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Contract Terms

Term

Three Years
January 1, 1996 to December 31, 1998

Quantity

30 percent of Prudhoe Bay Unii royalty production
About 40,000 barrels per day in 1996 declining to
35,000 barrels per day by 1998.

Price

Purchase Price Reopener
Security

In-State Processing

Local Hire



Price

Exxon's West Coast Royalty Value

» ForTesoro: Price certainty. Retroactive price
adjustments due to producer “true-ups” and audits are

minimized.

« For Alaska: Price exceeds value of royaky-in-value oil
(RIV).

* Price compensates for “displacement effect” and

“competitive effect.”

Purchase Price Reopener

« Tesoro and the State can renegotiate the price if the
export ban is lifted.

 If the State and Exxon renegotiate the Exxon royalty
value under the terms of the ANS Royalty Settlement.
Tesoro may terminate the contract if the new price is not

to its liking.



Security

Letter of Credit, equal to the value of 75-days delivery of
RIK.

Covers State exposure to “Default Risk” and
“Denomination Risk”

If Tesoro and the State agree to an accommodation that
will mitigate the Denomination Risk, the Letter of Credit
requirement will be reduced to 60-days.

In-State Processing

Tesoro is obligated to refine 80 percent of the RIK in its
Nikiski refinery.

Provides commercial flexibility to Tesoro to optimize its

refinery operation

Provides the State with assurance that benefits of the sale
will stay in-state.

KI* 'Kl - it'™*- 1- 4!



Local Hire

Tesoro will hire Alaskan citizens to the extent allowed
by the Constitution.



In-State Benefits

Cash Value O ffered

Tesoro will pay a price that exceeds the value of RIV.

« Compensates for potential losses in royalty and
severance tax revenues attributed to the “displacement
effect.”

AS 38.05.183(1
and AS 38.06.050(1

Economic and Social Effects

iv-soro employs 189 people in the Kenai Peninsula
Borough and a total of 552 people statewide.

* Tesoro pays $1.3 million in local property taxes.

e Tesoro pays $7.6 million in various income, payroll, and
excise taxes.

* No incremental effects on local social infrastructure
(schools, roads, public safety, land use, etc.) is
anticipated as a result of the sale.

AS 38.05.183(2)
and AS 38.06.070(3), (4), and (5)



Benefits of In-State Refining

* The State imports 15 percent of its petroleum products
requirements.

* Imports will be displaced by in-state refining and more
aggressive competition will benefit local consumers.

AS 38.05.18353;
and AS 38.06.070(2), (6). and (8

Ability of Tesoro to Provide Refined Products

e Tesoro has been in business in Alaska since 1969.

e Itcommands a 30 percent share of the local market in
diesel fuels, jet fueis, and gasoline and it is a major
supplier of propane and butane.

AS 38.05.183(4)

and AS 38.06.070(6)



Environmental Effects

Tankers. No increase in tanker traffic between Valdez
and Nikiski is anticipated as a result of the sale.
Tesoro’s recent refinery expansion means that fewer
outbound shipments of pn ducts will occur.

Air Quality. The sale will not contribute to an increase
in emissions at the refinery. Tesoro now operates under
ADEC Air Quality Control permits.

Groundwater and Soil Contamination. Under
compliance with ADEC and the EPA, Tesoro is
undertaking a long term clean-up. The sale will
contribute to the continued economic operation of the
refinery and the clean-up program.

AS 38.06.070(7)



Displacement Effect

If the North Slope producers take ali of our royalty oil “in-value,"
then their shipments wiil look like this;

40,000  + 660,000 300,000 =1,000,000
(Tesoro; (CA and WA) (GulfCoast) (T )
In percentage terms:
4% + 66% 30% =100%
The calculation of royalty value (and severance tax) is;
($12 x 4%) + ($12 X 66%) ¥ ($10 x 30%)

If the state sells oil to Tesoro, the producer's placements on the West Coast
are reduced by 40,000 barrels. Their shipments will now look like this:

0 + 660,000 300,000 =960.000
(Tesoro) (CA and WA) (Gulf Coast)
In percentage terms:
0% + 68.75% + 3125% =100%
The calculation of royalty value (andseverance tax) is:
($12 x 0%) + ($12 x 68.75%) + ($10x3125%)

In this exumple, the state loses two cents on every barrel of royalty and severance tax
(together about 25% cf 960,000) or $4,800. To make up the difference, an auditional
twelve cents has to be added to each Tesoro barrel (40,000 x $.12 = $4,800).
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North Slopo Royalty Crude Oil Production Forecast
(MBOD)

199 1996 1997 1998 1999 2000 2001 2002 2003

Prudhoo Boy UVt 143 1% 7 16 106 9 85 75 69
Kupautk Rivet Unit 3 38 ¥ 3B 37 3 3 3 29
Milno Pomt 5 1 7 8 9 8 7 b 6
Fndicott 13 V] 10 9 8 1 6 5 4

Total Royoity. 200 2 1w 159 47 18 18 108

minus RIV Roq'd for Field Cost Allowance

Ptudhoe Bay Unit i " 13 12 1 10 9 8 1
Kupourk River Unit 3 3 3 3 3 3 3 3 2
Milno Pomt 0 0 0 0 0 0 0 0 0
Endicott 1 1 | 1 1 1 0 0 0

IB 18 nm 5 u 3 2 10 10

minus Current RIK Contracts
Mapco 3 3 H B 35 3 3 3 35

Tesoro 9 - — - — — — — -
total Curront RIK Obligation 14 35 H 3} 3 3 3 3 3

ANS Royalty Qil Avallobla to Supply Now RIK Controcn:
108 o B 1 110 99 86 13 63
Now tosoro @ 300% - 41 38 »H - K . —

ANS Royalty Oil Romolning: 108 9 92 Bo 110 99 86 13 63

nvt*'o;«is &*»i 43>Qr>'itam



Pi/rchasor
Cm tract

Chovron
Chevron 1
Chevron 2
Chovron 3
Kuparuk
Potrostar Purchases

GVEA 1
GVEA 2
GVEA 3

MAPCO

Pelrostar

Potro Star
Pofro Star JV

Tosoro

Tesoro 1
Tesoro 2
Tesoro 3
Tesoro 4
Tesoro 5
Tesoro 6

Tesoro 7 (New Tesoro

ns. TADIC* i

Major North Slope RIK Contracts to In-State Purchasers Since 1980

7/80-6/81
5/83 -5/84
5/84 - 7/91
12/86-12/91
12/86-12/91

Subtotal

Period

1961 1907 19831984 1985 19861917]1980 198911950 199111997

Plus: Tesoro Exchange Barrels

Total Chovron

Goldon Valloy Eloctric Association

6/81 -5/84
6/84 -9/85
10/85-12/91

Total GVEA

1/80 - Present

12/86-12/91
3/92-12/93

Tote! Potrostar

7/80-6/81
7/80
12/81 - 1/82
1/83- 12/94
10/85-8/90
1/95-12/95
1/96-12/98

Subtotal

Loss: Chevron Exchange Barrels

Total Tosoro

S-mrco Alaska Department ot Natural Rosown.es Dtvrtwn. Leni and G<r,

total Vol tJRmos T‘H rchased
arro

1.742.342
6,721.236
48.418.344
8.611,247

67.841.239

3.148.152
2.511.064
11.618.844

3.030.0)6

1.737.253
821.100
838.299

171.473.974
8.657.384
14.600.000
41.391.000

239.519.011
16.015.501

83.856,765

17.278.059

156.560.265

3.030.011

(est mafod)

223.503.510



Barrels per Day

250.000

THit*, TK%fnf A*

Total North Slope RIK and UIV Volumes

1



Comparison of Tesoro Contract Price
and the Value of RIV
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Preliminary Finding and Determination to Sell Royally Qil
to
Tesoro Alaska Petroleum Company

Summary

The commissioner of the Department of Natural Resources, on behalf of the State of Alaska,
proposes a three-year sale of appro imatcly 40,000 barrels per day of the state's royally oil to
Tesoro Alaska Petroleum Company (Tesoro). Tesoro operates a refinery in Nikiski on the Kcnai
Peninsula and is one of the state’s largest retailers of (s)etroleum products. This document provides
the preliminary finding and recommendation required under AS 38.05.183 for the proposed sale.

The_Puinc Is invited to comment on the proposed sale. Comments must be received in writing by
April 21. 1995 at the address below:

Director

Division of Oil and Gas

3601 C Street. Suite 1380
Anchorage. Alaska 99503-5948

The Alaska Royalty Oil and Gas Development Advisory Hoard_(RoyaIté Board) will be discussing
the proposed sale at a meeting scheduled for 11:00 a.m., April 6. 199, at the hearinE room of
the Legislative Affairs Agency. 716 West Fourth Avenue. Suite 200. Anchorage. Alaska. The
public is invited to attend. If possible, this meeting will be tclcconferenced to Legislative Affairs
A?ency offices throughout the state (contact Kevin Banks at 907-762-2589 for more

information);
Fairbanks Office Juneau OfTicc
119 North Cushman Room 314
Fairbanks. Alaska 99701-2879 Goldstein Building

130 Seward Street
Juneau. Alaska 99801-2197

Kcnai Peninsula Office ValJdez Office
34824 Kalifonsky Beach Poad. Suite A Room 13
Soldotna. Alaska 99669-9728 State Office Buildin

VaJdez. Alaska 99686-1969

Tlus finding is preliminary: final conclusions have mn been reached. Comments received from the
public and recommendations made by the Ro; alty Board will he used to determine whether the
proposed contract is in ihc state's best interest and. if so. whether eh uiges are needed in the
proposed contract. If the commissioner determines “hat the proPosed sale s in the state’s best
Interests, contract terms will be revised, if necessary and a final finding will he prepared that will
include an evaluation of any changes to the contract. Ibc final finding, a copy of the signed
contract, and the recommendation from the Kosalts Board ill be forwarded to the legislature
The sale will not lake effect unless it is approved by the legislature.



Background

The State of Alaska receives a royalty of approximately 12.5 percent of the oil and gas produced
from the Prudhoe Bay Unit. The state may take its share of oil production "in-kind or "in-value "
When the state takes its royally share of the oil in-kind (RIK). it assumes ownership of the oil. and
the commissioner disposes oil through either competitive or non-compcti'ivc sales. When oil is
taken in-value (R1V). the state’s lessees, who produce the oil. market the state's share along with
the lessees' own share. The lessees arc obligated to nay the state the value of its royally share.

On September 9. 1995 the state agreed to sell to Tcso;0 a volume of royalty oil equal to 27.2

Eercent of the daily royalty oil production of the Prudhoe Bay Unit. Deliveries under this contract
egan on January |. 1995 and will continue through December 31. 19°5 By statute this contract

may not be icncwed without a specific recommendation of the Royalty Board to the legislature

and the legislature's subsequent approval. Last December. Tesoro initiated negotiations with the

department lor a new royalty oil supply contract for which would begin deliveries when this

current contract expires.

This finding and determination and the attached copy of the sales contract represent the result of
those negotiations. Much of what was written by war of background to the 1995 contract still
applies today. Where appropriate, this finding will reterence the “Final Finding and Determination
to Sell Royalty Qil to Tesoro Alaska Petroleum Company" dated September 9. 1994, In the
following section of this finding, the description of the contract focuses on how this new- contract
differs from the cuircnt one-year contract,

Discussions of Contract Provisions

Quantity Tesoro will purchase 30 percent, denoted as the maximum guantity." 0 f» e slate's
royalty share (estimated at 40.500 bands per day in 1996) from the Prudhoe Bay Unit (PBU).
This increases the percentage of PBU royalt;. oil nominated from the 27.2 percent in the current
contract, but. because ol the decline in production forecavcd for the PBU in 1996. the actual
volume taken by Tesoro will not significantly increase. Tesoro also has the nght it any time to
decrease the maximum quantity of RIK as long as it timely notifies the state, however. Tesoro
may not ever increase the maximum quantity.

Because of the terms of the Prudhoe Bay Unit A%reement in force among the producers and the
state, the state must combine royalty production from both tlie Prudhoe Bay field and royalty
crude processed currently through the Lisbumc Production Center. The 135,000 barrels per day
of royalty crude oil forecast for 1996 (Table ) is the sum of the royalty offtake from Prudhoe
Bay. Lisbumc. Pt Mcintyre. West Beach. North Prudhoe Bay State, and the Niakuk/Alapah oil
fields." Table I illustrates the future royalty crude oil supply from the Prudhoe Bay Unit. The

' The stale resents ihe nght lo suh)ply_ 100 percent «f Tewvo t volume Iroro iuit the Prudhoe Hay Unit Initial
Participating Areas <IPA] rather than include the production Erocessed through (he Ushume Production Center
This Mould imply that Tesoro Mould trcene aﬁpro&matc,ly 35 2 percent of thie Prudhoe Bay IPA production
Tesoro will oe notified 90 days in advance if the commmioner. in his sole discretion, chooSes to cserene this nghl,
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state is obligated to supply 35.000 barrels per day to iMapcothrough 2003. If the proposed
Tesoro contract is awarded, the state will still Keep 44 percent of its royally share as RIV in 1996
(declining to about 40 percent by 1998) and maintain the flexibility to nom.natc more RIK as
circumstances warrant, e.g.. other in-state refinery requirements, RIK sales to Lower-48
purchasers, or a change in the federal regulations that restrict the export of ANS.

Table 1. North Slope Royalty Crude Oil Production Forecast

(MBOO)

1995 0990 ... 1090 1999 000 2000 2002 2003
PrudnooBoyUt I3 1% 17 no 105 % & 75 69
Kpout<Raofnt 39 0 % 3 s ¥ % R o
ManoPogit ¢ T e 9 0 1 6 %
Enocott 13 2 10 9 § 17 5 5 4
Total Royalty: 200 12 02 1 1M w w3 10 1w
iSOV 1y P Cott Afrwone®

PghcoBovume %4 4 13 L2 00 w0 9 0 7
aphRofunt 3 3 3 3 303 3 2
MintPont ¢ C r 0 0 0 0 0
Enocntt I 1 i 1 1 1 0 0 0

10 O A TSN T S TN ) N 1)

mdxg Ci/W.t fW CenifCCU

t/lOPCO .. 3 B %H B H % H» B
luv *o 39
Total Ccrorit ' » H P 15 35 35 3B»H FH

AVBRoyoffy 04 AvoQott* taSuppty ~ RieConlr :by;

MW w 130 2 1w 9 06 B
'ta* TnotoO 300% - o030 3%
AVBPoverty OR Ramammo 0 9w SR R T I

Tcs0.0 may elect to purchase less than the maximum quantity, subject; a certain notice require-

ments. If Tesoro decides to take less than the maximum quartity. it will be subject to a per-harrel
reservation fee on each barrel less than the mxximum quantity. The per-ba."rcl reservation fee is
0.75 percent of the full purchase pncc.

Price The proposed contract requires Tesoro to J)ay the same West Coast royalty value received
by the state hased on the royalty production lifted in the PBU by Exxon This pncc meets the
statutory rcqt rcment that the value of RIK is at least equal to or exceeds RIV'. It also differs
from the curre »t contract which uses a price based on the volume-weighted average West Coast
royalty value reported b> the largcest PBU producers. aP.CO. BP. and Exxon. The proposed
contract pnee is compared with the cuncnt contract and the value of RIV in Table 2.:

'If (he commmtoner ciccu to tell Tesoro RIK fmm the Prudhoe Bay IPA. then the price util be calculated on the
him ol Euon i Royalty Value from juct the IPA  See Table 2



Table 2 RIK Price Calculations-January 1995

Exxon's Royalty Value

Prnposcd Tesoro Contract Price
BEronRodudtionat FS1 F’mou:t of \,OILma

no Proauctlon contor 2
s i % EMM) %@
; S

0 aI 10
Voluma Weighted Avaraga Volua: $) TC9999

Volume Weighted Average Price-ARCO, HP (West Coast), and Exxon
TeSoro's Current Contract
ProdLcer Qos sl ProdLat of \olure Ao

\Wlure \ée TinesFS1 \Awe Ao
Usouna Production Cantor B
ARCO 1459 347 74 .11 $8000 $16 899 24683
BP Erptcrciion 2.022440 $10 51000 521.255.045 71
Enor 1.762.900 $1106000 $19,480 046 4]
Pru<»>0a Bay IPA

ARCO 880775240 $1101000  $102258.00536
BPF«pio*at»on 12.721.77240 %]1_%01000 $134 978006 16
Cnc« _ §607215%8 1000 $97,848.16067

Totoil 30581428 $392,719.31043

Votuma-Warghlad Avaroga Vataa: $It 03720
Volume Weighted Average F|>rice-AII Producers

Value oTRIV
Producer Qos FSl Productof VoATD AErae
VOAND TresPS| woiuo Po
AfU(i%Jma Production Cantar LB -
| .
BP EXproraiion 202244013 ?1051000 §%?2%6§48§%
Eoon 1.762.900 13 1105000 19490510 44
Prutlsoa Soy IPA
AmoroOONou 12167340 1127400 $L371 74591
B 45 08 au
Choion B6S 1 &m&m
Eeron 6807.25520 754816087
louaona tana and 8903 30 1044122
Marathon 11283 00 13106368
Mcor 41369310 %4613684 &5
Phxos* 449246 20 100502 1B
3114100 $§?1 %47 é)l
TC*o00' 1245900 131615989
Total* 38977J45 20 770012191

VoA/na Watghtad Avaroga Vokja $1102730

mono7 may b n(ivalalpu’[;ﬁ Cﬁn part @Brt]gév a tJ nm‘m" 0« Varal mﬁtftotyr(])g o

that BP*-Weas'Coast c*uaa fho VeAT T« w«<gwrod avaraga pus

Amax0aa M8k Cntv has no nrotpoc've teum joc trag*mani of rt royaltyvaIL©
Owron utat a unpraa.araga of AOC0 BP andCnon

that© product n um ABCOi lovary vdoa fosmgo

"Tret©poajcon uta BPSrovarty value tormuo — watt Coosf dasmonom



The Exxon West Coast royalty value further simplifies the calculation of the price for Tesoro’s
RIK purchase. In the calculation of royalty value in the current contract the West Coast price
repo.ted by BP must be held confidential by mutual agreement with BP and the state. Since this
infoimation is proprietary, a mechanism was devised so that this value is first estimated with a
provision to later revise it when the data arc no longer restricted. The BP royaItY value is subject
to a six-monthly tme-up of its actual marine transportation deduction which is also subject to
review and audit by the stale. This means that an RIK price value based on a BP royally value
would be subject to subsequent re-adjustments that could occur over several years.

Tesoro opted for a RIK price hased on the Exxon West Coast royalty value to avoid this
uncertaintﬁ. The Exxon formula is strictly a West Coast price and no Gulf Coast pricing enters
into its rather straightforward calculation of the PBU royalty value. Confidentiality provisions
also apply in the intermediate calculations of the Exxon royalty value, but the value Is determined
by a formula that can be readily calculated independently.

The use of the Exxon royalty value explicitly recognizes that the sale of RIV to Tesoro is a West
Coast placement,

Previous RIK Findings have described the so-called "displacement effect” and "competitive effect"
that may occur with a state sale of RIK. The "displacement effect” theorizes that any RIK sale by
the state replaces ANS sales by North Slope producers to refineries on the West Coast (including
Alaska). Although the total volume of ANS sold on the West Coast is the same without a RIK
sale, the state's RIK volume displaces the volume that North Slope producers may sell on the
West Coast. The producers must then show in their royalty reports that a larger percentage of
their oil is placed on the U.S. Gulf Coast with higher transportation costs and a lower netback
value. The result is a calculation of the lessees' average royalty value for RIV that reflects a new
ratio of West Coast-to-Gulf Coast rales. This proportion of deliveries to the West Coast and Gulf
Coast is also reflected in the nchack value reported for severance tax purposes. In this way.
selling RIK may decrease the states revenues from hoth RIV royalties and severance taxes.

The "competitive effect™* relies on an assumption that the pncc of ANS on the Wesi Coast as
reported in the producers' royalty value is higher than the price that would Jesuit from a purely
comgetitive market. The ANS spot market is dominated bY one North Slope producer who may
be able to influence the price by its decision to transport oil to the Gulf Coast. When the stale
was selling most of ns royalty oil in-kind (nearly 210.000 barrels per day in 1986). there was
concern (hat the state, as another seller in the market, could contnbutc to a lower West Coast

pnce.

The "displacement effect" will diminish insofar as the proportion of total ANS sold on the Gulf
Coast will continue to declined in over the next few years. Asabove, the effect appears both in
RIV royalty value and severance taxes. Now at less than 15 percent of total ANS production.
Gulf Coast delivencs may cease in 1996." The ""compctitis-c effect” is minimized insofar as the

' Alaska Department ol Revenue , IW4 _ Fail 1994 Revenue Source* Book. Anchora%e. Alarka. p 16 In 190.
NS mm emenu in deturunont in the Eastern u S represented 22 percent of i xja ANS production  Personal
Communication with Roger Mutt. Alaska Department ol Revenue



volumes of royalty crude considered for nomination under this proposed contract are so small
less than 3 percent) when com Fared to the total ANS production. Since (he male may benefit
rom the coniinucd operation of the Tesoro facility and. since the consumers of Alaska . may be
b(fettﬁr off f‘?’ith a more competitive refining industry, these benefits will likely outweigh the impact
of these effects.

In any ease, pricing Tcsoro's RIK at the Exxon royalty value should sufficiently compensate the
state for these impacts,

In-state Processing In the current contract and in the proposed contract. Tesoro has agreed that
80 percent of the RIK it will purchase will be processed in the Nikiski refinery. This clause is
designed to prevent Tesoro from re-selling RIK to a third party and possibly profiting from a
favorable price charged to Tesoro by (lie state. If such a benerit is available because the price
char?ed to Tesoro for its RIK based on Exxon’s royalty value is less than Tesoro would have to
pay tor oil from another source, then this benefit should be passed on to the in-state consumers of
Tcsoro's products.

Purchase Price Reopener According to the ANS Rcvaltv Settlement Agreement with Exxon,
the state and Exxon have rcopencr rights in which a new pricin% formula may be negotiated, if
necessary, or arbitrated by an independent Decision Panel. If this process leads to a price that is
not to Tcsoro’s liking, then Tesoro may unilaterally terminate its contract with the State, subject
to specified notice requirements. Tesoro may not reopen the contract with the state over price
should the state and Exxon agree to a different royalty value methodology. Tesoro also agrees
that it will not intervene in any way in the negotiations or arbitration of a rcopcncr between the
state and Exxon.

Tesoro or the state may reopen the proposed RIK contract if the ban on ANS exports is lifted.
This would also he cause for the state to reopen the ANS Royalty Settlement Agreement with
Exxon. Though Tesoro may not intervene between the state and Exxon, the RIK contract
rcopencr provides a mechanism for the state and Tesoro to develop a new price term through
prompt and good faith negotiations between each other. If the state and Tesoro fail to agree on a
new price then, by notice to the other, either the state or Tesoro may terminate the contract.

Payments Like the current contract, the proposed toniract has specified the timing and due dates
associated with the Initial Billing. Initial Adjustment;. and Subsequent Adjustments. The timing
of these invoice and due dates has been shortened somewhat to reduce the state's exposure .0
default risk as described below.

Unlike the current contract, the state has a?reed that any subsequent adjustment rendered more
than six years after the date of delivery will bear interest for only six years from the due date of
the initial billing. However, this six-year interest limitation docs not apply to adjustments that
result from regulatory decisions, rc0ﬁcncrs. court proceedings, or audits of Exxon's royalty
reports that are commenced during the six year period.

Termination Notice The state requires at lcum a six-month plus ten-day notice of early termina-
tion of the contract or any reduction in the maximum quantity taken by Tesoro. This timing is
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based on the ANS Royalty Settlement Agreements and the Prudhoe Bay Unit Agreement. Under
the original Prudhoe Bay Unit Agreement, the state has a right to 'denominate” RIK deliveries
with a six month notice. Under each of the royalty settlement agreements, the timing requirement
was reduced to 90 days. However, the settlements also provide that the lessees may claim force
majeure if transportation is unavailable to transport any additional RIV for the first 90 days that
the RIK Ins reverted back to the producers. During this up-to-90-day period that lessees could
claim force majeure. the state must take full possession of its RIK and find customers to buy it
and tankers to transport it. For this reason Tesoro is obliged to provide sufficient notice to
terminate the contract or reduce its maximum quantity.

Security Supplies of RIK under the current contract arc secured hr an irrevocable letter of credit
equal to 60 days woitli of oil deliveries. The pioposcd couttact will icquiie a letter of cicdit
equivalent to the value of 75 days worth of RIK to secure the state in the event that Tesoro. for
any reason, fails to pay its bills or to take delivery. The increase in the value of the letter of credit
is required to protect the state from its exposure to “denomination risk."1 As described above, in
addition to the risk assumed by the state should Tesoro fail to pay, the state also ru.is a risk of
losing full value of its RIK when it "denominates” the RIK volumes as RIV. This 90 day
denomination notice period under the ANS Royalty Settlement Agreements is effectively
increased to 180 days should a lessee declareforce majuere in obtaining sufficient marine
transportation to haul the additional RIV volume. During this period, the state cither has to
organize a new RIK purchaser or negotiate wuh the lessees to take back the RIK. In either event,
die state is in a distress sale situation and the letter of credit instrument is intended to protect the
state from this event.

The contract includes language that will allow the 75 day letter of credit to be reduced to 60 days
if arrangements can be made to ameliorate the potential of a declaration offorce majuere by any
of the lessees. Since Tesoro will already have marine transportation under charter to move its
ANS supply from VaJdez to Nikiski, these vessels could be offered to the lessees as an indication
that the supply of tankers in the Valdez trade is sufficient A declaration offorce majuere by ihc
lessees in the event of a default of the proposed contract by Tesoro may be more difficult to
demonstrate with Tcsoro's tankers idled and waiting for new cur,omers,

Local Hire Like current contract. Inc proposed contract requires (hat Tesoro agrees to employ
Alaska residents and Alaska companies to the extent they axe available, willing and qualified for
all work ﬁerformed in Alaska in connection with the Agreement.” An Alaska resident is defined
as one who has lived in Alaska for at least a year at the lime of employment  If this provision is
found to be unconstitutional, then Tesoro agrees to hire Alaska residents to the extent that the
constitution will allow.

‘ Denomination nd and defaU|t riSk \SeIr fU”y dewnhed in itu Final Fmdmg and Determination lo Sell Royalty
Oil lo Petro StaXVaIdez Refinery Joint Venture. March 4.



In-Statc Benefit Analysis

The commissioner must consider, among other things, the effects olThc sale of RIK on the
economy of the state and the projected benefits of refining or processing the RIK in the state
(under AS 38.05.183). In short, the terms of the proposed RIK sale should 1) assure that the
state receives at least as much value for the RIK as it would have received for RIV and 2) encour-
age in-state processing of RIK together with the attendant economic and social benefits. These
benelits arc measured in terms of jobs, taxes, and economic competition among the state’s
refineries for their products. The conclusions reached in the best interest finding that
accompanied the current one-year contract arc still applicable. Some of the information has been
updated here.

In the following discussion of in-state benefits, there is one caveat; the degree to which these
effects may be attributable to the sale depends on how important the sale is to the continued
operation and expansion of Tcsoro's Nikiski refinery. The state can offer a somewhat unique
crude oil su?cg)ly contract whose terms might not be available from any other seller. Presumably,
Tesoro would continue their operations without this contract, but there arc direct benefits to
Tesoro that may be derived in tncir dealings with the slate. To the extern that these benefits arc
translated intojobs, taxes, and more vigorous rcfined-products competition, the state will also
benefit. By the same token, the degree to which the sale may contribute to the ongoing operation
of the refinery also must be taken into account when dcs;nbing the environmental effects of the
refinery's operation,

Economic Impacts Tesoro reports that it currently employs 189 people in the Kcnai Peninsula
Borough/ This translates as one-in-lcn of the manufacturing jobs in the Borough (competing
largely with fish processing and timber). Tesoro is. according to the Alaska Department of Labor,
number six of the top-ten pnvaxc sector employers in the Borough. For the most part these are
also high-wagc jobs with a payroll in the Borough of over SI | million per year/

Tesoro's statewide marketing and distribution of petroleum products also contributes to the
glz \6er3|_tlr of the Alaskan economy Tesoro employs 552 people statew ide with a payroll of over
million.

Social Impacts Tesoro is one of the largest property taxpayers in the Kcnai Peninsula Borou?h.
It contributed S1.3 million in ad valorem taxes in 1994 and the stitc received another $7.6 million
in various income, payroll, and excise taxes. No incremental effects on land use. impacts on the
local social infrastructure, i.e., schools, public safety, roads, and other government services, arc
anticipated as a result of this sale.

Consumption Benefits In 1993. the Corps of F.ngincers reported “coastwise receipts” of
626.000 tons of petroleum products (185 iruilion gallons). Thc-e are domestic shipments

Tesoro Alaska Petroleum Company Starch 14. !*»< | mer lo Kevin Hanks Itom Bemie Smith

'Fc tl seHemeyer February IW5 "A Disersilied Lvofinmy--The kenai Peninsula” Alaska Economic Trends
Alaska pepartment 0f Lab0f pp 1-7



originating outside of Alaska, Furthermore, another 152,000 tons (45 million gallons)

petroleum products were imported to Alaska from Canada and elsewhere. Together these
volumes amount to about 15 percent of the slate's consumption. Presumably, some of these
volumes can be displaced by a growth in local production of refined petroleum products and their
may be a benefit to Alaskan consumers if competition from local supplies contribute to lower
prices for the consumer,

Tesoro estimates that its throughput in 1995 will 50.000 barrels per day. It produces a wide-
range of products and contributes to a 30 percent share of the local market for diesel fuel, jet
fuels, gasoline, and is a major supplier of propane and butane.

Environmental Impacts Tankers have operated in the Cook Inlet for over 50 years and. for the
most part have oEerated safely.” The bulk of tanker traffic in the Cook Inlet carries ANS from
Valdez to the Nikiski refinerY, petroleum Products to Cook Inlet ports, or refined oil and gas to
Pacific Rim markets. The sale of North Slope RIK will not materially affect the reliance of the
Nikiski refinery on tanker transportation. The refinery's main source of crude oil comes from the
North Slope via Valdez and the Cook Inlet, but Cook Inlet crude ol squIies will continue to
contribute to 10 percent of Tesoro’s requirements. The decision to sell RIK to Tesoro docs not
authorize its transportation. Federal and state permits will be required.

The Alaska De,oartment of Environmental Conservation (ADEC) requires that the oil industry
develop oil spill contingency plans and monitors the implementation of those plans. In 1990. the
legislature enacted additional laws to reduce the likelihood of future spills in Alaska and to
improve the capability to respond to those that occur. The federal Qil Pollution Act of 1990
created Regional Citizens Advisory Councils to involve local citizens in the process of preparing,
adopting, and revising oil spill contingency plans and the regulation of tanker and terminal
operations.

The Tesoro refinery now operates under a ADEC Air Quality Control permit to operate

(PTO No. 9023-AA008) and under this permit Tesoro must comply with a variety of conditions
to control and monitor emissions both from the burning of fuel and the refinery's process equip-
ment. In January 1994, the state issued Tesoro a Prevention of Si%mificant Deterioration air
permit (PSD) to allow the refinery to operate some equipment for longer hours. Tesoro then
submitted proposed amendments to the PSD permit in February related to the vacuum unit
project. Tesoro has also agreed to several conditions that will result in air quality monitoring and
Improvements at the refinery including an air pollution compliance audit and improvements at the
refinery that arc recommended in the audit. Mom significantly, Tesoro has agreed to reduce
emissions of volatile ¢ 'game compounds from the refinery by 150 tons per year by 1996.

U'S Department ol the Army. Corw ot Engineers November 1994 Waterborne Commerce of the Untied
Surat. Calendar Year 1993, Part 4»Waterway* and Harbors Pacific Coan, Alaska, and Hawaii, WRXC-WCUS-
93-4 New Orleans. Loumana and Alaika Départment ol Natural Resources March 1993 Historical and
Projected Oil and Gas Consumption - Anchorage. Alavka

" Alaika Department of Natural Resources. October 1991 i inal Finding of the Director R (aiding Oil and Gas
| ease Sale 78. Cook Inlei. Anchorage. Alaska
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Under compliance orders with both ADEC and the U.S. Environmental Protection Agency,
Thesor]g IS undertaking a long term clean-up of historical groundwater and soil contamination at
the refinery.

Findings and Determination

The commissioner must conclude that in any disposition of RIK, first, under AS 38.05.183(a) the
best interests of the state will be served by a non-competitive sale, and second, under AS
38.05.18350), the non-competitive sale ot RIK will be awarded to the prospective buyer whose
proposal offers maximum benefits to the citizens of the state. The commissioner is specifically
directed to consider the cash value offered for the RIK, the economic effects of the sale, the
benefits of in-state processing of the RIK, and the ability of the prospective buyer to supply the
state with refined products. In addition to these considerations, commissioner is obligated to
analyze the sale using the same criteria that are to be considered by the Royalty Board in its
review of the sale. These criteria arc listed in AS 38.00.070 and include: the revenue needs and
fiscal condition of the stale, the local and regional requirements for petroleum products; the
desirability of localized capital investment, increased payroll, and secondary development effects;
the social impacts of the sale; the additional costs to the state and local governments caused by
the development related to the transaction; the local and regional labor market; environmental
effects; and the impact on existing private commercial enterprises and investment patterns.

Competitive Bidding Is Waived As commissioner of the Department of Natural Resources, 1
have determined in accordance with AS 38.05.183(a) and 11 AAC 03.030 that the best interest of
the state may be achieved in this sale without competitive bidding. The State is currently selling
37 percent of its North Slope royalty oil under the Mapco contract and Tcsoro's one-year
contract. There arc other refineries that have requested RIK from the State. At the time of the
publication of this finding, Pctro Star Inc. and Pctro Star Valdez Refinery together have requested
62,000 barrels per day and Tosco Refining Co. an independent West Coast refinery, has
indicated an interest in a one-year supply contract. So. while competition for RIK may be said to
exist, the state will retain enough royally oil to meet the needs of these other RIK purchasers even
with the proposed contract.

By this Preliminary Finding and Determination, the Alaska Royalty Oil and Gas Development
Board has been notified that competitive bidding is waived as required under 11 AAC 03.040.

Contract Prices are Acceptable Under 11 -VAC03.0!0<b). I find that in cstabl: hing the pncc
of this royalty oil contract, the department has obtained a price applicable to (he oil (hat is being
sold that Is at least equal to. and probably will exceed, the volume-weighted average of the royally
value for all the RIV oil lifted in the Prudhoe Bay Unit.

The Sale Is in the Best Interest of the State In accordance with AS 38.05.183(a), &c). and (e). |
find that taking RIK and selling by non-compctiiive bid to Tesoro for use at the Nikiski refinery is
in the best interests of the state. Furthermore, the sale as described above will maximize benefits
to the citizens of Alaska. [ find the following:

1. The state is now highly dependent on oil revenue and will continue to depend on oil



revenues in (he future. The price term of the sale protects the state's interest by ensuring
that revenues from this sale will likely exceed the in-value alternative.

2. There are local and regional economic benefits to be derived from the continued
operation and expansion of the Nikiski refinery. While the proposed contract may
increase the financial viability of the refinery, the extent to which these benefits can be
ascribed to the proposed contract cannot be predicted.

3. Asdescribed above, Tesoro is an important competitor in the market of refined
petroleum products. Vigorous competition in fuel sales in the state may provide for
lower consumer product prices.

4. Tesoro provides high-wagc jobs to 189 people in the Kcnai Peninsula Borough and
another 363 people statewide. It is one of the largest private sector employers in a
region where unemployment rates often exceed state averages. Both the Kenali
Peninsula Borough and the state receive revenues from Tesoro as property taxes and
corporate income and excise taxes.

5. Any environmental ctfccts will result from the continued operation of the Nikiski
refinery, not from the proposed sale. The sale itself will have no incremental effect.
Waterborne movements of ANS through the Cook Inlet will occur with or without the
sale (though waterborne movements of residual oil will be reduced with the completion
of the refinery expansion). Improvements at the refinery will operate only under air
quality permits issued by the ADEC which has a process for assessing the effects of the
projects.

6. To the extent that the sale helps provide a consistent and economic supply of crude oil
to the refinery, the sale will contribute to ongoing economic stability in the Kcnai
Peninsula region and maintain a healthy competitor in the in-state market for refined
petroleum products.

Criteria Weights According to 12AAC 03.060ih). In considering the criteria described in AS
38.05.183(e), the Commissioner will state which criteria apply to the proposed disposition and
discuss the weight given to the applicable criteria in determining the maxim ini benefit to the
stale..."

In making this finding, the department first determined that the state would not lower the total oil
revenue, including royalties and severance taxs. due the state by making a disposal to Tesoro.

The department next looked at whether the disposal would contribute to robust competition in the
in-statc refining industry and the extent to which that would lead to lower product prices. Finally,
the department examined "he criteria to determine that the state would not create any
unacceptable cnvironmen  or social impacts

Royalty Board This finding and determination will be submitted to the Royalty Board in
compliance with AS 38.05.183(c) which requires that commissioner may not waive competitive
bidding isa sale of RIK unless prior wnttcn notice has been given to the board.



Legislative A pproval According to AS 38.06.055(c) the commissioner tnay not renew the
current one-year contract with Tesoro without the prior approval of the legislature. By statute.
The Royally Board must review the sale and submit a written recommendation to accompany a
resolution introduced in the legislature to approve the sale.

Conclusion Under the terms of the proposed contract, the state would receive a fair royalty
value for the royalty oil. while fostering in-state processing, potentially lowering product prices,
and providing attendant benefits. The satisfactory price terms, coupled with the associated
economic benefits for Alaska citizens, supports the decision to waive competitive bidding.

The foregoing facts and analysis support the finding that this disposal is in the best interest of the
state and that it maximizes the benefits to Alaska citizens.



Appendix A: AS 38.05.183(e), AS 38.06.055, and AS 38.06.070(a)

AS 38.05.183(e). When asale, exchange or olhcr disposal of od or gas taken in kind by the state
as its royalty share, or a sale, exchange or other disposal in whole or in part of a right to receive
future royalty oil or gas, under a state lease under this chapter is made other than by competitive
bid, the sale, exchange or other disposal shall be awarded by the commissioner to the prospective
buyr I Whose proposal offers the maximum benefits to citizens of the state. The commissioner
shall consider:

(1) the cash value offered;

(2) the projected effects of the sale, exchange crolhcr disposal on the economy of the
state;

(3) the projected benefits of refining or processing the oil or gas in the stale;

(4) the ability of the prospective buyer to provide refined products or by-products for
distribution and sale in the state with price or supply benefits to the citizens of the
state: and

(5) the criteria listed in AS 38.06.070(a).

AS 38.06.055. Legislative approval, (a) Inaddition to the recommendation by the board
required under AS 38.06.050. the commissioner of natural resources may not enter into a sale,
exchange, or other disposition of oil or gas or of the rights or waiver of the rights to receive
future production of royalty oil or gas under AS 38.05.183 without the prior approval of the
legislature. The legislature may approve a sale, exchange, or other disposition of oil or gas or of
the rights or of a waiver of the rights to receive future production of royalty oil or gas only by
enacting legislation, (b) The provisions of (a) of this section do not apply to
(1) the sale, exchange, or olhcr disposition of oil or gas for one year or less if the sale,
exchange, orolhcr disposition is cntercl into to relieve storage or market conditions;
(2) contracts for the sale of staic-ow ncd royalty gas or oil that specify the sale and
delivery of not more than
(A) 400 bancls of crude oil per day;
(B) 460 barrels of natural gas liquids per day; and
(C) 2.400 Mcfof natural gas per day.
(c) A sale, exchange, or other disposition of oil or gas under (b)( 1) o f this section may not be
continued after the end of one year or renewed with the same party without the pnor approval of
the legislature under (a) of this section. This subsection docs not apply to a sequential
competitively bid sale of oil or gas made with the same party under (b)( 1) of this section.



AS 38.06.070. Criteria, (a) In the exercise ol its powers under AS 38.06.040(a) and 38.06.050
the board shall consider

Y
2)

the revenue needs and projected fiscal condition of the state:

the existence and extent of present and projected local and regional needs for oil and
gas products and by-products, the effect of state or federal commodity allocation
requirements which might be applicable to those products and by-products, and the
priorities among competing needs;

the desirability of localized capital investment, increased payroll, secondary
development and other possible effects of the sale, exchange or other disposition of
oil and gas or both;

the projected social impacts of the transaction;

the projected additional costs and responsibilities which could be imposed on the state
and affected political subdivisions by development related to the transaction:

the existence of specific local or regional labor or consumption markets or both which
should be met by the transaction:

the projected positive and negative environmental effects related to the trai saction:
and

the projected effects of the proposed transaction upon existing private commercial
enterprise and patterns of investments.
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17 Lesseel means any person owning a working interest in any o f the Leases.

18 Month ' means the period beginning at 12:01 a.m.. Alaska Standard Time,
on the first Day of the calendar Month and ending at the same time on the tirst Day of the next
Mijccccdmg calendar Montn.,

19 Oi* means the same as the word "oil" under the Leases and the Unit
Agreement, except where inconsistent with Articles 2.1(b) and 2.2 of this Agreement, in which ease
Articles 2.1(b) and 2.2 shall control. For purposes of this Agreement. Qil" shall also include natural
gas liquids ( "NGLs ).

1,10 Pointof Delivers shall have the meaning set out in Article 2.6.

[l Royalty Oil" means the Qil which the .state may take in-kind (in amount) as
iLs royally under the leases whether or not (lie State has elected to take or is taking that royalty in-
kind except as provided in Article 2.1(h).

112 Royalty Settlement Agreement" means the written royalty settlement
agreements between the State and Exxon Corporation ( Exxon idated I>eccmber 31, 1991,

113 Rovalrv Value' means the royalty value of all liquid hydrocarbons from the
Prudhoe Bay Unit or the Prudhoe Bay Unit initial Participating Areas as provided in Article 2.1(b)
calculated in accordance with the Royalty Settlement Agreement for West Coast placements as
explained in Article 2.3.

.U TAPS" meansthe Trans Alaska Pipeline System.

115  Unit Agreement' means the Prudhoe Bay Unit Agreement effective Apnl 1.

1977, by and between the Lessees and the State, as amended from lime to time
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AGREEMENT FOR THE SALE AND
PURCHASE OF ROYALTY!OIL

THIS AGREEMENT is effective as o f , 1995 by and between the State of

Alaska <Statel and Tesoro Alaska Petroleum Company, a Delaware corporation with its principal
offices located at 3230 C Street. Anchorage. Alaska 99503 and Tesoro Petroleum Corporation, a

Delaware corporation with its principal offices located at 8700 Tesoro Drive, San Antonio. Texas

78217 (collectively Tesoro).

ARTICLE |
PEPINmMOSS
As used in this Agreement, the following terms shall have the following respective meanings:

11 Commissioner * means the Commissioner of the Alaska Department of
Natural Resources or his designee.

12 Daily Royalty Oil ' means the quantity of Royalty Qil produced by the
Lessees from the Prudhoe Bay Unit Area in a Day except as provided in Article 2.1(h).

13 Day" means a period of twenty-four (24) consecutive hours, beginning at
12.01 am .. Alaska Standard Time.

14 Effective Date' shall have the meaning set out in Article VI.

15  Held Cost /Agreement  means the Prudhoe Bay Royalty Settlement

Agreement effective Apnl . 1980,

16 Leases* means the Oil and Gas leases which are subject to the terms of the

Prudhoe Bay Unit Agreement.
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If the Slate undcrlifts or stores Royally Qil ai ihc Prudhoe Bay Unit, or if ihc Stale
rccoveis underlined or stored Royalty Oil. the quantity of Oil tendered under this Agreement shall be
calculated as if no Royalty Qil were underlined or stored or recovered.

2.1(b) Initial Participating Areas Quantity The State may choose, in its sole
discretion, to sell to Tesoro. and Tesoro agrees to buy from the stale, oil that is produced solely from
the initial Participating Areas of the Prudhoe Bay Unit, as defined in the Unit Agreement, rather than
from all participating areas and Leases within the Prudhoe Bay Unit. If the State so elects, the
Maximum Quantity of Qil shall equal 35.2 percent of the Royalty Oil produced from the initial
Participating Areas in a Day. If the State so elects, the terms Daily Royalty Qil. Qil. and Royalty Qil

shall have the same meaning set forth in Article | as limited in this article.

2.2 Quality. The Qil sold shall be the same quality as the Royalty Oil delivered

by the ljcvsces to the State at the Point of Delivery from the Prudhoe Bay Unit Area. The quality of
the Oil sold may vary from time to time. The State disclaims, and Tesoro waives, any guarantee,
representation, or warranty, either expressed or implied, of merchantability, fitness for use, or
NUitability for any particular use or purpose, or otherwise, of any of the Oil delivered under this
Agreement or as to any specific, average, or overall quality or characteristic of Oil to be sold or
tendered under this Agreement. Tcsoco expressly waives any claim that any liquid hydrocarbons
m~dc available to the State by the lessees, including such substances as crude oil, condensate, natural
gas liquids, or return oil from the Prudhoe Bay Unit Crude Qil Topping Plant, that may be blended
with crude by the Lessees before the Point of Delivery and tendered as a common stream by the

Levscces to the State as Royally Oil arc not Qil. for purposes of this Agreement,

CN«0O»1 4
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ARTICLE II
SALE OF ROYALTY OIL

21 Qttanmy.

2.1(a) Pmdhoc Bav Unit Quantity. The State agrees to sell to Tesoro and
Tesoro agrees to buy from the State that amount ol Oil equal to 30.0 percent of the Daily Royalty Oil
(Maximum Quantity). At any time upon six months and ten days written notice. Tesoro may: (1)
Jecrca.sc the Maximum Quantity; or (2) terminate this Agreement, in which ease Tesoro shall not
make any payments as described in Article 2.11

Subject to the lim.tations in this article. Tesoro may temporarily decrease or increase
the amount of Oil to be tendered, but not the Maximum Quantity provided in this article. To increase
or decrease the amount of Qil to be tendered. Tesoro must give the State at least six Months and ten
Days written notir. If. however, the increase or decrease is less than ten percent of Tcsoro's then
current in-kind nomination. Tesoro must give at least one hundred Days written notice. In addition.
the new tendering will take effect on the first Day of the Montn after the applicable notice pcnod
expires.

The volume of Daily, Royalty Oil available to the State will van) and may be
interrupted from time to time, and depends upon a variety of factors including the rate of production
from the leases. Tire State disclaims and Tesoro waives any representation, covenant or warranty.
expressed or implied, that a specific quantity or the total or daily, monthly, average, or aggregate
soluinc of Royalty Oil will be sold or tendered under this Agreement. The State warrants that it has

good title to the Oil tendered under this Agreement

DNRDrtft 0V21'9S9!0AM
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2.3 Price of the Royalty Oil. The price each Month tor Qil purchased under this
Agreement shall tic the Royalty Value tor that Month of Oil delivered to the West Coast by Exxon
from the Prudhoe Bay Unit production. The Royalty Value shall be determined according to the
Royalty Value calculation stated in Article 3.2 ¢) of us Royalty Settlement Agreement, except that the

Average Valdez Netback shall lie the West Coast Valdez Netback. Exhibit A is an illustrative
calculation of the price if Tesoro had purchased Oil during the Month of January. 1995,

If any applicable law of the United States of America or any rule or regulation
promulgated by a federal agency will, in the sole judgment of the State, operate to prohibit or prevent
the State from receiving the full amount due under the above provision. Tcsoro's obligation to pay the
amount of the purchase pncc inexcess of the amount pemuttcd will be suspended or adjusted to the
minimum extent required for the State to comply with that law. rule or regulation.

24 RcQtmrs-

2.4(a) Export Ban Rcopencr. Neither Tesoro nor the State shall have the
right to reopen this Agreement, unless the export ban on Alaska North Slope crude now in effect is
lifted. Anytime alter the export ban is lifted, either Tesoro or the Slate may reopen this Agreement
for purchase pncc only, by giving the other party one month's pnor wnttcn nonce. Upon issuance
and receipt of a notice to reopen, Tesoro and the State will promptly commence good faith
negotiations in an attempt to establish a new purchase pncc. If Tesoro and the State cannot agree on a
price within three months after the written notice to reopen, either Tesoro or the State may terminate
this Agreement upon nine months wnttcn notice lo the oilier. Hie purchase price for Oil tendered

during any period pendin*. termination shall be the price in effect immediately before giving the
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notice of intent to reopen. If a new purchase price is agreed to hv Tesoro and the State, the new price
shall be effective for Oil delivered in the month following the Agreement.

2.4(b) Royally Settlement Agreement Rcopcncr. Tesoro shall not intervene
or otherwise participate in any way regarding litigation, styled ANS Royalty Litigation. Case No. I-
JLU'-77-K47. any future royally settlement agreements with the Lessees, or reopcners or other
discussions under or pertaining to royalty settlement agreements. Any judgment resulting from the
ANS Royalty Litigation, any future royalty settlement agreements, or any rcopcncr under the Royalty
Settlement Agreement shall be conclusively binding upon Tesoro whether or not Tesoro agrees with
or consents to the terms of any such judgment, settlement, or rcopcncr. Furthermore. Tesoro has no
independent right to invoke any of the provisions of the Royally Settlement Agreement. If the
Royalty Value is modified in the future as a result of a modification of the Royalty Settlement
Agreement, a corresponding retroactive modification will be made to the price term of this
Agreement and interest will apply to the modification, whether resulting in an overpayment or
underpayment, as set forth in Article 5.6. Tc.airo agrees to be conclusively bound by any such
modification agreed to by the State and Exxon.

Nevertheless, due to potential unpredictable increased costs to Tesoro posed by any
changes to Article Il of the Royalty Settlement Agreement and/or any changes made under the
rcopencr procedures of Article IV of the Royalty Settlement Agreement, the State shall give Tesoro
notice of such changes or a Notice of Rcopcncr initiated by Exxon or the State. Such notice shall
include informalUon on the nature o f such changes and/or tlie rcopcncr, the requested effective date of

any such changes or proposed changes, and the position taken by Exxon and tlie State  Any changes
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and/or Rcopcncr action under the Royalty Settlement Agreement will give Tesoro the right to
terminate this contract upon six Months and ten Days written notice to the State.

2.5 Point and Time of Delivers’. Simultaneously with receipt of its Royalty Oil
from its Lessees, the Slate si.JI tender the Qil to Tesoro where the State receives the Royalty Oil
from its Lessee;.. That point presently agreed to by the State and its Lessees in Article 2.3 of the Field
Cost Agreement is the TAPS Pump Station No. | Prudhoe Hay Custody Transfer meter ( Transfer
Meter").

2.6 Passage of Title and Risk of Loss. Title and risk of loss to the Qil sold under
this Agreement shall pass from the State to Tesoro for all purposes when the State tenders the Oil at
ihc Point of Delivery.

2.7 Tcsoro s Responsibility. Tesoro shall he responsible for the Qil alter passage
of title  Tesoro will indemnify and hold the State harmless from and against any and all claims, costs.
damages (including reasonably foreseeable consequential damages), expenses, or causes of action
arising from or in connection with any transaction or event which relates to the Qil alter title has
passed to Tesoro.

2.8 Transportation Arrangcments Tesoro shall make all necessary arrangements
for transporting the Oil sold under this Agreement from the Point of Dclis-ery. including satisfaction
of line fill obligations and storage tank bottom requirements of the TAPS, if any. If requested by the
State. Tesoro shall submit specific information concerning its arrangement for transportation of the
QOil sold under this Agreement through and away from the TAPS and for the resale or other disposal
of the Oil. Such information may include die specific tenders of Oil made to tlie TAPS and

identification of tankers, if any. which will transport tlie Qil. In addition, Tesoro will provide the
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State, if requested by the State, with satisfactory evidence or reasonable assurance of tlie existence
and continuing validity o f adequate arrangements for the transportation or dispc Jof the Oil subject
to this Agreement. Failure to provide information, evidence, or assurances requested will, at the
State's election by notice to Tesoro. be a material default under this Agreement,

2.9 Absolute Obligations. The obligations of Tesoro to accept, pay for. and
arrange for the transportation of the Oil tendered or sold under this Agreement arc absolute and will
not be excused or discharged by the operation of any disability of Tesoro. event of force majcurc.
impracticability or performance, change in conditions, or any olhcr reason or cause.

2.10  Pate of First Delivery  The date of First Delivery will be the first Day of
January 1. 1996.

211 Performance Guaranty and Reservation Fee. If Tesoro docs not take the
Maximum Quantity. Tesoro shall pay to the State, in addition to the purchase pncc on the actual
quanuty taken, an amount equal to .75 percent of the purchase pncc per barrel per Day on the
difference between the Maximum Quantity and tlie actual quantity tendered to and accepted by
Tesoro for each Day Tesoro docs not take tlie Maximum Quantity.

2,12 In-State Processing. Tesoro agrees to use best efforts to insure that any and all
of the Royalty Qil tendered under this Agreement will be processed through Tesoro's refinery near
Nikiski. Alaska, or will be exchanged for other erode oil which shall be processed at that refinery.
"Process ' mean* the manufacture of refined petroleum products. In no event, however, shall the
quantity of Royalty Oil. which must be processed. be less than 80 percent of the volume of Royalty
QOil tendered under this Agreement. "Exchange means: 11) direct trades of equal volumes of erode

oil; (2) trades of erode oil involving either cash or volume adjustments, Or both, provided that those
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adjustments relate solely to quality or location differences: (3)*scqucntial transactions in which Tesoro
receives back crude oil from a party other than the party which receives the Royally Oil in a trade
from Tesoro; or (4) matching purchases and sales of crude oil, The terms under which Tesoro
receives crude oil in any exchange shall not differ in any significant term from the terms under which
Tesoro delivered Royalty Oil except for terms which adjust for differences in quality and location.
Tesoro agrees that any trade or exchange shall not reduce the price to he paid to the State and that
trades or exchanges shall be at no cost or expense to the State.

Tesoro's obligation to process Royalty Oil or exchanged oil in-State may only be
suspended or excused under the provisions of Articles VIl and XI.

The State may. in its sole discretion, waive the in-Statc processing requirement in
whole or in part, if State is satisfied that Tesoro is using its best efforts to process the Royalty Oil
tendered or the oil exchanged for Royalty Oil tendered under this Agreement at Tesoro's Alaska
refinery and that the waiver would not be contrary to the underlying intent of the other provisions of

this Agreement.
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ARTICLE Il
REPRESENTANQNMND-0IILIOATI0NS OF-EESORQ

Tesoro warrants, represents, and agrees:

3.1 Q»AH]AUIdiniUlld.Duf”U'lignZUUon- Tesoro is. and at all times during the
operation of this Agreement shall remain, a corporation organized and existing under and by virtue of
the laws of the United States or of any State, territory or the District of Columbia, and qualified to do
business in. and in good standing with, the State of Alaska. Tesoro has all necessary corporate power
to enter into this Agreement and to perform the covenants and obligation under this Agreement. All
necessary corporate action has been taken to authorize Tesoro to enter into this Agreement and
perform its covenants and obligations under this Agreement.

3.2 financial Condition. Tlie financial information submitted to the State is
complete and correct and fairly presents Tesoro's financial condition when the information was
submitted to the Slate. The financial information was prepared in accordance with generally accepted
accounting principles consistently applied. Since the date the information was submitted, the
condition, business, and properties of Tesoro have not been materially adversely affected in any way.
Tesoro agrees to inform the State immediately if there is any material adverse change in its condition,
husiness. or properties which may have an appreciable adverse effect on its ability to perform under
this Agreement. Tesoro. in addition, will immediately inform the State of any significant change in
ownership of Tesoro. affiliates, parent company, and of any change in Tesoro's operations or
Agreements, which may appreciably affect Tesoro's performance under this Agreement.

3.3 Financial Statements. As soon as possible after the end of the fiscal year of

Tesoro. and in any event within one hundred twenty Days thereafter. Tesoro will furnish to the State.
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1 at Tesoro's sole cost and expense, a report or a complete copy of a report in a form to be prescribed

~

from time to time by the State which will include Tesoro's balance sheet as of the close of the fiscal
3 year and the income statement for that year, prepared in each case in accordance with generally

accepted accounting principles consistently applied by certified public accountants of recognized

=

standing. For purposes of complying with this article. Tesoro may submit, and the State will accept,
5 the annual report of Tesoro Petroleum Corporation filed with the United States Securities and

Exchange Commission pursuant to Sec. 13 or 15 (d) of the Security Exchange Act of 1934,

S
9 ARTICLE IV
10 MEASUREMENTS AND TESTS
11 The quantity and quality of Oil sold under this Agreement shall be determined at the
12 Point of Delivery. Procedures and methods for measuring and metering the Oil sold under this
13 Agreement shall be in accordance with the practices then in effect in the Prudhoe Bay Unit.
14
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PAYMENTS AND ACCOUNTING

5.1 Initial Billing. The State will semi to Tesoro, on or before the tenth business
Day of each Month after delivery of Qil. an invoice statement of account of all Oil estimated to have
been measured at the Transfer Meter and tendered to Tesoro under this Agreement during the
iImmediately preceding Month according to the best information available to the State, the estimated
purchase price applicable to those deliveries, and the total amount due (Initial Billing Invoice). The
estimates will be made by the State according to the best information reasonably available to the
State. The State may render its Initial Billing Invoice to Tesoro based in part upon information
reported by the Lessees to the State, information published by the U.S. Government, and information
published in Platt's Oilgram Price Report or any other publicly available report. The State shall
thereafter adjust its Initial Billing Invoice under this article as soon its more accurate information
concerning the quantity and purchase price of Qil delivered each Month is available. The State,
however, shall not be required to adjust the Initial Billing Invoice before the sending of the next
Month's invoice statement of account.

5.2 Initial Adjustment. After the Initial Billing Invoice under Article 5.1, the next
Monthly invoice will also state the States initial adjustments, plus interest, to be made, if any, to the
Initial Billing Invoice rendered in the immediately preceding Month, in accordance with any
additional or more accurate information which may have become available to the Stale ( "Initial
Adjustment Invoice "). Whether or not initial adjustments arc made, however, subsequent adjustments

may be made under Article 5.5,
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53  Subsequent Adjustments. Tesoro acknowledges that after the Initial Billing
and Initial Adjustment Invoices, more accurate information concerning the quantity of or purchase
price for Royalty Oil tendered may become available to the State. If any such information should
later become available to the State, it shall furnish a corrected invoice statement of account to Tesoro
1"Subsequent Adjustment Invoice") and the State will adjust the amount previously billed; and Tesoro
will pay, or the State will credit or refund, the amount of any Subsequent Adjustment Invoice plus
interest. If the State should render a Subsequent Adjustment Invoice to Tesoro, any amount to be
credited or refunded from (he State to Tesoro or paid by Tesoro to the State will be refunded or paid
within thirty Days after the date of the Subsequent Adjustment Invoice.
The panics recognize that subsequent adjustments may be necessary after Decernbcr
31. 1998, and. accordingly, the provisions of Article v will survive any termination of this
Agreement. Any Subsequent Adjustment Invoice rendered more than six years after the date of
delivery will bear interest for only six years from the date accrued as defined in Article 5.5. This
limitation on interest docs not apply to Subsequent Adjustment Invoices resulting from: (1)
regulatory, reopener or court proceeding (including appeals) commenced during the six year period
whether or not the Tesoro or the Slate is a party and (2) bona fide audits by the State of Exxon
commenced dunng the six year period.
5.4  Payment. Tesoro will pay the Initial Billing Invoice on the third business Day
of the month following delivery or within three business Days after the date o f the invoice whichever
is later, and the Initial Adjustment Invoice within three business Days of the date of the invoice and

on any Subsequent Adjustment Invoice within 30 Days of the date of the invoice. Payment shall be
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made without any deduction, sc', off. or withholding, by wire'transfer of immediately available funds

to the State's account at the following address;
State Street Bank & Trust Company

Boston. Massachusetts
ABA #011000028

Forr.'edit to he State of Alaska
General Investment Fund. AY 0l
Account #00657189
Attn: Kim Chan. Ihiblic Funds
Payment may be made in such other manner or to such other address as the State may
specify in the invoice statement of account or by other written notice. All other payments to be made
under this Agreement shall be paid in the same manner. |f payment isdue on a Saturday. Sunday, or
legal holiday of the place where payment is to be received, payment shall be made on the next
following business Day. It is recognized that the State may bill, and that Tesoro will pay, amounts
that arc based upon confidential information held or received by the State. If confidential information
Is used as the basis for a billing, then the State will furnish Tesoro. upon its request, with the certified
statement of the Commissioner that the amounts billed arc correct based upon the best information
available to the State. If a dispute concerning a bill arises. Tesoro agrees to nay the full amount billed
by the State, except for obvious clerical mistakes, pending final resolution of the dispute.
55  Interest. Tlie Amount of all sums, which arc not paid when due under this
Agreement or which arc later determined to be due as an adjustment, shall bear interest from the date
accrued until paid in full at the rate as provided in AS 38.05.135(d) eras that statutory provision may
later be amended. Currently, that interest rate in a calendar quarter is at the rate of five percentage

points above the annual rate charged member banks lor advances by tlie 12th Federal Reserve District

as0f the first Day of that calendar quarter, or at the annual rale of 11 percent, whichever is greater.
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compounded quarterly as ol' ihc las( Day of that quarter. The*term “dale accrued" means the daie ol
the “Initial Billing plus three business Days." Interest shall apply to both adjustments lor
overpayments and underpayments.
The following illustrates from what date interest will run:
January 1-31, 1996 - Tesoro takes 1996 January production:
February 9, 1996 - State sends Tesoro the Initial Billing Invoice for 1996 January
production;
February 14. 1996 (initial Billing plus three business Days) — Tesoro must pay the
Initial Billing Invoice for January 1996 production.If Tesoro docs not pay on
this day, the Initial Billing Invoice hears interest from this date plusa late
payment penalty.
March 8. 1996 -- State sends Tesoro the Initial Adjustment Invoice for January 1996
production. Tesoro owes the State an additional sum.
March 13. 1996 -- Tesoro must pay the Initial Adjustment Invoice plus interest from
February 14. 1996 throught the payment date.
January 10. 1997 -- State sends Tesoro a Subsequent Adjustment Invoice for January
1996 production. Tesoro is entitled to a credit.  State pays interest from
February 14, 1996 through January 10. 1997.
April 10. 2006 - The State is notified by Exxon that, due to a clencal error, it has

revised the Royalty Value for January 1996.
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April 17, 2(X)6 - State sends Tesoro another Subsequent Adjustment Invoice for
January 199b production after Exxon a reports a clerical error in its
calculation of the Royalty Value. Tesoro owes the State an additional sum.
May 17, 2(X)6 -- Tesoro must pay the Subsequent Adjustment Invoice for January
1996 production plus interest from calculated Ecbruary 14. [(>% through
February 14. 2(X)2. If Tesoro docs not pay the Subsequent Adjustment
Invoice on this date, interest will u crue from February 14. 1996 through the
date the payment is made and Tesoro must also pay a late payment penalty.
November 10. 2006 - Court settles dispute between the TAPS earners and shippers;
Carncrs are awarded a higher tariff for January 1996.

November 30. 2006 -- State sends Tesoro a Subsequent Adjustment Invoice. Tesoro
is entitled to a refund which includes interest calculated from February 14.
1996 through November 30. 2006.

5.6  Late Payment Penalty. If Tesoro fails to make a full payment within three
business days of the date of either an Initial Billing Invoice or Initial Adjustment Invoice, or within
thirty Days of the date of any Subsequent Adjustment Invoice, then ir, addition to the amount due
plus interest from the date accrued until the date of actual payment. Tesoro will pay an amount equal
to five percent of the principal payment due as a late payment penalty.

57  Payment to Lessee. At the request of the State in the invoice statement of
account or otherwise in writing. Tesoro shall pay all or any portion designated by the State of that
payment required to be made to one or more of the Lessees at an address or addresses and in the

manner designated by the State. The payment will he made within the time limit specified in
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Article V, The Slate may authorize and designate a third party to make the request and designate the
amount, manner and place of payment under this provision. Unless otherwise specified, the balance
ol the payment due. if any, and payment for subsequent Months, shall be made in accordance with

Article V.
5.5 Payment to Third Parties. The State may direct that Tesoro pay any ar

due or which may become due directly to a third p.iny in a manner and time as may be directed by
the State in wnttcn notice to Tesoro if. in the State's sole discretion, the payment to the third party

will assist the State in monitoring or enforcing this Agreement.

ARTICLE VI
TERM
This Agreement shall become effective upon execution by the panics. The State's
obligation to sell and Tcsoro’s obligation to buy Royalty Oil becomes effectiveimmediately.
Deliveries under this Agreement shall begin on January 1. 1996, and shall end December 31. 1998

The provisions of Article V shall survive the termination of this Agreement.

ARTICLE VO
DEFAULT OR TERMINATION

7.1 Default. If any one or more of the following events ( "Events of Default ")
occur. liven the Stale, at the its sole option, may terminate or suspend its obligation to tender and sell

QOil and exercise any one or more of the rights and remedies provided in this Agreement;
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At any lime. Tesoro (a) repudiates any of its covenants or obligations
under this Agreement, or (b) ails, within five Days, after written
request from the State to provide the State with wnttcn affirmation of
this Agreement and of Tesoro's intention to perform under this
Agreement (together with evidence or assurances of transportation
arrangement pursuant to Article 2.8 reasonably satisfactory to Ihc
State);

Tesoro docs not pay in lull any sum owed under this Agreement at the
time when payment is due;

Tesoro fails to observe or perform .my of its olhcr covenants and
obligations under Article I1;

Tesoro docs not perform .my act required or contemplated under this
Agreement and: ia) the non-performance cannot be cured; (b) the
nonperformance continues for more than thirty Days alter tlie State
lias notified Tesoro of ils nonperformance; or (c) Tesoro nas failed to
perform the same or any other act required or contemplated under this
Agreement;

There is a material adverse change in Tesoro's condition, business, or
property which may appreciably affect its ability to perform any of its
obligations under this Agreement and Tesoro is unable or unwilling to
give the State adequate assurance of continued performance cither

within five Days of a request for such an assurance or within such

18
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other shorter time period 0> the State may request under the
circumstances:

tvi»  Any representation or warranty made by Tesoro in this Agreement
was materially talsc or incorrect when made: or

(\ii) ~ Tesoro's failure or inability for any reason (including reasons beyond
Tesoro's control) to maintain the Security desc.ibcd in Article XV,
notwithstanding Tesoro's continuing willingness and ability to
perform its other obligations and covenants under the Agreement.

72 Failure to Pay Debts If Tesoro becomes unable to pay any of its ilebls when
due. or should otherwise become insolvent (regardless Ivow that insolvency may he evidenced).
Tesoro will immediately give written notice of tlut fact to tlie State  Whether that notice is given, if
Tesoro becomes unable to pay any of its debts when due or should otherwise become insolvent, tlie
State s obligation to tender and sell Oil wtll automatically and immediately terminate without any
requirement of notice or other action bv the State; however. Tesoro will nevertheless be and remain
liable for payment and performance of all of its obligations and covenants under this Agreement
regarding Qil actually tendered by the State to and after any such termination  Within thirty Days
after receipt of Tesoros notice or. if no notice is given, after the State otherwise becomes aware (as
determined in the State s *>Je discretioni of Tesoro's insolvency, the State will fuse tlie nght. upon
wnttrn notice to Tesoro. to remstoie all of the States and Tesoro's obligations under ims Agreement
leinuctiscly to the date of termination

73 StalesRemedies If any Kvent of Default occurs or if the State s obligation to

tender and *11 Oil under this Agreement is terminated or Mispendcd. .ill of Tesoro's obligations
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accrued but not otherwise due and payable under this Agreement will immediately be due and
payable in full. In addition. Tesoro will indemnify and hold the State harmless from and against all
other liability, damages (including reasonably foreseeable consequential damages), costs, losses and
expenses (including reasonable attorney's fees and disbursements) incurred by the State and arising
out of the Event of Default, termination, or suspension. The State shall have the right cumulatively to
exercise any and all other rights and remedies and to obtain all other relief available under applicable
law or at equity, including mandatory injunction and specific performance.

Additionally, in its sole discretion, tlie Slate, upon occurrence of any Event of
Default: 11) may dispose to third panics .uiy or all Royalty Oil to he tendered and sold under this
Agreement and (2) may release Tesoro from the in-state processing obligations set forth in Article
2.12 until the Event of Default no longer exists or tlie obligation of Tesoro to take Oil under this
Agreement expires. If tlx; State disposes of Qil to third parties, or if Tesoro is released from Article
2.12. whether or not this Agreement is terminated. Tesoro will nevertheless remain liable for the
difference between the purchase pncc for that Oil under this Agreement and tlx: pnee received by tlx:
State by disposition, including all of the expenses (including reasonable attorneys fees and costs), and

losses incurred by the Stale arising out of the Event of Default or disposition.

1.4 Tesoro's Exclusive Remedies. Upon any breach of. or default in performance

of any of the State's covenants or obligations under this Agreement. Tesoro agrees that its remedies
will not include a temporary restraining order or preliminary injunction preventing the State from

taking any action regarding the Royalty Oil which is the subject of this Agreement
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DISPOSITION OK OH,

8.1 Disposition ol Oil Upon Default or Termination. Tesoro recognizes that the
State may he required to give up to six Months notice to the Lessees (or ninety Days if the amount of
increase or decrease is less than ten percent of the then current nominations or mainc transportation is
available) to increase or decrease the amount of Daily Royalty Oil to be taken in-kind. Tesoro agrees
that the State's electing to invoke its rights to return to t.iking its Royalty Oil in-value on less than six
Month's prior notice, or to attempt to secure a waiver of any condition or requirement, is at the State's
Mile discretion. Notwithstanding termination of this Agreement for any reason. Tesoro shall continue
to take and purchase the States Royalty Oil in the amount and for the pncc set forth in this
Agreement for up to six Months following termination if the State.»i its sole discretion, mi requires.

8.2 Inability to Receive Oil. If for any reason. Tesoro is unable or refuses to
accept or receive any Oil tendered under this Agreement. Tesoro shall nevertheless be and remain
responsible for the disposal of that Oil and for paying tlie State for the Oil as though it had been
received and accepted by Icsoro unless the State, in its sole discretion, elects to waive this
requirement. To secure Tesoro's obligations under Article 8 2 and Article 2.9. Tesoro shall, if tlie
State requests, assign or otherwise transfer to the State or ils designee all if part nght. title and interest
of Tesoro under any nominations. Leases, agreements, contracts, charter parties and other
arrangements for the transportation of the Qil v>Id under this Agreement through and away from the
TAPS, provided, that the Slate shall not have any liability or obligations under any such nominations,

(.eases, agreements, contracts, charter parties or other arrangement unless, and to the extent that, the
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State shall actually exercise its rights to succeed to Tesoro's interest under them and shall obtain the

benefits of them.

8.3 No Right to Storage or L'ndcrlitt. Tesoro waives and disclaims any interest or

nght that it may assert to storage of Royalty Oil. including by underlift or other means, to which the

State is or may become to be entitled under the Leases or any other agreement.

ARTICLE IX
WAIVER
Tlie failure of either pans to insist upon strict performance of any provision of this
Agreement shall not constitute a waiver of. or estoppel agatast. asserting the nght to require that
performance in the future. A waiver or estoppel in any one instance shall not constitute a waiver or
estoppel with respect to a later breach of a similar nature or otherwise. A course of performance
established by a party shall also not estop tlie other party from complaining of a later breach similar in

nature.

ARTICLE X
y.vuim
If any provision or clause of this Agreement or application of this Agreement is held
invalid that invalidity shall not affect other provisions or application of this Agreement which can be
given effect without the invalid provision or application. If. however, an invalidity should operate to
impair any material nght or remedy of a party to this Agreement, that party may terminate this

Agreement by notice to the oilier.
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ARTICLE Xl

W W F "NAJKU<Kj\ND CHANGE iMCflyniTO M

Il I liffcct of Force Maicurc. Except lor Tesoro's obligations to pay lor Oil
lendered and lo accept and dispose of Royalty Oil. neither party shall be liable for any failure to
perform when performance is prevented, in whole or in substantial part, by force rnajcurc after good
laith efforts to perform. The term force rnajcurc' shall mean an event or condition not within the
reasonable control of the party claiming the benefit of this excuse. If. however, any material
obligation of Tesoro is excused or suspended by a force maicurc for sixty successive Days or more,
the Stale will have the nght to terminate this Agreement. Before the Slate exercises us nght to
terminate. Tesoro and the Slate shall in good faith negotiate to restore the benefits and obligations of
the force rnajcurc condition.

11.2 Responsibility. If a party believes that force rnajcurc has occurred, the party
*hall immediately notify the other party of its claim of force rnajcurc. If force rnajcurc occurs, that
ix'cuncncc shall, so far as possible, be remedied with reasonable diligence. Except for Tesoro's
obligations to pay for Oil tendered and to accept and dispose of Oil. tlie disabled party's obligations to
perform that arc affected by the force rnajcurc shall he suspended from the time that notification

»vceurs until the disability should have been remedied with reasonable diligence, and for no longer.
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ARTICLE XII  *
NOTICES
12.1 Method. All notices, requests, demands or statements shall he in writing, and
may he delivered personally, tclccopicd. or sent hy registered or certified United States mail, postage
prepaid, with a return receipt requested, to the pany to he notified. Notice deposited in the mad in
this manner shall be effective upon the expiration of seven Days after it is so deposited or upon the
date of receipt, whichever is earlier. Notice given in any other manner shall I* effective only if and

when received by the addressee. For the purposes of notice, the address of the parties shall lie as

follows:
If to the State: State of Alaska
Commissioner of Natural Resources
4()0 Willoughby Avenue
Juneau. Alaska 99801
and
Director. Division of Oil and Gas
P. O. Box 107034
Anchorage. Alaska 99510-0734
Telecopy Number: <907)562-3852
If to Tesoro:

Gaylon H. Simmons

Tesoro Alaska Petroleum Company
8700 Tesoro Dnvc

San Antonio. Texas 78217
Telecopy Number. <210i 283-2C

12.2 Change of Address Each party may change its address for notice by giving

wnttcn nonce of the change.
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arracee X *
RULES AND RECITATIONS
This Agreement is subject to all present and future valid laws, orders, rules and
regulations of the United Stales, the State of Alaska, and any duly constituted agency of the State of

Alaska.

arricee XIV
SOVEREIGN POWER OF THE STATE
This Agreement sh.dl not be interpreted as a limit on tlie State of Alaska's exercise of
any of its sovereign or regulatory powers, whether conferred by constitution, statute or regulation.
including, but not limited to. its regulators power over the Leaves Its exercise of any sovereign or
regulatory power will not operate or I>c deemed to enlarge .iny rights of Tesoro or to limit or impair

any obligations or liability of Tesoro under this Agreement.

ARTICLE XV
SECURITY
15.1  Letter of Credit. Seventy five Days before the Dale of First Delivery. Tesoro
shall cause to be issued and delivered to the Slate an irrevocable stand by letter of credit, with an
effective dale no Liter than the Date of First Delivery, issued for tlie benefit of the State by a State or
national Kinking institution of die United Stales (Issuerw hich is insured by ihc Federal Deposit
Insurance Corporation and has an aggregate capital .ind surplus of not less than One Hundred Million

Dollars <SI(X).()00.000). or other hanking institution acceptable to the State in its sole discretion. The

DNRD'*’ OV3ITW* 10AM o5
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principal face amount of such letter of credit shall be a sum estimated by the Commissioner, in his
sole discretion, to be equal to the aggregate purchase price for the approximate total amount of Oil to
I> tendered by the State to Tesoro during the first seventy five Days following the Date of First
Delivery. The letter of credit shall be in a form satisfactory to the Commissioner, but in any event
shall not require any documents to be submitted in support of drafts drawn against this letter of credit
other than the certified statement of the Commissioner or his designee and the Attorney General of
the State of Alaska or his designee that Tesoro is liable to the State for a sum equal to the amount of
such draft, and that sum is due and payable in full and has not been timely paid. The letter of credit
must be renewed seventy live Days before its expiration so that a letter of credit is continuously valid
for seventy five Days alter the date of the last delivery of Royalty Oil. If a replacement letter of
credit, in a form satisfactory to the Commissioner in his vile discretion, is not received seventy live
Days before the expiration of the existing letter of credit, then Teviro shall be deemed to have
materially breached this Agreement, there shall have occurred .in event of default under Article 7.1,
and all obligations of Tesoro accrued, but not otherw ise due and payable under this Agreement, will
immediately become due and payable in full.

If the State has reasonable grounds for asserting any claims against Tesoro and docs
assert those claims in an aggregate amount in excess of ihc aggregate principal face amount of the
letter of credit then in effect. Tesoro shall, upon the State's request (whether or not Tesoro may deny.
reject or otherwise resist such claims), cause ihc principal face amount to be increased by an amount
equal to the excess. Tesoro shall also automatically increase ihc principal face amount, wiihout
request from the State, whenever the lace amount is less Ihan the expected purchase pnee of seventy

five Days of Oil tenders, to an amount equal to the expected purchase price of seventy five Days of
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Oil lenders. Upon approval of the Stale in ils sole discretion. Tesoro may decrease the principal face
amount if ihc face amount is more than the expected purchase price of seventy five Days of Qil
tenders to an amount equal lo Ihc expected purchase price of seventy five Days of Oil tenders.

The letter of credit must allow drafts lo be drawn and presented to the Issuer up to and
including the 75(h Day alter the last delivery of Royalty Oil to Tesoro under this Agreement. Ihc
Commissioner may accept such other or additional security as he. in his sole discretion, considers

adequate to protect the Stale.

5.2 Reduction ol Teim. The term of the letter of credit required under Article XV

shall lie reduced from seventy live Days to sixty Days, if Tesoro ;ind ihc State can reach an agreement
regarding the transportation of Oil if Tesoro defaults under this Agreement. If the parties cannot
reach an agreement, then the letter of credit shall remain at seventy five Days or Tesoro shall have the

right, in its sole discretion, to terminate this Agreement as provided in Article 2.1.

ARTICLE XVI

PREFERENTIAL HIRING AM) NON-DISCRIMINATION
Tesoro agrees to employ Alaska residents and Alaska companies to the extent they arc
available, willing and qualified for all work performed in Alaska in connection with the Agreement.
Alaska resident" means an individual who
employment and "Alaska companies” means

place of business is in Alaska.

ONAOufl <U?1TOStIMM
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If this provision is determined to lie unconstitutional, then Tesoro agrees to employ
Alaska residents and Alaska companies to the extent such preferential hiring is determined to he

constitutional.

A R T I'C L E X V II

A PP LICABILE LA W

171  Alaska Law. This Agreement shall Ik* governed by and construed in
accordance with the laws of the Slate of Alaska.

17.2  Submission to Jurisdiction. Any legal action or proceeding arising out of or
relating lo this Agreement or for the enforcement of the covenants or obligations of either party must
be instituted in a State court of general jurisdiction sitting in the State of Alaska, and Tesoro hereby

irrevocably submits to the jurisdiction of that court in any such action or proceeding.

The purchase and sale of Royalty Oil are subject only to the warranties of the State
expressly set forth in this Agreement and the State disclaims and Tesoro waives all other warranties,

express or implied in law. whatsoever.
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ARTICLE XIX '
AMENDMENT
This Agreement may be supplemented, amended, or modified only by written

instrument duly executed by the parties.

ARTICLE XX
SUCCESSORS AND ASSIGNS
No assignment, pledge, or encumbrance of this Agreement shall be made by either
party without the written consent of the other party. The Commissioner or the Commissioner’s
designee may grant or deny such consent. Subject to the above requirements in this article, tlus
Agreement will be binding upon and inure to the benefit of each of the parties and ils successors and

permitted assignees.

ARTICLE XXI
HEADINGS
Headings used in this Agreement arc for convenience only and shall not affect its

construction.
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RECORDS

22.1 Preservation ol Records. Tesoro will preserve and maintain all books.
accounts, and records relating to or arising out of the performance of this Agreement including, but
not limited to, the purchase or sale of Royalty Qil and its refined products, for a jxiriod of no less than
six years from the date of transaction or last adjustment relating to the transaction. Tesoro will also
maintain and preserve all similar books, accounts, and records of which it has possession belonging to
those third parties with whom it contracts for the performance of various parts of this Agreement.
Neither Tesoro nor the State shall be required to retain any records for more than six years unless
retention of such records is specifically required by applicable law or regulation, or this Agreement.
Tesoro shrill either maintain its records within the State of Alaska or make such records available to
the State at Tesoro's principal office in the State of Alaska within thirty Days after written request by
the State.

22.2  Inspection of Records of Parties. Tesoro and the State will accord to each
other and to their authored agents, attorneys, and auditors during reasonable business hours access
to any and all property, records, books, documents, and indices directly related to Tcsoro’s or the
State's performance of this Agreement and which arc under the control of the party from which access
is desired so that the other party may inspect, photograph ,md make copies of that property, records,
ixwks. documents and indices. Tlie Slate shall not be required to disclose any information, data, or
records which arc required to be held confidential by State or federal law or regulation, or by

agreement. If the information obtained by the State may be held confidential under Slate or federal
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law or regulation. Tesoro may request that information be held confidential by the State and the State

will keep this information confidential.

article xxiii

INTERPRETATION OKTERMS AND CONDITIONS

Any disagreement about the meaning or application of a word, term, or condition in
this Agreement will be decided according to the dispute resolution procedure set forth in this article.
Either party may give the other written notice of a disagreement. Within 60 days after written notice.
Tesoro must present any argument and evidence supporting its view in writing to the Commissioner
for consideration. Tesoro shall not have the right to civil litigation-type discovery or a civil litigation-
type trial with the right to call or cross-examine witnesses unless granted by the Comn issioner in his
sole discretion. The Commissioner will subsequently issue a finding on the meaning or application of
the disputed word. term, or condition, setting forth the basis for the conclusions. Tesoro agrees to

accept findings by the Commissioner under this article which arc supported by substantial evidence.

ARTICLE XXIV
COUNTERPARTS
This Agreement may be executed in multiple counterparts, the panics need not sign
tlie same counterpart. Each counterpart shall tv deemed to be an original and all of which taken

together shall be one and the same instrument.
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ihc State:

Tesoro Alaska Petroleum Company:

Tesoro Petroleum Company

ONR Draft 0121-959 10AM

SIGNATURES

THE STATE OE ALASKA

Commissioner
Department of Natural Resources

Date:

TESORO ALASKA PETROLEUM COMPANY

Bv:

Its:

Date:

TESORO PETROLEUM COMPANY

By:

lls:

Date:
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ACKNOWLEDGEMENT

State of Alaska I

| SS.
Third Judicial District i
THIS IS TO CPRTIPY that on the day o f 1995. before inc.
appeared . the commissioner. Department of Natural Resources, State of Alaska; that

Ilarry A. Noah executed that document under legal authority and with knowledge of its contents; and
that this act was performed freely and voluntarily upon the premises and for the purposes stated in the

document.

Witness my hand and official seal the day and year in this agreement lirst above

written.

Notary Public in and for Alaska
My commission expires:
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ACKNOWLEDGEMENT

State o f )
) ss.
[
THIS IS TO CERTIFY that on the day o f 1996, before me.
appeared of Tesoro Alaska Petroleum Company, San Antonio. Texas; that

executed that document under legal authority and with knowledge of its
contents; and that this act was performed freely and voluntarily upon the premises and for the
purposes stated in the document.

Witness my hand and official seal the day and year in this agreement first above

written.

My commission expires:

DNROtan 0*21TO9 19 AM A
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ACKNOWLEDGMENT

Stale o f i
) SS.
>
THIS IS TO CERTIFY that on the day of 19%. before me.
appeared of Tesoro Petroleum Company, San Antonio. Texas; that

executed that document under legal authority and with knowledge of its
contents; and that this act was performed freely and voluntarily upon the premises and for the
purposes stated in the document.

Witness my hand and official seal the day .ind year in this agreement first above
written.

My commission expires:
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EXHIBIT A

CAU | IAriONQIROVAI.TV VALLE

I hLs exhibit shows tIx: mechanics of the price calculation anil data ..*urccs. Exxon's Royalty Value for
the Prudhoe Bay I nit lessees are taken from its Royalty Report. Royalty V:*luc currently is taken from
Column 11 of these reports An example calculation using the information for January 1995 and a
hypothetical RIK volume sold to Tesoro is shown below. Attached arc the Royalty Report Summaries
for the Prudhoe Bav Unit.

Exxon's Production Royalty Value Product of Volume Times
from tlie Prudhoe from Column H Rovultv Value
Bav Unit of tlie Qil
Royalty Report

Summary

Lisbumc Production 1.762.900.13 S1 1.050 S519.480.406.44
Center

Prudhoe Bay IPA X.807.215.20 SI1.110 S$97.848.160.87
Total 10.570,115.33 S1 17.328.207.31

Exxon's Royalty Value = SI 17.328.207.31 * 10.570.115.33 = $11.09999

Shoukl Article 2.1tb) apply, the Royalty Value will be calculated using the Royalty Value and
production volumes for only the initial Participating Areas

< frIKREST

Numbers in these examples are illustrative. They do not represent accurate values that may have
existed in Ok past or arc forecasted for any tune in the future.

Mechanics of the calculations include:

| The annual interest rate specified in legislation is converted to a daily rate for
calculations

2. Credits arc applied to the next monthly payment. Paymeni for an underpayment tsdue
<a) within 3 business of the date the hill b>sent for Initial Billings and initial adjustment
or (bl within 30 days of the time the bill is sent for subsequent adjustments. Interest on
oscrpaynents stops accruing on the dale of the insoicc.

OMIOan 0171VS9 I®AM



Example 1 Initial Hilling
Assumptions:

1 Month is February.

2. Royalty Oil delivered to Icsoro in January = 1,240.(KX) barrels.

3. Royalty Value tor January, from Column 11 of Exxon's Oil Royalty Report Summaries
(attached) = $11.09999.

4, Bill sent to Tesoro on February 1st: Payment due to State byFebruary 6th (Initial

Billing date plus three business days.
Method for calculating Tesoro's initial invoice for January deliveries:
Volume X Pncc - Initial Billing

1.240.000 X S11.09999 = S1U63.987.60

Note:

The lcvsecs aic required to submit their royalty reports to tlie State for January’s production by the last
day u) February. For this reason tire Stale will bill Tesoro for January production based on tlie
December Royalty Value. This is an interim value and is subject to revision, since tlie Agreement
requires tlut Tesoro pay the Monthly Pncc for the some production month. Tlie revised pncc is
incorporated in the invoice submitted the following month (March).
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Example 2: Initial Adjustment

Assumptions:

Month is March.

Y/ Royalty Oil delivered lo Tesoro in January = 1.240.000 barrels.

3. Revised Monthly Price lor January = SI 1.00000

4. Annual interest rate charged member banks foradvances byl12thFederal Reserve
District as ofJanuary 1st is three percent. Annual rate for contract =11percent.

5. Date of Initial Adjustment is March 1st.

Metliod for calculating Tesoro's revised invoice for January deliveries:

Volume X Price = Revised Billing

S13.640.00000

1.240.(XX) x Sl 1.00000

Amount P.ud by Tesoro for January deliveries (calculated in Example 1):

S13.763.987.60

Overpayment for January: (S123,987.60)

Difference between Initial Adjustment date (March 1st) and original accrual date (February 6th) = 23

days.

Interest due s S123.987.60 x <11S/365)x 23 = ($859.42>

Credit due Tesoro for next months billing = (S124.847.02)

o*«no»n owt *i»am



Kxiimplc 3: Subsequent Adjustment

This adjustment is assumed to occur after tnic-up of BP transportation costs, a rcopcncr for one of the

Royalty Settlement Agreements, or for some other reason. It is assumed to occur June 5th.

Assumptions:

Month is June.
Royalty Oil delivered to Tesoro in J;inuary = 1.240,000 barrels.

Adjusted Monthly Price for January —SI 1.11(X)0.

Ao

Annual interest rate charged member banks for advances by 12th Federal Reserve

District as of January | assumed to he three percent: ;is of April | and through the third
quarter, seven percent. Annua! interest rate for contract = 11 percent for tlie first

quarter: 12 percent for the second and third quarter.
5. Tesoro is sent notice of underpayment on June 5th.
6. Tesoro's payment is received on July 5th.

Method for calculating Tesoro's revised invoice for January deliveries:

Volume X Price = Revised Billing

1,240.000 X SM 1 1(XX) = S13.776.400 00
Amount Paid by Tesoro for January deliveries (calculated in Example 2): S13.640.(XX) 00
Underpayment for January deliveries: S$136.400 00

Days of interest in first quarter <Initial Billing date plus 3 business days through March 31st)= 53
Days of interest in second quarterApnl | through June 30th) = 01
Days of interest in third quarter (July I tlirough July 5) =5

Interest for first quarter = S136,400.00 x (11*77365) x 53 = S2.178.66
"merest for second quarter = ($136,400.00 + S2.178.66) x 1 12*71-/1365) x91 = $4,145.97
Interest for third quarter =<$136,400.00 + $2,178 66 + $4,145.97) x (12*7/365) x 5 = $234.62
Payment from Tesoro due to the State wrthin 30 days of invoice date = $142.959.25

If payment in full not received by or on July 5th then additional interest will accrue from July 6th

through tlie payment receipt date, plus a late payment pcnjltv will he assessed
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DEPARTMENT OF NATURAL REVSOURCEVS
3601 CSTREET. SUITE 1360
ANCHORAGE. ALASKA 99503-59*H
DIVISION OF OIL AND GAS PHONE (907)762-25*0

MAR 2 7 993
March 21. 1995

Dear Alaskan

The Stale of Alaska proposes to sell royalty oil to Tesoro Alaska Petroleum Company (Tesoro)
Under the proposed agreement, Tesoro would agree to buy aproximatcly 40,000 barrels of
royally oil per day from the Prudhoe Bay Unit over a three year period This oil will be processed
in Tesoro's refinery at Nikiski on the Kenai Peninsula

Enclosed is a copy of the Preliminary binding and Determination and the proposed contract The
Alaska Royalty Qil and Gas Development Advisory Board will discuss this proposal at a public
meeting at 11 00a m. Thursday. April 6. 19 ;5. in the hearing room of the Legislative Affairs
Agency. 716 West Fourth Avenue. Suite 200. Anchorage. Alaska This meeting will be
tcleconfcrenced to Legislative AlTairs Agency ofliccs in Fairbanks. Juneau, Soldotna. and Valdez

The public is invited to attend

These findings arc preliminary, final conclusions have not been reached Comments received from
the public and from the Alaska Royalty Oil and Gas Advisory Board will be used to determine
whether the proposed contract is in the state’s best interest, and if so. whether changes arc

needed Ifthe commissioner determines that the proposed sale is in the state's best interests, the
contract will be signed and a final finding and determination will be issued Approval by the
Legislature is required for this sale

Comments must be received by April 21, 1995, and should be mailed to the Direc tor, Division of

Oil and Gas. 3601 C Street. Suite 1380, Anchorage. Alaska 97503-5948 Ifycu have any
guestions, please contact Kevin Banks at 762*2589 Thank you for your interest

Sincerely.

-I'l-Kenneth A Boyd
Acting Director

Enclosures





