w a y  to f i n a n c e  the e x p a n s i o n .  
All the d e c i s i o n s  wi l l  p r o b a b l y  be ma d e  this year. The p r o p o s e d  c o n t r a c t  
r e q u i r e s  T e s o r o  to p e r i o d i c a l l y  report to the C o m m i s s i o n e r  on the 
p r o g r e s s  of e v a l u a t i o n ,  p l a n n i n g  and d e v e l o p m e n t  of the pr o j e c t .
The c o n t r a c t  w o u l d  r e m o v e  a d e g r e e  of v u l n e r a b i l i t y  in supply, and 
help m a i n t a i n  T e s o r o  as a f o r m i d a b l e  c o m p e t i t o r  in A l a s k a .  The d i f f e r e n c e  
b e t w e e n  the T e s o r o  p r o p o s a l  and ot h e r s  is chat T e s o r o  is not p l a n n i n g  
to go a h ead in the future, but are p r o c e e d i n g  w i t h  the p r o j e c t  on its 
own m e r i t s  at this time, not b e c a u s e  of the b e n e f i t  of some sort of 
s ubsidy. T e s o r o  has an u n b l e m i s h e d  record in d e a l i n g  with the state on 
its e x i s t i n g  contr a c t .

S e n a t o r  F a h r e n k a m p  stated that e s t i m a t e s  of the price b r e a k  for a p r o c e s s o r  
b u y i n g  r o y a l t y  oil from the 3tate run from one to three d o l l a r s  per barrel, 
and a s k e d  if a l o n g - t e r m  c o n t r a c t  w o u l d  res u l t  in cost r e d u c t i o n s  p a s s e d  
on to c o n s u m e r s .

•
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Mr. J u r i n  r e p l i e d  that he d i d n ’t k n o w  w h a t  the f u t u r e  p r i c e  s i t u a t i o n  
w o u l d  be; the cost of r a w  m a t e r i a l s  is not the o n l y  factor. A l o n g­
ter m  c^ t r act w o u l d  m i t i g a t e  a b r u p t  s h o r t a g e s  in s u p p l y ,  w h i c h  h a v e  
b e e n  v r o u ^ h t  on in the pa s t  by e c o n o m i c  s u p p l y  s h o r t a g e s ,  r e q u i r i n g  
that T e s o r o  r e d u c e  p r o d u c t i o n  runs. T e s o r o  w i l l  do w h a t e v e r  p o s s i b l e  
to m a i n t a i n  the c o m p e t i t i v e  or b e l o w  m a r k e t  p r i c i n g .

In r e s p o n s e  uo Rep. H a l f o r d ,  Mr. J u r i n  s t a t e d  that T e s o r o  c u r r e n t l y  
s u p p l i e s  27 to 28 p e r c e n t  of the m a r k e t  d i r e c t l y ,  w i t h  the r e m a i n d e r  
b e i n g  s u p p l i e d  by C h e v r o n ,  Union, T e x a c o  and i n d e p e n d e n t  o p e r a t o r s .  
T e s o r o  w i l l  p r o b a b l y  n e v e r  s u p p l y  the w h o l e  state, due to c o m p e t i v e  
d i f f e r e n t i a l s  in t r a n s p o r t a t i o n  costs. T e s o r o  se r v e s  m a i n l y  the l o w e r  
r a i l b e l t  and K e n a i  area. T h e y  p r o v i d e  78 p e r c e n t  of the t u r b i n e  fuel 
to the A n c h o r a g e  I n t e r n a t i o n a l  A i r p o r t ,  and w i l l  p r o b a b l y  s u p p l y  mo r e  
w i t h  an a r r a n g e m e n t  for a n o t h e r  h y d r o c r a c k e r  plant. T h e  p o t e n t i a l  
loss to the s t a t e  by the w e s t  c oast o f f s e t  may c h a n g e ;  the gulf coast 
p r i c e s  h a v e  b e e n  t r a d i t i o n a l l y  h i g h e r  that *he w e s t  coast. T e s o r o  
w o u l d  not be l o o k i n g  for a l o n g - t e r m  c o n t r a c t  if they t h o u g h t  that 
there w o u l d  be an a m ple fu t u r e  s u p p l y  of oil. P r o j e c t i o n s  p r e d i c t  
that there will be more s h o r t a g e s  than s u r p l u s e s  over the long run.

In r e s p o n s e  to Rep. C o t t e n ,  Mr. J u r i n  s t a t e d  that T e s o r o  has a c o n t r a c t  
w i t h  San D e i g o  Gas and E l e c t r i c  to p u r c h a s e  the r e t u r n  oil. The c o n t r a c t  
b e g a n  in 1972, and has b e e n  r e n e w e d  t h r o u g h  1984. T e s o r o  i n t e n d s  to 
e x p a n d  t h eir f a c i l i t i e s  to p r o c e s s  the r e t u r n  oil. T h e y  d o n ' t  have 
a g u a r a n t e e d  m a r k e t  in the p i p e l i n e .

Jim S m i t h , P r e s i d e n t ,  T e s o r o  A l a k a  C r u d e  Oil C o m p a n y ,  in r e s p o n s e  to 
Rep. C o t t e n ,  stated that w h e t h e r  the p r ice T e s o r o  w o u l d  pay for oil 
..ould be g r e a t e r  than the a v e r a g e  w e i g h t e d  price, if they p u r c h a s e d  
it from a p r o d u c e r  o t h e r  than the state d e p e n d s  upon v a r i a b l e  m e r k e t  
c o n d i t i o n s .  T e s o r o  is c u r r e n t l y  b u y i n g  ANS c r u d e  from S o h i o  on the 
spot m a r ket, p r o b a b l y  p a y i n g  more than they w o u l d  pay o t h e r  p r o d u c e r s ,  
but the o t h e r  p r o d u c e r s  are not w i l l i n g  to sell.

The C o m m i t t e e  was a d j c u r n e d  at 9:50 a.m.
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2.1 Q u a n t i t y

2 . 2 Q u a l i t y  

2.3 P r i c e

DOYON LTD.

9 . 0 6 7 %  of d a i l v  r o y a l t y  oil, a p p r o x i m a t e l y  
1 7 , 0 0 0  B/D

I n - v a l u e

2.4 P o i n t  of D e l i v e r y

2.5 P a s s a g e  of T i t l e

2 . 6 P u r c h a s e r s  1
R e s p o n s i b i l i t y

2.7 T r a n s p o r t a t i o n

2.9 Date of First
D e l i v e r y

2.10 R e s e r v a t i o n  Fee

TAPS me t e r ,  P r u d h o e  Bay

Se l l e r  t e n d e r s  oil at p o i n t  of d e l i v e r y  

A f t e r  p a s s a g e  of title.

P u r c h a s e r  r e s p o n s i b l e  f r o m  p o i n t  of deliv e r y .  

D e c e m b e r  1, 1982

Pay 1 . 25% of p u r c h a s e  p r i c e  d i f f e r e n c e  b e t w e e n  
a m o u n t  t aken and m a x i m u m  q u a n t i t y .

2.11 I n - S t a t e  P r o c e s s i n g  P u r c h a s e r  a g r e e s  to p r o c e s s  all oil t h r o u g h
r e f i n e r y  n e a r  N o r t h  Pole.

2.12 Best. E f f o r t s

2.14 E x c h a n g e - R e t u r n  
Oil

Note:

P u r c h a s e r  a g r e e s  to use its best e f f o r t s  to 
p r o d u c e  and m a r k e t  in A l a s k a  not less than 
32% of p r o d u c t  tendered.

The a m o u n t  t e n d e r e d  g r e a t e r  than a m o u n t  
p r o d u c e d  - r e t u r n  oil r e i n j e c t e d  into TAPS - 
p a y i n g  a qtialitv a d j u s t m e n t .
C h e v r o n  USA s t ill a part of c o n t r a c t  (pages 14-15) 
for d i s p o s i t i o n  of r e t u r n  oil.

A R T I C L E  III
Good s t a n d i n g  - f i n a n c i a l  c o n d i t i o n  - f i n a n c i a l  s t a t e m e n t s  - 
s t a n d a r d  c lauses.

3.4 O p t i o n  to P u r c h a s e  S t ate o p t i o n  to p u r c h a s e  all or any q u a n t i t y  of
R e s i d u a l r e s i d u a l  oil

3.5 P e t r o l e u m  Coke D o von a g r e e s  if it m o d i f i e s  or e x p a n d s  r e f i n e r y
at N o r t h  Pole to p r o d u c e  and h a n d l e  p e t r o l e u m  
coke. Jtate o p t i o n  to buy coke.

A R T I C L E  V
M e a s u r e m e n t  s t a n d a r d s  and , o c e d u r e s ,  p a y m e n t  and a c c o u n t i n g  
a d j u s t m e n t s ,  pay m e n t ,  i n t e r e s t  s t a n d a r d  c l a u s e s .

A R T I C L E  VI
6.1 T e r m  D e c e m b e r  1, 1994 - 12 y e ars
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D e f a u l t  or t e r m i n a t i o n  - s t a n d a r d  c l auses.

A R T I C L E  VIII
D i s p o s i t i o n  of oil u p o n  d e f a u l t  - i n a b i l i t y  to r e c e i v e  oil - 
s t a n d a r d  cl a u s e s .

A R T I C L E  IX
\sjiiver - s t a n d a r d  clause.

A R T I C L E  X
V a l i d i t y  - s t a n d a r d  clause.

A R T I C L E S  XI - XIII
S t a n d a r d  c l auses.

A R T I C L E  XV
S e c u r i t y  - i r r e v o c a b l e  s t a n d - b y  l e t t e r  of c r e d i t  2 2 , 4 4 0 , 0 0 0  or 
a p p r o x i m a t e l y  60 days s u p p l y  of oil.

R E M A I N I N G  A R T I C L E S
P r e f e r e n t i a l  hiring, a p p l i c a b l e  law, w a r r a n t i e s ,  s u c c e s s o r s ,  
records, i n t e r p r e t a t i o n  of terms and c o n d i t i o n s ,  s t a n d a r d  b o i l e r  
type clauses.
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He a r  i n s : *

SB 880 Sale of r o y a l t y  oil by the S t a t e  ot A l a s k a  to D o y o n ,  Ltd.
SB 881 S a l e  of r o y a l t y  oil by the S t a t e  of A l a s k a  to T e s o r o  A l a s k a

P e t r o l e u m .

S e n a t o r  F a h r e n k a m p  e x p l a i n e d  that the C o m m i t t e e  was to e i t h e r  a c c e p t  or 
r e j e c t  the c o n t r a c t s ,  but c o u l d  not a m e n d  them.

A p r i l  7, 1982 
3 : 1 0  p.m.

Offical Business
BETTYE FAHRENKAMP, Chairman
VIC FISCHER. Vice-Chairman
BRAD BRADLEY
DICK ELIASON
DON GILMAN
BOB MULCAHY
ARUSS STURGULEWSKI

POUCH V 
STATE CAPITOL 

JUNEAU. ALASKA 99811 
(907) 465-3834 
(907) 465-3835

B e l t z  R o o m
R o o m  211 - C a p i t o l

Resources Committee

M E M B E R S  P R E S E N T

S e n a t o r  E a h r e n k a m p  
S e n a t o r  E l i a s o n  
S e n a t o r  G i l m a n  
S e n a t o r  M u l c a h y  
S e n a t o r  S t u r g u l e w s k i

SB 831

D e n n i s  J u r i n ,  P r e s i d e n t ,  T e s o r o  A l a s k a  P e t r o l e u m  C o m p a n y , s p o k e  in s u p p o r t  
of SB 881, s t r e s s i n g  that p r o j e c t i o n s  p r e d i c t  that o v e r  the JLo. g run 
t h e r e  w i l l  be m o r e  s h o r t a g e s  of oil than s u r p l u s e s .  A l t h o u g h  c r u d e  oil 
p r i c e s  are v e r y  d i f f i c u l t  to p r e d i c t  even for t.^e s h o r t  term, J u r i n  was 
c o n f i d e n t  that the s e l l i n g  of oil in kind w o u l d  not r e s u l t  in d e p r e c i a t i o n  
of the S t a t e ' s  r e v e n u e .  He r e v i e w e d  his c o m p a n y’s "good t r a c k  r e c o r d "  
and the d i r e c t  p o s i t i v e  e c o n o m i c  im p a c t  they c o n t i n u e  to ha v e  on the 
state. He c o n c l u d e d  by s t a t i n g  his c o m p a n y ' s  ne e d  for a l o n g - t e r m ,  
s t a b l e  s u p p l y  of c r i . e  oil to c o n t i n u e  r e f i n e r y  o p e r a t i o n s .

S e n a t o r  M u l c a h y  m o v e d  SB 881 and a sked u n a n i m o u s  c o n s e n t .

SB 880

J o h n  Katz, C o m m i s s i o n e r ,  D e p a r t m e n t  of N a t u r a l  R e s o u r c e s , d e s c r i b e d  two 
i t e m s  of c o n c e r n  in the D o y o n  c o n t r a c t .  One is the four y e a r  w a i v e r  on 
o p t i o n  fees, w h i c h  is an i n c e n t i v e  to n e w  e n t r y  but may be ant 1- 
c o m p e t i t i v e .  T h e  o t h e r  is ^ o y o n ' s  l a c k  of f i n a n c i n g .  Katz s u g g e s t e d  
that the C o m m i t t e e  has three o p t i o n s :  to a p p r o v e  the c o n t r a c t ,  d i s a p p r o v e
the c o n t r a c t ,  or a p p r o v e  the c o n t r a c t  c o n t i n g e n t  on a f i n d i n g  by the 
C o m m i s s i o n e r  of the D e p a r t m e n t  of N a t u r a l  R e s o u r c e s  that, by a da t e  
c e r t a i n ,  f i n a n c i n g  is f i r m  and a d e q u a t e ,  and that all o t h e r  e s s e n t i a l  
a s p e c t s  of the p r o g r a m  h a v e  b e e n  m a i n t a i n e d .
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T i m  W a l l i s ,  P r e s i d e n t ,  D o y o n , e x p l a i n e d  that their f i n a n e i n g  is 
c o n t i n g e n t  on g e t t i n g  rid of the r e t u r n  oil. A c o n t r a c t  to this 
e f f e c t  n e e d s  to be n e g o t i a t e d ,  and a s e a r c h  for an e q u i t y  p a r t n e r  
c o m p l e t e d .  He s t a t e d  that a 6 - m o n t h  p e r i o d  w o u l d  be " c o m f o r t a b l e "  
for m e e t i n g  t h e s e  goals.

S e n a t o r  M u l c a h y  m o v e d  that D o y o n  be  g i v e n  u n t i l  S e p t e m b e r  1, 1982 to 
o b t a i n  f i n a n c i n g ,  w h i l e  m a i n t a i n i n g  all o t h e r  e s s e n t i a l  e l e m e n t s .

S e n a t o r  M u l c a h y  m o v e d  C S S B  880 w i t h  i n d i v i d u a l  r e c o m m e n d a t i o n s .

T h e  m e e t i n g  was a d j o u r n e d  at 4 : 0 0  p.m.

!
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SENATE 
Resources Committee

Offical Business
BETTYE FAHRENKAMP, Chairman
VIC FISCHER. Vice-Chairman
BRAD BRADLEY
DICK ELIASON
DON GILMAN
BOB MULCAHY
ARL1SS STURGULEWSKI

POUCH V 
STATE CAPITOL 

JUNEAU. ALASKA 99811 
(907) 465-3834 
(907) 165-3835

TO:

FROM:

RE:

DATE:

S e n a t e  R e s o u r c e s  C o m m i t t e e  

S e n a t e  R e s o u r c e s  C o m m i t t e e  S t a f f

C o m m i t t e e  M e e c i n g ,  4/7 ' 6 1  

A p r i l  5, 19 8 2

P l e a s e  find rttaciied b a c k g r o u n d  i n f o r m a t i o n  for 
W e d n e s d a y ' s  h e a r i n g  on the f o l l o w i n g  bills:

S S S B  796 T E L E C O N F E R E N C E  1 : 3 0  - 3 : 0 0  p.m.
P r o v i d i n g  for the m a n a g e m e n t  of s t a t e  o w n e d  
land in the H a i n e s  area, e s t a b l i s h i n g  the 
A l a s k a  C h i l k a t  B a l d  E a g l e  P r e s e r v e  and the 
H a i n e s  S t a t e  F o r e s t  R e s o u r c e  M a n a g e m e n t  Area.

3:00 - 4:00 p.m.
SB 880 Sale of r o y a l t y  oil by the S t a t e  of A l a s k a  

to Do y o n ,  Ltd.

Sa l e  of r o y a l t y  oil by the S t a t e  of A l a s k a  
to T e s o r o  A l a s k a  P e t r o l e u m .

SB 881

T he m e e t i n g  w i l l  be h e l d  in the B e l t z  Room,
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TESTI M O N Y  OF T I M  WALLIS 

PRESIDENT, DOYON, LIMITED

ROYALTY OIL CONTRACT  

.Juneau, Alaska 

April 7, 1902
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My name is Tim Wallis and I am p r e s ident of Doyon, Limited. 

Thank you M r . / M a d a m  Chairman and members of the Committee 

for the o p p o r t u n i t y  to testify on SB 880 and HB 889 concerning 

r a t i f i c a t i o n  of the royalty oil sales contract between the State 

of A l aska  and Doyon, Limited.

Our contract represents the first concrete attempt by 

an A l a s k a - o w n e d  company to break into the in-state refining 

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

ratify are s t r aight forward. It is my intent today to provide 

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

questions. Hopefully, this will assist you in your d e c i s i o n­

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

the most beneficial project underway in the interior today.

PROJECT  STATUS

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

20 months, Doyon has been actively investigating various 

oil and gas projects i : order to find a way to minimize  the impact
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of fuel costs to residents throu g h o u t  the in terior r e gion of 

Alaska. Our investigat ions and studies have included new r e­

fineries at the Yukon River, Valdez, Fa irbanks and the Lower 48.

We i n ves tigated acquiring e x i sting refineries. We've conducted 

d e t a i l e d  f easibility  studies on m e thane d i s t r i b u t i o n  for Fairbanks 

and we've a d v anced wh at we v i e w  as the o n l y  common sense a p p roa ch 

to m o ving natural gas liquids from Prudhoe Bay to p r o c e s s i n g  

sites in Alaska. It was not w i t h o u t  cons iderable p r e p a r a t i o n  

that we c o m m itted to the p r ese nt refinery project at North Pole.

In November, 1981, Doyon, L i m ited signed a lump sum, 

turnkey contract  with Li twin Engin e e r i n g  and C o n s t r u c t o r s  for 

co n s t r u c t i o n  of a d i s t i l l a t i o n  refinery with a throughp ut of

30,000 to 35,000 B P D . Furthermore, the key components, i.e., 

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

slate will be J P - 4 , comme rcial jet fuel, gasoline, hone heating 

oil and diesels. The econom ic feasibility of the p r oj ect is 

in large part based upon the absence of g a s ol ine m a n u f a c t u r i n g
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n orth of the A l a s k a  Range, and small business set asides for 

certain Defense Fuel Supply C enter contracts, especially J P - ^ .

In a d d i t i o n  to these key p r o d u c t  markets, Doyon anticipates 

captur ing a modest share of the oth er refined product markets.

The p r o ject was s c h e d u l e d  for fast track comple t i o n  in 

December, 1982. However, p rima r i l y  due to Chevro n USA and 

the state not reaching an a g r e e m e n t  on the return oil, and 

rapid readju s t m e n t  of crude supply prices, we have rear r a n g e d  

the p r i o r i t i e s  of the tasks to c o m p lete the project by a s­

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

This rearra n g e m e n t  is p artly d i c t a t e d  so that l ong-term 

financing can be n egotiated under such a d vanta geous terms as 

will bene fit Doyon arid our customers.

Engineering and d esign are 90V. complete. Doyon pr esently 

owns all of the key refinery c omponent s which are, for the most 

part, skid m o u nted and ready for shipment  to Alaska. Doyen also 

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

to the trans-Alaska pipe line and an existing refinery. All work
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p ermit is e x p ected to be issued in the next 10 days. This

I
repres e n t s  a substantia l i n v e s t m e n t  by Doyon and a strong 

financial com mi t m e n t  to the project.

GENERAL  CONCERNS

During the period of time from November, 1981 through 

February, 1982, Doyon negotia ted with the Department of Natural 

Resources to arrive at the c o n tract that is before ;ou.

CHANGED C IRCUMSTANCES

It c annot be o v e r - e m p h a s i ' e d  that Doyon plans to proceed 

with its r efinery project. When we signed the royalty contrac t 

on F e b ruary 2G, 1982, our c o m p l e t i o n  date was December, 1982. 

Now it is June, 1983 -- an 18-month constru ction 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 chi' ce of words. It has been interpreted to mean that 

we stop ped all work on our p r oject when in fact wo have not.

We simply chang ed e m p hasis on the tasks needed to complete

AGO 7 8 6 2 0 1



the project. Even at this moment, work is being c o m p leted on

the reformer, heat ex chan g e r s  and crude skids which include 

the main processing unit. A b e t t e r  choice of words w oul d 

have been that our change in e m p hasis n e c e s s i t a t e d  an e x­

tension of the schedule for p r oje ct completion from December 

until June. The change of e m p hasis  r esulted from various 

c i r c u m s t a n c e s .

Foremost, our c o n trac t was p r e d i c a t e d  on the D e p a r t m e n t  

of Natural Resources' desire to sell o ur return oil to Chevron. 

By the time we learned that the C h evron contract  would net be 

signed- the world oil surplus and rapid price decline made it 

much more difficult to soil Lite return oil.

Consequently, Doyon is prese n t l y  negotiating with severe 1 

companies to sol I the return o i l . But bocau .e arc dealing 

in a current "buyer's market," it is more d i f f i c u l t  than 

it was six months ago.
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The return oil and the state contract are the most 

i mportant factors in financing our project. In order to 

su ccessfull y negotiate the sale of the return oil, it is 

imperative that we have it to sell. This is why any s u g­

gestion that the contract not be appro ved until financing is 

in place is a Catch-22 situation. The fact is that the contr, ■ c 

requires Doyon's refinery to be operational by December, 1983. 

Nothing has changed to prevent Doyon from complying with this 

requirement. For the a f o r ementione d reasons, we've slipped 

the schedule to a more nearly normal time line. And this time 

line is within the scope e n v i s i o n e d  in the contract.

It appears that the length of the const ruction schedule 

is being c onfused with the depth of commitment Doyon has made 

he refinery. We should not be penalized for not meeting 

t track schedule that was ach iev a b l e  only if all things 

fell into place, including the sale of return oil.
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In summary, Mr. Chairman, it is the nature of projects 

of this m a g n itude  that ail of its ele ments are interdependent. 

Fi n a ncing is depen d e n t  on cash flow. Cash flow is d e p e n d e n t  on 

sales contracts. Sales contracts are d e p e ndent  on supply 

contracts. They are all depen dent on a business o r g a n i z a t i o n  

with the skill to unify the diverse requirements for each 

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

ac h i e v e m e n t  of the other elements more difficult. If the royalty 

oil cont ract is not a p p roved and defer r e d  until next year, then 

it may be impossible to complete the o t h e r  inte rdependent 

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

but dis .pproval may cost the people of the state all that could 

be g ained from a c ompetiti ve A l a s k a n - o w n e d  refinery.

In keeping wit h the legislature's and a d m i n i s t r a t i o n ' s  

policy to encou rage in-state use of royalty oil, I request 

your approval and passage of 11.13. 889 and/or S. 13. 880 .
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7

R E S U L T S  OF R O Y A L T Y  B O A R y  F E T I N G  M A R C H  2grd

1:30 - 4:3 0 p.m. Jfi)'1',

r i
V J

D o y o n  w i t h d r e w  c o n t r a c t  #2 

D o y o n  c o n t ract #1

D i s a p p r o v e d  because:

1. R e f i n e r y  f i n a n c i n g  not in p l a c e  at this time-: 

t h i n k  i n s t a t e  r e f i n e r y  is in the best interest 

if a n d  w h e n  f i n a n c i n g  in p l a c e  w o u l d  appr ove 

contract.

2. If c o n t r a c t  a p p r o v e d  the w a i v e r  of the r e s e r v a t i o n  

fee w o u l u  not  b e  a c c e p t a b l e  (Sec. 2.10, Page 8)

Note: 1. A v  Gr oss w a n t s  the contract a p p r o v e d  subject to

D o y o n  p u t t i n g  in p l a c e  f i n a n c i n g  - let the l e gis lature 

t r a c k  p r o g r e s s  in n e x t  3 weeks.

2. Katz - w a n t e d  to w a i v e  r e s e r v a t i o n  fee for 4 years - 

give D o y o n  some m a r k e t i n g  e q u a l i t y  w x t h  Mapco.

3. A p p r o v e d  T esoro c o n t r a c t  for 12 years.

4. Due to n o n - a g r e e m e n t  on p r i c i n g  the C h e v r o n  contract w i l l  

not be c oming  forth.
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M lr e W K H H E H P B H § B H » E g s S g p H | B ^ P B M ^  'H p s ^ jw  &■*■:■ WT&FW&? ;.*
A L A S K A  R O Y A L T Y  O I L  A N D  G A S  D E V E L O P M E N T  A D V I S O R Y  B O h RD

R e s o l u t i o n  82-2

W H E R E A S ,  t h e  S t a t e  of Alaska, t h r o u g h  the C o m m i s s i o n e r  of 

t h e  A l a s k a  D e p a r t m e n t  o f  N a t u r a l  R e s o u r c e s ,  a n d  D oyon, Ltd. h a v e  

e n t e r e d  i n t o  an " A g r e e m e n t  f o r  the Sale and P u r c h a s e  of R o y a l t y  

Oil" d a t e d  the 2 6 t h  d a y  of F e b r u a r y  1982; a n d

W H E R E A S ,  a c c o r d i n g  to AS 38.0 6.055(a), " . . .  a sale, e x­

change,  e n c u m b r a n c e ,  or o t h e r  d i s p o s i t i o n  o f  oil or gas or of the 

r i g h t s  or w a i v e r  of the r i g h t s  to r e c e i v e  f u tu re p r o d u c t i o n  of 

r o y a l t y  oil or gas m a y  not be? m a d e  by the c o m m i s s i o n e r  of n a t u r a l  

r e s o u r c e s  u n d e r  AS 3 8 .05.183 w i t h o u t  p r i o r  r e v i e w  o f  the p r o p o s e d  

sale, e x c h ange, e n c u m b r a n c e  or other d i s p o s i t i o n  b y  the board. A 

w r i t t e n  .recommendation o f  the b o a r d  on the p r o p o s e d  sale, exchange, 

e n c u m b r a n c e  or o t h e r  d i s p o s i t i o n  of oil or gas or o f  the r ights or 

w a i v e r  of t h e  r i g h t s  to r e c e i v e  future p r o d u c t i o n  o f  r o y a l t y  oil 

o r  gas shall be s u b m i t t e d  to th e l e g i s l a t u r e  at the time a 

r e s o l u t i o n  a p p r o v i n g  the p r o p o s e d  sale, e x c h ange, e n c u m b r a n c e  o r  

o t h e r  d i s p o s i t i o n  is i n t r o d u c e d  in the l e g i s l a t u r e " ;  and

W H E REAS, in a c c o r d a n c e  w i t h  AS 3 8 .06.0 ^ 0 ( a ) , t h e  b o a r d  shall

(2) "hold p u b l i c  h e a r i n g s  on p r o p o s e d  sales, e x c h a n g e s ,  or o t h e r  

d i s p o s a l s  o f  r o y a l t y  oil or gas to d e t e r m i n e  w h e t h e r  the p r o p o s a l s  

c o m p l y  w i t h  AS 3 8 .05.070;

W H E R E A S ,  in a c c o r d a n c e  w i t h  AS 3 8 . 0 6 . 0 5 5 ( a )  " . . .  the

C o m m i s s i o n e r  of N a t u r a l  R e s o u r c e s  may not e n t e r  into a sale,

e x c h a n g e ,  or o t h e r  d i s p o s i t i o n  of oil or gas or of the r i g h t s  or

w a i v e r  of t h e  r i g h t s  to r e c e i v e  f utur e p r o d u c t i o n  o f  r o y a l t y  oil

o r  gas u n d e r  AS 3 8 . 0 5 . 1 8 3  w i t h o u t  the p r i o r  a p p r o v a l  o f  the

L e g i s l a t u r e .  . ."; a n d

AGO 7 8 6 2 0 6



(3) e x a m i n e  p r o p o s e d  sales, e x c h a n g e s  or o t h e r  d i s p o s a l s  of, and 

r e c o m m e n d  to the l e g i s l a t u r e  that it a p p r o v e  or d i s a p p r o v e  a 

p r o p o s e d  sale, e x c h a n g e  or o t h e r  d i s p o s a l  of

(A) t h e  oil or gas that is o b t a i n e d  b y  the s t a t e  as r o y a l t y

u n d e r  AS 3 8 .05.182; or

(B) the r i g h t s  to r e c e i v e  future o il or gas p r o d u c t i o n  u n d e r  

state leases"; and

W H E REAS, t h e  b o a r d  did, on F e b r u a r y  26, 1982, m e e t  a n d  r e c e i v e  

f r o m  the c o m m i s s i o n e r  of n a t u r a l  r e s o u r c e s  the a b o v e  m e n t i o n e d  

a g r e e m e n t  w i t h  D o y o n  as well  as a d o c u m e n t  e n t i t l e d  " R e v i e w  of 

A l a s k a  R o y a l t y  Oil P o l i c y  and F i n d i n g s  on P r o D o s e d  D i s p o s a l  of 

S tate R o y a l t y  Oil" d a t e d  F e b r u a r y  26, 198 2 a n d  the b o a r d  d i d  act 

a n d  call p u b l i c  h e a r ings, in a c c o r d a n c e  w i t h  the regulat:' ins 

o u t l i n e d  3 AAC 56, in A n c h o r a g e  on M a r c h  15, 1982 a n d  F a i r b a n k s  on 

M a r c h  16, 1982 and r e c e i v e d  p ubl ic c o m m e n t  p e r t i n e n t  t o  to this 

a g r e e m e n t :  and

W H E R E A S ,  in a c c o r d a n c e  w i t h  AS 38.06 and AS 38.05, the

c o m m i s s i o n e r  o f  n a t u r a l  r e s o u r c e s  is r e q u i r e d  to s u b m i t  to the ’

board, in w r i ting, c e r t a i n  F i n d i n g s  or D e t e r m i n a t i o n s  r e l a t i n g  to 

t h e  d i s p o s a l  of oil and gas r o y a l t y  I n t e r e s t s  and the b o a r d  has 

r e c e i v e d  t h e  r e q u i r e d  F i n d i n g s  and D e t e r m i n a t i o n s ;  and

W H E R EAS, the b o a r d  m e m b e r s  have had the o p p o r t u n i t y  to r e v i e w  

t h e  ag reem e n t ,  r e l a t e d  F i n d i n g s  and D e t e r m i n a t i o n s  a n d  P ubli c 

T e s t i m o n y  d u r i n g  the p e r i o d  F e b r u a r y  26, 1982 u n t i l  M a r c h  25, 1982;

and

W H E R E A S ,  the b o a r d  did, on M a r c h  25, 1982, m e e t  to d i s c u s s  the 

a g r e e m e n t ,  r e l a t e d  F i n d i n g s  and D e t e r m i n a t i o n ,  a n d  P u b l i c  T e s t i m o n y  

to insure that this d i s p o s a l  is in a c c o r d a n c e  w i t h  t h e  s t a t u t o r y
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p u r p o s e  and c r i t e r i a  set f orth in AS 38.06 as well as the b o a r d ' s  

"Basic P r i n c i p l e s  and P o l i c i e s "  as o u t l i n e d  in the b o a r d ' s  d e v e l o p­

ment plan, and

rA

T H E R E F O R E ,  t h e  b o a r d  finds as follows:

1. that the c o m m i s s i o n e r  of n a t u r a l  r e s o u r c e s  has f o l l o w e d

the board p o l i c i e s  a nd a p p l i c a b l e  s t a t u t e s  and r e g u l a t i o n s

r e l a t i n g  to the d i s p o s a l  of oil a n d  gas r o y a l t y  interests.

-tha-i +he. tooarci 4 ’*\JOrs i n d m -  a_4^ c-f i-ts v - e ^ a J X  ̂  
in+c.<-esiis Such cons+racH ion  o -fc c n c e u  re -fin k r*^  .

3. that the b o a r d  d i s a g r e e s  that the sale of t h e  r o y a l t y  oil

i n t e r e s t s  to Doyon, Ltd. as p e r  the a g r e e m e n t  is in the

be s t  i n t e r e s t  of the state b e c ause
-+hdL+* -£ino-nc.irv^ clwcS. ■ ihe.re-torO  4 - im m a  O-f- -+b<X

(a ) -t-hc -board, b c l icveo- it- fro -bo--un^~:koly— b h a % - ft- 3ec-o n d -  v
p r o p o s e d  projte.-t- is e.u.rren+U^. unceir+ai'n ai'vd. H- ■ S  

r c f -ino-ry— 1-oe a feed - i n  4HTg--Fa±rbaTtvcs--arc a --l-o -ooonomically- 
hcHr i/v b<?s-t inHew.vt" d o  G oncvu.de. cv.

•A L̂-a-'eXe-. Qjon-hrtt c.-t- uuvH  L *Hne. p ro  j  4 cl" t'S. m ead. cj -to  
-\bct/Ocerd.

( b ) ^ ya« -4^ars- <̂>t--fnad-e-^irr-a4H^empbHre-demonst-rat'e~ttia't~'
T h e- p r o v i s i o n  " fo r  cUAae|C« p a ^ m c ^ t -  o -P --fhe. r-CSo.'-^a.-tion
frfor  now r o f i nory is-fea&l-b-3k>. _ „  r ,, ,
-Pee/ a.CCOrdltrv.c^-to parcx^ r<xp*4 a . I O OH- HHG. t-O ntra C.T
Dxry uTi~ adiid:bK that th e proi^oist^a—

av'v uLk'v.a c.etpT icioje . b t 'a s  a  c^a.i»•>S 't  CompcL-f • .
on-JJiroTclJ-L-. /

f

■trtTC"tru~a:nI' "IruTI uvebT'l hut— w he n  ■ D oy e n — i-s-j^ady— t o  

protre-ed-wi-tir-t h e p r oject"tlrat1 't -h ey -shouH.-d— r eq-ues-t- 

••CO • * alrt-y— o 4 1— if  - it— Xs-ln-

A N D  T H E R E F O R E  B E  IT R E S O L V E D  T H A T  the A l a s k a  R o y a l t y  Oil and 

Gas D e v e l o p m e n t  A d v i s o r y  B o a r d  r e c o m m e n d s  to the T w e l f t h  A l a s k a  

L e g i s l a t u r e  that the " Ag rcjment for the Sale and P u r c h a s e  of R o y a l t y  

Oil" b e t w e e n  the S tate of A l a s k a  and P*»yon, Ltd. , d a t e d  F e b r u a r y  26, 

1982 be D I S A P P R O V E D .

B o a r d  M e m b e r

the Reso lu t i o n .  B o a r d  M e m b e r  

The vote was as follows:

m o v e d  the a d o p t i o n  of 

s e c o n d e d .
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R.A. L y o n  

C h a i r n a n

A d o p t e d  this 25th day of M a r c h  1982.
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MEMORANDUM

M e m b e r s  of the A l a s k a  
S t a t e  L e g i s l a t u r e

d a t e : M a r c h  10, 1982

FILE NO:

TELEPHONE NO:

MAR 1 5 1982
FROM: T j W  |Vw SUBJECT:

J o h n  W. Ka tz 
C o m miss i.oner
D e p a r t m e n t  of N a t u r a l  R e s o u r c e s

A f o r m a l  i n t r o d u c t i o n  of t he State's p r o p o s e d  r o y a l t y  oil 
saljs contracts m u s t  await the hearings and r e v i e w  b y  the 
A l a s k a  Oil and Gas D e v e l o p m e n t  A d v i s o r y  Board. That rev: 7
sh o u l d  be c o n c l u d e d  M a r c h  26, 1982. In the meantime, w e  
>uld like to p r e sent you w i t h  sufficient i n f o r m a t i o n  for 

you to b e g i n  your c o n s i d e r a t i o n  of the p r o p o s e d  contracts.

Tne State, a cting t h rough the C ommi s s i o n e r  of Natural 
Resources, has entered into contracts w i t h  T e soro A l a s k a  
F e t r o l e u m  and Doyon, Ltd. A  conceptual agr eement w i t h  
Chevron, U.S.A. has also b e e n  proposed, but the agreeme nt 
has yet to be finalized. Still under c o n s i d e r a t i o n  are two 
ot h e r  proposals: an offer b y  Suneel for 15,000 b a r r e l s  per
day of r o y a l t y  crude to u s e  as an exchange for p e t r o l e u m  
coke n e e d e d  to b l e n d  w i t h  A l a s k a n  coal and an offer by 
P r o v i d e n t /  K o d i a k  I n d u s t r i e s  Corp. to p u r chase r o y a l t y  crude 
at a p r e m i u m  price for e xport to an A r i z o n a  refinery.
Co n t racts w i t h  Suneel and P r o v i d e n t / K o d i a k  Industries have 
n o t  yet b e e n  n e g o t i a t e d  and may, or m a y  not, ever be finalized.

The a t t a c h e d  paper discu s s e ^  in greater detail the propo s e d  
contracts, possible effects of in-kind sales on A l a s k a ' s  
revenues, and g m e ^ a l  policies and procedure s u s e d  during 
the s o l i c i t a t i o n  'L ocess. A  m u c h  m o r e  d e t a i l e d  discus s i o n  
can b e  found in the C o m m i s s i o n e r ' s  F i n dings  of F e b r u a r y  26, 
1982, w h i c h  w e  will m a k e  a v a i l a b l e  to you u p o n  request.

I h o p e  that this m e m o r a n d u m  proves u seful as y ou b e g i n  your 
d e l i b e r a t i o n s  on the p r o p o s e d  contracts. I will be gl ad to 
r e s p o n d  to any questions or requests for further  information.

A t t a c h m e n t
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S U M M A R Y  O F  P R O P O S E D  D I S P O S I T I O N  

O F  R O Y A L T Y  OIL

D e p a r t m e n t  of N a tural R e s o u r c e s  

C o m m i s s i o n e r ' s  O f f i c e

M a r c h  15, 198?.
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T E S O R O  A L A S K A  P E T R O L E U M

T h e  c o n t r a c t  w i t h  T e s o r o  A l a s k a  P e t r o l e u m  is f o r  the sale of 

24.533% of the S t a t e ' s  p r u a h o e  Bay r o y a l t y  oil (about 4' ,000 

b/d) for a 12 y e a r  t e r m  at the in-value price. T e s o r o  '* *? 

r e q u i r e d  to p r o c e s s  the r o y a l t y  oil in its N i k i s k i  r e f i n e r y  

and u s e  its b e s t  e f f o r t s  to m a r k e t  the p r o d u c t s  in-state. 

E x c h a n g e s  of r o y a l t y  oil for other crude (recognizing the 

l i mit ed a b i l i t y  of its r e f i n e r y  to run ANS crude) is p e r­

m i t t e d  p r o v i d e d  the e x c h a n g e s  are of e q u a l  value. Deduc t e d

f r o m  the 46,000 b/d is the a mount of C o o k  I n l e t  royalty

c r u d e  T e s o r o  r e c e i v e s  at any time from its e x i s t i n g  contract 

w i t h  the State. T e s o r o  ag rees to c o n t i n u e  to e v a l u a t e  the 

p o s s i b i l i t y  of e x p a n d i n g  its refinery, i n c l u d i n g  the c o n­

stru c t i o n  of p e t r o l e u m  c o k i n g  capacity. The S tate r e t ains  

an o p t i o n  o n  all r e s i d u a l  o i l  products (including any p e t r o­

leum  coke) p - o d u c e d  f r o m  the N i k i s k i  refinery. T e s o r o  m a y

v a r y  the v o l u m e  ta ken a t  any time up l o  the m a x i m u m  volume,

b u t  pays a r e s e r v a t i o n  foe on the p o r t i o n  unused. The 

c o n t r a c t  m a y  be t e r m i n a t e d  on nine months' n o t i c e  b y  Tesoro.
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T h e  State has e x e c u t e d  t w o  s e p arate and m u t u a l l y  e xclu s i v e  

c o n t r a c t s  w i t h  D o y o n  Ltd. D o y o n  contract #1 is for the sale 

of 10.677% of the S t a t e ' s  P r u d h o e  Bay royal y p r o d u c t i o n  

(approxim ately 19,000 b/d) for a 12 year t e r m  at the i n­

valu e  price. D e l i v e r i e s  of a n y  oil under this c o n t r a c t  are 

c o n t i n g e n t  on the c o n s t r u c t i o n  of a major n e w  r e f i n e r y  at 

F a i r b a n k s  b y  D e c e m b e r  of 1983 and the m a r k e t i n g  of p r o duct s 

therefrom. If the r e f i n e r y  is not o p e r a t i n g  by that time, 

t h e  c o n t r a c t  a u t o m a t i c a l l y  terminates. D o y o n  is r e q u i r e d  to 

p r o c e s s  the r o y a l t y  oil at the Fai rbanks r e f i n e r y  and to use 

its b e s t  e f forts  to m a r k e t  the produ cts in-state. The State 

r e t a i n s  an o p t i o n  on all r e s idual products. D o y o n  m a y  v a r y  

the v o l u m e  taken up to the m a x i m u m  volume, and m a y  t e r m i n a t e  

the c o n t r a c t  on nine m o n t h s  notice. The r e s e r v a t i o n  fee 

system, a c o m m o n  f e ature of all the contracts, is d e f e r r e d  

for four years as a c o n c e s s i o n  to Doyon's status as a n ew 

r e f i n e r y  e nter i n g  an e x i s t i n g  market. The 10.67/% figure 

r e p r e s e n t s  the net b a r r e l s  r e t a i n e d  by L o yon from p r o c e s s i n g  

t h e  m a x i m u m  r o y a l t y  oil w h i c h  can be run t h r o u g h  the f a c ility 

(around 48,000 b / d j , on the a s s u m p t i o n  that the State wil l 

ta k e  b a c k  the r e turn oil and r e sell it to a n o ther P u r c h aser 

(Chevron). If the State does not take the r e t u r n  oil, the 

sale w o u l d  be for 26.667% (the full r e f inery charge), and 

D o y o n  w o u l d  be r e s p o n s i b l e  for d i s p os ing of the r eturn  oil.

- 2 -
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In the e v e n t  Doyon a c q u i r e s  a c o n t r o l l i n g  interest in the 

M a p c o  r e f i n e r y  p r i o r  to M a y  1, 1982, D o y o n  contra ct #1 goes 

o u t  of existence and the D o y o n  c o n t r a c t  #2 continues. If 

D o y o n  s h ould acquire M a p c o ' s  p l a n t  at a later date, it m u s t  

e l e c t  to either c o n t i n u e  D o y o n  c o n t r a c t  #1 or take the 

e x i s t i n g  M a p c o  contract. However, D oyo n m a y  take the M a p c o  

v o l u m e  u n d e r  the D o y o n  c o n t r a c t  #1 ^with the m a x i m u m  v olume  

n o t  to exceed its tcial F a i r b a n k s  r e f i n i n g  capacity) und er 

l i m i t e d  circumstances, b u t  it m u s t  still build a new Refin e r y

D o y o n  c o n t r a c t  #2 is for the sale of 9.067% of the S t ate's 

P r u d h o e  Bay royalty p r o d u c t i o n  (about 17,000 b/d) for a 12 

y e a r  t e r m  at the in-value price, on the assum p t i o n  that 

D o y o n  a c q uires a c o n t r o l l i n g  in terest in the M a p c o  r e f inery 

and c o n t r a c t  prior to M a y  1, 1982 (in w h i c h  case the Doyon 

c o n t r a c t  #1 e x p i r e s ) . T h e  v o l u m e  sold under this contract, 

w h e n  c o m b i n e d  with the v o l u m e  c o m m itted  under the e x i stin g 

M a p c o  contract, equals the g ross refin e r y  charge of the 

e x i s t i n g  F a i r b a n k s  refinery. The c o nce ssions g r a n t e d  Doycr. 

u n d e r  c o n t r a c t  #1 in r e c o g n i t i o n  of their status as a new 

e n t r a n t  are not i n c l uded in c o n t r a c t  (12 since they w o u l d  be 

s u p p l a n t i n g  M a p c o  as the o w n e r  of the ex isting F a i r b a n k s  

refinery. The State r e tains an o ption on all resi dual 

p r o d u c t s ,  and has an o p p o r t u n i t y  to gain access to the 

r e t u r n  oil for resale to a d o w n s t r e a m  purchaser.

- 3 -
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C H E V R O N  U.S.A.

A  c o n t r a c t  has not yet b e e n  c o n s u m m a t e d  by the State w i t h  

C h e v r o n  USA. However, the S t a t e  has m a d e  a firm offer to 

C h e v r o n  for the sale of 20. 267% of the State's P r u d h o e  B a y  

r o y a l t y  oil (about 38,000 b/d) for 12 years at the in- value 

price. A b o u t  18,000 b/d w o u l d  be p r o c e s s e d  at C h e v ron's 

N i k i s k i  refinery, y i e l d i n g  a s p e c i f i e d  level of pr oducts 

(including asphalt) w h i c h  C h e v r o n  m u s t  use its best effo rts 

to m a r k e t  in-state. The o t h e r  20,000 b/d would be p r o c e s s e d  

by C h e v r o n  in C a l i f o r n i a  and r e t u r n e d  to A l a s k a  as finished 

p r o d u c t s  in the form of a s p e c i f i e d  products slate (inclt ; . .g 

a v i a t i o n  g a s o l i n e ) .

C h e v r o n  would be required to e v a l u a t e  both e x p a n s i o n  of its 

N i k i s k i  r e f ine ry and its p r o d u c t s  h a n d l i n g  and m a r k e ting 

f a c i l i t i e s  in W e s t e r n  Alaska. In the case of a W e s t  C o a s t  

c r u d e  shortage, Chevron w o u l d  have to m e e t  A l a s k a  p r o d u c t  

r e q u i r e m e n t s  first. C h e v r o n  w o u l d  also have to c o n tinue to 

s u p p l y  at c o mpetitive p r i c e s  all local A l a s k a  m a r k e t s  in 

w h i c h  it is the sole supplier. Further, Chevron w o u l d  g r a n t  

to the State an o p t i o n  to p u r c h a s e  up to 400,000 tons a n n ually  

of p e t r o l e u m  coke. If the c o k e  was unavai l a b l e  b e c a u s e  of 

e x i s t i n g  contract ual c o m m i t m e n t s ,  C h e v r o n  w ou ld be require d 

to a s s i s t  the State in l o c a t i n g  other supplies. The option

- 4 -
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w o u l d  be a s s i g n a b l e  b y  the S tate to a b o n a f i d e  e x p o r t e r  of 

A l a s k a  coal.

O t h e r  p r o v i s i o n s  of the C h e v r o n  c o n t r a c t  are similar to the . 

T e s o r o  contract.

Still U n d e r  C o n s i d e r a t i o n ;

S U N E E L  A L A S K A

S uneel A l a s k a  has r e q u e s t e d  up to 15,000 b/d of r o yalty oil 

for 10 y e a r s  to be used to e x c h a n g e  for p e t r o l e u m  coke for 

b l e n d i n g  w i t h  A l a s k a  coal e x p o r t e d  to K orea from the Usi be l l i  

Mine in Healy. The D e p a r t m e n t  is d e t e r m i n i n g  w h e t h e r  a sale 

of r o y a l t y  oil to Suneel is n e c e s s a r y  and in the State's 

interest, or w h e t h e r  e n h a n c e m e n t  of A l a s k a  coal exports can 

m o r e  p r a c t i c a b l y  be served b y  the re serv a t i o n  of an o ption 

by the State on p e t r o l e u m  c o k e  f r o m  another p a r t y  (assignable 

to any A l a s k a  coal exporter) or b y  other arr ang e m e n t s  for 

p r o c u r i n g  supplies.

P R O V I D E N T / K O D I A K  INDUSTRIES

P r o v i d e n t  has reque s t e d  up to 50,000 b/d for 20 years to be 

u_ed in a r e f i n e r y  to be c o n s t r u c t e d  in Arizona. No i n te rim
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t a k i n g  is requested,  and P r o v i d e n t  has offered the in-value 

p r i c e  plus a p o t e ntial p r o f i t  share to the State based on 

r e f i n e r y  profi tability. In a d d i t i o n  to a s s e ssing  the l i k e l i­

hoo d  of su>'tcss of a s o p h i s t i c a t e d  ar.u expens ive n e w  r e f i n e r y  

in a s o m e w h a t  isolated m a r k e t  and the m e t h o d s  of financing 

the refinery, the D e p a r t m e n t  is also r e v i ewing the p r o f i t  

share m e c h a n i s m .  Since this is an e x p ort contract, it is 

not in the State's interes t to m a k e  the sale absent a 

s u b s t a n t i a l  premium. Futher m o r e ,  the State must assess the 

p o t e n t i a l  a d v e r s e  m a r k e t  e f f e c t s  of a sale of this nature.

II. S o l i c i t a t i o n  and R o y a l t y  Oil A v a i l a b l e

The i n itial s o lici tation for this d i s p o s a l  was issued on 

F e b r u a r y  6, 19131, and w.*s later a m ended on July 31, 19b'I 

The s o l i c i t a t i o n  r e q u e s t e d  p r o p o s a l s  to p u r c h a s e  r o y alty oil 

for i n - s t a t e  processing, i n - state s u p p l y  of p e t r o l e u m  products, 

or o t h e r  p r o p o s a l s  in the b e s t  inte rests of the State. 

T w e n t y - s e v e n  companies r e s p o n d e d  p r i o r  to the Sep tember 1,

198], d eadline. The p r o p osals  g e n e r a l l y  fell into three 

categor ies: in-state pro ce s s i n g ,  e x p o r t  w i t h  supply of

p r o d u c t s  b a c k  kc the State, and s t r i c t l y  e xport (in some 

cases w i t h  a n c i l l a r y  b e n efits to the S t a t e ) .

A l l  of u.he State's r o y alty oil from  P r u d h o e  Bay and Kuparu k 

(appro ximately 197,500 b/d at c u r r e n t  productio.. /.evels) was
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a v a i l a b l e  for sale t h r o u g h  this s o l i c i t a t i o n  e xcept for the 

15% of S t a t e  r o y a l t y  p r o d u c t i o n  c o m m i t t e d  to M a p c o  A l a s k a

and G o l d e n  V a l l e y  E l e c t r i c  A s s o c i a t i o n  u nder their 1978
«

contracts. C o o k  Inlet r o y a l t y  c r u d e  oil is c o m m i t t e d  to 

T e s o r o  A l a s k a  P e t r o l e u m  (a pproximatel y 9,000 b/d). The 

statute s g o v e r n i n g  r o y a l t y  oil sales are A S  38.. 05.182-183 

and AS 38.06.

III. P r o c e d u r e s

Tnitial m e e t i n g s  w e r e  h e l d  w i t h  e a c h  c o mpany in O c t o b e r  to 

r e v i e w  their  proposals. L e t t e r s  w e r e  sent to each c o mpan y 

s e tti ng f o r t h  the ba sic c r i t e r i a  to be used by the State in 

e v a l u a t i n g  proposals.  The  S tate also r e vised its s t a nd ard 

r o y a l t y  c o n t r a c t  and i n v i t e d  each p r o p o n e n t  to m a k e  r e c o m­

me n d a t i o n s  on that contract, i n c l u d i n g  the price t e r m  m e c h­

anism. A f t e r  c o n s u l t a t i o n  w i t h  the R o y a l t y  Board, an initial 

round of e l i m i n a t i o n s  t o o k  p l a c e  in w h i c h  the p r o p o sals of 

the f o l l o w i n g  c o m p a n i e s  w e r e  rejected: A  Ruddy Petina Oil

Company, A l a s k a  Inter ior R e s o u r c e s  Company, A l a s k a  Oil 

Company, A m e r i c a n  M i n i n g  and M a n u f a c t u r i n g  Corp., Am oco 

S upply and T r a d i n g  Company, A r c o  P e t r o l e u m  Products Company, 

A s h l a n d  P e t r o l e u m  Company, Exx on Company, Koniag, Inc., and 

Sohio A l a s k a  P e t r o l e u m  Company.

- 7 -
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N e g o t i a t i o n s  c o n t i n u e d  t h r o u g h  D e c e m b e r  and January. During 

the c o u r s e  of the n e g o g i a t i o n s , the f o l l o w i n g  companies  

w i t h d r e w  v o l u n t a r i l y  f r o m  further con sideration:  A l a s k a

P a cif ic Oil and Refining, A m e r a d a  Hess, A m e r i c a n  M e x i c a n  

P e t r o l e u m  Corp., D o w  C h e m i c a l  Company, N o r t h w e s t  Holdings, 

N i k i s k i  Offshore, Sealaska, T a n a n a  V a l l e y  Refining, T o s c o  

C o r p o r a t i o n  and U n i o n  Oil.

In addition, m u t u a l l y  s a t i s f a c t o r y  agre nents could not be 

r e a c h e d  w i t h  M a p c o  A l a s k a  and Shexl Oil Company.

The D e p a r t m e n t  c o n s u l t e d  w i t h  the R o y a l t y  Board at each 

c r i t i c a l  stage of the negotiations.

T h e  D e p a r t m e n t  has s u b m i t t e d  three c o n t r a c t s  to the R o y a l t y  

Board as of F e b r u a r y  26, w h i c h  will be f o r w arde d to the 

L e g i s l a t u r e  w i u h  the B o ard' s r e c o m m e n d a t i o n  aft er p u bli c 

h e a r i n g s  are c o n d u c t e d  on M a r c h  15-16. One of the contracts 

is w i t h  T e s o r o  A l a s k a  P e t r o l e u m  and two are w i t h  Doyon, Ltd. 

N e g o t i a t i o n s  are c o n t i n u i n g  w i t h  C h e v r o n  USA, a nd an a g r e e­

me n t  w i t h  C h e v r o n  m a y  be f o r t h c o m i n g  d u r i n g  this legislative  

session. Th e D e p a r c m e n t  is still c o n t i n u i n g  d i s c u s s i o n s  

w i t h  Suneel and w i t h  P r o v i d e n t / K o d i a k  Industries, but has 

n o t  yet d e t e r m i n e d  w h e t h e r  a sale to e i t h e r  of t h o s e  parties 

is in the b e s t  i n t e r e s t  of the State.
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Al l  of the p r o c e d u r e  is, policies, and i n f o r m a t i o n  u t i l i z e d  in 

a r r i v i n g  at d e c i s i o n s  u n d e r  this s o l i c i t a t i o n  are d o c u m e n t e d  

in a 238 p a g e  F i n d i n g  issued by the C o m m i s s i o n e r  on F e b r u a r y  26, 

1982, and p r e s e n t e d  to the R o y a l t y  Board.

IV. E f fects of In-Kind  Sales on State Revenues

In c o n j u n c t i o n  w i t h  this dis position, the D e p a r t m e n t  reviewed  

t he w o r k i n g s  of d o m e s t i c  and c rude oil m a r k e t s  to m o r e  fully 

u n d e r s t a n d  the c o n t e x t  in w h i c h  State r o y a l t y  oil sales 

w o u l d  be made. This r e v i e w  of the m a r k e t  factors affecting  

the value of A l a s k a  N o r t h  Slope crude v e r i f i e d  that the in- 

kind t aki ng of r o y a l t y  oil (as o p p o s e d  to l e a v i n g  it i n­

value w i t h  the N o r t h  Slope producers) m a y  have  a significant 

adverse  impact on the State of A l a s k a ' s  revenue r e c e i p t s  in 

the form of l o w ered r o y a l t y  p a y m e n t s  and sever a n c e  taxes.

Th e  basis for the c a l c u l a t i o n  of State severance taxes and 

r o y a l t y  r e c e i p t s  is t? ->rice r e c e i v e d  by t he N o r t h  Slope 

p r o d u c e r s  for all of ti.e ANS erode they market. T r a n s p o r t a t i o n  

ch arges and p i p e l i n e  t a riffs are subtr a c t e d  from the desti n a t i o n  

sales price, l e avi ng a "netback" or "wellhead" price; the 

re sults are a v e r a g e d  for all p r o d u c e r s  by volume, y i e l d i n g  a 

w e i g h t e d  a v e r a g e  f ield pr ice u p o n  w h i c h  the c a l c u l a t i o n s  are 

made. If thi State leaves its r o y a l t y  oil • a - value to be
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m a r k e t e d  by t h e  produc e r s ,  t h e i r  dis pos i t i o n  of r o yalty oil 

is included in the c a l culatio n. Conversely, a n y  r o yalty oil 

taken in-ki nd b y  the State is deleted from t h e  c a l c u l a t i o n  

of the w e i g h t e d  a v e r a g e  f ield price.

A N S  crude o i l  is sold b y  the pro ducers both in the W e s t  

C o a s t  and G u l f  C o a s t  markets; about 850,000 b / d  of the

1,600,000 b / d  of A N S  c u r r e n t l y  being p r o d u c e d  goes to the 

W e s t  Coast, w i t h  the r e m a i n d e r  marketed in t h e  Gulf. The 

factor which i m p a c t s  State r e v e n u e s  stems f r o m  the d i f f e rent 

c h a r a c t e r i s t i c s  of the W e s t  C o a s t  market, w h i c h  have t r a d i­

tiona l l y  c a u s e d  the n e t b a c k  price from West C o a s t  sales to 

be s i g n i f i c a n t l y  h i g h e r  (as m u c h  as $3 per barrel) than for 

sales in the G u l f  of Mexico. Consequently, W e s t  Coast sales 

by the p r o d u c e r s  g e n e r a l l y  y i e l d  higher wellhec.d values  (and 

therefore h i g h e r  r o y a l t y  and severance tax payments) than 

sales in the G u l f  Coast.

If the State takes  r o y a l t y  o il in-kind and m a k e s  sales whic h 

d i s p l a c e  W e s t  C o a s t  sales by the producers ( w h’ch m a y  often 

be the case for sales to in-state refiners a n d  s u p p l i e r s ) , 

the effect is to d e l e t e  a substant ial vo lume of the higher 

n e t b a c k  Wes t C o a s t  sales from the calcul a t i o n  of the weighted 

av erage field price, the reby lowering that a v e r a g e  and the 

a m o unts r e c e i v e d  by the State in royalty and s e v e ra nce tax 

payments. W e r e  the S t a t e  to take all of its n e arl y 200,000
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b / d  in-kind a n d  m a k e  sales c o m p rised e n t i r e l y  of W e s t  Coast 

placements, t h e  S t a t e  cou ld lose in excess o f  $10 m i l l i o n  

a n n u a l l y  at the c u r r e n t  W e s t  C o a s t / G u l f  C o a s t  n e t b a c k  price 

d i f f e r e n t i a l .

T here are, howe ver, s e veral factors w h i c h  m i t i g a t e  against 

this p o t e n t i a l  loss. First, the State is n o t  p r o p o s i n g  to
f

take all of its r o y a l t y  oil in-kind, but r ather a m a x i m u m  of 

a bout 130,000 b/d out of its 197,500 b/d total. Second, not 

all of the b a r r e l s  sold p u r s u a n t  to the c o n t racts resulting 

from this s o l i c i t a t i o n  w o u l d  be likely to d i s p l a c e  W e s t  

C o a s t  sales b y  the producers. Third, there is no guarantee 

that the W e s t  C o a s t / G u l f  Coast netback d i f f e r e n t i a l  will 

persist, and several p r o s p e c t i v e  changes in m a r k e t  c h a r a c t e r­

istics may at least cause the gap to narrow. Fourth, to the 

extent r o y a l t y  oil sales to in-state refiners p e r p e t u a t e  

their existence, e c o n o m i c  ben efits from the o p e r a t i o n  of 

said r efineries tend to o f f s e t  any loss. Nevert h e l e s s ,  this 

is a very s i g n i f i c a n t  c o n s i d e r a t i o n  in a s s e ssing  the State's 

interest in m a k i n g  r o y a l t y  oil sales; absent the statutory 

prefer ence for sales to in-state refiners and suppliers, the 

contracts w h i c h  the D e p a r t m e n t  would be p r e s e n t i n g  to the 

Legislat ure m i g h t  w e l l  be different.

Two other c o n s e q u e n c e s  of the W e s t  C oast/ G u l f  C o a s t  n e t back  

price d i f f e r e n t i a l  d e s e r v e  mention.
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First, w h i l e  the State a l w a y s  r e c e ives the l e g a l l y  p r e f e r r e d  

i n - v a l u e  p r i c e  for its r o y a l t y  oil, p u r c h a s e r s  of State 

r o y a l t y  oil get a s.ignificant pri ce b r e a k  over t h e i r  other 

alterna tives. The i n - v a l u e  p r i c e  (i.e., the w e i g h t e d  a v erage 

p r i c e  of all p r o d u c e r  sales) is a m i x e d - m a r k e t  p r i c e  (West 

C o a s t  and Gulf C o a s t ) . B e c a u s e  of the W e s t  C o a s t / G u l f  Coast 

n e t b a c k  p r i c e  d i f f e r e n t i a l  producers' W e s t  C o a s t  c o m m e r c i a l  

p r i c e s  tend to be h i g h e r  than the w e i g h t e d  a v e r a g e  field 

p r i c e  upon w h i c h  the S t a t e  b a s e s  its contract p r i c e  term.

As a result, an i n - state r e f i n e r / s u p p l i e r  or o t h e r  r o y a l t y  

oil p u r c h a s e r  m a y  o b t a i n  A N S  crude oil for s u b s t a n t i a l l y  

less (possibly in excess of $1 per barrel) than it w o u l d  

h a v e  to pay if it w e r e  p u r c h a s i n g  from one of the producers. 

This e x p l a i n s  the s i g n i f i c a n t  interest in p u r c h a s e s  of State 

r o y a l t y  oil by all types of companies even in times of 

p l e n t i f u l  suppli es of crude oil.

Second, an e x port sale of r o y a l t y  oil to a r e s e l l e r  (i.e., a 

c o m p a n y  w i t h  no West C o a s t  r e f inin g capacity) p l a c e s  that 

p a r t y  in the p o s i t i o n  of h a v i n g  to e s s e n t i a l l y  o u t m a r k c ;  the 

N o r t h  Slope p r o d u c e r s  in o r d e r  to prof it on the resale. If 

ad v e r s e  m a r k e t  c i r c u m s t a n c e s  place the r e s e l l e r  in the 

p o s i t i o n  of h aving to m a k e  d i s t r e s s  sales (as m a y  h a v e  been
t

the case  in 1980 for A l a s k a  Oil C o m p a n y  and several of the 

St ate's r o y a l t y  a u ction purchasers), a d e s t r u c t i v e  and 

i l l o gical p rice war m a y  e n s u e  which can a d v e r s e l y  a f f e c t  the 

W e s t  C o a s t / G u l f  C o a s t  n e t b a c k  differential, as well as A NS
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p r i c e s  generally, t h e r e b y  l o w ering the State' s r o y a l t y  and 

s e v e r a n c e  tax payments. Therefore, the State m u s t  b e  ve ry 

c a u t i o u s  in m a k i n g  sales to r e s e l l e r s  and should n o t  c o n s u m­

m a t e  t r a n s a c t i o n s  p u r e l y  for e x p o r t  a bsent a s u b s t a n t i a l  

p r i c e  premium, if at all.

T h e  f o r e g o i n g  m a r k e t  factors and i m p l i c a t i o n s  w i t h  r e s p e c t  

to State finances are d i s c u s s e d  in g r e a t e r  d e t a i l  in Part 

V(H) and P a r t  VI(A) of the F i n d i n g s  document.

V. P o l i c i e s  cn D i s p o s i t i o n  of R o y a l t y  Oil

A f t e r  r e v i e w  of m a r k e t  factors, g o v e r n i n g  statutes, the 

v a r i o u s  p r o p o s a l s  submitted, and o t h e r  m a t t e r s  a f f e c t i n g  the 

S t a t e ' s  interest, the D e p a r t m e n t  a d o p t e d  the f o l l o w i n g  

p o l i c i e s  w i t h  respect, to d i s p o s i t i o n s  of r o y a l t y  oil under 

the c u r r e n t  solicitation.

1. D e s p i t e  the p o t e n t i a l  a d ve rse financi al c o n s e q u e n c e s  

f r o m  i n -kind  takings d i s c u s s e d  u n d e r  the p r e v i o u s  section, 

it was d e t e r m i n e d  that the p r e f e r e n c e s  for i n - state  r e f i n i n g  

and s u p p l y  c o n t a i n e d  in the r o y a l t y  statutes (AS 38.05. 1 8 2 -  

183; AS 38.06) took p r e c e d e n c e  over those c o n s i d erat ions. 

C o n s e q u e n t l y ,  this s o l i c i t a t i o n  w as a p p r o a c h e d  as an o p p o r -
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t u n i t y  to s a t i s f y  r e q u i r e m e n t s  of in-st a t e  refiners and to 

e n t e r t a i n  r e s p o n s i b l e  p r o p o s a l s  from in-state suppliers. 

Concurrently , it w a s  c o n s i d e r e d  that s t r ictly export c o n t racts  

are no t e x p r e s s l y  favored b y  the statutes and that a b s e n t  a 

s u b s t a n t i a l  p r e m i u m  or other v a l u a b l e  c onsideration, they 

are n o t  in the State's interest.

2. The p o s s i b i l i t y  of a sale to the S t r a tegic P e t r o l e u m  

R e s e r v e  (SPR) was explored, b u t  m u t u a l l y  d i v e rgent e c o n o m i c  

o b j e c t i v e s  p r e c l u d e d  an a g r e e m e n t  at present. The p o t e n­

tial i t y  of the F e d e r a l  G o v e r n m e n t  lifting the r e s t r i c t i o n  

a g a i n s t  f o reign e xport of ANS crude was c o n s i d e r e d  to be 

s u f f i c i e n t l y  remote to render u n n e c e s s a r y  any p r e p a r a t o r y  

a c tio ns b a s e d  on that contingency.

3. The D e p a r t m e n t  r e c o g n i z e d  the State 's sometimes c o n­

fli c t i n g  role as a g o v e r n m e n t  and as an oil marketer. The 

n e g o t i a t i o n s  w e r e  s u b s t a n t i a l l y  c o m p l i c a t e d  b e c ause of the 

D e p a r t m e n t ' s  d e sire to a c h ieve p r o c e d u r a l  e qu ity and s u b­

stan t i v e  c o n s i s t e n c y  in a p p r o a c h i n g  the proposals. C o n c u r­

rently, the State a t t e m p t e d  to r e main m a r k e t  n e u t r a l  in the 

n e g o t i a t i o n s  b e c a u s e  of the c o m p e t i t i v e  r e l a t i o n s h i p  b e t w e e n  

m a n y  of the proponents. The p o s i t i o n  taken by the D e p a r t m e n t  

on a c o m m o n  issue was the same w i t h  respect to all s i m i l a r l y  

s i t u a t e d  parties.
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p r o p osal, w h e r e  t h e  D e p a r t m e n t  b e l i e v e d  that e n h a nced c o m­

p e t i t i o n  f r o m  a n e w  e n tr ant in the r e f i n i n g  b u s ines s w a r r a n t e d  

some c o n c e s s i o n s  to p r o v i d e  t h e m  w i t h  a r e a l i stic o p p o r t u n i t y  

to compete. Other  in-state r e f i n e r s  h a v e  rece i v e d  similar 

t r e a t m e n t  d u r i n g  their  b r e a k - i n  period.

4. T h e  D e p a r t m e n t  agreed to b e c o m e  the 100% s u p plier of 

c r u d e  oi l to i n - sta te r e f i n e r s  giv en suffici ent contra c t u a l  

g u a r a n t e e s  r e g a r d i n g  in-state p r o c e s s i n g  and m a r k e t i n g  of 

c r u d e  oil pr oducts. However, in v i e w  of the d e m a n d  for 

r o y a l t y  oil d u r i n g  this solicitation,  the D e p a r t m e n t  was 

c o n s t r a i n e d  to limit sales to amount s w h i c h  could be p r o c e s s e d  

in e x i s t i n g  facilities. Sales for n e w  refine r i e s  or expansi ons 

of e x i s t i n g  r e f i n e r i e s  w e r e  c o n s i d e r e d  on ly w h e r e  a c o m p a n y  

had m a d e  a f i r m  c o m m i t m e n t  to u n d e r t a k e  the n e w  facility or 

expansion.

5. T h e  D e p a r t m e n t  attemp ted to limit the ter m of any 

c o n t r a c t s  to 8 y e a r s  (the b e g i n n i n g  of P r u d h o e  Bay d e c l i n e ) . 

B e c a u s e  of a m o r t i z a t i o n  r e q u i r e m e n t s  for the p r o p o s e d  new 

D o y o n  refinery, the m a x i m u m  t e r m  was e x t ended to 12 years 

(estimated as the e a r l i e s t  d a t e  at w h i c h  P r udhoe decl ine 

m i g h t  c ause  W e s t  C o a s t  s upply shortages, at w h i c h  p o i n t  a 

m a x i m u m  r a n g e  of o p tions w i t h  r e spect to r o ya lty oil d i s­

p o s i t i o n  w i l l  be i m p e r a t i v e ) . R e q u e s t s  from v a r i o u s  pro-
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p o n e n t s  (including Doyon) for c o n t r a c t  terms r anged up to 20 

years o r  more.

6. T h e  D e p a r t m e n t  c a r e f u l l y  r e v i e w e d  a l t e r n a t i v e  p r i c i n g  

m e c h a n i s m s  to d e t e r m i n e  if some of the u n d e s i r a b l e  side 

ef f e c t s  of u s i n g  producers' r e p o r t e d  p r i c e s  as the basis

of the p r i c e  t e r m  could be avoided. It was r e a d i l y  apparent, 

however, t h a t  s h i f t i n g  to a d i f f erent m e c h a n i s m  was fraught 

w i t h  ris ks to b o t h  the State and its r o y a l t y  oil purchasers, 

and that t h e  e x i s t i n g  m e c h a n i s m  w a s  preferable. This v i e w  

was c o n f i r m e d  b y  the comments s o l i cited by the Depart m e n t  

f r o m  p r o s p e c t i v e  purcha s e r s  on a l t e r n a t e  p r i c i n g  mechanisms. 

The D e p a r t m e n t  c o n c u r r e n t l y  d e t e r m i n e d  that there are no 

c i r c u m s t a n c e s  u n d e r  w h i c h  the State's inter e s t  w o u l d  be 

served by a sale of r o y a l t y  oil for less than the legally 

p r e f e r r e d  in-va l u e  price. However, the D e p a r t m e n t  did not 

r e q u e s t  a c a s h  p r e m i u m  from any in-st ate refiner or supplier.

7. T he D e p a r t m e n t  recog n i z e d  that the State of A l a s k a  is 

one of the v e r y  few p o l i t i c a l l y  stable sources of long term 

crude o il c o n t r a c t s  anywher e in the world. Consequently, 

the St ate m u s t  be w a r y  of v a g u e  or impr ac t i c a l  p roposals 

u n d e r l a i n  by a p r i m a r y  interest simply in o b t a inin g a crude 

s u ppl y or u s i n g  that s u pply to finance a d e v e l o p m e n t  project. 

Therefor e, the D e p a r t m e n t  n o t i f i e d  all p u r c h a s e r s  that no
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c rude oil w o u l d  be d e l i v e r e d  until the p r o c e s s i n g  facility 

or ot h^T p r o p o s e d  use w a s  completed; i n t e r i m  t a k i n g  pending 

c o n s t r u c t i o n  of a p r o j e c t  (such as in the case of the Alp etco 

contract) w o u l d  n o t  be allowed. Calls on f u tur e royalties, 

also a f e a t u r e  of the A l p e t c o  contract, w e r e  s i m i larly 

excluded.

8. The D e p a r t m e n t  a t t e m p t e d  to avoid c o m p l i c a t e d  p e r f o r­

mance b e n c h m a r k s  s u c h  as those in the A l p e t c o  c o n trac t which 

w e r e  the source of m i s u n d e r s t a n d i n g  and controversy; instead, 

r e l a t i v e l y  s imple and c o ncise  standards w e r e  employed.

Since i n t e r i m  t a k i n g  is not a l lowed unde r a n y  contract, the 

b e n c h m a r k  issue is m i n i m i z e d  further.

9. W h i l e  the D e p a r t m e n t  a greed to supply in-state refiners 

w i t h  the m a x i m u m  v o l u m e  w h i c h  could be run t h r o u g h  their 

facility, it also r e s p o n d e d  to their r e q u e s t  that they not 

be r e q u i r e d  to t a k e  the full v o l u m e  at all times if market 

c i r c u m s t a n c e s  d i c t a t e d  otherwise. In r e t u r n  for the fact, 

however, that the m a x i m u m  v o l u m e  w o u l d  legally be committed 

to the p u r c h a s e r  for the entire 12 year t e r m  (severely 

limiti ng the S t a t e ' s  f l e x i b i l i t y  to devote t e m p o r a r i l y  

u nuse d v o l u m e s  to other p u r p o s e s ) , an o p t i o n  fee is charged 

to a p u r c h a s e r  on the d i f f e r e n c e  b e t w e e n  the m a x i m u m  contract 

v olume and the v o l u m e  a c t u a l l y  b eing taken at a -given time.
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10. The D e p a r t m e n t  a t t e mpted  to use the c u r r e n t  solicitation 

to m a x i m i z e  b e n e f i t s  to the State t h r o u g h  several pro posals 

r ather t h a n  c o n c e n t r a t i n g  on a single large scale project. 

W h i l e  it w o u l d  h a v e  p r e f e r r e d  to have c o n s u m m a t e d  more 

a g r e e m e n t s  than has b e e n  the case, c u r r e n t  d e p r e s s e d  m a r k e t  

c o n d i t i o n s  p r o v i d e  scant m a r g i n s  w i t h i n  w h i c h  to negotiate, 

m u t u a l  .y b e n e f i c i a l  transactions. However, c o n t racts are 

being s u b m i t t e d  for T e s o r o  (an in-state refiner) and Doyon

(a new e n t r a n t  in the A l a s k a  r e f i n i n g  business) to complem ent 

the e x i s t i n g  c o n t r a c t  w i t h  Mapco, a l s o  an i n - state refiner.

If an a g r e e m e n t  is f i nally reached w i t h  Chevron, contracts 

will e x i s t  w i t h  all p r e s e n t  and i m m e d i a t e l y  p r o s p e c t i v e  

Alaska  refiners.

11. The D e p a r t m e n t  sought from each p r o s p e c t i v e  p u r c ha ser 

p o s s i b l e  a v e n u e s  for r e d ucing the b u r d e n  of h i g h  fuel costs 

in rural (especially Western) Alaska. It b e c a m e  evident, 

however, that these high costs are p r i m a r i l y  a t t r i b u t a b l e  to 

the actual e x p e n s e s  incurred in h a n d l i n g  and d i s t r i b u t i n g  

individu al c a r g o e s  of crude oil p r o du cts to n u m e r o u s  small 

locali ties u n d e r  a d ver se conditions, and t h a t  prices could 

not be s u b s t a n t i a l l y  reduced a bsent a d i r e c t  subsidy.

E n h a n c e d  c o m p e t i t i o n  among refiners and i n - state suppliers 

c o u pled w i t h  l o w e r i n g  crude oil costs s ho uld bring some 

relief to W e s t e r n  A l a s k a  in the immed i a t e  future, however.
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12. B e cause of the interes t in e n h a n c i n g  e x ports of A l a s k a  

coal t h r o u g h  the use  of p e t r o l e u m  coke, the D e p a r t m e n t  

sought  o p t ions f r o m  all parties on resid u a l  p r o d u c t s  and any 

p e t r o l e u m  coke p r o d u c e d  b y  that p a r t y  from its r e f i n i n g  

facilities. It w o u l d  be the D e p a r t m e n t ' s  i n t e n t i o n  to make 

the o p t i o n  a v a i l a b l e  to any b o n a f i d e  e x p o r t e r  of A l a s k a  

coal.

13. Finally, the D e p a r t m e n t  r e v i e w e d  and r e vi sed its standard 

r o y a l t y  oil c o n t r a c t  b o t h  to p r o t e c t  the S t a te'r interest 

(reflecting some p a s t  e x p e r i e n c e s  w i t h  r o y a l t y  sales) and to 

a c hie ve basic fairness. In addition, the D e p a r t m e n t  endea v o r e d  

to approa ch all p r o p o n e n t s  on the basis of c o m m e r c i a l  r e a l i s m  

and to avoid a s k i n g  p u r c h a s e r s  to u n d e r t a k e  o b l i g a t i o n s

w h i c h  would be c o n t r a r y  to r a t ional  b u s i n e s s  principles.
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?8: B i l l y  B e r r i e r  DATE: 4/7/82
D i r e c t o r  
L e g a l  Services

FROM: B e t t y e  F a u r e n k a m p  RE: F I N A L  C o m m i t t e e  Substitute
C h a i r m a n  for SB 88C

The C o m m ittee w o u l d  like a  final Committee Substitute for 
SB 880 i n c o rporati ng the f o l l owin g n e w  section:

Page'.: I , line 28:

"Sec. 2. The C o m m i s s i o n e r  of the Department: of Natural

Resources shall m a k e  a final decisi on on the c o n t r a c t  b y

Septemb er 1, 1982, b a s e d  u p o n  Doyon, Ltd. securing financing

a n d  m a i n t a i n i n g  all o t h e r  elements of the contract."

Please r e n u m b e r  the f o l l o w i n g  section accordingly.

If you have a n y  q u e s tions p l ease contact Resa King at 
465-3334. W h e n  the b i l l  is c o m p l e t e d  j&laase r eturn  it to 
Room 211 C a pitol Building.
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In accordance w i t h  the provisions of Title 24 of the A l aska 
Statutes a r e view was c onducted to determine the ade quacy of 
internal controls over p e t r o l e u m  revenues. Criteria for the 
review included:

1. Compliance w i t h  the thirteen recommendations from our 
1979 audit.

2. The appropriateness of contractual arrangements b e t w e e n
the State and purchasers of royalty oil and/or gas.

3. The accuracy and timeliness of in-value and in-kind
royalty p a y m e n t s .

4. The Division of P e t r o l e u m  Reve nue and the Division of
Minerals and E nergy Manag ement's current and proposed
policies and procedure s for accounting for oil and/or
gas revenues.

5. The effect of current and potential litigation on the
oil und/or gas revenues accruing to the State.
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ORGANIZATION AND FUNCTION

Responsibili ty for c o l l e c t i o n  of oil and gas revenues b y  the 
State of Alaska is d i vided  b e t w e e n  two d e p a r t m e n t s : the
Department of Revenue, and the D epar tment of Natural R e­
sources. The A l a s k a  Oil and Gas C o n s e r v a t i o n  Commi s s i o n  
provides assistance to b o t h  departments b y  v a l i d a t i n g  p r o­
duction  volumes of oil and gas.

The functions of the two departments and the C o m m i s s i o n  are 
delegated as follows:

Department of Revenue, D i v i s i o n  of P e t r o l e u m  R e venue  is 
assigned authority  under Title 43 to administer the f o l l o w­
ing t a x e s :

AS 43.55 Oil and Gas Properties P r o d u c t i o n  T a x .

These taxus are computed and assessed as the larger of 
a "percentage tax" or a "cents-per-barrel tax". The 
current perce n t a g e  is 12.25%, or 15% dept iding on w h e n  
the well b e g a n  producing, of the gross vs lue at the 
point of p r o d u c t i o n  of taxable oil and 1 % for taxable 
gas. The c e n t s - p e r - b a r r e l  is .60 cents for "old oil" 
and .80 cents- p e r - b a r r e l  for all other oil. The cents- 
per-th o u s a n d  cubic feet of gas rate is c u r r ently .64 
cents. A d m i n i s t r a t i o n  of prod uc t i o n  taxes is desc ribed 
in the agency's b u d g e t  requests as through the p e r­
formance of field audits at A l a skan p r o d u c t i o n  f a c i l i t­
ies, plus p e r i o d i c  home office audits of the various 
oil companies r e p o r t i n g  p r o d u c t i o n  in Alaska.

AS 43.56 Oil and Gas Exploration, P roduc t i o n  and P i p e­
line T r a n s p o r t a t i o n  P r o perty T a x e s .

Taxation is a c c o m p l i s h e d  through appraisals and audits 
of prop erty in Alasl used for the exploration, p r o­
duction of, or pipe ne tra nsportation  of, gas or 
refined oil.

AS A 3.21 Oil and Gas Co rporate Income Tax (effectiveJuly 9, 19-ay:
This is a new a p p l i c a t i o n  of the Alaska Corporate 
Income Tax for firms p r o d u c i n g  or transporting oil or 
gas in Alaska. The D i v i s i o n  of P e t r o l e u m  Reven ue plans 
to administer this tax through desk and home office 
a u d i t s .
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Department of Natural  Resources, D i v i s i o n  of Minerals and 
Energy Manage m e n t  (DMEM) is as signed r e s p o n s i b i l i t y  for 
administering oil and gas leases and royalties derived 
therefrom. Current p r o d u c i n g  leases allo cate 12.5 p e r c e n t  
of the oil/gas p r o d u c e d  to the State. The State has the 
o ptio n of accepting the w e l l h e a d  value of the commodity from 
the producer or accep ting the oil/gas itself. R o yalty on 
oil produ c t i o n  from the Cook Inlet leases is curre ntly taken 
in-kind and sold to T e s o r o  A l a s k a  P e t r o l e u m  Corporation.
Gas from the N o r t h  Cook Inlet field is taken in-kin d and 
sold to the Alaska P i p e l i n e  Company. T here is also an 
agreement with Phillips P e t r o l e u m  Company, the producer, 
under which Phillips agrees to p u r chase any gas not taken by 
Alaska Pipeline Company, at a price establ i s h e d  b y  Phillips.

At present, royalty on P r udhoe Bay oil p r o d u c t i o n  is split 
be tween in-value and in-kind. A p p r o x i m a t e l y  7.0 p e rcent  of 
the total nec p r o d u c t i o n  (total oil production, less topping 
plant, less wastes, plus gas liquids), is taken in-kind.
The remainder of the 12.5 p e rce nt royalty is taken in-value. 
Subsequent to June 30, 1981, the in-kind roya lty share will 
increase to a p p r o x i m a t e l y  99 percent.

Alaska Oil and Gas C o n s e r v a t i o n  C o m m i s s i o n  is an independent 
quasi-judicial agency of the State formed J a n u a r y  1, 1979.
The Commission adminsters the functions f o r merly delegated 
to the Division of Oil and Gas, w i t h i n  the Depa r t m e n t  of 
Natural Resources. Un der Title 31, the C o m m i s s i o n  is r e­
sponsible for c o n s e r v a t i o n  of oil and gas in the State. The 
Commission, through the technical expertise of their staff, 
assists in the colle c t i o n  of p e t r o l e u m  revenues by inspecting 
and verifying the accur a c y  of meters used ^o measure the 
volumes of oil produced in the State.
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FINDINGS AND RECOMMENDATIONS

Recommendations No. 1 t h r o u g h  No. 3 are a d d r essed to the 
Department of Revenue, D i v i s i o n  of P e t r o l e u m  Revenue; No. 4 
through No. 12 are a d d r essed to the Department of Natur al 
Resources, Divi s i o n  of Min erals and Energy Management;  No.
13 is addressed to b o t h  the D i v i s i o n  of P e t r o l e u m  Re v e n u e  
and the Div is i o n  of M i n erals and E n ergy Management; No. 14 
is addressed to the A l a s k a  Oil and Gas C o n s e r v a t i o n  C o m­
mission.

Recomm e n d a t i o n  No. 1

Oil and gas p r o d u c t i o n  tax a u d itin g should be expanded to 
include more detailed v e r i f i c a t i o n !

R e c o m m e n d a t i o n  No. 1 of the 1979 r e v i e w  conducted by us 
stated that the D i v i s i o n  of P e t r o l e u m  R e venue should conduct 
audits of producer's a c c o u n t i n g  records to v e r i f y  the 
accuracy of i nformation  submi tted on oil and gas p r o d u c t i o n  
tax returns.

Since that time, the D i v i s i o n  of P e t r o l e u m  R e v e n u e  has p e r­
formed income tax and p r o d u c t i o n  tax field audits of p r o­
ducers which,, as of June 30, 1981, have resulted in 22 
assessments totalling a p p r o x i m a t e l y  $16 million. In the 
course of these audits the D i v i s i o n  has relied p r i m a r i l y  on 
produce r prepared information, and to a lesser extent on 
detailed tests of transactions. In the judgment of the 
Division, their reliance is not m isplaced due to the degree 
of internal and external a u d i t i n g  to w h i c h  the producer 
prepared information is subjected.

Under the circumstances p r e v a i l i n g  earlier, such as limited 
staff, and severe time constraints, this appears reasonable. 
We recommend, however, the Division expand the appli c a t i o n  
of detailed tests to include r  larger percent age of tanker 
t ransportation costs. We belie ve this w ould be the most 
productive area to invest additional audit effort since it 
is generally the largest cost after the TAPS tariff, and is 
comprised of a very large number of transactions. It would 
be most likely, we believe, to result in additional a s s e s s­
ments, of all the cost areas to which additional testing 
could be applied.

Recommendation No. 2

The Division of P e t r o l e u m  Revenue should e s t a b lish procedures 
to validate reported p r o d u c t i o n  volume data for the Prudhoe 
bay f i e l d .

The Division of P e t r o l e u m  R e ve nue does not m a i ntain a close 
working relationship wit h the Alaska Oil and Gas C o n servat ion 
Commission ( A OGCC) .
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While P e t r o l e u m  R e v e n u e  has conta cted A O G C C  in the past in 
order to b e c o m e  famil i a r  w i t h  their f u n c t i o n s , contact was 
not maintained. B e c a u s e  of this, P e t r o l e u m  R e v e n u e  has not 
b e e n  aware of P r u d h o e  Bay v olum e changes stemm i n g  from 
breakdowns in the m e t e r i n g  system. If the produ cers do not 
prepare amended returns, P e t r o l e u m  R e v e n u e  is u n a w a r e  of 
necessary adjustments to oil and gas volume. D u r i n g  February 
and M a r c h  1980, a m e t e r  p r o v e r  f a ilure occurred  at Pump 
St ation No. 1 w h i c h  was detecte d b y  Sohio. However, since 
Sohio did not s u b m i t . a m e n d e d  returns, P e t r o l e u m  R e venue  was 
not aware of the a d j usted  p r o d u c t i o n  volumes u ntil informed 
b y  u s .

Since P e t r o l e u m  R e v e n u e  needs the i n f o r m a t i o n  to reconcile 
tax returns, a close w o r k i n g  r elati o n s h i p  shou ld be d e v e l o p­
ed w i t h  AOGCC to e ns ure an u n i n t e r r u p t e d  fl ow of p r o d u c t i o n  
data.

Recomm e n d a t i o n  No. 3

The D i v ision of P e t r o l e u m  R e v e n u e  should s p onsor legislation 
to increase the interest rate charged producers on delinquent 
p r o d u c t i o n  t a x e s .

The 1979 audit report r e c o m m e n d e d  legisl a t i o n  to increase 
the interest rate on delinquent p r o d u c t i o n  taxes f rom six to 
eight percent per annum.

AS 43.55.060 p r o vide s s p e c i f i c a l l y  for interest to be paid 
on delinquent p r o d u c t i o n  taxes for gas and oil at the rate 
of six percent per annum. Conversely, however, if the 
producer should o v e r p a y  his taxes he is reimbu r s e d  the 
amount of the overpa y m e n t  plus eight percent interest per 
annum. By contrast, all other delinquent taxes carry an 
annual interest rate of eight p e rc ent in accoida nce with the 
provisions of AS 43.05.225. House Bill 187 was introduced 
during the 1979 legisla tive s e s s i o n  to repeal AS 43.55.060. 
However, it failed to w i n  approval.

In an era of high interest rates, six percent is inappropriate 
and should be increased to a more realistic amount. Further, 
the rate should be made consistent with the rate prescribed 
for reimbursement of overpayments.

Moreover, since the oil and gas p r o d u c t i o n  tax is one of the 
State's largest sources of revenue, and since short term 
interest rates g r e a t l y  exceed six percent, interest charged 
should be great enough to deter producers from becomin g 
delinquent w i t h  p r o d u c t i o n  tax payments.
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The Division of Minerals and E n e r g y  M a n a g e m e n t  should v e r i f y  
the reported Prudhoe Bay daily oil p r o d u c t i o n .

This was R e c o m m e n d a t i o n  No. 13 in the 1979 audit.

The Division of Minerals and E n e r g y  M a n a g e m e n t  receives 
copies of the daily log summaries, m e t e r  p roof reports, and 
the Alaska Oil and  Gas C o n s e r v a t i o n  Commis s i o n  meter p r ovi ng 
field reports but they are m e r e l y  placed in files.

Producti on data, based o n  run tickets, is c u r r ently accepted 
b y  both DMEM and the D i v i s i o n  of P e t r o l e u m  R e v e n u e  w i tho ut 
verification. This poses the p o s s i b i l i t y  of errors on 
producti on reports going undetected. The net effect could 
be discrepancies in the royalties received b y  the State.

DMEM should use the data p r o v i d e d  b y  the W a u g h  instrument at 
Pump Station No. 1, and the daily run tickets, to double 
check the accuracy of r e p orte d production. This data should 
be provided to the D i v i s i o n  of P e t r o l e u m  R e venue for review 
and comparison so that any adjustmen ts in p r o d u c t i o n  data 
w h i c h  are required for s e v e ran ce tax purposes can be i n i t i­
ated .

Recommendation  No. 5

The Executive Branch should i nform  the L e g i s l a t u r e  prior to 
entering into contracts of over one year d u r a t i o n  for the 
sale of royalty oil or g a s .

Phillips P e t r ol eum Company, a p r o d ucer of natural gas in the 
North Cook Inlet field, entered into an agreement w i t h  the 
Denartment of Natural Resources w h e r e b y  Phillips agreed to 
take all the royalty natural gas whic h the State, under a 
separate contractual agreement, could not sell to the Alaska 
Pipeline Company. The terms of the initial contract with 
Phillips and a subsequ ent letter of agreement ext ending the 
contract had the effect of r e s t r i c t i n g  the State's ability 
to recover additional royalties through audit adjustments to 
the price paid by Phillips for the natural gas.

We questioned the terms of the contract and L etter of A g r e e­
ment based on the fact that the Executive Branch did not 
request Legislative approval as required by the provisions 
of AS 38.06.055.

The Attorney General in an o p i n i o n  dated November 3, 1981, 
stated that AS 38.06.055 was u nconstit utional based u p o n  the 
separation of powers.
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Inasmuch as AS 38.06.055 represents a clear e x p r e s s i o n  of 
legislative intent, it w o u l d  behoo ve the Execu t i v e  Branch to 
foster a spirit of cooperati on o n  this m atter  b y  affording 
the L egislature the opportunity to r e v i e w  contractual a r r a n g e­
ments entered into for the sale of oil and gas w h i c n  exceed 
one year in duration.

R e c o m mend ation No. 6

The Department of Natural R esources should r evi se and s t r e n g t h­
en its contract p r o c e d u r e s .

We found that contracts for the sale of r o y a l t y  in-kind oil 
are poorly w r i t t e n  and could lead to a loss of royalty 
revenue to the State.

All the contracts entered into w i t h  purchaser s of Prudhoe 
Bay in-kind royalty oil include ambiguous clauses relating 
to adjustments to billings which could r e s trict the State's 
ability to revise billings to a p eriod of twelve months or 
two years followi ng initial billing, d e p e nding  on whose 
interpretation is accepted.

Since the selling price for in-kind royalty oil f r o m  the 
Prudhoe Bay field is a m o nthly w e i ghted average of all 
Prudhoe Bay producer's values, and since the values are 
subject to subsequent change through producer price r e­
visions, corre c t i o n  of errors, and P e t r o l e u m  R e v e n u e  audits, 
the inclusion in the contracts of time limitations on a d j u s t­
ments is u nduly restrictive and we b e lieve m a y  constitute a 
violation of State law under the provisions of AS 09.10.120.

R ecommendat ion No. 7

DMEM should initiate action  to recover royalties for gas 
liquids p a ss ing 'through Purnp Station No. 1.

On June 27, 1980, the Prudhoe Bay Field Unit Operator (Sohio) 
was notified by DMEM that the proper method of reportin g gas 
liquids being metered through Pump Station No. 1 is the same 

A s  for crude oil. Royalty accountin g cited AS 38.05.180(a)
/ a s  the statutory authority. AS 38.05.180(a) states in part,

/ A  "of such royalty as may be fixed in the lease".

/ Paragraph 2 of the standard competitive oil and gas lease,
/ applicable to Prudhoe Bay, states that, "oil means crude
f petroleum oil and other hydrocarbons regardless of gravity
' which are produced and saved in liquid form at the well by

ordinary production methods".
I

On April 3, 1981, S ohio was informed by P e t r o l e u m  Revenue 
that gas liquids passing through Pump Station  No. 1 should 
be treated as oil foi tax purposes.
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Since gas liquids are to be treated as oil for tax purposes 
they should be treated as oil for roya lty purposes.

Beginning June 1980, and c ontinuing through April 1981, gai* 
liquids equivalent to 49,152 r o y a l t y  barrels have b e e n  metered 
at Pump Station No. 1. Total r o y alty in-value barrels amount 
to 22,219 with a total dollar value of $438,709. Of the 16 
producers in the Prudhoe E>ay field,, only E x x o n  and ARCO have 
included gas liquids in their m o n t h l y  payments for in-value
o i l .

The other 14 producers collectively owe the State $258,257 
for the period June 1980, through April 1981. The State in 
turn owes ARCO $122,520 for ov erpayment for gas liquids.

DMEM should take the necessary a ction to recover the gas 
liquid royalties from the respective producers.

Recommendation No. 8

DMEM should exclude topping plant crude in its comp u t a tions 
of in-kind royalty o i l .

Billings to purchasers of royal ty oil were overstated in the 
amount of $1,678,518 for the period November 1979, through 
April 1981.

Prior to July 1, 1981, Ity barrels taken in-kind by the
State were computed eac nth on the basis of total p r o d u c­
tion, including gas liquids, times the percentage of total 
producti on each purchaser had contracted to purchase.

The amount of in-kind oil was then deducted from total
royalty oil to arrive at in-value oil.

Included in the total monthly pro duction is topping plant
crude. Topping plant crude is oil which is diverted to a
topping plant controlled by ARCO and Exxon w here products 
are made for sale to contractors in the Prudhoe Bay field. 
Since oil diverted to the topping plant does not reach Pump 
Station No. 1, it should not be included in pro duction wh n 
computing in-kind royalty oil.

DMEM is in the process of notifyi ng the purchasers and will 
adjust future billings to reflect the o v e r p a y m e n t .

In overstating in-kind royalty oil, DMEM unders tated iu- 
value royalty oil by 12.5 percent of the amount taken by the 
topping plant. This will require additional payments by the 
Prudhoe Bay producers for in-valuc royalty oil for the 
period November 1979 to April 1981. To date, DMEM has not 
made these adjustments. •
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I
R e c o m m e n d a t i o n  No. 9

Adjustments should be made to in-value r o y a l t y  payments in 
a t imely manne~r~!

In-value prices f o r m  the basis for the c o m p u t a t i o n  of the 
Exhibit "B" prices w h i c h  are u s e d  in the m o n t h l y  billings to 
purchase rs of in-kind royalty oil.

rf adjustments are made to the in-value prices of the p r o­
ducers, this will requ ire adju stments to the £xv bit "B" 
prices charged the purchasers of in-kind royalty oil.

The adjustments are the result of producer  revisions in the 
prices originally u s e d  for in-value royalty payments, e x t e n­
sion errors discov ered by DMEM, or P e t r o l e u m  R e venue audits 
of producers.

We found that adjustments to the Exhibit "B" prices had not 
b e e n  made since A ugust  1980. In addition, the adjusted 
Exhibit"B" prices used for May, June and August 1980, require 
further revision. These revisions are n e c e s s i t a t e d  by 
errors in the q u a n tity of barrels used, failure to include 
field costs in the in-value price, and p r o d ucer rev ision of 
the in-value price originall y used in the Exhibi t "B" c o m p u­
tation. The net effect, as of April 30, 1981, of not making 
the adjustments w a s  an u n d e r s t a t e m e n t  on b illings of $595,269.

Additional adjustment may result from P e t r o l e u m  Revenue 
audits of the producers which can affect the in-value prices. 
Changes in the in-value prices can affect the Exhibit "B" 
prices. As of August 3, 1981, the audits of the major 
producers in the Prudhoe Bay field had not b e e n  completed, 
although the audits of all major Prudhoe Bay producers are 
tentatively scheduled for co mple t i o n  by December 31, 1981.

Due to the time limitation imposed by the terms of the 
State's contracts with purchasers of royalty in-kind oil on 
b i l ling adjustments, any delay in revising the Exhibit "B" 
price could signifi cantly affect royalty revenues. At the 
present time there is some c o n f usion over w h e t h e r  adjustments 
to billings are restricted to twelve months, twenty-four 
months or six years from the date of the billing. DMEM has 
attempted to obtain waivers from purchasers acknowledg ing 
the State's right to adjust billings up to six years from 
the initial bill ing date.

Most producers have a c k nowl edged the State's right to adjust 
billings up to six yi rs from tue date of the initial billing 
However, A l petc o has stated that it will not grant the State 
the right to make adjustments up to six years but will 
enforce their i n t e rpret ation of the contract which limits 
adjustments to twelve months.
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B e c a u s e  of Alpetco's p o s i t i o n  the State should:

1. D e t e rmine the l egality of the contract clauses w h i c h  I
p l a c e  restrictions on the timing of adjustments to j
billings.

2. Pursue aggressively  the audits of the P r u d h o e  Bay pro- jj
ducers to ensure comple t i o n  at an e a r l y  date in order to 
p r e c l u d e  the loss of revenue in case the Alpetco position 
should prevail. j

R e c o m m e n d a t i o n  No. 10
‘ I

Sta ndard lease agreements s hould be revised to require p r o - I
ducers to p a y  interest on all delinque nt r o y a l t y  payments
for in-value o i l . ' .

For roy alty in-value, standard compe t i t i v e  oil and gas 
leases include the clause "All r o y a l t y  that m ay become 
p a yable in money to lessor shall be p a i d  on cr b ef ore the j
last day of the calendar mont h f o l l o w i n g  the m o n t h  in w h i c h  L
the oil or gas is produced." D u r i n g  the p e r i o d  July 1977 
through April 1981, there were 249 instances w here royalty 
payments w e r e  recorded by the State s u b s e q u e n t  to the p a y­
ment due date. DMEM has not taken a c t i o n  to ensure payment 
by the producers w i t h i n  the time allowed.

Part of the cause of this apparent h i g h  d e l i n q u e n c y  rate _s 
that some producers are not issuing warrants or initiating 
wire transfers until the last day of each month, in which 
case they are not b eing rec orded by the State until the 
subsequent mouth. However, of the 249 instances noted, 124 
showed late payments of between four and thirt y - f i v e  days.

At the present time contracts w i t h  p urc hasers of in-kind oil 
include an interest rate on late pay ments at an annual rate 
equal to the prime rate plus 1.25 percent. Stand a r d  leases 
should be revised to include the same p e n a l t y  for late 
payments by producers.

R e c o m m e n d a t i o n  No 11

DMEM should initiate procedures to validate payments made by 
Tesoro for in-kind oil for the p e r i o d  J a n u a r y  1, 1978',' to d a t e .

Our audit disclosed that payments m a d e  b y  T esoro for the 
period Janua ry 1, 1978, to date have not bee > verified by 
DMEM. It appears that Tesoro o v e rpaid the C' te $301,737 
during this period. Unlike the procedur es fol owed for 
purchasers of Prudhoe Bay oil, DMEM does rot bill Tesoro.
Tesoro prepares a statement of the in-kind oil deli vered to 
it by the producers in Cook Inlet fields, and u s i n g  posted 
field prices, computes the amount w h i c h  it owes the State.
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The data subm itted by T esoro is subject to r e v i e w  by DMEM. 
However, DMEM has not b e e n  r e v i e w i n g  the payments made by 
Tesoro. Part of DMEM's r e a s on ing for not re viewing and 
adjusting the Tesoro payments is b a s e d  on the findings of a 
United States Department of E n ergy audit conducted for the 
period November 1973, through Decem b e r  1977. The audit 
found that Tesoro h a d  overpaid the State $895,478. Since 
this audit is still subject to review, and since its findings 
have not b e e n  implemented, DMEM, on the advice of the Attorney 
General, has refrained f r o m  r e v i e w i n g  and adjusti ng Tesoro 
billings for accuracy subsequ ent to calendar year 1977.

Recomm e n d a t i o n  No. 12

DMEM should adopt proced ures to account for and v e rify the 
accuracy of royalty revenues r e c e i v e d  on a shared basis w r t h  
tftr. Federal government^ 1

This was R e c o m m e n d a t i o n  No. 9 in our 1979 audit.

i The United States Mineral L e a s i n g  Act of 1920 p r o vided that
the State is to receive  90 p e rce nt of all bonus payments, 
royalties, and rentals, net of amounts payable to the Alaska 
Native Fund, derived from mineral leases on Federal lands 
w i thi n Alaska.

A United States C omptroller G ener a l ' s  opinion, dated July 29, 
1975, provided that payments derived from leases on National 
Wildlif e Refuge S y s t e m  lands ■should not be shar ed w i t h  the

M , State, but should be paid to the Federal Fish and
W i l dlife Service. As a result of the Comptroller General's 
opinion the State's revenues, from Federal royalties according 
to our 1979 audit report, decr eased form $7,000,000 per year 
in 1975 to appro x i m a t e l y  $1,500, 000 per year during the 
s ucceeding years.

In November 1975, the Alask a State Attorney General filed a 
suit contesting the action by the C om ptroller General. The 
funds in dispute have a c cumula ted .in escrow pending r esolution 
of the lawsuit which was decided in fav^r of the State by 
the United States Supreme Court during 1981.

Our 1979 audit recommende d that DMEM ascertain  the amounts 
currently held in escrow p e n d i n g  the outcome of the lawsuit.
It was also recommend ed that D M E M ^ m a i n t a i n  a continuous 
accounting of funds until the lawsuit was resolved in order 
to verify amounts due the State in the event of a favorable 
court ruling.

I DMEM did not take the necessary steps to implement this
recommendation. D M E M  does not k n o w  whether the amount held 
in escrow is the correct amount due the State from the 
Federal government.
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The Director of the P e t r o l e u m  R e v e n u e  audit s e c t i o n  has 
indicated to us that an audit of the U n i t e d  States Geological 
Survey, the a g e n c y  r es ponsible for a c c o u n t i n g  for joint 
Federa l / S t a t e  leases, will be completed d uring September
1981. The audit should d e t e rmine the a c c uracy of the Federal 
payments to the State.

However, DMEM should e s t a b l i s h  procedures to validate future 
amounts remitte d as shared royalties by the Federal government,. 
They might, for example, a r range to receive copies of the 
mo nthly p r o d u c t i o n  reports submi t t e d  by producers to the 
Federal government  as an aid in desk auditing.

R e c o m m e n d a t i o n  No. 13

DMEM and the Division of P e t r o l e u m  R e v e nue should establish 
m o r e  effective communications^

Since receipts derived from  taxes and royalties on oil and 
gas p r o d u c t i o n  constitute the b u l k  of the State's revenues, 
every effort should be made, b y  those responsible for billing, 
receiving, and accounting for the revenues, to ensure their 
accuracy.

During our r e v i e w  we noted that the close cooperation b e­
tween the D i v i s i o n  of P e t r o l e u m  Revenue and the Division of 
Minerals and Energy M a n a g e m e n t  envisioned b y  the Legislature 
w h e n  ena ct i n g  legislation w h i c h  transferred the audit function 
to P e t r o l e u m  Revenue  from DMEM (Reference Section 1, Chapter 61, 
SLA 1980) h a d  not yet materialized. P e t r o l e u m  Revenue, it was 
noted, had scheduled r o yalty  audits, without the benefit of 
input from DMEM, the agency responsible for accounting for 
royalty revenues.

It should be noted that since the co mpletion of our field 
work, initial steps have b e e n  taken by the respective agencies 
to improve their worki ng relationship.

R e c o m m e n d a t i o n  No. 14

The Alaska Oil and Gas C o n s e r v a t i o n  Commi s s i o n  should s t r e n g t h­
en their review of meter p r o v i n g  data r e p o r t s .

Five of twelve inspection reports r eviewed for 1980 c o n­
tained information that did not correlate to the c o r r e s­
ponding meter ticket in the case of meter pulls, or to a 
pipeline company's p r oving  report in the case of meter 
proving.

Since the twelve reports cover thirty-si x meters and the 
five errors cover seven meters, the composite error rate was 
determined to be 19.5 percent.
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A h i g h  error rate detracts f r o m  the integrity of the meter 
ticket whi ch forms the basis for produc t i o n  data. This 
could in turn hamper the d e s k  audit function throu gh the 
p r e s entation of conflicting data.

In a ddition to the s even instances cited above, the reports 
were fund to lack require d field data (13 instances) or 
other data such as gross and/or net barrels (9 instances).

Adequate review procedures cons is t e n t l y  applied could 
s ignificantly reduce the error rate.

Recom m e n d a t i o n  No. 11 i n  the 1979 audit report addressed 
this issue.
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JAY S. HAMMOND. GOVERNOR

U fiP A ItB lE N T  OSF REVENUE
O F F IC E  O F  TH E COM M ISSIONER

POUCHS
JUNEAU. ALA SKA  99811 
PHONE: (9071 465-2300

January 14, 1982

Mr. Gerald L. Wilkerson, CPA 
Legislative Auditor 
Division of Legislative Audit 
Pouch W
Juneau, Alaska 99811

Dear Mr. W;lkerson:

RE: Review of Petroleum Revenues 
Division of Petroleum Revenue 

_________ August 15, 1981________

I wish to thank you for the opportunity to respond to your August 15, 1981 
report regarding the audit of the Petroleum Revenue Division. We share an 
interest in ascertaining that all reasonable procedures"are being taken to 
gain full compliance with Alaska's oil and gas tax statutes and the leasing
contracts entered into with members of the oil and gas industry.

Recommendation No. 1:

Oil and gas production tax auditing should be expanded to include more 
detailed verification.

This ecominendation pertains to that portion of the tanker costs which 
represent approximately 4-8% of the entire cost of transporting crude oil
from the point of production to the refinery gate.

Although there is a question whether these are "material," we do assure 
ourr^lves as to their accuracy. Our reliance on schedules provided by the 
tanker companies is based on several factors, including the fact that tanker 
subsidiaries are usually profit centers in their own right and it is, 
therefore, in their interests to keep expenses to a minimum. Our informa­
tion is obtained from the tanker company reco^s, not from the producing 
companies. We rely on the fact that internal control reviews are done by 
internal and independent auditors for these companies which verify the 
ability of the accounting systems to generate valid data from which these 
schedules are prepared. Nevertheless, when we encounter unusual results 
which create doubt about some of the expense amounts (particularly fuel and 
labor) we do select a sample and perform tests of transactions.

To resolve any differences of professional opinion about the degree to 
which these transactions should be tested, the Division has completed a 
statistical sample of these tanker operating expenses reported by the 
three major Prudhoe Bay producers. These tests have corroborated the 
results previously relied upon by the Division and will be available for
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review by Legislative Audit as soon as the work papers are assembled in 
final form.

Recommendation No. 2:

The Division of Petroleum Revenue should establish procedures to validate 
reported production vo'ume data for the Prudhoe Bay Field.

We agree this additional :tep may be useful. It is possible that none of 
the 16 Prudhoe Bay producers, eitner as a matter of error or each of the 
producers acting in consort with each other, would file amended income or 
severance tax returns with the Department of Revenue. It is also possible 
that, as a result of either or both of these conditions, amended royalty 
reports might not be filed with DMEM. Therefore, a comparison by the 
Petroleum Revenue Division of the volumes reported to each of the Divisions 
would not necessarily disclose a meter error.

Recommendation No. 3:

The Division of Petroleum Revenue should sponsor legislation to increase 
the interest rate changed producers on delinquent production taxes.

We concur with this recommendation and the Division will continue its 
effort during the 1982 session to correct the disparity between the rate 
of interest paid on production tax refunds and that received from production 
tax assessments.

Recoiimendation No. 13:

DMEM and the Division of Petroleum Revenue should establish more effective 
communication';.

The Petroleum Revenue Division is very much concerned with effective com­
munication with DMEM as it equally is with other State and Federal agencies 
who have information which may improve the quantity or quality of the 
examinations performed by this Division.

Clear and cogent evidence of this Uivis.Ln's efforts, on Its own motion, to 
obtain input from DMEM pertinent to the examination of royalty obligations, 
is found in documents prepared in September and October 1980. These docu­
ments identify each Alaska oil and gas producer, their respective type(s) 
of production, reported value, the materiality of their production and, if 
any, other important facts peculiar to that producer; however, the most 
important feature of the meetings giving rise to these documents was the 
mutual effort by both Divisions to pinpoint audit targets known at that 
time.

In addition, since those early discussions, the auditors in this Division 
have spent a considerable amount of time, before and during the audit of 
producers, gathering information from royalty reports maintained in the 
offices of DMEM. This of course affords ample opportunity for the person­
nel from each Division to continue their discussions of audit issues or 
develop new ones, as the case may be, and at the same time this procedur- 
keeps DMEM aware of the examinations tins Division has in progress.

Therefore, in light of the actions and operating conditions outlined above, 
it is obvious that this Division is concerned with effective communication 
and will continue its efforts toward that end.
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Thank you again for an opportunity to comment on your report dated 
August 15, 1981.

Sincerely,

J L

Thomas K. Williams 
Commissioner of Revenue

TKW/LEN:hws

cc: Fred Boetsch, Director
Division of Petroleum Revenue

- 16 -
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A L A S K A  O I L  A N D  GAS C O N S E R V A T I O N  C O M M I S S I O N

Thru:

Hamilto nHoyle H. 
C h a i r m a n

L o nni e C. Smith 
C o m m i s c i o n e r

! % . l * .V
B l a i r  E. W c n d z e l l  
Letrol eum Inspect.or

r

April .16, 19 81

Change'3 M a d e  t o  Correct 
Short- C o m m i n g s  Exposed 
by t h e  Recent L egisl ative 
A u d i t .

During t h e  recent legis l a t i v e  audit of o u r  efforts t o  e n sure oil 
shipments are a c c u r a t e l y  m e t e r e d  from t h o s e  fields w h e r e  the 
state has a r o ya lty interest, I spent c o n s i d e r a b l e  t i m e  with t h e  
auditor, Stacy Wermuth.

During t h e  audit, it b e c a m e  obvious that while t h e  n u m b e r  of 
field inspections v/as adequate, o u r  h a n d l i n g  of t h e  data was 
sloppy. W o  w e r e  n o t i c e a b l y  d e f i cient  in t h e  following 3 areas:

1. field  reports were i nadequately f illed out?
2. field reports w e r e  not bei ng c h e cked in the office?
3. some of t h e  f i e l d  reports were being s e p a r a t e e  duri ng 

t h e  f iling pro cess.

As a result of t h e  above, I a n a l y z e d  t h e  i n s p e c t i o n  trip''- which 
had been audited. I made a tabulation, by inspector,
correct and incorrect inst a n c e s  of data c o m p i l a t i o n  for 
motor proving and d e l ivery t i c k e t  witnessing. As a result of my 
analysis, we hav e made changes t o  a l l o v i r.ce the problems dis- 
j u s e or above. Actions t a k e n  a re as follows:

1. The rump S t a t i o n  {jl, M e t e r  Proving Data Report has been 
m odified t o  b e t t e r  indicate t h e  data which s h o u l d  be 
e n t e r e d  on t h e  form. Lonnie and I d i s c u s s e d  with t h e  
i nspe ctors t h e  i m p o r t a n c e  of accurately and completely 
filling out t h e  ir.eter p r oving forms.

2. W e  sot up a p r o c e d u r e  where by I w o u l d  r e v i e w  all 
M e t e r  rrovlng Data Report s before- t h e  inspectors t r a n­
smit t h e m  t o  Lonnie.

2. I d i s c u s s e d  w i t h  Fran why the report pages s hould not
be s e p a r a t e d  d u r i n g  filing of the  date.

Whilo the au ditor's report may indicate additional changes are 
necessary, the changes d i s c u s s e d  in this memo wero so obviously 
neccsfiary that we h a v e  alrea dy initiated them. If additional 
changes are recom: nd od in t h e  auditor's report, v/c will analyze 
t h e  recommendations r make t h e  canges if they are warranted. 
If we believe t h e  .eional r e c o m m e n d e d  changes are not w a r­
rant cd, we will p r o v i d e  y o u  with detail ed comments  t o  s u b s t a n­
tia t e  our reasoning.
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If y o u  h a v e  any c o m m e n t s  on my analysis of t h e  m e t e r  p r o v i n g  
reports, t h e  actions t a k e n  t o  improve our data handli ng, o r  
r e g a r d i n g  this memo, I will he glad t o  discuss them w i t h  you.
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DEPARTMENT OF NATURAL RESOURCES /
O FFIC E  O F TH E C O M M ISS IO SEH  !  u rn  flo o r .  s t a t e  o ffic e  blo g .

/  POUCH M  -  JUNEAU 53$ 11

January 13, 1982

Dear Mr. Wilkerson: AUDIT
Re: Preliminary Audit

A Review of Petroleum Revenues 
Division of Minerals and Energy Management

This letter addresses the findings and recommendations in your Preliminary 
Audit Report of December 21, 1981.

Opening narrative:

In the opening narrative describing the duties of the Division of Minerals 
and Energy Ma gement, there is a slightly misleading statement in the last 
sentence of the first paragraph on page 3 regarding the agreement between 
Phillips . -’troleum Company and Alaska Pipeline Company. Article 4.3 of 
Phillips' l ntract states that "lessee agrees to purchase from the state from 
time-to-time ;hose volumes which APC is unable (emphasis added) to take." We 
suggest that the last sentence of your report be modified to read, "There is 
also an agreement with Phillips Petroleum Company, the producer, under which 
Phillips agrees to purchase any gas Alaska Pipeline Company is unable to
take, at a price established by Phillips."

Recommendation No. 4:

The Division of Minerals and Energy Management should verify the reported 
Prudhoe Bay daily oil production.

As you are probably aware, until last fall the Royalty Accounting section of 
Division of Minerals and Energy Management (DMEM) was severely short of 
staff. This lack of staff prevented implementation of your 1979 
recommendation.The 1981 Alaska Legislature approved Governor Hammond's Fiscal
1982 budget request for Royalty Accounting personnel and an online
mini-computer. The mini-computer is expected to be operatonal by March 1, 
1982. Royalty Accounting software programs have been written and are now 

operational.

Gerald L. Wilkersori, CPA 
Legislative Auditor 
Division of Legislative Audit 
Pouch W
Juneau, AK 99811

JAN 1 9  1982
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We agree that the daily log summaries and meter proof reports should be 
verified against the daily run tickets from Pump Station 1. On November 1, 
1981, DMEM began manual verification of these documents to check the accuracy 
of reported production. A program will be written this spring to transfer 
this function to the computer.

Recommendation No. 5 :

The Executive Branch should inform the Legislature prior to entering into 
contract of over one year duration for the sale of royalty oil or gas.

Although the Attorney General has determined that AS 38.06.055 is 
unconstitutional based on separation of powers, it is the department's policy 
to send royalty oil and gas contracts to the Legislature for review and 
approval if they exceed one year in duration. The royalty oil contracts 
currently being negotiated will not be effective until approved by the 
Legislature.

Recommendation No. 6 :

The Department of Natural Resources should revise and strenghten its contract 
procedures.

I concur with your assessment that some provisions of the in-kind royalty 
contracts may be poorly drafted and do not adequately protect the state's 
interest. I recognized this problem very early in my tenure as commissioner, 
and already have taken actions to assure that the standard royalty oil 
contract fully protects the state's interest. The standard contract first 
underwent intensive in-house scrutiny, and was then reviewed by the best 
outside lawyers we could obtain.

In tne royalty oil sale negotiations currently under way, we are insisting 
upon a provision which would allow adjustments to billings based on any bona 
fide audit by the State if the audit is commenced within six years of 
billing. However, as with prior contractual provisions, our purchasers are 
extremely opposed to such a long adjusti 'nt period. The final provisions in 
the new contract will result from negotiations on all terms of the contracts.

The Attorney General has addressed your questions concerning AS 09.10.120 and 
concluded that the time limits on adjustments, although restrictive, do not 
violate this provision of state law.

Recommendation No. 7 :

DMEM should initiate action to recover royalties for gas liquids passing 
through Pump Station Mp. 1.

As you correctly note, DMEM notified the Prudhoe Bay Field Unit Oil 
Coordinator (Sohio) in June, 1980, that gas liquids are to be treated as oil 
for royalty reporting purposes. In April, 1981, Petroleum Revenue notified 
Sohio that gar, liquids are to be treated as oil for tax purposes. On
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August 31, 1981, the Unit Oil Coordinator notified all working interest 
owners by letter of the gas liquids volumes from June 1980 to the present 
which are necessary to report gas liquids for royalty and tax purposes. It 
should be noted that the Unit Oil Coordinator is merely notifying the working 
interest owners of the correct gas liquids volumes; each working interest 
owner is responsible individually for reporting royalties owed the state.

Twelve of the sixteen producers have made the necessary corrections to their 
royalty reports and paid the royalties due. As of this date, ARCO, Alaska, 
Inc., which has always reported its gas liquids as gas, Phillips, Louisiana 
Lands and Exploration Company, and Marathon have not made the needed 
corrections. DMEM is in contact with these companies, and the Division 
expects all issues resolved by April 1, 1982. We believe the-net amount owed 
to the State from these four companies due to this issue is approximately 
$14,000. In the event our discussions with these four producers are 
unsuccessful, we will take enforcement action to obtain the required 
corrections and collect the royalties owed.

Recommendation No. 8:

DMEM should exclude topping plant crude in its computations of In-kind 
royalty oil.

We were aware of this problem prior to the audit, and already had taken steps 
to implement your recommendation. DMEM is still in the process of adjusting 
the amounts owed by the producers for in-value royalty oil for the period 
November 1979 to April 1981. These adjustments will be complete by April 1,
1982. Credits to adjust the overbilling for royalty in-kind sales have been 
given.

Recommendation No. 9 :

Adjustments should be made to in-value royalty payments in a timely mannei.

At your request, I asked the Attorney General to examine the legality of the 
contract clauses which place restrictions on the timing of adjustments 
billings. The Attorney General has concluded that these clauses are legal.

DMEM has in the past and will continue in the future to urge that Petroleim 
Revenue complete audits of the Prudhoe Bay producers as soon as possible.

We have examined the effects of not making adjustments to billings as of 
April 30, 1981, which vou say resulted in an understatement on billings of 
$1395,269. Our analysis shows that the net effect as of April 30, 1981, was 
an overcharge of $1,486.368.'*5. DMEM will have all in-value corrections up 
to date for the final billings fo - royalty oil purchasers which are taking 
their last deliveries January 31, 1982.

Generally, we agree thac adjustments should be made to in-value r lyalty 
payments, as well as in-kind billings, in a more timely manner, increased 

staff and computer capability have already enabled the Division to make great 
improvements in this area.

- 2 1 - AGO 786188



Gerald Wilkerson -4-

Recommendation No. 10:

Standard lease agreements should be revised to require producers to pay 
interest on all delinquent royalty payments for in-value oil.

I agree with the concept of this recommendation, and had recently come to a 
similar conclusion in a related matter. We are examining several
alternatives in an attempt to find the best legally defensible way to
accomplish this. The standard state oil and gas lease form will be revised 
before Competitive Oil and Gas Lease Sale 36 (Second Beaufort Sea, scheduled 
for May 26, 1982). The revision will include a provision requiring payment
of interest on delinquent in-value payments. We will also revise the lease
form to make clear that an in-value payment is delinquent unless it is 
received (rather than "paid") on or before the last day of the calendar month 
following the month in which the oil or gas is produced.

We believe that the amount of money owed to the State due to the 249
delinquent instances noted is very small.

Recommendation No. 11:

DMEM should init:ate procedures to validate payments made by Tesoro for
in-kind oil for the period January 1, 1978 to date.

The State Department of Law is undertaking active settlement negotiations 
with the federal Department of Energy to resolve the Tesoro pricing dispute. 
The Department of Law has advised us to continue to refrain from adjusting 
Tesoro billings for the period January 1, 1978 to February 1, 1981, while 
settlement negotiations are underway. In the event these negotiations do not 
result in an acceptable settlement, the Department will then pursue a 
resolution of this dispute.

Recommendation No. 12:

DMEM should adopt procedures to account for and verify the accuracy of 
royalty revenues received on a share basis with the federal qove'rhment.

We concur with this recommendation and have communicated with Secretary Watt 
on this issue. In the fall of 1901, DMEM instituted procedures to monitor 
the income collected by the USGS that is owed to the State. By March 1, DMEM 
will have completed written procedures on this subject. Until very recently, 
DMEM1s lack of royalty accounting staff precluded implementation of 
Legislative Audit's prior recommendation.

The Division nf Petroleum Revenue has completed its audit of payments which 
accumulated in the suspense account pending resolution of the dispute 
regarding disposition of royalties from National Wildlife Refuge System 
lands, as well as all shareu federal-state mineral income. The Petroleum 
Revenue audit concludes that the state has received its correct share of the 
mineral income received by the federal government.
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Recommendation No. 13:

DMEM and the Division of Petroleum should establish more effective 
communications.

The Department agrees with your assrisment and recognizes the necessity for 
improved communications between DMEM and the Division of Petroleum Revenue.
We also recognize that achieving this goal will require the cooperation of 
both agencies. Due to differing interpretations of the stautory roles and 
obligations of the respective departments, the interaction has not proceeded 
as smoothly as we desired. One action we have recently taken that should aid 
in improving communications between the divisions is the hiring of Ms. Donna 
Wood as Royalty Manager (Accounting Supervisor V) to head the DMEM Royalty 
Accounting section. Ms. Wood was formerly a field auditor with the Division 
of Petroleum Revenue.

I would be happy to meet with you to discuss these issues. Please let me 
know if further information is required.

Sincerely,

Commissioner
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Gerald L. Wilkerson, CPA 
L e g is la t iv e  Auditor 
D iv is ion  o f  L e g i s la t iv e  Audit 
Pouch W
Juneau, Alaska 99811 

Dear Mr. Wilkerson:

We have r e ce iv e d  the Preliminary Audit Report :

A Review o f  Petroleum Revenues, Department o f  Revenue, 
Department o f  Natural Resources ,  Alaska O il  and Gas 
Conservation Commission, August 15, 1981.

The only recommendation which a p p l i e s  t o  the Commission i s  
Recommendation No. 14 which reads as f o l l o w s :  The Alaska
O il  and Gas Conservation Commission should strengthen t h e i r  
review o f  meter proving data r e p o r t s . We re cog n ized  the need 
f o r  t h is  a c t io n  while  your a u d i to r ,  Stacy Wermuth, was conducting 
h is  a u d it ;  t h e r e f o r e ,  r e v i s e d  procedures were developed and 
implemented per our in te r n a l  memo o f  A pr i l  16, 1981, copy 
a ttached .

Since our implementation o f  the changes were po inted  out,  and a 
copy o f  the a ttached  memo was g iven t o  Mr. Paul Harrison when 
he conducted h is  e x i t  in te rv ie w  on August 21, 1981, we are 
surprised  t h i s  was not  mentioned in  your Preliminary Audit 
Report.  We hope that you w i l l  in c lu de  t h i s  in form ation  in  your 
f i n a l  r e p o r t .

I f  we can prov ide  a d d i t io n a l  in form at ion ,  p le ase  con ta c t  me at 
— 79—14 33, or  at  the above address .

S in ce re ly ,

y f ' f! \ 'J
Lonnie &. Smith 
Commissioner

Attachment
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