


Ton> Know ii-s PO 8o» 11000

GOVERNOR Juneau Alasiia 99811-0001
Fry 110105+ Sir

State of A laska
OFFICE OF THE GOVERNOR

JI'NEAt

March 25, 1996

The Honorable Gail Phillips
Speaker ofthe House
Alaska State Legislature
State Capitol

Juneau, AK 99801-1182

Dear Speaker Phillips:

Under the authority of art. Ill, sec. 18, of the Alaska Constitution, 1am transmitting a bill
providing for legislative authorization, approval, and ratification oi the "First Amendment
to the Northstar Unit Leases Between the State of Alaska and BP Exploration (Alaska)
Inc.".

This project is the beginning of a new era in the development of Alaska’s oil resources. It
requires a new commitment to Alaska hire, expands opportunities for Alaskan companies,
introduces efficient and safe technological innovations and brings new revenues to
Alaskans.

The Northstar Unit leases currently require BP Exploration (Alaska) Inc. to make net
profit share payments to the state which average about 88% of "net profits." BP
Exploration (Alaska) Inc. maintains that it can not develop the Northstar Unit unless the
net profit share requirements are eliminated from the leases. The Department of Natural
Resources believes that 2002 is the earliest the state might achieve development of
Northstar. The longer it takes to develop the leases, the less the state receives because of
the development account provisions of die net profit share leases. The incentives
provided in diis amendment would bring the Northstar Unit into full production by 1999.

The amendment has diree main components. First, it eliminates the net profit share
payments. In place of die net profit provision a supplemental royalty is required, payable
on a sliding scale based on the price of oil, partially adjusted for inflation. This
supplemental royalty, which can be as much as 7'/2%, is in addition to the 20% base
royalty required under die leases. Development of diese leases will generate an estimated
$430 million or more to the state treasury from royalties and taxes, including ail estimated

$37 million in supplemental royalties.



Second, die amendment commits BP Exploration (Alaska) Inc. to an ambitious project
schedule that requires construction start-up by 1997. If BP Exploration (AJaska) Inc. fails
to perform its obligadons under the project schedule the leases terminate automatically,
thereby allowing die state to lease the tracts to anodier company.

And diird, the amendment replaces the current AJaska hire provisions in the leases widi
more forceful provisions diat require BP Exploration (AJaska) Inc. to hire Alaskans,
within the constraints of the law, and to contract with local construction and fabrication
companies to build the project facilities. It is anticipated diat enactment of this bill will
generate 500 construction jobs and 50 permanentjobs in die state. It will result in Alaska
companies fabricating production modules, including one or more of the first sealift
modules ever constructed in AJaska.

| am requesting legislative approval of the Northstar amendment for two reasons. First,
the terms of diis amendment involve issues of statewide interest and impact that deserve a
thorough and open public review and discussion.

Second, die bill would remove any legal cloud which may exist over die Administration’s
authorities in diis matter by providing the commissioner of the Department of Natural
Resources with sufficient express authority to amend the leases in the way we have
amended them here. This will ensure that the project can proceed expeditiously and
maximize the benefits to the state and the people of AJaska.

I urge your prompt and favorable action on the bill.

Sincerely,

Governor
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The state will likely realize a significant increase in revenues from royalties and taxes from the Northstar Unit development
over the next six years if this bill passes. Without the bill, the Department of Revenue predicts in its Fall 1995 Base Price
forecast that the Northstar Unit will not commence full production until 2002. Assuming full production in 2002 (and some
preliminary production starting in 4th quarter 2001), DNR predicts that the state will receive only $5.5 million in tax revenues
over the next six years, mostly from property taxes.

With passage of this bill, early development of the Northstar field is possible. Full oil production is anticipated by 1999.
Within this same six-year period, state revenues will likely be an additional $180 million over tho $5.5 million amount. These
revenues will be in the form of royalties and "supplemental royalties,” and severance, conservation, prope.ty, and corporate
income taxes. The state will also receive nearly $7 million as its share of federal royalties from the federal lease tracts in the
Northstar Unit.
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State Revenues (without Northstar Lease Amendments)

State State . State State Share Severance  Spill &  Property  Corporate  Total State
Royalty  Supplemental  of Federal Tax Conscrv. Tax* Income Tax Revenues
Royalty Royalty Tax
(Thousands of 1996 Dollars)
1996 SO0 00 $0.0 00 $0.0 $0.0 $0.0 $0,0
1997 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1998 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1999 0.0 0.0 0.0 0.0 0.0 0.0 (477.1) (477.1)
2000 0.0 0.0 0.0 0.0 0.0 828.3 (835.9) (7.6)
2001 3,868,9 0.0 247.4 0.0 45.6 2,547.2 (1,173.8) 5,535.3
2002 35,778.5 0.0 2,287.7 16,1717 407.2 4,245.3 2,784.3 61,674.6
539,647.4 00 §2,535.1 $16,171.7 $452.8 $7,620.8 $297.5  $66,725.2

State Revenues (with Northstar Lease Amendments)

State State State State Share Severance  Spill &  Property  Corporate  Total State
Royalty ~ Supplemental  of Federal Tax Conserv. Tax* Income Tax  Revenues
Royalty Royalty Tax
(Thousands of 1996 Dollars)
1996 00 $0.0 $0.0 $0.0 $0.0 $0.0 ($477.1) ($477.1)
1997 0.0 0.0 0.0 0.0 0.0 761.4 (834.1) (72.7)
1998 3,625.3 0.0 231.8 0.0 50.1 2,343.9 (1,213.4) 5,037.7
1999  35,631.3 42.5 2,278.2 16,1015 447.4 3,914.3 2,767.6 61,183.0
2000  35,735.8 680.0 2,2849 13,4878 432.1 4,771.2 2,994.3 60,386.1
2001 34,891.8 1,969.0 2,231.0 12,682.7 406.5 4,586.5 3,440.7 60,208.1
2002 29,599.9 2,887.4 1,892.6 7.949.5 330.6 4,293.8 3.234.1 50,187.9
$139,484.1 S5,578.9 $8,9185 S50,221.5 $1,666.7 $20,671.1 $9,912.1 $236,453.0

Change in State Revenues (with Northstar Lease Amendments)

State State State State Share  Severance  Spill &  Property  Corporate  Total State
Royalty Supplemental  of Federal Tax Conserv. Tax* Income Tax Revenues
Royalty Royalty Tax
(Thousands of 1996 Dollars)
1996 00 $0.0 $0.0 $0.0 $0.0 $0.0 ($477.1) (S477.1)
1997 0.0 0.0 0.0 0.0 0.0 761.4 (834.1) (72.7)
1998 3,625.3 0.0 231.8 0.0 50.1 2,343.9 (1,213.4) 5,037.7
1999  35,631.3 42.5 2,278.2 16,101.5 447.4 3,914.3 3,244.7 61,659.9
2000 35,735.8 680.0 2,284.9 13,487.8 432.1 3,942.9 3,830.2 60,393.7
2001 31,022.9 1,969.0 19836  12,682.7 361.0 2,039.3 4,614.5 54,673.0
2002 (6,178.6) 2,887.4 (395.1) (8,222.2) (76.5) 485 449.9  (11.486.7)
599,836.7 S5,578.9 $6,383.4 $34,049.8 $1,214.1 $13,050.3 $9,614.7 $169,727.8

+Approximately 75 percent of this amount may go to the North Slope Borough.
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FIRST AMENDMENT TO THE NORTHSTAR UNIT LEASES BETWEEN THE STATE
OF ALASKA AND BP EXPLORATION (ALASKA) INC.

The State of Alaska ("State™) and BP Exploration (Alaska) Inc. (‘BPXA") are parties to
the fdlloning leases in the Northstar Unit  ADL 312798, effective February 1, 1980;
ADL 312799, effective February 1, 1980; ADL 312808, effective February 1, 1980; and
ADL 312809, effective February 1, 1980 (collectively the "1980 Leases"); as well as
ADL 355001, effective August 1, 1983 (the “1983 Lease”). The parties agree to amend
the 1980 Leases and the 1983 Lease as set forth in this first amendment to the
Northstar Unit leases.

1980 Leases
1) Paragraph 6(b) is replaced in its entirety as follows:

(b) Annual rental paid in advance is a credit on the royalty or supplemental
royalty due under this lease for that year.

2) Paragraph 7 is replaced in its entirety as follows:

7. SUPPLEMENTAL ROYALTY, (@) In addition to the royalty paid and
computed under paragraphs 8,10, and 11 below, Lessee shall pay to the State
a supplemental royalty (“supplemental royalty”). Lessee shall pay the
supplemental royalty, if owed, upon the same production volume for which
royalty is paid (“production volume”). The supplemental royalty payment for a
given month equals the supplemental royalty value times the supplemental
royalty percentage rate (“percentage rate") times the production volume for that
month. The percentage rate shall be calculated monthly by reference to. (1) an
ANS West Coast spot price ("spot price”); and (2) a supplemental royalty trigger
price (“trigger price"). If the spot price is equal to or less than the trigger piice,
then the percentage rate equals zero. If the spot price is greater than the trigger
price, then the percentage rate equals [the spot price per barrel minus the



3)

4)

trigger price per barrel] times 1.5 per cent per dollar per barrel. The percentage
rate may never exceed 7.5 per cent.

(b) The spot price is the price per barrel calculated in Article 3.3 of ax J Exhibit 4
to the ANS Royalty Litigation Settlement Agreement ("ANS Agreement”), dated
December 31, 1991, between the State and BPXA, for the crude all referred to
as “ANS (USWC)" in the ANS Agreement. The trigger price is $17.35 per barrel
through April 30, 1997. On May 1, 1997, and each May 1 thereafter, He trigger
price shall be adjusted by an inflation factor equal to fifty percent of the “inflation
rate” defined as the Producer Price Index for Industrial Commodities ("PPI") for
December of the previous year, as reported by April 30 of the current year,
divided by the PPI for December of 1995, as reported by April 30, 1996. The
supplemental royalty value for ail, gas, natural gas liquids and associated
substances is defined in paragraphs 10 and 11 below. Exhibit B is a sample
c;:}lculation to demonstrate the method of calculating supplemental royalty tor
oil.

Paragraph 9 is replaced in its entirety as follows:

9. REDUCTION OF ROYALTY. Except as provided in paragraph 7 above,
Lessee shall not be entitled to any reduction of royalty paid under paragraph 8
above or supplemental royalty paid under paragraph 7 above based on any
current or future agreement, State statute, or State regulation.

Paragraph 10 is replaced in its entirety as follows:

10. ROYALTY INVALUE. Unless the State elects to receive al or a portion of
its royalty or supplemental royalty in kind as provided in paragraph 12 below,
Lessee shall pay to the State the value of all royalty and supplemental royalty
Q11 gas and associated substances as determined under paragraph 11 below.
Royalty and supplemental royalty paid in value shall be free and clear of all
lease expenses (and any portion of such expenses which is incurred away from
the leased area), including, but not limited to, expenses for separation, cleaning
dehydration, gathering, saltwater disposal, and preparing the ail, gas or
associated substances for transportation off the leased area. All royalty and
supplemental royalty that may become payable in money to the State shall be
paid on or before the last day of the calendar month folloning the month in
which the all, gas or associated substances are produced. Royalty and
supplemental royalty payments shall be accompanied by copies of run tickets or
such other information relating to valuation of royalty and supplemental royalty
as the State may require, which may include, but is not limited to, evidence of
sales, shipments, and amounts of gross ail, gas and associated substances

produced.
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Paragraph 11 is replaced in its entirety as. follows:

11 VALUE. For purposes of computing supplemental royalty due under this
lease, the value of supplemental royalty ail, gas, natural gas iiquida and
associated substances shall be the value used in computing royalty on said
substances.

(@ To compute the value of all for royalty and supplemental royally purposes,
this lease shall be deemed an “ANS Lease” under the terms of the ANS
Agreement, irrespective of any provision(s) of such agreement which would
otherwise exclude this lease therefrom

(b To compute the value of gas and natural gas liquids for royally and
supplemental royalty purposes, this lease shall be deemed a ‘I ease” under the
terms of the 1995 ANS Gas Royalty Litigation Settlement Agreement between
BPXA and the State dated as of April 1, 1995, irrespective of any provision(s) of
such agreement which would otherwise exclude this lease therefrom

(©) To compute the value of associated substances (Which shall be deemed to
exclude all, gas, and natural gas liquids) for royalty and supplemental royalty
purposes, the value of such associated substances shall not be less than the
highest of.

(1) the field price actually received be Lessee for such associated
substances;

(2) Lessee's posted price in the field for such associated substances;

(3) the volume weighted average field price actually received by other
producers in the same field or area for associated substances of like kind and
quality at the time such associated substances are removed from the leased or
unit area; or

(4) the volume weighted average posted price in the field of other
producers in the same field or area for associated substances of like kind and
quality at the time such associated substances are removed from the leased or

unit area.

If associated substances are sold away from the leased or unit area, the term
"field price” above shall be the actual price for such associated substances
received from the purchaser thereof less the actual cost of transportation away
from the leased or unit area to the point of delivery.

Minimum Value Determinations. The State may establish minimum values for
purposes of computing royalties on associated substances obtained from this
lease, with consideration being given to the price actually received by Lessee,
to the price or prices paid in the same field or area for production of like quality,
to posted prices, to prices received by Lessee and/or other producers from



sales occurring away from the leased area, and to other relevant matters. Each
such determination will be made only after Lessee has been given notice and a
reasonable opportunity to be heard. Under this provision, it is expressly agreed
that the minimum value of royalty associated substances under this lease may
not necessarily equal the price of such associated substances.

6) The follomng provision shall be added to the end of paragraph 12

(e Supplemental royalty under paragraph 7 above may be taken in
kind under the same terms and conditions as royalty may be taken in kind under

this paragraph 12.
7)  Paragraph 14 is replaced in its entirety as follows:

14. APPORTIONMENT OF ROYALTY FROM APPROVED UNI'T. The
landowner’s royalty and supplemental royalty share of the unit production
allocated to each separately owned tract shall be regarded as royalty to be
distributed to and among, or the proceeds of it paid to, the landowners, free and
clear of all unit expense and free of any lien for it Under this provision, the
State's royalty and supplemental royalty share of any unit production allocated
to the leased area shall be regarded as royalty to be distributed to, or the
proceeds of it paid to, the State, free and clear of all unit expenses (and any
portion of such expenses which is incurred away from the unit area), including,
but not limited to, expenses for separation, cleaning, dehydration, gathering,
saltwater disposal, and preparing ail, gas or associated substances for
transportation off the unit area, and free of any lien for it

8) Paragraph 28 (c) is added as follows:

(© Notwithstanding any other provisions of this lease, the Northstar Unit
Agreement, State statute, or State regulation, this lease shall terminate
automatically without notice, an opportunity to be heard, or judicial proceeding,
if the Lessee fails to comply with the project schedule set forth in Exhibit C
(“project schedule™), attached and incorporated by reference. Automatic
termination shall occur whether or not there is a well on the leased area
capable of producing all or gas in paying quantities, the lease is committed to a
unit agreement, or the Lessee is drilling or conducting reworking operations, on
the date performance under the schedule is due. Furthermore, upon
termination BPXA shall promptly file of record appropriate lease
relinquishments. The automatic termination shall occur at 11:59 p.m., Alaska
Time, on the day performance of an obligation under the project schedule is
due. The State may waive performance of an obligation required under the
project schedule by prior written consent. The performance of any obligation
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10)

required under the project schedule is subject to the provisions of paragraph
32.

Paragraph 32 is replaced in its entirety as follows:

32. FORCE MAJEURE. If the State determines that Lessee has been
prevented, after diligent efforts made in good faith, from complying with any
express or implied promise, term, condition or covenant of this lease, from
conducting drilling operations, or from producing or marketing all or gas from
the leased area, by reason of war, riots, acts of God, unusually severe weather,
or any other cause beyond Lessee’s reasonable ability to foresee or control
(including delays caused by judicial decision or lack thereof or inability to obtain
local, State, or federal permits or environmental impact statements), whether
similar to those enumerated or not, Lessee's obligation to comply with such
provision shall be suspended, but not voided, and Lessee shall not be liable for
damages for failure to comply therewith. If Lessee’s obligations to conduct
drilling or reworking operations are suspended under this paragraph and the
continuation of such operations without suspension would have had the effect
of preventing the expiration or termination of this lease, this lease shall not
terminate during the period which the obligation to perform such operations is
suspended. Nothing in this paragraph shall be construed to suspend the
obligation to pay rentals, or to suspend the obligation to pay royalties,
supplemental royalties or other production payments from operations on the
lease area which are not suspended or from operations which are not affected
by any such suspension, to the State.

Paragraph 41 is replaced in its entirety as follows:

41. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee shall comply with all
valid federal, State and local laws in hiring Alaska residents and contractors
and shall not discriminate against Alaska residents or contractors. Within the
constraints of law, Lessee shall employ Alaska residents and contractors to the
extent they are available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of Alaska.
Lessee shall advertise for available positions locally and use Alaska job
service organizations to notify the Alaskan public. For work in connection
with this lease, Lessee shall use best efforts to contract with Alaska firms and
fabricate modules in Alaska, whenever feasible. Lessee shall encourage its
contractors to employ and train, when necessary, residents of Alaska. In
determining feasibility, Lessee shall consider commercial, health, safety,
and environmental conditions and requirements to ensure maintenance of
Lessee’s operational standards. Lessee shall submit annually to the
Director, Division of Qil and Gas, for transmission to the Department of
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Labor, a report that details the specific measures Lessee and its contractors
and subcontractors have taken or are planning to take to recruit qualified
Alaska residents for available jobs, describes on-the-job training
opportunities, and describes Lessee's efforts to hire Alaska firms for work in
connection to this lease. Lessee shall furnish the Department of Labor a
quarterly report regarding the employment of Alaska residents on the leased
area in compliance with regulations by the Commissioner of Labor. The
report must also include statistical data concerning the number of resident
personnel hired within the past year for this lease.

1983 Lease

Paragraph 4(f) and paragraph 34(7) are deleted and replaced in their entirety

with the folloning paragraph 4(f):

2)

(H FORCE MAJEURE. If the state determines that lessee has been prevented,
after diligent efforts made in good faith, from complying with any express or
implied promise, term, condition or covenant of this lease, from conducting
drilling operations, or from producing or marketing ail or gas from the leased
area, by reason of war, riots, acts of God, unusually severe weather, or any
other cause beyond lessee’s reasonable ability to foresee or control (including
delays caused by judicial decision or lack thereof or inability to obtain local,
state, or federal permits or environmental impact statements), whether similar to
those enumerated or not, lessee’s obligation to comply with such provision shall
be suspended, but not voided, and lessee shall not be liable for damages for
failure to comply therewith. If lessee’s obligations to conduct drilling or
reworking operations are suspended under this paragraph and the continuation
of such operations without suspension would have had the effect of preventing
the expiration or termination of this lease, this lease shall not terminate during
the period which the obligation to perform such operations is suspended.
Nothing in this paragraph shall be construed to suspend the obligation to pay
rentals, or to suspend the obligation to pay royalties, supplemental royalties or
other production payments from operations on the lease area which are not
suspended or from operations which are not affected by any such suspension,
to the state.

Paragraph 5(b) is replaced in its entirety as follows:

(o) Annual rental paid in advance is a credit on the royalty or supplemental
royalty due under this lease for that year.



3) Paragraph 7 is replaced in its entirety as follows:

7. APPORTIONMENT OF ROYALTY FROM APPROVED UNIT. The state's
royalty and supplemental royalty share of the unit production allocated to each
separately owned tract must be regarded as royalty to be distributed to or
among, or the proceeds of it paid to, the state, free and clear of all unit expenses
and free of any lien for them. Under this provision, the state’s royalty and
supplemental royalty share of any unit production allocated to the leased area
will be regarded as royalty to be distributed to, or the proceeds of it paid to, the
state, free and clear of all unit expenses (and any portion of those expenses
incurred away from the unit area), including, but not limited to, expenses for
separating, cleaning, dehydration, gathering, saltwater disposal, and preparing
oil, gas, or associated substances for transportation off the unit area, and free of
any lien for them.

4) A new paragraph 20(c) is added as follows:

(©) Notwithstanding any other provisions of this lease, the Northstar Unit
Agreement, state statute, or state regulation, this lease shall terminate
automatically without notice, an opportunity to be heard, or judicial proceeding,
if the lessee fails to comply with the project schedule set forth in Exhibit C
("project schedule"), attached and incorporated by reference. Automatic
termination shall occur whether or not there is a well on the leased area
capable of producing oil or gas in paying quantities, the lease is committed to a
unit agreement, or the lessee is drilling or conducting reworking operations, on
the date performance under the schedule is due. Furthermore, upon
termination BPXA shall promptly file of record appropriate lease
relinquishments. The automatic termination shall occur at 11:59 p.m., Alaska
Time, on the day performance of an obligation under the project schedule is
due. The state may waive performance of an obligation required undei the
project schedule by prior written consent. The performance of any obligation
required under the project schedule is subject to the provisions of paragraph

4(f).
5) Paragraph 31 is replaced in its entirety as follows:

31. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee shall comply with all
valid federal, state and local laws in hiring Alaska residents and contractors and
shall not discriminate against Alaska residents or contractors. Within the
constraints of law, lessee shall employ Alaska residents and contractors to the
extent they are available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of Alaska.
Lessee shall advertise for available positions locally and use Alaska job



service organizations to notify the Alaskan public. For work in rnnnor*ion
with this lease, lessee shall use best efforts to contract with Alaska firms and
fabricate modules in Alaska, whenever feasible. Lessee shall encourage its
contractors to employ and train, when necessary, residents of Alaska. In
determining feasibility, lessee shall consider commercial, health, safety, and
environmental conditions and requirements to ensure maintenance of
lessee's operational standards. Lessee shall submit annually to the
Director, Division of Qil and Gas, for transmission to the Depot trnont of
Labor, a report that details the specific measures lessee and its contractors
and subcontractors have taken or are planning to take to recruit qualified
Alaska residents for available jobs, describes on-the-job training
opportunities, and describes lessee's efforts to hire Alaska firms for work in
connection to this lease. Lessee shall furnish the Department of Labor a
quarterly report regarding the employment of Alaska residents on the leased
area in compliance with regulations by the Commissioner of Labor. The
report must also include statistical data concerning the number of resident
personnel hired within the past year for this lease.

Paragraph 35 is replaced in its entirety as follows:

35. ROYALTY ON PRODUCTION. Except for oil, gas, and associated
substances used on the leased area for development and production or
unavoidably lost, the lessee shall pay to the state as a royalty 20 percent in
amount or value of the oil, gas, and associated substances saved, removed, or
sold from the leased area and of the gas used on the leased area for extraction
of natural gasoline or other products from the leased area.

Paragraph 36 is replaced in its entirety as follows:

36. VALUE. For purposes of computing supplemental royalty due unct. mis
lease, the value of supplemental royalty oil, gas, natural gas liquids, and
associated substances shall be the value used in computing royalty on said
substances.

(&) To compute the value of oil for royalty and supplemental royalty purposes,
this lease shall be deemed an “ANS Lease" under the terms of the ANS
Agreement, irrespective of any provision(s) of such agreement which would
otherwise exclude this lease therefrom.

(b) To compute value of gas and natural gas liquids for royalty and
supplemental royalty purposes, this lease shall be deemed a "Lease" under the
terms of the 1995 ANS Gas Royalty Litigation Settlement Agreement between
BPXA and the State dated as of April 1, 1995, irrespective of any provision(s) of
such agreement which would otherwise exclude this lease therefrom.
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(c) To compute the value of associated substances (which shall be deemed to
exclude oil, gas, and natural gas liquids) for royalty and supplemental royalty
purposes, the value of such associated substances shall not be loss than the
highest of:

(1) the field price actually received be lessee for such associated
substances;

(2) Lessee’s posted price in the field for such associated substances;

(3) the volume weighted average field price actually received by other
producers in the same field or area for associated substances of like kind and
quality at the time such associated substances are removed from the leased or
unit area; or

(4) the volume weighted average posted price in the field of other
producers in the same field or area for associated substances nf like kind and
quality at the time such associated substances are removed from the leased or

unit area.

If associated substances are sold away from the leased or unit area, the term
"field price" above shall be the actual price for such associated substances
received from the purchaser thereof less the actual cost of transportation away
from the leased or unit area to the point of delivery.

Minimum Value Determinations. The state may establish minimum values for
purposes of computing royalties on associated substances obtained from this
lease, with consideration being given to the price actually received by lessee, to
the price or prices paid in the same field or area for production of like quality, to
posted prices, to prices received by lessee and/or other producers from sales
occurring away from the leased area, and to other relevant matters. Each such
determination will be made only after lessee has been given nnfim and a
reasonable opportunity to be heard. Under this provision, n is ixpiessly agreed
that the minimum value of royalty associated substances under this lease may
not necessarily equal the price of such associated substances.

Paragraph 37 is replaced in its entirety as follows:

37. ROYALTY IN VALUE. Unless the state elects to receive all or a portion of its
royalty or supplemental royalty in kind as provided in paragraph 38, lessee
shall pay to the state the value of all royalty and supplemental royalty oil, gas
and associated substances as determined under paragraph 36. Royalty and
supplemental royalty paid in value shall be free and clear of all le:ase expenses
(and any portion of such expenses which is incurred away from the leased
area), including, but not limited to, expenses for separation, cleaning
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dehydration, gathering, saltwater disposal, and preparing the nil, nan nr
associated substances for iransportation off the leased aiea. Alt loyalty and
supplemental royalty that may become payable in money iu the stale shall be
paid on or before the last day of the calendar month following the month in
which the oil, gas or associated substances are produced. Royalty and
supplemental royalty payments shall be accompanied by copies oi run tickets or
such other information relating to valuation of royalty and supplemental royalty
as the state may require, which may include, but is not limited to, evidence of
sales, shipments, and amounts of gross oil, gas and associated substances
produced.

The following provision shall be added to the end of paragraph 38:

® Supplemental royalty under this lease may be taken in kind under
the same terms and conditions as royalty may be taken in kind under this
paragraph 38.

Paragraph 39 is replaced in its entirety as follows:

39. REDUCTION OF ROYALTY. Except as provided in paragraph 40 below,
lessee shall not be entitled to any reduction of royalty paid under paragraph 35
above or supplemental royalty paid under paragraph 40 below based on any
current or future agreement, state statute, or state regulation.

Paragraph 40 is replaced in its entirety as follows:

40. SUPPLEMENTAL ROYALTY, (a) In addition to the royalty paid and
computed under paragraph 35, 36, 37 above, lessee shall pay to the state a
supplemental royalty ("supplemental royalty”). Lessee shall pay the
supplemental royalty, if owed, upon the same production volume for which
royalty is paid ("production volume"). The supplemental royalty payment for a
given month equals the supplemental royalty value times the supplemental
royalty percentage rate ("percentage rate”) times the production volume for that
month. The percentage rate shall be calculated monthly by reference to: (1) an
ANS West Coast spot price ("spot price”); and (2) a supplemental royalty trigger
price (“trigger price"). If the spot price is equal to or less than the trigger price,
then the percentage rate equals zero. If the spot price is greater than the trigger
price, then the percentage rate equals [the spot price per barrel minus the
trigger price per barrel] times 1.5 per cent per dollar per barrel. The percentage
rate may never exceed 7.5 per cent.

(b) The spot price is the price per barrel calculated in Article 3.3 of and Exhibit 4

to the ANS Royalty Litigation Settlement Agreement (*“ANS Agreement”), dated
December 31, 1991, between the State and BPXA, for the crude oil referred to
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as "ANS (USWCQC)" in the ANS Agreement. The trigger price is $17.35 per barrel
through April 30, 1997. On May 1, 1997, and each May 1 Hick after, the nigger
price shall be adjusted by an inflation factor equal to fifty percent of the "inflation
rate" defined as the Producer Price Index for Industrial Commodities ("PPr) for
December of the previous year, as reported by April 30 of the current yeatr,
divided by the PPI for December of 1995, as reported by April 30, 1996. The
supplemental royalty value for oil, gas, natural gas liquids and associated
substances is defined in paragraphs 36 and 37 above. Exhibit R is a sample
calculation to demonstrate the method of calculating supplemental royalty for
oil.

These amendments do not affect: (1) any future agreements which may be reached for
the handling of outside substances as that term is used in the Northstar Unit
Agreement effective January 24, 1990 or (2) the current valuation methodology for
royalty for any other Alaska Net Profit Share leases between the State and BPXA or
any affiliates or any future agreements which may be reached regarding a future
valuation methodology for Alaska Net Profit Share leases. These amendments take
effect when and if an Act(s) substantially similar to the act, attached as Exhibit D and
incorporated by reference, takes effect. This amendment is dated for reference

purposes as of March 22, 1996.

LESSEE: LESSOR:
BP EXPLORATION (ALASKA), STATE OF ALASKA
E. ME Luttrelt, Vice President , Commissioner

v , Department of Natural Resources
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STATE OE ALASKA )
) ss.

Third Judicial District )

On '“YhacA, 23- . 1996, before me appeared John T. Shively, Commissioner,
State of Alaska, Department of Natural Resources, and who executed this lease and
acknowledged voluntarily signing it on behalf of the State of Alaska, as lessor.

NotaryPubllc in and for the State of Alaska . %
Mv Commission Expires: /1 1c>/99 #37 \' %

1

% \ -p\5~7
STATE OF ALASKA ) % *X <474

) ss.

Third Judicial District ) %//Inm\#x
On . 1996, before me appeared E. M. Lutrell, Vice President of BP

Exploration (Alaska), Inc., and who executed this lease and acknowledged voluntarily
signing it ombehalf of the BP-Exploration (Alaska), Inc., as lessee.

Notary Public in and for the State of Alaska V pl/>\
My Commission Expires: A O I
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Exhibit B
Calculation of the Supplemental Royalty Payment ioi Oil

1) The calculation of the ANS West Coast spot price is cleiivec] from Platt’s
"Oilgram Price Report" Spot Crude Price Assessments:

Platt's Reported Daily
Assessment ($/barrel)

Date ANSWC ANSWC ANSWC ANSWC
Low High Daily Average Daily Average
(After
Rounding)1

01/02/96 $17.97 $18.06 $18,015 $18.02
01/03/96 S17.94 $18.03 S17.985 $17.98
01/04/96 $17.96 $18.03 $17,995 $18.00
01/05/96 $18.60 $18.64 $18,620 $18.62
01/09/96 $18.23 $18.29 $18,260 $18.26
01/10/96 $17.99 $18.05 $18,020 $18.02
01/11/96 $17.10 $17.17 S18.135 $17.14
01/12/96 $16.64 $16.71 $18,675 $16.68
01/15/96 $16.75 $16.83 $16,690 $16.79
01/16/96 $16.60 $16.66 $16,730 $16.63
01/17/96 $16.91 $16.97 $16,940 $16.94
01/18/96 $17.46 $17.54 $17,500 $17.50
01/19/96 $17.28 S17.37 $17,325 $17.32
01/22/96 $17.02 $17.08 $17,050 $17.05
01/23/96 $17.10 $17.16 $17,150 $17.13
01/24/96 $17.35 $17.41 $17,380 $17.38
01/25/96 $16.76 $16.81 $17,785 $16.78
01/26/96 $16.43 $16.53 $17,480 $16.48
01/29/96 $16.16 $16.24 $16,200 $16.20
01/30/96 $16.30 $16.38 $16,340 $16.34
01/31/96 $16.46 $16.56 $16,510 $16.51

Monthly Average calculated from ANSWC Daily

Average (After Rounding) = S17.2271 per

barrel
ANS West Coast spot price for the January 1996
month of production = $17.23 per
barrel
2) The inflation factor shall be calculated as follows: Assume that by April 30,

1996, the U.S. Department of Labor reports a PPI for December 1995 as 126.2.
Assume that by April 30, 1998, the PPI for December 1997 is 134.2. The inflation
factor for 1998 is calculated according to the following formula:

1 AIll source and calculated numbers shall be rounded as required in the ANS

Agreement.



Inflation Factor for May 1, 1998 through April 30, 1999
= [(PPI December of the previous year + PPl December 1995) - Ij x 0.5

= [(134.2 + 126.2) - 1] x 0.5 = 0.0317 = 3.17 percent

3) The trigger price for May 1, 1998 through April 30, 1999 is calculated by
adjusting $i?.30 per barrel by the inflation factor as follows:

Trigger price for the current year = $17.35 per barrel x (1 + inflation factor)
= $17.35 per barrel x (1+ 3.17 percent)
= $17.35 x 1.0317
= $17.90 per barrel

4) Assuming the current month ANSWC spot price is $21.40, the supplemental
royalty percentage rate is calculated as:

Supplemental royalty percentage rate = (ANSWC spot price - trigger price for the current year)
X (1.5 percent per dollar per barrel)

= ($21.40 per barrel - $17.90 per barrel) x 1.5 percent per dollar per barrel

= (21.40-17.90) x 0.015

= 0.05250 = 5.25 percent
5) The calculation of the supplemental royalty payment for the current month is the
product of the production volume times the royalty value and the supplemental royalty
percentage rate. Assume that 1,550,000 barrels of oil were produced in the Northstar
unit in the current month and that the royalty value is $17.71. The supplemental

royalty is:

Supplemental royalty payment = production volume x royalty value x supplemental royalty
percentage rate

1,550,000 barrels x $17.71 per barrel x 5.25 percent

$1,441,151.25



EXHIBIT C
PROJECT SCHEDULE

The Northstar Development Project ("the Project’) is described in the document titled
“Northstar Development Project, Conceptual Engineering Report dated February
1996. BPXA shall comply with the following schedule for the Project and shall provide
satisfactory evidence of compliance within fifteen days of the date performance is due
under the schedule:

BPXA shall receive Project sanction within twelve (12) months after passage by the
legislature of an Act approving the First Amendments to the Northstar Unit Leases for
the Project. "Project sanction" means approval in writing by the highest appropriate
authority in BPXA or its parent entity necessary for the total amount of expenditures
required for the Project. Satisfactory evidence of receipt of sanction shall be tendered
to the State in the form of the sar.ctioning entity's documents approving the
expenditure of funds for the Project. If Project sanction is withdrawn for any reason
whatsoever, BPXA shall notify the State within three working days by letter from an

authorized officer and BPXA shall be deemed to have failed to comply with this

schedule.
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CS FOR HOUSE BILL NO. 548( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY

Offered:
Referred:

Sponsor(s): HOUSE RULES COMMITTEE BY REQUEST OF THE GOVERNOR
A BILL

FOR AN ACT ENTITLED
"An Act authorizing the amendment of Northstar Unit oil and gas leases
between the State of Alaska and BP Exploration (Alaska) Inc.; and providing

for an effective date.”
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. LEGISLATIVE FINDINGS AND INTENT, (a) The legislature finds that

(1) the production of oil and gas from state land is a matter of statewide
interest and effect because it is an important source of revenue to the state and job
opportunities for the people of the state;

(2) BP Exploration (Alaska) Inc. holds state oil and gas leases in the Northstar
Unit that include net profit share provisions;

(3) unless the net profit share provisions of the Northstar Unit leases are
amended, production of oil and gas from the unit is highly unlikely to begin before the year
2002, if at all;

(4) because of the development account provisions of the net profit share
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leases, the later that these leases are developed, the less "net profits" the state receives;

(5) if the net profit share provisions of the Northstar Unit leases are amended,
full production of oil and gas from the unit may begin as early as the year 1999;

(6) amending the net profit share provisions of the Northstar Unit leases to
provide for a supplemental royalty will maximize the economic benefits of oil and gas
production to the people of the state by encouraging timely production from the unit;

(7) the development of the Northstar Unit will provide additional revenue to
the state;

(8) the timely development of the unit may result in increased state revenue
in future lease sales; and

9) the timely development of the unit may result in technological
breakthroughs and other cost savings that may make othei development opportunities in
Alaska economically feasible.

(b) With respect to the effect of the effort to secure earlier development of the leases
on employment opportunities for state residents and on the state’s economy, the legislature
finds that

(1) paragraph 41 of the 1980 lease and paragraph 31 of the 1983 lease are to
be amended; under each of the proposed amendments,

(A) the lessee, BP Exploration (Alaska) Inc., undertakes

(i) to use its best efforts to advertise for, iecruit, and employ
qualified residents of the state;

(i) to contract with existing licensed Alaska firms to fabricate
the modules to develop the Northstar Unit leases within the state and, in
contracting with those firms, to encourage its contractors to employ and, when
necessary, train existing state residents;

(iii) to enter into contracts with Alaska-licensed vendors,
contractors, and suppliers for the provision of supplies and services; and

(B) several state agencies with responsibility for improving the
ploymcnt opportunities of state residents, including training, commit to efforts to
supplement and support the lessee’s undertakings;

(2) the lessee, BP Exploration (Alaska) Inc., has made significant investments
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in the state, is ranked as one of the state’s largest private sector employers, and regularly
enters into contracts to obtain support services; consequently, the lessee’s fulfilment of the
undertakings described in (1) of this subsection should materially contribute to existing
resident workforce employment opportunities and to the state’s economic stability;

(3) a good faith effort by the lessee, BP Exploration (Alaska) Inc., and the state
agencies to fulfill the undertakings described in (1) of this subsection should ensure that, under
the amended leases, benefits will accrue directly and immediately to the people of the state;
and

(4) the mutual commitments made by the parties to the lease in these
amendments to secure to state residents and businesses the advantages and benefits of both
expanded resident hire opportunities and additional work by in-state businesses are in the best
interests of the people of the state and are considerations of paramount importance to the
legislature in its decision to conditionally approve the proposed amendments of the Northstar
Unit leases.

* Sec. 2. LEGISLATIVE INTENT REGARDING MEANING OF SPECIFIC RESIDENT
EMPLOYMENT REQUIREMENTS, (a) The legislature wishes to set out its intent regarding
meaning of certain words and phrases used in the "First Amendment to the Northstar Unit
Leases between the State of Alaska and BP Exploration (Alaska) Inc. (‘Northstar
Amendment’)" that is approved by this Act. Specifically, the legislature wishes to set out its
intent regarding Paragraph 41 of the 1980 Leases titled "Employment of Alaskan Residents"
and Paragraph 31 of the 1983 Lease titled "Employment of Alaskan Residents" in the
Northstar Amendment, collectively the "Employment Paragraphs.” The legislature intends that
the Alaska residents and contractors discussed in the Employment Paragraphs are truly
Alaskan and that Alaska residents throughout the state be given an opportunity to obtain
employment on the Northstar project.

(b) The legislature believes that

(1) the findings made by the legislature in AS 36.10.005(a)(1) - (8) and (11)-
(18), (c¢), and (d), regarding an employment preference for Alaska residents on state
construction projects are equally applicable to the Northstar Amendment; and

(2) the state has a compelling interest in reducing the level of unemployment

among its residents.
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(c) The legislature intends, for purposes of the Employment Paragraphs, that

(1) the phrases "Alaska resident" "residents of Alaska,” and '"resident
personnel” mean an individual who is physically present in the state with the intent to remain
in the state indefinitely and to make a home in the state;

(2) an individual demonstrates that intent by maintaining a residence in the
state;

(3) other acceptable proof of that intent includes evidence that the individual:
is registered to vote in the state, attends school in the state, possesses an Alaska driver’s,
fishing, trapping, or hunting license, or receives a permanent fund dividend; and

(4) the hiring entity may also require that the individual state under oath that
the individual is not claiming residency outside of the state or obtaining benefits under a claim
of residency outside of the state.

(d) The legislature intends that for purposes of the Employment Paragraphs,

(1) the word "available" means Alaska residents who are located anywhere in
the state, not just in the area of the state where the work is to be performed; and

(2) the word "qualified" means an individual who either currently possesses
the requisite education, training, skills, or experience to perform the work necessary for a
particular position or is capable of performing such skills after completing one of the job
training programs contemplated in the Employment Paragraphs.

(e) The legislature understands that nonresidents will be hired only if there are no
available and qualified Alaska residents to perform the work. For purposes of the
Employment Paragraphs, the legislature intends that the requirement to "advertise for available
positions locally” includes advertising in newspapers and other publications located throughout
the state, including rural areas, not just in the location where the work is to be performed.

(f) The legislature further intends that the requirement to "use Alaska job service
organizations" includes those offices maintained by the Department of Labor whose functions
are to aid the unemployed in finding employment and any job service organization located
throughout the state, notjust the location where the work is to be performed.

() The legislature intends that, for purposes of the Employment Paragraphs, the
phrases "Alaska Contractors" and "Alaska firms" mean a firm or contractor that

(1) holds an Alaska business license;
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(2) maintains its principal place of business in the state; and
(3) is
(A) a sole proprietorship and the proprietor is an Alaska resident;
(B) a partnership and more than 50 percent of the partners are Alaska
residents;
(C) a corporation that has been incorporated in the state or is authorized
to do business in the state; or
(D) is ajoint venture composed entirely of ventures that qualify under

this paragraph.

(h) For purposes of Employment Paragraphs, the legislature intends that the lessee’s

reporting obligations comply with the reporting requirements of 8 AAC 30.062 and shall
include information regarding the number of nonresidents hired within the past year, and the
number of Alaska contractors and non-Alaska contractors hired within the past year.
* Sec. 3. AMENDMENT OF LEASES AUTHORIZED, (a) The State of Alaska and BP

Exploration (Alaska) Inc. are parties to the following leases in the Northstar Unit:

(1) ADL 312798, effective February 1, 1980;

(2) ADL 312799, effective February1l, 1980;

(3) ADL 312808, effective February 1, 1980;

(4) ADL 312809, effective February 1, 1980; and

(5) ADL 355001, effective August 1, 1983.

(b) The commissioner of natural resources may amend the Northstar Unit leases
described in (a) of this section to the extent set out in the "First Amendment to the Northstar
Unit Leases Between the State of Alaska and BP Exploration (Alaska) Inc.", dated March 22,
1996, if the amendment includes a provision as follows:

(D) Paragraph 41 of each of the leases described in (a)(1) - (4) of this

section is replaced in its entirety as follows:

"41. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee
shall comply with all valid federal, State and local laws in hiring
Alaska residents and contractors and shall not discriminate against
Alaska residents or contractors. Within the constraints of law, lessee

shall employ Alaska residents and contractors to the extent they are
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available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of
Alaska. Lessee shall advertise for available positions locally and use
Alaska job service organizations to notify the Alaskan public. For work
in connection with this lease, lessee shall use best efforts to contract
with AJaska firms and fabricate modules in Alaska, whenever feasible.
Lessee shall encourage its contractors to employ and train, when
necessary, residents of Alaska. In determining feasibility, lessee shall
consider commercial, health, safety, and environmental conditions and
req irements to ensure maintenance of lessee’s operational standards.
Lessee shall submit annually to the director, division of oil and gas, for
transmission to the Department of Labor, a report that details the
specific measures lessee and its contractors and subcontractors have
taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, and describes
lessee’s efforts to hire Alaska firms for work in connection to this lease.
Lessee shall furnish the Department of Labor a quarterly report
regarding the employment of Alaska residents on the leased area in
compliance with regulations by the Commissioner of Labor. The report
must also include statistical data concerning the number of resident
personnel hired within the past year for this lease";

(2) Paragraph 31 of the lease described in (a)(5) of this section is replaced
in its entirety as follows:

"31. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee
shall comply with all valid federal, State and local laws in hiring
Alaska residents and contractors and shall not discriminate against
Alaska residents cr contractors. Within the constraints of law, lessee
shall employ Alaska residents and contractors to the extent they are
available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of

Alaska. Lessee shall advertise for available positions locally and use
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Alaska job service organizations to notify the Alaskan public. For work
in connection with this lease, lessee shall use best efforts to contract
with Alaska firms and fabricate modules in Alaska, whenever feasible.
Lessee shall encourage its contractors to employ and train, when
necessary, residents of Alaska. In determining feasibility, lessee shall
consider commercial, health, safety, and environmental conditions and
requirements to ensure maintenance of lessee’s operational standards.
Lessee shall submit annually to the director, division of oil and gas, for
transmission to the Department of Labor, a report that details the
specific measures lessee and its contractors and subcontractors have
taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, and describes
lessee’s efforts to hire Alaska firms for work in connection to this lease.
Lessee shall furnish the Department of Labor a quarterly report
regarding the employment of Alaska residents on the leased area in
compliance with regulations by the Commissioner of Labor. The report
must also inch’ le statistical data concerning the number of resident
personnel hired within the past year for this lease"; and

3) These amendments take effect when and if an Act(s) substantially
similar to the act, attached as Exhibit D and incorporated by reference,
takes effect. This amendment is dated for reference purposes as of
March 22, 1996.

* Sec. 4. REPORTING PROVISIONS. The lessee, BP Exploration (Alaska) Inc., shall file
with the commissioner of labor at least every six months the reports that the commissioner
of labor determines are necessary to evaluate the lessee's efforts described under sec. 3(b) of
this Act.

* Sec. 5. SEVERABILITY. Under AS 01.10.030, the provisions of this Act are severable.

* Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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John C. Moryan
President. Alaska

BP EXPLORATION

BP Exploration (Alaska) Inc.
SO0 East Benson Bou'ovard
P.O. Bo* 10G512

Areheragc. Alaska 99519-5612
(907)SEa-£A2

April 29,1996

The Honorable Ramona Bames, Chair

House World Trade and State/Federal
Relations Committee

Alaska State Legislature

State Capitol

Juneau, Alaska 99801

Deai" Representative Bames:

The development of the Northstar field is an important project to the residents of Alaska
and BP Exploration. Northstar development will provide jobs for Alaskans, new
business opportunities for Alaskan businesses, and significant revenues to the state.

BP Exploration has voluntarily and publicly committed to recruit and hire qualified
Alaska residents for the Northstar Development. We have also publicly committed to
encourage Northstar contractors to recruit, hire, and train, when necessary, Aaska

residents.

Furthermore, BP has voluntarily and publicly committed to use Alaska contractors to
build in Aaska Northstar production and processing modules. BP has committed to
spend S30 - 40 million to build in Aaska the larger and more complex modules for
assembly for sealift providing that suitable facilities to do this are available. We are
working with our contractors to do everything possible to ensure the facilities will be
available.

Our reputation depends on our honoring these commitments and reporting our results to
the people of Alaska.

We appreciate the opportunity to provide comments to your committee.
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CS FOR HOUSE BILL NO.548( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION

BY

Offered:
Referred:

Sponior(s): HOUSE RULES COMMITTEE BY REQUEST OF THE GOVERNOR

A BILL
FOR AN ACT ENTITLED
"An Act authorizing the amendment of Northstar Unit oil and gas leases
between the State of Alaska and BP Exploration (Alaska) Inc.; and providing

for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. LEGISLATIVE FINDINGS AND INTENT, (a) The legislature finds that

(1) the production of oil and gas from state land is a matter of statewide
interest and effect because it is an important source of revenue to the state and job
opportunities for the people of the state;

(2) BP Exploration (Alaska) Inc. holds state oil and gas leases in the Northstar
Unit that include net profit share provisions;

(3) unless the net profit share provisions of the Northstar Unit leases are
amended, production of oil and gas from the unit is highly unlikely to begin before the year
2002, if at all;

(4) because of the development account provisions of the net profit share
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leases, the later that these leases are developed, the less "net profits" the stale receives;

(5) if the net profit share provisions of the Northstar Unit leases are amended,
full production of oil and gas from the unit may begin as early as the year 1999;

(6) amending the net profit share provisions of the Northstar Unit leases to
provide for a supplemental royalty will maximize the economic benefits of oil and gas
production to the people of the state by encouraging timely production from the unit;

(7) the development of the Northstar Unit will provide additional revenue to
the state;

(8) the timely development of the unit may result in increased state revenue
in future lease sales; and

(9) the timely development of the unit may result in technological
breakthroughs and other cost savings that may make other development opportunities in

Alaska economically feasible.

(b) With respect to the effect of the effort to secure earlier development of the leases

on employment opportunities for state residents and on the state’s economy, the legislature
finds that
(1) paragraph 41 of the 1980 lease and paragraph 31 of the 1983 lease are to
be amended; under each of the proposed amendments,
(A) the lessee, BP Exploration (Alaska) Inc., undertakes

(i) to use its best efforts to advertise for, recruit, and employ
qualified residents of the state;

(ii) to contract with existing licensed Alaska firms to fabricate
the modules to develop the Northstar Unit leases within the state and, in
contracting with those firms, to encourage its contractors to employ and, when
necessary, train existing state residents;

(iii) to enter into contracts with Alaska-licensed vendors,
contractors, and suppliers for the provision of supplies and services; and

(B) several state agencies with responsibility for improving the
employment opportunities of state residents, including training, commit to efforts to
supplement and support the lessee’s undertakings;

(2) the lessee, BP Exploration (Alaska) Inc., has made significant investments
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in the state, is ranked as one of the state’s largest private sector employers, and regularly
enters into contracts to obtain support services; consequently, the lessee’s fulfillment of the
undertakings described in (1) of this subsection should materially contribute to existing
resident workforce employment opportunities and to the state’s economic stability;

(3) a good faith effort by the lessee, BP Exploration (Alaska) Inc., and the state
agencies to fulfill the undertakings described in (1) of this subsection should ensure that, under
the amended leases, benefits will accrue directly and immediately to the people of the state;
and

(4) the mutual commitments made by the parties to the lease in these
amendments to secure to state residents and businesses the advantages and benefits of both
expanded resident hire opportunities and additional work by in-state businesses are in the best
interests of the people of the state and are considerations of paramount importance to the
legislature in its decision to conditionally approve the proposed amendments of the Northstar
Unit leases.

* Sec. 2. AMENDMENT OF LEASES AUTHORIZED, (a) The State of Alaska and BP
Exploration (Alaska) Inc. are parties to the following leases in the Northstar Unit:

(1) ADL 312798, effective February 1, 1980;

(2) ADL 312799, effective February 1, 1980;

(3) ADL 312808, effective February 1, 1980;

(4) ADL 312809, effective February 1, 1980; and

(5) ADL 355001, effective August 1, 1983.

(b) The commissioner of natural resources may amend the Northstar Unit leases

described in (a) of this section to the extent set out in the "First Amendment to the Northstar
Unit Leases Between the State of Alaska and BP Exploration (Alaska) Inc.”, dated March 22,
1996, if the amendment includes a provision as follows:
@) Paragraph 41 of the leases described in (a)(1) - (4) of this section is
replaced in its entirety as follows:
"41. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee
shall comply with all valid federal, State and local laws in hiring
Alaska residents and contractors and shall not discriminate against

Alaska residents or contractors. Within the constraints of law, lessee

CSHB 548( )
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CSHB 548( )

WORK DRAFT WORK DRAFT

shall employ Alaska residents and contractors to the extent they are
available and qualified. Subiject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of
Alaska. Lessee shall advertise for available positions locally and use
Alaska job service organizations to notify the Alaskan public. For work
in connection with this lease, lessee shall use best efforts to contract
with Alaska firms and fabricate modules in Alaska, whenever feasible.
Lessee shall encourage its contractors to employ and train, when
necessary, residents of Alaska. In determining feasibility, lessee shall
consider commercial, health, safety, and environmental conditions and
requirements to ensure maintenance of lessee’s operational standards.
Lessee shall submit annually to the director, division of oil and gas, for
transmission to the Department of Labor, a report that details the
specific measures lessee and its contractors and subcontractors have
taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, ar.d describes
lessee’s efforts to hire Alaska firms for work in connection to this lease.
Lessee shall furnish the Department of Labor a quarterly report
regarding the employment of Alaska residents on the leased area in
compliance with regulations by the Commissioner of Labor. The report
must also include statistical data concerning the number of resident
personnel hired within the past year for this lease";

Paragraph 31 of the lease described in (a)(5) of this section is replaced
in its entirety as follows:

"31. EMPLOYMENT OF ALASKAN RESIDENTS. Lessee
shall comply with all valid federal, State and local laws in hiring
Alaska residents and contractors and shall not discriminate against
Alaska residents or contractors. Within the constraints of law, lessee
shall employ Alaska residents and contractors to the extent they are
available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to adopt a program to hire residents of
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* Sec. 3. REPORTING PROVISIONS. The lessee, BP Exploration (Alaska) Inc., shall file
with the commissioner of labor at least every six months the reports that the commissioner

of labor determines are necessary to evaluate the lessee's efforts described under sec. 2(b)of

this Act

* Sec. 4. SEVERABILITY. Under AS 01.10.030, the provisions of this Act are severable.

WORK DRAFT WORK DRAFT

Alaska. Lessee shall advertise for available positions locally and use

Alaska job service organizations to notify the Alaskan public. For work
in connection with this lease, lessee shall use best efforts to contract
with Alaska firms and fabricate modules in Alaska, whenever feasible.

Lessee shall encourage its contractors to employ and train, when

necessary, residents of Alaska. In determining feasibility, lessee shall

consider commercial, health, safety, and environmental conditions and

requirements to ensure maintenance of lessee’s operational standards.

Lessee shall submit annually to the director, division of oil and gas, for
transmission to the Department of Labor, a report that details the
specific measures lessee and its contractors and subcontractors have

taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, and describes
lessee’s efforts to hire Alaska firms for work in connection to this lease.

Lessee shall furnish the Department of Labor a quarterly report
regarding the employment of Alaska residents on the leased area in

compliance with regulations by the Commissioner of Labor. The report
must also include statistical data concerning the number of resident
personnel hired within the past year for this lease"; and

These amendments take effect when and if an Act(s) substantially

similar to the act, attached as Exhibit D and incorporated by reference,
takes effect. This amendment is dated for reference purposes as of

March 22, 1996.

* Sec. 5. This Act takes effect immediately under AS 01.10.070(c).
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4/29/96

AMENDMENT

OFFERED IN THE HOUSE
TO: Draft CSHB 548( ), version "M" dated 4/29/96

Page , line

Insert new material to read:

"LEGISLATIVE INTENT, (a) The legislature wishes to set out its intent regarding
meaning of certain words and phrases used in the "First Amendment to the Northstar Unit
Leases between the State of Alaska and BP Exploration (Alaska) Inc. (‘Northstar
Amendment’)" that is approved by this Act. Specifically, the legislature wishes to set out its
intent regarding Paragraph 41 of the 1980 Leases titled "Employment of Alaskan Residents"
and Paragraph 31 of the 1983 Lease titled "Employment of Alaskan Residents" in the
Northstar Amendment, collectively the "Employment Paragraphs.” The legislature intends
that the Alaska residents and contractors discussed in the Employment Paragraphs are truly
Alaskan and that Alaska residents throughout the state be given an opportunity to obtain
employment on the Northstar project.

(b) The legislature believes that

(1) the findings made by the legislature in AS 36.10.005(a)(1) - (8) and (11)-
(18), (c),and (d), regarding an employment preference for Alaska residents on state
construction projects are equally applicable to the Northstar Amendment; and

(2) the state has a compelling interest in reducing the level of unemployment
among its residents.

(c) The legislature intends, for purposes of the Employment Paragraphs, that

(1) the phrases "Alaska resident,” "residents of Alaska,” and "resident
personnel" mean an individual who is physically present in the state with the intent to remain
in the state indefinitely and to make a home in the state;

(2) an individual demonstrates that intent by maintaining a residence in the

state;

(3) other acceptable proof of that intent includes evidence that the individual:
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is registered to vote in the state, attends school in the state, possesses an Alaska driver’s,
fishing, trapping, or hunting license, or receives a permanent fund dividend; and
(4) the hiring entity may also require that the individual state under oath that
the individual is not claiming residency outside of the state or obtaining benefits under a
claim of residency outside of the state.

(d) The legislature intends that for purposes of the Employment Paragraphs,

(1) the word "available" means Alaska residents who are located anywhere
in the state, not just in the area of the state where the work is to be performed; and

(2) the word "qualified" means an individualwho either currently possesses
the requisite education, training, skills, or experience to perform the work necessary for a
particular position or is capable of performing such skills after completing one of the job
training programs contemplated in the Employment Paragraphs.

(e) The legislature understands that nonresidents will be hired only if there are no
available and qualified Alaska residents to perform the work. For purposes of the
Employment Paragraphs, the legislature intends that the requirement to "advertise for
available positions locally" includes advertising in newspapers and other publications located
throughout the state, including rural areas, not just in the location where the work is to be
performed.

(f) The legislature further intends that the requirement to "use Alaska job service
organizations" includes those offices maintained by the Department of Labor whose functions
are to aid the unemployed in finding employment and any job service organization located
throughout the state, not just the location where the work is to be performed.

(@) The legislature intends that, for purposes of the Employment Paragraphs, the
phrases "Alaska Contractors" and "Alaska firms" mean a firm or contractor that

(1) holds an Alaska business license;
(2) maintains its principal place of business in the state; and
3)is
(A) a sole proprietorship and the proprietor is an Alaska resident;
(B) a partnership and more than 50 percent of the partners are Alaska
residents;
(C) a corporation that has been incorporated in the state or is

authorized to do business in the state; or

2-
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(D) is ajoint venture composed entirely of ventures that qualify under
this paragraph.
(i) For purposes of Employment Paragraphs, the legislature intends that the lessee’s
reporting obligations comply with the reporting requirements of 8 AAC 30.062 and shall
include information regarding the number of nonresidents hired within the past year, and the

number of Alaska contractors and non-Alaska contractors hired within the past year."
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CS FOR HOUSE BILL NO. 548(RES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY TIE HOUSE RESOURCES COMMITTEE

Offered: 4/26/96
Referred: House Special Committee oil World Trade and State/Federal Relations, Finance

Sponsor(s): HOUSE RULES COMMITTEE BY REQUEST OF THE GOVERNOR

A BILL
FOR AN ACT ENTITLED
"An Actauthorizing the amendment of Northstar Unit oil and gas leases
between the State of Alaska and BP Exploration (Alaska) Inc.; and providing

for an effective date."
BE IT ENACTED BY THE LEGISLATURE OFTHE STATE OFALASKA:

* Section |I. LEGISLATIVE FINDINGS ANDINTENT,(@) Thelegislature finds that
(1) the production of oil and gas from state land is a matter of statewide
interest and effect because it isan important source of revenue to the stale and job
opportunities for the people of the state;
(2) BP Exploration (Alaska) Inc. holds state oil and gas leases in the Northstar
Unit that include net profit share provisions;
(3) unless the net profit share provisions of the Northstar Unit leases are
amended, production of oil and gas from the unit is highly unlikely to begin before the year

2002, if at all;

(4) because of the development account provisions of the net profit share

CSHB 548(RES)
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1 leases, the later that these leases arc developed, the less "net profits" the state receives;

(5) if the net profit share provisions of the Northstar Unit leases are amended,

2

3 full production of oil and gas from the unit may begin as early as the year 1999;

4 (6) amending the net profit share provisions of the Northstar Unit leases to
5 provide for a supplemental royalty will maximize the economic benefits of oil and gas
6 production to the people of the state by encouraging timely production from the unit;

7 (7) the development of the Northstar Unit will provide additional revenue to
8 the state;

9 (8) the timely development of the unit may result in increased state revenue

10 in futurelease sales; and

n (9) the timely development of the unit may result in technological
12 breakthroughs and other cost savings that may make other development opportunities in

13 Alaska economically feasible.

14 (b) With respect to the effect of the effort to secure earlier development of the leases

15 on employment opportunities for state residents and on the state’s economy, the legislature

16 finds that

17 (1) paragraph 41 of the 1980 lease and paragraph 31 of the 1983 lease are to
18 be amended; under each of the proposed amendments,

19 (A) the lessee, BP Exploration (Alaska) Inc., undertakes

20 (i) to use its best efforts to advertise for, recruit, and employ
21 qualified residents of the state;

22 (ii) to contract with existing licensed Alaska firms to fabricate
23 the modules to develop the Northstar Unit leases within the state and, in
24 contracting with those firms, to encourage its contractors to employ and, when
25 necessary, train existing state residents;

26 (iii) to enter into contracts with Alaska-licensed vendors,
27 contractors, and suppliers for the provision of supplies and services; and

28 (B) several state agencies with responsibility for improving the
29 employment opportunities of state residents, including training, commit to efforts to
30 supplement and support the lessee’s undertakings;

31 (2) the lessee, BP Exploration (Alaska) Inc., has made significant investments

HBO548I)
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in the state, is ranked as one of the state’s largest private sector employers, and regularly

enters into contracts to obtain support services; consequently, the lessee’s fulfillment of the

undertakings described in (1) of this subsection should materiallv contribute to existing
resident workforce employment opportunities and to the state’s economic stability;

(3) agood faith effort by the lessee, BP Exploration (Alaska) Inc., and the state
agencies to fulfill the undertakings described in (1) of this subsection should ensure that, under
the amended leases, benefits will accrue directly and immediately to the people of the state;

and

(4) the mutual commitments made by the parlies to the lease in these

amendments to secure to state residents and businesses the advantages and benefits of both
expanded resident hire opportunities and additional work by in-state businesses are in the best
interests of the people of the state and arc considerations of paramount importance to the
legislature in its decision to conditionally approve the proposed amendments of the Northstar
Unit leases.

(c) It is the intent of the legislature that thecommissioner of natural resources riot
exercise authority under sec. 2(b)(1) of this Act to amend the Northstar Unit leases until all
of the mutual representations made by the lessee and the state agencies that arc set out in
(b)(1) of this section arc substantially complied with.

* Sec. 2. AMENDMENT OF LEASES AUTHORIZED, (a) TheSlate ofAlaska and BP
Exploration (Alaska) Inc. are parties to the following leases in the Northstar Unit:

(1) ADL 312798, effective February 1,1980;

(2) ADL 312799, effective February 1, 1980;

(3) ADL 312808, effective February I, 1980;

(4) ADL 312809, effective February 1,1980; and

(5) ADL 355001, effective August 1, 1983.

(b) The commissioner of natural resources

(1) may amend the Northstar Unit leases described in (a) of this section to the
extent set out in the "First Amendment to the Northstar Unit LeasesBetween the State of
Alaska and BP Exploration (Alaska) Inc.", dated March 22, 1996;

(2) may not exercise the authority granted in (1) of this subsection unless the

governor, after being advised by the commissioners of commerce and economic development

11110548b NWT9<[ Lmlraj mmm&l CSIIB 548(RES)
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and labor, as appropriate, first determines and certifies that
(A) the iessee, BP Exploration (Alaska) Inc.,
(i) has adopted a program to advertise for, recruit, and employ
qualified residents of the state in the development of these leases and that, by
implementing that program, the lessee will employ qualified residents of the

state in at least 85 percent of the jobs that are related to the development of the

Northstar Unit leases;

(i) has negotiated contracts to fabricate all modules necessary
to develop the Northstar Unit leases within the state, the contracts were
negotiated only with existing Alaska-licensed firms, and that in contracting
with those firms, the lessee has used its best efforts to require its contractors
to employ and, when necessary, train existing state residents; and

(iii) has entered into contracts with Alaska-licensed vendors,
contractors, and suppliers for the provision of supplies and services in the

development of these leases and the associated contracts; and

(B) the state agencies having specific responsibility for improving the

employment opportunities of state residents, including job service offices for

employment recruitment and state-sponsored or supported programs for training, are
actively supplementing and supporting the lessee’s undertakings.

* Sec. 3. REPORTING PROVISIONS. The lessee, BP Exj. eoration (Alaska) Inc., shall file

with the commissioner of labor at least every six months the reports that the commissioner

of labor determines are necessary to evaluate the lessee's efforts described under

sec. 2(b)(2)(A) of this Act.
Sec. 4. This Act takes effect immediately under AS 01.10.070(c).

11B0548b
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LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 ar 465-2450 STATE OF ALASKA
FAX (907) 465-2029 130 Seward Street, Suite 409
Mail Stop 3101 Juneau, Alaska 99801-2105
MKMORANDIM April 29, 1996
SUBJECT: Concerning CSHB 548(RES), relating to the modification of the

Northstar Unit oil and gas leases

TO:

FROM:

lview these as potentially significant problems with respect to the legislation:

I. To the extent that it proposes changes to existing leases that are "material,"
reformation of the Northstar unit leases is arguably impermissible:

There is no explicit statutory or regulatory authority to renegotiate an oil and gas lease as is
contemplated in the Northstar unit lease revisions. It is this explicit authority that the
Administration is requesting, with respect to the Northstar unit leases, in sec. 2(b) of the
original bill (sec. 2(b)(1) of CSHB 548(RES)).

Without regard to specific statutory authority, as a matter of general law, negotiations may
be initiated to amend a competitively bid public contract. 72 C.J.S. Supp. "Public
Contracts,” sec. 24. However, reformation ofa contract entered into after public notice and
use of competitive lease procedures is regarded with disfavor. State of Hawaii v. Kahua
Ranch Ltd.. 384 P.2d 591 (Hawaii 1963). on rehearing, dec. affd., 390 P.2d 737 (Hawaii
1964). reh. den. 391 P.2d 872 (Hawaii 1964) (reformation of lease of public land sold at
public auction pursuant to statutorily required notice of contents of lease denied by court).
Moreover, competitively bid contracts may not be materially amended. McKinnon v
Alpetco. 633 P.2d 281. 287 (Alaska 1981). Kenai Lumber Company v. LeResche. 646 P.2d
215, 221 (Alaska 1982). Amendments to a contract are "material" if they involve the
alteration of factors that influence the judgment or decision on the award of the contract.
Brown v. Ward. 593 P.2d 247,250 (Alaska 1979), Cousineau v. Walker. 613 P.2d 608, 613
(Alaska 1980). See also King v. Alaska State Housing Authority. 512 P.2d 887, 892 (Alaska
1973), op. after remand, 571 P.2d 1010 (Alaska 1977) (in the context of responses to public
bids, a variance from the invitation to bid is "material” "if it gives the bidder a substantial
advantage over other bidders, and thereby restricts or stifles competition." 512 P.2d at 892).



Representative Kay Brown
April 29, 1996
Page 2

H. Legislative approval in the form set out in the bill may be invalid as a violation of
the ""Uniform Application Clause," article V 111, section 17 of the Alaska Constitution:

Article VIII, section 17 is identified as the "Uniform Application Clause,"” Shepherd v.
Department of Fish & Game. 897 P.2d 33, 43, n. 11 (Alaska 1995). The constitutional

provision reads:

UNIFORM APPLICATION. Laws and regulations governing the use
or disposal of natural resources shall apply equally to all persons similarly
situated with reference to the subject matter and purpose to be served by the
law or regulation.

The Alaska Supreme Court has indicated that, in its application to the disposition of state
resources, the provision establishes a standard that is more stringent than the equal protection
standard of the state constitution's article I, section 1. Alaska Fish Spotters Assn. v. State.
838 P.2d 798, 804 (Alaska 1992); Baker v. State. 878 P.2d 642, 644 (Alaska App. 1994).

Under the state constitution, the equal protection standard is, as you may know, a sliding
scale. In cases involving economic endeavor, the Alaska Supreme Court, applying an equal
protection analysis, suggests that, where government involvement affects a right to engage
in an economic endeavor affecting use of state natural resources, the legislation on which the
government involvement is based should exceed rational basis scrutiny. - Commercial
Fisheries Hntrv Commission v. Apokedak. 606 P.2d 1255, 1266 (Alaska 1980). app. after
remand 6d0 P.2d 486; Baker v. State. 878 P.2d 642,644 (Alaska App. 1994). The evaluation
standard applicable under the Uniform Application Clause ofart. V 1lII, sec. 17 surely may
not be less stringent. It probably requires not the minimum requirement of a fair and
substantial relationship but rather at least a close ne,us, or fit, between the proposed
enactment and the interest sought to be served by it. -

- Under the minimal, rational basis test, the legislation need only indicate
a classification or distinction that is reasonable, not arbitrary, and that rests upon
some basis having a fair and substantial basis to the object of the legislation.

1 on the nature of the relationship, in its Baker decision, the Court of
Appeals has written:

The supreme court’s pronouncements on Article V 11 might be

interpreted to create a distinct constitutional analysis for challenges

based on the uniform application clause. However, we think it is

noteworthy that, in McDowell [v. State. 785 P.2d 1 (Alaska 1989)],

the [supreme] court tracked the equal protection test, speaking of the

importance of the legislative purpose and the means used to
(continued...)
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April 29, 1996
Page 3

Section 2(c) of the original bill confines itself to the Northstar unit leases. The authorization
provision is dropped from CSHB 548(RES) but the effect of the revised bill is similar to the
original in that only Northstar unit leases held by BP Exploration (Alaska) Inc. are addressed.
Only those are held out for reform. No mention is made of other lessees having interests
burdened by net profit share leasing provisions--maybe there are none--but the bill makes
no effort or attempt to authorize the commissioner of natural resources to treat all persons
similarly situated so that net profit share leases other than those held by BP Exploration
(Alaska) Inc. may be considered, if circumstances warrant, for reformation. If there are other
net profit share lessees that face burdens substantially comparable to those described in the
bill's first "Findings" section, the legislature needs to consider reform of those provisions in
sec. 2 so that all persons similarly situated with reference to this subject matter may obtain
similar treatment.

I11. The material inserted by the House Resources Committee, particularly the
requirements of the committee substitute’s section 2(b)(2)(A) that revises and toughens
the requirements relating to state resident hire, almost certainly are unconstitutional
as a violation of the privileges and immunities clause, article 1V, section 2, Constitution
of the United States.

The objection is ably discussed in the April 26 memo of John Miller. Eide and Miller, to Bill
Allen, a copy of which is enclosed.

Please contact me should you have additional questions.

JBC:glc
96-261.glc
Enclosures

(...continued)

accomplish it. It appears that, when the supreme court analyzes
legislation under article VI, the court uses the same approach
employed in its equal protection cases, but, in recognition of the high
importance of citizens' equal access to natural resources, the court
requires the government to demonstrate both an “important”
legislative purpose and means narrowly tailored to accomplish that
purpose. This analysis comports with the court's statements that
legislation "impairing the important right to engage in economic
endeavor" must besupported by a legislative purpose that is "not only
legitimate, but important”, and that "the nexus between the enactment
and the . . . interest it serves [must] be close." [State v.] Enserch
Alaska Construction). Inc.). 787 P.2d [(Alaska 1989)] at 633.

Baker v. Stale. S7S P.2d 642 (Alaska App. 1994) at 644 - 645 (footnote omitted).



Northstar Contract Leases

Under the new amendments, the Net Profit Sharing Lease (NPSL) terms
would be removed from the State leases. They would be replaced with a
supplemental royalty (see attachment), which would vary depending on the
life of the field. This Northstar Unit is composed of five state and two federal
oil and gas leases and the only joint state/federal unit in Alaska. According to
BP and others, one of the primary barriers to development of Northstar is the
high NPS which is in aldition to the 20% royalty share. BP's main objection
to net profits is that it would force the company to prematurely shut down

the Northstar field once the state's NPS kicked in. The State leases currently
provide for both the highest reserves weighted royalty, 20%, and NPS 89%, of

any unit in the state. BP has guaranteed that the base royalty of 20% w ill

remain unchanged.

Under net-profits leasing, government has access to financial data not usually
available. The landowner (state) willingly postpones its income until the
operator recovers his costs. The operator thus has the incentive to increase
his development and operating costs, it effect lessening the landowners's

(state) net-profit share.

Being a development and not an exploration project, the ideal way to develop
Northstar— from a the state's perspective—is by net profits. Using net profit
bidding on a partially discovered oil field was an approach the legislature

when in 1978-79, it passed the leasing amendment that included net profits.

British Petroleum says 130 million barrels are recoverable and will begin
production in 1999. BP must approve Northstar within 12 months or drop
the leases, through a "use it or lose it" provision. If BP does not receive
project sanction from their Board of Directors within one year of legislative
approval, they must return all of the Northstar leases, including the leases

containing certified wells. The leases could then e released by BP and

possibly re-bid.

Following a decision not to develop, Amerada Hess Corp. and its partners
sold their interests to several prospective buyers. By the end of 1994, BP had
over 98% interest in Northstar and Murphy O il the remainder. BP had a
problem with the lease's NPS provisions and asked Dept, of Natural
Resources to modify the terms last year. The agreeement would be to remove
the provisions in exchange for early, certain development and some form of
additional payment to the state. BP has said they will not develop Northstar

w ith the existing NPS provisions.

Assuming the development will occur, after 2002 the State would receive

more under the supplemental royalty method than the NPS method.



B enefits
- Potentially 75% of facilities could be fabricated in Alaska involving
increased numbers of modules fabricated at existing yards in Anchorage
. Assembly of 2 meg-modules at Port of Anchorage
. Requires commitment to Port assembly yard by mid-year
e Supplemental royalty estimated value of $37-65 m illion

. Estimated state revenues is $435 million

N o local hire provision. Could amend the bill (HB 548) with strong local

hire message. It would not be in contract leases, but could be in ihe bill.

(In 1980 lease, an Alrskan hire provision was included that said lessee shall
comply with all valid and applicable laws and regulations with regard to the
hiring of Alaska residents and w ill not discriminate and w ill furnish Dept, of

Labor aquarterly report on the status of such).

Dept, of Nat. Resources Economic Evaluation

If BP develops the field with the NPS or supplemental royalty in place in
1999, BP's rate of return remains virtually unchanged, while the state
receives $37 miillion in supplemental royalty compared to $85 m illion in
NPS. If BP does not develop the field until 2002 and the NPS in place,
then BP's rate of return is slightly lower while the state receives $37

m illion compared to $41 million, only a $4 million difference.



M EMORANDUM State of Alaska
Department of Law

to. Honorable John T. Shively date: March 26, 1996
Commissioner
Department of Natural Resources FLENQO: 663-96-0441

TELEPHONENO:  465-3600

ROVt L Baldwin subject: Necessity for legislation to
Assistant Attorney General implement net profit share
Governmental Affairs - Section reduction

We were asked whether the Commissioner of Natural Resources has the statutory
authority to reduce the net profit share payments required under the Northstar leases held by BP
Exploration (Alaska) Inc. After considering that question, we conclude it would be prudent to seek
express statutory authority for this action. We also discuss other legal issues that bear on proposed

remedial legislation.
1. Authority Under Existing Law.

Alaska Statute 38.05.180 is a comprehensive statute which sets out the Commissioner
ofNatural Resources’ authority regarding oil and gas leasing. Section 180 contains express authority
in two subsections for the commissioner to modify the royalty provisions ofan oil and gas lease.
However, neither section 180 nor the Alaska Land Act (AS 38.05) defines the meaning of the term
"royalty." To add to the difficulty of statutory construction, section 180 lacks express authority for
reduction ofa net profit share interest.

The Northstar leases are within the Northstar unit. To implement unitization of a
field,

The commissioner may, with the consent ofthe holders of the leases involved
. change. .. royalty requirements ofthe leases . . ..

AS 38.05.180(p); (emphasis added). Section 180(p) provides that a change may be made rin
connection with the institution and operation of a cooperative unit plan." The Department of Natural
Resources (department) interprets section 180(p) to be applied only at the institution ofa unit. FOI
this reason, section 180(p) is not germane to the instant transaction. In any case, section 180(p) was
amended during the first session o fthe Nineteenth Alaska State legislature to provide in part that the
commissioner



Hon. John T. Shively March 26, 1996
Our File No. 663-96-0441 Page 2

- “may not decrease royalty on leases in connection with a cooperative or unit
plan except as provided in (j) of this section.

Sec. 3, ch. 85, SLA 1995. Section 180 (j) permits the commissioner to

provide for an increase or decrease or otherwise modify royalty, to allow for
production that would not otherwise be economically feasible

Section 180(j) cor.iins intrinsic evidence that the legislature meant only to cover the royalty share
in amount or valtx of production removed from the lease. For example, in section 180(j)(3)(C)(i)
and (4)(A) limits are imposed on the commissioner's power to reduce a royalty using the terms
"royalty percentage” or "royalty rate." The use of these terms is evidence that the legislature meant
section 180 (j) to apply only to a share in the amount or value of production, not to a reduction of
a share I'f the net profit derived from the lease. The foregoing intrinsic evidence of meaning is
consistent with your testimony given when section 180(j) was under consideration before enactment
by the legislature. You testified, "there was no reference made in [SB 207] to 'net profits leases'.. ..

There could be negotiation on the base royalty, but not the net profit portion ." Senate Finance
Committee Minutes, SB 207, May 11, 1995 . Senate Bill 207 was never subsequently amended to
cover the omission highlighted by the commissioner. Senate Bill 207 was passed by the legislature
was signed into law by the governor and became ch. 85, SLA 1995.

There is no commonly understood definition of a net profit share.l A net profits
interest may be interpreted to be either the equivalent ofa royalty which is aninterest in land, or it
could be considered only a contract right which is severable from an interest in realty. We would be
remiss if we did not acknowledge that the department has without discussion, on occasion,
interpreted the term “royalty requirements” in section 180 (p) to include a net profit share interest.
Similarly, the Minerals Management Service, the federal agency equivalent to the Division of Oil &
Gas, has interpreted the term "royalty,” in the context of a royalty reduction, to include net profit
share payments. 30 C.F.R. § 203.50. The past administrative interpretations ofthe department
are limited in number and offairly recent origin. For this reason, we are unable to conclude there has
been a contemporaneous construction that a net profit share is included within the meaning of
"royalty." For these reasons and the analysis of the relevant provisions discussed above, we believe
there is substantial doubt that section 180 prescribes a method for reducing a net profit share interest.

We believe that it would not be prudent to assume that the term "royalty," as used in
subsection (p), includes net profit share payments. |f that were the case, the commissioner's only
statutory authority to reduce the net profit share payments required under the Northstar Unit leases

1 See Christy v. Petrol Resources Corp.. 691 P.2d 59, 61 (N.M. App. 1984X"net profits
interest” has no independent meaning, and nature of the interest must be determined from provisions

ofthe instrument creating it).



Hon. John T. Shively March 26, 1996
Our File No. 663-96-0441 Page 3

is set out in AS 33.05.180(j). For the reasons stated above, we believe that a decision to reduce 1
net profit share using the authority contained in section 180(j) would be vulnerable to a judicial
challenge. Further, under section 180 (j), the commissioner may reduce royalty on unitized leases if
the lessee makes a “clear and convincing showing that a modification of royalty meets the
requirements of this section and is in the best interests of the state.” AS 38.05.18C(j)(2). The
purpose of subsection (j) is “to allow for production that would not otherwise be economically
feasible.” You have informed us that the Northstar Unit development does not meet this standard.
It would be preferable to seek independent authority for the Northstar net profit share reduction in
a way that would bring certainty to the state and the leaseholder while avoiding these difficult legal

issues.2

2. Local or Special Legislation

The department intends to seek the narrowest possible provision to specifically
authorize amendments to only the Northstar leases. Consistent with your instructions, we have
prepared a bill to accomplish this goal. You ask whether such a bill would violate the Alaska
Constitution. The prohibition against local or special legislation provides:

The legislature shall pass no local or special act if a general act can be made
applicable. Whether a general act can be made applicable shall be subject to

judicial determination.

Alaska Const. Art. n, Sec. 19.

Section 19 has not been recently applied by the Alaska Supreme Court. In 1975,
section 19 was applied to invalidate a statute that mandated the creation ofan Eagle River-Chugiak
Borough. Abrams v. State. 534 P.2d 91 (Alaska 1975). In Abrams, the court recognized that a
statute may affect only one ofafew areas and yet relate to a matter of statewide concern or common

interest.

In 1977, section 19 was again applied to validate a statute authorizing a trade o f land
between the federal government, the state, and a Native regional corporation. State v. Lewis. 559
P.2d 630 (Alaska 1977), cert, denied. 432 U.S. 901 (1977). The court found that the land trade was
unique, but of statewide concern. The Lewis, court propounded a test to be used in determining
whether a statute violates the special or local prohibition. It was substantially the same as the test
used to determine the validity of nonsuspect classifications challenged as violative ofequal protection.
The state merely had to show a rational basis, a good reason, tojustify the special trea'rient.

There may be implied authority to amend the net profit share term ofan oil and gas lease
granted under AS 38.05.180. While that authority may exist, it has never been used to reduce a net
profit lease. On a matter of such significance, this transaction should not become the test case.
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In 1978, the court articulated a unified equal protection analysis that avoids
distinguishing between suspect and nonsuspect classifications by using a sliding scale to weigh the
interests involved in any classification. State v. Erickson. 574 P.2d 1 (Alaska 1978). The court
applies a single test that is flexible arid dependent on the importance of the rights involved. The more
fundamental the right involved, the more compelling the interest the state must have for preferring
one classmember over another. Commercial Fisheries Entry Commission v. Apokedak. 606 P.2d
1255 (Alaska 1980).

There has not been a case involving the local or special legislation prohibition since
the unified equal protection test was adopted by the court. It remains to be seen how the court will
apply an equal protection analysis to a statute claimed to violate section 19.

According to the department, there are approximately 39 leases carrying net profit
share provisions. It is possible that other leaseholders will claim discrimination if they are not also
given relief from a corresponding net profit share provision. We doubt that a leaseholder would
prevail in a claim that a statute permitting the reduction ofa leaseholders net profit share interest
implicates a fundamental right. It is not a foregone conclusion that the other leaseholders are similarly
situated to the Northstar leaseholder. We doubt there is a class of similarly situated leaseholders who
would be discriminated against by a bill that only applies to the Northstar leases. The effect ofa net
profit share on a specific fieid will be subject to different economic assumptions (except price).

The state's interest advanced by the proposed statute is to bring the Northstar leases
into production in a way that also encourages other employment and economic activity in the state.
The state depends on petroleum revenues for approximately 85 percent ofits general fund revenues.
For this reason, a statute specifically directed to the Northstar leases can be said to have statewide
significance. The reduction in net profit sharing is tied to promises o f local manufacture and assembly
offacilities to develop the leases. This will lead to substantial economic activity in the railbelt region
ofthe state in which over halfOf the population of the state resides. There will be a direct economic
benefit to the North Slope Borough derived from increased tax revenues. Production from the
Northstar Unit will decrease the TAPS tarifffor all existing North Slope fields and will likely extend
the life of TAPS thereby making it more likely that fields not currently in production can be brought

into production.

It will be the department's responsibility to carefully articulate the state's interest
during legislative hearings on the bill proposing the net profit share reduction. This must be done
with the goal in mind o festablishing a detailed legislative history supporting the interests of the state.
The legislative history will be important because the ultimate decision "whether a general act can be
made applicable" rests with the Alaska Supreme Court.
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3. Public Purpose.

The proposed reduction in the net profits share provisions of the Northstar leases
raises the question ofwhether there might be an expenditure of future state revenues without a valid
public purpose. It is debatable how much revenue, if any, would be foregone if the leduction in net
profit share takes effect. The amount is dependent on when the leases go into production, the value
ofoil and other production from the lease, and when the leases become profitable under 11 A.A.C.
83.210*.295.

The .Maska Constitution requires that state money be expended only for public
purposes. Alaska Const, art. IX, sec. 6. To satisfy the public purpose doctrine, llie benefit to the
public must be the direct and primary purpose of an expenditure. It is permissible if the expenditure
also has an indirect private benefit. However, the reverse (direct private benefit with only secondary,
indirect public benefit) constitutes violation ofthe public purpose doctrine.

The analysis is s:"filar to a determination whether there is adequate consideration to
support acontract. Ifthereis  table consideration received by both the state and the leaseholder,
the benefit to the state may be laracterized as direct. In the case ofthe Northstar leases, there is a
trade-offbetween expedited development of the leases and the loss ofuncertain future revenue. The
expedited development comes combined with in-state manufacture and assembly of production
facilities. The magnitude ofthe loss in revenue is highly speculative because the value of production
from the leases depends on the whims of the marketplace.

Because the State leased the oil rights at the Northstar field pursuant to the
constitutional mandate to obtain the maximum public benefit, an effort to expedite production vitally
affects the public interest. See Swindel v. Kelly. 499 P.2d 291, 298 n.27 (Alaska 1972Xruling that
State Constitution recognizes value of all public lands); Alveska Ski Corp. v. Holdsworth. 426 P.2d
1006, 1011 (Alaska 1967)(ruling that “our constitution reflects ... the importance of our land
resources and of the concomitant necessity for observance of legal safeguards in the disposal or
leasing of state lands”) See also Trustees For Alaska v. State. 736 P.2d 324, 335 (Alaska
1987Xhnding that State was granted large land holdings under the Statehood Act to “ensure the
economic and social well-being of the new state.”) Given the public’s vital interest in deriving the
maximum benefit from the leasing of state lands, the court would likely liberally construe the
proposed net profit share reduction provisions in the State’s favor. See State v. Moncnci V/0P.2d
470,475 (Wyo. 1986Xstating that if a governmental mineral lease is ambiguous, a court must then
recognize that the government officials’ duty “to realize the largest possible proceeds is a surrounding
circumstance which must be considered when interpreting these leases.")

The Alaska Supreme Court tends to give a certain amount of deference to the
judgment of the legislature concerning whether and how state resources may be expended for a
particular purpose. DeArmond v. Alaska State Development Corpoiation T(>P.al * . vsl
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(Alaska 1962)(court will not set aside finding of public purpose unless it clearly appears that such
finding is arbitrary and without any reasonable basis in fact). To be sure, there will be some
uncertainty if this question is litigated. The Alaska Supreme Court has stated that the phrase "public
purpose” represents a concept which is not capable of precise definition. DeArmond. 376 P.2d at
721; Walker v. Alaska State Mortgage Association. 416 P.2d 245 (AJaska 1966). The concept is an
evolving one for which "it would be a disservice to future generations for [the Supreme Court] to
attempt to define ...." Id The court will examine the "entire factual and governmental context to
determine whether a particular plan ofaction serves a public purpose."” Wright v. City of Palmer. 468
P.2d 326,330 (Alaska 1970Xcitation omitted). In essence, a determination of public purpose must
be made in each case on the basis of the particular facts and circumstances. DeArmond. 376 P.2d

at 721.

We believe that a compelling case can be made that there is adequate consideration
to support a finding of a direct and substantial public benefit flowing from the reduction ofthe net
profit share. We assign a low probability to the possibility ofa successful challenge based on the
public purpose doctrine.

4. Competitive Bidding Principles

It may be possible to consider a net profit share to be a contract right of the
leaseholder. A public contract can be amended by the contracting parties. The power to amend a
public contract is a necessary element of contract administration. It is not certain that judicial
constructions ofthe ability of an administrative officer to amend a public contract will apply to the
power to amend a contract right conveyed along with an oil and gas lease.

The power of amendment has its limits. The ability to amend is greatly restricted if
the contract was awarded through the competitive bidding process. The reason for this is the premise
that a material change in a competitively bid contract amounts to a new contract. M Kinnon v.
ALPETCO. 633 P.2d 281,287 (Alaska 1981). A new contract can only be awarded through another

round ofcompetitive bids. Id.

The rule against material amendments was applied in Kenai Lumber Co.. Inc v.
LeResche. 646 P.2d 215 (Alaska 1982). In Kenai Lumber, the Alaska Supreme Court offered factors
for determining when an amendment is material. These factors include:

(1) the legitimacy of the reasons for the change;

(2) whether the reasons for the change were unforeseen at the time the contract
was made;

(3) the timing of the change;
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(4)  whether the contract contains clauses authorizing modifications; and

(5) the extent of the change relative to the original contract.
646 P.2d at 221.

It may be possible to formulate an argument that the reasons for amending the
Northstar leases are legitimate and were unforeseen at lease formation. The timing of the change is
sufficiently distant from formation of the leases to negate any claim that it is a pretext to avoid
resolicitation ofthe leases. However, the extent of the change is substantial enough to raise serious
questions as to whether factor (5) above can be satisfied. Other persons who competed for the leases
may claim that since the net profit share was the sole variable in the lease sale, it is such a material
term that a change cannot be made without violating the competitive bidding statute. Uncertainty
concerning the state's prospects for prevailing in any litigation on this issue gives an additional basis
for our advice that the department seek independent statutory authority for the Northstar transaction.
The Alaska Supreme Court has held that competitive bidding is not necessary unless "required by
constitution, statute, ordinance or regulation.” McKinnon. 633 P.2d at 287. If the legislature were,
to directly authorize the amendments to the Northstar leases, that authorization would take
precedence over any other statute requiring competitive bids, just as section 180(j) takes precedence

over any other competitive bidding statute.

We hope that the foregoing memorandum adequately addresses the reasons why it
would be prudent to seek specific authority from the legislature to reduce the net profit share
provisions applicable to the Northstar leases. We are prepared to assist the Department of Natural

Resources in seeking passage of a bill to accomplish this purpose.

JLB/clh
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MEMORANDUM April 2, 1996
SUBJECT: House Bill 548, authorizing, approving, and ratifying amendment of

Northstar Unit oil and gas leases between the State and BP
Exploration (Alaska), Inc., and providing for an effective dare —

section™1 n
TO: Represe
FROM: Jack Ch

Legislat

In his March 25 transmittal letter, Gtfvpmor Knowles called upon the legislature to pass this
bill (or a companion Senate rnea&E) to authorize, approve, and ratify a document that is
identified as the "First Amendment to the Northstar Unit Leases Between the State of Alaska
and BP Exploration (Alaska). Inc.," the lessee. HB 548 is, with its identical Senate
counterpart, legislation responsive to the governor's request.

Bill section 1 enumerates a series of legislative findings offered as justification for the bill.
Bill section 2: This is the measure’s operative provision. O fthe section's three provisions —

- subsection (a) identifies, by ‘TJL number, the specific leases that comprise the
Northstar Unit;

-- subsection (b) authorizes the commissioner of the natural resources to amend the
Northstar unit leases consistent with the provisions of the "First Amendment. . . ." dated
March 22, 1996; and

— subsection (c) gives the legislature's approval and ratification of the "First
Amendment. . . dated March 22, 1996.

Bill section 3 gives the measure an immediate effective date.

More details about the "First Amendment " are set out in Senate and House Joint Journal
Supplement No. 21 of March 28, 1996. The House version is summarized in the Governor's
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March 25 transmittal letter reprinted at House Journal, pages 3434 and 3435 (March
1996).

| have no other information about the measure.

JBCklb
96-25 L.kib
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MEMORANDUM April 27, 1996
SUBIJECT: Response to the April 26 Eide & Miller memo analyzing the local
hire requirements of CSHB 548 (Resources) (Work Order No. o
GH2065\G)
TO: Representative Ramona Bames, Chair

House Special Committee on World Trade and State/Federal

FROM:

I cannot disagree with the analysis set out in the above-referenced memo and believe, with
its author, that the mandatory resident hire provision would almost certainly be found
unconstitutional as a violation of the privileges and immunities clause, article 1V, sec. 2 of
the United States Constitution. | also agree that, since the more stringent resident hire
requirement derives from state legislation, adherence to the provision by B P Exploration
(Alaska) Inc. would in fact be found to be "state action.”

The tougher call is Mr. Miller's assertion that the resident hire provision is not severable
from the remainder of the measure. For reasons set out below | disagree with his conclusion
on the point.

From his reading of the early decisions. Mr. Miller concluded that the test that would be
applied by the courts is this:

. . . The crucial question for a court reviewing a statute is whether the
legislature intended for the whole statute to fail if one provision of it (such
as a local hire provision) is held to be invalid. Lvnden Transport. Inc. v.
State. 532 P.2d 700, 711 - 715 (Alaska 1975).

April 26 memo, at page 3.
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The Alaska Supreme Court's more recent discussions regarding the severability of invalid
statutes leads me to believe that the test is not exactly as stated by Mr. Miller. Th Sonneman
v. Hickel. 836 P.2d 936 (Alaska 1992), a challenge to the Marine Highway f und brought
under the "no dedicated funds" provision of article 1X, section 7, the Alaska Supreme Court
reached back to a 1974 decision and formulated this test:

The key question is whether the portion remaining, once the offending
portion of the statute is severed, is independent and complete in itself so
that it may be presumed that the legislature would have enacted the
valid parts without the invalid part. Jefferson v. State. 527 P.2d 37, 41

(Alaska 1974).

Sonneman v. Hickel. at 941 (emphasis added). Subsequently, in State v. Kenaitze Indian
Tribe, 894 P.2d 632 (Alaska 1995), involving an attack on a 1992 enactment in which the
"proximity of the domicile" standard appears as a factor in determining eligibility for
subsistence tier Il status, the court re-emphasized the formulation that it had reached in
Sonneman.

In the Kenaitze Indian Tribe decision, after quoting the Sonneman formulation, the court
went on to apply it. On the strength of the general severability clause, AS 01.10.030, the
court first determined that the unconstitutional language of the measure in question could be
removed or severed from the statute, leaving the remainder "logically complete and capable
of being given legal meaning.” Kenaitze Indian Tribe, at 639.

The test, then, no longer appears to be the one, as described by Mr. Miller, "whether the
legislature intended for the whole statute to fail if one provision of it (such as a local hire
provision) is held to be invalid." Rather, under Sonneman and Kenaitze Indian Tribe, it is
one that looks to whether, after removal of the material found to be unconstitutional, that
which remains is "logically complete and capable of being given legal meaning." In other
words, acknowledging that the resident hire provisions of CSHB 548 (Resources) are
unconstitutional, is the remainder of the measure one that is. under the Sonneman
formulation, "independent and complete in itself so that it may be presumed that the
legislature would have enacted the valid parts without the invalid [parts]."

In its Kenaitze Indian Tribe decision, as an aid to trying to ascertain whether the legislature
would have proceeded with the subsistence enactment knowing that the "proximity of the
domicile" clause was unconstitutional, the court considered the legislative findings attached
to the 1992 enactment. It then concluded that, because the legislature found the general
theme or subject matter of the enactment-subsistence-so important, determining that the
unconstitutional "proximity of the domicile” provision was not severable would doom the
entire enactment, leaving "individuals needfully dependent on subsistence ... deprived of
an opportunity to harvest fish orgame . . . To avoid an outcome that it perceived would.
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work a real hardship, in order to save the general statute, the court determined that the
challenged provision was severable.

In my view, no similar probability exists that the court would bend over backwards to sustain
the Northstar Unit lease modification measure. Quite the contrary. This legislation has
problems apart from the question of the constitutionality of the more stringent resident hire
requirement. It is possible that, in the event of litigation, to avoid dealing with the other
problems, the court could readily determine that the resident hire provisions were
unconstitutional and, finding on the record to date that the legislature was, as | think Mr.
Miller has correctly observed, intent on taking the expanded resident hire opportunities
beyond those recited in the draft lease modifications, conclude that the legislature would not
have enacted the valid parts without inclusion of the invalid resident hire provisions.

I would recommend that your committee not give the cour that opportunity.
Your options, it seems to me, are these:

First, your committee could revise sec. 2(b)(2)(A) of CSHB 548 (Resources) to make the
resident hire and in-state contracting requirements conform in substance to what the parties
have already agreed to in the contract modifications. References to "at least 85 percent of
thejobs" and "fabrication of] all modules," for example, should be deleted and replaced by
a more accurate summary of the language of the contract modifications. That may not
eliminate the constitutional question but it would allow the state to contend that the
provisions are no stronger than what the parties were already prepared to agree to, and no
additional employment or contracting burden is placed by this measure on the lessee.

Alternatively, if your committee sees the need to retain the stringent resident hire and in-state
contracting requirements, | would urge it to add to the bill a specific severability clause. Mr.
Miller's memo identifies the cases from which he concludes that the requirements would not
survive constitutional challenge. If your committee believes that the legislature should
communicate to the court that the legislature wants to authorize and endorse the lease
modifications, that it is prepared to push the executive and the lessee harder on obtaining
resident hire, but that it is prepared to back away from calling for a more stringent resident
hire requirement if insistence on inclusion of that requirement would jeopardize the contract
modifications, then the committee should provide some mechanism to signal that a
conclusion that the resident hire provisions are constitutionally invalid does not cause the
entire enactment to fail. With the range of questions raised about the propriety of these lease
modifications, the legislature needs to speak quite clearly in defense of what it is proposing
to insert into the agreements and whether or not the probable invalidity of inserted materials
should or should not cause the entire modification approval to fail.

While | am satisfied that the general severability clause, AS 01.10.030, provides a basis for
the court-if it wants to so find--to sever the unconstitutional parts ofth'lme ‘s ir !
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the remainder, it is, as Mr. Miller notes, a "weak presumption” and there is no certainty as
to how the court may conclude. Consequently, | cannot advise you to rely on the general
statutory severability clause. If you want to frame and send a stronger message, a special
severability clause should be added to the measure. -

Please contact me if you should have additional questions.

JBC:pl
96-140.pIm

- The inclusion ofa specific severability clause is not itself a guarantee that
the invalid provision will be set aside and the remainder ofthe Act sustained. Rather,
it serves as an aid to the court in determining the weight to be given the parts of the
enactment:

Because a separability clause purports to be an expression of
the legislature's intent, it is logical to view the presence of a
separability clause not so much with discovering legislative intent,
but rather with determining only whether the valid portion is
sufficiently independent tojustify separate enforcement.

2 C. Sands, Sutherland, Statutory Construction, sec. 44.06, at page 522, quoted in
Vik v. Commercial Fisheries Entrv Commission. 636 P.2d 597,601 (Ai,, 4ii.;.
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DEPARTMENT OF NATURAL RESOURCES DIVISION OF OIL AND GAS
To; Ken Boyd DATE: April 25, 1996
Director
FILE NO:
THRU:

TELEPHONE: 269-8799

FrRoM: Kevin Banks suBJECT: HB 548 Northstar
Petroleum Economist

During yesterday’'s meeting of the House Resources Committee, Co-Chairman Green asked that |
run the Northstar model changing assumptions about reserves, production rates, prices, and
capital costs.

Attached are several tables that should illustrate for Representative Green and the committee the
sensitivity of the supplemental royalty and net profit share to these assumptions. Table ! is the
“most likely” case that assumes the Department of Revenue (DOR) base price case (Fall 1995),
reserves of 130 million barrels, and capital costs of $350 million. In Table 2 ,1have assumed
reserves of 160 million barrels, peak production rate of 50,000 barrels per day (the same
assumption in the most likely case), and | have extended this plateau rate for two more years in
order to reach total production of 160 million barrels.

Table 3 shows the impact of the DOR high price forecast on supplemental royalty and net profit
shares. DOR assumed that the inflation rate in its high price forecast was 4 percent per year,
somewhat higher than the 3.2 percent in the base price forecast. More importantly. DOR
assumed that real prices would grow at 11 percent over today’s price, almost three times DOR’s
base price forecast. Table 4 shows the impact ofreducing capital costs. Here all of the “most
likely” case assumptions are held constant, only capital costs are reduced by 25 percent.

As | speculated in the hearing, if the Northstar development exceeds all expectations, there is a
bigger impact on the net profit share than on the supplemental royalty. Be that as it may, under-
performance of the field because of higher than expected capital costs, lower oil prices, or lower
reserves, can each cause net profit shares to drop to zero while the supplemental royalty may still
be paid to the state. The “low-side” is shown in Table 5, 6, and 7. With reserves atjust 105
million barrels (Table 5), the state will still receive $26 million in supplemental royalty.
Similarly, Table 7 shows that with just a 25 percent increase in capital cost, the net profit share
falls to zero.

Representative Davies asked a few questions about the so-called “ misalignment of interests” BP
Exploration (Alaska) Inc. (BP) says results from the net profit share on late life production. My
answer focused on disincentives on incremental capital investments caused by the net profit
share terms. |f the lessee’s internal hurdle rate exceeds the prime rate earned by the development
account, the lessee may decide to make no further investments in the field.



Representative Davies followed this question with another that | misunderstood in the hearing.
This question focused on the impact on late life production created by the net profit share
payment where no additional capital expenditures are planned. BP has testified that, because of
the low income per barrel at the point the net profit share kicks in, it would be compelled to shut
in the field. As an economist, | believe that a lessee would continue producing the field as long
as its revenues exceed costs. Since the model predicts that the lessee’s cash flow remains
positive, though sharply reduced, even after it has to pay net profit shares, production should not
be shut in “prematurely” because of the net profit share payment.1

Depending how BP views the financial value ofthe field or how it may calculate the return
generated by the field's assets at the point net profit shares begin to pay out, it might instead try
to sell the development to another operator. In fact, such a trend seems to have taken place in the
Gulf of Mexico Outer Continental Shelf, where many of the big company players have been
displaced by operators who work on smaller margins. After such a sale the state v/ould still
benefit from the net profit share paid by the new lessee.2

Attachments.

1The same situation arises in the royalty “holiday” proposed under HB 325. After five years the royalty will rise
and the lessee’s cash flow takes a similar “hit” W ill the lessee shut in the well at this point?

"This analysis ignores the impact of abandonment cost. Faced with the decision at the end of field life to go on
producing or pay for abandonment and assuming that abandonment costs can be forecasted with some certainty, a
lessee may seek to postpone shut in of the field to the extent that the discounted present value ofthe abandonment
cost is greater than the discounted present value of any operating losses incurred to keep the field in production

beyond its expected field life.

Abandonment also has a part in the decision to sell the field. For example, the Department ofNatural Resources
might not approve the sale ofthe field if it found that the new lesse j was financially incapable of properly

dismantling and restoring the leases at the end of field life.



Table 1:

Most Likely Case:

130 MMBO Reserves
(Questions from House Resources--4/24)

State.Revenue?
State Royalty
State Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax

Total

Federal Revenues
Royalty (Net of State Share)
Income Tax

Total
BPXA Cash Flow

After Tax Funds Flow
Reai Rate of Return

Totals * 3/ not add due to ro.tding.

REVNUHf sLS, Rsvonuo

Northstar Economic Evaluation

Estimated Total Revenues

Supplemental Royalty Net Profit Share
and and
1999 Development 2002 Development

(Real 1996 Dollars)

256 257
37 0
0 41
16 16
58 59
3 3
42 46
24 23
435 444
44 44
215 213
259 258
349 346
20.0% 20.4%

B AT

Ada of
NATURAL
RESOURCES

Net Profit Share
and
1999 Development

256

85
16
58

42
22

481

44
198

243

318
19.9%

4%, 216V
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Northstar Economic Evaluation INATURAL

. w y RESOURCES
Estimated Total Revenues

Table 2:

160 MMBO Reserves-50,000 BOPD Peak Supplemental Royalty Net Profit Share Net Profit Share
Rate and and and
(Questions from Houso Resources--4/24) 1999 Development 2002 Development 1999 Development

(Real 1996 Dollars)
State Revenue?

State Royalty 327 328 328
State Supplemental Royalty 59 0 0
NPSL 0 250 290
State Share of Federal Royalty 21 21 21
Severance Tax 88 90 90
Spill & Conserv. Tax 4 3 4
Ad Valorem Tax 48 52 48
Income Tax 33 25 24
Total 579 770 804

Federal Revenues

Royalty (Net of State Share) 57 57 57
Income Tax 303 23Z 223
Total 259 294 280

BRXA. Cash Flow
After Tax Funds Flow 510 390 364

Real Rate of Return 23.4% 22.3% 21.6%

Totals r  / not add due to rounding.

i pend on BPYA: I&gy' g
Iy t
REVNIfr -5, Ryvonuo |S|u1r%|0m d 4125196, 2:16 PM
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Northstar Economic Evaluation INATURAL
. RESOURCES
Estimated Total Revenues
Table 3:
130 MMBO Reserves--DOR High Price Case Supplemental Royalty Net Profit Share Net Profit Share
(Questions from House Resources--4/24) and and and
1999 Development 2002 Development 1999 Development
(Real 1996 Dollars)

State Royalty 290 308 290
State Supplemental Royalty 109 0 0
NPSL 0 289 251
State Share of Federal Royalty 19 20 19
Severance Tax 60 67 63
Spill & Conserv. Tax 2 2 3
Ad Valorem Tax 40 44 40
Income Tax 21 24 22
Total 546 753 687

Federal Revenues

Royalty (Net of State Share) 50 53 50
Income Tax 235, 213 203
Total 305 272 253

BPXA Cash Flow
After Tax Funds Flow 416 350 320
Real Rate of Return 22.0% 23.3% 21.5%

Totals r y not add due to roundirc

WS "oata 45'% 21CAV



Table 4:
130 MMBO Reserves-Capex -25%

(Questions from House Resources--4/24)

State Revenues
State Royalty
State Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax
Total

Federal Revenues
Royalty (Net of State Share)
Income Tax
Total

BPXA Cash Flow

After Tax Funds Flow
Rea, Rate of Return

Totals r-.sy ot add due tO rounding.

RBWNP . as, RE1D

Northstar Economic Evaluation

Estimated Total Revenues

Supplemental Royalty

and

1999 Development

256
37

16
58

32

21
428

44

24S
293

Net Profit Share

and

2002 Development
(Real 1996 Dollars)

257
0
152
16
58
3
34
23
543

44

21Q
254

351
29.0%

M i
INATURAL
1RESOURCES

Net Profit Share
and
1999 Development

256

191
16
58

32

£1
577

44

1M
240

326
28.2%

42585 210A



Table 5:

105 MMBO Reserves
(Questions from House Resources--4/24)

State Revenues
State Royalty
State Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax
Total

Federal Revenues
Royalty (Net of State Share)
Income Tax
Total

BPXA Cash Flow

After Tax Funds Flow
Real Rate of Return

Totals may not add due to rounding.

FBNKVLS Ravae

Northstar Economic Evaluation

Estimated Total Revenues

Supplemental Royalty
and
1999 Development

206
26

13
40

42

17
346

36
151
186

279
15.8%

(This table is based on UPXA's most Itkoly estimate of rosorvos,
capital and operating costs, and OOR's Fall '95 Baso Price Forecast.
Those assumptions have been changed as requested.)

Net Profit Share

and

2002 Development
(Real 1996 Dollars)

207
0

0

13
41
2
46
12
326

36

153
194

244
16.4%

AxddaDyatnent of
NATURAL
RESOURCES

Net Profit Share
and
1999 Development

206
13
40
42

17
321

36

155
195

245
16.3%

4/28/9G, 2:\GPM



Northstar Economic Evaluation

RESOURCES

Estimated Total Revenues

Table 6:
130 MMBO Reserves-DOR Low Price Case Supplemental Royalty Net Profit Share Net Profit Share
(Questions from House Rosources--4/24) and and and

1999 Development 2002 Development 1999 Development
(Real 1996 Dollars)

State Revenues

State Royalty 169 150 169
State Supplemental Royalty 0 0 0
NPSL 0 0 0
State Share of Federal Royalty 11 10 11
Severance Tax 42 37 42
Spill & Conserv. Tax 3 3 3
Ad Valorem Tax 44 48 44
Income Tax 5 5 3
Total 277 252 277
Federal Revenues
Royalty (Net of State Share) 29 26 29
Income Tax m 47 83
Total 109 73 109
BPXA Cash Flow
After Tax Funds Flow 103 99 103
Real Rate of Return 7.8% 3.4% 7.8%

Totals may not add due to rounding.

(This tablo is based on BPXA's most likely estimate of rosenvos.
capital and operating costs, and DOR's Fall '95 Baso Price Forecast.
REVNUHSEXLS, Rovonue Thoso assumptions havo been changed as requested.) 4/25/90. 2:16 PM



Table 7:

130 MMBO Reserves-Capex +25%
(Questions from House Resources-4/24)

Slate .Revenues
State Royalty
State Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax
Total

Federal Revenues
Royalty (Net of State Share)
Income Tax
Total

BPXA Cash Flow

After Tax Funds Flow
Real Rate of Return

Totals may not add due to rounding.

REVMUHSEXLS, Revenue

Supplemental Royalty

and

1999 Development

256
37

16
58

53

442

44

182
226

274
13.6%

(Tills (able Is based on BPXA's most likely estimate of resorvos,
capital end operating costs, end DOR's Pdll '95 Base Price Forecast.
These assumptions have been changed as requested.|

Northstar Economic Evaluation

Estimated Total Revenues

Net Profit Share

and

2002 Development
(Real 1996 Dollars)

257
0

0

16
58
3

57
21
412

44

194
238

296
14.2%

AmaDmnetd
NATURAL
RESOURCES

Net Profit Share
and
1999 Development

256

16
58

53
21
407

44

194
240

296
14.2%

4/25/36. 2:16 PM
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State Revenues (without Northstar Lease Amendments)

State State . State State Share  Severance  Spill & Property  Corporate  Total Stale
Royalty =~ Supplemental  of Federal Tax Conserv. Tax* Income Tax  Revenues
Royalty Royalty Tax
. (Thousands of 1996 Dollars)
1996 00 00 SO0 00 00 00 00 00
1997 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1998 0.0 0.0 0.0 e 0.0 0.0 0.0 0.0 0.0
1999 0.0 0.0 0.0 0.0 0.0 0.0 (477.) (477.1)
2000 0.0 0.0 0.0 0.0 0.0 828.3 (835.9) (7.6)
2001 3,868.9 0.0 247.4 0.0 45.6 2,547.2 (1,173.8) 5,535.3
2002 35,778.5 0.0 2,287.7 16,171.7 407.2 4,245.3 2,784.3 61,674.6
$39,647.4 SO0 $2,535.1 S16,171.7 S452.8  S7,620.8 S297.5  $66,725.2

State Revenues (with Northstar Lease Amendments)

State State State State Share Severance  Spill &  Property  Corporate  Total State
Royalty ~ Supplemental  of Federal Tax Conserv. Tax* Income Tax Revenues
Royalty Royalty Tax
(Thousands of 1996 Dollars)
1996 00 00 SO0 00 00 SO0 ($477.1) ($477.1)
1997 0.0 0.0 0.0 0.0 0.0 761.4 (834.1) (72.7)
1998 3,625.3 0.0 231.8 0.0 50.1 2,343.9 (1,213.4) 5,037.7
1999  35,631.3 42.5 2,278.2 16,1015 447.4 3,914.3 2,767.6 61,183.0
2000  35,735.8 680.0 2,284.9 13,487.8 432.1 4,771.2 2,994.3 60,386.1
2001 34,891.8 1,969.0 2,231.0 12,682.7 406.5 4,586.5 3,440.7 60,208.1
2002 29.599.9 2,887.4 1,892.6 7,949.5 330.6 4,293.8 3.234.1 50.187.9
$139,484.1 55,578.9 S8,918.5 550,221.5 SI,666.7 S20,671.1 $9,912.1 S236.453.0

Change in State Revenues (with Northstar Lease Amendments)

State State State State Share Severance  Spill &  Property  Corporate  Total State
Royalty  Supplemental  of Federal Tax Conserv. Tax* Income Tax Revenues

Royalty Royalty Tax

(Thousands of 1996 Dollars)
1996 S00 00 0 00 00 SO0 (S477.1) (S477.1)
1997 0.0 0.0 0.0 0.0 0.0 761.4 (834.1) (72.7)
1998 3,625.3 0.0 231.8 0.0 50.1 2,343.9 (1,213.4) 5,037.7
1999  35,631.3 42.5 2,278.2 16,101.5 447.4 3,914.3 3,244.7 61,659.9
2000  35,735.8 680.0 2,284.9 13,487.8 432.1 3,942.9 3,830.2 60,393.7
2001 31,022.9 1,969.0 1,983.6 12,682.7 361.0 2,039.3 4,614.5 54,673.0
2002 (6.178.6) 2,887.4 (395.1) (8,222.2) (76.5) 48.5 449.9  (11.486.7)
$99.836.7 S5.578.9 S6,383.4 S34,049.8 51,2141 513,050.3 $9,614.7 5169,727.8

'Approximately 75 percent of this amount may go to the North Slope Borough.

Pago 2 of 2
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Assumptions Used in the Illustrative Northstar Model

Project Life: Production ramp-up in 4th Quarter 1998; full production in 1999; end of field
life in 2012.

Wells: 15 producers.

Original Oil in Place (OOIP): P(90) = 310MMBO
Mean = 260 MMBO
P(10) = 210MMBO
Reserves: P(90) = 160 MMBO
Mean = 130 MMBO
P(10) = 105 MMBO
Peak Production rate: 50,000 bbl/day

Capital Expenditures (real 1996 dollars):

Facilities: Low = $205 MM
Ease = $237 MM
High = $278 MM
Drilling Low = $75 MM
Base = $85 MM
High = $110 MM
Pipeline Low = $25 MM
Base = $28 MM
High = $53 MM
Total Low = $305 MM
Base = $350 MM
High = $441 MM
Appraisal Costs Low = $25 MM
Base = $28 MM
High = $30 MM
Operating Costs Low = $1.40/bbl
Base = $1.50/bbl
High = $2.00/bbl
Initial Abandonment Costs: 5% Facility Capex (estimate provided by DNR
10% Drilling Capex Petioleum Engine a)

BPXA’s Working Interest: 98 % (Murphy Oil owns 10% of OCS Y'].81)



@

« Tract Allocation: 76.8% State (No production allocated to ADL 355001)
23.2% Federal

j State royalty rate: 20%
* Supplemental royalty: As proposed.

» Federal royalty rate: 16.67% (sliding scale not calculated; state receives 27%
share of Federal royalty)

* Net profit share: 89.4% (average of the five state leases)
» Development Account beginning balance (1996): $262 MM

Severance Tax: 12.25% for first five years production, 15% thereafter;
subject to ELF.

Conservation and oil spill tax:  $0.034/bbl

* Ad valorem tax rate: 2%

+ State income tax rate: 2% (estimate provided by DOR Petroleum Economist)
» Federal income tax rate: 35%

* Oil Price Forecast: DOR’s Fall 1995 Base Price Forecast.

PS-1 price = Northstar wellhead and derived from DOR’s forecast
of TAPS tariffs and marine costs. No adjustment made for quality,
pumpability, infrastructure charges, or upstream tariffs.

Inflation Rate: DOR’s Fall 1995 Base Price Forecast
3.0% in 1997; 3.2% thereafter.

* Real Prime Rate: 8.25% (Anchorage Daily News, 4/8/96)

* Nominal Discount Rate: 10% (A.D. Little Report)
General: Stand-alone project, no facility sharing. Involves water flood and gas injection;
process sales quality crude for delivery to TAPS. Expansion of the existing man-made Seal

Island exploration island. Undersea, buried 12” pipeline to shore, 5 miles offshore/11 miles
onshore; tie-in to Kuparuk Pipeline just west of TAPS Pump Station #1

Kevin Banks, ADNR
April 12, 1996



"SIMPLE" Discounted Cash Flow Model

Year

Gross Ol (MMBO/Y)
State Royalty Rate
Royalty Ol

WO Qi

Qll Price

WO Revenue
Capex

Opex

Total Cost

Net Revenue

Income Tax Rate
Income Tax

After Tax Cash Flow

NPV @10% =
ROR =

©

12.00
0.00
100.00
0.00
100.00
-100.00

0.35
-35.00

-65.00

$1.50
11%

Sheetl
2 3
5 10
12.5% 12.5%
0.625 1.25
4.375 8.75
12.10 12.15
52.94 106.31
75.00 0.00
7.50 15.00
82.50 15.00
-29.56 91.31
0.35 0.35
-10.35 31.96
-19.22 59.35

Page 1

12.5%
0.75
5.25

12.20
64.05
0.00
9.00
9.00
55.05

0.35
19.27

35.78

12.5%
0.25
1.75

12.25
21.44
0.00
3.00
3.00
18.44

0.35
6.45

11.98



Assumption: S4
Triangular distribution with parameters:
Minimum
Likeliest
Maximum

Selected range is from $1.00 to $7.00

Assumption: Apr
Normal distribution with parameters:
Mean
Standard Dev.

Selected range is from -21.51 to 402.42

End of Assumptions

Report2

Assumptions

$1.00
$1.80
$7.00

16.35
4.47

Page 1

i)

(= B8O)
(= $5%4)

1110

Ul

liu

Cell:

Cell:

S4

B93



REPORT9.408

Forecast: AKSUPP-REAL Cell: AF149

Summary:
Display Range is from 30.0 to 65.0
Entire Range is from 34.7 to 67.8
After 200 Trials, the Std. Error of the Mean is 0.4

Statistics: Vslus
Trials 200
Mean 49.2
Median (approx.) 48.8
Mode (approx.) 50.4
Standard Deviation 6.0
Variance 35.8
Skewness 0.23
Kurtosis 3.00
Coeff. of Variability 0.12
Range Minimum 34.7
Range Maximum 67.8
Range Width 33.2
Mean Std. Error 0.42

Page 33



REPORT9.408

Forecast: AKSUPP-REAL (cont'd) Cell: AF149
Percentiles:

Percentile Value (approx.1

0% 34.7

10% 41.6

20% 44.2

30% 46.1

40% 47.2

50% 48.8

60% 50.5

70% 52.1

80% 54.4

90% 56.7

100% 67.8

End of Forecast

Page 34



Northstar

Estimated Total Revenues
Effect of Delay

State Revenues
State Royalty
State Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax
Total

Federal Revenues
Royalty (Net of State Share)
Income Tax

Total
BPXA Cash Flow
After Tax Funds Flow

Real Rate of Return

Totals may not add due to founding.

fIPNSv.JA.320. Ravtnua

Supplemental
Royalty and and
1999 Development

Economic Evaluation

Net Profit Share

1999 Development

Supplemental
Royalty and
2002 Development

(Real 1996 Dollars)

256 256
H: 37 0
0 85

16 16

58 58

3 3

42 42

24 22
435 481
44 44
215 198
259 243
349 318
20.0% 19.9%

fThli tabfa la baaad on BPXA'a moat likaty aatkmata of raaarvaa.
oapltal and oparaimg coata. and OOR'a Fall 'SB Uaaa Prloa forecast.)

257
67

16
56

46
22
469

44
205
249

331
19.2%

Ak B
JNATURAL
RESOURCES

Net Profit Share
and
2002 Development

257

16
59

46
23
444

44
213
253

34S
20.4

4/3/96. 1.01 fM



Northstar
Key Variables Affecting Economics

Oil R eserves
Capital Investm ent
Oil Price

O perating C osts

P roduction R ate



N orthstar
ISIPSL Problem

Net Income per Bbl
Assumptions:
* 130 MMB Reserves
e $350 MM Capex
« State Base Price Forecast

Economic: No NPSL —

Rt
o VV.CaAV.
Moo
M‘{ﬂsﬁb r If\_j Uneconomic:
= Ko NPSL Triggered
L.V e, Ll
;fimy*ﬁ
BEMB\Wa -1 G
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N orthstar

Future Price in Context of History
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N orthstar
Revenuis vs Ol Price with NPSLs

1000 Revenues vs Oil Price - with NPSLs

aBPX

900 State

ANS WC Oil Price ($/bbl,real)



N orthstar
Revenues vs Oil Price with Agreement

Revenues vs Oil Price - DNR/BPX Proposed Contract

'BPX

700 -

Revenues (SMM,real)

ANS WC Oil Price ($/bbl,real)



N orthstar

Reserves: Current Uncertainty

plobabiialy

.020

021

.014

.007

.000

Reserves Uncertainty

,90% Certainty: * 10% Certainty:
105MMBAN | | 155 MvB
I t>
70 100 130 160 190

Reserves (million barrels)

(Assuming Water Flood + Gas Injection)
(@ 50% recovery factor)

Estimated Oil In Placi. 260 MMB

Sources ol’Uncertainty

* Bulk Rock Volume

* Porosity

* Net/Gross

*Oil Saturation

e Formation Volume Factor
» Recovery Efficiency

Other Recovery Mechanisms

* No Pressure Maintaincncc: 52
e Minimal Water Flood 100
* Optimized Water Flood 117
» Water Flood + Gas Injection: 130
» Gas Cycling 155



Northstar
Reserves Impact with NPSLs

Revenues vs. Reserves with NPSLs

Revenues (Millions, S1996)



Northstar
Reserves Impact with Agreement

Revenues vs. Reserves with Agreement



N orthstar
Capital Cost: Current Uncertainty

Capital Cost Uncertainty within Class Ill Framework
Sources of Cost Uncertainty fJfimmji

048 1

10% Certainty: 90% Certainty:
$305 M M >* $441 MM Base Low High
=n.036 * * Facilities 122 107 130
* Drilling 85 75 110
gg .024 02456630 * Pipeline 30 27 55
» Logistics/O’head 46 43 55
Q. 012 * Engrg/Infrast. 39 30 49
* Island 28 23 42
200 " | f Overall 350 305 @ 441

250 300 350 400 450

Capital Cost ($million)



Northstar
Capex Impact with NPSLs

Revenues vs Capital Investment with NPSLs
mState
:—; "BPX Constant
L 550 -- * Reserves: 130MMB
- State Base OQil Price
(o]
(@]
()]
—
&
S 450 -
2
I= M isalignment
2
e
g H, 350*-
A<
& §i
(=)
=
250 + + -1 —
300 325 350 375 400 425

Capital Investment ($million;post sanction)



Northstar
Capex Impact with Agreement

Revenues vs Capital Investment with Agreement

Capital Investment ($million;post sanction)



N orthstar
Misalignments

. Lowering O perating C ost:

- increases the Revenue Account and

- Accelerates initiation of Net Profit Share

= Misalignment

* Increasing Flow R ate:

- Increases near term revenues and
- Accelerates initiation of Net PS

= Misalignment



N orth star

Revenue Shares

with State

State Revenues

Base Royalty

State Share of Fed. Royalty
Supplemental Royalty
Severance Taxes

Income Tax

NSB Property Tax

State Subtotal

Federal Revenues

Base Royalty -State Share
Income Tax

Federal Subtotal

BPX Funds

*Discounted net pi\

Funds Flow

irvalue @10%

MOD

317
20
51
70
30
53

541

55
274

329

470

B ase Prices

$1996
256
16
37
60
24
42
435 (42%)

44

214
258 (25%)

109 (33%)

NPV
169
11
20
45
15
27

286

29
133

162

167



Northstar

Estimated Total Revenues

Cffcc' of Delay

State Revenues
State Royally
Stale Supplemental Royalty
NPSL
State Share of Federal Royalty
Severance Tax
Spill & Conserv. Tax
Ad Valorem Tax
Income Tax
Total

Federal Revenues
Royalty (Net of State Share)
Income Tax
Total

BPXA Cash Flow

After Tax Funds Flow
Real Rate of Return

Totals may not add duo to roundino.

1 UM3D, Rvmdt

Supplemental

Economic Evaluation

Net Profit Share

Royalty and and

1999

Development 1999 Development

Supplemental
Royalty and

2002 Development

(Real 1996 Dollars)

25G
*>7
0
349 310
20.0% 19.9%

[hiii Id laU %l anlMAainret Illdyailrml\ld idaaea
ard qdif UGl am iHIVE fdll % deta I'nta frrtceet )

257

331
19.2%

('(IIK ) NATURAL
RESOURCES

Net Profit Share
and
2002 Developiriz.it

257
o.sy.\\\m.Qo
41

16

346
20.4%

4390, 101 1M



Tract Allocation: 76.8% State (No production allocated to ADL 355001)
23.2% Federal

State royalty rate: 20%

o Supplemental royalty:  As proposed.

» Federal royalty rate: 16.67% (sliding scale not calculated; statereceives 27%
share of Federal royalty)

* Net profit share: 89.4% (average of the five state leases)

» Development Account beginning balance (1996): S262 MM

» Severance Tax: 12.25% for first five years production, 15% thereafter;
subject to ELF.

e Conservation and oil soill tax: 50.034/bbl

* Ad valorem tax rate: 2%

» State income tax rate: 2% (estimate provided by DOR Petroleum Economist)
* Federal income tax rate: 35%

* Oil Price Forecast: DOR’s Fall 1995 Base Price Forecast.

PS-1 price = Northstar wellhead and derived from DOR’s forecast
of TAPS tariffs and marine costs. No adjustment made for quality,
pumpability, infrastructure charges, or upstream tariffs.

« [nflation Rate: DOR’s Fall 1995 Base Price Forecast
3.0% in 1997; 3.2% thereafter.

* Real Prime Rate: 8.25% (Anchorage Daily News, 4/8/96)

* Nominal Discount Rate: 10% (A.D. Little Report)
General: Stand-alone project, no facility sharing. Involves water flood and gas injection;
process sales quality crude for delivery to TAPS. Expansion of the existing man-made Seal

Island exploration island. Undersea, buried 12” pipeline to shore, 5 miles offshore/11 miles
onshore; tie-in to Kuparuk Pipeline just west of TAPS Pump Station #1

Kevin Banks, ADNR
April 12, 1996
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"SIMPLE" Discounted Cash Flow Model ; | :

f l

Year 1 21 3| 4i 5
1 1 1 1 i

Gross Oil (MMBO/Y) I ol 5| 10! 6 2

State Royalty Rate 12.5% 12.5% | 12.5% | 12.5%i 12.5%

Royalty Oil 0 0.625! 1.25! 0.751 0.25

w10 Oil 0 4,375l 8.75! 5.25! 1.75
! ! !

Oil Price 12.00 12.10| 12.15! 12.201 12.25
| j

WO Rrevenue 0.00 52.94| 106.31| 64.05| 21.44
! 1 1

Capex 100.00 75.00 0.00| 0.001 0.00

Opex 0.00 7.50 15.001 9.001 3.00

Total Cost 100.00 82.50 15.00 9.00| 3.00
|

Net Revenue -100.00 -29.56 91.31 55.05! 18.44
| |

Income Tax Rate 0.35 0.35 0.35 0.351 0.35

Income Tax -35.00 -10.35 31.961 19.271 6.45
| i

After Tax Cash Flow -65.00 -19.221 59.35! 35.78| 11.98

1 i i

NPV @10% = $1.50 | 1 [ I

ROR = 11 %) 1 ! i



Report2

Assumptions

Assumption: S4

Triangular distribution with parameters:

Minimum $1.00
Likeliest $1.80 -
Maximum $7.00 J
Selected range is from $1.00 to $7.00 Nd
Assumption: Apr
Normal distribution with parameters:
Mean 16.35 (=B80)
Standard Dev. 4.47 (= $5%4)

Selected range is from -21.5 | to 402.42

End of Assumptions



REPORT9.408

Forecast: AKSUPP-REAL Cell. AF:149

Summary:
Display Range is from 30.0 to 65.0
Entire Range is from 34.7 t0 67.8
After 200 Trials, the Std. Error of the Mean is 0.4

Statistics: Value
Trials 200
Mean 49.2
Median (approx.) 48.8
Mode (approx.) 50.4
Standard Deviation 6.0
Variance 35.8
Skewness 0.23
Kurtosis 3.00
Coeff. of Variability 0.12
Range Minimum 34.7
Range Maximum 67.8
Range Width 33.2
Mean Std. Error 0.42

Forecast: AKSUPP-REAL

Cell &5149 Frequency Chart 198 Trials Shown
, )25
la 08 . 55
.8 L
. W 25 ]
ap .- LLJ, U
00 %8 45 %3 %0

Page 33



REPORT9.408

Forecast: AKSUPP-REAL (cont'd) Cell- Al- M9
Percentiles:

Percentile Value (approx.)

0% 34.7

10% 41.6

20% 44.2

30% 46.1

40% 47.2

50% 48.8

60% 50.5

70% 52.1

80% 54.4

90% 56.7

100% 67.8

End of Forecast
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*oil industry

other offshbre developments

A greement is not an incentive or give-away

developed ASAP



N orth stai

Significant expenditures beginning in 1997; production iin 1999

Highest Stpte revenue per barrel

$200+ mm capex; $200+ mm opex; $550+ rnfn State revenue

to encourage development



Northstar

Alaska Fabrication

support industry
involving
A ssembly of two meg-m

for sea Jiftto N orthstar

mid-year 1996

fin Alaska
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remains

Highgst of any Alaska field

Proxy for a profits based tax
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ALASKA STATE LEGISLATURE
HOUSE BILL NO. 5H8

HISTORY IN THE HOUSE HISTORY IN THE SENATE
W
Read first time and referred to: Read first time and referred to:
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Amended :
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Amended Advanced

Read third time

Return to second for specific amendment o
Read third time

PASSED EFD Same  or
Yeas Yeas
Navs Nays
Excused ExCused Letter of Intent adopted
Absent Absent Return to second for specific amendment
Intent adopted PASSED EFD Same  or
o Yeas Yeas
Reconsideration Nays Nays
Reconsideration not taken up ExCused ExCused
Absent Absent
PASSED ON RECON. EFD Same  or Reconsideration
Yeas.. _ Yeas Reconsideration not taken up
Nays' Nays
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Nays Nays .
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eparted carrectly enarossed Absent (X m Absent
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Slgnedby Speaker, to the Senate Signed by President, to the House
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HOUSE-SENATE HISTORY Continued
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® M._Lullroll
0e Presicent
exploration, Alaska

BP EXPLORATION 8 P Bploration (Alaska) Inc
00 East Benson Boulevard
PQ Bux 196512
Anchorage, Alaska 995196612
(907) 56146
April 5, 1996

Rep. Ramona Barnes
Alaska State Legislature
State Capitol Rm. 403
Juneau, AK 99801-1182

Dear Representative Barnes,

Last Sunday the Anchorage Daily News ran an editorial on the DNR/BP Northstar
contract which was both misleading and oversimplified in its analysis. | would like to
set the record straight.

The negotiations between BP and the Department of Natural Resources (DNR)
resulted in an agreement which is both a good deal for the state and BP. Period. The
agreement maximizes the state’s return, nurtures new business and creates the
opportunity for new jobs for Alaskans.

That's a far cry from the News’ characterization of the agreement as “a trust-me
deal.”

Here are the facts.

. The agreement DNR reached with BP will pump about $1 billion into the
state’s economy over the next 15 years. About half will flow directly into the
state treasury through the highest royalty rates of any producing field in
Alaska, along with state severance tax, income tax and property tax. The state
estimates that Northstar's 20 percent royalty rate will generate up to $170
million more than the state’s standard 1/8th royalty.

. The agreement contains a supplemental royalty clause pegged to the price of
oil, one that would have already kicked in with today's market price. The state
estimates this supplemental royalty, which could rise to as much as 27.5
percent, will add another $37 million to the state’s treasury.

. The agreement includes a strong commitment to hire Alaskan workers, a
commitment BP takes very seriously. While the courts have prohibited binding
Alaska hire agreements, we outlined specific actions which will help to ensure
that as many of the more than 500 Northstar construction jobs, and the more
than 50 direct permanent jobs, go to Alaskans. We have met with our
contractors to reinforce their commitment to local hire, and we are working
with the state’s colleges and craft schools to make sure we have enough
trained Alaska workers to fill the new jobs.



. The agreement binds BP to spend as many of Northstar's development
dollars as possible right here in Alaska. This may be the most exciting portion
of the agreement as it moves a part-time industry into a full-time business
employing hundreds of highly skilled Alaskans to manufacture large;
production modules we need to bring Northstar on-line.

Let me divert for a moment.

The News raised concerns about the precedent set in retroactively changing lease
terms. In fact, precedents already exist. In 1992, DNR unilaterally agreed to drop net
profits terms at Thetis Island in exchange for higher royalties and immediate
development. Last year the Alaska Legislature passed SB 207 giving the DNR
commissioner the power to change royalty terms without legislative approval. In
these two instances, changes were made or authorized which enable the state to
respond to opportunities. Our economic environment is an ever-changing one which
requires some measure of flexibility to remove obstacles to development, even those
which at one time seemed to have merit.

You, as our state’s policy makers, will hold the Northstar agreement to the most
stringent of reviews, and we believe you will conclude that the agreement is in the
best interests of everyone.

The bottom line is that Northstar will never be developed under its existing net profits
terms. Its prior owners could not bring it to production, and the state’s own studies
show that the present net profits requirement discourages development. In fact, the
state revised its net profit leasing policies following the Northstar sale.

The News suggests letting the Northstar leases expire so they can be put out to
rebid, thus delaying the field's development for several years. While this is a gross
oversimplification in itself, it also demonstrates a disturbing disregard for the
importance of time. Oil production -- and revenues -- are declining, and the only way
to temper this decline is through new development and production. BP has already
invested the $28 million needed to prove this field, and is ready to begin
development next year.

The News readily admits there are no guarantees the state will get a better deal next
time. In fact, all the evidence points to the contrary. A new lessee is unlikely to agree
to a royalty as high as 27.5 percent, the stringent Alaska hire agreements and the
commitment we made to pay a multimillion-dollar premium to help develop a
promising new industry in Alaska.

The new agreement with Northstar truly sets a new course for Alaska, one that
i hope you will speedily approve it.
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COOa INLET REGION, INC.
April 24, 1996

VIA FAX: (907) 465-4316

Honorable Joe Green
Co-Chairman

House Resources Committee
State Capitol

Juneau, Alaska 99801-3810

Dear Representative Green:

| am writing to you today as a follow up to my earlier testimony to the Committee and
my conversations with you about House Bill 548. As you are aware, CIRI is heavily
involved in the oil industry in Alaska through our own developments on the Kenai, as a
working interest owner in Endicott, and through our three subsidiary companies, PEAK
Oilfield Services, Construction Machinery, Inc. and Alaska Interstate Construction. So
we benefit from more than our alliances and partnerships as a contractor on Alaska's
North Slope.

It is our belief that HB 548, which would allow the development of Northstar, is a most
vital piece of legislation. It will do more than just put hundreds of Alaskans to work and
inject millions of private sector dollars into our economy. It will maintain flow in the
Trans Alaska Pipeline. Clearly, the State must continue to support these smaller field
developments or we will reach a point where it is uneconomic to transport oil through
the pipeline. If the oipeline shuts down we can forget any future developments such as
ANVVR.

We believe the Executive Branch is properly empowered under the Constitution to
negotiate deals within a general statutory framework established by the Legislature. And
while the Legislative Branch may read into the record what it believes should be or
should have been included in a contract, it is bad constitutional precedent and poor
practical policy for the Legislature to get into the business of rewriting or re-negotiating
contracts carefully negotiated by the Executive Branch.

| fully understand the role of the Legislature in our system of checks and balances and
your duty to review what the Administration is proposing in terms of lease amendments.
You have made it clear that -- had you negotiated the deal -- it would have been
somewhat different. But this is the agreement that was hammered out between the
State of Alaska and BP Exploration and should be the only agreement on the table.
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Cook Iniet Region, Inc. tuliy supports this negotiated agreement. For nur part, we are
satisfied that BP will do everything in its power to fulfill its commitments on local hue
and local business participation in Northstar's development. We do not base this belief
on misguided optimism, but on cold political reality. If, for any reason, BP does not live
up to its commitments, they will find scarce support among Alaska businesses and public
officials for any future development opportunities. Moreover, | am advised that there is a
real danger, from a legal perspective, that this well-intentioned attempt to put more
"teeth” into the Alaska hire and contracting provisions could amount to "throwing out
the baby with the bath water." It also may substantially increase the chance that this
entire piece of legislation will be ruled illegal or unconstitutional under state and federal
law.

In summary, we beiieve BP means what they say and that the Northstar project is our
best opportunity to forge a new standard for Alaskan's participation in oil development.
It also sends the right message to other companies thinking about investing in Alaska.
The legislature worked hard to pass HB 207 last year to send the message that Alaskans
are willing to work with the industry on issues critical to the future development of
Alaska” resources. This is one of those issues so let's - as Alaskans live up to rhe intent of
HB 20/ and pass HB 54S as recieved from the Administration.

Accordingly, on behalf of Cook Inlet Region, Inc., | strongly urge you to support HB 548 as
it was introduced and keep this vital legislation moving forward. Thank you.

Sincerely,

COOK INLET REGION, INC.

Carl H. Marrs
President & CEO

CH.M/bjl

cc: Representative Gail Phillips, via Facsimile: (907) 465-34/2
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April 11, 19S6

Representatives Joe Green and

Bill Williams

Co-Chairmen, House Resource Committee
Alaska State House

Juneau, AK 99801

Dttdi Co-ChairiViei'i and CoiViiViillee MemberX.

I am writing to the Committee to express my deep concern with regard to the
Administration's proposal on the North Star leases.

While my concerns cover a broad range of subjects, |want to confine my comments here
to the issues of Alaska hire.

As you know, in my position as Chief Executive Officer for the Teamsters Union in Alaska,
I have often been an advocate for the oil industry. We strongly support the
environmentally sound development of our natural resources. We have been in the
forefront in the fight for lifting the oil export ban, royalty relief, and the opening of ANWR
for hydro carbon exploration and production.

We did so in the belief this was good for all Alaskans and would enhance benefits to the
Alaska workforce. To date, what we have seen is a continuing decline of employment
opportunities for Alaskan workers in the oil patch. Statistics tell us Alaskans participating
in North Slope construction projects has dropped to its lowest level since the pipeline was
built.

The North Star agreement before you is extremely deficient when it comes to
strengthening the potential for Alaskan workers. Therefore, neither | nor my organization
can support It In its present form.

We need greater assurances that Alaskans will be put to work. We need greater
assurances to affirm employment opportunities are made available to rural and native
Alaskans. Utilizing the employment of Alaskans not only ensures that inaxiun irn benefits
accrue to the state from economic development, It also reduces demands-l'nm Ib. 1w
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such as unemployment insurance and public assistance. Therefore, we urge stronger

language to ensure Alaska hire is placed in HB548 and any other oil Industry bills that

grant economic relief or production incentives. To not grant such assurance is an
economic downfall for all Alaskans.

Respectfully,

TEAMSTERS LOCAL 959

/kk
JH\North.2
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By JOHN GREENWALD
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Donald W. Incc
3121 Capstan Dr.
Anchorage, AK 99516
April 23. 1996

Representative Ramona Barnes
State Capitol, Room 403
Juneau, AK 99801-1182

RH: Northstar Lease Xei.ms
Dear Honorable Ramona Barnes,

I am writing this letter :0 voice my opposition to changing the
Northstar lease terms as proposed by British Petroleum and Governor Tony

Knowles. I have been following closely the developments regarding the
Knowlcs-BP proposal and | am convinced this is a terrible deal for
Alaskans. | read in complete disbelief the manner in which Commissioner
of Natural Resources John Shively has analyzed this deal. He essentially

says we should trust his analysis that this is a good deal for Alaska.
Unfortunately, examination of this deal simply does not support his
statement.

There are basically three Northstar production scenarios put forth for
analysis as summarized in the chart below.

Earnings for Alaskans BP Pays Alaska
(S millions) (S/barrel)

Northstar Oil with net without net with net without net
Production profit profit profit profit
Case 1 = 130 $444 MM $435 MM $3.42 $3 35
million barrels
Case 2 = 105 $312 MM $340 MM S2.97 S3.24
million barrels
Case 3 = 180 $934 MM $639 MM S5.19 $3.55

million barrels

In Case 1, if BP believes Northstar will produce 130 million barrels it is not
clear why they would lobby so vigorously to change the lease terms. The

difference they must pay to Alaska is only $9 million or 77/barrel. In Case
2, where Northstar produces only 105 million barrels, BP should negotiate
to keep the net profit sharing provision. They would actually pay $28
million (27”/barrel) less in revenues than if net profits were removed. BP

obviously does not believe Northstar will produce only 105 million Dbarrels.
So, Alaskans must ask why BP is spending so much time, money and effort
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to change these lease terms? The answer is clear when Case 3 is examined.
BP believes Northstar will produce significantly more oil than 130 million
barrels. It is not difficult to understand why BP concludes Northstar will
become an ovcr-achicvcer considering the past forecasts for other Alaska
oil fields. Prudhoc Bay reserves have increased 35% from 9.6 billion to 13
billion barrels. BP's Niakuk field has increased 85% from 54 million to 100
million barrels since production began. BP's Endicott field has increased
200% from 300 million barrels in 1987 to 600" million barrels today.

BP is fighting hard to negotiate this upside potential away from

Alaskans. If they succeed, BP could earn an additional S295 million profit
as shown in Case 3. They could earn even more if Northstar performs like
Endicott or Niakuk. If their negotiations fail to remove the net profit

sharing provision, they will pay $1.64/barrel more in revenues to Alaska.
This is why BP hasattemptedto intimidate Alaskans by threatening not to
develop Northstar unless we give them our net profit share. When our
Senate Resource Committee triedto modify the agreement BP's vice-
president, Eric Luttrell said, "BP will not reopenthe negotiations and

cannot agree to the changes.” I would respectfully suggest that Alaskans
tell Mr. Luttrell and BP that, "Alaskans will not reopen the negotiations at
Northstar and wont agree to any lease term changes because we believe a
deal is a deal.”

Some legislators and other officials may conclude this upside
potential at Northstar  is speculative and has no value. Obviously, BP
believes exactly the opposite. In fact, the value of this upside is exactly

what has motivated BP to seek these negotiations. They are not in business
to pay taxes and roy”b'is to Alaska, provide jobs to Alaskans or build
production modules here. BP is in the oil business to make money. They
are betting Alaska will change the Ilease terms so they can make more
money at Northstar. But, examine theirproposal carefully. BP makes no
binding commitments to construct modules in Alaska or hire Alaskans.
The fifty permanent jobs BP estimates  will be created by Northstar
development will be needed regardless of what the lease terms are or who
develops the field. It isvery difficult to recognize anything tangible BP is
offering Alaska residents in return for wus giving them our net profit share
of Northslar's upside potential.

As a co-owner of Northstar oil along with all other Alaskans, | urge you to
do the right thing and vote against changing Northstar lease terms.

Very truly yours,

Donald W. Ince
via fax
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OPINION SECTION®

NORTHSTAR DEAL
LEGISLATORS DEMAND THEIR SAY

By Daily News Editorial Staff

The Northstar deal Gov. Tony Knowles cut with BP Exploration is
a bad deal. It would significantly alter the way the state

handles oil leases, reward a powerful company for a political end
run, and perhaps cost the state millions of dollars.

Northstar is a rich oil field. It can and will be developed

without the exceptional arrangement championed by the governor.
The combined clout of the oil giant and the state’s chief

executive have legislators considering some kind of concessions
on Northstar. But that's not enough for BP. It wants lawmakers to
pass the administration bill virtually untouched.

When Sen. Loren T.eman's resources committee reviewed a committee
substitute with firmer Alaska hiring and contracting provisions,
BP vice president Eric Luttrell told the committee, "Effectively

you have not presented an option which would lead to
development.”

BP's "my way or the highway" rhetoric is simply unacceptable.
The Legislature clearly has a responsibility to review the

Northstar proposal and offer changes that will benefit Alaskans.
Lawmakers have been concerned about how to enforce BP's local-
hire promises since the governor unveiled the deal. They know the
dismal history of local hiring, especially of Alaska Natives. Why
wouldn't they - why wouldn't Alaskans - have more faith in a
legislative statute than in BP promises? And why should BP object
to the state writing its promises into law?

"My way or the highway" also is a form of psychological

warfare that almost always blows up in the face of those who use



it on the Legislature. The moment anyone attempts to impose an
ultimatum on them, legislators ripple their muscles. When Gov.
Steve Cowper called a special session for a subsistence amendment
to the Constitution, they rejected him. When Gov. Wally Hickel
insisted on a revision of the statute of limitations on oil

taxes, they repeated the performance.

When it comes to protecting its prerogatives, the Legislature
will fight friendly campaign contributors like the oil companies
just as fiercely as its traditional media critics. And they will

fight together, on a bipartisan basis, old rivalries momentarily
forgotten.

We wish the Legislature would realize the fundamental flaws in
the Northstar deal and turn it down. But we appreciate what
lawmakers are doing to protect local hiring - and to protect the
integrity of the legislative process from a powerful comp:,.'

a powerful governor.



HOUSE PUSHES BP ON LOCAL HIRE

By STAN JONES

Daily News reporter

JUNEAU - The growing legislative sentiment to force British
Petroleum to live up to its Alaska hiring and contracting pledges
at the Northstar oil prospect boiled up in the state House on
Friday.

Rep. Joe Green's Resources Committee wrote stiff hiring and
contracting requirements into its version of the Northstar bill
and passed the measure along to the World Trade and State/Federal
Relations Committee.

The thrust of the Anchorage Republican's bill is similar to a
companion measure that passed out of the Senate Resources
Committee this week, though some of the details are different -
and tougher - in the new version.

Both bills give the Knowles administration the permission it
wants to abandon the state's 89 percent share of the profits at
Northstar, a 130 million-barrel offshore prospect a few miles
north of Prudhoe Bay. In return, BP Exploration (Alaska) Inc.
would agree to give the state a modestly higher share, or
royalty, of the oil produced from the field.

But both bills attempt to add some teeth to the nonbinding
Alaska hiring and contracting provisions in the deal negotiated
by John Shively, Knowles' commissioner of natural resources.
The Department of Natural Resources estimates the deal would
cost the state $9 million in revenue, with the only payor* Vrir ~
slightly earlier development of the field and BP's noribindmg
promises o .t Alaska hiring and contracting.

Several legislators have wondered whether the deal as writtr'
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satisfies a requirement in the Alaska Constitution that natural
resources be managed for maximum benefit to the state’s people.
Green's Northstar bill, like the Senate version, calls on BP to
hire Alaskans and requires the oil giant to contract with Alaska
companies to build facilities for the field and to supply goods

and services for the project.

But Green's version is more specific and more stringent. It
demands that BP ensure at least 85 percent of its Northstar
workers are Alaskans. In 1994, the most recent year for which
figures are available, only 70 percent of BP employees were
Alaska residents, according to a state study released in January.
And Green's bill forbids the state from giving BP its NorlMtar
tax break until Gov. Tony Knowles certifies the company will meet
the 85 percent Alaska-hire target and has signed the mandated
construction and supply contracts with Alaska companies.

BP and the Knowles administration have warned that any tinkering
with the deal they negotiated could sink the whole arrangement.
BP says it won’t develop Northstar if the deal falls through; the
state says that could delay development by three years.

Jim Palmer, a BP spokesman, said the company still cbasr.'; vant
to be tied down by p”~visions as specific as those the

Legislature has come .p with.

He repeated the company’s intent to hire Alaskans for the
project, but said its lawyers were worried that language making
that goal mandatory might collide with court rulings that
torpedoed past efforts to enforce local hire.

Palmer said he didn’t quite know what to make of the Green
bill's requirement that BP sign up its Northstar contractors and
ensure 85 percent local hire before the state formally approved
the deal. BP's Alaska office won't be allowed to proceed with the
project until its board of directors in London endorses it, and

that might not be possible until the state signs the Northsiai

tax deal.

"The simpler the better, usually, in all these things,” Palmer
said.

Knowles spokesman Bob King said the governor is also wo: ame.
legislation won't stand up in court.

"The Department of Law was very careful in writing tho Alaska -
hire provisions to make sure they comply with the law and w; Vr
concerned that Rep. Green’s provisions may have gone too far,”
King said.

Several members of Green's committee said they were worried the
local-hire provisions were too tight to stand up in court or

that, even if they did, they were unenforceable. Rep. John

Davies, D-Fairbanks, wondered if it wouldn't be better to replace
the mandatory requirements with incentives. Perhaps, he



suggested, the state royalty share at the field could be tied to

BP's success in hiring Alaskans.

Davies didn't try to put such a provision in Green's bill, but

said he might try it later as it moves through other committees

or when it reaches the House floor.

Palmer said it was probably too late to make such a change to

the Northstar bill this year, but said he likes the idea. "It's

too bad we couldn’t have thought about this a year ago,” he

said.

The Northstar deal has become one of the most contentious and
high-profile issues in the Legislature.

BP has had several of its own lobbyists and executives in and

out of Juneau over the past few days. Some of its main

contractors for the project have also been prowling the Capitol,
sitting through long, slow committee meetings and jawboning
lawmakers when a chance arises.

On Wednesday, before the bill came out of the Senate Resources
Committee, Veco chairman Bill Allen buttonholed Sen. Loren Leman,
R-Anchorage, the committee's chairman, in the busy second-floor
hallway that runs between the House and Senate chambers. Allen
wanted the Northstar bill as introduced by Knowles, with none of
the local-hire or other new provisions added by the Legislature.
"We need a clean bill,;” Allen said.

"l have to have a bill I can get four votes for,” Leman said.

The Senate bill is now in Sen. Rick Halford’s Finance Committee.
Halford, R-Anchorage, hasn't signaled what he plans to do with
it.

In the House, the bill's next stop is with Rep. Ramona Barnes,
the Anchorage Republican who chairs the World Trade Committee.
Barnes said Friday she's concerned the bill may be
unconstitutional if the state doesn't get a clear and certain

return for the cash it's giving up in the Northstar agreement.

"In every line that speaks to developing modules in Alaska or
hiring Alaskans, it says 'may"' or .. that they 'commit,”™ Barnes
said. ""Most of those words, in legislative terms, mean

nothing."
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STATE SHOULDN'T GIVE UP NET-PROFITS DEAL FOR NORTHSTAR

By JACK RODERICK

In 1995, BP made the business decision to buy Amerada Hess and
Shell's lease interest in Northstar for an undisclosed price
against unnamed competitors.

BP felt it could persuade the governor to abolish net-profit
provisions in Northstar leases and renegotiate the lease terms.
It was a business decision that BP now wishes to justify.

Under net-profits leasing, government has access to financial
data not usually available. Sometimes more difficult to
administer than bonus and royalty bid leases, net-profit
operations greatly circumscribe the operator's immediate net
income.

In exploration, a company prefers to take most of the risk so
if a discovery is made, immediate income (compared to net
profits) is received. The risk inherent in exploring for
commercial amounts of oil is high, so large rewards should be
given. This makes good business sense for both the operator and
the state.

However, Northstar is not an exploration project. Itis a
development project. Northstar is a discovered oil field. It is
at least partially developed. Five wells at Northstar are capable
of producing oil. BP estimates that at least 130 billion barrels
of oil can be produced from the field.

Being a development and not an exploration project, the ideal
way to develop Northstar - from the state's perspective - is by
net profits. Using net-profit bidding on a partially discoverc"’
oil field was an approach the legislature contemplated when, Li
1978-79, it passed the leasing amendment that included net
profits.

Under net-profits leasing, the landowner (state) willingly
postpones its income until the operator recovers his costs. The
operator thus has the incentive to increase his development and
operating costs, thereby lessening the landowner's (state's) net-
profit share. This so-called "gold-plating" - the operator's
incentive to increase costs - when applied to a known eL
like Northstar works very much in the landowner’s luvi.-.."

This project needs to be done right. Spending a few more



dollars to do it right will benefit everyone. Even contractors
like Veco - and even labor unions - will do better under net
profits than under straight royalty leases.

An example of how net profits works for government can be seen
at the Wilmington oil field offshore the City of Long Beach,

Calif. When this giant oil field was discovered some three
decades ago, five oil companies bid more than 90 percent net
profits to develop and operate it.

The City of Long Beach and the State of California (and some <

uplands owners) have for more than thirty years been
sharing net-profit income from the field. No premature production
shutdown has happened at Long Beach. Arco now owns the field,
which is still producing more than 40,000 barrels of oil a day,
and the field is expected to continue producing for another 10 to
15 years.

BP claims it won't develop Northstar unless all net profits
are dropped. | think that if the Legislature turns this deal
down, BP would either rethink its decision not to proceed or find
a successor to develop the field. I don't believe that BP would
totally abandon its already substantial investment in Northstar.

The company already has reduced Amerada Hess and Shell's
original estimate of the development costs by two-thirds. Any
successor would be able to take advantage of these cost
reductions. | believe another company or group of companies could
develop 130 million barrels of North Slope oil and make a profit.

The proposed BP-state agreement is sometimes presented as an
all-or-nothing deal. Either BP develops the field or no one will.

A more win-win scenario might be for BP to produce the field
under net profits for two years and then go back to the
commissioner and seek a reduction in its royalty. This scenario
is already possible under existing law.

If the BP-state deal is turned down by the Legislature and TP
fails to proceed at Northstar and its leases are returned to tho
state, competitive re-bidding of these tracts will reveal the
leases' true worth.

BF says its main objection to net profits is that it would
force the company to prematurely shut down the Northstar P.-!
once tire state's net profit share kicked in. Rather than produce
oil netting it 50 cents a barrel (after all its costs) BP would
stop its activities. The company says it doesn't want to be in a
position to shut down an oil field prematurely, because such an
act would hurt BP's worldwide reputation.

I don't believe BP would shut down a field still making a net
profit. I think it would first find a successor (perhaps carrying
less overhead than BP’) so that production would be allowed to
continue. BP would rather own tire North Slope oil than give it to



a competitor. (Arco must be making some profit at Long Beach; at
least it owns the oil being produced.)

In any event, Alaska's government would take an interest in
any proposed premature shut down of Northstar. If the field were
still capable of producing a profit for the state, it would make
sure its natural resources were not "wasted."

Jack Roderick, a former mayor of Anchorage, drafted the oil and
gas leasing amendment, which included net-profit leasing, that
lead to the 1979 sale.
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BUSINESS SECTION:

BP WORRIES LOCAL VENDORS
ALLIANCE EXPRESSES CONCERN OVER OIL GIANT'S USE OF OUTSIDE

SUPPLIERS

By LISA SCAGLIOTTI
Daily News reporter

Anchorage vendors who supply the oil industry with everything
from work gloves to motors find the debate over BP’s proposed
Northstar oil field bittersweet.

They support the idea of more oil development in the state, but
they're worried about how much benefit their companies will see
if a new field comes on line.

That's because many vendors have seen their business with the
oil giant drop dramatically over the past year and half since BP
Exploration (Alaska) Inc. hired an Outside company to manage its
purchasing operations.

"The vendor community supports Northstar. We think it will be
good for Alaska hire and fabrication,” said Mitch Robison at
Debenham Electric Supply Co. "We support the opening of marginal
oil fields. But there's another issue - BP's outsourcing of
everyday purchases is not good for Alaska."

Robison and other vendors have met through the Alaska Support
Industry Alliance, a statewide trade group of companies that do
business in the oil patch. They have shared their worries and
formed a committee, which Robison co-chairs, to figure out if
there are ways to get Alaska companies more business.
"Ultimately, we want to win back these purchases,” Robison
said.

In August 1994, BP signed a five-year contract with Fairmont
Supply Co. to oversee its purchase of $25 million in supplies,
according to BP spokesman Paul Laird. The contract also calls for
Fairmont to directly supply BP with an additional $5 million of
goods, Laird said.

BP anticipated this outsourcing wrould save $4 million to $6
million a year, he said. The idea was to eliminate BP's ovevhf.
on purchasing and to streamline the company’'s buying to cncou.”
fewer suppliers, he said.

A Fairmont representative on the North Slope referred inquiries
to company officials Outside. Fairmont officials in Waslimgtou,



Pa., and Price, Utah, did not return five telephone calls Friday
to discuss details of their operation in Alaska for this story.

Local vendors say they're uncomfortable with Fairmont's role as
purchasing manager and supplier because they hand over to
Fairmont sensitive details about their products and prices. "We
don't have any reason to doubt their integrity,” Laird said.

More important, vendors said, the loss of supply business to
Fairmont already has been crippling, and they fear Fairmont's
share of the BP supply pie will only grow - at their expense.

Josef Boehm, president of Anchorage-based Alaska Industrial
Hardware, said he has seen his BP business practically disappear.
In 1994, he counted more than $600,000 in sales to the oil
company; that dropped by half last year and likely won't see six
figures this year.

Although AIH hasn't had layoffs, Boehm said, he has eliminated
about a half dozen jobs through attrition.

Alaska Bearing Corp. won't hire three or four extra people this
summer as it usually does. ""And we're looking at a wage
reduction to just try and weather this,” said owner Bruce
Wilkins. The company has a staff of nine, down two through
attrition because Wilkins said, his costs aren't falling, but his
sales are.

"We sell BP some stuff, maybe once a week where it once was
daily,” he said. "EP is buying better because it's buying from
a bigger distributor, but that sure doesn't help me pay the
property taxes."

Jim Borrow owns Bearing Engineering & Supply Co., which has two
locations in Alaska and two in WashLngton state. He said his
company had its best year ever with BP in 1994 with sales of more
than $200,000. "Then we did zero last year," he said.

He's bitter; his company has supplied the oil industry since its
beginnings in Alaska. "I'm not even sure if there is a BP
anymore,” he said. "It wouldn't surprise me even if the
president of the company is a contract employee."

Boehm called it a contradiction for BP to tout Alaska hire in
seeking breaks from the Legislature on its new oil prospect
while its buying policies are pinching Alaska compames.

"As it stands now, the local people are losing,” Boehm said.

BP president John Morgan has met twice with the Alliance's
vendor committee. Company spokesman Jim Palmer said Morgan
described how BP hopes to increase the portion of spending it
does in state but that the company wants to work with fewer
suppliers.

"There will be winners and losers, but we want to be fair,"”

Palmer said.
Vendors have had some political success in trying to secu r.



future business opportunities with BP. Both the House and Senate
versions of legislation dealing with BP's Northstar oil prospect
contain language to require BP to purchase goods and services for
the project from Alaska vendors.

The Fairmont arrangement is part of a wider BP effort to cuts

costs in Alaska by outsourcing work. BP recently contracted with
Andersen Consulting to handle BP's accounting functions.

The company also spaiked protests from the Oil Chemical and
Atomic Workers union for its desire to contract out to Veco a
handful of what are now union jobs at a Prudhoe Bay maintenance
shop. Palmer added that the company also plans to decide this
summer whether to outsource another 24 telecommunications jobs.
"We produce oil and gas. We don't run telephone systems/

Palmer said.
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Agreement between BP, state leads tn earlier development of Northstar oil field, jobs

ByJohn C fllorgan, President
BP ZtfioTfltim (Akska) Inc.

If Alaskans have to wall several more years
for lhe jobs, revenues and business dial
development of Ihe Korthslar a3 field roll

shmuhle... if you setlle lor less money 2nd
fewer benefits... ifyou forgo theoppurtuoityta
launch atnew Alaskan Industry building large
oil field fodlitins in-slafe... well, "so be it."
Thatwas the recent editorial opinion ofthe
Anchorage Daily Nests. Bui Leibrc we alisum-
nurily dismiss the benefits of HP’s plan to
develop Northstar, here’s whzl’s at stake
« Halfa billiondollars in new government
revenues at a time when lawmakers and dm
adminis[raJlonarestrvigglingtodosethejtale
budgetgap— revenues lhal will Bowbyearly
\W

* The higbest royaltyrale paid by any field
InAlaska, ard asupple-

pa)'z premiumto do so for Norikdar aslong
as capacityis available In-siale and technical
challenges are otorcoroe,

-+ BP's commihneol to begin development
In 1997 and production by 1999 Ifwc secore
die necessary permits;

* Accesstonewdevelopment opportunities
llsrongli technologyand infrastructure devel-
oped for Northstar.

Betweendirectspending InAlaskaand gow-
ernment revenues, Northstar will have a $1
billion Impact on Alaska's economy under
BP% plan.

BuJbeTorewe canenjoy(heshared benefits
of Nortlislar development, we flrsl need a
change inlease terns. Present terms include
Z"'ne<-proliistax” averaging BO percent thaTs
imposed, in addition to royalties and other
taxes, once costsare recovered.

Critics suggest BPmay be “bluffing'” when
W say We wun't dercdop under these terrrs.

Common sense sug-

mental royally when- Between directspending in gests otherwise.

e o Askaand soverment _Thyabo P
per-barrd West Coast revenues, Nurttistar wB1 Kiave a g\;ﬁt ol Natural Re-
benchmark: $1 H an impacton Alaska's sources a “eake-it-or-

» 50D construction
johs,50 permanentjobs
axid/uina.'edsofindircct jobs ffieyTi support
— coupled with BP’s cammihucn* to hire
Alaskans whenever possible;

 "Z\W STSOmljLicolndtwlnprreiilspe—
ing in Alaska, hirAlighlet? by BP's cor
merit to build Mcrthstar faalities ia-sto

* An oppcr'Usnjdty to brooch 2 aevfiiulu. ry,
roaiiuajcE..riighw'ge, "sea-lih" scale m ofii
in Akska— ~S>rded by BP's willingness sa

ouA KkA

economy underBP* plan.

3g«w m 1

Icave-II” ultimatum

———————————————————————— and persist in misrcp-
rcseotingouragrmueolvilhDNIitoExprob-
1ms wlik Northstar terms as a ""concession”
by diestale.

Bothassertionsaretmtrue. V\eapproached
DNRin z spirit of cooperation, to work to-
gether to Identifya mutually beneficial sohr-
Iten to a mutual problem. The agreement wo
negotiated achieves drat end.

ffcT-profits leasing began nearly two de-

or

cades ago, when oil prices were soaringand
were expected lo omtinoc increasing, 'Hie
state saapped the experiment in 1991
*1heBP-1)NRsgreefiuHI removes net-profit
tax prmislnm firom Northstar leases in ex-
change for tangible benefits to Alaskans —
jobs, busintss, the highest royalty rates in
Alaska, a supplemental royalty and early de-

velopment
1 almost inevitably will be more thana few
extra years until Alaskans reap these benefits
ifbars: termsaren’tadjusted now. Tliexe'snn
guarantee Il will ever be developed.
UteDadyNews seems fundamentally disin-
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Senator Loren Leman, Chairman
April 18,1996

Committee Substitute for Senate Bill 318: Northstar Lease Amendment

Attached is a sectional analysis and copy of the Senate Resources Committee Substitute for
SB 318 for your use.



Sectional Analysis of CSSB (RES) for SB 318
Section 1.

Section 1 has been redrafted and expanded into two sections, both of w hich
are "findings". The new Section | consists of 13 separate Articles
comprised of "Findings of Fact". The finding of facts section is based upon
testimony before the Senate Resources Committee, and upon documents
submitted for the record by the Department of Law , the Department of
Natural Resources and BP Exploration (Alaska) Inc.

Section 2.

Section 2, which previously consisted of a listing of the Northstar Unit
leases, and provided legislative ratification of the commissioner of Natural
Resources' March 22, 1996 agreement with BPX A to amend the leases,
now instead contains "Additional Facts and Policy". This section reflects
the legislature's articulation and balancing of the state's interests related to
ratifying the negotiated amendments to the Northstar Unit leases. It also
reaffirms that it is the general policy of the state to enforce the
competitively bid terms of its oil and gas leases, and confirms the
legislature's intent that the state's oil and gas resources he diligently and
timely developed. Finally, Section 2 also provides policy direction to the
commissioner that, with the exception of the negotiated amendment
authorized under Sec. 3 of the CSSB 31C, he is not to renegotiate the
competitively bid terms of any state oil and gas lease without prior explicit
authorization by the legislature through the passage of a general act

granting the authority to do so.
Section 3.

Section 3, was previously the effective date cite, providing for an
immediate effective date. The section has been redrafted. Subsection (a)
lists the state oil and gas leases in the Northstar Unit. Subsection (b)
provides that the commissioner may amend the Northstar Unit lease
provisions, as amended and incorporated in this subsection. (Note: the
remainder of subsection (b) consists of a redrafted agreement and exhibits)
Subsection (c) provides that "Notw ithstanding any other provision of law,
the "Amendment to the Northstar Unit Leases Between the State of Alaska
and BP Exploration (Alaska) Inc." as described in (b) of this section, if
voluntarily agreed to by the commissioner of natural resources and RP
Exploration (Alaska) Jnc. is approved and ratified."



The original agreement between BP Exploration (Alaska) Inc. and the State
of Alaska has been amended in the follow ing manner:

« The word "First" has been deleted from the title of the agreement and
from the preamble to remove any ambiguity as to whether additional
amendments to the agreement are authorized.

« Several non-material typographical errors were corrected throughout
the body of the agreement.

1980 Leases

« The language of Paragraph 28 (c) in the original agreement has been
amended by removing the reference to "project schedule™ and "project”
and replacing them with "sanction schedule™ and "sanction",
respectively. This was done to reflect the fact that Exhibit C of the
agreement, to which Paragraph 28(c) relates, is actually a sanction
schedule, not a project schedule, per se. No action other than
sanctioning is scheduled under Exhibit C. In addition, a provision

making the project sanction irrevocable has been inserted.

« The last two sentences of Paragraph 28 (c) in the original agreement,
which provided that "[t]he State may waive performance of an
obligation under the project schedule by prior written consent.” and
"[t]he performance of any obligation required under the project
schedule is subject tc the provisions of paragraph 32.", have heen
deleted. Since the only obligation under the "project schedule™ was
sanction, retention of the original language would have allow ed the
parties to waive one of the most crucial benefits of the agreement—
BPXA's commitment either to proceed with development or to
relinquish its leases within one year— by prior written agreement, and
without legislative review.

« The language of Paragraph 32. ("Force Majeure") has bheen amended to
make its terms consistent with the amendment to Paragraph 28 (c) noted
above. The amendment carves out a narrow exception to the numerous
circumstances which BPX A and the State have agreed would constitute
force Majeure events under the agreement. The amendment recognizes
each of the force majeure events enumerated by the State and BP
Exploration (Alaska) Inc. "(other than the obligation to provide project
sanction within twelve (12) months of the passage by the legislature Qf
an Act authorizing an Amendment to the Northstar Unit f o fhe

project)".



« The language of Paragraph 41. in the original agreement, entitled
"Employment of Alaskan Residents”, has been replaced in its entirety
with a new paragraph 41 entitled "Fabrication of Production and
Processing Modules W ithin Alaska and Employment of Alaskan
Residents”. The amendment retains the original language which makes
clear that BPXA's obligations under the agreement are subject to "the
constraints of law™ and must be in compliance "with all valid federal,
State and local laws in hiring Alaska residents and contractor i and shall
not discriminate against Alaska residents or contractors.”™ W ith this
disclaimer, however, the requirement to hire Alaskans and to fabricate
and install on-site production and processing facilities has been made
explicit. These changes were made in response to testimony by the
Department of Natural Resources and the Department of Law
confirming that the principal non-monetary obligations of BP X A under
the terms of the original agreement are unenforceable. lhe amendment
also clarifies that all expenses associated with "the design, fabrication,
construction and installation of the production and processing modules
required for the development of the Northstar oil field w ill be the sole
responsibility of BP Exploration (Alaska) Inc.

1983 Lease

« The language of Paragraph 4 (0 of the original agreement "'Force
Majeure™), has been amended by insertion of the same force majeure
language incorporated in the 1980 Leases, as described above.

« The language of Paragraph 20 (c) has been amended to replace the
references to "project schedule™ and "project” with references to
"sanction schedule” and "sanction” to conform with the amendments to

the 1980 Leases, as described above.

« The language of Paragraph 3 ("Employment of Alaskan Residents™) has
heen replaced in its entirety with the same language used to amend
Paragraph 41 of the 1980 Leases, as noted above.

Rather than authorizing the commissioner of the Department of Natural
Resources to amend the Northstar leases as originally contemplated,
subsection (c) has been redrafted to provide that "Notw ithstanding any
other provision of law, the "Amendment to the Northstar Unit Leases
Between the State of Alaska and BP Exploration (Alaska) Inc." as described
in (b) of this section, if voluntarily agreed to by the commission™ rof



natural resources and BP Exploration (Alaska) Inc. is approved and
ratified."

Section 4.

Section 4 is a new section providing for an effective date. Instead of
hecoming effective immediately, as originally contemplated by the
agreement and the original bill, section 4 provides that "£tlhese amendments
take effect on the first day follow ing delivery of a letter from the
commissioner of the Department of Nr jral Resources to the Revisor of
Statutes, with copies to the President of the Senate and the Speaker of the
House of Representatives, confirming that BP Exploration (Alaska) Inc., or
its parent entity has made an irrevocable commitment of full funding
(project sanction) to develop the Northstar 0 il Field.

- END OF ANALY SIS -
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CS FOR SENATE BILL NO. 318(RES)
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY THE SENATE RESOURCES COMMIT/EE

OfTered:
Referred:

Sponsor(s): SENATE RULES COMMITTEE BY REQUEST OF THE GOVERNOR

A BILL

FOR AN ACT ENTITLED

WORK DRAFT

9-GS2065\C -
Cook
4/17/96

"An Act authorizing, approving, and ratifying the amendment of Northstar Unit

oil and gas leases between the State of Alaska and BP Exploration (Alaska)

Inc.; and providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. FINDINGS OF FACT. Based upon extensive public testimony, as well as the

review of the written documents and presentations made by BP Exploration (Alaska) Inc.

(BPXA), the Department of Law, and the Department of Natural Resources related to the

proposal of BD Exploration (Alaska) Inc. and the Department of Natural Resources to amend

certain of the lease terms of State of Alaska oil and gas leases within the

(NSU), the legislature makes the following Findings of fact:

ARTICLE 1 THE STATE'S NET PROFIT SHARE AND HISTORY OF THE
NORTHSTAR LEASES BEFORE UNITIZATION.
1) The net profit share provision of four of the state leases now included in

Northstar Unit

the Northstar Unit was the competitively bid variable when the leases were originally offered

1
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for lease. The leases were offered with a fixed per acre cash bonus and a fixed royalty of 20
percent, and bidders were asked to submit sealed competitive bids based upon die percentage:
of net profits that the bidder would share with the state. According to the Department of
Natural Resources, the average of the winning net profit share bids for these leases was 'about
89 percent.” As to the fifth state lease, the net profit share and royalty were fixed by the
Department of Natural Resources at 40 percent and 12 1/2 percent, respectively, and the
competitively bid variable was the amount of bonus offered by the bidders.

(2) The leases for which the net profit share was the bid variable, ADL Nos.
312798, 312799, 312808, and 312809, were offered for lease in State of Alaska Competitive
Oil and Gas Lease Sale 30, that was held in December 1979. These four leases were issued
in 1980 for a primary term of 10 years. The fifth lease, ADL 355001, was offered in State
of Alaska Competitive Oil and Gas Lease Sale 39 in May 1983, and was issued in June 1983.
The primary term of ADL 355001 was also 10 years.

(3) The original lessees of the Northstar leases included Amerada Hess Co.,
Shell Oil Co. (Shell), Enterprise Oil Co. (Enterprise), and Murphy Oil Co. In 1990, Amerada
Hess Co. bought Enterprise’s interest in the leases for 52,000,000.

(4) Three years after the initial four state leases were issued, Shell Qil Co.
discovered the Northstar oil field while drilling the Seal Island No. 1 Well. Thereafter, during
the period 1984 - 1986 additional wells were drilled to delineate the Northstar field. Those
wells included Shell Seal Island No. 2 (1984); Shell Seai Island No. 3 (1985); Shell Seal
Island No. 4 (1985); Amerada Hess Co. Northstar No. | (1985); and Amerada Hess Co.
Northstar No. 2 (1986).

(5) Neai the end of the 10-year primary term for the initial four state leases
and the two Outer Continental Shelf (OCS) leases that later came to be included in the
Northstar Unit, Amerada Hess Co. and its partners approached the Department of Natural
Resources and the federal Minerals Management Service with a proposal to form the Northstar
Unit.

ARTICLE 2. FORMATION OF THE NORTHSTAR UNIT AND
ACTIVrnES UNDER THE INITIAL PLAN OF DEVELOPMENT.

1) Following lengthy negotiations between the Amereda Hess Co., the

Department of Natural Resources, and the Minerals Management Service, the Department of

CSSB 318(RES) 2

New Text ‘Jr.derlined [DELETED TEXT BRACKETED1



10
11
12

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

31

WORK DRAFT WORK DRAFT WORK DRAFT

Natural Resources and the Minerals Management Service approved formation of the Northstar
Unit and its initial Plot of Development, thereby extending the ten-year prirnar/ term of the
leases committed to the unit.

(2) The term of the Northstar Unit was limited initially to five years, however,
from January 24, 1990, until January 23, 1995, and the Plan of Development required by the
Department of Natural Resources provided specific and detailed conditions designed to
encourage expedited evaluation and development of the field.

(3) According to the Department of Natural Resources, as a condition of its
approval of the initial five-year Plan of Development for the unit, ”[t]he state lessees were
permitted to make progressively larger annual payments to the state in lieu of drilling a well
in the Plan of Development. The extension fee payments were to be paid by the State lessees
to the State under the following schedule: January 31, 1991—$1 million; January 31,
1992—$2 million; January 31, 1993—S2 million; January 31, 1994— S3 million and
January 31, 1995—$4 million, unless the fee obligation was extinguished by the drilling of
a well in the unit area." As further conditions of its approval, the Department of Natural
Resources also required Amerada Hess Co. and its partners to conduct certain petrological and
petrophysical analyses, to gather an additional 250 line-miles of geophysical (seismic) data
over the unit area, and to complete facilities design and reservoir engineering studies
(pre-production studies) during the initial Plan of Development.

(4) Amerada Hess Co. and its partners made the scheduled "in lieu of drilling"”
payments for the first three years of the five-year Plan of Development period, with payments
totaling 55 million. Amerada Hess Co. then elected to drill the Amerada Hess Co. Northstar
No. 3 Well in 1994, extinguishing its remaining financial obligations to the state under the
terms of the Plan of Development for the Northstar Unit. Amerada Hess Co. and its partners
also timely complied fully with each of the other conditions set out by the Department of
Natural Resources in its approval of the initial Plan of Development.

(5) Following the drilling of the Amerada Hess Co. Northstar No. 3 Well
earlier in 1994, Amerada Hess Co. met with representatives of the Department of Natural
Resources and the Minerals Management Service in June 1994, to inform the agencies of its
decision not to proceed with development of the Northstar Unit.

(6) Under the terms of the Northstar Unit Agreement, Amerada Hess Co. and

-3 CSS)J 3IS(RES)
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its partners were required to submit a proposed Plan of Development to the Department of
Natural Resources late in October 1994, 90 days before the expiration of the first Plan of
Development, or the unit, which had already extended the Northstar Unit leases five years
beyond their initial primary term, would terminate.

(7) Having made the decision not to proceed with development of the unit,
Amerada Hess Co. did not submit a proposed second Plan of Development, and under the
terms of the unit agreement and the department’s regulations, the Department of Natural
Resources issued a Notice of Default to Amerada Hess Co. and its partners on November 3,
1994,

(8) By subsequent letter dated December 12, 1994, the Department of Natural
Resources amended its November 3, 1994, Norice of Default to provide that Amerada Hess
Co. could cure the default either by providing an updated Plan of Development within 90 days
or by voluntarily agreeing to terminate the Northstar Unit Agreement. The Department of
Natural Resources’ December 12, 1994, letter concluded ”[f]inally, if the NSU terminates,
three State of Alaska leases will continue beyond their primary term pursuant to paragraph
5(d) of the lease. The three leases are ADLs 312798, 312799 and 312809. This is further
notice that within 90 days of termination of the NSU the lessees shall file a Plan of
Development in compliance with the requirements set forth in paragraph 17 of the lease.”

(9) Amerada Hess Co. and Shell began efforts to sell their respective interests
in the Northstar Unit leases sometime during 1994. Neither the exact timing nor the details
of Amerada Hess Co.’s and Shell’s efforts to market the leases are a matter of public record.

(10) Amerada Hess Co. and Shell subsequently sold their interests in the
Northstar leases to BP Exploration (Alaska) Inc. early in 1995. BP Exploration (Alaska) Inc.
has characterized the terms of its purchase of the Northstar Unit lease interests as a
"competitive process.” However, BP Exploration (Alaska) Inc. has declined to make public
the terms of its purchase or the identity of its competitors for the purchase of Amerada Hess
Co.’s and Shell’s interest in the Northstar Unit leases, citing a confidentiality agreement
between the parties that prohibits its doing so. The state played no role in the offering or
selling of Amerada Hess Co.’s and Shell’s interest in the Northstar Unit leases to BP
Exploration (Alaska) Inc., nor was it offered the opportunity to compete for the leases.

(11) In its purchase of the Northstar Unit leases from Amerada Hess Co. and

CSSB 3I8(RES) 4
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its partners, BP Exploration (Alaska) Inc. inherited the net profit share development accounts
for those leases.  The amount of accrued costs in the Northstar Unit net profit share
development accounts has been estimated by the Department of Natural Resources to be
5262,000,000. Under the terms of the leases and the Department of Natural Resources’
regulations, although BP Exploration (Alaska) Inc. did not actually spend the 5262,000,000
in the development accounts, it would be entitled to recover those costs, plus its actual future
costs of development, with interest, before it would be obligated to pay the state a share of
net profits from the development of the Northstar Unit leases.

(12) Department of Natural Resources Commissioner Shively has testified that
"[T]he implications for the state in that is the longer the development is delayed, the less
money the state is going to get in net profits leasing. And so timing was critical to me as we
negotiated this deal with BP."

(13) BP Exploration (Alaska) Inc.’s president, Mr. John Morgan, has testified
"[1In making that acquisition (purchase of the Northstar leases) we did understand and it was
clear to us that the issue of net profit leases represented a problem, and a problem that would
need to be overcome with the state, if development was to proceed.”

(14) BP Exploration (Alaska) Inc.’s president, Mr. Morgan, also has testified
that ". . . part of the risk we took when we acquired the leases was that the State of Alaska
may not agree to a modification of the terms that would allow us to go forward with
development, and we did that knowingly and clearly."”

ARTICLE 3. BP EXPLORATION (ALASKA) INC.’S SUCCESSION
AS NORTHSTAR UNIT OPERATOR AND THE DEPARTMENT OF
NATURAL RESOURCES’ APPROVAL OF THE 2ND PLAN OF
DEVELOPMENT FOR THE NORTHSTAR UNIT.

(1) On January 13, 1995, BP Exploration (Alaska) Inc. wrote the Department
of Natural Resources and the Minerals Management Service to request that the agencies
approve a 90-day extension to the Department of Natural Resources’ earlier Notice of Default
for the Northstar Unit.

(2) Effective January 19, 1995, the DNR approved assignment of the state
Northstar Unit leases to BP Exploration (Alaska) Inc. as had been requested earlier, and on

January 20, 1995, both the Department of Natural Resources and the Minerals Managewnr

5 CSSB 318(RES)
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Service approved BP Exploration (Alaska) Inc. as the successor operator of the Northstar Unit;

(3) On January 23, 1995, the day the Northstar Unit was scheduled to
terminate under the Department of Natural Resources’ Notice of Default for failure of the
operator to provide a proposed Plan of Development, BP Exploration (Alaska) Inc., in its
capacity as the new unit operator, submitted a proposed two-year Plan of Development for the
Northstar Unit. According to documents in the Department of Natural Resources’ unit files,
BP Exploration (Alaska) Inc. indicated "that with more time it could submit a more detailed
and decisive plan.”

(4) The following day, on January 24, 1995, the Department of Natural
Resources and the Minerals Management Service approved BP Exploration (Alaska) Inc.’s
request for an extension to file a more detailed Plan of Development until April 30, 1995.

(5) On March 30, 1995, BP Exploration (Alaska) Inc. submitted a revised Plan
of Development and a request to extend the Northstar Unit Agreement for a three-year term
coincident with its revised Plan of Development.

(6) It is unclear from the record why the term of the second Plan of
Development was increased from the originally proposed two-year term to a three-year term,
thus extending the time during which the Department of Natural Resources cannot move to
force production from the Northstar Unit leases

(7) On June 2, 1995, the Department of Natural Resources "conditionally"
approved BP Exploration (Alaska) Inc.’s revised three-year Plan of Development.

(8) According to the Department of Natural Resources, "[a]s part of the
conditional approval, BPXA was required to submit annual program reports and a final report
to the agencies that synthesizes the data and studies performed by BPXA during the extension
period and BPXA'’s conclusions and recommendations regarding the development of the NSU.
The POD does not require BPXA to start production during the three year term. Assuming
BPXA complies with the conditions of the second POD, the unit will not expire until April 30,
1998."

ARTICLE 4. BP EXPLORATION (ALASKA) INC.'S
INITIAL EFFORTS TO AMEND THE NET PROFIT
SHARE LEASE TERMS.
(1) Both BP Exploration (Alaska) Inc.’s President, Mt. Morgan, and

CSSB 318(RES) 3
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Department of Natural Resources Commissioner Shively have testified that at sometime
between January and April 1995, before the Department of Natural Resources’ approval of BP
Exploration (Alaska) Inc.’s revised Plan of Development and extension for the Northstar Unit,
BP Exploration (Alaska) Inc. approached the administration, asking that it support the
incorporation of provisions that would allow the commissioner of the Department of Natural
Resources to modify net profit share terms of oil and gas leases in the royalty modification
legislation that the administration requested last session (HB 207). Mr. Patrick Coughlin,
petroleum investment manager for the division of oil and gas, testified that BP Exploration
(Alaska) Inc. requested incorporation of the net profit provisions sometime in late January or
early March (1995) during the drafting of the original version of HB 207.

(2) Testimony before the committee by both BP Exploration (Alaska) Inc. and
the Department of Natural Resources reflects that the parties decided, however, not to pursue
authority to amend the terms of net profit share leases in that legislation. According to
Commissioner Shively, "... 1 felt, and ultimately | think BP felt, that adding another issue
to the mix was probably not appropriate.”

(3) Commissioner Shively testified that, after having decided not to pursue
incorporation of the net profit share amendment provisions within the framework of HB 207,
"he committed to BP at the time to discuss Northstar, but under the conditions that I believed,
at the time, that | probably did not have the legal authority to make a deal with them on
Northstar. And so therefore, that the individual deal itself would have to come to the
legislature. That was always part of the discussions."

(4) Based upon testimony by both Commissioner Shively and BP Exploration
(Alaska) Inc.’s Mr. Morgan, it is clear that even had HB 207 been amended to include explicit
authority for the commissioner to reduce the state’s net profit share under the same
circumstances as the commissioner was ultimately authorized to reduce the state’s royalty
share under the terms of HB 207, to encourage production that otherwise would not be
economically feasible, the commissioner could not have done so in this instance because
production from the Northstar Unit would be economic without amendments to the net profit
share provisions.

ARTICLE 5. THE ECONOMICS OF DEVELOPING THE
NORTHSTAR LEASES UNDER THEIR

7 (SSB 318(RES)
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EXISTING TERMS.

(1) The director of the division of oil and gas, Mr. Ken Boyd, has terrified that
"BPXA currently estimates that 76.8% of the recoverable reserves underlie the state leases in
the Northstar Unit (NSU). The Division’s Resource Evaluation Group has reviewed this
estimate and other confidential estimates, and believes the 75 to 80% is a reasonable range.
This range could be slightly higher if BPXA develops the known reserves to the Northwest.”

(2) Both the Department of Natural Resources and BP Exploration (Alaska)
Inc. have testified that BP Exploration (Alaska) Inc.’s development of the Northstar Unit
leases under the original lease terms would be economic. According to BP Exploration
(Alaska) Inc.’s President, Mr. Morgan, "[W]e have never argued that the development of
Northstar could not be profitable under the terms including the net profit arrangements. In
profitability in terms of return on capital, this would be possible. This is not a marginal oil
field."

(3) The Department of Natural Resources’ independent analysis of the
Northstar Unit economics comes to a similar conclusion. Commissioner Shively has testified
"[tjoday both we, and | think British Petroleum, estimate that around 135 mm barrels of oil
could be recovered from this field. It is not a marginal field; it is not the kind of field we
talked about last year with HB 207. It is a field fully capable of carrying its own under the
appropriate economic conditions."

(4) BP Exploration (Alaska) Inc.’s President, Mr. Morgan, has testified ". . .
that with the net profit arrangement in place, at the level that it exists, BP would not be
prepared to go ahead with the development of a Northstar project, even though, if you run the
economics, you can show that the return on investment for the project is a sound sort of return
on investment."

(5) Based upon BP Exploration (Alaska) Inc.’s own analysis, development of
the Northstar project "would have an estimated BP Net Revenue of approximately $485
million and a full project Rate of Return (ROR) of around 21%."

(6) BP Exploration (Alaska) Inc. has testified that its rate of return for a
"hypothetical incremental investment” later in field life (2007) would be 21 percent without
the net profit share lease terms versus 10 percent with the net profit share lease terms.

(7) In its September 1995 report to the Governor’s Oil and Gas Policy Council
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entitled "Review of International Competitiveness of Alaska’s Fiscal System" (Little Report),
the Arthur D. Little Co. concluded "[Oil] companies generally look for a jate. of return of
about 15% . . . Projects with lower returns usually do not generate enough profits to encourage
companies to commit time and resources to their development.”

(8) Commissioner Shively testified "I do not believe that no oil company in
the world could develop this field under the current provisions. When we did the. economic
analysis, we believe the rate of return is sufficient for somebody to want to do it. On the
other hand, BP has told us that they would not do it, and therefore, I cannot make a finding
that under the current situation the development of the field is not economically feasible. It,
in my mind, is economically feasible under both considerations. Both of the considerations
of the net profits and using the supplemental royalty. BP has said for them it is not
developable under the net profit conditions."

(9) Based upon BP Exploration (Alaska) Inc.’s estimates of the recoverable
reserves and project development costs, the Northstar Unit has a per barrel development cost
of $2.90. For comparison, other North Slope projects which BP Exploration (Alaska) Inc. has
sanctioned (approved and committed the funding to develop), the year in which the
developments were sanctioned and BP Exploration (Alaska) Inc.’s estimated per barrel cost
of developing each are: Kuparuk (1982) - $6.65 per barrel; Endicott (1985) - $5.40 per barrel;
Prudhoe Bay Unit: GHX-2 (1992) - $4.45 per barrel; Pt. Mclntyre (1992) - $2.30 per barrel;
and Niakuk (1992) - $2.50 per barrel.

(10) BP Exploration (Alaska) Inc. estimates the per barrel development costs
for both the Milne Point Unit - Schrader Bluff development and the Northstar project, neither
of which have yet been sanctioned by BP Exploration (Alaska) Inc. management, to be $1.80
per barrel, and $2.90 per barrel, respectively.

ARTICLE 6. REVENUE TRADE-OFFS FROM
THE LEASING OF THE NORTHSTAR LEASES
WITH THE NET PROFIT SHARE AS THE
COMPETITIVE BED VARIABLE.

(1) The Department of Natural Resources’ decision to offer the Northstar leases

with the net profit share as the competitive bid variable in 1979 represented a conscious

trade-off of larger immediate bonus payments for the potential to receive a sh.are of the

9
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lessees' net profits from the development of any field subsequently discovered. Since oil and
gas exploration is inherently risky, with commercial discoveries occurring far less frequently
than dry holes, the Department of Natural Resources' bid strategy entailed risk sharing with
the lessees. Compared to other bidding terms available to the Department of Natural
Resources, the selection of net profit share terms allowed successful bidders to obtain the
leases for less cash than would otherwise have been required.

(2) Based upon its review of the bonus revenue received for the federal leases
within the Northstar Unit, which were leased with a 16 2/3 percent sliding scale royalty and
the bonus as the bid variable, the Department of Natural Resources estimates the state's
Northstar Unit leases could have brought 5268,406,052, as opposed to the $15,469,000
actually received, had the leases been offered with a 12 1/2 percent royalty, no net-profit share
and with the bonus as the bid variable.

(3) Assuming the Department of Natural Resources' estimate of bonuses is
correct and based upon the annual realized rate of returns reported by the Alaska Permanent
Fund Corporation in its 1995 report, the balance of the 50 percent of the 5268,406,052 that
would have been deposited to the permanent fund would have been $704,588,494 at year-end
1995.

(4) The Department of Natural Resources has provided estimates of the bonus
revenues that the state would receive today if the Northstar Unit leases were returned to the
state for reoffering in a competitive sale with bonus as the bid variable, with royalty set at 12
1/2 percent or 20 percent, with no net profit share and with estimated recoverable reserves,
capital and operating costs as estimated in its economic modeling of the agreement with BP
Exploration (Alaska) Inc. For a 12 1/2 percent royalty and at discount rates of 10 percent and
15 percent, the Department of Natural Resources estimates that the mean value of anticipated
bonuses would be $225,000,000 and $130,000,000, respectively. For a 20 percent royalty and
at discount rates of 10 percent and 15 percent, the Department of Natural Resources estimates
the mean value of anticipated bonuses would be 5182.000,000 and $98,000,000, respectively.

ARTICLE 7. BP EXPLORATION (ALASKA) INC.'S
REFUSAL TO DEVELOP THE NORTHSTAR
UNIT LEASES UNLESS THE NET PROFIT
SHARE PROVISIONS ARE AMENDED.

CSSB 318(RES) 1
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(1) Notwithstanding the acknowledged profitability of developing the Northstar
field under its existing lease terms, BP Exploration (Alaska) Inc.’s President, Mr. Morgan has
testified that BP Exploration (Alaska) Inc. will not develop the Northstar Unit leases unless
the State of Alaska agrees to eliminate the net profit share provisions of the leases.

(2) There is no precedent, nor is there explicit legislative authority for the
commissioner of natural resources to retroactively change the competitively bid variable of
a state oil and gas lease.

(3) The Department of Natural Resources has testified that BP Exploration
(Alaska) Inc. did not inform the state of its unwillingness to develop the Northstar Unit leases
without amendment of the net profit share terms until some time after the department had
approved the current Plan of Development and the three-year extension of the unit term.

(4) The Department of Natural Resources has testified that there is an implied
covenant for lessees of Alaska’s oil and gas leases to diligently explore and develop their
leases. The Department of Natural Resources also has testified, however, that since the
department has approved a three-year Plan of Development for the Northstar Unit leases that
does not explicitly require development of the field, it believes that so long as BP Exploration
(Alaska) Inc. meets the requirements of that plan, it would be seen as fulfilling its obligation
to develop, and cannot be forced to proceed with production during the term of the current
plan which does not expire until June 1998.

(5) The Department of Natural Resources has testified that BP Exploration
(Alaska) Inc.’s refusal to develop the Northstar Unit leases represents the first occasion in
which a state oil and gas lessee has confirmed that it could develop an oil field economically,
but that it is unwilling to do so unless the state renegotiates the competitively bid terms of the
leases.

(6) The Department of Natural Resources has testified that if the department
had not approved a further three-year extension for the Northstar Unit in June 1995, the leases
within the unit that did not have wells upon them certified to be capable of production in
paying quantities would have reverted to the state, becoming available for releasing. Under
the lease provisions and the regulations, the department could then have given notice to BP
Exploration (Alaska) Inc. to begin production from those leases that did have wells certified

as capable of production in paying quantities within a reasonable time to do So. that could not
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have been less than six months.

(7) As to why the Department of Natural Resources did not insist on n firm
commitment from BP Exploration (Alaska) Inc. last year that it would develop the Northstar
Unit leases before the department agreed to extend the Northstar Unit for three years,
Commissioner Shivley has testified ". . . [I]f we had all the information in the spring of last
year that we had today, we might have made another decision; we did not have that
information."

(8) The Department of Natural Resources’ approval of the second Plan of
Development, and the resulting three-year extension, effectively eliminated any leverage the
department might have had otherwise to expedite BP Exploration (Alaska) Inc.’s development
of the Northstar Unit leases without amendment of the leases.

(9) Both the Department of Natural Resources and the Department of Law
have testified that the Department of Natural Resources did not consult with the Department
of Law regarding whether the state might have any legal basis for moving earlier than 1998
to force production under the lease terms, given the unique facts in this case.

ARTICLE 8. THE DEPARTMENT OF NATURAL RESOURCES’ AND
BP EXPLORATION (ALASKA) INC.’S NEGOTIATIONS TO AMEND
THE NORTHSTAR UNIT LEASES.

(1) Based upon BP Exploration (Alaska) Inc.’s representation that it would not
develop the Northstar Unit leases under their existing terms, the Department of Natural
Resources entered into confidential negotiations with BP Exploration (Alaska) Inc. in the fall
of 1995 to amend the state’s oil and gas lease terms.

(2) As its principal reason for proceeding with the negotiations to amend the
leases, the Department of Natural Resources cited its desire to assure that production begins
earlier than it otherwise wouid under the timeline estimated by the Department cf Revenue.
The Department of Natural Resources maintains that, if the legislature does not pass SB 318,
the earliest that the department could now force BP Exploration (Alaska) Inc. to develop the
field would be 2002;

(3) Department of Natural Resources’ Commissioner Shively has testified that,
"[t]he negotiations were long-longer than | had hoped. | had hoped to have this agreement

to the legislature earlier; they were at times very difficult, but | believe that, we have
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negotiated a deal that is in the best interests of the state.”
(4) BP Exploration (Alaska) Inc.'s President, Mr. Morgan, has testified that".
. | can't stress enough, that from BP's perspective, this was a long and very formal
negotiating process, that | don't see the agreement contained in this bill as in any way being
an incentive to BP; | see it as a very balanced agreement coming out of that negotiation.”

(5) Under the terms of the agreement negotiated by BP Exploration (Alaska)
Inc. and the Department of Natural Resources, the state agrees to waive its net profit interest
in the leases, and in return is to receive an increased royalty rate on one of the five leases,
from 12 1/2 percent to 20 percent, as well as the potential to receive a "supplemental royalty"
on all of the leases, depending upon whether oil prices rise sufficiently in the future beyond
a specified threshold (trigger) price. In addition, BP Exploration (Alaska) Inc. has made
certain nonbinding commitments to increases in state employment, conditional commitments
to construct certain undefined modules, and facilities necessary to develop the Northstar Unit
within Alaska and has agreed to relinquish the Northstar Unit leases if BP Exploration
(Alaska) Inc.'s management does not sanction the project within one year after die effective
date of legislation ratifying amendment of the leases.

ARTICLE 9. LEGAL ANALYSIS BY THE DEPARTMENT OF LAW.

(1) As to whether the commissioner has the authority to amend the state's net
profit share lease terms in a situation where those terms were the competitive bid variable in
a sale, the Attorney General has testified that "Clearly what we are faced here is with a
diminution of revenues that would come to the state . . . and that would require the
commissioner in order to make the changes to make a finding that this project otherwise
would not be economically ieasible. And that was a conclusion which the commissioner
would not and could not make. And once again, whether 180 (AS 38.05.180) would apply,
in this instance it could not apply. And again, our reasoning supports the need to put this
matter before the legislature.”

(2) As to whether legislative ratification of a negotiated agreement between the
commissioner of the Department of Natural Resources and BP Exploration (Alaska) Inc. to
modify the terms of the Nortnstar Unit leases would violate the Constitution of the State of
Alaska's prohibition against local or special legislation, the Department of Law representative

has testified that "[I]t will be the department's responsibility to carefully articulate the state's
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interest during legislative hearings on the bill proposing the net profit share reduction. This
must be done with the goal in mind of establishing a detailed legislative history supporting
the interests of the state. The legislative history will be important because the ultimate
decision 'whether a general act can be made applicable’ rests with the Alaska Supreme Court.”

(3) The Department of Law representative has testified that "[i]f there is
valuable consideration received by both the state and the leaseholder, the benefit to the state
may be characterized as direct.”

(4) The Department of Law representative has also testified that "[b]ecause the
State leased the oil rights at the Northstar field pursuant to the constitutional mandate to obtain
the maximum public benefit, an effort to expedite production vitally affects the public
interest.”

(5) The Department of Law has also testified "[w]e believe that a compelling
case can be made that there is adequate consideration to support a finding of a direct and
substantial public benefit flowing from the reduction of the net profit share.”

(6) As to whether the promises of local manufacture and assembly of facilities
must be binding terms of the Northstar Agreement in order to meet the "statewide
significance" test, the Department of Law representative has testified "[t]hat there needs to be
a record made here in the legislature of the State interests that are behind this very narrowly
focused piece of legislation. As far as the promises to be binding I think it is enough that
there's some good and sound reason for this kind of legislation.”

(7) The Department of Law representative has testified that "[wjhether the
agreement bears fruit I don't think is as important as the fact that you are doing it in good
faith belief that it will happen. 1 don't know if I can tell you that it has to be binding. That's
not a consideration of our opinion. It's merely a fact that there must be some sound
reasonable basis for making this legislation as narrow as it is."

(8) The Department of Law representative has testified "[w]e think this
transaction has state-wide significance because of the amount of revenue that's involved, the
fact the major population center of the railbelt area would be the beneficiary of some of the
economic activity connected with the development of the Northstar Unit, that fact that
petroleum revenues form such a large percentage of the total revenues to the State. It makes

this a very good case for being a matter of state-wide significance.”
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(9) As to whether the expenditures (loss of state revenues) under the Northstar
Agreement meet the "public purposes™ test under art. 1X, sec. 6, of the Alaska Constitution,
the Department of Law representative has testified “[i]t's been our opinion in the past that the
courts will generally find a public purpose if the legislature declares it to be a public purpose.
That’s been the reasoning of the courts. From our side, analyzing it even further than that,
because we don't like to stop there sometimes being the executive branch. We also analyze
it as this mutually of consideration that there has to be some equal exchange in order for there
to be a public purpose.”

(10) As to the consideration which the state must receive under the Northstar
Agreement, the Department of Law representative has testified ”[t]here has to be, in order to
satisfy the public purpose doctrine, a direct public benefit and not an indirect public bcnefit--
when you're giving up public revenues or foregoing some debt that's owed you by some third
party. There has to be a direct public benefit and not an indirect benefit. The direct benefit
cannot only flow to the other interest and there appears to be direct public benefit here in
connection with the way this agreement is structured.”

(11) As to whether the consideration which the State expects to receive under
the Northstar Agreement actually must be received, the Department of Law representative has
testified "[n]o, I don't think so, not under the public purpose doctrine. The public purpose
doctrine is the one legal issue that worries me the least. | think this transaction easily passes
the public purpose doctrine test. The courts have been very deferential to legislative
determinations of what is in the best interests of the State to expend its money on or to forego
its revenues on or to receive additional revenues on. The courts have been very deferential
in that regard and | don't see that as being a major factor influencing the validity of this
particular transaction."

(12) As to whether an aggrieved bidder may have standing to challenge the
Department of Natural Resources' negotiated amendments to the competitively bid lease terms,
the Department of Law representative has testified "We note that the issue is piesent, that
someone can raise this as a means of attacking the validity of the lease amendments. What
we conclude is that if the legislature were to enact specific authorization, both ratifying and
approving the contract, and authorizing the department to undertake the lease change, that, we

think, would overcome the competitive bidding argument.”
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(13) The Department of Law representative has testified that "[o]ther persons
who competed for the leases may claim that since the net profit share was the sole variable
in the lease sale, it is such a material term that a change cannot be made without violating the
competitive bidding statute. Uncertainty concerning the state's prospects for prevailing on any
litigation on this issue gives an additional basis for our advice that the department seek
independent statutory authority for the Northstar transaction.”

(14) As to whether the legislature’s passage of SB 318 will effectively shield
the Department of Natural Resources' negotiated amendments to the Northstar Unit leases from
legal challenge, the attorney general has testified "l guess my own judgment on this ... we
can't give you the certainty that absent this kind legislation, we would prevail on the argument.
That's precisely, again, | think one of the reasons we brought this to the legislature, and Jim's
(Assistant Attorney General Jim Baldwin) comments earlier about seeing legislative action as
being an effective vaccination, as it were, against that kind of challenge.”

(15) The attorney general has testified that ”[w]ith legislative action, | think
we have a high degree of confidence that we would prevail on this issue.”

ARTICLE 10. THE DEPARTMENT OF NATURAL RESOURCES' AND
BP EXPLORATION (ALASKA) INC.’S VIEW OF THE LEGISLATURE’S ROLE
IN RATIFICATION AND PASSAGE OF SB 318.

(1) Although both BP Exploration (Alaska) Inc.s President, Mr. Morgan, and
Commissioner Shively have testified that ‘hey believe legislative approval of the amendments
is necessary, both have confirmed their intent that the legislature's role in reviewing the
negotiated amendments should be limited to voting for or against ratification of the agreement
that they have negotiated, and should not include amending the terms of the agreement.
Commissioner Shively testified "[wjell, Mr. Chairman, ' John Morgan just said, we have
presented this as an up or down vote. And we did it *a variety of reasons. One, the
negotiations we went through were long and complex. It ‘ate in the session. On the other
hand, if there are things that BP believes that they would like to agree to. we will certainly
look at them."

(2) BP Exploration (Alaska) Inc.’s President, Mr. Morgan, testified "l have to
say that from our perspective, we have in good faith reached a negotiated agreement with the

administration, and 1 believe that any variation of those terms would cast that whole
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negotiating process into doubt. So it's both my belief that that was the intent of the
administration in introducing the bill, and it would certainly be my very strong preference that
this should be handled essentially on an approval or disapproval basis, without the introduction
of any significant or material changes.”
ARTICLE 11. THE EFFECTS OF THE AMENDMENTS ON THE STATE'S SHARE
OF REVENUE FROM THE DEVELOPMENT OF THE NORTHSTAR UNIT.

(1) Based upon the Department of Natural Resources’ analyses, the negotiated
amendments to the Northstar Unit leases will reduce expected state revenue from the
development of the Northstar Unit. However, the Department of Natural Resources cannot
precisely define the state’s future revenue losses. Commissioner Shively noted that "the only
thing we know about all these numbers (the DNR’ economic modeling of the effects of
amending the NSU leases), is since they are projections, is that they are wrong, we just dont
know how wrong.”

(2) The Department of Natural Resources' Mr. Coughlin has testified regarding
potential state revenue loss that “[i]f you look at it as if they (BP Exploration (Alaska) Inc.)
would go ahead and develop it because it's, they say, an economic field, the state loses, in
essence, S48 million by trading a net profit share for the supplemental royalty."

(3) The Department of Natural Resources' representative has testified that its
evaluation of the economic consequences to the state of amending the Northstar Unit leases
to remove the net profit provisions is based upon the assumption that the "mean™ recoverable
oil reserves from the Northstar Unit are likely to be 130,000,000 barrels, and that there is a
10 percent probability that recoverable reserves will be greater than 105,000,000 barrels and
a 90 percent probability that recoverable reserves will be less than 160,000,000 banels."”

(4) The Department of Natural Resources has testified that its analysis of the
economic consequences to the state of amending the Northstar Unit lease terms to remove the
net profit provisions is based upon an assumed peak production rate from the field of 50,000
barrels per day.

(5) As to whether the Department of Natural Resources, in the course of its
negotiations with BP Exploration (Alaska) Inc. had considered whether to add some sort of
corrective factor to the agreement to compensate if the reserves ultimately prove to be

considerably larger than estimated, Commissioner Shively has testified ”[w]c did Iw... a
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proposal at one time on the table that would have taken that into account. That's not where
we ended up. It was pan of a more complicated formula that was developed bv om division

of oil and gas that was part of one of our counter-offers."

(6) The Department of Natural Resources' petroleum economist, Mr. Kevin

Banks, who was responsible for evaluating the economic effects of the Northstar Unit lease
amendments, has testified that the negotiated agreement is an "okay" deal rather than a "good"
deal for the state. In response to the question of why he characterized the deal as "okay"
rather than "good", Mr. Banks, testified "I think it has to do with the fact that the net profit
share has considerable up-side for the state. If there's any change in the economics of the
field that improves, if prices are considerably higher, for example, or if production is any
higher. As some of the materials we sent over to you earlier would indicate, the net profit
share really pours in. By the same token, its exactly the problem that BP has with it: that
for any increase in the "benefits" that might be associated with the higher production rates or
higher prices, or some other economic feature, the state gets all of it, virtually all of it. And
it has a fairly serious impact on the economics and the incentives for incremental kinds of
projects for the company. And that's why | say it's "okay." There is a high side to this that
I think we can't ignore."

ARTICLE 12. THE NONMONETARY TERMS OF THE DEPARTMENT OF
NATURAL RESOURCES/BP EXPLORATION (ALASKA) INC. NEGOTIATED
AMENDMENTS TO THE NORTHSTAR UNIT LEASES AND THE
ENFORCEABILITY OF THOSE TERMS.

(1) As to whether the terms in the negotiated agreement between the
Department of Natural Resources and BP Exploration (Alaska) Inc. regarding local hire and
local contracting are enforceable, Commissioner Shively has testified "I do not believe we
could—that that language allows us to enforce to the extent BP is morally committed to do,
and | don't think you can write language to do that."

(2) Although the agreement to amend the Northstar Unit leases purportedly
provides for automatic termination of the leases, making them available for releasing under
the state's competitive oil and gas leasing program, should BP Exploration (Alaska) Inc. not
sanction the project within 12 months, Commissioner Shively has testified that the agreement

contains a provision that allows the state to waive the obligation by prior written consent.
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(3) The Department of Law has testified that any waiver of BP Exploration
(Alaska) Inc.’s commitment to perform under the sanction schedule would have rm be done
"reasonably and not arbitrarily,"” and Commissionei Shively has testified "I have no intention
of waiving that. | mean that's a very important pan of the arrangement, and | mean, | think
that if we cannot get this project going, then we need to reassess those leases and get them
back out onto the public market."

(4) In response to the question of how would the administration, or a court if
the need should arise, measure compliance given the number of disclaimers and qualifiers, and
the lack of any specific performance measures in the agreement, Commissioner Shively has
testified "l think we have stated this before. What we are asking BP to do, and what they
have committed to do, | do not believe is enforceable by law."

ARTICLE 13. POLICY LMPLICATIONS OF THE PASSAGE OF SB 318.

(1) As to where the state ultimately ends up if, as a matter of precedent, it has
to negotiate against itself in other instances to encourage its existing lessees to honor the terms
of their competitively bid contracts, Commissioner Shively has testified "[A]ny of these things
puts the state in a difficult position. We've, on the other hand, there have been provisions that
allow the state to modify lease terms in the law and in the lease since Statehood. This is not
a r.ew concept. | was actually just reading an article the other day about the recent leases or
arrangements that were made between the Venezuelan government and a number of private
companies, and one of the conclusions of that article was that the first thing the companies
were going to do down there was go back in and renegotiate their terms. And so, it does put
the government in a difficult position. It's why 1 think in things like this and also like heavy
oil, we need to do some economic and other analyses, which we did. But I think in this day
and age this is part of how the government manages its resources. But it is not new. We've
made changes to the leases before. We have not made changes in this particular way, but we
have done these before, and once you start down that road, which we started down years ago,
yes. the state does put itself in a difficult position, but not an impossible position."”

(2) In response to the question of how the commissioner can test whether, and
to what extent the state must give up public resources to promote the development of the
state's resources, if, as here, there are no standards and no rules, Commissioner Shively has

testified "When you make these decisions, it’s like anything else, you have to use your best

1 CSSB 318(RES)

New Text Underlined [DELETED TEXT BRACKETED]



© 00 N oo o1 B~ W N P

W oW N NN NN NNNDN P R PR N N
B & © ®© N o o B N R O b bR B EB

WORK DRAFT w WORK DRAFT w WORK DRAFT

judgment. 1 happen to believe that one of the problems with government is that we try to set
all of these sons of rules and guidelines, and it’s what makes government unworkable. What
you need is people that can make judgments, that can look at difficult situations, assess the
information, and say this is a good idea or a bad idea. | see nothing wrong with that. | think
that's better government, but this idea that we have now that if you just have enough rules and
enough regulations, everything is going to be perfect is nuts. | mean, even the bidding
process doesn't necessarily guarantee the state that you get your full value for your resources.
You get the most somebody wants to pay for it. That may or may not be full value.”

* Sec. 2. ADDITIONAL FINDINGS AND POLICY. Based upon the findings of facts set
out above, the legislature finds:

(1) the production of oil and gas from state land is a matter of statewide
interest and effect because it is the principal source of revenue to the state and provides
important job opportunities for the people of the state;

(2) BP Exploration (Alaska) Inc. holds certain state oil and gas leases in the
Northstar Unit that include net profit share provisions;

(3) BP Exploration (Alaska) Inc. has refused to develop the Northstar Unit
leases unless the leases are amended to eliminate the net profit share provisions;

(4) unless the net profit share provisions of the Northstar Unit are amended,
production of oil and gas from the unit is highly unlikely to begin before the year 2002;

(5) because of the development account provisions of the net profit share
leases, the later that these leases are developed, the less "net profits" the state receives;

(6) if the net profit share provisions of the Northstar Unit leases are amended,
full production of oil and gas from the unit may begin as early as the year 1999;

(7) amending the net profit share provisions of the Northstar Unit leases to
provide for a supplemental royalty, instead of a share of net profits, will provide economic
benefits of oil and gas production to the people of the state by encouraging production from
the Northstar Unit earlier than it might otherwise occur under the terms of the Northstar Unit
Agreement and the unit's approved Plan of Development;

(8) the development of the unit and the associated construction of unit facilities
within the state will provide additional revenue to the state and increased job opportunities;

(9) the expedited development of the unit may result in incicased state revenue

(SSB 3180RES) 2
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from future oil and gas lease sales;

(10) the expedited development of the unit may result in teohnolopTon!
breakthroughs and other cost savings that may make other development opportunities in the
state economically feasible;

(11) notwithstanding the anticipated benefits that may result from the
amendment of the Northstar Unit's net profit share lease terms, the legislature reaffirms that
it is the policy of the state to enforce the competitively bid terms of its oil and gas leases and
that the commissioner of natural resources should assure that the state’s oil and gas resources
are being diligently and timely developed;

(12) the public's confidence that the terms of the state's oil and gas leases are
being fairly and uniformly administered must be maintained,;

(13) it is important to assure that there is no appearance of favoritism in the
state's administration of its oil and leases; and therefore

(14) except as provided under sec. 3 of this Act, the commissioner of natural
resources is directed not to negotiate the amendment of the competitively bid terms of any
state oil and gas lease without prior explicit authorization by the legislature through the
passage of a general act granting the authority to do so.

* Sec. 3. (a) The State of Alaska and BP Exploration (Alaska) Inc. are parties to the
following leases in the Northstar Unit:

(1) ADL312798, effective February 1, 1980;

(2) ADL312799, effective February 1, 1980;

(3) ADL312808, effective February 1, 1980;

(4) ADL312809, effective February 1, 1980; and

(5) ADL 355001, effective August 1, 1983.

(b) The commissioner of natural resources may amend the Northstar Unit leases

described in (a) of this section as set out below:
AMENDMENT TO THE NORTHSTAR UNIT LEASES
BETWEEN THE STATE OF ALASKA AND
BP EXPLORATION (ALASKA) INC.
The State of Alaska ("State™) and BP Exploration (Alaska) Inc.
("BPXA™) are parties to the following lenses in the Northstar Unit: ADL
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312798, effective February 1, 1980; ADL 312799, effective February 1, 1980;
ADL 312808, effective February 1, 1980; and ADL 312809, effective

February 1, 1980 (collectively the "1980 Leases"); as well as ADL 355001,

effective August 1, 1983 (the "1983 Lease™). The parties agree to amend the

1980 Leases and the 1983 Lease as set forth in this amendment to the Northstar

Unit leases.

(1)

(2)

1980 Leases
Paragraph 6(b) is replaced in its entirety as follows;

(b) Annual rental paid in advance is a credit on the royalty or
supplemental royalty due under this lease for that year.
Paragraph 7 is replaced in its entirety as follows:

7. SUPPLEMENTAL ROYALTY, (a) In addition to the
royalty paid and computed under paragraphs 8, 10, and 11 below,
Lessee shall pay to the State a supplemental royalty ("supplemental
royalty"). Lessee shall pay the supplemental royalty, if owed, upon the
same production volume for which royalty is paid ("production
volume™). The supplemental royalty payment for a given month equals
the supplemental royalty value times the supplemental royalty
percentage rate ("percentage rate™) times the production volume for that
month.  The percentage rate shall be calculated monthly by reference
to: (1) an ANS West Coast spot price (“spot price”); and (2) a
supplemental royalty trigger price (“trigger price™). If the spot price is
equal to or less than the trigger price, then the percentage rate equals
zero. If the spot price is greater than the trigger price, then the
percentage rate equals [the spot price per barrel minus the trigger price
per barrel] times 1.5 percent per dollar per banrel. The percentage rate
may never exceed 7.5 percent.

(b) The spot price is the price per barrel calculated in Article
3.3 of and Exhibit 4 to the ANS Royalty Litigation Settlement
Agreement ("ANS Agreement"), dated December 31, 1991. between the
State and BPXA, for the crude oil referred to as "ANS (USWC)" in the
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(3)

(4)

® .

ANS Agreement. The trigger price is S17.35 per barrel through
April 30, 1997. On May 1, 1997, and each May | thereafter, the
trigger price shall be adjusted by an inflation factor equal to fifty
percent of the "inflation rate™ defined as the Producer Price Index for
Industrial Commaodities ("PPI") for December of the previous year, as
reported by April 30 of the current year, divided by the PPl for
December of 1995, as reported by April 30, 1996. The supplemental
royalty value for oil, gas, natural gas liquids and associated substances
is defined in paragraphs 10 and 11 below. Exhibit B is a sample
calculation to demonstrate the method of calculating supplemental
royalty for oil.

Paragraph 9 is replaced in its entirety as follows:

9. REDUCTION OF ROYALTY. Except as provided in
paragraph 7 above, Lessee shall not be entitled to any reduction of
royalty paid under paragraph 8 above or supplemental royalty paid
under paragraph 7 above based on any current or future agreement,
State statute, or State regulation.

Paragraph 10 is replaced in its entirety as follows:

10. ROYALTY IN VALUE. Unless the State elects to receive
all or a portion of its royalty or supplemental royalty in kind as
provided in paragraph 12 below, Lessee shall pay to the State the value
of all royalty and supplemental royalty oil, gas and associated
substances as determined under paragraph 11 below. Royalty and
supplemental royalty paid in value shall be free and clear of all lease
expenses (and any portion of such expenses which is incurred away
from the leased area), including, but not limited to, expenses for
separation, cleaning, dehydration, gathering, saltwater disposal, and
preparing the oil, gas or associated substances for transportation off the
leased area. All royalty and supplemental royalty that may become
payable in money to the State shall be paid on or before the last day of

the calendar month following the month in which the oil, gas or

-23- CSSB 3J8(RES)

New Text Underlined [DELETED TEXT BRACKETED



© oo ~N o o0 B~ W N

W W N NN DD NN DD NN NN PR R R, R, R, R =
I—‘OLOOO\ICDm-waI—‘O@OO\IO‘:mwa\J::O

WORK DRAFT A WORK DRAFT A WORK DRAFT

(5)

associated substances are produced. Royalty and supplemental royalty
payments shall be accompanied by copies of run tickets or sue!) other
information relating to valuation of royalty and supplemental royalty as
the State may require, which may include, but is not limited to,
evidence of sales, shipments, and amounts of gross oil, gas and
associated substances produced.

Paragraph 11 is replaced in its entirety as follows:

11. VALUE. For purposes of computing supplemental royalty
due under this lease, the value of supplemental royalty oil, gas, natural
gas liquids and associated substances shall be the value used in
computing royalty on said substances.

(@) To compute the vaiue of oil for royalty and supplemental
royalty purposes, this lease shall be deemed an "ANS Lease" under the
terms of the ANS Agreement, irrespective of any provision(s) of such
agreement which would otherwise exclude this lease therefrom.

(b) To compute the value of gas and natural gas liquids for
royalty and supplemental royalty purposes, this lease shall be deemed
a "Lease" under the terms of the 1995 ANS Gas Royalty Litigation
Settlement Agreement between BPXA and the State dated as of April 1,
1995, irrespective of any provision(s) of such agreement which wou
otherwise exclude this lease therefrom.

(c) To compute the value of associated substances (which shall
be deemed to exclude oil, gas, and natural gas liquids) for royalty and
supplemental royalty purposes, the value of such associated substances
shall not be less than the highest of:

(1) the field price actually received by Lessee for such
associated substances;

(2) Lessee's posted price in the field for such associated
substances;

(3) the volume weighted average field price actually

received by other producers in the same field or area for associated

(SSB 318(RES) X
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substances of like kindand quality at the time such associated

substances are removed from the leased or unit  area;or

4 the volume weighted average posted price in the

field of other producersin the same field or area for associated
substances of like kindand quality at the time such associated
substances are removed from the leased or unit area.

If associated substances are sold away from the leased or unit
area, the term "field price" above shall be the actual price for such
associated substances received from the purchaser thereof less the actual
cost of transportation away from the leased or unit area t >the point of
delivery.

Minimum Value Determinations. The State may establish
minimum values for purposes of computing royalties on associated
substances obtained from this lease, with consideration being given to
the price actually received by Lessee, to the price or prices paid in the
same field or area for production of like quality, to posted prices, to
prices received by Lessee and/or other producers from sales occurring
away from the leased area, and to other relevant matters. Each such
determination will be made only after Lessee has been given notice and
a reasonable opportunity to be heard. Under this provision, it is
expressly agreed that the minimum value of royalty associated
substances under this lease may not necessarily equal the price of such
associated substances.

The following provision shall be added to the end of paragraph 12:

(e) Supplemental royalty under paragraph 7 above may be taken

in kind under the same terms and conditions as royalty may be tnkr.n
in kind under this paragraph 12.
Paragraph 14 is replaced in its entirety as follows:

14. APPORTIONMENT OF ROYALTY FROM APPROVED
UNIT. The landowner’s royalty and supplemental royalty share of the

unit production allocated to each separately owned tract shall be

-25- CSSB 318IRES)
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regarded as royalty to be distributed to and among, or the proceeds of
it paid to, the landowners, free and clear of all unit expense, and free, of
any lien for it. Under this provision, the State's royalty and
supplemental royalty share of any unit production allocated to the
leased area shall be regarded as royalty to be distributed to, or the
proceeds of it paid to, the State, free and clear of all unit expenses (and
any portion of such expenses which is incurred away from the unit
area), including, but not limited to, expenses for separation, cleaning,
dehydration, gathering, saltwater disposal, and preparing oil, gas or
associated substances for transportation off the unit area, and free of
any lien for it.

Paragraph 28 (c) is added as follows:

(c) Notwithstanding any other provisions of this lease, the
Northstar Unit Agreement, State statute, or State regulation, this lease
shall terminate automatically without notice, an opportunity to be heard,
or judicial proceeding, if the Lessee fails to comply with the sanction
schedule set forth in Exhibit C ("sanction schedule™), attached and
incorporated by reference. Automatic termination shall occur whether
or not there is a well on the leased area capable of producing oil or gas
in paying quantities, the lease is committed to a unit agreement, or the
Lessee is drilling or conducting reworking operations, on the date
performance under the schedule is due. Furthermore, upon termination
BPXA shall promptly file of record appropriate lease relinquishments.
The automatic termination shall occur at 11:59 P.M., Alaska Time, on
the day performance of the obligation under the sanction schedule is
due.

Paragraph 32 is replaced in its entirety as follows:

32. FORCE MAJEURE. If the State determines that Lessee has
been prevented, after diligent efforts made in good faith, from
complying with any express or implied promise, term, condition or

covenant of this lease (other than the obligation to provide project
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sanction within twelve (12) months of the passage by the legislature of
an Act authorizing an Amendment to the Northstar Unit leases for the
project), from conducting drilling operations, or from producing or
marketing oil or gas from the leased area, by reason of war, riots, acts
of God, unusually severe weather, or any other cause beyond Lessee’s
reasonable ability to foresee or control (including delays caused by
judicial decision or lack thereof or inability to obtain local, State, or
federal permits or environmental impact statements), whether similar to
those enumerated or not, Lessee's obligation to comply with such
provision shall be suspended, but not voided, and Lessee shall not be
liable for damages for failure to comply therewith. If Lessee's
obligations to conduct drilling or reworking operations are suspended
under this paragraph and the continuation of such operations without
suspension would have had the effect of preventing the expiration or
termination of this lease, this lease shall not terminate during the period
which the obligation to perform such operations is suspended. Nothing
in this paragraph shall be construed to suspend the obligation to pay
rentals, or to suspend the obligation to pay royalties, supplemental
royalties or other production payments from operations on the lease area
which are not suspended or from operations which are not affected by
any such suspension, to the State.
(10)  Paragraph 41 is replaced in its entirety as follows:

41. FABRICATION OF PRODUCTION AND PROCESSING
MODULES WITHIN ALASKA AND EMPLOYMENT OF ALASKAN
RESIDENTS. Lessee agrees to utilize on-site production and
processing modules for development of the Northstar oil Field, and
agrees to fabricate those modules within Alaska. The State of Alaska
will not be responsible for contributing to any capital expenditures
required to prepare, develop or operate any sites or facilities necessary
for the fabrication, transportation or installation of the Northstar Unit

production and processing modules. All expenses associated with the

-27- CSSB 318CRES)
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design, fabrication, transportation and installation of production and
processing modules required for the development of the Norflistai oil
field will be the sole responsibility of BP Exploration (Alaska) Inc. and
its contractors.

Lessee shall comply with all valid federal, State and local laws
in hiring Alaska residents and contractors and shall not discriminate
against Alaska residents or contractors. Within the constraints of law,
Lessee shall employ Alaska residents and contractors to the extent they
are available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to hire residents of Alaska. Lessee
shall advertise for available positions locally and use Alaska job service
organizations to notify the Alaskan public. For work in connection with
this lease, Lessee shall contract with Adaska firms and fabricate the
modules for on-site production and processing facilities in Alaska.
Lessee shall require its contractors to employ and train, when necessary,
residents of Alaska. Lessee shall submit annually to the Director,
Division of Qil and Gas, for transmission to the President of the Senate
and the Speaker of the House of Representauves, a report that details
the specific measures Lessee and its contractors and subcontractors have
taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, and describes
Lessee's efforts to hire Alaska firms for work in connection with this
lease. Lessee shall furnish the Department of Labor, for transmission
to the President of the Senate and the Speaker of the House of
Representatives, a quarterly report regarding the employment of Alaska
residents on the lease area in compliance with regulations by the
Department of Labor. The report must also include statistical data
concerning the number of resident personnel hired within the past year

for this lease.

1983 Lease
1) Paragraph 4(0 and paragraph 34(7) are deleted and replaced in their
CSSB 318(RES) B
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entirety with the following paragraph 4(f):

(f) FORCE MAJEURE. If the State determines that lessee has
been prevented, after diligent efforts made in good faith, from
complying with any express or implied promise, term, condition or
covenant of this lease (other than the obligation to provide project
sanction within twelve (12) months of the passage by the legislature of
an Act authorizing an Amendment to the Northstar Unit leases for the
project), from conducting drilling operations, or from producing or
marketing oil or gas from the leased area, by reason of war, riots, acts
of God, unusually severe weather, or any other cause beyond lessee's
reasonable ability to foresee or control (including delays caused by
judicial decision or lack thereof or inability to obtain local, State, or
federal permits or environmental impact statements), whether similar to
those enumerated or not, lessee’s obligation to comply with such
provision shall be suspended, but not voided, and lessee shall not be
liable for damages for failure to comply therewith. If lessee's
obligations to conduct drilling or reworking operations are suspended
under this paragraph and the continuation of such operations without
suspension would have had the effect of preventing the expiration or
termination of this lease, this lease shall not terminate during the period
which the obligation to perform such operations is suspended. Nothing
in this paragraph shall be construed to suspend the obligation to pay
rentals, or to suspend the obligation to pay royalties, supplemental
royalties or other production payments from operations on the lease area
which are not suspended or from operations which are net affected by
any such suspension, to the State.

Paragraph 5(b) is replaced in its entirety as follows:

(b) Annual rental paid in advance is a credit on the royalty or

supplemental royalty due under this lease for that year.
Paragraph 7 is replaced in its entirety as follows:
7. APPORTIONMENT OF ROYALTY FROM APPROVED

2 (SSB 3L8RES)
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UNIT. The State's royalty and supplemental royalty share of the unit
production allocated to each separately owned tract must be regarded
as royalty to be distributed to or among, or the proceeds of it paid to,
the State, free and clear of all unit expenses and free of any lien for
them. Under this provision, the State's royalty and supplemental royalty
share of any unit production allocated to the leased area will be
regarded as royalty to be distributed to, or the proceeds of it paid to, the
State, free and clear of all unit expenses (and any portion of those
expenses incurred away from the unit area), including, but not limited
to, expenses for separating, cleaning, dehydration, gathering, saltwater
disposal, and preparing oil, gas, or associated substances for
transportation off the unit area, and free of any lien for them.

A new paragraph 20(c) is added as follows:

(©) Notwithstanding any other provisions of this lease, the

Northstar Unit Agreement, State statute, or State regulation, this lease
shall terminate automatically without notice, an opportunity to be heard,
or judicial proceeding, if the lessee fails to comply with the sanction
schedule set forth in Exhibit C ("sanction schedule™), attached and
incorporated by reference. Automatic termination shall occur whether
or not there is a well on the leased area capable of producing oil or gas
in paying quantities, the lease is committed to a unit agreement, or the
lessee is drilling or conducting reworking operations, on the date
performance under the schedule is due. Furthermore, upon termination
BPXA shall promptly file of record appropriate lease relinquishments.
The automatic termination shall occur at 11:59 P.M., Alaska Time, on
the day performance of an obligation under the sanction schedule is
due.
Paragraph 31 is replaced in its entirety as follows:

31. FABRICATION OF PRODUCTION AND PROCESSING
MODULES WITHIN ALASKA AND EMPLOYMENT OF ALASKAN

RESIDENTS.  Lessee agrees to utilize on-site production and
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processing modules for development of the Northstar oil field, and
agrees to fabricate those modules within Alaska. The State of Alaska
will not be responsible for contributing to any capital expenditures
required to prepare, develop or operate any sites or facilities necessary
for the fabrication, transportation or installation of the Northstar Unit
production and processing modules. All expenses associated with the
design, fabrication, transportation and installation of production and
processing modules required for the development of the Northstar oil
field will be the sole responsibility of BP Exploration (Alaska) Inc. and
its contractors.

Lessee shall comply with all valid federal, State and local laws
in hiring Alaska residents and contractors and shall not discriminate
against Alaska residents or contractors. Within the constraints of law,
Lessee shall employ Alaska residents and contractors to the extent they
are available and qualified. Subject to the foregoing:

Lessee voluntarily agrees to hire residents of Alaska. Lessee
shall advertise for available positions locally and use Alaska job service
organizations to notify the Alaskan public. For work in connection with
this lease, Lessee shall contract with Alaska firms and fabricate the
modules for on-site production and processing facilities in Alaska.
Lessee shall require its contractors to employ and train, when necessary,
residents of Alaska. Lessee shall submit annually to the Director,
Division of Oil and Gas, for transmission to the President of the Senate
and the Speaker of the House of Representatives, a report that details
the specific measures Lessee and its contractors and subcontractors have
taken or are planning to take to recruit qualified Alaska residents for
available jobs, describes on-the-job training opportunities, and describes
Lessee's efforts to hire Alaska firms for work in connection with this
lease. Lessee shall furnish the Department of Labor, for transmission
to the President of the Senate and the Speaker of the House of

Representatives, a quarterly report regarding the employment of Al-iska
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residents on the lease area in compliance with regulations by the
Department of Labor. The report must also include statistical data
concerning the number of. resident personnel hired within the past year
for this lease.

Paragraph 35 is replaced in its entirety as follows:

35. ROYALTY ON PRODUCTION. Except for oil, gas, and
associated substances used on the leased area for development and
production or unavoidably lost, the lessee shall pay to the State as a
royalty 20 percent in amount or value of the oil, gas, and associated
substances saved, removed, or sold from the leased area and of the gas
used on the leased area for extraction of natural gasoline or other
products from the leased area.

Paragraph 36 is replaced in its entirety as follows:

36. VALUE. For purposes of computing supplemental royalty
due under this lease, the value of supplemental royalty oil, gas, natural
gas liquids, and associated substances shall be the value used in
computing royalty on said substances.

(@ To compute the value of oil for royalty and supplemental
royalty purposes, this lease shall be deemed an "ANS Lease" under the
terms of the ANS Agreement, irrespective of any provision(s) of such
agreement which would otherwise exclude this lease therefrom.

(b) To compute value of gas and natural gas liquids for royalty
and supplemental royalty purposes, this lease shall be deemed a "Lease"
under the terms of the 1995 ANS Gas Royalty Litigation Settlement
Agreement between BPXA and the State dated as of April 1, 1995,
irrespective of any provision(s) of such agreement which would
otherwise exclude this lease therefrom.

(c) To compute the value of associated substances (which shall
be deemed to exclude oil, gas. and natural gas liquids) for royalty and
supplemental royalty purposes, the value of such associated substances

shall not be less than the highest of:

CSSB 31S(RES) 2
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(1) the field price actually received by lessee for such
associated substances;

(2) Lessee's posted price in the field for such associated
substances;

(3) the volume weighted average field price actually
received by other producers in the same field or area for associated
substances of like kindand quality at the time such associated
substances are removed from the leased or unit area;or

(4) the volume weighted average posted price in the
field of other producersin the same field or area for associated
substances of like kindand quality at the time such associated
substances are removed from the leased or unit area.

If associated substances are sold away from the leased or unit
area, the term "field price" above shall be the actual price for such
associated substances received from the purchaser thereof less the actual
cost of transportation away from the leased or unit area to the point of
delivery.

Minimum Value Determinations. The State may establish
minimum values for purposes of computing royalties on associated
substances obtained from this lease, with consideration being given to
the price actually received by lessee, to the price or prices paid in the
same field or area for production of like quality, to posted prices, to
prices received by lessee and/or other producers from sales occurring
away from the leased area, and to other relevant matters. Each such
determination will be made only after lessee has been given notice and
a reasonable opportunity to be heard. Under this provision, it is
expressly agreed that the minimum value of royalty associated
substances under this lease may not necessarily equal the price of such
associated substances.

(8) Paragraph 37 is replaced in its entirely as follows:

37. ROYALTY IN VALUE. Unless the State elects to receive

3 CSSB 318(RES)
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all or a portion of its royalty or supplemental royalty ir. kind as
provided in paragraph 38, lessee shall pay to the State the value ol all
royalty and supplemental royalty oil, gas and associated substances as
determined under paragraph 36. Royalty and supplemental royalty paid
in value shall be free and clear of all k tse expenses (and any portion
of such expenses which is incurred away from the leased area),
including, but not limited to, expenses for separation, cleaning,
dehydration, gathering, saltwater disposal, and preparing the oil, gas or
associated substances for transportation off the leased area. All royalty
and supplemental royalty that may become payable in money to the
State shall be paid on or before the last day of the calendar month
following the month in which the oil, gas or associated substances are
produced. Royalty and supplemental royalty payments shail be
accompanied by copies of run tickets or such other information relating
to valuation of royalty and supplemental royalty as the State may
require, which may include, but is not limited to, evidence of sales,
shipments, and amounts of gross oil, gas and associated substances
produced.
The following provisions shall be added to the end of paragraph 38:
()] Supplemental royalty under this lease may be taken
under the same terms and conditions as royalty may be taken in kind
under this paragraph 38.

Paragraph 39 is replaced in its entirety as follows:

in kind

39. REDUCTION OF ROYALTY. Except as provided in

paragraph 40 below, lessee shall not be entitled to any reduction of
royalty paid under paragraph 35 above or supplemental royalty paid
under paragraph 40 below based on any current or future agreement.
State statute, or State regulation.

Paragraph 40 is replaced in its entirety as follows:

40. SUPPLEMENTAL ROYALTY, (a) In addition to the

royalty paid and computed under paragraphs 35, 36, j! above, lessee
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1 shall pay to the State a supplemental royalty ("supplemental royalty").
2 Lessee shall pay the supplemental royalty, if owed, upon the same
3 production volume for which royalty is paid ("production volume™).
4 The supplemental royalty payment for a given month equals the
5 supplemental royalty value times the supplemental royalty percentage
6 rate (“percentage rate™) times the production volume fo: that month.
7 The percentage rate shall be calculated monthly by reference to: (1) an
8 ANS West Coast spot price (“"spot price"); and (2) a supplemental
9 royalty trigger price ("trigger price"). If the spot price is equal to or
10 less than the trigger price, then the percentage rate equals zero. If the
11 spot price is greater than the trigger price, then the percentage rate
12 equals [the spot price per banrel minus the trigger price per barrel] times
13 1.5 percent per dollar per banel. The percentage rate may never exceed
14 7.5 percent.
15 (b) The spot price is the price per barrel calculated in Article
16 3.3 of and Exhibit 4 to the .ANS Royalty Litigation Settlement
17 Agreement ("ANS Agreement"), dated December 31, 1991, between the
18 State and BP Exploration (Alaska) Inc. for the crude oil referred to as
19 "ANS (USWC)" in the ANS Agreement. The trigger price is $17.35
20 per barrel through April 30, 1997. On May 1, 1997, and each May 1
21 thereafter, the trigger price shall be adjusted by an inflation factor equal
) to fifty percent of the "inflation rate" defined as the Producer Price
23 Index for Industrial Commodities ("PPI") for December of the previous
24 year, as reported by April 30 of the current year, divided by the PPI for
25 December of 1995, as reported by April 30, 1996. The supplemental
26 royalty value for oil, gas, natural gas liquids and assoi > 'instances
27 is defined in paragraphs 36 and 37 above. Exhibit B is a sample
28 calculation to demonstrate the method of calculating supplemental
29 royalty for oil.
30 These amendments do not affect: (1) any future agreements which may
31 be reached for the handling of outside substances as that term is used in the

5 CSSB 318(UES)
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Northstar Unit Agreement effective January 24, 1990, or (2) the current
valuation methodology for royalty for any other Alaska Net Profit Share leases
between the State and BP Exploration (Alaska) Inc. or any affiliates or any
future agreements which may be reached regarding a future valuation
methodology for Alaska Net Frofit Share leases. These amendments take effect
on the first day following delivery of a letter from the commissioner of the
Department of Natural Resources to the Revisor of Statutes, with copies to the
President of the Senate and the Speaker of the House of Representatives,
confirming that BP Exploration (Alaska) Inc. or its parent entity has made an
irrevocable commitment of full funding (project sanction) to develop the North
Star Oil Field. This amendment is dated for reference purposes as of_

(Date).

LESSEE: LESSOR:

BP EXPLORATION (ALASKA), INC. STATE OF ALASKA

, Vice President , Commissioner

Department of Natural Resources

STATE OF ALASKA )
) Ss.
Third Judicial District )
On , 1996, before me appeared :

Commissioner, State of Alaska, Department of Natural Resources, and who
executed this lease and acknowledged voluntarily signing it on behalf of the

State of Alaska, as lessor.

Notary Public in and for the State of Alaska

My Commission expires:

STATE OF ALASKA i

) ss.
Third Judicial District )
On , 1996, before me appeared _
CSSB 318IRES) &
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Vice President of BP Exploration (Alaska), Inc. and who executed this lease
and acknowledged voluntarily signing it on behalf of the BP Exploration

(Alaska), Inc. as lessee.

Notary Public in and for the State of Alaska

My Commission expires:

Exhibit B
Calculation of the Supplemental Royalty Payment for Qil
(1) The calculation of the ANS West Coast spot price is derived
from Platt's "Oilgram Price Report" Spot Crude Price Assessments:
Platt’s Reported Daily

Assessment ($/barrel)

Date ANSWC ANSWC ANSWC ANSWC
Low High Daily Average Daily Average
(After Rounding)1
01/02/96 S17.97 $18.06 $18,015 $18.02
01/03/96 S17.94 S18.03 $17,985 $17.98
01/04/96 S17.96 $18.03 $17,995 $18.00
01/05/96 $18.60 518.64 $18,620 $18.62
01/09/96 S18.23 518.29 $18,260 $18.26
01/10/96 $17.99 $18.05 $18,020 S18.02
01/11/96 $17.10 $17.17 $18,135 517.14
01/12/96 $16.64 S16.71 $18,675 S16.68
01/15/96 $16.75 $16.83 $16,690 SI16.79
01/16/96 $16.60 $16.66 $16,730 516.63
01/17/96 S516.91 $16.97 $16,940 516.94
01/18/96 S17.46 S17.54 S17.500 517.50
01/19/96 S17.2S 77 $17,325 S17.32
01/22/96 $17.02 $17.08 S17.050 SI17.05

All source and calculated numbers shall be rounded as required in
Agreement.

37 658 3L8RES)
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01/23/96 S17.10 517.16 517.150 517.13
01/24/96 517.35 517.41 $17,380 517.38
01/25/96 S16.76 516.81 $17,785 $16.78
01/26/96 516.43 516.53 $17,480 $16.48
01/29/96 516.16 $16.24 $16,200 $16.20
01/30/96 516.30 516.38 516.340 516.34
01/31/96 516.46 $16.56 $16,510 $16.51

Monthly Average calculated from ANSWC Daily
Average (After Rounding) = 517.2271 per barrel
ANS West Coast spot price for the January 1996
month of production = S17.23 per barrel
(2) The inflation factor shall be calculated as follows: Assume
that by April 30, 1996, the U.S. Department of Labor reports a PPl for
December 1995 as 126.2. Assume that by April 30, 1998, the PPI for
December 1997 is 134.2. The inflation factor for 1998 is calculated according
to the following formula:
Inflation Factor for May 1, 1998, through April 30, 1999
= [(PPI December of the previous year -r PPl December 1995) - 1] x 0.5
= [(134.2 + 126.2) - 1] x 0.5 = 0.0317 = 3.17 percent
(3) The trigger price for May 1, 1998, through April 30, 1999,
is calculated by adjusting S17.35 per barrel by the inflation factor as follows:
Trigger price for the current year = $17.35 per barrel x (1 + inflation factor)
= $17.35 per barrel x (1 - 3.17 percent)
= $17.35 x 1.0317
= 517.90 per barrel
(4) Assuming the current month ANSWC spot price is 521.40,
the supplemental royalty percentage rate is calculated as:
Supplemental royalty percentage rate = (ANSWC spot price - trigger price for the
current year) x (1.5 percent per dollar per barrel)
= ($21.40 per barrel - $17.90 per barrel) x 15 percent per dollar per barrel
= (21.40 - 17.90) x 0.015

(SSB 3I8(RES) 3
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= 0.05250 = 5.25 percent
(5) The calculation of the supplemental royalty payment for the
current month is the product of the production volume times the royalty value
and the supplemental royalty percentage rate. Assume that 1,550,000 barrels
of oil were produced in the Northstar unit in the current month and that the
royalty value is $17.71. The supplemental royalty is:
Supplemental royalty payment = production volume X royalty value x supplemental

royalty percentage rate

= 1,550,000 barrels x $17.71 per barrel x 5.25 percent

= $1,441,151.25

EXHIBIT C
SANCTION SCHEDULE

The Northstar Development Project (“the Project™) is described in the
document titled "Northstar Development Project, Conceptual Engineering
Report” dated February 1996. BPXA shall comply with the following sanction
schedule for the Project and shall provide satisfactory evidence of compliance
within fifteen (15) days of the date performance is due under the schedule:

BPXA shall receive Project sanction within twelve (12) months after
passage by the legislature of an Act approving the Amendment to the Northstar
Unit Leases for the Project. "Project sanction” means approval in writing by
the highest appropriate authority in BPXA or its parent entity necessary for the
total amount of expenditures required for the Project. Satisfactory evidence of
receipt of sanction shall be tendered to the State in the form of the sanctioning
entity’s documents approving the expenditure of funds for the Project. Project
sanction by BPXA or its parent entity shall be irrevocable. If project sanction
is withdrawn for any reason whatsoever, BPXA shall notify the State within
three working days by letter from an authorized officer and BPXA shall be
deemed to have failed to comply with this schedule.
(©) Notwithstanding any other provision of law, the "Amendment to the Northstar Unit

Leases Between the State of Alaska and BP Exploration (Alaska) Inc." as described in (b) of

this section, if voluntarily agreed to by the commissioner of natural resources and BP

3 (SSB 318(RES)
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Exploration (Alaska) Inc., is approved and ratified.

* Sec. 4. This Act takes effect on the first day following delivery of a letter from tho
| commissioner of natural resources to the revisor of statutes, with copies to the president of the
senate and the speaker of the house of representatives,confirming that BP Exploration
(Alaska) Inc. or its parent entity has made an irrevocablecommitment of full funding

(projection sanction) to develop the Northstar Oil Field.

CSSB 318(RES) 4
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AMENDMENT

OFFERED IN THE HOUSE BY REPRESENTATIVE GREEN

TO: HB 548

Page 1, line 5:
Delete all material and insert:
"* Section 1. LEGISLATIVE FINDINGS AND INTENT, (a) The legislature finds that"

Page 2, lines 7-10:
Delete all material and insert:

"(7) the development of the Northstar Unit leases will provide additional

revenue to the state;"
Renumber the following paragraphs accordingly.

Page 2, following line 15:
Insert new subsections to read:

"(b) With respect to the effect of the effort to secure earlier development of the leases
on employment opportunities for state residents and on the state’s economy, the legislature

finds that
(1) paragraph 41 of the 1980 lease and paragraph 31 of the 1983 lease are
to be amended; under each of the proposed amendments,
(A) the lessee, BP Exploration (Alaska) Inc., undertakes
(i) to use its best efforts to advertise for, recruit, and employ
qualified residents of the state;
(if) to contract with existing licensed Alaska firms to fabricate
the modules to develop the NorthstarUnit leaseswithin thestate and, in

contracting with those firms, to encourage its contractors toemployand, when

necessary, train existing state residents;

1
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(iii) to enter into contracts with Alaska-licensed vendors,
contractors, and suppliers lor the provision of supplies and services; and
(B) several state agencies with responsibility for improving the
employment opportunities of state residents, including training, commit to efforts to
supplement and support the lessee's undertakings;

(2) the lessee, BP Exploration (Alaska) Inc., has made significant investments

in the state, is ranked as one of the state's largest private sector employers, and regularly
enters  into contracts to obtain support services; consequently, the lessee's fulfillment of the
undertakings described in (1) of this subsection should materially contribute to existing
resident workforce employment opportunities and to the state's economic stability;

(3) a good faith effort by the lessee, BP Exploration (Alaska) Inc., and the
state agencies to fulfill the undertakings described in (1) of this subsection should ensure that,
under the amended leases, benefits will accrue directly and immediately to the people of the
state; and

(4) the mutual commitments made by the parties to the lease in these
amendments to secure to state residents and businesses the advantages and benefits of both
expanded resident hire opportunities and additional work by in-state businesses are in the best
interests of the people of the state and are considerations of paramount importance to the
legislature in its decision to conditionally approve the proposed amendments of the Northstar
Unit leases.

(c) It is the intent of the legislature that the commissioner of natural resources not
exercise authority under sec. 2(b)(1) of this Act to amend the Northstar Unit leases until all
of the mutual representations made by the lessee and the state agencies that are set out in

(b)(1) of this section are substantially complied with."

Page 2, lines 23 - 29:
Delete all material and insert:
"(b) The commissioner of natural resources
(1) may amend the Northstar Unit leases described in (a) of this section to the
extent set out in the "First Amendment to the Northstar Unit Leases Between the State of
Alaska and BP Exploration (Alaska) Inc.", daLd March 22, 1996;

(2) may not exercise the authority granted in (1) of this subsection unless the
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governor, after being advised by the commissioners of commerce and economic development
and labor, as appropriate, first determines and certifies that
(A) the lessee, BP Exploration (Alaska) Inc.,

(i) has adopted a program to advertise for, recruit, and employ
qualified residents of the state in the development of these leases and the
governor further concludes that, by implementing that program, the lessee will
use its best efforts to advertise for, recruit, and employ qualified residents of
the state in the development of these leases;

(i) has negotiated contracts with existing licensed Alaska firms
to fabricate the modules necessary to develop the Northstar Unit leases within
the state and the governor concludes that, in contracting with those firms, the
lessee has used its best efforts to encourage its contractors to employ and,
when necessary, train existing state residents; and

(iif) has entered into contracts with Alaska-licensed vendors,
contractors, and suppliers for the provision of supplies and services in the
development of these leases and the associated contracts; and

(B) the state agencies having specific responsibility for improving the
employment opportunities of state residents, including job service offices for
employment recruitment and state-sponsored or supported programs for training, are

actively supplementing and supporting the lessee’s undertakings."
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The Honorable Bill Williams
Hie Honorable Joe Green
Co-Chairman

House Resources Committee
State Capitol, Room 124
Juneau. AK 99801-1182

Dear Co-Chairman Green and Williams,

Calista Corporation is In favor of House Bill 548, North Star Oil Field Lease
Agreement, with provisions for local and In-state contracting ability. Our
state must continue to work toward developing new projects to stabilize the
future of cur economic health and well being.

Over the lifetime of the lease of Northstar Oil Field, the state must continue
to oversee exploration and production costs, and a fair taxation process
should be equivalent to Frudhoc Bay exploration and production costs.

We hope this Bill will be an incentive for continued progress by our state to
work with the oil companies in other fields on the North Slope.

Sincerely,

CALISTA CORPORATION

itthew Nicolai
President

cC: Governor Knowles
Senator Lym* n Hoffinan
Senator r , inna lincoln
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Donald W. luce
3121 Capstan Dr.
Anchorage, AK 99516

April 23, 1996

Representative Bill Williams
State Capitol, Room 128
Juneau, AK 99801-1182

RE: Northstar T.ease Terms

Dear Honorable Bill Williams,

I am writing this letter to voicemy opposition to changing tbe
Northstar lease terms as proposed by British Petroleum and Governor Tony
Knowles. I have been following closely the developmentsregarding the
Knowles-BP proposal and | am convinced this is a terrible deal for
Alaskans. I read in complete disbelief the manner in which Commissioner
of Natural Resources John Shively has analyzed this deal. lie essentially
says we should trust his analysis that this is a good deal for Alaska.
Unfortunately, examination of this dealsimply does not support his

statement.

There urc basically three Northstar production scenarios pul forth for
analysis as summarized in the chart below.

Earnings for Alaskans BP Pays Alaska
(3 millions) (S/barrel)

Northstar Oil wilh net without net with net without net
Production profit prolit profit profit
Case 1 = 130 $444 MM $435 MM $3.42 $3.35
million bar els
Case 2 = 105 $312 MM $340 MM $2.97 $3.24
million barrels
Case 3 = 180 $934 MM $639 MM $5.19 $3.55

million barrels

In Case 1, if BP believes Northstar will produce 130 million barrels it is not

clear why they would lobby so vigorously to change the lease terms. The
difference they must pay to Alaska is only $9 million or 70/barrel. In Case
2, where Northstar produces only 105 million barrels, BP should negotiate
to keep the net profit sharing provision. They would actually pay $28
million (270/barrel) less in revenues than if net profits were removed. BP

obviously does not believe Northstar will produce only 105 million Dbarrels.
So, Alaskans must ask why BP is spending so much time, money and effort
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10 change these lease terms? The answer is clear when Case 3 is examined.
BP believes Northstar will produce significantly more oil than 130 million
barrels. It is not difficult to wunderstand why BP concludes Northstar will
become an ovcr-aehicvcer considering the past forecasts for other Alaska
011 fields. Prudhoe Bay reserves have increased 35%from 9.6 billion to 13
billion barrels, BP's Niakuk field has increased 85% from 54 million to 100
million barrels since production began. EP's Endicott field has increased
200% from 300 million barrels in 1987 lo 600 million barrels today

BP is fighting hard to negotiate this wupside potcutial away from

Alaskans. If they succeed, BP could earn an additional $295 million profit
as shown in Case 3. They could earn even more if Northstar performs like
Endicott or Niakuk. If their negotiations fail to remove the net profit
sharing provision, they will pay $1.64/barrcl more in revenues to Alaska.
This is why BP has attempted to intimidate Alaskans by threatening not to
developNorthstar wunless we give them ournet profit share. When our
Senate Resource Committee tried to modify the agreement BP's vice-
president, Eric Luttrell said, "BP will not reopen the negotiations and
cannot agree to the changes." I would respectfully suggest that Alaskans
tell Mr. Luttrell and BP that, "Alaskans will not reopen the negotiations at
Northstar and won't agree to any lease term changesbecause \vc¢ hclicve a

deal is a deal."

Some legislators and other officials may conclude this upside
potential at Northstar is speculative and has no value. Obviously, BP
believes exactly the opposite. In fact, the value of this upside is exactly

what has motivated BP to seek these negotiations. They are not in business
to pay taxes and royalties to Alaska,provide jobs 1lo Alaskans or build

production modules here. BP is in the oil business to make money. They
arc betting Alaska will change the Ilease terms so they can make more
money at Northstar. But, examine their proposal carefully. BP makes no
binding commitments to construct modules in Alaska or hire Alaskans.
The fifty permanent jobs BP estimates will be created by Northstar
development will be needed regardless of what the lease terms are or who
develops the field. It is very difficult to recogni/.e anything tangible BP s

offering Alaska residents in return for us giving them our net profit share
of Norfhstar's upside potential.

As a co-owncr of Northstar oil along with all other Alaskans, | urge you to
do the right thing and vote against changing Northstar lease terms.

Very truly vyours,

Donald W. Ince
via fax
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CS FOR HOUSE BILL NO. 548( )
IN THE LEGISLATURE OF THE STATE OF ALASKA
NINETEENTH LEGISLATURE - SECOND SESSION

BY

Offered:
Referred:

Sponsor(s): HOUSE RULES COMMITTEE BY REQUEST OF THE GOVERNOR
A BILL

FOR AN ACT ENTITLED
"An Act authorizing the amendment of Northstar Unit oil and gas leases
between the State of Alaska and BP Exploration (Alaska) Inc.; and providing

for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. LEGISLATIVE FINDINGS AND INTENT, (a) The legislature finds that
(1) the production of oil and gas from state land is a matter of statewide

interest and effect because it is an important source of revenue to the state and job

opportunities for the people of the state;

(2) BP Exploration (Alaska) Inc. holds state oil and gas leases in the Northstar <

Unit that include net profit share provisions;
(3) unless the net profitshare provisions of the Northstar Unit leases are

amended, production of oil and gas fromthe unit is highly unlikely to begin before the year

, if at all;
@) because of the development account provisions of the net profit share

1- CSIIB 548( )
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leases, the later that these leases are developed, the less "net profits” the state receives;

(5) if the net profit share provisions of the Northstar Unit leases are amended,
full production of oil and gas from the unit may begin as early as the year 1999;

(6) amending the net profit share provisions of the Northstar Unit leases to
provide for a supplemental royalty will maximize the economicbenefits of oil and gas
production to the people of the state by encouraging timely produ:tion from the unit;

(7) the development of the Northstar Unit will provide additional revenue to

the state;
(8) the timely development of the unit may result in increased state revenue

in future lease sales; and
(9) the timely development of the unit may result in technological
breakthroughs and other cost savings that may make other development opportunities in

Alaska economically feasible.
(b) With respect to the effect of the effort to secure earlier development of the leases

on employment opportunities for state residents and on the state's economy, the legislature

finds that
(1) paragraph 41 of the 1980 lease and paragraph 31 of the 1983 lease are to

be amended; under each of the proposed amendments,
(A) the lessee, BP Exploration (Alaska) Inc., undertakes
(i) to use its best efforts to advertise for, recruit, and employ
qualified residents of the state;
(i) to contract with existing licensed Alaska firms to fabricate
the modules to develop the Northstar Unit leases within the state and, in
contracting with those firms, to encourage its contractors to employ and, when

necessary, train existing state residents;
(i) to enter into contracts with Alaska-licensed vendors,

contractors, and suppliers for the provision of supplies and services; and
(B) several state agencies with responsibility for improving the
employment opportunities of state residents, including training, commit to efforts to

supplement and support the lessee's undertakings;

(2) the lessee, BP Exploration (Alaska) Inc., has made significant investments

54( ) 2
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in the state, is ranked as one of the state's largest private sector employers, and regularly
enters into contracts to obtain'support services; consequently, the lessee's fulfillment of the
undertakings described in (1) of this subsection should materially contribute to existing
resident workforce employment opportunities and to the state's economic stability;

(3) a good faith effort by the lessee, BP Exploration (Alaska) Inc., and the state
agencies to fulfill the undertakings described in (1) of this subsection should ensure that, under
the amended leases, benefits will accrue directly and immediately to the people of the state;
and

(4) the mutual commitments made by the parties to the lease in these
amendments to secure to state residents and businesses the advantages and benefits of both
expanded resident hire opportunities and additional work by in-state businesses are in the best
interests of the people of the state and are considerations of paramount importance to the

legislature in its decision to conditionally approve the proposed amendments of the Northstar

Unit leases.

(© It is the intent of the legislature that the commissioner of natural resources not

exercise authority under sec. 2(b)(1) of this Act to amend the Northstar Unit leases until all
of the mutual representations made by the lessee and the state agencies that are set out in

(b)(1) of this section are substantially complied with.
* Sec. 2. AMENDMENT OF LEASES AUTHORIZED, (a) The State of Alaska and BP

Exploration (Alaska) Inc. are parties to the following leases in the Northstar Unit:

(1) ADL 312798, effectiveFebruary1,1980
(20 ADL 312799, effectiveFebruary1,1980
(3) ADL 312808, effectiveFebruary1,1980
(4 ADL 312809, effectiveFebruary1,1980; and

(5) ADL 355001, effective August 1, 1983.

(b) The commissioner of natural resources
(1) may amend the Northstar Unit leases described in (a) of this section to the

:xtent set out in the "First Amendment to the Northstar Unit Leases Between the State of

\laska and BP Exploration (Alaska) Inc.", dated March 22, 1996;
(2) may not exercise the authority granted in (1) of this subsection unless the

jovemor, after being advised by the commissioners of commerce and economic development

3. CSHB 543( )
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and labor, as appropriate, first determines and certifies that
(A) the'lessee, BP Exploration (Alaska) Inc.,

(i) has adopted a program to advertise for, recruit, and employ
qualified residents of the state in the development of these leases and that, by
implementing that program, the lessee will employ qualified residents of the
state in at least 85 percent of the jobs that are related to the development of the
Northstar Unit leases;

(i) has negotiated contracts to fabricate all modules necessary
to develop the Northstar Unit leases within the state, the contracts were
negotiated only with existing Alaska-licensed firms, and that in contracting
with those firms, the lessee has used its best effons to require its contractors
to employ and, when necessary, train existing state residents; and

(iii) has entered into contracts with Alaska-licensed vendors,
contractors, and suppliers for the provision of supplies and services in the
development of these leases and the associated contracts; and

(B) the state agencies having specific responsibility for improving the
employment opportunities of state residents, including job service offices for
employment recruitment and state-sponsored or supported programs for training, are
actively supplementing and supporting the lessee’s undertakings.

* Sec. 3. REPORTING PROVISIONS. The lessee, BP Exploration (Alaska) Inc., shall file
with the commissioner of labor at least every six months the reports that the commissioner
of labor determines are necessary to evaluate the lessee’s efforts described under

sec. 2(b)(2)(A) of this Act.
* Sec. 4. This Act takes effect immediately under AS 01.10.070(c),

CSHB 548( ) -4-
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COOK INLET REGION, INC.
April 24, 1996

VIA FAX: (907} 465-4316

Honorable Joe Green
Co-Chairman

House Resources Committee
State Capitol

Juneau, Alaska 99801-3810

Dear Representative Green:

| am writing to you today as a follow up to my earlier testimony to the Committee and
my conversations with you about House Bill 548. As you are aware, CIRI is heavily
involved in the oil industry in Alaska through our own developments on the Kenai, as a
working interest owner in Endicott, and through our three subsidiary companies, PEAK
Oilfield Services, Construction Machinery, Inc. and Alaska Interstate Construction. So
we benefit from more than our alliances and partnerships as a contractor on Alaska's
North Slope.

It is our belief that HB 548, which would allow the development or Northstar, is a most
vital piece of legislation. It will do more than just put hundreds of Alaskans to work and
inject millions of private sector dollar? into our economy, It will maintain flow In the
Trans Alaska Pipeline. Clearly, the State must continue to support these smaller field
developments or we will reach a point where it is uneconomic to transport oil through
the pipeline. If the pipeline shuts down we can forget any future developments such as
ANVVR.

We believe the Executive Branch is properly empowered under the Constitution to
negotiate deals within a general statutory framework established by the Legislature. And
while the Legislative Branch may read into the record what it believes should be or
should have been included in a contract, it is bad constitutional precedent and poor
practical policy for the Legislature to get into the business of rewriting or re-negotiating
contracts carefully negotiated by the Executive Branch.

I tully understand the role of the Legislature in our system of checks and balances and
your duty to review what the Administration is proposing in terms of lease amendments.
You have made it clear that - had you negotiated the deal - it would have been
somewhat different. But this is the agreement that was hammered out between the
State of Alaska and BP Exploration and should be the only agreement on the table.
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Cook Inlet Region, Inc. fully supports this negotiated agreemenr. For our part, we are
satisfied that BP will do everything in its power to fulfill its commitments on local hire
and local business participation in Northstar's development. We do not base this belief
on misguided optimism, but on cold political reality. If, for any reason, BP does not live
up to its commitments, they will find scarce support among Alaska businesses and public
officials for any future development opportunities. Moreover, | am advised that there is a
real danger, from a legal perspective, that this well-intentioned attempt to put more
"teeth” into the Alaska hire and contracting provisions could amount to "throwing out
the baby with the bath water." It also may substantially increase ihe chance that this
entire piece of legislation will be ruled illegal or unconstitutional under state and federal
law.

In summary, we believe BP means what they say and that the Northstar project is our
best opportunity to forge a new standard for Alaskan's participation in oil development.
It also sends the right message to other companies thinking about investing in Alaska.
The legislature worked hard to pass HB 207 last year to send the message that Alaskans
are willing to work with the industry on issues critical to the future development of
Alaska” resources. This is one of those issues so let's- as Alaskans live up to rhe intent of
HB 20/ and pass HB 548 as recieved from the Administration.

Accordingly, on behalf of Cook Inlet Region, Inc., | strongly urge you to support HB 548 as
it was introduced and keep this vital legislation moving forward, thank you.

Sincerely,

COOK INLET REGION, INC.

President & CEO

cc.  Representative Gail Phillips, via Facsimile: (907) 465-3472



